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“Ghost Preparers”

 It is about time!
 The IRS has announced that they are searching for tax preparers who 

file tax returns without signing them.
 These are often designated on the return as “self-prepared”.
 These individuals are known as “ghost preparers”.
 In my opinion, these returns also have a higher audit rate.
 In many cases, these are professionals who no longer want to do the 

CPE, etc. and just have the client sign the return as self-prepared.
 This is very risky to say the least.
 Let me give you an example….



Trusts

 The IRS has been sending a rash of letters regarding trusts.
 They often do not make sense.
 In some instances they resemble a “fishing expedition”.
 Examples:
 A trust that previously had not filed returns because it was a grantor 

revocable trust now files for an employer identification number for whatever 
reason.

 In a response from granting the EIN, the IRS is sending out letters stating that 
in reviewing their files, they have noticed that the trust has not filed tax 
returns from 2015 through 2017 and request that the recipient of the letter file 
the returns by a certain date.



Trusts - Continued

Once again, the IRS has started a program 
involving a certain area and is sending out 
misleading and confusing, if not, offensive 
notices.

Respond in writing to any Notice as to its non-
applicability.

My thoughts are….



Identity Verification – Tax Returns

 The IRS is mailing out letters to selected taxpayers for the 
year 2018.

 The letter requests that the taxpayer send a copy of:
1. Pages 1 and 2 of the form 1040 and
2. Amounts and dates of all estimated tax payments that 

were paid for the tax year and
3. Any supporting documents verifying income and 

withholding and



Identity Verification – Tax Returns -
Continued

4. A copy of the letter.
 The recipient is instructed to write across pages 1 and 2 

of the 2018 form 1040 “Do Not Process”.
 The recipient is, also, asked whether to “X” a block in 

front of a sentence which states “No, I did not file this tax 
return”.

 The recipient is given 20 days to respond to this letter 
and the refund is held up pending the response. 

 The reason for this letter appears to be….



Partnership Returns

 The IRS was severely criticized two years ago for 
failure to follow up on delinquent partnership tax 
returns.

One area of delinquency that the IRS is focusing on 
is “lapsed” partnership returns which are simply 
returns that the taxpayer has stopped filing.

Even if the partnership does not have any activity, a 
requirement to file exists. 



Partnership Returns - Continued

 Therefore, make certain to file a final return even if it is blank when a 
partnership is dissolved or is no longer in business.

 This is advice despite what the instructions say to the contrary 
because…

 Remember, partnership penalties are based upon a failure to file 
and not whether the partnership has any activity.

 They are based on a per partner basis per month.
 Note: The LLC status of a partnership is not automatically terminated 

because the partners are no longer in business. 
 An LLC must be terminated according to procedures with the state. 



Election Out of the Centralized Partnership 
Audit Regime…Much Ado About Nothing

 It seems that our profession enjoys controversy and will 
make the proverbial “mountain out of a molehill”.

 So, it is with the election out of the centralized 
partnership audit regime which was question 25 on page 
3 of the form 1065.

 To refresh your memory, this provision was placed into 
law to deal with the unwieldy TEFRA provisions where the 
audit of a large partnership required enormous 
administrative controls that essentially were so 
cumbersome to the administration of the audit that the 
IRS ceased auditing these large partnerships. 



Election Out of the Centralized Partnership Audit 
Regime…Much Ado About Nothing - Continued

Essentially, any audit adjustments were assessed 
on each partner’s returns.  

What this meant was……
The change in the law provided that any 

deficiency was to now be assessed at the 
partnership level and the partnership was to pay 
the additional tax, interest, and any penalties.

This was a good change because….



Election Out of the Centralized Partnership Audit 
Regime…Much Ado About Nothing - Continued

Now, we have this growing controversy in the 
blogs, etc. as to what is our responsibility in this 
election, do we contact each partner, what is 
our liability, etc. 

The controversy, where actually none existed, 
was reminiscent of the flap over the repair 
regulations and the misinformation that existed 
in that matter that took on a life of its own. 



Election Out of the Centralized Partnership Audit 
Regime…Much Ado About Nothing - Continued

 The primary impact of this provision was to make it 
much simpler to audit the large partnerships and, in 
effect, to encourage the IRS to audit them.

Many had not been audited in 35 years. 
 In my opinion, it’s impact is minimal on the small 

partnerships. 
 If you do not elect out, you make it simpler for the 

IRS to conduct the audit of the partnership. 



Election Out of the Centralized Partnership Audit 
Regime…Much Ado About Nothing - Continued

 This is because the IRS will not have to “pick up” 
each partner’s return, establish audit control, 
etc. 

But most of all, if you do not elect out, there will 
be a 37% imputed tax on the partnership!!

So, why not elect out of it?
Why make it easier for the IRS to audit the 

partnership?



Election Out of the Centralized Partnership Audit 
Regime…Much Ado About Nothing - Continued

In instances where we are aware of disputes 
among clients or relationships that are less than 
harmonious, get their written permission to make 
the election. 

