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SECTION: 446 
IRS GRANTS RELIEF TO TAXPAYER WHEN CPA FIRM INADVERTENTLY FAILED TO HAVE 
TAXPAYER FILE FORM 3115 

Citation: PLR 201702021, 1/13/17 

Mistakes are made in preparing tax returns and, especially in the heat of tax season, items can be overlooked.  
In PLR 201702021 the IRS granted relief in a situation where a CPA firm had accidentally neglected to attach a 
Form 3115 and have the taxpayer file a copy of the Form 3115 with the IRS for an automatic change of 
accounting methods. 

The taxpayer in this case discussed with its CPA a change in accounting for prepaid insurance costs and decided 
to go forward with the change.  As the PLR describes the facts: 

Taxpayer engaged FirmX to provide compilation services and tax preparation services for Taxpayer in 
Year2. FirmX provided these services to Taxpayer from Year2 through Year4. Prior to Year4, Taxpayer 
capitalized its prepaid insurance expenses as a prepaid asset and periodically adjusted the deductions 
as the asset expired. In Year4, Taxpayer discussed with CPA1 the possibility of changing its method of 
accounting for the prepaid insurance expenses so that Taxpayer could deduct those expenses in the 
year that they were paid if they met the 12-month rule under § 1.263(a)-4(f) of the Income Tax 
Regulations. Such a change would ordinarily qualify as an automatic change of accounting method 
under section 10.05 of Rev. Proc. 2015-14, 2015-5 I.R.B. 50, and sections 9 and 6.03(1) of Rev. Proc. 
2015-13, 2015-5 I.R.B. 419. Taxpayer's management was not sophisticated in tax matters, but they 
believed that FirmX's experience with complex tax matters would allow FirmX to properly change 
Taxpayer's accounting method for the prepaid insurance expenses. Taxpayer's management provided 
all of the necessary information to FirmX and expected FirmX to take all steps necessary to file the 
proper forms to change the accounting method for the prepaid insurance expenses beginning in Tax 
Year. 

The taxpayer had reason to expect the CPA to be able to handle this matter as she was an experienced CPA 
working with a reputable firm.  As the memorandum goes on to note: 

CPA1 of FirmX was the partner responsible for bringing all the CPA FirmX's service providers together 
to serve Taxpayer. CPA2 of FirmX, with 35 years of experience in tax planning, review, and preparation 
was in charge of the tax compliance services for Taxpayer. CPA2 of FirmX utilized various personnel in 
her office to prepare Taxpayer's Tax Year Form 1120S return in Month1 and Month2 of Year4. CPA2 of 
FirmX also oversaw the preparation of Taxpayer's Tax Year Form 3115 which was completed on Date4. 

So far all seems fine, but the CPA firm was about to under a major change—and the Form 3115’s processing 
would become an accidental victim of changing their methods for processing returns: 

On Date3, FirmX had acquired FirmZ, an accounting firm where Taxpayer was an existing client. The 
acquisition of FirmZ led to the adoption of a new paperless system for filing and storage of tax forms 
and records. The new tax return processing procedures resulted in an inadvertent error by FirmX. The 
result was that Taxpayer's Tax Year Form 3115, although prepared, was not attached to Taxpayer's 
timely electronically-filed Tax Year Form 1120S. The Form 3115 was prepared and saved in FirmX's 
electronic file for Taxpayer. However, because a box was not checked on FirmX's internal processing 
control sheet alerting processing that a Form 3115 was to be attached to the return; it was inadvertently 
omitted from Taxpayer's Tax Year Form 1120S, and the requisite copy was not filed with the IRS in 
Ogden, Utah as required by section 6.03(1)(a)(i) of Rev. Proc. 2015-13. Taxpayer's Tax Year Form 
1120S, however, was filed consistent with the method change, did reference the Form 3115, and 
included the requisite section 481(a) adjustment. At the time the return was electronically filed, no one 
was aware that the Form 3115 was omitted from the Tax Year return and that a copy was not filed with 
the IRS in Ogden. 

http://www.irs.gov/pub/irs-wd/201702021.pdf
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The failure to include the Form 3115 was a problem since IRC §446(c) provides: 

(e) Requirement respecting change of accounting method 

Except as otherwise expressly provided in this chapter, a taxpayer who changes the method of 
accounting on the basis of which he regularly computes his income in keeping his books shall, before 
computing his taxable income under the new method, secure the consent of the Secretary. 

