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Section: 45S 
IRS Issues Notice on Using Credit for Paid Leave Programs 

Citation: Notice 2018-71, 9/24/18 

Guidance has been issued by the IRS for employers looking to claim a credit under IRC §45S 
for paid family and medical leave in Notice 2018-71.  This provision was added to the law for 
two years as part of the Tax Cuts and Jobs Act (TCJA) enacted in late 2017. 

Under the Family and Medical Leave Act of 1993 (FMLA) an employee is required to grant 
covered employees up to 12 weeks of leave for certain medical issues arises related to their 
health or that of certain related persons.  However, an employer is not required to pay 
employees while on such leave.  Rather, FMLA was meant to assure the employee had a job to 
return after coming back from such leave. 

As an incentive to employers to pay employees at least a portion of their salaries during the 
leave period, TCJA added a credit available for 2018 and 2019 for employers that adopt 
qualified programs.  The amount of the credit is described in the Notice as follows: 

Section 45S(a)(1) provides that, in the case of an eligible employer, the credit is an amount equal to the 
applicable percentage of the amount of wages paid to qualifying employees during any period in which 
the employees are on family and medical leave. Under section 45S(a)(2), the term “applicable 
percentage” means 12.5 percent increased (but not above 25 percent) by 0.25 percentage points for each 
percentage point by which the rate of payment exceeds 50 percent. 

Under section 45S(b)(3), the amount of family and medical leave that may be taken into account with 
respect to any qualifying employee for any taxable year may not exceed 12 weeks. Section 45S(b)(1) 
provides that the credit with respect to any qualifying employee for any taxable year cannot exceed an 
amount equal to the product of the employee's normal hourly wage rate for each hour (or fraction 
thereof) of actual services performed for the employer and the number of hours (or fraction thereof) for 
which family and medical leave is taken.1 

The notice begins by roughly describing the requirements for such programs. 

To be eligible to claim the credit, an employer must have a written policy that satisfies certain 
requirements. First, the policy must cover all qualifying employees; that is, all employees who have been 
employed for a year or more and were paid not more than a specified amount during the preceding year. 
In general, in determining whether an employee is a qualifying employee in 2018, the employee must not 
have had compensation from the employer of more than $72,000 in 2017. Second, the policy must 
provide at least two weeks of annual paid family and medical leave for each full-time qualifying 
employee and at least a proportionate amount of leave for each part-time qualifying employee. Third, the 
policy must provide for payment of at least 50 percent of the qualifying employee’s wages while the 
employee is on leave. Fourth, if an employer employs qualifying employees who are not covered by title I 
of the FMLA, the employer’s written policy must include language providing “non-interference” 
protections, as described in Section A of this notice. Thus, the written policy must incorporate the 
substantive rules that must be met in order for an employer to be eligible for the credit. 
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Any leave paid by a State or local government or required by State or local law is not taken into 
account for any purpose in determining the amount of paid family and medical leave provided by the 
employer. Thus, any such leave is not taken into account in determining the amount of paid family and 
medical leave provided by the employer, the rate of payment under the employer’s written policy, or the 
determination of the credit.  

The Notice indicates that it provides guidance on the following topics: 

This notice includes sections on the following topics: 

A. Eligible Employer 

B. Family and Medical Leave 

C. Minimum Paid Leave Requirements 

D. Calculating and Claiming the Credit 

E. Effective Date 

The Notice consists of a series of questions and answers on those topics. 

