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1 

Section: State Tax 
South Dakota Governor Proposes Bills to Begin Requirement of 
Collection of Tax by Out of State Sellers and Marketplaces on November 
1 

Citation: South Dakota Proposed Revenue Bills 1 and 2, 8/31/18 

As states scramble to begin collecting sales taxes after the Supreme Court’s decision in the case 
of South Dakota v. Wayfair, one state that has not yet been able to begin collecting the tax is, of 
all things, the state of South Dakota itself.  Those who have read the Supreme Court’s decision 
will remember that the decision did not actually formally approve South Dakota’s law and order 
the defendants to pay the taxes.  Rather, the case was sent back down to South Dakota state 
courts to consider other potential objections. 

In order to get around this problem, the Governor of the State of South Dakota has called a 
special session of the state legislature for September 12 and issued two draft pieces of legislation 
to allow the state to begin collecting taxes from remote sellers beginning on November 1, 2018. 

Proposed Revenue Bill #1 would require collection of the sales tax by remote sellers except for 
the three defendants in the Supreme Court case.  It will also revise the law so that the 
requirement to collect the tax cannot be required by the state before November 1, 2018, but 
would otherwise keep the provisions found in the bill that was the focus of the Supreme Court 
decision. 

Proposed Revenue Bill #2 would add to South Dakota’s law a rule applying the collection 
requirement to marketplace sellers, a provision that other states have added to their remote 
seller collection rules.  Under this bill a marketplace seller is defined as: 

For the purposes of this Act, a marketplace provider is any person that facilitates a sale for a 
marketplace seller through a marketplace by: 

(1) Offering for sale by the marketplace seller, by any means, tangible personal property, products 
transferred electronically, or services for delivery into this state; and 

(2) Directly, or indirectly through any agreement or arrangement with third parties, collecting 
payment from a purchaser and transmitting the payment to the marketplace seller, regardless 
of whether the person receives compensation or other consideration in exchange for facilitating 
the sale or providing any other service. 

Marketplace sellers are required to collect and remit sales taxes under the remote seller law. 

Presumably the Governor hopes that this bill will be enacted by the Legislature in the 
September special session and thus those selling over $100,000 of product into South Dakota or 
with more than 200 transactions should plan to begin collecting tax in November. 

https://sdlegislature.gov/docs/interim/2018/documents/DAPP09112018.pdf
https://sdlegislature.gov/docs/interim/2018/documents/DAPP09112018-A.pdf
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Section: 71 
Withdrawal Under Threat of Levy Is Subject to Early Distribution Tax 

Citation: Thompson v. United States, Case No. 3:18-cv-01675, US DC ND CA, 
8/30/18 

Close only counts in horseshoes and hand grenades as the saying goes--and tax relief provisions 
are in neither category as the taxpayer in the case of Thompson v. United States, Case No. 3:18-cv-
01675, US DC ND CA discovered.  The problem arose over an exception to the 10% 
premature distribution tax of IRC §72(t) for distributions made on account of a levy under IRC 
§6331.1 

The exception, found at IRC §72(t)(2)(A)(vii) provides the early distribution tax does not apply 
“made on account of a levy under section 6331 on the qualified retirement plan.” 

IRC §6331(a) describes the levy as follows: 

If any person liable to pay any tax neglects or refuses to pay the same within 10 days after notice and 
demand, it shall be lawful for the Secretary to collect such tax (and such further sum as shall be 
sufficient to cover the expenses of the levy) by levy upon all property and rights to property (except such 
property as is exempt under section 6334) belonging to such person or on which there is a lien provided 
in this chapter for the payment of such tax. Levy may be made upon the accrued salary or wages of any 
officer, employee, or elected official, of the United States, the District of Columbia, or any agency or 
instrumentality of the United States or the District of Columbia, by serving a notice of levy on the 
employer (as defined in section 3401(d)) of such officer, employee, or elected official. If the Secretary 
makes a finding that the collection of such tax is in jeopardy, notice and demand for immediate 
payment of such tax may be made by the Secretary and, upon failure or refusal to pay such tax, 
collection thereof by levy shall be lawful without regard to the 10-day period provided in this section. 

However, before the levy can take place, the IRS is required to give notice in accordance with 
IRC §6331(d) unless the jeopardy assessment provision of IRC §6331(d)(3) applies.  The notice 
in question must be sent at least 30 days before the IRS is allowed to levy the property in 
question.2 

In this case, the taxpayers withdrew more than $1 million from the IRS after receiving the 
notice of intent to levy under IRC §6331(d).  As the District Court opinion states: 

...Plaintiffs state in their Opposition brief (though not in their complaint) that the IRS “took all the 
legally required steps to set in motion a levy, issuing Final Notices/Notices of Intent to Levy on 
December 12, 2012.” Opposition at 3 (emphasis added). Plaintiffs contend the IRS “intended to file a 
potentially ruinous Notice of Federal Tax Lien at an early time” and that this posed a “threat to Mr. 
Thompson’s business, his livelihood and his ability to generate funds sufficient to pay the balance of the 
liability over time.”  

