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2 Current Federal Tax Developments 

SECTION: 162 
NO DEDUCTION ALLOWED FOR PREMIUMS PAID TO RELATED 
ENTITY IN MICROCAPTIVE STRUCTURE 
Citation: Avrahami, et al v. Commissioner, 149 TC No. 17, 8/21/17 

The IRS has recently indicated a level of “unhappiness” with the concept of a microcaptive insurance 
company, adding them to the agency’s “dirty dozen” tax scams list in 2015 and declaring them a 
transaction of interest in Notice 2016-66.  In the case of Avrahami, et al v. Commissioner, 149 TC 
No. 17 we have the first time the Tax Court scrutinized this particular structure. 

Captive insurance companies have been recognized as legitimate insurance arrangements by the 
courts in several cases (see Rent-A-Center, Inc. v. Commissioner, 142 TC 1 and AMERCO & Subs. v. 
Commissioner, 96 TC 18) so long as certain criteria are met that distinguish the arrangement as 
insurance rather than merely establishing a “set aside” of funds for potential liabilities.  These cases 
have generally involved large entities with the resulting captive being itself a relatively large 
organization. 

Small insurance companies, other than life insurance companies, are subject to special tax rules that 
provide them what can be a significant tax advantage if they are eligible to be taxed under 
IRC §831(b).  Generally, if an insurance company has gross receipts below a set level it is totally 
exempt from tax, while if it has premiums higher than that level but less than a second cap the 
insurer can elect to pay no tax on the premiums it receives, but rather only pay on its investment 
income.  For the years involved in the Avrahami case that second limit was $1.2 million. 

The concept of a “microcaptive insurance company” attempts to combine these two concepts.  As 
the Tax Court explains: 

Combining these two concepts — captive insurance companies and the section 831(b) tax 
advantages for small insurance companies — yields the “microcaptive”. In theory, a 
microcaptive could be run in the manner of the captives in Rent-A-Center or Harper Group, 
albeit on a much smaller scale. But it might also be run so that related parties pay the captive 
deductible insurance premiums of just under $1.2 million a year. In turn the captive might 
pay out few if any claims, might make a section 831(b) election so it pays tax only on its 
investment income, and might quickly build up a large surplus. Then, if the captive were to 
be licensed and regulated in a jurisdiction with extremely low reserve requirements and loose 
rules on related-party transactions, it might lend its surplus back to its affiliates. This might 
generate nearly $1.2 million in tax deductions while arguably only moving money from one 
pocket to another. Or perhaps the captive could be owned by a Roth IRA, which might 
mean it could make large dividend payments to its stockholder, creating a form of 
deductible, yet tax-free, retirement savings. Or perhaps the captive could be owned by its 
business owner’s children or an irrevocable family trust, which might enable the avoidance of 
future gift and estate taxes. 

In this case the taxpayers owned three jewelry stores and several shopping centers.  The taxpayers’ 
long time CPA recommend that they consult with a local estate planning attorney and, as well, 
consider a captive insurance company.  The CPA recommended they consult with an attorney in 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11367
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New York who specialized in captive insurance companies.  The taxpayers discussed this option with 
the estate planning attorney who agreed with both the concept of considering a captive insurance 
company and retaining the New York attorney to give advice in setting up such a program. 

Eventually the taxpayers set up a captive insurance company (Feedback Insurance Company, Ltd.) 
that was incorporated in St. Kitts.  The corporation elected to be treated as a domestic corporation 
for U.S. tax purposes under IRC §953(d) and to be taxed as a small insurance company under 
IRC §831(b). 

For the years in question the jewelry stores and shopping centers paid Feedback premiums for 
various insurance policies on business income, employee fidelity, litigation expense, loss of key 
employee, tax indemnity, administrative actions, and business risk indemnity.  As well, the jewelry 
stores bought terrorism-risk insurance from a Caribbean company.  Feedback entered into a 
reinsurance arrangement with this entity (Pan American) regarding the terrorism insurance. 

The Avrahami’s operating entities continued to purchase insurance from traditional commercial 
carriers during the years in question, with payments to those parties being far less than what was paid 
to Feedback.  The result was that the total insurance premiums paid by the operating entities soared 
during the years in question. 

As well, Feedback invested most of its assets in what it labeled as mortgages that were long term 
obligations issued to a partnership controlled by the Avrahamis, though technically owned by their 
children.  The ownership was technical because the children admitted they weren’t aware they 
owned the partnership interests. 

The IRS argued that this was all a scheme to generate tax deductions for payments that weren’t really 
insurance and to create a tax advantaged structure.  The taxpayers argued that, in fact, what they had 
was simply a captive insurance company that was much the same as that in Rent-A-Center and, as 
was true in those cases involving larger captive insurers, they should be able to claim deductions for 
the insurance premiums in their operating entities. 

The Tax Court noted that was the first case where the combination of the captive insurance 
arrangement and the small insurer special tax provisions of §831(b) had come before the court. 

