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This
& That

Video content marketing is about a story. The videos you 
create — live or recorded — must be in service of this 
story. Your video content marketing (in support of your 
digital content strategy) includes how you show up on 
video meetings, the video shorts you post and even the 
production value of your video e-learning modules. 

It addresses the question of whether you need to be on 
7LN7RN�DQG�ZK\�WKLV�JHQUH�RI�YLGHR�PD\�QRW�EH�H൵HFWLYH�
on LinkedIn. 

Expert advice alone isn’t enough. 

Whether your video is a talking head (which most are) 
or a montage, one trap to avoid is shiny technology 
syndrome. The issue is not about what camera you use, 
but how human you are on camera. 

Preparation 
7RGD\��YLGHR�LV�KRZ�\RX�GR�EXVLQHVV��,W¶V�D�YLGHR�¿UVW�
market, which means you need to command the screen. 
You want to show up on video with power, presence 
and credibility. 

It’s likely your video meetings with clients and prospects 
remain an untapped and under-resourced marketing 
opportunity. Both 2020 and 2021 proved to be the 
waiting years — everyone waiting for the pandemic 
and video meetings to go away. 

7KH�DFWRU�3KLOOLS�6H\PRXU�+R൵PDQ�XVHG�WR�SUHSDUH�
for the smallest roles with intensity and rigor. His 
IULHQG��(WKDQ�+DZNH��UHFRXQWHG�KRZ�+R൵PDQ�ZRXOG�
dig into the minutest detail of the character: “Who 
was that guy? What does he have in his pocket? How 
did he get the job? Why does he do this dumb thing?” 

The path to power, presence and credibility means 
knowing your story. Just as it was important for 
3KLOOLS�6H\PRXU�+R൵PDQ�WR�FUHDWH�D�WKUHH�GLPHQVLRQDO�
person out of a two-dimensional character, the same is 
true for you. How you show up on video speaks volumes 
about you and your business. 

Positioning
The market is loud, crowded and noisy. To be seen and 
heard takes work. Because your job is to serve your 
existing clients and perhaps grow your practice, getting 
their attention is step one. This means you want to know 
your audience and what makes you unique. 

,W�GRHVQ¶W�JHW�DQ\�VLPSOHU��:KDW¶V�GL൶FXOW�LV�EHFRPLQJ�
comfortable with discomfort. You know you’re doing 
things right when your positioning feels uncomfortably 
narrow. 

This will make producing video content easier, though, 
because it leads to the genuine expression of your 
positioning. When you have in mind who you want to 

Mastering Video Content Marketing
By Patrick McGowan
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reach and the story you want to tell them, the production 
SURFHVV��IURP�LQFHSWLRQ�WR�¿QDO�DSSURYDO��EHFRPHV�PRUH�
doable, even enjoyable. 

Attention is the result of creating a video that stands 
RXW��$V�D�UHVXOW��\RX�ULVH�DERYH�WKH�PDVVHV��$V�¿OP�
director Steve Stockman said about video, “If it’s not 
JRRG��LW¶V�R൵�´

Positioning drives the creation of videos people want to 
watch. This gives you a competitive edge. 

Punch
Your camera equipment is there to elevate and amplify 
your story. It punches up your preparation and position-
ing. There are no hacks. 

Now, you may not need any new equipment. A smart-
phone might be the right choice. What camera you use 
should support the story you want to tell. 

When you look better on camera, you feel better. And 
when you feel better, you do better. It’s what scientists 
call enrobed cognition, or what the rest of us might 
call dressing for success. The right camera is the 
new power suit. Amplify your power, presence, and 
credibility with the right camera once you’ve prepared 
yourself and positioned your personal brand. 

Conclusion 
0DQ\�SHRSOH�GH¿QH�YLGHR�FRQWHQW�PDUNHWLQJ�E\�ZKDW�JHWV�
UHFRUGHG��,Q�RXU�YLGHR�¿UVW�PDUNHW��WKLV�LV�VKRUWVLJKWHG�
All video — live and recorded — is video content market-
ing. It’s also how we do business, which means it needs 
to be visually on brand and on message. You can be just 
DV�LQÀXHQWLDO�RQ�FDPHUD�DV�\RX�DUH�LQ�SHUVRQ��EXW�LW�WDNHV�
preparation, positioning and punch.

It’s hard to get people’s attention. This is why integrating 
all video into your digital content marketing strategy 
makes sense. You have one opportunity to make a mem-
orable impression — and on video, it’s instantaneous. 

Everything you do on video is in service of the story. 
Make it the right one.  X

About the author
Patrick McGowan, MBA, consults, trains and coaches business 
executives and teams to have more power, presence and credi-
ELOLW\�RQ�FDPHUD�LQ�D�YLGHR�¿UVW�PDUNHW��+H�SXOOV�WRJHWKHU�WKUHH�
decades in marketing, innovation and leadership. McGowan 
started Punchn to address the challenges and insecurities we 
all face when on camera. He is the author of “Across the Lens: 
How Your Zoom Presence Will Make or Break Your Success.” 
Please visit www.punchn.io for more information.  
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Tom’s 
Two Cents

Another tax season is “in the books.” Other than 
addressing some leftover correspondence, tackling a few 
DPHQGHG�UHWXUQV�RU�GHDOLQJ�ZLWK�VRPH�¿VFDO�\HDU�¿OLQJV��
KRSHIXOO\�\RX�¿QG�\RXUVHOI�ZLWK�D�ELW�RI�EUHDWKLQJ�URRP�
DQG�D�FKDQFH�WR�UHÀHFW�RQ�WKH�SDVW�\HDU��DQG�HYHQ�SODQ�
IRU�WKH�IXWXUH��%XW�EHIRUH�\RX�ZDQGHU�R൵�WR�ZDWFK�WKH�
changing seasons, here are a few planning tips for the 
graying days of November.

1.  Encourage your clients to set up an online account 
with the IRS. The handwriting is on the wall; future 
interaction with the IRS will be digital. Soon, sending 
written responses to correspondence or waiting on 
hold with the IRS will be history. But there’s work 
to be done in the meantime. Advise (or assist) your 
client by going to https://www.irs.gov/pub/irs-pdf/
p5507.pdf. Once your client has their online account 
established, you need to use (or set up) your own Tax 
Pro Account [Tax Pro Account | Internal Revenue 
Service (irs.gov)]. Per the IRS, your Tax Pro 
Account lets you submit an authorization request to 
a taxpayer’s IRS online account. This includes both 
power of attorney and tax information authorization 
requests. The taxpayers can then review, approve and 
sign the request electronically. After, you can check 
on what the IRS already has, what the IRS is still 
missing, or what the issue is, with the expectation 
that resolution can be handled electronically as well. 
However, this is still a goal and not necessarily a 
reality of the IRS’s future service expectations. This 
access is only available for personal tax accounts, not 
businesses or other entities. Still, it’s a start toward 
resolving issues more quickly.

2.  November is an excellent time to reach out to clients 
who typically owe taxes and suggest they adjust their 
Form W-4 or estimated tax payments for the remain-
der of the year or soften the blow for the new year. 
Being proactive is typically better than being reactive.

3.  November is also the time for your clients to make 
decisions on next year’s health insurance and 
FDIHWHULD�SODQV��VXFK�DV�ÀH[�VSHQGLQJ�DFFRXQWV��
You can be a resource to your clients and help them 
HYDOXDWH�WKH�WD[�EHQH¿WV�DQG�FRVWV�DVVRFLDWHG�ZLWK�
these decisions. The last month of autumn is also 
the beginning of the open enrollment period for 
signing up for Marketplace health insurance, where 
premiums will be based on income projections for 
the following year. Again, you can add value to your 
services by assisting clients with this process.   

4.  Year-end planning is easier to deal with this month 
than in December since you have more time to 
help clients with their business buying decisions, 
pension funding or setup, and other year-end issues 
such as required minimum distributions (RMDs) 
DQG�TXDOL¿HG�FKDULWDEOH�GLVWULEXWLRQV��4&'V���,Q�
'HFHPEHU��PDQ\�¿UPV�ZDQW�SDSHUZRUN�VXEPLWWHG�
by mid-month; otherwise, there’s no guarantee the 
SURFHVVLQJ�RI�50'V�RU�4&'V�ZLOO�EH�FRPSOHWHG�E\�
year-end. Get those out of the way this month.

(QWHULQJ�LQWR�D�QHZ�¿OLQJ�VHDVRQ�ZLWK�HDVH�LV�WKH�GUHDP�
of all preparers. Tackling the above jobs can help you 
accomplish it. Plus, you’ll have the bonus of being able 
to look up from your desk and observe the beauty of the 
changing seasons!  X

Tips for Easing Into a New Filing Season
By Tom O’Saben, EA, Director of Tax Content
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TAX UPDATE   § § §
The Home Energy Audit Credit
By Chris Novak, CPA

With winter approaching, taxpayers might want to get a 
KRPH�HQHUJ\�DXGLW�EHIRUH�GHFLGLQJ�ZKLFK�HQHUJ\�H൶FLHQW�
improvements they should make to their home. For tax 
years beginning after 2022, individuals may be eligible to 
claim a nonrefundable credit for their home energy audit 
>���&�D����@��7KLV�FUHGLW�LV�SDUW�RI�WKH�HQHUJ\�H൶FLHQW�
KRPH�LPSURYHPHQW�FUHGLW�XQGHU����&��VR�LW¶V�UHSRUWHG�RQ�
Form 5695, Residential Energy Credits, Part II, Section 
B, Line 26, as shown in the draft form below. In general, 
the credit is 30% of the amount paid or incurred during 
the year. However, the credit for home energy audits can-
QRW�H[FHHG������>���&�E�����$�@��,Q�RWKHU�ZRUGV��LQGL-
viduals may claim the maximum credit for a home energy 
audit that costs at least $500 ($500 x 30% = $150). To 
the extent it costs more than $500, no credit is available 
for the additional amount paid. In addition, no credit is 
allowed unless the individual substantiates the credit by 
including certain information or documentation with their 
WD[�UHWXUQ�DV�UHTXLUHG�E\�WKH�,56�>���&�E�����%�@�

The home energy audit credit is also part of the $1,200 
per year limit. In general, the $1,200 limit applies to 
DOO�TXDOL¿HG�HQHUJ\�H൶FLHQF\�LPSURYHPHQWV��H�J���
insulation, exterior doors and windows), certain 
residential energy property expenditures (e.g., air 
conditioners, furnaces, water heaters and boilers) and 
home energy audits. On the other hand, a separate $2,000 
per year limit applies, in the aggregate, to all residential 
energy property expenditures for heat pumps, heat pump 
water heaters, biomass stoves and biomass boilers.

In other words, if an individual already paid or incurred 
costs for certain home improvements and will receive the 
PD[LPXP��������HQHUJ\�H൶FLHQW�KRPH�LPSURYHPHQW�
credit, they should consider getting a home energy 
audit in a future year. That way, they can spread the 
FRVW�RI�WKH�DXGLW�DQG�WKH�UHVXOWLQJ�HQHUJ\�H൶FLHQW�KRPH�
LPSURYHPHQWV�RYHU�GL൵HUHQW�WD[�\HDUV�WR�PD[LPL]H�WKH�
credit each year.
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For this purpose, a home energy audit is an inspection 
and written report with respect to a dwelling unit located 
in the U.S. that is owned or used by the taxpayer as their 
SULQFLSDO�UHVLGHQFH�>���&�H�@��7KH�GZHOOLQJ��LQFOXGLQJ�
condominiums and certain manufactured homes, must 
be the taxpayer’s main home within the meaning of §121 
(i.e., the exclusion of gain from the sale of a principal 
residence). It can even be a home the taxpayer is renting, 
as long as it’s their principal residence (FS-2022-40). 

The audit must include an inspection and a written 
UHSRUW�WKDW�LGHQWL¿HV�WKH�PRVW�VLJQL¿FDQW�DQG�
FRVW�H൵HFWLYH�HQHUJ\�H൶FLHQF\�LPSURYHPHQWV�ZLWK�
respect to the home, including an estimate of the 
energy and cost savings with respect to such improve-
ment. In addition, the audit must be conducted and 
prepared by a home energy auditor who meets certain 
FHUWL¿FDWLRQ�UHTXLUHPHQWV��XQOHVV�WKH�WUDQVLWLRQ�UXOH�
in Notice 2023-59 applies.

For 2023, the audit must be conducted and prepared by 
a home energy auditor. However, the auditor does have 
WR�EH�FHUWL¿HG�RU�PHHW�WKH�GH¿QLWLRQ�RI�D�³TXDOL¿HG�KRPH�
energy auditor” as provided in Notice 2023-59. This is a 
special transition rule for audits conducted during 2023. 

Starting in 2024, taxpayers must meet additional 
requirements under Notice 2023-59 to claim the home 
energy audit credit. To begin with, the audit must be 
FRQGXFWHG�E\�D�TXDOL¿HG�KRPH�HQHUJ\�DXGLWRU��1H[W��
the written report must be prepared and signed by 
WKH�TXDOL¿HG�KRPH�HQHUJ\�DXGLWRU�DQG�EH�FRQVLVWHQW�
with industry best practices (i.e., the most recent 
Department of Energy-led and industry-validated 
Jobs Task Analysis). Finally, the written report must 
SURYLGH�WKH�TXDOL¿HG�KRPH�HQHUJ\�DXGLWRU¶V�QDPH�DQG�
HPSOR\HU�LGHQWL¿FDWLRQ�QXPEHU��(,1��RU�RWKHU�WD[SD\HU�
LGHQWL¿FDWLRQ�QXPEHU��7,1���DQ�DWWHVWDWLRQ�WKDW�WKH�
DXGLWRU�LV�FHUWL¿HG�E\�D�TXDOL¿HG�FHUWL¿FDWLRQ�SURJUDP�
and the name of such program.

$FFRUGLQJ�WR�1RWLFH����������D�TXDOL¿HG�KRPH�HQHUJ\�
DXGLWRU�PXVW�EH�FHUWL¿HG�E\�D�TXDOL¿HG�FHUWL¿FDWLRQ�
program listed at the following web address: www.energy.
gov/eere/buildings/us-department-energy-recognized-
KRPH�HQHUJ\�DXGLWRU�TXDOL¿HG�FHUWL¿FDWLRQ�SURJUDPV��7KH�
Department of Energy (DOE) maintains this list, which 
ZLOO�EH�XSGDWHG�RQ�D�UROOLQJ�EDVLV�DV�WKH�'2(�LGHQWL¿HV�
PRUH�TXDOL¿HG�FHUWL¿FDWLRQ�SURJUDPV��&XUUHQWO\��WKH�RQO\�
FHUWL¿FDWLRQ�SURJUDPV�WKURXJK�ZKLFK�DQ�DXGLWRU�FDQ�EH�D�
TXDOL¿HG�KRPH�HQHUJ\�DXGLWRU�IRU�SXUSRVHV�RI�FODLPLQJ�
the home energy audit credit include the following:
• ASHRAE Building Energy Assessment Professional 

(BEAP)

•� $((�&HUWL¿HG�(QHUJ\�$XGLWRU��&($�
• BPI Home Energy Professional (HEP) Energy 

Auditor
• BPI Building Analyst Professional (BA-P) 
• RESNET Home Energy Rater

In conclusion, the requirements for claiming the home 
energy audit credit in 2023 aren’t as strict as they will 
be in subsequent years. For audits conducted after 2023, 
WD[SD\HUV�QHHG�WR�PDNH�VXUH�WKH\�XVH�D�TXDOL¿HG�KRPH�
energy auditor and meet all the other requirements to 
claim a home energy audit credit. Notice 2023-59 also 
states the forthcoming proposed regulations will provide 
that taxpayers claiming the home energy audit credit will 
PHHW�WKH�VXEVWDQWLDWLRQ�UHTXLUHPHQW�XQGHU����&�E�����%��
LI�WKH\�NHHS�WKH�ZULWWHQ�UHSRUW�VLJQHG�E\�WKH�TXDOL¿HG�
home energy auditor with their records and comply with 
the instructions for Form 5695.  X

Notice 2023-59
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ERC Accounting
How to properly report a claim
By Sheri Fronsee, CPA, and Tom O’Saben, EA

Unless you’ve been stationed in Antarctica for the last couple years, you have more than likely 
become familiar with the employee retention credit (ERC). Once the IRS started reviewing these 
claims, they quickly became an item of increased scrutiny. The agency continues to update 
guidance as it focuses more attention on ineligible and fraudulent claims. Of particular interest 
is the revised FAQ #3, which the IRS released on July 28, 2023.