                                                      

1 IRC §72(t)(2)(A)(vii) 
2 IRC §6331(d)(2) 

http://www.currentfederaltaxdevelopments.com/
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However, the Court noted, that the IRS had not actually levied the account in question--merely 
gave notice that they had an intent to do so.  Rather, as the Court noted: 

Here, Plaintiffs’ retirement account was not, in fact, levied and the distribution was triggered not by any 
act of the IRS but by Plaintiffs’ own acts. In other words, Plaintiffs were actively involved in the 
distribution. 

While the taxpayer had cited cases where the exception had been allowed without an actual IRS 
levy, the Court noted that, in those cases, the funds had been taken without the taxpayer’s active 
involvement--such as to satisfy a forfeiture judgment in the case of Murillo v. Commissioner, 75 
T.C.M. (CCH) 1564 (T.C.), aff’d, 166 F.3d 1201 (2d Cir. 1998). 

In a more relevant and recent case, the Tax Court had denied relief where the taxpayer had 
made the actual withdrawal of funds: 

Finally, the tax court’s more recent decision in Willhite v. C.I.R., 98 T.C.M. (CCH) 470 (T.C. 
2009), supports the conclusion that Plaintiffs have not sufficiently alleged a claim under the levy 
exception. In that case, the court found that where the petitioner had withdrawn funds from a qualified 
retirement account after receiving various notices of intent to levy under 26 U.S.C. § 6331(d), the 
withdrawal did not fall within the levy exception. The court in Wilhite distinguished Larotonda and 
Murillo on the basis that the petitioner “initiated, received, and controlled” the early retirement account 
distribution. Id. at *5. It also found that the notices of intention that had been issued under § 6331(d) 
were not sufficient to show that the petitioner had no other choice but to withdraw the funds to pay back 
his taxes, pointing out that there was nothing in the record reflecting that a notice of the petitioner’s 
right to a hearing had been issued under Section 6330(a); because such a hearing is a prerequisite to a 
levy, the Commissioner could not yet levy the petitioner’s assets to satisfy unpaid tax liability. Id. 

As the result makes clear, details matter when dealing with an exception such as this.  Had the 
taxpayers’ IRA accounts actually been levied, no tax under IRC §72(t) would have been due.  
But since they had withdrawn funds and paid the IRS to prevent the levy, they could not receive 
the relief granted by the provision since it only applies to involuntary distributions. 

Section: 162 
IRS Provides for Potential Workaround for Anti-SALT Workaround 
Proposed Regulations 

Citation: News Release IR-2018-178, 9/5/18 

In what can be called an “interesting” news release (IR-2018-178), the IRS clarified that the 
proposed regulations that dealt with a required reduction of charitable contributions for state 
tax credits will not impact deductions claimed for business related payments to charities. 

The IRS notice itself is short and not terribly detailed: 

WASHINGTON — Business taxpayers who make business-related payments to charities or 
government entities for which the taxpayers receive state or local tax credits can generally deduct the 
payments as business expenses, the Internal Revenue Service said today. 

Responding to taxpayer inquiries, the IRS clarified that this general deductibility rule is unaffected by 
the recent notice of proposed rulemaking concerning the availability of a charitable contribution 
deduction for contributions pursuant to such programs. The business expense deduction is available to 
any business taxpayer, regardless of whether it is doing business as a sole proprietor, partnership or 

http://www.currentfederaltaxdevelopments.com/
https://www.irs.gov/newsroom/clarification-for-business-taxpayers-payments-under-state-or-local-tax-credit-programs-may-be-deductible-as-business-expenses
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corporation, as long as the payment qualifies as an ordinary and necessary business expense. Therefore, 
businesses generally can still deduct business-related payments in full as a business expense on their 
federal income tax return. 

Updates on the implementation of the Tax Cuts and Jobs Act (TCJA) can be found on the Tax 
Reform page of IRS.gov. 

However, Treasury Secretary Mnuchin provided a clearer statement regarding the reason for this 
release: 

The IRS clarification makes clear that the longstanding rule allowing businesses to deduct payments to 
charities as business expenses remains unchanged under the Tax Cuts and Jobs Act. The recent 
proposed rule concerning the cap on state and local tax deductions has no impact on federal tax benefits 
for business-related donations to school choice programs.3 

Of course, this reference to a “longstanding rule” has sent many running to uncover just what 
such a rule is.  Much of the guidance that exists arose prior to the Tax Reform Act of 1986 
when a much larger proportion of small businesses were closely-held C corporations. 

The concept is that the expenditure is treated not as a charitable contribution under IRC §170, 
but rather an ordinary and necessary business expense under §162.  A series of Revenue Rulings 
from the 1970s help illustrate the nature of such a business purpose. 

Reg. §1.170A-1(c)(5) contains the general rules for treating an expenditure as a business expense 
rather than as an itemized deduction: 

(5) Transfers of property to an organization described in section 170(c) which bear a direct relationship 
to the taxpayer's trade or business and which are made with a reasonable expectation of financial 
return commensurate with the amount of the transfer may constitute allowable deductions as trade or 
business expenses rather than as charitable contributions. See section 162 and the regulations 
thereunder. 

