1‑18
a.
A “given dollar amount” is the cumulative sum of the taxes determined for each previous bracket of income. The tax for each bracket amount of income is determined by multiplying the marginal rate by the bracket amount of income. For example, according to the 2000 taxpayer, the tax for a taxable income of $28,000 is $4,427.50 [($26,250  15% = $3,937.50) + ($1,750  28% = $490)]. The following is the 2000 taxable income bracket for “single” taxpayers:

     Taxable In​come      
Tax 

Cumulative

   Over  
But Not Over
 Rate 
      Tax    
     Tax    

$       0
$ 26,250
15%
$ 3,937.50
$ 3,937.50

26,250
63,550
28%
10,444.00
14,381.50

63,550
132,600
31%
21,405.50
35,787.00

132,600
288,350
36%
56,070.00
91,857.00 

288,350

39.6%



b.
The tax using the 2000 rate schedule is $10,587.50 [($26,250  15% = $3,937.50) + ($23,750  28% = $6,650)].

c.
The marginal tax rate is 28 percent. (See Examples 8 and 9, p. 1‑7.)

d.
The average tax rate is 21.2 percent (tax $10,587.50  taxable income of $50,000). (See Example 10, p. 1‑7.)

e. The effective tax rate is 13.2 percent [tax $10,587.50  economic income of $80,000 ($50,000 + $30,000)]. (See Example 11, p. 1‑7.)

1‑26
a.
The amount of M’s taxable gifts is as follows:

To son:           

To daughter:     
Value of gift
$50,000 
Value of gift
$50,000 

Annual exclusion
 (10,000)
Annual exclusion
 (10,000)

Taxable gift
$40,000 
Taxable gift
$40,000 

To niece:        
Value of gift
$10,000 


Annual exclusion
 (10,000)

Taxable gift
$        0 
Total taxable gifts  =
$80,000 

b.
The amount of M and her husband’s taxable gifts is as follows:

To son:          

To daughter:     
Value of gift
$50,000 
Value of gift
$50,000 

Annual exclusion
 (20,000)
Annual exclusion
 (20,000)

Taxable gift
$30,000 
Taxable gift
$30,000 

To niece:        
Value of gift
$10,000

Annual exclusion
(20,000)

Taxable gift
         0 
Total taxable gifts  =
$60,000 

(See Example 17 and pp. 1‑13 and 1‑14.)

1‑28
The estate tax in 2000 is $18,550 determined as follows:

Gross estate

Cash

$ 75,000

Stocks and bonds
400,000

Residence
230,000

Interest in partnership
450,000

Personal property
25,000

Life insurance
 100,000
Total gross estate

$1,280,000 

Less

Claims against the estate

Mortgage

(80,000)

Marital deduction

Stocks and bonds transferred to wife

(400,000)

Charitable deduction

Cash to State University

    (50,000)

Taxable estate

$  750,000 

Taxable gifts made after 12‑31‑76

Gift to daughter ($30,000 - $20,000 exclusions -

$5,000 gift attributed to the spouse)

+     $5,000 

Total taxable transfers

$  755,000 

Tentative tax on total transfers

$  250,250 

(See unified transfer tax rate schedule, Appendix A)

[$248,300 + 0.39($755,000 - $750,000)]

Unified credit in 2000

(220,550)

State death tax credit (See Exhibit 1‑6.)

Adjusted taxable estate $690,000 ($750,000 - $60,000)

Credit [$18,000 + 0.048($690,000 - $640,000)]

    (20,400)

Estate tax liability

$     9,300 

The insurance proceeds are included in the gross estate at their value at death because the taxpayer retained the incidents of ownership (e.g., ability to designate the beneficiary).

Only the taxable portion of the gift to the daughter is added back to determine total taxable transfers. It is added at its value as determined when originally made—not at the date of death value. The rule requiring the addition of transfers made within three years of death to the gross estate generally has been repealed except for life insurance and certain retained interests as provided for in § 2035.

Part of the gift is added to total taxable transfers in determining the tax. However, the whole unified credit is used against the tax. (See pp. 1‑10 through 1‑14 and the examples and exhibits contained therein.)

1‑32
For 2000, the social security portion of the self‑employment tax rate is 12.4 percent, and the MHI portion is 2.9 percent. These rates are twice the FICA tax rates imposed on an employee’s wages. In an effort to provide some relief from this “doubling‑up” effect, self‑employed taxpayers are allowed (1) to reduce net earnings from self‑employment by one‑half the combined 15.3 percent tax rate in arriving at each component’s tax base, and (2) an income tax deduction for one‑half the amount of self‑employment taxes actually paid. As illustrated in Example 23 on p. 1‑19 of the text, however, not all taxpayers will benefit from the first of these relief measures.

In this case, H’s maximum earnings base subject to each component of the self‑employment tax is reduced by the wages earned as an employee. Thus, H’s self‑employment tax is computed as follows:


Social

Security
Maximum tax base
$ 76,200 

Less: Wages subject to FICA tax
  (48,000)

Reduced maximum tax base
$ 28,200 

Net earnings from self‑employment
$ 40,000 

Subtract: 7.65% net earnings

from self‑employment
   (3,060)


$ 36,940 

Smaller of reduced maximum tax base

or amount determined above
$   28,200 

Times: Social Security tax rate
  12.4% 

Tax on Social Security component
$3,496.80 

Social Security tax
$3,496.80 

Plus: MHI tax ($36,940  2.9%)
  1,071.26 

Equals: T’s self‑employment tax
$4,568.06 

T will also have an income tax deduction of $2,284.03 (one‑half of the $4,568.06 self‑employment taxes paid). (See Example 24 and pp. 1‑19 and 1‑21.)

1‑33
Such a move entails nontax factors, which in most cases are more important than tax considerations (e.g., promotion, additional income, chance for additional responsibility, and chance for training not available elsewhere). The tax environment of the move should be considered from both a Federal income tax perspective and a state and local tax perspective.

•
Is the taxpayer able to defer any gain on the sale of his current house by the purchase of another house in the new state? Briefly touch on the basic elements of §§ 1034 and 121. (See Chapter 15.)

•
Is the taxpayer completely compensated in case he must sell his current dwelling at a loss? Note that the Internal Revenue Code does not provide authorization for a deductible loss in the case of an economic loss on the sale of a domestic dwelling.

•
Are the taxpayer’s moving expenses covered by his employer? If not, are they completely deductible? Stress that a deductible expense does not mean that the taxpayer is made completely whole just because the expense is deductible.

•
Does the employer have a cost of living adjustment that will make the taxpayer whole in case the new state has additional taxes that the old state did not have?

•
The taxes that the taxpayer should look at in the new state include the state income tax, local income tax, and such local taxes as real property taxes, sales taxes, and personal property taxes.

•
All other things being equal, you should make certain that the taxpayer is advised of the real impact on his life of a 20 percent increase in salary. For example, if the taxpayer is in the 28 percent bracket, then this increase will be an effective raise of between 14 and 15 percent in compensation. This raise will be even less if the new state has an income tax. Many taxpayers evaluate an offer without taking into consideration the impact of taxes. All too often, they find that what they initially believed to be a sufficient increase to justify the move is insufficient after taxes. Ultimately the taxpayer himself must determine whether the gains entailed in the move outweigh the additional tax and nontax disadvantages.