Q3.�:KR�LV�QRW�HOLJLEOH�WR�FODLP�WKH�(5&"�
A3. <RX�GRQ¶W�TXDOLI\�IRU�WKH�(5&�LI�\RX�GLG�QRW�RSHUDWH�
a business or tax-exempt organization with employees. 

Some examples of taxpayers who are not eligible to 
FODLP�WKH�(5&�DQG�DUH�RIWHQ�WDUJHWHG�E\�(5&�VFDP�
promoters include: 
• Individual taxpayers who are not business owners 
• Employees 
• Retirees 
• People who do not have employees 
• Household employers 
• Employers that didn’t pay wages to employees 

during the qualifying time periods 

• Employers who experienced supply chain disruptions 
but did not experience a full or partial suspension of 
operations by a qualifying order 

• Government agencies 

The big push now is to make sure everyone who 
ZDV�HOLJLEOH�WR�UHFHLYH�WKH�(5&�KDV�UHFHLYHG�LW��7KLV�
is causing many businesses that didn’t apply for 
the credit to apply for it now, for 2020 and 2021. 
&RQVHTXHQWO\��WKH�WULFN�LV�¿JXULQJ�RXW�KRZ�WR�SURSHUO\�
report this transaction in the company’s books and 
records for the applicable years and the year for which 
LW�LV�¿OHG��
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Notice 2021-20, Section III. L. Special Issues for 
(PSOR\HUV��,QFRPH�DQG�'HGXFWLRQ��4	$����VWDWHV�WKH�
(5&�UHGXFHV�WKH�H[SHQVHV�WKDW�DQ�HOLJLEOH�HPSOR\HU�FRXOG�
otherwise deduct on its federal income tax return for the 
WD[DEOH�\HDU��7KLV�PHDQV�WKH�(5&�UHTXLUHV�EXVLQHVVHV�WR�
reduce their payroll expense for the tax year in which the 
(5&�LV�EHLQJ�FODLPHG��QRW�WKH�WD[�\HDU�LQ�ZKLFK�WKH�(5&�
is applied for or received [N-2021-20 (irs.gov)].

Let’s look at the proper reporting procedures for claim-
LQJ�WKH�(5&�ZKHQ�DSSO\LQJ�IRU�LW�LQ�VXEVHTXHQW�\HDUV��
7KLV�GLVFXVVLRQ�GRHV�QRW�DGGUHVV�WKH�TXDOL¿FDWLRQV�IRU�
the credit. 

Observation: Before amending any entity returns 
LPSDFWHG�E\�(5&�FODLPV��FRQVLGHU�ZKHWKHU�DQ�2൶FH�
of Professional Responsibility (OPR) position could 
IRUFH�\RX�WR�¿UH�\RXU�FOLHQW�

In February 2023, NATP, in conjunction with the 
National Society of Accountants (NSA), sent a joint 
OHWWHU�WR�WKH�DFWLQJ�&RPPLVVLRQHU�RI�WKH�,56�DQG�WKH�
OPR Director asking for swift guidance regarding the 
UHVSRQVLELOLWLHV�RI�SUDFWLWLRQHUV�ZKRVH�FOLHQWV�¿OHG�DQ�
(5&�FODLP�WKURXJK�D�WKLUG�SDUW\��2XU�OHWWHU�DVNHG�IRU�D�
possible safe harbor from potential preparer penalties 
in cases where the preparer did not create or submit 
DQ�(5&�FODLP��EXW�RQO\�SUHSDUHG�HQWLW\�DQG�LQGLYLGXDO�
LQFRPH�WD[�UHWXUQV�LPSDFWHG�E\�DQ�(5&�FODLP�

OPR, in their release, Issue Number: 2023-02 , took the 
position that a return preparer is responsible for and must 
have accurate knowledge of all information impacting 
the return being submitted. 

Further, OPR stated it does not believe a practitioner 
can rely on third-party advice provisions as provided 
XQGHU�&LUFXODU��������������VLQFH�WKH�¿UPV�VXEPLWWLQJ�
(5&�FODLPV�GR�QRW�PHHW�WKH�GH¿QLWLRQ�RI�D�WD[�SUHSDUHU�

This narrow interpretation leaves tax preparers with two 
FKRLFHV�LQ�WKH�HYHQW�D�FOLHQW�KDV�¿OHG�DQ�(5&�FODLP�WKDW�
we disagree with:
1. Inform the client that you do not agree with their 

eligibility for the credit and take corrective action to 
amend the claim for credit or 

2. Disengage from the client  

,JQRULQJ�WKH�(5&�FODLP��IDLOLQJ�WR�WDNH�UHVSRQVLELOLW\�
for it, or not providing knowledge to the client as to why 
WKH�(5&�FODLP�LV�HUURQHRXV�PD\�VXEMHFW�SUDFWLWLRQHUV�
WR�SRWHQWLDO�SUHSDUHU�SHQDOWLHV�DQG�VDQFWLRQV�IRU�¿OLQJ�
frivolous returns, understating a client’s tax obligation, 
IDLOLQJ�WR�EH�VX൶FLHQWO\�HGXFDWHG��HWF�

1$73�KDV�DOVR�VRXJKW�IXUWKHU�FODUL¿FDWLRQ�RQ�ZKHWKHU�
the OPR position also represents responsibility on 
WKH�SDUW�RI�D�WD[�SURIHVVLRQDO�IRU�DQ�(5&�FODLP�LI�WKH�
practitioner merely allows deductions for the taxpayer’s 
IHHV�WR�WKH�(5&�SURFHVVLQJ�¿UP�RQ�WKHLU�HQWLW\�¿OLQJV���

Hitting the pause button
As of Sept. 14, 2023, to protect taxpayers from scams, the IRS has 
ordered an immediate stop to new ERC processing amid a surge of 
questionable claims and concerns from tax professionals. Aggres-
sive marketing to ineligible applicants highlights unacceptable risk 
to businesses and the tax system. Also, the IRS has stated that 
claimants with pending ERC claims may request that the IRS 
withdraw the pending claim. The IRS plans to unveil a settlement 
process to give those businesses who have already received 
ERC claims an opportunity to potentially return these dollars to 
the Service if they were received in question.

This moratorium on processing new claims through year’s end will 
allow the IRS to add more safeguards to prevent future abuse and pro-
tect businesses from predatory tactics. The IRS is working with the Justice 
Department to pursue fraud fueled by aggressive marketing promotions [IR-2023-169].
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Accounting for the ERC claim

(QWLWLHV�HOLJLEOH�IRU�WKH�(5&�LQFOXGH�&�FRUSRUDWLRQV��
S corporations, partnerships, sole proprietors, farmers 
DQG�QRQSUR¿W�RUJDQL]DWLRQV��,Q�HVVHQFH��DQ\�EXVLQHVV�
that pays employees and deducts payroll expenses is 
considered an eligible entity. 

Let’s review the following facts:
��� (5&�LV�D�SD\UROO�FUHGLW��QRW�DQ�LQFRPH�WD[�FUHGLW��

Therefore, it does not fall under Accounting Standard 
&RGL¿FDWLRQ��$6&�������,QFRPH�7D[HV��7KHUH�LV�QR�
VSHFL¿F�JXLGDQFH�IRU�IRU�SUR¿W�EXVLQHVV�HQWLWLHV�WR�
DFFRXQW�IRU�WKHVH�FUHGLWV��&RPSDQLHV�PD\�DFFRXQW�IRU�
WKH�(5&�E\�UHIHUULQJ�WR�,QWHUQDWLRQDO�$FFRXQWLQJ�6WDQ-
dards (IAS) 20, Accounting for Government Grants 
and Disclosure of Government Assistance, under 
International Financial Reporting Standards (IFRS). 
Additional guidelines that can be applied include 
$6&���������IRU�FRQWULEXWLRQV�UHFHLYHG�E\�QRQSUR¿WV�
RU�$6&������&RQWLQJHQFLHV��$�QRQSUR¿W�HQWLW\�WKDW�
UHFHLYHV�D�JRYHUQPHQW�JUDQW�VKRXOG�XVH�$6&����������
1RW�IRU�3UR¿W�(QWLWLHV�±�5HYHQXH�5HFRJQLWLRQ�

2. Before selecting a policy, it’s important to consider 
what accounting policy your client may have used 
for the Paycheck Protection Program (PPP) loan 
forgiveness, where they had the option to book the 
loan as debt or as a government grant (by using IAS 
20). Those companies that elected the accounting 
treatment under IAS 20 were provided a further 
option to report it on an income statement as “other 
income” or to reduce an impacted expense. If your 
client decided to treat their PPP loan forgiveness 
under the government grant alternative, you need 
to continue with this accounting policy and report 
WKH�(5&�DV�HLWKHU�³RWKHU�LQFRPH´�RU�UHGXFH�SD\UROO�
expenses on the taxpayer’s income statement and tax 
returns based on this prior election.

3. Most entities elected to treat their PPP loans as debt 
XQGHU�$6&������7R�IROORZ�WKLV�HOHFWLRQ��FRPSDQLHV�
VKRXOG�DFFRXQW�IRU�WKHLU�(5&�XQGHU�,$6�����ZKLFK�
ZLOO�KDYH�WKH�(5&�UHSRUWHG�DV�HLWKHU�D�UHGXFWLRQ�RI�
payroll expenses or as “other income” on the income 
statement and tax returns.

Note: 7KH�(5&�VKRXOG�RQO\�EH�UHFRUGHG�RQFH�LW�LV�
GHHPHG�SUREDEOH��PHDQLQJ�WKH�(5&�FODLP�ZLOO�OLNHO\�
be approved by the IRS, and the entity has complied 
ZLWK�DOO�UHTXLUHPHQWV�WR�UHFHLYH�(5&�IXQGV�

Once probability is likely, the entity should record a 
receivable and reduce the payroll expense or report 
other income for the anticipated amount of the credit. 

For example, consider the following journal entry:
Debit:�(5&�UHFHLYDEOH�

Credit: Payroll expense or other income 

+RZHYHU��IRU�LQFRPH�WD[�SXUSRVHV��UHFRUG�WKH�(5&�DV�
a reduction of payroll expense, thus reducing payroll 
expense and increasing taxable income.

Now let’s put words to action! Following is a case study 
showing how to properly report a business’s claim for 
WKH�(5&��PDGH�LQ�WKH�FXUUHQW�WD[�\HDU��IRU�WKH�SDVW�WD[�
years of 2020 and 2021.

Case study
-0-��D�PXOWL�PHPEHU�//&��KDV�HOHFWHG�WR�EH�WD[HG�DV�
an S corporation. It has 35 shareholders and more than 
70 employees. Due to the impact of the pandemic, JMJ 
was forced to cease operations but continued to pay its 
employees. JMJ utilizes AAA Professional Accountants 
(AAA) for its tax and bookkeeping services but employs 
a third-party payroll provider, which determined JMJ 
ZDV�HOLJLEOH�IRU�WKH�(5&�IRU�WD[�\HDUV������DQG�������
The payroll provider submitted Forms 941-X, Adjust-
ed Employer’s Quarterly Federal Tax Return or Claim 
for Refund, for the quarters in question. The expected 
refunds due to JMJ are more than $1 million. AAA does 
not provide payroll services and has rendered no opinion 
DV�WR�WKH�YDOLGLW\�RI�WKH�(5&�FODLPV��'XH�WR�WKH�LQWHUUXS-
tion in business during the pandemic, JMJ corporate in-
come tax returns, as well as its shareholders’ tax returns, 
KDYH�QRW�EHHQ�¿OHG�IRU�WD[�\HDUV������������DQG�������

,Q�6HSWHPEHU�������WKH�,56�LQIRUPHG�-0-�WKDW�LWV�(5&�
claim had been approved and the payment would be 
mailed out by Oct. 10, 2023. On Oct. 22, 2023, JMJ 
received a check for $1,030,000, which comprised the 
���PLOOLRQ�(5&�FODLP�SOXV���������LQWHUHVW��+RZ�GRHV�
AAA proceed to prepare the tax returns for JMJ?  

Before beginning to prepare the returns for 2020, 2021 
and 2022, AAA reviewed the substantial backup informa-
tion provided by the third-party payroll provider and feels 
comfortable that it has completed reasonable due diligence 
RQ�WKH�(5&�FODLP��:LWK�WKH�XQGHUVWDQGLQJ�WKDW�LWV�SUHSDUD-
tion of the entity and personal returns meets the guidelines 
outlined by OPR, AAA proceeds with the preparation of 
the returns. It is willing to be considered a participant in 
WKH�(5&�FODLP�

$V�QRWHG�LQ�1RWLFH����������4XHVWLRQ�����WKH�(5&�ZLOO�
need to be allocated to the appropriate years. In this case, 
-0-�DOORFDWHV�WKH����PLOOLRQ�(5&�DV�IROORZV�����������
in 2020 and $750,000 in 2021.
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Tax year 2020. :KHQ�SUHSDULQJ�-0-¶V�¿QDQFLDO�
statements, AAA made the following journal entry to 
-0-¶V�ERRNV�WR�DFFRXQW�IRU�WKH������(5&�GXH�WR�LW�

Debit:�(5&�UHFHLYDEOH����������
Credit: Payroll expense $250,000 

,Q�������$$$�KDG�SUHSDUHG�SUHOLPLQDU\�¿QDQFLDO�
statements to help the shareholders calculate their 
potential individual tax liability. AAA has now revised 
WKRVH�SUHOLPLQDU\�VWDWHPHQWV�WR�UHÀHFW�WKH�UHGXFWLRQ�RI�
the payroll expense and increased income, and is sending 
revised letters to the shareholders explaining their tax 
liability will be increased by their pro-rata share of the 
additional $250,000 in net income.

Tax year 2021. :KHQ�SUHSDULQJ�-0-¶V�¿QDQFLDO�
statements, AAA made the following journal entry to 
-0-¶V�ERRNV�WR�DFFRXQW�IRU�WKH�(5&�GXH�WR�LW�

Debit:�(5&�UHFHLYDEOH����������
Credit: Payroll expense $750,000 

In 2022, as in 2021, AAA had prepared preliminary 
¿QDQFLDO�VWDWHPHQWV�WR�KHOS�WKH�VKDUHKROGHUV�FDOFXODWH�
their potential individual tax liability. AAA has now 
UHYLVHG�WKRVH�SUHOLPLQDU\�VWDWHPHQWV�WR�UHÀHFW�WKH�
reduction of the payroll expense and increased income, 
and is sending revised letters to the shareholders 
explaining that its tax liability will be increased by its 
pro-rata share of the additional $750,000 in net income.

Observation: Had the returns already been prepared 
by 2020 and 2021, the same results would need to be 
UHÀHFWHG�RQ�DPHQGHG�HQWLW\�UHWXUQV�DQG�DPHQGHG�6FKHG-
ules K-1, Shareholder’s Share of Income, Deductions, 
Credits, etc., and provided to each shareholder.

Tax year 2022. 7KH�SHQGLQJ�(5&�FODLPV�KDYH�QR�
LPSDFW�RQ�¿QDQFLDO�VWDWHPHQWV�RU�WD[�UHWXUQV��DVLGH�
IURP�FDUU\LQJ�IRUZDUG�WKH����PLOOLRQ�(5&�UHFHLYDEOH�
on JMJ’s balance sheet.

Tax year 2023. To properly report the $1,030,000 check 
JMJ received, AAA made the following journal entry:

Debit:�&DVK�����������
Credit: (5&�UHFHLYDEOH������������ 
             (reducing it to $0)
Credit: Interest income $30,000 

Shareholders who faced increased taxes and were 
DVVHVVHG�SHQDOWLHV�DQG�LQWHUHVW�IRU�WKH�ODWH�¿OHG�UHWXUQV�
for 2020 and 2021 have requested pro-rata distributions 
from JMJ to cover these expenses. Providing the distri-
butions are not in excess of their basis, the distributions 
will be tax free. However, any distributions in excess of 
basis will be taxable to the shareholder. 

Reminder: When making distributions to S corporation 
shareholders, all distributions must be equal to the 
shareholder’s pro-rata ownership interest to avoid 
causing more than one class of stock and invalidating 
the S election.  