Taxpayers taking this position, as noted by the regulation provision above, must show two 
things: 

• The expenditure is directly related to the taxpayer’s trade or business and 
• The expenditure is made with a reasonable expectation of financial return that is reasonably 

linked to the payment made. 

A Tax Adviser article from August of 19954, archived at The Free Library, lists a series of 
citations to rulings and cases where a business link was found.  In each case the two tests cited 
above were met. 

                                                      

3 Treasury Secretary Mnuchin Statement on Clarification for Business Taxpayers: Contributions Under State and Local 
Tax Credit Programs Generally Deductible as Business Expenses, U.S. Department of Treasury website, 
https://home.treasury.gov/news/press-releases/sm472, September 5, 2018 
4 Harrison, Robert E., “Payments to charities by business enterprises: Sec. 162 vs. Sec. 170..” The Free 
Library, Retrieved Sep 05 2018 from 
https://www.thefreelibrary.com/Payments+to+charities+by+business+enterprises%3a+Sec.+162+vs.+
Sec.+170.-a017170945  

http://www.currentfederaltaxdevelopments.com/
https://home.treasury.gov/news/press-releases/sm472
https://www.thefreelibrary.com/Payments+to+charities+by+business+enterprises%3a+Sec.+162+vs.+Sec.+170.-a017170945
https://www.thefreelibrary.com/Payments+to+charities+by+business+enterprises%3a+Sec.+162+vs.+Sec.+170.-a017170945
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The listed cases and rulings from that article are reproduced below: 

• Bargain sales of sewing machines by a sewing machine manufacturer to churches, schools and other charitable 
entities, in order to encourage training in the use of sewing machines and enlarge its future market (Singer 
Co., Ct. Cl., 1971).  

• Payments by a travel agency to charitable organization clients when the payments were based on the amount, 
character and profitability of the business received and expected to be received (Marquis, 49 TC 695 
(1968), acq. 1971-2 CB 3).  

• Payments by a corporation to a charitable organization for cooperation and the use of its name in connection 
with the corporation's advertising program. Under the arrangement, the corporation paid the charity a 
specified amount on each unit of the corporation's product for which the purchaser mailed a label to the 
charity (Rev. Rul. 63-73).  

• Payments made by the operator of parimutuel racetracks to local charities of profits earned on certain charity 
days, when the charity days were run to facilitate a favorable vote from the citizens in the area to enable the 
taxpayer to retain its racing license (Rev. Rul. 77-124; cf. Rev. Rul. 72-542).  

• Payments by a stock brokerage business to a charitable organization equal to 6% of brokerage commissions 
received from the charitable organization, when the taxpayer advertised that it was making the payments to 
enable the charitable organization to reduce neighborhood tensions and combat community deterioration in 
the area in which the taxpayer's office was located. The taxpayer believed this advertised policy would 
promote new business and enable it to retain existing business (Rev. Rul. 72-314).  

• Payments by a retail business in a resort city to a governmental oil pollution control fund used for research, 
beautification and advertising, in order to help recover tourist business lost due to oil pollution (Rev. Rul. 
73-113).  

• Payments by an employer corporation to a tax-exempt union educational and cultural charitable trust, when 
the payments were required pursuant to a collective bargaining agreement (Rev. Rul. 74-51).  

• Contributions to a tax-exempt dance company in financial difficulty, when the taxpayer derived substantial 
income from performing services for the dance company (Letter Ruling 9045015).  

• Payments by a supermarket business of 1% of its sales to various civic organizations, churches, government 
entities and charities located in the communities where stores were located, pursuant to a program of 
advertising the donation program in newspapers and on radio and television. The charities were required to 
agree to the use of the charity's name in connection with the advertising (Letter Ruling 9309006).  

One item of interest to note in the above list is that Rev. Rul. 77-124 was issued to distinguish 
the situation found in Rev. Rul. 72-542.  In that ruling, the facts were as follows: 

The taxpayer is a corporation engaged in the business of operating a pari-mutuel race track. The 
corporation is licensed, regulated, and supervised by the Racing Commission of the state where the track 
is operated. The corporation is licensed to operate the track is a predetermined number of days, but 
elected under regulations of the Racing Commission to operate the track one additional day only for 
purposes of charity. Under such regulations, the corporation's election requires it to contribute all of the 
gross amount of that portion of gross receipts of all pari-mutuel wagers retained by it (i.e., a certain 
percentage of the pari-mutuel wagers less the state's tax thereon) from such charity day racing, to a 
charitable corporation, trust, fund or foundation. A foundation was formed by the corporation that 
qualifies as an organization described in section 170(c)(2) of the Internal Revenue Code of 1954. The 
taxpayer's portion of the pari-mutuel wagers from charity day racing was distributed to the foundation. 
There was no expectation of an economic return commensurate with the amount distributed. 

