163 T.C. 1-45

UNITED STATES
TAX COURT

REPORTS

Vol. 163 No. 1

July 1, 2024, to
July 31, 2024

UNITED STATES TAX COURT

WASHINGTON, D.C.







JUDGES OF THE UNITED STATES TAX COURT

Chief Judge
KATHLEEN KERRIGAN
Judges
MAURICE B. FOLEY ELIZABETH A. COPELAND
RonNaLDp L. BucH COURTNEY D. JONES
JOSEPH W. NEGA EMIN TORO
Cary DouacLAs PugH TrAVIS A. GREAVES
TAMARA W. ASHFORD ALINA I. MARSHALL
PaTrICK J. URDA CHRISTIAN N. WEILER

Senior Judges recalled to perform judicial duties under the
provisions of section 7447 of the Internal Revenue Code:

MARY ANN COHEN JOSEPH ROBERT GOEKE
JAMES S. HALPERN MAaRrk V. HOLMES

JUAN F. VASQUEZ DAVID GUSTAFSON

JOSEPH H. GALE EL1ZABETH CREWSON PARIS
MicHAEL B. THORNTON RICHARD T. MORRISON

L. PAIGE MARVEL ALBERT G. LAUBER

Special Trial Judges
LEwis R. CARLUZZO, Chief Special Trial Judge

PETER J. PANUTHOS JENNIFER SIEGEL
DiaNa L. LEYDEN ZACHARY FRIED
ApaMm B. LANDY

CHARLES G. JEANE, Clerk

SHEILA A. MURPHY, Reporter of Decisions






JULY TABLE OF CASES

Berman, ANINIE .........eueiviiiiiiiieiiiiieeeeeeeeeeeeeee e
Berman, Edward L. and Ellen L. .........coooeiiiiiiiiiiiieeeeeeeeeeeeee,
LaRosa, Catherine L. ......ccccccvieiiiiiiiiiiiiiiieiececccccirrrererereeee e e e






REPORTS
OF THE
UNITED STATES TAX COURT

EDWARD L. BERMAN AND ELLEN L. BERMAN, PETITIONERS v.
COMMISSIONER OF INTERNAL REVENUE, RESPONDENT

ANNIE BERMAN, PETITIONER v. COMMISSIONER OF
INTERNAL REVENUE, RESPONDENT

Docket No. 202-13, 388-13. Filed July 16, 2024.

On Ps’ respective federal income tax returns for the 2002
taxable year, Ps reported that they each were electing under
LR.C. § 1042 to defer recognition of approximately $4 million
of gains on their respective sales of stock to an employee stock
ownership plan (ESOP) in that year. Ps’ stock was sold in
exchange for promissory notes under which no payment was
made in the year of sale and payments of approximately
$450,000 (to each P) were made the following year (2003). On
their respective federal income tax returns for the 2003 taxable
year, Ps each reported purchasing qualified replacement prop-
erty (QRP), see I.R.C. § 1042(c)(4), in amounts sufficient to defer
recognition under L.R.C. § 1042 of the approximately $4 million
of gain each realized on the 2002 stock sales. However, in
2003 Ps each also engaged in purported loan transactions for
which their QRP served as purported collateral. Ps now do
not dispute that the purported loans constituted sales of their
QRP in 2003. R issued notices of deficiency to Ps for 2003
through 2008. For 2003 the notices determined that Ps had
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unreported long-term capital gain of approximately $4 million
each, i.e., the entire gains on their 2002 sales of stock that
they had reported as deferred for both 2002 and 2003, less the
$415,000 fee each paid to engage in the purported loan trans-
action now conceded to have been a sale. On cross-motions for
partial summary judgment with respect to 2003 and 2004, Ps
argue that they did not make valid I.LR.C. § 1042 elections or,
if the elections were valid, then because the sales of stock to
the ESOP in 2002 were installment sales, see L.R.C. § 453, they
are entitled to report the gains triggered under I.R.C. § 1042(e)
by the 2003 sales of the QRP under the installment method.
R seeks partial summary judgment to the effect that Ps made
valid elections under I.R.C. § 1042 with respect to the gains
realized on the stock sales and that, consequently, the timing
and amount of the gain recognition must be determined under
IL.R.C. § 1042(e). Held: Ps made valid I.R.C. § 1042 elections on
their 2002 returns to defer the gains realized on their respec-
tive sales of stock to an ESOP in that year. Held, further,
because Ps did not affirmatively elect not to have the income
from the installment sales of their stock taken into account
under the installment method and also made deferral elections
under I.R.C. § 1042, the gain that must be recognized upon
the disposition of their QRP in 2003 is determined under the
installment method and equals that proportion of the payments
Ps received in 2003 which Ps’ gross profits on the sales of their
stock bear to the total price to be received for the stock. Held,
further, the gains that would be recognized under the install-
ment method for 2003 are initially deferred pursuant to I.R.C.
§ 1042(a), requiring corresponding adjustments to the bases of
their QRP under I.LR.C. § 1042(d) equal to the amounts of the
deferred gains. Held, further, Ps’ sales of their QRP in 2003
cause recapture of the installment sale gains initially deferred
under L.R.C. § 1042(a). Held, further, because Ps disposed of
their QRP in 2003, the gains they must recognize for 2004
are determined under the installment method and are equal to
that proportion of the payments Ps received in 2004 which Ps’
gross profit on the sales of their stock bears to the total price
to be received for the stock.

Brian G. Isaacson, for petitioners.
Jonathan E. Behrens, Scott A. Hovey, and Warren P.
Simonsen, for respondent.

OPINION

GALE, Judge: These consolidated cases are before us on the
parties’ Cross-Motions for Partial Summary Judgment. See
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Rule 121.1 The Motions present an issue of first impression
concerning the interplay of the income deferral provisions of
section 1042—which generally permits an electing taxpayer
to defer recognition of realized gain on the sale of stock to an
employee stock ownership plan (ESOP), provided he acquires
qualified replacement property (QRP) within a specified
period—and section 453—which dictates, unless the taxpayer
affirmatively elects not to have the provision apply, that the
gain from any disposition of property, where at least one
payment is to be received after the close of the taxable year
in which the disposition occurs, shall be taken into account
under the installment method, which generally defers gain
until the year or years when payment is received.

In 2002 petitioners Edward L. (Edward) and Ellen
L. Berman (Docket No. 202-13) and Edward’s cousin,
Annie Berman (Annie) (Docket No. 388-13),2 each sold stock
to an ESOP for $4,150,000 in which they had bases of $27,428,
thereby realizing a gain of $4,122,572 each. As payment,
each received a $4,150,000 promissory note, on which a first
payment of $449,277 was made in 2003. Although they now
argue to the contrary, petitioners made valid elections under
section 1042 on their 2002 federal income tax returns to defer
recognition of the gain each realized for 2002. Effecting that
deferral required that they purchase QRP (at a cost equal to
or exceeding the realized gain) within 12 months of the stock
sales, a period that extended into their 2003 taxable year. On
their 2003 returns they reported the acquisition of sufficient
qualified replacement property in 2003 within the replace-
ment period, ostensibly qualifying them to defer recognition
of the entire $4,122,572 gain each realized on the stock sales,
pursuant to section 1042.

However, also during 2003 petitioners used the QRP in
so-called Derivium 90% loan transactions; that is, they

1 Unless otherwise indicated, statutory references are to the Internal
Revenue Code, Title 26 U.S.C., in effect at all relevant times, regulation
references are to the Code of Federal Regulations, Title 26 (Treas. Reg.), in
effect at all relevant times, and Rule references are to the Tax Court Rules
of Practice and Procedure, in effect at all relevant times.

2 Ellen L. Berman is a party to this case only by virtue of having filed
joint federal income tax returns with Edward for 2003-08 (years at issue).
Unless otherwise indicated, all references to petitioners hereinafter are to
Edward and Annie.
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pledged the QRP as collateral for purported loans equal to
90% of the property’s value with the purported lender retain-
ing the remaining 10% as a fee. The repayment terms of the
purported loans were such that this and other courts have
consistently held that the purported loans were sales of the
property pledged as collateral. See Calloway v. Commissioner,
135 T.C. 26 (2010), aff'd, 691 F.3d 1315 (11th Cir. 2012); see
also Landow v. Commissioner, T.C. Memo. 2011-177; Sollberger
v. Commissioner, T.C. Memo. 2011-78, aff’d, 691 F.3d 1119 (9th
Cir. 2012); Shao v. Commissioner, T.C. Memo. 2010-189. Peti-
tioners do not now dispute that the Derivium 90% loan trans-
actions in which they engaged using the QRP constituted
sales of that property.

Under section 1042(e) a taxpayer’s sale of QRP triggers a
recapture of the previously deferred gain. (This is accomplished
through the imposition of a basis reduction rule whereby the
taxpayer’s basis in the QRP is reduced by the amount of the
realized gain for which recognition is deferred. See § 1042(d).)
Citing the section 1042(e) recapture rule, respondent takes
the position that petitioners’ sale of the QRP in 2003 requires
them to recognize the entire $4,122,572 of gain each deferred,
notwithstanding the fact that each had received a payment of
only $449,277 for the stock in that year (and nothing in 2002).
Petitioners contend that because they disposed of their stock
in installment sales, they are entitled to recognize any gains
on the sales—no longer shielded by section 1042—under the
installment method. In that event, the gains they are required
to recognize for 2003 would be that proportion of the $449,277
payment each received in 2003 which the gross profit on the
sale bears to the total contract price. See § 453(c). For the
reasons discussed hereinafter, we agree with petitioners.

Background

There is no dispute as to the following facts,® which are
drawn from the parties’ pleadings; summary judgment papers,

3 Petitioners each reported on their 2003 returns that they had acquired
approximately $4,150,000 worth of floating rate notes (FRNs)—an amount
equal to the gains they each realized from the sale of their ESOP stock.
The approximately $4,150,000 in FRNs each reported consisted of Colgate
Palmolive FRNs costing approximately $1 million, Merck & Co. FRNs cost-
ing approximately $1,075,000; Gillette FRNs costing $1 million, and UPS
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as supplemented; and Stipulations of Facts (and Exhibits
attached thereto) filed previously.# At the time they filed their
respective Petitions, Edward L. and Ellen L. Berman resided
in New York, and Annie Berman resided in Florida.

I. 2002
A. Sale of EEM. Lawrence Stock to E.M. Lawrence ESOP
1. EM. Lawrence ESOP

On September 1,2002, E.M. Lawrence, Ltd. (E.M. Lawrence),?
a New dJersey corporation, established the E.M. Lawrence,
Ltd. Employee Stock Ownership Plan (E.M. Lawrence ESOP).

2. Revocation of E.M. Lawrence’s S Election

For 2002 E.M. Lawrence was a fiscal year taxpayer with
a taxable year from September 1, 2002, to August 31, 2003.
In a letter addressed to the Internal Revenue Service (IRS)
service center in Holtsville, New York, dated November 7,
2002, Edward, acting in his capacity as chief executive officer
(CEO) of E.M. Lawrence, wrote the following:

FRNs costing $1,075,000. They maintained that position in their respective
Petitions. However, petitioners thereafter filed Amended Petitions averring
that they did not in fact acquire ownership of the Colgate Palmolive FRNs
or the Merck & Co. FRNs. They maintain that position in their Motions for
Partial Summary Judgment. Consequently, petitioners’ acquisition of the
foregoing FRNs is a disputed fact. We therefore confine our holdings herein
to the Gillette and UPS FRNs, the acquisition and disposition of which are
undisputed.

4 Certain matters were deemed stipulated pursuant to Rule 91(f).

5The Court’s review of petitioners’ 2002 returns after the Partial
Summary Judgment Motions were filed revealed that E.M. Lawrence, the
corporation whose shares petitioners sold to the ESOP, was reported to
be an S corporation for some or all of that year. A taxpayer may elect
section 1042(a) only with respect to a sale of “qualified securities,” and
section 1042(c)(1) defines that term to mean certain securities “issued by
a domestic C corporation.” See Small Business Job Protection Act of 1996,
Pub. L. No. 104-188, § 1316(d)(3), 110 Stat. 1755, 1786 (amending section
1042(c)(1)(A) by striking “domestic corporation” and inserting “domestic
C corporation”). Therefore, the Court directed the parties to supplement
their respective motions by addressing whether the record supports a find-
ing for purposes of summary judgment that E.M. Lawrence was a domestic
C corporation at the time petitioners sold their ESOP shares. We discuss
E.M. Lawrence’s tax status at the time of the sale and its impact on section
1042 elections infra pp. 19-23.
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E.M. Lawrence, Ltd., a New Jersey corporation (“Corporation”) has
previously made the S Corporation election. The Corporation hereby
revokes its election under IRC Section 1362(a).l6! This revocation shall
take effect on September 1, 2002.

