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Documents Prepared By Accounting 
Firm Protected By Tax-Practitioner 
Privilege/Work Product Immunity
 Schaeffler, CA-2, November 10, 2015 

The Court of Appeals for the Second Circuit has found that the taxpayers did not waive 
the attorney-client privilege by sharing privileged documents with a consortium of banks 
with which they had a common legal interest. In addition, the materials summoned were 
protected by the work-product doctrine because they were prepared in anticipation of 
litigation, the court found.

Take Away. “This is one of the most favorable cases applying the work-product doc-
trine to communications by accounting firms to come down in years,” Lawrence 
Hill, attorney, Shearman & Sterling LLP, told Wolters Kluwer. “It broadens common 
interest doctrine protection for communications involving accountants and lawyers 
who have a common tax/legal interest in planning transactions. It also is a strong 
reaffirmation of the Adlman, CA-2, 98-1 ustc ¶50,230, work product decision and 
represents a liberal interpretation of what constitutes ‘anticipation of litigation’ in 
the work product context. The decision supports application of the work product 
doctrine where the size and complexity and ambiguity of the tax treatment of the 
transaction in the transaction planning stage governs the likelihood of IRS scrutiny 
of the transaction,” he added.

Background

The taxpayers were an individual and the automotive and industrial parts supplier of which 
he was the 80-percent owner. They participated in a foreign commercial transaction with 
the intention of acquiring a minority interest in a German company. An ill-timed stock 
market collapse resulted in the taxpayers holding 89.9 percent of the German company, 
which threatened the taxpayers with insolvency. The taxpayers engaged in refinancing and 
restructuring transactions with the help of a bank consortium, actions that created tax 
consequences likely to invite an IRS examination. The taxpayers retained the services of 
an accounting firm and a law firm to advise them on the federal tax implications of their 
transactions and any possible future litigation with the IRS.

The IRS initiated an audit and issued a summons for all documents created by the 
accounting firm relating to the restructuring. The taxpayers sought to quash the demand 
for legal opinions produced by the accounting firm. In particular they sought to withhold 
a tax memorandum identifying potential U.S. tax consequences of their refinancing and 
restructuring and analyzing the IRS’s possible arguments.

The district court denied the taxpayer’s petition to quash, finding that they had waived their 
attorney-client privilege by sharing the documents subject to the summons with the bank con-
sortium involved in the refinancing transaction. The district court found that the consortium 
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did not have a common legal interest with 
the taxpayers. The district court also found 
that the documents in question were not 
protected by the work product doctrine be-
cause the accounting firm had not prepared 
the documents in anticipation of litigation. 

Privilege and work product

The attorney-client privilege protects com-
munications between a client and its attor-
ney intended solely for obtaining or provid-
ing legal advice and that are intended to be, 
and in fact are, kept confidential. The privi-
lege is generally waived if a party shares con-
fidential communications with an outsider. 
The privilege is not waived by disclosure to 
a party that is engaged in a “common legal 
enterprise” with the privilege holder. 

Comment. Code Sec. 7525(a)(1) extends 
to communications between taxpayers 
and federally authorized tax practitioners 
the same protections of confidentiality 

provided to communications between 
clients and their attorneys. 
The work-product doctrine is a separate 

privilege that protects documents prepared 
in anticipation of litigation from discovery. 

Court’s analysis

The taxpayers did not waive their attorney-
client privilege, the Second Circuit found. 
They shared a common legal interest with 
the bank consortium sufficient to prevent 
a privilege waiver through the sharing of 
the documents. The fact that two parties 
shared a large financial interest did not 
preclude a court from finding they shared 
a legal interest, the Second Circuit found. 

Moreover, the documents in question 
were immune from discovery under the 
work product doctrine. The documents 
prepared by the accounting firm were 
geared to an anticipated audit and litiga-
tion, which were highly likely to occur. 

Comment. The Second Circuit stated 
the district court’s reasoning implied 

IRS Expands Assistance To Identity Theft Victims, Makes 
Copies Of Fraudulent Returns Available
 www.irs.gov 

The IRS has announced that victims of 
identity theft and refund fraud may obtain 
copies of bogus returns filed under their 
names. Victims or their authorized repre-
sentatives may request copies of fraudulent 
Forms 1040, 1040A, 1040EZ, 1040NR, 
or 1040NR-EZ.