There is no written or verbal lease between the taxpayer and the foundation concerning the use of the 
track facilities during charity day, and the provisions of the general insurance policy issued to the 

http://www.currentfederaltaxdevelopments.com/
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taxpayer provides public liability coverage on charity day. Advertising and promotional activities for 
charity day are provided by the taxpayer. 

The ruling first holds that the amounts received are income to the business under IRC §61. 

In the instant case, the taxpayer and not the foundation is the promoter of charity day since only the 
taxpayer is licensed by the state to operate a pari-mutuel race track. Under the state's regulations, the 
taxpayer could operate the track an additional day over the predetermined number of days allotted to it 
only if the taxpayer contributes its portion of the pari-mutuel wagers to a charitable organization. The 
taxpayer is not an agent for the foundation and is in effect assigning to the foundation earnings derived 
by it from the operation of the charity day racing. 

Accordingly, that portion of gross receipts of all pari-mutuel wagers retained by the taxpayer on charity 
day racing and subsequently distributed to the charitable foundation is income to the taxpayer within 
the meaning of section 61 of the Code. 

However, the real question is what happens to the payment to the charity.  In this case the IRS 
finds the payment does not meet the two tests cited earlier. 

If a taxpayer makes a transfer of property to a charitable organization with a reasonable expectation of 
an economic return to himself in his trade or business, commensurate with the amount of the transfer, 
no deduction under section 170 of the Code is allowable with respect to such transfer and the transfer 
may constitute an ordinary and necessary business expense under section 162 of the Code. See Revenue 
Ruling 72-314, C.B. 1972-1, 44: Conversely, if a taxpayer makes a voluntary transfer of property to 
a charitable organization without expectation of a commensurate economic return to him in his trade or 
business, the deductibility of the transfer is determined under section 170 of the Code, and no deduction 
under section 162 of the Code is allowable with respect to such transfer. 

Whether a particular transfer was made with a reasonable expectation of an economic return 
commensurate with the amount of the transfer is a question of fact. In the instant case, the taxpayer did 
not expect a commensurate economic return from the amount distributed to the foundation. 

Accordingly, the amount of pari-mutuel wagers retained by the taxpayer on charity day racing and 
distributed to the charitable foundation is not deductible as an ordinary and necessary business expense 
by the taxpayer under section 162(a) of the Code. However, such amount is deductible as a charitable 
contribution under section 170 of the Code, subject to the conditions and limitations contained in section 
170 of the Code. 

Presumably if there was a state credit available in this situation for the transfer to the charity, the 
charitable contribution deduction would have to be reduced by the amount of the credit. 

Conversely, the Secretary’s statement implies (though never explicitly states) that no such 
reduction would be necessary for a credit against state taxes for a transfer in the list of situations 
cited in the 1995 Tax Adviser article.  A Wall Street Journal article describing the release did 
indicate that this would be the result.  As the article states: 

But owners of partnerships and other businesses whose owners pay their business income taxes through 
their individual returns are subject to the $10,000 cap. By using the state tax-credit programs and the 

http://www.currentfederaltaxdevelopments.com/
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clarification issued on Wednesday, they could essentially turn nondeductible state taxes into deductible 
business expenses.5 

Of course, if this reading is correct that brings up another question--would the states that were 
initially the target of the proposed regulations be able to modify their programs to create such a 
business deduction case?  That could be especially true for programs in high tax states based on 
pre-existing programs, such as the one in Oregon for college scholarship systems or, assuming it 
is signed into law, a similar program that passed the state legislature in California that would 
increase the college access credit from 50% to 75% of the amount of donation. 

Section: 167 
Seismic Survey Costs Are Costs to Be Amortized, Not Intangible Drilling 
Costs, per IRS Memorandum 

Citation: CCA 201835004, 8/31/18 

In CCA 201835004 the question was posed regarding whether seismic surveys information 
obtained to determine the placement of offshore gas and oil development wells should be 
treated as geological and geophysical costs, amortizable under §167(h), or as intangible drilling 
costs, deductible under IRC §263(c). 

The CCA describes the facts of the situation as follows: 

Based on information acquired from exploration wells, the joint owners of both fields sanctioned 
development in late Year 5, including drilling development wells. In Year 6, Taxpayer approved net 
funding of $d million for the acquisition of a Seismic Survey of the A and B fields, which covered an 
area of approximately e offshore blocks (approximately f square miles) within each of the A and B 
project areas. Taxpayer used the data generated by the Seismic Survey to optimize placement of 
development wells in the A and B fields. 

The taxpayer claimed the costs of the expenditures as intangible drilling costs under IRC §263(c) 
which allows for an immediate deduction of the expenditure.  That provision reads: 

Notwithstanding subsection (a), and except as provided in subsection (i), regulations shall be prescribed 
by the Secretary under this subtitle corresponding to the regulations which granted the option to deduct 
as expenses intangible drilling and development costs in the case of oil and gas wells and which were 
recognized and approved by the Congress in House Concurrent Resolution 50, Seventy-ninth Congress. 
Such regulations shall also grant the option to deduct as expenses intangible drilling and development 
costs in the case of wells drilled for any geothermal deposit (as defined in section 613(e)(2)) to the same 
extent and in the same manner as such expenses are deductible in the case of oil and gas wells. This 
subsection shall not apply with respect to any costs to which any deduction is allowed under section 59(e) 
or 291. 