Attached to the letter were shareholder consents to the revo-
cation executed by Edward and Annie, each of whom reported
owning 1,000 of the 2,000 issued and outstanding shares
(including nonvoting shares) of the corporation.

On November 13, 2002, petitioners’ representative mailed
the letter and shareholder consents to the Holtsville Service
Center, requesting the revocation of E.M. Lawrence’s section
1362(a) election, effective September 1, 2002. The IRS subse-
quently granted the revocation, notifying E.M. Lawrence by
letter dated January 27, 2003, that its election to be treated
as an S corporation had been revoked, effective September 1,
2002, as requested.”

3. Stock Purchase Agreement

As of November 8, 2002, petitioners each owned 50% inter-
ests in E.M. Lawrence. On that date, petitioners entered into
stock purchase agreements to sell 40,000 shares of Class B
ESOP Convertible Preferred Stock in E.M. Lawrence (ESOP
stock) to the E.M. Lawrence, Ltd. Employee Stock Ownership
Trust (E.M. Lawrence ESOT) for a total purchase price of $8.3
million. Petitioners each had bases of $27,428 in the 20,000
shares of ESOP stock that each owned, and each received a
$4.15 million promissory note from the E.M. Lawrence ESOT
in exchange for the shares.

6 Section 1362(a) allows a small business corporation to elect to be an
S corporation for its current taxable year on or before the 15th day of the
third month of that taxable year. § 1362(b)(1)(B). An election under section
1362(a) is effective for the taxable year and for all succeeding taxable years,
until the election is terminated. § 1362(c). E.M. Lawrence initially elected
to be taxed as an S corporation on September 1, 1986.

7 Petitioners did not contact the IRS after receiving the January 27,
2003, letter to clarify the effective date of the revocation of E.M. Lawrence’s
S election. Neither did petitioners raise the effective date of E.M.
Lawrence’s S election revocation as an issue during respondent’s audit of
their 2003 through 2008 returns.
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4. Seller Credit Agreements and Promissory Notes

The E.M. Lawrence ESOT financed its purchase of the
ESOP stock by borrowing $4.5 million from each petitioner (as
evidenced by the aforementioned promissory notes), pursuant
to seller credit agreements dated November 8, 2002.8

Petitioners did not receive any payments in 2002 pursuant
to the promissory notes.

B. 2002 Returns
1. Edward’s 2002 Return

Edward (and his spouse) jointly filed a timely federal income
tax return for 2002. The return did not report any gain with
respect to Edward’s sale of the ESOP stock, nor did it include
a Form 6252, Installment Sale Income.

Attached to Edward’s 2002 return was a document titled
“Statement of Section 1042 ESOP Rollover Election” (state-
ment of election). The statement of election identified Edward
as the “Taxpayer” (by name and Social Security number), bore
his signature, and stated:

Pursuant to Section 1042 of the Internal Revenue Code of 1986, as
amended (the “Code”), the undersigned taxpayer hereby elects not to
recognize the gain realized on the sale of the “qualified securities” (as
defined in Section 1042 of the Code) set forth below to the E.M. Lawrence,
Ltd. Employee Stock Ownership Trust. In support of this election and
pursuant to Treasury Regulation § 1.1042-1T[, Q&A-3],¥ the taxpayer
submits the following information:

1. Description of Qualified Securities Sold: The “qualified securities”
consist of 20,000 shares of Class B ESOP Convertible Preferred Stock in

E.M. Lawrence, Ltd.

2. Date of Sale of Qualified Securities: The qualified securities were sold
on November 8, 2002.

3. Basis of Qualified Securities: The adjusted basis of the qualified secu-
rities is $25,000.110!

4. Amount Realized Upon the Sale of the Qualified Securities: The

amount realized upon the sale of the qualified securities is $4,150,000.

8 According to the stock purchase agreement and the seller credit
agreement, the E.M. Lawrence ESOT was established pursuant to the
E.M. Lawrence ESOP and subject thereto.

9 As discussed infra pp. 18-19, Temporary Treasury Regulation § 1.1042-1T,
Q&A-3, prescribes the time and manner for making a section 1042 election.

10 The parties have stipulated that Edward’s basis in his ESOP stock was
in fact $27,428.
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5. Identity of Employee Stock Ownership Plan: The employee stock
ownership plan to which the qualified securities were sold is the E.M.

Lawrence, Ltd. Employee Stock Ownership Plan.

6. Identity of Other Taxpayers: As part of a prearranged agreement,
Annie S. Berman (SS# [redacted]) sold 20,000 shares of Class B ESOP
Convertible Preferred Stock in E.M. Lawrence, Ltd.

7. Statement of Purchase: There were no purchases of qualified replace-
ment property as of the date of this election, December 31, 2002. State-
ments of Purchase for qualified replacement property purchased after the
date of this election will be filed with the taxpayer’s income tax return
for 2003.

8. Employer’s Consent to Application of Section 4978 of the Code: A veri-
fied written statement consenting to the application of Section 4978 of the
Code, executed by E.M. Lawrence, Ltd. whose employees are covered by
the plan described in paragraph 5 above, is attached hereto.

As stated in paragraph 8 of the statement of election, a
document titled “E.M. LAWRENCE, LTD. Consent to the
Application of Sections 4978 and 4979A of the Internal Reve-
nue Code of 1986, as amended”1! (statement of consent) was
attached thereto. The statement of consent specified:

1. On November 8, 2002, Edward Berman, an individual (“E. Berman™)
and Annie Berman, an individual (“A. Berman,” and together with
E. Berman, collectively, the “Selling Shareholders”), each sold a portion
of their shares, in E.M. Lawrence, Ltd., a New Jersey corporation (the
“Corporation”), to the E.M. Lawrence, Ltd. Employee Stock Ownership
Plan and Trust.

2. Each of the Selling Shareholders will elect not to recognize the gain
realized upon the above-mentioned sale under Section 1042 of the Inter-
nal Revenue Code of 1986, as amended (the “Code”).

3. Under Section 1042(b)(3)(B) of the Code, such an election must be
accompanied by a verified written statement from the employer whose
employees are covered by the Employee Stock Ownership Plan partici-
pating in the purchase of shares consenting to the application of Sections
4978 and 4979A of the Code.

4. The Corporation employs the employees covered by the E.M. Lawrence,
Ltd. Employee Stock Ownership Plan and Trust.

5. The Corporation hereby consents to the application of Sections 4978
and 4979A of the Code.

Under penalty of perjury, this document was executed on November 8,
2002.

11 In general, sections 4978 and 4979A provide for the imposition of excise
taxes under certain conditions on the employer sponsoring an ESOP that
acquires qualified securities in a sale to which section 1042(a) applies.
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The statement of consent bore the signatures of Annie and
Edward, the latter of whom was identified as acting in his
capacity as CEO of E.M. Lawrence.

Respondent accepted Edward’s 2002 return as filed and did
not audit it.

2. Annie’s 2002 Return

Although Annie’s original 2002 return did not report (or
reference) her sale of the ESOP stock, nor include a Form
6252 reporting any installment sale income, she filed an
amended return for 2002 that made a section 1042 election.
“FILED PURSUANT TO REV. PROC. 92-85”12 was printed at
the top of the 2002 amended return. Annie did not include
a Form 6252 reporting any installment sale income with the
amended return.

Part II, Explanation of Changes to Income, Deductions, and
Credits, stated:

AMENDED FILING IS PURSUANT TO REV. PROC. 92-85 TO INCLUDE
AN ELECTION PURSUANT TO TREASURY REG. SEC. 1.1042-1T TO
NOT RECOGNIZE THE GAIN REALIZED ON THE SALE OF QUALI-
FIED SECURITIES TO AN ESOP.

Annie attached to her 2002 amended return a document
titled “Statement of Section 1042 ESOP Rollover Election”
that was in all material respects identical to the statement of
election filed with Edward’s 2002 return. Also attached was
a statement of consent to the application of sections 4978

12 Rev. Proc. 92-85, § 1, 1992-2 C.B. 490, 490, “provide[s] relief to taxpay-
ers who reasonably and in good faith fail to make a timely election when
granting relief will not prejudice the interests of the government.” Rew.
Proc. 92-85, § 4.02, 1992-2 C.B. at 491, provides, inter alia, an automatic
six-month extension from the due date of the return to make an election
when the Code prescribes (as it does in the case of section 1042(c)(6))
that the election be made by the due date of the return or the due date of
the return including extensions. Rev. Proc. 92-85, § 4.02, states that the
corrective action required for an automatic extension “is amending the filed
return in the manner required to perfect the election.” Rev. Proc. 92-85,
§ 4.03, further states that “[alny return, statement of election, or other form
of filing that must be made to obtain an automatic extension must provide
the following statement at the top of the document: ‘FILED PURSUANT TO
REV. PROC. 92-85’.” After the issuance of Rev. Proc. 92-85, the Secretary
issued regulations adopting and revising the standards for relief set forth
therein. See T.D. 8680, 1996-2 C.B. 194; see also Treas. Reg. § 301.9100-2.
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and 4979A that was identical in all material respects to the
statement of consent filed with Edward’s 2002 return.

Respondent accepted Annie’s amended 2002 return as filed
and did not audit it.

I1. 2003
A. Acquisition and Sale of QRP
1. Edward’s QRP

On October 22, 2003, Edward purchased the following: (1) a
Gillette FRN with a face value of $1 million and (2) a UPS
FRN with a face value of $1.075 million. Edward financed
approximately 75% of the purchase price of each FRN with
margin debt.13

On October 23, 2003, Edward transferred the Gillette
and UPS FRNs, along with the attached margin debts of
$750,483.13 and $806,715.51, to Bancroft Ventures, Ltd.
(Bancroft), a company affiliated with Derivium Capital LLC
(Derivium).1* On that same day, Bancroft paid the margin
debts respectively attached to the Gillette and UPS FRNs.

The next day, October 24, 2003, Bancroft sold the Gillette
FRN for $1 million. Bancroft retained 10% of the proceeds
($100,000) and, after offsetting the $750,483.13 margin
debt it had paid, transferred the balance ($149,516.87) to
Edward. On that same day, Bancroft also sold the UPS FRN

13 Edward’s total cost for the Gillette FRN was $1,000,483.13, consist-
ing of $1 million in principal, $477.78 of accrued interest, and a process-
ing fee of $5.35. Edward paid $250,000 in cash and assumed $750,483.13
of margin debt to effect the purchase. Edward’s total cost for the UPS
FRN was $1,075,465.51, consisting of $1.075 million in principal, $460.16
of accrued interest, and a processing fee of $5.35. Edward paid $268,750 in
cash and assumed $806,715.51 of margin debt to effect the purchase.

14 Derivium, its affiliates, and its customers have been involved in numer-
ous civil and criminal cases relating to Derivium’s 90% loan program. See
Sollberger, T.C. Memo. 2011-78, slip op. at 3 n.2 (collecting cases); see also
Berman v. Morgan Keegan & Co., No. 10 Civ. 5866, 2011 WL 1002683
(S.D.N.Y. Mar. 14, 2011) (granting defendant Morgan Keegan’s motion to
dismiss Edward and Annie’s complaint against the company for alleged-
ly aiding and abetting Bancroft and Derivium in their conversion of the
FRNs at issue), aff'd, 455 F. App’x 92 (2d Cir. 2012). Derivium eventu-
ally went bankrupt and is widely reported to have been involved in a
Ponzi scheme. See Shao, T.C. Memo. 2010-189, slip op. at 9-15 (discussing
Derivium’s history).
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for $1.075 million. Bancroft retained 10% of the proceeds
($107,500) and, after offsetting the $806,715.51 margin debt
it had paid, transferred the balance ($160,784.49) to Edward.