3‑30
Dewey, Cheatham, and Howe has an obligation to inform the client of the error and advise them that they should amend their tax return to correct the error. Murray has notified his supervisor, Norm, and is now caught in a dilemma. Has he done all that he needs to by notifying Norm? Should Murray notify the client? Should he notify Norm’s supervisor? Should he quit?

Clearly, Norm is in error. Has Murray satisfied his obligation by informing Norm? Probably so! However, Murray should make some note in the records to the effect that Norm was notified.

Murray should also consider his relationship to the other supervisors and managers of the firm. If he also reports directly to the other members of the firm, he might consider reporting the error to them. Perhaps he could consult firm policy, if any.



It is unlikely that Murray should contact the client directly over Norm’s objection. In no instance should Murray contact the IRS. 

3‑32
These determinations are not easily made based on partial information. But, based solely on the information that is presented, the following recommendations and reasons for their selection are made.

a.
Edmund and Gloria should strongly consider using either the partnership (or LLC) or the S corporation form. These are advantageous, because the operating losses pass through to the owners to be offset against their other taxable incomes, unless they are disallowed or limited under some provision of the Code.

b.
Robin can avoid the double tax (i.e., avoid tax on the distribution of profits) by electing to have her corporation treated as an S corporation. The profits are taxed directly to the shareholder(s) and can be distributed tax‑free. If the election were not made, the profits would be taxed to a regular corporation at corporate rates and the distributions would be taxed to the shareholder(s) as dividends when made.

(See pp. 3‑3 through 3‑7.)

3‑32
These determinations are not easily made based on partial information. But, based solely on the information that is presented, the following recommendations and reasons for their selection are made.
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3‑33
a.
MN, Inc.’s taxable income is determined as follow:

Net income before salaries
$125,000

Minus: Salaries to M
-102,000
Taxable income
$  23,000
Tax on $23,000 (at 15%)
$    3,450
b.
M’s adjusted gross income is determined as follows:

Salaries
$102,000

Dividends
30,000

Interest
   12,500
Adjusted gross income
$144,500
c.
If M believes MN’s income is his income, he believes his income is subject to a double tax. A $30,000 amount was taxed at the corporate level and again when distributed. However, not all people agree that this is a double tax since they view the corporation as totally separate from its 100 percent owner.  (See pp. 3-4 and 3-5.)

3‑34
a.
JKLM’s taxable income is determined as follows:

Net income before salaries

($880,000 - $540,000 - $145,000)
$195,000

Minus: Guaranteed salaries to partners
- 90,000
Taxable income
$105,000
The partnership pays not tax.

b.
J’s income from the partnership is determined as follows:

Partner’s guaranteed salary
$ 45,000

Distributive shares of JKLM income 

(.25  $105,000)
   26,250
Taxable income
$ 71,250
This income is included with J’s other income.

c.
All $71,250 is self‑employment income.

(See p. 3‑6.)

3‑37
The examples of includible and excludable income used in this problem were selected as good items to begin to master material that is covered in detail in Chapters 5 and 6.

a.
Fully includible. Alimony is taxable to the recipient. Other payments related to divorce, such as property settlements and child support, are not taxable.

b.
Fully excludable. Municipal bond interest is generally exempt from Federal income tax. However, if the proceeds were used for some private activity, the interest is taxed. Furthermore, any gain or loss on the sale or other disposition of the municipal bond is recognized.

c.
Fully excludable. Gifts and inheritances are not subject to Federal income tax. Any earnings (such as interest, dividends, and rents) from the property after the transfer are taxable under normal rules.

d.
Partially excludable and partially includible. For low‑income Social Security annuitants, the benefit is fully excludable, but for higher‑income annuitants, up to 85 percent of the benefit may be taxed. Exhibit 3‑4 merely indicates that there is a limitation on the excludible amount.

e.
Fully includible. Tips and gratuities are income for services rendered.

f.
Fully excludable. Life insurance proceeds paid on account of death are not subject to Federal income taxation.

(See Exhibits 3‑3 and 3‑4 and pp. 3‑10 through 3‑13.)

3‑38
The examples of deductions for A.G.I. and from A.G.I. used in this problem were selected as good items to begin to master material that is covered in detail in Chapters 7 through 11.

a.
Deduction for A.G.I. Since the recipient spouse must fully include any alimony received, Congress deemed it appropriate that the paying spouse be allowed a deduction whether or not the taxpayer itemizes.

b.
Itemized deduction.

c.
Deduction for A.G.I. Because the business income of a self‑employed person is fully included in income, Congress deemed it appropriate that the income‑producing expenses be allowed as a deduction whether or not the taxpayer itemizes.

d.
Deduction for A.G.I. Because the rental income of a self‑employed person is fully included in income, Congress deemed it appropriate that the income‑producing expenses be allowed as a deduction whether or not the taxpayer itemizes.

e.
Itemized deduction.

f.
Deduction for A.G.I. Because the expense reimbursement is fully included in gross income, Congress deemed it appropriate that the employee be allowed a deduction whether or not he or she itemizes.

g.
Itemized deduction.

(See Exhibit 3‑5 and 3‑6 and pp. 3‑13 through 3‑18.)

3‑42
a.
The income is included in T’s taxable in​come. T is able to reduce the U.S. tax by $2,000 in the form of a foreign tax credit for the tax paid to the foreign government.

b.
The foreign tax credit is limited to the U.S. tax on the foreign source income. As a result, T may only claim a credit of $1,800.

c.
T may elect to exclude from gross income the income from personal services performed while a resident of a foreign country. As a result, there is no U.S. tax and no foreign tax credit.

(See Example 3 and p. 3‑3.)

3‑43
All of L’s income falls into the 15 percent bracket, so her regular income tax is $3,300 ($22,000  15 percent). M’s AMTI is $43,000 ($22,000 + $21,000). She then deducts her exemption of $33,750 and applies the tax rate of 26 percent to arrive at her tentative AMT of $2,405 [($43,000 - $33,750)  26 percent]. Since this is less than the regular tax, L pays no AMT. L must pay $3,300, consisting of regular tax only. (See pp. 3‑19 through 3‑22.)

3‑44
a.
C. However, this asset falls into a special class because it is also personal use property. The treatment of such properties will be developed in subsequent chapters. (See p. 3‑27.)

b.
C. Passive investments are generally capital assets. (See p. 3‑27.)

c.
C. See answer (a).

d.
O. Inventory does not qualify as a capital asset. (See No. 1 on p. 3‑27).

e.
C. See answer (b).

f.
T. This is § 1231 property. (See p. 3‑30.)

g.
O. Trade accounts and notes receivable do not qualify as capital assets or § 1231 assets. (See No. 3 on p. 3‑30.)

h. C. See answer (b).

3‑47
Each of the requested amounts for S is shown in the following computation:

Amount realized

Amount of money received
$ 6,000

Fair market value of other property 

received
30,000

Liabilities discharged in the transaction
36,000
$72,000 

Less adjusted basis ($52,000 - $12,000)

 (40,000)

Gain realized

$32,000 

(See Exhibits 3‑9 through 3‑11 and pp. 3‑25 through 3‑28.)

