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for audit and accounting engagements

Audit standards are rapidly changing, but there’s a new way to streamline
your audit workflow and bring your audit engagements into the future.
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NEWSLINE

IRS guidance to financial institutions for reporting
required minimum distributions

Notice 2023-23,2023-13 IRB xxx, provides guidance to financial institutions for reporting required
minimum distributions (RMDs) for 2023 because of a change to the RMD rules made by the SE-
CURE 2.0 Act (P.L. 117-328,12/29/2022). (See also IRS GuideWire, 3/7/2023) The SECURE 2.0 Act
(the Act) delayed the required beginning date for RMDs.

Under the Act, IRA owners who turn 72 in 2023 will not have a RMD for 2023 (because the
age with reference to which the required beginning date is determined for those IRA owners
is changed from 72 to 73). Under relief provided in Notice 2023-23, the IRS will not consider
an RMD statement provided to an IRA owner who will turn 72 in 2023 to have been provided
incorrectly if the IRA owner is notified by the financial institution no later than 4/28/2023 that
no RMD is actually required for 2023.
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This article
examines arecent
TaxCourtcase
thatinvolves a
closely heldC
corporation’s
dispute regarding
reasonableness
of executive/
shareholder
compensation tax
deductions. The
court’s discussion
provides practical
guidanceto
private company
owners and to
theirlegal,
accounting, and
other professional
advisers.

Introduction

There are many reasons why valuation analysts,
damages analysts, compensation consultants, and
other professional advisers (collectively, “ana-
lysts”) may be asked to analyze—and opine on—
the reasonableness of the amount of compensa-
tion paid to the executives of a private company
or a not-for-profit institution.

Assessing the reasonableness of executive/
shareholder compensation is a generally ac-
cepted due diligence procedure in the devel-
opment of private company business valua-
tions prepared for many purposes. Analysts
typically “normalize” the private company’s
historical results of operations for amounts
paid to executive/shareholders that are in ex-
cess of what may be considered reasonable
compensation for the actual services provided
to the company.

Assessing the reasonableness of executive
compensation (including non-shareholder ex-
ecutives) is important for (1) a private com-
pany owned by an employee stock ownership
plan (“ESOP”) or (2) a not-for-profit organiza-

tion. Excessive executive compensation pay-
ments may be considered unfair to the ESOP
participants and may decrease the fair market
value of the ESOP-owned sponsor company
stock. Therefore, the ESOP participants, the
ESOP trustee, or the U.S. Department of
Labor may challenge the reasonableness of
compensation paid to ESOP sponsor com-
pany executives.

Not-for-profit organizations (whether in
the health care, education, research, or other
industries) may not pay more than a fair mar-
ket value level of compensation to executives
or professionals. Therefore, the IRS (the “Ser-
vice”), various federal regulatory agencies, and
the respective state attorneys general may chal-
lenge the reasonableness of compensation paid
to executives or professionals employed by
such not-for-profit entities.

Assessing the reasonableness of executive/
shareholder compensation is an important due
diligence procedure when a noncontrolling
shareholder is claiming to have suffered dam-
ages as the result of the actions of the com-

ROBERT F. REILLY, CPA, is a managing director of Willamette Management Associates in Chicago. His practice includes business valuation, forensic
analysis, and financial opinion services. The opinions and materials contained herein do not necessarily reflect the opinions and beliefs of the author’s
employer. In authoring this discussion, neither the author nor Willamette Management Associates, a Citizens Company, is undertaking to provide
any legal, accounting, or tax advice in connection with this discussion. Any party receiving this discussion must rely on its own legal counsel, accountants,
and other similar expert advisors for legal, accounting, tax, and other similar advice relating to the subject matter of this discussion.
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pany’s board of directors or the company’s
controlling shareholder. Such a damages claim
may relate to either (1) shareholder oppression
and breach of fiduciary duty litigation or (2)
dissenting shareholder appraisal rights litiga-
tion.

Also, assessing the reasonableness of execu-
tive/shareholder compensation may be partic-
ularly important in income tax disputes be-
tween the closely held company and the IRS. In
fact, private company owners and their legal
and other tax advisers often look to income-
tax-related judicial decisions for practical guid-
ance related to reasonableness of compensa-
tion issues. The Tax Court recently provided
such judicial guidance in the matter of Clary
Hood, Inc., which is discussed below.

Clary Hood, Inc.

The Tax Court case Clary Hood, Inc. (“the Hood
decision”) involved a dispute between the Service
and a private C corporation taxpayer Clary Hood,
Inc. (“CHI”). The dispute involved the reason-
ableness of executive compensation paid to the
private company chief executive officer/share-
holder Clary L. Hood (“Hood”).

The Hood decision is generally favorable to
the Service, concluding that the taxpayer CHI
owed (1) back income taxes for both tax years
in dispute and (2) an IRC Section 6662 sub-
stantial understatement penalty for one of the
tax years in dispute.

Important to private company owners and
to their professional advisers, the Hood deci-
sion provides a thorough analysis of the so-
called “multifactor approach” to assessing the
reasonableness of executive compensation. In
addition, the Hood decision provides a com-
prehensive discussion of what the Tax Court
found persuasive—and unpersuasive—about
the quantitative analyses, the expert reports,
and the trial testimony of the various testifying
experts in this case.

Summary of the Hood decision. Upon
audit, the Service determined deficiencies in,
and Section 6662 accuracy-related penalties
with respect to, the CHI federal income tax re-
turns for the tax (fiscal) years ending 5/31/2015
and 5/31/2016 (collectively, the “tax years at
issue”). Exhibit 1 summarizes the conclusion of
the Service’s audit of CHI for fiscal years 2015
and 2016.

Although it is only a memorandum deci-
sion, the Hood decision presents a detailed de-
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scription of the decision-making process fol-
lowed by Tax Court Judge Greaves. The Hood
decision presents a thorough discussion of the
factors that the Tax Court considered in assess-
ing the reasonableness of executive/share-
holder compensation for this closely held C
corporation. The decision explains the legal ra-
tionale for the court’s reliance on the multifac-
tor approach. Also, the decision explains the
court’s analysis of each factor within that mul-
tifactor approach.

Therefore, the 3/2/2022 Hood decision pro-
vides recent and meaningful practical guidance
regarding reasonableness of executive com-
pensation tax deduction analyses. This judicial
decision provides such practical guidance to
private company business owners, to tax coun-
sel, to tax accountants, to compensation con-
sultants, and to forensic and other financial an-
alysts who advise private companies regarding
reasonableness of executive/shareholder com-
pensation issues.

Following the trial, the issues to be decided
by the Tax Court were (1) the amount that CHI
may deduct under Section 162(a)(1) as reason-
able compensation paid to its chief executive
officer/shareholder Clary L. Hood during the
tax years at issue and (2) whether CHI was li-
able for the substantial understatement accu-
racy-related penalties under Section 6662(a)
and (b)(2) for the tax years at issue.

For the reasons summarized in the follow-
ing discussion (and comprehensively de-
scribed in the Hood decision), the Tax Court
held that (1) CHI was entitled to deduct no
more than $3,681,269 and $1,362,831 for the
2015 and 2016 tax years, respectively, and (2)
CHI was liable for the Section 6662 substantial
understatement penalty for the 2016 tax year
(but not for the 2015 tax year).

The Hood decision findings of fact. The fol-
lowing discussion summarizes the CHI busi-
ness operations, the responsibilities of Hood as
a CHI employee, and the compensation
amounts paid by CHI to Hood. Most of these
facts were stipulated to at trial by both the tax-
payer and the Service.

Clary Hood as the company founder and
CEO. Judge Greaves made the following im-
portant observation in the Hood decision: “To
understand Clary Hood, Inc., one must first
know Mr. Hood.”

Before the years at issue in this tax dispute,
Hood had dedicated his entire career to the
construction industry, specializing in the con-
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struction industry segments of land grading
and excavation. Hood learned the industry asa
boy from his father, J.E. Hood. J.E. Hood oper-
ated his own land grading business. Upon
graduation from high school in 1967, Hood
joined his father’s company in the land grading
industry segment.

In 1980, Hood founded CHI with his wife,
Gail. Together they served as the CHI sole
shareholders and sole members of the com-
pany’s board of directors. Hood exercised ulti-
mate decision-making control over all of the
CHI operations, from the company’s founding
up through the tax years at issue.

CHI business history and operations. Gen-
erally acting as a subcontractor, CHI concen-
trated on land grading and excavation services
for construction projects in the South Carolina
region. CHI started with two employees and a
collection of used earth-moving equipment val-
ued at less than $60,000. CHI developed into a
150-person company with nearly $70 million in
revenue by the end of its 2016 fiscal year.

For the period 02000 to 2010, the CHI rev-
enue growth was slow and the company profits
were cyclical. During that period, CHI gener-
ated less than $1 million in net income after
taxes in most years. Like many construction
companies in the late 2000s, CHI experienced
financial distress during the “Great Recession”
and sustained three years of operating losses
during its fiscal years ending 5/31/2009 to
5/31/2011.

During those years, CHI survived due to its
reputation and due to the following strategic
decisions over which Hood exercised primary,
if not exclusive, control: (1) conserving cash by
maintaining a low debt profile and not declar-
ing dividends; (2) temporarily reducing em-

ployee pay; (3) withholding Hood’s salary,
when necessary, to ensure that sufficient funds
were available to cover the company payroll
needs; and (4) selling $800,000 of equipment to
offset losses and to supplement cash reserves.

Based on Hood’s executive decision, CHI
changed strategic direction in 2012. CHI
shifted away from one of the company’s largest
and most consistent sources of revenue: site
grading work for Walmart shopping centers
(“Walmart projects”). Between 1999 and 2011,
Walmart project revenue generally accounted
for more than 20% of the CHI annual revenue.

While CHI initially welcomed this steady
stream of revenue, the Walmart projects cre-
ated constraints on the CHI resources for
timely job completion. These constraints re-
duced the CHI ability to pursue more lucrative
grading jobs. It became apparent to Hood that
the grading company needed to shift away
from Walmart projects. In 2011, without seek-
ing input from any other company executives,
Hood notified the Walmart developer’s repre-
sentative that CHI would not engage in any fu-
ture Walmart projects. Ultimately, this risky
management decision would prove very bene-
ficial for CHL

In July 2011, CHI began diversifying its cus-
tomer base by transitioning from retail-related
grading work to industrial and commercial
grading projects. As a result of Hood’s personal
efforts, CHI was placed on the bid list for a siz-
able potential project with a zinc recycling
plant in North Carolina. CHI won that project
bid. Over the next several years, that project
evolved into the largest and most profitable job
in the company’s history, bringing in over $30
million of revenue and a gross profit margin
above 40%.

T TCM 2022-15.

Cozart Packing Co., TCM 1972-175, aff'd, 475 F.2d 1339 (4th Cir.
1973).

INDOPCO, Inc., 503 U.S. 79, 84 (1992).

Martens, 934 F.2d 319, 1991 WL 87160, at *8 (4th Cir. 1991), aff'g
per curiam TCM 1990-42.

Am. Sav. Bank, 56 T.C. 828, 843 (1971).

Lucas v. Ox Fibre Brush Co., 281 U.S. 115, 119 (1930), aff'g Ox
Fibre Brush Co. v. Blair, 32 F.2d 42 (4th Cir. 1929, rev'g 8 B.T.A..
422 (1927).

R.J. Nicoll Co., 59 T.C. 37,50 (1972).

Estate of Wallace, 95 T.C. 525, 553-554, aff'd 965 F.2d 1038
(11th Cir. 1992).

Richlands Med. Ass'n, 953 F.2d 639, 1992 WL 14603, at *2 (4th
Cir.1992), aff'g per curiam TCM 1990-660.

Estate of Wallace, 95 T.C. at 556.
Richlands Med. Ass’n, 1992 WL 14603, at *2.

Mayson Mfg. Co., 178 F.2d 115, 119 (6th Cir. 1949), rev'g and re-
manding a Tax Court Memorandum Opinion dated 11/16/1948).

2
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' E£J. Harrison & Sons, Inc., TCM 2003-239, 2003 WL 21921049,
at *14-*16, aff'd in part, rev'd in part, and remanded on another
issue, 138 F. App'x 994 (9th Cir. 2005).

" Martens, 1991 WL 87160, at *9.
S Medina, TCM 1983-253.

'8 Metro Leasing & Dev. Corp., 326 F.3d 1, 3-4 (Ist Cir. 2003), aff'g
TCM 2001-119, 2001 WL 530694 and 119 T.C. 8 (2002).

' Haffner's Serv. Stations, Inc., 326 F.3d 1,1-3 (st Cir. 2003), aff'g
TCM 2002-38.

'8 Exacto Spring Corp., 196 F.3d 833, 838 (7th Cir. 1999).
" Elliotts, Inc., 716 F.2d 1241, 1245 (9th Cir. 1983), revig TCM 1980-282.

20 pepsi-Cola Bottling Co. of Salina, 61 T.C. 564, 567 (1974), aff'd,
528 F.2d 176,179 (10th Cir. 1975).

2 Beiner, Inc., TCM 2004-219, 2004 WL 2164888.

2 Metro Leasing & Dev. Corp., 2001 WL 530694,

3 Colsen, 54 T.C. 742, 757 (1970), aff'd 445 F.2d 985 (10th Cir. 1971).
24 Menard, Inc., 560 F.3d 620 (7th Cir. 2009), rev'g TCM 2004-207.
25 Exacto Spring Corp., 196 F.3d 833 (7th Cir. 1999).
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EXHIBIT 1

Clary Hood, Inc. — Summary of Results of IRS Audit
Fiscal Year . !ncome Tax Section 6662 Substantial

Deficiency Concluded Understatement Penalty

2015 $1,581,202 $316,240
2016 $1,613,308 $322,662

EXHIBIT 2

Clary Hood, Inc. — Summary of Results of Operations — Fiscal Years Ending 5/31/2000 through 5/31/2016
Facal | Company | g Tiome | (ossbefore | Shareholders | YearEndCash

(Loss) ($) Taxes ($) Equity ($)

2016 68,834,166 22,090,576 14,537,867 31,262,166 15,482,871
2015 44,1M,646 13,879,822 7,088,529 21,742,422 10,059,619
2014 34,074,836 10,008,003 8,271,261 17,419,060 9,434,712
2013 42,830,999 1,755,042 7,427,560 11,965,811 5,024,051
2012 23,680,476 3,738,212 2,308,710 7,112,009 1,172,793
20m 15,575,546 1,072,062 (120,530) 5,478,422 1,234,290
2010 20,605,072 130,997 (589,730) 5,550,877 1,342,332
2009 27,757,113 1,023,856 (390,922) 5,910,615 923,853
2008 38,439,625 5,116,648 2,864,533 6,186,310 1,170,632
2007 25,898,118 3,099,005 1,294,923 4,366,759 647,649
2006 14,936,476 1,615,374 125,617 3,554,653 657,222
2005 22,150,933 2,157,518 981,456 3,476,981 140,955
2004 13,243,547 1,826,002 874,588 2,858,337 293,333
2003 9,332,724 (97,393) (773,222) 2,330,395 137,797
2002 17,590,697 250,363 (896,490) 2,822,055 120,078
2001 25,347,752 1,531,231 (123,607) 3,378,880 342,416
2000 16,366,605 2,235,929 833,116 3,454,137 324,324

REASONABLE EMPLOYEE COMPENSATION
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Also in 2011, one of Hood’s industry con-
tacts enabled CHI to bid on—and win—an-
other large grading project with one of the
Bridgestone plants in Aiken, South Carolina.
That project accounted for nearly $9.5 million
of CHI revenue over the next few years, with
the company earning an overall gross profit
margin of 41%. Around 2014, Hood’s efforts
secured another large grading job, a project for
the Tryon Equestrian Center. By the end of the
2016 fiscal year, that project generated over
$23 million in revenue and $5.4 million gross
profit for the grading company.

