12‑11
Under the recently proposed regulations, taxpayers are required to treat one or more trade or business activities or one or more rental activities as a single activity if the activities constitute an appropriate economic unit for measuring gain or loss. Whether two or more activities constitute an appropriate economic unit (AEU) is determined by taking into account all of the relevant facts and circumstances. Five factors are to be given the greatest weight in making the determination. These are:

1.
Similarities and differences in types of business.

2.
The extent of common control

3.
The extent of common ownership

4.
Geographical location.

5.
Interdependencies between activities (e.g., they have the same customers or same employees, are accounted for with a single set of books, purchase or sell goods between themselves, involve products or services that are normally provided together)

A taxpayer may use any reasonable method of applying the relevant facts and circumstances. The key ingredient to this rather loose approach is that the taxpayer must be consistent once a particular method of aggregation is selected. Note also that the IRS has the power to regroup activities if the taxpayer’s grouping fails to reflect one or more appropriate economic units and one of the primary purposes of the taxpayer’s grouping is to circumvent the passive loss rules. (See pp. 12‑8 and 12‑9.)

a.
The taxpayer could treat these as either one activity since they are in the same geographical location or alternatively treat them as separate activities.

b.
The regulations prohibit aggregation of rental and nonrental activities unless either activity is insubstantial to the other. In this case, the income from both activities is substantial so each activity would be treated as a separate activity.

c. The taxpayer could treat each store as a separate activity or combine all of the stores since they are in the same location (Denver) or because they are the same type of business. Other groupings could be appropriate, however.

d.
The taxpayer would appear to have great flexibility in how he groups the activities. As a practical matter, it seems that it would be easiest to aggregate these in the same manner as the taxpayer maintains his accounting records. Nevertheless, if the taxpayer has passive losses or wants to avoid passive losses, he may wish to consider other arrangements. Possible permutation and combinations include but are not limited to:

•
Treat each gas station as a separate activity.

•
Treat all of the gas stations as one large activity since they are in the same type of business.

•
Treat each food sale activity in each station as a separate activity and each gas sale activity in each station as a separate activity.

•
Lump all gas sale activities into one activity and all food sale activities into another separate activity.

•
Treat the repair service activity as a separate activity or aggregate it with the gas station’s activity in any of the arrangements above.

e.
Again the taxpayer has a great deal of flexibility. Possible groupings include:

•
Treat each of the liquor stores and the beer distributorship as a separate activity.

•
Treat all of the liquor stores as one activity and the beer distributorship as a separate activity.




•
Treat all of the activities as one activity since they are in the same location and most of the beer distributorship’s sales are to the liquor stores.

12‑13
a.
A will be able to deduct his share of the loss since he is deemed to participate materially in the activity. According to the facts, A spends at most 416 hours (52 Saturdays  8 hours) participating in the activity. Although he does not meet the general rule (i.e., accumulate more than 500 hours of participation in the activity), he still satisfies the “more than 100 hours and not less than anyone else” test. Specifically, he spends more than 100 hours in the activity and no one else (i.e., B) spends any more time in the activity. (See pp. 12‑12 and 12‑13.)

b.
In this situation, A’s material participation works to his advantage since it enables him to deduct the loss. Note that if B spent one more hour than A, under a literal interpretation of the rule, A would not meet the material participation rules since he did not participate more than anyone else. If so, the loss would be passive unless A can use the facts and circumstances to show otherwise. However, if A participates in other activities, he might be treated as materially participating under the significant participation activity (SPA) rules. Under these rules, A materially participates if his total participation in all SPAs exceeds 500 hours. A SPA is defined as a trade or business in which the taxpayer participates more than 100 hours, but fails the other six tests for material participation. The upshot of these rules is that A, and for that matter, B, must maintain records regarding the time they spend participating in the activity.

On the other hand, if the business generates income, A’s material participation may work to his disadvantage since the income would be active and could not be used to absorb any passive losses that A might have. In such case, A might attempt to fail the material participation test. As noted above, if B spends one more hour than A, then under a literal interpretation of the rule A does not materially participate since he did not participate more than anyone else. If so, any income would be passive. However, the SPA rules might operate to recharacterize the income as active. Under the SPA rules, if the total participation in all SPAs does not exceed 500 hours, the losses are passive but the income is active! (See pp. 12‑12 and 12‑13.)

12‑16
H would be treated as materially participating under the “prior participation” test, and, therefore, the loss would be nonpassive. Under the prior participation test, an individual is deemed to materially participate if he or she has materially participated in five of the last ten years. This test prevents taxpayers from moving in and out of passive status as they wish. Because H has no doubt materially participated in the past, he would be deemed to materially participate this year. It is important to note that without this rule H would not materially participate since he did not spend more than 500 hours, provide substantially all of the participation, spend more than 100 hours, or spend more than anyone else. (See pp. 12‑12 and 12‑13.)

12‑17
a.
Nonrental activity. An activity is not a rental if the average rental period is seven days or less. (See p. 12‑10.) P could deduct any loss from the activity only if he materially participates in the renting of the plane, which appears unlikely.

b.
Nonrental activity. An activity is not a rental if the rental period is seven days or less. (See p. 12‑10.) Note that because the activity is not considered a rental, the $25,000 loss allowance for rental real estate is not available. The taxpayer should consider renting the property for more than seven days. (See Example 21 and pp. 12‑14 and 12‑15.)

c.
Probably a rental activity. If the average rental period is between eight and 30 days, the activity is a rental unless significant services are provided. According to the Regulations, janitorial services, repairs, trash collection, cleaning of common areas, and security services are ignored in determining whether significant services are performed. The other services (golf, tennis, pool, and masseuse) would only be significant if they represent a large part of the cost of the package relative to the cost of using the property. Because the property qualifies as a rental real estate activity, the taxpayers may be able to utilize the $25,000 exception to deduct all or a portion of any losses arising from the operation. Note that the rental rules create a hardship on taxpayers like S and his wife whose livelihood is derived from long‑term rentals. If this activity were characterized as a nonrental activity, the taxpayers would be able to deduct any losses immediately assuming they materially participate in the activity. For this reason, S and his wife might argue that the services are significant in order to convert this to a nonrental activity. (See Examples 15 and 26 and pp. 12‑10 through 12‑14, and 12-22.)

d.
Rental activity. If the average rental period exceeds 30 days, the activity is a rental unless extraordinary services are provided. According to the Regulations, janitorial services, repairs, trash collection, cleaning of common areas, and security services are ignored in determining whether significant services are performed. In this case, the services are not significant so the activity is a rental. Like (c) above, the rental qualifies for the $25,000 exception for rental real estate. (See Examples 15 and 21 and pp. 12‑10 through 12‑15.)