Observation: 'XH�WR�WKH�LQÀX[�RI�FDVK�LQ������-0-�
might consider making pass-through entity (PTE) 
elections for the open tax years if their resident state 
approved this tax treatment. This is assuming the 
FRPSDQ\�TXDOL¿HV��

)RU�PRUH�LQIRUPDWLRQ�RQ�(5&�FODLPV��YLVLW��KWWSV���
www.irs.gov/coronavirus/employee-retention-credit.  X
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Rental Activities 
The real estate professional tax loophole
By Joseph LiPari, CPA, MBA, and Jo Ann M. Pinto, Ph.D., CPA (inactive)

For mid- to high-income taxpayers who own rental real estate that generates losses, real estate 
QSPGFTTJPOBM�TUBUVT�DBO�NFBO�IVHF�UBY�TBWJOHT�EFQFOEJOH�PO�UIF�BNPVOU�PG�UIF�TQFDJåD�UBYQBZFSnT�
JODPNF�BOE�SFOUBM�MPTTFT��5IJT�RVBMJåDBUJPO�DBO�IFMQ�SFEVDF�UIF�UBYQBZFSnT�NBSHJOBM�UBY�SBUF�GSPN�
37% down to 12% or lower because rental activities for a real estate professional can be considered 
nonpassive and, therefore, not suspended and fully deductible in the year incurred, with no limitation 
against all active and portfolio income of the taxpayer. That’s quite a loophole. 
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So, how exactly does one qualify for this real estate 
professional tax status? To be clear, it has absolutely 
nothing to do with being in the business of selling real 
estate, being a real estate agent or showing houses for 
sale. In the eyes of the Internal Revenue Service, the real 
estate professional is most likely to be an investor in real 
property who materially participates in the activity.

Following is a brief summary of the passive activity 
rules for rental real estate under §469, which, believe 
LW�RU�QRW��KDV�EHHQ�LQ�H[LVWHQFH�VLQFH������ZLWKRXW�DQ\�
changes or cost of living adjustments. 

A review of the rental real estate 
passive activity rules

7D[SD\HUV�PXVW�¿UVW�DSSO\�UHQWDO�UHDO�HVWDWH�ORVVHV�
from rental activities in which they own and actively 
participate against other non-real estate passive income 
for the year. If there is still an excess passive loss 
generated by the real estate rental activity or activities, 
WKH�WD[SD\HU�PD\�WKHQ�R൵VHW�XS�WR���������RI�WKHVH�
rental real estate passive activity losses against active 
income. This exception is available only to individual 
taxpayers or their estates for tax years ending less than 
two years subsequent to the date of death.

7KLV���������R൵VHW�LV�UHGXFHG�RU�SKDVHG�RXW�DV�WKH�
WD[SD\HU¶V�PRGL¿HG�DGMXVWHG�JURVV�LQFRPH��0$*,��
exceeds $100,000. Section 469 requires that the $25,000 
R൵VHW�EH�UHGXFHG�E\�����RI�WKH�WD[SD\HU¶V�0$*,�LQ�
excess of $100,000. Therefore, a taxpayer with MAGI 
of $150,000 or more will not be allowed to deduct any 
passive rental real estate losses currently, as the entire 
$25,000 will be phased out and reduced to zero. These 
unused losses will become suspended and will carry 
over to future years or until a passive activity is sold or 
disposed of (see discussion below). For purposes of this 
exception, MAGI is computed by disregarding:
• Taxable Social Security and railroad 

UHWLUHPHQW�EHQH¿WV
•� 7KH�H[FOXVLRQ�IRU�TXDOL¿HG�8�6��VDYLQJV�ERQG�

interest used to pay higher education expenses
• The exclusion of employer adoption 

assistance payments
•� 3DVVLYH�DFWLYLW\�LQFRPH�RU�ORVV�RQ�)RUP�������

Passive Activity Loss Limitations
• Any overall loss from publicly traded partnerships
• Rental real estate losses allowed to real estate 

professionals
• Deductions for contributions to IRAs and 

pension plans

• The deduction for one-half of self-employment 
taxes and interest on student loans

• Deductions attributable to domestic production 
activities (DPAD)

Treatment of suspended losses

When a taxpayer disposes of an entire interest in a 
passive activity in a taxable transaction, the actual 
economic gain or loss from the activity, including 
VXVSHQGHG�ORVVHV��FDQ�¿QDOO\�EH�GHWHUPLQHG��,Q�DFFRUG�
ance with the passive loss rules, any cumulative loss 
realized by an activity is recognized and can be used 
WR�R൵VHW�DQ\�LQFRPH��$V�PHQWLRQHG��WR�TXDOLI\�IRU�WKLV�
treatment, there must be a fully taxable transaction 
(i.e., a sale to a third party in an arm’s-length transaction 
for a price at or near the property’s fair market value). 

When a taxpayer disposes of an interest to a related 
party, the suspended losses will not be recognized. In 
this situation, the taxpayer with these unused suspended 
losses will be able to claim the loss when the related 
party sells the activity in a taxable transaction with an 
unrelated party or abandons the activity.

Where there is a taxable transaction involving the sale 
of an activity in an arm’s-length agreement, the gain 
UHFRJQL]HG��LI�DQ\��LV�WUHDWHG�DV�SDVVLYH�DQG�LV�¿UVW�R൵VHW�
by the suspended losses from the activity. If current and 
suspended losses of the passive activity exceed the gain 
realized or if the sale results in a realized loss, any loss 
for the activity for the current year (including suspended 
losses in the disposed of activity) that exceeds net 
income or gain from all passive activities for the year 
is treated as a non-passive loss.

How to obtain real estate 
professional status

An individual must pass two tests to be considered a real 
estate professional:
• More than one-half of personal services performed 

by the taxpayer during the year are in real property 
trades or businesses in which the taxpayer materially 
participates.

• More than 750 hours are spent in real property 
trades or businesses in which the taxpayer materially 
participates.

7KH�PDMRU�GL൵HUHQFH�EHWZHHQ�WKH�UHDO�HVWDWH�SURIHVVLRQDO�
and the passive non-real estate professional is the 
required material participation for the professional 
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versus only the active participation requirement for 
the nonprofessional.

SX൶FH�LW�WR�VD\�WKDW�LI�WKH�WD[SD\HU�RU�WKH�WD[SD\HU¶V�
VSRXVH��LI�PDUULHG�¿OLQJ�MRLQWO\��GHYRWHV�PRUH�WKDQ�
half their time to real estate investments and more than 
750 hours in the activity, the material participation 
requirement will be met.

Keep in mind that in the situation of a married couple, 
only one spouse must meet the material participation 
requirement. If so, the materially participating spouse 
would be considered nonpassive and any rental property 
losses for the tax year would be fully deductible. Also, 
if one spouse is considered nonpassive, the other 
spouse’s activity is considered nonpassive as well.

As a practical example, I have seen situations in my 
practice where mid- to high-income married couples own 
several rental properties that have consistently generated 
passive losses primarily due to the non-cash depreciation 
deductions taken. Since their income (MAGI) far 
exceeds the $150,000 threshold for deducting passive 
losses, they are carrying forward massive amounts of 
suspended losses. 

The most common scenario is when only one spouse 
works full-time and the other is a stay-at-home parent, 
or simply a non-working spouse. In this situation, it’s 
incumbent on us as tax professionals to ask the proper 
questions to determine whether a real estate professional 
FODVVL¿FDWLRn is appropriate.

Documenting real estate 
professional activities
The IRS requires that the taxpayer keep a log or diary 
of their hours and services performed during the 
\HDU��1R�VSHFL¿F�PHWKRG�LV�UHTXLUHG��.HHS�FRSLHV�RI�
emails, phone calls, text messages, receipts, contractor 
communications, car mileage, tenant matters, etc. It’s 
imperative that adequate documentation be kept in the 
event of an audit.  X

About the authors
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Material Participation
A real estate professional also needs to meet 
one of the following seven tests to prove 
material participation.

1. More than 500 hours. Did the taxpayer 
participate in the activity for more than 500 
hours during the tax year?

2. Primary participant. Was the taxpayer’s 
participation during the tax year substantially 
all of the participation (including others, even 
nonowners) in the activity?

3. Maximum participant (100 hours test). Did 
the taxpayer participate in the activity for more 
than 100 hours during the tax year, and is that 
participation not less than the participation of 
any other individual (including non-owners)?

4. 4JHOJæDBOU�QBSUJDJQBUJPO�XJUI�BDUJWJUZ�BH-
gregation. Did the taxpayer participate in the 
activity for more than 100 hours during the tax 
year, and: (1) do the taxpayer’s total participa-
tion hours in all activities exceed 500 hours, 
and (2) does the taxpayer fail to meet all other 
material participation tests for the activity? If 
UIF�*34�åOET�UIBU�BOZ�TJHOJåDBOU�BDUJWJUZ�NFFUT�
any material participation test, the hours for 
that activity would be “taken away” from the 
BHHSFHBUF�TJHOJåDBOU�IPVST��*G�UIJT�CSJOHT�UPUBM�
hours to 500 or less, another activity may no 
MPOHFS�RVBMJGZ�GPS�TJHOJåDBOU�QBSUJDJQBUJPO�

5. Historical participation. Did the taxpayer 
materially participate in the activity in at 
MFBTU�åWF�PVU�PG�UIF�JNNFEJBUFMZ�QSFDFEJOH�
10 years? (Participation years do not have 
to be consecutive.) 

6.  Personal service activity with material 
participation. Did the taxpayer materially 
participate in personal service activity for any 
three prior tax years? Personal service activ-
ities include health and veterinary services, 
law, engineering, architecture, accounting, 
actuarial science, the performing arts, consult-
ing or any other trade or business in which cap-
ital is not a material income-producing factor. 

7.  Facts and circumstances. Did the taxpayer 
participate in activity regularly, continually and 
in a�TJHOJåDBOU�XBZ 
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Passports and Tax Debt 
What to do if the IRS grounds your client
By Randall Brody, EA

"T�B�UBY�QSPGFTTJPOBM�ZPVnSF�OP�TUSBOHFS�UP�OBWJHBUJOH�UVSCVMFODF��:PVnSF�UIF�DBQUBJO�PG�B�åOBODJBM�
aircraft, directing clients through foggy regulations, over towering tax codes and around stormy IRS 
encounters. One tempest that might not be on your radar, however, is the grounding of your client’s 
passport due to unpaid tax liabilities. Imagine the shock of your clients when they’re told they can’t 
jet off to that dream vacation because they’re on the IRS’s naughty list.

This article provides a basic introduction to the complex interplay between taxes and travel rights.
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Expanded power 
The IRS, traditionally associated with calculating 
taxes and enforcing compliance, has seen its powers 
VLJQL¿FDQWO\�H[SDQG�LQ�UHFHQW�\HDUV��:LWK�SDVVDJH�RI�
the Fixing America’s Surface Transportation (FAST) Act 
LQ�������WKH�,56�JDLQHG�WKH�DXWKRULW\�WR�LQÀXHQFH�DQ�
individual’s passport privileges. 

,I�\RXU�FOLHQW�RZHV�D�VLJQL¿FDQW�WD[�GHEW��WHUPHG�
“seriously delinquent,” they might have unexpected 
consequences. If your client neglects any tax debts, 
their international travel plans could be upended.

The CP508C
,Q�OD\PDQ¶V�WHUPV��WKH�&3���&�QRWLFH�LV�WKH�,56¶V�
version of a reality check. This notice means the IRS has 
LGHQWL¿HG�\RXU�FOLHQW¶V�WD[�GHEW�DV�PHHWLQJ�WKH�GH¿QLWLRQ�
RI�VHULRXVO\�GHOLQTXHQW�LQ�,5&��������DQG�SURYLGHG�
that information to the U.S. Department of State. The 
U.S. Department of State generally will not renew the 
passport or issue a new passport after receiving this 
FHUWL¿FDWLRQ�IURP�WKH�,56��DQG�WKH\�PD\�UHYRNH�RU�SODFH�
limitations on your client’s current passport.

For a taxpayer, every envelope that arrives in the mail 
can feel like an unwelcome gust of wind, ready to throw 
WKHP�R൵�FRXUVH��$�&3���&�QRWLFH�LV�D�VLJQL¿FDQW�UHG�
ÀDJ��EXW�LW�GRHVQ¶W�PHDQ�WKH�HQG�RI�\RXU�FOLHQW¶V�MRXUQH\��
Your clients have rights, and they can exercise them to 
tackle their tax debts. As their tax professional, you can 
help them understand these rights and how to use them 
in their favor.

The client’s role
7KH�,56�DGYLVHV�WKRVH�ZKR�UHFHLYH�D�&3���&�QRWLFH�WR�
• Read it carefully, as it explains the amount due, due 

date, what you need to know, and what you need 
to do to prevent the U.S. Department of State from 
denying, revoking or limiting your passport.

• If you have any questions or disagree with the notice, 
contact the IRS within 30 days from the date of the 
notice at the toll-free number at the top right corner.

• Keep the notice in your permanent records.

The tax professional’s role 
As a tax professional, your role is multi-faceted. You 
DUHQ¶W�MXVW�D�FRPSOLDQFH�R൶FHU��\RX¶UH�DOVR�D�WUXVWHG�
DGYLVRU�ZKR�JXLGHV�\RXU�FOLHQWV�WKURXJK�WKHLU�¿QDQFLDO�
journey. This involves addressing their immediate 
concerns, such as resolving tax debts and helping them 
plan for the future.

When dealing with tax-related passport issues, your 
NQRZOHGJH�DQG�H[SHULHQFH�FDQ�PDNH�DOO�WKH�GL൵HUHQFH��
You can provide valuable insights into navigating the 
WD[�GHEW�UHVROXWLRQ�SURFHVV��IRUPXODWLQJ�DQ�H൵HFWLYH�
response to IRS notices and managing communication 
with the IRS.

6WDUW�E\�KHOSLQJ�\RXU�FOLHQW�FUDIW�D�UHVSRQVH�WKDW�H൵HF-
tively communicates their circumstances and intentions 
to resolve the debt. Remember, communication is key. 
The IRS is more likely to work with taxpayers who are 
proactive in settling their debts.

The path to resolution
Tax resolution can be a long and complex process, 
especially when it comes to seriously delinquent tax 
debts. Working with you, your clients can establish 
D�IHDVLEOH�SD\PHQW�SODQ�WKDW�VXLWV�WKHLU�¿QDQFLDO�
circumstances, ensuring their rights are protected and 
their tax debts do not unduly burden them. Let’s look 
at a few strategies.

Before anything else, understand the implications of a 
&3���&�1RWLFH��5HFRJQL]H�WKDW�LW¶V�D�VLJQDO�IURP�WKH�
IRS that your client’s tax debt has been declared as 
“seriously delinquent.” It means the IRS has reported 
WKLV�WR�WKH�6WDWH�'HSDUWPHQW��ZKLFK�FRXOG�D൵HFW�\RXU�
client’s passport privileges.

In layman’s terms, 
the CP508C notice is 
the IRS’s version of 
a reality check. This 
notice means the 
IRS has identified 
your client’s tax 
debt as meeting the 
definition of seriously 
delinquent.
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5HYLHZ�\RXU�FOLHQW¶V�¿QDQFLDO�UHFRUGV�WR�FRQ¿UP�WKH�
validity of the tax debt in question. The “seriously 
delinquent” tax debt threshold is adjusted annually for 
LQÀDWLRQ��FXUUHQWO\��WKH�WKUHVKROG�LV����������7KH�,56�
includes penalties and interest in this calculation.

&HUWDLQO\��XQGHUVWDQGLQJ�WKH�QXDQFHV�RI�WKH�H[FHSWLRQV�
WR�WKH�GH¿QLWLRQ�RI�³VHULRXVO\�GHOLQTXHQW�WD[�GHEW´�LV�
essential for any taxpayer concerned about potential 
passport denial or revocation. The term “seriously 
delinquent tax debt” might sound intimidating, but there 
DUH�VSHFL¿F�H[FHSWLRQV�WR�WKLV�FODVVL¿FDWLRQ��DV�RXWOLQHG�
in §7345(b)(2). These exceptions ensure that certain 
taxpayers do not unjustly lose their passport privileges.

To start, a seriously delinquent tax debt does not 
encompass a debt being actively addressed through 
an installment or compromise agreement. Nor does it 
include a debt where collections have been suspended 
because the individual has requested a collection due 
process hearing or has sought innocent spouse relief. 

Furthermore, the IRS has outlined additional scenarios 
where it will refrain from certifying a debt as seriously 
delinquent. These scenarios include taxpayers in bank-
ruptcy, victims of tax-related identity theft, individuals 
whose accounts are deemed currently non-collectible due 
to hardship, those residing in federally declared disaster 
DUHDV��DQG�WKRVH�ZKR�KDYH�VSHFL¿F�UHTXHVWV�SHQGLQJ�
ZLWK�WKH�,56��OLNH�DQ�LQVWDOOPHQW�DJUHHPHQW�RU�DQ�R൵HU�
in compromise). Importantly, for our brave individuals 
serving in combat zones, the IRS will delay notifying 
the State Department about their seriously delinquent tax 
debt. Thus, their passport remains untouched during their 
period of service. This comprehensive approach ensures 
WKDW�WD[SD\HUV�GHDOLQJ�ZLWK�VSHFL¿F�KDUGVKLSV�RU�DFWLYHO\�
addressing their debts are not unduly punished.