The CHI revenue growth and financial per-
formance improved materially after its transi-
tion away from the Walmart projects. This
CHI financial performance improvement is
summarized in the Exhibit 2 financial data for
the CHI fiscal years ending 5/31/2000 to
5/31/2016 (the “review period”).

[tis noteworthy that the amounts in Exhibit
2 (with immaterial exceptions) are the
amounts reported on the CHI federal income
tax returns. That is, the net income amounts
are calculated after the company’s tax deduc-
tion for Hood’s compensation amounts.

It is also noteworthy—particularly to the
Service and to the Tax Court—that CHI never
declared or paid a cash dividend to its share-
holders (i.e., Clary and Gail Hood) at any time
during the review period.

The CHI management structure. Hood
used various management titles with CHI dur-
ing the review period. However, during this
time period, Hood’s executive duties at CHI
were generally the same: (1) oversight of the
company’s equipment fleet (procurement, use,
maintenance, and disposition; (2) hiring, train-
ing, and supervision of mechanics; (3) supervi-
sion and inspection of jobsites; (4) preparation,
review, and approval of job fee estimates and
budgets; (5) submission and negotiation of job
bids; (6) setting employee salaries and bonuses;
and (7) acquisition of bonding for grading
projects.

According to the trial record, Hood rarely
took vacations, and he typically worked be-
tween 60 and 70 hours per week (including
weekends). Hood’s leadership and work ethic
contributed to the CHI revenue growth and
profitability. However, the Hood trial record
indicated that much of the company’s success
was also due to the hard work and dedication
of the other CHI executives: Andy Painter,
Tom Addley, Chris Phillips, Mrs. Gail Hood,

PRACTICAL TAX STRATEGIES . APRIL 2023

and Wesley Hood (“Wesley”), the son of Mr.
and Mrs. Hood.

Like Hood, Wesley joined his father’s con-
struction company right after graduation from
high school. After several years of operating
heavy equipment for the grading company,
Wesley became more involved in the CHI
management. In the 2000s, Wesley became the
CHI president and CEO. However, Wesley de-
cided to leave CHI in 2011.

Painter replaced Wesley as the CHI presi-
dentat the beginning of 2012. Painter typically
worked hours similar to Hood, and Painter
performed the following management func-
tions: (1) preparation of estimates for, and bid-
ding on, prospective jobs; (2) oversight of the
performance of projects; (3) engagement in
business development; and (4) management of
CHI daily operations.

Addley served in a similar capacity to
Painter. Addley worked primarily as an onsite
project manager for CHI, overseeing the per-
formance of projects. In this management
function, Addley typically worked 60 hours per
week and performed the following functions:
(1) assessing equipment and personnel needs,
(2) maintaining client relations at project sites,
and (3) monitoring the need for job modifica-
tions when warranted.

Phillips, a certified public accountant,
joined CHI in 2010 as controller before be-
coming the company’s chief financial officer in
2011. Phillips’ duties at the company included
(1) oversight of CHI finances; (2) review, nego-
tiation, and payment of CHI loans; (3) over-
sight of insurance policies; (4) communication
with bonding agents, banks, lenders, attorneys,
and government agencies; (5) preparation of fi-
nancial statements; (6) oversight of the CHI ac-
counting department; and (7) continual review
and analysis of costs in order to improve the
company’s financial efficiency.

Gail Hood acted as a general adviser to CHI
on equipment needs, project needs, personnel
needs, and financial management. She was also
responsible for personal guaranties to bonding
companies during the review period. Gail
Hood typically worked approximately 10
hours per week during the review period, but
her responsibilities with the company de-
creased in the later end of the review period.

The executive/shareholder compensation
amounts in dispute. There was no written em-
ployment agreement in place between Hood
and the company during the review period.

REASONABLE EMPLOYEE COMPENSATION
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I(Eiél-rllech.Jro?j, Inc. — Compensation Paid to Mr. Clary Hood — Fiscal Years Ending 5/31/2000 through 5/31/2016
For Fiscal Year Hood Salary Hood Bonus Hood Total
(S) ($) Compensation (3)
2016 196,500 5,000,000 5,196,500
2015 168,559 5,000,000 5,168,559
2014 181,538 1,500,000 1,681,538
2013 381,707 1,000,000 1,381,707
2012 21,100 200,000 221,100
20M 83,400 35,000 118,400
2010 132,500 -0- 132,500
2009 130,000 -0- 130,000
2008 130,000 320,981 450,981
2007 130,000 221,685 351,685
2006 131,000 242,000 373,000
2005 130,000 1,000 131,000
2004 130,000 -0- 130,000
2003 127,337 -0- 127,337
2002 130,813 -0- 130,813
2001 130,000 107,000 237,000
2000 130,000 122,000 252,000

The CHI board of directors, which was com-
prised solely of Clary and Gail Hood, set the
amount of Hood’s annual compensation, in-
cluding bonuses. Although they generally so-
licited and accepted the advice of the CHI in-
dependent accountants, Clary and Gail Hood
did not use any type of formula in setting
Hood’s compensation amounts during the re-
view period—except during the tax years at
issue.

REASONABLE EMPLOYEE COMPENSATION

During the review period, Hood received
from CHI the amounts presented in Exhibit 3.
CHI reported these amounts as employee
compensation deductions on its federal in-
come tax returns.

Based on the CHI agreement with its bond-
ing companies, Clary and Gail Hood agreed to
personally guarantee any claim the bonding
companies may have had against CHI during
the review period for amounts beyond the
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EXHIBIT4

Clary Hood, Inc. — Compensation (Other than Bonuses) Paid to Senior Executives
— Fiscal Years Ending 5/31/2010 through 5/31/2016

For Fiscal Andy Painter Tom Addley Gail Hood Com- | Chris Phillips Wesley Hood
Year$ Compensation $ | Compensation $| pensation$ | Compensation $ [ Compensation $
2016 233,654 233,654 104,800 114,900 52,000
2015 191,500 191,500 85,546 74,000 52,000
2014 178,646 178,646 56,480 52,083 52,000
2013 113,907 113,907 26,000 51,454 3,000
2012 -0- -0- 24,220 50,824 20,520
20m -0- -0- 23,680 23,400 164,080
2010 -0- -0- 26,500 19,600 157,000
EXHIBIT 5

Clary Hood, Inc. — Bonus Amounts Paid to Senior Executives — Fiscal Years Ending 5/31/2013 through 5/31/2016

For Fiscal Andy Painter Tom Addley Gail Hood Chris Phillips
Year$ Bonus $ Bonus $ Bonus $ Bonus $
2016 100,000 80,000 -0- 60,000
2015 40,000 40,000 -0- 30,000
2014 30,000 30,000 -0- 25,000
2013 25,000 25,000 -0- 25,000

company’s ability to pay ('surety bond guar-
anties’). Hood also agreed to personally guar-
antee payment of some of the CHI business
loans, credit lines, and capital leases during the
review period (“debt guaranties”).

In addition, CHI lent money to—and ex-
tended credit to—Hood and to some of his
other business ventures during the review pe-
riod. Before the tax years at issue in the dispute,
CHI never compensated Hood (or Mrs. Hood)
for the debt guaranties or for the surety bond
guaranties.

In fall 2014, Phillips first discussed the issue
of Hood’s compensation with the CHI inde-
pendent accountants at the Elliott Davis, LLC
(“Elliott Davis”) accounting firm. Phillips be-
lieved that Hood had been undercompensated
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in prior years. Phillips sought professional ad-
vice on how to develop the compensation for
Hood on a going-forward basis. Jeff Greenway,
an audit partner at Elliott Davis, sent Phillips a
summary of salary surveys. That summary in-
cluded data from a PAS, Inc. ("PAS”) survey
and a 2010 Construction Financial Managers
Association survey. Using this information,
Phillips developed preliminary calculations to
determine the amount that CHI had under-
compensated Hood during the review period.

Phillips, Hood, Greenway, and Stacy Stokes,
a tax partner at Elliott Davis, discussed Hood’s
compensation situation during a fiscal year-
end business meeting in May 2015. They all
agreed that (1) Hood was undercompensated
during the review period and (2) Hood de-
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served a bonus in the amount of $5 million
pending a follow-up compensation analysis.

The $5 million catch-up bonus amount was
supported by an Excel spreadsheet (“the com-
pensation due spreadsheet”) developed by
Phillips. The compensation due spreadsheet
presented a financial model with (1) the CHI
income statements for each year of the review
period through 5/31/2015, (2) Hood’s annual
compensation for each of those years accord-
ing to the CHI federal income tax returns, and
(3) aseries of items for each year labeled “Clary
Hood Calculated Compensation.”

The “Clary Hood Calculated Compensa-
tion” items included the following: (1) a base
salary beginning with $200,000 for the tax year
ending 5/31/2000, then increasing 5% annu-
ally; (2) an annual bonus amount of 20% of
profits before taxes; (3) an annual fee of
$100,000 for bonding guaranties; and (4) an
annual debt guaranty fee equal to approxi-
mately 1% of the debt and capital leases per-
sonally guaranteed by Hood.

The compensation due spreadsheet also in-
corporated data from the Greenway-provided
salary surveys. Following the May 2015 meet-
ing, Stokes provided Phillips with additional
research on the topic of reasonable executive
compensation. Stokes also modified the com-
pensation due spreadsheet. Stokes added line
items below the income statements, including
a “Total Equity” figure and a “Return on Equity
for the Year” calculation for each year during
the review period.

Based on these inputs and calculations, the
financial model concluded a proposed $5 mil-
lion catch-up bonus amount for Hood.

The CHI board of directors met on
5/21/2015. The CHI board approved $5 mil-
lion as a catch-up bonus payment to Hood for
its 2015 tax year (“the 2015 amount”) described
as “backpay compensation.”

In support of this catch-up bonus amount,
the CHI board minutes described the follow-
ing prior services rendered by Hood during the
review period: (1) navigating CHI through “the
loss of a president and long-time vice president
in 20117; (2) deciding “to change direction of
the [cJompany away from ‘big box’ grading
work to more industrial grading opportuni-
ties”; (3) “[d]ealing [with] and reacting to the
most severe recession faced by the [cJompany
in 2009-20117; (4) “personally guaranteeing
most or all of the [cJompany debt, capital
leases, and credit lines since inception”; (5) act-
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ing as the “[p]ersonal guarantor to the [c]Jom-
pany’s bonding company since inception”; (6)
“[plroviding a steadying influence to both cus-
tomers, vendors, and, most importantly, em-
ployees”; (7) “leading the [cJompany by being
prudent in seeking job opportunities and the
purchasing of equipment necessary to handle
the [c]Jompany’s emergent work opportuni-
ties”; (8) “personally overseeing that equip-
ment used by Clary Hood, Inc. on job sites met
or exceeded expectations in the performance
of the job™; and (9) “managing and leading the
[c]Jompany over the most profitable four year
run in its existence.”

Listing exactly the same reasons, the CHI
board approved another $5 million as a catch-
up bonus payment to Hood on 5/20/2016 (“the
2016 amount”).

It is noteworthy that Hood personally set the
salaries and bonuses for all CHI officers and per-
sonnel on an individual basis. For the fiscal years
ending 5/31/2010 through 5/31/2016, CHI paid
its officers and other executive employees (other
than Hood) the amounts presented in Exhibit
4—amounts that it characterized as compensa-
tion expense (excluding bonuses).

For the fiscal years ending 5/31/2013
through 5/31/2016, CHI also paid its officers
and other executive employees (other than
Hood) additional amounts—amounts that it
characterized as bonuses. These annual bonus
payment amounts are presented in Exhibit 5.

Notice of deficiency and filing of the Tax
Court petition. Following an audit of the CHI
federal income tax returns, the Service issued a
notice of deficiency for the tax years at issue.
The notice of deficiency concluded that por-
tions of Hood’s compensation paid for the tax
years at issue exceeded reasonable compensa-
tion amounts under Section 162(a)(1). The
Service disallowed the deduction for these al-
leged excess (greater than reasonable amount)
compensation payments.

The Service allowed $517,964 of the
$5,711,105 total amount CHI reported as com-
pensation for Hood for the 2015 tax year and
$700,792 of the $5,874,585 total amount CHI
reported as compensation for Hood for the
2016 tax year. The Service’s notice concluded
total deficiencies of $1,581,202 and $1,613,308
for the 2015 and 2016 the tax years, respec-
tively.

The Service’s notice also included accuracy-
related penalties under Section 6662 for under-
payments due to the substantial understate-
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ment of income tax of $316,240 and $322,662
for the 2015 and the 2016 tax years, respec-
tively.

In response to the Service’s notice of defi-
ciency, CHI filed a petition with the Tax Court,
disputing (1) the disallowed compensation
amounts and (2) the Section 6662 substantial
understatement penalties.

The Tax Court’s opinion. The Tax Court mem-
orandum opinion provides a fulsome discussion of
the court’s analysis of the factors affecting the rea-
sonableness of Hood’s executive compensation
(and of CHI's income tax deduction). First, the de-
cision addressed the issue of why the taxpayer CHI
had the burden of proof in the Hood matter.

Burden of proof. Not surprisingly, the Tax
Court concluded that (1) the Service’s determi-
nations set forth in its notice of deficiency are
generally presumed to be correctand (2) the tax-
payer (in this case, CHI) bears the burden of
proving that the determinations are in error.
Specifically, the Hood decision mentions Cozart
Packing Co.,? which applies this presumption to
a reasonable compensation determination. Cit-
ing INDOPCO, Inc.;?* the Hood decision states
the rule that the taxpayer bears the burden of
proving entitlement to any deduction claimed.

After addressing the initial burden of proof
issue, the Hood decision systematically de-
scribed the relevant issues related to a reason-
ableness of executive/shareholder compensa-
tion analysis.

Reasonableness of
executive/shareholder
compensation tax deductions
Tax deduction requirements under Section 162(a).
CHI, a C corporation, is subject to federal income
tax on its taxable income, which is its gross income
less allowable deductions. Under Section 162, a
corporation may deduct all the ordinary and nec-
essary expenses paid or incurred during the taxable
year in carrying on any trade or business. Such ex-
penses include a reasonable allowance for salaries
or other compensation; for example, bonuses or for
personal services actually rendered. Whether the
compensation payments are reasonable and purely
for services is a question of fact to be determined
based on all the facts and circumstances of each
particular case. In its discussion of the facts and cir-
cumstances criteria, the memorandum decision
cited Martens® and American Savings Bank.®
Since it was an issue in the Hood matter, it is
noteworthy that an employer may deduct
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compensation paid to an employee in a year al-
though the employee may have performed the
services in a prior year. To support this propo-
sition, the Hood decision cited Lucas v. Ox
Fibre Brush Co.¢and R.J. Nicoll Co” However,
the employer has to show that (1) the employee
was not sufficiently compensated in the prior
year and (2) the current year’s compensation
was in fact paid to compensate for that under-
payment. To support this proposition, the
Hood decision cited Estate of Wallace.®
The Hood decision specifically stated:

Another consideration is whether the employee
was also a shareholder of the corporation. Where
officer-shareholders are in control of a closely held
corporation and set their own compensation, careful
scrutiny is required to determine whether the alleged
deductible compensation is in fact a nondeductible
dividend.

