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Prior users of the National Income Tax Workbook will notice a new feature in this year’s book—learning 
objectives are identified at the beginning of each chapter. This is a response to the IRS Return Preparer 
Office Standard No. 9 for continuing education (CE) providers, which requires providers to give attend-
ees a means for evaluating each program’s technical content, presentation, and fulfillment of learning 
objectives [www.irs.gov/pub/irs-utl/providerstandards.pdf].

The 2012 National Income Tax Workbook includes sufficient materials to fulfill the CE requirements 
for registered tax return preparers (RTRPs) and RTRP candidates who attend a 2-day school. (Their 
15-hour annual CE requirement includes 3 hours of federal tax law updates, 2 hours of ethics, and 10 
hours of other federal tax law topics.) But as always, this book is also designed to provide qualifying con-
tinuing professional education (CPE) for other tax professionals, including enrolled agents (EAs), CPAs, 
and attorneys.

Four chapters focus specifically on federal tax law updates—“New Legislation,” “Prior Legislation,” 
“Rulings and Cases,” and “Tax Rates and Useful Tables.” But updates are also included in almost all of 
the other chapters. A table in the “Rulings and Cases” chapter lists new revenue rulings, revenue proce-
dures, IRS notices, recent court cases, and so forth that are discussed within the other chapters that deal 
with a specific tax law area.

The “Ethics” chapter highlights some tax scams and looks at ethical challenges that are likely to 
confront tax professionals. Several court cases are presented to illustrate real world scenarios. The “Tax 
Practice” chapter reviews due diligence requirements and some very recently proposed changes to the 
Circular 230 standards of conduct, as well as providing information about assisting clients with post-
filing issues, including relief from joint liability. The “IRS Issues” chapter provides an update on the 
tax gap as well as the IRS requirements for tax return preparers, rights to practice before the IRS, and 
taxpayer authorizations for representation.

Congress did not enact major tax legislation late in 2011 or in 2012 before this book was published, 
but the “New Legislation” chapter explains the tax provisions included in seven acts, including exten-
sions of the social security tax cut through 2012. The “Prior Legislation” chapter provides an awareness 
of tax benefits that expired at the end of 2011 (and thus will be missing from 2012 returns), explains legis-
lation enacted in prior years that is first effective for 2012 returns, and describes the tax outlook for 2013 
if the 2001 and 2003 tax cuts expire, as scheduled, on December 31, 2012. As in past books, the “Rulings 
and Cases” chapter summarizes important tax developments in the courts and in IRS pronouncements.
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The “Individual Taxpayer Issues” chapter includes detailed explanations of social security benefits 
and U.S. savings bonds, plus discussions of gifts to family members and recordkeeping requirements 
for specific deductions. The “Retirement” chapter covers the tax treatment of Roth IRA distributions, 
describes tax-effective distribution strategies for retirement income, and reviews the IRA rules for non-
traditional investments. The “Loss Limitations” chapter uses a baseball field analogy to illustrate several 
tax law provisions that can prevent or postpone a taxpayer’s deduction of losses.

Four chapters spotlight business tax issues. “Schedule C (Form 1040) Issues” explains the IRS’s new 
Voluntary Classification Settlement Program for businesses to reclassify workers as employees for future 
years. It also discusses income verification, hobby losses, travel expenses, and automobile expenses. 
“Business Assets” is a comprehensive review of the rules for depreciation and for recognizing gain or loss 
on the disposition of business assets, including the rules for installment sales and like-kind exchanges. 
The topics in “Business Issues” range from the small employer health insurance credit to the new regu-
lations that distinguish between repairs and capital expenditures. “Business Entities” highlights new 
developments for S corporation basis and reviews the I.R.C. § 1244 loss provisions, taxation of personal 
service corporations, and special rules that apply to businesses under common control.

Because of the widespread drought conditions in 2012, “Agricultural and Natural Resources Issues” 
opens with a discussion of the deferral rules for crop insurance and disaster payments and weather-
related sales of livestock. It also covers tenant improvements, depletion rules, on-farm processing of 
commodities, and the sale of unharvested crops with land.

Special chapters this year focus on “Gifts and Inheritances” and “Fiduciary Tax Issues.” Gift and 
inheritance topics include the effects of making lifetime gifts versus allowing assets to be inherited, gift 
splitting by spouses, the advantages and disadvantages of family limited partnerships, and the need for 
appraisals. The fiduciary chapter defines terms and key concepts for trusts and estates; provides a brief 
description of 50 trusts used in estate and financial planning; and discusses distributable net income, 
Schedule K-1 (Form 1041), and filing grantor trust income tax returns.

The compact disc included with each copy of this book is an electronic version of this book as well 
as multiple prior-year National Income Tax Workbooks. A search function allows users to search the disc for 
the wide range of topics covered in the books. Topics can also be located by using the table of contents 
or index for each book.

On behalf of the Land Grant University Tax Education Foundation, Inc., we wish each of the 30,000 
practitioners who attend tax schools in the 32 states that use this book a successful tax filing season.

 Philip E. Harris
 Linda E. Curry
 Nina S. Collum
 Editors
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INTRODUCTION This chapter presents information from the IRS that 
highlights current matters of interest to tax professionals.

This chapter has eight learning objectives. The 
expectation is that after completing this session, 
participants will be able to perform the following 
job-related actions:

1. Identify sources of the tax gap.
2. Explain the registration requirements for tax 

preparers.
3. Ascertain limits on taxpayer representation.

Introduction . . . . . . . . . . . . . . . . . 1
Issue 1: New Tax Gap Estimate  . . 2
Issue 2: Return Preparer  

Initiative . . . . . . . . . . . . . . . . . . 4
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Disqualification . . . . . . . . . . . 26

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

4. Sort out IRS notices and letters.
5. Define the term injured spouse.
6. Respond to potential identity theft issues.
7. Determine foreign financial account filing 

requirements.
8. Explain actions or inactions that can lead to 

disqualification of a retirement plan.
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ISSUE 1: NEW TAX GAP ESTIMATE Failing to file tax returns, under-
reporting taxable income on returns that are filed, and failing to pay taxes 
that have been assessed result in a significant amount of uncollected revenue.

The IRS collects 96% of the government’s total 
receipts, which totaled $2.7 trillion in fiscal year 
2008. The vast majority of those revenues come 
from taxpayers who voluntarily report and pay 
the taxes that they owe. Amounts that are not 
reported or not collected comprise the tax gap.

The gross tax gap is the difference between the 
total tax liability for a year and the amount that is 
paid on time. It is comprised of the nonfiling gap, 
the underreporting gap, and the underpayment 
(or remittance) gap.

The net tax gap is the portion of the gross 
tax gap that will never be recovered through 
enforcement or other late payments.

Growth in Corporate 
Underreporting

On January 6, 2012, the IRS released a new set 
of tax gap estimates for tax year 2006. The new 
estimates represent the first full update in 5 years, 
and they show the nation’s compliance rate is 
essentially unchanged from the review that 
covered tax year 2001. The gross gap estimate 
increased from $345 billion in 2001 to $450 bil-
lion in 2006. That growth is due almost entirely 
to the increase in total tax liability. Late tax pay-
ments and IRS enforcement efforts reduced the 
2006 gap by $65 billion, as compared to a $55 
billion reduction in 2001.

There was only a 4% change in the number 
of nonfilers, but the underreporting gap grew 
by 32% and the underpayment gap grew by 
38%. More than a third of the underreporting 
gap was attributable to corporate income taxes: 
Underreporting by corporations more than 
doubled from 2001 to 2006, from $30 billion to 
$67 billion.

Overall, compliance is highest where there is 
third-party information reporting or withholding. 
For example, most wages and salaries are 
reported by employers to the IRS on Form W-2, 
Wage and Tax Statement, and the income is 
subject to withholding. As a result, a net of only 
1% of wage and salary income was misreported 

on employees’ income tax returns. But amounts 
subject to little or no information reporting had a 
56% net misreporting rate in 2006.

Why 2006 Information 
Is the Most Recent

Tax gap estimates take years to produce. Taxpay-
ers had until late 2007 to file 2006 tax returns, 
and it takes several years to measure IRS enforce-
ment of liabilities. Furthermore, statistically valid 
estimates require resource-intensive, time-con-
suming research gathered from a wide range of 
sources, including statistically selected audits of 
taxpayers. Other information, such as income 
and expenditure information from other sources, 
additional financial information, and informa-
tion about best practices in tax return examina-
tion, supplements the audit findings.

IRS Plan to Reduce Gap

Because the tax gap imposes an unfair burden on 
law-abiding taxpayers, the IRS is working toward 
narrowing the gap between what is owed and what 
is paid. Increased enforcement efforts require 
certain trade-offs. Maximizing revenue collection 
without imposing unreasonable compliance and 
enforcement burdens on the vast majority of indi-
viduals and businesses that fully pay what they 
owe requires an appropriate balance.

The IRS’s plan to reduce the tax gap has 
multiple parts, including the following efforts:

1. Reducing opportunities for evasion
2. Making a commitment to research on the tax 

gap
3. Continuing improvements in information 

technology
4. Improving compliance activities
5. Enhancing taxpayer service
6. Reforming and simplifying tax law
7. Coordinating with partners and stakeholders 

Practitioner
Note
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Figure 1.1 summarizes changes in the tax gap 
between 2001 and 2006.

FIGURE 1.1 Tax Gap Statistics, Tax Year 2006 Compared to Tax Year 2001
 (money amounts are in billions of dollars)

TY 2006 TY 2001 

Overall voluntary compliance rate 83.1% 83.7% 

Overall net compliance rate 85.5% 86.3% 
Estimated total tax liability $ 2,660 $ 2,112 
Gross tax gap $    450 $   345 
Net tax gap* $  385 $ 290 

Nonfiling Gap $ 28 $ 27 
     Individual income tax $ 25 $ 25 
     Estate tax $ 3 $ 2 

Underreporting Gap $ 376 $ 285 
     Individual income tax $ 235 $ 197 

          Nonbusiness income $ 68 $ 56 
          Business income $ 122 $ 109 
          Adjustments, deductions, and exemptions $ 17 $ 15 
          Credits $ 28 $ 17 
     Corporation income tax $ 67 $ 30 
          Small corporations (assets under $10,000,000) $ 19 $ 5 
          Large corporations (assets of $10,000,000 or more) $ 48 $ 25 
     Employment tax $ 72 $ 54 
          Self-employment tax $ 57 $ 39 
          FICA and FUTA taxes $ 15 $ 15 
     Estate tax $ 2 $ 4 

Underpayment Gap $ 46 $ 33 
     Individual income tax $ 36 $ 23 
     Corporation income tax $ 4 $ 2 
     Employment tax $ 4 $ 5 
     Estate tax $ 2 $ 2 
     Excise tax $ 0.1 $ 0.5 

*Net tax gap is defined as tax liabilities incurred in that year that remain outstanding after IRS 
enforcement efforts.

Internal Revenue Service, December 2011
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ISSUE 2: RETURN PREPARER INITIATIVE This issue explains the con-
tinuing professional education requirements for many tax preparers that 
begin in 2012 and the competency test deadline in 2013. 

Requiring credentials for paid tax preparers is 
part of the IRS’s efforts to improve compliance. 
Beginning January 1, 2011, paid tax return 
preparers were required to obtain a preparer tax 
identification number (PTIN) before preparing 
and signing returns. PTINs expire on December 
31 each year and must be renewed either online 
or by submitting Form W-12, IRS Paid Preparer 
Tax Identification Number Application. The 
paper application can take 4–6 weeks to process.

The annual PTIN renewal is the only new 
requirement for attorneys, CPAs, and enrolled 
agents (EAs) who are active and in good standing 
with their licensing agency. It is also the only 
requirement for non-Form 1040 preparers and 
for supervised preparers (individuals who do not 
sign returns and are employed by attorney, CPA, 
or EA firms).

Al l  o ther  preparers  have two new 
requirements in addition to PTIN renewal. They 
must take continuing education courses and 
pass a registered tax return preparer (RTRP) 

competency test. The continuing education 
requirement begins in 2012, and the RTRP test 
must be successfully passed by the end of 2013. 
CPAs, EAs, and attorneys are exempt from the 
test because they already have other testing 
requirements as part of their credentials.

Background Checks 
May Be Required

The IRS is considering requiring some tax return 
preparers to have a background check as part 
of the PTIN requirements. Preparers will be 
contacted if they need a background check in the 
future, and updates on this topic will be posted at 
www.irs.gov. 

A tax compliance check is already conducted as 
part of the PTIN application and renewal process.

Figure 1.2 summarizes the IRS requirements 
for tax return preparers. Practice rights are 
discussed further in Issue 3 in this chapter. 

Practitioner
Note

FIGURE 1.2 Return Preparer Requirements

Category PTIN

Tax 
Compliance 

Check Background Check IRS Test
Continuing 
Education

Practice 
Rights

Enrolled agent (EA)1 Yes Yes Proposal pending Special 
enrollment 

exam

72 hours every 
3 years

Unlimited

Registered tax return 
preparer (RTRP)2

Yes Yes Proposal pending RTRP test 15 hours per 
year

Limited

CPA or attorney Yes Yes Proposal pending No Varies Unlimited
Supervised preparer/ 

non-1040 preparer
Yes Yes Proposal pending No No None/ 

limited

1 EAs have passed a three-part, comprehensive IRS exam covering individual and business returns. They must adhere to ethical standards 
and complete 72 hours of continuing education courses every 3 years, with at least 16 hours every year, including 2 hours of ethics each 
year. EAs have unlimited practice rights before the IRS, which means they can represent clients for any tax matter.

2 RTRPs have passed an IRS test establishing minimal competency. The test covers only individual income tax returns (Form 1040). They 
must adhere to ethical standards and complete 15 hours of continuing education each year, including 2 hours of ethics. RTRPs have lim-
ited practice rights before the IRS, which means they can represent clients in only certain circumstances.
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Supervised Preparers 
and Non-1040 
Preparers

Supervised preparers are individuals who do not 
sign, and are not required to sign, tax returns as a 
paid return preparer.

■■ They must be employed by attorney or 
CPA firms or other recognized firms that 
are at least 80% owned by attorneys, 
CPAs, or EAs.

■■ They must be supervised by an attorney, 
CPA, EA, enrolled retirement plan agent, 
or enrolled actuary who signs the returns 
prepared by the supervised preparer.

■■ Their names are not disclosed on a return, 
and the IRS has no plan to expand the 
paid preparer section of returns to include 
non-signing preparers, but they still are 
required to have PTINs.

■■ They cannot represent taxpayers before 
the IRS in any capacity.

Individuals who prepare only Forms 1040-
PR , Planilla para la Declaración de la Contribu-
ción Federal sobre el Trabajo por Cuenta Propia 
(Incluyendo el Crédito Tributario Adicional por 
Hijos para Residentes Bona Fide de Puerto Rico), 
and 1040-SS , U.S. Self-Employment Tax Return 
(Including the Additional Child Tax Credit for 
Bona Fide Residents of Puerto Rico), are consid-
ered non-1040 preparers, because those returns 
are not covered on the RTRP exam. 

PTIN Highlights

Anyone who is paid to prepare (or help pre-
pare) all or substantially all of a federal tax return 
must register with the IRS and obtain a PTIN. 
The PTIN is valid for a calendar year and must 
be renewed annually. For the 2012 calendar 
year, 717,161 tax professionals had obtained or 
renewed PTINs as of June 1. The IRS has issued 
849,951 PTINs since the program was launched 
in September 2010. 

Provisional PTINs
The IRS issues provisional PTINs to individuals 
who are not attorneys, CPAs, EAs, enrolled 
retirement plan agents, enrolled actuaries, or 

Practitioner
Note

RTRPs. The PTINs are provisional because these 
individuals must still meet testing or suitability 
requirements before a permanent (active) PTIN 
can be issued to them.

Who Has a PTIN?

As of June 1, 2012, those with professional creden-
tials included 212,975 CPAs, 42,895 EAs, 31,189 
attorneys, 4,893 RTRPs, 537 enrolled actuaries, 
and 530 enrolled retirement plan agents. There 
were 338,127 RTRP candidates (practitioners who 
prepare and sign returns but have not yet passed 
the RTRP exam), 54,818 supervised preparers, and 
42,524 non-1040 preparers.

The IRS Return Preparer Office is conducting a 
post-filing season evaluation of PTIN usage and 
has discovered problems with mis-keying PTINs 
on tax returns. Preparers should verify that the 
PTIN entered on the return is in the correct for-
mat and matches the PTIN issued to them before 
submitting returns in the future.

Potentially Fraudulent 
Use of PTINs

A former tax preparer did not renew her PTIN 
because she left the tax preparation business in 
October 2010 and did not prepare any tax returns 
during the 2011 filing season. She received an 
IRS Letter 4731 that indicated that returns were 
prepared with the PTIN that had been assigned to 
her but was not renewed. She was very concerned 
and wanted to know why she received a letter 
indicating that returns were filed with her PTIN. 

Tax practitioners should call the toll-free PTIN 
information line, 877.613.7846, to report sus-
pected misuse of a PTIN and provide any informa-
tion available regarding the person or entity they 
believe may be using it. The toll-free number for 
TTY callers is 877.613.3686. International callers 
can call 1.915.342.5655, which is not toll-free.

Generally, preparers do not have any liability 
for returns filed under their PTINs by someone 
else. At some point, but not for the 2012 filing 
season, preparers will be able to check on the 
number of returns prepared under their PTINs. 
They can use this information to determine if the 
number is too large, therefore reflecting poten-
tially fraudulent usage of a PTIN.

Practitioner
Note

Practitioner
Note
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change clarifies that the information is personal 
and exempt from public disclosure under FOIA 
rules.

If practitioners used their personal mailing 
address as their business mailing address or used a 
street address when they would have preferred to 
provide a post office box as their business mailing 
address, they may want to update their contact 
information. The business mailing address is 
information that is not exempt from disclosure 
even if it is the same as the practitioner’s personal 
mailing address. PTIN holders with an online 
account can update most information online.

If a practitioner receives unwanted e-mail 
solicitations because of this required disclosure, 
the Federal Trade Commission (FTC) can 
best advise him or her whether an e-mail 
violates the Controlling the Assault of Non-
Solicited Pornography and Marketing Act of 
2003 (CAN-SPAM Act), Pub. L. No. 108-187, 
and how to report violations. The FTC web 
address is http://business.ftc.gov/documents/
common-sense-look-can-spam.

E-mail to Clients May 
Be Covered

The CAN-SPAM Act sets the rules for commercial 
e-mail, establishes requirements for commer-
cial messages, gives recipients the right to have 
a business stop e-mailing them, and spells out 
tough penalties for violations. The act doesn’t 
apply just to bulk e-mail—it covers all commercial 
messages. For example, a message to former cus-
tomers announcing a new product must comply 
with the law.

Third-Party Access to 
PTIN List

Vendors of tax materials and other interested 
persons can obtain the current list for $35. It is 
supplied in a text delimited format on a compact 
disc. If you request a customized listing, the fee 
may vary depending on costs associated with pro-
ducing a specialized listing. The request and pay-
ment (a check or money order made payable to 
U.S. Treasury) should be mailed to the IRS Disclo-
sure Program Office, Room 1621, 1111 Constitu-
tion Avenue NW, Washington, DC 20224.

Observation

Practitioner
Note

Initially the IRS planned to cease issuing 
provisional PTINs when the RTRP competency 
test began and to require individuals to pass the 
test and meet all other requirements before the 
issuance of a PTIN. However, the IRS stated in 
Notice 2011-80, 2011-43 I.R.B. 591, that it will 
continue to issue provisional PTINs until at least 
April 18, 2012.

At this time the IRS is continuing to issue 
provisional PTINs and will determine their future 
by December 31, 2013. 

When applying for or renewing a PTIN, 
supervised preparers must provide their 
supervisor’s PTIN. The supervisor’s PTIN must 
be a valid and active PTIN. Supervised preparers 
are not permitted to take any of the following 
actions: 

■■ Sign any tax return they prepare or assist in 
preparing

■■ Represent taxpayers before the IRS in any 
capacity

■■ Identify themselves as an RTRP or a Circu-
lar 230 practitioner

As of June 1, PTINs had been granted or 
renewed for 2012 for 54,818 supervised preparers.

Release of PTIN Information
The Freedom of Information Act (FOIA) requires 
the IRS to release agency records unless the 
information is protected from public disclosure. 
As a result, anyone may obtain a list of individuals 
with PTINs. 

PTIN holder information covered by FOIA 
includes the following items:

■■ Name
■■ Business name, website address, phone num-
ber, and mailing address (either a physical 
address or a post office box is now accept-
able as a business address)

■■ E-mail address (any valid e-mail address that 
you check regularly for PTIN communica-
tions is acceptable)

■■ Professional credentials

PTIN holders cannot opt out of the disclosure 
of this information. The IRS has changed the 
“permanent mailing address” box on the PTIN 
application to “personal mailing address.” This 

http://business.ftc.gov/documents/common-sense-look-can-spam
http://business.ftc.gov/documents/common-sense-look-can-spam
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Competency Test

The RTRP competency test is available at more 
than 260 vendor testing centers nationwide. 
The 120-question test was launched in Novem-
ber 2011, and as of August 13, 2012, more than 
10,000 individuals had completed the require-
ments to become RTRPs (that is, they have a 
current PTIN, passed the competency test, and 
passed a tax compliance check).

Unenrolled preparers must successfully take 
the test by December 31, 2013, to stay in business. 
The 338,127 RTRP candidates with provisional 
PTINs should take the test as soon as possible to 
avoid a potential flood of last-minute test takers. 

The current competency test covers 2011 tax 
law. The IRS encourages preparers to take the 
test early for the following reasons:  

■■ Have peace of mind by getting the require-
ment out of the way.

■■ Test while 2011 tax law is still fresh.
■■ Don’t hold out, expecting the requirement 
or the 2013 deadline to change.  

■■ Avoid the last-minute rush, when you may 
have difficulty obtaining a desired time and 
location for an appointment. 

■■ Increase your credibility: Earn your RTRP 
credential before next filing season to 
impress clients and peers. 

■■ The public database is coming soon. Become 
an RTRP before it launches. 

■■ Take advantage of test preparation classes 
from IRS-approved continuing education 
providers. Brush up on your testing skills 
and get 2012 continuing education credits. 

Preparers can determine if they have a test 
requirement by accessing their online PTIN 
account at www.irs.gov/ptin. Preparers can also 
select a test date, time, and location through the 
online PTIN account. More information about 
the test and its topics, a tutorial, and a list of study 
materials are available at www.irs.gov/taxpros 
/tests.

Use IRS Site to Update 
PTIN Information 

PTIN holders with an online account can update 
most information online. After logging into 
your account at https://rpr.irs.gov/datamart/
l o g i n . d o ,  select “Manage PTIN Account 
Information” to update your business name, 
address, telephone number, and web address. 
Select “View or Edit Account Login Information” 
to update your e-mail address. 

A personal name change requires a written 
request with documentation. PTIN holders with-
out an online account should submit a written 
request for any changes. The mailing address is 
IRS Tax Professional PTIN Processing Center, 104 
Brookeridge Drive #5000, Waterloo, IA 50702. 
Allow 4–6 weeks for a reply.

E-mail from PTIN.org is not from the IRS; it is 
from a group that obtained PTIN information via 
a FOIA request.

Tax preparers with PTIN-related questions 
can call the IRS toll-free at 877.613.PTIN (7846). 
The toll-free TTY number is 877.613.3686. The 
number for international callers (not toll-free) is 
1.915.342.5655. The phone line is open Monday 
through Friday from 8:00 am to 5:00 pm central 
time.

RTRP Credential

Preparers who pass the competency test and tax 
compliance check are given a new credential: 
registered tax return preparer (RTRP). As of 
June 1, 2012, 4,893 people had become RTRPs. 
Beginning in 2014, only RTRPs, EAs, CPAs, and 
attorneys will be authorized to prepare individual 
income tax returns for compensation.

The IRS will create a public, searchable 
database that will allow taxpayers to see if their 
tax preparers have met IRS standards or to 
locate a tax preparer in their zip code area. The 
database will also show any credentials held by 
the preparer, including the new RTRP credential, 
as well as EA, CPA, or attorney. The IRS will have 
a public education campaign to advise taxpayers 
to use only CPAs, EAs, attorneys, or RTRPs to 
prepare their tax returns.

Practitioner
Note

http://www.irs.gov/ptin
http://www.irs.gov/taxpros/tests
http://www.irs.gov/taxpros/tests
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§ 10.2(a)(4) Practice before the Internal 
Revenue Service comprehends all mat-
ters connected with a presentation to the 
Internal Revenue Service or any of its 
officers or employees relating to a taxpay-
er’s rights, privileges, or liabilities under 
laws or regulations administered by the 
Internal Revenue Service.

Such presentations include, but are 
not limited to, preparing documents; fil-
ing documents; corresponding and com-
municating with the Internal Revenue 
Service; rendering written advice with 
respect to any entity, transaction, plan or 
arrangement, or other plan or arrange-
ment having a potential for tax avoidance 
or evasion; and representing a client at 
conferences, hearings, and meetings.

Continuing Education

Preparers who have a testing requirement also 
have a new requirement to complete 15 hours 
of continuing education courses each year. The 
credits must include 10 hours of federal tax topics, 
3 hours of federal tax law updates, and 2 hours of 
ethics. This requirement became effective Janu-
ary 2012, and it applies even if the preparer has 
not yet taken the competency test. 

The IRS oversees continuing education 
requirements and the approval of continuing 
education providers for the following four 
categories of tax professionals:

1. EAs must earn 72 hours every 3 years, with 
a minimum of 16 hours per year. The annual 
requirement includes 2 hours of ethics.

2. Enrolled retirement plan agents have the 
same requirements as EAs, but their con-
tinuing education programs must be directly 
related to qualified retirement plan matters.

3. RTRPs must earn 15 hours per year, includ-
ing 2 hours of ethics, 3 hours of federal tax 
law updates, and 10 hours of other federal tax 
topics.

4. RTRP candidates (provisional PTIN hold-
ers who have until December 31, 2013, to 
become RTRPs) have the same requirements 
as RTRPs.

All credits must be obtained from IRS-
approved providers. A list of the more than 300 
organizations that have become IRS-approved 
continuing education providers is accessible 
online at https://ssl.kinsail.com/partners 
/irs/publicListing.asp. 

ISSUE 3: RIGHT TO PRACTICE  This issue discusses who can practice 
before the IRS and what practice means.

Treasury Department Circular No. 230, Regula-
tions Governing Practice before the Internal Revenue 
Service, describes practice as follows:

Thus, practice before the IRS includes, but is 
not limited to, the following actions:

■■ Preparing and filing tax returns
■■ Representing taxpayers before appeals offi-
cers, revenue officers, and IRS counsel

■■ Executing closing agreements
■■ Agreeing to extend the statutory period for 
assessment or collection of tax

■■ Executing waivers
■■ Executing claims for refund
■■ Signing any document on behalf of a 
taxpayer

A CPA, an EA, or an attorney can perform 
any of these acts with taxpayer authorization 
(see the power of attorney discussion in the next 
section), but an RTRP has only limited rights to 
represent taxpayers.

The limited rights granted to RTRPs are 
similar to those previously granted to unenrolled 
preparers (signing tax preparers who were not 
CPAs, EAs, or attorneys). Circular 230 grants the 
following practice rights to RTRPs who are not 
currently suspended or disbarred from practice 
before the IRS:

https://ssl.kinsail.com/partners/irs/publicListing.asp
https://ssl.kinsail.com/partners/irs/publicListing.asp
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Rules Restrict 
Supervised Preparers

Supervised preparers may NOT sign any tax return 
they prepare or assist in preparing, represent tax-
payers before the IRS in any capacity, or identify 
themselves as RTRPs or Circular 230 practitioners.

Example 1.1 Limited Representation

Judy Preparer has passed the competency test, 
has been granted the RTRP credential, and is 
working as a tax preparer in her own business. 
The IRS is examining the 2010 return of one 
of her longtime clients, and he wants Judy to 
represent him in the audit.

Question 1. 
What actions can Judy take in representing him?

Answer 1. 
Because Judy prepared the return that is being 
audited, she can represent the client before 
revenue agents, customer service representatives, 
and the Taxpayer Advocate Service. This means 
that she can meet with the IRS employees in 
her client’s stead, but she cannot take any action 
that binds her client, such as signing a closing 
agreement.

Question 2. 
Does it matter that Judy prepared the return 
before she passed the RTRP test?

Answer 2. 
No, the prerequisite for representation is only 
that she prepared and signed the return.

Question 3. 
What happens if the case goes to an appeals 
officer? Can Judy still represent her client through 
that process?

Answer 3. 
No. Judy’s limited representation rights do not 
extend to the appeals level.

Question 4. 
What happens if the case becomes a collection 
matter?

Answer 4. 
Judy also cannot represent her client in dealings 
with revenue officers. She can accompany her 
client to a collection meeting or hearing, but she 
cannot attend in his place.

Practitioner
Note§ 10.3(f)(2) Practice as a registered tax 

return preparer is limited to preparing 
and signing tax returns and claims for 
refund, and other documents for submis-
sion to the Internal Revenue Service. A 
registered tax return preparer may pre-
pare all or substantially all of a tax return 
or claim for refund of tax. The Internal 
Revenue Service will prescribe by forms, 
instructions, or other appropriate guid-
ance the tax returns and claims for refund 
that a registered tax return preparer may 
prepare and sign.

§ 10.3(f)(3) A registered tax return 
preparer may represent taxpayers before 
revenue agents, customer service repre-
sentatives, or similar officers and employ-
ees of the Internal Revenue Service 
(including the Taxpayer Advocate Ser-
vice) during an examination if the regis-
tered tax return preparer signed the tax 
return or claim for refund for the taxable 
year or period under examination.

Unless otherwise prescribed by regu-
lation or notice, this right does not permit 
such individual to represent the taxpayer, 
regardless of the circumstances requiring 
representation, before appeals officers, 
revenue officers, Counsel or similar offi-
cers or employees of the Internal Reve-
nue Service or the Treasury Department.

A registered tax return preparer’s 
authorization to practice under this part 
also does not include the authority to pro-
vide tax advice to a client or another per-
son except as necessary to prepare a tax 
return, claim for refund, or other docu-
ment intended to be submitted to the 
Internal Revenue Service.

An RTRP who practices before the IRS is 
subject to the same conduct rules in Circular 230 
as attorneys, CPAs, and EAs.
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If Judy cannot be authorized to represent a client, 
can she still obtain information about the account 
directly from the IRS?

Answer 7. 
When a preparer does not meet the requirements 
for representation, the taxpayer can authorize the 
preparer to inspect or receive taxpayer informa-
tion by completing Form 8821, Tax Information 
Authorization. It can be a one-time authoriza-
tion, or the taxpayer can request that copies of 
tax information, notices, and other written com-
munications be sent to the appointee on an ongo-
ing basis.

Question 5. 
What is the situation if Judy prepared a new 
client’s 2011 return and the client’s 2010 return is 
being examined?

Answer 5. 
Judy cannot represent the new client in the audit 
because she did not prepare and sign the return 
in question.

Question 6. 
What documents can Judy sign on behalf of any 
client she is authorized to represent?

Answer 6. 
Judy is not authorized to sign any documents on 
behalf of her clients.

Question 7.

ISSUE 4: POWER OF ATTORNEY This issue describes changes to the 
requirements for submitting a tax POA form.

Although a CPA’s, EA’s, attorney’s, or RTRP’s 
practice before the IRS is authorized by Circu-
lar 230, the IRS cannot disclose any information 
about a tax return or taxpayer account unless the 
taxpayer has authorized the disclosure. Before 
a tax preparer can represent a client before the 
IRS, the taxpayer must give the preparer a power 
of attorney (POA).

Form 2848, Power of  Attorney and 
Declaration of Representative, must be submitted 
to the IRS for the POA to be recorded in the 
IRS’s files. A March 2012 revision made several 
changes to the form. The IRS plans to post future 
Form 2848 update information online at www.irs.
gov/form2848.

Changes to Form 2848

Tax preparers need to be aware of four changes 
from prior procedures. 

1. Joint Returns  
Joint filers must now complete and submit 
separate Forms 2848 to have the power of attorney 
recorded on the IRS’s Centralized Authorization 
File (CAF).

2. Copies of Notices and 
Communications
Form 2848 now has a checkbox next to the 
representative’s name and address. The box must 
be checked if that taxpayer is authorizing the IRS 
to send copies of all notices and communications 
to the POA. No more than two representatives 
can be authorized to receive the copies.

3. Acts Authorized
There are also checkboxes to authorize specific 
acts that the POA may perform, such as executing 
a request for disclosure of tax return information to 
a third party, substituting another representative 
or adding additional representatives, or signing 
certain tax returns in special circumstances. 
Allowing a representative to receive the client’s 
refund, either by electronic means or paper 
check, is no longer an option. (Endorsing the 
refund check was never an option.)

http://www.irs.gov/form2848
http://www.irs.gov/form2848


Questions and Answers   11

1

Receiving a Client’s 
Refund Check

A large number of tax returns that use the same 
mailing address is a sign of refund fraud. The 
Treasury Inspector General for Tax Administra-
tion (TIGTA) said his office found one address in 
Lansing, Michigan, that was the source of 2,137 
tax returns claiming $3,300,000 in refunds [TIGTA 
Audit Report 2012-42-080 (July 19, 2012)]. A tax 
practitioner, even with the client’s POA, may not 
use his or her own address to receive a client’s 
refund check.

4. Representative Designations 
There are two changes in the “Declaration of 
Representative” designations on page 2 of Form 
2848 that identify the representative’s credential.

■■ Registered tax return preparer is listed as 
choice (i). Because an RTRP’s authority to 
practice before the IRS is limited, the desig-
nation is available only if the representative 
prepared and signed (as preparer) the return 
under examination.

■■ The student attorney and student CPA cat-
egories have been combined into one desig-
nation, (k). This is a special designation for 
students working in a low income taxpayer 
clinic (LITC) or a student tax clinic program 
(STCP) who are supervised by a practitioner.

Questions and Answers

Question 1. 
Which versions of Form 2848 are acceptable to 
the IRS?

Answer 1. 
As of March 1, 2012, only the October 2011 and 
March 2012 versions of the form are acceptable. 
There is no need to submit a new form if the POA 
was accepted prior to March 1, 2012.

Question 2. 
What happens if the box is not checked for the 
IRS to send copies of taxpayer communications 
to the POA?

Practitioner
Note

Answer 2. 
Only the taxpayer will get the notices and 
communications.

Question 3. 
Will the IRS continue the practice of accepting 
both a social security number (SSN) and an 
employer identification number (EIN) on one 
Form 2848?

Answer 3. 
Yes, in limited circumstances, such as for 
a taxpayer with a sole proprietorship and 
employment tax liabilities. It is also acceptable 
if the taxpayer is an estate; in that case, the EIN 
identifies the estate and the SSN identifies the 
decedent.

Question 4.
Is a PTIN an essential element for a POA?

Answer 4. 
No, a PTIN is not a requirement. There is, 
however, now a space for it on the form. The 
following items are essential elements for 
submitting a POA:

■■ Taxpayer’s name and address
■■ Taxpayer’s SSN or EIN
■■ Employee plan number, if applicable
■■ Name and mailing address of the 
representative

■■ Representative’s centralized authorization 
file (CAF) number, if any

■■ Types of tax involved
■■ Federal tax form number
■■ Specific years or periods involved
■■ For estate tax matters, the decedent’s date of 
death

■■ A clear expression of the taxpayer’s inten-
tion about the scope of authority granted to 
the representative

■■ The taxpayer’s signature and date
■■ A valid declaration of representative
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Answer 6. 
A POA is not required for providing information 
to the IRS. The IRS may disclose information 
to someone without a POA if the taxpayer has 
appointed the person to receive information by 
filing Form 8821 or identifying the person as a 
third-party designee on the tax return.

A POA is not required for a tax matters 
partner or person (TMP) to perform acts for 
a partnership, or for the IRS to discuss return 
information with the taxpayer’s fiduciary.

Question 7. 
What is the point of the third-party designee 
checkbox on the tax return?

Answer 7. 
The third-party designee checkbox is intended 
only to facilitate tax return processing. The 
designation authorizes the IRS to call the designee 
with any questions about the tax return. It also 
authorizes the designee to take several actions:

■■ Exchange information concerning the return 
with the IRS

■■ Call the IRS for information about return 
processing or the status of a refund or 
payments

■■ Request and receive written information 
related to the return, including copies of 
notices, correspondence, and account 
transcripts

■■ Respond to certain IRS notices about math 
errors, offsets, and return preparation

The authorization automatically expires  
1 year from the return’s original due date 
(without regard to extensions). It does not cover 
any subsequent compliance issues, including the 
underreporter program discussed in the next 
section.

CAF Number 

The CAF number is a unique nine-digit identifica-
tion number (not the SSN, EIN, PTIN, or enrollment 
card number) that the IRS assigns to representa-
tives. If a CAF number has not been assigned to 
a representative, the representative should enter 
“None” on Form 2848 and the IRS will issue one. 
The representative should use the assigned CAF 
number on all future powers of attorney. CAF 
numbers are not assigned for employee plans 
and exempt organization application requests. A 
CAF number is not an indication of authority to 
practice.

Question 5.
What must be included in a valid declaration of 
representative?

Answer 5. 
There are four parts to the declaration:

1. I am not currently under suspension or dis-
barment from practice before the IRS or 
other practice of my profession by any other 
authority.

2. I am aware of the regulations contained in 
Circular 230.

3. I am authorized to represent the taxpayer 
identified in the power of attorney.

4. I am an individual described in 26 C.F.R. 
§ 601.502(b). [These are the 11 designations 
listed on Form 2848.]

Question 6. 
When is Form 2848 not required?

Practitioner
Note
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1
Question 2. 
Is a CP2000 a bill?

Answer 2. 
No, it is a request for information, asking 
for verification of the income, credits, and 
deductions reported on the tax return because 
they are different from the information received 
from other sources. The proposed adjustment 
may even be a decrease to the amount owed. A 
CP2000 is only a proposal: It offers the taxpayer 
an opportunity to disagree, partially agree, or 
agree with the proposed changes. 

Question 3. 
Why did it take so long to contact the taxpayer 
about this?

Answer 3. 
Tax years generally end on December 31, but the 
IRS does not receive information returns from 
employers, banks, businesses, and other payers 
until much later. Once the IRS receives all the 
tax returns and payer information, its computer 
system matches the information reported on 
the tax return with the information the payers 
provided. This process is very complicated 
and takes a long time to complete. The IRS is 
working on shortening the time it takes to contact 
taxpayers. As of now, the earliest response is 12 
months from the date the return is filed.

Steps in Response 

Question 4. 
What do practitioners need to do?

Answer 4. 
Practitioners should review the information in 
the column marked “Shown on Return” and 
compare it with the information shown in the 
column marked “Reported to IRS (or Proposed 
by IRS).”

1. Did the taxpayer receive the income? If he 
or she received the income, was it reported 
on the tax return? IRS employees search the 
tax return and try to locate all income. Some-
times, however, several income items are 
combined and the employees cannot deter-
mine the source.

ISSUE 5: IRS NOTICES AND LETTERS This issue reviews underreporter 
and math error notice procedures.

Responding to IRS communications is an essen-
tial part of being a tax practitioner. It is a rare 
practitioner whose clients have never received 
either an underreporter notice or a math error 
correction notice. 

CP2000 Process

The Automated Underreporter (AUR) and Com-
puter Paragraph 2000 (CP2000) program is a vital 
part of the IRS’s efforts to improve income-report-
ing accuracy. The notices are sent to taxpayers 
when there is a discrepancy between the income 
and payment information that the IRS has on file 
and the information that the taxpayer reported 
on Form 1040, U.S. Individual Tax Return. AUR 
notices typically give taxpayers a 30-day period 
to respond with documentation that supports 
their entries on Form 1040 or an opportunity to 
agree with the proposed adjustment if the there is 
an error or omission from the return.

Question 1.
Why did the taxpayer receive this notice?

Answer 1.
Notice CP2000 shows proposed changes to an 
individual income tax return. This proposal is 
based on a comparison of the income, payments, 
credits, and deductions reported on the tax return 
with information reported by employers, banks, 
businesses, and other payers. The CP2000 also 
reflects any corrections that were made to the 
original return when it was processed.

Math Error Notices 
Arise in Processing

If the IRS makes any changes when processing an 
original return, the taxpayer receives a notice at 
that time. See the “Math Error Notices” informa-
tion following these frequently asked questions.

Practitioner
Note
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as copies of Form 1099-MISC, Miscellaneous 
Income; Form W-2c, Corrected Wage and 
Tax Statement; letters received from payers 
explaining any changes or corrections; or any 
other items that support the taxpayer’s position.

For unusual tax situations, practitioners 
should attach a written statement explaining the 
reasons specific income items were reported in a 
certain manner or why the item was not reported 
at all.

Question 6. 
The taxpayer needs more time to find the records 
and go through them all. Will the IRS allow 
additional time to respond?

Answer 6. 
It is important to respond to the CP2000 by the 
due date shown on the notice. If the taxpayer 
does not respond, the IRS assumes the proposed 
changes are correct and continues processing the 
proposal, resulting in an actual assessment. If the 
taxpayer cannot respond by the due date on the 
notice because more time is needed to research 
records, the practitioner can call the toll-free 
number at the top of the notice and the records 
will be updated to show the taxpayer requested 
an extension.

Generally, taxpayers are allowed an extension 
30 days beyond the response date shown on the 
notice. They may also be allowed additional time 
to respond if they have unusual circumstances. 
It is important to remember that additional 
interest and any applicable penalties accrue on 
the account during the period of the extension if 
the tax increase is correct.

Interest Charges

Question 7.
Does the taxpayer have to pay the interest? Can 
the IRS remove it?

Answer 7. 
The law requires the IRS to charge interest on any 
tax that is not paid by the return due date [I.R.C. 
§ 6601]. The IRS Restructuring and Reform Act 
of 1998, Pub. L. No. 105-206, requires the IRS to 
notify taxpayers of proposed discrepancies within 
36 months of the original filing date in order to 
charge normal interest. The interest charge may 
be adjusted if the IRS makes an initial contact 
after that time.

2. If the income was not reported on the tax 
return, was it an oversight? If so, do not 
file an amended return—just check box “A” 
on the CP2000 response page and return it 
with a check or money order made payable 
to the U.S. Treasury. If the taxpayer agrees 
with the increase but cannot pay the entire 
balance due, you may be able to request an 
installment agreement. If the income was 
not reported for another reason, provide an 
explanation.

Tax Preparer Needs 
Taxpayer Authorization

A tax preparer who is contacting the IRS for his 
or her client needs an authorization from the cli-
ent for the IRS to provide any information. Form 
8821 can be used for this purpose if a client does 
not want to sign a power of attorney or the pre-
parer is not eligible to be a representative for the 
tax return that is being questioned. A taxpayer is 
not required to use the IRS form for an informa-
tion authorization: A statement that contains all 
of the data that is requested on Form 8821 can be 
submitted in lieu of the form.

Question 5.
Should practitioners call with a response or mail 
it in?

Answer 5. 
Practitioner responses may be as simple as 
directing the IRS to a line on the original return 
where the income is included with another 
income source. If this is the case, the practitioner 
can call the appropriate toll-free phone number 
and provide the information to the customer 
service representative who answers. 

■■ If the notice was generated from 
Brookhaven, Ogden, or Philadelphia, the 
number is 800.829.8310.

■■ If it is from Andover, Atlanta, Austin, or 
Fresno, the number is 800.829.3009. 

A practitioner may need to write if the issue 
is more complicated and he or she disagrees 
with some or all of the proposed changes. In that 
case, the practitioner should write a complete 
explanation of the reasons he or she disagrees and 
attach copies of any relevant documents, such 

Practitioner
Note
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Math Error Notices

There are seven math error notices that a client 
might receive. Two are related to credit-elect 
(estimated tax payment) changes, two are balance 
due notices, two notify the taxpayer of a changed 
overpayment amount, and one states that there is 
neither a refund nor an unpaid balance due after 
the change. The CP number that appears on the 
notice alerts you to the general issue. The “A” 
notices are specific to earned income credit (EIC) 
calculation.

1. CP10 notice: “We made changes to your 
return because we believe there is a miscalcu-
lation. This change affected the estimated tax 
payment you wanted applied to your taxes 
for next year.”

2. CP10A notice: “We made changes to your 
return because we believe there is a miscalcu-
lation involving your earned income credit. 
This change affected the estimated tax pay-
ment you wanted applied to your taxes for 
next year.”

3. CP11 notice: “We made changes to your 
return because we believe there is a miscal-
culation. You owe money on your taxes as a 
result of these changes.”

4. CP11A notice: “We made changes to your 
return because we believe there is a miscalcu-
lation involving your earned income credit. 
You owe money on your taxes as a result of 
these changes.”

5. CP12 notice: “We made changes to correct a 
miscalculation on your return.” This is issued 
when the amount of a refund is changed.

6. CP12A notice: “We made changes to correct 
the earned income credit claimed on your tax 
return.” This is issued when a refund amount 
is changed. 

7. CP13 notice: “We made changes to your 
return because we believe there is a miscal-
culation. You are not due a refund nor do 
you owe an additional amount because of our 
changes. Your account balance is zero.”

The notice identifies the type of item that was 
changed (such as “employee business expenses”), 
but if the practitioner needs more information to 
find the presumed error, he or she can contact the 
IRS at the toll-free number listed in the top right 

Tax law also allows the IRS to reduce or remove 
interest on tax increases attributable to errors 
or delays made by the IRS in the performance 
of ministerial acts [I.R.C. § 6404(e)(1)]. 
A ministerial act is a procedural, mechanical, or 
processing act that does not involve the exercise 
of judgment and occurs even though the taxpayer 
did everything that was required. If a taxpayer 
believes he or she qualifies for reduction or 
removal of interest based on this provision, he 
or she should include the reasons in his or her 
response.

The law does not permit the reduction 
or removal of interest for reasonable cause. 
Reasonable cause applies only to penalties 
and refers to an acceptable explanation of 
circumstances that prevented the taxpayer from 
paying the tax when it was due.

Question 8. 
What can a taxpayer do to avoid problems like 
this in the future?

Answer 8. 
It is always in a taxpayer’s best interest to keep 
good records of the income received throughout 
the year. By keeping records an individual will 
know if all of the payment information from 
employers, banks, and other payers has been 
received. It is also important to keep accurate 
information about mortgage interest paid, which 
is reported on Form 1098, Mortgage Interest 
Statement. When practitioners receive these 
documents, they should review them and make 
sure the payers have the recipient’s most current 
address.

Amended Return 
Might Not Solve Issue

Practitioners often question why an amended 
return does not override CP2000 adjustments. 
The answer is that its processing depends on the 
circumstances under which the amended return 
is filed. If there is no record of an AUR notice, the 
return is recorded with an IRS transaction code 
indicating receipt of an amended return. If there 
is an AUR notice indicator in the IRS system, the 
amended return is simply marked as correspon-
dence received. It is up to the practitioner to ver-
ify whether the amended return was considered 
in the CP2000 process.

Practitioner
Note
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Collection Letters

After liabilities are assessed, the tax, any interest, 
and penalties are due. The IRS usually issues a 
series of collection letters approximately 5 weeks 
apart, although sometimes one or more notices 
may be skipped. The IRS issues subsequent let-
ters only if the taxpayer does not satisfactorily 
answer the previous letter.

CP14 Notice
The first collection notice explains the amount 
due and how to pay it. It provides a date by 
which the amount must be paid in full to avoid 
any additional charges. If the taxpayer does not 
pay the balance in full, the IRS adds interest on 
the unpaid amount and the taxpayer is subject to 
a late payment penalty. The IRS can remove the 
penalty based upon facts and circumstances.

If a taxpayer disagrees with the assessment, 
the first step is calling the toll-free number on 
the notice. Any relevant paperwork should be 
available when the call is made.

A CP14 notice mailing also includes the 
following materials:

■■ Publication 1, Your Rights as a Taxpayer
■■ Publication 594, The IRS Collection Process
■■ Publication 505, Tax Withholding and Esti-
mated Tax

■■ Notice 746, “Information About Your 
Notice, Penalty and Interest”

■■ Form 9465, Installment Agreement Request

If the practitioner has not been involved 
previously, this is the time to submit Form 2848. 
It is also the time to consider whether submitting 
an offer in compromise is appropriate.

CP501 Notice
If there is no response to the CP14 notice, a 
CP501 notice will follow in about 5 weeks. At 
this point, the IRS charges interest and a penalty 
on the unpaid amount. The taxpayer still has the 
option to disagree by calling the toll-free number. 
Any correction to the tax return requires Form 
1040X, Amended U.S. Individual Income Tax 
Return.

The IRS can file a Notice of Federal Tax 
Lien on the taxpayer’s property at any time and 

corner of the notice. The same number can be 
used to indicate a disagreement with the change, 
but merely disagreeing will not normally change 
the result. Supporting documentation must also 
be presented.

If the taxpayer responds in writing within 60 
days of the notice, the change will be reversed. 
However, without additional information to 
confirm that the math error notice is incorrect, 
the return may be forwarded for audit. That step 
provides formal appeal rights, including the right 
to a Tax Court appeal before the tax is paid. 

If the taxpayer fails to respond within the 
60-day period, the change cannot be reversed 
through the math error notice procedures, and the 
tax must be paid. A claim for refund (an amended 
return) can then be filed. It must be submitted 
within 3 years of the date the return was filed or 
within 2 years of the date the tax was paid.

Tips for Taxpayers

It is not necessary to panic. Many IRS letters can 
be dealt with simply and painlessly. There are a 
number of reasons the IRS sends notices to tax-
payers, and a notice normally covers a very spe-
cific issue.

Each letter and notice offers specific 
instructions about what needs to be done to 
satisfy the inquiry. If a taxpayer receives a 
correction notice, the practitioner should review 
the correspondence and compare it with the 
information on the return.

1. If the taxpayer agrees with the correction, no 
reply is necessary unless a payment is due.

2. If the taxpayer does not agree with the correc-
tion, it is important to respond as requested. 
Any documents and information for the IRS 
to consider should be sent to the IRS address 
on the notice, along with an explanation of 
the disagreement. The taxpayer should allow 
at least 30 days for a response.

Most correspondence can be handled without 
calling or visiting an IRS office, but a practitioner 
can call the telephone number in the upper right 
corner of the notice if there are questions. Copies 
of any correspondence should be kept with the 
taxpayer’s records.
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may have already done so. A tax lien makes it 
difficult to sell or borrow against the property, 
and it appears on the taxpayer’s credit report, 
potentially harming his or her credit rating.

CP503 Notice
A CP503 notice is yet another reminder that a 
balance is still owed. The taxpayer may have 
failed to pay or may not have responded at all 
to the prior notices. At this point, the response 
time to avoid additional interest and penalties 
is 10 days. A Notice of Federal Tax Lien is still 
an option; it gives the IRS a legal claim to the 
property as security or payment for the tax debt. 
The collection branch will also pursue other 
assets owned by the taxpayer.

Whether the taxpayer has already taken 
corrective action or has done nothing at all, it is 
wise to contact the IRS at the telephone number 
printed at the top of the notice.

CP504 Notice
This is the final notice in the series. It is sent 
by certified mail, and it demands immediate 
payment. It states that if payment is not made, 
the IRS will levy any state income tax refund 
and apply it to pay the amount owed. Taxpayers 
living in states that do not have an income tax are 
not off the hook, because the IRS can levy other 
property as well, including

■■ wages, real estate commissions, and other 
income;

■■ bank accounts;
■■ business assets;
■■ personal assets such as a car and home; and
■■ social security benefits.

ISSUE 6: INJURED SPOUSE CLAIMS This issue reviews the procedures 
for requesting that the IRS divide an overpayment shown on a joint refund 
when only one spouse owes a nontax debt. 

Many taxpayers confuse the terms innocent spouse 
and injured spouse. An innocent spouse seeks relief 
from the joint and several liability for taxes due 
on a joint return. An injured spouse is someone 
whose share of a joint return overpayment is 
offset to pay the other spouse’s past-due liabil-
ity, instead of being refunded or applied as a 
credit-elect. 

Joint and Several 
Liability Relief

See the “Tax Practice” chapter of this book for a 
discussion of the I.R.C. §§ 66 and 6015 provisions 
for relieving a spouse from liability for taxes due 
on a joint return. 

The Treasury’s Financial Management 
Service (FMS), which issues government payments 
including IRS tax refunds, conducts the Treasury 
Offset Program. Through this program a tax 
refund or overpayment may be reduced by FMS 
and offset to pay past-due child support, federal 
agency nontax debts such as certain delinquent 

Cross-
Reference

student loans, state income tax obligations, or 
certain unemployment compensation debts owed 
to a state [I.R.C. § 6402].

Responses to FMS Notices
The FMS sends the taxpayer a notice if an offset 
occurs. The notice shows the original refund 
amount, the offset amount, the agency receiving 
the payment, and the address and telephone 
number of the agency. The FMS also notifies the 
IRS of the amount taken from the refund.

■■ A taxpayer should contact the agency shown 
on the notice if he or she disputes the debt.

■■ If the taxpayer does not receive the notice, 
he or she should contact the FMS at 
800.304.3107 from 7:30 am to 5:00 pm cen-
tral time Monday through Friday. The TDD 
number is 866.297.0517. 

■■ Taxpayers should contact the IRS only if the 
original refund amount shown on the FMS 
offset notice differs from the refund amount 
shown on the tax return.
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C.B. 347. In general, each spouse’s separate tax 
is calculated, and the two taxes are totaled. The 
joint return tax is then multiplied by the ratio of 
the nonobligated spouse’s separate tax to the total 
separate tax to determine the spouse’s share of the 
joint return tax. Nonrefundable credits allocable 
to the nonobligated spouse are subtracted from 
the apportioned tax. If the remaining share of tax 
is less than the nonobligated spouse’s share of the 
joint return payments (including withholding, 
estimated tax, and refundable credits), the IRS 
can refund the difference. 

■■ The allocation depends on each spouse’s 
separate income, payments, and share of 
credits. In most states a spouse who has no 
income is not an injured spouse because no 
part of the refund is attributable to his or her 
income.

■■ If the taxpayers lived in a community 
property state during the tax year, the joint 
refund is divided based upon state law. Four 
2004 revenue rulings for specific states are 
cited in the Form 8379 instructions.

Second Offset  
May Occur

Under the ordering rule for nontax debt offsets, 
child support claims precede debts to federal 
agencies [I.R.C. § 6402(e)(3)]. It is possible that 
an offset to one debt (such as child support) is 
reversed, only to be followed by a second offset 
to a different liability (such as a delinquent stu-
dent loan owed by the spouse who did not owe 
the child support). Overpayments are applied to 
federal tax debts before they are available for 
offset to any nontax debts.

Practitioner
Note

Form 8379 Filing Instructions
A nonobligated spouse can request his or her 
share of the refund by filing Form 8379, Injured 
Spouse Allocation, either with the original return 
or separately after receiving a notice of the refund 
offset.

■■ If Form 8379 is attached to an original paper 
return, the words “INJURED SPOUSE” 
should be written at the top left corner of the 
first page of the return so that the IRS can 
process the allocation request with the return 
before an offset occurs.

■■ If Form 8379 is filed by itself after the off-
set, it must show both spouses’ SSNs in the 
same order as they appeared on the income 
tax return. The injured spouse must sign 
the form. Copies of both spouses’ informa-
tion returns showing withholding (Forms 
W-2, Wage and Tax Statement, and W-2G, 
Certain Gambling Winnings, and some 
1099-series forms) must be attached, but do 
not attach the previously filed tax return. 
Allow at least 8 weeks for the IRS to process 
the request.

■■ If a return is amended to change the amount 
of income deductions or credits, and an 
additional refund is claimed, another Form 
8379 should be attached to Form 1040X, 
Amended U.S. Individual Income Tax 
Return.

Allocation of Refund
The IRS will compute an injured spouse’s share 
of the joint return following the guidance in Rev. 
Rul. 80-7, 1980-1 C.B. 296; Rev. Rul. 85-70, 
1985-1 C.B. 361; and Rev. Rul. 87-52, 1987-1 

ISSUE 7: IDENTITY THEFT AND PHISHING This issue explains actions 
taxpayers should take when they suspect identity theft.

Identity thieves can use a stolen identity obtained 
outside the tax system to file a tax return and 
claim a refund, or to obtain employment using 
the victim’s SSN, creating the appearance that the 
victim has unreported income. Thieves obtain 
personal information through many different 
means, including stealing wallets or purses, pos-
ing as someone who needs information through 
a phone call or e-mail, looking through trash for 

personal information, and accessing information 
provided to an unsecured Internet site.

Phishing is a scam typically carried out by an 
unsolicited e-mail (or through a website that poses 
as a legitimate site) that lures unsuspecting victims 
to provide personal and financial information. 
IRS impersonation schemes flourish during tax 
season and can take the form of e-mail, phone 
calls, websites, and even tweets. Scammers may 
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Taxpayer Impact

When an SSN is stolen, another individual may 
use it to get a job. The employer then reports 
income earned by the other individual to the 
IRS using the stolen SSN. This makes it appear 
that the taxpayer did not report all of his or her 
income on the tax return.

If a letter from the IRS indicates that more 
than one tax return was filed for a taxpayer, or 
if a letter states that the taxpayer received wages 
from an unknown employer, there may have 
been an identity theft. The taxpayer should 
respond immediately to the name, address, or 
phone number on the IRS notice to report that 
the income is not correct. The IRS will update 
the taxpayer’s record to reflect the correct 
information only when the taxpayer submits 
substantiating documentation. The IRS will use 
that information to minimize the problem in 
future years.

If taxpayers have information about the 
identity thief who impacted their personal 
information negatively, they should file an online 
complaint with the Internet Crime Complaint 
Center (IC3) at www.ic3.gov/. The IC3 gives 
victims of cybercrime a convenient and easy-to-
use reporting mechanism that alerts authorities 
of suspected criminal or civil violations. The 
IC3 sends every complaint to one or more law 
enforcement or regulatory agencies that have 
jurisdiction over the matter. 

If a taxpayer’s tax records are not currently 
affected by identity theft, but the taxpayer 
believes he or she may be at risk because of a 
lost wallet, questionable credit card activity, or 
a credit report, he or she needs to provide the 
IRS with proof of his or her identity. This can be 
done by submitting a copy of a valid government-
issued identification document—such as a social 
security card, driver’s license, or passport—along 
with a copy of a police report or a completed IRS 
Form 14039, Identity Theft Affidavit. 

■■ Taxpayers can mail the information to 
the IRS at PO Box 9039, Andover, MA 
01810-0939.

■■ Taxpayers can fax information to the IRS 
at 978.684.4542, which is not a toll-free 
number. 

also use a fax to reach their victims. Concerns 
about identity theft related to taxes led the IRS 
to publish the following facts to help taxpayers 
avoid becoming the victim of an identity thief.

■■ The IRS does not initiate contact with tax-
payers by e-mail to request personal or 
financial information. The IRS does not send 
e-mails stating a person is being electroni-
cally audited or getting a refund. 

■■ Scam e-mails claiming to be from the IRS 
should be forwarded to the IRS at  
phishing@irs.gov.

■■ If a website that claims to be the IRS but 
does not begin with “www.irs.gov” is discov-
ered, the link should be forwarded to the 
IRS at phishing@irs.gov.

■■ To learn how to identify a secure website, 
visit the federal government website at 
http://onguardonline.gov/media.

■■ Taxpayers should show their social security 
cards to their employers when starting new 
jobs and to their financial institutions for 
tax-reporting purposes, but they should not 
routinely carry the cards or other documents 
that display their SSNs, and they should 
not give businesses their SSNs unless it is 
required.

■■ While preparing a tax return for electronic 
filing, use a strong password to protect the 
data file. Once the return has been e-filed, 
copy the file to a CD or flash drive and 
remove the information from the hard drive. 
The CD or flash drive should be stored in 
a safe place, such as a lockbox or safe. Tax-
payers who are working with a tax preparer 
should ask what measures the preparer takes 
to protect their information.

■■ Taxpayers should protect their financial 
information and check their credit report 
every 12 months.

■■ Taxpayers should protect their personal 
computers by using firewalls and anti-spam 
and virus software. They should update 
security patches and change passwords for 
Internet accounts.

■■ Taxpayers should not provide personal 
information over the phone, through the 
mail, or on the Internet unless they have 
initiated the contact or are sure they know 
whom they are dealing with.
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deceased taxpayers to prevent misuse by 
identity thieves. 

■■ The IRS also expanded an initiative this year 
to protect victims with previously confirmed 
cases of identity theft. In late 2011 a group of 
taxpayers received special Identity Protec-
tion Personal Identification Numbers (IP-
PINs) for use in filing their 2011 tax returns.

The IRS is working to speed up case resolution, 
provide more training for employees who assist 
victims of identity theft, and step up outreach 
to taxpayers. IRS Criminal Investigation, in 
partnership with other law enforcement agencies, 
is diligent in investigating the criminals who 
perpetrate these crimes.

For more information, search for “Identity 
Theft” at www.irs.gov/.

TIGTA Reports  
on Identity Theft

Two TIGTA audit reports issued in 2012 cover 
identity theft issues. Both are accessible at  
www.treasury.gov/tigta/oa_auditreports.shtml. 
Report 2012-40-050 (May 3, 2012) makes recom-
mendations for improving the IRS’s identity theft 
program. Report 2012-42-080 (July 19, 2012) rec-
ommends changes to increase the IRS’s ability to 
detect and prevent fraudulent tax refunds result-
ing from identity theft.  

Practitioner
Note

■■ Taxpayers can contact the IRS Identity Pro-
tection Specialized Unit by phone toll-free at 
800.908.4490.

■■ At-risk individuals should also follow the 
FTC guidance for reporting identity theft, 
accessible online at www.ftc.gov/idtheft.

If taxpayers receive a suspicious paper letter 
or notice claiming to be from the IRS, they should 
contact the IRS at www.irs.gov/contact/index.
html to determine if the notice is legitimate. If 
the caller or party that sent the paper letter is not 
legitimate, taxpayers should contact the Treasury 
Inspector General for Tax Administration 
(TIGTA) toll-free at 800.366.4484. They may 
also fax the notice or letter, plus any related 
or supporting information, to TIGTA at 
202.927.7018, which is not a toll-free number. 

IRS Actions

The IRS is taking a number of steps to prevent, 
detect, and stop identity theft attempts. These 
include designing new screening filters that 
improve the IRS’s ability to spot false returns 
before they are processed and before a refund is 
issued, as well as placing identity theft indicators 
on taxpayer accounts to track and manage iden-
tity theft incidents.

■■ The IRS is expanding a pilot program that 
began in 2010 to mark the accounts of 

ISSUE 8: FOREIGN FINANCIAL ACCOUNTS This issue reviews report-
ing requirements for taxpayers who have foreign financial assets.

Legislation enacted in 2010 requires some U.S. 
taxpayers holding financial assets outside the U.S. 
to report those assets to the IRS. It also requires 
foreign financial institutions to report directly 
to the IRS certain information about financial 
accounts held by U.S. taxpayers.

The Foreign Account Tax Compliance 
Act (FATCA) is part of the Hiring Incentives 
to Restore Employment Act, Pub. L. No. 111-
147. It requires taxpayers with specific types 
and amounts of foreign financial assets or 
foreign accounts to file Form 8938, Statement of 
Specified Foreign Financial Assets, in addition 

to complying with other Treasury Department 
reporting requirements. It imposes significant 
penalties for failing to comply with the new rules.

Temporary regulations issued as T.D. 9568, 
2012-8 I.R.B. 395, require reporting by specified 
individuals. Proposed regulations would require 
reporting by specified domestic entities, including 
certain closely held domestic corporations, 
certain closely held partnerships, and certain 
trusts, but not estates [REG–130302–10, 2012-8 
I.R.B. 412]. For now, only specified individuals 
are required to file Form 8938 with their federal 
income tax returns.

http://www.irs.gov/
http://www.treasury.gov/tigta/oa_auditreports.shtml/
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A person is generally considered to have an 
interest in a specified foreign financial asset if 
any income, gain, loss, deduction, credit, gross 
proceeds, or distribution attributable to the asset 
is (or would be) required to be reflected on the 
person’s annual income tax return (even if there 
is no income, gain, loss, deduction, credit, gross 
proceeds, or distribution attributable to the asset 
for a particular tax year).

Thresholds for Filing
The aggregate value thresholds for reporting 
specified foreign financial assets depend on the 
taxpayer’s filing status and whether the taxpayer 
is living in the United States or abroad. (The 
thresholds are doubled for joint returns and 
are quadrupled for taxpayers living abroad.) A 
taxpayer is treated as living abroad if he or she 
satisfies either the bona fide residence test or 
the physical presence test for the foreign earned 
income exclusion (that is, he or she is either a U.S. 
citizen whose tax home is in a foreign country for 
an uninterrupted period that includes the entire 
tax year, or a U.S. citizen or resident who during 
a period of 12 consecutive months ending in the 
tax year is physically present in a foreign country 
or countries for at least 330 days).

Taxpayers Living in the United States

■■ Unmarried or married filing separately: The 
total value of the specified foreign financial 
assets exceeds $50,000 on the last day of the 
tax year or $75,000 at any time during the 
tax year.

■■ Married filing jointly: The total value of the 
specified foreign financial assets exceeds 
$100,000 on the last day of the tax year or 
$150,000 at any time during the tax year.

Taxpayers Living Abroad

■■ Unmarried or married filing separately: The 
total value of the specified foreign financial 
assets exceeds $200,000 on the last day of 
the tax year or $300,000 at any time during 
the tax year.

■■ Married filing jointly: The total value of the 
specified foreign financial assets exceeds 
$400,000 on the last day of the tax year or 
$600,000 at any time during the tax year.

Form 8938 Filing Requirement

Specified individuals with specified foreign finan-
cial assets that exceed aggregate value thresholds 
must file Form 8938. Financial accounts main-
tained by a U.S. payer, the foreign branch of a 
U.S. financial institution, or the U.S. branch of a 
foreign financial institution are not subject to the 
new FATCA rules.

Specified Individual
A specified individual is any of the following 
persons:

■■ A U.S. citizen
■■ A U.S. resident alien for any part of the 
tax year (as determined by the green card 
test or the substantial presence test for tax 
residency)

■■ A nonresident alien who elects to be treated 
as a resident alien to file a joint income tax 
return

■■ A nonresident alien who is a bona fide resi-
dent of American Samoa or Puerto Rico

Filing Requirement 
Linked to Form 1040

Form 8938 is filed as an attachment to a specified 
individual’s federal income tax return. If a U.S. tax-
payer is not required to file an income tax return 
(such as Form 1040, U.S. Individual Income Tax 
Return), Form 8938 is also not required for that 
year even if the value of the individual’s specified 
foreign assets exceeds the reporting threshold.

Specified Foreign Financial Assets
Specified foreign financial assets are

■■ financial accounts maintained by a foreign 
financial institution; and 

■■ other foreign financial assets held for invest-
ment that are not in an account maintained 
by a U.S. or foreign financial institution 
(such as stock or securities issued by some-
one other than a U.S. person, any interest in 
a foreign entity, and any financial instrument 
or contract that has an issuer or counterparty 
that is other than a U.S. person).

Practitioner
Note
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account on the separate Form 8938 filed with his 
or her separate income tax return.    

Questions and Answers

Question 1. 
What are some examples of the types of assets 
that must be reported?

Answer 1. 
In addition to savings, deposit, checking, and 
brokerage accounts held with a foreign bank or 
brokerage, other asset examples include (but are 
not limited to)

■■ stock or securities issued by a foreign 
corporation;

■■ a note, bond, or debenture issued by a for-
eign person;

■■ an interest rate swap, currency swap, basis 
swap, interest rate cap, interest rate floor, 
commodity swap, equity swap, equity index 
swap, credit default swap, or similar agree-
ment with a foreign counterparty;

■■ an option or other derivative instrument 
with respect to any of these examples or with 
respect to any currency or commodity that is 
entered into with a foreign counterparty or 
issuer;

■■ a partnership interest in a foreign 
partnership;

■■ an interest in a foreign retirement plan or 
deferred compensation plan;

■■ an interest in a foreign estate; and
■■ an interest in a foreign-issued insurance con-
tract or annuity with a cash surrender value.

Question 2. 
Do taxpayers need to report interests in foreign 
real estate or tangible personal property, such as 
art, antiques, jewelry, cars, and other collectibles, 
or precious metals such as gold that they directly 
hold for investment?

Answer 2. 
No, they are not specified foreign financial assets. 
However, if real estate is held through a foreign 
entity, its value is included in the value of the 
interest in the entity. Gold certificates issued by 
a foreign person are specified foreign financial 

Asset Valuation
The value that must be reported for each specified 
foreign financial asset is its maximum value—its 
highest value at any time during the portion of 
the tax year in which the specified person has an 
interest in the asset.

■■ For a financial account, this means a rea-
sonable estimate of the maximum value of 
the holdings of the financial account at any 
time during the tax year. Periodic account 
statements provided at least annually may 
be relied upon for reporting a financial 
account’s maximum value unless the tax-
payer has actual knowledge or reason to 
know, based on readily accessible informa-
tion, that the statements do not reflect a rea-
sonable estimate of the maximum account 
value during the tax year.

■■ For other specified foreign assets, the asset’s 
fair market value (FMV) on the last day of 
the tax year that the taxpayer had an interest 
in the asset can be treated as its maximum 
value, unless the taxpayer has actual knowl-
edge or reason to know, based on readily 
accessible information, that the asset’s FMV 
on that date does not reflect a reasonable 
estimate of its maximum value during the 
year.

Even if there is no information from reliable 
financial information sources regarding a 
reported asset’s FMV, the regulations do not 
require the taxpayer to obtain a third-party 
appraisal to reasonably estimate the asset’s FMV. 
Special rules apply for foreign trusts, estates, 
pension plans, and deferred compensation plans 
if the taxpayer does not know or have reason to 
know, based on readily accessible information, 
the FMV of his or her interest. 

In determining whether the Form 8938 
threshold is met, each joint owner generally must 
include the entire value of a specified foreign 
financial asset (not just the value of the specified 
person’s share). The exception is a married 
couple: If they file jointly, a co-owned asset is 
counted only once, and if they file separately, 
each counts one-half the value of the joint asset 
solely for determining if the threshold is met. If 
Form 8938 is required and the spouses do not file 
a joint return, each spouse is required to report 
the maximum value of the entire jointly held 
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Question 8.
Does the owner of a financial account maintained 
by a foreign financial institution that holds only 
stock, securities, and mutual funds issued by U.S. 
persons need to report the financial account?

Answer 8.
A foreign account is a specified foreign financial 
asset even if its contents include, in whole or in 
part, investment assets issued by a U.S. person.

Question 9.
Does filing Form 8938 mean that a taxpayer does 
not have to file Form TD F 90-22.1, Report of 
Foreign Bank and Financial Accounts (the FBAR 
report)?

Answer 9. 
The FBAR requirements are a separate 
responsibility. The filing of either the FATCA or 
the FBAR report does not relieve the requirement 
to file the other form. Figure 1.3 compares the 
two requirements.

assets, and contracts with a foreign person to sell 
assets held for investment are specified foreign 
financial assets. 

Question 3. 
Does a taxpayer need to report foreign currency 
held directly (that is, it is not in a bank account)?

Answer 3. 
No, it is not a specified foreign financial asset.

Question 4. 
A specified individual’s U.S. mutual fund owns 
foreign stocks and securities. Does she have to 
report either the mutual fund or the stocks and 
securities held by it on her behalf on Form 8938?

Answer 4. 
If she directly holds the shares of the U.S. mutual 
fund, neither is reportable.

Question 5. 
How does a taxpayer value an interest in a 
foreign pension or deferred compensation plan 
for reporting on Form 8938?

Answer 5. 
Generally, the value of an interest is its FMV on 
the last day of the year. If that information is not 
available, taxpayers should report the value of 
the cash and other property distributed to them 
during the year. If taxpayers do not know or 
have reason to know (based on readily accessible 
information) the FMV of their interest on the 
last day of the year and they did not receive any 
distributions, the value of their interest in the plan 
is treated as zero. If they otherwise are required to 
file Form 8938, they should report the plan as an 
asset and indicate that its maximum value is zero.

Question 6. 
Is a U.S. taxpayer who is entitled to receive 
foreign social security required to report those 
payments on Form 8938?

Answer 6. 
No, payments from or rights to receive foreign 
social security are not considered to be a specified 
foreign financial asset.

Question 7.
Does a beneficiary of a foreign estate need to 
report that interest on Form 8938?

Answer 7.
Generally, an interest in a foreign estate is a 
specified foreign financial asset and must be 
reported by a beneficiary.
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FIGURE 1.3 Comparison of FATCA and FBAR Requirements

Form 8938 (FATCA) Form TD F 90-22.1 (FBAR)

Who must file Specified individuals, which include U.S 
citizens, resident aliens, and certain 
nonresident aliens who meet the 
reporting threshold

U.S. persons, which include U.S. citizens, 
resident aliens, trusts, estates, and domestic 
entities that have an interest in foreign 
financial accounts and meet the reporting 
threshold

Resident aliens of 
U.S. territories 
and U.S. territory 
entities

Not subject to FATCA reporting Subject to FBAR reporting

Reporting threshold 
(total value of 
assets)

$50,000 on the last day of the tax year or 
$75,000 at any time during the tax year 
(doubled for married individuals filing 
jointly and quadrupled for individuals 
living abroad)

$10,000 at any time during the calendar year

What qualifies as 
an interest in an 
account or asset

Any income, gain, loss, deduction, credit, 
gross proceeds, or distribution from 
holding or disposing of the account or 
asset that is or would be required to be 
reflected on your income tax return

Financial interest: You are the owner of 
record or holder of legal title, the owner of 
record or holder of legal title is your agent 
or representative, or you have a sufficient 
interest in the entity that is the owner of 
record or holder of legal title.

Signature authority: You have authority to 
control the disposition of the assets in the 
account by direct communication with 
the financial institution maintaining the 
account.

See the form instructions for further details.
What to report Maximum value of specified foreign 

financial assets, which include financial 
accounts with foreign financial 
institutions and certain other foreign 
investment assets

Maximum value of financial accounts 
maintained by a financial institution 
physically located in a foreign country

Maximum account 
or asset value

FMV in U.S. dollars in accord with the Form 
8938 instructions for each account and 
asset reported

Convert to U.S. dollars using the tax year-
end exchange rate and report in U.S. 
dollars.

Use periodic account statements to determine 
the maximum value in the currency of the 
account.

Convert to U.S. dollars using the calendar 
year-end exchange rate and report in U.S. 
dollars.

When due By due date, including extension, if any, for 
income tax return

Received by designated Treasury office no 
later than June 30 (no extension is granted)

How and where to 
file

File with income tax return pursuant to 
instructions for filing the return

Mail to
Department of the Treasury 

PO Box 32621 
Detroit, MI 48232-0621

For express mail to
IRS Enterprise Computing Center 

ATTN: CTR Operations 
Mailroom, 4th Floor 
985 Michigan Avenue 
Detroit, MI 48226

Certain individuals may file electronically at 
BSA E-Filing System

Penalties Up to $10,000 for failure to disclose and 
an additional $10,000 for each 30 days 
of nonfiling after IRS notice of a failure 
to disclose, for a potential maximum 
penalty of $60,000; criminal penalties 
may also apply

If non-willful, up to $10,000; if willful, up to 
the greater of $100,000 or 50% of account 
balances; criminal penalties may also apply
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Figure 1.4 compares the assets that must be 
reported.

FIGURE 1.4 Foreign Assets Subject to Reporting

Asset Form 8938 (FATCA) Form TD F 90-22.1 (FBAR)

Financial deposit and custodial accounts 
at foreign financial institutions

Yes Yes

Financial account held at a foreign 
branch of a U.S. financial institution

No Yes

Foreign financial account for which the 
taxpayer has signature authority

No, unless the taxpayer otherwise 
has an interest in the account 

Yes, subject to exceptions

Foreign stock or securities held in 
a financial account at a foreign 
financial institution

The account itself is subject to 
reporting, but the contents of 
the account are not separately 
reported.

The account itself is subject to 
reporting, but the contents of 
the account are not separately 
reported.

Foreign stock or securities not held in a 
financial account

Yes No

Foreign partnership interests Yes No

Indirect interests in foreign financial 
assets through an entity

No Yes, if sufficient ownership or 
beneficial interest (a more than 
50% interest) in the entity

Foreign mutual funds Yes Yes

Domestic mutual fund investing in 
foreign stocks and securities

No No

Foreign accounts and other foreign 
investment assets held by a foreign or 
domestic grantor trust for which you 
are the grantor

Yes, as to both foreign accounts 
and foreign non-account 
investment assets

Yes, as to foreign accounts

Foreign-issued life insurance or annuity 
contract with a cash value

Yes Yes

Foreign hedge funds and foreign 
private equity funds

Yes No

Foreign real estate held directly No No

Foreign real estate held through a 
foreign entity

No, but the foreign entity itself is a 
specified foreign financial asset, 
and its maximum value includes 
the value of the real estate.

No

Directly held foreign currency, precious 
metals, and personal property, such 
as art, antiques, jewelry, cars, and 
other collectibles

No No

Social security–type benefits provided 
by a foreign government

No No
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■■ the type and timing of any notices that must 
be provided to employees;

■■ any required nondiscrimination testing and 
when it must be done; and

■■ whether annual returns must be filed.

Do You Need to Update  
Your Plan?
The plan owner needs to be aware of both IRS 
requirements and Department of Labor (DOL) 
rules and regulations. These may change, 
requiring plan updates. In addition, the business 
may want to consider adding new features, such 
as automatic enrollment or designated Roth 
accounts. 

A helpful source of information is a free 
periodic publication, the IRS’s Retirement News 
for Employers. Employers can access it through 
the IRS website and can subscribe so that they 
receive a notification by e-mail when a new issue 
is published.

Are You Operating Your  
Plan Correctly?
By reviewing the plan operations with their 
clients, practitioners can help ensure that 

■■ employees are allowed to participate in the 
plan when they are eligible;

■■ the right amounts of employee and 
employer contributions are being made 
based on the plan’s definition of compensa-
tion, the elections made by the employees, 
and the plan’s terms;

■■ employee notices are issued on time;
■■ loans and hardship distributions, if allowed 
by the plan, are administered properly; and

■■ employee contributions are deposited on 
time.

ISSUE 9: RETIREMENT PLAN DISQUALIFICATION This issue pro-
vides an overview of consequences if a retirement plan does not comply with 
all of the rules for tax-deferred savings.

Errors in retirement plan compliance can lead 
to big tax bills. Although a retirement plan may 
initially qualify for tax deferral, its plan docu-
ment might be disregarded after the plan is put 
in place. This can result in errors that lead to the 
plan’s disqualification. By asking a few questions 
annually, a tax practitioner can help his or her 
business clients stay on track.

Talking with Clients

When meeting with business clients during the 
filing season, ask them about their retirement 
plan obligations. This can be accomplished with 
the following series of questions.

Is Your Current Plan the  
Right Choice?
A plan may be too complex, or it may not meet 
the business’s current goals and needs. The IRS 
offers a “Retirement Plans Navigator” at www.
retirementplans.irs.gov that allows the user to 
compare plans based on features such as

■■ required annual returns;
■■ required testing;
■■ using IRAs to fund the plan;
■■ allowing employer and employee contribu-
tions; and

■■ permitting plan loans and hardship 
distributions.

Do You Understand Your  
Plan’s Terms?
Knowing the terms of the plan is essential for 
operating it correctly. Make sure your client is 
understands

■■ which employees are eligible to participate;
■■ how the plan defines employee compensation 
for making contributions;

■■ the amount and timing of any required 
employer contributions;
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Self-Correction Program
The Self-Correction Program (SCP) is available 
for operational failures in qualified plans, 403(b) 
plans, SEPs, and SIMPLE IRA plans. Using the 
SCP will preserve the tax-favored status of the 
plan, and there is no fee. Even if the operational 
problem is significant, if the sponsor finds it and 
substantially corrects it within 2 years, there is no 
loss of tax-favored status. The SCP does not have 
application or reporting requirements. 

Voluntary Correction Program
If a plan experiences one or more qualification 
failures and the plan sponsor discovers the failures 
before the plan comes under examination, the 
plan sponsor can use the Voluntary Correction 
Program (VCP) to correct the qualification failure. 
A fee based on the size of the plan is required, but 
it generally is equal to only a small fraction of the 
tax benefit that is preserved.

Audit Closing Agreement Program
If the IRS discovers significant plan errors during 
an audit, it imposes a sanction on the plan sponsor 
through the Audit Closing Agreement Program 
(Audit CAP). The sanction bears a relationship to 
the nature, extent, and severity of the error, and 
the amount is directly related to the amount of tax 
benefits that are preserved. 

More information on all three EPCRS 
programs is available in Rev. Proc. 2008-50, 2008-
35 I.R.B. 464. IRS Publication 4224, Retirement 
Plan Correction Programs, summarizes the three 
IRS programs and also two DOL programs 
for plan administrators who need help with 
the requirements of the Employee Retirement 
Income Security Act  of 1974 (ERISA), Pub. L. 
No. 93-406, as amended.

Tax Consequences of 
Disqualification

When a qualified retirement plan is disqualified, 
the plan’s trust loses its tax-exempt status and 
becomes a nonexempt trust. Plan disqualification 
affects three groups:
1. The employees 
2. The employer 
3. The plan’s trust 

7-Day Safe Harbor for 
Elective Deferrals

A DOL safe harbor for certain contributions 
applies to small retirement plans (those with 
fewer than 100 participants at the beginning of 
the plan year). If an employer deposits in the trust 
amounts withheld from employee pay for elec-
tive deferrals, other employee contributions, and 
participant loan repayments  no later than the 
seventh business day following the pay day, the 
employer is deemed to have satisfied the timely 
deposit requirement [www.dol.gov/opa/media/
press/ebsa/EBSA20100056.htm].

Finding Plan Errors

Even though a plan is operating according to its 
plan document, law changes can invalidate plan 
provisions if the plan has not been updated. The 
following resources for finding and fixing errors 
are available at www.irs.gov.

■■ “Check Ups” help sponsors understand the 
requirements of 401(k), 403(b), SIMPLE 
IRA, Simplified Employee Pension (SEP), 
and Salary Reduction SEP (SARSEP) plans. 
Each is a one-page checklist for starting a 
review, linked to the “Fix-It Guide” for that 
type of plan.

■■ “Fix-It Guides” offer tips on how to find, fix, 
and avoid common mistakes in 401(k), SEP, 
SIMPLE IRA, and SARSEP plans. Each 
guide provides an overview of the rules for 
that type of plan, the most frequent errors 
the IRS finds in that plan type, tips on find-
ing, fixing, and avoiding those mistakes, and 
an overview of the Employee Plans Compli-
ance Resolution System.

■■ “Maintaining Your Plan” is a 6-minute, 
45-second video with tips on keeping a 
retirement plan healthy.

Correcting Plan Errors

When errors occur the Employee Plans 
Compliance Resolution System (EPCRS) offers 
three programs for correcting them.

Practitioner
Note
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The amounts included in income are treated 
as an investment in the contract for purposes of 
I.R.C. § 72 [Treas. Reg. § 1.402(b)-1(b)(5)].

Example 1.2 Employees in  
Disqualified Plans

Richie Rich is a participant in the XYZ profit-
sharing plan, which includes immediate vesting. 
In 2011, the first year he received a contribution, 
XYZ (the employer) contributed $3,000 to the 
plan’s trust for Richie’s benefit. In 2012 XYZ 
contributed $4,000 for Richie’s benefit. Later in 
2012 the IRS disqualified the plan retroactively 
to the beginning of 2011. The reasons for 
disqualification did not include a failure to meet 
either the additional participation or minimum 
coverage requirements.

Question 1. 
How much is included in Richie’s income? He is 
100% vested in the XYZ contributions.

Answer 1. 
Richie includes $3,000 in his 2011 income and 
$4,000 in his 2012 income.

Question 2. 
What happens if the plan was disqualified only 
because it did not satisfy the minimum coverage 
requirement and Richie is not an HCE?

Answer 2. 
Richie does not have to include anything in 
income until the funds are distributed to him.

Question 3. 
How is the answer to Question 2 different if 
Richie is an HCE?

Answer 3. 
Richie’s income in 2011 and 2012 includes his 
entire vested amount, minus any amount previ-
ously included in his income.

Employees are also penalized in another way 
if the plan is disqualified: When a disqualified plan 
distributes benefits, they are subject to taxation. A 
distribution from a plan that has been disqualified 
is not an eligible rollover distribution and 
cannot be rolled over to either another eligible 
retirement plan or an IRA. All distributions from 
a disqualified plan are subject to tax to the extent 
that they exceed the employee’s basis in the plan.

Effect on Employees
In general, an employee is required to include in 
income for a disqualified year any contributions 
the employer made to the trust for his or her 
benefit to the extent that the employee is vested 
in those contributions. There are two exceptions 
to this general rule:

■■ If the only reason the plan is disqualified is 
a failure to meet either the additional par-
ticipation or minimum coverage requirements, 
a highly compensated employee (HCE) 
must include in income the entire previ-
ously untaxed amount of his or her vested 
account. However, the other employees are 
still able to defer an income inclusion for the 
employer contributions made in disquali-
fied years until the trust pays the amounts to 
them.

■■ If the plan is disqualified for more than one 
reason, and one of the reasons is a failure to 
meet either the additional participation or 
minimum coverage requirements, an HCE 
must include in income the entire previously 
untaxed amount of his or her vested account. 
Other employees still follow the general rule 
of including the employer contributions for 
the year in that year’s income to the extent 
that they are vested.

Disqualification  
Effect on Employees

The exceptions to the general rule provide relief 
to rank-and-file workers when a plan is disquali-
fied solely because it discriminated in favor of 
HCEs. They also penalize the HCEs if a violation 
of the nondiscrimination rules was either the 
exclusive cause or one of many reasons for the 
disqualification.

Effect of Failing 
Nondiscrimination Test

Any failure to satisfy the nondiscrimination 
requirements of I.R.C. § 401(a)(4) is considered a 
failure to meet the minimum coverage require-
ments. See the “Retirement” chapter in this book 
for a review of the nondiscrimination rules.

Observation

Practitioner
Note
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Answer 2. 
XYZ cannot deduct the amount Richie includes 
in his 2011 income until it files its return for the 
period ending September 30, 2012. XYZ’s deduc-
tion for Richie’s income inclusion in 2012 is taken 
on the return for the period ending September 
30, 2013.

Effect on Trust
A trust that holds and distributes retirement funds 
for a qualified plan is a separate legal entity. If the 
retirement plan is disqualified, the trust loses its 
tax-exempt status and therefore must pay income 
tax on its earnings via Form 1041, U.S. Income 
Tax Return for Estates and Trusts.

Employer contributions to qualified plans are 
exempt from FICA and FUTA taxes. If the plan 
is disqualified, that exemption no longer applies. 
The timing of these taxes depends on whether 
the employees are fully vested when an employer 
makes a contribution to a nonexempt employees’ 
trust.

■■ If the contribution is vested when it is made, 
it is subject to FICA and FUTA taxes at that 
time, and the employer is liable for paying 
the FICA and FUTA taxes.

■■ If the contribution is not vested when it is 
made, the contribution and its earnings are 
subject to FICA and FUTA taxation in the 
future, at the time of vesting. When amounts 
become vested after the date of contribution, 
the nonexempt employees’ trust is treated as 
the employer under I.R.C. § 3401(d)(1), and 
it is responsible for withholding and pay-
ing FICA taxes on the contributions as they 
become vested [Rev. Rul. 2007-48, 2007-30 
I.R.B. 129].

Regaining Tax-Exempt Status
Generally, if a plan loses its tax-exempt status, the 
error that caused it to become disqualified must be 
corrected before the IRS will requalify the plan. 
Plan errors can be corrected through the VCP if 
the plan is not under examination. Otherwise, the 
errors must be corrected through the Audit CAP.

Effect on Employer
When a plan is disqualified, it becomes a 
nonexempt trust. That means that the employer’s 
deduction is limited to the amounts currently 
includable in the employees’ gross income. 
The deduction for any remaining portion of the 
contributions is deferred.

■■ If both the employer and employees are 
all calendar-year taxpayers, the employer’s 
deduction is delayed until the calendar year 
in which the contribution amount is includ-
able in the employees’ gross income.

■■ If the employer and employees have differ-
ent tax years, the employer cannot deduct its 
contribution until its first tax year that ends 
after the last day of the employees’ tax year 
in which the amount is includable in the 
employees’ income.

The employer’s deduction also depends 
on whether the contribution amount otherwise 
meets the criteria to be deductible.

If the plan covers more than one employee 
and it does not maintain separate accounts for 
each employee (as is the case with a defined 
benefit plan), the employer cannot deduct any 
contributions.

Example1.3 Limitations on  
Employer Deductions

In Question 1 of Example 1.2, Richie is 100% 
vested and is required to include all of the 
XYZ contribution in his income for each year. 
XYZ therefore can fully deduct both of the 
contributions it made for Richie’s benefit, 
assuming that the $3,000 and $4,000 amounts are 
otherwise allowable as deductions under I.R.C. 
§ 404.

Question 1. 
What is XYZ’s deduction if Richie is partly 
vested?

Answer 1. 
Because Richie’s income includes only the vested 
amount each year, XYZ is limited to deducting 
those vested amounts.

Question 2. 
Do the deductions change if XYZ has a fiscal 
tax year ending September 30 and Richie is a 
calendar-year taxpayer?
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INTRODUCTION AND OBJECTIVES This chapter discusses some 
decision-making skills tax practitioners can use to address ethical issues that 
may arise from three sources: their clients’ desire to save taxes, the time 
pressures of the filing season, and the challenge to keep abreast of tax law 
changes.

A tax practitioner is bound by professional ethical 
standards, but a client’s ethical constraints may 
be only those that he or she chooses to acknowl-
edge. A tax practitioner must not allow clients’ 
concerns for their financial well-being to compro-
mise the practitioner’s standards.

This chapter looks at the client-practitioner 
relationship and some pathways in which an 
innocent turn in one direction can lead to a seri-
ous ethical challenge. It offers decision-making 
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skills that can prevent a practitioner from being 
unwillingly led down the wrong path. It also takes 
into consideration the unique elements of a tax 
practitioner’s business: the fact that the majority 
of work is contained within a few short months; 
the need to serve as the client’s representative in 
the areas of audit, appeal, and collection; and the 
challenge to stay informed about ever-changing 
rules and regulations.
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Objectives

This chapter includes seven learning objectives. 
The expectation is that after completing this ses-
sion, participants will be able to perform the fol-
lowing job-related actions:

1. Disprove scams that may tempt clients
2. Recognize conflicts of interest
3. Follow the laws regarding disclosure and use 

of taxpayer data
4. Be aware of Circular 230 standards
5. Identify disreputable conduct that may lead 

to IRS sanctions
6. Manage time in and out of the filing season
7. Utilize a framework to make ethical decisions

Defining Ethics

The Markkula Center for Applied Ethics at 
Santa Clara University created “A Framework 
for Thinking Ethically” that is accessible online 
at http://www.scu.edu/ethics/practicing 
/decision/framework.html. The following discus-
sion is reprinted with permission from that article: 

Simply stated, ethics refers to standards of 
behavior that tell us how human beings 
ought to act in the many situations in 
which they find themselves—as friends, 
parents, children, citizens, businesspeo-
ple, teachers, professionals, and so on.

It is helpful to identify what ethics is 
NOT:
■■ Ethics is not the same as feelings. 

Feelings provide important informa-
tion for our ethical choices. Some 
people have highly developed habits 
that make them feel bad when they 
do something wrong, but many peo-
ple feel good even though they are 
doing something wrong.

■■ Ethics is not religion. Many people 
are not religious, but ethics applies to 
everyone. Most religions do advocate 
high ethical standards but sometimes 
do not address all the types of prob-
lems we face.

■■ Ethics is not following the law. A good 
system of law does incorporate many 
ethical standards, but law can deviate 
from what is ethical. Law can become 
ethically corrupt, as some totalitar-
ian regimes have made it. Law can 
be a function of power alone and 
designed to serve the interests of nar-
row groups. Law may have a difficult 
time designing or enforcing standards 
in some important areas, and may be 
slow to address new problems.

■■ Ethics is not following culturally 
accepted norms. Some cultures are 
quite ethical, but others become cor-
rupt or blind to certain ethical con-
cerns (as the United States was to 
slavery before the Civil War). “When 
in Rome, do as the Romans do” is not 
a satisfactory ethical standard.

■■ Ethics is not science. Social and nat-
ural science can provide important 
data to help us make better ethical 
choices. But science alone does not 
tell us what we ought to do. Science 
may provide an explanation for what 
humans are like. But ethics provides 
reasons for how humans ought to act. 
And just because something is scien-
tifically or technologically possible, it 
may not be ethical to do it. 
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TAX SCAMS THAT TEMPT CLIENTS Tax practitioners should be ready 
to help their clients understand the difference between a tax scam and a 
legitimate tax-saving plan.

Guiding clients away from using tax scams is a 
practitioner’s ethical responsibility. This sec-
tion provides counterarguments for several false 
claims made by promoters of tax scams. Because 
promoters are notoriously good salespersons, 
they can convince clients that a tax adviser is 
unjustly preventing them from using the tax 
scheme they have recently stumbled upon. An 
ethical tax practitioner must clearly inform cli-
ents of the law. If a debate results and the client 
is winning the debate, it is time to fire the client. 
Ethically, there is no way for either the client or 
the tax practitioner to go beyond the law. 

Constitutional Claims

Some individuals claim that the U.S. Constitu-
tion says they do not have to file an income tax 
return. Obviously, the U.S. Constitution says no 
such thing.

Tax Scam
Some taxpayers believe that becoming a “min-
ister” and setting up a “church” as a conduit for 
their income will keep them from paying taxes 
under the First Amendment’s freedom of religion 
clause. Others claim that paying taxes violates the 
Fourth Amendment’s right to privacy or the Fifth 
Amendment’s right against self-incrimination. 
The claim that the Sixteenth Amendment was 
never properly ratified has been negated time 
and time again in the courts. 

Practitioner Response
Practitioners should emphasize the tax, pen-
alty, and interest consequences of filing a frivo-
lous return, and they should have a document 
that lays out the facts for these clients. One sug-
gested document can be found at www.irs.gov 
/businesses/small/article/0,,id=106500,00.

html. A practitioner should not give the impres-
sion that there is any credibility to these hoaxes. 
An ethical tax practitioner will not be involved in 
filing returns that make any of these claims.

Penalty for a  
Frivolous Position

Notice 2010-33, 2010-17 I.R.B. 609, lists 46 frivo-
lous positions that trigger the $5,000 frivolous tax 
return penalty under I.R.C. § 6702(a).

Home-Based Businesses

Tax Scam
Numerous promoters push the idea that operat-
ing a home-based business will convert personal 
living costs into deductible business expenses. 
Sometimes the promoter actually convinces the 
client to keep detailed records, which can cause 
the practitioner to be temporarily fooled. After 
all, detailed records are very convincing.

Practitioner Response
Practitioners should ask whether the client 
attended any “tax education” classes or seminars 
in their interview questions. Practitioners should 
ask more questions if previously careless clients 
suddenly have lots of records, and they should 
be prepared to discuss the difference between 
personal and business expenses, talking about 
expenses that are ordinary and necessary for 
operating a business in contrast with those that 
are not.

Discussing the office-in-home deduction cri-
teria offers a tax practitioner a chance to differ-
entiate between personal and business expenses, 
because only the business portion of home-related 
costs is allowed as a deduction.

This scam is an opportunity for education. 
Clients do not always understand why personal 
expenses cannot be business ones, but practitio-
ners must hold firm on not taking business deduc-
tions for personal expenses.

Practitioner
Note
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Falsified Self-Employment 
Income

Although clients generally do not want to report 
more income than is required, a small amount 
of self-employment (SE) income combined with 
one, two, or three dependent children can pro-
duce a large refund despite paying the SE tax. 

Tax Scam
Many taxpayers firmly believe that the gov-
ernment owes them a refund in the form of the 
earned income credit (EIC) even if they have no 
earned income. To accomplish this, income must 
be invented. The alleged enterprise is strictly a 
paper transaction crafted for the express purpose 
of fabricating earned income to generate a tax 
refund. 

Practitioner Response
Clients who have children and small amounts of 
SE income should raise a red flag in the practi-
tioner’s mind. Practitioners should pin down the 
type of work performed, the number of customers 
or clients, and any expenses paid. For example, 
claiming to operate a home child care business is 
an easy route for a client seeking an EIC-based 
refund. The practitioner should look for signs 
that a business really exists, asking questions like 
these:

1. What days and hours is your business open?
2. How do you report your social security num-

ber to the day care parents?
3. Will you provide me with a list of your day 

care customers?
4. How did you calculate your gross receipts? 

Because the maximum EIC requires a mod-
erate amount of earned income, a client trying to 
create or increase the credit may claim nonexis-
tent SE income if more earned income is needed, 
or a nonexistent SE loss if his or her earned 
income is otherwise too high to qualify for an 
optimal credit. In either case, the issue is whether 
there is a legitimate business. If the practitioner 
is not confident that a business exists, he or she 
should not report SE income or an SE loss.

Offer in Compromise

The IRS generally does not consider an offer in 
compromise (OIC) until all other avenues for 
payment of tax debts have been explored, and 
a taxpayer who has substantial assets or substan-
tial income is probably not going to qualify. A 
payment submitted with an OIC is applied to the 
person’s tax debt and is nonrefundable, so bor-
rowing funds to submit an offer can be an expen-
sive chance to take.

The OIC is a legitimate tool for settling tax 
debts, but it was designed for people with little 
potential for long-range improvement in their 
circumstances, not for people trying to conserve 
their assets. Although the IRS has only 12 months 
to consider the taxpayer’s offer, the statute of lim-
itations for collection of federal tax debts is 10 
years from assessment, which means the IRS may 
not accept an offer if it thinks the taxpayer’s finan-
cial position may improve in the next 10 years.

Tax Scam
Media ads promise relief from major amounts of 
debt for those who owe past-due federal taxes. 
The phrase “pennies on the dollar” has become 
part of the general public’s lexicon as settlement 
firms try to sell their services. Many such com-
panies require large up-front, nonrefundable 
retainers, which are not remitted to the IRS. The 
companies staff phone lines with experienced 
telemarketers, emphasizing the employees’ 
closing talents rather than their tax knowledge. 
Despite the sales pitches, many of the companies 
do not offer anything more than referrals to the 
IRS’s OIC program, so the taxpayer is out even 
more money with no results. Two big names—JK 
Harris and Roni Deutch—have been forced out of 
business because of legal issues, and another—Pat-
rick Cox, the founder of TaxMasters—declared 
bankruptcy in 2012, but others remain active.
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Practitioner Response
In the OIC scam, the client becomes a victim 
instead of engaging in illegal conduct. When cli-
ents owe large amounts of unpaid taxes, a prac-
titioner should make sure all options are on the 
table—everything from a payment plan to an 
OIC—but honesty is crucial. Unless there is doubt 
as to whether the client really owes the money, 
the practitioner should emphasize the need to 
make the effort to pay the debt. If the client truly 
does not have the money and will not have it, a 
discussion of the OIC program should begin with 
the practitioner. Informing the client up front 
about the OIC scam is part of helping to protect 
him or her from it.

New Scams

New schemes are promoted every day. Many of 
the new ones—including the following cons—prey 
on low-income families and the elderly.

Social Security Accounts
This scam involves telling people they can use 
a legitimate Treasury form—SF 1080, Voucher 
for Transfers Between Appropriations and/or 
Funds—to transfer funds from their social security 
records to the IRS. If accepted, this tactic would 
enable filers to receive a refund of the amounts 
that were withheld from their wages as social 
security taxes.

Exploiting Church Members
Homemade flyers and brochures are posted in 
community churches to indicate that refundable 
tax credits are available without claimants having 
to prove eligibility. This scam takes advantage of 
the church’s reputation and the church members’ 
desire to help others. The word-of-mouth trans-
mission sends the tax services new clients who 
pay them to prepare the incorrect returns. 

Education Credit Fraud
Promoters of this swindle claim that refunds are 
available even for people who do not have a tax 
return filing requirement. Senior citizens are fre-
quently targeted for a refund supposedly based 
on the American opportunity tax credit. The pro-
moters claim that the credit is available even if 

the claimant is neither enrolled in school nor pay-
ing for someone else to go to school. One twist on 
the scheme explains the college credit as being 
available to compensate people for taxes paid on 
buying groceries.

Practitioner Response
All of these scams require educating clients. 
Although no reputable practitioner would con-
sider participating in any such obviously incor-
rect scheme, clients often are not well versed in 
the tax laws. The challenge is intensified because 
many of the people who are targeted are ordinar-
ily not tax practice clients because they do not 
have a tax filing requirement and because the fal-
lacious information comes through churches or 
other trusted sources.

A tax practitioner can help by increasing 
awareness of the scams among his or her exist-
ing clients who are often unaware of the schemes. 
A current client’s church or community group 
might be an organization that is being encour-
aged to promote something false. Displaying 
some flyers or posters in the practitioner’s office 
opens an opportunity for discussion. The educa-
tion process does not need to be lengthy or time-
consuming; it is only an awareness issue.

If a tax practitioner knows of any scams being 
promoted locally, his or her ethical responsibil-
ity increases. A practitioner needs to be proactive 
in publicizing the facts, perhaps through media 
interviews or letters to the editor of the local 
paper. He or she also has a duty to provide as 
much information as possible about the promot-
ers to the IRS. A united front comprising several 
practitioners in a community might make the 
point more effectively than a single practitioner, 
but the responsibility for taking action still falls to 
each individual practitioner.



36   ETHICS IN PRACTICE

1. Disclosure Authorization

The two forms that allow a practitioner to receive 
a client’s confidential tax information—Form 
2848, Power of Attorney and Declaration of Rep-
resentative, and Form 8821, Tax Information 
Authorization—can be filed online rather than 
mailed or faxed to the IRS. The IRS’s immediate 
acknowledgment that it has accepted the e-filed 
forms avoids processing-time delays in resolving 
clients’ issues.

Centralized 
Authorization File 
Identification Number

The instructions for Forms 2848 and 8821 require 
the representative’s Centralized Authorization 
File (CAF) number to be entered if he or she has 
one. If the representative does not have a CAF 
number, “None” should be entered in the space 
for the number, and the IRS will assign a CAF num-
ber to the representative.

Couple Cannot File 
Joint Form 2848

As of March 1, 2012, a Form 2848 cannot be filed 
jointly; each spouse must sign a separate authori-
zation. See the “IRS Issues” chapter of this book 
for additional information about changes to tax 
power of attorney (POA) requirements.

2. Electronic Account Resolution

Practitioners can communicate with the IRS 
online to inquire about account problems, 
refunds, installment agreements, missing pay-
ments, or notices. The practitioner must have a 
POA or information authorization (which can be 
submitted electronically) on file before receiving 
the client’s account information. Responses from 
the IRS are not sent to an external e-mail account 
but rather to a secure electronic mailbox within 
the IRS system.

Practitioner
Note

ETHICS IN PRACTICE Routine situations common in most tax practices 
can give rise to ethical dilemmas. This section looks at some frequently 
encountered issues.

We don’t always think consciously about ethical 
concerns, but they are integral to many seemingly 
routine actions. The IRS’s electronic services for 
tax practitioners (e-services) can facilitate client 
representation, but the resulting ability to take 
quick action cannot override conflict-of-interest, 
disclosure, and privacy considerations.

E-Service Options

IRS e-services for tax practitioners include some 
that are available to all tax professionals and oth-
ers that are available only to practitioners who 
e-filed a certain number of tax returns. But with 
the new e-file mandate for firms that prepare 
more than ten returns, nearly all practitioners will 
qualify for all of the e-services.

Available to Everyone
Two e-services available to any tax professional 
are registration and e-file application.

1. All practitioners desiring to use e-services 
must register. Registration is a one-time pro-
cess in which the practitioner selects a user 
name, password, and personal identification 
number (PIN). The initial registration process 
is completed online, but the IRS will send a 
confirmation code through the U.S. Postal 
Service. 

2. The e-file application e-service is convenient 
when first registering to e-file returns and also 
helpful when making changes, such as adding 
a new practitioner to the firm. 

The QuickAlerts messaging program, which 
provides e-file-related information throughout 
the year, is another service available to everyone.

E-File Participation Required
Practitioners who have e-filed at least five tax 
returns that have been accepted by the IRS 
qualify for three additional e-services—disclosure 
authorization, electronic account resolution, and 
a transcript delivery service.
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income and past deductions, so he must be extra 
thorough in his interview to be sure he covers all 
areas of potential income. He also knows nothing 
about her depreciation schedule or home office. 
Carolyn will push him to prepare the return 
quickly rather than wait for the missing informa-
tion, because her priority is to file before her ex-
husband does to get a speedy refund.

Although the prior-year return is helpful for 
comparing income, expenses are the primary 
question. Inaccurate deductions could lead to 
another problem if Carolyn qualifies for the EIC. 
Will understated or overstated expenses erro-
neously increase her EIC? If the return is filed 
claiming an excess EIC, there is never a guaran-
tee that Carolyn will amend it.

Question 2. 
If Anthony is a registered user of e-services and 
e-files regularly, what actions can he take to help 
resolve the problem quickly?

Answer 2. 
With Carolyn in the office, Anthony can print 
from the e-services webpage a POA or infor-
mation authorization form for her to sign. He 
can submit the form online using the disclosure 
authorization service, receive an immediate 
acceptance, and then request prior-year tran-
scripts online. By reviewing them online and then 
printing them himself, the whole process can be 
completed swiftly .

Question 3. 
What happens if Carolyn leaves the office 
without signing an information authorization and 
Anthony then decides to request the transcripts?

Answer 3. 
The IRS system will not let him access Carolyn’s 
account without authorization, but the system 
does not know whether Carolyn signed the con-
sent form. Obtaining the taxpayer’s signature 
is part of the honor system. (See “Disclosure of 
Tax Return Information,” later in this section.) 
Anthony will make an ethical error if he decides 
to access the information and have Carolyn sign 
the authorization later. A better solution if Caro-
lyn cannot return soon to sign an authorization is 
for him to request the transcript at www.irs.gov; it 
will be mailed to Carolyn’s address of record, and 
she can bring it to Anthony when she receives it. 
Anthony thereby sidesteps the ethical violation 
temptation. 

3. Transcript Delivery Service

The practitioner must have a POA or informa-
tion authorization on file to use this service. The 
practitioner can request and receive account tran-
scripts (records of assessments and payments), 
wage and other income-reporting documents, tax 
return transcripts (line entries as filed and pro-
cessed), and verification of nonfiling letters. A rel-
atively new product called “Record of Account” 
combines the return transcript and the account 
transcript into one record.

Taxpayer Identification 
Number Verification

Filers of information returns can be subject to a 
penalty if the names or taxpayer identification 
numbers (TINs) on those forms are incorrect. Any 
firm that has filed certain information returns—
Forms 1099-B, INT, DIV, OID, PATR, or MISC—with 
the IRS in at least 1 of the past 2 years can use an 
interactive TIN matching service. The online pro-
gram allows up to 25 TIN and name combinations 
to be verified with IRS records. If more TINs need 
to be verified, the bulk TIN matching program 
permits up to 100,000 match requests.  

Example 2.1 Using E-Services

Practitioner Anthony Anderson has a new cli-
ent, Carolyn Crocker, who is self-employed and 
cannot find any of her prior-year returns. She is 
anxious to file her return as quickly as possible 
because her ex-husband often manages to file 
before she does and claim their daughter, Cookie, 
as a dependent. Carolyn is the custodial parent, 
and she has not signed Form 8332, Release/
Revocation of Release of Claim to Exemption for 
Child by Custodial Parent.

Carolyn and Anthony both realize that if her 
ex-husband files first, Carolyn must file a paper 
return to claim the dependency exemption deduc-
tion, the child tax credit, and the earned income 
credit with Cookie as her qualifying child. That 
would delay her refund considerably, and Caro-
lyn needs the refund to repair her car.

Question 1. 
What are the ethical concerns for Anthony?

Answer 1. 
Without a copy of the prior-year return, Anthony 
has no reference point about Carolyn’s sources of 

Practitioner
Note

http://www.IRS.gov
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Identifying the Client

The first ethics question to be resolved before 
taking actions such as accessing a client’s account 
information, filing a return, or providing a copy 
of the return to the client is to determine just who 
is the client. Identifying the client is not difficult 
when filing a return for a single taxpayer or a sole 
shareholder, but the involvement of additional 
interested parties can make the determination 
more difficult. If a practitioner files a return for 25 
partners, must the practitioner supply a complete 
copy of the return to each of the 25 partners? If 
the practitioner regularly deals with one partner, 
should he or she answer questions from another 
partner? Is the situation different with a closely 
held business, such as an S corporation owned by 
two brothers? 

From a practical standpoint, there is only one 
client for most returns. (The exception is a mar-
ried couple filing a joint return.) When the cli-
ent is a business or other entity rather than an 
individual, the preparer needs to have a contact 
person for questions and decisions. So who is the 
client? The following list provides some food for 
thought.

■■ The person whose name is on the return
■■ The one who provides the information
■■ The one who pays the bill
■■ The one the practitioner can call with 
questions

■■ The one who signs the return
■■ The one the practitioner and the entity agree 
is the client

Example 2.2 Identifying the Client, Part 1

Practitioner Susan Sanders has an interview 
concerning a potential new client, Phillips Cor-
poration. Phillips is an S corporation with 12 
shareholders. Susan’s original meeting is with the 
company’s president and its treasurer.

Question 1. 
Who is the client?

Answer 1. 
The client is Phillips Corporation, but that does 
not resolve the issue for Susan. Because two peo-
ple made the initial contact, they need to establish 
who will represent the company in day-to-day 

interactions with Susan on various matters. Susan 
must document the decision, and both the presi-
dent and the treasurer should sign the document 
confirming the agreement.

Question 2. 
The agreement authorizes both the treasurer and 
the president to talk to Susan about corporate 
tax elections. The treasurer tells her to claim 
an I.R.C. § 179 deduction for the corporation 
because he can use the pass-through deduction, 
but the president tells her to not claim an I.R.C. 
§ 179 deduction because the president has used 
up his I.R.C. § 179 deduction limit in a sole 
proprietorship and cannot claim the I.R.C. § 179 
pass-through deduction. What should Susan do?

Answer 2. 
Susan should tell both the president and the trea-
surer that decisions regarding tax elections are 
governed by the corporate articles and bylaws. 
When the corporation reaches a decision regard-
ing its I.R.C. § 179 election under its governing 
documents, Susan will implement that decision.

Example 2.3 Identifying the Client, Part 2

Practitioner Marvin Miller has a long-standing 
relationship with his client Mel Moore. Mel’s 
three children (ages 13, 15, and 17) all have 
summer jobs working for their father’s sole pro-
prietorship business. Each year Mel brings in a 
Form W-2, Wage and Tax Statement, for each 
child along with his own information. Marvin 
prepares the four returns, obtains Mel’s signature 
on the Form 8879, IRS e-file Signature Authoriza-
tion, for Mel’s own return, and sends a Form 8879 
for each child home with Mel for the children’s 
signatures. Once Marvin has all of the signatures, 
he processes the returns. Mel pays him, and Mar-
vin gives him all four of the returns. Marvin has 
never met any of the teens, who have no income 
other than their wages.
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Example 2.4 Potential Conflict, Part 1

Susan Sanders (from Example 2.2) also agreed to 
prepare the personal income tax returns for the 
corporation’s president and its treasurer, who is 
her tax matters contact person for the corporation. 

Question. 
Are there potential areas of conflict?

Answer. 
Yes, there are potential conflicts with both per-
sonal returns. Susan will consult the treasurer 
about how certain tax return items should be 
handled. (This might involve a choice of claim-
ing depreciation or I.R.C. § 179 expensing, or a 
choice between deducting certain costs or claim-
ing a credit for them.) But the treasurer may want 
the corporation to accelerate deductions because 
he has ample basis for deducting a loss, while 
other shareholders, including the president, have 
a low basis and cannot use the loss at this time. 
Perhaps the president plans to sell his stock in 
the near future and wants to see the bottom line 
look healthy. Because he is now Susan’s client, 
he has the opportunity to talk to her about his 
own issues.

Example 2.5 Potential Conflict, Part 2

Can there be conflicts between the father, Mel 
Moore, and his three children from Example 
2.3? Of course there can be—do any parents 
really believe they know everything about their 
teenage children? Any of the three teens could 
come to Marvin with tax problems relating to an 
unexpected pregnancy, a secret marriage, a job 
the teen didn’t want Mel to know about, a ques-
tionable friend who needs tax help, and so forth. 

Signing for Child 

Federal tax law does not set a minimum age for 
a child to sign his or her own return. Rev. Rul. 
82-206, 1982-2 C.B. 356, states that a minor child 
is responsible for filing his or her own return, 
but if a child is unable to file a return because of 
age or any other reason, a parent or guardian is 
responsible for “making and signing” the return. 
If a parent signs the return for the child, the par-
ent or guardian should sign the child’s name in 
the proper place on the return followed by the 
words “By (signature), Parent (or Guardian) for 
minor child.”

A child under age 16 who has never filed a 
tax return is not permitted to use a self-selected 
PIN to sign an e-filed tax return, but he or she 
can e-file by signing Form 8879. See “Signing 
an Electronic Return” at www.irs.gov/efile 
/article/0,,id=205433,00.html.

Question 1. 
Does Marvin have four clients or one client?

Answer 1. 
Marvin has four clients. Even though Mel handles 
the whole process, there are four distinct returns 
and four distinct clients.

Question 2.
Does Marvin have an ethical problem in giving 
the children’s completed tax returns to their 
father?

Answer 2.
No. Although I.R.C. § 73 states that a child’s earned 
income is not included in a parent’s gross income, 
Mel is responsible for filing his minor children’s 
tax returns [Treas. Reg. § 1.6012-1(a)(4)] and pay-
ing the tax on their earned income if the children 
do not file their returns and pay their tax [I.R.C. 
§ 6201(c); Treas. Reg. § 301.6201-1(c)]. 

Conflicts of Interest
A practitioner must be careful to avoid a conflict 
of interest between identified clients. Treasury 
Department Circular No. 230, Regulations Gov-
erning Practice before the Internal Revenue Service, 
defines a conflict in § 10.29(a):

Practitioner
Note

A conflict of interest exists if —

1. The representation of one client will be 
directly adverse to another client; or

2. There is a significant risk that the rep-
resentation of one or more clients will be 
materially limited by the practitioner’s 
responsibilities to another client, a former 
client, or a third person, or by a personal 
interest of the practitioner.
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Although Circular 230 allows this alterna-
tive to declining to represent a client, whether to 
request such waivers is an ethical decision that 
the practitioner must make, bearing in mind that 
circumstances can change at a later date when 
representation is needed.

Example 2.7 Waivers, Part 1

Susan (from Example 2.4) sees the potential for a 
conflict of interest when she is asked to prepare 
the two officers’ personal returns as well as the 
S corporation return. If Susan believes that she 
can provide competent and diligent representa-
tion separately to the corporation and to the offi-
cers, she can have each of them sign a consent 
to waive the conflict of interest at the time she 
accepts the officers as clients.

Question 1. 
What information should Susan give the officers 
to help them make good decisions about signing 
the waivers?

Answer 1.  
The officers need to understand the types of con-
flict that could develop, such as diverse opinions 
on the treatment of corporation revenue and 
expenditures or a fight over corporate control. 
They also need to understand that if an actual con-
flict develops, Susan could not represent either of 
them. As long as corporate flow-throughs have 

The fact that none of the children has ever 
met Marvin does not mean that an issue might not 
arise that causes them to seek his tax advice. And 
what does Marvin do when the son or daughter 
begs Marvin not to tell Mel?

A conflict of interest may also arise between a 
client and the tax practitioner.

Example 2.6 Potential Conflict, Part 3

Olive Oldham is a tax practitioner in a small 
town. She bought her business from Gerry Gor-
don when he retired a year ago. She is paying for 
the business in installments, and Gerry has given 
her very generous terms. Olive felt that she was 
fortunate to acquire the business because Gerry’s 
reputation was solid. Now that it is her business, 
however, she is discovering that some very ques-
tionable returns were filed. 

Question. 
Where are the potential areas of conflict?

Answer.  
Olive may need to recommend that a client file 
an amended return, because she must consider 
the effect on her client if the questionable return is 
audited. But if she points out apparent errors on a 
return prepared by Gerry, she expects to become 
the target of gossip and potentially offend Gerry. 

Because Olive still has business dealings with 
Gerry, she may be hesitant to take actions that 
could cause problems between them. Olive may 
be tempted to make decisions with her own best 
interests in mind rather than those of her clients.

Waiver with Informed Consent
It is possible (if not always wise) to represent two 
or more clients who have a conflict of interest. 
Circular 230 § 10.29 provides this option when a 
conflict of interest exists: 

(b) The practitioner may represent a  
client if —

1. The practitioner reasonably believes 
that the practitioner can provide compe-
tent and diligent representation to each 
affected client;

2. The representation is not prohibited by 
law; and

3. Each affected client waives the conflict 
of interest and gives informed consent, 
confirmed in writing by each affected 
client, at the time the existence of the 
conflict of interest is known by the prac-
titioner. The confirmation may be made 
within a reasonable period of time after 
the informed consent, but in no event 
later than 30 days.

(c) Copies of the written consents must be 
retained by the practitioner for at least 36 
months from the date of the conclusion of 
the representation of the affected clients, 
and the written consents must be provided 
to any officer or employee of the Internal 
Revenue Service on request.
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the same tax consequences on both officers’ indi-
vidual returns, there is no conflict. Susan could 
even represent both of them in an audit situation.

Question 2. 
What if the treasurer and the president wind up in 
a legal battle over the corporation at a later date?

Answer 2. 
Susan could wind up in the middle, so she should 
bow out before getting caught up in the battle. 
Even if she supports one of the officers, she should 
resign from both personal returns. After the legal 
issue is resolved, she might reaccept one as a cli-
ent at a later date.

Example 2.8 Waivers, Part 2

In Examples 2.3 and 2.5, Marvin was preparing 
returns for a father and his three teenage chil-
dren. The children are not old enough to sign an 
informed consent to waive a conflict of interest. 
One issue in Example 2.5 was whether Marvin 
should tell Mel if the children confide in him, and 
the answer was no.

Marvin must watch for situations where 
conflicting returns might occur. For example, if 
Mel’s 17-year-old daughter tells Marvin that she 
is secretly married and wants to file a joint return 
with her husband, Marvin cannot also list her as 
a dependent on Mel’s return (unless the daughter 
and her husband are filing only to get a refund). 
A conflict-of-interest waiver does not cover filing 
an incorrect return. Once Marvin knows he has a 
conflict, he must withdraw from preparing returns 
for both Mel and his daughter unless Marvin can 
convince the daughter to tell Mel the truth.

Example 2.9 Waivers, Part 3

Example 2.6 introduced us to Olive, who bought 
a business from Gerry. Olive’s potential conflicts 
of interest come from concerns about her own 
reputation and Gerry’s popularity. She cannot 
ask a client to sign a waiver because there is a 
conflict of interest with Olive herself, but Olive 
certainly is looking at potential conflicts arising 
from erroneous returns. What can she do if a 
questionable return is audited? 

She might ask Gerry to assist her in represent-
ing the client; his involvement at the pre-audit 
level might calm the client. But what should she 

do if she feels that Gerry was incompetent—that 
he just did not know what he was doing? 

If Olive believes that she can handle the audit 
(or explain a pre-audit need for an amended 
return) with the client’s best interests in mind, 
she can continue working with the client. If she 
is overly concerned about gossip and offending 
Gerry, she can recommend that the client ask 
someone else for help in the audit. Olive’s ethics 
are at issue, so the determination is hers. 

Keys for Dealing with Clients
The conflict-of-interest issue is procedural, but 
the relationship between the client and the tax 
practitioner has much to do with the outcome. 
The chances of keeping clients are much better 
when a preparer adheres to the following three 
practices:

1. Being Honest

Practitioners need to ensure that their clients are 
aware of tax return concerns. They must take 
the time to talk with clients and not assume that 
because the practitioner knows more about taxes, 
the client does not need information.

2. Paying Attention

Sometimes clients will hint at potential problems 
if the practitioner just listens. A wife who con-
stantly complains about her husband may well be 
foretelling a conflict-of-interest situation between 
divorced spouses. The practitioner should think 
about which spouse to keep as a client if a choice 
must be made.

3. Maintaining Professional Distance

How does the client view the practitioner? As 
a friend? A professional? A mentor? A parent? 
Clients often take on different characteristics with 
different people. A client who views the practi-
tioner as a friend may be devastated if the client 
must find another preparer in event of a conflict. 
The situation is much simpler when the relation-
ship is professional.
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unless I.R.C. § 7216 specifically authorizes the 
disclosure (as in the case of disclosures to the IRS 
itself). 

Rev. Proc. 2008-35, 2008-29 I.R.B. 132, 
§ 4.04, provides mandatory language that must 
be included in three types of consents:

1. A consent to disclose tax return information 
in any context other than tax preparation or 
auxiliary services (such as disclosure to a loan 
officer)

2. A consent to disclose tax return information 
in a tax preparation or auxiliary services con-
text (such as disclosure to another practitio-
ner for tax advice)

3. A consent to the practitioner’s use of tax 
return information for another purpose (such 
as providing retirement planning or invest-
ment advice) 

Figure 2.1 is a sample form that can be pro-
vided for a client’s consent to allow a preparer to 
use tax return information for another purpose. If 
there are multiple reasons for requesting a client’s 
consent to use tax return information, they may 
all be listed in one consent form.

Acceptance of Waiver 
Is Not Mandatory 

Taxpayers in close-knit communities may have 
difficulty finding different tax practitioners when 
there is a potential conflict of interest. The fact 
that those taxpayers may be willing to waive a 
potential conflict of interest does not mean the 
practitioner should proceed with waivers if the 
practitioner cannot provide diligent representa-
tion to each affected client.

Disclosure of Tax Return 
Information

A tax practitioner possesses a great deal of cli-
ent financial information, and there are occasions 
when a third party requests disclosure of that 
information. For example, a client may be apply-
ing for a loan, and the bank requests a copy of his 
or her tax return, or a tax practitioner may seek 
help from a colleague for a complex issue. Treas. 
Reg. § 301.7216-3(a) requires the taxpayer’s writ-
ten consent before any information is disclosed 

Observation

FIGURE 2.1 Consent for Practitioner’s Use of Tax Return Information

Consent to Use of Tax Return Information 

Federal law requires this consent form be provided to you. Unless authorized by law, we cannot use, 
without your consent, your tax return information for purposes other than the preparation and filing of 
your tax return.

You are not required to complete this form. If we obtain your signature on this form by conditioning our 
services on your consent, your consent will not be valid. Your consent is valid for the amount of time that 
you specify. If you do not specify the duration of your consent, your consent is valid for one year. Duration 
of consent:

I, [NAME OF TAXPAYER] authorize [NAME OF TAX RETURN PREPARER] to use [SPECIFY TAX RETURN 
INFORMATION TO BE USED] for the purpose of [DESCRIBE AUTHORIZED USE].

If you believe your tax return information has been disclosed or used improperly in a manner unauthorized 
by law or without your permission, you may contact the Treasury Inspector General for Tax Administration 
(TIGTA) by telephone at 1.800.366.4484, or by e-mail at complaints@tigta.treas.gov.

Taxpayer signature:

Date:
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Answer 1. 
She should obtain the loan officer’s phone num-
ber and tell him that she must check with Ed 
before providing any information.

Marla should then contact Ed to verify the 
loan application. There is a possibility that Ed has 
not even applied for a loan. Marla must explain 
what information is being requested and deter-
mine if Ed wants her to give the loan officer the 
information.

Question 2. 
Will a phone conversation with Ed allow Marla 
to provide the information?

Answer 2. 
No, because providing the tax return requires an 
affirmative written consent from Ed. Marla can 
prepare a disclosure consent form specifying that 
a copy of Ed’s personal return will be provided to 
the loan officer of the bank for the purpose of Ed’s 
loan application. Ed can either come to her office 
to sign the form, or she can send it to him to sign 
and return to her.

Question 3. 
Can Ed scan his signed form and return it to her 
electronically?

Answer 3. 
Yes, he can.

Question 4. 
Couldn’t Ed just present a copy of the tax return 
to the loan officer?

Answer 4. 
Of course, but, for whatever reason, Marla was 
asked to provide it, so she must deal with the dis-
closure issue.

Question 5. 
What if the request does not come from a bank 
but from the divorce lawyer for Ed’s estranged 
wife? They filed separate returns for 2011.

Answer 5. 
It doesn’t matter who is asking; the issue is the 
information being requested. Marla cannot pro-
vide any information to the lawyer or any other 
person unless Ed consents in writing unless the 
disclosure is authorized by the Internal Revenue 
Code. [I.R.C. § 7216(b)(1)(B) permits disclosure 
pursuant to a federal, state, or local court order.]

The taxpayer’s consent to disclosure or use 
of tax return information must be made on a 
separate written document that can be furnished 
on paper or electronically. The separate written 
document may be provided as an attachment to 
other documents, such as an engagement letter. 
If the form is provided electronically, the tax-
payer’s signature may be entered electronically. 
Rev. Proc. 2008-35 provides three alternatives for 
this. The tax return preparer may obtain the tax-
payer’s signature on the electronic consent using 
any of the following methods:

1. Assign a personal identification number 
(PIN) that is at least 5 characters long to the 
taxpayer. The taxpayer may type in the pre-
assigned PIN, but a PIN may not be auto-
matically furnished by software so that the 
taxpayer only clicks a button for consent to 
be furnished. The taxpayer must affirma-
tively enter the PIN for the electronic signa-
ture to be valid.

2. Have the taxpayer type in the taxpayer’s 
name and then hit “enter” to authorize the 
consent. The software must not automatically 
furnish the taxpayer’s name so that the tax-
payer only has to click a button to consent. 
The taxpayer must affirmatively type the tax-
payer’s name for the electronic consent to be 
valid.

3. Any other manner in which the taxpayer 
affirmatively enters 5 or more characters that 
are unique to that taxpayer that are used by 
the tax return preparer to verify the taxpay-
er’s identity. For example, entry of a response 
to a question regarding a shared secret could 
be the information by which the taxpayer 
authorizes disclosure or use of tax return 
information.

Example 2.10 Consent to Disclosure

Ed Emerson, a tax client of Marla Mason, is 
applying for a business loan. A loan officer at Ed’s 
bank calls Marla to request verification that Ed’s 
business exists and to request a copy of Ed’s per-
sonal income tax return for 2011.

Question 1. 
How should Marla respond?
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A privacy notice must be clear and conspicu-
ous. It can be located on a website or printed. 
There are no hard-and-fast rules about the notice’s 
appearance or how it is delivered. Clients need to 
receive a notice both when they first become cus-
tomers and annually after that, but most practitio-
ners communicate with their clients on an annual 
basis anyway.

The notice from a business that simply pre-
pares returns can be as simple as Figure 2.2.

FIGURE 2.2 Privacy Policy Notice

Our Privacy Policy

We will not share or sell any personal information 
obtained from you with any other organization, 
unless required to do so by law.

More complex examples can be found 
online at the Federal Trade Commission website: 
http://ftc.gov/privacy/privacyinitiatives 

/PrivacyModelForm_NoOptOut.pdf and http://ftc 
.gov/privacy/privacyinitiatives/PrivacyModel 

Form.pdf.

Example 2.11 Privacy Notice

Will Watson is a sole proprietor tax preparer with 
no employees. He has 400 clients, most of whom 
file Form 1040, U.S. Individual Income Tax 
Return, although he does prepare 20 corporate 
returns. Tax preparation is a seasonal business for 
Will; he farms during the rest of the year.

Will is required to provide the privacy notice 
to each Form 1040 client each year unless he is a 
CPA or an attorney.

Question 1. 
What should Will do if he has not been issuing 
the notice?

Answer 1. 
He should begin now. It is easily attached to an 
engagement letter or an invoice. If Will has a 
website, he can post the notice there. 

Question 2. 
Does he have to issue the notice to all 400 clients?

Answer 2. 
No, he is not required to provide the notice to the 
corporate clients.

Question 3. 
What’s the point? Will does not really have 
anything to notify his clients about, and they 
probably don’t care anyway.

Privacy Act Notification

The Gramm-Leach-Bliley Act of 1999 (the Pri-
vacy Act), Pub. L. No. 106-102, established a 
privacy rule for financial services institutions that 
requires the institutions to issue notices regard-
ing consumer financial privacy. The definition 
of financial service activities is not limited to 
lending, investing, and debt collection—it also 
includes services such as financial planning, tax 
preparation, and accounting.

The act distinguishes between customers and 
consumers. For tax practitioners, a customer is 
a client who uses the tax preparation service for 
personal reasons, while a consumer is a non-indi-
vidual, such as an S corporation or a partnership. 
Privacy Act notification is required only for cus-
tomers. The act requires most practitioners who 
prepare individual income tax returns to provide 
those customers with a notice describing how 
data is collected, disclosed, and protected. The 
notice is required even though the practitioners 
generally cannot share information with anyone 
except the IRS because of the Internal Revenue 
Code disclosure rules that require the client’s 
consent before information is shared. 

The Privacy Act concern for tax preparers is 
protection of the nonpublic personal information 
collected by the practitioner. Nonpublic personal 
information includes names, addresses, social 
security numbers, financial account numbers, 
and loan or deposit account balances. Data that 
are generally available to the public are personal 
information if the client could make the data 
nonpublic but has not done so. (An example of 
this is a telephone number that could have been 
unlisted but is listed in telephone directories.) 

CPAs and Attorneys 
Are Exempt

CPAs were granted an exemption from provid-
ing Privacy Act notices in 2006 because they are 
already required under state law and ethical stan-
dards to maintain the confidentiality of client 
information. Attorneys have also established that 
the Privacy Act notice requirement does not apply 
to them. 

Practitioner
Note

http://ftc.gov/privacy/privacyinitiatives/PrivacyModelForm_NoOptOut.pdf
http://ftc.gov/privacy/privacyinitiatives/PrivacyModelForm_NoOptOut.pdf
http://ftc.gov/privacy/privacyinitiatives/PrivacyModelForm.pdf
http://ftc.gov/privacy/privacyinitiatives/PrivacyModelForm.pdf
http://ftc.gov/privacy/privacyinitiatives/PrivacyModelForm.pdf
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A second element of the Privacy Act requires 
a system to protect taxpayer information. IRS 
Publication 4557, Safeguarding Taxpayer Data: 
A Guide for Your Business, lists some steps for 
such a system:

■■ Take responsibility or assign an individual or 
individuals to be responsible for safeguards.

■■ Assess the risks to taxpayer information 
in the office, including operations, physi-
cal environment, computer systems, and 
employees, if applicable. Make a list of 
all the locations where you keep taxpayer 
information.

■■ Write a plan for safeguarding taxpayer infor-
mation and put the safeguards in place.

■■ Use only service providers who have poli-
cies in place to maintain an adequate level of 
information protection.

■■ Monitor, evaluate, and adjust your security 
program as circumstances change.

Answer 3. 
That’s the same logic his clients might try to use 
when they do not want to obey the tax law. From 
an ethical point of view, the law is the law. If Will 
doesn’t obey it, why would his clients?

Question 4. 
What if Will is both a CPA and a real estate 
broker?

Answer 4. 
The CPA exception applies only to the business 
he conducts as a CPA. When he conducts busi-
ness as a real estate broker, he must provide the 
privacy notice to his clients even if they are also 
clients of his CPA business.

CIRCULAR 230 GUIDANCE  The standards of conduct set out in Circular 
230 now apply to all tax return preparers.

Circular 230 does not always provide bright-line 
guidance about what is acceptable conduct. This 
section highlights three areas—fees, delays, and 
written advice—to spur a thought process that aids 
in arriving at ethical conclusions. 

Fees

The restrictions concerning fees in Circular 230 
are in § 10.27, which states that a practitioner can-
not charge an “unconscionable” fee and may not 
charge a contingent fee except for fees related 
to an IRA examination or challenge, the deter-
mination of interest or penalties, or a judicial 
proceeding.

Example 2.12 Fees

Nicki Nash operates her own tax preparation 
business in a city where the cost of living is high. 
Her clients are informed about her fee schedule 
when they arrive. She charges a minimum fee of 
$250 or 5% of any refund, whichever is higher.

Situation 1. 
A client’s refund is $8,400, and Nicki charges him 
$420. Is that unconscionable? Or is there another 
problem with the way she calculated the fee?

Situation 2. 
Another client’s return that includes the same 
types of income and expenses, and the same 
forms and schedules as the client in Situation 1, 
shows a $1,000 refund, and Nicki charges $250. 
Is that unconscionable?

Situation 3. 
Are the answers different if Nicki did not inform 
her clients about the charges up front? 

Delays

Circular 230 § 10.23 states that the practitioner 
cannot “unreasonably” delay the prompt disposi-
tion of any matter before the IRS.
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that meeting it is his last chance, Bob should 
be prepared to step out of the case.

■■ Communicate with the IRS. Bob should take 
care to meet the IRS deadlines even if his cli-
ent is not ready. He must also be responsive 
to the revenue agent’s perception of unrea-
sonable delay on Bob’s part. Honesty is very 
important, and Bob must ensure that the 
agent understands that he does not have the 
requested records.

Example 2.15 Practitioner’s Own Tax Return 

Another delay that could be a Circular 230 viola-
tion is a delay in filing a practitioner’s own tax 
return.

Situation 1. 
Bob filed an extension for his own Form 1040, 
but he did not send a payment with it and ended 
up owing $2,000. Is this unreasonable?

Situation 2. 
Bob failed to file an extension at all. Is this 
unreasonable?

Situation 3. 
Bob filed an extension but then missed the Octo-
ber deadline. Is this unreasonable?

Situation 4. 
Several of Bob’s clients saw him at the post office 
when he finally mailed his tax return in Novem-
ber. How does this shape their perception of his 
ethics?

Written Advice

Practitioners communicate with their clients in a 
variety of ways, both oral and written. Written 
communications are covered by Circular 230 
§§ 10.35 and 10.37. The more stringent standards 
for “covered opinions” (in general, those related 
to tax shelters) exclude written advice “prepared 
for and provided to a taxpayer, solely for use by 
that taxpayer, after the taxpayer has filed a tax 
return with the Internal Revenue Service reflect-
ing the tax benefits of the transaction” (emphasis 
added). But Circular 230 § 10.35(b)(2)(ii)(C) goes 
on to state that the exclusion “does not apply if 

Example 2.13 Practitioner Delays

Bob Banegas was in the middle of his very busy 
tax season when he was notified that one of his 
clients was being audited. The revenue agent 
wanted to begin the audit within a week.

Situation 1. 
Is it unreasonable for Bob to attempt to delay the 
audit until after the tax filing season?

Situation 2. 
Does it make a difference if his is a one-person 
office or a group of four practitioners?

Situation 3. 
If the revenue agent gave Bob an extension until 
April 20, is it unreasonable for Bob to request 
another extension because he wants to take 
a vacation and wind down after the tax filing 
season?

Situation 4. 
Is it unreasonable for Bob to use caller ID to 
avoid talking to the revenue agent? Although a 
revenue agent’s phone number might not appear, 
caller ID may show “government phone” or sim-
ply “blocked.” Is it unreasonable for Bob not to 
answer any calls if the caller’s number is blocked?

Example 2.14 Client Delays

Assume that Bob (from Example 2.13) is will-
ing to meet with the revenue agent, but he needs 
information from his client and the client is not 
cooperating. What actions should Bob take?

■■ Determine why the client is delaying. Does 
the client not have the information, or is he a 
natural procrastinator?

■■ Offer assistance in getting the information 
together. If the client has records and just 
does not know how to organize them, Bob 
can offer to do that for him. It is important to 
emphasize that this additional service comes 
with a fee, because that may motivate the cli-
ent to do it himself.

■■ Give the client a deadline. Bob should 
emphasize that he can wait only so long. 
Continually making excuses for a client does 
not establish a good relationship between the 
practitioner and the IRS. After a deadline is 
established and the client has been informed 
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the practitioner knows or has reason to know that 
the written advice will be relied upon by the tax-
payer to take a position on a tax return (including 
for these purposes an amended return that claims 
tax benefits not reported on a previously filed 
return) filed after the date on which the advice is 
provided to the taxpayer.”

This provision often results in the addition of 
a disclaimer to written communications (both by 
e-mail and in letters) from a practitioner to his or 
her clients. 

The § 10.37 standard for written advice that 
is not a covered opinion states that written advice 
cannot be based on “unreasonable” assumptions 
and it cannot “unreasonably” rely on any repre-
sentations, statements, findings, or agreements. 
Written advice must consider all relevant facts 
that the practitioner knows or should know. The 
possibility that a tax return will not be audited, 
that an issue might not be raised on audit, or that 
the issue might be resolved through settlement 
should not be taken into account.

Example 2.16 Unreasonably Relying  
on Representations

Sergei Titov told his accountant, Boris Nikitin, 
that deposits into his American bank account 
were from a hoard of rubles he had accumulated 
before he moved to the United States and became 
a citizen. Based on that representation, Boris did 
not include the deposits in Sergei’s income when 
he prepared Sergei’s income tax return.

In American Valmar International Ltd., Inc. v. 
Commissioner, T.C. Memo. 1998-419, the court 

held it was unreasonable for a practitioner to rely 
on such a statement without further documenta-
tion of the source of the deposits. 

Example 2.17 Written Advice

Practitioner Marcy Mitchell promised one of her 
clients to research a tax issue. Because the client is 
notoriously long-winded, Marcy decided to save 
time by sending a letter outlining the results of 
her research. Her final conclusion was not docu-
mented using the more detailed requirements for 
covered opinions. 

Circular 230 covers Marcy’s letter. To avoid 
application of the covered opinion standards for 
tax practitioners, Marcy should include a notation 
in the letter informing her client that the advice 
in the letter should not be relied on to avoid an 
accuracy-related penalty for a subsequently filed 
tax return. The statement might simply say, “Any 
advice in this letter is not intended to be used for 
the purpose of avoiding any penalties that may 
be imposed under the Internal Revenue Code.”

This means that the client cannot offer the let-
ter as a defense against an I.R.C. § 6662 negligence 
penalty or a penalty for substantial understate-
ment. (Treas. Reg. § 1.6664-4 otherwise provides 
that relying on a tax professional’s advice may be 
reasonable cause for taxpayer penalty relief.)

Marcy should also make the statement a per-
manent part of her e-mail communications with 
clients because e-mail is considered a written 
communication. This also applies to faxed advice. 

DISREPUTABLE CONDUCT There are times when tax practitioners do 
not just make a mistake. Disreputable conduct is an ethical lapse that can lead 
to a practitioner being sanctioned by the IRS.

Disreputable conduct encompasses a wide vari-
ety of intentional, dishonest actions by tax return 
preparers. The IRS’s list of the “Dirty Dozen Tax 
Scams” for 2012 [IR-News Rel. 2012-23 (Feb-
ruary 16, 2012)] includes one type of such con-
duct—return preparer fraud—as the third most 

significant problem area, after identity theft and 
phishing. Actions identified as return preparer 
fraud include skimming a client’s refund, charg-
ing inflated fees, and promising guaranteed or 
inflated refunds to gain new clients. 
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Columbia, any federal court, or any federal 
agency body or board

■■ Knowingly aiding and abetting another 
person to practice before the IRS during a 
period when the other person is suspended, 
disbarred, or otherwise ineligible to practice 
before the IRS

■■ Using abusive language, making false accu-
sations and statements, knowing them to be 
false, circulating or publishing malicious or 
libelous matter, or engaging in any contemp-
tuous conduct in connection with practice 
before the IRS

■■ Giving a false opinion knowingly, recklessly, 
or through gross incompetence; or following 
a pattern of providing incompetent opinions 
in questions arising under the federal tax 
laws

In general, such conduct requires an aware-
ness on the part of the practitioner. Conviction 
of a criminal offense, lying, stealing, bribery, and 
the revocation or suspension of a professional 
license are easily recognized by most people.

The term gross incompetence might not be 
so easily identified by the person whose actions 
fit that description, but such conduct is normally 
identifiable by a person looking at the situation 
from the outside. Circular 230 § 10.51(a)(13) 
states, “Gross incompetence includes conduct 
that reflects gross indifference, preparation which 
is grossly inadequate under the circumstances, 
and a consistent failure to perform obligations to 
the client.”

How to Make a Report

There is no IRS form for reporting a tax prepar-
er’s misconduct to the IRS Office of Professional 
Responsibility (OPR). A report must be submit-
ted in writing. It can be faxed to 202.622.2207, 
e-mailed it to opr@irs.gov, or sent to the follow-
ing address:

Internal Revenue Service
Office of Professional Responsibility
1111 Const i tut ion Avenue NW— 
      Room 7238
Washington, DC 20224 

Form 3949-A, Referral Information, can be 
submitted by anyone to report individuals or 

PTIN Is IRS Tool  
to Combat Fraud

IRS statistics show that about 60% of taxpayers 
engage a tax preparer, so the potential for pre-
parer-created problems is high. The new preparer 
tax identification number (PTIN) requirement is 
part of the IRS’s plan to identify and weed out 
problem preparers, but it will be effective only if 
clients are aware that the tax practitioner’s sig-
nature and PTIN must be entered on the return. 
Taxpayers can use Form 14157, Complaint: Tax 
Return Preparer, to report a tax preparer’s failure 
to enter a PTIN or to sign a return, or to make 
other complaints about the tax preparer.

What Is Disreputable Conduct?

The overall category of disreputable conduct 
extends beyond direct interactions with clients, 
and it is far more than a simple error in judgment. 
The IRS identifies the following types of conduct 
as disreputable in Circular 230 § 10.51(a):

■■ Conviction of any criminal offense under 
the revenue laws, or of any offense involving 
dishonesty or breach of trust

■■ Knowingly giving false or misleading infor-
mation in connection with federal tax mat-
ters, or participating in such activity

■■ Soliciting employment by prohibited means, 
as discussed in Section 10.30 of Treasury 
Department Circular No. 230

■■ Willfully failing to file a tax return, evading 
or attempting to evade any federal tax or 
payment, or participating in such actions

■■ Misappropriating, or failing to properly and 
promptly remit, funds received from clients 
for payment of taxes or other obligations due 
to the United States

■■ Directly or indirectly attempting to influence 
the official action of IRS employees by the 
use of threats, false accusations, duress, or 
coercion, or by offering gifts, favors, or any 
special inducements

■■ Being disbarred or suspended from practice 
as an attorney, CPA, public accountant, or 
actuary, by any state, U.S. possession, ter-
ritory, or commonwealth, the District of 

Practitioner
Note

mailto:opr@irs.gov
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Disbarred Attorneys 

Attorneys whom the OPR disbars from prac-
tice before the IRS can still practice law in other 
forums unless they are also disbarred in those 
forums. However, if they are disbarred from prac-
ticing law, they are automatically disbarred from 
practicing before the IRS because being licensed 
to practice law is a prerequisite for attorneys to 
practice before the IRS.

■■ A suspension prevents a practitioner from 
representing clients during the suspension 
period. 

■■ Censure is a public reprimand that does not 
affect the practitioner’s eligibility to practice 
before the IRS. 

The OPR can impose monetary penalties on 
an individual who engages in conduct subject to 
sanction or on the individual’s employer, firm, 
or entity if the individual was acting on its behalf 
and the entity knew, or reasonably should have 
known, of the individual’s conduct [Circular 230 
§ 10.50(c)]. Monetary penalties may be imposed 
in addition to or in lieu of disbarment, suspen-
sion, or censure for either a single act of prohib-
ited conduct or for a pattern of activities. The 
aggregate monetary penalties cannot exceed the 
gross income derived (or to be derived) from the 
prohibited conduct giving rise to the penalties.

A practitioner may offer to consent to a sanc-
tion instead of having a disciplinary hearing. A 
sanction accepted by consent typically includes 
an indefinite suspension with the opportunity to 
petition for reinstatement after meeting certain 
qualifications.

Final regulations issued under Circular 230 
on September 26, 2007, allow the OPR to publish 
its final decisions. A decision becomes the final 
agency decision at one of two points:

1. After an administrative law judge (ALJ) issues 
a decision and either party has not appealed 
the decision to the secretary of the Treasury 
or designee within 30 days, or

2. After the secretary of the Treasury or desig-
nee has issued a decision on such an appeal.

Although a practitioner may further appeal 
a final agency decision to the applicable federal 

Practitioner
Note

companies that are known or suspected to be 
noncompliant with federal tax laws. These refer-
rals can result in tax audits or criminal investiga-
tions. Information can be provided by calling the 
IRS’s customer assistance number, 800.829.1040, 
but the IRS prefers to receive written reports. 
Use of Form 3949-A is not required for reporting 
noncompliance—the necessary information can 
be included in a letter. The mailing address for 
the completed form or letter is Internal Revenue 
Service, Fresno, CA 93888. No street address is 
needed.

The following information should be included 
in the report to the extent that it is available:

■■ Name and address of the person or business 
being reported

■■ TIN (social security number for an indi-
vidual or employer identification number for 
a business)

■■ Brief description of the alleged violation, 
including the source of the information

■■ Tax years involved
■■ Estimated dollar amount of any unreported 
income

■■ Submitter’s name, address, and daytime tele-
phone number (optional)

IRS Disciplinary Sanctions

The OPR may impose several types of sanc-
tions to discipline tax practitioners who do not 
comply with the rules of conduct [Circular 230 
§ 10.50(a)]. Most of the sanctions affect the prac-
titioner’s eligibility to represent taxpayers before 
the IRS [Circular 230 § 10.79]. 

■■ A practitioner who is disbarred by the OPR 
is no longer eligible to represent taxpayers 
before the IRS. Disbarment is not limited to 
attorneys: CPAs, EAs, and other Circular 
230 practitioners may also be disbarred.
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The sanctioned practitioners had practices in 
38 states plus the District of Columbia, including 
37 practitioners from California, 14 from New 
York, 13 from Texas, and 9 from Colorado. The 
group included 9 enrolled agents (EAs), 39 CPAs, 
and 113 attorneys. The sanctions were 3 censures, 
6 disbarments, and 152 suspensions. Nearly all of 
the suspensions were for an indefinite period of 
time.

Released opinions from the disciplinary pro-
ceedings provide some insight into the OPR’s 
thought process. 

■■ In Complaint 2009-21, the ALJ did not 
accept an attorney’s medical and emotional 
problems as a defense, holding that “the gen-
eral rule of law is that, to be excused from 
liability for tax failures, a person’s incapacity 
must be virtually complete, such that they 
are unable to conduct any work.” Because 
the attorney was still preparing tax returns 
for clients while not filing his own, his 
defense was not successful. 

■■ In Complaint 2009-16, a CPA unsuccessfully 
suggested that his criminal conviction for a 
tax crime should not be considered because 
his legal counsel was ineffective. The CPA 
defended himself in the OPR hearing, so 
that counsel apparently was not effective 
either. The case went to appeals, where the 
OPR decision was sustained. The appeals 
agent made the following observation: “That 
lack of recent prior disciplinary offenses is 
a mitigating factor—I agree, but believe that 
this is to be expected of practitioners.”

district court, the decision may be made public 
and the term of any suspension or disbarment 
will begin when the agency decision is issued. 
The OPR periodically announces these disci-
plinary sanctions and the grounds for most sanc-
tions in the Internal Revenue Bulletin (I.R.B.). 
“Announcements of Disciplinary Sanctions” are 
also accessible in the “Tax Professionals” section 
of the IRS website: www.irs.gov/taxpros/agents/
article/0,,id=131857,00.html.

Summary of 2011 Sanctions

An examination of the sanctions publicized dur-
ing calendar year 2011 reveals the most common 
reasons for return preparer disciplinary action. 

■■ The vast majority—139 of 161 sanctions—
were imposed because the practitioners 
were convicted of a crime, their professional 
licenses were suspended or revoked by the 
applicable licensing agency, or they had 
been disbarred from the practice of law. The 
convictions were for mail fraud, money laun-
dering, tax evasion, conspiracy, and securi-
ties fraud. 

■■ Sixteen sanctions were for failure to file 
returns, and six were for failure to use due 
diligence. (Two of those practitioners were 
sanctioned both for failure to file and failure 
to use due diligence.)

■■ Twelve practitioners were listed in the sanc-
tion announcements only because the OPR 
was reporting that they had been reinstated. 

TIME CHALLENGES Tax professionals are all too familiar with time 
constraints during the filing season.

There are only so many hours in a day, and yet 
April 15 just keeps getting closer. Employees in 
larger firms can share the work, which makes it 
appear that they should be less stressed, but the 
truth is that each individual is still working to full 
capacity and sometimes beyond. 

Curtailed Communications

What effect does that stress have on the practitio-
ner and on the final product? Is being exhausted 
an excuse for not doing one’s best? Do we err in 
not fully communicating with clients because we 
just want to get the job done?
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record expenses, such as mileage or office-in-
home costs, that could be deductible.

Situation 5.  
Bob Black has not received a Form 1099-INT, 
Interest Income, from an out-of-state bank, so 
Elly enters the same $1,200 that was reported on 
the prior-year return.

Analysis 5. 
Elly owes it to her client to make a more seri-
ous effort to determine the interest amount. An 
amount of less than $10 does not require a Form 
1099-INT, but the prior-year interest was much 
more than that.

Time-Management Techniques

There are no quick fixes for a lack of time, but 
the following techniques provide planning and 
preparation opportunities.

Plan Ahead

The tax season is undoubtedly hectic, but prac-
titioners do have downtime before and after-
ward. Those are the times to prepare documents 
that answer frequently asked questions such 
as allowable expenses for a small business, the 
consequences of filing for an extension, and tax 
deadlines. The IRS often has information on its 
website that can be printed out without much 
effort on the part of the practitioner.

Prioritize

“Making a list and checking it twice” does not 
apply just to Santa Claus. Practitioners need to 
have a sense of what must happen each day, so 
they are not sidetracked by other things. Much of 
what happens in a tax practice is controlled by the 
due dates of the various types of returns, but there 
are also priorities within the categories of returns. 
It might work better to mix simple returns in with 
more complex ones, so that the amount of work 
is averaged. If there are several practitioners in 
the same office, specializing in certain types of 
returns might also help keep work flowing.

Learn to Say No

Practitioners must learn that they cannot do every-
thing. Choices must be made during the busy part 

Example 2.18 Out of Time

Practitioner Elly Edwards has been working since 
6 am, and she didn’t get to sleep until after 2 am. 
Her schedule has looked like this for 2 weeks, and 
there is no end in sight. Let’s consider how this 
might affect her clients.

Situation 1.  
Sarah Short has a farm and questions about 
the domestic production activities deduction 
(DPAD). Elly quickly responds that the DPAD 
doesn’t amount to enough to worry about, and 
the subject is dropped. 

Analysis 1.  
Elly sidestepped the questions, perhaps because 
she doesn’t know much about the DPAD and 
does not have the time or desire to find out more. 

Situation 2. 
Jeff Jones brings in a huge box of unorganized 
records for his business. Elly files an extension for 
him and puts the box in the storeroom.

Analysis 2.
Elly has not explained to Jeff the consequences 
of owing tax and not making a payment with the 
extension. She has not given him the alternative 
of organizing the records himself. She has not 
specified costs, or time, or expectations about the 
records she accepted.

Situation 3. 
Michael Mendez announces that he and his wife, 
Melanie, are getting a divorce. Without asking 
questions, Elly tells him they will be better off still 
filing a joint return.

Analysis 3. 
Although a joint return might result in the low-
est tax liability for the couple, Elly needs to pro-
vide information that allows them to make an 
informed choice. She also needs to be thinking 
about the potential conflict of interest for next 
year when the divorce is final.

Situation 4. 
Angie Arnold started a new business in 2012 and 
wants information about allowable expenses. 
Elly tells her to come back this summer, and she 
will help her with her questions.

Analysis 4.  
Elly gave her client a quick brush-off. By summer, 
Angie may have missed several opportunities to 
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to answering machines or voice mail. Now prac-
titioners are continually on their computers, with 
e-mail always accessible. 

How many times a day should one check 
one’s e-mail? How much time does it absorb dur-
ing the day? Are clients really harmed if the prac-
titioner doesn’t respond within an hour?

Get Up and Move

From a point of physical comfort, practitioners 
should remember that sitting at a computer for 
hours at a time leads to body aches and pains 
and to mental stress. Make it a point to stand up 
and stretch every hour or so. An uncomfortable 
practitioner is not open to the needs of his or her 
clients.

Evaluate

Keep a notebook handy to jot down observations 
about when things went well and when they did 
not. If an early morning telephone call threw the 
whole schedule off, make a note. If productiv-
ity is better in the early morning than late eve-
ning, make a note. If an employee has the flu and 
throws the whole process into chaos, make a note. 
If there is an unexpected break in the schedule 
that produces open time in the middle of the day, 
make a note of how that time was used.

The point is to have an idea of what worked 
and what did not, so that adjustments can be 
made for the next tax season. Memory is seldom 
reliable in the midst of the tax season; it is much 
more practical to have notes.

of the season, and the “no” answers should not 
be just for practitioners’ families. There are also 
tasks at work that can slide. For example, agree-
ing to participate in a daily radio show during the 
middle of tax season is just asking for trouble.

Maintain Quality

The hustle and bustle of tax season is not an excuse 
to reduce quality. Preparing correct tax returns 
takes time, and a practitioner must allocate that 
time for the work to be done. Can a practitioner 
have too many clients? That can happen if qual-
ity cannot be maintained. It is better to do 500 
returns well than to give 750 clients token service.

Delegate

Delegation may not be practical in a one-person 
office, but the desire to delegate may be an indi-
cation that help is needed. If there is only one 
practitioner, hiring temporary help to answer 
the phone, make appointments, and run errands 
such as making bank deposits might make all the 
difference. Larger firms must also give consider-
ation to delegating, but not merely to the newest 
member of the firm. Matching the person to the 
job can make a major difference in productivity.

Cut Instant Communications

It seems impossible to picture anyone who is not 
available by telephone in 2012. Cell phones are 
everywhere, and phone capabilities have been 
merged with computer access. Back in the “good 
old days,” people actually let the phone ring 
without answering and assigned message-taking 

MAKING ETHICAL DECISIONS Ethics can be very subjective, so there is 
no mathematical formula for deciding what is—or is not—ethical.

Practitioners should have a framework for mak-
ing ethical decisions and document the reasons 
for those decisions.

Framework for  
Making Decisions

There are many frameworks for making ethical 
decisions, but most of them follow five basic steps.

1. Recognize there is an ethical question. Why is 
there a potential problem? Will someone be 
harmed? Could an action or inaction affect 
the practitioner’s reputation? Are there 
options?

2. Gather the facts. Ethical questions require 
fact-gathering before settling on a solution. 
Determine who might be affected. What facts 
are missing and must be discovered before a 
decision is made?
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2. Maintaining that all of the mileage cannot be 
for business purposes but still determining an 
amount to treat as business mileage

3. Refusing to allow any business mileage 
deduction if there is no verification

Make a Decision

There is seldom only one ethical answer. 

1. Penny could decide not to allow any busi-
ness miles if there is no log; that decision is in 
keeping with tax law.

2. She might decide to help Paul re-create a log 
if there is a consistent pattern in his travels. 
This may be unlikely, as in general photog-
raphers do not routinely return to the same 
places to take pictures.

3. Unless Paul has another vehicle and a way to 
verify that the business vehicle is used only 
when he takes pictures, it will be difficult to 
conclude that all of his miles are business-
related. Having a computer, camera, or a cell 
phone in the car does not automatically cre-
ate 100% business mileage.

Evaluate

Penny’s evaluation of her decision depends on 
what action she chooses. If she decides not to 
deduct any business miles without a record of the 
miles, Paul might announce that he will engage 
someone else to prepare his return. Is loss of a 
client a reason to make a different ethical deci-
sion? Could the issue have been avoided by ask-
ing fewer interview questions?

Evaluating an ethical decision should not 
lead to a conclusion that being less ethical would 
resolve the situation. 

Example 2.20 Making an Ethical Decision, 
Part 2

Karen Carson is meeting a potential client. He 
speaks broken English, so she has trouble under-
standing him, but she is also sympathetic to his 
difficulty with the language. He brings her a Form 
W-2 as his only income. She thinks, from the little 
she can understand, that he has a wife and a cou-
ple of children, but he doesn’t seem to have a clue 
about what “other types of income” might mean.

3. Consider the alternatives. Go through the “what 
if” process with each alternative.

4. Make a decision. Make an informed choice 
about the best action to take and then follow 
through.

5. Evaluate. Looking back on the decision that 
was made, was it the right one? How did 
things turn out? What can I apply to the next 
ethical decision I have to make?

Example 2.19 Making an Ethical Decision, 
Part 1

Penny Prater is preparing a return for Paul Porter. 
Paul is a photographer and sole proprietor who is 
well known in the local area. The issue is the busi-
ness use of Paul’s vehicle. Paul explains that he 
always has his camera with him, so all of his mile-
age must be business-related. He never knows 
when he might find a good picture prospect.

Recognize There Is an Ethical Issue

Paul’s assertion does present an ethical issue for 
Penny. Business mileage is a matter of law, but 
what qualifies as business is not so clear in Paul’s 
case. How would she react to a 100% business 
mileage claim with another occupation? Penny 
may get a sick feeling in the pit of her stomach 
about the ethics of Paul’s claim and start thinking 
of ways to evaluate the business use. Paul is, of 
course, quite happy with his answer.

Gather the Facts

Penny needs to ask some questions:

1. Does Paul keep any mileage records?
2. Does he account for mileage to anyone else, 

perhaps to clients as part of his charges?
3. Does he have another vehicle?
4. What other kinds of driving does he do?
5. What happens when he goes on vacation?
6. Is photography his only source of income?
7. What about night driving?

Consider the Alternatives

Penny’s alternatives include the following:

1. Agreeing with Paul that all the mileage was 
incurred for business purposes and then 
determining the total miles driven
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Recognize There Is an Ethical Issue

The fact that Karen cannot understand her cli-
ent raises a red flag about her ability to prepare 
a correct and complete tax return. At this point 
she is not even sure about the size of his family, 
much less whether or not she knows about all of 
the income that must be reported.

Gather the Facts

Karen should consider the following to discover 
the facts:

1. Is there someone who could act as an 
interpreter?

2. Is the client actually married?
3. If he is married, where are his wife and chil-

dren residing?
4. Is the social security number shown on his 

Form W-2 accurate?
5. Do any other family members have U.S. tax-

payer identification numbers?
6. Does he have income from outside the United 

States?
7. How can she follow up with the “other types 

of income” question? 

Consider the Alternatives

Karen could suggest that the client find another 
tax preparer who would have a better chance of 
understanding him. If she knows that there is no 
other option, she could suggest that he bring an 
interpreter to another appointment. If neither of 
those options is available, she could file a “best I 
could do under the circumstances” return on the 
theory that he needs to file a return. In that case, 
she should attach a disclosure statement outlining 
the challenges.

Make a Decision

As always, there is more than one ethical deci-
sion. Certainly, the easiest solution is to send him 
elsewhere because of the language barrier. That is 
a difficult decision to make, however, if there isn’t 
anywhere else to send him.

Evaluate

With no other options for the client, Karen could 
feel comfortable about her decision to help him 
if she meets the disclosure requirements, thus 

protecting herself in the event the IRS or the state 
department of revenue questions the return at a 
later date.

What if the result of her preparing the return 
is that the client brings in all of his friends and 
relatives for tax help? If someone in the group 
speaks better English, she has acquired a transla-
tor, which might make all the difference. If no 
one speaks English well enough for her to get all 
the facts for the returns, she might consider send-
ing a translator request outside her area.

Making an ethical decision does not mean that 
the problem is resolved for all time; sometimes 
there is a need to augment the initial decision. 

Documentation

When a practitioner faces an ethical dilemma, the 
decision that was reached should be documented. 
If an ethical question occurred to the practitioner, 
the same question might well occur to a reviewer 
or the IRS at a later date. A notation in the client’s 
case file can explain the conclusion that the prac-
titioner reached and the reason for it.

Question 1.
Do comments in the case file just raise a red flag? 

Answer 1.
Tax practitioners make ethical decisions by con-
sidering the rules governing practice before the 
IRS and their personal senses of right and wrong. 
Documenting a decision makes it a normal part 
of the practitioner-client relationship. Client files 
document how the numbers on a tax return were 
calculated, but they should also document how 
an ethical decision was reached.

Question 2.
What if an ethical decision does not involve 
a client? What if it involves a relationship with 
another practitioner or a community member? 

Answer 2.
Some ethical decisions are of minor consequence, 
such as choosing to tell a white lie rather than to 
hurt someone’s feelings (for example, when some-
one is having a bad hair day). But if the ethical 
issue is big enough, it is worth recording in some 
manner. That record may someday explain why 
one practitioner did not pursue charges against 
another.
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Currently recorded summaries of ethical 
decisions can provide protection at a later date. 
They do not have to be made available to anyone 
else unless there is a need for them.

TAX COURT OPINIONS Tax Court opinions follow a pattern that is very 
similar to the framework for ethical decision making. The court presents an 
issue, establishes the facts, and reaches a conclusion. This section analyzes 
ethical failings in several recent cases.

A basic contention in this chapter is that clients 
are frequently less concerned about tax ethics 
than the practitioner is. With less understand-
ing of the tax laws, clients are more likely to be 
concerned about the dollar impact of a tax return 
decision than being technically correct. Their 
imaginations may work hard to explain away 
questionable areas rather than relying on facts or 
case law.

Gaerttner v. Commissioner, T.C. Memo. 2012-
43, is a good example. One issue was a $20,000 
medical expense that was not substantiated. The 
creative explanation provided by the taxpayer in 
a letter to the IRS was that the entry was a com-
puter glitch caused by the dial-up service when 
filing the return.

Practitioners need to be prepared to guide 
their clients to ethical resolutions of their issues. 

Esrig v. Commissioner,  
T.C. Memo. 2012-38

The taxpayers’ credibility was the crux of the 
Esrig case, which began when a Maryland couple 
failed to file their returns for 1998–2000, and the 
IRS prepared substitute for return (SFR) assess-
ments. Because SFRs allow only a few deductions, 
the issuance of notices of deficiency based on the 
SFRs was an eye-opener for the Esrigs. The IRS 
claimed they had more than $1,500,000 in unre-
ported taxable income with a total tax deficiency 
(excluding penalties) of nearly $600,000 for the 
3 years. Although they were self-employed, they 
had made no estimated tax payments.

After receiving the notices of deficiency, the 
couple promptly filed a Tax Court petition and 
the 3 years of delinquent returns. The Tax Court 
continued the case at their request so that the IRS 

could review their returns and reach a settlement. 
Unfortunately for the Esrigs, those returns only 
made the IRS more curious. It expanded its inves-
tigation and issued notices of deficiency for the 
subsequent 3 years’ returns (each had been filed 
more than a year after its due date). All 6 years’ 
proposed assessments were consolidated into one 
Tax Court case, and settlement talks continued. 

Then the Esrigs’ attorney moved to withdraw 
from the case. Why? The Esrigs had filed for 
divorce, and the husband would not waive the 
conflict of interest. By the time the case finally 
made it to trial, the Esrigs were representing 
themselves.

Issue 1.  

The Esrigs were consistently not filing their 
returns. What can practitioners do to help clients 
who are tempted to stop filing?

The following practices may be helpful.

■■ Send a reminder at the beginning of the tax 
season.

■■ Send another reminder to clients who have 
not filed prior to the expiration of the exten-
sion period.

■■ Spend time with clients who owe money, 
explaining the options for paying.

■■ Set up the client’s estimated tax payments; 
if there is reason to suspect that he or she 
might forget to send the payment, send a 
reminder.

The Esrigs did not hesitate to blame their 
return preparer for neglecting their filing require-
ments. In disputing the failure-to-file penalty, the 
husband stated that he had asked his accoun-
tant to prepare extensions for each year, but the 
accountant missed all the deadlines because she 
had to serve a long prison sentence for murdering 
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Court Noted 
Background for  
Public Record

Sometime before August 1997, Steven A. Silvers, 
a convicted narcotics trafficker and money laun-
derer, wrote a children’s book about loveable 
four-eyed alien creatures called “Googles” who 
live on the planet Goo. Silvers said he wanted to 
use his Googles to teach children about social val-
ues. Silvers registered the domain name googles.
com in 1997 [coincidentally around the time 
Google, Inc. registered its Internet protocol (IP) 
address], claiming that he wanted to develop an 
interactive children’s website to promote and sell 
books and other Googles merchandise.

In 2002, Stelor acquired Silvers’s rights to sell 
Googles products and use the Googles trade-
marks, intellectual property, and IP address. 
Stelor then used those rights to sue other com-
panies (one of which was Google) for trademark 
infringement and the like.

An ethical practitioner is not required to 
prepare returns for anyone who asks. The Tax 
Court opinion in Esrig indicates a belief that the 
husband had a major problem telling the truth, 
which he coupled with a conviction that people 
should believe him anyway.

Part of dealing with clients is forming an 
impression of whether they are trustworthy. 
Some people seem to operate on the theory that 
if they keep repeating a statement, it will become 
true, whether it is or not. A practitioner who pre-
pares returns for a client he or she does not trust 
is asking for trouble. If the client is not telling the 
practitioner the truth about his or her tax situa-
tion, wouldn’t he or she lie about other matters 
(including the practitioner’s conduct) as well?

Issue 3.  

What is the ethical obligation for a practitioner 
whose client claims to have essential records sup-
porting deductions?

Circular 230 [§ 10.34(d), “Relying on infor-
mation furnished by clients”] is very clear that 
a practitioner may trust a client until there is a 
reason not to do so. If the practitioner does not 
believe that the records exist, the only ethical 
solution is not to take the deductions.

Observation
her husband, and her replacement in the office 
made a slew of mistakes. The court was not con-
vinced, finding that the couple “had no evidence 
to corroborate this lurid tale.”

Unsubstantiated Losses

The couple earned much of their income from 
real estate sales and investments in securities, and 
they argued that the IRS did not take into account 
the fact that they were involved in other busi-
nesses that produced more losses than income. In 
addition, they claimed to have large net operating 
loss (NOL) deductions carried over from 1994–
1997, but the only “evidence” they produced for 
those NOLs were the amounts they entered as 
NOL deductions on the tax returns they filed for 
1998–2003.

The current losses for the 1998–2002 tax 
years were shown on Schedule E (Form 1040), 
Supplemental Income and Loss, as arising from 
rental properties and from an alleged residen-
tial property contracting business. The IRS did 
not challenge the rental losses, but it argued that 
there was no evidence of business activity or of 
any business expenses that were claimed, and the 
court agreed, finding that the husband’s unsup-
ported testimony was not credible. The husband 
claimed they had records, but they did not pro-
duce any records. (A small amount of income 
from the alleged business was shown on the 2003 
return. The IRS determined that the income did 
not exist and removed it from the return.)

In 2002, the husband formed another com-
pany (Stelor Productions, Inc.) that he claimed 
invented a technology to protect children from 
predators and pornography. He told the court 
that Stelor bought the domain name googles.com 
from someone who registered it before Google; 
he testified that this led to years of litigation that 
bankrupted Stelor. Stelor did have a board of 
directors and investors, but it never made any 
money, and it lost most of the investors’ money. 
The issue with the Stelor losses was not whether 
the business existed; the IRS challenged ques-
tionable home office expenses.

Issue 2.

The Esrigs do not appear to be dream clients, but 
how does a practitioner recognize the problem 
before it gets to this point?
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Avenell v. Commissioner,  
T.C. Memo. 2012-32

A lack of financial sophistication created tax prob-
lems for Paul Avenell, who owned and operated 
a commercial heating and air conditioning busi-
ness called Tacon Mechanical Contractors, Inc. 
Tacon subcontracted fabrication and duct work 
installation on one project to Grant Sheet Metal, 
but then fired Grant for failing to provide enough 
staffing to get the job done. Grant, in turn, sued 
Tacon for breach of contract and was awarded 
actual damages, exemplary damages, and fees. 

Avenell was furious because he felt that 
Grant was rewarded for poor work, and Avenell 
appealed the judgment. As advised by his attor-
ney, he also filed for Chapter 11 bankruptcy 
protection and kept funds out of Tacon’s bank 
account to protect them from Grant’s judgment 
collection. Specifically, Avenell did not deposit 
payments from general contractors to Tacon; 
instead, he exchanged them for cashier’s checks, 
which he carried in his pocket.

He used the funds to pay Tacon’s expenses, 
lent money to a friend’s company, and deposited 
some of the money into a Cayman Islands bank 
account that paid a high interest rate. (He had 
learned about the accounts during a weekend trip 
sponsored by an equipment supplier.) Not know-
ing much about bookkeeping, Avenell relied on 
Tacon’s bookkeepers to track the funds, and he 
believed that almost all the funds were returned 
to Tacon. 

An accountant prepared Avenell’s tax returns 
for 1992 and 1993. In 1995, Avenell filed an 
amended return for 1993 reporting additional 
income.

Issue 1.  

How much of this information would a practitio-
ner normally be expected to know?

A standard question in the interview pro-
cess involves foreign financial accounts, so the 
Cayman Islands funds should be discoverable, 
assuming the client tells the truth. Because the 
trip to the Cayman Islands was sponsored by an 
equipment supplier, there may be a Form 1099-
MISC, Miscellaneous Income, that could spur 
questions about the income reported on it. In 
addition, Avenell just might share the news about 
a 20% interest rate with his practitioner.

Office-in-Home Deduction

The Esrigs operated Stelor from their home and 
received almost $70,000 in unreported rent from 
the business in 2003. Both husband and wife 
claimed home office expenses during all of the 
tax years at issue. Those expenses included a 
$17,700 I.R.C. § 179 deduction for the purchase 
of dining room furniture and a fish tank, plus 
the costs incurred to paint the exterior of their 
13,000-square-foot home and maintain the fish 
tank.

The IRS argued that the couple did not dem-
onstrate the business use of the property. The 
only evidence the couple offered at trial to sub-
stantiate these deductions was the husband’s tes-
timony claiming that both he and his wife used 
their dining room table primarily for business 
meetings, and that they put the fish tank in the 
foyer where their business contacts would sit and 
wait for meetings. The court did not find the tes-
timony credible.

Issue 4. 

Can a practitioner ethically accept a $17,700 
deduction for dining room furniture and a fish 
tank? 

The first step in moving toward acceptance 
of the deduction is determining the location of 
the business. The Esrigs lived in a 13,000-square-
foot house, so it is reasonable that they purchased 
expensive furnishings. What was not established 
was satisfaction of the business purpose and exclu-
sive use tests for home office expenses; further-
more, the business apparently was not profitable.

But a separate business office located in a 
high-rent area might well use an expensive din-
ing room set to furnish a conference room. A fish 
tank can be part of business decor as, for instance, 
in the common area of an apartment complex or 
in a restaurant. What made this deduction ques-
tionable was not the dollar amount, but rather the 
location of the items in a personal residence and 
a lack of credibility on the part of the taxpayer.
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■■ Pleading guilty to filing a false tax return 
does not prove fraud [Wright v. Commissioner, 
84 T.C. 636 (1985)].

■■ Fraud is never presumed and must be affir-
matively established, although it can be 
proven by circumstantial evidence, because 
direct evidence of the taxpayer’s fraudulent 
intent is seldom available [Rowlee v. Commis-
sioner, 80 T.C. 1111 (1983)].

■■ A taxpayer’s failure to report income does 
not by itself establish fraudulent intent [Mar-
sellus v. Commissioner, 544 F.2d 883 (5th Cir. 
1977), aff’g T.C. Memo. 1975-368].

■■ Mere suspicion is not enough to establish 
fraud [Katz v. Commissioner, 90 T. C. 1130 
(1988)].

■■ Piling inference upon inference is not clear 
and convincing evidence [Penn-Ohio Steel 
Corp v. Commissioner, T.C. Memo. 1964-124].

■■ Spending company funds for personal use is 
not per se fraudulent [Knutsen-Rowell, Inc. v. 
Commissioner, T.C. Memo. 2011-65].

Avenell argued that he did not intend to evade 
tax but instead attempted to safeguard company 
funds from judgment collection. The Tax Court 
agreed, finding that he did not understand that 
Tacon was a separate entity and that Tacon’s 
funds were different and separate from his own. 
It noted, however, that it did “not condone his 
cavalier use of corporate income.” 

Issue 3.  

While it is good news for Avenell that the fraud 
penalty was not sustained, what about the alleged 
actions of the IRS special agent in coercing the 
guilty plea to filing a false return? Is there an ethi-
cal action required by the practitioner?

The allegations about the special agent’s 
behavior are now public knowledge, and any 
follow-up action is the responsibility of the gov-
ernment, not the practitioner.

Ethical missteps do occur within the IRS as 
well as in private practice. A practitioner who has 
a firm grasp of what is ethical and what is not will 
be better prepared to identify ethical concerns 
about those with whom he or she deals.

Bankruptcy filings are public information and 
often are general knowledge in a small town. If a 
client does not initiate a conversation about his 
bankrupt business, the practitioner should ask 
about it. If the client tells the practitioner that 
the client’s lawyer recommended not deposit-
ing funds paid to the business into the corporate 
bank account, asking follow-up questions such as 
“What did you do with the money?” is certainly 
appropriate.

Criminal Investigation

An IRS special agent began investigating Avenell 
in the mid-1990s based on small town rumors 
of drug dealing and large property purchases. 
The agent found no basis for the drug allega-
tions but discovered that in 1993 Avenell’s son 
had purchased a rural property and that a ranch 
was purchased in the name of Avenell’s lawyer’s 
company. Avenell told the IRS investigator that 
he helped his son with the purchase and that he 
purchased the ranch. He voluntarily disclosed 
the Cayman Islands bank account. The IRS agent 
traced cashier’s checks to Avenell’s personal use 
and concluded that he used corporate funds to 
purchase the ranch.

In 2000, Avenell pled guilty to filing a false 
tax return for 1993, based on his attorney’s warn-
ing that the IRS special agent said he would indict 
Avenell’s family members, bookkeeper, and 
accountant if he did not accept the plea.

Years later—after the statute of limitations for 
assessment had expired for anything but fraud—
the IRS issued deficiency notices proposing to 
assess the fraud penalty for both the 1992 and 
1993 tax years.

Issue 2. 

Tax fraud is intentional wrongdoing with the spe-
cific purpose of evading tax. Practitioners should 
have a sense of what constitutes fraud in the mind 
of the court. Do the elements of this case suggest 
fraud?

Consider these points made by the Tax Court.

■■ The IRS bears the burden of proving fraud 
by clear and convincing evidence [I.R.C. 
§ 7454(a); Tax Court Rule 142(b)].
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Issue 5. 

Are there formulas that can be followed to 
determine the probability of fraud?

No single factor listed in the answer to  
Issue 4 carries the full weight of establishing 
fraud, but several of the factors combined may 
meet the burden of proof. In Norris v. Commis-
sioner, T.C. Memo. 2011-161, the Tax Court con-
cluded that fraud was not established because 
only four badges had been proven.

However, the IRS announced that it did not 
agree with that decision [A.O.D. 2011-005, I.R.B. 
2011-52], making the following points:

■■ The court’s evaluation of the evidence 
“employed an artificial and rigid system of 
scoring in place of a consideration of the tax-
payer’s entire course of conduct as reflected 
in the entire record.”

■■ The court’s decision to “weigh all the factors 
equally” was an error. Strong evidence of 
only a few factors can be enough to prove 
fraudulent intent.

■■ The IRS “will continue to evaluate evidence 
of fraud by examining all relevant conduct 
of a taxpayer,” following the guidelines set 
forth in I.R.M. § 25.1.2.3.

Issue 6. 

What is a practitioner’s ethical responsibility if he 
or she suspects a client of fraud?

The first action is to fully explain the con-
sequences of fraudulent behavior, the penalties, 
and the potential financial impact. The practitio-
ner needs to be very specific about the concerns.

Should a practitioner prepare a return when 
he or she suspects information from the client is 
fraudulent? No. There is no ethical way to pre-
pare a fraudulent return.

IRS Employee 
Misconduct

The IRS Restructuring and Reform Act of 1998 
(IRS RRA), Pub. L. No. 105-206, requires that an 
IRS employee be fired for misconduct if there is 
a final administrative or judicial determination 
that the employee committed an act or omission 
described in IRS RRA § 1203(b) in the performance 
of the employee’s official duties. One of the acts 
described in IRS RRA § 1203(b) is retaliation. 
Notice 99-27, 1999-21 I.R.B. 4, reprints that sec-
tion and includes some examples of conduct that 
is and is not covered.

Complaints about IRS employee misconduct 
should be made to the Treasury Inspector Gen-
eral for Tax Administration (TIGTA). They can be 
submitted online at http://www.treasury.gov/
tigta/contact_report.shtml#theform.

Badges of Fraud

Issue 4.  

Are there factors that provide clarification on 
what is fraud?

Yes, Niedringhaus v. Commissioner, 99 T.C. 202 
(1992), identifies several types of circumstantial 
evidence that can be badges of fraudulent intent.

■■ Understatement of income
■■ Inadequate records
■■ Implausible or inconsistent explanations of 
behavior

■■ Failure to cooperate with tax authorities
■■ Dealing in cash
■■ Engaging in a pattern of behavior that indi-
cates an intent to mislead

■■ Failing to file tax returns
■■ Concealing income or assets
■■ Filing false documents (such as withholding 
allowance certificates)

■■ Engaging in illegal activity
■■ Attempting to conceal illegal activity

Asserting frivolous arguments and giving self-
serving testimony that lacks credibility have also 
been cited as possible indicators of fraud. Practi-
tioners also need to remember that the list is not 
all-inclusive.

Practitioner
Note
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[Winter v. Commissioner, T.C. Memo. 2010-287]. 
The Tax Court noted this issue, but it was waived 
because both parties stipulated that the $506,300 
amount was income in 2003.

Another question is when cancellation of debt 
income should be reported; if a loan is forgiven 
in annual installments, shouldn’t the debt forgive-
ness income also be reported annually?

Issue 2.  

What should a practitioner consider when the 
issue first arises?

In the rush of the tax season, it is easy to just 
accept a situation at its face value. The client pres-
ents a Form W-2 that includes the forgiven loan 
as wages. There is no Form 1099-C, Cancella-
tion of Debt, to alert the practitioner to the debt 
forgiveness issue. The question might come up if 
the client has used the same practitioner and the 
Form W-2 dollar amount is significantly different 
from prior years, but otherwise it might not be 
addressed.

In light of current economic conditions, add-
ing an initial interview question about cancella-
tion of debt might reveal information that is not 
otherwise evident.

Issue 3.  

Assuming the practitioner knows about the 1998 
transfer, how much effort should he or she make 
to determine whether it should have been treated 
as wages at that time rather than a loan?

If a transfer is made in an open year, the ques-
tion should be pursued. In Brooks’s case, short 
of fraud, the 1998 tax year would have been 
closed for assessment when his 2003 return (filed 
in 2006) was examined, assuming that the 1998 
return was timely filed.

The treatment of accrued interest is not a 
problem if the amount is determined to be wages. 
If the practitioner’s work papers document the 
thought process, the practitioner has complied 
with due diligence requirements.

Brooks’s contention that he should not have 
to report the accrued interest in income quickly 
ran into reality. He claimed that he used the loan 
funds to buy a stock portfolio, but the court found 
that the record was “devoid of any bank-account 
records, brokerage-account records, or other evi-
dence supporting his claim.” Because he did not 
trace the flow of money to the investments, that 
argument failed. 

Brooks v. Commissioner,  
T.C. Memo. 2012-25

The Brooks case points out the importance of 
considering all angles when determining how to 
handle an issue. In 1998, Robert Brooks received 
a $500,000 loan from his employer, which was to 
be entirely forgiven along with the accrued inter-
est if Brooks remained an employee for the full 
5-year loan term. Both parties kept the agreement.

The loan was to be repaid in annual install-
ments of about $100,000. An internal memoran-
dum stated that as each payment became due, 
the company would issue Brooks a check for the 
$100,000 principal payment plus interest and 
minus tax withholding, and Brooks would write 
a check back to the company for the annual pay-
ment. The memorandum specifically said that the 
annual company checks to Brooks were includ-
able in Brooks’s gross income.

However, no checks were ever exchanged. 
Instead, the company forgave the entire loan in 
2003 and included $650,342 ($506,300 principal 
+ $144,042 accrued interest) in Brooks’s March 
pay stub; the amount was also reported as wages 
on his Form W-2 for 2003. Brooks filed his 2003 
return in 2006 and included the entire amount in 
his income.

Brooks’s 2003 return was subsequently 
audited because he claimed to be a trader, rather 
than an investor, so that he could currently deduct 
numerous losses on stock transactions. That issue 
was settled before the trial, but during the audit 
Brooks decided that he should not have included 
the $144,042 of accrued interest as debt forgive-
ness income [I.R.C. § 108(e)(2)] because it would 
have been deductible if paid as investment inter-
est [I.R.C. §§ 163(d) and 212].

Issue 1.

Although this case appears on the surface to be 
a simple question of whether the accrued inter-
est qualifies as investment interest, what are other 
potential issues?

Was the 1998 payment actually a loan, or was 
it a bonus paid in advance? If the payment was 
not a loan, it should have been income in the year 
of receipt, not the year of forgiveness. The doc-
trine of constructive receipt should apply because 
Brooks had “unfettered use of the funds” despite 
a conditional obligation to repay the amount 
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of documents in efforts to explain her position to 
the court.

The IRS asked the court to impose the I.R.C. 
§ 6673(a) penalty for proceedings instituted pri-
marily for delay, or in which the taxpayer’s posi-
tion is frivolous or groundless, because of Hatch’s 
lack of cooperation and numerous filings with the 
court. The court declined, but it warned her that 
continuing to advance groundless arguments or 
accusations could result in penalties in the future.

Issue

Hatch represented herself in Tax Court. How 
could a practitioner best help her if she had asked 
for assistance in the audit or in preparing her orig-
inal return?

There is no legal justification for excluding 
the compensation income shown on Form 1099-
MISC. The practitioner’s job, though, is not to 
throw her out of the office for failing to include 
income on her return (although if she came to the 
practitioner for help in filing the original return 
and insisted on treating the income as a gift, the 
practitioner could not prepare the return).

Providing ethical assistance would include 
informing her about the options for filing Form 
SS-8, Determination of Worker Status for Pur-
poses of Federal Employment Taxes and Income 
Tax Withholding, to request an IRS determi-
nation of whether she should be treated as an 
employee. Her numerous filings with the court 
also indicate a need for education on frivolous 
arguments.

Fonteneaux v. Commissioner, 
T.C. Memo. 2012-44

James Fonteneaux, Sr. was victimized by a series 
of IRS errors. The problems began when he 
neglected to sign his 2006 Form 1040 before he 
submitted it in April 2007. It was sent back to him, 
but the filing date when he signed and returned 
it was November 26, so a late filing penalty was 
asserted.