2. Annie’s QRP

On October 22, 2003, Annie purchased a UPS FRN with a
face value of $1.075 million. Annie financed approximately
75% of the purchase price with margin debt.15

On October 23, 2003, Annie transferred the UPS FRN,
along with the $806,715.51 margin debt attached thereto, to
Bancroft. On that same day, Bancroft paid the margin debt
attached to the UPS FRN.

The next day, October 24, 2003, Bancroft sold the UPS FRN
for $1.075 million. Bancroft retained 10% of the proceeds
($107,500) and, after offsetting the $806,715.51 margin debt
it had paid, transferred the balance ($160,784.49) to Annie.

On November 5, 2003, Annie purchased a Gillette FRN
with a face value of $1 million. Annie again financed approx-
imately 75% of the purchase price with margin debt.16

On November 7, 2003, Annie transferred the Gillette FRN,
along with the $754,052.90 margin debt attached thereto, to
Bancroft. On that same day, Bancroft paid the margin debt
attached to the Gillette FRN and sold the Gillette FRN for
$1 million. Bancroft retained 10% of the proceeds ($100,000)
and, after offsetting the $754,052.90 margin debt it had paid,
transferred the balance ($145,947.10) to Annie.

B. Promissory Note Payments

In 2003 Edward and Annie each received principal payments
of $449,277 (and $198,973 in interest) on the promissory notes
that had been given by the ESOT.

15 Annie’s total cost for the UPS FRN was $1,075,465.51, consisting of
$1.075 million in principal, $460.16 of accrued interest, and a processing fee
of $5.35. Annie paid $268,750 in cash and assumed $806,715.51 of margin
debt to effect the purchase.

16 Annie’s total cost for the Gillette FRN was $1,000,817.57, consisting
of $1 million in principal, $812.12 of accrued interest, and a processing
fee of $5.35. Annie paid $246,764.67 in cash and assumed $754,052.90 of
margin debt to effect the purchase.
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C. 2003 Returns
1. Edward’s 2003 Return

Edward (and his spouse) jointly filed a timely federal income
tax return for 2003. The 2003 return did not report gain with
respect to Edward’s sale of the ESOP stock nor include a Form
6252 reporting any installment sale income.

Edward attached two documents to his 2003 return, both
titled “Section 1042 Statement of Purchase.” Each statement
of purchase identified two securities, which Edward therein
declared “to be qualified replacement property within the
meaning of Internal Revenue Code Section 1042(c)(4) with
respect to the November 8th, 2002 sale of 20,000 shares of
E.M. Lawrence, Ltd[.] Class B ESOP Convertible Preferred
Stock to the E.M. Lawrence, Ltd. Employee Stock Ownership
Plan.”

The first statement of purchase provided the following infor-
mation “[iln accordance with Treasury Regulation Section
1.1042-1T":

Date of Purchase | Description of Replacement Property Cost

October 16, 2003 Colgate Palmolive FRN $1,001,291.11
Maturity Date 8/22/2042

CUSIP 19416QDD9

October 16, 2003 Merck & Co. FRN 1,076,137.11
Maturity Date 8/22/2042

CUSIP 58933NAW9

The second statement of purchase provided the following
information, also “[iln accordance with Treasury Regulation
Section 1.1042-1T”:
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Date of Purchase | Description of Replacement Property Cost

October 16, 200317 Gillette FRN $1,000,000

Maturity Date 4/02/2043

CUSIP 37576 GAQ3
Date of Purchase | Description of Replacement Property Cost
October 22, 2003 UPS FRN 1,075,000

Maturity Date 2/28/2053

CUSIP 911312AF3

Both statements of purchase were signed by Edward.
2. Annie’s 2003 Return

Annie timely filed a federal income tax return for 2003.
The return did not report any gain with respect to Annie’s
sale of the ESOP stock nor include a Form 6252 reporting any
installment sale income.

Annie attached two documents to her 2003 return, both
titled “Section 1042 Statement of Purchase.” Each statement
of purchase identified two securities, which Annie therein
declared “to be qualified replacement property within the
meaning of Internal Revenue Code Section 1042(c)(4) with
respect to the November 8th, 2002 sale of 20,000 shares of
E.M. Lawrence, Ltd[.] Class B ESOP Convertible Preferred
Stock to the E.M. Lawrence, Ltd. Employee Stock Ownership
Plan.”

The first statement of purchase provided the following infor-

mation “[iln accordance with Treasury Regulation Section
1.1042-1T":

17The parties have stipulated that the actual date of purchase was
October 22, 2003.
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Date of Purchase | Description of Replacement Property Cost

October 16, 2003 Merck & Co. FRN $1,076,137.11
Maturity Date 8/22/2042

CUSIP 58933NAW9

October 30, 2003 Colgate Palmolive FRN 1,001,613.89

Maturity Date 8/22/2042

CUSIP 19416QDD9

The second statement of purchase provided the following
information, also “[iln accordance with Treasury Regulation
Section 1.1042-1T”:

Date of Purchase | Description of Replacement Property Cost
October 22, 2003 UPS FRN $1,075,000

Maturity Date 2/28/2053

CUSIP 911312AF3

November 5, 2003 Gillette FRN 1,000,000

Maturity Date 4/02/2043

CUSIP 37576GAQ3

Both statements of purchase were signed by Annie.
I11. 2004
A. Promissory Note Payments

In 2004 Edward and Annie received principal payments of
$50,148 and $49,784, respectively, on the promissory notes
from the ESOT. No further payments were made on the
promissory notes through 2009.
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B. 2004 Returns
1. Edward’s 2004 Return

Edward (and his spouse) jointly filed a timely federal income
tax return for the 2004 taxable year. The return did not report
any gain with respect to Edward’s sale of the ESOP stock nor
include a Form 6252 reporting any installment sale income.

2. Annie’s 2004 Return

Annie timely filed a federal income tax return for the 2004
taxable year. The return did not report any gain with respect
to Annie’s sale of the ESOP stock nor include a Form 6252
reporting any installment sale income.

IV. Procedural Matters

In October 2012 respondent sent petitioners separate
notices of deficiency determining, inter alia,!® increases in
their respective long-term capital gains for 2003 attributable
to the transfers of their QRP in that year to Bancroft, which
were deemed to be sales. Petitioners timely petitioned the
Court for redeterminations.

As noted, the parties have filed Cross-Motions for Partial
Summary Judgment asking the Court to decide whether the
elections petitioners reported on their 2002 returns, deferring
recognition under section 1042(a) of gains realized from their
respective sales of stock to an ESOP in that year, preclude
them from subsequently using the installment method under
section 453 to report the recapture of those gains upon dispo-
sition of the QRP in 2003.

Discussion

The purpose of summary judgment is to expedite litiga-
tion and avoid unnecessary and time-consuming trials. See
FPL Grp., Inc. & Subs. v. Commissioner, 116 T.C. 73, 74
(2001); Fla. Peach Corp. v. Commissioner, 90 T.C. 678, 681
(1988). We may grant partial summary judgment when there
is no genuine dispute of material fact and a decision may
be rendered as a matter of law. Rule 121(a)(2); Elec. Arts,

18 The notices of deficiency cover petitioners’ respective federal income
tax for 2003 to 2008 and involve other determinations not relevant to the
present motions.
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Inc. v. Commissioner, 118 T.C. 226, 238 (2002); Sundstrand
Corp. v. Commissioner, 98 T.C. 518, 520 (1992), aff’d, 17 F.3d
965 (7th Cir. 1994). In the instant cases, as their Cross-Motions
for Partial Summary Judgment reflect, the parties agree on
sufficient material facts1? to resolve the motions.

Petitioners argue that because the ESOP stock sales in 2002
were installment sales, they are entitled to report the gains
recaptured pursuant to section 1042(e) under the installment
method prescribed in section 453. Respondent argues that
petitioners validly elected to defer the gains from the ESOP
stock sales under section 1042(a) and that, consequently, the
timing and amount of the recaptured gains must be deter-
mined under section 1042(e).

I. Presumptive Applicability of Installment Method

Section 453(a) provides generally that “for purposes
of” the Internal Revenue Code, income from an install-
ment sale “shall” be taken into account wunder the
installment method. A taxpayer may elect not to have
the installment method apply, but he must do so affirmatively
on or before the due date of his return for the year of the sale;
the installment method presumptively applies in the absence
of such an election. Bolton v. Commissioner, 92 T.C. 303,
304—-05 (1989); see also Bus. Ventures Int’l v. Olive, 893 F.2d
641, 646 (3d Cir. 1990). This rule, embodied in amendments
to section 453 made by the Installment Sales Revision Act of
1980, Pub. L. No. 96-471, § 2(a), 94 Stat. 2247, 2247, reversed
prior law, under which a taxpayer had to affirmatively elect to
use the installment method (assuming he had not previously
taken a prior position inconsistent with that method). See
Bolton, 92 T.C. at 304-05.

As for making an election out of the installment method,
the legislative history documents the drafters’ intention that
one means of doing so would be to report the entire gain for
the year of the sale in gross income,2° and temporary regu-

19 As mentioned supra note 3, petitioners now assert that they did
not acquire ownership of the Merck & Co. and Colgate Palmolive FRNs;
however, resolution of that dispute is not necessary for purposes of ruling
on the present motions.

20 The Senate Finance Committee report accompanying the Installment
Sales Revision Act of 1980 states: “It is anticipated that reporting the entire
gain in gross income for the taxable year in which the sale occurs will
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lations promulgated by the Treasury reflect that intention.
See Temp. Treas. Reg. § 15a.453-1(d)(3)(1) (“A taxpayer who
reports an amount realized equal to the selling price includ-
ing the full face amount of any installment obligation on the
tax return filed for the taxable year in which the installment
sale occurs will be considered to have made an effective elec-
tion [not to have the installment method apply].”).

An installment sale for this purpose means “a disposition of
property where at least 1 payment2ll is to be received after
the close of the taxable year in which the disposition occurs,”
§ 453(b)(1), but does not include dispositions by dealers or
of property of a kind which is required to be included in the
inventory of the taxpayer, § 453(b)(2).

The installment method applies without regard to whether
the taxpayer reported income on his return consistent with
that method—that is, a taxpayer’s failure to report income
consistently with the installment method does not cause the
method to cease to govern the proper reporting of income
from an installment sale. See, e.g., Bolton, 92 T.C. 303
(holding taxpayers who failed to report cash payment received
in year of installment sale and instead reported entire
gain in year after sale were nevertheless required to report
on the installment method).

II. Electing Deferral Under Section 1042

Section 1042 provides, generally, that a taxpayer may elect
to defer recognition of the gain from a sale of stock to an
ESOP in certain circumstances. Gain deferral under section
1042 operates by means of a nonrecognition provision, see
§ 1042(a), a basis reduction provision, see § 1042(d), and a
gain recapture provision, see § 1042(e).

The nonrecognition provision provides:

Sec. 1042(a). Nonrecognition of gain.—If—

(1) the taxpayer or executor elects in such form as the Secretary
may prescribe the application of this section with respect to any sale
of qualified securities,

(2) the taxpayer purchases qualified replacement property within
the replacement period, and

operate as an election not to have installment sale reporting apply.” S. Rep.
No. 96-1000, at 12 (1980), reprinted in 1980-2 C.B. 494, 500.

21 A “payment” for this purpose generally does not include the receipt of
evidence of indebtedness of the person acquiring the property. § 453(f)(3).
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(3) the requirements of subsection (b) are met with respect to such
sale,
then the gain (if any) on such sale which would be recognized as long-
term capital gain shall be recognized only to the extent that the amount
realized on such sale exceeds the cost to the taxpayer of such qualified
replacement property.

The basis adjustment provision provides, in relevant part:

Sec. 1042(d). Basis of qualified replacement property—The basis of the
taxpayer in qualified replacement property purchased by the taxpayer
during the replacement period shall be reduced by the amount of gain
not recognized by reason of such purchase and the application of subsec-
tion (a). If more than one item of qualified replacement property is
purchased, the basis of each of such items shall be reduced by an amount
determined by multiplying the total gain not recognized by reason of such
purchase and the application of subsection (a) by a fraction—

(1) the numerator of which is the cost of such item of property, and
(2) the denominator of which is the total cost of all such items of

property.
The gain recapture provision provides, in relevant part:

Sec. 1042(e). Recapture of gain on disposition of qualified replacement
property.—
(1) In general.—If a taxpayer disposes of any qualified replacement
property, then, notwithstanding any other provision of this title, gain
(if any) shall be recognized to the extent of the gain which was not
recognized under subsection (a) by reason of the acquisition by such
taxpayer of such qualified replacement property.

