
2 Individual and Small Business
Problems

Problem 1: Depreciation of Equipment Used for Both Farm and
Nonfarm Purposes

Facts.   Troy West has two businessesfarming and an aerial spraying business.  He bought a
four-wheel drive pickup truck on June 4, 1997, that he uses in both businesses. From mileage records
kept, the truck was used 73% for the farming business and 27% for the spraying business in 1997. Troy
bought the truck outright (no trade-in) for $26,000. The truck has an unloaded gross vehicle weight
(GVW) rating of 6,500 pounds.

Question.   What is the maximum amount of depreciation and §179 deduction allowable on the truck for
1997?

Answer.   Since the truck is used for both a farming and a nonfarming business, different depreciation 
method rules apply. The easiest, though technically not correct, way to handle this situation would be to
place the truck on the farm depreciation schedule and ignore the fact that it is a dual-purpose vehicle.

But since the question asks for the maximum amount of depreciation (MACRS) and the §179
deductions allowable, the proper allocation of the $26,000 cost to the two businesses should be made.

Schedule F (Farming Business) Computations

$26,000 cost × 73% farm use percentage = $18,980
Less: Maximum §179 deduction for 1997 (18,000)
Balance left for MACRS deduction $ 980
1997 MACRS deduction ($980 × 15% first-year MACRS rate) 147

Notes:
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1. The maximum §179 deduction of $18,000 is allowable since the vehicle's loaded GVW rating
exceeds 6,000 pounds.

2. The MACRS deduction of $147 for 1997 is calculated using a five-year recovery period, 150%
declining balance method, and the half-year convention (Table A-14 in the 1996 IRS Pub. #946,
"How To Depreciate Property").  The 150% declining balance method over the normal GDS
recovery period produces the maximum allowable MACRS deduction for property placed in
service after 1988 in a farming business.

Schedule C (Aerial Spraying Business) Computations

$26,000 cost × 27% spraying business use = $7,020
1997 MACRS deduction ($7,020 × 20% first-year MACRS rate) 1,404

Note: The MACRS deduction of $1,404 for 1997 is calculated using a five-year recovery period, 200%
declining balance method, and the half-year convention (Table A-1 in the 1996 IRS Pub. #946, "How To
Depreciate Property").

Summary.   The answer to the question is $19,551 consisting of

1. The maximum §179 deduction elected for Schedule F $18,000
2. The MACRS deduction for Schedule F 147
3. The MACRS deduction for Schedule C 1,404
Maximum MACRS and §179 deductions for 1997: $19,551

Problem 2: Vacation Home Tax Rules

I.R.C. §280A limits the otherwise deductible expenses incurred in connection with the rental of a
vacation home. This disallowance section is complicated. The rationale of §280A is based on a strict
"number of days of personal use" (the Code language is "used by the taxpayer as a residence") theory.
The greater the "personal use" of the vacation home, the better the chance is that expenses will be
limited.

Note: The disallowance rules apply to individuals, trusts, estates, partnerships, and S corporations. They
do not apply to C corporations.

One of the keys in properly applying these complicated rules is to determine

1. The number of days the dwelling unit is rented during the year at a fair rental price, and
2. The number of days the dwelling unit is used during the year for personal use (used as a
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Personal use days include the following:

1. Days that the taxpayer uses the dwelling unit for personal use. However, do not count any day that
is spent substantially full-time repairing or maintaining the dwelling unit.

2. Days that the dwelling unit is used by a spouse, child, grandchild, mother, father,
grandparents, brother, sister, half-brother, or half-sister.

Note: The rules for (2) above are further complicated by an exception best explained by examples [I.R.C.
§280A(d)(3)]:

Example 1.   Your grandfather uses your condo in Arizona for 10 days in January. You charge him no
rent for the use of the condo you own. Count the 10 days as your personal use days.

Example 2.   Same facts as in Example 1 except that grandfather pays you a fair rental price for the 10
days. His main home is in Des Moines, IA. Count the 10 days as your personal use days.

Example 3.   You rent your condo in Arizona for the last seven months of your tax year to your
grandfather. He formerly lived in Des Moines, IA. He sold his main home there and began to rent your
condo on May 1. He pays you a fair rental price. Do not count the last seven months as your personal
use days.

3. Days that the dwelling unit is used by someone else under a reciprocal arrangement that lets
you use some other dwelling unit. For example, you own a condo in Arizona and your co-worker
owns a beach house in Michigan. The co-worker uses your condo for 12 days in December 1997
for no charge, and you use his beach house for eight days in August 1997 for no charge (reciprocal
arrangement). Count the 12 days as your personal use days.

4. Days that the dwelling unit is rented at less than a fair rental price.
5. Days that the dwelling unit is used by a person who has an ownership interest in it. However, there

is an exception for a co-owner who uses the unit as his or her main home under a shared
equity financing agreement.

If the dwelling unit is both used for personal use and rented during the year, the expenses must be
divided between personal use and rental use.

Used As a Home

The dwelling unit is considered to be used as a home during the year if it is used for personal use
more than the greater of

1. 14 days, or
2. 10% of the total days it is rented to others at a fair rental price.

Example 4.   You converted the basement of your home into an apartment with a bedroom,
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bathroom, and small kitchen. You rent the apartment at a fair rental price to a college student during the
regular school year. You rent to the student on a nine-month (273-day) lease.

During the summer, your brother stays with you for a month (30 days) and lives in the apartment rent
free.

Your basement apartment is used as a home because you use it for personal use for 30 days. 30 days is 
more than the greater of 14 days or 10% of the total days it is rented.

Note: Since it was rented for 273 days, 10% of 273 is 27.3 days.  The personal use of 30 days exceeds
27.3 days (the greater of 14 days or 10% of the 273 total rental days).

Example 5.   You rent out the guest bedroom in your home at a fair rental price during the summer
tourist season for a total of 27 days. Your sister stays in the room rent free for 21 days during the year.

The room is used as a home because the personal use is 21 days, which is more than the greater of 14
days or 10% of the days rented (10% of the 27 rental days is 2.7 days).

Rules When Dwelling Unit Has Not Been Used as a Home

The determination of whether the dwelling unit has or has not been used as a home is vital. If it has not
been used as a home during the year, expenses are divided between personal use and rental use based
on the number of days it was used for each purpose.  Rental losses are allowable on Schedule E
subject to the passive loss rules for rental real estate activities.

The personal use portion of taxes and casualty losses are deductible on Schedule A if applicable.

Practitioner Caution. The personal use portion of interest is deductible as home mortgage interest only
if the dwelling has been used as a home during the year (the greater of the 14-day or 10% test). If the
dwelling has been used as a home, the personal use portion of the interest could be deducted as
mortgage interest for a qualifying second residence.

If the dwelling has not been used as a home, the personal use portion of the interest is not deductible as
home mortgage interest on Schedule A [Temp. Treas. Reg. §1.163-10T(p)(3)(c)(iii)]. Instead, the
residence is considered to be rental property rather than a second home. Thus, the passive activity
rules would apply.

Rules when Dwelling Unit Has Been Used as a Home

Once the total number of days rented at a fair rental price and the number of days of personal use are
ascertained, the following general rules can be used if the property has been used as a home.

General Rule #1

Applies when the number of days rented at a fair rental price is less than 15 days in the tax year.
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If the is the case, the dwelling unit is treated as a residence (home) and not as rental property. Any
rental income received is excludable. Similarly, any expenses incurred during the period of the temporary
rental are not deductible. However, interest, real estate taxes, and casualty losses for the dwelling unit
may be deducted on Schedule A if applicable.

Note: See Question 20 in the Non−Agriculture-Related section of Chapter 5 for more information about
this loophole, which was not closed by either the 1996 or the more recent 1997 tax legislation.

General Rule #2

Applies when the number of days rented at a fair rental price is 15 days or more in the tax year.

If a dwelling unit is used both as a home and as rental property during the tax year and it is rented at a fair
rental price for 15 days or more, the expense limitations of I.R.C. §280A will apply if there is a net rental
loss.

Divide expenses for the dwelling unit between the personal use and rental use based on the number of
days used for each purpose.

If there is a net profit from the rental activity for the year (rental income exceeds total prorated rental
expenses, including depreciation), all prorated rental expenses are deductible. Use Schedule E to
report the rental income and expenses.

If, however, there is a net loss from the rental activity for the year (rental income is less than prorated
rental expenses, including depreciation), there is a limit on the amounts than can be deducted for certain
rental expenses [Treas. Reg. §1.280A-2(i)(5)].

This limitation ensures that the prorated rental expenses are used to offset only rental income. If the total
of the expenses exceeds rental income, the excess cannot be used to offset income from other sources.
However, the excess and disallowed rental expenses of the current tax year can be carried forward to
the next tax year, where they will be treated as rental expenses for the next year. The excess expenses
that are carried forward can be deducted only up to the amount of rental income for the next year, even if
the dwelling unit is not used as a home in the next year.

Example Explaining the Limitation Rules of General Rule #2.   Jed North
owns a vacation cabin in Michigan. It is his qualifying second residence for purposes of deducting home
mortgage interest.  He used it for eight days in August 1997 for his annual fishing vacation. His parents
used it rent free for seven days in July 1997 for the same purpose. He rented it at a fair rental price to
two friends in June and July 1997. The rental income facts are as follows:

Tenant Number of Days Rented Rent Received
#1 14 $250
#2 10 200
Totals 24 450
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Question 1.   Is Jed's cabin used as a home in 1997?

Answer 1.   Yes. the number of personal use days is 15 as it includes the seven days used rent free by
Jed's parents. Fifteen is more than the greater of 14 days or 10% of the total days it was rented (10% of
24 is 2.4 days).

Following are the 1997 expenses for the cabin:

Item Total Personal Use Amount
(14/38--IRS Method)

Rental Amount (24/38--IRS
Method)

Mortgage
interest

$700 $269 (IRS method) $431 (IRS method)

Real estate taxes 370 142 (IRS method) 228 (IRS method)
Repairs 100 38 (no dispute) 62 (no dispute)
Utilities 120 46 (no dispute) 74 (no dispute)
Insurance 100 38 (no dispute) 62 (no dispute)
Depreciation 545 None (N/A) 335 (no dispute)
Totals $1,935 $533 $1,192

Note: The IRS uses the following formula to allocate expenses between personal use and rental use
amounts:

(Number of days rented at a fair rental price)/(Total of number of days rented plus personal use days)

The IRS applies this formula to all expenses, including interest and taxes, but the Tax Court and two
Appeals Courts (the 9th and 10th Circuits) apply a daily formula for interest and taxes only. See D.D.
Bolton (CA-9, 82-2 USTC ¶9699) and E.G. McKinney (CA-10, 83-2 USTC ¶9655) for authority.
Using the Tax Court formula results in the following allocation of Jed's interest and taxes:

Item Total Personal Use Amount
(341/365 Daily Method Used

by Tax Court)

Rental Amount (24/365 
Daily Method Used by Tax

Court)
Interest $700 $654 $46
Taxes 370 346 24
Totals $1,070 $1,000 $70

Using the Tax Court method of allocating interest and taxes, the worksheet (Table 1-2, which follows)
from IRS Pub. #527, "Residential Rental Property," is completed as shown.

Note: Jed will be able to deduct the following on his 1997 Schedule A for cabin expenses if he itemizes:

Schedule A Line
Number

Item Amount

6 Real estate taxes $346
10 Home mortgage interest 654
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The Tax Court formula is generally more favorable to taxpayers as it results in

1. More depreciation to be used to offset rental income, and
2. Larger deductions for the personal portion of interest and taxes on Schedule A if the taxpayer

itemizes
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*Tax Court formula used rather than IRS formula.

Problem 3: Verification of Gambling Losses

A problem facing practitioners is how to treat real or alleged gambling losses of clients with Forms
W-2G for gambling winnings. In many cases, the clients will insist that their losses exceed the total of
amounts reported on Form W-2G. This problem is more common with the proliferation of various types
of legalized gambling.

This is an area that can create friction between the client and the preparer. However, the rules are very
clear. Revenue Procedure 77-29 (1977-2 C.B. 538) was written by the IRS to specifically address the
required documentation to support a deduction for gambling losses. The full contents of the Revenue
Procedure follow:

SEC. 3. PROCEDURES

An accurate diary or similar record regularly maintained by the taxpayer, supplemented by verifiable
documentation, will usually be acceptable evidence for substantiation of wagering winnings and losses. In
general, the diary should contain at least the following information:

1. Date and type of specific wager or wagering activity.

2. Name of gambling establishment.

3. Address or location of gambling establishment.

4. Name(s) of other person(s) (if any) present with taxpayer at gambling establishment.

5. Amount(s) won or lost.

Verifiable documentation for gambling transactions includes but is not limited to Forms W-2G; Forms 5754.
Statement by Person Receiving Gambling Winnings; wagering tickets, canceled checks, credit records, bank
withdrawals, and statements of actual winnings or payment slips provided to the taxpayer by the gambling
establishment.

Where possible, the diary and available documentation generated with the placement and settlement of a wager
should be further supported by other documentation of the taxpayer's wagering activity or visit to a gambling
establishment. Such documentation includes, but is not limited to , hotel bills, airline tickets, gasoline credit
cards, canceled checks, credit records, bank deposits, and bank withdrawals.

Additional supporting evidence could also include affidavits or testimony from responsible gambling officials
regarding wagering activity.