e.
Nonrental activity. If the average rental period exceeds 30 days, the activity is a rental unless extraordinary services are provided. In this case, the owner provides a physician and nursing care that would be considered extraordinary, converting the apparent rental into a nonrental activity. (See Example 16 and p. 12‑11.)

f.
Nonrental activity. The activity is not a rental activity if the taxpayer customarily makes the property available during defined business hours for the nonexclusive use of various customers. Here, patrons of the health club can use the equipment and other facilities only if they are not being used by other club members. (See p. 12‑11.)

g.
Nonrental activity. The activity is not a rental activity if the rental of the property is merely incidental to the real purpose for holding the property. In this case, D appears to be holding the property for investment, and the rental income simply helps to defray some of D’s costs. The Regulations provide an objective test in this regard. If the rent is less than 2 percent of the property’s basis (or value if less), the activity is not a rental. Here the rental represents 2.5 percent ($5,000/$200,000). Although the rental income exceeds the threshold, the rental would still appear incidental. Note that this rule prohibits the creation of passive income. Moreover, under the recharacterization rules, rental income is recharacterized as nonpassive unless at least 30 percent of the basis of the property is depreciable. Here, none of the property is depreciable so all of the income would be considered nonpassive. [See Example 17, pp. 12‑11 and 12‑16, and Temp. Reg. § 1.469‑2T(f)(3)(Example)].

12‑18
a.
Yes, the passive‑activity rules apply. Generally, a limited partner in a limited partnership is deemed not to have materially participated in the activity. Consequently, G may deduct the loss when combined with other passive losses, but only to the extent of passive income from all passive activities. For example, if G’s passive income had been only $2,000 in this case and his only loss $10,000, he could deduct $2,000. If he had no passive income, the loss would be held in suspension until G has passive income or disposes of his interest in the partnership. (See Example 2, p. 12‑3, and § 469.)

b.
The passive‑activity rules should not apply in this case. Since the activity does not involve rental property and G and his wife each spent 300 hours operating the bar, they meet the “more than 500 hours” test of the Treasury’s Regulations regarding the material participation requirement. (See p. 12‑12.)

c.
The passive‑activity rules apply in this case because G does not meet any of the following regulatory tests for material participation: (1) “more than 500 hours,” (2) “substantially all of the participa​tion,” or (3) “more than 100 hours and more than anyone else.” Because this is G’s only investment, it is impossible for him to qualify as a material participant under the “significant participation in several activities (SPAs)” exception. (See Example 19 and pp. 12‑12 and 12‑13.)

d.
The passive activity rules should not apply in this case because G meets the “significant participation in several activities” test. Note that G participates more than 100 hours each in four SPAs and his total participation exceeds 500 hours (i.e., 4  130 = 520 hours). (See Example 19 and pp. 12‑12 and 12‑13.)

e.
The passive activity rules should not apply in this case. Because the rental income would be considered insubstantial in relation to the non‑rental activity, the rental and nonrental operations are aggregated into a single activity. Consequently, the loss on the rental activity offsets the partnership’s income from consulting. (See Example 13 and pp. 12‑9 and 12‑10.)

f.
Yes, the passive‑activity limitations apply. The corporation can use $4,000 of the loss to offset the corporation’s active income. None of the loss may be used to offset the corporation’s portfolio income.

The passive loss rules do not apply to a regular C corporation unless such C corporation is either (1) a personal service corporation (i.e., one where the principal activity is the performance of personal services and such services are substantially performed by employee‑owners who own more than 10% of the stock), or (2) a closely held corporation (i.e., a regular C corporation where five or fewer individuals own more than 50% of the stock). In this case, Try Inc. is a closely held corporation because G is the sole owner. When the rules apply to a closely held corporation, however, the corporation can use the loss to offset active income but not portfolio income (so that an individual with losses cannot avoid the limitation by simply incorporating his or her portfolio). (See Example 9 and pp. 12‑6 and 12‑7.)

12‑19
a.
The loss has no effect in 2000 due to the passive‑activity limitations. M may use the loss from the partnership to offset his other income only if he materially participates in the activity. M must be involved with the activity on a regular, continuous, and substantial basis, or meet one of the regulatory tests to satisfy the material participation requirement. However, M’s involvement in the partnership is extremely limited. In effect, he is merely an investor. As a result, M may deduct the loss only to the extent of his other passive income. In this case, he has no passive income so the loss is carried over to be deducted against future passive income. The interest income is not passive income but rather portfolio income, which cannot be reduced by passive losses except in the year of a disposition. (See Example 2 and pp. 12‑2 and 12‑3.)

b.
M can use $12,000 of the $40,000 loss carried over from 2000 to offset his passive income of $12,000 in 2001. (See Example 2 and p. 12‑2.)

c.
No. The income from M’s limited partnership interest is considered passive income. Passive losses are deductible to the extent of passive income from any passive activities. Consequently, he could use $12,000 of the passive loss from 2000 to offset the passive income from the limited partnership.

d. M may deduct his unused passive loss from the activity, $28,000 ($40,000 - $12,000), against other income in the year he disposes of his interest. The loss first offsets any gain from the sale of the interest. Any remaining loss is then used to offset passive income from other passive activities. Any remaining loss can be used to offset active and portfolio income. In this case, M will use the $28,000 loss to reduce his $40,000 gain from the sale. (See Examples 2 and 3 and pp. 12‑2 and 12‑3.)

12‑21
Prior to 1994, losses arising from rental real estate activities were automatically passive under § 469(c)(2). As such, they could be used only to offset income from other passive activities. New rules established by the Revenue Reconciliation Act of 1993, however, now allow certain taxpayers engaged in real property trades or businesses to treat these activities as nonpassive if certain requirements are satisfied. First, taxpayers must meet the two tests outlined in § 489(c)(7)(B), which provide that an individual is eligible for this special treatment if (1) more than one-half of the taxpayer’s personal services are performed in real property trades or business in which the taxpayer materially participates and (2) more than 750 hours of such services are performed during the tax year. A real property trade or business, for the purpose of § 469(c)(7), is one that develops, redevelops, constructs, reconstructs, acquires, manages, leases, or sells real property.

Satisfaction of these two tests is necessary, but not sufficient, to qualify the taxpayer under § 469(c)(7). Once these two requirements are met, the taxpayer must determine whether or not he materially participates in the rental real estate activities. Normally this test is applied on a property-by-property basis, although the taxpayer can elect to treat all interests in rental real estate as one activity, whether or not they are an appropriate economic unit under the regulations.