The related regulations are found at Reg. §1.612-4.  As the IRS describes in the advice: 

Section 1.612-4(a) provides that IDCs incurred by an operator in the development of oil and gas 
properties may at his option be chargeable to capital or to expense. If the taxpayer chooses to expense 

                                                      

5 Richard Rubin, “IRS Clarification Eases Deduction Limits for Some Business Owners,” Wall Street 
Journal website, https://www.wsj.com/articles/irs-clarification-eases-deduction-limits-for-some-business-
owners-1536177440?mod=searchresults&page=1&pos=1, September 5, 2018 

http://www.currentfederaltaxdevelopments.com/
https://www.irs.gov/pub/irs-wd/201835004.pdf
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https://www.wsj.com/articles/irs-clarification-eases-deduction-limits-for-some-business-owners-1536177440?mod=searchresults&page=1&pos=1
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IDCs, the taxpayer also has an option to elect to amortize the IDCs ratably over 60 months under § 
59(e). 

Section 1.612-4(a) applies to all expenditures made by an operator incident to and necessary for the 
drilling of wells and the preparation of wells for the production of oil or gas. These costs include costs 
incurred by operators of any drilling or development work performed for them by contractors under any 
form of contract, including turnkey contracts. Examples of items to which this option applies are, all 
amounts paid for labor, fuel, repairs, hauling, and supplies, which are used: 

(1) In the drilling, shooting, and cleaning of wells; 

(2) In such clearing of ground, draining, road making, surveying, and geological works as are 
necessary in preparation for the drilling of wells; and 

(3) In the construction of such derricks, tanks, pipelines, and other physical structures as are 
necessary for the drilling of wells and the preparation of wells for the production of oil or gas. 

Additionally, 1.612-4(a) provides that in general, this option applies only to expenditures for those 
drilling and developing items which in themselves do not have a salvage value. For the purpose of this 
option, labor, fuel, repairs, hauling, supplies, etc., are not considered as having a salvage value, even 
though used in connection with the installation of physical property which has a salvage value. 

The IRS in examination was arguing that these are actually geological and geophysical costs that 
must be capitalized and amortized under IRC §167(h)(1).  That provision reads: 

Any geological and geophysical expenses paid or incurred in connection with the exploration for, or 
development of, oil or gas within the United States (as defined in section 638) shall be allowed as a 
deduction ratably over the 24-month period beginning on the date that such expense was paid or 
incurred. 

The memorandum looked to resolve the issue of which IRC provision was the proper one to 
apply in this case.  The memorandum concluded that, in fact, such expenditures were not 
intangible drilling costs under IRC §263(c), but rather must be amortized as geological and 
geophysical costs under IRC §167(h). 

First, the memorandum argues that the plain meaning of IRC §167(h) includes development 
geological and geophysical costs, pointing that the inclusion of the phrase “or development of” 
in IRC §167(h)(1) “indicates that Congress intended to include the cost of geological and 
geophysical expenditures during the development phase of an oil and gas project.”  

The memorandum applies this logic to the facts of this situation as follows: 

The application of the plain language of § 167(h) to our case is straightforward. The Seismic Survey 
was conducted over a significant area of interest within two project areas. It involved no drilling and was 
not used to site specific wells. The costs of the Seismic Survey were “incurred in connection with the 
exploration for, or development of, oil or gas within the United States (as defined in § 638).” 
Therefore, the costs are geological and geophysical expenditures within the meaning of § 167(h). 

Section 167(h)(3) provides an exclusive method of cost recovery for G&G expenditures. Except as 
provided within § 167(h), no depreciation or amortization deduction is allowed with respect to such 
payments. 

http://www.currentfederaltaxdevelopments.com/
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The key issue to the IRS is that the expenses were not incurred with regard to a specific well, 
even if would eventually lead to wells being drilled.  Thus, the argument goes, the expenses are 
not intangible drilling costs under IRC §263(c) for any particular well. 

