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TAX REFORM is a hot button matter in
today’s political landscape and, while Con -
gress has been unable to address meaningful
tax reform, it has managed to pass substantial
tax legislation—mostly in the context of the
deficit-driven budget—which has made sig-
nificant changes to the tax code. Most tax
legislation in the past has been titled as such,
but many of the tax initiatives enacted in
2015 are combined with other types of leg-
islation: the Protecting Americans from Tax
Hikes Act of 2015 (PATH Act),1 the Bipart -
isan Budget Act,2 the Surface Transportation
and Veterans Health Care Choice Improve -
ment Act,3 the Fixing America’s Surface
Trans portation Act (FAST Act),4 and the
2016 Consolidated Ap propriations Act.5

Although new tax legislation may be less dri-
ven by good policy and tax reform than by
budget realities, Congress enacted meaning -
ful changes—including the permanent exten-
sion of important business tax incentives, a

substantial overhaul of the procedures for
examining and collecting taxes from large
partnerships, more meaningful oversight of
the IRS tax-exempt organizations division,
and, for the first time, a provision that will
limit a taxpayer’s ability to obtain a passport
and travel overseas if he or she is considered
“seriously delinquent.”

In 2015, President Barack Obama signed
into law the PATH Act, which retroactively
renewed various provisions of the tax law—
the “tax extenders” provisions that have reg-
ularly expired and then extended retroac-
tively—now making some of these provisions
permanent. These provisions include the state
and local sales tax deduction,6 an above-the-
line deduction for elementary and secondary
school teacher expenses,7 nontaxable IRA
distributions to eligible charities,8 and an
increased deduction for qualified conservation
contributions.9 Various tax credits and other
benefits were increased or adjusted: the earned

income tax credit for parents of three or
more children was increased10 and the earned
income tax credit marriage penalty was re -
duced.11 The American Opportunity tax
credit,12 the child care tax credit13 and exclud-
able employer-provided mass transit and
parking benefits14 were increased.

The PATH Act also made several business
tax extender provisions permanent, including
the research and development credit,15 the
exclusion of all gain on qualified small busi-
ness stock,16 increased deduction for donation
of wholesome food inventory, employer credit
for wages paid to employees called to active
duty in the military, reduction to shareholder
basis for charitable contributions of S cor-
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porations,17 a five-year recognition period
for S corporation built-in gains tax,18 an
active financing income exception to Subpart
F, Regulated Investment Company (RIC)
qualified investment entity treatment, and
exemption from withholding tax of RIC inter-
est-related dividends, and short-term capital
gain dividends paid to nonresident alien indi-
viduals or foreign corporations.19 Indeed,
making these provisions of the tax code per-
manent was one of the most important con-
sequences of the legislation. 

Commentators have observed that the
most important change with the broadest
tax impact is the research and development
credit. This credit gives incentives to busi-
nesses to allocate spending to qualified
research and development by allowing busi-
nesses to credit 20 percent of current-year
qualified research and development spending
that exceeds a threshold amount determined
by gross receipts in earlier years.20 The credit
cannot exceed 10 percent of total spending
on qualified research for the current year. For
example, businesses spending $1 million on
qualified research would receive a $200,000
reduction in their taxes.

In addition to making the research and
development credit permanent, the PATH Act
made two significant changes. First, a quali-
fying small business may take the credit against
FICA payroll tax liability,21 but it must make
an election to apply the credit to FICA tax
liability. Generally, a qualified small business
for this purpose is a C corporation, S corpo-
ration, or partnership with less than $5 million
of gross receipts and no gross receipts for any
of the prior five tax years. In order to deter-
mine whether a business is a qualifying small
business, gross receipts are computed under
Section 448 of the IRC.22 Second, an eligible
small business may apply the credit against
alternative minimum tax liability.23 An eligible
small business for this purpose is defined as
a nonpublicly traded corporation, partnership,
or sole proprietorship with average annual
gross receipts for the last three tax years not
exceeding $50 million.

Prior to the PATH Act, the research and
development credit was available only for
expenditures made before December 31, 2014.
The PATH Act changes apply to expenses
incurred after December 31, 2014. Accord -
ingly, taxpayers who filed fiscal year tax
returns that included a portion of the 2015
calendar year, and who had qualified research
and development expenses, should consider
filing amended returns to take advantage of
the new, increased credit.