Not having the IRS’s consent to the change, the taxpayer would not be allowed to accelerate the deduction of 
prepaid insurance charges, nor would the taxpayer have been allowed what was most likely a negative §481(a) 
adjustment in the year of change.  But, nevertheless, the returns were prepared on that basis. 

At this point the taxpayer faced the possibility of the IRS, upon discovery of this oversight, requiring the taxpayer 
to return to the older method of accounting for prepaid insurance beginning with the earliest year open for 
adjustment and for all intervening years, as well as picking up a positive §481(a) adjustment to recapture the 
difference at the beginning of that open year. 

The taxpayer was not aware of the issue until, for unrelated reasons, the taxpayer changed CPA firms.  As the 
PLR goes on to note: 

For reasons unrelated to this omission, Taxpayer hired a new accounting firm around Date5, called 
FirmY. The omission of Taxpayer's Tax Year Form 3115 was not discovered until Date6, when CPA3 
asked Taxpayer for a copy of it. When Taxpayer asked FirmX for a copy of its Form 3115, Firm X 
discovered that it failed to file Taxpayer's Tax Year Form 3115 with Taxpayer's Tax Year Form 2011S 
[sic] and failed to file a copy with the IRS in Ogden. As soon as the omission was discovered, FirmX 
immediately contacted Taxpayer and began preparing this letter requesting relief from the Service. 

The new firm’s due diligence review for a new client uncovered the problem simply by asking for a copy of the 
form—something important to have should the taxpayer later be examined as the burden would be on the 
taxpayer to show it had permission to adopt the new method.  Now it became clear the taxpayer would not meet 
that burden because, in fact, the permission had never been properly requested. 

But that’s not the end of the story—the original CPA firm at this point asked the IRS to grant the taxpayer the 
right to make a late election pursuant to the provisions of Regs. §§301.9100-1 and 3 which govern a request for 
discretionary relief for late regulatory elections to be granted by the IRS. 

The IRS, looking at the facts, applied them to the requirements outlined for the IRS to consider in granting 
discretionary relief: 

The information and representations made by Taxpayer establish that Taxpayer acted reasonably and 
in good faith, and that there are unusual and compelling circumstances meriting a late election under 
section 7.03(3)(d) of Rev. Proc. 2015-13. The affidavits presented show that Taxpayer reasonably relied 
on qualified tax professionals for the proper filing of Taxpayer's federal tax return and accompanying 
Form 3115. The affidavits presented also show that FirmX inadvertently failed to file the Form 3115 with 
Taxpayer's Form 1120S return and failed to file a copy with the IRS in Ogden, but that the return 
otherwise reflected the intended change in accounting method, referred to the Form 3115, and included 
the requisite section 481(a) adjustment. Upon discovery of the error, FirmX filed for relief on behalf of 
Taxpayer before the government discovered the error. 

The information and representations presented establish that Taxpayer is not seeking to alter a return 
position for which an accuracy-related penalty had been or could be imposed under § 6662 at the time 
relief was requested. Taxpayer is not using hindsight in requesting relief, and no facts have changed 
since the time of the original filing deadline. 

Finally, granting an extension will not prejudice the interests of the government. It is represented that 
Taxpayer would not have a lower tax liability in the aggregate for all taxable years affected, if given 
permission to file the Form 3115 at this time than Taxpayer would have had if had been properly filed 
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by the original due date of the return. Taxpayer has represented that no taxable years are closed by the 
period of limitations on assessment, and the IRS had not discovered the Form 3115 was missing before 
Taxpayer filed for relief. 

The IRS, based on the above analysis, granted the taxpayer permission to make the late election. 

There are a few key lessons to be learned from this ruling. 

 Changing procedures in a practice is a time when advisers need to exercise a heightened level of 

review to make sure issues like this do not arise.  In this case the change over to the paperless 

system, without doubt a necessary and useful change in general, along with absorbing the other firm, 

another likely positive step, meant that those working on this return were not used to the newly 

required procedures—especially for something that is a bit out of the ordinary, like filing for a change 

of accounting method. 

 The new CPA firm avoided taking ownership of his error (which might have been discovered many 

years later) by having due diligence procedures for the new client that uncovered the prior change of 

accounting methods and then requested the document that should be part of the taxpayer’s 

permanent record. 