The Secretary has prescribed a regulation for the time and
manner of making an election under section 1042, see Temp.
Treas. Reg. § 1.1042-1T, Q&A-3, which provides:

A-3: (a) The election not to recognize the gain realized upon the sale
of qualified securities to the extent provided under section 1042(a) shall
be made in a statement of election attached to the taxpayer’s income
tax return filed on or before the due date (including extensions of time)
for the taxable year in which the sale occurs. If a taxpayer does not
make a timely election under this section to obtain section 1042(a)
nonrecognition treatment with respect to the sale of qualified securi-
ties, it may not subsequently make an election on an amended return
or otherwise. Also, an election once made is irrevocable.

(b) The statement of election shall provide that the taxpayer elects to
treat the sale of securities as a sale of qualified securities under section
1042(a), and shall contain the following information:

(1) A description of the qualified securities sold, including the type
and number of shares;
(2) The date of the sale of the qualified securities;
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(3) The adjusted basis of the qualified securities;

(4) The amount realized upon the sale of the qualified securities;

(5) The identity of the employee stock ownership plan or eligible
worker-owned cooperative to which the qualified securities were sold;
and

(6) If the sale was part of a single, interrelated transaction under

a prearranged agreement between taxpayers involving other sales

of qualified securities, the names and taxpayer identification num-

bers of the other taxpayers under the agreement and the number of

shares sold by the other taxpayers. See Q&A-2 of this section.
If the taxpayer has purchased qualified replacement property at the
time of the election, the taxpayer must attach as part of the statement
of election a statement of purchase describing the qualified replacement
property, the date of the purchase, and the cost of the property, and
declaring such property to be the qualified replacement property with
respect to the sale of qualified securities. . . .

(c) If the taxpayer has not purchased qualified replacement property
at the time of the filing of the statement of election, a timely election
under this Q&A shall not be considered to have been made unless the
taxpayer attaches the notarized statement of purchase described above
to the taxpayer’s income tax return filed for the taxable year following
the year for which the election under section 1042(a) was made.

IT1. Validity of Petitioners’ Section 1042 Elections

Respondent contends that petitioners made timely, valid,
and binding elections on their respective returns for 2002 to
defer recognition under section 1042 of the realized gains from
the ESOP stock sales, citing the following undisputed facts:
(1) petitioners filed statements of election and statements of
consent for 2002; (2) petitioners purchased FRNs during the
replacement period in order to satisfy the section 1042 QRP
requirement; (3) petitioners filed statements of purchase for
2003 describing the QRP they had purchased (i.e., the FRNs);
and (4) petitioners received principal payments on the prom-
issory notes in 2003 and 2004 but, consistent with section
1042 deferral, did not report any portion of those payments
as income for those years.

Petitioners, seeking to avoid the possible consequences of a
section 1042 election where their QRP has been deemed sold
in the year it was acquired, now challenge the validity and
irrevocable nature of the section 1042 elections they reported
on their 2002 and 2003 returns. First, they argue that they
sold their ESOP stock before E.M. Lawrence’s S election was
terminated and that, consequently, the shares of ESOP stock
were not “qualified securities” for purposes of section 1042.
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See § 1042(c)(1) (defining the term “qualified securities” to
mean certain securities “issued by a domestic C corporation”).
Second, petitioners argue that, assuming they made section
1042 elections, they are entitled to revoke them on the ground
that the elections were based on material mistakes of fact.

We first address petitioners’ challenges to the validity and
irrevocable nature of the section 1042 elections reported on
their returns. Only if petitioners made valid, irrevocable
section 1042 elections are we required to address petitioners’
claim that they are entitled to report gain from the ESOP
stock sales under the installment method notwithstanding
their section 1042 elections with respect to those sales.

A. E.M. Lawrence’s S Election Revocation

Petitioners’ first argument is that E.M. Lawrence was still
an S corporation at the time of the ESOP stock sales and that,
consequently, the shares of ESOP stock were not “qualified
securities” within the meaning of section 1042(c)(1). Petition-
ers assert that the ESOP stock sales closed on the morning of
November 8, 2002, and that later that same day E.M. Lawrence
filed a Certificate of Amendment with the State of New Jersey,
registering a second class of stock, thereby terminating the
corporation’s S election by virtue of its ceasing to qualify as a
small business corporation. See § 1361(b)(1) (defining “small
business corporation” to mean, inter alia, a domestic corpo-
ration with no more than one class of stock); § 1362(d)(2)
(providing that an S election terminates whenever a corpo-
ration ceases to be a small business corporation). Petitioners
argue that their representative’s subsequent mailing of E.M.
Lawrence’s voluntary revocation of its S election on or after
November 13, 2002, wherein the corporation requested that
its S election be retroactively revoked, effective September
1, 2002, was therefore invalid and ineffective because at the
time of the mailing E.M. Lawrence did not have the consent
of 50% of its then shareholders. See § 1362(d)(1)(B) (providing
that shareholders holding more than one-half of the shares
must consent to revocation). On this basis, petitioners argue
that the ESOP stock sales were ineligible for section 1042 tax
treatment because E.M. Lawrence was an S corporation at the
time of the sales.
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Respondent argues that petitioners are precluded by
the duty of consistency from arguing that the voluntary
revocation of E.M. Lawrence’s S election was not effective
September 1, 2002, and that the election instead terminated
on November 8, 2002. We agree.22

The duty of consistency, or quasi-estoppel, is an equitable
doctrine that prevents a taxpayer from taking one position on
one tax return and a contrary position on a subsequent return
after the limitations period has run for the earlier year, if the
contrary position would harm the Commissioner. See Cluck
v. Commissioner, 105 T.C. 324, 331 (1995); LeFever v. Commis-
sioner, 103 T.C. 525, 541-42 (1994), aff’d, 100 F.3d 778 (10th
Cir. 1996); Baldwin v. Commissioner, T.C. Memo. 2002-162, 83
T.C.M. (CCH) 1915, 1927-28 (applying duty of consistency to
hold taxpayer estopped from claiming that his wholly owned
corporation was not valid S corporation). The duty of consis-
tency applies when (1) the taxpayer has made a representa-
tion or reported an item for tax purposes in one year, (2) the
Commissioner has acquiesced in or relied on that act for that
year, and (3) the taxpayer desires to change the represen-
tation, previously made, in a later year after the statute of
limitations on assessments bars adjustments for the initial
year. Cluck, 105 T.C. at 332; LeFever, 103 T.C. at 543; see also

22 While we agree with respondent that petitioners are precluded by the
duty of consistency from challenging the validity of the September 1, 2002,
voluntary revocation, we nevertheless note that petitioners’ argument that
E.M. Lawrence was an S corporation at the time of the ESOP stock sales
by virtue of a termination rather than a voluntary revocation—even if we
were to accept the disputed facts underlying it—relies on an incorrect inter-
pretation of the relevant Internal Revenue Code provisions and regulations.
Section 1362(d)(2)(B) provides that the termination of an S election by
virtue of a corporation’s ceasing to be a small business corporation is effec-
tive “on and after the date of cessation.” If a termination takes effect on a
date other than the first day of the corporation’s taxable year (in this case
September 1, 2002), the corporation’s taxable year—that is, the “S termina-
tion year,”—is split into two parts: the “S short year” and the “C short year.”
See § 1362(e). The “S short year” is “[t]he portion of such year ending before
the 1st day for which the termination is effective.” § 1362(e)(1)(A). The
regulations further clarify: “The portion of the S termination year ending
at the close of the day prior to the termination is treated as a short taxable
year for which the corporation is an S corporation (the S short year).” Treas.
Reg. § 1.1362-3(a). Thus, even if we accepted the facts underlying petition-
ers’ claimed termination scenario, E.M. Lawrence would have ceased to be
an S corporation after November 7, 2002.
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Janis v. Commissioner, 461 F.3d 1080, 1085 (9th Cir. 2006),
aff’e T.C. Memo. 2004-117; Eagan v. United States, 80 F.3d
13, 17 (1st Cir. 1996); Kielmar v. Commissioner, 884 F.2d 959,
965 (7th Cir. 1989), aff’g Glass v. Commissioner, 87 T.C. 1087
(1986); Herrington v. Commissioner, 854 F.2d 755, 758 (5th Cir.
1988), aff’g Glass v. Commissioner, 87 T.C. 1087 (1986); Shook
v. United States, 713 F.2d 662, 667 (11th Cir. 1983); Beltzer v.
United States, 495 F.2d 211, 212 (8th Cir. 1974); Hess v. United
States, 210 Ct. Cl. 483, 495 (1976). The duty of consistency is
an affirmative defense, and the Commissioner therefore bears
the burden of proving that it applies. See Rule 142(a).

Respondent has carried his burden in demonstrating that
each of the elements of the duty of consistency is present.
First, from November 13, 2002, until they supplemented their
Motions for Partial Summary Judgment, see supra note 5,23
petitioners consistently represented that E.M. Lawrence’s
S election was revoked effective September 1, 2002, and that
consequently E.M. Lawrence was a C corporation at the time of
the ESOP stock sales. This includes the representations made
in the letter dated November 7, 2002, requesting the revoca-
tion of E.M. Lawrence’s S election effective September 1, 2002,
and the representations made on petitioners’ 2002 returns
wherein they reported an election under section 1042(a) to
defer recognition of the realized gain from those sales and
identified the shares of ESOP stock as “qualified securities”
within the meaning of section 1042(c)(1). Second, respon-
dent relied on petitioners’ representations to his detriment by
accepting their 2002 returns as filed and not auditing them.
Had respondent been aware that petitioners’ actual position
was that E.M. Lawrence remained an S corporation through
November 8, 2002, he could have challenged petitioners’
section 1042 elections for 2002 and investigated whether they
had properly reported passthrough income as S corporation
shareholders for the period September 1-November 8, 2002.
He is foreclosed from doing either now because the period of
limitations has expired.

23 Petitioners took the position for the first time in their First Supple-
ment to their Motion for Partial Summary Judgment that E.M. Lawrence’s
S election was terminated after the ESOP stock sales rather than voluntari-
ly revoked by them effective September 1, 2002.



1) BERMAN v. COMMISSIONER 23

On these facts, we hold that the duty of consistency applies
and that petitioners are estopped from claiming that E.M.
Lawrence was not a domestic C corporation at the time of the
ESOP stock sales. See Baldwin, 83 T.C.M. (CCH) at 1928.

B. Possible Revocation of the Reported 1042 Elections

Petitioners’ second argument is that, even if they made
valid section 1042 elections, they should be allowed to revoke
them on the ground that the elections were based on mate-
rial mistakes of fact. See Meyer’s Estate v. Commissioner, 200
F.2d 592 (5th Cir. 1952), rev’g 15 T.C. 850 (1950). In support
of this argument, petitioners allege that they “were mistaken
about the value” of the promissory notes and that they “were
fraudulently induced to make the I.R.C. § 1042 election based
upon misrepresentations by their attorneys . . . and by their
investment advisors.” Respondent argues that their election
to use section 1042 is irrevocable, and we agree.

The regulations under section 1042 provide that an election
to defer gain under that section is irrevocable, Temp. Treas.
Reg. § 1.1042-1T, Q&A-3(a), and this position is buttressed
by the doctrine of election, which holds generally that an
election by a taxpayer that is a free choice between alter-
native, legally valid tax treatments and is communicated to
the Commissioner by an overt act is irrevocable, see Grynberg
v. Commissioner, 83 T.C. 255, 261 (1984); Hodel v Commis-
sioner, T.C. Memo. 1996-348, 72 T.C.M. (CCH) 276, 279 (1996).
See generally Pac. Nat’l Co. v. Welch, 304 U.S. 191 (1938). The
doctrine’s requirement of a free choice is satisfied where a
taxpayer elects a specialized method to account for an item.
See Keeler v. Commissioner, 180 F.2d 707 (10th Cir. 1950)
(taxpayer’s election of a war loss deduction under section 127
of Internal Revenue Code of 1939 not revocable under doctrine
of election), aff’g 12 T.C. 713 (1949). “Under the doctrine of
election, a taxpayer who makes a conscious election may not,
without the consent of the Commissioner, revoke or amend
it merely because events do not unfold as planned.” United
States v. Helmsley, 941 F.2d 71, 86 (2d Cir. 1991).