&RPPXQLFDWH�ZLWK�WKH�,56�RQ�EHKDOI�RI�\RXU�FOLHQW�WR�
clarify the nature and amount of the outstanding debt and 
the best ways to address the situation. Be proactive and 
cooperative, since the IRS tends to be more amenable to 
taxpayers who try to resolve their debts. 

There are several ways to resolve a seriously delinquent 
tax debt, including:
• Pay the debt in full. The most straightforward way 

out of this quagmire is to pay the debt in full. Now, 
we understand not everyone has a pot of gold at the 
end of a rainbow. But if they do, this might be a good 
time to cash it in.

• Enter into a payment plan with the IRS. If full 
payment is out of reach, setting up an installment 
agreement with the IRS is a great way to chip away 

at the debt. It’s like buying a car on installment but 
with less joy and no new car smell. An installment 
agreement will allow the taxpayer to pay their debt 
over time. It’s important to ensure that the terms of 
this agreement are manageable for your client and 
that they can make these payments consistently.

• 0DNH�DQ�R൵HU�LQ�FRPSURPLVH�ZLWK�WKH�,56� In 
some cases, the IRS may accept a reduced sum 
to settle the debt. This isn’t a garage sale, though; 
professional guidance is crucial to navigate this 
negotiation. This is the IRS’s version of “Let’s 
0DNH�D�'HDO�´�<RX�R൵HU�D�OXPS�VXP�RU�VKRUW�WHUP�
payment plan that’s less than the full debt; if the IRS 
accepts it, your client’s debt is settled. However, it’s 
LPSRUWDQW�WR�QRWH�WKDW�QRW�HYHU\RQH�TXDOL¿HV�IRU�DQ�
R൵HU�LQ�FRPSURPLVH��7KH�,56�ZLOO�H[DPLQH�\RXU�
client’s income, expenses, asset equity and ability to 
pay when determining whether they qualify.

• 5HTXHVW�LQQRFHQW�VSRXVH�UHOLHI��&OLHQWV�ZKRVH�WD[�
debt is primarily due to the actions of a current or for-
mer spouse may be eligible for innocent spouse relief. 
It’s a tricky road, but a worthwhile avenue to explore.

Once the tax debt is resolved (either fully paid or 
arranged into a payment plan), the IRS will reverse 
WKH�FHUWL¿FDWLRQ�ZLWKLQ����GD\V�DQG�LQIRUP�WKH�6WDWH�
Department of the resolution. However, it’s good 
practice to follow up with the IRS to ensure this has 
been done.

When to enlist additional help
Now that we’ve discussed possible options, let’s 
address the elephant in the room. These options aren’t 
exactly easy. They involve rigorous negotiation, an 
understanding of complex tax laws and the patience of 
a saint. If you are an unenrolled preparer, it’s an uphill 
battle to wrestle with these issues alone.

This is where you need to enlist the aid of a third party. 
&DOOLQJ�RQ�WKH�KHOS�RI�D�FUHGHQWLDOHG�WD[�SURIHVVLRQDO�
�L�H���($��&3$��LV�NH\�WR�VXFFHVVIXOO\�UHVROYLQJ�\RXU�
client’s issue. These professionals have specialized 
knowledge, IRS representation rights and an uncanny 
ability to decode tax jargon into everyday language.

If you’re starting to feel like you’re out of your depth, it 
might be time to consider partnering with one of these 
experts. After all, it’s not just about solving the problem 
at hand, it’s about providing the best service possible 
to your clients. If you’re working with a client facing a 
SDVVSRUW�UHYRFDWLRQ��SDUWQHULQJ�ZLWK�DQ�($�RU�&3$�FRXOG�
be just the ticket. 
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Preventing future turbulence
As a tax professional, your role goes beyond helping 
your clients become compliant with tax laws. It’s also to 
JXLGH�WKHP�WRZDUG�SURDFWLYH�WD[�DQG�¿QDQFLDO�SODQQLQJ��
After all, preventing a problem is always easier than 
WU\LQJ�WR�¿[�LW�

*XLGH�\RXU�FOLHQWV�WRZDUG�EHWWHU�¿QDQFLDO�KDELWV��+HOS�
them understand the importance of timely tax payments 
and the implications of ignoring their tax obligations. 
7HDFK�WKHP�DERXW�WKH�,56¶V�SRZHU�WR�D൵HFW�WKHLU�SDVVSRUW�
status and how to avoid falling into the “seriously 
delinquent” category.

Understanding the factors that can trigger passport issues 
due to tax debts is crucial. This includes:
• Knowing the threshold. The FAST Act sets a 

threshold of $59,000 for seriously delinquent tax 
GHEWV��DGMXVWHG�DQQXDOO\�IRU�LQÀDWLRQ��,QIRUP�\RXU�
clients about this limit and help them understand 
its implications.

• 8QGHUVWDQGLQJ�WKH�OHJDO�SURFHVVHV� Guide your 
clients through the legal processes of handling 
seriously delinquent tax debts. This includes 

understanding IRS notices, formulating responses 
and navigating the resolution process.

• Planning for the future. Encourage your clients 
to proactively manage their tax obligations. 
This includes making timely payments, seeking 
professional advice for complex tax situations and 
planning for the future to avoid tax delinquency.

Conclusion

Tax debt doesn’t have to ground your clients. With a deep 
understanding of the laws, an active approach and a solid 
partnership with credentialed professionals, if needed, 
you can help your clients keep their passports — and their 
dreams of world travel — alive. Remember, taxes might 
be inevitable, but passport revocation due to tax debt? 
That’s a destination we can avoid.  X

About the author
Income tax expert Randall Brody, founder of Tax Samaritan and 
Peace of Mind Tax Help, specializes in solving tax problems 
IRU�H[SDWV��%URG\�KDV�UHPRYHG�RYHU������PLOOLRQ�LQ�WD[�GHEW�
for more than 9,500 taxpayers. Visit https://www.TaxSamaritan.
com/TaxTips to subscribe to his free tax tips and advice.

Additional tips
• Even if a client has received a CP508C notice, 

their passport won’t be revoked immediately. 
There’s a window of opportunity to resolve 
the issue.

• Innocent spouse relief, installment agreements, 
offers in compromise are terms that might 
sound like legal mumbo-jumbo to your clients. 
Breaking it down into simple, relatable terms 
can ease their anxiety.

• Encourage your clients to keep you informed 
about any IRS notices they receive. Prompt 
action can prevent small tax issues from 
escalating into massive headaches.

• If not already a credentialed preparer, consider 
enrolling in a credentialing program yourself. 
Representing your clients before the IRS can 
elevate your services to a new level. 
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PHOTOBroker transactions
By Amy M. Wall, EA, MBA

Form 1099-B

We’re all familiar with the thick stack of papers we 
get from clients’ brokers in February and March (and, 
yes, sometimes April). The task of sorting through 50+ 
pages of information can be a bit daunting. In a series of 
articles, we’ll break that consolidated (aka, composite) 
1099 into pieces and dissect each one.

The brokers’ 1099s are referred to as “consolidated” or 
“composite” simply because there are many 1099s rolled 
into one monster reporting document.  A consolidated 
1099 may contain a 1099-B, a 1099-DIV, a 1099-INT, 
D������2,'�DQG�D������0,6&��1R�ZRQGHU�LW�IHHOV�
overwhelming!

This article takes a closer look at Form 1099-B, Proceeds 
from Broker and Barter Exchange Transactions. The 
,56�UHTXLUHV�EURNHUV�WR�¿OH�D������%�IRU�HDFK�SHUVRQ�IRU�
whom they sold, stocks, commodities, regulated futures 
contracts, foreign currency contracts, forward contracts, 
debt instruments, options, securities futures contracts, 
bonds, commercial paper and basically any other type of 
investment that the broker handled for the taxpayer.

7KH������%�LV�¿OHG�IRU�HDFK�DFFRXQW��,I�DQ�DFFRXQW�LV�
owned jointly, only one 1099-B will be sent to the IRS 
and to the client. This article will cover the process of 
“nominee-ing” income in the “adjustments” section.    

For simplicity, we’ll cover the purchase and sale of 
stocks, but understand that the same principles hold 
true for other types of investments.

The forms  
The 1099-B form provided by the IRS and the form we’re 
accustomed to seeing in the consolidated 1099 look rather 
GL൵HUHQW��7KH�,56¶V�YHUVLRQ�LV�VKRZQ�LQ�)LJXUH���RQ�WKH�
next page, as is the broker’s version in Figure 2. 

If you look closely, you’ll see that all the various boxes 
shown on the IRS version (descriptions, date acquired, 

date sold or disposed, proceeds, cost or other basis, etc.) 
are faithfully reproduced on the broker’s version, simply 
LQ�D�GL൵HUHQW�IRUPDW��,I��DW�DQ\�SRLQW��\RX¶UH�XQFHUWDLQ�DV�
to what is being reported by the broker, refer back to the 
IRS form. 

Tax lots
Stocks are sold by tax lots, which consist of shares of 
stock that are identical for tax purposes, meaning that 
all the shares have the same basis and holding period. 

Example: On Jan. 1, 2022, John bought 100 shares 
RI�$%&�VWRFN�IRU�����SHU�VKDUH��2Q�WKH�VDPH�GD\��KH�
SXUFKDVHG�DQRWKHU����VKDUHV�RI�$%&�VWRFN�IRU��������SHU�
share. On Jan. 2, 2022, he purchased another 50 shares 
RI�$%&�VWRFN�IRU��������SHU�VKDUH��-RKQ�QRZ�KDV�WKUHH�
GL൵HUHQW�WD[�ORWV��ZKLFK�KDYH�WKH�SRWHQWLDO�WR�UHVXOW�LQ�
WKUHH�FRPSOHWHO\�GL൵HUHQW�WD[�FRQVHTXHQFHV�XSRQ�VDOH�

2Q�-DQ�����������-RKQ�GHFLGHV�WR�VHOO����VKDUHV�RI�$%&�
stock. The question now is this: Which of the three tax 
lots will these 25 shares come from? The IRS allows 
taxpayers to select the tax lot from which shares are sold. 
This selection is typically made by the broker’s software, 
which is programmed to select the tax lot that will result 
in the lowest tax. Typically, the broker will choose to sell 
shares that create a short-term loss, if possible, followed 
by a long-term loss, followed by long-term gain, and 
WKHQ��¿QDOO\��VKRUW�WHUP�JDLQ��

However, in the absence of any other election, the 
GHIDXOW�LV�¿UVW�LQ��¿UVW�RXW��),)2��



26 | NATP TAXPRO

FIGURE 1

FIGURE 2
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Example: $OLFH�ERXJKW����VKDUHV�RI�$%&�VWRFN�IRXU�
years ago at $40 per share. Two years ago, Alice bought 
DQRWKHU����VKDUHV�RI�$%&�VWRFN�IRU�����SHU�VKDUH��7RGD\��
the shares are trading for $100 per share, and she’d like 
to sell 25 of her shares. Unless another election is made, 
the IRS says that she must sell the shares she purchased 
four years ago, which would result in a gain of $60 per 
share prior to selling the shares she purchased two years 
ago, which would result in a gain of only $30 per share. 
Happily, however, her broker can make the election to 
sell the shares purchased two years ago. 

Of course, Alice might have a reason for wanting to sell 
the shares that would result in a higher gain. Perhaps she 
has low taxable income this year and it makes sense to 
take that long-term capital gain now, rather than later. 

The 1099-B reports sales of tax lots rather than 
individual shares. The broker’s version of the form is 
divided into sections to help us report these transactions 
FRUUHFWO\��VSHFL¿FDOO\�
• Short-term gains and losses for which basis is 

reported to the IRS
• Short-term gains and losses for which basis is not 

reported to the IRS 
• Long-term gains and losses for which basis is 

reported to the IRS
• Long-term gains and losses for which basis is not 

reported to the IRS 

7KHVH�WUDQVDFWLRQV�DUH�UHSRUWHG�RQ�)RUP�������Sales and 
other Dispositions of Capital Assets, with Box A, B, D 
and E, respectively, checked. Our software automatically 
sums up these transactions and reports the totals on 
Schedule D, Part I for short-term transactions and Part II 
for long-term transactions.

A common area of concern for tax preparers is the 
burning question of whether we’re required to report 
HYHU\�LQGLYLGXDO�WUDQVDFWLRQ�RQ�)RUP�������*LYHQ�WKDW�

clients often engage in hundreds, even thousands, of 
transactions every year, it really is cause for concern. 
The short answer is yes —�XQOHVV�WKH�VLWXDWLRQ�TXDOL¿HV�
for an exception. 

The IRS gives us two possible exceptions to the onerous 
task of reporting every transaction individually on 
)RUP�������

7KH�¿UVW�H[FHSWLRQ�LV�WKLV��,I�WKH�FOLHQW�UHFHLYHG�D�
1099-B or similar report showing basis was reported to 
the IRS and no adjustments were shown or required, if 
there is no ordinary income component (which would 
be indicated by Box 2 being checked), and there is no 
income being deferred, or deferral being terminated, 
IURP�D�4XDOL¿HG�2SSRUWXQLW\�)XQG��42)��LQYHVWPHQW��
then not only do you not have to report every transaction 
RQ�)RUP�������EXW�\RX�FDQ�DFWXDOO\�UHSRUW�WKH�WRWDO�
proceeds, basis, gain or loss directly on Schedule D 
ZLWKRXW�XVLQJ�)RUP������DW�DOO���

Example: Jack’s 1099-B shows a series of long-term 
transactions for which basis is reported to the IRS. 
There are no adjustments shown on the 1099-B, and you 
don’t need to make any adjustments on your end. (We’ll 
cover the topic of adjustments more in a bit.) There are 
QR�42)�LQYHVWPHQWV�LQYROYHG��DQG�%R[����LQGLFDWLQJ�
ordinary income, isn’t checked. Gross proceeds are 
$6,000 and basis is $2,000. Instead of reporting these 
WUDQVDFWLRQV�RQ�)RUP�������ZH�FDQ�SURFHHG�GLUHFWO\�WR�
Schedule D (see Figure 3 below). 

If these were short-term transactions rather than 
long-term transactions, we’d use Line 1a on Part I 
RI�6FKHGXOH�'��UDWKHU�WKDQ�/LQH��D�RQ�3DUW�,,��

However, often there are adjustments, usually a wash 
sale or the basis of the transactions were not reported to 
the IRS (categories B and E), in which case, we don’t 
qualify for this exception.

FIGURE 3
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In that case, we look to the second exception: Instead 
of reporting each transaction on a separate row of Part 
I or II, we can report them on an attached statement 
containing all the same information as Parts I and II 
and in a similar format [i.e., description of property, 
dates of acquisition and disposition, proceeds, basis, 
adjustment and code(s), and gain (or loss)]. Then 
we enter the combined totals from all the attached 
statements on Parts I and II with the appropriate box 
FKHFNHG��&RGH�³0´�IRU�PXOWLSOH�LV�SXW�LQ�FROXPQ��I��WR�
alert the IRS to look for the attached statements. It may 
look as shown in Figure 4 below. 

<RX�PD\�QHHG�WR�¿OO�LQ�FROXPQ��E��ZLWK�WKH�ZRUG�
“various” and column (c) with the last date of the tax 
year to make your software happy. But note the code 
“M” in column (f); in this situation, there is no need to 
¿OO�LQ�FROXPQ��J��

The easiest way to comply with the requirement to send 
statements is to simply attach the broker’s 1099-B to the 
tax return. Many brokers will supply an Excel spread-
sheet with that same information in an easier format, and 
that can be attached to the tax return instead. If the return 
LV�SDSHU�¿OHG��VLPSO\�DWWDFK�WKH�VWDWHPHQWV�DQG�PDLO�LW�

R൵��,I�\RX�DUH�H�¿OLQJ�WKH�UHWXUQ��\RX�FDQ�HLWKHU�XSORDG�D�
pdf, assuming your software permits it, or you can mail 
WKH�DWWDFKPHQW�XVLQJ�)RUP�������U.S. Individual Income 
7D[�7UDQVPLWWDO�IRU�DQ�,56�H�¿OH�5HWXUQ��&KHFN�WKH�YHU\�
ODVW�ER[�RQ�WKH�IRUP��ZKLFK�UHDGV�³)RUP�������6DOHV�DQG�
2WKHU�'LVSRVLWLRQV�RI�&DSLWDO�$VVHWV��RU�D�VWDWHPHQW�ZLWK�
the same information), if you elect not to report your 
WUDQVDFWLRQV�HOHFWURQLFDOO\�RQ�)RUP������´��

Adjustments

We’ve mentioned adjustments several times. Adjustments 
DUH�UHSRUWHG�LQ�FROXPQV��I��DQG��J��RQ�)RUP�������&RO-
umn (f) is used to report the type of adjustment and col-
umn (g) reports the amount of the adjustment. The most 
commonly used adjustments for sales of securities are:
• B, indicating that the basis shown on the 1099-B 

is incorrect
• M, indicating that multiple transactions are reported 

on a single row
• N, indicating that some amount of gain or loss 

belongs to another taxpayer
• W, indicating that a wash sale loss is being disallowed 

FIGURE 4
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We’ve already seen that code M is used to alert the IRS 
to the fact that multiple transactions are reported on a 
single row.  