 The old CPA firm took the proper steps by taking steps to obtain a private letter ruling once they 

uncovered the problem.  An important item to note in the IRS findings is that one condition of relief is 

that the matter be brought to the IRS’s attention before the IRS discovers the error on its own.  While it 

might be tempting to “let sleeping dogs lie” and play the odds that an agent wouldn’t ask for proof of 

permission to change in the future, it’s a choice of action that will likely end badly if any future agent 

doesn’t behave as some might predict he/she will. 

SECTION: 469 
SURGEON'S INTEREST IN SURGICAL CENTER GENERATED PASSIVE INCOME AND 
TAXPAYER DID NOT NEED TO GROUP WITH MEDICAL PRACTICE 

Citation: Hardy v. Commissioner, TC Memo 2017-16, 1/17/16 

A Technical Advice Memorandum issued by the IRS after the audit ended was cited by the Tax Court to the 
IRS’s detriment in the case of Hardy v. Commissioner, TC Memo 2017-16. The issue involved was whether a 
surgeon materially participated in a surgical center in which he owned a minority interest—with the IRS at court 
pushing for finding that the surgeon had to combine that activity with his regular medical practice for purpose of 
determining material participation. 

The surgeon this case is a plastic surgeon, specializing in pediatric reconstructive surgery, who operated on 
patients in his office and in some local hospitals.  The surgery must take place outside of his office if the surgery 
requires general anesthesia.  The doctor was finding that at times he was having difficulty obtaining space at the 
local hospitals for his procedures due to a limited number of available operating rooms. 

To solve this problem the doctor decided to look into building and operating a surgery center.  While they took 
initial steps to start their own center, when approached by representatives of other proposed surgery centers to 
invest as a partner in their centers Dr. Hardy determined that going that route would be far more cost effective. 

The center Dr. Hardy invested in (MBJ) was described as follows by the Court: 

MBJ is professionally managed. MBJ hires its own employees and does not share any employees with 
Northwest Plastic Surgery. Like hospitals, MBJ directly bills patients for facility fees. MBJ then distributes 
to each of its members his or her share of the earnings based on the facility fees less expenses. MBJ 
uses a third-party accounting firm to prepare the Schedules K-1, Partner's Share of Income, Deductions, 
Credits, etc., for the members. MBJ does not pay physicians for their procedures. 

http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=11088
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Dr. Hardy held a 12.5% interest in the surgery center in question.  His relationship with the center was described 
as follows in the opinion: 

Dr. Hardy has never managed MBJ, and he has no day-to-day responsibilities there. Although he meets 
with the other members quarterly, he does not have any input into management decisions. He generally 
is not involved in hiring or firing decisions. His role and participation in MBJ have not changed since he 
became a member. 

Dr. Hardy performs surgeries on patients at MBJ on Mondays. Rarely, Dr. Hardy will operate at MBJ on 
other days of the week. Dr. Hardy does not pay rent to perform surgeries at MBJ; the patients pay the 
facility fees directly. In 2008 and 2009 Dr. Hardy performed 11% of the surgeries at MBJ. In 2010 Dr. 
Hardy performed 9% of the surgeries at MBJ. He also had designated alternating Tuesdays as his 
surgical days at two area hospitals. On the other days of the week, Dr. Hardy continued to perform 
surgeries at his medical practice. He performed approximately 50% of his surgeries at his office, 20% 
at MBJ, and the remainder at other facilities. 

Dr. Hardy receives a distribution from MBJ regardless of whether he performs any surgeries at the 
surgery center, and his distribution is not dependent on how many surgeries he performs at MBJ. MBJ 
does not have a minimum surgery requirement to receive a distribution. 

Initially Dr. Hardy’s return treated the income from MBJ as income from an activity in which Dr. Hardy materially 
participated.  The taxpayer’s position for those years was based on the tax professional’s review of the K-1s 
received from the entity which showed income from a trade or business and reported this income was income 
from self-employment.   

Because of that treatment, the taxpayer’s Form 8582 reported passive losses in excess of income of $58,786 in 
2006 and $119,615 in 2007 (which included the carryover from 2006).  The income that flowed to Dr. Hardy from 
MBJ was well in excess of the disallowed losses. 

In 2007 the tax professional, after becoming aware of additional information regarding this investment, 
determined that Dr. Hardy did not materially participate in the surgery center—rather his interactions were simply 
as an investor and a provider making use of the center on the same terms as nonowner surgeons. 

