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ACCOUNTING

A. Accounting Methods

1. It pays to make less money, especially less than $25 million. T.D. 9942, Small

Business Taxpayer Exceptions Under Sections 263A, 448, 460, an864FR. 254 (1/5/21). These
final regulations implement changes made t@88A, 448, 460, and 471 by tR@17 Tax Cuts and
Jobs Act(TCJA). The TJCA enacted several simplifying provisions that are available to a business if

t he

business’s average annual gross recei

pts,

million. These include the following(l) the ability of C corporation®r partnerships with a C
corporation as a partner to use the cash method of accoundd@(®(3)),(2) the ability to use a
method of accounting for inventories that either treats inventories ameidental materials and
supplies or conforms to th@xpayer's financial accounting treatment of inventorie47@c)(1)),
(3) the ability to be excluded from applying the uniform capitalization rules2&83\ (§263A(i)),
(4) the small construction contract exception that permits certain taxpayersuset tioe percentage
of-completion method of accounting for certain construction contractéq@)(1)(B)), and>5) the

ability to be excluded from the 83(j) limit on deducting business interestl@3(j)(3)). These final

regulations provide guidance tre 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, providediftibg taxpayer applies graspect of the final
regulations under a particular Code provision, the taxpayer must follow all of the applicable rules

n
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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 mémtow the relevant administrative procedures for filinghange in method
of accounting

T The final regul ations provide | imite:
shelters” from taking advant age o fesdedcribedfabovee s i my
Thesesimplifying provisionseach state thattheyr e not avail able to “a tax
the cash receipts and di sbursements method of a
provides thdt can‘ntoax cohmplutte taxable income unde
method of accounting, and accordingt 8 8 (d) (3), the term “tax shelte
8461 (i) (3). Section 461(i ) ( 3)anydtrprisen(etiser thaha Ct er m
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)éB)) (C) any tax shelter (as
defined in sectilme 6t66r2Mi d) ¢ 2N d iCol&2i5e6)()e.) d 89 ¢ Bd i, n g
partnership or other entity (other than a corporation whicbtiamS 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 smal | thereferéevi leeprechided from lising me e t
the smplifying provisions enacted by the TCJA. Businesses that fluctuate between having income and
having losses could be in the position of having to change accounting méthedmal regulations

address this concern in R&gl.4482(b)(2)(iii))(B), whichpermits a taxpayer tmake an annual election

to use the allocated taxable income or loss of the immediately preceding taxalflatirearthan the

current yearjo determine whether the taxpayer is a syndicate for the current taxabl€hyeaiection

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 mvevent a business with consistent losses, such as a business in
the starup phase, from being treated as a syndicate.

B. Inventories
C. Installment Method
D. Year of Inclusion or Deduction

1. Accrual-method taxpayers may have to recognize income sooner as a result of
legislative changes. The 2017 Tax Cuts and Jobs A@13221, amended Code481 to make two
changes that affect the recognition of income and the treatment of advance payments by accrual method
taxpayers. Botlchanges 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 linketb revenue recognition on certain financial statememtee legislation
amendedCode 851 by redesignating 451(b) through (i) as 851(d) through (k) and adding a new
§451(b). New§ 451(b) provides that, for accruahe t hod t ax p ay e esswith respdtte al |
to any item of gross income (or portion thereof) shall not be treated as met any later than when such
item (or portion thereof) i s t ankapplicablerfihaociala c c o ur
statement, or (2another financial stament 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 statementt{er specifiedinancial statemeit
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 finaral 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 financi al statement 0 applicale ofinancealr spec
statemerit i s d e faifinarcidl statesnent thak is certified as being prepared in accordance with
generally accepted accounting principles that iIs(H}K or annual statement to shareholders required
to be filed with the Securégs and Exchange Commission, @n) audited financial statement used for
credit purposes, reporting to shareholders, partners, other proprietors, or beneficiaries, or for any other
substantial nontax purpose, or figd with any other federal agency founposes other than federal
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tax purposes; (Qertain financial statements made on the basis of international financial reporting
standards and filed with certain agencies of a foreign government; affi(@ncial statement filed
with any other regulatorgr governmental body specified by IRS.

Advance payments for goods or servidd® legislation amended Codd31 by redesignating
§451(b) through (i) as 451(d) through (k) and adding a newt3L(c). ThiscProvision essentially
codifies the deferral medd of accounting for advance payments reflected in Rev. Proc:-3004
200422 1.R.B. 991. New 851(c) provides that an accruakthod taxpayer who receives an advance
payment can either (I)clude the payment in gross income in the year of receif2) etect 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 applicalfinancial statement rule describalbove,and include the
balance of the payment in gross income in the taxable year following the year of receipt. An advance
payment isany payment: (1)he full inclusion of which in gross income for the taxable yeaecoéipt
Is a permissible method of accounting (determined without regard to this new ruéajy (@rtion of
which is included in revenue by the taxpayer for a subsequent taxable year in an applicable financial
statement (as previously defined) or otheancial statement specified by the IRS, andw@Bich is
for goods, services, or such other itemsnotas t he
include several categories of items, including rent, insurance premiums, and paymentgethtoes
financial instruments.

a. Guidance on accounting method changes relating to new § 451(b). Rev.
Proc. 20180, 201851 I.R.B. 1045 (11/29/18). Rev. Proc. 2688 modifies Rev. Proc. 201®L,
201822 I.R.B. 637 to provide procedures under46 and Reg. 8.4461(e) for obtaining automatic
consent with respect to accounting method changes that comply ¥&h(lg), as amended 2017
Tax Cuts and Jobs A 13221. Inaddition, Rev. Proc. 20180 provides that for the first taxable year
beginning after December 31, 2017, certain taxpayers are permitted to make a method change to
comply with 8451(b) without filing a Form 3115, Application for Change in Accounting Method