The PATH Act also contains several pro-
visions relating to IRS procedures and over-
sight. For example, the IRS commissioner
must now ensure that all IRS employees are
familiar with the Taxpayer Bill of Rights.24

Furthermore, The IRS must terminate employ-
ees who take official action for political rea-
sons25—a provision that may arise from past
issues involving IRS administration of tax-
exempt organizations. IRS employees are
prohibited from using personal e-mail for
IRS business.26 In cases of unauthorized dis-
closure of taxpayer information, the IRS may
disclose whether it has initiated an investi-
gation.27 The IRS also must require employers
to use an identifying number for employees
other than their Social Security numbers on
forms W-2.28 Moreover, the IRS must now
allow enrolled agents to use the titles EA or
enrolled agent.29

Recent changes have also affected chari-
table organizations. The IRS must now for-
mulate procedures for allowing Section 501(c)
organizations receiving adverse determina-
tions to request an administrative appeal.30

The IRS must also create streamlined proce-
dures for Section 501(c)(4) organizations—
i.e., civic leagues and employee associations—
seeking tax-exempt status.31 Additionally,
these organizations must be permitted to seek
review in federal court for revocation of
exempt status.32 Gift tax will not be imposed
on contributions to Sections 501(c)(4) and
501(c)(5) (labor, agricultural, or horticultural)
organizations.33

Notably, the PATH Act contains several
provisions relating to Tax Court procedures
resolving various areas of dispute that have
arisen in past litigation. The PATH Act clarifies
that the Tax Court is independent of the exec-
utive branch and is not an executive branch
agency.34 This is in response to Congress’s
concern about statements made in Kuretski
v. Commissioner.35 In Kuretski, the taxpayers
argued that the president’s authority to remove
Tax Court judges was an unconstitutional
violation of separation of powers. In finding
that such power is not unconstitutional, the
D.C. Circuit Court stated that “the Tax Court
exercises its authority as part of the Executive
Branch.”36 Congress was concerned that the
court’s reasoning in Kuretski may lead the
public to question the independence of the
Tax Court, particularly in relation to the
Department of Treasury or the IRS.

The Tax Court is now authorized to estab-
lish procedures for filing complaints regarding
the conduct of Tax Court judges and special
trial judges, and for the investigation and
resolution of such complaints.37 Under the
PATH Act, the Tax Court is now required
to conduct all proceedings under the Federal
Rules of Evidence.38 Previously, the Tax Court
could conduct proceedings using the rules of
evidence applied by the U.S. District Court
of the District of Columbia.

In the past, the IRS has been criticized
for failing to issue notices of final determi-
nation in cases in which it refused to abate

interest. Without such notice, it was unclear
whether the Tax Court had jurisdiction over
the interest abatement issue. The PATH Act
requires that when the IRS has failed to issue
a notice of final determination on a claim
for interest abatement, taxpayers will still be
permitted to seek review in Tax Court.39

Additionally, small Tax Court cases (S-cases)
will now include review of IRS determinations
not to abate interest if the failure to abate
interest does not exceed $50,000.40

The PATH Act clarifies that spousal relief
and collection due process cases may be ap -
pealed to the U.S. Court of Appeals for the
circuit in which the taxpayer’s legal residence
is located.41 Additionally, when a bankruptcy
petition has been filed and a taxpayer is pro-
hibited from filing a Tax Court petition, the
statute of limitations in spousal relief and col-
lection due process cases will be sus pended.42

Bipartisan Budget Act

In addition to raising the federal debt ceiling,
the Bipartisan Budget Act of 2015 includes
tax provisions that dramatically change the
partnership audit procedures for tax years
beginning after December 31, 2017. Under
the new rules, audit adjustments result in tax
liability at the entity level. Qualifying small
partnerships can elect out of the new rules
and will be audited under the general audit
rules for individuals. To be eligible for the
election, the partnership must have 100 or
fewer qualifying partners (individuals, estate
of a deceased partner, S corporations, or C
corporations).