The IRS examined the Hardys’ 2007 and 2008 returns, challenging the treatment of that income as passive.  
The IRS had two theories under which the income should be treated as material participation income from Dr. 
Hardy’s surgery activity.  First, the IRS argued that the taxpayer, by reporting the income as material participation 
income in 2006 and 2007, had grouped the surgery center with Dr. Hardy’s medical practice for purposes of 
Reg. §1.469-4(c) and were, under the regulation, prohibited from changing that grouping.  Second, the IRS 
argued that, in any event, the only valid “appropriate economic unit” for grouping purposes under the regulation 
was to combine the surgery center activity with Dr. Hardy’s medical practice. 

The Tax Court rejected the IRS’s view that the reporting of the activity as a material participation activity in 2006 
and 2007 constituted a grouping with Dr. Hardy’s surgical practice in those years.  The Court noted the tax 
professional testified that he had relied on the Form K-1 information for the years in question to determine the 
taxpayer was materially participating and had not made the determination based on grouping the activities under 
Reg. 1.469-4. 

The Hardys never explicitly stated that they had grouped the activities and, under the law in place at the time 
were not required to do so. 1 

                                                      
1  Today Revenue Procedure 2010-13 does require a taxpayer to attach a statement to a tax return when 
he/she is grouping two or more trade or business activities for purposes of the passive activity rules.  But this 
procedure only applies to groupings first made in tax years beginning after January 25, 2010. 
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The Court found: 

There is no evidence that the Hardys grouped Dr. Hardy's ownership interest in MBJ with his medical 
practice activity for 2006 or 2007. Accordingly, the Hardys did not regroup their activities for 2008 when 
they began reporting the income as passive. They have consistently treated the activities as separate 
economic units. 

But even if they weren’t previously grouped, the IRS argued for the right to regroup them into a single unit in 
2008 under the authority found in Reg. §1.469-4(f).  Under that regulation the IRS may change a taxpayer’s 
grouping if: 

…any of the activities resulting from the taxpayer's grouping is not an appropriate economic unit and a 
principal purpose of the taxpayer's grouping (or failure to regroup under paragraph (e) of this section) is 
to circumvent the underlying purposes of section 469. 

But the Court found that the IRS could not meet the two requirements provided in that regulation to authorize a 
grouping.  The regulation notes that more than one grouping could be appropriate, and while grouping the 
surgery center with Dr. Hardy’s practice is an appropriate grouping, it is also appropriate not to group the 
activities. 

The IRS argued that an example found in the regulations at Reg. §1.469-4(f)(2) covered this situation exactly.   

Taxpayers D, E, F, G, and H are doctors who operate separate medical practices. D invested in a tax 
shelter several years ago that generates passive losses and the other doctors intend to invest in 
realestate that will generate passive losses. The taxpayers form a partnership to engage in the trade or 
business of acquiring and operating X-ray equipment. In exchange for equipment contributed to the 
partnership, the taxpayers receive limited partnership interests. The partnership is managed by a 
general partner selected by the taxpayers; the taxpayers do not materially participate in its operations. 
Substantially all of the partnership's services are provided to the taxpayers or their patients, roughly in 
proportion to the doctors' interests in the partnership. Fees for the partnership's services are set at a 
level equal to the amounts that would be charged if the partnership were dealing with the taxpayers at 
arm's length and are expected to assure the partnership a profit. The taxpayers treat the partnership's 
services as a separate activity from their medical practices and offset the income generated by the 
partnership against their passive losses. 

The example concludes that the IRS has a right to regroup the taxpayer’s activities. 

However, the taxpayers argued that their facts were not those presented in that example, having key differences. 

They argue that Dr. Hardy's ownership interest in MBJ and his medical practice do not constitute an 
appropriate economic unit as a single activity because the activities are different types of businesses: 
MBJ is a rental surgical facility and Dr. Hardy's practice is an active medical practice. Additionally, they 
argue that they did not have a principal purpose of circumventing section 469 when they treated the 
activities as separate because Dr. Hardy did not join MBJ to artificially create a passive activity loss. 
They contend that he had a business purpose in joining MBJ. 

Undermining the IRS’s argument was the fact that after the trial the IRS released a Technical Advice 
Memorandum (TAM 201634022) that dealt with the same issue—and, in facts very similar to those faced by the 
taxpayer, concluded the IRS did not have the authority to require a regrouping. 