Regardless, the practitioner must inform the 
client/partners of the election out of the 
partnership rules.  



Form 1099 Miscellaneous – Nonemployee 
Compensation and the Self-employment 

Tax
 The IRS was heavily criticized by the Office of 

Treasury Inspector General for Tax Administration for 
not following up on whether self-employment tax 
was computed on the taxpayer’s form 1040 when 
there was a form 1099-Miscellaneous present with 
nonemployee compensation indicated.

Subsequently, the IRS has begun a program to 
assess the SE tax in such cases where the tax is not 
present.

One example is a 14 year old Amish youth….



Amish and Others – Form 4029
Exemption From Self-Employment Tax

 The IRS has recently, in a number of cases, required the 
practitioner/client to furnish proof of their exemption from self-
employment tax with an approved copy of the individual’s 
application which is form 4029 (Application for Exemption 
From Social Security and Medicare Taxes and Waiver of 
Benefits).

 The practitioner should make certain that the client who 
claims exemption from social security and Medicare has filed 
the form and received an approved form 4029 in return.

 Equally important, keep a copy in the client’s permanent file. 



Revocation of Exemption From Self-
Employment Taxes

A Social Security Alert!!
 In the past few years, exempted individuals have sought  

Social Security and Medicare coverage in advance of their 
eligibility.

 Clients that wish to revoke their exemption from social 
security and Medicare taxes need to do more than simply 
begin paying into social security.

 They need to file a letter with the IRS to revoke the coverage 
and receive acknowledgement. 

 The revocation of the exempt status is irrevocable. 



Tip Income Project

 The IRS has announced they are extending a nationwide 
project of examining restaurants, hotels, hair salons, 
taxis, etc. wherever there is a prevalence of tips.

 The IRS has maintained that the failure to report tip 
income is a major source of underreported income. 

 The IRS will not only use these examinations for 
compliance purposes but to form the mathematical 
basis for future tip agreements with the various industries.

 These examinations will be detailed.



Improper Earned Income Tax Credits

 Here we go again….
 The Office of the Treasury Inspector General for Tax 

Administration estimates that 25.06% of the Earned 
Income Tax Credit payments or approximately $18.4 
billion were issued improperly in fiscal year 2018.

 TIGTA went on to state that the refundable credits like 
the EITC are still not being classified and reported 
properly by the IRS as a “high risk for improper 
payments”. 



Improper Earned Income Tax Credits -
Continued

 The goal is for the IRS to reduce the amount of improper 
payments to less than 10% which it has not done. 

 Furthermore, the IRS was criticized because it continues 
to incorrectly rate the improper payment risk associated 
with other refundable credits like the Additional Child 
Tax Credit and the Premium Tax Credit. 

 The IRS agreed with the criticisms and stated that they 
will take further corrective action.



Improper Earned Income Tax Credits -
Continued

 In particular, the IRS is going to focus on identifying and 
evaluating tax returns that have been filed by individuals 
who have “non-working” social security numbers to 
prevent erroneous refunds of the EITC and ACTCs.

 According to the IRS, at least 35% of all audits last year 
included the EITC tax issue alone. 

What this means is that a further crackdown is in the 
offing and considering some proposals to expand the 
EITC…..



Improper Earned Income Tax Credits -
Continued

 Yet, the IRS has come under criticism by members of 
Congress for the alleged “disproportionate number of 
audits of low income taxpayers” who claim the earned 
income credit and other refundable credits as oppose to 
higher income taxpayers.  

 According to a publication that cites IRS statistics, “EITC  
recipients who make less than $20,000 a year are more 
likely to be audited than a taxpayer who earns over 
$400,000.”

 The last time this happened…and what this means… 



Incorrect CP2000 Notices

 The IRS is sending a rash of incorrect CP2000 notices to 
taxpayers.

Many of these notices simply ignore the presence of 
schedule B.

 The notices also duplicate schedule K-1 income.
 In many cases, the notices are totally wrong but still 

require a response.



The “Gig” Economy

 This was bound to happen.
 The IRS has announced that it is developing a 

compliance strategy that is focusing on this sector which 
includes Uber, Etsy, DoorDash, and similar entities that 
utilize individuals as independent contractors. 

 The IRS compliance strategy will be based upon 
demographic research, data to identify noncompliance, 
etc. 



The “Gig” Economy - Continued

 The audit issues that the IRS has announced that they will 
be focusing on are:

1. Erroneous reporting and omission of income.
2. Classification of individuals as employees vs. 

independent contractors.
3. Reporting and treatment of income for self-employment 

taxes.
4. Information reporting.



Mileage Audits

The IRS is in the process of identifying and 
auditing returns that have claimed large 
deductions based on the optional mileage rate.

In doing so, the IRS is taking a strict approach to 
the examination of the mileage log.

The log must be contemporaneous and must 
include odometer readings, repair receipts that 
show mileage. 



Mileage Audits - Continued

 The Internal Revenue Manual instructs examiners to 
verify actual mileage based upon odometer readings.