Petitioners had a free choice to elect section 1042 treat-
ment with respect to the gain from their ESOP stock sales.
Petitioners gave unequivocal notice of that choice to respon-
dent by filing statements of election and statements of consent
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with their 2002 returns. Those statements tracked each of the
essential requirements for the time and manner of making
section 1042 elections set forth in the regulations. Notice
to respondent of their choice of section 1042 was further
buttressed by their filing statements of purchase with their
2003 returns describing the QRP they had purchased. Conse-
quently, petitioners’ section 1042 elections are irrevocable.

Some courts, however, have held that a taxpayer may aban-
don an otherwise irrevocable election if it was based upon a
“material mistake of fact.” Meyer’s Estate v. Commissioner,
200 F.2d at 597.2¢ As noted, petitioners contend that they
were mistaken about the value of the promissory notes and
further claim that they were “fraudulently induced” to make
the section 1042 election. Assuming as we must for purposes
of summary judgment that petitioners were mistaken about
the value of the promissory notes, that mistake of fact is
readily distinguishable from the one in Meyer’s Estate. The
mistake of fact at issue in Meyer’s Estate was an erroneous
earned surplus figure being carried on the books of the corpo-
ration on which the taxpayers relied in good faith in making
an election (under section 112(b)(7) of the Internal Revenue
Code of 1939) to have their gains on a corporate liquidation
taxed as ordinary income to the extent of the corporation’s
earned surplus.

No comparable scenario exists here. The apparent inability
of E.M. Lawrence to meet its obligations under the promissory
notes in later years is just the kind of subsequent development
that does not provide grounds for revoking an election. See
Estate of Stamos v. Commissioner, 55 T.C. 468 (1970) (stating

24This Court has not adopted the reasoning of Meyer’s Estate, but
under Golsen v. Commissioner, 54 T.C. 742, 756-57 (1970), aff’'d, 445 F.2d
985 (10th Cir. 1971), we follow it in the case at Docket No. 388-13 because
appeal lies, absent a stipulation to the contrary, with the U.S. Court of
Appeals for the Eleventh Circuit, where it is binding precedent. See Bonner
v. City of Prichard, 661 F.2d 1206, 1209 (11th Cir. 1981) (holding that U.S.
Court of Appeals for the Eleventh Circuit follows precedent of cases decid-
ed by the U.S. Court of Appeals for the Fifth Circuit before September 30,
1981). Because, as discussed more fully hereinafter, we find that petition-
ers’ cases are distinguishable from Meyer’s Estate, we have no occasion to
consider whether we should follow that decision in the case at Docket No.
202-13, which absent a stipulation to the contrary is appealable to the U.S.
Court of Appeals for the Second Circuit, which does not appear to have
considered this aspect of Meyer’s Estate.
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taxpayer could not revoke election to capitalize interest and
tax payments on real property upon later disallowance of a
capital loss carryforward to the year for which capitalization
election had been taken); see also Branum v. Commissioner,
17 F.3d 805, 808 (5th Cir. 1994), aff’g T.C. Memo. 1993-8;
Johnson v. Commissioner, 989 F.2d 484, 1993 WL 93132, at *5
(1st Cir. 1993) (unpublished table decision), aff’g T.C. Memo.
1991-645; Grynberg, 83 T.C. at 262; Cohen v. Commissioner, 63
T.C. 527, 533 (1975), aff’d, 532 F.2d 745 (3d Cir. 1976) (unpub-
lished table decision); Hodel, 72 T.C.M. (CCH) at 280; Blakely
v. Commissioner, T.C. Memo. 1982-745, 45 T.C.M. (CCH) 437,
439 (1982) (“Unexpected subsequent events and a later change
of mind will not be grounds for relief from the binding effect
of an election.”), aff’d per curiam, 720 F.2d 411 (5th Cir. 1983).

Petitioners’ second allegation is that they were “fraudu-
lently induced” by their attorneys and investment advisors
into making the section 1042 elections. It is well established
that “good faith reliance on a mistaken legal judgment about
the tax consequence of an improvident election does not enti-
tle the taxpayer to revoke the election.” Bankers & Farmers
Life Ins. Co. v. United States, 643 F.2d 234, 238 (5th Cir. 1981)
(holding taxpayer not entitled to revoke an election based on
a mistake of law). Again, assuming, as we must, that peti-
tioners were “fraudulently induced” by their advisors to make
the section 1042 elections, such misrepresentations would
not have been mistakes of fact, but rather mistakes as to the
legal consequences of engaging in the Derivium 90% loan
transactions. See Johnson v. Commissioner, 1993 WL 93132,
at *5; Cohen, 63 T.C. at 532-33; Hemmings v. Commissioner,
T.C. Memo. 1997-121, 73 T.C.M. (CCH) 2266, 2274-75.25 Thus,
even if petitioners were misled by their advisors, they would

25 As the U.S. Court of Appeals for the First Circuit notes, a mistake of
fact occurs “in instances where either (1) the facts exist, but are unknown,
or (2) the facts do not exist as they are believed to.” Johnson v. Commis-
sioner, 1993 WL 93132, at *5 (quoting Hambro Auto. Corp. v. United States,
603 F.2d 850, 855 (C.C.P.A. 1979)). A mistake of law, however, “occurs where
the facts are known, but their legal consequences are not known or are
believed to be different than they really are.” Id. (quoting Hambro Auto.
Corp., 603 F.2d at 855). Petitioners do not dispute that they in fact sold
the Gillette and UPS FRNs. Therefore, the 90% loan transactions were not
factual shams.
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not be entitled to revoke their section 1042 election under
applicable caselaw.

C. Conclusion

In view of the foregoing, we hold that petitioners each made
valid and binding section 1042 elections on their 2002 returns
with respect to the ESOP stock sales. Consequently, we must
address whether those elections foreclose application of the
installment method in determining the timing and amount of
gain that must be recognized from those sales.

IV. Interplay of Sections 1042 and 453

We now consider whether petitioners are entitled to recog-
nize the gains recaptured under section 1042(e) on account of
the sales of their QRP under the installment method.

Respondent argues that petitioners validly elected to defer
the gains realized from their ESOP stock sales under section
1042 on their 2002 returns and as a consequence all of those
gains were deferred under section 1042, leaving no gain upon
which section 453 could operate. “Thus,” respondent argues,
“whether petitioners elected out of section 453 is not relevant
to” the gains that must be recognized pursuant to section
1042(e) upon the disposition of the QRP in 2003. Instead,
section 1042(e), which directs that, upon disposition of any
QRP, gain “shall be recognized to the extent of the gain which
was not recognized . . . by reason of the acquisition . . . of
such” QRP, provides the exclusive means for recognizing gain
in these circumstances. Section 1042(e) is the exclusive means
for determining such gain, respondent further argues, because
the provision directs that its terms so operate “notwithstand-
ing any other provision of this title”—i.e., Title 26, the Internal
Revenue Code. (Emphasis added.)

Respondent’s argument that a section 1042 election
supplants section 453 ignores the plain text of section 453.
Section 453 provides that “[elxcept as otherwise provided in
this section, income from an installment sale shall be taken
into account for purposes of this title under the installment
method.” § 453(a) (emphasis added). The command of section
453(a) that income from an installment sale be taken into
account under the installment method is as sweeping as the
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command of section 1042(e) that gain upon the disposition of
QRP be computed and recognized pursuant to its terms.26
Petitioners’ sales of their ESOP stock were installment
sales because at least one payment for the stock was to be
received after the close of the taxable year in which the sale
occurred. See § 453(b)(1). Thus section 453 presumptively
applies unless petitioners elected not to have it apply. See
§ 453(d). There is no evidence they did so, and respondent
does not contend otherwise.2? Petitioners also reported on
their 2002 returns that they were making elections under
section 1042 to defer the gains on their sales of the ESOP stock
(and complied with all requirements for making an election).
Thus, the transactions at issue are simultaneously subject to
both statutory regimes. Because petitioners disposed of all
their QRP in 2003, respondent argues that section 1042(e)
requires them to recognize the entire $4,122,572 gain real-
ized for 2002 ($4,150,000 sale price less basis of $27,428),28

26 In a recent opinion we observed that “[iln statutes, the word [‘notwith-
standing’] ‘shows which provision prevails in the event of a clash.”” Liberty
Global, Inc. v. Commissioner, 161 T.C. 153, 168 (2023) (second alteration in
original) (quoting NLRB v. SW Gen., Inc., 580 U.S. 288, 301 (2017)). But,
as we explain below, there is no “clash” here, so the provision does not help
respondent.

27 Respondent’s position is that whether petitioners elected out of section
453 is irrelevant because the election of section 1042 removes any gain from
the sale of their ESOP stock from the purview of section 453. We disagree.
The statute provides that an election out of section 453 shall be made in
the manner prescribed by regulations. The only means for electing out of
section 453 provided in the regulations is for the taxpayer to report on his
return for the year of sale an amount realized equal to the selling price
including the full face amount of any installment obligation. Temp. Treas.
Reg. § 15a.453-1(d)(3). While petitioners reported on their statements of
election—in compliance with Temporary Treasury Regulation § 1.1042-1T,
Q&A-3—the amounts realized upon the sales of their ESOP stock, respon-
dent has not contended that this reporting should be construed as consti-
tuting an election out of section 453 within the terms of Temporary Trea-
sury Regulation § 15a.453-1(d)(3). Moreover, in view of Congress’s clearly
expressed intent that an election out of section 453 should entail reporting
the amount realized as includible in gross income, see S. Rep. No. 961000,
at 12, 1980-2 C.B. at 500, petitioners’ reporting of the amount realized on
their section 1042 statements of election should not be construed as an
election not to have section 453 apply.

28 Respondent would also allow each petitioner to offset that gain by
half of the $415,000 fee each paid to Bancroft in order to participate
in the Derivium transaction. The remaining half of the fee is attributable
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notwithstanding the fact that petitioners each received only
$449,277 in payment for their ESOP stock in 2003 and in total
received only $499,425 (Edward) and $499,061 (Annie) for the
stock.29:30 Section 453, by contrast, would require petitioners
to recognize gain limited to the gross profit proportion of each
payment on their promissory notes, when received. Our task
in such circumstances is to determine whether the two provi-
sions may be reconciled. “Courts should make every effort
to reconcile allegedly conflicting statutes and to give effect to
the language and intent of both, so long as doing so does not
deprive one or the other of its essential meaning.” Wilderness
Soc’y v. Morton, 479 F.2d 842, 881 (D.C. Cir. 1973).

A careful parsing of section 1042 reveals that it can be
reconciled and harmonized with section 453. Section 1042(a)
provides as follows:

Sec. 1042(a). Nonrecognition of gain.—If—

(1) the taxpayer . . . elects in such form as the Secretary may pre-
scribe the application of this section with respect to any sale of qual-
ified securities,

(2) the taxpayer purchases qualified replacement property within
the replacement period, and

(3) the requirements of subsection (b) are met with respect to such
sale,

then the gain (if any) on such sale which would be recognized as long-
term capital gain shall be recognized only to the extent that the amount
realized on such sale exceeds the cost to the taxpayer of such qualified
replacement property.

(Emphasis added.) The use of the subjunctive phrasing concern-
ing gain “which would be recognized” in the flush language
of section 1042(a) invokes a supposition or condition.3! The

to the transactions involving the Colgate Palmolive and Merck & Co. FRNs,
the acquisition of which by petitioners is a disputed fact. See supra note 3.

29 In 2004 Edward received an additional $50,148 payment on his prom-
issory note and Annie received an additional $49,784 payment on hers.
Neither received any further payments during the years at issue. The
payments received on their promissory notes during the years at issue
totaled $499,425 in Edward’s case and $499,061 in Annie’s.

30 Because there is a factual dispute concerning petitioners’ acquisition
of half of the FRNs they reported on their 2003 returns as having been
acquired in that year, see supra note 3, the parties seek summary judgment
with respect to only half of the gains.