The Tax Court found that the IRS did not have the authority to regroup in this case.  The Court concluded that 
the taxpayer’s treatment of the activities of separate economic units was not inappropriate and, as well, the 
structure was not entered into to circumvent the purposes of IRC §469—and thus the IRS failed to meet either 
of the criteria that needed to be met by the agency to regroup the activities. 

However, things did not go as well for the taxpayers with regard to being able to deduct the carryover losses on 
the 2008 return when they first treated the activity as a material participation activity on their tax returns.   
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The Tax Court notes: 

We have concluded that the Hardys did not group Dr. Hardy's ownership interest in MBJ with his medical 
practice for 2006 or 2007. And we have concluded that Dr. Hardy may treat his ownership interest in 
MBJ as passive. That leads us to the inescapable conclusion that the Hardys erroneously treated Dr. 
Hardy's income from MBJ as nonpassive for 2006 and 2007. The Hardys reported a total unallowed loss 
of $58,786 for 2006. For 2007 they reported unallowed losses of $119,615, which included the $58,786 
carryover from 2006. The Hardys reported Dr. Hardy's distributions from MBJ of $279,988 and $199,121 
as nonpassive for 2006 and 2007, respectively. Had the Hardys properly reported the MBJ income as 
passive for 2006 and 2007, it would have fully absorbed their passive losses and there would have been 
no passive loss to carry forward to 2008. 

The opinion does go on to note that the taxpayers attempted to argue that the doctrine of equitable recoupment 
should apply in this situation in their opening brief.  The issue was not raised in their petition to the Court.  The 
Court found that the issue was not raised in a timely manner and thus did not make a determination if that 
doctrine could have saved the carryover deduction. 

SECTION: 1402 
SURGEON FOUND TO BE INVESTOR IN SURGICAL CENTER LLC HE PERFORMED 
SURGERIES IN, INCOME NOT SUBJECT TO SELF-EMPLOYMENT TAX 

Citation: Hardy v. Commissioner, TC Memo 2017-16, 1/17/16 

A case that presented the reverse situation that the Tax Court decided in the 2011 case of Renkemeyer, 
Campbell & Weaver, LLP v. Commissioner on the issue of the self-employment tax liabilities of members of LLC 
was decided in the case of Hardy v. Commissioner, TC Memo 2017-16. 

The case involved a surgeon that had purchased a 12.5% interest in an LLC that operated a surgery center.  
The surgeon did not actively participate in the management or operation of the center, but only performed a 
minority of his surgeries in the center, on similar terms as he worked in centers and hospitals in which he had 
no ownership interest. 

In general IRC §1402 provides that a partner is subject to self-employment tax on the flow-through income from 
a trade or business conducted by the partnership—and, clearly, in this case the partnership was carrying on the 
business of operating the surgical center. 

But a special exception exists at IRC §1402(a)(13).  As the opinion notes: 

Section 1402(a) provides several exclusions from the general rule. In particular, section 1402(a)(13) 
excludes "the distributive share of any item of income or loss of a limited partner, as such, other than 
guaranteed payments described in section 707(c) to that partner for services actually rendered to or on 
behalf of the partnership to the extent that those payments are established to be in the nature of 
remuneration for those services". The Commissioner argues that the section 1402(a)(13) exclusion does 
not apply in this case. He argues that because Dr. Hardy performs surgeries at MBJ, he is not acting as 
a limited partner. 

The Tax Court turns to the application of IRC §1402(a)(13) to members of a limited liability company.  The Court 
notes: 

The Code does not define "limited partner" for purposes of section 1402(a)(13). However, we discussed 
the definition of limited partner in Renkemeyer, Campbell & Weaver, LLP v. Commissioner, 136 T.C. 
137 (2011). In that case, the partners were lawyers operating out of a law firm, which was formed as a 
limited liability partnership. The law firm received revenue from the partners' legal fees, but the firm did 
not report those revenues on the firm's tax return as net earnings from self-employment. The 
Commissioner determined that the partners' distributive shares of the law firm's net business income 
were subject to self-employment tax. We agreed. Because section 1402(a)(13) was enacted before 

http://www.ustaxcourt.gov/USTCInOP/OpinionViewer.aspx?ID=11088
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limited liability entities were contemplated and the term "limited partner" remained undefined, we 
interpreted the statute by looking at legislative history and explained that 

[t]he intent of section 1402(a)(13) was to ensure that individuals who merely invested in a 
partnership and who were not actively participating in the partnership's business operations 
(which was the archetype of limited partners at the time) would not receive credits toward Social 
Security coverage. The legislative history of section 1402(a)(13) does not support a holding that 
Congress contemplated excluding partners who performed services for a partnership in their 
capacity as partners (i.e., acting in the manner of self-employed persons), from liability for self-
employment taxes. 