Considering the extent to which H and M are involved in the real estate business, they would probably qualify for the passive loss relief provided by § 469(c)(7). If so, the partnership losses allocated to them would be considered non passive and therefore deductible from active income. Note, however, that the deduction of these losses may still be limited by the partner’s adjusted basis of his partnership interest and by the at-risk rules. (See Example 22 and pp. 12‑15 through 12‑16.)

12‑22
a.
G is allowed to deduct the passive losses from activities X and Y to the extent of his passive income from Z. In 2000, G is able to use $6,000 of the losses from X and Y to shelter the $6,000 of income produced by Z. The remaining loss is carried forward and treated as if it occurred in the following year. The suspended loss of $4,000 is allocated between the loss activities, X and Y, based on their pro rata contribution to total losses, 70 and 30 percent respectively. The computation and allocation of the suspended loss is shown below.


Activity
  2000  

X
$(7,000)


Y
(3,000)


Z
   6,000 


Total loss
$(4,000)



Total

Percentage of

Allocable Portion


Activity
Disallowed Loss

  Total Loss  

      of Loss      

X
$(4,000)

($7,000/$10,000)
  =
$(2,800)


Y
$(4,000)

($3,000/$10,000)
  =
$(1,200)

(See Examples 4 and 5 and pp. 12‑3 and 12‑4.)

The suspended losses for 2001 for X and Y are computed below.



Current Net
Carryforward
Total


Activity
Income (Loss)
From Prior Years
   Losses  

X
$ (2,000)
$(2,800)
$  (4,800)


Y
  (9,000)
 (1,200)
 (10,200)


Z
    1,000 
      —  
      —    


Total
$(10,000)
$(4,000)
$(15,000)

The total passive loss disallowed in 2001 is $14,000. The $14,000 disallowed loss is allocated among the activities with total losses (taking into account both current operations and losses suspended from prior years) as follows:



Total

Percentage of

Allocable Portion


Activity
Disallowed Loss

     Total Loss     

      of Loss      

X
$(14,000)

($4,800/$15,000)
  =
$(4,480)


Y
$(14,000)

($10,200/$15,000)
  =
$(9,520)

b.
The sale of the Y activity enables G to deduct all current and suspended losses related to Y. The $4,000 gain is effectively treated as passive income. It first offsets any current and suspended passive losses from Y for the year (i.e., $10,200). The remaining current and suspended loss from Y not absorbed by the gain on the sale, $6,200, ($10,200 - $4,000) is first used to offset the net passive income from other passive activities. In this case, there is no net passive income from other activities since Z’s income of $1,000 is offset by X’s losses of $4,800 ($2,800 + $2,000), resulting in a suspended loss for X of $3,800. Consequently, the $6,200 loss of Y can be used to offset other nonpassive or portfolio income. Had the gain not been fully absorbed by passive losses of Y, it is considered passive and could be used to absorb the passive loss of X. This treatment is summarized below.


    X    
    Y    
   Z   
Suspended loss
$(2,800)
$ (1,200)
—  

Current income (loss)
  (2,000)
   (9,000)
$1,000
Total
$(4,800)
$(10,200)
$1,000
Gain on disposition of B

     4,000 

Excess loss deducted against other income

$ (6,200)

Z’s current income
   1,000 

Suspended loss
$(3,800)

(See Example 6 and pp. 12‑4 and 12‑5.)

12‑25
a.
To determine how the taxpayer’s deductions may be limited, the character of the rental property must be determined (i.e., is the rental property to be treated as a residence or as rental property?). Under § 280A, the taxpayer is deemed to have used the property as a residence (and deductions are limited under § 280A) if his personal use exceeds the greater of 14 days or 10 percent of the number of days actually rented out. In this case, because the taxpayer’s personal use, 20 days, exceeds two weeks [the larger of 14 days or 4 days (10% of 40 rental days)] the property is considered to be the taxpayer’s residence. This determination is important for two reasons: (1) the deductions attributable to the property are limited to the rental income; and (2) as a residence, the interest not allocable to the rental activity is deductible as qualified residence interest.

In making the allocation of expenses between personal and rental use below, the Bolton case is followed. In this case, interest and taxes were treated as accruing on a daily basis (regardless of actual use) and allocated to the rental use relative to the entire year. In contrast, other expenses were considered a function of use, and thus allocated based on percentage of rental use relative to the combined rental and personal use (which may be less than the entire year). The effect of the Bolton case is to allocate less interest and taxes to rental use, and therefore increase the amount of other deductions, including depreciation, that can be taken when the vacation home is considered a personal residence. It is unclear under current law which approach is correct. As noted in the text, the Committee Reports for the Tax Reform Act of 1986 are contradictory. On the one hand, they say that prior law should be followed (presumably the Bolton case). On the other hand, they state that all expenses should be allocated based on relative use.

Interest allocable to rental use:
Based on Bolton    $3,650  40/365 = $400

Based on actual use  $3,650  40/(20 + 40) = $2,433

Maintenance allocable to rental use:
$900  [40/(20 + 40)] = $600

Depreciation allocable to rental use:
$6,000  [40/(20 + 40)] = $4,000

The calculation of the deduction under the gross income limitation of § 280A is determined as follows:


 Total 
Rental
Personal
Income
$1,000
$1,000 

Allowed deductions:

Interest
3,650
   (400)
$3,250

Limitation

$  600 

Other deductions:

Maintenance
900
   (600)
300

Limitation

$     0 

Depreciation
6,000
0 
4,000

With respect to the expenses allocable to the rental use, the deductions are limited to the amount of rental income, $1,000. Thus, of the expenses attributable to rental use, S may deduct $400 of interest expense and $600 of maintenance expense for A.G.I. (since they both relate to the production of rents). The remaining interest allocable to personal use is considered qualified residence interest because the unit is treated as a residence (S used the home for more than the greater of 14 days or 10% the number of days rented out). Consequently, all of the $3,250 of interest is deductible as an itemized deduction. The remaining $300 maintenance and $4,000 depreciation, which are allocable to personal use, are not deductible. (See Example 26 and pp. 12‑20 through 12‑23.)

b.
In this situation, S’s personal use of ten days does not exceed the greater of 14 days or 10 percent of the 4 rental days. Consequently, S’s deductions are not subject to the gross income limitation of § 280A. The loss potentially deductible—subject to the passive‑activity limitations—is $4,920 determined as follows:

