7‑22
The first three of these questions was derived from the facts of actual cases. The fourth is hypothetical. Their purpose is to illustrate the difficulty in interpreting and applying the general requirements.

a.
In this situation, the issue is whether the additional expenses of commuting are sufficiently related to the officer’s trade or business to satisfy the test of § 162. Although the expense would not be incurred “but for” the employer’s requirement to carry a gun, the additional commuting resulted from the taxpayer’s choice of where to live—a purely personal matter. For this reason, the Court held that the expenses were not directly connected with the pursuit of business, and thus not deductible. [See pp. 7‑25 and 7‑26, and Dennis McCabe, 82‑1 USTC ¶9331, 49 AFTR 2d 82‑1192, 676 F2d 915 (CA‑2, 1982).]

b.
In this case, there are several possible arguments supporting disallowance. The primary question is whether the expense is sufficiently related to, or incurred while “carrying on,” the duties of a union president. The courts have consistently ruled that campaign costs are not sufficiently related to the performance of the functions of an office, and thus, are not deductible. The expenses are incurred in “trying to become” president rather than in “being” president. See James B. Carey, 56 T.C. 477 (1971). In addition, it might be argued that the expenses are not deductible under the public policy doctrine, since the union position is of such public interest that government support through allowance of deductions contradicts public policy. The courts, however, have not accepted this argument—see Carey. It also could be argued that the union president is not in a trade or business, but the Courts have ruled otherwise—see Carey. [Also see p. 7‑25 and § 162(a).]

c.
In Trebilcock v. Comm., [77‑2 USTC ¶9530, 40 AFTR2d 77‑5243 557 F2d 1226 (CA‑6, 1977)], the Court denied the deduction for such expenditures. Although the minister’s aid may have allowed the taxpayer to cope more easily with the strain of running a large business, it did not sharpen his business skills. The court believed that all the benefits to be derived from the expenses were inherently personal in nature, and thus, not deductible under § 262. The court also believed that the expenditures for the minister’s solutions to business problems, considering the method used (heightening spiritual awareness so that he could better understand the problems), were not ordinary in this line of business. (See pp. 7‑6 and 7‑7.)

d.
Under the general positive criteria of § 162, the taxpayer’s expenditures for “insurance” appear to qualify for deductibility, although this conclusion is subject to debate. First, the taxpayer is engaged in a trade or business. Second, the expenditures are probably ordinary because they are normally incurred by similar businesses in that particular geographic location. Third, they certainly are necessary (if not made, the taxpayer could be out of business very soon). And fourth, the expenditures appear to be reasonable under the circumstances. (See pp. 7‑3 through 7‑8.)

7‑23
a.
No deduction is allowed for these costs until economic performance has occurred. In this case, economic performance is deemed to occur when R performs the services. Note that this expense is arguably deductible under the all events test, since the obligation is fixed and the cost can be determined with reasonable accuracy. However, the economic performance test prevents accrual of the estimate. Note that the exceptions for recurring items should not apply in this case, since not all of the activities are performed within eight and one‑half months after the close of the taxable year. (See Example 17 and pp. 7‑13 and 7‑14.)

b.
No deduction is allowed for the prepaid rent in 2000 because economic performance has not occurred (the taxpayer has not received the consideration bargained for, that is, use of the office space does not occur until the year following the payment). Deduction for the rent may be claimed in 2001. (See pp. 7‑12 and 7‑13.)

Contrast this result with that for the cash basis taxpayer in Problem 7‑29 where the deduction is allowed as long as the period for which payment is made does not exceed one year and the taxpayer is contractually obligated to prepay the amount.

c.
No deduction is allowed in 2000 because economic performance has not occurred. Economic performance occurs when the taxpayer receives the consideration bargained for. (See Example 13 and pp. 7‑12 and 7‑13.)

7-24
KKO has incurred a prepaid expense in the amount of $6,000. Under the general rule for prepayments (See p. 7-9), prepaid expenses are deductible if the asset will be consumed by the close of the following tax year, there is a business purpose for the expenditure, and there is no material distortion of income. Since these criteria are met, KKO can deduct the expense in 2000. This conclusion is reinforced by the economic performance test that places payments for provision of work to the taxpayer under warranty or service contracts on the cash basis. (See p. 7-12.)

7‑28
a.
$3,000 must be deducted in the following year, when the interest accrues. (See p. 7‑10.)

b.
$2,000 in prepaid interest (points equal to 2% of $100,000) is deductible since it is related to acquisition financing. (See Example 11 and p. 7‑10.) The IRS position is that points paid to refinance a primary residence are not deductible but must be amortized because § 461(g) allows a deduction only for points incurred with a purchase or improvement.

c.
$2,000 must be deducted ratably over the period of the loan because the points are not related to acquiring financing for a principal residence. (See Example 11 and p. 7‑10.)

7‑29
a.
The treatment of the lease payment depends on whether F is an accrual or cash basis taxpayer.

If F uses the cash method, the $12,000 is deductible. Under the cash method, special rules apply for virtually each type of prepaid item. Prepaid rent is deductible when paid if the period of the lease does not exceed one year and the taxpayer is obligated by the lease agreement to pay the entire year in advance. Because these conditions are satisfied in this case, F may deduct the entire $12,000 in the year in which it is paid. Note that there is no economic performance test for cash basis taxpayers as there is for accrual basis taxpayers (see discussion below). (See Example 9 and p. 7‑9.)

If F uses the accrual method, a different approach is required, which results in a deduction of four months of rent, or $4,000. Accrual basis taxpayers may deduct expenses if the all events test (i.e., the liability is fixed and determinable) has been satisfied and economic performance has occurred. In this case, the liability is fixed and determinable. However, economic performance has not totally occurred. Economic performance occurs when the taxpayer receives the consideration bargained for, which in this case is the office space. Because F has received use of the office space for four months, 4/12 of the annual payment of $12,000, or $4,000, is deductible. Note, however, that the full $12,000 could be deductible in the current year if the recurring item election has been made. (See Example 13 and pp. 7‑11 through 7‑14.)

b.
There is no deduction for the deposit under either method of accounting. The taxpayer has not incurred a cost because the deposit will ultimately be returned.

If the $12,000 had been called an advance on last year’s rent, there would be no immediate deduction for either the cash or accrual basis taxpayer. For the cash basis taxpayer, an asset has been created that extends substantially beyond the close of the taxable year (i.e., more than one year beyond the close of the taxable year), in which case no deduction is allowed until the services are received. For the accrual basis taxpayer, economic performance has not occurred.

7‑34
a.
C must report $3,000 as income, but she may deduct all of her $3,800 expenses. The $3,800 would offset $3,000 of her race winnings and $800 of her other $100,000 of income. (Note that the passive loss rules do not apply in this instance because the taxpayer materially participates in the activity.) If the activity constituted a trade or business, the deductions would be for A.G.I. (See Example 24 and p. 7‑23.)

b.
If the activity is a hobby, C may deduct expenses to the extent of hobby gross income as reduced by otherwise allowable expenses. (See Example 25 and pp. 7‑24 and 7‑25.)

Gross income from hobby
$3,000 

Otherwise allowable expenses:

Property taxes
(2,800)

Amount of other expenses deductible
$   200 

Thus, the total deduction is $3,000, consist​ing of $2,800 property taxes and $200 of fuel. The deduc​tion for the taxes would be from A.G.I. The deduc​tion for the fuel, supplies, and main​te​nance of $200 is a mis​cellaneous itemized de​duc​tion subject to the two percent floor. Assum​ing that this $200 amount repre​sents the only miscel​la​neous itemized deduc​tion, none of the expense would be deductible because it does not exceed $2,060 (2%  $103,000 A.G.I.).

c.
Same approach as in (b). (See Example 25 and p. 7‑25.)

Gross income from hobby
$3,000 

Otherwise allowable expenses:

Property taxes
(4,000)
* 

Amount of other expenses deductible
$      0 

*All $4,000 would be an itemized deduction, and thus, deductible only if the taxpayer itemizes.

d.
The taxpayer must establish that the reason for engaging in the activity is to make a profit. (See p. 7‑23.)

e.
In the absence of profitable years, an activity is more likely to be treated as a business than a hobby if it is conducted like a business. This requirement suggests that the taxpayer keep adequate books and records, devote substantial time to the activity, try new business techniques when old ones fail, consult experts in the area, and take other steps that imply that the taxpayer is in business for a profit. (See p. 7‑23.)

