
AFFORDABLECARE ACT
Chapter 5        pp. 123 -174

2016 National Income
TAX Workbook™



Contents

 Summary of the ACA Employer 
Mandate – Pgs. 124 – 135.

 Small Employer Responsibilities 
– Pgs. 136 – 138.

 Summary of the ACA Individual 
Mandate – Pgs. 138 – 142.

 Premium Tax Credit Calculation 
for Year of Marriage – Pgs. 142 
– 154.



Contents - Continued

 Individual Exchange – Special 
Enrollment Periods – Pg. 155.

 ACA – Return Preparer Best Practices 
– Pgs. 156 – 161.

 New Guidance – Pgs. 162 -174
 As we have covered many of these 

topics for the past three years, this 
chapter will be reviewed for only 
what is new and/or significant. 



Aggregated Applicable Large 
Employers –Pgs. 125 - 130

 In the last two years, 
practitioners have encountered 
numerous problems identifying 
entity and individual 
relationships that trigger the 50 
or more rule requiring them to 
provide health insurance. 

 Of particular note, is the 
brother-sister group.



Brother – Sister Group – Pgs. 126 -
128

 A brother-sister group exists if:
1. Five or fewer persons who are 

individuals, estates, or trusts 
own directly or indirectly (with 
the application of the 
attribution rules) a controlling 
interest which is defined as 
80% in each organization and



Brother – Sister Group – Pgs. 126 –
128 - Continued

2. Taking into account the 
ownership of the same five or 
fewer persons only to the 
extent each person’s 
ownership is identical with 
respect to each organization.

3. Numerous examples on these 
pages. 



Attribution Rules – Pgs. 128 – 129 

 One of the most critical area is the 
attribution rules which provide that 
a person may be treated as owning 
an interest in a business even if that 
person does not actually own the 
business.

 Thus, the threshold for the 
Applicable Large Employer.

 Spousal attribution is a critical one 
and often creates the common 
ownership. 

 See Figure 5.3 as this is important!



Affordable Care Act – Premium Tax 
Credits – Not In Book

TIGTA Report
 The Office of Treasury Inspector 

General for Tax Administration 
evaluated the effectiveness of the 
IRS’s verification of the premium tax 
credit.

 Over $11 billion in Advance Premium 
Tax Credits were paid to insurers. .

 Over 2.6 million tax returns have 
been filed with the PTC claimed with 
the IRS accurately determining the 
amount of allowable PTC in 93% of 
the returns. 



Affordable Care Act – Premium Tax 
Credits – Continued – Not In Book

 However, the IRS made errors 
in 7% of the cases involving 
calculation differences. 

 In a limited number of these 
cases, the IRS did not have the 
authority to correct the PTC 
claim during processing. 

 The IRS is under tremendous 
pressure from Congress to 
recoup any unauthorized 
payments or overpayments of 
the credit. 



Affordable Care Act – Premium Tax 
Credits n- Continued – Not In Book

 The IRS is currently refining 
their standards and software to 
identify further cases involving 
issues with allowable PTCs.

 This means there will be 
additional contacts with 
taxpayers claiming the credit. 



Premium Tax Credit Calculation for 
Year of Marriage – Pgs. 142 - 144

 This has been an area of confusion.
 Pg. 144 has a detailed step by step 

calculation of the steps to the 
alternative calculation.

 Follow this guide and use it for your 
computation and rebuttal to the IRS 
as noted in prior slides, the IRS is 
making errors in sending Notices out 
disallowing the credit.

 Especially, in the year of marriage 
computation. 

 Stick to your position! 



ACA – Return Preparer Best Practices –
New Guidance – Pgs. 156- 174

This section addresses conflicts 
with forms 1095-B and form 
1095- C as well as discussing 

the impact of health 
reimbursement arrangements 

(which we discussed last year), 
and some minor corrections. 



Proof of Health Insurance – ACA
Not In Book

 The IRS has now added to its Lead Sheet, 
which detail the audit procedures they are to 
conduct, the requirement to see the 
taxpayer’s form 1095 copy provided by their 
employer or proof of health insurance. 

 Be especially careful to counsel clients who 
claim membership in health care ministries 
as to the proof they must have to verify their 
exemption from the individual mandate.

 This is due to the widespread publicity of 
such ministries and their popularity 
regarding the ACA exemption. 

 An example is a large article in the Wall 
Street Journal. 



Affordable Care Act – Employers
Not In Book

 Additionally, the IRS has been 
sending out notices to employers 
where they have matched an 
employee who received a subsidy to 
buy health insurance with an 
employer who has not provided, 
according to IRS, records, affordable 
health insurance.

 The notices are for the year 2015.
 The notices are not an assessment.



Affordable Care Act – Employers –
Continued – Not In Book

 The notices contain a notification 
that an individual had submitted 
their name and address as their 
employer and that the individual had 
claimed the ACA subsidized credit.

 The notices also contain language 
that the employer did not offer 
health insurance as required to do 
so. 

 The notice also contains language as 
to the amount of penalty that will be 
assessed. 



Affordable Care Act - Employers –
Continued – Not In Book

 The employer has the right to appeal 
the finding.

 This is why it is important for the 
employer to:

 Offer the minimum affordable health 
insurance that meets the ACA 
standards to all employees and

 Have the employee that formally 
decline their health insurance to 
sign a declination statement.



Affordable Care Act - Employers –
Continued – Not In Book

 Upon an appeal from the 
employer, the IRS then will 
notify them as to whether their 
appeal was accepted or their 
appeal was denied with an 
assessment as to the amount 
of penalty. 

 As we had discussed last year, 
it is critical that the employer 
with 50 or more equivalent 
employees keep very detailed 
records. 



Affordable Care Act - Employers –
Continued – Not In Book

 The fines connected with the 2015 
Notices are one of the following:

1. $2,080 per each full time employee 
who claims the subsidized ACA 
credit on the exchange and is 
employed by an employer who did 
not offer health insurance to 95% of 
the full time equivalent employees 
OR 

2. $3,120 for each full time employee 
who claims the subsidized ACA 
credit on the exchange when the 
employer did not offer affordable 
health insurance.  



Tax Return Preparer Due Diligence –
Pg. 159

 The author discusses the due 
diligence requirements. 

 The statement that the author makes 
is “preparers are expected to resolve 
conflicting or contradictory 
statements from their clients during 
the return preparation process.”

 The IRS’s position is that a preparer 
must ask a client specific 
circumstances to determine whether 
the client is eligible for the PTC.”



Tax Return Preparer Due Diligence –
Pg. 159 - Continued

 Let us talk about what is due 
diligence in light of the previous 
slides not in the book….

 Use of interview notes and 
engagement letters….



New Guidance – Pgs. 162 - 174

 As noted on page 163, “the transition 
relief from the excise tax under IRC 
4980 for employer payment plans 
provided by small employers through 
June 30, 2015, and S corporation 
health care arrangements for 2% 
shareholder-employees through the 
later of the end of 2015 or until 
additional guidance is issued”

 Thus, as noted, since no further 
guidance has been issued, the 
transition relief from excise tax 
REMAINS IN EFFECT. 



HRA and EPP Guidance – Pg. 163

 Please note figure 5.21 on page 163.
 This is an extremely important guide to 

the allowable and unallowable 
treatment of health reimbursement 
arrangements. 

 Note: the treatment of under 2 
participants and let us, one more time, 
review what we are doing.

 While the transition relief is still in 
effect, no one knows how the IRS will 
rule.

 Therefore, regarding bonus vs. 
reimbursement arrangements….



Regulation 109086-15 – Pgs. 582 -
584

 These regulations were issued by 
the IRS and provide extensive 
information on:

1. Eligibility for the premium tax 
credit, credit amounts, and 
reconciliation of the advance 
premium tax credit. 

2. Especially noteworthy, is the 
discussion is a rule for situations in 
which an Exchange’s discontinuance 
of advance premium credit 
payments is delayed. 
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Child Tax Credit – Pg. 478

 A taxpayer may no longer amend or file an 
original return to claim the child tax credit for 
a prior year if the taxpayer of a qualifying 
child did not have a taxpayer identification 
number in the tax year for which the taxpayer 
claims the credit. 

 Exempted for timely filed 2015 returns.
 Effective for tax years after December 31, 

2015.



Child Tax Credit - Continued

 A taxpayer who, in the determination of the 
IRS, fraudulently claims the child tax credit 
may not claim the credit for 10 years after the 
most recent year in which the taxpayer 
fraudulently claimed the credit. 

 A taxpayer who, in the determination of the 
IRS, claims the credit with reckless or 
intentional disregard but not due to fraud is 
barred from claiming the credit for 2 years.   



Child Tax Credit - Continued

 These provisions are effective for tax years 
beginning after December 31, 2015.

 Please note that the IRS has the authority to 
disallow an improperly claimed child tax 
credit.

 If the taxpayers claim the child tax credit in a 
year in which they are barred from doing so, 
the IRS has the math error authority to 
disallow the credit without a formal audit.



Additional Child Tax Credit –
Pgs. 478 & 479

 The $3,000 earned income threshold for 
the additional child tax credit is now 
permanent. 

 The threshold amount was originally 
set to revert to $10,000 at the end of 
2017.

 Effective for tax years beginning after 
December 18, 2015.



Additional Child Tax Credit -
Continued
 A taxpayer who excludes foreign 

income under Section 911 as foreign 
earned income or the foreign housing 
exclusion cannot claim the child tax 
credit. 

 Effective for tax years after December 
31, 2014.



American Opportunity Tax Credit 
– Pgs. 479 & 480

 The provisions of the credit allows the taxpayers to 
claim a credit for up to $2,500 in qualified education 
expenses for each eligible student of which 40% of 
the credit up to $1,000 is refundable. 

 The credit continues to be available with respect to 
an individual student for 4 years, provided that the 
student has not completed the first 4 years of post-
secondary education before the beginning of the 
fourth taxable year. 

 These provisions have been renewed and are 
effective for tax years after December 18, 2015.



American Opportunity Tax Credit 
- Continued
 Similar to the child tax credit and the earned income 

tax credit, the taxpayer may no longer amend or file 
an original return to the claim the American 
Opportunity Tax credit if the taxpayer or the 
qualifying child did not have a taxpayer identification 
number in tax years for which the taxpayer claims 
the credit. 

 The taxpayer cannot claim the credit retroactively for 
tax years after December 18, 2015 without a tax 
identification number. 

 The law makes an exception for timely filed 2015 
returns. 



American Opportunity Tax Credit 
- Continued
 If a taxpayer, according to a determination made by 

the IRS, fraudulently claims the AOTC, they are 
barred from claiming the credit for 10 years. 

 If a taxpayer, according to a determination made by 
the IRS, claims the credit with “reckless or 
intentional” disregard of the rules, they are barred 
from claiming the credit for 2 years.

 As in the case of the child tax credits, the IRS has 
the authority to reject claims if the taxpayer is barred 
from claiming the credit without a formal audit. 

 Effective for tax years after December 31, 2015.



American Opportunity Tax Credit 
- Continued
 Taxpayers claiming the AOTC are now required to 

report the employer identification number of the 
educational institution to which the taxpayer made 
the qualified payments. 

 Higher education institutions must include their 
employer identification number on the form 1098-T.

 The educational institutions must report the qualified 
tuition and related expenses actually paid on the 
Form 1098-T and they cannot choose to report the 
amounts billed. 



American Opportunity Tax Credit 
- Continued
 As a result of a request by the educational 

institutions to have an extension of time to 
implement the reporting requirement, the IRS issued 
Announcement 2016-17 granting them limited relief 
from penalties for reporting the aggregate amount 
billed for qualified tuition and related expenses 
which is box 2 instead of box 1 which is the 
aggregate amount of payments received.

 This penalty relief is limited to 2016 for the forms 
1098-T.

 Effective December 31, 2015 for individual expenses 
paid after December 31, 2015 for reporting which 
was extended by the above Announcement. 



American Opportunity Tax Credit 
- Continued
 Effective for tax years beginning after June 29, 2015, 

the taxpayers must receive and have a form 1098-T 
in order to claim the AOTC.

 Additionally, the statement must report the amount 
of any adjustments to the qualified tuition and 
related expenses reported. 

 Practitioner Note:  Because of the strong scrutiny 
and enforcement by the IRS regarding this credit, it 
is recommended that the practitioner make a copy of 
the form 1098-T.

