(a) per Reg. 1.1001-1e and 1.1015-4?

i. Father’s gain is $0 – he would have a gain to the extent that the amount received by Father exceeded his adjusted basis of $120,000

ii. Daughter’s basis is $120,000 which, is the greater of the amount paid by the transferee, daughter, or the transferor’s, father’s, adjusted basis in the property at the time of transfer.

Page 130

1. Donald purchased some land ten years ago for $4,000 cash.  The property appreciated to $7,000 at which time Donald sold it to his wife Marla for $7,000 cash, its FMV. Per Section 1041 and Reg. 1.1041-1T(a) and (d), Question 4 (types of property), 10 (tax consequences) and 11 (basis).

a. What are the income tax consequences to Donald?  NONE.

b. What is Marla’s basis in the property?  $4,000

c. What gain to Marla if she immediately resells the property?  $3,000

d. What results in (a) – (c) above, if the property had declined in value to $3,000 and Donald sold it to Marla for $3,000? NONE.

e. What results (gains, losses, and bases) to Donald and Marla if Marla transfers other property with a basis of $5,000 and value of $7,000 (rather than cash) to Donald in return for his property?  The property that Marla received from Donald will have a basis of $4,000 and the property that Donald received from Marla will have its same basis of $5,000.  If Marla sells the property she received from Donald for the $7,000 FMV it is worth she will have $3K realized and recognized.  If she doesn’t sell it, she will have $3K realized but not recognized.  Donald will have an amount realized of $2K, it will only be recognized if he sells the property outside the marriage.  

Pages 153-154

1. Mortgagor purchases a parcel of land from Seller for $100, 000.  Mortgagor borrows $80,000 from Bank and pays that amount and an additional $20,000 of cash to Seller giving bank a non-recourse mortgage on the land.  The land is the security for the mortgage, which bears an adequate interest.

a. What is mortgagor’s cost basis in the land?  $100,000

b. Two year later when the land has appreciated in value to $300,000 and Mortgagor takes out a second non-recourse mortgage of $100,000 with adequate rates of interest from Bank again using the land as security.  Does mortgagor have income when she borrows the $100,000?  NO, borrowing does not result in income because of the resultant liability/obligation to repay the loan.

c. What is the Mortgagor’s basis in the land if the $100,000 is used to improve the land?  Her adjusted basis would be $200,00 per § 1016 (a)(1), Adjustment to Basis

d. What is Mortgagor’s basis in the land if the $100,000 of mortgage proceeds are used to purchase stocks and bonds worth $100,000?  $100,000 – not chargeable to the capital account per §1016(a)(1).

e. What results under the facts of (d) above, if when th principal of the two mortgages is still $180,000 and the land is still worth $300,000, Mortgagor sells the property subject to both mortgages to Purchaser for $120,000 of cash.  What is purchaser’s cost basis in the land?  The purchaser’s basis in the cash paid ($120,000) and the liabilities/mortgage assumed ($180,000) for a total basis of $300,000.The amount realized by Mortgagor is $300,000 for a gain of $200,000.

f. What result under the facts of (d), above, if instead Mortgagor gives the land subject to the mortgages and still worth $300,000 to her Son?  What is son’s basis in the land?  This is part gift/part sale per Reg. 1.1001-1e. Son’s basis is the liability assumed or $180,000 and the amount of the gift is $120,000.

g. What results under the facts of (f), above, if Mortgagor gives the land to her Spouse rather than to her Son?  What is Spouse’s basis in the land?  What is Spouse’s basis in the land after Spouse pays off the $180,000 of mortgages?  Spouse’s basis is $100,000 per § 1041 and it still $100,000 even after paying off the mortgages (per the Crane case).

h. What results to Mortgagor under the facts of (d), above, if the land declines in value from $300,000 to $180,000 and Mortgagor transfers the land by means of a quitclaim deed to the bank?  The amount realized is $180,000 (the amount of the mortgages) and the basis is still $100,00 for a gain of $80,000.

i.    What results to Mortgagor under the facts of (h), above, if the land declines in value form $300,000 to $170,000 at the time of the quitclaim deed?  The amount realized is $180,000 (the amount of the mortgages) and the basis is $100,000 for a gain of $80,000.

2. Investor purchased three acres of land, each acre worth $10,000 for $30,000.  Investor sold one of the acres in year one for $14,000 and a second in year twofor $16,000.  The total amount realized by Investor was $30,000, which is not in excess of her total purchase price.  Does Investor have any gain or loss on the sales?  See Reg. § 1.61-6(a), Gain from Dealings Property, which says that when part of the larger property is sold, the cost or other baisi of the entire property shall be equitably apportioned among the several parts, and the gain realized or loss sustained on the part of the entire property sold is the difference between the selling price and the cost or other basis allocated to such part.  Investor has $4,000 of gain in year one and $6,000 of gain in year two.

3. Gainer acquired an apartment in a condominium complex by intervivos gift from Relative.  Both used it only as a residence.  It had been purchased by Relative for $20,000 cash and given to Gainer when it was worth $30,000.  Relative paid a $6,000 gift tax on the transfer.  Gainer later sells the apartment to Shelterer.

a. What gain or loss to Gainer on his sale to Shelterer for $32,000?  $10,000 gain to Gainer (Gainer gets Relative’s basis of $20,000 increased by the amount of gift tax associated with the net appreciation paid by Relative per §1015(d)(6)(A)(i). 

b. What is Shelterer’s basis in the apartment? The amount he paid, $32,000 (cost basis per Section 1012).

c. Same questions now assuming that Relative acquired the property for $8,000 cash, but subject to a $12,000 mortgage on which neither she nor Gainer was ever personally liable or ever paid any amount of principal, and that Relative paid $3,000 tax on the gift.  See § 1015(d)(6). Upon purchase, Shelterer merely took the property subject to the mortgage, paying $20,000 cash for it.  $11,000 gain to Gainer (cash of $8,000, mortgage assumed of $12,000, and gift tax associated with net appreciation or $1,000 for an adjusted basis of $21,000 and the amount realized of $32,000 for a gain of $11,000).  Shelterer’s basis is the amount of the mortgage assumed ($12,000) and $20,000 cash for a total of $32,000.  

d. Hypo – what happens if relative’s adjusted basis is $4,000 and Gainer paid gift tax of $6,000?  Gainer’s basis will be $10,000, the transferred basis of $4,000 per Section 1015 and the $5,000 gift tax paid for relative.  Alternative answer is that $5,200 will be added to basis (the amount of gift tax paid that is associated with the net appreciation of $26,000.

Pages 158-59

1. Insured dies in the current year owning a policy of insurance that would pay Beneficiary $100,000 but under which several alternatives were available to Beneficiary.

a. What result if Beneficiary simply accepts the $100,000 cash?  The $100,000 is excludable from gross income per §101(a)(1). 

b. What result in (a), above, if Beneficiary instead leaves all the proceeds, with the company and they pay her $10,000 interest in the current year?  The $10,00 of interest is includable as gross income in the current year per § 101(c).

c. What result if Insured’s Daughter is Beneficiary of the policy and, in accordance with an option that she elects, the company pays her $12,000 in the current year?  Assume that such payments will be made annually for her life and that she has a 25-year life expectancy.  $100,000/25= $4,000 would be excludable from gross income and $8,000 would be includable as gross income per § 101(d). 

d. What result in (c), above, if Insured’s Daughter lives beyond her 25-year life expectancy and receives $12,000 in the twenty-sixth year?  Same results as 1© per Reg. 1.101-4(c) and the footnote on page 158.

2. Jock agrees to play football for Pro Corporation.  Pro, fearful that Jock might not survive, acquired at $1M insurance policy on Jock’s life.  If Jock dies during the term of the term of the policy and the proceeds of the policy are paid to Pro, what different consequences will Pro incur under the following alternatives?

a. With Jock’s consent Pro took out and paid $20,000 for a two-year term policy on Jock’s life.  The proceeds would be excludable form gross income per §101(a).

b. Jock owned a paid-up two-year term $1M policy on his life, which he sold to Pro for $20,000, Pro being the beneficiary of the policy.  The proceeds that would be excludable will be limited to the amount of consideration paid ($20,000) and any premiums subsequently paid per § 101(a)(2).

c. Same as (b), above, except that Jock was a shareholder of Pro Corporation.  The proceeds will be excludable from gross income per § 101(a)(2).

3. Insured purchases a single premium $100,000 life insurance policy on her life for a cost of $40,000.  Consider the income tax consequences to Insured and the purchaser of the policy in each of the following alternative situations:

a. Insured sells the policy to her Child for its $60,000 fair market value and, on Insured’s death, the $100,000 of proceeds are paid to Child.  Insured has a income of $20,000 ($60,000 received less the $40,000 cost basis per §1012 and as authorized by § 1011), which is realized and recognized per §§ 1001(a) and 1001(c).  Upon Insured’s death, Child will be able to exclude $60,000 (the amount he paid for the policy) and will have includable income of $40,000 per §101(a)(2). 

b. Insured sells the policy to her Spouse for its $60,000 fair market value and, on Insured’s death, the $100,000 of proceeds are paid to Spouse.  Per § 1041, no gain or loss shall be recognized on a transfer of property form an individual to a spouse, so Insured will have no gain recognized.  Per § 1041(b)(1), the property shall be treated by the transferee, Spouse, as a gift which means there is no income to Spouse per §102(a) and upon death the $100,000 of proceeds will be excludable form gross income.

c. Insured is certified by her physician as terminally ill and she sells the policy for its $80,000 fair market value to Viatical Settlement provider who collects the $100,000 of proceeds on Insured’s death.  Per § 101(g)(A), the $80,000 received by the insured is excludable as gross income and $20,000 of the $100,00 received by Viatical Settlement Provider will be includable as gross income.  The adjusted basis is the cost of $80,000 per §§1011 and 1012 and the gain of $20,000 is realized and recognized per §§ 1001(a) and 1001(c). 