The return reported pension and annuity 
income, but it did not include the 10% penalty for 
a premature distribution from a qualified retire-
ment plan [I.R.C. § 72]. The IRS sent statutory 
notices of tax due for both the 2005 and 2006 tax 
years in October 2009. Although Fonteneaux 

Issue 4.  

The “deductible if paid” defense for excluding 
the forgiven interest arose after the audit began. 
Why wouldn’t the issue have been raised when 
the original return was prepared?

Even if Brooks had been able to prove he 
bought stocks with the loan proceeds, he would 
have run into the “rest of the story” associ-
ated with I.R.C. § 163(d): To deduct the inter-
est expense currently, he needed an equivalent 
amount of investment income. The return as filed 
showed $25 in net investment income to offset the 
claimed $144,042 of interest expense; that won’t 
make it through anyone’s software. However, it 
could have established a carryforward deduction. 

Hatch v. Commissioner,  
T.C. Memo. 2012-50

Qunnia Shantel Hatch worked part-time for 
North South Florida Rehab, Inc. in addition to 
her full-time job. North South hired her on an 
as-needed basis, with no written contract. She 
believed that she was an employee, but North 
South considered her an independent contractor. 
She typically performed clerical duties, including 
inputting data, filing, and billing. North South 
provided her a Form 1099-MISC, Miscellaneous 
Income, for tax purposes. No income tax was 
withheld from the payments, and North South 
did not provide her the benefits that it offered its 
employees.

Worker Classification 

See Issue 1 in the “Schedule C (Form 1040) Issues” 
chapter of this book for a discussion of the factors 
considered in determining whether a worker is an 
employee or an independent contractor.

When Hatch filed her 2007 tax return, she 
did not include the $4,451 of income she received 
from North South. Needless to say, the failure to 
report the income resulted in an audit. The gov-
ernment conceded a self-employment tax issue, 
but Hatch kept trying to explain away the income, 
arguing in Tax Court that the North South pay-
ments were a tax-free gift because they were not 
reported as wages. She submitted a large number 

Cross-
Reference
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In the midst of all that activity, he took pho-
tography classes; earned an associate’s degree in 
photography; and decided to pursue advertising, 
commercial, and environmental photography 
through the entity he had reactivated for his con-
sulting business.

His 2004 return included expenses for three 
trips he took to Europe, during which he staged 
multiple all-day photo shoots to create a portfolio 
for seeking work as a photographer. His Sched-
ule C (Form 1040), Profit or Loss From Business, 
claimed $57,691.60 of photography expenses, 
with no gross receipts. His wages in 2004 from 
NOAA and Johns Hopkins totaled $119,127.36.

The IRS questioned whether the photog-
raphy activity was a for-profit business and, if it 
were, whether the expenses were start-up costs 
amortizable under I.R.C. § 195. Wilmot repre-
sented himself, and the Tax Court applied the 
nine factors in Treas. Reg. § 1.183-2(b) in decid-
ing that his photography activity was not engaged 
in for a profit.

1. Manner of carrying on the activity: Wilmot did 
not have a separate bank account for the busi-
ness, and his records appeared to be solely 
for the purpose of substantiating his deduc-
tions. He did no advertising, relying instead 
on word of mouth even though he did not 
have many contacts and did not have an 
established reputation in the industry. He 
contacted only three potential clients, and he 
turned down work that he did not think was 
desirable.

2. Expertise of the taxpayer or his advisers: Wilmot 
took courses to learn photographic tech-
niques, but he did not have much knowledge 
about conducting a photography business.

3. Time and effort expended on the activity: Wilmot 
did have time to work on his photography 
because of his annual leave, holidays, flexible 
work schedule, and the seasonal nature of his 
teaching at Johns Hopkins. Much of his time 
commitment, however, included personal 
and recreational aspects.

4. Expectation that assets may appreciate in value: 
Wilmot claimed that his photographs could 
appreciate in value, although there was no 
evidence of that. He never earned any income 
from his photography, and no samples of his 
work or market value estimates were pre-
sented to the court.

timely filed Tax Court petitions in January 2010, 
the IRS prematurely assessed the amounts in the 
notices in March 2010 and sent collection notices 
of intent to levy in July 2010. The assessments 
were abated in October 2010 during the prelimi-
nary Tax Court proceedings. 

A settlement was reached before a January 
2011 trial date in which the IRS conceded all 
issues for 2005, leaving only the penalties for 
2006. But frustrated by the IRS errors, Fonte-
neaux “repudiated the settlement and sought a 
complete victory and sanctions against” the IRS 
while representing himself in Tax Court.

He argued that “if he made as many mistakes 
during his military career as the IRS and its rep-
resentatives made in this case, the consequences 
would be disastrous.” He wanted the IRS to suf-
fer the consequences of its mistakes and recover 
none of the deficiency for 2006.

Because his circumstances did not qualify for 
any of the statutory exceptions to the 10% pen-
alty, Fonteneaux lost. He did get plenty of oppor-
tunity to rage against the IRS.

Issue

How can a practitioner handle a client’s frustra-
tion with IRS errors?

Although the IRS is a huge organization, it is 
made up of individuals, who make mistakes just 
like anyone else. A practitioner’s job is to help 
the client deal with the problems, without feed-
ing the resulting frustration. Helping the client to 
understand the process may be beneficial. Yes, 
things can—and will—go wrong, but was airing the 
complaint about the IRS worth the time and cost 
of the Tax Court case?

Wilmot v. Commissioner,  
T.C. Memo. 2011-293

Although hobby loss cases often focus on horses 
and race cars, many other activities may lack a 
profit motive. Wayne Wilmot earned a bach-
elor’s degree in electrical engineering, a master’s 
degree in technical management, and a doctoral 
degree in oceanography. He operated an oceano-
graphic consulting business that became dormant 
after he began working full-time for the National 
Oceanic and Atmospheric Association (NOAA). 
He also taught courses at Johns Hopkins.
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practitioner thinks there is a strong case against 
the activity being for profit, he or she must advise 
the client of the potential outcome.

Hobby Loss  
Action Plan

See Issue 3 in the “Schedule C (Form 1040) Issues” 
chapter of this book for an action plan to help an 
activity avoid being treated as not engaged in for 
a profit.

Bell v. Commissioner,  
T.C. Memo. 2011-296

Illya Bell operated a landscaping business with 
only two clients in 1996—the residential commu-
nity where he lived and Wal-Mart. He was able 
to work at the residential community for only 30 
days during 1996 because of a restraining order 
requiring him to stay 100 yards away from his 
ex-wife and children. Wal-Mart paid him $1,000 
a month and issued a Form 1099-MISC. Bell 
ignored his federal tax return filing requirement 
until 2007, when he was employed as a health 
care provider and the state of California garnish-
eed his wages for delinquent taxes. 

Bell erroneously believed that the notice was 
from the IRS and went to a practitioner for help. 
The practitioner prepared his federal return for 
the 1996 tax year, and Bell stated he signed and 
mailed it in October 2007 without reviewing it. 
He later claimed that the only information he gave 
the practitioner was the Form 1099-MISC issued 
by Wal-Mart, but the return showed $41,696 
of wages and a substantial loss from the land-
scaping business. The Schedule C (Form 1040) 
reported $17, 296 in gross receipts and $36,135 
of expenses, for an $18,839 loss. The IRS issued a 
notice of deficiency in August 2009.

Issue 1.  

Bell blamed the return preparer for deducting 
unsubstantiated expenses. How can a practitioner 
protect himself or herself from such accusations?

Work papers can be helpful; at the very least, 
document the source of the numbers used. Mak-
ing copies of everything a client brings in is over-
kill in most cases, but practitioners may want to 

Cross-
Reference

5. Success in carrying on other similar or dissimilar 
activities: He did operate another business, 
but those skills were not necessarily transfer-
able to the photography business.

6. History of income or losses from the activity: The 
losses seemed to get worse each year. His tax 
forms showed losses of $29,674.63 in 2002, 
$37,665.79 in 2003, $57,691.60 in 2004, 
$73,066.68 in 2005, $70,971.64 in 2006, 
and $69,937.86 in 2007—a 6-year total of 
$339,008.20 of losses.

7. Amount of occasional profits, if any: Not only 
did he never show a profit, he had no income 
from his photography activity.

8. Financial status: Wilmot’s annual income from 
his two places of employment was well over 
$100,000. The photography losses enabled 
him to reduce his taxable income by almost 
one-half.

9. Elements of personal pleasure or recreation: Many 
of the photography activities involved for-
eign travel, dining, and entertainment, thus 
indicating a high level of personal pleasure 
associated with the business. The claimed 
expenses included the purchase of a Harry 
Potter DVD in the Czech Republic.

Issue 1. 

How can a practitioner evaluate a client’s profit 
motive when presented with a loss activity?

One key is the client’s tax bracket. Someone 
making $30,000 per year is probably not creating 
another business for the tax deductions, but some-
one making $300,000 might well have that goal 
in mind. Practitioners need to provide informa-
tion to their clients about the difference between 
a hobby and a business. Work that is pleasurable 
is not necessarily a hobby, but the taxpayer must 
meet numerous standards to prove his or her 
intention is to make money. 

Issue 2.  

At what point should a practitioner draw the line?
There is no hard-and-fast rule, but certainly a 

practitioner should have a sense of when an activ-
ity has failed to meet the standards. The discus-
sion of business versus hobby should be an annual 
one, and the client should be informed about the 
requirements. Work papers should document 
how the client is meeting the nine factors. If the 
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recreated if there is a regular driving pattern or 
maintenance logs. The preparer’s work papers 
should document how each amount is calculated 
or reconstructed.

Issue 3.  

What if the client just did not bother to keep 
records?

The practitioner can still advise the client 
about how to find alternative documentation of 
deductible expenses, but he or she should warn 
the client that the courts may be less lenient 
than if the taxpayer had kept records that were 
destroyed by a casualty.

Issue 4.  

Bell’s return reported $41,000 in wage income, 
and at trial Bell accused the practitioner of fabri-
cating the whole amount. The IRS had no notice 
of an overstatement of income issue until then. 
The court ruled that the wage income stood as 
reported. If the practitioner had been called as 
a witness, what documentation should she have 
had available?

This would have been a simple matter had 
the practitioner been able to produce a copy 
of the Form W-2. When a return is e-filed, the 
practitioner must maintain a copy of any Form 
W-2 to verify the source of the information. Most 
software programs require Form W-2 informa-
tion to be entered, so the information recorded in 
the software would have provided information to 
identify Bell’s employer. 

Issue 5.  

Bell’s claim that he never looked at the return 
before signing and mailing it raises an ethical 
question. The Tax Court found it unlikely that 
Bell never glanced at his tax return before sign-
ing it. The court stated that “Notably, as with 
all individual federal income tax returns, it was 
signed under penalties of perjury and constitutes 
an admission against interest here.” How much 
responsibility does a practitioner have for ensur-
ing that a client reads and understands the per-
jury clause?

■■ The clause on a paper tax return states, 
“Under penalties of perjury, I declare that I 
have examined this return and accompany-
ing schedules and statements, and to the best 

make exceptions if they have bad feelings about 
a client. If the practitioner is too involved to with-
draw from preparing the return, the more docu-
mentation the better.

Scanning  
Documents

Scanning documents and storing them electroni-
cally is a valuable option for exceptional cases and 
may be cost-effective for all clients’ documents.

When Bell was not blaming the preparer, he 
attempted to justify the expense deductions by 
explaining that he kept records but lost them. The 
IRS disallowed all of the deductions, but the Tax 
Court applied the Cohan rule to allow a $3,283 
deduction.

Records Missing? 
Cohan Rule Is Dandy

If the taxpayer is unable to substantiate an 
expense, but there is sufficient evidence that the 
taxpayer did incur a deductible expense, a court 
may estimate an amount allowable as a deduc-
tion. This is referred to as the Cohan rule because 
it originated in a case involving George M. Cohan, 
who did not keep records of the travel and enter-
tainment expenses he incurred as a theatrical pro-
ducer  [Cohan v. Commissioner, 39 F.2d 540 (2d 
Cir. 1930)]. The courts still apply the rule for some 
business expenses, but the I.R.C. § 274 record-
keeping requirements for travel and entertain-
ment expenses now explicitly override it. 

Issue 2. 

How can a practitioner ethically assist a client 
who cannot substantiate expenses?

Much depends on the type of expense and 
the reason it cannot be substantiated. A practitio-
ner is not in the same position as the Tax Court. 
If records have been destroyed in a casualty such 
as a fire or tornado, the client can be advised to 
contact suppliers for copies of invoices. Many cli-
ents use credit in business purchases, so charge 
card receipts can be helpful. Bank statements 
often contain useful information because many 
banks record specific details on debit card usage 
and checks written. Mileage records can be 

Observation

Practitioner
Note
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amount, plus an accuracy-related penalty under 
I.R.C. § 6662(a). In Tax Court, the couple dis-
puted the correctness of the Form 1099-C, claim-
ing both that the amount shown as cancellation of 
debt income (CODI) was incorrect and that the 
debt should have been discharged by DFAS in 
some earlier year.

Issue 1. 

The court saw the issue as being the year of the 
discharge of indebtedness. Only after that is 
determined can the question of the amount of 
CODI to be included in income be addressed.

Debt is discharged as soon as it becomes clear 
that it will never be repaid [Cozzi v. Commissioner, 
88 T.C. 435 (1987)]. The court noted that the 
“determination of whether discharge of indebted-
ness has occurred is fact specific and often turns 
on the subjective intent of the creditor as mani-
fested by an objectively identifiable event.” Nei-
ther the filing of Form 1099-C nor a bookkeeping 
entry by a creditor is sufficient to establish CODI.

Treas. Reg. § 1.6050P-1(b)(2) provides an 
exclusive list of eight “identifiable events” under 
which debt is discharged for information-report-
ing purposes, including the following events:

■■ Discharge pursuant to a foreclosure
■■ Application of a defined policy of the credi-
tor to discontinue collection activity and dis-
charge the debt

■■ Expiration of a nonpayment testing period

There is a rebuttable presumption that an 
identifiable event has occurred during a calen-
dar year if a creditor has not received a payment 
at any time during a testing period ending at the 
close of the year. Treas. Reg. § 1.6050P-1(b)(2)(iv)  
establishes the testing period as a 36-month 
period increased by the number of months dur-
ing all or part of which the creditor could not 
engage in collection activity because of a stay in 
bankruptcy.

The court found that the 36-month period 
began with the Navy’s January 1999 letter 
demanding payment of past-due rent. After the 
DFAS letter in April 1999, the Klebers did not 
receive any correspondence about indebted-
ness pursuant to the lease until the Form 1099-C 
was received in 2006. Because the IRS did not 
provide any evidence of the existence of a lien, 
the sale or packaging for sale of the debt, or any 

of my knowledge and belief, they are true, 
correct and complete.” 

■■ For e-filed returns, the perjury clause is 
included on Form 8879, IRS e-file Signature 
Authorization. It begins, “Under penalties 
of perjury, I declare that I have examined 
a copy of my electronic individual income 
tax return and accompanying schedules 
and statements for the tax year ending [date 
inserted], and to the best of my knowledge 
and belief, it is true, correct, and complete.”

Standard operating procedure should include 
discussing the return with the client and then 
obtaining the signatures on Form 8879. What 
should happen if the client is not available to 
look over the return? Can a telephone discussion 
about the results take the place of the client actu-
ally seeing the return? Does acquiring the signa-
ture on the Form 8879 take priority over a review 
of the numbers?

Practitioners need to remember that the cli-
ent’s PIN on the electronic filing confirms the 
acceptance of the perjury statement on the return.

Kleber v. Commissioner,  
T.C. Memo. 2011-233

In 1996, Monica Kleber signed a 5-year lease 
with the Department of the Navy, agreeing to pay 
$191,520 each year and perform certain farming 
activities on 1,140 acres of land at a naval air sta-
tion. In December 1998, she sent the Navy a let-
ter stating that she could not continue the farming 
activity. The Navy responded in January 1999 
with a letter confirming the lease termination for 
default and detailing the amount of past-due rent 
plus interest.

Kleber did not pay the amount due, and the 
Navy requested help from the Defense Finance 
and Accounting Service (DFAS). DFAS sent 
a demand letter in April 1999, and in 2001 it 
referred the debt to the Treasury Department for 
collection. In 2004, the Treasury referred the debt 
back to DFAS as uncollectible. A year later, in 
2005, DFAS authorized a write-off, and it issued a 
Form 1099-C, Cancellation of Debt, for $263,587 
for the 2006 tax year.

The Klebers did not report the amount as 
income on their joint 2006 return. The IRS 
determined they owed tax on the Form 1099-C 
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income, the clients would have paid a tax they 
did not owe. When a client protests that he or 
she does not agree with an income document, 
the practitioner needs to acknowledge the issue. 
Although the busy tax season does not permit 
time to research every little issue, big dollar items 
deserve more than a quick look.

other activity indicative of an active creditor, 
the court determined that the identifiable event 
occurred in 2002.

Issue 2.  

What is the ethical challenge?
If the practitioner had taken the easy way out 

and just reported the Form 1099-C amount in 

GROUP DISCUSSION CASES The following Tax Court cases provide 
an opportunity for further consideration of ethical situations. The opinion is 
summarized, and discussion questions are provided.

Participants are encouraged to seek out the ethi-
cal challenges in each situation, remembering 
that sometimes it is much easier to identify ethical 
lapses in others rather than in ourselves.

Van Wickler v. Commissioner, 
T.C. Memo. 2011-196

Peter Van Wickler was a cellular tower construc-
tion manager with a problem. He exercised stock 
options in 2000 and 2001, resulting in about 
$2,700,000 in income, but he divorced his wife 
in 2000 and paid her a significant portion of his 
newly acquired wealth. He then aggressively 
pursued income-generating opportunities.

In 2002, a coworker told him about Clas-
sicStar, LLC, which marketed horse breeding 
activities to high-net-worth individuals. Clas-
sicStar described its mare lease program as the 
“ultimate tax solution” and asserted that the 
government encouraged this type of investment 
because of the federal and state tax revenues 
generated by horse racing.

The ClassicStar materials described the mare 
lease program as follows:

Through ClassicStar’s Mare Lease Busi-
ness you can lease the reproductive 
capacity of a Thoroughbred mare for 
a breeding season. The mare is bred to 
a quality stallion, and the resulting off-
spring, the foal, belongs to the lessee. 
Once the foal is born, the breeder has a 
number of options, including selling the 

foal as a weanling, a yearling, or a 2-year-
old; training and racing the foal; or even 
doing a like-kind, tax-free exchange.

The financial planning in the ClassicStar 
materials included these steps:

■■ All expenses could be paid up-front through 
loans.

■■ The investor could claim tax deductions.
■■ The resulting NOLs could be carried back to 
reduce income in prior tax years.

■■ The subsequent refunds could then be used 
to pay off the loans.

Due Diligence Efforts

Van Wickler researched ClassicStar and engaged 
Doug Page, a CPA, to review the sales materials. 
Page had further questions, which were resolved 
by speaking with another CPA whom Page 
thought was independent of ClassicStar. Page and 
Van Wickler also met with the ClassicStar repre-
sentatives in January 2003, and afterward Page 
told Van Wickler that he believed the mare lease 
program was a high-risk, high-reward investment 
that could withstand IRS scrutiny if Van Wickler 
materially participated in the program.

Van Winkler had executed three nonrecourse 
notes in December 2002 with entities related to 
ClassicStar. He also agreed to lease mares for 8 
months for a $1,488,500 fee, to pay a $715,500 
stallion service fee and a $350,944 prospective 
foal insurance (PFI) fee. The schedule setting 
forth the mares and stallions to be leased was 
blank. In the boarding agreement, Van Wickler 
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July 2007; it also proposed I.R.C. § 6662(a) accu-
racy-related penalties. 

Issue 1. 
The court looked at whether Van Wickler was 
in the trade or business of horse breeding, and, 
alternatively, whether the expenses were reason-
able for an investor. What is required for either 
of these to be proven? How much consideration 
should a practitioner give this issue when prepar-
ing a return? How can that best be done?

Issue 2.
Did Van Wickler act “with reasonable cause and 
in good faith” through “reliance on professional 
advice” as a defense against the accuracy-related 
penalty? The court commented that he was duped 
by ClassicStar’s materials and representatives. 
Should that affect the penalty decision? How can 
you protect your clients from high-powered mar-
keting efforts?

Issue 3.
Van Wickler actually paid more than $1,300,000 
to ClassicStar. If you believe the tax shelter is not 
legitimate, is there anything you can do with that 
expenditure on a tax return? If so, what can you 
do? If not, how do you explain that to your client?

Wood v. Commissioner,  
T.C. Memo. 2011-190

As general manager of a garage door sales com-
pany from 1990 to 2003, William Wood was 
authorized to sign checks to pay vendors and 
creditors. He and his wife also owned a corpora-
tion, Woodie’s Market, Inc. 

Wood oversaw the day-to-day affairs of 
Woodie’s, and his wife was the treasurer. From 
1994 to 2003, Wood embezzled from the garage 
door sales company to pay personal expenses 
and credit card bills and to support Woodie’s. 
When he was caught, he pleaded guilty, received 
a jail sentence, and was ordered to return some of 
the money.

During 2001, 2002, and 2003, Wood mis-
appropriated $200,894.87, $234,480.21, and 
$59,686.02, and the couple failed to report any of 
the misappropriated funds on their joint income 
tax returns. 

They conceded that they owed taxes and 
accuracy-related penalties on the money they 

agreed to pay a $135,000 fee for board and care 
services of his leased mares for 1 year beginning 
on November 1, 2002. The boarding agreement 
was silent as to the identity or number of leased 
mares subject to the agreement.

After the contracts were signed in January 
2003, the loan funds were applied to the lease 
expenses. From February through August 2003, 
Van Winkler paid more than $1,300,000 on the 
loans. Throughout the lease term, ClassicStar sub-
stituted both Thoroughbred and quarter horses 
in and out of Van Wickler’s breeding pairs. His 
pairings resulted in only one foal.

Van Wickler was not involved in the horse 
breeding activity with continuity or regularity. He 
did not manage or control the day-to-day opera-
tions of the activity, did not know which horses 
he leased, and did not negotiate contract terms or 
fees relating to the activity.

Tax Return Effects

In 2004, ClassicStar sent several charts delineat-
ing the breeding pairs, mare lease fees, stallion 
breeding fees, mare boarding expenses, PFI costs, 
total costs to produce a foal, and future expenses. 
The number of horses, breeding pairs, mare lease 
fees, stallion breeding fees, and PFI costs for par-
ticular horses varied among the charts.

For example, in 2003 ClassicStar sold a mare 
that had a $260,723 lease fee on one chart and 
a $185,000 lease fee on another chart for just 
$350. Two charts reflected that the total cost to 
produce nine foals was $2,689,944, but the totals 
of mare lease fees, stallion breeding fees, and PFI 
costs differed from list to list. The mare lease fees 
for each mare ranged from $95,000 to $377,863, 
and the stallion breeding fees for each stallion 
ranged from $5,650 to $250,000. Mare boarding 
expenses were listed at $15,000 per horse on each 
chart.

Van Wickler’s timely filed 2002 federal 
income tax return claimed $2,691,405 in 
expenses with zero horse breeding activity 
income on Schedule F (Form 1040), Profit or 
Loss From Farming, creating an NOL that he 
carried back to his 2000 and 2001 tax years. He 
remarried and timely filed a 2003 joint federal 
income tax return that reported zero income 
and $46,032 of expenses from the horse breed-
ing activity.

The IRS audited the returns, disallowed all 
the deductions, and sent notices of deficiency in 
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In August 2009, the IRS sent a notice of defi-
ciency disallowing the credit for two reasons:

1. The IRS claimed that he did not truly own the 
house because legal title would not transfer to 
him until the final monthly installment was 
paid.

2. The house was not his principal residence.

Woods stopped the renovations and filed a 
Tax Court petition.

Issue 1.  

Woods won on the home ownership issue because 
the Tax Court found that the “benefits and bur-
dens of ownership” had shifted to him under state 
law and nothing in the contract removed his obli-
gation to make his monthly payments for any rea-
son. Are you aware of property ownership laws in 
your state? Would your client win this argument?

Issue 2. 

How do you think Woods fared on the principal 
residence issue? Is there an occupancy test for the 
credit, as there is for the I.R.C. § 121 exclusion of 
gain on sale?

Issue 3. 

Is it ethical for you as a tax preparer to consider 
actions you might take to avoid an audit in the 
first place? If so, what suggestions do you have? 
If not, why not?

Issue 4. 

What procedures do you follow when you are fil-
ing an amended return or a delinquent return that 
requires the application of prior law rather than 
current law?

Nixon v. Commissioner,  
T.C. Memo. 2011-249

Richard Nixon was a noncustodial parent with 
two minor children. A 2002 child support order 
stated that he could claim federal income tax 
exemption deductions for one child for all years 
and the other child for odd-numbered years as 
long as he was current on his child support obli-
gations. The support order further provided that 
both parents were to sign the federal income tax 
dependency exemption waiver. 

used for personal expenses, but they said the 
Woodie’s funding should be treated either as a 
tax-free contribution to capital or as income to 
the corporation, rather than to Wood himself.

The couple also maintained that Woodie’s 
had already reported those funds as income, but 
they were unable to produce at trial any books or 
records of Woodie’s finances.

The IRS asserted that how the misappropri-
ated funds were put to use was of no consequence 
because Wood’s control over the funds required 
their inclusion in his income.

Issue 1. 

Once Wood was arrested and convicted of 
embezzlement, the truth was known. What pro-
cedures do you have in place that might have 
opened your eyes to a problem if Wood were 
your client? What do you do to determine gross 
income, or is that only the job of the IRS?

Issue 2. 

What about the corporation? Does a corporate 
entity assist your clients in concealing income 
from you? How is that situation different from 
determining income on an individual return?

Issue 3.  

If the couple were your clients, what would be 
your response when she came in for return assis-
tance after her husband’s conviction?

Woods v. Commissioner,  
137 T.C. 159 (2011)

Joseph Woods had a 100-mile round-trip daily 
commute and decided to purchase a fixer-
upper home closer to his job. He researched the 
$7,500 homebuyer credit, discussed it with his 
tax preparer, and determined he would be eli-
gible to claim it as “an individual who is a first-
time homebuyer of a principal residence in the 
United States.” 

The house required renovations before it 
could be occupied, and he planned to use the 
credit to pay for the repairs. He bought the house 
on a contract for deed in 2008, claimed the credit 
in 2009 on his return for tax year 2008, and began 
renovations as soon as the refund arrived. During 
that time he lived in a rental property and subse-
quently with his daughter.
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up with a plan to use celebrities to create media 
that could be sold to corporations for advertising 
purposes.

A corporation called Big Rent Tent (BRT) 
was formed with Alioto as the CEO. Although 
transferring a 10% stock interest to Alioto was dis-
cussed, that never happened. Alioto claimed that 
he spent more than $100,000 of his own money 
for corporate expenses and received partial reim-
bursements in 2000 and 2001.

Alioto decided to leave the company in 2001. 
He sought legal advice concerning the possibil-
ity of claims against Ratzenberger or BRT, but 
he did not begin any legal action or attempt to 
collect any amounts. In October 2005, he com-
menced a voluntary Chapter 7 bankruptcy action 
and listed his claims against BRT and Ratzen-
berger as assets. The trustee did not pursue those 
claims and closed the bankruptcy case in May 
2006.

Alioto deducted business and theft losses on 
his federal tax returns for 2005–2007, the years 
at issue. The IRS disallowed his deductions and 
proposed I.R.C. § 6662(a) accuracy penalties. 

The Tax Court sided with the IRS on the 
2005 business loss deduction, stating that “it is 
clear that at the end of 2001 and early 2002 Mr. 
Alioto understood that the expenses would not be 
paid back. The record does not support a finding 
that Mr. Alioto sustained an abandonment loss 
during 2005.”

It also denied carryover deductions in 2006 
and 2007 for the unused portion of theft losses 
claimed in 2000 and 2001, explaining that state 
law required Alioto to show proof that Ratzen-
berger committed acts of larceny or fraud specifi-
cally intended to steal from Alioto or to defraud 
him by false pretenses when BRT was estab-
lished. It noted that there “is nothing in the record 
that would prove that Mr. Ratzenberger commit-
ted any wrongdoing.” Alioto did not present any 
evidence demonstrating any illegality or specific 
promises or agreements. He never contacted the 
police, the Securities and Exchange Commission, 
or any state licensing division, and never filed suit 
against Ratzenberger. At trial, Alioto claimed that 
a formal agreement did exist but that he had left it 
at home and did not want to share it with anyone. 

Issue 1.  

Alioto’s bankruptcy appeared to be a legal 
maneuver chosen after he felt that he had been 

Nixon was current on his child support obli-
gations during the 2007 tax year. He filed his 2007 
return claiming both children as dependents and 
attaching Form 8332, Release/Revocation of 
Release of Claim to Exemption for Child by Cus-
todial Parent, to his return. His ex-wife, however, 
refused to sign the form. He also attached copies 
of three letters that he sent to the IRS pointing 
out that his ex-wife had claimed both children as 
dependents and also taken the child tax credits in 
violation of the state court order.

For his trouble, he received a statutory notice 
of deficiency from the IRS, disallowing the 
exemptions for the children and the child tax 
credits. He filed a Tax Court petition and lost 
the case. The court commented that it was not 
unsympathetic with Nixon’s position but it was 
bound to follow the statute as written.

Issue 1.  

If Nixon were your client, and you had no con-
tact with his ex-wife, would you have claimed the 
children’s exemption deductions without her sig-
nature on Form 8332? Why or why not?

Issue 2.  

What happens in a tax year if you have kept both 
parents as clients after a divorce, and the parents 
have signed waivers for conflict of interest for 
you?

Issue 3.  

If you do not keep both ex-spouses as clients, do 
you have procedures for dealing with divorced 
clients? Should you? What issues need to be 
addressed? For example, do you request copies 
of the divorce decree?

Issue 4.  

How do you handle a client’s “it’s not fair” 
response to a situation?

Alioto v. Commissioner,  
T.C. Memo. 2011-151

David Alioto is an entrepreneur with a history of 
success in the transportation and logistics indus-
tries. He met John Ratzenberger (who played 
mailman Cliff Craven on the television program 
Cheers) at a convention in 2000, and they came 
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Issue 3.  

The accuracy-related penalty is not supported if 
the taxpayer acted with reasonable cause and in 
good faith. What is your appraisal of this case? 
Should the penalty apply? What do you look at in 
evaluating the possibility of an accuracy-related 
penalty being imposed on one of your clients?    

cheated by BRT. How much do you know about 
bankruptcy and possible issues arising from it? 
Make a brief list of questions you might have for 
the client or your own legal adviser.

Issue 2.  

If a client reports theft losses, what backup docu-
mentation do you prepare? In terms of percent-
ages, how much of the deductions you enter on 
the return is based on trust in your client and how 
much on legal requirements?

CONCLUSION Relationships bring with them emotions that can lead to 
responses from the heart rather than those that have been well thought out. 
The relationship between a tax practitioner and a client can lead to ethical 
challenges.

Practitioners must take enough time to sort 
through a situation before reaching a conclusion. 
Document what is done and why it is done. Even 
in the midst of the tax season, there should always 
be sufficient time for thinking about actions, 
rather than just taking them. Discussing “what if” 
questions with colleagues, considering options, 
developing a sense of what is right and what is 

not—all of these have a role in being an ethical 
practitioner. 

Sadly, there is no rule that says once ethical, 
always ethical, so any client relationship can lead 
the practitioner down the wrong path. There is, 
however, always a choice. Choose carefully and 
choose wisely.



© 2012 Land Grant University Tax Education Foundation, Inc. 71

NEW LEGISLATION
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INTRODUCTION This chapter summarizes federal tax law provisions that 
were enacted after publication of the 2011 National Income Tax Workbook.

This chapter summarizes tax legislation enacted 
during 2012 and also incorporates the synop-
ses of legislation enacted late in 2011 that were 
included in the 2011 National Income Tax Work-
book Update, which was posted in January 2012. 
The changes affect tax preparers directly, as well 
as employers, employees, self-employed taxpay-
ers, and pension plan participants.

List of Public Laws

This chapter reviews tax provisions of seven 
public laws.

Introduction . . . . . . . . . . . . . . . . 71
Social Security Tax Cut . . . . . . . . 72
Work Opportunity Credit  . . . . . 78
Government Contractor  

Payments . . . . . . . . . . . . . . . . 85

Penalties and Procedures . . . . . . 86
Pension Plan Provisions . . . . . . . 88
Excise Taxes . . . . . . . . . . . . . . . . . 93

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at http://www.taxworkbook.com (User Name: class2012 Password: class2012).

1. Free trade legislation signed into law October 
21, 2011, increases the tax return preparer 
penalty for failure to exercise due diligence in 
regard to claims for the earned income credit 
(EIC) from $100 to $500 per return [United 
States-Korea Free Trade Agreement Imple-
mentation Act (Korea Act), Pub. L. No. 
112-41]. It also added the new I.R.C. § 6116, 
which requires both federal and state prisons 
to provide identifying information about pris-
oners to the IRS as a tool to prevent fraudu-
lent refunds.

2. A new jobs act signed on November 21, 
2011, provides a work opportunity tax credit 
for employers who hire veterans of the 
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☞☞ The 2% reduction in the social security tax 
that was effective for 2011 is extended 
through 2012.

The Tax Relief, Unemployment Insurance 
Reauthorization, and Job Creation Act of 2010 
(2010 TRA), Pub. L. No. 111-312, reduced the 
employee social security tax rate from 6.2% to 
4.2% for wages paid during calendar year 2011. 
It similarly reduced the social security portion of 

SOCIAL SECURITY TAX CUT  The 2011 social security tax cut for both 
employees and self-employed persons is extended through 2012.

2011 TPTC Act § 101, amending 2010 
TRA § 601
Effective January 1, 2012, through February 29, 
2012

2012 TRA § 1001, amending 2010 TRA 
§ 601
Effective for calendar year 2012

U.S. armed forces, and also repealed I.R.C. 
§ 3402(t), which would have required many 
government agencies to withhold 3% of most 
payments due to vendors as federal income 
tax withholding [3% Withholding Repeal and 
Job Creation Act (2011 Jobs Act), Pub. L. 
No. 112-56].

3. A 2-month extension of the 2% reduction in 
the social security tax and self-employment 
tax was passed by Congress and signed by 
the U.S. president December 23, 2011 [Tem-
porary Payroll Tax Cut Continuation Act of 
2011 (2011 TPTC Act), Pub. L. No. 112-78].

4. On February 22, 2012, the 2% payroll tax 
cut was extended through the end of 2012 
when the Middle Class Tax Relief and Job 
Creation Act of 2012 (2012 TRA), Pub. L. 
No. 112-96, was signed. It also repealed sev-
eral future-year estimated tax shifts for large 
corporations.

5. On February 14, 2012, excise taxes on avia-
tion fuels and air transportation of persons 
and property were extended through Sep-
tember 30, 2015 [FAA Modernization and 
Reform Act of 2012 (2012 FAA Act), Pub. L. 
No. 112-95]. The act also opened a 180-day 
window for IRA rollovers from certain airline 
bankruptcy payments to employees.

6. On June 29, 2012, highway and transporta-
tion funding were extended through July 6, 
2012. This legislation also extended vari-
ous highway-related excise tax provisions—
including excise taxes on fuel used by certain 
buses, certain alcohol fuels, gasoline (other 

than aviation gasoline) and diesel fuel or ker-
osene, certain heavy trucks and trailers, and 
tires—through July 7, 2012, at their current 
rates [Temporary Surface Transportation 
Extension Act of 2012, Pub. L. No. 112-140].

7. A follow-up highway and transportation 
funding bill enacted on July 6, 2012, includes 
a number of pension-related tax changes and 
extends the highway-related excise tax provi-
sions through September 30, 2016 [Moving 
Ahead for Progress in the 21st Century Act 
(MAP–21 Act), Pub. L. No. 112-141].

Learning Objectives

This chapter includes five learning objectives. 
The expectation is that after completing this ses-
sion, participants will be able to perform the fol-
lowing job-related actions:

1. Calculate the 2012 self-employment (SE) tax 
and the income tax deduction for a portion of 
the SE tax.

2. Determine the amount of the work opportu-
nity credit for hiring an eligible veteran.

3. Inform clients about the tax levy rules for 
federal government payments to vendors.

4. Identify the penalty for a tax preparer 
who fails to exercise due diligence in prepar-
ing a client’s return that claims the earned 
income credit (EIC).

5. Explain the new IRA rollover rules for airline 
employees who receive certain payments fol-
lowing a carrier’s bankruptcy.
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the SE tax rate from 12.4% to 10.4% for individu-
als’ tax years that began in 2011. A parallel reduc-
tion applied to the railroad retirement tax.

The 2.9% total Medicare tax rate was not 
changed; therefore an employee’s total FICA 
tax rate for 2011 was 5.65% (4.2% + 1.45%) and 
the total SE tax rate was 13.3% (10.4% + 2.9%). 
Because the reduction did not affect the employer 
share of FICA taxes, the employer “matching” 
rate remained 7.65% (6.2% + 1.45%). This provi-
sion of the 2010 TRA had a December 31, 2011, 
sunset date.

Social Security Tax 
 

The tax that the IRS calls social security tax in its 
Publication 15, (Circular E), Employer’s Tax Guide, 
and on Form W-2, Wages and Tax Statement, is 
called old age, survivors, and disability insur-
ance (OASDI) in I.R.C. §§ 1401 and 3101. It and 
the Medicare tax (called hospital insurance in the 
Internal Revenue Code) are generally applicable 
to the same wages and self-employment income, 
but the social security tax base is capped annually, 
whereas the Medicare tax base is unlimited. 

The 2011 TPTC Act extended the reduced 
tax rate for only 2 months, through February 
29, 2012. The 2012 TRA then extended it for 10 
more months, through December 31, 2012. Some 
recapture provisions contained in the short-
term extension were repealed in the 2012 TRA 
because the tax reduction was extended for the 
entire calendar year.

Because many payroll systems had already 
been programmed to reinstate the 6.2% with-
holding rate in January 2012, the IRS said that 
employers should implement the 4.2% tax rate 
as soon as possible in 2012 but not later than 
January 31 [IR-News Rel. 2011-124 (December 
23, 2011)]. Any excess social security tax that 
was withheld during January was to be corrected 
through an offsetting adjustment in workers’ pay 
not later than March 31, 2012.

Practitioner
Note

Tax Cut Is Same  
As 2011 Reduction

See pages 292–296 of the 2011 National Income 
Tax Workbook for a review of the 2% reduction in 
the social security tax on wages and self-employ-
ment income for 2011.

Excess Withholding

The social security tax base is $110,100 for 2012, 
so that the maximum amount of social security 
tax owed by an employee for 2012 is $4,624.20 
($110,100 × 4.2%). If an employee works for more 
than one employer, each employer must with-
hold and match the social security tax on up to 
$110,100 of the wages that employer paid to the 
employee. Thus, if the combined wages exceed 
$110,100, the employee’s total withholding for 
social security tax will exceed the $4,624.20 limit.

When this occurs, the employee must file 
Form 1040 or Form 1040A, U.S. Individual 
Income Tax Return, to claim a refundable credit 
for the excess social security tax withheld. There 
is a dedicated line in the payments section of 
Form 1040, but the credit is a write-in on the total 
payments line of Form 1040A, labeled “Excess 
SST.”

No Refund for 
Employer’s 
Overpayment

An employer cannot receive a refund of the 
excess social security tax it pays as a result of an 
employee working for two employers and earn-
ing more than the wage base from the combined 
employment. Special rules for related employ-
ers with a common paymaster are explained on 
pages 484–486 of the 2009 National Income Tax 
Workbook.

If just one employer withheld too much 
social security tax from an employee’s wages, the 
employee cannot claim the excess tax as a credit 
on his or her income tax return. The employer 
should refund the excess withholding to the 
employee and file an amended employment tax 
return, such as Form 941-X, Adjusted Employer’s 

Cross-
Reference

Observation
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QUARTERLY Federal Tax Return or Claim 
for Refund. If the employer does not adjust the 
overcollection, the employee can file a claim for 
a refund from the IRS using Form 843, Claim for 
Refund and Request for Abatement.

Tier 1 Railroad 
Retirement Tax

Under the Railroad Retirement Tax Act (RRTA), 
railroad employment is subject to a separate sys-
tem of taxes from the social security tax system. 
RRTA tier 1 provides equivalent social security and 
Medicare benefits, and RRTA tier 2 provides a pri-
vate pension benefit.

The tier 1 tax uses the same rates and annual 
wage base that apply for social security and 
Medicare taxes, and the $4,624.20 limit at the 
employee level applies to the total of social secu-
rity and tier 1 RRTA taxes. Railroad employees 
who are covered by RRTA taxes still receive Form 
W-2, Wage and Tax Statement, but the tier 1 and 
tier 2 taxes withheld are reported separately in 
box 14 (“Other”) of Form W-2 and labeled as 
RRTA tier 1 and tier 2 taxes. Boxes 3, 4, 5, 6, and 7 
of Form W-2 are not used to report railroad retire-
ment wages and taxes. 

In determining if an employee’s tax on earn-
ings from multiple jobs has been overpaid, the 
tier 1 tax shown on a railroad Form W-2 should 
be added to the social security tax shown on the 
employee’s other Forms W-2.

Example 3.1 Social Security Tax Overpaid

Holly Likely earned $25,000 as a receptionist. 
Her Form W-2 for 2012 shows the $25,000 in 
boxes 1, 3, and 5. Her income tax withholding in 
box 2 and her Medicare tax withholding in box 
6 of the Form W-2 appear to be correct, but the 
social security tax withholding in box 4 is shown 
as $1,550, which is a 6.2% withholding rate. 

Holly should ask her employer to repay to 
her the $500 (2% × $25,000) that was overcol-
lected. If the employer refuses to make the adjust-
ment, Holly should file Form 843 to claim a 
refund from the IRS. She should attach a copy of 
her Form W-2 and (if possible) a statement from 
her employer verifying that the employer will not 
file Form 941-X.  

Practitioner
Note

Self-Employment Tax Reduction

The social security tax reduction also applies to 
self-employed taxpayers, whose social security 
tax rate is reduced from 12.4% to 10.4% on up to 
$110,100 of net earnings from self-employment. 
The 2.9% Medicare tax rate is unchanged, so that 
the rate applied to the net income not exceed-
ing the social security wage base is 13.3% (10.4% 
+ 2.9%). The 7.65% reduction is still subtracted 
from net self-employment (SE) income before the 
tax rate is applied.

Example 3.2 Net Earnings from 
Self-Employment

Roxanne Rubble, a self-employed landscape 
designer, has $100,000 of net income on her 2012 
Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship). She has no wage 
income, and her SE tax is $12,283, as shown in 
Figure 3.1.

FIGURE 3.1 Self-Employment  
Tax Calculation for 2012

Schedule C (Form 1040) 
net income $ 100,000

7.65% reduction ( 7,650)
Net earnings from 

self-employment $ 92,350
   

SE tax 13.3% × $92,350 $ 12,283

  

In 2010 the SE tax on the same net earnings 
was $14,130 (15.3% × $92,350). 

Social Security Tax 
Rates in 2013

The reduced FICA and SE tax rates expire again 
for wages paid and self-employment earnings 
that are taxable after December 31, 2012. The full 
7.65% rate for withholding FICA and Medicare 
taxes from employees’ wages and the full 15.3% 
SE tax will apply to earnings in 2013, unless further 
legislation is enacted.

See the “Prior Legislation” chapter in this book 
for information about the new Medicare taxes 
for higher income taxpayers that are scheduled 
to take effect in 2013. 
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Income Tax Deduction

☞☞ The 2012 income tax deduction for self-
employment tax is more than 50% of the tax.

An income tax deduction for 50% of the SE tax 
is codified in I.R.C. § 164(f). To prevent a reduc-
tion of this benefit because of the SE tax rate 
reduction, the income tax deduction increases to 
59.6% (6.2% ÷ 10.4%) of the social security tax 
while retaining 50% of Medicare tax deduction. 
The change keeps the I.R.C. § 164(f) deduction 
equivalent to the income tax deduction taken by 
employers for the employers’ portion of FICA 
taxes on wages.

The 2012 Short Schedule SE [Section A of 
Schedule SE (Form 1040)] includes a blended 
57.51% rate for calculating the SE tax on the 
wage base and multiplying any SE tax in excess 
of that amount by 50%. The 57.51% rate is the 
weighted average of the 59.6% rate that applies to 
social security taxes and the 50% rate that applies 

to Medicare taxes [{(59.6% × 10.4%) + (50% × 
2.9%)} ÷ 13.3% = 57.51%]. This is the same cal-
culation that was used on the 2011 Schedule SE 
(Form 1040).

Example 3.3 Income Tax Deduction  
[Short Schedule SE (Form 1040)]

Roxanne Rubble (from Example 3.2) has a 
$12,283 SE tax liability for 2012, as calculated 
in Figure 3.1. She can deduct $7,064 (57.51% 
× $12,283) as an adjustment to her 2012 gross 
income on her 2012 Form 1040, U.S. Individual 
Income Tax Return.

Roxanne’s 2012 Short Schedule SE (Form 
1040) is shown as Figure 3.2.

With the same SE income in 2010, Rox-
anne’s SE tax was $14,130, as noted in Example 
3.2, and her income tax deduction for 50% of the 
SE tax was $7,065 (50% × $14,130). Thus, her 
2010 and 2012 income tax deductions for SE tax 
on the same amount of self-employment income 
are similar, with a $1 difference resulting from 
rounding.

FIGURE 3.2 Short Schedule SE (Form 1040) for 2012
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Congress Rounded Law 
to One Decimal Place

The rounding discrepancy arises because Con-
gress rounded the income tax deduction to 59.6% 
when it first enacted the tax cut. If the rate had 
been carried to two decimal places (59.62%), 
the blended rate would be 57.52%. Roxanne’s 
2012 deduction then would be $7,065 ($12,283 × 
57.52%), which equals the 2010 deduction calcu-
lated at $14,130 × 50%. 

The 2012 Long Schedule SE [Section B of 
Schedule SE (Form 1040)] instructs taxpayers to 
compute their income tax deduction for SE tax 
for their social security tax and their Medicare 
tax separately, using 59.6% of the social security 
tax and 50% of the Medicare tax as prescribed in 
§ 601(b)(2) of the 2010 TRA. The two amounts 
are then added to arrive at the total income tax 
deduction. This is the same calculation that was 
used on the 2011 Schedule SE (Form 1040).

Observation
Example 3.4 Income Tax Deduction [Long 
Schedule SE (Form 1040)]

The facts are the same as in Example 3.3, but Rox-
anne Rubble also has $25,100 in social security 
wages from a part-time job. Because the total of 
her wages and her net earnings from self-employ-
ment exceeds $110,100 (the 2012 social security 
wage base), she must use the Long Schedule SE 
[Section B of Schedule SE (Form 1040)].

Roxanne’s social security base for her net 
earnings from self-employment is reduced by her 
$25,100 wages to $85,000 ($110,100 – $25,100). 
Therefore, only $85,000 of her net earnings 
from self-employment is multiplied by the 10.4% 
rate, for an $8,840 social security tax. The entire 
$92,350 is subject to the 2.9% rate, for a $2,678 
Medicare tax. The $11,518 ($8,840 + $2,678) 
total is Roxanne’s SE tax.

Her income tax deduction for SE tax is com-
puted by multiplying the social security portion 
of the SE tax by 59.6% (6.2% ÷ 10.4%), and the 
Medicare portion by 50%. Thus, the income tax 
deduction is $6,608 [(59.6% × $8,840 = $5,269) + 
(50% × $2,678 = $1,339)]. Figure 3.3 summarizes 
the calculation of Roxanne’s income tax deduc-
tion for SE tax.

FIGURE 3.3 Calculation of Roxanne’s 2012 Income Tax Deduction for SE Tax

2012 social security wage base $110,100

Roxanne’s wages (25,100)

Roxanne’s SE limit for social security tax $ 85,000

  

Social security tax on remaining limit 10.4% × $85,000 $ 8,840
Medicare tax on net earnings   2.9% × $92,350 2,678

Total SE tax $ 11,518

  

Social security tax portion of deduction 59.6% × $8,840 $ 5,269
Medicare tax portion of deduction 50.0% × $2,678 1,339
Income tax deduction for SE tax $ 6,608

  

$8,840) deductible portion of the social security 
tax and the $1,339 (50% × $2,678) deductible 
portion of the Medicare tax.

Figure 3.4 shows Roxanne’s Long Schedule 
SE for 2012 with total earned income that exceeds 
the social security wage base. The $6,608 reported 
on line 13 is the sum of the $5,269 (59.61% × 
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FIGURE 3.4 Long Schedule SE for 2012

Large Corporations’ 
Estimated Tax 
Payments

Several laws enacted in 2010 and 2011 (includ-
ing the Korea, Columbia, and Panama free trade 
agreements) had shifted varying percentages of 
future-year estimated tax payments due from 
corporations with assets of at least $1 billion from 
the last quarter of a calendar year into the third 
quarter. (September 30 is the end of the federal 
government’s fiscal year.) 

The 2012 Tax Relief Act repealed these timing 
maneuvers, so that the regular payment schedule 
was back in effect until August 10, 2012, when 
Pub. L. No. 112-163, an amendment to the Afri-
can Growth and Opportunity Act, increased the 
required payment to 100.25% for 2017.
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WORK OPPORTUNITY CREDIT  Title II of the 2011 Jobs Act is the ‘‘Vow 
to Hire Heroes Act of 2011.’’ It extends the work opportunity credit for hiring 
in 2012 but limits it to new hires who are veterans of the U.S. armed forces.

I.R.C. §§ 51, 52, and 3111;  
Jobs Act § 261
Effective on November 21, 2011

☞☞ The work opportunity credit for employers is 
available for wages paid to several categories 
of veterans if the veterans begin work before 
January 1, 2013.

The I.R.C. § 51 work opportunity credit generally 
expired for wages paid to employees hired after 
December 31, 2011. The new legislation extends 
it for 1 year, for workers hired through December 
31, 2012, but five categories of veterans are the 
only targeted groups of newly hired employees 
for 2012.

The work opportunity credit for business 
employers is 40% of a limited amount of the first-
year wages paid to qualified employees who work 
at least 400 hours. The credit rate is reduced to 
25% if the employee works for at least 120 hours 
but fewer than 400 hours. 

First-year wages refers to the wages paid or 
incurred for work performed during a 1-year 
period that starts on the date the individual 
begins work. Because that period usually will not 
begin on the first day of an employer’s tax year, 
an employer’s credit for the eligible wages paid is 
often divided between two of the employer’s tax 
years.

The maximum amount of qualified first-year 
wages that could be taken into account in 2011 
was $6,000 for most targeted groups of employ-
ees, but it was doubled (to $12,000) for qualified 
disabled veterans. These are individuals who are 
entitled to compensation for a service-connected 
disability and who during the 1-year period end-
ing on the hiring date were either (a) discharged 
or released from active duty in the U.S. armed 
forces or (b) unemployed for a period or periods 
totaling at least 6 months.

Five Targeted Groups

To be considered a veteran, an individual must 
meet both of the following criteria:

1. He or she must have served on active duty 
(not including training) in the U.S. armed 
forces for more than 180 days. Alternatively, 
he or she may have been discharged or 
released from active duty for a service-con-
nected disability. 

2. His or her active duty service generally must 
have ended at least 60 days before he or she 
is hired. [The instructions for Form 8850, Pre-
Screening Notice and Certification Request 
for the Work Opportunity Credit, state that 
the employee must “not have a period of 
active duty (not including training) of more 
than 90 days that ended during the 60-day 
period ending on the hiring date.”]

The new targeted groups of veterans include 
both disabled veterans and those who do not 
qualify for disability payments from the U.S. 
Department of Veterans Affairs (VA). The maxi-
mum creditable wage amount (and thus the maxi-
mum credit amount) is higher for employers of 
some veterans hired after November 21, 2011, as 
shown in Figure 3.5.
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Dependency Rules 
Define Who Is Related

If the business is a sole proprietorship, a related 
employee is anyone who is a relative of the owner 
as defined for dependency exemption deduction 
purposes. Related employees for corporations are 
the relatives of a shareholder who owns more 
than 50% of the value of the corporation’s stock. 
Related employees for other entities, such as 
partnerships, are relatives of anyone who owns 
more than 50% of the entity’s capital and prof-
its interests. If the employer is an estate or trust, 
ineligible employees include the grantor, benefi-
ciary, and fiduciary, and relatives of any of those 
individuals. 

Practitioner
Note

Ineligible Employees

Some individuals are not eligible employees 
for the credit, even though they are otherwise 
qualified veterans. An employer cannot take into 
account wages paid to the following individuals:

☞■ An employee who did not work for the 
employer for at least 120 hours

☞■ A rehire (that is, an employee who worked 
for the employer at any time previously)

☞■ An employee whose work for the employer 
was not primarily in the employer’s trade or 
business

☞■ An employee who is related to the employer 
☞■ An employee who is the employer’s depen-
dent (whether or not related)

FIGURE 3.5 Credit Limits for For-Profit Employers

Category
Wage 
Base

Hours 
Worked

Credit 
Rate

Maximum 
Credit 

1. Unemployed disabled veteran (unemployed for 
total of 6 months during the 1-year period before 
hiring)* $24,000

400 or more 40% $9,600

120–399 25% $6,000

2. Unemployed nondisabled veteran (unemployed 
for total of 6 months during the 1-year period 
before hiring) $14,000

400 or more 40% $5,600

120–399 25% $3,500

3. Disabled veteran hired within 1 year of discharge 
or release from active duty (whether or not 
unemployed before hiring) $12,000

400 or more 40% $4,800

120–399 25% $3,000

4. Any veteran (whether or not disabled) who was 
unemployed for at least 4 weeks but less than a 
total of 6 months during the 1-year period before 
hiring

$ 6,000

400 or more 40% $2,400

120–399 25% $1,500

5. Any veteran who is a member of a family that 
received food stamp assistance for at least 3 
months during the 1-year period before hiring 
(regardless of release or discharge date)

$ 6,000

400 or more 40% $2,400

120–399 25% $1,500

* The first-year wage base for veterans in category 1 who were hired before November 22, 2011, is $12,000. The employer’s 
maximum credit is $4,800 (40% × $12,000) if the employee worked at least 400 hours, and $3,000 (25% × $12,000) if the 
employee worked at least 120 hours but less than 400 hours. For most other categories of eligible employees, the wage base 
was $6,000.
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Payment of Partial 
Benefits

The receipt of unemployment compensation ben-
efits does not always indicate that the recipient 
was truly unemployed during that week. Individ-
uals who have lost a full-time job may sometimes 
collect partial unemployment benefits if they 
accept part-time work for a different employer. 

Further Requirements 
for Certification

An employer must also complete a Department of 
Labor (DOL) Employment & Training Administra-
tion (ETA) form and submit it to the state work-
force agency with Form 8850. The DOL form is 
either of the following:

☞■ ETA Form 9062, Conditional Certification 
Form, if the job applicant received this 
form from a participating agency (such as 
the Job Corps); or

☞■ ETA Form 9061, Individual Characteristics 
Form, if the job applicant did not receive 
a conditional certification.

ETA Form 9061 is available from local public 
employment service offices or it can be down-
loaded from the ETA website at www.doleta.gov 
/business/Incentives/opptax.

Example 3.5 Work Opportunity Credit

Smallbiz, LLC hired G.I. “Joe” Josephson as a 
customer service representative on January 5, 
2012. Smallbiz paid Joe $10 an hour for working 
24 hours a week. Joe worked for Smallbiz until 
September 13, 2012, when he left for a higher-
paying job. Joe worked 840 hours (35 weeks × 24 
hours), and Smallbiz paid him $8,400 (840 hours 
× $10). Because Joe worked at least 400 hours, 
Smallbiz’s work opportunity credit rate is 40%.

Smallbiz’s maximum credit for hiring Joe 
depends on which category of eligible veterans 
describes Joe, as certified by the state work-
force agency. If category 1, 2, or 3 from Figure 
3.5 applies, Smallbiz’s credit is $3,360 (40% × 
$8,400), because Joe’s actual wages are less than 
the maximum wage bases for those categories. If 
the state workforce agency certification placed 
Joe in category 4 or 5 of Figure 3.5, Smallbiz’s 

Practitioner
Note

Practitioner
Note

The definition of wages is generally the same 
as FUTA wages without any dollar limitations. 
However, if the work performed by an employee 
during more than half of any pay period qualifies 
under FUTA as agricultural labor, the qualified 
wages are limited to $6,000. 

If an employer is paid by a federally funded 
program to provide on-the-job training for a vet-
eran, the wages paid to the otherwise qualified 
veteran are not qualified wages. 

Certification Is Required

An employer must request a certification for each 
employee from the state workforce agency to 
prove that the employee is a member of a spe-
cific targeted group. The employer must either 
receive the certification by the day the individual 
begins work or complete IRS Form 8850, Pre-
Screening Notice and Certification Request for 
the Work Opportunity Credit, no later than the 
day the employer offers the individual the job.

If the employer uses Form 8850, it must sub-
mit the form to the state agency by the twenty-
eighth calendar day after the individual begins 
work. If the state agency denies the request, it 
provides a written explanation of the reason for 
denial.

IRS Notice 2012-13, 2012-9 I.R.B. 421, autho-
rizes use of electronic signatures on Form 8850 
and electronic submission of the form to a state 
agency if the notice requirements are met. Not 
all states accept electronic forms or faxed forms.

Longer Window  
Is Now Closed

Under a special rule included in IRS Notice 2012-
13, employers had until June 19, 2012, to com-
plete and file Form 8850 for veterans hired on 
or after November 22, 2011, and before May 22, 
2012. The 28-day rule applies to eligible veterans 
hired on or after May 22, 2012.

The new law permits a state workforce agency 
to treat weeks of payment of unemployment 
compensation benefits as weeks of unemploy-
ment to determine whether a veteran has been 
unemployed for the requisite number of weeks 
or months. 

Practitioner
Note
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credit is limited to $2,400, because the maximum 
wage base for those components of the credit is 
$6,000.

Because Joe was hired before May 22, 2012, 
Smallbiz had until June 19, 2012, to file Form 
8850 with the state agency. 

Claiming the Credit

For-profit employers calculate the credit on Form 
5884, Work Opportunity Credit. Partnerships 
and S corporations distribute the credit to their 
partners or shareholders using Schedules K and 
K-1 (Form 1065 or 1120S). Other businesses 
enter the credit on Form 3800, General Business 
Credit. As such, its current-year use is subject to 
tax liability limits. An excess credit may be car-
ried back 1 year and forward 20 years.

An employer’s income tax deduction for 
wages paid must be reduced by the full amount 
of the credit, even if the employer cannot use the 
full credit to reduce the current year’s tax liability 
and must carry part of it back or forward.

An employer can claim—or elect not to claim—
the work opportunity credit on either the original 
return or an amended return that is filed within 3 
years from the unextended due date of the origi-
nal return. Taxpayers elect out of the credit by 
simply not claiming it.

Tax-Exempt Employers

I.R.C. § 52(c) previously denied the work oppor-
tunity credit to employers that are exempt from 
the federal income tax. The new law makes the 
credit available at reduced rates to employers that 
qualify for tax exemption under I.R.C. § 501(c). 
The new I.R.C. § 3111(e) for tax-exempt employ-
ers substitutes a 26% credit rate for the 40% rate, 
and a 16.25% rate for the 25% rate. 

A tax-exempt employer’s credit may not 
exceed the organization’s liability for the employ-
er’s 6.2% social security tax on all employees’ 
wages. Eligible wages are limited to wages paid 
for services in activities that are related to the 
organization’s exempt purpose or function. The 
refundable credit is claimed quarterly by fil-
ing Form 5884-C, Work Opportunity Credit 

for Qualified Tax-Exempt Organizations Hir-
ing Qualified Veterans, after the employer has 
filed its employment tax return for the quarter. 
No other form is filed with Form 5884-C, and 
the credit does not directly reduce employment 
taxes or income taxes (such as those on unrelated 
business income). The credit is not available to 
government entities, including Indian tribal 
governments. 

Waiting Period for 
Form 5884-C Refund

The instructions to Form 5884-C state that the 
IRS cannot process Form 5884-C until the origi-
nal employment tax return filed for the same tax 
period has been processed. Employers are asked 
to allow 8–12 weeks for processing Form 5884-C.

A tax-exempt employer may choose to file a 
single Form 5884-C that includes wages paid for 
multiple quarters, but the refundable amount is 
limited to the employer’s social security tax liabil-
ity for the most recent quarter, with any excess 
potentially carried forward. (See Example 3.6, 
beginning on page 83.)

Figure 3.6 shows the credit limits for tax-
exempt employers.

Practitioner
Note
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☞■ The criteria by which the employee qualifies 
the employer for the credit

☞■ The number of hours the employee has 
worked for the employer

☞■ The employee’s wages during the 1-year 
period beginning on the date he or she 
began work (creditable wages on Form 5884 
are the portion of the first-year wages that 
was paid or incurred during the tax year)

☞■ For tax-exempt employers, information from 
the employment tax return for the period 
against which you are calculating the credit, 
and information from any previous Forms 
5884-C

Question 3.
Does the credit have any effect on the amounts a 
qualified tax-exempt organization reports on its 
employment tax return?

Answer 3.
No. Because the credit is not claimed on the orga-
nization’s employment tax return, the credit does 

Questions and Answers

Question 1.
Are there limitations on the credit?

Answer 1.
A for-profit employer may apply the credit 
against its business income tax liability, and the 
normal carryback and carryforward rules apply. 
The credit for a qualified tax-exempt organiza-
tion is limited to the employer share of social 
security tax on its wages paid to all employees for 
the period in which the credit is claimed.

Question 2.
What information will I need to calculate the 
credit?

Answer 2.
Besides the certification from the state workforce 
agency, you need the following information:

☞■ The date the qualified veteran began work

FIGURE 3.6 Credit Limits for Tax-Exempt Employers

Category
Wage 
Base

Hours 
Worked

Credit 
Rate

Maximum 
Credit 

1. Unemployed disabled veteran (unemployed for total of 6 
months during the 1-year period before hiring)

$24,000

400 or more 26.00% $6,240

120–399 16.25% $3,900

2. Unemployed nondisabled veteran (unemployed for total 
of 6 months during the 1-year period before hiring)

$14,000

400 or more 26.00% $3,640

120–399 16.25% $2,275

3. Disabled veteran hired within 1 year of discharge or 
release from active duty (whether or not unemployed 
before hiring) $12,000

400 or more 26.00% $3,120

120–399 16.25% $1,950

4. Any veteran (whether or not disabled) who was 
unemployed for at least 4 weeks but less than a total of 6 
months during the 1-year period before hiring $ 6,000

400 or more 26.00% $1,560

120–399 16.25% $  975

5. Any veteran who is a member of a family that received 
food stamp assistance for at least 3 months during the 
1-year period before hiring (regardless of release or 
discharge date)

$ 6,000

400 or more 26.00% $1,560

120–399 16.25% $  975
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Example 3.6 Tax-Exempt Employer’s Credit

Help4Some, a qualified tax-exempt organization, 
hired a long-term unemployed disabled veteran 
on February 6, 2012. It requested certification 
from the state workforce agency on June 15 
(within the extended period authorized by Notice 
2012-13), but it did not receive the certification 
until several weeks later. As of October 31, 2012, 
though, the organization met all of the require-
ments to claim a credit for the $10,000 of quali-
fied first-year wages it paid the veteran during the 
first, second, and third quarters of 2012 (between 
the February 6 date of hire and September 30).

Help4Some timely filed its 2012 third-quarter 
Form 941 and is filing Form 5884-C to claim the 
credit for the first three quarters of 2012. Line 
3b of Form 5884-C shows that the organization 
is claiming the credit against the employer social 
security tax liability for the third quarter of 2012.

Because the qualified veteran worked more 
than 400 hours before the date Form 5884-C is 
filed, Help4Some uses the 26% rate to calculate 
the $2,600 (26% × $10,000) credit on line 4b. 
Because it has not received any refunds for the 
prior quarters, there is no entry on line 7.

However, the total social security wages that 
Help4Some paid to all of its employees dur-
ing the third quarter of 2012 were only $24,000 
(entered on line 9), so its employer share of the 
social security tax on line 10 was only $1,488 
(6.2% × $24,000). This limits the refund on line 
10 to $1,488. Figure 3.7 shows Help4Some’s 
completed Form 5884-C.

not affect the amounts reported on the employ-
ment tax return.

Question 4.
May a tax-exempt organization reduce its employ-
ment tax deposits in anticipation of the credit?

Answer 4.
Because Form 5884-C is not processed simul-
taneously with the employment tax return, the 
IRS recommends that qualified tax-exempt orga-
nizations not reduce their required deposits in 
anticipation of any credit. A qualified tax-exempt 
organization that reduces its deposits in anticipa-
tion of the credit may receive a system-generated 
notice. However, the balance due (including any 
related penalties and interest) will be abated, 
generally without any taxpayer action, when the 
credit is applied.

Question 5.
May an employer file one Form 5884-C to claim 
the credit for multiple quarters, or must a separate 
form be filed for each quarter?

Answer 5.
A qualified tax-exempt organization may file one 
Form 5884-C to claim the credit for qualified 
first-year wages paid to qualified veterans over 
multiple quarters, or it can choose to file sepa-
rate Forms 5884-C to claim the credit for quali-
fied first-year wages paid to qualified veterans 
for each quarter. If the organization is filing one 
Form 5884-C to claim the credit for wages paid 
over multiple quarters, the organization should 
enter on Form 5884-C the latest quarter during 
which qualified first-year wages were paid to a 
qualified veteran.

The amount of credit claimed on Form 
5884-C that is refunded is limited to the amount 
of employer social security tax reported on the 
employment tax return for the period for which 
the credit is claimed. Any credit not refunded 
because of this limit is carried forward and 
included in the cumulative credit figured on a 
Form 5884-C filed for a subsequent quarter dur-
ing which the organization pays qualified first-
year wages to a qualified veteran.
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FIGURE 3.7 Form 5884-C for Tax-Exempt Employer Credit
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Form 5884-C does not show a carryforward 
separately, but the $1,112 ($2,600 – $1,488) 
excess credit may be refundable in a subsequent 
quarter. The cumulative total qualified wages on 
lines 4a and 5a and tentative credits on lines 4b 
and 5b are entered on each subsequent Form 
5884-C, and only the net credit actually allowed 
is entered on line 6. Thus, the difference between 
the tentative credit for prior periods and the 
allowed credits for prior periods is included in 
the tentative credit on line 9, which is compared 
with the social security tax on line 10 for the sub-
sequent quarter. 

However, if Help4Some paid no qualifying 
wages in subsequent quarters, the excess credit 
is lost.

Other Provisions to 
Assist Veterans

The new law includes several nontax provisions 
to help veterans find employment. The VA and 
the Department of Labor (DOL) are to work 
together to establish a retraining program. Most 
service members will be required to participate in 
a Department of Defense (DOD) and Department 
of Homeland Security transition program when 
returning to civilian life. The DOL, DOD, and VA 
are to cooperate in a contract with a qualified 
organization to determine the job skills in each 
military occupational specialty (MOS) that are 
equivalent to those required in civilian jobs, and 
each individual in the transition program is to be 
given an individualized assessment of transfer-
able skills.

Apprenticeship program participation is to be 
expanded, and the VA is authorized to pay employ-
ers to provide on-the-job training to disabled vet-
erans who have not yet been rehabilitated to the 
point of employability. Disabled veterans who 
have exhausted their unemployment benefits 
are eligible to receive another year of vocational 
rehabilitation benefits. Eligible individuals who 
will be discharged from the armed forces within 
120 days receive veterans’ preference in applying 
for federal jobs. 

Practitioner
Note

GOVERNMENT CONTRACTOR PAYMENTS Two provisions in the 
2011 Jobs Act affect payments to federal contractors.

The 2011 Jobs Act repealed a 3% withholding 
provision of the Tax Increase Prevention and 
Reconciliation Act of 2005 (TIPRA) that origi-
nally was to have taken effect in 2011, while mak-
ing federal government payments to contractors 
subject to 100% withholding for IRS levies.

3% Withholding Repealed

I.R.C. § 3402(t); Jobs Act § 102
Effective for payments made after December 31, 
2011

☞☞ Federal, state, and local government units 
will not be required to withhold 3% of their 
payments to vendors as federal income 
tax withholding, because the provision is 
repealed.

The new law repeals I.R.C. § 3402(t). Enacted as 
a response to reports that several federal contrac-
tors were delinquent in paying federal income 
taxes, I.R.C. § 3402(t) would have required gov-
ernment agencies to withhold 3% of their pay-
ments to all vendors for personal property and 
services as federal income tax withholding. Sev-
eral exceptions existed, including an exemption 
for state and local government agencies with 
total payments for goods and services of less than 
$100,000,000 annually, as well as exclusions for 
interest payments, payments for confidential 
or classified contracts, and payments that were 
subject to another type of federal income tax 
withholding.

The Tax Increase Prevention and Reconcili-
ation Act of 2005 (TIPRA), Pub. L. No. 109-222, 
made I.R.C. § 3402(t) effective for payments made 
after 2010, but the 2009 American Recovery and 
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plus the otherwise exempt minimum amount of 
salary and wages, worker’s compensation pay-
ments, unemployment benefits, railroad retire-
ment pension and unemployment benefits, social 
security benefits (including supplemental security 
income), and means-tested state and local gov-
ernment public assistance payments.

Prior law increased the 15% limit on continu-
ous levies to 100% for payments made to federal 
contractors for goods and services. The new law 
adds payments for property to that provision.

It also requires the Treasury Department to 
study “ways to reduce the amount of federal tax 
owed but not paid by persons submitting bids or 
proposals for the procurement of property or ser-
vices by the federal government,” to estimate the 
amount of delinquent taxes owed by federal con-
tractors, and to recommend ways to better iden-
tify federal contractors with delinquent tax debts. 
The report, with legislative recommendations, is 
due November 21, 2012.

Sale Could Net  
Zero Funds

A client who plans to sell any type of property to 
the federal government is subject to withholding 
of the entire purchase price up to the amount of 
the seller’s delinquent federal tax obligations.

Observation

Reinvestment Act (ARRA), Pub. L. No. 111-5, 
deferred its effective date for another year, so 
that it would apply to payments made after 2011. 
Treas. Reg. § 31.3402(t)-1(d)(1), issued on May 
6, 2011, again postponed the effective date until 
2013.

The new law now repeals it, so that it will 
never take effect.

2011 National Income 
Tax Workbook

See pages 220 and 284 in the 2011 National 
Income Tax Workbook for a brief discussion of the 
prior provision.

100% Levy Authority

I.R.C. § 6331(h); Jobs Act §§ 301 and 
302
Effective for levies issued after November 21, 
2011

T

☞☞ Payments to federal vendors for property are 
subject to a 100% levy for past-due taxes.

he IRS may impose a continuous levy of up 
to 15% on specified payments. These include 
all federal payments that are not needs-based, 

Cross-
Reference

PENALTIES AND PROCEDURES A trade agreement includes two 
changes to the Internal Revenue Code, and the 2012 Jobs Act changes a tax 
benefit for 2014. 

The Korea Act increases the tax preparer pen-
alty for failure to exercise due diligence in claim-
ing the earned income credit, and also requires 
prisons to provide inmate identification informa-
tion to the IRS. All social security benefits will 
be included in household income to determine 
eligibility in 2014 for the health care premium 
assistance credit.

Supreme Court Upheld 
Affordable Care Act

Several suits challenged the constitutionality of 
a federal mandate for individuals to purchase 
health insurance, and the U.S. Supreme Court 
granted certiorari in Eleventh Circuit cases from 
Florida. In June 2012, the Supreme Court upheld 
the act in a 5-4 split decision. 

Practitioner
Note
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Due Diligence Penalty

I.R.C. § 6695(g); Korea Act § 501
Effective for returns due after 2011

☞☞ The preparer penalty for an earned income 
credit due diligence failure is quintupled, from 
$100 to $500 per return.

The IRS estimates that 24% to 29% of all earned 
income credit (EIC) claims have some type of 
mistake, which costs the government $13 billion 
to $16 billion each year. About 90% of U.S. tax-
payers pay for professional tax preparation or tax 
software to prepare their returns.

I.R.C. § 6695 provides that the IRS may 
assess a penalty against a paid tax return preparer 
who fails to comply with due diligence require-
ments in determining a client’s eligibility for (or 
the amount of) the I.R.C. § 32 credit.

The penalty was $100 per return claiming an 
erroneous EIC for tax years 1997–2010. The free 
trade act increases it to $500 for each such failure 
for returns due after 2011.

Due Diligence 
Requirements

See the “Tax Practice” chapter of this book for 
more information about the EIC due diligence 
requirements. Form 8867, Paid Preparer’s Earned 
Income Credit Checklist, must be included with 
returns claiming the EIC for the 2011 and subse-
quent tax years. 

Prisoner Identification

I.R.C. § 6116; Korea Act § 502
Effective no later than September 15, 2012

☞☞ Federal and state prisons must report inmates’ 
identifying information to the IRS in 2012 and 
later years.

The IRS has not always been able to detect returns 
filed by prison inmates that fraudulently claim 
refundable credits such as the earned income 
credit and the first-time homebuyer credit. The 

Cross-
Reference

new law requires the head of the Federal Bureau 
of Prisons and the head of each state agency that 
is responsible for prison administration to send to 
the IRS (in electronic format) a list of all inmates 
incarcerated within the prison system for any 
part of the prior 2 calendar years and for the cur-
rent calendar year through August 31 each year, 
beginning in 2012.

The list must include each inmate’s first, mid-
dle, and last name; date of birth; institution of cur-
rent incarceration or, for released inmates, most 
recent incarceration; the prison-assigned inmate 
number; the date of incarceration; the date of 
release or anticipated date of release; the date of 
work release; the inmate’s taxpayer identification 
number and whether the prison has verified the 
number; the inmate’s last known address; and 
any additional information the IRS may request.

The IRS will use the information required by 
the Korea Act to compile and update the inmate 
data file compiled by its Refund Tax Compli-
ance Office (RTC), which focuses on stopping 
fraudulent refunds to state and federal inmates. 
Under the RTC’s Blue Bag Program, state and 
federal prison officials monitor inmates’ returns 
and other tax-related correspondence as a means 
of identifying potential inmate tax fraud. Selected 
items are forwarded to the RTC for verification. 

The RTC’s focus is civil. It operates indepen-
dently of the IRS’s Criminal Investigation Divi-
sion, which remains responsible for prosecuting 
criminal tax fraud by inmates.

The RTC’s e-mail address is prisoner_file@
irs.gov, and its mailing address is

Internal Revenue Service
Stop 975
1040 Waverly Avenue
Holtville, NY 11742

mailto:prisoner_file@irs.gov
mailto:prisoner_file@irs.gov
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Health Care Premium Assistance

I.R.C. § 36B; Jobs Act § 401
Effective as of November 21, 2011

☞☞ All social security benefits will be included in 
household income to determine eligibility for 
the health care premium assistance credit in 
2014.

I.R.C. § 36B is a part of the 2010 health care leg-
islation [the Patient Protection and Affordable 
Care Act of 2010 (Affordable Care Act), Pub. 
L. No. 111-148, as amended by the Health Care 
and Education Reconciliation Act of 2010, Pub. 
L. No. 111-152] that will take effect for tax years 
ending after December 31, 2013.

Beginning in 2014, most individuals will be 
required to have some form of health insurance, 
with a refundable tax credit available to some tax-
payers whose household income does not exceed 
400% of the federal poverty level and who do not 
have health insurance through an employer plan.

The new law amends the definition of house-
hold income to include all social security and 
tier 1 railroad retirement benefits, whether or not 
they are included in adjusted gross income under 
I.R.C. § 86.

Fraudulent Returns  
by Prisoners

A December 29, 2010, Treasury Inspector General 
for Tax Administration (TIGTA) report found that 
refund fraud committed by prisoners was increas-
ing at a significant rate, with identified returns 
more than doubling from 18,103 in 2004 to 44,944 
in 2009. Fraudulent refund claims on those returns 
rose from about $68,100,000 in 2004 to about 
$295,100,000 in 2009. The IRS stopped about 
$256,000,000 of fraudulent refunds claimed on 
the 2009 returns, but about $39,100,000 was paid 
out.

The TIGTA report suggests that the actual 
amount of prisoner refund fraud could be much 
higher, because the processes in place at that time 
could not identify returns filed by some inmates 
as prisoner returns.

Practitioner
Note

PENSION PLAN PROVISIONS  The aviation and highway bills each 
contained provisions affecting pension plans, their sponsors, or their 
beneficiaries.

Airline workers may roll some payouts into indi-
vidual retirement accounts. New minimum fund-
ing rules for defined benefit plans may stabilize 
required funding, and Pension Benefit Guaranty 
Corporation (PBGC) premiums are increasing 
in 2013. Overfunded plans may transfer some 
assets to retiree health benefit and life insurance 
accounts.

IRA Rollovers for  
Airline Workers

I.R.C. § 402; FAA Act § 1106
Effective February 14, 2012

☞☞ Qualified airline employees can contribute 
up to 90% of airline payment amounts to 
a traditional IRA. Recipients who previously 
contributed airline payment amounts to a 
Roth IRA may recharacterize those amounts to 
a traditional IRA.
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Some airline employees have had a 180-day win-
dow to transfer into a traditional IRA up to 90% 
of eligible payments received because of airline 
bankruptcy proceedings that were filed after the 
2001 terrorist attacks and before 2007. The act 
also allowed qualified employees to transfer qual-
ified payments that were previously contributed 
to a Roth IRA from the Roth IRA to a traditional 
IRA. The amounts transferred to a traditional 
IRA can be excluded from the employees’ gross 
incomes for the years the payments were made, 
which requires the employees to file amended 
returns.

Window Closed for 
Prior Payments

In general, qualifying payments were received in 
prior years. The rollover and recharacterization 
window for those payments was from February 
14 through August 14, 2012. If any qualified pay-
ments are received in 2012 or later years, the 180-
day window will open on the date of receipt.

A qualified airline employee is generally an 
employee or former employee of a commercial 
passenger airline carrier who was a participant 
in the carrier’s defined benefit pension plan that 
was terminated or became subject to restrictions 
contained in the Pension Protection Act of 2006, 
Pub. L. No. 109-280. 

An airline payment amount is a payment to a 
qualified airline employee under a federal bank-
ruptcy court order in a case filed after September 
11, 2001, and before January 1, 2007. The pay-
ments were made to settle the employees’ interest 
in a bankruptcy claim against the carrier, in the 
carrier’s note (or amount paid in lieu of a note 
being issued), or in any other fixed obligation for 
the carrier to pay a lump-sum amount. An airline 
payment amount does not include any amount 
payable on the basis of the carrier’s future earn-
ings or profits.

Observation

Airline Bankruptcies 

In an article published on November 29, 2011, 
the Associated Press listed three major airlines 
as having filed bankruptcy cases in 2002–2007: 
US Airways, United Airlines, and Delta Airlines 
(with Northwest Airlines and Comair). The Pen-
sion Benefit Guaranty Corporation has become 
the trustee of at least one pension plan for each 
of these airlines.

The amount of a payment that is eligible for 
rollover is the gross amount determined with-
out regard to any requirement for the airline to 
deduct and withhold social security, Medicare, 
and income taxes. An airline payment amount 
that is a payment of wages for social security and 
Medicare tax purposes is not exempted from 
those taxes because the amount is rolled over to a 
traditional IRA and excluded from the qualified 
airline employee’s gross income. 

Covered executives are not eligible to make 
transfers to IRAs. Covered executives are employ-
ees who at any time during the tax year of the 
transfer or any preceding tax year were covered 
employees under I.R.C. § 162(m)(3)(A) or (B). 
Those covered employees include anyone who 
at the close of the tax year is the chief executive 
officer (or is acting in that capacity) or is among 
the four highest-compensated officers for the tax 
year other than the chief executive officer.

Information Return
Form 8935, Airline Payments Report, is an infor-
mation return that reports the commercial pas-
senger airline carrier payments made under a 
bankruptcy court order.

For payments made before December 24, 
2008, carriers were required to file Form 8935 by 
March 23, 2009. That filing reported the total pay-
ment that was eligible to be contributed to a Roth 
IRA in box 1, with boxes 2–6 listing the separate 
amounts that had been paid in each prior year. 

For subsequent payments Form 8935 or 
a substitute statement must be furnished to the 
recipient and filed with the IRS within 90 days 
after the eligible payment is made. Recipients 
and tax practitioners can use this information to 
determine eligible rollovers.

Figure 3.8 shows a fictional Form 8935.

Practitioner
Note
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originally received. The transferred amount is 
not treated as a qualified rollover contribution 
with respect to a Roth IRA for the 5-year waiting 
period for qualified Roth distributions.

Prior-Year  
Form 5498

An airline payment that was rolled over to a Roth 
IRA would have been reported to the IRA owner 
in box 2 of Form 5498, IRA Contribution Infor-
mation, for the year of the rollover. The amount 
eligible for transfer in 2012 is limited to 90% of 
the reported amount, plus or minus any income 
or loss.

90% Limitation
The aggregate amount of airline payment amounts 
that may be transferred to traditional IRAs with 
respect to any qualified employee for any tax year 
may not exceed the excess (if any) of 90% of the 
aggregate airline payment amounts received by 
the employee during the tax year and all preced-
ing tax years, over the aggregate amount of such 
transfers for all preceding tax years.

In applying the 90% limitation, any airline 
payment amount received by a surviving spouse, 
and any amount transferred by a surviving spouse 
from a Roth IRA to a traditional IRA, is treated 
as an amount received or transferred by the quali-
fied employee. Any amount transferred from a 

Practitioner
Note

180-Day Window
If a qualified employee receives an eligible pay-
ment and transfers any portion of it to a tradi-
tional IRA within 180 days of its receipt (or, if 
later, by August 14, 2012, which is 180 days after 
the February 14, 2012, enactment of the 2012 
FAA Act), the transferred amount is treated as a 
rollover contribution to the IRA, which is exclud-
able from the employee’s gross income in the 
year it is received. If a qualified airline employee 
dies after receiving an airline payment amount, 
or if an airline payment amount is paid to the sur-
viving spouse, the surviving spouse may take the 
actions that the qualified airline employee could 
have taken.

The Worker, Retiree, and Employer Recov-
ery Act of 2008, Pub. L. No. 110-455, § 125, per-
mitted a qualified airline employee who received 
an airline payment amount to transfer all or part 
of the amount to a Roth IRA within 180 days of 
its receipt. The 2012 FAA Act allows a qualified 
airline employee who had rolled over an airline 
payment to a Roth IRA to use a trustee-to-trustee 
transfer to switch all or part of the contribution 
(including any net income or loss allocable to the 
contribution) to a traditional IRA. The transfer 
is deemed to have been made at the time of the 
rollover to the Roth IRA if it was made by August 
14, 2012 (180 days after February 14, 2012).

An employee who transfers the payment from 
a Roth IRA to a traditional IRA may exclude the 
transferred amount from gross income in the tax 
year in which the airline payment amount was 

FIGURE 3.8 Airline Payments Report
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Sue’s only Roth contribution was the $20,000, 
and the Roth account is now valued at $25,000. 
Thus, the trustee will transfer the entire $25,000 
to Sue’s traditional IRA.

The Form 8935 Sue received in 2009 shows 
she received $15,000 in each of the years 2005 
and 2006. Sue chooses to exclude the entire 
$15,000 from her 2005 income and the remaining 
$5,000 ($20,000 – $5,000) from her 2006 income. 
Sue must file Forms 1040X by April 15, 2013, to 
receive any refund of the taxes she paid on those 
amounts for 2005 and 2006. 

Pension Funding Stabilization

I.R.C. § 430; MAP–21 Act § 40211
Effective for plan years beginning in 2012

☞☞ A 25-year average interest rate is authorized 
for funding defined benefit pension plans.

The minimum funding rules are designed to 
ensure that defined benefit pension plans have 
enough funds to pay promised benefits. Complex 
formulas use current interest rates and actuarial 
assumptions to determine the required employer 
contributions. Because actual returns have been 
lower than projected earnings, many plans have 
funding shortfalls.   

The law change substitutes a 25-year average 
interest rate for calculating minimum required 
contributions, which is expected to smooth 
annual changes in funding. The Treasury Depart-
ment is to determine the average rate each year, 
and it may prescribe equivalent rates for years in 
any 25-year period for which information is not 
available.

Roth IRA to a traditional IRA that is attributable 
to net income is not taken into account.

Extended Time to Claim Refund
An employee who included an eligible payment 
in gross income for a prior tax year but makes 
the rollover contribution to a traditional IRA or 
transfers the payment from a Roth IRA to a tradi-
tional IRA may file a claim for refund within the 
I.R.C. § 6511(a) period of limitations (normally 
the later of 3 years from the time the return was 
filed or 2 years from the time the tax was paid) or, 
if later, April 15, 2013.

Example 3.7 Airline Employee IRA Rollover

Hy Flyer, a qualified airline employee, received 
$40,000 in total airline payments for 2004 and 
2005, and he would now like to roll over a por-
tion of those payments to a traditional IRA. The 
most that he can roll over is $36,000 (90% × 
$40,000). Hy chooses to roll over $30,000 to a 
traditional IRA and to exclude the $30,000 from 
gross income.

Figure 3.8 shows the Form 8935 that Hy 
received in 2009, reporting $20,000 received in 
2004 and $20,000 received in 2005. He chooses 
to divide the $30,000 rollover equally, exclud-
ing $15,000 from his income in each of the 2004 
and 2005 years. Hy must file a Form 1040X, 
Amended U.S. Individual Income Tax Return, 
for each year by April 15, 2013, to receive any 
refund of taxes he paid on the $15,000 amount 
each year.

Example 3.8 Airline Employee  
Transfer to Roth

Sue Furst, a qualified airline employee, received 
$30,000 in total airline payments for 2005 and 
2006. On April 10, 2009, after receiving Form 
8935, she rolled over $20,000 to a Roth IRA. 
Sue would now like to transfer the $20,000 from 
her Roth IRA to a traditional IRA. Sue can 
transfer the entire $20,000 because it is less than 
her $27,000 (90% × $30,000) limit for the trans-
fer. She can also roll over an additional $7,000 
($27,000 – $20,000) to a traditional IRA, but she 
chooses not to do so.

Sue must contact the trustee of her Roth IRA 
to initiate the transfer of $20,000 along with any 
allocable income or loss to a traditional IRA. 
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A new paragraph in I.R.C. § 420(e) also 
allows plans to transfer funds to group-term life 
insurance accounts covering retirees who partici-
pate in the pension plan.

Phased Retirement for  
Federal Workers

5 U.S.C. § 8336a; MAP–21 § 100121
Effective after regulations are issued

☞☞ Federal employees will be able to phase in 
retirement at the end of their careers.

New authority for phased retirement will allow 
some federal employees to phase into retirement, 
working part-time while receiving proportion-
ally reduced pensions. These employees would 
spend at least 20% of their work hours mentor-
ing younger employees. On full retirement the 
employees will receive a pension based on the 
full annuity earned before phased retirement and 
a new partial pension based on employment for 
the phased retirement period.

This provision will become effective after the 
Office of Personnel Management (OPM) issues 
implementing regulations. At that time, with 
the concurrence of the head of the employing 
agency, a retirement-eligible employee who has 
been employed on a full-time basis for at least 3 
years may elect phased retirement status.

Generally phased retirement positions will 
be half-time, but OPM may provide for working 
percentages not less than 20% and not more than 
80% of full time. An individual retiree’s working 
percentage cannot be changed during his or her 
phased retirement period.

PBGC Premiums

29 U.S.C. § 1306; MAP–21 Act §§ 40221 
and 40222
Effective for plan years beginning in 2013

☞☞ PBGC premiums are increasing for 2013 and 
later plan years.

The PBGC is a federal agency that insures most 
private defined benefit pension plans. The flat-
rate premium for single-employer plans will 
increase from $30 per participant in 2012 to $42 
in 2013 and $49 in 2014, and it will be indexed 
for inflation in later years.

The variable-rate premium is $9 for each 
$1,000 of unfunded vested benefits for 2012. It 
will be indexed for inflation in each subsequent 
year, with an additional $4 increase in 2014 and a 
$5 increase in 2015. 

The premium for multiemployer plans will 
increase from the current $9 to $12 per partici-
pant in 2015; it will also be indexed for inflation 
in later years.

Transfers of Pension Assets

I.R.C. § 420; MAP–21 Act §§ 40241 and 
40242
Effective for transfers after enactment

☞☞ Overfunded plans can transfer assets to fund 
retiree health benefits and life insurance 
accounts.

Defined benefit pension plan funds generally can-
not be transferred back to the employer unless a 
plan is terminated and all liabilities are satisfied. If 
a plan is overfunded, however, I.R.C. § 420(b)(5) 
allows some excess assets to fund retiree health 
benefits. The December 31, 2013, final transfer 
date before the law change has been extended for 
8 years, to December 31, 2021.
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1. A 12% excise tax that is imposed on the first 
retail sale of heavy highway vehicles, tractors, 
and trailers (generally, trucks with a gross 
vehicle weight in excess of 33,000 pounds 
and trailers with a gross vehicle weight in 
excess of 26,000 pounds)

2. An excise tax that is imposed on highway 
tires with a rated load capacity exceeding 
3,500 pounds, generally at a rate of 0.945¢ 
per 10 pounds of excess

3. An annual use tax with weight-based gradu-
ated rates that is imposed on highway vehicles 
with a taxable gross weight of 55,000 pounds 
or more

The retailer pays the first two one-time taxes 
and reports them on Form 720, Quarterly Fed-
eral Excise Tax Return. The registered owner or 
lessee (under state law) pays the highway use tax 
each year and files Form 2290, Heavy Highway 
Vehicle Use Tax Return. The tax year for the 
annual use tax is from July 1 through June 30. 
The $550 maximum rate is imposed on vehicles 
with a taxable gross weight exceeding 75,000 
pounds, and the $100 minimum rate is imposed 
on vehicles with a 55,000-pound taxable gross 
weight.

The new law extends the fuel and sales taxes 
at their current rates through September 30, 2016, 
and the highway use tax through September 30, 
2017.

Short-Term Act 
Replaced 1 Week Later

The long-term MAP–21 Act provisions replace the 
1-week extension of the highway-related taxes 
that was enacted in § 402 of the Temporary Sur-
face Transportation Extension Act of 2012. 

Practitioner
Note

EXCISE TAXES Aviation and highway-related excise taxes are extended 
at their current rates.

The highway-related taxes generally are extended 
through September 30, 2016, and the aviation 
taxes through September 30, 2015. A new tax is 
imposed on fuel used for fractional ownership 
flights through September 30, 2021.

Highway-Related Taxes

I.R.C. §§ 4041, 4051, 4071, 4081, 4221, 
4481, 4482, 4483, and 6412; MAP–21 Act 
§ 40102
Effective July 1, 2012

☞☞ Highway-related taxes are generally extended 
through September 30, 2016. The heavy 
vehicle use tax is extended through September 
30, 2017.

Six separate excise taxes finance the Federal 
Highway Trust Fund program. Three taxes are 
imposed on highway motor fuels; the other three 
are a retail sales tax on heavy highway vehicles, 
a manufacturers’ excise tax on heavy vehicle 
tires, and an annual use tax on heavy vehicles. 
The annual use tax on heavy vehicles was sched-
uled to expire October 1, 2013, and except for a 
permanent 4.3¢ cent per gallon fuel tax rate, the 
remaining taxes were scheduled to expire after 
June 30, 2012.

The motor fuels taxes are summarized in  
Figure 3.9.  

FIGURE 3.9 Motor Fuels Tax Rates  
per Gallon*

Gasoline  18.3¢
Diesel fuel and kerosene  24.3¢ 
Alternative fuels  18.3¢ or 24.3¢ 

* Some fuels are also subject to an additional 0.1¢-per-gallon 
excise tax to fund the Leaking Underground Storage Tank 
(LUST) Trust Fund.

The three excise taxes imposed exclusively 
on heavy highway vehicles or tires are as follows:
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Aviation Fuel and Ticket Taxes

I.R.C. §§ 4081, 4261, and 4271;  
FAA Act § 1101
Effective February 18, 2012

☞☞ Aviation fuel and ticket taxes are extended 
through September 30, 2015.

Taxes on aviation fuel, domestic and interna-
tional passenger tickets, and cargo shipped by 
air are extended through September 30, 2015, at 
their current rates—19.3¢ per gallon on general 
aviation gasoline, 4.3¢ per gallon on commercial 
jet fuel, 21.9¢ per gallon on kerosene used in non-
commercial aviation (including the LUST tax), 
7.5% on passenger tickets, and 6.25% on cargo.

Fractional Aircraft Ownership

I.R.C. § 4043, 4083, 4261, and 4271;  
FAA Act § 1103
Effective for fuel used after March 31, 2012, 
through September 30, 2021

☞☞ A new tax is imposed on fuel used in 
fractional ownership program aircraft.

A 14.1¢ per gallon tax applies to any liquid used 
as fuel after March 31, 2012, in a fractional pro-
gram aircraft in two circumstances:

1. For transportation of a qualified fractional 
owner of the aircraft

2. For use on account of a qualified fractional 
owner, including use in deadhead service

A fractional ownership aircraft program is a 
system of aircraft ownership and exchange that 
involves a program manager who manages a fleet 
of aircraft on behalf of fractional owners. Partici-
pation in the program entitles the owner to fly on 
any aircraft in the program’s fleet that is available, 
regardless of whether the owner has an owner-
ship interest in the aircraft in which the owner 
travels.

A qualified fractional owner is anyone with a 
minimum fractional ownership interest. This is a 
fractional interest equal to at least one-sixteenth 
ownership of a subsonic, fixed wing, or powered 
lift aircraft, or at least one thirty-second owner-
ship of a rotorcraft aircraft.

Fractional 
Ownership

Fractional airplane ownership is similar to time-
share ownership of vacation homes. A fractional 
owner of an aircraft can use the aircraft for a 
specified number of hours a year. Clients may 
report the cost to tax practitioners as a business or 
hobby expense. The fractional owner will be pay-
ing higher fuel costs, thus increasing the reported 
expense.

IRS Notice 2012-27, 2012-17 I.R.B. 849, pro-
vides guidance relating to the new tax imposed 
on fuel used in fractional program aircraft.

☞■ The fractional ownership program manager, 
rather than the fractional owners, is liable for 
the tax.

☞■ If the I.R.C. § 4043 fuel surtax is imposed on 
the fuel used in a flight, the taxes imposed 
by I.R.C. §§ 4261 and 4271 (the passenger 
ticket and air cargo taxes) do not apply to 
that flight.

☞■ The I.R.C. § 4043 tax applies in addition to 
any other taxes imposed on the removal, 
entry, use, or sale of the fuel used in the 
flight. But if the I.R.C. § 4043 tax is imposed 
on fuel used in a flight, the flight is not com-
mercial aviation for purposes of the I.R.C. 
§ 4081 fuel tax.

☞■ Fractional program aircraft are not consid-
ered used for transportation of a qualified 
fractional owner or on account of a quali-
fied fractional owner when they are used 
for flight demonstration, maintenance, or 
crew training. In such situations the flight is 
also not commercial aviation, so as a result 
the I.R.C. § 4081 tax on the fuel used in the 
flight is imposed in the case of kerosene at 
the noncommercial aviation rate of 21.9¢ per 
gallon.

Observation
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INTRODUCTION This chapter reviews tax law limitations on loss deduc-
tions, with a special emphasis on the passive activity rules.

Several Internal Revenue Code sections restrict 
expense and loss deductions. The passive activ-
ity rules in I.R.C. § 469 generally bar taxpayers 
from using losses incurred in rental activities and 
passive business activities to reduce the taxable 
income that is generated by their nonpassive busi-
ness activities and their portfolio investments.

Learning Objectives

This chapter includes four learning objectives. 
The expectation is that after completing this 

Introduction . . . . . . . . . . . . . . . . 95
First Base: Basis Rules . . . . . . . . . 97
Second Base: Amount  

at Risk . . . . . . . . . . . . . . . . . . . 99 

Third Base: Passive  
Activity Limits  . . . . . . . . . . . 101 

Run Scored: Tax Benefit  
from Loss . . . . . . . . . . . . . . . 123

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at http://www.taxworkbook.com (User Name: class2012 Password: class2012).

session participants will be able to perform the 
following job-related actions:

1. Describe three key tax law provisions that 
can defer loss deductions.

2. Explain the difference between active partici-
pation and material participation for the pas-
sive activity rules.

3. Apply the material participation tests to 
determine whether a trade or business activ-
ity is passive or nonpassive.
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4. Determine if a loss becomes fully deductible 
when a taxpayer disposes of an interest in a 
passive activity.

Loss Limitation Framework

Several other federal tax law limitations that may 
prevent or postpone an expense or loss deduction 
must be considered before the passive activity 
rules are applied. The Internal Revenue Code’s 
approach to deductions is similar to baseball 
rules. In baseball, the batter’s objective is to score 
runs. In tax compliance, the taxpayer’s objec-
tive is to deduct all expenses and losses. Before 
a batter scores a run in baseball, he or she must 
touch all the bases. Before a taxpayer scores a tax 
deduction, he or she must satisfy each deduction 
limitation.

Figure 4.1 illustrates some of the hurdles that 
a taxpayer must clear. To begin the analogy, a tax-
payer can “step up to the plate” only if he or she 

incurs an expense that is specifically allowable as 
a deduction—in general, one that is incurred in a 
trade, business, or investment activity. An expen-
diture that is made strictly for personal purposes 
or that is a gift does not even make it to this point.

Moreover, a taxpayer cannot tag first base if 
he or she is stopped by the tax equivalent of a 
strikeout—the business use of home, hobby loss, 
and related party loss disallowance rules. If the 
deduction cannot clear these restrictions, it will 
not be allowed, and no other limit is relevant.

“Strikeout” Rules 

See pages 58–62 of the 2010 National Income Tax 
Workbook for a review of the home office deduc-
tion rules and pages 487–494 of the 2010 book 
for a discussion of the hobby loss rules. See pages 
153–157 of the 2008 National Income Tax Work-
book for more information about the related 
party loss rules.

Cross-
Reference

Amount  
at Risk  
Limit

Passive 
Activity 

Limit

Investment Interest

Basis  
in PS or 
S Corp 
Limit

Capital Loss Business Use of Home,  
Related Party,  

Hobby

Loss 
Deduction Allowable

FIGURE 4.1 Ordering of Loss Limitations
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Running the Bases
“First base” represents the basis limitations that 
apply if the taxpayer’s loss or deduction flows 
from a partnership, limited liability company 
(LLC), or S corporation.

If the activity is not owned through one of 
these entities, a taxpayer with a potential deduc-
tion runs straight to second base. In most cases, a 
taxpayer who moves toward second base with an 
activity has a clear shot at scoring. If the deduc-
tion is for investment interest, however, the 
investment interest limit may catch the taxpayer 
between bases.

“Second base” represents the at-risk limita-
tion. For owners of pass-through entities, the at-
risk limit may be the same as the basis limitation. 
However, the at-risk limit occasionally causes a 
problem in the cases of seller financing and activi-
ties that are not held in a pass-through entity. 

“Third base” represents the passive activity 
loss (PAL) limit that applies to passive trade or 
business activities and to rental activities. Portfo-
lio investments and the deductions arising from 
them (such as investment interest or capital losses 
on the disposition of portfolio assets) are not sub-
ject to this restriction. Similarly, trade or business 
deductions and losses from an activity in which 
the taxpayer materially participates do not risk 
disallowance at this point.

When heading for “home plate,” the capital 
loss limitation is the last cutoff. An individual’s 

capital loss deduction from other income in any 
year is generally limited to recognized capital 
gains plus $3,000 ($1,500 if married filing sepa-
rately), with any excess amount carried forward.

Tax Benefit after Running  
the Bases
An allowable loss deduction does not necessar-
ily confer a tax benefit. The U.S. tax system does 
not automatically confer a tax refund on a person 
with negative taxable income. 

■■ If taxable income for the year is still positive 
after a deduction is allowed, there is a tax 
benefit from the reduced amount of tax due.

■■ If taxable income is negative, a tax benefit 
can be realized by most taxpayers only 
through the net operating loss (NOL) rules. 
These rules allow a taxpayer to use an excess 
loss from one tax year as a deduction in a 
prior or future tax year. Farmers and fishers 
can also make use of excess losses by elect-
ing to average their income under I.R.C. 
§ 1301.

Finally, the taxpayer must use the “instant 
replay feature” of the alternative minimum tax 
(AMT). This shadow taxing system generally 
applies the same limitations inherent in the regu-
lar income tax, but it requires different measures 
for each restriction.

FIRST BASE: BASIS RULES Losses from a partnership or S corporation 
are deductible only to the extent the owner has tax basis in the entity. This 
section provides a quick overview of basis computation.

First base in Figure 4.1 is basis, where owners of 
pass-through entities may be tagged out. Losses 
incurred by a partnership or an S corporation are 
potentially deductible by the partners and share-
holders to the extent of the partner’s or share-
holder’s basis. Basis cannot be reduced below 
zero, but the partner or shareholder can carry 
forward any losses in excess of basis until basis is 
increased in a future year.

Both entities use similar rules for passing 
through income, gains, deductions, and losses, 
but their basis rules diverge.

S Corporation Shareholder Basis

A shareholder’s basis in an S corporation 
includes both stock basis and debt basis in loans 
from the shareholder to the corporation [I.R.C. 
§ 1366(d)(1)]. Other corporate-level debt does 
not increase shareholder basis in the corporation.

Pass-through deductions and losses, as well 
as distributions to shareholders, decrease basis. 
Since 1997 distributions reduce basis before 
losses are considered. This ordering prevents a 
taxpayer from receiving the benefit of an ordi-
nary loss deduction while paying tax on the 
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distribution at capital gain rates. Any loss that is 
not deductible because of the basis limitation is 
carried forward to the next tax year. It does not 
expire, and it may be deducted when the share-
holder gains sufficient basis to absorb it.

Basis is increased by flow-through income 
and gains and by the shareholder’s contributions 
to the corporation.

An S corporation loss or deduction must 
meet the general rules for deductibility before the 
basis limitations are considered. Thus, the deduc-
tion cannot already be barred because it violates 
public policy (such as government fines and pen-
alties), fails the accrual method economic perfor-
mance test, breaks the related party disallowance 
rules, or is a personal expenditure or an expense 
associated with tax-exempt income.

The hobby loss and business use of home 
tests apply at the corporate level. If the corpora-
tion does not pass these tests, the loss or deduc-
tion cannot pass through to the shareholders.

Partner and LLC Member Basis

In concept, the outside basis rules for partners are 
similar to those for S corporation shareholders. 
However, some fundamental differences arise 
from the entirely different economic relation-
ship between a partnership and its partners, com-
pared to the relationship of a corporation and its 
shareholders.

A partner’s basis begins with the partner’s 
basis in the property the partner contributes to 
the partnership. However, partners also have 
basis (proportionately to their partnership inter-
ests) in the partnership’s debts to outside lenders. 
An attractive feature of the partnership has been 
the partners’ ability to leverage basis by includ-
ing a share of the partnership’s liabilities in their 
outside basis.

Except for the treatment of liabilities, the 
increases and decreases to basis for partners and 
LLC members are similar to the treatment of 
S corporation shareholders—basis is increased by 
pass-through income and gains; it is decreased by 
pass-through deductions, losses, and distributions.

The hobby loss and business use of home 
rules do not apply at the entity level for partner-
ships. However, losses that pass through to the 
partners are tested for these limits at the partner 
level.

Tax Classification  
of LLCs

Because there is no LLC entity in the Internal Rev-
enue Code, an LLC must choose its federal tax 
treatment. Most domestic LLCs with more than 
one member are taxed as partnerships (their 
default classification). Most single-member LLCs 
are treated as disregarded entities (proprietor-
ships, branches, or divisions that do not file sepa-
rate federal income tax returns).

Either a multiple-member or a single-member 
LLC can elect to be treated as a corporation pursu-
ant to Treas. Reg. § 301.7701-3 (commonly called 
the “check the box” regulation). If otherwise eli-
gible, these LLCs can elect to be treated as S cor-
porations for tax purposes.

However, most multiple-member LLCs are 
treated as partnerships, so the 2012 National 
Income Tax Workbook generally includes LLCs 
and their members when it refers to partnerships 
and their partners.

Computation  
of Basis

See the “Business Entities” chapter of this book 
for detailed information about S corporation 
shareholder basis, and pages 472–483 in the 2009 
National Income Tax Workbook for a further dis-
cussion of the partnership basis rules.

Practitioner
Note

Cross-
Reference
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SECOND BASE: AMOUNT AT RISK The I.R.C. § 465 at-risk rules can 
bar a current deduction even if the taxpayer has sufficient basis for it.

Getting to first base required clearing the hobby 
loss, business use of home, and related party 
hurdles. When there is enough basis to allow a 
deduction, the taxpayer can head for second base 
and the next obstacle—the amount at risk.

Investment Interest 
Expense Deduction

Taxpayers with investment interest expense face 
a special limitation en route to second base. I.R.C. 
§ 163(d) limits the investment interest expense 
deduction to the amount of the taxpayer’s net 
investment income. The excess carries forward 
to be treated as investment interest expense 
incurred in the next year. There is no limit on the 
number of years a disallowed expense can be car-
ried forward.

Taxpayers Affected

The at-risk limits apply to individuals, estates 
and trusts, and closely held corporations (those 
in which five or fewer individuals own more 
than 50% of the corporation’s outstanding stock 
at any time during the last half of the corpora-
tion’s tax year). The limits do not apply directly to 
partnerships, LLCs, or S corporations, but each 
individual partner, member, or shareholder must 
determine the amount that he or she has at risk in 
the entity. A partner or shareholder applies the 
at-risk test to a flow-through loss from an entity-
level activity only after applying the basis limit.

The at-risk rules cover any trade or business 
or investment activity. Deductions or losses are 
limited to the taxpayer’s amount at risk in that 
activity. Any excess losses are suspended until 
there is an increase in the amount at risk. The sus-
pended deductions or losses are a carryforward, 
but there is no carryback provision.

Investment interest expenses must clear the 
investment interest expense limit hurdle before 
they are measured against the amount at risk. For 
passive activities, however, the at-risk rules apply 
before the limits on passive losses. There is no 
apparent rationale for this difference in treatment.

Practitioner
Note

At-Risk Amount Defined

A taxpayer’s amount at risk includes money con-
tributed to the activity and debts for which the 
taxpayer is personally liable. If the taxpayer who 
is not personally liable for a debt pledges property 
not used in the activity as security for the debt, the 
property’s fair market value (FMV), reduced by 
any superior liens, is an amount at risk. Pledg-
ing property that is used in the activity does not 
increase the amount at risk, and any loan from a 
co-venturer in the activity does not give the bor-
rower an amount at risk [I.R.C. § 465(b)].

At-Risk Amount Often 
Equals Basis

In many cases, the taxpayer’s at-risk amount is the 
same as his or her adjusted basis. The principal 
differences arise when basis is financed by nonre-
course debt or by an obligation to a co-venturer.

The IRS may look through an entity to its 
owners to determine whether the lender is a co-
venturer. In Riggs v. Commissioner, T.C. Memo. 
1992-323, a 50% shareholder in an S corporation 
borrowed money from another corporation that 
was wholly owned by the other 50% shareholder, 
using her stock in the S corporation as collateral 
for the loan. She was held not to be at risk with 
respect to the borrowed amounts. The IRS did 
not claim that the taxpayer lacked basis in her 
stock—only the at-risk limit was contested. The 
Tax Court reached a similar conclusion in Van 
Wyk v. Commissioner, 113 T.C. 440 (1999).

Example 4.1 At-Risk Amount  
Less Than Basis

Terri Towe acquired $100,000 of stock in TRS, 
an S corporation, by investing $10,000 of her 
own money and borrowing $90,000 from TRS. 
Her basis is $100,000, but her at-risk amount is 
only $10,000.

Observation
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Difference between 
Loss Limitations

Little attention has been paid to the at-risk rules 
since enactment of the PAL rules. However, some 
taxpayers are surprised by the differences among 
the basis, at-risk, and PAL rules.

A U.S. district court case highlighted the dis-
tinction between the basis and at-risk limits. An 
S corporation shareholder recognized gain on 
the disposition of his stock. He had zero basis 
in the stock and losses in excess of his basis. He 
properly reported the gain, which increased his 
amount at risk. However, he and his CPA assumed 
that the gain was also an increase in basis. The 
IRS disagreed, disallowing about $200,000 of the 
claimed ordinary loss. The court agreed with the 
IRS, holding that I.R.C. §§ 1366 and 1367 do not 
provide an increase in basis for gain on disposi-
tion of stock. Thus, there was no opportunity to 
deduct the excess losses that had been suspended 
[Miller v. U.S., 39 F.Supp.2d 678 (N.D. W.Va. 1999)]. 
Because the shareholder did not materially par-
ticipate in the corporation’s business activities, 
the gain did create income for I.R.C. § 469 pur-
poses, but the deduction was still thrown out at 
first base.

The taxpayer and his CPA claimed to have relied 
on professional commercial tax preparation soft-
ware that included the stock redemption gain in 
calculating basis. The court noted that a software 
program error does not entitle a taxpayer to a 
deduction.

Computation of  
At-Risk Amount

See pages 486–488 of the 2009 National Income 
Tax Workbook for more information about the 
amount at risk limitation.

Practitioner
Note

Cross-
Reference

Adjustments to At-Risk Amount

Many of the adjustments to an amount at risk are 
similar to the adjustments made to basis. 

An amount at risk can be increased by

■■ additional contributions of cash or property;
■■ income produced by the venture and allo-
cated to the taxpayer; 

■■ a loan refinancing that changes a nonre-
course loan to a recourse loan; and

■■ the gain recognized when the taxpayer 
disposes of his or her interest in the activ-
ity [Prop. Treas. Reg. §§ 1.465-12(a) and 
1.465-66(a)].

Departure from  
Basis Rules

Note that the last item is a complete departure 
from the basis rules. Gain recognized on disposi-
tion of an asset does not increase its basis, but it 
does add to the taxpayer’s amount at risk, thus 
allowing an equal amount of losses that were sus-
pended only because of the at-risk rules.

The amount at risk is decreased by

■■ an investor’s withdrawal of cash or property; 
and

■■ a change in an investor’s share of losses, such 
as refinancing of a recourse loan with a non-
recourse loan. 

The taxpayer’s amount at risk cannot be 
below zero. If a decrease will create a deficit, the 
taxpayer must recapture losses deducted in ear-
lier years to bring the at-risk amount back up to 
zero [I.R.C. § 465(e)(1)]. The recaptured amount 
is treated as a deduction from the activity for the 
next year.

Observation
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3. The taxpayer disposes of his, her, or its entire 
interest in the activity in a fully taxable dispo-
sition to an unrelated person or entity.

Taxpayers Affected 
The passive activity loss rules apply to

■■ individuals;
■■ estates;
■■ trusts;
■■ personal service corporations; and
■■ closely held C corporations.

Income Baskets
Figure 4.2 illustrates the three baskets (categories) 
of income and losses that a taxpayer might real-
ize within the meaning of the passive activity loss 
(PAL) rules. 

THIRD BASE: PASSIVE ACTIVITY LIMITS Third base in Figure 4.1 is 
the I.R.C. § 469 passive activity loss and credit limits.

The passive activity rules limit current loss deduc-
tions when taxpayers do not invest much personal 
time or effort in a trade or business venture. The 
rules also restrict most rental activity deductions, 
regardless of the taxpayer’s time commitment.

I.R.C. § 469 was a major provision of the Tax 
Reform Act of 1986, Pub. L. No. 99-514, that 
spawned approximately 300 pages of complex 
regulations.

Rules Defer Loss Deductions

The key concept of the passive activity rules is 
quite simple. A taxpayer cannot claim a deduc-
tion for net losses incurred in a passive activity 
unless and until the taxpayer meets one of three 
criteria:

1. The taxpayer has income in the same year 
from other passive activities. 

2. The taxpayer has income in a subsequent 
year from the same activity or other activities 
subject to the passive loss rules.

FIGURE 4.2 Categories of Income and Losses for I.R.C. § 469

Active Basket Portfolio Basket Passive Basket

Examples of 
income in 
category

Wages, salaries, and business 
income from self-employment, 
partnership, and S corporation 
ownership, if the taxpayer 
materially participates in the 
business

Dividends, interest, some 
capital gains

Rents, income from limited 
partnerships, and business 
income from self-
employment, partnership, 
and S corporation ownership, 
if the taxpayer does not 
materially participate

Treatment of 
losses

Usually deductible to arrive at 
AGI (exception: employee 
business expense) after passing 
basis and at-risk limit tests; may 
create NOL carryover

Deductible within the 
applicable limits for capital 
losses, investment interest 
expense, and miscellaneous 
itemized deductions

Usually deductible to arrive at 
AGI, but limited to income 
from other passive activities 
or carried forward; in year of 
complete disposition, excess 
current and prior ordinary 
losses from the activity move 
to active basket
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Objectives of Regulations
Losses connected with an active trade or busi-
ness run right by the PAL rules, whereas income 
from passive activities can be offset with losses 
from other passive activities. Immediately after 
the Tax Reform Act of 1986 was enacted, tax-
payers began to try to find passive income gen-
erators (nicknamed PIGs). Many creative ideas 
(such as publicly traded limited partnerships) 
emerged, along with responses from Congress 
and from the IRS.

Final and temporary regulations for I.R.C. 
§ 469 are interspersed, forcing the reader to com-
bine subsections from each in order to under-
stand either. However, there is a thread of logic 
in the regulations: They consistently attempt to 
prevent taxpayers from characterizing their prof-
itable activities as passive and their unprofitable 
activities as active.

If an activity is passive, a loss from that activity 
cannot be deducted against a taxpayer’s income 
from any source other than a passive activity. 
Tax credits from a passive activity can be used 
only to offset the tax liability arising from passive 
activities. Net income from passive activities is 
taxable, although net losses may not be currently 
deductible.

Closely Held  
C Corporations

A significant liberalization of the PAL rules for 
closely held C corporations allows them to deduct 
passive losses and use passive activity credits to 
the extent of net active income. Net active income 
includes income and deductions from all activities 
except portfolio investments.

Material Participation 
Material participation generally requires an 
individual taxpayer to be involved in the opera-
tions of a trade or business activity on a regular, 
continuous, and substantial basis, regardless of 
whether he or she owns the interest directly as 
a proprietorship or indirectly through a general 
partnership or S corporation. The seven material 
participation tests provided in the regulations are 
covered later in this chapter.

Practitioner
Note

There are still many gaps in the regulatory 
coverage of this issue, including the lack of a 
definition of material participation for activities 
held by trusts. (Congress says an estate or trust 
materially participates in an activity if the entity’s 
fiduciary, in his or her capacity as fiduciary, mate-
rially participates [S. Rep. No. 99-313, at 735].

Activity Differs from Entity
The term activity is not the same as entity—the 
regulations make frequent reference to activities 
held by entities. Income or loss from an activity 
held by a partnership, LLC, or S corporation may 
be treated as passive income or loss for the own-
ers. There is no such attribution of the character 
of a C corporation activity to its shareholders.

A taxpayer investing in a single partnership 
might be investing in several activities for I.R.C. 
§ 469 purposes. If so, the partnership’s complete, 
taxable disposition of just one activity could trig-
ger the release of any suspended losses attribut-
able to that activity. Conversely, if a taxpayer 
owns 30% of an apartment building directly and 
another 10% indirectly through a partnership, a 
sale of the partnership interest to an unrelated 
party does not release the suspended losses 
because the taxpayer still owns an interest in the 
activity.

PAL Exceptions

Passive activities are defined in I.R.C. § 469 as

1. any rental activity, whether or not the tax-
payer materially participates (the term rental 
activity is defined later in this chapter); and

2. an activity that involves the conduct of a trade 
or business in which the taxpayer does not 
materially participate.

Oil and Gas Investments 
The term passive activity does not include a work-
ing interest in an oil or gas property that the 
taxpayer holds directly or as a general partner 
[I.R.C. § 469(c)(3)]. When an oil or gas invest-
ment qualifies as a working interest, its losses are 
not subject to the PAL limits. There are several 
complex rules to prevent churning these activi-
ties between passive and active status.
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Customer Use Tests
The regulations provide three tests for classifica-
tion of an activity as rental that are based on the 
average length of customer use of the property. 
The average period of customer use is deter-
mined by dividing the total number of days in 
all rental periods by the number of rentals during 
the tax year.

Average Use Not More Than 7 Days

Income is not treated as rent if the average period 
of customer use does not exceed 7 days. The 
inherent presumption that the customer is paying 
primarily for services rather than for use of the 
property itself cannot be rebutted [Temp. Treas. 
Reg. § 1.469-1T(e)(3)(ii)(A)]. Thus, operation of a 
bed and breakfast facility is generally treated as a 
business rather than as a rental activity. 

Average Use 8 to 30 Days 

If the average period of customer use exceeds 7 
days but is not more than 30 days, the income is 
classified as rent unless the owner provides signifi-
cant personal services. The regulations describe sig-
nificant personal services only by stating that “all 
of the relevant facts and circumstances shall be 
taken into account” [Temp. Treas. Reg. § 1.469-
1T(e)(3)(iv)(A)] and excluding some services as 
not significant [Temp. Treas. Reg. § 1.469-1T(e)
(3)(iv)(B)].

Relevant facts and circumstances include the fre-
quency with which the services are provided, the 
type and amount of labor required to perform the 
services, and the value of the services relative to 
the amount charged for the use of the property.

The term excluded services means

■■ services necessary to permit lawful use of the 
property;

■■ services to repair or improve the property 
that extend the property’s useful life for a 
period substantially longer than the average 
period that the property is used by custom-
ers; and

■■ services provided with improved real prop-
erty that are similar to those commonly pro-
vided with long-term rentals of high-grade 
commercial or residential real property 
(such as cleaning and maintenance of com-
mon areas, routine repairs, trash collection, 

Working Interest Has 
Unlimited Liability

The form of owning an oil or gas interest must 
not limit the taxpayer’s liability for the venture’s 
debts. The justification offered by Congress is that 
such ventures are so risky that they should not be 
subject to the passive activity limits.

Casualty Losses
Because of a specific exception, the PAL limits do 
not apply to casualty or theft losses incurred in a 
passive activity [Treas. Reg. § 1.469-2(d)(2)(xi)].

Example 4.2 Passive Activity Casualty Loss

A flood caused extensive damage to a residen-
tial rental house owned by Noah Sark. He did 
not have flood insurance and received no disaster 
aid. Repairs cost $80,000, the property’s adjusted 
basis was $100,000, and its FMV was $190,000 
before the flood. Noah can claim an $80,000 
I.R.C. § 165 loss, which is deductible without 
regard to the PAL limits. 

Rental Activities

Some real estate professionals can characterize 
their rental activities as nonrental activities, as 
explained later in this chapter. Otherwise, rental 
activities are passive regardless of the taxpayer’s 
level of participation, so it might appear that a tax-
payer can create a PIG by calling gross receipts 
from any service activity “rent.”

However, the regulations do not make it quite 
that easy to churn trade or business income into 
rent. They begin with a commonplace definition 
of rent as “payment for the use of property.” They 
then carve out customer use and other special 
rules to exempt some activities from automatic 
classification as passive rental activities. In most 
cases, this exemption subjects the activity to the 
material participation tests. In a few cases, it 
apparently creates portfolio income.

Practitioner
Note
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employer is not treated as rent [Treas. Reg. 
§ 1.469-1(e)(3)(vi)(D)].

3. Incidental rental to others of property nor-
mally used in the taxpayer’s nonrental trade 
or business activity is generally not treated 
as rent [Temp. Treas. Reg. § 1.469-1T(e)(3)
(ii)(D) and (vi)(C)]. The property must have 
been used predominately in the business dur-
ing the tax year or during 2 of the 5 preceding 
tax years. 

4. Incidental rental of property held primarily 
for the realization of investment gain is not 
treated as rental income [Temp. Treas. Reg. 
§ 1.469-1T(e)(3)(vi)(B)].

To qualify as incidental rental for exceptions 3 
and 4, the gross rent received must be less than 
2% of the smaller of the property’s basis or its 
FMV.

Example 4.3 illustrates when rental income 
and loss might be treated as nonrental because of 
the investment motive exception.

Example 4.3 Land Held for Investment

Bill Mei owns 1,000 acres of unimproved land 
with a $350,000 FMV and a $210,000 unadjusted 
basis that he is holding in hopes of realizing gain 
from appreciation. To defray the cost of carrying 
the land, he leases the land for $4,000 a year to a 
rancher who uses it to graze cattle.

The $4,000 gross rental income is less than 
$4,200 (2% of $210,000, the lesser of the land’s 
FMV or its basis). The lease qualifies as a non-
rental activity because the rental is treated as inci-
dental to Bill’s activity of holding the property for 
investment.

Nonrental Still Subject 
to Participation Test

Classification of an activity as a nonrental activ-
ity using any of these tests does not mean that a 
loss from the activity is automatically deductible. 
The owner must then meet a material participa-
tion test (discussed later in this chapter) to move 
the income or loss from the passive basket to the 
active basket.

Practitioner
Note

elevator service, and security at entrances or 
perimeters). 

Average Use More Than 30 Days 

If the average period of customer use exceeds 
30 days, the activity is generally characterized 
as rental. An exception to this rule covers activi-
ties for which the owner provides extraordinary 
personal services, so that the customer’s use of the 
property is incidental to receiving the services 
[Temp. Treas. Reg. § 1.469-1T(e)(3)(ii)(C) and 
(v)]. There is little guidance for this exception, 
but the regulations mention hospitals and board-
ing schools as examples of situations in which the 
services are extraordinary.

Temp. Treas. Reg. § 1.469-1T(e)(3)(viii), 
Example (9), illustrates the separation of a single 
business’s activities into rental and nonrental with 
the application of the customer use rule: 

The taxpayer owns a taxicab that the tax-
payer operates during the day and leases 
to another driver for use at night under 
a one-year lease. Under the terms of the 
lease, the other driver is charged a fixed 
rental for use of the taxicab. Assume that, 
under the rules to be contained in § 1.469-
4T, the taxpayer is engaged in two sepa-
rate activities, an activity of operating the 
taxicab and an activity of making the taxi-
cab available for use by the other driver. 
Under these facts, the period for which 
the other driver uses the taxicab exceeds 
30 days, and the taxpayer does not pro-
vide extraordinary personal services in 
connection with making the taxicab avail-
able to the other driver. Accordingly, the 
lease of the taxicab is a rental activity.

Other Antichurning Rules
Several other rules make it difficult to churn 
income from other types of activities into rents:

1. Income or loss from an activity is not rent if 
the taxpayer makes the property available 
during defined business hours for nonexclu-
sive use by various customers [Temp. Treas. 
Reg. § 1.469-1T(e)(3)(ii)(E)]. This applies to 
properties such as theaters and golf courses.

2. Income or loss from lodging rented to 
an employee for the convenience of the 
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Property Provided by Partner or 

Shareholder 

If the owner of an interest in a partnership, S cor-
poration, or joint venture provides property to 
the business for use in a nonrental activity of the 
business, the owner’s provision of the property 
is not considered rental. None of the income 
and expenses flowing through from the business 
are characterized as rental unless the business is 
engaged in a rental activity [Temp. Treas. Reg. 
§ 1.469-1T(e)(3)(ii)(F) and (vii)]. 

Crop Share Leases

The instructions to Form 4835, Farm Rental 
Income and Expenses, imply that a crop share 
lease is a rental activity under the PAL rules unless 
it is a business that is subject to self-employment 
(SE) tax. That implication arises from the instruc-
tion to “Use this form only if the activity is a rental 
activity for purposes of the passive loss limita-
tions.” This instruction apparently requires a tax-
payer to either report the income and expenses 
from a crop share lease on Schedule F (Form 
1040), Profit or Loss From Farming—where it 
is treated as SE income—or treat the crop share 
lease as a rental activity automatically subject to 
the passive loss rules.

However, the temporary regulations indicate 
that a crop share lease can avoid being classified 
as a rental activity under the PAL rules. They 
state that an owner of land is not engaged in a 
rental activity if the taxpayer provides the prop-
erty for use in a joint venture in the taxpayer’s 
capacity as an owner of an interest in the joint 
venture. Temp. Treas. Reg. § 1.469-1T(e)(3)(viii), 
Example (8), illustrates that rule:

The taxpayer makes farmland available 
to a tenant farmer pursuant to an arrange-
ment designated a “crop share lease.” 
Under the arrangement, the tenant is 
required to use the tenant’s best efforts 
to farm the land and produce marketable 
crops. The taxpayer is obligated to pay 
50% of the costs incurred in the activity 
(without regard to whether any crops are 
successfully produced or marketed), and 
is entitled to 50% of the crops produced 
(or 50% of the proceeds from marketing 
the crops). For purposes of paragraph 
(e)(3)(vii) of this section, the taxpayer 

is treated as providing the farmland for 
use in a farming activity conducted by a 
joint venture in the taxpayer’s capacity as 
an owner of an interest in the joint ven-
ture. Accordingly, under paragraph (e)
(3)(ii)(F) of this section, the taxpayer is 
not engaged in a rental activity, without 
regard to whether the taxpayer performs 
any services in the farming activity.

The citation to paragraph (e)(3)(ii)(F) refer-
ences the exception for property provided by 
the owner of an interest in the business through a 
partnership, S corporation, or joint venture.

$25,000 Special Allowance

If certain conditions are satisfied, low- and mod-
erate-income taxpayers are allowed to deduct up 
to $25,000 of passive losses (or the credit equiva-
lent) realized from either commercial or residen-
tial rental real estate activities. There are three 
qualifications for this special allowance:

1. The taxpayer is a natural person or a qualify-
ing estate.

2. The individual actively participates in the rental 
real estate activity.

3. The taxpayer’s income does not exceed a 
specified limit.

There is no special allowance for most trusts 
or for personal service corporations and closely 
held C corporations. Estates can qualify for tax 
years ending less than 2 years after the date of 
the decedent’s death, if the decedent would have 
qualified for the special allowance in the year of 
death. Revocable trusts that elect to be treated 
as part of an estate for income tax purposes can 
qualify under the same conditions.

Active Participation
Active participation is a lower standard than mate-
rial participation, which requires regular, contin-
uous, and substantial involvement in operations. 
The test for active participation is met as long as 
the taxpayer participates in a significant and bona 
fide sense by making management decisions or 
arranging for others to provide services such as 
repairs. The Senate Finance Committee expla-
nation states that management decisions that are 
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At Least 10% 
Ownership Interest  
Is Required

An individual cannot meet the active participa-
tion test if his or her interest is less than 10% by 
value of all interests in the activity at any time 
during the year. The interests of a husband and a 
wife are combined for this purpose.

Practitioner
Note

a. Pays, using cash or credit, at least half 
the direct costs of producing the crop 
or livestock.

b. Furnishes at least half the tools, equip-
ment, and livestock used in the pro-
duction activities.

c. Advises or consults with the tenant.
d. Inspects the production activities 

periodically.

2. He or she regularly and frequently makes 
(or takes an important part in making) 
management decisions that substantially 
contribute to or affect the success of the 
enterprise.

3. He or she works a cumulative 100 hours 
or more during a period of 5 weeks or 
more in activities connected with agricul-
tural production.

4. He or she does things that, considered 
in their totality, show  that he or she is 
materially and significantly involved in 
the production of the farm commodities.

For example, a landlord who advises 
the tenant when to plant, spray, and pick a 
crop, and who inspects the crop every few 
days during the growing season to determine 
whether the tenant is properly taking care of 
it, materially participates even if the tenant 
furnishes all of the labor needed to grow and 
harvest the crop.

The material participation tests for passive 
activities are explained later in this chapter.

The material participation tests for SE tax 
are not the same as the material participation 
tests for the passive activity rules. In most 
cases, if there is material participation for one 
purpose, there is material participation for 
the other, but it is possible to materially par-
ticipate for one and not the other.

When Rent Is Subject to SE Tax

Rents received for the use of real property 
generally are exempt from SE tax [I.R.C. 
§ 1402(a)(1)]. However, the SE tax is imposed 
on some rents received by real estate dealers 
and on some farm rental income. Farm rental 
income is subject to SE tax only if all three of 
the following criteria are met:

1. There is an arrangement that requires the 
tenant to produce agricultural or horticul-
tural commodities on the land.

2. The arrangement requires the landlord 
to materially participate in production 
or management of the production of the 
commodities.

3. The landlord does personally materi-
ally participate in the production or 
management of the production of the 
commodities.

Material Participation for SE Tax

A farm landlord who satisfies any one of the 
following four tests materially participates for 
SE tax purposes.

1. He or she performs any three of the fol-
lowing actions (a, b, c, and d):

Different Material  Participation Tests 

relevant in this context include approving new 
tenants, deciding on rental terms, approving capi-
tal or repair expenditures, and making other simi-
lar decisions [S. Rep. No. 99-313, at 737].
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deduction that is phased out at the 50¢-for-
each-$1 rate for MAGI exceeding $50,000.

An estate’s special allowance is reduced by 
the surviving spouse’s special allowance.

Calculation of MAGI 

MAGI starts with AGI before any net loss from 
passive activities. Any taxable social security and 
tier 1 railroad retirement benefits are subtracted, 
and  the adjustments to gross income for individ-
ual retirement account (IRA) contributions; half 
of SE tax; student loan interest; tuition and fees; 
and domestic production activities are added 
back, as are any exclusions of employer-provided 
adoption assistance or interest from U.S. savings 
bonds used to pay higher education expenses.

Application of Allowance
The income and losses from all of the taxpay-
er’s real estate rentals with active participation 
are netted. Income from such activities with net 
income is absorbed first by any rental real estate 
activities that produce losses. All income from 
rental real estate activities is allocated entirely to 
rental real estate loss activities if there is an over-
all net loss from rental real estate activities. Losses 
from other passive activities can be absorbed by 
income from rental real estate activities only if 
there is overall net income from the taxpayer’s 
rental real estate activities.

Ordering Rule’s Effect 
on Carryforward Losses

This allocation formula minimizes the allocation 
of carryforward losses to rental real estate activi-
ties, thereby reducing the probability of claiming 
the $25,000 rental real estate deduction in future 
years.

Example 4.6 Application of  
Special Allowance

Chuck Woods actively participates in his two 
rental real estate activities, A and B, and qualifies 
for the $25,000 special allowance. He also owns 
a limited partnership interest in activity C, which 

Practitioner
Note

Observation

The next two examples are based on the Sen-
ate Finance Committee’s general explanation of 
“active participation in a significant and bona fide 
sense.”

Example 4.4 Rental of Former Home

A taxpayer owns and rents out an apartment 
that he formerly used as his primary residence. 
He hires a rental agent and uses a contractor to 
handle routine repairs. The taxpayer is likely to 
meet the active participation test, because his 
main purpose for the rental is probably not the 
generation of tax losses.

Example 4.5 Purchase from Promoter

A taxpayer purchases an undivided interest in a 
shopping mall from a promoter, based on a pro-
spectus that describes the investment opportunity 
and stresses the tax benefits of the special $25,000 
allowance for rental real estate. One of the tax-
payer’s main reasons for buying the property is 
to shelter income, so he relies on a professional 
management company to make all significant 
management decisions. To create an evidentiary 
record purporting to show active management, 
the management company sends letters to the 
owner detailing operating expenses, changes in 
tenants, and new lease terms. The management 
company also informs the owner as to market 
trends and requests approval of decisions to seek 
certain types of retailers as tenants. The owner 
ratifies such judgments without independently 
exercising judgment. The owner of the shopping 
mall has not met the active participation test.

Income-Based Phaseout
Higher-income taxpayers are not eligible for 
the special allowance. If the taxpayer’s modi-
fied adjusted gross income (MAGI) exceeds 
$100,000, the $25,000 maximum allowance is 
reduced by 50¢ for each $1 of excess income. It 
is fully phased out at $150,000 of MAGI. Two 
special rules apply to married taxpayers filing 
separate returns:

1. If they live together at any time during the 
year, they have no special allowance.

2. If they do not live together at any time during 
the year, each spouse has a $12,500 maximum 
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He must use Form 8582-CR, Passive Activity 
Credit Limitations, to determine the amount of 
the credit that is usable on his 2012 Form 1040. 
The entire credit will be suspended unless he has 
some net passive income. 

To the extent the $25,000 special allowance 
for rental real estate losses is not used to permit 
the deduction of rental real estate losses, it may 
allow the taxpayer to use an equivalent amount 
of tax credits (based on the individual’s tax rate) 
arising from rental real estate activities with active 
participation. The special allowance can also be 
applied to the low-income housing and rehabili-
tation credits, even if the taxpayer did not materi-
ally participate in the rental real estate activities 
giving rise to those credits.

For more information, see Form 8582-CR 
and its 16 pages of instructions and worksheets.

Commercial Revitalization 
Deduction
Taxpayers that placed a new or substantially reha-
bilitated commercial (nonresidential) building 
in service in a renewal community before 2010 
could elect to deduct up to half of their qualified 
expenditures in the year the building was placed 
in service [I.R.C. § 1400I]. If the building was a 
passive rental real estate activity, the deduction 
was limited by the passive activity loss rules, but 
the $25,000 special allowance was available to 
the extent it was not used for active participation 
rental real estate activities.

A taxpayer can claim a current-year com-
mercial revitalization deduction (CRD) only if 
the taxpayer (or a pass-through entity in which 
the taxpayer was a partner or shareholder) had 
a CRD for a building placed in service before 
2010 and elected to ratably claim a deduction 
for the CRD over a period of 120 months that 
includes all or part of the current tax year. The 
special allowance for the CRD is not limited by 
the taxpayer’s adjusted gross income, and active 
participation in the activity is not required.

Real Estate Professionals

As originally enacted, I.R.C. § 469 contained no 
provision for deducting other net rental losses, 
even if the taxpayer’s full-time trade or business 

does not qualify for the rental real estate allow-
ance. Figure 4.3 shows his income or loss from 
each activity for the tax year.

FIGURE 4.3 Loss Absorption

Activity Income (Loss)

A $20,000
B  (55,000)
C  (15,000)

Activity A’s $20,000 income is used first to 
absorb part of activity B’s loss. The $25,000 
special allowance is then applied to the remain-
ing $35,000 loss from activity B. None of the 
activity C loss is deductible, and Chuck carries 
forward a $10,000 ($55,000 – $20,000 – $25,000) 
loss from activity B and the full $15,000 loss 
from activity C.

Passive Activity Credits
I.R.C. § 469(d)(2) defines the term passive activity 
credit as the excess amount of allowable credits 
from all passive activities for a tax year over the 
regular tax allocable to all passive activities. This 
excess credit must be carried forward. In any 
year that the taxpayer has a net loss from passive 
activities, passive activity credits will always be 
suspended and carried forward unless a special 
allowance applies.

Example 4.7 Ethanol Credit

Noah Vail is a member of Fuelmaize LLC, a small 
ethanol producer that has a fiscal year ending 
June 30. With drought and soaring corn prices in 
2012, the LLC’s ethanol margin in recent months 
has been a negative 12¢ a gallon. Noah is an 
investor who does not materially participate in 
Fuelmaize’s operations. His Schedule K-1 (Form 
1065) from the LLC for its year ending June 30, 
2012, shows an ordinary loss pass-through along 
with an I.R.C. § 40 credit for the ethanol sold dur-
ing the last 6 months of 2011. The Schedule K-1 
instructions indicate that the credit is reportable 
on Form 6478, Alcohol and Cellulosic Biofuel 
Fuels Credit.

But because Fuelmaize is a passive activity 
for Noah, he cannot deduct the loss unless he has 
passive income, and he cannot use the credit to 
reduce his tax on his active or portfolio income. 
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Work Customarily Performed  
by Owner
The husband of a medical doctor claimed to be 
a real estate professional. The couple owned 
numerous real estate properties (including his 
wife’s office building) that the husband managed, 
but he had no net income. He logged about 800 
hours a year on the couple’s rental activities. 
Without addressing whether he otherwise quali-
fied, the IRS challenged whether he spent 750 
hours on real estate business activities. The tax-
payer’s log included more than 100 hours each 
year spent cleaning his wife’s two medical office 
locations and shoveling snow at those locations.

The court granted summary judgment to 
the IRS, holding that janitorial work is not cus-
tomarily performed by real estate professionals 
and the hours spent on it did not qualify as time 
spent on real estate property trades or businesses. 
Thus, the taxpayers failed to meet the 750-hour 
requirement, and the real estate losses were pas-
sive [DeGuzman v. United States, 147 F.Supp.2d 
274 (D. N.J. 2001)].

More Hours in Another 
Occupation
A California couple in a recent Tax Court case 
were also unable to prove that either one was a 
real estate professional. The husband was a com-
puter engineer, and the wife was a chiropractor 
who sold her business in mid-year. They owned 
one rental property (their former home) at the 
beginning of the year at issue. After retiring, the 
wife attended seminars and researched potential 
real estate investments. The couple bought three 
properties in Alabama and Louisiana in Decem-
ber and contracted with management companies 
to find tenants. The properties were eventually 
rented in March, April, and May of the follow-
ing year. The couple did not buy or sell any real 
estate in subsequent years.

Their tax return reported $312,311 of tax-
able wages and a $271,242 net loss from their 
rental real estate activities, which included 50% 
first-year depreciation for Gulf Opportunity 
Zone (GO Zone) property. The IRS challenged 
both the overall loss deduction and the deprecia-
tion deduction, asserting that the couple was not 
involved in the active conduct of a trade or busi-
ness in the GO Zone.

involved real estate. However, a change included 
in the Revenue Reconciliation Act of 1993 (Pub. 
L. No. 103-66) allows real estate professionals to 
treat their real estate rental activities as non-
rental trades or businesses. Thus, a qualifying 
owner can treat these activities as nonpassive if 
he or she meets a material participation test (dis-
cussed in the next section of this chapter) [I.R.C. 
§ 469(c)(7)].

An individual must meet two tests to qualify 
as a real estate professional:

1.  He or she must spend at least 750 hours 
during the year in real estate business activi-
ties, which include management, operation, 
development, redevelopment, construction, 
conversion, rental, leasing, and brokering.

2. More than half of all of the personal services 
that the individual performs in trades or busi-
nesses during the tax year must be devoted 
to real property trades or businesses in which 
the individual materially participates.

Claim Must Be 
Supported by Records

Good records that account for the time spent on 
all personal service activities are essential, espe-
cially when the taxpayer has another occupation. 
Tax Court holdings frequently note that the regu-
lations do not allow a post-event “ballpark guess-
timate” of time committed to participation in a 
rental activity.

■■ In Vandegrift v. Commissioner, T.C. Memo. 
2012-14, the court found the taxpayer 
“to be generally honest and forthright, 
but his time estimate is suspect given 
his employment as a salesman for an 
employer in a business unrelated to the 
real estate activity.”

■■ In Iovine v. Commissioner, T.C. Summary 
Opinion 2012-32, the court found that 
a log created after the fact by an airline 
pilot who also held an Illinois real estate 
broker’s license contained “a multitude of 
inaccuracies, such as listing work done on 
September 31, a nonexistent date.”

Litigation has involved both the 750-hour 
rule and the more than one-half of personal ser-
vices rule. 

Practitioner
Note
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Nonrental Business Activities

Activities that are not categorized as portfolio, 
rental, or an oil or gas working interest are trade 
or business activities that are subject to the mate-
rial participation tests. If the taxpayer materially 
participates in the activity, the income or loss is 
not passive. If the taxpayer does not materially 
participate, the profit or loss is passive.

Material Participation
Material participation requires regular, continuous, 
and substantial involvement in the activity’s opera-
tions. The following comments are based on the 
Senate Finance Committee’s General Explana-
tion of the Tax Reform Act of 1986.

■■ Because limited liability status generally pre-
cludes a limited partner from participating in 
the partnership’s business, a limited partner-
ship interest is intrinsically passive, except as 
provided in regulations. [This restriction is 
codified in I.R.C. § 469(h)(2).]

■■ Material participation is determined sepa-
rately for each tax year. In most cases, mate-
rial participation (or a lack thereof) is not 
expected to change from year to year.

■■ An estate or trust is treated as materially par-
ticipating (or actively participating in a rental 
real estate activity) if an executor or fiduciary 
meets the participation requirement in his 
capacity as executor or fiduciary.

Material Participation 
on Behalf of Trust

The trustee involvement requirement for a trust’s 
participation was held to be too narrow in a U.S. 
District Court case involving the operation of a 
ranch. The court held that the trust’s participation 
could be determined by reference to the partici-
pation of its agents and employees as well as its 
fiduciaries [Mattie K. Carter Trust v. United States, 
256 F.Supp.2d 536 (N.D. Tex. 2003)]. Regulations 
have not been issued on material participation 
for a trust, but a place has been reserved for them.

Practitioner
Note

The court noted that “whether a taxpayer 
is engaged in a trade or business is determined 
using a facts and circumstances test under which 
courts have focused on the following three pre-
conditions for the existence of a trade or business: 
(1) whether the taxpayer undertook the activity 
intending to earn a profit; (2) whether the tax-
payer is regularly and actively involved in the 
activity; and (3) whether the taxpayer’s activity 
has actually commenced.” After considering the 
facts and circumstances, the court held that the 
couple was not engaged in an active trade or busi-
ness during the tax year and was not entitled to 
GO Zone depreciation.

The discussion then turned to the passive loss 
issue. The court did not find any convincing evi-
dence that the wife spent more than one-half of 
her personal services in a real estate trade or busi-
ness or that she spent 750 hours in qualified real 
estate activities. Her log indicated that she spent 2 
hours every month depositing the rent check for 
the single California property, mailing the mort-
gage payment, and making the associated book-
keeping entries. The court did not find that claim 
to be credible [Jafarpour v. Commissioner, T.C. 
Memo. 2012-165].

Material Participation 
Required for 
Nonpassive Loss

After the real estate professional tests are met, 
the taxpayer must still satisfy a material participa-
tion test for each rental real estate activity that 
sustains a loss before the loss will be character-
ized as nonpassive. See Manalo v. Commissioner, 
T.C. Summary Opinion 2012-30, for a recent appli-
cation of this rule.

Real Estate  
Professional Rules

See pages 384–391 in the 2011 National Income 
Tax Workbook for a further discussion of the real 
estate professional rules. 

Practitioner
Note

Cross-
Reference
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Regulation Provides Seven Tests
Temp. Treas. Reg. § 1.469-5T adopts seven tests 
to determine material participation, and a tax-
payer who meets any one of the tests is deemed 
to materially participate in an activity. In general, 
any work the taxpayer performs in connection 
with an activity is treated as participation in the 
activity.

However, work that an owner performs is not 
treated as participation in the activity if both of 
the following statements apply (See DeGuzman v. 
United States, supra.):

1. The work is not a type of work that is cus-
tomarily done by the owner of that type of 
activity.

2. One of the main reasons the owner does the 
work is to avoid the disallowance of any loss 
or credit from the activity under the passive 
activity rules.

Work performed as an investor in an activity 
is not participation unless the investor is directly 
involved in the activity’s day-to-day management 
or operations. Work as an investor includes

■■ studying and reviewing financial statements 
or reports on operations of the activity;

■■ preparing or compiling summaries or analy-
ses of the finances or operations of the activ-
ity for the investor’s own use; and

■■ monitoring the finances or operations of the 
activity in a nonmanagerial capacity.

Married taxpayers generally may combine 
their services in determining whether they meet 
a material participation test, whether or not they 
file a joint return, although they cannot combine 
their services for the 750-hour real estate profes-
sional test.

The first four of the seven material participa-
tion tests are purely mechanical, requiring track-
ing the hours worked.

1. More Than 500 Hours

This standard requires the individual to partici-
pate in the activity for more than 500 hours dur-
ing the tax year.

Example 4.8 More Than 500 Hours  
of Participation

Sharon and Sandra Smith are sisters who formed 
a computer software development company that 
is located in Austin, Texas. Sharon lives in Bos-
ton, and Sandra lives in Austin. Both have other 
full-time occupations. Sharon is an engineer who 
designs and programs the software, and Sandra, 
who is a CPA, is the sales manager of the software 
company.

During the current tax year, the company’s 
first year of operations, Sharon spent 550 hours 
developing products, and Sandra spent 600 hours 
calling on potential customers and arranging 
advertising. Both Sharon and Sandra are material 
participants.

Substantiation of 
Hours Is Crucial

Substantiation of the hours worked in the activity 
is crucial. A full-time medical device sales repre-
sentative who owned a 35% interest in an S cor-
poration that operated a fast food restaurant did 
not maintain a contemporaneous log to establish 
his material participation using the 500-hour test. 
The Tax Court concluded that the hours claimed 
on the summary statement he submitted were 
questionable, and thus the losses were passive 
[Newhart v. Commissioner, T.C. Memo. 2001-289].

2. Sole Participant 

If an individual is the sole participant in an activ-
ity, or performs substantially all of the services 
provided by anyone in the activity for the tax 
year, that person’s participation is material.

Example 4.9 Sole Participant in Activity

Ray Jackson, a teacher who lives in a rural area 
of Indiana, owns a truck with a snowplow and 
contracts with some of his neighbors to plow their 
driveways. He maintains and drives the truck, and 
he has no employees or contractors in this busi-
ness. There was a mild winter during the current 
tax year, and he used the snowplow for only 10 
hours. He is nevertheless a material participant in 
his snowplowing business.

Practitioner
Note
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Example 4.11 Retired Partner’s Material 
Participation

Otto Sellers, a partner in an automobile dealer-
ship, completely retired at the end of 2010 after 
40 years in the business. His daughter has been 
general manager since his retirement, and Otto 
does not interfere. However, he retains a 60% 
general partnership interest.

Otto is treated as a material participant in the 
dealership for 2012, because he materially par-
ticipated for 5 of the prior 10 years. If he remains 
uninvolved in the business, by 2016 he will no 
longer be a material participant, because he will 
have materially participated in only 4 of the last 
10 years.

6. Material Participation in Personal  

Service Activity

An individual who materially participates in 
a personal service activity for at least 3 years is 
treated as a material participant for the rest of his 
or her life. An activity is a personal service activ-
ity if it involves the performance of personal ser-
vices in the fields of health (human or animal), 
law, engineering, architecture, accounting, actu-
arial science, performing arts, consulting, or any 
other trade or business in which capital is not a 
material income-producing factor.

Example 4.12 Personal Service Activity

Jim Scott retired from his medical practice after 
25 years, but he retains a partnership interest in 
the practice. He will always be treated as a mate-
rial participant in the medical partnership. 

The seventh and final test for material partici-
pation is somewhat nebulous. The examples in 
the regulations are of little help except to demon-
strate a lack of material participation.

7. Facts and Circumstances

An individual who does not satisfy any of the six 
objective tests but who participates in an activ-
ity for more than 100 hours may be treated as a 
material participant if, based on all the facts and 
circumstances, he or she participates on a regu-
lar, continuous, and substantial basis. The regu-
lations provide three rules regarding facts and 
circumstances:

3. More Than 100 Hours and Not Less  

Than Anyone Else 

A third test of material participation requires that 
the taxpayer participate for more than 100 hours 
in the activity, and that no other individual partic-
ipate for more hours. Participation by employees 
as well as owners must be considered in applying 
this standard.

4. Significant Participation: Multiple 

Activities Combined 

The 500-hour test can be met by combining dis-
parate activities if the taxpayer participated for 
more than 100 hours in each of the combined 
activities but did not meet any of the other six 
material participation tests for each included 
activity. These activities are known as significant 
participation activities, a term that materialized in 
the regulations. Generally, these activities can 
absorb passive losses only among themselves. 
Other aspects of significant participation activi-
ties that can lead to some strange results are dis-
cussed later in this chapter.

Example 4.10 Significant  
Participation Qualification

Jack Altrade is a full-time CPA who also owns 
a restaurant and a sporting goods store. In the 
current tax year, he spent 400 hours working 
at the restaurant and 150 hours working at the 
store. Employees of those ventures spend more 
time than Jack does in each of those activities. 
However, he is still treated as a material par-
ticipant in both the restaurant and the store, 
because each is a significant participation activ-
ity and his total participation in the two activi-
ties exceeds 500 hours.  

The next two tests are also objective, but they 
relate to past, rather than current, involvement.

5. Material Participation in 5  

of Last 10 Years

An individual who met one of the first four mate-
rial participation tests in any 5 of the prior 10 
years is considered a material participant in that 
activity for the current year.
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Management Rights Standard 

Although the owner’s liability is limited, an LLC 
interest is not always treated as a limited part-
nership interest. Prop. Treas. Reg. § 1.469-5 was 
issued November 28, 2011, several months after 
the IRS acquiesced in result only to a summary 
judgment opinion in Thompson v. United States, 87 
Fed.Cl. 728 (2009) [A.O.D. 2010-002, 2010-14 
I.R.B.].

Temp. Treas. Reg. § 1.469-5T(e)(3)(i), which 
was issued in 1998, focused on the interest hold-
er’s limited liability under state law. Prop. Reg. 
§ 1.469-5(e)(3)(i)(B) changes that emphasis, stat-
ing that the holder of a limited liability interest 
will be treated as a limited partner if he or she 
“does not have rights to manage the entity at 
all times during the entity’s taxable year under 
the law of the jurisdiction in which the entity is 
organized and under the governing agreement” 
[REG–109369–10, 2012-09 I.R.B. 434].

Apply Material Participation Tests 

Thompson followed Garnett v. Commissioner, 132 
T.C. 19 (2009), and Gregg v. United States, 186 
F.Supp.2d 1123 (D. Ore. 2000), as the third court 
opinion stating that an interest in an LLC is not 
the same as a limited partnership interest. The 
taxpayer in Thompson directly owned 99% of an 
LLC that was in the airplane charter business and 
indirectly owned the remaining 1% interest in 
the LLC through a wholly owned S corporation. 
The IRS argued that the taxpayer did not meet 
the restricted material participation requirements 
that apply to limited partners. However, both 
parties stipulated that if the LLC interest was not 
characterized as a limited partnership interest, 
the taxpayer could establish material participa-
tion using any of the seven tests. The claims court 
held that the taxpayer’s interest was not a limited 
partnership interest for purposes of the passive 
loss rules, and that even if it were treated as an 
interest in a limited partnership, the taxpayer 
should be treated as also holding a general part-
nership interest under Temp. Treas. Reg. § 1.469-
5T(e)(3)(ii). Consequently, the court held that the 
LLC owner could establish material participation 
using any of the seven tests.

In the earlier Garnett case, the Tax Court 
concluded that the taxpayer’s interest in the 
LLC should be treated as a general partnership 
interest. Quoting from legislative history (the 

1. A taxpayer who participates for 100 or fewer 
hours cannot be treated as materially partici-
pating under the facts and circumstances test.

2. A taxpayer’s management activities are not 
counted if
a. anyone else is compensated for manage-

ment services; or 
b. anyone else provides more hours of man-

agement services.

3. Satisfying a material participation test under 
another section of the Internal Revenue 
Code—such as the rules for self-employment 
tax (explained earlier in this chapter) or 
for estate tax special-use valuation—has no 
bearing on the material participation test for 
passive activities with two exceptions. If an 
individual meets the estate tax special valu-
ation requirements in I.R.C. § 2032A(b)(4) 
or (5), he or she will also meet the material 
participation test for the passive loss rules 
[Temp. Treas. Reg. § 1.469-5T(h)(2)].
a. I.R.C. § 2032A(b)(4) treats a retired or 

disabled farmer as materially participat-
ing if he or she materially participated for 
5 of the last 8 years preceding retirement 
or disability.

b. I.R.C. § 2032A(b)(5) treats the surviving 
spouse of a farmer as materially partici-
pating if the farmer met the requirements 
at the time of his or her death and the sur-
viving spouse actively participates in the 
farm business.

Limited Partnerships and LLCs
An individual who owns an activity as a limited 
partner can use only three of the seven tests 
to claim material participation in the activity— 
test 1 (the 500-hour test) and tests 5 and 6 (the two 
prior-year participation tests). A limited partner-
ship interest is still treated as a passive activity 
even if the limited partner satisfies material par-
ticipation test 2, 3, 4, or 7 for the tax year.

An individual is not treated as a limited part-
ner if he or she was also a general partner in the 
partnership at all times during the partnership’s 
tax year ending with or within the individual’s tax 
year (or, if shorter, during the portion of the part-
nership’s tax year in which the individual directly 
or indirectly owned the limited partner interest).
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■■ involve products or services that are gener-
ally provided together;

■■ have the same customers;
■■ have the same employees; or
■■ use a single set of books and records.

Consistency Requirements 
After activities are grouped into appropriate 
economic units, a taxpayer generally may not 
regroup those activities in a later tax year. The 
IRS requires disclosure (discussed later in this 
section) when activities are first grouped and 
when a taxpayer adds or disposes of any activi-
ties in a group. However, if the original group-
ing is clearly inappropriate or there is a material 
change in the facts and circumstances that makes 
the original grouping clearly inappropriate, the 
taxpayer must regroup the activities and comply 
with any disclosure requirements of the IRS.

If a grouping is not an appropriate economic 
unit and one of the primary purposes of the 
grouping is to avoid the passive activity rules, the 
IRS may regroup the activities.

Rental Activities

In general, a rental activity may not be grouped 
with a trade or business activity. Rental and non-
rental activities can be grouped together only if 
the activities form an appropriate economic unit and 
one of the following three statements is true:

1. The rental activity is insubstantial in relation 
to the trade or business activity.

2. The trade or business activity is insubstantial 
in relation to the rental activity.

3. Each owner of the trade or business activity 
has the same ownership interest in the rental 
activity.

If item 3 is true, the part of the rental activity that 
involves the rental of items of property for use 
in the trade or business activity may be grouped 
with the trade or business activity.

In general, an activity involving the rental of 
real property and an activity involving the rental 
of personal property cannot be grouped as a sin-
gle activity. However, they can be treated as a 
single activity if the personal property is provided 
in connection with the real property or the real 
property is provided in connection with the per-
sonal property.

Senate committee report previously cited), the 
court focused on state laws that prevent limited 
partners from actively participating in the part-
nership’s business. Because LLC members gen-
erally have no such constraints, the court said “it 
cannot be presumed that they do not materially 
participate.” The court then stated that a factual 
inquiry is needed to determine whether an LLC 
member meets any of the seven tests for material 
participation.

Grouping Activities

A taxpayer engaged in more than one activity 
can treat two or more trade or business activities, 
or two or more rental activities, as a single activ-
ity if they form an appropriate economic unit for 
measuring gain or loss under the passive activity 
rules.

Grouping activities into a larger activity allows 
the taxpayer to measure material participation 
in the activity as a whole, rather than separately 
in each one. Grouping can also be important in 
determining whether a taxpayer meets the 10% 
ownership requirement for actively participating 
in a rental real estate activity.

Appropriate Economic Unit
All the relevant facts and circumstances must 
be considered in determining whether activities 
form an appropriate economic unit. The follow-
ing factors have the greatest weight in determining 
whether activities form an appropriate economic 
unit, but all of them do not have to be positive to 
treat more than one activity as an economic unit. 
The factors to be considered are

■■ similarities and differences in the types of 
trades or businesses;

■■ extent of common control;
■■ extent of common ownership;
■■ geographical location; and
■■ interdependencies between or among 
activities.

Interdependencies may include the extent to 
which the activities

■■ buy or sell goods between or among 
themselves;
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A taxpayer who fails to file a required state-
ment will be treated as having made a timely 
disclosure if both of the following conditions are 
met:

1. The entries on all affected income tax returns 
are consistent with the claimed grouping.

2. The taxpayer made the required disclosure 
on the income tax return for the year in which 
the taxpayer first discovered the failure to 
disclose.

If the IRS discovers a failure to disclose, the 
taxpayer must have reasonable cause for not 
making the required disclosure. Otherwise, the 
IRS may ungroup or regroup the activities.

Written Statement Rules

The following disclosure requirements apply to 
tax years beginning after January 24, 2010 [Rev. 
Proc. 2010-13, 2010-4 I.R.B. 329]. 

■■ An individual taxpayer’s original income tax 
return for the first tax year in which two or 
more activities are originally grouped into a 
single activity must include a written state-
ment that provides the names, addresses, 
and employer identification numbers (EINs), 
if applicable, for each of the activities being 
grouped as a single activity. The statement 
must also contain a declaration that the 
grouped activities make up an appropriate 
economic unit for the measurement of gain 
or loss under the passive activity rules.

■■ If a new activity is added to an existing 
group, the taxpayer’s original income tax 
return for that tax year must include a 
written statement that provides the name, 
address, and EIN, if applicable, for the activ-
ity that is being added and for the activities 
in the existing group. The statement must 
also contain a declaration that the activities 
make up an appropriate economic unit for 
the measurement of gain or loss under the 
passive activity rules.

■■ If any activities are regrouped (allowed only 
if a change in facts and circumstances made 
the original grouping clearly inappropriate), 
the taxpayer’s original income tax return for 
the tax year must include a written statement 
that provides the names, addresses, and 
EINs, if applicable, for the activities that are 
being regrouped. If two or more activities 

Other Grouping Restrictions

In general, interests held as a limited partner or 
a limited entrepreneur in any of the following 
activities may not be grouped with any other 
activity in another type of business:

■■ Holding, producing, or distributing motion 
picture films or videotapes

■■ Farming
■■ Leasing any I.R.C. § 1245 property
■■ Exploring for, or exploiting, oil and gas 
resources

■■ Exploring for, or exploiting, geothermal 
deposits

Interests held as a limited partner or a limited 
entrepreneur in such activities may be grouped 
with other activities in the same type of business 
if the grouping forms an appropriate economic 
unit. A limited entrepreneur is a person who has an 
interest in an enterprise other than as a limited 
partner and does not actively participate in the 
management of the enterprise.

A personal service corporation, a closely held 
corporation, a partnership, or an S corporation 
must group its own activities. Once a partnership 
or S corporation groups its activities, a partner or 
shareholder in the entity may group those activity 
groupings with each other, with other activities 
conducted directly by the partner or shareholder, 
or with activities conducted through other enti-
ties. A partner or shareholder may not treat activ-
ities grouped together by an entity as separate 
activities.

A taxpayer may group an activity conducted 
through a personal service corporation or closely 
held corporation with other activities only to 
determine whether the taxpayer materially or 
significantly participated in those other activities.

A taxpayer may not group activities con-
ducted through a publicly traded partnership 
(PTP) with any other activity, including an activ-
ity conducted through another PTP.

Disclosure Requirements
Taxpayers are required to report to the IRS any 
changes they make to groupings during the tax 
year. If such changes are not reported, the IRS 
generally will treat each trade or business activity 
or rental activity as a separate activity. (The IRS 
may still regroup activities to prevent tax avoid-
ance pursuant to Treas. Reg. § 1.469-4.)
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and losses from all SPAs must be combined and 
treated as arising from one activity. Whether the 
net income or loss from the combined SPA is 
characterized as active or passive depends upon 
whether the combined SPA is profitable.

■■ If the net result is a loss, the loss is passive 
and can be deducted only to the extent of 
the taxpayer’s other passive income.

■■ If the net result is income, the net income is 
recharacterized as active, so that it cannot 
be used to deduct losses from the taxpayer’s 
other passive activities [Temp. Treas. Reg. 
§ 1.469-2T(f)(2)].

Other Recharacterized Income
Five other types of income are subject to rechar-
acterization as nonpassive income:

1. Net income from renting nondepreciable 
property, such as farmland or some parking 
lots; the income is considered nonpassive if 
less than 30% of the property’s unadjusted 
basis is depreciable [Temp. Treas. Reg. 
§ 1.469-2T(f)(3)]

2. Net interest income from a passive equity-
financed lending activity; lending is equity-
financed if the activity’s average liabilities do 
not exceed 80% of its interest-bearing assets 
[Temp. Treas. Reg. § 1.469-2T(f)(4)]

3. Net income from renting property inci-
dent to its development; the criteria for this 
test include renting the property for less than 
12 months before the date of its disposition, 
recognizing any gain from its disposition, and 
providing value-enhancing services to the 
property, such as construction, renovation, or 
lease-up services [Treas. Reg. § 1.469-2(f)(5)]

4. Net royalty income from an interest in a 
pass-through entity that was acquired after 
the entity created intangible property that it 
licenses [Temp. Treas. Reg. § 1.469-2T(f)(7)]

5. Net income from rental of property to a 
related entity for use in the taxpayer’s non-
passive trade or business [Treas. Reg. § 1.469-
2(f)(6)]

Item 5, often called the self-rental rule, rechar-
acterizes net income as nonpassive if property is 
rented by a materially participating owner to a 
business entity. This includes rentals 

are being regrouped into a single activity, 
the statement must contain a declaration that 
the regrouped activities make up an appro-
priate economic unit for the measurement of 
gain or loss under the passive activity rules. 
The statement must also contain an explana-
tion of the material change in facts and cir-
cumstances that made the original grouping 
clearly inappropriate.

Groupings by Entities

Partnerships and S corporations must comply 
with the disclosure instructions for grouping 
activities that are provided in Form 1065, U.S. 
Return of Partnership Income, or Form 1120S, 
U.S. Income Tax Return for an S Corporation, 
whichever is applicable, instead of the disclosure 
rules for new groupings, addition to an existing 
grouping, or regroupings that are applicable to 
individuals.

A partner or shareholder is not required to 
separately disclose the groupings disclosed by the 
entity unless the partner or shareholder takes one 
of the following actions:

■■ Groups together any activities that the entity 
does not group together

■■ Groups an entity’s activities with activi-
ties conducted directly by the partner or 
shareholder

■■ Groups an entity’s activities with activities 
conducted through another entity

A partner or shareholder may not treat activi-
ties grouped together by the entity as separate 
activities.

Recharacterization of Income

To counteract taxpayer efforts to generate pas-
sive income and active losses, the passive activity 
regulations recharacterize net income that arises 
from certain activities.

Significant Participation Activities
A trade or business activity in which a taxpayer 
participates for more than 100 but less than 500 
hours in a taxable year is a significant participa-
tion activity (SPA) if it does not satisfy one of the 
other material participation tests by itself. Income 
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his claim at trial that the activities should be 
grouped as a single activity.

Losses Remain Passive
Losses resulting from the rental of property to a 
controlled entity are still passive losses, and the 
self-rental rule prevents offsetting net income and 
net loss from multiple self-rentals. If a taxpayer 
owns two or more properties and rents them to 
different trade or business activities in which he or 
she owns an interest, the income and losses from 
each self-rented property must be considered 
separately, even though the properties might oth-
erwise constitute a single activity. If one produces 
income and the other produces a loss, they may 
not offset, because the net income is reclassified 
as nonpassive and the net loss is passive.

In Krukowski, supra, the taxpayer did not 
prevail in a grouping argument because he had 
not grouped the self-rentals on his tax return. In 
Carlos v. Commissioner, 123 T.C. 275 (2004), the 
taxpayer rented two personally owned proper-
ties to separate wholly owned S corporations, 
realizing net income from one and a loss from 
the other. He did group the activities on his tax 
return, but the Tax Court held that the self-rental 
rule prevents netting profitable and unprofitable 
self-rental activities even when a grouping elec-
tion is made.

Activities conducted at a single location may 
still be separate. An S corporation that sold petro-
leum products also leased retail fuel sites from 
its shareholders and subleased some parcels to a 
convenience store tenant. In a technical advice 
memorandum, the IRS concluded that the sub-
leasing activity was separate from the activity of 
selling products to the ultimate customers. Thus, 
the rental loss was a passive loss [T.A.M. 2000-
140-10 (December 20, 1999)]. The Tax Court 
reached a similar conclusion in Shaw v. Commis-
sioner, T.C. Memo. 2002-35. 

Example 4.14 Never the Twain Shall Meet

Clyde Bonney owns two parcels of land, each 
with a building. He rents one to Oneco, Inc. and 
the other to Twoco, Inc., two S corporations in 
which he owns stock. The rental to Oneco pro-
duces a net loss, and the rental to Twoco pro-
duces net income.

Clyde must treat the net rental income from 
Twoco as nonpassive, but his net loss from the 

■■ by a shareholder to the S corporation or 
C corporation; 

■■ by a partner to the partnership; or 
■■ by an LLC member to the LLC. 

Thus, the net rental income may not be offset 
by passive activity losses. A loss incurred on this 
type of rental is still a passive loss.

Example 4.13 Self-Rental Rule

Dr. Chester Zee incorporated his medical prac-
tice and personally owns the office building that 
the practice rents. If he incurs a net loss from the 
rental, the loss is passive. However, if the rental 
income exceeds the related expenses, so that Dr. 
Zee realizes net income, the net income is treated 
as nonpassive so that it cannot offset losses from 
other passive activities. 

This rule is designed to prevent a taxpayer 
from creating a tax shelter by charging excess 
rent that reduces active business income. The 
courts that have considered the issue of reclassify-
ing self-rental income have upheld the regulation.

■■ A U.S. district court and the Fifth Circuit 
Court of Appeals held that a sole sharehold-
er’s lease of an office building to his C corpo-
ration (a law firm) did not generate passive 
activity income [Fransen v. United States, 191 
F.3d 599 (5th Cir. 1999), aff’g 82 A.F.T.R. 2d 
(RIA) 98-6621 (E.D. La. 1998)]. 

■■ The First Circuit Court of Appeals upheld 
the Tax Court’s decision that a sole share-
holder’s net rental income from leasing 
rehabilitated mills to his C corporation (a 
clothing manufacturer) was nonpassive 
[Sidell v. Commissioner, 225 F.3d 103 (1st Cir. 
2000), aff’g T.C. Memo. 1999-301].

■■ The Tax Court was upheld by the Seventh 
Circuit Court of Appeals in ruling that an 
attorney’s net income from leasing an office 
building to his law firm (a solely owned 
C corporation) could not offset a loss from 
renting another building to a health club that 
he wholly owned through a different C cor-
poration [Krukowski v. Commissioner, 114 
T.C. 366 (2000), aff’d 279 F.3d 547 (7th Cir. 
2002)]. Because he had not elected to treat 
the rental activities as a single activity on his 
income tax return, the court did not consider 
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rental to Oneco is passive. It may be deducted 
only if another passive activity loss rule allows the 
deduction. 

Self-Charged Interest
Interest income is generally characterized as 
portfolio income that an S corporation or part-
nership must report separately to its owners. Port-
folio income cannot be offset by passive activity 
losses, but it can be offset by investment interest 
expense. This creates an imbalance when a tax-
payer lends money to a flow-through entity and 
the entity uses the money in a passive activity that 
reports a loss for the year. The interest income 
the entity pays to the owner-lender is portfolio 
income, and yet its payment contributed to the 
entity’s passive loss. Thus, although the owner-
lender must report the interest income, he or she 
may not be able to deduct the passive activity loss.

In anticipation of this possibility, the IRS was 
authorized to write regulations rectifying the situ-
ation. Treas. Reg. § 1.469-7 allows a person who 
is on both sides of this arrangement to recharac-
terize the interest income as passive activity gross 
income. The loan giving rise to the interest must 
be traced to a passive activity; there is no rechar-
acterization allowable to the extent that the bor-
rowed funds were used for other purposes.

The only self-charged expense item covered 
by the regulation is interest. A taxpayer who 
attempted to recharacterize a self-charged man-
agement fee failed to win his case at the appel-
late level. The taxpayer owned an interest in 
numerous entities that conducted passive rental 
activities. He also owned an interest in an S cor-
poration that provided management services to 
the other entities. He materially participated only 
in the S corporation. When reporting his income 
from the S corporation, he deducted the manage-
ment fees paid by the other entities.

The Tax Court found this treatment to be rea-
sonable, but the IRS appealed, and the appellate 
court reversed the lower court’s decision, finding 
“nothing in the plain language” of I.R.C. § 469 to 
permit the recharacterization [Hillman v. Commis-
sioner, 114 T.C. 103 (2000), rev’d, Hillman v. IRS, 
250 F.3d 228 (4th Cir. 2001)].

Suspended Losses 

Losses and credits that are not currently deduct-
ible because of the passive loss limitations are 
suspended and carried forward to be treated as 
deductions and credits from passive trade or busi-
ness activities in the next year. 

Allocations to Activities
If a taxpayer has more than one passive activity 
with a loss for any given year, the amount of loss 
that is suspended for each activity is determined 
on a pro rata basis. This can be a two-stage com-
putation, requiring allocation both among the 
activities and within an activity if it includes more 
than one type of loss.

The portion of an activity’s loss that is sus-
pended and carried forward is determined by the 
ratio of net losses from that activity to the total net 
losses from all of the taxpayer’s passive activities 
for the tax year. Tracking the suspended losses 
for any particular activity is necessary because the 
activity’s losses are allowed in full upon a qualify-
ing disposition, as discussed in the next section 
of this chapter. The allocations among activities 
and among losses within an activity are illustrated 
in Examples 4.15 and 4.16, which are based on 
Temp. Treas. Reg. § 1.469-1T(f)(2).

Example 4.15 Allocation of Loss  
between Activities

An individual holds interests in three passive 
activities (A, B, and C). Activities A and B resulted 
in losses, whereas activity C had net income for 
the tax year. The gross income and deductions 
for each activity are shown in Figure 4.4.
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The $21,000 net passive activity loss is disal-
lowed, so ratable portions of the losses from activ-
ities A and B are disallowed. The A and B losses 

FIGURE 4.4 Summary of Passive Activities

A B C Total

Gross income $  7,000 $    4,000  $12,000  $ 23,000
Deductions  (16,000)     (20,000)      (8,000)     (44,000)
Net income (loss) $ (9,000)  $(16,000)  $   4,000 $(21,000)

    

FIGURE 4.5 Allocation between Activities

Passive 
Activity Allocation Formula

Disallowed 
Loss

A $21,000 × ($ 9,000 ÷ $25,000) $  7,560
B $21,000 × ($16,000 ÷ $25,000)   13,440

Total $21,000

 

Thus, the taxpayer can deduct $1,440  
($9,000 – $7,560) of the activity A loss and 
$2,560 ($16,000 – $13,440) of the activity B loss 
to offset the $4,000 passive income from activ-
ity C. The $21,000 suspended loss is allocated 
$7,560 to activity A and $13,440 to activity B. 
The suspended losses are netted with income or 
losses from the activities in the following year, 
and the passive loss limits are again applied.

Example 4.16 Allocation of Loss  
within Activity

The $9,000 total loss in Example 4.15 from activ-
ity A was composed of two parts, a $4,000 ordi-
nary loss and a $5,000 I.R.C. § 1231 loss on sale 
of an asset. The $1,440 allowable loss and the 
$7,560 carryover loss must be allocated between 
the two loss components to determine the cur-
rent-year deduction and carryover amount for 
each part. Figure 4.6 shows these allocations.

FIGURE 4.6 Allocation within Activity A

Ordinary deductions in excess of gross income $4,000  
I.R.C. § 1231 loss on sale of one asset 5,000 
Total loss $9,000
Amount disallowed in loss year (7,560)
Amount allowed in loss year $1,440

 
Apportioned to ordinary deductions [$1,440 × ($4,000 ÷ $9,000)] 640
Apportioned to I.R.C. § 1231 loss [$1,440 × ($5,000 ÷ $9,000)] 800
Total amount allowed in loss year $1,440

 
Carryover to succeeding year $7,560

 
Apportioned to ordinary deductions [$7,560 × ($4,000 ÷ $9,000)] $3,360
Apportioned to I.R.C. § 1231 loss [$7,560 × ($5,000 ÷ $9,000)] 4,200
Total carryover loss $7,560

 

total $25,000, and the disallowed portion of each 
loss is determined as shown in Figure 4.5.
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Disposition of Entire Interest 
Disposition of a taxpayer’s entire interest in a pas-
sive activity often allows the taxpayer to recognize 
any loss associated with the activity. The disposi-
tion must be made in a completely taxable trans-
action, and it may not be made to a related party. 
When this occurs, all of the activity’s losses—both 
its current-year losses and its suspended losses—
are taken out of the passive activity category, 
reverting to the active category. This includes any 
loss realized on the disposition. 

Disposition at a Loss 

A loss recognized on disposition of a passive 
activity is not treated as a passive activity loss. It 
does not absorb any income from other passive 
activities, so that the income from the other pas-
sive activities is available to absorb losses from 
other passive activities.

Disposition at a Gain 

A gain on the disposition is treated as gross 
income from a passive activity. After it absorbs 
any suspended losses from the same activity, it 
becomes available for allowing losses from other 
passive activities.

Example 4.17 Order of Loss Deductions

Mark Wells disposed of his interest in ThreeCo, 
a passive activity, in a completely taxable sale, 
recognizing a $50,000 gain. ThreeCo had a 
$35,000 total suspended loss from prior years. 
Mark’s $50,000 gain on ThreeCo’s disposi-
tion is reduced by the deduction of its $35,000 
suspended loss.  The remaining $15,000  
($50,000 – $35,000) of passive income then 
became available to absorb up to $15,000 of 
losses from other passive activities.

Capital Loss  
Deduction Limit

If the entire disposition of a passive activity results 
in a capital loss, the loss is subject to the usual 
capital loss deduction limits. If the disposition is 
not a complete disposition of the passive activ-
ity, the capital loss must qualify under the passive 
activity loss rules before it may be netted against 
capital gains.

Practitioner
Note

Precedence of Other Rules
Activities that are subject to the hobby loss or 
business use of home rules are not subject to the 
passive activity loss rules [Treas. Reg. § 1.469-2(c)
(7)(vii) and (d)(2)(xii)]. 

Permanent 
versus Temporary 
Disallowance

As cumbersome and restrictive as the passive 
activity loss limits are, they are in fact more lib-
eral than some other limitations, particularly the 
hobby loss rules. Future events can bring passive 
activity losses out of suspension and allow their 
deduction. There is no such relief provision for 
hobby loss limitations.

Disposition of Passive Activity

An activity’s suspended losses are allowed in full 
when the taxpayer disposes of his or her entire 
interest in the activity. (Remember, they have 
already reduced the taxpayer’s basis and amount 
at risk in the earlier year, passing first and sec-
ond bases before they were stopped at third base 
by the passive loss limit.) Recognition of the sus-
pended losses is still subject to other limits on 
deductions, such as the capital loss recognition 
limit [I.R.C. § 469(g)]. A partial disposition of an 
interest does not trigger all suspended losses.

Credits Still Carry 
Forward after 
Disposition

Suspended credits are not allowed in full when 
the taxpayer disposes of his or her entire interest 
in a passive activity—they continue to be carried 
forward and can be used to offset income tax due 
on other passive activities.

Alternatively, to the extent that the credit 
has not been allowed, the taxpayer can elect to 
increase the activity’s basis for gain or loss on 
disposition by the amount of the original basis 
reduction due to the credit. The amount that is 
restored to basis then reduces the remaining 
credit that is carried forward.

Practitioner
Note

Practitioner
Note
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flow, the increase in depreciation due to the basis 
step-up at Martha’s death created losses for fed-
eral income tax purposes. Sam and Sue were able 
to use the $25,000 special allowance for rental real 
estate and benefited from the tax deduction. Stu’s 
MAGI exceeded the limit, and because he had no 
passive income, his losses were suspended.

Stu wanted to sell the property, but Sam and 
Sue wanted to keep it, so they agreed to purchase 
Stu’s one-third share. A stagnant real estate mar-
ket meant Stu had no gain on the sale, so his 
suspended losses from prior years will remain 
suspended until he has some passive income or 
until Sam and Sue sell the cottage to an unre-
lated party.

Transfer of Interest Due to Death

A transfer of a taxpayer’s interest in an activity 
due to his or her death causes suspended losses to 
be allowed as a deduction on his or her final return 
to the extent they exceed the amount of any basis 
increase under I.R.C. § 1014. Suspended losses 
are eliminated to the extent of the basis increase.

Installment Sale of Entire Interest

An installment sale of the taxpayer’s entire inter-
est in an activity in a fully taxable transaction trig-
gers the allowance of suspended losses, but they 
are not fully recognized that year. The losses are 
allowed each year that payments are received in 
the ratio that the gain recognized in each year 
bears to the total gain on the sale.

Activity No Longer Treated as Passive

Circumstances may arise that terminate the appli-
cation of the passive loss rules to a specific activity. 
For example, an individual may begin materially 
participating in a trade or business activity that 
previously generated net passive losses. When 
this occurs, the previously suspended losses 
remain suspended and continue to be treated as 
passive activity losses. But unlike passive activ-
ity losses generally, these suspended losses can 
offset income from the same activity that is real-
ized after it ceases to be a passive activity for the 
taxpayer. The taxpayer must be able to show that 
the income and loss are from the same activity.

Disposition by Gift 

A gift of all or part of a taxpayer’s interest in a 
passive activity does not trigger suspended losses 
because it is not a taxable disposition.

■■ If a taxpayer gives away his or her entire 
interest in passive activity property, he or 
she can never make a taxable disposition of 
it, so any suspended losses are added back to 
the basis of the property immediately before 
the gift. They do not transfer to the donee as 
suspended losses.

■■ If the taxpayer gives away only a portion of 
his or her interest, an allocable portion of 
the suspended losses is added to the donee’s 
basis. The remainder of the losses (the por-
tion allocable to the interest retained by the 
donor) continues to be suspended in the 
donor’s hands.

■■ The donee’s treatment of subsequent deduc-
tions from the activity depends on whether 
the activity is treated as passive in the 
donee’s hands.

Related Party Transactions

Disposing of an entire interest in a passive activ-
ity to a related party does not trigger suspended 
losses even if the disposition is otherwise a fully 
taxable transaction. Because a related party 
transaction is not treated as a disposition of the 
activity, the suspended losses remain with the 
taxpayer and can be offset by income from the 
taxpayer’s other passive activities. Any losses that 
are still suspended at the time the related party 
buyer resells the passive activity to an unrelated 
party can then be deducted by the original seller, 
as long as the original seller has disposed of all of 
his or her interest in the activity.

Example 4.18 Sale to Related Party

Martha James owned a lake cottage where her 
family vacationed each summer. After she retired, 
she began renting it in 2-week segments to pro-
duce additional income. She generally was able 
to rent it for 24 weeks each year, while reserving 
2 weeks for her own family’s use. When she died 
at age 95, her will transferred ownership of the 
cottage to her three children, Sam, Stu, and Sue. 

For 5 years the children continued to rent 
the cabin to their mother’s longtime tenants. 
Although the rentals still produced a positive cash 
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loss is a capital loss, it is subject to the capital loss 
deduction limits after application of the passive 
activity loss limits.

Example 4.19 Sale of Partial Interest

Jerry Jeffers owned a one-third interest in a part-
nership engaged in a rental activity. He did not 
actively participate, so he did not qualify for the 
$25,000 rental real estate allowance. Before sell-
ing 40% of his one-third interest in the partnership 
in 2012, Jerry had a $40,000 suspended passive 
loss from the activity. He realized a $10,000 capi-
tal loss on the sale.

The sale is not an event that allows him to 
recognize his suspended losses, because it is not 
a complete disposition of his interest. His total 
income from other passive activities in the year 
of sale is $20,000, and he has no income or loss 
from his retained interest in the partnership.

The $20,000 passive activity income is two-
fifths of Jerry’s $50,000 ($40,000 + $10,000), total 
loss, so it permits Jerry to recognize two-fifths of 
his suspended ordinary losses and capital loss. 
His treatment of the losses is shown in Figure 4.7.

Like-Kind  
Exchanges

Losses generally are not triggered by I.R.C. § 1031 
like-kind exchanges of the taxpayer’s entire inter-
est in an activity, because the exchange is not a 
fully taxable disposition. To the extent that boot 
is recognized as income, losses are triggered  
[S. Rep. 99-313, at 726–27]. Legislative history 
indicates that the remaining suspended losses 
attach to the replacement property and can be 
offset by subsequent income from the replace-
ment property.

Sale of Partial Interest
Gain recognized on the transfer of a partial inter-
est in a passive activity is treated as being from 
a passive activity. It may be offset by losses and 
credits from passive activities, but transfers of par-
tial interests do not trigger all suspended losses 
from the activity.

A loss recognized on the transfer of a partial 
interest in a passive activity is subject to the usual 
passive activity loss limits on deductibility. If the 

Practitioner
Note

FIGURE 4.7 Loss Allocation for Sale of Partial Interest

Character of Loss
Losses from  
Partnership

Fraction        
Recognized

Allowable Ordinary  
and Capital Losses

Loss  
Carryforward

Suspended ordinary loss $40,000 2/5 $16,000 $24,000
Capital loss   10,000 2/5     4,000      6,000
Total loss $50,000 $20,000 $30,000

   

The $16,000 ordinary loss is fully deductible, 
but if Jerry has no capital gains in 2012, he can 
deduct only $3,000 of the $4,000 otherwise allow-
able capital loss. The remaining $1,000 is carried 
forward as a capital loss carryover that is no lon-
ger subject to the I.R.C. § 469 limits.

Jerry also carries forward as suspended pas-
sive losses the remaining $24,000 ordinary loss 
and the $6,000 capital loss until he either has pas-
sive income or disposes of his entire interest in 
the partnership. The $6,000 capital loss is subject 
to the capital loss deduction limit when it is no 
longer suspended under I.R.C. § 469. 

Grouping’s Effect on 
Loss Recognition

If two activities are grouped into one larger activ-
ity and the taxpayer disposes of one of the two, 
the taxpayer has disposed of only part of his or 
her entire interest in the activity. But if the two 
activities were not grouped and the taxpayer dis-
poses of one of them, he or she has a complete 
disposition for full loss recognition.

Practitioner
Note
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Net Business Income
Business income includes salaries, wages, rents, 
commissions, and farm income. Business deduc-
tions include employee business expenses, mov-
ing expenses, state and local income taxes on net 
business income, losses on I.R.C. § 1244 stock, 
and the taxpayer’s share of a partnership, LLC, 
or S corporation business loss. All casualty losses 
are treated as business deductions and thus are 
included in the NOL.

Net Nonbusiness Income
Nonbusiness income includes interest, dividends, 
pensions, annuities, and some royalties. Nonbusi-
ness deductions include the standard deduction, 
IRA contributions, Keogh plan contributions, 
alimony, medical expenses, taxes, interest, and 
charitable contributions.

Because nonbusiness losses cannot be car-
ried to other years under the NOL rules, the 
NOL computation allows nonbusiness deduc-
tions to be considered only to the extent of non-
business income [I.R.C. § 172(d)(4)]. This rule is 
implemented on the Form 1045, Application for 
Tentative Refund, Schedule A—NOL, by starting 
with the tax return taxable loss and adding back 
nonbusiness deductions that exceed nonbusiness 
income.

If nonbusiness capital gains exceed nonbusi-
ness capital losses, the excess nonbusiness capital 
gains increase the taxpayer’s nonbusiness ordi-
nary income for the purpose of allowing nonbusi-
ness deductions.