Interest allocable to rental use:
$3,650  40/365 = $400

Maintenance allocable to rental use:
$900  [40/10 + 40)] = $720

Depreciation allocable to rental use:
$6,000  [40/(10 + 40)] = $4,800


 Total 
 Rental 
Personal
Rental income
$1,000
$1,000 

Expenses:

Interest
3,650
(400)
$3,250

Maintenance
900
(720)
180

Depreciation
6,000
  (4,800)
1,200

Loss

($4,920)

Under the passive‑loss rules, the deductibility of the net loss depends on whether the property is considered a rental activity. Rental of the condominium may or may not be treated as a rental activity, depending on whether significant services are provided in conjunction with the rental. If this is a typical situation where the condominium is placed in a rental pool and maid services are provided (much like a hotel), such services would apparently be considered significant. Therefore, the leasing of the condominium would not be treated as a rental activity. In such case, the rental exception would be unavailable, and the loss could be deducted only to the extent of other passive income. On the other hand, if the taxpayer handled his own rental and provided no maid services or the like, the rental exception would apply. In such case, he could deduct the loss in its entirety because it is less than $25,000. This assumes that the taxpayer’s A.G.I. is less than $100,000. If A.G.I. exceeds $100,000, the $25,000 allowance is reduced by 50 percent of the excess. Presumably, in 1990, 10 percent of the amount not deductible under the $25,000 exception could still be deducted under the phase‑in rules. (See Example 27 and pp. 12‑22 and 12‑23.)

The remaining interest expense of $3,250 would not be considered qualified residence interest, as the property is not treated as a residence because it was used less than two weeks. The treatment of the interest is unclear. The taxpayer may be able to deduct the interest as investment interest to the extent of any investment income. Alternatively, the interest may be considered personal interest that is wholly nondeductible. The remainder of the other maintenance and depreciation allocable to personal use would not be deductible.

c.
Rental of the condominium for 14 days is considered to be nominal rental (less than 15 days). In this case, all rental income is excluded from gross income and no deduction is allowed for rental expenses. The interest expense may be deducted from A.G.I., if it is qualified residence interest and S itemizes his deductions. (See p. 12‑20.)

14‑22
a.
$30,000 (cash) + $25,000 (yacht at fair value) + $32,000 (liabilities discharged) - $10,000 (liabilities assumed) = $77,000 (amount realized)

b.
$77,000 (amount realized) - $42,000 (adjusted basis) = $35,000 (gain realized)

(See Exhibit 14‑3; Examples 25 and 26; and pp. 14‑4, and 14-10 through 14-12.)

14‑26
Case A
$1,000 realized gain: $4,100 - ($3,000 + [($4,000 - $3,000)/$4,000 = 0.25  $400 = $100 gift tax adjustment] = $3,100 basis)

Case B
$200 realized gain: $3,200 - $3,000 (no appreciation exists)

Case C
($140) realized loss: $1,100 - $1,240 basis ($1,200 + [($1,400 - $1,200)/$1,400) = 14.3%  $280 = $40 gift tax adjustment])

Case D
no gain or loss. The basis under the general rule yields a loss of $300; and the exception for determining a loss results in a gain of $100. In such a case, no gain or loss is realized.

Case E
($300) realized loss: The basis for determining loss is the lesser of fair market value at date of gift or donor’s basis; thus basis is $1,800.

(See Examples 12 through 16 and pp. 14‑6 and 14‑7.)

14‑27
a.
$2,000 realized gain: $77,000 sales price - $75,000 basis

b.
($9,000) realized loss: $66,000 sales price - $75,000 basis

(See Examples 19 and 20 and p. 14‑8.)

14‑28
a.
$45,000; the same basis his father had.

b.
$120,000; the fair market value at date of death.

[See Example 21, pp. 14‑8 and 14-9, and § 1014(e).]

14‑29
a.
($700)
Sales price

$  800 

Basis for loss and depreciation
$2,400 

Less: Depreciation allowed
   (900)
(1,500)

   Loss realized

$ (700)

b.
$200
Sales price

$3,500 

Basis for gain
$4,200 

Less: Depreciation allowed
   (900)
(3,300)

   Gain realized

$  200 

Note that any sales price between $1,500 and $3,300 results in no gain or loss. (See Example 23 and p. 14‑9.)

14‑30
a.
None. G recognizes gain only if the sale price ($2,000) exceeds the adjusted basis ($2,200).

b.
Yes, $300 gain recognized (amount realized, $2,000, minus adjusted basis, $1,700). (See Examples 34 and 35 and pp. 14‑14 and 14‑15.)

14‑31
F is entitled to a charitable contribution deduction of $30,000 ($70,000 FMV - $40,000 sales price). F must also recognize a gain of $20,000; $40,000 - [($40,000 / $70,000)  $35,000 = $20,000 basis]. (See Examples 38 and 39 and pp. 14‑15 and 14-16.)

14‑32
a.
Gross profit on the sale is computed as follows:

Selling price

$105,000 

Less: Adjusted basis in cottage plus selling expenses

  (70,000)

    Gross profit on sale

$ 35,000 

b.
Total contract price = $105,000 selling price - $0 liabilities transferred = $105,000
c.
Gross profit percentage = gross profit on sale  contract price = $35,000  $105,000 = 1/3.

d.
Gain to be reported in 2000 is determined by multiplying the $30,000 received times the gross profit percentage:
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e.
The gain to be reported in 2001 is computed as follows:
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f.
If G elects not to use the installment method, the entire gain realized must be reported in 2000.

Amount realized:

Cash received
$ 30,000 

FMV of installment obligations
+   75,000 
*  


$105,000 

Less: Basis of cottage
  (70,000)

Gain to be reported in 2000
$ 35,000 

*Assuming the FMV is equal to the face value of the notes.

(See Examples 42 and 44, and pp. 14‑18 through 14‑21.)

14‑34
a.
The realized loss is ($2,000); $3,000 - [(200/500)  $12,500 = $5,000] = ($2,000).

b.
$1,000; The sale of 100 shares in 2000 is a wash sale because of the reacquisition of 100 shares within 30 days of the sale. Therefore $1,000 of the loss is disallowed under the wash sale rules, and $1,000 of the loss can be reported in 2000.

c.
$2,600; The adjusted basis of the 100 shares purchased 1/7/01 is equal to the purchase price ($1,600) plus the disallowed loss ($1,000), or $2,600. The basis of the 300 shares still owned from the 8/31/99 purchase is $12,500 - $5,000 = $7,500.

(See Examples 49 and 50 and pp 14-25 and 14-26.)