Page 163

1. In the current year, T purchases a single life annuity with no refund feature for $48,000. Under the contract T is to receive $3,000 per year for life.  T has a 24-year life expectancy.

a. To what extent, if at all, is T taxable on the $3,000 received in the first year?  The exclusion ratio is the investment in the annuity divided by the expected return for the annuity pr 48,000/72,000 or .67.  $2,000 is excludable and $1,000 is includable per §72(b)(2).

b. If the law remains the same and T is still alive, how will T be taxed in the $3,00 received in the thirtieth year of the annuity payments?  The entire $3,000 will be included in gross income in the thirtieth year (after he has recovered his investment of $48,000) per §72(b)(2). 

c. If T dies after nine years of payments will T or T’s estate be allowed an income tax deduction?  How much? Yes.  $18,000 would have been recovered so T’s family will be allowed an income tax deduction on the last income tax return per § 72(b)(3) (but is it subject to § 172 per §72(b)(3)(C) dealing with Net Operating Losses). 

Pages 179-180

1. Poor borrowed $10,000 form Rich several years ago.  What tax consequences to Poor if Poor pays off the so far undiminished debt with:

a. A settlement of $7,000 of cash? Poor has $3,000 includable as gross income for the discharge of indebtedness per § 61(a)(12).

b. A painting with a basis and fair market value of $8,000.  Poor has $2,000 includable as gross income from the discharge of indebtedness per §61(a)(12).  Could this also be $2,000 gain for dealings in property??

c. A painting with a value of $8,000 and a basis of $5,000?  Poor has $5,000 includable as gross income per §§ 1001(a) and 1001(c) and the adjusted basis of $5,000 for the painting per §§ 1011 and 1012. (or could this be $3,000 gain from the painting and $2,000 discharge of indebtedness??).

d. Services, in the form of remodeling Rich’s office, which are worth $10,000?  This is income per §61(a)(1), Compensation for services.

e. Services that are worth $8,000?  Income from services is $8,000 per §61(a)(1) and $2,00 of income per §61(a)(12), Income from Discharge of Indebtedness.

f. Same as (a), above, except that Poor’s employer makes the $7,000 payment to Rich, renouncing any claim to repayment by Poor.  Compensation for services totaling $7,000 per § 61(a)(1) and $3,000 income for discharge of indebtedness per §61(a)(12).

2. Mortgagor purchases a parcel of land held for investment form Seller for $100,000 with $20,000 of cash paid directly by Mortgagor and $80,000 paid from the proceeds of a recourse mortgage incurred from Bank.  Mortgagor is personally liable for the loan and the land is security for the loan.  When the land increase in value to $300,000, Mortgagor borrows another $100,000 from Bank again incurring personal liability and again with the land as security.  Mortgagor uses the $100,000 loan proceeds to purchase stocks and bonds.  Several years later when the principal amount of the mortgages is still $180,000, the land declines in value to $170,000.  Mortgagor transfers the land to the Bank, and the Bank discharges all of Mortgagor’s indebtedness.

a. What are the tax consequences to Mortgagor?  See Reg. §§ 1.1001-2(a) and 2(c) Example (8).  The amount received by Mortgagor for the land is $170,000 per Reg. 1.1001-2(c), Example 8 and the amount includable in gross income from discharge of indebtedness is $10,000 ($180,000 - $170,000) per § 61(a)(12).  The adjusted basis of the land, per §§1011 and 1012, is $100,000 ($20,000 cash and $80,000 from the first mortgage), so Mortgagor will realize and recognize $70,000 gain on the transfer of the property per §§ 1001(a) and 1001(c).

b. What are the tax consequences to Mortgagor if the liabilities had been non-recourse liabilities.  See problem 1(i) at page 153 of the text.  The amount realized by the mortgagor is $180,000 and the adjusted basis is $100,000 for a gain of $80,000 realized and recognized per §§ 1001(a) and 1001(c).  There is no discharge of indebtedness. 

3. Businessman borrows $100,000 from Creditor to start an ambulance service.  He then purchases ambulances for use in his business at a cost of $100,000.  Assume the ambulances are his only depreciable property and, unrealistically, that after some time their adjusted basis and value are still $100,000.  What consequences under §108 and § 1017 in the following circumstances?

a. Businessman is solvent but is having financial difficulties and Creditor compromises the debt for $60,000.  Since Businessman is solvent he cannot qualify for Section 108 treatment and the $40K of DOI will be includable as gross income per Section 61(a)(12)

c.Assume the same facts as in (a), above, except that Businessman is insolvent and his liabilities of $225,000 exceed his assets (the ambulances worth $100,000) by $125,000.  Further assumes Businessman has no net operating losses, general business credit carryovers, minimum tax credit, capital loss carryovers, passive activity loss or credit carryovers, or foreign tax credit carryovers.  Creditor discharges $40,000 of the $100,000 loan without any payment.  Businessman is insolvent so the $40,000 discharge of indebtedness is not includable in gross income per §108(a)(1)(B).

d.Same as (c), above, except that Businessman has $30,000 net operating loss.  The net operating loss tax attribute is zeroed out with $30,000 of the $40,000 discharge of indebtedness per § 108(b)(1) and (2)(A).  In the alternative, per §108(b)(5), the taxpayer may elect to any extent to first reduce the basis of depreciable property (the ambulances) and real property inventory by the $40,000.

e.Same as (c), above, except Businessman’s liabilities exceed his assets by $25,000.  The insolvency exception applies to the extend the taxpayer’s liabilities exceed the fair market value of his assets immediately prior to the discharge per §108(a)(3) and (d)(3), so $25,000 would be excludable from gross income and $15,000 would be includable as gross income per §61(a)(12).  Also need to reduce the basis of the assets per Section 108(b)(5), one of the tax attributes.  The bases ($100K) are reduced only to the extent that they exceed the liabilities immediately after discharge which is $85K ($125K - $40K) or $15K and the new bases of the ambulances are $85K. 

Pages 184-185

1. Plaintiff brought suit and unless otherwise indicated successfully recovered.  Discuss the tax consequences in the following alternative situations:

a. Plaintiff’s suit was based on a recovery of an $8,000 loan made to Debtor.  Plaintiff recovered $8,000 for the land plus $500 of interest.  The $8,000 is not includable in gross income because it is a return of capital that has previously been taxed.  The $500 interest is includable in gross income per § 61(a), it is interest income.

b. What result to Debtor under the facts of (a) above, if instead Debtor transferred some land worth $8,500 with a basis of $2,000 to Plaintiff to satisfy the obligation?  What is plaintiff’s basis in the land?  Debtor has a gain on the disposition of property per § 1001(a) of $6,500 (AR of $8,500 less AB of $2,000) that is recognized under §1001(c).  Plaintiff’s basis in the property is $8,500 (the amount of the loan, $8,000 and the $500 of interest includable in gross income in the current year per §61(a).

c. Plaintiff’s suit was based on a breach of a business contract and Plaintiff recovered $8,000 for lost profits and also recovered $16,000 of punitive damages.  Plaintiff would have $24,000 includable as gross income.  The $16,000 of punitive damages is includable per the Glenshaw Glass case. 

d. Plaintiff’s suit was based on a claim of injury to the goodwill of Plaintiff’s business arising from a breach of a business contract.  Plaintiff has a $4,000 basis for the goodwill.  The goodwill was worth $10,000 at the time of the breach of contract.

1. What result to Plaintiff if the suit is settled for $10,000 in a situation where the goodwill was totally destroyed?  $4,000 will be excludable from gross income as a return of capital (the cost basis of the goodwill) and $6,000 will be includable as gross income per the Raytheon case. 

2. What result if Plaintiff recovers $4,000 because the goodwill was partially destroyed and worth only $6,000 after the breach of contract?  $0 would be includable in gross income (a return of capital) OR the settlement could be ratioed with 40% of the settlement ($1,600) being associated with return of capital and 60% being associated with the appreciation in goodwill ($2,400) and includable in gross income????

3. What result if Plaintiff recovers only $3,000 because the goodwill was worth $8,000 after the breach of contract?  $2,000 is a return of capital because the goodwill was reduced from $10,000 to $8,000 and is excludable from gross income. The $1,000 is includable in gross income.  Ratio approach similar to #2 40% of 3,000 of $1,200 is excludable as a return of capital and 60% or $1,800 is associated with the appreciation of goodwill and is includable as gross income.

Pages 191-192

1. Plaintiff brought suit and successfully recovered in the following situations.  Discuss the tax consequences to Plaintiff.

a. Plaintiff, a professional gymnast, lost the use of her leg after a psychotic fan assaulted her with a tire iron.  Plaintiff was awarded damages of $100,000.  The $100,000 is excludable from gross income per §104(a)(2).

b. $50,000 of the recovery in (a), above, is specifically allocated as compensation for schedules performances Plaintiff failed to make as a result of the injured leg.  The $50,000 is includable in gross income as a settlement for compensation for services and the other $50,000 is excludable form gross income per § 104(a)(2).

c. The jury awards the Plaintiff $200,000 in punitive damages.  The $200,000 is includable in gross income §104(a)(2) parenthetical.

d. Plaintiff in a separate suit recovered $100,000 of damages form a fain who mercilessly taunted Plaintiff about her unnaturally high, squeaky voice, causing Plaintiff extreme anxiety and stress.  This $100, 000 would be includable in gross income to the extent it is not for medical expenses related to the emotional distress by the injury is non-physical and §104(a)(2) only covers physical injuries.

e. Plaintiff recovered $200,000 in a suit for sexual harassment against her former coach.  The $200,000 is includable in gross income because it is a non-physical injury and, therefore, no excludable under §104(a)(2).

f. Plaintiff dies as a result of the leg injury, and Plaintiff’s parents recover $1,000,000 of punitive damages awarded in a wrongful death action.  The $1,000,000 is excludable from gross income per § 104(c)(1).

2. Injured and Spouse were injured in an automobile accident.  Their total medical expenses were $2,500.

a. In the year of the accident they properly deducted $1,500 of the expenses on their joint income tax return and filed suit against Wrongdoer.  In the succeeding year they settle their claim against Wrongdoer for $2,500.  What income tax consequences on receipt of the $2,500 settlement?  The $1,500 previously deducted will be includable in gross income and $1,000 will be excluded from gross income per §104(a) that states amounts received in a settlement are excludable “except in the case of amounts attributable to and not in excess of deductions under §213.

b. In the succeeding year, Spouse was ill but, fortunately, they carried medical insurance and additionally Souse had insurance benefits under a policy provided by Employer.  Spouse’s medical expenses totaled $4,000 and they received $3,000 of benefits under their policy and $2,000 of benefits under Employer’s policy.  To what extent are the benefits included in their gross income (See footnote 21 on page 188).  $1,600 of the $3,000 of employer benefits are excludable per §105(b) (2,000/5000 X $4,000 = $1,600).

c. Under the facts of (b), above, may Injured and Souse deduct the medical expenses.  No, because they have been reimbursed.  §213(a) only allows a deduction for medical expenses if the parties have not been compensated by insurance.