 The question exists for the practitioner is what about 
the expenses that qualify but are not paid to the 
institution?



American Opportunity Tax Credit 
– Continued – Not In Book

Proposed Regulations 1.25
 These regulations address certain issues raised by 

the limitations in the new law that have been raised 
regarding the credits.

 The proposed regulations address the situation 
where the form 1098-T may not reflect the total 
amount of qualified tuition and related expenses that 
the taxpayer paid during the taxable year because 
certain expenses are not required to be reported on 
form 1098-T.

 An example contained in the regulations is the 
payment of course materials paid to a vendor other 
than an eligible educational institution. 



American Opportunity Tax Credit 
– Continued – Not In Book

Proposed Regulations 1.25 – Continued
 However, because these expenses are not paid to a 

eligible educational institution, they are not required 
to be reported on the form 1098-T.

 The proposed regulations state “that a taxpayer who 
meets the requirements of the regulations regarding 
the form 1098-T requirement to claim the credit and 
who can substantiate payments of qualified tuition 
and related expenses may include these unreported 
expenses in the computation of the amount of the 
education tax credit allowable for the taxable year 
even though the expenses are not reported on a 
Form 1098-T.”



American Opportunity Tax Credit 
– Continued – Not In Book

Proposed Regulations 1.25 – Continued
 Until the final regulations are published, a taxpayer 

or taxpayer’s dependent (other than a non-resident) 
who does not receive a Form 1098-T may claim an 
educational tax credit if the taxpayer is:

1. Is otherwise qualified and
2. Can demonstrate that the taxpayer or taxpayer’s 

dependent was enrolled at an eligible institution and 
3. Can substantiate the payment of qualified tuition 

and related expenses. 
 Note: If you do claim the credit under this allowance 

expect an immediate IRS challenge to your claim. 



American Opportunity Tax Credit 
– Continued – Not In Book

Proposed Regulations 1.25 – Continued

 The proposed regulations reaffirm that no 
AOTC may be claimed on any return 
including amended returns file after 
December 15, 2015 that are filed where the 
student’s taxpayer identification number or 
the taxpayer identification number claiming 
the credit is issued after the due date for 
filing the return for the taxable year. 



American Opportunity Tax Credit 
– Continued – Not In Book 

 Effective for returns and statements 
required to be filed or provided after 
December 31, 2015, the IRS will not 
impose a penalty for the failure to 
provide a TIN on Form 1098-T if the 
educational institution certifies under 
the penalty of perjury that it has 
complied with the standards that the 
IRS has yet to issue. 



Earned Income Tax Credit – Pgs. 
480 & 481

 The 45% earned income tax credit for 
taxpayers with three or more qualifying 
children and the higher phase-out thresholds 
for married couples are now permanent. 

 The prior law set the higher credit and phase-
out threshold to expire at the end of 2017.

 This is effective for tax years beginning after 
December 31, 2015.



Earned Income Tax Credit –
Continued – Pgs. 480 & 481

Earned Income Phase-out Ranges for 
MFJ Returns-2016

No Children        - $13,750 - $20,430
One Child            - $ 23,630 - $44,846
Two Children      - $ 23,630 - $50,198
Three or More     - $ 23,360 - $53,505



Earned Income Tax Credit –
Continued – Pg. 481

 A taxpayer may no longer amend or file an 
original return to claim the earned income 
credit for a prior year if the taxpayer or the 
qualifying child did not have a taxpayer 
identification number in the year for which 
the taxpayer claims the credit. 

 An exception is made for timely filed 2015 
returns. 

 Effective for tax years beginning after 
December 18, 2015.



Earned Income Tax Credit –
Continued – Pg. 481

 The IRS has math error authority to 
disallow the ETIC without a formal audit 
if the taxpayer claims the credit in a 
period in which the taxpayer is barred 
from claiming the credit. 

 Effective for tax years after December 
31, 2015.



Earned Income Tax Credit –
Continued – Not In Book

IRS Announcement
 Effective January 1, 2017, the 

following procedures are in effect:
1. To comply with the recent legislation, 

the IRS will hold refunds of EITC and 
ACTC related returns until February 
15th. 



Earned Income Tax Credit –
Continued – Not In Book

2. The IRS will hold the entire refund on 
such returns not just the EITC and 
ACTC portion. 

3. Taxpayers should file as they 
normally do and the tax return 
preparers should also submit returns 
as they normally do without regards 
to the February 15th holding period. 



Earned Income Tax Credit –
Continued – Not In Book

4. The IRS will begin accepting and 
processing tax returns once the filing 
season begins as in other years. 

5. IRS still has the goal of issuing most 
refunds in less than 21 days although 
the IRS will hold refunds for EITC and 
ACTA related tax returns filed early in 
2017 until February 15th. 



Low Income Housing Credit –
Pg. 481

 Temporary and final regulations amend the 
utility allowance rules for the low income 
housing credit.

 Amounts paid by a tenant based on actual 
consumption are treated as paid by the 
tenant directly to the utility company and do 
not count against the maximum rent that the 
building owner can charge.

 Effective on and after March 3, 2016.



Energy Efficiency Building 
Envelope Component – Pg. 481
 The non-business energy property 

credit is reinstated for 2015.
 In 2016, it is modified to require the 

efficiency standard that windows, 
skylights, and doors must meet Energy 
Star 6.0 standards.

 The law extended the credit through 
December 31, 2016.



Residential Energy Efficient Property 
Credit for Solar Property – Pg. 481

 The credit is extended for five years.
 It is applicable for property placed in 

service before January 1, 2022.
 Applies only for qualified solar electric 

property expenditures and qualified 
solar water heating property 
expenditures. 



Residential Energy Efficient Property 
Credit for Solar Property - Continued

 It does not extend the credit for fuel cell property, 
wind energy property, and geothermal heat pump 
property. 

 These must be incurred before December 31, 2016.
 The credit rate for qualified solar electric property 

expenditures and qualified solar water heating 
property expenditures remains at 30% through 2019 
but then is reduced to 22% for 2021 and 2121.

 Effective date is January 1, 2017.



Vehicle Related Energy Credits – Pg. 482

 The credits for non-hydrogen alternative fuel vehicle 
refueling property and certain qualified electric 
vehicles are extended for 2 years. 

 The credit for qualified plug-in electric vehicles 
pertaining to electric motorcycles acquired in 2015 
and 2016 is reinstated. 

 This does not apply to three wheel vehicles which 
were not extended. 

 Effective for property placed in service in 2015 and 
2016.



Educator’s Expenses - Pg. 482

 The classroom expense deduction for 
elementary and high school employees is 
reinstated for 2015.

 It was modified for 2016 and the deduction 
made permanent.

 The modification allows that the qualifying 
expenses for the $250 deduction now 
includes professional development expenses 
and that after 2016 the deduction is indexed 
for inflation. 



Educator’s Expenses -
Continued

 Qualified professional development 
expenses include participation in courses 
related to the curriculum for which the 
educator provides instruction, book, 
supplies, computer equipment and 
supplementary materials used in the 
classroom.

 They are only deductible to the extent that 
such expenses exceed the following 
amounts for the tax year:



Educator’s Expenses -
Continued

1. The interest on qualified US savings bonds 
that are excluded from income because the 
taxpayer paid qualified higher education 
expenses.

2. Any distribution from a qualified tuition 
program that was excluded from income.

3. Any tax free withdrawals from the 
taxpayer’s Coverdell education savings 
accounts. 



Mortgage Insurance Premiums –
Pg. 482

 The deduction for private mortgage insurance 
premiums was extended for the years 2015 and 2016.

 The allowance of the deductions applies to amount 
incurred in contracts entered into after December 31, 
2006 and paid or accrued in 2015 and 2016.

 The premiums must be for home acquisition debt on 
a first or second home.

 It does not apply to mortgage insurance paid on 
cash-out refinances and home equity loans. 



State and Local Sales Taxes –
Pg. 483

The deduction for sales tax 
instead of income tax was 
reinstated for 2015 and is 

now permanent. 



Qualified Conservation 
Easements – Pg. 483

 Effective for contributions made in tax 
years after December 31, 2014.

 The deduction has been enhanced to 
include farmers and ranchers which:

1. Allows a deduction up to 100% of the 
contribution base.

2. Includes a 15 year carry forward. 
3. Defines a rancher or farmer as one who has 

more than 50% of his or her gross income 
from ranching or farming for the tax year.



Qualified Conservation 
Easements - Continued
 The new law revokes the prior 30% 

limitation and 5 year carryover period 
and institutes a 50% limitation and 15 
year carryover.



Qualified Tuition  - Pg. 483

 The deduction that allows a taxpayer to 
deduct up to $4,000 of tuition and fees 
paid to any level of post-secondary 
education has been extended through 
2016.

 All amount must be paid before 
January 1, 2017.



Exclusion of Military Housing 
Allowance – Pg. 484

The exclusion that treats the military 
basic housing allowance as not 

included in income for purposes of 
the low income housing credit is 

made permanent. 



Cancellation of Home Mortgage 
Debt – Pg. 484

 Applies to discharge of indebtedness after 
December 31, 2014 and is pursuant to a 
binding written agreement to discharge 
indebtedness after December 31, 2015.

 It is extended through December 31, 2016.
 Applies also to qualified principal residence 

indebtedness discharged after January 1, 
2017 if the discharge was pursuant to a 
binding agreement prior to January 1, 2017.



Cancellation of Home Mortgage 
Debt - Continued
 The taxpayer must file Form 982, 

Reduction of Tax Attributes Due to 
Discharge of Indebtedness and Section 
1082 Basis Adjustment for the 
exclusion to apply. 



Work College Program – Pg. 484

 Payments from a comprehensive 
student work-learning service program 
that are operated by a work college are 
excluded from gross income.

 Effective for amounts received in tax 
years beginning after December 18, 
2015.



Transit Assistance – Pg. 484

 The limit for excluding employer 
provided mass transit fringe benefits 
from gross income is permanently set 
to equal the exclusion limit for the 
value of employer provided parking.

 Effective for months after December 31, 
2014.



Amounts Received by Wrongly 
Incarcerated Individuals – Pg. 485

 Individuals that were wrongly 
incarcerated can exclude certain 
damages and awards from gross 
income. 

 Effective for tax years beginning before 
or after December 18, 2015.



Charitable Donations From IRA –
Pg. 485

 A taxpayer can exclude from gross income 
an otherwise taxable IRA distribution from a 
traditional or Roth IRA to the extent the 
distribution is a qualified charitable 
distribution.

 The exclusion may not exceed $100,000 per 
taxpayer per tax year.

 It is now permanent for distributions made 
after December 31, 2014.



Gain on Sale of Small Business 
Stock – Pg. 486

 The exclusion for 100% of the gain on the 
sale of small business stock is now 
permanent. 

 Effective for stock acquired after December 
31, 2014.

 Although not required, some type of 
resolution or document should be created at 
the time the stock is declared to be section 
1202 small business stock. 



Cost Recovery Deductions – Pg. 
486

1. Race Horses – 3 year depreciation 
period is extended through 2016.

 The horse must be more than 2 years 
old at the time it is placed in service 
by the purchaser.

 Effective for property placed in 
service after December 31, 2014.



Cost Recovery Deductions -
Continued – Pg. 486

2. Qualified Leasehold Improvement Property 
– 15 year recovery period is reinstated and 
made permanent  for qualified leasehold 
improvement property, qualified retail 
improvement property, and qualified 
restaurant property. 

 Effective for property placed in service 
after December 31, 2014.



Cost Recovery Deductions -
Continued – Pg. 487

3. Additional First Year Depreciation –
Extended and Modified.

 Generally effective for property placed 
in service after December 31, 2014 in 
tax years ending after such date with 
modifications for property placed in 
service after December 31, 2015.



Cost Recovery Deductions -
Continued – Pg. 487

 For a tax year beginning before January 1, 2016 
and ending after December 31, 2015 a transitional 
rule applies for purposes of determining the 
amount eligible for the election to claim additional 
AMT credits as now provided by the law.  

 The new law extends and modifies the additional 
first year depreciation deduction for 5 years with a 
percentage phased down from 50% by 10% each 
calendar year beginning in 2018.

 The allowable percentages are:



Cost Recovery Deductions -
Continued – Pg. 488

 2015 – 50%
 2016 – 50%
 2017 – 50%
 2018 – 40%
 2019 – 30%
 2020 – 0%



Cost Recovery Deductions -
Continued – Not In Book

Revenue Procedure 2016-48
 The purpose of this revenue 

procedure is to provide guidance for 
issues related to the enactment of 
various provisions related to cost 
recovery deductions. 