In this regard, the Hood decision cited
Richlands Medical Association® and Estate of
Wallace®

The multitactor approach to assessing the
reasonableness of compensation. The Tax
Court recognized that the U.S. Court of Ap-
peals for the Fourth Circuit, the appeals court
to which an appeal of the Hood matter would
be made, requires consideration of multiple
factors in determining reasonable compensa-
tion (the so-called “multifactor approach”).
These multiple factors include the following:
the employee’s qualifications; the nature, ex-
tent, and scope of the employee’s work; the size
and complexities of the business; a comparison
of salaries paid with gross income and net in-
come; the prevailing general economic condi-
tions; comparison of salaries with distributions
to stockholders; the prevailing rates of com-
pensation for comparable positions in compa-
rable concerns; and the salary policy of the tax-
payer as to all employees. In its discussion of
this multifactor approach, the Hood decision
cited Richlands Medical Association.”

In the context of a private corporation with
a limited number of officers, additional rea-
sonableness of compensation factors to con-
sider may include (1) the amount of compen-
sation paid to the particular employee in the
previous years (as considered in Mayson Man-
ufacturing Company”) and (2) any personal
guaranties of debts or other obligations of the
corporation (as considered in E.J. Harrison &
Sons, Inc.®).

In the application of the multifactor ap-
proach, no single factor is considered to be de-
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cisive. Instead, the trial court may consider and
weigh the totality of the factors and circum-
stances when making its decision (as in
Martens"). In doing so, the trial court may find
certain factors less relevant or helpful than
other factors when considering the factors nec-
essary to reach a reasonableness of compensa-
tion conclusion (as in Medina®).

The independent investor test. Some federal
courts have applied the so-called independent
investor test to analyze the reasonableness of
private company executive/shareholder com-
pensation. Some of the judicial decisions that
applied the independent investor test include
(1) Metro Leasing & Development Corpora-
tion®™ (noting that the independent investor
test is one of several factors that may be consid-
ered in analyzing the reasonableness of execu-
tive/shareholder compensation); (2) Haftner’s
Service Stations, Inc.” (rejecting the independ-
ent investor test as the only test and instead ap-
plying a multifactor approach with considera-
tion of the taxpayer company’s profit and
return on equity); and (3) Exacto Spring
Corp.™ (relying primarily on the independent
investors test).

Under this independent investor test of rea-
sonable executive/shareholder compensation,
the court typically considers, “whether an inac-
tive, independent investor would be willing to
compensate the employee as he was compen-
sated” (see Elliotts, Inc.®).

In the Hood matter, CHI asked the Tax
Court to follow the independent investor test in
determining whether the compensation paid to
Hood in the tax years at issue was reasonable.
At least one Court of Appeals has accepted the
independent investor test in a reasonableness of
compensation dispute. However, the Hood de-
cision noted that the U.S. Court of Appeals for
the Fourth Circuit has not adopted any version
of the independent investor test.

In addition, the Hood decision noted that
the Tax Court generally applies the multifactor
approach unless a case is appealable to a Court
of Appeals which has expressly applied the in-
dependent investor test. See, for example, (1)
Pepsi-Cola Bottling Co. of Salina® (noting that
it is “well settled” that the Tax Court should
consider the multifactor approach in reason-
able compensation cases); (2) Beiner, Inc? (re-
fusing to apply the independent investor test
exclusively by finding comparative industry
salaries the most relevant factor in that case;
and (3) Metro Leasing & Development Corpo-
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ration® (concluding that it was not “appropri-
ate to rely solely on the independent investor
test to reach our findings and/or holding”).

Therefore, in the Hood matter, the Tax
Court concluded that it should apply the mul-
tifactor approach to determine the reasonable-
ness of the compensation paid to Hood. That
conclusion was based on the precedent of the
Tax Court and, more importantly, based on the
precedent of the U.S. Court of Appeals for the
Fourth Circuit (see Golsen®).

The Tax Court analysis

of Hood's compensation

In the judicial decision, Judge Greaves specifically
mentioned “There is no doubt that Mr. Hood is the
epitome of the American success story.” In the
Hood matter, the parties did not dispute that Hood
was entitled to some degree of additional compen-
sation for the prior services he rendered as a CHI
employee during portions of the review period.

It is not the responsibility of either the Tax
Court or the Service to substitute its business
judgment for that of the CHI board as to the
setting of the appropriate amount of an em-
ployee’s compensation. However, it is the re-
sponsibility of the Tax Court to examine the
extent to which that compensation may be de-
ducted for federal income tax purposes. That is
because, as even CHI management recognized,
limits do exist as to what may be reasonably de-
ducted as compensation expense.

From a federal income tax perspective, the
Service challenged whether the increase in
Hood’s compensation in the 2015 and 2016
CHI fiscal years constituted (1) deductible em-
ployee compensation or (2) a means of drain-
ing corporate profits through a disguised divi-
dend. For the reasons concluded from each of
the factors described below, the Tax Court held
that CHI could not deduct the full amount of
compensation paid to Hood. Based on the
court’s assessment, CHI failed to adequately
establish how the entire amount was both rea-
sonable and paid solely as compensation for
Hood’s services to CHI during the review pe-
riod.

Hood’s background and qualitications. An
employee’s superior qualifications for his or
her position may justify high compensation.
With over 50 years of relevant work experi-
ence, Hood had substantial knowledge and ex-
perience in both managing and performance
grading and excavation work. In addition,
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Hood had developed an excellent reputation in
his market. The court recognized that Hood’s
reputation allowed CHI to compete for, and
win, subcontracting jobs.

The nature, extent, and scope of Hood'’s
work. An employee’s position, duties per-
formed, hours worked, and general impor-
tance to the private corporation’s success may
justify high compensation. The court recog-
nized that Hood was the key employee and
driving force since the company’s inception.
Hood managed and built up the CHI business,
solicited and obtained grading jobs, and super-
vised all work performed.

In addition, Hood made the executive deci-
sions (1) to sever business dealings with Wal-
mart and (2) to transition to the commercial
and industrial market sectors, a decision which
led to the CHI financial success.

The size and complexity of the CHI busi-
ness operations. Courts may consider the size
and complexity of a taxpayer’s business when
deciding the reasonableness of compensation
paid to its executive/shareholders.

During the review period, CHI experienced
exceptional growth in terms of both employees
and revenue. The CHI workforce increased
from approximately 80 to 150 employees. Also,
the CHI annual revenue increased from as low
as $9 million in 2003 to over $68 million by
2016. The Hood decision noted, “Even if we
were to assume that land excavation and grad-
ing does not require substantial scientific or
technical knowledge, petitioner’s work is more
complex than that of a general construction
company.”

CHI specialized in the land grading and ex-
cavation sectors of the construction industry.
This industry sector requires performance of
the following services at exacting specifica-
tions: earth excavation, site clearing and grad-
ing, storm drainage, installation of water sys-
tems, installation of curbs and gutters,
landscaping, and irrigation services.

As a result of Hood’s contributions, CHI
created a niche in that specialty segment by (1)
competing in a cost-effective manner and (2)
developing an excellent reputation in its mar-
ket.

Comparison of Hood'’s compensation to the
CHI income. Although it is often helpful for an-
alysts to measure executive/shareholder com-
pensation as a percentage of both gross receipts
and net income, the net income analysis is typ-
ically considered to be more important. This is
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because the net income analysis more accu-
rately gauges whether a private company is dis-
guising the distribution of dividends as com-
pensation. A taxpayer’s pattern of attempting to
distribute a significant portion of its pretax net
income as deductible executive/shareholder
compensation may indicate that the private
company is disguising dividends as compensa-
tion. That said, no particular ratio between ex-
ecutive/shareholder compensation expense
and gross or net taxable income is a prerequisite
for a determination of reasonableness.

In the instant case, CHI paid approximately
42% and 26% of its pretax income to Hood as
compensation in its 2015 and 2016 fiscal years,
respectively. In the Hood matter, the Tax
Court did not find those percentages to indi-
cate an egregious pattern of disguised divi-
dends.

The prevailing economic conditions. The
prevailing economic conditions may help to de-
termine whether the success of a business is at-
tributable to the efforts and business acumen of
the executive/shareholder, as opposed to being
attributable to the general trends in the econ-
omy. Adverse economic conditions, for exam-
ple, tend to indicate that an executive/share-
holder’s skill was important to a private
company that increased in size during bad eco-
nomic years.

In the instant case, the CHI annual revenue
increased from approximately $16 million to
over $68 million during the review period.
Greenway, a CPA with extensive experience in
the construction industry, offered testimony at
the Hood trial that the CHI success, at least in
the post-Walmart era, was due to factors other
than general economic conditions.

Attrial, Greenway testified that CHI was his
most profitable construction client between
2013 and 2016. Even the Service’s testifying ex-
pert provided confirmation of this view. The
Service’s testifying expert placed the CHI per-
formance in the upper quartile of its industry
peers for the post-Walmart era. During that
time period, CHI attained its most profitable
jobs through Hood’s direct involvement.

At trial, Hood testified that the CHI poorest
performance years were predominantly attrib-
utable to years of national economic contrac-
tions. At trial, Hood testified that many of the
CHI competitors went out of business during
these economic downturns. Hood, on the
other hand, took active measures as CEO to
ensure the CHI survival during such economic
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downturn periods. Those measures included
(1) selling equipment; (2) reducing employee
compensation, including Hood’s own com-
pensation; and (3) conserving financial re-
sources.

Comparison of Hood’s compensation with
distributions to stockholders. It is not a legal
requirement for a private corporation to pay
dividends. Also, private company shareholders
are often content to enjoy the appreciation in
the value of their stock that arises through the
retention of company earnings. However, a
complete absence of dividends to shareholders
may result in an inference that some of the
compensation paid to an executive/share-
holder represents a distribution of profits.

CHI was profitable during the review period,
especially in the tax years at issue. Nonetheless,
CHI never declared or paid a cash dividend.

With regard to this dividend distribution
factor, the Hood decision states, “Some of peti-
tioner’s claimed reasons for not doing so, e.g.,
to meet working capital needs during the Great
Recession and maintain a competitive edge
through strong balance sheets, are certainly
persuasive when considering tax years such as
2010 in which business was slow and capital
needs were high. These reasons, however, can
be carried only so far before they start to lose
their appeal after taking into account (1) Mr.
Hood’s decision, as controlling shareholder of
petitioner, to defer monetary recognition
through a dividend for his investment of the
entire 16-year review period and (2) peti-
tioner’s decision to not recognize those defer-
rals through a dividend but instead reward Mr.
Hood exclusively through a purported bonus
after it had acquired sufficient capital and cash
in the years at issue to do so.”

Prevailing compensation rates for compara-
ble positions at comparable concerns. In decid-
ing whether compensation paid to an execu-
tive/shareholder is reasonable, analysts often
compare it to compensation paid to persons
holding comparable positions in comparable
companies. Federal courts frequently place great
emphasis on this comparative analysis factor.

In assessing this factor in the Hood matter,
the Tax Court considered the testimony of the
parties’ testifying experts. In its decision, the
Tax Court noted this principle: “As trier of fact,
we are not bound by the opinion of any expert
witness and will accept or reject expert testi-
mony, in whole or in part, in the exercise of
sound judgment.”
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The Samuel Kursh expert testimony. CHI
offered the expert testimony of Samuel Kursh
of BLDS, LLC (“BLDS”), an economic consult-
ing firm. Kursh is an economist and BLDS
principal whose experience includes corporate
finance and market database analysis, as well as
return on equity calculations.

The Kursh expert report (“the BLDS re-
port”) indicated that Kursh wrote the report in
conjunction with his colleague Dr. Brett Mar-
golin.

The Hood decision concluded that “Mr.
Kursh’s knowledge as to the report’s content,
supporting data, and calculations was materi-
ally lacking.” At trial, Kursh admitted that
Margolin would be better suited to answer
basic questions regarding the BLDS report de-
spite the fact that Margolin was not presented
as a witness at the trial.

Regarding this expert’s report, the Tax
Court also concluded, “The BLDS report also
lacked necessary supporting calculations and
did not include all underlying data, leaving us
unable to verify the veracity of its findings and
conclusions.”

In addition, the Tax Court commented that
“The BLDS report additionally rested on nu-
merous dubious assumptions. Perhaps most
egregious, the BLDS report crudely compared
the performance of petitioner, a private re-
gional specialty construction firm, to that of
dissimilar public companies such as the multi-
national conglomerate Caterpillar, Inc., with
little attempt at adjusting for the obvious and
stark differences between such companies.”

Finally, with regard to the Kursh analysis,
the Tax Court concluded that “the BLDS re-
port focused on the independent investor test,
which we do not find to be controlling.”

The Theodore Sharp expert testimony. At
trial, CHI also offered the expert testimony of
Theodore Sharp, a senior partner at the man-
agement consulting firm Korn Ferry. Sharp isa
member of the Korn Ferry Executive Pay and
Governance group and specializes in compen-
sation-related issues, including executive com-
pensation benchmarking. At trial, Sharp testi-
fied that he reviewed and agreed with his
written expert report (“the Korn Ferry report”),
but Sharp acknowledged that he had not writ-
ten it. The Korn Ferry report consisted of ap-
proximately one dozen PowerPoint slides in
bullet-point format.

The Tax Court had the following observation
regarding this expert’s work: “As with the BLDS
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report, supporting calculations used to reach
key findings and conclusions were conspicu-
ously absent from the report and underlying
data sources were not adequately disclosed.”

The Tax Court also expressed serious con-
cerns about the soundness of the assumptions in
the Korn Ferry report. For example, the Korn
Ferry report relied on compensation survey data
for companies with up to $500 million in annual
revenue. The expert report attempted to offset the
disparity with the CHI revenue size by applyinga
20% “discount” to the data. The Korn Ferry report
explained (and Sharp confirmed at trial) that this
percentage was not supported by any empirical
data but was selected “based on our experience
working with similarly sized companies.”

The Tax Court also commented that, “The
external compensation survey data relied upon
in the Korn Ferry report was materially lacking
in completeness as well.”

Finally, with regard to this taxpayer expert
witness, the Tax Court concluded, “We therefore
afford Mr. Sharp’s testimony little to no weight.”

The David Fuller expert testimony. At trial, the
Service offered the expert testimony of David
Fuller. Fuller is the founder of Value, Inc. In his
role at Value, Inc, Fuller provides financial and
valuation consulting services to corporate clients
in various industries, including the construction
industry. His practice areas include valuation
opinions for financial and tax reporting purposes.
Also, Fuller routinely provides advice to compa-
nies on the issue of executive compensation.