3. Injured, who has a 20-year life expectancy, recovers $1M in a personal injury suit arising out of a boating accident.

a. What are the tax consequences to Injured if the $1M is deposited in a money market account paying 5% interest?  The %1M is excludable from gross income per §104(a)(2), but the interest is includable in gross income per §61(a).

b. What are the tax consequences to Injured in the $1M is used by injured to purchase an annuity to pay Injured $100,000 a year for Injured’s life?  The $1M is excludable from the annuity payments as a return of capital per per the exclusion ratio in §72 and any earnings from the annuity will be includable in gross income per §72(b)(2).

c. What are the tax consequences to Injured if the case was settled, and if the settlement, Injured received payments of $100,000 a year for life?  The annual $100,000 payments are excludable per Revenue Ruling 79-313 and §104(a)(2).

Pages 201-203

1. Determine whether the following payments are accorded “alimony or separate maintenance” status and therefore are includible in the recipient’s gross income under § 71(a) and deductible by the payor under § 215(a).  Unless otherwise stated, Andy and Fergie are divorced and payments are called for by the divorce decree.

a. The divorce decree directs Andy to make payments of $10,000 per year to Fergie for life or until she remarries.  Andy makes a $10,000 cash payment to Fergie in the current year.  The $10,000 cash payment is includible in Fergie’s income per § 71(a) and is deductible to Andy per § 215(a).  This assumes that the payment fits the criteria of an alimony payment per Section 71(b).

b. Same as (a), above, except that Andy, finding himself short on cash during the year, transfers his $10,000 promissory note to Fergie.  It is not deductible to Andy nor includable in gross income by Fergie because is was not a CASH payment as required in §71(a).  Also analyze as a gift per Section 102 or transfer between spouses per Section 1041.  See Reg. 1.71-1T(b)A-5.

c. Same as (b), above, except that instead of transferring his promissory note to Fergie, Andy transfers a piece of art work, having a fair market value of $10,000.  It is not deductible to Andy nor includable in gross income by Fergie because is was not a CASH payment as required in §71(b)(1) and Reg. 1.71-1T(b)A-5.

d. Same as (a), above, except that in addition the decree provides that the payments are nondeductible by Andy and are excludible from Fergie’s gross income.  The written agreement will prevail so the payment will be nondeductible by Andy and excludible from Fergie’s gross income per Section 719b)(1)(B).  See also Reg. 1.71-1T(b)A-8.

e. Would it make any difference in (d), above, if you learned that Andy anticipated that he would have little or no taxable income in the immediate future, making the § 215 deduction practically worthless to him, and as a consequence of this agreed to the “nondeductibility” provision in order to enable Fergie to avoid the imposition of federal income taxes on the payments?  No, it is the same result as (e), above.

f. What result in (a), above, if the divorce decree directs Andy to pay $10,000 cash each year to Fergie for a period of 10 years?  This is NOT alimony because it is not conditional upon death per Seciton 71(b)(1)(D).  It is just a property settlement.

g. Same as (f), above, except that under local law Andy is not required to make post-death payments.  It would be deductible to Andy and includible to Fergie as gross income.

h. Same as (a), above, except that the divorce decree directs Andy to pay $10,000 cash each year to Fergie for a period of 10 years or her life, whichever ends sooner.  Additionally, the decree requires Andy to pay $15,000 cash each year to Fergie or her estate for a period of 10 years.  Andy makes a $25,000 cash payment to Fergie in the year.  $10,000 will be considered alimony deductible by Andy and includible as gross income to Fergie.  The other $15,000 payment is considered a property settlement, it is not alimony because of Section 71(b)(10(D).

i. Same as (a) above, except that at the time of the payment, Andy and Fergie are living in the same house.  It will not be considered alimony per Section 71(a), so it is nondeductible by Andy and not includible as gross income to Fergie, per Section 71(b)(1)(c).  See also Reg. 1.71-1T(b)A9.

j. Same as (i), above, except that Andy and Fergie are not divorced or legally separated and the payments are made pursuant to a written agreement instead of a divorce decree.  Yes, this will qualify as alimony provided that they do not file a joint return.  It will be deductible to Andy and includible as gross income to Fergie per § 71(a).  This is a divorce or separation agreement under Section 71(b)(2)(B), so it is an alimony or separation agreement under Section 71(b)(2)(C). 

2. A divorce decree requires Tina to make the following payments (which meet all the requirements of Section 71(b) to Ike:

Year 1:  $80,000

Year 2;  $40,000

Year 3:   $10,000

a.  What are the tax consequences of these payments to Tina and Ike?  $15,000 is includable from Year 2 ($40K less $10 K is $30K less $15K is $15K that is includable in Tina’s gross income in Year 3   $47,500 will be includable from Year 1 in Year 3 as follows Average Year 3 and Year 2 (after adjustment) = ($25K + $10K)/2 = $17,500 and add $15,000 to get a total of $32,500 that is excludable for Year 1 and $47,500 is includable in Year 3 from Year 1 for a total amount includable in Year 3 in Tina’s gross income of $62,500.

b. What result if the payments are: $80,000 in Year 1, $70,000 in year 2, and $60,000 in Year 3.  Average Years 2 and 3 and get $65,000 and add $15,000 which is equal to the $80,000 in Year 1, so $0 is recaptured by Tina in Year 3.

c. What result if the payments are:  $30,000 in Year 1, $40,000 in Year 2, and $80,000 in Year 3.  There are no tax consequences if the payments are rear end loaded as opposed to front-loaded.

d. What results if the payments are:   $80,000 in Year 1, $50,000 in Year 2, and $80,000 in Year 3.  Average Year 2 and 3 and get $65,000 and add $15,000 which is $80,000 and equal to the Year 1 amount of $80,000, so $0 is recaptured by Tina in Year 3.

e. Suppose that instead of requiring Tina to make the payments set forth in (a), above, the divorce decree requires Tina to pay Ike 50% of the net income (before taxes) of her oil business for three years.  The payments above represent 50% of the net income form the oil business for the respective years.  What tax consequences to Tina and Ike?  It will be includable as gross income to Ike in each year and deductible to Tina each year as alimony per Section 71(f)(5)(C).

f. What are the tax consequences if the decree instead provides for level payments of $80,000 per year for three years, but Ike did at the end of year two and the payments terminate at that time according to the express provisions of the instrument?  Includable in gross income to Ike in Years 1 and 2 and deductible to Tina as alimony in Years 1 and 2.  See Section 71(f)(5)(A)

g. What result is (a), above, if the payments are made pursuant to a Section 71(b)(2)(C) decree for support?  Includable as gross income to Ike and deductible as alimony to Tina.  Exception under Section 71(f)(5)(B)

h. Tina and Ike are legally divorced and live in the same household in year 1.  Tina moves to a new apartment at the beginning of Year 2.  Under the divorce decree, Tina makes payments to Ike of:  $120,000 in Year 1; $80,000 in Year 2; $70,000 in Year 3; and $60,000 in Year 3.  What results to Tina and Ike in each of the years?  The $120,000 in Year 1 will not be considered alimony because Tina still lived with Ike.  The amounts is Years 2, 3, and 4 are deductible from Tina’s income as alimony and includable in Ike’s gross income.  The amounts are not subject to recapture?? 

Pages 272-273

1. Father owns a registered corporate coupon bond, which he purchased several years ago for $8,000.  It has a $10,000 face amount and is to be paid off in 2010.  The current fair market value of the bond is $9,000.  The bond pays 8% interest, semi annually April 1st and October 1st (i.e., $400 each payment) What tax consequences to Father and Daughter in the following alternative situations?  

a. On April 2 of the current year, Father assigns Daughter all the interest coupons.  This is similar to the Horst case and the father will be taxed on all the income and in Year 1, Father will have $800 of income.

b. On April 2, Father gives daughter the bond with the right to all the interest coupons.  This is similar to the Blair case.  Father will have $400 of income in Year 1 and Daughter will have $400 of income and in Year 2 Daughter will have $800 of income.

c. On April 2, Father gives Daughter a one-half interest in the bond and the right to all the interest coupons.  There is a co-terminus transfer.  On future interest payments to Daughter of $400, $200 will be income to father and $200 of income to the Daughter (income from the gifted portion).  Additionally, the Daughter will have a $200 gift.  IN Year 2 it will be $400 of income to both Father and Daughter.

d. On April 2, Father gives Daughter the right to the two succeeding interest coupons for $600, their fair market value as of the time of sale.  This is similar to Stranahan.  Father will have $1000 income in Year 1 ($400 interest and $600 from the sale of 2 interest coupons, ordinary income to Father, to Daughter).  Daughter’s basis in each interest coupon is $300 and when she receives the interest payments in Years 1 and 2, she will only have $100 of income which is ordinary income ($400 AR less $300 AB).

e. On December 31, Father gives Daughter the bond with the right to all the interest payments.  Father must recognize the interest accrued to him (it is too ripe).  So the next interest payment will be split between Daughter and the Father.  Thereafter, all interest will be income to Daughter.

f. On April 2, Father sells the bond and directs the $9,000 sale price to be paid to Daughter.  The gain was realized before he made the transfer like the Salvatore case, i.e., when he sold it.  It is a gift to Daughter.

g. On April 2, Father negotiates the above sale and on April 2 he transfers the bond to Daughter who transfer the bond to Buyer who pays Daughter the $9,000.  Did the negotiation lead to the contract to sale and if the negotiation was a firm sale, then the gain would be realized by Father and he would be taxed.  So it depends on how far along the deal went along.  This is like the Suzie Salvatore case.