 This was something that was not often done in the past.
 At the very least, the client should provide 

contemporaneous, independent verification of the 
odometer readings for the beginning and ending of the 
year. 

 The IRS has won several court cases that support this 
stricter examination of the computation of mileage. 



S Corporation Enforcement

 As part of the LMSB “campaigns”, the IRS has announced a vigorous 
enforcement program regarding S corporations. 

 This could have been predicted and is long overdue. 
 The IRS has announced three areas of new audit enforcement:
1. Distributions by an S corporation:
 Focus is on the failure of to report the gain on distributions of 

appreciated property to shareholders.
 Failure to report dividends from accumulated earnings and profits 

that resulted from a C corporation that had converted to an S 
corporation. 



S Corporation Enforcement - Continued

 Cash or property distributions that exceed the shareholder’s basis in 
the corporation:

 My thoughts are….
2. The existence of the applicability of the Built-In Gains Tax (BIG):
 This is no surprise concerning the over emphasis on the existence of 

the qualified business income deduction for S corporation qualified 
income and the many pressures to for clients to convert from a C 
format to an S one. 

 The tax is 21% (new corporate rate) on the net profit from sales of 
assets owned before the conversion and five years after. 



S Corporation Enforcement - Continued

 I would especially be careful with this computation because of the 
severity of the tax consequences and when consulting with a client 
have them sign a representation letter that they were advised on 
the consequences. 

3. Basis in the S corporation – whether the client has sufficient basis in 
the S corporation

 Beginning in 2018, we were supposed to attach to the client’s tax 
return a computation of the basis to those who are in the following 
situations:

A. Reported a loss.



S Corporation Enforcement - Continued

B. Dispositions of stock.
C. Received a distribution.
D. Received a loan repayment from the company. 
 The audits in this new enforcement campaign are 

supposed to happen at the shareholder level with each 
individuals shareholder’s returns being subject to 
examination.

 How this is supposed to happen without auditing the 
related S corporation is a….



Amended Returns

 The Office of the Treasury Inspector General for Tax Administration 
has cited the IRS for not doing enough to improve its procedures fro 
reviewing amended returns to reduce fraudulent and erroneous tax 
refunds.

 TIGTA estimates that if the IRS does not change its procedures and 
improve its detection techniques to eliminate the errors and fraud 
the agency will be issuing close to $1.4 billion in erroneous refunds 
over the next five years.

 One of the recommendations that TIGTA made was that the IRS 
expand electronic filing to include amended tax returns.



Amended Returns - Continued

 TIGTA estimates that the IRS could save at least $17 
million in annual processing costs.

 However, the IRS needs funding which it does not have, 
to implement an electronic filing protocol for amended 
returns. 

 Before this critical report, the processing time for refunds 
from amended returns is already several months.

 Now, we can expect…..



Fuel Tax Credits

 We have discussed this in prior seminars.
 The IRS is focusing on the issue of taxpayers who claim the fuel tax 

credit for fuel for off-road business purposes. 
 The IRS became aware that this was an “automatic” credit for some 

preparers as well as having been criticized in the past by TIGTA for 
allowing large refunds on amended returns claiming the credit.

 This is now a major audit issue as well as the fact that the IRS has 
built in certain “filters” in their software to electronically identify 
suspicious credits. 



Multiple Year Audits

 This is very unfavorable to….
 IRS examiners often will confine their audit to the years in 

which they originally conducted the examination and 
yielded results.

 The Internal Revenue Manual requires that an examiner 
extend his or her audit to all open years.

 For the sake of closing examinations much quicker, 
examiners have been circumventing this rule.



Multiple Year Audits - Continued

Often, the failure to “pick up” a prior year for audit is due 
to a “short” statute or out of the audit cycle. 

 The Office of the Treasury Inspector General for Tax 
Administration (TIGTA) has cited the IRS for failure to 
follow this requirement.

 The IRS agreed to the findings and stated that they will 
provide instructions to examiners on starting audits that 
have 12 months or less on the statute of limitations. 

My thoughts are….



Data Mining and IRS Audits

 In previous seminars, we have discussed the existence 
of a 39 page manual instructing IRS examiners on how to 
“mine” social media to obtain information on taxpayers. 

 Now, the IRS has announced that they have signed a 
contract for $99 million with a private company to 
provide additional “data analytic software” and 
“services”.

 The purpose of this “approach” is to gather information 
by “sifting” through taxpayer information, “expose” 
suspicious activity, etc. to identify cases for audit. 



Data Mining and IRS Audits - Continued

 Privacy concerns have been expressed to the IRS but 
they are continuing with this expansion of their 
capabilities.

Once again, let us discuss clients who have this careless 
approach to post everything they do, have done, etc. 
on various medias.

 Let me give you an example….. 



IRS “Soft” Letters

 For years we have heard from the IRS that what they 
termed were “soft letters” were of an educational and 
advisory nature and did not require a response.

 As suspected, this is not the case.
 Daniel N. Price of the IRS Office of Chief Counsel stated 

at the International Tax Symposium that a soft letter is 
“an opportunity for a taxpayer to explain to the agency 
why or how they are compliant”.  