Capital Losses
Because capital losses are carried forward under 
separate rules, they are deductible in comput-
ing an NOL only to the extent of capital gains 
[I.R.C. § 172(d)(2)(A)]. Schedule A—NOL (Form 
1045) implements this rule by adding back capital 
losses in excess of capital gains.

RUN SCORED: TAX BENEFIT FROM LOSS This section briefly 
summarizes the net operating loss computation for an individual taxpayer.

A taxpayer can run the bases (the basis, at-risk, 
and passive activity loss) and still not score by 
getting a tax benefit unless the taxpayer has 
income that can be reduced by the allowable 
deduction. Congress has never enacted a truly 
negative income tax that automatically entitles a 
person with negative taxable income to a refund. 
Instead, a taxpayer may be able to use negative 
income from one year as a deduction in another 
year. This requires calculating a net operating loss 
(NOL) and then determining the income years in 
which it may be claimed as a deduction.

Alternative Tax  
NOL

See the “Business Issues” chapter of this book for 
a review of the alternative minimum tax NOL. 

Calculation of NOL

Negative taxable income does not necessarily 
mean there is an NOL. The computation of an 
individual NOL is complicated because the rules 
allow only business losses to be carried to another 
year. The NOL rules also prevent duplication of 
losses that are carried to another year under other 
tax law provisions, such as the capital loss rules.

An NOL is the excess of deductions over 
income, modified to obtain the taxpayer’s true 
business loss. In general, the taxpayer must sepa-
rate nonbusiness from business items, and modify 
the negative taxable income to eliminate invest-
ment expenses, itemized deductions, and exemp-
tion deductions.

Personal and 
Dependent Exemption 
Deductions

Personal and dependent exemption deductions 
are not allowed in computing an NOL [I.R.C. 
§ 172(d)(3)]. Therefore, they are not allocated to 
either business or nonbusiness deductions.

Cross-
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Carryover Periods

For tax years beginning before 1998, the general 
carryover period for NOLs was back 3 years and 
forward 15 years. For tax years beginning after 
1997, the general period is back 2 years and for-
ward 20 years. However, Congress occasionally 
enacts special provisions for certain situations. 
Different carryback periods apply to NOLs aris-
ing from the items shown in Figure 4.8. 

A taxpayer may elect to forgo the carryback 
period and carry a loss forward only [I.R.C. 
§ 172(b)(3)].

Carryback or 
Carryforward?

Usually, a carryback is preferable to a carryfor-
ward because it results in a certain and quick tax 
refund. In making the choice, a taxpayer should 
try to determine the years with the highest tax 
rate and use as much of the NOL deduction as 
possible in those years.

If the carryback years were taxed at very low 
rates, and the year following the NOL is likely to 
produce high income and a high tax rate, the tax-
payer may want to opt for the carryforward only.

Because an NOL is absorbed to the extent of 
modified taxable income, but its tax benefit is 
limited to taxable income, taxpayers should avoid 
carrying an NOL to a year in which modified tax-
able income is much greater than taxable income.

Substantiation  
of NOL

Taxpayers must maintain accurate records show-
ing how an NOL arose and how it was used in the 
carryback and carryforward years for the entire 
period that any return showing an NOL deduction 
can be examined. An IRS agent examining a return 
that includes an NOL deduction will request veri-
fication. The Tax Court has noted that deductions 
are a matter of legislative grace and the taxpayer 
bears the burden of proof for an NOL’s existence, 
amount, and year [United States v. Olympic Radio 
& Television, Inc., 349 U.S. 232 (1955); Keith v. 
Commissioner, 115 T.C. 605 (2000)].

Practitioner
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Capital Gains
Nonbusiness capital gains are subject to two net-
ting rules, because they can be used in the NOL 
computation to offset nonbusiness deductions 
or any type of capital losses. Schedule A—NOL 
(Form 1045) first nets nonbusiness capital gains 
and losses. If nonbusiness capital gains exceed 
nonbusiness capital losses, the excess is used to 
allow other nonbusiness deductions. If there are 
still excess nonbusiness capital gains after non-
business deductions are allowed, the remainder 
is used to allow business capital losses.

If gain was recognized on the sale of any 
I.R.C. § 1202 small business stock, the excluded 
portion of that gain is added back.

Domestic Production Activities 
Deduction 
In an ironic twist, the I.R.C. § 199 domestic pro-
duction activities deduction (DPAD) is not treated 
as a business deduction for calculating an NOL 
[I.R.C. § 172(d)(7)]. However, because the DPAD 
is based in part on taxable income from business 
activities, and a business loss is required for there 
to be an NOL, this is not likely to be a frequently 
encountered situation. It does affect the carryover 
of losses from an earlier year to a later year, and 
in essence means that the carryforward loss is 
reduced by the carryback-year DPAD.

Other NOL Deductions
No NOL deduction (carried from another year to 
the current year) may be deducted in computing 
the current-year NOL.

Tax Program Software 
Worksheets

Tax software programs have worksheets to cal-
culate NOLs, but the flow-through amounts on a 
worksheet may be incorrect. The amounts should 
be verified for accuracy.

Practitioner
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Filing for Carryback Refund

There are two options for filing a claim for a 
refund based on an NOL carryback.

1. The taxpayer may file a Form 1040X, 
Amended U.S. Individual Income Tax 
Return, for each carryback year. The dead-
line for filing these returns is 3 years after 
the due date (including extensions) for Form 
1040 for the loss year.

2. An easier option that may result in a quicker 
refund is filing a Form 1045 covering all of 
the carryback years. The deadline is shorter: 
Form 1045 must be filed by the end of the first 
year after the loss year ends.

In either case, Form 1040 must be filed for the 
loss year to establish the NOL before the IRS can 
process a carryback claim. 

FIGURE 4.8 Carryback Period by Type of Loss

Type of Loss
Carryback 

Period Citation

Real estate investment trusts (REITs) None I.R.C. § 172(b)(1)(B)
Specified liability losses [product liability losses, plus (for accrual basis 

taxpayers) losses resulting from expenses required by federal or 
state law for dismantling oil rigs, decommissioning nuclear power 
plants, reclaiming land, remediating environmental contamination, 
and paying worker’s compensation] 

10 years I.R.C. § 172(b)(1)(C)
I.R.C. § 172(f)

Casualty and theft losses of individual taxpayers 3 years I.R.C. § 172(b)(1)(F)(ii)(I)
Small business (gross receipts less than $5 million) losses in 

presidentially declared disaster areas
3 years I.R.C. § 172(b)(1)(F)(ii)(II)

Farming losses 5 years I.R.C. § 172(b)(1)(G)
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SCHEDULE C  
(FORM 1040) ISSUES
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INTRODUCTION Underreporting by sole proprietors represents the 
largest single category of the tax gap. This chapter discusses several 
Schedule C (Form 1040) reporting issues.

In January 2012, the IRS released tax gap esti-
mates for tax year 2006. The gross tax gap esti-
mate increased more than $100 billion, to $450 
billion for 2006 from the $345 billion estimate for 
tax year 2001. The IRS said the voluntary compli-
ance rate, however, was statistically unchanged, 
at 83.1% compared to 83.7%.

Underreporting on individual returns was 
estimated to be $235 billion, and more than one-
half of that amount—approximately $122 billion—
was blamed on underreported business income. 
The tax gap analysis also concluded that about 
$57 billion of self-employment (SE) tax liability 
was not reported.

Introduction . . . . . . . . . . . . . . . 127
Issue 1: Worker  

Classification . . . . . . . . . . . . 128
Issue 2: Verifying Income . . . . . 136

Issue 3: Hobby Losses . . . . . . . . 140
Issue 4: Travel Expenses . . . . . . 144
Issue 5: Car and Truck  

Expenses . . . . . . . . . . . . . . . . 149

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

Tax Gap  
Statistics

See the “IRS Issues” chapter in this book for a 
table showing the 2006 tax gap components.

This chapter focuses on several areas related 
to Schedule C (Form 1040), Profit or Loss 
From Business (Sole Proprietorship), reporting, 
including worker classification, income from 
cash-intensive businesses, hobby losses, travel 
expenses, and car and truck expenses. It includes 
five learning objectives. The expectation is that 
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ISSUE 1: WORKER CLASSIFICATION This issue reviews the rules for 
deciding whether a worker is an employee.

A perennial question for workers and businesses 
is whether workers are employees or indepen-
dent contractors. If a worker is an employee, the 
employer is responsible for withholding income 
tax and the employee’s share of FICA taxes, and 
paying a matching share of FICA taxes, plus fed-
eral and state unemployment taxes. An indepen-
dent contractor is responsible for paying his or 
her own income and SE taxes.

Treas. Reg. § 31.3121(d)-1(c)(1) states,

Every individual is an employee if under 
the usual common law rules the relation-
ship between him and the person for 
whom he performs services is the legal 
relationship of employer and employee.

Treas. Reg. § 31.3121(d)-1(c)(2) states in part,

Generally such relationship exists when 
the person for whom services are per-
formed has the right to control and direct 
the individual who performs the services, 
not only as to the result to be accom-
plished by the work but also as to the 
details and means by which that result is 
accomplished.

Treas. Reg. § 31.3121(d)-1(c)(3) states that 
in doubtful cases the existence of an employer-
employee relationship is determined after an 
examination of the facts of each case.

Common Law Factors

Rev. Rul. 87-41, 1987-1 C.B. 296, outlines 20 
common law factors drawn from prior rulings 
and case law for determining whether a worker is 
an employee. To clarify their application, the IRS 
has divided them into three categories:

after completing this session, participants will be 
able to perform the following job-related actions:

1. Identify factors that indicate whether a worker 
is an employee or an independent contractor

2. Recognize clues that arouse suspicion of 
unreported income

3. Assist clients in deciding whether an activity’s 
losses are open to an I.R.C. § 183 challenge

4. Determine whether a work assignment is tem-
porary so that travel expense is deductible

5. Calculate the allowable deduction for busi-
ness use of a vehicle

1. Behavioral control
2. Financial control
3. Relationship of the parties

The importance of individual factors within 
the three categories depends on the occupation 
and the factual context in which the services are 
performed. No single factor is decisive. There is 
no magic number for making the determination, 
so each factor must be considered and the reason-
ing documented.

Behavioral Control
Does the business have the right to direct and 
control how the worker does the work? More 
control by the business makes it more likely that 
the worker is an employee. The key areas for 
behavioral control are instructions and training. 
The more detailed the instructions, the more con-
trol the business exercises over the worker.

■■ Is the worker told only what should be done, 
rather than how it should be done?

■■ Can the worker choose where to purchase 
supplies and equipment, or what assistants to 
hire to complete the job?

■■ Can the worker choose what tools to use, or 
how, where, and when to do the work?

■■ What is the basis for evaluating the worker 
and the work product? (Is the end result all 
that counts?)

■■ Is training provided or required by the busi-
ness? When a business trains the worker 
to do a job in a particular manner, an 
employer-employee relationship is often 
indicated. If the training includes company 
procedures and methods, the evidence is 
even stronger.
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Financial Control
Does the business control the financial aspects of 
the worker’s job?

■■ A significant investment by the worker is cer-
tainly a factor, but it is not necessarily the 
defining one. Some mechanics and construc-
tion workers who are employees spend large 
amounts on tools and equipment. Some 
independent contractors have little invested 
in equipment because of the nature of their 
work.

■■ Who bears the expenses? Employees are 
not always reimbursed for expenses, but a 
worker who incurs a high amount of unreim-
bursed business expenses is more likely to be 
an independent contractor.

■■ Does the worker have an opportunity for profit 
or loss? Employees are frequently paid by the 
unit (such as an hour, a week, or an amount 
produced), whereas independent contractors 
often charge a flat fee for an entire project.

Relationship of the Parties
A written contract stating that the worker is not an 
employee is not sufficient evidence per se for the 
IRS to accept a worker’s status, but an agreement 
between the worker and the business can be sig-
nificant if it is difficult to determine the worker’s 
status after consideration of other facts.

■■ Are employee-type fringe benefits (such as vaca-
tion pay, insurance, and retirement plan con-
tributions) provided to the worker?

■■ How long has the work relationship contin-
ued, and is it exclusive?

■■ Are the services provided by the worker a 
key aspect of the payer’s normal business 
activity?

Independent contractors generally make 
their services available to the market and may 
even advertise and maintain a business location.

Request for IRS Determination

A business often prefers to treat workers as 
contractors to avoid the requirements for filing 
employment tax returns and paying employ-
ment taxes. A worker may prefer to be treated 

as a contractor because of more favorable provi-
sions for deducting business expenses. However, 
the business must evaluate the facts and cir-
cumstances. If an employer treats workers who 
should be classified as employees as independent 
contractors, the employer can be liable for back 
taxes and penalties.

If a business cannot determine whether a 
worker qualifies as an independent contractor 
after weighing the facts and circumstances, it can 
file Form SS-8, Determination of Worker Status 
for Purposes of Federal Employment Taxes and 
Income Tax Withholding, with the IRS to request 
a ruling. There is no fee, but the determination 
can take several months.

The request can be made by either the busi-
ness or the worker. If the worker files Form SS-8, 
the IRS asks the business to complete the form 
as well, so that each party has an opportunity 
to present its statement of facts. A business may 
submit the form for a class of workers, but each 
worker in the class must be identified.

Section 530 Relief

If employees have been misclassified as contrac-
tors, a business can face significant employment 
tax liabilities. However, a business can sometimes 
be relieved of employment tax responsibilities 
and allowed to continue treating an employee as 
an independent contractor after an employment 
tax examination. Section 530 of the Revenue Act 
of 1978, Pub. L. No. 95-600, as amended by sub-
sequent legislation, provides three criteria for this 
relief—consistency in reporting, substantive con-
sistency, and reasonable basis.

Section 530 

References to Section 530 in the employment tax 
ambit do not refer to the Internal Revenue Code. 
(The topic of I.R.C. § 530 is Coverdell education 
savings accounts.) The Section 530 references 
in this chapter are to the Revenue Act of 1978, 
which has never been codified.

Practitioner
Note



130   ISSUE 1: WORKER CLASSIFICATION

1. Consistency in Reporting
The business must have timely filed all of the fed-
eral tax returns that are consistent with the way 
it treated the worker. This includes filing Form 
1099-MISC, Miscellaneous Income, for workers 
who were paid at least $600 during the year. Sec-
tion 530 relief is not available for any year or any 
worker for which required information returns 
were not filed.

2. Substantive Consistency
The business must have treated all workers in 
similar positions as independent contractors. If 
any worker in a similar position was treated as an 
employee, Section 530 relief is not available.

3. Reasonable Basis
The business must have a reasonable basis for 
treating the worker as a contractor. Reliance on 
any of the following grounds for that treatment 
may be reasonable:

■■ A court case involving federal taxes
■■ An IRS ruling issued to the business
■■ An IRS employment tax audit of the busi-
ness that reviewed the treatment of similar 
workers and did not reclassify them as 
employees

■■ An industry standard (one in which a signifi-
cant segment of the industry treats similar 
workers as nonemployees)

■■ Written advice from a competent tax profes-
sional, such as a lawyer or accountant, who 
knew the facts about the business

Section 530 relief is not part of the Form SS-8 
determination process because that determina-
tion does not involve the examination of a tax 
return. Relief is considered at the beginning of 
any employment tax audit.

Employee Treated as Contractor

If the IRS determines a worker is an employee, 
but the business receives Section 530 relief, the 
business continues to issue a Form 1099-MISC 
to the worker reflecting nonemployee compensa-
tion. The worker, however, is permitted to file his 

or her federal income tax return as an employee 
rather than being subject to the full SE tax.

The IRS sends a five-page notice to the 
employee that provides detailed information 
relating to past, present, and future tax returns. 
Notice 989, “Commonly Asked Questions 
When IRS Determines Your Work Status Is 
‘Employee,’” is accessible at www.irs.gov/pub 
/irs-pdf/n989.pdf.

To pay only the employee’s share of FICA 
taxes, the worker files Form 8919, Uncollected 
Social Security and Medicare Tax on Wages. An 
alpha code A–H is entered to specify the reason 
for filing the form. Five of the eight reason codes 
require the worker to have received a Form SS-8 
determination letter or to file Form SS-8. 

Fringe Benefits  
for Nonemployees

Most nontaxable fringe benefits may be provided 
only to employees. However, working condition 
fringe benefits can be provided tax-free to inde-
pendent contractors. Working condition fringe 
benefits include a business’s payments for prop-
erty and services used on the job by the worker. 
These benefits are nontaxable if their cost would 
be deductible as a business expense by the worker 
if the worker incurred the costs.

If a business provides other fringe benefits to 
an independent contractor, their value must be 
included in the total compensation reported on 
the worker’s Form 1099-MISC, even if the same 
benefits are nontaxable to an employee.

Fringe Benefits for 
Employees

See the “Business Issues” chapter of this book for 
a summary of employee fringe benefits.

Cross-
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Voluntary Classification 
Settlement Program

In September 2011, the IRS launched a Voluntary 
Classification Settlement Program (VCSP) that 
allows businesses to voluntarily reclassify one or 
more groups of workers for federal employment 
tax purposes [Announcement 2011-64, 2011-41 
I.R.B. 503]. Participating businesses voluntarily 
reclassify the workers as employees for future 
tax periods in return for limited employment tax 
liability for their past treatment of the workers as 
nonemployees. Participants must meet certain 
eligibility requirements, apply for the VCSP, and 
enter into a closing agreement with the IRS.

State Employment 
Taxes

Taxpayers who choose to participate in the VCSP 
should also consider how this reclassification will 
be handled at the state level.

Eligibility Criteria
To be eligible for the VCSP, a business must meet 
the following requirements:

■■ It has consistently treated the workers as 
nonemployees.

■■ It has filed all required Forms 1099 for the 
workers for the previous 3 years.

■■ It is not currently being audited by the IRS.
■■ Its treatment of the workers as nonemploy-
ees is not currently being audited by the 
Department of Labor or by a state govern-
ment agency.

A taxpayer who was previously audited by 
the IRS or the Department of Labor concerning 
the classification of the workers is eligible only if 
the taxpayer has complied with the results of that 
audit.

Exempt organizations and governmental 
agencies, as well as private businesses, may par-
ticipate in the VCSP if they meet all eligibility 
requirements. 

Practitioner
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Reduced Tax Liability
A VCSP agreement requires the business to treat 
the class of workers as employees for future tax 
periods. It provides some audit protection while 
requiring the business to pay a small percentage 
of its potential liability for employment taxes.

1. The business must pay 10% of its potential 
I.R.C. § 3509 liability for the most recent tax 
year. No interest or penalty is charged.

2. The business is sheltered from an employ-
ment tax audit with respect to the workers’ 
classification in prior years.

3. A special 6-year (rather than 3-year) statute 
of limitations for assessment of payroll taxes 
is applicable for the business’s first 3 years 
under the program.

I.R.C. § 3509 and 
Worker Reclassification

When the IRS reclassifies a worker as an employee, 
I.R.C. § 3509 imposes a special liability in lieu of 
the full amount of income and FICA taxes that the 
employer should have withheld from the employ-
ee’s wages. The reduced tax liability for failure to 
withhold income tax is 1.5% of the worker’s com-
pensation. The reduced liability for the employ-
ee’s share of FICA taxes is 20% of the amount that 
should have been withheld. Both assessments are 
doubled if the business did not file information 
returns.

The reduced payment is a penalty for noncom-
pliance because the employee does not receive 
credit for the amounts paid by the employer, the 
employer does not receive credit for any tax pay-
ments previously made by the employee, and 
the employer is not allowed to recover the I.R.C. 
§ 3509 payment from the employee. 

The I.R.C. § 3509 reductions apply only to with-
holding liability; the employer still owes its full 
matching share of FICA taxes. The VCSP requires 
businesses to pay only 10% of this already reduced 
amount, including only 10% of the employer 
share of FICA taxes. See Figure 5.1 later in this 
section.

Practitioner
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housing construction sites. ABC Company wants 
to voluntarily reclassify its drywall installers as 
employees. ABC Company is accepted into the 
VCSP and enters into a closing agreement. Once 
the VCSP closing agreement is executed, ABC 
Company must treat all drywall installers as 
employees.

Question 2.
If my application is rejected, can I apply again at 
a later point in time?

Answer 2.
Yes, you may reapply if your VCSP application is 
rejected because you are not eligible.

Question 3.
I was just contacted by the IRS because one of 
my workers filed Form SS-8. Can I still apply for 
the VCSP?

Answer 3.
Yes. The Form SS-8 determination process is not 
an audit, so it does not make you ineligible for 
the VCSP.

Question 4.
If I apply for the VCSP and my application is 
rejected, will I open myself up to an audit?

Answer 4.
No, rejection of a VCSP application will not auto-
matically trigger initiation of a federal audit. You 
could be audited for another reason, but not as a 
result of filing Form 8952.

Question 5.
By signing the VCSP closing agreement, am I 
admitting any liability or wrongdoing for past 
periods?

Answer 5.
No, the VCSP concerns future years only. The 
IRS is not making any determination with regard 
to prior years, and you are not making any repre-
sentation as to the workers’ proper status for prior 
years.

Question 6.
How is the amount of the VCSP payment 
calculated?

Answer 6.
The VCSP payment is 10% of the amount of 
employment taxes calculated under I.R.C. 
§ 3509(a) for the most recent tax year for the 

Application Process
A business applies for the VCSP by filing Form 
8952, Application for Voluntary Classification 
Settlement Program, at least 60 days before it 
plans to begin treating the workers as employees. 
Part II of the form requires the name of a contact 
person, and a valid Form 2848, Power of Attor-
ney and Declaration of Representative, must be 
attached if the contact person is not the taxpayer. 
No payments should be sent with the application.

IRS acceptance of the application is discre-
tionary. The IRS will contact the representative 
after it has reviewed the application and veri-
fied the taxpayer’s eligibility. If the application is 
accepted, a closing agreement with the IRS final-
izes the VCSP terms. The taxpayer makes full 
and complete payment of any amount due under 
the closing agreement at that time.

VCSP Information  
Is Not Shared

The IRS says it will not share information about 
the VCSP applicants with the Department of Labor 
(DOL) or with state agencies. See the answers 
to questions 18 and 19 posted at www.irs.gov 
/businesses/small/article/0,,id=246014,00 
.html.

Questions and Answers
The IRS has answers to more than 20 frequently 
asked questions (FAQs) about the VCSP posted 
on its website at www.irs.gov/businesses 
/small/article/0,,id=246014,00.html. The 
following questions and answers are based on 
that information.

Question 1.
Must all of a business’s workers be reclassified as 
employees in a VCSP agreement? 

Answer 1.
No. The VCSP permits taxpayers to reclassify just 
some workers, as long as all workers in a reclassi-
fied group are treated as employees.

Example 5.1 Reclassification of Workers 

ABC Company is a construction firm that cur-
rently contracts with drywall installers, elec-
tricians, and plumbers to perform services at 
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Employer Identification 
Number

A small business that has never treated workers 
as employees may not have an employer identifi-
cation number (EIN) even if it has filed Form 1099-
MISC for one or more workers. The IRS’s general 
instructions for filers of information returns state 
that sole proprietors (including owners of single-
member LLCs that are disregarded entities) who 
are not otherwise required to have an EIN should 
use their social security numbers (SSNs) when fil-
ing Form 1099. The instructions note that a sole 
proprietor is not required to have an EIN unless 
he or she has a Keogh plan or must file excise 
or employment tax returns. The instructions 
further state that the filer’s name and taxpayer 
identification number (TIN) should be consistent 
with the name and TIN used on the filer’s other 
tax returns.

An EIN is required on Form 8952. A sole pro-
prietor who does not have an EIN must request 
and receive one using the Form SS-4, Application 
for Employer Identification Number, procedures 
before submitting Form 8952. An EIN can be 
requested online or by phone, fax, or mail.

Practitioner
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reclassified workers. The combined I.R.C. 
§ 3509(a) rate for income and FICA taxes is 
10.68% in 2010 or 10.28% in 2011 and 2012 for 
compensation up to the social security wage base, 

FIGURE 5.1 I.R.C. § 3509(a) Percentage Calculations

Compensation Subject to the 
Social Security Tax Wage Base

Additional  
Compensation 

2011 and 2012 2010 All Years
Federal income tax withholding 1.50   1.50 1.50
Employee social security tax1 0.84   1.24 0.00
Employer social security tax 6.20   6.20 0.00
Employee Medicare tax2 0.29   0.29 0.29
Employer Medicare tax 1.45   1.45 1.45
Total 10.28 10.68 3.24

   
1 2011 and 2012: 4.2% × 20% = 0.84%; 2010: 6.2% × 20% = 1.24%
2 2010, 2011, and 2012: 1.45% × 20% = 0.29%

Because the VCSP payment is 10% of the 
amount calculated at the above rates, the bottom 
line is a payment that is about 1% of the reclassi-
fied workers’ compensation for the most recent 
prior year.

Example 5.2 VCSP Application

In 2011, ABC Company (from Example 5.1) paid 
$240,000 to the drywall installers whom it wishes 
to reclassify as employees. None of these workers 
earned more than the social security wage base. 
ABC submitted its VCSP application on October 
1, 2012, and wants to begin treating this class of 
workers as employees on January 1, 2013. The 
$240,000 amount paid to the workers in 2011 is 
used to calculate the VCSP amount because it 
was the most recently completed tax year at the 
time the application was filed.

The I.R.C. § 3509(a) employment tax liability 
is $24,672 (10.28% × $240,000). If ABC’s appli-
cation is approved, its VCSP payment due at 
the time the closing agreement is signed will be 
$2,467 (10% × $24,672). Figure 5.2 shows ABC 
Company’s completed Form 8952.

and 3.24% for compensation above the social 
security wage base.

The calculation of these rates is shown in 
Figure 5.1.
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FIGURE 5.2 ABC Company’s Form 8952
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FIGURE 5.2 ABC Company’s Form 8952 (continued)
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included the Form 1099-K income in the gross 
receipts reported on line 1b. The label for line 2 
of the Schedule C (Form 1040) was changed to 
“Returns and allowances plus any other adjust-
ments.” The phrase “plus any other adjustments” 
was added for taxpayers to adjust the amount on 
the “Merchant card and third party payments” 
line that ultimately was not used.

The 2012 Schedule C (Form 1040) was not 
available prior to this chapter’s publication, but 
it apparently will not require a Form 1099-K 
recipient to report that income separately. In its 
“General FAQs on New Payment Card Report-
ing Requirements,” the IRS posted the following 
information for a Form 1099-K recipient who 
asked about plans for reporting Form 1099-K 
information on tax returns in 2012: “There 
will be no reconciliation required on the 2012 
Form 1099-K, nor do we intend to require rec-
onciliation in future years” [www.irs.gov/uac 
/General-FAQs-on-New-Payment-Card 

-Reporting-Requirements]. 

Form 1099-K 

See the “Prior Legislation” chapter of this book 
for a further discussion of Form 1099-K.

Form 1099 Questions

The 2011 Schedule C (Form 1040) also included 
two new questions (lines I and J) with “Yes” and 
“No” checkboxes:

■■ I. Did you make any payments in 2011 that 
would require you to file Form(s) 1099?

■■ J. If “Yes,” did you or will you file all 
required Forms 1099?

The IRS can assess penalties for failure to 
file Forms 1099 timely, for filing them with miss-
ing or inaccurate information, or for filing paper 
returns when electronic filing is required. The 
penalties are time sensitive, increasing from $30 
to $100 per return over a 5-month period. The 

Cross-
Reference

ISSUE 2: VERIFYING INCOME This issue looks at Form 1099 reporting 
and the methods the IRS uses to examine cash-intensive businesses.

Information returns are a significant part of the 
income tax reporting process. Practitioners must 
be able to interpret them to properly report 
income and other information on the taxpayer’s 
return. Business owners must file them in an accu-
rate and timely manner or face penalties. The IRS 
continues to improve its computerized matching 
program to ensure that information on an income 
tax return corresponds to the information returns 
submitted for the taxpayer. 

The IRS’s tax gap analysis for 2006 found 
that compliance is highest where there is third-
party information reporting. Only 1% of wage 
and salary income was misreported, but there was 
an estimated 56% misreporting rate for amounts 
subject to little or no information reporting.

Form 1099-MISC

Income reported to a self-employed taxpayer 
on Form 1099-MISC is included in the amount 
reported on the gross receipts line of Schedule C 
(Form 1040), Profit or Loss From Business (Sole 
Proprietorship), or Schedule C-EZ (Form 1040), 
Net Profit From Business (Sole Proprietorship). 
If the total reported gross receipts are less than 
the total income reported on all of the Forms 
1099-MISC that the taxpayer received, the 
return should include a statement explaining the 
difference.

Form 1099-K

I.R.C. § 6050W requires payment settlement 
entities to file Form 1099-K, Merchant Card and 
Third Party Network Payments, to report the 
credit and debit card and third-party network 
payments they make to merchants.

The 2011 Schedule C (Form 1040) included 
new lines 1a (Merchant card and third party pay-
ments) and 1b (Gross receipts or sales not entered 
on line 1a) to implement that reporting. However, 
for 2011, the IRS deferred the requirement to 
separately report these amounts on the recipient’s 
business tax return. Sole proprietors therefore 
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minimum penalty for intentional disregard of the 
filing requirement is $250 [I.R.C. § 6721(e)].

Nonemployee 
Compensation

See the “Business Issues” chapter of this book 
for an explanation of the Form 1099-MISC filing 
requirements when a business pays nonemployee 
compensation.

Cash-Intensive Businesses

Both the IRS and the Government Accountability 
Office (GAO) have studied income and expense 
reporting by cash-intensive businesses. The com-
mon finding of these studies is an increasing 
underreporting of income by taxpayers who are 
able to determine their own reported income.

Of particular interest are businesses and indi-
viduals who receive most of their income in cash. 
Cash transactions often leave no trail to connect 
the purchaser to the seller, which may lead some 
individuals to believe that cash receipts can be 
unreported and escape detection.

An IRS audit techniques guide (ATG) pro-
vides guidance to IRS revenue agents on how to 
examine income in a cash-intensive business. It 
is accessible online at www.irs.gov/Businesses 
/Small-Businesses-&-Self-Employed/Cash 
-Intensive-Businesses-Audit-Techniques 

-Guide---Table-of-Contents. 
The Cash Intensive Businesses ATG discusses a 

pre-audit review of the taxpayer’s return, the ini-
tial interview, income
probes, examination techniques, evaluation of 
evidence, digital cash, and the underground 
economy, as well as providing specific techniques 
for certain types of businesses, including bail 
bonds, beauty shops, car washes, coin-operated 
amusements, convenience stores, mini-marts and 
bodegas, and scrap metal.

The ATG observes that there are three main 
ways to misappropriate cash from a business:

1. It can be skimmed from receipts before it is 
recorded.

2. It can be stolen after it has been recorded.
3. A fraudulent disbursement can be created.

Cross-
Reference

Unreported Income Indicators
The ATG states that the most significant indica-
tor that income has been underreported is a con-
sistent pattern of losses or low profit percentages 
that seem insufficient to sustain the business or its 
owners. Other indicators of unreported income 
include:

■■ A lifestyle or cost of living that cannot be 
supported by the income reported

■■ A business that continues to operate despite 
showing losses year after year, with no 
apparent solution to correct the situation

■■ A deficit when the cash transaction (cash T) 
analysis is applied

■■ Annual increases in bank balances, debit 
card balances, and liquid investments, 
despite low reported net profits or losses

■■ Increased accumulated assets, even though 
reported net profits are low or there is a loss

■■ Low or decreased debt balances, with low 
reported profits or losses

■■ A significant difference between the tax-
payer’s gross profit margin and that of the 
industry

■■ Annual sales that are unusually low for the 
type of business

First Steps in Examination
A business owner is required to maintain any doc-
uments needed to verify the business’s reported 
income. When source documents are available, 
income and other transactions can be checked 
for consistency by matching different documents 
that include the same information (a bill of lading 
and a sales invoice, for example). When source 
documents are not available, an examiner must 
look for other ways to discover if all income is 
reported.

The most likely method of avoiding reported 
income from a cash-intensive business is skim-
ming cash before its entry in the accounting sys-
tem. A business’s books will reconcile to its tax 
return and bank deposits but income can still be 
missing if the business does any of the following:

1. It does not deposit all of the funds it receives.
2. It does not use a cash register to record sales. 
3. It does not report an income stream. 
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Indirect Examination Methods
An examiner may perform a more in-depth 
examination of income if there is a reasonable 
indication of potential unreported income. This 
decision point must be documented with a nar-
rative that explains how the evidence establishes 
the likelihood of unreported income. An indirect 
method may then be used to estimate the unre-
ported income. Each indirect method has its own 
strengths and weaknesses, but all compare the 
taxpayer’s stated income and expenditures. 

The ATG discusses the following methods:

■■ Percentage of markup method : The business’s 
cost of goods sold is verified, and the result-
ing gross receipts are determined based on 
the actual markup.

■■ Fully developed cash T analysis: All known 
types of income and all known expenditures 
are listed as cash transactions flowing in and 
out of a cash account; the excess of expen-
ditures over available income is likely to be 
unreported income or overstated expenses.

■■ Source and application of funds method : Sources 
of funds (decreased assets, increased liabili-
ties, and nontaxable receipts) are compared 
to applications of funds (increases in assets, 
decreases in liabilities, and nondeduct-
ible expenses) to determine if applications 
exceed sources.

■■ Bank deposit and cash expenditures method : 
Bank deposits and cash expenses are totaled, 
and nontaxable sources of income are sub-
tracted, to determine if the cash flow exceeds 
the receipts reported on the tax return.

■■ Net worth method : The increase in a tax-
payer’s net worth (the basic accounting 
concept of assets minus liabilities) should 
equal adjusted gross income, if the net 
worth increase is adjusted for nondeductible 
expenditures and nontaxable income.

Example 5.5 Excess Expenditures

Carmen Collie told the revenue agent during the 
initial audit interview that she deposits all income 
to her business bank account and determines 
gross receipts by totaling the bank deposits. 
However, she appears to have made significant 
cash expenditures for her business and personal 
expenses and has no method for including the 
cash paid out in her income.

Skimming can then be discovered through 
excess expenditures or when markup percent-
ages are corrected.

Someone with access to incoming checks can 
remove a check before it is recorded and later 
place it in a cash register in exchange for cash in 
the same amount. The total receipts will match 
the amount deposited, but if the examiner checks 
the amount of cash received and the cash depos-
ited, a discrepancy will be evident. The exam-
iner should question the person who worked the 
register and ask about the check included in the 
drawer, and if necessary, follow up with the payer 
to find out how the check was delivered to the 
business.

Simple examination techniques that can 
reveal unreported sales include counting pur-
chases, questioning third parties, and checking for 
hidden family and employee transactions, such 
as removal of inventory items for personal use, 
free rent in residential properties, and payment of 
personal expenses from business accounts.

Example 5.3 Number of Vehicles Sold

Joe’s Car Sales must purchase a smog certificate 
for each vehicle sold. The number of smog cer-
tificates purchased should equal the number of 
vehicles sold. If more certificates than car sales 
are reported, the business owner can produce the 
missing data, or the examiner can determine the 
sales income by multiplying the number of certifi-
cates by the average price of Joe’s reported sales.

Example 5.4 Number of Employee Uniforms

Holly’s Cleaning Service employees wear uni-
forms that are laundered weekly by A Fine Laun-
dry Company. The laundry’s invoices listing the 
number of pants and shirts laundered usually 
include the worker’s name that is embroidered 
on the shirt. The examiner can compare these 
names to the name on each Form W-2, Wage and 
Tax Statement, that Holly’s issued to determine if 
more people are apparently working (and gener-
ating income for the business) than the business is 
reporting as employees. 
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The IRS may use indirect methods when 
the taxpayer’s accounting method, if any, does 
not clearly reflect income. In Holland v. United 
States, 348 U.S. 121 (1954), the Supreme Court 
held that “to protect the revenue from those who 
do not ‘render true accounts’, the Government 
must be free to use all legal evidence available 
to it in determining whether the story told by the 
taxpayer’s books accurately reflects his financial 
history.”

2012 Court Cases 

An IRS agent discovered that a couple who 
reported $90,000 of income for 2006 had 
spent $246,864.96 for the wife’s personal living 
expenses. After the couple failed to provide books 
and records during the examination, the agent 
used an indirect net worth plus expenditures 
analysis to determine they had $544,675.02 
of unreported income [Mwangachuchu v. 
Commissioner, T.C. Memo. 2012-86].

An indirect method and third-party summonses 
for specific items revealed more than $1,000,000 
in unreported income over a multiyear period for 
a self-employed nonfiler [Lain v. Commissioner, 
T.C. Memo. 2012-99]. 

The Seventh Circuit Court of Appeals affirmed 
the U.S. District Court for the Southern District 
of Illinois in Collins v. United States, 110 A.F.T.R. 
2d (RIA) 2012-5128 (7th Cir. 2012). Both courts 
held that the IRS’s use of an indirect method was 
appropriate when a nonfiler’s personal and busi-
ness accounts were commingled, making a pre-
cise determination of income impossible.

Practitioner
Note

Her gross profit percentage is well below 
industry averages, and a quick cash T analysis 
indicates a $40,000 cash shortage. The agent 
will use a fully developed cash T analysis to cap-
ture the cash paid out and calculate her correct 
income.

Example 5.6 Owner’s Withdrawals

Gordon Gaston told the revenue agent during 
the initial audit interview that he determines the 
gross receipts from his convenience store using 
the cash register tapes. A comparison of the daily 
tapes to his books during a sample period shows 
no discrepancy. But although the net profit is only 
$20,000, the general ledger shows more than 
$78,000 of owner withdrawals for personal use. 
The quick cash T analysis, using the self-identi-
fied owner withdrawals, shows a $100,000 cash 
shortage, which indicates that the books are not 
credible. The agent will use a source and appli-
cation of funds method to determine the correct 
income.

Example 5.7 Rental Property Purchases

Alan’s Carwash generates the only reported 
income for his family of four. He consistently 
reports $20,000–$30,000 of ordinary income 
each year for the past 6 years. During the same 
period, Alan has accumulated two rental prop-
erties whose fair market value (FMV) exceeds 
$180,000.

Unusually small rents and substantial 
expenses create losses on Alan’s Schedule E 
(Form 1040), Supplemental Income. The rev-
enue agent observed that Allen had made prop-
erty improvements, and Alan confirmed that the 
improvements were made in the year that is being 
examined. However, no record of expenditures 
for the improvements can be found. The agent 
will use a source and application of funds method 
to calculate Alan’s total income from all sources. 
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4. The expectation that assets used in the activ-
ity will appreciate in value

5. The taxpayer’s success in carrying on other 
similar or dissimilar activities

6. The taxpayer’s history of income or losses 
with respect to the activity

7. The amount of occasional profits that are 
earned

8. The taxpayer’s financial status
9. The elements of personal pleasure or 

recreation

Other facts and circumstances may also be 
considered, and no one factor is conclusive. The 
factors are not necessarily weighed equally, so 
that a simple comparison of the number of fac-
tors indicating a profit motive with the number 
of factors indicating there is not a profit motive is 
not decisive.

Hobby Losses 

See pages 487–493 of the 2010 National Income 
Tax Workbook for an additional discussion of the 
profit motive factors, combining multiple activi-
ties in determining profit motive, and the deduc-
tion ordering rules.

Selected Activities

The ATG advises examiners to consider the fol-
lowing questions:

■■ Are there activities with large expenses and 
little or no income?

■■ Are the losses offsetting other income on the 
return?

■■ Does the activity result in a large tax benefit 
to the taxpayer?

■■ Does the history of the activity show that it is 
generating any profit in any years?

Cross-
Reference

ISSUE 3: HOBBY LOSSES This issue reviews the factors the IRS uses 
to determine whether a taxpayer is engaged in an activity for profit when 
continued losses occur.

I.R.C. § 162(a) allows a deduction for “all the 
ordinary and necessary expenses paid or incurred 
during the taxable year in carrying on any trade 
or business.” I.R.C. § 183 generally denies deduc-
tions in excess of income for expenses attributable 
to an “activity that is not engaged in for profit.”

I.R.C. § 183(d) presumes that an activity is 
engaged in for profit if it produces a profit (gross 
income exceeding deductions) in 3 of 5 consecu-
tive tax years. Horse-related activities (breeding, 
training, showing, and racing) meet the presump-
tion if they show a profit in 2 of 7 consecutive tax 
years. If the taxpayer satisfies the presumption 
criteria, the IRS must prove the lack of a profit 
motive to disallow losses under I.R.C. § 183.

A hobby loss ATG, IRC § 183: Activities Not 
Engaged in For Profit, describes techniques and 
concerns for IRS examiners when the audit issue 
is whether an activity is engaged in for profit. 
The ATG also includes synopses of supporting 
law and suggested interview questions for each 
of the nine regulatory factors that are reviewed 
to determine a profit motive. It is available to 
the public online at www.irs.gov/Businesses 
/Small-Businesses-&-Self-Employed 
/IRC-%C2%A7-183:--Activities-Not-Engaged 

-in-For-Profit-(ATG).

Factors in Determining  
Profit Motive

If the taxpayer does not satisfy the profit motive 
presumption, he or she must prove that a profit 
motive exists if the IRS questions a pattern of 
losses. Treas. Reg. § 1.183-2(b) lists nine factors 
for determining whether a taxpayer is engaged in 
an activity for profit:

1. The manner in which the taxpayer carries on 
the activity

2. The expertise of the taxpayer or the taxpay-
er’s advisers

3. The time and effort expended by the tax-
payer in carrying on the activity
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consumed his free time. The Tax Court noted 
that “simply spending all of one’s free time on 
an activity does not transform that activity into a 
trade or business, nor does it make the participant 
a professional. Occasionally, devoting all of one’s 
free time to a particular activity may be a sign 
of addiction.” After analyzing the nine regulatory 
factors, the court concluded that Ferguson did not 
have a profit motive, even though he hoped to 
make money from the activity. The court made 
a similar finding in Calvado v. Commissioner, T.C. 
Memo. 2007-57.

The court has found a profit motive in other 
cases, including Meyers v. Commissioner, T.C. 
Summary Opinion 2007-194. The taxpayer in 
Meyers operated a trucking business 25–35 hours 
a week and spent about 40 hours a week gam-
bling. Although she continued to show losses 
from her gambling business, the court found that 
she was knowledgeable about gambling, spent 
considerable time and effort in the activity, did 
not derive pleasure from gambling, and was suc-
cessful in her trucking business.

Gambling Loss 
Limitation

I.R.C. § 165(d) limits the deduction of wagering 
losses to the income derived from wagering. But 
that limitation does not apply to expenses incurred 
to engage in the business of gambling: They are 
subject to the ordinary rules governing deduct-
ibility [I.R.C. § 162(a)]. Thus, wagering losses can-
not create a loss on Schedule C (Form 1040), but 
a loss resulting from allowable business expenses 
is deductible [Mayo v. Commissioner, 136 T.C. 81, 
acq. A.O.D. 2011-006, 2012-3 I.R.B.]. 

Direct Sales
Direct sales companies market their products 
through a network of independent sellers who 
make person-to-person contact away from 
fixed retail locations. Frequently these sales 

Practitioner
Note

Figure 5.3 lists examples of pursuits that the 
ATG identifies as possible targets for the applica-
tion of I.R.C. § 183.

Two of the listed activities that tax preparers 
often encounter with clients who want to claim 
losses on a Schedule C (Form 1040) are gambling 
and direct sales.

Gambling
Individuals who are not professional gamblers 
cannot net their gambling income and losses 
directly on their federal income tax returns. Gam-
bling income is reportable as “Other income” on 
line 21 of Form 1040, but losses are deductible 
only as miscellaneous itemized deductions that 
are not subject to the 2%-of-AGI floor and only 
to the extent of gambling income. As a result, tax-
payers who do not itemize cannot deduct any of 
their losses to offset their income.

Recordkeeping  
for Wagers

See the “Individual Taxpayer Issues” chapter of 
this book for a discussion of the required docu-
mentation of gambling income and losses.

If the individual qualifies as a professional 
gambler, his or her wagering income and 
expenses (including losing wagers to the extent 
of income) are reported on Schedule C (Form 
1040). A professional gambler generally has sub-
stantial income from gambling, devotes a serious 
amount of time to it, keeps businesslike records, 
and works to be profitable.

However, spending a lot of time gambling 
and having significant winnings are not neces-
sarily controlling. In Ferguson v. Commissioner, 
T.C. Summary Opinion 2007-30, the taxpayer 
spent more than 20 hours a week in gambling 
activities after working at his full-time job, and he 
reported $1,311,200 in gross income from gam-
bling. He testified that playing video poker totally 

Cross-
Reference

FIGURE 5.3 Possible I.R.C. § 183 Activities

Airplane charter Direct sales Gambling Rentals
Artists Dog breeding Horse breeding Stamp collecting
Auto racing Entertainers Horse racing Writing
Bowling Farming Motorcross racing Yacht charter
Craft sales Fishing Photography
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Trade or Business 
Determination

See pages 160–167 in the 2006 National Income 
Tax Workbook for additional cases in which the 
issue was whether or not the taxpayer oper-
ated an activity as a trade or business. Prior-year 
books are included on the CD that accompanies 
this book.

Postponing a Determination

I.R.C. § 183 presumes that a profit motive exists 
if an activity shows a profit in 3 of 5 consecu-
tive years (2 of 7 consecutive years for breeding, 
training, showing, or racing horses). If the IRS 
questions a profit motive before the fourth year 
of operation (sixth year for a horse activity), the 
taxpayer can postpone that judgment until after 
the end of the 5- or 7-year presumption period 
by filing Form 5213, Election To Postpone 
Determination as To Whether the Presumption 
Applies That an Activity Is Engaged in for Profit. 
Form 5213 must be filed within 60 days after the 
taxpayer receives a written notice from the IRS 
proposing to disallow the deductions.

A taxpayer can also preempt IRS action 
during the presumption period by filing Form 
5213 within 3 years after the unextended due 
date of the return for the first year the taxpayer 
engaged in the activity. Both spouses must sign 
the form if they file a joint return, because filing 
Form 5213 automatically extends the statute of 
limitations for the IRS to assess any deficiencies 
that are determined as a result of the activity. 
This includes any items affected by changes in 
gross income. The statute for each return in the 
presumption period is extended for 2 years after 
the due date of the return for the last year of the 
presumptive period.

Treas. Reg. § 12.9(f) allows the IRS to grant 
an extension of time for filing the election in hard-
ship cases. The taxpayer must establish the hard-
ship in a private letter ruling request.

The Form 5213 election is irrevocable, but 
the IRS may invalidate it and proceed with a 
determination if the taxpayer or spouse files a 
suit or other court proceeding for a refund for 
any year covered by the election, unless the tax-
payer has received a notice of deficiency [Treas. 

Cross-
Reference

presentations are made at a “party” in a custom-
er’s home or through door-to-door solicitations. 
There are two types of direct selling companies—
single-level marketing and multilevel marketing. 
Single-level marketing companies pay direct sell-
ers for their personal sales activities. Sales rep-
resentatives in multilevel marketing companies 
sponsor other distributors and receive a commis-
sion on those sales in addition to their own per-
sonal sales activities. 

In Lopez v. Commissioner, T.C. Memo. 2003-
142, the Tax Court ruled that an Amway distribu-
torship was not a trade or business. The reported 
losses were $18,388 and $18,360 in the two years 
at issue, and the court noted that the taxpayer

1. had no prior experience with Amway or with 
running a business; 

2. incurred expenses with no realistic plan for 
recouping them;

3. recrui ted only family ,  f r iends ,  and 
acquaintances to be downline distributors;

4. failed to change tactics to increase the chances 
of earning a profit despite 4 years of losses; 
and

5. continued to work full-time as a petroleum 
engineer. 

In Konchar v. Commissioner, T.C. Summary 
Opinion 2004-59, the taxpayer reported losses 
of $19,300, $21,308, and $9,132 from 3 years of 
a Mary Kay Cosmetics distribution activity. The 
court concluded that the activity was not engaged 
in for profit, noting that the taxpayer 

1. did not maintain a separate checking account 
for the business;

2. reported a cost of goods sold and returns that 
exceeded her gross receipts for two of the 
years;

3. sold primarily to family and friends; 
4. had no prior experience operating a busi-

ness and did not seek advice for conducting 
the distributorship;

5. had substantial other income from her hus-
band’s salary; and

6. did not make an effort to improve her 
profitability.
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Reg. § 12.9(e)]. Invalidating the election does not 
invalidate the consents to an extended statute of 
limitations, however.

Waiting May Be 
Advisable

Because there is a 3-year period for filing Form 
5213, a taxpayer generally does not need to file 
it with the return for the first year of an activity. 
This could extend the statute unnecessarily. If the 
IRS sends a notice challenging the loss deduction 
within the usual 3-year statute of limitations for 
assessment, the taxpayer still has time to file Form 
5213 to postpone the determination. 

Action Plan for I.R.C. § 183

Figure 5.4 helps translate the nine regulatory fac-
tors into an action plan to minimize exposure to 
an I.R.C. § 183 attack. The table is adapted from 
Daughtrey, Bunn, and Burket, “Farm Business 
or Farm Hobby: Separating the Grain from the 
Chaff,” Journal of Agricultural Taxation and Law 
(Fall 1986): pp. 187–207. It has been modified to 
apply to both farm and nonfarm activities.

As with the nine factors, taxpayers do not 
have to follow every subfactor in the action plan 
to avoid the hobby loss limits, but the subfactors 
can help taxpayers choose actions that increase 
the likelihood of avoiding those limits on deduct-
ing expenses.

FIGURE 5.4 Action Plan Subfactors Indicative of a Profit Motive

Treas. Reg. § 1.183-2(b) Factors Action Plan Subfactors

1. Manner in which taxpayer carries on 
the activity

a. Operate the activity in businesslike manner
b. Maintain acceptable financial books and records
c. Change operating methods to improve the activity’s profitability
d. Operate the activity in a manner similar to comparable business activities of other 

taxpayers
e. Maintain a separate bank account
f. Engage in advertising and promotion and/or select a formal business name
g. Have and follow a business plan

2. Expertise of the taxpayer or his 
advisers

a. Solicit pre-entry advice and follow it
b. Have prior experience or conduct extensive study
c. Solicit post-entry advice and follow it

3. Time and effort expended by the 
taxpayer in carrying on the activity

a. Allocate significant time to the activity
b. Employ a competent manager
c. Withdraw from another occupation to attend to the activity’s operation
d. Be involved in the activity’s day-to-day operation

4. Expectation that the assets used in the 
activity may appreciate in value

a. Expect the activity’s property to appreciate in value
b. Obtain appraisal values that indicate the activity’s property has increased in value

5. Success of the taxpayer in carrying on 
other similar or dissimilar activities

a. Have prior experience in similar, successful business activities
b. Avoid a prior record of losses in similar business activities

6. Taxpayer’s history of income or losses 
with respect to the activity

a. Avoid losses beyond the start-up period
b. Establish a decreasing pattern of losses
c. Avoid losses that extend over a long period of years
d. Document that losses are due to circumstances beyond the taxpayer’s control

7. Amount of occasional profits earned, 
if any

a. Have occasional but significant profits
b. Have small losses in relation to value of assets used in the activity
c. Have opportunity for substantial profit in highly speculative venture

8. Financial status of the taxpayer a. Avoid substantial other income
b. Avoid substantial other assets
c. Avoid significant tax savings from farm losses

9. Elements of personal pleasure or 
recreation

a. Avoid having recreation facilities associated with the activity
b. Avoid receiving significant personal pleasure from the activity
c. Account separately for personal assets

10. Other factors a. Plan to sell or discontinue the activity if it is not profitable
b. Avoid having a lavish residence located on the activity’s property
c. Avoid employing relatives in the activity
d. Invest additional capital for improvements and repairs
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■■ going from home to a temporary workplace 
when the taxpayer has one or more regular 
places of work.

Example 5.8 Delivery to Customers

Terence Thompson operates a printing business 
and uses his van to deliver completed jobs to his 
customers. Terence can deduct the cost of round-
trip transportation between his customers and his 
print shop.

Business Travel

Travel expenses (transportation, lodging, meals, 
and incidental expenses) are deductible under 
I.R.C. § 162(a)(2) if they satisfy three conditions 
[Rev. Rul. 93-86, 1993-2 C.B. 71, and Commis-
sioner v. Flowers, 326 U.S. 465 (1946)]:

1. They must be reasonable and necessary.
2. They must be incurred while away from 

home.
3. They must be incurred in pursuit of a 

trade or business.

Tax Home
The tax home is the entire city or general area 
where an individual’s regular place of business 
or post of duty is located. If an individual does 
not have a main place of business, his or her tax 
home is often the area where the individual regu-
larly resides. Three factors can establish a resi-
dence as a tax home when there is no main place 
of business:

1. The individual works at least part of the time 
in the area of the residence, and it is used for 
lodging when the individual is working in the 
area.

2. The individual’s living expenses at the resi-
dence are duplicated because he or she also 
works and lives at another location.

ISSUE 4: TRAVEL EXPENSES This issue distinguishes deductible 
business travel and transportation expenses from nondeductible commuting 
expenses.

Ordinary and necessary expenses incurred for 
business travel are generally deductible under 
I.R.C. § 162, whereas commuting expenses are 
nondeductible personal expenses.

Commuting

Commuting expenses are generally nondeduct-
ible personal expenses. (Issue 5 of this chapter 
explains an exception for de minimis qualified 
transportation fringe benefits.) Commuting is 
defined as travel between a taxpayer’s home and 
his or her workplace, but it does not include the 
following situations [Rev. Rul. 99-7, 1999-1 C.B. 
361]:

■■ Travel to a temporary work location outside 
the metropolitan area where the taxpayer 
lives and normally works

■■ Travel to a temporary work location for the 
taxpayer’s regular trade or business, regard-
less of the distance

■■ Travel from a home that is a principal 
place of business under the I.R.C. § 280A 
home office rules to another work location 
in the same trade or business, regardless of 
whether the location is regular or temporary 
and regardless of distance

Local Transportation Expenses

Deductible local transportation expenses include 
the costs of

■■ going from one workplace to another work-
place within the general area of the taxpay-
er’s tax home (defined later in this section);

■■ visiting clients or customers;
■■ going to a business meeting away from the 
taxpayer’s regular workplace but in the gen-
eral area of the taxpayer’s tax home; and
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Example 5.11 Home Office  
Exception Not Met

Janice Johnson’s employer allows her to work at 
her home most of the time. Every Monday she 
goes to her employer’s office to attend meetings, 
file reports, receive assignments, and perform 
other work-related activities. She also makes 
occasional in-person calls on clients both on days 
she goes to the employer’s office and on days 
she does not go to the employer’s office. Janice’s 
employer maintains a policy that an employee’s 
principal work station is at the employer’s office.

Janice’s employer reimburses all of her work-
related automobile expenses under an account-
able plan. The reimbursements for trips between 
the employer’s office and a client’s location are 
not taxable wages. However, because Janice’s 
residence does not meet the I.R.C. § 280A rule 
for a deductible home office (because it is not her 
principal place of business that is used regularly 
and exclusively for her employer’s convenience), 
reimbursements for the trips between her home 
and the employer’s office and for the trips between 
her home and a client’s location are commuting 
expenses and are therefore taxable wages [based 
on C.C.A. 2000-27-047, Example 3].

Example 5.12 Temporary Locations  
Not Combined

Gerald Gates is assigned to work on a project that 
is expected to last 16 months. He plans to spend 
the first 2 months at his regular workplace doing 
preliminary research and preparation, followed 
by 10 months at one on-site work location and 4 
months at a second on-site work location.

Although the project is expected to last for 
16 months and the on-site visits are expected to 
last 14 months, the clock on the 1-year limitation 
for temporary assignments does not start until he 
begins work at a particular location. Because his 
work at each of the on-site locations is expected to 
last for 1 year or less (and in fact does), his employ-
ment at each of the sites is temporary. Therefore, 
his travel expenses to the on-site locations are not 
commuting expenses [based on C.C.A. 2000-27-
047, Example 4].

3. When the individual is working at another 
location, the residence is not abandoned; 
it is still used by family members or by the 
individual.

If all three factors apply to a residence, it is 
the individual’s tax home. A case can be made for 
the residence to be the tax home if two of the fac-
tors apply, but if only one applies, the individual 
is treated as an itinerant with no tax home. An 
itinerant is never considered to be in travel status. 
He or she cannot be away from home for busi-
ness because he or she has no tax home.

Temporary Work Location
Temporary for a work location is defined as no lon-
ger than 1 year. The determination is made at the 
beginning of the work assignment, based on the 
expectations at that time. If an assignment is not 
expected to last longer than 1 year, it is treated as 
temporary unless circumstances require a change 
[Rev. Rul. 93-86, supra].

Example 5.9 Expectation Increases

Cecil Cameron’s work assignment was initially 
expected to last 10 months, but he was told after 
7 months that it would last for more than 12 
months. The assignment is treated as temporary 
only for the first 7 months. After that, Cecil’s tax 
home changes to the new location, and he no lon-
ger qualifies to deduct travel expenses.

Example 5.10 Expectation Decreases

Grace Geller’s work assignment was expected 
to last 18 months, but it was completed in 10 
months. Because she realistically expected that 
the work would last longer than 1 year, Grace’s 
travel expenses are not deductible.

IRS Guidance

An IRS chief counsel advice memorandum 
provides additional guidance on transportation 
expense issues that may arise from the definition 
of commuting in Rev. Rul. 99-7 [C.C.A. 2000-
27-047 (May 10, 2000)]. The following examples 
illustrate some of these situations.
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3. Any excess reimbursement or allowance 
must be returned to the business within a rea-
sonable period of time (generally within 120 
days after the travel).

If the three requirements are not met, the 
reimbursement is taxable compensation (wages 
for an employee).

Per Diem Allowance

A business may give workers a per diem allow-
ance for business travel in lieu of reimbursing 
actual lodging costs and meal and incidental 
expenses (M&IE). Using a per diem allowance 
eliminates the requirement to record actual 
expense amounts, but the taxpayer still must 
maintain records reflecting the date, place, and 
business purpose of travel. 

If a business provides a per diem allowance, 
the amount that is deemed substantiated is the 
lesser of the actual per diem allowance or the 
federal per diem rate for the locality of travel. 
The locality of travel is defined as the place 
where the traveler stops for sleep or rest. The 
IRS annually updates its rules for these allow-
ances, and Rev. Proc. 2011-47, 2011-42 I.R.B. 
520, is effective for expenses incurred on or after 
October 1, 2011.

In general, the per diem allowance rules 
can be used by employers for employees, 
businesses for independent contractors, part-
nerships for partners, and any entities for 
volunteers (individuals performing services 
without remuneration), if the payer and payee 
are not related parties. Self-employed individu-
als and payer- or payee-related parties cannot 
use a lodging per diem allowance, as explained 
later in this section.

Federal Per Diem Rates
The federal per diem rate is the highest amount 
that the federal government will reimburse its 
employees for lodging costs and M&IE (or for 
M&IE only) incurred in business travel away 
from home in a particular area. The rates within 
the continental United States (CONUS) vary by 
locality and can be found on the U.S. General 

Example 5.13 2-Year Assignment  
outside Metropolitan Area

Melanie Moore is assigned to work on a 2-year 
project at a client’s office that is outside of the 
metropolitan area in which her regular office is 
located. She uses her personal car for the daily 
round-trips between her home and the client’s 
office. Because her work at the client’s office is 
expected to last for more than 1 year, it is not tem-
porary. Any employer payments for her travel 
expenses are taxable wages [based on C.C.A. 
2000-27-047, Example 5].

General Substantiation Rules

Treas. Reg. § 1.274-5T(b) requires the taxpayer to 
substantiate the following expense elements for 
travel away from home:

■■ The amount of the expense
■■ The dates of departure and return
■■ The place of travel
■■ The business purpose of the expense

The IRS generally does not require employ-
ees to keep copies of this information if they give 
their travel expense records and documenta-
tion to their employers, are reimbursed for the 
expenses, and do not take any additional deduc-
tion for the expenses on their personal income 
tax returns.

Accountable Plan

Reimbursements for business expenses made 
under an accountable plan are not included in the 
worker’s gross income. To qualify as an account-
able plan, a reimbursement or allowance arrange-
ment must include three constraints:

1. The expenses must have a business connec-
tion (an employee’s expenses must have been 
incurred while performing services as an 
employee of the employer).

2. Adequate accounting for the expenses must 
be made to the business within a reasonable 
period of time (generally within 60 days after 
the travel).
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place, and business purpose of the trip. Frazier 
Company reimbursed Charles $510 ($170 × 3 
days) for lodging and M&IE. Frazier Company 
excludes the reimbursement from Charles’s 
Form W-2, and Charles does not deduct any of 
the reimbursed expenses on his tax return. If 
Charles spent less than $510 for his lodging and 
M&IE, he can pocket the difference without rec-
ognizing any taxable income from the expense 
allowance. If he spent more than $510, he can 
treat the extra amount as an employee business 
expense (an itemized deduction subject to the 
2%-of-AGI floor). 

Related Party Exception
Related parties can be reimbursed tax-free for 
M&IE using a federal per diem rate, but they are 
specifically excluded from substantiating lodg-
ing expense by using either the federal per diem 
rate or the high-low method. Related persons 
include those defined in I.R.C. § 267(b), but the 
ownership percentage for a business is reduced 
from 50% to 10%. An employee who is consid-
ered related to his or her employer therefore 
must keep records to substantiate actual lodging 
expenses, and a nontaxable reimbursement for 
lodging under an accountable plan is limited to 
the actual expense.

An employer’s accountable plan can treat 
reimbursements for related employees in the 
same manner as reimbursements for unrelated 
employees if the employee meets the additional 
lodging expense substantiation requirement. If 
the employer does not have an accountable plan, 
all reimbursements must be treated as wages, 
and all employees (related or unrelated) must 
keep adequate records to support their expense 
deductions on Form 2106, Employee Business 
Expenses, and Schedule A (Form 1040), Item-
ized Deductions.

Services Administration (GSA) website at www.gsa 
.gov/perdiem. The GSA website includes links 
to the Department of Defense and State Depart-
ment websites for the applicable per diem rates 
for areas outside the continental United States 
(OCONUS).

Publication 1542  
No Longer Updated 

Effective for 2012 and later years, the IRS will 
no longer update its Publication 1542, Per Diem 
Rates (For Travel Within the Continental United 
States). 

A high-low method for travel within the con-
tinental United States eliminates the need to keep 
a current list of the per diem rates for each city. 
The IRS publishes a list of the localities eligible 
for the high–cost per diem amount in an annual 
notice. (See Notice 2011-81, 2011-42 I.R.B. 513, 
for the 2012 localities.) The low–cost per diem 
amount is applied to all other localities.

Adoption of the high-low method is optional, 
but a business that uses the high-low substan-
tiation method for an employee must use that 
method for all amounts paid to that employee 
for CONUS travel away from home during the 
calendar year. For 2012, the high–cost per diem 
amount is $242, and the low–cost per diem is 
$163. The meals only amounts are $65 and $52, 
respectively.

Standard Meal 
Allowance

The federal M&IE rate is sometimes referred to as 
the standard meal allowance.

Example 5.14 Per Diem Reimbursement

Charles Cooper, an employee of Frazier Com-
pany, traveled to Las Vegas for a 3-day busi-
ness trip in July 2012. The federal per diem rate 
for lodging and M&IE for Las Vegas is $170 
per day, which includes $99 for lodging. As 
required by his employer’s accountable plan, 
Charles’s travel voucher accounted for the dates, 

Practitioner
Note

Practitioner
Note
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When a customer or client reimburses an 
independent contractor for business travel 
expenses, an express agreement between them 
determines which one is subject to the limit. If 
there is no agreement, and the contractor pro-
vides an adequate accounting to the customer 
or client, the client or customer is subject to the 
I.R.C. § 274(n) limit.

A higher percentage of meal expenses is 
deductible for transportation workers if the 
meals take place during a time period when the 
traveler is subject to the Department of Trans-
portation’s hours of service limits, including lim-
its set by the Federal Aviation Administration, 
the Federal Railroad Administration, and the 
Coast Guard. These workers (such as pilots and 
interstate drivers) are permitted to deduct 80% 
of eligible meal expenses. These transportation 
workers can also elect to use a special M&IE rate 
[$59 per day (CONUS) or $65 per day (OCO-
NUS) for 2012], thus eliminating the need for 
them to determine the standard meal allowance 
for every area where they stop for sleep or rest 
[Notice 2011-81, supra].

Proposed Regulation 
for Three-Party 
Arrangement

See the summary of Prop. Reg. § 1.274-2 in the 
“Rulings and Cases” chapter of this book for 
an explanation of how the I.R.C. § 274(n) limits 
apply in a three-party reimbursement arrange-
ment [REG–101812–07, 77 F.R. 45520 (August 1, 
2012)].

Practitioner
Note

Example 5.15 Substantiation  
by Related Employee

Charles (from Example 5.14) is the brother of 
the company’s owner and thus is a related party. 
Unless Frazier’s reimbursement plan requires 
Charles to account for his lodging costs, and he 
does substantiate lodging expenses of at least 
$99 a day, Frazier must include $297 ($99 × 3) 
lodging payment as a wage payment to Charles. 
Charles then is entitled to claim an employee 
business expense.

Lodging Rule for  
the Self-Employed

The related party reimbursement rule is similar 
to the rule for a self-employed individual. A self-
employed individual who incurs meal expenses 
during travel away from home may deduct an 
amount equal to the federal M&IE per diem but 
may not use a per diem rate that includes lodging 
costs [Rev. Proc. 2011-47, supra, § 4.03]. The entire 
M&IE deduction is subject to the 50% limitation 
on meal and entertainment expense deductions 
under I.R.C. § 274(n). 

Deduction Limitation
In general, only one-half of business-related 
meal and entertainment expenses are deduct-
ible [I.R.C. § 274(n)]. If a sole proprietor pays 
his or her own expenses without reimburse-
ment (or is reimbursed without adequate 
accounting), he or she must apply the limita-
tion when deducting the expenses on his or her 
own tax return. 

If a worker is reimbursed under an account-
able plan, the limit restricts the payer’s deduc-
tion. Thus, a Schedule C (Form 1040) filer who 
is an employer is subject to the limit when 
deducting the M&IE reimbursements paid to 
his or her employees through an accountable 
plan.

Observation
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 FIGURE 5.5 Business Standard  
Mileage Rates 

Year Rate

2010 55.0¢

01/01/2011–06/30/2011 51.0¢

07/01/2011–12/31/2011 55.5¢

2012 55.5¢

SMR Eligibility
A taxpayer cannot use the SMR in any of these 
situations:

■■ Five or more automobiles are used in the 
business at the same time, as in a fleet.

■■ A depreciation deduction for the automobile 
has been claimed using any method other 
than SL [including an I.R.C. § 179 deduc-
tion or additional first-year depreciation 
(AFYD)].

■■ The automobile is leased, and the taxpayer 
deducted actual expenses for it after 1997.

■■ The taxpayer is a rural mail carrier who 
received a qualified reimbursement.

Autos Used for Hire 
Eligible for SMR

Taxpayers may use the SMR for otherwise qualify-
ing automobiles that are used for hire (such as in 
a taxicab or limo service) beginning in 2011 [Rev. 
Proc. 2010-51, supra]. However, the SMR is still 
not allowed if five or more automobiles are used 
in the business at the same time.

A taxpayer who uses five or more automo-
biles simultaneously for business purposes can-
not use the SMR, but alternating the use of five or 
more automobiles does not disqualify a taxpayer 
from claiming it.

ISSUE 5: CAR AND TRUCK EXPENSES This issue reviews the standard 
mileage rate and actual cost deductions when a vehicle is used for business 
purposes.

Taxpayers who use their cars, light trucks, vans, 
or sport utility vehicles (SUVs) for business pur-
poses can generally deduct related expenses using 
either the business standard mileage rate (SMR) 
or actual costs if they own or lease the vehicles. 
Actual costs include both operating costs, such as 
gasoline, oil, tires, maintenance, and repairs, and 
fixed costs, such as depreciation or lease payments, 
licensing and registration fees, personal property 
taxes, and insurance. The term automobile as used 
in this discussion includes vans, pickups, panel 
trucks, and many SUVs.

Standard Mileage Rate

Taxpayers can use the business SMR only if they 
elect it in the first year the automobile is placed 
in service for business use. They cannot elect it 
if they have depreciated the automobile using 
any method except straight-line (SL) deprecia-
tion over the vehicle’s estimated useful life. If 
the taxpayer uses the business SMR in the first 
year, he or she may deduct either the business 
SMR or actual expenses in subsequent years. If 
the taxpayer deducts actual expenses in a later 
year, he or she must calculate depreciation using 
the SL method [Rev. Proc. 2010-51, 2010-51 
I.R.B. 883].

Luxury Auto Limit 

The I.R.C. § 280F luxury auto limitations on depre-
ciation deductions, discussed later in this section, 
apply to all methods of depreciation as well as the 
I.R.C. § 179 deduction.

The business SMRs for 2010–2012 are shown 
in Figure 5.5.

Practitioner
Note
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Example 5.16 Alternating Usage

Patrick Peterson owns two SUVs and three vans 
that he uses in his catering business. He drives 
one of the SUVs, and his employees drive the 
three vans to his catering jobs. Patrick can use 
the SMR for all five vehicles’ business mileage 
because only four are used in the business at any 
given time.

Example 5.17 Simultaneous Usage

Patrick (from Example 5.16) has four employ-
ees instead of three. He and his employees drive 
all five vehicles to his catering jobs. Patrick can-
not use the SMR for any of the vehicles because 
all five vehicles are used in the business at the 
same time.

Example 5.18 Successive Usage

Rose Budd owns an SUV and three pickup 
trucks that she uses in her landscape design busi-
ness. Rose and her three employees drive the 
vehicles to her design sites. During the current 
year, Rose traded in one of the pickup trucks 
for a new van. Rose can use the SMR for the 
business mileage of the SUV, the three pickup 
trucks, and the new van, because only four were 
in use at any given time.

Additional Expenses
A Schedule C (Form 1040) filer who claims the 
SMR may also deduct other automobile-related 
expenses including 

■■ ad valorem taxes paid on the vehicle;
■■ business-related parking fees and tolls that 
are not incurred for commuting; and

■■ the business portion of the interest paid on 
an automobile loan.

Example 5.19 Prorated Interest Deduction

Grant Garrison, a sole proprietor, used his auto-
mobile 60% for business in 2012 and paid $1,800 
in interest expense on his auto loan. Grant can 
deduct $1,080 (60% × $1,800) of this interest on 
his Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship). If Grant were an 

employee instead of being self-employed, none 
of the interest would be deductible because it 
would be treated as personal interest. 

Depreciation Component of SMR
The SMR includes a depreciation component 
that reduces the automobile’s basis, but not below 
zero. For tax years prior to 1990, an SMR that 
included a depreciation component applied only 
to the first 15,000 miles, and a lower SMR that 
did not include depreciation applied to mileage in 
excess of 15,000. For tax years after 1989, taxpay-
ers can deduct the SMR including depreciation 
for all business miles. The depreciation compo-
nents of the SMR for 1983–2012 are shown in 
Figure 5.6.

FIGURE 5.6 SMR Depreciation Component 

Years Rate per Mile

1983–1985    8.0¢

1986    9.0¢

1987 10.0¢

1988 10.5¢

1989–1991 11.0¢

1992–1993 11.5¢

1994–1999 12.0¢

2000 14.0¢

2001–2002 15.0¢

2003–2004 16.0¢

2005–2006 17.0¢

2007 19.0¢

2008–2009 21.0¢

2010 23.0¢

2011 22.0¢

2012 23.0¢

Example 5.20 Mileage-Based Depreciation

In 2008, Dan Davis paid $34,000 for an SUV that 
he used exclusively in his landscape design busi-
ness. From 2008 through 2012, he used the SMR 
to figure his automobile expense deduction on 
Schedule C (Form 1040). He sold the vehicle at 
the end of 2012 for $15,000 after having driven it 
87,700 total miles.
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I.R.C. § 1245 requires previously claimed 
depreciation deductions to be recaptured as ordi-
nary income to the extent of the realized gain. 
Because the depreciation component of the SMR 

may vary each year, Dan must use his actual busi-
ness mileage for each year to compute his basis 
reduction, as shown in Figure 5.7. 

FIGURE 5.7 Sale of Vehicle after Claiming SMR

Year

Miles times 
Depreciation 

Rate Depreciation
Adjusted Basis 

Calculation
Gain 

Calculation

Selling price $15,000

Purchase price $34,000

Depreciation 2008 14,000 × 21¢ $2,940

2009 18,400 × 21¢   3,864

2010 19,700 × 23¢   4,531

2011 17,500 × 22¢   3,850

2012 18,100 × 23¢   4,163

Total depreciation ( 19,348)

Adjusted basis  ( 14,652)

Gain recognized  $       348 

 

Dan reports the sale in Part III of Form 4797, 
Sales of Business Property, shown in Figure 5.8, 
and his $348 gain is taxed as I.R.C. § 1245 ordi-
nary income recapture.

FIGURE 5.8 Reporting Sale of Vehicle after Deducting SMR on Form 4797
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Depreciation Cap
The passenger automobile depreciation limits are 
adjusted each year by the automobile component 
of the Consumer Price Index for All Urban Con-
sumers published by the Department of Labor. 
For 2003 and later years, the cap for pickups and 
vans (defined as vehicles that are built on a truck 
chassis) is higher than the maximum allowance 
for cars. For 2008–2012, both caps are increased 
by $8,000 unless the taxpayer elects out of AFYD.

Additional First-Year 
Depreciation

Taxpayers may elect out of AFYD by attaching 
a statement to a timely filed return (including 
extensions). Taxpayers make this election by class 
of property placed in service during the tax year, 
and they may revoke it only with the written con-
sent of the IRS.

Figure 5.9 shows the limits for vehicles placed 
in service after 2009. If the allowable annual 
depreciation is limited by these caps, the vehicle’s 
cost recovery period is extended. See the “Tax 
Rates and Useful Tables” chapter in this book for 
the depreciation limits for vehicles placed in ser-
vice in 2009 and earlier years.

Practitioner
Note

Depreciation Deduction Limits

Automobiles are 5-year MACRS property and 
are eligible for the I.R.C. § 179 deduction if they 
are used more than 50% in the active conduct of 
a trade or business. I.R.C. § 280F(a) limits the 
annual depreciation deduction for vehicles clas-
sified as passenger automobiles, and the I.R.C. 
§ 179 deduction is treated as depreciation for this 
purpose. These limitations are often referred to as 
the luxury auto limitations.

Passenger Automobile Defined
A passenger automobile is defined in I.R.C. § 280F(d)
(5) as a four-wheeled vehicle that is manufactured 
primarily for use on public streets, roads, and 
highways, and is rated at

1. 6,000 or fewer pounds unloaded gross vehicle 
weight (GVW) if the vehicle is a car; or

2. 6,000 or fewer pounds loaded (including pas-
sengers and cargo) GVW for vans and trucks.

Heavier vehicles are not subject to the I.R.C. 
depreciation caps. The GVW can usually be 
found on the label attached to the inside edge 
of the driver’s side door. It is often marked as 
GVWR, which stands for gross vehicle weight 
rating.

A passenger automobile does not include any 
of the following vehicles:

■■ An ambulance, hearse, or combination 
ambulance-hearse used directly in a business

■■ A vehicle used directly in a business to trans-
port persons or property for hire

■■ A truck or van that is a qualified non–per-
sonal use vehicle, defined in I.R.C. § 274(i) 
as a vehicle that by reason of its nature is not 
likely to be used more than a de minimis 
amount for personal purposes

Qualified Non–Personal 
Use Vehicles

See pages 296–297 of the 2008 National Income 
Tax Workbook for a list of these categories as 
identified in Temp. Treas. Reg. § 1.274-5T(k)(2)(ii) 
and Prop. Treas. Reg. § 1.274-5.

Cross-
Reference
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Because Jerry’s $11,160 allowable deprecia-
tion deduction is less than the potential $15,000 
AFYD, the entire $11,160 is treated as AFYD and 
is reported under “Listed Property” on line 25 in 
Part V of his 2012 Form 4562, Depreciation and 
Amortization.

Jerry reduces his basis in the automobile by 
$11,160 and has an $18,840 remaining basis for 
regular MACRS depreciation. However, he can-
not deduct any regular depreciation for 2012 
because of the luxury auto limits. In 2013 and 
future years, his depreciation deduction will also 
be limited by I.R.C. § 280F. Figure 5.10 shows the 
calculations for 2012 and 2013.

Example 5.21 Luxury Automobile Limit

On June 1, 2012, Jerry Jackson purchased a 
$30,000 automobile with a 5,000-pound GVW. 
He used it solely in his real estate business and 
wants to deduct actual expenses rather than using 
the SMR. He will not elect an I.R.C. § 179 deduc-
tion for the car, but he does plan to deduct AFYD.

If I.R.C. § 280F did not apply, Jerry’s addi-
tional first-year depreciation would be $15,000 
(50% × $30,000), and he could also deduct 
another $3,000 (20% × $15,000) in regular 
MACRS depreciation. However, I.R.C. § 280F 
limits Jerry’s first-year depreciation deduction to 
$11,160 ($3,160 + $8,000).

FIGURE 5.9 Depreciation Limitations under I.R.C. § 280F for Passenger Automobiles 

Cars Pickups and Vans

Year Placed  
in Service

First 
Year*

Second 
Year

Third 
Year

Later 
Years

First 
Year*

Second 
Year

Third 
Year

Later 
Years

2010 $3,060 $4,900 $2,950 $1,775 $3,160 $5,100 $3,050 $1,875

2011 $3,060 $4,900 $2,950 $1,775 $3,260 $5,200 $3,150 $1,875

2012 $3,160 $5,100 $3,050 $1,875 $3,360 $5,300 $3,150 $1,875

*Add $8,000 to the first-year limit if AFYD is claimed on the vehicle.

FIGURE 5.10 Passenger Automobile Depreciation Calculation

2012 MACRS Calculation

Special depreciation allowance before limit $30,000 × 50% = $15,000

I.R.C. § 280F limit (with 50% bonus) $11,160

Allowable 50% bonus depreciation $11,160

MACRS 200% DB, half-year convention ($30,000 – $11,160) = $18,840 × 20% = $  3,768

Remaining I.R.C. § 280F limit $         0

Allowable 2012 MACRS depreciation $         0

2013 MACRS Calculation

MACRS table percentage, second year ($30,000 – $11,160) = $18,840 × 32% =  $  6,029

I.R.C. § 280F limit for second year $  5,100

Allowable 2013 MACRS depreciation  $  5,100
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Example 5.22 Adjustment for Business Use

In 2012, Gina Gentry purchased and placed in 
service an SUV with a 6,500-pound GVW. The 
SUV cost $40,000. It is not subject to the I.R.C. 
§ 280F depreciation limitations because its GVW 
exceeds 6,000 pounds. Because Gina used the 
SUV 60% for business purposes, her basis for 
depreciation is $24,000 (60% × $40,000), and she 
may claim the entire amount as an I.R.C. § 179 
deduction.

Related Party Transactions
Eligible property for the I.R.C. § 179 deduction 
must be acquired by purchase; property acquired 
by gift or inheritance does not qualify. Property is 
not considered to be acquired by purchase, even 
if a cash transaction is involved, if it is acquired 
from a related person or from another member 
of the same controlled group. The I.R.C. § 267(b) 
definition of related persons generally applies, 
but for this purpose, members of an individual’s 
family include only his or her spouse, ancestors, 
and lineal descendants (not brothers and sisters).

Example 5.23 Related Party Disqualification

In 2012, Darla Donner purchased a pickup truck 
from Donner Motors, Inc. Darla owns 51% of the 
automobile dealership’s outstanding stock. The 
pickup is not eligible for the I.R.C. § 179 deduc-
tion because Darla and the dealership are related 
parties under I.R.C. § 267(b). 

Lodging Property Exception
A vehicle used predominantly in connection with 
a business of furnishing lodging does not qualify 
for the I.R.C. § 179 deduction unless it is used by 
a hotel or motel that primarily serves transients 
or it is available on the same basis to individuals 
who use the lodging facility and individuals who 
do not use the lodging facility.

Example 5.24 Lodging Property Exception

Hope Icahn operates a bed and breakfast where 
most clients stay for fewer than 7 days. In 2012, 
she purchased an Escalade with a 7,100-pound 
GVW. She uses the SUV only to transport her cli-
ents to and from the airport and area attractions. 

I.R.C. § 179 Deduction

I.R.C. § 179 allows a taxpayer to elect to deduct 
in the tax year that it is placed in service all or 
part of the cost of certain tangible I.R.C. § 1245 
property, rather than depreciating the cost over 
a period of years. Qualifying property is tangi-
ble § 1245 property or eligible software that is 
acquired by purchase for use in an active trade or 
business within the United States. A vehicle pur-
chased from an unrelated party and used more 
than 50% for business purposes within the United 
States generally meets these requirements.

Eligible property does not include property 
acquired only for the production of income, prop-
erty that produces royalties, or property that is 
used predominantly to furnish lodging or in con-
nection with furnishing lodging. If property used 
in an active business is also used for personal or 
investment use, only the business use percentage 
of its cost is eligible for the I.R.C. § 179 deduction.

Limit for SUVs
I.R.C. § 179(b)(5) limits the maximum I.R.C. 
§ 179 deduction for an SUV placed in service 
after October 22, 2004, to $25,000. For this pur-
pose, an SUV is a four-wheeled vehicle designed 
to carry passengers over public streets, roads, or 
highways (but not operated exclusively on rails) 
that is not subject to I.R.C. § 280F and is rated at 
not more than 14,000 pounds GVW. The defini-
tion of an SUV specifically excludes vehicles that 
are buses, pickup trucks, and cargo vans, which 
are described as follows, respectively:

■■ A vehicle designed to have a seating capac-
ity of more than nine persons behind the 
driver’s seat

■■ A vehicle equipped with a cargo area at least 
6 feet in interior length that is an open area 
or is designed for use as an open area but is 
enclosed by a cap and not readily accessible 
directly from the passenger compartment

■■ A vehicle that has an integral enclosure fully 
enclosing the driver compartment and load-
carrying device, does not have seating rear-
ward of the driver’s seat, and has no body 
section protruding more than 30 inches 
ahead of the leading edge of the windshield
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Fluctuating Basis for 
Depreciation

See pages 292–293 of the 2008 National Income 
Tax Workbook for a discussion and example of 
the fluctuating basis depreciation calculation.

Recapture of Deduction
An I.R.C. § 179 deduction is treated as deprecia-
tion under I.R.C. § 1245. When the property is 
sold or exchanged, the deduction is recaptured 
as ordinary income to the extent of the taxpayer’s 
realized gain.

Example 5.25 I.R.C. § 179 Recapture  
on Disposition

In July 2010, Jane Jefferson, a landscape designer, 
purchased and placed in service a pickup truck 
with a 6,900-pound GVW. It cost $36,000, and 
Jane used it 100% for business. She elected a 
$20,000 I.R.C. § 179 expense deduction, so her 
adjusted basis for 5-year MACRS depreciation 
was $16,000 ($36,000 – $20,000). Jane did not 
elect out of the 50% AFYD.

Jane sold the pickup for $17,500 in August 
2012. Her cost recovery deductions [using the 
200% declining balance (DB) method and half-
year (HY) convention] and her $14,428 realized 
gain are calculated in Figure 5.11.

Cross-
Reference

She may expense up to $25,000 of its cost using 
the I.R.C. § 179 deduction because her business is 
treated as a hotel and therefore is excepted from 
the lodging exclusion.

I.R.C. § 179  
Limitations

See the “Business Assets” chapter of this book for 
a further discussion of the I.R.C. § 179 deduction, 
including the dollar limitations and the taxable 
business income limitation.

Variable Business Use
If a taxpayer elects an I.R.C. § 179 deduction for 
only a portion of the basis of property with 100% 
business use, the taxpayer reduces the cost basis 
before calculating depreciation on the remaining 
basis. Unless a recapture event occurs, the tax-
payer does not consider the I.R.C. § 179 deduc-
tion in subsequent years. However, if the taxpayer 
uses the property less than 100% for business, and 
the business use percentage fluctuates each year, 
the taxpayer must recalculate the remaining basis 
for depreciation after the I.R.C. § 179 deduction 
each year.

Cross-
Reference

FIGURE 5.11 Recapture on Disposition 

Depreciable 
Basis Rate

Cost  
Recovery

Calculation 
of Gain

Sales price $  17,500

     2010 I.R.C. § 179 $36,000 $20,000

     2010 AFYD   16,000 50%      8,000

     2010 MACRS HY     8,000 20%      1,600

     2011 MACRS     8,000 32%      2,560

     2012 MACRS HY     8,000 9.6%*         768

Total cost recovery $32,928

Adjusted basis: $36,000 – $32,928      ( 3,072)

Realized I.R.C. § 1231 gain $  14,428

 

* 19.2% × 0.5
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Aggregation of Business Use
A taxpayer who uses a vehicle for a round trip or 
uninterrupted business use may account for the 
use by a single record, rather than tracking each 
leg of the trip separately. De minimis personal 
use is not an interruption of business use.

Example 5.26 Multiple Deliveries

Andy Anderson uses a pickup truck to make 
deliveries at several locations. His trip, which 
begins and ends at his employer’s business prem-
ises, includes a stop for lunch. Andy can account 
for these deliveries by a single record of miles 
driven.

Substantiation Using Sampling
A taxpayer who maintains an adequate record 
for portions of a tax year may be able to use that 
record to prove the business or investment use for 
the entire year. The taxpayer must demonstrate
with other evidence that this partial-year record 
is representative of the use for the entire tax year 
[Treas. Reg. § 1.274-5T(c)(3)(ii)].

Example 5.27 Sample Record  
Kept Each Month

Bonnie Blackmon operates an interior design 
business and uses her automobile to visit cli-
ents, meet with subcontractors, and pick up and 
deliver items to clients. Bonnie maintains ade-
quate records during the first week of each month 
that document 80% business use of her automo-
bile. Invoices from her business indicate that her 
business continued at the same rate during the 
remaining weeks of each month. Thus, she has 
sufficient corroborating evidence for 80% busi-
ness use of the vehicle during the tax year.

Other Car and Truck  
Expense Issues

This section includes a brief recap of other car 
and truck expense–related issues. See the “Auto-
mobiles” chapter of the 2008 National Income Tax 
Workbook for more examples related to these 
issues.

Jane reports the sale on Form 4797 and 
recaptures the entire $14,428 gain as ordinary 
income under I.R.C. § 1245 because it is less than 
the $32,928 total of her I.R.C. § 179 and MACRS 
depreciation deductions. The $14,428 is trans-
ferred from Form 4797 to line 14, “Other gains 
or (losses),” of Form 1040, and it is not included 
in SE income. 

Listed Property

Any property used as a means of transportation 
is listed property under I.R.C. § 280F(d)(4). If the 
qualified business use of listed property is 50% 
or less of the total use, the taxpayer must use SL 
depreciation and cannot elect the I.R.C. § 179 
deduction for that property. Listed property 
vehicles that are passenger automobiles are also 
subject to the luxury auto depreciation caps dis-
cussed earlier in this issue.

Substantiation of Business Use
I.R.C. § 274(d) requires taxpayers to substanti-
ate by adequate records the business use of listed 
property. Failure to comply results in a disallow-
ance of the business deduction. The taxpayer’s 
records may include an account book, diary, 
statement of expense, or similar record, but tax-
payers must have documentary evidence, such 
as receipts, canceled checks, or bills, to support 
the taxpayer-created records. Taken together, 
the taxpayer’s records and the documentary evi-
dence should provide the following information:

■■ The amount of each expense
■■ The date and place of the expenditure or use 
of the vehicle

■■ The business or investment purpose for the 
expense

The substantiation requirements do not apply 
to qualified non–personal use vehicles, as defined 
earlier in this issue.
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a pickup truck that cost $30,000. The pickup 
weighed more than 6,000 pounds and was not 
subject to the I.R.C. § 280F passenger automobile 
limitations. Mark used the truck 100% for quali-
fied business use in 2010 and 2011. He elected 
to deduct $10,000 as an I.R.C. § 179 expense in 
2010 but elected out of the 50% AFYD, choosing 
to depreciate the remaining $20,000 of the truck’s 
cost under the MACRS rules for 5-year property 
using the 200% DB method.

During 2012, Mark’s business use of the 
truck dropped to 40%. He must recalculate his 
depreciation deduction under the SL method and 
recapture the excess deductions taken for 2010 
and 2011, as shown in Figure 5.12.

Business Use Drops to 50% or Less
Listed property that is used more than 50% for 
business in the year it is placed in service is eli-
gible for accelerated depreciation and the I.R.C. 
§ 179 deduction. If qualified business use falls 
to 50% or less before the end of the property’s 
recovery period, the taxpayer must recapture 
any already claimed depreciation (including any 
I.R.C. § 179 deduction claimed) that exceeds the 
amount allowable under an SL method [I.R.C. 
§ 280F(b)(2)].

Example 5.28 Business Use  
Decrease to 40%

In March 2010, Mark Marlowe, who works in 
construction, purchased and placed in service 

FIGURE 5.12 Calculation of I.R.C. § 280F Recapture

Depreciable 
Basis Rate

Depreciation 
Amount

Total  
Depreciation

Actual depreciation:

    2010 I.R.C. § 179 $30,000 $10,000

    2010 200% DB MACRS HY    20,000 20%     4,000

    2011 200% DB MACRS    20,000 32%     6,400

Total actual depreciation  $20,400

Allowable SL depreciation:

    2010 HY $30,000 10%  $ 3,000

    2011   30,000 20%     6,000

Total allowable depreciation      (9,000)

 

I.R.C. § 280F recapture amount $11,400

 

Mark includes the $11,400 as business income 
for 2012, and he increases his basis in the truck 
by the same amount. The recapture calculation 
is entered in Part IV of Form 4797 (see Figure 

5.13) and as “Other Income” on his Schedule C 
(Form 1040), where it becomes part of his income 
subject to SE tax.

FIGURE 5.13 Reporting I.R.C. § 280F Recapture on Form 4797
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Mark’s adjusted basis after the recapture is 
$21,000 ($30,000 – $9,000). For 2012, his allow-
able depreciation is $2,400, as calculated in Fig-
ure 5.14.

FIGURE 5.14 2012 Straight-Line  
Depreciation Calculation

Original cost $ 30,000

Business use % × 40%

Business use cost basis $ 12,000

2012 SL depreciation rate × 20%

2012 depreciation $   2,400

 

Recapture Rules  
Differ

When the business use of listed property falls to 
50% or less, the I.R.C. § 179 deduction is recap-
tured under I.R.C. § 280F rules, and the recapture 
amount is subject to both income and SE tax. In 
contrast, if the property is sold and the I.R.C. § 179 
deduction is recaptured under I.R.C. § 1245, the 
recapture amount is not subject to SE tax (see 
Example 5.25). 

Leasing an Automobile
The listed property rules that require substantia-
tion of business use apply to leased vehicles as 
well as to vehicles that are owned by the tax-
payer. If the taxpayer deducts actual expenses 
and leases an automobile, he or she must allocate 
the lease payment between business and personal 
use mileage. Personal use mileage includes com-
muting mileage.

The luxury auto depreciation deduction limit 
is imposed indirectly on a leased passenger auto-
mobile through a lease inclusion amount [I.R.C. 
§ 280F(c)]. A taxpayer who leases a passenger 
automobile for 30 days or longer generally must 
reduce each year’s lease payment deduction by a 
specified inclusion amount.

For leases beginning in 2012, the reduction 
applies to passenger automobiles other than trucks 
and vans with an FMV greater than $18,500, and 
to trucks and vans with an FMV greater than 

Observation

$19,000 [Rev. Proc. 2012-23, 2012-14 I.R.B. 712]. 
The FMV is determined as of the first day of the 
lease term unless business use begins later. It is 
generally the capitalized cost of the automobile 
specified in the lease agreement.

Trade-Ins (Like-Kind Exchanges)
I.R.C. § 1031 mandates that neither gain nor 
loss is recognized on the exchange of qualifying 
like-kind property. Any realized gain or loss on 
the relinquished property is not recognized until 
the taxpayer disposes of the acquired property in 
a taxable transaction. The basis in the acquired 
property is generally the adjusted basis in the 
relinquished property plus any net boot that is 
paid. The adjusted basis of the acquired prop-
erty is decreased if the amount of boot received 
exceeds any gain recognized from the receipt of 
boot.

Employer-Provided Vehicles
The working condition fringe benefit rules allow 
an employee to exclude the value of property 
or services that an employer provides to the 
employee from the employee’s income to the 
extent that the employee could deduct the cost 
as a business expense if the employee paid for 
the property or service. Thus, if an employer pro-
vides a vehicle to an employee, the business use 
portion is an excludable working condition fringe 
benefit. The employee must substantiate the busi-
ness use through adequate records, as discussed 
earlier in this issue.

Any nonbusiness use is personal use that must 
be valued and added to the employee’s reported 
wages on Form W-2 or billed to the employee. 
However, all of an employee’s use of a qualified 
non–personal use vehicle (as defined in a previ-
ous section of this issue) is an excludable working 
condition fringe benefit.
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INTRODUCTION This chapter reviews some topics that frequently pose 
challenges for preparers of individual income tax returns.

This “Individual Taxpayer Issues” chapter 
includes seven learning objectives. After review-
ing it, participants are expected to be able to per-
form the following job-related actions:

1. Determine the amount of social security ben-
efits that is includable in gross income

2. Decide whether interest must be imputed for 
a below-market loan

3. Ascertain when interest on U.S. savings 
bonds is includable in income

Introduction . . . . . . . . . . . . . . . 159
Issue 1: Social Security  

Benefits  . . . . . . . . . . . . . . . . 160
Issue 2: Gifts to Family  

Members  . . . . . . . . . . . . . . . 178
Issue 3: U.S. Savings Bonds . . . . 182

Issue 4: Elder Care  . . . . . . . . . . 187
Issue 5: Essential  

Documentation . . . . . . . . . . 193
Issue 6: Personal Residence . . . 203
Issue 7: Health Coverage  

Tax Credit . . . . . . . . . . . . . . . 207

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

4. Describe the tax treatment of payments 
received by caregivers

5. Explain recordkeeping requirements for cer-
tain deductions

6. Apply the recapture rules for the 2008 first-
time homebuyer credit

7. Calculate the health coverage tax credit
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ISSUE 1: SOCIAL SECURITY BENEFITS This issue provides basic 
information about calculating benefit amounts and explains the taxation of 
benefits.

The U.S. social security system covers 96% 
of American workers, and the Social Security 
Administration (SSA) says its retirement benefits 
generally replace about 40% of a beneficiary’s 
pre-retirement income [SSA Publication No. 
05-10035, Social Security Retirement Benefits, which 
is accessible online at www.socialsecurity.gov 
/pubs/10035.pdf]. Because clients often assume 
that their tax practitioner also knows everything 
that is in any way related to taxes, this issue pro-
vides some basic information about the computa-
tion of social security benefits before it reviews 
the taxation of those benefits. 

Disability Benefits 

Social security disability benefits are paid to eli-
gible workers who retire early for health reasons. 
Qualifications for disability benefits are not cov-
ered in this chapter. Practitioners desiring more 
information should request SSA Publication No. 
05-10029, Disability Benefits. However, the for-
mula explained later in this issue for calculating 
the taxable amount of social security benefits is 
the same for any type of work-based social secu-
rity benefits, including retirement, disability, and 
survivor benefits. 

Retirement Benefit Basics

For individuals born in 1929 or later, the key to 
qualifying for retirement benefits is having 40 
work credits, an amount that is attainable through 
as few as 10 years of work. Individuals can amass 
up to four credits during a year, based on a mini-
mum amount of earnings during the year, so that 
they can earn the maximum four credits for a 
year in a single calendar quarter of work. Years 
of work do not have to be sequential, allowing 
individuals to move in and out of the workforce. 

The benefit amount payable depends on the 
individual’s earnings record and his or her age 

Practitioner
Note

when starting to receive retirement benefits. 
Earned credits are entered on the individual’s 
SSA record and can be increased at any point. 
Additional credits beyond the minimum number 
usually increase the individual’s benefit, but there 
is no partial qualification for retirement benefits: 
No amount is payable unless the worker has 
earned at least 40 credits.

Full Retirement Age
The earliest age at which a worker can receive 
retirement benefits is 62. However, a worker must 
attain full retirement age (FRA) before begin-
ning to draw benefits to receive his or her full 
monthly benefit. An individual who begins ben-
efit payments before his or her FRA will receive a 
reduced amount, as shown in Figure 6.1. 

Lifetime Benefits 
Expected to Be Equal

The monthly benefit reduction is permanent, but 
in theory the worker will receive the same life-
time total amount because he or she will receive 
benefits for a longer period of time. 

An individual’s FRA depends on his or her 
year of birth.

■■ Workers born in 1937 or earlier reached 
their FRA at age 65, and they were subject 
to a 20% reduction of their maximum annual 
benefit if they began drawing benefits 36 
months earlier, at age 62. 

■■ The FRA was gradually increased to 66 for 
workers born from 1938 to 1943, and the 
20% reduction at age 62 simultaneously 
increased to reflect the additional months of 
benefits that precede the worker’s FRA.

■■ Workers born from 1943 to 1954 reach their 
FRA at age 66, and their reduction at 62 is 
25%, reflecting an additional 48 months of 
benefits before FRA.

■■ Another year’s increase in FRA is phased in 
for individuals born in 1955–1959. 
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■■ Those born in 1960 and later must wait until 
age 67 for full retirement benefits, and a 
decision to draw benefits at age 62 will cause 
a 30% reduction in their maximum benefit. 

Life Expectancy Is 
Usually a Guess 

Because most people do not truly know how long 
they will live, a decision about beginning benefits 
must be made using longevity statistics rather 
than hard facts. Individuals who come from long-
lived families have no guarantee that they will 
not die in an accident or from a fatal disease. 
Deciding when to apply for benefits is discussed 
later in this issue.    

Figure 6.1 shows a table derived from a chart 
on the SSA’s website that summarizes the effect 
of beginning benefits at age 62 instead of the 
individual’s FRA, using an example of a $1,000 
monthly FRA benefit and a $500 spousal benefit. 

(Spousal benefit options are explained later in 
this issue.)

Estimating Benefits
Calculating social security benefits is not simple, 
but the SSA provides a worksheet for estimating 
them. The calculation uses the highest 35 years of 
indexed earnings during a base period that begins 
after 1950 and ends the year before the worker 
is first eligible for benefits (age 62 for retirement 
benefits, even if retirement is delayed). It estab-
lishes the worker’s basic benefit at FRA, which 
is also known as the primary insurance amount 
(PIA). 

The indexing accounts for changes in average 
wages each year until the worker’s FRA. Figure 
6.2 lists the maximum annual earnings that are 
considered for benefit purposes and the index 
factor for each year for a worker who becomes 
age 62 in 2012. The calculations in Figures 6.2 
and 6.3 are used together to estimate the worker’s 
social security retirement benefit. 

FIGURE 6.1 Benefit Reductions for Early Retirement

Year of birth1

Full (normal) 
retirement age

Months 
between age 

62 and full 
retirement age2

At age 623

The 
retirement 
benefit is 

reduced by4

A $1000 
retirement 

benefit 
would be 

reduced to

The spouse’s 
benefit is 

reduced by5

A $500 
spouse’s 

benefit would 
be reduced to

1937 or earlier 65 36 20.00% $800 25.00% $375 
1938 65 + 2 months 38 20.83% $791 25.83% $370 
1939 65 + 4 months 40 21.67% $783 26.67% $366 
1940 65 + 6 months 42 22.50% $775 27.50% $362 
1941 65 + 8 months 44 23.33% $766 28.33% $358 
1942 65 + 10 months 46 24.17% $758 29.17% $354 
1943–1954 66 48 25.00% $750 30.00% $350 
1955 66 + 2 months 50 25.83% $741 30.83% $345 
1956 66 + 4 months 52 26.67% $733 31.67% $341 
1957 66 + 6 months 54 27.50% $725 32.50% $337 
1958 66 + 8 months 56 28.33% $716 33.33% $333 
1959 66 + 10 months 58 29.17% $708 34.17% $329 
1960 and later 67 60 30.00% $700 35.00% $325 

1 If you were born on January 1, you should refer to the previous year.  
2 If you were born on the first of the month, we figure your benefit (and your full retirement age) as if your birthday were in the previous 

month. If you were born on January 1, we figure your benefit (and your full retirement age) as if your birthday were in December of the 
previous year. 

3 You must be at least 62 for the entire month to receive benefits. 
4 Percentages are approximate due to rounding. 
5 The maximum benefit for the spouse is 50% of the benefit the worker would receive at full retirement age. The percentage reduction for 

the spouse should be applied after the automatic 50% reduction. Percentages are approximate due to rounding.
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Year 
A.  

Maximum 
Earnings 

B.  
Actual 

Earnings 

C.  
Index  
Factor 

D. 
Indexed 
 Earnings 

1951 $3,600 14.89

1952 $3,600 14.02

1953 $3,600 13.27

1954 $3,600 13.21

1955 $4,200 12.62

1956 $4,200 11.80

1957 $4,200 11.44

1958 $4,200 11.34

1959 $4,800 10.81

1960 $4,800 10.40

1961 $4,800 10.20

1962 $4,800 9.71

1963 $4,800 9.48

1964 $4,800 9.11

1965 $4,800 8.95

1966 $6,600 8.44

1967 $6,600 7.99

1968 $7,800 7.48

1969 $7,800 7.07

1970 $7,800 6.74

1971 $7,800 6.41

1972 $9,000 5.84

1973 $10,800 5.50

1974 $13,200 5.19

1975 $14,100 4.83

1976 $15,300 4.52

1977 $16,500 4.26

1978 $17,700 3.95

1979 $22,900 3.63

1980 $25,900 3.33

1981 $29,700 3.03

Year 
A.  

Maximum 
Earnings 

B.  
Actual 

Earnings 

C.  
Index  
Factor 

D. 
Indexed 
 Earnings 

1982 $32,400 2.87

1983 $35,700 2.73

1984 $37,800 2.58

1985 $39,600 2.48

1986 $42,000 2.41

1987 $43,800 2.26

1988 $45,000 2.16

1989 $48,000 2.07

1990 $51,300 1.98

1991 $53,400 1.91

1992 $55,500 1.82

1993 $57,600 1.80

1994 $60,600 1.75

1995 $61,200 1.69

1996 $62,700 1.61

1997 $65,400 1.52

1998 $68,400 1.44

1999 $72,600 1.37

2000 $76,200 1.30

2001 $80,400 1.27

2002 $84,900 1.25

2003 $87,000 1.22

2004 $87,900 1.17

2005 $90,000 1.13

2006 $94,200 1.08

2007 $97,500 1.03

2008 $102,000 1.01

2009 $106,800 1.02

2010 $106,800 1.00

2011 $106,800 1.00

FIGURE 6.2 Indexing Worksheet
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The 25% (100% – 75%) reduction percent-

age in step 7 of Figure 6.3 reflects a fraction of a 
percent for each month that benefits begin before 
FRA. For example, if a worker’s FRA is 66, his or 
her benefit is reduced only 12.5% if the payout 
begins at age 64, instead of the 25% reduction at 
age 62.

Some individuals who have had long periods 
of relatively low earnings may qualify for special 
minimum benefits.

Online Calculator Will 
Do the Math

Several benefit calculators can be accessed at  
www.ssa.gov/planners/benefitcalculators.htm. 
The worksheet in Figure 6.3 is applicable only for 
workers born in 1950 because the “bend points” 
in step 5 are subject to change.

Practitioner
Note

Reduction for Noncovered Pension
A windfall elimination provision (WEP) gener-
ally reduces social security benefits for retirees 
receiving pensions from government agencies 
and nonprofit organizations if they did not have 
substantial earnings subject to social security 
taxes in at least 30 years. The dollar amount that 
is considered substantial changes annually; it was 
$19,800 in 2011 and is $20,475 in 2012. In 1982, 
it was $6,075.

The WEP reduces the step 5 percentage in 
Figure 6.3 from 90% to 40% for a worker with 20 
or fewer years of substantial social security earn-
ings. The reduced percentage increases 5% with 
each additional year of substantial earnings until 
it is restored to 90% if the worker has 30 years of 
substantial earnings. The WEP is capped at one-
half of the retiree’s pension from noncovered 
employment.

If an applicant who reaches age 62 in 2012 
has 20 or fewer years of substantial earnings 
for social security, the maximum benefit reduc-
tion is the lesser of $383.50 a month or one-half 
of the pension. An SSA benefit calculator at  
www.socialsecurity.gov/retire2/anyPiaWepjs04 

.htm takes the WEP into account.
There is generally no offset for military retire-

ment pay.

FIGURE 6.3 Social Security Benefit Estimation for a Worker Who Becomes Age 62 in 2012

Step 1
Start with the indexing worksheet (Figure 6.2). Enter the worker’s actual earnings in column B, but do not 
enter more than the amount shown in column A. If there are no earnings, enter “0.”

Step 2
Multiply the amounts in column B by the index factors in column C, and enter the results in column D. These 
are the worker’s indexed earnings (the approximate value of prior-year earnings in current dollars).

Step 3
Choose from column D the 35 years with the highest amounts. Add these amounts. 

 
$___________

Step 4
Divide the result from step 3 by 420 (the number of months in 35 years). Round 
down to the next lowest dollar. This result is average indexed monthly earnings. 

 
$___________

Step 5
a. Multiply the first $767 in step 4 by 90%.

 
$___________

b. Multiply the amount in step 4 that is over $767 and not more than $4,624 by 32%. $___________

c. Multiply the amount in step 4 that is over $4,624 by 15%. $___________

Step 6
Add a, b, and c from step 5. Round down to the next lowest dollar. This is the 
worker’s primary insurance amount (PIA), which is the estimated monthly benefit if 
the worker waits until age 66 (FRA) to begin retirement payments.

 
$___________

Step 7
Multiply the PIA in step 6 by 75%. This is the worker’s estimated monthly retirement 
benefit at age 62. 

 
$___________
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In addition, if earnings before FRA exceed an 
annual limitation so that benefits are withheld (as 
explained later in this issue), the SSA will recom-
pute and increase the worker’s benefits at FRA to 
eliminate the nonbenefit months from the reduc-
tion percentage.

FIGURE 6.4 Delayed Retirement Credits

Year of Birth Credit per Year

1917–1924 3.0%

1925–1926 3.5%

1927–1928 4.0%

1929–1930 4.5%

1931–1932 5.0%

1933–1934 5.5%

1935–1936 6.0%

1937–1938 6.5%

1939–1940 7.0%

1941–1942 7.5%

1943 or later 8.0%

Delay after FRA
Some people are not ready to retire even at 
full retirement age, and they can increase their 
monthly social security benefits by delaying ben-
efits past their FRA until age 70 if they are insured 
at their FRA. There is no additional increase for 
delaying benefits beyond age 70. The percent-
age increase for each year of delayed retirement 
depends on the individual’s date of birth, as 
shown in Figure 6.4. Persons born on January 1 
of any year should refer to the credit percentage 
for the previous year.

Delayed retirement credits do not increase a 
spousal benefit—it is capped at 50% of the worker’s 
basic benefit. However, that amount can increase 
after retirement if an individual continues to work 
and pay social security taxes while receiving ben-
efits. The SSA automatically recomputes benefits 
when it adds new earnings to a worker’s record. 
If unindexed earnings for a later year are higher 
than the indexed earnings used to compute the 
original benefit, the SSA will substitute the new 
year of earnings.

Under certain circumstances, military vet-
erans who served between 1940 and 2001 
can be credited for special extra earnings for 
social security purposes. These extra earnings 
may help veterans qualify for social security 
or increase their benefits, though some veter-
ans find that the gain is minimal because an 
increase in earnings does not result in an equal 
increase in monthly benefits.

■■ For every $300 in active duty basic pay 
received in 1978–2001, the veteran may 
be credited with an additional $100 in 
earnings, up to a maximum of $1,200 a 
year. An individual who enlisted after 
September 7, 1980, and did not complete 
at least 24 months of active duty or the 
full enlistment period may not be able to 
receive the additional earnings. 

■■ A veteran may be credited with $300 
in additional earnings for each calendar 
quarter in which he or she received active 
duty basic pay in 1957–1977.

■■ Military pay before 1957 was not subject 
to social security taxes. However, a veter-
an’s social security record may be credited 

with $160 a month in earnings for military 
service from September 16, 1940, through 
December 31, 1956, under one of the fol-
lowing circumstances:

1. The veteran was honorably discharged 
after 90 or more days of service, or was 
released because of a disability or injury 
received in the line of duty.

2. The veteran is still on active duty.
3. A survivor is applying for survivors 

benefits and the veteran died while on 
active duty.

A veteran generally cannot receive credit 
for these special extra earnings if he or she is 
already receiving a federal benefit based on 
the same years of service (such as military 
retirement pay). However, veterans who were 
on active duty after 1956 can get the special 
earnings credit for 1951–1956 even if they are 
receiving military retirement pay based on ser-
vice during that period.

The SSA cannot add the extra earnings to 
a veteran’s record until he or she files for social 
security benefits.

Extra Earnings Credits for Veterans
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Retroactive 
Applications

Early retirement benefits cannot be paid for any 
month before the month that the worker applies 
for benefits. If a worker waits until after reaching 
FRA to apply, the SSA can honor a request for up 
to 6 months of retroactive benefits, but only for 
the months after the worker reached FRA.

Family Benefits

The worker is not the only person who can draw 
social security benefits based on his or her earn-
ings. Spouses and children can also draw benefits 
from the worker’s account, without affecting the 
amount the worker receives.

Benefit for Current Spouse
Spouses who have no social security earnings 
record may receive retirement benefits based 
on their husband’s or wife’s earnings records. A 
spouse’s benefit at FRA is 50% of the worker’s 
benefit. A married individual who has low life-
time earnings will draw benefits on his or her own 
account, but if the 50% spousal benefit exceeds 
the worker’s benefit, the total benefit paid is a 
combination of worker and spousal benefits to 
equal the maximum spousal benefit.

A spouse who waits until his or her FRA may 
draw 50% of the worker’s unreduced benefit even 
if the worker takes a reduced amount for early 
retirement, but the spousal benefit is reduced if 
the spouse begins receiving benefits before his or 
her own FRA. For example, if the spouse’s FRA 
is 66 and the spouse applies for spousal benefits at 
age 62, the spouse will receive 35% of the work-
er’s unreduced benefit, as shown in Figure 6.1. 
(The 50% unreduced benefit is reduced by 30%.)

A spouse who is under age 62 can receive a 
spousal benefit if he or she is caring for a qualify-
ing child. The child must be entitled to draw ben-
efits on the worker’s record and be under age 16 
(or older but disabled). This spousal benefit is the 
full 50% regardless of the spouse’s age.

Example 6.1 Delayed Retirement

Mary Lamb was born in 1950. She estimated 
her monthly social security benefit to be $1,500 
if she begins to draw benefits at 66, her FRA. If 
she decides to retire 4 years early at age 62, her 
monthly benefit will be reduced by 25% to $1,125 
(75% × $1,500). If she decides to wait 4 years past 
her FRA and not draw benefits until age 70, her 
benefit will increase 32% (8% × 4 years) to $1,980 
(132% × $1,500).

Enrolling for Medicare
Medicare is a health insurance program 
for eligible beneficiaries who are age 65 or 
older and for some younger people who are 
disabled or have permanent kidney failure 
requiring dialysis or transplant. Eligible 
individuals who are already receiving social 
security benefits are automatically enrolled, 
but individuals who decide to delay retire-
ment should consider enrolling for Medi-
care within 3 months of turning age 65. An 
individual who waits until a later date to 
enroll may have to pay a higher premium 
for Medicare Part B coverage.

There are four parts to Medicare:
■■ Part A, hospital insurance, helps pay 
for inpatient hospital care and certain 
follow-up services.

■■ Part B, medical insurance, helps pay 
for doctors’ services, outpatient hos-
pital care, and other medical services. 
Timely enrollment is important: The 
monthly premiums for Part B increase 
10% for each 12-month period an indi-
vidual is eligible for, but does not enroll 
in, Part B.

■■ Part C, Medicare Advantage plans, 
combine Parts A and B coverage. They 
can be managed care plans, preferred 
provider organization (PPO) plans, pri-
vate fee-for-service plans, and specialty 
plans.

■■ Part D, prescription drug coverage, 
helps pay for medications doctors pre-
scribe for treatment.

Further information is available in SSA 
Publication No. 05-10043, Medicare.
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Spousal Benefit Before 
Worker Retires

Even if a spouse has attained FRA, he or she is 
not eligible for spousal benefits until the worker 
spouse applies for his or her own benefit. But this 
rule can be bypassed if the working spouse applies 
for his or her own benefits and then requests 
that they be suspended. This approach allows 
the spouse to receive benefits before the worker 
actually retires, while allowing the worker to con-
tinue to earn a higher benefit. Only one spouse 
can apply and then suspend benefits.

There are additional considerations if both 
spouses are fully insured. Workers can earn 
delayed retirement credits up to age 70 as long as 
they do not collect their own benefits. A spouse 
who has reached FRA but plans to continue 
working can choose to receive only spousal ben-
efits while continuing to work. Then at age 70, 
the spouse can claim higher benefits based on his 
or her own work record and delayed retirement.

By contrast, a worker who begins receiving 
reduced benefits on his or her own record before 
FRA can receive spousal benefits later if they are 
higher, but the spousal benefit is also reduced 
based on the worker’s early retirement.

Example 6.2 Early Retirement for Spouse

Mary Contrary qualifies for a $250 retirement 
benefit based on her own earnings record and a 
$400 spouse’s benefit. At FRA, she will receive 
her own $250 retirement benefit plus $150 from 
her spouse’s benefit, for a $400 total. If she takes 
her retirement benefit before her full retirement 
age, both amounts will be reduced. 

Divorced Spouses
If a marriage lasted a minimum of 10 years before 
divorce, and the former spouse is at least age 62 
and is not married to anyone else, he or she can 
receive retirement benefits based on the other 
ex-spouse’s social security record. This does not 
reduce the benefits payable to that ex-spouse and 
his or her current spouse.

A divorced spouse can receive benefits even 
if the worker is not yet retired, if both ex-spouses 
are at least age 62 and the divorce has been final 
for at least 2 years.

Government Pension 
Offset

Spousal benefits can also be reduced if the spouse 
is receiving a pension from work that was not cov-
ered by social security taxes, such as certain gov-
ernment pensions. This offset reduces the spousal 
social security benefit by two-thirds of the other 
pension. For example, if the spouse receives a 
$600 monthly government pension, $400 (2/3 × 
$600) is deducted from the spousal social security 
benefits. If the unreduced social security benefit is 
$500, the spouse will receive a $100 ($500 – $400) 
benefit. This reduction applies both to a spouse’s 
benefit and a widow’s or widower’s benefit.

Example 6.3 Spousal Benefits

Bob and Mary Richardson have been married for 
40 years. Mary, who is 62, has not worked for pay 
outside the home. Bob, who is 66, does not want 
to retire in the foreseeable future. Mary would 
like to start receiving social security benefits. In 
answering the following questions, assume that 
Bob’s full benefit would be $1,000 a month.

Question 1. 
How much could Mary receive?

Answer 1. 
At age 62, her benefit will be reduced 30% for 
early retirement, so she can receive 70% of 50% 
of Bob’s benefit. This is $350 (70% × 50% × 
$1,000) per month, but she is not eligible to apply 
for a spousal benefit until Bob applies for his own 
benefits.

Question 2. 
Bob wants to delay his benefit to increase his 
future payments. Is there a solution that will let 
Mary receive her spousal benefit now?

Answer 2. 
Bob can apply for benefits and then request that 
they be suspended. This strategy will let Mary 
receive her $350 a month while letting Bob wait.

Question 3. 
Is the situation different if Mary and Bob were 
divorced 10 years ago? Assume that they were 
married for 20 years, and Mary has not remarried.

Answer 3. 
Because she is age 62, Mary is eligible for spousal 
benefits even if Bob does not apply for his own 

Practitioner
Note
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Each child of a retired worker can receive up 
to 50% of the worker’s full benefit, but there is 
a family limit that is usually 150%–180% of the 
worker’s benefit payment. If the limit is reached, 
the benefits paid to the spouse and children are 
reduced, but the worker’s benefit is not affected.

Eligible children of a deceased worker can 
receive 75% of the deceased parent’s benefit, but 
the family limit still applies.

Dependent parents of a deceased worker who 
are age 62 or older may also receive benefits. A 
single surviving parent’s benefit is 82.5% of the 
worker’s benefit; if there are two surviving par-
ents, each can receive 75% of the worker’s benefit.

Earnings Limitations

Retirement planning often includes continuing 
to earn additional income to maintain a certain 
level of living. When an individual who is under 
FRA draws social security benefits and continues 
to work, his or her benefits are reduced by $1 for 
every $2 that the individual’s earnings exceed an 
annual threshold. For 2012, the annual limitation 
is $14,640. 

Figure 6.5 provides examples of the effect of 
earned income exceeding the limit at three ben-
efit levels for a beneficiary who is under his or 
her FRA for the entire year. If the retired worker 
earns $15,000 in 2012 ($360 above the $14,640 
limit), the SSA will require a $180 (50% × $360) 
repayment. If the worker earns $20,000 ($5,360 
above the limit), the worker’s benefit is reduced 
by $2,680 (50% × $5,360). The reduction amount 
is the same regardless of the worker’s actual ben-
efit, until the benefit is zeroed out. 

benefit. If Bob has remarried, his second wife 
is also eligible for a spousal benefit that is not 
affected by Mary’s benefit. 

Surviving Spouses
Widows and widowers may begin receiving ben-
efits at age 60 instead of age 62. If they are dis-
abled, they may receive benefits at age 50. If a 
widow or widower has reached the applicable 
survivor FRA before applying for benefits, he or 
she receives 100% of the deceased worker’s basic 
benefit amount (the amount payable at the work-
er’s FRA). Benefits for younger surviving spouses 
range from 71.5% to 99% of the deceased work-
er’s basic benefit amount. 

The FRA for survivors benefits is not always 
the same as the FRA for retirement benefits. The 
birth years shown in Figure 6.1 are increased by 
2 years, so that the first entry of “1937 or earlier” 
becomes “1939 or earlier,” and so forth. An SSA 
chart for a survivor’s FRA is at www.socialsecurity 
.gov/survivorplan/survivorchartred.htm. 

Widows and widowers also have an option 
to apply for a reduced benefit on one record and 
later switch to a full benefit on another record.

Reduced Survivor 
Benefit

The maximum survivors benefit is generally the 
amount the deceased worker would receive if he 
or she were still alive. If the decedent was receiv-
ing reduced benefits, the survivors benefit is based 
on that amount. However, a worker’s delayed 
retirement credits do not increase a spouse’s ben-
efit beyond 100% of the worker’s basic benefit. 

Children and Parents
Family benefits are available to children who are 
under age 18, who are age 18 or 19 and attending 
elementary or high school full-time, or who are 
18 or older but disabled. Children’s benefits gen-
erally are available only to unmarried children, 
but in certain situations they are payable to a dis-
abled child who marries someone who also has 
been disabled since childhood.

http://www.socialsecurity.gov/survivorplan/survivorchartred.htm
http://www.socialsecurity.gov/survivorplan/survivorchartred.htm
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15% of the benefit is always excluded from gross 
income. The taxability of the remainder depends 
upon the recipient’s filing status and income.

The income used in the I.R.C. § 86 calcula-
tion is an adjusted income that is the total of modi-
fied adjusted gross income (MAGI), which is 
defined later in this section, and one-half of the 
social security benefit. 

■■ Clients whose filing status is single or head 
of household exclude 100% of their social 
security benefits if their adjusted income is 
not more than $25,000. Up to 50% of their 
benefits are taxable if their adjusted income 
is between $25,000 and $34,000. If the 
adjusted income exceeds $34,000, up to 85% 
of the benefits are taxable.

■■ Married clients filing a joint return have no 
taxable benefits if their adjusted income is 
not more than $32,000. Up to 50% of their 
benefits are taxable if their adjusted income 
is between $32,000 and $44,000, and up 
to 85% of the benefits are taxable if their 
adjusted income exceeds $44,000.

■■ Married taxpayers filing separately who 
lived together for any part of the year 
must include 85% of their benefits in gross 
income, without making any other computa-
tion. If they lived apart for the entire year, 
the computation for single taxpayers applies.

If a worker who is under FRA retires in 
mid-year, the annual limitation is prorated on a 
monthly basis and is applied only to the months 
after retirement. 

In the year a worker reaches the appli-
cable FRA, the annual earnings limit is much 
higher—$38,880—and benefits are reduced by 
$1 for every $3 of excess earnings. The limit is 
applied only to earnings during the portion of 
the year before the month the worker attains the 
FRA, but it is not prorated on a monthly basis. 
There is no earnings limit beginning with the 
month the worker reaches the FRA.

Earned income includes only wages and net 
earnings from self-employment. Wage income 
is counted when it is earned, rather than when 
it is paid. Self-employment (SE) income counts 
when received, not when it is earned, unless it 
is earned before the worker is entitled to social 
security benefits and is paid in a year after the 
worker becomes entitled to benefits.

If there is an overpayment of benefits because 
of the earnings limit, the SSA can recover the 
overpayment by withholding monthly social 
security checks until it is paid back in full.

Taxation of Benefits

Most practitioners are familiar with Form SSA-
1099, Social Security Benefit Statement. The 
most common social security issue for practitio-
ners is whether the benefit that a client received 
is taxable. The good news is that a minimum of 

FIGURE 6.5 Reduction for Excess Earnings If under FRA for Entire Year

If the monthly 
social security 

benefit is and earnings are the yearly benefit is and the benefit is zero if earnings reach

$700

$14,640 or less $8,400 (12 × $700)

$31,440 [$14,640 + (2 × $8,400)]$15,000 $8,220 

$20,000 $5,720

$900

$14,640 or less $10,800 (12 × $900)

$36,240 [$14,640 + (2 × $10,800)]$15,000 $10,620

$20,000 $8,120

$1,100

$14,640 or less $13,200 (12 × $1,100)

$41,040 [$14,640 + (2 × $13,200)]$15,000 $13,020

$20,000 $10,520
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Modified Adjusted Gross Income
Calculating the amount of benefits includable 
in gross income is not simply a matter of multi-
plying the total benefits by 50% or 85%. Instead, 
MAGI must be determined by adding back to the 
taxpayer’s adjusted gross income (AGI) the fol-
lowing exclusions and deductions:

■■ Tax-exempt interest
■■ Interest from U.S. savings bonds used for eli-
gible education expenses

■■ Employer-provided adoption benefits
■■ Foreign earned income or housing
■■ Eligible income from American Samoa or 
Puerto Rico

■■ Domestic production activities deduction 
(DPAD)

■■ Student loan interest deduction
■■ Higher education tuition deduction (in years 
it was in effect)

Tax-Exempt Interest

Tax-exempt interest, such as municipal bond 
interest, continues to be nontaxable, but it is 
included in MAGI to determine the amount of 
taxable social security benefits. Clients generally 
will receive a Form 1099-INT, Interest Income; 
a Form 1099-OID, Original Issue Discount; or 
a similar statement, reporting the tax-exempt 
income.

Social Security Benefits

One-half of a taxpayer’s social security benefit 
is added to MAGI in calculating the amount of 
social security benefits that is ultimately included 
in income. Social security benefits include retire-
ment, survivor, and disability benefits, but not 
supplemental security income (SSI). Tier 1 rail-
road retirement benefits, which are social secu-
rity equivalent benefits (SSEB), are subject to the 
same income inclusion rules.

Annual benefits paid to U.S. persons are 
reported to the recipient and to the IRS in box 5 
of Form SSA-1099 or Form RRB-1099, Payments 
by the Railroad Retirement Board. Nonresident 
aliens receive Form SSA-1042S, Social Security 
Benefit Statement, or Form RRB-1042S, State-
ment for Nonresident Alien Recipients of Pay-
ments by the Railroad Retirement Board.

A revised worksheet from the 2011 IRS 
Instructions for Form 1040, U.S. Individual 
Income Tax Return, is shown in Figure 6.6 on the 
next page.

Example 6.4 Determining Taxable Benefits

John Jackson’s 2012 Form SSA-1099 shows 
$15,000 in box 5. His gross income from his 
pension and taxable interest is $20,000, and he 
also received $500 interest from a municipal 
bond. John is single. John’s adjusted income for 
calculating his taxable social security is $28,000 
[$20,000 + $500 tax-exempt interest + $7,500 
(50% × $15,000 social security benefit)].

But this does not mean that 50% of his social 
security benefit is taxable. The next step is to com-
pare John’s adjusted income to the base amount 
for his filing status. Because John’s $28,000 
adjusted income is more than the $25,000 base 
amount, the amount of taxable benefits must be 
calculated.

Question 1. 
How much of John’s $15,000 benefit is reported 
as gross income?

Answer 1.  
The taxable amount is 50% of the lesser of his 
benefit or of his income exceeding the $25,000 
base amount. The $3,000 difference between 
$28,000 and $25,000 is less than $15,000 so 
John’s taxable amount is $1,500 (50% × $3,000).

Question 2. 
Does the answer change if John is married, lived 
with his spouse for at least part of the year, and 
filed a separate return?

Answer 2. 
Yes, because he has no base amount. His taxable 
benefit is 85% of his social security benefit. Thus, 
$12,750 (85% × $15,000) of his social security 
benefit is included in his income.  

Reporting Taxable 
Benefits on Separate 
Returns

If a married client who is filing a separate return 
lived apart from his or her spouse during the 
entire year, enter “D” to the right of the word 
“benefits” on line 20a of Form 1040. See line 9 of 
the worksheet in Figure 6.6.

Practitioner
Note
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FIGURE 6.6 Social Security Benefits Worksheet
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Answer 1.  
None of it is includable in income. John’s refig-
ured 2011 income is $18,500 [$16,000 pension 
and interest + $2,500 social security (50% × 
$5,000 retroactive benefit)]. Because the adjusted 
income is less than his $25,000 base amount, 
none of the benefit paid for 2011 is includable in 
income.

Question 2. 
How does the election affect John’s 2012 return?

Answer 2.  
John’s 2012 social security worksheet includes 
only the $10,000 benefit he received for 2012 on 
line 1, so his adjusted income is $25,500 [$20,000 
pension and interest + $500 tax-exempt interest 
+ $5,000 social security (50% × $10,000)]. This 
exceeds the $25,000 base amount by only $500, 
so only $250 (50% × $500) of his 2012 benefit in 
includable in his income.

The election is shown on John’s 2012 return 
by entering the letters “LSE” to the left of line 20a 
on his Form 1040. The full $15,000 from Form 
SSA-1099 is shown on line 20a, but line 20b 
shows only the $250 taxable income amount.

Question 3. 
Does anything change if John is a minor and 
received a lump-sum payment while he is still a 
dependent?

Answer 3. 
The calculation of taxable benefits is the same. If 
an unmarried child has little or no other income, 
so that adjusted income does not exceed $25,000, 
he or she will not owe any tax on the lump-sum 
payment and might not even be required to file 
a return.

Prior-Year Reporting 
on Form RRB-1099 

Prior-year amounts are included with current-
year benefits in box 3 of both Form SSA-1099 
and RRB-1099, but only Form SSA-1099 includes 
a breakdown of the amounts for every prior year. 
Form RRB-1099 shows the amounts for each year 
beginning with 2009, but for years before that, 
the Railroad Retirement Board must be contacted 
to obtain the necessary information.

Practitioner
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Lump-Sum Method
SSA approval of disability benefits may be in 
process for years before benefits are awarded 
retroactively. In addition, a worker who applies 
for retirement benefits after his or her FRA can 
request that benefits be retroactive to the FRA, 
although there is a 6-month limit on those ben-
efits. Retroactive benefits are paid in a lump sum, 
and the beneficiary can elect to use a special cal-
culation to determine the taxable benefit.

The entry in box 3 of Form SSA-1099 or 
Form RRB-1099 can include benefits paid in the 
current year that were due for one or more prior 
years. The tax return for the year the benefit is 
actually received must show the entire amount 
that is includable in income (amended returns 
are not filed for the prior years), but the taxpayer 
can make a lump-sum election if it will reduce the 
reportable income. The taxable benefit for each 
earlier year is recalculated using the earlier year’s 
MAGI as if the benefit had been received in that 
year. The current year’s taxable benefit is refig-
ured using only the current-year numbers. 

Worksheet 2 from IRS Publication 915, Social 
Security and Equivalent Railroad Retirement Benefits, 
is used to calculate the taxable portion of retroac-
tive benefits paid for any year after 1993. A sepa-
rate Worksheet 2 is used for each year covered 
by a lump-sum payment, and the results for all 
years are then added together on Worksheet 4 
to be included on the current year’s tax return. 
Worksheet 2 is similar to the worksheet shown in 
Figure 6.6.

Example 6.5 Lump-Sum Benefit  
Covering 2 Years

John Jackson (from Example 6.4) received 
$15,000 in social security benefits in 2012, which 
included $5,000 for 2011 plus $10,000 for 2012. 
In 2011, John’s pension and interest income 
totaled $16,000. If John does not make the lump-
sum election, the same $1,500 taxable amount 
that was calculated in Example 6.4 is included in 
his 2012 income. The taxable amount does not 
change unless he makes the lump-sum election.

Question 1. 
How much of the $5,000 payment for 2011 is 
included in his 2012 income if John makes the 
lump-sum election?
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However, if John had included all or part of 
the repaid amount in his 2011 income, he can 
claim the portion that was included in income as 
a miscellaneous itemized deduction on his 2012 
Schedule A (Form 1040), Itemized Deductions, 
subject to the 2%-of-AGI floor.

If John claims the standard deduction, there  
is no additional deduction for the excess 
repayment.

Question 2. 
Does it make a difference if the box 5 entry is a 
higher negative amount?

Answer 2. 
It might, because there are two tax benefit 
options if the repaid benefits that were previously 
included in income exceed $3,000. The repay-
ment can be included as an itemized deduction 
that is not subject to the 2%-of-AGI floor, or it can 
result in a refundable tax credit [I.R.C. § 1341].

Assume that John’s 2011 tax return reported 
$3,500 in taxable social security benefits, and 
his 2012 Form SSA-1099 showed $10,000 in 
box 3 (benefits paid), $15,000 in box 4 (benefits 
repaid), and a negative $5,000 in box 5 (net ben-
efits). He has zero taxable benefits in 2012, and 
he can claim an itemized deduction in 2012 for 
the entire $3,500 that he included in his 2011 
income because it is less than his repayment. He 
cannot deduct the entire $5,000 negative amount 
because all of it was not previously included in 
income.

Alternatively,  John can claim a credit for 2012 
instead of the deduction if it produces a lower net 
tax. This is a five-step process:

1. Refigure the 2012 tax without claiming the 
itemized deduction on Schedule A.

2. Refigure the taxable benefit for 2011, reduc-
ing the social security benefit on line 1 of the 
worksheet by the repaid amount.

3. Refigure the tax for 2011 with the lesser 
amount of social security income. 

4. Subtract the refigured tax from the tax 
shown on the 2011 return. This is the tax 
that John paid in 2011 on the amount that he 
repaid in 2012.

5. Subtract the step 4 result from the step 1 
result. If this tax is lower than the tax calcu-
lated by taking an itemized deduction for the 
repayment, John should claim the credit.

Repayment of Benefits
An overpayment occurs when the SSA pays a 
beneficiary more than it should have paid. This 
can result simply from an error, but it also occurs 
when a beneficiary who has not reached FRA has 
earnings in excess of the annual limit. The SSA 
generally recovers an overpayment by withhold-
ing future benefits, but the recipient can reim-
burse the SSA by sending a check. Either action 
is a repayment of the excess benefit that affects 
tax reporting.

The amount repaid in the current year 
reduces the current year’s gross benefits before 
the worksheet is completed. Form SSA-1099 
reports the gross benefit in box 3, the repayment 
in box 4, and the net of those two amounts in box 
5. Because the net amount is used to figure the 
year’s taxable benefits, there is no separate tax 
return deduction for the repayment unless box 5 
shows a negative amount.

Example 6.6 Repayments

Changing the facts, John Jackson (from Examples 
6.4 and 6.5) was due $15,000 in benefits for 2012, 
but the SSA withheld $2,000 to recoup an excess 
benefit he received in 2011 because of an SSA 
error. This changes the calculation of his tax-
able benefit for 2012. Because the $2,000 was 
subtracted from his $15,000 benefit, his box 5 
amount is $13,000. Only $6,500 (50% × $13,000) 
is included in his adjusted income, which is now 
$27,000 ($6,500 + $20,000 pension and interest 
income + $500 tax-exempt interest). The excess 
amount is $2,000 ($27,000 – $25,000), so his tax-
able benefit is only $1,000 (50% × $2,000).

Question 1.
What is the tax effect for 2012 if John’s gross ben-
efit was $15,000 but he repaid prior-year benefits 
in excess of $15,000?

Answer 1. 
Box 5 will be a negative number, and none of 
his 2012 benefit is includable in income. He will 
also be entitled to a deduction or credit if the sub-
sequently repaid benefits were included in his 
income in a prior year. If the box 5 amount is 
a negative $3,000 and none of John’s prior-year 
benefits were includable in his income, there is 
no tax effect.
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A U.S. citizen who does not receive his or 
her benefit payments because of these rules can 
receive all of the withheld payments when he or 
she moves to another country where the SSA can 
send payments. The recipient then can make the 
lump-sum election if the payment is subject to 
U.S. tax.

Withholding on 
Benefits Sent to 
Foreign Address

The SSA does not withhold U.S. tax on benefits 
paid to a U.S. citizen with a foreign address. How-
ever, the Railroad Retirement Board (RRB) with-
holds a 30% U.S. tax because it assumes that the 
recipient is a nonresident alien unless Form RRB-
1001, Nonresident Questionnaire, has been sub-
mitted. Form RRB-1001 is available only through 
the RRB.

Many foreign countries tax their residents 
(including U.S. citizens living abroad) on any 
U.S. social security benefits the residents receive. 
Income tax treaties may prevent double taxation 
by allowing only one of the parties to the treaty 
to impose a tax on the benefits. U.S. citizens 
residing in Canada, Egypt, Germany, Ireland, 
Israel, Italy, Romania, or the United Kingdom 
are exempt from U.S. tax on their social security 
benefits under tax treaties, but the benefits may 
be taxed by the foreign country. 

Nonresident Aliens
A nonresident alien (NRA) is anyone who is 
neither a citizen nor a tax resident of the United 
States. An NRA who works long enough under 
the U.S. social security system can qualify for 
retirement benefits, and the benefits usually can 
be paid to the worker even when he or she leaves 
the United States. Additional residency require-
ments apply for the worker’s dependents and 
survivors.

Benefits paid to an NRA are subject to 30% 
withholding on 85% of the benefits [I.R.C. 
§§ 871(a) and 1441]. The SSA issues Form SSA-
1042S, Social Security Benefit Statement, and the 
RRB issues Form RRB-1042S to report benefits 
paid to NRAs. The forms show the tax rate and 
the amount withheld, which is nonrefundable 
except in the case of an error.

Practitioner
Note

Repayment of Benefits 
for Multiple Years

If overpayments were received in more than one 
prior year, steps 2–4 are calculated separately for 
each year’s overpayment that was repaid. The 
step 4 amounts are then added, and the total is 
used in step 5.

The credit is the amount figured in step 4. It 
is entered on line 71 of Form 1040, and “I.R.C. 
1341” is entered in the margin to the left of line 
71. An explanation of the credit and its computa-
tion should be attached to the return. 

Question 3. 
Assume that John is married and his wife, Jane, 
also receives social security benefits. John’s Form 
SSA-1099 has a negative $3,000 in box 5, and his 
wife’s Form 1099-SSA shows a positive $5,000 
in box 5. What is the tax impact on their joint 
return?

Answer 3. 
A married couple filing a joint return figures their 
includable social security benefits by combin-
ing their income. John and Jane therefore have a 
$2,000 ($5,000 – $3,000) net benefit. One-half of 
the $2,000 ($1,000) is included in their adjusted 
income on the worksheet, and their base amount 
is $32,000 instead of $25,000.

Foreign Tax Issues

Citizenship status and residency can affect both 
the receipt and the taxation of social security 
benefits.

U.S. Citizens Living Abroad
Treasury regulations prohibit the SSA from send-
ing payments to residents of Cuba or North Korea. 
SSA restrictions prohibit sending payments to 
individuals residing in Cambodia, Vietnam, 
or areas that were in the former Soviet Union, 
except for Armenia, Estonia, Latvia, Lithuania, 
and Russia. Exceptions can be made for eligible 
beneficiaries in some countries, but the individual 
must appear in person at the U.S. embassy each 
month to receive the benefits.

Practitioner
Note
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is absent from the United States for an extended 
period of time. However, a green card holder liv-
ing outside the United States is still considered a 
tax resident unless abandonment has been deter-
mined or the holder proactively abandons the 
green card.

Foreign Social Security Benefits
Social security benefits paid by a foreign coun-
try to a U.S. citizen or resident are taxable as 
annuities unless they are exempt from U.S. tax 
or treated as a U.S. social security benefit under a 
tax treaty. Canadian and German social security 
benefits paid to U.S. citizens are treated as if they 
were paid by the United States and are added to 
the amount actually paid by the SSA in making 
the income inclusion computation under I.R.C. 
§ 86. When benefits are treated as annuities under 
I.R.C. § 72, any exclusion from income is limited 
to recovery of the taxpayer’s basis in the benefits.

Deciding When to Apply  
for Benefits

As clients draw closer to age 62, the question of 
when to start receiving benefits often surfaces. 
Considerations that a client may overlook are 
whether the individual plans to continue work-
ing, especially before FRA, whether the benefits 
will be taxable, and how the decision may affect 
other family members.

■■ If the individual plans to continue work-
ing while drawing social security benefits, 
he or she needs to be aware of the earnings 
limitation. For 2012, a worker below FRA 
loses benefits if he or she earns more than 
$14,640, as shown earlier in Figure 6.5. 
However, the earnings will count in recalcu-
lating the worker’s benefit when the FRA is 
reached. In theory, the reduction should not 
reduce the total value of the lifetime benefits.

■■ Up to 85% of the benefits could be taxable, 
depending on the worker’s other income. 
The tax rate on taxable benefits depends on 
other items on the return, but adding any 
amount of income can certainly have an 
effect.

Tax treaties can override the 30% tax. The 
countries with tax treaties exempting their resi-
dents from U.S. tax on social security payments 
are the same as those listed earlier for U.S. citi-
zens, with the addition of Japan. The treaty with 
Switzerland reduces the U.S. tax rate to 15%.

The same constraints as those for U.S. citizens 
generally apply for citizens of other countries liv-
ing in restricted countries. However, beneficiaries 
living in Cuba or North Korea who are not U.S. 
citizens cannot receive payments for the months 
they live there, even if they leave that country 
and satisfy all other requirements.

Resident Aliens
A lawful permanent resident is an alien who 
holds a green card, which gives him or her the 
legal right to work in the United States. Because 
a resident alien is not a U.S. citizen, the SSA rules 
for paying benefits are generally the same as for 
NRAs. However, resident aliens’ benefits are not 
subject to the 30% withholding that is required 
for payments to NRAs. The SSA may withhold 
the tax anyway, particularly if the client’s address 
is a foreign one.

To obtain a refund, the first step is to contact 
the SSA. If the request is made during the same 
calendar year that the tax was erroneously with-
held, the SSA can authorize a refund. If the SSA 
cannot refund the withholding, the refund can 
be claimed on the alien’s U.S. income tax return, 
which should be filed with the Austin IRS Center. 
The return must include a copy of the Form SSA-
1042S, a copy of the green card, and a signed dec-
laration that states,

The SSA should not have withheld federal 
income tax from my social security ben-
efits because I am a U.S. lawful perma-
nent resident and my green card has been 
neither revoked nor administratively 
or judicially determined to have been 
abandoned. I am filing a U.S. income tax 
return for the tax year as a resident alien 
reporting all of my worldwide income. I 
have not claimed benefits for the tax year 
under an income tax treaty as a nonresi-
dent alien.

The U.S. Citizenship and Immigration Ser-
vices (USCIS) may administratively determine 
that a green card has been abandoned if its holder 



Deciding When to Apply for Benefits    175

6

Crystal Ball  
Is Needed

With the possibility of higher tax rates after 2012, 
clients who are nearing retirement should con-
sider the long-term impact of gains from sales 
of assets. A decision to use the installment sale 
method can spread the tax over multiple years, 
but gains recognized in future years may be taxed 
at higher rates. In addition, the increased income 
to be reported each year could result in more tax-
ation of social security benefits. For some clients, 
a better choice is to recognize all the gain in 1 
year to avoid a continuing problem.

■■ Although no one really knows how long any 
individual will live, the SSA reports that one 
of every four 65-year-olds lives past age 90 
and about 10% live past age 95. A decision 
to start drawing benefits early could affect 
the retiree’s finances for 30 or more years.

■■ As mentioned previously, social security 
benefits replace only about 40% of the aver-
age worker’s pre-retirement earned income. 
The monthly benefit is decreased if the 
worker begins taking benefits before FRA, 
and it is increased by delaying retirement 
until age 70. A decision to receive a lesser 
amount is normally a permanent reduction. 
The SSA chart shown in Figure 6.7 depicts 
the effect of early or delayed starting ages for 
benefits.

■■ A worker’s decision to start drawing a 
reduced amount at age 62 means that a sur-
viving spouse’s 100% benefit based on the 
deceased spouse’s earnings record is also 
reduced. If the surviving spouse has earned 
his or her own equal or larger benefit, this 
is not a problem. However, a stay-at-home 
spouse’s benefit is totally dependent on the 
other spouse’s benefit.

FIGURE 6.7 Effect of Starting Age on Benefits
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are considered to be 62 for the entire birthday 
month.) The $14,640 earnings limit is prorated 
at $1,220 a month in the year of retirement, so 
her $1,000 wage from Jeff should not reduce her 
benefit.

Question 2.  
Will her decision have any effect on Jeff’s social 
security benefits?

Answer 2.  
No, it won’t. Jeff earns substantially more than 
she does, so he will draw on his own account. Bar-
bara can draw on her account until Jeff retires and 
then receive an increase from her spousal ben-
efit if it is higher. Her spousal benefit will also be 
reduced because of her early retirement, though.

Question 3. 
What is the tax consequence of the $750 benefit 
for 2012?

Answer 3.  
The Bennetts’ joint income of about $140,000 will 
result in 85% of the social security benefit being 
includable in income, so $637.50 ($750 × 85%) of 
her monthly benefit is taxable. After deductions 
and exemptions, their marginal tax rate is 25%, so 
the additional federal income tax on her monthly 
benefit is about $159 ($637.50 × 25%). 

Question 4. 
What is the effect in 2013 when she receives about 
$9,000 in benefits?

Answer 4. 
Elimination of Barbara’s $40,000 salary will 
decrease their income to about $100,000 before 
consideration of the social security benefits. (Her 
wages from Jeff are a wash, because the $12,000 
she will be paid will decrease his income.) Their 
income still means that 85% of her social security 
benefit is includable in income. Their marginal 
tax rate may still be 25%, or it might rise to 28%, 
depending on congressional action or inaction. 
If their marginal tax rate does not change, the 
tax on Barbara’s benefit would be about $1,913 
($9,000 × 85% × 25%). 

Question 5. 
What if Barbara tries early retirement and then 
wishes she had not started drawing her benefits? 
Can she reset the clock?

Answer 5. 
She can change her mind within the first 12 
months if she repays all the benefits she received, 

Window for 
Withdrawing Benefit 
Application

Workers who reconsider having applied for 
retirement benefits now have a one-time, 1-year 
window to withdraw their application and repay 
any benefits received. On December 8, 2010, the 
SSA published stricter withdrawal rules that also 
prevent individuals from voluntarily suspending 
benefits retroactively.

The rule changes were made because media 
articles promoted withdrawal as a means for 
retired beneficiaries to acquire an “interest-free 
loan” that cost the social security trust fund the 
use of money and also taxed the SSA’s administra-
tive resources. The SSA noted that the prior unre-
stricted withdrawal policy generally benefited 
those with the least need, because an average 
retiree was not in a position to repay all of the 
prior benefits in a lump sum.

To view the new rules, go to www.regulations 
.gov and use the search function to find docket 
number SSA-2009-0073.

Example 6.7 Making the Early  
Retirement Decision

Barbara Bennett turned 62 on November 3, 2012, 
and is considering applying for social security 
benefits. Her husband, Jeff, who is 60, plans to 
continue working for the foreseeable future. He 
nets about $100,000 per year as a self-employed 
professional. Barbara’s average annual earnings 
have been about $40,000 for most of her career, 
but she did not work for several years while their 
children were small. She will receive a company 
pension of $1,000 per month, but those payments 
will not be made until she is 65. She plans to work 
part-time in Jeff’s office until her company pen-
sion begins, and he will pay her $12,000 a year.

Question 1.  
If Barbara’s full benefit at her FRA (age 66) is 
$1,000, how much will she receive if she begins 
drawing benefits at age 62?

Answer 1.  
As shown in Figure 6.7, she will receive $750 
per month. In 2012, she will receive only one 
payment, because she must be 62 for the entire 
month to receive a benefit. (Individuals with 
birthdays on the first or second day of a month 
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benefits to help pay for their housing, food, cloth-
ing, education, medical care, and other such costs. 
If you are able to bank the children’s payments in 
their own accounts to use for their future needs 
(such as college costs), the benefits have no effect 
on your tax return.

Question 2. 
I am getting close to retirement age, and I have 
discovered an error in the annual statement that 
the SSA sends to me. How do I correct it?

Answer 2.  
Your earnings history is very important because 
it determines the amount of your benefits. 
Individuals can access their earnings records 
online by setting up an account at www.social 
security.gov/mystatement/. Common reasons 
why earnings are missing are that your employer 
reported your earnings using the wrong name 
or social security number (SSN); your employer 
reported the amount of your earnings incorrectly; 
you were married or divorced and changed your 
name, but never reported the change to SSA; or 
you worked using an SSN that did not belong to 
you.

The first step in correcting an earnings record 
is finding proof of the incorrect or missing earn-
ings. That can be a Form W-2, Wage and Tax 
Statement, a tax return, a paycheck stub or pay 
slip, your own SE tax records, or other written 
documents. You should then contact the SSA at 
800.772.1213 or through its webpage. 

The SSA will check to see if any missing 
reports of earnings can be found. If it cannot find 
the records, and you do not have any evidence of 
your earnings, the SSA will contact the employer 
to get a statement of your earnings. The SSA may 
require you to complete and submit Form SSA-
7008, Request for Correction of Earnings Record, 
along with any written evidence that you have. If 
you were an employee, you must list the employ-
er’s name, address, and telephone number. 

In general, corrections to your earnings his-
tory should be made within 3 years, 3 months, 
and 15 days after the end of the year in which 
the income was earned. After that time, the 
SSA can make corrections only in the following 
circumstances:

■■ To correct an entry established through 
fraud

■■ To correct a mechanical, clerical, or other 
obvious error

including any amounts withheld from her pay-
ments (such as voluntary tax withholding). The 
change is requested using Form SSA-521, Request 
for Withdrawal of Application.

She cannot revoke her application after she 
has received the benefits for 12 months, but she 
can ask the SSA to suspend benefit payments 
for future months, which will increase her later 
benefit payments.

Questions and Answers

This section answers some specific questions 
from clients about social security benefits.

Question 1.  
My children are receiving social security benefits 
because of their dad’s death. Because they are 
minors, the checks come in my name. Someone 
told me that I have to treat the payments as my 
income, that they are rent paid to me by the chil-
dren. Is that true?

Answer 1. 
No, that is not true. The benefits are income to 
the person who had the legal right to receive 
them, and that is your children. To determine if 
a child owes a tax on his or her benefits, you add 
one-half of the amount received for each child to 
that child’s other income. Unless the child has 
a substantial amount of other income—enough 
that his or her total income including one-half of 
the social security benefit exceeds $25,000—the 
child’s social security benefit is not taxable.

If you are spending the social security pay-
ments for the children’s benefit, the payments 
are treated as amounts the children are provid-
ing for their own support. This may prevent you 
from claiming head of household filing status, 
dependency exemption deductions, the child tax 
credit, and the dependent care credit. You must 
have paid more than half the cost of keeping up 
the home from your own funds to file as head of 
household, and a child who provides more than 
half of his or her own support is not a qualifying 
child for dependency and the child tax credit. 

The children still could be your qualifying 
children for the earned income credit (EIC), 
because support is not a factor in that credit.

The determining factors are your income and 
whether you used the children’s social security 

http://www.socialsecurity.gov/mystatement/
http://www.socialsecurity.gov/mystatement/
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Answer 3.  
Legal expenses are deductible if they are required 
to produce or collect taxable income or in con-
nection with the determination, collection, or 
refund of any tax—so the answer is maybe. Legal 
expenses for collecting the taxable part of your 
benefits are deductible as a miscellaneous item-
ized deduction on Schedule A (Form 1040), sub-
ject to the 2%-of-AGI floor. If none of your benefit 
is includable in income, none of the expenses are 
deductible. If your benefits are partially taxable, a 
pro rata share of the legal expenses is deductible.

Question 4. 
What is the difference between social security 
benefits and supplemental security income (SSI)?

Answer 4. 
Although both programs are administered by the 
SSA, SSI payments are not based on social secu-
rity earnings. SSI assistance is paid to individu-
als who have low income, have few economic 
resources, and are age 65 or older, blind, or dis-
abled. In most states, receiving SSI payments is 
also an indicator of eligibility for Medicaid. SSI 
assistance is never taxable because it is means-
based assistance that is excluded from gross 
income under the general welfare doctrine.

■■ To correct errors in crediting earnings to the 
wrong person or to the wrong period

■■ To transfer items between the RRB and the 
SSA

■■ To include wages reported by an employer 
as paid to an individual but not shown in 
SSA records

■■ To correct errors due to employee omissions 
from processed employer reports or missing 
reports

■■ To add SE income, but only if a tax return 
reporting that income was filed before the 
corrections time period expired and the SE 
tax was paid

No SE Earnings Credit 
for Nonfilers

If a client fails to file tax returns for more than 
3 years, any SE income from those years is not 
counted toward the calculation of social security 
benefits, even if the returns are later filed and the 
SE tax is paid.

Question 3. 
I had to hire an attorney to collect the correct 
amount of social security benefits. Can I deduct 
the legal expenses?

Practitioner
Note

ISSUE 2: GIFTS TO FAMILY MEMBERS This issue briefly reviews gift 
loans, tuition and medical expense payments, and the kiddie tax.

Gifts can have tax implications for both the donor 
and the recipient. In general, a gift is not taxable 
income to the recipient at the time the gift is made 
because gross income “does not include the value 
of property acquired by gift, bequest, devise, or 
inheritance” [I.R.C. § 102(a)]. But that does not 
mean the recipient will never realize taxable 
income from the gift.

■■ If the gift is a gift of just the income from 
property (such as the right to receive rents 
or royalties), the income generally is still tax-
able to the donor.

■■ If the gift is a complete transfer of income-
producing property, the income the property 

subsequently generates is taxable to the 
recipient.

■■ If no income is associated with the gift at the 
time it is received, the recipient has a poten-
tial liability for tax in the future if the prop-
erty received as a gift is later sold at a gain.

Basis of Property 
Received as a Gift

See the “Gifts and Inheritances” chapter in this 
book for information about calculating the basis 
of property received as a gift and about gift tax 
exclusions and gift taxes.

Cross-
Reference
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investment income for the year. The borrower’s 
net investment income is treated as zero if the 
actual amount is $1,000 or less. This limit does not 
apply to a loan if avoidance of federal tax is one 
of the main purposes of the interest arrangement.

Example 6.8 Below-Market Loan

On May 15, 2012, Jane Allen, a single parent, 
loaned $14,000 to her son Justin to buy a car. She 
had made no other loans to Justin. She did not 
charge any interest, so his monthly payments on 
the 60-month loan are about $233.33 ($14,000 
÷ 60) per month. The May 2012 mid-term AFR 
is 1.3% for monthly payments. Figure 6.8 shows 
the monthly and $107.94 total forgone interest 
for 2012. The forgone interest is accrued each 
month and treated as if Justin paid that interest to 
Jane on the last day of the year and Jane imme-
diately gave it back to Justin as a gift. Therefore, 
the forgone interest increases the loan balance 
each month and the $107.94 deemed interest 
payment on December 31, 2012, decreases the 
loan balance.

FIGURE 6.8  Forgone Interest  
on $14,000 Loan

Date
Principal
Payment

Forgone
Interest

Loan
Balance

05/15/2012  $14,000.00 

06/15/2012 $233.33  $  15.17  $13,781.84 

07/15/2012 $233.33      14.93  $13,563.44 

08/15/2012 $233.34      14.69  $13,344.79 

09/15/2012 $233.33      14.46  $13,125.92 

10/15/2012 $233.33      14.22  $12,906.81 

11/15/2012 $233.34      13.98  $12,687.45 

12/15/2012 $233.33      13.74  $12,467.86 

12/31/2012 $107.94*        6.75  $12,366.67 

Total $107.94

 
* The interest accrued for the year is deemed paid on December 

31, 2012 

Question 1. 
Does Jane have to report $107.94 of interest 
income?

Answer 1.  
The $107.94 forgone interest for May through 
December is potentially includable in her income 
for 2012 because the outstanding loans from Jane 
to Justin exceed $10,000. If Justin does not have 

Below-Market Loans  
(Gift Loans)

When a lender-borrower relationship is also a 
family relationship, the lender may charge little 
or no interest. That creates a below-market loan 
(also known as a gift loan), and there usually are 
tax consequences under I.R.C. § 7872.

Each month the IRS publishes applicable fed-
eral rates (AFRs) that are the minimum allowable 
interest rates for certain loan transactions. The 
rates vary with the interest computation period 
(monthly, quarterly, semiannually, or annually) 
and the length of the loan:

■■ Short-term loans are for 3 years or less.
■■ Mid-term loans have a repayment period 
that is more than 3 years and not more than 
9 years. 

■■ Long-term loans extend for more than 9 
years.

If the stated interest rate for a loan between 
family members is at least as high as the AFR, 
there is no tax issue. If the stated rate is less than 
the AFR, the lender must impute the difference, 
include the forgone amount as interest income, 
and treat the imputed amount as a gift. The bor-
rower may be able to deduct the forgone interest 
amount, depending on the use of the borrowed 
funds. For income tax purposes, the forgone 
interest from gift loans is accrued each calendar 
year and reported as if the accrued interest was 
paid on the last day of the calendar year. For gift 
tax purposes, the imputed interest is the differ-
ence between the amount of the loan and the 
present value of all of the payments to be made 
on the loan. The present value is calculated using 
the applicable federal rate for the loan.

The tax rules for including forgone interest 
from gift loans do not apply if the total outstand-
ing balance of loans between the two individuals 
does not exceed $10,000, as long as the loan is not 
used directly or indirectly to buy or carry income-
producing assets. However, if a term loan was 
previously subject to the imputed interest rules, 
the forgone interest rules continue to apply even 
if the loan balance drops below $10,000. 

If the sum of outstanding loans between a 
related lender and borrower is $100,000 or less, 
the forgone interest to be included in income 
is limited to the amount of the borrower’s net 
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FIGURE 6.9 Forgone Interest  
on $120,000 Loan

Date
Principal
Payment

Forgone
Interest

Loan
Balance

05/15/2012 $120,000.00 

06/15/2012 $2,000.00 $    285.00 $118,285.00 

07/15/2012 $2,000.00       280.93 $116,565.93 

08/15/2012 $2,000.00       276.84 $114,842.77 

09/15/2012 $2,000.00       272.75 $113,115.52 

10/15/2012 $2,000.00       268.65 $111,384.17 

11/15/2012 $2,000.00       264.54 $109,648.71 

12/15/2012 $2,000.00       260.42 $107,909.13 

12/31/2012 $2,037.27*       128.14 $106,000.00

Total $2,037.27

 

* The interest accrued for the year is deemed paid on December 
31, 2012

Justin can deduct the $2,037.27 forgone inter-
est as home mortgage interest on his 2012 income 
tax return only if Jane has recorded a mortgage 
under applicable state or local law and the mort-
gage is secured by Justin’s home.

The present value of the $2,000 monthly 
payments for 60 months using the 2.85% appli-
cable federal rate is $111,718.67. Therefore, the 
imputed interest for gift tax purposes is $8,281.33 
($120,000 – $111,718.67). There is no gift tax 
consequence of the uncollected interest unless 
Jane made $4,718.67 ($13,000 – $8,281.33) or 
more of other gifts to Justin in 2012.

Payment of Tuition and  
Medical Expenses

Directly paying a provider for tuition or medi-
cal expenses allows the payments to be excluded 
from the gift tax [I.R.C. § 2503(e)]. If a grand-
mother pays her grandson’s tuition directly to 
his school, the transfer is not a taxable gift. If she 
gives the money to her grandson, and he pays 
his own tuition, it is a taxable gift to the extent 
her total gifts to him for the year exceed the 
annual exclusion ($13,000 for 2012). The same 
gift tax exclusion applies when a child pays a par-
ent’s medical expenses directly to the medical 
care provider. There is no dollar limit on either 
type of directly paid expenses, and both gift tax 

more than $1,000 in investment income in 2012, 
Jane is not required to report the $107.94 for-
gone interest as income because the outstanding 
loans from Jane to Justin do not exceed $100,000. 
In subsequent years, Jane must report forgone 
interest if her outstanding loans to Justin exceed 
$100,000 or Justin’s investment income exceeds 
$1,000. Jane will not qualify for the $10,000 or 
less de minimis rule when the loan balance is 
reduced to $10,000.

Question 2.
Can Justin deduct the $107.94 of forgone interest?

Answer 2.
Justin cannot deduct the $107.94 because it is 
nondeductible personal interest. If he had used 
the loan for a business or investment purpose, 
he could deduct the forgone interest and Jane 
would have to report the forgone interest as 
income because Justin used the loan to acquire 
an income-producing asset.

Question 3.
Does Jane have to report a taxable gift?

Answer 3.
The present value of the $233.33 monthly pay-
ments for 60 months using the 1.3% applicable 
interest rate is $13,547.60. Therefore, the imputed 
interest for gift tax purposes is $452.40 ($14,000 – 
$13,547.60). Unless Jane has made other substan-
tial gifts to Justin in 2012, she will not owe gift tax 
because of the $13,000 annual gift tax exclusion. 

Question 4. 
Does anything change if Jane gave Justin $120,000 
to buy a house in the form of a no-interest loan for 
20 years?

Answer 4.  
The long-term AFR for May 2012 is 2.85% for 
monthly payments. Figure 6.9 shows the monthly 
and $2,037.27 total forgone interest for 2012.

Because the loan exceeds $100,000, Jane 
must include the $2,037.27 forgone interest as 
income on her 2012 Schedule B (Form 1040A or 
1040), Interest and Ordinary Dividends. In sub-
sequent years, Jane must report the forgone inter-
est as income until the outstanding balance of all 
of her loans to Justin is $100,000 or less. When 
Jane’s outstanding loans to Justin are $100,000 or 
less, she does not have to report forgone interest if 
Justin’s investment income is $1,000 or less. 
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Effect on Support Test
A parent is not required to provide more than half 
of a qualifying child’s support to claim a depen-
dency exemption deduction for the child, but a 
child who provides more than half of his or her 
own support cannot be a qualifying child. The 
support test is applied for some other tax benefits, 
such as the following items:

■■ Head of household filing status for a single 
or separated parent

■■ Claiming a qualifying relative as a 
dependent

■■ Claiming a dependent under a multiple sup-
port agreement

Medical care expenses and education 
expenses are support items, as are shares of house-
hold expenses such as rent, food, utilities, and 
repairs, as well as clothing, travel, and entertain-
ment costs. It may be difficult for a parent to meet 
the support requirement when large expenses are 
treated as being provided by the child because a 
grandparent paid the expense directly.

If the grandparent makes a gift to the parent, 
the parent can then include the amount as part 
of his or her contribution to the child’s support. 
Choosing this option could make the gift to the 
parent subject to gift tax if it exceeds the annual 
exclusion.

Kiddie Tax Consideration

Prior to the 1986 imposition of the “kiddie tax,” 
an income-shifting tactic for high-income parents 
and grandparents involved transferring assets to 
custodial accounts for children, who then were 
taxed on the income from the accounts at a lower 
rate than the donor’s rate. The I.R.C. § 1(g) tax 
imposed on a child’s unearned income at the par-
ent’s rate has made this strategy less attractive.

In 2012, the kiddie tax comes into play if a 
child has net investment income of more than 
$1,900. The excess unearned income is taxed at 
the parents’ marginal rate instead of the child’s 
rate even if the custodial account was funded by 
someone other than the parents (such as grand-
parents). The kiddie tax does not apply unless the 
child has at least one living parent and is not mar-
ried filing a joint return. Three groups of children 

exclusions are allowed without regard to the rela-
tionship between the donor and the donee.

Tuition can be for any level of education at 
any qualifying educational organization (one that 
normally maintains a regular faculty and curricu-
lum and normally has a regularly enrolled body 
of pupils or students in attendance at the place 
where its educational activities are regularly car-
ried on). The exclusion is limited to tuition; it is 
not allowed for amounts paid for books, supplies, 
room and board, or other similar expenses that 
are not direct tuition costs. To the extent that the 
payment is for an expense other than tuition, it 
is a gift to the individual for whose benefit it was 
made, and it may be offset by the annual exclu-
sion if that exclusion is otherwise available. 

Medical care must meet the definition of 
medical care for income tax deduction purposes, 
which includes amounts paid for medical insur-
ance and for transportation that is essential to 
medical care. However, the recipient of medical 
care is not required to be the taxpayer’s depen-
dent for the gift tax exclusion to apply.

Education Credit
For education credit purposes, a direct payment 
of tuition to a school by someone other than the 
student’s parents is treated as a payment to the 
student followed by the student’s payment of 
the expense to the school [Treas. Reg. § 1.25A-
5(b), Example 1]. If parents claim a dependency 
exemption deduction for a student, they are then 
treated as having paid the expenses and can claim 
the education credit [Treas. Reg. § 1.25A-5(a)]. 

Qualified Tuition Program
Contributions to a qualified tuition program 
(QTP) on behalf of a designated beneficiary do 
not qualify for the educational exclusion from gift 
tax. The contribution is treated as a gift of a pres-
ent interest, though, so it is eligible for the $13,000 
annual exclusion. A larger gift can be taken into 
account for gift tax purposes at 20% a year over 5 
years [I.R.C. § 529(c)(2)]. 

I.R.C. § 529 Plan 

See the “Gifts and Inheritances” chapter of this 
book for more information about this gift tax 
option.

Cross-
Reference



182   ISSUE 2: GIFTS TO FAMILY MEMBERS

with the required amount of income are subject 
to the tax: 

■■ Any child (whether or not he or she is 
claimed as a dependent on the parents’ 
return) who is younger than age 18

■■ Any child who is age 18 at the end of the tax 
year, unless his earned income exceeds 50% 
of his or her total support

■■ Any full-time student age 19–23, unless the 
student’s earned income exceeds 50% of his 
or her total support

The kiddie tax rules do not totally eliminate 
the income tax value of making gifts to children, 
however. For example, a transfer can reduce the 
tax on a sale of appreciated stock, because if the 
child had no other income, the first $950 of capi-
tal gain would not be taxed because of the child’s 
standard deduction, and the next $950 would be 
taxed at the child’s capital gain rate, which would 
also be zero in 2012. After the $1,900 gain, the 
parents’ tax rate on capital gains applies.

ISSUE 3: U.S. SAVINGS BONDS This issue answers some questions that 
can arise when savings bonds mature and when ownership changes.

As of January 1, 2012, paper bonds can no longer 
be purchased at financial institutions, but elec-
tronic savings bonds can be purchased through 
TreasuryDirect, a web-based system operated by 
the Bureau of the Public Debt. U.S. savings bonds 
provide a safe investment that can defer the inclu-
sion of taxable income.

Types of Bonds

Two types of U.S. savings bonds are available 
now: series I bonds and series EE bonds. 

Similarities
■■ An electronic bond can be purchased in any 
amount of $25 or more (including penny 
increments).

■■ The purchase price is also the bond’s face 
value. (Paper series EE bonds were issued at 
50% of face value.)

■■ The maximum total purchase of each type 
of bond per owner in a calendar year is 
$10,000.

■■ Interest compounds semiannually for 30 
years, but redemption is allowed after 12 
months. There is a 3-month interest penalty 
if either type of bond is redeemed within 5 
years after it is issued.

■■ Interest from both types of U.S. savings 
bonds is exempt from state and local income 
taxes, but not federal income taxes.

■■ Both types of bonds can qualify for an inter-
est exclusion if the proceeds are used for 
eligible education expenses.

Differences
The main difference between the two types of 
bonds is the rate of return.

■■ Series EE bonds purchased between May 
1997 and April 2005 pay interest at a vari-
able rate that is based on 5-year Treasury 
security yields. Bonds issued after May 2005 
earn a fixed rate of return. 

■■ Series I bonds pay a fixed rate of return com-
bined with a variable semiannual inflation 
rate that is based on the March and Septem-
ber Consumer Price Index for All Urban 
Consumers (CPI-U).

Paper Bonds
Paper EE bonds are no longer available for 
purchase by any method. Replacements for 
lost or destroyed paper EE bonds are issued 
electronically. 

Paper I bonds can be purchased only with an 
IRS tax refund and only as multiples of $50. The 
bonds are issued in denominations of $50, $100, 
$200, $500, and $1,000. If the taxpayer buys 
$250 or less of savings bonds with the refund, 
the $50 denomination is issued. If the purchase 
amount is more than $250, the $50 denomina-
tion is issued for the first $250, and the remain-
der of the order is filled using the fewest possible 
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number of additional bonds. An individual can 
purchase up to $5,000 in paper I bonds with a 
tax refund in addition to the $10,000 limit for 
electronic purchases.

H and HH Bonds Are 
No Longer Available

Prior to September 1, 2004, bond owners could 
exchange series E or EE bonds for series H or HH 
bonds and continue to defer the accrued inter-
est from the E or EE bonds, while reporting the 
interest actually received each year on the H or 
HH bonds. That exchange is no longer an option. 
Series HH bonds earn interest for 20 years, so prac-
titioners may see HH bond interest statements 
through 2024 even though new bonds are no 
longer available. The last series H bonds matured  
in 2009.

Ownership

An individual can own U.S. savings bonds if he or 
she has an SSN and is a U.S. citizen or resident, 
a U.S. citizen living abroad with a U.S. address 
of record, or a civilian employee of the United 
States. There is no age restriction on ownership, 
so gift bonds can be purchased for minor chil-
dren. (An individual must be at least 18 to open a 
TreasuryDirect account.) Entities such as corpo-
rations and partnerships can also own bonds.

Bonds are registered securities, so owner-
ship of the funds cannot be transferred through 
a resale or auction, but a series EE bond can be 
reissued in the name of a new owner. A series I 
bond can be reissued in the name of a new owner 
in the event of death or divorce.

There are three ways for individuals to regis-
ter an electronic bond through TreasuryDirect:

1. Sole owner, with only one person named as 
owner.

2. Primary owner and secondary owner, with 
two names listed as owners. (An example is 
“John Smith SSN 123-45-6789 WITH Mary 
Smith SSN 987-65-4321.”) The primary 
owner is named first and has the right to make 
a TreasuryDirect transaction with the secu-
rity. If either the primary or secondary owner 
dies, the survivor becomes the sole owner.

Practitioner
Note

3. One owner with one beneficiary. Only 
the owner has the right to make a transaction 
during his or her lifetime. The beneficiary 
becomes the new owner of the security if the 
original owner dies first.

Tax Considerations

Interest on EE and I bonds is not paid to the 
owner until the bond is redeemed, but it accrues 
annually. Although the interest is taxable at the 
federal level, a cash-basis taxpayer can defer the 
income inclusion (and thus the tax) until the bond 
is redeemed or reaches final maturity, or there is 
another taxable disposition. (Other dispositions 
include requesting that a bond be reissued to a 
new owner.)

Cash-basis taxpayers can elect to report inter-
est each year as it accrues instead of deferring it. If 
the interest is reported as it accrues, the taxpayer 
must request IRS consent to change back to defer-
ring it, but an automatic consent is available with 
no user fee. The request can be submitted using 
Form 3115, Application for Change in Account-
ing Method, or a statement in lieu of Form 3115 
that is attached to the individual’s tax return for 
the year of the change.

Example 6.9 Bond Ownership

Jim Miller buys a $1,000 bond each year for each 
of his children, Jason and Jennifer. The bonds 
are in the children’s names. If the children have 
little or no other income, Jim can file a no tax 
due return for each child to report the accrued 
interest. The return must show all of the interest 
earned to date and include a statement that the 
child chooses to report the interest each year. 
Either the parent or the child should keep a copy 
of this return.

If the accrual is treated as income each year 
until the bonds are cashed in, the children may 
never pay tax on the interest. If as teenagers they 
have other income from work, the tax on the 
interest is likely to be at their low rate. The caveat 
to this plan is that if the children have investment 
income exceeding the kiddie tax threshold, the 
tax will be at Jim’s marginal rate.

After the initial filing, annual returns are not 
required to be sent to the IRS unless the child 
has enough income to have a filing requirement. 
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bonds that mature with no one being aware of 
the fact.

Series EE and I savings bonds no longer 
accrue interest when they mature after 30 years, 
so there is no financial benefit to keeping them 
for a longer time. In addition, the accrued interest 
becomes taxable in the year a bond matures even 
if the bond has not been cashed.

When a local financial institution redeems 
a bond, it prepares a Form 1099-INT, Interest 
Income, showing the interest portion of the pro-
ceeds, but the entry on Form 1099-INT does not 
determine the year that the interest is includable 
in income. If the owner was reporting interest as 
it accrued, an adjustment is made on Schedule B 
(Form 1040A or 1040) for the redemption year 
to subtract the amount previously reported in 
income.

Switch to Electronic 
Bonds Enhances 
Tracking

A TreasuryDirect program called SmartExchange 
allows savings bond owners to convert their 
paper bonds to electronic bonds. When elec-
tronic bonds reach final maturity and are no lon-
ger earning interest, they are paid automatically 
to the owner’s TreasuryDirect account. The owner 
can then purchase new securities or move all or 
part of the funds to a bank account. The interest 
paid is reported to the owner on a Form 1099-INT. 

No Treasury Fees  
for Savings Bonds

No fee is charged to open a TreasuryDirect 
account, to purchase savings bonds through it, to 
transfer ownership of bonds, or to redeem bonds. 
However, the owner is responsible for the postage 
to mail paper bonds to Treasury for conversion.

When a bond owner asks for a bond to be reis-
sued to a new owner, a paper transfer certificate 
must accompany supporting documentation for 
the change. The certificate (such as Form PD F 
4000, Request to Reissue United States Savings 
Bonds) must be signed in the presence of an 
authorized certifying official at a financial insti-
tution. (Certification by a notary public is not 
acceptable.) The certifying official might charge 
a fee for his or her services. 

Practitioner
Note

Practitioner
Note

Otherwise, Jim merely prepares the children’s 
returns and saves them in his personal files. 

Question 1. 
What if Jim does not elect to report the accrued 
interest annually, so that all of the interest is 
included in income when the bonds are cashed 
in? He is planning to use the bond proceeds to 
pay for the children’s college costs.

Answer 1. 
Jim has made a mistake if he hoped to exclude the 
interest under the I.R.C. § 135 provision for using 
savings bonds to pay post-secondary education 
tuition and fees. Qualifying bonds must be pur-
chased by an owner who is at least age 24 when 
the bond is issued. Because Jim purchased the 
bonds in his children’s names, all of the accrued 
interest will be includable in their income when 
the bonds are redeemed. Depending on the 
amount of interest earned and the children’s tax 
rate, this may not be a substantial problem, but 
the kiddie tax may come into play.

Question 2. 
Is it too late for Jim to change the names on the 
bonds?

Answer 2. 
A parent cannot have a child’s bond transferred 
to another person unless the child can sign the 
request and understands the nature of the trans-
action. A parent can redeem a child’s bond if the 
child is too young to sign the request for payment 
and he or she lives with the parent or the parent 
has been granted legal custody. Therefore, Jim 
could redeem the children’s bonds and purchase 
new ones in his own name, but all of the accrued 
interest becomes taxable to the children at that 
time. There is also a legal issue if he uses the pro-
ceeds of the children’s bonds to reinvest in his 
own bonds. 

Matured Bonds

Individuals often own bonds that they do not 
think about. Children may have received bonds 
as gifts, employees may have purchased them 
through payroll savings plans, and spouses may 
have lost track of them after a divorce. The out-of-
sight, out-of-mind approach can result in savings 
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Bureau of the Public Debt
PO Box 7012
Parkersburg, WV 26106-7012

Example 6.10 Inherited Bonds

Janice Draper’s grandfather, Michael, died and 
left her some series EE bonds with a $5,000 face 
value. He paid $2,500 to purchase the bonds, and 
the accrued interest before his death was $1,000. 
Michael had not elected to report interest accru-
als annually, and the accrued interest was not 
included on his final return. 

If Janice is a cash-basis taxpayer who has not 
elected to report savings bond interest annually, 
she has no income to report until she redeems 
the bonds. The bonds’ $3,500 date-of-death value 
includes the $1,000 accrued interest, which is 
IRD that is taxable to Janice when she redeems 
the bonds.

If estate tax was paid on the value of the 
bonds, Janice can claim a miscellaneous itemized 
deduction (not subject to the 2%-of-AGI floor) for 
the portion of the estate tax paid on the $1,000 
IRD when she cashes the bonds and includes the 
IRD in her income. 

If the executor chose to include the $1,000 of 
accrued interest on Michael’s final return, Janice’s 
income would include only the interest earned 
between the time of Michael’s death and the time 
of redemption. Because her Form 1099-INT will 
include the $1,000, she makes an adjustment on 
her Schedule B (Form 1040A or 1040), report-
ing the total amount of interest and subtracting  
the $1,000. 

Transfers to Trusts

If the owner of U.S. savings bonds transfers them 
to an irrevocable trust, the owner’s name will no 
longer be on the bonds, and a taxable transaction 
has occurred. The owner must include any previ-
ously unreported accrued interest on his or her 
return for the year of the transfer. 

A revocable grantor trust allows the owner 
to retain current control of assets while provid-
ing for their transfer to beneficiaries at a later 
date. The fact that the trust is revocable means 
that the income from the assets is still reportable 
on the owner’s individual tax return. If bonds are 

If the bond matured in an earlier year, the 
interest should have been reported in that earlier 
year. The Bureau of Public Debt issues a Form 
1099-INT when a bond matures, but it is sent to 
the name and address of record, which may be 30 
years old and no longer valid.

There is no specific penalty for failing to 
timely report savings bond interest, although 
there can be penalties and interest based on fail-
ure to report income. If the statute is open for the 
year the interest should have been reported, an 
amended return should be filed.

Death of Bond Owner

When a bond owner dies, the ownership and tax 
consequences depend on how the bond is titled. 
If the decedent was the sole owner and there was 
no named beneficiary, the bond is the property 
of his or her estate. If there were co-owners, the 
bond belongs to the last surviving owner. When 
all co-owners are deceased, with no named ben-
eficiary, the bond belongs to the estate of the last 
one to die. 

If the bond owner named one or more benefi-
ciaries when purchasing the bond, the beneficia-
ries automatically become the owners when the 
original purchaser dies. A beneficiary can choose 
to redeem the bond or ask for it to be reissued in 
his or her own name. The beneficiary can also 
choose to take no immediate action.

Unless the decedent had been reporting inter-
est accruals annually, no income is included on 
the decedent’s final return. Savings bond interest 
is classified as income in respect of the decedent 
(IRD), and the deferred accrued interest is still not 
taxable until the bond is redeemed or it matures. 
However, the personal representative who files 
the decedent’s final return can elect to report all 
of the accrued interest up to the date of death on 
that return, thus increasing the bond’s basis.

State law may not require a small estate to 
have a court-appointed representative. If there is 
none, there is no named beneficiary, and the total 
value of the bonds at the date of death does not 
exceed $100,000, the bonds may be redeemed or 
distributed to new owners by sending the bonds, 
a completed Form PD F 5336 E, Disposition of 
Treasury Securities Belonging to a Decedent’s 
Estate Being Settled Without Administration, and 
proof of death of all deceased owners to
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to redeem the bond. A minor spelling error on 
the bond or an incorrect SSN is also not a prob-
lem. On bonds issued or reissued since August 1, 
2006, the first five digits of the SSN are replaced 
with asterisks to protect privacy and to prevent 
the information from being used for identity theft.

Question 3.
The Form 1099-INT that I received is incorrect. 
I have been reporting the interest annually. This 
is the first time I have redeemed a savings bond, 
and the Form 1099-INT shows the full amount of 
interest on the bond.

Answer 3. 
The bank that redeemed the bond cannot know 
that you have been reporting the interest, so the 
Form 1099-INT is correct. On your Schedule B 
(Form 1040 or 1040A), you report the amount 
of interest shown on Form 1099-INT and sub-
tract the previously reported interest, so that you 
include in your income only the amount earned 
for the current year.

There are other circumstances when the 
amount of interest taxable to you will not match 
the Form 1099-INT, so that an adjustment is 
required on your tax return.

■■ If the bond was received from a dece-
dent, the Form 1099-INT entry will not be 
reduced by any interest that was reported 
as taxable income on the owner’s returns 
before death or on the final return.

■■ If the ownership was transferred and the 
bond was reissued, the reported interest 
will not be reduced by interest that accrued 
before the transfer and was taxable to the 
prior owner in the year it was transferred.

■■ If you are a co-owner and the other owner 
contributed funds to buy the bond, the 
reported interest will not be reduced by the 
amount allocable to the other owner.

■■ If you received the bond in a taxable distri-
bution from a retirement or profit-sharing 
plan, the reported interest will not be 
reduced by the portion that was taxable as a 
distribution instead of interest.

Question 4. 
I was browsing through eBay and noticed that 
there are savings bonds for sale. Is that a good 
investment?

transferred to a revocable trust, the owner still 
controls the bonds, and there is no taxable con-
sequence. The taxpayer identification number 
on the bonds continues to be the grantor’s social 
security number, so for tax purposes no change 
has taken place.

A bond registration to a revocable trust must 
include the grantor’s name, the trustee’s name, 
and the date the trust was created. When the 
trustee and the grantor are the same person, an 
example of the savings bond registration is “John 
Jones Trustee under Declaration of Trust Dated 
June 30, 2012.”

Grantor Trust Filing 
Requirements

See the “Fiduciary Tax Issues” chapter of this book 
for more information about reporting income for 
grantor trusts.

Questions and Answers

Question 1.
If there are co-owners of a savings bond, who 
reports the bond interest as income?

Answer 1.
It depends on the circumstances.

■■ If you buy a bond and put someone else’s 
name on it as an owner in addition to your 
own name, you report the interest.

■■ If you buy a bond for someone else, and that 
person is the only owner, the other person 
reports the interest.

■■ If you and someone else buy a bond and you 
split the cost, you each report the interest 
proportionately to your contribution to its 
cost.

■■ If you and your spouse live in a community 
property state and file separate returns, the 
interest is split evenly between you.

Question 2.
I have a paper series EE bond, and my address 
has changed. What do I need to do?

Answer 2.
You are not required to take any action, because 
the address does not have to be correct for you 
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known as escheatment. This is different from claim-
ing title to the bonds themselves, which can also 
come under the escheatment process. A state 
must succeed to the title and ownership of the 
bonds, not the container of the bonds, to redeem 
the savings bonds.

You should ensure that your heirs know the 
location of the box and have access to it. You 
should also make sure that a beneficiary or co-
owner is listed on the bonds. 

Answer 4. 
Not if you expect to redeem them. Those savings 
bonds can be used only as collectibles. The cash 
value is not available to the purchaser.

Question 5.
If I keep my savings bonds in my safe deposit 
box, can the state take ownership of them under 
the state’s abandoned property rules if I die?

Answer 5. 
If the safe deposit box is inactive for a period of 
years, a state can claim the box under a process 

ISSUE 4: ELDER CARE This issue discusses tax compliance concerns for 
caregivers and agents for an individual who is no longer fully independent.

Incapacitated individuals who continue to live at 
home but need assistance with the tasks of daily 
living may have a paid or an unpaid caregiver. A 
relative or friend is often appointed as a power of 
attorney to help with legal and financial affairs, 
including tax filing requirements.

Paid Caregivers

A caregiver working in a client’s home may be an 
employee, a self-employed contractor, or neither. 
The determination depends on the individual 
situation.

■■ If the client pays a caregiver directly, and the 
caregiver does not perform the same work 
for anyone else, the caregiver is most likely 
an employee. Wages should be reported on 
a Form W-2, and Schedule H (Form 1040), 
Household Employment Taxes, is required 
to pay the employment taxes. 

■■ If the client pays a caregiver directly, but 
the caregiver also provides similar care to 
other clients, the caregiver is most likely 
self-employed. The client is not required to 
prepare a Form 1099-MISC, Miscellaneous 
Income, because the client is not making the 
payments in the course of a trade or busi-
ness, and the client has no liability for fed-
eral employment taxes. The caregiver files 
Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship), to report the 

income, and Schedule SE (Form 1040), Self-
Employment Tax, to pay the SE tax.

■■ If the client pays an agency that pays the 
caregiver, the agency is the caregiver’s 
employer, and it is responsible for issuing 
Form W-2 and paying the employment 
taxes. 

■■ If a third party pays the caregiver, such as a 
state agency or an insurance company, the 
payment is includable in income, but the 
caregiver might not be subject to SE tax. 
The third party will issue Form 1099-MISC, 
but if the caregiver can establish that he or 
she is not in the trade or business of provid-
ing care, the payment is reported as “Other 
income” on line 21 of Form 1040. No SE tax 
will be due.

To have net earnings from self-employment, 
an individual must carry on a trade or business. 
Whether an individual is engaged in a trade or 
business depends upon all the facts and circum-
stances. As a general rule, a person who is regu-
larly engaged in an occupation for profit that 
constitutes, in whole or in part, his or her liveli-
hood is considered to be conducting a trade or 
business [Rev. Rul. 57-235, 1957-1 C.B. 275]. 

In a 1998 case, the IRS conceded that a wife 
who for several years was compensated through a 
workers’ compensation claim for providing care 
for her husband did not owe SE tax, although 
the payments were taxable income [Goldman v. 
United States, 79 F.Supp.2d 1356 (N.D. Ga. 1998), 
aff’d 196 F.3d 1262 (11th Cir. 1999)].
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wages for purposes of having to file Schedule H 
(Form 1040). 

Question 3. 
Is there a difference if Jonelle is Jacob’s sister 
instead of his wife?