Take Away. Taxpayers need to be very 
proactive against identity theft, Sheila 
Brandenberg, Sheila Brandenberg, 
CPA, New York, told Wolters Kluwer. 
Among the steps individuals can take 
are regular checks of their credit reports, 

update the antivirus programs on their 
home computers, and make passwords 
more complex. Brandenberg, who 
serves on the Family Office Committee 
and the Personal Finance Commit-
tee of the New York State Society of 
CPAs, noted that some higher income 
individuals have had their personal 
computers hijacked by cybercriminals 
and held for ransom payments.

Background

Tax-related identity theft occurs when a 
criminal uses an individual’s Social Security 

number (SSN) to file a tax return claiming 
a fraudulent refund. Generally, criminals 
file fraudulent returns early in the filing 
season. As a result, the taxpayer may be un-
aware that he or she is a victim of identity 
theft and refund fraud until they attempt to 
file a legitimate return.

Comment. Identity thieves are ag-
gressive with telephone scams, Bran-
denberg told Wolters Kluwer. “I 
tell my clients to never engage these 
individuals in conversation. The IRS 
never makes threats (such as imprison-
ment or deportation) to collect taxes,” 
Brandenberg said.

Requests

A victim of identity theft or a person 
authorized to obtain the identity theft 
victim’s tax information may request a 
redacted copy of a fraudulent return that 
was filed and accepted by the IRS using 
the identity theft victim’s name and SSN, 
the IRS explained on its website. The vic-
tim’s name and SSN must be listed as ei-
ther the primary or secondary taxpayer on 
the fraudulent return. The IRS explained 
that it will not disclose return informa-
tion to any person listed only as a depen-
dent because of privacy rules.

Requests for copies of fraudulent re-
turns must be made in writing and in-
clude the name of the taxpayer and his 
or her SSN, mailing address, tax year(s) 
of the fraudulent returns being re-
quested, and a statement declaring that 
the individual is the affected taxpayer. 
Along with the letter, taxpayers must 
include a copy of government-issued 
identification. A taxpayer’s authorized 
representative may also request copies of 
fraudulent returns.

 Reference: TRC IRS: 66,305.continued on page 3
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that tax analyses and opinions created 
to assist in large, complex transactions 
with uncertain tax consequences can 
never have work-product protection 
from IRS subpoenas. This approach, 
the Second Circuit observed, would 
be contrary to its decision in Adlman. 
There the Second Circuit had found 
that work product immunity was ap-
propriate for a document if “in light 
of the nature of the document and 
the factual situation in the particular 
case, the document can fairly be said 
to have been prepared or obtained 
because of the prospect of litigation.”

 References: 2015-2 ustc ¶50,555;  
TRC IRS: 21,400.

IRS Launches 2016 PTIN Renewal Season
The IRS’s online preparer tax identification number (PTIN) website is accepting renewals for 
2016, the agency has announced. All current PTINs will expire after December 31, 2015.

Comment. On social media, Carol Campbell, director of the IRS Return 
Preparer Office, urged practitioners to avoid a last minute rush to renew their 
PTINs. “It’s easy to let this slip as the holiday season approaches.” The IRS Re-
turn Preparer Office also reminded preparers of the reduced PTIN fee structure 
(see the November 5, 2015 issue of this newsletter for details).
PTINs. All tax return preparers who are compensated for preparing, or assisting in the 

preparation of, all or substantially all of any U.S. federal tax return, claim for refund, or 
other tax form submitted to the IRS must obtain a PTIN, subject to limited exceptions. 

The IRS encouraged preparers to renew their PTINs online. Alternatively, pre-
parers may submit Form W-12, IRS Paid Preparer Tax Identification Number Ap-
plication and Renewal.

 IR-2015-125; TRC IRS: 6,106.05.

Agencies Finalize Regs For ACA’s Market Reforms
 TD 9744 

The IRS, and the U.S. Departments of 
Health and Human Services (HHS) and La-
bor (DOL), have issued final regs on health 
insurance market reforms under the Afford-
able Care Act (ACA). The final regs address 
grandfathered health plans, preexisting con-
dition exclusions, lifetime and annual dollar 
limits on benefits, rescissions, coverage of 
dependent children to age 26, appeal and 
review processes, and patient protections.

Take Away. “Group health plans and 
health insurers generally seem happy 
that the new and long-awaited final 
market reform rules do not apply until 
plan years beginning on or after Janu-
ary 1, 2017,” Tamara Killion, principal, 
Groom Law Group, Chartered, Wash-
ington, D.C., told Wolters Kluwer. “At 
the same time, there is a sense of relief 
that the rules do not generally add new 
or onerous requirements and provide 
welcome clarity in several areas.”