IRS “Soft” Letters - Continued

Mr. Price stated “I’ll note that failure to respond to this 
letter may lead to a higher risk categorization, and it 
could lead to an examination”.  

 He further stated that “if you do provide a response that 
may lead to a lower risk categorization”.

 Although Mr. Price referenced it to LMSB, one can 
assume that this applies to all IRS so-called “soft letters”.

 Are you surprised??



Bogus Social Security Tax Credits

 For 2017, the IRS received more than 1.5 million tax 
returns for 2016 claiming the excess social security tax 
credit which occurs when the combined social security 
tax withholding from multiple employers exceeds the 
social security threshold. 

 The IRS allowed total credits of $3.1 billion for 2016.
 The Office of the Treasury Inspector General for Tax 

Administration found that the IRS paid more than $74 
million in potentially erroneous excess social security tax 
credits.



Bogus Social Security Tax Credits -
Continued

 TIGTA cited the IRS for incomplete social security tax 
credit selection criteria, insufficient procedures, and tax 
examiner processing errors. 

 TIGTA made multiple recommendations and the IRS 
agreed to them beginning in 2019.

 So, be prepared for notices and as in many other cases 
erroneous notices.



Schedule D Notices

 Some individuals who reported gains from the sale of collectibles 
that were taxed at 28% are receiving notices from the IRS that re-
compute the amount of tax that is due on the gains.

 These notices result in either an additional assessment or a refund. 
 The reason for the notices is that the schedule D worksheet had 

contained an error which was not corrected by the IRS until mid-
May. 

 The IRS advised taxpayers not to file amended returns or contact 
them and subsequently set up its own program to send out notices. 



Loss and Credit Carryforwards

 The Office of the Treasury Inspector General for Tax 
Administration has issued another report critical of the 
IRS for failing to do enough to ensure the accuracy of 
carryforward claims involving losses and credits.  

 This latest report is in addition to two previous reports 
where TIGTA had cited the IRS’s lack of verification and 
auditing of unused credits.

 It stated that the IRS is still not doing enough to ensure 
the accuracy of carryforward claims.



Loss and Credit Carryforwards -
Continued

 The TIGTA sample found that 63% of the tax returns that they 
reviewed found that the taxpayers did not include the 
required statement with their General Business Credit 
carryforward claims and, in other cases, the claims did not 
match up with the prior year returns. 

 Because of the large amount of carryforward credits ($81.9 
billion in 2015), TIGTA made recommendations that the IRS 
“add criteria to its risk tool to identify high-risk carryforward 
research credit claims and also to identify and examine 
returns with discrepancies involving the general business 
credit carryforward claims”.



Loss and Credit Carryforwards -
Continued

 TIGTA has recommended that the IRS use its technology 
to begin addressing the issues.

 Furthermore, TIGTA has recommended that the IRS 
consider possible revisions to various tax forms to 
capture carryforward claim information.

 The IRS has disputed TIGTA’s findings of the seriousness of 
the issue.

What this means is…….



Carryforward of Credits - Required 
Statement

When claiming a carryforward or carryback of an 
unused credit from 2018, you should do the following:

 The IRS now requires as a statement for each credit to be 
attached to the return.

 This statement must include the following information:
1. The amount of credit reflected on the original return and 

the amount allowed for that year and
2. Statement as to whether the total carryforward was 

changed from the originally reported amount and



Carryforward of Credits - Required 
Statement - Continued

3. Identity of the credits involved and
4. If the unused carryforward credit amount was related to 

a research credit, attach an additional statement 
detailing the changes to the originally reported form 
6765 information for information for all originating credit 
years applicable. 

5. For each carryback year, show the year and the 
amount of the credit allowed after you applied the 
carryback. 



Carryforward of Credits - Required 
Statement - Continued

6. For each carryforward year, show the year and 
the amount of the credit carryforward allowed 
for that year. 



Large Cash Transactions

 The IRS is increasing it’s focus on cash transactions in excess 
of $10,000 and the reporting of such transactions on form 
8300.

 In particular, the inclusion of all transactions cash transactions 
by the depositor/payer within a 24 hour period that exceed 
$10,000 and the requirement to issue this form.

 Many financial institutions have an internal criteria for the 
issuance of the form 8300 that goes beyond the 24 criteria to 
include multiple cash transactions within a varied time frame. 



Large Cash Transactions - Continued

 This is a particularly “hot” area of IRS focus that we 
should counsel a client against such activities.

 Schemes/patterns to avoid the reporting are considered 
money laundering.

 The IRS has published a reference guide on this subject.
My further thoughts are….



Bitcoin 

 The IRS has sent a series of three letters to more than 10,000 
taxpayers that they have identified as cryptocurrency holders.

 The first one of these letters (Letter 6174) informs the recipient that 
the IRS has information suggesting that the taxpayer either may 
have entered into a transaction or transactions with “convertible 
virtual currencies” that could give rise to a gain or loss and reporting 
requirements.