With regard to specific wagering transactions, winnings and losses may be further supported by the following
items:

.01 KenoCopies of keno tickets purchased by the taxpayer and validated by the gambling establishment,
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copies of the taxpayer's casino credit records, and copies of the taxpayer's casino check cashing records.

.02 Slot Machines.A record of all winnings by date and time that the machine was played. (In Nevada, the
machine number is the number required by the State Gaming Commission and may or may not be displayed in
a prominent place on the machine. If not displayed on the machine, the number may be requested from the
casino operator.)

.03 Table Games: Twenty-One (Blackjack), Craps, Poker, Baccarat, Roulette, Wheel of Fortune, Etc.The
number of the table at which the taxpayer was playing. Casino credit card data indicating whether the credit
was issued in the pit or at the cashier's cage.

.04 BingoA record of the number of games played, cost of tickets purchased and amounts collected on
winning tickets. Supplemental records include any receipts from the casino, parlor, etc.

.05 Racing: Horse, Harness, Dog, Etc.A record of the races, entries, amounts of wagers, and amounts
collected on winning tickets and amounts lost on losing tickets. Supplemental records include unredeemed
tickets and payment records from the racetrack.

.06 LotteriesA record of ticket purchases, dates, winnings, and losses. Supplemental records include
unredeemed tickets, payments slips, and winnings statement.

SEC. 4. LIMITATIONS

The recordkeeping suggestions set forth above are intended as general guidelines to assist taxpayers in
establishing their reportable gambling gains and deductible gambling losses. While following these will enable
most taxpayers to meet their obligations under the Internal Revenue Code these guidelines cannot be all
inclusive and the tax liability of each depends on the facts and circumstances of particular situations.

It is suggested that practitioners show this Revenue Procedure to clients to try to convince them of what
constitutes credible evidence. This is a highly litigated issue as attested by over 100 Tax Court cases tried
as of September 1997.

Practitioner Caution. The strict and clear substantiation rules of Revenue Procedure 77-29 will in all
probability be used against your clients in an IRS examination. This is a difficult area. Most IRS
examiners will consider oral testimony by and the credibility of the taxpayer. If you believe your client is
credible, it may be helpful if you let the taxpayer relate his or her "story" to the IRS examiner. If, on the
other hand, your client is not credible and the required records are missing, you may decide to refuse to
prepare the tax return if the client insists that gambling losses exceed the winnings reported on Forms
W-2G.

Gambling Questions and Answers

Question 1.    What about travel and transportation expenses incurred by a taxpayer in connection with
W-2G gambling winnings? Are they deductible?

Facts.
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on the Ohio River gambling boat. They stayed in Metropolis for two nights. Charles and Rose kept the
required records provided in Rev. Proc. 77-29 to prove their gambling winnings and losses for the
three days they gambled. They are not professional gamblers.

Their records show the following:

Amount of Charles' total gambling winnings $5,724
Amount reported to Charles on two 1997 Forms W-2G 3,201
Amount of Charles' total gambling losses (2,910)
Amount of Rose's total gambling winnings 8,756
Amount reported to Rose on four 1997 Forms W-2G 6,400
Amount of Rose's total gambling losses (5,339)
Total amount of lodging and meals for both of them for the three-day period 270
Round-trip mileage from Indiana to Illinois (240 miles @ 31.5¢) 76

Answer 1.   The $270 in meals and lodging expenses and the $76 mileage expenses are not deductible on
their joint 1997 Form 1040. These expenses do not constitute "wagering losses" under I.R.C. §165(d).

Following are quotes from the Stanley B. and Rose M. Whitten Tax Court Case (T.C. Memo
1995-508). This case dealt with the transportation, meals, and lodging expenses for Mr. Whitten and his
family. They lived in Illinois and traveled to Los Angeles, where Mr. Whitten appeared as a contestant
for three days on the TV game show Wheel of Fortune. Mr. Whitten "won" $14,850 in cash prizes and a
vehicle on the show.

The respondent (IRS) characterizes these expenses either as nondeductible personal expenses under I.R.C.
§262 or as miscellaneous itemized deductions subject to the 2% AGI floor. We (the Tax Court) conclude that
wagering losses must be accounted for and reported separately from the expenses incurred in order to engage
in the underlying wagering transactions. We (the Tax Court) hold that the expenses incurred in order to
attend and participate in the "Wheel of Fortune" game show are at best expenses, deductible as a
miscellaneous itemized deduction under I.R.C. §67, rather than wagering losses under I.R.C. §165(d).

In so holding, we reject the contention that the expenses are tantamount to a bet or wager. Unlike a
wager or bet, Mr. Whitten and his family incurred the expenses in exchange for specific goods and services,
such as transportation, meals, and lodging.  Further, we doubt that Congress ever intended to allow casual
gamblers to treat expenses for transportation, meals, and lodging as anything other than either miscellaneous
itemized deductions or nondeductible personal expenses.

Note: In the facts for Question 1 above, Charles and Rose should report the following on their 1997 Form
1040:

Item Where reported Amount
Gambling winnings Line 21, Form 1040 $14,480 (5,724 + 8,756)
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(Other income)
Gambling Losses Line 27, Schedule A 8,249 (2,910 + 5,339)

See the examples of the completed 1997 Form 1040 (partial) and 1997 Schedule A (partial).
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Question 2.    If gambling winnings exceed gambling losses in a tax year, are the losses fully deductible
on Schedule A?

Answer 2.   Yes. The losses are not subject to the 2% AGI limitation.

Question 3   

Facts. My clients, a husband and wife, gamble heavily at the riverboats. They keep accurate records of
winnings and losses. In 1996, the husband had net gambling losses of over $10,000 and the wife had net
gambling winnings of about $15,000.

Question. Does the wife have to report her net winnings on the 1996 joint return with no offset of the
husband's net losses? Or can the two figures be netted?

Answer 3.   The wife's winnings and the husband's losses are combined if they file a joint return for
1996.
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Treasury Regulation 1.165-10 states that "in the case of a husband and wife making a joint return for the
taxable year, the combined losses of the spouses from wagering transactions shall be allowed to the
extent of the combined gains of the spouses from wagering transactions."

Problem 4A: Deductibility of Unreimbursed Expenses Incurred by
a Partner on Behalf of the Partnership

Partners normally are not allowed to deduct expenses that they pay for the benefit of the partnership. The
rationale is that the business of the partnership is not necessarily the business of the partner. However, 
under some circumstances, a partner may deduct certain expenses paid on behalf of the partnership.
Examples of allowed expenses are

1. Payment of wages of a partnership employee by a partner (Rev. Rul. 70-253, 1970-1 C.B. 31)
2. Travel and entertainment expenses paid by a partner (Klein (1956) 25 T.C. 1045)

3. Automobile, travel, and meals paid by a partner in a law firm where the partnership agreement did
not require reimbursement but was otherwise clear as to what expenses would be reimbursed (
Letter Ruling 9316003)

4. Under the standards of Letter Ruling 9330004, and/or Letter Ruling 9330001.

If a partnership has a reimbursement policy for expenses paid by a partner and the partner does not file
for reimbursement, no deduction is allowed on the partner's tax return. (Occhipinti (1969) T.C. Memo
1969-191)

Practitioner Note.

 If deductible, the unreimbursed expenses paid by the partner should be deducted in Part II of Schedule E.
See the following Example. These expenses should also be deducted when computing the partner's net
earnings from self-employment (if applicable). This treatment may also benefit the partner for state
income tax purposes.

Example

Lonnie Jones is a partner in RBJ Accounting, a limited liability partnership. Per the partnership
agreement or practice, each partner is responsible for paying his or her own automobile expenses
attributable to the partnership business. In 1997, Lonnie's share of partnership distributable income is
$85,000 and his share of partnership I.R.C §179 deduction is $6,000. He incurred $4,200 of automobile
expenses for partnership business. Lonnie's partially completed 1997 Schedules E and SE follow.
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Attachment to Schedule E
Expenses claimed on line 27(B), column(i):
  Automobile expense:
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    Gas and oil $1,500
    Insurance 700
    Repairs/maintenance 600
    Depreciation 1,400
Total $4,200

These expenses are unreimbursed partner expenses and are required pursuant to partnership agreement or
practice. See Rev. Rul. 70-253 and Letter Rulings 93160003, 9330004, and 930001.

[Excerpt from the 1993 Tax School Book]

Adjusted gross income defined; trade or
business expenses. (Code §§62, 162, and 274)
[LTR 9330001, April 13, 1993]

If, under the partnership agreement or practice,
the partner is required to pay certain
partnership expenses out of his or her own
funds, the partner is entitled to a §162 deduction
for the amount of that expense on Part II of
Schedule E.

Facts   
• The taxpayer (hereafter referred to as X) is a general partner in a professional services partnership

involved in the practice of accounting. In 1990 X used his personal automobile for both out-of-town
travel on behalf of the partnership and for local business travel. The local travel was primarily to
meet with clients at their homes or offices. The partnership reimbursed X at a prescribed mileage rate
for the expenses X incurred for the out-of-town travel. However, X represents that he was required,
pursuant to the partnership rules, to personally pay the local automobile expenses, without
reimbursement.

• X claimed a deduction from gross income on Part II of Schedule E (Form 1040) for the full
amount of the local automobile expenses.

Discussion.   As a general rule a partner may not deduct the expenses of a partnership on his or her
own income tax return, even if the expenses were incurred by the partner in furtherance to the
partnership business. Magruder v. Commissioner, T.C.M. 1989-169 [CCH Dec. 45,619(M)]; Cropland
Chemical Corp. v. Commissioner, 75 T.C. 288, 295 (1980) [CCH Dec. 37,413], aff'd without published
opinion, 665 F.2d. 1050 (7th Cir. 1981); Farnsworth v. Commissioner, 29 T.C. 1131, 1137 (1958) [CCH
Dec. 22,895],  aff'd, 270 F.2d 660 (3d Cir.  1959) [59-2 USTC ¶9705],  cert. denied, 363 U.S. 902
(1960); Klein v. Commissioner, 25 T.C. 1045, 1051 (1956) [CCH Dec. 21,573]. As stated in Wilson v.
Commissioner, 17 B.T.A. 976, 979 (1929) [CCH Dec. 5515].

Ordinary and necessary expenses of a partnership are properly deducted on the partnership return, and the
partner then returns as an individual his or her distributive share of the net income of the partnership after
making such deductions. He or she cannot take ordinary and necessary expenses of the partnership as a
deduction on his or her individual return.

This is because, for the purposes of computing income and deductions, the business of a partnership is
considered a separate business from that of the partners. Brannen. v. Commissioner, 722 F.2d 695, 703
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(1984) [84-2 USTC ¶9144]; Rosenthal v. Commissioner, 48 T.C. 515, 530 (1967)[CCH Dec. 28,533], 
aff'd, 416 F.2d 491 (2d Cir. 1969) [69-1USTC ¶9430]; Estate of Freeland v. Commissioner, 393 F.2d
573, 584 (9th Cir. 1968) [68-1 USTC ¶9278], cert denied, 393 U.S. 845 (1968); Barham v. United
States, 301 F. Supp. 43, 46 (M.D. Ga. 1969) [69-1 USTC ¶9356], aff'd, 429 F.2d 40 (5th Cir. 1970) [70-2
USTC ¶9522].

However, if under the partnership agreement or practice the partner is required to pay certain
partnership expenses out of his own funds, then the partner is entitled to a §162 deduction for the amount
of such expenses.

Cropland v. Commissioner, 75 T.C. 188, 295 (1980) [CCH Dec. 37,413]; Lewis v. Commissioner, 65
T.C. 625 (1975) [CCH Dec. 33,563]; Wallendal v. Commissioner, 31 T.C. 1248, 1252 (1959) [CCH Dec.
23,514].  In Klein v. Commissioner, 25 T.C. 1045 (1956) [CCH Dec. 21,573], the partner incurred
expenses for his personal automobile, meals, and lodging on behalf of the partnership.  The Tax Court
noted that under the partnership practice or agreement the taxpayer was expected to bear the
unreimbursed expenses out of his personal funds.  Thus, to the extent the taxpayer established that the
expenses were not personal but were for travel and entertainment on behalf of the partnership, the Tax
Court allowed the expenses to be deducted from gross income on the partner's individual income tax
return. Accord, Rev. Rul.  70-253, 1970-1 C.B. 31, holding that where a partner is required under a
partnership agreement to pay out of his personal funds the compensation of an employee who performs
part of the partner's duties, the partner may deduct such payments as a business expense.

Transportation expenses. X represents that he incurred the local automobile expenses at issue on
behalf of the partnership, in order to attend meeting with clients at their homes or offices. Pursuant to
established partnership rules, X was required to bear the expenses without reimbursement.

Assuming that the automobile expenses are trade or business expenses that meet the requirements
of §§162(a) and 274 of the Code, X may deduct the expenses from gross income under §62(a)(1) in
computing adjusted gross income.

We appreciate the fact that the types of problems that Congress intended to address through imposition
of the 2 percent floor under §67 of the Code may also be presented in partners' claims for deductions of
unreimbursed business expenses in many situations. We believe, however, that §67 as enacted does not
apply to the deduction of business expenses by partners, as they are not considered employees of the
partnership.  [See Rev. Rul. 69-184, 1969-1 C.B. 256.]