Fundamentally the case boils down to a simple question—did Feedback really issue insurance 
policies to the related entities.  If that answer is yes, then Feedback would be a small insurance 
company eligible for the treatment under §831(b) (if it so elected) and the premium payments 
would represent an ordinary and necessary expense for the operating entities.  If not, then the 
payments would not represent ordinary and necessary business expenses to the operating entities, but 
rather indirect distributions to the owners via payments to another controlled entity. 

As the Court noted, the question of whether the transactions were insurance for federal tax purposes 
was a “facts and circumstances” test that looked at the following  

• Does the arrangement involve risk shifting? 
• Does the arrangement involve risk distribution? 
• Does the arrangement involve insurance risk? And 
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• Does the arrangement meet the commonly accepted notions of insurance? 

The Tax Court summarized the taxpayer’s arguments that the arrangements constituted insurance as 
follows: 

The Avrahamis and Feedback claim their arrangement distributed risk in two independently 
sufficient ways. First, they rely on Securitas and the Sixth Circuit’s opinion in Humana Inc. 
v. Commissioner, 881 F.2d 247 (6th Cir. 1989), aff’g in part, rev’g in part 88 T.C. 197 
(1987), to argue that Feedback created a sufficient pool of risks merely by issuing seven types 
of direct policies — each covering a variety of risks — to the Avrahami entities. Second, they 
argue that Feedback adequately distributed risk through the Pan American program by 
reinsuring over 100 geographically diverse third parties. They read Harper Group to establish 
a rule that risk is distributed whenever premiums from unrelated insureds constitute more 
than 29% of a captive’s premiums and point out that Feedback received over 33% of its 
premiums in 2009 and almost 31% of its premiums in 2010 from Pan American 
participants. 

The IRS objects to both justifications.  First, the IRS notes that Feedback only insured three or four 
related entities, far fewer than were insured in the cases the taxpayers cited and far too small to 
benefit from the law of large numbers to amount to a true distribution of risk.  Second, the IRS also 
claims that the reliance on Harper is misplaced by focusing only on the amount of premiums from 
unrelated insured, rather at the number of unrelated insured (which was over 7,500 in Harper) and 
that, in any event, the Pan American program doesn’t distribute risk because it did not cover 
relatively small, independent risks. 

The Tax Court quickly dismissed the taxpayer’s first justification—that the transactions represented 
insurance merely based on the numbers and types of policies issued to the related entities.  The 
Court noted that even the taxpayer’s own expert indicated that there must be at least 12 affiliated 
policyholders that pool their risk in a captive arrangement and at least seven policyholders in an 
association captive arrangement.  As Feedback only had a maximum of four policyholders in the 
years in question, it failed to adequately distribute risk.   

The Court also noted that even if there had been enough entities, that still would not be enough to 
show an adequate distribution of risk.  The Court stated “[i]t’s even more important to figure out 
the number of independent risk exposures.”  The Court continues: 

For example, in R.V.I. we found risk distribution not just because an insurance company 
insured 714 different unrelated parties, but also because it issued 951 policies covering more 
than 750,000 vehicles, 2,000 real estate properties, and 1.3 million equipment assets in 7 
different geographic regions. R.V.I., 145 T.C. at 228-29. And in Rent-A-Center we found “a 
sufficient number of statistically independent risks” when the captive provided workers’ 
compensation, automobile, and general liability policies that covered more than 14,000 
employees, 7,100 vehicles, and 2,600 stores in all 50 states. 142 T.C. at 24. We also held 
that risk distribution was achieved when a captive provided worker’s compensation coverage 
for more than 300,000 employees, automobile coverage for more than 2,250 vehicles, and 
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other coverages for more than 25 separate entities. See Securitas, at *26. Even in Humana, 
881 F.2d at 257, where the Sixth Circuit held that risk distribution could occur when a 
captive “insures several separate corporations within an affiliated group”, the captive insured 
more than 20 corporations operating more than 60 hospitals with more than 8,500 beds. See 
Humana Inc. v. Commissioner, 88 T.C. 197, 199-202 (1987). 

The Court found that Feedback’s situation was not comparable to these situations, noting: 

We find that Feedback’s risk exposures fall short of these situations. It issued seven types of 
direct policies — five to American Findings and two each to Chandler One, O&E, and 
White Knight. American Findings’ policies covered 3 jewelry stores, 2 key employees, and 
around 35 employees. The remaining policies covered three commercial real estate 
properties, all in metropolitan Phoenix. While we recognize that Feedback is a microcaptive 
and must operate on a smaller scale than the insurance companies in R.V.I. or Rent-A-Center, 
we can’t find that it covered a sufficient number of risk exposures to achieve risk distribution 
merely through its affiliated entities. 

This left the taxpayers relying upon their use of Pan American’s reinsurance program to reinsure 
third party risk.  The taxpayers emphasized that in prior cases the Court had looked at the 
percentage of premiums received from unrelated insured—in this case over 30% of the premiums 
received by Feedback came from participating in Pan American’s reinsurance program. 