In the Renkemeyer case the Court found that the members were subject to self-employment tax on their income 
from the partnership, using the partner’s services to find that they could not qualify as limited partners for 
purposes of IRC §1402(a)(13). 

But in this case the Court looked at the opposite possibility—that a member may be an investor who should 
qualify as a limited partner. 

Dr. Hardy is an investor in MBJ, which is distinguishable from the limited liability partnership formed by 
the partners in the law firm in Renkemeyer, Campbell & Weaver, LLP v. Commissioner. MBJ owns and 
operates a surgical center. MBJ is equipped for doctors to perform surgeries that require local and 
general anesthesia. MBJ bills patients for the use of the facility. Although Dr. Hardy performs surgeries 
at MBJ, he is not involved in the operations of MBJ as a business. In contrast to the partners in 
Renkemeyer, Campbell & Weaver, LLP, who are lawyers practicing law and receiving distributive shares 
based on those fees from practicing law, Dr. Hardy is receiving a distribution based on the fees that 
patients pay to use the facility. The patients separately pay Dr. Hardy his fees as a surgeon, and they 
separately pay the surgical center for use of the facility in the same manner as with a hospital. 
Accordingly, Dr. Hardy's distributive shares are not subject to self-employment tax because he received 
the income in his capacity as an investor. 

So now advisers know that if a member is a service member with no investment, the member is not treated as 
a limited partner for §1402(a)(13) purposes.  As well, if a member is an investor who performs no services related 
to operating the business but has made a significant investment of capital we know the member is treated as a 
limited partner for §1402(a)(13) purposes. 

What remains to be seen is the proper treatment of an LLC member who both performs significant services and 
has a significant amount of invested capital. 

SECTION: 3121 
NO OPTION TO AGREE TO PAY FICA/MEDICARE FOR CLOSED YEARS TO BE GRANTED 
TO EMPLOYERS THAT FAILED TO PROPERLY INCLUDED NONQUALIFIED DEFERRED 
COMPENSATION IN YEAR OF VESTING 

Citation: AM-2017-001, 1/13/17 

In AM 2017-011 the IRS National Office was asked whether the IRS should enter into closing agreements with 
certain entities that discovered they had not included nonqualified deferred compensation as wages subject to 
FICA/Medicare tax when there was no substantial risk of forfeiture of the rights to the amount. 

https://www.irs.gov/pub/lanoa/am-2017-001.pdf
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Generally, amounts an employee has rights to receive under a nonqualified deferred compensation arrangement 
are considered part of FICA/Medicare wages at the time provided in IRC §3121(v)(2)(A): 

(2) Treatment of certain nonqualified deferred compensation plans 

(A) In general  

Any amount deferred under a nonqualified deferred compensation plan shall be taken into 
account for purposes of this chapter as of the later of— 

(i) when the services are performed, or 

(ii) when there is no substantial risk of forfeiture of the rights to such amount. 

The preceding sentence shall not apply to any excess parachute payment (as defined in section 
280G(b)) or to any specified stock compensation (as defined in section 4985) on which tax is 
imposed by section 4985. 

However, Reg. §31.3121(v)(2)-1(d)(1)(ii) provides for a solution where the IRS does not end up never collecting 
FICA/Medicare taxes if an employer fails to report at the time specified above. 

Reg. §31.3121(v)(2)-1(d)(1)(ii) provides: 

(ii) Amounts not taken into account 

 (A) Failure to take an amount deferred into account under the special timing rule. If an amount deferred 
for a period (as determined under paragraph (c) of this section) is not taken into account, then the 
nonduplication rule of paragraph (a)(2)(iii) of this section does not apply, and benefit payments 
attributable to that amount deferred are included as wages in accordance with the general timing rule of 
paragraph (a)(1) of this section. For example, if an amount deferred is required to be taken into account 
in a particular year under paragraph (e) of this section, but the employer fails to pay the additional FICA 
tax resulting from that amount, then the amount deferred and the income attributable to that amount 
must be included as wages when actually or constructively paid. 