7‑35
a.
R, the taxpayer, has the burden of proof and must show that a profit motive exists. (See p. 7‑23.)

b.
Yes. The taxpayer may elect to postpone challenges from the IRS until sufficient time (five years) has elapsed to determine who bears the burden of proof. Under the three‑of‑five‑year rule (the wait‑and‑see rule), if the taxpayer shows profit in three of five years, the burden shifts to the IRS to prove that the activity is a hobby. R must file the election no later than 60 days after he has received notice from the IRS that the expense will be disallowed. (See p. 7‑23 and § 183.)

c.
The three years of profit merely shift the burden of proof to the IRS. When profits are shown for three of five consecutive years, the IRS must show that the activity was not profit‑motivated. Note that the three years of profit do not bar the IRS from asserting that the activity is a hobby. In contrast, failure to show three years of profit does not mean that the taxpayer’s case is lost automatically. In one study involving an analysis of 151 gentlemen farmers (see footnote 125 and p. 7‑40), over 50 percent had never shown a profit but more than half had won their cases. (See Example 24, pp. 7‑23 and 7‑24, and § 183.)

d.
The statute of limitations on assessment of deficiencies normally runs three years after the return is filed. In this case, the statute would run on April 15, 2002 (three years after the due date of the 1998 tax return). However, if an election is made, the period for assessing deficiencies for all years is extended until two years after the due date of the return for the last taxable year in the five‑year period: April 15, 2005 (the fifth year in the five‑year period is 2002, for which the return is due on April 15, 2003; two years after that is April 15, 2005). (See Example 24 and pp. 7‑23 and 7‑24.)

7-36
Because R filed an election for 1998 to defer application of the presumptive rule, the statute of limitations is extended to enable the IRS to challenge the presumption at a later time. In this case, the statute of limitations will expire two years after the due date of the return for the last taxable year in the five-year presumptive period. (i.e., April 15, 2004). (See p. 7-23.)

7‑41
a.
The AICPA dues, State Society of Accountants dues, subscriptions, pens, and pencils are all deductible employee business expenses under the general rules of § 162. The expense for cleaning her suits is considered a nondeductible personal expense because the clothing is suitable for wear other than business. T may deduct the portion of the AICPA dues that were reimbursed, $50, as a deduction for A.G.I. The remaining $150 is treated along with the other employee business expenses as miscellaneous itemized deductions.

The cost of tax return preparation is deductible under § 212. This provision allows a deduction for the determination, collection, or refund of any tax. The cost is a miscellaneous itemized deduction.

The cost of the safe deposit box and the annual brokerage fee are also deductible as investment expenses under § 212. These costs are also treated as miscellaneous itemized deductions.

The qualified residence interest (i.e., interest on a mortgage on the taxpayer’s primary or second home) is deductible as an itemized deduction.

T’s taxable income would be as follows:

Compensation

$32,000 

Dividends

  2,100 

Gross income

 $34,100 

Deductions for A.G.I.

Reimbursed AICPA dues

     (50)

Adjusted gross income

$34,050 

Itemized deductions

Qualified residence interest

(4,000)

Miscellaneous itemized deductions

Unreimbursed AICPA dues
$150 

State society dues
100 

Subscriptions to tax journals
300 

Tax return preparation
200 

Pen and pencil set
50 

Safe deposit box
30 

Brokerage fee
  20 

Total
$850 

2%  $34,050 A.G.I.
 (681)

Deduction allowed

(169)

Personal exemption

  (2,800)

Taxable income

$27,081*
*Note: Because T’s $4169 of itemized deductions is less than her $4,400 standard deduction—a result not intended in the problem—taxable income should be $26,850 ($34,050 AGI - $4,400 standard deduction - $2,800 personal exemption).

(See pp. 7‑18 and 7‑19.)

b.
Due to the limitation on miscellaneous itemized deductions, T is unable to deduct $681 of her expenses, losing a tax benefit of about $191 (28% of $681). She should consider prepaying next year’s dues and subscriptions to avoid the limitation for these items. Payment of rent on the safe  deposit box for a period beyond the close of the next taxable year would not generally be deductible under the rules applying to prepaid rent (with a possible exception under the “one‑year” rule). T might also try to get her employer to reimburse her for the full amount of her dues and subscriptions. (See p. 7‑10.)

7‑49
a.
The loss of $3,000 ($8,000 - $11,000) is not deductible. Losses realized from sales to a “related party” are not deductible. A parent and child are considered related parties under § 267. (See Example 45 and p. 7‑36.)

b.
The son’s recognized gain is $1,000 determined as follows:

Amount realized
$12,000 

Less adjusted basis
  (8,000)

Gain realized
$ 4,000 

Less loss previously disallowed
  (3,000)

Gain recognized
$ 1,000 

[See Example 45, p. 7‑36, and § 267(d).]

c.
There is no gain recognized. The gain realized of $2,000 ($10,000 - $8,000) is reduced by $2,000 of E’s $3,000 loss, which was previously disallowed. The remaining $1,000 of E’s loss is not deductible by either E or her son. [See Example 45, p. 7‑36, and § 267(d).]

d.
The son recognizes a $4,000 loss ($4,000 - $8,000). E’s original loss of $3,000 is ignored. [See Example 45, p. 7‑36, and § 267(d).]

7‑50
a.
Because XYZ and G are related parties (G owns more than 50% of the stock of XYZ), the corporation deducts the payment in the year in which G reports it as income. Thus, XYZ is allowed the deduction in the current year because the payment was made by the close of its taxable year, and G, as a cash basis taxpayer, must report $1,000 of income in the current year. [See Example 47, p. 7‑37, and § 267(a).]

b.
Because XYZ and G are related parties, XYZ may deduct the payment only in the year in which G includes it in income. Because G,as a cash basis taxpayer, would not include the payment in income until the following year, XYZ must wait until the following year before the deduction may be claimed. [See Example 47, pp. 7‑37, and § 267(a)(2).]

c. Yes; the corporation could deduct the accrued payment in the current year, since G is no longer a related party and § 267 would not apply. G is not considered a related party since he does not own more than 50 percent of the stock. In addition, the more than 50 percent threshold is not waived under the special rule for a personal service corporation (PSC), since XYZ is not a PSC (i.e., it does not provide personal services). (See pp. 7‑35 through 7‑37.)

7‑53
a.
Z may deduct the loss for A.G.I. because it is incurred in a transaction entered into for profit. (See p. 7‑16.)

b.
Although she must report the $1,000 of income on the sale of the truck, no deduction is allowed for the loss on her personal car. A deduction is not permitted for the loss because the loss was not (1) incurred in a trade or business, (2) incurred in a transaction entered into for profit, or (3) attributable to a casualty or theft. (See p. 7‑16.)

c.
An itemized deduction for a personal casualty loss is allowed. As discussed in Chapter 8, the loss must be reduced by $100 and is deductible from A.G.I. along with other casualty losses only to the extent that all personal casualty losses exceed 10 percent of A.G.I. (See p. 7‑16.)

d.
No deduction is allowed because the loss has not been realized. Moreover, no loss is allowed on the sale of the home, as it is a personal loss rather than a business, investment, or casualty loss. (See p. 7‑16.)

7‑58
a.
B may not deduct the loss. B’s mother may deduct the $400 loss for A.G.I. but is not entitled to deduct any of B’s loss. (See Example 45, p. 7‑36, and § 267.)

b.
There is no deduction. B’s mother may reduce her $500 gain by $500 of B’s $700 loss previously disallowed. The remainder of B’s loss is lost forever. [See Example 45, p. 7‑36, and § 267(d).]

c.
$1,000 for A.G.I.—investigation expenses in the same business are deductible. (See Example 30 and pp. 7‑28 and 7‑29.)

d.
Because the lobbying activities are not directed toward influencing legislation at the local level, none of the expenditures are deductible. [See Example 39, pp. 7‑32 and 7‑33, and § 162(e).]

e.
$1,000 not deductible—expenses of illegal business are deductible unless related to trafficking in controlled substances. (See p. 7‑32.)

f.
Not deductible—estimates of this type are prohibited and nondeductible because economic performance has not occurred. (See pp. 7‑10 through 7‑14.)

g. Not deductible—expenses related to tax‑exempt income are generally nondeductible. (See p. 7‑33.)