Fuller’s expert report (“the Fuller report”) ac-
counted for all known amounts of compensation
paid to Hood during the review period. Also, the
Fuller report contained detailed disclosures of
the data sources relied upon, the methodologies
applied, and the supporting calculations. The
data that Fuller analyzed included the entire 17-
year review period. Fuller compared the CHI
performance against data supplied by the Risk
Management Association (“RMA”) survey serv-
ice for site preparation contractors, using the
CHI annual asset size and revenue size.

The Fuller report placed CHI in annual
quartiles in each year based on the company’s
performance against the RMA data. Then, the
Fuller report examined officer compensation
as a percentage of revenue within the respec-
tive annual performance quartile. As part of his
analysis, Fuller observed compensation data
for executive/shareholders in the construction
industry from the survey service PAS. And,
Fuller also applied the multifactor approach.
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In terms of financial metrics, Fuller con-
cluded that CHI was a lower quartile perform-
ing business from 2000 through 2011, a me-
dian performing business in 2012, and an
upper quartile performing business from 2013
through 2016. Fuller assigned lower quartile
wages for a board chairman to Hood for 2000
to 2011, average wages for a board chairman to
Hood for 2012, and the highest level of com-
pensation (i.e., the 99th percentile) for a board
chairman to Hood for 2013 through 2016.
Fuller also concluded that elective undercom-
pensation by a company owner is not dissimi-
lar to a loan to the company. Therefore, Fuller
calculated interest each year on Hood’s calcu-
lated undercompensation.

The Fuller report contained two opinions.
In the first opinion (“the primary opinion”),
Fuller concluded reasonable compensation for
Hood to be $3,681,269 for the 2015 tax year
and $1,362,831 for the 2016 tax year. As part of
this determination, Fuller included compensa-
tion to Hood for the surety bond guaranties.

The second opinion (“the alternative opin-
ion”) excluded compensation for the surety
bond guaranties. This is because Fuller noted
that the PAS survey may have already included
such guaranties in the construction industry
data for a company board chairman. The alter-
native opinion ultimately concluded reason-
able compensation for Hood to be $2,202,063
for the 2015 tax year and $1,314,500 for the
2016 tax year.

CHI disagreed with Fuller’s opinion and
asked the Tax Court to reject Fuller’s report in
its entirety. One of the principal reasons that
CHI presented to justify its request is the allega-
tion that the Fuller report was “statistically in-
valid.” This allegation was because Fuller used
data from the RMA and PAS survey services.

The Tax Court noted that the CHI expert
witness Sharp admitted there is no such thing
as “perfect data” when it comes to executive
compensation. The Tax Court did not find
these data services to be intrinsically defective
or inappropriate for the purposes at hand. The
court noted that the CHI other expert witness,
Kursh, also relied on RMA data in the BLDS
report. Also, the CHI independent accountant,
Greenway, used PAS survey data, which the
CHI CFO had found to be “helpful.”

Accordingly, the Tax Court concluded,
“Therefore, while such benchmark data may
not be as statistically exacting as petitioner
would like, petitioner did not provide satisfac-
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tory countervailing evidence through its expert
witness that would credibly support a greater
allowable amount. In this absence, we are left
looking to Mr. Fuller’s report as the most cred-
ible and complete source of data, analyses, and
conclusions in the record regarding what sim-
ilar companies might be willing to pay Mr.
Hood on petitioner’s facts.”

Did Hood provide extraordinary or unique
services? At trial, CHI claimed that Hood’s role
in the company’s growth and success should be
seen as extraordinary or unique such that the
Tax Court should place less reliance on indus-
try comparisons.

In response to this taxpayer position, the Tax
Court concluded, “We agree with petitioner that
Mr. Hood is extraordinarily talented in his in-
dustry and that perhaps few other individuals
could have achieved similar results for peti-
tioner during the later years of the review pe-
riod. However, petitioner fails to appreciate that
these considerations were taken into account in
the expert witnesses’ reports. Mr. Fuller’s report
specifically placed petitioner’s performance in
the highest tier group of its comparable industry
peers for years 2013 to 2016. Accordingly, we see
no reason to discount reports that already suffi-
ciently factor in Mr. Hood’s extraordinary con-
tributions to petitioner.”

The CHI salary policy as to all other employ-
ees. Certain federal courts have considered
salaries paid to other employees of a private com-
pany in deciding whether executive/shareholder
compensation is reasonable. In the Hood matter,
the Tax Court also looked to this factor to deter-
mine whether Hood was compensated differ-
ently from the other CHI employees solely be-
cause of his status as a shareholder.

CHI had no structured system in place for
the setting of its nonshareholder employee
compensation. Hood personally set the salary
and the bonus amounts of other employees and
officers. At trial, Hood testified that he based
these decisions on his own subjective belief as to
the individual’s “work records,” “ability to get
along with people,” and “pride in the company.”

Hood’s salary and bonus in the tax years at
issue represented almost 90% of the total
amount of compensation that CHI paid to its
officers, despite the fact that nonshareholder
officers such as Painter and Addley worked
nearly the same number of hours as Hood and
shared many of Hood’s responsibilities.

CHI had no agreement in place with Hood
regarding his compensation. Instead, Hood’s
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compensation during the review period was set
by him along with his wife in their roles as the
CHI board of directors. Therefore, the court
examined the specific circumstances sur-
rounding the setting of Hood’s compensation
in the tax years at issue.

The 2015 compensation amount. The 2015
bonus amount was initially proposed at the
May 2015 meeting by Phillips, Hood, and the
CHI external advisers at Elliott Davis in which
the meeting participants tentatively agreed on
a bonus amount of $5 million for Hood. In ar-
riving at this bonus amount, CHI and its advis-
ers had the advantage of knowing its antici-
pated year-end profits for the 2015 tax year.
The 2015 tax year was expected to be the most
successful year in its corporate history. Despite
the fact that CHI never paid Hood a dividend,
the company continued with its plan to award
Hood a lump sum bonus.

CHI also used its own performance as a
proxy for Hood’s performance with the board
minutes citing only overarching contributions
by Hood to the company during the review pe-
riod. There was no attempt in the board min-
utes to value or quantify the specific services
rendered by Hood during the review period
(other than his debt guaranties).

In the Hood decision, the Tax Court con-
cluded, “Such a comparison may make sense
for a one-man enterprise; however, petitioner
employed dozens of hardworking employees
during the review period and conceded that
the company’s growth during this time could
not be tied exclusively to Mr. Hood’s efforts.”

CHI did not provide evidence at trial to sup-
port what portion of the company’s growth
should reasonably be attached to each of the
various services, including possible values
thereof, rendered by Hood during the review
period. In addition, CHI did not provide evi-
dence at trial to distinguish between (1) the
services provided by Hood during the review
period and (2) the services provided by the
company’s other officers and employees.

In addition, the Tax Court provided the fol-
lowing observation in the Hood decision with
respect to the 2015 bonus amount:

Finally, and perhaps most telling, there was Mr.
Hood’s testimony during trial. When asked why he
considered it acceptable to take a significant amount
of money out of the company starting in the 2015 tax
year despite his reluctance to do so in the past, Mr.
Hood admitted that he was aware that he needed to
start making necessary preparations from an “income
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tax” perspective in “getting money out of " the company
in anticipation of “a changing of the guard.”

The 2016 compensation amount. In award-
ing Hood the 2016 bonus amount, CHI acted
under the awareness that, on the basis of its
preliminary financials, its 2016 fiscal year was
to be even more profitable than its 2015 fiscal
year. Nevertheless, the CHI board again chose
not to declare a dividend. Instead, the CHI
board rewarded Hood exclusively through an-
other $5 million bonus, reciting the same un-
derlying rationale it provided for the 2015
amount. In addition, CHI made no attempt to
explain why the 2015 bonus amount had been
insufficient catch-up compensation for Hood’s
prior services during the review period.

The Tax Court noted that the trial record did
not indicate that (1) when it awarded Hood the
2015 bonus amount, the CHI board believed
that Hood remained undercompensated or (2)
additional catch-up compensation may be war-
ranted in the future for these prior services.

In the Hood decision, the Tax Court noted
that, “Petitioner nevertheless attempts to dis-
tinguish its legal effect by asking us to apply
Reg. 1.162-7(b)(2) to a portion of the 2016
amount. This regulation provides that if con-
tingent compensation is paid under a free bar-
gain between an employer and employee be-
fore the services are rendered, then the
purported compensation amount should be al-
lowed as a deduction even though it may be
greater than what may ordinarily be paid.”

In the Hood decision, the Tax Court also
noted that, “There is little to no evidence that a
bargain as envisioned under this regulation ex-
isted between petitioner and Mr. Hood with re-
spect to any portion of the 2016 amount.” That
is, no written management services agreement
outlining an understanding between CHI and
Hood existed regarding Hood’s potential total
compensation for the 2016 tax year. Also, CHI
did not establish that its board of directors con-
sidered any part of the 2016 bonus amount at
the May 2015 meeting, that is, before the com-
mencement of Hood’s 2016 performance.

Analysis of Hood’s prior compensation
amounts. Where a large salary increase is an
issue (as in the Hood matter), it may be helpful
for the analyst to compare past and present du-
ties and salary payments. Such a comparison
may help the analyst determine whether and to
what extent the current payments represent
compensation for services performed in prior
years that can be currently deductible.
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Hood’s total compensation increased over
300% in the CHI 2015 fiscal year, its most prof-
itable year to date. Nonetheless, there was no cor-
responding increase in Hood’s duties or respon-
sibilities in that year. According to the CHI
corporate minutes, the stated justification for this
increase is that Hood was undercompensated in
prior years. In the Hood decision, the Tax Court
addressed this issue as follows: “While we do not
disagree that Mr. Hood was undercompensated
in certain years of the review period, this does not
entitle petitioner to carte blanche in deducting
Mr. Hood’s backpay bonus amount.”

In addition, the Tax Court expressed con-
cern that CHI did not sufficiently demonstrate
through reliable means how the full amount of
each of the 2015 and the 2016 bonus amounts
was proportionate in value to each of the past
services allegedly rendered by Hood.

Hood’s personal guaranty of the CHI debts
and bonding obligations. The CHI justification
for Hood’s higher compensation for the tax
years at issue included Hood’s debt guaranties
and surety bond guaranties during the review
period. Guaranty fees may qualify as a de-
ductible business expense under Section 162(a).

In various judicial decisions, the Tax Court
has considered some of the following factors
when deciding the deductibility of such fees paid
to a private company executive/shareholder: (1)
whether the fees were reasonable in amount
given the financial risks, (2) whether companies
of the same type and size as the taxpayer custom-
arily pay such fees to shareholders, (3) whether
the executive/shareholder demanded compen-
sation for the guaranty, (4) whether the taxpayer
had sufficient profits to pay a dividend but failed
to do so, and (5) whether the purported guaranty
fees were proportional to the executive/share-
holder’s stock ownership.

The Tax Court noted that (1) it is customary
for the owners of construction companies to
guarantee debts and bonds and (2) compensa-
tion for these guaranties is appropriate. Fur-
ther, the Service’s expert witness, Fuller, testi-
fied the compensation that CHI paid to Hood
for surety bond guaranties in the tax years at
issue was reasonable.

Regardless of this issue, the Tax Court con-
cluded, “We recognize that Mr. Hood histori-
cally did not seek compensation for the guar-
anties and petitioner had sufficient profits to
pay a dividend during the years at issue; how-
ever, we place more weight on the customary
nature and reasonableness of the fees.”
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The Hood decision reasonable compensation
conclusion. Considering the totality of the factors
discussed above, the Tax Court concluded that
CHI did not adequately establish how the total
compensation amounts paid to Hood during the
tax years at issue were both (1) reasonable and (2)
paid solely as compensation for his services to the
company during the review period. While certain
factors favored the taxpayer CHI, the court did
not simply sum which party had the most factors
in reaching its conclusion. In the court’s analysis,
all factors were not afforded equal weight.

In reaching its final conclusion, the Tax Court
described that the factors addressing comparable
pay by comparable companies, the CHI share-
holder distribution history, the setting of Hood’s
compensation in the tax years at issue, and
Hood’s involvement in the CHI business were the
most relevant and persuasive factors.

In concluding the appropriate reasonable
compensation amount, the Tax Court found
Fuller’s expert testimony to be most helpful.
The Service’s expert Fuller considered the mul-
tifactor approach and included compensation
for the surety bond guaranties. Also, Fuller of-
fered a well-reasoned comparison of CHI and
Hood’s salary against industry standards. Ac-
cordingly, the Tax Court allowed a reasonable
compensation tax deduction for amounts paid
to Clary Hood of $3,681,269 for tax year 2015
and $1,362,831 for tax year 2016.

The Section 6662 penalties

According to Sections 6662(a) and (b)(2), a 20%
penalty applies to any portion of an underpayment
of tax required to be reported on a tax return that is
attributable to a substantial understatement of in-
come tax (i.e., “the reported substantial understate-
ment penalty”). According to Section 6662(d)(1)(B),
for a C corporation like CHI, a substantial under-
statement of income tax is an understatement that
exceeds the lesser of (1) 10% of the tax required to be
reported on the tax return for the taxable year (or, if
greater, $10,000) or (2) $10,000,000.

With regard to the Hood matter, the under-
statements for the years at issue qualified as
“substantial” within the meaning of Section
6662(d)(1)(B). That is because each understate-
ment exceeded 10% of the tax required to be re-
ported on the CHI tax return for that tax year.

Reasonable cause and good faith exception.
According to Section 6664(c)(1), the substan-
tial understatement penalty does not apply
with respect to any portion of an underpay-
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ment to which a taxpayer acted “with reason-
able cause and in good faith.” According to
Reg. 1.6664-4(b)(1), whether a taxpayer acted
with reasonable cause and in good faith is de-
cided on a case-by-case basis, taking into ac-
count all pertinent facts and circumstances.

A defense of reasonable cause requires that
the taxpayer exercise ordinary business care
and prudence as to the disputed item. Several
judicial decisions have concluded that a tax-
payer’s reliance on professional advice may
sometimes meet this standard.

For a taxpayer to reasonably rely upon profes-
sional advice to negate a substantial understate-
ment penalty, the taxpayer has to prove by a pre-
ponderance of the evidence that (1) the adviser
was a competent professional who had sufficient
expertise to justify reliance, (2) the taxpayer pro-
vided necessary and accurate information to the
adviser, and (3) the taxpayer actually relied in
good faith on the adviser’s judgment.

With regard to this issue, the Hood decision
stated, “In cases involving corporations, we
look at the efforts of a corporate taxpayer’s rel-
evant decision makers, officers, and employees
to ascertain the corporation’s proper tax liabil-
ity in determining whether the taxpayer meets
this standard.”

The 2015 penalty amount and a competent
professional with sufficient expertise. CHI
sought advice on the amount of Hood’s com-
pensation and on the applicable tax conse-
quences from Greenway and Stokes at the Elliott
Davis accounting firm. Greenway was an Elliott
Davis audit partner for nearly 18 years with
more than 30 years of public accounting experi-
ence. As head of the Elliott Davis construction
practice group, Greenway had a history of work-
ing with CHI before the years at issue, and
Greenway was familiar with the comparative
performance and profitability of CHI against its
industry peers through his “hundreds of [other]
construction clients.” Greenway testified at trial
that he considered at least two construction in-
dustry executive compensation surveys in con-
nection with the advice he provided to CHI re-
garding Hood’s compensation.