Grandfather status

The final regs provide that the determina-
tion of grandfather status applies separately 
with respect to each benefit package and 
incorporate the clarifications previously is-

sued by the agencies. To maintain this sta-
tus a health plan, a group health plan, or 
health insurance coverage, must include a 
statement that the plan or health insurance 
coverage believes it is a grandfathered health 
plan in any summary of benefits provided 
under the plan. The final regs also clarify an-
ti-abuse rules and application of the grand-
father provisions to multi-employer plans.

Limits/integrated arrangements

The ACA generally prohibits annual and 
lifetime limits on essential health benefits. 
The final regs clarify how certain plans 
may select benchmark plans for determin-
ing which benefits are not subject to an-
nual and lifetime dollar limits.

The final regulations also clarify the 
scope of arrangements that can be inte-
grated with other group health plan cov-
erage by defining and referring to “ac-
count-based plans.” Account-based plans 
are employer-provided group health 
plans that provide reimbursements of 
medical expenses other than individual 
market policy premiums, with the reim-
bursement subject to a maximum fixed 
dollar amount for a period.

Rescissions

Under the ACA, a group health plan or 
health insurance issuer offering group 

or individual health insurance coverage 
cannot rescind coverage unless a covered 
individual commits fraud or makes an 
intentional misrepresentation of material 
fact. This standard applies to all rescis-
sions, whether in the group or individual 
insurance market, or self-insured cover-
age. The final regs reiterate that the ban 
on rescissions is not limited to rescissions 
based on prior medical history.

Dependents

A group health plan or a health insurance 
issuer offering group or individual health 
insurance coverage that makes available 
dependent coverage of children must make 
the coverage available for children until at-
tainment of 26 years of age. Beginning in 
2014, children up to age 26 have the ability 
to remain on their parent’s employer plan 
even if they have another offer of coverage 
through an employer.

Appeals and reviews

The ACA provides standards for plans and 
issuers regarding both internal claims and 
appeals and external review. The final regs 
clarify, among other provisions, notifica-
tions of benefit determinations and what 
constitutes full and fair review.

 References: FED ¶47,041;  
TRC HEALTH: 18,108.Privilege

Continued from page 2
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IRS Provides Transition Relief For Interest Crediting Rates 
Used By Hybrid Plans
 TD 9743 

The IRS has issued final hybrid plan rules 
that allow a plan with a noncompliant 
interest crediting rate to be amended 
for benefits that have already accrued so 
that its interest crediting rate complies 
with the market rate of return rules. The 
amendment must be adopted prior to, 
and be effective no later than, the appli-
cability date of the regulatory market rate 
of returns rules. This is generally the first 
day of the plan year that begins on or after 
January 1, 2017.

Take Away. The IRS issued these 
regs to address a conflict between 
the anti-cutback rules in Code Sec. 
411(d)(6) and the interest crediting 
requirement in Code Sec. 411(b)(5)
(B)(i). The latter provision requires 
that the plan not provide an effective 
rate of return that exceeds a market 
rate of return. The IRS noted that it 
has authority to provide for the elim-
ination or reduction of protected 
benefits that have already accrued, if 
necessary to permit compliance with 
other qualified plan requirements.

Background

A hybrid plan is a defined benefit plan 
that uses a lump-sum based formula, in-
cluding cash balance plans and pension 
equity plans. The IRS issued final hybrid 
plan regs in October 2010 (TD 9505) 
and September 2014 (TD 9693) (to-
gether, the “final hybrid plan regs”). For 
plan years beginning on or after January 
1, 2016, the final hybrid plan regs provide 
a list of interest crediting rates and rate 
combinations that satisfy the requirement 
to provide an effective rate no greater than 
a market rate of return.

Comment. These rates can be invest-
ment-based rates or non-investment 
based rates, such as fixed rates or 
bond-based rates.
Proposed regs also issued in 2014 

would permit amendments to change 
the interest crediting rate to satisfy this 

requirement, for plan years that begin on 
or after January 1, 2016.

New regs

Commenters asked for more time for plans 
to be amended to change its interest cred-
iting rate. The final regs (TD 9743) delay 
the applicability dates of certain provisions 
in the final hybrid plan regs, including the 
requirements for interest rates that do not 
exceed a market rate of return, until plan 
years that begin on or after January 1, 2017. 

Prior to this date, a plan that uses an im-
permissible interest crediting rate must be 
amended to change to a permissible rate. 