b. 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-
10487018, Taxable Year of Income Inclusion Under an Accrual Method of Accoyri@4nig.R. 47191
(9/9/19). The Treasury Department and the IRS have issued proposed regulations regarding the
requiremat of 8451(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 whetethgor 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. Rd4g4%L3 clarifies how the AFS
income inclusion rie applies to accrual method taxpayers with an AFS. Under Prop. Retp 8
3(d)(1), the AFS income inclusion rule applies ¢
the entire taxable year. In addition, the proposed regulations providé¢hAFS income inclusion
rule applies on a yedry-year basis and, therefore, an accrual method taxpayer wAlk&rnn 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 iat 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 efetmgniton transactions,
in the Code, regulations, or other published guidance. Generally, the proposed regulatiamgy(1)
how the AFS inclusion rule applies to myfgar contracts; (2Jescribe and clarify the definition of an
AFS for a group of entities3jdef i ne t he meaning of t hdefinekaer m *“r
transaction price and clarify how that price is to be allocated to separate performance obligations in a
contract with multiple obligations; and (8@scribe and clarify rules for transacis 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 certaingdret car d f ees) , referred to as “ spe
year delayed effective date for Prop. Red.4513(i)(2), which applies to specified fees. Until final
regulations are published, taxpayers can rely on the proposed regulatiomstfian the proposed
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regulations relating to specified fees) for taxable years beginning after December 31, 2017, provided
that they: (1apply all the applicable rules contained in the proposed regulations (other than those
applicable to specified fegsand (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 credlifees 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-
10455418, Advance Payments for Goods, Services, and Other,|@&nB.R. 47175 (9/9/19). The
Treasury Department and the IRS have issued proposed regulations regarding accrual method
taxpayers withor withoutan applicable financial statementH8) 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 rtteod in 8451(c)(1)(B) and Prop. Reg.184518(c) (AFS deferral method). A
taxpayer can use the AFS deferral method only if the taxpayer has an AFS, as defined in
8451(b)(1)(A)(i) or (ii). The term AFS is further defined in Prop. Ref).&13(c)(1), isued on the
same day as these proposed regulations. Under the AFS deferral method, a taxpayer with an AFS that
receives an advance payment must includehé)advance payment in income in the taxable year of
receipt, to the extent that it is includedrevenue in its AFS, and (iihe 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. 2084 (as modified by Rev. Proc. 2614, 20114 |.R.B. 330, and as
modfied and clarified by Revenue Procedure 2A8] 20115 |.R.B. 443, and Rev. Proc. 2029,
201333 I.R.B. 14). A similar deferral method is provided #1.4518(d) for accrual method
taxpayes thay do not havan AFS (onAFS deferral method)Under tle norAFS deferral method,
a taxpayer that receives an advanced payment must inclutthe @gdlvance payment in income in the
taxable year of receipt to the extent that it is earned, 2nithé remaining amount of the advance
payment in income in the netexable yearin Prop Reg.8 1.451-8(b)(1)(i), the proposed regulations
clarify that the definition of advance payment under the AFS andAR& deferral methods is
consistent with the definition of advance payment in Revenue Procedure820@4ich 8451(c) was
meant to codifyThe 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 beigig after December 31, 2017, provided that the taxpayer:
(1) applies all the applicable rules contained in the proposed regulations, aodgBtently applies
the proposed regulations to all advance payments.

d. Final regulations finally issued. T.D. 9941, Taxable Year of Income Inclusion
under an Accrual Method éfccounting and Advance Payments for Goods, Services, and Othey Items
86 F.R. 810 (1/6/21)The final regultions 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 financisal st at
carefully. With respect to 851(b),the final regulations provide a new rule that an item of gross income
is “taken into acc aheiltaxpayes had annforceable nght & recoven they
AFS amounts if the customer were to termin&te ¢ontract on the last day of taxable ydarother
significant change from the proposed regulations uBdeérl(b)is a new, optional AFS c o st of f s et
rule allowinga taxpayetto reduce the amourdf the AFS income inclusion by the cost of goods
incurred through the last day of the taxable year, as determined §8dé&1, 471 and 263ANith
respect to g51(c), he final regulations clarify that ppymentmeeting the definition cn“advance
payment under t he r edgferredafdar iaxopgasestttae mmoant is damed in the year
of receipt notwithstanding whethethe amount is deferred for AFS purpaséke final regulations
generallyapply to tax years beginning on or afi@nuary 1, 2021; however, taxpayeray apply the
for tax yeardeginning after December 31, 2017, and before January 1, 2021, if tregp(itall the
rules in the final regulations under bd@H51(b) andg 451(c) consistently and in their entirety, and
(2) continue to apply all the rules to all later tax years.
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1. BUSINESS INCOME AND DEDUCTIONS
A. Income
. Deductible Expenses versus Capitalization

B
C. Reasonable Compensation
D. Miscellaneous Deductions

1. Seinfeld warned us: no double-dipping (with your PPP money)! Or, on second
thought, maybe you can! Notice 202632, 202021 I.R.B. 1 §/1/20). Section 1102 of th€eARES
Act, in tandem with8 7(a)(36) of the Small Business Act (15 U. S§B36(a)(36)) establlshes the
muchtoutedPycheck Protection Program (*“ ") . The PEF
economic impact of the coronavirus pandemic. Generally speaking, the PPP famhtateag:aated
federallyb acked | oans (“cover ed | o artralé orbusireessexpanses payr
(“covered expenses”) pawelekbyp draixgd yfealsl odwirn gn gt ha
date. Moreover§ 1106(b) of theCARES Actallows taxpayers to apply for debt forgivess with
respect to all or a portion of a covered loan used to pay covered expenses. Sectiorofl 16 (i)
CARES Actfurther provides that any such forgiven debt meeting specified requirements may be
excluded fom gross income by taxpayBorrowers.

Background.The CARES Actdoes not address whether covered expenses funded by a forgiven
covered loan are deductible for federal income tax purposes. Normally, of cawesedcexpenses
would be deductible by a taxpayer under either Cotié2§ 8163, or similar provisions; howeve,
long-standingprovision of theCode 8§ 265(a)(1) disallows deductions for expenses allocable to one
or more classes of” ifnrcooomef e dnehroall yi necxo26m¢p)(l) a x . P
generally prohibits taxpayers from douldgping: taking deductions for expenses attributable to tax
exempt incomeSection265 most often has been applied to disallow deductions for expenses paid to
seek or obtain tarxempt 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).SeeRev. Rul. 87102, 19872 C.B. 78.) Covertexpenses, 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 268ev8en all or a portion of
a PPP coverelansubsequentlis forgiven.