&RGH�%��EDVLV�DGMXVWPHQW��LV�XVHG�ZKHQ�WKH�EDVLV�VKRZQ�E\�
the broker is incorrect. How this is reported on the tax re-
turn depends on whether the basis was reported to the IRS 
(categories A and D) or not reported to the IRS (B and E). 

If basis is not reported to the IRS, the IRS doesn’t know 
what the broker thought the basis was. This is a simple 
¿[��:H�MXVW�SXW�LQ�WKH�FRUUHFW�EDVLV�LQ�FROXPQ��H���WKH�FRGH�
“B” in column (f) and zero in column (g). It’s that easy. 
On the other hand, if basis was reported to the IRS, our 
MRE�EHFRPHV�D�OLWWOH�PRUH�GL൶FXOW��

The IRS provides a handy worksheet in the instructions 
WR�)RUP������WR�KHOS�XV�XQGHUVWDQG�KRZ�WR�FRUUHFW�EDVLV�
that was reported to the IRS, which we’ll use in the next 
example.  

Example: Barb purchased stock for $100. Three months 
later, she sold it for $1,000, resulting in a short-term gain 
of $900. Her 1099-B, however, reported her basis as $900, 
showing a short-term gain of $100. This basis and gain 
were reported to the IRS. We use the worksheet to deter-
mine how to report this adjustment (see Figure 5 below).

The basis that was reported on the 1099-B is entered 
on Line 1. The correct basis is entered in Line 2. If the 
correct basis is more than the reported basis, we enter the 
GL൵HUHQFH�RQ�/LQH���DQG�UHSRUW�WKDW�DPRXQW�DV�D�QHJDWLYH�
DGMXVWPHQW�RQ�)RUP�������FROXPQ��J���,I�WKH�FRUUHFW�
basis is less than the reported basis, as is Barb’s case, we 
HQWHU�WKH�GL൵HUHQFH�RQ�/LQH���DQG�UHSRUW�WKH�GL൵HUHQFH�
DV�D�SRVLWLYH�DGMXVWPHQW�RQ�)RUP�������FROXPQ��J���
$�QHJDWLYH�DGMXVWPHQW�KDV�WKH�H൵HFW�RI�UHGXFLQJ�JDLQ��
while a positive adjustment increases gain; so, what you 
are actually adjusting here is not the basis, but the gain 
RU�ORVV�SRVLWLRQ��%DUE¶V�)RUP�������WKHQ��ZRXOG�DSSHDU�
as shown in Figure 6 below.

FIGURE 5

FIGURE 6
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&RGH�1�LV�XVHG�LI�D�WD[SD\HU�UHFHLYHG�D�)RUP������%�
reporting a transaction, but the taxpayer who received 
the form is not the owner of the account. To satisfy the 
IRS matching software in this situation the transaction is 
HQWHUHG�RQ�)RUP������DV�LI�WKH�WD[SD\HU�ZHUH�WKH�DFWXDO�
owner, but any gain is reported as a negative amount 
LQ�FROXPQ��J��RI�)RUP������DQG�DQ\�ORVV�LV�UHSRUWHG�
DV�D�SRVLWLYH�DPRXQW�LQ�FROXPQ��J��RI�)RUP�������
accompanied by the code “N” in column (f). 

Sometimes the taxpayer who receives the Form 1099-B 
is a partial owner, in which case the gain or loss amount 
LV�DGMXVWHG�WR�UHÀHFW�WKH�DFWXDO�DPRXQW�RI�JDLQ�RU�ORVV�
that represents that taxpayer’s ownership interest in 
that transaction.

&RQVLGHU�DGGLQJ�D�GLVFORVXUH�VWDWHPHQW�WR�WKH�WD[�UHWXUQ�
explaining the circumstances that have led to a nominee 
situation, including the name and, if possible, the tax ID 
number of the person to whom you are nominee-ing the 
JDLQ�RU�ORVV��7KH�)RUP������LQVWUXFWLRQV�GR�QRW�UHTXLUH�
this, but it can prevent your client from receiving an 
inquisitive letter from the IRS.  

Wash sale

The most common adjustment for sales of investments 
LV�&RGH�:��ZDVK�VDOH�ORVVHV��$�ZDVK�VDOH�ORVV�LV�WKH�
sale of a security at a loss, followed by a repurchase 
of the same or substantially same security within 30 
days before or after that sale. In this case, the loss 
is disallowed, but is added to the basis of the newly 
purchased shares. The holding period of the newly 
purchased shares dates back to the holding period of the 

RULJLQDO�VKDUHV��,W�LV��LQ�H൵HFW��DV�LI�WKDW�ZDVK�VDOH�QHYHU�
took place. The idea, clearly, is to prevent investors from 
harvesting losses for tax purposes without a true change 
in economic substance. 

Timing is everything. For example, if Georgina sold 
stock at a loss on Nov. 29 and repurchased that same 
VWRFN�RQ�'HF������KHU�ORVV�ZRXOG�EH�GLVDOORZHG��,I�VKH�
waited just a few more days and repurchased that stock 
on Dec. 30, the loss would be allowed in full.  

Brokers report wash sale losses on the 1099-B, but 
be careful. The wash sale loss is reported beneath the 
horizontal line as shown in Figure 7 on the next page, 
and the accrued market discount is reported above the 
KRUL]RQWDO�OLQH�DV�VKRZQ�LQ�)LJXUH����,Q�WKH�¿UVW�LPDJH��
we see an accrued market discount of $200; in the 
VHFRQG�LPDJH��ZH�VHH�D�ZDVK�VDOH�ORVV�RI����������,W¶V�
easy to confuse the two.

7KLV�ZDVK�VDOH�ORVV�ZRXOG�EH�UHSRUWHG�RQ�)RUP������DV�
shown in Figure 9 at the bottom of the next page.

Be aware that wash sale losses transcend accounts. If a 
taxpayer sells stock in one account and repurchases that 
stock through another account — perhaps an IRA — this 
is still considered a wash sale. The same holds true if 
a taxpayer sells stock and their spouse purchases that 
VDPH�VWRFN�LQ�D�GL൵HUHQW�DFFRXQW��7KH�EURNHU�LV�XQOLNHO\�
to spot that, as the IRS makes the broker responsible 
for reporting wash sales only in each account, but the 
IRS makes the rule clear in Pub 550, Investment Income 
and Expenses, which states, “If you sell stock and your 
spouse or a corporation you control buys substantially 
identical stock, you also have a wash sale.” 
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FIGURE 7

FIGURE 8

FIGURE 9
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Missing basis
We often see a 1099-B that shows basis missing, 
as shown by the green arrows in Figure 10 on the 
next page.

This usually comes about because the investment was 
purchased prior to the Jan. 1, 2011, date when brokers 
were required to track stock basis. The requirement date 
was phased in for other investments. The IRS’s position 
is that if basis is not known, it’s zero.

7KH�¿UVW�VWHS��KRQHVWO\��LV�WR�FDOFXODWH�ZKDW�WD[�\RXU�
client would pay if you did use a zero basis. If the tax 
is a whopping $10, it might not be worth a whole lot of 
H൵RUW�WR�DYRLG�SD\LQJ�LW��2I�FRXUVH��\RXU�FOLHQW�PLJKW�
have taken a big loss on the sale, in which case, some 
H൵RUW�ZRXOG�EH�ZDUUDQWHG�

7KH�¿UVW�VWHS�LV�WR�KDYH�WKH�FOLHQW�FDOO�WKH�EURNHU�WR�VHH�LI�
any information is available. If this doesn’t help, ask the 
client if they have any records that might shed some light 
on the situation. If the client was involved in a dividend 
reinvestment program, just adding up the dividends 
that were reinvested will give you at least some basis. 
Sometimes the client will recall when it was purchased, 
and you can get an average cost basis from historical 
price information.

Of course, document how you arrived at the basis in case 
there are questions later!

Holding period 
The holding period is a crucial factor in the taxation of 
sales of investments. There’s a common misperception 
that the holding period begins on the day the taxpayer 
buys the stock. The holding period actually begins the 
day after the trade date.

The trade date is the date the taxpayer entered into the 
transaction. It might be the day they told their broker 
to buy the investment, but it might be a day or two 
later, depending on when the phone call took place. 
7KH�FRQ¿UPDWLRQ�VWDWHPHQW�WKH�WD[SD\HU�UHFHLYHV�ZLOO�
provide the trade date. The settlement date, on the other 
hand, is the date that the shares and the money actually 
change hands. It’s the trade date that is relevant for our 
holding period, not the settlement date.

If our taxpayer’s trade date is Jan. 1, 2022, their holding 
period begins on Jan. 2, 2022. If they sell it on or before 
Jan. 1, 2023, the transaction is short-term. A sale on or 
after Jan. 2, 2023, is long term. 

Example: Fred’s trade date for the purchase of 
$%&�VWRFN�ZDV�)HE������������+H�VROG�WKH�VWRFN�RQ�
Feb. 29, 2020 (a leap year), believing that he had met 
the requirements for a long-term transaction. Sadly, 
WKRXJK��EHFDXVH�KLV�WUDGH�GDWH�ZDV�)HE������KLV�KROGLQJ�
period began on March 1. Selling the stock on Feb. 29 
resulted in a short-term transaction. 

Tax withholding 
The 1099-B may include information on federal and 
state tax withholding. Federal withholding is shown in 
WKH�FROXPQ�ODEHOHG�³�±)HGHUDO�LQFRPH�WD[�ZLWKKHOG�´�
It’s generally in bold to get you to notice it. State 
information is shown in boxes 14, 15 and 16, and is not 
in bold. This can look confusing on the 1099-B. See 
Figure 11 on the next page.

If you look closely, you can see that this client has a total 
RI���������RI�IHGHUDO�WD[�ZLWKKHOG��DQG���������RI�WD[�
ZLWKKHOG�IRU�WKH�VWDWH�RI�&DOLIRUQLD��

Activity codes
Forms 1099-B will generally contain codes to help you 
understand what’s happening. They provide a helpful key 
to these codes, as shown in Figure 12 on the next page.

You’ll see the codes used on the 1099-B right next to 
the description of the investment sold. What we see in 
Figure 13 on the next page is that this bond was held 
until maturity, as is indicated by the code “MT.”

Conclusion
Hopefully, this article took some of the mystery out of 
Form 1099-B. We’ll continue our consolidated 1099 
series in future issues by covering the 1099-DIV, a 
�����,17��D������2,'�DQG�D������0,6&��6WD\�WXQHG���X
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How  
To

Individuals who participate in active trading consider 
themselves traders as opposed to investors with the 
GHVLUH�WR�GHGXFW�WKHLU�LQYHVWPHQW�H[SHQVHV�RQ�6FKHGXOH�&�
(Form 1040), 3UR¿W�RU�/RVV�)URP�%XVLQHVV, instead 
of Schedule A (Form 1040), Itemized Deductions, as 
investment interest or investment expenses. 

Note: The Tax Cuts and Jobs Act �7&-$��HOLPLQDWHG�
deductions subject to 2%-of-AGI limits such as invest-
ment expenses. However, investment interest is not 
subject to 2%-of-AGI limits and is still deductible.  

Generally, most taxpayers are investors. However, with 
the increased popularity of online trading and discount 
brokers, taxpayers spending considerable time trading 
securities regularly may qualify as traders.  

7KH�,56�KDV�QR�VSHFL¿F�JXLGHOLQHV�IRU�GLVWLQJXLVKLQJ�
between traders or investors for tax purposes. The general 
presumption is that a taxpayer is an investor unless their 
actions show they are in the business of trading securities.  

7KH�)HGHUDO�&LUFXLW�&RXUW�RI�$SSHDOV�DQG�WKH�7D[�&RXUW�
use the following factors to determine whether an 
individual is a trader or investor: 
• The taxpayer’s investment intent 
• The nature of the income to be derived 

from the activity 
• The frequency, extent and regularity 

of the taxpayer’s securities transactions

A taxpayer is considered a trader when both of the 
following are true: 
• Trading activity is substantial 

•� 3UR¿W�LV�VRXJKW�IURP�VKRUW�WHUP�VZLQJV�LQ�WKH�
daily market movement, rather than from holding 
investments for the long-term 

Therefore, when making the determination between 
trader and investor, it’s important to look at the 
following: 
• Number of trades 
• Average holding period of the security 
• Sources of income
• Taxpayer’s ongoing involvement in the activity
• Percentage of available trading on the day in which 

the trading activity occurred

Stock Trader vs. Investor
By Kris Siolka, EA and Sheri Fronsee, CPA
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7KH�7D[�&RXUW�ORRNV�WR�ERWK�WKH�QXPEHU�RI�WUDGHV�LQ�D�
year and the amount of money involved in the trades. 
However, there are instances when the amount of money 
earned weighs heavier than the number of trades.  

The chart below shows the basic characteristics of 
traders versus investors.

Tax reporting considerations 
for traders 

Because of the unusual reporting rules for traders, tax 
preparers should consider the following facts. 

Schedule C losses
Traders who do not make the mark-to-market election 
�GLVFXVVHG�ODWHU��UHSRUW�H[SHQVHV�RQO\�RQ�6FKHGXOH�&��
thus creating a loss year after year. Due to the hobby loss 
rules, the IRS could question the continued losses. To 
mitigate this possibility, add a footnote or a statement 
WR�WKH�6FKHGXOH�&�H[SODLQLQJ�WKDW�WKH�WD[SD\HU�LV�D�
securities trader.  

&XUUHQWO\�WKHUH�LV�QR�JXLGDQFH�RQ�KRZ�WKH�6FKHGXOH�&�
loss impacts self-employment (SE) earnings when a 
taxpayer has more than one trade or business subject 
WR�6(�WD[HV��7KH�SUHVXPSWLRQ�LV�WKDW�WKH�6FKHGXOH�&�
ORVV�IURP�WKH�WUDGLQJ�DFWLYLW\�FDQ�EH�R൵VHW�DJDLQVW�6(�
earnings from other sources.  

Form 1099-B reconciliation
Traders who do not make the mark-to-market election 
UHSRUW�WKH�WUDGHV�RQ�)RUP�������Sales and Other Dispo-
sitions of Capital Assets, and Schedule D, (Form 1040), 

Capital Gains and Losses. &RQVHTXHQWO\��WKHUH�VKRXOG�EH�
no matching issues with the IRS.  

Traders who make the mark-to-market election report 
trading gains and losses by entering the total gross 
proceeds from Forms 1099-B, Proceeds from Broker and 
Barter Exchange Transactions, on Form 4797, Sales of 
Business Property, Part II, Line 1. This could ultimately 
cause a matching issue with the IRS. To mitigate this, 
in addition to reporting the information on Form 4797, 
DOVR�UHSRUW�WKH�JURVV�SURFHHGV�RQ�)RUP������DQG�HQWHU�
WKH�DSSURSULDWH�FRGH��&RGH�2��IURP�WKH�LQVWUXFWLRQV�
LQ�&ROXPQ��I��DORQJ�ZLWK�WKH�DSSURSULDWH�DPRXQW�LQ�
&ROXPQ��J���7KLV�VKRXOG�UHFRQFLOH�GL൵HUHQFHV�EHWZHHQ�
)RUPV������%�DQG��������

Detailing trading activity 
When reporting the detailed trading activity, taxpayers 
OLVW�HYHU\WKLQJ�RQ�)RUP������RU�DWWDFK�D�VWDWHPHQW�
FRQWDLQLQJ�DOO�WKH�VDPH�LQIRUPDWLRQ�DV�)RUP������DQG�LQ�
a similar format, such as the detail from the consolidated 
Form 1099.  

Similarly, when making the mark-to-market election, 
the Form 4797 instructions state the taxpayer should 
attach a detailed statement to the trading activity. 
The statement totals are reported on Form 4797, 
Part II, Line 10.  

The above properly accounts for the trading activity; 
however, to properly report the activity, tax preparers 
may need to override the tax software. 

The chart at the top of the next page summaries the tax 
reporting of investors versus traders.