 The procedure makes several 
clarifications in its guidance:



Cost Recovery Deductions -
Continued – Not In Book

1. The specific $500,000 limitation for 
purposes of Section 179 is extended to 
taxable years beginning after 2014 with the 
overall limitation of $2,000,000 also 
extended for years beginning after 2014. 

2. The new provisions allow the carryover of 
any unused Section 179 expense election 
on qualified real property before 2016 to 
subsequent years. 



Cost Recovery Deductions -
Continued – Not In Book

3. To the extent that any Section 179 
deduction attributable to qualified real 
property was not allowed to be carried over 
to a taxable year beginning after 2014, that 
amount was required to be treated an 
amount for which an election under Section 
179 was not made and as properly placed 
in service on the first day of the taxpayer’s 
last taxable year beginning in 2014 for 
purposes of computing depreciation. 



Cost Recovery Deductions -
Continued – Not In Book

4. Various elections relating to claiming 
additional first year depreciation, 
revoking elections, etc. 



Cost Recovery Deductions -
Continued – Pg. 488

 Plants Bearing Fruit and Nuts – Election 
can be made to elect the additional first 
year depreciation for specified plants 
bearing fruit and nuts planted or grafted 
after December 31, 2015 and before 
January 1, 2020.

 The law changed the date for placed in 
service to when they are grafted or planted 
and not when reached an income 
producing stage as in the prior law. 



Cost Recovery Deductions -
Continued – Pg. 488

 Passenger Automobiles – The new law 
phases down the $8,000 depreciation 
deductions for certain passenger 
automobiles beginning in 2018.

 The phase down amount is $1,600 per year.
 The increase does not apply to a taxpayer 

who makes the election to accelerate AMT 
credits in lieu of bonus depreciation for a 
tax year. 



Cost Recovery Deductions -
Continued – Pg. 488

 Qualified Leasehold Improvement Property – After 
2015, the new law allows for accelerated first year 
depreciation  for qualified improvement property 
and:

 The allowance is made without regard to whether 
the improvements are subject to a lease and

 The requirement that the improvement must be 
placed in service more than 3 years after the date 
the building was first placed in service is now 
removed. 



Cost Recovery Deductions -
Continued – Pg. 488

 Long-Term Contracts – Extends the 
special rule for the allocation of bonus 
depreciation to a long-term contract 
for 5 years.

 Applicable for property placed in 
service before January 1, 2020.



Cost Recovery Deductions -
Continued – Pg. 488

 Election to Accelerate AMT Credits in Lieu of 
Bonus Depreciation – the new law modifies and 
extends the election to increase the AMT credit 
limitations in lieu of bonus depreciation for 5 
years.

 Applicable to property placed in service before 
January 1, 2020.

 For tax years ending after December 31, 2014 and 
before January 1, 2016, a bonus depreciation 
amount, maximum amount, and maximum increase 
amount is computed separately with respect to 
property to which the extension of additional first-
year depreciation applies. 



Cost Recovery Deductions -
Continued 
 A corporation that has an election with extension 

property claiming minimum tax credits in lieu of 
bonus depreciation is treated as having an election 
in effect as previously discussed unless the 
corporation elects otherwise. 

 For tax years ending after December 31, 2015, the 
bonus depreciation amount for a tax year is the 
lesser of:

1. 50% of the minimum tax credit for the first tax year 
ending after December 31, 2015 which is 
determined before the application of any tax 
liability limitation or



Cost Recovery Deductions -
Continued – Pg. 489

2. The minimum tax credit for the tax year allocable 
to the adjusted net minimum tax imposed for tax 
years ending January 1, 2016 as determined before 
the application of any tax liability limitation and 
determined on the first-in, first-out basis.

 The new law also provides that in the case of a 
partnership in which a single partner owns directly 
or indirectly more than 50% of the capital and 
profits interests in the partnership, each partner 
takes into account its distributive share of 
partnership depreciation in determining its bonus 
depreciation amount. 



Expensing Limitations – Pg. 489

 The $500,000 ceiling and $2,000,000 are reinstated 
for 2015 and made permanent. 

 Effective for tax years beginning after December 
31, 2014 with the modifications applying to tax 
years after December 31, 2015.

 The new law makes permanent the treatment of off-
shelf computer software as qualifying property and 
qualified real property.

 The new law removes the limitation related to the 
amount of Section 179 property that may be 
attributable to qualified property for tax years after 
2015 with no carryover limitation. 



Expensing Limitations –
Continued – Pg. 489

 For tax years beginning after 2015, the 
new law removes the prohibition that 
had excluded air conditioning and 
heating units from the definition of 
qualifying property. 

 The new law allows the taxpayer to 
revoke any Section 179 election on 
any property claimed without 
permission of the IRS.



Enhanced Deduction for 
Donation of Food Inventory –

Pg. 490
 The deduction for donations of food 

inventory was extended and modified for 
contributions made after December 31, 2014.

 The donation of food inventory is now 
permanent. 

 The modifications to the deduction apply to 
tax years beginning after December 31, 2015:



Enhanced Deduction for 
Donation of Food Inventory -
Continued
1. Increasing the charitable percentage 

limitation for food inventory contributions 
and clarifying the carryover and 
coordination rules for these contributions 
and

2. Includes a presumption concerning the tax 
basis of food inventory donated by certain 
businesses and 

3. Including presumptions that may be used 
when valuing donated food inventory. 



Business Credits – Pg. 491

 Various business credits were extended 
through 2016.

 A selection of the credits includes:
 Various energy credits including energy 

efficient commercial buildings, etc. 
 Research Credit – The new law makes 

permanent the credit for amounts paid or 
incurred after December 31, 2014 with:



Business Credits – Continued 
– Pg. 491

 The provision to allow the research 
credit against AMT and the provision 
to allow the research credit against 
FICA taxes effective for tax years 
beginning after December 31, 2015.

 The modification of the research 
credit which is now permanent 
includes:



Business Credits – Continued 
– Pg. 491

1. The general research credit, which is equal to 20% 
of the amount by which the taxpayer’s qualified 
research expenses for a tax year exceed its base 
amount for that year.

2. The simplified alternative credit, which is equal to 
14% of qualified research expenses that exceed 
50% of the average qualified research expenses for 
the 3 preceding tax years. 

 The new law modifies the research credit to allow 
an eligible small business to offset both regular tax 
and AMT liabilities with the credit.



Business Credits – Continued 
– Pg. 491

3. Defines the basic research credit which is 
equal to 20% of the excess of 100% 
corporate cash expenses as to a formula 
involving research done by the universities.

4. The energy research credit which applies to 
all qualified expenditures not just those in 
excess of a base amount.



Business Credits – Continued 
– Pg. 491 

Low Income Housing
 The new law make permanent the 

9% minimum applicable 
percentage for newly constructed 
non-federally subsidized 
buildings.

 Effective on January 1, 2015.



Business Credits – Continued 
– Pg. 493

Differential Wage Payments
 The 20% differential wage payment credit 

was reinstated for 2015 and made 
permanent. 

 It has been modified to include employers 
of all sizes. 

 The differential wage payment is the 
amount that is the difference between the 
private sector wage and the amount paid in 
the military for a reservist called to duty. 



Business Credits – Continued 
– Pg. 493

 The work opportunity tax credit has been 
reinstated for employers hiring members of other 
targeted groups, in addition to veterans, for the 
years 2015 through 2019.

 In addition beginning for the year 2016, long-term 
unemployed individuals are designated as a target 
group.

 A long-term unemployed individual is one who is 
certified as being in a period of unemployment for 
27 weeks or more which includes the period in 
which the individual was receiving unemployment 
compensation .



Business Credits – Continued 
– Pg. 
493

 The amount of the credit is 40% of the 
first $2,600 of wages paid to such 
individuals with a maximum credit of 
$2,400 per eligible employee.

 Please note the strict certification 
requirements to submit form 8850.



S Corporations – Pg. 494

Basis Adjustment – The adjustment to a 
shareholder’s pro rata basis for his or 

her share of corporation’s basis in 
donated appreciated property rather 

than fair market value is made 
permanent. 



S Corporations – Continued –
Pg. 494

The 5 year look back period for 
the S corporation built-in- gains 

tax is permanent. 



Partnerships – Audit Rules – Pg. 
494

 Beginning in 2018, partnership returns filed 
will be subject to a centralized audit process 
as opposed to the complicated and (time 
consuming to the IRS) what is termed the 
TEFRA procedures. 

 Small partnerships with fewer than 100 
partners will have the option to elect out of 
the new audit process. 

 Partnerships can elect to have some of the 
new rules apply for tax years beginning after 
November 2, 2015 and before January 1, 
2018.



Partnerships – Continued – Pg. 
495

 Essentially the rules eliminate the old TEFRA 
procedures and allow the audit determination 
to be made at the partnership level with each 
partner subject to that determination. 

 See pages 422 through 426 for an excellent, 
very understandable, and technical 
presentation of these changes and rules. 



Family Partnerships – Not In 
Book

 The general definition of a partner is now 
legally defined as one who, in the case of a 
capital interest in a partnership in which 
capital is a material income-producing factor, 
whether a person is a partner with respect to 
that interest is determined without regard to 
whether that interest was derived by gift from 
any other person and eliminates the pre-Act 
definition regarding the recognition of 
partners.  



Family Partnerships - Continued

 The purpose of this change was to eliminate 
a frequent argument involving family 
partnerships that hold if a partner holds a 
capital interest in a partnership, the 
partnership must be respected regardless of 
whether the parties have demonstrated that 
they joined together to conduct an active 
trade or business. 

 This alternative test, as it was termed, is now 
eliminated. 

 Effective for partnership years after 
December 31, 2015.



Retirement & Savings – Public 
Employees & Rollovers – Pg. 495
 The separation from service exception to the early 

withdrawal tax is expanded for public employees.
 Effective for distributions after December 31, 2015.
 Rollovers from retirement plans to a SIMPLE IRA are 

now permitted. 
 A taxpayer may rollover an amount from an 

employer sponsored retirement plan or a traditional 
IRA to a Simple IRA.

 Cannot rollover from a SIMPLE IRA to a SIMPLE IRA.
 Effective for contributions made after December 18, 

2015.



Retirement & Savings –
Continued – Pg. 496 & 497

 Section 529 Qualified Tuition Program 
has been changed to reflect:

1. The purchase of computer, peripheral 
equipment, computer software, or 
related services to be used primarily 
by the beneficiary of the Section 529 
plan are expenses of an IRC 529 plan 
as long as that beneficiary is enrolled 
at an eligible education institution. 



Retirement & Savings -
Continued

2. Any distribution from a 529 plan is considered a 
distribution from only that plan.

 Prior law required that the distribution be 
aggregated.

3. Refund of tuition paid with amounts distributed 
from a 529 plan treats this amount as a qualified 
expense if the beneficiary re-contributes the refund 
to an IRC 529 account within 60 days of receipt of 
the refund.

 Effective now. 



Retirement & Savings –
Continued – Pg. 497

 ABLE Accounts – we have covered 
this in length in a prior seminar. 

 Allows eligible individuals to establish 
an account in any state.

 Allows Section 529 account funds to 
be rolled over to an ABLE account. 

 Effective now. 



Forms W-2 & 1099 Due Date
Pgs. 497  

 The new deadline for filing the form W-2 by the 
employer with the IRS and Social Security 
Administration is January 31st.

 This means that a copy of the form W-2 must be 
furnished to the government by January 31st in 
addition to giving a copy to the employee.

 The prior filing dates of February 28th for paper 
copies and March 31st for electronic filing are now 
replaced by the January 31st date.



Forms W-2 & 1099 Due Date –
Pg. 498

 Additionally, the law stipulates that the 
IRS shall not give a taxpayer a credit or 
refund for an overpayment for a tax 
year before the 15th day of the second 
month following the close of the tax 
year if the taxpayer claimed either the 
EITC or additional child tax credit on 
that return. 



Forms W-2 & 1099 Due Date –
Continued – Not In the Book

 The same January 31st filing deadline with 
the IRS is also applicable for form 1099-
MISC.

 Only the final four digits of social security 
numbers are now required on a form W-2 
sent to the employee.