Notice 202632. The noticest s f ort h the | RS’s position that
portion of a PPP covered loan subsequently forgiven are not deductible pursga6b5torhe IRS
reasons thategulationsunder8 6 5 define the term “class of exem

(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 fedenad in

taxes. SeeReg 81.2651(b)(1). Thus, because the forgiven portion of a covered loan is nontaxable
(i . e. “whol |y exempt”) and is tied to the tax
expenses, 865 disallows a deduction for those empes. The IRS also cites several cases in support

of its position SeeManocchio v. Commissioner8 T.C. 989 (1982) (taxpayeri | ot =training | i g h't
expenses funded with a nontaxable Veteran’s Adi
8§265(a)l)),af f 6d on o7lhF2d 14Q0rf@Airnl€88);Banks v. Commissionet7 T.C.

1386 (1952) (deduction for businesdated educational expenses disallowed und5ga)(1) when

paid by the Veterans’ A d mi n iHsffelfinger v. Gammissiored n ot t ¢
T.C. 985 (1945) (Canadian income taxes on income exempt from U.S. tax are not deductible in
computing U.S. taxable income pursuantt® 8§ 5( a) (1)’ s statutory predec
itself, though, the IRS also cg@s suppofrt-but without analysis—severalarguably inapposite cases

that do not rely upon 865(a)(1). Instead, these cases hold that expenditures reimbursed from or
directly tied to nontaxable funds are not deductiSke, e.gBurnett v. Commissiongd56 F.2d 755,

75960 (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. Commissione69 T.C. 975 (1978ftaxpayer cannot deduct relocation costs funded with
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nontaxable proceeds from Federal Reserve B&tidrles Baloian Co. v. Commissionés T.C. 620
(2977) (similar).

A possible legislative soluti@iThe authors doubt th&totice 202032 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 Congr ess HNatde R0ORGBZontravemdsongréssondl RS’ s |
intent. SeeChamseddine and YaudKieal Plans PPP Fix to Provide Expenses Deduc2620 TNTF
865 (5/4R2 0) . Treasury Secretary Mnuchin, Sk ough,
Chamseddi n& Mnuthih ®efends ZNdndeductibility of PPP Expens320 TNTF 872
(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 ahdside basis adjustments for S
corporations and partnerships that have paid covered expenses with the proceeds of a subsequently
forgiven covered loan? Rememb6&itlitz v. Commissiongr531 U.S. 206 (2001) (excludable
cancellation of indebtedness increa&s cor por ati on sharehol der’
previously suspended losses) followed by enactment 138§d)(7)(A) (legislatively overruling
Gitlitz)?

A broader perspectivéerhaps the unstated but no less unsettling aspBicticE 202632 is that
the Notice fails to address adequately the inconsistent applicatia2esf i@ythe IRS and Treasury. It
is well established that Z65(a)(1) disallows so al | ed “ f or wa rods allocabl&k to n g ” d
“wholly exempt?’ i ncome (i .e., expenses paid to
mentioned above 265(a)(1) disallows a deduction for Iegal fees paid to pursue a nontaxable social
security disability awardseeRev. Rul. 87102, 19872 C.B. 78 Less established, however, is whether
8265 disallows s@e al | ed * backward | ooki ng” ded-axempt ons (
income but not paid to obtain sucht@axempt income)Cf. Rev. Rul. 75232, 19751 C.B. 94 (taxpayer
can exclude from income underl84(a)(2) a settlement, including the portion allocated to future
medical expenses, but cannot deduct that portion of the future medical expenses when ikourred).
example, a taxpayer might receive an excludable bequestwbrk but nonetheless is allowed a
charitable contribution deduction upon donating the artwork to-axampt museum. For a thorough
?naly:;is, see Dodg®isallowing Deductions Paid with Excluded Incgn32 Va. Tax Review 749
2013).

S ou

a, Don’t think you can avoid having deductions disallowed just because your
PPP loan has not yet been forgiven, says the IRS. Rev. Rul. 2027, 202050 I.R.B. 1552
(11/18/20) Foll owing the | RS’-3, whishspualesdhat casts aréNmot i ¢ e
deductible to the extent they are paid with the proceeds of a PPP loan that is forgiven, many taxpayers
guestioned whether they could take deductions for costs paid in 2020 with the proceeds of a PPP loan
if the loan is not forgive in 2020. In this revenue ruling, the IRS has crushed the hopes of many
taxpayers. According to the ruling:

A taxpayer .. [that paid expemayposdeductt h t he p
those expenses in the taxable year in which the expenses we paidrredif, at

the end of such taxable year, the taxpayer reasonably expects to receive forgiveness of

the covered loammn the basis of the expenses it paid or accrued during the covered
period.”

(Emphasis added.) The revenue ruling illustrates thésin 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 ahthmito

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 appiyforgiveness 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 loatiegThe r
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 questioBee, e.g.Burndt v. Commissioner356 F.2d 755 ¢ Cir. 1966)
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(attorney who advanced costs for client and was
matter);Canelo v. Commissiongb3 T.C. 217 (19695 f f447dF.2d 484 (@ 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 865(a)(1), which disallows deductions for amyaunt otherwise deductible that is

allocable to one or more classes oféxempt income regardless of whether theeeampt income is

received or accrue&eeReg. 81.2651(a)(1), (b). Thus, according to the ruling, the fact that the loans

in the two siuations have not yet been forgiven does not preclude the costs paid by the taxpayers from
being allocable to tarxempt income.

b. 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. 20261, 202650 |.R.B. 1599 (11/18/20). This revenue
procedure provides a safe harbor that allows taxpayers to claim deduntetaxable 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 exter
forgiveness is denied dine 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 administdjtisenent 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 tpayer 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 (t-51 1 ®tdat' Ree rin'weichtthe taxpayet urr eet 2n
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 forgwess 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 theTaxpayer Certainty and Disaster Tax Relief Act of 2@2®jsion EE, Title 1,8 276 of the2021
Consolidated Appropriations Agtrovides that, for purposes of the Internal Revenue Code:

no deduction shall be denieal 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 t@xempt 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. 262120214 IRB 495 (1/25/2021) obsoletes
Notice 202032 and Rev. Rul. 20227 discussed above. Furthedptice 202-6, 20216 IRB 822
(1/19/21)waives any requirement thknders file information returns or furnish payee statements
under 86050P (Form 109€, cancellation of debt) reporting the amount of qualifying forgiveness
with respect to covered PPP logtisereby obsoletingAnnouncement 20202, 202041 I.R.B. 893
(9/22/2020). Finally, Announcement 2022, 20218 I.R.B. 892 (2/1/21) notifies lenders who have

filed with IRS or furnished to a borrower a Form 10MASC, 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 corféotets 1099MISC that
exclude these subsidized loan payments

d. But, this seems a little weird to us. Rev. Proc. 20220, 2021-191.R.B. 1150
(4/22/21). In an unusual move arguably inconsistent with annual accoyptimgjples, 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 deducte
announced ifNotice 202032, 202021 I.R.B. 1 (5/1/20) an&ev. Rul. 20227, 202650 I.R.B. 1552
(11/18/20), as discussed above. Uridey. Proc202320, “covered taxpayers” (a
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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
legislaively 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 prir@fples.
course, weobOre sure not hi nayerscvampaid ar inourred deductible t h  a |
expenses in 2020 to elect to deduct those expenses on their 2021 return$;ragite? Rev. Proc.