 The second letter ( Letter 6174-A) is similar.
 Both letters ask the recipient to “review” their transactions to 

determine if they have fully complied with all reporting and filing 
requirements. 



Bitcoin – Continued 

 The third one of these letters ( Letter 6173) is more 
specific in warning the recipient about their 
noncompliance.

 This letter states the IRS “knows” that the recipient has 
entered into convertible virtual currency transactions 
and requires the recipient to either file original tax 
returns, if they have not done so, or file amended tax 
returns.

 The letter states that they must do so by the date 
specified in the text of the document.



Bitcoin – Continued 

 If the recipients believe that they have complied with all 
reporting and filing requirements, they are required to 
respond to the letter with a detailed description of the 
transactions they have entered into, where, how, and 
when the transactions were reported along with a 
thorough explanation of why their treatment was 
appropriate and in full compliance.

 The response must be signed under the penalties of 
perjury. 



Bitcoin - Continued

 Anyone ignoring these letters for whatever reason, 
including any possible inaccuracy of the records that 
the IRS has received, is being extremely foolish as the IRS 
means business. 

 These letters are proof that the IRS has the recipient in 
their compliance sights and, accordingly, require a 
response by the taxpayer due to the substantial and 
very negative possible results of additional taxes, 
penalties, interest, and even criminal prosecution. 



Bitcoin - Continued

 These letters are serious “shots across the bow”.
 Practitioner Warning: If you are made aware of the fact 

that your client has received one of these three letters 
do the following:

1. If the client is required to file a delinquent or amended 
tax return, be very certain that the amended return is 
detailed and accurate in every possible way. 



Bitcoin - Continued

2. Make sure in determining whether to amend a return or 
amending one, that no other issues outside of the 
convertible virtual currency ones exist as it is obvious 
that the entire tax return will be reviewed.

 Note: the tax treatment of issues involving the use of 
convertible virtual currency are complicated. 

3. Have the client sign a representation letter attesting to 
the fact that all convertible currency transactions have 
been disclosed to you.



Bitcoin - Continued

4. Respond to the first two letters to make certain that the 
IRS is aware of the client’s position on whether they 
have complied. 

5. Add a question to your annual organizer and ask in the 
interview with the client if they had engaged in any 
convertible virtual currencies. 



Bitcoin - Continued

 The Small Business/Self-Employed Division of the IRS has 
just announced that cryptocurrency will be one of their 
focuses. 

 They have stated that they are going to coordinate this 
program with the Large Business/International Division as 
well as initiating possible criminal investigations.

 The IRS stated that they are utilizing data analytics 
technology, among other sources, to determine whether 
taxpayers own any cryptocurrency.



Bitcoin - Continued

 The IRS has stated that they have begun training their 
revenue officers “to determine the value of 
cryptocurrency and ask taxpayers whether they have 
any”.

 The IRS has stated that the use of data analytics in 
general is “to make sure that we are getting the right 
work out there to the revenue agents to do 
examinations”.

 My thoughts are….



Tax Cases and Ruling 
A Selection……



Advanced Premium Tax Credit
Not In Book

Fisher
 This case finally puts to rest the complaint that occurs 

when a taxpayer has to pay back the advanced 
premium tax credit due to circumstances unrelated to 
their original tax situation.

 In this case, the taxpayer bought insurance through the 
ACA marketplace and elected to have the premium 
credit lower her premiums.

 She got married later in the tax year.



Advanced Premium Tax Credit -
Continued

 As a result of the marriage, her household income materially 
increased.

 Accordingly, when she filed a joint return with her husband, 
the modified adjusted gross income was greater than the 
maximum to qualify for the credit and the entire amount of 
the advanced premium credit was recoverable.

 She argued that she should not have to repay the advanced 
premium credit since she qualified for it when she originally 
applied and it was statutorily out of her control that her 
modified adjusted gross income increased when she married.



Advanced Premium Tax Credit -
Continued

 The Court ruled that regardless of the situation, the 
statute and regulations are clear and there are no 
exceptions to the computations requiring the repayment 
of the advanced premium credits.

 This ruling is consistent with prior rulings on an array of 
situations in which the taxpayer’s qualification for the 
credit changed without his or her direct control.



Beneficial Owner of S Corporation
Bonilla v. United States

Pg. 631

 The taxpayer’s divorce decree required her former 
spouse to transfer his interest in an S corporation to her 
although no shares of stock were transferred. 

 The corporation issued form K-1 to her.
 She did not include the reported amounts in income 

arguing that since she did not receive the share of stock 
she was not obligated to do so.

 The District Court disagreed stating that she was the 
beneficial owner she was required to report the income. 



Basis in S Corporation 
Meruelo v. Commissioner 

Pg. 631

 This is an old story with the same tried and true outcome.
 The taxpayer attempted to increase his basis through loans 

with an affiliated corporation to the S corporation.
 He then claimed substantial losses because of the increased 

basis which the IRS denied. 
 The Court ruled that a shareholder’s basis in an S corporation 

was not increased by amounts loaned to the corporation by 
other affiliates partially owned by the shareholder.