An employer does not have to be subject to Title I of FMLA in order to qualify for the credit.  
Rather, an employer is eligible if it has a qualified written policy in place to provide paid family 
and medical leave, satisfies the minimum paid leave requirements and, if applicable, contains 
non-interference language.2 

The Notice describes requirements for the written program as follows: 

An eligible employer's written policy must provide paid family and medical leave, as described in Section 
B of this notice (Q&A-8 through Q&A-11) and must satisfy the minimum paid leave requirements 
set forth in Section C of this notice (Q&A-12 through Q&A-21). In summary, an eligible employer's 
written policy must provide all qualifying employees with at least two weeks of paid family and medical 
leave (prorated for part-time employees), at a rate of at least 50 percent of the employee's normal wages, 
as these terms are defined and described in more detail in Sections B and C of this notice. In addition, 
if the employer employs any qualifying employees, as defined in Q&A-12, who are not covered by title I 
of the FMLA, the employer's written policy must include “non-interference” language, as set forth in 
Q&A-3.3 

If the employer has employees not required to be covered by the FMLA leave rules, the 
following special rules apply to the program if that employer wishes to be eligible for the credit.  
The Notice provides: 

If an employer employs at least one qualifying employee who is not covered by title I of the FMLA 
(including any employee who is not covered by title I of the FMLA because he or she works less than 
1,250 hours per year), in accordance with section 45S(c)(2), the employer must include “non-
interference” language in its written policy and comply with this language to be an eligible employer. 
This requirement applies to: (a) an employer subject to title I of the FMLA that has at least one 
qualifying employee who is not covered by title I of the FMLA, and (b) an employer not subject to title 
I of the FMLA (that, thus, has no employees covered by title I of the FMLA). The  “non-
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interference” language must ensure that the employer will not interfere with, restrain, or deny the 
exercise of, or the attempt to exercise, any right provided under the policy, and will not discharge, or in 
any other manner discriminate against, any individual for opposing any practice prohibited by the 
policy. The following “non-interference” language is an example of a written provision that would satisfy 
section 45S: 

[Employer] will not interfere with, restrain, or deny the exercise of, or the attempt to exercise, 
any right provided under this policy. [Employer] will not discharge, or in any other manner 
discriminate against, any individual for opposing any practice prohibited by this policy.4 

In order to be eligible to claim the credit for payments made related to a particular 
employee’s leave, the plan generally must be in place prior to the beginning of that 
leave.5  However, a special rule applies to determine the effective date of the plan in 
2018, since the IRS is only providing guidance in late September of 2018.  The Notice 
provides: 

For an employer's first taxable year beginning after December 31, 2017, a written leave 
policy or an amendment to a policy (whether it is a new policy for the taxable year or an 
existing policy) will be considered to be in place as of the effective date of the policy (or 
amendment), rather than a later adoption date, if (a) the policy (or amendment) is adopted on 
or before December 31, 2018, and (b) the employer brings its leave practices into compliance 
with the terms of the retroactive policy (or retroactive amendment) for the entire period covered 
by the policy (or amendment), including making any retroactive leave payments no later than 
the last day of the taxable year.6 

The paid leave provided for in the plan must meet certain requirements listed in the Notice: 

For an employer to be eligible to claim the credit, an employer's written policy must meet certain 
minimum requirements with respect to paid family and medical leave, as described in section 45S(c)(1) 
and (c)(2). These requirements are: 

(1) the policy must provide at least two weeks of annual paid family and medical leave to all 
qualifying employees who are not part-time employees, and at least a proportionate amount of 
paid family and medical leave to qualifying employees who are part-time employees, 

(2) the policy must require a rate of payment that is not less than 50 percent of the wages 
normally paid to the qualifying employee for services performed for the employer, and 

(3) if the employer employs one or more qualifying employees who are not covered by title I of 
the FMLA, the employer's written policy also must include the “non-interference” language 
described in Q&A-3. 