The regs permit amendments that change 
the specific feature of the interest crediting 
rate that is noncompliant, without chang-
ing other features of the existing rate.

The final regs generally apply to plan 
amendments made on or after September 
18, 2014 (or an earlier date elected by the 
taxpayer). They do not apply to amend-
ments made on or after the first day of 
the first plan year that begins on or after 
January 1, 2017. For collectively-bar-
gained plans, the regs continue to apply for 
amendments made for plan years starting 
on or after January 1, 2019.

 References: FED ¶47,040;  
TRC RETIRE: 39,058.20.

IRS Clarifies Rules For Qualified Student 
Loan Bonds
Notice 2015-78

The IRS has issued guidance to update 
and clarify various requirements regarding 
qualified student loan bonds under Code 
Sec. 144(b). The guidance addresses eli-
gible borrowers, the student nexus require-
ment, the loan size limitation, and the 
types of loans eligible for refinancing.

Take Away. Tax-exempt private activity 
bonds may be issued to provide funds 
for both direct and indirect student 
loans to pay the costs of post-secondary 
education. State Supplemental Loan 
(SSL) programs are programs of gen-
eral application approved by a state, 
provided that no loan exceeds the dif-
ference between the total cost of atten-
dance and other forms of student aid 
for which the borrower may be eligible.

Background 

Student loan bonds could be initially used 
for the Federal Family Education Loan Pro-
gram (FFELP), authorized in 1965, which 
provided indirect loan guarantees from the 
federal government. In some cases, parents 

of undergraduate students could obtain 
loans. The guarantee program applies only 
to loans originated before July 1, 2010.

SSL requirements

Eligible borrowers. An eligible borrower 
of an original loan under an SSL program 
is a student or is a parent borrowing for a 
child who is a student. An eligible borrow-
er of a refinancing loan is the student or 
parent borrower of the original loan. The 
guidance thus confirms that a parent may 
borrow for a child’s education.

Student nexus requirement. Both loan 
programs have a student nexus require-
ment. The student must either be a resi-
dent of the state from which the loan’s vol-
ume cap under Code Sec. 146 was derived, 
or must be enrolled at a school located in 
the state issuing the bonds.

The student nexus requirement applies 
to the loan’s student beneficiary, even if 
the parent is the borrower. The require-
ment for an original loan applies when the 
original loan is made. The requirement for 
a refinancing loan applies when either the 

continued on page 5
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Generic Drug Manufacturer Required To Capitalize Legal Fees 
Incurred To Obtain FDA Approval
 FAA 20154502F 

The IRS has determined in field attorney 
advice (FAA) that a generic drug manufac-
turer, who filed an abbreviated new drug 
application (ANDA) with a ¶IV certifica-
tion, was required to capitalize legal fees 
related to its application to the Food and 
Drug Administration (FDA) for an FDA-
approved ANDA. The legal fees required 
to be capitalized under Code Sec. 263A 
were incurred to defend patent infringe-
ment and also for related filings and pro-
ceedings before the FDA. 

Take Away. Generally, legal costs 
incurred by a taxpayer to defend 
against a claim of patent infringement 
are deductible as business expenses. 
However, otherwise deductible costs, 
when incurred in a capital transac-
tion, must be capitalized. Here, the 
taxpayer’s legal costs were incurred for 
the purpose of creating capital assets. 

Background

The taxpayer was a manufacturer of generic 
drugs subject to the FDA’s regulations. These 
regulations provide that after developing a 

generic drug, the manufacturer must submit 
to the FDA an ANDA to obtain the FDA’s 
approval to sell the drug within the U.S. The 
ANDA applicant must certify that its generic 
drug will not infringe on the patents disclosed 
by the NDA holder. There are four types of 
certifications, and the one at issue in this FAA 
(¶IV certification) required the generic drug 
maker to incur expenses both for develop-
ment of the drug and legal fees for evaluation 
of the patents relative to their validity and the 
scope of the claims in the patents. The IRS 
was asked whether these legal fees could be 
deducted or should be capitalized. 

IRS analysis

The legal fees could not be deducted. Us-
ing the “origin of the claim test,” the IRS 
determined that the origin of the claim 
as to the legal fees incurred to make the 
¶IV certification, and to defend the pat-
ent litigation, was the ANDA with the 
¶IV certification. All of the legal fees at 
issue had a sufficiently direct connection 
with the creation of intangible assets, the 
IRS reasoned. Therefore, the character of 
the legal fees was capital in nature, and 
the fees must be capitalized. 