Problem 4B: Deductibility of Unreimbursed Expenses Incurred by
a Shareholder on Behalf of a Corporation

It is rare that a personal deduction is allowed when a shareholder of either a C or S corporation pays
corporate expenses. The courts have consistently held that such expenses are not deductible on the
shareholder's Form 1040. A shareholder is a completely different entity from the corporation. The
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payment of corporate expenses by a shareholder benefits the trade or business of the corporation.  A
shareholder is not engaged in a trade or business merely through his or her status as a shareholder or
corporate officer.

There is an extensive list of cases where shareholder-paid expenses of the corporation have been
disallowed.  Some examples include the following:

• Expenditures by an officer were nondeductible on the grounds that they were ordinary and necessary
expenses of the corporation and not the officer [Roach, (1930) 20 BTA 919].

• Taxpayer incurred auto expenses in performing services for his closely held corporation [Snarski,
(1981) TC Memo 1981-328].

• The president and controlling shareholder incurred entertainment expenses in connection with the
corporation's business [Aisley (1970) TC Memo 1970-63].

• A taxpayer incurred travel expenses on behalf of a corporation in which he was a majority shareholder.
The taxpayer did not seek reimbursement. The amounts were either a loan to the corporation or a
contribution to capital, either of which would have resulted in a deduction to the corporation [
Kliethermes (1992) 92-2 USTC ¶50,584].

Problem 5: Form 4868 (Automatic Extension) Changes

In 1993, the IRS began an easing on the assessment of late filing penalties in cases where a Form 4868
was timely filed but the tax was not paid. Treas. Reg. §1.6081-4(T) and Treasury Notice 93-22 (1993-1
C.B. 305) eliminated the payment requirement with Form 4868, as long as a "reasonable estimate" of tax
liability was entered on the form.

In late 1996, the IRS issued the final regulations (Treas. Reg. §1.6081-4). The final regulations adopted
the rule that individuals could obtain an automatic four-month extension by filing Form 4868 without
remittance. However, Form 4868 must show the full amount properly estimated as tax for the taxable
year. The final regulations also eliminated the signature requirement on Form 4868. A new provision was
added that allows the IRS to terminate an automatic extension (4868) by mailing a 10-day notice of
termination to the taxpayer.

The 1996 Form 4868 and partial instructions relating to the "no remittance required" rule follow:

General Instructions

Purpose of Form

Use form 4868 to apply for 4 more months to file Form 1040EZ, Form 1040A, or Form 1040.

To get the extra time you MUST:
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• Properly estimate your 1996 tax liability using the information available to you,

• Enter your tax liability on line 6a of Form 4868, AND

• File Form 4868 by the regular due date of your return.

You are not required to send a payment of the tax you estimate as due.  However, it will benefit you to
pay as much as you can.  Any remittance you send with your application for extension will be treated as
a payment of tax.

You do not have to explain why you are asking for the extension.  We will contact you only if your request is
denied.
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Practitioner Note 1.

 The changes in the "no remittance required" rule only affect the late filing penalty (up to 25%) pursuant
to I.R.C. §6651(a)(1).  The estimated tax penalty, failure to pay penalty, and interest assessments still
apply to the unpaid portion of the tax. Therefore, the final regulations should not be viewed as a way for
clients to perpetuate late payments.

Practitioner Note 2.

 The Tax Court found in a 1992 case that "properly estimated" means a bona fide and reasonable estimate
of the tax liability based on the information available to the taxpayers at the time of the extension filing.
This includes a bona fide and reasonable attempt to locate, gather, and consult the necessary information
in order to properly estimate their liability [O.B. Crocker, Jr., 92 T.C. 899].

In a more recent case, the IRS invalidated a Form 4868 of a senior partner in a law firm. In this case, the
taxpayer, over a three-year period, underestimated the unpaid tax by 33%. The Tax Court, in upholding
the IRS assessments for the 25% late filing penalty, determined that the taxpayer had unrestricted access
to all financial records of the law firm and could have reasonably estimated the amount of unpaid tax [
Healey, T.C. Memo 1996-260].

Problem 6: Bankruptcy from Credit Card Debt
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I.R.C. §61(a)(12) specifically includes income from the discharge of indebtedness in the definition of
gross income. However, a number of statutory exceptions to this general rule are found in I.R.C §108,
covering (1) taxpayers in bankruptcy, (2) insolvent taxpayers, (3) qualified farm debt, (4) qualified real
property business debt, and (5) certain student loans.

The exclusion from gross income for the discharge of indebtedness applies to cases under Title 11 of the
U.S. Code. Chapters 7, 11, and 13 bankruptcy cases are included under Title 11. The taxpayer must
be under the jurisdiction of the court, and the debt discharge must be granted by the court or under a plan
approved by the court.

Example.   James White is an employee of XYZ, Inc. He has no other income, and he recently filed
for bankruptcy under Chapter 7. James' financial position is as follows:

Assets FMV Adjusted Basis Current Liability
Residence $60,000 $52,000 $48,000
Auto 12,000 16,000 11,000
Personal property 4,000 12,000
Credit cards 28,000
Totals $76,000 $80,000 $87,000

James is current on both his house payment and his car payment, but he is significantly behind on his
credit card payment. James will reaffirm both the mortgage on the house and the debt on the car. He will
be totally discharged of the $28,000 in credit card debt. Since James is in bankruptcy under the
jurisdiction of the court, the debt discharge will be excluded from gross income.

Note: The exclusion from gross income of discharged debt under I.R.C. §108(a)(1)(B) applies only if the
taxpayer (under a Chapter 12 or 13 discharge) reduces certain tax attributes by the amount of excluded
debt discharge income. I.R.C. §108(b) lists the following attributes and the order of their use:

1. Net operating loss
2. General business credit
3. Minimum tax credit
4. Capital loss carryovers
5. Basis reduction
6. Passive activity loss and credit carryovers
7. Foreign tax credit carryovers.

Assuming that James has neither 1, 2, 3, or 4, above (which in most instances is the case), he must reduce
the basis of his property by the amount of discharged debt ($28,000). Pursuant to I.R.C. §1017(a), the
basis reduction affects the property held by the taxpayer at the beginning of the tax year that follows
the tax year in which the discharge of debt occurs. I.R.C. §1017(b) limits the reduction in basis to not
more than the aggregate basis of the property held immediately after the discharge ($80,000) minus the
aggregate of the liabilities immediately after the discharge ($59,000). As a result, only $21,000 ($80,000 
 −− 59,000) of the debt discharge of $28,000 will reduce the basis of his property after the bankruptcy.
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Since James owns more than one asset after the bankruptcy, Treas. Reg. §1017-1(a)(6) requires that the
basis of each unit of property be decreased in an amount equal to a proportion of the excess of the
adjusted basis of each unit of property that bears to the sum of the adjusted basis of all of such property
(i.e., a proportionate allocation using adjusted basis, not fair market value). Accordingly,

Asset Adjusted Basis % Debt Discharge New Basis
(Adjusted Basis  −−
Debt Discharge)

Residence $52,000 65% $13,650 $38,350
Auto 16,000 20% 4,200 11,800
Personal property 12,000 15% 3,150 8,850
Totals $80,000 100% $21,000 $59,000

James' adjusted basis for later gain or loss on the sale of these items is reflected in the New Basis column
at the far right.

Problem 7: Corporate Downsizing Tax Issues

Three tax issues will be discussed: (1) severance pay, (2) moving expenses, and (3) job search expenses.

Severance Pay

I.R.C. §61(a)(1) states that "gross income means all income from whatever source derived, including 
compensation for services." Treas. Reg. §1.61-2(a)(1) defines compensation for services. Included in
this definition is termination or severance pay.

A lump-sum payment for cancellation of an employment contract is income to the employee in the year
received.  It must be included as salary and wage income in Box 1 (Wages, tips, other compensation) of
the 1997 Form W-2.  Severance pay is also taxable for Social Security and Medicare taxes and for
federal unemployment tax purposes (page 31 of IRS Pub. #15, Circular E, Employer's Tax Guide,
January 1997 Revision).

Severance pay generally has been viewed by the courts as taxable compensation for past services
rather than as a nontaxable gift. There have been numerous court cases dealing with severance (also
called dismissal or termination) pay.  Most cases involve taxpayers' attempts to convince the courts that
their severance payments were in reality disinterested gifts from former employers.  Very few of these
court cases have been successful.  There are also 5 Revenue Rulings that hold that various types of
severance pay are taxable [Rev. Rul. 55-520, 58-301, 59-227, 74-252, and 75-44].

Moving Expenses
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General Rules

1. Reimbursed and employer-paid qualified moving expenses (those that would otherwise be
deductible by the employee) are not includable in an employee's income unless the
employer/payer has knowledge that the employee deducted the moving expenses in a prior year.

2. Reimbursed and employer-paid nonqualified moving expenses are includable in an employee's
income and are subject to employment taxes and income tax withholding.

Moving Expense Reimbursements

Employers.   If you are an employer and you reimburse employee moving expenses, how you treat
the reimbursement(s) on the employee's Form W-2 depends in part on whether you have an
accountable plan.  Reimbursements treated as paid under an accountable plan are reported in box 13 on
the 1997 Form W-2 with code P.

Accountable Plans.   To be an accountable plan, an employer's reimbursement arrangement
must require the employees to meet all three of the following rules:

1. The reimbursed moving expenses must be of the type for which a deduction would be allowed if
paid by the employee.  Those are 

a. Reasonable expenses to move household goods and personal effects from the former home
to the new home

b. Reasonable travel (including lodging) expenses from the former home to the new home.
2. The employee must adequately account to the employer for these moving expenses within a

reasonable period of time.
3. The employee must return any excess reimbursement within a reasonable period of time.

Nonaccountable Plans.   A nonaccountable plan is a reimbursement arrangement that does
not meet the three rules listed above for accountable plans.  In addition, the following reimbursements
will be treated as being paid under a nonaccountable plan:

1. Excess reimbursements that are not returned to the employer.
2. Reimbursements of nondeductible moving expenses. These include the following items: 

a. Premove househunting expenses
b. Temporary living expenses
c. Meal expenses
d. Expenses of buying or selling a home
e. Expenses of obtaining or breaking a lease
f. Security deposits (including amounts forfeited due to the move)
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g. Home improvements to aid in the sale of the home
h. Loss on the sale of the former home
i. Mortgage penalties
j. Losses from disposing of memberships in clubs
k. Any part of the purchase price of the new home
l. Real estate taxes on either the former or the new home
m. Storage charges except those incurred in transit or for moves to a foreign country

Moving Expense Problem with Completed Forms

[See Announcement 97-77 in the What's New chapter for 1998 changes.]

Tom Smith is married and has two children.  He owned his home in Detroit where he worked.  His employer
told him on February 8, 1997, that he would be transferred to San Diego as of April 10, 1997.  His wife,
Peggy, flew to San Diego on March 1 to look for a new home.  She put down $25,000 on a house being built
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and came back to Detroit on March 4.  The Smiths sold their Detroit home for $1,500 less than they paid for it.
They contracted to have their personal effects moved to San Diego on April 3.  The family drove to San Diego,
where they found that their new home was not finished.  They stayed in a nearby motel until the house was
ready on May 1.  On April 10, Tom went to work in the San Diego plant where he still works.  His records for
the move show

1. Peggy's premove househunting trip:
  Travel and lodging: $449
  Meals: 75 $524

2. Downpayment on San Diego home: 25,000
3. Real estate commission paid on sale of Detroit home: 3,500
4. Loss on sale of Detroit home (not including real estate

commission):
1,500

5. Amount paid for moving personal effects (furniture,
other household goods, etc.):

8,000

6. Expenses of driving to San Diego:
  Mileage (start 14,278; end 16,478)

  2,200 miles at 10 cents a mile:

$220

  Lodging 180
  Meals 320 720

7. Cost of temporary living expenses in San Diego:
  Motel rooms: $1,450
  Meals: 2,280 3,730

Total $42,974

Tom was reimbursed $10,599 under an accountable plan as follows:

Moving personal effects $6,800
Travel (and lodging) to San Diego 400
Travel (and lodging) for househunting trip 449
Lodging for temporary quarters 1,450
Loss on sale of home 1,500
Total reimbursement $10,599

Tom's employer gave him Form 4782 to show him a breakdown of the amount of reimbursement.  This form is
shown later.

The employer included this reimbursement on Tom's Form W-2 for 1997. The reimbursement of deductible
expenses, $7,200 for moving household goods and travel to San Diego, was included in box 13 of Form W-2.
His employer identified this amount with code P.

The employer included the balance, $3,399 reimbursement of nondeductible expenses, in box 1 of Form W-2
with Tom's other wages. He must include this amount on line 7 of Form 1040.  The employer withholds taxes
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from the $3,399.  Also, Tom's employer could have given him a separate Form W-2 for his moving
reimbursement.

Tom figures his deduction for moving expenses as follows:

Item 5, moving personal effects $8,000
Item 6, driving to San Diego ($220 + $180) 400
Total deductible moving expenses $8,400
Minus reimbursement included in box 13 of Form W-2 7,200
Deduction for moving expenses $1,200

Tom enters these amounts on Form 3903 to figure his deduction.  His Form 3903 is shown later.  He also
enters his deduction, $1,200, on line 25 [of 1997 Form 1040].

Nondeductible expenses: Of the $42,974 moving expenses that Tom incurred, the following items cannot be
deducted:

• Item 1, premove househunting expenses.