As an Elliott Davis tax partner with almost 20
years of public accounting experience, Stokes
was similarly qualified. His relevant experience
included (1) guiding at least 20 other clients on
executive compensation matters and (2) acting
as a personal tax adviser to both CHI and Hood.

Accordingly, the Tax Court concluded that
the CHI advisers were adequately qualified to
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counsel the company on the issue of Hood’s
compensation and its tax implications.

Did the taxpayer provide necessary and accu-
rate information? Phillips initially raised the
issue of Hood’s compensation with Greenway in
the fall of 2014. Over the course of the next sev-
eral months, Phillips performed preliminary cal-
culations in an Excel spreadsheet. Phillips pro-
vided draft calculations to Greenway and Stokes
during the May 2015 meeting. All parties agreed
at that meeting that Hood deserved catch-up
compensation in the form of a $5 million bonus,
pending follow-up research and analysis.

As part of the follow-up due diligence,
Phillips finalized his calculations on the com-
pensation due spreadsheet. The spreadsheet in-
cluded (1) certain financial information con-
cerning CHI for each year of the review period
through 5/31/2015, (2) Hood’s reported com-
pensation for each of those years, and (3) a se-
ries of items for each year labeled “Carly Hood
Calculation Compensation.”

Although the Service disagreed with the as-
sumptions underlying the “Clary Hood Calcu-
lated Compensation” spreadsheet items, the
Service did not claim that the data and the
analyses provided by Phillips were incorrect or
inadequate. Also, the Service did not claim that
any other CHI information should have been
provided to Stokes or Greenway.

Did the taxpayer actually rely on the ad-
viser’s judgment? Clary and Gail Hood, as the
sole members of the CHI board of directors,
had limited financial and accounting knowl-
edge. They trusted Phillips to guide them as to
the issue of Hood’s compensation for the years
at issue. Phillips, as the company’s CFO and
signer of its federal income tax returns, knew
the CHI financial performance and federal tax
profile better than anyone at the company.
However, Phillips was also inexperienced in
matters of executive compensation.

Recognizing these shortcomings and want-
ing to ensure that CHI arrived at a reasonable
amount of compensation for Hood, Phillips
went to Elliott Davis for advice beginning in
2014. Also, Phillips continued to discuss the
issue of Hood’s compensation with Elliott
Davis throughout May 2015.

Following the May 2015 meeting, Stokes
provided Phillips with research material sum-
marizing the tax law on executive compensa-
tion. Stokes also reviewed the compensation due
spreadsheet that Phillips created for the purpose
of analyzing a potential bonus amount for Hood
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for the 2015 tax year. The spreadsheet was based
on CHI data and incorporated input that
Phillips previously received from Greenway.

At trial, Stokes testified that he did not scru-
tinize each of the components underlying the
comprehensive spreadsheet. However, his ex-
isting knowledge of the CHI business did not
lead him to believe that any of these assump-
tions were unreasonable. Greenway confirmed
the same conclusion at trial.

Stokes made a few modifications to the
compensation due spreadsheet before sending
it back to Phillips (with a copy to Hood). In his
email, Stokes noted his approval of the analysis
in the spreadsheet and its helpfulness in docu-
menting the support necessary for the pro-
posed 2015 bonus amount.

With regard to this issue, the Hood decision
concluded, “We are satisfied that petitioner re-
lied in good faith on the above advice when
awarding Mr. Hood the 2015 amount and de-
ducting the same for its 2015 tax year. The
record does not show evidence of a rubber-
stamp approval or a wink-and-a-smile by its
advisers with respect to the 2015 amount.”

Therefore, the Tax Court concluded the fol-
lowing with regard to the Section 6662 penalty
as to 2015: “Accordingly, we decline to sustain
respondent’s determination as to the accuracy-
related penalty for the 2015 amount.”

The 2016 penalty amount and reliance on
professional advice. CHI claimed that it also
relied on professional advice in awarding
Hood the 2016 bonus amount. In contrast to
the detailed record surrounding the advice
given to determine the 2015 bonus amount,
CHI provided almost no evidence at trial with
respect to the advice it may have received to de-
termine the 2016 bonus amount.

Phillips prepared an updated compensation
due spreadsheet for the 2016 bonus amount.
However, there was no evidence that the CHI
board of directors considered or relied on his
worksheet when deciding to award Hood the
2016 bonus amount. Phillips and Stokes each
testified at trial that an analysis similar to the
one performed for the 2015 bonus amount was
undertaken in 2016. However, the court noted
that there was no evidence presented in the
record of any communication between CHI
and its advisers that would credibly support a
finding that advice was actually rendered with
respect to the 2016 bonus amount.

The Tax Court particularly noted this lack of
evidence when considering that (1) in awarding
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Hood the 2015 bonus amount, the record did
not reflect that the CHI board still believed that
Hood remained entitled to additional catch-up
compensation for the review period and (2) in
awarding Hood the 2016 bonus amount, the
CHI board minutes did not attempt to address
why the 2015 bonus amount was not sufficient
in this regard. Specifically, on this issue, the
Hood decision states, “If this changing view was
based on advice petitioner received during its
2016 tax year, we would need to know what that
specific advice was and who provided it.”

The substantial authority defense. CHI also
argued at trial that it has substantial authority
to negate the imposition of the Section 6662
substantial understatement penalty with re-
spect to the 2016 bonus amount. Section
6662(d)(2)(B)(k) negates an understatement
that is attributable to the tax treatment of any
item for which there is (or was) substantial au-
thority for such treatment.

According to Reg. 1.6662-4(d)(3), the sub-
stantial authority standard is objective, and
therefore it is not relevant whether the taxpayer
believed that the substantial authority existed.

CHI claimed that its tax return position for
each tax year at issue, including the 2016 bonus
amount, was based on the independent investor
test. CHI claimed that two judicial decisions by
the U.S. Court of Appeals for the Seventh Cir-
cuit, Menard, Inc?* and Exacto Spring Corp.,”
“provide clear cut substantial authority” for the
company’s use of this reasonableness of com-
pensation test for the tax years at issue.

Reg. 1.6662-4(d)-(3)(iv)(B) does permit a
taxpayer to consider court cases outside of the
taxpayer’s home jurisdiction to establish sub-
stantial authority. However, a single Court of
Appeals acceptance of a test does not necessar-
ily equate to substantial authority.

The Hood decision noted that “the Court of
Appeals for the Fourth Circuit, the court to
which an appeal of this case would lie, see Sec-
tion 7482(b), applies the multifactor approach
without consideration of a hypothetical investor
and without indication that a different formula-
tion of this test might be more appropriate.”

Accordingly, the Tax Court concluded, “We
therefore cannot accept the petitioner’s posi-
tion with respect to the 2016 amount was based
on substantial authority.”

Therefore, based on the above analysis, the
Tax Court allowed the imposition of the Sec-
tion 6662 substantial understatement penalty
for the CHI 2016 tax year.

REASONABLE EMPLOYEE COMPENSATION

PTS-23-04-03-REILLY.gxp_PTS_Article_template_3 3/23/23 10:10 AM Page?@

Summary and conclusion

The Tax Court case Clary Hood, Inc. involves a
closely held C corporation’s dispute regarding
reasonableness of executive/shareholder com-
pensation tax deductions. There was no dispute
in this litigation that CHI was an extremely suc-
cessful specialty construction company during
the tax years at issue. Also, there was no dispute
in this litigation that Clary Hood, the company
CEO and (with his wife) shareholder, was
largely responsible for the construction com-
pany’s success during the tax years at issue. The
disputed issue in the litigation was whether
bonuses paid to Hood in 2015 and 2016 ex-
ceeded a reasonable amount of executive com-
pensation for the services Hood actually per-
formed for the company.

In its memorandum decision, the Tax Court
provided a fulsome discussion of the method-
ology and the analysis it applied in addressing
this reasonableness of executive/shareholder
compensation issue. This judicial discussion
provides practical guidance to private com-
pany owners and to their legal, accounting, and
other professional advisers.

While this judicial guidance regarding
reasonableness of compensation analysis is
directly applicable to federal income tax
matters, it may also be helpful with regard to
family law litigation, shareholder litigation,
ERISA compliance, not-for-profit entity
regulatory compliance, and other matters
involving the question of reasonableness of
an executive’s or a professional’s compensa-
tion.

In particular, the Hood decision describes
what the Tax Court liked—and disliked—
about the testimony provided by the experts
for both the taxpayer and the Service. That ju-
dicial description provides practical guidance
to forensic accountants and other financial ad-
visers who provide testifying expert services.
That judicial assessment of expert testimony
and of expert reports is directly applicable to
federal income tax disputes. It may also be
helpful to testifying experts—and to legal
counsel and litigants—involved in other types
of commercial disputes.

Finally, the Hood decision provides a com-
prehensive discussion of the court’s analysis re-
garding the application of the Section 6662
substantial understatement penalty. That dis-
cussion should be instructive to both individ-
ual and corporate taxpayers and to their tax
counsel and other tax advisers. l

APRIL 2023 . PRACTICAL TAX STRATEGIES

21



PTS-23-04-04-DIOSDI.gxp_PTS_Article_template_3 3/23/23 10:09 AM Page 2@

PENALTE
SolUE

ANTHONY DIOSDI

NTERNATIONAL TAX

LEGAL

This article
examines legal
issues concerning
thelRS’s legal
authorityto
assess and collect
international
penalties.

22

Introduction: reporting

requirements and penalties

Chapter 61 of the Internal Revenue Code con-
tains countless reporting requirements regarding
foreign information filing obligations. Many of
the sections under Chapter 61 impose significant
penalties for the failure to comply with the report-
ing requirements. The more well-known report-
ing requirements and penalties are found in
Chapter 61 and are as follows:

The Internal Revenue Code requires cer-
tain persons to provide the IRS with informa-
tion regarding foreign corporations. This in-
formation is typically provided on Form 5471,
Information Return of U.S. Persons With Re-
spect to Certain Foreign Corporations. The
Form 5471 and schedules are used to satisty
the reporting requirements of Section 6038
and Section 6046 along with the applicable
regulations.

Substantively, Form 5471 backstops vari-
ous international provisions of the Internal
Revenue Code such as Sections 901/904
(Foreign Tax Credit), Section 951(a) (Sub-
part F and Section 956), Section 951A

(GILTTI), Section 965 (transition tax), Section

163(j) (interest deduction limitation), and

Section 482 (transfer pricing). International

information returns that often are associated

with Form 5471s include Form 926 (Return
by a U.S. Transferor of Property to a Foreign

Corporation), Form 5713 (International

Boycott Report), Form 8621 (PFIC), Form

8990 (Limitation on Business Interest Ex-

pense), and Forms 1116/1118 (Foreign Tax

Credit).

In the Form 5471, at a minimum, the re-
porting agent must provide the following in-
formation regarding a foreign corporation:'

« Stock ownership, including current year ac-
quisition and dispositions.

« The names of U.S. shareholders.

« GAAP income statement and balance sheet.

« An accounting of foreign taxes accrued and
paid.

« Current and accumulated earnings and prof-
its, including any actual dividend distributions
during the corporation’s taxable year.

« Anaccounting of each U.S. shareholder’s pro
rata share of GILTT and Subpart F income.

ANTHONY DIOSDI is one of the founding partners of Diosdi Ching & Liu, LLP. Anthony has written numerous articles on international tax
planning and frequently provides continuing educational programs to other tax professionals. Anthony focuses his practice on domestic and inter-
national tax planning for multinational companies, closely held businesses, and individuals. Anthony is a member of the California and Florida

bars. He can be reached at 415-318-3990 or adiosdi@sftaxcounsel.com.
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« Disclosure of any transactions between the
foreign corporation and its shareholders or re-
lated persons.

The Form 5471 is ordinarily attached to a
U.S. person’s federal income tax return.?

The penalty for failure to file, or for delin-
quent, incomplete, or materially incorrect fil-
ing is a reduction of foreign tax credits by 10%
and a penalty of $10,000, as well as a reduction
in the taxpayer’s foreign tax credit.®* An addi-
tional $10,000 continuation penalty may be as-
sessed for each 30-day period that noncompli-
ance continues up to $60,000 per return, per
year.

Similarly, Section 6038A requires 25% for-
eign-owned domestic corporations and lim-
ited liability companies to report specified in-
formation as an attachment to a corporate tax
return. This is done on Form 5472, Informa-
tion Return ofa 25% Foreign-Owned U.S. Cor-
poration or a Foreign Corporation Engaged in
a U.S. Trade or Business.

In filing a Form 5472, the filer must provide
information regarding its foreign shareholders,
certain other related parties, and the dollar
amounts of transactions that it entered into
during the taxable year with foreign related
parties. A separate Form 5472 is filed for each
foreign or domestic related party with which
the reporting entity engaged in reportable
transactions during the year.* The practical im-
portance of the Form 5472 is that the IRS often
uses this form as a starting point for beginning
transfer pricing audits.?

Any reporting corporation or limited liabil-
ity company that fails to file Form 5472 may be
subject to a penalty of $25,000.° If the failure
continues for more than 90 days after notifica-
tion by the IRS, there is an additional penalty of
$25,000 for each 30-day period or fraction.
There is no upper limit on this penalty.

Another well-known provision in Chapter
61 is Section 6039F. Section 1905 of the 1996
Tax Act created new reporting requirements
under Section 6039F for U.S. persons (other
than certain exempt organizations) that receive
large gifts (including bequests) from foreign
persons. The information reporting provisions
require U.S. donees to provide information
concerning the receipt of large amounts that
the donees treat as foreign gifts, giving the IRS
an opportunity to review the characterization
of these payments and determine whether they
are properly treated as gifts. Donees are cur-
rently required to report certain information
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about such foreign gifts on Part IV of Form
3520.

Section 6039F(b) generally defines the term
“foreign gift” as any amount received from a
person other than a U.S. person that the recip-
ient treats as a gift or bequest. However, a for-
eign gift does not include a qualified transfer
(within the meaning of Section 2503(e)(2)) or
any distribution from a foreign trust. A distri-
bution from a foreign trust must be reported as
adistribution under Section 6048(c) (discussed
below) and not as a gift under Section 6039F.

Section 6039F(c) provides that ifa U.S. per-
son fails, without reasonable cause, to report a
foreign gift as required by Section 6039F, then
(1) the tax consequences of the receipt of the
gift will be determined by the Secretary and (2)
the U.S. person will be subject to a penalty
equal to 5% of the amount for the gift for each
month the failure to report the foreign gift con-
tinues, with the total penalty not to exceed 25%
of such amount.

Under Sections 6039F(a) and (b), reporting
is required for aggregate foreign gifts in excess
of $100,000 during a taxable year.” Once the
$100,000 threshold has been met, the U.S.
donee is required to file a Form 3520 with the
IRS.

Originally, penalties associated with Form
5471, Form 5472, and Form 3520 (hereinafter
“international penalties”) were assessed manu-
ally on individuals and entities whose missing
filings were discovered during an audit. The
IRS is still assessing international penalties
during audits.

Several years ago the IRS began a systemic
assessment of international penalties associ-
ated with the late filing of these returns. The
systemic assessment of international penalties
is controversial. Many taxpayers are unaware
of their international reporting obligations and
learn of their filing obligations after the due
date of the filing obligation has already passed.