Under section 45S(c)(4), any leave that is paid by a State or local government or required by State or 
local law is not taken into account for any purpose in determining the amount of paid family and 
medical leave provided by the employer.7 

                                                      

4 Notice 2018-71, Q&A 3 
5 Notice 2018-71, Q&A 5 
6 Notice 2018-71, Q&A 6 
7 Notice 2018-71, Section C 

http://www.currentfederaltaxdevelopments.com/


4 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

The Notice provides that the law does not require that employees be given specific notice of the 
employer’s policy in this area, but if the employer does make any communication to employees 
the policy is only going to qualify if the communication is designed to reach all eligible 
employees.8 

To qualify for the credit, the plan must limit its use to FMLA purposes. If the plan allows other 
sorts of paid leave, the plan will not qualify for the credit even if the leave is actually used for an 
FMLA approved purpose.9 

The Notice provides two examples of acceptable plans and one not acceptable arrangement: 

Example 1. Facts: Employer's written policy provides six weeks of annual paid leave for the birth of 
an employee's child, and to care for that child (an FMLA purpose). The leave may not be used for any 
other reason. No paid leave is provided by a State or local government or required by State or local law. 

Conclusion: Employer's policy provides six weeks of family and medical leave under section 45S. 

Example 2. Facts: Employer's written policy provides three weeks of annual paid leave that is 
specifically designated for any FMLA purpose and may not be used for any other reason. No paid 
leave is provided by a State or local government or required by State or local law. 

Conclusion: Employer's policy provides three weeks of family and medical leave under section 45S. 

Example 3. Facts: Employer's written policy provides three weeks of annual paid leave for any of the 
following reasons: FMLA purposes, minor illness, vacation, or specified personal reasons. No paid 
leave is provided by a State or local government or required by State or local law. 

Conclusion: Employer's policy does not provide family and medical leave under section 45S because the 
leave is not specifically designated for one or more FMLA purposes and can be used for reasons other 
than FMLA purposes. This is true even if an employee uses the leave for an FMLA purpose. 

However, there is a limited exception provided for a plan that provides for leave to care for a 
class of individuals beyond those for which FMLA leave is required.  For instance, a plan that 
grants leave to care for a grandchild or grandparent, in addition to relatives covered by the 
FMLA rule, would still be an eligible plan.10 

The Notice provides the following example of such a plan: 

Example. Facts: Employer's written policy provides four weeks of annual paid leave to care for family 
members with a serious health condition. The policy's definition of “family members” includes the 
individuals specified in the FMLA (spouse, children, and parents), and also includes grandparents, 
grandchildren, and domestic partners. Employee uses one week of annual paid leave to care for her 
grandmother, and at a later time, uses one week of annual paid leave to care for her son. 

Conclusion: Employer's policy provides paid leave specifically designated for an FMLA purpose. 
Although the paid leave taken by Employee to care for her grandmother is not family and medical leave 
under section 45S, and Employer may not claim the credit for this leave, the paid leave taken by 
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Employee to care for her son is family and medical leave under section 45S for which Employer may 
claim the credit, assuming all other requirements for the credit are met. 

The plan cannot exclude any class of otherwise eligible employees.  As the examples note, this 
means that if an employer has an insured short-term disability program that does not apply to 
any pre-existing conditions an employee might have had before entering the program, it will not 
qualify for the credit: 

Example 1. Facts: Employer has an insured short-term disability plan that provides disability benefits 
to any employee who becomes disabled after having completed six months of continuous service. Under 
the plan, a disability caused by, or resulting from, a pre-existing condition is not covered if the disability 
begins in the first 12 months after the effective date of coverage. For purposes of the plan, a pre-existing 
condition is one for which an employee consulted a physician, received medical treatment, or took 
prescribed drugs in the three months immediately prior to the effective date of coverage. The exclusion 
from coverage for pre-existing conditions applies to all employees of the employer during the applicable 
12-month period. 

Conclusion: Employees subject to the pre-existing condition exclusion are effectively not covered under 
the plan when they first become qualifying employees. In addition, in some cases, the requirement that 
an employee complete six months of continuous service might exclude some qualifying employees. 
Therefore, the plan will not in all cases cover all qualifying employees, and Employer may not claim the 
credit under section 45S for paid family and medical leave provided under the written policy with respect 
to any employees. 