• Item 2, the downpayment on the San Diego home.  If any part of it were for payment of deductible taxes or
interest on the mortgage on the house, that part would be deductible as an itemized deduction.

• Item 3, the real estate commission paid on the sale of the Detroit home.  The commission is used to figure
the gain or loss on the sale.

• Item 4, the loss on the sale of the Detroit home.  The Smiths cannot deduct it even though Tom's employer
reimbursed him for it.

• Item 6, the meals expense while driving to San Diego. (However, the lodging and car expenses are
deductible.)

• Item 7, temporary living expenses.
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Other Moving Tax Issues

The Distance Test.   The distance test is met if the new job location is at least 50 miles farther
from the former home than was the old job location.  The distances between the job locations (old and
new) and the former home are the shortest of the more commonly traveled routes between them.

Mileage Test Formula

(Enter # of miles)
a. Distance between former home and new job location
b. Distance between former home and old job location
c. Subtract (b) from (a) (must exceed 50 miles)

Note: The theory of the distance test is that the commuting distance must increase by at least 50 miles.

The 39-Week Test for Employees.   Employees must work full-time for at least 39
weeks during the first 12 months after arrival in the general area of the new job location.  For this time
test, count only full-time work as an employee; do not count any work performed as self-employed.  The
39 weeks of employment do not have to be consecutive, and they can be with different employers.  The
39-week test is waived if the taxpayer is transferred for the employer's benefit or is laid off for a
reason other than willful misconduct.

Note: The 39-week test is not waived if the time test is not met because the taxpayer voluntarily quits of
resigns full-time employment.

Job Search Expenses

Expenses That May Be Deducted

The job search expenses that are deductible are those incurred in trying to find a job in the taxpayer's 
present occupation, even if not successful [Rev. Rul. 75-120, 1975-1, C.B. 55 and clarified by Rev. Rul.
77-16, 1997-1 C.B. 37].  If you are  unemployed, the kind of work you did for your last employer
determines your occupation.

Note: If a substantial period of time has elapsed between the date of your last job and the date you begin
your new job search, the expenses are not deductible [IRS Pub. #529, "Miscellaneous Deductions"].

Question 1.    How do you define searching for a job in the taxpayer's "present or current"
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occupation?

Answer 1.   The majority of the court cases in this area deal with taxpayers who switched careers, tried to
deduct job search expenses, and went to Tax Court to defend their deductions.

Examples for Answer 1

1. A taxpayer retired from the Air Force and tried to find a job as a manager in a corporation.  The
Tax Court determined he was seeking employment in a new trade or business.  Therefore, his job
search expenses were not deductible.

2. A civil engineer was unhappy working for his current engineering firm.  He engaged an
employment career consulting company to assist him in finding a new supervisory engineering job
at higher pay.  The IRS disallowed the job search expenses, but the Tax Court disagreed and
allowed them.

Note: Any deductible job search expenses of employees are subject to the 2% AGI limitation.  If Form
2106 (Employee Business Expenses) is required to be filed, enter the amount of the expenses on line 4,
Form 2106.  If not, enter the amount of the expenses directly on the 1997 Schedule A, line 20
(Unreimbursed employee expenses).

Types of job search expenses that may be deducted

1. Employment and outplacement agency fees.
2. Resumé expenses (typing, printing, mailing).
3. Travel and transportation expenses to travel to an area to search for a new job in your present

occupation if the trip was taken primarily to look for a new job.  You can use the 1997 standard
mileage rate of 31.5 cents per mile to compute auto expenses.

4. Long-distance phone calls to prospective new employers.

Expenses That May Not Be Deducted

The following job search expenses may not be deducted:

1. Expenses incurred in searching for a job in a new/different occupation, even if successful.
2. Expenses incurred in seeking employment for the first time, even if successful.  Example: A

college student graduates with a degree in elementary education.  The expenses incurred to obtain
the first teaching job are not deductible.

Problem 8: Bad Debts and Worthless Securities
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There are two kinds of bad debtsbusiness bad debts and nonbusiness bad debts.  A business bad debt is
one that comes from operating your trade or business.  Business bad debts are deductible as an expense
in computing the net profit of the business.  All other bad debts are nonbusiness bad debts and are
deductible as short-term capital losses on Schedule D (Form 1040).  As such, they are limited by the
$3,000 capital loss limitation.

Stocks, stock rights, and corporate or government bonds with interest coupons or in registered form that
become worthless during the tax year  are treated as though they were capital assets sold on the last day
of the tax year.  To determine whether they are long-term or short-term capital assets, you are
considered to have held the securities until the last day of the year in which they become worthless.

Note: The applicable I.R.C. section is §166.  The issue of whether a taxpayer is entitled to a bad debt
deduction and, if so, the nature of the debt is a highly litigated issue.  Following are examples taken from
court cases.

Example 1.   The taxpayer was initially a principal shareholder, as well as CEO, of a corporation.
During difficult financial times, the taxpayer made loans and advances to the corporation to alleviate the
corporation's severe cash flow problems.  Despite selling a controlling interest in the corporation, the
taxpayer, who continued as CEO, personally guaranteed the corporation's line of credit. In so doing, he
took a huge risk because the dollar amount of the loans he personally guaranteed far exceeded the value
of his stock investment.  The corporation ultimately failed, and the taxpayer paid the corporate liability
and incurred bad debt losses.

Question 1.    What type of bad debt is thisbusiness or nonbusiness?

Answer 1.   Businessdeductible as an employee business expense on Form 2106.

Question 1A.    Why is it a business bad debt (according to both the District Court and the Appeals
Court) rather than a nonbusiness bad debt?

Answer 1A.   A business bad debt requires that (1) the taxpayer be engaged in a trade or business, and (2)
the bad debt loss be proximately related to the conduct of that trade or business. In determining
whether a bad debt has a proximate relation to the taxpayer's trade or business (and thus qualifies as a 
business bad debt), the test is one of dominant motivation.

If the taxpayer's dominant motivation is as an investor, i.e., realizing capital gains, then the loss is a 
nonbusiness bad debt.  It the taxpayer's dominant motivation is as an employee, i.e., obtaining
increases in salary, then the loss is a business bad debt.

The District Court determined (and the 10th Circuit Appeals Court affirmed) that the taxpayer's 
dominant motive for making the loans, advances, and guarantees was to further his business interest in
remaining employed and to obtain a salary to meet his financial needs.  The taxpayer's financial risk
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exceeded the value of his stock investment in the company by more than three times.  Also, he
remained an active employee (CEO) after the sale of his controlling interest.  Both of these facts
suggested to the courts that the taxpayer was primarily motivated by employee rather than investor
concerns.  Thus, both courts found the losses to be business bad debt losses [Litwin, CA-10, 93-1
USTC ¶50,041, and on pages 313−14 of the 1993 Tax School Book].

Practitioner Caution. There are literally hundreds of court cases dealing with this exact issue.  The 
Litwin case is just one of them.  There are numerous other cases with similar though not exact facts that
are in favor of the IRS position that the debt in question is nonbusiness rather than business.  Do not rely
on the Litwin case to form an assumption that your clients always or usually are entitled to similar 
business bad debt deductions.  The Litwin case is shown above as an illustration of the factors
considered by the courts in reaching a decision on this very difficult issue.

Example 2.   The taxpayer was an 80% shareholder, president, treasurer, director, and full-time
employee of his closely held electronics company. He advanced about $182,000 to the company during
the years 1981 to 1985 for payroll and current operating expenses. The corporation signed
interest-bearing notes for each advance that were payable in two years.

But no interest or principal was ever repaid by the corporation.  In 1988, the board of directors declared
the notes to be worthless.  The taxpayer deducted the $182,000 as a nonbusiness bad debt on his 1988
Schedule D. But the IRS disallowed the short-term capital loss.

The IRS's position was that although the advances appeared to be loans, they were actually
contributions to capital. The advances were necessary because the company no longer had outside
borrowing sources. The company was thinly capitalized, as evidenced by heavy debt-to-equity ratios.
Plus, the taxpayer continued to advance funds after the board of directors declared prior notes
worthless.

Question 2.    Were the advances (evidenced by notes) bona fide loans?

Answer 2.   No.  Both IRS and the Tax Court determined that the advances were not loans (debt).

Question 2A.    What were the advances?

Answer 2A.   They were contributions to capital rather than loans. Following are quotes from the Tax
Court:

The characterization of advances to a corporation by a shareholder is a question of fact.  Courts have
considered the following nonexclusive list of relevant factors in determining whether advances are loans or 
equity investments:

1. the intent of the parties;

2. the identity between creditors and shareholders;
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3. the extent of participation in management by the shareholder;

4. the ability of the corporation to obtain funds from outside sources;

5. the "thinness" of the capital structure in relation to debt (In other words, an analysis of the 
debt-to-equity ratio is required.  If the equity dollar amount is small and/or inadequate compared
to the debt dollar amount, this is an important factor in favor of IRS and against the taxpayer.);

6. the risk involved;

7. the formal indicia of the arrangement (in other words, form as opposed to substance);

8. the voting power of the shareholder;

9. the provision of a fixed rate of interest;

10. a contingency on the obligation to repay;

11. the source of interest payments;

12. the presence or absence of a fixed maturity date; and

13. a provision for redemption at the option of the shareholder.

These factors are only aids to be used in determining whether the investment constitutes debt or equity.  The
touchstone of economic reality is whether "an outside lender would have made the payments in the same form
and on the same terms" (J. M.  Segel, 89 TC 816).  If the advances "were far more speculative than what an
outsider would make, the payments would be loans in name only"  (Fin Hay Realty Co.,  68-2 USTC
¶9438).

The Tax Court concluded by stating

Our review of the record convinces us that an outside creditor would not have made the advances in issue.
We conclude that these advances were contributions to capital as opposed to bona fide debts.  Therefore, the
taxpayer is not entitled to a bad debt deduction in 1988 (Kadlec, 71 TCM 2399, and on pages 573−4 of
the 1996 Tax School Book).

Question 2B.    Since the advances were deemed to be contributions to capital rather than
loans, can the taxpayer ever have a "bad debt" deduction on his tax return?

Answer 2B.   No.  Contributions to capital increase the shareholder's basis in his stock investment.  If  the
stock in the closely held corporation becomes worthless, the stock basis will be the amount of the capital
loss (short-term or long-term, depending on the holding period) to be deducted on Schedule D.

Practitioner Caution.  This area of shareholder loans to closely held corporations is fraught with
dangerous technical tax law interpretations.  Careful tax planning is a necessity.

Problem 9:  Alternative Minimum Tax
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The minimum-tax concept was added to the Internal Revenue Code in the Tax Reform Act of 1969 to
ensure that those taxpayers having a substantial amount of economic income but a minimum amount
of income tax liability will pay at a rate greater than the lesser regular income tax rates.  The Tax Reform
Act of 1986 added the alternative minimum tax (AMT) structure that exists presently.  It must be noted
that the AMT is a separate tax system with a separate set of rules to compute alternative minimum
taxable income. The AMT rate is either 26% or 28%.

Form 6251 is used to compute AMT liability.  The form acts to convert regular tax income to alternative
minimum taxable income by adding and subtracting the dollar amount of the difference between the two
sets of rules to regular taxable income.  A taxpayer will report an AMT liability on Form 1040 if the
AMT computation results in a tax greater than the regular tax.  Due to many differences between
regular tax and AMT, any combination of items may result in an AMT liability.

However, there are several items that by themselves may trigger AMT:

• Taxes.  An itemized deduction for taxes cannot be claimed for AMT purposes.  Thus, the deduction
on Schedule A, line 9, is added as an adjustment item on line 3 of Form 6251.

• Miscellaneous itemized deductions.  An itemized deduction for any miscellaneous item is not
allowable for AMT purposes. Thus the deduction on Schedule A, line 26 is added as an adjustment
item on line 5 of Form 6251.  Example:  A taxpayer with a large amount of employee business
expenses such as an outside salesperson may be subject to AMT.

• Tax-exempt interest from private-activity bonds.  This tax preference is the interest on tax-exempt
private-activity bonds issued by a state or local government unit after August 7, 1986.  The income is
added as a preference item on line 13 of Form 6251. Tax-exempt interest is not required to be
reported on Form 1099; however, most payers will send the bond owner a statement of the
interest paid during the year and identify the interest as subject to AMT if the bond qualifies.
Any exempt-interest dividend from a mutual fund must be included as a preference item to the extent
of its proportionate share of the interest on such bonds received by the mutual fund.  Example:  A
taxpayer with low AGI and a significant amount of tax-exempt interest from private-activity bonds
may be subject to AMT.

• Post-1986 depreciation.  For AMT purposes a taxpayer must use the Alternative Depreciation
System (ADS) to depreciate tangible property placed in service after 1986.  To compute AMT
depreciation (other than property depreciated for regular tax purposes under the straight-line method),
a taxpayer must use the 150% declining balance over the ADS recovery period  (sometimes a longer
period than for regular tax purposes).  Thus, two depreciation schedules must be maintained in order
to compute the difference between the two methods. This difference is shown as an adjustment on
line 8 of Form 6251.  This adjustment will generally be positive in the early years of the recovery
period and negative in the later years.  Example: A taxpayer with a large amount of depreciable
personal property placed in service within the last several years may generate an AMT liability.  IF a
taxpayer is a partner or an S corporation shareholder, his proportionate share of this adjustment will be
shown on the Schedule K-1.
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• Adjusted gain or loss.  Because of the difference in the depreciation rules for regular tax and AMT
purposes, if a taxpayer sold property during the year, the gain or loss from the sale must be recomputed
using the adjusted basis for AMT purposes.  The difference between the two calculations is the
amount of the adjustment on line 9 of Form 6251.