 The new deadlines, according to the IRS, will 
combat identity theft resulting in fraudulent 
refunds by coordinating the deadlines 
between employer filings with the IRS and 
copies given to individuals. 



Forms W-2 & 1099 Due Date –
Continued – Pg. 506

 The law contains a de minimis “safe harbor” 
threshold.

 This threshold states that information 
returns with the following errors will be 
considered as having been filed with the 
correct information and not require 
amendment:

 An error with no more than $100 in income or 
 An error with no more than $25 in 

withholdings or backup withholding. 



Forms W-2 & 1099 Due Date –
Continued – Not In Book

 However, you know what this means?
 We must begin educating our clients 

now on getting the information to be 
filed for the W-2s and 1099s as early as 
they can at the end of December or 
early January to prevent penalties for 
filing late. 



Filing Deadlines and Extension 
Dates – Pg. 498

Form 1065 & 1120S – March 15, 2017 
with extension to September 15, 2017.

Form 1120 – April 17, 2017 with 
extension to September 15, 2017.

FinCEN Form 114 - Report of Foreign 
Bank and Financial Accounts (FBAR) –
April 15, 2017 with a limited extension 
for first time filers to October 15, 2017.



Filing Deadlines and Extension 
Dates - Continued

Form 1041 – April 15, 2017 with an 
extension to September 30, 2017.

Form 990 and 990-EZ – May 15, 2017 
with an extension to November 15, 
2017.

Form 5500 – July 31, 2017 with an 
extension to October 15, 2017.



Penalties – Pg. 499
 Failure to File – Increased the minimum amount from 

the lesser of $135 to $205 or 100% of the amount 
required to be shown on the return.

 Effective after December 31, 2015.
 Paid Tax Preparers Who Engage in Willful and 

Reckless Conduct – Increased to the greater of 
$5,000 or 75% of the income derived or to be derived 
by the tax return preparer with respect to the return 
or claim.

 Effective after December 18, 2015. 



Penalties – Continued – Pgs. 499 
- 502

Failure to File Correct Information 
Returns and Provide Payee Statements 
– Increases a large list of penalties for a 
multiple number of instances and 
filings. 

 Effective now. 



Gains on the Sale of Timber –
Pg. 504

Corporations can now use an 
alternative 23.8% tax rate for 
qualified gains on the disposal of 
timber. 

Effective in tax years beginning in 
2016.



Modification of Mortgage Reporting 
Requirements – Pg. 505

 Mortgage lenders must report on Form 1098 
Mortgage Interest Statement the amount of 
outstanding principal on the mortgage as of 
the beginning of the calendar year, the date 
of the origination of the mortgage, and the 
address or description of the property that 
secures the mortgage. 

 Effective for statements required to be 
furnished after December 31, 2016.



Requirements for Issuance of Individual 
Taxpayer Identification Numbers – Pg. 

505
 The IRS may now issue individual 

identification numbers by mail and establish 
expiration dates for the numbers. 

 Numbers issued before 2013 are now 
required to renew their identification 
numbers on a staggered schedule between 
2017 and 2020.

 Effective now. 



Statute of Limitations for Overstatement 
of Basis – Pg. 506

 A six year statute of limitations now applies 
to an overstatement of basis that results in 
the understatement of gross income in an 
amount greater than 25% of the gross 
income shown on the return.

 Effective for returns filed after July 31, 2015 
and for all returns in which the statute of 
limitations for assessment has not expired. 



Allowable Limitations and 
Deductions for 2016 & 2017



Allowable Limitations and 
Deductions for 2016 & 2017
 Health Savings Accounts and High 

Deductible Health Plans - Limitations -
2017:

1. $3,400 for individuals with self-
coverage which is a $50 increase from 
2016.

2. $6,750 for family coverage which is 
unchanged from 2016.



Allowable Limitations and 
Deductions - Continued
 Lower limit on the annual deductible under 

a high deductible plan is:
1. $1,300 for self-only coverage.
2. $2,600 for family coverage which is the 

same as 2016.
 Upper limit for out-of-pocket expenses is:
1. $6,550 for self-only – unchanged from 2016.
2. $13,100 for family coverage – unchanged 

from 2016.



Meal & Incidental Expenses

 Effective October 1, 2016
 Incidental Expenses – Incidental 

expenses only is $5 per day. 
 High – Low Substantial Method – Per 

diem rate is $282 for travel to high cost 
localities and $189 for travel to low rate 
localities. 



Meal & Incidental Expenses -
Continued

 The meal rate is $68 for travel to any 
high cost locality and $57 for travel to 
any other locality. 

 Meals and Incidental Expenses –
Transportation industry is $63 
throughout the United States and $68 
outside of the United States. 



Announced Areas of 
Enforcement – Latest 

Developments



Who Pays the Taxes?

IRS Annual Report 
2013

1. Highest 1% of individual filers:
 Defined as having an adjusted gross income of 

$428,713 or greater.
 Paid 37.8% of all taxes.
2. Highest 5% of individual filers:
 Defined as having an adjusted gross income of 

$179,760 or greater.
 Paid 58.6% of all taxes.   



Who Pays the Taxes? - Continued

3. Highest 10% of individual filers:
 Defined as having as having an adjusted gross 

income of $127,695 constituting 46% of 
individual adjusted gross incomes.

 Paid 69.8% of all taxes.
4. The bottom 50% of all individual filers paid 2.8% 

of all taxes.
 This calculation factored in the earned income 

tax credit given to a large number in this 
category. 



IRS Audit Statistics and Culture

 Have lost over 5,000 enforcement 
personnel since 2010 that have largely not 
been replaced.

 Have only 500 individuals employed 
under the age of 26.

 Increasing the use of correspondence 
and electronic enforcement in lieu of 
actual face to face involvement. 



IRS Audit Statistics and Culture -
Continued

IRS Audit Rates for 2015:
 Individual audit rates (overall) fell to 

0.84% of total filings. 
 However, individuals with gross incomes 

of $1 million or more had an increase in 
the percentage audited to 9.55% of filings 
in this category from 7.5% in 2014 with a 
large part of this increase due to 
correspondence audits. 



IRS Audit Statistics and Culture -
Continued

 Partnership audits increased from 0.36% to 
0.43% with an renewed emphasis in partnership 
audits in the future.

 S corporation audits increased from 0.40% to 
0.51%. 

 Audits of exempt organizations decreased with 
1,700 fewer exempt returns being examined but 
IRS has announced that more exempt returns will 
be examined this year. 



IRS Audit Statistics and Culture -
Continued

 Only 0.92% of C corporations with assets 
under $10 million were audited.

 However, the IRS also audited only 
11.15% of the large corporations in its 
large case program.

 This reflects a continued decline in the 
number of these audits. 



“Radioactive Areas” Of Enforcement

 The following areas are under special scrutiny 
and rigorous enforcement requiring extra, 
special diligence upon the practitioner:

 Earned income tax credits.
 Child tax credits.
 Education tax credits.
 Foreign income and related required filings. 



“Radioactive Areas” Of Enforcement -
Continued

General Accounting Office Report
 The GAO issued a critical report of the IRS on compliance 

involving the earned income credit, child tax credits, and 
the American Opportunity Credit.

 The report among other citations cited that the “estimated 
EITC improper payment rate has remained relatively 
constant” despite increased IRS enforcement.

 The GAO has recommended that the “IRS develop a 
comprehensive compliance strategy that encompasses all 
the refundable tax credits.”

 What this means is……………..



Earned Income Tax Credit

 Regarding the claiming of this credit, the IRS 
continues to vigorously monitor and enforce a 
compliance program. 

 They are making visits during filing season to 
preparers who have received an official notice 
via a letter about the IRS’s perceived suspicions 
regarding their claiming of the credit. 

 Penalty for not attaching the due diligence check 
sheet (form 8867) was $505 per failure for 2015 
returns and expected to increase for 2016 returns 
based upon inflation. 



Earned Income Tax Credit - Continued

IRS Paid Preparer Compliance Announcement 
 The IRS has announced the particulars of the 

earned income tax credit paid preparer 
program:

1. The focus is to “look at the characteristics of 
EITC returns compliance by the same preparer 
and focus on questionable claims.  We focus on 
a combination of characteristics that we know 
indicates the returns have a high likelihood of 
error and assign a risk level.”



Earned Income Tax Credit - Continued

2. Assignment of “an appropriate 
compliance treatment in line with a 
preparer’s risk level” which are

 Not knowing the tax law.
 Not applying it correctly.
 Or intentionally disregarding the tax law. 



Earned Income Tax Credit - Continued

3. The EITC Paid Preparer Compliance 
program “takes a tiered approach 
depending on what category best fits the 
preparer. Our tiered approach includes 
educational letters and visits, audits, 
penalties, and may result in barring 
preparers from filing tax returns in 
extreme cases.”



Earned Income Tax Credit - Continued

4. IRS has identified that 60% of the errors fall into 
three categories:

 Claiming a child who does not meet the 
relationship or residency tests.

 Over or under reporting income or business 
expenses to maximize the credit.

 Filing as single or head-of-household when 
legally married. 



Earned Income Tax Credit - Continued

5. The IRS has stated that “preparers filing returns 
with questionable EITC claims may receive any 
of the tiered treatments below”:

 “Reaching out to preparers”
 “Knock and talk visits”
 “Auditing for EITC due diligence compliance”
 “Barring non-compliant EITC preparers from 

completing tax returns”
 “Additional forceful actions taken against 

return preparers filing false EITC claims”



Earned Income Tax Credit - Continued

 The IRS is currently mailing letters to 
“return preparers who completed highly 
questionable EITC claims.”

 These letters are:
1. Letter 5025 – “You may not have met 

your EITC due diligence requirements on 
returns with questionable qualifying 
children and self-employment income.”



Earned Income Tax Credit - Continued

2. Letter 5025C – “You may not have met 
your EITC due diligence requirements on 
returns with self-employment income.”

3. Letter 5025Q – “You may not have met 
your EITC due diligence requirements on 
returns with questionable qualifying 
children.”



Earned Income Tax Credit - Continued

4. Letter 5138 – Return Preparer EITC 
Client Audit Notification. 



Charitable Contributions – Attachment 
of Form 8283

 A recent court case, Payne, has illustrated 
that the IRS is closely reviewing returns 
for a form 8283 for non-cash 
contributions with no exceptions.

 This was a result of a TIGTA report of a 
couple of years ago, when TIGTA cited the 
IRS for failing to audit or challenge such 
returns and the resulting loss of revenue. 



Reconciliation of Forms K-1

 The IRS has begun a program that reconciles 
information on the form K-1 with the individual 
shareholders of an S corporation.

 How extensive this comparison program is 
unknown.

 However, here is an example and the practitioner 
should be very careful to note the results of the  
comparison because there are errors by the IRS! 



Reconciliation of Forms K-1-
Continued

 In one such comparison, the IRS reconciled 
royalty income on the K-1s with the GROSS 
royalty income on the form 1099-MISC issued in 
the S corporation’s name WITHOUT allocating 
the gross amount via the K-1 page of the form 
1120S to the various proportionate shares of the 
shareholders.

 Thus, the IRS Notice states that the shareholder 
has underreported the amount of royalty income 
since it does not compare to the gross amount 
on the form 1099-MISC. 



Reconciliation of Forms K-1-
Continued

 This is a serious error by the IRS.
 Once again, we the practitioners have to 

correct a flawed IRS program and be 
prepared to do so. 



FATCA Filings

TIGTA / Compliance Report – Survey
 An analysis for filed FATCA forms has revealed 

that less than 50% of the various  required filings 
are accurate.

 Additionally, the Office of Treasury Inspector 
General for Tax Administration found that the IRS 
did not actively pursue penalties against 
taxpayers who voluntary withdrew or were 
denied access to the Offshore Voluntary 
Disclosure Program. 



FATCA Filings - Continued

 An estimated $21.6 million in delinquent FBAR 
penalties per year are not being assessed.

 This means that additional enforcement is 
possible regarding delinquent and inaccurate 
filings and that such inaccuracies create a 
liability for the taxpayer and the practitioner. 

 Therefore, more time and effort is required to 
verify and complete an accurate form which 
means…..

 To date, the IRS has collected in excess of $10 
billion regarding the foreign bank account issue.



Amended Returns

Office of the Treasury Inspector General for 
Tax Administration – Report

 TIGTA conducted a review of a sampling 
of audits and closed survey for the IRS 
fiscal year 2013 that made claims for 
refunds or abatements. 