8‑26
a.
The home office satisfies the “regular” and “exclusive use” tests. The home also should satisfy the “principal place of any business” test, assuming that the rental activities constitute a secondary business and the principal place of that business can be considered the home office. The taxpayer may also meet the principal place test under the administration and management activities test assuming there is no other fixed location of the business where the taxpayer conducts substantial administrative and management activities of the business. (See Example 7 and pp. 8-11 and 8-12.)

In Edwin R. Curphey, 73 T.C. 766 (1980), the Tax Court held that rental activities involving six units were sufficient to constitute a business and that the bedroom was the principal place of business of the rental activities. The Court cautioned, however, that in some similar situations there may be substantial question whether the taxpayer’s home or his rental properties constitute his principal place of business. (See pp. 8‑9 through 8‑11.)

b.
No deductions are allowed because the office is not exclusively used for business. Even if the office were exclusively used, deductions would not be allowed because the office is not used for the convenience of the employer (i.e., at least required by the employer). (See p. 8‑10.)

c.
M satisfies the exclusive use test if his work activities are confined to a particular and distinct area in the bedroom. The taxpayer may also meet the principal place test under the administrative and management activities test assuming there is no other fixed location of the business where the taxpayer conducts substantial administrative and management activities of the business.. (See Example 7 and pp. 8-11 and 8-12.)

Prior to 1997, it was unclear whether he satisfies the principal place of business test. Under the law, there can be only one principal place of business. In this case, the IRS would no doubt assert that it is at the employer’s lab. See Raymond J. Aab, 42 TCM 1519, T.C. Memo 1981‑620. In Weissman [85‑1 USTC ¶9106, 751 F.2d 512, 55 AFTR2d 85‑539 (CA‑2, 1984)], however, the appellate court permitted a home office deduction for a professor who shared an office at school, relying on Drucker (see footnote 22). The office was unsuitable for his research activities, and, consequently, he spent the bulk of his time at the home office. The court took note of the fact that most of the taxpayer’s time was spent at home and allowed the deduction. A similar result was reached in Meiers. The most recent pronouncement on the issue came in Nader E. Soliman (footnote 24). In Soliman, the taxpayer, an anesthesiologist, worked at three local hospitals, but had no office in any of them. He used one room in his apartment as an office and did two to three hours of administrative work there each day. The IRS disallowed the doctor’s home‑office deductions on the basis that the hospitals, not the office‑in‑the‑home, were the “focal point” of his business—it was there that he provided services to patients. But the Tax Court allowed the deduction, indicating that a home office can be deductible even if it is not the focal point where business is done. According to the court, a home office is deductible if (1) it is essential to the taxpayer’s business; (2) the taxpayer spends a substantial amount of time there (in Soliman, the court said 30% a taxpayer’s work time was substantial); and (3) no other office is available to perform management functions. The Supreme Court reversed the lower courts’ decisions, holding that it is not sufficient that the work done in the home office is essential to the business. The Court stated that to satisfy the principal place of business test the home office must be the most important place of business as compared to all the other locations where the taxpayer carries on business. In determining whether the home office is the most important place of business, the Court identified two factors that should be considered: (1) the relative importance of the functions performed at each of the business locations, and (2) the amount of time spent at each location. In this case, the Court believed that the hospital, where Soliman performed his services and treated patients, was his most important place of business. Under Soliman, M would be denied a deduction since he spends most of his time at the lab and the functions performed at the lab are arguably more important than the written reports. However, the new administrative and management activities rule should enable a deduction. (See Example 7 and p. 8‑12.)

d.
No deduction is allowed because T does not regularly meet with clients in the home office. If he regularly meets or deals with clients, he would qualify. Note that the home office need not be the principal place of business if he regularly meets or deals with clients in his home. (See p. 8‑10.)

e.
A deduction is allowed, since in the case of a detached structure, the home office need be used only in connection with her business. The fact that the gallery is the principal place of business is irrelevant. (See p. 8‑12.)

f. D is eligible for the home office deduction. While it appears that the exclusive use test is violated, when the home is used as a daycare center, the exclusive use test does not apply. Instead, the expenses attributable to the room are prorated between personal and daycare use based on the number of hours of use per day. Thus if the taxpayer uses a family room for daycare 40% of the time, 40% of the expenses allocable to that room would be deductible. A portion of the home qualifies for this special treatment if the taxpayer uses the home to provide daycare services for children, individuals over age 65 or those who are physically or mentally incapable of taking care of themselves. (See p. 8‑14.)

8‑33
a.
Not deductible—commuting. (See p. 8‑16.)

b.
The cost of transportation between job sites (school and the opponent’s gym) of $13.00 (40  32.5 cents a mile) is deductible as a miscellaneous itemized deduction subject to the 2 percent floor (assuming it is not reimbursed). The $5 meal is not deductible because the taxpayer was not away from home overnight on business. (See Example 10 and pp. 8‑16 and 8‑20.)

c.
To determine whether any of the commuting cost is deductible, the IRS applies the “same mode test.” Under this test, the additional cost of transporting the tools is determined by comparing the cost of commuting in the truck with the tools to the cost of commuting in the truck (the same mode) without the tools. Applying this test, there would be no additional cost attributable to transporting the tools. But the courts may allow a deduction for $1,000 ($5,000 - $4,000) on the theory that “but for” the tools the taxpayer would not have incurred the additional costs attributable to the truck. (See Example 13 and p. 8‑17.)

d.
Before considering application of the temporary assignments rules, G may deduct the cost of any mileage that exceeds her normal commuting mileage. Her normal round‑trip commute is 40 miles. When she stops at the client’s office, her round‑trip commute increases to 44 miles (2 to the client + 22 to the office + 20 home). Thus, she may deduct the cost of 4 additional miles driven 50 days during the year. Thus, she deducts $65 (4  50 = 200  $0.325). (See Examples 19 and 20 and p. 8-20.)

If G’s trips to the clients can be considered travel to a temporary location, she may be able to deduct the costs of the entire trip on days she goes to the client’s office. The treatment is unclear. However, the client’s office may be considered a regular work location rather than a temporary assignment since she is there 50 days during the year. In such case, the temporary job site rules would not apply and only the cost of mileage over what she normally drives would be deductible. (See Examples 15 and 16 and p. 8‑19.)

8‑34
a.
Under the approach of Rev. Rul. 90‑23, commuting expenses to a temporary assignment are deductible transportation costs if the temporary assignment is within the general area of the taxpayer’s employment and he or she otherwise has a regular place of business (e.g., an office). first glance, it would appear that all of K’s mileage is business mileage., under the IRS view, K’s travel to the various customer locations may not be considered temporary. According to the IRS, to be a temporary assignment the taxpayer must perform services there on an irregular basis; moreover, a taxpayer may have more than one regular place of business even though he or she does not perform services at that location every week or on a set schedule. If the taxpayer commutes to these different business locations on a “regular” basis, the costs of commuting would not be deductible since such locations are not temporary. Thus, it would appear that neither the 12 miles from home to Springmill Clinic nor the 15 miles from Dr. J’s office back home would be deductible. Perhaps, however, K may deduct a portion of this 27 miles (12 + 15) if it exceeded the normal commute to her office (which in this case appears to be 30 miles based on the data for March 18). This is not clear from the ruling. (See Example 18 and pp. 8‑19 and 8‑20.) The three miles from Springmill Clinic to Dr. J’s office would qualify as business mileage because it is between two different job sites. (See Examples 19 and 20, and p. 8‑20.)

b.
Commuting expenses to a temporary assignment are deductible transportation costs if either of the following is satisfied:

1.
The temporary assignment is within the general area of the taxpayer’s employment and he or she otherwise has a regular place of business (e.g., an office).

2.
The temporary assignment is outside the general area of the taxpayer’s employment (i.e., his or her tax home).

F cannot deduct the cost of commuting to the office building in downtown Los Angeles because the job site would not be considered temporary and F does not otherwise have a regular place of business. According to the IRS, to be a temporary assignment the taxpayer must perform services there on an irregular basis. Here, F commutes for 200 days during the year to the same job site. Whether this is considered irregular and therefore temporary is not completely clear under the ruling. In the past, a temporary assignment has been one less than a year. Under the new ruling, a matter of weeks or days appears to be irregular and therefore temporary. It would seem that F’s commuting is regular and not irregular. In any event, F does not have a regular place of business. Therefore, none of the mileage qualifies for deduction. (See Example 16 and p. 8‑19.)

However, F’s commuting to San Diego, a temporary job site beyond the normal area of his tax home, does qualify for deduction. F may deduct the cost of commuting to San Diego, $2,275 (50 days  140‑miles  $0.325 per mile.) Note that F may deduct the entire 140 mile round trip, not simply the mileage in excess of what he normally travels. (See Example 17 and p. 8‑19.)