 Once again, the rule for increasing basis in an S corporation 
by a loan is…..



Distribution of Cash in Redemption of S Corporation Stock
Revenue Ruling 2019-13 

Pg. 632

A distribution of cash in redemption of 
stock during a former S corporation’s 

post-termination transition period 
reduces its accumulated adjustments 

account.



Shareholder Attribution and the Self-Employed Health Insurance 
Deduction

C.C.A. 2019-12-001
Pg.633

A 2% shareholder of an S corporation by 
attribution (member of the taxpayer’s family and 

related through the attribution rules of Section 318) 
is entitled to the self-employed health insurance 

deduction.



Second Class of Stock
Letter Ruling 2018-34-007, 008, and 009

Pg. 633
 A transfer of S corporation shares to a trust did not create 

a second class of stock.
 This is yet another second class of stock ruling…
 Be careful in converting either a partnership or C 

corporation to an S corporation that you do not 
inadvertently create a second class of stock which will 
terminate its S election making it a C corporation.

 This can be done by ………



Government Subsidies to Farmers for 
Tariff Relief – Not In Book

Private Letter Ruling
 It is surprising that a ruling was even requested 

considering that the amounts paid by the government 
were designed to replace ordinary farm income.

 The IRS has ruled that amounts paid by the Department 
of Agriculture under the Market Facilitation Programs to 
counter the loss of income imposed by foreign 
governments on agricultural products are income and 
subject to self-employment taxes. 



Proof of Business Usage
Langston v. Commissioner

Pg.636
 This case represents a matter of law that is basic.
 That is, the taxpayer must always establish the business 

purpose (Section 162 – “ordinary and necessary..”).
 It represents the “recklessness” of some practitioners in 

taking deductions on any activity, especially, activities 
of a personal nature.

 In this case, a couple deducted depreciation and other 
expenses related to a yacht and an RV that were 
contributed to an LLC.



Proof of Business Usage
- Continued

 The taxpayers claimed that the yacht “was a floating 
office” and the RV was a “boat sales office, to travel 
between the two marinas, and to provide nighttime 
security”.

 The taxpayers did not provide any documentation such 
as logs, advertising, etc., to proof the asserted purpose 
of either of the assets.

 The deductions were disallowed by the IRS and 
sustained by the Tax Court. 



Proof of Business Usage
- Continued

 Two issues exist here:
1. The need for the practitioner to question the client as to 

what they are doing as for a business purpose, 
especially, in areas that are red flags for personal 
usage and pleasure and

2. Advise the clients, who are often hard-headed on such 
advice, that they need to keep logs, calendars, 
records, advertise, etc. 



Business Purpose of a Loan
Pugh v. Commissioner

Pg. 638

 This case is in line with the previous discussion that the 
taxpayer must prove business intent in order to deduct 
an expenditure as a business expense.

 This case, like the prior one, reveals that the IRS is 
cracking down as an audit issue of making the taxpayer 
prove business intent. 

 In this case a taxpayer borrowed funds to purchase two 
lots and parts of two buildings that were to become the 
business headquarters. 



Business Purpose of a Loan
- Continued

 The taxpayer paid the loans and interest timely through 
the sole proprietorship – LLC funds and deducted the 
interest on the schedule C.

 The business declined and the taxpayer delayed 
following through with the expansion plans.

 The IRS disallowed the interest claiming that since the 
plans were not carried through, the interest was of an 
investment nature and not a business expense. 



Business Purpose of a Loan
- Continued

 The Tax Court disagreed with the IRS and allowed the 
interest as a business expense.

 This case illustrates the IRS’s hard line on expenses 
incurred in a time frame that they believe is prior to the 
actual operation of a business, their interpretation of the 
actual date of placed in service, etc. 



Value of Employer Provided Food vs. Included in Income
T.A.M. 2019-03-017

Pgs. 640 & 641

 This ruling illustrates the IRS’s obsession with free meals 
and snacks given to employees and in many ways is 
quite…

 The taxpayer provided free meals and snacks at their 
place of employment to employees, vendors, 
customers, etc. 

 The non-salaried employees had a 30 minute meal 
break while the salaried employees had no limit. 



Value of Employer Provided Food
vs. Included in Income - Continued

 The company (rightfully) argued and gave the IRS a 
whole list of arguments, including, several viable ones 
regarding the shortness of the allotted time, efficiency of 
keeping them on the business campus, and employee 
safety etc., as support for providing the meals, etc. 

 The IRS ruled that despite this list of valid reasons, the 
employer could not prove that the free meals were not 
of a compensatory nature and the value of the meals to 
the employees could not be excluded from their 
income. 



Value of Employer Provided Food
vs. Included in Income - Continued

However, the snacks such as free coffee, chips, 
etc. was de minimis fringe benefit that was tax 
free.

The IRS was forced to allow that as tax free due 
to the statute set on free de minimis fringe 
benefits in the 80s.