Example 2. Facts: Same facts as in Example 1, except that Employer adopts a written policy that 
provides for paid leave to any qualifying employee who is not covered under the short-term disability 
plan as a result of the six months of service requirement or the pre-existing condition exclusion. This 
leave is paid from Employer's general assets and the length of the paid leave is the same as the leave 
that would have been available under the short-term disability plan if neither the six months of service 
requirement nor the pre-existing condition exclusion applied to a qualifying employee. 

Conclusion: Taking into account the leave available under Employer's insured short-term disability 
plan and Employer's supplemental self-insured paid leave arrangement as permitted under Q&A-4, 
Employer's written policy does not exclude any classification of qualifying employees and, assuming all 
other requirements for the credit are met, Employer may claim the credit under section 45S for paid 
family and medical leave provided under the written policy.11 

The Notice provides the following examples for calculating the “applicable percentage”: 

Example 1. Facts: Employer's written policy provides each qualifying employee with four weeks of 
annual paid family and medical leave at a rate of payment of 75 percent of the wages normally paid to 
the employee. 
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Conclusion: Because the rate of payment under the policy exceeds 50 percent by 25 percentage points, 
the base applicable percentage of 12.5 percent is increased by 6.25 percent (.25 percent multiplied by 
25), for an applicable percentage of 18.75 percent. 

Applicable Percentage = 12.5 percent + (0.25 percent x 25) =   
12.5 percent + 6.25 percent = 18.75 percent 

Example 2. Facts: Same facts as Example 1, except that Employer's written policy provides each 
qualifying employee who has at least 10 years of service a rate of payment of 100 percent of the wages 
normally paid to the employee for services performed by the employer, rather than 75 percent. 

Conclusion: Because the rate of payment for a qualifying employee who has at least 10 years of service is 
100 percent (which is 50 percentage points greater than 50) the base applicable percentage for these 
employees is increased by 12.5 percent (0.25 percent multiplied by the 50). The applicable percentage 
with respect to such an employee is therefore 25 percent (the base percentage of 12.5 percent, plus 12.5 
percent). For a qualifying employee who has less than 10 years of service, the applicable percentage is the 
same as determined in Example 1. 

Calculation for employee who has at least 10 years of service: 

Applicable Percentage=12.5 percent + (0.25 percent x 50) =  
12.5 percent + 12.5 percent = 25 percent12 

The Notice goes on to provide the following examples for calculating the credit: 

Example 1. Facts: Employer pays wages to Employee that qualify as a research expense for purposes 
of determining the amount of Employer's research credit under section 41(a). The research credit under 
section 41(a) is a general business credit allowed under section 38. Some of the wages paid to Employee 
for the performance of qualified services under section 41(b) were paid while Employee was on family 
and medical leave. 

Conclusion: For purposes of determining the amount of Employer's credit under section 45S, Employer 
must exclude from the wages paid while Employee was on family and medical leave any wages treated 
as a qualified research expense for purposes of determining the amount of Employer's research credit 
under section 41(a). 

Example 2. Facts: Employer is tax-exempt under section 501(a) as an educational organization 
described in section 501(c)(3). Employment with Employer is not employment for purposes of FUTA 
tax pursuant to section 3306(c)(8); thus, compensation paid by Employer is not FUTA wages within 
the meaning of section 3306(b). Although Employer is exempt from federal income tax under section 
501(a), it earns unrelated business taxable income from a trade or business that is not substantially 
related to the performance of Employer's exempt purpose. Employer maintains a written paid leave 
policy that provides at least two weeks of paid family and medical leave to all qualifying employees, 
including those performing services for the unrelated trade or business. Employer would like to claim the 
credit against its unrelated business income tax liability. 