31 Webster’s New World College Dictionary (4th ed. 2010) defines “would”
as, inter alia, “used to express a supposition or condition.”
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supposition being posited is: what gain would be recognized on
the sale of the qualified securities in the absence of a section
1042 election? Given that the enactment of this flush language
in section 1042(a) followed by six years32 the 1980 enactment
of modern day section 45332 (mandating installment method
reporting for installment sale dispositions unless the taxpayer
elects out), Congress is presumed to have been aware of the
operation of section 453 when it enacted the flush language of
section 1042. See St. Louis, IL.M. & S. Ry. Co. v. United States,
251 U.S. 198, 207 (1920) (“Congress must be presumed to have
known of its former legislation . . . and to have passed the
new laws in view of the provisions of the legislation already
enacted.”); United States v. Zavala-Sustaita, 214 F.3d 601, 606
n.8 (5th Cir. 2000) (stating Congress is “presumed to have
knowledge of its previous legislation when making new laws”
(quoting Garcia v. United States, 88 F.3d 318, 334 (5th Cir.
1996) (Garza, J., concurring))); Owner-Operators Indep. Driv-
ers Ass’n of Am. v. Skinner, 931 F.2d 582, 586 (9th Cir. 1991).
Thus, Congress is presumed to have been aware that the gain
“which would be recognized”—that is, the gain which would
otherwise be recognized in the absence of section 1042—could
depend upon the operation of section 453 if the qualified secu-
rities had been sold pursuant to an installment sale.

When securities have been sold to an ESOP in an install-
ment sale where no payment is received in the year of sale,
then the gain that would be recognized for that year in the
absence of a section 1042 election is zero, because that is
the result under the installment method. As petitioners sold

32 The flush language of section 1042(a) as originally enacted in 1984
read as follows: “then the gain (if any) on such sale shall be recognized
only to the extent that the amount realized on such sale exceeds the cost to
the taxpayer of such qualified replacement property.” Deficit Reduction Act
of 1984, Pub. L. No. 98-369, § 541(a), 98 Stat. 494, 887. The amendment
changing the phrase “shall be recognized” to the subjunctive phrase “which
would be recognized as long-term capital gain” was made by the Tax Reform
Act of 1986, Pub. L. No. 99-514, § 1854(a)(1)(A), 100 Stat. 2085, 2872.

33 As noted supra p. 16, section 453 was substantially revised in 1980 to
reverse the election required of a taxpayer disposing of property through an
installment sale. Before its amendment in 1980, section 453 required such
a taxpayer to elect to use the installment method. The 1980 amendment
mandates use of the installment method for a taxpayer disposing of proper-
ty through an installment sale unless the taxpayer affirmatively elects not
to have the installment method apply.
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their ESOP stock in 2002 in installment sales pursuant to
which no payment was made in that year, their gain “which
would be recognized as long-term capital gain” for that year if
no section 1042 election had been made is zero.

In 2003 petitioners each received $449,277 principal
payments on their promissory notes that neither reported on
the 2003 return, taking the position that they need not recog-
nize the gains triggered by the installment payments by virtue
of having purchased QRP (the FRNs) at a cost equal to the
amounts of the entire gains realized on the sales of their ESOP
stock.3* Since petitioners had not elected out of the applica-
tion of section 453, their receipt of installment payments in
2003 triggered recognition of gain equal to “that proportion
of the payments received in that year which the gross profit
(realized or to be realized when payment is completed) bears
to the total contract price.” § 453(c). The contract price each
petitioner received for the ESOP stock was $4,150,000 and
the basis was $27,428. Thus, each realized a gross profit on
the sale of $4,122,572 ($4,150,000 contract price less $27,428
basis). The ratio of the gross profit to the contract price is
99%. Pursuant to the installment method, they were required
to recognize $444,784 of gain for 2003 (99% of the $449,277
payment). The gain “which would be recognized” for 2003
in the absence of a section 1042 election is thus $444,784.
But petitioners having elected section 1042 and reported the
purchase of QRP at a cost ($4,150,000) exceeding the amount
realized on the sale of the ESOP stock ($4,122,572), section
1042(a) operates—at least initially before petitioners’ sales of
the QRP—to defer any recognition of the $444,784 of gain
“which would be recognized” under the installment method
for 2003.

As a consequence of this deferral, a corresponding adjust-
ment to the basis of the QRP is required. That is, the basis
must be reduced “by the amount of gain not recognized by
reason of” the purchase of the QRP and the application of

34 We note in this regard that petitioners’ failures to report gains consis-
tent with the installment method on their 2003 returns have no impact on
the applicability of the installment method for reporting the gain on the
sale of their ESOP stock pursuant to installment sales. Installment method
reporting remained the correct means for reporting their gains realized on
the installment sales of their ESOP stock, notwithstanding their erroneous
reporting on their 2003 returns. See Bolton, 92 T.C. at 304-05.
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section 1042(a); namely, $444,784. § 1042(d). The QRP was
reported as purchased in 2003 at a cost of $4,150,000, giving it
an initial basis equal to that amount. Accordingly, the QRP’s
$4,150,000 basis must be reduced by $444,784 to $3,705,216
pursuant to section 1042(d).

Finally, when petitioners disposed of their QRP (i.e., the
FRNs) in 2003 (by virtue of the deemed sales to Bancroft),
they each received proceeds of $3,735,000 (the $4,150,000 face
value of the FRNs less Bancroft’s $415,000 fee). As each peti-
tioner had an adjusted basis in the FRNs of $3,705,216, each
had a gain of $29,784 on the deemed sale.35

In 2004 Edward and Annie received further princi-
pal payments on their promissory notes of $50,148 and
$49,784, respectively. Since each disposed of all of their
QRP in 2003, their section 1042 elections can no longer oper-
ate to defer any gain. They remain under the installment
method,3¢ however, under which their receipt of an install-
ment payment triggers gain equal to the 99% gross profit
percentage of each payment: for Edward, 99% of $50,148, or
$49,647 of recognized gain; and for Annie, 99% of $49,784,
or $49,286 of recognized gain.

As there were no principal payments to petitioners in 2005
through 2008, no gains from their ESOP sales are recognized
for those years, consistent with the installment method, under
which recognition of gain depends upon receipt of an install-
ment payment for the year.

35 For simplicity and ease of comprehension we analyze the acquisition
and disposition of the FRNs as if petitioners were not now disputing their
acquisition of the Colgate Palmolive and Merck & Co. FRNs. However, we
will render summary judgment only with respect to the gain that must be
recognized as a consequence of petitioners’ acquisition and disposition of
the Gilette and UPS FRNs. If it is ultimately determined that petitioners
in fact acquired the Colgate Palmolive and Merck & Co. FRNs (as they
reported on their 2003 returns), the same analysis would apply.

36 As noted, petitioners’ failure to report any gains for 2004 from the
sales of their ESOP does not affect the applicability of the installment
method to them. See supra note 34.
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To reflect the foregoing,

An order will be issued granting petitioners’ Motion for
Partial Summary Judgment and denying respondent’s Motion
for Partial Summary Judgment.

CATHERINE L. LAROSA, PETITIONER
v. COMMISSIONER OF INTERNAL
REVENUE, RESPONDENT

Docket No. 10164-20. Filed July 17, 2024.

R made an erroneous refund of interest to P-W and H. After
prevailing in an erroneous refund suit, R attempted to collect
the liability. P-W requested innocent spouse relief under I.R.C.
§ 6015(f), i.e., equitable relief. R denied relief, arguing that a
liability arising from an erroneous refund of interest is not
eligible for relief under I.R.C. § 6015(f). P-W filed a Petition
challenging R’s denial of relief. R moved to dismiss for lack of
jurisdiction, arguing that an erroneous refund of interest is not
eligible for innocent spouse relief. P-W objects. Held: In the
case of an individual who requests equitable relief under I.R.C.
§ 6015(f), the filing of a timely petition confers jurisdiction on
the Court regardless of the merits of the underlying claim
for relief. Held, further, innocent spouse relief under I.R.C.
§ 6015(f) is available only for unpaid taxes or deficiencies.
Held, further, an erroneous refund consisting only of inter-
est does not give rise to an unpaid tax or a deficiency. Held,
further, P-W is not eligible for relief under I.R.C. § 6015(f).

Caroline D. Ciraolo, for petitioner.
Jeffrey E. Gold and Deborah Aloof, for respondent.

OPINION

BucH, Judge: The Commissioner issued Catherine and
Dominick LaRosa an erroneous refund consisting of only
statutory interest for 1981 and 1982 (years in issue). Following
protracted litigation, the Commissioner sought to collect that
erroneous refund from the LaRosas. Mrs. LaRosa submitted a
request for innocent spouse relief under section 6015(f).1 The

1 Unless otherwise indicated, statutory references are to the Internal
Revenue Code, Title 26 U.S.C., in effect at all relevant times, regulation
references are to the Code of Federal Regulations, Title 26 (Treas. Reg.), in
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Commissioner did not process her request because he deter-
mined that there was no unpaid tax or deficiency from which
to grant relief. Mrs. LaRosa filed a Petition seeking review of
the Commissioner’s determination.

Pending before the Court is the Commissioner’s Motion
to Dismiss for Lack of Jurisdiction in which he asserts that
Mrs. LaRosa is not eligible for relief under section 6015(f)
because there is no unpaid tax or deficiency for the years in
issue. Section 6015(f) authorizes the Commissioner to provide
equitable relief to a requesting spouse for any unpaid tax or
deficiency. Generally, once a tax liability is paid in full it is
extinguished, although a tax liability can be revived by an
erroneous rebate refund. An erroneous refund is a rebate if it
is related to a recalculation of a tax liability.

Mrs. LaRosa does not have an unpaid tax or deficiency that
is eligible for relief under section 6015(f). The LaRosas satis-
fied their tax liabilities for the years in issue, and the errone-
ous refund paid to them consisted solely of interest. Because
the erroneous refund issued to the LaRosas did not involve
a recalculation of their tax liabilities, the refund was not a
rebate and did not give rise to or otherwise revive a tax liabil-
ity. As a result, Mrs. LaRosa is not eligible for relief under
section 6015(f) because there is no unpaid tax or deficiency
for the years in issue.

Background

The LaRosas have a long history of interactions with the
Commissioner, and this proceeding appears to be the latest.
On December 2, 1985, Mr. LaRosa, his brother Joseph LaRosa,
and their company International Fuel Co., Inc., were found
guilty of tax fraud by the State of Maryland for tax years
1981, 1982, and 1983.2 The day after the verdict in the State
of Maryland case, the Commissioner made a jeopardy assess-
ment of federal tax against the LaRosas for 1981, 1982, and
1983. The Commissioner also levied on their assets. Those
assets were subsequently placed in escrow pending the deter-
mination of the LaRosas’ federal tax liabilities.

effect at all relevant times, and Rule references are to the Tax Court Rules
of Practice and Procedure. All monetary amounts are shown in U.S. dollars
and rounded to the nearest dollar.

2The conviction was later pardoned by William Schaefer, the Governor of
Maryland from 1987 to 1995.
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On November 7, 1990, the Tax Court entered a stipulated
decision giving effect to a settlement reached between the
Commissioner and the LaRosas. The agreement stated that
the LaRosas underpaid their tax for 1981, 1982, and 1983.
The total underpayment, including interest and penalties, was
$9,744,587. The parties also agreed that the LaRosas overpaid
their tax for 1984 and 1985, though this was not stated in
the settlement agreement. The total overpayment, including
interest, was $6,120,204. The LaRosas paid the difference
between the overpayment and underpayment to the Commis-
sioner. Although the LaRosas agreed to pay the net amount
that had been due, they reserved the right to further appeal
or contest the liability.

After paying the liability, the LaRosas filed a refund claim
with the Commissioner, asserting that they were owed a
refund of interest they had overpaid.® The Commissioner
initially denied the claim. But after hearing from the LaRosas’
congressional representative, the Commissioner issued a
refund. The refund consisted of section 6601 interest (inter-
est on underpayments) and section 6611 interest (interest on
overpayments) for the years in issue, after taking into account
the timing of the various underpayments and overpayments,
the jeopardy assessment, and the escrow. See I.R.C. §§ 6601(a),
6611(a).