The Bipartisan Budget Act repeals the Tax
Equity and Fiscal Responsibility Act (TEFRA)
partnership audit rules43 and Elect ing Large
Partnership (ELP) rules,44 replacing them with
new rules intended to streamline partnership
audits and to allow for the first time the col-
lection of income taxes at the partnership
level rather than from the individual part-
ners.45 Under the TEFRA rules, the IRS was
permitted to audit partnerships and determine
partnership income and loss at the partnership
level, but the adjustments were made at the
partner level. TEFRA partnership audits
required significant IRS re sources because to
apply the adjustments determined in the audit,
the IRS had to determine the amount of tax
due, assess the tax, and collect the individual
allocable share of tax from each partner. The
ELP rules were an attempt to simplify the
procedures for larger partnerships, but few
partnerships elected into the ELP rules.

Absent an election out of the new rules
and into an alternative regime, partnership
gain and loss will be computed at the part-
nership level and any “imputed underpayment”
is assessed against the partnership at the highest
statutory rate46 in the year of the audit or
when judicial review of the audit is completed.
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Accordingly, any underpayment of tax is
assessed against and collected from the part-
nership, and the partnership is liable for any
penalties and interest arising from the audit
adjustments. The imputed underpayment may
be reduced in certain circumstances so as to
take into account the filing of a partner’s tax
return that accounts for the audit adjustments,
a tax-exempt partner, or regarding items of
capital gain when a partner that is an individual
and with respect to items of ordinary income
involving a partner that is a C Corporation.47

Materials relat ed to reductions in imputed
underpayments must be submitted within 270
days of the mailing of the notice of proposed
partnership adjustment.48

In addition to the election available to
small partnerships, all partnerships may elect
out of the new rules and into an alternative
regime to take the audit adjustments into
account at the partner level by issuing adjusted
information returns to the audit year partners.
Such election must be made within 45 days
after the issuance of the notice of final part-
nership adjustment. Once this election is made,
it cannot be revoked without IRS consent.49

Surface Transportation and Veterans
Health Care Choice Improvement Act

This act is meant to temporarily extend the
Highway Trust Fund but includes several sig-
nificant tax provisions designed to raise rev-
enue. This act includes several return due
date and reporting provisions, all of which
are effective for tax years beginning after
December 31, 2015. Calendar year partner-
ships and individual tax returns are both due
on April 15. As a result, individuals with
calendar year partnership interests generally
must file their individual tax returns on exten-
sion so they have enough time to prepare
their returns after receiving Schedule K-1
from the partnership. This act requires part-
nerships to file their returns by March 15
rather than April 15,50 providing additional
time to issue Schedule K-1 to taxpayers hold-
ing partnership interests. Return due dates
for C corporations were also changed. C cor-
porations were previously required to file
their returns by March 15, but under the
new return due date rules, C corporations
are now required to file returns by April 15.
Corporations are also now entitled to an
automatic six-month (rather than three-
month) extension of time to file corporate
returns.51 Additionally, the new rules change
the extended due dates for several other
returns:52 partnership returns (Form 1065)
can now be extended to September 15, trust
returns (Form 1041) to September 30, and
tax-exempt organization returns (Form 990)
to November 30.

Taxpayers with a financial interest in or
signature authority over foreign financial

accounts with an aggregate high balance
that exceeds $10,000 at any time during
the calendar year must file FinCen Form
114, Foreign Bank Account Report (FBAR).
Under existing law, FBARs were due by
June 30 of the year following the reporting
year with no extension of time available.
The act makes FBARs for tax years begin-
ning after Decem ber 31, 2015, due by April
15 of the year following the reporting year,
with a single six-month extension to October
15.53 Thus, 2016 FBARs that would other-
wise be due on June 30, 2017, will be due
on April 15, 2017, unless extended to Oc -
tober 15, 2017. This change brings into line
the filing dates of the FBAR form with the
dates of individual tax returns and is ex -
pected to increase compliance with what
has become a very important tool for IRS
international enforcement.