2. Inventor develops a new electric switch, which she patents.  Who is taxed on the proceeds of its subsequent sale if:

a. The patent is transferred gratuitously to Son who sells it to buyer?  If a patent is a service the Inventor will be taxed, if we treat the patent as property the son will be taxed.  Patents are treated as property, so the son is taxed rather than the Inventor.

b. Inventor transfers all her interest in the patent to Buyer for a royalty contract and then transfers the contract gratuitously to Son prior to receiving any royalties? Patents are tax favored.  The royalty payments are uncertain and the son would be taxed, which is what makes this problem different from the Salvatore case.     

Page 313

1. Taxpayer is a businessman, local politician who is also an officer-director of a savings and loan association of which he was a founder.  When, partially due to his mismanagement, the savings and loan began to go under, he voluntarily donated nearly one half a million dollars to help bail it out.  Is the payment deductible under Section 162?  Money was lost due to his own mismanagement and he was trying to keep his job so his expenditures to bail out the savings and loan were deductible.

2. Employee incurred ordinary and necessary expenses on a business trip for which she was entitled to reimbursement upon filing a voucher.  However, Employee did not file a voucher and was not reimbursed but, instead, deducted her costs on her income tax return.  Is employee entitled to a § 162 deduction?  NO, can’t convert the right of the employer to your own right as an employee.

Page 333

1. Determine the deductibility under §§ 162 and 195 of expenses incurred in the following situations:

a. Tycoon, a doctor, unexpectedly inherited a sizeable amount of money from an eccentric millionaire.  Tycoon decided to invest a part of her fortune in the development of industrial properties and she incurs expenses in making a preliminary investigation.  She will not have a deduction under Section 162 because she is “not carrying on a trade or business.”

b. The facts are the same as in (a), above, except that Tycoon, rather than having been a doctor, was a successful developer of residential and shopping center properties.  The only question is whether developing industrial properties and developing residential property is the same trade or business.  If so, the preliminary investigations will be deductible.

c. The facts are the same as (b), above, except that Tycoon, desiring to diversify her investments, incurs expenses in investigating the possibility of purchasing a professional sports team.  Under Section 195(b)(1) will not allow you to deduct start up costs unless you actually start the business.  McNair would not have been able to deduct the expenses of trying to get the Texans if the deal had fallen through.

d. The facts are the same as (a), above, except that Tycoon then begins developing industrial properties.  Tycoon is advised by her lawyer that her prior expenses quality as § 195 “start up expenditures.” Since tycoon has commenced developing the properties, may she forego a § 195 election and deduct her prior expenses under § 162?  Taxpayer cannot forego the Section 195 election and then use it as a deduction in Section 162.  Furthermore, once she started developing the properties, the Section 195 election is no longer available to her.

e. The facts are the same as in (d), above.  However, after two years Tycoon’s fortunes turn sour and she sells the business at a loss.  What happens to the deferred investigation expenses?  Section 195(b)(2) says you can deduct what would have been allowed if you dispose of the business before the amortization period is complete.

2. Law student’s Spouse completed secretarial school just prior to student entering law school.  Consider whether Spouse’s employment agency fees are deductible in the following circumstances:

a. Agency is unsuccessful in finding Souse a job?  Can’t use Section 195 for job-hunting expenses for your first job are not deductible under Section 195 (statutorily).  It is not deductible even if the employment agency is successful in finding the taxpayer

b. Agency is successful in finding Spouse a job?  Can’t use Section 195 for job-hunting expenses for your first job are not deductible under Section 195 (statutorily).  It is not deductible even if the employment agency is successful in finding the taxpayer

c. Same a (b), above, except that Agency’s fee was contingent upon it securing employment for Spouse and the payments will not become due until Spouse has begun working.  payments to an employment agency that are contingent on the agency finding the taxpayer employment are deductible per the Hundley case.

d. Same as (a) and (b), above, except that Spouse previously worked as a secretary in Old Town and seeks employment in New Town where student attends law school?  It is deductible because the taxpayer is already a secretary (she is carrying on a trade or business)

e. Same as (d), above, except that Agency is successful in finding Spouse a job in New Town as a bank teller.  Is being a secretary and bank teller the same line of business?  If not, there is no deduction, but you could argue that she is “carrying on” per the Professor

Pages 360-361

1. Commuter owns a home in Suburb of City and drives to work in City each day.  He eats lunch in various restaurants in City.

a. May Commuter deduct his costs of transportation and/or meals?  See Reg. § 1.162-2(e).  Commuting to and from work is not deductible per Regulation 1.162-2(e).  Parking fees are considered as a personal expense as a part of the commute.  However, if they are paid by the employer, may be excluded from income per Section 132(a)(5), qualified transportation credit, if it meets the requirements of Section 132(f).

b. Same as (a), above, but Commuter is an attorney and often must travel between his office and the City Court House to file papers, try cases, etc.  May Commuter deduct all or any of his costs of transportation and meals?  Commuter cannot deduct going from suburb to courthouse in the same metropolitan area unless it is a temporary assignment.  Meals are not deductible.

c. Commuter resides and works in City, but occasionally must fly to Other City on business for his employer.  He eats lunch in Other City and returns home in the late afternoon or early evening.  May he deduct all or part of his costs?  The lunch on the day he returns is not deductible unless it is for entertainment and then only 50% will be deductible.  The problem with deducting meals and lodging is that they look like personal expenses so the Supreme Court’s rule is a bright line rule (per the Correll (?) case) that if you have to stay overnight or need rest then meals and lodging are deductible.

2. Taxpayer lives with her husband and children in City and works there.

a. If her employer sends her to Metro on business for two days and one night each week and if Taxpayer is not reimbursed for her expense, what may she deduct?  See § 274(n)(1).  Transportation for company business is always deductible and the meals and lodging will be deductible because she stayed over night. But the food and beverages are limited to 50% per Section 274(n).  

b. Same as (a), above, except that she works three days and spends two nights each week in Metro and maintains an apartment there.  Same result as Problem (a) even though the taxpayer is maintaining an apartment, the employer requires her to be there three days and two nights.

c. Taxpayer and Husband own a home in City and Husband works there.  Taxpayer works in Metro, maintaining an apartment there, and travels to City each weekend to visit husband and family.  What may she deduct?  Problem 2(c) is just like the Flowers case and no deduction allowed in that Taxpayer lives in Metro and works there and Husband lives in City and works there – no deduction because it is a personal choice

3. Burly is a professional football player for the City Stompers.  He and his wife own a home in Metro where they reside during the 7-month “off season.” 

a. If Burly’s only source of income is his salary from the Stompers may Burly deduct any of his City living expenses, which he incurs during the football season?  Problem 3(a) is also like the Flowers case and no deduction allowed for Pro football player when he stays where the team is.

b. Would there be any difference in result (a), above, if during the 7-month “off season” Burly worked as an insurance salesman in Metro?  Problem 3(b) – use the following factors to analyze deductibility if you live and work in two different places each year like the Andrews case:

a) The length of time spent at the location (most important and since the only fact is that he worked 7 months in the “off season”).

b) The degree of activity in each place

c) The relative portion of taxpayer’s income derived from each place

4. Temporary works for Employer in City where Temporary and his family live.

a. Employer has trouble in Branch City office in another state.  She asks Temporary to supervise the Branch City office for nine months.  Temporary’s family stays in City and he rents an apartment in Branch City.  Are Temporary’s expenses in Branch City deductible?  Travel, lodging, and meals (subject to 50%) are deductible if you are doing business in another city as long as it is less than 1 year per the flush language of Section 162.  As soon as it becomes obvious that the stay is indefinite, it will not be deductible from that time forward.  If the stay was to be 15 months it is not deductible and if it started out as indefinite and becomes less than 1 year, still not deductible (it is intent that controls).

b. What result in (a), above, if the time period is expected to be nine months, but after eight months it is extended to 15 months?  Travel, lodging, and meals (subject to 50%) are deductible if you are doing business in another city as long as it is less than 1 year per the flush language of Section 162.  As soon as it becomes obvious that the stay is indefinite, it will not be deductible from that time forward.  If the stay was to be 15 months it is not deductible and if it started out as indefinite and becomes less than 1 year, still not deductible (it is intent that controls).

c. What result in (a), above, if Temporary and his family had lived in a furnished apartment in City and he and family gave up the apartment and move to Branch City where they lived in a furnished apartment for nine months?  Travel, lodging, and meals (subject to 50%) are deductible if you are doing business in another city as long as it is less than 1 year per the flush language of Section 162.  As soon as it becomes obvious that the stay is indefinite, it will not be deductible from that time forward.  If the stay was to be 15 months it is not deductible and if it started out as indefinite and becomes less than 1 year, still not deductible (it is intent that controls). 

5. Traveler flies form her personal and tax home in New York to a business meeting in Florida on Monday.  The meeting ends late Wednesday and she flies home on Friday afternoon after two days in the sunshine.

a. To what extent are Travelor’s transportation, meals, and lodging deductible?  See Reg. § 1.162-2(a) and (b).  Travel fares and lodging are deductible if it is reasonable and necessary and directly attributable to the business.  Per Reg. 1.162-2(b)(1) allows a trip that is part personal and part business to be deductible if the trip is primarily attributable to business and the amount of time spent on business v. personal is determinative and if more time is spent on personal than the travel expenses are not deductible.  But the meals and lodging associated with the business purpose is deductible even if more time is spent on personal.  

b. May Traveler deduct any of her spouse’s expenses if he joins her on the trip?  See § 274(m)(3).  Per Section 274(m)(3) – you cannot deduct your spouse’s expenses on business trip unless it is directly attributable to the business or trade.

c. What result in (a), above, if Traveler stays in Florida until Sunday afternoon?  If traveler stays in Florida more days for personal than for business, the travel back and forth to Florida is non-deductible but the meals and lodging relative to the business are deductible subject to the 50% limitation on meals in Section 274(n).

d. What result in (a), above, if Traveler takes a cruise ship leaving Florida on Wednesday night and arriving in New York on Friday?  See § 274(m)(1).  Section 274(m)(1)(a) says there is a limitation on water travel (i.e. a cruise) to twice the aggregate amount of the per diem.  Section 275(h)(1) only applies to conventions on cruises and must meet 274(h)(5) which says it must be a cruise in US waters and US ports of call.