The memorandum also finds that the legislative history of IRC §167(h) did not exclude 
developmental costs from the amortizable geological and geophysical costs.  Rather, looking at 
the Conference Report from the legislation that enacted IRC §167(h), the IRS concludes 
Congress relied upon prior IRS administrative guidance in the area: 

In the Conference Agreement that accompanied the enactment of § 167(h), Congress relied heavily upon 
prior IRS administrative rulings noting that they “have provided further guidance regarding the 
definition and proper tax treatment of G&G costs.”66 The Conference Agreement discusses in detail 
the guidance provided in Revenue Ruling 77-188,67 which describes a typical G&G exploration 
program as containing certain activities. The ruling describes the activities undertaken by a taxpayer 
conducting an exploration program in one or more identifiable project areas. The taxpayer selects a 
specific project area from which G&G data are desired to conduct a reconnaissance-type survey utilizing 
various G&G exploration techniques. These techniques are designed to yield data that will afford a 
basis for identifying specific geological features with sufficient mineral potential to merit further 
exploration. Each separable, noncontiguous portion of the original project area in which such a specific 
geological feature is identified is a separate “area of interest.” The taxpayer seeks to further define the 
geological features identified by the prior reconnaissance-type surveys by additional, more detailed, 
exploratory surveys conducted with respect to each area of interest. For this purpose, the taxpayer 
engages in more intensive geological and geophysical exploration employing methods that are designed to 
yield sufficiently accurate sub-surface data to afford a basis for a decision to acquire or retain properties 
within or adjacent to a particular area of interest or to abandon the entire area of interest as unworthy 
of development by mine or well. 

While Revenue Ruling 77-188 refers to this sequence of events as an exploration program, this last 
phase of activity is analogous to the Seismic Survey undertaken by Taxpayer in this case. Revenue 
Ruling 77-188 states that the taxpayer may acquire or retain a property within or adjacent to an area 
of interest, based on data obtained from a detailed survey that does not relate exclusively to any discrete 
property within a particular area of interest. Revenue Ruling 77-188 requires the taxpayer in this 
situation to allocate the entire amount of G&G costs to the acquired or retained property as a capital 
cost under § 263(a). With the enactment of § 167(h) as the exclusive method for recovering G&G 
expenditures, the costs of the Seismic Survey are G&G expenditures within the meaning of § 167(h). 

Finally, the memorandum cites case law that it argues supports the amortization of such costs: 

The present case is analogous to Louisiana Land & Exploration Co. v. Commissioner.68 As 
discussed above, in that case, the Tax Court used the acquisition or retention standard to determine 
whether geophysical survey costs are capital in nature. The taxpayer owned a property for ten years and 
then incurred costs for a geological survey to determine whether subsurface structures on the property 
justified drilling for oil and gas. The Tax Court determined that the cost of the geological survey must 
be capitalized because it resulted in the acquisition or retention of a capital asset. Importantly, the Tax 
Court noted that “[t]his survey was not connected with the drilling of any particular well or wells and 
was not confined to any restricted area which had been tentatively singled out as the location of a well.” 
Conversely, the Tax Court noted that the IDC option “is directed to the costs of preparations for the 
drilling of particular wells after the drilling has been at least tentatively decided upon, which 
preparations are far removed from over-all geophysical exploration such as we are here considering.” 
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In the present case, the A field was discovered over a decade before development began. An earlier set of 
surveys were conducted years before Taxpayer incurred costs to acquire the Seismic Survey. The Seismic 
Survey generated data from a broad area of the seafloor within two distinct project areas. Taxpayer then 
used the data generated by the Seismic Survey to optimize placement of development wells in the A and 
B fields. Taxpayer did not use this data to prepare for the drilling of a specific well or wells but to 
determine where generally to drill within two project areas. Accordingly, under the rationale of 
Louisiana Land & Exploration Co. v. Commissioner, the costs that Taxpayer incurred to acquire the 
Seismic Survey are G&G expenditures. 

Section: 401 
DOL and IRS Ordered to Consider Modifications to Retirement Plan 
Rules 

Citation: Executive Order on Strengthening Retirement Security in America, 
8/31/18 

On August 31, 2018 the President signed an executive order entitled “Executive Order on 
Strengthening Retirement Security in America” that was aimed at increasing the number of employees 
being offered retirement programs via their employer and to slow the required distributions 
from such plans.  The order contains instructions for the Department of Labor and Treasury 
Department to consider various revisions to requirements related to qualified retirement plans. 

The broad areas addressed in the guidance are: 

• Expanding access to Multiple Employer Plans and Other Retirement Plan Options 
• Qualification Requirements for Multiple Employer Plans 
• Improving the Effectiveness of and Reducing the Cost of Furnishing Required Notices 

and Disclosures 
• Updating Life Expectancy and Distribution Period Tables for Purposes of Required 

Minimum Distribution Rules 

The order argues that broadening access to multi-employer plans would help reduce costs and 
thus encourage small employers to adopt such programs.  The order states: 

Expanding access to multiple employer plans (MEPs), under which employees of different private-sector 
employers may participate in a single retirement plan, is an efficient way to reduce administrative costs 
of retirement plan establishment and maintenance and would encourage more plan formation and 
broader availability of workplace retirement plans, especially among small employers. 