Many of these same taxpayers often try to
comply with their international filing obliga-
tions by filing an international informational
return (i.e. Form 5471, Form 5472, and Form
3520) late. The IRS typically rewards these
same taxpayers “trying to do the right thing” by
automatically assessing international penalties
against them. These penalties can range from a
minimum of $10,000 to several million dollars.

The policy of automatically assessing inter-
national penalties discourages compliance.
Not only does the summary assessment proce-
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dure for international penalties discourage
compliance, for reasons discussed below, the
summary assessment and collection of interna-
tional penalties probably exceeds the IRS’s
statutory authority.

Does the IRS have the legal
authority to assess and collect
international penalties?

The IRS treats international penalties as summar-
ily assessable, as they are not subject to deficiency
procedures, wherein taxpayers receive a notice of
deficiency alerting them of the potential assess-
ment and explaining the taxpayer’s options for
contesting or complying with the penalty assess-
ment. The notice of deficiency also informs tax-
payers of the last day to petition the Tax Court for
pre-assessment and prepayment judicial review.

Many penalties related to income tax filings
are not summarily assessable (that is, they are
generally subject to deficiency procedures).
For example, deficiency procedures typically
apply when the IRS determines noncompli-
ance of a taxpayer resulted in an underpay-
ment of some type of tax. Common penalties
associated with the issuance of a notice of defi-
ciency include an accuracy or negligence
penalty under Section 6662. In other words,
typically the IRS is required to issue a taxpayer
a notice of deficiency and permit the taxpayer
the ability to challenge an assessment before
initiating collection actions.

Summarily assessable penalties are prima-
rily found in Section 6671 through 6720C.
Chapter 68, Subchapter B, titled “Assessable
Penalties,” authorizes the IRS to assess and col-
lect penalties “in the same manner as taxes”
without first sending a notice of deficiency.®
Summary assessments are made without the is-
suance of a notice of deficiency and “shall be
paid upon notice and demand and collected in
the same manner as taxes.” Most of these

“penalties” are included in Chapter 68 of the
Internal Revenue Code. Chapter 68, Subchap-
ter A, titled “Additions to the Tax and Addi-
tional Amounts,” allows the IRS to impose
penalties for failure to file or pay tax, under-
statements or underpayments of tax, and
penalties for fraud. However, Chapter 61
penalties are not located in Chapter 68 of the
Internal Revenue Code and are not therefore
assessable penalties.

The IRS believes it has a grant of authority
to assess international penalties under Section
6201(a). This provision of the Internal Rev-
enue Code permits the IRS to assess tax as well
as interest and penalties. In NFIB v. Sebelius,’
the U.S. Supreme Court agreed that the plain
language of Section 6201 places assessable
penalties within the definition of a tax for pur-
poses of granting the IRS the authority to assess
those penalties. As a result, the IRS has taken
the position that NFIB v. Sebelius authorized it
to summarily assess and collect international
penalties found in Chapter 61 of the Internal
Revenue Code without the issuance of a notice
of deficiency.

This interpretation is overbroad and mis-
placed. The IRS’s ability to assess a penalty and
collectan assessment are two distinct matters.”
Section 6201 authorizes the collection of as-
sessable penalties found in Chapter 68, Sub-
chapter B. Section 6201 does not provide the
IRS with the authority to assess and collect in-
ternational penalties authorized in Chapter 61
of the Internal Revenue Code. The IRS also
does not have the authority to assess or collect
international penalties found in Chapter 61 of
the Internal Revenue Code because these
penalties cannot be classified as a tax. Since in-
ternational penalties cannot be characterized
as a tax, these penalties cannot be assessed or
collected in the same way as a tax.”

This not only means that the IRS does not
have the authority to collect international penal-
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See Reg. 1.6038-2(f) and (g).
Reg. 1.6038-2(i).

Sections 6038(b) and (c).
Reg. 1.6038A-2(a).

See Internal Revenue Manual, International Audit Guidelines
Handbook, 4/1/2002, 4.61.3.

Section 6038A(d); Reg. 1.6038A-4(a).
See VI.B.1 of Notice 97-34.

Chapter 68, Subchapter B authorizes penalties under Sections
6677 through 6725. An example of a penalty found under
Chapter 68, Subchapter B is Section 6677. Section 6677 author-
izes the IRS to impose an initial penalty of $10,000 on persons
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who fail to report information with respect to certain foreign
trusts.

NFIB v. Sebelius, 567 U.S. 519, 546 (2012),

See Erin Collins and Garrett Hahn, Foreign Information Report-
ing Penalties: Assessable or Not? Tax Notes Today (7/9/2018)
2N-213.

See Robert Horwitz, Can the IRS Assess or Collect Foreign Infor-
mation Reporting Penalties? Tax Notes Today (1/31/2019) 301-
305.

Id.

See Frank Agostino and Phillip Colasanto, The IRS’s lllegal As-
sessment of International Penalties, Tax Notes Today (4/8/2019)
261-269.

™ Tax Court Docket No. 10647-21L.
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ties found in Chapter 61; the IRS does not have
the authority to file corresponding liens or levies
in connection with an international penalty as-
sessment. This also means that the collection
due process procedures in connection with an
international penalty assessment are not valid.”

It appears that the IRS’s only recourse to
collect an international penalty residing with
Chapter 61 would be to ask the Department of
Justice to sue the individual or entity assessed
an internal penalty. This would involve bring-
ing suit in a United States district court with
proper venue and asking the court to liquidate
the penalty assessment into a judgment.

Should taxpayers assessed
international penalties be subject to
the deficiency procedures that would
allow a prepayment judicial review?

As indicated above, the IRS has no direct legal
means of assessing and collecting an international
penalty assessment originating with Chapter 61.
Even if somehow the IRS has the legal authority to
assess and collect an international penalty listed
in Chapter 61, at least some of these international
penalties are not the type the Internal Revenue
Code permits to be systemically imposed.

A number of legal commentators, such as
Frank Agostino and Phillip Colasanto, suggest
that international penalties assessed under Sec-
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tions 6038 and 6038A (penalties for failing to
timely file Forms 5471 and 5472) should be
subject to the safeguards of the deficiency pro-
cedures.” It should be noted that Forms 5471
and 5472 are attached to a federal tax return.
Since Forms 5471 and 5472 are attached to a
federal income tax return, the safeguards of the
deficiency protections that cover a tax return
should also apply to any attached international
information return such as a Form 5471 or
Form 5472.

Conclusion

The summary assessment of international penal-
ties is a huge burden on taxpayers and discourages
compliance. The IRS’s policy of systematically as-
sessing and collecting international penalties also
invites costly litigation which needlessly diverts
precious IRS resources. Such litigation has already
commenced in Farhy* before the Tax Court. The
sole legal issue in Farhyis whether the IRS has the
legal authority to assess and collect a penalty
under Section 6038 for failing to timely file Form
5471s. The Tax Court has yet to issue an opinion
on this matter.

Before the IRS spends more valuable re-
sources litigating these types of cases, it should
cease its policy of treating international penal-
ties as assessable and instead establish a more
effective system to promote international filing
compliance.
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Real estate
partnership
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limitations before
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the partners’
individual tax
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Over the years, Congress has created a formida-
ble gauntlet for taxpayers who seek to deduct
tax losses through real estate partnerships. In-
dependently enacted barriers prevent investors
from utilizing sought after tax benefits through
a web of Code and regulatory provisions. For
the unwary, this web is laden with traps, dead
ends, and obscure limitations. The purpose of
this article is to present a logical path through
this maze by identifying the major hurdles, the
order in which these hurdles must be navi-
gated, and planning tips for a successful jour-
ney to the deduction of real estate partnership
losses.

Partnerships and limited liability compa-
nies (LLCs) are uniquely adapted to real estate
tax shelters and in most (but not all) situations
are treated the same. Allocation of profits and
losses are flexible, and the tax consequences of
formation and liquidation are less severe than
for corporations. For these reasons, limited
partnerships and LLCs have been an attractive
investment vehicle. We will use the following
straightforward example to illustrate the major
tax issues of owning real estate within a part-
nership or LLC.

Example

Able and Baker form a limited partnership for the
purposes of purchasing and operating a commer-
cial real estate building. Able, a general partner,
contributes $10,000 cash and Baker, a limited
partner, contributes $90,000 cash to the partner-
ship. They agree that Able has a 10% profit and
loss interest and Baker has a 90% profit and loss
interest. The partnership purchases a rental build-
ing for $1 million using $100,000 cash and a
$900,000 nonrecourse, interest only mortgage.
For simplicity, assume the building depreciates
straight-line over 10 years for both tax and book
purposes. Also, for simplicity, assume that cash
revenues and cash expenses are exactly equal dur-
ing the first six years, creating a loss of $100,000
each year from the depreciation expense.

IRC Section 704(a) is the starting point for
this discussion. It authorizes partners to allo-
cate these losses as they wish through the part-
nership agreement. This freedom is illusory,
however, because the hurdles can be very sub-
stantial. These hurdles confront the taxpayer in
the following order.

Hurdle I - substantial economic effect. IRC
Section 704(b) requires the partnership alloca-
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tions to have “substantial economic effect.”
Without substantial economic effect, alloca-
tions must be made according to the partners’
“interests in the partnership” as determined by
the IRS. In our example the IRS may conclude
that Able and Baker’s interests in the partner-
ship are indeed 10/90 as the partners wish —
but maybe not. If substantial economic effect is
not present, the IRS will reallocate losses ac-
cording to the IRS’s opinion of the partners’
true interests in the partnership. Partnerships
typically create special allocations of losses for
investors, which may not be respected if the
partnership agreement does not have substan-
tial economic effect.

To have economic effect, Section 704(b) re-
quires that the partnership agreement must: (1)
require economic capital accounts for each
partner, (2) provide that liquidating distribu-
tions are made according to the economic cap-
ital accounts, and (3) require each negative
economic capital account be restored by the
partner upon liquidation. The third require-
ment destroys all limited partners’ and LLC
owners’ incentives to participate in the part-
nership because the requirement removes the
limited liability feature.

In other words, if the partnership defaults
on debts (other than nonrecourse debt), the
lender will come after the partnership assets.
Since the partners are required to restore their
negative economic capital accounts, the lender
can collect from the limited partners (or LLC
owners) to the extent of the limited partners’
negative capital accounts.

In our example, assume five years have
passed and that the partnership borrowed
$100,000 cash (recourse). Depreciation ex-
pense of $500,000 has been allocated to the two
partners according to the partnership agree-
ment. After five years the balance sheet is as set
forth in Exhibit 1.

Able is a general partner and understands the
risk of a failed investment. But imagine Baker’s
shock as a limited partner when he realizes that
he is legally required to pay back the $360,000
negative economic capital account. The mort-
gage may be nonrecourse, but the partnership
has other liabilities and might even incur more.
Baker is now required to cover debts up to the
amount of his negative capital account. This was
never the general intent of limited liability
within LLCs or limited partnerships.

The answer to Baker’s situation is found in
the Section 704(b) regulations. The regulations

REAL ESTATE PARTNERSHIP LOSSES
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indicate that Baker is excused from the nega-
tive capital account restoration requirement as
long as the partnership agreement allocates
enough minimum gain created by the nonre-
course debt to him. The potential gain (nonre-
course debt in excess of the property basis) is
essentially a substitute for a negative capital ac-
count payback requirement. Baker might even-
tually be obliged to pay tax on the negative cap-
ital account if the real estate market collapses
and the partnership liquidates, but he will not
be required to restore it with cash.

The point is, if the partnership agreement
does not have magic language that creates sub-
stantial economic effect (or the minimum gain
alternative to negative capital account restora-
tion), the loss allocations might be invalid and
Baker might not receive the benefit of his 90%
loss allocation. In our example, let us assume
that the partnership agreement does, in fact,
meet the Section 704(b) requirements and the
partners can move on to the next hurdle.

Planning. The partnership should hire a
competent attorney with partnership experi-
ence to draft the partnership agreement and in-
clude language that satisfies the Section 704(b)
substantial economic effect requirements. The
partnership should also hire a competent tax
advisor familiar with the Section 704(b) re-
quirements to ensure that the partnership re-
mains in compliance with the substantial eco-
nomic effect requirements.

Hurdle 2 - various expense and loss limita-
tions. There are a variety of specific expense and
loss limitations in the IRC. For example, the de-
duction after netting capital losses with capital
gains is capped at $3,000 each year. IRC Section
179 expense and future bonus depreciation are
also limited. Charitable contributions are lim-
ited by adjusted gross income. Some of these
limitations apply at the partnership level and
some apply at the partner level. But partners do
not escape the standard limitations by virtue of
being partners. Any of these limitations can in-
hibit the deductibility of losses by a partner.

Planning: The tax advisor must be familiar
with current tax provisions that limit de-
ductibility of specific expenses.

Hurdle 3 - basis limitation. IRC Section
704(d) limits partner loss deductibility to the
amount of the partner’s tax basis in the part-
nership. A partner’s tax basis in the partnership
is the sum of a partner’s previously taxed capi-
tal invested in the partnership plus the part-
ner’s share of partnership liabilities.
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In many cases, a partner’s previously taxed
capital invested in the partnership is repre-
sented by the partner’s tax basis capital ac-
count. This account represents the contributed
tax basis of property, plus the partner’s share of
profits, less the partner’s share of losses, less
distributions to the partner. But this is not al-
ways the case. For example, a partner may have
acquired the partnership interest by purchase
from another partner. Without a Section 754
election, the new partner’s outside (or true) in-
vestment in the partnership may not equal the
inside investment (tax basis capital account).

In Year 6 of our example, assume that the
tax basis capital account represents each part-
ner’s previously taxed capital invested in the
partnership. Able is allocated a $10,000 loss
and Baker is allocated a $90,000 loss.

Able’s tax basis before considering the Year
6 loss is:

Previously taxed capital

(tax basis capital account) (40,000)
Share of partnership
nonrecourse liabilities 90,000
Share of partnership
recourse liabilities 100,000

Able’s tax basis in the partnership
before the Year 6 loss 150,000
Baker’s tax basis before considering
the Year 6 loss is:
Previously tax capital

(tax basis capital account) (360,000)
Share of partnership
nonrecourse liabilities 810,000
Share of partnership
recourse liabilities 0

Baker’s tax basis in the

partnership before the Year 6 loss 450,000

Neither Able nor Baker is limited by tax
basis when deducting the partnership loss in
Year 6, and the losses continue on to the next
hurdle. Limited losses, if any, are carried for-
ward indefinitely until sufficient tax basis ex-
ists to allow deductibility.

Planning: There are a number of ways to in-
crease tax basis in a partnership. Property with
tax basis can be contributed to the partnership
by a partner. The partnership can increase lia-
bilities, which can be allocated to partners. Spe-
cial allocations of income items can be made to
specific partners who lack sufficient tax basis to
deduct losses. Partners can personally guaran-
tee debt, effectively turning nonrecourse debt
into recourse debt.
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Hurdle 4 —“at risk” limitation. IRC Section
465 limits partner loss deductibility to the
amounta partner has “at-risk” in a business ac-
tivity. The calculation of a partner’s at-risk
amount is similar to the tax basis calculation,
except that nonrecourse liabilities are generally
not included.