But the Court noted that this is reading the case law too narrowly—that percentage only matters if 
Pan American was a bona fide insurance company.  If Pan American is not a bona fide insurance 
company then the payments would not serve create the issuance of insurance by Feedback for 
unrelated parties.   

The Court found several issues with Pan American’s operations.  First, the Court that there was a 
circular flow of funds, a factor that indicates an entity is not a true insurance company.  As the 
Court described the arrangement: 

Recall that Pan American was structured in such a way that a small business would pay Pan 
American a premium for coverage up to a certain limit. Then Pan American would turn 
around and reinsure all the risk it had assumed, making sure that the captive related to the 
small business received reinsurance premiums equal to those paid by that small business. 
Under the 2009 program, for example, American Findings paid Pan American $360,000 for 
up to $5,525,000 in terrorism coverage and Pan American paid Feedback $360,000 for 
reinsuring 1.797% of Pan American’s total losses. The same was true under the 2010 
program — American Findings paid Pan American $360,000 for up to $5,125,000 in 
terrorism coverage and Pan American paid Feedback $360,000 for reinsuring 1.56% of Pan 
American’s total losses. While not quite a complete loop, this arrangement looks suspiciously 
like a circular flow of funds. The end result of two years in the Pan American program was 
the transfer of $720,000 from an entity owned 100% by the Avrahamis to one owned 100% 
by Mrs. Avrahami. 
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The Court also found the premiums paid for the terrorism insurance was unreasonable, being well 
above the amounts charged for any commercially available policy on the market.  While agreeing 
that the policy issued by Pan American covered additional items normally excluded in commercially 
available coverage, it also had an odd exclusion (no coverage for events occurring in cities of more 
than 1.5 million individuals) and the right pay in a promissory note payable over three years rather 
than immediately.  Ultimately the Court found no reasonable explanation for a rate that was 80 
times more than the rate under a commercial policy held by one of the entities. 

The Court also found that if a claim had been triggered under a policy, it was unlikely to have been 
paid.  Pan American retained almost no funds with which to pay claims in the event that one of the 
captives that it paid for reinsurance refused to pay—as the Court noted “an event that would be 
more probable if, like Mr. Avrahami, other captives owners would ‘freak out’ if they lost money in 
the Pan American program.”  Thus, this doesn’t appear to be a program that a party looking for 
actual insurance against these risks would be willing to participate in due to uncertainty regarding 
the ability to have a claim paid. 

Finally, the Court did not find that Pan American qualified as a “fronting company” agreeing with 
the IRS view that this wasn’t operated as a fronting company would be, looking much more like a 
mechanism to allow the various captives to claim to meet risk distribution requirements.  While 
fronting companies don’t take on insurance risk, they do take on significant credit risk that one of 
the companies won’t pay.  But Pan American received very little in terms of fees for taking on that 
substantial risk. 

While the lack of risk distribution by itself dooms the structure, the Court also found many 
problems with viewing the policies issued by Feedback as insurance in the commonly accepted sense.  
The Court notes first that Feedback wasn’t operated like an insurance company, dealing with claims 
on an “ad hoc” basis.  No claims were submitted at all until the exam was underway and then the 
claims were dealt with in a way not like how insurance claims are normally handled.  Feedback 
approved claims even though they were submitted well after the 30-day period called for in the 
policies and did not demand basic evidence to support claims. 

It made investments that, in the words of the Court, “only an unthinking insurance company would 
make.”  Most of its assets were tied up in unsecured promissory notes with no payments due until 
years in the future—long term, illiquid loans made to related parties.  The company also did not 
inform the regulators on St. Kitts of these related party loans until after the exam was underway. 

The Court found some of the policies were “less than a model of clarity.”  The Court notes: 

The Avrahamis assert that all the policies issued by Feedback were claims-made policies, yet 
the policies say otherwise. For example, Chandler One’s 2009 Administrative Action policy 
states that Feedback “agrees to pay to the Insured any legal expense incurred by the insured 
during the Policy Period, arising from or relating to the defense of any Insured Event as 
defined hereunder, which Insured Event is instituted against the Insured during the Policy 
Period.” The policy then defines “Policy Period” as “[e]vents occurring and reported from 
and after 12:01 a.m. December 15, 2009 and prior to 12:01 a.m. December 15, 2010.” By 
its plain terms the policy limits coverage to legal expenses incurred and reported between 
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December 2009 and December 2010, terms indicative of both a claims-made policy — the 
claim must be reported during the policy period — and of an occurrence policy — the claim 
must occur during the policy period. 

The premiums paid were also found unreasonable by the Court.  The taxpayers had a “target 
premium” that would get them to just under the $1.2 million level that allowed them to be a micro-
captive.  While an outside expert was hired to provide justification for the premiums set, the Court 
found that the expert’s work was not acceptable.  The Court concluded: 

We find from all this that Rosenbach’s calculations aimed not at actuarially sound decision-
making but at justifying total premiums as close as possible to $1.2 million — the target — 
without going over. To do so he would add in a proration factor or drop the policy limits 
until he reached his goal. 