8‑36
a.
The deduction using the standard mileage rate is computed as follows:

18,000 miles  $0.325*
$5,850

Parking on business calls
      70
Total
$5,920
(See Example 23 and p. 8‑22.)

None of the interest is deductible because interest incurred as an employee is considered personal interest. Note that the IRS takes the position that vehicle registration fees cannot be claimed in addition to the deduction determined using the standard mileage rate (see Travel, Entertainment, Gift and Car Expenses, Publication 463, 1996, p. 16). Thus the license is not added here. However, if the license is based in part on the value of the car, it is deductible as a personal property tax (which is more favorable since it is not subject to the two percent limitation as a miscellaneous itemized deduction).

b.
The deduction using actual expenses is computed as follows:

Gas and oil
$1,200

Repairs
200

Insurance
700

Depreciation
2,000

License
    100
Total
$4,200

Business
 90%

    (18,000/20,000)

Deduction
$3,780

Parking (directly related)
      70
Deduction
$3,850
Note that none of the interest is deductible. Interest incurred by an employee in connection with employment is not considered business interest, but rather nondeductible personal interest. In contrast, if E were self‑employed, the interest would be deductible. Although the license might be considered an operating expense, as noted above it may be better to treat it as a personal property tax to the extent possible.

(See Example 22 and p. 8‑21.)

9‑14
a.
False. Under § 280F, the camera is considered listed property because it is entertainment‑related equipment. Because it is not used predominantly for business (i.e., greater than 50%), the alternative depreciation system (ADS), using the straight‑line method and the asset’s ADR life, must be used in computing depreciation. Note also that the limited expensing benefits of § 179 are not available. 

(See pp. 9-27 and 9‑28.)

b.
True. Because the computer is listed property and is not used predominantly for business, the limitations of § 280F apply. Thus, the taxpayer is not entitled to use the limited expensing provisions of § 179. Moreover, depreciation must be computed using the straight‑line method under ADS. The statutory recovery period for a computer under ADS is five years [see Exhibit 9‑8 and §§ 168(g)(3)(C) and 168(i)(2)]. Consequently, depreciation for the first year would be $500 ($10,000  50%  10% rate per Exhibit 9‑8, five‑year property). Note, this problem assumes that the property is not exclusively used at a regular business establishment. When the property is used in such a manner, the rules of § 280F do not apply. (See p. 9‑27.)

c.
True. Because the computer is listed property, the special provision of § 280F must be considered. In this case, the computer is not used predominantly for business. In making this determination, only qualified business use is counted—which in this case is 35 percent. Consequently, the limitations apply, and ADS must be used. In determining the asset’s depreciable basis, the time used for investment purposes is combined with qualified business use. Thus, 95 percent (60% + 35%) of the cost is subject to depreciation. (See Example 25 and pp. 9‑27 through 9‑29.)

d.
False. An employee’s use is considered “qualified business use” only if it is for the convenience of the employer and it is required as a condition of employment. Although it is not completely clear what these standards demand, the proposed regulations suggest that use such as C’s is not for her employer’s convenience nor is it required. This is particularly true in light of the Service’s rulings (e.g., Letter Ruling 8615024), which require the taxpayer to demonstrate that the work could not be properly performed without the computer. (See Example 24 and pp. 9‑28 through 9‑30.)

e.
True. Because the computer is used exclusively at a regular business establishment—in this case a home office that satisfies the requirements of § 280A—it is not considered listed property. 

(See p. 9‑27.)

9-15
a.
False. The statement incorrectly combines two of the four alternatives. The employer can include the entire value of the car as if it were compensation income for the employee and the employee can then claim a mileage deduction for business use. Alternatively, the employer can include only the value of the personal use as if it were employee compensation, in which case the employee would get no deduction. 

b.
False. The employer can treat the auto as used entirely for business as long as one of the four qualified employer-provided auto methods is used to determine the employee’s taxable portion. 

c.
True. This is one of the four qualified employer-provided auto methods. 

d.
True. This is one of the four qualified employer-provided auto methods. 

e.
False. Section 280F applies in this situation. When an employee owns 5 percent or more of the employer, the employer can not disregard the personal use of the employee. The employer can claim deductions for depreciation and other related expanses only for the percentage based on actual business use. Because the car was not used more than 50 percent for business (i.e., only 40%), ADS must be used rather than accelerated depreciation in depreciating 40 percent of the cost of the car.

 (See Example 26 and pp. 9-30 and 9-31.)

9‑26
a.
$10,000. F must use the lesser of the fair market value or the adjusted basis at the time of the conversion. [See Example 2, p. 9‑3, and Reg. § 1.167(g)‑1.]

b.
Yes. Because the property is held for the production of rents, the traveling expenses incurred to check on his property are deductible for A.G.I. It is irrelevant that the property is near his alma mater. [See Reg. §§ 1.167(a)‑2 and 1.167(a)‑3.]

9‑27
a.
The furniture is seven‑year property while the building is nonresidential real estate. Depreciation for 2000 is $4,281, calculated as follows:

Building—$70,000  2.033% 
$1,423
  

  (See Exhibit 9‑6.)

Furniture—$20,000  14.29% 
  2,858
  

  (See Exhibit 9‑4.)

Total depreciation
$4,281
(See Examples 7 and 10 and pp. 9‑12 through 9‑14.)

b.
Depreciation for 2001 is $6,693, determined as follows:

Building—$70,000  2.564% 
$1,795
 

  (See Exhibit 9‑6.)

Furniture—$20,000  24.49% 
  4,898


  (See Exhibit 9‑4.)

Total depreciation
$6,693
(See Examples 7 and 10 and pp. 9‑12 through 9‑14.)

c.
The office building and the furniture were sold on July 20, 2002. In this case, the mid‑month convention applies in computing the depreciation for the building, while the half‑year convention applies in computing the depreciation for the furniture.

Building—$70,000  2.564%  6.5/12
$   972

Furniture—$20,000  17.49%  ½
  1,749
Total depreciation
$2,721
d.
Due to the purchase of the furniture in October, more than 40 percent of T’s personal property was placed in service during the last quarter of the year. As a result, the mid‑quarter convention must be used in computing depreciation for the furniture. This convention assumes that the assets were placed in service in the middle of the quarter in which they were actually placed in service. Thus, assuming the furniture is placed in service in October the fourth quarter only 12.5 percent (½  ¼) of the annual depreciation may be claimed for the furniture in the year of the acquisition. (See Exhibit 9‑7.) The answers above do not change with respect to the building because the mid‑month convention must be used for realty in all cases.

1.
Depreciation for the furniture in 2000 is $714:

$20,000  3.57% = $714

Note that 3.57 percent is derived as follows (1/7 straight‑line rate  200% declining balance  12.5% mid‑quarter convention). (See Appendix C-9, Example 13, and pp. 9‑15 through 9‑17.)

2.
Depreciation for the furniture in 2001 is $5,510:

$20,000  27.55% second‑year rate = $5,510

(See Appendix C-9, Example 13, and pp. 9‑15 through 9‑17.)

3.
Because the furniture was sold in July, the taxpayer is allowed 2½ quarters of depreciation (½ for the quarter in which the property was disposed of) or 62.5 percent of the normal annual depreciation for 2002. Depreciation is computed as follows:

$20,000  19.68% third‑year  62.5% = $2,460

(See Appendix C-9, Example 14, and pp. 9‑15 through 9‑17.)

9‑28
a.
If all the property is purchased on February 2, the half‑year convention applies. Total depreciation for the first two years is $116,340 ($42,870 + $73,470), computed as follows:

Year 1: $300,000  14.29%
=  $42,870

Year 2: $300,000  24.49%
=  $73,470

b.
If all the property is purchased on December 6, the mid‑quarter convention applies. Total depreciation for the first two years is $93,360 ($10,710 + $82,650), computed as follows:

Year 1: $300,000   3.57%
=  $10,710

Year 2: $300,000  27.55%
=  $82,650

c.
If the purchase of the property is split during the year, 59 percent on February 2 and 41 percent on December 6, the mid‑quarter convention applies (because more than 40% placed in service during the fourth quarter). Total depreciation for the first two years is $120,459 ($48,641 + $71,818), computed as follows:

Year 1
$177,000  25%
=
 $44,250

$123,000  3.57%
=
   4,391
Total

$48,641
Year 2
$177,000  21.43%
=
 $37,931

$123,000  27.55%
=
  33,887
Total

$71,818
d.
If the purchase of the property is split during the year as in part (c), 59 percent on February 2 and 41 percent on December 6, depreciation during the first two years will be maximized. Therefore, Q Corporation should purchase the furniture and fixtures in this manner. (See pp. 9‑14 and 9-15.)