2021-20 has narrow applicability. Most taxpayers would not have filed 2@20 federal income tax

returns prior to December 27, 2020, when, as noted above, Congress granted legislative relief for
deducting PPP loan expensBgyv. Proc. 20220 also obsoleteRev. Proc. 20261 discussed above.

2. 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, 82100f the2021 Consolidated Appropriations Aeimends§ 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 costawid 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.

a. Seriously 1t 6s cWhoeFoddsandtCostcosar? not “restaurants,”
but your favorite food truck and street vendor are. As for your “go to” catering company, who
knows? Notice 202125, 202317 I.R.B. 118 (4/8/21). According to the IRS, é
the meaning of amended287 4 ( n) ( 2 ) imessdhatpreparas ahdwsalls food or beverages to
retail customers for immediate consumption, regardless of whether the food or beverages are consumed
on the busi nBHdie2@2Dfurtbemstages tht ” a “restaurant” doe
busi ness pr i npaadkdgédyoodsoebeveragegnot fopimreediate consumption, such as a
grocery store; specialty food store; beer, wine, or liquor store; drug store; convenience store;
newsstand; or a vendjn ma c h i n e Notice 20R¥250geels on’to provide that regardless of
whether the facility is operated by a thjpdrty under contract with an employer, 27&(n)(2)
“restaur antahn iesnp brepigemmises eating fac)lity used in furnishing meals excluded
from its empl oye e 419 na (i)ansesployemme@tecceatingfatiety tresdded as
a de minimis fringe under 832(e)(2).

E. Depreciation & Amortization

1. 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 tB817 Tax Cuts and Jobs A8t13301,generally limits the
deduction for business interest expense to the sum diugliess interest income, &) percent of
“adj ushled it maxanflear plan dnarting(inBejest. (Section 163(1)(10) enacted by the
CARESAct increases to 50 percent (instead of 30 p
of the 8163(j) limitationfor taxable years beginning in 2019 and 20dbw¢ 8163(j) limit applies to
businesses witaverage annual gross receipts (computed over 3 yeargjrefthar$25 million. Real
property trades or businesses that are subject&3§) can elect out ofe limitation imposed by that
provision. The cost of doing so, however, is that, pursuggi&8(g)(1)(F) and (g)(8), a real property
trade or business that elects out of the interest limitation 163§) must use the tdrnative
depreciation systerfADS) for nonresidential real property, residential rental property, and qualified
improvement propertyThe 2017 Tax Cuts and Jobs A&13204, modified the ADS to provide a
recovery period of 30 years (ratherrihthe 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 peatypirade or
business elected out of ti@erest limitation of 8L63(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 perioaf 40 yearsSeeRev. Proc. 2018, 84, 20193 I.R.B. 347. Inthe
Taxpayer Certainty and Disaster Tax Relief Act of 20RWjsion EE, Title 1,8 202 of the 2021
Consoldated Appropriations A¢tCongress amended tB@17 Tax Cuts and Jobs A&13204, to
provide that the 3@ear ADS recovery period applies to residential rental property that is held by an
electing real propertyrade 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 eletli@uttefest limitation

of §163(j) and therefore are subject to the ADS with respect idessal 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.

a. The IRS has issued guidance for real property trades or businesses that
elect out of 8 163(j) on how to change the method of computing depreciation for residential rental
property placed in service before January 1, 2018. Rev. Proc. 20228, 202127 .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 20RW¥jsion EE, Title I,8202 of the2021
Consolidated Appropriations Adb 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 amendedéral income tax return or information return, administrative
adjustment request under6827 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 usgeaB8DS 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 treafarestich 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 therby changed to a 49ear 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. 2018, 20193 I.R.B. 347, which provides guidance undet68(g) related to certain
property held by an electing real property trade or business. It also modifies Rev. Pre43 22099
48 I.R.B. 1107, which provides the list of automatic changes in meth@tsofinting, to expand the
applicability of automatic changes for a change in use of certain depreciable property.

F. Credits

1. More guidance on employee retention credits. Notice 202149, 202134 |.R.B.
316 (8/4/21) Section96510f the2021 American Rescue Pladded Cod& 3134, which providean
employee retention credigainst specified payroll taxés eligible employers, including taexempt
organizations, that pay quiz¢d wages (including certain health plan expenses) to employees after
June 30, 2021, and before January 1, 2@22viously,Congress had provided for an employee
retention creditn § 2301 of theCARES Act which applies to qualified wages paid after March 12,
2020, and before January 1, 2021, and 208 of theTaxpayer Certainty and Disaster Tax Relief Act
of 2020, Division EE of th€021 Consolidated Appropriationcwhich appliesto qualified wages
paid after December 31, 2020, and before July 1, ZDRds, theCARES Actprovided an employee
retention credit for much of 2020, tMaxpayer Certainty and Disaster Tax REAct of 2020provided
an employee retention credit for the first two quarters of 2021, a0 American Rescue Plan
provided an employee retention credit for the last two quarters of ZB&lnotice prowles guidance
on the employee retention crediithorized byCode 83134, which is available during the lasto
guarters of 2021The notice alsamplifies two earlier notices, Notice 2620, 202111 |.R.B. 922,
which addresses the employee retentionitmeaffect for 2020, and Notice 20213, 202116 |.R.B.
1113, whichaddresses the employee retention credit in effe¢h®ofirst 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) loaithe Taxpayer Certainty and Disaster Tax Relief Act of 2020, Division EE of the
2021 Consolidated Approptians 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 tltmaRRRd the employee
retention credit.