Ultimately, the Court denied the deductions for insurance paid by the various operating entities, all 
of which flowed through to the Avrahami’s returns. 

The taxpayers did escape penalties on the disallowed insurance premiums based on reasonable 
reliance on one of the three professionals involved.  The Court noted that the CPA had testified that 
he had only “provided bookkeeping services and signed the tax returns.”  Thus, the taxpayers, not 
having received advice from him on this topic, could not look for relief by point at his work. 

Similarly, the New York attorney served as the promoter of the program.  Taxpayers cannot rely on 
the promoter of a program to give them reasonable cause if the tax advantages do not pan out. As the 
Court noted: 

She structured the captive-insurance-company transaction, drafted the purported insurance 
policies, and designed and set up the failed risk-distribution programs, which she sold to 
more than 100 of her clients. She also profited a great deal from the transaction, receiving a 
portion of both an initial $75,000 engagement fee and the annual flat fees. The Avrahamis 
could not reasonably rely on her. 

But the estate planning attorney who assisted with the program was another matter.  While he 
received some compensation from starting up the entity and participated in that function, that 
involvement was relatively limited.  Rather he 

…did not provide advice on the capitalization of Feedback; had no involvement in selecting 
an actuary to determine premiums and underwrite the polices; and played no role — not 
even as a reviewer — in the formation or documentation of the transactions with Pan 
American. He also had a prior relationship with the Avrahamis, did not give unsolicited 
advice, and — aside from the start-up fee — billed the Avrahamis on an hourly basis. These 
are all signs that a tax adviser is not a promoter, see Countryside Ltd. P’ship v. Commissioner, 
132 T.C. 347, 352-53 (2009), and we find that he was not a promoter. 

This attorney also testified that he had advised the taxpayers on how captives worked, the structure 
of Feedback, and what types of investments the captive could make.  The taxpayer also credibly 
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testified that they moved forward with this transaction because this attorney “gave his blessing” to 
the arrangement.   

Given this was a case of first impression and the taxpayers sought out and relied upon the advice of 
counsel they had a working relationship with, there was no penalty imposed on them for this 
understatement. 

SECTION: 401 
ESOP FAILED TO COVER EMPLOYEES OF RELATED 
CORPORATION, PLAN DISQUALIFIED 
Citation: Paza Staffing Services v. Commissioner, Docket No. 6881-12R, Tax 
Court Order and Decision, 8/17/17 

Qualified retirement plan provision in the IRC generally give controlling owner-employees a trade-
off—they can benefit under the plan, but only to the extent that an appropriate benefit is offered to 
the “rank and file.” Not surprisingly, some owners, attempting to maximize their benefit and avoid 
the cost of funding for other individuals, have attempted to establish structures to “isolate” the rank 
and file outside of the organization whose employees are covered by the program while still 
obtaining their services. And, similarly not surprisingly, the law has provisions meant to address such 
structures. 

This type of arrangement was challenged by the IRS in the case of Paza Staffing Services v. 
Commissioner, Docket No. 6881-12R and is the subject of an unpublished order and decision 
published on August 17, 2017.   The plan in question was an employee stock ownership plan 
(ESOP) established by a corporation controlled by Dr. Zapolanski. 

The structure the taxpayer used is described in the order as follows: 

On November 18, 1998, Dr. Zapolanski acquired all 10,000 shares in Paza from its initial 
incorporator. A little over a week later, Zapolanski signed a resolution, as the sole director of 
Paza, establishing the ESOP and appointing himself trustee. Zapolanski then transferred the 
Paza stock to the ESOP in exchange for a $10,000 note (the stock itself being the collateral). 
This made the ESOP Paza's sole shareholder. Zapolanski was the ESOP's sole participant for 
the year at issue. 

On December 1, 1998, Zapolanski, in his capacity as Paza's president, signed a contract with 
another company named Golden Gate to lease employees. Zapolanski is also the president, 
secretary, and sole owner of Golden Gate. He received a $83,000 salary from Paza during the 
1999 tax and plan year. 

So we have two entities, with only Paza having an ESOP plan in place. The order describes more 
details of Paza’s plan: 

The ESOP’s plan documents stated that employees employed on December 31, 1998 were 
immediately eligible participants in the ESOP, but employees hired in 1999 and after had to 
log one year — a consecutive 12-month period where the employee accrued 1000 hours of 
service — before they would be eligible. For the plan year ending in December 1999, Paza 
made a $12,450 cash contribution to the ESOP and it accrued to the benefit of the plan’s 

https://www.ustaxcourt.gov/InternetOrders/DocumentViewer.aspx?IndexSearchableOrdersID=236445
https://www.ustaxcourt.gov/InternetOrders/DocumentViewer.aspx?IndexSearchableOrdersID=236445
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sole shareholder — Zapolanski. This released the Paza stock from encumbrance — from 
there it was allocated to Zapolanski’s ESOP account. ESOPs are classified as tax-exempt 
entities under I.R.C. § 501(a) — meaning the stock released to Zapolanski’s account was tax 
exempt. By 1999, the Paza stock was valued at $333,000. 