 They made a determination that a 
significant portion of their sampling 
contained errors by the IRS.



Amended Returns - Continued

 These errors were that the IRS failed to properly 
substantiate the allowance of the claims or 
abatements or that the claims on the amended 
returns were “surveyed” without proper 
explanation of even though they had large, 
unusual, or questionable items and/or amounts.

 TIGTA estimated that approximately $34.4 million 
in tax refunds and abatements may have been 
erroneously allowed. 



Amended Returns - Continued

 TIGTA recommended that the IRS change 
its procedures, tools, and oversight 
controls to improve the identification and 
quality of decisions to survey, audit, and 
document claims for refunds and 
abatements. 

 IRS bitterly disagreed with TIGTA calling 
their claims of inappropriate tax refunds 
and abatements as “overstated.”



Amended Returns - Continued

 What does this mean for us?
 Additional audits, probably of a 

correspondence nature, of amended 
returns.

 Additional delays. 



Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

Office of the Treasury Inspector General for Tax 
Administration – Report

 The TIGTA auditors focused on 1040 returns with 
wage income in excess of $100,000 and schedule 
losses in excess of $20,000.

 These returns also had the characteristics of 
having $20,000 or less in gross receipts and 
being in activities of what is termed a non-main 
line business focus. 



Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 The IRS audit rate for these type of 
returns is approximately 4%.

 However, it was the conclusion of the 
TIGTA report that a substantial number of 
these returns are being accepted when 
they should be examined.

 TIGTA points to the lack of the IRS 
addressing what are Section 183 returns 
and proposing adjustments accordingly.



Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 What does this mean for us?
 A crackdown which has already started with the 

few examiners that the IRS has left.
 The IRS started to classify tax returns in March 

around the same time as the TIGTA criticism.
 They are focusing heavily on partnerships that 

have losses with a potential Section 183 issue. 



Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 We need, as a profession, to counsel the 
clients on the requirements of Section 
183, identify the likelihood of a higher 
audit profile, and explain the difficulties 
and complexities of a defense against an 
IRS position claiming that such losses are 
disallowed under this code section. 



Partnership Audits

 The IRS continues with its heavy 
emphasis on the audits of small to 
medium partnerships.

 Particularly, those that involve rental 
properties, potential hobby loss issues, 
small business losses, etc. 

 One of the sticking points in the audits is 
the use of an LLC partnership and basis. 



Partnership vs. Limited Liability 
Company Status

 One of the common and necessary 
liability protection techniques is to use 
the limited liability company format. 

 In such cases, the small partnership 
cannot title the real and other property in 
the LLC when it is encumbered by a third 
party creditors lien such as a mortgage 
although such assets are used in the 
partnership.



Partnership vs. Limited Liability 
Company Status - Continued

 IRS examiners are accordingly raising a 
contentious issues of not allowing the 
depreciation in the partnership as well as not 
allowing the contribution of the property to the 
partnership.

 Thus, the partner’s basis is reduced accordingly. 
 This is even happening in husband-wife 

partnerships that are file a joint return to reflect 
the partnership results.  



Partnership vs. Limited Liability 
Company Status - Continued

 Related to the contribution of property to the 
partnership, the IRS is focusing on the partner’s 
contribution of property to a partnership.

 If property is contributed and recorded on the 
books at fair market value, then the IRS is 
demanding to see its cost.

 If the taxpayer insists on the recordation at fair 
market value, then the IRS is forcing the 
contributing partner to recognize gain under the 
applicable code section. 



Partnership vs. Limited Liability 
Company Status - Continued

 The issue represents a more than decade 
long love-hate that the IRS has with the 
limited liability company format and IRS 
confusion in what an LLC is. 

 However, despite these issues, the LLC 
partnership format has a predominance of 
positive features. 

 In representing the client if this issue is 
raised, please do the following……..



Correspondence Audits

 IRS is currently examining the following by 
correspondence audit:

1. Schedule E rental losses – verification of 
amounts and proof that the loss is not passive.

 Appears to be based upon selection of losses 
with large W-2 wages with emphasis on meeting 
the 750 hour real estate professional rule.

2. Form 2106 deductions.
3. Charitable contributions. 



Correspondence Audits - Continued

TIGTA Report 
 The Office of Treasury Inspector General for Tax 

Administration has reviewed correspondence 
with the IRS.

 The reason for this review was to monitor the 
time frames for answering correspondence for 
customer service satisfaction results and that 
the IRS has been paying out a material amount 
of interest that is deemed “unnecessary” due to 
the length that it takes to process and respond 
to correspondence. 



Correspondence Audits - Continued

 The goal of the IRS is to respond within 45 days 
at which time such unresolved correspondence 
is considered “overage.”

 TIGTA has recommended that IRS managers 
“provide and receive annotated over-age 
reports from their employees on a weekly 
basis.”

 The IRS has agreed to this. 
 The pressure is on!
 What this means when the IRS uses “overage” 

is….



Audit Direction – Field Examinations

 The IRS has announced that it is shifting 
direction in it’s field examinations. 

 The IRS is now and will in the immediate 
future examine more S corporations and 
partnerships and less sole 
proprietorships. 

 In fact, partnership audits are the main 
focus. 



Field Audits

IRS Announcement
 Due to the plaque of phony telephone call 

from individuals purporting to be from the 
IRS, the IRS has announced that auditors 
and agents will no longer call taxpayers 
directly to set up appointments.

 Now, the taxpayer will be sent a letter of 
notification of an audit, request for 
appointment, etc. 



Employment Tax Abuse

 A major area of focus by the IRS that now 
involves the Department of Justice is on 
employers that misuse employee tax withholding 
to pay other expense and for personal lifestyle 
choices.

 Frankly, this effort is way overdue. 
 The belief by some employers that they could not 

operate without using the employees 
withholdings or failing to pay these amounts to 
the government is stupid and arrogant, 
especially, if used for personal lifestyle 
expenses.  



Employment Tax Abuse - Continued

 If that is truly the case, then the 
employer is not profitable and should 
close. 

 These amounts are trust funds and are 
held to a much higher level of strict 
accountability. 

 This crackdown comes in two forms:
1. Quicker intervention by the IRS:



Employment Tax Abuse - Continued

 This could involve an automated 
telephone call or notification by mail that 
an employer’s payroll tax deposits are 
late, have decreased, or have not been 
made.

 In this notification, the employer will be 
requested by the IRS to explain why this 
is happening.



Employment Tax Abuse - Continued

 An increase by the IRS in criminal 
referrals for the misuse of trust funds. 

 These will result from a discovery of a 
repeated pattern of nonpayment and 
diversion of the trust funds to other 
purposes. 

 To this end, the Department of Justice is 
involved in more criminal prosecutions. 



Employment Tax Abuse - Continued

One immediate goal of the Justice 
Department is to seek injunctions 

against an employer and the individuals 
that are the operators and/or owners 
who have been identified as having a 

pattern of repeated violations of 
nonpayment and/or untimely payments. 



Employment Tax Abuse - Continued

 When such an injunction is granted, the 
employer will be under a strict 
requirement that:

1. All taxes are paid timely.
2. Special notification to the IRS that 

deposits have been made.
3. No transfers of any assets allowed until 

all liabilities are paid.



Employment Tax Abuse - Continued

4. Cannot open up another type of 
business or entity until all outstanding 
liabilities are paid.

5. Criminal prosecutions.
 This type of legal intervention by the 

Department of Justice indicates the 
seriousness of the government in 
attacking employment tax delinquencies 
and nonpayments.



Employment Tax Abuse - Continued

 It is very serious and reminiscent of the 
joint operations by the IRS and the 
Department of Justice against abusive 
tax shelter promoters.

 Further action by the IRS is to expand 
their efforts to go after the officers 
and/or shareholders for delinquent 
employment tax funds by seizing 
personal tax refunds. 



Employment Tax Abuse - Continued

Bean
 In 2000, the IRS made a determination 

that an individual was the responsible 
person for making the business’s payroll 
deposits but failed to do so.

 The IRS made a formal assessment of 
the 100% trust fund penalty against her 
declaring that she was responsible and, 
accordingly, assessing an amount due.



Employment Tax Abuse - Continued

 Over a period of years she had failed to 
pay the IRS assessment. 

 In 2007, she filed her form 1040 claiming 
a refund.

 The IRS seized the refund and applied it 
against the trust fund assessment from 
seven years earlier. 



Employment Tax Abuse - Continued

 She went to Tax Court and lost.
 The Court stated that the IRS had the 

authority to do so.
 This type of refund shopping by the IRS 

shows the persistence and seriousness 
that is being used to collect employment 
tax delinquencies and related penalties. 



Employment Tax Audits

IRS Announcement
 Since 2010, the IRS has conducted an 

employment tax audit program with the goal of 
establishing analytical data to define and plan a 
more formal audit program.

 Thus, the audit program will be more focused in 
its identification of audit subjects. 

 They now have such an audit program. 



Employment Tax Audits - Continued

 Specific areas of these audits will be:
1. Independent contractor reclassification.
2. Backup withholding.
3. Taxable fringe benefits vs. nontaxable 

ones.
4. Officer compensation.
5. Identification and underreporting of tip 

income. 



Employment Tax Audits - Continued

6. The identification and classification of 
amounts treated as service income tips 
based upon the landmark ruling of two 
years ago.

 One can expect once the new program is 
formally defined that there will be a rash 
of audits by the IRS to test and gather 
results under the new audit guidelines. 



Employment Tax Audits - Continued

 The IRS has announced continued 
efforts to intensify their employment tax 
audits to reclassify independent 
contractors as employees. 

 In the last two years, the Department of 
Labor has begin auditing small 
employers.

 We spoke about this last year and the 
audits are continuing. 



Employment Tax Audits - Continued

 Experiences from the Department of 
Labor audits reflects an aggressiveness 
that exceeds the IRS.

 The Department of Labor auditors tend 
to ignore most of the twenty common 
law tests used by IRS examiners, thus, 
resulting in many reclassifications of 
independent contractors as employees. 



Employment Tax Audits - Continued

 The major sticking point for their 
determination is whether the 
independent contractor appears to be 
“integral” to the payer’s business.

 In some cases, this is the only issue they 
make their determination on ignoring the 
other twenty common law tests. 



Employment Tax Audits - Continued

 The major and most important factors that bar a 
reclassification from independent contractor to 
an employee are:

1. The subcontractor is incorporated.
2. The subcontractor is a limited liability company, 

especially, an individual who has made himself 
or herself one. 

3. The subcontractor advertises.
4. The subcontractor provides an invoice and the 

more professional the better. 



Employment Tax Audits - Continued

 Once a determination is made by the IRS, 
Department of Labor, or state examiners, the 
information is eventually shared with the other 
two agencies.

 Regarding the IRS, is determinations made by 
the state or Department of Labor binding?

 The IRS last year issued a statement stating 
that they are not bound by another federal 
agency’s determination. 



Employment Tax Audits - Continued

 This especially applies to a state agency.
 However, once the information of a 

reclassification is shared by the 
Department of Labor or state agency, 
you can expect an inquiry or an audit 
from the IRS.

 Be ready for it…. 



Discrepancies Between Forms W-2 and 
Forms 941

TIGTA Report
 The Office of the Inspector General for 

Tax Administration has heavily criticized 
the IRS for lax enforcement of 
discrepancies resulting from the 
comparison of forms W-2 with forms 941.

 The Social Security Administration and 
IRS software programs compare the W-2 
and form 941 data. 



Discrepancies Between Forms W-2 and 
Forms 941 - Continued

 When the comparison results in the SSA 
detecting more wages reported on the 
forms 941 than the W-2s, the Social 
Security Administration contacts the filers 
and then refers the ones that fail to 
respond to the IRS for the IRS to 
investigate and notify the filers.

 The IRS has the authority to then assess 
substantial penalties.



Discrepancies Between Forms W-2 and 
Forms 941 - Continued

 TIGTA has found that the IRS has failed to 
assess up to $200 million in fines.

 The IRS agreed with the TIGTA findings 
and promised to step up enforcement.

 This enforcement has already begun. 



Form 940

TIGTA Report
 The IRS has been criticized for having poor 

procedures regarding the management of federal 
unemployment tax liabilities.

 Specifically, the IRS has been criticized for their 
validation of the state FUTA certification data 
files which, according to the report, does not 
ensure the reliability of the data before its use in 
in identifying discrepancy cases. 