Notice 202149 provides guidance on several important issuned,iding:

1T The definitioa emplhoyée@l |l for purposes of the
1 Whether cds tips can be treated as qualified wages

10


https://perma.cc/R63D-P7G5
https://perma.cc/3AQ3-JSWH
https://perma.cc/3AQ3-JSWH
https://perma.cc/N3KK-XY6U
https://perma.cc/F6RG-7L3L
https://perma.cc/WN67-VV43
https://perma.cc/5J46-YZ5M
https://perma.cc/3AQ3-JSWH
https://perma.cc/5J46-YZ5M
https://perma.cc/WN67-VV43
https://perma.cc/3AQ3-JSWH
https://perma.cc/F6RG-7L3L

1 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 Corggevould end the employee retention
credit for the fourth quarter of 2020.

G. Natural Resources Deductions & Credits
H. Loss Transactions, Bad Debts, and NOLSs
I. At-Risk and Passive Activity L osses

I1l.  INVESTMENT GAIN AND INCOME
A. Gains and Losses

Interest, Dividends, and Other Current Income

Profit-Seeking Individual Deductions
Section 121

Section 1031

Section 1033

Section 1035

Miscellaneous

TomREOw

1. 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. Commissionet56 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 lemglbank cancelled a total $754,054 of debt and issued fifteen Forms
1099C, 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 reportbe ted 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 theesaf 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 20dattgsger 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 basidagreciable 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 neoassalyd
t he amount of the taxpayer’s tax Iliability for
was qualified real property business indebtedness as definedG&(®(3), that the taxpayer was
eligible to exclude the discharged delainfr gross income underl®8(a)(1)(D), and that the taxpayer
was therefore required by1®8(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 ireduction
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
basi s o fhelphy hetaxpayey at thedinning of the taxable year following the taxable year

in which the discharge occurs. HowelvC®Y 7 ( 8) (3) (F) (i ii) provides t
taken into account under section 108(c) (&) (B),"”
di sposition if earlier than the time under subs

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 propestihe 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 pr ohe agdregate adjusted basebod e x c

depreciable real property. held by the taxpayer immediately before the discharge” The cour

determined that the taxpayer’'s aggregate bases

2012 discharge of indebtedness exceeded $754,054, the aofiayu#lified 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 herefore was not affected by thel®@3(c)(2)(B) limitation. Accordingly, the court

concluded, the taxpayer was requiredsliy017(b)(3)(F)(iii))to reduce the bases of the properties he

sold in 2012 immediately before those sales. The court also conclugethé taxpayer had not

experienced a discharge of indebtedness in 2013 and that he was not subject to-eslatedcy

penalties unde§ 6662 for 2013 and 2014 because he had relied in good faith on professional tax advice

in preparing his returns for dse years.

V. COMPENSATION ISSUES
A. Fringe Benefits

1. 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
202046, 202027 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-tesseddonation 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 aredsdhder leavebased donation programs, employees can elect to
forgo vacation, sick, opersonal leave in exchange for cash payments that the employer makes to
charitable organizations described idB)(c). The notices provide that the IRS widit assert that:

(1) cash payments an employer makes before Januarg1, tdCharitable organ&ionsdescribed in

8 170(c)for the relief of victims othe COVID-19 pandemic imffected geographic aregsexchange

for vacation, sick, or personal leave that its employees elect to forgo constitute gross income or wages
of the employeesyr (2) the @portunity to make such an election results in constructive receipt of
gross income or wages for employeEsiployes arepermitted to deduct these cash paymeittser

under the rules of 70 as a charitable contribution underthe rules of 8162 as @usiness expense

if the employer otherwise meets the requirements of either provigimployees who make the
election cannot claim a charitable contribution deduction undetO8for the value of the forgone

leave. The employer need not include cash paysmmade pursuant to the program in Box 1, 3 (if
applicable), or 5 -f the employee’s Form W

a. The favorable treatment of leave-based donation programs has been
extended to cash payments made through 2021. Notice 221-42, 202129 1.R.B.19(6/30/21). This
notice extends the federal income and employment tax treatment provided in Notie#6202€ash
payments made t9170(c) organizations after December 31, 2020, and before January 1, 2022, that
otherwise would & described in Notice 20245.

B. Qualified Deferred Compensation Plans
C. Nonqualified Deferred Compensation, Section 83, and Stock Options

D. Individual Retirement Accounts
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V. PERSONAL INCOME AND DEDUCTIONS
A. Rates
B. Miscellaneous Income
C. Hobby L osses and 8 280A Home Office and Vacation Homes
D. Deductions and Credits for Personal Expenses

1. For 2021, the child tax credit is expanded and a portion of it will be paid in
advance.! The 2021 American Rescue Plamade several significanhanges to the child tax credit
authorized byg 24. Section 9661 of the legislation amends C8@d 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 yoinger 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, ashumdsual child tax credit rules).
The total amount of the 2021 child tax credit (not the amount of the credit with respect to each child
consi dered separately) i's reduced by $50 for e
exceeds $150,000 (joireturn), $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 undeRtheus 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
higherincome parents than wibibe produced by the usual rules. Section 24(i)(4) includes an
incredibly convoluted (even by Internal Revenue
intended to insure that such parents are not disadvantaged by the special rules fore2basicTidea
is simple enoughthat 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 largeHouedite 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. tI7at 730). The taxpayer is a head of household with modified
AGI of $140,500, and with one qualifying child, age 7. Underueal rules, the taxpayer would be
all owed a $2,000 credit. Under the speci al 2021
provision, the taxpayer would be entitled to a credit of $3,000, reduced by $1,400 to $1,600. (The
$1,400 reductionsi calculated as [($140,566112,500)/$1, OOO] x $50 = $1,400. ) However, with the
“I'imitation on reduction” applying the reductio
to a $2,000 credit (reduced fimomo®3re@@chby omnfier
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;082,000 = $1,000), or (2) 5 percent of the
difference between thasual 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,igesvfor advance payment of 2021 child

t ax credlts, in periodic equal amounts totaling
credits for 2021. The anticipated credits are
“referenteaye@aon the taxpayer’s qualifying chil

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 taxpaygmba (or not yet) filed a return for the
preceding year. The IRS may modify the annual advance payment aarmlititius the amount of the
periodic paymentgluring the year to take into account a return newly filed by the taxpayer, or any
other informationprovided 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 chilgx credit and for allowing us to include it in this outline.
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information portal which taxpayers can use to provide ciretivant information to the IRS, and to
elect out of advance payments (in which case taxpayers can still claimhifetitas 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 undef7A reduce the amount of the credit a taxpayer can claim on
her return, dollafor-dollar. If advance payments exceed the proper credit amount based on actual 2021
results (which should not be common, given the 50 perceiling on advance payments),

reconciliation (i.e epayment by the taxpayer
actual modified AGI for 2021 does not exceed $60 000 (joint return), $50,000 (head of household), or
$40,000 (any otar case) , reconciliation i s not requir e

