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I. ACCOUNTING 

 Accounting Methods 

 It pays to make less money, especially less than $25 million. T.D. 9942, Small 
Business Taxpayer Exceptions Under Sections 263A, 448, 460, and 471, 86 F.R. 254 (1/5/21). These 
final regulations implement changes made to §§ 263A, 448, 460, and 471 by the 2017 Tax Cuts and 
Jobs Act (TCJA). The TJCA enacted several simplifying provisions that are available to a business if 
the business’s average annual gross receipts, measured over the three prior years, do not exceed $25 
million. These include the following: (1) the ability of C corporations or partnerships with a C 
corporation as a partner to use the cash method of accounting (§ 448(b)(3)), (2) the ability to use a 
method of accounting for inventories that either treats inventories as non-incidental materials and 
supplies or conforms to the taxpayer's financial accounting treatment of inventories (§ 471(c)(1)), 
(3) the ability to be excluded from applying the uniform capitalization rules of § 263A (§ 263A(i)), 
(4) the small construction contract exception that permits certain taxpayers not to use the percentage-
of-completion method of accounting for certain construction contracts (§ 460(e)(1)(B)), and (5) the 
ability to be excluded from the § 163(j) limit on deducting business interest (§ 163(j)(3)). These final 
regulations provide guidance on the first four of these simplifying provisions. The regulations apply to 
taxable years beginning on or after January 5, 2021, but taxpayers can apply them to earlier taxable 
years beginning after December 31, 2017, provided that, if the taxpayer applies any aspect of the final 
regulations under a particular Code provision, the taxpayer must follow all of the applicable rules 

https://perma.cc/R22J-34GF
https://perma.cc/R22J-34GF
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contained in the regulations that relate to that Code provision for such taxable year and all subsequent 
taxable years (and also must follow the relevant administrative procedures for filing a change in method 
of accounting). 

¶ The final regulations provide limited relief from the rule that prohibits “tax 
shelters” from taking advantage of the five simplifying provisions for small businesses described above. 
These simplifying provisions each state that they are not available to “a tax shelter prohibited from using 
the cash receipts and disbursements method of accounting under section 448(a)(3).” Section 448(a)(3) 
provides that a “tax shelter” cannot compute taxable income under the cash receipts and disbursements 
method of accounting, and according to § 448(d)(3), the term “tax shelter” for this purpose is defined in 
§ 461(i)(3). Section 461(i)(3) defines the term “tax shelter” as “(A) any enterprise (other than a C 
corporation) if at any time interests in such enterprise have been offered for sale in any offering required 
to be registered with any Federal or State agency having the authority to regulate the offering of securities 
for sale, (B) any syndicate (within the meaning of section 1256(e)(3)(B)), and (C) any tax shelter (as 
defined in section 6662(d)(2)(C)(ii)).” The term “syndicate,” according to § 1256(e)(3)(B), is “any 
partnership or other entity (other than a corporation which is not an S corporation) if more than 35 percent 
of the losses of such entity during the taxable year are allocable to limited partners or limited 
entrepreneurs.” Many small businesses will meet this definition and therefore will be precluded from using 
the simplifying provisions enacted by the TCJA. Businesses that fluctuate between having income and 
having losses could be in the position of having to change accounting methods. The final regulations 
address this concern in Reg. § 1.448-2(b)(2)(iii)(B), which permits a taxpayer to make an annual election 
to use the allocated taxable income or loss of the immediately preceding taxable year (rather than the 
current year) to determine whether the taxpayer is a syndicate for the current taxable year. This election 
would prevent a business that is normally profitable but experiences an unforeseen loss from being treated 
as a syndicate and therefore ineligible for the cash method of accounting and for the simplifying provisions 
described earlier. However, it would not prevent a business with consistent losses, such as a business in 
the start-up phase, from being treated as a syndicate. 

 Inventories 

 Installment Method 

 Year of Inclusion or Deduction 

 Accrual-method taxpayers may have to recognize income sooner as a result of 
legislative changes. The 2017 Tax Cuts and Jobs Act, § 13221, amended Code § 451 to make two 
changes that affect the recognition of income and the treatment of advance payments by accrual method 
taxpayers. Both changes apply to taxable years beginning after 2017. Any change in method of 
accounting required by these amendments for taxable years beginning after 2017 is treated as initiated 
by the taxpayer and made with the consent of the IRS. 

All events test linked to revenue recognition on certain financial statements. The legislation 
amended Code § 451 by redesignating § 451(b) through (i) as § 451(d) through (k) and adding a new 
§ 451(b). New § 451(b) provides that, for accrual-method taxpayers, “the all events test with respect 
to any item of gross income (or portion thereof) shall not be treated as met any later than when such 
item (or portion thereof) is taken into account as revenue in” either (1) an applicable financial 
statement, or (2) another financial statement specified by the IRS. Thus, taxpayers subject to this rule 
must include an item in income for tax purposes upon the earlier of satisfaction of the all events test or 
recognition of the revenue in an applicable financial statement (or other specified financial statement). 
According to the Conference Report that accompanied the legislation, this means, for example, that 
any unbilled receivables for partially performed services must be recognized to the extent the amounts 
are taken into income for financial statement purposes. Income from mortgage servicing contracts is 
not subject to the new rule. The new rule also does not apply to a taxpayer that does not have either an 
applicable financial statement or another specified financial statement. An “applicable financial 
statement” is defined as (1) a financial statement that is certified as being prepared in accordance with 
generally accepted accounting principles that is (a) a 10-K or annual statement to shareholders required 
to be filed with the Securities and Exchange Commission, (b) an audited financial statement used for 
credit purposes, reporting to shareholders, partners, other proprietors, or beneficiaries, or for any other 
substantial nontax purpose, or (c) filed with any other federal agency for purposes other than federal 
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tax purposes; (2) certain financial statements made on the basis of international financial reporting 
standards and filed with certain agencies of a foreign government; or (3) a financial statement filed 
with any other regulatory or governmental body specified by IRS. 

Advance payments for goods or services. The legislation amended Code § 451 by redesignating 
§ 451(b) through (i) as § 451(d) through (k) and adding a new § 451(c). This provision essentially 
codifies the deferral method of accounting for advance payments reflected in Rev. Proc. 2004-34, 
2004-22 I.R.B. 991. New § 451(c) provides that an accrual-method taxpayer who receives an advance 
payment can either (1) include the payment in gross income in the year of receipt, or (2) elect to defer 
the category of advance payments to which such advance payment belongs. If a taxpayer makes the 
deferral election, then the taxpayer must include in gross income any portion of the advance payment 
required to be included by the applicable financial statement rule described above, and include the 
balance of the payment in gross income in the taxable year following the year of receipt. An advance 
payment is any payment: (1) the full inclusion of which in gross income for the taxable year of receipt 
is a permissible method of accounting (determined without regard to this new rule), (2) any portion of 
which is included in revenue by the taxpayer for a subsequent taxable year in an applicable financial 
statement (as previously defined) or other financial statement specified by the IRS, and (3) which is 
for goods, services, or such other items as the IRS may identify. The term “advance payment” does not 
include several categories of items, including rent, insurance premiums, and payments with respect to 
financial instruments. 

 Guidance on accounting method changes relating to new § 451(b). Rev. 
Proc. 2018-60, 2018-51 I.R.B. 1045 (11/29/18). Rev. Proc. 2018-60 modifies Rev. Proc. 2018-31, 
2018-22 I.R.B. 637, to provide procedures under § 446 and Reg. § 1.446-1(e) for obtaining automatic 
consent with respect to accounting method changes that comply with § 451(b), as amended by 2017 
Tax Cuts and Jobs Act, § 13221. In addition, Rev. Proc. 2018-60 provides that for the first taxable year 
beginning after December 31, 2017, certain taxpayers are permitted to make a method change to 
comply with § 451(b) without filing a Form 3115, Application for Change in Accounting Method. 

 Proposed regulations issued on requirement of § 451(b)(1) that an accrual 
method taxpayer with an applicable financial statement treat the all events test as satisifed no 
later than the year in which it recognizes the revenue in an applicable financial statement. REG-
104870-18, Taxable Year of Income Inclusion Under an Accrual Method of Accounting, 84 F.R. 47191 
(9/9/19). The Treasury Department and the IRS have issued proposed regulations regarding the 
requirement of § 451(b)(1), as amended by the 2017 Tax Cuts and Jobs Act, that accrual method 
taxpayers with an applicable financial statement must treat the all events test with respect to an item of 
gross income (or portion thereof) as met no later than when the item (or portion thereof) is taken into 
account as revenue in either an applicable financial statement (AFS) or another financial statement 
specified by the IRS (AFS income inclusion rule). New Prop. Reg. § 1.451-3 clarifies how the AFS 
income inclusion rule applies to accrual method taxpayers with an AFS. Under Prop. Reg. § 1.451-
3(d)(1), the AFS income inclusion rule applies only to taxpayers that have one or more AFS’s covering 
the entire taxable year. In addition, the proposed regulations provide that the AFS income inclusion 
rule applies on a year-by-year basis and, therefore, an accrual method taxpayer with an AFS in one 
taxable year that does not have an AFS in another taxable year must apply the AFS income inclusion 
rule in the taxable year that it has an AFS, and does not apply the rule in the taxable year in which it 
does not have an AFS. The proposed regulations clarify that the AFS income inclusion rule does not 
change the applicability of any exclusion provision, or the treatment of non-recognition transactions, 
in the Code, regulations, or other published guidance. Generally, the proposed regulations (1) clarify 
how the AFS inclusion rule applies to multi-year contracts; (2) describe and clarify the definition of an 
AFS for a group of entities; (3) define the meaning of the term “revenue” in an AFS; (4) define a 
transaction price and clarify how that price is to be allocated to separate performance obligations in a 
contract with multiple obligations; and (5) describe and clarify rules for transactions involving certain 
debt instruments. The regulations are proposed to apply generally to taxable years beginning on or 
after the date final regulations are published in the Federal Register. Because the tax treatment of 
certain fees (such as certain credit card fees), referred to as “specified fees,” is unclear, there is a one-
year delayed effective date for Prop. Reg. § 1.451-3(i)(2), which applies to specified fees. Until final 
regulations are published, taxpayers can rely on the proposed regulations (other than the proposed 

https://perma.cc/Z9Y8-ZML2
https://perma.cc/Z9Y8-ZML2
https://perma.cc/W49Z-FCLB
https://perma.cc/W49Z-FCLB
https://perma.cc/MR92-W4TR
https://perma.cc/MR92-W4TR
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regulations relating to specified fees) for taxable years beginning after December 31, 2017, provided 
that they: (1) apply all the applicable rules contained in the proposed regulations (other than those 
applicable to specified fees), and (2) consistently apply the proposed regulations to all items of income 
during the taxable year (other than specified fees). Taxpayers can similarly rely, subject to the same 
conditions, on the proposed regulations with respect to specified credit card fees for taxable years 
beginning after December 31, 2018. 