3‑48
First segregate the gains and losses into the four groups as follows:

Long‑term capital gains ($1,000 + $6,000)
$7,000 

Long‑term capital losses
(2,000)

Short‑term capital gains
0 

Short‑term capital losses
0 

The loss on the sale of jewelry is ignored since personal losses are not deductible. Netting the other transactions results in a net long‑term capital gain of $5,000 ($7,000 - $2,000) and a net short‑term capital gain of $0.

The net capital gain of $5,000 ($5,000 net long‑term capital gain - $0 net short‑term capital loss) is included in taxable income and taxed at the capital gains rate. (See Examples 17 and 18 and p. 3‑28.)

3‑49
First segregate the gains and losses into the four groups as follows:

Long‑term capital gains
$      0 

Long‑term capital losses
(9,000)

Short‑term capital gains
4,000 

Short‑term capital losses
0 

Netting these items results in a net long‑term capital loss of $9,000 ($9,000 - $0) and a net short‑term capital gain of $4,000 ($4,000 - $0). Further netting results in a net long‑term capital loss of $5,000.

The capital loss deduction for T for the year is the lesser of the following:

The net capital loss



$5,000

The annual limit




$3,000

Because the limit applies, the excess loss of $2,000 is carried forward as a long‑term capital loss to the succeeding year. (See Example 18 and pp. 3‑25 through 3-30.)

3‑51
a.
Mr. and Mrs. G report the following on their joint tax return:

•
Salary of $80,000 and dividends of $42,000 from X;

•
Net income passing through of $36,000 from P;

•
Loss pass‑through of $7,000 from H; and

•
No income from the trust.


b.
G, Jr. reports the following on his tax return:

•
Salary of $24,000 and dividends of $10,500 from X;

•
Loss pass‑through of $7,000 from H; and

•
Income pass‑through from G Trust of $4,500.

c. X Corporation is taxed on its net taxable income of $75,000. In arriving at that amount, it deducted the salaries to Mr. G and G, Jr., which are presumed to be reasonable; but no deduction is allowable for the dividends.

d. P Partnership pays no tax. Its income of $60,000 passes through to the partners. The $72,000 of distributions are tax‑free, so long as they do not exceed the partner’s basis in the partnership interest.

e.
H Corporation pays no tax. Its income or loss passes through to its shareholders. See answers (a) and (b) above.

f.
G Trust may deduct distributions to the extent includible by G, Jr. Therefore, its taxable income is $11,500 ($16,000 - $4,500).

(See pp. 3‑2 through 3‑7.)

3‑52
Salary



$58,000 

Part‑time consulting

$5,000 

Less related expenses

 (1,000)
4,000 

Dividend income


1,150 

Employee expense reimbursement

$  200 

Less: Portion deductible for A.G.I.

   (200)
         0 

A.G.I.



$63,150 

Itemized deductions:

Residence interest

$6,800 

Miscellaneous itemized deductions:

Tax preparation fee
$  500 

Safe deposit box rental
50 

Unreimbursed employee travel
    250 

Total
$  800 

Less 2% of A.G.I.
(1,263)
       0 
  (6,800)

Exemption deductions (2  $2,800)


  (5,600)

Taxable income*


$50,750 

Note:
Because you were not asked to calculate Indy’s self‑em​ployment tax, no deduction for one‑half the SE tax has been taken in arriv​ing at taxable income of $50,750. The self- employment tax for 2000 would be $565 [Social security* of $458.05 ($4,000 self-employment income  92.35%  12.4%) plus MHI of $107.13 ($4,000 net income from self-employment  92.35%  2.9%)].

*
The ceiling OASDI (i.e., Social Security tax wages) is $76,200, so the maximum amount Indy Smith can pay OASDI on is $18,200 ($76,200 - $58,000 Social Security wages).

(See entire chapter.)

19‑17
a.
The $3,200 of medical insurance premiums paid passes through to J as a withdrawal.

b/c.
The $3,200 is deductible to the partnership as a guaranteed payment (subject to FICA) and to the S corporation as salary (not subject to FICA) and is included in gross income for J. The $3,200 qualifies as an itemized deduction under medical and is subject to Schedule A restrictions. (See pp. 19-11 and 19-19.)

d.
The $3,200 is an expense to the C corporation and has no other effect.

Note:
A special rule allows self-employed individuals to deduct 45% (for 1998 and 1999) of health insurance premiums. Thus in a/b/c there would be an $1,440 deduction for A.G.I. rather than an itemized deduction.

19‑19
a.
$40,000. A proprietor’s self‑employment income includes the proprietorship net income before passive income. Salary to a proprietor is not a deductible business expense. (See Example 1, p. 19‑2, and § 6017.)

b.
$23,200 ($40,000 - $12,000 = $28,000  40% ownership = $11,200 + $12,000). A general partner’s self‑employment income includes his share of partnership net income before passive income but after all guaranteed compensation is deducted, plus his guaranteed compensation. (See Example 3, pp. 19‑5, 19-6  and 19‑12, and § 1402.)

c.
$12,000. A limited partner’s self‑employment income is restricted to his guaranteed compensation. (See pp. 19‑5 and 19-6.)

d.
$0. Corporate owners/employees (C and S) have no self‑employment income. Their compensation is subject to FICA. (See p. 19‑14.)

e.
$0. Corporate owners/employees (C and S) have no self‑employment income. Their compensation is subject to FICA. (See p. 19‑14.)

4‑32
a.
Two, one personal and one dependency. R supports his mother, who meets the gross income test since Social Security benefits are generally excluded.

b.
One. D supports F, but F fails to meet the gross income test because he has gross income of $4,400.

c.
Three. D can be claimed since the gross income test does not apply to children who are under 19 years of age.

d.
Three. Presumably the Smiths can claim their high school son. They cannot claim Hans since he was in the home less than the entire year.

e.
Three. The gross income test does not apply to a child who is a student under age 24 and the scholarship is not included in support so the support test is met. ($5,000 provided by parents  $9,000 total support > 50%).

(See pp. 4‑1 through 4‑10.)

4‑35
a.
No. The only exception to the joint return test is for a married couple that pays no tax.

b.
Not necessarily. Surely, the parents get the exemption for Kate in a higher tax bracket ($2,800  28% = $784), but if they do, Kate loses her exemption deduction, may have a reduced standard deduction, and loses the ability to file jointly. If Jim filed separately, he would pay tax of $1,279 [($15,000 - $3,675 standard deduction - $2,800 personal exemption)  0.15]. On her separate return, Kate would pay tax of $30 [($900 - $700)  0.15]. However, if Jim and Kate file jointly, they would pay $443 [($15,900 - $7,350 - $5,600)  0.15], a savings of $866 [($1,279 + $30) - $443].

(See pp. 4‑1 through 4‑10 and tax rates inside front cover.)