The Surface Transportation and Veterans
Health Care Choice Improvement Act also
contains two significant basis provisions.
Inherited property receives a step up in basis
to the fair market value at the decedent’s
date of death. For estate tax purposes, all of
a decedent’s property must be valued at its
fair market value at the date of death. In
some cases, beneficiaries and estates have
reported different values for the same property
even though the property has been valued
on the same day for both purposes. While
various judicial doctrines arose requiring some
level of consistency,54 this act now statutorily
requires the basis of inherited property to
equal the fair market value of the property
reported on an estate tax return.55 This new
basis consistency rule applies to property
reported on estate tax returns filed after July
31, 2015. To ensure basis is consistent, the
rules also impose a new information return
requirement.56 The executor of an estate
required to file an estate tax return must pro-
vide the IRS and each individual inheriting
an interest in property included in the dece-
dent’s gross estate with a statement identify -
ing the value of the interest in property as
reported on the estate tax return. The same
information must also be provided to certain
beneficiaries. The information return and
statement must be filed by the earlier of 30
days after the due date of the estate tax return
or 30 days after the date the estate tax return
is filed. The IRS may issue regulations on
the new basis reporting rules, but has yet to
do so.

This act also reversed United States v.
Home Concrete & Supply, LLC,57 a recent
U.S. Supreme Court decision. In Home
Concrete, the Supreme Court held that an
understatement of income resulting from an
overstatement of basis does not extend the
three-year statute of limitations to assess tax
to six years, and a treasury regulation stating

that such overstatement of basis extends the
three-year statute on assessment to six years
was not entitled to judicial deference.

Generally, the IRS must assess tax within
three years from the date a return was filed.58

The three-year statute on assessment is ex -
tended to six years when the taxpayer has
made a substantial omission from gross in -
come.59 A substantial omission from gross
income, which extends the statute to six years,
occurs when a taxpayer omits from gross
income an amount in excess of 25 percent of
the amount of gross income stated in the
return.60 The act reversed the Supreme Court’s
holding that a basis overstatement cannot
result in extending the three-year statute to
six years. Under the new rules, an under-
statement of gross income resulting from an
overstatement of basis qualifies as an omission
from gross income for the purposes of extend-
ing the statute of limitations. In Home Con -
crete, the Supreme Court reasoned that the
treasury regulation extending the three-year
statute was not entitled to judicial deference
because a regulation cannot override the
Supreme Court’s prior interpretation of the
statute of limitations in Colony, Inc. v. Com -
missioner. The new rule extending the three-
year statute of limitations is located in the
Internal Revenue Code61 and is effective for
returns filed after July 31, 2015, or returns
filed on or before July 31, 2015, if the statute
in effect prior to the amendments made by
the act has not expired.

FAST Act

The FAST Act, which adds Section 7345 to
the IRC, allows the IRS to limit for the first
time the free travel of individuals who owe
federal taxes.62 The new section prevents “se -
r i  ously delinquent” taxpayers from traveling
abroad. If the IRS certifies to the State Depart -
ment that a taxpayer owes more than $50,000
in assessed taxes, penalties, and interest, the
State Department may revoke, deny, or limit
the taxpayer’s passport. The legislation is sim-
ilar to many state legislative provisions, which
cause taxpayers to lose certain rights—such
as their driver’s license—if the tax bills go
unpaid. Taxpayers are entitled to judicial re -
view by filing a suit in district court or Tax
Court to determine whether the IRS’s certifi-
cation to the State Department was in error.63

Taxpayers may also reverse denials, revoca-
tions, and limits on their passports by paying
the liability, entering into an installment agree-
ment or offer in compromise, or succeeding
in a claim for innocent spouse relief.

2016 Consolidated Appropriations Act

Since our healthcare system has become inex-
tricably intertwined with our tax code, in
2015 the president signed into law the 2016
Consolidated Appropriations Act, which
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includes several healthcare and energy pro-
visions. A 40 percent excise tax (frequently
referred to as the Cadillac tax) was scheduled
to be imposed on providers or administrators
of employer-sponsored health plans that
exceed certain cost thresholds beginning after
December 31, 2017. The Consolidated A -
ppropriations Act delays the effective date
of the Cadillac tax to tax years beginning
after December 31, 2019.64 This act also
makes the Cadillac tax deductible by adding
a provision to the IRC that specifies the tax
code’s list of nondeductible taxes in Section
275 does not apply to the Cadillac tax.
Accordingly, when the Cadillac tax becomes

effective for the 2020 tax year, it will be
deductible.