In 1999 five Golden Gate employees would meet the one-year requirement—if they were required 
to be included in the plan. Nevertheless, only Dr. Zapolanski was a participant in the plan. 

The IRS argued that the plan failed to meet the coverage requirements found in IRC §§401(a)(3) 
and 410(b). Under those provisions, a plan will not qualify if it fails to cover at least 70 percent of 
the non-highly compensated employees of the employer since 100 percent of the highly 
compensated employees were covered.  

Dr. Zapolanski is highly compensated based on the tests found at IRC §414(q). The salary limit for 
1998 was $80,000 and, even if his salary had reduced below that level, Dr. Zapolanski indirect held 
more than 5 percent of the stock in Paza since he had assigned to his ESOP account 100 percent of 
the outstanding stock of Paza. But since Dr. Zapolanski was the only employee of Paza you might 
think there should be no issue. 

That would be true except Congress has addressed structures that attempt to use related entities to 
isolate the favored employees (including owners) so that only the favored employees will be 
participating in the plan. IRC §414(b) provides that, in applying the coverage tests, that all 
employees of all corporations that are part of a controlled group must be treated as employees of a 
single entity. A controlled group is defined in §1563(a). 

The order continues noting: 

There are many types of controlled groups under I.R.C. § 1563, but only one matters here. 
Paza and Golden Gate are a controlled group if five or fewer individuals own: 

“. . . at least 80 percent of the total value of shares of all classes of stock, of each 
corporation,”  

and “more than 50 percent of the total combined voting power . . .”  

I.R.C. §§ 1563(a)(2) and (f)(5). 

As was noted early, Dr. Zapolanski effectively held 100 percent of the stock of Paza since all the 
stock is held by the ESOP, and all the stock in ESOP is assigned to Dr. Zapolanski. This causes him 
to run afoul of the constructive ownership rules for determining a controlled group found at IRC 
§1563(e)(3)(A). That provides that any stock held by a trust shall be deemed to be constructively 
owned by any beneficiary who has a 5 percent or greater actuarial interest in the stock, to the extent 
of that interest.  

But the ESOP is a qualified plan and not a trust, so why does this apply some might wonder?  It 
applies because a qualified plan is a trust—just a tax exempt one. But this rule isn’t limited to just 
taxable trusts that file a Form 1041. 
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Once that stock is treated as Dr. Zapolanski, he is treated as owning 100 percent of the total value of 
shares of stock of each corporation and 100 percent of the total combined voting power. This makes 
Paza and Golden Gate a controlled group, so the failure to cover at least 4 of the 5 Golden Gate 
employees under the plan is a violation of §401. 

And what is the consequence of the violation?  In this case the IRS went for the plan “death penalty” 
and argued that the plan was disqualified for 1999 and all subsequent plan years.  

The consequences of this disqualification are dire for Dr. Zapolanski. First, the value of Dr. 
Zapolanksi’s accrued account balance is treated as immediately taxable to Dr. Zapolanski. Similarly, 
the income of the trust for all future years is not shielded from tax either, so any future contributions 
to the program will no longer be plan contributions, but rather indirect distributions to Dr. 
Zapolanski.  

SECTION: 512 
SOCIAL CLUB DID NOT SHOW PROFIT MOTIVE FOR SALES TO 
NONMEMBERS 
Citation: Losantiville Country Club v. Commissioner, TC Memo 2017-158, 
8/15/17 

In the arena of tax law, often minor differences in a situation may create major differences in how a 
situation is evaluated for tax purposes.  What a taxpayer must show to demonstrate an activity was 
entered into with an intention to make a profit is one of those areas where there are different tests 
depending on the situation. 

Specifically, a not for profit organization seeking to offset unrelated business taxable income from 
one activity with losses from another unrelated business activity faces a very different hurdle to show 
that the second activity was entered into with the intent to make a profit.  This issue was discussed 
recently in the case of Losantiville Country Club v. Commissioner, TC Memo 2017-158. 

In the case of Portland Golf Club v. Commissioner, 497 US 154 (1990), the United States Supreme 
Court held that a tax exempt organization could only offset unrelated business taxable income from 
one activity with a loss from another unrelated activity if the organization can show that it intended 
to profit from that activity.1  As the Supreme Court continued later in the opinion: 

In our view, Congress’ use of the term “unrelated business taxable income” to describe all 
receipts other than payments from the members hardly manifests an intent to define as a 
“trade or business” activities otherwise outside the scope of § 162. Petitioner’s reading would 
render superfluous the words “allowed by this chapter” in § 512(a)(3)(A): If each taxable 
activity of a social club is “deemed” to be a trade or business, then all of the expenses 
“directly connected” with those activities would presumably be deductible. Moreover, 
Portland Golf’s interpretation ignores Congress’ general intent to tax the income of social 
clubs according to the same principles applicable to other taxpayers. We therefore conclude 
that petitioner may offset losses incurred in sales to nonmembers against investment income 
only if its nonmember sales are motivated by an intent to profit. 