Conclusion: Because Employer does not pay FUTA wages within the meaning of section 3306(b), 
compensation paid by Employer does not constitute wages for purposes of section 45S(g). Consequently, 
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amounts paid by Employer to its employees while on paid family and medical leave are not eligible for 
the credit.13 

Employers who claim the credit must reduce the deduction for wages by the amount of credit 
claimed.14 

The credit will be claimed by the employer on Form 8994, Employer Credit for Paid Family and 
Medical Leave, and Form 3800, General Business Credit.15 

Section: 132 
Qualified Moving Expenses Incurred in 2017 Can Be Reimbursed by 
Employer Tax Free in 2018 

Citation: Notice 2018-75, 9/21/18 

Employer reimbursement of an employee’s moving expenses are no longer excludable from 
income under the Tax Cuts and Jobs Act.  But the law was not totally clear on whether the 
exclusion would apply for reimbursements paid in 2018 for moves conducted in 2017.  In 
Notice 2018-75 the IRS clarified that reimbursements made by an employer in 2018 for 
amounts paid in 2017 would continue to be excludable under the pre-TCJA rules. 

IRC §132(a)(6) provides: 

(a) Exclusion from gross income 

Gross income shall not include any fringe benefit which qualifies as a -- …  

(6) qualified moving expense reimbursement, …  

However, the Tax Cuts and Jobs Act added IRC §132(g)(2) which states: 

(g) Qualified moving expense reimbursement 

For purposes of this section -- … 

(2) Suspension for taxable years 2018 through 2025 

Except in the case of a member of the Armed Forces of the United States on active duty who 
moves pursuant to a military order and incident to a permanent change of station, subsection 
(a)(6) shall not apply to any taxable year beginning after December 31, 2017, and before 
January 1, 2026. 

The law is silent on whether that exclusion was meant to apply to all payments received after 
December 31, 2017, or only for reimbursements related to expenses incurred after December 
31, 2017.  As payroll departments take time to process such payments, the issue arises for a 
number of employees and employers where a 2017 move had expenses finally reimbursed in 
2018. 
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The Notice decides that the law should apply only to 2018 moves--so that either payments 
made related to moves that took place in 2017 or reimbursements paid for such moves are 
excludable from the employee’s income even if the actual payment takes place in 2018: 

This notice provides that the suspension of the exclusion in section 132(a)(6) applies only to payments 
or reimbursements for expenses incurred in connection with moves that occurred after December 31, 
2017. Thus, if an individual moved in 2017 and the expenses for the move would have been deductible 
by the individual under section 217 as in effect prior to the amendments made by the Act if they had 
been paid directly by the individual in 2017, and the individual did not deduct the moving expenses, 
then the amount received (directly or indirectly) in 2018 by the individual from an employer as payment 
for or reimbursement of the expenses will be a qualified moving expense reimbursement under section 
132(g)(1). As such, the payment or reimbursement of the expenses is excludable from income as a 
qualified moving expense reimbursement under section 132(a)(6), and the amount is both excludable 
from wages under sections 3121(a)(20), 3306(b)(16), and 3401(a)(19) and excludable from 
compensation under section 3231(e)(5). 

All well and good, but what if an employer had already treated such payments as taxable to the 
employee?  Since such payments were likely made early in 2018, employers were forced to make 
a decision at that point if they would be taxable and it’s likely a number decided it was safest to 
treat them as taxable. 

In that case, the IRS provides the following in the Notice: 

Employers that have included such amounts in individuals' wages or compensation for purposes of 
federal employment taxes and have withheld and paid federal employment taxes on these amounts may 
use the adjustment process under section 6413 or the refund claim process under section 6402 to correct 
the overpayment of federal employment taxes on these amounts (for information on these adjustment and 
refund claim processes see the regulations under these sections, Rev. Rul. 2009-39, 2009-52 I.R.B. 
951 (2009), Publication 15 (Circular E), Employer's Tax Guide, and the Instructions for Form 
941-X, Adjusted Employer's QUARTERLY Federal Tax Return or Claim for Refund). 