e. What result in (a), above, if Traveler’s trip is to Mexico City rather than Florida?  See § 274(c).  In the case of foreign travel, if it is for both personal and business, you must allocate the travel expenses to the days spent on business v. the days spent on personal.  

f. What result in (a), above, if Traveler’s went to Mexico City on Thursday and conducted business on Thursday, Friday, Monday, and Tuesday and returned to New York on the succeeding Friday night?  See Reg. 1.274-4(d)(2)(v).  Saturday and Sunday are treated as business days (GET REG) so 6/9 of travel costs are deductible and all of the meals and lodging for the business days are deductible subject to the 50% limitation of Section 274.

g. What result in (e), above, if Traveler’s trip to Mexico City is to attend a business convention?  Section § 274(h).  The costs of conventions in the Northern hemisphere are deductible per Section 274(h)(1)

Page 380

1. Alice, Barbara, Cathy, and Denise were college roommates who after graduating when on to become a doctor, dentist, an accountant (C.P.A.), and a lawyer, respectively.  In the current year, after some time in practice as an orthopedic surgeon, Alice, who was often called upon to give medical testimony in malpractice suits decided to go to law school so as to better understand this aspect of her medical practice.  Barbara enrolled in a court of postgraduate study in orthodontics, intending to restrict her dental practice to that specialty in the future.  Cathy enrolled part time in law school (with eventual prospects of attaining a degree) so as to better perform her accounting duties in the, which law and accounting tend to overlap.  And Denise tool leave of absence form her firm to enroll in an LL.M. course in taxation, intending to practice exclusively in the tax area.  Which, if any, is incurring deductible expenses of education.  Per Reg. 1.162-5(c), educational expenses are only deductible in they improve or maintain your current skills for your current job.  Educational expenses are not deductible if they are for the purpose of qualifying taxpayer for the minimum skills necessary to perform the job or if they qualify the taxpayer for an entirely new position.  Since Alice and Cathy are pursuing law degrees, which would be a new trade per Reg. 1.162-5(b)(3), their educational expenses will not be deductible.  If Barbara and Denise can show that their educational expenses are to improve or maintain their existing skills, then those expenses may be deductible.  However, since both are for “future” positions and not current positions they will probably non-deductible.

2. Assume Denise’s expenses in Problem 1, above, are deductible.  If she is a practitioner in Seattle, Washington, who travels to Gainesville, Florida for a year to participate in their LL.M program, what expenses, in addition to tuition and books, may she deduct.  See Reg § 1.162-5(e) and Code Section 274(n).  Her travel expenses traveling to Gainesville and returning to Florida will be deductible.

3. Carl earned a bachelor’s degree in education and his teaches world history in a junior high school.  In the current year he contemplates a summer Europeans tour doing things that will be beneficial to his teaching efforts.  He wishes to know if he may deduct his expenses.   What do you advise?  No, they are personal expenses per § 274(m)(2) and Reg. 1.162-5(e).

Page 388

1. Employee spends $100 taking 3 business clients to lunch at a local restaurant to discuss a particular business matter.  The $100 cost includes $5 in tax and $15 for a tip.   They each have two martinis before lunch.

a. To what extent are Employee’s expenses deductible.  Since it was to discuss a particular business matter the expenses are associated with eh active conduct of a trade or business per § 162(a)(1), but the expenses are subject to the limitation of §§ 274(a)(1)(A) and 274(n), so they are deductible but subject to the 50% limitation (is alcohol deductible???).

b. To what extent are the meals deductible if the lunch is merely to touch base with the clients?  It is deductible per Reg. 1.274-(c)(2)

c. What result if Employee merely sends the three clients to lunch without going herself be picks up the $75 tab?  The employee must be present per § 274(k)(1)(B).

d. What result in (a), above, if, in addition, Employee incurs a $15 cab fare to transport the clients to lunch?  Fully deductible per §162(a)(1)

e. What result in (a), above, if employer reimburses Employee for the $100 tab?  Non-deductible to the employee and deductible to the employer per Reg. 1.274-(2)(i)(2(iv).

2. Business person who is in New York on business meets with two clients and afterward takes them to the Broadway production of “The Phantom of the Opera.”  Two what extent is the $300 cost of their tickets deductible if the marked price on the tickets is $50 each, but Businessperson buys them from the hotel concierge for $100 each?  Only the face value of the ticket or $150 is deductible.

3. Airline Pilot incurs the following expenses in the current year:

a. $250 for the cost of a new uniform?  Deductible per § 162(a)(1)

b. $30 for dry cleaning of the uniform?  Deductible.

c. $100 in newspaper ads to acquire a new job as a property manager in his spare time?  Non-deductible because it is job hunting expenses not related to his current employment and he is not unemployed (or are all job hunting expenses deductible??).

d. $200 in union dues is deductible as a miscellaneous itemized deduction.

e. $50 in political contributions to his “local” legislator who he hopes will push legislation beneficial to airline pilots?  Deductible per § 162(e)(2).

f. $500 in fee to a local gym to keep in physical shape for flying?  Non-deductible per § 274(a)(3).

g. What is the total of Pilot’s deductible § 162 expenses.

Problems on Pages 426-427 are on Excel spreadsheet. Do 2(c).

Problem on Page 430

1. During the current year, Depreciator purchases a piece of new improved real property at a cost of $130,000 of which $100,000 is attributable to the building and $30,000 to the land.  Depreciator immediately rents the property to others.  Compute Depreciator’s depreciation in the subsequent year in the following situation.

a. The building is an apartment building.  This is residential real property per Section 168(e)(2)(A) if 80% of the gross rental income is from dwelling units and it is not a hotel used for a transient basis, so it is assigned a 27.5 year life per Section 168(c)(1).  The straight-line method of depreciation must be used per Section 168(b)(3)(A).  Assuming the property was placed in service in January, the mid-month convention is used per Section 168(d)(2) and (4)(B). Depreciation in the subsequent year is $3,636.36 ($100,000/27.5 * 1).

b. The building is an office building.  This is nonresidential real property per Section 168(e)(2)(B), so it is assigned a 39-year life per Section 168(c)(1) and the straight-line method of depreciation will be used per Section 168(b)(3)(B). Depreciation in the subsequent year is $2,564.10 ($100,000/39 *1).

c. The buildings in (a) and (b), above, are used, not new, property and were purchased from Depreciator’s sister who originally purchased them in 1982.  The longer lives and the mandatory straight line depreciation method applicable to these two classifications of real estate provide not incentive to churn such property.  Accordingly, the current ACRS anti-churning rules have been made inapplicable to such real property.  The fact that the property was purchased from the sister has no impact on the depreciation calculated in a and b, per Section 168(f)(5)(B)(i).

d. Some years later, $100,000 is spent to rehabilitate the building in (a) and (b), above, which are certified historic structures built in 1940.  Per Section 46(a)(1) Congress allows a credit equal to 20% of costs incurred in the restoration of older depreciable real property and Section 47(c)(3) covers “certified historic structures.”  Section 47(c)(1) imposes various requirements including that the costs must exceed the greater of the AB of the building or $5,000.  Also that if the credit is allowed the basis of the property is reduced by the full amount of the credit prior to its depreciation under ACRS per Section 50(c)(1).  So 20% of $100,000 or $20,000 will be allowed as a credit and then $80,000 will be depreciated over 27.5 years and 30 years respectively for depreciation deductions in the subsequent years of $2,909.09 and $2,051.28, respectively.  

e. Some years later, the $100,000 is spent in rehabilitating the office building in (b), above, which is not a certified historic structure but was built in 1930.  Per Section 47(a)(1) Congress allows a credit equal to 10% of costs incurred in the restoration of older depreciable real property and Section 47(c)(1) and (2) covers rehabilitating buildings built before 1936 even if they are not certified historic structures.  Section 47(c)(1) imposes various requirements including that the costs must exceed the greater of the AB of the building or $5,000.  Also that if the credit is allowed the basis of the property is reduced by the full amount of the credit prior to its depreciation under ACRS per Section 50(c)(1).  So 10% of $100,000 or $10,000 will be allowed as a credit and then $90,000 will be depreciated over 27.5 years and 30 years respectively for depreciation deductions in the subsequent years of $2,272.72 and $2,307.69, respectively.  

Problems on Pages 451-452

1. Speculator buys 100 shares of Sound Company stock for $3000, paying her broker a commission of $50 on the purchase.  Fourteen months later she sells the shares for $4000 paying a commission of $60 on the sale.

a. She would like to treat the $110 paid as § 212 expenses.  Why?  Can she?  See Reg. § 1.263(a)-2(e).  She wants to treat the $110 as Section 212 expenses because it will increase the adjusted basis of her stock (by $50 to $3,050) and reduce the amount realized (by $60 to $3,940) for a gain realized and recognized per 1001(a and c), which will be $890.

b. What result in (a), above, if instead she sells the shares for $2,500 paying a $45 commission on the sale?  See § 165(c)(2).  Her adjusted basis in the stock will be $3,050 and the amount realized upon the sale will be $2,455 for a loss realized and recognized under Sections 1001(a and c) of $595.

c. Speculator owned only one-tenth of one percent of the Sound Company stock but, being an eager investor, during the time she owned the stock, she incurred $500 of transportation, meals, and lodging expenses in traveling $1,000 to New York City to attend Sound’s annual shareholder meeting.  May she deduct her costs under § 212(2)? Yes, per the Surasky case ordinary and necessary expenses GENUINELY incurred in the exercise of reasonable business judgment in an effort to produce income may be deductible under § 212.  There does not have to be a proximate relationship shown between a deductible non-business expense and the production of income or management of income producing property.  The could be considered managing the property.

d. What result in (c), above, if instead Speculator owned 10% of the total outstanding Sound stock, worth $300,000?  Same result as (b), he could deduct that expense as one associated with the production of income per §212(1) or managing the property per Section 212(2).

e. What result to Speculator if she incurred the expenses in (c), above, to attend a seminar on investments.  This would not be deductible per Section 274(h)(7).

f. Speculator owns 10% if Sound’s stock worth $300,000 and she incurs $10,000 in legal fees and personal costs investigating the operation of the business after the business has some serious setbacks?  Is the $10,000 deductible?  Unknown, need more facts.