 Proposed regulations issued on advance payments for goods or services 
received by accrual method taxpayers with or without an applicable financial statement. REG-
104554-18, Advance Payments for Goods, Services, and Other Items, 84 F.R. 47175 (9/9/19). The 
Treasury Department and the IRS have issued proposed regulations regarding accrual method 
taxpayers with or without an applicable financial statement (AFS) receiving advance payments for 
goods or services. The proposed regulations generally provide that an accrual method taxpayer with 
an AFS includes an advance payment in gross income in the taxable year of receipt unless the taxpayer 
uses the deferral method in § 451(c)(1)(B) and Prop. Reg. § 1.451-8(c) (AFS deferral method). A 
taxpayer can use the AFS deferral method only if the taxpayer has an AFS, as defined in 
§ 451(b)(1)(A)(i) or (ii). The term AFS is further defined in Prop. Reg. § 1.451-3(c)(1), issued on the 
same day as these proposed regulations. Under the AFS deferral method, a taxpayer with an AFS that 
receives an advance payment must include: (i) the advance payment in income in the taxable year of 
receipt, to the extent that it is included in revenue in its AFS, and (ii) the remaining amount of the 
advance payment in income in the next taxable year. The AFS deferral method closely follows the 
deferral method of Rev. Proc. 2004-34 (as modified by Rev. Proc. 2011-14, 2011-4 I.R.B. 330, and as 
modified and clarified by Revenue Procedure 2011-18, 2011-5 I.R.B. 443, and Rev. Proc. 2013-29, 
2013-33 I.R.B. 141). A similar deferral method is provided in § 1.451–8(d) for accrual method 
taxpayers thay do not have an AFS (non-AFS deferral method). Under the non-AFS deferral method, 
a taxpayer that receives an advanced payment must include (1) the advance payment in income in the 
taxable year of receipt to the extent that it is earned, and (2) the remaining amount of the advance 
payment in income in the next taxable year. In Prop. Reg. § 1.451–8(b)(1)(i), the proposed regulations 
clarify that the definition of advance payment under the AFS and non-AFS deferral methods is 
consistent with the definition of advance payment in Revenue Procedure 2004–34, which § 451(c) was 
meant to codify. The regulations are proposed to apply to taxable years beginning on or after the date 
the final regulations are published in the Federal Register. Until then, taxpayers can rely on the 
proposed regulations for taxable years beginning after December 31, 2017, provided that the taxpayer: 
(1) applies all the applicable rules contained in the proposed regulations, and (2) consistently applies 
the proposed regulations to all advance payments. 

 Final regulations finally issued. T.D. 9941, Taxable Year of Income Inclusion 
under an Accrual Method of Accounting and Advance Payments for Goods, Services, and Other Items, 
86 F.R. 810 (1/6/21). The final regulations are extensive and technical, and make some changes from 
the proposed regulations, only a few of which are highlighted here. Affected taxpayers and their 
advisors (those with “applicable financial statements” or “AFS”) should read the final regulations 
carefully. With respect to § 451(b), the final regulations provide a new rule that an item of gross income 
is “taken into account as AFS revenue” only the if taxpayer has an enforceable right to recover the 
AFS amounts if the customer were to terminate the contract on the last day of taxable year. Another 
significant change from the proposed regulations under § 451(b) is a new, optional AFS “cost offset” 
rule allowing a taxpayer to reduce the amount of the AFS income inclusion by the cost of goods 
incurred through the last day of the taxable year, as determined under §§ 461, 471 and 263A. With 
respect to § 451(c), the final regulations clarify that a payment meeting the definition of an “advance 
payment” under the regulations cannot be deferred for tax purposes if the amount is earned in the year 
of receipt, notwithstanding whether the amount is deferred for AFS purposes. The final regulations 
generally apply to tax years beginning on or after January 1, 2021; however, taxpayers may apply the 
for tax years beginning after December 31, 2017, and before January 1, 2021, if they (1) apply all the 
rules in the final regulations under both § 451(b) and § 451(c) consistently and in their entirety, and 
(2) continue to apply all the rules to all later tax years.  

https://perma.cc/2RW3-RRLA
https://perma.cc/2RW3-RRLA
https://perma.cc/TQA2-63TM
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II. BUSINESS INCOME AND DEDUCTIONS 

 Income 

 Deductible Expenses versus Capitalization 

 Reasonable Compensation 

 Miscellaneous Deductions 

 Seinfeld warned us: no double-dipping (with your PPP money)! Or, on second 
thought, maybe you can! Notice 2020-32, 2020-21 I.R.B. 1 (5/1/20). Section 1102 of the CARES 
Act, in tandem with § 7(a)(36) of the Small Business Act (15 U.S.C. § 636(a)(36)), establishes the 
much-touted Paycheck Protection Program (“PPP”). The PPP was created to combat the devastating 
economic impact of the coronavirus pandemic. Generally speaking, the PPP facilitates bank-originated, 
federally-backed loans (“covered loans”) to fund payroll and certain other trade or business expenses 
(“covered expenses”) paid by taxpayers during an eight-week period following the loan’s origination 
date. Moreover, § 1106(b) of the CARES Act allows taxpayers to apply for debt forgiveness with 
respect to all or a portion of a covered loan used to pay covered expenses. Section 1106(i) of the 
CARES Act further provides that any such forgiven debt meeting specified requirements may be 
excluded from gross income by taxpayer-borrowers. 

Background. The CARES Act does not address whether covered expenses funded by a forgiven 
covered loan are deductible for federal income tax purposes. Normally, of course, covered expenses 
would be deductible by a taxpayer under either Code § 162, § 163, or similar provisions; however, a 
long-standing provision of the Code, § 265(a)(1), disallows deductions for expenses allocable to one 
or more classes of income “wholly exempt” from federal income tax. Put differently, § 265(a)(1) 
generally prohibits taxpayers from double-dipping: taking deductions for expenses attributable to tax-
exempt income. Section 265 most often has been applied to disallow deductions for expenses paid to 
seek or obtain tax-exempt income. (For example, a taxpayer claiming nontaxable social security 
disability benefits pays legal fees to pursue the claim. The legal fees are not deductible under Code 
§ 265(a)(1). See Rev. Rul. 87-102, 1987-2 C.B. 78.) Covered expenses, on the other hand, presumably 
would have been incurred by taxpayers (at least in part) regardless of the PPP. The question arises, 
therefore, whether covered expense deductions are disallowed by Code § 265 when all or a portion of 
a PPP covered loan subsequently is forgiven. 

Notice 2020-32. The notice sets forth the IRS’s position that covered expenses funded by the 
portion of a PPP covered loan subsequently forgiven are not deductible pursuant to § 265. The IRS 
reasons that regulations under § 265 define the term “class of exempt income” as any class of income 
(whether or not any amount of income of such class is received or accrued) that is either wholly 
excluded from gross income for federal income tax purposes or wholly exempt from federal income 
taxes. See Reg. § 1.265-1(b)(1). Thus, because the forgiven portion of a covered loan is nontaxable 
(i.e., “wholly exempt”) and is tied to the taxpayer’s expenditure of the loan proceeds for covered 
expenses, § 265 disallows a deduction for those expenses. The IRS also cites several cases in support 
of its position. See Manocchio v. Commissioner, 78 T.C. 989 (1982) (taxpayer-pilot’s flight-training 
expenses funded with a nontaxable Veteran’s Administration allowance not deductible pursuant to 
§ 265(a)(1)), affôd on other grounds, 710 F.2d 1400 (9th Cir. 1983); Banks v. Commissioner, 17 T.C. 
1386 (1952) (deduction for business-related educational expenses disallowed under § 265(a)(1) when 
paid by the Veterans’ Administration and not taxable to taxpayer); Heffelfinger v. Commissioner, 5 
T.C. 985 (1945) (Canadian income taxes on income exempt from U.S. tax are not deductible in 
computing U.S. taxable income pursuant to § 265(a)(1)’s statutory predecessor). As if to convince 
itself, though, the IRS also cites as support—but without analysis—several arguably inapposite cases 
that do not rely upon § 265(a)(1). Instead, these cases hold that expenditures reimbursed from or 
directly tied to nontaxable funds are not deductible. See, e.g., Burnett v. Commissioner, 356 F.2d 755, 
759-60 (5th Cir. 1966) (living expenses advanced by personal injury attorney to clients pending 
outcome of lawsuit not deductible because the expenses will be reimbursed from the lawsuit proceeds); 
Wolfers v. Commissioner, 69 T.C. 975 (1978) (taxpayer cannot deduct relocation costs funded with 

https://www.irs.gov/pub/irs-drop/n-20-32.pdf
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nontaxable proceeds from Federal Reserve Bank); Charles Baloian Co. v. Commissioner, 68 T.C. 620 
(1977) (similar). 