9‑29
a.
If G is in a lower tax bracket now than it expects to be in the future, deferring the depreciation deductions by electing the straight‑line method might be more beneficial. Similarly, if G has a net operating loss this year, it might be advantageous to defer the deduction. It also should be noted that the new alternative minimum tax for corporations may provide an incentive for the corporation to use straight‑line rather than accelerated depreciation. Under the new alternative minimum tax for corporations, one‑half of the difference between book and tax income is a preference item. Consequently, if G uses straight‑line, this difference is reduced, and concomitantly, its exposure to the alternative minimum tax.

b.
G may elect the MACRS recovery percentages (straight‑line for realty) only for the building. An election to use the straight‑line method for seven‑year property applies to all property in that class placed in service during the year. Thus, an election to use the straight‑line method for the stove requires G to use the same method for the refrigerator because they are in the same class. (See p. 9‑17.)

c.


2000:


Unadjusted

Straight‑line

Property      
    Basis   

Recovery Percentage
Depreciation
Stove
$ 5,000

7.14% (Exhibit 9‑8)
$   357

Nonresidential

   building
100,000

 2.247% (Exhibit 9‑6)
  2,247




$2,604
(See Example 15 and pp. 9‑16 and 9‑17.)

d.


2001:


Unadjusted

Straight‑line

Property      
    Basis   

Recovery Percentage
Depreciation
Stove
$ 5,000

 14.29% (Exhibit 9‑8)
$   715

Nonresidential

   building
100,000

 2.564% (Exhibit 9‑6)
  2,564




$3,279
(See Example 15 and pp. 9‑16 and 9‑17.)

e.

Unadjusted

Straight‑line

Property      
    Basis   

Recovery Percentage
  Depreciation  
Stove
$ 5,000

 7.14% (Exhibit 9‑8)
$   357 in 2003

Nonresidential

   building
100,000

 .321% (Exhibit 9‑6)
$   321 in 2035

(See Example 15 and pp. 9‑16 and 9‑17.)

f.
If the corporation disposes of the assets in October 2001 (the second year of service), the mid‑month convention must be used in computing the depreciation for the building and the half‑year convention must be used in computing the depreciation for the stove (as follows):

Stove  $5,000  14.29%  1/2 = $357

(See Exhibit 9‑8 and p. 9‑16.)

Nonresidential  $100,000  2.564%  9.5/12 = $2,030

9‑33
a.
The depreciable basis of the car is $7,500 (75% the asset’s cost). If this asset were a computer instead of a car, the entire $7,500 basis could be expensed. However, because this asset is a car, § 280F limits the total write‑off in the first year (depreciation plus limited expensing) to $2,295 (75%  $3,060). The unused portion of the limited expensing amount cannot be carried over to future years, even though the depreciable basis of the car would be reduced. Thus, the taxpayer should not elect to use limited expensing for the auto because of the adverse effects of the § 280F limitation. (See pp. 9‑23 and 9‑24.)

b.
An election is not allowed, since the computer is not used in a trade or business. (See p. 9‑23 and § 167.)

c.
No election is allowed because buildings are not eligible for investment credit. (See p. 9‑23.)

d. No election is allowed because the taxpayer received the desk as a gift from his father, who is a related party. (See p. 9‑23.)

9‑36
a.
Depreciation must be computed in light of the special rules applying to cars contained in § 280F. 

Year
Year 1 
Year 2 
Year 3 
Year 4 
Year 5 
Year 6 
Year 7 
Year 8 
Depreciable basis
$18,000
$18,000
$18,000
$18,000
$18,000
$18,000

Depreciation

percentage
20.00%
32.00%
19.20%
11.52%
11.52%
 5.76%



MACRS

depreciation
$ 3,600
$ 5,760
$3,456
$2,074
$2,074
$1,037


Limit
3,060
4,900
2,950
1,775
1,775
1,775
$1,775
$1,775

Deduction
3,060
4,900
2,950
1,775
1,775
1,037
1,775
728

Ending adjusted

basis
$14,940
$10,040
$7,090
$5,315
$3,540
$2,503
$ 728
$     0

Depreciation for Year 8 is $728 (the remaining adjusted basis). (See Example 20 and pp. 9‑23 through 9‑26.)

b.
Because the car is used only 80 percent for business, only 80 percent of the car is eligible for depreciation. Moreover, the limitations imposed by § 280F must be adjusted to reflect the personal use. The maximum first‑year depreciation is limited to $2,448 (80% of $3,060). Depreciation would be calculated as shown below.

Year
Year 1 
Adjusted basis
$14,400
($18,000  80%)

MACRS recovery %
    20%
MACRS depreciation
$ 2,880

Limit
2,448
($3,060  80%)

Deduction
$ 2,448

(See Example 19 and pp. 9‑23 and 9‑24.)

c.
Although production of income use is not considered in determining whether the predominant use test is met, it is included in making the calculation of depreciation. Thus, the answer is the same as (b) above, since production of income use is combined with business use in making the actual calculations. (See Example 25 and p. 9‑29.)

d.
In this case, the car is not used predominantly for business (i.e., more than 50%). Consequent​ly, limited expensing is not allowed. Moreover, depreciation can be claimed using only the straight‑line rates and recovery periods prescribed by ADS. In addition, the maximums for depreciation must be adjusted for personal use. Thus, the maximum depreciation is $1,224 ($3,060  40%) for the first year, $1,960 (40%  $4,900) for the second year, $1,180 (40%  $2,950) for the third year, and $710 (40%  $1,775) for all subsequent years. Depreciation is calculated below. (Adjusted basis for depreciation: 40%  $18,000 = $7,200.)

Year
Year 1
Year 2
Year 3
Year 4
Year 5
Year 6
Year 7
Year 8
Year 9
Depreciable basis
$7,200
$7,200
$7,200
$7,200
$7,200
$7,200

Depreciation

percentage
10.00%
20.00%
20.00%
20.00%
20.00%
10.00%
MACRS

depreciation
$  720
$1,440
$1,440
$1,440
$1,440
$  720

Limit
1,224
1,960
1,180
710
710
710
$ 710
$ 710
$ 710

Deduction
720
1,440
1,180
710
710
710
710
710
310

Ending adjusted

basis
$6,480
$5,040
$3,860
$3,150
$2,440
$1,730
$1,020
$310
$   0

Depreciation for Year 9 is $310 (the remaining adjusted basis). (See Exhibit 9‑8, Examples 19 and 20, and pp. 9‑24 through 9‑28.)

9‑38
The three alternative methods for treating R&D expenditures are as follows:

Method 1: The taxpayer may elect to deduct all research and experimental expenditures currently as follows:

MACRS depreciation on lab equipment:

(20% of $30,000)
$ 6,000
* 

Salaries
60,000

Materials and supplies
  10,000
Total deduction
$76,000
*Note: Only depreciation of the equipment was included, not the entire $30,000 cost.

Method 2: The taxpayer may defer the expenses and amortize them over 60 months:


Research expenses
=
$76,000
=
$1,267


60 Months

60

Method 3: If neither of the previously mentioned methods is used, taxpayer must capitalize the expenditures. If the expenses are capitalized, no deduction is allowed until the asset is disposed of or abandoned. (See Example 33, Exhibit 9‑4, pp. 9‑39 through 9‑41, and § 174.)

10‑3
a.
The treatment of shareholder advances that become worthless is an extremely important topic because of the restrictions that may be imposed on the taxpayer’s deduc​tion (e.g., at worst, the taxpayer’s deduction is $3,000 a year). For this reason, it is incumbent on the practitioner to make a client aware of the tax ramifications that result if the loans become worthless, as well as any planning opportunities available to minimize the problem.

The first problem presented by a shareholder advance is determining whether in fact there was a bad debt. Advances to a closely held corporation that are not repaid may be treated as contributions to capital. In such case, the basis of the taxpayer’s stock would be increased, and thus would increase the shareholder’s capital loss when the stock is sold or when it becomes worthless. No loss would be available until there is a disposition of the stock.