Answer 3. 
In that case, the wages paid by Jacob are not 
exempt from employment taxes. Jacob should 
file Schedule H (Form 1040) and issue a Form 
W-2.

Caregiver Agreements

In-home care is a less expensive alternative to 
nursing homes, but legal ramifications must be 
considered, particularly if the caregiver is a rela-
tive and the care recipient will need assistance in 
paying for the care.

Rather than promising that the caregiver rela-
tive will receive a larger share of the estate after 
the care recipient’s death, a caregiver agreement 
should be signed describing the work to be done 
and the payments to be made for the services. The 
determination of reasonable wages can be based 
on amounts charged by home care agencies. A 
signed written agreement can serve as documen-
tation to insurance companies and to state and fed-
eral agencies that may reimburse some in-home 
care costs. With such an agreement in place, the 
recipient’s assets can be reduced to help speed 
up Medicaid eligibility. Without clearly defined 
wages, amounts paid to a related caregiver may 
be construed as gifts and have a negative effect on 
Medicaid eligibility.

Wages paid under these agreements should 
be reported on Schedule H (Form 1040). Unless 
a caregiver tends to other clients, it is difficult to 
show that he or she is self-employed.

If funds are not available to pay a caregiver 
currently, a trust account could be established to 
give the caregiver a lump-sum amount at a speci-
fied later date, such as after the death of the care 
recipient. The tax consequences to the caregiver 
depend on how the arrangement is established. If 
the trust is not funded until later (perhaps by the 
sale of property after the care recipient’s death), 
there is no taxation to the caregiver until the year 
that he or she has actual or constructive receipt of 
the money or other property.

Example 6.11 Caregiver Payments

Jonelle and Jacob Daniels have been married for 
40 years. Jacob was injured in a farm accident 
last year and is now permanently disabled. Jacob 
and Jonelle made the decision that he would be 
cared for at home to make him more comfort-
able and to reduce costs. Jonelle helps him with 
bathing, dressing, feeding, and toileting; she also 
gives him his medications and guides him in the 
physical therapy recommended by a medical 
professional.

An insurance company pays Jonelle for 
her services and sends her a Form 1099-MISC, 
reporting the payments as nonemployee com-
pensation. Because she is not in the trade or busi-
ness of caregiving, she is not liable for SE tax. She 
will report the income on line 21 of Form 1040 as 
other income.

Form 1099-MISC 
Reported as Other 
Income

Some software programs have a problem with 
reporting Form 1099-MISC income but not paying 
SE tax. If a suitable way to bypass the issue cannot 
be found, the return may have to be mailed to the 
IRS instead of being e-filed.

Question 1. 
Is the situation different if Jonelle operates an 
adult day care center and supervises her husband 
with her other clients?

Answer 1. 
Yes, because Jonelle is in the business of being 
a caregiver. In that case, she should include the 
insurance Form 1099-MISC on her Schedule C 
(Form 1040) with her other income from the day 
care center.

Question 2. 
Is there a difference if the insurance company 
sends the money to Jacob as part of his medical 
claim, and Jacob pays Jonelle?

Answer 2. 
The taxable income result is the same for Jonelle. 
Although the payments could be excludable 
from Jacob’s income, their character changes 
when they are paid to Jonelle. However, wages 
paid to a spouse are excluded from social security 

Observation
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caregiver role, with each person providing about 
20 hours of care per week.

The average age of caregivers is estimated 
to be 50, and the average age of care recipi-
ents is estimated to be 77. The main reasons 
individuals need assistance are old age (12%), 
Alzheimer’s disease (10%), mental or emotional 
illness (7%), cancer (7%), heart disease (5%), 
and stroke (5%). About 70% of the caregivers 
provide care for an average of 4 years. The full 
report is online at www.caregiving.org/research 
/caregiving-research/general-caregiving.

Dependency Status
If the caregiver and care recipient are related, the 
caregiver may be able to claim the recipient as a 
dependent for tax purposes, whether or not the 
recipient actually lives with the caregiver. 

Qualifying Relative Tests

Five requirements must be met for the care recip-
ient to be a qualifying relative.

1. Relationship—The recipient is the caregiver’s 
parent, grandparent, stepparent, father- or 
mother-in-law, child or grandchild who is not 
a qualifying child, brother, sister, niece, or 
nephew. 

Unrelated Dependent 
Must Share Home

An unrelated care recipient can meet the rela-
tionship test if he or she lives with the caregiver 
all year as a member of the caregiver’s household. 
Tests 2–5 must still be met for the individual to be 
claimed as the taxpayer’s dependent.

2. Citizen or resident—The recipient must be a 
citizen or tax resident of the United States, a 
U.S. national, or a tax resident of Canada or 
Mexico.

3. Support test—The caregiver must provide 
more than 50% of the recipient’s total support 
(but see the information about multiple sup-
port agreements, next).

4. Gross income limit—The recipient cannot 
have gross income equal to or exceeding 
the personal exemption deduction amount, 
which is $3,800 for 2012 (all or part of a social 

Practitioner
Note

A compensation agreement might have 
changed the Tax Court holding in Rubenstein v. 
Commissioner, 134 T.C. 266 (2010). The taxpayer 
provided care for his ill parents for several years 
until their deaths without any understanding 
or agreement that he would be compensated 
for these services. The court record said he was 
motivated by love, honor, respect, and devotion, 
and was never a licensed caregiver or engaged 
in business as a caregiver for profit. The father 
transferred a condominium to the son for stated 
consideration of $10 and “other good and valu-
able consideration” 18 months before the IRS 
filed a notice of federal tax lien with respect to the 
father’s unpaid taxes for multiple years. The IRS 
then determined that the son had transferee lia-
bility under I.R.C. § 6901. Noting that the appli-
cable state law did not obligate a parent to pay an 
adult child for services the child might perform 
while living with the parent at home as one of the 
family, the court held that the son’s care of his 
father did not constitute “reasonably equivalent 
value” for the transfer of the condominium.

A compensation agreement also can deter-
mine whether a transfer of property is excluded 
from income as an inheritance or is taxable 
income. Rev. Rul. 67-375, 1967-2 C.B. 60, states 
that “a distribution of property under the terms of 
a will in satisfaction of a written agreement under 
which the taxpayers were required to perform 
services for the testator is compensation for ser-
vices,” and this compensation is includable in the 
taxpayers’ gross income in the year it is received. 
This ruling followed Cotnam v. Commissioner, 
263 F.2d 119 (5th Cir. 1959), a case in which a 
companion had agreed to live with and assist her 
friend for the remainder of his life in return for a 
one-fifth interest in his estate. The appellate court 
held that where the personal attendant success-
fully enforced a contract for services against the 
estate of her employer, the payment was taxable 
as compensation. 

Unpaid Caregivers

As in Rubenstein, there is often no question of pay-
ing the caregiver. Instead, a child makes major 
life adjustments to care for the parent. A 2009 
report by the National Alliance for Caregiving 
in collaboration with AARP states that almost 
one-third of the U.S. adult population plays a 

file:///Users/fotikutil/Desktop/FotiPublishing/LGUTEF/Taxbook2012/to_flow/www.caregiving.org/research/caregiving-research/general-caregiving
file:///Users/fotikutil/Desktop/FotiPublishing/LGUTEF/Taxbook2012/to_flow/www.caregiving.org/research/caregiving-research/general-caregiving
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her two brothers, Juan and Julio, contributed to 
Jorge’s support as follows: Jackie, $3,000; Juan, 
$2,500; Julio, $4,200. The total amount spent for 
Jorge’s support for the year was $12,300.

Jackie wants to claim Jorge as a dependent, 
and he meets tests 1, 2, 4, and 5 to be a qualifying 
relative, so she can claim him if the support test 
is satisfied.

Question 1. 
What portion of support did each child pay?

Answer 1. 
Jackie paid 24% ($3,000 ÷ $12,300), Juan 20% 
($2,500 ÷ $12,300), and Julio 34% ($4,200 ÷ 
$12,300). Together they paid 78% (24% + 20% + 
34%), so they qualify to sign a multiple support 
agreement.

Question 2. 
What happens if Juan refuses to sign the 
agreement?

Answer 2.
Juan is not required to sign Form 2120, but no one 
can claim Jorge as a dependent unless the other 
eligible persons all sign statements waiving their 
rights to claim him as a dependent. A waiver must 
include the applicable calendar year, the name of 
the qualifying relative who was supported, and 
the eligible person’s name, address, and SSN. 
Whoever claims Jorge must keep the waivers and 
be prepared to furnish any other information nec-
essary to show that Jorge qualified as his or her 
dependent.

Question 3. 
Does the situation change if Juan and Julio are 
Guatemalan citizens who live in Guatemala?

Answer 3. 
Jackie could not claim the dependency exemption 
because Juan and Julio could not claim Jorge as 
a dependent even if they had U.S. source income 
and were required to file Form 1040NR, U.S. 
Nonresident Alien Income Tax Return. Thus, 
they could not sign a multiple support agreement. 

Dependent Care Credit
If a taxpayer who claims a qualifying relative as 
a dependent pays another caregiver to provide 
assistance while the taxpayer works elsewhere 
for pay, the taxpayer may be eligible to claim the 
dependent care credit. The maximum amount of 

security benefit is often excluded from gross 
income, as explained earlier in this chapter).

5. Joint return—A married person cannot be 
claimed as a dependent if a joint return is filed 
with his or her spouse, unless that return is 
filed only to claim a refund.

Medical Expense 
Deduction

Taxpayers may deduct medical expenses paid for 
themselves, their spouses, and their dependents. 
A taxpayer can also deduct medical expenses 
paid for an individual who meets relationship, 
citizenship, and support tests for dependency but 
does not satisfy the gross income or joint return 
test [Treas. Reg. § 1.213-1(a)(3)(i)]. Although the 
dependency exemption deduction is not allowed, 
the medical expense deduction is permitted. If 
the support test is satisfied through a multiple 
support agreement (as explained next), only the 
taxpayer claiming the dependent may deduct the 
medical expenses that he or she personally paid. 

Multiple Support Agreement

If no one contributes more than 50% of a per-
son’s support, the individuals who did contrib-
ute can enter into a multiple support agreement 
that allows one of them to claim a dependency 
exemption deduction for the care recipient. Only 
those who pay at least 10% of the support are eli-
gible to claim the deduction. The group together 
must have contributed more than one-half of the 
dependent’s support, and each party to the agree-
ment must be eligible to claim the care recipient 
as a dependent except for the support test. Each 
qualified person who paid more than 10% of the 
individual’s support must agree to the arrange-
ment, and the taxpayer who claims the exemp-
tion must include Form 2120, Multiple Support 
Declaration, in his or her return.

Example 6.12 Dependent Parent

When Jorge Jimenez, age 72 and a widower, was 
diagnosed with Alzheimer’s, he moved in with his 
daughter, Jackie, in Texas. Jorge is a Guatema-
lan national, but he lived with Jackie for the last 
3 months of 2012. He had continued to work in 
Guatemala until the disease made it impossible, 
and in 2012 he earned the equivalent of $2,800 
and spent $2,600 of it for his support. Jackie and 
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Answer 3.
No, the caregiver expense is still a personal 
expense. 

Power of Attorney

The two major tax-related issues involving act-
ing as a power of attorney for an incapacitated 
taxpayer are signing the tax return and having 
authority over foreign accounts.

Signing the Tax Return
A care recipient may be unable to sign his or her 
tax return because of physical or mental impair-
ments. A joint return must be signed by both 
husband and wife. If one spouse is incapable of 
signing, the other spouse may sign for both in two 
circumstances:

1. One spouse cannot sign because of a disease 
or injury and consents to the other spouse’s 
signing for both of them. The signing spouse 
must sign the incapacitated spouse’s name in 
the space for that spouse’s signature and then 
write “by” and sign his or her own name, fol-
lowed by the spousal relationship (husband 
or wife). The signing spouse must also attach 
a dated statement to the return that includes 
the form number of the return being filed, 
the reason the non-signing spouse could not 
sign the return, and a declaration that the 
non-signing spouse agreed to the substitute 
signature.

2. One spouse is mentally incompetent. In this 
circumstance, the other spouse can sign for 
both if he or she has legal guardianship of the 
incompetent spouse.

If the care recipient spouse cannot sign for 
any other reason, the other spouse can sign for 
both of them only with a valid power of attor-
ney (POA) that is attached to the tax return. Form 
2848, Power of Attorney and Declaration of Rep-
resentative, can be used for this purpose.

If the incapacitated individual is unmarried, 
only a guardian or a POA may sign the return.

creditable expenses for one dependent is $3,000. 
There are five requirements.

1. Dependent care expenses must be incurred 
to earn income.

2. The paid caregiver cannot be the taxpayer’s 
child who is under age 19 at the end of the 
year, the taxpayer’s spouse, or any person 
whom the taxpayer can claim as a dependent.

3. The eligible costs must exceed any tax-free 
employer reimbursements for the expenses.

4. The paid caregiver’s name and taxpayer 
identification number must be provided. 

5. Married couples generally must f i le 
jointly.

Example 6.13 Dependent Care Credit

Her brothers signed multiple support waivers so 
that Jackie (from Example 6.12) can claim Jorge 
as a dependent. She is a self-employed computer 
programmer who has a home office. She hired 
her 25-year-old niece to assist Jorge for 4 hours 
a day while she works without interruption. In 
2012, she paid the niece $1,200 during the 3 
months Jorge lived with her. The $1,200 is a qual-
ified expense for the dependent care because her 
niece is not Jackie’s dependent.

Question 1. 
Could Jackie use the $1,200 as a medical expense 
deduction instead?

Answer 1. 
Yes, because care payments made to safeguard 
an Alzheimer’s patient or a patient with dementia 
are considered medical expenses. The fact that 
Jackie can claim her father as a dependent only 
because of the multiple support agreement is not 
a problem. She can, however, deduct only the 
medical expenses she actually paid, and not those 
paid by her brothers.

Question 2. 
What is the situation if Jorge had U.S. gross 
income and Jackie could not claim him as a 
dependent because of the gross income test?

Answer 2. 
She could still claim the medical expense, but not 
the dependent care credit.

Question 3.
Can Jackie take a business expense deduction 
for the $1,200 because it was necessary for her to 
complete her paid work?
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Foreign Accounts
If an incapacitated taxpayer has foreign assets, 
the additional reporting requirements for those 
assets become the POA’s responsibility, and the 
penalty for failure to file the required reports can 
be asserted against the POA instead of the owner 
of the foreign property. Signature authority over 
the accounts makes the POA responsible for fil-
ing the reports.

Foreign Bank Account Report

The foreign bank account report (FBAR) is 
required when an individual has a total balance 
of more than $10,000 in foreign accounts on any 
day of the year. Form TD F 90-22.1, Report of 
Foreign Bank and Financial Accounts, is due 
June 30 of the year following the year the total 
account balances exceeded $10,000.

The FBAR is an information return, but the 
penalties for failure to file it are substantial. The 
penalty for a non-willful failure to file is $10,000, 
and the penalty for a willful failure to file is the 
greater of $100,000 or 50% of the value of the 
account. There is no penalty if the IRS determines 
there was reasonable cause for the failure to file.

Foreign Account Tax Compliance Act

The Foreign Account Tax Compliance Act 
(FATCA) rules may kick in when the aggregate 
value of a person’s foreign financial assets exceeds 
$50,000. (Higher thresholds apply to married 
couples and individuals living outside the United 
States.) Reporting began in 2011 for assets held in 
tax years beginning on or after January 1, 2010. 

Form 8938, Statement of Specified Foreign 
Financial Assets, is also an information return, 
but it is attached to Form 1040 rather than filed 
separately. The penalty for a failure to report 
begins at $10,000. It can rise to $60,000 if Form 
8938 is not filed after IRS notification of the need 
to file. An underpayment of tax that can be traced 
to undisclosed foreign funds is subject to a 40% 
additional substantial understatement penalty.

The Form 8938 filing requirement does not 
replace or otherwise affect the account holder’s 
obligation to file Form TD F 90-22.1. Individu-
als must file each form for which they meet the 
relevant reporting threshold.

Power of Attorney 

See the “IRS Issues” chapter of this book for addi-
tional information about Form 2848.

Example 6.14 Substitute for  
Spouse’s Signature

Janie Jansen is the caregiver for her husband, 
Jerome. Jerome’s arms are paralyzed, and he has 
not yet learned to use a mouth stick to write his 
signature. Janie can sign the joint federal return 
for Jerome if Jerome agrees. In the space for 
Jerome’s signature, Janie must write “Jerome 
Jansen, by Janie Jansen (wife).” She must also 
attach a dated statement: “2012 Form 1040. My 
husband, Jerome Jansen, is unable to sign this 
return because of paralysis. He has requested that 
I sign for him.” Janie also needs to sign on the 
spouse’s signature line, because both signatures 
are required to complete the return.

Question 1.
Can Janie sign for Jerome if he cannot sign the 
return because he has dementia?

Answer 1.
Janie cannot sign for him unless she has been 
appointed as his guardian. She can file a separate 
return for herself, or she can file for an extension 
if she anticipates being appointed as his guardian 
before the extended deadline.

Question 2.
Who signs if Jerome is not married and cannot 
sign his own return?

Answer 2.
If he is not mentally competent, someone must be 
appointed as his guardian, and that person then 
signs the return. If Jerome’s problem is physi-
cal, he can grant a POA to another person, or he 
may be able to make a mark that qualifies as a 
signature.

A valid signature is defined under state law. It 
can be anything that clearly indicates the taxpay-
er’s intent to sign. For example, an “X” with the 
signatures of two witnesses might be considered a 
valid signature under a state’s law. 

Cross-
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Donation Less Than $250

If the contribution is less than $250, any of the 
following records can suffice: 

■■ A bank record that shows the name of the 
qualified organization, the date of the contri-
bution, and the amount of the contribution. 
Bank records include canceled checks, bank 
or credit union statements, and credit card 
statements if they include all of the required 
information.

■■ A receipt (or a letter or other written com-
munication) from the donee that shows 
the name of the organization, the date of 
the contribution, and the amount of the 
contribution.

■■ A proof of payroll deduction, such as a pay 
stub, Form W-2, or other document from the 
employer that shows the date and amount of 
the contribution, accompanied by a pledge 
card or other document from the qualified 
organization that shows the name of the 
organization.

Tokens Are Not Enough 
Proof after 2006 

In tax years beginning before August 18, 2006, 
the only requirement for proving small cash 
donations was a record made by the donor at or 
near the time of the contribution. The IRS advised 
that buttons, emblems, or other tokens received 
in return for such donations should be retained. 
However, the Pension Protection Act of 2006, 
Pub. L. No. 109-280, amended I.R.C. § 170(f)(17) 
to require the bank record or receipt, no matter 
how small a cash donation is.

Practitioner
Note

Foreign Account  
Filing Requirements

IRS charts summarizing the filing requirements 
are included in the “IRS Issues” chapter of this 
book. 

ISSUE 5: ESSENTIAL DOCUMENTATION This issue looks at three 
areas where taxpayer documentation is essential: charitable contributions, 
gambling losses, and tip income.

The ultimate penalty for not maintaining records 
that are required by tax law is a disallowance of 
a deduction even if there is no doubt that the tax-
payer made an otherwise qualifying expenditure. 
A lack of records can also result in the inclusion 
of additional amounts of presumed income. This 
issue reviews the record keeping requirements 
for charitable contributions, gambling activities, 
and tip income.

Business Income and 
Expense Substantiation

See the “Schedule C (Form 1040) Issues” chapter 
of this book for a discussion about recordkeeping 
requirements for business income and expenses.

Charitable Contributions

Taxpayers must have some type of substantiation 
for any type or amount of charitable contribution 
deduction. The rules depend on the value of the 
contribution and whether cash or other property 
is donated.

Cash Contributions 
Cash contributions include those paid by cash, 
check, electronic funds transfer, debit card, credit 
card, or payroll deduction. All cash contribu-
tions require some type of proof (such as a bank 
record, a receipt, or a pay stub) before they are 
deductible.

Cross-
Reference
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pleasure, recreation, or vacation in the travel. 
The standard mileage allowance for charitable 
work is 14¢ per mile.

Child care expenses and the cost of trans-
porting the taxpayer’s own children to charitable 
events are nondeductible personal expenses even 
if the taxpayer is performing services for a quali-
fied organization.

The substantiation requirement for unreim-
bursed expenses is satisfied if the taxpayer keeps 
adequate records to substantiate the amount of 
the expenses and obtains a statement from the 
donee organization that includes the required 
information for an equivalent cash contribu-
tion other than the amount of the unreimbursed 
expense.

Example 6.15 Out-of-Pocket Expenses

Shirley Wright decided to host a fundraiser for a 
qualified organization. She rented a hall, hired a 
band and a caterer, and sold tickets to her friends 
and acquaintances. All of the gross receipts were 
turned over to the charity, and no benefit was 
provided to Shirley in return.

Shirley’s unreimbursed costs are deductible 
as a charitable contribution if she obtains a con-
temporaneous written acknowledgment from the 
charity that specifies that no goods or services 
were provided to her in return for sponsoring 
the event. The acknowledgment must include 
the date and location of the event, but it does not 
have to specify the amount of expense that Shir-
ley incurred.

Noncash Contributions
For a contribution that is not made in cash, the 
required documentation depends on whether the 
deduction for the contribution is

■■ less than $250;
■■ at least $250 but not more than $500;
■■ more than $500 but not more than $5,000; or
■■ more than $5,000. 

Personal recordkeeping is required along 
with a receipt from the charitable organization. 
The personal written records required for all non-
cash contributions must include all of the follow-
ing information:

Donation of $250 or More

For a single contribution of $250 or more, the 
donor must have a contemporaneous written 
acknowledgment from the qualified organization. 
The acknowledgment must include the amount of 
cash contributed, a statement specifying whether 
the qualified organization gave the donor any 
goods or services as a result of the contribution, 
a description and good faith estimate of the value 
of any goods or services that were provided, or a 
statement that the only benefit provided was an 
intangible religious benefit if that was the case.

To be contemporaneous, the written acknowl-
edgment must be obtained by the due date, 
including extensions, for filing the return for the 
year of the contribution, or the date the return is 
actually filed, if that is earlier.

If the qualified organization’s acknowledg-
ment shows only the year and not the date of the 
contribution, a bank record or receipt that does 
show the date is also required. If the acknowledg-
ment includes the date of the contribution and 
meets the other requirements, no other record is 
needed.

Acknowledgment 
Must Be Timely and 
Complete

If a qualified organization’s acknowledgment 
does not meet the “contemporaneous” require-
ment, or if it does not include all of the required 
information, the IRS and the Tax Court will not 
allow a cash contribution to be deducted, even 
when there is no doubt that the contribution was 
made. See Gomez v. Commissioner, T.C. Summary 
Opinion 2008-93, and Kendrix v. Commissioner, 
T.C. Memo. 2006-9.

Volunteer’s Expenses
A charitable deduction is not allowed for the con-
tribution of services, but a volunteer can deduct 
his or her out-of-pocket expenses incurred in 
rendering services to a qualifying organization. 
These are treated as cash contributions. 

Commonly paid deductible expenses include 
transportation costs and required uniforms. A 
volunteer’s expenses for travel away from home, 
including meal and lodging costs, are deductible 
only if there is no significant element of personal 
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1. The qualified organization did not give the 
donor any goods or services as a result of the 
contribution.

2. The qualified organization did provide a 
benefit to the donor. (This declaration also 
requires a description and good faith estimate 
of the value of the goods or services that were 
provided.) 

3. The only benefit provided was an intangible 
religious benefit.

The written acknowledgment must be 
obtained by the due date, including extensions, 
for filing the taxpayer’s return for the year of the 
contribution, or the date the return is actually 
filed, if earlier.

Used Clothing and 
Household Items

A deduction is not allowed for a contribution of 
clothing or a household item unless the clothing 
or household item is in good used condition or 
better. Household items include furniture, fur-
nishings, electronics, appliances, linens, and other 
similar items. Taking photographs of the items 
being donated may help the taxpayer show their 
condition if the deduction is later questioned in 
an IRS audit.

The “good used condition or better” rule does 
not apply to a contribution of a single item of 
clothing or a single household item valued at 
more than $500 if the taxpayer includes a quali-
fied appraisal of the property. The appraisal rules 
are listed later in this section.

Donation Worth $501–$5,000

The required acknowledgment from the recipient 
of a noncash contribution valued at more than 
$500 but not more than $5,000 is the same as that 
for donations of $250–$500. The difference is 
that the donor must maintain additional records. 
The donor’s records must show how the donor 
acquired the property (such as by purchase, gift, 
inheritance, or exchange), the approximate date 
the donor gained ownership of the property (or, 
if the property was created by the donor, the 
approximate date it was substantially completed), 
and the computation of the donor’s basis in the 
property (except for publicly traded securities). 
If some of this information is not available, a 
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■■ Name and address of the organization to 
which the donation was made

■■ Date and location of the contribution
■■ A reasonably detailed description of the 
property

■■ The FMV of the property and how it was 
calculated

■■ The cost or other basis of the property
■■ The amount claimed as a deduction in the 
current tax year and any prior years, if the 
entire interest was not donated; the place 
where tangible property is kept; and the 
name of any person in possession of the 
property

■■ Any terms or conditions attached to the 
contribution

Donation Worth Less Than $250

If the contribution’s FMV is less than $250, 
a receipt or letter from the organization that 
includes its name, the date and location of the 
contribution, and a reasonably detailed descrip-
tion of the property donated is required in addi-
tion to the personal records. However, Prop. 
Reg. § 170A-16(b)(1) provides that a receipt is not 
required “if the contribution is made in circum-
stances where it is impractical to obtain a receipt 
(e.g., by depositing property at a charity’s unat-
tended drop site).” In those cases, the taxpayer 
must maintain reliable written records that iden-
tify each item of donated property and include 
the date and location of the contribution.

In the Kendrix case, supra, the Tax Court 
indicated that a worksheet listing donated items 
should include the items’ date of acquisition, as 
well as their basis, claimed value, and the method 
of valuation. If the claimed value is at least $250, 
the taxpayer must have a receipt from the organi-
zation that meets the requirements for substanti-
ating those larger contributions. 

Donation Worth $250–$500

More information is required in an organization’s 
acknowledgment of a noncash contribution with 
a value of at least $250 but not more than $500. 
The written acknowledgment must include not 
only the name of the organization, the date and 
location of the gift, and a reasonably detailed 
description of the property, but also a statement 
that includes one of three declarations:
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Exceptions to Appraisal Requirement

An appraisal is not required if any of the following 
types of property with a value exceeding $5,000 
is donated:

■■ Nonpublicly traded stock valued at $10,000 
or less

■■ Certain publicly traded securities
■■ A vehicle (including a car, boat, or airplane) 
for which the deduction is limited to gross 
proceeds from its sale

■■ Qualified intellectual property, such as a 
patent

■■ Inventory and other property donated by a 
corporation that are qualified contributions 
for the care of the ill, the needy, or infants 
within the meaning of I.R.C. § 170(e)(3)(A)

■■ Stock in trade, inventory, or property held 
primarily for sale to customers in the ordi-
nary course of the donor’s trade or business

These donations must be reported on Form 
8283.

Elements of Appraisal

When an appraisal is required, it must be made 
no earlier than 60 days before the date of the 
contribution, and it must be prepared, signed, 
and dated by a qualified appraiser [Treas. Reg. 
§ 1.170A-13(c)]. The donor retains the original 
appraisal and completes Section B of Form 8283 
as an appraisal summary. A copy of the complete 
signed appraisal must be included with the return 
if a deduction of $20,000 or more is being claimed 
for artwork or a deduction of $500,000 or more is 
being claimed for any property.

Other Appraisals That 
Must Be Attached

An appraisal must be attached to the tax return if 
a donor claims a deduction of more than $500 for 
an article of clothing, or a household item, that is 
not in good used condition or better. An appraisal 
must also be attached if the taxpayer claims a 
deduction for an easement or other restriction on 
the exterior of a building in a historic district.

A qualified appraisal must include all of the fol-
lowing information:

Practitioner
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statement explaining the reasons that the donor 
lacks the information should be attached to the 
return.

Form 8283, Noncash Charitable Contribu-
tions, must be filed with the return if the taxpay-
er’s total noncash contributions during the year 
exceed $500.

Vehicle Donations 

Additional reporting is required if a vehicle is 
donated to a charity. A donee organization must 
file Form 1098-C, Contributions of Motor Vehicles, 
Boats, and Airplanes, for each contribution of a 
qualified vehicle that has a claimed value of more 
than $500. Qualified vehicles include cars, trucks, 
motorcycles, and so forth, as well as boats and air-
planes. The donor must attach Form 1098-C to his 
or her tax return.

If a donor does not receive a contemporane-
ous written acknowledgment for a vehicle dona-
tion, the donor cannot claim a deduction of more 
than $500 for the vehicle. An acknowledgment is 
contemporaneous if it is furnished to the donor 
no later than 30 days after the date of the con-
tribution if the charity plans to use the vehicle in 
its operations or provide it to a needy individual 
for significantly less than its value. If the char-
ity plans to sell the donated vehicle in an arm’s 
length transaction, the acknowledgment must be 
provided no later than 30 days after the date of 
sale. The amount reported as the sales price on 
Form 1098-C is the upper limit of the allowable 
charitable contribution deduction.

In any case, the donor must make an initial 
determination of value. Car pricing guides are not 
considered an appraisal of any specific donated 
property, but they do suggest relative prices for 
comparison with current sales and offerings in the 
taxpayer’s location. To find the FMV of a donated 
car, use the price listed in a used car guide for a 
private party sale, not the dealer retail value. 

Donation Worth More Than $5,000

In addition to all of the preceding documentation 
requirements for less valuable contributions, the 
donor of property with a value exceeding $5,000 
usually must secure a qualified written appraisal. 
If a group of similar items is donated, their value 
is aggregated. The IRS generally does not accept 
an appraisal without question.

Practitioner
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gamblers. Gambling winnings are fully includ-
able in gross income, but losses are deductible 
only as itemized deductions, not subject to the 
2%-of-AGI floor. There is no provision for net-
ting the two in calculating AGI.

Consequently, taxpayers who take the stan-
dard deduction cannot benefit from loss deduc-
tions to offset the income on their federal returns. 
In addition, residents of states that use federal 
AGI as the starting point for state taxation and 
do not allow itemized deductions end up paying 
state tax on the wagering income without the ben-
efit of the losses.

Other limitations also apply:

■■ The deductible amount of gambling losses is 
limited to the amount of gambling winnings. 
No one can report a loss from wagering.

■■ Unlawful gains, as well as lawful gains, con-
stitute taxable income [Rutkin v. United States, 
343 U.S. 130 (1952)]. Individuals must report 
their income from illegal gambling activities, 
such as wagering on dog fighting or cock 
fighting. However, losing wagers are not 
deductible (even to the extent of winnings) if 
their collection is not legally enforceable.

Expenses for Illegal 
Business Activities

Professional gamblers generally can deduct their 
business expenses, even if their gaming activi-
ties violate state or local law. However, business 
expense deductions are not permitted for pay-
ments of illegal bribes, rebates, kickbacks, and 
similar expenses [I.R.C. § 162(c)] or for payments 
of government fines and penalties [I.R.C. § 162(f)]. 
No deduction or credit is allowed for any amount 
paid or incurred by a person trafficking in con-
trolled substances [I.R.C. § 280E].

But otherwise ordinary and necessary expenses 
related to carrying on an illegal business are 
deductible per Treas. Reg. § 1.162-1(a) [“A 
deduction for an expense paid or incurred after 
December 30, 1969, which would otherwise be 
allowable under section 162 shall not be denied 
on the grounds that allowance of such deduction 
would frustrate a sharply defined public policy”] 
and Commissioner v. Sullivan, 356 U.S. 27 (1958).

■■ The itemized deduction for gambling losses 
is not available to nonresident aliens filing 
Form 1040NR.
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■■ A description of the property in sufficient 
detail to identify it

■■ The physical condition of any tangible 
property

■■ The date or expected date of the contribution
■■ The terms of any agreement entered into by 
the donor regarding the use, sale, or other 
disposition of property

■■ The name, address, and taxpayer identifica-
tion number (TIN) of the appraiser and his 
or her employer organization

■■ The appraiser’s qualifications, including 
background, experience, education, and 
memberships in professional associations

■■ A statement that the appraisal was prepared 
for tax purposes

■■ The date of the valuation
■■ The appraised FMV on the date (or 
expected date) of the contribution

■■ The method of valuation used to determine 
FMV (such as comparable sales or replace-
ment cost)

■■ The specific basis for the evaluation, such as 
any specific comparable sales transaction

A qualified appraiser is someone who has 
earned an appraisal designation from a recog-
nized professional appraiser organization for 
demonstrated competency in valuing the type of 
property being appraised, or has met certain min-
imum education and experience requirements. 
The appraiser must regularly prepare appraisals 
for pay and must demonstrate verifiable educa-
tion and experience in valuing the type of prop-
erty being appraised.

The appraiser cannot be someone who has 
been prohibited from practicing before the IRS 
at any time during the 3-year period ending on 
the date of the appraisal, and he or she cannot be 
the donor, the donee, an employee of either the 
donor or donee, or a related party to either. The 
appraiser must understand the penalty for mak-
ing a false valuation and must complete Part III 
of Section B of Form 8283.

Gambling Income and Losses

Federal tax law does not treat gambling income 
and gambling losses equitably for recreational 
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includes hotel bills, airline tickets, gasoline credit 
cards, canceled checks, credit records, bank 
deposits, and bank withdrawals. Additional sup-
porting evidence could include affidavits or testi-
mony from responsible gambling officials.

Specific Documentation 
Rev. Proc. 77-29 also lists some specific types of 
documentation that can be used to prove gam-
bling losses.

Keno 

Copies of the keno tickets that were purchased 
and validated by the gambling establishment, 
copies of casino credit records, and copies of 
casino check-cashing records

Slot Machines 

A record of the machine number and all winnings 
by date and time the machine was played

Table Games 

These include blackjack, craps, poker, baccarat, 
roulette, and so forth. Records should include the 
number of the table and casino credit card data 
indicating whether the credit was issued in the pit 
or at the cashier’s cage.

Casino Player Cards 

Clients who have player cards may receive reports 
from the casino that include much of the required 
information. In LaPlante v. Commissioner, T.C. 
Memo. 2009-226, and Chow v. Commissioner, T.C. 
Memo. 2010-48, the IRS calculated gambling gains 
and losses using a “session-based analysis” that 
netted wins and losses per slot machine session.

Bingo  

A record of the number of games played, cost of 
tickets purchased, and amounts collected on win-
ning tickets; supplemental records include any 
receipts from the place where the games were 
played

Racing (Horse, Harness, Dog, Etc.) 

A record of the races, amount of wagers, amounts 
collected on winning tickets, and amounts lost 
on losing tickets; supplemental records include 
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Because the itemized deduction for gambling 
losses is not subject to the 2%-of-AGI floor, it is 
also not an adjustment item for alternative mini-
mum tax (AMT).

Records Begin with Diary
When the taxpayer can take advantage of a 
deduction, recordkeeping is crucial. Rev. Proc. 
77-29, 1977-2 C.B. 538, states that an “accurate 
diary or similar record regularly maintained by 
the taxpayer, supplemented by verifiable docu-
mentation, will usually be acceptable evidence 
for substantiation of wagering winnings and 
losses.” The diary should include the following 
information:

■■ Date and type of specific wager or wagering 
activity

■■ Name of gambling establishment
■■ Address or location of gambling 
establishment

■■ Names of other persons (if any) present with 
taxpayer at gambling establishment

■■ Amounts won or lost

Reporting Gambling 
Winnings

Recreational gamblers who do manage to keep 
meticulous records may have a misapprehension 
of the law regarding winnings. Form W-2G, Cer-
tain Gambling Winnings, reports only the win-
nings that exceed specified thresholds, depending 
on the type of gambling. Most gamblers will also 
have smaller amounts of winnings that are not 
reported on Form W-2G. Nevertheless, those 
amounts must be included in the gambler’s gross 
income. The value of complimentary goods and 
services (“comps”) provided by casinos is also 
treated as income from wagering transactions 
[Libutti v. Commissioner, T.C. Memo. 1996-108]. 

Verifiable documentation for gambling trans-
actions includes Form W-2G; Form 5754, State-
ment by Person(s) Receiving Gambling Winnings 
(used if there are multiple winners from one 
wager, such as a lottery pool); wagering tickets; 
canceled checks; credit records; bank withdraw-
als; and statements of actual winnings or payment 
slips provided by the gambling establishment. 
Other documentation of the taxpayer’s wager-
ing activity or visit to a gambling establishment 
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$5.12 in tips per hour—$40.96 for an 8-hour day—
or a larger amount if the server must share the tips 
with other employees, such as bus staff.

Reported and Allocated Tips
A server’s Form W-2 may show reported tips, 
allocated tips, or both kinds of tips.

Reported Tips 

I.R.C. § 6053(a) requires tipped employees to 
report to their employers by the tenth day of 
each month the tips they received in cash or by 
check, debit card, or credit card during the previ-
ous month. The reportable amount includes tips 
the employee receives from other employees in 
a tip-splitting or tip-pooling arrangement, but it 
excludes any amount the employee contributes to 
other employees through the tip-sharing arrange-
ment. A de minimis rule eliminates the reporting 
requirement for a tipped employee whose total 
tips during the month are less than $20. Noncash 
tips, such as tickets or passes, are not reportable 
to the employer because they are excluded from 
social security tax.

The employer includes the tip amount the 
employee reported to the employer in boxes 1 
(Wages, tips, other compensation), 5 (Medicare 
wages and tips), and 7 (Social security tips) of the 
employee’s Form W-2. The employer is required 
to withhold income, social security, and Medicare 
taxes on both the reported tips and the hourly 
wages from the wages the employer pays the 
employee. If the wage the employer pays is less 
than the required withholding on the employee’s 
total compensation, the employee can give addi-
tional funds to the employer, or the employer 
can show uncollected tax on tips in box 12 on the 
employee’s Form W-2. 

Allocated Tips

I.R.C. § 6053(c) generally requires large food and 
beverage establishments (restaurants, cocktail 
lounges, and similar businesses) to allocate tips 
if the total reported tips are less than 8% of the 
establishment’s food and drink sales. If an alloca-
tion is required, it includes only those employees 
with a reporting shortfall. No income, social secu-
rity, or Medicare tax is withheld on allocated tips 
(and they are not necessarily income, as explained 
later in this section). The amount allocated for the 
year is reported on Form W-2 only in box 8.

unredeemed tickets and payment records from 
the racetrack

Lotteries   

A record of ticket purchases, dates, winnings, and 
losses; supplemental records include unredeemed 
tickets, payment slips, and winnings statements.

Professional  
Gamblers

Professional gamblers report their wagering 
income and deduct their related expenses, includ-
ing wagering losses, on Schedule C (Form 1040). 
The I.R.C. § 165 disallowance of gambling losses in 
excess of gambling winnings applies to everyone, 
including professional gamblers. But business 
expenses other than wagering losses are deduct-
ible without regard to the amount of business 
income.

The IRS acquiesced to the Tax Court’s hold-
ing in Mayo v. Commissioner, 136 T.C. 81, when 
it issued A.O.D. 2011-006, 2012-3 I.R.B. The tax-
payer’s Schedule C (Form 1040) net loss from 
gambling-related business expenses was permit-
ted, although his excess wagering losses were not 
deductible.

Tip Income

Rules Cover All  
Tipped Workers

Except for allocated tips, the tip-reporting records 
discussed in this section apply to employees in 
all businesses who receive tip income. This can 
include hair stylists, taxicab drivers, hotel maids, 
doormen, casino dealers, skycaps, golf caddies, 
and so forth.

Remuneration for a restaurant’s wait staff is gen-
erally not entirely paid by the business: By design, 
customers are expected to pay their servers by 
leaving tips. Restaurants subject to the federal 
minimum wage rules are permitted to pay their 
servers at little as $2.13 per hour with the assump-
tion that customer tips will make up the differ-
ence. To bring his or her income up to the $7.25 
per hour federal minimum wage that applies to 
other businesses, a server needs to make at least 
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tracking tip income hinges on the server’s reports. 
Because cash income is easy to underreport, and 
because large tip totals result in larger tax liabili-
ties, servers are not always totally reliable in their 
tracking.

Although tax law requires monthly report-
ing, reporting can be improved by having the 
servers track their tips daily. The IRS provides 
a log in Form 4070A, Employee’s Daily Record 
of Tips, or the server could keep copies of docu-
ments showing the tips, such as restaurant bills 
and credit or debit charge slips. Figure 6.10 shows 
pages 1 and 4 of a sample Form 4070A. Pages 2 
and 3 of the form list days 6–25 of the month. 
This daily record is retained by the employee. 

Large is defined as a business having more 
than 10 employees on a typical business day. 
Although smaller establishments are exempt from 
the tip allocation rules, they still must request tip 
reports from employees and withhold taxes on 
the reported tips.

Tracking Tips

Many larger restaurants track charged tips using 
point of sale systems. It is not unusual to see the 
cashier in a small restaurant accept a credit card 
and then put cash equal to the tip portion in a 
separate place for the server. But whether the 
business is a large establishment or a small one, 

FIGURE 6.10  Employee’s Daily Tip Record

A tipped employee who records tips on Form 
4070A then completes Form 4070, Employee’s 
Report of Tips to Employer, to provide the total 
amount to the employer. A restaurant can require 
a report more frequently than monthly, perhaps 
to coincide with a payroll period for withholding. 
Figure 6.11 shows a sample Form 4070.

IRS Publication 1244 
Includes Both Forms 

Forms 4070 and 4070A do not appear in the list 
of forms that can be accessed on the IRS website. 
Instead, they are printed and accessible online 
as Publication 1244, Employee’s Daily Record of 
Tips and Report to Employer. The print version is 
a pocket-size booklet.
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FIGURE 6.11  Monthly Report to Employer

Tip Reporting on Tax Return
Box 1 of a server’s Form W-2 will show the total of 
the server’s wages and the tips the server reported 
to the employer. A server who did adhere to all 
the tip reporting requirements may still need to 
increase the wage income included on his or her 
income tax return in two circumstances:

1. Tips that were not reported to the employer 
because they totaled less than $20 in a month 
are includable in gross income even though 
they are excluded from social security tax.

2. The FMV of noncash tips, which also are not 
included on Form 4070, is includable in gross 
income.

Allocated tips are not included in box 1 of 
Form W-2, but there is an audit presumption 
that the server received at least that amount in 
unreported tips. However, a server is required 
to report to the employer (and to the IRS) only 
the tips actually received, and if the server has 
records showing that the actual tips received were 
less than the total of the reported and allocated 
tips, the income tax return should include only 
the actual amount of tips.

December Tips 
Reported in January

Because tips are generally reported to an 
employer in the month following the month 
in which they were received, the employer can 
report the December tips on the following year’s 
Form W-2. Thus, tips from December 2011 that 
were reported to the employer by January 10, 
2012, are included in the 2012 Form W-2 and are 
includable in income for 2012.

A server with unreported tips that should 
have been reported to the employer must include 
the social security and Medicare taxes that are 
due on the unreported tips as an additional tax on 
his or her return. If such taxes are due, a return 
must be filed even if it is not otherwise required. 
Form 4137, Social Security and Medicare Tax on 
Unreported Tip Income, is used to figure these 
taxes. Allocated tips are included on Form 4137 
if they are included in income on the tax return.

Example 6.16 Waiter’s Tax Return

Jed Riggs began working as a waiter at the Magic 
Hamburger in February 2012. He reported 
$12,000 in 2012 tips to his employer, and his cus-
tomers also gave him football tickets and movie 
passes with a $250 FMV. His employer reported 
$14,700 as compensation in box 1 of Jed’s Form 
W-2, and included $800 of allocated tips in box 8. 
Box 7 of Jed’s Form W-2 shows $10,800 in social 
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withholding requirements, and he did not give 
additional money to the employer for those taxes, 
his Form W-2 will show uncollected social secu-
rity and Medicare tax on tips, which he must pay 
when he files his return. An estimated tax penalty 
could apply.

Question 4.
What if Jed does not report his tips to his employer 
and the Magic Hamburger is a small restaurant 
that was not required to allocate tips?

Answer 4.
Jed still needs to have records of his tips. His Form 
W-2 will include only the $3,900 wage income. 
All of his tips must be reported on Form 4137, 
and he must pay the taxes when he files his Form 
1040. He could also be charged a penalty equal to 
50% of the social security and Medicare tax due 
on the unreported tips unless he can show that the 
failure to report tips to the employer was due to 
reasonable cause and not willful neglect.

Question 5.
What if Jed did not keep any records?

Answer 5.
His tax preparer could use an indirect method to 
determine a likely amount for tips or decline to 
prepare the return. Ultimately, the responsibility 
for recordkeeping is Jed’s, and he is the one who 
will pay the consequences.

Indirect Method to 
Estimate Income

See the “Schedule C (Form 1040) Issues” chapter 
of this book for a discussion of indirect methods 
for arriving at income.

Cross-
Reference

security tips, which is $1,200 less than the total 
Jed reported to his employer. 

Question 1.
Is more information needed to determine what 
amount, if any, Jed must add to the compensation 
shown in box 1 of his Form W-2?

Answer 1.
Jed’s December tips will be reported on his 2013 
Form W-2, so we need to know how much he 
reported to his employer for that month.

Question 2.
If Jed’s December tips were $1,200, what is his 
addition to income for tips in 2012?

Answer 2.
Jed’s daily records of his actual tips for February 
through November total $10,800, plus the non-
cash tips. His Form W-2 shows the same $10,800 
plus $800 in allocated tips. Jed is required to 
increase his income only by the $250 FMV of the 
noncash tips. The remaining $550 of allocated 
tips is not includable in his income because he 
has documentation that shows he did not receive 
that amount.

Allocated Tips and  
IRS Audits

The fact that Jed has reliable tip records does not 
mean that he will not hear from the IRS about 
the allocated tip omission. Employees who report 
less than the allocated tip amount need to under-
stand that their returns will probably be ques-
tioned, so they need to have excellent records to 
back up their numbers.

Question 3.
Jed’s cash wages from his employer were only 
$3,900 ($14,700 – $10,800). What happens if that 
was not sufficient to cover all of his required with-
holding taxes?

Answer 3.
Deductions from cash wages are applied as with-
holding for taxes in the following order: all taxes 
on the wages themselves, then FICA taxes on 
reported tips, and then federal, state, and local 
income taxes on reported tips. If cash wages 
were too small to cover all of Jed’s FICA tax 

Observation
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ISSUE 6: PERSONAL RESIDENCE This issue reviews three topics related 
to owning a personal residence.

1. Individuals who claimed the first-time home-
buyer credit for a 2008 purchase must con-
tinue to repay the credit. 

2. A qualified personal residence trust (QPRT) 
may help with estate planning. 

3. Converting a personal residence to a 
rental property is not an easy way to convert a 
nondeductible loss on sale of a personal resi-
dence to a deductible loss.

2008 Homebuyer  
Credit Recapture

The original first-time homebuyer credit that was 
available for 2008 purchases was a refundable 
credit equal to 10% of the home’s purchase price, 
up to a $7,500 limit. In reality, that credit was an 
interest-free loan, because it must be recaptured 
over a period of 15 years, beginning in 2010, and 
earlier if the home is no longer the taxpayer’s 
main home.

A homebuyer who received the full $7,500 
credit generally must repay $500 per year 
($7,500 ÷ 15). The minimum payment is reduced 
in subsequent years if a homebuyer chooses to 
pay more than the required $500 in any given 
year. For example, if the taxpayer repaid $1,200 
in 2010, the outstanding credit balance was 
reduced to $6,300 ($7,500 – $1,200), and the 
minimum repayment amount for future years 
becomes $450 ($6,300 ÷ 14 years).

Accelerated Recapture
If the taxpayer ceases to use the home as his or her 
main home, the outstanding credit is recaptured 
in full on the tax return for the year of the change, 
although some limits apply. Events that cause the 
home to no longer be the treated as the taxpayer’s 
main home include the following circumstances:

■■ Sale of the home
■■ Converting it to a rental or business property
■■ Converting it to a vacation or second home
■■ Giving or selling it to a related person

■■ Ceasing to live in the home for more than 
half the nights in the year

■■ The home’s destruction or condemnation
■■ Foreclosure
■■ The home’s transfer to a spouse or former 
spouse in a divorce agreement

■■ The death of the homeowner

Exceptions to Full Recapture
Even when one of those events has occurred, 
immediate full recapture of the outstanding credit 
is not required in the following circumstances:

■■ If the home is transferred to a former spouse 
as part of a divorce agreement, the spouse 
who received the property assumes full 
liability for the unrecaptured amount. The 
transferor spouse is not responsible for any 
remaining repayments.

■■ If the home is destroyed in a storm, flood, 
fire, or other disaster, or is condemned or 
destroyed under threat of condemnation, 
the repayment period is not accelerated if 
a replacement home is purchased within 
2 years. The repayments simply continue 
under the old schedule.

■■ If the home is sold at a gain to an unrelated 
person (including through foreclosure), the 
recapture amount is limited to the amount of 
gain on the sale. 

■■ If the home is sold to an unrelated person 
(including through foreclosure) and there is 
no gain, no repayment is required.

■■ If a credit recipient dies, there is no recap-
ture of his or her share of the credit. How-
ever, if the credit was claimed on a joint 
return, each spouse is treated as receiving 
one-half of the credit, and the surviving 
spouse must still repay his or her share.

■■ If the taxpayer is a member of the uniformed 
services, an employee of the intelligence 
community, or a member of the U.S. Foreign 
Service serving on qualified official extended 
duty, no recapture is required if the home is 
sold because of the extended duty.
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the foreclosure and the $1,500 amount recap-
tured on their 2012 return. 

Qualified Personal  
Residence Trust

A qualified person residence trust (QPRT) is an 
estate planning tool that permits a wealthy home-
owner to transfer a personal residence to a trust in 
exchange for rent-free usage of the residence for 
the duration of the trust. When the trust period 
expires, the residence is transferred to the trust’s 
beneficiary.

Because the home is valued for gift tax pur-
poses when it is placed in trust, the valuation may 
be lower than it would be if it were transferred 
many years later. The catch is that the grantor 
must then outlive the trust for the trust property 
to be excluded from his or her estate.

The residence transferred to a QPRT does 
not have to be the grantor’s primary home; it can 
be a vacation home. A single person is allowed to 
establish two QPRTs, whereas a married couple 
can have three.

The gift tax valuation considers the duration 
of the trust, the grantor’s life expectancy, and an 
interest rate based on the mid-term AFR. Because 
a residence transferred to a QPRT is a gift of a 
future interest, it is not eligible for the $13,000 
(for gifts in 2012) annual exclusion from gift tax. 

Because the grantor is still considered the 
owner of the residence, he or she can continue to 
deduct real estate taxes and qualifying mortgage 
interest on Schedule A (Form 1040). If the home 
is sold during the period of the trust, the I.R.C 
§ 121 exclusion of gain may apply.

The property’s basis to the beneficiaries if the 
grantor survives the trust is the grantor’s basis. 

A QPRT is not a place to stash cash because 
the rules permit additions of only a limited 
amount of cash to cover trust expenses for the 
next 6 months.

Example 6.18 QPRT

Michelle Maxwell is considering transferring her 
home in Florida to a QPRT with her granddaugh-
ter as the beneficiary. The home is currently 
worth $2,000,000. If Michelle sets a 15-year term 
for the QPRT and then dies within that period, 

Form 5405, First-Time Homebuyer Credit 
and Repayment of the Credit, must be filed to 
report a recapture event, even if repayment is 
not required. In figuring whether there is gain 
for credit recapture purposes, the home’s basis is 
reduced by the unrepaid amount of the credit. 

Credit Recapture Basis 
Is Not Used for Gain

A taxpayer’s adjusted basis is reduced by the 
amount of the unrecaptured first-time home-
buyer credit only for purposes of figuring how 
much of the credit must be recaptured. Do not 
use this basis for figuring gain or for reporting 
basis or gain on Schedule D (Form 1040) or Form 
8949.

Example 6.17 Foreclosure

Ed and Ellen Jefferson bought their first house on 
October 1, 2008. They paid $125,000 including 
settlement costs allocable to basis, and they quali-
fied for a $7,500 credit (which did not reduce 
their basis for gain or loss). Unfortunately, they 
both lost their jobs in 2010 and were unable to 
keep up the payments. The bank foreclosed on 
March 1, 2012. At the time of foreclosure, the 
property’s FMV had dropped to $120,000, and 
they had made no improvements to increase 
their basis. Because the “sale” was to an unrelated 
party, the credit recapture is limited to any gain 
on disposition. 

The selling price is deemed to be the home’s 
FMV at foreclosure, and the Jeffersons’ adjusted 
basis is their original cost minus the unrepaid 
amount of the credit. Because they previously 
repaid $1,000 ($500 in 2010 and $500 in 2011), 
the remaining unrecaptured credit is $6,500 
($7,500 – $1,000), and their adjusted basis for 
credit recapture is $118,500 ($125,000 – $6,500). 
Therefore, the gain for credit recapture purposes 
is $1,500 ($120,000 – $118,500). The $1,500 thus 
is the amount of credit that is included as an addi-
tional tax on their return for 2012.

Whether an actual gain qualifies for the I.R.C. 
§ 121 exclusion from gross income does not 
affect the credit recapture, and in this example 
the homebuyers incurred a $5,000 ($125,000 – 
$120,000) nondeductible loss on sale. However, 
they do not have to repay the $5,000 difference 
between the $6,500 unrecaptured credit before 

Practitioner
Note
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nondeductible. In addition, merely listing a 
house for rent or renting it for a brief time does 
not usually change its character to a rental prop-
erty [Ginsburg v. Campbell, Jr., 16 A.F.T.R.2d 
(RIA) 5770 (N.D. Tex. 1965)]. However, the IRS 
did acquiesce to Parker v. Commissioner, 19 B.T.A. 
171 (1930), acq. IX-2 C.B. 46 (1931), in which a 
6-month rental was held to be long enough to 
change the property’s character.

It would be helpful to know what the hous-
ing market will be in the future. Unfortunately, 
no one knows. If a home is converted to rental 
property, and the market improves so that the 
house is sold for a gain, will the sale be in time for 
the owner to take advantage of the I.R.C. § 121 
exclusion?

Example 6.19 Conversion  
to Rental Property

Joann Young bought her home several years 
ago for $200,000. She would like to retire to a 
warmer location, so she is considering selling her 
house. The housing market has been depressed 
in Joann’s area, and the appraisal on her house 
came in at $170,000. Because she does not want 
to incur a $30,000 ($200,000 – $170,000) non-
deductible loss even before considering selling 
expenses, she decided to offer it for sale or rent. 
A real estate agent helped her determine a fair 
rental value and find a tenant willing to rent the 
property with a month-to-month lease. Joann is 
single and has an $18,000 annual pension plus 
$12,000 in social security benefits.

Joann must determine her basis for depreci-
ating the rental property. The depreciable basis 
is the lesser of her $200,000 basis in the prop-
erty (minus the cost allocable to the land) or the 
property’s FMV. She needs to consider whether 
the $170,000 appraisal is correct, because its reli-
ability depends on the appraiser. A professional 
appraiser has more credibility than a real estate 
agent, and two or three real estate agent apprais-
als have more credibility than just one. 

Even if the $170,000 appraisal is valid, it 
includes the value of the land, so the depreciable 
basis must be reduced by that amount. If the land 
is worth $15,000, and the property’s entire FMV 
is $170,000, her depreciable basis for the house is 
$155,000.

the home’s value is included in her estate. If she 
survives the trust, the property is removed from 
her gross estate.

Question 1.
If she survives the trust, can she still live in her 
home?

Answer 1.
She could lease the residence from her grand-
daughter, who would presumably be open to the 
idea. She cannot repurchase the residence either 
from the trust or from her granddaughter after the 
trust is dissolved.

Question 2.
Can Michelle exchange houses in the QPRT if the 
house doesn’t fit her needs within the 15 years?

Answer 2.
Yes, if she follows the rules. If the home is sold 
while the trust is in existence, the grantor has 2 
years to purchase a replacement property. If that 
does not happen, the trust will terminate and all 
the assets will revert to the grantor.

Question 3.
Does Michelle have any other option if she does 
not meet the 2-year requirement?

Answer 3.
Yes, she could convert the QPRT to a grantor 
retained annuity trust (GRAT), in which the 
grantor transfers assets to the trust but retains 
an interest. Interest income is calculated based 
on the value of the original assets and is paid 
to the grantor each year. When the trust term 
ends, the remaining assets are distributed to the 
beneficiary. 

Converting a Home  
to Rental Property

In the current economic environment, homeown-
ers attempting to sell their homes often find that 
they will be selling at a loss—a nondeductible loss. 
Those who have been told that losses on business 
and rental property are deductible may decide to 
convert the house to a rental property instead of 
selling it, not realizing all of the tax effects.

First, some realities must be considered. 
A built-in loss at the time of conversion is still 
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Potential § 1250 Gain 

The requirement to use SL depreciation for rental 
real estate does not entirely eliminate the possi-
bility of § 1250 ordinary income recapture if rental 
property is sold for a gain. If a canceled debt is 
excluded from income under I.R.C. § 108, the tax-
payer generally must reduce certain tax attributes 
by the amount of the cancellation of debt income 
(CODI) exclusion. These attributes include the 
debtor’s basis in property. A basis reduction for 
CODI is an amount in excess of SL depreciation 
that can create § 1250 ordinary income recapture. 
See pages 152–157 in the 2010 National Income 
Tax Workbook for an explanation of tax attribute 
reduction.

Question 2. 
What is the impact for Joann if the housing mar-
ket rebounds and she sells the house for $225,000, 
with the same closing costs?

Answer 2.  
Her adjusted basis for figuring a gain is her 
cost basis minus the allowable depreciation, 
or $189,432 ($200,000 – $10,568). Her gain is 
$27,318 ($225,000 – $189,432 – $8,250). The 
portion of her gain equal to depreciation is unre-
captured § 1250 gain, taxable at a 25% maximum 
rate for capital gains. The remaining $16,750 
($27,318 – $10,568) of her gain is excludable 
under I.R.C. § 121 because Joann owned and 
occupied the house as her main home for at least 
2 of the 5 years before the sale.

Question 3. 
What is the gain or loss if Joann sells the house for 
$170,000 after renting it for 2 years?

Answer 3. 
This is similar to the gain or loss issue for gifted 
property that is covered in the “Gifts and Inheri-
tances” chapter of this book. 

■■ Joann has a loss if she uses her adjusted cost 
basis in trying to calculate a gain, so there is 
no gain to recognize or exclude. 

■■ Joann has a gain if she uses her lower 
adjusted basis for determining a deductible 
loss, so there is no deductible loss.

Therefore, Joann has neither a taxable gain 
nor a deductible loss if the property is sold for 
$170,000.

Practitioner
Note

Question 1. 
Assume that Joann rents the house for 2 years 
before selling it. During the rental period, she 
receives $27,600 in rent and deducts $24,000 
in rental expenses, including interest and taxes. 
She also deducts $10,568 in depreciation using 
straight-line (SL) depreciation and a 27½-year 
cost recovery period. What is the net financial 
effect of the rental if the property is sold for 
$165,000 and Joann pays $8,250 in closing costs?

Answer 1. 
Because Joann qualifies for the special allowance 
for passive losses on real estate rentals, she will 
reduce her income over the 2 years by $6,968 
($27,600 – $24,000 – $10,568). Her rental income 
will just cover her mortgage and tax payments for 
the 2 years and leave her with a tiny cash flow. 

Special Allowance for 
Rental Real Estate

See the “Loss Limitations” chapter of this book 
for an explanation of the $25,000 special allow-
ance that allows some landlords to deduct passive 
losses in excess of passive income.

Joann’s recognizable loss on the sale does 
not include the $30,000 built-in loss at the time 
she converted her home to rental property. Her 
basis for a loss deduction starts with the proper-
ty’s $170,000 value at conversion. That amount 
is reduced by the allowable depreciation to 
$159,432 ($170,000 – $10,568). Subtracting the 
adjusted basis and the expenses of sale from 
her sales price results in a $2,682 ($165,000 – 
$159,432 – $8,250) deductible loss.

Joann would not have to recapture any of 
the depreciation as ordinary income even if 
she realized a gain because the house is I.R.C. 
§ 1250 property that was depreciated using the 
SL method. 

Cross-
Reference
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lived in the house for 38 months (16 months from 
January 30, 2009, through May 31, 2010, and 22 
months from April 1, 2012, through January 29, 
2014), so she meets the 2-year ownership and 
occupancy tests for exclusion of gain.

But Joann also has nonqualified use of the 
house. During the 2,529 days Joann owned the 
house, her period of nonqualified use was 670 
days. Thus, 26% (670 ÷ 2,529) of her gain is not 
eligible for the I.R.C. § 121 exclusion and is taxed 
as long-term capital gain. This gain is taxable in 
addition to any unrecaptured § 1250 gain, but the 
total of the two amounts cannot exceed her total 
gain from the sale. 

Exclusion of Gain on 
Sale of Main Home

See pages 48–53 in the 2010 National Income Tax 
Workbook for a further discussion of the I.R.C. 
§ 121 exclusion, including the nonqualified use 
exception.

Cross-
Reference

Question 4.
What is the tax result if Joann rents the property 
for 2 years and then decides to move back into it 
so that she can sell it as a personal residence?

Answer 4.
Gain from the sale or exchange of a main home 
is not excludable from income if it is allocable to 
periods of nonqualified use (generally, any period 
in 2009 or later during which the owner did not 
use the property as a main home). To figure the 
gain allocated to nonqualified use, multiply the 
gain by a fraction that divides the period of non-
qualified use by the total period of ownership.

Assume that Joann bought the home and 
moved in on May 28, 2007. She moved out and 
converted it to a rental property on May 31, 
2010. The house was rented from June 1, 2010, 
to March 31, 2012. Joann moved back into the 
house on April 1, 2012, and lived there until she 
sold it on January 29, 2014. 

During the 5-year period ending on the date of 
the sale, Joann rented the property for 22 months 
(June 1, 2010, through March 31, 2012), and she 

Nationwide, thousands of people are candi-
dates for the program. Some are displaced work-
ers who are certified by the Department of Labor 
as eligible to receive trade readjustment allow-
ances under the Trade Adjustment Assistance 
(TAA) program. Others are eligible because they 
are at least age 55 and receive PBGC benefits. All 
of them must also meet general requirements and 
have a qualified health plan to receive the HCTC.

Candidates Receive Kit

Candidates for the HCTC receive an eligibility 
kit in the mail after the HCTC program is noti-
fied by the state workforce agency or the PBGC 
that the individual may be able to receive the tax 
credit. Health coverage for a candidate’s spouse 
and dependents can be included if they meet all 
HCTC general requirements and are enrolled in 
a qualified health plan.

ISSUE 7: HEALTH COVERAGE TAX CREDIT This issue summarizes 
qualifications for claiming the I.R.C. § 35 credit and the two methods of 
claiming the credit.

Certain trade-affected workers and retirees age 55 
or older who are receiving payments through the 
Pension Benefit Guaranty Corporation (PBGC) 
may be eligible to receive the health coverage tax 
credit (HCTC). For 2012, the HCTC pays 72.5% 
of qualified health insurance premiums to make 
health insurance more affordable for eligible par-
ticipants. It is available in advance on a monthly 
basis to help with premium payments, or it can be 
claimed as a lump-sum refundable credit on the 
recipient’s federal income tax return. 

An individual who registers for the monthly 
program pays 27.5% of the premium to the 
HCTC processing center. The center adds the 
other 72.5% and sends the full premium to the 
health plan that covers the eligible individual. 
The alternative yearly credit is claimed by filing 
Form 8885, Health Coverage Tax Credit, with 
the individual’s tax return and providing proof 
of payment. 
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Websites Provide 
Names of Employers

A list of companies whose employees have 
been recently certified for TAA benefits can be 
accessed on the Department of Labor’s Employ-
ment & Training Administration (ETA) website at 
www.doleta.gov/tradeact/taa/taa_search_form 

.cfm. For example, WellPoint, Inc. in Indianapolis 
received a TAA certification for separated claims 
and enrollment employees on July 20, 2012. The 
ETA approval of the TAA application noted that 
the company “has shifted to a foreign country the 
supply of services like or directly competitive with 
the services supplied by the [separated] workers.”

Information about companies whose pensions 
have been taken over by the PBGC is accessible on 
the PBGC website at www.pbgc.gov. For example, 
on May 11, 2012, the PBGC became trustee for 
three pension plans covering nearly 1,800 people 
that had been sponsored by Dewey & LeBoeuf, 
LLP, a law firm based in New York City that was 
liquidating and winding up its affairs outside 
bankruptcy. 

Tax Return Requirements

Completing Form 8885 requires only entering 
the total amount of eligible premiums paid and 
multiplying that amount by 72.5%. There is no 
applicable ceiling or tax limitation. 

Form 8885 and the required supporting doc-
uments must be attached to Form 1040, 1040NR, 
1040PR, or 1040SS. (They cannot be filed with 
Form 1040EZ or 1040A.) If the return is e-filed, 
a copy of Form 8885 and the required docu-
ments are attached to Form 8453, U.S. Individual 
Income Tax Transmittal for an IRS e-file Return, 
and mailed to the IRS.

The required supporting documents are 
health insurance bills and proof of payment (for 
example, a canceled check) for those amounts. 
For COBRA plans, supporting documents like 
the COBRA election letter must also be attached. 

Any monthly payments that were made by 
the HCTC office for the taxpayer are reported 
on Form 1099-H, Health Coverage Tax Credit 
(HCTC) Advance Payments. The IRS recon-
ciles these reports with Form 8885 to prevent a 
double benefit: An individual cannot claim the 
yearly HCTC for any month for which he or she 
received a monthly HCTC.

Practitioner
Note

General Requirements 
The general requirements require the applicant 
to meet all of the following criteria:

■■ Not be imprisoned under federal, state, or 
local authority

■■ Be covered by a qualified health plan for 
which the individual pays more than 50% of 
the premiums 

■■ Not be enrolled in Medicare Part A, B, or C; 
or be enrolled in Medicare but only claim-
ing HCTC premiums for qualified family 
members

■■ Not be enrolled in Medicaid or the Chil-
dren’s Health Insurance Program (CHIP) 

■■ Not be enrolled in the Federal Employees 
Health Benefits Program (FEHBP) 

■■ Not be enrolled in the U.S. military health 
system (TRICARE) 

Qualified Health Plans
The following types of health plans are qualified 
for the HCTC:

1. A COBRA continuation plan through an 
employer where the applicant pays more 
than 50% of the monthly premium

2. A state-qualified health plan (a list of state-
qualified plans can be accessed at www.irs 
.gov/hctc)

3. Coverage through a spouse’s employer if 
the spouse pays more than 50% of the total 
monthly premium with after-tax dollars

4. A health plan purchased through a voluntary 
employees’ beneficiary association (VEBA) 
that was established through the bankruptcy 
of the applicant’s former employer

5. Non-group or individual health insurance 
purchased through an insurance company, 
agent, or broker that started at least 30 days 
before the applicant’s last paid day of work 
from the company that made the applicant 
eligible for TAA or PBGC benefits

Because of the 30-day requirement in item 5, 
non-group or individual coverage is rare for the 
HCTC. 

http://www.doleta.gov/tradeact/taa/taa_search_form.cfm
http://www.doleta.gov/tradeact/taa/taa_search_form.cfm
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INTRODUCTION This chapter reviews the rules for depreciation and for 
recognizing gain or loss on the disposition of business assets.

Both the acquisition and the disposition of busi-
ness assets require taxpayers and tax practitioners 
to make several decisions to gain the most favor-
able tax treatment. Trade-offs may be necessary, 
and the wrong choices may have significant tax 
consequences.

When an asset is purchased, the key questions 
are whether the asset is eligible for depreciation 
and, if it is, the optimal method of depreciation.

When a taxpayer disposes of an asset, either 
voluntarily or involuntarily, the tax practitio-
ner must calculate the realized gain or loss and 
determine whether the realized gain or loss is 
recognized in the year of disposition. If it is rec-
ognized, the tax practitioner must also deter-
mine whether it is an ordinary gain or loss or a 
capital gain or loss.

Introduction . . . . . . . . . . . . . . . 209
Depreciation Basics  . . . . . . . . . 210
First-Year Cost  

Recovery Options  . . . . . . . . 216

Sales of Business Assets . . . . . . 223
Installment Sale Rules  . . . . . . . 231
Like-Kind Exchanges  . . . . . . . . 239
Casualty Gains and Losses . . . . 244

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

This chapter includes six learning objectives. 
The expectation is that after completing this ses-
sion, participants will be able to perform the fol-
lowing job-related actions:

1. Determine whether property is depreciable; 
if so, identify allowable methods 

2. Explain the options for first-year cost recovery
3. Prepare Form 4797, Sales of Business Prop-

erty, to report the sale of a business asset
4. Compute the recognized gain from an install-

ment sale 
5. Decide whether a simple transaction qualifies 

as a like-kind exchange
6. Calculate the deductible loss or taxable gain 

from a casualty that destroys or damages 
business property
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DEPRECIATION BASICS This section summarizes the general rules  
for tax depreciation.

The cost of an asset used in business that has a 
useful life of 1 year or more generally cannot be 
deducted as an expense in the year of purchase. 
Instead, the cost must be capitalized and depreci-
ated to reflect an annual allowance for exhaustion 
and wear and tear. There are four basic rules for 
depreciation deductions:

1. The property must have a limited useful life 
that can be reasonably estimated. (Thus, land 
is not depreciable.)

2. The taxpayer must own the property to claim 
depreciation deductions for it.

3. Depreciation can be claimed only for assets 
that are held for the production of income or 
use in a trade or business.

4. Depreciation deductions cannot begin 
until the asset is placed in service.

Placed in Service 

An asset is placed in service when it is ready and 
available for its specific function. The asset does 
not need to actually be in use. An electron micro-
scope that is delivered with a cracked lens can-
not be placed in service until the cracked lens is 
replaced. However, a corn planter delivered and 
ready to perform its task in December is deemed 
to be placed in service even though deep snow on 
the ground prevents its immediate use.

Ownership 
Requirement

A tenant who makes otherwise depreciable lease-
hold improvements is entitled to depreciate the 
cost of those improvements even though the 
tenant does not own the underlying property, 
unless there is an agreement between the lessor 
and lessee for the improvements to be made as 
a substitute for rent payments. See Issue 3 in the 
“Agricultural and Natural Resources Issues” chap-
ter of this book for an explanation of the tax con-
sequences of improvements by tenants. 

Practitioner
Note

Practitioner
Note

Methods of Depreciation

Since 1987, most tangible assets are depreciated 
under MACRS, which assigns recovery periods 
and depreciation methods to categories of prop-
erty [I.R.C. § 168]. Property class recovery peri-
ods for tangible personal property are 3 years, 5 
years, 7 years, 10 years, 15 years, 20 years, and 
25 years. The recovery period for most nonfarm 
buildings is now 27.5 years or 39 years.

MACRS allows accelerated depreciation 
methods for tangible personal property, apply-
ing 200% or 150% declining balance (DB) rates 
at first and switching to the straight-line (SL) 
method in later years when the SL method yields 
a greater depreciation deduction for the year. 
The SL method must be used for real property 
with a class life longer than 25 years.

Former Methods of 
Depreciation

An even faster cost recovery system called the 
accelerated cost recovery system (ACRS) was 
used for most property placed in service from 
1981 through 1986. Because the longest recov-
ery period for regular ACRS depreciation was 19 
years, most ACRS property is now fully depreci-
ated. Alternate ACRS allowed SL recovery periods 
of up to 45 years, so some of this property may 
still be on depreciation schedules.

In addition, some taxpayers may still be depre-
ciating property placed in service from 1971 
through 1980, when recovery periods were 
assigned using the class lives and asset deprecia-
tion ranges set forth in Rev. Proc. 71-25, 1971-2 
C.B. 55, and Rev. Proc. 72-10, 1972-1 C.B. 721.

MACRS has two sets of rules that determine 
how an asset will be depreciated: the general 
depreciation system (GDS) and the alternative 
depreciation system (ADS).

Each system assigns a recovery period to 
specific types of assets, paralleling the concept of 
useful life. Each system also dictates a method of 
depreciation for each asset class. The ADS gen-
erally assigns longer recovery periods than the 

Practitioner
Note
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GDS, and it requires the SL method rather than 
the DB methods used under the GDS.

Figure 7.1 lists a few assets in each of the 
recovery classes under the GDS, along with the 
assets’ ADS recovery period.

Note that a residence could be either 20-year 
or 27.5-year property under the GDS, depend-
ing on whether it is farm or nonfarm property. 
Similarly, a general-purpose building could be 
either 20-year farm property or 39-year nonfarm 
property.

FIGURE 7.1 GDS Recovery Classes and ADS Recovery Periods

GDS Class Description/Examples ADS Period

3-year

Truck tractor units for over-the-road use   4 years

Breeding hogs   3 years

Race horses more than 2 years old when placed in service 12 years

Breeding or work horses more than 12 years old when placed in service 10 years

Other (not race, breeding, or work) horses more than 12 years old 
when placed in service 12 years

5-year

Computers and peripheral equipment, autos, light duty trucks (under 
13,000 pounds), breeding sheep and goats, logging equipment   5 years

Office equipment, airplanes   6 years

Cows (dairy or breeding)   7 years

Heavy general-purpose trucks (13,000 pounds or more)   6 years

7-year Equipment, office furniture, breeding livestock not assigned to other 
classes, grain bins and silos, fences 10 years

Breeding or work horses not more than 12 years old when placed in 
service 10 years

All other horses not previously described 12 years

10-year
After 1988: single-purpose livestock and horticultural facilities 15 years

After 1988: orchards and vineyards 20 years

15-year Parking lots, drainage tile, water wells 20 years

20-year
General-purpose farm buildings, including housing provided rent-free 

to employees for employer’s convenience 25 years

27.5-year Residential real property 40 years

39-year Nonresidential real property 40 years

ADS May Be Required
Taxpayers generally can choose between the 
GDS and the ADS options, which lets them gen-
erate the appropriate depreciation deduction 
for their tax-planning objectives. However, the 
same system (GDS or ADS) must be applied to 
all assets within a recovery class that are placed in 
service in the same year, except for the 27.5-year 
and 39-year classes, where the choice is made 
item by item.

In some instances taxpayers are required to 
use the ADS, such as when a farmer with pre-
productive costs for plants opts out of the I.R.C. 
§ 263A uniform capitalization (unicap) rules or 
when listed property is not used more than 50% of 
the time in business. 
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Listed Property 

The assets that are listed property are those that 
have a large potential for personal as well as busi-
ness use. The list in I.R.C. § 280F(d)(4) includes 

■■ passenger automobiles; 
■■ any other property used for transporta-

tion, except for qualified non–personal 
use vehicles and vehicles used almost 
entirely for hire; 

■■ property of a type that is generally used for 
entertainment, recreation, or amusement 
(including photographic, phonographic, 
communication, and video-recording 
equipment); and 

■■ computers and related equipment, unless 
they are used only at a regular business 
establishment and owned or leased by 
the person operating the establishment. 

A regular business establishment includes a 
qualified home office. 

The ADS is also required for depreciating 
tangible property that is used predominantly out-
side the United States, tax-exempt use property, 
and tax-exempt bond-financed property.

Restrictions on Methods
Taxpayers using the GDS for property with 
a recovery period of 20 years or less generally 
can choose a 200% DB, a 150% DB, or the SL 
method of depreciation. However, there are sev-
eral exceptions to this general rule:

1. Assets used in a farming business may not be 
depreciated using the 200% DB method.

2. Only the SL method can be used to depreci-
ate orchards and vineyards.

3. Assets in the 15-year and 20-year recovery 
classes cannot be depreciated using the 200% 
DB method.

4. Only the SL method can be used to depre-
ciate water utility (25-year), residential rental 
(27.5-year), and nonresidential real (39-year) 
property.

5. Taxpayers must use the same method of 
depreciation for all assets within the same 
recovery class that are placed in service dur-
ing the same year.

Practitioner
Note

I.R.C. § 1250  
Recapture

Choosing an accelerated method of depreciation 
for a farm building that is 20-year property will 
cause a portion of the gain recognized on a sub-
sequent sale to be treated as ordinary income if 
the building is sold before it is fully depreciated. 
See “I.R.C. § 1250 Property” later in this chapter.

As previously stated, the ADS requires the 
SL method. The distinction between the SL 
method in the GDS and the ADS is usually a lon-
ger recovery period under the ADS. Office fur-
niture has a 7-year recovery period for the GDS 
and a 10-year recovery period for the ADS. A 
divergence in recovery periods is not invariable, 
though; for example, computer equipment has a 
5-year recovery period under both the GDS and 
the ADS. 

 Conventions

The three depreciation conventions allow only 
a partial-year depreciation deduction in both 
the year of acquisition and the year of disposi-
tion. MACRS generally uses a half-year (HY) 
convention, which limits the deduction to 50% of 
the amount calculated for an entire year, regard-
less of the date the property is actually placed 
in service, sold, or traded. Whether the asset is 
placed in service, sold, or traded on January 1 or 
on December 31, a calendar-year taxpayer must 
claim 6 months’ depreciation for the year.

There are two notable exceptions to this gen-
eral rule:

1. A mid-month (MM) convention is used for 
residential rental (27.5-year) and nonresiden-
tial real (39-year) property. This treats the 
property as placed in service, sold, or traded 
in the middle of a month, regardless of the 
actual day it is placed in service, sold, or 
traded. Thus, a calendar-year taxpayer who 
places a building in service on January 1 is 
limited to 11½ months’ depreciation for the 
first year. A calendar-year taxpayer who sells 
a building on December 31 is limited to 11½ 
months of depreciation for the last year.

Practitioner
Note
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2. A mid-quarter (MQ) convention applies if the 
taxpayer acquires a large percentage of prop-
erty in all recovery classes other than residen-
tial rental and nonresidential real property 
(those normally subject to the HY conven-
tion) during the last 3 months of a tax year. If 
the aggregate depreciable bases of the eligible 
assets that were acquired in the last 3 months 
are more than 40% of the aggregate bases of 
all the eligible assets that were acquired dur-
ing the entire tax year, the MQ convention 
must be used instead of the HY convention 
in depreciating all of the eligible assets that 
were acquired that year. This treats all assets 
placed in service in any quarter of the year as 
placed in service in the middle of that quarter 
and all assets sold or traded in any quarter of 
the year as sold or traded in the middle of that 
quarter.

The MQ convention generally decreases the 
total depreciation allowable for the first year, 
because assets placed in service in the first quar-
ter get 10½ months’ depreciation; second-quarter 
assets get 7½ months’ depreciation; third-quarter 
assets get 4½ months; and fourth-quarter assets 
get only 1½ months, instead of the 6 months 
allowed by the HY convention. However, the 
MQ convention can increase the total deduction 
if a large amount of assets are placed in service 
during the first quarter.

MQ Convention  
in Short Tax Year 

The aggregate bases of property placed in service 
during the last 3 months of the tax year must be 
calculated regardless of the length of the tax year. 
Thus, a taxpayer with a short year of 3 months 
or less will automatically be subject to the MQ 
convention.

Effect of I.R.C. § 179
The I.R.C. § 179 expensing deduction (discussed 
further in the next section of this chapter) can 
have a significant impact on the applicability of 
the MQ convention, because the cost of assets 
expensed under I.R.C. § 179 is ignored in apply-
ing the 40% test. The bases of assets that are both 
acquired and disposed of during the same year 
are also excluded from the 40% calculation.

Practitioner
Note

A taxpayer cannot choose a convention to 
provide a desired amount of depreciation, but he 
or she can control the timing of asset acquisitions 
and use the I.R.C. § 179 deduction to remove 
assets from the 40% calculation.

Example 7.1 Testing for MQ Convention

Tom Garmin, a calendar-year taxpayer, placed 
the depreciable property shown in Figure 7.2 in 
service during his tax year. He did not elect the 
I.R.C. § 179 deduction for any of the purchases.

FIGURE 7.2 Placed-in-Service  
Dates and Bases

 Date Placed  
in Service 

Recovery 
Class

Depreciable  
Basis

January 12   5-year $  10,000

June 27   7-year 20,000

September 15 15-year 30,000

December 2* 20-year 40,000

December 15*   3-year       1,000

Total $101,000

 
* Fourth-quarter purchases

Two of the five assets were placed in service 
during the last 3 months of his tax year. Their 
total basis is $41,000, so Tom placed 40.59% 
($41,000 ÷ $101,000) of the depreciable assets in 
service during that 3-month period. Because that 
percentage exceeds 40%, Tom must use the MQ 
convention for all of the property (other than res-
idential rental and nonresidential real property) 
he placed in service during the year. 

Example 7.2 Avoiding the MQ Convention

Tom Garmin (from Example 7.1) decided to 
expense his $1,000 December purchase of 
3-year property under I.R.C. § 179. For purposes 
of determining whether the MQ convention 
applies, he now has $40,000 of property placed 
in service during the last 3 months of the year and 
a $100,000 aggregate amount of eligible assets. 
Because he has acquired only 40% ($40,000 ÷ 
$100,000) of the eligible property during the 
last 3 months of his tax year, the HY convention 
applies to all of the property he placed in service 
during the year.
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number of months of depreciation allowed for 
each asset in the first year.

The IRS provides MACRS tables for the MQ 
convention in Publication 946, How to Depreciate 
Property. If a taxpayer does not use the tables, he 
or she must use the applicable method, such as 
200% DB, and multiply the result by a fraction 
in which the numerator is the depreciable period 
(in this example, the fourth column in Figure 7.3) 
and the denominator is 12 (or a shorter number 
of months in a short tax year). 

The MQ convention rule assumes that prop-
erty is acquired at the midpoint of the quarter, so 
the number of months of depreciation allowed in 
the first year depends on the quarter the property 
is placed in service.

Example 7.3 Depreciable Period Calculation

Tom Garmin (from Example 7.1) did not elect 
to expense any assets under I.R.C. § 179, so the 
MQ convention applies to all of his assets placed 
in service during the year. Figure 7.3 shows the 

FIGURE 7.3 Months of Depreciation Allowable Using MQ Convention

Recovery 
Class

Date Placed in 
Service Mid-Quarter Date

Depreciable Period 
(in Months)

  5-year January 12 February 15 10.5

  7-year June 27 May 15  7.5

15-year September 15 August 15 4.5

20-year December 2 November 15 1.5

  3-year December 15 November 15 1.5

 

Final-Year Cost Recovery
A full year’s depreciation is allowed for each sub-
sequent year in an asset’s recovery period, until 
the earlier of the end of the recovery period or 
the year of the asset’s disposition. The convention 
used in the year the property was placed in ser-
vice is also applied in the final year that the asset 
is depreciable.

If the MQ convention was used and the asset 
is held for the entire recovery period, the number 
of months of depreciation allowable in the final 
year is 12 months minus the number of months in 
the first year’s depreciation period.

Example 7.4 MQ Convention  
in Last Recovery Year

In Example 7.3, Tom’s 5-year property was depre-
ciated for 10.5 months in the year it was placed in 
service. For the next 4 years, a full year’s depre-
ciation is allowable. In the sixth year, the assets 
will be depreciated for 1.5 months (12 – 10.5). 
That brings the total months of depreciation to 
60 (5 years × 12 months), as shown in Figure 7.4.

FIGURE 7.4 Months of Depreciation

Recovery Period Months

Year 1 10.5

Years 2–5 48.0

Year 6 1.5

Total 60.0

 

If an asset is sold before the end of its recov-
ery period and the MQ convention was used in 
the year it was placed in service, the disposition is 
treated as occurring at the midpoint of the quarter 
in which the sale occurs.

Example 7.5 MQ Convention in Year of Sale

On December 30 of Year 2, Tom Garmin (from 
Examples 7.1 and 7.3) sold the 7-year property 
that he placed in service on June 27 of Year 1. 
The MQ convention treats the property as held 
for 3½ quarters (87.5%) of Year 2. His depre-
ciable period for the 7-year property in Year 2 is 
10.5 months (12 × 87.5%), even though he used 
the property for all but 2 days of the tax year. 
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Example 7.6 Calculating Depreciation  
Using IRS Table Factors

In December 2012, Sam Iams acquired $100,000 
of 5-year property that he placed in service in his 
nonfarm business. Figure 7.5 shows his deprecia-
tion schedule applying the IRS GDS table rates 
for a 5-year recovery period, using the 200% DB 
method and the MQ convention for property 
placed in service during the fourth quarter of the 
tax year.

Calculating MACRS Depreciation

The steps in calculating MACRS depreciation 
require determining an asset’s recovery class, 
selecting the allowable system and method of 
depreciation, and establishing which convention 
(mid-month, mid-quarter, or half-year) must be 
used. The subsequent mathematical calculation is 
simple when the IRS-provided tables of rates are 
utilized. The table rates are applied to the original 
basis of the property for each year the property is 
used in a trade or business.

FIGURE 7.5 GDS Rates for 5-Year Recovery Period with Mid-Quarter Convention 
 (Assets Placed in Service during Fourth Quarter)

Year
Original 

Basis
Rate from  
IRS Table 

Allowable 
Depreciation  

2012 $100,000 ×    5.00% $    5,000

2013 $100,000 ×   38.00% 38,000

2014 $100,000 × 22.80% 22,800

2015 $100,000 × 13.68% 13,680

2016 $100,000 × 10.94% 10,940

2017 $100,000 ×     9.58%     9,580

Total $100,000

 
 

The IRS table rate cannot be used for the year 
of disposition if the property is not held for its 
entire recovery period, because the MM, MQ, 
or HY convention (whichever is used in the first 
year) must be applied in the year of disposition. 
Example 7.7 shows the required adjustment for 
an early disposition.

Example 7.7 Calculating Depreciation in the 
Year of Disposition

Sam Iams (from Example 7.6) sold the 5-year 
property he acquired in 2012 for $100,000 on 
September 23, 2015. The MQ convention treats 
the sale as occurring on August 15, 2015, the 
midpoint of the third quarter, so that 7.5 months 
of depreciation are allowed. Sam’s fourth-year 
depreciation calculation begins with the IRS table 
rate, but the rate is adjusted to reflect less than the 
full year’s depreciation, as shown in Figure 7.6.
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FIRST-YEAR COST RECOVERY OPTIONS This section explains the 
2012 options for additional cost recovery in the first year that depreciable 
property is placed in service.

Two current tax law provisions allow a greater 
cost recovery deduction than regular MACRS in 
the year a depreciable asset is placed in service.

1. I.R.C. § 179 allows the entire cost of qualify-
ing assets to be deducted in the year they are 
placed in service, subject to some dollar and 
income limitations. 

2. I.R.C. § 168(k) allows 50% of the cost of quali-
fying property to be deducted as additional 
first-year depreciation (AFYD) for property 
placed in service during the calendar year 
2012.

Longer production period property (defined 
on page 221) that is placed in service before Jan-
uary 1, 2014, may also qualify for AFYD [I.R.C. 
§ 168(k)(2)(B)].

Scope of I.R.C. § 179 
and AFYD Elections

If property is eligible for both cost recoveries, the 
I.R.C. § 179 deduction is applied first. Eligible tax-
payers can elect into the I.R.C. § 179 deduction 
for just one asset or even just part of the cost of 
an asset. Claiming AFYD is the default rule, so 
that a taxpayer who does not want to use it must 
elect out of it for an entire class of property, as 
explained later in this section. 

Practitioner
Note

I.R.C. § 179 Deduction

An I.R.C. § 179 election permits taxpayers to 
deduct all or part of the cost of eligible assets in 
the year the assets are placed in service instead of 
recovering the cost over a longer period of time 
through depreciation deductions. If only part 
of the cost of an asset is expensed, any remain-
ing basis is depreciated under the usual rules for 
depreciation.

Qualifying Property
Eligible property is tangible I.R.C. § 1245 prop-
erty that is acquired by purchase, used more than 
50% of the time in an active trade or business, 
and is depreciable using MACRS. Off-the-shelf 
computer software is also eligible property for 
tax years beginning in 2003–2012. Most build-
ings do not qualify because they are I.R.C. § 1250 
property. (The definitions of § 1245 property and 
§ 1250 property are covered in the “Sales of Busi-
ness Assets” section of this chapter.)

Ineligible Property

Assets that are not eligible for the deduction 
include property acquired from a related person, 
most property used in connection with or fur-
nished with lodging, heating and air condition-
ing units, property used predominantly outside 
the United States or by tax-exempt organizations 
(except for unrelated business use), and property 
used by government units and foreign persons. 

FIGURE 7.6 Adjustment in Year of Disposition for MQ Convention

1. Unadjusted basis $100,000

2. IRS table rate for fourth year, 200% DB, MQ, fourth quarter × 13.68%

3. Full-year depreciation (line 1 × line 2) $  13,680  

4. Monthly depreciation (line 3 ÷ 12) $    1,140

5. Number of months allowable (2.5 quarters × 3) ×     7.5

6. Allowable depreciation expense (line 4 × line 5) $    8,550  
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Qualified Real Property 
for 2010 and 2011

For tax years beginning in 2010 and 2011, real 
property that was qualified leasehold improve-
ment property, qualified restaurant property, or 
qualified retail improvement property was eligi-
ble property for the I.R.C. § 179 deduction. This 
provision expired and is not applicable for tax 
years beginning in 2012 or later.

Single-purpose agricultural (livestock) or hor-
ticultural structures are still eligible for the I.R.C. 
§ 179 deduction.

Deduction Limits
The I.R.C. § 179 deduction is subject to a dollar 
limit, an investment limit, and a business income 
limitation that apply to each taxpayer and not to 
each trade or business in which the taxpayer has 
an interest. The deduction limit begins to phase 
out after a taxpayer’s purchases of eligible property 
surpass the investment limit. The deduction is also 
limited to the taxpayer’s taxable business income. 
Any excess elected amount is carried forward. 

Taxpayers may use their allowable I.R.C. 
§ 179 election to expense any eligible property 
they place in service during the year. They can 
use the entire amount for a single qualifying asset 
or divide it among any number of qualifying 
assets. 

I.R.C. § 179 Treatment 
as One Taxpayer

A married couple is treated as one taxpayer for 
applying the dollar and investment limits whether 
they file a joint return or separate returns. The 
default allocation of the limit on separate 
returns is one-half to each, but they may choose 
a different allocation. Component members of a 
controlled group of corporations (using a more-
than-50% control test) are also treated as a single 
taxpayer for these limits; the parent corporation 
generally allocates the deduction.

Dollar Limit and Investment Limit

For tax years beginning in 2012, the maximum 
I.R.C. § 179 expense deduction is $139,000 
($125,000 as indexed for inflation), and the 

Practitioner
Note

Land and land improvements also do not qualify 
as I.R.C. § 179 property. Land improvements 
include swimming pools, paved parking areas, 
wharves, docks, bridges, and fences. 

A lessor that is not a corporation generally 
cannot elect the deduction for the property it 
leases to others rather than uses in its own active 
business, but there are two exceptions:

1. A taxpayer that produces or manufactures 
otherwise qualifying property may elect the 
deduction if it leases rather than sells the 
property.

2. A lessor who purchases property for leasing 
can elect the deduction for that property if 
and only if two conditions are met: 
a. The length of the lease (including all 

renewal options) is less than one-half of 
the property’s class life.

b. For the first 12 months of the lease, the 
lessor’s I.R.C. § 162 business expense 
deductions for the property (other than 
rents and reimbursed amounts) exceed 
15% of the rental income from the prop-
erty. Depreciation is not an I.R.C. § 162 
deduction.

S Corporations 

I.R.C. § 1363(b) requires S corporations to com-
pute taxable income in the same manner as indi-
viduals. Therefore, S corporations are apparently 
not corporations for purposes of the noncorpo-
rate lessor rule in I.R.C. § 179. That means they 
must meet one of the two exceptions to claim the 
I.R.C. § 179 deduction for leased assets.

Transferred Basis Ineligible

There is no requirement that I.R.C. § 179 prop-
erty be new, but the deduction is limited to the 
taxpayer’s new basis in the property. If otherwise 
eligible property is acquired partly through a like-
kind exchange (such as with a trade-in allowance) 
so that basis is transferred, only the “boot” pay-
ment can be expensed even though the entire 
basis of the property is depreciable. (Like-kind 
exchanges are discussed later in this chapter.)

Practitioner
Note
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S corporations, and limited liability companies 
(LLCs) taxed as partnerships or S corporations. 
The investment limit is based only on a tax-
payer’s direct purchases; it does not include the 
cost of eligible property placed in service by a 
pass-through entity even if the entity elects I.R.C. 
§ 179 treatment for the property.

Example 7.9 Pass-Through Entity Limit 

During 2012, Lyon-Tyger-Bear, a calendar-year 
partnership, purchased and placed in service 
$550,000 (less than the $560,000 investment 
limit) of I.R.C. § 179 property and elected to 
deduct $139,000 of its cost under I.R.C. § 179. 
The partnership properly allocated $46,333 
($139,000 ÷ 3) of the I.R.C. § 179 deduction 
to each one-third partner. Each partner must 
include the $46,333 allocation when applying 
the $139,000 dollar limit, but no one includes 
any part of the partnership’s $550,000 expendi-
ture when applying the investment limit. 

Owners Purchase I.R.C. 
§ 179 Property

Owners of entities taxed as partnerships can pur-
chase I.R.C. § 179 property as individuals and con-
tribute the use of that property to the entity. This 
allows each of the owners to claim the I.R.C. § 179 
deduction limit for property used by the entity.

Example 7.10 Purchase by Partners

Each one-third partner of Lyon-Tiger-Bear (from 
Example 7.9) could have purchased $139,000 of 
the I.R.C. § 179 property as an individual, con-
tributed the use of the property to Lyon-Tiger-
Bear, and elected to deduct the cost under I.R.C. 
§ 179. That would allow $417,000 ($139,000 × 3) 
of the cost to be deducted under I.R.C. § 179. 

A person who owns interests in multiple busi-
nesses and has I.R.C. § 179 allocations from more 
than one entity can end up with lost deductions. 
If the aggregate amount of pass-through elections 
is more than the dollar limit at the owner’s level, 
the excess potential deductions are lost forever—a 
different result from the business income limita-
tion discussed next. 

investment limit for beginning the deduction 
phaseout is $560,000 ($500,000 as indexed for 
inflation). In 2010 and 2011, the I.R.C. § 179 
deduction limit was $500,000, and the invest-
ment limit was $2,000,000. 

These limits are not prorated for a short tax 
year and do not vary with the period of time the 
property is in service during the tax year.

Limit Drops to $25,000 
after 2012 Tax Year

Unless Congress acts to increase it, the I.R.C. § 179 
expense deduction will decrease to its permanent 
level—$25,000, not adjusted for inflation—for tax 
years beginning in 2013 and later, and the invest-
ment limit will drop to $200,000 [I.R.C. § 179(b)
(1) and (2)].

If the total cost of eligible property placed in 
service during a tax year exceeds the investment 
limit, the additional investment reduces the maxi-
mum I.R.C. § 179 deduction dollar for dollar. For 
2012, if the taxpayer’s cost of qualifying property 
placed in service during the tax year is more than 
$699,000 ($560,000 + $139,000), the deduction is 
entirely phased out.

Example 7.8 Excess Investment

Barry Goode, a calendar-year taxpayer, placed 
$600,000 of equipment that is eligible for the 
I.R.C. § 179 deduction in service during 2012. 
Because his total cost exceeds the investment 
limit by $40,000 ($600,000 – $560,000), Bar-
ry’s dollar limit for the I.R.C. § 179 deduction 
is only $99,000 ($139,000 – $40,000). If he 
elects to expense $99,000 of the equipment’s 
cost, he can depreciate the remaining $501,000 
($600,000 – $99,000). 

Election by Pass-Through Entity

When property is purchased and placed in ser-
vice by a partnership or an S corporation, the 
entity makes the election to expense the cost of 
§ 179 property. A partnership cannot change 
its allocation of the expense among its partners 
after the unextended due date of the partnership 
return that made the election.

The dollar limit applies at both the entity 
level and the ownership level for partnerships, 
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Example 7.11 Excess Pass-Through Amounts

Daniel Lyon owns a one-third interest in four 
LLCs. Three are treated as partnerships, and one 
elected to be treated as an S corporation for fed-
eral tax purposes. Each business makes an I.R.C. 
§ 179 election for $139,000 of eligible property 
placed in service during 2012 and passes through 
a $46,333 elected amount to Daniel. The total 
amount from all of the businesses is $185,332 
($46,333 × 4), and Daniel cannot elect an amount 
higher than $139,000 on his own tax return. The 
excess $46,332 ($185,332 – $139,000) is lost—no 
one can receive a tax benefit from it. (See “Basis 
Adjustment” later in this section.)  

Making and Revoking 
I.R.C. § 179 Elections

I.R.C. § 179(c)(2) allows taxpayers to make or 
revoke I.R.C. § 179 expensing elections on an 
amended return for tax years beginning in 2003–
2012 without IRS consent. Beginning with the 
2013 tax year, two former provisions are sched-
uled to be reinstated. These rules require the elec-
tion to be made on an original return (or on an 
amended return filed before the original return’s 
due date) and allow an election to be revoked 
only with the IRS’s consent.

In the past, taxpayers were advised not to rely 
on an available I.R.C. § 179 expensing amount to 
bail them out in an audit, because the election 
would be untimely. But for the 2003–2012 tax 
years, a previously unused I.R.C. § 179 deduction 
can be elected to prevent a tax increase if an IRS 
agent determines that the cost of certain parts or 
supplies should have been capitalized and depre-
ciated rather than deducted as repair costs. 

The relaxed rules for returns due for tax years 
2003–2012 allow expensing elections for those 
returns to be made or revoked at any time within 
the statute of limitations for amending the 
returns [Rev. Proc. 2008-54, 2008-38 I.R.B. 722]. 
However, a revocation is irrevocable, so that an 
I.R.C. § 179 deduction cannot be made a second 
time for the same dollars of cost if the election 
was made and then revoked. If the entire cost of 
the asset was not expensed the first time, the tax-
payer can make a new election for the cost not 
included in the first election.

Practitioner
Note

Business Income Limit

The total taxable income that the taxpayer 
derives from all trades or businesses that he or she 
actively conducted during the year establishes the 
final limit for an I.R.C. § 179 deduction. Taxable 
income for this rule does not include the deduc-
tion, so the bottom line is that the deduction can 
zero out all business income, but it cannot create 
or increase a loss.

Any elected I.R.C. § 179 expense that exceeds 
the business taxable income limit is carried for-
ward and subjected to the business income limit 
(along with any newly elected amounts) in each 
future year until it can be deducted. If a taxpayer 
has carryover deductions from multiple years, 
first-in, first-out (FIFO) accounting applies to use 
of the carryovers.

No Qualified Real 
Property Carryover  
to 2012

A taxpayer cannot carry over to a tax year begin-
ning after 2011 any elected I.R.C. § 179 deduction 
for the qualified real property that was eligible 
property only for tax years beginning in 2010  
and 2011. 

Active Conduct of a Trade or Business

Income from the active conduct of a trade or busi-
ness includes wage and salary income; income 
(or losses) from Schedule C (Form 1040), Profit 
or Loss From Business, and Schedule F (Form 
1040), Profit or Loss From Farming; and active 
income flowing through to the taxpayer’s return 
from S corporations and partnerships. It also 
includes interest from a business’s working capi-
tal, I.R.C. § 1231 gains and losses, and ordinary 
gains and losses from business assets reported on 
Form 4797, Sales of Business Property. It is calcu-
lated without the income tax deductions for self-
employment tax and unreimbursed employee 
business expenses and without any net operating 
loss carryback or carryforward.

Treas. Reg. § 1.179-2 states that the term trade 
or business has the same meaning as in I.R.C. § 162, 
“Trade or Business Expenses.” Property held 
merely for the production of income or used in 
an activity not engaged in for profit (as described 
in I.R.C. § 183) does not qualify as I.R.C. § 179 

Practitioner
Note
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recapture income on Part IV of Form 4797 and 
then includes it as other income on Schedule C 
(Form 1040) or Schedule F (Form 1040).

Example  
of Recapture

See Example 5.28 in the “Schedule C (Form 1040) 
Issues” chapter of this book for an illustration of 
recapturing the I.R.C. § 179 deduction when a 
vehicle is no longer used more than one-half of 
the time in an active trade or business.

If a taxpayer disposes of an asset for which 
he or she elected the § 179 deduction, the special 
recapture rules do not apply; instead, the deduc-
tion is treated as part of the allowed or allowable 
depreciation in calculating gain or loss on disposi-
tion. This is discussed later in this chapter in the 
“Sales of Business Assets” section. 

Additional First-Year 
Depreciation

An alternative to using the I.R.C. § 179 deduc-
tion to accelerate cost recovery in the year an 
asset is first placed in service is additional first-
year depreciation (AFYD). Only certain property 
qualifies for AFYD, and the qualifications differ 
from those for I.R.C. § 179. AFYD is available for 
assets placed in service in 2008–2012, although 
the percentage has varied during those years.

Qualifying Property
A taxpayer must meet three requirements to use 
AFYD.

1. The asset must be one of the following types 
of property:
a. MACRS property with an applicable 

recovery period of 20 years or less
b. Water utility property as defined in I.R.C. 

§ 168(e)(5)
c. Computer software that is not an 

intangible asset amortizable under I.R.C. 
§ 197

d. Qualif ied leasehold improvement 
property as defined in I.R.C. § 168(k)(3)

Cross-
Reference

property, and taxable income from those activi-
ties is not taken into account in determining the 
taxable income limitation.

The regulation notes that the purpose of the 
active conduct requirement is to prevent a passive 
investor from deducting § 179 expenses against 
taxable income derived from the trade or busi-
ness. It then states that “a taxpayer generally is 
considered to actively conduct a trade or business 
if the taxpayer meaningfully participates in the 
management or operations of the trade or busi-
ness” [Treas. Reg. § 1.179-2(c)(6)].

Basis Adjustment

The I.R.C. § 179 election reduces the asset’s basis, 
just as depreciation does. The basis is reduced 
at the time of the election, even if all or part of 
the elected cost is not immediately deductible 
because of the taxable income limitation. If a 
partnership or S corporation makes a § 179 elec-
tion, it must reduce the property’s basis by the 
entire amount even if all or part of the elected 
amount is suspended at the entity level and does 
not yet flow through to the owners.

A partner who receives a § 179 expense 
deduction from the entity must reduce his or her 
basis in the partnership by the full amount of the 
pass-through even if the partner cannot deduct 
the full amount because of the dollar limit or the 
taxable income limit [Rev. Rul. 89-7, 1989-1 C.B. 
178]. If a partner disposes of the partnership inter-
est while he or she has an outstanding carryover 
of a § 179 deduction allocated from the partner-
ship because of the taxable income limit, the part-
ner’s basis in the partnership interest is increased 
by the carryover amount immediately before the 
disposition. Similar rules apply to S corporation 
shareholders.

There is no similar increase in basis, how-
ever, if a flow-through deduction is limited by the 
dollar ceiling.

I.R.C. § 179 Recapture
If a taxpayer elects the § 179 deduction for an 
asset and his or her business use of that asset 
drops to 50% or less in any year during the prop-
erty’s recovery period, the taxpayer must recap-
ture as ordinary income the difference between 
the cost deducted under § 179 and the amount 
that would have been allowable through depre-
ciation. A self-employed individual reports the 
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Election Out of AFYD
Taxpayers who want to preserve higher deprecia-
tion deductions for future years can elect out of 
AFYD. The election applies to all property with 
the same recovery period that is placed in service 
during the same tax year. There is no form for 
the election; instead, a taxpayer attaches an affir-
mative statement to the timely filed tax return. 
The statement explains the election that is being 
made and the class of property that it affects. 
Once made, the election is irrevocable without 
the IRS’s consent, which requires a private letter 
ruling request. 

Some State Tax Laws 
Do Not Conform

Some states’ tax laws do not conform to the fed-
eral AFYD rules. When AFYD is claimed on a fed-
eral return, adjustments on the state returns may 
be needed for the entire recovery period. (There 
may also be differences in allowances for the 
I.R.C. § 179 deduction.) A summary of state laws is 
accessible online at www.taxadmin.org.

Credit for Corporations
Corporations with long-term unused minimum 
tax credit may elect to forgo AFYD and instead 
claim a refundable credit. A long-term unused 
minimum tax credit is a credit for minimum tax 
attributable to a tax year that began before Janu-
ary 1, 2006. The creditable amount is 20% of the 
difference between the total allowable deprecia-
tion for eligible property using AFYD and the 
allowable amount without AFYD. The credit 
does not reduce the property’s basis, but the cor-
poration is required to depreciate the property’s 
basis using the SL method over the GDS recov-
ery period. 

Comparison of Options

Although AFYD and I.R.C. § 179 both permit 
accelerated cost recovery deductions in the year 
property is placed in service, they have signifi-
cant differences. 

1. The taxpayer must be the first user of an asset 
to qualify for AFYD, but a taxpayer who 

Practitioner
Note

2. The taxpayer must be the original user of the 
property.

3. The taxpayer must both purchase the prop-
erty and place it in service after December 31, 
2007, and before January 1, 2013.

Longer Production 
Period Property

The placed-in-service deadline is January 1, 2014, 
for property with a longer production period. 

Longer production period property is prop-
erty that is subject to the I.R.C. § 263A uniform 
capitalization rules, has a production period that 
exceeds 1 year and a cost that exceeds $1,000,000, 
and has a MACRS recovery period of at least 10 
years or is transportation property.

Transportation property is tangible personal 
property that is used in a trade or business of 
transporting persons or property.

50% Rate for 2012
AFYD for a qualifying asset placed in service dur-
ing the calendar year 2012 is 50% of the qualifying 
asset’s cost basis, which includes any transferred 
basis from a trade-in. The 50% rate also applied 
for assets placed in service after December 31, 
2007, through September 8, 2010. The AFYD 
rate was 100% for qualifying assets placed in ser-
vice after September 8, 2010, and before Janu-
ary 1, 2012, but taxpayers could choose the lower 
50% rate for eligible assets placed in service dur-
ing a tax year that included September 9, 2010.

Last-Minute Enactment 
of 100% Rate

The Tax Relief, Unemployment Insurance  
Reauthorization, and Job Creation Act of 2010 
(2010 TRA), Pub. L. No. 111-312, was enacted 
on December 17, 2010, but it imposed the 
100% rate retroactively to September 9, 2010. 
Taxpayers who purchased qualified assets dur-
ing that period expected the AFYD rate to be 
50% rather than 100%.

In Rev. Proc. 2011-26, 2011-16 I.R.B. 664, the IRS 
announced that taxpayers could elect to use the 
50% AFYD rate for all qualified property with the 
same recovery period that was placed in service 
during their tax year that included September 9, 
2010.

Practitioner
Note
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7. Basis deducted under I.R.C. § 179 is not eligi-
ble for the investment credit for either energy 
expenditures or rehabilitation. However, for 
MACRS purposes (including AFYD), the 
credits are calculated first, and they reduce 
the basis for depreciation.

8. If business use of an asset drops to 50% or 
less during the asset’s recovery period, the 
difference between the I.R.C. § 179 deduc-
tion and allowable SL depreciation must be 
recaptured. A similar rule for AFYD applies 
only to listed property.

No Alternative 
Minimum Tax Effect

I.R.C. § 179 and AFYD share one tax benefit: There 
is no alternative minimum tax (AMT) adjust-
ment for either deduction. AMT adjustments are 
required when the MACRS 200% DB method is 
used and for some other property. See pages 7–8 
in the 2011 National Income Tax Workbook for 
additional information.

Example 7.12 First-Year  
Cost Recovery Choice

In May 2012, George Erschwin purchased 
$439,000 of new 7-year property for use in his  
nonfarm business. He did not purchase any other 
depreciable property during 2012. To maximize 
his cost recovery, George claims the I.R.C. § 179 
deduction, then AFYD, and finally 200% DB 
GDS depreciation, as shown in Figure 7.7.

If George wanted to minimize his deductions 
for 2012, he could take the following actions:

1. Not elect an I.R.C. § 179 deduction
2. Elect out of AFYD for his 7-year property
3. Use ADS (SL with a 10-year recovery 

period) rather than the GDS 200% DB

These actions reduce his 2012 depreciation 
deduction to $21,950 (10% × $439,000 × ½ year) 
and save more depreciation deductions for future 
years.

Practitioner
Note

purchases used property can qualify for the 
I.R.C. § 179 deduction. 

2. Assets that are 20-year property (such as most 
farm buildings) qualify for AFYD but not for 
I.R.C. § 179.

3. Transferred basis from property that is 
traded in for a new asset qualifies for AFYD 
but not for I.R.C. § 179.

4. The I.R.C. § 179 expensing can be used 
to trigger or avoid application of the MQ 
convention.

5. AFYD does not have an annual dollar, 
investment, or business income limitation.

6. AFYD deductions apply to property placed 
in service during a specified calendar year, 
regardless of the business’s tax year, whereas 
the I.R.C. § 179 limits apply to property 
placed in service during the business’s tax 
year that begins during a specified calendar 
year.

Partnership Tax Year 
and Partner’s Tax Year

If the tax years of a partner and the partnership 
do not coincide, the amount of the partner-
ship’s I.R.C. § 179 deduction attributable to the 
partner for a tax year is determined under I.R.C. 
§ 706. Generally, this means that the partner has 
some deferral when the tax years do not coin-
cide, because the partner’s distributive share of 
partnership items is includable for the partner’s 
tax year that ends on or after the partnership’s  
tax year. 

For example, if XYZ partnership’s year begins 
April 1, 2011, and ends March 31, 2012, the part-
nership is subject to the I.R.C. § 179 limits for 2011 
on Form 1065, U.S. Return of Partnership Income. 
An individual partner who has a calendar tax 
year will include his or her share of the partner-
ship items on his or her Form 1040, U.S. Individual 
Income Tax Return, for 2012, and must apply the 
2012 dollar limit for the I.R.C. § 179 deduction.

Practitioner
Note
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is a truck or van. Claiming AFYD increases each 
of those ceilings by $8,000. Other caps apply for 
later years in the recovery period. They are not 
affected by the taxpayer’s election out of AFYD. 
If the business use percentage of a vehicle is less 
than 100%, all of the limits are reduced propor-
tionately to the percentage of business use.

More Information 
about Vehicle 
Depreciation

See “Issue 5: Car and Truck Expenses” in the 
“Schedule C (Form 1040) Issues” chapter of this 
book for additional information about the rules 
for depreciating vehicles. See the “Tax Rates and 
Useful Tables” chapter in this book for the appli-
cable dollar limits for vehicles placed in service in 
prior years.

Cross-
Reference

Automobile Depreciation Limits

Listed property is subject to special rules for 
depreciation. If the nonbusiness use of the asset 
is 50% or more, the I.R.C. § 179 deduction is not 
allowed, and only the SL method of depreciation 
is allowed.

A dollar cap applies to depreciation deduc-
tions for passenger automobiles, generally defined 
as four-wheeled vehicles made for use on public 
streets, roads, and highways and rated at no more 
than 6,000 pounds unloaded gross vehicle weight 
(GVW) if the vehicle is a car, or no more than 
6,000 pounds loaded GVW if it is a van or truck.

If a passenger automobile is first placed in ser-
vice in 2012 and the taxpayer elects out of AFYD, 
the maximum first-year cost recovery (including 
MACRS depreciation and the I.R.C. § 179 deduc-
tion) is $3,160 if the vehicle is a car and $3,360 if it 

FIGURE 7.7 Maximizing George Erschwin’s Depreciation Deductions  

Basis Cost Recovery

Cost of qualifying property $439,000

I.R.C. § 179 deduction (  139,000) $139,000

Basis for depreciation $300,000 

50% AFYD (  150,000) 150,000

Remaining basis for MACRS deductions $150,000 

GDS for Year 1 with HY convention (14.29% rate) (    21,435) 21,435

Total cost recovery deductions   $310,435

 
 

SALES OF BUSINESS ASSETS This section summarizes gain and loss 
treatment when a business asset is sold.

Calculating and reporting gains and losses on the 
disposition of business assets can be complex. 
Form 4797 not only reports gains and losses from 
straightforward sales, but it is also the collection 
point for recognized gains calculated on Form 
6252, Installment Sale Income, and Form 8824, 
Like-Kind Exchanges, plus recognized gains 
and losses calculated in Section B—Business and 
Income-Producing Property of Form 4684, Casu-
alties and Thefts. Form 4797 combines the results 
of all of these transactions to produce two sum-
mary numbers—a gain that is given capital gain 
treatment, and an ordinary gain or loss.

I.R.C. § 1231 Property

I.R.C. § 1231 gives business taxpayers the best of 
both worlds from an income tax perspective—a 
net gain for the year is generally treated as capi-
tal gain, whereas a net loss is fully deductible as 
an ordinary loss. I.R.C. § 1231 property includes 
both depreciable and nondepreciable assets used 
in a business if the taxpayer has owned them for a 
required holding period. Except for livestock, the 
holding period is the same as that for long-term 
capital assets—more than 1 year. Property that is 
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Example 7.13 Sale of I.R.C. § 1231 Assets

In 2012, Lance Lott sold land used in his business 
for a $75,000 gain. He had held the land for 22 
years. He also recognized a $12,000 loss on a spe-
cialized piece of equipment that he had purchased 
2 years ago. The equipment sale loss and the land 
sale gain are netted on Lance’s Form 4797, so that 
he has no separately deductible loss and receives 
capital gain treatment for his $63,000 ($75,000 – 
$12,000) net gain under I.R.C. § 1231.

If Lance had waited until 2013 to sell the 
equipment, he could have received capital gain 
treatment on the entire $75,000 in 2012 and could 
have deducted a $12,000 ordinary loss in 2013.

If Lance sold the equipment in 2012 and the 
land in 2013, he could deduct the $12,000 ordi-
nary loss in 2012, but his $75,000 gain in 2013 
would be divided into a $12,000 ordinary gain 
(under the 5-year lookback recapture provision) 
and a $63,000 gain treated as a capital gain. 

When ordinary deductions such as deprecia-
tion have reduced the basis of business assets, 
and those assets are later sold for a gain, the gain 
may be taxed as ordinary income. I.R.C. §§ 1245, 
1250, 1252, and 1255 are recapture provisions 
that take away some of the benefit of I.R.C. 
§ 1231, because they can require all or part of net 
gain from the disposition of business assets to be 
treated as ordinary income. These recapture pro-
visions should be considered as subsets of I.R.C. 
§ 1231.

I.R.C. § 1245 Property

I.R.C. § 1245 assets include most tangible and 
intangible business property that is subject to 
an allowance for depreciation or amortization, 
except for most buildings and their structural 
components. Structures such as oil and gas stor-
age tanks, grain storage bins, silos, fractionating 
towers, blast furnaces, basic oxygen furnaces, 
coke ovens, brick kilns, and coal tipples are not 
treated as buildings, so they are I.R.C. § 1245 
assets. Single-purpose livestock and horticultural 
structures, storage structures such as grain bins 
and silos, fences, paved barnyards, orchards, and 
vineyards also are I.R.C. § 1245 property, as are 
equipment; machinery; and purchased dairy, 
breeding, sporting, and draft livestock. 

includable in inventory or held primarily for sale 
to customers is not I.R.C. § 1231 property. 

Holding Periods  
for Livestock

Livestock must be used in a trade or business 
for dairy, breeding, sporting, or draft purposes 
to qualify as I.R.C. § 1231 property. The holding 
period is at least 24 months for cattle and horses 
and at least 12 months for other livestock. Birds, 
reptiles, and fish are not included in the defini-
tion of livestock for this purpose. 

A taxpayer can sometimes control the tax 
treatment of gains and losses by timing business 
asset sales. If appreciated assets are sold in one 
year, followed by sales of loss assets in the fol-
lowing year, the taxpayer can receive full capital 
gain treatment in the first year, followed by a fully 
deductible ordinary loss in the next year. The loss 
recognition must follow the gain recognition to 
achieve this result because of a 5-year recapture 
provision.

If losses and gains are recognized in the same 
year, they are netted on Form 4797. If there is a 
net I.R.C. § 1231 gain in any of the 5 years fol-
lowing a year with a net I.R.C. § 1231 loss, the 
gain is treated as ordinary income to the extent 
of the prior unrecaptured net I.R.C. § 1231 loss. 
Losses are recaptured in the order in which they 
occurred. Subsequent I.R.C. § 1231 net gains in 
excess of the net prior-year losses still receive 
long-term capital gain treatment. Total gain 
is unaffected—the recapture provision simply 
changes the treatment from capital gain to ordi-
nary income.

Effect for 2012  
Tax Returns

A taxpayer who claimed a net I.R.C. § 1231 loss on 
his or her tax return for 2007, 2008, 2009, 2010, 
or 2011 and who has a net I.R.C. § 1231 gain for 
2012 must recapture the previously deducted loss 
as ordinary income to the extent that the loss has 
not already been offset by I.R.C. § 1231 gain in the 
intervening years (2008–2011).

Practitioner
Note

Observation
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Gain realized on the disposition of § 1245 
property is ordinary income to the full extent of 
any basis reductions that were required in prior 
tax years for deductions (such as depreciation 
and § 179 expensing), income tax credits (such as 
the alternative motor vehicle credit), or income 
exclusions (such as cancellation of debt income). 
Therefore, unless. § 1245 property is sold for 
more than its original purchase price, all gain on 
its sale is treated as ordinary income. Any excess 
gain is. § 1231 gain.

Commercial Real Estate 
under ACRS

Nonresidential 15-, 18-, and 19-year ACRS prop-
erty is § 1245 property if regular ACRS deprecia-
tion was used. This can create an unexpected tax 
liability for an unwary seller when the property 
is sold or exchanged. Unlike § 1250 property (dis-
cussed next), depreciation on § 1245 property is 
subject to recapture even if the property is fully 
depreciated when it is sold or exchanged. Conse-
quently, when property placed in service in 1981 
through 1986 under ACRS is subject to the § 1245 
ordinary income recapture rules whenever the 
taxpayer sells or exchanges the property in a tax-
able disposition.

Section 179’s Effect  
on Real Property

The part of real property with an adjusted basis 
reduced by I.R.C. § 179 is § 1245 property. Thus, 
if the § 179 deduction was elected for qualified 
leasehold improvement property, qualified res-
taurant property, or qualified retail improve-
ment property placed in service in 2010 or 2011, 
the resulting gain on its subsequent disposition is 
§ 1245 gain.

Special Situation  
for Farmers

Gain to the extent of depreciation claimed on 
capitalized preproduction costs is also recaptured 
by I.R.C. § 1245. Even if a taxpayer elected out of 
the uniform capitalization rules (unicap) and used 
the ADS method of depreciation, the preproduc-
tion costs that would have otherwise been capi-
talized must be recaptured as ordinary income.

Practitioner
Note

Practitioner
Note

Practitioner
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I.R.C. § 1250 Property

Section 1250 property is depreciable real prop-
erty that is not and never has been § 1245 prop-
erty. It includes buildings and their structural 
components, plus some leasehold improvements. 
The term building includes houses, barns, ware-
houses, and garages. The term structural component 
includes walls, floors, windows, doors, light fix-
tures, central air conditioners, and so forth.

If § 1250 property is held for more than a year, 
any gain equal to SL depreciation is still treated as 
§ 1231 gain, but if there are basis adjustments in 
excess of SL depreciation, that portion of the gain 
is ordinary income.

Unrecaptured § 1250 
Gain Tax Rate Capped 
at 25%

The I.R.C. § 1231 gain equal to SL depreciation on 
§ 1250 assets sold after May 6, 1997, is called unre-
captured § 1250 gain. After any netting on Form 
4797, it is netted with capital gains and losses on 
Schedule D (Form 1040), Capital Gains and Losses, 
but any unrecaptured § 1250 gain that remains 
after the netting is capital gain subject to a 25% 
maximum tax rate. (If the taxpayer’s marginal 
ordinary income rate is lower than 25%, the tax-
payer will pay the lower rate.) 

The only allowable depreciation method for 
most real estate placed in service after 1986 is SL, 
but general-purpose farm buildings are 20-year 
property eligible for 150% DB depreciation as 
well as AFYD. Other basis adjustments, such 
as a reduction for excluded cancellation of debt 
income, are also treated as depreciation in excess 
of SL, which results in ordinary income recapture 
under I.R.C. § 1250.

Example 7.14 Sale of I.R.C. § 1250  
Property for Gain

Tom Tiller bought a $20,000 pole barn for his 
farm buisness in 2010. He depreciated it over its 
20-year recovery period using 150% DB GDS 
depreciation before selling it for $23,000 in 2012. 
His allowable depreciation for the 3 years totaled 
$2,861 ($750 + $1,444 + $667), so his gain was 
$5,861, as shown in Figure 7.8. With the HY con-
vention for 2010 and 2012, SL depreciation over 

Practitioner
Note
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to appreciation (the excess of the $23,000 sales 
price over the $20,000 original cost) is taxed at 
Tom’s maximum rate for long-term capital gain 
(0% or 15% in 2012).

the 20-year recovery period would be $2,000. 
The $861 excess ($2,861 – $2,000) is recaptured 
as ordinary income. The $2,000 gain equal to SL 
depreciation is unrecaptured § 1250 gain taxed at 
a maximum rate of 25%. The $3,000 of gain due 

FIGURE 7.8 Calculation and Treatment of I.R.C. § 1250 Gain

Sales price of pole barn $23,000

Purchase price of pole barn $20,000

Depreciation (150% DB over 20 years with HY convention)

     2010: $20,000 × 3.75% (      750)

     2011: $20,000 × 7.219% (   1,444)

     2012: $20,000 × 6.67% × ½ (      667)

Adjusted basis   (17,139)

Gain on disposition $  5,861 

  

Treatment of Gain

Unrecaptured § 1250 gain equal to SL depreciation (taxed at no more than 25%) $  2,000

Excess depreciation (recaptured as ordinary income) 861

Additional gain (sales price in excess of cost, taxed at rate for long-term capital gain) 3,000

Total gain $  5,861 

   
 

I.R.C. § 291 Recapture 
by Corporations

I.R.C. § 291 requires C corporations to recapture 
20% of the gain attributable to SL depreciation 
as an additional amount of ordinary income. This 
rule applies to an S corporation if it was a C cor-
poration during any of the 3 immediately pre-
ceding tax years [I.R.C. § 1363(b)(4)]. Although 
C corporations pay the same tax rates on capital 
gain as they do on ordinary income, this rule may 
accelerate the tax consequences when a corpora-
tion enters into an installment sale of I.R.C. § 1250 
property (discussed later in this chapter), and it 
reduces the capital gains available to offset the 
corporation’s capital losses.

Recapture Provisions 
Apply Only to Gain

If depreciable business property is sold at a loss, 
the loss is always an ordinary loss, and the ordi-
nary income recapture provisions do not apply.

Practitioner
Note

Practitioner
Note

I.R.C. § 1252 Property

If a taxpayer deducted soil and water conserva-
tion expenditures for land, all or part of the gain 
on a sale of the land held less than 10 years is 
ordinary income. If the taxpayer held the land 
for 5 years or less, 100% of the gain attributable to 
soil and water or land-clearing cost deductions is 
recaptured as ordinary gain. If the taxpayer held 
the land for more than 5 years but less than 10 
years, the recapture is phased out at a 20% rate 
each year after the fifth year, so that gain equal to 
80% of the deductions is recaptured for a disposi-
tion in the sixth year after acquisition of the land, 
falling to 60% for the seventh year, 40% for the 
eighth year, and 20% for the ninth year.

Example 7.15 Recapture under I.R.C. § 1252 

Tom Tiller (from Example 7.14) purchased farm-
land for $100,000 on April 1, 2006, and deducted 
$8,000 of soil and water conservation expenses 
for the land on his 2007 tax return. He sold the 
land for $130,000 on May 15, 2012. During his 
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the recapture provisions are applied. All of these 
gains and losses are netted on line 7.

If the line 7 entry is a net gain, it is reduced by 
any net I.R.C. § 1231 losses reported during the 
prior 5 years to the extent the losses have not been 
recaptured in the intervening years. The unrecap-
tured losses are entered on line 8 and subtracted 
from line 7. The result—the remaining gain on 
line 9—is the gain eligible for long-term capital 
gain treatment. For an individual taxpayer, this 
gain is transferred to Schedule D (Form 1040).

If the line 7 entry is a net loss, it is transferred 
to line 11 in Part II of Form 4797 so that it receives 
ordinary loss treatment.

Example 7.16 Sale of Land Used in Business

In 2012, Phil Fein sold land he had purchased 
in 2000 and used in his business. The sales price 
was $350,000, he incurred $30,000 in expenses 
of sale, and his cost basis was $275,000. Because 
the gain is not subject to any recapture provision, 
it is reported in Part I of Form 4797, as shown 
in Figure 7.9. Because the sale is subject to Form 
1099-S, Proceeds From Real Estate Transactions, 
reporting, the gross proceeds amount is entered 
on line 1 as well as line 2. Phil’s gain from selling 
the land is his only recognized § 1231 gain or loss 
for the year, but he had a $4,000 unrecaptured 
§ 1231 loss from 2008, which is entered on line 8, 
reducing the gain on line 9 to $41,000 ($45,000 
– $4,000). The net $41,000 gain ($350,000 – 
$30,000 – $275,000 – $4,000) is transferred to 
Schedule D (Form 1040). The $4,000 recapture 
amount from line 8 is transferred to line 12 in Part 
II of Form 4797, where it is treated as an ordinary 
gain.

ownership, he made no expenditures to adjust 
basis, so his basis at the time of sale was still 
$100,000, and he realized a $30,000 ($130,000 – 
$100,000) gain. Because he held the land for only 
6 years, he must recapture $6,400 (80% × $8,000) 
as ordinary income. The $23,600 ($30,000 – 
$6,400) remaining gain is I.R.C. § 1231 gain.

I.R.C. § 1255 Property

I.R.C. § 1255 requires ordinary income recapture 
when taxpayers sell land for a gain if they have 
excluded cost-sharing payments for conservation 
improvements from gross income under I.R.C. 
§ 126. All the excluded income is recaptured as 
ordinary income if the land was held for less than 
10 years after the year the taxpayer excluded the 
last cost-sharing payment. The recapture rate is 
reduced 10% for each additional year the land is 
held between 10 and 20 years, and there is no 
recapture after 20 years.

Form 4797

Gains and losses from all sales of business 
assets are reported on Form 4797, which seg-
regates I.R.C. § 1231 gains from ordinary gains 
and losses. Some dispositions are first reported 
on other forms, such as Forms 6252, 8824, and 
4684, which are reviewed in other sections of this 
chapter.

Part I of Form 4797
Part I of Form 4797 collects all recognized gains 
and losses from disposition of all I.R.C. § 1231 
assets that were held for the required holding 
period to the extent that any gains are not recap-
tured as ordinary income under I.R.C. §§ 1245, 
1250, 1252, or 1255. Line 2 of Part I is the initial 
reporting point for gain or loss from most sales 
of nondepreciable assets and for sales of depre-
ciable I.R.C. § 1231 assets at a loss. Lines 3–6 are 
the transfer points for I.R.C. § 1231 gains from 
casualties, thefts, and installment sales; gains or 
losses from like-kind exchanges; and any remain-
ing gains from the sale of depreciable assets after 
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Sales of  
Securities

Some sales of corporate stock are reported on 
line 10 in Part II of Form 4797. They include gains 
and losses recognized by day traders who have 
made a mark-to-market election, losses on small 
business investment company stock, and losses on 
I.R.C. § 1244 stock.

Part III of Form 4797
When taxpayers sell business assets at a gain and 
a recapture provision applies, they first report the 
sale in Part III of Form 4797. They transfer the 
ordinary gain calculated in Part III to line 13 in 
Part II, and the remaining § 1231 gain to line 3 in 
Part I.

Practitioner
Note

Part II of Form 4797
Line 10 in Part II of Form 4797 reports the ordi-
nary gains and losses that are recognized when 
business assets that were not held for the required 
holding period are sold. When § 1231 losses 
from the prior 5 years are recaptured, the smaller 
of the gain from line 7 or the unrecaptured loss 
on line 8 is entered on line 12. Line 13 brings 
in the recapture income from Part III (reviewed 
next), and lines 14–16 collect ordinary gains and 
losses from Forms 4684, 6252, and 8824. The net 
gain or loss on line 17 is then transferred to the 
taxpayer’s income tax return (generally line 14 
of Form 1040 for an individual). Part II of Form 
4797 is illustrated later, in Figure 7.10 as part of 
Example 7.17.

FIGURE 7.9 Form 4797 Reporting Sale of Land
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Form 4797. Reporting the sale starts in Part III, 
so that he recaptures $75,000 of the gain as ordi-
nary income under I.R.C. § 1245. The remain-
ing $7,000 gain ($82,000 – $75,000) qualifies as 
I.R.C. § 1231 gain. John’s Form 4797 therefore 
has entries in Parts I, II, and III.

Example 7.17 Sale of Equipment at a Gain

John Piperson purchased $75,000 of equipment 
in 2011 and used it in his business for 17 months. 
He deducted the entire cost under I.R.C. § 179, 
so he had a zero basis in it. In 2012, he resold the 
equipment for $82,000. Figure 7.10 shows John’s 

FIGURE 7.10  Form 4797 Reporting Sale of Equipment (page 1 of 2)
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FIGURE 7.10 Form 4797 Reporting Sale of Equipment (page 2 of 2)
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Below-Market Sales 
and Gifts

If a taxpayer sells an asset for less than its fair mar-
ket value (FMV), the transaction is partly a sale 
and partly a gift, so that the taxpayer may have 
to file both income and gift tax returns. If an indi-
vidual sells an asset to a family member and the 
IRS might question whether the sales price is truly 
the asset’s FMV, or if discounts are used to arrive 
at the value, the seller should file a gift tax return. 
This is true even if the amount of the gift is below 
the 2012 annual gift tax exclusion of $13,000 per 
person.

Filing a gift tax return with adequate disclo-
sure starts the 3-year statute of limitations for 
assessing a gift tax. If a donor does not apprise 
the IRS of the nature and amount of the gift, the 
period of limitations is held open indefinitely, and 
the gift amount may even be added back into an 
estate tax calculation. 

See the “Gifts and Inheritances” chapter of this 
book for more information about adequate dis-
closure on a gift tax return.

ObservationFailure to Claim 
Allowable Depreciation

A taxpayer cannot avoid ordinary income recap-
ture by deciding to not claim cost recovery deduc-
tions for depreciable assets, because the larger 
amount of “allowed” or “allowable” deprecia-
tion must be entered on Form 4797. The IRS will 
provide an automatic consent to a change in 
accounting method for catching up depreciation 
in the year of sale if the taxpayer has deducted 
an insufficient amount of depreciation. See auto-
matic change 107 in the instructions for Form 
3115, Application for Change in Accounting 
Method. 

Practitioner
Note

INSTALLMENT SALE RULES This section reviews the taxation of busi-
ness asset sales when a taxpayer receives at least one payment in a subsequent 
tax year.

Seller financing can be useful in transferring busi-
nesses to the next generation and as an entice-
ment to the property buyer. A seller must balance 
the current-year tax benefit of a lower taxable 
income against the risks of being a creditor and 
of increased future tax rates. Taxpayers may use 
installment reporting for gains from the sale of 
either real property or personal property that is 
not inventory or marketable securities.

Four criteria must be satisfied for installment 
reporting:

1. The taxpayer cannot be a dealer in the type of 
property that is sold.

2. The sale must result in a gain. (Losses are fully 
recognized in the year of sale.) 

3. At least one payment must be deferred to a tax 
year after the year of sale. (Gain is reported 
each year as payments are received.)

Exception  
for Farmers

I.R.C. § 453(l)(2)(A) excludes property used or pro-
duced in the trade or business of farming from 
the term dealer disposition. Farmers who use 
the cash method of accounting can use install-
ment reporting for sales of property held for sale 
in the ordinary course of business (such as grain 
and feeder livestock) as well as property held 
to produce commodities (such as raised dairy 
and breeding livestock) because those assets are 
not “personal property of a kind required to be 
included in inventory if on hand at the close of 
the taxable year” [I.R.C. § 453(b)(2)(B)].

Gain on an installment sale of machinery or 
purchased dairy and breeding livestock qualifies 
for installment reporting to the extent the sales 
price exceeds the taxpayer’s original basis and 
therefore is not gain that is subject to deprecia-
tion recapture.

Practitioner
Note
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4. The deferred gain cannot be ordinary income 
from depreciation recapture. (This gain is 
fully taxable in the year of sale, regardless of 
whether an equal payment is received.)

Sales to Related 
Entities

Sales of depreciable property to controlled cor-
porations or partnerships cannot be reported 
using the installment method unless no signifi-
cant tax deferral benefit will be derived. Depre-
ciable property for this rule is any property the 
purchaser can depreciate [I.R.C. § 1239]. Control 
is generally defined as more than 50% owner-
ship, directly or indirectly. All I.R.C. § 1239 gain is 
treated as ordinary income.

This rule also applies to sales between a tax-
payer and a trust if the taxpayer or the taxpayer’s 
spouse is a beneficiary of the trust.

I.R.C. § 453 provides that the installment 
method is the default method for reporting quali-
fied sales. Therefore, a taxpayer who fails to report 
a sale in the year it is made because no payment 
was received is not prevented from reporting the 
income as it is received. In an examination, an 
IRS agent must apply the installment method 
unless the taxpayer elects out of using it. The elec-
tion out is made by simply reporting the total gain 
as income in the year of sale.

Crystal Ball Needed  
for Future Tax Rates

Installment payments are subject to the tax laws 
in effect at the time they are includable in income. 
When a taxpayer expects higher future tax rates, 
he or she may decide to elect out of installment 
sale reporting even though providing seller 
financing to the buyer was a necessary incentive 
to close the deal. 

Some taxpayers were dismayed when the Tax 
Reform Act of 1986, Pub. L. No. 99-514, repealed 
the I.R.C. § 1202 exclusion for 60% of net capital 
gains, because 100% of the installment sale gains 
received in 2007 and subsequent years became 
includable in gross income.

Practitioner
Note

Definitions

Understanding installment sale reporting requires 
learning several terms.

Selling Price
The selling price is the total value the seller will 
receive from the buyer, including cash payments, 
the FMV of any other property transferred from 
the buyer to the seller, any debt relief (such as 
a loan assumption by the buyer), and the face 
amount of the buyer’s note payable.

Contract Price 
Generally, the contract price equals the sales price 
minus the debt (if any) assumed by the buyer. 
However, if the seller’s debt that the buyer 
assumes exceeds the seller’s basis in the property 
plus selling expenses, the excess debt assumption 
is included in the contract price. For tax report-
ing purposes, it is treated as a cash payment in the 
year of sale. If the buyer does not assume the sell-
er’s debt but instead pays the debt for the seller at 
the time of sale, the payment is included in both 
the contract price and in payments received in 
the year of sale.

Gross Profit
The gross profit is limited to the amount of gain that 
will be reportable on the installment method. It is 
determined in the same way that gain is normally 
calculated (sales price minus the seller’s adjusted 
tax basis and expenses of sale), but it is further 
reduced by any depreciation recapture that can-
not be reported on the installment method and 
by any excluded gain if the property includes the 
seller’s personal residence.

Gross Profit Percentage 
The gross profit percentage is determined by divid-
ing the gross profit by the contract price.

Principal Payment Received
Principal payments deemed to be received in the 
year of sale include not only the down payment 
and any subsequent payments the buyer makes 
during the year, but also the following “hidden” 
payments:
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■■ Seller’s debt assumed by buyer to the 
extent that it exceeds the seller’s basis plus 
expenses of sale

■■ Buyer’s payment of the seller’s obligations, 
including commissions and accrued real 
estate taxes imposed on the seller

■■ FMV of buyer’s note to the seller, but only 
if the note has a “payable upon demand” 
provision or is readily tradable on an estab-
lished securities market

■■ Any option, deposit, or earnest money the 
buyer previously provided to the seller

Deferred Payment Sale
The installment method does not require a series 
of payments spanning several years. A cash-
basis, calendar-year taxpayer who enters into a 
sales contract on December 31 of one year and 
receives full payment on January 2 of the next 
year has an installment sale, even though it spans 
only 3 days.

Cash-Basis  
Farmers

Cash-basis crop and livestock producers com-
monly defer income by entering into bona fide 
arm’s length contracts with buyers that call for 
payment in the year following the year the seller 
delivers the commodity to the buyer. Cash-basis 
farmers are eligible to use installment sale report-
ing because the commodity is not required to be 
inventoried [Treas. Reg. § 15A.453-1(b)(4)]. 

Taxable Gain Computation

Taxpayers calculate and report installment sale 
income on Form 6252 and, if they sell business 
assets, also on Form 4797. They compute taxable 
income from installment sales by multiplying the 
total principal payment received during the tax 
year by the gross profit percentage.

Although taxpayers must charge interest on 
the outstanding balance, they apply the gross 
profit percentage only to payments of princi-
pal. (The requirements for charging interest are 
reviewed later in this section.) They report inter-
est payments separately. An individual taxpayer 

Practitioner
Note

includes them on Schedule B (Form 1040A or 
1040), Interest and Ordinary Dividends. 

The ordinary income and capital gains rules 
and rates that are in effect in the year an install-
ment payment is included in income determine 
the tax on the gain. The holding period for mea-
suring long-term capital gains and I.R.C. § 1231 
gains ends at the time of sale; payments received 
after the year of sale do not change a short-term 
gain to a long-term gain.

Depreciation Recapture

When taxpayers sell I.R.C. § 1231 assets on an 
installment basis, they must still complete Part 
III of Form 4797 to determine any depreciation 
recapture under I.R.C. §§ 1245 and 1250 (or 
ordinary income recapture under I.R.C. §§ 1252 
and 1255).

Only the I.R.C. § 1231 gain in excess of the 
depreciation recapture amount may be reported 
on the installment method. The recapture income 
is not eligible for installment reporting—it must be 
fully included as ordinary income for the year of 
sale regardless of when payments are received. To 
avoid double taxation of the recapture amount, it 
is added back to the property’s basis for comput-
ing the gross profit and gross profit percentage. 

Example 7.18 Seller-Financed  
Sale of Machinery

In 2012, Frank Fabricator retired and sold the 
machinery used in his business to his valued 
employee Hank Handy for $350,000. Hank paid 
$100,000 down and will pay $50,000 plus interest 
for each of the next 5 years, beginning in 2013.

Frank had a $200,000 adjusted basis in the 
machinery, and its original basis before depre-
ciation was $260,000. His gain on the sale is 
$150,000 ($350,000 – $200,000), including the 
$60,000 of recaptured depreciation. For 2012, 
Frank must report $60,000 of ordinary income as 
well as the I.R.C. § 1231 gain that is included in 
the $100,000 down payment. The calculations of 
his gain, gross profit, and gross profit percentage 
are shown in Figure 7.11.
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FIGURE 7.11 Gross Profit Percentage with Depreciation Recapture Add-Back

Selling price $350,000

Adjusted basis (  200,000)

Taxable gain $150,000

 

Selling price $350,000

Adjusted basis $200,000

Depreciation recapture 60,000

Adjusted basis for gross profit calculation  (  260,000)

Gross profit $  90,000

 

Gross profit $  90,000

Selling price $350,000

Gross profit percentage $90,000 ÷ $350,000  25.714%

 

Frank must report his installment sale on 
both Form 4797 (see Figure 7.12) and Form 6252 
(see Figure 7.13). The first step is recapturing the 
$60,000 of depreciation in Part III of Form 4797 
and transferring it to line 13 in Part II to be fully 
taxed in 2012 as ordinary income. The remain-
ing $90,000 ($150,000 – $60,000) of gain quali-
fies as I.R.C. § 1231 gain, but it is not entered 
on line 32 of Form 4797 because its taxation is 
deferred through installment sale reporting on 
Form 6252. Frank is taxed on only $25,714 of his 
I.R.C. § 1231 gain in the year of sale, as shown in 
Figure 7.13.

IRS Suggests Separate 
Forms 4797 

The IRS instructions for Form 4797 suggest that 
a taxpayer who has both installment sales and 
sales that are not installment sales use separate 
Parts III of Form 4797 for figuring the recapture 
income from each type of sale. On the installment 
sale Form 4797, the I.R.C. § 1231 gain should not 
be reported on line 32. The instructions for Form 
6252 tell taxpayers to enter “N/A” on line 32 of 
the installment sale Form 4797, because that gain 
is transferred to Form 6252.

Practitioner
Note

Frank enters the $60,000 depreciation recap-
ture on line 13 of Form 4797, for its inclusion in 
income, and on line 12 of Form 6252, where he 
adds it back to basis for figuring his gross profit. 
Frank does not enter the $90,000 I.R.C. § 1231 
gain on either form. Instead, instead he enters 
the $100,000 down payment on line 21 of his 
Form 6252 and multiplies it by the 25.714% gross 
profit percentage for a $25,714 recognized gain. 
He enters the $25,714 amount on line 4 in Part 
I of Form 4797. Because the machinery sale is 
Frank’s only I.R.C. § 1231 transaction for the 
year, he then transfers the $25,714 to his Sched-
ule D (Form 1040).

The bottom line is that I.R.C. §§ 453 and 1245 
result in Frank including $85,714 ($25,714 + 
$60,000) of the $100,000 he received in his gross 
income for 2012. When he applies the 25.714% 
gross profit percentage to the $50,000 principal 
payments he will receive in each year from 2013 
to 2017, Frank will recognize a $12,857 annual 
gain for a total gain of $64,285 ($12,857 × 5 
years). Over the 6-year period including 2012, 
his recognized I.R.C. § 1231 gain will be $89,999 
($25,714 + $64,285). The $1 difference from the 
$90,000 amount results from rounding.



Depreciation Recapture   235

7

FIGURE 7.12 Form 4797 for Installment Sale (page 1 of 2)
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FIGURE 7.12 Form 4797 for Installment Sale (page 2 of 2)
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FIGURE 7.13 Form 6252 with Depreciation Recapture

If Frank had made the sale to Hank without 
requiring any payment in 2012, Frank would still 
be required to include the $60,000 I.R.C. § 1245 
recapture amount in his 2012 income. Only the 
remaining $90,000 of I.R.C. § 1231 gain is eli-
gible for installment reporting. 

Ordering Rule for 
Unrecaptured  
§ 1250 Gain

Unlike gain that is recaptured as ordinary income, 
the unrecaptured § 1250 gain attributable to 
SL depreciation of real property is eligible for 
installment sale reporting. This is the gain that is 
potentially subject to a 25% tax rate for capital 
gains. When it is included in the gain reported 
on Form 6252, it is recognized first as payments 
are received. Only after all of the unrecaptured 
§ 1250 gain has been reported will any remaining. 
§ 1231 gain (potentially taxable at lower rates) be 
recognized.

Practitioner
Note
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3. The required interest rate for land sales 
between related family members (defined 
as an individual’s brothers, sisters, spouse, 
ancestors, and lineal descendants) is the lesser 
of the AFR or 6% compounded semiannu-
ally, for the aggregate sales during the year 
that do not exceed $500,000. 

4. Interest is not imputed for sales or exchanges 
of $3,000 or less, or on sales of certain annui-
ties, patents, or patent rights.

5. The AFR for sales transactions can be the 
lowest of the current month’s rate or the rate 
for either of the 2 preceding months.

Effect on Buyer 

The buyer generally must reduce the property’s 
cost basis by the amount of the contract price that 
is recharacterized as interest expense. However, 
this rule does not apply when the interest would 
be deemed paid for personal use property (prop-
erty not used in a trade or business or in an invest-
ment activity) [I.R.C. § 1275(b)(1)].

Related Party Resale Rule

If an installment sale is made to a closely related 
party, and that buyer resells the property within 
2 years and before completely paying the install-
ment note, the initial seller generally must recog-
nize part or all of the remainder of the deferred 
gain even if the resale does not trigger full pay-
ment of the original contract price to the initial 
seller. Closely related persons are an individual’s 
spouse, parents, children, and grandchildren; 
they do not include brothers and sisters.

The original seller’s gain that is accelerated 
under the resale rule is limited by the resale price. 
In essence, the original seller treats the amount 
the related person realizes from the second dis-
position as if the original seller received it at the 
time of the second disposition, to the extent that 
it does not exceed the amount still due on the first 
contract.

Because the resale rule targets tax avoidance, 
it applies only if a principal purpose of either 
the first or second sale was tax avoidance. Some 

Practitioner
Note

Unstated and Imputed Interest

To prevent a recharacterization of ordinary 
income as capital gain, I.R.C. §§ 483 and 1274 
generally require sellers to charge an adequate 
rate of interest on installment sales if at least one 
payment is deferred for at least 6 months. The 
minimum interest rate usually is the applicable 
federal rate (AFR) that is published monthly by 
the IRS. The rates vary with the interest com-
pounding period (monthly, quarterly, semiannu-
ally, or annually) and the length of the loan:

■■ Short-term loans are for 3 years or less.
■■ Mid-term loans have a repayment period 
that is more than 3 years and not more than 
9 years. 

■■ Long-term loans extend for more than 9 
years.

Recent AFRs are included in the “Tax Rates 
and Useful Tables” chapter of this book.

If I.R.C. § 483 applies to the contract, the 
interest is called unstated interest. If I.R.C. § 1274 
applies to the contract, the interest is called origi-
nal issue discount (OID).

In either case, if the installment contract does 
not include adequate stated interest, part of the 
stated principal must be treated as interest that 
is ordinary income to the seller and potentially 
deductible by the buyer. The imputed inter-
est rules apply even if the seller elects out of the 
installment method or has a loss on the sale.

Numerous exceptions complicate the deter-
mination of imputed interest, including the fol-
lowing special rules:

1. If seller financing does not exceed $5,339,300 
in 2012 [Rev. Rul. 2011-27, 2011-48 I.R.B. 
805], the required interest rate is the lesser of 
100% of the AFR or 9% compounded semi-
annually. Sales in excess of $5,339,300 do not 
have the 9% rate cap. However, this provi-
sion does not apply to sales of “new I.R.C. 
§ 38 property” (i.e., property that would be 
eligible for the former investment credit if it 
hadn’t been repealed in 1986, which includes 
most tangible personal property subject to 
depreciation).

2. The required interest rate for sale-leaseback 
transactions is at least 110% of the relevant 
AFR.
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■■ The initial transaction was a sale or 
exchange of stock to the issuing corporation 
(this is not treated as a disposition).

The resale rule also generally does not apply 
if the second sale occurs 2 or more years after 
the first sale, except for sales of marketable secu-
rities. (Sales of marketable securities no longer 
qualify for installment reporting, but they did 
before 1987, and some taxpayers could still be 
reporting deferred payments.) The 2-year period 
is suspended during any period when the origi-
nal buyer’s risk of loss is diminished by an option 
to sell the property to another person at a pre-
established price (or by any other risk reduction 
transaction). 

reasons that are not tax avoidance include the fol-
lowing circumstances:

■■ The second sale is also an installment sale 
with payment terms that are substantially 
equal to or longer than those for the original 
installment sale, so that amounts from the 
resale are not being collected sooner than 
amounts from the first sale.

■■ The second disposition was involuntary, 
such as in foreclosure or bankruptcy.

■■ The resale occurred after the death of either 
the original seller or buyer.

■■ The resale resulted from an involuntary 
conversion, and the first threat of conversion 
came after the initial sale.

apartment complex or a motel are consid-
ered like-kind—except that U.S. property 
and foreign property are not like-kind.

b. The treatment of personal property is less 
liberal, but Treas. Reg. § 1.1031(a)-2(b) 
provides two safe harbors by defining 
property in the same general asset class 
for depreciation or in the same product 
class of the North American Industry 
Classification System (NAICS) as like-
kind. Personal property used within the 
United States and personal property used 
outside the United States are never like-
kind, however.

An exchange of real property for personal 
property is never like-kind. Like-kind exchange 
treatment also does not apply to property held 
for sale to customers or to investment securities, 
including interests in partnerships, LLCs, and 
closely held corporations.

LIKE-KIND EXCHANGES This section summarizes the basic requirements 
for nontaxable exchanges (instead of sales) of business assets.

A sale is a transfer of property for money or a 
promise to pay money. An exchange is a transfer 
of property in return for other property or ser-
vices. In general, sales and exchanges are treated 
in the same manner for tax purposes. However, 
I.R.C. § 1031 defers gain or loss recognition by 
adjusting the basis of the property received in a 
like-kind exchange.

A transaction is a like-kind exchange if it 
meets the following conditions:

1. The taxpayer holds both assets (the relin-
quished property and the replacement prop-
erty) for use in a trade or business or for 
investment. A transaction can be a like-kind 
exchange for one party to the exchange but 
not for the other.

2. The taxpayer does not hold either property 
for personal use (for example, the portion 
of a property that is the owner’s residence 
does not qualify even if it is part of a farm 
exchange).

3. The replacement property is like-kind to the 
relinquished property. Like-kind properties 
are of the same nature or character, but they 
can differ in grade or quality. Livestock of dif-
ferent sexes are not like-kind.
a. In general, all real estate is like-kind—

for example, farm real estate and an 
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the extent of the boot received, but any realized 
loss is not recognized. 

If boot is given and only like-kind property is 
received, the party paying the boot does not rec-
ognize any gain or loss. The amount of boot paid 
is part of the basis of the replacement property. 

Example 7.19 Reporting a Nontaxable  
Like-Kind Exchange

Barb Weir owns 500 acres of cropland with an 
$800,000 basis and a $1,250,000 FMV that she is 
exchanging for a Florida motel with a $1,500,000 
FMV. Barb will give the motel owner $250,000 in 
cash to make the exchange equal. Barb does not 
have any potential recapture under I.R.C. § 1252 
or 1255 for the land. Because she is receiving 
like-kind property, her exchange qualifies under 
I.R.C. § 1031. Her realized gain, recognized gain, 
deferred gain, and basis in the replacement prop-
erty are shown in Figure 7.14. Her recognized 
gain is zero because she did not receive any boot.

Assumption  
of Debt 

If either party or both parties to the exchange 
assume debt, the net assumption of debt is treated 
as cash paid by the party who assumes the greater 
debt. The other party is treated as receiving cash 
equal to the net amount of debt relief.

Practitioner
Note

Deferred  
Exchanges

A like-kind exchange is not limited to simultane-
ous transfers. An independent third party may act 
as a facilitator to prevent constructive receipt of 
cash when an owner relinquishes one property 
before acquiring replacement property. Time lim-
its apply: In general, replacement property must 
be identified within 45 days after the property 
being relinquished is transferred, and it must be 
acquired within 180 days after the relinquished 
property was transferred (or by the extended due 
date for the return reporting the first transfer, 
if that is earlier). Similar time limits apply if the 
replacement property is acquired by a facilitator 
before the relinquished property is transferred. 

Basis of Property Received

If an exchange is solely in-kind, the basis of the 
property received is the same as the basis of the 
property surrendered. If a taxpayer receives cash 
or unlike property in addition to the like-kind 
property, the exchange is partially or fully taxable.

The term boot refers to amounts paid or 
received in cash or unlike property. A party who 
receives boot must recognize any realized gain to 

Practitioner
Note

FIGURE 7.14 Like-Kind Exchange Gain and Basis in Replacement Property

FMV of property received $ 1,500,000

FMV of unlike property received (boot) 0

Total value received $ 1,500,000 

  

Basis of like-kind property relinquished $800,000    

FMV of boot paid 250,000

Combined basis of all property transferred  (1,050,000)

Gain realized on exchange $    450,000 

Gain recognized (limited to FMV of boot received) 0

Deferred gain $    450,000 

  

FMV of property received $ 1,500,000

Deferred gain (   450,000)

Basis of replacement property $ 1,050,000 
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transfer dates. Part II (lines 8–11) is completed for 
any exchange made with a related party. Part III 
(lines 12–25) calculates the realized gain, recog-
nized gain, deferred gain or loss, and the basis of 
the replacement property. Part IV (lines 26–38) 
reports gains deferred in conflict-of-interest sales 
by members of the executive branch of the fed-
eral government.

Figure 7.15 shows Parts I and II of the Form 
8824 completed for Barb Weir (from Example 
7.19). She was not required to complete Parts II 
and IV.

Tax Reporting

Form 8824, Like-Kind Exchanges, reports the 
details of a like-kind exchange, calculates gain if 
the exchange results in a recognized taxable gain, 
and documents the replacement property’s basis. 
Recognized gain from an exchange of business 
assets is transferred to Form 4797.

Form 8824 is divided into four parts. Part I 
(lines 1–7) describes the relinquished and replace-
ment properties and provides identification and 

FIGURE 7.15 Form 8824 with No Boot Received (page 1 of 2)
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Gain is recognized if net boot is received.

Example 7.20 Reporting a Partly Taxable 
Like-Kind Exchange

The facts are the same as in Example 7.19, 
except that the motel Barb Weir is acquir-
ing has a $1,000,000 FMV, so she will not pay 
boot. Instead, she needs to receive an additional 
$250,000 in value from the motel owner for the 
transaction to make economic sense. If she owed 
a $150,000 mortgage on the land that the motel 
owner will assume in the exchange, Barb should 
also be paid $100,000 in cash. The deal would 
then make economic sense, as shown in Figure 
7.16. 

Related Party  
Resale Rule

Part II of Form 8824 must be completed in the 
year of a related party exchange and in each of 
the 2 immediately following tax years. A deferred 
gain from a like-kind exchange between related 
persons must be recognized if the recipient of 
either transferred property disposes of the prop-
erty within 2 years after the date the last property 
was transferred. Both parties recognize their gain 
as of the date of the disposition.

This rule does not apply if the disposition is 
made after the death of either of the related par-
ties, or if it was an involuntary conversion and the 
threat of conversion occurred after the exchange, 
or if the related parties establish to the satisfac-
tion of the IRS that neither the exchange nor the 
disposition had tax avoidance as one of its princi-
pal purposes.

Practitioner
Note

FIGURE 7.15 Form 8824 with No Boot Received (page 2 of 2)
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gain ($450,000 – $250,000), and her basis in 
the motel is still the $800,000 transferred basis, 
as shown on line 25 in Figure 7.17. The tax-
able gain increases her basis in the replacement 
property by $250,000, and the $250,000 she is 
treated as receiving in cash reduces her basis 
by $250,000.

Barb must treat the debt assumed by the 
motel owner as boot received. It is added to 
the cash payment Barb received to balance the 
property exchange. Barb must include all of 
the $250,000 ($100,000 + $150,000) total boot 
received in her income for 2012 because it is less 
than her $450,000 realized gain from Example 
7.19. She must defer the remaining $200,000 

FIGURE 7.16 Effect of Debt Relief in Like-Kind Exchange

Relinquished 
Property 

Replacement  
Property 

FMV of like-kind property $1,250,000 $1,000,000

Cash boot 0 100,000

Debt relief 0 150,000

Net value $1,250,000 $1,250,000

  

FIGURE 7.17 Form 8824 with Boot Received
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must be deferred and applied to adjust basis in 
the replacement property if the transaction quali-
fies as a like-kind exchange.

Example 7.21 Attempt to Avoid  
Like-Kind Exchange

Henry Steamwright owns an old tractor with a 
$10,000 FMV that is fully depreciated. He wants 
to report the sale of the old tractor on Form 4797 
and depreciate the full purchase price of a new 
tractor to reduce his self-employment income. 
His implement dealer agrees to buy his old tractor 
and write Henry a check, if Henry agrees to buy 
the new tractor from the same dealer and write 
out his own check for the full purchase price.

Unfortunately, this transaction is still a trade 
subject to I.R.C. § 1031. Rev. Rul. 61-119, 1961-1 
C.B. 395, has identical facts. The IRS stated that 
the transactions were a nontaxable like-kind 
exchange even though the dealer and the tax-
payer had separate contracts and both treated the 
transactions separately in their respective books 
and records. If transactions are mutually depen-
dent, they are steps in a single related and depen-
dent transaction. 

Depreciation  
Recapture

I.R.C. §§ 1245, 1250, 1252, and 1255 can result 
in taxable gain from a like-kind exchange even 
if the taxpayer receives no boot. Unrecaptured 
deductions taken for the relinquished property 
can transfer to the replacement property if both 
properties are subject to the same rules. How-
ever, if the replacement property is not in the 
same category (for example, if § 1245 property is 
replaced by § 1250 property), the potential recap-
ture income cannot attach to the replacement 
property, and it becomes taxable in the year of 
the exchange. The taxable amount is entered on 
line 21 of Form 8824.

Avoiding I.R.C. § 1031

A taxpayer who wants to recognize a gain or loss 
on the disposition of business assets must struc-
ture the transaction carefully to avoid triggering 
the like-kind exchange rules. Because the appli-
cation of I.R.C. § 1031 is not elective, gain or loss 

Practitioner
Note

CASUALTY GAINS AND LOSSES This section describes the rules for 
deducting losses and deferring gains that result from casualty damage to 
business assets.

A casualty is the damage, destruction, or loss of 
property resulting from an identifiable event that 
is sudden, unexpected, or unusual.

■■ Sudden means the damage happened swiftly, 
and that it was not gradual or progressive.

■■ Unexpected means an event that is ordinarily 
unanticipated and not intended.

■■ Unusual means the event is not a day-to-day 
occurrence.

Casualties may result in tax-deductible losses 
or taxable gains. Reporting business casualty 
gains and losses generally requires the prepara-
tion of both Form 4684, Casualties and Thefts, 
and Form 4797. Taxable gains can be deferred 
if the taxpayer acquires replacement property 
within a specified time frame.

Prior Coverage of 
Casualty Losses

See pages 93–116 in the 2011 National Income Tax 
Workbook for more extensive coverage of casu-
alty gains and losses, including gains and losses 
from damage to personal use assets.

Calculating a Loss

When a business asset is damaged in a casualty, 
the loss deduction is the smaller of the proper-
ty’s adjusted tax basis or the FMV decrease that 
results from the casualty minus insurance pro-
ceeds and other reimbursements. The costs of 

Cross-
Reference
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if Form 4797 is not otherwise required, the loss 
can be entered directly on line 14 of Form 1040.

Example 7.22 Building Destroyed by Fire

Sam Sohn owned a business building that was 
destroyed by fire on April 1, 2012. He paid 
$245,000 for it on February 10, 2007, and used 
SL depreciation. The building had a $225,000 
FMV and $212,377 adjusted tax basis just before 
the fire. Sam received a $155,000 insurance set-
tlement after the fire.

Because the business asset was destroyed, 
Sam’s loss is $57,377 ($212,377 basis – $155,000 
insurance payment). The building’s FMV is not 
considered in the loss calculation on Form 4684, 
which is not shown for this example. Because 
Sam has no business asset sales to report on Form 
4797, he deducts the loss directly on Form 1040, 
entering “Form 4684” on the dotted line next to 
the line 14 entry, as shown in Figure 7.18. (The 
2011 form is shown here because the 2012 form 
was not available at the time of publication.)

cleaning up, repairing or replacing damaged or 
destroyed property, temporary housing, rental car 
expenses, and other incidental expenses incurred 
as a result of a casualty are not part of a casualty 
loss deduction, but if cleanup, repair, and other 
costs of restoring damaged property to its condi-
tion prior to the casualty are not excessive, they 
may be used as a measure of the decrease in the 
property’s FMV. 

FMV Not Considered  
If Asset Is Destroyed

If business property is stolen or completely 
destroyed, the decrease in its FMV is not consid-
ered in measuring the deductible loss. The deduct-
ible loss is the property’s adjusted basis minus 
insurance proceeds and other reimbursements. 

Business asset casualty losses are calculated 
in Section B—Business and Income-Producing 
Property of Form 4684 and are transferred to Part 
II of Form 4797 as ordinary losses. However, 

Practitioner
Note

FIGURE 7.18 Business Casualty Loss Reported Directly on Form 1040
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Recognized casualty gains from depreciable 
business assets are subject to the recapture provi-
sions discussed in the “Sales of Business Assets” 
section of this chapter.

Example 7.23 Casualty Gain  
from Insurance Proceeds

The facts are the same as in Example 7.22, except 
that Sam Sohn had replacement value insurance, 
so he received a $225,000 insurance settlement. 
Because that exceeds his adjusted basis, Sam real-
izes a $12,263 casualty gain ($225,000 – $212,377 
basis). Section B of Sam’s Form 4684 is shown 
in Figure 7.19. Sam decided to retire rather than 
purchase similar property. Because the building 
was an I.R.C. § 1231 asset, the gain is transferred 
to Part I of Form 4797, as shown in Figure 7.20. 

Calculating a Gain

Taxpayers who have replacement cost insurance 
coverage on depreciable business property often 
realize a gain on the property that is damaged or 
destroyed because the insurance proceeds are 
likely to exceed the property’s adjusted tax basis. 
The adjusted basis is always used to compute a 
gain—FMV is not considered.

The I.R.C. § 1033 involuntary conversion 
rules allow a realized gain to be deferred if the 
insurance proceeds are reinvested in property 
that is similar or related in use to the destroyed 
property. The replacement period for business 
property generally is 2 years after the year the 
gain is realized. See “Postponement of Gain” later 
in this chapter.

FIGURE 7.19 Form 4684 Reporting Gain from Insurance Settlement
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FIGURE 7.19 Form 4684 Reporting Gain from Insurance Settlement (Continued)

FIGURE 7.20 Form 4797 with Gain from Form 4684
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Example 7.24 I.R.C. § 1245 Recapture in 
Casualty Gain

On June 3, 2012, Sarah Sota’s bulldozer was 
destroyed when a building collapsed on it. The 
dozer cost her $125,000 when she bought it in 
2010, and she had deducted the full purchase 
price under I.R.C. § 179. Sarah received an insur-
ance settlement for the dozer’s $142,000 current 
replacement value.

If Sarah decides not to purchase eligible 
replacement property, all of the $142,000 is 
included in her income. The $125,000 is ordi-
nary income under I.R.C. § 1245; the remaining 
$17,000 ($142,000 – $125,000) is carried to Form 
4684. Because Sarah had no casualty losses to 
reduce it, the $17,000 gain is then entered in Part 
I of Form 4797 as § 1231 gain that is eligible for 
capital gain treatment if it is not offset by § 1231 
losses. Sarah’s Form 4797 is shown in Figure 7.21, 
and her Form 4684 is shown in Figure 7.22. 

Because Sam used SL depreciation, he has 
no ordinary income recapture. But because the 
$12,823 gain is less than his $32,623 ($245,000 – 
$212,377) accumulated depreciation amount, all 
of the gain is unrecaptured § 1250 gain, poten-
tially subject to a 25% tax rate. 

Ordinary Income Recapture
When a casualty gain is recognized and the I.R.C. 
§ 1245, 1250, 1252, or 1255 recapture provisions 
apply, tax return reporting starts in Part III of 
Form 4797, where the amount of ordinary income 
due to recapture is determined. Any remaining 
I.R.C. § 1231 gain is carried to Form 4684 and 
then flows from there back to Part I of Form 4797.

FIGURE 7.21 Form 4797 with I.R.C. § 1245 Casualty Gain (page 1 of 2)
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FIGURE 7.21 Form 4797 with I.R.C. § 1245 Casualty Gain (page 1 of 2 continued)

FIGURE 7.21 Form 4797 with I.R.C. § 1245 Casualty Gain (page 2 of 2) 
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FIGURE 7.22 Form 4684 for Casualty Gain with I.R.C. § 1245 Recapture

 



Calculating a Gain   251

7

Drought Sales 

See the “Agricultural and Natural Resources 
Issues” chapter of this book for more information 
about drought sales.

Congress provided 5-year replacement peri-
ods for any property located in the Hurricane 
Katrina disaster area, the Kansas disaster area, 
and the Midwestern disaster area, if the replace-
ment property was also located in the respective 
disaster area. The 5-year periods are measured 
from the close of the first tax year in which any 
gain was realized.

Write to Service Center 
to Request More Time

A taxpayer may request an extension of the 
replacement period by sending a written appli-
cation to the Internal Revenue Service Center 
where the taxpayer’s federal income tax return is 
filed. The request should be submitted before the 
end of the replacement period, but it can be filed 
within a reasonable time after the replacement 
period ends if the taxpayer has a good reason for 
the delay.

Replacement Property 

Replacement property must be purchased to 
replace destroyed or stolen property; property 
acquired as a gift or inheritance does not qual-
ify. However, it is not necessary to use the same 
funds that were received as reimbursement for 
the damaged or destroyed property to acquire the 
replacement property. If a taxpayer spends the 
money received from the insurance company for 
other purposes, and uses another source of funds 
(including borrowed funds) to acquire replace-
ment property, he or she can still postpone gain if 
the other requirements are met. This allows more 
flexibility than the like-kind exchange rules, 
where the receipt of cash results in a taxable sale 
rather than a nontaxable exchange.

However, the “similar or related in ser-
vice or use” requirement for replacing property 
destroyed in a casualty is more restrictive than 
the like-kind exchange rules for real estate. The 
like-kind exchange rules for real estate apply if 

Cross-
Reference

Practitioner
Note

Postponement of Gain 
If a taxpayer receives property that is similar or 
related in service or use to the destroyed or sto-
len property, no gain is realized or recognized. 
The taxpayer’s basis in the new property is the 
same as his or her adjusted basis in the property 
it replaced. 

Taxpayers must report realized gain if they 
receive money or unlike property as reimburse-
ment. Taxpayers can postpone recognition of the 
gain if they purchase property that is “similar or 
related in service or use” to the stolen or destroyed 
property within a specified replacement period. 
This includes spending the reimbursement to 
restore the property. 

To postpone reporting all of the gain, the cost 
of the replacement property must be at least as 
much as the amount of reimbursement received. 
If the cost of the replacement property is less than 
the reimbursement, the excess reimbursement is 
included in income up to the amount of the gain.

Replacement Period 

The replacement period for most business or 
income-producing property begins on the date 
the property was damaged, destroyed, or stolen, 
and ends 2 years after the close of the first tax year 
in which any part of the gain is realized. 

A 3-year replacement period applies if real 
property used in a trade or business or held for 
investment is involuntarily converted due to con-
demnation or threat of condemnation (that is, 
eminent domain). Taxpayers can postpone gain 
if they spend an amount equal to the condemna-
tion proceeds to purchase replacement property 
by the end of the third tax year after the year of 
the involuntary conversion [I.R.C. § 1033(g)(4)].

A 4-year replacement period applies to cer-
tain sales of livestock (not including poultry) held 
for draft, breeding, or dairy purposes. Sales qual-
ify if they are made because of weather-related 
conditions in an area designated for federal 
assistance. If it is not practicable for the farmer 
to invest the sales proceeds in replacement live-
stock, other personal property used for farming 
qualifies as replacement property. The IRS may 
also extend the replacement period on a regional 
basis for more than 4 years if the weather-related 
conditions continue for more than 3 years.
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Example 7.25 Deferring Gain through 
Reinvestment

Sarah Sota (from Example 7.24) can postpone 
reporting all of her $142,000 gain if she spends at 
least $142,000 on replacement business property 
that is similar in service or use to the destroyed 
dozer. She must purchase the replacement 
equipment by December 31, 2014 (the end of 
the second tax year following 2012, the year the 
insurance proceeds were received). Her adjusted 
basis in the replacement property will be reduced 
by the $142,000 postponed gain.

If Sarah buys replacement property for 
$185,000, its adjusted basis will be $43,000 
($185,000 – $142,000). 

Death of a Taxpayer 

If a taxpayer dies after realizing a gain but before 
buying replacement property, the gain must be 
reported for the year in which the decedent real-
ized the gain. Neither the executor of the estate 
nor the person succeeding to the funds from the 
casualty or theft can defer the decedent’s gain by 
buying replacement property. 

business or income-producing property is con-
verted because of an actual or threatened seizure 
or condemnation. Otherwise, a functional use test 
applies, which requires the new property to have 
the same characteristics as the old property. 

The rules are also more lenient if destroyed 
business or income-producing property is located 
in a presidentially declared disaster area. When 
this occurs, any tangible replacement property 
acquired for use in any business is treated as “sim-
ilar or related in service or use” to the destroyed 
property. 

Basis of Replacement Property

The cost basis of replacement property is reduced 
by the postponed gain. The postponed gain is 
therefore built into the replacement property and 
will be recognized when the replacement prop-
erty is sold or exchanged for a gain.
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INTRODUCTION This chapter reviews tax law provisions that are changing 
for 2012 and 2013 unless Congress enacts extensions or other new legislation.

This chapter has four learning objectives. The 
expectation is that after completing this session, 
participants will be able to perform the following 
job-related actions:

1. Identify popular tax benefits that are not 
available for 2012.

Introduction . . . . . . . . . . . . . . . 253
Provisions That Expired  

in 2011 . . . . . . . . . . . . . . . . . 254
Guidance for 2012 Returns  . . . 264

Provisions Expiring  
in 2012 . . . . . . . . . . . . . . . . . 273

Provisions Taking Effect  
in 2013 . . . . . . . . . . . . . . . . . 280

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

2. Describe prior legislation scheduled to take 
effect in 2012. 

3. Determine the potential impact for 2013 taxes 
if 2001 and 2003 tax cuts are not extended.

4. Explain new laws taking effect in 2013 for 
higher-income taxpayers.
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PROVISIONS THAT EXPIRED IN 2011 This section reviews the income 
tax provisions that expired as of December 31, 2011, so that they are not avail-
able for tax years beginning in 2012.

Congress could reinstate some expired provisions 
retroactive to January 1, 2012, but taxpayers and 
the IRS do not really know what will happen, and 
therefore they cannot make plans. Several energy 
credits are gone, as are most credits for hiring 
members of targeted groups. The adoption credit 
and the employer assistance exclusion for parents 
who are adopting children are reduced for 2012. 
More taxpayers will be subject to the alternative 
minimum tax (AMT) because of reduced exemp-
tion amounts, and those taxpayers cannot use 
personal credits to reduce the AMT.

Other lost benefits include the above-the-line 
deductions for educators’ classroom expenses and 
for payment of post-secondary education tuition 
and fees. The itemized deductions for general 
sales taxes and mortgage insurance premiums, 
plus several enhanced deductions for charitable 
donations, are no longer available. Tax-free dis-
tributions can no longer be made from individual 
retirement arrangements (IRAs) for charitable 
purposes.

Cost recovery changes include a reversion to 
longer depreciation periods for some property, 
a 50% reduction in additional first-year depre-
ciation (AFYD), and reduced opportunities for 
expensing. The 100%-of-net-income limit for per-
centage depletion of oil and gas from marginal 
wells is reinstated.

Provisions affecting shareholders include a 
reduction in the exclusion of I.R.C. § 1202 gain 
from the sale of qualified small business stock, 
an increase in the recognition period for S cor-
poration built-in gains, and a greater reduction 
in shareholder basis when an S corporation 
donates appreciated property to a charitable 
organization. 

Figure 8.1, based on a report by the staff 
of the Joint Committee on Taxation, lists the 
Internal Revenue Code provisions that expired 
during 2011. Except as footnoted, all of the pro-
visions expired December 31, 2011. A further 
explanation of several of the provisions follows 
the table.

FIGURE 8.1 Provisions That Expired in 2011

I.R.C. Section(s) Provision

Business and Personal Credits

25C Nonbusiness energy property credit

26 Personal tax credits allowed against regular tax

30(f) Credit for electric drive motorcycles, three-wheeled vehicles, and low-speed vehicles 

30B Conversion credit for plug-in electric vehicles

30C Nonhydrogen alternative fuel vehicle refueling property

35 80% subsidy in health coverage tax credit1

36C, 137 Expansion of adoption credit and adoption assistance programs

40 Alcohol fuels income tax credit

40A Income tax credits for biodiesel fuel, biodiesel used to produce a qualified mixture, and small 
agribiodiesel producers

40A Income tax credits for renewable diesel fuel and renewable diesel used to produce a qualified 
mixture

41 Tax credit for research and experimentation expenses 

45 Period for placing facilities in service to qualify for the refined coal production credit 

45A Indian employment tax credit

45D New markets tax credit
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FIGURE 8.1 Provisions That Expired in 2011 (continued)

I.R.C. Section(s) Provision

Business and Personal Credits

45G Railroad track maintenance credit

45L Credit for constructing new energy-efficient homes

45M Energy-efficient appliance credit

45N Mine rescue team training credit

45P Employer wage credit for payments to activated military reservists

48 Grants for specified energy property in lieu of tax credits

51 Work opportunity tax credit (except for veterans)

Income and Deductions

54E Allocation of bond cap for qualified zone academy bonds

55 Increased AMT exemption amount 

62 Educator deduction (kindergarten–grade 12)

132 Parity for income exclusion of employer-provided mass transit and parking benefits

142(d) Low-income housing credit treatment of military basic housing allowances 

163(h) Mortgage insurance premium deduction as qualified residence interest 

164(b) Deduction for state and local general sales taxes

168(e) 15-year straight-line cost recovery for qualified leasehold improvements, qualified restaurant 
property, and qualified retail improvements

168(i) 7-year recovery period for motorsports entertainment complexes

168(j) Accelerated depreciation for Indian reservation property

168(k) 100% additional first-year depreciation

170(b) Special rules for charitable contributions of conservation easements

170(e) Enhanced charitable deduction for contributions of food inventory

170(e) Enhanced charitable deduction for contributions of book inventories to public schools 

170(e) Enhanced charitable deduction for corporate contributions of computer equipment for 
educational purposes

179 Increase in expensing limits to $500,000/$200,000 and expansion of definition of eligible 
property to qualified real property

179E Election to expense advanced mine safety equipment

181 Special expensing rules for film and television productions

198 Expensing of brownfields environmental remediation costs

199 Domestic production activities deduction for activities in Puerto Rico

222 Deduction for qualified tuition and related expenses 

Corporate, Exempt Organization, and Other Provisions

408 Tax-free distributions from IRAs for charitable purposes 

451 Special rule for sales or dispositions to implement FERC or state electric restructuring policy

512 Modification of tax treatment of certain payments to controlling exempt organizations 

613A Suspension of 100%-of-net-income limit for percentage depletion of oil and gas from 
marginal wells 

871, 881 Treatment of certain RIC dividends

897 RIC qualified investment entity treatment for FIRPTA

953, 954 Active financing exceptions under Subpart F
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Credit Changes

Home energy credits, the adoption credit, and the 
research credit have been subject to numerous 
changes during the past several years. The tax-
payer counts referenced in the following discus-
sion are from the IRS’s “2009 Estimated Data Line 
Counts Individual Income Tax Returns” report 
published in August 2011 and accessible online 
at www.irs.gov/pub/irs-soi/09inlinecount.pdf. 
Tax year 2009 was the most recent data available 
at the time this chapter was written. All figures are 
estimates based on samples.

Nonbusiness Energy  
Property Credit
I.R.C. §§ 25C (Nonbusiness Energy Property) 
and 25D (Residential Energy-Efficient Property) 
both provide nonrefundable credits for home 
improvements to conserve energy. Both credits 
are claimed on Form 5695, Residential Energy 

Credits, which was filed by about 6,753,885 tax-
payers in 2009.

The nonbusiness energy property credit 
was generally 10% of the cost of qualified build-
ing envelope improvements such as insulation, 
doors, windows, and roofs, as well as qualified 
water heaters, boilers, furnaces, air conditioners, 
heat pumps, and biomass stoves, with dollar lim-
its applicable to some items. It was available with 
various modifications for improvements made in 
2007–2011, except for 2008, when it had expired 
and was not reinstated for that year. It has not 
been extended beyond 2011.

The residential energy-efficient property 
credit is 30% of the cost of qualified solar elec-
tric property, solar water-heating property, small 
wind energy property, geothermal heat pump 
property, and fuel cell property, with some dol-
lar limits. The 2008 Energy Improvement and 
Extension Act (Energy Act), Pub. L. No. 110-343, 
extended this credit for property purchased and 
placed in service through 2016.

FIGURE 8.1 Provisions That Expired in 2011 (continued)

I.R.C. Section(s) Provision

Corporate, Exempt Organization, and Other Provisions

954 Look-through treatment of payments between related controlled foreign corporations under 
the foreign PHC rules

1202 Special rules for qualified small business stock

1367 Basis adjustment to stock of S corporations making charitable contributions of property

1374 Reduced recognition period for S corporation built-in gains tax

Zone and Disaster Area Incentives

1202, 1391, 
1394, 1396, 

1397A, 1397B

Designation of empowerment zones and related provisions for exclusion for gain on qualified 
small business stock, tax-exempt bonds, employment credit, increased I.R.C. § 179 expensing, 
and nonrecognition of gain on rollover of investments

1400, 1400A, 
1400B, 1400C

District of Columbia investment incentives: designation of zone, employment tax credit, 
additional expensing, tax-exempt bonds, acquisition date for 0% capital gains rates, tax 
credit for first-time homebuyers

1400L, 1400N New York Liberty Zone and Gulf Opportunity Zone tax-exempt bond financing; placed-in-
service date for specified Gulf Opportunity Zone extension property

Estate Tax, Employment Tax, and IRS Procedures

2105 Definition of gross estate for RIC stock owned by nonresident alien

3301 0.2% increase in FUTA tax2 

6013 Disclosure of prisoner return information to prison officials

1 The 80% subsidy ended February 13, 2011, when a 72.5% subsidy took effect. See the “Individual Taxpayer Issues” chapter of this book 
for more information about the health coverage tax credit, which expires December 31, 2013.

2 The FUTA tax increase expired June 30, 2011.
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Adoption Credit
The credit for adoption expenses claimed on 
Form 8839, Qualified Adoption Expenses, was a 
nonrefundable credit [I.R.C. § 23] for 1997–2009 
and a refundable credit [I.R.C. § 36C] in 2010 
and 2011. After 2011, it reverts to being a nonre-
fundable credit. 

The original credit was capped at $5,000 per 
child ($6,000 for a special needs child), but the 
Economic Growth and Tax Relief Reconcilia-
tion Act of 2001 (EGTRRA), Pub. L. No. 107-
16, increased the maximum credit to $10,000 for 
2002, with adjustments for inflation in later years. 
The Patient Protection and Affordable Care Act 
of 2010 (Affordable Care Act), Pub. L. No. 111-
148, made the credit refundable only for 2010 
and 2011 and increased the credit ceiling for 
those 2 years. 

For 2012, the maximum nonrefundable 
credit for expenses incurred in adopting any eligi-
ble child is $12,650 [Rev. Proc. 2011-52, 2011-45 
I.R.B. 701]. For 2013, absent further congressio-
nal action, the credit will drop to $6,000 for spe-
cial needs adoptions and will be eliminated for 
other adoptions. It will also become subject to 
the rule that generally prevents an AMT offset by 
nonrefundable personal credits.

Linked to the adoption credit is an exclu-
sion for employer-provided adoption assistance 
[I.R.C. § 137] that has the same dollar ceiling as 
the credit. An adoptive parent can receive both 
benefits, but the dollars of adoption expenses that 
are used for the exclusion are not eligible expenses 
for the credit. A parent adopting a special needs 
child can qualify for both the maximum exclusion 
and maximum credit, regardless of the amount of 
expenses incurred. The 2012 and 2013 changes 
that apply to the adoption credit also apply to the 
exclusion.

For 2009, an estimated 93,060 families 
claimed the adoption credit or exclusion.

Research Credit
The I.R.C. § 41 credit for eligible research and 
experimental expenditures is a complex nonre-
fundable business credit that has been extended 
and tweaked numerous times during the past 
decade. The credit expired for expenses paid or 
incurred after December 31, 2011.

Alternative Minimum Tax

The AMT is a parallel tax to the regular tax that 
limits a taxpayer’s benefits from tax law provi-
sions that provide favorable treatment for cer-
tain types of income, deductions, and credits. In 
general, the AMT rules determine a minimum 
amount that the taxpayer is required to pay. A 
taxpayer must add on the AMT (the difference 
between the regular tax and the tentative mini-
mum tax) if the regular tax is below the minimum 
amount.

In calculating income for the AMT, adjust-
ments and preference items are added (and 
sometimes subtracted), and an AMT exemp-
tion amount based on filing status is subtracted. 
(The exemption is phased out at higher incomes.) 
When the AMT was enacted in 1969, Congress 
was targeting very high-income taxpayers who 
could claim so many deductions that they owed 
little or no income tax. Because the AMT exemp-
tion amounts are not automatically indexed for 
inflation, a growing number of middle-income 
taxpayers must pay the AMT. The IRS estimated 
that 9,199,318 tax returns included Form 6251, 
Alternative Minimum Tax—Individuals, for 2009, 
and it estimates that 27,000,000 more taxpayers 
could be subject to the AMT for 2012.

Changing the AMT exemption amounts 
requires new legislation, and Congress has 
enacted an AMT patch, increasing the exemption 
amounts for individuals on almost an annual basis 
since 2001 without making a permanent change 
to the amounts in I.R.C. § 55(d). The permanent 
amounts (which will be in effect for 2012 unless 
there is a new patch) are

■■ $45,000 for joint returns and qualifying wid-
ows and widowers;

■■ $33,750 for singles and heads of household; 
and

■■ $22,500 for married persons filing sepa-
rately, or estates or trusts.

The temporary AMT exemption amounts for 
2011 were

■■ $74,450 for joint returns and qualifying wid-
ows and widowers;
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kindergarten through 12 could deduct up to 
$250 of their costs for books, supplies, equipment 
(including computer hardware, software, and ser-
vices), and supplementary materials they used in 
the classroom [I.R.C. § 62(a)(2)(D)]. Expenses for 
nonathletic supplies for health or physical edu-
cation courses (such as sex education classes) 
did not qualify. Educators needed to save their 
receipts and to note the date, amount, and pur-
pose of each purchase. For 2009, an estimated 
3,841,466 taxpayers claimed this deduction. For 
tax years beginning after 2011, the deduction is 
not allowed.

Tuition and Fees Deduction

The I.R.C. § 222 deduction for qualified tuition 
and fees required for enrollment or attendance at 
an eligible post-secondary educational institution 
also was available for 2002–2011 expenditures. 
It was limited to $3,000 in 2002–2003 and either 
$2,000 or $4,000 in 2004–2011, with income-
based phaseouts. Eligible students included the 
taxpayer, spouse, and dependents.

In general, only the taxpayer who actually 
paid the tuition could take the deduction, and 
a student who was eligible to be claimed as a 
dependent could not take the deduction even if 
the other taxpayer did not claim the student as a 
dependent. However, if a parent paid the tuition 
and fees for a child who did not qualify as a depen-
dent, the payment was treated as a gift to the stu-
dent, and the student could take the deduction.

The deduction was not allowed if anyone 
claimed an education credit for the same stu-
dent for the same tax year. For 2009, 2,422,642 
returns claimed the deduction, whereas the IRS 
estimated that 12,367,296 taxpayers claimed an 
education credit.

Mortgage Insurance Premiums
I.R.C. § 163(h)(3)(E) allowed some taxpayers to 
deduct qualified mortgage insurance premiums 
paid during 2007–2011 in the home mortgage 
interest section of Schedule A (Form 1040), Item-
ized Deductions. The insurance contract must 
have been issued after 2006 in connection with 
home acquisition debt. In 2009, about 3,596,975 
taxpayers claimed this deduction, compared 
to 36,110,081 who deducted home mortgage 
interest.