In fact, Congress at that time….
My thoughts on this are…



Section 183 – Activity Not Engaged In 
For Profit – Pgs. 643 - 644

Donoghue
 The taxpayer claimed losses from a horse operation.
 The taxpayer had failed to keep the books in a 

business format, did not advertise, and had losses 
for 30 years.

 The IRS disallowed the losses and the Tax Court 
sustained the IRS due to the above failures on the 
part of the taxpayer. 



Section 183 – Activity Not Engaged In 
For Profit – Not In Book

Sapoznik
 The taxpayer claimed losses from the showing of 

two horses they owned.
 They did not have a business plan, did not keep any 

books on the activity, did not seek outside expert 
advise, etc.

 The IRS disallowed the losses and the Tax Court 
sustained the disallowance for the above failures of 
the taxpayer.  

My thoughts on these two cases are…..



Section 183 – Activity Not Engaged For 
In Profit – Corporations – Not In Book

Potter
 This is a very unique case in this “hot” area of audit 

focus.
 Essentially, the taxpayer ran through a C corporation 

activities that the IRS argued were not engaged in for 
profit under the criteria of Section 183 and not allowed.

 The Tax Court ruled that C corporations are not subject 
to Section 183!

 DO NOT TRY THIS AT HOME…..



Trust Fund Responsibility
McClendon v. United States

Pg. 645
 This case illustrates the hardline position that the IRS is 

taking regarding responsibility of paying employment 
taxes.

 That is because such trust funds are not considered the 
employers money. 

 The CFO of a corporation was liable for unpaid 
employment taxes because he paid other creditors 
instead of unpaid withholding taxes.



Social Security Number Is Required
P.M.T.A. 2019-002

Pgs. 648-649
 This is a question that has been raised by a number of 

practitioners with Amish and other related faith-based 
clients.

 The question is how do we claim the child credit for 
children who are members of a faith that have 
objections to having a social security number.

 The IRS has ruled that regardless of faith-based 
objections, the child must have a social security number 
to claim the credit or no credit may be claimed. 

 However, there is the family credit…



Charitable Deduction – Partial Interest
Mann v. United States

Pg.649
 A charitable deduction was denied for a transfer of 

property to a charity because the taxpayer transferred 
only a partial interest. 

 The IRS and the courts hate the attitude of having your 
cake and eat it too.

 For a deduction to be allowable, the taxpayer must in 
general relinquish total control

 “Partial interest” transactions are the subject of careful 
scrutiny by the IRS.



Charitable Contributions – Failure to 
Substantiate – Not In Book

Totten
 This is the first of two cases illustrating that when one 

makes a charitable contribution, cross the “t’s” and dot 
the “i’s”.

 In this first case, the taxpayer claimed $18,000 in non-
cash charitable contributions. 

 The form 8283 was attached to the return but did not list 
the items that were donated nor gave their cost. 



Charitable Contributions – Failure to 
Substantiate – Continued

 The taxpayer failed also to attach an appraisal for items 
that were donated over $5,000.

 The deduction was disallowed and the Tax Court 
sustained the IRS disallowance. 

 Even when audited, the taxpayer will be unsuccessful in 
then providing the required information as the 
regulations require the documentation to be 
contemporaneous. 



Charitable Contributions – Missing 
Information – Not In Book

Blau
 The second case illustrates, once again, that the failure 

to include ALL information will be fatal to the claiming of 
a charitable contribution deduction.

 In this case, the taxpayers claimed a $33 million dollar 
charitable contribution deduction.

 The taxpayer attached the form 8283 to the return but 
did not fill in the block reflecting the $2.95 cost of the 
property that they had purchased 17 months before. 



Charitable Contributions – Missing 
Information – Not In Book - Continued

 The IRS disallowed the deduction stating that the 
failure to complete the form on that line item 
indicating their basis was determinative.

 The Tax Court sustained the IRS.
Once again…..



Tied To Past Compensation – S.E. Tax
Potter v. Commissioner

Pg.652
An independent contractor was subject to self-

employment tax on a termination payment that was 
based on the amount of the prior year’s 
commissions.

 This case illustrates that any transaction, unless 
specifically exempted by the Internal Revenue 
Code, that is computed, linked to, or originating 
from a prior compensatory relationship will result in 
its treatment as compensation and the resulting tax 
ramifications. 



Retirement Plan Distributions 
Not In Book

Revenue Ruling 2019-19
 The IRS has ruled that a retirement plan 

distribution is still taxable even if the check for 
the amount of the distribution is not cashed.

Once again, the form 1099-R rules and should 
be monitored for correctness. 



Inherited IRAs and Bankruptcy
Not In Book

Archer
 Once again, the integrity of an IRA from being subject to 

the claims of creditors has been upheld b the courts.
 In this case, a bankruptcy court has ruled that a 

inherited IRA was not subject to the bankruptcy claims of 
the trustee of a bankruptcy estate. 

 This decision was made, despite a Supreme Court case 
that stated that inherited IRAs were subject to the claims 
of creditors, due to the statutes of the local jurisdiction. 