Form 940 - Continued

 TIGTA found that the IRS errors involving multi-
state employers in a sample of 3,729 cases 
resulted in discrepancies of more than $200 
million. 

 Multiply this result over the whole population of 
such filings and one can guess the total amount 
at stake.

 Furthermore, TIGTA found that the IRS 
incorrectly assessed $3.2 million of FUTA taxes 
due to a program error. 



Form 940 - Continued

 The result of the TIGTA audit has been a 
number of incorrectly assessed additional 
FUTA liabilities as well as additional non-
assessed FUTA taxes.

 Watch those notices!!



IRA - Prohibited Transactions

 The IRS continues to enforce a strict 
compliance with the prohibited 
transactions rules involving IRAs.

 In a recent case, Thiessen, the Tax Court 
held that a loan guarantee accompanying 
an IRA financed business acquisition was 
an indirect extension of credit and, thus, a 
prohibited transaction. 



IRA - Prohibited Transactions –
Continued 

 The Tax Court in its ruling stated that the 
six year statute of limitations applies in 
such cases since the return did not 
disclose the transaction that might have 
been prohibited or created income and, 
thus, “a reasonable person would be 
unable to determine from information 
reported on the return whether any gross 
income had been omitted.”



IRA - Prohibited Transactions –
Continued 

 As such, the Court ruled that once the loan 
guarantee was entered into, “the assets were 
deemed to have been distributed to the 
taxpayers on the first day” of the year in which 
the transaction was entered into and “were 
subject to income tax and the 10% early 
withdrawal penalty.”

 As a practitioner we should be aware of the large 
liability for a prohibited transaction and caution 
our clients accordingly. 



IRA - Prohibited Transactions –
Continued 

 Speaking of prohibited transactions, currently 
there are several nationwide advertisements 
offering prospective clients the ability to 
purchase gold and silver and hold the 
commodities themselves.

 The IRS is warning individuals to be very careful 
regarding such transactions.

 One can expect that this will be the next area of 
compliance by the IRS.



Form 1099-K Audits

 The IRS is continuing to audit returns 
resulting from a match of their database 
of forms 1099-K that are issued by third 
party payment processors.

 The IRS has in recent years praised this 
audit program citing how it has resulted 
in substantial number of taxpayers 
subject to an audit change. 



Form 1099-K Audits - Continued

 The audit is based upon an IRS analysis with a 
yet undisclosed criteria that compares the 
amount of gross receipts on the return with the 
amounts shown on the forms 1099-K sent to 
them. 

 Even in cases where the IRS notes that the form 
1099-K is less than the gross receipts, they are 
conducting audits where the difference between 
the greater actual gross receipts and the amount 
reflected on the forms 1099-K is within a certain, 
undisclosed range. 



Form 1099-K Audits - Continued

 These audits are based on the IRS 
presumption that the taxpayer could be 
under reporting sales in cash or check 
based upon their undisclosed statistical 
markup. 

 The IRS examiner in many of these audits 
will openly share with you this comment. 



Form 1099-K Audits - Continued

 Practical Notation – Be certain to gross up all 
forms 1099 in gross receipts and then make 
adjustments through sales and returns 
allowances as notated by the IRS in a Notice 
issued in 2011.

 Currently, the IRS is mailing Letter 5035 which 
states “an unusually high percentage of 
revenues from credit card sales..” reflecting their 
belief in that cash sales should be higher.



Net Investment Income Tax

IRS Correspondence Examination
 The IRS has been conducting correspondence 

audits.
 These audits contain a a proposed adjustment to 

increase the net investment income subject to 
the NIIT.

 These adjustments includes pass-through 
income that has been reported as non-passive 
subject to self-employment.



Net Investment Income Tax - Continued

 Most of the audits were identified for 
returns that did not include form 8960 -
Net Investment Income Tax- Individuals, 
Estates, and Trusts. 

 Just like the form 6251 Alternative Tax 
Form, it is a good idea to include the form 
8960 on every return as the absence is a 
computer trigger for a correspondence 
audit.



Form 1099-C

 The IRS is conducting correspondence 
and field audits matching the form 1099-
C issued in recognition of the 
cancellation of debt to the taxpayer’s 
returns to determine:

1. Whether the taxpayer has reported the 
amount and 

2. The treatment of the amounts reported 
as to whether an exclusion was claimed.



Cancellation of Indebtedness

CCA 201604017
 As we had discussed last year, the IRS had 

issued in 2015 an Audit Technique Guide for 
examining issues related to the cancellation of 
indebtedness.

 In the above the Chief Counsel Advisory, the IRS 
is expanding their examination concentration to 
request that both revenue agents and field 
attorneys to contact the National Office for 
taxpayer specific situations when:



Cancellation of Indebtedness -
Continued

1. Discharge of business indebtedness in 
connection with a reacquisition of a applicable 
debt instrument occurring in the prior years of 
2009 and 2010.

2. Chief Counsel has stated in their Advisory that 
in certain situations the IRS may adjust the 
amount of COD income that was deferred by an 
election under Section 108.

 What is the broader implication of this 
Advisory?



Net Operating Losses

IRS and State Enforcement
 Prior seminars have revealed that the IRS was 

criticized internally for not having verified 
and/or examined net operating loss amounts 
and subsequent amounts utilized in carry backs 
and carry forwards.

 Currently, examinations are being conducted to 
examine the correctness of the calculation of 
the net operating losses and related carry 
backs and carry forwards.



Net Operating Losses - Continued

 The examinations include whether the 
election to carry forward the loss was 
properly made. 

 Additionally, various states have begun 
an enforcement effort on the use of net 
operating losses as to amounts and 
whether a carry forward or carry back is 
proper. 



Net Operating Losses - Continued

 An example of increased IRS 
enforcement is found in the case of 
Jasperson.

 In this case, the IRS simply disallowed 
the claimed net operating loss for lack of 
what the Service determined was 
adequate substantiation. 

 The Court sustained the disallowance.



Net Operating Losses - Continued

 The taxpayer had submitted hundreds of 
accounting records from an electronic database 
as replacements for source documents.

 The IRS refused to accept these records as 
sufficient and the Court agreed. 

 In sustaining the disallowance the Court 
emphasized that taxpayers must maintain 
adequate records to substantiate their claimed 
net operating losses.



Exempt Entity Audits – Form 990EZ 
and Form 990

IRS Organization Report
 IRS has announced that they have 

created a profile program on the 
selection of forms 990 and 990EZ for 
audit.

 This program analyzes the forms and 
their related schedules to identify 
potential areas of noncompliance and 
potential tax assessment issues. 



Exempt Entity Audits - Continued

 In 2015, the IRS performed 6,392 audits which 
was 1,700 fewer than in the prior year and the 
majority of these audits did not result in any 
assessments. 

 The IRS has announced their intention to raise 
the total number of audits to at least 7,000.

 What does the increase in audits mean and the 
emphasis on the IRS concern about no change 
audits?

 Here is where the human resources to do the 
audits are coming from….



Form 1023EZ

IRS Announcement
 52% of applications for exempt status in 

the first year of availability of form 1023EZ 
were made on that form.

 The IRS reported that it automatically 
approved 95% of those applications while 
doing only a predetermination random 
check on only 3% of the applications. 



Form 1023EZ - Continued

 In order to verify the accuracy of these 
applications, the IRS has begun a program to 
examine 1,500 random entities that filed the 
applications to verify that their statements on the 
applications were correct.

 Many of these audits are correspondence ones. 
 The IRS stated that they will use the results of 

these audits to change the form 1023EZ and 
assess the compliance factors of these groups. 



Refund Requests From Nonresident 
Aliens

IRS Announcement
 The IRS is withholding refunds claimed by 

nonresident aliens on form 1040-R for periods up 
to six months or even longer.

 The reason is to give the Service additional time 
to match the tax returns with form 1042-S to 
verify the accuracy of the requested refund.

 This verification procedure was in response to a 
prior TIGTA report criticizing the IRS for making 
improper refunds to nonresidents. 



Conservation Easements - Penalties

IRS Audit Procedures
 The IRS continues to audit virtually all donations 

of conservation easements with a strict 
adherence to meeting all the requirements. 

 Please note the IRS has issued a Guide to 
donors detailing the requirements. 

 In recent cases, the IRS is assessing a 40% 
overvaluation penalty and sustaining the 
imposition of that penalty. 



Noncompliant Tax Preparers

TIGTA Report
 The office of Treasury Inspector General for Tax 

Administration reviewed holders of PTINs.
 They found that the IRS processes were not 

ensuring that the PTINs for non-compliant tax 
practitioners, prisoners, persons convicted of 
felonies, etc. were being revoked.

 The IRS has announced that they will redouble 
their efforts to revoke holders of PTINs that are 
considered not to be allowed to have them.  



Audits of Large and Middle Size 
Businesses

Publication 5124 – Large Business & International 
Examination Process – 5-01-16

 The IRS has outlined their new examination 
approach to taxpayers who are included in their 
large business and international program.

 The IRS has disclosed that it will now focus on 
identifying specific issues from the first contact 
through the final resolution of issues. 

 Note: The reason for this change has to do with 
IRS limitations on resources.



Audits of Large and Middle Size 
Businesses - Continued

 One change outlined in the publication is 
that IRS examiners are “expected to work 
transparently and collaboratively with 
taxpayers to understand the taxpayer’s 
business and share the issues that have 
been identified during an examination.”

 My thoughts on this are…



Rehabilitation Credits – Historic 
Structures

TIGTA Report
 The Office of the Treasury Inspector General for Tax 

Administration reviewed a sample of 2,720 forms 3468 on 
which the credit is claimed.

 TIGTA found that 39 taxpayers in the sample claimed 
credits totaling $47 million in which they did not provide 
either the required National Park Service project number or 
the employer identification number of a pass through 
entity. 

 The IRS was criticized for not using existing independent 
data to identify potentially erroneous credits and for not 
investigating same. 

 This means………………



Offers In Compromise

TIGTA Report
 The Office of the Treasury Inspector General for 

Tax Administration urged the IRS to make offers-
in-compromise more available for public 
inspection.

 The IRS is required to provide access to 
information regarding all offers-in-compromise 
that they have accepted. 

 Currently, once an offer-in-compromise has been 
accepted the IRS is required to make a hard copy 
available for public inspection. 



Offers In Compromise - Continued

 The IRS creates a hard copy for inspection and 
ships them to one of seven different locations in 
the country depending upon where the taxpayer 
lives. 

 Then, is someone wants to inspect the files, that 
person must call the IRS and schedule an 
appointment to do so. 

 Also, TIGTA cautioned the IRS about being 
careful to redact certain information to avoid 
identity theft. 



Offers In Compromise - Continued

 TIGTA has suggested that the IRS set up a 
centralized website that would be available to the 
public that would effectively decrease the 
taxpayer’s burden and reduce costs to the IRS 
while increasing transparency. 

 The IRS has agreed to this and will setup the 
website while updating its written procedures for 
public inspection files, expand use of an 
automatic redaction, and evaluate alternative file 
storage methods.  



Offers In Compromise - Continued

 The IRS received 68,000 offers in 
compromise in 2014.



Offers In Compromise – No Return

IRS Announcement
 The IRS has announced will start returning all 

Offer In Compromise applications if the taxpayer 
has not filed all required returns. 

 This policy does not apply to current year tax 
returns if there is a valid extension on file.

 Any fees paid with the application will also be 
returned. 



Retirement Plans

IRS Announcement
 IRS is shifting its audit focus to Sections 

403 and 457 plans as well as regular 
plans.  

 The IRS has stated that these type of 
plans have compliance issues.

 In the audit of regular plans one of the key 
issues is large participant loans.



Retirement Plans - Continued

 These loans are a primary target and include:
1. How does the plan treat such loans?
2. What is the time of repayment?
3. What happens if there is a default?
4. IRS requesting copies of signed loan 

agreements, promissory notes, and 
documentation to substantiate residential 
loans. 



Retirement Plans - Continued

 The most common audit adjustments 
are:

1. Loans over $50,000 which are tax free if 
the total doesn’t exceed the smaller of 
$50,000 or 50% of the account balance 
with excess loans being treated as 
taxable distributions.

2. Loan defaults.



Retirement Plans - Continued

3. Nonresidential loans in which the pay 
back period exceeds five years. 

 Note: residential loans to buy or 
construct a principal home can be paid 
back over a longer time. 



New FSLA Rules – A Can of 
Worms



Overview
 The attached slides are a very brief and 

incomplete overview of the new overtime 
rules that affected salaried individual. 