4‑36
This problem involves the phase‑out of itemized deductions and exemption deductions.

a.
The calculations are as follows:

Adjusted gross income

$222,300 

Adjusted gross income
$222,300 

Less:
Base Amount
(128,950)

Excess
$ 93,350 

Times: 3 percent
     3% 

Phase‑out amount (a)
$   2,801 

Itemized deductions subject to phase‑out

($5,300 + $14,500 + $6,200)
$ 26,000 

Times: 80 percent
    80% 

Maximum phase‑out (b)
$ 20,800 

Itemized deductions subject to phase‑out
$ 26,000 

Less:
Lesser of (a) of (b) above
   (2,801)

Allowable portion
$ 23,199 

Add:
Itemized deductions 


not subject to phase‑out
 +     500 

Allowable itemized deductions

(23,699)

Adjusted gross income
$222,300 

Less:
Base amount
(193,400)

Excess
$ 28,900 

Divided by $2,500
  2,500 


12 

Times: 2 percent
     2% 

  Phase‑out percentage
       24% 

Exemption deductions ($2,800  4)
$  11,200 

Times: 1 - phase‑out percentage
   76% 

Allowable exemption deduction

   (8,512)

Taxable income

$190,089 

b.
The revised calculations are as follows:

Adjusted gross income

$232,300 

Adjusted gross income
$232,300 

Less:
Base Amount
(128,950)

Excess
$103,350 

Times:
3 percent
        3% 

Phase‑out amount (a)
$   3,101 

Itemized deductions subject to phase‑out
$ 26,000 

Times:
80 percent
   80% 

Maximum phase‑out (b)
$ 20,800 

Itemized deductions subject to phase‑out
$ 26,000 

Less:
Lesser of (a) or (b)
   (3,101)

Allowable portion
 $ 22,899 

Add:
Itemized deductions 


not subject to phase‑out
  +    500 

Allowable itemized deductions

(23,399)

Adjusted gross income
$232,300 

Less:
Base amount
(193,400)

Excess
$ 38,900 

Divided by $2,500
  2,500 


16 

Times:
2 percent
     2% 

Phase‑out percentage
      32% 

Exemption deductions ($2,800  4)
$  11,200 

Times:
1 - phase‑out percentage of 32%
    68% 

Allowable exemption deduction

    (7,616)

Taxable income

$201,285 

c.
Adjusted gross income increased by $10,000. As a result, an additional $300 ($10,000  3%) of itemized deductions and an additional 8 percent ($10,000/$2,500  2%) of the exemption deductions are phased out. The final impact on taxable income is therefore an increase of $11,196 [$10,000 + $300 + ($11,200  8%)]. One could argue that the $1,196 is fictitious income created by the phase‑outs.

(See pp. 4‑9 and 4‑10.)

4‑40
a.
Head of household. For 1997 M could file a final joint return, and for 1998 and 1999 she could have filed as a surviving spouse using the schedule for married persons filing jointly. For 2000, the best available filing status is head of household; the standard deduction is $6,450.

b.
Single. S would qualify as a head of household if he were entitled to the dependency exemption for his mother outright, rather than through a multiple support agreement; the standard deduction is $4,400.

It may seem strange that S paid over half the cost of providing the home in which his mother lived, yet failed to provide over one‑half the cost of her total support. This is entirely possible. Perhaps the siblings paid for medical care or had the mother in their homes for extended periods of time. S would have qualified as a head of household if he had provided over one‑half of his mother’s support.

c.
Surviving spouse. R qualifies as a surviving spouse; the standard deduction is $7,350.

d.
Head of household. A person who qualifies as a head of household because of an unmarried child or stepchild is not required to be entitled to the dependency exemption for the child or stepchild. The standard deduction is $6,450.

(See Exhibit 4‑3 and pp. 4‑15 through 4‑18.)

4‑41
a.
Yes. Even if Y relinquishes the exemption for her son, she may qualify.

b.
No. C would qualify except that he cannot claim an exemption because his mother does not meet the gross income test. If the interest was tax-exempt municipal bond interest, the mother’s gross income would be zero and C would be a head of household.

c.
Yes. The qualifying individual need not be claimed as a dependent if he or she is a child, grandchild, or stepchild. L must have lived with J for more than one‑half of the year.

d.
No. The home in which the qualifying individual lives for more than one‑half of the year must be the taxpayer’s home.

e.
No. Although an unmarried child need not be a dependent to qualify the parent as a head of household, the parent must live in the same house with that child.

f.
No. Although a sister is a qualifying relative, she must also be a dependent of the person claiming head of household. Because E fails the gross income test, M cannot claim E as a dependent.

g.
No. F will file a final joint return this year and then file as a surviving spouse the next two years.

(See Exhibit 4‑3 and pp. 4‑15 through 4‑18.)

4‑42
K’s taxable income for 2000 is determined as follows:

Adjusted gross income ($2,800 + $1,400)

$4,200 

Less:
Standard deduction 


($4,400, but limited to 


earned income + $250)
$3,050

Personal exemption (none allowed

since K is claimed as a

dependent)
       0
 (3,050)

Taxable income

$1,150 

(See pp. 4‑24 through 4‑28.)

4‑49
G’s adjusted gross income

$2,000 

Less:
Standard deduction
$700

Personal exemption
    0
   (700)

Taxable income

$1,300 

Unearned income

$2,000 

Base amount

(1,400)

Net unearned income

$  600 

Tax at parent’s rate ($600  28%)

$  168 

Tax at G’s rate [($1,300 - $600)  15%]

     105 

Total tax

$  273 

(See Example 29 and pp. 4‑24 through 4‑28.)

4‑55
a.
April 15, 2003—three years from the due date of the return (since it was later than the filing date.)

b.
If the amount of the omission exceeds 25 percent of the gross income included in the return, assessments may be made up to April 15, 2006.

c.
Because no return was filed to start the running of the statute of limitations, the IRS is never barred from making assessments.

(See Exhibit 4‑8, pp. 4‑35 through 4‑37, and § 6501.)

5-21 Because a partner or a shareholder in an S corporation reports his share of the entity’s income in his tax year within which the entity’s taxable year‑ends, the taxpayer can defer recognition of the income for up to 11 months. For example, assuming a partnership’s year ends January 31, 2000, the taxpayer would not report his share of partnership income until he files his 2000 tax return in 2001. It is important to note that there are restrictions on the tax year that a partnership or S corporation may select. (See Example 8 and pp. 5‑11 and 5-12.)

5‑23
If the taxpayer expects that his tax bracket will be higher in future years, he will want to recognize as much current income as possible to minimize the tax rate that would apply. (See p. 5‑37.)

5‑24
Several income-splitting techniques are available to R. Several of these techniques require the transfer of income-producing property, since the assignment of income doctrine precludes the shifting of income arising from personal services. Note, however, that any unearned income of a child under age 14 that exceeds $1,400 in 2000 is taxed at R’s rates. (See pp. 5‑31 and 5-32.)