2. After reading the Fleishman case, consider in what situations:

a. Payor Spouse may deduct attorney’s fees in getting a divorce.  Never because the expenses rises out of a personal relationship, the marital relationship (could possibly deduct attorney’s fees if you are getting tax advice on the deductibility of alimony per Section 212(3).

b. Payee Spouse may deduct attorney’s fees in getting a divorce?  Payee Spouse can only get those fees associated with obtaining alimony per Section 212(1) and for obtaining tax advice per Section 212(3)..

c. Payee Spouse’s attorney’s fees incurred in getting a divorce are deductible by Payor if Payor pays them?  Probably not, but may be deductible if Payor can get it characterized as alimony, subject to the alimony front loading rules (per Section 215).  It will be gross income to the Payee Spouse per the Old Colony case, but then she may be able to deduct it.

Problems on page 461

1. Recall the Morton Frank case in Chapter 14 at page 326.

a. Should Frank’s expenses have been deductible under § 212(1) or Section 165(c)(2)?  No because the expenses were not for the “production” of income at that point in time or the management, conservation or maintenance of income per Section 212(2).  He was only investigating opportunities to produce income.  Section 165(c)(2) does not apply because no transaction was entered into for trade or profit.

b. If Frank had decided to buy the newspaper and incurred capital expenditures to begin operations, but then abandoned his plans, would he have been allowed a deduction? Per Section 165(a) and (c)(2) since the transaction was entered into for trade or business it will be deductible.

c. If Frank entered the business and elected to use § 195 but ceased operations within the 60 month period, to what extent could he take a § 165(c) loss?  Section 195(b)(2) says that the expenses may be deducted to the extent allowable under Section 165.

2. Homeowners purchased their vacation residence for $180,000 ($20,000 of which was allocable to the land).  When it was worth $160,000 ($20,000 of which was allocable to the land), they moved out and put it up for sale, but not for rent, for $170,000.

a. May they take deductions for expenses and depreciation on the residence, what type of expenses would qualify?  Yes, per the Lowry case.  Management and maintenance expenses would be deductible such as cleaning, lawn care, and minor repairs.  Can take these deductions per Section 165(c)(2) and depreciation per Section 167

b. Assume instead that they rented the property and properly took $10,000 of depreciations on it.  What result if they subsequently sell the property for:

i. $145,000 – AB is $150,000 ($130,00o for the vacation residence and $20,000 allocable to the land). Basis for depreciation is the FMV at the date of conversion per Reg. 1-167(g)-1, so the loss realized per Section 1001(a) is $5,000

ii. $175,000 – AB is $170,000 ($180,000 less $10,000) depreciation) and the gain realized per Section 1001(a) is $5,000.  NOTE:  you do not use the lower FMV at the date o f conversion when computing a gain, it is only used for a LOSS per Reg. 1.165-9(b)(2).

iii. $165,000 – AB is $150,000 and the gain realized per Section 1001(a) is $0 because it falls in between the gain or loss similar to Section 1015

c. What result in (b)(2), above, if the property had been Homeowner;s principal residence, they had owned it and used it for 4 of the prior 5 years, and the deprecations was taken after May 6, 1997?  Section 121(d)(6) will apply, Recognition of Gain Attributable to Depreciation.  To the extent depreciation is allowed after 5/6/97, with respect to a principal residence, gain must be recognized and only gain in excess of that amount qualifies for § 121 exclusion, so $5,000 (the amount of depreciation taken) is recognized at income per Section 1001(c). 

Problems on Pages 490-491

3. Taxpayers purchase a home in 1998, which they use as their principal residence.  Unless otherwise stated, they obtain a loans secured by the residence and use the proceeds to acquire the residence.  What portion of the interest paid on such loan may Taxpayers deduct in the following situations?

a. The purchase price and FMV of the home is $350,000.  Taxpayers obtain a mortgage for $250,000 of the purchase price.  The interest on the $250,000 mortgage is deductible per Section 163(h)(2)(D) as home acquisition indebtedness.

b. The facts are the same ins (a), above, except that Taxpayers by 2000 have reduced the outstanding principal balance of the 1998 mortgage to $200,000 and the FMV of the residence has increased to $400,000.  In 2000, Taxpayers take out a second mortgage for $100,000 secured by their residence to add a fourth bedroom and a den to the residence.  Per Section 163(h)(3)(B)(i), this will be considered home acquisition indebtedness because the loan proceeds were used to substantially improve the home.

c. The facts are the same as in (b), above, except that Taxpayers use the proceeds of the $100,000 to buy a Ferrari.  Per 163(h)(3)(c), this will be considered home equity indebtedness and it does not matter that the loan proceeds were not spent on the home, the money can be spent on anything.

d. The facts are the same as in (a), above.  By 2010, Taxpayers have paid off $200,000 of the $250,000 1998 mortgage and the residence is worth $500,000.  In 2010, Taxpayers borrow $200,000 on the residence, $50,000 of which is used to pay off the remaining balance of the 1998 loan and the remainder is used to pay personal debts.  The $50,000 used to pay off the 1998 mortgage will be considered home acquisition indebtedness per Section 163(h)(2)(D) and $100,000 of the $200,000 loan will be considered home equity indebtedness and the remaining $50,000 will be non-deductible personal interest per § 163(h).

e. The facts are the same as in (a), above, but additionally, toward the end of 1998, Taxpayers’ financial prospects improve dramatically and they purchase a luxury vacation residence in Florida for its FMV of $1,250,000.  They finance $950,000 of the purchase price with a note secured by a mortgage on the Florida house, use the house 45 days of the year, and elect to treat the residence as a qualified residence.  Taxpayers mortgage loans total $1.2M and they will have $1.0M of home acquisition indebtedness per Section 163(h)(2)(D) and $100K will be considered home equity indebtedness per Section 163(h)(3)(c)(i)(I &II) and $100K will be non-deductible personal interest per Section 163(h).

f. The facts are the same as in (a), above, except that the year of acquisition of the $350,000 residence subject to the $250,000 mortgage was 1985.  In addition, instead of using all of the loan proceeds to purchase the residence, Taxpayers applied $200,000 toward its cost and used the other $50,000 of the proceeds to buy a sailboat.  By 1998, Taxpayers have reduced the outstanding principal of the 1985 loan to $175,000.  In that year, they refinance the property (now worth $500,000) with a loan for $300,000, which is secured by the residence.  They use $175,000 of the proceeds from the 1998 loan to pay off the balance of the 1985 loan and the remaining $125,000 to pay off their children’s education loans.  $175,000 is home acquisition s indebtedness and $100,000 is home equity indebtedness and the interest associated with both is deductible and $25,000 is non-deductible interest per Section 163(h).  See 163(h)(3)(D)(iii)(I).

4. Single Taxpayer, T, who graduated form law school in 1998, pays $2,000 of interest in 1999 on qualified educational loans.

a. If T has $40,000 of modified adjusted gross income in 1999 what amount of interest can T deduct?  $1,500 per §221(b)(1).

b. Same as (a) above, except T has $50,000 of modified AGI in 1999.  $500 is deductible and $1000 is excluded per Section 221(b)(2)(B), Amount of Reduction (from the deduction which is $1,000).

c. Same as (a), above, except T is married and T and Spouse file a join return and have $80,00 of modified AGI in 1999.  $0 deduction per Section 221(b)(2)(B).

d. Same as (a), above, except T is currently a law student with $10,000 modified AGI who elects to pay the $2,000 of interest that accrues on T’s loan in 1999.  Non-deductible because the interest payment must be “required” per Section 221(d).

e. Same as (a) above, except that after 24 months of payment sin 1999 and 2000, T returns to school for an LL.M. degree for 12 months incurring further loans and making interest payments after 2001 of $2,500 for 36 months in years with T’s modified AGI is $40,000 in each year.  $2,500 is deductible per § 221(b)(1) and per § 221(d) the payments do not have to be consecutive.

f. Same as (e), above, except that T’s modified adjusted gross income is $80,000 in each year.  $0 deduction per § 221(b)(2)(B)(i)(II).

Problems on Page 495

1. Which of the following taxes would be deductible under Section 164?

a. A state sales tax imposed at a single rate on sellers but required to be separately stated and paid by purchasers to sellers, applicable to retail sales of any property except food, clothing, and medicine.  If this can be characterized as expenses for carrying on a trade or business then the taxes may be deductible per Section 212.

b. A state real property tax of $1,00 for which A became liable as owner of Blackacre on January 1st, but which B agreed to pay half of when he acquired Blackacre from A on July 1st.  A will have a $500 deduction per Section 164(d)(1)(A) and B will have a $500 deduction per Section 164(d)(1)(B).

c. A state income tax.  Is deductible per Section 164(a)(3).

d. The Federal Income Tax.  Is not deductible per Section 275(a)(1).

e. A state gasoline tax imposed on consumers.  Is not deductible because it is not listed as one of the deductible taxes in Section 164.

2. Son who I s still in college owns substantial securities.  Father, when paying his own intangibles tax to State X, pays the intangibles tax due by Son?

a. May Father deduct the tax paid?  No, because taxes are only deducible by the party on which they are imposed.

b. Is it deductible by son?  No, because it is not one of the taxes listed in Section 164, the intangibles tax will probably be added to the basis of the securities (???).