■■ $48,450 for singles and heads of household; 
and

■■ $37,225 for married persons filing 
separately.

The kiddie tax AMT basic exemption amount 
was $6,800 for 2011; the permanent amount is 
$5,000. Either of these amounts is increased by 
the child’s earned income, but it cannot exceed 
the normal AMT exemption for the child’s filing 
status.

Use of Personal Credits 
to Reduce  
AMT Liability

I.R.C. § 26 does not allow most nonrefundable 
credits to offset liability for AMT. If a taxpayer’s 
tentative minimum tax is less than the regular 
tax, these credits generally can be used only to 
reduce the regular tax to the same amount as the 
tentative minimum tax.

However, for the 2000–2011 tax years, the ten-
tative minimum tax was treated as zero for the 
purpose of allowing nonrefundable personal 
credits such as the child tax credit, the dependent 
care credit, the credit for the elderly and disabled, 
the education credit, and the retirement savings 
credit.

This provision does not apply for tax years 
beginning after 2011.

Vanished Deductions

Two adjustments to gross income for education 
costs (one for educators and one for students) are 
not available for expenses paid in 2012, and sev-
eral itemized deductions have ended.

Education-Related Deductions
Elementary and high school teachers can no 
longer reduce their gross income by classroom 
expenses, and students (or their parents) can no 
longer take a deduction from gross income for 
post-secondary education tuition and fees.

Educator Expenses

In 2002–2011, employees who were teach-
ers, counselors, principals, and aides in grades 

Practitioner
Note
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contributions of conservation easements in 2006–
2011, the limit was increased to 50% of AGI for 
most taxpayers and to 100% of AGI for qualified 
farmers or ranchers, and the carryover period 
was increased to 15 years [I.R.C. § 170(b)(1)(E)]. 
There are four qualifying conservation purposes:

1. Preserving land areas for general public use 
for outdoor recreation or education

2. Protecting a relatively natural habitat of fish, 
wildlife, or plants, or a similar ecosystem

3. Preserving open space (including farmland 
and forest land) that yields a significant pub-
lic benefit such as scenic enjoyment for the 
general public, or that is preserved under a 
clearly defined governmental conservation 
policy

4. Preserving a historically important land area 
or a certified historic structure that includes 
visual public access

For property used in agriculture or live-
stock production, the easements had to include 
a restriction to keep the property available for 
farm or ranch use. A qualified farmer or rancher 
was an individual who earned more than 50% of 
his or her gross income from farming or ranching 
businesses.

Estate Tax Exclusion 

I.R.C. § 2031(c) allows a decedent’s estate to 
exclude up to 40% of the value of the interest he 
or she retained in land subject to a lifetime chari-
table contribution of a conservation easement. 
The estate tax provision expires one year later 
than the income tax charitable contribution pro-
vision. It does not apply to estates of decedents 
who die after December 31, 2012.

Food Inventory

A charitable contribution deduction for donations 
of property that would produce ordinary income 
if sold is generally limited to the property’s basis. 
C corporations are allowed an enhanced deduc-
tion for contributions of inventory items to quali-
fied organizations if the items are to be used only 
for the care of the ill, the needy, or infants, and the 
items’ use is related to the organization’s exempt 
purpose or function.

Practitioner
Note

State and Local Sales Taxes
Taxpayers who itemize deductions could choose 
between deducting state and local income taxes 
and state and local general sales taxes for the 
2004–2011 tax years. In 2009, an estimated 
10,261,731 returns claimed the sales tax deduc-
tion, compared to an estimated 33,754,929 returns 
that claimed the income tax deduction. Some tax-
payers can change back to claiming the income 
tax deduction, but taxpayers in Alaska, Florida, 
Nevada, South Dakota, Texas, Washington, and 
Wyoming, which do not impose state income 
taxes, lose the state tax deduction entirely.

Charitable Contributions
Four enhanced deductions for specific types of 
charitable contributions terminated after 2011. 
The IRS estimated that 6,647,106 taxpayers filed 
Form 8283, Noncash Charitable Contributions, 
for 2009. Form 8283 is required if a deduction 
for property contributions exceeds $500, but the 
available information did not report numbers for 
specific categories of noncash contributions.

Individual Retirement Accounts

I.R.C. § 408(d)(8) allowed taxpayers who were at 
least age 70½ to make qualified charitable distri-
butions during 2006–2011. They could transfer 
up to $100,000 each year directly from their IRAs 
to qualifying organizations without inclusion in 
their income. The excluded transfers were not 
deductible, but they avoided the itemized deduc-
tion cap for charitable donations [a maximum of 
50% of adjusted gross income (AGI), although the 
limit is smaller for some types of contributions]. 
The IRA transfers counted as distributions in 
determining whether the IRA owner had taken 
his or her minimum required distribution.

After 2011, an IRA owner must include a dis-
tribution in income and then follow the charitable 
contribution deduction rules if all or part of the 
distribution is given to a qualifying organization.

Conservation Easements

Charitable contribution deductions of capital 
gain property are generally limited to 20% or 30% 
of the donor’s AGI, depending on the charitable 
organization. Charitable contributions in excess 
of that limit can be carried forward for 5 years and 
deducted subject to the AGI limit. For charitable 
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From August 29, 2005, through December 
31, 2011, any taxpayer who made qualified con-
tributions of apparently wholesome food that 
was inventory in the taxpayer’s trade or business 
could claim the enhanced deduction, which is the 
lesser of (a) twice the property’s basis or (b) the 
basis plus one-half of the excess of its fair market 
value (FMV) over its basis. Apparently wholesome 
food is food intended for human consumption that 
meets all quality and labeling standards imposed 
by government regulations even though the food 
may not be readily marketable due to appear-
ance, age, freshness, grade, size, surplus, or other 
conditions [I.R.C. § 170(e)(3)(C)]. The enhanced 
deduction was limited to 10% of the taxpayer’s 
net income from the trade or business. 

If food inventory is donated after 2011, a non-
corporate taxpayer’s deduction is limited to basis.

Restaurants  
and Caterers

Many restaurants and caterers donate prepared 
but unserved food to programs that provide 
meals for homeless or other needy individuals. 
This expiration may reduce their charitable con-
tribution deductions by as much as 50% from 
prior years if their cost of donated food remains 
the same.

Book Inventories

C corporations that donated books to public ele-
mentary or secondary schools qualified for the 
enhanced deduction for inventory donated from 
August 29, 2005, through December 31, 2011. 
Any public school could qualify as a recipient 
because the enhanced provision did not require 
that the books be used to help the ill, the needy, 
or infants [I.R.C. § 170(e)(3)(D)]. The school did 
need to certify in writing that the contributed 
books were suitable for use in its educational pro-
grams and that it would use the books in its edu-
cational programs. The enhanced deduction was 
the lesser of (a) twice the property’s basis or (b) 
the basis plus one-half of the excess of its FMV 
over its basis.

Observation

Computer Equipment and Technology

Similar rules applied to corporate contributions 
of computer technology and equipment, includ-
ing software, that were made in 1998–2011 to a 
school, a tax-exempt organization established 
primarily to support elementary and secondary 
education, or a public library [I.R.C. § 170(e)(6)]. 
The enhanced deduction was limited to donations 
made within 3 years after the taxpayer acquired 
or produced the property, and either the donor 
or the donee had to be the original user of the 
property.

Cost Recovery Changes

Deduction amounts for first-year cost recovery 
have decreased, and several cost recovery peri-
ods are increased for property placed in service 
in 2012.

Additional First-Year Depreciation
In general, the AFYD deduction was 50% of the 
cost of qualifying property purchased and placed 
in service after December 31, 2007, and before 
September 9, 2010, and it was 100% for property 
purchased and placed in service after September 
8, 2010, and before January 1, 2012. For prop-
erty purchased and placed in service in 2012, the 
deduction drops to 50% again, and it expires for 
most property placed in service after December 
31, 2012. The IRS estimates that 1,752,980 filers 
of Form 1040 claimed AFYD deductions in 2009.

I.R.C. § 179 Expensing
I.R.C. § 179 allows a taxpayer to deduct all or 
part of the cost of qualifying property in the year 
it is placed in service rather than depreciating 
that cost over a longer periods of time. Dollar, 
investment, and taxable income limits apply. For 
2012, the maximum deduction is $139,000 (it 
was $500,000 in 2011), and the phaseout begins 
when the taxpayer has placed $560,000 of quali-
fying property in service during the tax year (that 
amount was $2,000,000 in 2011). The perma-
nent ceiling for a § 179 deduction after 2012 is 
$25,000, with the investment phaseout beginning 
at $200,000. These limits have been substantially 
higher in recent years, as shown in Figure 8.2 
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Qualified Restaurant Property

A building or building improvements can be 
qualified restaurant property if more than 50% of the 
building’s square footage is used for preparing 
and serving meals for on-premises consumption 
[I.R.C. § 168(e)(7)]. Qualified restaurant prop-
erty placed in service after October 22, 2004, 
and before January 1, 2012, was also eligible to 
be depreciated SL over a 15-year period. Such 
property placed in service after 2011 is 39-year 
property. The designation of a building (and not 
just improvements) as qualified restaurant prop-
erty was effective January 1, 2009.

Qualified Retail Improvement Property

An improvement to retail space (an interior por-
tion of a nonresidential building that is open to 
the general public and is used in the retail trade 
or business of selling tangible personal prop-
erty to the general public) can be qualified retail 
improvement property. The improvement must 
have been placed in service more than 3 years 
after the date the building was placed in service. 
The 15-year recovery period for SL depreciation 
applies to improvements made in 2009–2011. 
Retail improvements made after 2011 are 39-year 
recovery property.

Motorsports Entertainment Complex

Motorsports race track facilities placed in service 
after October 22, 2004, and before January 1, 
2012, qualified for a 7-year cost recovery period. 
A qualifying motorsports entertainment complex is a 
permanent race track facility that hosts at least 
one racing event during the first 36 months after 
it is placed in service for automobiles of any type, 
trucks, or motorcycles. The event must be open 
to the public for the price of admission. Eligible 
assets include not only race track surfaces, but 
ancillary and support facilities such as parking 
lots, sidewalks, waterways, bridges, fences, land-
scaping, food and beverage service areas, sou-
venir shops and kiosks, ticket booths, suites and 
hospitality facilities, grandstands and other view-
ing structures, and so forth. They do not include 
administrative services assets, warehouses, 
administrative buildings, hotels, or motels. 

The treatment of motorsports racetrack 
facilities placed in service after 2011 is not clear. 
The American Jobs Creation Act of 2004, Pub. 
L. No. 108-357, § 704, specifically states that 

FIGURE 8.2 Section 179 Limits for 2000–2013

Year Deduction Investment

2000 $20,000 $200,000

2001–2002 $24,000 $200,000

2003 $100,000 $400,000

2004 $102,000 $410,000

2005 $105,000 $420,000

2006 $108,000 $430,000

2007 $125,000 $500,000

2008–2009 $250,000 $800,000

2010–2011 $500,000 $2,000,000

2012 $139,000 $560,000

2013 $25,000 $200,000

The IRS estimates that 3,180,969 filers of 
Form 1040 claimed the § 179 deduction for 2009.

First-Year Cost 
Recovery Deductions

See the “Business Assets” chapter of this book for 
a further discussion of the AFYD and § 179 rules 
for 2012.

Recovery Periods
Shorter recovery periods for several types of 
depreciable assets ended for property placed in 
service after December 31, 2011.

Qualified Leasehold Improvement Property

The MACRS recovery period for improvements 
to a building is generally the same as the build-
ing’s recovery period, which is 39 years for com-
mercial real estate. A special 15-year recovery 
period applies to qualified leasehold improve-
ments placed in service after October 22, 2004, 
and before January 1, 2012 [I.R.C. § 168(e)(6)]. 
Qualified leasehold improvement property is defined 
as improvements to the interior part of a nonresi-
dential building, made under a lease either by 
the owner or the tenant, more than 3 years after 
the building was placed in service. The taxpayer 
must use the straight-line (SL) method of depre-
ciation [I.R.C. § 168(b)(3)(G)].

Qualified leasehold improvements made 
after 2011 must be depreciated over the build-
ing’s recovery period.

Cross-
Reference
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in the immediate vicinity of the well. If the oil or 
gas is not sold on the property, the gross income 
from the property is the representative market or 
field price (RMFP) of the oil or gas before it is 
converted into a refined product or transported, 
unless it is transported and sold for a lower price.

After 2011, the percentage depletion deduc-
tion is limited to the smaller of two taxable income 
figures:

■■ 100% of the individual’s net income from 
the property, figured without the depletion 
deduction and the I.R.C. § 199 domestic 
production activities deduction (DPAD); or 

■■ 65% of the individual’s taxable income from 
all sources, figured without the depletion 
allowance, the DPAD, any net operating 
loss (NOL) carryback, and any capital loss 
carryback.

Net income from the property means gross income 
from the property minus all allowable deductions 
attributable to extracting the oil or gas, includ-
ing but not limited to operating expenses, certain 
selling expenses, administrative and financial 
overhead, depreciation, intangible drilling and 
development costs, exploration and develop-
ment expenditures, and deductible taxes.

A percentage depletion amount that is not 
deductible because of the 65% limit can be car-
ried over and added to the individual’s depletion 
allowance before applying any limits for the fol-
lowing year.

In 2009–2011, the 100%-of-net-income limit 
did not apply to percentage depletion on oil and 
natural gas production from marginal properties 
[I.R.C. § 613A(c)(6)]. It is reinstated for 2012.

Environmental 
Remediation Costs

The I.R.C. § 198 expensing deduction for the costs 
of abating or controlling hazardous substances at 
qualified contaminated sites also expired Decem-
ber 31, 2011. The deduction had been available 
for expenses incurred after August 5, 1997, but 
the costs are now chargeable to capital for tax-
payers who acquire already contaminated prop-
erty. Rev. Rul. 94-38, 1994-1 C.B. 35, states that 
expenditures incurred to clean up land and water 
that the taxpayer contaminated are deductible.

Practitioner
Note

motorsports facilities are not to be treated as 
theme and amusement facilities classified under 
asset class 80.0, which is 7-year MACRS prop-
erty. Rev. Proc. 87-56, 1987-2 C.B. 674, specifi-
cally excludes sports stadia and race tracks from 
asset class 79.0, Recreation, which also is 7-year 
property. In general, land improvements such as 
fences, roads, sidewalks, and bridges are 15-year 
MACRS property, and commercial buildings are 
39-year property.

Indian Reservation Property

The recovery periods for qualified property 
placed in service after 1993 and before 2012 and 
used in the active conduct of a trade or business 
within an Indian reservation are substantially 
shorter than the usual MACRS recovery periods. 
Figure 8.3 shows the shorter recovery periods.

FIGURE 8.3 Indian Reservation Property

Property Class Recovery Period

3-year property 2 years

5-year property 3 years

7-year property 4 years

10-year property 6 years

15-year property 9 years

20-year property 12 years

Nonresidential real property 22 years

The normal MACRS recovery periods apply 
to qualified property placed in service after 2011 
on an Indian reservation.

Oil and Gas Depletion
Independent producers and royalty owners are 
allowed a 15% depletion deduction based on the 
gross income from their production of domes-
tic crude oil or domestic natural gas, subject to 
a depletable quantity limit of 1,000 barrels of oil 
per day. The depletable quantity limit for natural 
gas is 6,000 cubic feet multiplied by the number 
of barrels of depletable oil quantity that the tax-
payer chooses to apply. If the taxpayer claims 
depletion on both oil and natural gas production, 
the depletable oil quantity is reduced by the num-
ber of barrels used to figure the depletable natural 
gas quantity.

Gross income from the property is the 
amount received from the sale of the oil or gas 
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Changes for Shareholders

Three expired provisions may result in some 
shareholders paying more tax on recognized 
gains.

Exclusion of Gain
I.R.C. § 1202 generally provides that only one-
half of the gain from the sale or exchange of qual-
ified small business stock (QSB stock) acquired 
after August 10, 1993, and held for more than 5 
years is includable in a noncorporate taxpayer’s 
income. The taxable gain after the exclusion is 
subject to the 28% capital gain tax, and 7% of the 
excluded gain is a preference item for AMT.

Higher exclusions apply to QSB stock 
acquired during the following time periods and 
held for at least 5 years:

■■ The income exclusion is 100% for QSB stock 
acquired after September 27, 2010, and 
before January 1, 2012, and there is no AMT 
preference.

■■ The exclusion is 75% for stock issued after 
February 17, 2009, and before September 
28, 2010. 

■■ The exclusion is 60% for certain empower-
ment zone business stock acquired after 
December 21, 2000, and before February 18, 
2009, limited to the gain attributable to peri-
ods before January 1, 2017.

A shareholder’s aggregate gain for all tax 
years from the stock of any one issuer that can 
be used to figure the exclusion is limited to 
$10,000,000 ($5,000,000 for married individuals 
filing separately). The exclusion is also limited to 
ten times the shareholder’s basis in the shares that 
are sold or exchanged.

If QSB stock is acquired after 2011, the 50% 
exclusion applies for a sale more than 5 years 
later, along with the AMT preference inclusion. 

S Corporation Contributions
Some S corporation items must be stated sepa-
rately so that taxpayers and the IRS can apply 
certain itemized deduction and other limitations 
at the shareholder level. An S corporation’s chari-
table contributions, grouped by the I.R.C. § 170 
percentage limitations, are one of these items 
[I.R.C. § 1366]. Shareholders increase their basis 
in the corporation by income pass-through items 

and reduce their basis by deduction pass-through 
items, as described in I.R.C. § 1367.

Basis Adjustments 

See pages 450–453 in the 2011 National Income 
Tax Workbook for a review of S corporation 
shareholder basis adjustments.

S corporation shareholders who itemize their 
deductions on Schedule A (Form 1040) include 
their pro rata shares of the corporation’s chari-
table contributions along with any contributions 
they made personally in applying the percentage-
of-AGI limits. They must reduce their basis in 
the corporation by the deduction that is passed 
through even if they do not itemize their personal 
deductions.

Generally, a taxpayer who makes a chari-
table contribution of assets that would result in a 
capital gain if the assets were sold or exchanged 
is permitted to deduct the assets’ FMV rather 
than the smaller basis amount. When an S cor-
poration donates appreciated property, it 
reduces the basis in its assets by the property’s 
adjusted basis, but it passes through the higher 
FMV deduction, and the shareholders’ basis is 
reduced by the larger FMV. 

In 2006–2011, I.R.C. § 1367(a)(2) eliminated 
this disparity by providing that the shareholders’ 
basis reduction for a charitable contribution was 
equal to the corporation’s adjusted basis in the 
contributed property. After 2011, this special rule 
no longer applies.

Disparate Treatment 

Although a shareholder who itemizes deduc-
tions does receive a tax benefit from the pass-
through, the benefit is not as great as it would be 
if the shareholder donated appreciated property 
directly. If a directly owned asset has a $200 cost 
basis and a $500 FMV, the taxpayer receives a $500 
deduction without ever including the $300 ($500 
– $200) of appreciation in income. If an S corpora-
tion passes through a similar $500 deduction to a 
shareholder, the $500 basis reduction means that 
the $300 appreciation can become taxable in a 
future disposition of the shareholder’s S corpora-
tion stock. 

Cross-
Reference

Observation
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■■ It was 5 years for tax years beginning in 
2011.

After 2011, the 10-year recognition period 
again applies. Thus, a former C corporation that 
elected S corporation status for its tax year begin-
ning in 2003 is in the tenth year of its recognition 
period in 2012 and is liable for the built-in gains 
tax for asset sales in 2012 (assuming that it still has 
built-in gains). For 2011, an S corporation was not 
potentially liable for the tax unless its S election 
was effective in 2007 or a later tax year.

Built-In Gains Tax
I.R.C. § 1374 imposes a tax at the highest cor-
porate rate on built-in gains that are recognized 
during a limited time span after a C corpora-
tion becomes an S corporation. The recognition 
period is generally 10 years, beginning with the 
first day of the first tax year for which the cor-
poration was an S corporation. The recognition 
period was shortened for tax years beginning in 
2009–2011.

■■ It was 7 years for gains recognized in tax 
years beginning in 2009 or 2010.

GUIDANCE FOR 2012 RETURNS This section reviews legislation 
enacted in prior years that was scheduled to first take effect in 2012.

Tax legislation frequently becomes effective ret-
roactively, often as of the date a bill was intro-
duced. But Congress sometimes makes a change 
with an effective date in a future tax year, thus 
allowing both taxpayers and the IRS time to 
make any needed changes to their procedures to 
comply with the new law.

Two provisions enacted in 2008—broker 
reporting of mutual fund basis in the Energy 
Improvement and Extension Act (2008 Energy 
Act), Pub. L. No. 110-343, and backup withhold-
ing for payment card transactions in the Hous-
ing Assistance Tax Act (2008 Housing Act), Pub. 
L. No. 110-289—were scheduled to take effect in 
2012, but the backup withholding requirement 
has been postponed to 2013.

This section also includes further guidance 
from the IRS about reporting (a) the payment card 
transactions and (b) the value of health insurance 
provided by employers, which is required by the 
Patient Protection and Affordable Care Act (2010 
Affordable Care Act), Pub. L. No. 111-148.

Mutual Fund Basis Reporting

I.R.C. § 6045; 2008 Energy Act § 403
Mutual fund provisions effective January 1, 2012

■☞ Brokers must begin including basis on 
information returns for mutual fund shares 
purchased after 2011.

Every broker who is required to report gross pro-
ceeds from the sale of a covered security must 
also report the customer’s adjusted basis in the 
security and whether the gain or loss on the sale 
is short-term or long-term. A security is a covered 
security if it is acquired for cash after its applicable 
date, which varies by the type of security. The 
statutory applicable dates are

■■ January 1, 2011, for stock in a corporation, 
unless the stock is in a mutual fund or is 
acquired in a dividend reinvestment plan 
(DRP);

■■ January 1, 2012, for mutual fund and DRP 
shares; and

■■ January 1, 2013 (or a later date determined 
by the Treasury), for any other specified 
security.

Specified securities are notes, bonds, debentures 
and other evidence of indebtedness, commodi-
ties, commodity contracts or derivatives, and any 
other financial instrument for which the Treasury 
Department determines that it is appropriate to 
report adjusted basis.

Brokers are also now required to report sales 
of covered securities owned by an S corporation 
for securities acquired on or after January 1, 2012.

Noncovered securities are securities that are not 
covered securities.
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remains the same as the basis immediately before 
the change.

An investor may revoke (in contrast to chang-
ing) an average basis election only by the earlier 
of two dates:

1. The date of the first sale or other disposition 
of stock following the election

2. The date that is 1 year from the date of the 
election (or a longer period that is permitted 
by the broker)

After a revocation, the taxpayer’s stock basis is 
the basis before averaging.

No Double-Category 
Method

The double-category method of determining 
average basis for mutual fund shares, which sepa-
rated the shares in an account by holding period, 
has been eliminated. Taxpayers whose basis had 
been calculated using that method were required 
to compute an average basis for all identical stock 
in the account on April 1, 2011, regardless of the 
shares’ holding periods [Treas. Reg. § 1.1012-1(e)
(7)(iii)].

Single-Account Election
Mutual fund and DRP shares that are noncovered 
securities are treated as held in a separate account 
from shares that are covered securities. Because 
stock is averaged on an account-by-account basis, 
the basis of shares that are covered securities is 
the average basis of only the covered securities, 
and the basis of the shares that are noncovered 
securities is the average basis of only the noncov-
ered securities.

However, if a broker has accurate basis infor-
mation for shares that are noncovered securities, 
and the taxpayer has elected the average basis 
method for reporting gain or loss, the broker can 
make a single-account election for some or all of 
the shares. All of the shares subject to the single-
account election are then treated as covered secu-
rities, and their basis is averaged with the shares 
that are covered securities. 

Although the single-account election is not 
revocable by the broker, if a taxpayer revokes 
an average basis method election for a particu-
lar stock, the taxpayer’s revocation voids the 

Practitioner
Note

Debt Instruments  
and Options

Notice 2012-34, 2012-21 I.R.B. 937, postpones the 
effective date for broker reporting of adjusted 
basis in debt instruments and options from Janu-
ary 1, 2013, to January 1, 2014.

Average Basis Election
Investors who elect to average the basis of mutual 
fund shares to determine a tax gain or loss must 
now compute a separate average cost for fund 
shares held in each different account. The inves-
tors can choose to use an average basis for shares 
held in one account but not average the basis of 
shares held in another account.

Investors may also average the basis of DRP 
stock acquired on or after January 1, 2011. This 
averaging applies only to shares held in DRP 
plans with written plan documents that require at 
least 10% of every dividend paid to be reinvested 
in identical stock.

Brokers are required to follow customers’ 
instructions and elections when determining the 
adjusted basis for mutual fund and DRP shares. 
Customers who make an average basis election 
must provide a written notification to the broker. 
The notification is effective only for sales that 
occur after it is made.

Method of Making 
Election Has Changed

In prior years, taxpayers made an election to use 
an average basis method on their tax returns, and 
it was effective until the taxpayer received the 
IRS’s permission to revoke it. Treas. Reg. § 1.1012-
1(c)(10) now provides that a basis determination 
method for stock is not a method of accounting, 
and a change in a method of determining basis 
for stock is not a change in method of accounting 
to which I.R.C. §§ 446 and 481 apply.

There is no limit on the number of times or 
the frequency at which an investor can change 
a basis determination method. An investor may 
always change from the average basis method 
to another permissible method prospectively. 
Following a change, the investor’s stock basis 

Practitioner
Note

Practitioner
Note
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Question 4.
If the average basis method is elected for mutual 
fund or DRP stock, which stock is sold first if 
some of the stock has a long-term holding period 
and some has a short-term holding period?

Answer 4.
When there are mixed holding periods in an 
account for which the average basis method has 
been elected, the stock sold is determined on a 
first-in, first-out (FIFO) basis.

Single-Account Election

Question 5. 
What is the effect of a single-account election?

Answer 5.
Mutual fund and DRP stock that is a noncovered 
security is treated as held in a separate account 
from stock that is a covered security. However, if 
a broker has accurate basis information for shares 
that are noncovered securities and makes a sin-
gle-account election for some or all of the shares, 
all of the shares subject to the single-account elec-
tion are treated as covered securities, and their 
basis is averaged with the shares that are covered 
securities.

Question 6.
If a taxpayer does not elect the average basis 
method, may a broker that uses average basis as 
its default method make a single-account election 
for that stock?

Answer 6.
No, a broker may make a single-account election 
only following a taxpayer’s average basis election. 

Question 7.
May a broker revoke a single-account election?

Answer 7.
A broker cannot specifically revoke a single-
account election. However, if a taxpayer revokes 
an average basis method election for a particular 
stock, the taxpayer’s revocation voids a single-
account election for that stock. Stock that became 
a covered security as a result of the single-account 
election ceases to be a covered security after the 
election is voided.

Conversely, if a taxpayer changes (rather than 
revokes) his or her basis determination method 
and ceases to use the average basis method in 
an account in which a single-account election 

single-account election for that stock. A broker 
that uses the average basis method as its default 
method is not permitted to make a single-account 
election for customers unless they provided a 
written notification of an average basis election.

Questions and Answers
The following questions and answers are 
selected from the IRS’s “Cost Basis Report-
ing Overview and FAQs” posted on its web-
site at www.irs.gov/Tax-Professionals 
/Cost-Basis-Reporting-Overview-and-FAQs.

Use of Average Basis

Question 1. 
Must brokers use the average basis method to 
determine basis?

Answer 1.
Investors may average the basis of identical shares 
of mutual fund or DRP stock. Brokers must use 
the average basis method if a customer elects the 
method and notifies the broker of the election. A 
broker may also choose the average basis method 
as its default method when determining basis for 
mutual fund and DRP stock unless a customer 
elects another permitted method. 

Question 2.
What qualifies as identical shares of stock?

Answer 2.
Shares of stock are identical when they have the 
same Committee on Uniform Security Identifica-
tion Procedures (CUSIP) number or other secu-
rity identifier that the IRS may designate in later 
published guidance. For purposes of averaging 
the basis of identical stock, stock acquired in con-
nection with a DRP is not identical to stock with 
the same CUSIP number that is not in a DRP.

Question 3.
If a DRP is terminated or the taxpayer withdraws 
his or her stock from the DRP, is the average basis 
method election still available?

Answer 3.
No. After termination of a DRP (or withdrawal of 
a taxpayer’s stock from a DRP), a taxpayer may 
no longer elect the average basis method. How-
ever, the basis of each share of stock immediately 
after the change is the same as the average basis 
immediately before the change.

http://www.irs.gov/Tax-Professionals/Cost-Basis-Reporting-Overview-and-FAQs
http://www.irs.gov/Tax-Professionals/Cost-Basis-Reporting-Overview-and-FAQs
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Specific Identification Method

Question 11.
If a taxpayer does not make an average basis elec-
tion, when must the taxpayer elect specific identi-
fication as the lot selection method?

Answer 11.
Taxpayers must identify stock sold by the earlier 
of the settlement date or the time for settlement 
under SEC regulations. 

Question 12.
Can a taxpayer use a standing order to specify a 
lot selection method?

Answer 12.
Yes, a broker may permit a taxpayer to identify 
lots to be sold by a standing order.

Question 13.
Is there any specific way that a taxpayer must 
communicate a lot selection?

Answer 13.
No. To enable the greatest flexibility to taxpay-
ers, there is no specific method designated by the 
regulations for communicating a lot selection.

Question 14.
Are brokers still required to provide a customer 
with written confirmation of the sale of specifi-
cally identified stock? If so, is a broker permit-
ted to communicate the required confirmation of 
sales of specific stock to a taxpayer electronically?

Answer 14.
Yes, the written confirmation requirement still 
applies. The regulations require brokers to pro-
vide written confirmation of the sale of stock 
that a customer specifically identified. Electronic 
confirmation satisfies the written confirmation 
requirement. The regulations also provide that 
account statements and other periodic account 
documents satisfy the written confirmation 
requirements if provided within a reasonable 
amount of time following a sale or transfer.

Question 15. 
How is specific identification achieved in an 
estate or trust?

Answer 15.
A trustee of a trust or an executor of an estate 
can satisfy the specific identification require-
ments by specifying the stock in writing in the 
estate or trust’s books and records. If the stock is 

was made, shares that were treated as held in a 
single account before the change continue to be 
covered securities and considered to be held in a 
single account.

Question 8.
Brokers may make the single-account election 
only for noncovered mutual fund or DRP stock 
for which they have accurate basis information. 
Must a broker know whether a taxpayer previ-
ously averaged mutual fund or DRP stock held 
by the broker?

Answer 8.
Yes, because accurate basis information includes 
whether the basis of stock held by the broker was 
previously averaged by the taxpayer. In prior 
years, a taxpayer made the average basis method 
election on the taxpayer’s return, and, for stock 
sold before 2012, a taxpayer using the method was 
required to average the basis of all identical stock 
held in any account. Therefore, a broker should 
exercise caution in making a single-account elec-
tion for mutual fund or DRP stock if a taxpayer 
may have averaged the basis in that account with 
the basis of stock held by other brokers.

Question 9.
How does a broker make a single-account 
election?

Answer 9.
A broker makes a single-account election sim-
ply by clearly noting it in its books and records, 
which must reflect the date of the election; the 
taxpayer’s name, account number, and taxpayer 
identification number (TIN); the stock subject to 
the election; and the taxpayer’s basis in the stock. 
The broker must notify the taxpayer of a single-
account election through reasonable means (such 
as mailings, circulars, or e-mail). The notice must 
clearly identify the securities subject to the elec-
tion and state that all securities will be treated as 
covered regardless of their acquisition date.

Question 10.
Does previously noncovered stock in a mutual 
fund or DRP for which a single-account election 
has been made remain covered upon transfer to a 
different broker?

Answer 10.
Yes, provided that the receiving broker received 
the required transfer statement from the other 
broker.
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■■ A cash advance or loan against the cardhold-
er’s account

■■ A check issued in connection with a pay-
ment card that is accepted by a merchant or 
other payee

■■ Any transaction in which the merchant or 
other payee is related to the issuer of the 
payment card

Third-Party Payment Network

A third-party payment network involves a central 
organization that holds accounts for provid-
ers of goods and services, with agreements for 
the central organization to settle transactions 
between the providers and their customers. It 
includes standards and mechanisms for settling 
the transactions, and a guarantee of payment. 
The network charges sellers a fee for facilitating 
the transactions.

The payment settlement entity (PSE) is gener-
ally responsible for filing Form 1099-K, but if a 
PSE contracts with an electronic payment facilita-
tor (EPF) to make payments on behalf of the PSE, 
the EPF is required to file Form 1099-K in lieu of 
the PSE. However, the PSE can file Form 1099-K 
if the parties agree to this in writing.

Changes to Form 1099-K

Form 1099-K was first required for reporting 
transactions in 2011. A few changes have been 
made for 2012.

1. To guard against identity theft, the form may 
show only the last four digits of the payee’s 
taxpayer identification number (TIN), unless 
the number is an employer identification 
number (EIN).

2. A new box indicates the type of transactions 
being reported (either payment card or third-
party network transactions).

3. Box 3 is now labeled as “Number of purchase 
transactions,” but a filer is not required to pro-
vide this information for tax year 2012.

The instructions for recipients of Form 
1099-K tell them to “See the separate instructions 
for your income tax return for using the informa-
tion reported on this form.” In 2011, business tax 
forms included a separate line for reporting the 
gross receipts shown in box 1 of Form 1099-K, 
but the IRS then instructed taxpayers to enter a 

distributed, the trustee or executor must identify 
the stock in writing to each distributee.

Form 1099-K

Payment card transaction reporting in 2012 is 
subject to the same rules that were in effect for 
2011, but backup withholding has been delayed 
until 2013.

Payment Card Transactions

I.R.C. § 6050W; 2008 Housing Act 
§ 3091
Effective for calendar years beginning after 2010 

■☞ Form 1099-K information returns report third-
party payments to sellers.

A merchant or other vendor should receive Form 
1099-K, Payment Card and Third Party Network 
Transactions, if the vendor either (a) accepts pay-
ment cards for any number or amount of pay-
ments or (b) has more than 200 transactions and 
received more than $20,000 in payments through 
a third-party network for the calendar year.

Form 1099-K reports the gross amount of 
a vendor’s total reportable transactions for the 
calendar year, without any adjustments for cred-
its, cash equivalents, discount amounts, fees, 
refunded amounts, or any other amounts. The 
dollar amount of each transaction is determined 
on the date of the transaction.

Definition of Payment Card

A payment card is any card issued through an 
arrangement that includes one or more issuers of 
the cards; a network of persons who are unrelated 
to each other and to the issuer and who agree to 
accept the cards as payment; and standards and 
mechanisms for settling the payment transac-
tions. Payment cards include credit cards, debit 
cards, and stored-value cards (that is, cards hav-
ing prepaid value, such as gift cards).

The following payment card transactions are 
not reportable on Form 1099-K:

■■ A withdrawal of funds at an automated teller 
machine (ATM) via payment card
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zero on that line and report all gross receipts on 
the next line.

Reporting for 2012

In responding online to a frequently asked ques-
tion about plans for reporting in 2012 [posted at 
www.irs.gov/uac/General-FAQs-on-New-Payment 

-Card-Reporting-Requirements#q1], the IRS 
stated that “there will be no reconciliation 
required on the 2012 Form 1099-K, nor do we 
intend to require reconciliation in future years.” 

Wording Is Unclear 

The use of the word “on” is somewhat ambigu-
ous, but the answer generally indicates that 
recipients of Form 1099-K will not be required to 
account for the Form 1099-K amounts separately 
on their 2012 business returns.

Coordination with I.R.C. § 6041

Information return filers should be careful not 
to duplicate reporting on Form 1099-K by also 
reporting the income on another form, such as 
Form 1099-MISC, Miscellaneous Income. I.R.C. 
§ 6050W explicitly granted the Secretary of the 
Treasury the power to draft regulations to pre-
vent duplicate reporting of the same transac-
tion. The final regulations under I.R.C. § 6050W 
provide that payment card and third-party net-
work transactions must be reported under I.R.C. 
§ 6050W (on a Form 1099-K) and not under any 
other Internal Revenue Code section.

Observation

Example 8.1 Cards Handled by 
Nonemployee 

An exhibitor hires a nonemployee worker to staff 
its booth at a trade show, and the worker swipes 
credit cards through a card reader on behalf of the 
business. The business, not the worker, receives 
the proceeds. The exhibitor pays the worker by 
check. The exhibitor should report its payments 
to the worker on Form 1099-MISC. It should 
not issue a Form 1099-K just because the worker 
physically accepted the credit cards.

Example 8.2 Payment Made with  
Credit Card

A business hires a sole proprietor plumber to 
revamp its washrooms to make them compli-
ant with disabled access standards, and it pays 
the plumber using a credit card. The business 
should not issue a Form 1099-MISC because the 
payment will be reported on Form 1099-K by 
the PSE. 

Example 8.3 Form 1099-K Reporting

Art Crafter has an online store for selling his hand-
made jewelry, and he accepts payments through a 
third-party network. In 2012, he received $34,322 
in payments for 267 transactions. His Form 
1099-K is shown in Figure 8.4. Art will include 
the $34,322 along with any income he made from 
direct sales on his Schedule C (Form 1040), Profit 
or Loss From Business (Sole Proprietorship).

If Art repaid any of the $34,322 as returns or 
allowances, he will make an adjustment on line 2 
of his Schedule C (Form 1040).
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postpones the application of the BWH rules to 
I.R.C. § 6050W payments for a year, so that the 
BWH requirements will apply only to payments 
made after December 31, 2012.

A payer making reportable payments other 
than interest or dividends generally must begin 
BWH at a 28% rate in two circumstances:

1. The payee fails to furnish his or her TIN to 
the payer in the required manner (generally 
on Form W-9, Request for Taxpayer Identifi-
cation Number and Certification).

2. The IRS notifies the payer that the TIN fur-
nished by the payee is incorrect.

A payer who does not collect and pay over 
BWH may become liable for any uncollected 
amount. 

In Notice 2011-42, 2011-23 I.R.B. 866, the 
IRS limited third-party network responsibility for 
BWH. A third-party network such as PayPal will 
be required to withhold only from payees who 

Backup Withholding

I.R.C. §§ 3406 and 6050W; 2008 
Housing Act § 3091
Scheduled to be effective for amounts paid after 
2011, but postponed until 2013

■☞ The IRS is delaying the requirement for 
backup withholding on reportable payment 
transactions until 2013.

I.R.C. § 6050W requires certain entities to file 
Form 1099-K to report a payee’s name, address, 
and TIN, as well as the gross amount of report-
able payment transactions. I.R.C. § 3406(b)(3)(F) 
and Treas. Reg. § 31.3406(b)(3)-5 require backup 
withholding (BWH) on reportable payment 
transactions made after December 31, 2011, if 
a payee does not furnish a TIN or furnishes an 
incorrect TIN.

However, the IRS provided some relief 
in Notice 2011-88, 2011-46 I.R.B. 748, which 

FIGURE 8.4 Form 1099-K Received by Art Crafter
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Continuation Coverage 
by Group Health Plans

COBRA is the Combined Omnibus Budget 
Reconciliation Act of 1985, Pub. L. No. 99-272. It 
requires group health plans for employers with 
more than 20 employees to allow temporary 
continuation of health coverage at group rates 
when the group coverage is lost due to certain 
events. A participating individual may be charged 
up to 102% of the applicable premium.

For an insured plan, this premium is the plan’s 
cost for a similarly situated beneficiary with 
respect to whom a qualifying event has not 
occurred. Note that this is not necessarily the 
amount that a similarly situated beneficiary is 
charged, because the employer is not required to 
subsidize a COBRA premium even if premiums are 
subsidized for current employees.

Self-insured plans must determine the applica-
ble premium using reasonable actuarial estimates 
of future costs. If a self-insured plan is substan-
tially unchanged, it can use the prior year’s cost 
plus a cost-of-living adjustment (COLA).

Form W-2 reporting is intended only to inform 
employees of the cost of their health care cover-
age, and it does not cause excludable employer-
provided health care coverage to become taxable. 
IRS Notice 2012-9, 2012-4 I.R.B. 315, stresses 
that nothing in I.R.C. “§ 6051(a)(14), this notice, 
or the additional guidance that is contemplated 
under § 6051(a)(14), causes or will cause other-
wise excludable employer-provided health care 
coverage to become taxable.” 

Notice 2010-69, 2010-44 I.R.B. 576, pro-
vided that the Form W-2 reporting was not 
mandatory for 2011 Forms W-2. Notice 2012-9 
provides interim guidance for 2012 Forms W-2 
and updates the guidance provided in Notice 
2011-28, 2011-16 I.R.B. 656. The guidance in 
Notice 2012-9 is applicable until further guidance 
is issued. Any future guidance that applies the 
reporting requirement to additional employers or 
categories of employers, or to additional types of 
coverage, will apply prospectively only and will 
not apply to any calendar year beginning within 6 
months of the date the guidance is issued. Report-
ing on Forms W-2 for 2012 will not be affected by 
any further guidance.

Practitioner
Note

receive at least 200 payments during a calendar 
year and fail to furnish a correct TIN. This relief 
partially harmonizes with the de minimis stan-
dard that exempts a third-party network from fil-
ing Form 1099-K for a payee unless the aggregate 
amount of payments to the payee in a calendar 
year exceeds $20,000 and the aggregate number 
of transactions exceeds 200. The $20,000 mon-
etary threshold is not considered for purposes of 
determining BWH obligations.

Information Return 
Customer Service

A special IRS telephone assistance line answers 
questions about reporting on Forms 1096, 1097, 
1098, 1099, 3921, 3922, 5498, W-2, W-2G, and 
W-3. The toll-free number is 866.455.7438; a non-
toll-free number is 304.263.8700. For TTY/TDD 
help, call 304.579.4827. The hours of operation 
are Monday through Friday from 8:30 am to 4:30 
pm eastern time.

Health Care Coverage Reporting

I.R.C. § 6051; 2010 Affordable Care 
Act § 9002
Effective for coverage provided in 2012

■☞ Employers who were required to file fewer 
than 250 wage statements for 2011 are not 
required to report the cost of health insurance 
on their wage statements for 2012.

I.R.C. § 6051(a)(14) generally provides that the 
cost of employer-sponsored health care coverage 
must be included on Form W-2, Wage and Tax 
Statement, for tax years beginning on or after Jan-
uary 1, 2011. The reportable cost is determined 
under rules similar to the I.R.C. § 4980B(f)(4) 
rules for applicable premiums for COBRA con-
tinuation coverage, and it is reported on Form 
W-2 in box 12, using code DD. It includes both 
the portion of the cost paid by the employer and 
the portion of the cost paid by the employee.

Practitioner
Note
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and employers that are not subject to the COBRA 
continuation coverage rules. However, Notice 
2012-9 continues to provide some exceptions.

■■ For 2012 Forms W-2 (and Forms W-2 for 
later years unless and until further guidance 
is issued), an employer is not subject to the 
reporting requirement for a calendar year 
if the employer was required to file fewer 
than 250 Forms W-2 for the preceding cal-
endar year. This rule is based on the I.R.C. 
§ 6011(e) provision that exempts employ-
ers from filing returns electronically if they 
file fewer than 250 returns. Whether an 
employer is required to file fewer than 250 
Forms W-2 is determined by the number 
of Forms W-2 that the employer would be 
required to file without regard to the use of 
an agent under I.R.C. § 3504 (Q&A-3). 

■■ Federally recognized Indian tribal gov-
ernments are not subject to the reporting 
requirements, and until further guidance is 
issued, tribally chartered corporations that 
are wholly owned by a federally recognized 
Indian tribal government also are not subject 
to the reporting requirements (Q&A-3).

■■ The cost of coverage provided under a self-
insured group health plan that is not subject 
to federal continuation coverage require-
ments is not required to be reported on 
Form W-2. Employers who provide cover-
age under a self-insured group health plan 
that is subject to federal continuation cover-
age requirements must report the cost of 
coverage on Form W-2 (Q&A-21).

■■ The cost of coverage provided under a 
government plan maintained primarily for 
members of the military or for members of 
the military and their families is not required 
to be included in the aggregate reportable 
cost reported on Form W-2 (Q&A-22).

Exclusion of Inclusions
Q&A-23 provides information for S corporations 
that are required to include premium payments 
in a shareholder-employee’s gross income, and 
for employers who make excess reimbursements 
to highly compensated employees under I.R.C. 
§ 105(h).

The health insurance cost reported as income 
for an S corporation 2% shareholder-employee is 

Notice 2011-28 

See pages 272–277 in the 2011 National Income 
Tax Workbook for a summary of the questions 
and answers in Notice 2011-28.

The guidance in Notice 2012-9 consists of 39 
questions and answers. 

■■ Q&A-1 and Q&A-2 discuss the general 
requirements for reporting. 

■■ Q&A-3 identifies employers subject to the 
reporting requirements. 

■■ Q&A-4 through Q&A-10 provide methods 
for reporting the cost on Form W-2. 

■■ Q&A-11 through Q&A-15 define certain 
terms related to the cost of coverage. 

■■ Q&A-16 through Q&A-23 describe the types 
of coverage required to be included. 

■■ Q&A-24 through Q&A-27 describe calcula-
tion methods to determine the cost. 

■■ Q&A-28 through Q&A-31 address other 
issues employers may encounter in deter-
mining the cost. 

■■ Q&A-32 through Q&A-39 provide guidance 
on additional issues not addressed in Notice 
2011-28.

The Q&As that contain transition relief 
related to certain types of employer-sponsored 
coverage are Q&A-3 (employers filing fewer than 
250 Forms W-2), Q&A-6 (Forms W-2 furnished to 
terminated employees before the end of the year), 
Q&A-17 (multiemployer plans), Q&A-18 (health 
reimbursement arrangements), Q&A-20 (certain 
dental and vision plans), Q&A-21 (self-insured 
plans of employers not subject to continuation 
coverage requirements), and Q&A-32 (coverage 
under an employee assistance program, on-site 
medical clinic, or wellness program).

Exemptions for 2012
In general, all employers that sponsor group 
health plan coverage during a calendar year are 
subject to the reporting requirement if the cover-
age is excludable from income under I.R.C. § 106 
(or would be excludable if it were employer-pro-
vided coverage). This includes government enti-
ties, churches and other religious organizations, 

Cross-
Reference
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must be included in his or her gross income, the 
employer must include $8,000 ($12,000 – $4,000) 
as the cost of coverage in determining the aggre-
gate reportable cost for that individual.

S Corporation 
Shareholder-Employees

For more information about the tax treatment of 
health insurance premiums for a 2% shareholder-
employee, see Notice 2008-1, 2008-2 I.R.B. 251.

Practitioner
Note

not included in determining the amount that is 
reportable under I.R.C. § 6051.

Similarly, the cost of applicable employer-
sponsored coverage does not include any excess 
reimbursements of highly compensated individu-
als that are included in gross income under I.R.C. 
§ 105(h). Therefore, an excess reimbursement 
that is included in income is subtracted from the 
full cost of coverage in determining the aggregate 
reportable cost. If, for example, an employer 
provides self-insured health coverage that costs 
$12,000, and a highly compensated individual 
receives a $4,000 excess reimbursement that 

FIGURE 8.5 Provisions Scheduled to Expire in 2012

I.R.C. Section(s) Provision  

Tax Rates

1(h), 55, 57, 1445, 
7518 Reduced capital gain rates for individuals

1(h), 163, 854, 557 Qualifying dividends taxed at capital gain rate

1(i) 10% tax rate for individuals; reduction of other rates

1(f)(8) Increase in 15% tax bracket for married filers

Business and Personal Credits

21 Increase in dollar limit, credit rate, and beginning of phase-down range for dependent 
care credit

23, 137 Adoption credit and assistance exclusion—increase to $10,000; higher-income phase-out 
range; allowance against AMT

24 Child tax credit increase to $1,000; $3,000 floor for refundable credit; AMT relief

25A American opportunity credit

32
Earned income credit—increased income for joint returns; 45% credit for 3 or more 

children; repeal of reduction for AMT; expansion of math error authority

40 Cellulosic biofuel producer credit

45 Period for placing wind facilities in service to qualify for the electricity production credit 
and for selling coal to qualify for the credit for production of Indian coal

45F Credit for employer-provided child care

48 Election to claim energy credit in lieu of electricity production credit for wind facilities

51 Work opportunity credit targeted to hiring veterans

PROVISIONS EXPIRING IN 2012 All taxpayers are likely to pay more 
federal income tax in 2013 than in 2012 on the same amount of income unless 
Congress acts to extend temporary tax cuts that were primarily enacted in 
2001 and 2003.

Figure 8.5, based on a report by the staff of the 
Joint Committee on Taxation, lists the Internal 
Revenue Code provisions that will expire on 

December 31, 2012, absent congressional action 
to extend them. A further explanation of several 
of these provisions follows the table.
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FIGURE 8.5 Provisions Scheduled to Expire in 2012 (continued)

I.R.C. Section(s) Provision  

Business and Personal Credits

53 Refundable long-term unused minimum tax credit

Income and Deductions

63 Increase in standard deduction for married taxpayers

68 Repeal of Pease limitation (overall reduction of itemized deductions for higher-income 
taxpayers)

108 CODI exclusion for discharge of principal residence debt

117 Tax-free treatment of certain health professions scholarship

127 Graduate education inclusion in employer-provided educational assistance

142(l)(8) Qualified green buildings and sustainable design project bonds

148 Increase in tax-exempt bonds for educational facilities

151 Repeal of PEP (personal exemptions phaseout for high-income taxpayers)

168(k) 50% AFYD; election to accelerate AMT credits in lieu of AFYD

168(l) Special depreciation allowance for cellulosic biofuel plant property

179 Increase in expensing limits to $125,000/$500,000 (indexed for inflation) 

221 Expanded student loan interest deduction

Corporate, Exempt Organization, and Other Provisions

341 Repeal of collapsible corporation rules

530 $2,000 contribution limit for Coverdell education savings accounts; April 15 contribution 
deadline; special needs beneficiary provisions

531, 541 Reduced rates for accumulated earnings tax and personal holding company tax

646 Modified tax treatment of electing Alaska Native Settlement Trusts

Estate and Gift Taxes, and IRS Procedures

2001, 2502 35% maximum estate and gift tax rate; modification of taxes to reflect credit differences 
resulting from different tax rates

2010 $5,000,000 (indexed for inflation) estate and gift tax exemption; surviving spouse’s use of 
last deceased spouse’s unused estate and gift tax exemptions

2011, 2053, 2058, 
2102, 2106, 2604

Estate tax deduction for state death taxes paid

2031 Expansion of estate tax conservation easement rules

2057 Repeal of qualified family-owned business deduction

2632, 2642 Modifications to generation-skipping transfer tax rules 

6166 Modifications to estate tax installment payment rules

6409 Tax refunds disregarded in administration of federal programs
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The 167% ratio is scheduled to return after 
2012 for all tax brackets, except the lower end of 
the 39.6% bracket. 

Changes to Credits

Several credits will be reduced without further 
extension legislation.

Adoption Credit
As explained earlier in this chapter, the adoption 
credit will drop to $6,000 for special needs adop-
tions and be eliminated for other adoptions after 
2012 unless extension legislation is enacted. The 
credit will also be allowed only to the extent the 
taxpayer’s regular tax exceeds his or her AMT. 

Child Tax Credit
The child tax credit for 2012 is $1,000 for each 
child under age 17, and is refundable if the tax-
payer has sufficient earned income. (The refund 
is limited to 15% of the taxpayer’s earned income 
in excess of $3,000.) 

After 2012, it is scheduled to drop to $500 and 
will again be refundable only for taxpayers with 
three or more qualifying children whose FICA 
taxes plus one-half of self-employment (SE) tax 
exceeds their EIC.

Dependent Care Credit
For 2012, the child and dependent care credit is 
based on up to $3,000 of qualifying expenses for 
the care of one dependent and $6,000 of qualify-
ing expenses for two or more dependents, with 
a 35% maximum credit rate. The credit rate 
is reduced by 1% for each $2,000 (or fraction 
thereof) by which the taxpayer’s AGI exceeds 
$15,000, until it reaches the 20% minimum credit 
rate at $43,000 of AGI.

After 2012, the credit base is scheduled to 
revert to $2,400 for one dependent and $4,800 
for two or more dependents, with a 30% maxi-
mum credit rate. The phased rate reduction from 
30% to 20% will begin at a $10,000 AGI, so that 
the 20% rate applies at $28,000 of AGI.

Example 8.4 Dependent Care Credit

Ken Hoyt is a single father with two dependent 
children under age 12 who are in day care while 

Income Tax Rates

If no action is taken, income tax rates will return 
to their pre-2001 legislation levels. 

Ordinary Income
In 2012, the individual income tax rates are 10%, 
15%, 25%, 28%, 33%, and 35%. After 2012, the 
rates are scheduled to increase at both the low and 
high ends, to 15%, 28%, 31%, 36%, and 39.6%.

Capital Gains
In 2012, the maximum tax rate on long-term 
capital gains is 0% for capital gain that is in the 
15% ordinary income tax bracket, and 15% for 
capital gain that is in a higher ordinary income 
tax bracket. These rates are scheduled to become 
10% and 20%, respectively, after 2012. The rates 
are scheduled to become 8% and 18% after 2012 
on capital gain from assets held for 5 years or 
more.

Qualified dividends have been taxed at the 
long-term capital gains tax rates since 2003. After 
2012, they are scheduled to be treated as ordinary 
income again.

Marriage Penalty
Although filing a joint return results in a lower 
tax for a one-income couple compared to a sin-
gle individual, a two-income couple generally 
has a higher tax before credits than two single 
individuals because the tax brackets for a joint 
return are not double those for a return filed 
by an unmarried person. Before 2001, each tax 
bracket for a joint return was 167% of the cor-
responding bracket for a single return, except for 
the lower end of the 39.6% bracket. Because each 
tax bracket for a married person filing a separate 
return is one-half of the joint return tax bracket, 
a married individual was treated as 83.33% of a 
single individual. 

The 2001 EGTRRA and the Jobs and Growth 
Tax Relief Reconciliation Act of 2003, Pub. L. 
No. 108-27, increased the 15% income tax rate 
bracket for a married couple filing a joint return 
to 200% of the corresponding tax bracket for an 
unmarried individual. Discrepancies remained in 
higher brackets, except for the lower end of the 
35% bracket. 
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he is working after school and during the sum-
mer break. During 2012, Ken paid $7,500 to the 
child care center. Ken earned $40,000 in 2012 
and received $10,000 in nontaxable child sup-
port payments.

For 2012, Ken’s child and dependent care 
credit is $1,320 (22% × $6,000). For 2013, with 
the same expense and income, the credit is sched-
uled to be $960 (20% × $4,800), a $360 ($1,320 
– $960) decrease.

Uniform Definition of 
Qualifying Child

The Working Families Tax Relief Act of 2004, Pub. 
L. No. 108-311, adopted a uniform definition of 
a qualifying child for the dependency exemption 
deduction, child tax credit, dependent care credit, 
and earned income credit that involves age, rela-
tionship, and residency tests. The EGTRRA sunset 
does not apply to these changes.

Earned Income Credit
The EGTRRA made several changes to the 
earned income credit (EIC). If no action is taken, 
the following rules that were in effect before those 
law changes will be reinstated:

■■ Earned income included nontaxable 
employee compensation, such as salary 
deferrals to a 401(k) plan and salary reduc-
tions under a cafeteria plan, as well as 
employer-provided meals and lodging.

■■ The maximum credit was for two or more 
children. (It was not increased for three or 
more children.)

■■ EIC was figured using modified AGI rather 
than AGI. Modified AGI required the tax-
payer to increase AGI by deductible capital 
losses; 75% of business (farm and nonfarm) 
and real estate rental losses; and 100% of 
losses from estates or trusts, nonbusiness 
rental of personal property, and royalties. 
Tax-exempt interest and the nontaxable part 
of pension, annuity, or IRA distributions 
were also included in modified AGI. 

■■ The tiebreaker rule when two or more per-
sons had the same qualifying child was the 

Practitioner
Note

higher (or highest) AGI, even if that person 
did not meet all the rules to claim the EIC.

■■ There were three requirements for an eli-
gible foster child: (1) The taxpayer cared 
for that child as his or her own child; (2) the 
child lived with the taxpayer for the whole 
year; and (3) the child was the taxpayer’s 
brother, sister, stepbrother, or stepsister (or 
a descendant of one of those individuals) or 
was a child placed with the taxpayer by an 
authorized placement agency.

■■ The EIC was reduced by the amount of the 
AMT shown on the taxpayer’s return.

■■ Married couples filing jointly used the same 
income ranges as unmarried taxpayers for 
calculating the EIC.

■■ The IRS did not have math error authority 
to deny the EIC if the federal child support 
registry indicated that the taxpayer was the 
noncustodial parent.
However, the change treating combat pay as 

earned income will continue to apply.

Education Credit
The American opportunity tax credit is a modifi-
cation of the Hope credit for the 2009–2012 tax 
years. Without an extension, the maximum Hope 
credit will return to its prior $1,500 level based 
on up to $2,000 of qualifying expenses [(100% × 
$1,000) + (50% × $1,000)] for only the first 2 
years of post-secondary education. The entire 
credit will be nonrefundable.

Deductions and  
Income Exclusions

The 2001 and 2003 acts also increased several 
deductions and exclusions, which will return 
to their pre-2001 levels if there is no extension 
legislation.

Standard Deduction
Prior law imposed another marriage penalty via 
the basic standard deduction for married tax-
payers. The basic standard deduction for a joint 
return was 167% of the basic standard deduction 
for unmarried taxpayers. Married taxpayers fil-
ing separate returns were limited to one-half 
of the joint return amount. Consequently, two 
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taxpayers who claimed standard deductions had 
a greater total deduction if they were unmarried 
than if they were married. The 2001 and 2003 
acts increased the joint return deduction to 200% 
of the deduction for unmarried taxpayers, and 
the standard deduction for a married person fil-
ing separately to the same amount as an unmar-
ried person. 

The basic standard deduction for joint returns 
is scheduled to drop to 167% of the deduction for 
unmarried taxpayers in 2013.

Separate Returns 

Married persons filing separate returns may claim 
a standard deduction only if both spouses claim 
the standard deduction. If either spouse itemizes 
deductions, the other spouse’s standard deduc-
tion is zero. Both spouses may itemize deductions.

Itemized Deductions
High-income taxpayers lost part of their item-
ized deductions in the 1991–2009 tax years. The 
full reduction was 3% of the taxpayer’s AGI that 
exceeded a specified amount per year, limited to 
80% of the otherwise allowable itemized deduc-
tions. Itemized deductions for medical expenses, 
investment interest, casualty and theft losses, and 
gambling losses were not subject to the reduc-
tion. A phaseout decreased the reduction for the 
2008 and 2009 tax years and eliminated it for the 
2010–2012 tax years. 

After 2012, the phaseout is scheduled to be 
reinstated. CCH Federal Tax Weekly, September 20, 
2012, estimates that if Congress does not extend 
the 2001 tax cuts, the applicable threshold for 
2013 will be $178,150 for most taxpayers. It 
is halved for married taxpayers filing separate 
returns.

Personal and Dependent 
Exemptions Deduction
The deduction for personal and dependent 
exemptions was also subject to a reduction in the 
1991–2009 tax years. Each personal and depen-
dency exemption was reduced by 2% for each 
$2,500 or fraction thereof ($1,250 or fraction 
thereof for a married person filing separately) of 

Practitioner
Note

excess AGI over a specified threshold amount. 
The exemptions were zeroed out when AGI 
exceeded the threshold amount by $125,000 
($2,500 × 50) for most taxpayers and $62,500 
($1,250 × 50) for married taxpayers filing sepa-
rate returns. A phaseout decreased the reduction 
for the 2008 and 2009 tax years and eliminated it 
for the 2010–2012 tax years.

After 2012, the phaseout is scheduled to 
return. The threshold for single taxpayers is the 
same as that for the itemized deduction phaseout, 
but it is 50% higher for a joint return and 125% 
higher for a head of household. It is 25% lower for 
a married person filing separately.

Education Benefits 
Three other education benefits will be reduced 
after 2012 in the absence of new legislation.

Student Loan Interest Deduction

Before the EGTRRA, interest on student loans 
was deductible only for the first 60 months dur-
ing which interest payments were required, and 
the deduction was limited to $2,000 annually. A 
phaseout of the deduction began when the tax-
payer’s modified AGI exceeded $40,000 ($60,000 
for a joint return) and ended $15,000 later.

In 2012, there is no limit on the repayment 
period, the maximum deduction is $2,500 a year, 
and the $15,000 phase-out range for unmarried 
taxpayers begins when AGI exceeds $50,000. 
Both ends of the phase-out range are doubled for 
a joint return (although the maximum deduction 
is still $2,500). 

After 2012, the student loan interest deduc-
tion rules are scheduled to return to the pre-2002 
levels.

Employer-Provided Education Assistance

Through 2012, an employer plan can provide up 
to $5,250 per year as tax-free assistance to each 
employee for undergraduate or graduate-level 
education. Almost any courses are eligible except 
those involving sports, games, and hobbies that 
are not required for a degree or reasonably 
related to the employer’s business.

Unless it is extended, this exclusion will not 
be available after 2012, but employees can still 
receive assistance with job-related education 
costs as a working condition fringe benefit.
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Cost Recovery

Options for deducting the cost of depreciable 
property in the year it is placed in service will 
be greatly reduced after 2012, unless extension 
legislation is enacted.

Additional First-Year Depreciation
With limited exceptions for property with a longer 
production period, AFYD will not be available 
for property placed in service after December 31, 
2012.

I.R.C. § 179 Expensing
The I.R.C. § 179 deduction is scheduled to drop 
to $25,000 for property placed in service during 
a tax year beginning in 2013, and the investment 
limit is scheduled to drop to $200,000.

Taxation of C Corporations

Two expiring provisions affect C corporations.

Accumulated Earnings Tax
The accumulated earnings tax is imposed on cor-
porations at the highest rate that an individual 
would pay on dividend income if the corpora-
tion accumulates income beyond the reasonable 
needs of the business rather than distributing it to 
its shareholders.

With the expiration of taxation of qualified 
dividends at the tax rate for long-term capital 
gains and the increase in ordinary income tax 
rates that are scheduled to occur after 2012, the 
accumulated earnings tax rate will rise from 15% 
to 39.6%.

The same rate change will apply to the undis-
tributed income of personal holding companies 
(sometimes called incorporated pocketbooks).

Collapsible Corporations
The collapsible corporation rules prevented tax-
payers from converting ordinary income into 
capital gain through the use of short-lived corpo-
rations. Such corporations were generally formed 
to construct, manufacture, or produce property 
in a single business venture (such as developing 
a subdivision or producing a movie) and then 

Fringe Benefits 

See Issue 2 in the “Business Issues” chapter of 
this book for more information about employee 
fringe benefit plans.

Coverdell Education Savings Accounts

When Coverdell education savings accounts 
(Coverdell ESAs, then called education indi-
vidual retirement accounts) were first available 
in 1998, the maximum annual contribution for 
a qualified beneficiary was $500. The EGTRRA 
(and later amendments) increased the annual con-
tribution limit to $2,000 for the 2002–2012 tax 
years. It also increased the AGI phase-out range 
for joint return filers to $190,000–$220,000, and it 
extended the due date for contributions from the 
last day of the tax year (generally December 31) to 
the unextended due date of the taxpayer’s return 
(generally April 15). It broadened the definition 
of qualifying expenses to include costs incurred for 
elementary and secondary education, waived the 
age 30 limit for beneficiaries with special needs, 
and included first cousins as family members.

Contributions to Coverdell ESAs are not 
deductible, but account earnings are tax deferred 
until they are withdrawn.

After 2012, the Coverdell ESA rules are 
scheduled to revert to those that were effective 
for 2001. The maximum contribution will be 
$500, with a $95,000–$110,000 AGI phase-out 
range for unmarried taxpayers and a $160,000–
$175,000 AGI phase-out range for joint return 
filers. 

Debt Discharge
Taxpayers whose mortgage holders discharged 
acquisition debt for their principal residence in tax 
years 2007–2012 could exclude up to $2,000,000 
of such canceled debt from their gross incomes. 
This provision expires for debt that is forgiven 
after December 31, 2012. 

Some homeowners may qualify to exclude 
the cancellation of debt income under other pro-
visions of I.R.C. § 108, such as insolvency, if the 
debt is forgiven after 2012.

Cross-
Reference
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Deductions
Several deductions that reduce a taxable estate 
will change with the EGTRRA sunset.

State Death Taxes

Estates that paid state death taxes could deduct 
those from the federal taxable estate in 2005–
2012. Before 2005, estates could take a credit for 
state death taxes. The deduction is scheduled to 
revert to the credit for deaths after 2012.

Qualified Family-Owned Business

The EGTRRA repealed an estate tax deduction of 
up to $675,000 of the value of a qualified family-
owned business that was available in 1998–2003. 
The deduction is scheduled to be reinstated after 
2012, and it can provide a benefit in years when 
the applicable exclusion amount does not exceed 
$1,300,000. At that point, coordination rules will 
eliminate the deduction’s benefit.

Conservation Easements

An executor may exclude part of the value of 
land subject to a qualified conservation easement 
from the gross estate. The EGTRRA eliminated 
the requirement that the land be located within 
25 miles of a metropolitan area, national park, or 
wilderness area, or within 10 miles of an urban 
national forest. That requirement is scheduled to 
reemerge after 2012.

Generation-Skipping Transfer Tax
The generation-skipping transfer (GST) tax 
imposes an additional tax if an individual skips 
over the next generation and gives or bequeaths 
property to someone in a later generation (for 
example, gives property to a grandchild instead 
of a child). The GST tax rate is the maximum 
estate tax rate. A GST exemption is equal to the 
estate tax applicable exclusion amount, so it will 
change as the estate tax applicable exclusion 
amount changes.

liquidated before the corporation realized at least 
two-thirds of the income from selling that prop-
erty. I.R.C. § 341 provided that if the corporation 
were collapsed within 3 years of formation, the 
shareholders’ sales proceeds were treated as ordi-
nary income rather than capital gain.

The 1986 law change requiring corporations 
to recognize gain on distributions of appreciated 
property diminished the value of the collapsible 
corporation strategy, and the EGTRRA repealed 
I.R.C. § 341, but with the EGTRRA sunset, I.R.C. 
§ 341 is scheduled to be reinstated in 2013. 

Estate and Gift Taxes

After the turmoil of the 2010 estate tax repeal and 
reinstatement, the sunset of the 2001 tax cuts will 
bring back several pre-2001 rules for estate and 
gift taxes if there is no further legislation.

Maximum Tax Rate and  
Unified Credit
For 2012, the maximum rate is 35%, and the appli-
cable exclusion amount is $5,120,000. The appli-
cable exclusion amount is generally the threshold 
for a requirement to file Form 706, United States 
Estate (and Generation-Skipping Transfer) Tax 
Return, but prior taxable gifts must be added 
back to the gross estate in determining the filing 
requirement. A $1,772,800 unified credit covers 
the tax on a $5,120,000 taxable estate.

In 2001, the unified credit was $220,550, 
which eliminated taxes on a total of $675,000 (the 
applicable exclusion amount) of taxable gifts and 
taxable estate.

For deaths after 2012, the maximum estate tax 
rate is scheduled to rise to 55%, with a $1,000,000 
applicable exclusion amount. This was the exclu-
sion amount scheduled to be effective in 2006 
before the EGTRRA changes.

Portability
The surviving spouse of an individual who died 
in 2011 or 2012 could elect to add the deceased 
spouse’s unused exclusion amount to his or her 
own applicable exclusion amount. This election 
expires for deaths after 2012. 



280   PROVISIONS EXPIRING IN 2012

from 45 to 15, and stock in qualifying lending and 
finance businesses will not be treated as stock in 
an active trade or business company.

Estate Tax Installment Payments
Estates that include eligible closely held busi-
nesses may qualify to pay some of the estate tax in 
up to 10 installments if the business’s value consti-
tutes more than 35% of the estate. The EGTRRA 
sunset will reduce the allowable number of part-
ners and shareholders in a closely held business 

PROVISIONS TAKING EFFECT IN 2013 Several tax-related provisions 
of the 2010 Affordable Care Act become effective in 2013, as do new report-
ing requirements for foreign financial institutions.

The Patient Protection and Affordable Care Act 
of 2010 (Affordable Care Act), Pub. L. No. 111-
148 [as amended by the Health Care and Educa-
tion Reconciliation Act of 2010 (Reconciliation 
Act), Pub. L. No. 111-152], includes the following 
provisions that become effective in 2013: 

■■ The itemized deduction floor for deducting 
medical expenses increases to 10% of AGI. 

■■ Cafeteria plan reimbursements of medical 
expenses through a health flexible spending 
arrangement (FSA) are limited to $2,500. 

■■ An additional 0.9% employee-only Medicare 
tax is imposed on wages and self-employ-
ment (SE) income exceeding levels that vary 
with the taxpayer’s filing status.

■■ The net investment income of higher-
income individuals, plus some estates and 
trusts, is subject to a 3.8% Medicare tax.

■■ Manufacturers and importers must pay a 
2.3% tax on the sale of medical devices. 

■■ A health insurance company’s deduction for 
any executive’s compensation is limited to 
$500,000. 

Another act, the Foreign Account Tax Com-
pliance Act (FATCA), Pub. L. No. 111-147, 
imposes new reporting requirements on foreign 
financial institutions.

10% Itemized Deduction Floor

I.R.C. § 213; Affordable Care Act 
§ 9013
Generally effective for tax years beginning in 
2013

■☞ The threshold for deducting medical expense 
increases from 7.5% to 10% of AGI.

Currently, otherwise qualifying medical expenses 
are deductible as itemized deductions only to the 
extent the total amount of such expenses exceeds 
7.5% of the AGI shown on the individual’s tax 
return. For tax years beginning after 2012, that 
threshold will increase to 10%, unless the tax-
payer or the taxpayer’s spouse is at least age 65. 
During the 2013–2016 tax years, taxpayers who 
reach age 65 by the end of the tax year will retain 
the 7.5% threshold, so that the 10% threshold will 
not be imposed until January 1, 2017.

The 10% floor continues to apply to all tax-
payers for calculating AMT, which will eliminate 
the AMT adjustment for medical expense.

Example 8.5 Age 65 Transition Rule

Justin Thyme was born July 15, 1949, and will be 
65 in 2014. For 2013, his medical expenses are 
deductible only to the extent they exceed 10% of 
his AGI. For the 2014–2016 tax years, his floor 
for medical expense deductions drops to 7.5% of 
his AGI, but it will return to 10% for 2017 and 
later years. 
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The $2,500 limit on health FSA salary reduc-
tion contributions applies on a plan-year basis and 
is effective for plan years beginning after Decem-
ber 31, 2012. If a cafeteria plan has a short plan 
year (that is, fewer than 12 months), the $2,500 
limit must be prorated based on the number of 
months in the short plan year.

Employee-by-Employee Basis
The $2,500 limit on salary reduction contribu-
tions to a health FSA applies on an employee-
by-employee basis, regardless of the number of 
other individuals (for example, a spouse, depen-
dent, or adult child) whose medical expenses are 
reimbursable under the employee’s health FSA. 
If both spouses are eligible to elect salary reduc-
tion contributions to an FSA, each spouse may 
elect contributions of up to $2,500, even if both 
participate in the same health FSA sponsored by 
the same employer.

All employers that are treated as a single 
employer under the controlled group and affili-
ated service group rules are treated as a single 
employer for purposes of the $2,500 limit. If an 
employee participates in multiple cafeteria plans 
offering health FSAs maintained by members 
of a controlled group or affiliated service group, 
the employee’s total health FSA salary reduc-
tion contributions under all of the cafeteria plans 
are limited to $2,500. However, an employee 
employed by two or more employers that are not 
members of the same controlled group may elect 
up to $2,500 under each employer’s health FSA.

An employer may make flex credits available 
to an employee who is eligible to participate in a 
cafeteria plan, to be used at the employee’s elec-
tion only for one or more qualified benefits [Prop. 
Treas. Reg. § 1.125-5(b)]. For example, if an 
employer contributes a $500 flex credit to each 
employee’s health FSA for the 2013 plan year, 
each employee may still elect to make a $2,500 
salary reduction contribution to the health FSA 
for that plan year. However, if employees may 
elect to receive cash or a taxable benefit instead of 
a nontaxable benefit, the flex credits are treated 
as salary reduction contributions.

Correction of Errors
If a cafeteria plan timely complies with the writ-
ten plan requirement limiting health FSA sal-
ary reduction contributions, but one or more 

Justin’s wife, Lil, was born January 31, 1955, 
and will not be 65 until 2020. Because Justin is 65, 
they can both use the 7.5% threshold for medi-
cal expense deductions on their 2014–2016 tax 
returns, even if they file separately. 

FSA Reimbursements

I.R.C. § 125; Affordable Care Act 
§ 9005
Effective for tax years beginning after December 
31, 2012

■☞ The maximum reimbursement under a 
cafeteria plan health FSA is limited to $2,500.

Beginning in 2013, reimbursements of medi-
cal expenses through a salary reduction health 
FSA that is part of a cafeteria plan are limited to 
$2,500, to be adjusted for inflation in subsequent 
years. The limit must be prorated for coverage 
periods that are less than 12 months, and all caf-
eteria plans of an employer or related employers 
are aggregated when applying the limit. 

The limit does not apply to salary reduction 
contributions to cafeteria plans that are used to 
pay an employee’s share of health coverage pre-
miums or to fund a health savings account (HSA). 
It also does not apply to the amount of expenses 
that an employer can pay through a health reim-
bursement account (HRA), an HSA, or an FSA 
that is not part of a cafeteria plan, even if the 
employee selects these benefits using nonelective 
employer contributions, sometimes called flex 
credits.

Notice 2012-40, 2012-25 I.R.B. 1046, allows 
cafeteria plans to retroactively adopt the required 
plan amendments to reflect the $2,500 limit at 
any time through the end of calendar year 2014. 
It provides that unused salary reduction contri-
butions for 2012 and later plan years that are 
carried over into the allowable 2½-month grace 
period [Notice 2005-42, 2005-1 C.B. 1204] do not 
count against the $2,500 limit for the subsequent 
plan year, and it provides relief for excess salary 
reduction contributions that are due to a reason-
able mistake and not willful neglect and that are 
corrected by the employer.
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FIGURE 8.6 Additional Medicare Tax  
on Earned Income

Filing Status
Threshold 
Amount

Married filing jointly $250,000

Married filing separately $125,000

Single $200,000

Head of household  
(with qualifying person) $200,000

Qualifying widow(er) with 
dependent child $200,000

Thus, the threshold for the additional tax 
applies to the combined wages of a married 
couple when they file a joint return. There is no 
employer matching share.

Withholding Requirement
An employer is required to withhold the additional 
Medicare tax only for the wages that the employer 
pays that exceed the $200,000 threshold, regard-
less of the employee’s marital status. Neither the 
amount of a spouse’s wages nor the wages from 
another employer are considered. Therefore, all 
of the tax may not be withheld when an employee 
is married or has more than one job. Even with 
only one job, the employee is liable for the tax if 
the employer fails to withhold it.

Example 8.6 Married Taxpayers 

Bob and Snow White are married and file a joint 
return. Bob’s wages are $175,000, and Snow’s 
wages are $100,000, for a combined wage amount 
of $275,000. Neither employer is required to with-
hold the additional 0.9% Medicare tax, because 
neither employee separately earned more than 
$200,000 in wages. However, Bob and Snow will 
owe the additional 0.9% tax on at least $25,000 
when they file their federal income tax return(s) 
for 2013. 

■■ If they file separately, Bob will owe the 0.9% 
tax on $50,000 ($175,000 – $125,000). Sally 
will owe no more tax. 

■■ If they file jointly, they will owe the 0.9% tax 
on $25,000 ($275,000 – $250,000). 

The additional Medicare tax not withheld by 
an employer must be taken into account in deter-
mining their liability for estimated tax payments. 

employees are erroneously allowed to elect a 
salary reduction exceeding $2,500, the cafeteria 
plan will continue to be an I.R.C. § 125 cafeteria 
plan for that plan year if three criteria are satisfied:

1. The terms of the plan apply uniformly to all 
participants.

2. The error results from a reasonable mistake 
by the employer or the employer’s agent and 
is not due to willful neglect by the employer 
or the agent.

3. The salary reduction contributions in excess 
of $2,500 are paid to the employee and 
reported as wages for income tax withhold-
ing and employment tax purposes on the 
employee’s Form W-2, Wage and Tax State-
ment, or Form W-2c, Corrected Wage and 
Tax Statement.

The relief for erroneous excess contribu-
tions is not available if the employer’s federal tax 
return is under examination with respect to ben-
efits provided under a cafeteria plan for the plan 
year when the failure to comply occurred.

Medicare Tax on Earned Income

I.R.C. §§ 1401(b)(2) and 3101(b)(2); 
Affordable Care Act §§ 9015 and 10906
Effective for tax years beginning after December 
31, 2012

■☞ An additional 0.9% employee-only Medicare 
tax applies to wages and SE income exceeding 
$250,000 for joint returns, $200,000 for 
unmarried taxpayers’ returns, and $125,000 
for a married filing separately return.

Some individuals will have additional Medi-
care tax withheld by their employers in 2013, 
and others will have an additional liability when 
they file their federal income tax returns for the 
2013 tax year. A 1.45% Medicare tax is already 
deducted from all FICA wages and matched by 
the employer for a total Medicare tax of 2.9%. 

Beginning in 2013, an additional 0.9% tax will 
apply to excess earned income if the total report-
able wages and SE income on a federal income 
tax return exceed a threshold amount that varies 
by filing status, as shown in Figure 8.6.
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that are subject to the regular Medicare tax are 
subject to additional Medicare tax withholding if 
they exceed the $200,000 withholding threshold.

Question 3.
On what wages must an employer withhold the 
additional Medicare tax?

Answer 3.
The statute requires an employer to withhold the 
additional Medicare tax on wages or compensa-
tion it pays to an employee in excess of $200,000 
in a calendar year. An employer has this withhold-
ing obligation even though an employee may not 
be liable for the additional Medicare tax because, 
for example, the employee’s compensation com-
bined with that of his or her spouse when filing a 
joint return does not exceed the $250,000 liabil-
ity threshold. Any withheld additional Medicare 
tax will be credited against the total tax liability 
shown on the individual’s income tax return.

Question 4.
Is an employer required to notify an employee 
when it begins withholding the additional Medi-
care tax?

Answer 4.
No. There is no requirement that an employer 
notify its employee.

Question 5.
Is there an employer match for the additional 
Medicare tax (as there is with the regular Medi-
care tax)? 

Answer 5.
No. There is no employer match for the addi-
tional Medicare tax.

Question 6.
May an employee request additional withholding 
specifically for the additional Medicare tax?

Answer 6.
No, but an employee who anticipates liability for 
the additional Medicare tax may give his or her 
employer a new Form W-4, Employee’s With-
holding Allowance Certificate, to request that 
the employer withhold an additional amount of 
income tax. This additional income tax withhold-
ing will be applied against all taxes shown on the 
individual’s income tax, including any additional 
Medicare tax liability.

Self-Employment Tax
The additional Medicare tax also applies to the 
Medicare portion of SE tax on SE income in 
excess of the threshold amount. The threshold 
amount is reduced (but not below zero) by the 
taxpayer’s FICA wages. 

The additional tax is not included in calculat-
ing the adjustment to gross income for SE tax, and 
the 92.35% figure used in calculating net earnings 
from self-employment is not altered.

Example 8.7 SE Income and Wages

India Enque, who is single, has $180,000 in Form 
W-2 wages and $70,000 in net earnings from self-
employment for 2013. Her total earned income 
is $250,000. The $200,000 threshold for applying 
the additional Medicare tax to her net earnings 
from self-employment is reduced by her $180,000 
in wages, so her threshold for exemption from 
the additional Medicare tax is $20,000 ($200,000 
– $180,000). India will owe the additional 0.9% 
Medicare tax on $50,000 ($70,000 – $20,000) of 
her net earnings from self-employment.

Questions and Answers
The following questions and answers are adapted 
from information posted at 
www.irs.gov /Businesses/Small-Businesses-& 

-Self-Employed/Questions-and-Answers-for-the 

-Additional-Medicare-Tax.

Question 1.
What wages are subject to the additional Medi-
care tax?

Answer 1.
All wages that are currently subject to Medicare 
tax are subject to the additional Medicare tax if 
they are paid in excess of the applicable threshold 
for an individual’s filing status. This includes Rail-
road Retirement Tax Act (RRTA) compensation 
that is subject to the Medicare tax.

Question 2.
Are wages paid to employees who are nonresi-
dent aliens or U.S. citizens living abroad subject 
to additional Medicare tax withholding?

Answer 2.
There are no special rules for nonresident aliens 
and U.S. citizens living abroad for purposes of 
this provision. Wages earned by such individuals 
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for the employee, the additional amount must 
be included in the employee’s income. See Sec-
tion 4 of Publication 15-B, Employer’s Tax Guide 
to Fringe Benefits, for more information about this 
wage gross-up.

Question 10.
If an employee will receive tips and wages in 
excess of $200,000 in the calendar year, how is 
additional Medicare tax paid on the tips?

Answer 10.
To the extent tips and wages exceed $200,000, 
an employer applies the same withholding rules 
for additional Medicare tax as it does currently 
for Medicare tax. An employer withholds Medi-
care tax on the employee’s reported tips from 
wages it pays to the employee. If the employee 
does not receive enough wages for the employer 
to withhold all the taxes that the employee owes, 
the employee may give the employer money to 
pay the rest of the taxes. The employee may need 
to make estimated tax payments to cover any 
shortage.

Question 11.
If a former employee receives group-term life 
insurance coverage in excess of $50,000 and the 
resulting income is in excess of $200,000, how 
does an employer report additional Medicare tax 
on this?

Answer 11.
The imputed cost of coverage in excess of 
$50,000 is subject to social security and Medicare 
taxes, and to the extent that in combination with 
other wages it exceeds $200,000, it is also sub-
ject to the additional Medicare tax. When group-
term life insurance over $50,000 is provided to 
an employee (including a retiree) after his or her 
termination, the employee share of social secu-
rity and Medicare taxes and additional Medicare 
tax on that period of coverage is paid by the for-
mer employee with his or her tax return and is 
not collected by the employer. However, unlike 
the uncollected portion of the regular Medicare 
tax, an employer may not report the uncollected 
additional Medicare tax in box 12 of Form W-2 
with code N.

Question 12.
For employees who receive third-party sick pay, 
will wages paid by an employer and by the third 
party need to be aggregated to determine whether 
they meet the $200,000 withholding threshold?

Question 7.
If an employee’s annual Medicare wages are 
expected to exceed $200,000, will an employer 
withhold additional Medicare tax from the begin-
ning of the year or only after the year-to-date 
Medicare wages actually exceed $200,000?

Answer 7.
An employer should begin withholding addi-
tional Medicare tax in the pay period in which it 
pays wages in excess of $200,000 to an employee.

Question 8.
If a single payment of wages to an employee 
exceeds the $200,000 withholding threshold, will 
an employer withhold the additional Medicare 
tax on the entire payment?

Answer 8.
No, the additional Medicare tax withholding 
applies only to wages that exceed $200,000 in a 
calendar year. Withholding rules for this tax are 
different than the income tax withholding rules 
for supplemental wages in excess of $1,000,000.

Example 8.8 Bonus Puts Wages above 
$200,000

Missy Sippy received $180,000 in wages through 
November 30, 2013. On December 1, 2013, 
Missy’s employer paid her a $50,000 bonus. The 
employer is required to withhold the additional 
Medicare tax on $30,000 of the $50,000 bonus 
and may not withhold the additional Medicare 
tax on the other $20,000. The employer also must 
withhold the additional Medicare tax on any 
other wages paid to Missy in December 2013. 

Question 9.
What should an employer do if an employee 
receives compensation that is not paid in money, 
such as fringe benefits, from which additional 
Medicare tax cannot be withheld?

Answer 9.
The employer calculates wages for purposes of 
withholding the additional Medicare tax in the 
same way that it calculates wages for withhold-
ing the regular Medicare tax. The employer is 
required to withhold the additional Medicare 
tax on total wages, including noncash fringe 
benefits, in excess of $200,000. The additional 
tax could be collected from the employee’s cash 
wages. If the employer pays the additional tax 
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$200,000 withholding threshold if the payer is 
not a common paymaster. Publication 15-A, Sec-
tion 7, contains more information on common 
paymasters.

Question 15.
Should an agent combine an employee’s wages for 
purposes of determining whether wages are paid 
in excess of the $200,000 withholding threshold, 
if it is an agent for two employers (with approved 
Forms 2678, Employer/Payer Appointment of 
Agent), and it pays wages to an employee who 
performs services for both employers?

Answer 15.
No. An agent with approved Forms 2678 acting 
as an agent for two employers should not com-
bine the wages paid on behalf of the separate 
employers in determining whether to withhold 
the additional Medicare tax.

Question 16.
Will the IRS be changing the employment tax 
forms that are completed by employers and 
payroll service providers to report Medicare tax 
withholding?

Answer 16.
Yes. The IRS plans to release drafts of revised 
forms.

New Line on 2013  
Form 941

During an IRS payroll industry conference call on 
June 7, 2012, John Tuzynski, Chief of Employment 
Tax Operations for the IRS’s Small Business/Self-
Employed (SB/SE) Division, said that an additional 
line will be added to the 2013 Form 941, Employ-
er’s QUARTERLY Federal Tax Return, to report this 
tax. However, Form W-2 will not be revised. All 
employee Medicare tax withholding will continue 
to be reported in box 6 of Form W-2.

Practitioner
Note

Answer 12.
Yes. Wages paid by an employer and by the 
third party need to be aggregated to determine 
whether they meet the $200,000 withholding 
threshold. The same rules that currently assign 
responsibility for sick pay reporting and payment 
of Medicare tax based on which party is treated 
as the employer (the employer, the employer’s 
agent, or a third party that is not the employer’s 
agent) apply also to the additional Medicare tax. 
For more information on sick pay, see Publica-
tion 15-A, Employer’s Supplemental Tax Guide, and 
Notice 91-26, 1991-2 C.B. 619.

Question 13.
If an employee has amounts deferred under a 
nonqualified deferred compensation (NQDC) 
plan, when is the NQDC taken into account as 
wages for purposes of withholding the additional 
Medicare tax? 

Answer 13. 
An employer calculates wages for purposes 
of withholding additional Medicare tax from 
NQDC in the same way that it calculates wages 
for withholding the existing Medicare tax from 
NQDC. Thus, when the NQDC is taken into 
account as wages for FICA tax purposes under 
the special timing rule described in Treas. Reg. 
§ 31.3121(v)(2)-1(a)(2), the NQDC is likewise 
taken into account under the special timing rule 
for purposes of determining an employer’s obli-
gation to withhold the additional Medicare tax. 
Additional information about the special timing 
rules for NQDC is in Publication 957, Reporting 
Back Pay and Special Wage Payments to the Social 
Security Administration.

Question 14.
Should an employer combine an employee’s 
wages for services performed for all of its subsid-
iaries if it has an employee who performs services 
for more than one subsidiary in its company, but 
the payroll is paid through one of the subsidiaries?

Answer 14.
When an employee is performing services for 
multiple subsidiaries of a company, and each 
subsidiary is an employer of the employee with 
regard to the services the employee performs for 
that subsidiary, the wages paid by the payer on 
behalf of each subsidiary should be combined 
only if the payer is a common paymaster. The 
wages are not combined for purposes of the 
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Exemptions from the 
3.8% Medicare Tax

The new Medicare tax does not apply to non-
resident aliens, to tax-exempt trusts, to exempt 
charitable remainder trusts, or to other trusts if 
the all of the unexpired interests in the trust are 
devoted to charitable purposes. The tax will not 
be deductible for income tax purposes.

Net investment income is investment income 
reduced by the deductions that are properly allo-
cable to it. Investment income is the sum of the fol-
lowing amounts:

1. Gross income from interest, dividends, annui-
ties, royalties, and rents (an exception applies 
if these types of income are derived from a 
trade or business to which the tax does not 
apply)

2. Gross income derived from businesses that 
are passive activities

3. Gross income derived from businesses that 
consist of trading financial instruments or 
commodities 

4. Net gain from the disposition of property that 
is taken into account in computing taxable 
income (an exception applies if the property 
was held in a trade or business to which the 
tax does not apply)

No IRS Guidance 

As of September 12, 2012, the IRS had not issued 
any guidance for this new section of the Internal 
Revenue Code.

Investment income does not include distribu-
tions from retirement plans that are described in 
I.R.C. §§ 401(a), 403(a), 403(b), 408, 408A, and 
457(b). It also does not include amounts that are 
subject to SE tax. Income from gain or loss on 
working capital is not treated as derived from a 
trade or business and thus is subject to the tax. 
Except for businesses that consist of trading finan-
cial instruments or commodities, the tax does not 
apply to trades or businesses conducted by a sole 
proprietor, partnership, or S corporation, unless 
the business is a passive activity for the taxpayer.

Practitioner
Note

Observation

Medicare Tax on  
Unearned Income

I.R.C. § 1411(new); Reconciliation Act 
§ 1402
Effective for tax years beginning after December 
31, 2012

■☞ The unearned income of higher-income 
individuals, estates, and trusts is subject to a 
3.8% Medicare tax in 2013 and later years. 

Social security benefits and certain Medicare 
benefits are financed primarily by payroll taxes 
on covered wages and the SE tax on net earn-
ings from self-employment. There is no ceiling on 
the amount of earned income that is subject to 
the Medicare tax, but before 2013 it has not been 
imposed on unearned income, such as invest-
ment income.

Beginning in 2013, a 3.8% Medicare tax will 
be imposed on the net investment income of 
certain individuals, estates, and trusts, if the tax-
payer’s modified adjusted gross income (MAGI) 
exceeds a threshold amount, as shown in Figure 
8.7. MAGI is AGI plus the amount of any foreign 
earned income exclusion on the return. 

 FIGURE 8.7 Additional Medicare Tax on 
Unearned Income

Filing Status
Threshold 
Amount

Married filing jointly and 
surviving spouses $250,000

Married filing separately $125,000

Single $200,000

Head of household (with 
qualifying person) $200,000

Trusts and estates* $  11,650

* $11,650 is the starting point for the highest tax bracket for 
2012. The 2013 brackets were not available at the time this 
material was prepared. 

The threshold amount for an estate or trust 
is the dollar amount at which the highest income 
tax bracket applicable to an estate or trust begins. 
The tax will be imposed on the smaller of the 
entity’s undistributed net investment income or 
the excess of its AGI over the threshold amount.
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Question 3.
What is the effect if they keep both houses and 
turn one into a rental property?

Answer 3.
It is unlikely that they would have a net rental 
profit exceeding $50,000, to bring their MAGI 
above the $250,000 threshold. But the net rent is 
investment income, so it is potentially subject to 
the 3.8% tax.

Partners and 
S Corporation 
Shareholders

S corporation shareholder-employees can gener-
ally avoid the two new Medicare taxes by keep-
ing their wages below the threshold for the 0.9% 
tax on earned income and ensuring that they 
materially participate in the business so that their 
shares of S corporation profits are not investment 
income. (The wages must be reasonable for the 
services they provide to the S corporation.) Avoid-
ing the tax on earned income may be more dif-
ficult for partners in a general partnership, who 
will owe SE tax on their shares of the partnership’s 
ordinary income. Because a limited partnership 
interest is almost always a passive activity, limited 
partners could become liable for the 3.8% tax on 
unearned income.

Roth IRAs and  
Roth 401(k)s

Pension and IRA income is not subject to the 3.8% 
tax, but its inclusion in AGI could cause investment 
income to become subject to the tax. Because 
qualified distributions from Roth accounts are 
excluded from gross income, these accounts may 
become even more attractive to higher-income 
earners.

Passive Activities 

See the “Loss Limitations” chapter of this book 
for a discussion of the passive activity rules.

Gain or loss on disposition of a partnership 
interest or stock in an S corporation is taken into 
account only to the extent the gain or loss would 
be taken into account by the partner or share-
holder if the entity had sold all its properties for 
their FMV immediately before the disposition. 
Thus, only the net gain or loss attributable to 
investment or passive activity assets is taken into 
account.

Example 8.9 Medicare Tax  
on Unearned Income

Kevin and Lynn Urban are retirees who own a 
main home in Indiana and a vacation home in 
Arizona. They decided to sell their home in Indi-
ana in 2013, and they realized a $75,000 gain. 
Their other income from pensions, investments, 
taxable social security benefits, and part-time 
employment totals $200,000, and they file a joint 
return. 

Question 1.
It appears that their AGI will be $275,000 
($200,000 + $75,000). Will they owe the 3.8% 
Medicare tax on $25,000 ($275,000 – $250,000)?

Answer 1. 
That depends on whether they qualify for and 
claim the I.R.C. § 121 exclusion of gain on sale 
of their main home. If they exclude the $75,000 
gain, their $200,000 AGI is still less than the 
$250,000 threshold for a joint return.

Question 2.
Is the answer different if they sold the Arizona 
home instead, for a similar net gain?

Answer 2.
Then they would owe the tax because the gain 
would be included in taxable income. The tax 
will be assessed on $25,000—the lesser of their net 
investment income, which includes the $75,000 
gain, and the $25,000 ($275,000 – $250,000) 
excess MAGI.

Cross-
Reference
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[REG–113770–10, 2012-13 I.R.B. 587] provide 
a facts and circumstances approach to this retail 
exemption, considering the following factors:

■■ Whether consumers who are not medi-
cal professionals can purchase the device 
through retail businesses that also sell items 
other than medical devices, such as drug 
stores, supermarkets, and similar vendors

■■ Whether consumers who are not medical 
professionals can use the device safely and 
effectively for its intended medical purpose 
with minimal or no training from a medical 
professional

■■ Whether the device is classified by the FDA 
under Subpart D of 21 C.F.R. Part 890, 
“Physical Medicine Devices”

The following factors suggest that the device 
is a taxable medical device that is not eligible for 
the retail exemption.

■■ The device generally must be implanted, 
inserted, operated, or otherwise adminis-
tered by a medical professional.

■■ The cost to acquire, maintain, and/or use 
the device requires a large initial invest-
ment and/or ongoing expenditure that is not 
affordable for the average consumer.

■■ The device is a Class III device under the 
FDA system of classification.

■■ The device is classified by the FDA under

■V 21 C.F.R. Part 862, “Clinical Chemistry 
and Clinical Toxicology Devices”; 21 
C.F.R. Part 864, “Hematology and 
Pathology Devices”; 21 C.F.R. Part 
866, “Immunology and Microbiology 
Devices”; 21 C.F.R. Part 868, 
“Anesthesiology Devices”; 21 C.F.R. 
Part 870, “Cardiovascular Devices”; 
21 C.F.R. Part 874, “Ear, Nose, and 
Throat Devices”; 21 C.F.R. Part 876, 
“Gastroenterology-Urology Devices”; 
21 C.F.R. Part 878, “General and Plastic 
Surgery Devices”; 21 C.F.R. Part 882, 
“Neurological Devices”; 21 C.F.R. Part 
886, “Ophthalmic Devices”; 21 C.F.R. 
Part 888, “Orthopedic Devices”; or 21 
C.F.R. Part 892, “Radiology Devices”;

■V Subpart B, Subpart D, or Subpart E of 21 
C.F.R. Part 872, “Dental Devices”;

■V Subpart B, Subpart C, Subpart D, 

Excise Tax on Medical Devices

I.R.C. § 4191; Reconciliation Act 
§ 1405
Effective January 1, 2013

■☞ A 2.3% tax on sales of medical devices begins 
in 2013.

The medical device excise tax is a 2.3% tax on 
the sale of certain medical devices by the man-
ufacturer, producer, or importer of the device, 
applicable for sales after December 31, 2012. 
The manufacturer or importer of a taxable medi-
cal device is responsible for reporting the tax on 
Form 720, Quarterly Federal Excise Tax Return, 
and paying the tax. No action is required by indi-
vidual consumers, and the tax does not apply to 
certain items generally purchased by individuals 
at retail for personal use.

I.R.C. § 4191(b)(1) provides that a taxable 
medical device is any device, as defined in § 201(h) 
of the Federal Food, Drug & Cosmetic Act 
(FFDCA), codified as amended at 21 U.S.C. § 301 
et seq. (2006), that is intended for humans. The 
FFDCA provides generally that the term device 
means an instrument, apparatus, implement, 
machine, contrivance, implant, in vitro reagent, 
or other similar or related article, including any 
component, part, or accessory, that is recognized 
in the official National Formulary, or the United 
States Pharmacopeia, or any supplement to them, 
and that is intended for use in the diagnosis of 
disease or other conditions, or in the cure, mitiga-
tion, treatment, or prevention of disease; or that 
is intended to affect the structure or any function 
of the body, and that does not achieve its pri-
mary intended purposes through chemical action 
within or on the body and that is not dependent 
upon being metabolized for the achievement of 
its primary intended purposes.

Exemptions from Tax
I.R.C. § 4191(b)(2) provides that the term tax-
able medical device does not include eyeglasses, 
contact lenses, hearing aids, and any other medi-
cal device of a type that is generally purchased 
by the general public at retail for individual use. 
The fact that a device is of a type that requires a 
prescription is not a factor. Proposed regulations 
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statutory language does not limit the definition 
of taxable medical device to devices intended 
exclusively for humans. Therefore, a device that 
is intended for humans but that is also intended 
for use or used in veterinary medicine is a tax-
able medical device if it is listed as a device with 
the FDA pursuant to FDA requirements and 
does not fall within an exemption under I.R.C. 
§ 4191(b)(2). 

Executive Pay Deduction

I.R.C. § 162(m)(6); Affordable Care 
Act § 9014
Generally effective for tax years beginning after 
December 31, 2012

■☞ The deduction for compensation paid by a 
covered health insurance provider to officers, 
employees, directors, and other workers 
or service providers (such as consultants) 
performing services for or on behalf of a 
covered health insurance provider is limited to 
$500,000 per individual.

An employer generally may deduct reasonable 
compensation for personal services as an ordinary 
and necessary business expense. I.R.C. § 162(m) 
provides explicit limitations on the deductibility 
of compensation expenses in the case of corpo-
rate employers. 

The Affordable Care Act prohibits a cov-
ered health insurance provider from deducting 
remuneration for services performed during an 
applicable tax year by an applicable individual to 
the extent the compensation exceeds $500,000. 
There are no exceptions for performance-based 
remuneration, commissions, or remuneration 
under existing binding contracts. The $500,000 
deduction limit for services performed during a 
tax year applies whether the remuneration is paid 
during the tax year the services are performed or 
during a subsequent tax year (such as nonquali-
fied deferred compensation).

In determining whether the remuneration 
exceeds $500,000, all remuneration paid by all 
members of any controlled group of corpora-
tions, other businesses under common control, 
and any affiliated service group is aggregated.

Subpart E, or Subpart G of 21 CF.R. Part 
884, “Obstetrical and Gynecological 
Devices”; or

■V Subpart B of 21 C.F.R. Part 890, 
“Physical Medicine Devices.”

■■ The device qualifies as durable medical 
equipment, prosthetics, orthotics, and sup-
plies (DMEPOS) for which Medicare Part B 
payment is available exclusively on a rental 
basis and is an “item requiring frequent and 
substantial servicing” as defined in 42 C.F.R. 
414.222.

To provide greater certainty about taxability, 
the proposed regulations also include a safe har-
bor provision that identifies certain categories of 
taxable medical devices that the IRS and the Trea-
sury Department have determined fall within the 
retail exemption. The safe harbor includes four 
categories of devices:

■■ Devices that are identified in the Food and 
Drug Administration’s IVD Home Use Lab 
Tests [over-the-counter tests (OTC)] data-
base, at www.accessdata.fda.gov/scripts 
/cdrh/cfdocs/cfIVD/Search.cfm.

■■ Devices described as OTC devices in the rel-
evant FDA classification regulation heading.

■■ Devices that are described as OTC devices 
in the FDA’s product code name, the FDA’s 
device classification name, or the classifica-
tion name field in the FDA’s device registra-
tion and listing database [www.accessdata 
.fda.gov/scripts/cdrh/cfdocs/cfrl/rl.cfm].

■■ Certain devices that qualify as DMEPOS 
and that can be purchased under the Medi-
care Part B payment rules.

Veterinary Exception
The definition of taxable medical device under 
I.R.C. § 4191 limits taxable medical devices to 
devices that are intended for humans. Under 
existing FDA regulations, a device intended for 
use exclusively in veterinary medicine must be 
labeled as such and is not subject to several pre-
market and postmarket provisions of the FDCA. 
Therefore, under the proposed regulations, 
devices intended for use exclusively in veterinary 
medicine are not taxable medical devices.

A commentator has noted, however, that 
many medical devices used in veterinary prac-
tices are also used in human medicine. The 
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claim a business expense deduction for tax years 
beginning before 2013 for all of the covered 
retiree prescription drug expenses that the busi-
ness incurs, even though the subsidies allocable 
to such expenses are excluded from the busi-
ness’s income.

Beginning in 2013, the excluded subsidy pay-
ments must be taken into account in determining 
the business’s income tax deduction for retiree 
prescription drug expenses.

Example 8.10 Reduction of Drug Deduction

A company with a calendar tax year received a 
$28 subsidy for the $100 of eligible drug expenses 
it incurred in 2013. The $28 is excludable from its 
income under I.R.C. § 139A. In 2013, the $100 
amount that is otherwise allowable as a business 
expense deduction is reduced by the $28, so that 
the company is entitled to a $72 ($100 – $28) 
deduction. 

Foreign Financial Accounts

An enforcement mechanism to improve tax com-
pliance by U.S. persons with foreign financial 
accounts can impose 30% withholding on U.S. 
source income paid to foreign financial institu-
tions (FFIs) that do not comply with U.S. due 
diligence rules and reporting information about 
accounts held by U.S. persons. 

Reporting by Foreign Banks

I.R.C. §§ 1471, 1473, and 1474 (new); 
FATCA § 501
Effective for payments made after 2012

■☞ Payments to foreign financial institutions 
will be subject to 30% U.S. income tax 
withholding unless the financial institution 
agrees to comply with new reporting 
requirements.

The United States taxes its citizens and residents 
on their worldwide income. It taxes foreign per-
sons only on their U.S. source income. The U.S. 
tax system is based on voluntary compliance, 
but the Internal Revenue Code includes several 
requirements for businesses to report various 

■■ An insurance provider is a covered health 
insurance provider if at least 25% of its gross 
premium income from health business is 
derived from health insurance plans that 
meet minimum essential coverage require-
ments [I.R.C. § 5000A]. 

■■ A tax year is an applicable tax year if an 
insurance provider is a covered insurance 
provider for any portion of the tax year. 
Employers with self-insured plans are 
excluded from the definition of covered 
health insurance provider.

■■ Applicable individuals include all officers, 
employees, directors, and other workers 
or service providers (such as consultants) 
performing services for or on behalf of a 
covered health insurance provider. If an 
individual is an applicable individual for any 
tax year, he or she is treated as an applicable 
individual for all subsequent tax years.

The provision is effective for remunera-
tion paid in tax years beginning after 2012 with 
respect to services performed after 2009.

Notice 2011-2, 2011-2 I.R.B. 260, provides 
additional guidance for health insurance pro-
viders that are paying deferred compensation to 
applicable individuals.

Medicare Part D Subsidy

I.R.C. § 139A; Affordable Care Act 
§ 9012
Effective for tax years beginning after December 
31, 2012

■☞ The tax-exempt subsidy for employers that 
maintain prescription drug coverage for 
retirees who are eligible for Medicare Part D 
will reduce the employer’s deduction for its 
drug expense.

Sponsors of qualified retiree prescription drug 
plans are eligible for subsidy payments from 
the Social Security Administration for a portion 
of each qualified covered retiree’s covered pre-
scription drug costs. These subsidies are exclud-
able from the business’s gross income for regular 
income tax and AMT computations. For 2003–
2012, I.R.C. § 139A has allowed the business to 
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held by recalcitrant account holders or nonpar-
ticipating FFIs.

Reporting Focuses on 
U.S. Persons

The requirements target noncompliance by U.S. 
taxpayers using foreign accounts rather than 
being aimed at collecting the 30% tax on pay-
ments to foreign persons.

Three types of non–effectively connected 
payments made to nonparticipating FFIs will 
be subject to the withholding requirement that 
begins in 2013:

1. U.S. source FDAP income
2. U.S. source gross proceeds from sales of 

stocks, bonds, or other such property that 
generates interest or dividend income

3. Interest on deposits with foreign branches of 
domestic commercial banks

Accounts held by individuals will be subject 
to the reporting only if the aggregate value of all 
accounts held by the individual and maintained 
by the same financial institution exceeds $50,000. 

FFI registration with the IRS will take place 
through an online system that will become 
available by January 1, 2013 [www.irs.gov 
/Individuals/International-Taxpayers/Details 

-on-the-FATCA-Registration-Process-for 

-Foreign-Financial-Institutions-(FFIs)*]. The 
IRS issued proposed regulations [REG–121647–
10, 77 F.R. 9021 (February 15, 2012)] that lay out 
a step-by-step process for U.S. account identifi-
cation, information reporting, and withholding 
requirements for FFIs, other foreign entities, and 
U.S. withholding agents. The proposed regula-
tions implement the FATCA’s obligations in 
stages to minimize burdens and costs and to 
allow time for resolving the local law limitations 
to which some FFIs may be subject.

The United States, France, Germany, Italy, 
Spain, and the United Kingdom issued a joint 
statement on February 8, 2012, expressing 
mutual intent to pursue a government-to-gov-
ernment framework for implementing FATCA 
requirements.

Observation

types of income they pay and to withhold federal 
income tax from some of those payments.

Payments made from U.S. sources to foreign 
persons of fixed or determinable annual or periodi-
cal (FDAP) income are generally subject to a 30% 
withholding tax. FDAP income does not include 
income that is effectively connected to a trade 
or business; it does include investment income 
such as interest (other than interest paid on bank 
deposits), dividends, and annuities. 

The FATCA imposes a new rule to provide 
the IRS with information about accounts that 
U.S. persons hold in FFIs. To avoid a 30% with-
holding requirement on U.S. source payments 
made to FFIs, an FFI must agree to the following 
requirements:

■■ Obtain enough information about the holder 
of each account maintained by the institu-
tion to determine if the account is owned by 
a U.S. person

■■ Comply with U.S. rules regarding customer 
verification and due diligence

■■ For each U.S. account, report annually to the 
United States each account holder’s name, 
address, and U.S. TIN; the account num-
ber; the account balance or value; the gross 
receipts; and the gross withdrawals or pay-
ments from the account

■■ Deduct and withhold a 30% tax on any U.S. 
source income pass-through payment made 
by the institution to a recalcitrant account 
holder (one who refuses to comply with the 
information request) or to another FFI that 
does not meet these requirements (a nonpar-
ticipating FFI)

■■ Comply with requests by the U.S. Treasury 
secretary for additional information with 
respect to any U.S. account maintained by 
the institution

■■ If a foreign law will prevent the required 
reporting without a waiver, attempt to obtain 
a valid and effective waiver from the account 
holder and, if a waiver is not obtained from 
the account holder within a reasonable 
period of time, close the account

The IRS can provide alternative methods for 
an FFI to be deemed to be in compliance with the 
new rules. In addition, an FFI can agree to the 
30% withholding on payments made to it to the 
extent the payments are allocable to the accounts 
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Expiring Legislation for 2014

A few tax law provisions are scheduled to expire 
at the end of 2013. They include the 3-year depre-
ciation period for race horses that are not more 
than 2 years old when placed in service [I.R.C. 
§ 168(e)(3)(A)] and the extended replacement 
period for nonrecognition of gain from reim-
bursements for losses incurred in the 2008 Mid-
west disaster area.

Payments to Nonfinancial Entities

I.R.C. § 1472; FACTCA § 501
Effective for payments made after December 31, 
2012

■☞ Payments to other foreign entities will be 
subject to the 30% withholding requirement.

The 30% withholding will be required on simi-
lar payments from U.S. sources to nonfinancial 
foreign entities unless the entity’s beneficial 
owner or the payee certifies to the withholding 
agent that the beneficial owner does not have any 
substantial U.S. owners or provides the name, 
address, and TIN of each substantial U.S. owner. 
A substantial owner is defined as an individual with 
more than a 10% interest. 

Payments made to publicly traded corpora-
tions, exempt organizations, federal agencies, state 
and local governments, foreign governments, and 
international organizations are exempt from the 
withholding. The Treasury secretary may iden-
tify classes of payments posing a low risk of tax 
evasion, and these payments will also be exempt 
from the withholding.

A draft Form W-8BEN-E, Certificate of 
Status of Beneficial Owner for United States 
Tax Withholding (Entities), is accessible at www 
.irs.gov/pub/irs-utl/formw8benentity 

execcirculation2.pdf.
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INTRODUCTION This chapter reviews several retirement plan topics that 
often confuse taxpayers. Understanding the rules will help tax practitioners 
properly advise clients in planning to maximize income and minimize taxation.

The tax laws regarding individual retirement 
account (IRA), 401(k), and 403(b) plan distribu-
tions are fairly complex, and although the basic 
general rules are easily understood, many non-
tax financial professionals are not aware of the 
numerous exceptions to the general rules. 

The timing of distributions from retire-
ment plans can have a dramatic impact on the 
taxation of these distributions. The use of tax 
efficient strategies when considering distribu-
tions from qualified plans will be especially 
relevant in 2013, when the additional taxes on  
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higher-income taxpayers to fund the Medicare 
system take effect. 

Medicare Taxes on 
Earned and Unearned 
Income

See the “Prior Legislation” chapter of this book 
for information about the two new Medicare-
funding taxes, one on earned income, and the 
other on unearned income.

Cross-
Reference
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10% Penalty Imposed 

The government’s goal in allowing accrued 
income within these retirement plans to be tax 
deferred is to build up retirement nest eggs, rather 
than using the plans for short-term savings. Thus, 
I.R.C. § 72(t) imposes a penalty—an additional 
10% tax—on distributions includable in income 
unless an exception applies. 

Code Presumes  
Liability for 10% Tax

I.R.C. § 72(t) presumes that the penalty will apply, 
in that it states that if a taxpayer “receives any 
amount from a qualified retirement plan,” the 
taxpayer’s tax liability “shall be increased” by 
10% percent of the amount includable in gross 
income. Thus, a taxpayer owes the penalty unless 
he or she qualifies for an exception.

The primary exception is that the taxpayer is 
at least age 59½ as of the date the distribution is 
made. This is a specific point in time—the excep-
tion does not apply if the taxpayer becomes 59½ 
later in the year [I.R.C. § 72(t)(2)(A)(i)]. 

Practitioner
Note

DISTRIBUTIONS BEFORE AGE 59½ This section looks at the excep-
tions to the early withdrawal penalty when retirement funds are distributed 
before the account owner attains age 59½.

Contributions to qualified retirement plans are 
generally excludable or deductible from the 
account owner’s current-year income, as are cer-
tain contributions to IRAs. Whether or not the 
contributions are currently taxed, any growth 
in the value of these retirement accounts is tax 
exempt until the funds are withdrawn or there is 
a disqualifying event.

The general rule for taxation of retire-
ment plan distributions is fairly straightforward. 
I.R.C. §§ 402 and 408, which cover tax-exempt 
employee trusts and IRAs respectively, both state 
that except as otherwise provided, any amount 
that is distributed is included in the distributee’s 
gross income under I.R.C. § 72. This section of 
the tax law was originally written to provide rules 
for the taxation of annuities.

I.R.C. § 72(a) specifically includes distribu-
tions in gross income, except to the extent the 
account owner was previously taxed on the funds. 
If an account includes previously taxed amounts, 
I.R.C. § 72(b) and (e) generally require a pro rata 
allocation of the basis (called investment in the con-
tract) to each distribution.

This chapter also discusses the restrictions on 
the types of investments that are allowed within 
various retirement plans. Many promoters sell 
investments that may have unintended conse-
quences, including disqualification of the plan’s 
tax-deferred status. Disqualification typically 
results in taxes and penalties, as well as the poten-
tial loss of asset protection against lawsuits at the 
state and local level.

The final sections of this chapter discuss some 
rules for nonqualified plans and other employer-
provided benefit plans.

This chapter has seven learning objectives. 
The expectation is that after completing this ses-
sion, participants will be able to perform the fol-
lowing job-related actions:

1. Determine whether a retirement plan distri-
bution is subject to the 10% early withdrawal 
penalty.

2. Apply the ordering rules to distributions from 
Roth accounts.

3. Sort assets into three types of financial 
accounts to maximize tax efficiency.

4. Advise whether an investment is a permis-
sible asset for an IRA.

5. Explain the self-dealing rules for IRAs. 
6. Decide whether a nonqualified plan is consid-

ered funded.
7. Apply nondiscrimination tests for 401(k) and 

cafeteria plans.
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Example 9.1 Attaining Age 59½

Olive Branch, who was born on August 3, 1952, 
took a $5,000 distribution from her 401(k) account 
on February 2, 2012. The account contained no 
previously taxed funds, so the entire $5,000 is 
included in her gross income.

Because she was not yet age 59½, she owes 
an additional $500 (10% × $5,000) I.R.C. § 72(t) 
tax unless she qualifies for another exception. If 
she had taken the distribution from her zero-basis 
IRA, the result would be the same.

If Olive had waited one more day before tak-
ing the distribution, the penalty would not apply. 

Attaining Age 59½ 

There is no IRS guidance under I.R.C. § 72 that 
defines when an individual is age 59½. However, 
question 3 in Treas. Reg. § 1.401(a)(9)-2 asks, 
“When does an employee attain age 70½?” The 
answer is the date that is “six calendar months 
after the 70th anniversary of the employee’s 
birth.” The regulation provides an example of an 
employee who was born on June 30, stating that 
the half-year age is attained on December 30.

The regulation does not provide an example 
of a birthday on the last day of a month having 
31 days. Presumably, a person born December 31, 
1953, would not be treated as being 59½ until 
July 1, 2013, because June 30 is not a full 6 months 
after December 31.

Exceptions for All Plans

Some other exceptions also apply to both quali-
fied retirement plans and IRAs. They include the 
following distributions:

■■ Payments to beneficiaries after the death of 
the account holder, regardless of the account 
owner’s age at death

■■ Payments after the account holder becomes 
disabled [defined in I.R.C. § 72(m)(7) as 
“unable to engage in any substantial gainful 
activity by reason of any medically deter-
minable physical or mental impairment 
which can be expected to result in death 
or to be of long-continued and indefinite 
duration”]

Practitioner
Note

■■ Withdrawals made in a year that the 
account holder incurs unreimbursed medi-
cal expenses that exceed 7.5% of his or her 
adjusted gross income (AGI), whether or not 
the account holder files Schedule A (Form 
1040), Itemized Deductions

Deductible Medical 
Expenses in 2013

For 2012 and prior years, a taxpayer who item-
ized deductions can deduct medical expenses 
that exceed 7.5% of AGI. That floor will rise to 
10% of AGI in 2013 (2017 for taxpayers over age 
64), which will also increase this threshold for 
the exception to the retirement plan early with-
drawal penalty. 

■■ Distributions made as part of a series of 
substantially equal periodic payments (not less 
frequently than annually) calculated over the 
life expectancy of the account owner or the 
joint life expectancies of the owner and the 
designated beneficiary

Substantially Equal 
Periodic Payments

See pages 313–315 in the 2009 National Income 
Tax Workbook for information about allowable 
methods of calculating substantially equal peri-
odic payments. The IRS guidance is in Rev. Rul. 
2002-62, 2002-42 I.R.B. 710.

■■ Payments made during the active duty 
period to a qualified reservist (a member of a 
U.S. armed forces reserve component who 
is ordered or called to active duty after Sep-
tember 11, 2001, for a period of more than 
179 days or for an indefinite period), limited 
to payments from an IRA or from amounts 
attributable to elective deferrals in a quali-
fied plan

■■ Distributions made directly to the IRS 
because of an I.R.C. § 6331 levy for delin-
quent federal taxes (but not voluntary dis-
tributions to pay taxes, whether past due or 
not)

Several exceptions to the 10% penalty are 
available only to qualified plans or to IRAs, but 
not to both types of plans.

Cross-
Reference
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Exceptions Only for  
Qualified Plans

The age requirement drops to 55 for distributions 
made from an employer plan if the employee 
separated from service on or after his or her fifty-
fifth birthday [I.R.C. § 72(t)(2)(A)(v)]. The answer 
to question 20 in Notice 87-13, 1987-1 C.B. 
432, makes it clear that to use this exception an 
employee may retire no earlier than age 55 and 
the distribution must be taken only from the 
employer’s plan. 

Example 9.2 Distribution Following Rollover 

Bernie Bridges retired from XYZ Corporation in 
2010 at age 56. Following his financial adviser’s 
recommendation, he took a total distribution 
from his 401(k) plan and rolled it into a traditional 
IRA. In 2012, he took a $15,000 distribution from 
the IRA. Because the distribution did not come 
directly from the XYZ 401(k) plan, Bernie owes 
a $1,500 (10% × $15,000) early distribution tax. 
He does not qualify for the age 55 exception to 
the penalty because the distribution was made by 
his rollover IRA [Kim v. Commissioner, 679 F.3d 
623 (7th Cir. 2012), aff’g unreported Tax Court 
order].

Qualified Public Safety 
Employees

Distributions to qualified public safety employees 
from governmental defined benefit pension plans 
are not subject to the additional tax on early dis-
tributions. A qualified public safety employee is 
someone who retired no earlier than age 50 from 
a state or municipality and who provided police 
protection, firefighting services, or emergency 
medical services for the state or municipality. 

Another exception that applies only to quali-
fied plans is a distribution made to an alternate 
payee under a qualified domestic relations order 
(QDRO). A QDRO is a judgment, decree, or 
order relating to payment of child support, ali-
mony, or marital property rights to a spouse, 
former spouse, child, or other dependent of a 
participant in a retirement plan.

Practitioner
Note

A spouse or former spouse who receives part 
of the benefits from a retirement plan under a 
QDRO reports the payments received as if he or 
she were a plan participant. A QDRO distribu-
tion paid to a child or other dependent is taxed to 
the plan participant.

In either case, a QDRO distribution from an 
employer plan qualifies for an exception to the 
10% penalty. There is no similar exception for 
IRAs. A QDRO dividing an IRA should be han-
dled as a trustee-to-trustee transfer of the funds to 
an account for the other spouse. Any subsequent 
withdrawal is then taxable to that spouse.

Exceptions Only for IRAs

Three notable exceptions to the penalty apply 
only to distributions from IRAs. 

Medical Insurance Premium
The medical insurance premium exception allows an 
IRA owner to take distributions during a period 
of long-term unemployment to the extent the 
payments do not exceed the IRA owner’s medi-
cal insurance premiums for single or family cov-
erage. Long-term unemployment means collecting 
unemployment benefits for at least 12 weeks, or 
being ineligible for such benefits only because 
the IRA owner was self-employed rather than 
being an employee. The distributions may be 
made either in the year the unemployment com-
pensation is received or in the following year, 
but no later than 60 days after the unemploy-
ment period ends.  

Qualified Higher Education 
Expenses
IRA distributions taken before age 59½ to pay 
qualified higher education expenses are excluded 
from the 10% penalty. Qualified expenses are 
defined in I.R.C. § 529(e)(3); they include tuition, 
fees, books, supplies, and equipment required for 
enrollment or attendance at an eligible educa-
tional institution. Room and board costs qualify 
if the student attends at least half-time. Expendi-
tures for special services required by special needs 
students also qualify. The total amount of other-
wise eligible expenses must be reduced by any 
tax-free educational assistance or any amounts 
used for other tax benefits. 
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An eligible educational institution is any col-
lege, university, vocational school, or other post-
secondary educational institution that is eligible 
to participate in the student aid programs admin-
istered by the U.S. Department of Education. 
Qualified students are the IRA owner, his or her 
spouse, and their children and grandchildren.

First Home
The third IRA-only exception is for a limited 
amount of distributions taken to buy, build, or 
rebuild a first home for the IRA owner, his or her 
spouse, their children and grandchildren, and 
their parents or other ancestors. This excep-
tion is subject to a lifetime $10,000 maximum 
for each taxpayer, for a single distribution or the 
aggregate amount of multiple distributions. (A 
husband and a wife filing a joint return are still 
separate taxpayers for this purpose.) 

A first-time homebuyer is someone who had 
no present interest in a main home during the 
2-year period ending on the date of acquisition 
of the home being acquired. Both spouses must 
meet the no-ownership requirement for a mar-
ried person to qualify. The IRA distribution must 
be used to pay qualified costs (which include rea-
sonable settlement, financing, and other closing 
IRA costs) no later than 120 days after the day the 
owner receives it. If the purchase or construction 
is canceled or delayed, the IRA owner generally 
can roll the amount over to an IRA before the 
120-day period ends.

Example 9.3 Distribution for  
First-Time Homebuyer 

At age 28, Noah Vail accepted a job in the Mid-
west after living in the New York City area, and 
he found that because of differences in housing 
prices, he could purchase his first home in his 
new location. He withdrew $15,000 from his 
401(k) plan with his former employer to make his 
down payment.

Noah owes a $1,500 penalty tax (10% × 
$15,000) as well as income tax on the $15,000 
distribution because he took it from an employer 
plan. If Noah had rolled over the 401(k) funds 
to an IRA and then taken the distribution from 
his IRA more than 60 days after the date of the 
401(k) distribution, he would still owe a penalty 
because of the $10,000 limit for the first-time 
homebuyer exception. But the penalty would 

have been only $500 (10% × $5,000), a savings of 
$1,000 ($1,500 – $500) to this new homeowner.

25% Penalty Applies  
to SIMPLE IRAs

A SIMPLE IRA is a type of employer plan, rather 
than a retirement savings account that an 
employee can establish personally. A 25% penalty 
replaces the 10% penalty when distributions are 
taken from SIMPLE IRAs within 2 years of the indi-
vidual’s first participation in a SIMPLE IRA plan, 
if none of the previously explained exceptions to 
the I.R.C. § 72(t) penalty apply [I.R.C. § 72(t)(6)].

Example 9.4 SIMPLE IRA Penalty 

Kant Waite made his first salary deferral con-
tribution to his employer’s SIMPLE IRA on 
August 1, 2011. In July 2012, Kant wanted to take 
a Caribbean vacation, and he withdrew $3,000 
from the SIMPLE IRA. In addition to income tax 
on the $3,000, Kant owes a $750 penalty tax (25% 
× $3,000). During his first 2 years of participation, 
Kant must keep the funds in a SIMPLE IRA to 
avoid the 25% early distribution penalty.

Example 9.5 Restrictions on Transfers

Shirley Icahn began working for XYZ, LLC in 
2009 and became eligible to participate in its 
SIMPLE IRA plan in January 2011. She signed 
Form 5305-S, SIMPLE Individual Retirement 
Trust Account, to open her account at First Bank, 
and her employer made the first deposit to her 
SIMPLE IRA on January 17, 2011.

XYZ started its SIMPLE IRA plan in 1998, 
when it had only 5 employees earning at least 
$5,000 annually. By 2009, it had more than 100 
eligible employees, so 2011 was the last year it 
could sponsor a SIMPLE IRA plan. XYZ termi-
nated the SIMPLE IRA plan and established a 
401(k) plan as of January 1, 2012. Each employee 
with a SIMPLE IRA could leave the existing 
funds in the SIMPLE IRA, and eligible employ-
ees could transfer them to XYZ’s new plan. 

Shirley was 59 on May 15, 2011. She applied 
for the transfer because she believed she would 
earn a higher return with the new trustee. 

Practitioner
Note
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over within 60 days to another SIMPLE IRA, 
she must include the distribution in her gross 
income. However, she will not owe the 25% pen-
alty because she met the age 59½ exception on 
November 15, 2011. 

Figure 9.1 lists the major exceptions to the 
I.R.C. § 72(t) penalty. An “X” in a column indi-
cates that the exception applies to distributions 
from that type of retirement savings arrangement.

However, the plan administrator refused her 
request because funds from a SIMPLE IRA can-
not be rolled over or transferred to any plan 
except another SIMPLE IRA during the 2-year 
period that begins on the first day the employer 
deposited contributions into the employee’s SIM-
PLE IRA [Q&A I-3, I-4, and I-5 in Notice 98-4, 
1998-1 C.B. 269]. Shirley can request the transfer 
again after January 17, 2013.

If she withdraws her SIMPLE IRA funds 
before January 17, 2013, and does not roll them 

FIGURE 9.1 Retirement Plan Distributions

Reason for Exception to 10% Penalty Qualified Plan IRA

Reasons applicable to both qualified plans and IRAs

Account owner is at least age 59½ X X

Account owner is deceased; distribution is made to beneficiary X X

Account owner is permanently and totally disabled X X

Unreimbursed medical expenses exceed 7.5% of AGI X X

Distribution is part of a series of substantially equal payments X X

Distribution is made to a qualified reservist on extended active duty X X

Distribution is made to the IRS in compliance with a levy X X

Reasons applicable only to qualified plans

Employee’s service with employer ended no earlier than age 55 X

Distribution required by qualified domestic relations order (QDRO) X

Reasons applicable only to IRAs

Payment for medical insurance while unemployed (long-term) X

Payment of qualified post-secondary education expenses X

Payment of qualified costs for first-time homebuyer ($10,000 limit) X

Questions and Answers

Question 1.
If a taxpayer has $15,000 in qualified education 
expenses and claims a $2,500 American oppor-
tunity tax credit, can the $15,000 be withdrawn 
from an IRA without penalty?

Answer 1.
No. The American opportunity tax credit is 100% 
of the first $2,000 of qualified post-secondary 
education expenses and 25% of the next $2,000 
of such expenses, so a $2,500 credit is calculated 

using $4,000 of qualified education expenses. 
That $4,000 is no longer an eligible expense for 
the I.R.C. § 72(t) penalty exception. The maxi-
mum that can be withdrawn penalty-free from an 
IRA is $11,000 ($15,000 – $4,000).

Question 2.
Aren’t hardship distributions from 401(k) plans 
exempt from the 10% early distribution penalty?

Answer 2.
No, they are not. I.R.C. § 401(k)(2)(B)(i)(IV) per-
mits 401(k) plans to include provisions for hard-
ship distributions, which Treas. Reg. § 1.401(k)-1(d)
(3)(i) defines as “immediate and heavy financial 
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7.5% of his AGI, but the funds needed for funeral 
expenses are subject to the penalty. 

Question 3.
My client has a divorce decree that requires a dis-
tribution to be made from her 401(k) plan as part 
of her and her ex-spouse’s property settlement. 
Does this qualify for the QDRO exception?

Answer 3.
For the distribution to be exempt from the 10% 
penalty, there must be a QDRO as defined in 
I.R.C. § 414(p). This is customarily a separate 
document from the divorce decree. It must con-
tain specified information, including the names 
and last known mailing addresses of the partici-
pant and each alternate payee, and the amount or 
percentage of the participant’s benefits to be paid 
to each alternate payee. The order must be pro-
vided to the plan administrator, who determines 
if it is a QDRO and then notifies the employee 
and the alternate payee of the determination. 

Required Minimum 
Distributions

Although the I.R.C. § 72(t) tax discourages early 
distributions, distributions are generally required 
when an account owner reaches age 70½. Failure 
to take required minimum distributions can result 
in a 50% penalty tax under I.R.C. § 4974. See page 
312 in the 2009 National Income Tax Workbook 
for an illustration showing how to request a 
waiver of the penalty.

Practitioner
Note

need.” The regulation states that “the determina-
tion of the existence of an immediate and heavy 
financial need and of the amount necessary to 
meet the need must be made in accordance with 
nondiscriminatory and objective standards set 
forth in the plan.”

Treas. Reg. § 1.401(k)-1(d)(3)(iii) goes on 
to provide some examples of such needs, stat-
ing for example that the need to pay the funeral 
expenses of a family member would constitute an 
immediate and heavy financial need, whereas the 
purchase of a boat or television would generally 
not be an immediate and heavy financial need. 

Ultimately, the hardship distribution lan-
guage is plan sponsor language. There is no cross-
reference in the Internal Revenue Code between 
the hardship distribution provision and the early 
withdrawal penalty provisions. Only the excep-
tions listed in I.R.C. § 72(t) qualify for relief from 
the 10% penalty.

Example 9.6 Distribution for Funeral 
Expenses

John Smith’s wife and two children were severely 
burned in a house fire. His wife survived after 
several months in a hospital burn unit, but both 
children died in 2012. John, who is 34, had no 
life insurance on the children, and he had a high-
deductible health plan. John qualifies for a hard-
ship distribution from his employer’s 401(k) plan 
to pay medical bills and funeral expenses. The 
distribution is fully includable in John’s income. 
He qualifies for relief from the 10% early distri-
bution penalty to the extent his unreimbursed 
medical bills for his wife and children exceed 

ROTH ACCOUNT DISTRIBUTIONS This section reviews the rules for 
taxation of nonqualified distributions from Roth IRAs and designated Roth 
accounts.

The advent of the Roth retirement plans—Roth 
IRAs and designated Roth accounts within 
401(k), 403(b), and 457 plans—created more con-
fusion about taxation of retirement account dis-
tributions. Qualified distributions from a Roth 
account are excluded from gross income [I.R.C. 
§§ 402A and 408A(d)]. A distribution is a qualified 
distribution if it meets two criteria:

1. The distribution is made after a 5-year period 
of participation.

2. The distribution satisfies one of three excep-
tions to the early withdrawal penalty:
a. It is made on or after the date the account 

owner is age 59½.
b. It is made to a beneficiary after the own-

er’s death.
c. It is made because the owner is disabled.
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A fourth exception—the first-time homebuyer 
exception—applies only to distributions from 
Roth IRAs and not to distributions from desig-
nated Roth accounts within employer plans. 

Early Distribution 
Penalty Exceptions

A taxpayer can use any of the early distribution 
penalties discussed previously in this chapter to 
avoid the penalty for a taxable distribution from 
a Roth plan, but only the exceptions in item 2 can 
make a Roth plan distribution a tax-free qualified 
distribution. 

5 Years of Participation

Although designated Roth accounts have many 
similarities to Roth IRAs, important differences 
exist, including the way the 5-year period of par-
ticipation for qualified distributions is measured.

■■ For Roth IRAs, the deemed date of the tax-
payer’s first contribution to any Roth IRA is 
also the applicable starting date for qualified 
distributions for any Roth IRA that the tax-
payer opens in the future.

■■ The 5-year period is generally measured 
separately for each employer plan with a 
designated Roth account. It begins with the 
year for which a contribution is made.

Roth IRAs
The 5-year period of participation in Roth IRAs 
starts on the first day of the first tax year for which 
a contribution is made. A calendar-year taxpayer 
who makes a Roth contribution for the prior year 
by April 15 (the unextended due date of the prior 
year’s tax return) is treated as making the contri-
bution on January 1 of the prior year.

Example 9.7 Less Than 5 Full Years

Rod N. Reel made his first contribution to a Roth 
IRA on April 1, 2012, specifying that it was for 
2011. His 5-year period began on January 1, 
2011, and will end on December 31, 2015 [I.R.C. 
§ 408A(d)(2)(B)]. In April 2010, Rod made a 
Roth contribution to a spousal IRA for his wife, 

Practitioner
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Virginia, specifying that it was for 2010. Virgin-
ia’s 5-year period ends December 31, 2014. 

Designated Roth Accounts
The 5-year period for a designated Roth account 
begins with the first day of the first tax year for 
which the participant made a designated Roth 
contribution to that employer’s plan and ends 
when 5 consecutive tax years are completed. 
However, if a participant makes a direct rollover 
from a designated Roth account under another 
plan, the 5-year period for the recipient plan 
includes a transferred holding period from the 
other plan.

Example 9.8 Separate Participation Periods 

Lew Pole, who turned 60 in 2012, began contrib-
uting to his Roth IRA in 2002 and began con-
tributing to a designated Roth account within his 
401(k) plan in 2010. He will not satisfy the 5-year 
participation period to have qualified distribu-
tions from his designated Roth account until the 
end of 2014, even though any distributions from 
his Roth IRA are now qualified. 

5-Year Recapture 
Period after Rollovers

Generally, the 10% penalty for early distributions 
from an IRA applies only to the portion of the 
distribution that is includable in gross income. 
When a Roth IRA owner transfers in amounts 
from another type of plan (such as a traditional 
IRA or an employer plan), the Roth IRA owner 
must include them in gross income in the year 
they are removed from the other plan, but the 
10% penalty tax does not apply because the funds 
end up in another retirement savings account 
(the Roth IRA).

If nonqualified distributions (explained next) 
are then taken from the Roth IRA within the 5 
tax years ending with the distribution year, the 
taxpayer must recapture the 10% early with-
drawal penalty, even though the distributions are 
excluded from the current year’s gross income. 
This rule generally prevents taxpayers from using 
a transfer to a Roth as a quick end run around the 
early distribution penalty.

Practitioner
Note
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conversion of a traditional IRA into a Roth IRA 
is treated as a rollover, regardless of the conver-
sion method used. Most of the usual rules for IRA 
rollovers apply to these rollovers; the exception is 
that the 1-year waiting period between rollovers 
does not apply.

An IRA owner may convert amounts from a 
traditional IRA to a Roth IRA in three ways.

■■ The IRA owner can receive a distribu-
tion from a traditional IRA and roll it over 
to a Roth IRA within 60 days after the 
distribution.

■■ The IRA owner can direct the trustee of the 
traditional IRA to transfer an amount to the 
trustee of the Roth IRA.

■■ If the trustee of the traditional IRA also 
maintains the Roth IRA, the IRA owner 
can direct the trustee to simply transfer an 
amount from the traditional IRA to the 
Roth IRA. Conversions made with the same 
trustee can be made simply by redesignating 
the traditional IRA as a Roth IRA, rather 
than opening a new account or issuing a new 
contract.

The IRA owner must include in income the 
amounts transferred from the traditional IRA that 
would have been taxable distributions if they had 
not been moved into a Roth IRA. 

Distributions following Rollovers

When a Roth IRA includes conversion or roll-
over contributions from plans that are not Roth 
plans, the ordering rules for distributions are 
more complex. Earnings are still distributed last. 
The taxpayer’s regular (non-rollover) contribu-
tions are still distributed in the first tier, but this 
tier also includes any rollover basis from other 
Roth accounts [I.R.C. § 408A(d)(4)(B)(ii)(I)]. 
Other conversion and rollover contributions are 
in the middle of the distribution order. 

The IRA owner and the tax preparer need 
to know how much of a conversion amount was 
taxable in the year of the rollover. This figure 
should be available in Part II of the Form 8606, 
Nondeductible IRAs, that was filed with the IRA 
owner’s tax return for the rollover year. That tax-
able amount is the second priority for Roth IRA 
distributions, and the nontaxable portion (if any) 
of the conversion amount comes next, before any 
earnings are distributed. 

Nonqualified Distributions

All taxable and certain nontaxable distributions 
that are not qualified distributions from Roth 
accounts are subject to the 10% penalty unless 
an exception applies. Special ordering rules for 
Roth account distributions determine whether a 
nonqualified distribution is includable in gross 
income. 

Roth IRA Distributions
When the only contributions made to a Roth 
IRA are non-rollover amounts, the ordering rule 
is simple: Distributions come from contributions 
first and then from earnings [I.R.C. § 408A(d)(4)]. 
Because contributions to a Roth account are not 
tax deductible, distributions of the contributions 
are not taxable. Thus, the 10% early distribution 
penalty does not apply. 

Example 9.9 Distribution of Contribution 

Anna Roma contributed $5,000 to open her 
Roth IRA in 2009. In March 2012, she withdrew 
$2,000 from the account. Because the amount 
she received is a return of her basis per the order-
ing rules, the distribution is excluded from gross 
income and the early distribution penalty does 
not apply regardless of her age. Her basis in the 
Roth IRA is reduced to $3,000 ($5,000 – $2,000). 

Example 9.10 Distribution of Earnings

Anna (from Example 9.9) liquidated the remain-
der of her Roth IRA in May 2012 and received 
a check for $3,300. Only the $300 in earnings is 
a taxable distribution. Anna owes a $30 (10% × 
$300) early distribution penalty unless an excep-
tion applies. If Anna was at least age 59½, there 
is no penalty even though the distribution is non-
qualified because of the 5-year rule and the $300 
in includable in her income. 

Transfers, Conversions, and Rollovers

Because qualified distributions from Roth IRAs 
are tax free, IRA owners who expect a consider-
able amount of growth in their accounts may con-
sider moving the assets in their traditional IRAs 
or qualified retirement plans to a Roth IRA. The 
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Although Horst withdrew the money from the 
rollover account, the distribution rules require the 
two Roth IRAs to be treated as a single account 
with an $18,000 ($12,000 + $6,000) FMV. Horst’s 
distribution is allocated first to his $5,000 regular 
contribution, eliminating it from his basis. The 
remaining $4,000 ($9,000 – $5,000) is treated as 
coming from his rollover contribution, reducing 
that basis to $6,000 ($10,000 – $4,000). Because 
the distribution was less than his combined basis, 
none of it is includable in his income.

The I.R.C. § 72(t) penalty does not apply to 
the nontaxable distribution, even though Horst is 
only 58, because the recapture rule applies only 
to taxable distributions unless some of the distri-
bution is allocable to a rollover made within the 
5-year period ending with the distribution year. 
Because Horst’s rollover occurred 8 years ago 
and no part of the distribution is includable in 
his current income, Horst does not owe an early 
withdrawal penalty. 

Example 9.12 Roth IRA Distribution 
Exceeding Basis

The facts are the same as in Example 9.11, but 
Horst withdrew $16,000 from his Roth IRAs 
in 2012. It does not matter whether he entirely 
liquidated one account or left a balance in each 
account, because his Roth IRAs are treated 
as a single account with an $18,000 FMV 
before the distribution. Horst’s aggregate basis 
was $15,000 ($10,000 + $5,000), so $1,000 
($16,000 – $15,000) of the aggregate distribu-
tion is includable in his gross income as a dis-
tribution of earnings. Because Horst is not yet 
age 59½, he owes a $100 (10% × $1,000) pen-
alty under I.R.C. § 72(t), unless another excep-
tion applies. None of the $15,000 return of 
basis is subject to the early withdrawal penalty 
because Horst’s 5-year recapture period for the 
2004 rollover ended in 2008.

If there are multiple conversion and rollover 
contributions, they are drained on a first-in, first-
out (FIFO) basis [Treas. Reg. § 1.408A-6, Q&A-8 
through Q&A-10]. The 5-year period is tracked 
separately for each rollover for purposes of apply-
ing the I.R.C. § 72(t) penalty for early distribu-
tions [I.R.C. § 408A(d)(3)(F)].

As explained in the Practitioner Note on page 
300, if the IRA owner takes a nonqualified distri-
bution attributable to a rollover made within the 
5 tax years ending with the distribution year, the 
10% penalty must be recaptured. The rationale 
for this rule is that the penalty would have applied 
in the rollover year if the amount had not been 
converted to the Roth IRA, and the taxpayer 
should not receive a penalty advantage through 
making the conversion. For distributions in 2012, 
rollovers made after 2007 are affected by this rule.

Otherwise, the same exceptions to the pen-
alty apply; the only difference is that after a con-
version the early distribution penalty can affix 
to an amount that is not includable in the same 
year’s gross income.

All Roth IRAs Are 
Treated as One

If a taxpayer has more than one Roth IRA, all of 
the Roth IRAs are aggregated and treated as one 
contract for purposes of determining the extent 
to which nonqualified distributions are alloca-
ble to contributions [I.R.C. § 408A(d)(4)]. This is 
similar to the rule that applies when determining 
basis in distributions from traditional IRAs, but 
traditional IRAs and Roth IRAs are not combined.

Example 9.11 Aggregation of Roth IRAs 

Horst Rader, who is 58, has two Roth IRAs. He 
converted a $10,000 amount from a traditional 
IRA on April 1, 2004, and opened a different 
Roth account on April 1, 2008, making a $5,000 
regular contribution to it. Horst withdrew 
$9,000 from the rollover account on August 5, 
2012. The distribution is nonqualified because 
he is not yet age 59½. At the time he took the 
distribution, the rollover account had a $12,000 
fair market value (FMV), and the contributory 
account had a $6,000 FMV.

Practitioner
Note
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Amount in Box 2a  
of Form 1099-R

The trustee of a Roth IRA generally will not include 
an amount in box 2a (“Taxable amount”) of Form 
1099-R, Distributions From Pensions, Annuities, 
Retirement or Profit-Sharing Plans, IRAs, Insur-
ance Contracts, etc., because the trustee may 
not have all the facts to determine the taxable 
amount. The taxpayer must maintain records to 
establish the amounts and dates of contributions 
that are needed to determine the treatment of 
distributions.

Example 9.13 Ordering Rule  
for Multiple Rollovers

Bea Ware, who turned 60 in 2012, has a Roth 
IRA that was funded entirely through rollovers 
from non-Roth employer plans, as shown in 
Figure 9.2. 

FIGURE 9.2 Rollovers to Roth IRA 

Year
Rollover  
Amount

Taxable Amount 
in Rollover Year

2006 $10,000 $  8,000

2008      5,000     5,000

2010    11,000     6,000

Total $26,000 $19,000

  

Practitioner
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In February 2012, when the Roth IRA’s value 
(including earnings) was $29,000, Bea took a 
$25,000 distribution. She had not made any regu-
lar contributions to her Roth IRA, so the $25,000 
distribution is allocated first to her rollovers using 
a FIFO method. Only after all of the rollover 
amounts are eliminated does any of the distribu-
tion come from earnings. Bea must recapture the 
10% early distribution penalty for any portion 
of the distribution that was includable in Bea’s 
income after 2007, unless an exception applies.

Figure 9.3 shows the allocation of her $25,000 
distribution to the rollovers. Because all of the 
distribution is treated as a return of Bea’s basis, 
none of it is includable in her gross income, and 
she still has a $1,000 remaining basis from the 
2010 rollover ($26,000 – $25,000). 

The fourth column of Figure 9.3 shows the 
amounts potentially exposed to the early distri-
bution penalty recapture (rollovers made in 2008 
and 2010). Bea does not owe the penalty, how-
ever, because she has attained age 59½ and could 
have taken distributions penalty-free in 2012 
from her original retirement accounts.

FIGURE 9.3 Allocation of Distribution from Roth IRA

Year Distribution
Prior-Year Taxable 

Amount
Exposure to I.R.C. 

§ 72(t) Penalty

2006 $10,000 $   8,000 $          0

2008 5,000 5,000 5,000

2010 10,000 6,000 6,000

Total $25,000 $19,000 $11,000
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If an employee has more than one designated 
Roth account, the accounts are not aggregated. 
Instead, the distribution rules apply separately to 
each designated Roth account. For this reason, the 
Form 1099-R provided to the employee should 
include a computation of the taxable amount. In 
addition, the first year that the employee made a 
designated Roth contribution is entered in box 11 
of Form 1099-R.

Example 9.14 Nonqualified Distribution 
from Roth 401(k)

Kay Serrah, age 45, began contributing to a Roth 
401(k) in 2008. In 2012, when her designated 
Roth account balance was $50,000, she took a 
$10,000 hardship distribution to pay her daugh-
ter’s college tuition. Her nondeductible con-
tributions to the plan totaled $40,000, so 80% 
($40,000 ÷ $50,000) of the $10,000 nonqualified 
distribution is allocated to her basis.

Kay must include $2,000 (20% × $10,000) 
of the distribution in her gross income, and she 
owes a $200 ($2,000 × 10%) early distribution 
penalty because the I.R.C. § 72(t) exception for 
payment of post-secondary education expenses 
applied only to IRA distributions and not to 
employer plans.

Required Minimum 
Distributions 

Taxpayers are not required to take distribu-
tions from their Roth IRAs regardless of their 
ages (although distributions must be taken from 
inherited Roth IRAs). In contrast, designated 
Roth accounts are subject to the I.R.C. § 401(a)(9) 
required minimum distribution (RMD) rules. Qual-
ified distributions from designated Roth account 
balances can be rolled over tax-free to Roth IRAs, 
and it may be advisable for a retiree to transfer 
the designated Roth account to a Roth IRA before 
age 70½. This action will avoid the RMD rules and 
allow the funds to continue to grow tax-free.

Practitioner
Note

Designated Roth Account 
Distributions
The distribution rules are different for designated 
Roth accounts in employer plans such as 401(k) 
and 403(b) plans. A designated Roth account is 
available to an employee only if the employer 
chooses to offer a Roth option as a feature of the 
qualified plan. If the option is offered, only the 
employees can contribute to the Roth accounts, 
and their payroll deduction contributions are 
made on an after-tax basis instead of being tax 
deferred. (The earnings within a designated Roth 
account still grow tax-deferred, and qualified dis-
tributions of earnings are not taxed.)

When employees elect the Roth option, any 
employer contributions (whether nonelective 
or matching contributions) to the plan for those 
employees continue to be deposited into a tax-
deferred account within the plan. When distribu-
tions begin, the employees must figure taxable 
amounts separately for the pretax and the Roth 
accounts within the plan. In general, the employ-
ees will not have any basis in the pretax accounts.

The general rules for qualified distributions 
from designated Roth accounts are the same as 
the rules for Roth IRAs. Qualified distributions 
are tax free; to be qualified, a distribution must 
satisfy the 5-year participation rule and be made 
on or after the date the employee is age 59½, paid 
to a beneficiary after the owner’s death, or be 
made because the owner is disabled.

The basis-first ordering rules for nonquali-
fied distributions from Roth IRAs do not apply 
to similar nonqualified distributions from desig-
nated Roth accounts. Instead, I.R.C. § 72 applies, 
just as it does to other employer plan distributions.

■■ If the employee takes a nonperiodic dis-
tribution before the annuity starting date, 
the employee’s basis is allocated pro rata 
between the amount of the distribution and 
the remaining balance of the account [I.R.C. 
§ 72(e)]. 

■■ When annuity payments begin, the simpli-
fied method for calculating the taxable por-
tion of a pension must be used for eligible 
employees [I.R.C. § 72(d)]. If the distribution 
does not qualify for the simplified method, 
the general rule’s exclusion ratio is used 
[I.R.C. § 72(b)].
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Questions and Answers

Question 1. 
Can I deduct a loss on a Roth IRA that contains 
less than the original investment?

Answer 1.
To claim a loss, you must liquidate all of your 
Roth IRAs. If all Roth IRAs are closed out and 
the total distributions are less than your unrecov-
ered basis, you can claim a loss as a miscellaneous 
itemized deduction, subject to the 2%-of-AGI 
floor that applies to certain miscellaneous item-
ized deductions. Any such losses are added back 
to your taxable income to calculate the alterna-
tive minimum tax (AMT).

Question 2. 
Can the balances in my traditional 401(k) be con-
verted to a designated Roth account?

Answer 2.
If the plan document allows an in-plan Roth roll-
over (IRR), vested 401(k) amounts may be rolled 
over to a designated Roth account within the 
same plan. The amount of the conversion will 
be included as taxable income on Form 1099-R. 
The form will include code G in box 7 to explain 
why the early distribution penalty does not apply. 
Your plan must provide a written explanation of 
the consequences of making an IRR, because 
IRRs cannot be unwound [Q&A-6 in Notice 
2010-84, 2010-51 I.R.B. 872].

Question 3. 
Whose responsibility is it to track the different 
Roth holding periods? 

Answer 3.
The taxpayer is responsible for properly tracking 
all holding periods. The tax preparer must exer-
cise due diligence to properly ascertain that the 
holding periods have been met when calculating 
any potential tax due on a Roth distribution.

Rollovers

An eligible rollover distribution from a desig-
nated Roth account can be rolled over to another 
designated Roth account or to a Roth IRA, but 
not to a traditional IRA. If the employee rolls 
over only part of an eligible rollover distribution 
that is a nonqualified distribution, the part rolled 
over is considered to be first from the income por-
tion of the distribution.

The employee’s basis in a designated Roth 
account transfers to the Roth account that receives 
the rollover contribution. If the rollover is to a 
Roth IRA, the Roth IRA distribution ordering 
rules apply in determining whether future distri-
butions are includable in income. Rollovers from 
designated Roth accounts are treated in the same 
way as rollovers from other Roth IRAs. I.R.C. 
§ 408A(d)(4)(B)(ii)(I) combines this basis with 
basis from regular contributions for the first tier 
of distributions, rather than segregating it with 
the basis from non-Roth conversion transactions. 
The holding period for a designated Roth account 
does not transfer to the Roth IRA.

Conclusion

The rules regarding taxation of distributions from 
Roth accounts can be confusing and convoluted. 
Careful tracking of the various accounts as well as 
a thorough knowledge of the rules is necessary to 
properly prepare the tax return. 
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tax-deferred retirement plans, and tax-free Roth 
IRAs. The distinctive tax nature of each of these 
accounts should be weighed to allocate the assets 
appropriately. Rather than having the same types 
of holdings replicated in each account, consider-
ation should be given to the type of asset, so that 
it can be placed in the appropriate tax account.

A few generic rules should be considered. 
The overall composition of the taxpayer’s hold-
ings, as well as the dollar amounts in each bucket, 
will dictate the exact allocation percentages. 
However, these generic allocation rules can help 
reduce the overall tax burden.

Roth IRAs
Tax-free Roth IRAs should hold two types of 
assets—investments with the greatest potential 
for growth, including dividend payers, and funds 
that are going to be actively managed. 

■■ These accounts can be reallocated and rebal-
anced without the actions being treated as 
taxable exchanges. 

■■ Because distributions are not required, these 
accounts can continue to expand in value 
until the money is needed.

■■ When a retiree does need the income, Roth 
IRA distributions have another advantage: 
They do not count as income for purposes of 
making social security benefits taxable.

Tax-Deferred Accounts
Tax-deferred accounts, such as traditional IRAs 
and self-employed retirement plans, should hold 
investments that generate an above average 
return, so that the current income generated by 
these assets can be deferred until it is distributed. 

These tax-advantaged accounts should be 
filled with the least tax-efficient investments, such 
as high-yield bonds, real estate investment trusts 
(REITs), and high turnover active funds. Most 
other corporate bonds fit here as well. These are 
all investments that will produce taxable income.

Bear in mind that the tax advantages of 
deferred accounts are negated if rates will be 
higher when distributions are drawn.

TAX-SENSITIVE DISTRIBUTION STRATEGIES This section looks at 
ways to minimize tax when taking distributions from retirement plans.

As taxpayers approach retirement, their attention 
often shifts from contributions and asset alloca-
tion to distribution strategies. Many taxpayers 
then begin to realize that there is a very significant 
downside to their carefully thought-out contribu-
tions to tax-deferred plans—distribution-level tax-
ation. As they exit the workforce, some retirees 
are faced with the very real prospect of paying 
more in taxes during retirement than during their 
working careers.

■■ During their working careers, many employ-
ees have medical insurance that is subsidized 
through an employer plan, but in retirement 
they may need to take additional retirement 
income distributions to pay for medical 
insurance.

■■ During their working careers, individuals 
often have a home mortgage, but as they 
pay it down when they are approaching 
retirement, the interest deduction is rapidly 
reduced or eliminated. 

■■ During their working careers, families use 
their taxable income to maintain a base life-
style, but in retirement they would like to 
consider travel and other activities.

In short, many retirees see their tax deduc-
tions decrease and their need for income increase.

To maximize the use of their assets and to 
minimize taxes, tax professionals need to guide 
their clients in making choices about the tax sensi-
tivity of their financial decisions. Appropriate tax 
advice can yield huge dividends for the taxpayer.

Asset Allocation

Asset allocation is a two-step process that is not 
always followed by all investment advisers. The 
first step is to select a portfolio of stocks, bonds, 
and mutual funds that exposes the client to an 
appropriate amount of risk. 

The second step is to allocate the selected 
investments into different types of accounts to 
obtain the greatest tax benefit from each account. 
Most taxpayers should have three different types 
of tax accounts—taxable investment accounts, 
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income is tax free and their minimal capital gains 
are being taxed at the 0% capital gains rate. The 
small amount of interest and dividends they 
receive is reduced by their standard deduction 
and their personal exemption deductions. After 
their taxable portfolio is exhausted, the couple 
begins to take distributions from their traditional 
IRAs. These accounts are fully taxable as ordi-
nary income, which serves to make up to 85% of 
their social security benefits taxable as well. 

A better strategy would be taking ongoing 
distributions from the IRAs, coordinated to some 
tax-sensitivity figure such as the taxability of 
social security benefits or a specified tax bracket. 
This strategy can allow the IRA distributions to 
be taxed in significantly lower tax brackets or not 
taxed at all. It would also preserve funds in the 
taxable account that are more tax efficient for dis-
tribution planning purposes.

Income-Based Strategies

Items to consider in designing tax-minimizing 
distribution strategies are often income based. 
The best ideas for lower-income clients are not 
necessarily applicable to higher-income clients, 
and vice versa.

Lower-Income Taxpayers
■■ Consider using traditional IRA distributions 
to fill up the lower tax brackets

■■ Consider using annuities purchased with 
higher-basis investments for an income 
stream with very little taxable income due to 
the return of basis

Middle-Income Taxpayers
■■ Consider using Roth IRA distributions 
rather than traditional IRA distributions to 
avoid moving into a higher tax bracket as 
additional income is needed

■■ Consider using a line of credit rather than 
additional taxable distributions to avoid 
spikes in taxable income when more funds 
are needed for one-time purchases (such as a 
car or a special family vacation)

Taxable Account
This account should include cash to equal 3 to 6 
months of income as an emergency fund. A tax-
able account should hold liquid assets and assets 
that may generate nontaxable income, includ-
ing cash, municipal bonds, annuities, and index 
funds. As long as the current rules on qualified 
dividends continue, investments paying qualify-
ing dividends would be appropriate as well. It is 
also a good location for international stock funds 
that may qualify for the foreign tax credit. U.S. 
Treasury bonds are a good option if the client’s 
federal tax rate is low but his or her state tax rate 
is high.

Changing Investments 
within Accounts

Practitioners and advisers should remember that 
rebalancing assets in a tax-advantaged account 
is simply a matter of changing the investments—
there are no tax consequences. With a taxable 
account, the best way to rebalance is by mov-
ing new money into the account; otherwise, the 
result will be taxable capital gain if the assets 
have appreciated in value.

Timing of Distributions

Most people think about distributions from 
portfolios in only the most generic terms. Most 
financial professionals say that in retirement you 
distribute taxable accounts first, followed by tax-
deferred accounts, and finally tax-free accounts. 
This typically will maximize the tax-deferred and 
tax-free growth in those tax-advantaged accounts. 
However, this general rule considers only the 
time value of money, and it has a potentially fatal 
flaw when applied to individual circumstances: 
It ignores the U.S. progressive rate system of 
taxation.

Imagine a couple that is recently retired. 
They begin collecting social security benefits and 
spending the savings in their taxable account. 
Typically this portfolio holds cash, municipal 
bonds with very little income tax impact, and 
stocks that are taxed at capital gain rates. They 
may be paying no federal income taxes because 
their income is so low that their social security 
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Question 2. 
What is the most tax-efficient use of IRAs in estate 
planning?

Answer 2.  
The most tax-efficient way to distribute an IRA 
is to give the money to charity by designating the 
charity as the IRA beneficiary. The charity will 
not incur an income tax on the IRA proceeds, 
and the estate can take a charitable deduction for 
the value of the donated IRA.

Question 3. 
Given the tax inefficiency of IRAs, should all tax-
payers consider converting them to Roth IRAs?

Answer 3. 
There is no definitive answer to the Roth IRA 
conversion question. The answer lies in the 
unique variables inherent in every client’s tax 
scenario, including the future outlook for mar-
ginal tax brackets and rates.

Roth IRA Conversions 

See pages 78–87 of the 2010 National Income 
Tax Workbook for a discussion of comparing the 
after-tax consequence of a conversion with the 
after-tax consequence of not converting an IRA 
to a Roth IRA.

Cross-
Reference

Higher-Income Taxpayers
■■ Consider using traditional IRA distributions 
earlier in life to avoid being in a higher tax 
bracket when required minimum distribu-
tions (RMDs) begin

■■ Consider delaying social security benefits 
and replacing the income with traditional 
IRA distributions to reduce future RMDs

■■ Consider converting traditional IRAs to a 
Roth IRA to avoid future RMDs and the 
Medicare surtax that begins in 2013

There is no right answer for every situation. 
Each taxpayer’s circumstances must be looked at 
individually to assess the factors that might have 
the greatest financial impact.

Questions and Answers

Question 1.  
Are traditional IRAs an efficient way to leave 
money to heirs?

Answer 1. 
No. Traditional IRAs and other qualified retire-
ment plans are the most inefficient way to leave 
money to heirs. These funds are included in the 
beneficiary’s gross income when they are distrib-
uted, and they are also included as an asset of the 
estate that is potentially subject to the estate tax.

ALLOWABLE INVESTMENTS This section reviews the rules for 
investments within an IRA.

As a practical matter, there are only a few types 
of assets that cannot be held in an IRA. I.R.C. 
§ 408(m) provides a short list of collectible items 
that are prohibited investments for IRAs. They 
are

1. works of art;
2. antiques or rugs;
3. metals or gems;
4. stamps or coins;

5. alcoholic beverages; and 
6. any other tangible personal property specified 

(by a regulation or IRS ruling) as a collectible.

Prop. Treas. Reg. § 1.408-10 adds musical 
instruments and historical objects (such as docu-
ments and clothes) to the statutory list of prohib-
ited investments.
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Life Insurance 
Contracts

I.R.C. § 408(a)(3) prohibits IRAs from investing in 
life insurance contracts. If a qualified plan distrib-
utes a life insurance contract insuring the par-
ticipant’s life, the contract may be rolled over to 
another qualified plan, but it may not be rolled 
over to an IRA [Rev. Rul. 81-275, 1981-2 C.B. 92]. 
An IRA can invest in an annuity contract that will 
refund either the premiums paid or (if greater) 
the cash value of the contract if the individual 
dies before distributions commence [Treas. Reg. 
§ 1.408-2(b)(3)].

Some coins and bullion are permitted invest-
ments, despite the general prohibition of stamps 
and coins. IRAs may hold $5, $10, $25, and $50 
gold coins, special Liberty silver dollars, and any 
platinum coins minted by the U.S. Treasury, as 
well as coins issued under the law of any U.S. 
state if the state coins are held by an indepen-
dent custodian or trustee. Gold, silver, platinum, 
and palladium bullion that is held by a trustee is 
a permitted investment if the bullion meets the 
fineness standards required by the Commodity 
Exchange Act [7 U.S.C. § 7] for delivery in satis-
faction of a regulated futures contract. 

However, an otherwise qualifying coin that 
has been made into a piece of jewelry is con-
sidered an investment in a collectible [Part V of 
Notice 87-16, 1987-1 C.B. 446].

The penalty for acquiring a collectible in an 
IRA is that the collectible’s cost is treated as a dis-
tribution from the IRA, with the requisite taxes 
and penalties applied. 

Example 9.15 Wine Blitzes IRA Owner

Jeremiah Bullfrog has a self-directed IRA, and he 
instructed the trustee to purchase a wine collec-
tion at auction for $50,000. Because wine is an 
alcoholic beverage, it is classified as a collectible. 
If the trustee follows Jeremiah’s direction, the 
$50,000 will be treated as a taxable distribution. 
Because Jeremiah is under age 59½, he will owe 
a $5,000 (10% × $50,000) penalty tax as well as 
income tax on the deemed distribution.

Practitioner
Note

Self-Directed IRAs

There are virtually an unlimited number of invest-
ments that can be purchased inside an IRA. Most 
IRA owners keep their funds in money market 
accounts or securities such as stocks, bonds, and 
mutual funds. But IRAs can hold other assets, 
such as real estate and private business interests, 
including interests in closely held corporations, 
limited partnerships, and limited liability compa-
nies (LLCs). In most cases, these investments can 
be made only with a self-directed IRA—an IRA that 
allows the account owner to make the investment 
decisions. A qualified trustee or custodian must 
be engaged to hold the IRA assets and file the 
required IRS reports.

Given the turmoil in the financial markets, 
many taxpayers are flocking to self-directed IRAs 
with nontraditional holdings. This growing popu-
larity leads to two concerns for tax professionals:

1. Tax advisers must themselves understand the 
tax implications for clients who have opened 
or are considering opening self-directed 
IRAs.

2. Knowing those implications, tax advis-
ers must try to steer their clients away from 
unethical promoters who hawk self-directed 
IRA schemes that may violate the I.R.C. 
§ 4975 self-dealing rules.

SEC Investor Alert 

In September 2011, the Securities and Exchange 
Commission (SEC) Office of Investor Education 
and Advocacy issued an investor alert, “Self-
Directed IRAs and the Risk of Fraud,” which 
noted that investors should understand that the 
custodians and trustees of self-directed IRAs may 
have limited duties to investors, and that the cus-
todians and trustees generally will not evaluate 
the quality or legitimacy of an investment and 
its promoters. The alert said U.S. investors held 
approximately $4.7 trillion in IRAs, and 2%, or $94 
billion, of IRA funds are in self-directed IRAs, mak-
ing them attractive targets for fraud promoters. 
Because IRAs are often long-term investments, 
with tax penalties for early withdrawals, a pro-
moter may be able to perpetuate the fraud lon-
ger [www.sec.gov/investor/alerts/sdira.pdf].

Practitioner
Note
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Disqualified Persons
A disqualified person is identified in I.R.C. 
§ 4975(e)(2) as any of the following persons:

1. A fiduciary—any person who exercises dis-
cretionary authority in connection with the 
administration of the plan or its assets, and 
any person who provides investment advice 
for a fee [Treas. Reg. § 54.4975-9] 

2. A person who provides services to the plan 
3. An employer who has at least one employee 

who is covered by the plan 
4. An employee organization if any mem-

ber is covered by the plan
5. An owner (directly or indirectly) of 50% 

or more of (a) the voting power or the value 
of all stock in a corporation, (b) the capital 
or profits interest of a partnership, or (c) the 
beneficial interest of a trust or unincorporated 
enterprise that is an employer or employee 
organization described in items 3 or 4

6. A family member of any person described 
in items 1, 2, 3, and 5, including a spouse, an 
ancestor, a lineal descendant, and a lineal 
descendant’s spouse

7. A corporation that is 50% or more owned 
by any person listed in items 1 through 5

8. An officer, director, 10% or more share-
holder, or highly compensated employee 
(one who earns more than 10% of an employ-
er’s annual wages) of a person listed in items 
3 through 6

9. A 10% or more partner or joint venture of a 
person described in items 3 through 6

Although most of these categories are 
intended to describe relationships between a 
business and its qualified retirement plan, it is 
clear that an IRA owner and his or her family 
members and controlled businesses are dis-
qualified persons for the prohibited transaction 
rules.

Ban on Self-Dealing

It is imperative for an IRA owner who is consid-
ering a self-directed IRA to understand the I.R.C. 
§ 4975 prohibited transaction rules, which were 
written for qualified employer plans but have been 
amended to cover IRAs and other tax-deferred 
accounts (including health savings accounts and 
Coverdell education savings accounts). The tax-
payer can invest in many different assets, but he 
or she must be extremely cautious. Violating the 
self-dealing rules can disqualify the IRA.

I.R.C. § 4975 generally imposes a 15% tax 
on disqualified persons who participate in pro-
hibited transactions, but a special rule for IRAs 
[I.R.C. § 4975(c)(3)] generally exempts IRA 
owners from the tax. Instead, I.R.C. § 408(e)(2) 
states that if an IRA owner or beneficiary vio-
lates the I.R.C. § 4975 prohibited transaction 
rules with respect to the IRA, the account ceases 
to be an IRA as of the first day of the tax year in 
which the violation occurs. That means that the 
entire balance in the IRA is treated as a distribu-
tion for both inclusion in gross income and the 
early distribution penalty tax.

Prohibited Transactions
A prohibited transaction is identified in I.R.C. 
§ 4975(c)(1) as any of the following actions:

1. Selling, exchanging, or leasing any property 
between the plan and a disqualified person

2. Lending money or extending any other credit 
between the plan and a disqualified person 
(including pledging an account as collateral 
for a loan)

3. Furnishing goods, services, or facilities 
between the plan and a disqualified person

4. Transferring plan income or assets to, or 
allowing them to be used by or for the benefit 
of, a disqualified person 

5. Any act by a fiduciary who is a disqualified 
person that deals with the plan’s income or 
assets in the fiduciary’s own interest or for his 
or her own account

6. Any payment to a fiduciary who is a dis-
qualified person from any party dealing with 
the plan in a transaction involving its income 
or assets
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Multi-unit Property 
 

If an IRA owns multi-unit property, the different 
units could be segregated into different owner-
ship structures. For example, the IRA could own 
one unit of a duplex and the IRA owner could 
personally own and use the other unit. All costs 
would need to be segregated appropriately 
between the units.

Contribution Limits
Another common problem for taxpayers with 
self-directed IRAs is that the annual contribu-
tion rules still apply. Maintenance costs and 
taxes for the real property must be paid with 
money already inside the self-directed IRA. 
Outside funds that are used to pay the IRA’s 
expenses are considered a contribution to the 
IRA. If the amount violates the contribution 
limits, the taxpayer has an excess contribution 
that must be withdrawn to avoid the I.R.C. 
§ 4973 6% excise tax.

Example 9.18 Excess Contribution to IRA

Ron Down, who is 49, opened a self-directed 
IRA with a $200,000 rollover and directed the 
trustee to purchase a house for $175,000. Ron 
then found that the property needed $40,000 
of repairs and improvements to make it habit-
able. Only $25,000 remains in the IRA. If Ron 
pays the remaining $15,000 ($40,000 – $25,000) 
cost from his personal assets in 2012, he can 
treat $5,000 (the I.R.C. § 219 limit for 2012) as 
his current-year contribution to the IRA. The 
remaining $10,000 is an excess contribution that 
is subject to the 6% excise tax every year that it 
is considered to remain in the IRA.

IRA Should Retain 
Some Liquid Assets 

The IRA owner must keep enough liquidity inside 
the IRA so that funds needed to pay ongoing 
expenses are available. Although the IRA owner 
may plan to use the current cash flow from rental 
income for such expenses, that cash flow may not 
be sufficient if there is a vacancy or if significant 
improvements must be made.

Practitioner
Note

Practitioner
Note

Segregation of IRAs  
Is Advisable

Because a prohibited transaction results in a 
deemed immediate distribution of the entire IRA, 
it may make sense to segregate a self-directed IRA 
from IRAs holding more traditional investments. 
If a self-dealing rule is violated, the disqualifi-
cation would not apply to all of the taxpayer’s 
retirement savings.

Example 9.16 Reason for Division of IRA

Rusty Irons has an IRA worth $450,000, and he 
is considering using $50,000 of it to purchase 
some land. Although Rusty is sure that the pur-
chase is not currently prohibited, he is concerned 
that future events might result in a self-dealing 
transaction.

Rusty should consider segregating the funds 
for the land into a self-directed IRA that is sepa-
rate from the rest of his IRA. If self-dealing later 
occurs, then only the smaller self-directed IRA 
will be subject to disqualification and therefore 
taxation and penalties.

Real Estate

The two main types of investments that taxpayers 
try to purchase through self-directed IRAs are real 
estate and business interests. There is no prohibi-
tion to owning real property inside an IRA, but 
there are a few caveats. The first is that because 
goods or facilities cannot be shared (see item 3 in 
the list of prohibited transactions), the property 
cannot be used by the IRA owner or beneficiary 
in any capacity. This immediately disqualifies the 
owner’s personal residence or a vacation home 
from being held in his or her IRA. 

Example 9.17 Self-Dealing in Real Estate

Lani Lord’s self-directed IRA owns a house that 
has been rented to an unrelated person. If Lani 
decides in 2012 to become the tenant and rent 
the property to herself (or simply live in it without 
paying rent), she will have violated the self-deal-
ing rules. As a result, the full value of her IRA will 
be considered distributed as of January 1, 2012.

Practitioner
Note
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Rental Income

Having a mortgage on rental property does not 
make all of the IRA’s rental income subject to the 
UBIT. The property’s gross income is prorated 
based on the ratio of its average acquisition debt 
to its average adjusted basis for the tax year. The 
income is then reduced by the same percentage 
of most of the related expenses. However, the 
mortgage interest is fully deductible.

Average acquisition indebtedness for a year is 
computed by totaling the amounts of principal 
debt the IRA owes as of the first day of each month 
and dividing the sum by the number of months 
during the year that the IRA held the property. 
Part of a month is treated as a full month.

Average adjusted basis is the average of the 
adjusted basis of the property as of the first day 
and as of the last day that the IRA holds the prop-
erty during the tax year.

Example 9.19 Computation of IRA’s  
Taxable Income

In 2011, Neil Down directed the trustee of his IRA 
to purchase a rental condominium for $250,000, 
using $150,000 from the IRA for a down payment 
and financing the remaining $100,000 with a non-
recourse mortgage for 20 years at 5.0% interest. 
The monthly payment is $659.96. The property 
was placed in service in June 2011, and the IRA 
received $25,000 in gross rental income in 2012. 
The trustee paid $4,857 in mortgage interest from 
the IRA funds. If all the rent is included in gross 
income, the IRA could claim $12,000 in allow-
able depreciation and other expenses, not includ-
ing the mortgage interest.

To calculate the IRA’s UBI for 2012, the 
trustee first determines the percentage of the 
property that is debt financed. The only change 
to adjusted basis during the year was depreciation 
[straight-line (SL) over 27.5 years]. The January 
1, 2012, adjusted basis was $245,075 ($250,000 
– $4,925 depreciation), and the December 31, 
2012, adjusted basis is $235,985 ($245,075 – 
$9,090 depreciation). The 2012 average adjusted 
basis is $240,530 [($245,075 + $235,985) ÷ 2].

Debt Financing
Many people purchase real estate by making a 
down payment and acquiring a mortgage. This 
strategy is possible with an IRA, but it presents 
two important challenges.

The first challenge is that the self-dealing 
rules specifically prohibit lending between the 
IRA owner and the IRA. As a result, the IRA 
may take on debt, but the IRA owner cannot be 
personally liable for the debt. This means that the 
only option for borrowing is a nonrecourse loan. 
A nonrecourse loan makes the real estate itself 
the only asset available in the case of a default, so 
it avoids the self-dealing problem. If the mortgage 
is a recourse loan or the IRA owner is otherwise 
a guarantor, the entire IRA is immediately dis-
qualified and considered to be distributed.

Unrelated Business Income
The second issue when an IRA is the obligor of 
a mortgage on rental property is the unrelated 
business income tax (UBIT). I.R.C. § 408(e)(1) 
specifically makes IRAs subject to the I.R.C. 
§ 511 UBIT rules. I.R.C. § 512(b)(3) generally 
excludes real property rents from the defini-
tion of unrelated business income (UBI), but an 
exception applies if the rental property is debt-
financed [I.R.C. § 512(b)(4)]. This exposes the 
IRA to both an annual tax on net income and 
a tax on gain when the property is sold. The 
IRA must file Form 990-T, Exempt Organiza-
tion Business Income Tax Return, if its gross 
income from one or more unrelated businesses 
is at least $1,000. After other allowable expenses 
are deducted, I.R.C. § 512(b)(12) allows a $1,000 
specific deduction, so that the IRA will not owe 
the UBIT if its net UBI does not exceed $1,000.

Depreciation 
Allowance 

When an IRA’s income is tax exempt, there is no 
allowance for depreciation or other deductions 
to reduce the IRA’s gross income. When the UBIT 
applies, otherwise allowable business deductions, 
including depreciation, reduce the UBI.

Practitioner
Note
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The average acquisition indebtedness cal-
culated from the loan amortization table is 
$96,879, so the ratio of debt to basis is 40.28% 
($96,879 ÷ $240,530). This results in Neil’s 
IRA having $10,070 (40.28% × $25,000 rent) of 
gross UBI, so it must file Form 990-T. However, 
the IRA does not owe any tax because its net UBI 
is less than $1,000, as shown in Figure 9.4. 

Adjustment to Basis  
Is Not Prorated

Even though the full amount of depreciation that 
is ordinarily allowable is not actually deductible 
when only part of the IRA’s rental income is UBI, 
the full amount does reduce basis [I.R.C. § 1016(a)
(3)(B)].

Practitioner
Note

FIGURE 9.4 2012 Unrelated Business Taxable Income

Total Amount UBI Ratio UBI Allocation UBI

Average debt $96,879

Average basis $240,530

Debt-to-basis ratio 40.28%

Rent received $  25,000 40.28% $10,070

Mortgage interest $    4,857 100.00% $(4,857)

Depreciation $    9,090 40.28% (3,661)

Other expenses $    2,910 40.28% (1,172) ( 9,690)

Net UBI  $      380 

Specific deduction ( 1,000)

Taxable UBI $          0 

  

If an IRA does have taxable UBI, the UBIT is 
assessed using the same tax rates that apply to 
taxable trusts. 

Positive Cash Flow 

Although the net income after depreciation is low, 
the IRA does have a positive cash flow for 2012 
of $14,206 ($25,000 rents received – $7,920 mort-
gage payments – $2,910 other rental expenses) 
before consideration of trustee fees. The IRA 
owner can continue to make cash contributions 
to the IRA within the annual limits as long as he 
or she is under age 70½ and has earned income.

Gain on Disposition

The UBIT can also be a factor when property is 
sold. Net capital gains on debt-financed property, 
as well as I.R.C. §§ 1245, 1250, 1252, 1254, and 
1255 ordinary gains, are taxed. The amount of 

Practitioner
Note

gain or loss included in UBI is calculated using 
the ratio of the IRA’s highest acquisition indebt-
edness for the property during the 12-month 
period before the date of disposition to the IRA’s 
average adjusted basis of the property during the 
portion of the tax year that it owned the property. 
The trustee pays any UBIT from the IRA funds.

Gain on Disposition of 
Business Assets

See the “Business Assets” chapter of this book for 
an explanation of calculating gain on disposition 
of property used in a trade or business or held for 
the production of income.

Example 9.20 Sale of Debt-Financed 
Property 

Assume that in 2024 Neil Down (from Exam-
ple 9.19) directs the trustee of his IRA to sell 
the rental condominium that was purchased for 
$250,000. The highest mortgage balance during 
the 12-month period before the June 15, 2024, 

Cross-
Reference
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1. Does the IRA owner or any related party own 
50% or more of the business? 

2. Does the business have debts for which the 
IRA owner is liable?

3. Is the business an S corporation? (If so, it 
would lose its S corporation status.)

I.R.C. § 1361 Disallows 
IRA as Shareholder

The IRS pointed out in Rev. Rul. 92-73, 1992-2 C.B. 
224, that I.R.C. § 1361 does not allow an IRA to be 
an S corporation shareholder. In a 2009 Tax Court 
case, a Roth IRA was the sole shareholder of a 
Nevada corporation that elected to be taxed as an 
S corporation. The IRS determined that the corpo-
ration should be taxed as a C corporation because 
the IRA was an ineligible shareholder. The Tax 
Court agreed with the IRS, and on March 21, 2012, 
the Ninth Circuit Court of Appeals upheld the Tax 
Court’s decision [Taproot Administrative Services, 
Inc. v. Commissioner, 679 F.3d 1109 (9th Cir. 2012), 
aff’g 133 T.C. 202 (2009)]. IRAs are eligible share-
holders for C corporations, unless that ownership 
violates the self-dealing rules. 

Even when the answers to the three preceding 
questions do not rule out having an IRA acquire 
an interest in a business, an IRA owner needs to 
ensure there is no violation of the self-dealing 
rules that specifically prohibit the use of the IRA’s 
income or assets to benefit a disqualified person.

These cautions are not intended to dissuade 
IRA investments in business interests. A partial 
interest in an LLC or a privately held company 
usually will have no overt self-dealing implica-
tions, although there will be UBIT implications. 
The most common strategy now being marketed 
suggests that one or more IRAs establish an LLC. 
This allows spouses’ IRAs or other parties to own 
interests in the same business (or real estate) in a 
tax-deferred capacity. There are also opportuni-
ties for setting up different related entities (new 
entities) that allow separate assets with different 
characteristics to be owned either personally or 
by the IRAs. 

Again, care must be taken by both the IRA 
owner and the IRA trustee to avoid violating the 
self-dealing rules. 

Practitioner
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date of sale is $52,129 (after the IRA makes the 
June 1, 2023, mortgage payment), the average 
adjusted basis for the months in 2024 that the 
IRA owned the property is $133,906, the end-
ing adjusted basis (at the time of sale) is $131,822 
($250,000 – $118,178 accumulated depreciation), 
and the apartment is sold for $350,000.

The rental property is § 1250 property, 
and there is no ordinary income recapture on 
the SL depreciation. The IRA has a $218,178 
($350,000 – $131,822) overall gain. The UBI 
ratio is 38.93% ($52,129 ÷ $133,906), so the 
gain includable in UBI is $84,937 (38.93% × 
$218,178). Because this amount is less than the 
$118,178 of accumulated depreciation, it is all 
unrecaptured § 1250 gain that is subject (under 
current law) to a tax rate for capital gains not 
exceeding 25%. The tax is calculated on Form 
990-T (which also reports the rental income and 
deductions for 2024), and it is paid from the  
IRA funds.

Self-Dealing Rule Bars 
Transfer to IRA

One final note of caution: Real estate already 
owned by a taxpayer cannot be sold or otherwise 
transferred to the taxpayer’s IRA. The self-dealing 
rules expressly prohibit transferring an existing 
real estate holding into an IRA. Some promoters 
suggest buying a retirement home through an 
IRA and using it as rental property, with a plan 
to later liquidate the IRA and take the house as a 
distribution. The full value of the property would 
be taxed as ordinary income in the year of the 
distribution unless the IRA is a Roth IRA and the 
distribution is a qualified distribution.

Business Interests

Business interests are the other nontraditional 
investment that owners of self-directed IRAs 
often want the IRA to acquire. This can be 
fraught with considerable peril. Competent legal 
and tax advice is imperative before entering into 
this type of transaction. Three questions quickly 
eliminate most businesses from being held in a 
self-directed IRA.

Practitioner
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Question 3. 
My neighbor (not related to me) is starting a new 
venture that I’d like to invest in. Can I use my 
IRA to fund his venture?

Answer 3. 
As long as the business is not an S corpora-
tion, you can establish a self-directed IRA with 
a trustee and direct that your IRA purchase an 
interest in the business.

Question 4. 
I just found out that my client engaged in a pro-
hibited transaction 3 years ago. Does he still have 
an IRA?

Answer 4. 
No, the client has not had an IRA for the last 3 
years. The account was considered distributed 3 
years ago, and interest and penalties have accrued. 
There are also income tax ramifications for each 
of the subsequent years because the account was 
no longer a tax-deferred IRA.

Questions and Answers

Question 1. 
My client does not trust any financial institution 
and wants to purchase gold with an IRA. Can he 
do that?

Answer 1. 
Gold bullion is an allowable investment. How-
ever, the gold must be kept by a qualified trustee 
and may not be held by the taxpayer personally.

Question 2.
My client purchased a rental property inside an 
IRA. The bank required the client to co-sign the 
loan. Is this allowable?

Answer 2. 
By co-signing the loan, the client engaged in a 
prohibited transaction. As such, the entire IRA 
is considered to be distributed. This is a taxable 
event with potential early distribution penalties.

NONQUALIFIED PLANS This section discusses some nonqualified retire-
ment plan arrangements for top level employees.

Employers frequently adopt retirement and wel-
fare benefit plans to help attract and retain quali-
fied employees. Qualified plans generally provide 
tax benefits for both the employer and employee 
by allowing employers to deduct costs currently 
while employees can either defer retirement plan 
income or permanently exclude welfare benefit 
plan income.

Fringe Benefit Plans 

See the “Business Issues” chapter of this book for 
a summary of numerous fringe benefits that can 
be offered in welfare benefit plans.

In adopting the Employee Retirement 
Income Security Act of 1974 (ERISA), Pub. L. 
No. 93-406, Congress made the following points 
[29 U.S.C. § 1001(A)]:

■■ “Many employees with long years of 
employment are losing anticipated 
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retirement benefits owing to the lack of vest-
ing provisions in such plans.”

■■ “Owing to the inadequacy of current mini-
mum standards, the soundness and stability 
of plans with respect to adequate funds to 
pay promised benefits may be endangered.”

■■ “Owing to the termination of plans before 
requisite funds have been accumulated, 
employees and their beneficiaries have been 
deprived of anticipated benefits.”

■■ “It is therefore desirable in the interests of 
employees and their beneficiaries, for the 
protection of the revenue of the United 
States, and to provide for the free flow of 
commerce, that minimum standards be 
provided assuring the equitable character of 
such plans and their financial soundness.” 

Thus, the ERISA established strict oversight 
of tax-deferred plans by both the Treasury Depart-
ment and the Department of Labor (DOL) and 
imposed strictures on certain employer plans that 
keep owners and upper managers from discrimi-
nating against rank-and-file employees in terms 
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of participation and benefits. The antidiscrimina-
tion rules for qualified plans are meant to prevent 
businesses from receiving a tax advantage for the 
cost of employee benefits if they do not provide 
similar benefits to all eligible workers. 

Qualified retirement plans let middle-income 
employees save significant amounts of money as 
a proportion of income, but this is not true for 
very highly compensated individuals. 

Example 9.21 Effect of 401(k) Plan Limits  

The 2012 limit for employee salary deferrals into 
a traditional 401(k) plan is $17,000, plus a $5,500 
catch-up amount for employees who are at least 
age 50 by the end of the calendar year. A 45-year-
old employee earning $80,000 can contribute 
21.25% ($17,000 ÷ $80,000) of his or her pay 
to the 401(k) plan. With a 3% employer match, 
24.25% of the employee’s compensation can be 
set aside in a tax-deferred account.

However, an employee earning $500,000 is 
limited to the same $17,000 salary deferral, and 
the 3% employer match adds only $7,500 because 
it applies only to the first $250,000 of compensa-
tion. The employee’s effective savings rate thus 
is only 4.9% [($17,000 + $7,500) ÷ $500,000] of 
compensation, well below any recommended 
retirement savings percentage. 

Excess Benefit Plans

Top level employees generally want retirement 
savings plans that provide greater benefits than 
those allowed by ERISA-qualified plans. Because 
businesses usually have a highly vested interest 
in retaining these key employees, the businesses 
establish nonqualified plans that are not subject 
to all of the ERISA rules. Although these plans 
are beneficial for employee retention, they are 
not tax effective unless they are carefully struc-
tured and operated, because funding can result in 
current taxable income.

An excess benefit plan is defined as a plan main-
tained solely for the purpose of providing benefits 
for certain employees in excess of the limitations 
on contributions and benefits imposed by I.R.C. 
§ 415 [29 U.S.C. § 1002(36)]. It can be funded or 
unfunded.

A top hat plan is an unfunded plan maintained 
primarily for the purpose of providing deferred 

compensation for a select group of management 
or highly compensated employees (HCEs).