IRAs and Prohibited Transactions – Not 
In Book

Yerain
 This case illustrates, once again, the consequences of 

an IRA holder engaging in prohibited transactions.
 The taxpayer used his self-directed IRA to buy a 

vacation condo and two cars.
 The taxpayer’s creditors in bankruptcy claimed that this 

voided the protection granted to IRAs from creditors.
 The Court agreed that the occurrence of a prohibited 

transaction removes the protection from creditors.



IRS Allocation of Payments – Not – In -
Book
Melasky

 This case illustrates a very important point when making 
payments to the IRS for back taxes, penalties, and 
interest.

 In this case, the Tax Court reinforced the basic rule that 
unless you clearly state to the IRS as to how and in what 
order payments made for back taxes, penalties, and 
interest are to be applied, the IRS is free to apply the 
payment however they wish. 



Federal Tax Liens
AES-Apex Employer Services Inc. v Rotondo

Pgs. 661 - 662

 The Court ruled that a federal lien or liens filed by the IRS 
have priority over private security interests.

 The rule cited by the Court was that the priority of 
enforcement of a lien is based upon the creation of the 
date of the lien.

 The effective date of creation of a federal lien is the date 
the IRS gives notice of the lien. 

 Thus, according to the Court, “first in time is the first in 
right”.



Failure to Prove Filing of Amended Return 
Baldwin v. United States

Pg. 664
 This case is an example of the best practice to always 

have proof of mailing a critical document to the IRS.
 In this case the taxpayers filed an amended return by 

regular mail well in advance of the final statute/due 
date for an amended return for the tax year.

 The IRS eventually did receive an amended return for the 
tax year 18 months later than the final statute date.



Failure to Prove Filing of Amended Return 
Baldwin v. United States

Continued
 The IRS denied the claimed net operating loss carryback 

on the amended return claiming that the return had 
been filed way beyond the date of the statute of 
limitations for filing an amended return.

 The taxpayer protested stating that they had mailed the 
original amended return well within the statute. 

 The IRS asked the taxpayer to prove their argument and 
they could not. 



Failure to Prove Filing of Amended Return 
Baldwin v. United States –

Continued
 The Court sustained the IRS stating that since the 

taxpayer who has the burden of proof could not prove 
that they had mailed the return within the statutory 
period, the claim for a refund based upon the net 
operating loss carryback was denied.

 The moral of this case is ALWAYS obtain proof of mailing 
a paper document to the IRS because……



Issuance of Form 1099
Not In Book

Park
 There has been a series of recent cases involving the 

issuance of a form 1099.
 In the past, the adage was that one could issue a form 

1099 to a ham sandwich. 
 Not so, any more. 
 Please remember that the IRS considers third party 

information documents to be absolute and any 
disagreement as to a form 1099 rests upon the recipient. 



Issuance of Form 1099 - Continued

 This case illustrates that point.
 The taxpayer received a letter and a check from a 

mortgage lender stating that the lender had not given 
him an adequate level of service on his account. 

 The bank issued a form 1099 for the amount paid to him.
 The taxpayer did not report it and argued that it was a 

nontaxable reimbursement.
 The Tax Court agreed.



Fraudulent Filing of Form 1099 – Part II
Not In Book

Czerw v Lafayette Storage & Moving Corp
 The taxpayer had classified a long-time employee as an 

independent contractor and issued him a form 1099 
MISC reporting the amount paid to him as 
“nonemployee compensation”.

 The employee protested and sued arguing the 
reclassification was wrong.

 The District Court agreed and awarded him $5,000 for 
damages. 



Fraudulent Filing of Form 1099 – Part II -
Continued

 Another District Court agreed in a case (Vanderbilt v. 
Boat Bottom Express) that had similar facts to award 
damages.

 So, the client’s urge to issue someone who does not pay 
them, former employees, etc. a form 1099 should be 
thought out. 

 My thoughts are….



Liability of Heirs for Unpaid Estate Tax
Not In Book

Ringling
 Once again, the courts have affirmed the decision by the Supreme 

Court that the heirs of the decedent are liable for any unpaid taxes.
 In this case, the decedent transferred property to his adult children 

several months before his death.
 The heirs also inherited cash and property from the estate.
 The estate failed to pay its tax liability.
 The IRS clawed back the estate tax liability from each of the heirs 

according to the amount of property he or she received.  



Liability of Heirs for Unpaid Estate Tax -
Continued

 The District Court hearing the objections of the heirs to 
the IRS transferring the liability to them reaffirmed that 
the IRS was correct in its actions.

 My thoughts are…



Estate and Gift Tax Life Time Extension
Not In Book
Proposed Regulations

 The current estate and gift exemption is $11,400,000 per person for 
2018 deaths and lasts through the end of 2025.

 The amount is to be adjusted for inflation beginning in 2019.
 Beginning in 2026 the amount will revert to the $5 million per person 

exemption and considering the mood of Congress in hunting areas 
to generate taxes…

 The proposed regulations state that individuals who give more than 
$5 million adjusted for inflation from 2018 through 2025 will not lose 
the benefit of the larger exemption if it reverts in 2026.