14‑35
a.
None. The disallowed loss is $1,800 ($1,200 sales price - $3,000 basis).

b.
($200) recognized loss if sold for $1,000 ($1,000 sales price - $1,200 cost basis); no gain or loss if sold for $2,000. The disallowed loss of $1,800 fully absorbs the gain realized of $800.

(See Example 51 and pp. 14‑26 and 14‑27.)

14‑36
a.
None. No gain or loss is recognized in a transfer related to divorce.

b.
No gain or loss. Basis = H’s basis at transfer = $2,900

(See Example 32, p. 14‑14.)

15‑27
a.
$570,500 ($712,500 ‑ $142,000)

b.
$70,500 ($570,500 ‑ $500,000); taxed as a long‑term capital gain at 20 percent. (See pp. 15‑4 and 15‑5.)

15-29 V’s residence qualifies for the § 121 exclusion. As a result, $125,000 of the $133,000 gain may be excluded. The remaining $8,000 of gain must be recognized due to the depreciation that was allowed even if V would have been eligible to exclude more than $125,000. (See pp. 15‑5 and 15‑8.)

15‑30
a.
$500,000 if H and W file jointly. H owned the residence and H and W both lived in the residence for the required two of five years.

b.
$‑0‑. Neither J nor K lived and owned the residence for the required two-year period. If K had transferred the home to J in a tax-free transaction under § 1041, $250,000 could be excluded.

c.
$156,250 ($250,000  15 months / 24 months). The reduced limit applies since the sale was due to an unanticipated event.

(See pp. 15‑5 through 15‑8.)

15‑31
a.
Addition to basis

b.
Selling cost

c.
Nondeductible personal expense

d.
Nondeductible personal expense

e.
Selling cost

(See p. 15‑3.)

15‑33
a.
None. There is no gain recognized upon the sale of property to one’s spouse under § 1041.

b.
$95,000.

(See p. 15-7.)

15‑35
a.
L has a gain realized of $30,000 ($75,000 - 45,000). None is recognized because the amount reinvested ($80,000) exceeds the amount realized from the conversion ($75,000).

b.
Cost
$80,000 

Less: Gain not recognized ($30,000 - $0)
 (30,000)

Basis in replacement property
$50,000 

c.
On the return for the year of sale, L must report the sale (with details) and explain that the gain is not recognized due to his intention to reinvest in a timely manner. Upon reinvesting, L must advise the IRS that he has done so (including the amount reinvested).

d.
Gain recognized = $10,000; basis = $45,000 ($65,000 - $20,000 gain not recognized); pay tax on amended return for year of conversion.

(See Examples 28 and 29 and pp. 15‑15 through 15‑17.)

15‑36
Case A.
$1,400 gain recognized (smaller of the gain realized of $3,000 - $1,600 = $1,400 and the amount not reinvested of $3,000 - $1,200 = $1,800). Basis = $1,200 ($1,200 - 0). The gain realized is less than the ceiling, so all of it is recognized.

Case B.
$1,600 gain recognized (smaller of $3,000 - $1,300 = $1,700 and $3,000 - $1,400 = $1,600). Basis in replacement property = $1,300 ($1,400 - $100)

Case C.
$500 gain recognized (smaller of $6,000 - $4,000 = $2,000 and $6,000 - $5,500 = $500). Basis in replacement property = $4,000 ($5,500 - $1,500)

Case D.
$ 0 gain recognized (smaller of $7,500 - $3,400 = $4,100 and $7,500 - $7,900 = 0). Basis in replacement property = $3,800 ($7,900 - $4,100)

Case E.
$(600) loss recognized [$8,400 - $9,000 = $(600)]. Basis in replacement property = $8,700. (Section 1033 is not applicable to losses.) Assuming that this is business or investment property, E has a deductible loss.

(See Examples 28 and 29 and pp. 15‑15 through 15‑17.)

15‑38
a.
Assuming the warehouse was used in T’s business or held for investment, T must purchase other real estate (e.g., like-kind property).

b.
Begins June 14, 1999; Ends December 31, 2003 (assuming calendar-year taxpayer).

c.
Gain recognized = $0; Basis in replacement = $256,000 ($387,000 - $131,000 gain realized but not recognized).

(See Examples 24 through 27 and pp. 15‑13 through 15‑18.)

15‑40
a.
$250,000.

b.
$800,000 ($1,050,000 - $250,000)

c.
$40,000 ($800,000 - $760,000); $700,000 ($760,000 - $60,000 gain not recognized)

(See pp. 15‑15 and 15‑17.)

15‑41
a.
None. This is a like‑kind exchange and no boot was received.

b.
F’s gain realized is $7,000, i.e., the amount realized of $7,000 ($12,000 - $5,000) minus the adjusted basis of zero.

Fair market value
$12,000 

Less: Gain not recognized ($7,000 - $0)
 (7,000)

Basis of new auto
$ 5,000 

Alternatively, the longer formula could be used:

Basis in property given up
$      0 

Plus: Boot paid
5,000 

Plus: Gain recognized
0 

Less: Boot received
0 

Plus & minus: liabilities

incurred and discharged
        0 

Basis of new auto
$ 5,000 

(See Example 41 and pp. 15‑19 through 15‑29.)

15‑42
a.
None. T is treated as paying net boot of $50,000 due to liabilities incurred in excess of liabilities discharged. Realized gain is $450,000 - $340,000 - $50,000 net liability incurred = $60,000.

b.
Fair market value
$450,000 

Less: Gain not recognized
  (60,000)

Basis in new property
$390,000 

(See Examples 32 through 42 and pp. 15‑19 through 15‑29.)

15‑43
a.
Gain recognized is $50,000, due to liabilities discharged in excess of liabilities incurred. Realized gain is $400,000 + $50,000 net liability discharged - $360,000 = $90,000.

b.
Fair market value
$400,000 

Less: Gain not recognized ($90,000 - $50,000)
  (40,000)

Basis in new property
$360,000 

(See pp. 15‑19 through 15‑29 and Problem 42 above.)

15‑45
a.
F’s gain realized is $9,000, but only $3,000 must be recognized because of the fact that the automobile is treated as boot. F’s basis in the automobile is $3,000 and his basis in the land is $36,000 ($42,000 FMV - $6,000 gain not recognized).

b.
G’s gains realized are $2,500 on the land and $500 on the automobile. Only the $500 needs to be recognized because the automobile is not like‑kind property. G’s basis in the land is $42,500 ($45,000 - $2,500).

(See pp. 15‑19 through 15‑29.)