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 thermingoialifying children
actually taken into account unde4. The safe harbor is phased out, ratably, as modified AGI rises
between the income threshold and 200 percent of the threshold.

a. 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 tbently enacted
changes tohte child tax creditSeelR-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 allowsitsm 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 Jolgdyment 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

Liguidations
S Corporations

Mergers, Acquisitions and Reorganizations

Corporate Divisions
Affiliated Corporations and Consolidated Returns

TR EOR P

Miscellaneous Corporate Issues

1. 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 conge creative but legitimate tax planning and those that are considered
“ a b u sThercasedhvolve taxpayers using statutorisanctioned taplanning devices in tandem
(Roth IRAs coupled with a DISC or a FSGjour U.S. Courts of Appedhave rejectedhe
government ' s ar g u-erdarm dodiriagapplies ® reshardicterizatinemwnership
of DISC or FSC stock by a Roth IRA. this is no surprise to you, you can stop here. If you are
intrigued, read further.
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a. 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. Commissioner848 F.3d 779 (6th Cir. 2/16/17), e vIoGy Memo 2015119 (6/2915). 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 7@8&ent 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 IRs, which paid unrelated business income tax on the dividends (at roughly a 33
percent rate according to the court) pursuant®5g). (The structure involved a holding company
between the Roth IRA and the DISC, but the presence of the holding congmearsaanot 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 arrangemirtiuding $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 disallowedhe deductions of Summa Holdings for the commissions paid to the DISC and asserted
that, under the substanogerform doctrine, the arrangement should be recharacterized as the
payment of dividends by Summa Holdings to its shareholders, followed bybeiains 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 ineligibtétemake any Roth IRA contributions. Pursuant #9083,
the IRS imposed a 6 percent excise tax on the excess contributions.

The Tax Courtodos Treei SaoxnCddummégIudge Kerrig
recharacterization. Judge Kerrigan relied ugapetto v. Commissionefr.C. Memo 201268 and
Notice 20048, 20041 C.B. 333, both of which addressed using relgiady businesses and Roth
IRAs in tandem to circumvent excess contribution limits. Foreshadowing its argunieyeito the
IRS had annoanced in Notice 20048 that these arrangements were listed transactions and that it would
attack the arrangements on sever al grounds, inc
amount of the value shifted from the Business to the Roth @®Aporation is a payment to the
Taxpayer, followed by a contribution by the Taxpayer to the Roth IRA and a contribution by the Roth
Il RA to the Roth I RA Corporation.” Paloproak v.ant | vy,
CommissionerT.C. Memo 20161 andBlock Developers, LLC v. Commission&rC. Memo 2017
142, adopted the | RS8asdspuwksdovwnitamdem Rath IRMbelafeattye 2 00 4
business arrangements like the one under scrutiSymma.l

The Sixth Circui t)drsan dpaion by Judge Suftds,utima ids. C()Urtlof)
Appeals for the Sixth Circuit reverséd. he  cour t emphasi zed that “[t]
all owed Summa Hol dings and the Benensons to do
application dthe substanceverform doctrine was appropriate. The court first expressed a great deal
of skepticism about the doctrine:

Each word of-overher mMsdbetahnhne,” at | east as t
used it here, should give pause. If the goverrtroan undo transactions that the terms _
of the Code expressly authori ze, it’s fair t

accessible to the taxpayer and binding on tt
when it comes to law. The words of law (itGem) determine content (its substance).
How odd, then, to permit the tax collector to reverse the sequdncallow him to

2Al t hough the Tax Court had bot hforihe coranissiansvmid to S u mma
the DISCand upheld imposition of the 6 percent excise tax 4983 on the deemed excess lRIRA
contributions made by Summa Hol dings’ sharehol der
the disallowance of its deductions. The shareholders have appealed to the First and Second Circuits the
issue whether they made excess Roth IRArdmutions. Those appeals are currently pending.
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determine the substance of a |l aw and to make
lawm—and t o cal | it a “doctrine” no | ess.

Although the court expressed the view that application of the substaaetorm doctrine makes

sense when a “taxpayer’s formal characterizatio
would distort the meani nwgasadtsudhlaeaseClhelseibsteowe-t he pr
form doctrine as applied by the I RS in this cas
the IRS claims the power to recharacterize a transaction when there are two possible options for
structuring dransaction that lead to the same result and the taxpayer chooses thajooy#ion. The

court concluded t hat t he | RS’ s recharacteri zat
followed by Roth IRA contributions did not capture economic realityya bet t er t han t he
chosen structure of DI SC commi ssions foll owed b

b. 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.
Commissioner887 F.3d 511 (1st Cir. 4/6/18),e vI&CgMemo 2015119 (6/29/15). In an opinion by
Judge Stahl, the U.S. Court of Appeals for the First Circuit has upheld the same Rd&HIBA
transadbn considered by the Sixth Circuit Bumma Holdings, Inc. v. Commissiong48 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 \Di®@vhich a subchapter C
corporation (Summa Holdings) paid (and deducted) commissions to the DISC. The Tax Court upheld
the IRS"s recharacterization of the transaction
view of the transaction, the €or porati on’s payments of commi s s
recharacterized as nondeductible distributions by the C corporation to its shareholders, followed by the
shareholders’” contributions of t hOSGmIESI‘WbI(Ehn s to
triggered the 6 percentexcisetaxef® 73 The Si xth Circuit addressed
and rejected the I RS"s argument that the C
substance over form doctrine. Inthisegs t he First Circuit consi
decision by sharehol ders who were residen
that they should be treated as having made excess Roth IRA contributions. Like the Sixthtka
First Circuit declined to apply the subs
a smell test,” but rather a tool of sta
contemplate ownership of DISCS by IRAvhen it enacted relevant statutory provisions such as
§8995(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 ueigeongressionally 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 tefkee distibution. Such use violates neither the letter

nor the spirit of the relevant statutory provisions.

Some may call the Benensons'’ transaction cl ¢
sole question presented to us is whether the Commissioner has the poatitta

violation of the Tax Code. We hold that he d
transaction does not violate the plain intent of the relevant statutes, we can push the

doctrine no further.