In our example, the partner losses have suc-
cessfully survived the first three hurdles. How-
ever, nonrecourse liabilities now create a prob-
lem. Without some foresight regarding liabilities,
the partners’at-risk amounts before considering
the Year 6 loss are as follows:

Able’s at-risk amount before considering
the Year 6 loss is:

Previously taxed capital (40,000)
Share of partnership

recourse liabilities 100,000
Able’s at-risk amount

in the partnership before

the Year 6 loss 60,000

Baker’s at-risk before considering the loss is:

Previously taxed capital (360,000)
Share of partnership

recourse liabilities 0
Baker’s at-risk amount in

the partnership before the

Year 6 loss (360,000)

Able has sufficient at-risk to allow his
$10,000 loss to move on to the next hurdle.
However, Baker does not. Further, Baker’s out-
side tax basis in the partnership is still reduced
by the loss, which is why the basis limitation is
calculated before the at-risk limitation. Lim-
ited losses, if any, are carried forward indefi-
nitely until at-risk is sufficient to allow de-
ductibility.

Planning: Fortunately, the at-risk provi-
sions contain an exception for “qualified non-
recourse financing.” Qualified nonrecourse fi-
nancing is debt from a qualified lender,
secured to the property for which no person is
personally liable. A qualified lender is generally
acommercial lender. The debt cannot be seller
or promoter financed. The debt cannot be
from a related party (unless the related party is
a regular money lender and the loan is on the
same terms and interest rate as for other non-
related parties).

If the partnership’s nonrecourse debt is
qualified nonrecourse financing, the nonre-
course mortgage is counted toward at-risk the
same as in the tax basis calculations. Assuming
that Able and Baker’s mortgage qualifies as
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EXHIBIT 1

Balance Sheet
Account Tax basis balance sheet E:g:’;?‘ﬂ? economic
Cash 100,000 100,000
Building 1,000,000 1,000,000
Accumulated depreciation (500,000) (500,000)
Total assets 600,000 600,000
Recourse liability 100,000 100,000
Nonrecourse mortgage 900,000 900,000
Capital Able (40,000) (40,000)
Capital Baker (360,000) (360,000)
Total liability and equity 600,000 600,00

qualified nonrecourse financing, their partner-
ship losses move on to the next hurdle.

Hurdle 5 - passive loss limitations. IRC Sec-
tion 469 generally defines rental profits and
losses as passive for purposes of the passive loss
limitations. Passive losses can only be deducted
against passive income. There is a $25,000 ex-
ception for actively managed rental property
that is at least 10% owned, but the exception
phases out as the taxpayer’s modified adjusted
gross income exceeds $100,000 (fully phased
out at $150,000).

Assuming that there are no suspicious mo-
tives (tax avoidance or substance over form is-
sues), this is the IRC’s last line of defense
against partnership real estate loss deductibil-
ity. To survive this hurdle, the partner must
balance passive income from other sources
against the partnership rental losses.

For example, if Able has only $4,000 of in-
come from passive sources, he can only deduct
$4,000 of his $10,000 partnership loss. The
same applies to Baker as a limited partner.

Planning: Taxpayers must carefully plan to
balance passive losses against passive income.
Unused passive losses do not disappear, but in-
stead are carried forward until enough passive

REAL ESTATE PARTNERSHIP LOSSES

income is available for loss deductions. Tax-
payers who can qualify as a real estate profes-
sional avoid the passive loss limitations as long
as they materially participate.

Under Temp. Reg. 1.469-5T(e)(2) either
partner in our example might qualify as mate-
rially participating in the partnership rental ac-
tivity if they pass test 1, 5, or 6 of the seven ma-
terial participation tests outlined in Temp. Reg.
1.469-5T (a). Further, if Able and Baker qualify
as real estate professionals, the passive losses
are fully deductible regardless of their passive
income from other sources.

Conclusion

Real estate partnership losses face a maze of limi-
tations before earning a place on the partners’ in-
dividual tax returns. Tax practitioners must plan
well in advance to overcome these hurdles. These
hurdles begin with the partnership agreement it-
self, and end with the passive loss limitations ap-
plied on the taxpayer’s individual return. Tax
practitioners can provide a valuable service to
their clients by clearly explaining real estate part-
nership loss limitations and the steps necessary to
avoid them. M
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RS PROVIDES GU

IDANCE AND

ALLOCATION AMOUNTS FOR
QUALIFYING ADVANCED ENERGY

PROJECT CREDIT

The IRS has provided guidance under the Inflation Re-
duction Actto establish a program toallocate credits for
qualified investments in eligible qualifying advanced
energy projects under Code Section 48C(e). (Notice
2023-18,2023-10 IRB 508; IR 2023-27 (2/13/2023))
Notice 2023-18 establishes a Section 48C(e)
program to allocate $10 billion in credits ($4 billion
of which may only be allocated to projects located
in certain energy communities census tracts). The
notice also provides initial program guidance.
The IRS anticipates allocating $4 billion of
Section 48C credits in the first allocation round,
with approximately $1.6 billion of these credits
to be allocated to projects located in certain en-
ergy communities. The IRS will allocate the re-
maining credits in future allocation rounds.
The notice also provides the general rules
for determining the Section 48C credit, defini-
tions of qualifying advanced energy projects,
and the procedures for allocating the credits.
The IRS plans to issue additional guidance
to provide more details regarding information
applicants will be required to submit to request
a credit allocation.

IRS PROVIDES GUIDANCE ON
ENERGY PROJECTS FOR

LOW-INCOME COMMUNITIES

The IRS has provided guidance to establish a
program to provide solar and wind power to cer-
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tain low-income areas under Section 48(e),
which was added by the Inflation Reduction Act.
(Notice 2023-17, 2023-10 IRB 505; IR 2023-26
(2/13/2023))

Notice 2023-17 establishes the Low-Income
Communities Bonus Credit Program and pro-
vides initial guidance for potential applicants
for allocations of calendar year 2023 capacity
limitation.

The initial guidance provides the general
eligibility requirements, a description of
the four statutory facility categories for
which an eligible facility may request an al-
location, amounts of capacity limitation re-
served for each facility category, a general
description of the program design and
goals, the application review process, and
the proposed timeline for opening two 60-
day application periods in 2023 based on
project categories.

The guidance applies to owners of certain
solar and wind facilities placed in service in
connection with low-income communities
that are eligible for the Section 48 energy in-
vestment credit.

The IRS plans to issue additional program
guidance outlining specific application pro-
cedures, applicable definitions, and other in-
formation necessary to submit an applica-
tion. M
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RS EXTENDS LOOKBACK
PERIOD FOR COVID-19 ERA

REFUND CLAIMS

The IRS has modified the lookback period for re-
fund claims on returns with due dates that were
postponed due to Covid-19 in Notice 2021-21 or
Notice 2020-23. (Notice 2023-21, 2023-11 IRB
563)

In response to the Covid-19 pandemic, the
IRS used its disaster reliefauthority to postpone
certain return filing due dates for tax years 2019
and 2020. However, when postponing these
due dates, the IRS failed to extend the lookback
period for refunds claimed on returns filed after
April 15. Generally, a taxpayer’s claim for re-
fund must be filed by the later of three years
from the date the taxpayer filed the return to
which the claim relates or two years from the
date the tax to which the claim relates was paid.
This is referred to as the “lookback rule.” A tax-
payer can only get a refund of amounts paid
within the lookback period.

Since the IRS did not extend the lookback
period some taxpayer payments, including es-
timated and withheld taxes deemed paid on
April 15, fell outside the lookback period for
taxpayers who did not file by April 15. This
meant that taxpayers who filed a timely re-
fund claim could not be refunded those pay-
ments.

This problem was identified by the Na-
tional Taxpayer Advocate (NTA). The NTA
noted that both Notice 2020-23 and Notice
2021-21 only postpone the deadline for filing
returns; they did not extend the time for filing
for purposes of the lookback rule. Therefore,
taxpayers would normally only have until
4/18/2023 to receive a refund of taxes with-
held on wages for 2019, which is less than
three years from the date they filed their re-
turn if they took advantage of the postpone-
ment for filing their return.

Similarly, if a taxpayer filed a 2020 return
on 5/17/2021, pursuant to Notice 2021-21,
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the taxpayer could file a timely claim for re-
fund by 5/17/2024; but if the taxpayer did so,
the taxpayer would not get a refund of the
withholding deemed paid on 4/15/2021, as
the withholding would be outside the look-
back period.

The IRS has now fixed this problem by issu-
ing new guidance. This new guidance, found in
Notice 2023-21, disregards the periods from
4/15/2020 to 7/15/2020 (for 2019 returns), and
from 4/15/2021 to 5/17/2021 (for 2020 re-
turns), when determining the beginning of the
lookback period. Now both lookback periods
align with the postponed return filing due
dates for those years. l

IRS ISSUES FINAL
REGULATIONS ON
ELECTRONIC FILING
FOR BUSINESSES

The IRS has issued final regulations amending the

rules for filing returns and other documents elec-

tronically (e-file). These regulations will require
certain filers to e-file beginning in 2024. (TD

9972; 1R 2023-31,2/21/2023)

TD 9972 affects filers of partnership re-
turns, corporate income tax returns, unrelated
business income tax returns, withholding tax
returns, certain information returns, registra-
tion statements, disclosure statements, notifi-
cations, actuarial reports, and certain excise tax
returns. The final regulations reflect changes
made by the Taxpayer First Act to increase e-
filing without undue hardship on taxpayers.

Specifically, the final regulations:

« Reduce the 250-return threshold enacted in prior
regulations to generally require electronic filing
by filers of 10 or more returns in a calendar year.
The final regulations also create several new reg-
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ulations to require e-filing of certain returns and

other documents not previously required to be e-

filed.

« Require filers to aggregate almost all information
return types covered by the regulations to deter-
mine whether a filer meets the 10-return thresh-
old and is required to e-file their information
returns. Earlier regulations applied the 250-return
threshold separately to each type of information
return covered by the regulations.

« Eliminate the e-filing exception for income tax re-
turns of corporations that report total assets
under $10 million at the end of their taxable year.

«  Require partnerships with more than 100 part-
ners to e-file information returns. Partnerships
that are required to file at least 10 returns of any
type during the calendar year must e-file their
partnership return.

To help with this process, the IRS has
created a new, free online portal to help
businesses file Form 1099 series informa-
tion returns electronically. Known as the
Information Returns Intake System (IRIS),
this free electronic filing service, according
to the IRS, is secure, accurate, and requires
no special software.

The final regulations generally provide
hardship waivers for filers that would expe-
rience hardship in complying with the e-fil-
ing requirements, and administrative ex-
emptions from the e-filing requirements to
promote effective and efficient tax adminis-
tration. M
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TAX COURT ALLOWS
PERSONAL BLOGS
INTO EVIDENCE

In Thomas, 160 TC No. 4 (2023), the Tax Court
allowed the IRS to introduce a taxpayer’s personal
blogs into evidence in the middle of a dispute,
holding that the blogs were newly discovered evi-
dence under Section 6015(e)(7)(B).

A taxpayer and her spouse filed joint federal
income tax returns for 2012, 2013, and 2014,
but did not pay the full amounts of tax shown
on those returns. After the husband’s death,
the taxpayer sought relief from joint and sev-
eral liability pursuant to Section 6015(f). The
IRS denied her request, and she petitioned the
Tax Court seeking a determination under Sec-
tion 6015(e).

At trial, the IRS proposed to introduce into
evidence certain posts from the taxpayer’s per-
sonal blog that were relevant to the ultimate
disposition of the case. The posts were not part
of the administrative record; the IRS learned of
them only after the taxpayer filed her petition.
The taxpayer objected to the admission of the
posts on the ground that they were not “newly
discovered or previously unavailable evidence”
as contemplated by Section 6015(e)(7)(B).

The Tax Court, denying the taxpayer’s mo-
tion, held that the posts were “newly discov-
ered” evidence within the meaning of Section
6015(e)(7)(B) and as such were properly ad-
mitted. H
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RS GUIDANCE FOR INSURANCE
COMPANIES ON NEW
CORPORATE ALTERNATIVE

MINIMUM TAX

Notice 2023-20, 2023-10 IRB 523, provides addi-
tional interim guidance (described in section 1 of
Notice 2023-7,2023-3 [.R.B. 390) that is intended
to help avoid substantial unintended adverse con-
sequences to the insurance industry from the ap-
plication of the new corporate alternative mini-
mum tax (CAMT), as added to the Internal
Revenue Code by the Inflation Reduction Act of
2022.

In addition to announcing that Treasury
and the IRS intend to issue proposed regula-
tions addressing the application of the CAMT,
sections 3 through 7 of Notice 2023-7 provided
interim guidance regarding certain time-sensi-
tive CAMT issues that taxpayers may rely on
until the issuance of the forthcoming proposed
regulations. Notice 2023-7 also stated that
Treasury and the IRS intended to issue addi-
tional interim guidance expected to address,
among other issues, certain issues related to the
treatment under the CAMT of life insurance
company separate account assets that are
marked to market for financial statement pur-
poses, the treatment of certain items reported
in other comprehensive income (OCI), and the
treatment of embedded derivatives arising
from certain reinsurance contracts.

Sections 3 through 5 of Notice 2023-20 pro-
vide additional interim guidance regarding

CORPORATIONS

these and other issues intended to be addressed
by the proposed regulations. Taxpayers may
rely on the guidance provided in sections 3
through 5 of Notice 2023-20 until the issuance
of the proposed regulations.

Section 2 of Notice 2023-20 provides a
summary of relevant law and other informa-
tion underlying the rules described in sections
3 through 5 of Notice 2023-20. Section 3 of
Notice 2023-20 describes rules that address
certain CAMT issues regarding variable con-
tracts and similar contracts. Section 4 of No-
tice 2023-20 describes rules that address cer-
tain CAMT issues regarding funds withheld
reinsurance and modified coinsurance agree-
ments.

Section 5 of Notice 2023-20 describes rules
that address certain issues that arise under the
CAMT for certain formerly tax-exempt enti-
ties whose exemption from federal income tax-
ation was repealed by statute and as to which
Congress provided special rules for determin-
ing the federal income tax basis in their assets
held when the repeal of their exemption be-
came effective. Section 6 of Notice 2023-20 de-
scribes the anticipated applicability dates of the
forthcoming proposed regulations. Section 7
of Notice 2023-20 requests comments on the
issues addressed in the notice.
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SUPREME COURT HOLDS THAT
NON-WILLFUL FBAR PENALTY
APPLIES PER REPORT, NOT PER

ACCOUNT

In Bittner, 131 AFTR2d 2023-799 (S Ct 2023), the
U.S. Supreme Court held that the $10,000 maxi-
mum penalty for the non-willful failure to file an
FBAR accrues on a per-FBAR basis, not a per-ac-
count basis.

A U.S. person must report all foreign bank
accounts if the aggregate value of those ac-
counts exceeds $10,000 anytime during a cal-
endar year. The accounts are reported on Fin-
CEN Form 114, Report of Foreign Bank and
Financial Accounts, also known as an FBAR.

A person who fails to report a reportable ac-
count on an FBAR may be subject to a penalty.
The amount of the penalty depends on
whether the violation was willful or non-will-
ful. The maximum penalty for a non-willful vi-
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olation of the reporting requirements is
$10,000 (adjusted for inflation for violations
after 2015).