Section: 274 
IRS Publishes Revised Special Per Diem Rates for Period from October 
1, 2018 to September 30, 2019 

Citation: Notice 2018-77, 9/26/18 

The IRS in Notice 2018-77 provided updated special per diem effective for the period from 
October 1, 2018 to September 30, 2019.  These special rates include the rate for the special 
transportation industry meals and incidental expenses (M&IE) rate, the rate for the incidentals-
only deduction and the rates and list of high-cost localities for purposes of the high-low 
substantiation method. 

The special transportation industry rates for 2018-2019 are $66 for any locality of travel in the 
continental United States and $71 for any locality of travel outside the continental United States.  
These rates are the same as applied in the prior year.  The general rules for qualifying to use 
these rates and how to use them are found in Section 4.04 of Revenue Procedure 2011-47. 

The incidentals only rate for 2018-2019 is set at $5.  Again, this rate as the same as it was for the 
prior year.  The provisions applicable to using this rate are found in Section 4.05 of Revenue 
Procedure 2011-47. 

http://www.currentfederaltaxdevelopments.com/
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The high-low rates for 2018-2019, to be used in lieu of the general per diem substantiation 
method, are $287 for any high-cost locality and $195 for travel to any other locality within the 
continental United States, both representing very minor increases over the prior year.  The 
portion of the above amounts treated as paid for meals are $71 for travel to a high-cost locality 
and $60 for any other location within the continental United States.  These amounts increased 
by $3 over the amounts for the prior two years. 

Section 5.2 of the notice provides the 2018-2019 list of high-cost localities.  Some localities are 
high-cost only for a portion of the year, with this fact noted in the listing. Section 5.3 provides a 
list of localities that were added and removed from the high cost list, as well as those where the 
time period during the year the high rate is applicable has been modified. 

Section: 6015 
IRS Agent Found to Be Innocent Spouse, Not Liable for Taxes on Ex-
Spouse's Omitted W-2 Income 

Citation: Merlo v. Commissioner, TC Summary Opinion 2018-47, 9/24/18 

An IRS agent was found to be qualified for innocent spouse relief in the case of Merlo v. 
Commissioner, TC Summary Opinion 2018-47.  That was true even though the IRS agent had 
prepared the tax return in question as the couple was in the midst of divorcing. 

This all began with a notice that the agent received related to the 2011 joint return.  As the Tax 
Court notes: 

Respondent mailed a notice of deficiency to petitioner and intervenor (Merlos) determining that for 2011 
they had failed to report $4,628 in taxable wages that intervenor had received from Prudential 
Insurance Co. of America (Prudential), as had been reported to respondent on a Form W-2, Wage 
and Tax Statement, filed by Prudential. Petitioner timely petitioned for redetermination, averring that 
he had no knowledge of, and had not received, the Form W-2 or the income referenced in the notice of 
deficiency. He further averred that the Form W-2 “references a different taxpayer and social security 
number”. 

Respondent later learned that the “different taxpayer” was petitioner's former spouse (now the 
intervenor) with whom petitioner had filed a joint return for 2011.  

The IRS took the agent’s response as a request for innocent spouse relief under IRC §6015(c), 
which provides a limited form of innocent spouse relief for a taxpayer that had filed a joint 
return but now is no longer married to the individual in question.  When it applies, the taxpayer 
is relieved of liability for items not allocable to that spouse. 

IRC §6015(c)(3)(C) limits this relief in certain cases, as it provides: 

If the Secretary demonstrates that an individual making an election under this subsection had actual 
knowledge, at the time such individual signed the return, of any item giving rise to a deficiency (or 
portion thereof) which is not allocable to such individual under subsection (d), such election shall not 
apply to such deficiency (or portion). This subparagraph shall not apply where the individual with 
actual knowledge establishes that such individual signed the return under duress. 