In a dissenting opinignJudge Lynch arguedtheth e | RS’ s appl i cation of
form doctrine should be wuphel d. I n Judge Lynch’
purpose intended by Congress, but rather to evade the Roth IRA contribution limits. Judge Lynch also
disagreed wh 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 toecuthe contribution limits
on traditional IRAs because, in contrast to Roth IRAs, distributions from a traditional IRA are-not tax
free.
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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. Commissioned10 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 agreedheitfirst and Sixth Circuits
that the government could not apply the substawvesform doctrine to recharacterize as
nondeductible dividends the commissions paid by Summa Holdings, Inc. to a DISC, the stock of which
was held (indirectly) by RothIRAsfore d by some of Summa Hol di ngs’ s
rejected the taxpayers’ argument that the Sixth
of the substaneeverform doctrine with respect to Summa Holdings, precluded the govetriraen
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 sdims.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 courgvieovthe
taxpayers had failed to make this showing, and therefore the government was not precluded from
l'itigating the issue of recharacterization. Wit!l
payment of commissions to the DISC,thecéug | d t hat “t he substance-ove
support recharacterization of Summa’s payment o
constructive dividends to Summa shareholders and, thus, cannot support the tax deficiency attributed
to petitioners. The court also held that the stgmsaction doctrine, when applied together with the
substanceverform doctrine, did not warrant a different conclusion.

d. 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. Commissionge®98
F.3d 1041 %th Cir. 6/2/21) r e v1503.C. 138 (3/5/18).

The Tax CoulnMazzeiv.dCensmissianet50 T.C.138(3/5/18) thetaxpayers wre
members of the Mazzei family (husband, wife, and adult daughter). They owned 100 percent of the
stack of Mazzei Injector Corp., an S corporation. The taxpayers established separate Roth IRAs that
eachinvested $500ifFao r ei gn Sal es QOindeppdor lantandsomewhat ik8 QISCs,.
FSCs provided a Coeganctioned tax benefit because theyantaxed at much lower rates than regular
corporations pursuant to an express statutory r
FSC, Mazzei Injector Corp. paid the FSC a little over $500,000 in deductible commissions from 1998
to 2002.Thesedeductible payments exceeded the amounts the taxpayers could have contributed to
their Roth IRAs over these years, and just &Summa Holdingghe IRS argued that substance over
form principles applied to recharacterize the entire arrangement abudistis by the S corporation
to its shareholders, followed by excess Roth IRA contributions subject to49ié38excise tax and
related penalties. Because the case is appealable to the Ninth Circuit, the Tax Court was not bound by
t he Si xt h siGnimSummmatHoldingsiihels; the Tax Court could have followed its own
decision inSumma Holdingt agree with the IRS that in substance the entire arrangement amounted
to an enerun around Roth IRA contribution limits; however, the Tax Court did noptaithis Summa
Holdingsinspired approach. Instead, in a reviewed opiniorCc#2 by Judge Thornton, relying upon
Ninth Circuit precedent as wel HrankaLyon Cd e UritedS . Su |
States 435 U.S. 561 (1978), the Tax Courasened 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 purposeB eglavant times. The dividends

from the FSC are therefore properly recharacterized as dividends from the FSC to

petitioners, followed by petitioners’ contr.i
Roth IRAs. All of these payments exceeded the applkceontribution limits and were
therefore excess contributions. We therefor:

excise taxes under section 4973.
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Notably, though, the Tax Court declined to impose penalties on the taxpayers because they relied on
indepenént professional advice in connection with setting up the FSC and their Roth IRAs.

Dissenting opinionFour Judges (Holmes, Foley, Buch, and Morrison) dissented, with some
joining only parts of the dissenting opinion written by Judge Holmes. Judge Haasemed that the

maj ority should have f ol | SummeaHoltirngeste&liokehgagin@inr c ui t
“juthgde doctrine.” I n our Vview, Judge Hol mes’ s
insightful, summing up the conflicting opoms inSumma,JSumma llandMazzeas f ol | ows : “ WI

really going on here is that the Commiss-i oner
advantaged entities and made them work together

After the Sixth Circuit releasedSumma Ilwe told the parties here to submit

supplemental briefs. The Mazzeis and the Commissioner agreed that the only

difference between these cases 8athma Iwas that the Mazzeis used a FSC instead

of a DISC. The Commissionersaidsghi di f f er ence shoul dn’t affect
admitted that the Mazzeis followed all of the necessary formalities. He nevertheless

said we should ignor&umma llbecause i1it’'s from a different
commi ssi on payme nprapérly libferd theccburt theré. He said wea s

should instead follow€ourt Holding look at the transaction as a whole, and decide the

cases based on his views of the statute’s in

The Mazzeis urged us to folloBumma [l seasoning. 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 h
they said that their use of an FSC instefd C corporation was enough to distinguish

these cases froRepetto

The Ninth Ci. nalengthyépsiondog Judg€alliosnpMazzei v. Commissioner
998 F.3d 1041%th Cir. 6/2/21) the U.S. CourttAppeals for the Ninth Circuit has reversed the Tax
Cour t ' s Aftererevievdng io detail the relevant statutory provisions regarding IRAs and FSCs,
the court concluded that the Tax Court had erred in holdinglibatusehe Roth IRAs had no real
downside risk or exposure with respect to holding the FSC dtoekndividuals who had established
the Roth IRAsrather than the IRAs themselveshoul d be treated as the ow
According to the court:

It makes no sense to ask whetttee 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 expitty 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 arerneled 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 useahly if and when there is value (in the form of tax savings) to

be obtained by flowing fuoks through it.

I n the court’ sexpresgywhosenGoodepart fom substammetr-form principlesin
enacting the relevant statutory provisions governing Roth IRAs and FSCs. For this reason, the court
concluded, the IRS could natvoke thoseprinciples in a way that would reverse the judgment of
Congress.