 As such, they do not substitute for a 
comprehensive research of this major 
change by the Department of Labor. 

 The reader is strongly encourage to visit 
the Department of Labor website that 
addresses in detail this issue for a 
comprehensive explanation and 
application.



Accounting For New Overtime 
Rules – A Can Of Worms

 Again, this discussion is just a brief 
reminder and overview of what is coming 
into effect.

 Effective December 01, 2016.
 The general rule that we all know is that 

overtime pay is required at the rate of 
150% of regular pay for total work hours 
in a week in excess of 40 hours for 
employees.

 This rule now applies to all positions paid 
on a salary or fee basis. 



Accounting For New Overtime 
Rules – Continued

In applying the new overtime 
rules, one such research very 

carefully the application of the 
new guidelines as to how they 

interact and affect the 
implementation.



Accounting For New Overtime 
Rules – Continued

1. Small businesses with gross receipts of  
$500,000 or less are exempted unless 
they engage in intrastate commerce.

2. All salaried employees that earn put to 
$913 per week  or $47,476 annually) are 
subject to the requirements. 

3. Highly compensated employees must be 
paid at least $134,004 annually to be 
disqualified and research this application 
very carefully!



Accounting For New Overtime 
Rules – Continued

4. The new requirements are applied on a 
40 hour week basis (not daily) and not 
on a per pay period work requirement.

 The application of this rule does not 
require pay periods to change just 
adhere to the 40 hour week standard.

5. Nonprofits are affected to some degree 
so one must check the Department of 
Labor website.



Accounting For New Overtime 
Rules – Continued

6. Nondiscretionary bonuses can satisfy up to 10 
percent of the new salary requirement only if 
the bonuses are paid on quarterly or more 
frequent basis. 

 Discretionary bonuses such as paid at Christmas 
do not qualify to meet the standard salary level 
($913).

7. Individuals now paid on an hourly basis with 
standard overtime rules are excluded by this 
provision.

8. Owners of businesses must have at least a 20% 
equity stake to be exempted from the rules.  



Accounting For New Overtime 
Rules – Continued

Example:
An entity is formed with six equal owners 

(i.e., under 20% ownership each)  In the 
first year, the owners do not take any 
salary. According to the new DOL rule, 
this is a violation of their rule and the 
corporation should have paid them at 

least the minimum wage including 
overtime pay.



Accounting For New Overtime 
Rules – Continued

9. Seasonal employees that are on 
salary are included.

10. The new requirements apply 
regardless of whether that 
individual is part-time or full time. 

11. Compensatory time worked cannot 
be used to satisfy the time and half 
rule.



Accounting For New Overtime 
Rules – Continued

12. The new salary rules do not apply to 
doctors, teachers, or lawyers.

13. Also, all governmental entities are 
exempted from having to follow this 
rule. 

14. Thus, in addition to the minimum 
salary levels the following tests also 
have to be met. 



Accounting For New Overtime 
Rules – Continued

 Executive – “the employee’s primary 
duty” must be managing the enterprise 
or managing a customarily recognized 
department of a subdivision of the 
enterprise (and managing 2 full time 
employees as well).

 Administrative – “the employee’s primary 
duty must include the exercise of 
discretion and independent judgment 
with respect to matters of significance”.



Accounting For New Overtime 
Rules – Continued

 Professional – “the employee’s primary 
duty must be to primarily perform work 
that either requires advanced knowledge 
in a field of science or learning that 
requires invention, imagination, 
originality or talent in a recognized field 
or artistic or creative endeavor.”

 It should be noted that job titles never 
determine status. 



Accounting For New Overtime 
Rules – Continued

Specific Exemptions From Overtime Pay:
1. Certain commissioned employees of 

retail or service establishments who are 
primarily engaged in selling autos, 
trucks, trailers, farm implements, boat or 
aircraft.

2. Same exemption to mechanics servicing 
autos, trucks, or farm implements 
employed by non-manufacturing 
establishments primarily engaged in 
sales of these items. 



Accounting For New Overtime 
Rules – Continued

3. Employees of railroad, air carriers, 
taxi drivers, certain employees of 
motor carriers, seamen, and local 
delivery employees paid on 
approved trip rate plans.

4. Announcers, news editors, and chief 
engineers of certain non-
metropolitan broadcasting stations. 



Accounting For New Overtime 
Rules – Continued

5. Domestic service workers living in 
the employee’s residence. 

6. Employees of motion picture 
theaters.

7. Farm/agriculture workers. 
 The Department of Labor has stated 

there is no requirement to maintain 
time clocks for employees. 



Accounting For New Overtime 
Rules – Continued

 The Department of Labor does require 
that an employer must keep an accurate 
record of the total number of hours 
worked for each day in a pay period. 

 Based upon the history of Department of 
Labor audits, their definition of accurate 
records is very detailed and arbitrary to 
say the least. 

 They make the IRS look like….



Accounting For New Overtime 
Rules – Continued

Options:
1. Raise salaries to maintain 

exemptions.
2. Pay current salaries with overtime 

after 40 hours. 
3. Reorganize workloads, adjust 

schedules or spread work hours.
OR



Accounting For New Overtime 
Rules – Continued

4. Convert salaried workers to an 
hourly basis.

 As discussed previously, the biggest 
issue with salaried workers not 
meeting the exemptions will be the 
detailed recordkeeping to satisfy 
the DOL examiners.
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Business Issues



Employee vs. Independent 
Contractor – Reliance On Section 
530 – Pg. 592

Nelly Home Care Inc.
 This case is important because it 

establishes the basis for the taxpayer 
to rely on the Section 530 safe harbor 
as a defense against IRS 
reclassification of an independent 
contractor as an employee.

 In this case, the IRS reclassified 
independent contractors as 
employees.



Employee vs. Independent 
Contractor – Reliance On Section 
530 – Pg. 592 - Continued

 The taxpayer maintained that 
they had a reasonable basis for 
treating the individuals as 
independent contractors based 
upon industry practice which 
the IRS has rejected. 

 This research was invaluable 
and was made prior to the audit 
which means……



Employee vs. Independent 
Contractor – Reliance On Section 
530 – Pg. 592 - Continued

 The Court in reviewing the fact 
that the taxpayer had performed 
extensive research prior to their 
treatment of the individuals as 
independent contractors.

 Furthermore, the Court noted 
that the IRS had failed to 
address or disprove the 
taxpayer’s research. 



Employee vs. Independent 
Contractor – Reliance On Section 
530 – Pg. 592 - Continued

 Accordingly, the IRS found in 
favor of the taxpayer’s 
treatment on the basis of the 
above factors and that the 
taxpayer was following an 
industry standard. 



Insurance Reimbursements – Pg. 
593

Udeobong
A cash method taxpayer was 
required to include insurance 
reimbursement payments in 

taxable income even though the 
same payments had been made 
in a prior tax year and taxed but 
were returned in a later tax year 

by the taxpayer. 



Reasonable Compensation – Pg. 593 
- 594

H.W. Johnson 
 Once again, the Court has ruled in 

favor of the taxpayers that their 
respective compensations were 
reasonable. 

 In this case, the two related 
shareholders could prove to the Court 
that they had managed the expansion 
of the entity and created a second 
entity to benefit the corporation for a 
specific business reason. 



Reasonable Compensation – Pgs. 
593 - 594 - Continued

 This case proves, once again, 
that the Courts are taking 
serious the contributions of 
shareholder/officers in the 
management of an entity, 
extensive work in same, etc. in 
allowing large compensations. 



Relocation Payments – Pg. 594

Letter Ruling 2016-17-002

Federal and state relocation 
payments were not taxable 

income and relocation costs were 
not deductible to the extent of 
relocation payments made for 

relocation costs. 



S Corporation Income and Individual 
Bankruptcy – Pg. 594 & 595

In re Medley

Tax on flow-through income from 
S corporation stock owned by 
debtors was a liability of the 

bankruptcy estate. 



Wage Base of Employees – Pgs. 595 
& 596

Letter Ruling 2016-11-007
Wages paid to employees of 
former subsidiaries counted 
toward social security wage 
base of those employees of 
those employees after they 

were transferred to new 
corporation.



Scrap Sales and Self-Employment 
Taxes – Pg. 596

Ryther
 This is a significant ruling!
 The Court ruled that the 

occasional sale of scrap steel 
over 7 years did not produce 
self-employment income 
because the sale of the scrap 
was not part of a trade or 
business. 



Section 183 – Amway 
Distributorship – Pg. 597

Hess
 Husband and wife operated an 

Amway distributorship. 
 The husband had a separate full time 

job as a software manager and the 
wife was unemployed. 

 The IRS audited them and disallowed 
their losses from the activity as not 
engaged in for profit. 



Section 183 – Amway Distributorship –
Pg. 597 - Continued

 The taxpayers did not have a 
business plan other than the general 
guidelines and rules of the Amway 
system.

 The taxpayers produced receipts for 
their expenses but did not maintain 
any formal financial records and 
could not show how much product 
was sold or to whom. 



Section 183 – Amway Distributorship –
Pg. 597 - Continued

 The taxpayers could not provide 
any proof of expertise in 
running a distributorship.

 The taxpayers did not seek 
advice from others than those in 
the Amway system. 

 The taxpayers could not prove 
that they have any experience 
with operating a business. 



Section 183 – Amway Distributorship –
Pg. 597 - Continued

 The taxpayers could not prove they 
ever had a profit.

 The losses from their business offset 
the income of the husband.

 The Court in applying the nine tests 
of Section 183 determined that the 
activity was not engaged in for a 
profit. 

 My thoughts are….



Section 183 – Hair Braiding Activity 
– Pgs. 597 & 598

Delia
 Taxpayer was employed full 

time but operated a hair 
braiding business on the side. 

 The business was operated 
through a small booth in a 
shopping mall. 

 She opened the booth in 
evenings and on weekends. 



Section 183 – Hair Braiding Activity 
– Pgs. 597 & 598 - Continued

 The business never produced a 
profit.

 The taxpayer maintained 
separate records and accounts.

 The taxpayer proved that she 
attempted to increase the 
number of customers by various 
marketing methods. 



Section 183 – Hair Braiding Activity 
– Pgs. 597 & 598 - Continued

 The Court applied the nine tests 
of Section 183 and determined 
that the activity was engaged in 
for profit. 

 My thoughts are…….



Section 183 and Horse Breeding –
Pg. 598

Roberts
 The taxpayer was a paid 

consultant.
 He separately engaged in 

racehorse breeding and racing 
activities in the years 2005 
through 2008. 

 The activity resulted in losses in 
all of the years which the IRS 
disallowed. 



Section 183 and Horse Breeding –
Pg. 598 - Continued

The taxpayer proved:
1. That he made significant 

changes in the operation under 
the advice of experts.

2. That he sought the advice of 
experts.

3. That he had invested 
significant amounts of personal 
time and effort in the activity.



Section 183 and Horse Breeding –
Pg. 598 - Continued

4. That he had reasonable 
expectations of appreciation in the 
value of horses and facilities 
involved. 

5. That he had been successful in 
several other business built from 
scratch. 

6. That the losses were the result of 
events beyond the taxpayer’s 
control.



Section 183 and Horse Breeding –
Pg. 598 - Continued

7. That he did not receive much 
pleasure or recreation from the 
activity. 

 Even though the taxpayer had 
suffered massive losses, the Court 
in applying the nine tests of Section 
183 to the previously mentioned 
facts resulted in a determination 
that the losses were allowable as 
the activity was engaged in for 
profit. 



Domestic Productions Gross Receipts –
Advertising - Pg. 599 & 600

CCA – 2016-26-024

The taxpayer could not include in 
the computation of domestic 
gross receipts the costs of 
advertising the taxpayer’s 

products. 



Domestic Productions Gross Receipts-
Construction – Pgs. 600 - 602

TAM 2016-38-022
Projects where the taxpayer’s 
activities qualify as substantial 

renovation, construction, or 
erection of certain structures 
constitute construction of real 
property, and gross receipts 

from such property qualify ad 
DPGR.



Individual Taxpayers



Financial Distress – What Year 
To Include? – Pgs. 604 -605

Newman
 This case answers a key question as to 

when should one report the form 1099-C 
and what to do if you reported it in a prior 
year or was attributable to a prior year. 

 The case also gives a clear definition of 
insolvency. 

 Here is what happened. 