The Ninth Circuit has held that the $10,000
non-willful failure to file an FBAR penalty ap-
plies per FBAR, not per financial account (e.g.,
bank accounts) required to be reported on the
form. The Fifth Circuit has held that the
penalty applies per account not reported.

The Supreme Court, reversing a Fifth Cir-
cuit opinion, held that the non-willful penalty
rules of the Bank Secrecy Act treat the failure to
file a legally compliant report as one violation
carrying a maximum penalty of $10,000, not a
cascade of such penalties calculated on a per-
account basis. l
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RS EXCLUDES SOME STATE
RELIEF PAYMENTS FROM INCOME

The IRS has provided details clarifying the federal
tax status of special payments made by 21 states in
2022. (IR 2023-23, 2/13/2023) The IRS deter-
mined that in the interest of sound tax adminis-
tration and other factors, taxpayers in many states
will not need to report these payments on their
2022 tax returns.

The IRS announced that it will not chal-
lenge the taxability of payments related to
general welfare and disaster relief. This means
that people in the following states do not need
to report these state payments on their 2022
tax return: California, Colorado, Connecti-
cut, Delaware, Florida, Hawaii, Idaho, Illi-
nois, Indiana, Maine, New Jersey, New Mex-
ico, New York, Oregon, Pennsylvania, and
Rhode Island. Alaska is in this group as well,
subject to special rules.

In addition, many people in Georgia,
Massachusetts, South Carolina, and Virginia
also will not include state payments in in-
come for federal tax purposes if they meet
certain requirements. For these individuals,
state payments will not be included for fed-
eral tax purposes if the payment is a refund
of state taxes paid and either the recipient
claimed the standard deduction or itemized
their deductions but did not receive a tax
benefit.

The IRS stated that it is aware of ques-
tions involving special tax refunds or pay-
ments made by certain states related to the
pandemic and its associated consequences
in 2022. A variety of state programs distrib-
uted these payments in 2022, and the rules
surrounding their treatment for federal in-
come tax purposes are complex. While in
general payments made by states are includ-
able in income for federal tax purposes,
there are exceptions that would apply to
many of the payments made by states in
2022.

PERSONAL

Refund of state taxes paid. If the payment
is a refund of state taxes paid and either the
recipient claimed the standard deduction or
itemized deductions but did not receive a
tax benefit (for example, because the
$10,000 tax deduction limit applied), the
payment is not included in income for fed-
eral tax purposes.

Payments from the following states in
2022 fall in this category and will be ex-
cluded from income for federal tax purposes
unless the recipient received a tax benefit in
the year the taxes were deducted: Georgia;
Massachusetts; South Carolina; and Vir-
ginia.

General welfare and disaster relief pay-
ments. If a payment is made for the promotion
of the general welfare or as a disaster relief
payment — for example, related to the pan-
demic — it may be excludable from income for
federal tax purposes under the General Wel-
fare Doctrine or as a Qualified Disaster Relief
Payment. The IRS emphasized that determin-
ing whether payments qualify for these excep-
tions is a complex fact-intensive inquiry that
depends on a number of considerations.

The IRS has reviewed the types of payments
made by various states in 2022 that may fall in
these categories. The IRS stated that if a tax-
payer does not include the amount of one of
these payments in its 2022 income for federal
income tax purposes, the IRS will not challenge
the treatment of the 2022 payment as exclud-
able from income on an original or amended
return.

Payments from the following states fall in this
category, and the IRS will not challenge the treat-
ment of these payments as excludable for federal
income tax purposes in 2022: Alaska (only for the
supplemental Energy Relief Payment received in
addition to the annual Permanent Fund Divi-
dend); California; Colorado; Connecticut;
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Delaware; Florida; Hawaii; Idaho; Illinois; Indi-  able in income for federal income tax pur-
ana; Maine; New Jersey; New Mexico; New York;  poses. This includes the annual payment of
Oregon; Pennsylvania; and Rhode Island. Alaska’s Permanent Fund Dividend and any

Other payments. Other payments that may  payments from states provided as compensa-
have been made by states are generally includ-  tion to workers.
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PROPOSED REGULATIONS ON
USE OF FORFEITURES IN
QUALIFIED RETIREMENT PLANS

The IRS has issued proposed regulations that
would provide rules relating to the use of forfei-
tures in qualified retirement plans, including a
deadline for the use of forfeitures in defined con-
tribution plans. (REG-122286-18,2/27/2023)

The proposed regulations would clarify that
forfeitures arising in any defined contribution
plan (including in a money purchase pension
plan) may be used for one or more of the fol-
lowing purposes, as specified in the plan: (1) to
pay plan administrative expenses; (2) to reduce
employer contributions under the plan; or (3)
to increase benefits in other participants’ ac-
counts in accordance with plan terms.

The use of forfeitures to reduce employer
contributions includes the restoration of inad-
vertent benefit overpayments and the restora-
tion of conditionally forfeited participant ac-
counts that might otherwise require additional
employer contributions — for example, the
restoration of accounts conditionally forfeited
under Reg 1.411(a)-7(d) (relating to certain dis-
tributions and cash-outs of accrued benefits).

The proposed regulations would generally
require that plan administrators use forfeitures
no later than 12 months after the close of the
plan year in which the forfeitures are incurred.
The proposed regulations would not affect
generally applicable deadlines related to the
timing of contributions and allocations under
a plan, such as the deadline for correcting ex-
cess contributions to avoid excise taxes under
Section 4979 as set forth in Reg. 1.401(k)-
2(b)(5)(0).

The proposed regulations provide a transi-
tion rule related to the 12-month deadline.
Under this rule, forfeitures incurred during
any plan year that begins before 1/1/2024 are
treated as having been incurred in the first plan
year that begins on or after 1/1/2024; accord-
ingly, those forfeitures must be used no later
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than 12 months after the end of that first plan
year.

Although nothing in the proposed regula-
tions would preclude a plan document from
specifying only one use for forfeitures, the plan
may fail operationally if forfeitures in a given
year exceed the amount that may be used for
that one purpose. For example, if (1) a plan
provides that forfeitures may be used solely to
offset plan administrative expenses, (2) plan
participants incur $25,000 of forfeitures in a
plan year, and (3) the plan incurs only $10,000
in plan administrative expenses before the end
of the 12-month period following the end of
that plan year, there will be $15,000 of forfei-
tures that remain unused after the deadline es-
tablished in these proposed regulations. Thus,
the plan would incur an operational qualifica-
tion failure because forfeitures remain unused
at the end of the 12-month period following
the end of that plan year. The plan could avoid
this failure if it were amended to permit forfei-
tures to be used for more than one purpose.

Use of forfeitures in defined benefit plans. The pro-
posed regulations would update rules relating to
the use of forfeitures in defined benefit plans to
reflect the enactment, after the issuance of Reg.
1.401-7, of new minimum funding requirements
applicable to defined benefit plans. In addition,
the requirement in existing Reg. 1.401-7(a) that
forfeitures under pension plans be used as soon
as possible to reduce employer contributions
would be eliminated because it is inconsistent
with those minimum funding requirements.

The minimum funding requirements of Sec-
tions 412, 430,431, and 433 do not allow the use
of forfeitures to reduce required employer con-
tributions to a defined benefit plan in the man-
ner contemplated by existing Reg. 1.401-7. In-
stead, reasonable actuarial assumptions are used
to determine the effect of expected forfeitures on
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the present value of plan liabilities under the
plan’s funding method. Differences between ac-
tual forfeitures and expected forfeitures will in-
crease or decrease the plan’s minimum funding
requirement for future years pursuant to the
plan’s funding method.

Proposed applicability date. The proposed
regulations are proposed to apply for plan
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years beginning on or after 1/1/2024. Thus,
for example, the deadline for the use of de-
fined contribution plan forfeitures incurred in
a plan year beginning during 2024 will be 12
months after the end of that plan year. Tax-
payers, however, may rely on these proposed
regulations for periods preceding the applica-
bility date. M
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ISRAEL BLUMENFRUCHT

Rental property: basis
for depreciation

Several years ago, you paid $150,000 to build your
home on a lot that cost you $50,000. Before con-
verting the property to rental use last year, you
paid $30,000 for permanent improvements to the
house. You received a $5,000 easement payment
from the State of California for use of the land for
a power line. The county indicates the fair market
value (FMV) of the house is $250,000 and the land
is $100,000. What is your basis for depreciation?
1. $150,000

2. $175,000

3. $180,000

4. $250,000

Solution: The correct choice is “c.”

When property is converted from personal
use to business or investment use, the Regulations
provide a limitation on the depreciation deduc-
tion (Reg. 1.167(g)-1). If the property has de-
clined in value since it was acquired, the Regula-
tions prevent the taxpayer from claiming higher
depreciation deductions based upon the original
purchase price; on the other hand, in the case of
appreciated property, taxpayers are prevented
from using the higher fair market value as the de-
preciable basis. Specifically, the Regulations re-
quire that the taxpayer determine the basis for de-
preciation for such property as the lower of: (1)
the adjusted basis of the property on the date of
the conversion, or (2) the fair market value of the
property on the date of the conversion.

With respect to determining the adjusted basis
of the property, the taxpayer may increase the orig-
inal cost basis of the property by any permanent
capital improvements, local property assessments
for water, sidewalks, and roads, legal fees for de-
fending and perfecting the title, and zoning costs.
The original cost basis of the property must be de-
creased by any depreciation deductions allowed,
such as for using the property asa home office and
insurance proceeds received for casualty losses.

The basis of the land is also decreased by any
amounts received for granting an easement, as was

ISRAEL BLUMENFRUCHT, Ph.D. CPA, is the chairperson of the De-
partment of Accounting and Information Systems at Queens College of
the City University of New York.

the case in this problem, because it is treated as a
sale ofan interestin the property. If theamount re-
ceived for the easement is more than the basis of
the land, the basis is reduced to zero and the excess
is recognized as a gain (IRS Publication 551).

Accordingly, the adjusted basis of the home
that the taxpayer converted to rental property
in this problem is equal to the $150,000 paid to
build the home, increased by the $30,000 of
permanent capital improvements for a total
adjusted basis of $180,000. The $5,000 ease-
ment payment received from the State of Cali-
fornia for use of the land for a power line re-
duces the basis of the land to $45,000 ($50,000
- 5,000) and does not affect the depreciable
basis of the home. Since the county indicates
that the fair market value of the house on the
date of conversion is $250,000, the depreciable
basis of the converted property is the lower
$180,000 adjusted basis of the property. Obvi-
ously, the amount allocated to the land is not
considered in determining the basis for depre-
ciation since land is not depreciable.

Taxation of Social Security benefits

Gordon, age 70, is retired and works part-time as
a security guard earning $8,000. He received
$5,000 interest from a saving account and $2,500
interest from tax-exempt municipal bonds. His
Social Security benefits were $12,000 and his tax-
able pension was $6,000. To determine if any of
his Social Security is taxable, Gordon should com-
pare how much of his income to the $25,000 base
amount?

1. $27,500

2. $21,500

3. $19,000

4. $25,000

Solution: The correct choice is “a.”

In general, Social Security benefits received
by a taxpayer are not included in gross income.
However, if the taxpayer’s income exceeds a
specified base amount, the recipient may be re-
quired to include in gross income up to 85% of
the Social Security benefits received during the
year (Section 86).
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In determining the amount of Social Secu-
rity benefits which must be included in gross
income, the taxpayer must first compute his or
her “modified adjusted gross income” (MAGI).
(This term is used in the Code only with re-
spect to Social Security benefits.) MAGI is de-
fined as adjusted gross income before includ-
ing any Social Security benefits plus, among
other items, tax-exempt interest and the for-
eign earned income inclusion. Tax-exempt in-
terest includes not only interest earned from
state and municipal bond obligations, but it
also includes tax-exempt interest from Series
EE savings bonds that is used to pay for quali-
fied educational expenses. Note that by requir-
ing taxpayers to include such items in the cal-
culation of MAGI, Congress has in essence
opened a back door for taxing tax-exempt in-
terest income by disguising it in the form of
taxing Social Security benefits!

The next step is to determine the taxpayer’s
“base amount.” Currently, there are two sets of
base amounts. Note that these base amounts are
statutory and not indexed for inflation. The
first set of base amounts are used by lower in-
come taxpayers to determine whether they
must include up to 50% of their Social Security
benefits in gross income. The second set of base
amounts are used by all other taxpayers to de-
termine whether they must include up to 85%
of their Social Security benefits in gross income.

The base amount is a function of the tax-
payer’s filing status. The following is the first
set of base amounts: (1) $25,000 for a taxpayer
who files as single, head of household, or as
married filing separately and did not live with
his or her spouse for the entire year; (2) $32,000
for taxpayers filing a joint return; and (3) $0 for
married taxpayers filing separately who lived
with their spouse any time during the year.

The first set of base amounts are used by
taxpayers whose MAGI plus 50% of their Social
Security benefits exceeds these base amounts
(but not the second set of base amounts). Note
that if a taxpayer’s base amount ($25,000,
$32,000 or $0) exceeds the sum of his or her
MAGI plus 50% of Social Security benefits re-
ceived, all of the Social Security benefits are ex-
cluded from gross income.

Taxpayers subject to the first set of base
amounts include in gross income the lesser of (1)
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50% of the Social Security benefits received or (2)
50% of the sum of MAGI plus 50% of the Social
Security benefits. Thus, the maximum amount
that need be included in gross income for these
taxpayers is 50% of their Social Security benefits.

The following is the second set of base
amounts:(1) $34,000 for a taxpayer who files as
single, head of household, or as married filing
separately and did not live with his or her
spouse for the entire year; (2) $44,000 for tax-
payers filing a joint return; and (3) $0 for mar-
ried taxpayers filing separately who lived with
their spouse any time during  the year.

The second set of base amounts are used by
taxpayers whose MAGI plus 50% of their Social
Security benefits exceeds the second set of base
amounts. The exact amount of Social Security
benefits that must be included in gross income
for these taxpayers is determined by calculating
a specific formula which is relatively compli-
cated. However, in no event can more than 85%
of the Social Security benefits be included in
gross income. The rationale for excluding 15%
of the Social Security benefits from gross in-
come is that for the average Social Security re-
cipient, 15% of the amount received is a recov-
ery of amounts the individual paid into the
program, and the remainder of the benefits is fi-
nanced by the employer’s contribution and in-
terest earned by the Social Security trust fund.

Accordingly, in determining if any of his So-
cial Security benefits is taxable, Gordon must first
compute his MAGI. His MAGI includes his
$8,000 of earnings as a part-time security guard,
$5,000 of interest from a savings account, $2,500
interest from tax-exempt securities, and $6,000 of
taxable pension benefits, for a total MAGI of
$21,500. He must then compare his $25,000 base
amount to the sum of his $21,500 MAGI plus
50% of the $12,000 of Social Security benefits he
received or $6,000. Thus, $27,500 ($21,500 +
6,000) is compared with the $25,000 base. The ac-
tual amount of Social Security benefits that Gor-
don must include in gross income is $1,250
[.5($27,500 - 25,000)] since this is less than 50% of
his Social Security benefits. Il

The problems presented in this column are adapted from the
official, verbatim texts of IRS Special Enrollment Examination
questions. The answers were prepared by Prof. Blumenfrucht.
The examination covers tax topics about which the IRS ex-
pects tax practitioners to be extremely knowledgeable.
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