A possible legislative solution? The authors doubt that Notice 2020-32 is the last word on the tax 
treatment of PPP covered loans and covered expenses. Apparently, many practitioners and at least a 
few members of Congress believe that the IRS’s position in Notice 2020-32 contravenes congressional 
intent. See Chamseddine and Yauch, Neal Plans PPP Fix to Provide Expenses Deduction, 2020 TNTF 
86-5 (5/4/20). Treasury Secretary Mnuchin, though, has defended the IRS’s position. See 
Chamseddine, “Tax 101”: Mnuchin Defends Nondeductibility of PPP Expenses, 2020 TNTF 87-2 
(5/5/20). Furthermore, what happens to capitalized covered expenses? Are taxpayers forced to reduce 
basis when a portion of a covered loan is forgiven? What about outside basis adjustments for S 
corporations and partnerships that have paid covered expenses with the proceeds of a subsequently 
forgiven covered loan? Remember Gitlitz v. Commissioner, 531 U.S. 206 (2001) (excludable 
cancellation of indebtedness increases S corporation shareholder’s outside basis allowing use of 
previously suspended losses) followed by enactment of § 108(d)(7)(A) (legislatively overruling 
Gitlitz)? 

A broader perspective. Perhaps the unstated but no less unsettling aspect of Notice 2020-32 is that 
the Notice fails to address adequately the inconsistent application of § 265 by the IRS and Treasury. It 
is well established that § 265(a)(1) disallows so-called “forward looking” deductions allocable to 
“wholly exempt” income (i.e., expenses paid to earn or obtain exempt income). For instance, as 
mentioned above § 265(a)(1) disallows a deduction for legal fees paid to pursue a nontaxable social 
security disability award. See Rev. Rul. 87-102, 1987-2 C.B. 78. Less established, however, is whether 
§ 265 disallows so-called “backward looking” deductions (i.e., expenses funded with tax-exempt 
income but not paid to obtain such tax-exempt income). Cf. Rev. Rul. 75-232, 1975-1 C.B. 94 (taxpayer 
can exclude from income under § 104(a)(2) a settlement, including the portion allocated to future 
medical expenses, but cannot deduct that portion of the future medical expenses when incurred). For 
example, a taxpayer might receive an excludable bequest of artwork but nonetheless is allowed a 
charitable contribution deduction upon donating the artwork to a tax-exempt museum. For a thorough 
analysis, see Dodge, Disallowing Deductions Paid with Excluded Income, 32 Va. Tax Review 749 
(2013). 

 Don’t think you can avoid having deductions disallowed just because your 
PPP loan has not yet been forgiven, says the IRS. Rev. Rul. 2020-27, 2020-50 I.R.B. 1552 
(11/18/20). Following the IRS’s issuance of Notice 2020-32, which provides that costs are not 
deductible to the extent they are paid with the proceeds of a PPP loan that is forgiven, many taxpayers 
questioned whether they could take deductions for costs paid in 2020 with the proceeds of a PPP loan 
if the loan is not forgiven in 2020. In this revenue ruling, the IRS has crushed the hopes of many 
taxpayers. According to the ruling: 

A taxpayer … [that paid expenses with the proceeds of a PPP loan] may not deduct 
those expenses in the taxable year in which the expenses were paid or incurred if, at 
the end of such taxable year, the taxpayer reasonably expects to receive forgiveness of 
the covered loan on the basis of the expenses it paid or accrued during the covered 
period.” 

(Emphasis added.) The revenue ruling illustrates this rule in two situations. In the first, the taxpayer 
paid qualifying costs (payroll, mortgage interest, utilities, and rent) in 2020 with the proceeds of a PPP 
loan, satisfied all requirements for forgiveness of the loan, and applied for forgiveness of the loan, but 
the lender did not inform the taxpayer by the end of 2020 whether the loan would be forgiven. In the 
second situation, the facts were the same except that the taxpayer did not apply for forgiveness of the 
loan in 2020 and instead expected to apply for forgiveness of the loan in 2021. The ruling concludes 
that, in both situations, the taxpayers have a reasonable expectation that their loans will be forgiven 
and therefore cannot deduct the expenses they paid with the proceeds of their PPP loans. The ruling 
relies on two distinct lines of authority to support this conclusion. One line involves taxpayers whose 
deductions are disallowed because they have a reasonable expectation of reimbursement at the time 
they pay the costs in question. See, e.g., Burnett v. Commissioner, 356 F.2d 755 (5th Cir. 1966) 

https://www.irs.gov/pub/irs-drop/n-20-32.pdf
https://www.irs.gov/pub/irs-drop/n-20-32.pdf
https://www.irs.gov/pub/irs-drop/n-20-32.pdf
https://perma.cc/2B7S-ZVCN
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(attorney who advanced costs for client and was entitled to reimbursement if successful in the client’s 
matter); Canelo v. Commissioner, 53 T.C. 217 (1969), affôd, 447 F.2d 484 (9th Cir. 1971) (same). The 
IRS reasons in the ruling that the taxpayers in the two situations described have a reasonable 
expectation of reimbursement in the form of forgiveness of their PPP loans. The second line of 
authority is under § 265(a)(1), which disallows deductions for any amount otherwise deductible that is 
allocable to one or more classes of tax-exempt income regardless of whether the tax-exempt income is 
received or accrued. See Reg. § 1.265-1(a)(1), (b). Thus, according to the ruling, the fact that the loans 
in the two situations have not yet been forgiven does not preclude the costs paid by the taxpayers from 
being allocable to tax-exempt income. 

 But taxpayers can deduct expenses paid with the proceeds of a PPP loan 
to the extent their applications for loan forgiveness are denied or to the extent they decide not to 
seek forgiveness of the loan. Rev. Proc. 2020-51, 2020-50 I.R.B. 1599 (11/18/20). This revenue 
procedure provides a safe harbor that allows taxpayers to claim deductions in a taxable year beginning 
or ending in 2020 for otherwise deductible expenses paid with proceeds of a PPP loan that the taxpayer 
expects to be forgiven after 2020 to the extent that, after 2020, the taxpayer’s request for loan 
forgiveness is denied or the taxpayer decides not to request loan forgiveness. The deductions can be 
claimed on a timely filed (including extensions) original 2020 income tax return or information return, 
an amended 2020 return (or, in the case of a partnership, an administrative adjustment request for 
2020), or timely filed original income tax return or information return for the subsequent year in which 
the request for loan forgiveness is denied or in which the taxpayer decides not to seek loan forgiveness. 
The deductions the taxpayer claims cannot exceed the principal amount of the PPP loan for which 
forgiveness was denied or will not be sought. To be eligible for the safe harbor, the taxpayer must 
attach a statement (titled “Revenue Procedure 2020-51 Statement”) to the return on which the taxpayer 
claims the deductions. The statement must include information specified in the revenue procedure. The 
revenue procedure seems to acknowledge that, for taxpayers claiming the deductions in the subsequent 
taxable year in which loan forgiveness is denied, the safe harbor is unnecessary because such taxpayers 
would be able to deduct the expenses in the subsequent taxable year under general tax principles. 

 Congress finally has stepped in and provided legislative relief. A provision 
of the Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division EE, Title I, § 276 of the 2021 
Consolidated Appropriations Act, provides that, for purposes of the Internal Revenue Code: 

no deduction shall be denied, no tax attribute shall be reduced, and no basis increase 
shall be denied, by reason of the exclusion from gross income [of the forgiveness of a 
PPP loan] 

The legislation also provides that, in the case of partnerships and subchapter S corporations, any 
amount forgiven is treated as tax-exempt income, which has the effect of providing a basis increase to 
the partners or shareholders. The provision applies retroactively as if it had been included in the 
CARES Act. In a related development, Rev. Rul. 2021-2, 2021-4 IRB 495 (1/25/2021) obsoletes 
Notice 2020-32 and Rev. Rul. 2020-27 discussed above. Further, Notice 2021-6, 2021-6 IRB 822 
(1/19/21) waives any requirement that lenders file information returns or furnish payee statements 
under § 6050P (Form 1099-C, cancellation of debt) reporting the amount of qualifying forgiveness 
with respect to covered PPP loans (thereby obsoleting Announcement 2020-12, 2020-41 I.R.B. 893 
(9/22/2020)). Finally,  Announcement 2021-2, 2021-8 I.R.B. 892 (2/1/21) notifies lenders who have 
filed with IRS or furnished to a borrower a Form 1099-MISC, Miscellaneous Information, reporting 
certain payments on loans subsidized by the Administrator of the U.S. Small Business Administration 
as income of the borrower that the lenders must file and furnish corrected Forms 1099-MISC that 
exclude these subsidized loan payments. 