To expand access, the order provides the following directive to the Department of Labor: 

(i)   The Secretary of Labor shall examine policies that would: 

(1)  clarify and expand the circumstances under which United States employers, especially 
small and mid-sized businesses, may sponsor or adopt a MEP as a workplace retirement 
option for their employees, subject to appropriate safeguards; and 

(2)  increase retirement security for part-time workers, sole proprietors, working owners, and 
other entrepreneurial workers with non-traditional employer-employee relationships by 
expanding their access to workplace retirement plans, including MEPs. 

http://www.currentfederaltaxdevelopments.com/
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(ii)  Within 180 days of the date of this order, the Secretary of Labor shall consider, consistent with 
applicable law and the policy set forth in section 1 of this order, whether to issue a notice of proposed 
rulemaking, other guidance, or both, that would clarify when a group or association of employers or 
other appropriate business or organization could be an “employer” within the meaning of section 3(5) of 
the Employee Retirement Income Security Act of 1974 (ERISA), 29 U.S.C. 1002(5). 

Another issue the order addresses is the risk that a failure by a single employer to meet all the 
qualification requirements may put the entire program at risk.  Thus, the order contains an 
additional directive to the Department of Labor in this area: 

Within 180 days of the date of this order, the Secretary of the Treasury shall consider proposing 
amendments to regulations or other guidance, consistent with applicable law and the policy set forth in 
section 1 of this order, regarding the circumstances under which a MEP may satisfy the tax 
qualification requirements set forth in the Internal Revenue Code of 1986, including the consequences if 
one or more employers that sponsored or adopted the plan fails to take one or more actions necessary to 
meet those requirements.  The Secretary of the Treasury shall consult with the Secretary of Labor in 
advance of issuing any such proposed guidance, and the Secretary of Labor shall take steps to facilitate 
the implementation of any guidance, as appropriate and consistent with applicable law. 

The order also argues that various disclosure and notice rules may be both unduly costly and fail 
to provide needed information to participants due to complexity.  The order states: 

Similarly, reducing the number and complexity of employee benefit plan notices and disclosures currently 
required would ease regulatory burdens.  The costs and potential liabilities for employers and plan 
fiduciaries of complying with existing disclosure requirements may discourage plan formation or 
maintenance.  Improving the effectiveness of required notices and disclosures and reducing their cost to 
employers promote retirement security by expanding access to workplace retirement plans. 

To accomplish this goal, the order provides the following directive to the Departments of Labor 
and Treasury: 

Within 1 year of the date of this order, the Secretary of Labor shall, in consultation with the Secretary 
of the Treasury, complete a review of actions that could be taken through regulation or guidance, or 
both, to make retirement plan disclosures required under ERISA and the Internal Revenue Code of 
1986 more understandable and useful for participants and beneficiaries, while also reducing the costs 
and burdens they impose on employers and other plan fiduciaries responsible for their production and 
distribution.  This review shall include an exploration of the potential for broader use of electronic 
delivery as a way to improve the effectiveness of disclosures and to reduce their associated costs and 
burdens.  If the Secretary of Labor finds that action should be taken, the Secretary shall, in 
consultation with the Secretary of the Treasury, consider proposing appropriate regulations or guidance, 
consistent with applicable law and the policy set forth in section 1 of this order. 

Finally, the order looks to attempt to allow participants to take funds from retirement plans 
more slowly.  The order argues that current distributions rules are outdated, forcing funds out 
faster than is prudent: 

Outdated distribution mandates may also reduce plan effectiveness by forcing retirees to make excessively 
large withdrawals from their accounts — potentially leaving them with insufficient savings in their later 
years. 
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The order concludes by providing the following directive to the Department of Treasury 
regarding considering an update to life expectancy tables used for the distributions: 

Within 180 days of the date of this order, the Secretary of the Treasury shall, consistent with applicable 
law and the policy set forth in section 1 of this order, examine the life expectancy and distribution 
period tables in the regulations on required minimum distributions from retirement plans (67 Fed. Reg. 
18988) and determine whether they should be updated to reflect current mortality data and whether 
such updates should be made annually or on another periodic basis. 

Note that, in this case, unless the Treasury decouples the tables for qualified plans from those 
used for IRAs, also allow for a slower payout from IRA accounts.  This raises the possibility, 
though not the certainty, that required minimum distribution amounts for 2019 might be 
reduced for payments from IRAs. 

Section: 1291 
§1291(a) Gains Allocated to Prior Years Are Not Included in 
Determining Applicability of Six-Year Statute 

Citation: Toso, et al v. Commissioner, 115 TC No. 4, 9/4/18 

In the case of Toso, et al v. Commissioner, 115 TC No. 4, the Tax Court considered issues related to 
passive foreign investment company (PFIC) gains.  Specifically, the Court looked at how gains 
taxed under the rules of IRC §1291(a) will be counted for purposes of determining if there is a 
substantial omission from gross income under IRC §6501(e)(1)(A)(i) that would allow for a six-
year statute of limitations. 

IRC §6501(e)(1)(A) provides: 

(e) Substantial omission of items 

Except as otherwise provided in subsection (c)— 

(1) Income taxes 

In the case of any tax imposed by subtitle A— 

(A) General rule 

If the taxpayer omits from gross income an amount properly includible therein 
and— 

(i) such amount is in excess of 25 percent of the amount of gross income 
stated in the return, or 

(ii) such amount— 

(I) is attributable to one or more assets with respect to which 
information is required to be reported under section 6038D (or 
would be so required if such section were applied without regard 
to the dollar threshold specified in subsection (a) thereof and 
without regard to any exceptions provided pursuant to 
subsection (h)(1) thereof), and 

(II) is in excess of $5,000, 
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the tax may be assessed, or a proceeding in court for collection of such tax 
may be begun without assessment, at any time within 6 years after the 
return was filed. 