Comment. Under the origin of the 
claim test, the character of a particu-
lar expenditure is determined by the 
transaction or activity from which the 
taxable event proximately resulted. The 
inquiry is whether the claims in the liti-
gation had their origin in the conduct 
of the taxpayer’s ordinary and necessary 
business activities or whether the claims 
were rooted in a capital transaction. 
The IRS also determined that FDA-

approved ANDAs were Code Sec. 197 in-
tangibles, amortizable ratably over a 15-year 
period, beginning the first day of the month 
that the FDA approved the ANDA, pro-
vided that all applicable exclusionary periods 
had expired and provided that the trade or 
business requirement was met. The annual 
cost recovery of the capitalized legal fees also 
must be capitalized under Code Sec. 263A. 

The proposed capitalization was also a 
change to the drug manufacturer’s account-
ing method because the manufacturer had 
previously deducted the costs. Therefore, a 
Code Sec. 481(a) adjustment, measured by 
the aggregate amount of all legal fees expend-
ed to create the ANDA with a ¶IV certifica-
tion deducted in prior years, was required. 

 Reference: TRC BUSEXP: 12,304.05.

Three States, One Territory Face FUTA Credit 
Reductions For 2015
The U.S. Department of Labor (DOL) recently announced the Federal Unemploy-
ment Tax Act  (FUTA) credit reduction for three states and the U.S. Virgin Islands for 
2015. Employers in these affected jurisdictions must adjust their FUTA credit for the 
reduction when they file 2015 Form 940, Employer’s Annual Federal Unemployment 
Tax (FUTA) Return, DOL explained.

Background. Employers may receive a FUTA credit of 5.4 percent for payment 
of state unemployment insurance tax. However, the credit may be reduced where 
states have made loans from the Federal Unemployment Trust Fund and have out-
standing loan balances on January 1 for two consecutive years, and do not repay the 
full amount of the loans by November 10 of the second year. 

Credit reduction. For 2015, DOL reported that California, Connecticut, Ohio, 
and the U.S. Virgin Islands face a FUTA credit reduction. The final FUTA tax rates 
for 2015 are 2.1 percent for Connecticut, and 1.5 percent for California, Ohio, and 
the U.S. Virgin Islands.

 www.dol.gov; TRC PAYROLL: 9,104.

original or refinancing loan was originated.
Loan size limitation. The amount of an 

SSL may not exceed the difference between 
the total cost of attendance and other forms 
of assistance for which the student is eligible. 
For an original loan, an issuer may rely on 
a certificate of amounts from the student’s 
school. For a refinancing loan, the original 
loan must have met the loan size limit, and 
the stated principal amount of the loan can-
not exceed the loan’s outstanding principal 
and any accrued but unpaid stated interest.

Loans eligible for refinancing. SSLs may 
refinance an original loan that was an SSL 
or another type of original loan, including 
FFELP loans and loans by a private lender.

References: FED ¶46,446;  
TRC SALES: 51,406.

Bonds
Continued from page 4
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IRS Using International Practice Units To Instruct Auditors
 www.irs.gov, International Practice Units 

The Large Business and International 
(LB&I) division, and its International of-
fice, have been issuing international prac-
tice units (IPUs) to provide information 
and guidance to its auditors and other 
employees. IPUs are an important tool in 
LB&I International’s knowledge manage-
ment efforts. 

Take Away. “For IRS agents, these 
are basic educational tools,” George 
Hani, member, Miller & Chevalier 
Chartered, Washington, D.C., told 
Wolters Kluwer. “They discuss a fact 
pattern and issues and provide a 
framework” for agents to determine 
whether there are issues to examine, 
Hani said. “Some IPUs discuss con-
cepts—issues that may arise—while 
others are more aggressive [and] 
may be used as audit tools to ferret 
out transactions.” IPUs can also 
be used by taxpayers to determine 
what transactions interest the IRS 
and to prepare for potential ques-
tions, he said.

Background

LB&I employees previously determined 
audit priorities through the tiered issue 
process, which was eliminated in 2012. 
This process was inflexible and could ham-
string exam teams in developing audits. 
The newer audit process has been lauded 
for giving agents and exam teams more 
flexibility on how to resolve issues.

Comment. “IPUs discuss common 
everyday transactions used by taxpay-
ers. This is not a “gotcha” approach 
that identifies problem transactions 
and instructs auditors to look for bad 
actors,” Hani said.