 But, this seems a little weird to us. Rev. Proc. 2021-20, 2021-19 I.R.B. 1150 
(4/22/21). In an unusual move arguably inconsistent with annual accounting principles, the IRS has 
announced a safe harbor for taxpayers who did not deduct PPP loan expenses on a previously filed 
2020 tax return. Taxpayers may not have deducted such expenses based upon the IRS’s prior position 
announced in Notice 2020-32, 2020-21 I.R.B. 1 (5/1/20) and Rev. Rul. 2020-27, 2020-50 I.R.B. 1552 
(11/18/20), as discussed above. Under Rev. Proc. 2021-20, “covered taxpayers” (as defined) who have 
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not previously claimed deductions for PPP loan expenses paid or incurred between March 27, 2020 
(the date the PPP loan program initially was authorized), and December 27, 2020 (the date Congress 
legislatively overruled the IRS) may elect to deduct those previously unclaimed expenses on their 2021 
returns. Although this solution may be practical, it runs counter to annual accounting principles. Of 
course, weôre sure nothing can go wrong with allowing taxpayers who paid or incurred deductible 
expenses in 2020 to elect to deduct those expenses on their 2021 returns, right? Granted, Rev. Proc. 
2021-20 has narrow applicability. Most taxpayers would not have filed their 2020 federal income tax 
returns prior to December 27, 2020, when, as noted above, Congress granted legislative relief for 
deducting PPP loan expenses. Rev. Proc. 2021-20 also obsoletes Rev. Proc. 2020-51 discussed above. 

 Go ahead and deduct 100 percent of the cost of that business meal, at least 
through 2022. A provision of the Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division 
EE, Title I, § 210 of the 2021 Consolidated Appropriations Act, amends § 274(n)(2), which sets forth 
exceptions to the normal 50 percent limitation on deducting business meals, to add an additional 
exception. The exception is for the cost of food or beverages provided by a restaurant paid or incurred 
before January 1, 2023. This rule applies to amounts paid or incurred after December 31, 2020. 

 Seriously, itôs come to this? Whole Foods and Costco are not “restaurants,” 
but your favorite food truck and street vendor are. As for your “go to” catering company, who 
knows? Notice 2021-25, 2021-17 I.R.B. 1118 (4/8/21). According to the IRS, a “restaurant” within 
the meaning of amended § 274(n)(2) means “a business that prepares and sells food or beverages to 
retail customers for immediate consumption, regardless of whether the food or beverages are consumed 
on the business’s premises.” Notice 2021-25 further states that a “restaurant” does not include a 
business primarily selling “pre-packaged food or beverages not for immediate consumption, such as a 
grocery store; specialty food store; beer, wine, or liquor store; drug store; convenience store; 
newsstand; or a vending machine or kiosk.” Notice 2021-25 goes on to provide that regardless of 
whether the facility is operated by a third-party under contract with an employer, a § 274(n)(2) 
“restaurant” is neither (i) an employer’s on-premises eating facility used in furnishing meals excluded 
from its employees’ gross income under § 119 nor (ii) an employer-operated eating facility treated as 
a de minimis fringe under § 132(e)(2).  

 Depreciation & Amortization 

 For real property trades or businesses that elect out of the § 163(j) limitation 
on deducting business interest, the recovery period for residential rental properties under the 
alternative depreciation system is 30 years instead of 40 years for properties placed in service 
before 2018. Section 163(j), enacted by the 2017 Tax Cuts and Jobs Act, § 13301, generally limits the 
deduction for business interest expense to the sum of: (1) business interest income, (2) 30 percent of 
“adjusted taxable income,” and (3) floor plan financing interest. (Section 163(j)(10), enacted by the 
CARES Act, increases to 50 percent (instead of 30 percent) the “adjusted taxable income” component 
of the § 163(j) limitation for taxable years beginning in 2019 and 2020.) The § 163(j) limit applies to 
businesses with average annual gross receipts (computed over 3 years) of more than $25 million. Real 
property trades or businesses that are subject to § 163(j) can elect out of the limitation imposed by that 
provision. The cost of doing so, however, is that, pursuant to § 168(g)(1)(F) and (g)(8), a real property 
trade or business that elects out of the interest limitation of § 163(j) must use the alternative 
depreciation system (ADS) for nonresidential real property, residential rental property, and qualified 
improvement property. The 2017 Tax Cuts and Jobs Act, § 13204, modified the ADS to provide a 
recovery period of 30 years (rather than the former 40 years) for residential rental property subject to 
the ADS. This modification of the recovery period for residential rental property, however, applied 
only to property placed in service after December 31, 2017. This meant that, if a real property trade or 
business elected out of the interest limitation of § 163(j) in 2018 or future years, and if the business 
had placed residential rental property in service before January 1, 2018, it had to use the ADS for such 
property with a recovery period of 40 years. See Rev. Proc. 2019-8, § 4, 2019-3 I.R.B. 347. In the 
Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division EE, Title I, § 202 of the 2021 
Consolidated Appropriations Act, Congress amended the 2017 Tax Cuts and Jobs Act, § 13204, to 
provide that the 30-year ADS recovery period applies to residential rental property that is held by an 
electing real property trade or business and that was placed in service before January 1, 2018. The 
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effect of this amendment is that real property trades or businesses that elect out of the interest limitation 
of § 163(j) and therefore are subject to the ADS with respect to residential rental property can use a 
recovery period of 30 years for that property regardless of when the property was originally placed in 
service. This change applies retroactively to taxable years beginning after December 31, 2017. 

 The IRS has issued guidance for real property trades or businesses that 
elect out of § 163(j) on how to change the method of computing depreciation for residential rental 
property placed in service before January 1, 2018. Rev. Proc. 2021-28, 2021-27 I.R.B. 5 (6/17/21). 
This revenue procedure provides guidance to those affected by the retroactive change enacted by 
Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division EE, Title I, § 202 of the 2021 
Consolidated Appropriations Act, to the recovery period under the alternative depreciation system for 
residential rental property placed in service before January 1, 2018. Generally, the revenue procedure 
permits taxpayers to file an amended federal income tax return or information return, administrative 
adjustment request under § 6227 of the Code (AAR), or a Form 3115, Application for Change in 
Accounting Method, to change their method of computing depreciation of certain residential rental 
property held by an electing real property trade or business to use a 30-year ADS recovery period. If 
such property is included in a general asset account, the revenue procedure also permits eligible 
taxpayers to change their general asset account treatment for such property to comply with Reg. 
§ 1.168(i)-1(h)(2). The revenue procedure also provides special rules for taxpayers that elected to be 
an electing real property trade or business for their taxable year beginning in 2019 (2019 taxable year), 
and thereby changed to a 40-year ADS recovery period for residential rental property placed in service 
before 2018 under the change in use rules for the 2019 taxable year. The revenue procedure modifies 
Rev. Proc. 2019-8, 2019-3 I.R.B. 347, which provides guidance under § 168(g) related to certain 
property held by an electing real property trade or business. It also modifies Rev. Proc. 2019-43, 2019-
48 I.R.B. 1107, which provides the list of automatic changes in methods of accounting, to expand the 
applicability of automatic changes for a change in use of certain depreciable property. 

 Credits 

 More guidance on employee retention credits. Notice 2021-49, 2021-34 I.R.B. 
316 (8/4/21). Section 9651 of the 2021 American Rescue Plan added Code § 3134, which provides an 
employee retention credit against specified payroll taxes for eligible employers, including tax-exempt 
organizations, that pay qualified wages (including certain health plan expenses) to employees after 
June 30, 2021, and before January 1, 2022. Previously, Congress had provided for an employee 
retention credit in § 2301 of the CARES Act, which applies to qualified wages paid after March 12, 
2020, and before January 1, 2021, and in § 207 of the Taxpayer Certainty and Disaster Tax Relief Act 
of 2020, Division EE of the 2021 Consolidated Appropriations Act, which applies to qualified wages 
paid after December 31, 2020, and before July 1, 2021. Thus, the CARES Act provided an employee 
retention credit for much of 2020, the Taxpayer Certainty and Disaster Tax Relief Act of 2020 provided 
an employee retention credit for the first two quarters of 2021, and the 2021 American Rescue Plan 
provided an employee retention credit for the last two quarters of 2021. This notice provides guidance 
on the employee retention credit authorized by Code § 3134, which is available during the last two 
quarters of 2021. The notice also amplifies two earlier notices, Notice 2021-20, 2021-11 I.R.B. 922, 
which addresses the employee retention credit in effect for 2020, and Notice 2021-23, 2021-16 I.R.B. 
1113, which addresses the employee retention credit in effect for the first two quarters of 2021. 

As originally enacted in the CARES Act, the employee retention credit was not available to an 
employer if the employer or any member of its controlled group received a Paycheck Protection 
Program (PPP) loan. The Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division EE of the 
2021 Consolidated Appropriations Act, enacted in December 2020, changed this rule retroactively. 
Under the revised rule, an employer that receives a PPP loan can still qualify for an employee retention 
credit, but cannot use the same wages to qualify for both forgiveness of the PPP loan and the employee 
retention credit. 

Notice 2021-49 provides guidance on several important issues, including: 

¶ The definition of a “full-time employee” for purposes of the employee retention credit. 
¶ Whether cash tips can be treated as qualified wages. 
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¶ Whether wages paid to an employee who owns more than 50 percent (majority owner) or to 
the spouse of a majority owner may be treated as qualified wages. 

Note: the infrastructure bill currently moving through Congress would end the employee retention 
credit for the fourth quarter of 2020. 