Financial Distress – What Year To 
Include? – Pgs. 604 -605 - Continued

 Taxpayer had not paid on an overdrawn 
account and it was closed in August of 2008.

 In December of 2011, the bank issued form 
1099-C for the overdrawn amount.

 The taxpayer did not include the amount of 
the form 1099-C in taxable income. 

 The taxpayer argued that the event requiring 
inclusion was in 2008 and not 2011.



Financial Distress – What Year To 
Include? – Pgs. 604 -605 - Continued

 The Court enunciated a long time 
principal that the year in which the 
taxpayer would recognize income is to be 
determined on the basis of evidence. 

 The issuance of a form 1099-C is an 
identifiable event but not dispositive of an 
intent to cancel indebtedness. 



Financial Distress – What Year To 
Include? – Pgs. 604 -605 - Continued

 Therefore, it is up to the taxpayer to provide 
evidence when the debt cancellation had 
occurred. 

 Thus, if one affirmatively reported it in a prior 
year, is that year in which the cancellation 
occurred?

 This is important because the year in which 
one reports the cancellation of income is the 
year in which the solvency test for exclusion 
is applied. 



Financial Distress – What Year To 
Include? – Pgs. 604 -605 - Continued

 Essentially, this is what the Court stated 
when they ruled that the taxpayer could not 
prove that the debt was cancelled in a prior 
year and, thus, the income was reported in 
the current year of 2011.

 Also, the insolvency test is applied for the 
current year (2011).

 The taxpayer was fortunate in current year in 
that he was insolvent in excess of the 
amount of the form 1099-C and, thus, no 
income is includable. 



Alimony – Pretrial Court Order 
– Pgs. 605 & 606

Anderson
 A state court issued a pretrial order requiring that the 

taxpayer maintain the status quo for making payments 
until a judgment of divorce would be entered that 
dissolve his marriage. 

 The taxpayer complied but the IRS disallowed the 
payments as the pretrial order was silent as to whether 
the payments were for alimony. 

 Because state law stated that the payments would 
terminate upon death, the Tax Court determined the 
amounts to be deductible.



Alternative Minimum Tax – Carry 
Forward of Spouse – Pg. 606

Vichich
A widow was not allowed to carry 
forward an alternative minimum tax 

(AMT) credit attributable to the 
decedent spouse in a tax year prior 

to their marriage.



Casualty Losses – Pg. 607
Alphonso

 Taxpayer’s cooperative apartment complex 
levied an assessment against each of its 
shareholders.

 The reason was that a 80 year old retaining wall 
had collapsed causing significant damage 
resulting in a substantial additional cost. 

 The taxpayer claimed the payment of her 
assessment as a casualty loss on the basis of 
the collapse.



Casualty Losses – Continued –
Pg. 607
 The IRS disallowed her deduction as a casualty 

loss based upon their interpretation that the 
collapse of the wall was not a casualty and her 
ownership was not a direct casualty.

 The Tax Court allowed the relationship but 
determined that no casualty loss deduction was 
permitted because the wall had deteriorated over 
a 80 year period and, thus, was not sudden or 
unforeseen. 



Theft Loss – Pgs. 607 & 608

Riley

No theft loss deduction was allowed 
because the taxpayer failed to show that 
the debtor would not or could not repay 

the taxpayer’s investment. 



Fraudulent Loss – Pgs. 608 & 
609

Adkins

Losses from a fraudulent stock scheme 
were not deductible in the year claimed 

because the taxpayers’ claim for 
restitution was not abandoned until after 

that year. 



Charitable Contribution – Purchase 
Price vs. Fair Market Value – Pg. 609

Green
 A trust made a charitable contribution and 

claimed a deduction on the basis of the 
fair market value of the property. 

 The IRS disallowed the deduction on the 
basis that the real property that was 
donated by a trust is limited to the income 
tax basis because any appreciation is 
unrealized at the time of donation. 



Charitable Contribution – Purchase Price 
vs. Fair Market Value – Pg. 609 - Continued

 The Court ruled that no limit is placed on 
the amount of charitable contributions in 
a trust unlike the gross income limitations 
placed on donations made by individuals 
and corporations.

 Thus, the amount of the charitable 
contribution is allowed. 



Charitable Contribution – Lack 
of Substantiation – Pg. 609

Payne
 Taxpayers claimed deductions for cash 

donations and noncash donations.
 The taxpayers had receipts but many were 

unsigned and did not identify the specific items 
donated.

 The IRS disallowed the deductions.
 The Court sustained the IRS’s position citing the 

taxpayer’s lack of substantiation.



Charitable Contribution – Lack of 
Substantiation – Pg. 609 - Continued

 What the Court said was that the taxpayers 
failed to comply with the requirements to 
substantiate noncash contributions of $250 or 
more with contemporaneous written 
acknowledgement and additional substantiation 
is required for donations of property valued at 
$500 or more.

 Specifically, the filing of the noncash 
contributions form. 

 Why did the IRS take the taxpayers to court on 
this type of deduction?  To prove what?



Personal vs. Business 
Uniforms – Pgs. 611 & 612

Barnes
 Taxpayer was a salesperson for Ralph 

Lauren.
 He was required as a condition of his 

employment to dress in the designer’s 
clothing. 

 He claimed an expense on form 2106 for the 
cost of the clothing that was not reimbursed. 

 The IRS disallowed the deduction on the 
basis that the clothing was suitable for street 
wear.



Personal vs. Business Uniforms –
Continued – Pgs. 611 & 612

 The taxpayer countered that it was a 
provable condition of employment.

 While the Court agreed that he met the 
condition of employment test, the clothing 
was “appropriate for general wear” and, 
therefore, was not a deductible cost. 



Enrolled Agent – Law School 
Tuition – Pg. 612

Santos
 The taxpayer was an enrolled agent and had 

a master’s degree in taxation. 
 He had a practice that provided accounting, 

financial planning, and tax return 
preparation.

 The taxpayer became an attorney and ran a 
practice that incorporated the same features 
as his practice prior to becoming an attorney. 



Enrolled Agent – Law School 
Tuition – Pg. 612 - Continued
 The taxpayer deducted the law school tuition 

and fees on schedule C as education that 
enhanced what he was currently doing.

 The Tax Court disagreed and disallowed the 
deduction holding that the law education 
qualified him for a new trade or business. 



Interest Expense – Title to 
Residence – Pgs. 612 & 613

Jackson
 Taxpayer and a significant other owned a 

residence.
 Taxpayer claimed to have paid the other 

person $1,000 per month in cash as 
interest on the loan on the residence.

 Taxpayer claimed an interest expense 
deduction which was disallowed by the 
IRS.



Interest Expense – Title to Residence 
– Pgs. 612 & 613 - Continued

 In his defense, the taxpayer could produce only 
a letter from the other person to his lawyer 
attesting that the taxpayer made the payments. 

 A form 1098 was issued in the name of the other 
person for the interest on the loan. 

 The Court noted that the taxpayer failed to 
provide any evidence of the taxpayer’s legal or 
equitable interest in the property or proof that 
the interest payments were an obligation of the 
taxpayer. 



Interest Expense – Title to Residence 
– Pgs. 612 & 613 - Continued

 The Court stated that the taxpayer did not 
have a legal or equitable ownership of the 
property or personal liability on the debt. 

 Accordingly, the IRS disallowance of the 
interest expense deduction was 
sustained. 



Net Operating Loss Extension to 
Make Election – Pgs. 614 & 615

CCA 2016-16-009
The IRS has no authority to grant an 

extension of time to file the IRC 172(b)(3) 
election to relinquish the carry back 

period for net operating losses (NOL) that 
was not filed by the extended due date of 

the tax return reporting the NOL.



Sale of Residence – Reduced 
Exclusion of Gain – Pgs. 615 

Letter Ruling 2016-28-002
 The taxpayers purchased a home with two 

bedrooms.
 The second bedroom was used as a home office 

and guest bedroom.
 After the purchase of the residence the wife 

became pregnant. 
 Within 2 years of buying the residence, the 

taxpayers sold it and purchased a larger 
residence.



Sale of Residence – Reduced Exclusion of 
Gain – Pgs. 615 - Continued

 The taxpayers requested permission to use the 
reduced maximum exclusion of gain from the 
sale of the residence. 

 The IRS ruled that the occurrence of unforeseen 
circumstances was the primary reason for the 
sale and that the suitability of the first residence 
materially changed. 

 Accordingly, the taxpayers were permitted to 
exclude the gain on the sale of the first 
residence to the extent allowed by the reduced 
maximum exclusion of gain. 



Sale of Business Interests – Property 
Distribution or Not? – Pgs. 617 & 618

Berlot

The sale of business interests from one 
former spouse to another more than 1 
year after the divorce was not taxable 
because it was incident to the divorce. 



Termination of Life Insurance –
Taxability – Pgs. 618 & 619

Mallory

A constructive distribution from termination 
of a life insurance policy and cancellation 
of a debt against the policy was taxable 

income to the extent the distribution 
exceeded the premium paid for the policy.



Payments to Clergyperson –
Taxable or Not? – Pgs. 619 & 620

White
 Taxpayer claimed that payments made to 

him were excluded from income because 
he signed a document with a church that 
he had formed that stated he was taking a 
vow of poverty. 

 The IRS disagreed stating that the pastor 
had not timely vowed the official vow of 
poverty with the IRS.



Payments to Clergyperson – Taxable 
or Not? – Pgs. 619 & 620 - Continued

 The Court agreed and stated that the 
taxpayer was required to file form 4361 –
Application for Exemption in a timely 
manner which he did not.

 Accordingly, the payments made to the 
pastor were taxable and subject to the 
self-employment tax. 



Information Reporting – Failure to 
File Form K-1 – Pg. 631

PMTA 2016-007

Failing to timely file a schedule K-1 (form 
1041) is subject to a penalty and filing 

schedule K-1 (form 1041) with an incorrect 
taxpayer identification number for a 
beneficiary is subject to a penalty. 



RETIREMENT ISSUES



Funds From One Annuity to Purchase 
Another – Pgs. 632 & 633

Letter Ruling – 2016-25-001

Funds received from one annuity 
that were used to purchase a 

second annuity were not eligible 
for tax-deferred exchange 

treatment. 



Taxability to S Corporation Paid 
to Roth IRA – Pg. 633

Polowniak

Money earned by the taxpayer’s S 
corporation but paid to a Roth 
IRA corporation was taxable 

income to the S corporation and 
subject to the excise tax on 

excess contributions. 



Wife’s Reliance On Husband’s 
Financial Advice – Waiver of Rollover 
Period – Pgs. 635 & 636

Letter Ruling 2016-12-017

The 60 day rollover limitation 
period was waived where the wife 
relied on financial advice from her 

husband. 



Funds Used For Short-Term Loan –
Waiver of Rollover Period – Pg. 636

Letter Ruling 2016-25-022

A waiver of the 60 day rollover 
limitation period was denied 

where the funds were used for a 
short-term loan.



Waiver of 60 Day Rollover 
Requirement – Pgs. 636 & 637

Revenue Procedure 2016-47
 The IRS has announced procedures for 

a taxpayer to claim a waiver of the 60 
day requirement for roll over into a 
plan or individual retirement 
arrangement. 

 This method to claim a waiver is 
through a self-certification procedure.

 The revenue procedure contains a 
model letter to be used for self-
certification.  



Waiver of 60 Day Rollover 
Requirement – Continued – Pgs. 636 & 
637

 Upon receipt of the self-certification 
letter, the plan administrator, IRA 
trustee, custodian, or issuer (“IRA 
trustee”) may rely on the 
certification in accepting and 
reporting the receipt of a rollover 
contribution. 

 The self-certification is subject to an 
audit if the IRS chooses. 



Waiver of 60 Day Rollover 
Requirement – Continued – Pgs. 636 & 
637

 The provision for the self-
certification is an expansion of 
the announcement in the 2003 
procedure that allows the IRS to 
grant a waiver. 



Taxation of Distribution of SEP 
– Pg. 638

Vanernbosch

A distribution of funds from a SEP 
IRA was taxable income to the 

taxpayer who had complete 
control over the funds.



Tax Accounting 



Tangible Personal Property 
Regulations – Filing of Change of 
Accounting – Pgs. 639 & 640

CCA 2016-14-037

The IRS cannot require the taxpayer 
to change its method of 

accounting for a prior year when 
the taxpayer filed a timely form 

3115 for audit protection. 
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