IPUs

The IRS website has a description of IPUs 
and provides links to all the IPUs released 
by LB&I International. International has 
issued 80 units as of November 13, 2015. 
The first were issued December 15, 2014; 
the latest are being released currently. IPUs 

can run from 10 to 50 pages or more. Since 
the beginning of November this year, In-
ternational has issued five IPUs, address-
ing royalty income, licensing of intangible 
property, CFC (controlled foreign corpo-
ration) status, Form 5471 penalties, and 
Subpart F income.

According to the IRS, IPUs serve as 
both job aids and training materials on 
international issues. IPUs can provide 
explanations of general international tax 
concepts as well as information about 
a specific type of transaction. They are a 
mechanism for IRS employees to share 
knowledge and collaborate. IPUs “will 
continue to evolve” and will be updated 
periodically as the IRS learns more about 
the subject matter and “as the compliance 
environment changes.” The IRS cautions 
that IPUs are not official pronouncements 
of law, and cannot be used, cited, or relied 
upon as an official pronouncement.

Types of IPUs

Process units. IPUs include process units, 
transaction units, and concept units. The 
latest IPU, released November 13, 2015, is 

a process unit for an audit, entitled Failure 
to File the Form 5471—Category 4 and 5 
Filers—Monetary Penalty. A process unit 
includes process overview, summary of 
process steps, and other considerations and 
impacts to audit. One of the initial process 
units on the website is entitled First Year 
Election Under IRC §7701(b)(4), released 
December 15, 2014

Transaction units. A recent transaction 
unit is entitled the License of Intangible 
Property from U.S. Parent to a Foreign 
Subsidiary. It was released November 4, 
2015. A transaction unit includes an is-
sue and transaction overview, a summary 
of potential issues, and audit steps. One 
of the steps recommended in this unit is 
that the examiner consult with APMA 
(LB&I’s Advance Pricing and Mutual 
Agreement Program) if the case involves 
a valuation adjustment.

Concept units. Concept units are general 
explanations of an area of the tax law. They 
do not provide instructions for audits, un-
like other types of IPUs. An example of 
a concept unit is entitled an Overview of 
FDAP, issued December 15, 2014.

 Reference:TRC IRS: 3,106.

IRS Makes Progress In Curbing Business 
Tax Identity Theft, TIGTA Reports

 TIGTA, Ref. No. 2015-40-082 

The Treasury Inspector General for Tax Ad-
ministration (TIGTA) has applauded the 
IRS for increasing awareness about business 
tax-related identity theft. At the same time, 
TIGTA urged the agency to increase its ef-
forts and its outreach to businesses.

Take Away. “Identity theft contin-
ues to be a serious and evolving 
issue which has a significant impact 
on tax administration,” J. Russell 
George, Treasury Inspector General 
for Tax Administration, said in a 
statement. “It is incumbent upon 
the IRS to use all tools to detect 
and prevent business identity theft 
from occurring.”

IRS actions
TIGTA reported that the IRS has tak-
en a number of steps to curb business-
related identity theft and refund fraud. 
In addition to defining business identity 
theft, the IRS has created procedures 
for employees to follow when they are 
made aware of a potential business iden-
tity theft situation. The IRS also created 
Form 14039-B, Business Identity Theft 
Affidavit, to gather information used to 
determine whether a business’s identity 
has been stolen and conducted a business 
Identity Theft Project to detect potential 
business identity theft relating to the fil-
ing of Forms 1120 reporting overpay-
ments and claiming refundable credits. 

 Reference: TRC IRS: 66,305.
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TAX BRIEFS

District Court Finds IES Industries Distinguishable In Dispute 
Over Foreign Tax Credits And STARS Transactions
Wells Fargo & Co., DC-Minn., November 10, 2015 

A federal district court rejected a taxpayer’s ar-
gument that application of foreign tax credits 
to a structured trust advantaged repackaged 
securities (STARS) transaction was akin to 
the transaction in IES Industries, Inc., 2001-2  
ustc ¶50,471 (CA-8). The court found the 
two transactions were distinguishable.

Take Away. In Bank of New York 
Mellon Corp., 2015-2 ustc ¶50,473 
(CA-2) and Salem Financial, Inc., 
2015-2 ustc ¶50,304 (CA-FC), 
the appellate courts found that the 
STARS transactions were shams and 
the banks were not entitled to take 
foreign tax credits in connection with 
those transactions. The taxpayers have 
petitioned for Supreme Court review.