• Incentive stock options.  Mid-level and higher management employees of publicly held companies
may receive a part of their compensation in the form of stock options of their employer's shares. For
regular tax purposes, no income is recognized when an incentive stock option (ISO), as defined by
I.R.C. §422(b), is granted or exercised.   However, this exclusion rule does not apply for AMT
purposes.  The AMT adjustment is the excess (if any) of the stock's fair market value at the time
of exercise over the amount paid for the stock.  The AMT basis of the stock is the regular tax basis 
increased by the amount of the adjustment. There is no AMT adjustment if the option is exercised
and the stock sold in the same year.

Note:  See the example blank 1996 Form 6251.  A comprehensive problem with completed forms and
schedules has not been included for Problem 9.
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Problem 10:  Partners' K-1 Forms

The practitioner is usually able to easily handle the various line items from a Form 1065 K-1 of a partner.
The various flow-through amounts include the following, which is not an all-inclusive list:

• Ordinary income (or loss)

• Net earnings from self-employment

• Passive rental income (or loss)

• Various items of portfolio income

Phantom Income

The realization of "phantom income" can materialize when a partner has a negative basis in his or her
partnership interest. This negative basis generally is created by the partner's deduction of his or her share
of partnership losses in excess of the partner's basis.  Phantom income can be triggered by the following
events:

• Sale of partnership property that results in a taxable gain to the partnership combined with little or no
cash distribution to the partner

• Debt forgiveness at the partnership level combined with little or no cash distribution to the partner.

• Termination of the partnership (often referred to as a "burned-out" partnership)

When the first two events shown above occur, the I.R.C. §1231 gain can determined by the partnership
and reflected on the partners' Forms K-1.  When the last event shown above (termination of the
partnership"burned out") occurs, the I.R.C. §1221 capital gain that results must be determined at the
partner level.  In effect, the gain that must be reported on the partner's Schedule D is the amount of
the negative basis in his or her partnership interest.

Example.   Judy is a partner in XYZ Partnership.  The partnership had no assets when it was
terminated in January 1997.  No distributions were made by the partnership to Judy in 1997.  Judy's basis
in her partnership interest as of 12-31-96 was a negative $10,300.  The partnership was inactive in 1997.
Judy will report the following on her 1997 Schedule D:

I.R.C. §1221 capital gain on the disposition of her partnership interest    $10,300

Note: The $10,300 §1221 capital gain would be long-term, assuming that Judy's holding period
exceeded one year.  See Judy's completed 1997 Schedule D.
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Problem 11:  Catch-Up of Depreciation Utilizing Rev. Proc. 97-37

Background.   Rev. Proc. 97-37 can and should be used by practitioners liberally to the benefit of
their clients.  The revenue procedure provides an automatic consent that permits a taxpayer who has
claimed less than the depreciation or amortization allowable to change the taxpayer's method of
accounting to claim the omitted or understated deprecation or amortization. Rev. Proc. 97-37 supersedes
the now obsolete Rev. Proc. 96-31 (see pages 565−6 of the 1996 Tax School Book) and provides
guidance to obtain automatic consent in a change of a variety of accounting methods.  The taxpayer has
the option of either making the automatic change in method of accounting under Rev. Proc. 97-37 or
requesting permission to make the change under Rev. Proc. 97-27.  There is no user fee for requesting 
automatic consent under Rev. Proc. 97-37. There is, however, a $900 user fee for requesting permission
for nonautomatic accounting method changes under Rev. Proc. 97-27.  Rev. Proc. 97-37 is effective for
tax years ending after August 17, 1997.

It is recommended that practitioners carefully review the depreciation schedules of new tax clients to
ascertain if there has been omission or understatement of depreciation in order to use the revenue
procedure.  There are many errors made on depreciation schedules, including those relating to cost basis,
useful life, allowable methods and conventions.  Rev. Proc. 97-37 applies to open and closed years prior
to the year of change for understated depreciation.

Facts.   Lucinda Blair inherited 80 acres of farmland from her aunt on October 13, 1990 (one month
after the death of the aunt).  The 80 acres was unimproved except for the subsurface drainage tile on the
land. Lucinda's preparer omitted the tile on her 1990-through-1996 tax returns.  The 80 acres is rented on
a crop-share lease to a tenant farmer.  The farm rental activity is reported on Form 4835.

Lucinda comes to you as a new client in March 1998 and asks you to prepare her 1997 tax return.

Question 1.    Can Rev. Proc. 97-37 be used to Lucinda's benefit?

Answer 1.   Yes.

Question 2.    What are the proper steps to take to utilize the benefits of Rev. Proc. 97-37?

Answer 2   
Step 1:  Add the omitted tile to the 1997 depreciation schedule and claim the depreciation on Lucinda's
1997 Form 4835, line 12 (Depreciation and §179 expense deduction).

Step 2: Calculate the omitted depreciation on the tile for years 1990 through 1996.  The total is the
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amount of the "catch-up" depreciation adjustment that will be included on Lucinda's 1997 Form 4835,
line 12.

Note. If the "catch-up" depreciation amount is $25,000 or more, the adjustment must be made over four
tax years beginning with the year of change.  This I.R.C. §481(a) adjustment period (four tax years)
requirement is identical to the requirement of Rev. Proc. 97-27.  However, if the "catch-up" depreciation
amount is less than $25,000, the entire adjustment (either positive or negative) can be made in one tax
year.

Step 3:  Attach Form 3115 (Application for Change in Accounting Method) to the taxpayer's timely filed
(including extensions) original income tax return for the year of change.  For Lucinda, that year is 1997.

Note. The first 180-days filing-period rule for Form 3115 is eliminated.  Taxpayers may now request a
change in accounting method by filing Form 3115 at any time during the year of change, not merely
within the first 180 days.

Question 3.    Does IRS charge any user fee for filing Form 3115 for Lucinda?

Answer 3.   No.  According to the instructions for Form 3115, no user fee is required if Form 3115 is
filed under an automatic change procedure.  Rev. Proc. 97-37 is such an "automatic" change in
accounting method procedure.

Question 4.    How many copies of Form 3115 are needed and where are they sent?

Answer 4.   Two copies are neededan original and one copy.  The original Form 3115 must be filed
(attached to) with a timely filed original tax return for the year the "catch-up" depreciation adjustment is
deducted.  For Lucinda, that will be her 1997 Form 1040. The copy of Form 3115 will be mailed to the
IRS National Office using the following address:

Commissioner of Internal Revenue

 Attention:  CC:DOM:IT&A

 P.O. Box 7604

 Ben Franklin Station

 Washington, DC  20044

Question 5.    Will Lucinda receive an acknowledgment from the IRS National Office regarding the
Form 3115 she filed?

Answer 5.   No.
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Question 6.    How do you calculate Lucinda's depreciation on the omitted tile?

Answer 6.   The estate tax value shown for the inherited 80 acres on Form 706 for the aunt was $160,000
($2,000/acre).  You determine that the allocated cost of the tile is $11,200, or 7% of $160,000.

The aunt died on Sept. 13, 1990.  The tile is used in Lucinda's farming business.  It is 15-year MACRS
property, a depreciable land improvement.  Table A-17 from IRS Pub. #946, "How to Depreciate
Property," is used to calculate the depreciation. Table A-17 is the 150% Declining Balance Method
using the Mid-Quarter Convention for property placed in service in the Third Quarter. (See page 87 of
Pub. #946 for use in preparing 1996 returns.)

1. Calculation of the "catch-up" depreciation adjustment for Lucinda's 1997 Form 4835:

Year Cost of Tile Applicable
Percentage

MACRS Deduction

1990 $11,200 3.75 $ 420
1991 11,200 9.63 1,079
1992 11,200 8.66 970
1993 11,200 7.80 874
1994 11,200 7.02 786
1995 11,200 6.31 707
1996 11,200 5.90 661
Total "catch-up" adjustment for the 1997 return $5,497

2. Calculation of the allowable MACRS for Lucinda's 1997 Form 4835:

1997 $11,200 5.90 $661

See the completed Form 3115 and the 1997 Forms 4835 and 4562.

Automatic Method Change under Section 2.01 of the Appendix of Rev. Proc.
97-37
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10a) MACRS on tile on inherited 80 acres located in Ford County, IL. The 80 acres were inherited
from Lucinda Blair's aunt on 10-13-90.
10b) MACRS deducations on the tile were omitted for the tax years 1990 through 1996. The cost of
the tile has been depreciated using MACRS on the 1997 1040 of Lucinda Blair.
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10c) Per Rev. Proc. 97-37, Form 3115 is filed to enable Lucinda Blair a "catch up" MACRS
adjustment on her 1997 1040 for the understated depreciation for the tax years 1990 through 1996.
The total amount of MACRS allowable on the tile for the tax years 1990 through 1996 is $5,497.
See line 20, Part III, page 2 for the $5,497 figure.
10d) Cash method of accounting.
Note:  No entries are required on page 5 or 6 of Form 3115 for Lucinda.
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4a) Tile on inherited 80 acres located in Ford County, IL.
Date placed in service: 10-13-90.
Property's use: In crop share rental of farmland reported on Form 4835.
Cost of Property: $11,200.
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Additional Statement Required by §6.02(5) of Revenue Procedure 97-37:

I, Lucinda Blair, agree to all the terms and conditions of Rev. Proc. 97-37.

The I.R.C. §481(a) adjustment is a negative adjustment (a decrease in taxable income) in the amount of
$5,497. See Part III on page 2 of Form 3315 for additional details on this I.R.C. §481(a) adjustment.  The 
reason for claiming this negative adjustment is as follows:

I inherited 80 acres of farmland from my aunt on Oct. 13, 1990 (one month after her date of death).
There was subsurface drainage tile on the 80 acres. This asset was omitted on my depreciation schedules
for the years 1990 through 1996.  The allowable MACRS on the asset for this 7-year period is $5,497.  I
am including this $5,497 I.R.C. §481(a) negative adjustment on line 12 (Depreciation) on my 1997 Form
4835, Farm Rental Income and Expenses.

Problem 12: Tax issues of Ministers

Most of the following information is taken from two IRS sources: (1) the MSSP (Market Segment
Specialization Program) training guide prepared for use by IRS  examiners when examining  tax
returns of clergy members and (2) IRS Pub. #517, "Social Security and Other Information for
Members of the Clergy."

Self-Employed or Common-Law Employee of Congregation?

A duly ordained, commissioned, or licensed minister who is employed by a congregation on a salaried
basis is a common-law employee and not a self-employed individual for income tax purposes. This
issue was settled (at least in the opinion of the IRS) by the Weber Appeals Court case (4th Cir. case)
(95-2 USTC, ¶50, 409. See pages 255−56 of the 1995 Tax School Book), which was decided in 1995. 
However, special rules apply.

Note: See the James T. Alford court case (97-2 USTC ¶50, 512) for independent contractor status of
clergy. This court case is discussed in the What's New chapter.

A minister's salary is subject to federal income tax but not federal income tax withholding.  Minister's 
may elect to have income tax voluntarily withheld under §3402(p)(1) of the Code if agreed to by the
employer church.

The employer church is required to issue a Form W-2 whether income tax was withheld or not. The
amount of wages shown in Box 1 of the 1997 Form W-2 must be reported on line 7 (Wages, salaries, and
tips) of the minister's 1997 Form 1040.
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Different Rules for Social Security Coverage

Ministers are hybrid employees, as they are treated differently for social security coverage than they are
for income tax purposes.  The wages they receive from their employer church are not subject to FICA
taxes. Instead, the wages are treated as earnings from self-employment, unless the minister is a member
of a religious order who has taken a vow of poverty or has requested and received from the IRS an
exemption from self-employment tax by application using Form 4361.

The W-2 wages should be included on line 2 of the 1997 Schedule SE (Self-Employment Tax), but
adjustments may be necessary in order to arrive at the correct amount to enter on line 2.

Income and expense items to be included on line 2 of 1997 Schedule SE

• W-2 wages from employer church.

• All unreimbursed professional expenses. (Note: These may be deducted in full for SE purposes even
if they were not deducted for income tax purposes.) 

Examples:

• Cost of robes (unreimbursed) even if not deducted on Schedule A due to 2% AGI limitation for
miscellaneous itemized deductions or because the standard deduction was used.

• Unreimbursed auto expense. Example: Pastor Ann drove her auto 5,220 miles for church business
in 1997. She was paid a nonaccountable auto allowance of $2,500 in 1997. The $2,500 allowance 
must be included in box 1 (Wages) on her 1997 Form W-2.  She uses the standard mileage rate
for her 5,220 business miles: 5,220 × 31.5¢ = $1,644.30.  Both the $2,500 allowance and the
$1,664.30 employee business auto expense will be included in the line 2, Schedule SE, figure.
The $2,500 allowance is included as wages.  The $1,664.30 expense will be deducted in full, even
if deductible employee business expenses on Forms 2106 or 2106-EZ are reduced by the "expenses
allocable to tax-free income" rule discussed later.