                                                 
1 Portland Golf Club v. Commissioner, 497 US 164 (1990) 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11364
https://scholar.google.com/scholar_case?q=portland+golf+club+v+commissioner&hl=en&as_sdt=2006&case=7019299317613858650&scilh=0
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Like the taxpayer in Portland Golf Club, the Losantville Country Club was looking to offset 
unrelated business taxable income (in this case the investment income of a social club taxable under 
IRC §501(c)(7)) with losses incurred by the club for sales to nonmembers. 

The club had computed a loss from sales to nonmembers by using the gross to gross allocation 
method.  That method is described in the Tax Court’s opinion as follows: 

At all relevant times, petitioner computed the indirect expenses relating to its nonmember 
sales using the gross-to-gross allocation method. Pursuant to the gross-to-gross allocation 
method, petitioner used the ratio of nonmember sales to total sales to determine what 
portion of indirect expenses was attributable to nonmember sales. 

The result of this for the years in question was that the loss from sales to nonmembers was more 
than the investment income the organization reported.  In fact, these losses were many times greater 
than the investment income the taxpayer looked to offset. 

The taxpayer argued that the proper test for whether it had a profit motive as to look the “hobby 
loss” rules applicable under IRC §183.  Those rules allow for many rationales to be used to show an 
intent to make a profit, and do not look solely at generating operational income on a regular basis. 

But the Tax Court ruled that because §183 does not apply to IRC §501(c)(7) organizations, the tests 
found in the regulations under that section are not applicable. 

Rather, the Court found, the taxpayer had to show an intent to generate profits more than costs, 
including those indirect costs allocated to the activity under the gross to gross allocation method.  It 
is important to note that, in the Portland Golf Club case the Supreme Court had rejected the 
argument that a taxpayer could establish a profit motive by showing the sales to nonmembers 
covered the variable costs (and thus the organization was “better off” than if no sales were made to 
nonmembers), noting that the charity then turned around and tried to deduct a portion of those 
fixed costs it was ignoring as part of the loss to be used to offset unrelated business income.2 

Thus, as the Tax Court concluded, the club had a major problem since its total costs (direct and 
indirect) greatly exceeded its sales to nonmembers. 

SECTION: 2035 
ESTATE NOT ALLOWED A DEDUCTION FOR UNPAID GIFT TAX 
RELATED TO A NET GIFT 
Citation: Estate of Sommers v. Commissioner, 149 TC No. 8, 8/22/17 

When a taxpayer has made a “net gift” within three years of the taxpayer’s death, how is that gift 
handled for purposes of the “gross up” rule for such gifts found in IRC §2035(a) and (b)?  In the 
case of Estate of Sommers v. Commissioner, 149 TC No. 8, the taxpayer argued that the estate should 
be allowed a deduction on the Form 706 for the gift tax that was paid by the donors. 

There is a transfer tax advantage to making fully taxable gifts prior to the date a taxpayer dies and 
paying the gift tax.  Although the estate and gift taxes are now “unified” with the same rates being 
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applied, the gift tax is not imposed on the amount that is used to pay the gift tax—rather that tax is 
removed from the pool of assets that will eventually be subject to the tax.   

If the asset is held until the taxpayer dies, the funds to pay the estate tax will come from the pool of 
assets that are also subject to the estate tax—funds that would not be there if the item had been 
gifted before death. 

To keep taxpayers from taking advantage of this by making substantial gifts just before death, 
Congress added IRC §2035 which requires including in a taxpayer’s estate both amounts gifted 
within three years of the date of death and the gift tax on that item, subjecting the funds used to pay 
the gift tax to estate taxes. 

IRC §2035(a)(1) provides: 

(a) Inclusion of certain property in gross estate 

If— 

(1) the decedent made a transfer (by trust or otherwise) of an interest in any 
property, or relinquished a power with respect to any property, during the 3-year 
period ending on the date of the decedent’s death… 

the value of the gross estate shall include the value of any property (or interest therein) which 
would have been so included. 

While §2035(b) provides: 

(b) Inclusion of gift tax on gifts made during 3 years before decedent’s death 

The amount of the gross estate (determined without regard to this subsection) shall be 
increased by the amount of any tax paid under chapter 12 by the decedent or his estate on 
any gift made by the decedent or his spouse during the 3-year period ending on the date of 
the decedent’s death. 

In the case before the Court the taxpayer had made gifts to his nieces just prior to his death.  While 
the taxpayer had attempted to structure gifts that would avoid gift taxes, it was determined when the 
valuation of the interests was obtained that this would not be possible.  Thus, as a condition of 
accepting the gift, the nieces agreed to pay the gift tax due on the gift.   

Such a structure is referred to as a “net gift” which the IRS recognized in Rev. Rul. 75-72.  In the 
case of a net gift, the amount of the gift is reduced by the gift tax which the donee pays.  In this case, 
the gift in question was made in the year in which the decedent died.  The nieces paid the gift tax 
due on the gift. 