Background

The taxpayer engaged in a complex STARS 
transaction with a bank in the U.K. The 

taxpayer transferred assets to a trust, which 
made the assets subject to taxation in the 
U.K. The taxpayer received distributions of 
the trust’s income, reduced by an amount 
to pay the U.K. taxes and a management 
fee. The U.K. bank also made an addi-
tional monthly payment to the taxpayer. 
The IRS disallowed the taxpayer’s claim of 
foreign tax credits.

Court’s analysis

The court first noted that under the 
sham transaction doctrine, a court must 
disregard a transaction that a taxpayer 
enters into without a valid business pur-
pose to claim tax benefits not contem-
plated by a reasonable application of the 
language and the purpose of the Internal 
Revenue Code or its regs. A court must 
ask if a taxpayer’s claim to foreign tax 
credits is tied to true business abroad 
resulting in actual out of pocket tax pay-
ments, or whether its claim to a tax cred-

it derives from sham transactions devoid 
of a business purpose beyond exploiting 
differences among foreign tax codes.

The court distinguished the taxpay-
er’s case from IES Industries. In IES In-
dustries, the taxpayer had purchased the 
right to dividend payments from for-
eign companies and claimed a foreign 
tax credit for the amount of the divi-
dend that was withheld and paid over 
to the foreign government as tax. The 
Eighth Circuit allowed the tax credits, 
finding that this was no different than 
an employer withholding a portion of 
its employees’ wages to pay over to the 
government as income tax, the district 
court observed.

Comment. The court also rejected 
the taxpayer’s motion for summary 
judgment that it was motivated by a 
non-tax business purpose in entering 
into the STARS transaction.

 References: 2015-2 ustc ¶50,558;  
TRC SALES: 3,154.

Internal Revenue Service
The IRS has issued a fact sheet on the im-
portance of keeping well-organized tax 
records. The fact sheet discussed basic re-
cordkeeping tips, including what records 
are needed to prepare a return and how 
to keep them. The IRS has also recom-
mended that taxpayers keep a duplicate set 
of records in a separate location in case of 
emergency.

FS-2015-26, FED ¶46,447;  
TRC ACCTNG: 3,052.05

Liens and Levies
The government was entitled to foreclose 
federal tax liens against a couple’s home 
and sell it to satisfy their delinquent tax 
obligations from the 10 tax years at issue. 
The liens were valid and attached to the 
property, and the couple failed to show 
that any third-party would be harmed if 

the property was sold in the judicial sale. 
The couple claimed that they would be 
prejudiced by a forced sale considering 
their age, retirement, health issues and 
that they lived in the home for many years; 
however, the court found there are virtu-
ally no circumstances in which it would 
be permissible to refuse to authorize a sale 
simply to protect the interests of the delin-
quent taxpayer.

Nichols, DC Wash., 2015-2 ustc ¶50,554;  
TRC IRS: 45,160

Refund Claims
An individual’s claim that an IRS Ap-
peals officer incorrectly determined that 
he owed the IRS money and sustained a 
proposed levy was properly dismissed. The 
individual had received a double refund 
for the tax year at issue, once in the form 
of a check and again in the form of a credit 

against the tax liability on his subsequent 
year’s tax return. The IRS first attempted 
to collect the erroneous refund by creating 
a new assessment for the tax year at issue, 
but later abated the assessment, refunded 
the set-off amount, and abandoned its 
levy. However, the IRS kept the two vol-
untary payments the individual made af-
ter he discovered the erroneous refund. 
The individual argued that the Tax Court 
could order the IRS to refund the volun-
tary payments. The Tax Court dismissed 
his claim because neither an unpaid liabil-
ity nor a pending levy action remained for 
the Tax Court to review. The individual 
had received all of the relief available to 
him under Code Sec. 6330, and his Tax 
Court claim was moot.

Willson, CA-D.C., 2015-2 ustc ¶50,548;  
TRC LITIG: 6,136.25
continued on page 8
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Passive Losses
A married couple was not entitled to a re-
fund because they could not use disallowed 
partnership losses that were suspended for 
future use to offset nonpartnership income. 
Since the couple had elected to offset their 
partnership passive activity income with 
passive losses from other sources, they 
could not take a deduction pursuant to 

Code Sec. 469 and at the same time use 
income from the Code Sec. 469 calcula-
tion to access losses suspended pursuant to 
Code Sec. 465. However, the couple was 
entitled to refunds attributable to their 
pre-TEFRA carryover credits and based on 
their partnership investment credits. Since 
the IRS’s disallowance of the plaintiffs’ 
pre-TEFRA carryover credits was not a 
computational adjustment, the IRS's disal-
lowance of the credits was unlawful in the 
absence of a notice of deficiency.