An unfunded plan means that the employer 
keeps a ledger entry for the benefits due to the 
employees. The assets are not set aside in a sep-
arate account, and the benefits are typically a 
promise to pay from the company’s future cash 
flow. The employer cannot take a tax deduction 
for this type of arrangement until the benefits are 
actually paid. The employees recognize ordinary 
income when they receive the payments [Rev. 
Rul. 60-31, 1960-1 C.B. 174].

In contrast, a funded plan includes some sort 
of irrevocable trust. The trust keeps the funds 
segregated from the employer’s general cash 
flow, making the future benefits more secure. 
The timing of the employer’s expense deduction 
coincides with the employees’ recognition of the 
income, which can be deferred by applying the 
constructive receipt rules of I.R.C. § 83 and the 
economic benefit rules of I.R.C. § 451.

Qualified Plans  
Also Use Trusts

The use of a trust is a similarity between qualified 
plans and some nonqualified plans. In a qualified 
plan, the employer’s contribution to the trust is 
deductible from current income. The trust is not 
subject to claims from the company’s creditors, 
and the funds grow tax-deferred until they are 
distributed to the employees. 

Whether a nonqualified plan trust is pro-
tected from the company’s creditors determines 
whether contributions to the trust are currently 
included in the employee’s income and who pays 
tax on the trust’s investment income (such as 
interest, dividends, and capital gains).

■■ If an employer segregates the assets in a 
trust fund that is available to the company’s 
creditors, the trust is treated as a grantor trust 
for the employer. The employee incurs no 
tax (and the employer cannot take a deduc-
tion) until distributions are made from the 
trust. This arrangement is referred to as a 
rabbi trust because the first IRS ruling that 
approved this type of plan involved a con-
gregation that planned to fund a trust for 
its rabbi [P.L.R. 81-13-107 (December 31, 
1980)]. 
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■■ A secular trust—an irrevocable trust that 
is not available to the company’s credi-
tors—is essentially an after-tax arrangement. 
Contributions to the trust are includable 
in the employees’ income under the eco-
nomic benefit doctrine when the employee 
becomes vested in the trust (which may be 
immediately). The trust pays taxes on its 
own income, and the employee is taxed 
on the trust’s accumulated earnings under 
I.R.C. § 72 as he or she receives distributions 
[I.R.C. § 402(b)(2); Rev. Rul. 2007-48, 2007-
30 I.R.B. 129]. The company can take an 
income tax deduction for its contributions to 
the trust only in the year they are includable 
in the employee’s income. 

ERISA Applies to 
Funded Plans

The Title I ERISA rules for reporting, disclosure, 
fiduciary standards, and enforcement that are 
administered by the DOL apply to nonqualified 
plans that are funded. The criterion for funding 
under ERISA is whether assets to provide the ben-
efits are unavailable to the business’s creditors. 
The Title II ERISA coverage rules (Internal Revenue 
Code provisions) apply only to qualified plans.

A carefully structured nonqualified deferred 
compensation plan defers taxation by ensur-
ing that the employees do not receive either an 
economic benefit or constructive receipt until 
the income is distributed to them. An employee 
must make irrevocable decisions about the tim-
ing and form of benefits before he or she has a 
legally binding right to the benefits. Of course, 
unlike qualified plans, a substantial risk of forfei-
ture exists because the trust funds are subject to 
the claims of creditors—or may not even exist.

Economic Benefit 
Results in Income

Secular trusts can provide deferred compensation 
to employees only if they do not give employees 
a current economic benefit and the employees do 
not have constructive receipt of the funds.
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Plans Using Life Insurance

The greatest advantage of nonqualified plans 
is the opportunity to be extremely creative. 
Employers can be as innovative as they like with-
out worrying about I.R.C. § 410(b) minimum 
coverage rules. Because nonqualified deferred 
compensation plans are not tax exempt, the earn-
ings within a plan are currently taxable, either to 
the employer or at the trust level. Thus, life insur-
ance arrangements are frequently used as funding 
vehicles because the inside buildup in a policy’s 
cash value is usually tax deferred.

Generically, most nonqualified plans fit into 
the following four categories: 

1. Supplemental executive retirement plans 
(SERPs)

2. Key employee executive bonuses
3. Group carve-out insurance 
4. Split-dollar life insurance

Supplemental Executive 
Retirement Plan 
A supplemental executive retirement plan (SERP) 
allows the company to provide additional retire-
ment benefits for a select group of top level 
employees. These plans are often designed to 
provide benefits that could have been paid under 
a qualified plan except for the limitations imposed 
by the Internal Revenue Code. They can pro-
vide salary continuation for a specified period 
following separation from service or retirement 
pay. Reaping the benefits often hinges on the 
employee remaining with the company for a set 
number of years. 

A business can fund a SERP using cash or 
investments, but cash value life insurance is fre-
quently used. The business purchases a policy 
on the employee’s life; it maintains control by 
owning the policy, being the beneficiary, and 
paying the annual premiums, which are not tax 
deductible. The employee has no additional cur-
rent income because he or she has no present 
economic benefit. When the employee retires, 
the insurance company will pay the contrac-
tual benefits either as a lump-sum amount or as 
installments over a time period [Rev. Rul. 68-99, 
1968-1 C.B. 193]. The employee has income—and 
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Group Carve-Out Insurance
I.R.C. § 79 allows an employer to provide up 
to $50,000 of group-term life insurance to an 
employee without any income inclusion. Higher 
coverage amounts are taxable to the employee 
at age-based rates set forth in Treas. Reg. § 1.79-
3(d), rather than at the employer’s actual cost of 
providing the coverage. 

Group-Term Life 
Insurance

See “Issue 2: Fringe Benefits” in the “Business 
Issues” chapter of this book for more informa-
tion about the rules for group-term life insurance 
plans.

A group carve-out plan provides the $50,000 of 
group-term insurance to the selected employees 
and provides additional coverage through per-
manent cash value life insurance policies that 
allow a premium to be locked in when the policy 
is issued, rather than becoming more costly as the 
employee ages. The employee usually owns the 
insurance policy, so the employer treats the pre-
miums as compensation. 

Ownership Is Major 
Difference in Plans

The employer generally owns a SERP policy, 
whereas the employee generally owns policies 
purchased through executive bonus and carve-
out plans. Ownership determines the income tax 
treatment for both parties.

Cross-
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Observation

the business takes a deduction—when the benefits 
are paid.

The accumulated value of the insurance con-
tract is available to the company’s creditors, so 
the plan is not considered to be funded for ERISA 
purposes. SERPs are subject to limited ERISA dis-
closure rules that require the company to report 
only the name of the employer, the number of 
employees in the plan, and a statement that the 
plan is maintained and funded strictly to provide 
nonqualified deferred compensation to a select 
group of employees.

Key Employee Executive Bonus
An executive bonus plan may provide a current 
tax deduction to the business. Treas. Reg. § 1.162-9 
provides that “bonuses to employees will con-
stitute allowable deductions from gross income 
when such payments are made in good faith and 
as additional compensation for the services actu-
ally rendered by the employees, provided such 
payments, when added to the stipulated salaries, 
do not exceed a reasonable compensation for the 
services rendered. It is immaterial whether such 
bonuses are paid in cash or in kind or partly in 
cash and partly in kind.”

Key employee executive bonus plans typically 
use cash value life insurance to minimize cur-
rent taxable income for the employee. When the 
employee qualifies for a bonus, the business uses 
the funds (at the employee’s direction) to pay life 
insurance policy premiums. The payments are 
treated as compensation to the key employee. 
The employee is the designated owner of the pol-
icy and names the beneficiary. The policy’s cash 
value grows tax-deferred and can be withdrawn 
to supplement retirement income. The plan can 
be written to restrict the employee’s access to 
the cash value for a specified term as a retention 
incentive.

Insurance Provides 
Leverage 

The reason that cash value life insurance is used 
in many key employee plans is the potential lever-
age should the employee die—the excess amount 
of the death benefit over the premiums paid. This 
difference typically is very significant initially and 
gradually decreases as the insured employee ages.
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Loan Regime  
Is Alternative

A split-dollar life insurance arrangement can be 
structured as a loan, with the employee owning 
the policy and the employer paying the premi-
ums, creating a debt owed by the employee. This 
avoids compensation income, but the employee 
must pay interest. Treas. Reg. § 1.7872-15 pro-
vides guidance for these arrangements.

Tax Ramifications

As the preceding section shows, insurance often 
plays a vital role in the establishment of nonquali-
fied plans, letting the plans take advantage of tax 
deferral and leverage to provide the greatest ben-
efit to the key employee. The tax ramifications of 
nonqualified plans are quite simple at the federal 
level. 

I.R.C. § 83(a) requires a worker who receives 
restricted property as compensation to report it as 
income at the time it becomes substantially vested 
(that is, when there is not a substantial risk of for-
feiture). The doctrine of constructive receipt says 
that cash and noncash benefits are includable in 
gross income when the benefits become available 
to the taxpayer with no substantial limitations or 
restrictions [Treas. Reg. § 1.451-2(a)]. However, 
when the taxpayer has only a future right to the 
benefit, subject to significant limitations, there is 
no constructive receipt and the future income is 
not currently taxable. Following this doctrine, it 
is fairly easy to see when there is a potential for 
taxable income in nonqualified plans.

Impact of I.R.C. § 409A
The American Jobs Creation Act of 2004, Pub. 
L. No. 108-357, added I.R.C. § 409A, “Inclusion 
in gross income of deferred compensation under 
nonqualified deferred compensation plans,” 
effective for tax years beginning after 2004. It 
augments the I.R.C. §§ 83 and 451 rules by identi-
fying some transactions that cause a nonqualified 
plan failure, thus accelerating an income inclu-
sion; and by restricting the permissible triggers 
for distributions to several events—separation 
from service, death, disability, unforeseeable 
emergencies, a preset distribution schedule, or 
some ownership changes.
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Company-Owned  
Life Insurance

An employer’s ownership right allows the 
employer to pay a death benefit to a deceased 
employee’s beneficiary from company profits 
instead of transferring the insurance proceeds. 
A company-funded death benefit is includable in 
the beneficiary’s income. I.R.C. § 101(a) generally 
excludes life insurance proceeds paid because of 
death from the beneficiary’s income. A prior-law 
$5,000 exclusion for employer-paid death benefits 
was repealed for deaths after August 20, 1996.

The I.R.C. § 101(j) rule that the life insurance 
exclusion from gross income does not apply to 
proceeds received by an employer contains sev-
eral exceptions. These include coverage of HCEs 
and amounts paid to the insured person’s heirs.

Split-Dollar Life Insurance
The fourth plan is split-dollar life insurance, where 
the employer and the employee jointly own a cash 
value life insurance policy. The employer gener-
ally pays the premiums (with a right to reimburse-
ment), and Treas. Reg. § 1.61-22 provides that the 
employer is treated as the owner of the policy for 
tax purposes. For other purposes, such as desig-
nating a beneficiary, the employee usually owns 
the policy. When the employee retires, he or she 
reimburses the employer for the premiums and 
has full ownership. 

Because the employee receives a current eco-
nomic benefit in the form of life insurance cover-
age, the employee realizes some taxable income. 
The value includable as compensation each year 
is the amount of the current life insurance protec-
tion multiplied by a life insurance premium fac-
tor designated by the IRS. Notice 2002-8, 2002-1 
C.B. 398, includes an age-based premium rate 
table to determine the value of the life insurance 
protection provided under a split-dollar life insur-
ance arrangement entered into on or after January 
28, 2002. Some split-dollar life insurance arrange-
ments entered into before January 28, 2002, can 
continue to use the P.S. 58 rates set forth in Rev. 
Rul. 55-747, 1955-2 C.B. 228, even though that 
ruling has been revoked.

There is a further income inclusion if the 
employee has access to the current cash value of 
the policy.

Practitioner
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or at least 10 years, or (b) is received after termi-
nation of employment under a plan maintained 
solely for the purpose of providing retirement 
benefits for employees in excess of the qualified 
plan limitations imposed by the Internal Reve-
nue Code.

I.R.C. § 3121(v) 

I.R.C. § 3121 defines wages for social security tax 
purposes. It generally requires amounts deferred 
under nonqualified deferred compensation 
plans to be treated as social security wages as of 
the later of the time the services are performed 
or the time when there is no substantial risk of 
forfeiture.

Questions and Answers

Question 1. 
My client had a nonqualified plan that was dis-
tributed to creditors when the company went 
bankrupt. Will my client be eligible for payments 
from the Pension Benefit Guaranty Corporation 
(PBGC)?

Answer 1.
No, because the PBGC guarantees only pensions 
that are part of qualified plans. 

Question 2.
I have a corporation with 30 employees. Can I 
set up a pension plan that covers only my family 
members and me?

Answer 2.
You can establish a nonqualified plan, but the 
corporation cannot deduct its contributions to the 
plan until the funds are distributed and taxable to 
the retired employees.

Question 3.
When I review a client’s nonqualified benefit 
plan, what is the shortcut that tells me what the 
tax ramifications are?

Answer 3.
Each nonqualified plan is unique, so there is no 
shortcut to understanding the potential tax and 
forfeiture ramifications. The only way to under-
stand the plan is to thoroughly read the entire 
plan document.
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I.R.C. § 409A also provides for a 20% penalty 
tax on income from plan failures, plus interest 
from the year of deferral to the year of inclusion.

Two codes in box 12 of an employee’s Form 
W-2, Wage and Tax Statement, indicate partici-
pation in a nonqualified deferred compensation 
plan [Notice 2008-115, 2008-52 I.R.B. 1367]. 
Reporting a deferral amount with code Y is 
optional, but if an amount is reported, it includes 
both the current-year deferrals and earnings dur-
ing the year on current- and prior-year deferrals. 
An employer must report an amount with code Z 
when there is income under I.R.C. § 409A result-
ing from a plan failure. The amount reported in 
box 12 using code Z is also reported in box 1 and 
is subject to the 20% additional tax plus interest 
on the employee’s Form 1040, U.S. Individual 
Income Tax Return. Boxes 15a and 15b on Form 
1099-MISC, Miscellaneous Income, report the 
same information for an independent contractor. 
The amount included in box 15b is also includ-
able in box 7 of Form 1099-MISC.

State Income Tax on Nonresidents 
A major difficulty with taxation of nonqualified 
plans comes from state tax issues. State laws 
must be carefully studied to see whether feder-
ally deferred compensation is taxed in a specified 
state when it is vested. Several states, struggling 
to gain more revenue, claim jurisdiction for tax-
ing nonqualified benefits that were earned in the 
state, even if a taxpayer retires to a different state. 
This area should be carefully researched and 
disclosed to the taxpayer before any position is 
taken on the matter.

States are not permitted to tax some pen-
sion income of former residents. In Pub. L. No. 
104-95, which added 4 U.S.C. § 114, Congress 
prohibited states from imposing an income tax 
on the retirement income of an individual who 
is not a resident or domiciliary of the state. The 
term retirement income is defined as income from 
IRAs (including SEPs) and from plans described 
or defined in I.R.C. §§ 401, 403, 414, 457, and 
501(c)(18), plus some arrangements covered by 
I.R.C. § 3121(v)(2)(C), “Nonqualified deferred 
compensation plan.”

The law barring states from taxing nonresi-
dents’ pension income applies to income from 
a nonqualified deferred compensation [I.R.C. 
§ 3121(v)(2)(C)] plan only if it (a) is part of a series 
of substantially equal periodic payments for life 
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FIGURE 9.5 Form W-2 Entries

Box 1 Box 3 Box 5

No employer plan $75,000 $75,000 $75,000

401(k) plan $69,000 $75,000 $75,000

401(k) and cafeteria 
 plan

$64,000 $70,000 $70,000

Andy’s salary deferral into the 401(k) plan 
reduces his taxable income, but it does not 
reduce his FICA wages [I.R.C. § 3121(v)(1)(A)]. 
His salary reduction for health insurance further 
reduces both his taxable income and his FICA 
wages because employer-paid health insurance is 
excluded from FICA wages [I.R.C. § 3121(a)(2)].

Participation in a cafeteria plan allows Andy 
to save $282.50 ($5,000 × 5.65% for 2012) in 
FICA taxes and XYZ to save $382.50 ($5,000 × 
7.65%) of the employer FICA tax match.

401(k) Plans  

I.R.C. § 125 specifically prohibits most deferred 
compensation plans from being offered in a caf-
eteria plan. Although 401(k) contributions can be 
included in a cafeteria plan menu, in reality the 
401(k) is a separate plan and the cafeteria plan 
inclusion is only a conduit. Inclusion of a 401(k) 
plan in a cafeteria plan does not change the FICA 
taxation.

Nondiscrimination Testing

A qualified plan must meet strict nondiscrimina-
tion standards to keep the plan tax advantaged. 
The tests for retirement plans and cafeteria plans 
differ from each other.

401(k) Plans
I.R.C. § 401(k)(3) requires two nondiscrimina-
tion tests—the I.R.C. § 410(b)(2) benefit test and 
a deferral percentage test. Both of these tests 
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CAFETERIA PLANS AND 401(K) PLANS This section compares some 
rules for I.R.C. § 125 cafeteria plans with those for 401(k) plans.

Many employer-provided benefits are excluded 
from the employees’ income as long as the benefit 
plans meet statutory limitations. Employer-pro-
vided benefits that are not funded through elec-
tive salary reductions are also generally exempt 
from FICA taxes. In contrast, pretax amounts 
contributed to employer plans through employee 
salary reduction elections do not reduce social 
security and Medicare taxes. 

I.R.C. § 125 allows employers to offer fringe 
benefit plans (commonly known as cafeteria 
plans) in which employees may choose a tax-
able benefit (such as cash) or select benefits that 
are excludable from gross income under various 
sections of the Internal Revenue Code. Most caf-
eteria plans include a salary reduction agreement 
that allows employees to direct part of their pay 
to a list of approved benefits. (Tax law precludes 
the inclusion of some items, such as long-term 
care insurance, and the employer plan itself may 
include further limitations.) When excludable 
benefits are selected, both the employee and the 
employer will pay less FICA tax. 

Fringe Benefits 

See Issue 2 in the “Business Issues” chapter of this 
book for more information about selected fringe 
benefits and Issue 3 for an explanation of simple 
cafeteria plans.

Example 9.22 FICA Tax Savings 

Andy Luffser earns $75,000 a year as an employee 
of XYZ Corporation. In 2012, he deferred $6,000 
into XYZ’s 401(k) plan, and his share of medical 
insurance costs was $5,000. XYZ offers a cafete-
ria plan, and Andy chose a salary reduction for 
his medical insurance costs. Figure 9.5 shows the 
entries for box 1 (Wages, tips, other compensa-
tion), box 3 (Social security wages), and box 5 
(Medicare wages and tips) of Andy’s Form W-2 
in three different scenarios.

Cross-
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(4.25% + 2%). The XYZ 401(k) plan is in com-
pliance with the ADP rules.

Actual Contribution Percentage

The actual contribution percentage (ACP) test 
applies to employer matching contributions and 
any after-tax employee contributions. The calcu-
lation is identical to the ADP test, and the speci-
fied limits are the same.

Although the tests may seem fairly straight-
forward, the employer must consider all eligible 
employees. An NHCE who is eligible to partici-
pate in the plan but chooses not to do so has an 
ADP and ACP percentage of zero, which reduces 
the average NHCE ADP to the detriment of the 
HCE group.

A safe harbor 401(k) plan is not required to 
conduct the ADP and ACP tests [I.R.C. § 401(k)
(12)]. These plans must include three provisions.

1. The employer is required to make either 
matching or nonelective contributions.
a. If matching contributions are chosen, the 

employer must contribute a 100% match 
of the employee’s deferrals up to 3% of 
the employee’s compensation, and must 
contribute a 50% match of the employee 
deferrals from 3% to 5% of compensa-
tion. Contributions are not required for 
employees who choose not to participate.  

b. If nonelective contributions are chosen, 
the employer must contribute 3% of each 
eligible employee’s compensation, even 
if an employee chooses not make an elec-
tive deferral.

2. The plan must require 100% vesting of all 
employer contributions at the time they are 
made.

3. The employer must give the employees a 
written notice of their rights and obligations 
with regard to contributions under the plan 
within a reasonable period before each plan 
year.

Cafeteria Plans
The cafeteria plan nondiscrimination rules look 
at both HCE participation and benefits and key 
employee participation benefits. (Additional 
participation or coverage rules apply for some 
specific benefits that may be offered through the 

compare the participation of highly compensated 
employees (HCEs) to that of other employees. 
I.R.C. § 414(q) establishes two separate criteria 
for an employee to be treated as an HCE:

1. The employee is a more than 5% owner of the 
business in the current or immediately pre-
ceding year. 

2. The employee earned more than a specified 
amount in the preceding year ($115,000 if the 
preceding year is 2012 and $110,000 if the 
preceding year is 2011). A company that pays 
many employees more than the specified 
amount can choose to limit the application 
of this criterion to the top 20% of employees 
ranked on the basis of compensation.

Employees who meet either of these criteria 
are HCEs for 401(k) plan testing. 

Actual Deferral Percentage

The actual deferral percentage (ADP) test compares 
the average salary deferrals of the HCE group as 
a percentage of compensation to those of non–
highly compensated employees (NHCEs). Each 
employee’s percentage is calculated separately, 
and then an average percentage is calculated for 
each group. Catch-up contributions made by par-
ticipants who are at least age 50 are not included 
in the calculation. To pass the test, the HCE 
group’s ADP may not exceed the NHCE group’s 
ADP by more than a specified margin that varies 
with the NHCE group’s deferrals.

Figure 9.6 shows the limits for higher- 
percentage contributions by the HCE group.

FIGURE 9.6 Maximum HCE Rate  
for ADP Compliance 

NHCE ADP Maximum HCE ADP

Less than 2% 200% of the NHCE rate

2% to 8% NHCE rate plus 2%

More than 8% 125% of the NHCE rate

Example 9.23 ADP Compliance Test

XYZ Corporation calculated that the ADP for 
its HCEs is 5.5% and the ADP for its NHCEs 
is 4.25%. Because the NHCE ADP is 4.25%, 
the maximum allowable HCE ADP is 6.25% 
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elect qualified benefits, and the actual election of 
nontaxable benefits by highly compensated par-
ticipants is not disproportionate (with other par-
ticipants electing taxable benefits).

A plan must also give each similarly situated 
participant a uniform election with respect to 
employer contributions, and the actual election 
of nontaxable benefits through the plan must 
not be disproportionate by highly compensated 
participants (with other participants electing to 
receive employer contributions as taxable ben-
efits) [Prop. Treas. Reg. § 1.125-7(c)(2)].

The proposed regulations do not provide a 
variance allowance similar to that for 401(k) plans. 
Instead, the total amount of nontaxable benefits 
elected by the HCEs must be measured as a per-
centage of their aggregate compensation, and the 
total amount of nontaxable benefits elected by 
the NHCEs must be measured as a percentage 
of their aggregate compensation. If the HCE per-
centage exceeds the NHCE percentage, the plan 
is treated as discriminatory.

Similarly, employer contributions are con-
sidered disproportionately utilized if the total 
employer contributions utilized by the HCE 
group as a percentage of their aggregate compen-
sation exceed the total employer contributions 
utilized by NHCEs as a percentage of their aggre-
gate compensation.

Nonparticipants Are 
Not Counted

Employees who do not participate in a cafeteria 
plan are not taken into account in determining 
whether benefits or contributions under the plan 
are discriminatory.

Figure 9.7 is a retirement plan comparison 
chart that is adapted from an interactive table 
accessible at www.retirementplans.irs.gov 
/plan-comparison-table/. Figure 9.8 is adapted 
from an IRS chart that shows whether funds from 
one type of plan may be rolled over to another 
type of plan [www.irs.gov/pub/irs-tege/roll 
over_chart.pdf].

Practitioner
Note

I.R.C. § 125 plan, such as those for group-term 
life insurance.) HCEs and key employees are two 
different groups, although there can be significant 
overlap between them.

If a plan favors HCEs in eligibility, contribu-
tions, or benefits, the HCEs are taxed on the value 
of the taxable benefits they could have selected, 
rather than being able to exclude from income 
the value of the equivalent amount of nontax-
able benefits they did select [I.R.C. § 125(m)]. An 
HCE for this purpose is any of the following per-
sons [I.R.C. § 125(e)]:

■■ An officer
■■ A more than 5% owner of the business
■■ An employee who earned more than 
$115,000 (for 2012)

■■ A spouse or dependent of an HCE 

Key Employee Test

A similar income inclusion rule applies to key 
employees if a cafeteria plan favors key employ-
ees. A plan favors key employees if more than 
25% of the total of the nontaxable benefits under 
the plan go to key employees. A key employee 
[I.R.C. §§ 125(b)(2) and 416(i)] is any of the fol-
lowing employees:

■■ An officer who is paid more than $165,000 
(for 2012)

■■ A more than 5% owner of the business
■■ A more than 1% owner who is paid more 
than $150,000 (for 2012)

The 25% test is called a key employee concen-
tration test.

Example 9.24 Key Employee Benefit Test

Key employees elected $7,000 of nontaxable 
benefits in XYZ Corporation’s cafeteria plan, and 
non-key employees elected $24,000 of nontax-
able benefits. Because the key employees receive 
22.6% [$7,000 ÷ ($24,000 + $7,000)] of the non-
taxable benefits, the XYZ plan passes the key 
employee concentration test. 

HCE Contribution Tests

In general, a cafeteria plan is not considered to 
be discriminatory if the plan gives each similarly 
situated participant a uniform opportunity to 

http://www.retirementplans.irs.gov/plan-comparison-table/
http://www.retirementplans.irs.gov/plan-comparison-table/
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FIGURE 9.7 2012 Retirement Plan Comparison Chart

Profit- 
Sharing 
Defined 

Contribution
401(k) 

Feature

Safe 
Harbor 
401(k)

Defined 
Benefit

Payroll 
Deduction  

IRA SEP IRA
SIMPLE 

IRA 403(b)1

May use IRS model 
form as plan 
document No No No No No Yes Yes No

Annual return 
(Form 5500 series) 
required Yes Yes Yes Yes No No No Yes

Annual 
nondiscrimination 
testing Yes Yes Yes Yes No No No Yes2

Maximum employee 
contribution $0 $17,0003 $17,0003 $0 $5,000 $0 $11,5003 $17,0003

Age 50+ catch-up 
contribution limit $0 $5,5003 $5,5003 $0 $1,0003 $0 $2,5003 $5,5003

Employer 
contributions Optional4 Optional4 Required5 Yes6 No Optional4 Required5 Optional4

Loans allowed Yes Yes Yes Yes No No No Yes

Hardship withdrawals 
allowed Yes Yes Yes No Yes7 Yes7 Yes7 Yes

1 403(b) plans cannot be offered by for-profit businesses. 
2 Testing is required only if a plan offered by a tax-exempt organization has employer contributions.
3 All dollar limits are for 2012; they are subject to cost-of-living adjustments in future years (except the age 50+ catch-up contributions for payroll deduction 

IRAs). Contributions are also limited by the employee’s compensation.
4 Optional means that the employer is permitted to contribute to the employee’s retirement account but is not required to make contributions in every year. 

The total employer and employee contributions may not exceed the lesser of 100% of the employee’s compensation or a dollar limit, which is $50,000 for 
2012. The $50,000 limit is increased if the plan permits additional contributions, such as age 50+ catch-up contributions. 

5 Required means that an employer must deposit into the plan each year either a minimum nonelective contribution for all plan participants or a matching 
contribution that equals a certain portion or percentage of the employee’s contributions. The amounts of the required employer contributions vary, depend-
ing on the plan.

6 The amount of an employer’s required contributions to a defined benefit plan must be calculated by an actuary.
7 Withdrawals from an IRA-based plan may be made at any time, subject to an early withdrawal penalty tax. 

FIGURE 9.8 Rollover Chart

Roll to 


Roll from 


Traditional 
IRA

SEP 
IRA

SIMPLE 
IRA Roth IRA

Qualified 
Plans  

(Pretax)1

Designated 
Roth Account 

[401(k), 
403(b), or 
457(b)2]

403(b) 
(Pretax)

457(b) 
Plans3

Traditional IRA Yes Yes No Yes4 Yes No Yes Yes

SEP IRA Yes Yes No Yes4 Yes No Yes Yes

SIMPLE IRA Yes5 Yes5 Yes Yes4, 5 Yes5 No Yes5 Yes5

Roth IRA No No No Yes No No No No

Qualified plan1 Yes Yes No Yes4 Yes Yes4, 6 Yes Yes

Designated Roth 
account No No No Yes No Yes6 No No

403(b) (pretax) Yes Yes No Yes4 Yes Yes4, 6 Yes Yes

457(b) plans Yes Yes No Yes4 Yes Yes4, 6 Yes Yes

1 Qualified plans include defined contribution plans [such as profit-sharing, 401(k), and money purchase plans] and defined benefit plans.    
2 Governmental 457(b) plans may have designated Roth accounts after December 31, 2010. 
3 This chart references governmental 457(b) plans. 457(b) plans must maintain separate accounts for amounts rolled over from other plans. 
4 Amounts rolled over from pretax plans to Roth IRAs or designated Roth accounts must be included in income for the year of the rollover.  
5 Rollovers from SIMPLE IRAs to other types of plans are allowed after 2 years.
6 A rollover to a designated Roth account must be an in-plan rollover. Transfers between designated Roth accounts must be trustee-to-trustee transfers. Roll-

overs from qualified plans and 403(b) plans are permitted after September 27, 2010, and rollovers from 457(b) plans are permitted after December 31, 
2010. 
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AGRICULTURAL AND 
NATURAL RESOURCES 

ISSUES 

10

INTRODUCTION This chapter explains the tax treatment of several types 
of income received by farmers. It also reviews the rules for certain depletion 
deductions.

This chapter includes eight learning objectives. 
The expectation is that after completing this ses-
sion, participants will be able to perform the fol-
lowing job-related actions:

Introduction . . . . . . . . . . . . . . . 325 
Issue 1: Crop Insurance and 

Disaster Payments . . . . . . . . 326 
Issue 2: Weather-Related Sales  

of Livestock . . . . . . . . . . . . . 343 
Issue 3: Improvements  

by a Tenant  . . . . . . . . . . . . . 352 
Issue 4: Sales of Sand, Gravel,  

and Topsoil  . . . . . . . . . . . . . 353 
Issue 5: Timber and Water 

Depletion . . . . . . . . . . . . . . . 356 

Issue 6: Form 1099-K  
Reporting . . . . . . . . . . . . . . . 358 

Issue 7: Income in Respect of  
a Decedent . . . . . . . . . . . . . . 361 

Issue 8: Repeal of  
3% Withholding . . . . . . . . . 366 

Issue 9: Processing  
Commodities . . . . . . . . . . . . 366 

Issue 10: Sale of Unharvested 
Crops with Land  . . . . . . . . . 371 

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

1. Determine whether a crop loss payment must 
be included as taxable income in the year it 
is received 

2. Explain the options for deferring income 
from weather-related sales of livestock
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■■ Under the statutory language, the exception 
applies to crop insurance proceeds; disaster 
payments received from the federal govern-
ment under the Agricultural Act of 1949, as 
amended; and disaster payments received 
under the Disaster Assistance Act of 1988 
[I.R.C. § 451(d)]. 

■■ Under the regulatory language, the provision 
applies to all federal payments received after 
December 31, 1973, for losses due to a natu-
ral disaster [Treas. Reg. § 1.451–6(a)].

No Acceleration  
of Income

The exception does not allow taxpayers to accel-
erate income into the year before the year of the 
crop loss, when income may be taxed in a lower 
bracket.

Qualifying for the Exception
To qualify for the exception, a farmer must use 
the cash method of accounting and be able to 
show that, under his or her normal business prac-
tice, the income from the crop would have been 
reported in a year following the year of the crop 
loss.

Deferral Election
Farmers who qualify for the exception can choose 
to report the payment as income in the year it is 
received or as income in the following year. The 
election to postpone reporting the income can be 

Practitioner
Note

ISSUE 1: CROP INSURANCE AND DISASTER PAYMENTS Adverse 
weather conditions in 2012 caused crop losses in some parts of the country. 
Several income tax rules allow preferential treatment of gains and losses 
realized as a result of these weather conditions.

Generally, farmers who use cash accounting must 
report income in the year they receive payments. 
This can create a bunching of income for farmers 
who normally sell a portion or all of their crop 
the year after it is harvested if they receive an 
insurance or disaster payment for a crop that was 
damaged or destroyed in the year the crop would 
have been harvested. Thus, they receive the sales 
proceeds from the previous year’s crop and the 
compensation for the current year’s crop loss in 
the same tax year.

Exception for Cash-Basis 
Farmers

An exception to the general rule that payments 
must be reported in the year they are received 
allows some cash-basis farmers to postpone 
reporting for 1 year compensatory payments 
received in the year of a crop loss. 

Payment Received  
in Subsequent Year

The exception does not allow the taxpayer to 
postpone or accelerate reporting a crop loss pay-
ment if the payment is received the year after the 
year of the crop loss.

Generally, this exception applies when crops 
cannot be planted or are damaged or destroyed 
by a natural disaster such as a drought or flood. 

Practitioner
Note

3. Ascertain a tenant farmer’s deductions for 
improvements he or she makes to leased 
farmland

4. Calculate depletion for sand, gravel, and top-
soil sales

5. Decide whether timber sales or water rights 
qualify for depletion deductions

6. Determine whether a payment is income in 
respect of a decedent 

7. Properly report income when a commodity is 
transferred from a farm to a nonfarm business

8. Explain the income tax effects of selling land 
with a growing crop
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made on an original return or an amended return 
[Treas. Reg. § 1.451-6(b)(1)].

The election must cover all eligible crops 
from a single farming business. If a farmer has 
more than one farming business, he or she must 
make a separate election for each farming busi-
ness [Treas. Reg. § 1.451-6(a)(2)]. Separate busi-
nesses are defined for this provision as those for 
which the taxpayer keeps separate books and is 
allowed to use different methods of accounting. In 
general, that standard requires the businesses to 
be separate and distinct.

Example 10.1 Insurance and  
Disaster Payments

In 2012, Clay Fields received $8,000 of crop insur-
ance proceeds for hail damage to his wheat crop 
and $14,000 of disaster payments for drought 
damage to his corn crop. He normally sells both 
of these crops in the year after they are harvested.

Question 1.
Can Clay include the crop insurance proceeds for 
his wheat in his 2012 income and elect to defer 
the disaster payments for his corn, because one 
is a crop insurance payment and the other is a 
disaster payment?

Answer 1.
No, the crop insurance proceeds and the disaster 
payments must be aggregated in deciding whether 
to defer the income reporting or to include the 
payments in the current year’s income. Crop 
disaster payments are specifically identified as 
equivalent to crop insurance proceeds, and both 
types of payments must be reported in a consistent 
manner. Therefore, Clay must decide whether to 
report the entire $22,000 ($8,000 + $14,000) as 
income in 2012 or defer both payments to 2013, 
assuming he meets the requirement of normally 
selling more than 50% of his crops in the follow-
ing year.

Question 2.
Clay received the $8,000 of crop insurance pro-
ceeds for the wheat loss in his sole proprietor-
ship grain farm, and he received the $14,000 of 
disaster payments for drought damage to corn 
grown by a farming partnership in which Clay 
is a 50% partner. The wheat farm and the corn 
farm are separate farming businesses and keep 
separate records. Can Clay include the $8,000 
of crop insurance proceeds for his wheat in 
his 2012 income, while the farm partnership  

elects to defer the disaster payment received 
for its corn?

Answer 2.
Yes, the two separate farming operations in which 
Clay participates do not have to make the same 
choice. If a taxpayer has more than one farming 
business, a separate election is made for each 
business.

Election Statement
An election to defer recognition of income from 
crop loss payments must be attached to the origi-
nal or amended return for the tax year in which 
the payment is received. The statement must 
include all of the following information:

1. The taxpayer’s name and address
2. A declaration that the taxpayer is making an 

election under I.R.C. § 451(d)
3. An identification of the specific crops that 

were destroyed or damaged
4. A declaration that, under the taxpayer’s 

normal business practice, the income derived 
from the destroyed or damaged crops would 
have been included in gross income for a tax 
year following the tax year of the destruction 
or damage

5. The cause of destruction or damage of 
crops, and the date or dates on which the 
destruction or damage occurred

6. The total amount of payments received 
from insurance carriers, itemized for each 
specific crop and showing the date each pay-
ment was received

7. The names of the insurance carriers mak-
ing the payments

Example 10.2 Income Postponed

Daisy Petal normally sells her soybean and cot-
ton crops in the year after they are produced. In 
2012, her soybean and cotton crops were dam-
aged by drought. She had drought insurance and 
received a $15,000 payment for soybeans and a 
$21,000 payment for cotton from her insurance 
company.

Daisy can postpone reporting the $36,000 
($15,000 + $21,000) of income by attaching 
the statement shown in Figure 10.1 to her 2012 
return. She then reports the $36,000 as crop 
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Reporting Prior Year’s 
Payments

Farmers who deferred crop insurance and disas-
ter payments from 2011 to 2012 must report 
those payments on line 6b of the 2012 Schedule 
F (Form 1040).

Revenue Protection Policies

Some farmers receive compensation under rev-
enue protection (RP) policies purchased from 
a crop insurance agency. These payments are 
based on the price, the quantity, and the quality 
of the commodity produced. Only the payment 
for destruction or damage is eligible for the I.R.C. 
§ 451(d) deferral [Notice 89-55, 1989-1 C.B. 696]. 
Therefore, a farmer who receives compensation 
from an RP policy must determine the portion 
of the payment that is due to crop destruction 
or damage, rather than due to a reduced market 
price.

Observation

insurance proceeds received in 2012 on line 6a of 
her 2012 Schedule F (Form 1040), Profit or Loss 
From Farming, but she does not include it on line 

6b as a taxable amount. In 2013, she will include 
the $36,000 on line 6b of her Schedule F (Form 
1040).

FIGURE 10.1 Election to Postpone Recognition of Income

Election under I.R.C. § 451(d) to  
Postpone Recognition of Crop Insurance Proceeds

Daisy Petal 451-12-1040 
Route 2, Box 2 

Bitterweed, MS 38000

Daisy Petal elects to postpone the recognition of the following crop insurance proceeds. The crops for which 
these proceeds were received would have been sold in 2013 under her normal business practice.

Crop Destroyed 
or Damaged Cause

Date of 
Destruction  
or Damage

Payment 
Received Date of Payment Insurance Carrier

Soybeans Drought 07/10/2012 $15,000 10/15/2012 Crops Ins., Inc.

Cotton Drought 07/10/2012 $21,000 10/15/2012 Crops Ins., Inc.

 

Insurance Company 
Allocation

If the insurance company allocates the total pay-
ment between a crop loss and a price loss, the IRS 
is likely to accept that allocation for deferring 
income.

Terms of Coverage
An RP policy guarantees the insured farmer 
a minimum amount of revenue per acre. To 
accomplish that guarantee, the policy uses a 
formula to compute an amount of revenue the 
insured is deemed to receive from the crop. The 
formula takes into account the price of the com-
modity at the time of harvest, the quantity the 
insured farmer harvested, and the quality of the 
commodity harvested. This deemed revenue is 
compared with the guaranteed minimum reve-
nue. The excess of the guaranteed minimum over 
the deemed revenue is the amount the RP policy 
issuer pays to the insured farmer.

Deemed Revenue

The insured farmer’s deemed revenue (called cal-
culated revenue) is computed by multiplying two 
factors:

Practitioner
Note
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1. Production to count, which equals the harvested 
and appraised production and includes a 
quality adjustment

2. Harvest price, which is based on an appro-
priate futures contract price for the crop as 
defined in the policy (for example, the har-
vest price for corn in counties that have a 
March 15 cancellation date is the October 
average daily settlement price on the Chi-
cago Board of Trade for December corn 
futures contracts)

Guaranteed Minimum Revenue

The guaranteed minimum amount of revenue 
(called final guarantee) is computed by multiply-
ing three factors:

1. Approved yield per acre, which is the historical 
average production per acre of the land cov-
ered by the policy [also referred to as actual 
production history (APH) yield]

2. The greater of:
a. Base price, which is based on an appro-

priate futures contract price for a period 
before the crop was planted as defined 
in the policy (for example, the base price 
for corn in counties that have a March 15 
purchase/cancellation date is the February 
average daily settlement price on the Chi-
cago Board of Trade for December corn 
futures contracts); or

b. Harvest price, as defined earlier

3. Coverage level percentage, which is the level of 
coverage the insured farmer chooses when 
he or she purchases the policy (the range is 
55%–85%, in 5% increments)

Reasonable Allocation
The IRS has not provided any guidance on how 
to allocate an RP payment to crop destruction 
or damage. In the absence of that guidance, it is 
reasonable to allocate the payment by separately 
calculating the revenue loss due to damage or 
destruction and the revenue loss due to a reduced 
market price. The insurance proceeds can then 
be multiplied by the ratio of the revenue loss due 
to damage or destruction to the total revenue loss, 
as illustrated in Example 10.3.

Yield Loss Must Be 
Due to Damage or 
Destruction

RP pays for lost yield regardless of the cause of 
that lost yield. By contrast, I.R.C. § 451(d) allows 
income from insurance proceeds to be deferred 
only if they are paid for destruction or damage 
to crops. Therefore, the taxpayer must show that 
the yield loss compensated by RP is due to dam-
age or destruction and not to other causes such 
as a lack of fertilizer or planting a lower-yielding 
variety.

Example 10.3 Allocation of RP Proceeds

Pete Bogg uses the cash method of accounting 
and normally sells his corn crop in the year after 
it is harvested. He purchased an RP policy for 
his 2012 corn crop on 200 acres. Flooding dam-
aged his crop, which resulted in an RP payment 
based on the factors shown in Figure 10.2. Conse-
quently, Pete received the $70,692 payment cal-
culated in Figure 10.3.

FIGURE 10.2 Pete’s RP Policy Factors

Approved yield 140 bushels per acre

Base price $8.06 per bushel

Harvest price $7.60 per bushel

Coverage level percentage 65%

Production to count 50 bushels per acre

Figure 10.4 shows Pete’s application of the 
formula proposed earlier for allocating the pay-
ment to the crop destruction and damage. It 
results in a $68,395 allocation of the payment to 
the crop damage, so that Pete can elect to post-
pone reporting $68,395 of the $70,692 insurance 
proceeds until 2013.

Observation
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FIGURE 10.3  Pete’s RP Payment

Final Guarantee

Approved yield (bushels per acre) 140

Greater of base price or harvest price ×  $8.06

Coverage level percentage ×    0.65

Acres insured ×     200  

Final guarantee  $146,692

Calculated Revenue

Production to count (bushels per acre) 50

Harvest price ×  $7.60

Acres insured ×     200

Calculated revenue  ( 76,000)

  

Insurance proceeds $  70,692

  

FIGURE 10.4  Insurance Proceeds Allocated to Damages Using Loss Ratio

Yield Loss

Approved yield (bushels per acre) 140

Production to count (bushels per acre) (       50)

Damage loss (bushels per acre) 90 

Harvest price × $7.60

Acres covered by insurance ×    200

Revenue loss from damage   $136,800

Price Loss

Greater of base price or harvest price $ 8.06

Harvest price (   7.60)

Price loss $ 0.46

Production to count (bushels per acre) ×      50

Acres covered by insurance ×    200

Revenue loss from reduced price        4,600

  

Total revenue loss $141,400

  

Insurance proceeds (Figure 10.3) $   70,692

Percent of loss due to damage ($136,800 ÷ $141,400) ×  96.75%

Amount eligible for postponement $  68,395  
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Example 10.4 Entire RP Proceeds Allocated 
to Yield Loss

Paige Turner uses the cash method of accounting 
and normally sells her soybean crop in the year 
after it is harvested. She purchased an RP policy 
on 200 acres for her 2012 soybean crop. Drought 
damaged her crop, which resulted in a payment 
based on the factors shown in Figure 10.5. Con-
sequently, Paige received the $60,000 payment 
calculated in Figure 10.6.

FIGURE 10.5 Paige’s RP Policy Factors

Approved yield 60 bushels per acre

Base price $12.09 per bushel

Harvest price $12.50 per bushel

Coverage level percentage 65%

Production to count 15 bushels per acre

Other Allocation 
Methods

Another method of allocating the RP payment 
between yield loss and price loss uses the base 
price to determine the yield loss and the approved 
yield to determine the price loss. This increases 
both the yield loss and the price loss compared 
to the method used in Example 10.3. Its effect on 
the proceeds allocated to the yield loss depends 
on which part of the total loss—yield or price—
increases by a greater amount.

If the harvest price equals or exceeds the 
base price, the formula used in Example 10.3 will 
result in all of the RP proceeds being allocated to 
yield loss.

FIGURE 10.6 Paige’s RP Payment

Final Guarantee

Approved yield (bushels per acre) 60

Greater of base price or harvest price × $12.50

Coverage level percentage ×     0.65

Acres insured ×      200  

Final guarantee  $ 97,500

Calculated Revenue

Production to count (bushels per acre) 15

Harvest price × $12.50

Acres insured ×        200

Calculated revenue  ( 37,500)

  

Insurance proceeds $ 60,000

  

Applying the same formula that was used in 
Example 10.3, Paige allocates the entire insur-
ance payment to the crop damage, as shown in 

Figure 10.7. Therefore, Paige can elect to post-
pone reporting all of the $60,000 insurance pro-
ceeds until 2013.



332   ISSUE 1: CROP INSURANCE AND DISASTER PAYMENTS

Farm Gate Price Instead 
of Harvest Price

Using the harvest price to value the destruction 
and damage loss may overstate the loss for many 
farmers. The harvest price is a commodity futures 
market price. The price paid to farmers (com-
monly referred to as the farm gate price or local 
basis) is often lower than the commodities future 
price because of transportation expenses. When 
a farm gate price that is lower than the harvest 
price is used to value the damage loss, some of the 
RP proceeds are allocated to a payment for price 
reduction even when the harvest price equals or 
exceeds the RP policy base price.

Observation
Example 10.5 Farm Gate Price

The facts are the same as in Example 10.4. At the 
time of harvest, Paige could get $12.10 (net of her 
trucking costs) for her soybeans at the local eleva-
tor. If she uses her farm gate price to value her 
damage loss, only $59,346 of the $60,000 pay-
ment is allocated to her damage loss, as shown 
in Figure 10.8, and only that amount can be post-
poned to 2013 income.

FIGURE 10.7  Insurance Proceeds Allocated to Damage Using Harvest Price

Yield Loss

Approved yield (bushels per acre) 60

Production to count (bushels per acre) (       15)

Damage loss (bushels per acre) 45 

Harvest price × $12.50

Acres covered by insurance ×       200

Revenue loss from reduced yield   $112,500

Price Loss

Greater of base price or harvest price $12.50

Harvest price (  12.50)

Price loss $        0 

Production to count (bushels per acre) ×        15

Acres covered by insurance ×     200

Revenue loss from reduced price   0

  

Total revenue loss $112,500

  

Insurance proceeds (Figure 10.6) $  60,000

Percent of loss due to damage ($112,500 ÷ $112,500) ×    100%

Amount eligible for postponement $  60,000  
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FIGURE 10.8  Insurance Proceeds Allocated to Damage Using Farm Gate Price

Yield Loss

Approved yield (bushels per acre) 60

Production to count (bushels per acre) (       15)

Damage loss (bushels per acre) 45 

Farm gate price × $12.10

Acres covered by insurance ×       200

Revenue loss from reduced yield   $108,900

Price Loss

Greater of base price or harvest price $12.50

Farm gate price (  12.10)

Price loss $  0.40 

Production to count (bushels per acre) ×        15

Acres covered by insurance ×      200

Revenue loss from reduced price   1,200

  

Total revenue loss $110,100

  

Insurance proceeds (Figure 10.6) $  60,000

Percent of loss due to damage ($108,900 ÷ $110,100) ×   98.91%

Amount eligible for postponement $  59,346  

  

 

Group Risk and Other 
Risk Management 
Policies

Some farmers received payments under group 
risk protection (GRP) and group risk income 
protection (GRIP) insurance. These policies pay 
an insured producer if the county average yield 
or average revenue falls below the specified 
level of coverage. The producer can purchase 
coverage from 70% to 95% of expected county 
yield or revenue.

Because information on average county yields 
and the average revenues necessary to compute 
insurance payments for corn, soybeans, cotton, 
and rice are generally not available until the 
year following the year of loss, these insurance 
payments are not eligible for deferral.

As with proceeds from an RP policy, proceeds 
from a GRP, GRIP, or other risk management 
policy qualify for the I.R.C. § 451(d) election to 
postpone the income to the following year only 
to the extent the proceeds are paid for dam-
age or destruction of a crop. Because there is 
no direct relationship between an individual 
producer’s yield and insurance payments under 
GRP and GRIP, insurance payments from those 
policies are not eligible for deferral under I.R.C. 
§ 451(d). 

Other risk management and insurance poli-
cies are available through the Federal Crop 
Insurance Corporation (FCIC). Information is 
available at www.rma.usda.gov.

Observation



334   ISSUE 1: CROP INSURANCE AND DISASTER PAYMENTS

is to defer any portion of the income from 
those crops to a subsequent tax year. It 
could also be read as allowing the defer-
ment only when all of the income from 
the crops would have been deferred.

To resolve this ambiguity, the court looked to 
legislative history and noted, 

The rationale for § 451(d) was Congress’ 
recognition that many farmers sell their 
crops the year after they are produced. 
On those occasions when major crop 
losses occur that are covered by insur-
ance, farmers receive income by selling 
the previous year’s crop and from the cur-
rent year’s crop in the form of insurance 
proceeds. Absent § 451(d)’s provision 
allowing deferment of the insurance pay-
ments to the following tax year, a farmer 
would be unable to spread out the two 
years of income to comport with normal 
business practices and would be required 
to report two years of income in one tax 
year [S. Rep. No. 91-552, at 106–107 
(1969), reprinted in 1969 U.S.C.C.A.N. 
2027, 2137–2138].

The court then sanctioned the “substantial por-
tion” test created by the IRS in Rev. Rul. 74-145, 
1974-1 C.B. 113, which requires taxpayers to 
show that their normal practice is to report more 
than 50% of the income from the crops that were 
damaged in a subsequent year. It then went on 
to say, “A farmer seeking to defer insurance pro-
ceeds from damage to two or more crops must 
show as to any of the individual crops the cus-
tomary practice was to defer more than fifty per-
cent of the income” [emphasis added].

Taxpayers could argue that the example in 
the Senate report is just one illustration of the 
problem and not the only problem Congress 
intended to resolve. They could argue that Con-
gress intended to allow farmers to continue the 
same pattern of reporting crop income as they 
used before their crop loss was compensated by 
insurance or a government disaster program. As 
illustrated in Answer 3 of Example 10.7 later in 
this issue, I.R.C. § 451(d) allows taxpayers to con-
tinue their pattern of reporting income only if it 
is interpreted as allowing farmers to defer report-
ing insurance and disaster payments if their nor-
mal practice is to defer any portion of their crop 
income to a subsequent year.

Ambiguities in the Election 
Requirements 

I.R.C. § 451(d) and Treas. Reg. § 1.451-6 are 
ambiguous in two respects:

1. Does a taxpayer have to show that all of 
the income from a crop would have been 
deferred or only that a portion of the income 
would have been deferred?

2. Does the election apply to all insurance 
and disaster payments or only to payments 
received for damage to crops that would have 
been sold in a year after the year the crops 
were damaged?

The resolution of these ambiguities turns 
on whether Congress intended I.R.C. § 451(d) 
to solve the problem of all bunching of income 
for all farmers who receive insurance or disas-
ter payments for damaged or destroyed crops or 
whether Congress intended to solve only part of 
the problem for taxpayers other than those who 
normally defer all of their crop income to the year 
following harvest.

If Congress intended to solve the problem of 
all income bunching for all farmers who receive 
insurance or disaster payments for crops, then the 
ambiguities should be resolved as follows:

■■ Taxpayers must show only that a portion of 
the income from the crops that were dam-
aged is normally reported in the subsequent 
year.

■■ The election applies only to payments 
received for damages to the portion of crops 
that would have been sold in a year after the 
crops were damaged.

Resolving the Ambiguities
Regulations, court cases, and IRS rulings and 
notices address these ambiguities.

Income That Is Normally Deferred

In Nelson v. Commissioner, 568 F.3d 662 (8th Cir. 
2009), aff’g 130 T.C. 70 (2008), the court noted 
this ambiguity of I.R.C. § 451(d):

Section 451(d) could be read as allowing 
a taxpayer to defer income from insur-
ance proceeds if the customary practice 
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Payments Affected by the Election

I.R.C. § 451(d) is silent on the issue of whether a 
taxpayer can elect to defer reporting some insur-
ance and disaster payments and not defer others. 
By contrast, many Internal Revenue Code provi-
sions are explicit about the effect of an election.

■■ I.R.C. § 77(b) applies an election to treat 
Commodity Credit Corporation loans as 
income to all subsequent years unless the 
secretary of the Treasury approves a change 
in method of accounting.

■■ I.R.C. § 126(c)(1) allows taxpayers to elect 
to include all or a portion of eligible cost-
sharing payments in income.

■■ I.R.C. § 168(b)(5) applies an election to use 
the 150% declining balance method or the 
straight-line method of depreciation to all 
property in a class of property.

■■ I.R.C. § 168(g)(7) applies an election to use 
the alternative depreciation system to all 
property in a class of property.

■■ I.R.C. § 172(b)(3) applies an election to forgo 
the carryback of an NOL to only the NOL 
from one year.

■■ I.R.C. § 179(c)(1)(A) allows taxpayers to 
specify the items and the portion of the cost 
of those items to which the I.R.C. § 179 elec-
tion applies.

■■ I.R.C. § 180(c) applies the election to treat 
the cost of fertilizer as a deduction to all costs 
for the taxable year.

■■ I.R.C. § 194(b)(1)(A) applies the election to 
treat reforestation expenditures as a deduct-
ible expense to expenditures paid during the 
taxable year.

■■ I.R.C. § 263A(d)(3) applies the election to 
not capitalize preproduction expenses to any 
plant produced in the farming business.

■■ I.R.C. § 631(a) applies an election to treat 
the cutting of timber as a sale or exchange of 
the timber to the election year and all subse-
quent years unless the secretary of the Trea-
sury, on showing of undue hardship, allows 
the taxpayer to revoke the election.

■■ I.R.C. § 754 applies the election to adjust the 
basis of partnership property to all distribu-
tions and transfers during the taxable year of 
the election and all subsequent years.

■■ I.R.C. § 1362(c) applies the election for a 
corporation to be taxed as an S corporation 
to the year the corporation makes the elec-
tion and all subsequent years until the elec-
tion is terminated.

Taxpayers could argue that if Congress intended 
for the I.R.C. § 451(d) election to apply to all 
insurance and disaster payments, it would have 
explicitly stated that rule.

However, like I.R.C. § 451(d), two other 
Internal Revenue Code sections are silent as to 
the application of an election, and in both cases, 
as in the case of I.R.C. § 451(d), Treasury regula-
tions address the effect of the election.

■■ I.R.C. § 165(i) is silent on whether an elec-
tion to report disaster losses in the year 
preceding the loss year applies to all disaster 
losses. Treas. Reg. § 1.165-11(d) applies the 
election to the entire loss sustained by the 
taxpayer from the disaster.

■■ I.R.C. § 451(e)(1) is silent on the issue of 
whether a taxpayer can elect to defer report-
ing some income from selling livestock 
on account of weather-related conditions 
and not defer other such income. It states, 
“The taxpayer . . . may elect to include such 
income for the taxable year following the 
taxable year in which such sale or exchange 
occurs.” Treas. Reg. § 1.451-7(e) applies the 
election to each broad generic classification 
of animals (e.g., hogs, sheep, cattle).

The IRS could argue that congressional silence 
allows the Treasury to issue regulations that rea-
sonably interpret congressional intent.

However, even if the Treasury has the author-
ity to determine the application of an I.R.C. 
§ 451(d) election, Treas. Reg. § 1.451-6(a)(2) is 
ambiguous about whether the election applies to 
all of the insurance and disaster payments or only 
the portion that qualifies for deferral. It states,

In the case of a taxpayer who receives 
insurance proceeds as a result of the 
destruction of, or damage to, two or more 
specific crops, if such proceeds may, 
under section 451(d) and this section, be 
included in gross income for the tax-
able year following the taxable year of 
such destruction or damage, and if such 
taxpayer makes an election under sec-
tion 451(d) and this section with respect 
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I.R.C. § 451(d) and Treas. Reg. § 1.451-6(a)(1). She 
could argue the code and regulations do not allow 
her to postpone reporting the payment received 
for her soybeans because she normally sells that 
crop in the year it is harvested. Therefore, if she 
elects to postpone insurance proceeds, the elec-
tion applies only to the insurance proceeds she 
received for her cotton.

Notice 89-55 uses the language of I.R.C. 
§ 451(d) but does not specifically overrule Rev. 
Rul. 74-145. But in stating that a taxpayer who 
receives “multiple eligible payments” must treat 
them in a consistent manner, Notice 89-55 sup-
ports the argument that the election can be made 
for an insurance payment for a particular crop 
only if more than 50% of that crop would have 
been sold in the following year. It follows that an 
insurance payment is not eligible for the election 
if 50% or more of the insured crop is normally 
sold in the year it is harvested.

Therefore, Daisy could argue that her elec-
tion to postpone reporting the insurance payment 
for her cotton crop does not affect the timing of 
reporting the insurance payment for her soybean 
crop, because her soybean crop is ineligible for 
the deferral election.

Effect on Taxpayers
Example 10.7 illustrates the effect of the various 
interpretations on a cash-basis farmer who nor-
mally sells part of a crop in the year of harvest and 
part of it in the following year. It shows that the 
only interpretation of I.R.C. § 451(c) that avoids 
bunching of income is the one that allows farmers 
to make the election if they normally postpone 
income from any damaged crop for which they 
receive an insurance or disaster payment, and 
that the election applies only to the payment for 
the portion of the crop that would have been sold 
in a subsequent year.

Example 10.7 Part of Crop Sold  
in Year following Harvest

Ben Bancroft normally harvests soybean and 
corn crops valued at about $100,000 each. 
Because of on-farm storage limitations, Ben nor-
mally sells $75,000 (75%) of his soybean crop in 
the year of harvest and the remaining $25,000 
(25%) in the following year. He normally sells 
$40,000 (40%) of his corn crop in the year of 

to any portion of such proceeds, then 
such election will be deemed to cover 
all of such proceeds which are attribut-
able to crops representing a single trade 
or business under section 446(d). A sepa-
rate election must be made with respect 
to insurance proceeds attributable to each 
crop which represents a separate trade or 
business under section 446(d) [emphasis 
added].

By saying the election covers “such pro-
ceeds,” the regulation could be read to apply the 
election to only the proceeds that may be post-
poned under I.R.C. § 451(d)—that is, the proceeds 
for crops that would have been sold in the follow-
ing year. In other words, insurance and disaster 
payments received for crops that are normally 
marketed in the year of harvest cannot be post-
poned even if the taxpayer makes the election.

Example 10.6 Crops Normally Sold  
in Different Years

Assume that Daisy Petal (from Example 10.2) 
normally sells her soybeans for about $100,000 
at harvest time and her cotton for about $150,000 
the following year. Can she defer reporting the 
insurance payment she received for either or 
both of her crops?

The scenario in Rev. Rul. 74-145 involved 
insurance payments received for three crops. 
The ruling states that the payments for all of the 
crops must be treated the same way and that the 
payments are eligible for the I.R.C. § 451(d) elec-
tion only if the subsequent-year sales of all the 
destroyed crops are normally more than 50% of 
the producer’s total sales of the destroyed crops. 
Daisy meets that requirement because she nor-
mally sells 60% ($150,000 ÷ $250,000) of the 
crops for which she received insurance payments 
in the following year. Therefore, Rev. Rul. 74-145 
allows her to elect to report all $36,000 of insur-
ance proceeds in 2013 or to forgo the election and 
report all $36,000 in 2012.

The Nelson court added a requirement that the 
farmer’s normal practice is to report more than 
50% of the income from each crop in the follow-
ing year. Daisy does not meet that requirement 
and therefore could not elect to report any of the 
insurance proceeds in 2013.

Daisy could argue that the requirements in 
Rev. Rul. 74-195 and Nelson are inconsistent with 
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her normal practice was to sell more than 50% of 
all crops in a following year or 50% of the crops 
that were destroyed. In that case, the Nelsons 
normally sold more than half of all of their crops 
in the year after the crops were harvested, but 
they normally reported 65% of their sugar beet 
income in the year the sugar beets were harvested 
and 35% in the following year. Only the sugar 
beets were damaged or destroyed. After discuss-
ing I.R.C. § 451(d), Treas. Reg. § 1.451-6(a)(1), 
the legislative history, and Rev. Rul. 74-145, the 
court concluded that the Nelsons must report the 
$201,919 crop insurance proceeds they received 
in the year they normally would have reported 
65% of the crop income, rather than in the sub-
sequent year, when they normally would have 
reported 35% of the crop income.

One of the Nelsons’ arguments was that 
Treas. Reg. § 1.451-6(a)(2) requires a farmer who 
receives crop insurance proceeds from two or 
more damaged crops, and elects to defer insur-
ance proceeds under I.R.C. § 451(d), to defer all 
insurance proceeds attributable to crops constitut-
ing a single trade or business. Therefore, the Nel-
sons argued, the substantial portion test applies 
to their entire farming operation. Because their 
normal practice was to sell more than 50% of all 
of their crops in a following year, they argued that 
they could postpone reporting the insurance pro-
ceeds for the sugar beets. The court rejected this 
argument, stating,

Section 1.451-6(a)(2) applies only “[i]n the 
case of a taxpayer who receives insurance 
proceeds as a result of the destruction of, 
or damage to, two or more specific crops 
. . .” Here the insurance proceeds relate 
only to the Nelsons’ sugar beet crop. 
Additionally, a farmer seeking to take 
advantage of the § 451(d) deferral when 
two or more crops are damaged must 
first establish qualification for such defer-
ral. In other words, a farmer seeking to 
defer insurance proceeds from damage to 
two or more crops must show as to any 
of the individual crops the customary 
practice was to defer more than fifty per-
cent of the income [emphasis added].

harvest and the remaining $60,000 (60%) in 
the following year. Thus, he normally receives 
$85,000 ($25,000 + $60,000) of the $200,000 
income from his crops in the year after they are 
harvested.

In 2012, a drought destroyed all of his crops, 
and he received a $200,000 crop insurance check 
for the crops destroyed in 2012 ($100,000 each 
for the destroyed soybeans and the destroyed 
corn). Can Ben elect to defer reporting income 
from the crop insurance proceeds to 2013 and, 
if so, how much can he defer? This example dis-
cusses three possible answers.

Answer 1: No Deferral

Rev. Rul. 74-145 and Nelson prohibit Ben from 
deferring any of the insurance proceeds because 
he normally sells only 42.5% ($85,000 ÷ $200,000) 
of his crops in the year following harvest. Fig-
ure 10.9 shows that this answer requires Ben to 
report $285,000 of sales in 2012 and $115,000 of 
sales in 2013 if he continues his normal pattern 
of sales in 2013.

FIGURE 10.9  Income for 2012 and  
2013 with No Deferral Election

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 200,000 -----

2013 crop sales ----- $115,000

Total income $285,000 $115,000

  

In Rev. Rul. 74-145, the taxpayer received 
insurance proceeds in 1971 for wheat, barley, and 
oats destroyed by hail in 1971. The ruling con-
cluded that the taxpayer could make the I.R.C. 
§ 451(d) election for the insurance proceeds 
received in 1971 because the taxpayer normally 
would have reported a substantial portion (more 
than 50%) of the income from the destroyed crops 
in 1972. The ruling did not discuss each crop sep-
arately, so it is not clear whether more than 50% 
of each of those crops would normally have been 
reported in 1972.

In Nelson v. Commissioner, supra, the Eighth 
Circuit Court of Appeals affirmed the Tax Court’s 
decision as it addressed the issue of whether Rev. 
Rul. 74-145 requires the taxpayer to show his or 
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included in its gross income for any taxable year 
following 1988.” The notice does not require the 
taxpayer to show that his or her normal practice 
is to sell more than 50% of all crops in a following 
year.

Because this answer is contrary to the state-
ment in Nelson, that a farmer must show his or her 
practice was to defer more than 50% of each crop, 
the IRS may not agree with this answer. Taxpay-
ers in the Eighth Circuit (Minnesota, Iowa, Mis-
souri, Arkansas, Nebraska, North Dakota, and 
South Dakota) are bound by the Nelson holding. 
Taxpayers outside the Eighth Circuit are not 
bound by the Nelson holding, and other circuit 
courts of appeal could rule differently than the 
Nelson court.

Answer 3: Defer a Portion of Each Crop  

Loss Payment

Ben could argue that I.R.C. § 451(d); S. Rep. No. 
91-552, 1969-3 C.B. 492; Treas. Reg. § 1.451-6; 
and Notice 89-55, 1989-1 C.B. 696, allow him to 
elect to defer 25% of the soybean insurance pro-
ceeds and 60% of the corn insurance proceeds to 
2013. Figure 10.11 shows that this answer allows 
Ben to report $200,000 of sales in 2012 and 
$200,000 of sales in 2013, which are the amounts 
he would have reported in those years under his 
normal practice.

FIGURE 10.11  Income for 2012 and  
2013 with Partial Deferral

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 115,000 $  85,000

2013 crop sales ----- 115,000

Total income $200,000 $200,000

  

I.R.C. § 451(d); S. Rep. No. 91-552, 1969-3 
C.B. 492; Treas. Reg. § 1.451-6; and Notice 89-55, 
1989-1 C.B. 696, can be read to provide support 
for the following two conclusions:

■■ First Conclusion: A taxpayer is eligible to 
make the election if any of his or her crop for 
which insurance or disaster payments were 
received would have been sold in a year 
after the year they were harvested. 

Effect of the Eighth 
Circuit’s Interpretation

If Ben’s normal practice is reversed, and he usually 
sells 75% of his soybean crop and 40% of his corn 
crop in the year after harvest, the Eighth Circuit’s 
interpretation would prohibit him from electing 
to defer the insurance proceeds until 2013 even 
though his practice is to sell more than 50% of the 
combined crops in a following year. He would fail 
the Eighth Circuit’s requirements because he nor-
mally does not sell more than 50% of each crop in 
a following year.

Answer 2: Defer Only One Crop  

Loss Payment

Notice 89-55 prohibits Ben from deferring the 
insurance proceeds for his soybeans because he 
normally would have sold only 25% of his soy-
bean crop in 2013. He can elect to defer the insur-
ance proceeds for his corn because he normally 
would have sold 60% of his corn crop in 2013.

Figure 10.10 shows that this answer allows 
Ben to report $185,000 of sales in 2012 and 
$215,000 of sales in 2013.

FIGURE 10.10  Income for 2012 and  
2013 with Corn Payment Deferral

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 100,000 $100,000

2013 crop sales ----- 115,000

Total income $185,000 $215,000

  

Rev. Rul. 74-145, supra, can be read to sup-
port this answer. As noted earlier, it is not clear 
whether Rev. Rul. 74-145 applies the substantial 
portion requirement to each crop separately or to 
the aggregate sales of crops that were destroyed.

Notice 89-55, 1989-1 C.B. 696, can also be 
read to support this answer because it states, “A 
cash method taxpayer may elect to include in 
gross income for 1989 . . . [crop loss] payments 
that are received in 1988, if the taxpayer estab-
lishes that, under its normal business practice, 
the income from such crops would have been 

Observation
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farmers to defer reporting insurance or disaster 
payments if they normally sell more than 50% of 
the damaged crops in a subsequent year. While 
that interpretation allows more farmers to defer 
income than a requirement that all damaged 
crops would normally have been sold in a sub-
sequent year, it allows farmers to continue their 
normal pattern of reporting crop sales only if they 
normally sell their entire crop in the year follow-
ing harvest. 

Example 10.8 Entire Crop Normally Sold  
in Subsequent Year

Farmer Brown normally sells 100% of a crop in 
the year after harvest. If she receives an insurance 
or disaster payment for the destruction of part or 
all of her crop in the year the crop was destroyed, 
she can elect to defer the entire payment to the 
next year and thereby continue her normal pat-
tern of reporting crop revenue.

Rev. Rul. 74-145 and Nelson do not allow the 
farmers who normally sell part of a crop in the 
year of harvest and the remainder the following 
year to continue their normal reporting practice.

Example 10.9 Crop Normally Sold  
in Two Years

Farmer Green normally sells 40% of a crop in the 
year of harvest and 60% in the following year. If 
he receives an insurance payment for 100% of 
his destroyed crop, Rev. Rul. 74-145 and Nelson 
interpretations require him to choose between 
reporting 140% of his normal crop sales in the 
year his crop was destroyed or 160% in the fol-
lowing year. 

Discussion of Second Conclusion in Answer 3

I.R.C. § 451(d) and Notice 89-55 say that insur-
ance proceeds and disaster payments can be post-
poned “if the taxpayer establishes that, under its 
normal business practice, income from the crops 
would have been reported in the year following 
the year of destruction or damage.”

S. Rep. 91-522 says that a taxpayer may elect 
to defer income if “he normally would have 
reported the income from the crop” in the year 
following the year of destruction or damage. That 

■■ Second Conclusion: The I.R.C. § 451(d) 
election to defer income to the follow-
ing year applies only to the compensation 
received for the portion of the crop that 
would have been sold in a year after it was 
harvested. In other words, the election does 
not apply to the payments for the portion of 
crop that would have been sold in the year it 
was harvested.

Discussion of First Conclusion in Answer 3

As discussed earlier, the Eighth Circuit observed 
in Nelson that neither I.R.C. § 451(d) nor Treas. 
Reg. § 1.451-6(a)(1) clearly indicates whether the 
deferment is available only to farmers who cus-
tomarily defer all of their crop income or is also 
available to farmers who customarily defer only a 
portion of their crop income. The court noted that 
Rev. Rul. 74-145 resolved this ambiguity by cre-
ating the substantial portion test and concluded 
that the test is reasonable given the congressional 
intent to ameliorate the effects of forcing farmers 
to report 2 years of income in a single tax year.

Premise for Conclusion 

It is important to note that the Nelson court’s 
conclusion that the substantial portion test is rea-
sonable is based in part on its conclusion that an 
I.R.C. § 451(d) election to defer income applies 
not only to insurance proceeds for the portion of 
the crop that would have been sold in the follow-
ing year, but also for the portion of the crop that 
would have been sold in the year the crop was 
harvested. As illustrated earlier in Figure 10.11, 
there is no need for the substantial portion test 
if only the insurance payments for the portion of 
the crop that would have been sold in the follow-
ing year qualify for deferment, because the elec-
tion will not cause income to be bunched into the 
following year.

Therefore, taxpayers could argue that Rev. Rul. 
74-145 and Nelson erroneously impose the sub-
stantial portion test to prevent the bunching of 
income caused by their erroneous requirement 
(discussed in the next section) that the election 
applies to insurance and disaster payments for 
crops that would have been sold in the year the 
crops were destroyed.

As interpreted by Rev. Rul. 74-145 and Nel-
son, I.R.C. § 451 and Treas. Reg. § 1.451-6 allow 

Practitioner
Note
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Disclosure Statement 
Avoids Penalties

Tax practitioners and taxpayers taking a contrary 
position can avoid penalties for underreporting 
crop insurance and disaster payments by filing 
Form 8572, Disclosure Statement, and noting that 
the position taken on the return is contrary to the 
guidance in Rev. Rul. 74-145 and Nelson. Tax pre-
parers could cite I.R.C. § 451(d), the regulations 
for that section, and the legislative history cited in 
this issue as authority for electing to report part 
of the insurance or disaster payments in the year 
after the crop was destroyed and the remainder 
in the year the payment was received.

Planning for Level Income
Answers 1 and 2 in Example 10.7 are not always 
onerous for farmers who suffer only a partial crop 
loss because they can plan their crop sales to level 
their crop income between the year they receive 
a crop insurance or disaster payment and the fol-
lowing year, provided they know which interpre-
tation of I.R.C. § 451(d) will be applied.

Example 10.11 No Deferral Election

Cathy Carpenter normally sells $75,000 (75%) of 
her $100,000 cotton crop in the year of harvest 
and the remaining $25,000 (25%) in the follow-
ing year. She normally sells $40,000 (40%) of 
her $100,000 peanut crop in the year of harvest 
and the remaining $60,000 (60%) in the follow-
ing year. Thus, each year she normally reports 
$115,000 ($75,000 + $40,000) of sales from the 
new harvest and $85,000 ($25,000 + $60,000) of 
sales from the prior year’s harvest.

In 2012, a drought destroyed 50% of each 
crop, and she received a $100,000 crop insurance 
check for the crops destroyed in 2012—$50,000 
for the destroyed cotton and $50,000 for the 
destroyed peanuts. If Cathy knows that she can-
not elect to postpone any of her crop insurance 
payment because Answer 1 in Example 10.7 
applies to her, she could maintain her pattern of 
reporting $200,000 of crop income each year by 
selling only $15,000 of her 2012 crops in 2012 
and selling the remaining $85,000 in 2013, as 
shown in Figure 10.12.

Practitioner
Note

language can be interpreted to mean that only 
insurance and disaster payments received for the 
portion of the crops that would have been sold in 
the following year can be deferred.

This interpretation is contrary to the Eighth 
Circuit opinion in Nelson, which asserted that 
I.R.C. § 451(d) “requires the taxpayer to defer all 
of the insurance proceeds if he makes the defer-
ment election.” The court said the Nelsons would 
have been required to defer 100% of the insur-
ance proceeds, even though their normal practice 
was to defer only 35% of the income from sugar 
beet production.

It also is contrary to Rev. Rul. 74-145, which 
states,

A cash-method taxpayer who receives 
crop insurance proceeds in the same cal-
endar year his grain crops were damaged 
and who establishes that more than 50 
percent of the crop income would have 
been reported in the following year under 
his normal business practice is entitled to 
elect under section 451(d) of the Code to 
include the proceeds in income in the fol-
lowing year, but he may not allocate 
the proceeds between the two years 
[emphasis added].

However, this interpretation is the only one 
that allows taxpayers to continue their normal 
pattern of reporting income if their normal prac-
tice is to sell part of their crop in the year it is har-
vested and the remainder in the following year.

Example 10.10 Interpretation Would  
Allow Split Reporting

Farmer Green (from Example 10.9) could report 
40% of his insurance payment in the year his crop 
was destroyed and the remaining 60% in the fol-
lowing year if his election applies only to the pay-
ment for the portion of the crop he would have 
sold in the following year. 
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FIGURE 10.12  Income for 2012 and  
2013 with No Election

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 100,000 -----

2012 crop sales 15,000 $  85,000

2013 crop sales ----- 115,000

Total income $200,000 $200,000

  

Example 10.12 Deferral of Payment for  
Only One Crop

If Cathy (from Example 10.11) knows that she 
can elect to postpone the $50,000 insurance pay-
ment for her peanut crop but not the $50,000 
payment for her cotton crop because Answer 2 in 
Example 10.7 applies to her, she could maintain 
her pattern of reporting $200,000 of crop income 
each year by selling $65,000 of her 2012 crops 
in 2012 and the remaining $35,000 in 2013. See 
Figure 10.13.

FIGURE 10.13  Income for 2012 and 2013 
with Peanut Payment Deferral

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 50,000 $  50,000

2012 crop sales 65,000   35,000

2013 crop sales ----- 115,000

Total income $200,000 $200,000

  

Answer 3 in Example 10.7 would allow Cathy 
to maintain her pattern of reporting $200,000 of 
crop sales each year by selling $37,500 (75%) of 
her cotton crop and $20,000 (40%) of her peanut 
crop in 2012 and the remaining $12,500 (25%) 
and $30,000 (60%) of the respective crops in 2013.

Example 10.13 Deferral of Payment for Part 
of Each Crop

If Cathy (from Example 10.11) knows that she 
can elect to postpone $12,500 (25% × $50,000) 
of the insurance payment for her peanut crop 
and $30,000 (60% × $50,000) of the payment for 
her cotton crop, for a total deferral of $42,500 
($12,500 + $30,000), she could maintain her pat-
tern of reporting $200,000 of crop income each 
year by selling $57,500 of her 2012 crops in 2012 
and the remaining $42,500 in 2013, as shown in 
Figure 10.14.

FIGURE 10.14  Income for 2012 and 2013 
with Partial Deferral

Reported in

Source of Income 2012 2013

2011 crop sales $  85,000 -----

2012 insurance payment 57,500 $  42,500

2012 crop sales 57,500   42,500

2013 crop sales ----- 115,000

Total income $200,000 $200,000

  

Questions and Answers

Question 1. Weather Insurance
A farmer paid $500 ($1 per acre for 500 acres) for 
an insurance policy that provides $9,000 of pro-
tection for lower than normal rainfall in August 
and September, 2012. The protection is not based 
on the farmer’s production or the price that she 
receives for her commodity.

The rainfall trigger grid index for this policy 
is 80.00. If the final grid index for the area falls 
below the trigger index, the indemnity payment 
is calculated by the following formula.
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as milk, eggs, or meat) that is produced by feeding 
the crop to livestock or poultry is sold. Taxpayers 
could cite Treas. Reg. § 1.451-6(b)(1)(iii), which 
states that taxpayers must declare that “under the 
taxpayer’s normal business practice the income 
derived from [emphasis added] the crops which 
were destroyed or damaged would have been 
included in this gross income for a taxable year 
following the taxable year of such destruction 
or damage.” Taxpayers could argue the words 
“derived from” mean the income from sale of 
commodities that were produced by feeding the 
crop.

The IRS could rebut that argument by point-
ing out that Treas. Reg. § 1.451-6(b)(1) only pre-
scribes the information the taxpayer must submit 
to make the election—it does not state the require-
ments to qualify for making the election. In all 
other explanations of the rule, the taxpayer must 
show that “the income from such crops” [I.R.C. 
§ 451(d); Rev. Rul. 74-145, 1974-1 C.B. 113; 
Notice 89-55, 1989-1 C.B. 696] or “the income 
from those crops” [Treas. Reg. § 1.451-6(b)(1)] 
would have been reported in the following year.

The IRS could also argue that allowing farm-
ers to defer reporting insurance and disaster pay-
ments for crops that would have been fed in a 
following year because the commodity produced 
with the feed was sold in a following year pro-
vides too much latitude because it would also 
allow farmers to defer income if the feed were 
normally fed in the harvest year and the com-
modity were sold in a following year.

A further argument for the IRS is that there 
is no policy need to defer insurance and disas-
ter payments for crops that would have been fed, 
because the farmer can use the proceeds to buy 
replacement feed and offset the income with a 
deduction for the purchased feed.

Is the $2,520 eligible for the I.R.C. § 451(d)  
election to postpone reporting to 2013?

Answer 1.
Although the farmer’s yield loss is correlated with 
the lack of rain, the insurance payment is not 
based on actual yield loss. Therefore, the $2,520 
indemnity payment is not eligible for the I.R.C. 
§ 451(d) election. Notice 89-55, 1989-1 C.B. 696, 
states, 

Agreements with insurance companies 
that provide for payments without regard 
to actual losses of the insured, e.g., in the 
event that certain weather conditions 
occur or do not occur, do not constitute 
insurance payments for the destruction 
of or damage to crops. Accordingly, pay-
ments under such contracts will not qual-
ify for deferral under section 451(d) of the 
Code.

Question 2. Crops Intended for Feeding  
to Livestock
A farmer received a crop insurance payment in 
2012 for the loss of a 2012 alfalfa crop that he 
would have fed to livestock in 2013. Can he elect 
to report the insurance payment in 2013?

Answer 2.
A condition for the I.R.C. § 451(d) election is that 
income from the crops for which an insurance or 
disaster payment was received would have been 
reported in a year after the crops were harvested. 
The IRS could argue that because the taxpayer 
does not normally sell the crop, the taxpayer 
does not report any income from the crop and 
therefore does not normally report the income in 
a year following the year the crop was destroyed.

Taxpayers could argue that they derive 
income from the crop when the commodity (such 

(Trigger Grid Index – Final Grid Index)
x $9,000 = Indemnity Payment

Trigger Grid Index

The final grid index was 57.60, and the farmer’s indemnity payment was

(80.00 – 57.60)
x $9,000 = $2,520

80.00

[See the United States Department of Agriculture Rainfall Index: Insurance Standard Handbook 
(August 2009) at www.rma.usda.gov/handbooks/18000/2010/10_18130.pdf for a detailed descrip-
tion of rainfall insurance.] 
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sells all of her crops in the year after they are har-
vested. Can she elect to defer the net payout?

Answer 3.

No. If she elects to defer reporting the insurance 
payment, she must defer reporting the gross 
indemnity payment and deduct the premium 
that was withheld in the year she received the net 
payout. If she does not elect to defer reporting the 
insurance payment, she must still deduct the pre-
mium that was withheld as an expense and report 
the gross indemnity payment as income for the 
year she received the net payout.

Effect on Gross  
Farm Income

Reporting only the net payout results in the 
same net profit or loss from farming as report-
ing the gross indemnity payment as income and 
the insurance premium as a deduction, but this 
would reduce gross income from farming. More 
gross income from farming benefits a taxpayer 
because he or she is more likely to qualify for 
beneficial income tax rules for farmers, such as 
the exception from estimated tax penalties under 
I.R.C. § 6654(i).

Practitioner
Note

In summary, it is likely that farmers will not 
be allowed to defer reporting insurance or disas-
ter payments for crops that would have been fed 
in the following year because they normally do 
not have income from the sale of those crops.

Example 10.14 Crops Fed to Livestock

Drew P. Drawers received a $50,000 payment 
from his crop insurance policy in 2012 because 
the drought reduced the yield of his alfalfa crop. 
Drew would have stored the alfalfa he lost and 
fed it to his dairy cows in 2013.

Drew is unlikely to be eligible to defer report-
ing the $50,000 insurance payment to 2013. He 
could offset the $50,000 of income by purchasing 
$50,000 of alfalfa in 2012 to be fed to his dairy 
cows in 2013. 

Question 3. Net Payout

A farmer received her crop insurance indemnity 
payment before her premium for the policy was 
due. Therefore, she received a net payout equal 
to the gross indemnity payment from the policy 
reduced by the premium she owed. She normally 

ISSUE 2: WEATHER-RELATED SALES OF LIVESTOCK Farmers who 
sell livestock because of a weather-related feed shortage have two options for 
postponing the income realized from untimely sales.

Livestock producers who are forced to sell ani-
mals because of weather-related conditions—such 
as flood, drought, or other conditions that cause a 
shortage of water or feed—may be eligible to post-
pone recognition of income from the sales pro-
ceeds, thus avoiding bunching of income.

Two different tax treatments can defer rec-
ognition of income arising from weather-related 
sales of livestock in excess of the producer’s nor-
mal business practice. The first option applies to 
draft, breeding, or dairy animals—but not sport-
ing animals—that will be replaced within a 2-year 
period [I.R.C. § 1033]. The second option applies 
to all livestock and allows a 1-year postponement 
of reporting the sales proceeds as taxable income 
[I.R.C. § 451].

Poultry Isn’t Livestock—
Except When It Is

The definition of livestock for the 2-year replace-
ment provision does not include poultry. The defi-
nition of livestock for the 1-year postponement 
of gain does include poultry.

Involuntary Conversion

The sale or exchange of livestock held for draft, 
breeding, or dairy purposes in excess of the num-
ber ordinarily sold in the producer’s usual or 
normal business practice is treated as an invol-
untary conversion if the additional livestock are 
sold or exchanged solely because of drought, 

Practitioner
Note
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September of each year, the IRS (after consulta-
tion with the National Drought Mitigation Center) 
publishes a list of counties for which exceptional, 
extreme, or severe drought was reported during 
the preceding 12 months. Taxpayers may also 
use this list to determine whether exceptional, 
extreme, or severe drought was reported for the 
taxpayer’s applicable region during the 12-month 
period ending on August 31 of a calendar year.

Example 10.15 Extension of  
Replacement Period

Dusty Rhodes, a calendar-year taxpayer, raises 
cattle in Sere County. In 2007, Dusty sold all 
of his cattle held for breeding purposes solely 
because of drought conditions. Under Dusty’s 
normal business practices, he would have sold 
only 25% of those cattle in 2007, so 75% of the 
sale can be treated as an involuntary conversion 
under I.R.C. § 1033(e).

Because Sere County was designated in 2007 
as being eligible for federal assistance, Dusty’s 
original replacement period was 4 years, end-
ing on December 31, 2011, unless the drought 
continued for more than 3 years. In a continu-
ing drought, Dusty’s replacement period does not 
expire until the end of his first tax year that ends 
after the first drought-free year for his applicable 
region [Notice 2006-82, supra]. Dusty’s appli-
cable region is the county that experienced the 
drought conditions (Sere County) and all coun-
ties contiguous to Sere County (Dry, Arid, Baked, 
and Parched Counties).

■■ For the 12-month period ending August 
31, 2010, severe drought conditions were 
reported on U.S. Drought Monitor maps for 
all of those counties. 

■■ For the 12-month period ending August 31, 
2011, the only drought conditions reported 
for the applicable region on U.S. Drought 
Monitor maps were severe drought condi-
tions for Parched County for the first week in 
September 2010. 

■■ For the 12-month period ending August 31, 
2012, U.S. Drought Monitor maps do not 
report drought conditions for any county in 
the applicable region. 

Accordingly, the 12-month period ending 
August 31, 2012, is the first drought-free year for 
the applicable region, and Dusty’s replacement 

flood, or other weather-related conditions [I.R.C. 
§ 1033(e)].

If livestock held for any length of time for 
draft, breeding, or dairy purposes are sold because 
of weather-related conditions, the taxpayer is not 
required to recognize the gain realized on the sale 
if replacement livestock are purchased within 2 
years from the end of the tax year in which the 
sale takes place. The 2-year period is extended to 
4 years if the weather condition that caused the 
excess sales also caused an area to be eligible for 
assistance by the federal government. It can be 
further extended by the Treasury Department if 
the weather condition continues for more than 3 
years [I.R.C. § 1033(e)(2)].

No Required  
Holding Period

There is no required holding period for this I.R.C. 
§ 1033 provision, as there is in I.R.C. § 1231.

Persistent Drought
The IRS automatically extends this replacement 
period for taxpayers living in regions of extreme, 
exceptional, or severe drought based on maps 
produced by the National Drought Mitigation 
Center [Notice 2006-82, 2006-92 I.R.B. 529]. The 
extended replacement period does not expire 
until the end of the taxpayer’s first tax year that 
ends after the first drought-free year for the appli-
cable region. The first drought-free year for the 
applicable region is the first 12-month period 
ending on August 31 that meets both of the fol-
lowing criteria:

1. It ends in or after the last year of the taxpay-
er’s 4-year replacement period.

2. It does not include any weekly period for 
which exceptional, extreme, or severe 
drought is reported for any location in the 
applicable region.

The applicable region is the county that experi-
enced the drought conditions causing the sale or 
exchange of the livestock and all counties that are 
contiguous to that county.

A taxpayer may determine whether excep-
tional, extreme, or severe drought is reported 
for any location in the applicable region by ref-
erence to U.S. Drought Monitor maps archived 
at www.droughtmonitor.unl.edu/archive.html. In 

Practitioner
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■■ The number of livestock of each kind that 
would have been sold or exchanged under 
the taxpayer’s usual business practices

1-Year Deferral of Income
Cash-method farmers can elect a 1-year deferral 
of income received from certain livestock sales 
that are made because of drought, flood, or other 
weather-related conditions. The weather-related 
condition must be severe enough that the area is 
designated as eligible for federal assistance. To 
qualify for deferral, the taxpayer must show that 
he or she sold more livestock than he or she would 
ordinarily have sold had there been no drought, 
flood, or other weather-related condition. Thus, 
this election also applies only to sales in excess of 
normal or usual sales [I.R.C. § 451(e)].

If any livestock are sold because of qualify-
ing weather-related conditions, the taxpayer may 
be eligible for an exception to the general rule 
that sales proceeds must be reported in the year 
received. To defer income to the next year, the 
following requirements must be met:

1. The taxpayer’s principal business must be 
farming, as defined in I.R.C. § 6420(c)(3).

Principal Business  
of Farming

I.R.C. § 6420(c)(3) lists the activities that qualify a 
taxpayer as a farmer for purposes of the credit for 
gasoline used in a farming business. Neither the 
Internal Revenue Code nor Treasury regulations 
state an amount of income that must come from 
the farming business to make it the taxpayer’s 
principal business. Presumably, the farm income 
must be more than 50% of the taxpayer’s total 
income.

2. The taxpayer must use the cash method of 
accounting.

3. The taxpayer must show that the livestock 
would normally have been sold in the follow-
ing year.

4. The weather-related conditions that caused an 
area to be declared eligible for federal assis-
tance must have caused the sale of the live-
stock. (The designation that an area is eligible 
for assistance may be a disaster declaration 
made by the president or a designation by a 
federal government agency or department.)

Practitioner
Note

period expires December 31, 2012 (the last day of 
his first tax year ending after the first drought-free 
year for the applicable region). 

Replacement Livestock
Generally, the new livestock purchased must be 
used for the same purpose as those sold because 
of weather-related conditions. Breeding stock 
must be replaced with breeding stock, and dairy 
cows with dairy cows. However, if the condi-
tion that caused the involuntary conversion also 
makes it infeasible to replace the livestock with 
similar livestock, the livestock can be replaced 
with any property (including real property) used 
in the farming business [I.R.C. § 1033(f)].

Disaster Declaration
The weather-related conditions that caused the 
untimely sale do not have to result in an area 
being declared a disaster area by the federal 
government for the taxpayer to defer gain under 
I.R.C. § 1033. The taxpayer must show that the 
weather-related condition caused the sale of more 
livestock than would normally have been sold, 
and only the additional animals sold in excess 
of normal sales can be sold and replaced with-
out recognition of gain. If the taxpayer normally 
sells one-fifth of the herd each year, only the sales 
in excess of one-fifth of the herd will qualify for 
deferral.

Basis in Replacement Livestock
The taxpayer’s basis in the replacement livestock 
is equal to his or her basis in the livestock sold, 
plus any amount invested in the replacement 
livestock that exceeds the proceeds from the sale.

Election
The election to defer recognition of gain is made 
by attaching a statement to the tax return that 
includes the following information:

■■ Evidence of the weather-related condi-
tions that forced the sale or exchange of the 
livestock

■■ A computation of the amount of gain real-
ized on the sale or exchange

■■ The number and kind of livestock sold or 
exchanged
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Other Tax Management Tools

Farmers who sell livestock because of drought 
or other weather-related conditions can also use 
other tax management tools—such as prepaid 
expenses, deferred payment sales, income aver-
aging, and the net operating loss rules—to mini-
mize the impact of the income fluctuations.

Prepaid Expenses
Cash-basis farmers who have unusually high 
income due to livestock sales caused by weather 
conditions or for any other reason can reduce 
their taxable income by purchasing farm inputs 
before the close of the tax year. The cost of those 
inputs can be deducted in the year they are pur-
chased subject to two rules that limit deductions 
of prepaid expenses.

Prepaid Expenses and Deposits  

under Rev. Rul. 79-229

Rev. Rul. 79-229, 1979-2 C.B. 210, sets out three 
tests that must be met in order to deduct the cost 
of a supply purchased in the current taxable year 
that will be used in the subsequent taxable year.

1. The expenditure must be a payment for the 
purchase of a supply rather than a deposit.

2. The prepayment must be made for a business 
purpose and not merely for tax avoidance.

3. The deduction of such costs in the taxable 
year of prepayment must not result in a mate-
rial distortion of income.
Rev. Rul. 79-229 explains each of these three 

tests as follows.

Deposits

Whether a particular expenditure is a deposit 
or a payment depends on the facts and circum-
stances of each case. When it can be shown that 
the expenditure is not refundable and is made 
pursuant to an enforceable sales contract, it is not 
considered a deposit. The courts appear to look 
for a binding contractual obligation to pay and do 
not focus on passage of title, risk of loss, or other 
common attributes of ownership.

The livestock do not have to be raised or sold 
in the designated assistance area, but the weather-
related condition that caused an area to be desig-
nated as eligible for federal assistance must have 
caused the premature sale of the livestock. The 
sale can take place before or after an area is des-
ignated as eligible for federal assistance as long 
as the same weather-related condition caused the 
sale.

The number of animals that would normally 
be sold is determined primarily from the tax-
payer’s history. For example, if a taxpayer usu-
ally holds all calves until the year after they are 
born before selling them, but because of weather-
related conditions was forced to sell them in the 
year they were born, the proceeds from this sale 
may be reported in the year following the year of 
the sale.

Taxpayers must make a separate election for 
each broad generic classification of animals, such 
as hogs, sheep, or cattle. They cannot make a sep-
arate election based on the animals’ age, sex, or 
breed [Treas. Reg. § 1.451-7(d)].

Due Date of Election
The due date of the election depends on the classifi-
cation of the livestock:

1. If the livestock are held for sale in the ordi-
nary course of business, the election must be 
made by the due date of the return (includ-
ing extensions) for the tax year in which the 
drought sale occurred.

2. If the livestock are held for draft, breeding, or 
dairy purposes, then the election can be made 
any time in the 4-year replacement period for 
the postponement of gain from sales caused 
by a disaster that resulted in a disaster area 
declaration under I.R.C. § 1033(e)(2).

Options for Deferring Income

The two weather-related sales of livestock tax 
provisions have a few different requirements, 
but weather-related sales of breeding stock can 
qualify for either provision. Figure 10.15 (on the 
next page) compares and contrasts the require-
ments and tax benefits. Affected taxpayers can 
determine which provision provides the greatest 
tax benefit.
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FIGURE 10.15  Comparison of Weather-Related Sale of Livestock Tax Consequences

Alternative Weather-Related Tax Provisions

Postpone gain by purchasing 
replacement [I.R.C. § 1033(e)]

Defer income for 1 year  
[I.R.C. § 451(e)]

Tax benefit Gain is deferred if replacement 
requirements are met within the 
next 2 years*

Recognition of income is 
postponed by 1 year

Taxpayer qualifications None Principal trade or business is 
farming; cash method of 
accounting

Qualifying livestock Draft, breeding, or dairy livestock All livestock, including poultry

Qualifying sales Sales in excess of normal practice 
only

Sales in excess of normal practice 
only

Requirement that area be designated 
eligible for federal assistance?

No, but designation increases 
replacement period from 2 to  
4 years

Yes

Weather-related condition must have 
caused the sale?

Yes Yes

Livestock must have been sold in the 
designated assistance area?

No No

Livestock must be located in the 
designated assistance area?

No No

Purchase of replacement livestock 
required?

Yes No

Basis in replacement livestock Reduced by the amount of gain 
deferred

N/A

Deadline for making the election 2 years after the end of the tax year 
of sale

Generally, due date of tax return 
for year of sale, but 4 years 
after year of sale for sales 
that qualify for the 4-year 
replacement period under I.R.C. 
§ 1033(e)(2)

Deadline for replacement Generally 2 years after the end 
of the tax year of sale (4 tax 
years* after the year of sale if 
an area is designated eligible for 
federal assistance because of the 
condition that caused the sale)

N/A

* Extended to 4 years if disaster area–related; can be extended further by Secretary of Treasury
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The following factors, although not all-inclu-
sive, are indicative of a deposit rather than a 
payment:

■■ The absence of specific quantity terms.
■■ The right to a refund of any unapplied pay-
ment credit at the termination of the contract 
[see Lillie v. Commissioner, 45 T.C. 54 (1965), 
aff’d per curiam, 370 F.2d 562 (9th Cir. 1966)].

■■ The treatment of the expenditure as a 
deposit by the seller.

■■ The right to substitute other goods or prod-
ucts for the feed ingredients specified in the 
contract. However, a provision permitting 
substitution of ingredients for the purpose 
of varying the particular feed mix to accom-
modate the current diet requirements of 
the livestock for which the feed was pur-
chased will not be considered indicative of a 
deposit.

The fact that an adjustment is made to the 
contract price to reflect the feed’s market value at 
the date of delivery is not, standing alone, conclu-
sive of a deposit.

Business Purpose

The second test requires that the prepayment 
must be made for a valid business purpose and 
not merely for tax avoidance.

Generally, the factor that distinguishes the 
earlier court decisions allowing a deduction for 
prepaid feed costs from those disallowing the 
deduction is the acquisition of, or the reasonable 
expectation by the taxpayer of receiving, some 
business benefit as a result of the prepayment. 
See Ernst v. Commissioner, 32 T.C. 181 (1959), 
acq. 1959-2 C.B. 4; Cravens v. Commissioner, 272 
F.2d 895 (10th Cir. 1959); Shippy v. United States, 
308 F.2d 743 (8th Cir. 1962), aff’d 199 F.Supp. 
842 (W.D. S.D. 1961); and Lillie v. Commissioner, 
supra.

Examples of business benefits include, but 
are not limited to

■■ fixing maximum prices;
■■ securing an assured feed supply; and
■■ securing preferential treatment in anticipa-
tion of a feed shortage.

The business practice of prepayment does 
not necessarily refute the existence of a primary 
tax avoidance purpose or a material distortion.

Distortion of Income

The fact that the first two tests are satisfied does 
not automatically mean that the expenditure 
will be deductible in the year paid. A deferral of 
the deduction may be necessary to clearly reflect 
the taxpayer’s income. The legitimate use of the 
cash or accrual methods of accounting does not 
encompass certain tax shelter techniques, and 
thus the presence of such techniques supports 
the exercise of the IRS’s broad administrative 
authority to disallow such practices through the 
timing discretion provided in I.R.C. §§ 446(b), 
451, and 461.

I.R.C. § 461 and the regulations thereunder 
control the time for the allowance of deductions 
and provide, in part, that the amount of any allow-
able deduction shall be taken for the taxable year 
that is proper under the method of accounting 
used in computing taxable income. The timing 
authority in I.R.C. § 461 is therefore subject to the 
clear reflection of income requirement contained 
in I.R.C. § 446(b). See Burck v. Commissioner, 533 
F.2d 768 (2d Cir. 1976); Cole v. Commissioner, 64 
T.C. 1091 (1975); and Sandor v. Commissioner, 62 
T.C. 469 (1964), aff’d per curiam, 536 F.2d 874 (9th 
Cir. 1976).

Context of  
Rev. Rul. 79-229 

It is important to remember that Rev. Rul. 79-229 
was issued before the passive activity rules of I.R.C. 
§ 469 were enacted and before Subsection (f) was 
added to I.R.C. § 464. The rules in Rev. Rul. 79-229 
were directed primarily at tax shelters. Conse-
quently, courts have at times been quite generous  
in applying the rules to bona fide farmers.

Prepaid Expense Rules under I.R.C. § 464 

The 50% rule of I.R.C. § 464(f) limits a taxpay-
er’s deduction for prepaid farm expenses to 50% 
of deductible farm expenses other than prepaid 
farm expenses unless the taxpayer is a qualified 
farm-related taxpayer.

Farm-Related Taxpayer

A farm-related taxpayer meets one of the following 
three criteria:

1. The taxpayer’s principal residence is on a 
farm.

Practitioner
Note
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2. The taxpayer’s principal occupation is 
farming.

3. The taxpayer is a member of the family of a 
taxpayer who meets the requirements of 1 or 
2 above.

Family, as defined in I.R.C. § 267(c)(4), 
includes an individual’s brothers, sisters, spouse, 
ancestors, and descendants. In-laws are not 
included in this definition.

Qualified

To be qualified, the farm-related taxpayer must 
meet one of the two following criteria:

1. His or her aggregate prepaid farm supplies 
for the prior 3 years are less than 50% of the 
aggregate deductible farm expenses other 
than the prepaid expenses for those 3 years.

2. Extraordinary circumstances (such as a flood 
or a drought) caused prepaid expenses to 
exceed 50% of farming expenses other than 
prepaid expenses in the current year.

Example 10.16 Sale of Livestock  
Due to Drought

In 2012, Pete Bogg sold $100,000 of cattle from 
his feedlot in excess of his normal yearly sales 
because a drought destroyed his crops. To level 
out his income, he would like to defer $40,000 
of the excess sales to 2013, but an election under 
I.R.C. § 451(e) would require him to defer all of 
the $100,000 of excess sales.

Instead of electing to defer income under 
I.R.C. § 451(e), Pete could buy $40,000 of feed 
and other farming inputs in 2012 that he nor-
mally would have purchased in 2013. 

Prepaid Expenses 

See pages 424–427 of the 2008 National Income 
Tax Workbook for more discussion of deducting 
prepaid expenses.

Cross-
Reference

Deferred Payment Contract
Producers can defer reporting income from the 
sale of commodities until the year following the 
year of delivery by using deferred payment con-
tracts (also referred to as installment sales con-
tracts) that call for payment in the year following 
the year the seller delivers the grain or other 
commodity to the buyer. Cash-basis farmers are 
eligible to use installment sale reporting because 
the commodity is not required to be inventoried 
[Treas. Reg. § 15A.453-1(b)(4)]. If a sale qualifies 
for the installment sales method of accounting 
for gain, the producers must use it unless they 
elect out.

The Packers and Stockyard Act (7 U.S.C. 
§ 228a) generally requires packers, market agen-
cies, and dealers purchasing livestock for slaugh-
ter to pay for the livestock with a check or wire 
transfer before the close of the next business day 
following the date the livestock is purchased and 
possession is transferred. If livestock is sold on a 
carcass or “grade and yield” basis, the time limit 
is the close of the first business day following the 
determination of the purchase price. These time 
limits appear to sharply limit the possibilities of 
deferring income from the sale of livestock for 
slaughter. However, 7 U.S.C. § 228b allows the 
buyer and seller to agree in writing before the 
transaction to different terms for payment.

A qualified deferred payment contract must 
avoid terms that result in the farmer’s having con-
structive receipt of income. Thus, the contract 
should be in place before the grain or other com-
modity is delivered to the buyer, and it should 
specify that the seller has no right to any proceeds 
until the following year.

Example 10.17 Deferred Payment Sale

Pete Bogg (from Example 10.16) could defer 
$40,000 of the proceeds from the 2012 sale of cat-
tle to 2013 by entering into a deferred payment 
contract for $40,000 of the sales. 

Deferred Sales of 
Livestock

See pages 469–471 of the 2006 National Income 
Tax Workbook for more information on deferred 
sales of livestock.

Cross-
Reference
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Example 10.18 Income Averaging Election

May Flowers owns and operates a feed lot and 
files a joint income tax return with her husband. 
She uses cash accounting and a calendar year to 
report her income and expenses, and she reports 
$20,000 of net farm income each year. The Flow-
ers’ taxable income for each of the years 2009, 
2010, and 2011 was $30,000 below the top end 
of the 15% income tax bracket. (In 2011, the 15% 
bracket ended at $69,000 for a joint return.) 

Because of the drought, May sold all of her 
feeder cattle in 2012, which increased her cattle 
sales by $100,000. Because her feed expenses 
were reduced by $20,000, her net farm profit 
increased to $140,000 ($20,000 + $100,000 + 
$20,000). May expects to just break even, with no 
profit or loss, from her feed lot in 2013 because of 
the high price of feed and the need to restock her 
feeder cattle. She expects that to reduce their joint 
taxable income to $50,000 below the top end of 
the 15% income tax bracket, and she assumes that 
Congress will extend the current tax rates rather 
than letting them expire.

If May elects to defer the $100,000 of ordi-
nary income from the increased cattle sales to 
2013, the couple’s 2013 tax liability will increase 
by $30,517, as shown in Figure 10.16. If tax rates 
increase for 2013, this figure will be even higher.

If May treats $90,000 of her 2012 farm 
income as elected farm income under the income 
averaging rules instead of deferring the $100,000 
of livestock sales to 2013, the tax on the $100,000 
would be $24,321, as shown in Figure 10.17.

Income Averaging
Farm income averaging allows farmers to use 
unfilled lower-income tax brackets from the 3 
base years to compute their income tax on elected 
farm income for the current year. This includes 
using the base years’ rate for capital gains for the 
taxation of net gain from sales of livestock that 
qualify for I.R.C. § 1231 treatment.

Income averaging does not affect self-
employment (SE) tax on elected farm income, 
which may be an advantage for the farmer. If 
weather-related sales of livestock held for sale in 
the ordinary course of business push a farmer’s 
SE income above the annual limit for social secu-
rity taxes ($110,100 in 2012), the SE income in 
excess of the limit is not subject to the social secu-
rity tax (10.4% for 2012), although the Medicare 
tax continues to apply. Therefore, the income 
averaging election allows the farmer to pay 
income tax on the higher amounts of income at 
lower rates from the base years, but it preserves 
the advantage of saving social security tax on 
the income that exceeds the social security base. 
By contrast, an election under I.R.C. § 451(e) 
to defer the income to 2013 may cause the SE 
income to be taxed at the 12.4% social security 
rate for SE income in 2013.

FIGURE 10.16 Tax on $100,000 Deferred to 2013

Taxable Income Income Tax1 SE Income SE Tax2 Total Tax

Projection with $100,000 of deferred income $113,6363 $ 20,469 $100,000 $ 12,283 $ 32,752

Projection without deferred income   (   20,700)  (   2,235) (            0)  (          0)  (   2,235)

Increase $   92,936 $ 18,234 $100,000 $ 12,283 $ 30,517 

          
1 The 2013 income tax is estimated using the 2012 income tax tables.
2 The 2013 SE tax is estimated using the 2012 wage base and SE tax rate.
3 $100,000 of deferred income + $20,700 of other taxable income – $7,064 deduction for SE taxes.
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1. The NOL rules do not preserve the benefit 
of below-the-line personal deductions (item-
ized deductions or the standard deduction, 
and the personal and dependent exemption 
deductions) because (a) those deductions are 
not included in the NOL for the loss year and 
(b) the NOL carried to other years is absorbed 
by income without those deductions, even 
though the benefit of the NOL deduction is 
limited to income with those deductions.

2. The entire NOL is carried to one tax year and 
reduces taxable income all the way to zero 
before any remaining amount is carried to 
another tax year. Therefore, an NOL offsets 
income in the lowest tax brackets for each 
year that it is used. By contrast, the income 
averaging rules allow income in a high year 
to be taxed in the lower brackets of 3 years.

Tax Planning  
for 2013

See the “Prior Legislation” chapter in this book 
for a discussion of potential changes to tax rates 
and credits for 2013.

Net Operating Losses
Carrying a net operating loss (NOL) to another 
tax year and deducting it from that year’s income 
provides a tax benefit, but the NOL rules are 
not as effective in minimizing taxes as deferring 
income to later tax years under I.R.C. § 451(e) 
or 1033(e) or averaging income under I.R.C. 
§ 1301. The NOL rules are not as effective for 
two reasons:

Cross-
Reference

FIGURE 10.17 Tax on $100,000 of Livestock Sales in 2012

SE tax with $100,000 included: ($140,000 × 0.029) + $11,450.40 $  15,510

SE tax without $100,000 included: $40,000 × 0.133 (    5,320)

Increase in SE tax   $10,190

SE tax deduction with $100,000 included: ($15,510 × 0.50) + $1,100 $    8,855

SE tax deduction without $100,000 included: $5,320 × 0.5751 (    3,060)

Increase in SE tax deduction $    5,795 

  

Increase in gross income $100,000

Increase in SE tax deduction (    5,795)

Increase in taxable income $  94,205 

Income tax rate ($90,000 at the 15% rate from the 3 base years and 
$4,205 at the 15% rate for 2012) × 15%

Income tax on $94,205     14,131

Total tax on $100,000 $24,321
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Property. The asset’s holding period does not 
affect the loss’s character.

Example 10.20 Abandonment Loss

Molly (from Example 10.19) did not renew Jack’s 
lease in 2015, and she retained the drainage tile. 
Jack’s allowable depreciation when the lease 
ended totaled $5,633 [$30,000 × {5% + 9.5% + 
(8.55% ÷ 2)}], and his adjusted basis in the tile 
when the lease ended was $24,367 ($30,000 – 
$5,633). Jack can claim the $24,367 as an ordi-
nary loss in Part II of his 2015 Form 4797.

If Jack had expensed the entire $30,000 cost 
in 2012 using I.R.C. § 179, his basis would be 
zero, and he would have no abandonment loss. 

Landowner Does Not 
Recognize Income

Generally, a landowner does not recognize 
income when the landowner acquires improve-
ments installed by a lessee on termination of the 
lease [Treas. Reg. § 1.109-1]. However, if improve-
ments are made in lieu of rent, the landowner has 
income equal to the fair market value (FMV) of 
the improvements in the year they are made.

Payment for Improvement

If the landowner pays the lessee for the improve-
ment at the termination of the lease, the lessee 
may have a gain or loss from the sale.

Example 10.21 Disposition at a Loss

Jack (from Examples 10.19 and 10.20) had 
negotiated a provision in the lease that required 
Molly to pay him for the drainage tile if the lease 
was terminated prior to 2022 (10 years). The 
required payment equals Jack’s initial $30,000 
investment minus $3,000 for each year that the 
lease is in effect.

Practitioner
Note

ISSUE 3: IMPROVEMENTS BY A TENANT When a tenant pays for 
improvements to leased property, there are income tax issues for both the 
tenant and the landowner.

When farmland is leased, improvements such 
as field drainage tile are generally installed by 
the landowner, who recovers the cost through 
depreciation over the appropriate MACRS class 
life or through I.R.C. § 179 expensing. However, 
some tenant farmers are paying to install field 
tile or other improvements on land that they do 
not own. The tenant’s deductions for leasehold 
improvements are subject to the usual MACRS 
rules and are determined without regard to the 
lease term [I.R.C. § 168(i)(8)(A)].

Example 10.19 MACRS Deduction for Tile

Jack Producer rented 160 acres from Molly Land-
owner on a 3-year lease in 2012, and he invested 
$30,000 in drainage tile on Molly’s land. The tile 
is 15-year MACRS property. Using the 150% 
declining balance (DB) method and a half-year 
(HY) convention, Jack’s 2013 MACRS deduction 
for the tile is $1,500 ($30,000 × 5%). The 3-year 
lease has no effect on Jack’s allowable deduction 
in 2012.

Accelerated Cost 
Recovery

Field drainage tile is specifically mentioned as 
property qualifying for I.R.C. § 179 expensing in 
IRS Publication 225, Farmer’s Tax Guide (for 2011 
tax returns). If Jack is otherwise eligible, he could 
elect to expense part or all of the $30,000 in 2012.

Field drainage tile installed in 2012 is also eligi-
ble for the 50% additional first-year depreciation.

Abandonment Loss

If a landowner does not renew a lease, the les-
see has a deductible abandonment loss for any 
remaining basis in leasehold improvements that 
is not reimbursed [I.R.C. § 168(i)(8)(B)]. The 
remaining basis is deductible as an ordinary 
loss in Part II of Form 4797, Sales of Business 
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Written Lease Can 
Reduce Problems

Although most farm advisers suggest written 
leases between landowners and tenants, many 
farm leases are oral leases that are renewed annu-
ally. If long-term investments such as tile, irriga-
tion, storage facilities, or livestock facilities are 
made by a tenant, written leases can help avoid 
future problems.

Improvement Treated 
as Prepaid Rent

If the landowner treats the improvement provided 
by the tenant as a prepayment of rent at the time 
the tenant pays for the improvement, the transac-
tion is treated as if the tenant paid cash rent and 
the landowner paid for the improvement. The 
landowner could claim the I.R.C. § 179 deduction 
or depreciation. The tenant could deduct the rent 
subject to the rules for deducting prepaid rent. 
See Issue 5 in the “Agricultural Issues” chapter of 
the 2008 National Income Tax Workbook for a dis-
cussion of prepaid farm expenses.

Practitioner
Note

The lease was terminated at the end of 2019, 
8 years after it was initiated, and Molly paid Jack 
$6,000 [$30,000 – (8 × $3,000)]. Jack’s adjusted 
basis in the tile at the end of 2019 is $14,172 
[$30,000 – $30,000 × {5% + 9.5% + 8.55% + 
7.7% + 6.93% + 6.23% + 5.9% + (5.9% ÷ 2)}]. 
Thus, Jack reports an $8,172 ordinary loss on 
Form 4797—his $14,172 adjusted basis minus the 
$6,000 payment from Molly. Molly has a $6,000 
basis in the tile to depreciate under MACRS over 
a new 15-year period.

Example 10.22 Disposition at a Gain 

Jack deducted the entire $30,000 investment in 
the drainage tile in 2012 under I.R.C. § 179. As in 
Example 10.21, the lease was terminated in 2019, 
and Molly paid Jack $6,000. Jack must recapture 
the $6,000 in Part III of Form 4797 as ordinary 
income under I.R.C. § 1245. Molly still has a 
$6,000 cost basis in the tile.

ISSUE 4: SALES OF SAND, GRAVEL, AND TOPSOIL Sales of sand, 
gravel, and topsoil may result in capital gain or ordinary income, and the 
landowner may be allowed to claim a depletion deduction.

An economic interest test determines whether 
amounts received for the disposition of natural 
resources are treated as ordinary income or capi-
tal gain. In Palmer v. Bender, 287 U.S. 551 (1933), 
the U.S. Supreme Court stated that an economic 
interest exists where “the taxpayer has acquired, 
by investment, any interest in the oil in place, and 
secures, by any form of legal relationship, income 
derived from the extraction of the oil, to which he 
must look for a return of his capital.”

A payment received by a taxpayer who 
retains an economic interest in a mineral in 
place is generally treated as ordinary income. 
The IRS adopted this economic interest con-
cept in Treas. Reg. § 1.611-1(b)(1), and the 
courts have applied it to cases involving oil, gas, 
sand, gravel, and other minerals to determine 
whether payments should be treated as ordi-
nary income or capital gain.

Sand and Gravel Sales

Not retaining an economic interest can allow cap-
ital gain treatment. Retaining an economic inter-
est can allow a depletion deduction.

Economic Interest Retained
In Sparkman v. Commissioner, T.C. Memo. 1972-
201, the taxpayers had fee simple ownership of 
a 12.5-acre parcel of land with a $100,000 FMV. 
The city of Dallas, Texas, brought proceedings to 
condemn the land to expand a city park. The city 
paid the taxpayers $30,000, and the taxpayers 
retained the right to remove sand, gravel, loam, 
and other salable material for 5 years.

The taxpayers reported more than $43,000 
received from the sale of sand and gravel mined 
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■■ Percentage depletion for sand and gravel 
sales applies a 5% depletion rate to the 
gross income from the property [I.R.C. 
§ 613(b)(6)]. Gross income from the prop-
erty excludes any rents or royalties paid or 
incurred by the taxpayer. The percentage 
depletion allowance for sand and gravel may 
not exceed 50% of the taxpayer’s taxable 
income from the property, computed with-
out the depletion allowance [I.R.C. § 613(a)].

Example 10.23 Sale of Gravel with 
Economic Interest Retained

Rocky T. Rain purchased a parcel of land 10 years 
ago for $50,000. During the current year, Quarry 
Gravel Company mined sand and gravel on the 
land for a set price per ton. Quarry paid Rocky 
$10,000 during the current year for extracting 
one-half of the estimated recoverable sand and 
gravel on the property. Rocky’s allocated cost 
basis in all of the sand and gravel is $5,000.

Because Rocky retained an economic inter-
est in the property, the $10,000 is ordinary 
income that is eligible for the depletion deduc-
tion. Rocky calculates percentage depletion 
based on the gross income from the property 
and cost depletion based on his cost basis, as 
shown in Figure 10.18.

FIGURE 10.18 Depletion Allowance  
for Sand and Gravel

Cost depletion $5,000 × 50% = $2,500

Percentage 
depletion $10,000 × 5% = $   500

Because the cost depletion allowance is the 
greater of the two amounts, Rocky reports the 
$2,500 cost depletion deduction and the $10,000 
income on his Schedule E (Form 1040), Supple-
mental Income and Loss, as shown in Figure 
10.19. He reduces his basis in the property to 
$47,500 ($50,000 – $2,500).

from the property as long-term capital gain, not-
ing that the proceeds were from the sale of gravel 
in place. The Tax Court held that the Sparkmans 
retained an economic interest in the sand and 
gravel in place, and that the income was ordinary 
income subject to the depletion deduction.

No Economic Interest Retained
In Rev. Rul. 82-221, 1982 C.B. 113, a landowner 
entered into an agreement that allowed another 
person to remove 65% of the estimated quantity 
of sand, gravel, and stone in place on the land 
for a fixed price. The purchaser of the rights 
paid a portion of the price on closing and was 
to pay the remaining balance in 11 equal annual 
installments plus interest. The purchaser was not 
obligated to extract any sand, gravel, and stone, 
but the agreement provided for payments to be 
accelerated if the purchaser removed and sold 
in any year a larger quantity of sand, gravel, and 
stone than the amount allocable to the annual 
payment. If that occurred, the purchaser’s next 
annual payment was to be increased by the value 
of the excess extraction and applied against the 
remaining amount due.

Because the taxpayer sold a fixed quantity 
of minerals, received a fixed price, received no 
future royalty, and was not subject to the risks of 
mining, the revenue ruling held that the contract 
was for the sale of a capital asset under I.R.C. 
§ 1221 and the sales proceeds were entitled to 
capital gain treatment. They were not subject to a 
depletion allowance under I.R.C. § 611.

Depletion Allowance
The removal of sand and gravel diminishes the 
value of the taxpayer’s economic interest in the 
sand and gravel. I.R.C. § 611 provides annual 
depletion deductions to offset the income derived 
from the sale of minerals by taxpayers who hold 
an economic interest in the minerals.

The allowable depletion deduction is the 
greater of a cost depletion amount or a percent-
age depletion amount.

■■ Cost depletion is computed using (a) the cost 
basis of the property, excluding the residual 
value of land and improvements, and (b) the 
estimated quantity of the mineral in place. 
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Cost Depletion Allowed
In Meyers v. Commissioner, 66 T.C. 235 (1976), the 
taxpayers were sod farmers. Under their sod-
cutting practice, their topsoil was exhausted in 16 
sod cuttings. The residual value of the land was 
66% of its former value as grain- or sod-produc-
ing land.

The Tax Court held that the sod sold by the 
taxpayer was a natural deposit subject to the 
I.R.C. § 611 cost depletion allowance. The IRS 
acquiesced and issued Rev. Rul. 77-12, 1977-1 
C.B. 161, revoking Rev. Rul. 54-241, 1954-1 C.B. 
63, which had previously disallowed a depletion 
deduction for income from the sale of sod and 
balled nursery stock.

Cost Depletion Disallowed
The taxpayer in Rev. Rul. 79-267, 1979-2 C.B. 
243, was also a sod farmer who harvested a sod 
crop every 2 years. Following the second crop, 
the taxpayer grew a cover crop and plowed it 
under before seeding the site again. The soil that 
was removed with each harvesting of sod was par-
tially replenished through the decomposition of 
grass roots that remained in the soil and through 
the addition of fertilizer and lime.

Because the amount of naturally occurring 
soil extracted with each sod harvesting could not 
be established, the IRS did not allow a cost deple-
tion deduction.

Same Result for 
Nonfarmers

The result in Example 10.23 would be the same if 
Rocky were not a farmer.

Topsoil Sales

Generally, the sale of topsoil is treated as ordinary 
income using the economic interest test. The key 
issue with topsoil sales is whether the taxpayer is 
allowed a depletion deduction. The IRS and the 
courts look to the facts to determine if the tax-
payer can establish the amount of topsoil that was 
exhausted.

No Percentage Depletion
I.R.C. § 613(b)(7)(A) specifically excludes soil, 
dirt, and sod from the percentage depletion 
allowance.

However, Rev. Rul. 79-411, 1979-2 C.B. 246, 
held that soil and loam (topsoil) are natural depos-
its within the meaning of I.R.C. § 611. Therefore, 
a taxpayer showing a measurable exhaustion of 
the topsoil is allowed a cost depletion deduction.

Practitioner
Note

FIGURE 10.19  Rocky’s Schedule E (Form 1040) 
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Example 10.24 Sale of Topsoil (Exhaustion 
Not Established)

Rocky T. Rain (from Example 10.23) also har-
vests and sells hybrid Bermuda grass. His sod 
sales for the current year total $20,000. Because 
he is unable to establish any exhaustion of the 

ISSUE 5: TIMBER AND WATER DEPLETION Taxpayers may be 
allowed to deduct cost depletion, but not percentage depletion, when they 
sell natural resources such as timber and water.

Taxpayers who own an economic interest in nat-
ural resources that are consumed can deduct a 
depletion allowance when they sell those natural 
resources. This issue explains and illustrates cost 
depletion for timber and water. Percentage deple-
tion is not allowed for either of these resources.

Timber

A taxpayer who owns an economic interest in 
standing timber when it is cut can recover the cost 
of the timber as it is cut through a timber depletion 
allowance. If all of the timber is sold, the entire 
basis in the timber account may be deducted; if 
only part of the timber is sold, the basis is allo-
cated between the portion sold and the portion 
retained. The depletion unit is determined by 
dividing the adjusted basis of the timber account 
by the total volume of timber, usually expressed 
in terms of dollars per thousand board feet (MBF) 
or dollars per cord [Treas. Reg. § 1.611-3(b)(2)].

Taxpayers who are in the timber business are 
required to track the basis of each class of timber 
product, such as premerchantable timber, pulp-
wood, chip and saw (midsize timber), posts, and 
logs. Trees move into different product classes 
as they grow, and basis moves with the trees. 
Generally, basis decreases per unit as trees grow, 
because the basis is spread over more units.

Form T (Timber), Forest Activities Schedule, 
tracks the basis that is available for depletion. 
Taxpayers must complete and file Form T (Tim-
ber) if they take any of three actions:

1. They claim a deduction for depletion of 
timber.

2. They make an outright sale of timber under 
I.R.C. § 631(b).

3. They elect under I.R.C. § 631(a) to treat 
the cutting of timber as a sale or exchange.

Form T Not Required 
for Occasional Sales

Taxpayers who sell timber only occasionally are 
not required to file Form T (Timber). The IRS 
instructions for the form state that an occasional 
sale means one or two every 3 or 4 years. How-
ever, preparing Form T (Timber) is useful to these 
taxpayers for maintaining records of timber basis.

Example 10.25 Filing IRS Form T (Timber)

June E. Purr, LLC owns multiple tracts of tim-
berland and sells timber several times each year. 
Because the LLC is in the timber business, it is 
required to file Form T (Timber) to report the cost 
basis of its land and timber accounts. The LLC’s 
timber accounts include poles, veneer-grade tim-
ber, and premerchantable timber.

Question 1.
What happens to the cost basis that is assigned 
to the premerchantable timber as the trees grow?

Answer 1.
As the trees grow, their cost basis is reallocated 
to the new timber products that arise from the 
natural and managed growth of the trees. For 
example, if the basis of premerchantable timber 
was initially $20,000, and 15 years after acquisi-
tion the trees had grown to become two separate 
classes (pulpwood and chip-n-saw), the $20,000 
basis is allocated to the two product classes and 
reported on an updated Form T (Timber) for the 
specific tract of land.

Practitioner
Note

topsoil, he is not allowed a cost depletion deduc-
tion. He reports his $20,000 in sales on Sched-
ule F (Form 1040) as ordinary income and can 
deduct his other ordinary and necessary business 
expenses. 
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Taxpayers must also take into consideration 
each year the recharge to water in the aquifer 
before deducting a depletion allowance. Tax-
payers cannot deduct a depletion allowance for 
a year in which the water level increases, and no 
further deduction for depletion is allowed until 
the water table again declines to a level below the 
previously known lowest level.

Under Rev. Proc. 66-11, 1966-1 C.B. 624, the 
basis of water rights for land in the Ogallala For-
mation is the difference in the value of land with a 
supply of groundwater and land without a supply 
of groundwater.

Example 10.26 Depletion from  
the Ogallala Aquifer

In 2009, M. T. Buckets paid $250,000 for farm-
land that includes a right to extract water from 
the Ogallala Aquifer. An appraiser concluded 
that the FMV of similar land without the right to 
extract water is $150,000, which leaves $100,000 
($250,000 – $150,000) as the basis of the right to 
extract water. The depletable saturated depth of 
the Ogallala Formation on the date M. T. bought 
the land was 250 feet. Therefore, M. T.’s per foot 
basis is $400 ($100,000 ÷ 250 feet), and his deple-
tion allowance for a tax year is $400 multiplied by 
the number of feet that the water level decreased.

Figure 10.20 shows the change in groundwa-
ter level each year, as measured by Groundwater 
District observation wells. It also shows M. T.’s 
depletion allowance, if any, for each year. For 
2009 and 2012, M. T. can deduct his depletion 
allowance on line 32 (“Other expenses”) of his 
Schedule F (Form 1040).

Question 2.
What effect does a thinning sale of pulpwood 
have on basis?

Answer 2.
A prorated portion of the cost basis allocated to 
the pulpwood account is deducted as depletion 
for the pulpwood that was harvested and sold. 
The remaining basis is recorded on a Form T 
(Timber) that is attached to the taxpayer’s income 
tax return.

Water

Generally, taxpayers cannot deduct a depletion 
allowance for water because the water is owned 
by the government for the public good. How-
ever, if a taxpayer acquires rights to a finite sup-
ply of water, such as the groundwater source 
known as the Ogallala Formation Aquifer, a 
depletion allowance may be allowed. I.R.C. 
§ 613(b)(7)(A) specifically excludes water from 
percentage depletion. However, Rev. Rul. 
82-214, 1982-2 C.B. 115, allows taxpayers to use 
cost depletion if the taxpayer can establish the 
basis and amount of water that existed at acqui-
sition; establish that the water supply beneath 
the taxpayer’s land during the tax year is dimin-
ished; and show that once the water is extracted, 
it is lost to the taxpayer as well as to the immedi-
ately succeeding generation. 

FIGURE 10.20  M. T. Buckets’s Groundwater Depletion Deductions

Year
Beginning Water 

Level (Feet)
Ending Water 
Level (Feet) Decrease Basis per Foot

Depletion 
Allowance

2009 250 230 20 $400 $8,000

2010 230 245 None $400 None

2011 245 235 None1 $400 None

2012 235 225 52 $400 $2,000

1 Because the water level did not decrease below the previous 230-foot low, there is no decrease for depletion.
2 The decrease for depletion is limited to the difference between the 225-foot ending level and the previous 230-foot low level.
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Similar instructions may apply for 2012, even 
if the lines are retained on the business forms. 
(The draft form for 2012 was not available when 
this chapter was published.) On February 10, 
2012, the IRS posted the following response on its 
website to a taxpayer inquiry about Form 1099-K 
reporting for 2012: “There will be no reconcili-
ation required on the 2012 Form 1099-K, nor 
do we intend to require reconciliation in future 
years.”

Figure 10.21 shows the 2011 Schedule F 
(Form 1040).

Form 1099-K 
Requirements

See the “Prior Legislation” chapter of this book 
for more information about the Form 1099-K 
requirements.

Cross-
Reference

ISSUE 6: FORM 1099-K REPORTING Congress has enacted a number 
of provisions requiring third-party information reporting to the IRS and to 
taxpayers to increase the likelihood that income will be reported.

I.R.C. § 6050W requires payment settlement enti-
ties to file information returns reporting certain 
payments made to merchants and other vendors 
in 2011 and later years. In general, reportable 
payments are transfers to a payee made via credit 
and debit cards and through third-party payment 
networks, such as PayPal. 

The 2011 Schedule F (Form 1040), as well as 
other business income forms, included separate 
lines for entering income reported to the taxpayer 
on Form 1099-K, Payment Card and Third Party 
Network Transactions. However, the IRS instruc-
tions for these forms told taxpayers not to report 
any income on those lines. The 2011 Schedule F 
(Form 1040) instructions read as follows:

New merchant card reporting 
requirements. We added new lines to 
implement reporting of farm income 
received via merchant card (credit and 
debit cards) and third party network pay-
ments. These amounts are reported as 
“specified” income on Schedule F (Form 
1040). However, for 2011, the IRS has 
deferred the requirement to report these 
amounts. Therefore, enter zero on lines 
1a, 2a, 7a, 8a, 37a, 42a, and 43a, and 
report farm income on lines 1b, 2b, 7b, 
8b, 37b, 42b, and 43b.
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FIGURE 10.21 2011 Schedule F (Form 1040), page 1 of 2
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FIGURE 10.21 2011 Schedule F (Form 1040), page 2 of 2
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■■ Crop share rent and unpaid cash rent attrib-
utable to the portion of the lease term that 
expired before the DOD

■■ Gains received after death from sales essen-
tially completed before the DOD, including 
gains from installment sales

Fees and commissions owed to the decedent 
may be indefinite in amount as of the DOD or 
determined by transactions concluding after the 
DOD, such as sales commissions for real estate 
brokers and fees due to attorneys, accountants, 
or other professionals. They are still IRD if they 
are paid for services performed by the individual 
who died.

Income Tax Deduction

Because IRD is included in the gross estate on the 
decedent’s federal estate tax return, and it is also 
included in the gross income of the taxpayer who 
receives it on behalf of the decedent, IRD is sub-
ject to both income and estate taxes. To mitigate 
this, I.R.C. § 691(c) allows an income tax deduc-
tion for the portion of the estate tax actually paid 
on the IRD amount when the IRD is included in 
income. The deduction is available only if federal 
estate tax is paid with Form 706, United States 
Estate (and Generation-Skipping Transfer) Tax 
Return. 

Distinction Fades  
If Estate Tax Is Zero

If there is no tax liability on Form 706 after deduc-
tions and credits, the distinction between IRD and 
income earned after death by the estate loses its 
importance because there is no estate tax to pro-
rate and deduct.

Observation

ISSUE 7: INCOME IN RESPECT OF A DECEDENT Some assets passed 
from a decedent to beneficiaries or heirs do not receive a date-of-death FMV 
basis because the gain is income the decedent realized but was not required 
to recognize before death.

Income in respect of a decedent (IRD) is income 
that the decedent was entitled to receive but had 
not received as of the decedent’s date of death 
(DOD). The decedent’s estate, beneficiary, or 
heir who receives IRD must include it as income 
in the year of receipt. The basis in property that 
is IRD is not adjusted to the DOD (or alternate 
valuation date) FMV. Therefore, any unreported 
gain as of the valuation date carries over to the 
recipient of the IRD.

IRD keeps the same character (ordinary 
income or capital gain) that it had to the decedent 
[I.R.C. § 691]. If it is received by the executor, it 
is included on the fiduciary income tax for the 
decedent’s estate. 

Types of IRD

Treas. Reg. § 1.691(a)-1(b) defines IRD to include 
three overall categories of income:

1. The accrued income of a decedent who used 
the cash method of accounting

2. Income accrued only because of death for 
decedents who used accrual accounting

3. Income to which the decedent has a contin-
gent claim at the time of death

Items that are excluded from gross income 
under the Internal Revenue Code (such as most 
life insurance benefits paid on account of the 
insured person’s death) are also excluded from 
the definition of IRD.

IRD typically includes the following types of 
income: 

■■ Salaries, fringe benefits, fees, and 
commissions 

■■ Deferred compensation and retirement plan 
payments

■■ Dividends that were both declared and pay-
able of record before the DOD

■■ Interest accrued but not paid before the 
DOD, including U.S. savings bonds interest
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Installment payments received by an estate or 
other beneficiary are included in gross income in 
the same way the decedent would have reported 
them [Treas. Reg. § 1.691(a)-5(a)]. Therefore, 
an installment contract has continuing income 
tax consequences for the estate or the beneficia-
ries who inherit it. The character of the IRD for 
the estate or beneficiaries is the same as it was 
for the decedent [I.R.C. § 691(a)(3); Treas. Reg. 
§ 1.691(a)-3(a)].

Example 10.27 Estate Reporting of 
Installment Contract Income

On December 1, 2007, Sally Anderson sold 
unimproved farmland to her son, Lars, on an 
installment contract. They agreed on a $500,000 
sale price, with a $50,000 down payment, 4.72% 
interest, and 15 annual payments on the $450,000 
balance. Figure 10.22 shows Sally’s amortization 
schedule for the installment payments.

Installment Contracts

Installment contract payments that are unpaid at 
the time of the contract holder’s death are income 
in respect of a decedent (IRD) to the estate or 
other recipient of the contract [I.R.C. § 453B(c)]. 
The total IRD is the excess of the face amount 
of the remaining installment obligation over the 
decedent’s basis in the contract at the time of 
death [I.R.C. §§ 453B(b) and 691(a)(4)].

The remaining gain on the contract is not 
generally reported on the decedent’s final income 
tax return [I.R.C. § 691(a)(4)]. Instead, the IRD is 
reported by the recipient of the payments as the 
remaining payments are made. If the remaining 
payments on an installment contract are canceled 
upon the contract holder’s death, or if the buyer 
of the installment contract inherits the remain-
ing payments, the payments are treated as being 
made in full to the estate in the year of death, and 
the estate must report the gain on its income tax 
return.

FIGURE 10.22  Amortization Schedule for Installment Contract

Date Payment Interest Principal Balance

12/01/2007 450,000.00 

12/01/2008 42,537.39 21,240.00 21,297.39 428,702.61 

12/01/2009 42,537.39 20,234.76 22,302.63 406,399.98 

12/01/2010 42,537.39 19,182.08 23,355.31 383,044.67 

12/01/2011 42,537.39 18,079.71 24,457.68 358,586.99 

12/01/2012 42,537.39 16,925.31 25,612.08 332,974.91 

12/01/2013 42,537.39 15,716.42 26,820.97 306,153.94

12/01/2014 42,537.39 14,450.47 28,086.92 278,067.02 

12/01/2015 42,537.39 13,124.76 29,412.63 248,654.39 

12/01/2016 42,537.39 11,736.49 30,800.90 217,853.49 

12/01/2017 42,537.39 10,282.68 32,254.71 185,598.78 

12/01/2018 42,537.39 8,760.26 33,777.13 151,821.65 

12/01/2019 42,537.39 7,165.98 35,371.41 116,450.24 

12/01/2020 42,537.39 5,496.45 37,040.94 79,409.30 

12/01/2021 42,537.39 3,748.12 38,789.27 40,620.03 

12/01/2022* 42,537.30 1,917.27 40,620.03 0.00 

* Final payment is adjusted due to rounding.



Installment Contracts   363

10

2007 from the down payment. Lars made the 
required payments in 2008–2011 as they came 
due, and Sally reported those payments on her 
tax returns, as summarized in Figure 10.24. By 
the end of 2011, Sally had reported receiving 
$141,413 of payments on the principal, and she 
had recognized $84,848 of capital gain.

Sally’s income tax basis in the farmland was 
$199,000, and she paid her attorney $1,000 to 
handle the sale. Figure 10.23 shows Sally’s 2007 
Form 6252, Installment Sale Income. Her gross 
profit was $300,000 ($500,000 – $200,000), her 
gross profit ratio was 60% ($300,000 ÷ $500,000), 
and she recognized a $30,000 taxable gain in 

FIGURE 10.23 2007  Form 6252 Reporting Installment Sale
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Sally’s executor reported the remaining bal-
ance due on the contract and the accrued inter-
est on a 2012 Form 6252 filed with the estate’s 
Form 1041, U.S. Income Tax Return for Estates 
and Trusts. Figure 10.25 shows the calculation of 
the $215,152 installment gain that will be entered 
on Form 6252 before flowing to Schedule D 
(Form 1041) and then to line 4 of Form 1041. The 
$12,070 of interest due for 2012 is reported on 
line 1 of Form 1041.

Sally died on August 18, 2012, and her will 
canceled the remaining payments due on the 
installment contract. The installment contract 
income is IRD that does not receive an estate tax 
FMV basis. Because her will canceled the remain-
ing payments, her estate is treated as receiving 
the remaining payments at the time of her death 
and must report the resulting interest and capital 
gain using the same gross profit ratio that applies 
to Sally’s payments.

FIGURE 10.24 Sally’s Installment Payment Income

Year Interest Principal Gross Profit Ratio Capital Gain

2007 $            0 $   50,000 0.6000 $  30,000

2008 21,240 21,297 0.6000 12,778 

2009 20,235 22,303 0.6000 13,382 

2010 19,182 23,355 0.6000 14,013 

2011 18,080 24,458 0.6000 14,675 

Total $  78,737 $ 141,413 $  84,848 

   

FIGURE 10.25 Installment Sale Income Reportable by Sally’s Estate

Item Calculation Amount

Capital gain

Remaining principal balance due × gross profit ratio $358,587 × 0.6000 $215,152

 

Interest

4.72% on $358,587 from 12/1/2011 to 08/18/2012 (261 days) $358,587 × .0472 × (261 ÷ 366) $  12,070

 

Deferred Crop Sales 

A contract that requires a grain elevator to pay a 
farmer in January for a crop delivered in October 
is an installment sale. If the farmer dies after the 
grain is delivered and before the elevator pays 
for it, the contract is IRD, and the basis of the 
contract is not adjusted to the estate tax valua-
tion date FMV.

Practitioner
Note

IRD in a Trust or Estate

I.R.C. §§ 661(a) and 662(a) allow a trust or estate 
to deduct the amount of income distributed to 
beneficiaries and require the beneficiaries to 
include the income distributions in their own 
gross incomes. If a trust or estate recognizes IRD 
and distributes assets to beneficiaries in the same 
tax year, the IRD is included in distributable net 
income (DNI), which allows the trust or estate 
to deduct the IRD from its income as a distribu-
tion deduction and requires the beneficiaries to 
include the DNI in their taxable income.
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In the facts of P.L.R. 2007-44-001 (July 18, 
2007), a revocable trust entered into a contract 
to sell a plot of real property. Before the intended 
closing date, a gas pipeline was discovered 
underneath the property, causing the parties to 
delay the sale. The taxpayer, the buyer, and the 
pipeline operating company needed to address 
such matters as providing an easement and set-
tling responsibility for any damage to the prop-
erty before the closing. Before the parties could 
resolve these issues, the trust’s grantor died, and 
the sale closed after his death.

The IRS’s analysis in the letter ruling looked 
at Rev. Rul. 78-32, 1978-1 C.B. 198, in which 
the taxpayer had entered into a binding contract 
to sell real estate, substantially completed the 
prerequisites to consummate the sale, and was 
unconditionally entitled to the proceeds of the 
sale at the time of death. The sale was completed 
by the executor, and the gain was held to be IRD 
within the meaning of I.R.C. § 691(a).

In the facts of the letter ruling, substantive as 
well as ministerial matters needed to be addressed 
before the sale of the property could be closed. 
The pipeline was not discovered until after the 
original contract was entered into, and the dis-
covery created economically material contingen-
cies that might have disrupted the sale prior to the 
grantor’s death. Therefore, the gain realized from 
selling the property after the decedent’s death 
was not IRD. It was income to the estate, but the 
trust’s basis of the property before the sale was 
adjusted under I.R.C. § 1014(a) to its value for 
estate tax purposes.

More IRD Discussion 

See Issue 1 in the “Gifts and Inheritances” chapter 
of this book for a more detailed discussion of IRD.

Cross-
Reference

Example 10.28 Distribution of  
Estate’s Income

In Example 10.27, Sally’s estate reported 
$215,152 of capital gain and $12,070 of interest 
as deemed income from the cancellation of the 
remaining payments on the installment contract. 
If the executor of Sally’s estate distributes all the 
estate assets and closes the estate by the end of the 
estate’s first tax year, the IRD is included in the 
estate’s DNI. Therefore, the estate can offset the 
capital gain and interest income with a distribu-
tion deduction. The estate’s beneficiaries would 
have to report those amounts as income on their 
income tax returns.

If a trust or estate distributes IRD property to 
its beneficiaries before the income is realized, the 
beneficiary recognizes the income as IRD when 
it is paid, and the estate is not entitled to a deduc-
tion [Rev. Rul. 68-195, 1968-1 C.B. 305].

Example 10.29 Assignment of Contract

The facts are the same as in Example 10.27 
except that Sally’s will gave the installment con-
tract to her daughter, Hilda, instead of canceling 
the remaining payments upon Sally’s death. Sal-
ly’s estate distributed the installment contract to 
Hilda in November 2012, before the December 1 
payment was due. 

Sally’s estate has no IRD income because 
Lars made no payments during the time the 
estate held the installment contract. Because the 
estate recognized no income, it is not entitled to a 
distribution deduction for the contract.

When Lars makes the 2012 and subsequent 
contract payments, Hilda must report capital gain 
and interest income in the same manner that Sally 
would have reported them if she had survived. 

Sales Contracts

If a sale is pending when a property owner dies, 
whether the contract generates IRD depends on 
whether there is a binding contract and only min-
isterial matters remain to be addressed. If sub-
stantive matters still need to be addressed, the 
subsequent sale does not result in IRD. 
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payment was the recipient of the property or ser-
vices. This would have included payments made 
in connection with a government voucher or cer-
tificate program that were payments for property 
or services. 

The IRS did not issue guidance on the 
3% withholding requirement because it never 
became effective. It is likely that it would have 
applied to government farm program payments 
with no distinction between taxable and nontax-
able payments.

Levy Authority 
Expanded

See the “New Legislation” chapter of this book 
for information about new levy rules for govern-
ment payments.

Cross-
Reference

ISSUE 8: REPEAL OF 3% WITHHOLDING Government agencies will 
not be required to withhold income taxes from payments to suppliers and 
participants in voucher and certificate programs.

Legislation enacted on November 21, 2011 [the 
3% Withholding Repeal and Job Creation Act, 
Pub. L. No. 112-56] repealed I.R.C. § 3402(t), 
which would have required government agencies 
to withhold 3% of many government payments as 
federal income tax.

I.R.C. § 3402(t) was enacted in 2006 as part 
of the Tax Increase Prevention and Reconcilia-
tion Act of 2005 (TIPRA), Pub. L. No. 109-222, 
but it was not scheduled to take effect until 2011. 
The 2009 American Recovery and Reinvest-
ment Act (ARRA), Pub. L. No. 111-5, deferred 
its effective date until 2012, and Treas. Reg. 
§ 31.3402(t)-1(d)(1) postponed the effective date 
until 2013. The new law now repeals it, so that it 
will never take effect.

I.R.C. § 3402(t) would have required 3% 
withholding on payments made by government 
agencies to persons providing property or ser-
vices, regardless of whether the entity making the 

ISSUE 9: PROCESSING COMMODITIES Farmers who process their 
commodities beyond their first marketable state must treat the subsequent 
income as arising from a nonfarm business.

Processing that is only incidental to growing and 
harvesting a commodity is included in the term 
farming business [Treas. Reg. § 1.263A-4(a)(4)
(ii)(A)], but further processing of agriculturally 
based products beyond their first marketable 
state is not considered farming. For example, 
the extraction of oil from mint plants occurs 
in conjunction with harvest, and therefore the 

extraction process fits within the definition of 
farming. By contrast, the processing of poultry 
or livestock for meat is not considered farming 
[Treas. Reg. § 1.263A-4(a)(4)(iii)].

Figure 10.26 summarizes some operations 
that convert commodities into their first mar-
ketable state. These activities qualify as farming 
activities.
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farmers differently than other taxpayers. These 
provisions include:

■■ Relief from estimated tax penalties [I.R.C. 
§ 6654(i)]

■■ Deduction of soil and water conservation 
expenditures [I.R.C. §§ 175 and 1252]

■■ Paying commodity wages that are not sub-
ject to FICA taxes [I.R.C. § 3121(a)(8)]

■■ Income averaging for farmers [I.R.C. § 1301]
■■ 1-year deferral of income from weather-
related sales of livestock [I.R.C. §§ 451(e), 
6420, and 6427(c)]

Example 10.30 Processing Cider

Johnny Appleseed owns and operates an apple 
orchard and a cider press that he uses solely to 
make cider from his apples. He has no business 
entity and treats his business activities as one sole 
proprietorship. Figure 10.27 shows his income 
and expenses from both growing apples and 
making cider in 2012.

Farming purposes include raising, shearing, 
feeding, caring for, training, or managing live-
stock, poultry, bees, or wildlife [I.R.C. § 48.6420-
4(d)]. Gasoline used in connection with canning, 
freezing, packaging, or processing agricultural 
commodities is not used for farming operations 
even though the operations are performed on a 
farm [I.R.C. § 48.6420-4(e)(1) and (2)]. 

Allocation on Tax Return

Processing of commodities beyond their first 
marketable state should be reported on Sched-
ule C (Form 1040), Profit or Loss From Busi-
ness (Sole Proprietorship), instead of Schedule 
F (Form 1040). This is likely to require an allo-
cation of income and expenses. Although the 
net income or loss reported on an individual’s 
income tax return is not affected by how income 
and expenses are allocated between Schedules C 
and F (Form 1040), the allocation is important in 
applying any of several tax provisions that treat 

Figure 10.26 On-Farm Processing Activities That Qualify as Farming

Commodity Operation Authority

Fresh fruits and 
vegetables

Washing, grading, packing, and cooling Treas. Reg. §§ 1.263A-4(a)(4)(ii) 
and 1.448-1T(d)(2)

Fresh fruits and 
vegetables

Storing on a farm of any agricultural or horticultural 
commodity in its unmanufactured state

I.R.C. § 6420(c)(3)(B) and Treas. 
Reg. § 48.6420-4(e)(1)

U-pick fruits and 
vegetables

Harvest performed by customer as part of purchase
“No charge for consumption during harvest”  

Cotton Ginning and baling Treas. Reg. § 48.6420-4(d)

Grains Drying and storage Treas. Reg. § 48.6420-4(d)

Honey Processing honey for sale

Maple sap Harvest of maple sap is farming  
Processing sap into maple syrup or sugar is not farming

Treas. Reg. § 48.6420-4(e)(2)

Mint oil Extraction of oil from plant On-site distilling is normal part of 
mint harvest

Oleoresin Harvesting of oleoresin from a living tree is farming
Processing of oleoresin into gum spirits of turpentine or 

gum resin is not farming

Treas. Reg. § 48.6420-4(e)(2)

Tobacco Drying and stripping—form varies by type of tobacco Treas. Reg. § 48.6420-4(d)

Wool Shearing I.R.C. §§ 464(e)(1) and 6420(c)(3)
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$50,000). If that were the case, he would 
be eligible for all of the special income and 
FICA tax provisions for farmers, as shown 
in the second column of Figure 10.28.

■■ However, if Johnny properly allocates his 
income and expenses between Schedules C 
and F (Form 1040), his eligibility for those 
special tax provisions is limited or non-
existent, as shown in the third column of 
Figure 10.28.

Figure 10.28 compares Johnny’s eligibility for 
the special rules for farmers if all of his income 
and expenses are from farming and if he allocates 
the cider income and expenses to a nonfarm 
business.

■■ If Johnny reports all of his income and 
expenses on Schedule F (Form 1040), his 
gross farm income appears to be $500,000 
($100,000 + $400,000), and his net farm 
income appears to be $100,000 ($50,000 + 

FIGURE 10.27  2012 Income and Expenses from Apples and Cider

Apple sales $ 100,000

FMV of cider apples 200,000

Cost of operating orchard (250,000)

Net orchard income   $ 50,000

Cider sales $ 400,000

FMV of cider apples (200,000)

Cost of operating cider press (150,000)

Net cider press income      50,000

Total income $100, 000

 

FIGURE 10.28 Eligibility for Farm Income Tax Provisions

Tax Provision
All Income and Expenses 
Allocated to Farming

Income and Expenses 
Allocated between 
Farming and Processing

Estimated tax rules Eligible Not eligible

Soil and water conservation expense deduction limit $125,000 (25% × $500,000) $75,000 (25% × $300,000)

Commodity wages All labor Only labor on Schedule F 

Electible farm income for income averaging $100,000 $50,000

Income deferral from weather-related livestock sales Eligible Not eligible
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reported as income on Schedule F (Form 1040) as 
a cost of goods sold on Schedule C (Form 1040). 
That would result in net wine income on Sched-
ule C (Form 1040) equal to the difference between 
her wine sales and the grape income reported on 
Schedule F (Form 1040).

The ATG appears to say that all of the wine 
sales should be reported on Schedule C (Form 
1040), resulting in no Schedule F (Form 1040) 
revenue to offset the vineyard expenses.

The [vineyard activity] deducts the grape 
growing costs and has no gross receipts. 
The [winery activity] takes the grapes 
into inventory at zero basis and reflects a 
much smaller cost of goods sold when the 
wine is eventually sold.

Taxpayers could argue that reporting all income 
on Schedule C (Form 1040) erroneously under-
states their farm income and makes them ineli-
gible for many of the special tax provisions for 
farmers that are discussed earlier in this chapter.

Question 3.
Is the timing of reporting income any different if 
instead of a single sole proprietorship Meredith 
has two separate business entities for her vineyard 
and her winery? Each business entity is a pass-
through entity for tax purposes.

Answer 3.
The timing may be different. The taxpayer in 
Oakcross Vineyards, Ltd. v. Commissioner, 142 F.3d 
444 (9th Cir. 1998), was a limited partnership that 
grew grapes. Oakcross sold the grapes to Groth 
Vineyards and Winery (an S corporation) and 
other wineries. Dennis and Judith Groth owned 
85% of Oakcross Vineyards, Ltd. and 90% of 
Groth Vineyards and Winery.

Groth Vineyards and Winery paid Oakcross 
for the grapes Groth acquired from Oakcross 
when the wine from those grapes was sold, and 
Oakcross reported income from those sales in the 
years it received the payments. By contrast, Oak-
cross was paid for grapes it sold to other wineries 
in the year it sold the grapes, Groth bought grapes 
from other vineyards and paid for them in the 
year of purchase, and the general industry prac-
tice was for a winery to pay for its grapes when 
they were purchased.

The IRS concluded that the cash method 
of accounting materially distorted Oakcross’s 
income, so that it was required to use the accrual 

Timing of Income

Processing farm commodities into a more refined 
product may substantially delay the sale of the 
final product in some cases, such as making wine.

Example 10.31 Wine Sales

Meredith Merlot owns and operates a vineyard 
and a winery in which she makes wine solely 
from her own grapes. She has no business entity 
and treats her business activities as a single sole 
proprietorship that uses the cash accounting 
method. Her wine-aging process requires 3 years, 
so that her wine sales during a given year are from 
grapes she harvested 3 years earlier.

Question 1.
When should Meredith report income from the 
grapes she made into wine?

Answer 1.
Meredith can arguably report the income from 
her 2012 grape harvest in 2015, when she sells 
the wine made from those grapes. Under the cash 
method of accounting, she reports income in the 
year she is paid for her commodity, which is 2015.

In The Wine Industry Audit Technique Guide 
(ATG) published online in March 2011, the IRS 
states at page 8,

The cash method farmer would sell its 
grapes to the winery as a deferred inter-
company transaction, expensing its farm-
ing costs in the year paid, and postponing 
recognition of the grape sales until the 
year the wine was sold.

Therefore, it appears that the IRS agrees the 
income is recognized in the year the wine is sold.

Question 2.
Where should Meredith report the grape income 
in 2015?

Answer 2.
To properly allocate income and expenses 
between Schedules C and F (Form 1040), Mer-
edith should report the value of the grapes from 
her 2012 harvest as income on her 2015 Sched-
ule F (Form 1040). She should report the remain-
ing wine sale proceeds on her 2015 Schedule C 
(Form 1040). She could do that by reporting the 
full amount of the wine sales on Schedule C (Form 
1040) and deducting the value of the grapes she 
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Question 4.
Is the timing of reporting income any different 
if Meredith has two separate C corporations that 
are members of a consolidated group?

Answer 4.
The IRS’s ATG says the timing of reporting 
income is the same for a vineyard and winery 
owned by two members of a consolidated group 
as it is for an individual who owns the vineyard 
and winery as a sole proprietorship.

A similar structure is the cash method 
farmer and accrual method winery placed 
in a consolidated group . . . In both cases, 
there is a deferral until the wine is sold. 

Grape Income Reporting

Taxpayers who own a vineyard and a winery face 
two income tax reporting challenges—when they 
must report their grape income and where that 
grape income is reported.

When to Report Income
Owning the vineyard and winery as one sole pro-
prietorship or as two corporations that are mem-
bers of a consolidated group allows the owners to 
distinguish their facts from the Oakcross case and 
to use the reasoning in the ATG to argue that the 
grape income does not have to be reported until 
the wine made from those grapes is sold.

If the vineyard and winery are owned as sepa-
rate but related pass-through entities, the owners 
should document the business reasons for the 
winery not paying the vineyard for the grapes 
until the wine made from those grapes is sold. 
These reasons might include the point that the 
winery has no cash flow and cannot get loans to 
pay for the grapes until the wine is sold.

Both the winery and the vineyard should 
avoid entering into contracts with other vineyards 
and wineries that require payment for grapes in 
the year they are sold, rather than in the year the 
wine made from those grapes is sold.

method of accounting for reporting its grape sales. 
The Tax Court upheld the IRS decision, and the 
Ninth Circuit Court of Appeals affirmed the Tax 
Court decision. Therefore, it appears that two 
separate but related pass-through entities cannot 
delay recognition of grape income until the wine 
is sold.

However, the Ninth Circuit’s opinion indi-
cates that although Oakcross did not meet the 
high burden of showing that the Tax Court opin-
ion should be overturned, it did have good argu-
ments for reversal. The opinion stated,

Nonetheless, the fact that we might 
reach a different conclusion if placed in 
the Tax Court’s position is insufficient 
to establish that the Tax Court clearly 
erred, or that the Commissioner made 
a clearly unlawful determination under 
Section 446(b) . . . Although we might 
have decided that the Partnership’s deci-
sion to defer payment so that it would 
have a stable buyer in the future was a 
legitimate business purpose of the Part-
nership, we cannot say that the Tax 
Court clearly erred in finding otherwise.

Therefore, although the holding of the Oak-
cross case required a vineyard organized as a part-
nership to accrue income in the year it sold grapes 
to a related winery, the appellate judges’ remarks 
indicate that a partnership operating a vineyard 
could be allowed to use cash accounting and post-
pone reporting its income until the related winery 
sold the wine if it could show a business purpose 
for agreeing to delayed payment from the winery.

Harsh Result from 
Related Party Rules

The Oakcross holding is particularly harsh given 
that the winery cannot deduct the cost of the 
grapes it bought from the related vineyard until 
it sells the wine made from those grapes.

Observation
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Use of Commodities in 
Nonfarm Business

Although most farm sales of processed com-
modities do not involve the timing issue faced by 
vineyard owners, the issue of allocating income 
between farm and nonfarm businesses often 
crops up. If the Schedule C (Form 1040) busi-
ness is minor compared to the farm operations, 
the opportunity apparently offered by the wine 
industry ATG to report all of the income on Sched-
ule C (Form 1040) without an allocation to Sched-
ule F (Form 1040) may streamline the farmer’s 
recordkeeping and reporting. 

Consider an apple grower who takes two 
dozen homemade apple pies to a farmers’ mar-
ket each week, while primarily marketing pecks 
of fresh apples. Keeping all of the apple-growing 
expenses on Schedule F (Form 1040) while report-
ing the pie sale income on Schedule C (Form 1040) 
with no cost basis in the apples simplifies the tax 
return preparation, although it does reduce the 
net farm income.

Practitioner
Note

Where to Report Income
Owning the vineyard and winery as a single sole 
proprietorship allows the IRS to use the ATG’s 
reasoning to argue that all of the wine income 
and no grape expense is reportable on Schedule 
C (Form 1040), which may prevent the owners 
from claiming the benefit of special tax provi-
sions for farmers. Although the owners may be 
able to refute the ATG’s reasoning, organizing 
the vineyard and the winery as separate pass-
through entities and entering into an installment 
contract for the sale of grapes from the vineyard 
to the winery would allow the owners to argue 
that the grape income is reportable on the vine-
yard’s return when the payments are made.

ISSUE 10: SALE OF UNHARVESTED CROPS WITH LAND When 
unharvested crops are sold with the land where they are growing, the entire 
sale qualifies for I.R.C. §1231 treatment, but the cost of growing the crops is 
not deductible as a current expense.

I.R.C. § 1231(b)(4) allows an unharvested crop to 
be treated as property used in a trade or business 
if both of the following conditions are met:

1. The crop is growing on land used in a trade 
or business that has been held for more than 
1 year.

2. The crop and the land are sold or exchanged 
(or compulsorily or involuntarily converted) 
at the same time and to the same person. 

I.R.C. § 1231 treatment is advantageous to 
the taxpayer because a net gain from § 1231 prop-
erty is taxed as capital gain, and a net loss from 
§ 1231 property is an ordinary loss.

Business Asset Sales 

See the “Business Assets” chapter in this book for 
further information about the treatment of sales 
and exchanges of § 1231 assets. 

Because the costs of producing the crop are 
included in the taxpayer’s basis for determining 
gain or loss, I.R.C. § 268 denies a double ben-
efit from those costs by prohibiting their deduc-
tion from taxable income. Treas. Reg. § 1.268-1 
states that the production costs are not deductible 
“whether they are for expenses, depreciation, or 
otherwise.”

 I.R.C. § 268 applies to all costs incurred 
in producing the unharvested crop, including 
those incurred and deducted in any prior year. 
Treas. Reg. § 1.268-1 requires taxpayers to file an 

Observation



372   ISSUE 10: SALE OF UNHARVESTED CROPS WITH LAND

the buyer agreed to allocate $48,000 (150 bushels 
× $8 × 40 acres) of the $400,000 sale price (40 
acres × $10,000 per acre) to the corn crop and the 
remaining $352,000 to the land.

Paige reports the $48,000 she received for the 
corn crop in Part I of Form 4797, Sales of Busi-
ness Property, as shown in Figure 10.29.

Crop budgets from the land grant university 
in her state help Paige estimate that her cost of rais-
ing the corn crop, including depreciation on the 
machinery, seed, fuel, fertilizer, and pesticides, 
was $350 per acre. Thus, Paige reports $14,000 
($350 × 40 acres) on Form 4797 as her basis in the 
crop. She also removes $14,000 from her deduc-
tions on Schedule F (Form 1040) by entering it as 
a negative number on line 32, “Other expenses,” 
as shown in Figure 10.30.

amended return to remove any costs of produc-
ing the unharvested crop that were deducted on a 
prior-year return.

Annual Crops

Applying I.R.C. §§ 1231(b)(4) and 268 to annual 
crops that are planted and harvested in the same 
tax year is relatively straightforward.

Example 10.32 Crop Planted and  
Sold in 1 Tax Year

Paige Turner is a farmer who uses the cash 
method of accounting and the calendar year 
to report her income and expenses on her tax 
return. In September 2012, she sold 40 acres of 
land with a standing corn crop to a developer. 
The crop qualifies as a § 1231 asset because Paige 
used the land in her farming business for many 
years and sold the crop to the same buyer and 
at the same time as she sold the land. Paige and 

FIGURE 10.29 Paige Turner’s Form 4797

FIGURE 10.30 Paige Turner’s Schedule F (Form 1040)
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to the date of sale to be included in the basis of 
the unharvested crop rather than deducted on 
Schedule F (Form 1040). Any expenses incurred 
specifically for the annual crop, such as insecti-
cides, must also be capitalized into the basis of the 
unharvested crop.

Election Out  
of Unicap

A farmer can elect out of the I.R.C. § 263A uni-
form capitalization (unicap) requirement to capi-
talize preproduction expenses for longer-lived 
plants, such as trees and vines. The price of doing 
so is twofold.

First, the alternative depreciation system (ADS) 
must be used for all property placed in service in 
farming business during any year the election is in 
effect. The ADS requires straight-line (SL) depreci-
ation and generally uses a longer recovery period.

Second, gain realized by the taxpayer upon sale 
of the plant must be reported as ordinary income 
to the extent of the preproduction expenses that 
would have been capitalized without the election.

Example 10.34 Apple Crop Sold with Land

Susan McIntosh owns and operates an apple 
orchard. She uses the cash method of accounting 
and a calendar tax year. In July 2012, Susan sold 
20 acres of land with apple trees and an unhar-
vested apple crop for $360,000. Susan and the 
buyer agreed to allocate $240,000 of the purchase 
price to the trees, $50,000 to the unharvested 
apples, and $70,000 to the land.

Susan has a gain on all three components of 
her sale. Her gain on the land and the unharvested 
apples is § 1231 gain, and her gain on the trees is 
depreciation recapture under I.R.C. § 1245.

Land

Susan’s basis in the land is its $40,000 FMV at 
the time she inherited it from her mother, so her 
gain is $30,000 ($70,000 – $40,000). She reports 
that gain in Part I of Form 4797, as shown in Fig-
ure 10.31, because she had not made any I.R.C. 
§ 1252 or 1255 conservation expenses subject to 
recapture.

Practitioner
Note

Example 10.33 Crop Sold in Year  
after Planting

Red Durham, who uses cash accounting and a 
calendar year to file his tax returns, planted a win-
ter wheat crop in the fall of 2011 and deducted all 
of the expenses of planting the crop on his 2011 
income tax return. In May 2012, he sold the land 
and standing wheat crop to the same buyer in one 
transaction.

Red can report the sale of the wheat crop on 
Form 4797, but he must report the cost of produc-
ing it as basis in the crop rather than as a deduc-
tion on his Schedules F (Form 1040) for 2011 
and 2012. Therefore, Red must amend his 2011 
return to report a negative expense on line 32 of 
Schedule F (Form 1040) for the cost he incurred 
in 2011 for planting the wheat crop. He must also 
report any cost he incurred in 2012 for produc-
ing the wheat as a negative expense on his 2012 
Schedule F (Form 1040). 

Perennial Plants

The tax treatment of expenses incurred for peren-
nial plants that produce multiple annual crops 
depends on the length of the plant’s preproduc-
tive period.

Preproductive Period  
More Than 2 Years
The costs of raising a perennial plant that pro-
duces an annual crop and has a preproductive 
period of more than 2 years are generally capital-
ized into the basis of the plant [I.R.C. § 263A(d)
(1)(A)(ii)] and depreciated over the plant’s appli-
cable recovery period.

Such perennial plants are § 1231 assets, so 
the gain or loss from their sale—measured by the 
difference between the sales price and the depre-
ciated basis—qualifies for § 1231 treatment, with 
any gain being subject to the I.R.C. § 1245 depre-
ciation recapture rules.

If the land, the plants, and an unharvested crop 
on the plants are sold together in one transaction, 
the language of I.R.C. § 268 that requires depre-
ciation to be allocated to the unharvested crop 
presumably requires the depreciation allowance 
for the plant from the time of the previous harvest 
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FIGURE 10.31  Part I of Form 4797 for Sale of Land and Apple Crop

Trees

Susan had capitalized $300,000 of preproduc-
tion expenses for the trees and began depreci-
ating that basis in 2007 when the trees became 
productive, using SL depreciation over a 10-year 
recovery period with an HY convention. Her 
accumulated depreciation for the trees when 
she sold them was $150,000, which includes 
$30,000 (10% × $300,000) for 2011 and $15,000 

(10% × $300,000 × ½ year) for 2012. Therefore, 
her adjusted basis in the trees at the time of the 
sale was also $150,000 ($300,000 – $150,000). 

She reports her $90,000 ($240,000 – $150,000) 
gain in Part III of Form 4797, as shown in Figure 
10.32. Because the $90,000 total gain is less than 
the $150,000 accumulated depreciation (see line 
25b in Figure 10.32), it is all ordinary income 
from § 1245 recapture.

FIGURE 10.32 Part III of Form 4797 for Sale of Apple Trees
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Figure 10.33 shows the calculation of Susan’s 
$39,000 basis in the unharvested apples. She 
reports that basis in Part I of Form 4797 (see 
Figure 10.31) to calculate her $11,000 ($50,000 
– $39,000) gain from the sale of the apples. She 
must amend her 2011 return to report $12,000 
as a negative expense on line 32 of her Schedule 
F (Form 1040), and she will include the $27,000 
cost for 2012 as a negative expense on line 32 of 
her 2012 Schedule F (Form 1040).

Unharvested Apples

Susan’s basis in the unharvested apples consists of 
the costs she incurred in fertilizing and depreciat-
ing the trees since the last harvest and the cost of 
spraying the apples. Susan spent $2,000 on fer-
tilizer in 2011 after she harvested her 2011 crop 
and $12,000 on insecticide in 2012 before she 
harvested her crop. She harvested her 2011 apple 
crop at the end of August 2011, so 4 months (one-
third) of her tree depreciation for 2011 is alloca-
ble to the 2012 crop, along with all of the trees’ 
depreciation for 2012 under the HY convention.

FIGURE 10.33 Basis of Unharvested Apples

Asset 2011 Cost 2012 Cost Total 

Fertilizer $  2,000 ------ $  2,000

Insecticide ------ $12,000 12,000

Depreciation of trees ------ ------ ------

   2011 depreciation [(4 ÷ 12) × $30,000]   10,000 ------ 10,000

   2012 depreciation ------   15,000    15,000

Total basis $12,000 $27,000 $39,000

   

Example 10.35 Election Out  
of Capitalization

If Susan McIntosh (from Example 10.34) elected 
out of unicap and deducted the $300,000 of 
preproduction expenses in the years they were 
incurred, she would have no basis and no depre-
ciation for the trees. Does she have to remove any 
of the $300,000 of preproduction expenses from 
her Schedule F (Form 1040) deductions?

Susan could argue that her preproduction 
expenses were incurred to produce the apple 
trees, and not the apple crops, and therefore do 
not have to be removed from Schedule F (Form 
1040) expenses and included in the basis of the 
unharvested apples. This makes sense especially 
in light of the normal 3-year statute of limitations 
for amending returns, because those costs were 
incurred and deducted in tax years before the 
trees became productive in 2007.

Preproductive Period  
2 Years or Less
Perennial plants such as alfalfa that have a pre-
productive period of less than 2 years are differ-
ent from both annual plants and perennial plants 
with a longer preproductive period. Plants that 
have a preproductive period not exceeding 2 
years may produce multiple crops, but their pre-
production costs do not have to be capitalized 
[Notice 2000-45, 2000-2 C.B. 256]. Therefore, the 
plants have no basis and no depreciation expense 
to be added to the basis of the unharvested crop 
under I.R.C. § 268. But if an unharvested crop 
such as alfalfa is sold with the land on which it is 
growing, the gain on sale of the unharvested crop 
qualifies for § 1231 treatment. 
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buyer in one transaction. Rocky and the buyer 
agreed to allocate $5,000 of the sale price to the 
standing alfalfa.

Rocky spent $8,000 to establish the alfalfa 
stand in 2009 and deducted that cost on his 2009 
income tax return. The alfalfa produced three 
cuttings in 2010, four cuttings in 2011, and two 
cuttings in 2012 before Rocky sold the land. The 
alfalfa is likely to produce two more cuttings in 
2012 and four cuttings in 2013 (for a total of 15 
cuttings) before it needs to be plowed up and 
replaced with another crop.

I.R.C. § 268 requires Rocky to add the cost 
of raising the unharvested alfalfa to the basis of 
that crop and not deduct those costs as a current 
expense. Those costs include any costs incurred 
since the previous cutting of the alfalfa, such as 
fertilizer or pesticides.

The IRS could argue that a portion of the 
costs of establishing the alfalfa stand should be 
taken out of current expenses and added to the 
basis of the unharvested alfalfa. The $8,000 cost 
of establishing the alfalfa stand could be allo-
cated pro rata over the nine cuttings Rocky har-
vested before he sold the land and the six cuttings 
the stand is expected to produce after the sale. 
Rocky would then add $533 ($8,000 ÷ 15) to the 
basis of the unharvested cutting that he reports 
on his 2012 Form 4797. He would amend his 
2009 income tax return to report a negative $533 
expense on line 32 of his Schedule F (Form 1040).

The IRS could potentially argue that the 
depreciation allocable to all six expected cuttings 
after the purchase must be added to Rocky’s basis 
in the alfalfa and removed from the expenses he 
deducted on his 2009 tax return. In that case, 
Rocky’s basis in the alfalfa is $3,200 ($8,000 ÷ 15 
× 6). He would report a negative $3,200 expense 
on his amended 2009 Schedule F (Form 1040).

Rocky could take the position that his cash 
method of accounting requires him to deduct the 
cost of establishing the alfalfa crop on his 2009 
income tax return and that he therefore has no 
establishment expenses to allocate to the unhar-
vested alfalfa he sold in 2012. 

Case Law Supports 
Conclusion

In Bidart Bros. v. United States, 157 F.Supp. 373 
(S.D. Cal. 1958), aff’d 262 F.2d 607 (9th Cir. 1959), 
the courts acknowledged that an alfalfa crop sold 
with farm leaseholds would have qualified for 
capital gain treatment under the predecessor to 
I.R.C. § 1231 if the taxpayer had owned the land 
rather than just long-term leases on the land. 

There are no cases or rulings that apply the 
I.R.C. § 268 capitalization rules to unharvested 
crops such as alfalfa that produce multiple crops 
over more than 1 tax year and are not subject to 
the rules for capitalizing preproduction expenses. 
Unlike the sale of perennial plants that are sub-
ject to the I.R.C. § 263A capitalization rules, the 
alfalfa stand is not a § 1231 asset for which gain 
or loss is calculated separately from the sale of the 
annual crop.

The IRS could argue that the taxpayer’s costs 
of planting and growing the alfalfa must be allo-
cated over all of the cuttings from that stand. The 
share of costs allocated to the cutting that is sold 
with the land would then be excluded from the 
expenses deducted on Schedule F (Form 1040) 
and would be added to the basis of the growing 
crop sold with the land.

The IRS could go further and argue that the 
taxpayer is selling not only one unharvested cut-
ting but also all future cuttings from the alfalfa 
stand, and therefore the costs allocable to all 
future cuttings should be assigned to the sale of 
the alfalfa stand.

Taxpayers could argue that I.R.C. § 268 does 
not require any of the costs of establishing the 
alfalfa stand to be allocated to the unharvested 
cutting sold with the land, because I.R.C. § 268 
requires an allocation of only the expenses, 
including depreciation, of the cutting sold with 
the land. Because there is no depreciation to allo-
cate, only the production costs incurred since the 
previous cutting should be subject to I.R.C. § 268.

Example 10.36 Basis of Unharvested Alfalfa

Rocky Beach owns and operates a farm on which 
he grows alfalfa and other crops. He uses the cash 
method of accounting and the calendar tax year. 
On June 15, 2012, he sold 40 acres of land and 
the standing alfalfa crop on the land to the same 

Practitioner
Note



© 2012 Land Grant University Tax Education Foundation, Inc. 377

GIFTS AND 
INHERITANCES
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INTRODUCTION This chapter discusses four selected topics to help tax 
practitioners determine filing requirements and tax consequences when 
property is gifted or inherited.

This chapter has four learning objectives. The 
expectation is that after completing this session, 
participants will be able to perform the following 
job-related actions:

1. Determine the basis of property received 
through a gift or inheritance 

Introduction . . . . . . . . . . . . . . . 377
Lifetime Gifting versus  

Inheritance . . . . . . . . . . . . . . 378

Gift-Splitting Election  . . . . . . . 401
Family Limited Partnerships . . . 405
Appraisals . . . . . . . . . . . . . . . . . 413

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

2. Explain the gift-splitting election that is avail-
able to a married couple

3. Identify reasons for forming a family limited 
partnership

4. Ascertain whether a qualified appraisal is 
required for gift or estate tax purposes
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is also generally good for a taxpayer because it 
qualifies the gain on capital assets for the more 
favorable tax rates for long-term capital gain, 
and it qualifies the gain on assets used in a trade 
or business or for the production of income for 
I.R.C. § 1231 treatment.

I.R.C. §§ 1014, 1015, and 1016 provide 
rules for determining and adjusting the basis of 
property acquired as a gift or inheritance. I.R.C. 
§ 1223 provides holding period rules for property 
with a transferred basis.

Property Received as a Gift
The donee’s basis in property received as a gift 
from a living donor is generally the donor’s 
adjusted tax basis at the time of the gift (the car-
ryover basis) [I.R.C. § 1015(a)]. If the property’s 
FMV is equal to or greater than the donor’s basis 
at the time of the gift, the donor’s basis is the start-
ing point for determining gain or loss on a future 
sale by the donee.

Example 11.1 Carryover Basis

On December 25, 2011, David Donor gave Terry 
Transferee 20 shares of stock with a $150-per-
share FMV. David owed no gift tax on the $3,000 
(20 × $150) transfer. David had purchased the 
stock in 2008, and his tax basis at the time of the 
gift was $2,000 (20 × $100 per share).

Terry’s I.R.C. § 1015 carryover basis in the 
stock is $2,000. If Terry sells the stock for $3,500 
on July 1, 2012, she realizes a $1,500 ($3,500 – 
$2,000) long-term capital gain. If Terry sells the 
stock for only $1,500, she realizes a $500 long-
term capital loss ($1,500 – $2,000).

Basis of Loss Property

If the FMV of the property on the date of the gift 
is less than the donor’s adjusted tax basis (that is, 
if the property has declined in value), the donee’s 
basis for a later disposition depends on whether 
the donee realizes a gain or a loss. The donee’s 
basis to determine gain on a subsequent sale of 

LIFETIME GIFTING VERSUS INHERITANCE High-net worth taxpayers 
face a trade-off between reducing gift and estate taxes by giving assets away 
during their lifetime and saving income taxes by passing the assets to heirs 
at death.

If taxpayers who own appreciated assets also 
have estates larger than the estate tax exclusion 
amount, they have two options:

1. They can reduce their estate and gift taxes by 
giving assets away during their lifetime.
a. The annual gift tax exclusion removes a 

specified dollar amount ($13,000 for gifts 
in 2012) of gifts to each donee each year 
from exposure to transfer taxes. 

b. Any growth in the value of an asset after 
the taxpayer gives it away also avoids the 
transfer tax.

2. They can reduce their beneficiaries’ poten-
tial income tax on the gain that will be real-
ized when the assets are sold by waiting until 
they die to pass the assets to the beneficiaries, 
because the basis of inherited property is gen-
erally adjusted to its date-of-death fair market 
value (FMV), as explained later in this topic.

The estate tax exclusion amount is $5,120,000 for 
2012, but it is scheduled to drop to $1,000,000 
after 2012. Most taxpayers are still not likely to 
owe estate or gift taxes, but they may have appre-
ciated assets. If they give assets away (whether for 
business or other reasons) before death, giving 
assets with the least built-in gain will maximize 
the advantage of the basis step-up on the other 
assets when they pass at death.

This topic reviews the income tax basis and 
holding period rules and the estate and gift tax 
rules that apply to both lifetime gifts and assets 
transferred at death.

Basis and Holding Period

High basis is good for taxpayers because basis is 
the amount that can be deducted through depre-
ciation, cost depletion, or amortization if the 
property qualifies for those deductions, and it is 
the amount that is subtracted from the amount 
realized on a sale or exchange of property to cal-
culate gain or loss. A long-term holding period 
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the property is the donor’s adjusted tax basis, 
whereas the donee’s basis to determine a subse-
quent loss is the property’s FMV on the date of 
the gift [Treas. Reg. § 1.1015-1(a)]. If the loss cal-
culation results in a gain and the gain calculation 
results in a loss, neither gain nor loss is realized. 
Neither the donor nor the donee can benefit from 
a loss that is built in at the time property is trans-
ferred by gift.

Example 11.2 FMV Less Than Basis

David Donor’s adjusted tax basis in the stock he 
gave Terry Transferee was $3,500 instead of the 
$2,000 basis used in Example 11.1. The stock’s 
FMV on the date of the gift is $3,000. Now Ter-
ry’s basis is $3,500 if she sells the stock at a gain 
and $3,000 if she sells the stock at a loss.

■■ If Terry sells the stock for $4,000 on July 1, 
2012, her basis is the same as David’s $3,500 
basis, and she realizes a $500 long-term capi-
tal gain ($4,000 – $3,500).

■■ If Terry sells the stock for $2,900, her basis 
is $3,000 (the stock’s FMV at the time of the 
gift), and she realizes a $100 long-term capi-
tal loss ($2,900 – $3,000). 

■■ If Terry sells the stock for $3,300 (an amount 
between the $3,500 gain basis and the 
$3,000 loss basis), she recognizes no gain or 
loss on the sale.

Avoiding the  
Loss Basis Rule

If property has declined in value, the donor should 
consider selling it to an unrelated party so that 
the donor can recognize the loss. The resulting 
cash can then be given to the donee. The donor 
receives the income tax benefit of the loss, and 
the donee still receives a gift with the same FMV.

Adjustment for Gift Tax

If the donor pays federal gift tax on the transfer, 
the donee’s basis is increased by all or part of the 
gift tax, depending on the date of the gift [I.R.C. 
§ 1015(d)].

■■ For gifts made before January 1, 1977, the 
donee’s basis is increased by the entire 
amount of gift tax paid, not to exceed the 
property’s FMV on the date of the gift.

■■ For gifts made after December 31, 1976, 
the donee’s basis is increased by only the 
portion of the gift tax that is attributable to 
the property’s net appreciation in value. 
Net appreciation in value is the excess of 
the gifted property’s FMV over the donor’s 
adjusted tax basis in it at the time of the gift. 

The taxpayer allocates gift tax to apprecia-
tion by multiplying the amount of gift tax paid 
on the transfer by a fraction in which the numera-
tor is the net appreciation in the property and the 
denominator is the taxable gift. The taxable gift is 
the FMV of the gift reduced by any annual exclu-
sion, marital deduction, or charitable deduction 
amounts.

Example 11.3 Basis Increase by Gift Tax Paid

On July 24, 2012, Terry Transferee received a 
gift of property from David Donor, who made 
numerous taxable gifts in prior years. The prop-
erty had a $162,000 FMV, and David had an 
$82,500 adjusted tax basis in it. David reduced 
the value of his gift by the $13,000 annual exclu-
sion and, after exhausting the remainder of his 
$5,120,000 lifetime gift tax applicable credit, paid 
a $10,000 gift tax. Terry calculates her $87,836 
basis as shown in Figure 11.1.
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Other Adjustments

I.R.C. § 1016(a) requires taxpayers to adjust 
their basis in property for certain additions and 
reductions to the property. Common adjustments 
include increases for capital outlays and decreases 
for the greater of actual or allowable deductions 
for depreciation, amortization, or depletion of the 
property. 

Adjustments that occur prior to the date of 
the gift carry over to the donee. For example, if 
the donor depreciated I.R.C. § 1245 property, 
the recapture potential is transferred to the donee 
along with the property.

Unknown Basis 

If the donee does not know the property’s basis 
in the hands of the donor (or the last preceding 
owner who did not acquire it by gift) and the IRS 
cannot obtain the information, the donor’s basis 
is deemed to be the property’s FMV on the date 
it was acquired by the donor or last preceding 
owner [Treas. Reg. § 1.1015-1(a)(3)].

Holding Period

I.R.C. § 1223(2) provides that if a transferee’s 
basis is determined in whole or part by reference 
to the basis of the transferor, the transferee adds 
(or tacks on) the donor’s holding period to the 
transferee’s actual holding period. This provision 
is important in determining short-term or long-
term capital gain or loss treatment on subsequent 
dispositions.

Practitioner
Note

Example 11.4 Tacked-On Holding Period

On June 14, 2012, Lucy Landown gave Dan-
iel Donee a parcel of land she had purchased 
in 2007. The land had a $50,000 adjusted basis 
and an $80,000 FMV at the time of the gift. 
Lucy paid no gift tax on the transfer. Daniel 
sold the land the following month for its $80,000 
FMV. Because Daniel’s holding period for the 
land includes Lucy’s, he recognizes a $30,000 
($80,000 – $50,000) long-term capital gain.

Inherited Property
Under current law, the tax basis of most inher-
ited property starts with its value for federal estate 
tax purposes. If the property appreciated during 
the decedent’s ownership period, that increase in 
value is never subject to federal and state income 
tax. Similarly, if the property declined in value, 
the unrealized loss at the time of death is never 
deductible. This basis is often called the stepped-
up basis, but it may be a stepped-down basis.

Alternate Valuation Date

The estate tax value of property generally is its 
FMV on the decedent’s date of death (DOD) or 
on the alternate valuation date if the executor of 
the estate elects alternate valuation on the estate 
tax return [I.R.C. § 1014(a)]. The alternate valua-
tion applies to all of the decedent’s property that 
is eligible for a basis adjustment.

The alternate valuation date is the date 6 
months after the DOD except for property sold 

FIGURE 11.1 Calculation of Basis to Donee

Appreciation Gift Tax Basis

FMV of property $162,000

Carryover adjusted tax basis (82,500) $82,500

Net appreciation in the property $  79,500

Gift tax paid by donor  $10,000

Net appreciation factor:

     $79,500 ÷ ($162,000 – $13,000*) x 0. 5336

I.R.C. § 1015(d) adjustment for gift tax paid  5,336

Total tax basis to Terry $87,836

 
* Annual exclusion amount per donee for gifts in 2012



Basis and Holding Period   381

11

or disposed of within the 6-month period, for 
which the valuation date is the date of the sale or 
disposition. The executor of the estate can elect 
alternate valuation only if both the value of the 
gross estate and the estate tax liability decrease as 
a result of the election [I.R.C. § 2032(c)].

Taxable Estate 

The requirement that the estate tax liability 
decrease as a result of the election means that an 
executor cannot make the election if there is no 
estate tax due.

Example 11.5 Stepped-Up  
(Stepped-Down) Tax Basis

Denise Decedent purchased 1,000 shares of XYZ 
Corporation stock on April 1, 2000, for $10 a 
share, giving her a total basis of $10,000 (1,000 × 
$10). Denise died on July 4, 2011, when the FMV 
of XYZ stock was $50 per share. The executor of 
Denise’s estate sold 500 shares of the stock on the 
open market for $20,000 (500 × $40 per share) 
on September 1, 2011. The FMV of the stock on 
January 4, 2012 (6 months after Denise’s DOD), 
was $30 per share. The executor sold the remain-
ing 500 shares of XYZ stock on May 31, 2012, for 
$70 per share ($35,000). 

Question 1. 
If the estate does not elect alternate valuation (or 
is ineligible for the election), what are the tax con-
sequences to the estate?

Answer 1.
The estate’s basis in the XYZ stock is stepped up 
to its FMV on Denise’s DOD. All 1,000 shares of 
XYZ stock are included on Denise’s Form 706, 
United States Estate (and Generation-Skipping 
Transfer) Tax Return, at the $50-per-share FMV 
($50,000). The $40,000 appreciation in the stock’s 
value before death ($50,000 – $10,000) will never 
be subject to income tax.

The estate reports gain or loss on the shares 
it sold on Form 1041, U.S. Income Tax Return 
for Estates and Trusts. It has a $5,000 long-term 
capital loss ($20,000 – $25,000) on the 500 shares 
it sold on September 1, 2011, for $40 per share. 
The sale of the remaining 500 shares on May 31, 
2012, for $70 per share gives the estate a $10,000 

Observation

long-term capital gain ($35,000 – $25,000). Com-
bining the capital gain and loss results in a $5,000 
($10,000 – $5,000) net long-term capital gain on 
Form 1041.

Question 2. 
If the estate elects alternate valuation, what are 
the tax results to the estate?