It should be noted that contributions to capital do not have the effect of increasing the basis of § 1244 stock (i.e., they are not eligible for § 1244 treatment unless § 1244 stock is issued for the contribution). Consequently, the shareholder is prohibited from obtaining ordinary loss treatment for unpaid advances through § 1244.

If the taxpayer can demonstrate that the advances were in fact a loan rather than a contribution to capital, the issue is whether the advance is a business or nonbusiness bad debt. The distinction is significant because business bad debts can be deducted without limitations, while the deduction for nonbusiness bad debts as a short‑term capital loss is limited to $3,000 plus the taxpayer’s capital gains. Based on the decision in Whipple, a shareholder’s loan to a corporation is normally not considered a business debt because it does not arise in the course of the taxpayer’s trade or business. (See Example 2 and p. 10‑3.) Only a taxpayer who can show that he or she is in the business of organizing, promoting, and financing businesses will be able to salvage ordinary loss treatment.


On the other hand, if F is an employee for the corporation, the loan might be considered a business debt if he is able to establish that the primary motive for the loan was protection of his job rather than his investment. If protecting his job was the reason for making the loan, F must demonstrate that it was the “primary and dominant” motive. One of the most significant factors in making this determination is the size of the loan in relation to the salary that F is trying to protect.

b.
There is no deduction in this case for two reasons. First, no deduction is allowed because there is no valid debt. If the obligation to pay is contingent on the occurrence of an event (such as meeting a certain level of sales) and such event does not occur, there is no valid debt. More​over, in this case, the taxpayer has no basis in the debt. Thus, no matter how badly the taxpayer feels about not receiving the bonus, he can find no relief from the tax law. (See pp. 10-3 and 10-4.)

c.
The issue in this case, like above, is whether there is a bona fide debt. From the Service’s perspective, the loans may very well be disguised dividends. In such case, not only would the corporation be unable to claim a deduction for the purported bad debt but C would also be charged with dividend income, or, if C is an employee of the corpora​tion, the amount might be treated as compensation. Whether the loans are in fact loans depends on all the facts and circumstances. If the loans were evidenced by notes, and payments of interest and principal on such notes have been made in a timely manner, the corporation would have a reasonable basis for arguing that a true debtor‑creditor relationship exists. (See pp. 10-3 and 10-4.)

10‑12
a.
$500. In this case, AAA has a basis for the debt because it is an accrual basis taxpayer and has included the $1,500 in income. Under the direct write-off method, when the debt becomes partially worthless, the taxpayer is allowed to deduct the portion that it believes to be worthless but only if it is also charged off its books for financial ac​counting purposes. Should the remainder become worthless in a subsequent year, the balance can be deducted at that time. Alternatively, the company could wait until the debt becomes totally worthless and deduct the debt in that year. (See Example 4 and pp. 10-4 and 10-5.)

Note that AAA is not required to accrue any amount which, based on experience, may be uncollectible. This rule only applies to service businesses such as AAA. (See p. 10‑5.)

b.
There is no deduction for partial worthlessness where the debt is a nonbusiness bad debt. (See Example 1 and p. 10‑2.)

c.
Assuming a $500 deduction was claimed in the prior year, the company may deduct the uncollectible amount of $800 ($1,500 - $500 previously deducted - $200 collected). If no deduction was claimed, the uncollect​ible amount of $1,300 may be deducted. (See Example 4 and p. 10‑5.)

10‑16
In the case of a casualty of business or investment property, the amount of the deduction is the taxpayer’s basis in the property. However, when the property has only been partially damaged, the casualty loss cannot exceed the decline in value of the property. The $100 floor and the 10 percent of A.G.I. limitation do not apply to business or investment property. (See Example 6 and pp. 10‑8 through 10‑10.)

Car:

Adjusted basis

$12,000 

Painting:

Adjusted basis
$  1,500 

Insurance reimbursement
      (800)

Loss

700 

Rental property:

Lesser of

(1) Decline in value: $50,000

(2) Basis: $30,000
$30,000 

Insurance
 (20,000)

Loss

  10,000 

Total loss

$22,700 

Note that the $100 and 10 percent floors do not apply to business or investment casualties because the taxpayer would have been able to recover his investment through depreciation.

A casualty loss can create an NOL. (See pp. 10-14 and 10-15.)

10‑18
a.
G’s deductible loss would be $30,100 determined as follows:

House:

Loss before insurance reimbursement:

Lesser of

(1) Decline in value, $80,000

(2) Adjusted basis, $60,000
$60,000 

Less insurance reimbursement
(30,000)

Loss

$30,000 

Skiing equipment:

Loss:

Lesser of

(1) Decline in value, $90

(2) Adjusted basis, $300

       90 

Total loss on personal use property

$30,090 

Less floor

     (100)

Deductible loss on personal use property from A.G.I.

$29,990 

Business calculator (not subject to 10% limitation):

Loss: Adjusted basis

$    110 

The business loss is generally deductible for A.G.I. See Forms 4684 and 4797 in Appendix B.

(See Example 6 and pp. 10‑8 through 10‑9.)

b.
B may deduct $5,000 [the lesser of the decline in value of $5,000 ($45,000 - $40,000) or the adjusted basis $30,000]. The deduction is for A.G.I. because it is related to rents. The $100 floor and 10 percent limitation do not apply because the asset is income-producing. Because this is a “disaster area” B may deduct the loss on his prior year’s return. (See pp. 10‑8 through 10‑11.)

c.
B’s loss before reimbursement is still $5,000 [the lesser of the decline in value of $5,000 ($45,000 - $40,000) or the adjusted basis $30,000]. The $5,000 loss is reduced by the $2,000 insurance reimbursement and the $100 floor that applies to casualties of personal use property, resulting in a $2,900 loss deductible from A.G.I. (subject to the A.G.I. limitation). (See pp. 10‑8 through 10‑9.)

d. In this situation, the issue is whether the loss is unusual in nature and thus deductible. In Rev. Rul. 72‑592, 1972‑2 C.B. 101, the IRS ruled that for a loss to be unusual it must be extraordinary and nonrecurring, one that does not commonly occur during the activity in which the taxpayer was engaged when the destruction or damage occurred, and one that does not commonly occur in the ordinary course of day-to-day living (e.g., a child tearing out the knee of a new suit on his way to church). It would seem that this event is not one that is recurring and thus would be considered unusual. In such case, the loss is $200 (the lesser of the decline in value of $300 or the adjusted basis of $300 less the $100 floor).

10‑23
A company that elects to value its inventory at the lower of cost or market (replacement cost) is generally allowed to claim deductions for write-downs of its inventory to market. If the estimated sales price is less than market (i.e., replacement cost), a further write-down is allowed, but only if the goods are subnormal goods and are actually offered for sale at the lower price 30 days after the inventory date. Subnormal goods are those items in inventory that cannot be sold at normal prices because of damage, imperfections, style changes, and so on. In this case, the books would not be considered subnormal goods. Moreover, even if the books were considered subnormal, the second requirement—an actual offer to sell the excess stock at reduced prices—was not satisfied. In contrast to financial accounting, the mere expectation that the books will not be sold is insufficient for a write-down. Consequently, the company must carry its inventory at original cost. As emphasized in Thor Power Tool, the different goals of the tax system and financial accounting justify a different approach to this issue. Thus, the tax rule must be followed despite the fact that the procedure is accepted for financial accounting purposes. Note that the company might be better off destroying its obsolete inventories rather than maintaining them. (See Example 18 and pp. 10‑28 and 10‑29.)

10‑24
a.
Using the lower of cost or market rule, ending inventory is valued at $72,000 as determined below. In contrast to the rule for financial accounting, the value of each similar item must be compared to its cost, rather than comparing aggregate cost to aggregate value.




Lower of    

Merchandise         
  Cost  
 Market 
Cost or Market
Weight machines
$40,000
$43,000
$40,000

Stationary bicycles
10,000
8,000
8,000

Stair climbers
  24,000
  27,000
  24,000

$74,000
$78,000
$72,000
Note that the inventory is valued at $72,000 even though the total market value exceeds cost. (See Example 17 and p. 10‑28.)

b.
When a corporation switches from FIFO to LIFO, it must restore any previously deducted write-downs to income. This positive income adjustment may be spread over three years. It is this requirement that often discourages some taxpayers from switching to LIFO. (See p. 10‑27.)

11‑28
a.
$900 ($500 estimated taxes paid + $400 taxes withheld from her salary during the year). (See Example 12 and pp. 11‑13 and 11‑14.)

b.
The $200 must be included in K’s gross income on her 2000 income tax return. (See Example 13 and pp. 11‑13 and 11‑14.)