• Fair rental value of parsonage provided by employer church.(Note: An estimate from a local real
estate agent is usually the best evidence.  The figure should be without utilities and unfurnished.)

• Cost of utilities paid by employer church for parsonage.

• Rental (parsonage) allowance paid in lieu of providing a parsonage (including separate utility
allowance paid, if applicable).

• Social Security (self-employment tax) allowance paid by employer church, if applicable.

• Net profit from Schedule C or C-EZ for income and expenses related to weddings, funerals, etc. (
Note: All expenses are deducted in arriving at the line 2, Schedule SE, figure, even if reduced on
Schedule C or C-EZ by the "expenses allocable to tax-free income" rule.)

Income items to be excluded from line 2 of the 1997 Schedule SE
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Note: The following income items should not be included as wages on the 1997 Form W-2 of the
minister:

• Pension payments made to a third party on behalf of the minister by the employer church.

• Health insurance premium payments made to a third party on behalf of the minister by the
employer church.

• Housing annuity premiums paid to an insurance company on behalf of the minister by the
employer church.

Rental (Parsonage) and Utilities Allowances

The amount ministers receive that is officially designated in church records as a rental allowance
(includes payment of utilities) is excluded from  gross income under I.R.C. §107 if

1. the amount is used to provide or rent a home, and
2. the amount is not more than reasonable pay for services performed by the minister.

This exclusion applies only for income tax purposes. It does not apply for self-employment tax
purposes. The exclusion is limited to the lowest of the following amounts:

• The amount actually used to provide a home

• The amount officially designated as a rental allowance

• The fair rental value of the home, including furnishings, utilities, garage, etc.

The IRS recommends that the amounts and identification of the allowance(s) be shown in box 14 of the
1997 Form W-2.

Practitioner Caution. The Tax Court has held in three cases that if a minister receives tax-free income
such as a rental (parsonage) or utilities allowance, a portion of the otherwise "deductible unreimbursed
professional expenses" of Form 2106 or 2106-EZ is not deductible.* The authority is I.R.C. §265. IRS
examiners will likely raise this issue in an exam if the proper allocation is ignored.

* Pub. 517 (and the example at the end of the problem) requires Schedule C expenses as well as Form
2016 expenses to be reduced by the percent of exempt income. The three cases (Deason, Daltan, and
McFarland) can be read to give that conclusion, although they are a little ambiguous. If that is the correct
reading of § 265, then the previous sentence should say "... of Schedule C, Schedule C-EZ, Form 2106, or
Form 2106-EZ is not deductible."

Example.   Pastor White receives a $25,000 cash salary and a $5,000 rental (parsonage) allowance in
1997. This is his only ministry income. He has $2,000 of unreimbursed professional expenses in 1997.
He used the entire $5,000 parsonage allowance in providing expenses for his personally owned home.

He would be entitled to deduct only 83.33% of the $2,000 of unreimbursed professional expenses on
line 20 of the 1997 Schedule A (unreimbursed employee expenses from Form 2106). The computation is
as follows:

Taxable ministry income ($25,000 salary)

Total ministry income of $30,000
= 83:33%
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Taxable ministry income ($25,000 salary)

Total ministry income of $30,000
= 83:33%

Practitioner Tip. This problem can be eliminated if the congregation and the minister would agree that
all professional expenses are to be reimbursed, preferably through a monthly voucher arrangement
supported by receipts and records.

Employee Business Expenses of Ministers

Ministers who are employees may deduct the following types of professional expenses on line 20 of the
1997 Schedule A (from Forms 2106 or 2106-EZ) subject to the 2% AGI limitation:

• Unreimbursed professional expenses for which the minister is not reimbursed under an I.R.C. §62(c) 
accountable plan

• "Nonaccountable" professional expenses for which the minister receives an allowance rather than
reimbursement

Notes: Generally, reimbursements made to the minister by the employer church under an accountable
plan are not included either in the minister's gross income or on the Form W-2.  Also, they are excluded
in computing self-employment tax.

If the reimbursement arrangement is nonaccountable, the allowances must be included in the minister's
gross income and must be shown as wages (Box 1) on the 1997 Form W-2. However, the minister may
deduct all professional expenses he actually pays in 1997 in computing self-employment tax, even if he
does not itemize deductions.

Comprehensive Example (from IRS Pub. #517)

This involves the 1996 tax year, but the rationale would also apply to 1997.

Rev. John Michaels is the minister of the First United Church. He is married and has one child. He is a
common-law employee of the church. He has not applied for an exemption from self-employment tax. The
church paid him a salary of $31,000.  In addition, as a self-employed person, he earned $4,000 during the year
for weddings, baptisms, and honoraria.

In an earlier year, Rev. Michaels bought a home next to the church. He makes an $800 per month mortgage
payment of principal and interest only. The church paid him $800 per month as his parsonage allowance
(excluding utilities). The home's fair rental value is $900 per month. The utility bills for the year totaled
$960.The Church paid him $100 per month designated as an allowance for utility costs.

The church did not withhold social security, Medicare, or federal income taxes because Rev. Michaels had not
requested it. The church reports his salary for income tax purposes on Form W-2, box 1, leaving blank the
boxes for social security and Medicare wages. Box 1 of the Form W-2 shows his wages of $31,000. He made
estimated tax payments during the year totaling $8,400.
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Rev. Michaels taught a course at a local community college.  He was paid $3,400, which was reported on a
Form W-2. The federal income tax withheld was $272.  As an employee of the college, he was subject to social
security and Medicare withholding. His Form W-2 shows $210.80 withheld for social security taxes and
$49.30 withheld for Medicare taxes.

Form 1040.  On Form 1040, Rev. Michaels reports $34,400 ($31,000 from the church and $3,400 from the
college) on line 7 and $240 (the excess of the utility allowance over the utility costs) on line 21. (The
parsonage allowance is not taxable for income tax purposes.)

Schedule C-EZ (Form 1040). On Schedule C-EZ, Rev. Michaels reports the $4,000 from weddings,
baptisms, and honoraria. His related expenses for the year were $87 for marriage and family booklets and
$158 for 503 miles of business use of his car figured at the standard mileage rate of 31 cents a mile (mainly for
trips in connection with honoraria).  He cannot deduct the part of his expenses allocable to his tax-free income.
He attaches the required statement (example shown later) to his tax return that explains how he figures the
nondeductible part ($56). He subtracts the $56 from the $243 and enters the $187 difference on line 2 of
Schedule C-EZ . He reports his net profit of $3,813 on line 12 of Form 1040.

Schedule SE (Form 1040). On Schedule SE, Rev. Michaels includes the $800 per month parsonage allowance
($9,600), the entire $100 per month utility allowance ($1,200), his salary from the church ($31,000), and the
net income from Schedule C-EZ ($3,813).  He subtracts from this the $56 of nondeductible Schedule C-EZ
expenses and the $1,103 ($884 + $219) of allowable employee business expenses (discussed below). He
reports his net income of $44,454 in Section A of Schedule SE. (As a minister, his church salary is not
considered "church employee income.")

After completing Schedule SE (Form 1040), Rev. Michaels enters the self-employment tax ($6,281) on Form
1040, line 45. Also, he enters half thee amount ($3,141) on Form 1040, line 25.

Form 2106-EZ. Rev. Michaels completes lines 7−11b. His car was used 2,852 miles for church business.
Using the standard mileage rate, he figures that his car expense is $884. He enters the $884 on line 1. He has
$219 of expenses for publications and booklets that he enters on line 4.

Before entering the total expenses on line 6, he must reduce them by the amount that is allocable to his tax-free
parsonage allowance. On the attached required statement (shown later), he shows how he figured the
nondeductible part of his expenses.  The result is $254 of expenses allocable to the tax-free income.  He
subtracts $254 from $1,103 and enters the result, $849, on line 6. He then enters the line 6 amount on line 20
of Schedule A (Form 1040).

Schedule A (Form 1040). Rev. Michaels contributed $4,800 in cash during the year to various qualifying
charities. Each individual contribution was for less than $250. He deducts the $4,800 as an itemized deduction
on line 15. He deducts $1,750 in real estate taxes on line 6 and $6,810 of home mortgage interest on line 10.
He limits his employee business expenses to the amount exceeding 2% of his adjusted gross income. He enters
$143 as the total of his miscellaneous deductions on line 26. The total of all itemized deductions is $13,503,
which he enters on line 28 of schedule A and on line 34 of Form 1040.

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



*See Attached Statement.

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



*See Attached Statement.

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



*See Attached Statement.

I.R.C. §265 Computation of Expenses, Allocable to Tax-Free Ministerial Income, That Are
Nondeductible:

Taxable Tax-Free Total
Salary as a minister $31,000 $31,000
Parsonage allowance:
  Mortgage ($800 ×
12)

$9,600 9,600

  Utilities
     $100 × 12 = $1,200
    minus costs 960 960 960
    excess 240 240 240
Gross income from weddings, baptisms, and honoraria 4,000 4,000
    Ministerial income 35,240 10,560 45,800
Percentage of nondeductible expenses: $10,560 ÷ $45,800 = 23%
Schedule C-EZ Deduction Computation

$87 Marriage and family booklets
+156 Business use of car
$243 Unadjusted Schedule C-EZ expenses

× 23%
$56 Nondeeductible part of expenses

$243 Unadjusted Schedule C-EZ expenses
−56 Nondeductible part of expenses

$187 Schedule C-EZ deductions (line 2)
Employee Business Expense Deduction Computation

$884 Car expenses for church business
+219 Publications and booklets

$1,103 Unadjusted employee business expenses
(Form 2106-EZ)

× 23%
$254 Nondeductible part of expenses

$1,103 Unadjusted employee business expenses
(Form 2106-EZ)

−254 Nondeductible part of expenses
$849 Employee business expense deduction (Form

2106-EZ, line 6)
None of the other deductions claimed in the return are allocable to
tax-free income.
Attachment to Schedule SE (Form 1040)
  Church wages $31,000
  Parsonage allowanceMortgage $9,600
        Utilities 1,200 10.800
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  Net  operating profit from Schedule C-EZ 3,813
$45,613

Less:
  Schedule C-EZ expenses allocable to tax-exempt income $56
  Ministerial employee business expenses (unadjusted) 1,103 1,159
    Net Self-Employment Income
      Schedule SE, Section A, line 2 $44,454

Problem 13: Disabled Access Credit/Expenditures to Remove
Barriers

A. Disabled Access Credit [I.R.C. §44]

I.R.C. §44 provides a tax credit of up to $5000 dollars per year for expenses incurred by certain small
businesses to provide access to disabled individuals.  The tax credit is claimed on Form 8826 and is part
of the General Business Credit.  The credit is nonrefundable and any excess credit must be carried back 3
years and then forward 15 years.

Eligible Small Business: An eligible small business includes a business under any entity form that
meets either of the following two tests:

1. the business's gross receipts did not exceed $1,000,000 during the prior tax year, or
2. the business employed not more than 30 full-time employees during the prior tax year.

Note: For test 2 above, full-time is defined as at least 30 hours per week for 20 calendar weeks during the
prior year.

Eligible access expenditures include amounts paid or incurred

(a) for the purpose of removing architectural, communication, physical, or transportation barriers that
prevent a business from being accessible to, or usable by, individuals with disabilities,  

Note: There is an exception for expenditures to remove barriers.  These expenses do not qualify
for the credit if they are paid or incurred for new construction first placed in service after Nov.
5, 1990.

(b) to provide qualified interpreters or other effective methods of making aurally delivered materials
available to individuals with hearing impairments,

(c) to provide qualified readers, taped text and other effective methods of making visually delivered
materials available to individuals with visual impairments,

(d) to acquire or modify equipment or devices for individuals with disabilities, or
(e)
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(e) to provide other similar services modifications, materials, or equipment.

Any amount claimed as the credit reduces the basis of the item for purposes of computing costs recovery
deductions.  The amount of the credit for any taxable year is equal to 50% of the eligible expenses for the
taxable year that exceed $250 but do not exceed $10,250. This places an annual limit on the credit of
$5,000 ($10,250 − $250 × 50%).

B. Expenditures to Remove Barriers [I.R.C. §190]

In addition to the disabled access tax credit, I.R.C. §190 provides a tax deduction for a taxpayer who
elects to deduct qualified architectural and transportational barrier removal expenses that are paid or
incurred in a taxable year.  The expenses would otherwise be chargeable to a capital account.  The annual
limit for any taxable year is $15,000.

Treas. Reg. 1.190-(2)(b) lists specific modifications, by item, which may qualify for the deduction.
Readers are advised to review the regulations of the modifications to these items which may qualify for
the deduction.

There does not appear to be a required priority of the credit of the deduction or vice versa.  I.R.C.
§44(d)(7) simply denies a double benefit providing that to the extent of the credit claimed, no deduction
of the credit in that amount is allowed under any other provision of the Code.

From a planning standpoint, it would seem advisable to look at I.R.C. §44 disabled access credit first,
especially when the expenditure would be properly capitalized and subject to a long MACRS cost
recovery life.  After claiming the maximum credit allowable, the remaining cost of the expenditures
qualifies for I.R.C. §190 removal of barriers deduction.  Any remaining basis may be depreciated. If the
expenditure is not depreciable, such as in land improvements, grading, and so on, the amount is
capitalized to the basis of the land.

Example.   In 1997, John Smith, a sole proprietor operating a dental practice, paid for the following
upgrades to the dental office building he constructed in 1980.  John's tax liability, before consideration of
these expenditures, is $45,000.