One popular income-splitting technique used for family businesses involves establishing a partnership or an S corporation with family members as the partners or shareholders. R could form a partnership or an S corporation and transfer interests in the partnership or corporation to the family members. (These transfers may be subject to the gift tax if the value of the interest transferred exceeds $10,000.) By transferring interests to family members, any income arising from the business will be allocated to the partners (or shareholders) and taxed to them. Note that control of the entity may be retained by the family. Because of the tax avoidance opportunities inherent in these arrangements, certain requirements must be satisfied [e.g., see § 704(e) concerning family partnerships]. Another technique requires the transfer of an income-producing asset of the business to a family member or a trust whose beneficiaries are family members. For example, if the business owns the building in which it operates, the building could be transferred to a family member or trust and leased back to the business. The business would pay rent to the lessor, thus, shifting income from the business to the new owner of the property. As in the case of family partnerships or S corporations, trust-leaseback arrangements are successful only if certain judicial tests are satisfied. For example, the transfer must be generally motivated by a business purpose rather than an intent to avoid taxes.

5‑26
Aware of the dim view the IRS takes of tax evasion, Al may want to explain to his client, in no uncertain terms, the potential consequences of omitting $150,000 of income from his return. In the event the omission is discovered, Dr. Floss would undoubtedly invite, at best, the assessment of the substantial understatement penalty, although the far more significant penalty for civil fraud (not to mention criminal fraud) lurks in the background. Either way, the dentist will have incurred the wrath of the IRS and earned the close scrutiny of future returns for years to come.

Given that the possibility of discovery, with all its ramifications, is not enough to sway the daring dentist. Al needs to consider his own position if he elects to stay with this client. Section 6694(b) imposes a $1,000 preparer penalty in the event an understatement is due to a willful attempt to understate a taxpayer’s liability or a reckless or intentional disregard for rules and regulations. Reg § 1.6694‑3(b) provides that a preparer is subject to this penalty if he disregards, in an attempt wrongfully to understate the liability, information furnished by the taxpayer or other persons. The AICPA addresses preparer knowledge in its Statements on Responsibilities in Tax Practice (SRTP No. 3, which states that "the CPA should not ignore the implications of information furnished [by the taxpayer or a third party] and should make reasonable inquiries if the information furnished appears to be incorrect, incomplete, or inconsistent either on its face or on the basis of other facts known to the CPA.”

If Al chooses not to prepare the return under the circumstances outlined here, he is not required to take any action with regard to either Dr. Moller or Dr. Floss, aside from severing his professional relationship with the latter. He is not obligated to report the matter to the IRS and is, in fact, proscribed from doing so by his profession, except where required by law. (See SRTP No. 6, which relates to preparer knowledge of error. Although it addresses the management of the situation where an error is discovered in a previous filed return, presumably the same confidentiality standard applies to information relating to a return not yet filed.) Should Dr. Floss take his business to Al’s competitor down the street, Al has no responsibility to relate to the new accountant any information regarding his client and is prohibited from doing so except with his client’s permission. (See Chapter 2.)

5‑31
a.
Yes. In the case of checks, a taxpayer is deemed to have received payment when the check is received rather than when it is cashed. As a practical matter, R’s W‑2 no doubt would control. (See Example 11 and p. 5‑16.)

b.
No. D is not in constructive receipt of the check because it was not available to him for his immediate use and enjoyment. (See Example 12 and p. 5‑16.)

c.
Yes. E has control over the property. The fact that he is unable to find a buyer is not a substantial limitation. (See p. 5‑16.)

d.
No. Although Z has received the check, the funds are not available. (See Example 16 and p. 5‑16.)

5‑32
a.
No. As long as the corporation customarily pays the dividends by mail so that the shareholder receives it after year-end, the shareholder is not considered in constructive receipt. (See Example 14 and p. 5‑16.)

b.
Yes. Funds received by the taxpayer’s agent are considered received by the taxpayer. (See Example 15 and p. 5‑16.)

c.
No. The fact that the funds are available only if the taxpayer cancels the policy is a substantial restriction. Therefore, L is not in constructive receipt of the annual increase in value. (See p. 5‑15.)

5‑33
a.
If the IRS requires JB to change his method of accounting (i.e., an involuntary change), JB would have a positive adjustment of $180,000 as computed below. Note that because the IRS initiated the adjustment (i.e., it was involuntary), the entire $180,000 must be included in income in the year of the change. (See p. 5‑19.)

Income:

Accounts receivable balance (sales otherwise omitted)

$ 70,000 

Inventory balance (previously expensed, now capitalized)

  130,000 




$200,000 

Expense

Accounts payable (no deduction was taken when paid)

  (20,000)

Total adjustment


$180,000 

c.
As above, the taxpayer will be required to include $180,000 in income. However, by voluntarily making the change, the taxpayer is entitled to a forward spread of four years, the year of the change and the following three years. (See Example 19 and p. 5‑19.)

d.
Yes. The Regulations permit the taxpayer to use a combination of accounting methods. Thus, JB may use the accrual method to account for inventories and sales but may use the cash method for other items such as interest income or supplies. (See pp. 5-13 and 5‑14.)

5‑34
No. HIJ may defer the $60,000 until that time when it is properly accrued. Accrual basis taxpayers normally report advanced payments for goods when the goods are shipped, assuming this method is followed for financial accounting purposes. If the goods are on hand at year-end and substantial payments (payments exceeding the goods’ cost) have been received, the advanced payments must be reported at the earlier of the year reported for financial accounting purposes, or the second year following the year of receipt. (See Example 24 and p. 5‑23.)

5‑37
a.
Yes. Because the payment was received and GLX has an unrestricted claim to the income (i.e., the claim of right doctrine applies), GLX must include the $10,000 in income in 2000 although the right to income may be in question. (See Example 22 and pp. 5‑21 and 5‑22.)

b.
Yes. If GLX had not received the payment, the income would not be includible under the claim of right doctrine. In addition, since GLX’s rights to the income had not been fixed, the all events test would not be satisfied and the income would not be accruable. (See pp. 5‑21 and 5‑22.)

5‑39
a.
Because the services will be performed by the end of the succeeding tax year (2001), the income will be reported as earned. Assuming one treatment was provided in 2000, LL Corporation would recognize $25 (¼ of $100) in income that year. The remainder ($75) would be recognized in the next year. (See Example 23 and p. 5‑23.)

b.
The $100 would be reported when received (not when earned) because services will be performed after the succeeding tax year. Because the $100 was received on September 1, 2000, it will be included in the 2000 income. (See p. 5‑23.)

c.
$256,098 [(15 games played / 41 total games during season)  $700,000] will be included in the income of 2000. The remainder will be deferred because the services (i.e., the games) will be provided by the end of 2001. (See p. 5‑23.)

d. The rules applying to prepaid services are used rather than those for prepaid rents, since significant services are provided in addition to the room. Thus, as long as the rooms are to be rented prior to the end of 2001, the income will be deferred until 2001, when it is earned. (See p. 5‑23.)

5‑40
Because E’s grandmother owns the vending machines, the $5,000 must be included in her gross income. Under the assignment of income doctrine, income from property is taxed to the owner of the property and not to the person who collects the income. (See p. 5‑31.)