VIl.  PARTNERSHIPS
VIIl.  TAXSHELTERS
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IX. EXEMPT ORGANIZATIONS AND CHARITABLE GIVING
X. TAX PROCEDURE
A. Interest, Penalties, and Prosecutions

1. “Uh, about those estimated tax penalties attributable to certain NOLsS” . . .
says the IRS. Notice 20218, 20216 IRB 826 (1/19/21)Recall thathe CARES Actmodified several
of the rules for NOLs that were introduced into the Code by @i& Tax Cuts and Jobs A8ection
2303(b) of theCARES Actamened Code §172(b)(1) by adding a new subparagraph (D) to allow
NOL carrybacks previously barred by th617 Tax Cuts and Jobs Adinder new 872(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 fofelmeceding taxable years.
Special rules and limitations apply to REITS, life insurance companies, and taxpayers subyé& to §
(controlled foreign corporationskuidance regarding NOL carrybacks under gelv2(b)(1)(D)was
provided inRev. Proc. 202@4, 202018 I.R.B. 750 (4/10/20elections), inNotice 202626, 202018
I.R.B. 744 (4/10/20)extended due date dtine 30, 2020pr filing quick refund for 2018 NOs on
Forms 1139 or 1045 and in FAQs f ounhips:/permatctiSEXEH2RNE’ s web
Further, theCARES Act §2303(a), ameret Code 8172(a) such that, for xable years beginning
before January 1, 2021 (generally, 2019 and 2020), the 80 percent taxable income limitation on NOL
carryforwards enacted by ti#17 Tax Cuts and Jobs Adbes not apply. Last but not leasie
CARES Act §2304, ameneld Code 8461() to repeal temporarily the rule, added by Bd.7 Tax
Cuts and Jobs Act t hat di sall ows and clag g qoees$250,00fovar d “ e
single filers and $500,000 for joint filer®f 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, ncorporate taxpayers (including partners and subchapter S
sharehol ders) whose 2018 and 2019 “excess busin
prior version of $61() mustf i | e amended returns to claim *“ex
disallowed and carried forward from those years.

a. The IRS exercises its “equity and good conscience”—who knew?2—to
waive estimated tax underpayment penalties under 8 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 20218, 20216 I.R.B. 826 (1/19/21) the IRS
acknowledges that an individual (including for this purpose trusts and estates) mayteaxegaid
estimated taxes for 2019 if the individual anti
prior version ofCode 8461(). Specifically, due to th€ ARES Act §2304, amenahent of Code
8461(), the taxpayer’s anticipated 2019 “excess
cl aimed on an amended 2018 return. 6684e)(BR)er ci
pursuant tdNotice 20218, the IRS will waive the imposition of any 2019 estimated tax penalty under
8 6654attributable to amendegi461() if a taxpayer otherwise meets the requiremenisobice 2021
8. With respect, howear, toelectivecarrybacks of NOLs under amended Code/g(b)(1)(D)that
may result in the imposition of a penalty un@®8654for 2019,Notice 20218 pr ovi des t hat *
and good consci eedRSé’extethcba simiatwaivee Gha IR$ dfferenkiates between
the two circumstances by reasoning that taxpayers cannot elect out of aiBeddedd61(), but they
can forego the fivgear carryback of NOLs undeew 8172(b)(1)(D) The conditions andnhitations
of Notice 20218 are technical and complex, and affected taxpayers must request the waiver to qualify
for relief underNotice 20218. In summary, therefore, dividual taxpayers (including trusts and
estates) with 2018 or 2019 NOLs against whom the IRS has assstitedted tax penalties under
8§ 6654 should studyNotice 20218 carefully to determine whether and to wiextent a waiver is
available.

bu
S

Discovery: Summonses and FOIA

Litigation Costs

Statutory Notice of Deficiency

/e 0w

Statute of Limitations
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F. Liens and Collections

G. Innocent Spouse

H. Miscellaneous

1. Married taxpayers who receive separate but substantially identical notices of
certification of a “seriously delinquent” tax debt in a 8 7345 passport revocation case may file a
joint petition challenging the certification in the Tax Court. Garcia v. Commissiongt57 T.C. No.
1 (7/19/21). Section 7345, which addresses the revocation or denial of passports foslgeriou

del i nquent tax debt s, was enacted in 2015 as ¢
Transportation Act, Pub. L. 1194 (Dec. 4, 2015). It provides that, tiie IRS certifies that an

individual has a “seriously delinguent tax debt,
of State “for action with respect 7345(a).dngenera,l , r e\

a seriously dénquent tax debt is an unpaid tax liability in excess of $50,000 for which a lien or levy

has been imposed.7845(b)(1). A taxpayer who seeks to challenge sucértification may petition

the Tax Court to determine tifie certificatiorowas made erronesly. 87345(e)(1). If the Tax Court
concludeshe certification was either made in error or that the IRS has since reversed its certification,

the court may therorder the Secretary of the Treasuryrtotify the State Department that the
certification waserroneous§ 7345€)(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 $583,808,saubsequently 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 offerin-compromise that the IRS had failed to consider. ThesiitSequentlyeterminedhatthe

t a x p aoffeein-cMmpromise was processable and remained peadidghathe pendency of their

offer suspended collection of their tax debt so that the debt was ndb ser i ousl y del
Accordingly, the IRSreversedthe certifications andnotified the Secretary of Stat&ecause the
certifications had been reversed, the IRS moved to dismiss the case on the ground of nidwness.

Tax Court (Judge Laubeiijst addressed an issue of first impression, which was whether the taxpayers
could file a joint petition seeking review of t
Neither§ 7345nor t he Tax Court’s Rul es pcoudnotedteatTgoui danc
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. Thecout oncl uded that “equity and common sens
to challenges to notices of certification of seriously delinquent tax debts:

In this case petitioners received substantially identical notices of certification from the

IRS. Thesenotices 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 t hat
delinquent tax debt” Both ©petitioners presented the s
certification was erroneous.” See sec. 7345
same argument : that the certifications were
submitted an offem-compromise that remained pending at the IRS.

It is natural for spouses to file a joint
To hold that the taxpayers <could not file a |
unnecessary delay and expense.’”

Because he Tax Court’ s jurisdict i oby§8734btoaesiagither t r ev
I RS’ s certification of the taxpayer’'s Iliabiliti
may grant is to issue an order to the IRS to natifgt Secr et ary of State that
in error. Since the IRS had already notified the Secretary of State of the error, the Tax Court could not
offer any additional reliefThe court therefore concluded thhe issues were moand grantd the
government’'s motion to dismiss
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T The Tax Court previously had ruled t1I
certification of a tax debt as seriously delinquent should be dismissed as moot when the IRS had reversed
the certification. SeRuesch v. Commissionédb4 T.C.289(6/25/20).

Xl.  WITHHOLDING AND EXCISE TAXES
XIl.  TAXLEGISLATION
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