 Natural Resources Deductions & Credits 

 Loss Transactions, Bad Debts, and NOLs 

 At-Risk and Passive Activity Losses 

III. INVESTMENT GAIN AND INCOME 

 Gains and Losses 

 Interest, Dividends, and Other Current Income 

 Profit-Seeking Individual Deductions  

 Section 121 

 Section 1031 

 Section 1033 

 Section 1035 

 Miscellaneous 

 A taxpayer who excluded the discharge of qualified real property business 
indebtedness from gross income under § 108(a)(1)(D) had to reduce the basis of depreciable real 
property sold in the year of discharge (rather than the basis of property held in the subsequent 
year) because the property sold had been taken into account under § 108(c)(2)(B) in determining 
whether his exclusion was limited. Hussey v. Commissioner, 156 T.C. No. 12 (6/24/21). In 2012, the 
taxpayer sold sixteen investment properties that were subject to liabilities. He sold fifteen of the 
properties in short sales. The lending bank cancelled a total $754,054 of debt and issued fifteen Forms 
1099-C, Cancellation of Debt (one for each property sold in a short sale). After filing an original return 
for 2012, the taxpayer filed an amended return for 2012 on which he reported that he had excludable 
income of $685,281 from the discharge of qualified real property business indebtedness that should be 
applied to reduce the basis of depreciable real property. The taxpayer filed a return for 2013 on which 
he reported losses from the sale of additional investment properties and filed a return for 2014 on which 
he reported a net operating loss carryover from 2013. The IRS issued a notice of deficiency for 2013 
and 2014 in which the IRS disallowed the 2013 loss deductions and the 2014 loss carryover from 2013. 
Among other issues, the Tax Court (Judge Colvin) addressed whether the 2012 discharge of 
indebtedness required the taxpayer to reduce the basis of depreciable real properties sold in 2012 (the 
year of discharge) or instead the basis of depreciable real properties held in 2013 (the subsequent year). 
Although the court had no jurisdiction over 2012 because the notice of deficiency related to 2013 and 
2014, the determination of whether a basis reduction was required in 2012 was necessary to resolve 
the amount of the taxpayer’s tax liability for 2013. The parties agreed that the debt discharged in 2012 
was qualified real property business indebtedness as defined in § 108(c)(3), that the taxpayer was 
eligible to exclude the discharged debt from gross income under § 108(a)(1)(D), and that the taxpayer 
was therefore required by § 108(c)(1) to reduce his basis in depreciable real property by the amount 
excluded from gross income. The issue was whether the taxpayer had to make the basis reduction in 
2012, as the IRS contended, or instead in the subsequent year, 2013, as the taxpayer contended. Section 
1017(a) generally provides that, when such a basis reduction is required, a taxpayer must reduce the 
basis of property “held by the taxpayer at the beginning of the taxable year following the taxable year 
in which the discharge occurs.” However, § 1017(b)(3)(F)(iii) provides that, “in the case of property 
taken into account under section 108(c)(2)(B),” the basis reduction must “be made immediately before 
disposition if earlier than the time under subsection (a).” The court interpreted this latter provision as 
requiring the taxpayer to reduce the basis of the properties he sold in 2012 (rather than the basis of 
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properties he held in 2013) if the properties he sold in 2012 had been taken into account under 
§ 108(c)(2)(B). Section 108(c)(2)(B) limits the exclusion for the discharge of qualified real property 
business indebtedness and provides that the exclusion cannot exceed “the aggregate adjusted bases of 
depreciable real property … held by the taxpayer immediately before the discharge ….” The court 
determined that the taxpayer’s aggregate bases in depreciable real property immediately before the 
2012 discharge of indebtedness exceeded $754,054, the amount of qualified real property business 
indebtedness that was discharged. The properties he sold in 2012, the court reasoned, had been used to 
show that his aggregate bases in depreciable real properties exceeded the amount of the cancelled debt 
and that he therefore was not affected by the § 108(c)(2)(B) limitation. Accordingly, the court 
concluded, the taxpayer was required by § 1017(b)(3)(F)(iii) to reduce the bases of the properties he 
sold in 2012 immediately before those sales. The court also concluded that the taxpayer had not 
experienced a discharge of indebtedness in 2013 and that he was not subject to accuracy-related 
penalties under § 6662 for 2013 and 2014 because he had relied in good faith on professional tax advice 
in preparing his returns for those years. 

IV. COMPENSATION ISSUES 

 Fringe Benefits 

 There are no adverse tax consequences for employees if they forgo their 
vacation, sick, or personal leave in exchange for the employer’s contributions to charitable 
organizations providing disaster relief for those affected by the COVID-19 pandemic. Notice 
2020-46, 2020-27 I.R.B. 7 (6/11/20). In this notice, the IRS has provided guidance on the tax treatment 
of cash payments that employers make pursuant to leave-based donation programs for the relief of 
victims of the COVID-19 pandemic in all 50 states, the District of Columbia, and certain U.S. 
territories (affected geographic areas). Under leave-based donation programs, employees can elect to 
forgo vacation, sick, or personal leave in exchange for cash payments that the employer makes to 
charitable organizations described in § 170(c). The notices provide that the IRS will not assert that: 
(1) cash payments an employer makes before January 1, 2021, to charitable organizations described in 
§ 170(c) for the relief of victims of the COVID-19 pandemic in affected geographic areas in exchange 
for vacation, sick, or personal leave that its employees elect to forgo constitute gross income or wages 
of the employees; or (2) the opportunity to make such an election results in constructive receipt of 
gross income or wages for employees, Employers are permitted to deduct these cash payments either 
under the rules of § 170 as a charitable contribution or under the rules of § 162 as a business expense 
if the employer otherwise meets the requirements of either provision. Employees who make the 
election cannot claim a charitable contribution deduction under § 170 for the value of the forgone 
leave. The employer need not include cash payments made pursuant to the program in Box 1, 3 (if 
applicable), or 5 of the employee’s Form W-2. 

 The favorable treatment of leave-based donation programs has been 
extended to cash payments made through 2021. Notice 2021-42, 2021-29 I.R.B. 19 (6/30/21). This 
notice extends the federal income and employment tax treatment provided in Notice 2020-46 to cash 
payments made to § 170(c) organizations after December 31, 2020, and before January 1, 2022, that 
otherwise would be described in Notice 2020-46. 

 Qualified Deferred Compensation Plans 

 Nonqualified Deferred Compensation, Section 83, and Stock Options 

 Individual Retirement Accounts 
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V. PERSONAL INCOME AND DEDUCTIONS 

 Rates 

 Miscellaneous Income 

 Hobby Losses and § 280A Home Office and Vacation Homes 

 Deductions and Credits for Personal Expenses 

 For 2021, the child tax credit is expanded and a portion of it will be paid in 
advance.1 The 2021 American Rescue Plan made several significant changes to the child tax credit 
authorized by § 24. Section 9661 of the legislation amends Code § 24 to add new subsection 24(i). 
Section 24(i), which applies only in 2021, increases the child tax credit amount to $3,600 in the case 
of a qualifying child younger than 6 at the end of 2021, and to $3,000 in the case of other qualifying 
children. The provision also enlarges the definition of a qualifying child to include children who have 
not attained the age of 18 by the end of 2021 (rather than 17, as under the usual child tax credit rules). 
The total amount of the 2021 child tax credit (not the amount of the credit with respect to each child 
considered separately) is reduced by $50 for each $1,000 by which the taxpayer’s modified AGI 
exceeds $150,000 (joint return), $112,500 (head of household), or $75,000 (any other case). Although 
the per child credit amounts under the 2021 rules are considerably larger than the usual $2,000 per 
child credit amount (in 2018 through 2025), the phaseout thresholds under the 2021 rules are much 
lower than the usual (2018 through 2025) thresholds of $400,000 (joint return) and $200,000 (any other 
case). Thus, the 2021 rules would actually produce smaller credit amounts (or no credit at all) for many 
higher-income parents than would be produced by the usual rules. Section 24(i)(4) includes an 
incredibly convoluted (even by Internal Revenue Code standards) “limitation on reduction” provision 
intended to insure that such parents are not disadvantaged by the special rules for 2021. The basic idea 
is simple enough–that parents in 2021 should be entitled to child tax credits based on the usual rules 
or based on the 2021 special rules, whichever produce a larger credit–but the statutory elaboration of 
the rule is almost impenetrable. 

The following example of how all this is supposed to work is based on an example in the House 
Report on the legislation (H. Rept. 117-7, at 730). The taxpayer is a head of household with modified 
AGI of $140,500, and with one qualifying child, age 7. Under the usual rules, the taxpayer would be 
allowed a $2,000 credit. Under the special 2021 rules, without regard to the “limitation on reduction” 
provision, the taxpayer would be entitled to a credit of $3,000, reduced by $1,400 to $1,600. (The 
$1,400 reduction is calculated as [($140,500 - $112,500)/$1,000] x $50 = $1,400.) However, with the 
“limitation on reduction” applying the reduction will be only $1,000, and the taxpayer will be entitled 
to a $2,000 credit (reduced from $3,000 by the phaseout). The “limitation on reduction” rules provide 
that the phaseout reduction cannot exceed the lesser of (1) the difference between the 2021 full credit 
amount and the usual full credit amount (here, $3,000 - $2,000 = $1,000), or (2) 5 percent of the 
difference between the usual phaseout threshold and the 2021 phaseout threshold (here, 0.05 x 
($200,000 - $112,500) = $4,375). The result on these facts is that the reduction is limited to $1,000, 
and the credit is $2,000. 

Section 7527A, also added by the 2021 legislation, provides for advance payment of 2021 child 
tax credits, in periodic equal amounts totaling 50 percent of the taxpayer’s anticipated total child tax 
credits for 2021. The anticipated credits are determined based on a taxpayer’s modified AGI for a 
“reference year,” and on the taxpayer’s qualifying children in the reference year (with the children’s 
ages adjusted to reflect the passage of time). The reference year is generally the preceding year (2020), 
but it is the second preceding year (2019) if the taxpayer has not (or not yet) filed a return for the 
preceding year. The IRS may modify the annual advance payment amount–and thus the amount of the 
periodic payments–during the year to take into account a return newly filed by the taxpayer, or any 
other information provided by the taxpayer. The statute directs the IRS to establish an online 

                                                   

1 The authors thank Professor Lawrence A. Zelenak of the Duke University School of Law for this summary of the 
changes to the child tax credit and for allowing us to include it in this outline. 
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information portal which taxpayers can use to provide credit-relevant information to the IRS, and to 
elect out of advance payments (in which case taxpayers can still claim their child tax credits on their 
2021 returns, in the usual way). 