5‑45
a.
In this case, F is no doubt attempting to lower the family’s total tax liability by shifting interest income to his son who presumably is in a lower tax bracket. Before 1984, such a plan would be effective. Currently, however, § 7872 applies to prohibit the shifting of income. Under the basic rules, S is deemed to make a payment of interest to F of $3,000; this is treated as having been transferred by F back to S as a gift. However, when the loan is less than $100,000, the amount of interest income deemed to be paid by S to F is limited to S’s investment income, which in this case is $1,200. Thus, S would be entitled to a deduction for interest expense of $1,200 if he itemizes, which is unlikely. F would include the $1,200 in income, thus eliminating the benefits of shifting. F would also be deemed to have made a gift of $3,000, which would not be a taxable gift because it is less than the annual exclusion of $10,000. Note that the amount of the imputed gift is not affected by the taxpayer’s net investment income. (See Example 36 and pp. 5‑32 through 5‑34.)

b.
No. If S invests in income-producing assets, the $10,000 exemption does not apply, and hence, interest income is imputed to F. (See p. 5‑34.)

5‑46
a.
No effect. Section 7872 governing interest-free loans does not apply when the loan is a gift loan less than $10,000 and the donee does not use the funds to purchase income-producing assets. In this case, the loan is less than $10,000, and it is used to purchase a car, not income-producing property. (See p. 5‑34.)

b.
Because the loan was used to purchase income-producing property, the $10,000 exemption does not apply. However, when the loan is between individuals and does not exceed $100,000, the amount of interest income imputed to the lender cannot exceed the borrower’s net investment. In addition, if the borrower’s net investment income is less than $1,000, no interest income is imputed to the lender. Thus, in this case, since the borrower’s total net investment income of $1,200 (not just the $800) does exceed the $1,000 threshold, interest income is imputed to the lender, and the borrower has an interest deduction for a like amount. In addition, J is treated as having made a gift to K. Here, the gift that would equal the amount of imputed interest on $8,000 (the loan amount) would be less than the amount of annual exclusion. Thus, there would be no taxable gift. (See pp. 5-33 and 5-34.)

c.
The $10,000 exemption does not apply because the loan exceeds $10,000. However, the special rule for loans between individuals not exceeding $100,000 is applicable. Because investment income is zero, no interest income is imputed to J, nor is B entitled to a deduction. However, J is still deemed to have made a gift equal to the imputed interest, which in this case would fall below the $10,000 exclusion. (See pp. 5-33 and 5-34.)

d.
None of the exceptions apply. Thus, interest income is imputed to P corporation, and a deduction for interest expense of the same amount may be available for Q. Because the loan is to the corporation’s sole shareholder, it is presumed to be a corporation-shareholder loan. Thus, P would be deemed to have paid a nondeductible dividend that Q must report in income. (See Example 34 and pp. 5‑32 through 5-34.)

e.
None of the exceptions apply. Thus, interest income is imputed to P Corporation, and a deduction for interest expense of the same amount may be available for Q. In this case, the loan is a compensation-​related loan. Thus, P would be entitled to a deduction for the imputed interest, while Q must include the amount in income. In addition, P would be required to withhold and pay the proper income and employment taxes. (See Example 34 and pp. 5‑32 through 5-34.)

5‑47
a.
Yes. A regular C corporation is normally prohibited from using the cash method. An exception is provided, however, for any entity other than a tax shelter that has average annual gross receipts (AAGR) for all prior years not exceeding $5 million. This test is satisfied for any prior year only if the AAGR for the three‑year period ending with such year does not exceed $5 million. Corporate AAGR for all years prior to 1998 satisfy this test, since annual receipts never exceeded $1 million. AAGR for 1998 are $1,666,667 [($1,000,000 + $1,000,000 + $3,000,000) divided by 3], and thus, the cash method could be used for 1999. AAGR for 1999 was $4 million [($1 million + $3 million + $8 million)/3], and thus, the cash method can be used in 2000. (See Example 17 and pp.  5-17 and 5‑18.)

b.
Yes. Partnerships that have no regular C corporations as partners may use the cash method. (See p. 5‑17.)

c.
Yes. This corporation is a qualified personal service corporation (i.e., a regular C corporation is qualified if substantially all of the activities consist of performing services in the fields of health, law, engineering, architecture, accounting, actuarial science, performing arts, or consulting, and at least 95 percent of its stock is held by the employees who are providing the services—the latter test is considered satisfied if the stock is owned by a retired employee, a deceased employee’s estate, or his or her heirs.) (See p. 5‑17.)

d.
Yes. Only regular C corporations are prohibited. S corporations can use the cash method because they are not specifically prohibited. (See p. 5‑17.)

e.
Yes. A trust is eligible because it is neither a partnership, corporation, nor tax shelter. (See p. 5‑17.)

f.
No. All tax shelters are prohibited from using the cash method. The various exceptions (e.g., less than $5 million in average annual gross receipts, partnerships, qualified personal service corporations, and farming) do not apply to tax shelters. A tax shelter generally is defined as any enterprise (other than a regular C corporation) if interests in such enterprise have been offered for sale in any offering required to be registered under Federal or state security agencies. The fact that the partnership is publicly traded implies that this condition is satisfied. (See p. 5‑17.)

5‑48
a.
No. Mr. and Mrs. D receive no deduction for the payment of the allowance, and consequently, no income is shifted.

b.
Yes. Because Mr. and Mrs. D may deduct the wages paid to their son, this income is not taxed to them. Moreover, because this income is earned income for their son C, it is not taxed at the parents’ rates but rather at the son’s rates. In addition, the son may use the standard deduction to offset this earned income without limitation. Finally, the wages are not subject to social security taxes—assum​ing the car wash is operated as a sole proprietorship or partnership operated by his parents—since wages paid by a parent to a child under age 18 are exempt from social security.

c.
Yes. The purchase of savings bonds circumvents the “kiddie tax,” since the interest income on the bonds may be deferred until the bonds are redeemed after C reaches the age of 14.

d.
No. Under the assignment of income doctrine, income is taxed to the person who earns it. Thus, the salary would be taxed to Mrs. D who would then be considered as having made a gift to her son.

e.
Wages paid by parents to children under age 18 are exempt from social security. Consequently, the social security provisions do not impose a cost on the shifting of income from parent to child when wages are paid.

f.
Because C can no doubt be claimed as a dependent on Mr. and Mrs. D’s return, C cannot claim an exemption for himself. Consequently, C’s personal exemption deduction is unavailable to offset any income that might be shifted to him. However, C is entitled to a minimum standard deduction of $700 (in 2000), which can be increased by any earned income that he might have.

(See Examples 39 and 40 and pp. 5‑37 and 5‑38.)

6‑16
a.
$22,200. Gross income for proprietorships, partnerships, and corporations is total revenues plus net sales less cost of goods sold. (See p. 6‑44.)

$21,000 + $ 3,000 - $ 1,800 = $22,200

b.
$6,000. Total rents received are included in gross income. Expenses incurred for rental property are deductions allowed to arrive at A.G.I. (See pp. 3‑13 and 3-14.)

c. $15,000. A taxpayer is denied deductions for amounts withheld for social security or federal income taxes. Health insurance premiums are only deductible as itemized deductions. The employer’s share of social security taxes is considered nontaxable income to the employee.