15‑46
a.
None. Gain is reported as payments on the installment obligation are received.

b.
$18,000. Installment reporting of gain using the following formula: [$180,000 (gain realized)  $200,000 (boot)]  $20,000.

(See Footnote 72 on p. 15‑22.)

15‑47
Case A.
$0; $3,000. The loss realized of $500 is not recognized. Losses are never recognized under § 1031. The fair market value of the property plus the deferred loss is the basis in the replacement property.

Case B.
$0; $6,000. The loss realized of $1,000 is not recognized. The basis is the fair market value of $5,000 plus the loss not recognized.

Case C.
$1,000; $4,000 in like‑kind property, $1,000 in cash. Only $1,000 of the $3,000 gain realized is recognized because of the boot received. The basis is the fair market value of $6,000 less the gain not recognized of $2,000.

Case D.
$0; $6,400 in like‑kind property, $600 in cash. The loss realized is not recognized. [See (B) above.]

Case E.
$1,500; $4,000 in like‑kind property, $2,500 in cash. All of the gain realized of $1,500 is recognized, since a larger amount of boot was received. The basis is the fair market value of $4,000.

Case F.
$200; $3,000 in like‑kind property, $200 in cash. Only $200 of the $400 realized gain is recognized since boot of $200 was received. The basis is the fair market value of $3,200 less the gain not recognized of $200. [See (E) above.]

Case G.
$100; $3,600 in like‑kind property, $500 in cash. All of the $100 gain realized is recognized. The basis is the fair market value of $3,600. [See (E) and (F) above.]

(See pp. 15‑19 through 15‑29.)

16‑23
The $3,700 LTCG on the sale of the necklace is a 28% gain because the necklace is a collectible; the $2,100 LTCL on the sale of the LM Inc. stock is a 20% loss; and the $13,000 LTCG on the sale of the XY Corporation stock is a 20% gain. There is a $400 STCG on the sale of the CH Corporation stock.

The overall result is a short‑term capital gain (treated like ordinary income) of $400, a net 28% gain of $3,700, and a net 20% gain of $10,900. The 28% gain will be taxed at 28% (if it would otherwise be taxed at 15%, it will be taxed at 15%) and the 20% gain will be taxed at 20% (if it would otherwise be taxed at 15%, it will be taxed at 10%).

The $2,500 loss on the auto ($4,000 - $6,500) is not deductible since it was a personal use asset.

(See pp. 16-11 through 16-14.)

16-24
If D has taxable income of $72,000 (net of her standard deduction and exemption) before considering the capital transactions, her tax liability is computed as follows:

Taxable income before capital transactions


$72,000

Plus: Short-term capital gain


       400
Amount taxed as ordinary income


$72,400
Tax on 1st $63,550


$14,381.50

Plus: ($72,400 - $63,550 = $8,850  31%)


   2,743.50
Tax on ordinary income


$17,125.00

Plus:
($10,900 N20CG  20%)


2,180.00

($3,700 N28CG  28%)


   1,036.00
Total tax liability


$20,341.00
(See pp. 16-17 through 16-19.)

16‑25
Case A
$2,400; $1,200 net capital gain taxed at a rate not exceeding 20 percent ($1,200 taxed at the ordinary rates).

Case B
$600; all taxed at a rate not exceeding 20 percent.

Case C
$600; the ordinary rates apply since this is a NSTCG. 

Case D
$3,700; all taxed at a rate not exceeding 20 percent.

Case E
$4,200; $2,400 net capital gain taxed at a rate not exceeding 20 percent, $1,800 taxed at the ordinary rates.

(See pp. 16‑13 through 16‑21.)

16‑26
Case A $600 long‑term (20% gain). Donee’s basis = donor’s basis + gift taxes of zero. The holding period carries over.

Case B ($200) short‑term. Donee’s basis = lesser of donor’s basis or fair value at date of gift (since the fair market value on the date of gift is less than the donor’s basis). Because it is the fair market value, the holding period does not carry over.

Case C $100 long‑term (20% gain). See Case A.

(See pp. 16‑9 through 16‑10 and Chapter 14 for basis rules.)

16‑32
Based on the facts given, it appears that T qualifies as head of household. It appears that he pays over half the cost of his mother’s home and that the dependency exemption is for his mother. Therefore, T determines his taxable income and his gross tax as follows:

a.
Without the capital gain:

Salaries and wages

$125,000 

Interest and dividend income

     7,000 

Adjusted gross income

$132,000 

Itemized deductions
$12,500 

Less phase‑out: [($132,000 - $128,950)  3%] 
      (92)
(12,408)

Exemptions (2  $2,800)
$ 5,600 

Less phase‑out: Begins at A.G.I. of $161,150
       (0)
   (5,600)

Taxable income

$113,992 

Tax using normal rates on the larger of

(1)
the maximum amount taxed at 15 percent ($35,150) or

(2)
the taxpayer’s ordinary income ($113,992):

Tax on $90,800
$20,855 

Add: ($113,992 - $90,800)  31%
   7,189 

Tax on $113,992
$28,044 

Add: Capital gains tax; n/a
         0 

   Total tax
$28,044 

b.
With the $20,000 net capital gain:

Salaries and wages

$125,000 

Interest and dividend income

7,000 

Net capital gain

   20,000 

Adjusted gross income

$152,000 

Itemized deduction
$12,500 

Less phase‑out: [($152,000 - $128,950)  3%]
    (692)
(11,808)

Exemptions
$ 5,600 

Less phase‑out: Begins at A.G.I. of $161,150
       0 
    (5,600)

   Taxable income

$134,592 

Tax using normal rates on the larger of

(1)
the maximum amount taxed at 15 percent ($35,150) or

(2)
the taxpayer’s ordinary income ($114,592):

Tax on $90,800
$20,855 

Add: ($114,592 - $90,800)  31%
   7,375 

Tax on $114,592
$28,230 

Add: Capital gains tax; $20,000  20%
   4,000 

   Total tax
$32,230 

c.
Notice that the $20,000 increase in A.G.I. because of the capital gain caused a $20,600 ($134,592 - $113,992) increase in taxable income, because of the phase‑out of an additional $600 ($20,000  3%) of itemized deductions. The tax increased by $4,186 ($32,230 - $28,044), which is 20 percent of the gain ($20,000  .20 = $4,000) plus 31 percent of the $600 in “phase‑out” income [($692 - $92)  .31 = $186]

(See pp. 16‑17 through 16‑21.)