Section 24(j) provides for reconciliation between the amount of the advance payments and the 
proper amount of credits (as determined after all information for 2021 is known). As one would expect, 
advance payments received under § 7527A reduce the amount of the credit a taxpayer can claim on 
her return, dollar-for-dollar. If advance payments exceed the proper credit amount based on actual 2021 
results (which should not be common, given the 50 percent ceiling on advance payments), 
reconciliation (i.e., repayment by the taxpayer of the excess) is generally required. But if the taxpayer’s 
actual modified AGI for 2021 does not exceed $60,000 (joint return), $50,000 (head of household), or 
$40,000 (any other case), reconciliation is not required to the extent of the “safe harbor amount,” 
defined as $2,000 multiplied by the excess (if any) of the number of qualifying children taken into 
account in determining the amount of the advance payments, over the number of qualifying children 
actually taken into account under § 24. The safe harbor is phased out, ratably, as modified AGI rises 
between the income threshold and 200 percent of the threshold. 

 The IRS has added an online portal to allow taxpayers to verify eligibility 
for the child tax credit, update bank account information, and opt out of advance payments. IR-
2021-143, (6/30/21). The IRS has made available online tools to implement the recently enacted 
changes to the child tax credit. See IR-2021-130 (6/22/21). The new Child Tax Credit Eligibility 
Assistant allows families to answer a series of questions to quickly determine whether they qualify for 
the advance credit. The Child Tax Credit Update Portal allows families to verify their eligibility for 
the payments and if they choose to, unenroll, or opt out from receiving the monthly payments so they 
can receive a lump sum when they file their tax return next year. Most recently, the IRS added a feature 
to allow individuals to update their bank account information for direct deposit of the child tax credit. 
Any updates made by August 2, 2021, will apply to the August 13 payment and all subsequent monthly 
payments for the rest of 2021. Families will receive their July 15 payment by direct deposit in the bank 
account currently on file with the IRS. Those who are not enrolled for direct deposit will receive a 
check. 

VI. CORPORATIONS 

 Entity and Formation 

 Distributions and Redemptions 

 Liquidations 

 S Corporations 

 Mergers, Acquisitions and Reorganizations 

 Corporate Divisions 

 Affiliated Corporations and Consolidated Returns  

 Miscellaneous Corporate Issues 

 After more than 200 pages, how about next time we just flip a coin? Four 
Circuits have rejected the government’s argument that the substance-over-form doctrine applies 
to recharacterize the ownership of DISC or FSC stock by a Roth IRA. The following cases 
dramatically illustrate the uncertainties faced by advisors, the IRS, and the courts when deciding 
between transactions that constitute creative but legitimate tax planning and those that are considered 
“abusive.” The cases involve taxpayers using statutorily-sanctioned tax-planning devices in tandem 
(Roth IRAs coupled with a DISC or a FSC). Four U.S. Courts of Appeal have rejected the 
government’s argument that the substance-over-form doctrine applies to recharacterize the ownership 
of DISC or FSC stock by a Roth IRA. If this is no surprise to you, you can stop here. If you are 
intrigued, read further. 

https://perma.cc/32DL-HQXZ
https://perma.cc/32DL-HQXZ


 

 

15 

 

 Form is substance, says the Sixth Circuit. The IRS is precluded from 
recharacterizing a corporation’s payments to a DISC held by a Roth IRA. Summa Holdings, Inc. 
v. Commissioner, 848 F.3d 779 (6th Cir. 2/16/17), revôg T.C. Memo 2015-119 (6/29/15). Two 
members of the Benenson family each established a Roth IRA by contributing $3,500. Each Roth IRA 
paid $1,500 for shares of a Domestic International Sales Corporation (DISC). These members of the 
Benenson family were the beneficial owners of 76.05 percent of the shares of Summa Holdings, Inc., 
the taxpayer in this case and a subchapter C corporation. Summa Holdings paid (and deducted) 
commissions to the DISC, which paid no tax on the commissions. The DISC distributed dividends to 
each of the Roth IRAs, which paid unrelated business income tax on the dividends (at roughly a 33 
percent rate according to the court) pursuant to § 995(g). (The structure involved a holding company 
between the Roth IRA and the DISC, but the presence of the holding company appears not to have 
affected the tax consequences.) This arrangement allowed the balance of each Roth IRA to grow 
rapidly. From 2002 to 2008, the Benensons transferred approximately $5.2 million from Summa 
Holdings to the Roth IRAs through this arrangement, including $1.5 million in 2008, the year in issue. 
By 2008, each Roth IRA had accumulated over $3 million. The IRS took the position that the 
arrangement was an impermissible way to avoid the contribution limits that apply to Roth IRAs. The 
IRS disallowed the deductions of Summa Holdings for the commissions paid to the DISC and asserted 
that, under the substance-over-form doctrine, the arrangement should be recharacterized as the 
payment of dividends by Summa Holdings to its shareholders, followed by contributions to the Roth 
IRAs by the two members of the Benenson family who established them. The IRS determined that 
each Roth IRA had received a deemed contribution of $1.1. By virtue of their level of income, the two 
Benenson family members were ineligible to make any Roth IRA contributions. Pursuant to § 4973, 
the IRS imposed a 6 percent excise tax on the excess contributions.  

The Tax Courtôs decision (Summa I). The Tax Court (Judge Kerrigan) upheld the IRS’s 
recharacterization. Judge Kerrigan relied upon Repetto v. Commissioner, T.C. Memo 2012-168 and 
Notice 2004-8, 2004-1 C.B. 333, both of which addressed using related-party businesses and Roth 
IRAs in tandem to circumvent excess contribution limits. Foreshadowing its argument in Repetto, the 
IRS had announced in Notice 2004-8 that these arrangements were listed transactions and that it would 
attack the arrangements on several grounds, including “that the substance of the transaction is that the 
amount of the value shifted from the Business to the Roth IRA Corporation is a payment to the 
Taxpayer, followed by a contribution by the Taxpayer to the Roth IRA and a contribution by the Roth 
IRA to the Roth IRA Corporation.” Importantly, subsequent Tax Court decisions, Polowniak v. 
Commissioner, T.C. Memo 2016-31 and Block Developers, LLC v. Commissioner, T.C. Memo 2017-
142, adopted the IRS’s position in Notice 2004-8 and struck down tandem Roth IRA/related-party 
business arrangements like the one under scrutiny in Summa I. 

The Sixth Circuitôs decision (Summa (II)). In an opinion by Judge Sutton, the U.S. Court of 
Appeals for the Sixth Circuit reversed.2 The court emphasized that “[t]he Internal Revenue Code 
allowed Summa Holdings and the Benensons to do what they did.” The issue was whether the IRS’s 
application of the substance-over-form doctrine was appropriate. The court first expressed a great deal 
of skepticism about the doctrine: 

Each word of the “substance-over-form doctrine,” at least as the Commissioner has 
used it here, should give pause. If the government can undo transactions that the terms 
of the Code expressly authorize, it’s fair to ask what the point of making these terms 
accessible to the taxpayer and binding on the tax collector is. “Form” is “substance” 
when it comes to law. The words of law (its form) determine content (its substance). 
How odd, then, to permit the tax collector to reverse the sequence—to allow him to 

                                                   

2 Although the Tax Court had both disallowed Summa Holdings’ deductions for the commissions paid to 
the DISC and upheld imposition of the 6 percent excise tax of § 4973 on the deemed excess Roth IRA 
contributions made by Summa Holdings’ shareholders, Summa Holdings appealed to the Sixth Circuit only 
the disallowance of its deductions. The shareholders have appealed to the First and Second Circuits the 
issue whether they made excess Roth IRA contributions. Those appeals are currently pending. 

https://perma.cc/2FT4-XUB3
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determine the substance of a law and to make it govern “over” the written form of the 
law—and to call it a “doctrine” no less. 

Although the court expressed the view that application of the substance-over-form doctrine makes 
sense when a “taxpayer’s formal characterization of a transaction fails to capture economic reality and 
would distort the meaning of the Code in the process,” this was not such a case. The substance-over-
form doctrine as applied by the IRS in this case, the court stated, was a “distinct version” under which 
the IRS claims the power to recharacterize a transaction when there are two possible options for 
structuring a transaction that lead to the same result and the taxpayer chooses the lower-tax option. The 
court concluded that the IRS’s recharacterization of Summa Holding’s transactions as dividends 
followed by Roth IRA contributions did not capture economic reality any better than the taxpayer’s 
chosen structure of DISC commissions followed by dividends to the DISC’s shareholders. 