Answer 2.
The 500 shares sold on September 1, 2011, were 
sold within the 6-month period following Denise’s 
DOD. Therefore, those shares are included on 
her estate’s Form 706 at $40 per share, or $20,000 
(the value of those shares on the date of sale). The 
estate recognizes no gain or loss on Form 1041 
for the sale of those 500 shares, because both the 
selling price and the adjusted basis are $20,000.

The remaining 500 shares are included on 
the estate’s Form 706 at their $30-per-share 
($15,000 total) FMV on the alternate valua-
tion date (January 4, 2012). The estate reports 
a $20,000 ($35,000 – $15,000) long-term capital 
gain on Form 1041 for the May 31 sale of those 
shares.

Effect of Alternate 
Valuation Election

From an income tax standpoint, electing alternate 
valuation appears to be a poor choice, because the 
estate’s long-term capital gain is larger ($20,000 
instead of $5,000). However, the income tax on 
this gain is limited to the 15% rate for long-term 
capital gains, so the increased income tax will 
not exceed $2,250 [15% × ($20,000 – $5,000)]. By 
contrast, if the taxable estate exceeds the appli-
cable exclusion amount, the estate tax rate is 
35%. Reducing the taxable estate on Form 706 by 
$15,000 ($50,000 – $20,000 – $35,000) will reduce 
the estate tax by $5,250 (35% × $15,000).

Carryover Basis for Deaths in 2010

A modified carryover tax basis applies to inher-
ited property from a decedent who died in 2010 if 
the executor of the estate elected out of the federal 
estate tax. I.R.C. § 1022 treats this inherited prop-
erty in much the same way as gifted property. The 
basis of the property is the lower of the decedent’s 
adjusted basis or the property’s FMV at the dece-
dent’s DOD, subject to certain increases allocated 
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financial help. Andrew transferred the 1,000 
shares of XYZ stock to Simon on September 1, 
2011. Simon died before selling the stock, and his 
will left the stock to Andrew. Andrew received 
the stock from the estate on May 15, 2012, and 
immediately sold it for $50,000.

Because Andrew gave the appreciated stock 
to Simon within 1 year of Simon’s death and 
the stock was bequeathed back to Andrew, the 
stepped-up basis rule does not apply. Andrew’s 
tax basis in the XYZ stock is the $10,000 car-
ryover basis, and he recognizes a $40,000 
($50,000 – $10,000) long-term capital gain on 
the sale.

A similar rule applies if the appreciated prop-
erty is sold by the decedent’s estate (or by a trust 
for which the decedent was the grantor), and the 
donor or the donor’s spouse is the beneficiary 
who receives the sales proceeds. The estate does 
not get a stepped-up cost basis in the property. 

Example 11.7 Gifted Property Sold by Estate

The facts are the same as in Example 11.6, but 
Simon’s estate sold the stock and then distrib-
uted the $50,000 to Andrew, who was entitled to 
receive the proceeds from the sale of the stock 
as beneficiary of the estate. The 1-year rule still 
applies because Andrew, the original donor of 
the property, is also the beneficiary of the estate. 
The estate does not receive a stepped-up basis in 
the stock and has a $40,000 long-term capital gain 
($50,000 – $10,000).

Rule Does Not Apply  
to Donor’s Child

The denial of the stepped-up basis applies only 
if the donor or the donor’s spouse receives the 
property from the decedent’s estate or trust. The 
basis is stepped up if the decedent transfers the 
property to any other person, including a child of 
the original donor.

by the executor of the estate. If the decedent was 
a U.S. citizen or resident alien, the executor may 
increase the total tax basis of the estate’s assets by 
two amounts:

1. The aggregate basis of all property left to 
all heirs can be increased by a maximum of 
$1,300,000, plus an amount equal to the dece-
dent’s unused capital loss carryover, net oper-
ating loss (NOL) carryover, and any built-in 
losses that would have been deductible under 
I.R.C. § 165 if the property had been sold at 
FMV on the DOD [I.R.C. § 1022(b)(2)].

2. The basis of property passed to a surviv-
ing spouse at death can be increased by an 
additional amount that does not exceed 
$3,000,000. Eligible property could have 
been transferred outright to the spouse, or the 
transfer could have been a qualified termina-
ble interest property (QTIP) transfer [I.R.C. 
§ 1022(c)].

Nonresident aliens may increase the basis of 
their U.S. property by up to only $60,000 [I.R.C. 
§ 1022(b)(3)].

Assets with increased bases under this rule 
must be specifically identified on the estate tax 
return. In no case may the tax basis of an asset be 
adjusted above its FMV as of the DOD [I.R.C. 
§ 1022(d)(2)]. 

Special Basis Rules 
Donees and beneficiaries of estates and trusts 
need to be aware of several special rules that may 
affect their basis in gifted or inherited property.

Gift to Decedent within 1 Year of Death

The DOD (or alternate valuation date) FMV basis 
rules do not apply if a donor gave appreciated 
property to the decedent within 1 year before 
the decedent’s death and the decedent leaves the 
property to the original donor or to the donor’s 
spouse [I.R.C. § 1014(e)]. Appreciated property is 
defined as property that had a FMV greater than 
the donor’s basis on the date of the gift.

Example 11.6 Gifted Property  
Returned to Donor

In 1990, Andrew Able purchased 1,000 shares 
of XYZ Corporation stock for $10,000. By 2011, 
its value had increased to $50,000. Andrew’s 
brother Simon was terminally ill and needed 
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the trust is revocable or irrevocable and, if irre-
vocable, whether the transfer to the trust was a 
complete or incomplete gift.

Because the grantor of a revocable trust 
retains control of the assets in the trust, the trans-
fer of assets to the trust is not a gift. Assets in 
the trust when the grantor dies are included in 
the grantor’s estate for estate tax purposes and 
receive a DOD (or alternate valuation date) FMV 
basis unless they are IRD.

Example 11.8 Transfer to Revocable Trust

Betty Beaucamp transferred $100,000 of PQR 
stock with a $60,000 income tax basis to her 
revocable living trust in 1999. Under the terms of 
the trust, the stock was distributed to her son Bob 
when Betty died in 2012. At the time of her death, 
the FMV of the stock was $125,000.

Because Betty could revoke the trust at any 
time before her death, the 1999 transfer was not 
a gift. The $125,000 DOD value is included in 
Betty’s gross estate for federal estate tax pur-
poses, and Bob’s income tax basis in the stock is 
$125,000. 

Similarly, incomplete gifts to an irrevocable 
living trust are not treated as a gift when the assets 
are transferred to the trust. If the gift is completed 
during the grantor’s life, the donee has a carry-
over basis and the value of the asset is subject to 
the gift tax rules at the time the gift is completed. 
If the gift is not completed during the grantor’s 
life, the assets in the trust are treated as passing 
on the date of the grantor’s death. Therefore, the 
value of the assets is included in the grantor’s 
gross estate for purposes of the federal estate tax, 
and the basis of the assets is adjusted to the DOD 
(or alternate valuation date) FMV.

Example 11.9 Incomplete Transfer  
to an Irrevocable Trust

Instead of transferring the stock to a revocable 
living trust in 1999, Betty Beaucamp (from Exam-
ple 11.8) transferred the stock into an account in 
which she and her irrevocable trust were joint 
tenants. Under applicable state law, the transfer 
is an incomplete gift because either Betty or the 
trustee of her irrevocable trust could withdraw all 
of the stock without the other’s consent.

If the trustee of the irrevocable trust withdrew 
the stock in 2012 (before Betty died), when it was 

Joint Spousal 
Revocable Trust

A stepped-up basis was not allowed for property 
contributed by the surviving spouse to a joint 
spousal revocable trust within 1 year before his 
spouse’s death [T.A.M. 93-08-002 (November 16, 
1992)]. Similar rulings are found in P.L.R. 2002-10-
051 (March 8, 2002) and P.L.R. 2001-01-021 (Janu-
ary 8, 2001). 

Basis to Beneficiary

Property may be transferred directly from a donor 
or decedent to a beneficiary, or it may be subject 
to administration through an estate or trust before 
the estate completes the transfer to the ultimate 
recipient. When a beneficiary receives an in-kind 
distribution from an estate or trust, the beneficia-
ry’s basis in the asset is the adjusted basis of the 
property in the hands of the estate or trust imme-
diately before the distribution, increased by any 
gain or decreased by any loss recognized by the 
estate or trust on the distribution.

Transfer from Estate or Testamentary Trust

If the transfer is from a decedent’s estate or a 
testamentary trust, the beneficiary’s basis in the 
asset depends on how the estate or trust acquired 
the property and whether it makes a distribution 
election.

1. For assets held by the decedent and trans-
ferred to the estate or testamentary trust, 
the basis is the asset’s FMV as of the DOD 
(or alternate valuation date), increased or 
decreased by any adjustments required by 
I.R.C. § 1016. 

2. If the asset was purchased by the estate or 
trust, the basis is the asset’s cost, increased 
or decreased by any adjustments required by 
I.R.C. § 1016.

3. If the estate or trust makes an election under 
I.R.C. § 643(e) to treat the distribution as a sale 
or exchange (explained later in this topic), the 
basis is the asset’s date-of-distribution FMV.

Transfer from Living Trust

The basis of assets transferred to the beneficiary 
of a living (inter vivos) trust depends on whether 

Practitioner
Note



384   LIFETIME GIFTING VERSUS INHERITANCE

Property Used  
to Satisfy Obligation

When determining whether a sale or exchange 
has occurred, the operative question to ask is “Is 
the estate or trust using property to satisfy an 
obligation to distribute money, income, or other 
specific property?” If the answer is “Yes,” there is 
a deemed sale or exchange.

Gain Recognition Required

If there is a deemed sale or exchange and the 
distributed property’s basis differs from its FMV, 
the estate or trust generally must recognize a gain 
or loss. The basis to the beneficiary is the asset’s 
FMV at the time of distribution (the date of the 
deemed sale or exchange).

Revenue rulings have applied this principle 
to distributions in kind in the following situations:

■■ To satisfy the beneficiary’s right to a cash 
bequest or a pecuniary legacy [Rev. Rul. 
66-207, 1966-2 C.B. 243]

■■ To satisfy the beneficiary’s right to receive 
income in cash [Rev. Rul. 67-74, 1967-1 C.B. 
194]

■■ To satisfy a charitable beneficiary’s right to 
receive an annuity [Rev. Rul. 83-75, 1983-1 
C.B. 114]

■■ To satisfy a marital deduction pecuniary 
amount formula clause [Rev. Rul. 60-87, 
1960-1 C.B. 286, clarifying Rev. Rul. 56-270, 
1956-1 C.B. 325]

Treas. Reg. § 1.661(a)-2(f)

Treas. Reg. § 1.661(a)-2(f) provides that trusts or 
estates (or the other beneficiaries) realize gain or 
loss if property is distributed in kind to satisfy a 
right to receive a distribution of

1. a specific dollar amount;
2. specific property other than that distributed; 

and 
3. income, if income is required to be distrib-

uted currently.

Item 3 applies to distributions made in trust 
or estate tax years ending after January 2, 2004. 
Before its amendment on December 30, 2003, 
the regulation did not require recognition of gain 
on distributions of property to satisfy a require-
ment for the current distribution of income. 

Practitioner
Note

worth $125,000, Betty is treated making a gift at 
that time. The $125,000 is subject to the federal 
gift tax rules and the trust’s income tax basis in 
the stock is a $60,000 carryover basis plus any 
adjustment for gift tax paid. Upon Betty’s death, 
the stock is not includable in Betty’s gross estate 
for purposes of the federal estate tax.

If the stock was still in the trust when Betty 
died in 2012, the $125,000 DOD FMV is includ-
able in her gross estate and the trust’s basis in the 
stock is $125,000. 

Completed gifts to an irrevocable living trust 
are treated as a gift at the time assets are trans-
ferred to the trust. The value of the assets is sub-
ject to the gift tax rules, and the trust receives a 
carryover basis in the assets.

Example 11.10 Complete Transfer  
to an Irrevocable Trust

Instead of transferring the stock to a joint account 
in 1999, Betty Beaucamp (from Example 11.9) 
transferred the assets outright to her irrevocable 
trust. The $100,000 FMV on the date of the gift is 
subject to gift tax, and the trust’s basis in the stock 
is a $60,000 carryover basis plus any adjustment 
for gift tax paid. 

In-Kind Distributions

Generally, a trust or estate does not recognize gain 
or loss on a distribution of cash or other property 
to a beneficiary. However, an in-kind distribution 
from a trust or estate to a beneficiary or creditor 
in satisfaction of that person’s right to receive a 
pecuniary amount (a specific dollar amount) or 
to receive specific property other than the distrib-
uted property is generally deemed to be a sale or 
exchange [Suisman v. Eaton, 15 F.Supp. 113 (D. 
Conn. 1935), aff’d per curiam, 83 F.2d 1019 (2d 
Cir. 1936); and Kenan v. Commissioner, 114 F.2d 
217 (2d Cir. 1940), aff’g 40 B.T.A. 824 (1939)].
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Income in Respect of a Decedent

Income in respect of a decedent (IRD) is income 
that the decedent was entitled to receive but had 
not received as of the decedent’s DOD. IRD has 
the same character (that is, ordinary income or 
capital gain income) it would have had if the 
decedent had lived and received the amount. It 
does not receive a stepped-up or stepped-down 
basis under I.R.C. § 1014. 

IRD is included in the gross estate on the 
decedent’s federal estate tax return, and it is also 
included in the gross income of the taxpayer 
who receives it on behalf of the decedent. (If it 
is received by the executor, it is included on the 
estate’s Form 1041.) Consequently, IRD is sub-
ject to both income and estate taxes. 

IRD includes all of the following types of 
income:

1. Salaries, fringe benefits, fees, and commissions 
2. Deferred compensation and retirement plan 

payments
3. Dividends that were both declared and pay-

able of record before the DOD
4. Interest accrued but not paid before the 

DOD, including U.S. savings bond interest
5. Unpaid cash rent attributable to the portion 

of the lease term that expired before the DOD
6. Gains received after death from sales essen-

tially completed before the DOD, including 
gains from installment sales

Installment Sale 
Contracts

See Issue 7 in the “Agricultural and Natural 
Resources Issues” chapter of this book for a dis-
cussion of IRD from installment contracts and 
deferred payment sales.

Fees and commissions owed to the decedent 
may be indefinite in amount as of the DOD or 
determined by transactions concluded after the 
DOD, such as sales commissions for real estate 
brokers and fees due to attorneys, accountants, 
or other professionals. The fees and commissions 
are still IRD if they are paid for services that were 
performed by the individual who died.

If the estate paid a federal estate tax with Form 
706, the IRD recipient can claim an income tax 
deduction for the allocable portion of the estate 

Cross-
Reference

Related Party 
Transactions

If a trust distributes in-kind property that has a 
basis greater than its FMV on the date of distribu-
tion, the loss is usually not recognized because of 
the related party rules. The executor of an estate 
and a beneficiary are related parties for these 
rules unless the distribution is made to satisfy a 
pecuniary bequest. The I.R.C. § 267 related party 
loss rules are explained on pages 373 and 374 of 
the 2007 National Income Tax Workbook. 

Example 11.11 Trust Distribution in Kind

J. P. Farewell’s will created a testamentary trust for 
the benefit of his son, Spender. The will requires 
the trustee to pay $50,000 to Spender when he 
turns 25 and to pay another $50,000 every 5 years 
thereafter. When Spender turned 25, the trustee 
distributed appreciated stock with a $50,000 FMV 
and a $10,000 cost basis to Spender in satisfaction 
of his right to receive the $50,000. The trust real-
izes a $40,000 capital gain ($50,000 – $10,000), 
and Spender has a $50,000 basis in the stock. 

Example 11.12 Estate Distribution in Kind

J. P. Farewell’s will also gave $1,000,000 to his 
daughter, Thrifty. The executor distributed 
the following assets in lieu of an entirely cash 
distribution:

■■ Stock A with a $500,000 FMV and a 
$300,000 basis (DOD value)

■■ Stock B with a $400,000 FMV and a 
$500,000 basis (DOD value)

■■ $100,000 cash

The estate is deemed to have sold both stocks, 
and it recognizes a $200,000 gain on Stock A 
($500,000 – $300,000) and a $100,000 loss on 
Stock B ($400,000 FMV – $500,000 basis), for a 
$100,000 net gain. Thrifty has a $500,000 basis 
in Stock A and a $400,000 basis in Stock B. The 
estate can recognize the loss because the distri-
bution was made to satisfy a pecuniary bequest 
[I.R.C. § 267(b)(13)]. 
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Example 11.14 S Corporation Stock

Rich Blessing died and left his stock in RB Corpo-
ration, an S corporation, to his daughter Divine. 
The value of his stock on the date of his death was 
$100,000, including his share of the RB accounts 
receivable. RB used the cash method of account-
ing, and it had $45,000 of accounts receivable 
on the date of Rich’s death. RB must report all 
of the accounts receivable as income when they 
are collected and allocate the income to the 
shareholders.

Rich had owned one-third of the stock, so 
$15,000 ($45,000 ÷ 3) of the RB receivables 
would be IRD to Divine if she owned the receiv-
ables directly. The $15,000 would be includable 
in her income when she collected the receivables.

I.R.C. § 1367(b)(4)(B) requires Divine to 
reduce her initial basis in the RB stock to $85,000 
($100,000 – $15,000 IRD). When RB collects 
the receivables, Divine will recognize $15,000 
of flow-through income, which will increase her 
basis to $100,000 ($85,000 + $15,000), its value 
on Rich’s DOD.

Partnership Treatment 
Has Similar Result

The tax treatments of partnerships and S corpo-
rations have some similarities, but there are also 
some significant differences. One partnership 
provision that does not apply to S corporations 
is the election to adjust the basis of partnership 
property following the purchase of a partnership 
interest or the transfer of a partnership interest 
because of a partner’s death.

I.R.C. § 754 allows a partnership to elect to 
adjust a successor partner’s share of inside basis 
to correspond with the change in the new part-
ner’s outside basis. However, that basis adjust-
ment does not apply to IRD items held by the 
partnership [Treas. Reg. § 1.755-1(b)(4)]. See the 
“Income Taxation of Trusts and Estates” chapter 
of the 2011 National Income Tax Workbook for 
an explanation and illustration of the I.R.C. § 754 
election.

Thus, the IRD rules for successor partners and 
successor S corporation shareholders have similar 
results, but they are the consequences of differ-
ently structured laws.

Observation

tax when the IRD is included in the recipient’s 
income.

The amount of the estate tax that is imposed 
on the net value of IRD is determined by recalcu-
lating the Form 706 tax without including in the 
estate any items that are either IRD or expenses 
in respect of a decedent. The difference between 
the actual estate tax and the recalculated amount 
is the tax on the net value of the IRD items. The 
amount that is deductible when an IRD item is 
included in the recipient’s income is the tax paid 
on the net value of all IRD multiplied by a frac-
tion in which the numerator is the includable 
income and the denominator is the total amount 
of all IRD items included in the estate.

Example 11.13 Real Estate Commissions

Rosie Realtor was killed in a car crash on August 
31, 2012. At the time of her death, she had sev-
eral pending sales of property that were complete 
except for the closings. The sales were completed 
after her death, and her son Hawkeye received 
her $50,000 of fees for those transactions.

Hawkeye must include $50,000 of ordinary 
income on his tax return. It is not self-employ-
ment income because Hawkeye did not earn 
the fees. If Rosie’s estate paid federal estate tax, 
Hawkeye can deduct the allocable portion of that 
tax when he includes the $50,000 in his income. If 
Hawkeye received one-half of all the IRD items, 
he can deduct 50% of the portion of the estate tax 
that was paid on the net value of IRD.

The deduction is a miscellaneous itemized 
deduction that is not subject to the 2% of adjusted 
gross income floor.

S Corporation Stock

Before 1996, there were no special S corpora-
tion rules for the basis of property received from 
a decedent. The basis of assets inside the corpo-
ration had no bearing on the new shareholder’s 
basis in his or her stock. For inheritances after 
August 20, 1996, a successor shareholder’s initial 
basis determined under I.R.C. § 1014 is reduced 
by the successor shareholder’s pro rata share of 
any asset inside the corporation that would be 
IRD if the heir had received the assets directly 
(that is, outside the corporation) [I.R.C. § 1367(b)
(4)(B)]. Without this reduction, S corporation 
shareholders would benefit from a basis adjust-
ment for the IRD.
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But in some cases it may be advantageous to 
trigger recognition of the gain to the estate at the 
time the property is distributed. I.R.C. § 643(e)(3) 
allows the fiduciary of an estate or trust to elect to 
treat a distribution of property other than money 
as a sale of the property to the beneficiary. The 
election applies to all distributions by the estate 
during the tax year for which the executor makes 
the election.

Examples of situations in which the election 
is an advantage include three scenarios:

1. The estate’s gain will be capital gain, and the 
estate has long-term capital loss carryovers 
that will not be deductible for many years, 
either by the estate or by the beneficiaries 
when the estate passes the carryover losses to 
them once the estate is terminated.

2. The estate’s gain will be capital gain, and the 
property will be used by a family member 
in a trade or business where depreciation of 
the asset’s basis will reduce ordinary and self-
employment income.

Related Party Rule 

I.R.C. § 1239 requires an estate or trust to treat 
any gain realized on the distribution of property 
as ordinary income if the property is depreciable 
in the hands of the beneficiary. To preserve capi-
tal gains treatment to the estate, the property 
could be distributed to a beneficiary who could 
sell the property to another family member, such 
as a daughter, who could depreciate it if she uses 
it in a trade or business. The estate beneficiary has 
no gain on the sale because her basis becomes the 
property’s FMV at the time of the distribution.

3. The beneficiary is likely to sell the property 
in the near future and will pay more income 
tax on the gain than the income taxed owed 
by the estate.

Estate Tax Rates  
Are Usually Higher

Because the tax brackets for estates and trusts 
accelerate faster than the tax brackets for indi-
viduals, it is unlikely that the estate will pay less 
income tax on the gain than the beneficiary 
would pay on that gain.

Observation

Retirement Accounts

When a qualified retirement account is inher-
ited, the beneficiary generally must take required 
minimum distributions that will produce taxable 
income under I.R.C. § 72. Because retirement 
accounts are classified as IRD, the account’s basis 
is not adjusted to the DOD value through inclu-
sion in a decedent’s estate. The beneficiary’s basis 
remains the same as the owner’s basis on the date 
of death.

IRD Transfer  
from a Trust or Estate

See page 371 of the 2007 National Income Tax 
Workbook for a discussion of the income tax 
consequences of funding a pecuniary bequest by 
transferring IRD to a beneficiary of an estate or 
trust. An I.R.C. § 643(e) election, explained next, 
can avoid an adverse situation.

I.R.C. § 643(e) Election

Because the estate’s income tax basis in property 
is the property’s FMV on the decedent’s DOD 
(or the alternate valuation date), the FMV of the 
property when it is distributed by the estate to its 
beneficiaries is usually nearly equal the estate’s 
basis. However, the estate’s basis may be signifi-
cantly below the FMV in three circumstances:

1. The property appreciated in value after the 
decedent’s death and before the distribution.

2. The decedent died in 2010 and the execu-
tor elected out of the estate tax and into the 
modified carryover basis rules.

3. The property is IRD.

Distributing property to a beneficiary gener-
ally does not trigger recognition of gain or loss 
to the estate. The potential gain or loss transfers 
to the beneficiary because his or her basis in the 
property is the estate’s basis adjusted for any gain 
or loss the estate recognizes as a result of the dis-
tribution [I.R.C. § 643(e)(1)].

Nonrecognition of gain on distributions is 
generally advantageous because any income 
taxes are deferred and the beneficiary is likely to 
pay no more (and perhaps less) income tax on the 
gain when it is recognized than the estate would 
have paid if it had recognized the gain at the time 
of the distribution.

Cross-
Reference
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Unified Transfer Tax
In 1977, when the unified credit was first enacted, 
the credit was $30,000 and the exemption equiva-
lent amount was $120,667. The credit and exemp-
tion increased annually through 1986, when the 
unified credit was $155,800 and the exemption 
equivalent amount was $500,000. Figure 11.2 
shows the unified credit and the exemption 
equivalent amounts for all years since 1986. Fig-
ure 11.3 shows the unified transfer tax rate schedule 
for 2010–2012.

The election generally should not be made if 
the beneficiary is likely to die before selling the 
property, because the election would trigger gain 
that otherwise would never be recognized as a 
result of the property’s stepped-up basis when the 
beneficiary died.

I.R.C. § 643(e) Election 

See pages 372 and 373 of the 2007 National 
Income Tax Workbook for more information on 
the I.R.C. § 643(e) election to recognize gain or 
loss upon distribution of property from a trust or 
estate.

Federal Gift and Estate Taxes

Prior to enactment of the Tax Reform Act of 
1976, taxpayers were allowed a $30,000 lifetime 
gift tax exemption (specific exemption) and a 
$60,000 estate tax exemption. Effective for 1977 
and later years, the Tax Reform Act of 1976 cre-
ated a single unified transfer tax to apply to all 
gratuitous wealth transfers during an individual 
taxpayer’s lifetime and after his or her death. 

Cross-
Reference

FIGURE 11.2 Unified Tax Credit and 
Exemption Amounts

Decedent’s 
Year of Death

Exemption 
Equivalent 

Amount
Unified 
Credit

1987–1997 $    600,000 $   192,800

1998 $    625,000 $   202,050

1999 $    650,000 $   211,300

2000–2001 $    675,000 $   220,550

2002–2003 $ 1,000,000 $   345,800

2004–2005* $ 1,500,000 $   555,800

2006–2008* $ 2,000,000 $   780,800

2009* $ 3,500,000 $1,455,800

2010*–2011 $ 5,000,000 $1,730,800

2012 $ 5,120,000 $1,772,800

2013 and after $ 1,000,000 $   345,800

* The gift tax exemption equivalent remained at $1,000,000 
for years 2004–2010.

FIGURE 11.3 Unified Transfer Tax Rate Schedule for Years 2010–2012

*If Taxable Amount Is The Tentative Tax Is

Not over $10,000 18% of the taxable gift

Over $10,000 but not over $20,000 $1,800 plus 20% of the excess over $10,000

Over $20,000 but not over $40,000 $3,800 plus 22% of the excess over $20,000

Over $40,000 but not over $60,000 $8,200 plus 24% of the excess over $40,000

Over $60,000 but not over $80,000 $13,000 plus 26% of the excess over $60,000

Over $80,000 but not over $100,000 $18,200 plus 28% of the excess over $80,000

Over $100,000 but not over $150,000 $23,800 plus 30% of the excess over $100,000

Over $150,000 but not over $250,000 $38,800 plus 32% of the excess over $150,000

Over $250,000 but not over $500,000 $70,800 plus 34% of the excess over $250,000

Over $500,000 but not over $750,000 $155,800 plus 35% of the excess over $500,000

*The gift tax exemption equivalent remained at $1,000,000 for years 2004–2010.
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Completed Gifts

The gift tax does not apply to an incomplete gift. 
For a gift to be completed, the donor must gener-
ally give up all rights to exercise control over the 
transferred property.

Example 11.15 Joint Bank Account

Jerry Silver created a joint bank account for 
himself and his nephew, Jim. Under applicable 
state law, the creation of the account is not a gift 
because Jerry can regain control of the funds 
without Jim’s consent. A gift occurs when Jim 
draws on the account for his own benefit.

Example 11.16 Revocable Trust

Justin Golden transferred property to a revocable 
trust, naming his two children as the beneficia-
ries. Because Justin reserved the right to change 
the beneficiaries at any time, this transfer is not 
a completed gift and is not subject to the gift tax. 

Example 11.17 Irrevocable Trust

If Justin (from Example 11.16) transferred the 
property to a trust and did not retain any grantor 
powers, including the power to change the ben-
eficiaries, the transfer is a completed gift.

Transfers Not Subject to Gift Tax

Certain transfers are specifically excluded from 
the gift tax. The following transfers are not 
included on a gift tax return:

■■ Payment of tuition directly to a qualifying 
education organization

■■ Payment of certain medical expenses 
directly to a medical provider

■■ Contributions to a political organization for 
use by the organization

Tuition Expenses 

Tuition paid directly to a qualifying educational 
organization on behalf of an individual is not 
a gift [I.R.C. § 2503(e)]. A qualifying educational 
organization is one that normally has a regular 
faculty, a regular curriculum, and students in 
attendance. This unlimited exclusion for full- or 

The Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (EGTRRA), Pub. L. 
No. 107-16, increased three amounts—the estate 
tax unified credit, the exemption equivalent 
amounts, and the generation-skipping transfer 
tax exemption amounts—for tax years beginning 
after December 31, 2001. It repealed the estate 
and generation-skipping transfer taxes for years 
after December 31, 2009, but the sunset provi-
sion included in the EGTRRA provided that the 
unified credit and exemption equivalent amount 
would revert back to $345,800 and $1,000,000, 
respectively, in 2011.

The Tax Relief, Unemployment Insurance 
Reauthorization, and Job Creation Act of 2010 
(2010 TRA), Pub. L. No. 111-312, reinstated the 
estate tax effective for deaths after December 31, 
2009. For 2010–2012, the maximum estate tax 
rate is 35%. The basic applicable exclusion amount—
essentially, the amount that an individual can 
transfer at death without paying federal estate 
tax—is $5,000,000 for deaths in 2010 and 2011 
and $5,120,000 for deaths in 2012. 

The 55% maximum estate tax rate and the 
$1,000,000 estate tax exclusion amount will return 
in 2013, in the absence of further legislation.

Election for Estates  
of Decedents  
Who Died in 2010

As discussed in the previous section, the executor 
of the estate of a decedent who died in 2010 can 
elect to apply the EGTRRA rules that were initially 
in effect for 2010. If the executor makes that elec-
tion, there is no estate tax, but the modified car-
ryover basis rules apply to assets transferred from 
the decedent at death.

Federal Gift Tax
The federal gift tax applies to lifetime direct or 
indirect transfers of real or personal property 
made for less than “a full and adequate consid-
eration in money or money’s worth” [Treas. Reg. 
§ 25.2511-1(g)]. These transfers include gratuitous 
transfers as well as bargain sales or exchanges that 
are not made in the ordinary course of business.

Practitioner
Note
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year, the gift is eligible for the annual exclusion 
(discussed next in this topic).

Political Contributions

Transfers to a political organization are not subject 
to the gift tax [I.R.C. § 2501(a)(5)]. The term polit-
ical organization means a party, committee, asso-
ciation, fund, or other organization (whether or 
not incorporated) that is organized and operated 
primarily for the purpose of directly or indirectly 
accepting contributions or making expenditures, 
or both, for an exempt function. Political con-
tributions are never income tax deductions, but 
qualified transfers are exempt from the gift tax.

Annual Exclusion 

A limited annual exclusion is allowed for gifts of a 
present interest to an unlimited number of donees. 
A present interest in property is “an unrestricted 
right to the immediate use, possession, or enjoy-
ment of property or the income from property” 
[Treas. Reg. § 25.2503-3(b)]. No part of the value 
of a gift of a future interest may be excluded. A 
future interest includes reversions, remainders, 
and other interests or estates that are “to com-
mence in use, possession, or enjoyment at some 
future date or time” [Treas. Reg. § 25.2503-3(a)].

A gift to an individual who has not reached 
age 21 on the transfer date is treated as a gift of a 
present interest for this purpose if all three of the 
following conditions are met [I.R.C. § 2503(c)]:

1. The property and its income may be spent 
by or for the benefit of the donee before the 
donee reaches the age of 21.

2. The remaining property and income will pass 
to the donee when the donee reaches age 21. 

3. If the donee dies before reaching age 21, the 
property and its income will either be paid 
to the donee’s estate or be payable as the 
donee designated under a general power of 
appointment.

Figure 11.4 provides the annual exclusion 
amounts for each year since the 1976 enactment 
of the unified transfer tax. Since 1999, the annual 
exclusion amount can be increased each year 
based on a cost-of-living adjustment. Any adjust-
ment that is not a multiple of $1,000 is rounded to 
the next lower multiple of $1,000.

part-time students is for tuition expenses only and 
does not extend to books, supplies, housing, or 
meals for the student.

Example 11.18 Payment of Tuition 

Jim Gem paid $20,000 directly to State Univer-
sity to cover tuition for his nephew. Because Jim 
made the payment directly to the university, his 
payment is exempt from the gift tax.

Transfer Made  
to the Student

The payment for tuition must be paid directly to 
the educational organization. A payment made 
to the student, who in turn remits the money to 
the school, is a gift subject to the gift tax.

Medical Expenses 

Payments for qualifying medical expenses made 
directly to the medical care provider on behalf 
of any individual are not subject to the gift tax 
[I.R.C. § 2503(e)]. Qualifying medical expenses 
include expenses incurred for the diagnosis, cure, 
mitigation, treatment, or prevention of disease, or 
that are essential to medical care. This unlimited 
exclusion extends to amounts paid for medical 
insurance. Any medical expense amount that is 
subsequently reimbursed by the donee’s insur-
ance company is not eligible for the exclusion 
and is treated as a gift made on the date the donee 
received the reimbursement.

Example 11.19 Payment to Hospital

Stacy Pearl paid $10,000 for medical expenses 
incurred by her sister, Jessie, directly to County 
Hospital. Because she paid this amount directly 
to the hospital, it is not subject to gift tax. If Jes-
sie’s insurance company later pays the hospital, 
and the hospital refunds Stacy’s payment to Jes-
sie, Stacy is treated as making a gift to Jessie.

Example 11.20 Transfer to Individual

If Stacy gave the $10,000 to Jessie, who in turn 
pays her hospital expenses, the transfer is a gift. 
If Stacy made no other gifts to Jessie during the 

Practitioner
Note
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§ 2523]. Therefore, spouses can transfer assets 
to each other as needed to plan for transferring 
assets at death without any gift tax consequences.

Gifts to Charitable Organizations

Taxpayers whose only gifts during the year were 
made to qualified charitable organizations are not 
required to file a gift tax return unless they did 
not transfer their entire interest in the gifted prop-
erty (I.R.C. § 2522). However, taxpayers who are 
required to file Form 709, United States Gift (and 
Generation-Skipping Transfer) Tax Return, to 
report their noncharitable gifts must also include 
their charitable gifts on the return. The gift tax 
charitable deduction offsets the amount of chari-
table gifts reported.

Gifts to the following organizations are not 
taxable gifts:

■■ The United States, a state or political sub-
division of a state, or the District of Colum-
bia, if the transfer is exclusively for public 
purposes

■■ Any corporation, trust, community chest, 
fund, or foundation organized and operated 
solely for religious, charitable, scientific, lit-
erary, or education purposes

■■ A fraternal society, order, or association 
operating under a lodge system, if the trans-
ferred property is to be used only for reli-
gious, charitable, scientific, or educational 
purposes

■■ Any war veterans organization organized 
in the United States (or its possessions), or 
any of a qualifying organization’s auxiliary 
departments or local chapters or posts, as 
long as no part of the entity’s earnings ben-
efits anyone individually

Prior-Period Taxable Gifts

The unified transfer tax is a progressive tax (that 
is, the tax rate increases as the tax base increases). 
Therefore, prior taxable gifts must be included in 
the current year’s gift tax calculation to push the 
current gift into the appropriate tax bracket.

Prior-year taxable gifts are reported in chron-
ological order on Schedule B (Form 709), Gifts 
From Prior Periods, and should include the year 
(or calendar quarter for gifts made after 1970 
and before 1982) of the gift, the IRS office where 
the return was filed, the unified credit amount 

FIGURE 11.4 Annual Exclusion 

Years Exclusion Amount

1977–1981 $  3,000

1982–2001 $10,000

2002–2005 $11,000

2006–2008 $12,000

2009–2012 $13,000

Example 11.21 Gift of a Present Interest

For Christmas 2012, Diana Diamond gave each 
of her three children shares of publicly traded 
common stock valued at $13,000. These are the 
only gifts that she made during the year. Diana is 
allowed an annual exclusion for each donee, for 
a total exclusion of $39,000 (3 × $13,000). She 
is not required to file a gift tax return for 2012 
because she has no taxable gifts.

Example 11.22 Gift of a Future Interest

Frances Garnet transferred an insurance policy 
on her own life to a trust created for the benefit 
of her son. Upon her death, the proceeds of the 
policy are to be invested, and the net income is to 
be paid to her son during his lifetime. Because the 
income payments to her son will not begin until 
after her death, the transfer in trust represents a 
gift of a future interest in property and does not 
qualify for the annual exclusion.

Crummey Provisions 

A gift to a trust can qualify for the annual exclu-
sion if the trust has a provision that allows the 
beneficiary to withdraw the gift for a limited 
period of time, such as 60 or 90 days. After the 
withdrawal period has expired, the gift is subject 
to the trust’s distribution rules. These provisions 
are called Crummey provisions after the case that 
first established this principle—Crummey v. Com-
missioner, 397 F.2d 82 (9th Cir. 1968). 

Transfers to Spouse

Generally, gifts to a taxpayer’s spouse qualify for 
an unlimited gift tax marital deduction [I.R.C. 
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There is no dollar ceiling for contributions, but 
they cannot be more than the amount expected 
to be necessary to provide for the beneficiary’s 
higher education expenses. The contributions 
are not deductible on the donor’s federal income 
tax return, but some states allow an income tax 
deduction for a limited amount of contributions 
to a qualified tuition program.

Gift Tax Exclusion 

Contributions to an I.R.C. § 529 qualified tuition 
program do not qualify for the I.R.C. § 2503(e) 
exclusion for tuition expenses paid directly to an 
educational organization that was discussed ear-
lier in this chapter.

5-Year Election

Taxpayers who contribute more than the annual 
exclusion amount to a qualified tuition program in 
a given tax year may elect to treat the contribution 
as made ratably over a 5-year period, to the extent 
it does not exceed five times the annual exclu-
sion amount. For 2012, this maximum amount is 
$65,000 (5 × $13,000 annual exclusion) for each 
beneficiary. Any excess amount is treated as a gift 
made to the beneficiary in the year of the contri-
bution. Married taxpayers who elect gift splitting 
(see the second topic in this chapter) apply the 
gift-splitting rules before making the I.R.C. § 529 
election. Each spouse then decides individually 
whether to make the 5-year election.

The taxpayer elects the 5-year provision by 
checking the box on line B of Schedule A (Form 
709), Computation of Taxable Gifts, and attach-
ing a statement that includes the total amount 
contributed for each beneficiary, the name of 
each beneficiary, and the election amount for 
each beneficiary.

Only one-fifth (20%) of the contribution is 
reported on Schedule A (Form 709) for the year 
the contribution is made. For each of the 4 sub-
sequent years in the election period, another 20% 
of the election amount is reported on Schedule 
A (Form 709) if the taxpayer makes other gifts 
that require filing Form 709 for that year. If no 
other taxable gifts are made for the subsequent 
year, the donor is not required to file Form 709 
just to report the carryover election amount for 
that year. 

Practitioner
Note

used for gifts after December 31, 1976 (or spe-
cific exemption amount used for gifts made after 
September 8, 1976, and before January 1, 1977), 
and the amount of the taxable gift. The total from 
Schedule B (Form 709) is then entered on page 1 
of Form 709.

Because the gift tax on prior taxable gifts 
is recalculated using the current year’s unified 
transfer tax rate tables, it may be different from 
the gift tax amount that was reported on the 
prior returns. The tax rates for cumulative tax-
able gifts that do not exceed $500,000 have not 
changed since the implementation of the unified 
transfer tax in 1977, but the highest tax rates have 
decreased from 70% in 1976 for taxable gifts over 
$5,000,000 to 35% in 2012 for taxable gifts over 
$500,000.

I.R.C. § 529 Programs

An I.R.C. § 529 qualified tuition program is a pro-
gram established and maintained by a state, an 
agency or instrumentality of a state, or an eligible 
educational institution to which a person may 
make cash contributions to fund qualified higher 
education expenses for a designated beneficiary. 
Two types of programs are available: 

1. A prepaid tuition contract that locks in the 
cost of tuition 

2. A savings account for a designated beneficiary 

Although the grantor retains control of the 
funds, contributions made after August 5, 1997, 
are treated as completed gifts that are eligible for 
the annual exclusion.

Unique Estate  
Planning Tool

I.R.C. § 529 plans are a unique estate planning 
tool because they allow donors to take advan-
tage of the annual gift tax exclusion without los-
ing control over the amount contributed to the 
plan. If the donor retains management control, 
he or she can change his or her mind and with-
draw the amounts contributed to the plan. The 
withdrawal is subject to income taxes and a 10% 
penalty, but those may be a small price to pay 
if the donor needs the money or simply decides 
the named beneficiary is no longer deserving of 
the gift.

A donor can contribute to any number of I.R.C. 
§ 529 plans for any number of beneficiaries.
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was not spent for qualified expenses) is includable 
in the beneficiary’s gross income and is subject to 
an additional 10% penalty tax unless an excep-
tion applies. 

Distributions after 
Beneficiary’s Death

The earnings portion of a distribution made 
because of the death of the plan beneficiary is 
taxable to the recipient, but it is not subject to 
the 10% penalty tax.

Example 11.23 Distribution  
from I.R.C. § 529 Plan

Jeremy Jet received a $14,800 distribution 
($12,000 basis and $2,800 earnings) in August 
2012 as the beneficiary of an I.R.C. § 529 plan 
to pay for qualified higher education expenses 
for two semesters ($7,400 for each semester, to 
be paid in August and December 2012). This dis-
tribution is not taxable to Jeremy if he pays these 
costs in 2012.

If Jeremy decides to attend only one semester 
of college and spends only half of the distribu-
tion on qualified expenses, he must include half 
of the earnings in his gross income. This is $1,400 
[($7,400 ÷ $14,800) = 50% × $2,800 earnings]. 
An additional 10% penalty tax is also imposed on 
the $1,400 taxable amount. 

Rollovers

Funds can be rolled over tax-free from one plan to 
another qualified tuition plan for either the same 
beneficiary or a member of the beneficiary’s fam-
ily. Tax-free rollovers must be completed within 
60 days of the distribution. If there is no change 
in beneficiary, only one rollover is allowed within 
a 12-month period. There is no age limit for par-
ticipation as the beneficiary of an I.R.C. § 529 
qualified tuition plan, and there are no required 
distributions during the beneficiary’s lifetime.

Change in Beneficiaries

A change in the designated beneficiary is not 
treated as a distribution if the new beneficiary is 
a member of the same family as the old benefi-
ciary and is of the same generation as (or a higher 

Practitioner
Note

Estate Tax Consequences

The estate of a donor who makes the I.R.C. 
§ 529 election and who dies before the close of 
the 5-year period includes the portion of the con-
tributions allocable to the years after the donor’s 
DOD.

Higher Education Expenses

The term qualified higher education expenses 
includes required tuition, fees, books, supplies, 
and equipment at an eligible educational institution 
(a university, college, or other post-secondary 
school that is eligible to participate in federal 
financial aid programs). Qualified higher educa-
tion expenses also include special needs expenses 
incurred by a special needs beneficiary.

For students who are enrolled at least half-
time, qualified expenses include a reasonable 
cost for room and board. A reasonable cost for 
room and board may not exceed the greater of 
the allowance for room and board included in the 
actual cost of attendance determined by the eli-
gible educational institution or the actual invoice 
amount charged to the student for room and 
board provided by the educational institution 
[I.R.C. § 529(e)(3)(B)(ii)].

Distributions from I.R.C. § 529 Plans

Distributions from an I.R.C. § 529 plan to the 
designated beneficiary are not includable in the 
beneficiary’s gross income to the extent they are 
used for qualified higher education expenses. 
Expenses used to claim an education credit (the 
American opportunity, Hope, and lifetime learn-
ing credits) must be deducted from the beneficia-
ry’s total amount of qualified education expenses. 
If the total distributions from the beneficiary’s 
I.R.C. § 529 plans and Coverdell education sav-
ings accounts during a year exceed total quali-
fied higher education expenses for the year, the 
education expenses must be allocated among the 
distributions to determine the exclusion amounts 
for each plan.

An I.R.C. § 529 plan issues a Form 1099-Q, 
Payments From Qualified Education Programs, 
when it makes a distribution. The gross distri-
bution amount in box 1 is divided between the 
earnings in box 2 and the basis in box 3. If the dis-
tribution is not used entirely for qualified higher 
education expenses, a pro rata portion of the earn-
ings (using the percentage of the distribution that 
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return. Neither method extends the time for pay-
ing gift or generation-skipping taxes. 

■■ An extension of time to file a calendar-year 
federal income tax return automatically 
extends the time for the same taxpayer to file 
a gift tax return.

■■ Taxpayers who do not request an extension 
of time for filing their income tax returns 
may use Form 8892, Application for Auto-
matic Extension of Time To File Form 709 
and/or Payment of Gift/Generation-Skip-
ping Transfer Tax, to request an automatic 
6-month extension of time to file Form 709. 
Form 8892 also serves as a payment voucher 
for any gift tax due that is related to the gift 
tax return extension request.

If a donor dies during a year after making 
a reportable gift, his or her executor must file 
Form 709 by the earlier of the due date (includ-
ing extensions) for filing the decedent’s estate tax 
return (generally 9 months after the DOD, unless 
extended) or April 15 of the year after the year of 
death, unless Form 8892 is filed.

Statute of Limitations 

The statute of limitations for assessment of a tax 
is the period of time during which the IRS may 
challenge the accuracy of a tax return. The statute 
of limitations for a gift tax return is generally 3 
years after the later of the date the return is filed 
or its due date. If a taxpayer understates the value 
of gifts by more than 25%, the statute of limita-
tions is extended to 6 years after the later of the 
date the return is filed or its due date. A gift tax 
return must be filed to start the statute of limita-
tions [I.R.C. § 6501(c)(9)]. 

Example 11.25 No Gift Tax Return Filed

Diana Diamond (from Example 11.21) gave 
each of her three children shares of common 
stock in a closely held corporation. Each gift was 
valued at $13,000. She is not required to file a 
gift tax return for 2012 because of the annual 
exclusions. However, if she does not file a gift 
tax return, the statute of limitations does not 
begin to run, and the IRS may challenge the 
valuation of the gifts and assess additional taxes 
for an unlimited period of time.

generation than) the old beneficiary. The benefi-
ciary’s family includes the following persons:

1. Spouse
2. Child or descendant of a child
3. Brother, sister, stepbrother, or stepsister
4. Father or mother (or an ancestor of either), or 

stepfather or stepmother
5. Son or daughter of a brother or sister
6. Brother or sister of father or mother
7. Son-in-law, daughter-in-law, father-in-law, 

mother-in-law, brother-in-law, or sister-in-law
8. Spouse of any individual l isted in 2 

through 7
9. First cousin

Example 11.24 Change in Beneficiary 

Alex Topaz is the beneficiary of a qualified tuition 
program. He received a full 4-year scholarship to 
State University that covered most of the cost of 
his tuition, books, meals, and housing. After Alex 
graduated from college and no longer needed the 
remaining I.R.C. § 529 plan funds, his parents 
changed the beneficiary to his younger brother, 
Casey. This change is not treated as a distribution 
because Casey is a member of Alex’s family and 
is in the same generation. 

Alex could also retain the plan, to keep funds 
available for his future needs for graduate school 
or continuing professional education.

Generation-Skipping 
Transfer Tax

A change in the beneficiary of an I.R.C. § 529 plan 
to a beneficiary who is a generation below the 
generation of the old beneficiary is a transfer 
subject to the generation-skipping transfer tax. 
The generation-skipping transfer tax is discussed 
in the “Estates and Gifts” chapter of the 2006 
National Income Tax Workbook.

Filing Form 709 

Form 709 is filed on a calendar-year basis. It is 
generally due on April 15 for gifts made during 
the previous calendar year. Two methods are 
available to extend the time to file the gift tax 

Practitioner
Note
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5. Subtract gift taxes paid, the unified credit, 
and certain other credits to determine the net 
estate tax liability.

Gross Estate Often 
Exceeds Probate Estate

A decedent’s probate estate includes only property 
passing through a will or by intestate succession. 
The gross estate for federal tax purposes includes 
not only the property in the probate estate but 
also all other property owned by the decedent 
that passes outside the will to a beneficiary. For 
example, the face value of a life insurance policy 
on the decedent’s life that the decedent owned 
is included in the decedent’s gross estate, but 
it is not part of the probate estate if there is a 
named beneficiary because it passes directly to 
the beneficiary.

Property Includable in Gross Estate

The gross estate includes the value of all property 
owned by a decedent who is a resident or citizen 
of the United States at the time of death [I.R.C. 
§ 2033]. The term property includes real, personal, 
tangible, and intangible property, wherever it is 
located.

Example 11.26 Property Owned  
by Decedent

At the time of her death, Abigail Tourmaline 
owned stocks and mutual funds with a $3,000,000 
adjusted basis and a $4,000,000 FMV. The 
$4,000,000 FMV of the stocks and mutual funds 
is included in her gross estate.

Several provisions in the Internal Revenue 
Code bring other property into the decedent’s 
estate. In general, these provisions are designed 
to prevent taxpayers from avoiding the estate 
tax by making transfers during their lifetime but 
retaining some control over the property. They 
include the following I.R.C. sections: 

1. I.R.C. § 2035, “Adjustments for certain gifts 
made within 3 years of death”

2. I.R.C. § 2036, “Transfers with retained life 
estate”

3. I.R.C. § 2037, “Transfers taking effect at 
death”

4. I.R.C. § 2038, “Revocable transfers”

Observation

Starting the Statute  
of Limitations

If there is any chance the valuation of a gift may 
be questioned, the taxpayer should consider fil-
ing a gift tax return even if it is not required. The 
IRS may also challenge adjusted taxable gifts for 
estate tax purposes for gifts that were not ade-
quately disclosed on a gift tax return.

Adequate Disclosure 

A gift is adequately disclosed on Form 709 to start 
the statute of limitations running if the return or 
a statement attached to the return provides all of 
the following information:

1. A description of the transferred property and 
any consideration received by the donor

2. The identity of and the relationship between 
the donor and each donee

3. For property transferred in trust, the 
trust’s tax identification number (TIN) and a 
brief description of the trust terms (or a copy 
of the trust instrument)

4. Either a detailed description of the method 
used to determine the property’s FMV or an 
appraisal that was used to ascertain the value

The “Appraisals” section later in this chap-
ter explains the gift and estate tax rules for an 
appraisal. 

Federal Estate Tax
The federal estate tax is a wealth transfer tax 
assessed on property transferred as a result of 
death. Calculation of the estate tax involves five 
steps:

1. Establish the value of the gross estate.
2. Subtract administrative expenses, debts, 

losses, marital transfers, and charitable con-
tributions to arrive at the taxable estate.

3. Add any taxable gifts made by the decedent 
after December 31, 1976, to arrive at the 
grossed-up estate (the taxpayer’s total taxable 
wealth transfers).

4. Calculate the tentative tax for the grossed-up 
estate.
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trade or business that is engaged in for profit. The 
decedent or a member of the decedent’s family 
must have owned the property (either directly or 
indirectly) and used it in a qualified use for 5 of 
the 8 years preceding the decedent’s death.

The property must pass to a qualified heir. A 
qualified heir is a person who is a member of the 
decedent’s family and who acquired or received 
the property from the decedent. A qualified heir 
may dispose of qualified real property to any 
member of his or her family, and that family 
member will be treated as a qualified heir. The 
term member of the family includes only the follow-
ing relationships:

1. An ancestor (parent, grandparent, etc.) of the 
individual

2. The individual’s spouse
3. A lineal descendant (child, stepchild, grand-

child, etc.) of the individual, the individual’s 
spouse, or a parent of the individual

4. The spouse, widow, or widower of a lineal 
descendant 

5. A legally adopted child of the individual

A disposition by the qualified heir to anyone 
other than a member of the family or a cessation 
of qualified use within 10 years after the dece-
dent’s death results in an assessment of additional 
estate tax equal to the estate tax savings realized 
from the decreased valuation of the property on 
Form 706. 

The maximum decrease in value of the prop-
erty is inflation-adjusted for years after 1998. For 
decedents dying in 2012, the maximum adjust-
ment is $1,040,000 [Rev. Proc. 2011-52, 2011-45 
I.R.B. 701]. The executor of the estate makes the 
election by checking line 2 in Part 3 of Form 706 
and completing Schedule A-1 (Form 706).

Family-Owned Business Deduction

The Taxpayer Relief Act of 1997, Pub. L. No. 
105-34, allowed a deduction of up to $675,000 in 
determining the taxable estate for certain family-
owned businesses that passed to a qualified heir 
[I.R.C. § 2057]. The EGTRRA repealed the fam-
ily-owned business deduction for estates of dece-
dents dying after December 31, 2003. Unless the 
sunset provision in the EGTRRA is modified, the 
deduction will be reinstated after 2012.

5. I.R.C. § 2039, “Annuities” (includes other 
retirement benefits)

6. I.R.C. § 2040, “Joint interests”
7. I.R.C. § 2041, “Powers of appointment”
8. I.R.C. § 2042, “Proceeds of life insurance”

Property Included  
in the Estate

See pages 514–516 in the 2006 National Income 
Tax Workbook for a further explanation of the 
provisions that include property in the decedent’s 
estate.

Valuation of Gross Estate

The value of the decedent’s gross estate is the 
FMV of the includable property on the date of 
the decedent’s death (or alternate valuation date). 
This FMV becomes the beneficiary’s basis in the 
property, often referred to as a step-up (FMV 
greater than basis) or step-down (FMV less than 
basis) in basis unless the property is IRD (dis-
cussed on pages 385–388 of this chapter). The 
final topic of this chapter discusses appraisals of 
property included in the estate.

Alternate Valuation Election

The executor of an estate may elect to value prop-
erty on the alternate valuation date, which is gener-
ally 6 months after the decedent’s DOD [I.R.C. 
§ 2032]. However, it is the date of disposition for 
property disposed of within the 6-month period. 
The alternate valuation election may be used 
only if the election will decrease both the value of 
the gross estate and the sum of the estate and gen-
eration-skipping transfer (GST) taxes payable.

The executor makes the alternate valuation 
election by checking a box on line 1 of Part 3 of 
Form 706. The election may be made on a late-
filed Form 706 filed within 1 year after the due 
date (including extensions) [I.R.C. § 2032(d)(2)]. 
Once made, the alternate valuation election may 
not be revoked [I.R.C. § 2032(d)(1)].

Special Use Valuation

An estate may elect to value qualified farm and 
closely held business real property at its actual use 
rather than its highest and best use [I.R.C. § 2032A]. 
The term business property applies only to an active 

Cross-
Reference
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2. Transfers to or for the use of any corporation 
operating exclusively for religious, charitable, 
scientific, literary, or educational purposes

3. Transfers to a trustee or a fraternal society, 
order, or association operating under the 
lodge system

Marital Deduction

Transfers from the decedent to his or her surviv-
ing spouse (including transfer in trust) are deduct-
ible from the gross estate to the extent the interest 
is included in determining the value of the gross 
estate [I.R.C. § 2056]. Deduction amounts are 
limited for a terminable interest transfer or a 
transfer to a non–U.S. citizen spouse.

Estate Tax Calculation

All post-1976 taxable gifts are added to the tax-
able estate to determine the grossed-up estate—the 
taxpayer’s total taxable wealth transfers. The uni-
fied transfer tax rate schedule for the year of death 
is applied to this tax base to arrive at the tentative 
estate tax.

A credit for any post-1976 gift taxes is calcu-
lated using the tax rates in effect in the year of 
death; thus, it may be different from the actual 
gift taxes paid. The unified credit in effect for the 
year of death further reduces this tentative tax 
amount. Other credits include a credit for pre-
1977 gift taxes, a credit for estate taxes paid on 
prior transfers, and a credit for death taxes paid 
to a foreign country.

Example 11.27 Estate Tax Liability 
Calculation

Darrell Crystal died in 2012 with a gross estate 
of $6,350,000. He had made taxable gifts of 
$1,250,000 in 2001, at a time when the unified 
exemption equivalent amount was $675,000. 
Deductions for debts, funeral expenses, and 
administrative expenses were $475,000. His 
estate transferred $800,000 in property to quali-
fied charitable organizations. 

Figure 11.5 shows the calculation of Dar-
rell’s $220,500 estate tax liability. The tax tables 
and the unified credit used in this calculation are 
those shown in Figures 11.2 and 11.3 at the begin-
ning of this issue.

Taxable Estate

Deductions allowed under I.R.C. §§ 2053–2056 
are subtracted from the gross estate to arrive at 
the taxable estate.

Expenses, Indebtedness, and Taxes

Funeral expenses, administration expenses, 
claims against the estate, unpaid mortgages or 
other indebtedness on property included in the 
gross estate, and certain foreign death taxes are 
deductible from the value of the gross estate [I.R.C. 
§ 2053]. Administration expenses include executor’s 
fees, attorney’s fees, and miscellaneous adminis-
tration expenses such as court costs, accountants’ 
fees, appraisers’ fees, and property sales expenses 
if the sales are necessary to preserve the estate, 
pay debts, or pay taxes.

Losses

Uninsured losses arising from fires, storms, ship-
wrecks, or other casualties, or from theft incurred 
during the settlement of the estate, are deductible 
from the gross estate [I.R.C. § 2054].

Income Tax Return or 
Estate Tax Return

The executor may elect to deduct allowable 
administrative expenses [I.R.C. § 2053(a)(2)] and 
casualty losses [I.R.C. § 2054] that occur during 
the estate administration on either the estate 
tax return (Form 706) or the estate’s income 
tax return (Form 1041), but not on both [I.R.C. 
§ 642(g)]. To prevent a double deduction, these 
expenses are not allowed on Form 1041 until the 
fiduciary files a statement (in duplicate) stating 
that these deductions have not been claimed as 
deductions on Form 706. This statement may be 
filed with Form 1041 or at any time before the 
expiration of the statute of limitations for the 
tax year in which the deduction is claimed [Treas. 
Reg. § 1.642(g)-1]. 

Charitable Deduction

The following transfers are deductible from the 
value of the gross estate under I.R.C. § 2055:

1. Transfers to or for the use of the United States, 
any state (including the District of Columbia), 
or any political subdivision for exclusively 
public purposes

Practitioner
Note
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FIGURE 11.5 Estate Tax Liability Calculation

Gross estate  $6,350,000

Deductions from the gross estate:

    Debts, funeral expenses, and administration expenses $ 475,000

    Charitable contribution deduction 800,000

Total deductions from the gross estate   (1,275,000)

Taxable estate $ 5,075,000 

Add adjusted prior taxable gifts – 2001 gifts 1,250,000

Estate tax base $6,325,000 

  

Tentative tax on $6,325,000 (from Figure 11.3)

    $155,800 + [35% × ($6,325,000 – $500,000)] $2,194,550

Credit for gift taxes paid on 2001 gifts*

    Refigured tentative tax on $1,250,000 (from Figure 11.3)

         $155,800 + [35% × ($1,250,000 – $500,000)] $ 418,300

    Refigured unified credit on $675,000 (from Figure 11.3)

        $155,800 + [35% × ($675,000 – $500,000)] (217,050)

Credit for gift taxes paid on 2001 gifts   (   201,250)

Unified credit for deaths in 2012  (1,772,800)

Estate tax liability $    220,500 

  

* The credit for gift taxes paid on prior gifts is calculated using the tax rates in effect for the year of death for both 
the tentative tax paid on the gift and the unified credit.

 

Filing Form 706

Form 706 is due within 9 months after the dece-
dent’s DOD. Form 4768, Application for Exten-
sion of Time To File a Return and/or Pay U.S. 
Estate (and Generation-Skipping Transfer) 
Taxes, may be used to apply for an extension of 
time to file.

A death certificate must be attached to the 
Form 706. A certified copy of the decedent’s will 
must be attached if the decedent died testate. 
Other supplemental documents may be required; 
for a listing of these forms, see the instructions for 
Form 706.

Paying the Tax

The estate tax is also due within 9 months after 
the decedent’s DOD. Three provisions may post-
pone full payment:

1. An approved extension of time for payment 
(requested by filing Form 4768)

2. An approved election under I.R.C. § 6166 to 
pay the estate tax in installments (check line 3 
in Part 3 of Form 706)

3. An approved election under I.R.C. § 6163 
to postpone part of the tax attributable to a 
reversionary or remainder interest (check 
line 4 in Part 3 of Form 706)

I.R.C. § 6651 provides penalties for late fil-
ing and late payment unless there is a reasonable 
cause for the delay. Executors filing late returns 
should attach an explanation to the return show-
ing the reasonable cause.

I.R.C. § 6662 provides a 20% penalty for an 
underpayment of estate tax that exceeds $5,000 
if the underpayment is attributable to a valuation 
understatement of 50% or less of the actual value 
of the property (65% for returns filed after August 
17, 2006). The penalty increases to 40% if the 
understatement is 25% or less of the actual value 
of the property (40% for returns filed after August 
17, 2006).
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of them in 2009, 2010, and 2011, he would have 
reduced his estate by that $630,000, eliminating 
the $220,500 (35% × $630,000) estate tax.

The children and grandchildren’s maximum 
income tax on gain from the stock if they kept it 
until Darrell’s death and sold it immediately after-
ward would be $70,875 [($630,000 – $157,500) × 
15%]. Therefore, making the annual gifts would 
reduce his estate tax by $220,500 and increase 
the family’s income taxes by only $70,875, for a 
$149,625 ($220,500 – $70,875) immediate savings.

Example 11.29 Later Sale of Assets

If Darrell’s children and grandchildren (from 
Example 11.27) waited 10 years and 9 months 
after Darrell’s death to sell the ABC stock and the 
gain was subject to a 15% tax rate at that time, 
the present value of the $70,875 future tax (using 
a 5% discount rate compounded annually for 
10 years) would be only $43,511 at the time the 
estate tax was due 9 months after Darrell’s death. 

Example 11.30 Donee’s Death before Sale

If any of Darrell’s children or grandchildren (from 
Example 11.27) die before they sell their gifted 
stock, none of the stock’s appreciation in value 
before their deaths is subject to income tax. 

Clawback of the  
Gift Tax

Commentators are divided on the effect of a large 
gift in 2011 or 2012 that does not create a gift 
tax liability because the donor’s accumulated life-
time gifts were less than the applicable exclusion 
amount ($5,120,000 in 2012). If Congress makes 
no changes to the estate and gift tax rules and the 
donor dies after 2012, some commentators con-
clude that the donor’s prior gifts in excess of the 
$1,000,000 applicable exclusion will be subject to 
estate tax. Others conclude that the excess will 
not be subject to estate tax.

Even if the excess amount of a large gift 
becomes subject to estate tax, the total estate 
tax is likely to be less than the estate tax would 
have been if the decedent did not make the gifts, 
because an increase in the value of assets given 
away during life will escape the estate tax.

Practitioner
Note

Planning Lifetime Transfers  
and Transfers at Death

Most taxpayers transfer less than $1,000,000 dur-
ing life and at death, and they therefore will owe 
no federal gift or estate tax, even if the exemption 
equivalent amount decreases to $1,000,000. For 
these taxpayers the tax issue is which assets they 
give away if they decide to make lifetime gifts for 
reasons other than saving estate taxes. As noted 
at the beginning of this topic, taxpayers who 
own appreciated assets and have an estate that is 
potentially subject to estate tax upon their death 
must choose between giving assets away during 
their life to reduce their estate and gift tax liability 
or transferring assets at death to take advantage of 
the stepped-up basis in the assets.

Estate Tax versus Income Tax
For most taxpayers with an estate large enough 
to owe estate taxes, the estate tax savings result-
ing from lifetime gifts exceeds the income tax 
increase from the carryover basis due to several 
factors:

1. The estate tax rate equals or exceeds the 
income tax rate. In 2012, the top estate tax 
rate is 35%, and the top income tax rate for 
most long-term capital gains is 15%. Begin-
ning in 2013, the highest estate tax rate will be 
55% and the income tax rate on most capital 
gains will be 20%, unless Congress changes 
those rates.

2. The estate tax applies to the full FMV of an 
asset, and the income tax applies only to 
gain—the asset’s FMV reduced by its basis.

3. The estate tax is due 9 months after the dece-
dent’s death, and the income tax is not due 
until the beneficiaries sell the asset.

Example 11.28 Using the Annual Exclusion

Darrell Crystal’s $6,350,000 estate in Example 
11.27 consisted entirely of ABC stock that had 
a $1,587,500 basis (25% of its FMV). Darrell 
could have reduced his estate and gift taxes to 
zero by giving away $630,000 of his stock during 
his lifetime using the gift tax annual exclusion. 
If he gave stock valued at $12,000 to each of 
his 10 children and grandchildren in 2007 and 
2008, and gave stock valued at $13,000 to each 
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Charlotte should give the XYZ stock to Janet. 
Janet’s tax rate on the $20,000 capital gain is 0%. 
The basis in the PQR stock will adjust to Char-
lotte’s DOD (or alternate valuation date) FMV 
and no one will pay income tax on the pre-death 
appreciation.

Transfers for Business Planning

For business planning purposes, taxpayers may 
want to transfer assets used in a trade or business 
during their lifetime. If those business assets have 
a low basis, a sale could trigger a lot of gain. An 
installment sale or a like-kind exchange could 
reduce the income tax impact.

Example 11.32 Installment Sale

Melvin Jasper owns a building that he uses in 
his retail business. The building is I.R.C. § 1250 
property for which Melvin deducted straight-line 
(SL) depreciation. His daughter Melanie is tak-
ing over the business and wants to make some 
improvements to the building. She wants to own 
the building before she makes the improvements. 
An installment sale will allow Melvin to defer rec-
ognition of some of the gain from the sale, and it 
may allow more of the gain to qualify for lower 
tax rates on capital gain. Melanie’s basis in the 
building will be the same as it would be if Melanie 
made a cash purchase.

Depreciation  
Recapture

Depreciation recapture is not eligible for install-
ment reporting. The most common depreciation 
recapture is under I.R.C. § 1245, which treats gain 
on the sale of § 1245 assets as ordinary income to 
the extent of all depreciation claimed on those 
assets. Gain on sale of § 1250 property is subject 
to depreciation recapture only to the extent the 
depreciation claimed exceeds SL depreciation. 
See pages 223–231 of this book for a discussion of 
the depreciation recapture rules.

A disadvantage of an installment sale is that 
amounts due on the installment contract will be 
IRD if Melvin dies before Melanie pays off the 
contract. The rest of the gain must be recognized 
when the remaining payments are received or 
forgiven after Melvin’s death. 

Practitioner
Note

Lifetime Transfers
Taxpayers who have decided to transfer assets 
during their lifetime to save estate taxes, or for 
nontax reasons such as business planning or 
becoming eligible for Medicaid payments, usu-
ally have choices about which assets to transfer 
and how to make the transfer.

Intentionally Defective 
Grantor Trust

An intentionally defective grantor trust meets 
several objectives of many taxpayers.

■■ If the transfer to the trust meets the Med-
icaid requirements, the assets in the trust 
do not reduce the taxpayer’s eligibility for 
Medicaid.

■■ The trust’s income is taxed at the grantor’s 
income tax rates rather than the trust’s 
tax rates, which are usually higher than 
the grantor’s rates.

■■ The grantor pays the income tax on the 
trust income, which reduces the grantor’s 
taxable estate.

■■ The assets in the trust are included in the 
grantor’s taxable estate, which adjusts 
the income tax basis in those assets to the 
FMV on the DOD (or alternate valuation 
date).

Lifetime Gifts

Taxpayers who have a choice of assets to give 
away should choose the available assets with the 
least built-in gain. By waiting until death to trans-
fer assets with the most built-in gain, they can 
maximize the advantage of the tax-free step-up 
in basis on the assets they still own when they die.

Example 11.31 Give High-Basis Assets

Charlotte Safire plans to give her daughter Janet 
$100,000 to help her buy her first house. Janet’s 
2012 taxable income is $20,000 below the top 
of her 15% federal income tax bracket. Because 
Janet will pay less tax on capital gains than Char-
lotte, Charlotte plans to give appreciated stock to 
Janet so that Janet can sell the stock and pay the 
tax on the gain.

Charlotte has $100,000 of PQR stock with a 
$40,000 income tax basis and $100,000 of XYZ 
stock with an $80,000 income tax basis. Charlotte 
plans to hold the stock she does not give to Janet 
until she dies.
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estate until his death, his basis in the replacement 
property will adjust to its FMV on Melvin’s DOD 
(or alternate valuation date). 

Example 11.33 Deferred Like-Kind Exchange

If Melvin (from Example 11.32) structured the 
sale of his building as a like-kind exchange, he 
could roll his gain from the building into replace-
ment real estate. If he holds the replacement real 

Example 11.34 Gift-Splitting Election

During 2012, Jeremy Allen gave his son Jacob a 
parcel of land with a $125,000 adjusted basis and 
a $200,000 FMV. He gave his daughter Marcy 
$100,000 cash. Jeremy was married to Meredith 
for the entire year, and neither he nor Meredith 
made any other gifts during the current year or 
any taxable gifts in prior years.

Jeremy and Meredith elected gift splitting. 
Because the gifts exceed twice the value of the 
annual exclusion and each spouse will use some 
of the unified credit, Jeremy and Meredith must 
each file a Form 709 reporting the gift amounts 
shown in Figure 11.6. Each spouse can use a 
$13,000 annual exclusion for each donee. 

Preparation of Form 709 begins with Sched-
ule A (Form 709) on page 2. Taxable gifts are rec-
onciled on page 3, and the total is transferred to 
page 1. Jeremy’s completed Form 709 is shown in 
Figure 11.7. Meredith signs line 18 in Part I of Jer-
emy’s return as the consenting spouse. Meredith 
must file a matching Form 709, with Jeremy sign-
ing as the consenting spouse. Both gift tax returns 
should then be mailed in the same envelope.

GIFT-SPLITTING ELECTION This topic explains the rules for spouses to 
elect to split a gift so that it is treated as if each spouse gave one-half of it.

Married taxpayers may agree to treat all gifts 
made to third parties by either spouse during the 
calendar year as made one-half by each spouse 
if they meet all four of the following conditions 
[I.R.C. § 2513]:

1. The taxpayers are married to each other at 
the time of the gift.

2. If the marriage ends (such as by divorce or 
death) after the gift is made, neither spouse 
remarries before the end of the year.

3. Neither taxpayer is a nonresident alien at the 
time of the gift.

4. Neither spouse has a general power of 
appointment over the property transferred.

A spouse’s consent to gift splitting is effec-
tive for the entire calendar year; it applies to all 
gifts made by either spouse during the year. The 
liability for the entire gift tax is joint and sev-
eral. The executor for a deceased spouse or the 
guardian for a legally incompetent spouse may 
sign the consent.

Separate Returns Required

Married taxpayers may not file a joint gift tax 
return. For gift splitting of taxable gifts to be valid, 
each spouse must file his or her own individual 
gift tax return, and the consenting spouse must 
sign the consent. In the instructions for Form 709, 
the IRS recommends that the couple’s gift tax 
returns be filed together (in the same envelope) 
to help the IRS process the returns and to avoid 
correspondence.
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FIGURE 11.6 Calculation of Gift Tax with Gift Splitting

Gift FMV Jeremy (50%) Meredith (50%)

Gift to Jacob Land $200,000 $100,000 $100,000

Gift to Marcy Cash $100,000 50,000 50,000

Total 2012 gifts from each spouse $150,000 $150,000 

Annual exclusions (2 × $13,000) (  26,000) (  26,000)

2012 taxable gifts  $124,000 $124,000 

    

Gift tax on 2012 taxable gifts:  
$23,800 + [30% × ($124,000 – $100,000)] $  31,000 $  31,000

Unified credit used (  31,000) (  31,000)

Gift tax paid  $            0  $           0

    

FIGURE 11.7 Form 709 Completed for Split Gifts 
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FIgure 11.7 Form 709 Completed for Split Gifts (continued)
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Example 11.35 Split Gift Election

During 2012, Donna Noe made a $20,000 cash 
gift to her daughter, Heather. Donna is married 
to Charles for the entire year, and this gift is the 
only gift that either spouse made during the year. 
Because Donna made a nonexcludable gift dur-
ing the year, Donna is required to file a gift tax 
return. Because the gift is less than $26,000 (twice 
the $13,000 annual exclusion amount for 2012), 
Charles is not required to file his own Form 706 
if the couple elects gift splitting, but he must sign 
Donna’s return as the consenting spouse. 

Community Property 

A gift of community property is a gift of 50% of 
the property by each spouse—it is not a split gift. 
If the total of all gifts for 2012 from each spouse 
to each donee is $13,000 or less, neither has to file 
a gift tax return.

Example 11.36 Community Property

The facts are the same as in Example 11.35, 
except that the $20,000 cash gift was commu-
nity property. Donna and Charles each made a 
$10,000 gift to Heather, and neither is required to 
file a gift tax return.

Practitioner
Note

Exception to Two Returns

The Form 709 instructions require only one 
spouse to file a gift tax return if either of the fol-
lowing exceptions to the two-return rule applies. 
The consenting spouse still signs the donor 
spouse’s return to make the gift-splitting election.

Exception 1
All three of the following criteria are met for gifts 
made during the calendar year:

1. Only one spouse made any nonexcludable 
gifts.

2. The value of the donor spouse’s gifts to each 
third-party donee does not exceed twice the 
annual exclusion ($26,000 for 2012, because 
that is 2 × $13,000).

3. All of the gifts are of a present interest.

Exception 2
All three of the following criteria are met for gifts 
made during the calendar year:
1. Only one spouse (the donor spouse) made 

nonexcludable gifts of more than the annual 
exclusion amount but not more than twice 
the annual exclusion amount to any third-
party donee.

2. The only gifts the other spouse (the consenting 
spouse) made are gifts that do not exceed the 
annual exclusion amount, and these gifts 
were made to different third-party donees 
than those to whom the donor spouse made 
gifts.

3. All of the gifts are of a present interest.

Gift Splitting Reduces 
Total Taxable Gifts

By taking advantage of the gift-splitting election, 
one spouse may use the annual exclusion of both 
spouses for each donee, reducing the total taxable 
gift to each third-party donee by the additional 
annual exclusion amount ($13,000 for 2012).

Practitioner
Note
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such shifting. However, taxpayers also need to be 
aware of the restrictions on allocations to family 
members who are not active in the FLP business; 
these restrictions are included in I.R.C. § 704.

Gifting
Gifts of partnership interests generally qualify for 
the I.R.C. § 2503 annual exclusion ($13,000 per 
person for 2012). An FLP facilitates the transfer 
of a large investment by allowing the gift amount 
to be divided without fractionalizing the title to 
the underlying asset(s). This may reduce transfer 
costs, especially if an asset is collateral for debt. 
Ownership by an FLP may also be an attrac-
tive alternative to owning real estate as tenants 
in common, because the common tenants gen-
erally have the right to partition the property if 
they have a major disagreement with the other 
owners.

Control
An FLP allows a measure of control that is not 
available if property is gifted or sold outright. The 
FLP agreement can specify how management or 
investment decisions are made. Control does not 
necessarily follow ownership interest, but it could 
do so at the discretion of those establishing the 
FLP. Because the underlying assets are owned by 
the FLP, the family does not have to worry about 
how an individual family member might use his 
or her share of the assets. The FLP agreement can 
control distributions of current earnings as well as 
proceeds for the liquidation of an owner’s interest 
in the FLP.

Creditor Protection
An FLP can protect the FLP’s assets from credi-
tors of one of the owners but not from creditors of 
the company itself. If a partner defaults on a debt, 
the creditor is generally granted a charging order 
that allows the creditor to receive any distribu-
tions owed to the debtor-owner. But under most 
FLP agreements, the creditor cannot step into 
the shoes of the debtor-owner unless the other 

FAMILY LIMITED PARTNERSHIPS This topic explores the challenges 
and opportunities of using a family limited partnership to meet the income 
tax management, estate planning, and business succession needs of taxpayers 
with large estates.

Taxpayers with large estates often use business 
entities such as limited partnerships, limited 
liability companies (LLCs), and S corporations 
to accomplish a variety of business, investment, 
income tax planning, and estate planning objec-
tives. A family limited partnership (FLP) is a lim-
ited partnership that is owned by members of 
one family. However, other business entities can 
accomplish many of the same objectives, and the 
term family limited partnership is used in this dis-
cussion to refer to any business entity owned by 
members of one family.

Family Objectives

Family members may have differing goals, and 
these goals may change over time. The FLP for-
mat allows asset control, ownership, and income 
taxes to be handled separately (within limits) 
to meet these family needs. The structure can 
be designed to provide for differences between 
senior and junior groups, to control spendthrifts, 
and to allow a mechanism for future realign-
ments, with more certainty for the family than a 
will and more flexibility than an irrevocable trust.

Business Succession
Families with successful businesses may form an 
FLP to facilitate the smooth transfer of ownership 
and management to the next generation. Family 
members who are not involved in the business 
may have an ownership interest that provides 
them with a share of the annual income and per-
haps a share of the business’s appreciation in 
value. Those involved in the business can retain 
control over business decisions.

Income Tax Management
An FLP can shift income (and any related tax) 
to individuals in lower tax brackets. The flatten-
ing of the tax rate structure and the expansion 
of the kiddie tax [I.R.C. § 1(g)] have reduced, but 
not eliminated, opportunities for tax savings from 
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partners agree. Thus, the creditor is not entitled 
to vote or force the liquidation of assets.

The courts have sometimes forced an owner 
to sell his or her FLP interest. The FLP agreement 
may include buy-sell and current distribution 
provisions that make such purchases unattract-
ive. However, even if an owner’s creditors force 
the sale of the owner’s interest in the FLP, the 
underlying assets and the business they support 
remain intact.

Additional Considerations
FLPs can provide investment diversification for 
all family members. If some members of the 
junior generation are involved in the business 

and others are not, all assets can be pooled in an 
FLP rather than the parents transferring the busi-
ness assets to those involved in the business and 
the liquid assets to those outside the business. The 
FLP agreement can give appropriate controls to 
the business operators to ensure that they can run 
the business unhindered by the nonbusiness fam-
ily members, while the parents have less concern 
about leaving the truly valuable portion of their 
assets to one group of beneficiaries to the detri-
ment of the others.

FLP Advantages and Disadvantages

Advantages

■■ Business assets and investments can be 
managed by professionals.

■■ Family members can pool their current 
and future assets for more efficient invest-
ment management.

■■ Family assets can be controlled in one 
entity.

■■ Assets can be protected from creditors and 
from divorce settlements.

■■ It is easier to make periodic gifts to imple-
ment gift and estate tax planning.

■■ The partnership accounting rules allow 
flexibility.

■■ The FLP encourages family cohesive-
ness and encourages family members to 
become involved in the family business.

■■ The FLP provides training for the next 
generation of executives.

■■ Mechanics are in place for arbitration or 
for dissolution in an orderly manner if 
there are disputes.

Disadvantages

■■ They have a complex structure.
■■ They require expert professional assis-
tance to set up and manage.

■■ Formalities and terms of the partnership 
agreement must be observed.

■■ Business flexibility is reduced.
■■ Restrictions on lack of marketability may 
complicate future changes in the form of 
business organization.

■■ They may impair efforts to raise capital 
for expansion. Potential lenders and inves-
tors may be put off by the illiquidity of the 
business.

■■ Valuation discounts raise a red flag to the 
IRS. Costly litigation with the IRS is likely.
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interest in the partnership—does not meet this 
safe harbor requirement.

3. The transferee must be the real owner of the 
partnership interest. Treas. Reg. § 1.704-
1(e)(1) requires that the transferee partner 
acquire dominion and control in a bona fide 
transaction based on facts and circumstances.

Indicia of Ownership

The first two parts of the safe harbor are relatively 
quantifiable. The third part requires careful plan-
ning far in advance of death. Factors to consider 
in determining whether ownership has been 
transferred include these six questions:

1. Do the legal documents indicate that the trans-
feree is a partner, and has the transferee 
acknowledged receipt in that capacity? Sign-
ing the partnership agreement or having a 
signed copy of a bill of sale or documentation 
of a gift is recommended [Treas. Reg. § 1.704-
1(e)(2)(i)]. Existence of a partnership agree-
ment is a good starting point.

2. Does the transferee partner have rights to 
participate in management, receive current 
distributions, or dispose of the capital interest 
that are within the range of normal partner-
ship relationships? If one right is diminished 
(as in a limited partnership interest), the rights 
to liquidation and income become more 
critical.

3. Does the transferor retain greater rights to 
distributions of partnership income or man-
agement of the business than those granted 
to persons with a similar interest in the 
partnership?

4. Do the individuals behave as fellow partners and 
present themselves and their partnership to 
the public as such? The public includes their 
customers and vendors.

5. If the transferee is a minor, is he or she capable 
of participating in partnership activities on an 
equal basis with the adult partners? Distri-
butions made to a minor to pay the parent’s 
legal obligations with respect to the child are 
considered used for the parent’s benefit. This 
reclassification could result in inadequate dis-
tributions to the child, and as a result the child 
may not be recognized as a partner.

Family Partnership Rules

Family partnership rules determine whether an 
entity taxed as a partnership will be recognized for 
income tax purposes. These rules first determine 
whether there is a partnership, then which fam-
ily members are partners, and finally whether the 
allocations of profits and losses will be respected.

Is There a Partnership?
The issue of the partnership’s existence can be 
raised if the partnership lacks a business pur-
pose. Managing investments is considered a valid 
business purpose. The IRS frequently questions 
the existence of a business purpose if the FLP is 
formed shortly before the general partner’s death.

Who Are the Partners?
I.R.C. § 704(e)(1) provides a safe harbor for deter-
mining whether a family member is a partner if 
he or she receives an interest in a partnership by 
purchase, gift, or contribution of property previ-
ously acquired by gift or purchase from a fam-
ily member. For this purpose, family members 
include the taxpayer’s spouse, ancestors, and lin-
eal descendants. Aunts, uncles, siblings, and in-
laws do not count as family members. The safe 
harbor can be replaced by an analysis of facts and 
circumstances that convinces the IRS that the 
partnership does not violate the anti-abuse rules 
in Treas. Reg. § 1.107-2.

Three-Part Safe Harbor

Under the safe harbor, the transferee is recog-
nized as a partner if three criteria are met:

1. Capital is a material income-producing factor. In 
general, the business must need investments 
in inventory, plant, or equipment. Treas. 
Reg. § 1.704-1(e)(1)(iv) provides that capital 
is also a material income-producing factor if a 
substantial portion of the partnership’s gross 
income is due to capital. A partnership with 
primarily personal service income does not 
meet this safe harbor requirement.

2. The transferred interest is a capital interest—an 
interest that gives the owner a right to liqui-
dation proceeds as of the date of transfer. A 
profits interest—a right to future profits of the 
partnership that is not aligned with a capital 
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estate and gift taxes by obtaining substantial dis-
counts to asset values based on minority interests 
and lack of marketability.

Discounts Have 
Decreased

The cases discussed later in this section illustrate 
that the IRS has successfully challenged excessive 
discounts of the value of interests in FLPs. That 
success has reduced the typical valuation dis-
count from a range of 45%–60% to a range of 
25%–30%.

1. Minority interest discounts are based on the 
premise that a person who owns a minor-
ity interest in a business cannot control it; 
therefore, the value of the minority interest is 
usually less than the value of the underlying 
assets. 

2. Lack-of-marketability discounts arise because 
the transfer of interests in LLCs and FLPs 
is usually restricted through buy-sell agree-
ments or other means that reduce the value of 
the interest in the business below the market 
value of the underlying assets. 

LLCs and FLPs have been heavily promoted 
as a means for reducing estate taxes. The resulting 
scrutiny by the IRS affects all closely held family 
businesses, particularly those that use an FLP or 
LLC structure. The IRS has used several Internal 
Revenue Code provisions to attack the valuation 
of these transfers, as shown in Figure 11.8.

Reserved Voting Rights
Although the Supreme Court decision in United 
States v. Byrum, 408 U.S. 125 (1972), involved 
shares in corporations, the court’s analysis of 
the application of I.R.C. § 2036(a) is relevant to 
transfers of interests in FLPs and LLCs where the 
donor retains control. 

Byrum involved the transfer of stock in three 
unlisted corporations that Milliken Byrum con-
trolled. Byrum transferred the stock to an irre-
vocable trust managed by a corporate trustee  
(a bank) for the benefit of his children. The trustee 
was authorized in its “absolute and sole discre-
tion” to pay the income and principal of the trust 
to or for the benefit of the beneficiaries, “with due 
regard to their individual needs for education, 

Observation

6. If the transferee is a trust, is the trust a grantor 
trust in which all income will continue to be 
taxed to the grantor? If it is not a grantor trust, 
is the trustee independent of the grantor, 
participating in the partnership and receiv-
ing appropriate distributions of partnership 
income?

Reasonable Allocations

The anti-abuse provisions in Treas. Reg. § 1.701-
2(b) allow the IRS to recast transactions if it finds 
that the transactions had a principal purpose of 
substantially reducing the present value of the 
partners’ combined federal tax liability in a man-
ner that is inconsistent with Subchapter K. This 
gives the IRS the authority to ensure that income 
allocations reflect the relative ownership and ser-
vice contributions of the partners.

When allocating income to family partner-
ship interests, two rules must be observed:

1. The transferor must receive compensation  
(a guaranteed payment) for services ren-
dered to the partnership.

2. The transferee’s share of partnership income 
must be proportionate to that of the transferor 
based on their relative capital accounts.

These rules apply to family members whether 
the capital interest is purchased, received by gift, 
or acquired by contributing property that was 
gifted by or purchased from family members.

Reallocation Is Only for 
Income Tax Purposes

If the IRS determines that FLP allocations are not 
reasonable, given all the facts and circumstances, 
and it reallocates income based on these safe har-
bor rules, only the income taxation is addressed. 
The FLP agreement about credits to capital 
accounts does not change. It is not clear whether 
this results in additional gifts between the par-
ties, applying the logic of the intentionally defec-
tive grantor trust.

Valuation Discounts

LLCs and FLPs are widely used in estate plan-
ning to maintain business continuity, provide 
for the orderly transfer of businesses, and reduce 

Observation
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The Supreme Court held that Byrum’s 
retention of broad management rights in the 
three corporations did not trigger inclusion of 
the value of the stock in his gross estate under 
I.R.C. § 2036(a)(2) because he was required to 
avoid violating the rights of the minority share-
holders in those corporations. His fiduciary duty 
to those unrelated minority shareholders con-
strained his ability to shift income for reasons 
unrelated to the corporations’ business interests. 

The court also rejected the application of 
I.R.C. § 2036(a)(1) because the decedent had irre-
vocably transferred both the title and the income 
from the shares to the trust. 

Implied Agreement to Retain 
Possession
Estate of Strangi, 417 F.3d 468 (5th Cir. 2005), aff’g 
T.C. Memo. 2003-145, was an important victory 
for the IRS in its efforts to limit the use of FLPs 
and LLCs to reduce estate taxes. Albert Strangi 
died 2 months after an FLP arrangement was 
established. Michael J. Gulig, an attorney and a 
son-in-law of Strangi, held his power of attorney 
and exercised it as Strangi’s health declined. 

Gulig attended a seminar that claimed that 
FLPs could reduce a taxable estate because the 
FLP interests could be valued at less than the 

care, maintenance and support” until the young-
est living child reached age 21. After that, the 
trust was to be divided into separate trusts for 
each child, to terminate when the beneficiaries 
reached 35.

Byrum retained the rights to vote the trans-
ferred stock, to veto any transfer of the stock 
by the trustee, and to replace the trustee with 
another corporate trustee. Byrum owned addi-
tional shares outside the trust, and he retained 
voting control of all three corporations under this 
arrangement. When he died, Byrum owned less 
than 50% of the common stock in two of the cor-
porations, and he owned 59% of the stock in the 
third. With the trust shares, he held the right to 
vote at least 71% of the common stock in each of 
the three corporations. Each corporation also had 
unrelated minority stockholders. 

The IRS asserted that the value of the shares 
held by the trust was includable in Byrum’s gross 
estate under I.R.C. § 2036(a)(2) because voting 
control theoretically allowed him to set dividend 
policy and shift income between the current ben-
eficiaries and those with a remainder interest. The 
IRS further asserted that the value was includable 
under I.R.C. § 2036(a)(1) because his voting con-
trol allowed him to benefit economically from the 
transferred shares for his lifetime. 

FIGURE 11.8 Code Sections Used to Attack Valuations of Family Business Transfers 

I.R.C. Section Description Comments

§ 2035 Adjustments for certain gifts 
made within 3 years of 
death

Includes in the gross estate transfers of property that would have 
been included in the decedent’s estate under I.R.C. §§ 2036, 
2037, 2038 (revocable transfers), and 2042 (life insurance) if the 
property interests had been held until death; gift tax paid on 
such transfers is added back to the gross estate

§ 2036(a)(1) Transfers with retained life 
estate (general rule)

Retained right to possession or enjoyment of property, or income 
from property, that does not in fact end before death

§ 2036(a)(2) Transfers with retained life 
estate (general rule)

Retained right (alone or with others) to designate person with 
right to possession or enjoyment of, or income from, property; 
right to designate does not in fact end before death

§ 2036(b)(1) Transfers with retained life 
estate (voting rights)

Retention of voting rights in a controlled corporation [as 
defined in I.R.C. § 2036(b)(2)] is retention of enjoyment of the 
transferred property for purposes of I.R.C. § 2036(a)(1)

§ 2037(a)(1) Transfers—in trust or 
otherwise—taking effect 
at death (general rule)

Transferee’s possession or enjoyment of property may only be 
obtained by surviving decedent (bona fide sale is an exception)

§ 2037(a)(2) Transfers—in trust or 
otherwise—taking effect 
at death (general rule)

Reversionary interest exceeding 5% of the value of the property 
retained immediately before death* (bona fide sale is an 
exception)

* For transfers prior to October 8, 1949, section applies only to reversions explicitly created by the transfer document
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The IRS asserted that the estate owed an 
additional $2,545,826 in federal estate tax or, in 
the alternative, an additional $1,629,947 in fed-
eral gift tax, because it valued the estate’s interest 
in the SFLP at its asset value of $10,947,343.

The different values are summarized in 
Figure 11.9.

FIGURE 11.9 Values of Strangi Assets

Assets’ value at transfer $  9,932,967

Value within SFLP at death $11,100,922

SFLP value on Form 706 $  6,560,730

IRS’s valuation of SFLP $10,947,343

The estate asserted that I.R.C. § 2036(a) did 
not apply because Strangi did not retain posses-
sion or control (or the right to designate posses-
sion or control) of the transferred assets. It also 
asserted that even if Strangi had retained such 
possession or control, the interests fell within the 
bona fide sales exception to I.R.C. § 2036(a). 

The Fifth Circuit Court of Appeals upheld 
the IRS position, citing three reasons for conclud-
ing that Strangi retained enjoyment of the SFLP 
assets:

1. Strangi continued to use the residence trans-
ferred to the SFLP rent-free.

2. Assets needed for Strangi’s support were 
transferred to the SFLP so that he was left 
without liquid assets.

3. The SFLP paid personal debts and expenses 
on behalf of Strangi and his estate.

No Substantial Business Reason

The IRS conceded that the sale of Strangi’s assets 
to the SFLP was for adequate and full consider-
ation, but it argued that the sale was not bona fide 
because there was no substantial nontax business 
reason for it. The estate asserted several reasons 
for establishing the SFLP, including deterring tort 
litigation by Strangi’s former housekeeper, deter-
ring a will challenge by the children of Strangi’s 
second wife, persuading a corporation to decline 
to serve as co-executor, creating a joint invest-
ment vehicle for the partners, and providing for 
active management of Strangi’s real estate “work-
ing assets.” 

The Tax Court had rejected each of the 
rationales as factually implausible, and the Fifth 

value of the underlying assets. The next day, act-
ing on behalf of Strangi under the power of attor-
ney, Gulig created the Strangi Family Limited 
Partnership (SFLP) and a corporation, Stranco. 

1. He transferred 98% of Strangi’s assets, val-
ued at $9,932,967, into the SFLP in return 
for a 99% limited partnership interest held by 
Strangi. About 75% of these assets were cash 
and securities.

2. He transferred $49,350 of Strangi’s assets to 
Stranco for 47% of its stock.

3. The four Strangi children purchased the 
remaining 53% interest in Stranco stock for 
$55,650, with the other three borrowing the 
needed funds from their sister, Rosalie Gulig. 

4. Gulig then issued a $100,333 check from 
Stranco to purchase the 1% general partner-
ship interest in the SFLP. 

As the sole general partner, Stranco had full 
authority to operate the SFLP. As a limited part-
ner, Strangi had no formal management control 
over the SFLP. The articles of incorporation for 
Stranco named the four Strangi children and 
Strangi as directors. 

The four Strangi children and Gulig met to 
execute corporate bylaws, a shareholder agree-
ment, and an authorization to employ Gulig as 
the manager of Stranco. On the following day, 
the children each donated 100 shares of Stranco 
to the McLennan Community College Founda-
tion, apparently to create an unrelated minority 
shareholder to whom a fiduciary duty was owed. 
(The foundation then held a 1% total interest in 
the corporation.) 

33% Minority/Marketability  

Discount Claimed

Both before and after Strangi’s death, the SFLP 
made various outlays, both monetary and in-
kind, to meet his needs and expenses. When 
Strangi died, the assets held by the SFLP were 
worth $11,100,922 because the value of the secu-
rities had appreciated. His Form 706 estate tax 
return reported his interest in the SFLP as hav-
ing a $6,560,730 DOD value, about $3,000,000 
less than the assets’ value when Gulig transferred 
them to the SFLP 2 months earlier. The valua-
tion report applied a combined 33% minority 
interest discount for lack of marketability and 
lack of control. 
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the actuarially adjusted probability that either 
husband or wife, or both, might die within 3 
years of the transfer, thus triggering additional 
tax under I.R.C. § 2035. They reported a gross 
value of $3,684,639 for their respective shares of 
the gifted interest and reduced that amount by 
the actual federal and state gift taxes that the sons 
agreed to pay as a condition of the gift. They fur-
ther reduced the value by an actuarial value of 
the sons’ contingent obligation to pay the addi-
tional estate tax that would result if the parents 
were to die within 3 years of the valuation date. 
After those adjustments, they reported total gifts 
of $2,475,896 and $2,482,605 respectively. They 
then each claimed $60,000 of annual exclusions 
and a $209,173 charitable contribution deduc-
tion, yielding taxable gifts of $2,206,724 and 
$2,213,432 respectively.

Neither parent died within the 3-year period.
The IRS proposed increases in the tax-

able gifts in the amounts of $3,740,904 and 
$3,730,439, claiming that the couple understated 
the gross value of the gifted interests and improp-
erly reduced the gross value by the actuarial value 
of the sons’ potential obligation to pay additional 
estate taxes. It attacked the valuation using the 
equitable doctrines of form over substance and violation 
of public policy.

Tax Court Smell Test

The case was originally tried in the Tax Court 
before a single judge. That judge ruled that the 
IRS had not met an evidentiary standard, but 
2 years later the chief judge of the Tax Court 
ordered a rehearing by the full Tax Court. The 
majority sided with the IRS, and the trial judge 
who originally heard the case wrote a blistering 
dissent: “Undaunted by the facts, well-estab-
lished legal precedent, and respondent’s failure 
to present sufficient evidence to establish his 
determinations, the majority allow their olfaction 
to displace sound legal reasoning and adherence 
to the rule of law.” The Fifth Circuit stated that it 
could not improve on this sentence, as it issued a 
highly critical opinion reversing the Tax Court 
decision.

Although the factual pattern was complex, 
there were essentially only two issues:

1. Whether the dollar value formula used by the 
taxpayers to value the FLP interests was an 
appropriate valuation method

Circuit affirmed that there was no substantial 
nontax business reason for the transfer of the 
assets to the SFLP.

Contingent Risk 
Succession of McCord, Jr. v. Commissioner, 461 F.3d 
614 (5th Cir. 2006), rev’g 120 T.C. 358 (2003), 
involved gifts of FLP interests by an octogenar-
ian married couple to their four adult sons and to 
charities.

McCord Interests Ltd., LLP (MIL) was estab-
lished as a limited partnership in which the sons 
were general partners and the parents and an 
existing ordinary partnership owned by the sons 
were limited partners. About 65% of the MIL 
assets consisted of marketable securities; 30% 
were interests in real estate limited partnerships; 
and the remaining 5% were direct real estate 
holdings, interests in oil and gas partnerships, and 
other oil and gas interests. The total value of the 
property contributed to MIL was $14,952,384. 

About 5 months after MIL was formed, the 
parents transferred a $20,000 interest to a school 
foundation that was a tax-exempt organization. 
About 2 months after that, the parents assigned 
all of their remaining interests in MIL—about 82% 
of the FLP—in specific dollar amounts of value to 
trusts for their grandchildren, to their sons, and to 
a tax-exempt symphony, with a community foun-
dation named to receive any remaining value. 
The grandchildren’s trusts were to be funded to 
the extent of the McCords’ generation-skipping 
transfer tax exemptions, the sons were to receive 
$6,910,932.52, and the symphony was to receive 
$134,000 of MIL’s value. The sons agreed to pay 
all transfer taxes resulting from the transaction, 
including the estate tax liability that would arise if 
one or both parents died within 3 years after the 
assignments.

A subsequent confirmation agreement trans-
lated the dollar value of each gift made under the 
assignment agreement into percentages of inter-
ests. Less than 6 months after the assignment, 
MIL redeemed the interests of the symphony 
and the community foundation for $338,967 and 
$140,041, pursuant to a call option in the partner-
ship agreement.

Actuarial Probability of Death 

When filing their gift tax returns, the McCords 
discounted the value of the gifts to their sons by 
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Look at Facts on Date of Gift

In holding for the taxpayers, the Fifth Circuit 
made several points relevant to valuations: 

1. The Tax Court improperly relied upon the 
ultimate disposition of the property by the 
donees. Absent proof of collusion or implied 
agreements between the donors and donees, 
valuation must be determined solely on the 
facts as they existed on the date of the gift. 

2. A contingent tax liability, that if matured 
would constitute a lien on the donated prop-
erty, is fairly included in the valuation of that 
property. 

3. The taxpayer’s method of valuation may not 
be set aside unless it is proven to be contrary 
to law or fails to accurately represent value. 

Implicit in the Fifth Circuit opinion is the 
notion that contingent events are inherently 
difficult to value and that a good faith, nonabu-
sive effort to value assets that are subject to such 
contingencies should not be lightly set aside by  
the IRS. 

Although no two cases involving transfers 
of interests in FLPs and LLCs are the same, and 
contradictory case law certainly exists, there are 
some common patterns that a practitioner can 
use to determine whether a transfer and valuation 
discounts are likely to generate scrutiny and, if so, 
whether the taxpayer’s valuations and determina-
tion of tax are likely to be sustained. Figure 11.10 
illustrates some of these key points.

2. Whether discounting the sons’ interests for 
the contingent risk of additional estate tax 
under I.R.C. § 2035 was appropriate 

The parties stipulated that the IRS bore the 
burden of proof under I.R.C. § 7491, because the 
taxpayers produced credible evidence. Among 
the points that Succession of McCord illustrates is the 
importance of burden of proof in deciding factu-
ally complex cases.

Standard of Review 

The Fifth Circuit noted that the standard of review 
in Succession of McCord was not a simple matter. 
Conclusions of law are de novo, with the appel-
late court substituting its judgment for that of 
the Tax Court. Although valuations are generally 
questions of fact, valuations often require conclu-
sions of law that are subject to de novo review. 

The Fifth Circuit held that de novo review 
applies to questions of both state and federal law 
that pertain to the determination of the nature 
of the property interests transferred and the 
nature of the contractual relationships between 
the donors and the donees. Issues of pure fact as 
related to valuation are reviewed for clear error. 

An understanding of the standard of review is 
critical to any practitioner advising clients where 
litigation with the IRS is probable. Practitioners 
who are not attorneys should involve an experi-
enced tax litigation attorney in structuring these 
transactions to ensure that they can withstand 
litigation.

Practitioner
Note
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neither being under any compulsion to buy or to 
sell and both having reasonable knowledge of rel-
evant facts.” The regulations note that the price in 
a forced sale is not the property’s value.

The date for valuing a gift is the date the 
gift is complete—when the donor no longer exer-
cises dominion and control over the property. 
If dominion and control is relinquished prior to 
death, the date control is relinquished is the valu-
ation date for gift tax purposes. If dominion and 
control is not relinquished prior to the donor’s 
death, the incomplete gift is valued as part of 
the decedent’s estate at its FMV on the date of 
death (DOD) or alternate valuation date [I.R.C. 
§ 2036]. If property substantially appreciates in 
value from the date of an incomplete transfer 
until the DOD, the gift and estate tax burden may 
also increase substantially.

The valuation of charitable contributions 
does not have a significant impact on a taxpay-
er’s gift taxes because the full value is a gift tax 
deduction under I.R.C. § 2522 and therefore is 

APPRAISALS This topic discusses the role of appraisals in complying with 
tax rules for gifts and inheritances.

Estate and gift tax rules require taxpayers to 
prove the value of assets and debts transferred 
by gift or upon death. For some transfers, the 
Internal Revenue Code or regulations require a 
qualified appraisal; for others, they require only an 
appraisal. When a transfer does not require an 
appraisal, taxpayers still have to prove the value 
of the asset, and they may choose to obtain an 
appraisal to meet that burden of proof.

Valuation in General

The valuation rules for gifts and inheritances are 
identical, but they are spelled out in separate 
Internal Revenue Code sections and Treasury 
regulations.

Gifts
Treas. Reg. § 25.2512-1 defines value as “the price 
at which such property would change hands 
between a willing buyer and a willing seller, 

FIGURE 11.10 Sustainability of Valuations for Transferred FLP and LLC Interests

Factors Disfavoring Taxpayer Factors Favoring Taxpayer

Deathbed creation Created as part of an ongoing business operation

Assets needed for basic living expenses are included  
in transfer

Personal assets are excluded and adequate assets for 
the taxpayer’s support are kept outside of the FLP/
LCC

FLP/LLC and personal assets are commingled FLP/LLC and personal assets are kept strictly separate

FLP/LLC formalities are not observed FLP/LLC formalities are strictly observed

Assets are primarily passive investments not requiring 
active management

Assets require active management

There is no substantial business purpose that is  
non–tax based, and no pooling of family members’ 
assets

Substantial non–tax-based business purposes, including 
the pooling of family members’ assets to better 
capitalize business, promote better decision making, 
and transition control

Valuation is conducted by inexperienced appraiser/
evaluator without proper expertise/certifications

Valuation is conducted by an experienced appraiser or 
team with all proper licenses and certifications for 
the type(s) of property to be evaluated

Valuation is poorly documented Valuation is documented in detail

FLP/LCC is set up by promoter without proper 
credentials or through use of a widely marketed 
template

FLP/LCC is set up by an attorney or attorneys licensed 
in the proper jurisdiction(s) with experience in such 
transfers

Transferor attempts to retain control/income; too  
much control retained

Transferor transfers control/income, with only limited 
equity/control retained
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6. Annuities, interests for life or term of years, 
and remainder or reversionary interests—
Treas. Reg. § 20.2031-7

7. Certain life insurance and annuity con-
tracts; shares in an open-end investment 
company—Treas. Reg. § 20.2031-8

8. Other property—Treas. Reg. § 20.2031-9

Local Tax Assessment 
Value Not Conclusive

Treas. Reg. § 20.2031-1(b) states, “Property shall 
not be returned at the value at which it is assessed 
for local tax purposes unless that value represents 
the fair market value as of the applicable valua-
tion date.”

Reasons for Appraisals

Appraisals play a role in two tax provisions that 
affect gifts and inheritances: 

1. Avoiding the penalty for understating estate 
or gift taxes 

2. Starting the running of the statute of limita-
tions for estate and gift tax assessment

Penalty for Understating Taxes
I.R.C. § 6662(a) imposes a penalty on taxpayers 
who underreport taxes, including estate or gift 
taxes. 

1. The penalty is 20% of the underpaid tax if the 
value of the property reported on an estate or 
gift tax return is a substantial valuation under-
statement (65% or less of the property’s FMV) 
[I.R.C. § 6662(g)(1)]. 

2. The penalty is increased to 40% of the under-
paid tax if the value of the property reported 
on an estate or gift tax return is a gross valua-
tion understatement (40% or less of the prop-
erty’s FMV) [I.R.C. § 6662(h)(1) and (2)(C)]. 

3. A de minimis rule eliminates the penalty if 
the underpaid tax resulting from the valua-
tion understatement is $5,000 or less [I.R.C. 
§ 6662(g)(2)].

Practitioner
Note

not included in taxable gifts. However, the tax-
payer must prove the value of the charitable con-
tribution to determine the income tax charitable 
contribution deduction.

Inheritances
The executor of an estate may have to prove the 
DOD (or alternate valuation date) FMV of assets 
owned by a decedent for a variety of purposes. 

1. For estate tax purposes, the executor must be 
able to prove the FMV to calculate the estate 
tax that is due or to show that no estate tax is 
due. 

2. For probate purposes, the executor may need 
to prove the FMV to probate the estate. 

3. The beneficiaries who receive the assets must 
know the DOD (or alternate valuation date) 
FMV to establish their income tax bases in 
the assets for calculating depreciation and 
gain or loss in a subsequent sale of the assets.

Treas. Reg. § 20.2031-1(b) states,

The value of every item of property 
includable in a decedent’s gross estate 
under sections 2031 through 2044 is its fair 
market value at the time of the decedent’s 
death except that if the executor elects the 
alternate valuation method under section 
2032, it is the fair market value thereof at 
the date, and with the adjustments, pre-
scribed in that section. The fair market 
value is the price at which the property 
would change hands between a willing 
buyer and a willing seller, neither being 
under any compulsion to buy or to sell 
and both having reasonable knowledge 
of relevant facts.

The specific rules for valuing particular kinds 
of property are found in the following regulations:

1. Stocks and bonds—Treas. Reg. § 20.2031-2
2. Interes ts  in  businesses—Treas .  Reg. 

§ 20.2031-3
3. Notes—Treas. Reg. § 20.2031-4
4. Cash on hand or on deposit—Treas. Reg. 

§ 20.2031-5
5. Household and personal effects—Treas. Reg. 

§ 20.2031-6
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and good faith ordinarily is not indicated 
by the mere fact that there is an appraisal 
of the value of property. Other factors to 
consider include the methodology and 
assumptions underlying the appraisal, the 
appraised value, the relationship between 
appraised value and purchase price, the 
circumstances under which the appraisal 
was obtained, and the appraiser’s rela-
tionship to the taxpayer or to the activity 
in which the property is used.

Therefore, although an appraisal is not 
required to avoid the penalty for understating 
estate and gift taxes, an independent, professional 
appraisal can be a factor in showing reasonable 
cause. Obtaining a qualified appraisal from a quali-
fied appraiser is one way to show that the taxpayer 
made a reasonable effort to assess the proper tax 
liability.

Statute of Limitations
The general rule in I.R.C. § 6501(a) requires the 
IRS to assess or begin a proceeding in court to 
collect taxes, including estate and gift taxes, 
within 3 years after a tax return was filed. How-
ever, if a transfer tax return omits more than 25% 
of the gross estate or the total amount of gifts 
made during the year, the statute of limitations 
for assessment is 6 years after the return is filed 
[I.R.C. § 6501(e)(2)]. If the taxpayer does not file 
a return, files a false or fraudulent return, or will-
fully attempts to defeat or evade taxes, the IRS 
can assess a tax or begin a proceeding to collect a 
tax liability at any time [I.R.C. § 6501(c)].

Return Filed  
by Another Taxpayer

Returns filed by one taxpayer do not start the 
statute for another taxpayer. For example, an 
estate tax return does not start the statute of lim-
itations for determining an heir’s basis in prop-
erty acquired from the decedent. That statute of 
limitations starts when the heir files a return that 
uses the basis, such as in deducting depreciation, 
reporting a gain or loss from a sale, or reporting 
a carryover basis in a like-kind exchange or invol-
untary conversion.

Practitioner
Note

Whether to Spend 
Money on an Appraiser

Practitioners must often counsel their clients on 
whether to spend money on an appraiser to deter-
mine the value of a gift or a transfer at death. 
This section discusses the appraisal requirements 
for gifts and inheritances. However, if the valua-
tion of the assets transferred does not affect gift 
or estate tax liability, then running the statute 
of limitations may not be worth the cost of an 
appraisal. 

For example, if the total lifetime gifts and the 
total transfers at death cannot exceed the appli-
cable exclusion amount ($5,120,000 for 2012), 
regardless of the value placed on them by the IRS, 
there may not be a need for an appraisal. The cost 
of an appraiser for gifts making use of the annual 
exclusion ($13,000 for 2012) can be spread over 
two gifts if the appraisal is done in December of 
Year 1 for gifts made in December of Year 1 and 
January of Year 2.

Even if there are no estate tax consequences 
to the value of property transferred at death, the 
cost of an appraisal may be warranted to estab-
lish the beneficiaries’ income tax basis in the 
property.

Taxpayers can avoid the I.R.C. § 6662 pen-
alty if they show there was a reasonable cause for 
the understatement and that they acted in good 
faith [I.R.C. § 6664(c)]. For income tax charitable 
contribution deduction purposes, I.R.C. § 6664(c)
(3)(A) states that a taxpayer cannot show reason-
able cause for an overvalued charitable donation 
unless the taxpayer obtained a qualified appraisal. 
There is no equivalent requirement to invoke the 
reasonable cause exception for an understate-
ment of estate or gift taxes.

However, a reliable appraisal can play a role 
in meeting the reasonable cause requirements if 
the IRS determines that estate or gift tax liabil-
ity was understated. Treas. Reg. § 1.6664-4(b)(1) 
states,

The determination of whether a taxpayer 
acted with reasonable cause and in good 
faith is made on a case-by-case basis, tak-
ing into account all pertinent facts and 
circumstances . . . Generally, the most 
important factor is the extent of the tax-
payer’s effort to assess the taxpayer’s 
proper tax liability . . . Reasonable cause 
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number, and reporting the mean between 
the highest and lowest quoted selling 
prices for the security on the applicable 
valuation date.

Example 11.37 Publicly Traded Stock

Daddy Warbucks transferred 100 shares of com-
mon stock of XYZ Corporation to his daughter, 
Annie. The common stock of XYZ Corporation 
is actively traded on a major stock exchange. 
For gift tax purposes, the FMV of one share of 
XYZ common stock on the date of the trans-
fer, based on the mean between the highest and 
lowest quoted selling prices, is $150. Daddy 
reported the $15,000 (100 × $150) gift on Form 
709 for the year of the gift. The return included 
the date of the transfer, stated that XYZ stock is 
publicly traded, identified the stock exchange 
on which XYZ is traded, listed XYZ’s CUSIP 
number, and listed the mean between the high-
est and lowest quoted selling prices for the date 
of transfer.

Daddy has adequately disclosed the transfer. 
Therefore, the I.R.C. § 6501 period of assessment 
for gift tax on the transfer will run from the time 
the return is filed. 

b. If an interest in an entity (such as a corpo-
ration or partnership) that is not actively 
traded is transferred, any discount claimed 
in valuing the interests in the entity or 
any assets owned by such entity must be 
described.

c. If the value of the entity or of interests in 
the entity is properly determined based 
on the net value of the entity’s assets, an 
attached statement must disclose the FMV 
of 100% of the entity without regard to 
any discounts, the percentage of the entity 
that is being transferred, and the FMV of 
the transferred interest as reported on the 
return.

d. If 100% of the value of the entity is not 
disclosed, the taxpayer bears the burden 
of demonstrating that the entity’s FMV is 
properly determined by a method other 
than a method based on the net value of 
the assets held by the entity.

e. If the entity that is the subject of the transfer 
owns an interest in another non–actively 
traded entity (either directly or indirectly), 

Adequate Disclosure of Gift
Treas. Reg. § 301.6501(c)-1 says the statute of lim-
itations does not begin to run if a transfer of prop-
erty is not adequately disclosed on Form 709 or 
on a statement attached to the return. A transfer 
is adequately disclosed only if “it is reported in a 
manner adequate to apprise the Internal Revenue 
Service of the nature of the gift and the basis for 
the value so reported.” Transfers are adequately 
disclosed if the return (or a statement attached to 
the return) provides the following information:

1. A description of the transferred property and 
any consideration received by the transferor

2. The identity of, and relationship between, the 
transferor and each transferee

3. If the property is transferred in trust, the 
trust’s tax identification number (TIN) and a 
brief description of the terms of the trust, or 
in lieu of a brief description of the trust terms, 
a copy of the trust instrument

4. A statement describing any position taken 
that is contrary to any proposed, temporary, 
or final Treasury regulations or revenue rul-
ings published at the time of the transfer [see 
Treas. Reg. § 601.601(d)(2)]

5. Either an appraisal that meets the require-
ments described later in this topic or a detailed 
description of the method used to determine 
the FMV of the transferred property, includ-
ing any financial data (for example, balance 
sheets with explanations of any adjustments) 
that were used in determining the value of the 
interest; any restrictions on the transferred 
property that were considered in determining 
its FMV; and a description of any discounts 
(such as discounts for blockage, minority or 
fractional interests, and lack of marketability) 
claimed in valuing the property
a. Adequate disclosure for a transfer of 

securities that are actively traded on an 
established exchange (such as the New 
York Stock Exchange, the American 
Stock Exchange, the NASDAQ National 
Market, or a regional exchange in which 
quotations are published on a daily basis, 
including recognized foreign exchanges) 
requires naming the exchange where the 
property is traded, providing the secu-
rity’s CUSIP (Committee on Uniform 
Securities Identification Procedures) 
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For example, a salary paid to a family member 
employed in a family-owned business is treated 
as adequately disclosed for gift tax purposes if the 
salary is properly reported by the business and 
the family member on their income tax returns. 

Any other completed transfer (such as an 
intra-family sale of property) that is reported on 
an income tax return as not constituting a gift is 
considered adequately disclosed for gift tax pur-
poses only if the information listed earlier as items 
1–4 under “Adequate Disclosure” is provided on, 
or attached to, a gift tax return and the taxpayer 
includes an explanation of the reason the transfer 
is not a gift.

Incomplete Transfers

Adequate disclosure of a transfer that is reported 
as a completed gift on a gift tax return will start 
the running of the statute of limitations for assess-
ment of gift tax, even if the transfer is ultimately 
determined to be an incomplete gift.

For example, if an incomplete gift is reported 
as a completed gift on the gift tax return and is 
adequately disclosed, the period for assessment 
of the gift tax will begin to run when the return is 
filed. Once the period of assessment for gift tax 
expires, the transfer will be subject to inclusion 
in the donor’s gross estate for estate tax purposes 
only to the extent a completed gift would be so 
included.

On the other hand, if the transfer is reported 
as an incomplete gift (whether or not adequately 
disclosed), the period for assessing a gift tax with 
respect to the transfer will not start to run even 
if the transfer is ultimately determined to be a 
completed gift. In that situation, the gift tax with 
respect to the transfer may be assessed until 3 
years after the donor files a return with adequate 
disclosure that reports the transfer as a com-
pleted gift.

Split Gifts

If a husband and wife elect to treat a gift made to 
a third party as made one-half by each spouse, the 
gift deemed to be made by the consenting spouse 
is adequately disclosed if the return filed by the 
donor spouse (the spouse that transferred the 
property) is adequately disclosed. (See the second 
topic in this chapter for more information about 
the gift-splitting election.)

the required information must be pro-
vided for each entity if the information is 
relevant and material in determining the 
value of the interest.

Form 709 Starts Statute 
Even If Not Required

A gift tax return starts the statute of limitations 
even if the donor was not required to file a gift 
tax return. If the valuation of property could be 
challenged, filing a Form 709 with adequate dis-
closure for a gift that does not exceed the annual 
exclusion can forestall issues that could arise 
decades later.

Example 11.38 No Filing Requirement

On December 30, 2012, Sandy Beach transferred 
$9,000 of closely held stock to her son, Sonny. 
Sandy made no other transfers to Sonny or any 
other donee during 2012. Sandy adequately dis-
closed the gift on Form 709 for the 2012 calen-
dar year and claimed an annual gift tax exclusion 
under I.R.C. § 2503(b).

Because the transfer is adequately disclosed, 
the statute of limitations begins to run, notwith-
standing that if Sandy’s valuation of the closely 
held stock is correct, Sandy was not required to 
file a gift tax return reporting the transfer. After 
the period of assessment has expired on the 
transfer, the IRS is precluded from redetermin-
ing the amount of the gift for purposes of assess-
ing gift tax or for purposes of determining the 
estate tax liability. Therefore, the amount of the 
gift as reported on Sandy’s 2012 Form 709 may 
not be redetermined for purposes of determining 
Sandy’s prior taxable gifts for gift tax purposes 
or Sandy’s adjusted taxable gifts for estate tax 
purposes.

Intra-Family Transfers

Completed transfers to family members that are 
made in the ordinary course of operating a busi-
ness are deemed to be adequately disclosed—even 
if the transfer is not reported on a gift tax return—
if the transfer is properly reported by all parties 
for income tax purposes.
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because of the appraiser’s qualifications. 
The appraisal must detail the apprais-
er’s background, experience, education, 
and membership, if any, in professional 
appraisal associations. 

c. The appraiser is not the donor or the 
donee of the property or a member of the 
family of the donor or donee, as defined in 
I.R.C. § 2032A(e)(2), or any person who 
is employed by the donor, the donee, or 
a member of the donor or donee’s family.

Member of Family 

I.R.C. § 2032A(e)(2) defines a member of the fam-
ily as an ancestor, a spouse, a lineal descendant, 
a lineal descendant of a spouse, a lineal descen-
dant of a parent, or a spouse of any of those lineal 
descendants. 

2. The appraisal contains all of the following 
information:
a. The date of the transfer, the date on which 

the transferred property was appraised, 
and the purpose of the appraisal

b. A description of the property
c. A description of the appraisal process 

employed
d. A description of the assumptions, hypo-

thetical conditions, and any limiting con-
ditions and restrictions on the transferred 
property that affect the analyses, opinions, 
and conclusions

e. The information considered in determin-
ing the appraised value—including, in the 
case of an ownership interest in a business, 
all financial data used in determining the 
value of the interest—that is sufficiently 
detailed so that another person can repli-
cate the process and arrive at the appraised 
value

f. The appraisal procedures followed and 
the reasoning that supports the analyses, 
opinions, and conclusions

g. The valuation method utilized, the ratio-
nale for the valuation method, and the 
procedure used in determining the FMV 
of the asset transferred

Practitioner
Note

Disclosure by Estate
There are no equivalent detailed requirements for 
adequately disclosing the FMV of assets reported 
on Form 706. However, the estate has the burden 
of proving the value of assets reported on Form 
706, and a qualified appraisal is one way to meet 
that burden. An appraisal must be attached when 
filing Form 706 for some estates.

1. Treas. Reg. § 20.2031-6(b) requires an execu-
tor to file with Form 706 “an appraisal of an 
expert or experts, under oath” for house-
hold and personal effects articles with a 
marked artistic or intrinsic value that exceeds 
$3,000. This category includes jewelry, furs, 
silverware, paintings, etchings, engravings, 
antiques, books, statuary, vases, oriental rugs, 
and coin or stamp collections.

2. Treas. Reg. § 20.2032A-8(a)(3)(ix) requires an 
executor to include a written appraisal when 
special use valuation of real estate is elected 
under I.R.C. § 2032A.

3. The Form 706 instructions require an exec-
utor to attach copies of any appraisals of 
conservation easements on which an I.R.C. 
§ 2031(c) exclusion is based. That provision 
allows an exclusion for up to 40% of the value 
of the decedent’s retained interest in land if 
the decedent donated a conservation ease-
ment for the land during his or her lifetime.

None of these three provisions requires a 
qualified appraisal, but a qualified appraisal would 
satisfy the requirements of these provisions.

Appraisal Requirements

An appraisal will fulfill the adequate disclosure 
requirement for describing the method used 
to determine the FMV of gifted property if it 
meets all of the following conditions [Treas. Reg. 
§ 301.6501(c)-1(f)(3)]:

1. The appraisal is prepared by an appraiser who 
satisfies all of the following requirements:
a. The appraiser is an individual who holds 

himself or herself out to the public as an 
appraiser or performs appraisals on a reg-
ular basis.

b. The appraiser is qualified to make apprais-
als of the type of property being valued 
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value of 25% of PS was $20,000, reflecting mar-
ketability and minority discounts.

However, Jean-Paul did not disclose that PS 
owns 40% of CS, and that CS owns 50% of PB, 
and that to arrive at the $100,000 FMV of PS, 
discounts were claimed in valuing PS’s interest in 
CS, CS’s interest in PB, and PB’s interest in the 
commercial real property.

The information on the lower-tiered enti-
ties is relevant and material in determining the 
value of the transferred interest in PS. Accord-
ingly, because Jean-Paul failed to comply with 
the adequate disclosure requirements of Treas. 
Reg. § 301.6501(c)-1(f)(2)(iv) regarding PS’s inter-
est in CS, CS’s interest in PB, and PB’s interest in 
the commercial real property, the transfer is not 
considered adequately disclosed, and the period 
of assessment for the transfer under I.R.C. § 6501 
will remain open indefinitely. 

Example 11.40 Adequate Disclosure  
with Appraisal

The facts are the same as in Example 11.39 except 
that Jean-Paul submitted with his Form 709 an 
appraisal of the 25% limited partnership interest 
in PS that satisfies the requirements of Treas. Reg. 
§ 301.6501(c)-1(f)(3). If the other requirements of 
Treas. Reg. § 301.6501(c)-1(f)(2) are satisfied, the 
transfer is considered adequately disclosed, and 
the period for assessment for the transfer under 
I.R.C. § 6501 runs from the time the return is filed.

Appraisal Not Covered 
by Attorney-Client 
Privilege

In United States v. Richey, 632 F.3d 559 (9th Cir. 
2011), rev’g and rem’g 103 A.F.T.R. 2d (RIA) 2009-
1228 (D. Idaho 2009), the court held that an 
appraiser’s work papers were not covered by the 
attorney-client privilege because they were made 
for the purpose of determining the value of the 
easement, and not for the purpose of providing 
legal advice.

Practitioner
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h. The specific basis for the valuation, such 
as specific comparable sales or transac-
tions, sales of similar interests, asset-based 
approaches, merger/acquisition transac-
tions, and so forth

Charitable 
Contribution 
Deduction

I.R.C. § 170(f)(11) requires taxpayers to obtain a 
qualified appraisal to claim an income tax charita-
ble contribution deduction for donating certain 
property. A qualified appraisal is defined in Treas. 
Reg. § 1.170A-13(c)(3) in terms that are similar 
to the requirements of Treas. Reg. § 301.6501(c)-
1(f)(3)(ii). Treas. Reg. § 1.170A-13(c)(5) defines a 
qualified appraiser for charitable deduction pur-
poses using language that is very similar to the 
language that Treas. Reg. § 301.6501(c)-1(f)(3)(i) 
uses to describe an appraiser for gift tax purposes.

Qualified Appraisal for 
Income Tax Deduction

See pages 196–197 in the “Individual Taxpayer 
Issues” chapter of this book for more information 
about qualified appraisals for income tax chari-
table contribution deductions.

Example 11.39 Inadequate Disclosure 
without Appraisal

Jean-Paul DuBois owns a 70% limited partnership 
interest in Printing Services Ltd. (PS). PS owns 
40% of the stock in Copy Services, Inc. (CS), a 
closely held corporation. The assets of CS include 
a 50% general partnership interest in Printing 
Barn (PB). PB owns an interest in commercial real 
property. None of the entities (PS, CS, or PB) is 
actively traded. Under generally applicable valu-
ation principles, the value of each entity is deter-
mined based on the net value of the assets owned 
by each entity.

In 2012, Jean-Paul transferred a 25% limited 
partnership interest in PS to his daughter, Bon-
nie. On his Form 709 for the 2012 calendar year, 
Jean-Paul reported that he transferred a 25% lim-
ited partnership interest in PS. He listed $100,000 
as the FMV of 100% of PS and reported that the 

Practitioner
Note

Cross-
Reference
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INTRODUCTION This chapter reviews six topics that affect business 
income tax returns. The first three pertain to employee benefits, and the last 
three relate to return preparation.

This chapter includes six learning objectives. 
After reviewing it, participants are expected to be 
able to perform the following job-related actions:

1. Calculate the health insurance credit for an 
eligible small employer

2. Identify fringe benefits that business owners 
may offer their employees 

Introduction . . . . . . . . . . . . . . . 421
Issue 1: Health Insurance  

Credit . . . . . . . . . . . . . . . . . . 422
Issue 2: Fringe Benefits  . . . . . . 432
Issue 3: Simple Cafeteria  

Plans . . . . . . . . . . . . . . . . . . . 450
Issue 4: Nonemployee 

Compensation . . . . . . . . . . . 453

Issue 5: Repairs and Capital 
Expenditures . . . . . . . . . . . . 460

Issue 6: Alternative Tax  
Net Operating Loss  
Deduction  . . . . . . . . . . . . . . 472

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

3. Explain the advantages of an I.R.C. § 125(j) 
simple cafeteria plan

4. Prepare information returns to report nonem-
ployee compensation

5. Distinguish between currently deductible 
repairs and capital improvements   

6. Calculate the alternative minimum tax (AMT) 
net operating loss deduction
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ISSUE 1: HEALTH INSURANCE CREDIT Few eligible small employers 
claim the health insurance credit. The credit’s limitations and complex 
calculation have likely led to taxpayers’ minimal response.

The goal of the I.R.C. § 45R small business health 
insurance premium tax credit is to encourage 
very small employers (those with the equivalent 
of fewer than 25 full-time employees) to offer 
health insurance for their employees. The credit 
is a percentage (up to 35% in 2012 and 2013) 
of the employer’s qualifying health insurance 
premiums. Limitations based on the number 
of full-time equivalent employees (FTEs), aver-
age annual wages, state average premiums, and 
state premiums and tax credits may reduce the 
credit. In 2014, the maximum credit for for-profit 
employers will increase to 50% of the qualifying 
premiums.

Limited Use  
of Credit

A Government Accountability Office report, Small 
Employer Health Tax Credit: Factors Contribut-
ing to Low Use and Complexity [GAO-12-549 
(May 2012)], said 170,300 employers claimed the 
health insurance credit for the 2010 tax year, sig-
nificantly fewer than the initial estimate of up to 
4,000,000 eligible employers. The total credit was 
$468,000,000, but the average credit was $2,700, 
and only 16.5% of the employers received the 
maximum 35% credit because of the limitations. 
The GAO reported that many small employers do 
not offer health insurance and the credit is not a 
large enough incentive for them to begin offer-
ing health insurance. It also said that the credit 
calculation is too complex and time consuming.

The following discussion of the credit 
includes IRS guidance and examples from Notice 
2010-44, 2010-22 I.R.B. 717, and Notice 2010-82, 
2010-51 I.R.B. 857.

Eligible Small Employers

Eligible small employers include both for-
profit businesses and tax-exempt I.R.C. § 501(c) 
organizations that meet the following three 
requirements:

Practitioner
Note

1. They pay employee health insurance coverage 
premiums under a qualifying arrangement.

2. They have fewer than 25 FTEs during the tax 
year.

3. They pay average wages during the tax year 
of less than $50,000 per FTE.

Federal, state, local, and Indian tribal gov-
ernmental agencies and instrumentalities are not 
eligible employers unless they are tax-exempt 
§ 501(c) organizations. However, I.R.C. § 521 
farmers’ cooperatives are eligible employers if 
they otherwise meet the requirements. The credit 
rate for tax-exempt employers is lower than the 
rate for for-profit businesses, as explained later in 
this section.

For the 2010–2013 tax years, an eligible 
employer is not required to be engaged in a trade 
or business. Thus, a household employer is eli-
gible for the credit. 

Employers located outside the United States 
that conduct a trade or business in the United 
States and pay for a U.S. employee’s qualifying 
health insurance are eligible small employers. 

Example 12.1 Eligible Small Employer

Able Company pays health insurance premiums 
for its employees under a qualifying arrangement. 
Able has six FTEs during 2012, with average 
annual wages of $32,000. Able meets the require-
ments for the health insurance credit for 2012. 

Qualifying Arrangement
In general, a qualifying arrangement requires the 
employer to pay a uniform percentage (not less 
than 50%) of the premium for each enrolled 
employee’s health insurance coverage. For years 
prior to 2014, health insurance coverage includes 
medical care (provided directly, through insur-
ance or reimbursement, or otherwise) under any 
hospital or medical service policy or certificate, 
hospital or medical service plan contract, or 
health maintenance organization (HMO) con-
tract offered by a health insurance issuer. Health 



Eligible Small Employers   423

12

insurance coverage also includes the following 
plans defined in I.R.C. § 9832(c):

■■ Limited scope dental or vision benefits
■■ Long-term care, nursing home care, home 
health care, and community-based care 

■■ Specified disease or illness coverage
■■ Hospital indemnity or other fixed indemnity 
insurance

■■ Medicare supplemental health insurance 
(Medigap coverage), TRICARE supplemen-
tal programs for military service families, 
and similar coverage that is provided to sup-
plement coverage under a group health plan

Self-Insured Plans 
Excluded

Coverage must be offered by a health insurance 
issuer—an entity licensed to engage in the busi-
ness of insurance within a state and subject to 
state law insurance regulations. Therefore, an 
employer’s self-insured plan does not qualify 
for this credit. Health reimbursement accounts 
(HRAs), health flexible spending arrangements 
(health FSAs), and health savings accounts (HSAs) 
are self-insured plans.

Church welfare benefit plans that provide 
medical benefits are subject to state insurance 
regulations under federal law. A small church 
employer that pays employee premiums through 
a church welfare benefit plan may therefore be an 
eligible small employer.

Uniformity Requirement
An eligible small employer must pay a uniform 
percentage of 50% or more of the self-only pre-
mium for each employee enrolled in the health 
insurance plan. Different types of health insurance 
plans are not aggregated for meeting this require-
ment. For example, an employer that offers a 
major medical insurance plan and a stand-alone 
vision plan must separately satisfy the uniformity 
requirements for each coverage type.

If 100% of the health insurance coverage cost 
under a multiemployer plan is paid from non-
elective employer contributions, each employer 
in the multiemployer plan is considered to be 
contributing a uniform percentage of the pre-
mium for each employee. (Self-insured health 

Practitioner
Note

coverage provided through a multiemployer plan 
does not qualify for the credit.) Any portion of the 
employer contributions to a multiemployer plan 
that are used to provide other benefits, such as life 
insurance or disability benefits, must be excluded 
from the health insurance credit calculation.

The uniformity requirements depend on two 
factors: 

1. Whether the insurer uses composite billing or 
list billing

2. The tier of coverage, such as self-only or fam-
ily coverage

Composite Billing

Composite billing means that a health insurer 
charges a uniform premium for each of the 
employer’s employees or charges a single aggre-
gate premium for the group of covered employ-
ees, which the employer divides by the number 
of covered employees to determine the uniform 
premium.

List Billing

In list billing, a health insurer charges a sepa-
rate premium for each employee based on the 
employee’s age or other factors.

Tier of Coverage

A tier of coverage is coverage that varies only by the 
covered individuals, such as self-only coverage, 
self-plus-one coverage, and family coverage.

Figure 12.1 summarizes the credit require-
ments for employers offering only one type of 
health insurance plan.



424   ISSUE 1: HEALTH INSURANCE CREDIT

Example 12.2 One Plan—Same  
Percentage for Each Tier

Employer A offers one health insurance plan. The 
premiums for 2012 are $5,000 for self-only cover-
age and $10,000 for family coverage. Employer A 
pays 60% of each employee’s cost—$3,000 (60% × 
$5,000) for self-only coverage and $6,000 (60% × 
$10,000) for family coverage. Employer A’s 60% 
contributions for each tier of coverage satisfy the 
uniformity requirement.

Example 12.3 One Plan—Same Dollar 
Amount for Each Tier

Employer B offers one health insurance plan. The 
premiums for 2012 are $5,000 for self-only cover-
age and $10,000 for family coverage. Employer 
B pays $3,000 of each employee’s cost, which is 
60% ($3,000 ÷ $5,000) of the self-only premium 
and 30% ($3,000 ÷ $10,000) of the family pre-
mium. Employer B’s 60% contribution of the 
self-only coverage and the same $3,000 dollar 
amount of the family coverage premium satisfies 
the uniformity requirement. 

An employer that offers more than one health 
insurance plan may satisfy the uniformity require-
ment in either of two ways:

1. The employer’s payments to each plan satisfy 
the requirements for employers with a single 

plan. The amounts or percentages for each 
plan do not need to be identical.

2. The employer may designate one of the 
plans as a reference plan and make contribu-
tions in accordance with both of the following 
requirements. (The self-only composite rate 
for the reference plan must be at least 66% of 
the self-only composite rate for each nonref-
erence plan. For a composite billing plan, this 
is the rate charged for self-only coverage; for 
a list billing plan, this is the employer-com-
puted rate for self-only coverage.)
a. The employer determines a level of contri-

butions for each employee that would sat-
isfy the same requirements as employers 
with a single plan.

b. The employer allows each employee to 
apply that contribution either toward the 
reference plan or toward the cost of cover-
age under any of the other available plans.

Example 12.4 Two Plans—Uniformity Rule 
Met for Each Plan

Employer C offers two health insurance plans that 
use composite billing. Plan A’s annual premiums 
are $5,000 for self-only coverage and $10,000 
for family coverage. Plan B’s annual premiums 
are $7,000 for self-only coverage and $13,000 for 
family coverage. Employees can elect self-only or 
family coverage under either Plan A or Plan B. 

Employer C pays $3,000 toward Plan A 
coverage and $3,500 toward Plan B coverage, 

FIGURE 12.1 Employers Offering Only One Type of Health Insurance Plan

Coverage Tier Billing Type Required Employer Payment

Self-only coverage Composite billing The same amount toward the premium for each employee receiving 
self-only coverage (at least 50% of the premium)

Other tiers of 
coverage

Composite billing An amount toward the premium of each employee enrolled in the 
more expensive tier of coverage that is the same for all employees 
and at least as much as the amount that the employer would have 
paid for self-only coverage, OR the same amount (at least 50% of 
the premium) for each tier of coverage offered

Self-only coverage List billing A uniform percentage (not less than 50% of each employee’s 
premium) OR convert the individual premiums into an employer-
computed composite rate that is at least 50% of the self-only 
premium

Other tiers of 
coverage

List billing An amount equal to the amount that the employer would have paid 
for self-only coverage

Source: Notice 2010-82, 2010-51 I.R.B. 857
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whether the employee elects self-only or family 
coverage. Because the employer pays at least 50% 
of the self-only premium for each plan [($3,000 ÷ 
$5,000 = 60% for Plan A) and ($3,500 ÷ $7,000 
= 50% for Plan B)] and contributes an equal dol-
lar amount for family coverage under each plan, 
Employer C’s contributions satisfy the uniformity 
rule on a plan-by-plan basis.

Example 12.5 Two Plans—Reference  
Plan Allowed

Employer D offers two health insurance plans that 
use composite billing. Plan A’s annual premiums 
are $5,000 for self-only coverage and $10,000 
for family coverage. Plan B’s annual premiums 
are $7,000 for self-only coverage and $13,000 for 
family coverage. Employees can elect self-only or 
family coverage under either Plan A or Plan B. 

Employer D pays $2,500 toward the pre-
mium for each employee who selects any of the 
coverage options. Employer D designates Plan A 
as the reference plan. The $2,500 contribution is 
50% ($2,500 ÷ $5,000) of the Plan A self-only pre-
mium. Because the self-only rate for Plan A is at 
least 66% ($5,000 ÷ $7,000 = 71.43%) of the self-
only rate for Plan B, Employer D’s $2,500 con-
tribution toward the premium of each employee 
satisfies the uniformity requirement. 

Example 12.6 Two Plans—Reference  
Plan Disallowed

The facts are the same as in Example 12.5, 
except that the self-only rate for Plan B is $8,000. 
Because the self-only rate for Plan A is less than 
66% ($5,000 ÷ $8,000 = 62.5%) of the self-only 
rate for Plan B, Employer D’s $2,500 contribu-
tion fails to satisfy the uniformity requirement for 
Plan B. However, Employer D’s $2,500 contribu-
tion under Plan A satisfies the uniformity require-
ment, and Employer D may receive a credit with 
respect to its Plan A contributions.

Additional Uniformity 
Examples

See Notice 2010-82 for additional uniformity 
examples [www.irs.gov/pub/irs-irbs/irb10-51 
.pdf].

Counting FTEs
Full-time is defined as 2,080 paid hours per year, 
and part-time workers’ hours are aggregated to 
determine a full-time equivalent employee. The 
maximum credit is available to employers with no 
more than 10 FTEs, and the credit is completely 
phased out if the employer has at least 25 FTEs. 
An employer may use actual hours or a days-
worked equivalency, using 8 hours of service for 
each day to determine the number of FTEs. 

In general, all categories of employees who 
perform services for the employer during the tax 
year are included in determining the employer’s 
FTEs. This includes leased employees, former 
employees who terminated employment during 
the year, employees who do not enroll in their 
employer’s health insurance plan, and employees 
covered under a collective bargaining agreement. 
Ministers who are common law employees (those 
receiving a Form W-2, Wage and Tax State-
ment) are counted in the employer’s FTEs but 
their wages are excluded from the average wage 
calculation that is explained later in this section 
because the wages are not subject to FICA taxes.

Practitioner
Note
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4. Seasonal workers, including retail workers 
employed exclusively during holiday sea-
sons, who work for the employer for no more 
than 120 days during the tax year (but any 
insurance premiums paid for these workers 
may be included the calculating the credit)

H-2A Workers 

Migrant agricultural workers are considered 
seasonal workers. I.R.C. § 45R(d)(5)(B) defines 
a seasonal worker by reference to 29 C.F.R.  
§ 500.20(s)(1), a Department of Labor regu-
lation that states, “A worker who moves 
from one seasonal activity to another, while 
employed in agriculture or performing agri-
cultural labor, is employed on a seasonal basis 
even though he may continue to be employed 
during a major portion of the year.” The H-2A 
temporary agricultural visa program allows 
agricultural employers who anticipate a short-
age of domestic workers to bring nonimmi-
grant foreign workers to the United States to 
perform agricultural services of a temporary or 
seasonal nature [www.foreignlaborcert.doleta 
.gov/h-2a.cfm]. 

Practitioner
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The following individuals are not employees 
for purposes of the health insurance credit: 

1. Sole proprietors, partners, S corporation 
2% shareholders, and 5% owners of other 
businesses

2. Family members of those owners, including 
their children (and descendants of their chil-
dren); siblings or stepsiblings; parents (and 
ancestors of parents); stepparents; nieces and 
nephews; aunts and uncles; and sons-in-law, 
daughters-in-law, fathers-in-law, mothers-in-
law, brothers-in-law, and sisters-in-law

3. Unrelated members of an owner’s or part-
ner’s household who qualify as the own-
er’s or partner’s dependents under I.R.C. 
§ 152(d)(2)(H) 

Family-Owned 
Businesses

Because family members are not counted as 
employees for purposes of the health insurance 
credit, a business may have more than 25 actual 
full-time employees and still qualify to claim the 
credit if it provides qualifying health insurance to 
unrelated employees.

Practitioner
Note

426   ISSUE 1: HEALTH INSURANCE CREDIT

2% Shareholders and 5% Owners

A 2% shareholder is a person who owns 
(either alone or using the I.R.C. § 318 attribu-
tion rules) more than 2% of the voting power 
of an S corporation or of the corporation’s 
outstanding stock [I.R.C. § 1372(b)].

A 5% owner is a person who constructively 
owns more than 5% of the business entity at 
any time during the year [I.R.C. § 414(q)(2)]. 
A 5% owner of a corporation is someone owns 
more than 5% of the value of outstanding 
stock or of the total combined voting power 
of all stock. For other employers, a 5% owner 
is someone who owns more than 5% of the 
capital or profits interest.

The attribution rules for constructive owner-
ship treat an individual as owning any inter-
est owned directly or indirectly by his or her 
spouse and his or her children, grandchildren, 
and parents.

I.R.C. § 318 also provides attribution 
rules for stock held by entities. If a person 
directly or indirectly owns at least 50% of the 
value of a corporation, the person is treated 
as owning a proportionate percentage of 
any stock owned by the corporation. Stock 
owned by a partnership or estate is treated 
as owned proportionately by its partners or 
beneficiaries. An S corporation is treated as 
a partnership for these rules. The owner of a 
grantor trust is treated as owning stock held 
by the trust. Beneficiaries of nonexempt trusts 
are treated as owning actuarially determined 
shares of stock held by the trusts. Complex 
reattribution rules prevent double attribution 
and sideways attribution.
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FIGURE 12.2 FTE Calculation  
Using Hours Worked

2,080 hours × 5 employees 10,400

1,040 hours × 3 employees 3,120

2,080* hours × 1 employee 2,080

Total hours of service 15,600

Hours per FTE ÷ 2,080

7.5

FTEs (rounded down  
to the next whole number) 7

 
* Lesser of 2,300 actual hours or 2,080

Average Annual Wages
FICA wages are used for the wage calculation 
without regard to the social security tax wage 
base limitation. The maximum credit is avail-
able if average annual FTE wages do not exceed 
$25,000, and the credit is completely phased out 
if the average wages are at least $50,000. In gen-
eral, an employer determines the average annual 
wage figure by dividing the total wages paid to the 
employees whose hours were counted (with the 
exception of ministers) by the employer’s FTEs 
for the tax year. Any amount that is not a multiple 
of $1,000 is rounded down to the nearest $1,000. 

Example 12.10 Average Annual Wages

Carson Company paid its employees $285,000 
in FICA wages during the year, and it has 10 
FTEs. Carson’s average annual wages for pur-
poses of the health care tax credit are $28,000 
($285,000 ÷ 10 = $28,500, which is rounded 
down to the nearest $1,000).

Tax Credit Calculation

For the 2010–2013 tax years, the maximum 
health insurance credit for a business is 35% of 
its eligible premium payments, and the maxi-
mum credit for tax-exempt employers is 25% of 
the eligible payments. A tax-exempt employer’s 
credit may not exceed the sum of the employees’ 
federal tax withholding and the employer’s and 

An employee’s service hours include all paid 
time, whether the employee is performing ser-
vices for the employer or is paid or entitled to 
be paid for vacation or holiday leave, illness or 
incapacity (including disability), layoff, jury or 
military duty, or a leave of absence. However, an 
employer is not required to count more than 160 
hours of service for any continuous period during 
which the employee performs no duties.

Example 12.7 Actual Service Hours

Collin Company’s payroll records show that 
David Duncan worked 2,000 hours and received 
80 hours of vacation, holiday, and sick pay. Col-
lin Company counts the actual hours worked. 
David is credited with 2,080 hours (2,000 hours 
worked + 80 hours of paid time off).

Example 12.8 Weeks-Worked Equivalency

Grayson Company’s payroll records show that 
Gary Goodson worked 49 weeks, took 2 weeks 
of vacation with pay, and took 1 week of leave 
without pay. Grayson Company uses the weeks-
worked equivalency method. Gary is credited 
with 2,040 hours of service (51 weeks × 40 hours 
per week).

An employer’s FTE total is determined by 
dividing the sum of all eligible employee service 
hours by 2,080. The result, if not a whole num-
ber, is rounded to the next lowest whole num-
ber. A maximum of 2,080 hours are counted per 
employee, so that overtime hours do not increase 
an employer’s FTEs. 

Controlled groups [I.R.C. § 414(b)], busi-
nesses under common control (regardless of 
entity structure) [I.R.C. § 414(c)], and affiliated 
service groups [I.R.C. § 414(m)] are treated as one 
employer for determining the number of FTEs.

Example 12.9 Determining FTEs

Logan Company pays each of five employees for 
2,080 hours, each of three employees for 1,040 
hours, and one employee for 2,300 hours. Logan 
uses the actual service hours method to deter-
mine that it has seven FTEs for the year, as shown 
in Figure 12.2.
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employees’ Medicare taxes. (Social security taxes 
are not included.) 

Employers use Form 8941, Credit for Small 
Employer Health Insurance Premiums, to calcu-
late their credit.

Larger Credit  
in 2014

In 2014, the maximum credit rate will increase 
to 50% for businesses and 35% for tax-exempt 
employers, and the insurance must be purchased 
through a state exchange. Each state exchange is 
to include a Small Business Health Options Pro-
gram (SHOP) exchange to help small employers 
facilitate enrollment of their employees in quali-
fied health plans offered in the small group mar-
ket [Patient Protection and Affordable Care Act 
of 2010 (Affordable Care Act), Pub. L. No. 111-
148, § 1311(b)(1)].

Small Group Market
The entire premium paid by an employer may 
not count, because the premium payments used 
in the credit calculation are limited to the aver-
age premium for the small group market in the state 
in which the employer offers the coverage. The 
IRS works with the Department of Health and 
Human Services to obtain the average premium 
figures each year. Rev. Rul. 2010-13, 2010-21 
I.R.B. 691, provided the rates for 2010, but the 
IRS provides subsequent-year rates only in the 
Form 8941 instructions.

Example 12.11 Maximum Credit  
for Business

Hayes Company has nine FTEs with average 
wages of $23,000. Each employee’s health insur-
ance premium is $5,000, which does not exceed 
the state’s average premium for the small group 
market. Hayes pays 100% of the total $45,000 
(9 × $5,000) cost, so the company’s maximum 
credit is $15,750 (35% × $45,000).

Example 12.12 Credit Limited  
by State Average Premium

Hayes Company (from Example 12.11) pays 
$5,000 per employee for health insurance. The 
state’s average premium for the small group 

market is $4,700 per employee, so the premium 
that the company can count for the credit is 
capped at $42,300 (9 × $4,700). Hayes Com-
pany’s maximum credit is thereby limited to 
$14,805 (35% × $42,300).

Example 12.13 Maximum Credit  
for Tax-Exempt Entity

XYZ Foundation is a § 501(c) organization 
that has 10 FTEs with average annual wages of 
$21,000. XYZ pays $80,000 in health insurance 
premiums for those employees, which does not 
exceed the state’s average premium for the small 
group market. XYZ’s initial credit calculation is 
$20,000 (25% × $80,000). XYZ reported a total 
of $27,000 of federal withholding and Medicare 
taxes on its four Forms 941, Employer’s QUAR-
TERLY Federal Tax Return, for 2012. Because 
that amount exceeds the tentative credit, XYZ’s 
health insurance credit is $20,000. 

Average Premium Cap
The premium payments used to calculate the 
credit are limited to the amount the employer 
would have paid under the same arrangement 
if the average premium for the applicable small 
group market were substituted for the actual 
premium.

Example 12.14 Average Premium Cap

TFW Company offers one health insurance plan. 
The annual premiums are $4,000 for self-only 
coverage and $6,000 for family coverage. TFW 
pays $2,000 for each employee electing either 
self-only or family coverage. Therefore, TFW 
pays 50% ($2,000 ÷ $4,000) of the premium for 
each employee electing self-only coverage and 
33.33% ($2,000 ÷ $6,000) of the premium for 
each employee electing family coverage. TFW’s 
payment that is eligible for the credit is the lesser 
of the amount TFW paid or 50% of the average 
small group market premium for self-only cover-
age and 33% of the average small group market 
premium for family coverage.
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FTEs [(12 employees × 2,080 hours = 12 FTEs) 
+ (2 employees × 1,040 hours = 1 FTE)] in Mis-
sissippi and $32,500 of average wages paid dur-
ing 2012. He has three excess FTEs (13 – 10) 
and $7,000 of excess average wages ($32,500 – 
$25,000, rounded down to the nearest $1,000).

John spent $31,200 to pay 60% of his employ-
ees’ self-only health insurance premiums, but he 
must compare his actual cost to 60% of the state’s 
small group market premium. The small group 
market premium for self-only coverage in Mis-
sissippi from the 2011 Form 8941 instructions 
is $4,787. (The 2011 small group market rate is 
used for calculating line 5 in this example only 
because the 2012 rates were not available at the 
time of this book’s publication.) John multiplies 
the small group market rate by his FTEs and 
by the percentage of the premium that he pays. 
Because $37,339 ($4,787 × 13 × 60%) is more 
than his $31,200 actual expense, John calculates 
the credit using his actual expense.

John’s health insurance credit is $5,678, as 
calculated in Figure 12.3. His completed Form 
8941 is shown as Figure 12.4. The reduced credit 
for excess FTEs ($8,736) is entered on line 8, and 
the $5,678 tentative credit is entered on line 9.

Employees in Multiple States
Employers that have employees in multiple states 
must apply the small group market average pre-
mium limit separately for each employee, using 
the average state premium in which the employee 
works.

Credit Phaseout
The credit phaseout begins when the employer 
has more than 10 FTEs or pays average annual 
wages of more than $25,000. When FTEs exceed 
10, the credit is reduced by the number of excess 
FTEs divided by 15. If average annual wages 
exceed $25,000, the credit is reduced by the 
excess wage amount (rounded down to the near-
est $1,000) divided by $25,000. If an employer 
has both more than 10 FTEs and average wages 
exceeding $25,000, the total credit reduction is 
the sum of the two amounts.

Example 12.15 Credit Phaseout for Business

John Worley files Schedule C (Form 1040), Profit 
or Loss From Business (Sole Proprietorship), to 
report the income and expenses of Worley Com-
pany. John is an eligible small employer with 13 

FIGURE 12.3 Health Insurance Credit Phaseout

Calculation   Amount

Initial credit before reductions $31,200 × 35% $10,920

Reduction for excess FTEs $10,920 × (3 ÷ 15) ( 2,184)

Credit reduced for excess FTEs $  8,736 

Reduction for excess average wages $10,920 × ($7,000 ÷ $25,000) ( 3,058)

Tentative tax credit $  5,678 
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FIGURE 12.4 Form 8941 for John Worley  
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Credit May Be Reduced 
to Zero

Because the two phaseouts are cumulative, quali-
fied business employers may find that the credit 
is reduced to zero even though they have fewer 
than 25 FTEs and pay average annual wages of 
less than $50,000.

Practitioner
Note

Example 12.16 Complete Phaseout of Credit

Changing the facts, John Worley (from Example 
12.15) had 18 FTEs, paid $37,000 in average 
annual wages, and paid $43,200 for 60% of his 
employees’ health insurance premiums during 
2012. He meets all the requirements for a quali-
fied small business employer. However, he had 
eight (18 – 10) excess FTEs and $12,000 ($37,000 
– $25,000) of excess average wages, so after 
applying the phaseouts to his premium payment, 
he is not eligible for the credit, as shown in Figure 
12.5. The credit cannot be reduced below zero.

FIGURE 12.5 Health Insurance Credit Fully Phased Out

Calculation Amount

Initial credit before reductions $43,200 × 35% $15,120

Reduction for excess FTEs $15,120 × (8 ÷ 15) (8,064)

Credit reduced for excess FTEs $  7,056

Reduction for excess average wages $15,120 × ($12,000 ÷ $25,000) (7,258)

Credit reduced for excess average wages $(    202 )

Tentative tax credit $         0 

  

 

State Credits and Subsidies
Some states offer tax credits and other states offer 
premium subsidy payments to small employ-
ers for providing health insurance to employ-
ees. Subsidy payments are either made to the 
employer or paid directly to the employer’s insur-
ance company. A state credit or subsidy paid to 
the employer does not reduce the employer’s 
premium payment for satisfying the rule that the 
employer must pay at least 50% of the premium 
cost to qualify for the federal credit.

If a state makes payments directly to an insur-
ance company, the state is treated as making the 
payments on behalf of the employer for satisfying 
the 50% rule. However, the final health insurance 
credit is limited to the employer’s net premium 
payment. The net premium payment is calculated 
by subtracting the state tax credit or subsidy from 
the employer’s actual premium payment. 

Example 12.17 State Subsidy  
Paid to Employer

Employer M’s state provides a 40% health insur-
ance premium subsidy for each eligible employee 
and pays the subsidy directly to the employer. 
Employer M has one employee. The employee’s 
health insurance premium is $250 per month—
$200 paid by Employer M and $50 paid by the 
employee. The state pays Employer M $100 (40% 
× $250) per month as a subsidy for its insurance 
premium payment. For health insurance credit 
purposes, Employer M is treated as paying $200 
per month.

Example 12.18 State Subsidy Paid to Insurer

Employer N’s state provides a 50% health insur-
ance premium subsidy for each eligible employee 
and pays the subsidy directly to the employer’s 
health insurance provider. Employer N has one 
employee. The employee’s health insurance pre-
mium is $250 per month—$75 paid by Employer 
N, $125 paid by the state, and $50 paid by the 



432   ISSUE 1: HEALTH INSURANCE CREDIT

Benefiting from the Credit

Business employers transfer the credit from Form 
8941 to Form 3800, General Business Credit, and 
any unused credit amount can generally be car-
ried back 1 year and forward 20 years. Because an 
unused credit amount cannot be carried back to a 
year before the credit’s effective date, 2010 cred-
its could only be carried forward. The credit can 
be used to reduce an employer’s AMT liability 
for the year, subject to certain limitations based 
on the employer’s regular tax liability, AMT lia-
bility, and other allowable credits.

The Form 8941 credit for a tax-exempt 
employer is a refundable credit that is claimed 
on Form 990-T, Exempt Organization Business 
Income Tax Return.

No Double-Dipping 

Any I.R.C. § 45R credit claimed reduces the 
employer’s health insurance deduction by an 
equal amount. 

Practitioner
Note

employee. The state pays the $125 directly to the 
insurance company, and the insurance company 
bills Employer N for the remaining $125 (the 
employer’s and the employee’s shares).

For health insurance credit purposes, 
Employer N is treated as paying $200 per month 
($75 paid by Employer N + $125 paid by the 
state). 

Example 12.19 Net Premium Payment Limit

Employer P’s facts are the same as Employer N’s 
(from Example 12.18), except that Employer P 
pays $50 and the employee pays $75. The state 
still pays $125 directly to the insurance company, 
and the insurance company bills Employer P 
for the remaining $125 (the employer’s and the 
employee’s shares).

For health insurance credit purposes, 
Employer P is treated as paying $175 per month 
($50 paid by Employer P + $125 paid by the 
state). The 35% credit is $61.25 ($175 × 35%), but 
because Employer P’s net premium payment (the 
amount the employer actually paid) is only $50, 
Employer P’s I.R.C. § 45R credit is limited to $50.

ISSUE 2: FRINGE BENEFITS Fringe benefits can be advantageous for 
both an employer and an employee. Fringe benefits may be nontaxable, 
taxable, or tax deferred for employees. 

A fringe benefit is a form of payment for services 
made directly or indirectly to the person who per-
forms the services. Although most recipients of 
fringe benefits are employees, businesses can pro-
vide some benefits to workers who are indepen-
dent contractors, partners, or directors. A benefit 
is provided indirectly if the direct recipient is, for 
example, a member of the worker’s family.

Administering fringe benefits can be com-
plex. The payer must determine whether benefits 
are taxable or excludable to accurately report the 
recipient’s income. Both payers and recipients 
should maintain supporting records.

The Internal Revenue Code provides exclu-
sions from gross income for a wide variety of 
fringe benefits, as shown in Figure 12.6. Some 
fringe benefits can be tax-free to any recipient. 
An exclusion from gross income for other ben-
efits applies only in an employer-employee 
relationship. 
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If the recipient is an employee, taxable ben-
efits are subject to employment taxes and income 
tax withholding. Figure 12.7 is based on Table 2-1 
from IRS Publication 15-B, Employer’s Tax Guide 
to Fringe Benefits (For use in 2012), which summa-
rizes the income tax withholding and employ-
ment tax requirements for several fringe benefits.

Any fringe benefit that is not specifically 
excluded from gross income must be included 
in the recipient’s gross income under I.R.C.  
§ 61(a)(1). Taxable fringe benefits are reported 
to the recipient on one of the following forms:

■■ Employees—Form W-2, Wage and Tax 
Statement

■■ Independent contractors or directors—Form 
1099-MISC, Miscellaneous Income

■■ Partners—Schedule K-1 (Form 1065), Part-
ner’s Share of Income, Deductions, Credits, 
etc.

FIGURE 12.6 I.R.C. Sections Excluding Fringe Benefits

I.R.C. Section Description

§ 79 Group-term life insurance coverage up to $50,000

§ 101(h) Death benefits paid to survivors of public safety officers killed in the line of duty

§ 101(i) Death benefits paid to survivors of specified terrorist victims

§ 104 Compensation by employer for injury or sickness

§ 105 Benefits received through employer health or accident insurance

§ 106 Health insurance premiums paid by employer

§ 117(d) Qualified tuition reduction

§ 119 Meals or lodging for employer’s convenience

§ 127 Educational assistance programs

§ 129 Dependent care assistance programs

§ 132(b) No-additional-cost services

§ 132(c) Qualified employee discounts

§ 132(d) Working condition fringe benefits

§ 132(e) De minimis benefits

§ 132(f) Qualified transportation expenses

§ 132(g) Qualified moving expense reimbursements

§ 132(j) On-premises athletic facilities

§ 132(m) Qualified planning services

§ 137 Adoption assistance programs
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FIGURE 12.7 Federal Withholding and Employment Taxes

See “Employee Stock Options” on page 12 of IRS Publication 15-B, Employer’s Tax Guide to Fringe Bene�ts (For use in 2012).
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Employee Status Required

The I.R.C. § 106 exclusion is not available to inde-
pendent contractors. The definition of employee 
for this tax-free benefit includes both common 
law employees and full-time life insurance agents 
who are statutory employees [Rev. Rul. 56-400, 
1956-2 C.B. 116].

Workers who are laid off still qualify as 
employees during the layoff period [Rev. Rul. 
85-121, 1985-2 C.B. 57]. Tax-free coverage can 
also be extended to retired employees [Rev. Rul. 
62-199, 1962-2 C.B. 38], and this can include a 
plan in which the employer pays the monthly 
Medicare Part B insurance premiums for employ-
ees who are over 65 years of age [Rev. Rul. 
67-360, 1967-2 C.B. 71]. 

If an employee has no cash-out option, the 
conversion of unused sick leave and vacation 
days to buy accident or health insurance on ter-
mination of employment is tax free [P.L.R. 93-40-
054 (July 12, 1993)]. If the employee can choose 
between receiving a cash payment for accumu-
lated sick leave or having the payment applied 
to the cost of insurance, there is no exclusion, but 
the insurance purchase then qualifies as a medi-
cal expense for an itemized deduction [Rev. Rul. 
75-539, 1975-2 C.B. 45].

An employer may continue to provide tax-
free health care coverage to an employee’s spouse 
and dependents after the employee’s death [Rev. 
Rul. 82-196, 1982-2 C.B. 53].

However, coverage for domestic partners 
who are not dependents is not excludable from 
the employee’s income [P.L.R. 98-50-011 (Sep-
tember 10, 1998)]. 

Sole Proprietors

A sole proprietor generally may not exclude the 
cost of his or her own health insurance coverage, 
even when the proprietor offers company-paid 
health insurance for his or her employees. How-
ever, if the proprietor’s spouse is also the pro-
prietor’s bona fide employee, the proprietor can 
participate in the spouse’s family coverage under 
the plan.

Accident and Health Benefits

I.R.C. §§ 105 and 106 exclude certain employer 
payments for medical costs from an employee’s 
income. I.R.C. § 106 provides an exclusion for 
employer contributions to an accident or health 
plan, and I.R.C. § 105 provides an exclusion for 
amounts paid out by those plans for medical care.

Health Plan Contributions
A qualifying accident or health plan for the 
I.R.C. § 106(a) exclusion compensates employ-
ees (through insurance or otherwise) for personal 
injuries or sickness. It can cover the employee, the 
employee’s spouse, the employee’s dependents, 
and the employee’s children who are under age 
27, even if they are not dependents. The employer 
may pay the premium (or a portion of the pre-
mium) for an insurance policy or contribute to a 
separate trust or fund that provides accident or 
health benefits directly or through insurance.

The cost of the coverage is excluded from 
the employee’s wages for both income tax and 
employment tax (FICA and FUTA) purposes.

Group health insurance coverage is not 
required for this exclusion. An employer may 
reimburse employees for the premiums they pay 
for other hospital and medical insurance, as long 
as the employer receives proof that the employ-
ees paid the premiums [Rev. Rul. 61-146, 1961-2 
C.B. 25].

Group Health Plan 
Nondiscrimination 
Requirements

For plan years beginning on or after September 
23, 2010 (with certain exceptions for grandfa-
thered health plans), group health plans must 
meet the nondiscrimination requirements of Part 
A of Title XXVII of the Public Health Service Act 
(PHSA), 42 U.S.C. 300gg et seq. PHSA § 2716 pro-
hibits plans from discriminating in favor of highly 
compensated individuals by requiring that they 
satisfy the I.R.C. § 105(h) rules that previously 
applied only to self-insured plans.

Practitioner
Note
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eligible for the self-employed health insurance 
deduction from gross income on Form 1040.

If a partner’s spouse is a bona fide employee 
of the partnership, the partner can participate in 
the spouse’s family coverage under the plan.

S Corporation Shareholder-Employees

S corporations are treated as partnerships and 2% 
shareholders are treated as partners for fringe ben-
efit purposes [I.R.C. § 1372], so the I.R.C. § 106 
exclusion is not available to 2% shareholders. 

The spouse of a 2% shareholder is also a 2% 
shareholder by attribution and therefore the 
spouse of a 2% shareholder cannot participate in 
the plan. Consequently, unlike sole proprietors 
and partners, a 2% shareholder cannot partici-
pate in the spouse’s family coverage even if his or 
her spouse is a bona fide employee.

When an S corporation provides health insur-
ance to an employee who is a 2% shareholder, the 
health insurance premium is included as wages in 
box 1 of the employee’s Form W-2. The payment 
is exempt from FICA wages if it is made under a 
plan or system for employees and their depen-
dents generally or for a class or classes of employ-
ees and their dependents [Rev. Rul. 91-26, supra, 
and Announcement 92-16, 1992-5 I.R.B. 53].

Although a shareholder-employee is not 
treated as a self-employed person for most tax 
purposes, I.R.C. § 162(l)(5) allows a qualifying 
shareholder-employee to claim the self-employed 
health insurance deduction from gross income. 
The earned income limitation for the deduction is 
the shareholder’s FICA wages from the S corpo-
ration. Because the medical insurance premium is 
generally exempt from FICA, the employee must 
earn additional wage and salary income from the 
corporation that is at least equal to the medical 
insurance premium to support the deduction at 
the shareholder level.

Archer MSAs and HSAs

The I.R.C. § 106 exclusion encompasses employer 
contributions to Archer medical savings accounts 
(Archer MSAs) [I.R.C. § 106(b)] and health 
savings accounts (HSAs) [I.R.C. § 106(d)]. An 
employee may be given a choice between receiv-
ing employer contributions to an Archer MSA or 
to another employer-provided health plan with-
out having constructive receipt of income.

Common Law 
Employee

See Shellito v. Commissioner, 437 Fed. Appx. 665 
(10th Cir. 2011), in the “Rulings and Cases” chap-
ter of this book for a discussion of whether a 
spouse is an employee who can exclude medical 
expense reimbursements from income.

A self-employed person may reduce his or 
her gross income by the cost of health insurance 
through a deduction allowed on page 1 of Form 
1040, U.S. Individual Income Tax Return, as an 
adjustment to gross income [I.R.C. § 162(l)]. This 
deduction is not as advantageous as the fringe 
benefit exclusion for three reasons:

1. The deduction is not permitted if the self-
employed person or the person’s spouse is 
eligible to participate in another employer’s 
subsidized plan.

2. The deduction does not reduce self-employ-
ment (SE) income.

3. The deduction is limited to net earned income 
from the business, so that in a year of very 
low income, the deduction may be less than 
the cost of the insurance, and in a loss year, 
there is no deduction for the cost of medical 
insurance.

Net earned income from the business is the 
net profit from Schedule C (Form 1040), Profit 
or Loss From Business (Sole Proprietorship), or 
Schedule F (Form 1040), Profit or Loss From 
Farming, minus the adjustments to gross income 
for a portion of the SE tax (one-half in most years) 
and for contributions to a self-employed retire-
ment plan. 

Partners 

A partner is not an employee of a partnership in 
which he or she holds a direct interest [Rev. Rul. 
69-184, 1969-1 C.B. 1256]. Instead, a partner is 
treated as a self-employed person with respect to 
his or her distributive share of the partnership’s 
trade or business income [I.R.C. § 1402(a)].

Health insurance provided by a partnership 
to a partner must be treated as a guaranteed pay-
ment or as a distribution. The benefit is subject 
to both income tax and SE tax [Rev. Rul. 91-26, 
1991-1 C.B. 184]. The partner is potentially 

Cross-
Reference
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COBRA Premium Assistance

The exclusion also applies to amounts an 
employer pays to maintain medical coverage for a 
current or former employee under the Combined 
Omnibus Budget Reconciliation Act of 1986 
(COBRA), Pub. L. No. 99-272. The exclusion 
applies whether the employer directly pays the 
premiums or reimburses the former employee for 
the premiums, and whether the employee’s sepa-
ration from service is permanent or temporary.

Medical Expense Reimbursements
I.R.C. § 105(a) states that when the employer 
pays the cost of accident or health insurance, the 
amounts paid by the insurance company to an 
employee are generally taxable. I.R.C. § 105(b) 
then provides an exclusion for amounts paid or 
reimbursed for expenses that otherwise qualify 
for the I.R.C § 213 medical expense deduc-
tion. I.R.C. § 105(c) further excludes from gross 
income payments for the permanent loss (or loss 
of use) of a member or function of the body (such 
as an arm or leg), for illnesses, or for permanent 
disfigurement. These payments must be calcu-
lated without regard to any absence from work to 
be excludable.

A plan may be as simple as an insurance 
company making direct payments to a doctor 
or hospital for covered care, which is an indirect 
reimbursement to the employee. More complex 
plans, such as health reimbursement arrange-
ments (HRAs), reimburse employees for deduct-
ibles, co-pays, and other out-of-pocket medical 
expenses. 

Self-insured plans for reimbursing medical 
benefits must be nondiscriminatory in both eligi-
bility to participate and in the benefits provided 
[I.R.C. § 105(h)]. If either the written plan or spe-
cific benefits provided under the plan discrimi-
nate in favor of highly compensated employees 
(HCEs), the discriminatory benefits provided to 
the HCEs are not excluded from their incomes. 

Nondiscrimination 
Rules

See pages 322–323 of the 2005 National Income 
Tax Workbook for more coverage of these non-
discrimination rules.

I.R.C. § 105(g) expressly states that a self-
employed person is not considered an employee 
for purposes of medical reimbursement plans. 
Thus, payments made under these plans to a pro-
prietor, a partner, or a 2% S corporation share-
holder are treated as income or distributions. 
Because the payments are not for insurance, they 
are not eligible for the self-employed health insur-
ance deduction. Because the reimbursements are 
included in income, the medical expenses can be 
treated as itemized deductions.

A self-employed person or a partner whose 
spouse is a bona fide employee of the business 
can be covered as the spouse under a medical 
expense reimbursement plan that is a fringe ben-
efit for the employee-spouse [Rev. Rul. 71-588, 
1971-2 C.B. 91]. This planning option is not avail-
able for an S corporation 2% shareholder because 
both spouses are treated as 2% shareholders.

Cross-
Reference
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I.R.C. § 125, “Cafeteria Plans”

A cafeteria plan is a fringe benefit plan, rather 
than being a fringe benefit in itself. Cafete-
ria plans allow employees to choose their 
preferred fringe benefits from a menu that 
includes qualified benefits and cash. The plans 
can be funded through voluntary employee 
salary reduction contributions, through 
employer contributions (sometimes called flex 
credits), or through a mix of those options.

No Change in Character

Because employees have a cash option, the 
constructive receipt rules could apply in the 
absence of I.R.C. § 125(a), which provides 
that the right to make benefit choices does not 
by itself make the benefits taxable. The choice 
of cash is taxable, as is the choice of certain 
fringe benefits. But fringe benefits that are oth-
erwise excludable from income still qualify 
for the exclusion if an employee selects them 
via a cafeteria plan. Fringe benefits that are 
taxable outside a cafeteria plan are still tax-
able if they are selected inside the plan.

Cafeteria plans frequently include acci-
dent and health benefits (including HSAs), 
but Archer MSAs and long-term care insur-
ance are not permitted benefits. Plans also 
frequently include dependent care assistance, 
group-term life insurance coverage (including 
costs that cannot be excluded from wages), 
and adoption benefits. 

The income and FICA tax treatments of 
each benefit are the same as those shown in 
Figure 12.7.

Eligibility to Participate

Participation in a cafeteria plan is limited to 
common law employees and full-time life 
insurance agents who are statutory employ-
ees. Because partners in a partnership cannot 
participate in a cafeteria plan, 2% sharehold-
ers of an S corporation are not eligible 
employees of the S corporation for cafeteria 
plan enrollment.

If a cafeteria plan discriminates in favor 
of HCEs with respect to eligibility, contribu-
tions, or benefits, the employer must include 
the value of the benefits the HCEs selected in 
their wages, even if the HCEs chose nontax-
able benefits. 

Similarly, if more than 25% of the plan’s 
nontaxable benefits are paid to key employ-
ees, the employer must include the value of 
the benefits in the key employees’ incomes. 

The terms HCE and key employees are 
defined on page 451  in Issue 3 of this chapter, 
“Simple Cafeteria Plans.”

Flexible Spending Arrangements

A health flexible spending arrangement 
(health FSA) allows employees to be reim-
bursed for their out-of-pocket medical 
expenses. Employer contributions to a health 
FSA are excluded from the employees’ gross 
income and are not subject to FICA taxes.

Cafeteria plan benefits generally cannot 
include deferred compensation, so health 
FSAs are use-it-or-lose-it plans. Unspent 
amounts left in the FSA at the end of a plan 
year are available in a subsequent year only 
to the extent the plan includes a grace period. 
If there is a grace period, qualified medical 
expenses incurred during that period (up to 
2½ months after the end of the plan year) can 
be reimbursed from the prior-year funds that 
otherwise would be forfeited.

Employee salary reduction contributions 
to a health FSA will be limited to $2,500 in 
2013. Cost-of-living adjustments in $50 incre-
ments will be made in subsequent years. See 
the “Prior Legislation” chapter of this book 
for more information about this limit.
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Dependent Care Assistance

I.R.C. § 129 allows a limited gross income 
exclusion for dependent care assistance. The 
requirements for the care to be necessary for 
the employee to work and to be provided for a 
qualifying person are the same as the rules for the 
dependent care credit, but the annual expense 
limit for tax-free employer assistance is $5,000 for 
most taxpayers and $2,500 for employees whose 
filing status is married filing separately.

Leased employees are eligible employees for 
dependent care assistance if they have worked for 
the employer on a substantially full-time basis for 
at least 1 year and the employer primarily directs 
or controls their services.

Sole proprietors, partners, and 2% sharehold-
ers can receive dependent care assistance as a 
tax-free fringe benefit, but the class of individu-
als who are 5% owners cannot receive more than 
25% of the benefits [I.R.C. § 129(d)(4)].

In addition, all HCEs receiving dependent 
care assistance are taxed on the benefits if the 
plan favors HCEs. A plan does not favor HCEs if 
the average benefit that non-HCEs receive under 
all of the employer’s dependent care assistance 
plans is least 55% of the average benefit HCEs 
receive under all of the employer’s dependent 
care assistance plans. If the benefits are pro-
vided through a salary reduction agreement, the 
employer may disregard employees who are paid 
less than $25,000 [I.R.C. § 129(d)(8)].

An employer must report all dependent care 
assistance benefits in box 10 of the employee’s 
Form W-2. Excess benefits are also reported 
as wages in boxes 1, 3, and 5 of the Form W-2. 
Dependent care assistance provided to a partner 
is reported with code O on line 13, “Other deduc-
tions,” of Schedule K-1 (Form 1065), Partner’s 
Share of Income, Deductions, Credits, etc.

To prevent double-dipping, excluded depen-
dent care assistance reduces the expense that is 
eligible for the child and dependent care credit, 
and recipients must complete Part III of Form 
2441, Child and Dependent Care Expenses. A 
dependent care assistance recipient must also 
choose between the exclusion and a deduction if 
the dependent care expense qualifies as a medical 
expense.

Group-Term Life Insurance

Group-term life insurance coverage through an 
employer plan is an excludable fringe benefit 
under I.R.C. § 79 if it meets the following four 
conditions:

1. The plan provides a general death benefit 
that is excludable from income under I.R.C. 
§ 101.

2. The amount of insurance each employee 
receives is based on a formula that prevents 
individual selection. (The formula may use 
factors such as the employee’s age, years of 
service, or position to determine the amount 
of coverage.)

3. The employer carries the insurance pol-
icy, even if the employees pay the premiums.

4. The plan covers at least 10 full-time 
employees at some time during the year, 
unless one of two exceptions is met: 
a. The insurance is provided to all full-time 

employees or to all full-time employees 
who provide acceptable evidence of insur-
ability; any required evidence of insurabil-
ity is limited to the employee’s completion 
of a medical questionnaire that does not 
require a physical examination; and the 
coverage is based on either a uniform 
percentage of pay or qualifying coverage 
brackets. 

b. The insurance is restricted to and manda-
tory for all employees who belong to or 
are represented by an organization such as 
a union that carries on substantial activities 
besides obtaining insurance; the insurance 
is provided under a common plan cover-
ing the employees of at least two unrelated 
employers; and evidence of whether an 
employee is insurable does not affect the 
employee’s eligibility for the insurance or 
the amount of insurance that is provided.
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the employee paid for the insurance, is included 
as additional compensation on the employee’s 
Form W-2.

The inclusion amount is calculated by multi-
plying the coverage that exceeds $50,000 (in thou-
sands of dollars, rounded to the nearest $100) by 
the cost shown in Figure 12.8, using the employ-
ee’s age on the last day of the employee’s tax 
year (generally, the calendar year). The per thou-
sand dollar cost per month is prorated for partial 
months of coverage [Treas. Reg. § 1.79-3(d)].

FIGURE 12.8 Inclusion Factors

Age Cost

Under 25 $ 0.05

25–29 $ 0.06

30–34 $ 0.08

35–39 $ 0.09

40–44 $ 0.10

45–49 $ 0.15

50–54 $ 0.23

55–59 $ 0.43

60–64 $ 0.66

65–69 $ 1.27

70 and older $ 2.06

Example 12.20 Insurance Cost  
Included in Income

Harvey Harrison’s employer provides group-
term life insurance coverage equal to four times 
the employee’s salary to all full-time employees. 
Harvey is 45 years old at the end of 2012, his 
wages were $43,200, and he paid $104 toward the 
cost of insurance. Because Harvey’s employer is 
providing $172,800 (4 × $43,200) of group-term 
life insurance, Harvey’s wages will include the 
deemed cost of $122,800 ($172,800 – $50,000) of 
the insurance. 

Question 1.
What is Harvey’s income inclusion?

Answer 1.
Using the table in Figure 12.8, the annual cost of 
$122,800 of coverage for a 45-year-old is $221.04 
[($122,800 ÷ $1,000) × $0.15 × 12 months]. 
Harvey’s $104 contribution is subtracted, so the 
includable amount is $117.04 ($221.04 – $104). 
The $117.04 is included in boxes 1, 3, and 5 of 

Coverage Brackets 

Coverage brackets are dollar amounts, such as 
$25,000, $50,000, $100,000, and $250,000, gener-
ally linked to a job description or position clas-
sification. In general, no bracket can be more 
than 250% of the next lower bracket, and the 
lowest bracket must be at least 10% of the high-
est bracket. An insurer may establish a separate 
schedule of coverage brackets for employees who 
are over age 65, but the lowest bracket in the over-
65 schedule must be at least 10% of the highest 
bracket in the basic schedule and no bracket in 
the over-65 schedule can exceed 250% of the next 
lower bracket in the over-65 schedule [Treas. Reg. 
§ 1.79-1(c)(2)(ii)]. If no employee is covered in a 
bracket, that bracket does not count in applying 
the formula [Rev. Rul. 80-220, 1980-2 C.B. 35].

Some Employees  
Are Not Counted

Certain employees are not counted in applying 
either exception to the 10-employee rule. They 
are employees who were denied insurance for 
one of three reasons: (a) they are 65 or older; 
(b) they customarily work 20 or fewer hours in a 
week, or 5 or fewer months in a calendar year; or 
(c) they have not been employed for a required 
waiting period in the policy. The waiting period 
cannot be more than 6 months.

Eligible Employees
Eligible employees are common law employ-
ees, full-time life insurance agents who are statu-
tory employees, former employees, and leased 
employees who have worked under the employ-
er’s direction or control on a substantially full-
time basis for at least 1 year. 

Sole proprietors and partners are not employ-
ees, and a 2% shareholder is not treated as an 
employee for this purpose.

Inclusion Amounts
The exclusion covers the cost of $50,000 of group-
term insurance coverage. If more than $50,000 of 
coverage is provided, a deemed cost of the excess 
coverage, reduced by the amount (if any) that 
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Survivors Benefits

Death benefits paid by an employer are gener-
ally not excludable from income. I.R.C. § 101(b) 
was repealed in 1996; it had allowed employers 
to pay up to $5,000 of nontaxable death benefits 
(often called a widow’s allowance). Current law 
does exclude two death benefits. 

Public Safety Officers
I.R.C. § 101(h) applies to qualifying survivor 
annuities paid to spouses, former spouses, and 
children of public safety officers killed in the line 
of duty. Public safety officers include law enforce-
ment officers, firefighters, members of an ambu-
lance crew or rescue squad, and chaplains who 
are responding to a fire, rescue, or police emer-
gency as a member or employee of a fire or police 
department.

An annuity provided under a governmen-
tal plan is excludable from gross income to the 
extent it is attributable to the officer’s service as 
a public safety officer. The exclusion does not 
apply if the recipient’s actions were responsible 
for the officer’s death, if the death was caused by 
the intentional misconduct of the officer or by the 
officer’s intention to cause his or her death, if the 
officer was voluntarily intoxicated at the time of 
death, or if the officer was performing his or her 
duties in a grossly negligent manner at the time 
of death.

Eligible survivors of public safety officers who 
die as a result of traumatic injuries sustained in 
the line of duty may also receive a tax-free death 
benefit that is administered through the federal 
Bureau of Justice Assistance.

Terrorist Victims and Astronauts
I.R.C. § 101(i) excludes employer-provided 
death benefits paid to survivors of specified ter-
rorist victims as defined in I.R.C. § 692(d)(4) and 
astronauts who died in the line of duty. Specified 
terrorist victims are the individuals who died as 
a result of three specified events: the April 19, 
1995, Oklahoma City bombing; the September 
11, 2001, terrorist attacks; and the 2001 anthrax 
attacks. 

The exclusion is generally limited to the ben-
efit paid only because the death was caused by 
a terrorist or anthrax attack. Employer-funded 

Harvey’s Form W-2, and is also reported in box 
12 with code C.

Question 2.
What if the employer’s cost of the insurance is 
only $200 for the year?

Answer 2.
It does not matter whether the employer paid 
more or less than the amount calculated using the 
table in Figure 12.8. Harvey’s inclusion amount 
is still $117.04.

Question 3.
How does Harvey pay the FICA tax on the inclu-
sion amount?

Answer 3.
Because Harvey is a current employee, his 
employer deducts it from his cash wages. Employ-
ers are not required to collect FICA taxes on the 
excess cost of insurance for former employees. 
The uncollected amounts are reported separately 
in box 12 of Form W-2, with codes M and N.  

Discriminatory Plans 

In general, a group-term life insurance plan is 
treated as discriminating in favor of key employ-
ees unless it benefits at least 70% of all includable 
employees, or unless at least 85% of the employ-
ees who participate in the plan are not key 
employees. A group-term life insurance plan that 
is part of a cafeteria plan qualifies as nondiscrimi-
natory if it meets the requirements of I.R.C. § 125. 
A fourth alternative is setting up a classification 
that the IRS finds is not discriminatory in favor of 
key employees [see Treas. Reg. § 1.410(b)-4 for 
the qualified plan nondiscriminatory classifica-
tion test requirements]. 

All benefits offered to key employees must also 
be available to all other participants. 

If a group-term life insurance plan favors key 
employees, the key employees are taxed on 
the entire cost of their insurance benefits. The 
amount included in a key employee’s wages is the 
greater of the actual premium or the cost calcu-
lated using Figure 12.8. 
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services [Treas. Reg. § 1.132-2(2)]. A brokerage 
company’s facilitation of an employee’s stock 
purchase is an example of a service that is not 
considered to be an excess capacity service.

Reciprocal agreements between unrelated 
employers providing the same service are permit-
ted. The employers must have a written agree-
ment under which a group of employees of each 
employer, all of whom perform substantial ser-
vices in the same line of business, may receive no-
additional-cost services from the other employer. 
Neither employer may incur any substantial addi-
tional cost in providing the service or because of 
the written agreement.

The term employee includes current employ-
ees; former employees who retired or left on 
disability, surviving spouses of employees who 
died before retirement, surviving spouses of 
former employees who retired or left on dis-
ability, leased employees who have worked on 
a substantially full-time basis for at least 1 year, 
and partners who work for a partnership. Ser-
vices provided to the spouse or dependent child 
of an employee are treated as provided to the 
employee. The use of air transportation can be 
provided tax-free to an employee’s parent but 
not to a surviving spouse’s parent.

The exclusion is available to HCEs only if 
the fringe benefit is available on substantially 
the same basis to all employees or to a group of 
employees defined under a reasonable classifica-
tion that does not favor HCEs. 

Example 12.21 Reciprocal Agreement

Josie Jamison is a flight attendant on Blue Sky 
Airlines, which permits any employee to fly on 
any Blue Sky flight for a flat fee of $50 if the flight 
is not full. Blue Sky has a reciprocal arrangement 
with Golden Beaches Airlines that allows any 
Blue Sky employee to fly on any Golden Beaches 
flights and any Golden Beaches employees to fly 
on Blue Sky flights under the same terms. Josie 
flew to River City on Golden Beaches Airlines for 
$50. The retail price of the flight was $550, and 
she was served a soft drink and peanuts during 
the flight. Josie is not required to recognize any 
income. The $500 ($550 – $50) additional value 
of the flight is a no-additional-cost fringe benefit. 
The cost of the soft drink and peanuts is an inci-
dental expense that does not negate the exclusion.

benefits (such as nonqualified deferred compen-
sation) that would have been payable if the death 
occurred for another reason are not excluded, 
except for incidental death benefits paid by a 
qualified retirement plan. 

The term employee includes a self-employed 
person as defined for retirement plan purposes, 
which allows a partnership to make excludable 
payments to a partner’s survivors.

Fringe Benefits  
under I.R.C. § 132

I.R.C. § 132 excludes eight categories of employer-
provided fringe benefits:

1. No-additional-cost services
2. Qualified employee discounts
3. Working condition fringe benefits
4. De minimis fringe benefits
5. Qualified transportation fringe benefits
6. Qualified moving expense reimbursements
7. Qualified retirement planning services
8. Qualified military base realignment and 

closure fringe benefits

Each of these categories has special rules. 