In 1996 the Department of Justice (DOJ), on behalf of
the Commissioner,* brought suit pursuant to section 7405
in federal district court to recover the refund issued to the
LaRosas, arguing that the refund was erroneous. See United
States v. LaRosa, 993 F. Supp. 907 (D. Md. 1997), aff'd per
curiam, 155 F.3d 562 (4th Cir. 1998) (unpublished table
decision). The district court agreed, holding that the LaRosas
were not entitled to the refund they had received and ordering
them to repay it. LaRosa, 993 F. Supp. at 918. The LaRosas

3 The LaRosas argued that they were due a refund for overpaid interest,
because the interest should not have accrued on the unpaid tax liability
after the date of the jeopardy assessment.

4 Section 7401 empowers the Secretary of the Treasury and her delegates
to authorize “the collection or recovery of taxes, or of any fine, penalty, or
forfeiture.” On the basis of this authority, the Commissioner referred the
recovery action against the LaRosas to the DOJ so that it could bring suit
in federal court.
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appealed, and the Court of Appeals for the Fourth Circuit
affirmed. LaRosa, 155 F.3d 562.

Following the district court’s decision, an abstract of
judgment was filed in Montgomery County, creating a lien on
all of the LaRosas’ real property. In 2017, the DOJ moved to
reopen the case and renew the judgment lien on the LaRosas’
real property. See United States v. LaRosa, 120 A.F.T.R.2d
(RIA) 2017-6078, at 2017-6078 (D. Md. 2017). The district
court granted the motion and renewed the judgment lien. Id.
at 2017-6079. On October 31, 2019, the DOJ filed an action
to foreclose on the judgment lien. Mrs. LaRosa moved to stay
that proceeding until her claim for innocent spouse relief was
resolved. See United States v. LaRosa, 125 A.F.T.R.2d (RIA)
2020-1800, at 2020-1800 (D. Md. 2020). The district court
granted her motion. Id. at 2020-1800, 2020-1802.

On January 10, 2020, Mrs. LaRosa submitted to the Commis-
sioner Form 8857, Request for Innocent Spouse Relief, seeking
relief pursuant to section 6015(f) for, among other things, the
liabilities for the years in issue.® The Commissioner responded
to the request on January 24, 2020, stating that he could not
process her Form 8857 “because [his] records show no amount
is currently owed and no additional assessments for tax years
1981, 1982, and 1986.” The letter further stated that “innocent
spouse doesn’t consider relief for erroneous refunds.”

On dJuly 10, 2020, Mrs. LaRosa filed a Petition with the Tax
Court seeking a determination of relief from joint and several
liability. At the time the Petition was filed, Mrs. LaRosa lived
in Maryland. In response, the Commissioner filed a Motion to
Dismiss for Lack of Jurisdiction, arguing that we lack jurisdic-
tion under section 6015(e) to consider Mrs. LaRosa’s request
for innocent spouse relief relating to an erroneous refund of
interest. Mrs. LaRosa objects.

Discussion
1. Jurisdiction

Like other federal courts, the Tax Court is a court of limited
jurisdiction and can exercise its jurisdiction only to the extent
provided by Congress. I.LR.C. § 7442; Judge v. Commissioner,

5 Mrs. LaRosa’s request for innocent spouse relief also included 1986, but
her Petition seeks relief only with respect to the years in issue.
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88 T.C. 1175, 1180-81 (1987). And of course the Tax Court has
jurisdiction to determine whether it has jurisdiction. Bongam
v. Commissioner, 146 T.C. 52, 54 (2016); Kluger v. Commis-
sioner, 83 T.C. 309, 314 (1984). Section 6015(e)(1)(A) confers
jurisdiction on this Court to review a petition for innocent
spouse relief. It provides:

(1) In general.—In the case of an individual against whom a deficiency
has been asserted and who elects to have subsection (b) or (¢) apply, or
in the case of an individual who requests equitable relief under subsec-
tion (f)—

(A) In general.—In addition to any other remedy provided by law,
the individual may petition the Tax Court (and the Tax Court shall
have jurisdiction) to determine the appropriate relief available to the
individual under this section if such petition is filed—

(1) at any time after the earlier of—

(I) the date the Secretary mails, by certified or registered mail
to the taxpayer’s last known address, notice of the Secretary’s
final determination of relief available to the individual, or

(IT) the date which is 6 months after the date such election is
filed or request is made with the Secretary, and
(i) not later than the close of the 90th day after the date

described in clause (i)(I).

I.R.C. § 6015(e)(1)(A). Paragraph (1) provides two different
predicates for our jurisdiction, depending on the kind of relief
the taxpayer is seeking. If either predicate is satisfied, we
have jurisdiction over an innocent spouse relief claim if the
taxpayer files a timely petition. I.R.C. § 6015(e)(1)(A); Frutiger
v. Commissioner, 162 T.C. 98 (2024); Sutherland v. Commis-
sioner, 155 T.C. 95, 99 (2020). To determine whether we have
jurisdiction in this case, we must determine whether either
predicate is satisfied and whether the Petition was timely.
The plain text of section 6015(e)(1) specifies two alternative
predicates. Under the first of those alternatives, the Court may
have jurisdiction over a case involving “an individual against
whom a deficiency has been asserted and who elects to have
subsection (b) or (¢) apply.” As is plain from the facts above,
and as discussed more fully below, a deficiency has not been
asserted against Mrs. LaRosa. We do not have jurisdiction
over such a case. But the second predicate for jurisdiction does
not require a deficiency. It gives us jurisdiction over a case
involving “an individual who requests equitable relief under
subsection (f),” i.e., equitable relief. Our jurisdiction in a case
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involving equitable relief does not require a deficiency to have
been asserted against the taxpayer.

The Commissioner is mistaken when he argues that we
lack jurisdiction over Mrs. LaRosa’s request for innocent
spouse relief. Mrs. LaRosa satisfied both requirements for our
jurisdiction: She submitted to the Commissioner a request for
equitable relief pursuant to section 6015(f), and she timely
filed a Petition with the Tax Court. For this purpose, we
consider the Commissioner’s letter dated January 24, 2020,
to be “the Secretary’s final determination of relief available
to the individual” because it explicitly set forth the Commis-
sioner’s final determination that “[ilnnocent spouse doesn’t
consider relief for erroneous refunds.” Ninety days from the
date of the Commissioner’s determination was April 23, 2020.
Although the Petition was not filed until July 10, 2020, the
90-day period within which to file that petition was tolled by
I.R.S. Notice 2020-23, 2020-18 I.R.B. 742, which extended the
deadline to file the Petition until July 15, 2020.6 Because Mrs.
LaRosa submitted a request for equitable relief and filed a
timely Petition from the Commissioner’s determination with
respect to that request, we have jurisdiction over this case.

Our conclusion on the jurisdictional issue resolves the issue
presented in the title of the Commissioner’s Motion, but it
does not resolve the substance of that Motion. The substance
of the Commissioner’s Motion and Mrs. LaRosa’s objection is
not whether we have jurisdiction, but whether we should find
as a matter of law that Mrs. LaRosa is not eligible for equita-
ble relief under section 6015(f). Thus, we will recharacterize
the Commissioner’s Motion to Dismiss for Lack of Jurisdiction
as a Motion for Summary Judgment, and we now turn to that
recharacterized Motion.

I1. Summary Judgment Standard

We may grant summary judgment when there is no
genuine dispute as to any material fact and a decision may
be rendered as a matter of law. Rule 121(a)(2); Sundstrand

6 We need not address whether the Petition was timely under section
6015(e)(1)(A)G)ID), which authorizes a petition to be filed any time after six
months after the date an innocent spouse relief request is made. The Peti-
tion in this case was hand delivered to the Court on July 10, 2020, exactly
six months after the request was made on January 10, 2020.
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Corp. v. Commissioner, 98 T.C. 518, 520 (1992), aff’d, 17 F.3d
965 (7th Cir. 1994). The moving party bears the burden of
showing that there is no genuine dispute as to any material
fact. Sundstrand Corp., 98 T.C. at 520. When a motion for
summary judgment is properly made and supported, an
opposing party may not rest on mere allegations or denials.
Rule 121(d). Rather, the party’s response, by affidavits or
declarations, or as otherwise provided in Rule 121, must set
forth specific facts showing there is a genuine factual dispute
for trial. Rule 121(d). In deciding whether to grant summary
judgment, we view the facts and make inferences in the light
most favorable to the nonmoving party. Sundstrand Corp., 98
T.C. at 520.

IT1. Section 6015 Innocent Spouse Relief

As a general rule, married taxpayers filing joint federal
income tax returns are jointly and severally liable for all
tax due in connection with those returns. I.R.C. § 6013(d)(3).
However, section 6015 provides an exception to this rule.
Under section 6015, a spouse may be granted relief from joint
and several liability if certain conditions are met.

Section 6015 was enacted on July 22, 1998, as part of the
Internal Revenue Service Restructuring and Reform Act of
1998 (RRA), Pub. L. No. 105-206, § 3201, 112 Stat. 685, 734—40.
It applies to “any liability for tax arising after the date of the
enactment of this Act and any liability for tax arising on or
before such date but remaining unpaid as of such date.” RRA
§ 3201(g), 112 Stat. at 740. Under section 6015, a spouse has
three avenues to obtain relief from joint and several liabil-
ity. Those avenues are: “(1) full or partial relief under subsec-
tion (b), (2) proportionate relief under subsection (c), or (3) if
relief is not available under subsection (b) or (c), equitable
relief under subsection (f).” Kraszewska v. Commissioner, T.C.
Memo. 2024-26, at *6; see I.R.C. § 6015(b), (c), (f). This case
focuses on equitable relief under subsection (f).

Mrs. LaRosa requested innocent spouse relief under section
6015(f) for liabilities from the years at issue. Section 6015(f)
provides:
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(1) In general.—Under procedures prescribed by the Secretary, if—

(A) taking into account all the facts and circumstances, it is inequi-
table to hold the individual liable for any unpaid tax or any deficiency
(or any portion of either), and

(B) relief is not available to such individual under subsection
(b) or (c),

the Secretary may relieve such individual of such liability.
(2) Limitation.—A request for equitable relief under this subsection
may be made with respect to any portion of any liability that—

(A) has not been paid, provided that such request is made before
the expiration of the applicable period of limitation under section
6502, or

(B) has been paid, provided that such request is made during the
period in which the individual could submit a timely claim for refund
or credit of such payment.

(Emphasis added.) A taxpayer is entitled to equitable relief
under section 6015(f) if, considering all of the facts and
circumstances, it would be inequitable to hold the request-
ing spouse liable for any unpaid tax or deficiency that was
unpaid as of July 22, 1998, or that arose after July 22, 1998.
See Treas. Reg. § 1.6015-4(a). If there is neither an unpaid tax
nor an unpaid deficiency, relief is unavailable under section
6015(f). Thus, for Mrs. LaRosa to qualify for innocent spouse
relief under section 6015(f), we must first find that there is an
unpaid tax or deficiency and then find it inequitable to hold
her liable for that unpaid tax or deficiency.

IV. The Parties’ Arguments

The parties disagree as to whether Mrs. LaRosa is eligi-
ble for innocent spouse relief under section 6015(f). The core
of the dispute is whether the liability at issue, an erroneous
refund of interest, constitutes an unpaid tax or deficiency as
required by section 6015(f). The Commissioner argues that
Mrs. LaRosa does not qualify for innocent spouse relief under
section 6015(f) because an erroneous refund of interest is
not an unpaid tax or deficiency. Thus, there is no unpaid tax
or deficiency for the years in issue. Mrs. LaRosa disagrees,
arguing that the erroneous refund should be considered an
unpaid tax. Specifically, she argues that the erroneous refund
constitutes an unpaid tax because the refund suit filed pursu-
ant to section 7405 was an action for the recovery of a tax.
Additionally, Mrs. LaRosa argues that the erroneous refund
constitutes an unpaid tax or deficiency because it was a rebate
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refund that could have been recovered through deficiency
procedures.

V. Whether the Erroneous Refund Is an Unpaid Tax or
Deficiency

To determine whether the erroneous refund constitutes
an unpaid tax or deficiency, we must address two separate
arguments put forth by the parties. We must decide whether
the erroneous refund suit filed pursuant to section 7405 gave
rise to an unpaid tax for the years in issue. And relatedly,
we must decide whether the erroneous refund was a rebate
refund that revived a tax liability for the years in issue.