 The First Circuit has agreed with the Sixth Circuit and declined to 
recharacterize a corporation’s payments to a DISC held by a Roth IRA. Benenson v. 
Commissioner, 887 F.3d 511 (1st Cir. 4/6/18), revôg T.C. Memo 2015-119 (6/29/15). In an opinion by 
Judge Stahl, the U.S. Court of Appeals for the First Circuit has upheld the same Roth IRA-DISC 
transaction considered by the Sixth Circuit in Summa Holdings, Inc. v. Commissioner, 848 F.3d 779 
(6th Cir. 2/16/17). In that transaction, members of the Benenson family established Roth IRAs that 
acquired shares of a Domestic International Sales Corporation (DISC), to which a subchapter C 
corporation (Summa Holdings) paid (and deducted) commissions to the DISC. The Tax Court upheld 
the IRS’s recharacterization of the transaction under the substance over form doctrine. Under the IRS’s 
view of the transaction, the C corporation’s payments of commissions to the DISC should be 
recharacterized as nondeductible distributions by the C corporation to its shareholders, followed by the 
shareholders’ contributions of those amounts to their Roth IRAs in excess of applicable limits, which 
triggered the 6 percent excise tax of § 4973 The Sixth Circuit addressed the C corporation’s deductions 
and rejected the IRS’s argument that the C corporation’s deductions should be disallowed under the 
substance over form doctrine. In this case, the First Circuit considered the appeal of the Tax Court’s 
decision by shareholders who were residents of Massachusetts, who appealed the Tax Court’s decision 
that they should be treated as having made excess Roth IRA contributions. Like the Sixth Circuit, the 
First Circuit declined to apply the substance over form doctrine, which the court characterized as “not 
a smell test,” but rather a tool of statutory interpretation. The court reasoned that Congress appeared to 
contemplate ownership of DISCS by IRAs when it enacted relevant statutory provisions such as 
§ 995(g), which imposes unrelated business income tax on distributions that a DISC makes to tax-
exempt organizations that own shares of the DISC. The court concluded: 

The Benensons used DISCs, a unique, congressionally designed corporate form their 
family’s business was authorized to employ, and Roth IRAs, a congressionally 
designed retirement account all agree they were qualified to establish, to engage in 
long-term saving with eventual tax-free distribution. Such use violates neither the letter 
nor the spirit of the relevant statutory provisions. 

… 

Some may call the Benensons’ transaction clever. Others may call it unseemly. The 
sole question presented to us is whether the Commissioner has the power to call it a 
violation of the Tax Code. We hold that he does not. … When, as here, we find that the 
transaction does not violate the plain intent of the relevant statutes, we can push the 
doctrine no further. 

In a dissenting opinion, Judge Lynch argued that the IRS’s application of the substance over 
form doctrine should be upheld. In Judge Lynch’s view, the parties had not used the DISC for the 
purpose intended by Congress, but rather to evade the Roth IRA contribution limits. Judge Lynch also 
disagreed with the majority that the relevant statutory provisions contemplated a Roth IRA holding 
stock in a DISC. At most, Judge Lynch noted, Congress might have intended to allow traditional IRAs 
to own DISC stock, but taxpayers have not used DISCs as a way to circumvent the contribution limits 
on traditional IRAs because, in contrast to Roth IRAs, distributions from a traditional IRA are not tax-
free. 

https://perma.cc/PJJ4-V64B
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 The Second Circuit has jumped on the bandwagon and declined to apply 
the substance-over-form doctrine to recharacterize a corporation’s payments to a DISC held by 
a Roth IRA. Benenson v. Commissioner, 910 F.3d 690 (2d Cir. 12/14/18). In an opinion by Judge 
Raggi, the U.S. Court of Appeals for the Second Circuit has agreed with the First and Sixth Circuits 
that the government could not apply the substance-over-form doctrine to recharacterize as 
nondeductible dividends the commissions paid by Summa Holdings, Inc. to a DISC, the stock of which 
was held (indirectly) by Roth IRAs formed by some of Summa Holdings’ shareholders. The court first 
rejected the taxpayers’ argument that the Sixth Circuit’s decision, which refused to uphold application 
of the substance-over-form doctrine with respect to Summa Holdings, precluded the government from 
relitigating the issue of recharacterization. The court observed that offensive collateral estoppel can 
preclude the government from relitigating an issue only when the parties opposing the government in 
the prior and subsequent action are the same. This requirement can be satisfied, the court stated, when 
the litigant in the subsequent action (the shareholders in this case) totally controlled and financed the 
litigant in the prior action (the corporation, Summa Holdings). According to the court, however, the 
taxpayers had failed to make this showing, and therefore the government was not precluded from 
litigating the issue of recharacterization. With respect to the issue of recharacterizing Summa Holdings’ 
payment of commissions to the DISC, the court held that “the substance‐over‐form doctrine does not 
support recharacterization of Summa’s payment of tax‐deductible commissions to a DISC as taxable 
constructive dividends to Summa shareholders and, thus, cannot support the tax deficiency attributed 
to petitioners. The court also held that the step-transaction doctrine, when applied together with the 
substance-over-form doctrine, did not warrant a different conclusion. 

 Things really are not going the government’s way on this issue. The Ninth 
Circuit has reversed the Tax Court’s decision and declined to recharacterize a corporation’s 
payments to a foreign sales corporation (FSC) held by a Roth IRA. Mazzei v. Commissioner, 998 
F.3d 1041 (9th Cir. 6/2/21), revôg 150 T.C. 138 (3/5/18). 

The Tax Courtôs decision. In Mazzei v. Commissioner, 150 T.C. 138 (3/5/18), the taxpayers were 
members of the Mazzei family (husband, wife, and adult daughter). They owned 100 percent of the 
stock of Mazzei Injector Corp., an S corporation. The taxpayers established separate Roth IRAs that 
each invested $500 in a Foreign Sales Corporation (“FSC”). Under prior law and somewhat like DISCs, 
FSCs provided a Code-sanctioned tax benefit because they were taxed at much lower rates than regular 
corporations pursuant to an express statutory regime. After the taxpayers’ Roth IRAs invested in the 
FSC, Mazzei Injector Corp. paid the FSC a little over $500,000 in deductible commissions from 1998 
to 2002. These deductible payments exceeded the amounts the taxpayers could have contributed to 
their Roth IRAs over these years, and just as in Summa Holdings, the IRS argued that substance over 
form principles applied to recharacterize the entire arrangement as distributions by the S corporation 
to its shareholders, followed by excess Roth IRA contributions subject to the § 4973 excise tax and 
related penalties. Because the case is appealable to the Ninth Circuit, the Tax Court was not bound by 
the Sixth Circuit’s decision in Summa Holdings. Thus, the Tax Court could have followed its own 
decision in Summa Holdings to agree with the IRS that in substance the entire arrangement amounted 
to an end-run around Roth IRA contribution limits; however, the Tax Court did not adopt this Summa 
Holdings-inspired approach. Instead, in a reviewed opinion (12-0-4) by Judge Thornton, relying upon 
Ninth Circuit precedent as well as the U.S. Supreme Court’s decision in Frank Lyon Co. v. United 
States, 435 U.S. 561 (1978), the Tax Court reasoned that the Roth IRAs had no real downside risk or 
exposure with respect to holding the FSC stock and thus were not the true owners of the stock. Judge 
Thornton determined that, for federal income tax purposes, the taxpayers should be considered the 
owners of the stock, stating: 

[B]ecause petitioners (through various passthrough entities) controlled every aspect of 
the transactions in question, we conclude that they, and not their Roth IRAs, were the 
owners of the FSC stock for Federal tax purposes at all relevant times. The dividends 
from the FSC are therefore properly recharacterized as dividends from the FSC to 
petitioners, followed by petitioners’ contributions of these amounts to their respective 
Roth IRAs. All of these payments exceeded the applicable contribution limits and were 
therefore excess contributions. We therefore uphold respondent’s determination of 
excise taxes under section 4973. 

https://perma.cc/9KZM-APH6
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Notably, though, the Tax Court declined to impose penalties on the taxpayers because they relied on 
independent professional advice in connection with setting up the FSC and their Roth IRAs. 

Dissenting opinion. Four Judges (Holmes, Foley, Buch, and Morrison) dissented, with some 
joining only parts of the dissenting opinion written by Judge Holmes. Judge Holmes reasoned that the 
majority should have followed the Sixth Circuit’s decision in Summa Holdings instead of engaging in 
“judge-made doctrine.” In our view, Judge Holmes’s dissenting opinion is both entertaining and 
insightful, summing up the conflicting opinions in Summa I, Summa II, and Mazzei as follows: “What’s 
really going on here is that the Commissioner doesn’t like that the Mazzeis took two types of tax-
advantaged entities and made them work together.” Judge Holmes also aptly observed:  

After the Sixth Circuit released Summa II we told the parties here to submit 
supplemental briefs. The Mazzeis and the Commissioner agreed that the only 
difference between these cases and Summa II was that the Mazzeis used a FSC instead 
of a DISC. The Commissioner said this difference shouldn’t affect our analysis, and he 
admitted that the Mazzeis followed all of the necessary formalities. He nevertheless 
said we should ignore Summa II because it’s from a different circuit and only the 
commission payments’ deductibility was properly before the court there. He said we 
should instead follow Court Holding, look at the transaction as a whole, and decide the 
cases based on his views of the statute’s intent, not the Code’s plain language. 

The Mazzeis urged us to follow Summa II’s reasoning. They said they should get the 
FSC and Roth IRA tax benefits the Code explicitly provides and that the Commissioner 
shouldn’t get to rewrite statutes based on his musings about congressional intent. And 
they said that their use of an FSC instead of a C corporation was enough to distinguish 
these cases from Repetto. 

The Ninth Circuitôs decision. In a lengthy opinion by Judge Collins, Mazzei v. Commissioner, 
998 F.3d 1041 (9th Cir. 6/2/21), the U.S. Court of Appeals for the Ninth Circuit has reversed the Tax 
Court’s decision. After reviewing in detail the relevant statutory provisions regarding IRAs and FSCs, 
the court concluded that the Tax Court had erred in holding that, because the Roth IRAs had no real 
downside risk or exposure with respect to holding the FSC stock, the individuals who had established 
the Roth IRAs, rather than the IRAs themselves, should be treated as the owners of the FSC’s stock. 
According to the court: 

It makes no sense to ask whether the formal owner of the FSC stock would, by virtue 
of that purchase, be exposed to any risk as a result of that ownership because the statute 
allows FSCs to be set up so as to eliminate any risk from owning the FSC stock. 
Specifically, the statute explicitly authorizes the establishment of a FSC that will not 
conduct any operations itself, and in such cases the FSC will effectively be a shell 
corporation that generates value only by virtue of the reduced rate of taxation that is 
paid on moneys that are funneled through it in accordance with strict statutory 
formulas. …. Such a shell corporation presents little, if any, risk at all to its owner 
because it will be used only if and when there is value (in the form of tax savings) to 
be obtained by flowing funds through it. 