Characteristics Trader Investor

Buying and selling Short-term market swings 
and stock selection based on 
technical factors 

Long-term market swings, consider income-
producing dividends and appreciation, and 
selection based on fundamental factors 

Involvement Substantial, frequent, regular 
and continuous involvement, 
devoting considerable time, 
primary source of income 

Active trading on weekends and after-work 
hours, relies on a broker or agent, has other 
primary sources of income, relatively short 
periods of high-volume trading may occur 

Hold periods Generally, 30 days or less, 
minimum stocks held longer 
than one year

Both long- and short-term holding periods 

Trade frequency Daily or almost daily with one 
or more trades each day, few 
periods of inactivity 

Sporadic trading, no particular pattern to activity, 
long periods without any activity

Source of income Short-term gains Interest, dividends, long-term gains
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Taxation of investors 
The sale of the stocks are capital assets reported on 
)RUP������DQG�6FKHGXOH�'��$Q\�H[SHQVHV�LQFXUUHG�LQ�
the connection with their trading activity are expenses 
incurred for the production of income under §212 and, 
SULRU�WR�������ZHUH�GHGXFWLEOH�RQ�6FKHGXOH�$�DV�PLVFHO-
laneous itemized deductions subject to the 2%-of-AGI 
limitations [§67]. Miscellaneous itemized deductions on 
6FKHGXOH�$�DUH�QR�ORQJHU�DOORZHG������±2025). 

Investment expenses are not allowed when computing 
DOWHUQDWLYH�PLQLPXP�WD[��$07���&RPPLVVLRQV�SDLG�
when purchasing the securities are capitalized as part of 
the cost of the security, but are a reduction of the sales 
proceeds when sold. 

Example 1: Investor
-RVLH�-DFREV�GDEEOHV�LQ�WKH�VWRFN�PDUNHW��&XUUHQWO\�VKH�
works full time and doesn’t have enough time to follow 
DQG�SURSHUO\�DVVHVV�VWRFN�DFWLYLW\�KHUVHOI��&RQVHTXHQWO\��
she lets her broker make stock investment suggestions 

along with her purchases and sales. Her investment 
strategies are for long-term growth to save for retirement 
LQ����\HDUV��6KH�GRHV�QRW�LQYHVW�IRU�VKRUW�WHUP�SUR¿W�
from daily swings in the stock market. On average, her 
broker makes less than 20 trades in a year for her. 

%DVHG�RQ�WKH�IDFWRUV�XVHG�E\�WKH�)HGHUDO�&LUFXLW�&RXUW�
RI�$SSHDOV�DQG�WKH�7D[�&RXUW��LQWHQW��QDWXUH�RI�LQFRPH�
derived from the activity, and frequency, extent and 
regularity of security transactions), along with the fact 
that Josie’s trading activity is not substantial nor does 
VKH�VHHN�SUR¿W�IURP�VKRUW�WHUP�VZLQJV�LQ�WKH�GDLO\�
PDUNHW��-RVLH�GRHV�QRW�PHHW�WKH�GH¿QLWLRQ�RI�D�WUDGHU�DQG�
is considered an investor for tax-reporting purposes. 

Josie’s broker issued her a Form 1099-B consolidated 
listing her investment activity. As an investor, she reports 
KHU�LQYHVWPHQW�DFWLYLWLHV�RQ�)RUP�������LI�QR�H[FHSWLRQV�
apply, and Schedule D. She is not able to deduct any of 
her related investment expenses. Her Form 1099-B lists 
the following stock sales with Boxes A and D checked, 
indicating cost basis is reported to the IRS.

Description Investor Trader Mark-to-Market Election

Gains and losses Capital
Form 8949 and Schedule D

Capital
Form 8949 and Schedule D

Ordinary
Form 4797

Interest expense Investment interest
Schedule A (Form 1040)

Business expense
Schedule C

Business expense
Schedule C

Trading expenses Miscellaneous itemized 
deductions subject to 2% 
AGI, no longer deductible

Trade or business expenses 
on Schedule C
No effect on net investment 
income

Trade or business expenses 
on Schedule C
No effect on net investment 
income

SE taxes None None None

Stock Shares
Date 

Purchased Date Sold $/share Proceeds Cost
Gain 

(Loss) S/L Term

Stock A 100 01/15/22 02/16/22 $25 $2,500 $500 $2,000 S

Stock B 200 04/16/20 05/17/22 $75 $15,000 $12,500 $2,500 L

Stock C 300 06/16/21 07/16/22 $100 $30,000 $16,000 $14,000 L

Stock D 250 07/17/20 08/18/22 $20 $5,000 $4,000 $1,000 L

Stock E 100 09/17/18 10/18/22 $650 $65,000 $6,000 $59,000 L

Stock F 300 10/17/22 11/19/22 $25 $7,500 $1,000 $6,500 S

Stock G 500 11/15/17 12/10/22 $75 $37,500 $8,000 $29,500 L

Stock H 500 04/15/16 12/15/22 $75 $37,500 $2,000 $35,500 L

Total 2,250 $200,000 $50,000 $150,000
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Because Boxes A and D are checked on Form 1099-B,  
indicating all basis is reported to the IRS, Josie meets 
([FHSWLRQ���WR�WKH�UHTXLUHPHQW�IRU�¿OLQJ�)RUP�������
However, for demonstration purposes and because she 
has minimal stock sales, she chose to report the stock 
VDOHV�VHSDUDWHO\�RQ�)RUP������DQG�6FKHGXOH�'��

([FHSWLRQ���WR�UHSRUWLQJ�)RUP������VWDWHV�WKDW�
)RUP������LVQ¶W�UHTXLUHG�IRU�WUDQVDFWLRQV��RWKHU�WKDQ�
the sale of collectibles) for which the taxpayer receives 
a Form 1099-B showing all basis was reported to the 
,56��DQG�����GRHVQ¶W�VKRZ�DQ\�DGMXVWPHQW�LQ�)RUP�������
%R[��I�RU��J������RUGLQDU\�ER[�LQ�)RUP�������%R[����
isn’t checked; (3) there are no adjustments to the basis 
or type of gain reported on Form 1099-B or to the 
gain; and (4) there is no election to defer income due 
WR�DQ�LQYHVWPHQW�LQ�D�TXDOL¿HG�RSSRUWXQLW\�IXQG��42)��
and the taxpayer isn’t terminating deferral from an 
LQYHVWPHQW�LQ�D�42)�

-RVLH¶V�)RUP������LV�VKRZQ�EHORZ��+HU�6FKHGXOH�'�IRU�
investor purposes is shown to the right.

– text continued on next page
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Taxation of traders 

Traders are considered to be in a trade or business. 
7KXV��WKHLU�H[SHQVHV�DUH�UHSRUWHG�RQ�6FKHGXOH�&��
Traders will incur normal business expenses such as 
VXSSOLHV��GHSUHFLDWLRQ��WUDYHO�DQG�R൶FH�H[SHQVHV��,Q�
addition, traders may have interest paid on margin 
accounts used with the trading activity as well as a 
KRPH�R൶FH�GHGXFWLRQ���

When traders sell securities, the sales are reported on 
)RUP������DQG�6FKHGXOH�'�DV�HLWKHU�VKRUW�WHUP�RU�
long-term capital gains or losses. The securities in the 
hands of traders are considered capital assets because 
they do not have customers to whom they sell the 
securities. If they had customers, the securities sales 
would be treated as sales of inventory reported as 
RUGLQDU\�LQFRPH�RQ�6FKHGXOH�&���

Any losses a trader incurs on the disposition of the 
securities is subject to the $3,000 annual capital loss 
limitations. Additionally, wash sale rules apply to traders.  

Trader example 
Josie Jacobs loves investing in the stock market. She 
currently works part-time and spends much of her 
free time following and assessing stock activity. She 
has a self-directed investment account and makes her 
own purchases and sales based on her research. Her 
LQYHVWPHQW�VWUDWHJLHV�DUH�IRU�VKRUW�WHUP�SUR¿W�IURP�
daily swings in the stock market to help enhance her 
part-time salary. On average, she could make up to 20 
trades in a week. 

-RVLH�KDV�D�KRPH�R൶FH�VKH�XVHV�IRU�LQYHVWPHQW�UHVHDUFK�
and making stock trades. Her total expenses for the year 
are mortgage interest of $5,000, utilities of $2,000 and 
insurance of $1,000. Her entire home is 1,500 square feet 
DQG�WKH�URRP�VKH�KDV�GHGLFDWHG�WR�KHU�KRPH�R൶FH�XVH�
is 150 square feet, or 10% of the total square footage of 
the home. The cost of her home was $150,000 and the 
amount allocated to land is $30,000.

She uses her cell phone 10% for stock activity. Her total 
cell phone expenses for the year are $1,500, and she has 
$1,000 of interest on margin accounts. Additionally, she 
just purchased a new computer for $2,000, which she 
uses 60% of the time for stock activities. She would like 
to take the §179 deduction for it and has investment fees 
for her trades of $5,000. 

%DVHG�RQ�WKH�IDFWRUV�XVHG�E\�WKH�)HGHUDO�&LUFXLW�&RXUW�
RI�$SSHDOV�DQG�WKH�7D[�&RXUW��LQWHQW��QDWXUH�RI�LQFRPH�
derived from the activity and frequency, extent and 

regularity of security transactions), along with the fact 
that Josie’s trading activity is substantial and she seeks 
SUR¿W�IURP�VKRUW�WHUP�VZLQJV�LQ�WKH�GDLO\�PDUNHW��
-RVLH�PHHWV�WKH�GH¿QLWLRQ�RI�D�WUDGHU�DQG�LV�FRQVLGHUHG�
a trader for tax purposes. As a trader, she still reports 
KHU�LQYHVWPHQW�VDOHV�RQ�)RUP������DQG�6FKHGXOH�'��
however, she can also deduct related expenses on 
6FKHGXOH�&�

Josie received a Form 1099-B consolidated showing 
over 300 stock sales indicating both short- and long-
term transactions. Boxes A and D are checked indicating 
all basis is reported to the IRS. Disregarding wash sale 
rules, Josie’s short-term gains are $50,000 ($350,000 
sales proceeds - $300,000 cost) and her long-term gains 
are $10,000 ($410,000 proceeds - $400,000 cost). 

Form 8949. Josie meets Exception 1 to the requirement 
IRU�¿OLQJ�)RUP�������,Q�WKLV�FDVH��VKH�FKRRVHV�WR�DJJUH-
gate her short-term and long-term stock sales and report 
them directly onto Schedule D, Lines 1a (short-term) and 
�D��ORQJ�WHUP���6KH�GRHV�QRW�¿OH�)RUP������

6FKHGXOH�'��%HFDXVH�-RVLH�GLG�QRW�¿OH�)RUP�������XVLQJ�
Exception 1, she reports her short-term stock activity on 
Schedule D, Line 1a, and her long-term stock activity on 
/LQH��D��,I�VKH�KDG�¿OHG�)RUP�������KHU�VWRFN�DFWLYLW\�
ZRXOG�KDYH�EHHQ�UHSRUWHG�RQ�/LQHV��E�DQG��E��-RVLH¶V�
Schedule D is shown at the top of the next page.

6FKHGXOH�&��Because Josie is a trader, she is eligible to 
UHSRUW�KHU�WUDGLQJ�H[SHQVHV�RQ�6FKHGXOH�&��$GGLWLRQDOO\��
her trader business status makes her eligible for claiming 
D�KRPH�R൶FH�GHGXFWLRQ��SURYLGLQJ�WKH�UHTXLUHPHQWV�RI�
����$�F��DUH�PHW��,Q�WKLV�FDVH��VKH�PHHWV�WKH�UHTXLUH�
PHQWV�RI�����$�F���%HFDXVH�KHU�QHW�LQFRPH�IURP�KHU�
trading activities (though reported on Schedule D 
LQVWHDG�RI�6FKHGXOH�&��SURYLGHV�KHU�ZLWK�VX൶FLHQW�
LQFRPH��VKH�LV�HOLJLEOH�WR�FODLP�D�KRPH�R൶FH�GHGXFWLRQ�
RQ�)RUP�������Expenses for Business Use of Your 
Home��+HU�DFWXDO�)RUP������H[SHQVHV�DUH��������DQG�
KHU�VLPSOL¿HG�KRPH�R൶FH�H[SHQVHV�DUH�����������
square feet x $5/square foot). She chooses to use actual 
H[SHQVHV�RQ�)RUP�������

+HU�6FKHGXOH�&�LV�VKRZQ�RQ�WKH�ERWWRP�RI�WKH�QH[W�SDJH�

Her income is blank because the stock activity was 
reported on Schedule D. 

/LQH�����KRPH�R൶FH�GHGXFWLRQ�LV�UHSRUWHG�HYHQ�WKRXJK�
WKHUH�LV�QR�LQFRPH�RQ�6FKHGXOH�&��5HPHPEHU��KHU�
related income is reported on Schedule D instead. 

-RVH¶V�)RUP������LV�VKRZQ�RQ�SDJH����
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Mark-to-market election 
Section 475(f) allows traders to treat their security 
holdings as ordinary income instead of capital assets 
if they make the mark-to-market election and mark 
their securities to market value at the end of the 
tax year.  

When the election is made, all securities on hand at year-
end are deemed to be sold at the year-end market value. 
This causes the trader to recognize unrealized gains and 
losses on their tax return. The major reason traders make 
the mark-to-market election is to avoid the $3,000 capital 
gain loss limitation rules and the wash sale rules. 

The deemed sale of the securities is reported on 
Form 4797, Part II. 

Unfortunately, by making the mark-to-market elec-
tion, the trader’s securities are no longer eligible for 
capital gain treatment. However, since the securities are 
probably traded on a short-term holding period basis, 
the loss of the desirable long-term capital gain treatment 
may not be an issue or will have minimal impact.  

If a trader makes the mark-to-market election, the 
securities, though taxed as ordinary income on 
6FKHGXOH�&��GR�QRW�ORVH�WKHLU�FKDUDFWHU�DV�FDSLWDO�
assets. This is important because capital gains and 
ORVVHV�DUH�VSHFL¿FDOO\�H[FOXGHG�IURP�QHW�HDUQLQJV�IURP�
self-employment; thus, earnings from trading activities 
are not subject to SE taxes.  

In other words, making the §475 mark-to-market 
election converting the gains and losses to ordinary 
income does not change their character for SE tax 
purposes [§475(f)(1)(D)].  

Taxpayers must make the mark-to-market election 
no later than the due date of the return, excluding 
extension, for the tax return for the year prior to the year 
WKH�HOHFWLRQ�LV�WR�EH�H൵HFWLYH�E\�DWWDFKLQJ�WKH�HOHFWLRQ�
statement to the prior year return or extension request.

Seminars 
7KH�7D[�&RXUW�KDV�KHOG�WKDW�LQYHVWRUV�FDQQRW�GHGXFW�
the cost of attending seminars in securities day trading; 
however, traders can.  

The idea is that, for investors, expenses relating to 
a con vention, seminar or similar meeting for a non-
business-related item are not deductible under §274(h)(7), 
whereas for traders, the cost of the semi nar is an ordinary 
and necessary business expense under §162.  X
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Tax Talk
Big charitable deduction needs big backup
By Misty Erickson, MBA

The reasonable cause exception to the strict sub-
stantiation requirements for charitable donations 
exceeding $500,000 allowed members of the Murphy 
family to deduct conservation easements made through 
their S corporation. This was only a partial win for the 
family, as the amount of the deduction was reduced after 
additional valuations of the property were made as part 
of the court proceedings.

Background
The Murphy family owned an S corporation, Duplin 
Land Development Inc. It acquired several tracts of 
land with the purpose of developing the parcels into 

a residential community, “River Landing,” which 
contained two golf courses, residential lots, a clubhouse, 
recreational facilities and hiking trails. The two main 
tracts of land were the “River Tract” and the “Landing 
Tract.” The only area accessible to nonresidents of the 
community without stopping at a visitor’s entrance was 
the hiking trails. One such tract of land was mainly 
ZHWODQGV�DQG�ÀRRG�SODLQV�GHQVH�ZLWK�WUHHV�DQG�YHJHWDWLRQ�
while the other ran along the northern border of the 
1RUWKHDVW�&DSH�)HDU�5LYHU��5LYHU�/DQGLQJ�SUHVHUYHG�
numerous open spaces containing lakes, ponds, wooded 
areas and river frontage. One of the golf courses, River 
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&RXUVH��KDG�VLJQL¿FDQW�ZDWHU�IHDWXUHV��YHJHWDWLRQ�DQG�
wetland areas throughout central portions of the course, 
ZKLOH�/DQGLQJ�&RXUVH�SUHVHUYHG�PRGHVW�QDWXUDO�IHDWXUHV��

In 2010, the family made easement donations of the 
two main tracts of property to the North American 
Land Trust (NALT), a §501(c)(3) charitable organization 
WKDW�LV�D�TXDOL¿HG�RUJDQL]DWLRQ�IRU�WKH�SXUSRVHV�RI�
§170(h)(1)(B). The donation itself was made through 
Duplin Land Development. 