1. Construction on a wheelchair ramp and parking lot$3,500 (15-year MACRS life)
2. Construction of chairlift from first floor to second floor$21,000 (7-year MACRS life)
3. Costs to grading and widening public walks to conform the Americans with Disabilities Act of

1990$4,500 (15-year MACRS life)
4. Remarking parking lot to comply with handicap parking$500 (15-year MACRS life)

The entire $29,500 of expenditures qualifies for both I.R.C. §44 access credit and §190 barrier removal
deduction.

Assuming the I.R.C. §44 credit is claimed, John would claim the $5,000 credit as shown on Form 8826.

For basic reduction purposes, John's accountant would subtract the credit from the cost of the longer life
assets, in this case, item 3 (grading and walks) and item 4 (marking parking lot).  The remaining cost of
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the expenses after the $5,000 credit is $24,500.  This $24,500 is attributed to items 1 and 2, the
wheelchair ramp and chairlift.

For purposes of I.R.C. §190 barrier removal deduction, a $15,000 limit would be applied first to item 1,
leaving a $11,500 deduction for the $21,000 spent on item 2.  The remaining basis of $9,500 in item 2
(chairlift) would be depreciated using MACRS (7-year recovery period) on John's 1997 Form 4562.

Recap   

Total expenditures $29,500
Less basis reduction required by I.R.C.
§44

(5,000)

24,500
Less I.R.C. §190 deduction (15,000)
Remaining basis subject to MACRS $9,500
Computation of allowable MACRS on chairlift
for 1997
Depreciable basis $9,500
Recovery period 7 years
Method 200% DB−Half-year convention
Table in IRS Pub. #946, "How to Depreciate Property" A-1
MACRS percentage for 1997 14.29%
Allowable MACRS for 1997 ($9,500 × 14.29%) $1,358

Note: John is claiming the maximum $5,000 Disabled Access Credit on line 18 on his 1997 Form 8826.
If he has no other General Business Credits in 1997, he will not be required to attach a 1997 Form 3800
(General Business Credit) to his 1997 Form 1040.  The $5,000 Disabled Access Credit from line 18,
Form 8826, will be entered on line 44 on John's 1997 Form 1040.  Check the box for line 44d and specify
"Form 8826."
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Problem 14: Repossession of Personal Property

Law and other information: If a borrower does not make payments due on a loan secured by personal
property, the lender may repossess the property.  The repossession is treated as a sale or exchange, and
the borrower will realize gain or loss.  This is true even if the personal property is voluntarily returned to
the lender.

Rules for Repossessions Involving Recourse Debt

A. Amount Realized on a Recourse Debt

If the borrower is personally liable for the debt (defined as recourse debt), the amount realized (sales
price of the repossessed asset) does not include the amount of the cancelled debt that represents income
to the borrower from cancellation of debt [I.R.C. §61(a)(12)].

However, if the fair market value of the transferred property is less than the amount of cancelled debt, the
amount realized by the borrower includes the amount of cancelled debt up to the fair market value of the
property.  The borrower is treated as receiving ordinary income from the amount of cancelled debt for
that part of the debt that is not included in calculating the amount realized.

B. Cancellation of Debt Income [I.R.C. §61(a)(12)]

If property that is repossessed secures a recourse debt, the general rule is that the amount by which the
cancelled debt exceeds the fair market value of the property must be reported as ordinary income. This
ordinary income amount is separate from any gain or loss realized from the repossession.  Report the 
ordinary income from cancellation of business debt as business income. Report the ordinary income
from cancellation of non-business debt as miscellaneous income on line 21, Form 1040.

Since most debts incurred by individuals and businesses are recourse debts, the factual situation that
follows involves recourse debt rather than nonrecourse debt.

Facts.   Hugo is a former self-employed trucker.  He bought a new International tractor-trailer in
1995.  Following are the facts regarding the truck:

Date purchased: April 20, 1995
Cost (purchased outright with no trade-in): $86,000
Amount of original loan from Navistar Credit Co.: $75,000
Date of repossession by the lender: May 10, 1997
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Remaining loan principal on date of repossession: $61,750

[See the 1997 Form 1099-A which Navistar Credit Co. sent to Hugo.]

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



Note: Hugo was not insolvent or bankrupt on the repossession date.  The debt does not qualify as farm
debt. [See I.R.C. §108(g).]

MACRS deducted on the truck on Hugo's Schedule C:

Year MACRS Deducted on Schedule C
1995 $28,664 ($86,000 × 33.33%Table A-1, IRS Pub. 946)
1996 38,227 ($86,000 × 44.45%)

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes. 

1997 Workbook



1997 6,368 ($86,000 × 14.81% ÷ 2:  disposed of in 1997)
$73,259 (Total MACRS deducted by Hugo)

Question 1.    Does Hugo have a taxable event in 1997?

Answer 1.   Yes.  The repossession of his truck by the lender will produce two types of income on Hugo's
1997 tax return.  See the completed worksheet from IRS Pub. #544, "Sales and Other Dispositions of
Assets."
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Question 2.    Where should Hugo report the $1,750 income from cancellation of debt?

Answer 2.   Cancellation of debt income is generally not subject to self-employment tax pursuant to 
Treas. Reg. 1.1402(a)-6. Therefore, it is recommended that the $1,750 be reported on Hugo's 1997 Form
1040, line 21, Other income. See the partially completed 1997 Form 1040 that follows.
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Question 3.    Where should Hugo report the $47,259 gain from the repossession?

Answer 3.   In Part III of his 1997 Form 4797.  The entire gain is §1245 ordinary recapture income.  See
the completed Form 4797.
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Problem 15: Taxation of Aliens

With the growth of the global economy, each year more practitioners encounter potential clients who are
not citizens of the United States.  Even those practitioners who attempt to limit their practice to tax
returns of U.S. residents often have clients with international business or family affiliations.  Since
federal income taxation of noncitizens can be substantially different from taxation of citizens, all
practitioners need to be conversant with potential issues in this area.  This discussion is intended as an
introduction and does not cover every possible scenario.

I. Residency Status

For tax purposes, the term "alien" includes anyone with U.S. income who is not a resident of the United
States.  Noncitizens are classified under I.R.C. §7701(b) as either resident aliens or nonresident aliens.
I.R.C. criteria for residency must be distinguished from those under immigration law.  While physical
presence does not always confer tax resident status, an undocumented (illegal) alien under Immigration
and Naturalization Service (INS) regulations frequently is taxed as a resident alien.

A person can be both a resident alien and a nonresident alien in the same tax year.  This generally occurs
during the first or last year of U.S. residency.  Such taxpayers must file dual status returns (discussed
later).

There are two tests to determine whether a person is a resident alien under the Internal Revenue Code.

A. Green Card

The first test is tied to INS status.  If an individual receives a permanent immigrant residency permit
("green card"), he or she is classified as a tax resident.  He or she does not need to reside physically in
the United States.  Tax residency status for permanent immigrants remains in force unless the green card
is rescinded by INS or surrendered by the alien, or there is a final administrative or judicial determination
that the individual's immigrant standing has been abandoned.

Example 1.   Anne received a green card and came to the United States in 1949.  She never became
a U.S. citizen.  Her husband died in 1991, and in 1994 she decided to return to England to share a home
with her sister.  Since she did not relinquish her green card, she is still a resident alien in 1997.

B. Substantial Presence

The second test for residency is based on physical presence in the United States.  Whether that presence
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is legal is not an issue. Actual days of presence during the current tax year and the two prior tax
years are counted.  It is not necessary to be present in the United States for some part of all three years;
the test can be met with sufficient presence in a single year.  Dual status rules apply.

1. Days Counted.   Meeting the substantial presence test requires a total of 183 days, with at
least 31 of those days in the current year. In counting days of presence, one counts

• All days of presence in the current year,

• One-third of the days in the first prior year, and

• One-sixth of the days in the second prior year.

Fractions are included when adding days, but the total is always rounded down.

Example 2.   Allan, who is not a U.S. citizen or permanent resident, limits his presence in the
United States to exactly 120 days a year.  In applying the substantive presence test, 120 days are counted
for 1997, 40 (1/3 of 120) days are counted for 1996, and 20 (1/6 of 120) days are counted for 1995. Since
this totals 180 days (120 + 40 + 20), Allan does not meet the substantial presence test and is classified as
a nonresident.

Example 3.   Chris was present in the United States on a business visa for 68 days in 1997, 337 days
in 1996, and 26 days in 1995. Using the 68 days in 1997, and counting 1121/3 days in 1996 and 41/3 days
in 1995, his total is 1842/3 days, which is rounded down to 184 but is still enough to meet the
substantial presence test.

Example 4.   Chris in Example 3 was present in the United States for only 66 days in 1997.  Now
his total is 182 2/3, rounded down to 182, and Chris is a nonresident for 1997.

2. Closer Connection.   Individuals who meet the substantive presence test nevertheless can
be taxed as nonresidents if they have a closer connection to another country.  To qualify they must

• Have been in the United States for fewer than 183 days during the year,

• Maintain a tax home in a foreign country, and

• Have a closer connection to that country.

Facts considered include the country of residence designated on forms and documents; the location of the
taxpayer's permanent home, family, and personal belongings; social, political, cultural and religious
affiliations; driver's license jurisdiction; and voting jurisdiction.

Form 8840, Closer Connection Exception Statement for Aliens,must be attached to the individual's
U.S. tax return.  If a return is not required, the statement should be sent separately to the Philadelphia
Service Center.

3. Days Not Counted.   Some individuals temporarily present in the United States are exempt
from the residency test.  They are not, however, exempt from U.S. taxes.  The exemption only means that
they are automatically classified as nonresidents for tax purposes.

Exempt categories include individuals with diplomatic status and full-time employees of qualified
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international organizations, professional athletes competing in charitable events (only on the actual days
of competition), and some teachers, trainees (including many researchers), and students.  Family
members whose visa statuses are linked to the exempt individual's classification are also exempt.

Student, teacher, and researcher exemptions are limited to specific visas for finite periods of time.

• Eligible teachers and trainees may have J or Q visas and are exempt for two years.  A six-year
lookback rule applies: If the taxpayer was exempt as a teacher, trainee, or student for any part of two of
the preceding six calendar years, he or she cannot exclude days in the current year.

• Eligible students may have F, J, M, or Q visas.  They can exclude days for up to five calendar years,
which normally covers four academic years.  Years for which days were excluded as a teacher or
trainee are included in the five-year student limit.

Individuals who are excluding days from the substantial presence test must file Form 8843, Statement
for Exempt Individuals. Generally, it is attached to the tax return; however, if no return is being filed, it
may be sent separately to the Philadelphia Service Center.

Exemption from the substantial presence test applies only to the specific visas listed for teachers,
trainees, and students.  An individual admitted to the United States with an H visa, for example, must
count all days of presence even if his or her approved work is as a teacher or trainee.

If family members with related visas enter the United States in a later year than the primary visa holder,
their years for excluding days will not coincide with those for the primary visa holder.

Example 5.   Patrick entered the United States on a J visa in July 1996 as a visiting professor for
two academic years at the University of Illinois.  His wife and children joined him in January 1997.
Patrick was automatically a nonresident in 1996 and 1997, since his days in the United States were 
excluded from the substantial presence test.  For 1998, he will be a resident alien if he stays in the
United States beyond July 1 (183 days).  His wife and children will be nonresidents for 1998.

Practitioner Note.

 Under I.R.C. §152(b)(3), a dependent must be a citizen or national of the United States, or a resident of
the United States or a contiguous country (Canada or Mexico). Residency in the United States is
determined under the green card and substantial presence tests.  It is possible for an exempt individual
to reside in the United States for the entire year and not meet the residency test for a dependency
exemption.

II. Resident Aliens

Resident aliens under I.R.C. §7701(b) are taxed in the same way as U.S. citizens.  It generally makes
no difference whether the classification as a resident comes through a green card or through the
substantial presence test.
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A. Full Year

If a taxpayer is determined to be a resident alien for the entire tax year, the following precepts apply:

• Worldwide income must be reported on a U.S. tax return.

• Form 1040, 1040A, or 1040EZ is to be filed.

• Deductions and exemptions may be used to reduce taxable income.

• The graduated income tax rates apply.

• Most credits may be claimed, including the foreign tax credit.

Practitioner Note.

 The Earned Income Tax Credit (EITC) is limited to taxpayers with social security numbers (SSNs).
Green card holders and individuals with INS permission to work in the United States are eligible for
SSNs.  However, many persons who are classified as tax residents under the substantial presence test are
not eligible for SSNs.  On a joint return, both the primary and secondary taxpayers must have SSNs.  If
the EITC is based on qualifying children, the children must have SSNs.  IRS-issued individual taxpayer
identification numbers (ITINs) are not valid for the EITC.  ITIN information is provided in
question-and-answer format at the end of this chapter.

Resident aliens who are self-employed may pay the self-employment tax.  Whether the taxpayer will
qualify for social security benefit payments makes no difference in application of the tax.

Example 6.   Ivan was a 62-year-old retiree when he immigrated to the United States in 1994.  In
1997, he returned to the workforce part-time as a self-employed consultant, netting $1,800.  Ivan is liable
for self-employment tax.

B. Part-Year Residents

Many noncitizens who receive a green card or meet the substantial presence test during a tax year
presume that they are residents for the full year.  This is not always the case:  Many have dual status.