A. Whether the Erroneous Refund Created a Tax Liability

Section 7405(b) provides that “[a]ny portion of a tax imposed
by this title which has been erroneously refunded (if such
refund would not be considered as erroneous under section
6514) may be recovered by civil action brought in the name
of the United States.” An erroneous refund suit was brought
against the LaRosas under section 7405(b). The erroneous
refund consisted of interest miscalculated under sections 6601
and 6611. Before the refund suit was brought, the LaRosas
had fully paid their tax liabilities for the years in issue. Mrs.
LaRosa argues that because section 7405 authorizes a suit to
recover tax and the erroneous refund is made up of statutory
interest that is to be treated in the same manner as tax, the
erroneous refund resulted in an unpaid tax liability. Specifi-
cally, she contends that “[h]aving invoked the District Court’s
jurisdiction to collect a refund of ‘tax’ and having obtained
a judgment on November 7, 1997 pursuant to such invoca-
tion, the government cannot reasonably take the position . . .
that the same unpaid judgment is a claim for something other
than tax.”

Mrs. LaRosa’s reliance on the section 7405(b) suit is
misplaced. Section 7405(b) provides an avenue to recover an
erroneously refunded tax. But the mere fact that the Commis-
sioner prevails in an erroneous refund suit does not give rise
to an unpaid tax. Courts have held that once a tax liability is
paid in full, that tax liability is extinguished unless it is revived
by an erroneous rebate refund. See Greer v. Commissioner,
557 F.3d 688, 691 (6th Cir. 2009), aff’g T.C. Memo. 2007-119.
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But see Bilzerian v. United States, 86 F.3d 1067, 1069 (11th Cir.
1996) (per curiam). And while the government can recover an
erroneous rebate refund by filing suit under section 7405(b), it
can also recover through an erroneous refund suit erroneous
nonrebate refunds, which are not considered tax. Acme Steel
Co. v. Commissioner, T.C. Memo. 2003-118, 85 T.C.M. (CCH)
1208, 1216. Thus, determining whether an erroneous refund
gives rise to an unpaid tax turns on whether the erroneous
refund is a rebate or nonrebate refund.

B. Whether the Erroneous Refund Was a Rebate Refund
1. Rebate vs. Nonrebate Refunds

The Internal Revenue Code recognizes two types of refunds:
rebate and nonrebate. YRC Reg’l Transp., Inc. & Subs. v.
Commissioner, T.C. Memo. 2014-112, at *5; Acme Steel Co.,
85 T.C.M. (CCH) at 1216. “Rebate refunds are issued on the
basis of a substantive recalculation of a taxpayer’s tax liabil-
ity, e.g., the amount of tax due is less than the tax shown on
the return. If the recalculation of tax liability is correct, the
taxpayer may, of course, retain the refund.” Acme Steel Co.,
85 T.C.M. (CCH) at 1216 (citations omitted). However, if it is
incorrect, then the Commissioner may recover the erroneous
rebate refund. Id. In contrast to a substantive recalculation
of tax, nonrebate refunds “are issued to taxpayers because of
clerical or computer errors, and they bear no relation to a recal-
culation of tax liability. . . . Examples of nonrebate refunds are
refunds issued because the Commissioner credited a taxpay-
er’s payment twice or the Commissioner applied a payment to
the wrong tax year.” Id. (citations omitted).

There are two ways the Commissioner may recover an errone-
ous refund: by filing an erroneous refund suit under section
7405 or by pursuing a supplemental assessment through
deficiency procedures. See generally O’Bryant v. United States,
49 F.3d 340, 342—-43 (7th Cir. 1995). Erroneous rebate refunds
may be recovered by either action. YRC Reg’l Transp.,
Inc. & Subs., T.C. Memo. 2014-112, at *6; Acme Steel Co., 85
T.C.M. (CCH) at 1216. But erroneous nonrebate refunds can
be recovered only by filing suit under section 7405. YRC Reg’l
Transp., Inc. & Subs., T.C. Memo. 2014-112, at *7; Acme Steel
Co., 85 T.C.M. (CCH) at 1216.
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Nonrebate refunds cannot be recovered through the
deficiency procedures because they do not meet the defini-
tion of deficiency. YRC Reg’l Transp., Inc. & Subs., T.C. Memo.
2014-112, at *7; Acme Steel Co., 85 T.C.M. (CCH) at 1216.
Section 6211(a) defines “deficiency” as

the amount by which the tax imposed by subtitle A or B, or chapter 41,
42, 43, or 44 exceeds the excess of—
(1) the sum of
(A) the amount shown as the tax by the taxpayer upon his return,
if a return was made by the taxpayer and an amount was shown as
the tax by the taxpayer thereon, plus
(B) the amounts previously assessed (or collected without assess-
ment) as a deficiency, over—
(2) the amount of rebates, as defined in subsection (b)(2), made.

(Emphasis added.) Under this definition, rebate refunds give
rise to a deficiency, while nonrebate refunds do not. I.R.C.
§ 6211(a), (b)(2). Thus, it follows that rebate refunds are recov-
erable by deficiency procedures and nonrebate refunds are not.
Id. In effect, rebate refunds revive a tax liability. See Greer v.
Commissioner, 557 F.3d at 691; United States v. Frontone, 383
F.3d 656, 658-59 (7th Cir. 2004). But see Bilzerian, 86 F.3d at
1069. Nonrebate refunds do not.

The Commissioner argues that the erroneous refund made
to the LaRosas was a nonrebate refund, and therefore it did
not revive the tax liabilities for the years in issue. Specif-
ically, he argues that the refund was not a rebate because
“it was issued due to an error in determining the date on
which interest accruals ceased on the deficiencies, not on a
redetermination of petitioner and Mr. LaRosa’s tax liabilities
for those years.” Mrs. LaRosa argues that the refund was a
rebate refund because it was “the product of IRS error in
computing the liability for statutory interest, which . . . is
to be treated the same as the tax upon which it accrues.” We
agree with the Commissioner.

2. Analysis

Several cases have drawn the distinction between rebate
and nonrebate refunds. A refund is a rebate when it relates to
the recalculation of a tax liability. Singleton v. United States,
128 F.3d 833 (4th Cir. 1997). In Singleton, 128 F.3d at 834,
the Commissioner issued the taxpayers a refund based on
an error in calculating the amount of general business credit
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carryforward. Years later, the Commissioner recalculated the
liability because of changes in tax laws, assessed the amount,
and demanded immediate payment. Id. The Commissioner did
not issue a notice of deficiency to the taxpayers. Id. The Fourth
Circuit determined that the refund was a rebate because it
was the result of a substantive recalculation of the tax liabil-
ity and not the result of computer or computational errors.
Id. at 839. Thus, the Commissioner was required to issue the
taxpayers a notice of deficiency before making a supplemen-
tary assessment and collecting tax. Id. at 838-39. Likewise,
in Thomas v. Commissioner, T.C. Memo. 2014-118, at *3—4,
the Commissioner issued a refund after determining that the
taxpayers had overreported the taxable portion of their Social
Security benefits. The Commissioner later concluded that the
taxpayers had correctly reported their benefits and sought to
recover the refund through deficiency procedures. Id. at *4-5.
We concluded that the refund was a rebate and could be
recovered through deficiency procedures, because the refund
involved a recalculation of a taxpayer’s tax liability. Id. at *8.

On the other hand, a refund is not a rebate when it is not
related to the recalculation of a tax liability. O’Bryant, 49 F.3d
340. In O’Bryant, 49 F.3d at 341, the Commissioner issued
the taxpayers an unsolicited refund and sought to recover it.
The Court of Appeals for the Seventh Circuit determined the
refund was not a rebate because the money the taxpayers had
as a result of the refund was not the money the “IRS’ origi-
nal assessment contemplated, since that amount was already
paid. Rather it [was] a payment the IRS accidentally sent
them. They oweld] it to the government because they [had]
been unjustly enriched by it, not because they [had] not paid
their taxes.” Id. at 346.7 Further, in YRC Reg’l Transp., Inc. &
Subs., T.C. Memo. 2014-112, at *3, the Commissioner issued
two refunds to the taxpayer. The Commissioner sought to
recover the second refund through deficiency procedures. Id.
at *4, *12. While the parties agreed that the first refund was
a rebate, they disputed the character of the second refund. Id.
at *8-9. We found the second refund was not a rebate, and

7 Mrs. LaRosa argues that her case is distinguishable from O’Bryant and
cases like O’Bryant that involve an unsolicited refund. But whether the
taxpayer requested the refund is immaterial; the issue is the nature of
the refund, i.e., whether it is a refund of tax.
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thus not recoverable through deficiency procedures, because
the refund was issued because of a clerical error and not a
substantive calculation of tax. Id. at *10-12. Lastly, in Lesinski
v. Commissioner, T.C. Memo. 1997-234, 73 T.C.M. (CCH) 2819,
the Commissioner issued a notice of deficiency for 1991 after
preparing a substitute for return for the taxpayer. The taxpayer
later filed a joint return for 1991 that reflected an overpayment.
The taxpayer also filed a petition with this Court challenging
the determinations in the notice of deficiency. While the case
was pending, the Commissioner accepted the taxpayer’s joint
return for 1991 and issued a refund even though the period
of limitations to recover the refund had expired. The Commis-
sioner sought to recapture the erroneous refund by amending
his answer. We determined that the Commissioner could not
use the deficiency procedures to recover the refund because it
was not a rebate because “[t]he refund was not made on the
ground that the tax imposed was less than the amount of tax
shown.” Id., 73 T.C.M. (CCH) at 2820.

Here, the erroneous refund was not a rebate because it
did not involve any portion of the LaRosas’ underlying tax
liabilities for the years in issue. The LaRosas paid their
tax liabilities and interest in full for the years in issue. The
Commissioner issued a refund consisting solely of section
6601 and section 6611 interest having (erroneously) concluded
that the LaRosas had overpaid interest on the underlying tax.
The refund did not involve a recalculation of the LaRosas’
tax liabilities for the years in issue, but merely corrected a
perceived clerical error in computing interest. The LaRosas’
underlying tax liabilities were not adjusted, and no portion
of their underlying liabilities was refunded. Therefore, the
erroneous refund was not a rebate.

Mrs. LaRosa’s reliance on the notion that interest is treated
in the same manner as tax is misplaced. She asserts that the
refund here is

not the result of a clerical, accounting, or computer error that bears
no relation to the LaRosas’ tax liability. . . . The refunds issued to the
LaRosas were the product of IRS error in computing the liability for
statutory interest, which under IRS § 6601, is to be treated the same as
the tax upon which it accrues. Thus the erroneous refund is rebate within
the meaning of IRC § 6211.
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But how the Internal Revenue Code treats interest depends
on the type of interest and the purpose for which we are
considering the question. As a starting point, the statement
in section 6601 that interest is treated as tax is limited by
its own terms to “[ilnterest prescribed under this section”
and “interest imposed by this section.” “This section” refers
to section 6601, i.e., interest on underpayments. Overpay-
ment interest under section 6611 is not treated as tax, and
an excess refund of overpayment interest cannot be recovered
using deficiency procedures. See Pac. Gas & Elec. Co. v. United
States, 417 F.3d 1375, 1381 (Fed. Cir. 2005).

But even interest on underpayments is not treated as tax for
all purposes. Section 6601(e)(1) provides in part, “[alny refer-
ence in this title (except subchapter B of chapter 63, relating
to deficiency procedures) to any tax imposed by this title shall
be deemed also to refer to interest imposed by this section on
such tax.” In Mrs. LaRosa’s case, that parenthetical reference
to deficiency procedures is particularly notable. The definition
of a rebate is found in section 6211(b)(2), which is found in
subchapter B of chapter 63. Thus, the statement in section
6601(e)(1) that interest is treated as tax, by its very own
terms, does not apply when defining what is or is not a rebate
under section 6211.

Neither underpayment interest under section 6601 nor
overpayment interest under section 6611 is considered a tax
for purposes of determining a rebate. As a result, an errone-
ous refund consisting solely of interest is not a rebate and
does not give rise to an unpaid tax or deficiency.

VI. Conclusion

The erroneous refund paid to the LaRosas was not a rebate
and did not give rise to an unpaid tax or a deficiency. Because
the erroneous refund does not constitute an unpaid tax or
deficiency, Mrs. LaRosa is ineligible for innocent spouse relief
under section 6015(f).

To reflect the foregoing,

An appropriate order and decision will be entered.