The easement deed placed perpetual restrictive 
covenants on the property, which prohibited Duplin 
Land Development from adding structures, land 
improvements, or anything that would disrupt waterways 
or the land itself. In addition, the company could not 
introduce any non-native invasive species. While 
restrictions on development were in place, the golf 
courses on the properties could remain in operation if 
they applied best environmental practices prevailing in 
the golf industry.

A before and after valuation was made on the tracts 
subject to the conservation easements. The appraiser, 
F. Bruce Sauter, determined that the value of the Landing 
7UDFW�EHIRUH�WKH�HDVHPHQW�GRQDWLRQ�ZDV������������DQG�
LWV�YDOXH�DIWHU�WKH�HDVHPHQW�GRQDWLRQ�ZDV�����������
therefore, the value attributable to the Landing Tract 
HDVHPHQW�ZDV�������������'XSOLQ�/DQG¶V�UHWXUQ�UHSRUWHG�
the donations of the River Tract easement and the 
Landing Tract easement and claimed corresponding 
charitable contribution deductions of $7,344,095 and 
������������7KH�UHWXUQ�LQFOXGHG�)RUP�������Noncash 
Charitable Contributions, for each easement. It was 
signed by both Sauter and NALT President Andrew 
L. Johnson and included the cover letters of Sauter’s 
appraisals. However, the following portions of Duplin 
/DQG¶V�)RUPV������ZHUH�HLWKHU�LQFRPSOHWH�RU�HQWLUHO\�
blank. Page 1 included only Duplin Land’s identifying 
information, but nothing about the contributions. Page 2 
failed to include the date and manner in which the donor 
acquired the property, the donor’s cost or adjusted basis 
for the property, or whether the contribution was made 
as part of a bargain sale.

The IRS reviewed Duplin Land’s 2010 return and 
disallowed the charitable contribution deductions, 
ZKLFK�ÀRZHG�WKURXJK�WR�WKH�LQGLYLGXDO�VKDUHKROGHUV��
,Q�DGGLWLRQ��WKH�,56�LVVXHG�QRWLFHV�RI�GH¿FLHQF\�WR�WKH�
shareholders — the Murphy family — disallowing the 
deduction on their individual returns. The notices did not 
state the deductions were disallowed based on the failure 
to satisfy the substantiation or reporting requirements 
under §170(f)(11). In regard to donations above 

����������D�WD[SD\HU�PXVW�DWWDFK�D�TXDOL¿HG�DSSUDLVDO�
to the tax return. The appraisal must include the date 
the property was donated, the cost or other basis of the 
property, and the date the donee received the property 
[Reg. §1.170A-13(c)(4)(ii)]. 

7KH�VKDUHKROGHUV�¿OHG�D�SHWLWLRQ�FKDOOHQJLQJ�WKH�
disallowance of the charitable contribution as well as 
for penalties assessed during the audit process. 

Conclusion
The court reviewed the Murphy’s case and applied the 
strict substantiation requirements of Reg. §1.170A-13(c)
(4)(ii) for donations greater than $500,000. There was 
also an analysis of whether they had reasonable cause 
for not adhering to those reporting requirements. The 
reasonable cause essentially trumps the fact that they 
did not provide all the documentation required. In 
this instance, the courts found that their reliance on a 
&3$�WR�SUHSDUH�WKHLU�WD[�UHWXUQ�DQG�WKH�UHTXLUHG�IRUPV�
was enough reasonable cause to allow the charitable 
contribution.

In addition to the allowance of the deduction, there 
was also a question as to the valuation of the donation. 
The appraisals done prior to the donation assumed 
VSHFL¿F�XVHV�RI�WKH�SURSHUW\�ZRXOG�FRQWLQXH��7KRVH�
YDOXDWLRQV�GLG�QRW�UHÀHFW�WKH�DFWXDO�XVH�RI�WKH�SURSHUW\��
As a result, the donations were reduced to $2,790,274 for 
the River Tract easement and $100,000 for the Landing 
Tract easement.  X

Wendell H. Murphy, Jr., et al. v. Comm’r
T.C. Memo. 2023-72

In regard to 
donations above 
$500,000, a 
taxpayer must 
attach a qualified 
appraisal to the 
tax return.
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,Q�$ORQ�)DUK\�Y��&RPP¶U���WKH�8�6��7D[�&RXUW�KHOG�WKDW�
WKH�,56�ODFNV�VWDWXWRU\�DXWKRULW\�WR�DVVHVV�������E�����
and (2) monetary penalties on a taxpayer who failed to 
¿OH�)RUP�������Information Return of U.S. Persons With 
Respect to Certain Foreign Corporations, for multiple 
\HDUV��7KH�������E�����SHQDOW\�IRU�ZLOOIXO�IDLOXUH�WR�¿OH�
is assessed systemically on many foreign information 
reporting forms without review by the IRS. The court 
ruled that the penalties must instead be assessed through 
civil action rather than through an automatic process. As 
a result, the IRS cannot collect the penalties it assessed 
through a lien or levy notice.

Background
During the years 2003 through 2010, Alon Farhy owned 
100% of two corporations located in Belize. He held 
.DWXPED�&DSLWDO�,QF��IURP�����±2010 and Morningstar 
Adventures Inc. from 2005±������8QGHU�������D���
)DUK\�ZDV�UHTXLUHG�WR�¿OH�)RUP������WR�SURYLGH�
ownership information about the foreign corporations. 

Although he knew of his responsibility, he chose not 
WR�¿OH�WKH�IRUP��3HU�,56�VWDQGDUG�SUDFWLFH��WKH�DJHQF\�
QRWL¿HG�)DUK\�RI�KLV�IDLOXUH�WR�¿OH��DVVHVVHG�SHQDOWLHV�
and, when ignored, ultimately issued a notice of intent 
to levy. Farhy requested a collection due process hearing 
(§6330), which upheld the assessed penalties. Farhy then 
SHWLWLRQHG�WKH�7D[�&RXUW�WR�FKDOOHQJH�WKH�,56¶V�DXWKRULW\�
WR�DVVHVV�SHQDOWLHV��VSHFL¿FDOO\�XQGHU�������E���

In this case, assessable penalties for willful failure to 
¿OH�WKH�UHSRUWV�DUH�D�PLQLPXP�RI���������IRU�HDFK�
DFFRXQWLQJ�SHULRG�ZKHUH�D�IDLOXUH�WR�¿OH�H[LVWV��DV�ZHOO�DV�
a continuation penalty of $10,000 for each 30-day period 
where the failure continues after a 90-day notice period, 
WR�D�PD[LPXP�RI���������RU���������WRWDO�>������E�����
and (2)]. Although both types of penalties are subject to 
WKH�UHDVRQDEOH�FDXVH�H[FHSWLRQ�XQGHU�������F�����%���
Farhy’s failure to pay was admittedly willful, so reason-
able cause could not apply. In these circumstances, 
FROOHFWLRQ�H൵RUWV�JHQHUDOO\�EHJLQ�EHIRUH�DQ�HPSOR\HH�
ever reviews the validity of the assessment.

Tax Talk continued

Court to IRS: No authority, no assessment
By Virginia B. Hilton, MST, CPA
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Unlike a multitude of other penalties, no actual language 
OLQNV�WKH�SHQDOW\�FUHDWHG�E\�������E��WR�WKH�,56¶V�ULJKW�
to assess and collect it automatically. Standard operating 
procedure, however, has been to adhere to the §6201(a) 
statutory authority granted by the Treasury Secretary, 
who authorizes the IRS to assess all taxes imposed by 
WKH�,QWHUQDO�5HYHQXH�&RGH��,5&���³7D[HV�´�LQ�WKLV�FDVH��
includes tax, additions to tax, penalties and interest 
[§6665(a)(2)].

6LQFH�������D��LV�QRW�VWULFWO\�GH¿QHG��QRU�LV�WKH�ULJKW�WR�
FROOHFW�SHQDOWLHV�VSHFL¿FDOO\�JUDQWHG�WR�WKH�,56��)DUK\¶V�
challenge to the tax as one systemically assessed and 
administratively collected via liens and levies had merit.

During the court case, the taxpayer argued that the 
VSHFL¿F�SHQDOW\��������E���XQOLNH�RWKHUV�LQ�WKH�,5&��GRHV�
not authorize the assessment of the penalty it calls for. 
7KHUHIRUH��DV�WKH�DUJXPHQW�JRHV��WKH�������E��SHQDOW\�
is not an “assessable penalty,” and only a civil action 
may force collection. Essentially, the taxpayer argued, 
because this code section falls outside of the sections 
LQ�6XEFKDSWHU�%�RI�&KDSWHU����RI�6XEWLWOH�)��HQWLWOHG�
“Assessable Penalties,” and because it has no language 
linking its penalty provision to any other authorization 
to assess and collect penalties, the IRS does not have 
authority to assess and collect this penalty. The IRS 
noted that the term “assessable penalties” includes any 
SHQDOWLHV�IRXQG�LQ�WKH�,5&�WKDW�DUH�QRW�VXEMHFW�WR�WKH�
FRGH¶V�GH¿FLHQF\�SURFHGXUHV��%HFDXVH�WKH�SHQDOWLHV�ZHUH�
QRW�VXEMHFW�WR�GH¿FLHQF\�SURFHGXUHV��WKHQ��E\�GH¿QLWLRQ��
they had to be assessable. 

As such, taxpayers assessed a $10,000 penalty must pay 
WKH�SHQDOW\��¿OH�D�FODLP�IRU�UHIXQG�DQG��LI�QHFHVVDU\��¿OH�
a refund suit in the appropriate U.S. district court or the 
8�6��&RXUW�RI�)HGHUDO�&ODLPV��

Holding
7KH�7D[�&RXUW�IRXQG�WKH�,56�GLG�QRW�KDYH�DXWKRULW\�WR�
DVVHVV�DQG�FROOHFW�SHQDOWLHV�XQGHU��������

Because these penalties were not assessable, the IRS 
was prohibited from proceeding with collection. 
The only way the IRS can pursue collection of the 
WD[SD\HU¶V�SHQDOWLHV�ZDV�E\����8�6�&��6HF�������D���
which allows recovery of any penalty by civil court 
action. 

7KH�FRXUW�QRWHG�WKDW�&RQJUHVV�H[SOLFLWO\�DXWKRUL]HG�
assessment with respect to many penalty provisions 
LQ�WKH�,5&��EXW�QRW�IRU�������E��SHQDOWLHV��7KH�FRXUW�
stated it was “loath to disturb this well-established 
statutory framework by inferring the power to 
DGPLQLVWUDWLYHO\�DVVHVV�DQG�FROOHFW�WKH�������E��
SHQDOWLHV�ZKHQ�&RQJUHVV�GLG�QRW�VHH�¿W�WR�JUDQW�WKDW�
power to the Secretary of the Treasury expressly as it 
GLG�IRU�RWKHU�SHQDOWLHV�LQ�WKH�&RGH�´

This decision is expected to have a broad reach and will 
D൵HFW�PRVW�,56�)RUP������¿OHUV��QDPHO\�&DWHJRU\����
��DQG���¿OHUV��,W�ZLOO�QRW�D൵HFW�&DWHJRU\���DQG���¿OHUV��
who are subject to penalties under §6679, which remains 
assessable.  X

Alon Farhy v. Comm’r
160 T.C. No. 6 (April 3, 2023)

1IZTJDJBO�NJTDMBTTJæFE�XPSLFST�
By Jan Socha, CPA

Employers are subject to employment taxes, which 
include taxes required by the Federal Insurance 
Contributions Act��),&$��DQG�WKH�Federal Unemploy-
ment Tax Act (FUTA). These taxes only apply in the 
case of employees and are not applicable to payments 
made to independent contractors. Employers are also 
required to make periodic deposits of amounts withheld 
from employee wages for income tax withholding and 
),&$�DQG�DPRXQWV�FRUUHVSRQGLQJ�WR�WKH�HPSOR\HU¶V�

VKDUH�RI�),&$�DQG�)87$�WD[��)RUP������Employer’s 
Annual Federal Unemployment (FUTA) Tax Return, and 
Form 941, Employer’s Quarterly Federal Tax Return, 
are employment tax returns that employers are required 
WR�¿OH��/DVWO\��)RUP������0,6&��Miscellaneous Income, 
(prior to the 2020 tax year) or Form W-2, Wage and Tax 
Statement, are used to report compensation to workers, 
WKH�¿OLQJ�RI�ZKLFK�LV�GHWHUPLQHG�E\�KRZ�WKH�ZRUNHU�
LV�FODVVL¿HG��7KH�IROORZLQJ�FDVH�LOOXVWUDWHV�ZKDW�FDQ�
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happen when an employer incorrectly treats workers as 
independent contractors and does not have a reasonable 
basis for not treating the workers as employees.

Dr. Frank Daniel Kresock is the sole member of an 
DFWLYH�$UL]RQD�OLPLWHG�OLDELOLW\�FRPSDQ\��//&���
which was treated as a disregarded entity for federal 
tax purposes. Therefore, income and deductions were 
reported on Kresock’s personal tax returns. 

For the tax periods at issue (2010 ±2015), Kresock’s 
practice consisted of four medical assistants and an 
R൶FHU�PDQDJHU��(DFK�PHGLFDO�DVVLVWDQW�ZDV�SDLG�ZLWK�
a cashier’s check signed by Kresock after submission 
of a biweekly time sheet, which was approved by the 
R൶FH�PDQDJHU��7KH�WLPHVKHHWV�LGHQWL¿HG�WKH�PHGLFDO�
DVVLVWDQWV�DV�HPSOR\HHV�DQG�WKH�R൶FH�PDQDJHU�DV�
manager. The medical assistants were paid a set hourly 
rate and an increased hourly rate for work performed in 
H[FHVV�RI�HLJKW�KRXUV�SHU�ZRUNGD\��7KH�R൶FH�PDQDJHU�
and Kresock lived together. She was not paid directly; 
however, Kresock paid her personal bills (mortgage 
payments on homes titled in her name). 

All the workers reported to Kresock and were subject 
WR�KLV�VXSHUYLVLRQ��+H�DQG�WKH�R൶FH�PDQDJHU�FUHDWHG�

DQG�FRPPXQLFDWHG�R൶FH�SURFHGXUHV�WKH�ZRUNHUV�ZHUH�
expected to follow. None of the workers were able to 
UHDOL]H�D�SUR¿W�RU�ORVV�EHFDXVH�RI�WKHLU�VHUYLFHV��7KHUH�
were no formal employment contracts between Kresock 
and any of his workers. The medical assistants were 
able to determine their own schedules. They were 
allowed to arrive and leave at any time without adverse 
FRQVHTXHQFHV�IURP�.UHVRFN�RU�WKH�R൶FH�PDQDJHU��

7KH�R൶FH�PDQDJHU�ZDV�UHVSRQVLEOH�IRU�PDQDJLQJ�WKH�
R൶FH�DQG�WKH�ZRUNHUV�DV�ZHOO�DV�SHUIRUPLQJ�FRGLQJ�
tasks. She worked almost every day. The medical 
DVVLVWDQWV��DW�WKH�GLUHFWLRQ�RI�WKH�R൶FH�PDQDJHU��
SHUIRUPHG�IURQW��DQG�EDFN�R൶FH�GXWLHV��LQFOXGLQJ�
answering phones, taking care of patients, completing 
prior authorizations, faxing prescriptions and other tasks 
associated with a medical practice. They worked for 
Kresock for several years. 

.UHVRFN�GLG�QRW�¿OH�RU�LVVXH�)RUPV������0,6&�RU�
Forms W-2 reporting the compensation paid to the 
ZRUNHUV��+H�DOVR�GLG�QRW�¿OH�DQ\�HPSOR\PHQW�WD[�
returns (Forms 940 and 941).

The IRS determined that the practice’s medical assistants 
DQG�R൶FH�PDQDJHU�ZHUH�HPSOR\HHV��QRW�LQGHSHQGHQW�
contractors. The determination made by the IRS is 
presumed to be correct; therefore, Kresock bears the 
burden of proving that the workers were not employees 
during the tax periods at issue. 