11‑29
a.
$194 [$1,200  (59 / 365)]. S must increase his amount realized on the sale by $194.

b.
$1,006 [$1,200  (306 / 365)]. B will increase his basis in the property by the $194 attributable to S.

[See Example 17; p. 11‑16; and Reg. §§ 1.164‑6(d), 1.1001‑1(b), and 1.1012‑1(b).]

11‑30
As a general rule, the only interest that is deductible is interest on a first or second home, investment interest, and interest incurred in a trade or business (other than the business of being an employee).

a.
No deduction is allowed because the interest is personal interest. (See pp. 11‑17 and 11‑18.)

b.
No deduction is allowed because the interest is normally treated as personal interest. But if it can be shown that the proceeds of the loan are used for investment purposes, the interest would be deductible to the extent of any investment income. (See pp. 11‑17 and 11‑18.)

c.
The interest on D’s house in Birmingham and the interest on either the summer home in Hilton Head or the condominium at Sun Valley will be treated as qualified residence interest and allowed as a deduction. Thus, at least $12,000 of the $18,000 total interest paid is deductible. If D rents either the summer home or the condominium, he may be able to deduct the remaining $6,000 of interest paid under the vacation home rules. (See Examples 23 and 24, and pp. 11‑18 through 11‑21.)

d.
The interest paid on both the first mortgage and the second mortgage is deductible because the second mortgage (i.e., the home equity loan) did not exceed $100,000. (See Example 27 and pp. 11‑18 through 11‑21.)

e. M may deduct $900 of the interest expense and carry over the remaining $300. M’s investment interest expense deduction is limited to his $900 of investment income. (See pp. 11‑21 and 11‑22.)

f.  Despite the fact that the interest is business‑related, there is no deduction for interest incurred by an employee in connection with his or her trade or business. Note, however, that such interest would be deductible if the taxpayer was self‑employed. This is yet another distinction between self‑​employed and employees that seems unwarranted. (See Examples 19 through 21, p. 11‑18.)

11‑32
Investment interest (interest on debt used to finance property held for investment) is generally limited to net investment income, whereas interest related to passive activities is limited under the passive‑loss rules. L may deduct $3,700 as determined below.

Adjusted gross income:

Salary
$50,000 

Dividends
8,000 

Share of partnership income

Ordinary loss not deductible
—  

Portfolio income

Interest and dividends
1,000 

Rental income
8,000 

Rental expenses
  (7,000)

Adjusted gross income
$60,000 

Net investment income:

Investment income

Dividends


$8,000 

Partnership income

Portfolio income

  Interest and dividends


 1,000 

Total investment income



$ 9,000

Investment expenses

Property tax on land


$5,000 

Investment publications


400 

Miscellaneous itemized disallowed

2% floor (2%  $60,000)

$1,200 

Unreimbursed employee business expenses
(1,100)

Investment expenses classified as

   miscellaneous itemized deductions disallowed

(100)

Total investment expenses



  (5,300)

Net investment income



$ 3,700 

L may deduct $3,700 of the $30,000 of investment interest attributable to land. The balance, $26,300, is carried over to the following year and deducted to the extent of net investment income. It is worth noting that a sale of the land does not trigger the allowance of the disallowed investment interest. This interest is simply carried over and deducted if and when the taxpayer has net investment income. The interest expense related to the rental apartment is limited under the passive loss rules. In this case, the interest is deductible in full against the rental income. If rental expenses had exceeded rental income, the passive loss rules would apply, effectively limiting the deduction for interest. (See Example 30 and pp. 11‑21 through 11‑23.)

11‑34
a.
$1,100. No charitable contribution deduction is allowed for the rent‑free use of property. However, a deduction is allowed for out‑of‑pocket expenses (e.g., the cost of the utilities). [See Example 47, pp. 11‑33 and 11‑34, and Reg. § 1.170A‑1(g).]

b.
$9,000, the lesser of fair market value or cost of the stock because it is not a long‑term capital gain asset. (See Example 49 and pp. 11‑34 and 11-35.)

c.
$4,000, the fair market value of the collection. [See Example 52, pp. 11‑35 and 11‑36, and Reg. § 1.170A‑4(b)(3)(ii).]

d.
Works of art created by the donor are ordinary income property. The amount allowable as a charitable contribution deduction is the fair market value of the paintings reduced by any amount that would be treated as ordinary income if the paintings were sold. Therefore, if the artist had no basis in his paintings, no charitable contribution deduction would be allowed. [See pp. 11‑34 and 11-35 and § 170(e)(1).]

e.
$1,000 ($7,000 — $6,000 unrealized appreciation). The property was sold—an unrelated use to the function of the American Heart Association. (See Example 53 and p. 11‑36.)

11‑36
a.
Step 1:
$30,000 fair market value of property donat​ed. The $30,000 does not exceed 50 percent of the $60,000 A.G.I., so go on to Step 2.

Step 2:
Contributions of capital gain property are limited to 30 percent of A.G.I. (30%  $60,000 = $18,000), unless the tax​payer elects to reduce the deduction by 100 percent of the difference between the property’s fair market value and its adjusted basis. If this election is made, the deduction would be $10,000 ($30,000 FMV - $20,000 unrealized apprecia​tion).

Step 3:
Overall deduction limitation:

Step 1 amount
$30,000 

Step 2 excess contribution amount

   ($30,000 FMV - $18,000 limit)
 (12,000)

Current deduction allowed
$18,000 

or,
If the taxpayer elected to re​duce the deduc​tion in order to be sub​ject to the 50 percent limita​tion, the overall limita​tion would be $30,000, but the deduct​ible amount would be the $10,000 computed in Step 2 above.

(See Examples 56 through 58 and pp. 11‑38 and 11‑39.)

b.
Step 1:
Total contributions to public charities:

Cash
$20,000

Property (fair market value)
+  30,000
Total contributions
$50,000
The $50,000 exceeds the overall limitation of 50 percent of $60,000 A.G.I., so go to Step 2.

Step 2:
Same as Step 2 in part (a) above.

Step 3:
Overall deduction limitation:

Step 1 total contributions
$50,000 

Step 2 excess contributions

  ($30,000 - $18,000)
 (12,000)


$38,000 

Deduction is limited to the lesser of

1. $38,000 (amount from above), or
2. $30,000 (50% of A.G.I.).

Thus, the current year’s charitable contribution deduction = $30,000.

If the taxpayer had elected to reduce her deduction for the capital gain property by its appreciation in value, the overall deduction would be computed as follows:

Cash contributions to public charity
$20,000

Property contribution (reduced)
+  10,000

$30,000
Deduction for this year is limited to the lesser of

1. $ 30,000 (amount from above), or
2. $ 30,000 (50% of A.G.I.).

(See Examples 56 through 58 and pp. 11‑38 and 11‑39.)

c.
1.
R’s excess contribution is $12,000 ($30,000 FMV of property - $18,000 deductible). This $12,000 may be carried forward to subsequent tax years and will be subject to the 30 percent limitation in the carryover years. (See Examples 60 and 61 on pp. 11‑40 and 11-41.)

2.
R’s excess contribution is $20,000 ($50,000 total contributions - $30,000 deductible). The $20,000 would be carried forward to subsequent tax years, subject to the 30 percent limitation.

11‑38
a.
R’s current‑year deduction for miscellaneous itemized deductions is $1,700, computed as follows:

Unreimbursed employee business expenses
$1,350 

Professional dues and subscriptions
650 

Job‑seeking expenses
800 

Tax return preparation fee
250 

Safe‑deposit box rental
      50 

Total miscellaneous deductions
$3,100 

Less: 2% of $70,000 A.G.I.
 (1,400)

Allowed Miscellaneous itemized deductions
$1,700 

b.
If R’s A.G.I. for the current year is $100,000 instead of $70,000, his deduction for these miscellaneous items is reduced to $1,100 [$3,100 total miscellaneous items - ($100,000  2% = $2,000 floor)].

(See Exhibit 11‑4, Example 62, and pp. 11‑41 and 11‑42.)