6‑18
a.
Assuming A did not have the right to receive cash or other assets in lieu of the stock, she has no taxable income. Her $12,000 basis is allocated among the total 110 shares of common stock for a $109.09 per‑share basis ($12,000/110 shares). [See Example 2, p. 6‑5, and §§ 305(a) and 307(a).]

b.
The stock dividend does not result in any taxable income. The original basis of the common stock is allocated over both the preferred stock and the common stock based on their relative fair market values. The preferred stock will have a total basis of $779.22, or a $77.92 per‑share basis. [($1,000 fair market value preferred/the total fair market value $1,000 + $14,400)  $12,000 basis = $779.22 preferred basis.] The common stock will have a total basis of $11,220.78 ($12,000 - $779.22) or a $112.21 per‑share basis ($11,220.78/100 shares). This is again assuming A did not have the right to receive cash or other assets in lieu of the stock. [See Example 3, pp. 6‑4 and 6‑5, and §§ 305(a) and 305(b)(5).]

6‑19
a.
Distribution
$40,000 

Dividend (taxable):

Current E&P
$10,000 

Accumulated E&P
20,000 

Return of investment

 (nontaxable)
 10,000 

Total



$40,000 

b.
Sales price


$36,000 

Original cost of stock
$25,000 

Less return of investment
(10,000)

 (15,000)

Long‑term capital gain


$21,000 

[See Example 1, pp. 6‑2 through 6‑3, and § 316(a).]

6‑22
a.
Part of the annuity is a nontaxable return of capital, and the remainder is interest income. To calculate the portion that is a return of capital on a lifetime annuity, a multiple corresponding to the annuitant’s age is derived from Table V, Reg § 1.72‑9. (See partial reproduction, p. 6‑10.) Since P was 65 when the annuity payments began, his return of capital on the annuity is $2,000, calculated as follows:
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The interest on the annuity is the remaining $3,000. [See Examples 9 through 11, pp. 6‑9 through 6‑11, and § 72(b).]

b.
The exclusion ratio as determined at age 65 remains constant and is applied to P’s annuity payments as long as he continues to receive them, until payments are made for the expected 20.0 years. Therefore, of the $5,000 P will receive in year 5, $2,000 will be a return of the capital and $3,000 will continue to be taxable. [See Example 11, p. 6‑10, and § 72(b).]

c.
P’s taxable income from the annuity will be the entire $5,000 received. After 20 years, the entire $40,000 investment will have been recovered ($2,000  20 = $40,000). [See Example 11, p. 6‑10, and § 72(b).]

d.
If P lives only 15 years, the total amount he excludes is $30,000 ($2,000  15 = $30,000), and the unrecovered amount of $10,000 ($40,000 - $30,000) is allowed as a deduction on P’s final tax return. [See Example 11 p. 6‑10, and § 72(b).]

e.
Investments that are not from after‑tax funds are ignored in determining P’s basis in the investment. Therefore, P’s basis is limited to $12,000.
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Thus, P has taxable income of $4,400 ($5,000 - $600 = $4,400).

6‑32
None of the $2,500 reimbursement are included in K’s gross income in 2000. K’s itemized deductions in 1999 would be computed as follows:

State income taxes paid
$2,000

Property taxes on residence
600

Charitable contributions
400

Interest paid on residence
1,200

Medical expenses [$2,500 - (7.5%  $30,000)]
    250
Total
$4,450
Because the standard deduction for filing as head of household was $6,350 in 1999, K would have elected to take the standard deduction and not itemized her deductions. Consequently, no tax benefit was obtained from the medical expenses incurred in 1999. (See Example 20 and p. 6‑22.)

6‑39
a.
As provided on page 17 of IRS Notice 94‑3, “Generally, the value of parking provided by an employer to an employee is based on the cost (including taxes or other added fees) that an individual would incur in an arm’s-length transaction to obtain parking at the same site.” The Notice further states that “If that cost is not ascertainable, then the value of parking is based on the cost that an individual would incur in an arm’s-length transaction for a space in the same lot or a comparable lot in the same general location under the same or similar circumstances.” (See p. 6‑29 and IRS Notice 94‑3.)

b.
The parking provided by Employer V has a fair market value of $0 because an individual other than an employee ordinarily would not pay to park there. (See p. 17 of IRS Notice 94‑3, 1994‑3 IRB.)

6‑41
a.
$6,000. The value of property received by inheritance is excluded from gross income. However, the taxpayer must include any income derived from such property. The rental income of $6,000 would be included in gross income and would be reduced by the expenses of $5,200 for a taxable income of $800. [See p. 6‑32, § 102(a), and Reg. § 1.102‑1.]

b.
0. Amounts received as inheritance are excluded from gross income. However, an existence of an enforceable contract pledging the amount as inheritance for services performed until the employer’s death could result in the $50,000 being taxable. [See p. 6‑32 and § 102(a).]

c.
$5,000. The existence of the loan places the taxpayer and his friend in a creditor/debtor relationship. In such instances, the beneficiary may exclude only insurance proceeds equal to the amount at risk. This prevents the creditor from excluding unreported interest due on the debt from taxable interest income. (See footnote 93 and p. 6‑38.)

6‑42
a.
0. This is not a clear‑cut situation. The existence of a gift is determined by the intent of the donor, who must make the transfer with detached or disinterested generosity. It must not be a reward for past services or made in expectation of future services. Although the Uncle’s implication that further stocks would be transferred if she continued managing his investment portfolio indicates compensation For services, such management activities are not a requirement. [See p. 6-32 and § 102(a).]

b.
0. The taxpayer received the land as a bona fide gift and its value is nontaxable income. Its basis is carried over from the donor, as will be explained in a later chapter. (See p. 6-32.)

c.
$1,200. To be nontaxable, employer awards to employees for length of service or safety achievements must be made with tangible personal property. No exclusion is available for cash payments and therefore the $1,200 is included in the taxpayer’s gross income. [See p. 6‑16 and § 274(j).]

6‑43
a.
$17,200 ($16,000 + $1,200). The value of the assets received is included in gross income for two reasons. The first is that awards for a sporting achievement such as outstanding player are held to be taxable income. The second reason is that the amounts do not qualify as gifts when the donor deducts their costs as business expenses. Compensation is deductible by an employer, whereas a gift is not. The $4,000 loss on the sale of the car is a nondeductible personal loss. There is a possible argument that an amount less than $17,200 is taxable based on evidence, for example, that he could have purchased the items for less. (See footnote 100, p. 6‑40, and § 74.)

b.
$1,000. The taxpayer satisfies only three of the four conditions outlined in § 74(b). To be nontaxable, the taxpayer must also designate the high school to give the award to a governmental unit or tax‑exempt organization. [See p. 6‑40 and § 74(b).]

c.
0. The watch is nontaxable to T. The cost of the watch did not exceed $400 and was given in recognition of T’s length of service to M, Inc. [See Example 16, p. 6‑17, and § 274(j).]