Problems on Pages 534-535

1. Assume the following expenses are properly deductible.  Doe the deduction fall under Section 62, or may it be claimed only as a Section 63 deduction?

a. Employee, a policeman, purchases a new uniform at his own expense.  Section 63 (it is deductible per Section 162(a)).

b. Employee Salesman (not “outside”) pays the cost of entertaining purchasers in social circumstances that are directly related to her trade or business and is not reimbursed by Employer.  Section 63 ??? because Section 62(a)(2)(A) only applies only to “reimbursed” expenses of employees.

c. Same as (b) above, except that Employer reimburses Employee for the exact cost incurred.

i. How should Employee treat the expenses and reimbursement on her return?  Reg. 1.162-17(b)(1) and (e)(3).  What result to employer?  Per Reg. 1.162-17(b)(1) the employee does not have to report any reimbursement as income nor any deductions for business expenses as long reimbursement did not exceed the ordinary and necessary expenses paid by the employee and per Section 62(c)(1)&(2), the expenses must be substantiated and the employee cannot be reimbursed any excess over the expenses. The expenses will be a Section 62(a)(1) deduction to the Employer.

d. Same as (b) above, except the Employer, an individual, rather than Employee, entertained the purchasers.  Section 62(a)(1) deduction.  

e. Employee, at his own expense, pays $500 for a refresher course in Home Town to bring himself up to date on current business techniques relating to his employment.  Section 63(d), deduction is per Section 162(a).

f. Employee makes payments for medical expenses (§213) and charitable contributions (§170) and for taxes (§164) on her residence and interest (§163) on a note secured by a mortgage on the residence.  Section 63(d)

g. Same as (f), above, except that the taxes and interest relate to a residence that Employee rents to Tenant.  Section 62(a)(2)(4).

h. Employee has a loss on the sale of some stock that he held for investment. Section 62(a)(2)(3).

i. Employee deducts $1,000 of interest on student loans.  Section 62(a)(17)

j. Employer whose business is unincorporated, pays his state income taxes.  Section 62(a)(1).

k. Employer pays accountant $400 to prepare his federal income tax return, $150 of which is allocable to preparing the schedule related to the income from his sole proprietorship.  $150 is deductible per Section 62(a)(1) and $250 is deductible per Section 63(d).

l. Single pays ex-spouse $6,000 in alimony.  Is this within the common thread of Section 62 deductions? 

m. Employee incurs properly deductible moving expenses.  Section 62(a)(15).

Problem on page 39

1. Lawyer has been practicing law in Town X and he and his family live in Suburb of Town X ten miles away.  He decides to open an office in Town Y.  Consequently he moves himself and his family to a home in Town Y.

a. How far away from Suburb must Town Y be located in order for Lawyer to be allowed a moving expense deduction?  Per Section 217(c)(1)(A), it must be at least 50 miles farther from his former residence than was his former principal place of work, so 60 miles is the answer because current residence is 10 miles from current work and it must be 50 miles farther than that.

b. How far away from Suburb must Town Y be located in order for Lawyer to be allowed a moving expense deduction if Lawyer has just graduated from law school in Town X and he was not employed?  50 miles per Section 217(c)(1)(B)

c. Assuming Lawyer is a sole practitioner what time requirements are imposed on him in order for Section 217 to apply?  He must work 78 weeks over the first two years per Section 217(c)(2)(B)

d. What difference in result (c), above, if lawyer joins a firm in Town Y as a partner?  Same result.

e. What difference in result (c), above, if Lawyer goes to work for a firm in Town Y but as an associate instead of a partner?  He must work 39 weeks over the first year per Section 217(c)(2)(A). 

f.   Assuming the necessary time and distance requirements are met, and that a joint return is files, what is the amount of Lawyer’s § 217 deduction if he incurs the following expenses:  $400 in moving his family’s belongings; $150 in transporting his family; and $100 in lodging and $200 in meals in conjunction with transporting the family?  $650 is deductible per Section 217(b)(1)(A), the moving of household goods, and Section 217(b)(1)(B), traveling between residences including lodging.  The meals are not deductible per the flush language of Section 21(b).

g. Is there a difference in the result in (f), above, if Lawyer’s spouse also takes a job in Town Y and meets the necessary time and distance requirements?

h. If Lawyer’s firm reimburses Lawyer for $850 of his expenses in the year they are incurred, what tax consequences will the reimbursement have?  There are no tax consequences because the reimbursement will be included in gross income and the taxpayer will be able to deduct the same amount to get to AGI.

Problems on Page 551-552

1. Divorced Homeowner, who received neither alimony nor other support payments from her former husband, fully supported her 20-year-old Daughter who had no income, lived with Homeowner and was a dependent of Homeowner installed a central air conditioning system at a cost of $4,100, which Dr. Watson said was an elementary requirement is caring for Daughter’s respiratory problems.  After installation, Homeowner’s home had increased in value to by $2,100.  Other medical expenses paid during the year by Homeowner and Daughter consisted of prescription medicine in the amount of $320 and doctors’ bills in the amount of $400.  Late in the year, she also paid $300 in premiums for health and accident insurance by received not reimbursements under the policy that year.

a. If Homeowner’s adjusted gross income is $12,000 for the year what will be the amount of her medical expenses deduction?  $.  7.5% of $12,000 is $900 and the difference between the amount expended for the air conditioner, $4,100, and the increase in value to the home, $2,100, is $2,000; therefore $1,100 of the air conditioner is deductible as an expense per Section 213.  Total medical expenses are the $2,000 from the air conditioner, $320 for prescriptions, $400 for doctors’ bills, and $300 for insurance premiums for a total of $3,020 that is reduced by the floor of $900, for deductible medical expenses of $2,120. The expenses are being made for the 20 year old and if she is a dependent the expenses will qualify as medical expense deduction.  Reg. 1.213(1)(e)(iii) and the medicine is covered under Sections 213(b) and 213(d)(3), and the doctor bills are deductible per Sections 213(a) and 213(d)(1)(A), and the insurance Sections 213(a) NS 213(d)(1)(D)

b. Would it make better sense and, if so, be possible under the present statute to allow a deduction of $400 per year for the air conditioning expenditure, assuming the system has a 5year life?  It may make better sense from a matching of expense to the wear and tear of the asset.  But the air conditioner was used to improve a larger capital asset and became a part of that asset which is why is should not be expenses.  Problem 1(b) you cannot expense over the life of the central air conditioner because it is the home that was improved and it is a capital asset.

c. If in the current year Homeowner incurs maintenance expenses of $300 on the air conditioning system can that be taken into account as a medical expense?  Would $150 deduction for those expenses be more supportable assuming, of course, Daughter is still there and still asthmatic?  Perhaps.  And what about an estimate that $400 of the year’s electricity bill is attributable to running the air conditioning system?  The electricity and maintenance would be a deductible medical expense.

2. A and B both went from their hometown to Big City on Business, each planning to return the next day, which A did.  A incurred costs for transportation, meals, and lodging in the amount of $200.  B, however, became ill at the end of his business day and remained in his hotel for two extra days until he was well enough to return home.  His expenses, which without the illness would have been the same as A’s, came to $300.  What may B deduct, and on what authority.  B should deduct the entire $300 as expenses incurred in carrying on a trade or business per Section 162.

3. Sickly made frequent visits to his Psychiatrist.  Late in the year he sent the doctor $6,000, indicating that it was to apply against future charges for services.  Wobbly checked into a retirement home in the same year. She paid the home $20,000 for the lifetime right to live in the home and receive care, including medical care.  The home gave here a statement indicting, appropriately that $6,000 of the charge was for medical care.  May either Sickly or Wobbly deduct the $6,000 payments?  The service does not allow a taxpayer to pre-pay medical expenses and then deduct those expenses in the year they are pre-paid.  If an amount is paid for a lifetime contract with a retirement home, the amount associated with the medical care that will be given is deductible in the current year because it is considered a payment of insurance.

Problems on Pages 555-557

1. In the following parts of this question, state the number of deductions for personal exemptions available.  The following facts may be assumed unless otherwise indicated:  T was married; T’s spouse had no gross income during the year and was not a dependent of any other person; and T files a separate return.  Treat each part separately unless otherwise indicated.

a. T married H on December 31, and H’s only income for the year was $50 of interest on tax exempt bonds.  T will have 2 deductions for personal exemptions per Section ?? because H has no gross income per Section ?

b. Same as (a), above, except that on December 31 H also received $100 as a wedding present from Uncle U.  Twill have 2 deductions for personal exemptions per Section ?? because the gift does not result in income to H per Section 102(a).

c. Same as (a), above, except that the $50 gift was from the sale of the bonds in (a), above.  T will have 1 deduction for personal exemptions (for himself) because H had gross income from a gain on the sale or disposition of property per Section 1001(c) and 61(?).

d. Under the facts of (c), above, may T claim a dependency exemption for H if a spousal exemption is foreclosed?  No, a spouse can only be an exemption and not a dependent per Section ??

2. In each of the following parts state whether T was entitled to a “dependency” exemption for the particular person (i.e., X) involved.  Assume the following facts for each of these parts, unless otherwise indicated:  the taxable year is 1989; T was married but filed a separate return; and T furnished over one-half of the support for the particular person involved.  Also assume, unless otherwise indicated, that such person earned less than $2,000 gross income during the year, and did not live with T.  Treat each part separately unless indicated otherwise.

a. X was T’s wife’s brother.  T is entitled to a dependency exemption per Section 152(?)

b. Same as (a) above), but assume further that:

i. T’s wife dies the year before.  T is entitled to a dependency exemption per Section 152(?) because it is still his brother-in-law.

ii. T and W were divorced the year before.

c. X was T’s wife’s sister’s husband.  T will NOT be entitled to dependency exemption per Section 152(?).

d. Same as (c), above, except that X lived with T the entire year.  T will be entitled a dependency per Section 152(?).

e. X is T’s son who will be 19 next January 1st and who earned $2,000 from summer jobs during the year but who was a full time college student, except in the summer.  See Reg. § 1.151-1(c)(2).  T will be entitled to a dependency exemption per Section ??.

f. X is T’s 18 year old daughter who had only $500 of gross income during the year, but who married Y during the year with whom she files a joint return.  T will not be entitled to a dependency exemption per Section ??.

g. Do not do this problem.

h. X was T’s 18 year old son for whom T contributed $2,000 in support while X, who had no gross income, applied $3,000 out of gifts from Uncle U to his support.  T will NOT be entitled to a dependency exemption because he did not provide for over half of X’s support per Section ??

i. Same as (h), above, except that X’s only contribution to his own support was a $3,000 scholarship enabling him to attend Embraceable U.  T will be entitled to dependency exemption per Section ??

3. T’s father, X, has not gross income, was supported in the current year by T, T’s two brothers (A and B), and C, and unrelated friend.  A total of $4,000 was spent for the father’s support, which was contributed in the following proportions by the above persons:  X, 15%; T, 25%; A, 20%, B, 10%; and C, 30%.  Which of these persons, if any, is entitled to claim X as a dependent and what procedures must they follow?  T and A are entitled to claim X as a dependent under a multiple support agreement because they contributed over 10% to X’s support and they are related to X per Section ??  They must file the appropriate documentation with their tax return per Section ??