16‑36
For 1999, $3,000; carryover of $4,000 long‑term (28%)

For 2000, $3,000; deduct $2,000 short-term and $1,000 long-term; carryover of $4,500 long‑term [$4,000 from 1999 + $1,500 - $1,000 deducted = $4,500]

For 2001, $3,000 (short-term); carryover $4,500 long‑term from prior years plus $1,000 short‑term

For 2002, $3,000; carryover $2,500 long‑term, plus short‑term capital loss of $1,000

(See Examples 15 through 17 and pp. 16‑14 and 16‑16.)

16‑38
A net short‑term capital loss first offsets 28% gains. Before the carryover H has a net short‑term capital loss of $1,400, but since the carryover short‑term capital loss is treated as occurring in the carryover year, H’s net short‑term capital loss for 2000 is $11,400. When this is offset against any net long‑term capital gain for the year, it is first offset against 28% gains.

Since silver is a collectible, the $1,800 gain is a 28% gain. The first $1,800 of short‑term capital loss is offset against this $1,800, leaving $9,600 to be offset against the $14,300 20% gain (N20CG). As a result, H has a net 20% gain (N20CG) of $4,700. (See pp. 16‑14 through 14‑16.)

16‑39
a.
Section 1244 applies. The § 1244 designation is given to the stock originally issued to individuals (and partnerships) in exchange for the first $1 million in money and property (not services).

b.
Section 1244 does not apply because Ms. X was not an original holder.

c.
Section 1244 does not apply; § 1244 treatment extends only to those individuals and partnerships who were original holders of the stock.

d.
Section 1244 does not apply. It applies only to individuals and partnerships.

e.
Section 1244 does not apply; only stock issued in exchange for the first $1 million in money and property is given § 1244 treatment. Because $1 million of stock had already been issued previously, Ms. X’s stock does not qualify.

f.
In the case of a single individual, § 1244 applies only to the first $50,000 of loss realized annually. Here the first $50,000 of loss is treated as an ordinary loss and the $10,000 balance is a capital loss, deductible to the extent of her capital gains plus $3,000.

(See p. 16‑23.)

16‑42
T has a long‑term capital loss of $78,000 ($60,000 + $18,000). He may deduct the loss to the extent of any capital gains plus $3,000. The balance of the loss is carried over as a long‑term capital loss and used until it is exhausted.

Section 165(g) provides the mechanism to allow a taxpayer to deduct the loss arising from worthless securities. For this purpose, the term security includes stock and bonds that are capital assets in the hands of the taxpayer. In this case, T’s investment in both the stock and bonds of Wobbly satisfy this definition and are considered securities. Note that T’s Wobbly stock is not § 1244 stock because he was not one of the original holders (he purchased the shares directly from his friend W).

In order to recognize a capital loss when securities become worthless, § 165(g) creates a hypothetical sale of the securities on the last day of the taxable year. By so doing, the taxpayer is treated as having a capital loss. Here, T has a $60,000 capital loss on the stock and an $18,000 capital loss on the bonds.

(See Example 1 and pp. 16‑6 and 16‑23.)

16‑43
a.
B will report an ordinary loss on the sale of the stock of $75,000 on the joint return she files with her husband. The authority for the ordinary deduction is § 1244.

b.
Had the stock become worthless, the loss would have been $125,000. This exceeds the maximum loss allowable under § 1244. Therefore, the maximum, $100,000 on a joint return, would be an ordinary deduction and the remaining $25,000 would be a long‑term capital loss (which would be deductible currently only up to the net capital gains plus $3,000).

(See Example 24 and p. 16‑23.)

16‑45
a.
$325,000

b.
Fifty percent, or $162,500.

c.
$45,500 [($325,000 - $162,500)  .28]. The 20% rate group does not include § 1202 qualified small business stock. 

d.
By taking advantage of the rollover provision.

(See pp. 16‑24 through 16‑26.)

16‑49
a.
The royalty of $1,680 is currently deductible by J as an ordinary trade or business expense. The $40,000 payment must be amortized over ten years, beginning with the current year. Therefore, J may deduct $4,000 in amortization.

b.
Box, Inc. will treat all of the payments as ordinary income because Box, Inc. retained “significant power, right, and continuing interest.”

(See Example 32 and p. 16‑29.)

17‑26
a.
§ 1231 property.

b.
Capital asset.

c.
§1231 property.

d.
This house is treated as two properties. One (80 percent) is a capital asset. The other (20 percent) is treated as a § 1231 asset.

e.
Neither a capital asset nor a § 1231 asset. It would have been a § 1231 asset if it were held more than one year.

f.
§ 1231 asset.

g.
Capital asset. However, since this is a personal use asset, the loss would not be deductible by an individual taxpayer.

(See pp.17‑3 through 17‑6.)

17‑28
There is no recapture of depreciation when an assent is sold at a loss. Furthermore, there is no excess depreciation when real property is depreciated using the straight line method. Therefore, H has a § 1231 gain of $34,000 and a § 1231 loss of $3,000. The net § 1231 gain of $31,000 is treated as a long-term capital gain. Assuming the stock was held more than one year, the net capital gain is $19,000 ($31,000 - $12,000). (See pp.17‑6 through 17‑22.)

17‑29
The casualty loss of $2,000 is deductible as an ordinary deduction. The involuntary conversion gain of $5,000 is added to the other § 1231 gain of $31,000 for a combined result of $36,000, which is treated as a long-term capital gain. (See pp. 17‑6 through 17‑22.)

17‑30
The net result of casualties and thefts of capital assets and § 1231 assets is a gain of $180,000. It is combined with the other § 1231 gains and losses of $121,000 for an overall § 1231 gain of $301,000. This is then treated as a long‑term capital gain, and when combined with the long-term capital loss, results in a net long-term capital gain of $231,000. (See pp. 17‑6 through 17‑9.)

17‑31
To apply the lookback rule, one must know exactly how § 1231 gains and losses were treated in each of the five previous years:

1995

$13,000 ordinary deduction

1996

$13,000 ordinary income

$52,000 long-term capital gain

1997

No gain or loss

1998

$35,000 ordinary deduction

1999

$12,000 ordinary income

The $50,000 gain for 2000 is ordinary income to the extent of any unrecaptured § 1231 losses from 1995-1999. The 1995 loss was fully recaptured in 1996 and $12,000 of the 1998 loss was recaptured in 1999. Only $23,000 remains unrecaptured. Therefore, $23,000 of the 2000 gain is ordinary income and $27,000 is long-term capital gain. The $27,000 § 1231 gain that is treated as a long‑term capital gain can be 25% (unrecaptured § 1250 gain) or 20% gain. (See pp. 17-9 and 17‑10.)