(B) Failure to take a portion of an amount deferred into account under the special timing rule. If, as of 
the date an amount deferred is required to be taken into account, only a portion of the amount deferred 
(as determined under paragraph (c) of this section) has been taken into account, then a portion of each 
subsequent benefit payment that is attributable to that amount is excluded from wages pursuant to the 
nonduplication rule of paragraph (a)(2)(iii) of this section and the balance is subject to the general timing 
rule of paragraph (a)(1) of this section. The portion that is excluded from wages is fixed immediately 
before the attributable benefit payments commence (or, if later, the date the amount deferred is required 
to be taken into account) and is determined by multiplying each such payment by a fraction, the 
numerator of which is the amount that was taken into account (plus income attributable to that amount 
determined under paragraph (d)(2) of this section through the date the portion is fixed) and the 
denominator of which is the present value of the future benefit payments attributable to the amount 
deferred, determined as of the date the portion is fixed. For this purpose, if the requirements of 
paragraph (c)(2)(iii)(B) of this section are satisfied, the present value is determined by assuming that 
payments are made in the normal form of benefit commencing at normal commencement date. In 
addition, if the employer demonstrates that the amount deferred was determined using reasonable 
actuarial assumptions as determined by the Commissioner, the present value of the future benefit 
payments attributable to the amount deferred is determined using those assumptions. In any other case, 
see paragraph (d)(2)(iii) of this section. 

The fact that the amounts are included as FICA/Medicare wages when paid turns out to be a major negative for 
the employee and employer normally.  That’s because: 
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 These amounts often vest in years when the employee has wages in excess of the FICA limit but are 

paid out in years when the taxpayer no longer has other wages in excess of the FICA limit.  Had it 

been included when vested only Medicare taxes would have been due, but the later payment means 

that some or perhaps even all of the deferred compensation will be subjected to the much higher FICA 

tax. 

 The amount on which the tax is paid when vested is the present value of the future payments.  Thus, a 

portion, quite often substantial, of the total payout is never subjected to either a FICA or Medicare tax.  

When the tax is imposed on the actual payment all amounts will be subjected to FICA/Medicare taxes. 

Not surprisingly, some employers upon discovering years later that such taxes were not timely paid have wanted 
to go back and fix the erroneous filings.  The employers are willing to pay the tax due, along with interest and 
penalties, even though the year is closed for assessment under the statute of limitations.  The question being 
answered in this memorandum is whether the IRS should agree to such an arrangement. 

The memorandum describes the employer’s request as follows: 

These closing agreement requests have been submitted by employers who have discovered, after the 
applicable statute of limitations has expired, that they did not comply with the special timing rule in § 
31.3121(v)(2)-1(a)(2) of the Employment Tax Regulations. These employers have asked to enter into 
closing agreements to resolve the taxation of NQDC for statutorily barred tax years and indicate that 
they are willing to both waive the right to argue that the assessment of such tax is statutorily barred, as 
well as agree to comply with the special timing rule prospectively. 

The memorandum concludes that since the regulation provides for an alternative treatment for those who failed 
to comply with the rules, the IRS should not enter into such an agreement with these employers.   

As the memorandum notes: 

Because the applicable regulations provide the mechanism for the payment of FICA taxes in the case 
of NQDC which is not timely taken into account under the special timing rule in § 31.3121(v)(2)-1(a)(2), 
as a policy matter, a closing agreement should not be entered into if it that has the effect of avoiding 
application of this regulatory mechanism. The existence of the special transition rule in the regulations 
for years for which the period of limitations had expired at the time the regulations were finalized 
reinforces the importance of adhering to the rules contained in § 31.3121(v)(2)-1(d)(1)(ii) for determining 
the FICA tax due upon payment of amounts that were deferred in prior years and that should have been 
taken into account under § 3121(v)(2) in such prior years but for which the period of limitations has since 
expired. 

SECTION 6221 IRS RELEASES PROPOSED REGULATIONS ON BBA 15 CENTRALIZED 
PARTNERSHIP AUDIT REGIME 

REG-136118-15, 1/19/17 

The IRS released proposed regulations to implement the Bipartisan Budget Act of 2015’s new centralized 
partnership audit procedures in REG-136118-15.  Comments on the regulations are due by April 18, 2017 with 
a public hearing scheduled for May 10, 2017. 

We will have additional commentary on these rules next week as they run over 270 pages long.   

http://www.journalofaccountancy.com/content/dam/jofa/news/reg-136118-15.pdf
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