California Tax Updates

The California legislature made some notable
tax changes to individual, corporate, and
sales tax. For example, the California legis-
lature made permanent the Taxpayers’ Rights
Advocate provisions relating to abatement
of penalties and interest.65 The Taxpayers’
Rights Advocate is now permanently autho-
rized to abate penalties and interest attrib-
utable to Franchise Tax Board (FTB) error
or unreasonable delay. An FTB error that
may result in abatement of penalties and

interest includes erroneous action or inaction
by the board in processing documents filed
or payments made by taxpayers and certain
types of erroneous written advice. The Tax -
payers’ Rights Advocate may grant relief
only if no significant aspect of the error or
delay is attributed to the taxpayer and relief
is not otherwise available. If the Taxpayers’
Rights Advocate grants relief in excess of
$500, the relief must be submitted to an FTB
executive officer for concurrence. The Tax -
payers’ Rights Advocate may not grant relief
in excess of $10,000 per tax year, adjusted
for inflation beginning January 1, 2017. A
refund may be paid as a result of Taxpayers’
Rights Advocate penalty or interest relief
only if the applicable statute of limitations
for a claim for refund remains open as of
the date of the basis for providing Taxpayers’
Rights Advocate relief.66

The California legislature also enacted a
refundable state earned income tax credit 
ap  plicable to tax years 2015 and later.67 The 
Cal  ifornia refundable earned income tax
credit is in modified conformity with the fed-
eral earned income tax credit, allowing eligible
individuals an earned income tax credit and
a refund of the excess credit amount over
individual taxes owed. The amount of the
credit is determined in accordance with
Section 32 of the IRC, although the state has
provided its own nonconforming phase-out
percentages. The refundable amount of the
credit is equal to the portion of the earned
income tax credit allowed by federal law.

Beginning January 1, 2017, employers with
10 or more employees must file income tax
withholding returns and pay withholding tax
electronically, unless a waiver is granted. Be -
ginning January 1, 2018, all employers must
file income tax withholding returns and pay
withholding tax electronically. The Em ploy -
ment Development Department (EDD) may
grant waivers to these requirements if the em -
ployer’s business is not automated, the em -
ployer shows good cause, the employer shows
a current federal exemption from electronic
filing, or the employer shows severe economic
hardship.68

The expansion of the commercialization
of medical marijuana has found its way into
required changes in the sales and use tax
law.69 New state legislation requires the State
Board of Equalization (SBE) to implement a
system for reporting the movement of com-
mercial cannabis and cannabis products
throughout the distribution chain. The system
must, among other things, be capable of pro-
viding at a minimum all of the following
information to the SBE: 1) the amount of
tax due by the designated entity, 2) the name,
address, and license number of the designated
entity that remitted the tax, 3) the name,
address, and license number of the succeeding
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entity receiving the product, 4) the transaction
date, and 5) any other information deemed
necessary by the board for the taxation and
regulation of marijuana and marijuana prod-
ucts. The new sales and use tax provision
was included in a bill aimed at medical mar-
ijuana safety and regulation and assists in
tracking medical marijuana transactions for
sales tax purposes.

Nor are counterfeiters forgotten in the
sales and use tax system. Existing sales and
use tax law imposes a tax on retailers on
their gross receipts from the sale of tangible
personal property sold at retail in California,
or on the storage, use, or other consumption
of tangible personal property purchased from
any retailer for storage, use, or other con-
sumption. Under newly enacted legislation,
a retail sale, or sale at retail, includes a sale
by a convicted seller of tangible personal
property with a counterfeit mark, a coun-
terfeit label, or an illicit label on that property,
or in connection with that sale, regardless
of whether the sale is for resale in the regular
course of business.70 Additionally, “storage”
and “use” each shall include a purchase by
a convicted purchaser of tangible personal
property with a counterfeit mark, a coun-
terfeit label, or an illicit label on that property,
or in connection with that purchase, regard-
less of whether the purchase is for resale in
the regular course of business.71 The new
legislation expands retail sale, sale at retail,
storage, and use to include the terms “coun-
terfeit label” and “illicit label” where existing
law only included the term “counterfeit
mark.”72 Accordingly, the new law expands
taxable retail sales to include more counterfeit
and illicit sales.

While tax reform and simplification are
the stated goals of most in Congress and state
legislatures, the reality of recent tax legislation
is that although meaningful tax reform has
thus far proven to elude the ability of Con -
 gress, our lawmakers continue to add new
tax provisions that raise revenue and make
the tax system more complex.                      �
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