When it came time to prepare the Form 706, the estate did include the net gift value reported on the 
Form 709 on the Form 706 for the estate, but argued that the estate should be able to claim as a 
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deduction the gift tax that had yet to be paid at the date of death on that gift.  The estate argued that 
such taxes were clearly deductible by the estate under Reg. §20.2053-6(d).  That regulation provides: 

(d)Gift taxes.  

Unpaid gift taxes on gifts made by a decedent before his death are deductible. If a gift is 
considered as made one-half by the decedent and one-half by his spouse under section 2513, 
the entire amount of the gift tax, unpaid at the decedent's death, attributable to a gift in fact 
made by the decedent is deductible. No portion of the tax attributable to a gift in fact made 
by the decedent's spouse is deductible except to the extent that the obligation is enforced 
against the decedent's estate and his estate has no effective right of contribution against his 
spouse. (See section 2012 and § 20.2012-1 with respect to credit for gift taxes paid upon 
gifts of property included in a decedent's gross estate.) 

The Tax Court did not accept this view.  The Court noted that: 

The key question when considering the deductibility under section 2053(a)(3) of gift tax 
owed on a net gift, as opposed to inclusion of that amount in a decedent's gross estate under 
section 2035(b), is not whether the decedent (or his estate) served as the ultimate source of 
the funds used to pay the liability but when the decedent parted with that value. 

In the case of a net gift, the Court reasoned that the assets to be ultimately used to pay the gift tax 
were transferred to the donees prior to the date of death. Thus, for the estate, there did not exist an 
unpaid gift tax as of the date of death for which a deduction under Reg. §20.2053-6(d). 

The taxpayer argued that this should not be relevant, since the estate was ultimately liable to assure 
that the gift tax was paid.  But, the Court noted, even if the donees had failed to make the payment 
and the estate had been required to pay the tax (which did not take place), the estate would have had 
a clear claim against the donees to be reimbursed for that payment. 

The estate attempted to take comments made by the Tax Court in the case of the Estate of Morgens 
(133 T.C. 402) to support its position.  The Tax Court noted that the comments were not directly 
related to the actual issue in Morgens and, in any event, the taxpayer was taking the comments out of 
context.  As the Court explained: 

Read in context, our passing acknowledgment in Estate of Morgens that net gifts remove 
funds from the transfer tax base simply describes the reality that the excess of the value of the 
property transferred in a net gift over the taxable gift reduces the value of the donor's gross 
estate but is also excluded from the taxable portion of the gift. Consequently, that excess 
value (the gift tax on the net gift) would escape transfer tax altogether were it not subject to 
the section 2035(b) gross-up. Because a net gift depletes the donor's estate beyond the value 
taken into account for gift tax purposes, the gross-up is necessary. Our acknowledgment that 
a net gift made within three years of the donor's death effects a removal of funds from the 
transfer tax base that must be redressed by the gross-up cannot be read as acquiescence in the 
permanent exemption from transfer tax that would result if the gross-up were offset by a 
deduction of the same amount under section 2053(a)(3). 
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SECTION: 6698 
MEMORANDUM DISAGREES WITH OBSERVATION THAT CERTAIN 
SMALL PARTNERSHIPS EFFECTIVELY HAVE NO TAX RETURN 
FILING REQUIREMENT 
Citation: Chief Counsel Advice 201733013, 8/18/17 

In Chief Counsel Advice 201733013 the IRS concluded there is not an exemption from filing a tax 
return for small partnerships under any of the below authorities: 

• IRC §6031; 
• IRC §6693; or 
• Revenue Procedure 84-35. 

IRC §6031(a) imposes the requirement that each partnership must file an annual partnership return. 
IRC §6698 imposes a per month penalty when the partnership fails to file a return—and for 2017 
returns that penalty amount is set at $200 per month.3  This penalty can be waived if the failure to 
file is due to reasonable cause.4 

Revenue Procedure 84-35 provides that a partnership that meets the requirements of IRC 
§6231(a)(1)(B) to be exempt from the TEFRA consolidated partnership rules will be considered to 
have shown reasonable cause for late filing if the partnership or any of the partners establishes, if 
requested by the IRS, that all partners fully reported their share of income, deductions and credits on 
a timely filed income tax return.5 

This procedure was adopted in response to the following language found in the Conference 
Committee report related to Section 6698: 

The penalty will not be imposed if the partnership can show reasonable cause for failure to 
file a complete or timely return. Smaller partnerships (those with 10 or fewer partners) will 
not be subject to the penalty under this reasonable cause test so long as each partner fully 
reports his share of the income, deductions, and credits of the partnership. . . . 

In the memorandum, the national office was asked whether this doesn’t, effectively, give such 
partnerships an exemption from having to file a partnership income tax return. 