6‑45
Alimony must be recaptured in the third year if, during the three‑year period, alimony payments decrease by more than $15,000. Because the payments decreased by more than $15,000, alimony payments must be recaptured in the third year. The recapture for the second year is $0 ($26,000 paid in the second year - $18,000 paid in the third year - $15,000). The recapture for the first year is $19,000 [$56,000 paid in the first year - ($26,000 paid in the second year - $0 excess from the first calculation = $26,000 + $18,000 paid in the third year = $44,000/2 = $22,000 average for the two years) - $15,000]. W’s deduction for A.G.I. and H’s taxable income are $56,000 in the first year and $26,000 in the second year. In the third year, the recaptures exceed payments; thus, W’s taxable income and H’s deduction for A.G.I. is $1,000 ($19,000 - $18,000). (See Example 37 and p. 6‑36.)

6‑47
a.
Transfers of property between spouses incident to a divorce are nontaxable. H’s basis and holding period transfer with the property to W. Therefore, W will report a LTCG as follows:


   Stocks  
   Land   
Selling price
$500,000 
$550,000 

Less: basis
 (300,000)
 (200,000)

LTCG
 $200,000 
 $350,000 

b.
As noted above, transfers of property (including life insurance) between spouses incident to a divorce are nontaxable. Furthermore, the proceeds are also nontaxable because they were paid due to the death of the former husband. Ordinarily, the primary purpose of life insurance is to provide protection for beneficiaries who are financially dependent on the insured. Since the policy owner has the right to designate the beneficiaries, the IRS and the courts have held that the owner must possess an insurable interest in the insured. In addition to the insured, a spouse, dependents, business partners, and in some instances creditors and employers are considered to possess the requisite insurable interest. For the proceeds to be excluded from gross income, it is necessary only that the insurable interest exist when the policy is first acquired. A later change in relationship, such as divorce and remarriage, does not nullify the exclusion. [See Example 33, footnote 92, pp. 6‑33 and 6‑37, and § 1041(b)(2).]

6‑49
a.
Nontaxable. All of the conditions specified under § 132(b) pertaining to no‑additional‑cost services are satisfied. (See p. 6-28.)

b.
Taxable. The exclusion is limited to services sold in the normal course of business in which the employee works. C works in the airline business not the hotel business. Note: This answer assumes that North Central Airways does not relax the line of business limitation by paying a non‑deductible 30 percent excise tax. [See p. 6‑28 and § 132(b).]

c.
Nontaxable. The exclusion is extended to benefits provided under a written reciprocal agreement by another employer that is in the same line of business. [See p. 6‑28 and § 132(i).]

d.
Nontaxable. This represents a qualified discount under § 132(c). The discount of $50 that M received does not exceed J‑Mart’s normal gross profit of $60 ($300  20%). (See Example 28 and p. 6‑29.)

e.
Nontaxable. This is an example of a working condition fringe benefit provided by § 132(d). F would have deducted the $375 as an employee business expense had he paid for the subscription fees. (See p. 6‑28.)

f.
Taxable. The value of parking provided on or near the business premises is nontaxable as a qualified transportation fringe benefit up to $175 per month for 2000. [See p. 6‑29 and § 132(f).] The taxable portion equals $125.

6‑50
a.
$1,100, assuming the taxpayer does not meet the third requirement (i.e., designate the payor to give the award to a governmental unit or tax‑exempt organization). She does meet the other requirements [i.e., she received the award and prize by distinguishing herself in charitable work, she was selected without any direct action on her part (nominated by the nurses), and is not required to perform any substantial future services]. [See pp. 6‑39 and 6-40 and § 74(a).]

b.
$15,000. The taxpayer will be required to include in income the $15,000 received, less any payments required to be spent for tuition, fees, books, supplies, and equipment at a qualified educational organization. [See pp. 6‑40 and 6‑41 and § 117(a).]

c.
$165. The value of awards made for sporting achievements is taxable income. There is a possible argument that the value of the trophy is less than $65. (See pp. 6‑39 and 6-40.)

d.
$0 for the taxpayer who bought the ticket; however, $600 for the son. Since the gift was made before the drawing, the $600 (or a lower establishable value), less the cost of the tickets, is included in the son’s gross income. (See p. 6‑32.)

e.
$20,000. Prior to the TRA of 1986, an exclusion was available for non‑degree candidates. However, effective in 1987, the entire amount is included in income. (See pp. 6‑40 and 6‑41 and § 117.)

f.
$3,000. The recipient is expected to perform services as an intern for the CPA firm. This does not constitute a scholarship, but payment for services rendered. (See pp. 6‑40 and 6‑41 and § 117.)

6‑51
a.
$15,000. Amounts stipulated as compensation for an agreement not to compete are taxable as ordinary income. The $5,000 for goodwill is capital gain. (See p. 6‑45.)

$10,000 + $5,000 = $15,000

b.
$65,000. Insurance proceeds that provide for the loss of profits or for reimbursement of overhead expenses are included in gross income. [See Rev. Rul. at footnote 116, p. 6‑45, and Reg. § 1.1033(a)‑2(c)(8).]

c.
$12,000 in year 1; $12,000 in year 2; and $18,000 in year 3. Leasehold improvements are not taxable income to the lessor unless they are made in lieu of rent payments. This is true at either the time the improvements are made or when the lease is terminated even though the property’s value is increased. Lease cancellation payments received by the lessor are viewed as a substitute for rent and included in gross income. (See footnote 125, pp. 6‑46 and 6-47, and §§ 109 and 1241.)

d.
$100,000. Compensatory awards for patent infringement are considered a reimbursement for loss of profits and are included in gross income. They may be reduced by any offsetting expenses incurred to obtain the awards. (See p. 6-46, and § 186.)

19‑16
(a)
(b)
(c)
(d)


Proprietorship
Partnership
S Corporation
C Corporation
Sales
$180,000 
$180,000 
$180,000 
$180,000 

C/G/S
  (70,000)
  (70,000)
  (70,000)
  (70,000)

Gross profit
$110,000 
$110,000 
$110,000 
$110,000 

Dividend income
0 
0 
0 
5,000 

Compensation to Z
0 
(12,000)
(12,000)
(12,000)

Other expenses
(40,000)
(40,000)
(40,000)
(40,000)

Dividend deduction
0 
0 
0 
(4,000)
 (1)

Net capital loss
          0 
          0 
          0 
          0 

Net income
$ 70,000 
$ 58,000 
$ 58,000 
$ 59,000 

1.
80%  $5,000 = $4,000 if it owns 20 percent or more but less than 80 percent of the stock.


(a)
(b)
(c)
(d)


Proprietor
   Partner 
  S Owner 
   C Owner 
Salary
$ 30,000 

$ 30,000 

$ 30,000 

$ 30,000


Business NI
70,000 

11,600 
(2)
11,600 
(2)
0


Business compensation
0 

12,000 

12,000 

12,000


Dividend income
5,000 

1,000 

1,000 

0


Net capital loss
   (3,000)
(3)
     (800)

     (800)

          0
(4)

A.G.I.
$102,000 

$ 53,800 

$ 53,800 

$ 42,000


2.
$58,000  20% interest

3.
Net capital loss may offset only $3,000 ordinary income.

4.
Net capital loss is carried back 3 years and forward 5 years by the C corporation.

[See Example 1 and p. 19‑2 for a; Example 3, and p. 19‑12 for b; and p. 19‑14 for c.]

_1054646305

_1054646308