A dual-status return splits income and taxation into resident and nonresident periods.  A combined
Form 1040 and Form 1040NR is filed.Dual status does not confer all the tax benefits of resident status:

• A joint return is not allowed.

• Head of household filing status is not available.

• The standard deduction cannot be used.

• Spousal and dependency exemptions are limited to residency-period income minus deductions.

1. First Year.   In the first year an alien is present in the United States, he or she is considered a
nonresident for the time period before his or her arrival.  This is true under either residency test.  A 
dual-status alien can elect to be treated as a resident for the entire year only when he or she is married to
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someone who is a U.S. citizen or resident alien at the end of the tax year [Treas. Reg. §1.6013-7].

However, an alien who does not satisfy a residency test and normally would be considered a nonresident
for the full year can elect to be dual-status if certain conditions are met [Reg. §301.7701(b)-4(c)(3)].

2. Final Year.   Dual-status years can occur when an alien who satisfied the substantial presence
test leaves the United States permanently before his or her tax year ends or when a green card is formally
abandoned or rescinded.  Dual-status years do not occur when a person who has met a residency test
leaves in one year and returns the next year.

Example 7.   Fred has resided in the United States since 1993, but he does not have a green card.  In
September 1996, he moved to Kenya for a six-month assignment, returning to the United States in April
1997.  Fred is taxed as a U.S. resident for the entire years of 1996 and 1997, despite his physical
absence in each year.

3. Immigration Status Change.   A dual-status year can occur when a green card is issued
during an otherwise "exempt" year.

Example 8.   Ruth entered the United States in 1993 on an F visa as a student.  She completed her
studies in May 1997 and was granted a green card as of September 1.  She does not meet the substantial
presence test because the days under the F visa are not counted as days of presence.  Her residency
starting date is September 1.

III. Nonresident Alien

A nonresident alien is generally subject to U.S. tax only on income earned in the United States.
Business-related income is reduced by allowable deductions and a personal exemption and is then taxed
at the graduated rates.  Nonbusiness income is not reduced by exemptions or deductions and is taxed at a
flat 30% rate, unless a lower rate is established by a tax treaty.  Nonresident aliens must file Form
1040NR or Form 1040NR-EZ.

A. Filing Limitations

Generally, filing-status choices are single or married filing separately.  Joint returns and head of
household filing status are not available.  Qualifying widow(er) status is allowed only for residents of
Canada, Mexico, Japan, and South Korea and for U.S. nationals.  Married residents of those countries
who meet head of household qualifications are permitted to file as single.

Practitioner Note.

 A nonresident who is married to a U.S. citizen or resident can elect to be treated as a resident by filing a
joint return with a required statement.  The joint return must report worldwide income of both spouses,
and treaty benefits are not allowed [Reg. §1.6013-6].
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Nonresidents with U.S. business income generally can claim only their own personal exemptions.
Spousal and dependency exemptions are not allowed.  This is true even when potential dependents
meet all five dependency tests.  Statutory exceptions apply to residents of Canada and Mexico and to U.S.
nationals.  Treaty exceptions apply to residents of Japan and South Korea and to students from India.

B. Scheme of Taxation

Unlike U.S. citizens and resident aliens, nonresidents are taxed in the United States only on their
income from a U.S. source.  The source of income for personal services (including pensions) is
generally determined by where the services are performed.  The source of income from property is
generally determined by the location of the property (see table).

Summary of Source Rules for Income of Nonresident Aliens

Type of Income Source Determined by
Compensation for personal services Where services are performed
Dividends Residence of paying corporation
Interest Residence of payor
Rents Where property is located
RoyaltiesNatural resources Where property is located
RoyaltiesPatents, copyrights, etc. Where property is used
Pensions Where services were performed
Sale of inventory property Where property is sold
Sale of personal property (other than inventory
property)

Tax home of seller

Sale of real property Where property is located

Example 9.   Alex is a Canadian citizen who works in Toronto for a U.S. corporation.  The source
of his compensation is Canada, even though the payer is based in the United States.

Example 10.   Elena is a Mexican citizen who works in San Antonio for a Mexican corporation.
The source of her compensation is the United States, even though the payer is based in Mexico.

Example 11.   Zoe is a citizen of Greece who is employed by a U.S. corporation.  She worked 240
days for the corporation during the year, divided into 24 days in the United States and 216 days in
Greece.  Ten percent of her compensation is U.S.-source; the remainder is Greek-source, although her
payer is based in the United States.

After the source of income is determined, U.S.-source income must be divided into income from a trade
or business activity (called "effectively connected") and income that is not effectively connected to a
trade or business [I.R.C. §871(a) and (b)].

The two categories of income are entered on separate pages of Form 1040NR and are taxed differently.
Exemptions and deductions can only offset effectively connected income, which is taxed at the same
graduated rates that apply to resident returns.  Income that is not effectively connected is subject to a flat
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tax.

IV. Taxpayer Identification Numbers

Any individual required to file a U.S. tax return must have a taxpayer identification number.  If an alien is
not eligible for a social security number, he or she can apply for an ITIN (Individual Taxpayer
Identification Number) issued by the IRS's Philadelphia Service Center.  The following answers were
provided by the IRS in response to questions received from practitioners and taxpayers.

Question 1.    What is an ITIN?

Answer 1.   An ITIN, or Individual Taxpayer Identification Number, is a new tax processing number that
became available July 1, 1996 for certain aliens, their spouses, and dependents.  The ITIN is only
available to individuals who cannot get a social security number (SSN).

Question 2.    What are the characteristics of an ITIN?

Answer 2.   An ITIN is a nine-digit number, beginning with the number "9", formatted like an SSN
(NNN-NN-NNNN).  The temporary tax-identifying numbers previously assigned (also beginning with
"9") are no longer valid.

Question 3.    What is the purpose of an ITIN?

Answer 3.   ITINs are used only for processing U.S. federal income tax returns.  Issuance of an ITIN does
not affect the individual's immigration status or authorization to work in the U.S.  When completing a
federal income tax return, the individual will enter the ITIN in the space for the SSN.

Question 4.    Who needs an ITIN?

Answer 4.   Individuals who must file a U.S. tax return (or are listed on a tax return as a spouse or
dependent) and do not have and cannot obtain a valid SSN must apply for an ITIN.

As of January 1, 1997, the IRS no longer accepts "SSA205c," "applied for," "NRA," or blanks instead of
an identification number.  Each person listed on the return must have a valid number, either an SSN or an
ITIN.  An individual who previously was assigned an IRS temporary identification number (900-number)
must now apply for an SSN or ITIN.

If a return requesting a refund is filed without an SSN or ITIN for the primary filer and spouse, the refund
is delayed until the identification number is obtained.  If a dependent SSN/ITIN is missing, the
exemption is denied and the refund adjusted accordingly.

Question 5.   
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Question 5.    Who are the most likely candidates for ITINs?

Answer 5.   A resident or nonresident alien who does not have and cannot get an SSN, and who is

• Required to file a U.S. tax return,

• Claimed as a dependent on a U.S. citizen's U.S. tax return,

• Claimed as an exemption by a spouse on a U.S. tax return,

• The spouse of a U.S. citizen electing to file a joint U.S. tax return, or

• Filing a U.S. tax return only to claim a refund.

Question 6.    How does one apply for an ITIN?

Answer 6.   Form W-7, Application for IRS Individual Taxpayer Identification Number, is used to obtain
an ITIN.  A taxpayer may complete and sign a Form W-7 for a minor dependent, but other dependents
and spouses must complete and sign their own Forms W-7.

Form W-7 is an information form and requires documentation substantiating foreign or alien status and
identity of the individual. The original documentation, along with Form W-7, can be mailed to the
Philadelphia Service Center (PSC) or presented at IRS walk-in offices.

Problem 16: Required Minimum Distributions from SEPs

Under I.R.C. §408, the minimum distribution rules of §401(a)(9), relating to qualified employer
retirement plans, also apply to individual retirement arrangements (IRAs).  Simplified Employee
Pensions (SEPs) use IRAs to receive plan contributions.  Thus, the IRA distribution rules apply to SEPs.
A 50% excess accumulations penalty applies when a minimum required distribution is not taken timely.

The first distribution must be taken for the year in which the IRA owner attains age 70½.  It can be taken
in that year (and taxed in that year), or it can be delayed until the next year, when it must be taken by
April 1.  If the first required distribution is delayed until the year after the owner attains age 70½, a
second distribution also must be taken before the end of that year, resulting in two distributions being
taxable in one year.

Note. A 1996 law change permits qualified plan distributions to be postponed until retirement for
employees who are still working for the employer who maintains the plan.  However, this change does
not apply to IRAs, including SEPs.

Facts.   Jim Bodkins was born June 24, 1926.  He was 70 on June 24, 1996, and 70½ on Dec. 24,
1996.  When preparing Jim's 1996 federal income tax return in February 1997, his preparer advised him
that since no IRA distribution had been taken in 1996, his first distribution was required by April 1, 1997,
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and a second distribution was required by Dec. 31, 1997.  A week after meeting with his preparer, Jim
was critically injured in an automobile accident and was still in rehabilitation at year end.  In preparing
Jim's 1997 federal tax return, the practitioner discovered that no IRA distribution had been made.

Question.    What actions should Jim and the preparer take?

Answer.   Jim should take the two required distributions immediately.  The practitioner must include a
completed Form 5329 (Part III) with Jim's 1997 return, calculating the excess accumulation penalty.
However, when Jim takes the required prior-year distributions, he can request a waiver of the penalty.  A
letter should be sent to the IRS Service Center explaining the reasons for the shortfall and stating that it
has been corrected.  If the distribution is taken before the return is filed, the letter can be attached to the
return.  If the IRS agrees that reasonable cause exists, a refund will be issued.

Facts.   Assume that Jim was born in 1916 and had taken required minimum distributions through
1996.  Each year his bank sent a letter reminding him of the distribution rule.  In 1997 the bank was
involved in a merger, and Jim did not receive a reminder.  He did not take a 1997 distribution.

Question.    What actions should Jim and the preparer take?

Answer.   The same as in the first scenario (take the distribution, file Form 5329, and request a waiver).
Forgetfulness generally does not provide a basis for reasonable cause, according to Internal Revenue
Manual XX.  However, Jim's record of taking required distributions in prior years might result in a
waiver.

Note. A required distribution must be computed for each IRA, since beneficiaries and distribution
elections may differ. However, taxpayers with multiple IRAs may withdraw the total required amount
from any one IRA or any combination of IRAs [Announcement 88-38]. Taxpayers with more than one
IRA frequently choose to deplete the IRA with the lowest annual earnings first.  Therefore, trustees are
not responsible for ensuring that distributions are made.

Problem 17: Nondiscrimination Rules for SEPs

Facts.   Brenda Stoner owns a self-service laundry and an alterations business as a sole proprietor.  In
1997 she had eight part-time employees at the laundry and two full-time employees at the alterations
shop.  All employees are over age 21.  Most laundry employees have worked for her for only a few
months.  However, one laundry employee has been employed by Brenda since 1994.  Another quit in
June 1997 after working for her since 1992.  Both alterations employees have been with Brenda for
nearly 10 years.
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Question.    Brenda would like to establish a SEP plan only for the alterations employees.  Is that
allowable?

Answer.   No. Employees of trades or businesses that are under common control are treated as employed
by a single employer.  If Brenda established a SEP plan, employees of both businesses must be covered.

Question.    Could she incorporate one business to avoid this problem?

Answer.   No, incorporation would not make a difference.  The common control rules affect ownership
through corporations, partnerships, trusts, and estates, as well as sole proprietorships. See I.R.C. §414(b)
and (c).

Question.    Can she exclude any employees?

Answer.   Brenda must establish written criteria when she adopts an SEP plan.  The plan is permitted to
exclude employees under age 21, employees who have worked for her in fewer than three of the
preceding five years, and employees who earned less than $400 during the plan year [see §408(k)(2)].

Applying these factors, Brenda would be required to make SEP contributions for the alterations
employee and the two laundry employees who satisfied the years of service requirement.  Note that the
laundry employee who quit must still be included for 1997 since she met the eligibility criteria.
Other employees must be added in any year they meet the criteria.

The amount contributed for each employee is a percentage of the compensation paid to that employee
during the year.  Brenda can change the contribution percentage each year, but it cannot exceed 15%.  If
the former employee cannot be located, Brenda must open a SEP-IRA on her behalf.

Question.    Presume the same facts, except that Brenda owns only half of the laundry.  The remaining
50% of the laundry is owned by unrelated persons.  Can she establish a SEP plan only for the
alterations business?

Answer.   Yes.  Commonly controlled businesses are defined in Treas.  Reg. §1.414(c)-1.  Since Brenda
does not own more than 50% of the laundry, and the other owner(s) of the laundry have no interest in the
alterations business, the businesses are not under common control. The special aggregation rules for
owner-employees of unincorporated businesses were repealed for years beginning after 1996 by the
1996 Small Business Job Protection Act [§401(d)].  If Brenda establishes the SEP only for the alterations
business, the SEP contribution for herself is based only on her profit from the alterations business.

Note. Common control can be measured under a parent-subsidiary group, a brother-sister group, or a
combined group.  A parent-subsidiary relationship requires 80% ownership, and a brother-sister group is
established when five or fewer persons together own more than 50% of each business.  Combined groups
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