The memorandum rejects the view that this is a grant of relief from filing. The memorandum points 
out: 

Although Rev. Proc. 84-53 does provide some relief for failure to file a partnership return, 
we disagree that the guidance provides for almost automatic reasonable cause relief for the 
failure to file a partnership return. Generally, the Service does not know whether the 
partnership meets the reasonable cause criteria or qualifies for relief under Rev. Proc. 84-35 
unless and until the partnership files a partnership return or some other document with the 
Service. The individual partners’ income tax returns, even if timely filed and complete, are 

                                                 
3 IRC §§6698(a)(1), 6698(e), Rev. Proc. 2016-55 
4 IRC §6698(a)(1) 
5 Rev. Proc. 84-43, Section 3.01 

https://www.irs.gov/pub/irs-wd/201733013.pdf
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not linked together during their initial processing. Thus, the Service generally does not know 
how many partners are in the partnership or whether all of the partners timely filed their 
income tax returns unless and until the partnership (or one of its partners) is selected for an 
audit. 

The memorandum goes on to note that the Internal Revenue Manual outlines procedures for 
employees to follow before granting this relief. That discussion provides: 

Accordingly, the Service has set forth procedures for applying Rev. Proc. 84-35. See IRM 
20.1.2.3.3.1 (07-18-2016). That section of the IRM provides that the I.R.C. § 6698 penalty 
may be avoided if it is shown that the failure to file a complete or timely return was due to 
reasonable cause, by meeting the following requirements: 

1. The partnership must consist of 10 or fewer partners. To this requirement, a 
husband and wife (or their estate) filing a joint return is considered one partner. 

2. Each partner is either an individual (excluding nonresident aliens), or the estate of 
a deceased partner. 

3. Each partner's items of income, deductions, and credits are allocated in the same 
proportion as all other items of income, deductions, and credits. 

4. The partnership has not elected to be subject to the consolidated audit procedures 
under I.R.C. §§ 6221 through I.R.C. § 6233. 

5. Each partner reported his or her share of partnership income on his or her timely 
filed income tax return. (emphasis added). 

In addition, IRM 20.1.2.3.3.1(3) instructs examiners that when a partner requests abatement 
of the failure to file penalty because the partnership has ten partners or fewer, abate the 
penalty if the partner (or representative) confirms verbally or in writing that— 

1. All partners are qualifying partners, 

2. All partners filed timely returns and included their share of partnership income on 
that return, and 

3. The partnership is not subject to the consolidated (unified) audit procedures 
under I.R.C. §§ 6221 through I.R.C. 6234.20 

Moreover, the IRM instructs examiners that to the greatest extent practical, they should 
validate the taxpayer’s statements by using CFOL to research each partner’s account for 
timely filing, and should not abate the penalty if the examiner finds that any partner filed 
late, or if any partner failed any other requirement. 

The memorandum concludes: 

Requiring taxpayers to meet the requirements of Rev. Proc. 84-53 and IRM 20.1.2.3.3.1 
encourages voluntary compliance by reminding taxpayers of the requirement to timely file 
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partnership returns and their own individual returns and that their individual income tax 
returns include their share of partnership income. 

The memorandum carefully avoids analyzing what was the basic point of the inquiry—that a 
qualifying partnership will face no consequence if it fails to file, aside from correspondence with the 
IRS should the agency discover the existence of the entity. But from a tax administration policy 
standpoint the memorandum position makes sense—if an entity doesn’t file a partnership return the 
IRS may have no evidence at all the entity’s existence, and thus not be aware that the agency may 
want to check that the partnership complies. 

This exception is narrower than many CPAs may believe. The Rev. Proc. notes that “[p]artnerships 
having a trust or corporation as a partner, tier partnerships, and partnerships where each partner's 
interest in the capital and profits are not owned in the same proportion, or where all items of 
income, deductions, and credits are not allocated in proportion to the prorata interests” do not 
qualify for this relief.  

Revenue Ruling 2004-88 provides that partnerships with grantor trust partners, or partners that are 
single member LLCs, do not qualify as “small partnerships” under the TEFRA rules. Since meeting 
the requirements of that provision is a condition for Revenue Procedure 84-35 to apply, a 
partnership with such partners would not qualify for automatic relief even if it had less than 10 
members. 

Similarly, this old Revenue Procedure cannot be reliably cited to get an S corporation out of its late 
filing penalty. The procedure rather clearly notes that it was issued to comply with the Conference 
Committee report discussion related to small partnerships. No similar Congressional discussion of 
exempting similarly “small” S corporations from late filing penalties exists. 

Another problem may loom on the horizon—the version of IRC §6231 referenced in this ruling to 
determine whether a partnership qualifies for relief is repealed and replaced for partnership tax years 
beginning on or after January 1, 2018 as the TEFRA consolidated audit rules go away.  

While the IRS has not mentioned how or whether that will impact the small partnership relief 
ruling, the Service may decide that Congress’s intent in passing the revised partnership audit regime 
is no longer consistent with this grant of relief. Remember that under the new audit rules, a 
partnership is subject to the consolidated audit procedures unless it timely files a return and elects 
not to have the rules apply. Arguably, a partnership that fails to file a return beginning with 2018 tax 
years has forfeited the right to be treated as a small partnership. Certainly, advisers need to watch for 
any signs of whether or how this special small partnership filing relief might change beginning with 
2018 tax years. 
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