Various factors are considered in determining whether 
a worker is a common-law employee or an independent 
contractor. These factors include the degree of control 
the principal exercised over the worker; which party 
invests in the work facilities used by the worker; the 
ZRUNHU¶V�RSSRUWXQLW\�IRU�SUR¿W�RU�ORVV��ZKHWKHU�WKH�
worker can be discharged by the principal; whether 
the worker is part of the principal’s regular business; 
the permanency of the relationship; and the relationship 
the parties believed they were creating. The IRS 
has also issued guidance using some 20 factors in 
determining whether an employment relationship exists 
�5HY��5XO����������������&�%�������

,Q�ORRNLQJ�DW�WKH�UHOHYDQW�IDFWRUV��WKH�8�6��7D[�&RXUW�
FRQFOXGHG�WKDW�WKH�UHODWLRQVKLS�EHWZHHQ�WKH�R൶FH�
manager and Kresock, and Kresock and the medical 
assistants, is best characterized as an employment 
relationship. The principal’s degree of control over 
workers is a crucial factor in determining whether an 
employment relationship exists, and this factor was met, 
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according to the court. Additional factors that found in 
favor of an employment relationship include investment 
in the work facilities used by the workers, the worker’s 
RSSRUWXQLWLHV�IRU�SUR¿W�RU�ORVV��ZKHWKHU�WKH�ZRUN�ZDV�
part of Kresock’s regular business and the permanency 
of the relationship.

Under §530, when applicable, a taxpayer can be 
D൵RUGHG�UHOLHI�IURP�IHGHUDO�HPSOR\PHQW�WD[HV�HYHQ�
if the relationship between the principal and worker 
would otherwise require the payment of those taxes. 
Generally, the term ‘federal employment taxes’ refers to 
WD[HV�LPSRVHG�XQGHU�),&$��)87$�DQG�IHGHUDO�LQFRPH�
tax withholdings. To qualify for §530 relief, a taxpayer 
must not have treated the worker as an employee for any 
period for purposes of federal employment taxes; must 
KDYH�FRQVLVWHQWO\�¿OHG�DOO�IHGHUDO�WD[�UHWXUQV�UHTXLUHG�WR�
EH�¿OHG�E\�WKH�WD[SD\HU��LQFOXGLQJ�LQIRUPDWLRQ�UHWXUQV���
must have had a reasonable basis for not treating the 

worker as an employee; and must not have treated as an 
employee any individual holding a position substantially 
similar to that of the worker in question. 

The court looked at the requirement of whether the 
taxpayer had a reasonable basis for not treating the 
workers as employees with respect to the disputed 
payments and found Kresock failed to establish its 
TXDOL¿FDWLRQ�IRU�WKH�UHDVRQDEOH�EDVLV�UHTXLUHPHQW��$OVR��
KH�IDLOHG�WR�¿OH�)RUPV������0,6&�IRU�WKH�WD[�SHULRGV�DW�
issue, which is also a requirement as stated above. 

Under a literal reading of the §530 text, all requirements 
must be met to receive relief. The court found Kresock 
is not entitled to §530 relief and is liable for all 
IHGHUDO�HPSOR\PHQW�WD[HV�UHÀHFWHG�LQ�WKH�QRWLFH�RI�
determination.  X

Cardiovascular Center, LLC v. Comm’r
T.C. Memo. 2023-64

%FæDJFODZ�OPUJDF�OPU�SFRVJSFE�GPMMPXJOH�UBYQBZFS�MBXTVJU
By J.P. Finet, JD

%HIRUH�¿OLQJ�VXLW�LQ�D�IHGHUDO�FRXUW�VHHNLQJ�WR�FROOHFW�
WD[HV��WKH�,56�LV�QRW�UHTXLUHG�WR�IROORZ�GH¿FLHQF\�
SURFHGXUHV��ZKLFK�LQFOXGH�LVVXLQJ�D�QRWLFH�RI�GH¿FLHQF\���
This court decision allows the IRS to rely on common-
law court procedures for collecting an outstanding 
GHEW�UDWKHU�WKDQ�WKH�VWDWXWRU\�QRWLFH�RI�WD[�GH¿FLHQF\�
SURFHGXUH�LQ�WKH�,QWHUQDO�5HYHQXH�&RGH��

It’s generally accepted that the government may use 
one of two methods for collecting a tax debt, said 
WKH�8�6��'LVWULFW�&RXUW�IRU�WKH�'LVWULFW�RI�&RORUDGR�
in its decision on U.S. v. Liberty Global, Inc. It may 
do so either through summary collection procedures, 
such as a tax lien or levy, or through its common-law 
right to sue for outstanding debt. While the tax code 
UHTXLUHV�D�QRWLFH�RI�GH¿FLHQF\�EHIRUH�WKH�,56�LVVXHV�
an administrative assessment, the court noted there 
is nothing in the statute that suggested the provision 
applies to a civil lawsuit. 

In 2022, the same court ruled in Liberty Global Inc.’s 
(LGI’s) favor on another issue in the case when it found 

that temporary regulations to implement the §245A 
dividend received deduction enacted as part of the Tax 
Cuts and Jobs Act��7&-$��ZHUH�LQYDOLG�GXH�WR�WKH�IDLOXUH�
to comply with the notice-and-comment requirements in 
the Administrative Procedures Act (APA).

An attempt to exploit a loophole
LGI is a multinational telecommunications company 
WKDW�ZDV�DSSURDFKHG�E\�LWV�WD[�DGYLVRUV�DW�'HORLWWH�//&�
LQ������DERXW�DQ�RSSRUWXQLW\�WR�H[SORLW�D�SHUFHLYHG�
loophole in the international tax provisions of the 
7&-$��'HORLWWH�WKHQ�DVVLVWHG�/*,�LQ�SODQQLQJ�D�IRXU�
step series of transactions referred to as “Project Soy” 
that would allow LGI to avoid global intangible low 
tax income and capital gain taxes on billions of dollars 
in unrealized gains from the company’s interests in one 
of its sub-entities.

The Treasury Department issued temporary regulations 
addressing the international tax changes that were 
PDGH�E\�WKH�7&-$�LQ�-XQH�������,Q�2FWREHU�RI�WKDW�
\HDU��/*,�¿OHG�LWV������FRQVROLGDWHG�IHGHUDO�LQFRPH�WD[�
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return, which it then amended in December 2019. The 
initial return reported the fourth step of the transactions 
in a manner that was consistent with the temporary 
regulations, but the amended return took the position that 
WKH�UHJXODWLRQV�ZHUH�LQYDOLG�DQG�FODLPHG�D�������PLOOLRQ�
refund instead.

$IWHU�/*,�¿OHG�LWV�DPHQGHG�UHWXUQV��WKH�,56�EHJDQ�
investigating the transactions and requested information 
from LGI. When the company failed to produce all of it, 
the IRS issued LGI a delinquency notice and included a 
deadline of Nov. 27, 2020, for responding to the notice, 
after which the IRS would seek a formal summons for 
the information in a federal court proceeding.

2Q�1RY������������/*,�¿OHG�D�FRPSODLQW�LQ�IHGHUDO�
GLVWULFW�FRXUW�VHHNLQJ�D������PLOOLRQ�UHIXQG�IRU�WKH������
tax year. Because the company had yet to provide all the 
information requested by the IRS, the U.S. contended 
that discovery was still necessary to determine the nature 
RI�WKH�WUDQVDFWLRQ�DQG�/*,¶V�HDUQLQJV�DQG�SUR¿WV�

The court granted part of LGI’s motion for summary 
judgment in April 2022. However, when the court found 
the 2019 temporary regulations did not comply with the 
$3$�DQG�ZHUH�WKHUHIRUH�QRW�UHWURDFWLYH�WR�������LW�DOVR�
found factual questions remained as to LGI’s compliance 
with the tax laws. LGI asked the court to dismiss the 
action a second time, claiming the IRS failed to comply 
ZLWK�WKH�VWDWXWRU\�SUHUHTXLVLWHV�IRU�¿OLQJ�D�ODZVXLW�

Administrative rules don’t apply 
to civil court actions
LGI contended that the government was barred from 
PDLQWDLQLQJ�LWV�ODZVXLW�IRU�LWV������WD[�GH¿FLHQF\�
because the agency never provided the company with 
D�WLPHO\�QRWLFH�RI�WKH�GH¿FLHQF\��/*,�FODLPHG�WKDW�
������D��UHTXLUHV�WKH�,56�WR�LVVXH�D�QRWLFH�RI�GH¿FLHQF\�
before it can collect any tax from the taxpayer.

However, the court found the company’s arguments to 
be “misleading and inaccurate” because the tax code 
UHTXLUHV�D�QRWLFH�RI�GH¿FLHQF\�EHIRUH�DQ�DGPLQLVWUDWLYH�
assessment of a taxpayer’s obligation, which is not 
binding or relevant in the context of a common-law suit 
RQ�WKH�GHEW��,W�DGGHG�WKDW�D�QRWLFH�RI�GH¿FLHQF\�DOORZ-
LQJ�/*,�WR�FRQWHVW�WKH�DVVHVVPHQW�LQ�WKH�8�6��7D[�&RXUW�
would duplicate the notice that provided the opportunity 
IRU�WKH�FRPSDQ\�WR�FRQWHVW�WKH�GH¿FLHQF\�LQ�GLVWULFW�FRXUW��

“Defendant’s lamentations of inadequate process ring 
particularly hollow when its own machinations truncated 
the administrative process — which would have included 
LVVXDQFH�RI�D�QRWLFH�RI�GH¿FLHQF\�DQG�DQ�RSSRUWXQLW\�
IRU�GHIHQGDQW�WR�EH�KHDUG�LQ�7D[�&RXUW— and forced the 
matter into district court… . Defendant cannot seek to 
SUR¿W�E\�FRPSHOOLQJ�OLWLJDWLRQ�LQ�RQH�IRUXP�DQG�WKHQ�
FRPSODLQ�WKDW�LW�KDV�EHHQ�GHSULYHG�VRPH�EHQH¿W�SURYLGHG�
by the other forum,” the court concluded.  X

U.S. v. Liberty Global, Inc.
No. 1:22-cv-02622-RBJ (D. Colo. 2023)
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First-Time Abatement
By Virginia Hilton, CPA, MST

Q:�7LP�IDLOHG�WR�¿OH�KLV������)RUP������XQWLO�ZHOO�SDVW�
the extended due date of Oct. 17, 2022. He received a 
&3���1RWLFH�DIWHU�¿OLQJ��VWDWLQJ�WKDW�KH�RZHG�D�IDLOXUH�
WR�¿OH�SHQDOW\�>������D����@�DQG�LQWHUHVW�RQ�WKH�ODWH�WD[�
payment. Because Tim had been otherwise compliant 
ZLWK�KLV�SUHYLRXV�WD[�¿OLQJV�DQG�SODQV�WR�¿OH�KLV������
Form 1040 on time, his accountant, Sherri, wondered 
ZKHWKHU�KH�PLJKW�TXDOLI\�IRU�D�¿UVW�WLPH�DEDWHPHQW�RI�
the penalty. Is this option available to Tim for the failure 
WR�¿OH�SHQDOW\�DVVHVVHG�WR�KLP"

A: Yes. The IRS has statutory authority to waive 
SHQDOWLHV�XQGHU�WKH�¿UVW�WLPH�DEDWH�SROLF\�DV�D�PDWWHU�
of “enforcement discretion” to enhance voluntary com-
SOLDQFH��7LP�ZLOO�TXDOLI\�IRU�WKH�¿UVW�WLPH�DEDWHPHQW�
(FTA) if he meets all the following requirements: (1) has 
¿OHG�DOO�UHWXUQV�GXH�LQ�WKH�SULRU�WKUHH�\HDUV��LI�GXH��RU�
KDG�QR�SHQDOWLHV�LQ�ODVW�WKUHH�\HDUV������KDV�¿OHG�RU�ZLOO�
¿OH�DOO�FXUUHQW�\HDU�UHWXUQV�DQG�����KDV�SDLG�RU�DUUDQJHG�
to pay any tax currently due. The abatement can only 
apply to a single tax period. However, because the policy 
requires only a three-year history of no penalties (except 
estimated tax penalties), it is possible for someone to 
UHFHLYH�PXOWLSOH�¿UVW�WLPH�DEDWHPHQWV��

The abatement process is now automated. It is currently 
DSSOLHG�E\�WKH�5HDVRQDEOH�&DXVH�$VVLVWDQW��5&$��
VRIWZDUH�SURJUDP�WKDW�SHUIRUPV�D�¿UVW�WLPH�DEDWHPHQW�
analysis prior to a reasonable cause analysis. Under this 
SURFHVV��DOO�DSSOLFDQWV�ZKR�PHHW�WKH�¿UVW�WLPH�DEDWHPHQW�
FULWHULD�ZLOO�EH�JUDQWHG�D�¿UVW�WLPH�DEDWHPHQW�ZDLYHU��
This is done by suppressing the penalty on the taxpayer’s 
Master File, which causes the penalty to remain, but with 
a $0 balance. 

,5&�������D��JUDQWV�WKH�6HFUHWDU\�RI�WKH�7UHDVXU\�WKH�
power to delegate penalty assessment and enforcement 
to the IRS. As part of that process, it is also granted the 

authority to refrain from taking enforcement action (i.e., 
to abate a penalty). The term “penalty” includes any 
addition to tax or any additional amount [§6751(c)]. 

However, not all tax return penalties qualify for FTA. 
For instance, the following forms do not qualify: Forms 
706, 709, 990, 1099, 3520, 3520-A, 5471 and 5472. 
The ones that do qualify are Forms 1040, 1120, 1120-S, 
1065, 940, 941, 2290 and 720. Not all penalties may be 
abated, either. Only three types may be abated: 
•� 7KH�IDLOXUH�WR�¿OH��)7)��SHQDOW\�XQGHU��������D������

�����D�����DQG������D����
• The failure to pay (FTP) penalty under §§6651(a)(2) 

and 6651(a)(3)
• The failure to deposit (FTD-941s) penalty under 

§6656

Notice that the accuracy-related penalty under §6662 is 
not an abatable penalty. This is otherwise known as the 
“substantial underreporting penalty.” Note, as well, that 
if the penalty year is from a substitute for a return (SFR) 
prepared for the taxpayer by the IRS, it is not abatable. 
To count in the three-year look-back period, an original 
UHWXUQ�PXVW�EH�RQ�¿OH��

Going back to Tim, what if he had a penalty reversed for 
reasonable cause? Does this disqualify him from FTA? 
No, it does not. Unless the penalty was for estimated 
WD[HV��7LP�VWLOO�TXDOL¿HV��7KLV�GRHV�QRW�LQFOXGH�SHQDOWLHV�
WKDW�ZHUH�DVVHVVHG�DQG�SDLG�R൵��WKH\�PXVW�KDYH�EHHQ�
reversed or abated. This makes the years “clean years.” 

7R�JHW�7LP�WKH�¿UVW�WLPH�DEDWHPHQW��6KHUUL�KDV�WZR�
options: call or write.  

Sherri can call the Practitioner Priority Service at 
�������������DQG�UHTXHVW�)7$�LQ�SHUVRQ��6KH�PXVW�
KDYH�)RUP�������Power of Attorney and Declaration 
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of Representative��IRU�7LP�RQ�¿OH�IRU�WKH�SHQDOW\�\HDU�
and three years prior, or the call will be terminated. 
For instance, if Sherri calls for tax year 2021, she 
PXVW�KDYH�D�32$�RQ�¿OH�IRU�\HDUV�����±2020 at a 
PLQLPXP��)RUP�������Tax Information Authorization, 
ZLOO�QRW�VX൶FH��6HUYLFH�UHSUHVHQWDWLYHV�FDQ�LQVWDQWO\�
enact the abatement on the phone. The representative 
will tell Sherri that Tim will receive a letter in 10 to 14 
GD\V��/HWWHU�����&��FLWLQJ�KLVWRU\�RI�WLPHO\�¿OLQJ�DQG�
payment as a reason to abate the penalty. 

Sherri may also call a new penalty assistance line at 
����������������H[W�������ZKLFK�LV�DYDLODEOH�IRU�WD[�
preparers and taxpayers alike.

Alternatively, Sherri can make a written request with 
)RUP������Claim for Refund and Request for Abatement, 
or write a letter requesting the abatement. She would 
mail those to the address on the most recent notice 
RU�WR�WKH�SURFHVVLQJ�FHQWHU�ZKHUH�7LP�ZRXOG�¿OH�D�
paper return. 

On March 29, 2023, the IRS released an updated Internal 
Revenue Manual (IRM). Part 20, Penalty and Interest, 
LQFOXGHV�&KDSWHU����3HQDOW\�+DQGERRN��ZKLFK�GHDOV�
exclusively with civil penalties.  X

A new penalty 
assistance line 
is available at 
1-855-223-4017, 
ext. 225, for tax 
preparers and 
taxpayers alike.
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