In this case, the missing income arose from a W-2 that was issued in the name of the taxpayer’s 
former spouse.  As well, there was no contention that the requesting spouse had signed the 

http://www.currentfederaltaxdevelopments.com/
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return under duress.  So the only real question was whether the agent had knowledge of this 
income when he prepared the tax return. 

The actual W-2 income for the year was detailed in the Court’s opinion: 

For 2011 the Merlos received wage income totaling $112,674 consisting of: (1) $106,863 in wages 
paid to Mr. Merlo by the Department of the Treasury for his work as a revenue agent for the Internal 
Revenue Service (IRS), (2) $1,182 in wages paid to Ms. Nelson by Ethan Allen, Inc. (Ethan 
Allen), and (3) $4,629 in disability income paid to Ms. Nelson by Prudential, which Prudential 
reported as wage income on a Form W-2. 

The Prudential disability income was the item that ultimately was not reflected on the tax return 
in question. 

The taxpayers ended up racing to meet the October 15 filing deadline due to the couple 
separating following the end of 2011 but before their tax returns were filed.  As the Court notes: 

Sometime before April 15, 2012, the Merlos timely filed a Form 4868, Application for Automatic 
Extension of Time To File U.S. Individual Income Tax Return, extending the due date of their 2011 
Federal income tax return to October 15, 2012. Shortly thereafter, in May 2012, Ms. Nelson moved 
out of the marital residence and filed for divorce. Between the divorce filing and early October 2012 the 
Merlos seldom spoke, lived in separate households, and communicated primarily through their divorce 
counsel. 

On October 12, 2012, three days before the return due date as extended, Mr. Merlo sent an email to 
his counsel for forwarding to Ms. Nelson. In the email he inquired whether Ms. Nelson wished to file a 
joint return with him for 2011. The email also stated: “I believe the information for * * * [Ms. 
Nelson] is correct. A paper return does require the Form W-2 for * * * [Ms. Nelson] be attached 
which I do not have.” Attached to the email was a draft of the Merlos’ 2011 Federal income tax 
return (draft Federal return) prepared by Mr. Merlo, which reported $112,674 as the Merlos’ total 
wage income. Mr. Merlo also attached to the draft Federal return a worksheet he had prepared that 
listed Ms. Nelson’s wages from Ethan Allen and his wages from the Department of the Treasury as 
the only sources of the Merlos’ total wage income of $112,674. On his worksheet Mr. Merlo treated 
Ms. Nelson’s wages from Ethan Allen as $5,811 in reaching the total wages figure of $112,674 
because Ms. Nelson had at some point advised him that she had total wages for 2011 in that amount. 

The soon-to-be former spouse (Ms. Nelson) replied on October 14, 2012, leading to three email 
exchanges.  She agreed to file a joint return and indicated certain changes should be made to the 
draft federal return, which Mr. Merlo made. 

However, Ms. Nelson noted an issue when she reviewed the proposed state income tax return.  
As the Court noted: 

Mr. Merlo also prepared a draft of the Merlos’ 2011 Michigan income tax return (draft Michigan 
return). The Schedule W, 2011 Michigan Withholding Tax Schedule, attached to the draft Michigan 
return listed the components of the Merlos’ total wage income of $112,674 as coming from two sources: 
wages of $106,863 from the Department of the Treasury attributable to Mr. Merlo and wages of 
$5,811 from Ethan Allen attributable to Ms. Nelson. 

Early on the morning of October 15, 2012, the due date for filing the 2011 return, Mr. Merlo 
emailed Ms. Nelson the draft Federal return and draft Michigan return for her to review for accuracy. 
Ms. Nelson responded by text, informing Mr. Merlo that he had misstated her wages from Ethan 
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Allen on the draft returns as equal to $5,811 rather than $1,182, the correct figure. Mr. Merlo, now 
believing the draft returns to be incorrect, revised them by reducing Ms. Nelson’s wage income from 
$5,811 to $1,182, a $4,629 difference. Mr. Merlo thereafter emailed Ms. Nelson a revised draft 
Form 1040 worksheet for her to review at 7:20 a.m. The worksheet listed the Merlos’ wage income as 
$108,045, consisting of $106,863 in wages from the Department of the Treasury and $1,182 in 
wages from Ethan Allen. 