In the court’s view, Congress had expressly chosen to depart from substance-over-form principles in 
enacting the relevant statutory provisions governing Roth IRAs and FSCs. For this reason, the court 
concluded, the IRS could not invoke those principles in a way that would reverse the judgment of 
Congress. 

VII. PARTNERSHIPS 

VIII. TAX SHELTERS 
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IX. EXEMPT ORGANIZATIONS AND CHARITABLE GIVING 

X. TAX PROCEDURE 

 Interest, Penalties, and Prosecutions 

 “Uh, about those estimated tax penalties attributable to certain NOLs” . . . 
says the IRS. Notice 2021-8, 2021-6 IRB 826 (1/19/21). Recall that the CARES Act modified several 
of the rules for NOLs that were introduced into the Code by the 2017 Tax Cuts and Jobs Act. Section 
2303(b) of the CARES Act amended Code § 172(b)(1) by adding a new subparagraph (D) to allow 
NOL carrybacks previously barred by the 2017 Tax Cuts and Jobs Act. Under new § 172(b)(1)(D), 
NOLs arising in taxable years beginning after December 31, 2017, but before January 1, 2021 
(generally, 2018, 2019, and 2020), may be carried back to each of the five preceding taxable years. 
Special rules and limitations apply to REITs, life insurance companies, and taxpayers subject to § 965 
(controlled foreign corporations). Guidance regarding NOL carrybacks under new § 172(b)(1)(D) was 
provided in Rev. Proc. 2020-24, 2020-18 I.R.B. 750 (4/10/20) (elections), in Notice 2020-26, 2020-18 
I.R.B. 744 (4/10/20) (extended due date of June 30, 2020, for filing quick refund for 2018 NOLs on 
Forms 1139 or 1045), and in FAQs found on the IRS’s website (https://perma.cc/5EXD-S2XN). 
Further, the CARES Act, § 2303(a), amended Code § 172(a) such that, for taxable years beginning 
before January 1, 2021 (generally, 2019 and 2020), the 80 percent taxable income limitation on NOL 
carryforwards enacted by the 2017 Tax Cuts and Jobs Act does not apply. Last but not least, the 
CARES Act, § 2304, amended Code § 461(l) to repeal temporarily the rule, added by the 2017 Tax 
Cuts and Jobs Act, that disallows and carries forward “excess business losses” (over $250,000 for 
single filers and $500,000 for joint filers) of noncorporate taxpayers attributable to taxable years 
beginning in 2018 and subsequent years. The temporary repeal applies to taxable years beginning 
before January 1, 2021. Thus, noncorporate taxpayers (including partners and subchapter S 
shareholders) whose 2018 and 2019 “excess business losses” were limited and carried forward by the 
prior version of § 461(l) must file amended returns to claim “excess business losses” that were 
disallowed and carried forward from those years. 

  The IRS exercises its “equity and good conscience”—who knew?—to 
waive estimated tax underpayment penalties under § 6654, but only with respect to 
underpayments attributable to amended Code § 461(l) for original returns filed by July 15, 2020 
(or, if extended, October 15, 2020). In Notice 2021-8, 2021-6 I.R.B. 826 (1/19/21), the IRS 
acknowledges that an individual (including for this purpose trusts and estates) may have underpaid 
estimated taxes for 2019 if the individual anticipated using an “excess business loss” in 2019 under the 
prior version of Code § 461(l). Specifically, due to the CARES Act, § 2304, amendment of Code 
§ 461(l), the taxpayer’s anticipated 2019 “excess business loss” is not available because it should be 
claimed on an amended 2018 return. So, exercising its “equity and good conscience” (§ 6654(e)(3)(A)) 
pursuant to Notice 2021-8, the IRS will waive the imposition of any 2019 estimated tax penalty under 
§ 6654 attributable to amended § 461(l) if a taxpayer otherwise meets the requirements of Notice 2021-
8. With respect, however, to elective carrybacks of NOLs under amended Code § 172(b)(1)(D) that 
may result in the imposition of a penalty under § 6654 for 2019, Notice 2021-8 provides that “equity 
and good conscience” do not require the IRS to extend a similar waiver. The IRS differentiates between 
the two circumstances by reasoning that taxpayers cannot elect out of amended Code § 461(l), but they 
can forego the five-year carryback of NOLs under new § 172(b)(1)(D). The conditions and limitations 
of Notice 2021-8 are technical and complex, and affected taxpayers must request the waiver to qualify 
for relief under Notice 2021-8. In summary, therefore, individual taxpayers (including trusts and 
estates) with 2018 or 2019 NOLs against whom the IRS has asserted estimated tax penalties under 
§ 6654 should study Notice 2021-8 carefully to determine whether and to what extent a waiver is 
available.  

 Discovery: Summonses and FOIA 

 Litigation Costs  

 Statutory Notice of Deficiency  

 Statute of Limitations 
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 Liens and Collections 

 Innocent Spouse 

 Miscellaneous 

 Married taxpayers who receive separate but substantially identical notices of 
certification of a “seriously delinquent” tax debt in a § 7345 passport revocation case may file a 
joint petition challenging the certification in the Tax Court. Garcia v. Commissioner, 157 T.C. No. 
1 (7/19/21). Section 7345, which addresses the revocation or denial of passports for seriously 
delinquent tax debts, was enacted in 2015 as section 32101(a) of the Fixing America’s Surface 
Transportation Act, Pub. L. 114-94 (Dec. 4, 2015). It provides that, if the IRS certifies that an 
individual has a “seriously delinquent tax debt,” the Secretary of the Treasury must notify the Secretary 
of State “for action with respect to denial, revocation, or limitation of a passport.” § 7345(a). In general, 
a seriously delinquent tax debt is an unpaid tax liability in excess of $50,000 for which a lien or levy 
has been imposed. § 7345(b)(1). A taxpayer who seeks to challenge such a certification may petition 
the Tax Court to determine if the certification was made erroneously. § 7345(e)(1). If the Tax Court 
concludes the certification was either made in error or that the IRS has since reversed its certification, 
the court may then order the Secretary of the Treasury to notify the State Department that the 
certification was erroneous. § 7345(e)(2). In this case, the taxpayers, a married couple, filed a joint 
federal income tax return for 2012. The IRS issued a notice of certification of a seriously delinquent 
tax debt to the wife showing an unpaid tax liability of $583,803, and subsequently issued a substantially 
identical notice to the husband showing the same delinquent tax debt. The taxpayers jointly petitioned 
the Tax Court and sought review of the certifications. The taxpayers asserted that they had submitted 
an offer-in-compromise that the IRS had failed to consider. The IRS subsequently determined that the 
taxpayers’ offer-in-compromise was processable and remained pending and that the pendency of their 
offer suspended collection of their tax debt so that the debt was not “seriously delinquent.” 
Accordingly, the IRS reversed the certifications and notified the Secretary of State. Because the 
certifications had been reversed, the IRS moved to dismiss the case on the ground of mootness. The 
Tax Court (Judge Lauber) first addressed an issue of first impression, which was whether the taxpayers 
could file a joint petition seeking review of the IRS’s certification of a seriously delinquent tax debt. 
Neither § 7345 nor the Tax Court’s Rules provide guidance on this question. The court noted that Tax 
Court Rule 34(a)(1) permits a married couple to file a joint petition in a deficiency action, i.e., when 
the IRS has issued joint or separate notices of deficiency for a year to a married couple that has filed a 
joint return. The court concluded that “equity and common sense” support extending this permission 
to challenges to notices of certification of seriously delinquent tax debts: 

In this case petitioners received substantially identical notices of certification from the 
IRS. These notices informed them that they had a delinquent tax debt of $583,803, 
stemming from an unpaid joint Federal income tax liability for 2012, and that the IRS 
had certified to the State Department that they were persons owing a “seriously 
delinquent tax debt.” Both petitioners presented the same question: “whether the 
certification was erroneous.” See sec. 7345(e)(1). And both petitioners presented the 
same argument: that the certifications were “prematurely issued” because they had 
submitted an offer-in-compromise that remained pending at the IRS. 

… 

… It is natural for spouses to file a joint petition in these circumstances. 

To hold that the taxpayers could not file a joint petition, the court reasoned, “would occasion 
unnecessary delay and expense.” 

Because the Tax Court’s jurisdiction in passport revocation cases is limited by § 7345 to reviewing the 
IRS’s certification of the taxpayer’s liabilities as “seriously delinquent,” the only relief the Tax Court 
may grant is to issue an order to the IRS to notify the Secretary of State that the IRS’s certification was 
in error. Since the IRS had already notified the Secretary of State of the error, the Tax Court could not 
offer any additional relief. The court therefore concluded that the issues were moot and granted the 
government’s motion to dismiss. 
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¶ The Tax Court previously had ruled that a taxpayer’s challenge to the IRS’s 
certification of a tax debt as seriously delinquent should be dismissed as moot when the IRS had reversed 
the certification. See Ruesch v. Commissioner, 154 T.C. 289 (6/25/20). 

XI. WITHHOLDING AND EXCISE TAXES 

XII. TAX LEGISLATION 
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