Mandich, FedCl, 2015-2 ustc ¶50,552;  
TRC PART: 60,058

False Tax Returns
An accountant was not entitled to judg-
ment of acquittal or new trial after his 
conviction for preparing false tax re-
turns. Evidence that the accountant 
falsified an undercover officer’s tax re-
turn was properly admitted and the jury 
was properly instructed. The evidence 
showed that the accountant had inflated 
the undercover agent’s charitable contri-
bution and employment expense deduc-
tions and did not tell the agent that he 
did, nor did he ask her to, review them. 
Therefore, the return and evidence of 
the undercover meeting were highly pro-
bative of the accountant’s knowledge, 
intent and lack of mistake in preparing 
similar false returns for his clients.

E. Campbell, DC N.Y., 2015-2 ustc ¶50,550; 
TRC IRS: 66,204

Tax Crimes
An individual was properly convicted of 
endeavoring to obstruct the administra-
tion of the internal revenue laws. The 
evidence clearly established that the indi-
vidual filed false liens against various IRS 
agents and officers intending to secure an 
unlawful benefit, which satisfied the re-
quirement that the obstruction be under-
taken corruptly. Moreover, the individual 
waived counsel despite the court’s warn-
ing that this was unwise.

Molen, CA-9, 2015-2 ustc ¶50,557;  
TRC IRS: 66,356

An individual was properly convicted of 
tax evasion and willful failure to file in-
come tax returns; therefore, he was not 
entitled to a new trial. Although the 
individual claimed that the handwrit-
ing report the government relied on was 
actually written by the government’s ex-
pert witness, he failed to produce any 
evidence to support his claim. Moreover, 
the evidence showed that the individual 
was responsible for filing Forms 990 for 
an exempt organization, that he knew he 
was required to file the returns and that 
he willfully failed to do so.

Paul, CA-11, 2015-2 ustc ¶50,556;  
TRC IRS: 66,152.25

IRS Reminds Taxpayers Of Advantages Of Health FSAs
As 2015 draws to a close, the IRS has reminded taxpayers to take advantage of health 
flexible spending arrangements (FSAs), if eligible. Health FSA dollars may be used 
to pay qualified medical expenses.

Contributions. For the 2016 plan year, an individual may contribute up to $2,550. 
Amounts contributed are not subject to federal income tax, Social Security tax or Medi-
care tax. If the plan allows, the employer may also contribute to an employee’s FSA.

Expenditures. Qualified medical expenses include co-pays, deductibles and a va-
riety of medical products and services ranging from dental and vision care to eye-
glasses and hearing aids. The “use or lose” provision generally requires participants to 
incur eligible expenses by the end of the plan year, or forfeit any unspent amounts. A 
carryover option, if available, allows participants to carry over up to $500 of unused 
funds to the following plan year. Under the grace period option, an employee has 
until 2 1/2 months after the end of the plan year to incur eligible expenses.

Comment. Employers can offer either the health FSA carryover option or the 
grace period option, but not both options, or they can offer neither option.

 IR-2015-126; TRC HEALTH: 18,150. 

IRS Advises Field Attorneys On Reasonableness Of 
Compensation For Research Or Experimental Expenditures
In Field Attorney Advice, the IRS has provided direction to an outside expert on the 
standards for determining and evaluating the reasonableness of compensation under 
Code Secs. 162 and 174(a). The IRS confirmed that there were different standards 
for determining the reasonableness of compensation under Code Sec. 162 for a de-
duction as an ordinary and necessary business expense from those under Code Sec. 
174 for treatment as a research or experimental expenditure. 

 The IRS stated that, while the reasonableness of compensation under Code Sec. 
162 looked at all of the activities performed by an employee, the determination 
under Code Sec. 174 was limited to the employee’s research or experimental ac-
tivities. Furthermore, the compensation for research and experimental services was 
reasonable if the amount would ordinarily be paid for activities by similar enter-
prises under similar circumstances. Therefore, industry standards were important in 
determining whether compensation was reasonable. 

The IRS also confirmed that when evaluating the reasonableness of compensation, 
total compensation was the relevant measure. This included all salary, bonuses, de-
ferred compensation, fringe benefits and other taxable and non-taxable payments. In 
addition, the IRS advised that the expert should include in his or her report various 
services performed and the percentage of the expert’s time devoted to each activity.

 FAA 20154501F. 
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