11‑39
a.
Because their adjusted gross income of $100,000 does not exceed the 2000 threshold amount of $128,950, H and W are not subject to the cutback rule. Thus, their itemized deductions for the current year total $23,000, computed as follows:

Medical and dental expenses
$8,000 

Less: 7.5% of $100,000
 (7,500)
$    500

Total taxes paid ($3,500 + $5,500)

9,000

Home mortgage interest

9,000

Charitable contributions

4,000

Misc. itemized deductions
$2,500 

Less: 2% of $100,000
 (2,000)
      500
Total deduction for the year

$23,000
b.
If their adjusted gross income for the current year is $400,000, H and W’s itemized deductions will be limited to $13,868 computed as follows:

Itemized deductions subject to cutback:

Total taxes paid ($3,500 + $5,500)

$   9,000 

Home mortgage interest

9,000 

Charitable contributions

4,000 

Misc. itemized deductions
$2,500 

Less: 2%  $400,000
 (8,000)
          0 

Deductions subject to 3% cutback rule


$22,000 

Tentative cutback:

Adjusted gross income

$400,000 

Threshold amount

 (128,950)

Excess A.G.I.

$271,050 

Times: 3%

      3% 

Tentative cutback

$   8,132 

Cutback limit:

Itemized deductions subject to cutback

$ 22,000 

Times: 80%

     80% 

Maximum cutback

$  17,600 

Cutback: Lesser of tentative cutback

  or maximum cutback


  (8,132)

Amount deductible after 3% cutback


$13,868 

Plus: Itemized deductions not subject

   to cutback (medical expenses after

   7.5% floor)


         0 

Total deduction for itemized deductions


$13,868 

c.
If H and W’s adjusted gross income for the current year is $800,000, their itemized deductions are limited to $4,400, computed as follows:

Total itemized deductions subject to cutback

$22,000 

Tentative cutback:

Adjusted gross income
$800,000 

Threshold amount
 (128,950)

Excess A.G.I.
$671,050 

Times: 3%
     3% 

Tentative cutback
$  20,132 

Cutback limit:

Itemized deductions subject to cutback
$ 22,000

Times: 80%
   80%
Maximum cutback
$ 17,600
Cutback: Lesser of tentative cutback

   or maximum cutback

 (17,600)

Amount deductible after 3% cutback

$  4,400 

Plus: Itemized deductions not subject

to cutback (medical expenses after

7.5% floor)

         0 

Total deduction for itemized deductions

$  4,400 

Note that in this case the tentative cutback ($20,132) exceeds the maximum cutback ($17,600). Thus, H and W are allowed to deduct at least 20 percent ($22,000  20% = $4,400) of the itemized deductions subject to the cutback rule. Because the floor amounts exceed the total amounts of both the medical and dental expenses and the miscellaneous itemized deductions, none of these expenses are deductible.

(See Exhibit 11‑5, Examples 63 and 64, and pp. 11‑43 through 11‑45.)

19‑22


   1999  
   2000  
Taxable income before contributions
$100,000 
$200,000 

Less charitable contributions:

Current year (1)
(10,000)
(15,000)

Carryforward from 1993 (2)

(5,000)

Taxable income
$ 90,000 
$180,000 

(1)
The charitable contribution deduction is limited to $10​,000 (10%  $100,000). The additional $12,000 is carried forward to 2000.

(2)
The charitable contribution deduction is limited to $20​,000 (10%  $200,000). First, the $15,000 current year charitable contribution is deducted, and second, $5,000 of the $12,000 1999 carryforward is deduct​ible in 2000. The remaining $7,000 from 1999 may be carried forward for another four years.

(See Example 10 and pp. 19‑27 and 19‑28.)

19‑23
a.
H and W are attempting to ensure that the appreciation in the land’s value that has occurred while they held the property ($300,000) in their personal capacities is treated as capital gain rather than ordinary income. Had the entity held the property from the outset, it could be easily argued that any income recognized on the sale of the lots would be ordinary. By holding the property in their individual capacities and then selling the property to the entity, the couple is hoping to convert the bulk of the gain into capital gain that would be taxed at a favorable rate. Note that any subsequent gain recognized by the entity, Landco, would be measured from a basis of $400,000, rather than $100,000, and be treated  as ordinary income.

Interestingly, a recent case illustrated the importance of this strategy. In John J. Reichel 112 TC 14 (1/7/99), the taxpayer was a real estate developer, operating his business as a sole proprietorship. He purchased two parcels of land in San Bernardino County, California, holding them as investment property until such time that development would be beneficial. During the period that he held the property, he deducted real estate taxes on the property of $72,181 on his Schedule C. Due to adverse economic conditions, he undertook no development activities on the properties. The Tax Court disallowed his deductions, determining the taxes must be capitalized under § 263A as indirect expenses of producing property. Section 263A(a) specifically requires the capitalization of taxes for property “produced” by the taxpayer. For this purpose, § 263A(g) provides that the term “produce” includes develop. This case has important implications for developers, suggesting the need to separate the investing and developing activities. Developers holding land in their individual capacity should consider selling the land to an S corporation where the development activities can take place. In this way, the  taxpayer should be able to deduct interest and taxes as investment expenses (subject to limitations) and characterize any gain on the sale to the entity as capital gain. As seen in the second part of this question, an S corporation should be used rather than a partnership or LLC since the subsequent sale by the partnership or LLC would cause the individual’s gain to be recharacterized as ordinary income under § 707(b). No equivalent rule exists for S corporations. In this regard, note that § 1239, which converts the gain on a sale of property that is depreciable in the hands of a related party buyer to ordinary income, would not apply to a sale of raw land.

b.
The couple should use an S corporation rather than a partnership or limited liability company. Gain on the sales of property by a more-than-50 percent partner to a partnership or limited liability company is recharacterized as ordinary income if the property is inventory in the hands of the partnership. No equivalent rule exists for s corporations. In this regard, note that § 1239, which converts the gain on a sale of property that is depreciable in the hands of a related party buyer to ordinary income, would not apply to a sale of raw land. [See pp. 19-13 and § 707(b)(2).]

19‑24
a.
If the partners incorporate, the corporations must pay social security, Medicare, and FUTA taxes on the additional salaries. As a result, the corporation’s ordinary taxable income would be as follows:

Revenue
$700,000 


Operating expenses
(190,000)

Owner salaries
(300,000)

Life insurance premiums
(30,000)

Medicare insurance premiums
(8,000)

FICA taxes — owners
(13,799)
1  

FUTA taxes — owners
      (868)
2  

S Corporation ordinary income
$157,333 

1FICA = 
$76,200 maximum 6.2%  = 
$4,724.40  2 employees=
$  9,449

$150,000 each 
 1.45% = 
$2,175  2 employees
=
  4,350
TOTAL
=
$13,799
2FUTA =
$7,000 maximum  6.2% = 
$434  2 employees
=
$    868
b.

S Corporation
Partnership
Revenue
$700,000 
$700,000 

Operating expenses
(190,000)
(190,000)

Owner salaries/ guaranteed payments
(300,000)
(300,000)

Life insurance premiums
(30,000)
(30,000)

Medical insurance premiums
(8,000)
(8,000)

FICA taxes — owners
(13,799)
0 

FUTA taxes — owners
      (868)
          0 

     Business net income
$157,333 
$172,000 

Each Owner (50%)

Business net income
$ 78,667 
$ 86,000 

Guaranteed payments/compensation1
169,000 
169,000 

Personal Deductions
(20,000)
(20,000)

Self-employment2
0 
(8,139)

Health insurance deduction (50% for 2001  $4,000)
    (2,000)
   (2,000)

      Taxable income
$225,667 
$224,861 

Tax (single 2000 rates)
$ 69,291 
$ 69,001 

Employer’s payroll taxes ($4,724 + $2,175 + $ 434)
7,333 
0 

Employee’s FICA ($4,724 + $2,175)
6,899 
0 

Self-employment tax
          0 
   15,832 

        Total tax
$ 83,523 
$ 85,279 

1 ($150,000 + $15,000 + $4,000 = $169,000) For more-than-2% shareholders of an S Corporation, life and medical insurance premiums are treated as compensation. Amounts paid are included in taxable income, but are not subject to social security and Medicare taxes. Comparable premiums paid on behalf of a partner are also taxable and are subject to self-employment tax.

2The deduction is 50% of the self-employment tax [($76,200  12.4% = $9,448) + ($255,000  92.35%  2.9% = $6,829)] = $16,278  50% = $8,139].

Because of the elimination of a maximum amount of income subject to the Medicare tax (for 1993 it was $135,000), the partners are now carrying a heavier total tax burden than they would if they were S Corporation shareholders. If the doctors remain in this income range (or particularly if they anticipate that their earnings will increase), it would be to their advantage to incorporate and elect S Corporation status.

