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Rescinding A Transaction 
By Lou Vlahos

As kids playing ball, we learned 
about the “do-over” rule; follow-
ing an unintended result  at the 

plate, the player in question was allowed 
to try again, without penalty.  As we got 
older and our games changed, we learned 
about “taking a mulligan”, again without 
penalty. 

It may not come as a surprise that a 
variation of this principle has found its 
way into the tax law.  It is called the 
“rescission doctrine”, and although it has 
been recognized for many years, it has 
been applied only in limited circumstanc-
es.  A recent ruling by the IRS illustrated 
its application. 

The shareholders of an S corporation 
sold their shares to individual buyers in 
exchange for promissory notes.  Under 
the terms of the purchase agreement, the 
parties agreed to treat the transaction as 
a sale of the corporation’s assets for tax 
purposes.

After the closing, the parties realized 
that the transaction did not qualify for 
the election.  Within the same tax year 
as the stock sale, they agreed to rescind 
the sale; the sellers would return the con-
sideration they received and the buyers 
would return the shares they acquired 

(the “Rescission”).  Also within that 
tax year, the buyers would create a new 
corporation which would then purchase 
the S corporation stock from the sellers 
in a transaction that qualified for the 
election.

The parties represented to the IRS that 
there had been no distributions from, or 
contributions to, the corporation during 
the period between the date of the origi-
nal transaction and the execution of the 
Rescission. They further represented that 
no activity or tax filings had occurred 
with respect to the parties that was 
inconsistent with the Rescission and the 
new transaction.

On the basis of the foregoing, the IRS 
ruled that the original transaction would 
be disregarded for tax purposes and the 
stock would be treated as having been 
owned by the sellers until the effective 
date of the second sale transaction.

The IRS explained that the concept 
of rescission refers to a voiding of a 
contract that releases the parties from 
further obligations to each other and 
restores them to the relative positions 
they would have occupied had no contract 
been made.  The tax law, it said, treats 
each tax year as a separate unit for tax 
accounting purposes, and requires that 

one look at a transaction on an annual 
basis using the facts as they exist at the 
end of the year.

In general, the following requirements 
must be satisfied in order for the IRS to 
respect the rescission of a transaction:  
(a) a contract for the transaction; (b) the 
transaction must be rescinded (i) by the 
parties, (ii) pursuant to a provision in the 
contract, or (iii) by court order; (c) the 
parties must be returned to the position 
they were in before the transaction; and 
(d) the rescission must occur before the 
end of the tax year in which the transac-
tion took place.

The most difficult element to satisfy in 
effecting the rescission of a transaction 
is likely the requirement that the parties 
be restored to their pre-transaction sta-
tus.  The difficulty is compounded where 
events have occurred during the period 
preceding the rescission which may pre-
vent or which appear inconsistent with 
an unwinding of the transaction.  Closely 
related to this requirement is the manner 
in which the rescission is effectuated; i.e., 
the steps that are taken to return the par-
ties to their earlier positions.  

In the event taxpayers find themselves 
in a situation where it may behoove 
them to unwind a transaction for valid 

business or tax reasons, they should not 
overlook the application of the rescission 
doctrine.  Even where it may appear that 
a transaction cannot be undone and the 
parties restored to their pre-transaction 
status, a close examination of IRS rul-
ings may disclose the manner in which to 
effect the rescission without adverse tax 
consequences.

Lou Vlahos is a partner at the law firm 
of Farrell Fritz, P. C., where he leads the 
Tax practice group.  Lou can be reached 
at lvlahos@farrellfritz.com or at 516-
227-0639

By Elly Geldwerth

A new economy requires 
a new business model.

Every day small to midsize employ-
ers are faced with a changing 
economy, new legislation, rising 

insurance costs, and an ever-growing 
tangled web of human resources needs. A 
most recent example of the ever changing 
legislative landscape is the Affordable 
Care Act or Obamacare as it is some-
times referred to. The ACA presents 
a significant challenge for employers 
with 50 or more full-time employees. 
Decisions must be made carefully, with 
an eye toward the bottom line, as well 
as the potential legal ramifications of 
non-compliance. It is growing harder and 
harder for smaller companies to compete 
with the large corporations in a world 
where company size gives you a com-
petitive edge, as well as the manpower 
to navigate the complicated legal chal-
lenges that arise daily. When it comes to 
insurance premiums, if you do not have 
the sufficient number of employees the 
premiums can be exorbitant, and many 
companies can no longer afford to pay for 
their employees’ coverage.  Thus it gets 

harder to attract quality employees, lead-
ing to sub-par production and a shrinking 
bottom line. 

A solution that is growing more popu-
lar by the year is partnering with a PEO 
(Professional Employer Organization) in 
a co-employer relationship. In doing so, 
the PEO assumes the responsibility of 
becoming, in essence, the HR depart-
ment - the PEO takes care of the pay-
roll, the employment taxes, benefits pro-
grams and administration, government 
compliance, and human resources.  The 
client company retains the responsibil-
ity of managing the employees’ day-to-
day activities at the worksite.  For the 
employees, nothing changes in the work-
place from their perspective; their super-
visor is still directing their daily respon-
sibilities.  They are, however, offered a 
more comprehensive benefits package 
at reduced cost, along with an HR back 
office to contact for any questions they 
may have. The PEO client relationship is 
commonly referred to as co-employment 
in part because of the legal dynamics, 
but mostly for the true partnership that 
it fosters when it comes to handling the 
daily Human Resources needs. 

For companies that do not have the 
financial resources to hire a full-time 

staff to provide human resources for 
their employees, contracting with a PEO 
is a simple cost effective solution that 
requires little work.  Most PEOs require 
a one-week turnaround to enroll the 
new client and its employees before it 
will begin processing payroll in order to 
ensure not only that the transition is a 
smooth one for both the employer and 
the employees, but also that all required 
documentation is completed.  With fed-
eral regulations constantly changing, and 
new legislation being written daily, many 
employers are not current in the forms 
they must keep on file with regard to 
their employees.  The right PEO ensures 
that the client company is in compliance 
at all times.  Employers need not worry 
that they may face a long interminable 
process of never-ending paperwork or 
anything of the sort.  From day one, the 
PEO’s primary objective is to assist the 
client company in not having to face that 
kind of paper detail again.  

For employees of small to mid-sized 
companies the advantages of the PEO 
can be manifold.  Many PEOs offer a 
wide variety of benefits ranging from 
health insurance to cancer prevention 
insurance and even discounts on movie 
tickets.  A team of human resources 

specialists is now available to the employ-
ees to assist them with questions or 
problems, whereas before there may not 
have been one.  In addition, an employer 
that wishes to add new benefit plans or 
programs can have the PEO do all of the 
legwork and setup requirements.  Many 
PEOs are now offering online portals 
where employees can log in to view up-
to-date payroll data, or update their 
personal information.  In other words, 
the employees have nothing to fear, and 
should not be concerned when they are 
informed that their employer has made 
the decision to partner with a PEO. 

For further information, please visit 
StaffPro online atwww.staffproonline.
com, or call Jan Hernstat at 718-471-
1122 or 516 946-2470. StaffPro began 
in 1996 as a solution for local companies 
struggling to deliver quality HR services 
to their employees.  Offering extremely 
competitive administration pricing, low-
cost quality health insurance coverage, 
and comprehensive Human Resources 
solutions, StaffPro has proven itself to be 
the cost effective solution for companies 
looking to make the necessary changes 
to build their business and not their HR 
department. 
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