Gains on the sale of passive foreign investment corporation stock is taxed under special rules 
found at IRC §1291(a) that provides: 

(a) Treatment of distributions and stock dispositions 

(1) Distributions 

If a United States person receives an excess distribution in respect of stock in a passive foreign 
investment company, then— 

(A) the amount of the excess distribution shall be allocated ratably to each day in 
the taxpayer’s holding period for the stock, 

(B) with respect to such excess distribution, the taxpayer’s gross income for the 
current year shall include (as ordinary income) only the amounts allocated under 
subparagraph (A) to— 

(i) the current year, or 

(ii) any period in the taxpayer’s holding period before the 1st day of the 
1st taxable year of the company which begins after December 31, 1986, 
and for which it was a passive foreign investment company, and 

(C) the tax imposed by this chapter for the current year shall be increased by the 
deferred tax amount (determined under subsection (c)). 

The gain is allocated over the entire holding period of the stock, with that allocated to the 
current year taxed as an ordinary income and is included in ordinary income.  All remaining gain 
is taxed under the special deferred gain rules found at IRC §1291(c). 

The IRS argued that all gain (both that from the current year and that from prior years) is 
included in determining the applicability of the six-year statute. The taxpayer argued that, by the 
explicit terms of IRC §1291(a)(1)(B)(i), only the current year portion is included in gross income 
under IRC §61 and, therefore, the gain taxed under IRC §1291(c) does not impact the 
applicability of the six-year statute. 

The Tax Court agreed with the taxpayer that the plain language of the provisions in question 
require excluding the gains outside the current year from the calculation of omitted income in 
determining if the six-year statute of IRC §6501(e)(1)(A)(i) applies.  The opinion states: 

Because current-year PFIC gains are included in gross income under section 1291, they are counted in 
the section 6501(e)(1)(A)(i) gross income amount. Similarly, because non-current-year PFIC gains are 
not included in gross income under section 1291 for any year, non-current-year PFIC gains are not 
counted in gross income for purposes of section 6501(e)(1)(A)(i). 

The IRS argued for a contrary result.  The Tax Court described the IRS’s position as follows: 

On brief respondent argues for a different result, contending that any noncurrent-year PFIC gain is 
gross income and that section 1291 merely “provides for the calculation of the tax and interest owed on 
that portion of gross income from the sale of the PFIC stock [i.e., non-current-year PFIC gain].” 
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Consequently, respondent contends, we should add all non-current-year PFIC gains to the section 
6501(e)(1)(A)(i) gross income calculation because such gains would have been included in “gross 
income” if section 1291 were not in the Code.  

The Tax Court rejected that view, pointing out that pretending that §1291(a) is not in the Code 
is not an option given the plain language of the provisions involved. 

But section 1291 is in the Code, and, as the more specific provision, it governs the more general terms of 
section 61. See D.B. v. Cardall, 826 F.3d 721, 735 (4th Cir. 2016) (“As a rule of statutory 
construction, * * * the specific terms of a statutory scheme govern the general ones * * * particularly * * 
* where ‘Congress has enacted a comprehensive scheme and has deliberately targeted specific problems 
with specific solutions’[.]” (quoting RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 566 
U.S. 639, 645 (2012))). There is no apparent reason to deviate from the text of section 1291, which 
provides that only current-year PFIC gain is included in the taxpayer’s gross income for the current 
year, or to ignore the specific method employed in section 1291 for taxing non-current-year PFIC gains, 
which does not include those gains in gross income for any year. Accordingly, we decline to adopt a 
reading of sections 1291 and 6501 that would define “gross income” differently for purposes of the 
statute of limitations than it would for calculating the tax on sales of PFIC stocks. 

The IRS countered that this result runs counter to the purpose of §6501(e)(1).  The agency 
argued that IRC §1291 was added to the law in order to prevent taxpayers from favoring 
investments in foreign corporations over those in domestic mutual funds.  Thus, since income 
from mutual funds and the sales of the funds are included in the calculation of gross income for 
purposes of §6501(e)(1). 

But the Tax Court pointed out that, in fact, the provisions of §1291 do not result in treating a 
PFIC as if it were a domestic mutual fund.  While Congress may have discussed the impact on 
domestic mutual funds, the actual treatment is not the same.  As the Court concludes: 

For these reasons, we conclude that respondent’s policy concerns provide no basis for a different 
interpretation of sections 1291 and 6501(e)(1)(A)(i). If, as respondent suggests, there are competing 
policy considerations as to how the statute of limitations should apply in this context, it is the role of the 
legislature, rather than of this Court, to evaluate and address any such policy considerations. 
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