This introduced the error--while it was true that Ms. Nelson’s Ethan Allen wages were only 
$1,182, her total wages had been correct on the original worksheet.  The return omitting the 
amount paid from Prudential was eventually filed as noted by the Court: 

Mr. Merlo agreed to leave copies of the revised Federal and Michigan returns for Ms. Nelson to sign at 
the residence they had previously occupied together. Ms. Nelson confirmed with Mr. Merlo that she 
needed to attach her Form W-2 for the Ethan Allen wages to the returns, and he clarified that the 
Form W-2 needed to be attached only to the Federal return. The Merlos’ Federal return was timely 
filed on October 15, 2012, reporting total wage income as $108,045. 

The IRS concluded that Mr. Merlo was entitled to innocent spouse relief.  Not surprisingly Ms. 
Nelson, who now would be the sole party the IRS would look to collect the deficiency from, 
objected.  The question was simple:  was Mr. Merlo aware of the $4,629 of disability income 
from Prudential when he filed the return? 

The Tax Court agreed with the IRS in this case, noting: 

We conclude that it has not been established by a preponderance of the evidence that Mr. Merlo had 
actual knowledge of the omitted Prudential income. Mr. Merlo testified that he believed Ms. Nelson’s 
only source of wage income for 2011 was Ethan Allen and that he was unaware that she had received 
any disability income from Prudential during that year. He further testified that Ms. Nelson had orally 
advised him at some point that her total wage income for that year was $5,811. Thus, Mr. Merlo 
contends, when he sent Ms. Nelson the draft Federal return with a worksheet indicating that her 
Ethan Allen wages were $5,811 and she responded by asserting that the correct figure was $1,182, he 
believed his initial figure was erroneous and adjusted it to $1,182. In so doing he reduced reported 
income by $4,629 — the amount of the omitted Prudential income. 

The opinion noted that there was evidence that backed up the agent’s assertion that he was not 
aware of the Prudential income, including evidence that Ms. Nelson’s responses had reasonably 
led the agent to conclude the original draft return had overstated Ms. Nelson’s wages: 

Mr. Merlo’s testimony is corroborated by contemporaneous documentation. The worksheet attached to 
the draft Federal return and the Schedule W attached to the draft Michigan return, both prepared by 
Mr. Merlo, listed $5,811 as Ms. Nelson’s wages from Ethan Allen. That figure actually represented 
the total of Ms. Nelson’s Ethan Allen wages of $1,182 and her Prudential income of $4,629, but 
Mr. Merlo’s having listed the total as all coming from Ethan Allen confirms that he believed Ethan 
Allen was the source of all of Ms. Nelson’s wage income at the time he prepared the 2011 return. 
Moreover, in his email of October 12, 2012, he advised the couple’s respective divorce counsel that he 
did not have any Form W-2 from her. At the time that was not a self-serving statement. 

Mr. Merlo’s lack of knowledge of the Prudential income is supported circumstantially as well. Ms. 
Nelson maintained a separate bank account during 2011. It can be readily inferred that she deposited 
her checks from Prudential there, which removes a means by which Mr. Merlo could have obtained 
actual knowledge of the income. Moreover, in contrast to her having worked at Ethan Allen, she could 
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have applied for and obtained disability benefits without Mr. Merlo’s having become aware of these 
actions. 

We are persuaded that Mr. Merlo’s lack of knowledge of Ms. Nelson’s Prudential income and his 
good-faith belief that the only source of her wage income was Ethan Allen are what caused him to 
adjust her total wage income downward from $5,811 to $1,182 when she advised him that the latter 
figure was the correct amount of her wage income from Ethan Allen. 
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