4. W, upon graduation from law school, decides to divorce H after 3 years of marriage.  The divorce becomes final in the current year and W is awarded custody of their son H, Jr.  Who is entitled to the dependency deduction in the following circumstances?

a. W furnished 40% of Jr.’s support and H furnishes 60%?  W is entitled to the dependency exemption because she is the custodial parent per Section ??.

b. Same as (a), above, except that W waives claiming any dependency exemption.  H will be entitled to the dependency exemption per Section ?? 

c. Same as (a), above, except hat Jr. lives with Grandpa for 9 months out of the year.  W is entitled to the dependency exemption because she is the custodial parent.

Problems on Pages 560-561

1. Single Taxpayer in the current year has $20,000 of adjusted gross income, a single personal exemption, and the following allowable itemized deductions:  $1,000 in interest, $500 in taxes, $1,500 in unreimbursed travel expenses, $200 in tax preparation fees, and $300 bar association dues.  For simplicity, assume that there are no inflation adjustments after 1988.  See 63(c)(4), 151(d)(4).

a. What is Taxpayer’s taxable income for the current year?

b. What difference in result in (a), above, if Taxpayer’s 65th birthday in January 1st of the succeeding year?  See Reg. § 1.151-1(c)(2).

c. What difference in result under the facts of (a), above, if Taxpayer is a married couple filing a joint return.

d. What difference in result under (a), above, if Taxpayers’ deductible interest is $4,000 rather than $1,000.

2. T, who is single, a child of X and a full-time law student has gross investment income of $4,000 in the current year and no § 62 or itemized deductions.  For simplicity assume that there are no inflation adjustments after 1988.  See §§ 63(c)(4), 151(d)(4).  X properly claims T as a dependent for the year.

a. What is T’s taxable income, if any, for the current year?

b. What difference in result in (a), above, if instead T has $1,000 of earned income (§ 911(b)) and $3,000 of investment income?

c. What difference in result in (a), above, if instead T has $4,000 of earned income and no investment income?

d. What results in (a)-(c) above, if X neglects to claim T as a dependent?

3. X, Y, and Z supported their father F who lived alone but had no income.  In the current year X paid $2,000 for Father’s food. Y paid $2,000 for Father’s lodging, and Z paid $2,000 for doctor and hospital expenses for Father.  Under a multiple support agreement, X claimed Father as a dependent.  What do you need to know to determine whether that was a serious mistake?  If that was the total amount spent on Father’s support, if anyone else contributed to Father’s support, and if Father contributed to his own support.

Problems on Page 747-748

1. Hotchpot engaged in (or encountered) the following transactions (or events) in the current year.  Determine separately for each part (a) through (i) how the matters indicated will be characterized for the current year, assuming in all parts other than (g)-(i) that § 1231(c) is inapplicable.

a. Hotchpot sells some land used in his business for $20,000.  It had cost him $10,000.  He also receives $16,000 when the state condemns some other land that he had purchased for $18,000 three years ago which he has leased to a third person.  Section 1231 is applicable only to property connected with a trade or business or a profit-seeking activity.  The land used in business has an AB of $10,000 and an AR of $20,000 for an amount realized and recognized of $10,000; however, and it is a Section 1231 gain per Section 1231(a).  The $16,000 AR he received on the condemnation is a mandatory conversion per Section 1231(a)(3)(A)(ii) and the AB is $18,000 so he has a loss of $2,000 from the property he leases (which is for the production of income) which is realized and recognized (after determining deductibility under Section 165) and then characterized.  Since the gains ($10,000) exceed the losses ($2,000), all the gains and losses are treated as long-term capital gains and losses per Section 1231(a)(1), the characterization process.

b. Same as (a), above, including the same bases, except that both pieces of land were inherited from Hotchpot’s Uncle who died three months before the dispositions.  At Uncle’s death, the business land is worth $16,000 and the leased land is worth $18,000.  Hotchpot gets Uncle’s stepped up bases based on FMV at the time of death of $16,000 and $18,000 per Section 1014 and he has AR’s of $20,000 and $16,000 respectively so he has a realized gain of $4,000 on the business property and a $2,000 loss on the leased property.  Both will get long term treatment per Section 1223(11), which grants the beneficiary long-term capital gain treatment.

c. Hotchpot sells a building used for several years in his business, which he depreciated under the straight-line method.  The sale price is $15,000 and the adjusted basis is $5,000.  His two-year-old car, used exclusively in business, is totally destroyed in a fire.  The car had a $6,000 adjusted basis but it was worth $8,000 prior to the fire.  He received $4,000 in insurance proceeds.  The AR realized on the car is $15,000 and the AB is $5,000 for a gain realized and recognized of $10,000, which must be characterized.  The AB of the car is $6,000 and the AR is $4,000 for a loss realized and recognized (after determining deductibility under Section 165) that must then be characterized as either short-term or long-term.  Since the car was destroyed in a fire it is an involuntary conversion per Section 1231(a)(3)(A)(ii).  Since the gains ($10,000) exceed the losses ($2,000) both the gains and losses will be characterized as long-term capital gains and losses per Section 1231(a)(1).  However, the casualty loss on the car would not move into the main hotchpot per Section 1231(a)(4)(C), which provides that before any gains and losses form involunatyr conversions (fire, storm, or theft, etc.) are to be included into the main hotchpot, gains from such conversions must equal or exceed losses from such conversions.  Since we have no subhotchpot gains the loss on the car will not move into the main hotchpot and the car loss of $2,000 remains an ordinary loss and the $10,000 gain on the business property still exceeds losses and will be considered LTCG per Section 1231(a)(1).  

d. In addition to the building and the car in (c), above, assume that Hotchpot has a painting he had purchased two years ago, which was held in connection with his business (USED IN A TRADE OR BUSINESS??) and which was also destroyed in the fire.  The painting had been purchased for $4,000 and he received $8,000 in insurance proceeds.  If the painting is considered to be used in his trade or business, it will be considered a Section 1231 asset.  The AB of the painting is $4,000 and the AR is $8,000 which results in a gain that is realized and recognized and that must be characterized.  Now we have subhotchpot gains ($4,000) exceeding subhotchpot losses ($2,000) and the gains and losses will move into the main hotschpot per Section 1231(a)(4)(C).  In the main hotchpot, we now we have gains totaling $14,000 (from the painting and the land) and losses totaling $2,000 (for the car) and since gains exceed losses they will be characterized as long-term capital gains per Section 1231(a)(1).

e. In addition to the building sale, car loss, and painting gain in (c) and (d), above, assume Hotchpot sells land used for several years in his business for $30,000.  The land, which he had hoped to contain oil had been purchased for $50,000.  The loss realized, deductible, and recognized of $20,000 when combined with the loss from the car of $2,000 now exceeds the gain from the other business property of $10,000 and the gain from the painting of $4,000 so that Section 1231(a)(2) applies and all the gains and losses are considered ordinary.

f. Would Hotchpot be pleased if Commissioner successfully alleged that the land in problem (e), above, was held as an investment rather than for use in Hotchpot’s business.  No, Hotchpot wants to take all of the loss in the current year if he has income to net it against, so he would like for it to be ordinary loss in that situation.  If, however, he has no income to net it against he may be pleased if it is investment income and considered a capital asset because he will be allowed a carryover and can net the loss against future income like the Wasnoks were trying to do.

g. What result under the facts of (d), above (building gain, car loss, and painting gains), if four years before the fire Hotchpot had had a $5,000 net § 1231 loss and three years before a $3,000 net § 1231 loss and he had had not other § 1231 transactions in other years.  You have $14,000 of gain and $2,000 of loss in the main hotchpot, but it will be ordinary income to the extent of taxpayer’s unrecaptured § 1232 loss in preceding years that totals $8,000 so you will have $6,000 of § 1231 gain (LTCG) in the current year and $8,000 of ordinary income or gain and  $2,000 of LTCG from Section 1231 in the current year.  You will have wiped out all the prior year § 1231 losses.  This is per the Section 1231(c), Lookback Recapture Rule.

h. Same as (g), above, except that in addition two years before the tax year Hotchpot had a net $6,000 §1231 loss.  He will have $14,000 of ordinary income or losses from the current year’s main hotchpot.

i. Same as (h), above except that one year before the tax year Hotchpot had had a $10,000 net § 1231 gain.  The prior year’s $10,000 net §1231 gains wipes out $10,000K of the prior years’ § 1231 net losses which would leave $4,000 remaining that would require $4,000 of the current year’s main hotchpot gain being characterized as ordinary gain or income and $10,000 being characterized as LTCG.

2.

3.  Merchant who has been in business for four years sells her sole proprietorship consisting of the following assets, all of which except for the inventory have been held for more than one year.  Merchant also agrees, for an additional $10,000 that she will not compete in the same geographical area during the succeeding ten years.

a. Disregarding any considerations of §§ 1245 and 1250, which are considered in the succeeding subchapters of the text, what are the tax consequences to Merchant on her sale of the Business for $100,000?  The $8K realized and recognized from the sale of the Inventory will be considered ordinary income per the Williams v. McGowan case.  Goodwill is depreciable so it is not a capital asset but it is capital gain per Section 1231.  There is a $10K loss from the sale of the land used in business and a $5K gain on the building used in business and a $2K gain on the sale of the machinery and equipment.  The not to compete agreement will generate $10K of ordinary income.  Therefore there is a potential LTCG of $27K and a LTCL of $10K.  Per Section 1231(a)(1) if LTCG exceed LTCL, then both the gains and the losses will be considered long-term.  So you will have $18K of ordinary income (from the sale of the inventory and the not to compete agreement) and you will have $27K of LTCG (goodwill, building, and machinery and equipment) and $10K LTCL from the sale of the land.   

b. What difference in result if Merchant’s business has always been incorporated she is the sole shareholder, and she has a $70,000 basis in the stock which she sells for $90,000, assuming that she is again paid an additional $10,000 for her covenant not to compete?  Merchant will have $20K of capital gain on the stock because stock is a capital asset.  The $10K generated from the not-to-compete agreement will be ordinary income to Merchant.  
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