17‑36


Assets

  A  
  B  
  C  
Sales price
$105
$ 90 
$ 90
Cost
100
125 
100

Depreciation allowed
30
    25 
30

Depreciation recapture
   30
     0 
   20
§ 1231 gain or (loss)
$   5
$(10)
$   0
(See Examples 7 through 9 and pp. 17‑14 through 17‑16.)

17‑38


Assets


  X  
  Y  
  Z  
Sales price
$100
$110
$200

Cost
135
100
100

Depreciation allowed
55
   30
30

Straight‑line depreciation
   55
20
   20
Depreciation recapture
‑0‑
10
   10
§ 1231 gain or (loss)
   20
30
120

(See Examples 10 through 13 and pp. 17‑17 through 17‑21.)

17‑40
a.
Gain of $27,480 [$41,000 - ($40,000 - $26,480 = $13,520)]; $26,480 (smaller of $27,480 gain or $26,480 depreciation deducted) ordinary income under § 1245 and $1,000 ($26,480 - $25,480) § 1231 gain. Nonresidential real estate depreciated under ACRS using the accelerated method is § 1245 property.

b.
Gain of $24,120 [$41,000 - ($40,000 - $23,120)] is all § 1231 gain. This is § 1231 property, and there is no § 1250 recapture because there is no additional depreciation in excess of straight‑line.

c.
Under part (b), 20 percent of the gain, which would have been depreciation recapture if § 1245 had applied, is ordinary income. So the total ordinary income is $4,624 ($23,120  20%) under § 291, and $0 under § 1250. The remaining $18,496 ($23,120 - $4,624) is § 1231 gain.

(See pp. 17‑17 through 17‑26.)

17‑41
$61,040 total gain [$75,000 - ($42,000 - $28,040 = $13,960)]; $3,906 ($28,040 - $24,134) ordinary income under § 1250; and $57,134 ($61,040 - $3,906) of § 1231 gain. The unrecaptured depreciation of $24,134 is 25% gain and the remaining $33,000 is 20% gain.

The rule making real property § 1245 property only applies to nonresidential property.

(See pp. 17‑17 through 17‑26.)

17‑42
The results are explained as follows:


1.
All § 1250 recapture of $3,906 is recognized at the time of sale, and


2.
Years 1 and 2 gain = 
$57,134  (§ 1231 gross profit) $15,000 (amount collected)= $11,427.


$75,000 (contract price)

As a result, the total reported in 2000 is $15,493 ($3,906 ordinary income + $11,427 § 1231 gain; in 2001, $11,427 (all § 1231 gain).

All of the § 1231 gain is 25% gain since all “25% gain” must be recognized before any “20% gain.”

(See pp. 17‑17 through 17‑27.)

17‑44
Since V’s § 1250 recapture is $2,000, the unrecaptured § 1250 gain is $3,000. Since the asset was held more than twelve months, the unrecaptured § 1250 gain is 25% gain and the remaining $3,000 is 20% gain.

The short-term capital loss first offsets the 25% gain, so V’s “net capital gain” of $3,000 is 20% gain.

(See pp. 17‑17 and 17‑19.)

17‑47
1.
Since there is only one casualty or theft involving § 1231 assets and business capital assets, there is no netting. Since the result of the theft was a loss, it is not included in the § 1231 netting process, but is deducted in full as an ordinary deduction of $425 (adjusted basis).

2.
The equipment is sold at a gain of $1,250. All of this gain is § 1245 depreciation recapture.

3.
The land and building are sold at a gain of $17,500. Since straight‑line depreciation was used for the building, there is no § 1250 recapture, and all of the gain is § 1231 gain.

The net result of these three transactions is ordinary income of $825 ($1,250 - $425) and a net § 1231 gain of $17,500. This $17,500 is treated as a long‑term capital gain. (See Examples 1 through 12 and pp. 17‑3 through 17‑26.)

17‑49
a.
Section 1245 recapture is $600 (lesser of $600 realized gain or $2,600 depreciation from the lawn tractor); § 1250 recapture is $600 (lesser of $44,000 gain or $600 excess depreciation from the apartment); other ordinary deduction for loss of scooter is $1,750 because casualty losses exceed gains. There is no recapture on the disposition of the spray painter because it was sold at a loss.

b.
$43,100. This is the remaining gain on the apartments ($44,000 - $600 = $43,400) and a loss on the spray painter [$500 - ($1,400 - $600 = $800) = ($300)].

c.
$40,700. This is the $1,000 gain on the LM Corp, the $3,400 loss on the silver ingots, and the $43,100 net § 1231 gain.

d.
($1,300) loss on PL, Inc.

e.
Ordinary income:

§ 1245 recapture

$  600 

§ 1250 recapture

600 

Other: casualty

(1,750)

Capital gains and losses:

NLTCG(L) (including § 1231 gain)
$40,700 

NSTCG(L)
  (1,300)

    Total/difference

  39,400 

Overall change in A.G.I.

$38,850 

(See pp. 17‑1 through 17‑27.)

17‑51
C’s gain is as follows: § 1250 gain of $1,800, unrecaptured § 1250 gain (25% gain) of $6,000, and 20% gain of $1,250. The $3,000 loss on the stock is a 28% group loss and the $4,000 gain on the land is a 20% group gain. Combining the three, since the net 28% group loss first offsets the net 25% group gain, C has a net capital gain of $8,250, $3,000 of which is 25% gain and $5,250 of which is 20% gain, in addition to the ordinary income from depreciation recapture of $1,500.

Since C has taxable income of $110,550, his ordinary income is $102,300. The tax on $102,300 is calculated using the regular rates. $3,000 is taxed at 25% and $5,250 is taxed at 20%. (See pp. 17‑17 and 17‑20.)

17‑55
a.
The depreciation reductions are determined using the tables for residential rental property, beginning February 11, 1998. Since the property was converted from personal use, the basis for depreciation (and determining loss) is the lesser of adjusted basis or fair market value on the date of conversion. The depreciation deductions are as follows:

1998
$85,000  3.182%
$2,705

1999
$85,000  3.636%
3,091

2000
$85,000  3.636%  11.5/12
  2,962
     Total depreciation
$8,758
b.
Since the property is sold at a gain, the original basis, reduced by the depreciation allowed, is used to determine the gain as follows:

Sales price
$104,500 

Less: Adjusted basis ($110,000 - $8,758)
 (101,242)

Gain realized
$   3,258 

The entire $3,258 realized gain will be recognized as a § 1231 gain.

(See pp. 17‑1 through 17‑8 and 17‑16 through 17‑20.)
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