No-Additional-Cost Services
A no-additional-cost service is sometimes called 
an excess capacity service. The service must be 
one that is offered for sale to customers in the 
employer’s ordinary course of business, but the 
employer must incur essentially no additional 
cost in providing it to employees either free or at 
a reduced price. 

Lost revenue must be considered in deter-
mining if the employer incurs a substantial cost, 
and any amount the employee pays for the ser-
vice is ignored in determining the employer’s 
cost of providing it. An employer is considered 
to incur substantial additional costs if a substan-
tial amount of time is spent in providing the ser-
vice, even if that time would otherwise be idle 
or if the services are provided outside normal 
business hours.

Examples of excess capacity services include 
hotel accommodations; transportation by aircraft, 
train, bus, subway, or cruise line; and telephone 
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Example 12.22 Substantial Labor

Heddy Herr and Carly Cutter are employees 
of the Beautiful Hair Salon. Beautiful allows 
employees to style each other’s hair at no charge 
during their idle time. At a time when neither 
Heddy nor Carly had appointments, Carly styled 
Heddy’s hair. Carly’s usual fee for this service is 
$125. Beautiful Hair must include the $125 value 
of Carly’s services in Heddy’s income, subject to 
employment taxes, because substantial labor was 
involved in providing the service. That the work 
was performed during downtime is irrelevant.

Employee Discounts
A qualified employee discount can be offered for 
property that is ordinarily sold to customers or 
for services that are offered to customers.

■■ The discount for property is limited to the 
employer’s gross profit percentage for the 
line of business or for a narrower classifica-
tion of property selected by the employer.

■■ The discount for services is limited to 20% of 
the customer price.

A qualified employee discount does not apply 
to real property or to personal property that is 
commonly held for investment, such as stocks or 
bonds.

The gross profit percentage is based on the 
employer’s experience during the tax year imme-
diately before the tax year in which the discount 
is available. It is calculated by subtracting cost 
of goods sold from total sales and dividing the 
result by total sales. The aggregate sales price 
must be determined in accordance with generally 
accepted accounting principles (GAAP).

Employees can be allowed to purchase dam-
aged, distressed, or returned goods at a larger 
discount if they pay a fair market value (FMV) 
price. In that case, no income is attributable to 
the purchase.

The qualified employee discount rules do not 
provide for reciprocal agreements, but employ-
ees of leased sections of department stores are 
treated as employees of the department store, and 
employees of the department store are treated as 
employees of the leased section of the depart-
ment store [I.R.C. § 132(j)(2)]. 

A qualified employee discount may be pro-
vided directly by the employer or indirectly 

through a third party. For example, an employee 
of an appliance manufacturer may receive a qual-
ified employee discount on the manufacturer’s 
appliances purchased at a retail store that offers 
the appliances for sale to customers. 

The HCE rules for qualified employee dis-
counts are the same as those for no-additional-
cost services. The definition of an employee for 
this exclusion is also the same as that for no-addi-
tional-cost services. The special rule for parents 
of an employee applies only to air transportation.

Working Condition Fringe Benefits
Property or services supplied by an employer to 
an employee qualify as a tax-free working condi-
tion fringe benefit if the employee would be enti-
tled to take a business expense or depreciation 
deduction if he or she had paid the cost without 
a reimbursement [Treas. Reg. § 1.132-5(a)(1)]. 
This exclusion also applies to cash allowances 
for employee expenses incurred in a specific 
business activity. The employer must require the 
employee to verify that the payment was actu-
ally used for eligible expenses and to return any 
unused part of the allowance. Working condition 
fringe benefits frequently provided by employers 
include the use of company cars and payments 
for job-related education. 

Car Provided for 
Employee Use

See Chapter 9, “Automobiles,” in the 2008 
National Income Tax Workbook for a discussion 
of the tax treatment when an employer provides 
a car for an employee’s use as a working condi-
tion fringe benefit. All of an employee’s use of a 
qualified non–personal use vehicle is a working 
condition fringe benefit.

No income is included for auto sales person-
nel who drive demonstrator cars if two conditions 
are met [I.R.C. § 132(j)(3)]:

1. The vehicle is provided primarily to facilitate 
the salesperson’s work. 

2. The employer imposes substantial restric-
tions on the salesperson’s personal use of the 
vehicle.

Treas. Reg. § 1.132-5(o) sets forth these restric-
tions in detail. Rev. Proc. 2001-56, 2001-51 I.R.B. 

Cross-
Reference
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590, provides optional simplified methods to 
determine whether there is a full, partial, or no 
exclusion of income for personal use of a demon-
strator car.

Working condition fringe benefits include the 
value of consumer goods the employer produces 
for sale to customers and provides to employees 
for product testing outside the workplace. Such 
testing must be a necessary business expense. 
The employee must submit detailed evaluations 
to the employer, and the length of the testing 
period must be reasonable.

Working condition fringe benefits generally 
can be provided tax-free to employees, partners 
who perform services for the partnership, direc-
tors, and independent contractors. Independent 
contractors cannot exclude the value of parking 
provided by the employer unless it is de mini-
mis, and neither a director nor an independent 
contractor may exclude the value of consumer 
goods provided under a product testing pro-
gram. Otherwise, the nondiscrimination rules 
for HCEs do not apply to working condition 
fringe benefits.

Bona fide volunteers performing services 
for tax-exempt organizations and governmental 
entities may be treated as employees for some 
working condition fringe benefits [Treas. Reg. 
§ 1.132-5(r)]. Coverage under a liability insur-
ance policy and parking are examples of fringe 
benefits that might be provided to volunteers 
tax-free.

Example 12.23 Job-Related Education

Bonnie Byte is an independent contractor who 
provides computer network services to Great 
Learning College. Great Learning requires her to 
take a graduate-level course in network engineer-
ing to maintain and improve her skills as a net-
work engineer. Because she works for the college, 
the college provides the class without an enroll-
ment charge. The benefit does not qualify for 
exclusion under the I.R.C. § 117(d) tuition reduc-
tion provision (discussed later in this chapter), but 
its value is a working condition fringe benefit for 
Bonnie, because she could deduct the cost as a 
business expense if she paid it. Great Learning 
excludes it when preparing Form 1099-MISC to 
report her compensation.

Clothing or uniforms are excluded from an 
employee’s wage if they are

■■ specifically required as a condition of 
employment; and

■■ not worn or adaptable to general usage as 
ordinary clothing.

Reimbursements for uniform costs or clothing 
allowances must meet the accountable plan rules.

Example 12.24 Employee Uniforms

ABC Delivery Company requires that its 
employees wear company logo uniforms when 
making deliveries to customers, and it provides 
the uniforms to the employees. ABC policy states 
that the uniforms should not be worn in off-duty 
hours. Because the uniforms are required as a 
condition of employment and are not suitable for 
everyday wear away from work, the employees 
can exclude the uniforms’ value as a working con-
dition fringe benefit.

Example 12.25 Safety Shoes Allowance

Big River Towing requires its employees to wear 
safety toe shoes while working. The company 
provides an $80 annual allowance to each of its 
employees for the purchase of safety shoes. The 
employees can exclude the allowance as a work-
ing condition fringe benefit, but they must retain 
the receipts for the shoes to substantiate their 
expenses.

Employees Must 
Account for Cash

Employees must maintain records of cash expen-
ditures when they receive a business expense 
allowance that is excludable from income as a 
working condition fringe benefit.

De Minimis Fringe Benefits
A de minimis fringe benefit under I.R.C. § 132(e)(1) 
is one that has so little value—taking into account 
its frequency—that it is unreasonable or impracti-
cal for the employer to account for it. Except for 
occasional supper money to facilitate overtime 
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work, cash and cash equivalents such as gift cards 
are never de minimis benefits.

Benefits that may be treated as de minimis 
are occasional personal use of a company copy-
ing machine; up to $2,000 of group-term life 
insurance payable on the death of an employee’s 
spouse or dependent; holiday gifts (except for 
cash) with a low FMV; occasional parties or pic-
nics for employees and their guests; occasional 
tickets for theater or sporting events; coffee, 
doughnuts, or soft drinks furnished at the work-
place; and occasional meals or meal money pro-
vided to enable an employee to work overtime, as 
long as the meal money is not figured on the basis 
of hours worked.

The cost of employee meals provided dur-
ing, immediately before, or immediately after an 
employee’s workday at an employer-operated 
eating facility on or near the place of business is 
a de minimis fringe benefit if the annual revenue 
derived from the facility at least equals its direct 
operating costs [I.R.C. § 132(e)(2)]. The revenue 
is considered equal to the direct operating costs 
if the meal’s value can be excluded from income 
under I.R.C. § 119, explained later in this section. 

Any recipient of a de minimis fringe benefit is 
treated as an employee for the income exclusion. 
Nondiscrimination rules do not apply, except for 
meals at an employer-operated eating facility. 
Thus, other de minimis fringe benefits may be 
excludable even if they are provided exclusively 
to HCEs. HCEs are the same employees who are 
HCEs for no-additional-cost services.

Transportation Fringe Benefits
The exclusion for qualified transportation fringe 
benefits covers four benefits [I.R.C. § 132(f)]:

1. Transportation to and from work in a com-
muter highway vehicle

2. Transit passes
3. Qualified parking
4. Qualified bicycle commuting 

reimbursements

The 2012 exclusion is limited to $125 per 
month for combined commuter highway vehi-
cle transportation and transit passes, $240 per 
month for qualified parking, and $20 a month 
for qualified bicycle commuting months. Quali-
fied transportation benefits can be provided 
directly or through a bona fide reimbursement 

arrangement. Cash reimbursements for transit 
passes qualify only if a voucher that the employee 
can exchange only for a transit pass is not readily 
available for direct distribution by the employer 
to the employee. 

A commuter highway vehicle must seat at 
least six adults plus the driver. At least 80% of 
its mileage must arise from transporting employ-
ees between their homes and the workplace, with 
employees occupying at least one-half of the seats 
(not including the driver’s seat).

Transit passes include any pass, token, fare 
card, voucher, or similar item entitling a person 
to ride (free of charge or at a reduced rate) on 
mass transit or in a vehicle that seats at least six 
adults plus the driver if the vehicle is operated by 
a person in the business of transporting persons. 
Mass transit may be publicly or privately oper-
ated and includes bus, rail, and ferry services. 

Qualified parking must be located on or near 
the employer’s business premises or on or near 
the location from which the business’s employees 
commute using mass transit, commuter highway 
vehicles, or carpools. 

Qualified bicycle commuting reimburse-
ments can cover the purchase of a bicycle, bicycle 
improvements, repairs, and storage, as long the 
bicycle is regularly used for commuting during 
that month. A bicycle commuting fringe benefit 
is not excludable if the employee received any 
other qualified transportation fringe benefit for 
that month.

Except for bicycle commuting reimburse-
ments, qualified transportation fringe benefits 
may be offered through a salary reduction plan. 
I.R.C. § 132(f)(4) states that an employee will not 
have constructive receipt of a qualified transpor-
tation fringe benefit solely because the employee 
may choose another fringe benefit that is taxable.

The definition of employee is limited to com-
mon law employees and leased employees who 
have worked on a substantially full-time basis 
for at least 1 year under the employer’s primary 
direction or control. 

A self-employed individual is not  an 
employee for qualified transportation fringe ben-
efit purposes, and therefore 2% shareholders are 
not treated as employees of the corporation for 
this purpose. However, the working condition 
and de minimis fringe benefits are available for 
transit passes provided to partners, 2% sharehold-
ers, and independent contractors, and parking 
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employee works at least 39 weeks during the first 
12 months after arriving in the general area of 
the new job location.

Eligible employees are the same as those for 
qualified transportation fringe benefits. Thus, 
self-employed persons, partners, and 2% share-
holders are excluded. 

Self-Employed Person’s 
Moving Expenses

Self-employed persons may qualify to deduct 
moving expenses as an adjustment to gross 
income, but the time test is different. During 
the 24-month period immediately following the 
move, the taxpayer must work full-time as a self-
employed individual for at least 78 weeks, includ-
ing at least 39 weeks in the first 12 months.

Retirement Planning Services
Only employers who offer qualified retirement 
plans can offer qualified retirement planning ser-
vices as an excludable fringe benefit. In addition 
to advice and information about the employer’s 
retirement plan, retirement planning services 
may include general advice and information on 
retirement. The exclusion does not apply to tax 
preparation, accounting, legal, or brokerage ser-
vices. HCEs may exclude the value of retirement 
planning services only if the services are avail-
able on substantially the same terms to all eligible 
employees.

Military Base Realignment
The value of payments made by the federal gov-
ernment through the Homeowners Assistance 
Program (HAP), 42 U.S.C. § 3374, is excludable 
from income as a qualified military base realign-
ment and closure fringe benefit [I.R.C. § 132(n)]. 
These payments can be made to a military or 
civilian federal employee whose employment at 
or in connection with a U.S. military installation 
ends because the base is closed. The payment is 
based on the loss in FMV of the employee’s home 
because the closure results in a decreased market 
for the sale of the home.

Practitioner
Note

may be provided to them if it qualifies as a de 
minimis fringe benefit.

Example 12.26 Nonqualified  
Commuter Vehicle

Ronald Ray’s employer provides transportation 
to him to and from work in a company-owned 
Ford Crown Victoria that seats six adults, includ-
ing the driver. Because the car does not seat at 
least six people in addition to the driver, the 
employer must report the transportation’s FMV 
as wages paid to Ronald that are subject to income 
and FICA taxes.

Example 12.27 Qualified Transit Pass

Lucy Lane’s employer, Blass Media, provides her 
with transportation to and from work in a Chevy 
Suburban that is owned and operated by Acme 
Transport. Acme supplies a driver and charges 
Lucy’s employer a monthly fee. The vehicle 
regularly carries three Blass employees, includ-
ing Lucy, and three other individuals to and from 
the work site. Its seating capacity is nine adults, 
including the driver.

Although this arrangement does not satisfy 
the requirements for a qualified commuter vehi-
cle, it does qualify for the mass transit exclusion, 
so that Lucy’s employer can exclude the FMV of 
the transportation from her wages.

Moving Expense Reimbursements
I.R.C. § 82 includes reimbursements for job-
related moving expenses in gross income, but 
it provides an exception for qualified reim-
bursements under I.R.C. § 132(a)(6). Qualified 
expenses are the expenses that are deductible 
under I.R.C. § 217. These expenses include the 
reasonable costs of moving household goods and 
personal effects from the former home to the new 
home, and travel expenses from the former home 
to the new home. Travel expenses include over-
night lodging costs, but they do not include any 
expenses for meals.

Moving expenses must meet both a dis-
tance test and a time test. The distance test is 
met if the new job location is at least 50 miles 
farther from the employee’s old home than the 
old job location was. The time test is met if the 
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Educational Assistance Programs
An employer may pay up to $5,250 annually for 
an employee’s undergraduate or graduate educa-
tion expenses without including any of the cost 
in the employee’s wages. I.R.C. § 127 requires a 
qualified written plan. The courses do not have to 
be job-related, but expenses for education involv-
ing sports, games, or hobbies do not qualify unless 
the education has a reasonable relationship to the 
employer’s business or is required as part of a 
degree program.

An employee includes a current employee 
or one who is on leave; a former employee who 
retired, was laid off, or left on disability; a leased 
employee who has worked under the employer’s 
primary direction or control on a substantially 
full-time basis for at least 1 year; a sole propri-
etor; and a partner who performs services for a 
partnership. Thus, a 2% shareholder can qualify 
for this benefit. 

A qualifying plan must satisfy four tests:

1. It must not favor HCEs. 
2. No more than 5% of the plan benefits can be 

paid to employees who own on any day of the 
year more than a 5% interest in the business 
(5% owners) or employees who are the spouses 
and dependents of such owner-employees. 

3. Employees cannot be given an option to 
choose to receive cash or other benefits 
instead of educational assistance.

4. The employer must give reasonable notice 
of the program to eligible employees.

2012 May Be Last Year 
for I.R.C. § 127 Benefit

I.R.C. § 127 will expire as of December 31, 2012, 
unless legislation extending it is enacted. See the 
“Prior Legislation” chapter of this book for more 
information about potential changes for 2013 
and later years.

Qualified Scholarships
Qualified scholarships are excludable from gross 
income under I.R.C. § 117(a). A qualified schol-
arship cannot be provided as compensation for 
services [Treas. Reg. § 1.117-6(d)]. Rev. Proc. 
76-47, 1976-2 C.B. 670, provides guidelines for 
private foundations that make educational grants 

On-Premises Athletic Facilities
The use of gyms and other athletic facilities oper-
ated by an employer that are located on premises 
owned by the employer, with substantially all use 
by employees, their spouses, and their dependent 
children, is a tax-free fringe benefit under I.R.C. 
§ 132(j)(4). An employee’s dependent child is a 
child or stepchild who is the employee’s depen-
dent or who, if both parents are deceased, is 
under age 25.

The athletic facility must be located on prem-
ises the employer owns or leases, but it does not 
have to be located on the business premises. It 
cannot be an athletic facility for residential use, 
such as athletic facilities that are part of a resort. A 
membership in a health club or country club does 
not qualify unless the club is owned or leased and 
operated by the employer and substantially all of 
its use is by the employer’s employees and their 
eligible family members.

The definition of an employee for this exclu-
sion is the same as that for no-additional-cost ser-
vices. Thus, partners and 2% shareholders may 
qualify. The nondiscrimination rules for HCEs 
do not apply to on-premises athletic facilities.

Education Benefits

Employers who provide their employees with 
assistance in paying educational expenses may 
exclude these amounts from the employees’ 
income if the assistance qualifies as a working 
condition fringe benefit, if it is provided through 
an I.R.C. § 127 educational assistance program, 
if it is a qualified scholarship, or if it is a quali-
fied tuition reduction. Working condition fringe 
benefits for job-related education were explained 
earlier in this issue.

Higher Education 
Expenses

See Issue 6 in the “Individual Taxpayer Issues” 
chapter of the 2010 National Income Tax Work-
book for additional information about tax ben-
efits for post-secondary education.

Cross-
Reference
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Coordination  
of Benefits

Fringe benefits may not be excluded under I.R.C. 
§ 132 if those benefits may be excluded under 
another code provision [I.R.C. § 132(l)]. There-
fore, education benefits that qualify for exclusion 
under I.R.C. §§ 117 or 127 cannot be treated as a 
working condition fringe benefit. 

Meals and Lodging

The FMV of lodging and meals provided by an 
employer to an employee is excludable from the 
employee’s gross income if certain conditions are 
met. 

Meals must be furnished on the employer’s 
premises (that is, the employee’s place of work) 
and for the convenience of the employer [I.R.C. 
§ 119(a)(1)]. The employee cannot be given an 
option to receive additional pay instead of meals. 
Meals are furnished for the employer’s conve-
nience in the following five situations:

1. The meals are provided to food service 
employees during, immediately before, or 
immediately after the employee’s working 
hours.

2. The meals are furnished during working hours 
for other employees so that the employees 
will be available for emergency calls during 
the meal period. (The employer must be able 
to show that emergency calls have occurred 
or can reasonably be expected to occur.) 

3. The meals are furnished during work-
ing hours because the nature of the business 
restricts an employee to a short meal period 
(such as 30 or 45 minutes) and the employee 
cannot be expected to eat elsewhere in such 
a short time.

4. The meals are furnished during working 
hours if the employee could not otherwise 
eat proper meals within a reasonable period 
of time because there are insufficient eating 
facilities near the place of employment. 

5. The meals are furnished immediately after 
working hours if the employer would have 
furnished them during working hours for 
a substantial noncompensatory business 

Practitioner
Note

to individuals who are the employees (or the chil-
dren of employees) of a specified employer. These 
grant programs limit the applicant pool to some 
or all of the employees (or the children of some 
or all of the employees) of a named employer, 
or otherwise give these individuals a preference 
over others in being selected as grantees. The 
pool must be broad enough that the group can be 
considered a charitable class. 

Qualified Tuition Reduction
An educational institution can exclude the value 
of a qualified tuition reduction for undergraduate 
education that it provides to any individuals who 
are treated as employees under the no-additional-
cost services and qualified employee discount 
fringe benefit rules.

A tuition reduction for graduate education 
qualifies for the exclusion only if it is for the 
education of a graduate student who performs 
teaching or research activities for the educational 
institution. The excludable portion cannot be 
compensation for those services.

Qualified tuition reductions apply to officers, 
owners, or HCEs only if the benefits are available 
to employees on a nondiscriminatory basis.

Example 12.28 Payment for Services 

Eddie Eaton received a tuition reduction grant 
from State University. As a condition of receiving 
the grant, Eddie must serve as a teaching assistant 
for State University without a cash stipend. The 
tuition reduction is equal to the compensation 
State University pays to teaching assistants who 
are part-time employees and not students at State 
University. Eddie’s grant, therefore, is payment 
for his services, and the entire amount must be 
treated as wages.

Example 12.29 Excludable Tuition Reduction

Shelly Stevens received a $35,000 tuition reduc-
tion grant from Private University, which requires 
her to perform services as a researcher for the uni-
versity without any cash stipend. Other research-
ers who are not grant recipients are paid $20,000 
for the year. Therefore, $20,000 of Shelly’s grant 
is compensation for her services and must be 
treated as wages. The remaining $15,000 is an 
excludable tuition reduction. 
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See pages 180–182 in the 2010 National Income 
Tax Workbook for more information about this 
exclusion.

Qualified Military Benefits

I.R.C. § 134 excludes qualified military benefits 
from uniformed service members’ gross income. 
These are cash allowances and in-kind benefits 
such as housing and meal allowances. The provi-
sion does not cover the personal use of vehicles, 
however. 

State bonus payments for combat zone ser-
vice are also qualified military benefits.

Volunteer Firefighters 
and EMTs

A fringe benefit that excluded qualified state and 
local tax benefits and a limited amount of cash 
payments to volunteer firefighters and emer-
gency medical responders expired December 31, 
2010.

Recordkeeping

I.R.C. § 6039D requires employers to file returns 
for specified fringe benefit plans that provide 
benefits under I.R.C. §§ 79, 105, 106, 120, 125, 
127, 129, and 137. However, the IRS suspended 
the filing requirement in 2001, so that employers 
sponsoring these plans are required to maintain 
documentation of only the following information:

1. The number of employees employed by the 
employer

2. The number of employees eligible to partici-
pate in the plan

3. The number of employees actually par-
ticipating in the plan

4. The total cost of the plan for each year
5. The employer’s name, address, taxpayer 

identification number (TIN), and type of 
business

6. The number of HCEs included in 1, 2, and 3

reason, but they were not eaten during work-
ing hours because of the work duties. 

Meals that are furnished to promote goodwill, 
boost morale, or attract prospective employees 
are not considered furnished for the employer’s 
convenience, but their value may qualify as a de 
minimis fringe benefit. 

If more than half of the employees who are 
furnished meals on the business premises are fur-
nished the meals for the employer’s convenience, 
the employer can treat all meals furnished to 
employees on the business premises as furnished 
for the employer’s convenience.

Accepting lodging on the employer’s prem-
ises must be a condition of employment, in 
addition to being provided on the employer’s 
business premises for the employer’s conve-
nience [I.R.C. § 119(a)(2)]. Lodging meets this test 
if the employee is required to accept the lodging 
because he or she needs to live on the business 
premises to properly perform his or her duties. 
This includes employees who must be available 
at all times, such as a park ranger, and employ-
ees who could not perform their required duties 
without being furnished the lodging, such as an 
employee working on an isolated deep-sea oil rig 
for several weeks.

This benefit is limited to employees; it is not 
available to partners and 2% shareholders. 

Convenience  
of Employer

I.R.C. § 119(b)(1) requires that the convenience of 
the employer be determined independently from 
the requirements of an employment contract or a 
state statute that requires either meals or lodging. 
Whether meals and lodging are furnished for the 
employer’s convenience depends on all the facts 
and circumstances. There must be a substantial 
business reason besides providing the employee 
with a form of additional pay. 

Rental Value of Parsonage

Neither the rental value of a parsonage nor the 
cash paid to a minister in lieu of providing a par-
sonage is included in a minister’s gross income 
if the requirements of I.R.C. § 107 are met. 

Practitioner
Note
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Return/Report of Employee Benefit Plan, with 
the Department of Labor. Plans that covered 
fewer than 100 participants as of the beginning of 
the plan year are not required to file Form 5500 
if they are unfunded, fully insured, or a combina-
tion of insured and unfunded.

The employer must maintain records that 
demonstrate that the requirements for the appli-
cable fringe benefit exclusion were met.

If a fringe benefit plan is a welfare benefit plan 
covered by the Employment Retirement Income 
Security Act of 1974 (ERISA), Pub. L. No. 
93-406, it is required to file Form 5500, Annual 

ISSUE 3: SIMPLE CAFETERIA PLANS Small employers can establish 
simple cafeteria plans that are treated as meeting certain nondiscrimination 
rules.

Salary reduction cafeteria plans permit employ-
ees to purchase a choice of fringe benefits with 
pretax income. A plan may offer only medical 
expense benefits, or it may add other benefits, 
such as dependent care assistance or group-term 
life insurance options. The benefits most fre-
quently selected are pretax payments of medical 
insurance premiums and medical flexible spend-
ing arrangement (FSA) allotments. 

Cafeteria plans can be advantageous both 
to employees and employers. Employees save 
both income tax and FICA tax on the value of 
the benefits, and employers save the matching 
share of FICA tax, as well as earning employee 
goodwill. But cafeteria plans generally must sat-
isfy complex nondiscrimination tests regarding 
eligibility to participate, contributions, and ben-
efits paid. I.R.C. § 125(j) provides a safe harbor—a 
simple cafeteria plan—that is an alternative way for 
an eligible employer to meet the nondiscrimina-
tion requirements.

Eligible Employers

An eligible employer for establishing a simple caf-
eteria plan is a small employer—one that employs 
an average of 100 or fewer employees per busi-
ness day during either of the 2 years preceding 
the plan’s adoption. After a plan is in place, the 
employer continues to be eligible as the business 
expands until employment increases to an aver-
age of 200 or more employees during the pre-
ceding year. Aggregation rules apply for related 
businesses, and successor employers must count 
the predecessor employer’s employees.

The employee count for a preceding year 
is an actual count only if the employer was in 

existence throughout the year. If an employer 
was not in existence for the entire preceding year, 
eligibility is based on the employer’s reasonable 
expectation of the average number of employees 
to be employed during the current year.

Eligible Employees

Simple cafeteria plans generally must permit all 
employees who worked at least 1,000 hours dur-
ing the preceding plan year to participate, but 
an employer may elect to exclude the following 
employees:

■■ Those who are under age 21 (or a plan-spec-
ified younger age) at the close of the plan 
year

■■ Those who have worked for the employer 
for less than 1 year (or a plan-specified 
shorter period)

■■ Those who are covered under a collec-
tive bargaining agreement if the benefits 
included in the cafeteria plan were subject to 
good faith bargaining

■■ Those who are nonresident aliens working 
outside the United States

A minimum participation rule requires the plan 
to allow each eligible employee to elect any ben-
efit available under the plan, subject to the plan’s 
terms and conditions that are applicable to all 
participants.
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an employee who is not a highly compensated 
employee or a key employee and who is eligible 
to participate in the plan.

The required employer contribution amount 
for a simple cafeteria plan can be either of the fol-
lowing amounts:

■■ Nonelective contributions equal to at least 2% 
of the employee’s compensation for the plan 
year for all qualified employees, whether or 
not those employees make salary reduction 
contributions for the year

■■ Matching contributions equal to the lesser of 
two amounts: 6% of the employee’s compen-
sation or twice the amount of the employee’s 
salary reduction contributions

Employers must use the same method (non-
elective or matching) for making contributions for 
all qualified employees. If the employer makes 

Ineligible Workers  
for Cafeteria Plans

Self-employed individuals (sole proprietors, 
partners, and independent contractors) and 2% 
shareholders of S corporations are not included 
in the definition of employee for cafeteria plan 
participation [Treas. Reg. § 1.125-1(g)].

Employer Contributions

The general cafeteria plan rules do not require an 
employer to make any contributions to the plan 
other than the employee salary reduction con-
tributions, but an employer that offers a simple 
cafeteria plan is required to make contributions 
for all qualified employees. A qualified employee is 

Practitioner
Note

Higly Compensated and Key Employees

Owners of small businesses are classified as 
both highly compensated employees (HCEs) 
and key employees if they directly or indi-
rectly own more than 5% of the business. The 
I.R.C. § 318 constructive ownership rules 
are applied to determine indirect ownership 
[I.R.C. § 416(i)(1)(B)(iii)].

The definition of highly compensated 
employee includes two groups of employees: 

■■ Employees who owned more than 5% of 
the business at any time during the cur-
rent year or preceding year

■■ Employees who earned more than an 
annually adjusted amount

The HCE compensation threshold was 
$110,000 for 2011, and it is $115,000 for 2012. 
Some plans determine HCE status using 
the current year’s compensation, and oth-
ers use the prior year’s compensation so that 
HCEs can be identified early in the year. An 
employer with numerous employees who are 
paid more than the threshold can elect to limit 
this HCE group to the top 20% of employees 
ranked by pay. 

The definition of key employee includes 
three groups of employees:

■■ More than 5% owners of the business
■■ Officers who earn more than an annually 
adjusted amount

■■ More than 1% owners of the business 
who earn more than $150,000

The $150,000 amount for 1% owners is 
not adjusted for inflation each year.

No more than 10% or 50 employees of a 
business are treated as officers. For businesses 
with fewer than 30 employees, three employ-
ees must be treated as officers. The term offi-
cer generally means someone with executive 
authority. Whether an employee is an officer 
is determined by facts and circumstances, 
including the source of the authority and the 
nature and extent of the employee’s duties. 
Sole proprietorships and partnerships, as well 
as corporations, may have officers under this 
definition. The compensation threshold for 
an officer to be a key employee is $165,000 
for 2012.

The definition of compensation usually 
includes elective deferrals, but an employer 
can elect to exclude salary reductions for 
cafeteria plan contributions, transportation 
fringe benefits, 401(k) plans, 403(b) tax-shel-
tered annuities, and 457 plans. 
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owner is a key employee even if he or she is not 
highly compensated. If a business has only five 
employees participating in the plan, and two are 
key employees, the business is likely to fail this 
test from the beginning, and the key employees’ 
benefits must be treated as taxable wages. The 
simple cafeteria plan rules eliminate the 25% key 
employee concentration test.

Example 12.30 Regular Cafeteria Plan

Vee Corporation is a C corporation that has 
six employees, including two employees who 
are classified as both key employees and HCEs 
because they are 5% owners of the business. The 
key employees are each paid $110,000, and the 
other four employees are paid $40,000 each. One 
of the rank-and-file employees does not elect a 
salary reduction; each employee who does par-
ticipate in the cafeteria plan elects a $2,500 sal-
ary reduction for qualified benefits. There are no 
other employer contributions.

Figure 12.9 shows the compensation and con-
tributions for each employee. The plan fails the 
25% key employee concentration test because 
the key employees will receive 40% ($5,000 ÷ 
$12,500) of the plan benefits. The simple cafeteria 
plan eliminates this concentration test, as shown 
in Example 12.31.

matching contributions, the rate for HCEs and 
key employees cannot exceed the rate for rank-
and-file employees. Employees cannot elect to 
take the employer contributions (nonelective or 
matching) as cash.

Employers are permitted to make additional 
contributions beyond the required amounts to 
the plan.

Free Pass on Tests

A simple cafeteria plan that complies with the 
I.R.C. § 125(j) eligibility and contribution rules 
automatically meets the applicable nondiscrimina-
tion requirements, which encompass both the gen-
eral I.R.C. § 125 nondiscrimination rules and the 
nondiscrimination tests that are otherwise appli-
cable to group-term life insurance programs, 
health FSAs, and dependent care assistance plans.

A small C corporation with shareholder-
employees who want to participate in a cafeteria 
plan often cannot meet the general I.R.C. § 125 
nondiscrimination requirements if the share-
holder-employees participate. A key employee con-
centration test states that key employees cannot 
receive more than 25% of the nontaxable ben-
efits that the plan provides to all employees, or 
their benefits are treated as taxable wages. A 5% 

FIGURE 12.9  25% Key Employee Concentration Test

Employee Group Compensation Contributions

Key employee participants (2) $220,000 $5,000

Other participants (3) 120,000 7,500

Nonparticipating employees (1) 40,000 0

Totals $380,000 $12,500

  
 

Example 12.31 Simple Cafeteria Plan

Vee Corporation (from Example 12.30) decided 
to adopt a simple cafeteria plan so that its key 
employees can fully participate in the plan. Vee 
may choose a 2% nonelective contribution or a 
matching contribution equal to the lesser of two 
times the employee contribution or 6% of com-
pensation. If Vee chooses the 2% nonelective 
contribution, Vee must contribute 2% of each 

employee’s pay, including a 2% amount for the 
employee who did not elect a salary reduction 
contribution. If Vee chooses to make matching 
contributions for each employee’s $2,500 sal-
ary reduction, Vee’s contribution is limited to 
$5,000 per employee (2 × $2,500) unless 6% of 
the employee’s pay is a smaller amount.

Vee’s contributions and its net cost after FICA 
savings for each of these methods are shown in 
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7.65% employer share of FICA tax on all salary 
reduction contributions to the cafeteria plan.

Figures 12.10 and 12.11. Because no employee’s 
compensation exceeds the $110,100 social secu-
rity tax wage base for 2012, Vee will save the full 

FIGURE 12.10 Net Cost of 2% Nonelective Contributions

Employee Group
Aggregate 

Compensation
Salary Reduction 

Contributions

Employer 
Contributions  

(2% Nonelective)

Key employee participants (2) $220,000 $  5,000 $4,400

Other participants (3) 120,000 7,500 2,400

Nonparticipating employees (1) 40,000 0 800

Totals $380,000 $12,500 $7,600 

FICA savings (7.65% × $12,500)    (   956)

Net cost to employer $6,644 

  

FIGURE 12.11 Net Cost of Matching Contributions

Aggregate 
Compensation

Salary Reduction 
Contributions

Employer Matching 
Contributions

Key employee participants (2) $220,000 $  5,000 $10,0001

Other participants (3) 120,000 7,500 7,2002

Nonparticipating employees (1) 40,000 0 0

Totals $380,000 $12,500 $17,200  

FICA savings (7.65% × $12,500)    (   956)

Net cost of contributions $16,244  

  
1 Lesser of $13,200 (6% × $220,000 total compensation) or $10,000 (2 × $5,000 employee salary reductions)
2 Lesser of $7,200 (6% × $120,000 total compensation) or $15,000 (2 × $7,500 employee salary reductions)

 

ISSUE 4: NONEMPLOYEE COMPENSATION A failure to file required 
information returns reporting payments to independent contractors can result 
in substantial penalties.

A business that pays a nonemployee $600 or 
more for services during the year must file an 
information return (Form 1099-MISC, Miscella-
neous Income) with the IRS and provide a copy 
to the service provider. A failure to timely file cor-
rect and complete information returns can result 
in substantial penalties. Form 1099-MISC is 
incomplete if the payee’s taxpayer identification 
number (TIN) is omitted or if the payee’s name 
and TIN are mismatched. 

Form W-9

Form W-9, Request for Taxpayer Identification 
Number and Certification, is used to request a 
U.S. person’s TIN and to request certain certi-
fications and claims for exemption. A U.S. per-
son includes, but is not limited to, the following 
persons:

■■ An individual who is a U.S. citizen or U.S. 
resident alien
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Questions often arise regarding the proper 
completion of Forms W-9 and 1099 for a single-
member limited liability company (LLC) that is 
treated as a disregarded entity. The owner’s name 
is entered on the first line, because the owner’s 
name is the name on the income tax return. The 
LLC’s name is entered on the second line as the 
business name. If the owner is an individual, the 
box for “Individual/sole proprietor” is checked, 
and the individual’s SSN is entered as the TIN in 
Part I, because it is the TIN used on Form 1040. 

A corporation is generally exempt from Form 
1099 reporting of payments received for services. 
If the single member of an LLC is a corporation, 
the corporation’s name and the LLC name are 
entered on the first two lines and the appropri-
ate box (“C Corporation” or “S Corporation”) is 
checked. Then the “Exempt payee” box at the 
right of the form is checked. Form W-9 must be 
signed and dated when the recipient claims to be 
an exempt payee. 

The certification and signature in Part II are 
not required for most payments, but Part II must 
be completed for interest, dividend, broker, and 
barter exchange accounts, and for real estate 
transactions. 

Example 12.32 Single-Member LLC  
Form W-9

Madison Architects hired Rogers Designs, LLC 
to provide design services for its new office build-
ing. Before it pays Rogers Designs, Madison 
Architects must request that the owner, Phyllis 
Rogers, complete a Form W-9. Phyllis Rogers’s 
completed Form W-9 is shown as Figure 12.12. 
She is not required to sign Part II, but she may 
choose to do so.

■■ A partnership, corporation, company, or 
association created or organized in the 
United States or under the laws of the United 
States

■■ A domestic estate or trust

A TIN for Form 1099-MISC may be a social 
security number (SSN), an employer identifica-
tion number (EIN), or an individual taxpayer 
identification number (ITIN). A mismatch occurs 
if the name and SSN do not agree with Social 
Security Administration (SSA) records, or if a 
name and EIN or ITIN do not agree with IRS 
records.

Online TIN Verification 

Form 1099 filers can use an online TIN and name-
matching service to verify information provided 
on the Form W-9 and avoid payee name and TIN 
mismatch problems when the information returns 
are filed. The online tool is found at www.irs.gov 
/Tax-Professionals/e-services---Online-Tools 
-for-Tax-Professionals. Eligible users must reg-
ister before they can access IRS e-services.

Substitute Form W-9 

A substitute Form W-9, including an electronic 
request, may be used if its content is substantially 
similar to the official Form W-9 and it satisfies cer-
tification requirements. See the IRS “Instructions 
for the Requestor of Form W-9” for more infor-
mation regarding substitute forms.

Practitioner
Note
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Note
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FIGURE 12.12 Form W-9 for Single-Member LLC

 

Backup Withholding

A business that makes reportable payments is 
required to withhold federal income tax at a 28% 
rate in three situations:

1. The payee has not provided a TIN (or has not 
certified it when required).

2. The payee has not certified that backup with-
holding (BWH) does not apply if the Form 
W-9 information is requested for an interest, 
dividend, broker, or barter exchange account.

3. The IRS has notified the payer that a speci-
fied taxpayer is subject to BWH. The IRS 
may send a B notice based on a name and 
TIN mismatch or a C notice based on under-
reporting of interest and dividend income. C 
notices are sent only to businesses that have 
filed information returns reporting interest or 
dividend payments made to the specified tax-
payer in a prior year. B notices are sent to any 
filer of an information return that included 
the name and TIN mismatch.
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IRS to validate an EIN or ITIN. When the neces-
sary documentation is received, the payer must 
stop BWH within 30 calendar days.

Check Records First 

Sometimes a mismatch may be caused by a data 
entry error by the business. If the name and num-
ber on the notice match the Form 1099 but do 
not match the information on the Form W-9 in 
the business’s files, the business is not required 
to start BWH. It should file corrected Forms 1099. 
(Two forms are required when an incorrect TIN 
was included on the original Form 1099—one to 
zero out the income under the wrong TIN and the 
other to report the income under the right TIN.)

If the IRS sends a C notice indicating payee 
underreporting, BWH continues until further 
notification is received from the IRS, either 
directly or via the payee. The BWH stop date usu-
ally is January 1 of the following year. C notices 
are sent only to businesses that provide interest, 
dividend, broker, or barter exchange accounts.

BWH is reported on the same Form 1099 
that reports the income. It is subject to federal tax 
deposit rules, and the tax liability is reported to 
the IRS annually by January 31 using Form 945, 
Annual Return of Withheld Federal Income Tax. 

A business may refund BWH amounts to pay-
ees only if the business implemented BWH erro-
neously. Otherwise, even when BWH may be 
stopped during a year, the payee must wait and 
claim credit for the BWH on his or her income 
tax return.

BWH Rate in 2013 

Before August 7, 2001, the BWH rate was 31%. 
With the December 31, 2012, sunset of the Eco-
nomic Growth and Tax Relief Reconciliation Act 
of 2001 (EGTRRA), Pub. L. No. 107-16, the BWH 
rate will revert to 31% in 2013 if Congress does 
change the law.

Practitioner
Note

Reportable Payments
Reportable payments for BWH generally are 
those of a type and amount that require reporting 
on Forms 1099-B, 1099-DIV, 1099-INT, 1099-
MISC, 1099-OID, or 1099-PATR, and some 
payments reportable on Form W-2G [I.R.C. 
§ 3406(b)]. Payments that are subject to withhold-
ing under another section of the Internal Reve-
nue Code (such as wages and pension income) 
are exempt from BWH.

If a new service provider has not completed 
a Form W-9, a business must start BWH when 
aggregate payments to the provider reach the 
$600 reporting level. If BWH is implemented 
only for this reason, the payer can stop BWH 
when the payer receives a properly completed 
Form W-9.

The $600 threshold does not apply if in the 
preceding year the payer was required to file an 
information return reporting compensation paid 
to the service provider or to backup withhold 
on payments to the same service provider. If the 
BWH tax has been withheld, a Form 1099 must 
be issued regardless of the amount of the report-
able payment made during the year.

Grace Period If TIN 
Application Pending

A payer of interest or dividends may allow a grace 
period of up to 60 days before beginning BWH if 
the payee completes a Form W-9 indicating that a 
TIN has been applied for [Treas. Reg. § 31.3406(g)-
3]. However, this grace period applies only to 
payments of interest, dividends, and some pay-
ments made with respect to readily tradable 
instruments. BWH is required immediately for 
other reportable payments, such as nonemployee 
compensation.

BWH after IRS Notice
If the IRS sends a payer a notice that a payee’s 
name and TIN do not match, the payer must 
notify the payee of the problem and implement 
BWH no later than 30 business days from the date 
of the IRS notice. BWH continues until the payee 
provides a new Form W-9. However, if the payer 
receives a second IRS notice listing the same 
payee within a 3-year period, the payee must ask 
the SSA to validate the TIN if it is an SSN or the 

Practitioner
Note
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Reportable Payments
In addition to nonemployee compensation pay-
ments that total at least $600 (box 7), businesses 
must report the following payments of $600 or 
more on Form 1099-MISC:

■■ Rent for real estate or equipment (box 1)
■■ Prizes and awards, including taxable dam-
ages (box 3)

■■ Payments to certain crew members by oper-
ators of fishing boats (box 5)

■■ Medical and health care payments made to 
providers (box 6)

■■ Crop insurance proceeds (box 10)
■■ Gross proceeds paid to attorneys (box 14)

The following payments have different 
reporting thresholds or must be reported regard-
less of the amount of the payments.

■■ Royalty payments of $10 or more (box 2)
■■ Any payments subjected to BWH (the BWH 
is reported in box 4)

■■ Substitute payments made by a broker in 
lieu of dividends or tax-exempt interest of 
$10 or more (box 8)

■■ Sales of $5,000 or more of consumer prod-
ucts to a person for resale anywhere except 
in a permanent retail establishment (box 9)

■■ Excess golden parachute payments under 
I.R.C. § 280G (box 13)

■■ I.R.C. § 409A nonqualified deferred com-
pensation income (box 15b; entering defer-
rals in box 15a is optional) 

Boxes 11 and 12 are reserved for future uses.
A business is not required to file Form 1099-

MISC to report most payments made to a corpora-
tion, a tax-exempt organization, or a government 
entity; payments made for merchandise, utilities, 
freight, storage, and similar expenses; or pay-
ments made for rents paid to a real estate agent.

Form 1099-MISC

The IRS tax gap studies show that taxpayers are 
much more likely to report their income when 
third parties report the payments they made. 
Form 1099-MISC is the primary third-party 
report for nonemployee income. When a busi-
ness pays an individual $600 or more during the 
year for his or her services and the individual is 
not the business’s employee, the business must 
issue a Form 1099-MISC. 

Questions on Tax Forms
Business owners were required to answer two 
questions about their Form 1099 filing responsi-
bilities on their tax returns for 2011. The follow-
ing tax forms asked (a) if the taxpayer made any 
payments that required filing a Form 1099 and 
(b) whether the taxpayer did file (or will file) all 
required Forms 1099:

■■ Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship), lines I and J

■■ Schedule C-EZ (Form 1040), Net Profit 
From Business (Sole Proprietorship), lines F 
and G

■■ Schedule E (Form 1040), Supplemental 
Income and Loss, lines A and B

■■ Schedule F (Form 1040), Profit or Loss From 
Farming, lines F and G

■■ Form 1065, U.S. Return of Partnership 
Income, lines 18a and 18b on Schedule B

■■ Form 1120, U.S. Corporation Income Tax 
Return, lines 15a and 15b on Schedule K

■■ Form 1120S, U.S. Income Tax Return for an 
S Corporation, lines 10a and 10b on Sched-
ule B

IRS Focus  
on Reporting

Understated business income, including under-
reported receipts and overstated expenses, is an 
area of IRS concern. In addition to increasing out-
reach and education about recordkeeping and 
reporting, the IRS is focusing enforcement efforts, 
including examinations, on these issues, including 
the filing of information returns.

Practitioner
Note
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subject to self-employment (SE) tax. (If the pay-
ments are not SE income, the third-party payer 
should report them in box 3.) The following items 
are examples of payments to be reported as non-
employee compensation.

■■ Compensation paid to nonemployees, 
including the value of any taxable fringe 
benefits

■■ Fees paid to nonemployees, including travel 
reimbursements for which the persons did 
not account to the payer

■■ Commissions paid to nonemployee salesper-
sons that are subject to repayment but were 
not repaid during the calendar year

■■ Exchanges of services between individuals in 
the course of their trades or businesses

■■ Fees for professional services, such as those 
paid to attorneys, accountants, architects, 
contractors, and engineers

■■ Fees paid by one professional to another, 
through fee splitting or referral fees

■■ Payments for other services, including pay-
ments for combined charges that incorpo-
rate charges for parts or materials used to 
perform the services if supplying the parts 
or materials was incidental to providing the 
services

■■ Payments to nonemployee entertainers, 
unless the entertainer is a nonresident 
alien (those payments are reportable on 
Form 1042-S, Foreign Person’s U.S. Source 
Income Subject to Withholding)

■■ Directors’ fees
■■ Payments to Section 530 workers [discussed 
in the “Schedule C (Form 1040) Issues” 
chapter of this book]

■■ Cash payments for purchases from a fishing 
boat of fish for resale

■■ Gross oil and gas payments for a working 
interest

Example 12.33 Form 1099-MISC

Z Builders is a contractor that subcontracts dry-
wall work to Ronald Green, a sole proprietor 
who does business as Y Drywall. Z Builders paid 
Ronald $5,500 in 2012 and issued the Form 1099-
MISC shown in Figure 12.13.

Payments to 
Corporations

Some payments made to corporations are report-
able on Form 1099-MISC. They include medi-
cal and health care payments, attorneys’ fees 
(reported in box 7) and gross proceeds paid to an 
attorney (reported in box 14), cash payments to 
fishermen for fish purchases for resale, substitute 
payments in lieu of dividends or tax-exempt inter-
est, and payments by a federal executive agency 
for services.

Box 3 Inclusions
Payments reportable in box 3, “Other income,” 
include prizes and awards and taxable damages 
that are neither wages nor nonemployee com-
pensation. Contest winnings are reported in box 
3 if the contest did not involve a wager. Distribu-
tions of Indian gaming profits to tribal members 
are also reportable in box 3.

If a deceased employee was due wages that 
were paid to a survivor after the employee’s 
date of death, the gross amount of the wages is 
reported in box 3 of a Form 1099-MISC issued 
to the survivor. (If the wages are paid in the year 
of death, they are subject to FICA taxes and with-
holding. The wages are reported in boxes 3 and 
5 but not in box 1. Social security withholding is 
reported in box 4 and Medicare withholding is 
reported in box 6.)

Payments made to participants in a medical 
study are not considered earned income, so they 
are also reported in box 3.

Foreign Agricultural 
Workers

An agricultural employer should use box 3 to 
report compensation of $600 or more in a calen-
dar year paid to an H-2A visa agricultural worker 
who did not provide a valid TIN. The employer 
must withhold federal income tax under the BWH 
rules.

Box 7 Inclusions
The most commonly used box on Form 1099-
MISC is box 7, “Nonemployee compensation.” 
Generally, payments reported in box 7 are 

Practitioner
Note

Practitioner
Note
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FIGURE 12.13 Completed Form 1099-MISC

 

Due Dates
The filer of Form 1099-MISC must give the recip-
ient a copy of the form by January 31 of the year 
following payment. The due date for filing Forms 
1099 with the IRS is February 28 if paper returns 
are filed and March 31 if the business uses the 
IRS’s Filing Information Returns Electronically 
(FIRE) system. 

Taxpayers who file 250 or more information 
returns of the same type are required to file them 
electronically. A business may request a hardship 
waiver by filing Form 8508, Request for Waiver 
From Filing Information Returns Electronically. 
The request should be submitted at least 45 days 
before the information return due date (by Janu-
ary 15 for Form 1099-MISC). The IRS processes 
waiver requests on a first-in, first-out basis begin-
ning January 1 of the calendar year the returns 
are due.

Penalties
The penalties for failure to file Forms 1099 
timely—or for filing them with missing or inac-
curate information—are time sensitive. They 
increase as shown in Figure 12.14, with a ceiling 
based on the size of the business [I.R.C. § 6721]. 
A small business is defined as one that has 3-year 
average annual gross receipts that do not exceed 
$5,000,000. 

The penalty applies to both the return 
required to be sent to the recipient and the return 
required to be filed with the IRS. The penalty also 
applies if paper Forms 1099 are filed when elec-
tronic filing is required.
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The Supreme Court applied I.R.C. § 263 
in INDOPCO, Inc. v. Commissioner, 503 U.S. 79 
(1992), holding that capitalization is the general 
rule and a current deduction is an exception that 
must be specified in an Internal Revenue Code 
section. Although the INDOPCO issue was busi-
ness acquisition costs rather than building and 
equipment costs, the principle is the same, and 
the case clearly provides strong judicial authority 
for the concept that capitalization is the norm.

Repair Costs
I.R.C. § 162(a) generally allows a deduction for 
“all the ordinary and necessary expenses paid or 
incurred during the taxable year in carrying on 
any trade or business.” The authority for deduct-
ing repair costs as an ordinary and necessary busi-
ness expense was former Treas. Reg. § 1.162-4, 
which provided that the “cost of incidental repairs 
[emphasis added] which neither materially add to 
the value of the property nor appreciably prolong 
its life, but keep it in an ordinarily efficient operat-
ing condition, may be deducted as an expense” 
and cannot also be added to the property’s basis.

One criterion in I.R.C. § 263(a) for requiring 
capitalization is that the expenditure adds value 
to the property. The nature of a repair will add 
value to the property. Whenever an expenditure 
enables property to operate more efficiently, 
extends its productive capacity, or lessens mainte-
nance requirements, it will add some measure of 
value. Thus, Treas. Reg. § 1.162-4 also provided 
that repairs that are “in the nature of replace-
ments, to the extent that they arrest deterioration 

ISSUE 5: REPAIRS AND CAPITAL EXPENDITURES The rules for 
deciding whether costs incurred to maintain or improve assets are currently 
deductible or must be capitalized and depreciated have lacked specificity for 
some fact situations. Temporary regulations attempt to provide more clarity.

New temporary regulations [T.D. 9564, 2012-14 
I.R.B. 614] that affect all taxpayers that acquire, 
produce, or improve tangible property clarify 
and expand the standards for repairs and capital 
expenditures set forth in the former regulations 
under I.R.C. §§ 162(a) and 263(a). The new regu-
lations also provide guidance about accounting 
for and disposing of MACRS property, and the 
treatment of expenses for materials and supplies.

Background

The general rule of I.R.C. § 263(a)(1) states that 
no deduction is allowed for “any amount paid 
out for new buildings or for permanent improve-
ments or betterments made to increase the 
value of any property or estate.” Former Treas. 
Reg. § 1.263(a)-1(a)(2) expanded this denial of 
a deduction to include amounts expended to 
restore depreciable property. Former Treas. Reg. 
§ 1.263(a)-1(b) explained that the nondeductible 
amounts included amounts paid or incurred for 
either of the following reasons:

1. To add to the value, or substantially prolong 
the useful life, of property owned by the tax-
payer, such as plant or equipment 

2. To adapt property to a new or different use

“No deduction” in this reference means no 
current deduction, because many capital expenses 
may be deducted over time through depreciation 
and amortization.

FIGURE 12.14 Form 1099 Penalties

Penalty Amount If Filed by
Maximum 

Penalty
Small Business 

Maximum Penalty

$30 per return 30 days after the due date $250,000 $75,000

$60 per return August 1 $500,000 $200,000

$100 per return Thereafter $1,500,000 $500,000

These penalty rates are effective for returns filed in 2011 and later years. 
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3. What is value for purposes of the “material 
increase in value” rule?

4. How should a material increase in value be 
determined?

5. What is useful life for purposes of the “substan-
tially prolongs useful life” rule?

6. How should it be determined whether an 
expenditure substantially prolongs a property’s 
useful life?

7. What factors are relevant in determining 
whether an expenditure adapts property to a 
new or different use? 

2006 Proposed Regulations
The IRS considered the comments made in 
response to Notice 2004-6 in drafting the pro-
posed regulations that were issued in August 
2006. These regulations included rules for deter-
mining (a) what constituted a unit of property,  
(b) whether an amount paid materially increased 
the value of the unit of property, and (c) whether 
an amount paid restored the unit of property. 

The proposed regulations were generally 
consistent with the “put or keep” standard, but 
the preamble noted that “amounts paid that keep 
property in ordinarily efficient operating condi-
tion are not necessarily deductible repair costs, 
particularly if the useful life is extended” [REG–
168745–03, 2006-39 I.R.B. 532].

2008 Proposed Regulations
After considering comments on the 2006 pro-
posed regulations, the IRS and the Treasury 
Department withdrew those proposed regula-
tions in March 2008 and proposed new ones 
[REG–168745–03, 2008-18 I.R.B. 871]. 

The 2008 release proposed to amend Treas. 
Reg. § 1.162-4 to simply read,

Amounts paid for repairs and mainte-
nance to tangible property are deductible 
if the amounts paid are not required to be 
capitalized under § 1.263(a)-3.

2011 Temporary Regulations
After considering comments on the 2008 pro-
posed regulations, the IRS and the Treasury 
Department also withdrew the 2008 proposed 
regulations on December 23, 2011, and issued 
new temporary regulations [T.D. 9564] that also 

and appreciably prolong the life of the property” 
must be capitalized.

“Put or Keep” Test
A dilapidated building that was purchased and 
restored was the issue in Stoeltzing v. Commissioner, 
266 F.2d 374 (3d Cir. 1959), aff’g T.C. Memo. 
1958-111, in which the appellate court established 
a “put or keep” test. Expenses that put an asset in 
efficient operating condition are capital expendi-
tures that are not currently deductible. Expenses 
that keep the asset in efficient operating condition 
are repairs that are currently deductible. Because 
the Stoeltzing rehabilitation costs were almost 
twice as much as the building’s acquisition cost, 
the court found that the “repairs” could scarcely 
be deemed incidental. 

The “put or keep” test was reiterated in 
the Estate of Walling v. Commissioner, 373 F.2d 
190 (3d Cir. 1967), rev’g and rem’g 45 T.C. 111 
(1965). Two barges that were transferred from 
a partnership to a corporation were dry docked 
soon afterward for repairs to keep them in the 
operating condition required by the U.S. Coast 
Guard. All of the work was required to be done 
at least annually to maintain the barges in seago-
ing condition. The former owner (the partner-
ship) paid for the repairs, fulfilling a condition 
of the contract for transfer. The Tax Court held 
that the expense was capital because it was 
incidental to the transfer. The appellate court 
reversed that decision, holding that the trans-
fer did not change the nature of annual main-
tenance expenses from ordinary to capital and 
that the partnership could deduct the cost to the 
extent the need for it arose before the transfer. 

IRS Efforts at Clarification

In 2004, the IRS sought public comments as a 
prelude to issuing guidance clarifying the I.R.C. 
§§ 162 and 263 rules for repairs and capital expen-
ditures. Notice 2004-6, 2004-3 I.R.B. 308, asked 
for responses to 15 questions, including these 
questions:

1. What is a unit of property?
2. In determining whether there is an increase 

in value, or whether useful life is substantially 
prolonged, what is the starting point?
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Expense Deduction Allowed
Generally, a taxpayer is not required to capital-
ize (or to treat as materials and supplies) amounts 
paid to acquire or produce a unit of property (or 
to acquire or produce any material or supply) if 
all four of the following requirements are met:

1. The taxpayer has an applicable financial state-
ment (AFS), as explained later in this section. 

2. At the beginning of the tax year, the taxpayer 
has written accounting procedures that treat 
payments for property costing less than a cer-
tain dollar amount as an expense for nontax 
purposes.

3. The taxpayer treats those payments as 
expenses on its applicable financial statement 
in accordance with its written accounting 
procedures.

4. The taxpayer’s aggregate amount of these 
payments is less than or equal to the greater 
of 
a. 0.1% of the gross receipts shown on its fed-

eral income tax return; or 
b. 2% of the total depreciation and amortiza-

tion expense shown on its AFS.

Example 12.34 De Minimis Rule

Marlene Pelzer spent $2,000 in 2012 to purchase 
10 printers at $200 each that she placed in service 
at her travel agency, an LLC taxed as a sole pro-
prietorship. Each printer is a separate unit of prop-
erty under Temp. Treas. Reg. § 1.263(a)-3T(e)(3), 
because all of the components of each printer 
are functionally interdependent. Marlene has an 
AFS and a written policy that requires expensing 
assets that cost less than $500. She treats the cost 
of the printers as an expense on her AFS.

If the aggregate amount Marlene spends in 
2012 for assets costing less than $500, including 
the $2,000 paid for the printers, does not exceed 
the greater of 0.1% of her total gross receipts 
or 2% of her total financial statement deprecia-
tion, Marlene is not required to capitalize the 
amounts paid for the printers [Temp. Treas. Reg. 
§ 1.263(a)-2T(g)(8), Example 1]. 

Temp. Treas. Reg. § 1.263(a)-2T(g)(3) and (5) 
includes three corollaries to the de minimis acqui-
sition cost deduction:

are new proposed regulations [REG–168745–03, 
2012-14 I.R.B. 718]. The new guidance is gener-
ally effective for amounts paid or incurred in tax 
years beginning on or after January 1, 2012.

The temporary regulations provide a general 
framework for capitalization. They retain many 
of the provisions of the 2008 proposed regula-
tions—for example, the temporary regulations 
adopt and refine the definition and treatment of 
materials and supplies, the de minimis rule for 
acquisition and production of property, and the 
safe harbor for routine maintenance.

The new rules modify the 2008 proposed 
rules for determining whether an amount is paid 
for an improvement to a building and whether 
an amount is paid for the replacement of a major 
component or substantial structural part of a unit 
of property. Numerous new examples illustrate 
the application of the improvement rules.

The temporary regulations also provide sev-
eral additional rules that were not included in the 
2008 proposed regulations. These include rules 
for the tax treatment of amounts paid to improve 
leased property and rules that revise the definition 
of disposition for ACRS and MACRS property to 
include the retirement of a structural component 
of a building.

The temporary regulations adopt the same 
general format as the 2006 and 2008 proposed 
regulations:

■■ Temp. Treas. Reg. § 1.263(a)-1T provides 
general rules for capital expenditures.

■■ Temp. Treas. Reg. § 1.263(a)-2T provides 
rules for amounts paid to acquire or produce 
tangible property.

■■ Temp. Treas. Reg. § 1.263(a)-3T provides 
rules for amounts paid to improve tangible 
property. 

De Minimis Rule

The de minimis rule [Temp. Treas. Reg. § 1.263(a)-
2T(g)] minimizes the compliance burden for 
qualifying taxpayers and allows the tax treatment 
of some costs to conform to the taxpayer’s book 
treatment of those costs. 
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No De Minimis Rule  
If There Is No AFS

The new regulations do not expand the de mini-
mis rule to a taxpayer without an AFS or provide 
specific de minimis amounts deductible by a tax-
payer in this context. A taxpayer without an AFS 
does not have a consistent, audited methodol-
ogy for determining de minimis expenses, and 
as a result, the IRS would have little or no assur-
ance that a taxpayer without an AFS was using a 
reasonable, consistent methodology that clearly 
reflects income. The temporary regulations pro-
vide some relief for a taxpayer without an AFS by 
providing a deduction under Treas. Reg. § 1.162-
3T for materials and supplies that cost $100 or 
less, as explained on page 470.

Example 12.35 Taxpayer with No AFS

Marlene (from Example 12.34) does not have an 
AFS. Because she does not meet the de minimis 
rule requirement, she must capitalize and depre-
ciate the printers as MACRS 5-year property or 
elect an I.R.C. § 179 deduction for their cost. If 
the printers did not cost more than $100 each, 
Marlene could deduct their cost as materials and 
supplies under Temp. Treas. Reg. § 1.162-3T(c)
(1)(iv). Marlene could also treat the printers’ cost 
as a material or supply if she can show that the 
printers’ useful life in her business ends within 12 
months after they are placed in service [Temp. 
Treas. Reg. § 1.162-3T(c)(1)(iii)]. 

Opportunity for 
Additional Expensing

Many tax practitioners automatically elect I.R.C. 
§ 179 expensing for the cost of small items of prop-
erty to avoid carrying them on the depreciation 
schedule. The de minimis rule would provide an 
opportunity for qualifying businesses to expense 
these items without using the § 179 deduction. 
This is beneficial both for large businesses that 
are not eligible for the § 179 deduction because 
of the ceiling on the amount of property placed 
in service and for small businesses that may not 
be able to take full advantage of it because of the 
taxable income limitation. 

Practitioner
Note

1. If the cost of property is expensed under the 
de minimis rule, the property is excluded 
from I.R.C. §§ 1221 and 1231, so that any 
gain on its disposition is ordinary income.

2. I.R.C. § 263A (the unicap rules) may require 
the cost of property that otherwise qualifies as 
de minimis to be capitalized into the cost of 
other property that the taxpayer is producing.

3. Property accounted for under the de minimis 
rule is not a material or supply for purposes of 
Treas. Reg. § 1.162-3.

Capitalization Required
The de minimis rule does not apply to the follow-
ing costs:

■■ Amounts paid for property that is includable 
as inventory 

■■ Amounts paid for land

Taxpayers may elect to capitalize the cost of 
assets that qualify as de minimis on an asset-by-
asset basis.

Applicable Financial Statement
An AFS is any of the following items, with 
descending priority:

1. A financial statement (10-K or Annual State-
ment to Shareholders) required to be filed 
with the Securities and Exchange Commis-
sion (SEC) 

2. A certified audited financial statement accom-
panied by the report of an independent CPA 
that is used for
a. credit purposes;
b. reporting to shareholders, partners, or 

similar persons; or
c. any other substantial nontax purpose

3. A financial statement other than a tax return 
that is required to be provided to a federal or 
state government agency other than the SEC 
or the IRS
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Case law also weighed in. In FedEx Corpo-
ration v. United States, 291 F.Supp.2d 699 (W.D. 
Tenn. 2003), aff’d 412 F.3d 617 (6th Cir. 2005), 
the taxpayer deducted millions of dollars of 
expenses incurred for heavy maintenance and 
repair of jet aircraft engines. The IRS challenged 
the deduction, claiming that the engines were 
separate units of property and that their useful 
life was prolonged by the maintenance work. 
The court ruled that the engines and the aircraft 
were a single unit of property, and that the main-
tenance costs were ordinary and necessary busi-
ness expenses that preserved but did not prolong 
the aircraft’s economic useful life.

Two Types of Property

The new temporary regulations group property 
into two categories:

1. Buildings 
2. Property other than buildings

The functional interdependence test is still 
applied to determine a unit of property. A build-
ing and its structural components are generally 
a single unit of property. However, when a tax-
payer owns or occupies an individual unit in a 
multi-unit building, such as a condominium or 
cooperative building, the individual unit is the 
unit of property. Similarly, a leasehold improve-
ment that is I.R.C. § 1250 property is a separate 
unit of property if it is made by the lessee.

The functional interdependence test is also 
applied to property other than buildings. Compo-
nents are generally treated as functionally inter-
dependent if placing one component in service 
is dependent on placing the other component in 
service. The regulations apply a smaller property 
unit to certain property, such as a manufacturing 
operation. A factory is not treated as a single prop-
erty unit; instead, although all of the machinery 
and equipment may be functionally interdepen-
dent, each component (or group of components) 
that performs a discrete and major function or 
operation is treated as a unit of property. 

An additional rule is triggered if the taxpayer 
uses different economic useful lives for compo-
nents of a unit of property for financial statement 
or regulatory reporting purposes. A unit of prop-
erty for tax purposes can include only the compo-
nents that have the same useful life for financial 
statement purposes.

Recordkeeping 
The regulations do not include specific record-
keeping requirements for using the de minimis 
rule. Treas. Reg. § 1.6001-1(a) generally requires 
taxpayers to retain “permanent books of account 
or records, including inventories, as are suffi-
cient to establish the amount of gross income, 
deductions, credits, or other matters required to 
be shown by such person in any return of such 
tax or information.” Therefore, the taxpayer’s 
books and records should include the following 
information:

■■ The total amount paid and not capitalized 
pursuant to the de minimis rule

■■ The computation of the safe harbor amount 
(the percentages of gross receipts and 
depreciation)

■■ Substantiation that the taxpayer had an AFS 
and that written procedures for expensing 
de minimis acquisition costs existed as of the 
beginning of the tax year 

Improvements to Property

Temp. Treas. Reg. § 1.263(a)-3T(d) identifies 
three categories of costs that result in an improve-
ment to property: 

■■ Those that result in a betterment to a unit of 
property 

■■ Those that restore a unit of property 
■■ Those that adapt a unit of property to a new 
or different use

The regulation states that these costs must be 
treated as capital expenditures.

Unit of Property
Determining what is a unit of property is essential 
in assessing whether value has increased or useful 
life has been prolonged. Some regulatory guid-
ance applying a functional interdependence test 
was issued in the context of depreciation and uni-
form capitalization. Whether an item is a com-
ponent of property hinges on how integrated it 
is with a larger asset. The more connected and 
linked it is to another asset, the more likely it is 
to be viewed as a component of the larger asset.
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For depreciation purposes, Temp. Treas. 
Reg. § 1.168(i)-8T includes the retirement of a 
structural component of a building as a disposi-
tion, which could result in a loss deduction.  

Example 12.37 Building Systems

Orson Enterprises owns an office building. The 
building’s HVAC system incorporates 10 roof-
mounted units that service different parts of the 
building. The roof-mounted units are not con-
nected; they have separate controls and duct 
work that distribute the heated or cooled air to 
different spaces in the building’s interior.

The building and its structural components 
are a single unit of property, but the entire 
HVAC system, including all of the roof-mounted 
units and their components, comprise a building 
system. Therefore, if Orson pays for work on the 
roof-mounted units that results in an improve-
ment (for example, a betterment) to the HVAC 
system, Orson must capitalize the cost as an 
improvement to the building and depreciate it 
over the 39-year recovery period for nonresiden-
tial real property [Temp. Treas. Reg. § 1.263(a)-
3T(e)(6), Example 1].  

Appropriate Comparison
In determining whether an expenditure results 
in a betterment or an increase in value, a mea-
suring point must be determined. The appropri-
ate comparison point is the condition of the unit of 
property immediately after the expenditure with 
the condition of the property prior to the circum-
stances that necessitated the expenditure [Temp. 
Treas. Reg. § 1.263(a)-3T(h)(3)(iii)]. 

■■ If an expenditure is made to correct the 
effects of normal wear and tear, the starting 
point for the comparison is the condition of 
the property after the last time the taxpayer 
corrected the effects of normal wear and 
tear.

■■ If the taxpayer has not previously corrected 
the effects of normal wear and tear, the com-
parison point is the condition of the prop-
erty when it was placed in service by the 
taxpayer.

■■ If the expenditure is made because of a par-
ticular event (such as a casualty), the com-
parison point is the condition of the property 
immediately prior to that event.

Similarly, if components of a unit of property 
are depreciated by the taxpayer under different 
MACRS classes or using different recovery meth-
ods, the components cannot be treated as a single 
unit of property. Simply recording various com-
ponents separately on the taxpayer’s depreciation 
schedule does not trigger either of these rules.

Example 12.36 Single Unit of Real Property 

Barry Tear owns an office building that needs 
a few doors replaced due to neglect and abuse. 
He contracts with a local carpenter to replace the 
doors. The cost of replacing the doors is deduct-
ible as a repair because the doors are not sepa-
rate units of property. Replacing them is not a 
material addition to the property that increases its 
value or prolongs its useful life.

Buildings and Building Systems

A building and its structural components, as 
defined in Treas. Reg. § 1.48-1(e), are a single unit 
of property [Temp. Treas. Reg. § 1.263(a)-3T(e)(2)
(i)], but whether an amount is paid for an improve-
ment is determined separately for the building 
structure and each specified building system struc-
tural component. The specified building system 
structural components are the following:

1. Heating, ventilation, and air conditioning 
(HVAC) systems

2. Plumbing systems
3. Electrical systems
4. All escalators
5. All elevators
6. Fire protection and alarm systems
7. Security systems
8. Gas distribution systems
9. Any structural component identified in 

later guidance

50% Thresholds 
Removed

The new temporary regulations abandon the 
2008 proposal for treating replacement of a major 
component as an improvement if the replace-
ment cost represented 50% or more of the unit’s 
replacement cost or the replacement parts were 
50% or more of the unit’s physical structure.

Practitioner
Note
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windows, repairing and replacing doors, replac-
ing and regrouting tile, repairing millwork, and 
repairing and replacing roofing materials. 

The work affects only the building structure; 
it does not affect any of the building systems.  

The amounts that ABC paid for repairs and 
maintenance to the building structure comprise 
a betterment to the building structure because 
the work ameliorated material conditions or 
defects that existed prior to ABC’s acquisition 
of the building. Therefore, ABC must capitalize 
the costs [Temp. Treas. Reg. 1.263(a)-3T(h)(4), 
Example 5].

Restoration of Property 
I.R.C. § 263(a)(2) requires any amount expended 
“in restoring property or in making good the 
exhaustion thereof for which an allowance is or 
has been made” to be capitalized. The 2011 tem-
porary regulations provide bright-line rules to 
determine when an expenditure restores prop-
erty [Temp. Treas. Reg. § 1.263(a)-3T(i)(1)]. 

A restoration occurs in the following 
situations:

1. A component is replaced, and the taxpayer 
properly deducts a loss (other than a casualty 
loss) for the replaced component.

2. A component is replaced, and the taxpayer 
properly takes the replaced component’s 
adjusted basis into account in realizing gain 
or loss from its sale or exchange.

3. Repairs are made to damaged property 
for which the taxpayer has properly adjusted 
basis as a result of a casualty.

4. Property that is no longer functional for 
its intended use is returned to its ordinarily 
efficient operating condition.

5. Property is rebuilt to like-new condition 
after the end of its alternative depreciation 
system (ADS) class life [I.R.C. § 168(g)(2) 
and (3)]. (The ADS class life applies for this 
purpose regardless of whether the property is 
depreciated using the ADS.)

6. A major component or a substantial struc-
tural part of the unit of property is replaced.

Betterment Not Tied to Value
I.R.C. § 263(a)(1) refers to “betterment made to 
increase the value” of property. Temp. Treas. 
Reg. § 1.263(a)-3T(h)(3)(i) states, “To determine 
whether an amount paid results in a betterment 
. . . it is appropriate to consider all the facts and 
circumstances including, but not limited to, the 
purpose of the expenditure, the physical nature of 
the work performed, the effect of the expenditure 
on the unit of property, and the taxpayer’s treat-
ment of the expenditure on its applicable finan-
cial statement.” 

Thus, if the condition of the property is 
materially improved, the cost is to be capitalized 
regardless of whether the betterment increases 
the property’s fair market value (FMV). Temp. 
Reg. § 1.263(a)-3T(h)(1) provides that an expen-
diture results in a betterment in only three 
circumstances:

■■ The action ameliorates a material condition 
or defect of the property that either existed 
prior to acquisition or arose during produc-
tion, whether or not the taxpayer was aware 
of the condition or defect at the time of 
acquisition or production.

■■ The action results in a material addition to 
the unit of property (including a physical 
enlargement, expansion, or extension).

■■ The action results in a material increase 
in capacity (including space), productiv-
ity, efficiency, strength, or quality of the 
unit of property or the output of the unit of 
property.

Example 12.38 Amelioration  
of Preexisting Defect

ABC Company acquires a building for use in its 
assisted living service business. Before and after 
the purchase, the building functions as an assisted 
living facility. At the time of the purchase, ABC 
is aware that the building is in a condition that is 
below the standards that it requires for its facilities.

Immediately after the acquisition and during 
the following 2 years, while ABC continues to use 
the building as an assisted living facility, ABC 
pays for repairs, maintenance, and the acquisition 
of new property to bring the facility into the high-
quality condition for which ABC’s facilities are 
known. The work includes repairing damaged 
drywall, repainting, rewallpapering, replacing 
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property, even though the component may affect 
the function of the unit of property, will not gen-
erally by itself constitute a major component or 
substantial structural part [Treas. Reg. § 1.263(a)-
3T(i)(4)]. 

Example 12.40 Replacement  
of Major Component

Jacob Johnson owns a large retail store. He dis-
covers a leak in the roof of the store and hires a 
contractor to inspect the roof. The contractor dis-
covers that a major portion of the sheathing and 
rafters has rotted and recommends replacing the 
entire roof. Jacob pays the contractor to replace 
the entire roof. 

The roof is a major component or substan-
tial structural part of the building’s structure. 
Jacob must treat the amount paid to replace the 
roof as a restoration and capitalize the cost as an 
improvement to the building [Temp. Treas. Reg. 
§ 1.263(a)-3T(i)(5), Example 12]. 

New or Different Use 
A new or different use is one that is not consistent 
with the taxpayer’s intended use of the property 
at the time it was placed in service.

Example 12.41 New or Different Use

Rogers Company owns a building that it used for 
manufacturing for 30 years. Rogers decided to 
convert the manufacturing building into a show-
room for its business, so it removed and replaced 
various structural components to provide a better 
layout for the showroom and its offices. Rogers 
also repainted the building interiors as part of the 
conversion. None of the materials used were bet-
ter than the existing materials in the building.

The amount paid to convert the manufactur-
ing facility into a showroom adapts the building 
structure to a new or different use because the con-
version is not consistent with Rogers’s intended 
ordinary use of the building structure at the time 
it was placed in service. Therefore, Rogers must 
capitalize the amount as an improvement [Temp. 
Treas. Reg. § 1.263(a)-3T(j)(3), Example 2].

Casualty Losses and Repairs

A casualty is not an ordinary event, and the cost 
to repair property damaged by a casualty is not 
an ordinary expense. A casualty event generally 
results in two economic costs to the taxpayer—the 
destruction of previously invested capital and the 
costs to replace the destruction. The 2011 tem-
porary regulations generally require consistent 
characterization of all costs arising from a single 
event. 

A taxpayer who deducts a casualty loss is 
required to treat the resulting restoration costs as 
a capitalized replacement of the destroyed prop-
erty. This rule eliminates the dual characteriza-
tion of minor costs incurred for items such as 
broken windows or damaged shingles as both a 
casualty loss under I.R.C. § 165 and an ordinary 
and necessary expense under I.R.C. § 162.

Example 12.39 Restoration  
after Casualty Loss

Hardy Harrison owns an office building that 
he uses in its trade or business. The building’s 
adjusted basis is $500,000 when a storm dam-
ages it. Hardy deducts a $50,000 casualty loss 
and reduces his basis in the office building to 
$450,000. He pays a contractor $50,000 to repair 
the damage to the building. Hardy must capital-
ize the $50,000 because he properly adjusted 
his basis as a result of an I.R.C. § 165 casualty 
loss [Temp. Treas. Reg. § 1.263(a)-3T(i)(5),  
Example 3].

Deterioration and Rebuilding

Expenditures must be capitalized when they are 
made to restore property to a reasonable oper-
ating condition after it has deteriorated to such 
a state of disrepair that it cannot function for its 
intended purpose. Similarly, capitalization is 
required for amounts paid to rebuild property to 
a like-new condition after the end of its economic 
useful life (specified as its ADS class life), or to 
replace a major component or substantial struc-
tural part of a unit of property.

A major component or substantial structural 
part can be either a large portion of the physical 
structure of the unit of property, or a part or com-
bination of parts that perform a discrete and criti-
cal function in the unit of property’s operation. 
Replacement of a minor component of the unit of 
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keep them in their ordinarily efficient operating 
condition.

Red placed the canals into service in 2007 
and did not perform any maintenance on them 
until 2012. At that time, the canals had fallen into 
a state of disrepair and no longer functioned for 
irrigation. In 2012, Red drained the canals and 
paid for extensive cleaning, repairing, and recon-
ditioning, including replacing parts of the canals 
with comparable and commercially available and 
reasonable replacement parts. 

Although the work performed on the canals 
was similar to the activities that Red expected 
to perform, but did not perform, every 3 years, 
the cost of the 2012 work does not fall within the 
routine maintenance safe harbor. Routine main-
tenance does not include amounts paid to return 
a unit of property to its former ordinarily efficient 
operating condition if the property has deterio-
rated to a state of disrepair and is no longer func-
tional for its intended use. Red must capitalize 
and depreciate his costs over the 7-year MACRS 
recovery period for irrigation systems [Temp. 
Treas. Reg. § 1.263(a)-3T(g)(5), Example 10].

The new temporary regulations specifically 
apply the safe harbor to maintenance activities 
performed on or with regard to rotable or tem-
porary spare parts. However, the cost of rotable 
or temporary spare parts can be deducted only 
in the tax year that they are used or consumed, 
which is the tax year that the parts are discarded 
[Temp. Treas. Reg. § 1.162-3T(a)(3)]. 

Rotable and Temporary 
Spare Parts

Rotable spare parts are materials and supplies that 
are removable from a unit of property, repaired 
or improved, and reinstalled on the same or other 
property. They may also be stored for later instal-
lation. Temporary spare parts are materials and 
supplies that are used temporarily until a new 
or repaired part can be installed and then are 
removed and stored for a later emergency or tem-
porary installation.

The regulations exclude some costs from the 
routine maintenance safe harbor to avoid creat-
ing an incentive for taxpayers to divide assets into 
components and recover basis upon the removal 

Practitioner
Note

Example 12.42 Not a New or Different Use

Acme Company owns a building consisting of 
20 retail spaces. One of the tenants expands its 
occupancy to include two adjoining retail spaces. 
To facilitate the new lease, Acme removes the 
walls between the three retail spaces. The walls 
between spaces are part of the building and its 
structural components.

The amount paid to convert three retail 
spaces into one larger space for an existing ten-
ant does not adapt Acme’s building structure to a 
new or different use because the combination of 
retail spaces is consistent with its intended ordi-
nary use of the building structure. Therefore, the 
amount Acme paid to remove the walls does not 
improve the building and is not required to be 
capitalized [Temp. Treas. Reg. § 1.263(a)-3T(j)(3), 
Example 3]. 

Routine Maintenance Safe Harbor
Qualifying activities under a routine maintenance 
safe harbor for property other than buildings or 
structural components of buildings are deemed 
to not improve property, so that they are classi-
fied as repairs. Routine maintenance expenses 
are the recurring costs that the taxpayer will pay 
multiple times over the property’s life to keep it in 
its normal, efficient operating condition. The safe 
harbor provides that replacing minor parts with 
improved but otherwise comparable parts gener-
ally does not result in a betterment. 

Factors to be taken into account in determin-
ing whether an expenditure is routine mainte-
nance include the following items:

1. The recurring nature of the activity 
2. Industry practice 
3. The manufacturer’s recommendations 
4. The taxpayer’s experience 
5. The treatment of the activity on the tax-

payer’s AFS 

Example 12.43 Delayed Maintenance

Red Durham owns and operates a farm with an 
irrigation system that provides water for crops. 
Each canal in the irrigation system is a single unit 
of property and has a class life of 20 years. When 
Red placed the canals into service, he expected 
to perform major maintenance every 3 years to 
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■■ Passenger automobiles subject to the I.R.C. 
§ 280F limits must be grouped into a sepa-
rate GAA.

■■ Other listed property must be grouped into a 
separate GAA.

Disposition of GAA Asset
The rules for GAAs generally treat the assets as 
having a zero basis so that all proceeds realized 
from the disposition of an asset in a GAA are 
treated as ordinary income. The GAA’s unad-
justed depreciable basis and depreciation reserve 
are not affected by the disposition. The taxpayer 
continues to depreciate the GAA (including the 
cast-off asset) as though no disposition occurred. 
The temporary regulations retain this rule.

However, a taxpayer may elect to terminate 
GAA treatment upon a qualifying disposition. A 
qualifying disposition is a disposition that does 
not involve all the assets, or the last asset, remain-
ing in a GAA and that is not a like-kind exchange, 
an involuntary conversion, a technical termina-
tion of a partnership, or a transaction subject to 
anti-abuse rules. 

If the taxpayer elects to terminate GAA treat-
ment for the asset, the taxpayer recognizes gain or 
loss on its disposition, removes the asset from the 
GAA, and adjusts the GAA’s unadjusted depre-
ciable basis and depreciation reserve accordingly. 

Rev. Proc. 2012-20, 2012-14 I.R.B. 700, pro-
vides automatic consent procedures for a change 
in accounting method related to GAA elections.

Example 12.44 Qualifying Disposition

Z Company, a calendar-year corporation, main-
tains a GAA for 12 machines. Each machine cost 
$15,000 and was placed in service in 2012. Nine 
of the machines are used in Z’s Kentucky plant, 
and three machines are used in Z’s Ohio plant. 
Z depreciates the GAA using the MACRS 200% 
declining balance (DB) method, a 5-year recov-
ery period, and the half-year convention. Z does 
not make an I.R.C. § 179 election for any of the 
machines, and they are not eligible for an AFYD 
deduction. As of January 1, 2014, the deprecia-
tion reserve for the account is $93,600.

On May 27, 2014, Z sells its entire Ohio man-
ufacturing plant to an unrelated party. The sales 
proceeds allocated to each of the three machines 
at the Ohio plant is $5,000. This transaction is a 

of a component while deducting the replacement 
cost as a repair or maintenance expense. The safe 
harbor does not apply to replacement compo-
nents if the taxpayer has taken any of the follow-
ing actions:

■■ Used the basis of the original component 
to determine gain or loss on its sale or 
exchange 

■■ Taken a loss on the component’s retirement 
■■ Adjusted the component’s basis due to a 
casualty loss 

The unicap rules in I.R.C. § 263A for prop-
erty that is produced or purchased for resale also 
override the routine maintenance safe harbor.

General Asset Accounts

To make it easier to figure MACRS depreciation, 
a taxpayer can group separate properties into one 
or more general asset accounts (GAAs) [I.R.C. 
§ 168(i)(4)]. All of the properties in each GAA are 
then treated as a single item of property. Mixed 
use assets (business or investment use and per-
sonal use) do not qualify for GAA treatment. 

Establishing GAAs
Temp. Treas. Reg. § 1.168(i)-1T provides that 
assets in each GAA are not necessarily homog-
enous, but they must have all of the following 
similarities:

1. The same recovery period
2. The same convention (mid-year, mid-quar-

ter, or mid-month) 
3. Placed in service in the same period (year, 

quarter, or month, depending on convention)
4. The same depreciation method

There are also some special restrictions for 
grouping GAA assets:

■■ Property eligible for additional first-year 
depreciation (AFYD) may not be grouped 
with property that is not eligible for AFYD.

■■ AFYD property in a GAA must have the 
same AFYD percentage (30%, 50%, or 
100%).
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leased, or serviced by the taxpayer and that 
is not acquired as part of any single unit of 
tangible property

2. Fuel, lubricants, water, and similar items that 
are reasonably expected to be consumed in 
12 months or less after their use in the tax-
payer’s business begins

3. A unit of property with a 12-month or 
shorter economic useful life after its use in the 
taxpayer’s business begins

4. A unit of property with a $100 or lower 
acquisition or production cost

5. An item identified in later IRS guidance

A taxpayer cannot deduct the cost of any of 
these items until their use in the taxpayer’s busi-
ness begins.

Example 12.45 Property Costing  
$100 or Less

Arnold Anders operates a business that rents a 
variety of items to the public. He does not sell 
or exchange these items on established retail 
markets at any time after the items are used in 
the rental business. In 2012, Arnold purchased 
a large quantity of items to use in the rental busi-
ness. Each rental item is a unit of property under 
Temp. Treas. Reg. § 1.263(a)-3T(e) that costs $100 
or less. In 2013, Arnold begins using all the rental 
items purchased in 2012 by providing them to his 
rental customers. The rental items are materials 
and supplies, and the amounts that Arnold paid 
in 2012 are deductible in 2013, the tax year in 
which the rental items are used in his business 
[Temp. Treas. Reg. § 1.162-3T(h), Example 7].

Rotable and Temporary  
Spare Parts
In general, rotable and temporary spare parts are 
expensed in the tax year in which the taxpayer 
disposes of the parts. Temp. Treas. Reg. § 1.162-
3T(e) provides an optional five-step method for 
accounting for these spare parts:

1. Initial Installation

The taxpayer deducts the cost of acquiring or 
producing the part in the tax year that the part is 
first installed on a unit of property for use in the 
taxpayer’s operations.

qualifying disposition, and Z elects to terminate 
GAA treatment for these machines.

Before calculating its 2014 depreciation 
allowance, Z must adjust its GAA for the disposi-
tion. As of December 31, 2013, the depreciation 
allowed or allowable for the $45,000 (3 × $15,000) 
unadjusted cost basis of the three machines at the 
Ohio plant is $23,400. Z reduces its cost in the 
GAA account to $135,000 ($180,000 – $45,000) 
and the depreciation reserve to $70,200 ($93,600 
– $23,400). Z’s 2014 depreciation allowance for 
the GAA is $25,920 ($135,000 × 19.2% from 
MACRS table).

For Z’s 2014 return, gain or loss for each of the 
three machines at the Ohio plant is determined 
as follows. The adjusted basis for each of these 
machines at the end of 2013 is $7,200 [($45,000 
– $23,400) ÷ 3]. The 2014 half-year depreciation 
allowed or allowable for each machine is $1,440 
[($15,000 × 19.2%) ÷ 2]. Thus, the adjusted depre-
ciable basis of each machine is $5,760 ($7,200 
– $1,440), which results in a $760 ($5,000 sales 
price – $5,760 adjusted basis) I.R.C. § 1231 loss 
for each machine [Temp. Treas. Reg. § 1.168(i)-
1T(e)(3)(iii)(D)]. 

Materials and Supplies

Treas. Reg. § 1.162-3 provides that a taxpayer 
carrying materials and supplies on hand should 
include in expenses for materials and supplies 
only the amount that is actually consumed and 
used in operation during the tax year. Treas. Reg. 
§ 1.162-3 does not define materials and supplies. 
The temporary regulations provide a definition 
and an alternative optional method of account-
ing for rotable and temporary spare parts. They 
also allow a de minimis deduction election and a 
capitalization election.

Definition
The temporary regulations define materials 
and supplies as tangible property that is used or 
consumed in the taxpayer’s business that is not 
inventory and is described in one of the following 
categories [Temp. Treas. Reg. § 1.162-3T(c)(1)]:

1. A component acquired to maintain, repair, or 
improve a unit of tangible property owned, 
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exceed the de minimis limit, which is the greater 
of 0.1% of the taxpayer’s gross receipts or 2% of 
the total depreciation and amortization expense 
on the taxpayer’s AFS.

Election to Capitalize
The temporary regulations allow a taxpayer to 
elect on an item-by-item basis to capitalize and 
depreciate amounts paid for certain materials and 
supplies, including property that was treated as 
depreciable property under previously published 
guidance.

Example 12.46 Election to Capitalize  
and Depreciate

Arnold Anders (from Example 12.45) may elect 
to treat the cost of each rental item as a capital 
expenditure subject to depreciation. Arnold 
makes this election by capitalizing the amounts 
paid for each rental item in the tax year that he 
purchases the item and depreciating the costs of 
each item on his timely filed tax return for the 
tax year that he places the item in service [Temp. 
Treas. Reg. § 1.162-3T(h), Example 12].

Rev. Proc. 2012-19, 2012-14 I.R.B. 689, and 
Rev. Proc. 2012-20, 2012-14 I.R.B. 700, provide 
automatic consent procedures for changes to the 
accounting methods provided by the new tem-
porary regulations. Rev. Proc. 2012-19 relates to 
changing accounting methods for deductions and 
capitalization, and Rev. Proc. 2012-20 provides 
guidance on changes related to depreciation and 
dispositions. 

2. Removal from Unit of Property

Each time the part is removed from a unit of 
property, the part’s FMV is included in the tax-
payer’s gross income, and that FMV plus the cost 
of removal is included in the part’s basis.

3. Repair, Maintenance, or Improvement 

The taxpayer cannot deduct any costs to repair, 
maintain, or improve the part in the year they 
are paid. Those costs must be added to the part’s 
basis.

4. Reinstallation 

When the part is reinstalled, the cost of the rein-
stallation and any basis not previously deducted 
are deducted in the reinstallation year.

5. Disposal 

When the taxpayer disposes of the part, any 
remaining basis is deducted in the tax year of the 
disposition.

De Minimis Deduction
Temp. Treas. Reg. § 1.162-3T(f) allows eligible 
taxpayers to elect to apply the de minimis rule of 
Temp. Treas. Reg. § 1.263(a)-2T(g) to the costs 
of acquiring or producing any type of material 
or supply defined in Temp. Treas. Reg. § 1.162-
3T(c)(1). This allows the taxpayer to apply a 
single timing rule (that is, deduction when paid 
or incurred) to any unit of property (including 
materials and supplies) to the extent the aggre-
gate amount paid for such property does not 
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rule, such as capital losses that exceed the allow-
able deduction, are excluded from the NOL cal-
culation to avoid duplication. Current business 
losses are reduced by net nonbusiness income 
when computing the NOL.

Alternative Tax NOL

The alternative tax NOL (ATNOL) for a loss year 
is computed using both the modifications required 
by I.R.C. § 172(d) in computing the regular tax 
NOL and the AMT adjustments and preferences 
in I.R.C. §§ 56–58. A second Schedule A—NOL 
(Form 1045) should be prepared using the AMT 
adjustments to determine the ATNOL for an 
individual taxpayer.

AMT adjustments and preferences can 
increase as well as decrease an ATNOL relative 
to the regular tax NOL. Adjustment and prefer-
ence items that increase alternative minimum 
taxable income (AMTI) will generally decrease 
an ATNOL. Deductions that are not included 
in the regular tax NOL may be included in the 
ATNOL because the nonbusiness income limit 
for nonbusiness deductions may be higher for the 
ATNOL than for the regular tax NOL. 

The 2-, 4-, or 5-year carrybacks of the regular 
tax NOL and the elections to forgo those carry-
backs also apply to the ATNOL.

Example 12.47 Regular Tax NOL and ATNOL

For 2011, Paul Peterson, a single taxpayer, 
reported a $32,000 loss on Schedule F (Form 
1040), Profit or Loss From Farming; an $8,000 
I.R.C. § 1231 gain on the sale of equipment; and 
$4,000 of interest income. His itemized deduc-
tions and the calculation of his taxable income 
are shown in Figure 12.15.

Paul’s regular tax MACRS depreciation 
deduction exceeded his AMT depreciation 
amount by $2,400. His regular tax NOL, his 
AMTI, and his ATNOL are shown in Figure 
12.16. 

ISSUE 6:  ALTERNATIVE TAX NET OPERATING LOSS 
DEDUCTION Taxpayers must make both net operating loss modifications 
and alternative minimum tax modifications to arrive at the alternative tax net 
operating loss.

The Internal Revenue Code provides favorable 
treatment for certain types of income, deductions, 
and credits that can significantly reduce a taxpay-
er’s regular tax liability. In an attempt to ensure 
that the taxpayers who receive these benefits still 
pay their fair shares of income taxes, I.R.C. § 55 
imposes the alternative minimum tax (AMT) on 
both corporate and noncorporate taxpayers. The 
AMT limits the use of specified benefits to reduce 
total tax.

AMT for Individual 
Taxpayers

See the “Alternative Minimum Tax” chapter of 
the 2011 National Income Tax Workbook for a 
discussion of AMT adjustments and preference 
items, planning options to reduce tax liability, 
and the credit for prior-year minimum tax.

Net Operating Loss

The concept of a net operating loss (NOL) is sim-
ple, but the computation of an NOL is complex. 
Complexity arises because I.R.C. § 172 removes 
several other tax benefits before an NOL deduc-
tion is calculated. The benefits are removed by 
modifying income and deductions in all affected 
years.

Net Operating  
Losses

The “Net Operating Losses” chapter (pages 
27–70) in the 2009 National Income Tax Work-
book provides a comprehensive example of the 
NOL calculation.

Generally, only business losses can be carried 
from one year to another; therefore, with a few 
exceptions, nonbusiness deductions in excess of 
business income are not included in the NOL. 
Items that carry to another year under another 

Cross-
Reference

Cross-
Reference
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FIGURE 12.15 Paul Peterson’s 2011 Taxable Income

Schedule F loss $(32,000)

§ 1231 gain on sale of equipment 8,000

Interest income   4,000

Adjusted gross income (loss) $(20,000)

Itemized deductions:

     Qualified home mortgage interest $3,200

     Property taxes on nonfarm property 4,800

     Charitable contributions 1,500

Total itemized deductions  (9,500)

Personal exemptions deduction  ( 3,700)

Taxable income $(33,200)

  

FIGURE 12.16 Paul Peterson’s 2011 Regular Tax NOL and ATNOL

Regular tax NOL calculation

Taxable income $(33,200)

Add: Personal exemptions deduction   3,700

Add: Excess nonbusiness deductions over nonbusiness income

   Nonbusiness deductions:

               Qualified home mortgage interest $ 3,200

     Property taxes 4,800

     Charitable contributions 1,500

Total nonbusiness deductions    $ 9,500

Nonbusiness income: interest (4,000)

Total excess nonbusiness deductions over nonbusiness income   5,500

Regular tax NOL $(24,000)

AMTI and ATNOL calculations   

Regular taxable income $(33,200)

Add: Personal exemptions deduction*   3,700

Add: AMT adjustments and preferences: 

     Property taxes 4,800

       AMT depreciation adjustment 2,400

AMTI $(22,300)

Add: Nonbusiness deductions in excess of nonbusiness income

Nonbusiness deductions:

     Qualified home mortgage interest $ 3,200

     Charitable contributions 1,500

Total nonbusiness deductions    $ 4,700 

Nonbusiness income: interest (4,000)

Total excess nonbusiness deductions over nonbusiness income       700

ATNOL $(21,600)

  
* The personal and dependent exemptions deduction is not allowed in calculating AMTI. It is not added back on Form 6251, Alternative 

Minimum Tax—Individuals, because the form begins with tax return income before the exemptions deduction is subtracted.
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An unused ATNOL may be carried back 
2 years or forward up to 20 years (15 years for 
loss years beginning before 1998). The inter-
vening-year adjustments to the regular tax NOL 
that can be carried back or forward also apply 
to the ATNOL that can be carried back or for-
ward, except that the amount of an ATNOL that 
is absorbed is adjusted to take into account the 
90%-of-AMTI limitation on the ATNOLD.

The ATNOLD is reported in the carry-
over or carryback year on the taxpayer’s AMT 
form—Form 6251, Alternative Minimum Tax—
Individuals; Form 4626, Alternative Minimum 
Tax—Corporations; or Schedule I (Form 1041), 
Alternative Minimum Tax—Estates and Trusts.

Example 12.48 Regular Tax NOL  
and ATNOL Deductions

For 2012, Paul Peterson (from Example 12.47) 
reported $15,160 of income on his Schedule F 
(Form 1040), a $3,000 § 1231 gain on the sale 
equipment, and $2,000 of interest income. He 
claimed the standard deduction. He elected to 
forgo the NOL carryback period for his 2011 
NOL, so he carried it to 2012. Figure 12.17 shows 
the calculation of his 2012 taxable income.

Because the NOL deduction reduced his tax-
able income to zero, he owes no regular income 
tax for 2012.

Paul’s Schedule F (Form 1040) MACRS 
depreciation deduction exceeded his AMT dep-
recation amount by $2,000. Figure 12.18 shows 
the calculation of his AMTI for 2012.

Paul’s AMT exemption is more than his 
AMTI, so he owes no AMT for 2012.

Alternative Tax Net Operating 
Loss Deduction

The alternative tax net operating loss deduction 
(ATNOLD) is the total of all ATNOL carryovers 
and carrybacks to the current tax year. It is gen-
erally limited to 90% of AMTI without regard 
to the ATNOLD and any domestic production 
activities deduction (DPAD), but the 90% limit 
does not apply to an ATNOL that is attributable 
to qualified disaster and other losses (qualified 
losses) incurred in 2005–2009 [I.R.C. § 56(d)]:

■■ Qualified Gulf Opportunity Zone losses 
[I.R.C. § 1400N(k)(2)]

■■ Qualified recovery assistance losses [Pub-
lication 4492-A, Information for Taxpayers 
Affected by the May 4, 2007, Kansas Storms and 
Tornadoes]

■■ Qualified disaster recovery assistance losses 
[Publication 4492-B, Information for Affected 
Taxpayers in the Midwestern Disaster Areas]

■■ Qualified disaster losses to business property 
from a disaster that occurred before January 
1, 2010 [I.R.C. § 172(j)]

■■ A 2008 or 2009 loss that the taxpayer elected 
to carry back more than 2 years [I.R.C. 
§ 172(b)(1)(H)]

If an ATNOL is attributable to qualified 
losses, the ATNOLD for the tax year to which 
it is carried is limited to the sum of the following 
two amounts:

1. The smaller of
a. the total  ATNOL carrybacks and 

carryforwards attributable to NOLs other 
than the qualified losses; or

b. 90% of AMTI for the tax year (figured 
without regard to the ATNOLD and 
DPAD)

2. The smaller of
a. the total  ATNOL carrybacks and 

carryforwards attributable to qualified 
losses; or

b. 100% of AMTI for the tax year (figured 
without regard to the ATNOLD and 
DPAD) and reduced by the amount 
determined in step 1
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Market Segment Specialization Program (MSSP) 
document “Net Operating Loss For Individuals 
(2/1999),” which is no longer posted on the IRS 
website, also limits the AMT absorption to the 
90%-of-AMTI limit for the ATNOLD. The fol-
lowing example applies the limit on the ATNOL 
absorption illustrated in those examples.

Example 12.49 Absorption of Regular Tax 
NOL and ATNOL

Figure 12.19 shows the amount of Paul’s regular 
tax NOL and ATNOL (from Example 12.48) that 
are absorbed in 2012 and the amounts carried to 
2013.

Alternative Tax Net Operating 
Loss Absorption

A regular NOL is absorbed in an intervening year 
by an amount equal to modified taxable income 
[I.R.C. § 172(b)(2)]. I.R.C. § 56(d)(2) could be 
read to say that the ATNOL is absorbed in an 
intervening year by an amount equal to modified 
AMTI. However, an example in the conference 
report for the Tax Reform Act of 1986, Pub. L. 
No. 99-514, limits the amount of ATNOL that 
is absorbed to the 90%-of-AMTI limit for the 
ATNOLD. An example on page 30 of the IRS 

FIGURE 12.17 Paul Peterson’s 2012 Taxable Income Calculation

Schedule F income $  15,160

Deduction for SE tax ($15,000 × 0.133 × 0.5751) (   1,160)

§ 1231 gain on sale of equipment 3,000

Interest income 2,000

NOL carryover to 2012 ( 24,000)

Adjusted gross income (loss) $(   5,000)

Standard deduction (   5,950)

Personal exemption deduction (   3,800)

Taxable income $(14,750)

  

FIGURE 12.18 Paul Peterson’s 2012 AMTI Calculation

Regular taxable income $(14,750)

Add: NOL carryover to 2012 24,000

Add: Standard deduction 5,950

Add: AMT depreciation adjustment 2,000

Add: Personal exemption deduction  3,800

AMTI before ATNOLD $ 21,000 

Subtract: ATNOLD

    Lesser of: $21,600 ATNOL carryover

                   90% of $21,000 = $18,900 (18,900)

AMTI $  2,100 
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FIGURE 12.19 Paul Peterson’s 2012 Absorption of  
Regular Tax NOL and ATNOL Carryovers

Absorption of regular tax NOL carryover

NOL deduction for 2012 $ 24,000

Taxable income before NOL deduction: ($14,750) + $24,000 $9,250

Personal exemption deduction 3,800

Modified taxable income   (13,050)

NOL carryover to 2013 $ 10,950 

  

Absorption of ATNOL carryover

ATNOLD for 2012 $ 21,600

AMTI before ATNOLD $21,000

Adjustments (         0)

Modified AMTI $21,000 

Lesser of modified AMTI or ATNOLD   (18,900)

ATNOL carryover to 2013 $  2,700 
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INTRODUCTION Although this chapter focuses on business entities, its 
content affects individual taxpayers as recipients of flow-through income and 
investors in small businesses�

This chapter begins with a review of some new 
developments related to S corporation share-
holder basis. The “I.R.C. § 1244 loss” and “Aban-
donment of Property” sections discuss tax law 
provisions that allow ordinary deductions that 
are not restricted by the capital loss deduction 
limits. The chapter also looks at businesses that 
are subject to the personal service corporation 
rules and at the surprises that might arise from 
the related party and common control rules when 
an individual has interests in more than one busi-
ness or when a married couple has unconnected 

businesses. It concludes with a discussion of 
the taxation of distributions from closely held 
businesses.

This chapter has six learning objectives. The 
expectation is that after completing this session, 
participants will be able to perform the following 
job-related actions:

1. Determine whether a transaction between a 
shareholder and an S corporation provides 
debt basis for the shareholder

2. Calculate a deductible I.R.C. § 1244 loss
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3. Identify an act of abandonment that allows a 
tax loss

4. Determine whether a corporation is a per-
sonal service corporation for federal tax 
purposes

478   INTRODUCTION

5. Explain common control concerns to clients 
who have more than one business

6. Describe the tax treatment of noncash prop-
erty distributions from a C corporation, an 
S corporation, and a partnership

S CORPORATION BASIS S corporation shareholders can have basis in 
both their stock and loans they make to the corporation�

The Internal Revenue Code states that a share-
holder may claim losses flowing through from an 
S corporation, but not in excess of the person’s 
basis in stock and debt at the end of the tax year 
in which the loss occurs [I.R.C. § 1366(d)(1)]. Two 
significant developments in shareholder basis 
occurred during June 2012:

■■ On June 6, 2012, the Tax Court handed 
down its decision for the taxpayer in Magu-
ire v. Commissioner, T.C. Memo. 2012-160, 
which allowed shareholders of related 
S corporations to shift basis between the 
corporations. 

■■ On June 12, 2012, the IRS proposed 
amendments to Treas. Reg. § 1.1366-2 that 
clarify the requirements for shareholders 
to use back-to-back loans to create basis in 
S corporations.

Although the two events occurred within a 
week of each other, and although both concerned 
S corporation shareholder basis, they involved 
different issues. The Maguire case dealt with stock 
basis. The proposed regulation limits its coverage 
to debt basis.

S Corporation Basis 
Coverage

The “Business Entity Issues” chapter of the 2011 
National Income Tax Workbook contains an 
extensive discussion of shareholder basis in S cor-
poration stock and debt� This year’s chapter high-
lights new developments rather than repeating 
that material� 

Cross-
Reference

Maguire v. Commissioner

The Maguire case was a taxpayer stock basis vic-
tory. The Maguire family (a father, a mother, 
and their son) owned two S corporations—a used 
car dealership (Auto Acceptance) and a finance 
company (CNAC). The dealership financed its 
customers’ purchases, and CNAC purchased the 
notes, as depicted in Figure 13.1.

FIGURE 13.1 Maguire Corporation 
Relationships

Auto
Acceptance

Maguire
family

CNAC

Customer
Notes

Cash

100%
Stock

100%
Stock

The father needed additional basis to absorb 
losses from Auto Acceptance. Following their 
accountants’ advice, the shareholders planned 
to take $1,682,373 in cash distributions from 
CNAC and contribute the cash to Auto Accep-
tance, but CNAC’s cash flow precluded this 
action. However, Auto Acceptance owed CNAC 
a substantial amount of receivables. Therefore 
the accountants devised a plan whereby CNAC 
distributed to the shareholders $1,682,373 of the 
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accounts receivable that Auto Acceptance owed 
to CNAC. The son then loaned his portion of the 
receivables to his father, and the father contrib-
uted the receivables back to Auto Acceptance, as 

Court Accepted 
Company Records

The IRS did not believe that the distributions and 
contributions actually occurred� However, the Tax 
Court found that the taxpayer’s evidence of cor-
porate resolutions and journal entries, plus testi-
mony from its accounting firm, was sufficient to 
support the taxpayer’s position, and it said, “The 
fact that petitioners were motivated by tax con-
siderations is not fatal�”

The taxpayers conceded several adjustments 
in the IRS’s notice of deficiency, admitting that 
they did not impute interest on related party 
loans and that they had unreported fringe ben-
efit income from the personal use of company-
owned vehicles� They indicated that they did not 
maintain any records to substantiate the busi-
ness purpose of automobile use, and they failed 
to substantiate claimed advertising expense and 
charitable contributions� The Tax Court found 
that they were negligent and therefore liable for 
accuracy-related penalties with respect to those 
adjustments�

Practitioner
Note

FIGURE 13.2 Back-to-Back Distribution and Contribution in Maguiremaguire2.igx

Maguire
family

Auto
Acceptance

Maguire
family

CNAC

Intra-
family
Loan

Distribution:
Accounts

receivable from 
Auto

Acceptance

Contribution
to capital:
Accounts
receivable

illustrated in Figure 13.2. The first transfers were 
made in 2004; similar transfers were made in 
2005 and 2006.

The IRS disallowed the basis augmentation 
on the theory that the distribution and contribu-
tion were mere bookkeeping entries. The IRS 
claimed that the shareholder lacked basis in Auto 
Acceptance because he had made no economic 
outlay.

However, the corporate resolutions and other 
documentation provided evidence that the trans-
fers had substance and that they occurred before 
the end of each of the 3 years covered by the case. 
The court noted that the accounts receivable had 
real value in that they were legitimate debts:

■■ The distributions from CNAC caused the 
shareholders to sacrifice future distributions 
from that corporation. 

■■ The contribution of the receivables to Auto 
Acceptance deprived the shareholders of 
the right to receive the cash from collecting 
those receivables. 

Therefore, an economic outlay occurred, and the 
shareholders were allowed stock basis for deduct-
ing losses.
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No Gain to Either  
S Corporation

The distributions in the Maguire case were non-
cash property distributions from an S corpora-
tion� If the value of the receivables exceeded their 
predistribution basis, CNAC would have a taxable 
event [I�R�C� § 311(b)]� However, because the Auto 
Acceptance notes were not cash method accounts 
receivable, CNAC did not recognize any gain�

When Auto Acceptance received its own notes 
as contributions to capital, it satisfied its debt, thus 
triggering the possibility of cancellation of debt 
income� However, when a corporation acquires its 
own debt from a shareholder as a contribution 
to capital, the corporation is treated as satisfying 
the debt with an amount of money equal to the 
shareholder’s basis in the debt [I�R�C� § 108(e)(6)]� 
Because that basis was the same as the notes’ face 
value, Auto Acceptance did not recognize gain or 
loss when it received the notes�

Prop. Treas. Reg. § 1.1366-2(a)(2)

I.R.C. § 1366 states that an S corporation share-
holder may not deduct flow-through losses in 
excess of the shareholder’s basis in stock and 
debt, using the phrase “shareholder’s adjusted 
basis of any indebtedness of the S corporation 
to the shareholder” to define what practitioners 
commonly term debt basis [I.R.C. § 1366(d)(1)(B)]. 
From the inception of Subchapter S in 1958, 
the IRS had not defined debt basis in a regula-
tion, although it has issued a few rulings, and 
there has been litigation throughout the history 
of S corporations. Prop. Reg. § 1.1366-2(a)(2) 
adds some welcome safety nets to the tax prac-
titioner’s toolkit.

The amendments to Treas. Reg. § 1.1366-
2(a)(2) proposed in REG–134042–07, 2012-27 
I.R.B. 5, are brief and straightforward, articulat-
ing four rules:

1. There must be a bona fide debt.
2. The debt must run directly to the shareholder. 
3. Basis in the debt is determined under the 

I.R.C. § 1011 general tax rules and the I.R.C. 
§ 1367 specific adjustments prescribed by 
Subchapter S.

Practitioner
Note

4. A shareholder does not obtain debt basis 
merely because the shareholder guarantees a 
loan made by another lender.

No Basis for Unsecured Note 
The proposed regulation does not include any 
new guidance on stock basis. However, the pre-
amble reiterates the IRS’s position that a share-
holder’s contribution of an unsecured promissory 
note to an S corporation does not create basis 
because the shareholder incurs no cost in taking 
that action [Rev. Rul. 81-187, 1981-2 C.B. 167, 
citing Perry v. Commissioner, 54 T.C. 1293 (1970)]. 
The preamble states that there may be future 
guidance in this area.

Figure 13.3 illustrates the positions taken in 
the proposed regulation and its preamble. 

Running Directly to Shareholder 
The criteria for debt basis in the proposed regula-
tion are that the debt must be bona fide, it must run 
directly to the shareholder, and the shareholder 
must have basis in the debt [Prop. Treas. Reg. 
§ 1.1366-2(a)(2)(i)]: 

The term basis of any indebtedness of the 
S corporation to the shareholder means the 
shareholder’s adjusted basis (as defined 
in § 1.1011-1 and as specifically pro-
vided in section 1367(b)(2)) in any bona 
fide indebtedness of the S corporation 
that runs directly to the shareholder. 
Whether indebtedness is bona fide 
indebtedness to a shareholder is deter-
mined under general Federal tax prin-
ciples and depends upon all of the facts 
and circumstances.

Treas. Reg. § 1.1011-1 refers to the general basis 
rules for acquisition through cost, inheritance, 
gift, and so forth, and subsequent adjustments.

Running directly to the shareholder does not 
mean there cannot be an intervening legal 
entity, as long as that entity is a business entity 
that is disregarded for federal tax purposes 
under Treas. Reg. § 301.7701-3. This describes a 
single-member limited liability company (LLC) 
that has not elected to be taxed as a corporation. 
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Example 13.1 Debt Running  
Directly to Shareholder

Allen DeHaan is the sole shareholder of Sierra, 
an S corporation. Allen also owns 100% of 
Madre, an LLC that is a disregarded entity for tax 
purposes. Allen caused Madre to make a loan to 
Sierra. If the loan is a bona fide debt, Madre’s loan 
to Sierra increases Allen’s debt basis. The result 
is the same as if Allen made the loan to Sierra 
directly [based on Prop. Treas. Reg. § 1.1366-2(a)
(2)(iii), Example 1].

Shareholder Guarantee
The proposed regulation reinforces the IRS’s 
assertion that a mere guarantee does not create 
debt basis, whereas an actual payment on the 
guaranteed debt does provide basis [Prop. Treas. 
Reg. § 1.1366-2(a)(2)(ii)]:

A shareholder does not obtain basis 
of indebtedness in the S corporation 
merely by guaranteeing a loan or acting 
as a surety, accommodation party, or in 
any similar capacity relating to a loan. 

When a shareholder makes a payment 
on bona fide indebtedness for which the 
shareholder has acted as guarantor or 
in a similar capacity, based on the facts 
and circumstances, the shareholder may 
increase its basis of indebtedness to the 
extent of that payment.

The IRS adopted this policy more than 40 years 
ago in Rev. Rul. 70-50, 1970-1 C.B. 178, and most 
courts have agreed with the IRS. It is illustrated in 
Maloof v. Commissioner, T.C. Memo. 2005-75, and 
Spencer v. Commissioner, 110 T.C. 62 (1998), which 
are discussed later in this topic. 

Example 13.2 Shareholder Guarantee  
and Payment

Allen DeHaan (from Example 13.1) is the sole 
shareholder of Sierra, an S corporation. Allen 
guaranteed a loan from a bank to Sierra. In a 
subsequent year, Sierra was unable to make 
payments, and Allen made the payments from 
his own funds on Sierra’s behalf. Allen did not 
receive basis when he guaranteed the loan, but 
he does receive basis in Sierra for each payment 

FIGURE 13.3 Overview of Proposed Regulation § 1.1366-2

Debt basis

Bona fide debt 
to shareholder?

Basis per Reg. 
§1.1011-1 and 
 §1367(b)(2)?

Contributed
unsecured

shareholder
note?

No basis

No

Yes Yes

No

Yes

Proposed
 regulation does 

not address
No
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he makes on Sierra’s obligation [based on Prop. 
Treas. Reg. § 1.1366-2(a)(2)(iii), Example 2].

Payment May Be  
Stock Basis

The text of the regulation states that a shareholder 
may increase the basis of indebtedness when the 
shareholder makes the type of payment described 
in Example 13�2� However, the shareholder may 
not intend to create a debtor-creditor relationship� 
Several courts have held that such payments are 
equity investments rather than debts, especially 
when there is only one shareholder� See pages 457–
460 in the 2011 National Income Tax Workbook for 
a discussion of this issue in the context of bad debts�

Back-to-Back Loans
Back-to-back transactions may create debt basis if 
the deal creates bona fide debt from the corpora-
tion to the shareholder. 

Example 13.3 Back-to-Back Transactions

Leslie Truitt is the sole shareholder in two S cor-
porations, Lesco and Truco. During 2012, Lesco 
distributed $50,000 to Leslie, who immediately 
loaned $50,000 to Truco. If Leslie’s loan to Truco 
is a bona fide debt, Leslie’s back-to-back loan 
increases her debt basis in Truco [based on Prop. 
Treas. Reg. § 1.1366-2(a)(2)(iii), Example 3]. 

Example 13.4 Loan Restructuring  
through Distributions

As in Example 13.3, Leslie is the sole shareholder 
in two S corporations, Lesco and Truco. In March 
2013, Lesco made a loan to Truco. In Decem-
ber 2013, Lesco assigned its creditor position in 
the note to Leslie by distributing the note to her. 
Under applicable state law, Truco was relieved 
of its liability to Lesco and was directly liable to 
Leslie after Lesco distributed the note to Leslie. 
Whether Truco is indebted to Leslie rather than 
to Lesco is determined under general federal tax 
principles and depends on all of the facts and cir-
cumstances. If the note is a bona fide debt from 
Truco to Leslie, it increases Leslie’s debt basis in 
Truco [based on Prop. Treas. Reg. § 1.1366-2(a)
(2)(iii), Example 4].

Practitioner
Note

The proposed regulation repeatedly refers to 
general federal tax principles and facts and circum-
stances. Therefore, in spite of its apparent brev-
ity, there are areas subject to interpretation. The 
preamble references several cases that are not 
concerned with S corporation issues but instead 
discuss some of the important general federal tax 
principles that the drafters of the regulation had 
in mind.

Cases Establishing 
General Tax Principles

The preamble cited the following cases for deter-
mining whether debt is bona fide: Knetsch v. 
United States, 364 U�S� 361 (1960); Geftman v. 
Commissioner, 154 F�3d 61 (3d Cir� 1998); Estate 
of Mixon v. United States, 464 F�2d 394 (5th Cir� 
1972); and Litton Business Systems, Inc. v. Commis-
sioner, 61 T�C� 367 (1973)� This issue is discussed 
later in this section�

Prior Litigation

The preamble cites several S corporation debt 
basis cases that the IRS deemed important when 
it developed the proposed regulation. The IRS 
prevailed in some of those cases, and the tax-
payer won others. The preamble does not com-
ment about whether the results would be different 
or the same if the proposed regulation had been 
in effect. The remainder of this section summa-
rizes several cases that were referenced in the 
preamble.

Economic Outlay
The shareholder in Maloof v. Commissioner, supra, 
guaranteed a loan and pledged an insurance pol-
icy on his own life to secure payment of the loan. 
The IRS disallowed the shareholder’s deduc-
tion of a flow-through loss because the IRS said 
he lacked basis. The Tax Court upheld the IRS 
because the shareholder had made no economic 
outlay in pledging the policy.

The preamble concedes that under unique 
and limited circumstances, a loan guarantee may 
warrant a different result and provide debt basis, 
if in substance the shareholder borrowed funds 
and subsequently advanced them to the S corpo-
ration. The preamble cites Selfe v. United States, 

Practitioner
Note
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778 F.2d 769 (11th Cir. 1985), where the sole 
shareholder of a thinly capitalized S corporation 
operated the business as a proprietorship before 
incorporating and transferring the owner’s busi-
ness liabilities to the corporation. The facts of 
Selfe indicated that the taxpayer made an actual 
economic outlay, as distinguished from the mere 
guarantees that define many of the other cases.

Contribution of Shareholder Note

In Perry v. Commissioner, supra, the shareholder 
gave his personal demand note to the corpora-
tion in exchange for a long-term note from the 
corporation. One motivation behind this move 
was to improve the corporation’s current ratio on 
its balance sheet, but the shareholder also used 
his loan to the corporation as debt basis. In this 
early case, the court did not use the term economic 
outlay. However, the judge stated that without the 
loan of money or other valuable consideration, 
there could be no indebtedness within the mean-
ing of the statute. 

Transfer of Corporate Debt

The IRS also cited Hitchins v. Commissioner, 103 
T.C. 711 (1994). The taxpayer in this case was 
a shareholder in both a C corporation and an 
S corporation that purchased services from the 
C corporation. The taxpayer loaned $34,000 to 
the C corporation. The C corporation invoiced 
the S corporation for approximately $65,000, and 
as partial payment on this invoice the S corpora-
tion agreed to pay the C corporation’s $34,000 
debt to the shareholder.

The Tax Court stated that there were two 
requirements to establish debt basis in an 
S corporation. 

1. The shareholder must make an actual eco-
nomic outlay. 

2. The debt must run directly between the S cor-
poration and the shareholder. 

The court observed that there was an actual 
economic outlay and the S corporation was obli-
gated to pay the shareholder. However, there was 
no formal assumption of the debt, and the C cor-
poration remained primarily liable. The court 
found this fact fatal to the shareholder’s argu-
ment, because there was no loan running directly 
to the shareholder.

Timely Documentation 
Makes a Difference

There are elements of similarity in Hitchins and 
Maguire (discussed at the beginning of this chap-
ter), but the outcomes are different� Both cases 
involved a common shareholder and a transfer 
of a debt� A crucial element in the taxpayer’s vic-
tory in Maguire seems to have been timely and 
detailed documentation and corporate resolu-
tions� The S corporation in Hitchins did not for-
mally assume the debt, which might have saved 
the day�

Prop� Treas� Reg� § 1�1366-2(a)(2) would prob-
ably not help Hitchins, even though there may 
have been bona fide debt, because the debt did 
not run directly to the shareholder� A formal 
assumption or substitution could cure this defect 
if the parties took the action before the end of 
the tax year� 

Back-to-Back Transactions
In Spencer v. Commissioner, 110 T.C. 62 (1998), 
the shareholders purchased assets from a con-
trolled C corporation, giving the C corporation 
a $900,000 promissory note. They then purport-
edly conveyed the property to a newly organized 
S corporation in exchange for a promissory note. 
Three years later, they purchased additional 
assets from the C corporation for $1,150,000 and 
purportedly conveyed that property to another 
S corporation, again in exchange for a promis-
sory note. They claimed debt basis in both S cor-
porations to deduct flow-through losses. The 
IRS challenged the loss deductions, claiming the 
shareholders did not have basis.

The Tax Court noted that no “conveyancing 
documents” were prepared, although there were 
journal entries on both S corporations’ books. 
Both S corporations reported the debt on Sched-
ule L (Form 1120S), Balance Sheets per Books, as 
“Mortgages, notes, and bonds payable in 1 year 
or more” rather than as “Loans from sharehold-
ers.” The S corporations made loan payments 
directly to the C corporation instead of to the 
shareholders. The shareholders did not include 
interest income from the S corporations or deduct 
interest paid to the C corporation. 

The shareholders argued that the court 
“should respect the form of the transactions as 
stipulated,” but the court said the shareholders 

Practitioner
Note
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themselves “failed to respect the form that they 
advocate.” Viewed as a whole, the court said, the 
substance of the transactions was that the C cor-
poration sold property to the two S corporations. 
Accordingly, there was no direct indebtedness 
between the S corporations and the shareholders.

Incorporated Pocketbook

The preamble explains that some shareholders 
have relied on an incorporated pocketbook theory to 
claim an increase in debt basis in circumstances 
that involve a loan directly to the S corporation 
from an entity related to the shareholder, and it 
noted that a limited number of court decisions 
have allowed shareholders to increase debt basis 
as a result of these transactions. Culnen v. Commis-
sioner, T.C. Memo. 2000-139, and Yates v. Com-
missioner, T.C. Memo. 2001-280, are two of the 
most prominent cases mentioned.

In the latter case, Mr. Yates was the sole 
shareholder of Adena Corporation, an S corpora-
tion engaged in mining activities. He used Adena 
as an incorporated pocketbook, and Adena’s 
CPA wrote numerous checks for Yates’s personal 
expenses, all of which were duly recorded as 
distributions.

Mr. Yates was also the sole shareholder of Fox 
Trot Corporation, an S corporation that owned 
and operated a farm, until he transferred all of 
the stock to Mrs. Yates. Adena was profitable, 
Fox Trot suffered losses, and Mr. Yates directed 
Adena to write checks to Fox Trot. While Mr. 
Yates owned Fox Trot, the Adena checks were 
treated as contributions to capital. After Mrs. 
Yates became the owner, Adena recorded the 
checks as loans to Mr. Yates, and Mr. Yates 
treated the checks as gifts to Mrs. Yates. 

The Tax Court held that Mrs. Yates did have 
basis for deducting Fox Trot’s losses. It said that 
“the uncontradicted and credible testimony of 
Mr. Yates established that Mr. Yates made gifts 
to Mrs. Yates of the subsequent transfers from 
Adena.” The court noted that Mr. Yates “skipped 
the steps of having Adena transfer such funds to 
him, depositing the funds into [their] joint account, 
and then having Mrs. Yates write a check to Fox 
Trot,” but the transfers still increased Mrs. Yates’ 
basis in Fox Trot.

Incorporated 
Pocketbook and 
Circular Loans 

See pages 446 and 447 in the 2011 National 
Income Tax Workbook for a discussion of the Cul-
nen case, supra, which involved cash flows directly 
between two corporations that the court found to 
be shareholder loans, and Oren v. Commissioner, 
357 F�3d 854 (8th Cir� 2004), which involved circu-
lar loans between three entities and their owner� 

Circular Lending Arrangement

The IRS has characterized a lending arrangement 
as circular and lacking the requisite economic out-
lay when a corporation provides funds to a share-
holder who in turn lends the money back to the 
corporation. Although there are undoubtedly cir-
cumstances where the fact pattern has substance, 
in numerous cases the claim for basis is dubious, 
at best. In the preamble to the proposed regula-
tion, the IRS mentions Bergman v. United States, 
174 F.3d 928 (8th Cir. 1999), and Oren, supra.

Bergman owned all of the stock of three 
S corporations. During 1990, a bank loaned 
$780,000 to one S corporation (S2), which in 
turn loaned $780,000 to another S corporation 
(S3). S2 loaned an additional $910,000 of its own 
funds to S3. Figure 13.4 shows the relationships 
before a transaction that took place on Decem-
ber 20, 1990. Bergman’s only relationship to any 
of the loans was as a guarantor to the bank. The 
other S corporation (S1) was not involved in these 
transactions.

On December 20, 1990, S3 repaid the entire 
$1,690,000 to S2; S2 distributed the entire 
$1,690,000 to Bergman; and Bergman immedi-
ately loaned the same amount to S3. All of the 
checks were drawn on accounts maintained at 
the same bank. The funds cleared simultaneously 
during that day’s account reconciliation, and at 
the end of the day the same amount of funds was 
in each account as at the beginning of the day. 
Figure 13.5 shows the sequence of events that 
occurred that day, and Figure 13.6 shows the rela-
tionships after the transactions.

Cross-
Reference
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FIGURE 13.4 Relationship of Bergman Parties before Transactions
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FIGURE 13.5 Bergman Transactions on Single Day
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Bergman’s loan to S3 purportedly gave him 
enough debt basis to deduct a flow-through loss 
from S3. The IRS contended that the transac-
tions lacked economic substance—after all, the 
money ended up exactly where it had been. 
The shareholder had not substituted himself as 
the creditor with the bank, nor had he made any 
economic sacrifice with funds other than those he 
had obtained from the debtor corporation. The 
Eighth Circuit Court of Appeals upheld the IRS’s 
determination. 

Debt or Equity?
If the proposed regulation is adopted without sig-
nificant modification, future cases may rest upon 
the relationship between the corporation and the 
shareholder. Bona fide debt is a crucial element of 
shareholder debt basis. The text of the proposed 
regulation offers no amplification to this term, but 
the preamble cites four cases, each of which deals 
with some different aspects of the debtor-creditor 
relationship.

There were some problems in Estate of Mixon 
v. United States, supra; and Litton Business Sys-
tems, Inc. v. Commissioner, supra, but the taxpayers 
prevailed. The courts in Knetsch v. United States, 
supra, and Geftman v. Commissioner, supra, did not 
find bona fide indebtedness. 

Geftman concerned a decedent’s estate that 
distributed property to a trust and then ran into 
financial problems. The earlier distribution 
included a recall provision obligating the trust 
to return the distribution if needed, and the trust 
did transfer some funds back to the estate by 

borrowing on a margin account. The estate later 
made further distributions to the trust that the 
trust claimed were loan repayments. The Third 
Circuit Court of Appeals found that there was no 
bona fide debt because the trusts did not obtain a 
debt instrument or other written promise to repay 
the returned funds, did not require any collateral 
or security, did not impose any interest charges, 
did not establish a repayment schedule or matu-
rity date, and did not make any entries on their 
books treating the transfers as loans.

In its Estate of Mixon opinion, the Fifth Circuit 
Court of Appeals listed 13 factors as guidelines 
for distinguishing debt from equity:

1. The names given to the certificates evidenc-
ing the indebtedness

2. The presence or absence of a fixed maturity 
date

3. The source of payments
4. The right to enforce payment of principal and 

interest
5. Participation in management flowing as a 

result
6. The status of the contribution in relation 

to regular corporate creditors
7. The intent of the parties
8. “Thin” or adequate capitalization
9. Identity of interest between creditor and 

stockholder
10. Source of interest payments

FIGURE 13.6 Relationship of Bergman Parties after Transactions
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11. The ability of the corporation to obtain loans 
from outside lending institutions

12. The extent to which the advance was used to 
acquire capital assets

13. The failure of the debtor to repay on the due 
date or to seek a postponement

There were conflicting factors in Estate of 
Mixon. The shareholders of a bank provided funds 
to keep the bank’s doors open after an embezzle-
ment and some faulty loans left it short of cash to 
pay depositors in an expected run on the bank. 
Federal and state bank regulators would not 
permit the advances to be shown as debt on the 
bank’s balance sheet. The shareholder funds were 
placed in a contingency reserve account, and 
all of the conditions surrounding the advances 

indicated that the cash infusion was to be tem-
porary. The advances functioned in the same 
manner as bridge loans, the corporation was not 
thinly capitalized, and it had not exceeded its 
credit limit. After analyzing each of the 13 fac-
tors, the court found that the advances were bona 
fide debt.

Use 13 Factors  
as a Checklist

If the proposed regulation becomes final, tax pro-
fessionals should advise their clients who need 
basis to create bona fide debt running from the 
S corporation to the shareholder� The Estate of 
Mixon factors provide a checklist for ensuring 
that an arrangement meets this standard�

Practitioner
Note

I.R.C. § 1244 LOSSES This section reviews the criteria for an ordinary loss 
deduction when qualifying small business stock is sold or becomes worthless�

Losses on disposition of I.R.C. § 1231 property 
(property used in a trade or business) are generally 
fully deductible as ordinary losses to the extent of 
the taxpayer’s basis and at-risk amounts. By con-
trast, loss on the disposition of stock results in a 
capital loss. Capital losses are subject to severe 
limitations on deductibility for both individuals 
and corporations. 

In 1958, Congress was concerned with tax 
neutrality between different forms of business 
organizations. The initial version of Subchap-
ter S was enacted to allow a taxpayer to select 
a business entity structure without major differ-
ences in tax consequences. The S corporation 
rules eliminated a corporate-level tax for qualify-
ing businesses and enabled the corporation’s net 
operating losses (NOLs) to be deducted by the 
shareholders, much like a partner’s treatment of 
partnership income and losses. 

The same law [Small Business Tax Revision 
Act of 1958, Pub. L. No. 85-866] created I.R.C. 
§ 1244, which allows qualified shareholders to 
claim a limited amount of loss on the disposition 
of qualifying common stock in a small business 
corporation as an ordinary deduction.

I.R.C. § 1244 has been substantially amended 
since its initial appearance. The Revenue Act of 
1978, Pub. L. No. 95-600, simplified the pro-
cedures for issuing § 1244 stock, but rigorous 

procedural rules are still in effect for substantiat-
ing losses on the disposition of stock issued on or 
before November 6, 1978, regardless of the year 
in which a shareholder sustains the loss [Treas. 
Reg. § 1.1244(c)-1(f)]. The discussion in this chap-
ter is concerned with the rules that apply to stock 
issued after November 6, 1978. 

Preferred Stock  
Added in 1984

The Deficit Reduction Act of 1984, Pub� L� No� 
98-369, further liberalized the § 1244 loss rules 
by deleting the reference to common stock� Ordi-
nary loss treatment is allowed for both preferred 
and common stock issued after July 18, 1984� 

General Rules

I.R.C. § 1244 characterizes eligible losses as ordi-
nary whether they are incurred on an actual sale 
of qualified stock or when the stock becomes 
worthless. It has no effect on gains. Although the 
§ 1244 requirements are not rigorous, taxpayers 
should be aware of the rules when forming a cor-
poration, to provide an exit strategy if the corpo-
ration sustains substantial losses.

Practitioner
Note
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S Corporation Status
Both Subchapter S and I.R.C. § 1244 use the 
term small business corporation, but it has dif-
ferent definitions in those contexts. The chart 
in Figure 13.7 is adapted from the 2012 edition 

of S Corporation Taxation by Robert W. Jamison 
(Chicago: CCH Incorporated) and is reprinted 
with the author’s permission. It provides a com-
parison of the Subchapter S and § 1244 rules.

FIGURE 13.7 Definitions of Small Business Corporation

Criterion Subchapter S I.R.C. § 1244 

Eligible shareholders Individuals, estates, certain trusts, 
exempt organizations (including 
pension trusts and ESOPs) 

Unlimited, but only certain 
shareholders can deduct  
§ 1244 losses 

Number of shareholders 100 maximum (subject to family 
attribution rule)

Unlimited, but only individuals  
can deduct § 1244 losses*

Classes of stock Common stock only Common or preferred stock

Eligible corporation No insurance company, etc�,  
or foreign corporation 

Domestic corporation that is an 
operating company 

Passive income limit 25% if corporation has  
accumulated E&P 

50%, except in loss year 

Limit on equity Unlimited $1,000,000 at time of issue; later 
amounts do not disqualify  
prior stock

* A partnership that sells § 1244 stock can pass the loss through to the partners as a § 1244 loss.

As the chart indicates, the two provisions 
are not mutually exclusive. S corporation share-
holders frequently claim § 1244 ordinary losses 
on dispositions of stock in their unsuccessful  
S corporations.

Exclusion of Gain 

I�R�C� § 1202 adds a third definition of small busi-
ness corporation stock� This provision allows a 
noncorporate taxpayer to exclude at least 50% of 
the gain on qualifying small business stock (QSB 
stock) acquired after August 10, 1993, and held 
for more than 5 years� See the “Prior Legislation” 
chapter of this book for more information about 
the I�R�C� § 1202 exclusion�

Qualified Shareholders
A § 1244 ordinary loss deduction is allowable 
only to individuals. The term individual does not 
include an estate or trust, regardless of how the 
entity acquired the stock [Treas. Reg. § 1.1244(a)-
1(b)(2)]. An ordinary loss deduction is available 

Practitioner
Note

if the stock was held and sold by a partnership to 
the extent the loss flows through to eligible indi-
viduals. A § 1244 loss deduction may not flow 
from an S corporation to its shareholders [T.A.M. 
91-30-003 (March 25, 1991)]. 

Only the original holder of the stock is enti-
tled to claim an ordinary loss deduction [Treas. 
Reg. § 1.1244-(a)(1)(b)(2)]. A taxpayer claiming 
a § 1244 loss must have purchased the shares 
directly from the issuing corporation and not 
from another shareholder. Any transfer, even a 
gift between husband and wife, causes the stock 
to lose its § 1244 character. 

Although a § 1244 loss can flow through 
from a partnership to a partner if the partner-
ship sells the stock, ordinary loss treatment does 
not apply if the partnership distributes the stock 
to its partners. In Prizant v. Commissioner, T.C. 
Memo. 1971-196, a partnership had transferred 
substantially all of its assets and business activ-
ity to a corporation, but it retained some assets. 
The corporation’s stock was issued to the partner-
ship, which dissolved and transferred the shares 
to its partners the following year. When the stock 
became worthless a year after that, the partners 
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could not claim ordinary loss treatment because 
they were not the original owners of the stock.

A shareholder who paid the corporation for 
stock and was the first person to possess the stock 
certificate could not deduct a § 1244 loss because 
the certificate was issued in another person’s 
name [Rookard v. United States, 330 F.Supp. 722 
(D. Ore. 1971)].

A shareholder who contracted to purchase 
stock from a corporation 3 weeks after the cor-
poration had redeemed the shares from another 
shareholder also did not qualify for a § 1244 loss 
deduction. The Tax Court stated that the pur-
pose of I.R.C. § 1244 for an ongoing business 
was to “encourage the flow of additional funds 
rather than the substitution of preexisting capi-
tal.” Because the shareholders did not prove that 
their purchase created a new and fresh infusion of 
capital, the § 1244 loss was denied [Adams v. Com-
missioner, 74 T.C. 4 (1980)]. 

Example 13.5 Redemption and Reissuance

George Gerbera owned 500 shares of Losscor, a 
small business corporation within the meaning of 
I.R.C. § 1244. In May 2012, Losscor redeemed 
George’s shares for $50,000. In July 2012, Loss-
cor issued new shares to Hannah Hyacinth in 
exchange for $50,000 cash. If Hannah later sells 
her shares at a loss, she will not be allowed § 1244 
treatment because the company did not receive 
any new capital. 

The shareholder claiming the loss bears the 
burden of proof that the loss qualifies for § 1244 
treatment [Treas. Reg. § 1.1244(e)-1(b)]. 

Limit on Loss Deduction 
The principal benefit of I.R.C. § 1244 is that it 
allows an investor to claim a loss deduction in 
excess of the $3,000 limit normally allowed for 
net capital losses. This benefit has its own limits. 
An investor is limited to a $50,000 ordinary loss 
deduction from all dispositions of § 1244 stock in 
any tax year (doubled to $100,000 if the share-
holder files a joint return).  

The $100,000 limit for joint filers is not con-
tingent on the actual losses sustained by each 
spouse. If the qualifying stock was owned by only 
one of the spouses, the couple’s § 1244 loss limit 
on their joint return is still the entire $100,000. 

The loss limit applies to all § 1244 losses sus-
tained in a single tax year. If an investor sustains 
losses on more than one disposition of § 1244 
stock in the same year, the losses are totaled 
before the $50,000 or $100,000 limit is applied.

Example 13.6 Limit on Joint Return 

In June 2012, Irene Ixia, a married taxpayer, sold 
stock in Oneco that she had purchased in 1989. 
Her basis in the stock was $125,000 and she real-
ized $45,000 on the sale, for an $80,000 loss. In 
February 2012, Irene purchased $70,000 of stock 
in Twoco, a highly risky enterprise, and it became 
completely worthless in September 2012. 

The stock in both corporations met all of the 
criteria for a loss deduction under I.R.C. § 1244. 
Irene’s husband sold no § 1244 stock in 2012. If 
they file a joint return, Irene may treat $100,000 
of her $150,000 ($80,000 + $70,000) loss as a 
§ 1244 loss. The remaining $50,000 ($150,000 – 
$100,000) is reported as a capital loss sustained in 
2012, and it is subject to the capital loss deduction 
limits. It cannot carry over as a § 1244 loss. 

§ 1244 Stock Defined

Three criteria are articulated in I.R.C. § 1244(c):

1. The issuing corporation was a small business 
corporation when the stock was issued.

2. The stock was issued for money or property 
(other than stock or securities).

3. The corporation’s gross receipts from invest-
ment property (royalties, rents, dividends, 
interests, annuities, and sales or exchanges 
of stocks or securities) were not more than 
50% of its aggregate gross receipts for its 
most recent 5 tax years that ended before the 
shareholder’s loss.

The terms small and business relate to differ-
ent times in the corporation’s history. The cor-
poration must be small on the date the stock was 
issued, and it must be involved in business opera-
tions for its most recent years preceding the loss.

Qualification at Time of Issue
The small requirement of small business corpora-
tion is the primary criterion when the stock is 
issued. It is met until the corporation has received 



490   I.R.C. § 1244 LOSSES

$1,000,000 of capital receipts—the aggregate dollar 
amount received by the corporation for its stock, 
as a contribution to capital, and as paid-in surplus 
[Treas. Reg. § 1.1244(c)-2(b)(1)]. When property 
other than money is contributed, the amount 
counted in capital receipts is the corporation’s 
adjusted basis for gain. If liabilities are assumed 
or transferred with the property, the property’s 
basis is reduced by the liabilities [I.R.C. § 1244(c)
(3)]. 

Example 13.7 Basis Limit Illustrated

Lisa Larkspur contributed property with a 
$3,000,000 fair market value (FMV) and a 
$2,100,000 basis to her newly formed corpora-
tion, Roseco, in 2012. The property was subject 
to $2,050,000 of liabilities that also were trans-
ferred to Roseco. Lisa received all of the outstand-
ing shares in Roseco but no other consideration. 
Under I.R.C. § 351, neither Lisa nor Roseco rec-
ognizes any gain on the transfer. Roseco’s basis in 
the property is $2,100,000 for all purposes other 
than I.R.C. § 1244. Its basis for the § 1244 capital-
ization limit is $50,000 ($2,100,000 – $2,050,000). 
Lisa’s basis in her § 1244 stock is also $50,000. 

After the year in which the corporation 
reaches $1,000,000 of capital receipts, it can no 
longer issue § 1244 stock. The $1,000,000 capi-
talization test is made as of the end of the year in 
which the stock is issued [Treas. Reg. § 1.1244(c)-
2(b)]. The corporation must consider the cumu-
lative amount of property received in all years, 
rather than just the property received within that 
year. Reductions to the basis of the noncash prop-
erty after its contribution do not reduce the cor-
poration’s § 1244 capital receipts amount. 

Example 13.8 Adjustments to Basis

In 2006, 10 individuals contributed property to 
a corporation in exchange for stock. Each indi-
vidual’s basis in the property he or she contrib-
uted was $100,000, and the corporation’s total 
basis was $1,000,000. Most of the property was 
depreciable, with a relatively short depreciation 
period. By the beginning of 2009, the corpora-
tion’s adjusted basis in the property had been 
reduced to $350,000. In 2009, the corpora-
tion issued stock to five other individuals for 
$500,000 cash. 

The stock issued in 2006 qualifies for § 1244 
treatment. The stock issued in 2009 does not 
qualify, because the corporation reached its 
$1,000,000 capital contribution limit in 2006. 

A distribution of property from a corporation 
does not reduce the corporation’s § 1244 capi-
tal receipts even if the distribution is treated as 
a return of capital. This rule is important for an 
S corporation, because most S corporation distri-
butions are treated as a return of capital to the 
shareholder.  

Capital receipts do not include property 
received by the corporation that is not from a sale 
of stock or a capital contribution. The most likely 
source of such property is the retention of cor-
porate earnings, which do not count against the 
$1,000,000 limit.

Example 13.9 Retained Earnings

In 2008, five individuals each invested $100,000 
in stock of Pentico, a newly formed corporation. 
In 2008 and 2009, Pentico was profitable and 
retained $650,000 of income. At the end of 2009, 
Pentico’s total assets were $1,150,000. In 2012, 
another individual invested $100,000 to purchase 
stock in Pentico. If the corporation and the share-
holder meet all other qualifications, the stock 
issued in 2012 is § 1244 stock, because the corpo-
ration had received only $600,000 from the sale 
of stock and paid-in capital by the end of 2012.

Capital receipts for the $1,000,000 limit 
include capital received from any shareholder. 
Therefore, contributions by a nonqualifying 
shareholder can exhaust the corporation’s ability 
to issue § 1244 stock.  

Example 13.10 Contribution  
by Ineligible Shareholder

In 2008, three individuals and an estate formed 
Botanical Corporation. Allen Aster, Brenda Bou-
vardia, and Clyde Cornflower each contributed 
$100,000 in exchange for stock, and the estate 
contributed $700,000, for a total capitalization 
of $1,000,000. In 2010, Debbie Delphinium, 
Earl Echinacea, Fiona Freesia, Gary Genistra, 
and Helen Hosta each contributed $100,000 and 
received shares in the corporation. 

The stock issued to Allen, Brenda, and Clyde 
qualifies as § 1244 stock, because the corporation 
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had not exceeded its $1,000,000 capital receipts 
limit by the end of 2008. The stock received by 
the estate does not qualify because an estate can-
not hold § 1244 stock. The stock received by 
Debbie, Earl, Fiona, Gary, and Helen does not 
qualify as § 1244 stock because Botanical had 
reached its $1,000,000 limit before the year they 
purchased their stock. 

The year in which a corporation eligible to 
issue § 1244 stock receives enough cash or prop-
erty to exceed the $1,000,000 capital receipts 
limit is called a transitional year. The regulations 
provide two alternative rules for determining 
which shares issued in that year are § 1244 stock.  

■■ The corporation may designate which shares 
are § 1244 stock and which are not. This rule 
allows a corporation to issue § 1244 stock 
to persons who may benefit from ordinary 
loss treatment and designate shares issued to 
other persons as not being § 1244 stock. The 
designation must be made by the fifteenth 
day of the third month following the close of 
the transitional year [Treas. Reg. § 1.1244(c)-
2(b)(2)].

■■ If the corporation fails to designate the 
§ 1244 shares in the transitional year, a 
§ 1244 allocation is based on the value 
of shares issued that year [Treas. Reg. 
§ 1.1244(c)-2(b)(3)]. The allocation uses the 
following formula:

Unused limit at start of year = Percentage of stock 
treated as § 1244Stock issued during year 

The denominator of the fraction includes any 
contributions to capital or paid-in surplus that 
the corporation received in the transitional year. 
The percentage of § 1244 stock applies to each 
shareholder who purchased stock that year, 
even if the shareholder is not qualified to deduct 
a § 1244 loss. 

Example 13.11 Transitional Year

Alpha Corporation had $900,000 of capital 
receipts at the end of 2011 and thus could issue 
only $100,000 ($1,000,000 – $900,000) of addi-
tional § 1244 stock. In 2012, it issued $300,000 
of additional stock. Alpha did not designate 
which shares were § 1244 stock and which shares 

were not. Accordingly, one-third ($100,000 ÷ 
$300,000) of the stock issued to each qualifying 
shareholder in 2012 is § 1244 stock.

Timing of Allocation 

This pro rata allocation can be calculated at any 
time� In practice, it is probably not often done 
until the stock has become worthless�

Qualification at Time of Loss 
I.R.C. § 1244 cannot be used to change the char-
acter of losses from capital losses to ordinary 
losses if the losses were incurred in an incorpo-
rated pocketbook. To implement this rule, the 
business aspect of small business corporation is the 
primary criterion when the shareholder sells 
§ 1244 stock at a loss. 

At that time, the shareholder must look at the 
sources of the corporation’s gross receipts for the 
5 tax years preceding the date the stock was sold 
at a loss or the date the stock became worthless. 
(If the corporation was in existence less than 5 
years, the corporation’s gross receipts are tested 
for all completed tax years. If the stock is sold at 
a loss during the corporation’s first tax year, the 
period of its existence is considered.) 

In the aggregate within the applicable period, 
the corporation must have derived no more than 
50% of its gross receipts from royalties, rents, div-
idends, interest, annuities, and sales or exchanges 
of stocks or securities [I.R.C. § 1244(c)(1)(C)]. 
This means the company must have been largely 
an operating company, rather than an investment 
vehicle, within the testing period. 

If a corporation has few or no gross receipts 
during the testing period, the corporation’s prin-
cipal activities can be the determining factor. 
The shareholders of a corporation that provided 
unpaid management services to a related corpo-
ration were denied § 1244 loss treatment because 
the management corporation failed to meet the 
active business criterion [Bates v. United States, 
581 F.2d 575 (6th Cir. 1978)]. The shareholders 
argued that because the corporation had zero 
gross receipts, it did not have more than 50% of its 
receipts from investment property. In upholding 

Practitioner
Note



492   I.R.C. § 1244 LOSSES

the Treasury regulation under I.R.C. § 1244 that 
required a corporation to be an operating com-
pany, the court cited a House committee report 
on the Small Business Tax Revision Act of 1958 
[H. R. Rep. No. 2198] that stated, “Your com-
mittee also has imposed a restriction designed 
to limit this tax benefit to companies which are 
largely operating companies.”

The gross receipts restriction applies even 
if lending is the company’s business. When the 
stock of a company engaged in the business of 
making small loans to the general public was sold, 
the seller was denied § 1244 loss treatment. Dur-
ing the 5 most recent tax years ending before the 
date the loss was sustained, the company derived 
more than 50% of its aggregate gross receipts 
from interest on its loans [Rev. Rul. 75-431, 
1975-2 C.B. 346].

Other Restrictions

I.R.C. § 1244 requires that stock be issued for cash 
or property. Although the basis of contributed 
property generally is counted in capital receipts, 
a special rule limits the § 1244 loss when property 
with a built-in loss is contributed to a corporation. 

■■ Stock issued in return for services rendered 
(or to be rendered to, or for the benefit of) 
the issuing corporation does not qualify as 
§ 1244 stock [Treas. Reg. § 1.1244(c)-1(d)]. 

■■ If property with a basis exceeding its FMV 
is transferred to a corporation in exchange 
for § 1244 stock, the built-in loss does not 
qualify for ordinary loss treatment [Treas. 
Reg. § 1.1244(d)-1]. 

■■ The initial purchase price of S corporation 
stock can qualify as basis for a § 1244 loss, 
but income taxed to the shareholder under 

I.R.C. § 1367 does not increase the § 1244 
loss basis [Treas. Reg. § 1.1244(d)-2].

Example 13.12 S Corporation Basis Increases

In 2007, Keith Kalanchoe contributed $10,000 
of cash to his personal service S corporation in 
return for all of its stock. During 2007–2010, his 
Schedule K-1 (Form 1120S), Shareholder’s Share 
of Income, Deductions, Credits, etc., showed a 
profit each year. In 2012, when his stock basis 
was $50,000, Keith lost his business license and 
was forced to close the corporation. There was 
no property to distribute to himself as sole share-
holder. Keith may deduct the original $10,000 as 
a § 1244 loss, but the other $40,000 ($50,000 – 
$10,000) is deductible only as a capital loss. 

Net Operating Loss 

A § 1244 loss is considered a business deduction 
when calculating an NOL [Treas� Reg� § 1�1244(d)-
4]� If a taxpayer has both a current-year § 1244 
loss and a carryover § 1244 loss as part of an NOL 
carryover, both are allowed� The NOL carryover 
does not reduce the $50,000 (or $100,000 for a 
joint return) limit on a current-year § 1244 loss� 

Report on § 1244 
Losses on Form 4797

I�R�C� § 1244 losses are reported in Part II of Form 
4797, Sales of Business Property� See the “Business 
Assets” chapter of this book for coverage of Form 
4797�

Practitioner
Note

Cross-
Reference
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ABANDONMENT OF PROPERTY This section reviews guidelines for 
determining the date that a property is abandoned�

The Internal Revenue Code permits a deduc-
tion for certain losses to the extent they are “not 
compensated for by insurance or otherwise” 
[I.R.C. § 165(a)]. Except for casualty and theft 
losses, deductions are restricted to losses of prop-
erty used in a trade or business and losses from 
a transaction entered into for profit (such as the 
acquisition of stock in a small business corpora-
tion). The loss deduction is limited to the prop-
erty’s adjusted basis for determining gain or loss 
on a sale or other disposition, and the loss must 
be claimed in the tax year that it is sustained.

Tax law provides specific guidance for deter-
mining when certain kinds of losses occur.

■■ A theft loss is deemed sustained and deduct-
ible in the year the taxpayer discovers the 
theft [I.R.C. § 165(e)].

■■ Losses on worthless securities are deductible 
in the year during which they become com-
pletely worthless [I.R.C. § 165(g)].

■■ A disaster loss is accorded special treatment 
as to the year of deduction [I.R.C. § 165(h)].

If property is sold or there is another iden-
tifiable exchange, there is reasonable certainty 
about when the event occurs. In cases involv-
ing deferred exchanges, escrows, options, and 
creative financing arrangements, the actual date 
may be obscure, but at least there are identifiable 
events. (Most of the confusion in these deals is 
that there are too many events, and the problem 
is determining which of the events is dominant.)

Worthlessness and abandonment subsist in a 
more ethereal realm. At one time the taxpayer 
owned something of value that had a basis, and at 
a later date it no longer has value. When did the 
events occur?

Identifiable Events

A loss is not deductible because of a mere decline, 
diminution, or shrinkage of the value of property, 
but a taxpayer may not delay taking a loss that 
has actually occurred in order to receive more 
favorable tax treatment in a subsequent year. 

Treas. Reg. § 1.165-1(d)(1) requires that a loss 
must be “evidenced by closed and completed 
transactions” and “fixed by identifiable events 
occurring in such taxable year” to be deductible 
in that year. Treas. Reg. § 1.165-2(a) provides 
for a deduction when nondepreciable property 
becomes obsolete, rather than in the year there 
is an overt act of abandonment: “In a case where 
such business or transaction is discontinued or 
where such property is permanently discarded 
from use therein, [the loss] shall be allowed as a 
deduction . . . for the taxable year in which the 
loss is actually sustained. For this purpose, the 
taxable year in which the loss is sustained is not 
necessarily the taxable year in which the overt act 
of abandonment, or the loss of title to the prop-
erty, occurs.”

A. J. Industries v. United States, 503 F.2d 660 
(9th Cir. 1974), is perhaps the most important 
case dealing with abandonment losses. This case 
dealt with an abandonment loss connected with 
a long-dormant gold mine in Alaska. The cor-
poration had decided that the mine would not 
be viable in the near future, and it entered into 
salvage agreements for some of the equipment. 
However, there were also unsalvageable intan-
gible costs that the corporation had incurred in 
developing the mine. The IRS contended that the 
investment became worthless in an earlier year 
when the mine stopped operating.

The A.J. Industries opinion cited numerous 
cases that developed a two-pronged test for an 
abandonment loss deduction for an intangible 
asset:

1. There must be evidence of an intent to aban-
don the property. 

2. There must be an act of abandonment.

The court then ruled that the company had not 
intended to abandon the property earlier and that 
management had been holding on to hopes that 
the mine might again become productive. The 
court declined to replace the taxpayer’s business 
judgment, stating that “the determination as to 
the year an asset loses its useful value or becomes 
worthless is a matter of sound business judgment, 
and that judgment should be given effect unless it 
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appears from the facts that the decision as to the 
year of loss was unreasonable or unfair at the time 
the decision was made.”

Thus, the disposition of the equipment was 
the identifiable event that demonstrated that the 
mine’s intangible costs were also abandoned.

Abandonment of 
Tangible Property

Treas� Reg� § 1�168(i)-8T(d)(2) provides rules for 
abandonment losses on tangible depreciable 
property: “If an asset is disposed of by physical 
abandonment, loss must be recognized in the 
amount of the adjusted depreciable basis � � � For 
a loss from physical abandonment to qualify for 
recognition under this paragraph (d)(2), the tax-
payer must intend to discard the asset irrevoca-
bly so that the taxpayer will neither use the asset 
again nor retrieve it for sale, exchange, or other 
disposition�”

Evidence of Intent

In Lucas v. American Code Co., 280 U.S. 445 (1930), 
the Supreme Court held that “no definite legal 
test is provided by the statute for the determina-
tion of the year in which the loss is to be deducted. 
The general requirement that losses be deducted 
in the year in which they are sustained calls for a 
practical, not a legal, test.” In some cases taxpay-
ers have been allowed to claim deductions when 
the worthlessness of an asset was tantamount to 
the abandonment. 

Taxpayers could deduct the loss they sus-
tained when their private milk production quotas 
were terminated by cancellation of their contracts 
with the distributors although they were awarded 
state-administered quotas later in the year. The 
court held that the state quotas were not equiva-
lent to the private quotas. Because the state could 
reduce or cancel the new quotas at any time, the 
taxpayers did not have a vested property inter-
est, and the cancellation of the private quotas was 
an identifiable event that evidenced a closed and 
completed transaction in the tax year [George Frei-
tas Dairy, Inc. v. Commissioner, 407 F.Supp. 1395 
(9th Cir. 1978)].

Practitioner
Note

A taxpayer’s loss was sustained when his appli-
cation for renewal of a liquor license was rejected. 
He did not have to wait until his administrative 
and judicial appeal rights expired because he had 
no reasonable prospect of recovery on appeal  
[G. E. Fedor v. Commissioner, T.C. Memo. 
1986-368].

Similarly, a partnership was able to claim a 
loss when it allowed a county to take title to a 
building in a tax sale. The taxpayer was finan-
cially able to pay the property taxes but did not 
do so. Thus, the refusal to pay the taxes evidenced 
the taxpayer’s intent to abandon the property, 
and the tax sale was the identifiable event. The 
taxpayer was allowed to claim the loss in the year 
of the tax sale, without regard to the redemption 
rights period [Commissioner v. Peterman, 118 F.2d 
973 (9th Cir. 1941)].

Character of Loss 

The deductions for abandonment of trade or busi-
ness property that are allowed under I�R�C� §§ 165 
and 168 are ordinary losses� However, the loss is a 
capital loss if the asset is sold or exchanged and 
the asset is a capital asset [I�R�C� § 165(f)]� Relief 
from nonrecourse debt resulted in a real estate 
property abandonment being treated as a sale 
[Middleton v. Commissioner, 693 F�2d 124 (11th 
Cir� 1982)]� Similarly, a partner who transferred his 
interest in the partnership’s assets and liabilities 
was deemed to have a sale [Wilkinson v. United 
States, 177 F�Supp� 101 (D� Ala� 1959)]� By contrast, 
in Gannon v. Commissioner, 16 T�C� 1134 (1951), 
the forfeiture of a partnership interest by a part-
ner who voluntarily left a law firm resulted in an 
ordinary loss�

Abandonment 
Examples 

See pages 9–12 in the 2009 National Income Tax 
Workbook for examples of abandonments�

Practitioner
Note

Cross-
Reference
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PERSONAL SERVICE CORPORATIONS Several tax rules for per-
sonal service corporations differentiate their treatment from that of other 
C corporations�

Many state laws restrict ownership of professional 
corporations (sometimes called professional 
service corporations) that require valid licenses 
for practice, such as accounting, law, medicine, 
dentistry, architecture, and engineering. Many 
of these professional corporations (PCs) are also 
personal service corporations (PSCs) for federal 
income tax purposes. However, the overlap is not 
complete. 

A state-licensed PC can elect to be an S cor-
poration for federal income tax purposes if it 
meets the I.R.C. § 1361(b) domestic corporation, 
ownership, and single class of stock rules. If the 
S corporation election is made, the PC is not sub-
ject to the PSC tax rules. In some cases, it is also 
possible for a highly leveraged state law PC to 
avoid part of the PSC definition.

Another disconnect is that for some of the def-
initions of a PSC in the Internal Revenue Code, 
the corporation is not required to be engaged in 
any given profession. Some incorporated busi-
nesses or professions that are not PCs under state 
law fall within the federal income tax definition 
of a PSC.

Federal Tax Rules

The PSC rules are generally intended to prevent 
taxpayers from sheltering or deferring tax on 
their personally earned income by using a corpo-
rate entity. Most of the rules specific to PSCs have 
the effect of eliminating or reducing tax benefits 
that are available to C corporations. However, 
the rule regarding accounting methods actually 
favors the PSC. The discussion in this section 
begins with the most draconian (and least used) 
restriction on PSCs, but this restriction contains 
the basic definition of a PSC that is borrowed and 
sometimes modified by the other PSC rules.

Tax Evasion Motive
I.R.C. § 269A allows the IRS to disregard the cor-
porate entity entirely when a PSC is merely an 
alter ego of a professional individual. The corpo-
ration must be a PSC as defined in I.R.C. § 269A, 

and the principal purpose of the corporation must 
be to secure tax benefits that would not otherwise 
be available.

Definition of PSC 

I.R.C. § 269A(a)(1) limits the provision’s scope 
to a PSC where substantially all of the services 
are performed for (or on behalf of) one other 
corporation, partnership, or other entity. I.R.C. 
§ 269A(b)(1) describes a PSC as a corporation 
with a principal activity of performing personal 
services that are substantially performed by 
employee-owners.

An employee-owner is a person who owns 10% 
or more of the PSC’s stock, directly or indirectly. 
Indirect ownership applies the constructive own-
ership of I.R.C. § 318, but it substitutes 5% owner-
ship for the 50% ownership rule for shareholders 
who own stock in an intermediary corporation.

Example 13.13 PSC Indirect  
Ownership Rules

Angie Abel, Bruce Baker, and Cheryl Charley 
are the sole and equal shareholders of ABC Cor-
poration. Darrel Dawg, Erma Ezee, and Floyd 
Fox are the sole and equal shareholders in DEF 
Corporation. Ginny George, Harold Howe, and 
Inez Ibarra are the sole and equal shareholders 
in GHI Corporation. None of the individuals has 
any relationship with any of the other sharehold-
ers, so each owns only one-third (33.33%) of his 
or her PSC.

ABC, DEF, and GHI are the three sole and 
equal shareholders of Lobco, Inc., a lobbying firm. 
Lobco’s only business activity is the performance 
of services, and the nine individuals are the only 
persons who provide the services. None of the 
individuals directly owns any of Lobco’s stock, 
and under the normal rules of I.R.C. § 318, the 
ABC, DEF, and GHI intermediary corporations’ 
ownership of Lobco would not be attributed to 
the individuals, because none of them owns 50% 
or more of the stock of those corporations.

However, because I.R.C. § 269A uses a 5% 
indirect ownership rule, each individual own-
ing shares in an intermediary PSC is treated as 
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owning one-third of that intermediary corpora-
tion’s shares in Lobco. Thus, each individual is 
treated as owning one-ninth (11.11%) of Lobco. 
Because each individual indirectly owns more 
than 10% of Lobco using this rule, and is an 
employee-owner, Lobco is a PSC.

Securing Tax Benefits

I.R.C. § 269A(a)(2) limits the application of the 
PSC rules to corporations formed for the princi-
pal purpose of “the avoidance or evasion of fed-
eral income tax by reducing the income of, or 
securing the benefit of any expense, deduction, 
credit, exclusion, or other allowance for, any 
employee-owner which would not otherwise be 
available.”

Congress enacted I.R.C. § 269A as part of 
the Tax Equity and Fiscal Responsibility Act of 
1982, Pub. L. No. 97-248, for one specific pur-
pose: to legislatively invalidate Keller v. Commis-
sioner, 77 T.C. 1014 (1981), aff’d 723 F.2d 58 (10th 
Cir. 1983), in which a physician established a PC 
so that he could set up a defined benefit pension 
plan and a medical expense reimbursement plan 
that he could not participate in as an individual. 
The IRS attempted to apply I.R.C. § 482, which 
allows the IRS to apportion income and deduc-
tions among related businesses to prevent tax 
evasion or clearly reflect income. The Tax Court 
noted that the doctor’s compensation from the 
PC was about the same amount he would have 
received without incorporating and was essen-
tially equivalent to what he could have bargained 
for in an arm’s-length transaction with an unre-
lated party. The court stated that the tax law provi-
sions relating to qualified retirement and medical 
plans “are a deliberate congressional bestowal of 
benefits upon employers and employees; efforts 
to obtain the advantages of these benefits, by way 
of conducting business in the corporate form, are 
not to be deemed to render the taxpayer culpable 
of illegal tax avoidance or evasion.”

Infrequent Application

I.R.C. § 269A has been cited only sparingly in 
court cases for tax years after its effective date. In 
Robucci v. Commissioner, T.C. Memo. 2011-19, a 
CPA restructured a psychiatrist’s practice from a 
sole proprietorship to an LLC with two members: 
the psychiatrist, who owned 95%; and a PC that 
owned 5%. The LLC’s Form 1065, U.S. Return 

of Partnership Income, divided the psychiatrist’s 
interest between a 10% general partner interest 
and an 85% limited partner interest attributable 
to intangibles associated with the practice. The 
psychiatrist paid self-employment (SE) tax only 
on distributions associated with his 10% general 
partner interest, whereas as a sole proprietor he 
paid SE tax on the entire net income from his 
practice.

The Tax Court noted that a corporation is 
recognized as a separate taxable entity if the pur-
pose for its formation is the equivalent of business 
activity or if the corporation carries on a business 
after its formation. The court explained that if the 
corporation were disregarded, the LLC would be 
a single-member entity that also would be disre-
garded under the “check the box” regulations. 
The court found that the corporation was essen-
tially a hollow shell that served no business pur-
pose, so that the psychiatrist’s practice was treated 
as a sole proprietorship for tax purposes, with the 
net profit subject to SE tax. Because the court dis-
regarded the corporation, it did not consider the 
IRS’s alternative I.R.C. § 269A argument.

PSC Tax Year
The Tax Reform Act of 1986, Pub. L. No. 99-514, 
included several provisions that accelerated taxes. 
One PSC rule adopted in 1986 required all PSCs 
to use the calendar year unless there was a busi-
ness purpose for a fiscal year. In 1988, Congress 
liberalized this rule by allowing limited deferrals, 
but the price is steep.

Broader Definition of PSC

Although most C corporations are able to use 
fiscal years, a PSC generally must use the calen-
dar year [I.R.C. § 441(i)(1)]. The definition of a 
PSC for tax year purposes begins with the I.R.C. 
§ 269A definition, but I.R.C. § 441 eliminates the 
10% ownership floor for a shareholder to be an 
employee-owner. Thus, services provided by any 
actual or constructive shareholder are counted as 
services provided by owner-employees [I.R.C. 
§ 441(i)(2)]. Moreover, there is no requirement 
that the corporation provide substantially all of 
its services for a single entity, as is the case with 
I.R.C. § 269A.
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Example 13.14 PSC with Restricted Year

Medico, PC is a medical corporation with 80 own-
ers, all of whom are licensed physicians who are 
unrelated to each other. No one individual owns 
more than 2% of Medico’s stock. Even if Medico 
had an exclusive arrangement with a hospital, so 
that the hospital was the sole source of Medico’s 
income, the IRS could not attribute income to the 
owners under I.R.C. § 269A. But Medico is a PSC 
for determining an allowable tax year.

Business Purpose Year 

I�R�C� § 441(i)(1) allows a PSC to use a fiscal year if 
there is a business purpose� See Rev� Proc� 2006-
46, I�R�B� 2006-45, and Rev� Proc� 2002-39, 2002-1 
C�B� 1046, for information on this issue� It might 
be possible for a PSC that is an accounting firm 
with a heavy concentration of its work at certain 
times of the year to qualify for a fiscal year, but 
not many PSCs will meet the business purpose 
year criteria�

3-Month Deferral at a Price

I.R.C. § 444 prescribes required tax years for 
partnerships, S corporations, and PSCs, and it 
generally permits these entities to use a tax year 
that results in no more than 3 months’ deferral 
of income from its otherwise required year-end. 
Thus, a PSC can elect a September, October, or 
November fiscal year-end without establishing a 
business purpose. 

Example 13.15 PSC Deferral Period

Profcor, PC is a PSC that uses a September 30 
fiscal year-end. Its deferral period is the 3-month 
period of October, November, and December. 
For its taxable year ending September 30, 2012, 
the deferral period is October, November, and 
December 2011.

I.R.C. § 444 exacts a significant cost from 
pass-through entities and PSCs that elect a fis-
cal year. A partnership or an S corporation must 
make a deposit required by I.R.C. § 7519 to cover 
the tax deferred by the partners or shareholders. 
(See Form 8752, Required Payment or Refund 
Under Section 7519.) PSCs have a different 

Practitioner
Note

restriction—a limit on current-year deductions for 
amounts paid to employee-owners. 

A PSC must compute an applicable amount, 
which is any amount otherwise deductible by 
the PSC during a tax year that is includable in 
the gross income of (1) a taxpayer who is an 
employee-owner at any time during that year, (2) 
the taxpayer’s spouse, or (3) any other corpora-
tion or partnership that is owned at least 50% by 
persons who own more than 50% of the PSC. The 
payments comprise such items as salaries, inter-
est, and rents, but they do not include dividends 
paid by the PSC or gain on the sale or exchange 
of property between the employee-owner and 
the PSC [I.R.C. § 280H(f)(1) and Treas. Reg. 
§ 1.280H-1T(b)(4)(ii)].

The PSC must then meet a minimum distri-
bution requirement for the deferral period of its 
current tax year [I.R.C. § 280H(c)]. There are 
two tests for this, the preceding year test and the 
3-year average test, which are reported on Sched-
ule H (Form 1120), Section 280H Limitations for 
a Personal Service Corporation (PSC). A PSC is 
deemed to satisfy the preceding year test and the 
3-year average test for the first year of the cor-
poration’s existence. If an existing corporation 
becomes a PSC and makes an I.R.C. § 444 elec-
tion, the determination of whether the PSC satis-
fies the preceding year test and the 3-year average 
test is made by treating the corporation as though 
it were a PSC for each of the 3 preceding years.

The preceding year test starts by multiplying 
the applicable amount for the preceding tax year 
by the percentage of the year that is the defer-
ral period. If the deferral period is 3 months, the 
percentage is 25% (3 months ÷ 12 months). The 
PSC then determines the applicable amount paid 
to the employee-owners during the current year’s 
deferral period. If the amount paid during the 
deferral period is at least equal to the percentage 
of the prior year’s applicable amount that was 
allocable to the deferral period, the PSC has met 
the minimum distribution requirement.

If the PSC fails the preceding year test, it can 
try to pass the 3-year average test. This test divides 
the aggregate applicable amounts paid in the 
deferral periods of the prior 3 tax years by the 
aggregate adjusted taxable income amounts for 
those 3 years. (Adjusted taxable income is taxable 
income determined without regard to applicable 
amounts and any NOL carryover to the extent the 
carryover is attributable to applicable amounts.) 
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The PSC then calculates (or reasonably esti-
mates) the adjusted taxable income for the defer-
ral period of the current year and multiplies it by 
the 3-year average percentage of taxable income 
(or 95% if the average is higher than 95%). If the 
applicable amount paid in the current year is at 
least equal to the 3-year average percentage of 
taxable income, the PSC has met the minimum 
distribution requirement [I.R.C. § 280H(d)].

If a PSC does not satisfy the minimum dis-
tribution requirement, a limit based on the aver-
age amount paid in the deferral period months is 
applied to its current-year deduction for amounts 
paid to employee-owners during the nondeferral 
period.

Example 13.16 Effect of Minimum 
Distribution Failure

Profcor, PC (from Example 13.15) has $400,000 
of taxable income before deducting payments to 
employee-owners in its fiscal year ending Sep-
tember 30, 2012. The year’s applicable amount 
is $360,000, with $80,000 paid during the defer-
ral period and $280,000 paid in the nondeferral 
period.

Profcor’s monthly average applicable amount 
for the deferral period is $26,667 ($80,000 ÷ 3 
months). If Profcor fails both the preceding year 
test and the 3-year average test, its 2012 deduc-
tions for payments made to employee-owners 
during its nondeferral period will be limited to 
$240,000 [($80,000 ÷ 3) × 9 months]. The other 
$40,000 ($280,000 – $240,000) of nondeferral 
period payments will be carried over as a deduc-
tion from Profcor’s 2013 income.

With the reduction to the nondeferral period 
payments, Profcor can deduct $320,000 ($80,000 
paid in October–December 2011 + $240,000 
paid in January–September 2012) of payments 
made to shareholder-employees on its Form 
1120, U.S. Corporation Income Tax Return, for 
its year ended September 30, 2012. 

Another sting comes with the treatment of 
an NOL for a PSC that elects a fiscal year. The 
PSC cannot carry an NOL from or to an I.R.C. 
§ 444 year [I.R.C. § 280H(e)]. The PSC may carry 
forward a nondeductible applicable amount and 
treat it as paid in the subsequent year [I.R.C. 
§ 280H(b)].

Accounting Methods

The accounting method rules applicable to PSCs 
are a mix of the proverbial “good news, bad 
news.” On the positive side, PSCs may use the 
cash method of accounting regardless of the level 
of gross receipts. The negative aspect is the related 
party rule: If a PSC uses the accrual method, it 
may not deduct a payment to any employee-
owner who uses the cash method until the recipi-
ent includes it in his or her gross income. 

Income to Shareholder 
I.R.C. § 267(a)(2) requires that when payments 
are made between related taxpayers, the payer’s 
deduction must be matched with the payee’s 
income inclusion. For most C corporations, the 
rule applies when a shareholder owns, directly 
or indirectly, more than 50% of the corporation’s 
stock. When the corporation is a PSC, the rule 
applies to payments from the accrual method 
corporation to any individual who is treated as a 
shareholder.

Example 13.17 PSC Accrual of Payments

Medico, PC (from Example 13.14) is a medical 
corporation with 80 unrelated owners. No one 
individual owns more than 2% of the Medico 
stock. Some of the doctors’ children perform cler-
ical duties during holidays when they are home 
from college. Medico uses the accrual method 
of accounting and a calendar tax year. It pays 
the final December paychecks on the first busi-
ness day of the following January, so that pay is 
included in the employees’ income in the follow-
ing year.

For rank-and-file employees who have no 
relationship to any shareholder, Medico deducts 
the final paycheck in the year when the employ-
ees perform the services. For the shareholders 
and their children, Medico must wait until the 
following year to claim the deduction. 

Cash Method Accounting
Cash and accrual are the two overall methods 
of accounting permitted by I.R.C. § 446(c). The 
method chosen must clearly reflect the taxpayer’s 
income, and over the years the IRS and courts 
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developed rules requiring taxpayers to use the 
accrual method when inventories are necessary 
for a clear reflection of income. When Con-
gress enacted I.R.C. § 448, which generally bars 
C corporations from using the cash method, it 
carved out exceptions for C corporations with 
average annual gross receipts that do not exceed 
$5,000,000, farming corporations, and qualified 
PSCs, regardless of the PSC’s amount of gross 
receipts. 

I.R.C. § 448(d)(2) develops its own definition 
of qualified PSC rather than drawing on I.R.C. 
§ 269A. Not only must the PSC’s principal activ-
ity consist of services, but those services must be 
“in the fields of health, law, engineering, archi-
tecture, accounting, actuarial science, performing 
arts, or consulting.”

The ownership requirement is also more 
loosely defined: Substantially all of the stock by 
value must be held directly or indirectly by

■■ persons who provide services to the corpora-
tion in connection with a covered activity;

■■ retired employees who had performed such 
services;

■■ the estate of a deceased former employee; or

■■ any other person who inherited the stock 
(but only for the 2-year period beginning on 
the employee’s date of death).

The broader definition of a PSC means that a 
professional firm where most of the work is per-
formed by staff generally will still qualify as a PSC 
for this provision.

PSC Tax Rate

I.R.C. § 11 provides a progressive rate schedule 
for most C corporations that begins at 15% for 
the first $50,000 of taxable income and reaches 
35% for taxable income exceeding $10,000,000, 
as shown in Figure 13.8. There are a couple of 
bubbles where there is an additional tax—the 
rate is 39% for income between $100,000 and 
$335,000, at which point it drops back to the 34% 
level imposed when income exceeds $75,000; 
and another temporary boost raises the rate to 
38% when income exceeds $15,000,000, but 
it then falls back to 35% when income reaches 
$18,333,333. The 38% bracket eliminates the 
effect of the brackets below 35% so that if the 
income is equal to or greater than $18,333,333, 
the average tax rate is 35% and the tax becomes a 
flat 35% of income. 

FIGURE 13.8 Tax Rate Schedule for Corporations

Over But Not Over Tax Is Of the Amount Over

$  0 $ 50,000 $ 0             + 15% $ 0

$ $50,000 $ 75,000 $ 7,500  + 25% $ 50,000

$ 75,000 $ 100,000 $ 13,750 + 34% $ 75,000

$ 100,000 $ 335,000 $ 22,250 + 39% $ 100,000

$ 335,000 $10,000,000 $ 113,900 + 34% $ 335,000

$ 10,000,000 $15,000,000 $3,400,000 + 35% $10,000,000

$ 15,000,000 $18,333,333 $5,150,000 + 38% $15,000,000

$ 18,333,333 - - - - - - - - - - 35% $ 0

However, a PSC is subject to a 35% flat tax on 
all of its taxable income. This provision uses the 
I.R.C. § 448 (the cash method of accounting) defi-
nition of a PSC. Congress’s goal, obviously, is to 

encourage all of a PSC’s net income after its ordi-
nary and necessary business expenses to be paid 
out as compensation to the owner-employees.
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Possible Trap for 
Controlled Group

The flat tax for PSCs is a possible trap for small busi-
nesses that are under common control (explained 
in the next section of this chapter) if the parties 
fail to understand the controlled group rules� 
If there are two corporations and one is a PSC, 
the non-PSC could lose half of its graduated rate 
structure, whereas the PSC would not benefit 
from its portion of the rate structure because it is 
subject to the flat 35% tax rate�

Other PSC Rules

There are a few other provisions relating to PSCs. 
Most have rather narrow focus.

■■ A PSC is not entitled to the active business 
exclusion from the at-risk rules that is avail-
able to other corporations. I.R.C. § 465(c)
(7)(B)(ii) uses the PSC definition from I.R.C. 
§ 269A but reduces the minimum ownership 
threshold from 10% to 5%. 

■■ A PSC is subject to the passive activity loss 
limits of I.R.C. § 469, which also modifies 

Practitioner
Note

the I.R.C. § 269A definition of a PSC. A 
corporation that performs personal services 
is treated as a PSC if 10% of its stock (by 
value) is held by employee-owners. Anyone 
performing services for the PSC who owns 
any amount of its stock, directly or indi-
rectly, is an employee-owner for passive loss 
purposes—there is no 5% or 10% threshold 
[I.R.C. § 469(j)(2)].

■■ A PSC may not deduct any farm loss from a 
passive activity when computing its alterna-
tive minimum tax (AMT) [I.R.C. § 58(a)(3)]. 
The AMT definition of a PSC conforms to 
the passive activity definition of a PSC.

Various Definitions 
May Be Vexing

The seemingly random variations in the defini-
tion of a PSC may cause some frustration� A tax 
professional may have to make some effort to 
determine exactly which rules apply to a business 
that has relatively broad ownership if its princi-
pal source of income is from services provided by 
shareholder-employees� However, most clients 
will fall into the “I know it when I see it” category�

Practitioner
Note

BUSINESSES UNDER COMMON CONTROL Businesses do not have 
to be corporations to be under common control, and potential problems can 
be present in surprising circumstances�

Numerous tax constraints are associated with 
businesses under common control. Several issues 
arise regardless of the form of the business entity, 
affecting sole proprietors, partnerships, and cor-
porations that have common ownership, although 
others apply only to C corporations. The follow-
ing questions are commonly encountered.

1. Are there special rules for gains and losses on 
sales of property between controlled entities?

2. What about retirement plans and other 
fringe benefits that must cover broad classes 
of employees? When must different organi-
zations be combined or separated for these 
limits?

3. Under what circumstances are corpora-
tions considered members of a controlled 

group that must share one graduated tax rate 
structure?

4. When is it necessary to aggregate corpora-
tions’ income for alternative minimum tax 
(AMT) purposes?

5. How do the I.R.C. § 179 expensing limitations 
apply to businesses under common control?

6. How do the aggregate gross receipts tests 
that determine eligibility for use of the cash 
accounting method apply to businesses that 
are commonly owned or controlled?

7. When can a common paymaster elec-
tion be used to limit employer payroll taxes 
when one person is employed by two or more 
related corporations?
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8. Under what circumstances are affiliated 
groups of corporations required or allowed to 
file consolidated tax returns?

Example 13.18 illustrates a situation that 
could present tax issues that are generally not 
expected by small business owners.

Example 13.18 Businesses  
with Common Control

Otto and Sally Fixitt are husband and wife. Otto 
owns an auto repair shop, Otto’s Autos, Inc., and 
Sally is a dentist who owns and works for Sally’s 
Smiles, PC. Both Otto’s Autos and the dental 
practice are C corporations. Sally’s Smiles, a 
PSC, is subject to the flat 35% tax rate on all of 
its income, so Sally is very careful to clear out all 
of the corporation’s taxable income each year. 
Otto’s Autos has some reasonable accumulation 
needs, and it reports $50,000 to $75,000 of tax-
able income each year.

Otto and Sally’s combined income places 
them in the top personal income tax bracket every 
year. Otto believes that Otto’s Autos should be a 
C corporation so that it pays tax at 15% on its 
first $50,000 of annual income and 25% on the 
remainder, if any. However, Otto and Sally may 
find that their two corporations are component 
members of a controlled group. This could have 
some unpleasant side effects:

1. The auto repair shop may be limited to only 
half of each corporate tax rate bracket.

2. If Sally wants to adopt a qualified pension or 
profit-sharing plan, the nondiscrimination 
tests may require Otto to cover his own rank-
and-file employees. 

3. The auto repair shop and the dental prac-
tice may be allocated only one I.R.C. § 179 
deduction.

4. The auto repair shop and the dental prac-
tice may be required to aggregate their 
gross receipts to determine whether the cor-
porations must use the accrual method of 
accounting.

Are these two corporations considered to be 
under common control? A tax professional would 
suspect that they are, but there are some special 
rules for spouses who own and operate separate 
businesses (as explained later in this section). 

Example 13.19 introduces a bit more compli-
cated ownership pattern.

Example 13.19 Corporations  
with Mutual Shareholders

George Goldcrest, Vicki Vanga, Andy Auk, 
and Kathy Kestrel are all residents of Wallville. 
George and Vicki are cousins and the grandchil-
dren of Curtis and Edith Crane. Andy and Kathy 
are not related to George, Vicki, or each other.

The four friends are unequal shareholders in 
three businesses in Wallville.

1. Hiway Hauling, Inc. provides contract haul-
ing services to farms and businesses. 

2. Maxcar Motors, Inc. is an automobile and 
truck dealer. 

3. Walla Villa is a real estate developer and resi-
dential home builder. 

The shares each individual owns in each cor-
poration are shown in Figure 13.9.

FIGURE 13.9 Ownership of Corporations

Shareholder
Hiway 

Hauling
Maxcar 
Motors Walla Villa

George 30% 50% 5%

Vicki 10% 20% 10%

Andy 40% 10%  5%

Kathy  20%  20%  80%

Total 100%   100% 100%

   

In this scenario, none of the four individuals 
is a related party to any of the others for most pur-
poses of the Internal Revenue Code. Although 
George and Vicki are cousins, the attribution and 
constructive ownership rules do not stretch the 
family rules that far. 

In looking at the ownership of the three cor-
porations, George’s ownership of Maxcar is close 
to the mark, but I.R.C. § 267(b) requires greater 
than 50% ownership of a corporation, so George 
and Maxcar are not considered related parties for 
most tax purposes.

Kathy and Walla Villa are related parties 
because Kathy owns more than 50% of Walla 
Villa’s stock.

None of the three corporations appears to be 
related to any of the other corporations, because 
none is a subsidiary of another, and no two cor-
porations have a single mutual shareholder 
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with greater than 50% ownership, actually or 
constructively.

However, the rules governing controlled 
groups of corporations might tie two or all three 
entities into some of the related party rules. The 
rules could affect the corporations’ tax liability, 

I.R.C. § 179 deductions, the gross receipts mea-
surements for accounting method purposes, 
required coverage of employees in benefit plans, 
and so forth.

I.R.C. § 267(b) Related Party Definition

I.R.C. § 267(b) defines a related party to include 
any of the following:

1. Members of a family, including brothers, 
sisters, half-brothers, half-sisters, spouse, 
ancestors, and lineal descendants

2. An individual and a corporation in which 
the individual owns, directly or indirectly, 
more than 50% of the value of the out-
standing stock

3. Two corporations that are members of the 
same controlled group within the mean-
ing of I.R.C. § 1563(a), substituting “more 
than 50%” for “at least 80%” and without 
regard to insurance companies or stock 
owned by any I.R.C. § 401(a) employees’ 
trust

4. A grantor and a fiduciary of any trust
5. A fiduciary of a trust and a fiduciary of 

another trust, if the same person is the 
grantor of both trusts 

6. A fiduciary of a trust and a beneficiary of 
such trust

7. A fiduciary of a trust and a beneficiary 
of another trust, if the same person is a 
grantor of both trusts

8. A fiduciary of a trust and a corporation in 
which the trust or the grantor of the trust 
owns, directly or indirectly, more than 
50% of the value of the outstanding stock

9. A person and an I.R.C. § 501 tax-exempt 
organization that is controlled directly or 
indirectly by the person or, if the person 
is an individual, by members of the indi-
vidual’s family

10. A corporation and a partnership if the 
same persons own (a) more than 50% of 
the value of the outstanding stock of the 
corporation and (b) more than 50% of the 
capital interest, or the profits interest, in 
the partnership 

11. An S corporation and another S corpora-
tion if the same persons own more than 
50% in value of the outstanding stock of 
each corporation 

12. An S corporation and a C corporation, 
if the same persons own more than 50% 
in value of the outstanding stock of each 
corporation

13. An executor of an estate and a beneficiary 
of such estate, except in the case of a sale 
or exchange in satisfaction of a pecuniary 
bequest

Comprehension of a few useful terms is 
necessary for understanding the rules connect-
ing corporations and other businesses with each 
other. The terms affiliated group, affiliated service 
group, common control, controlled group, and compo-
nent member will be explained as the questions at 
the beginning of this section are answered.  

Related Party Sales

Both the timing of losses and the character of gain 
are impacted when sales occur between related 
parties, whether or not the related parties are cor-
porations. In general, a related party seller can-
not recognize a loss. The related party purchaser 
has a cost basis in the acquired asset (rather than 
a transferred basis), but if the property is sub-
sequently sold to a third party, the first seller’s 
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unrecognized loss can be used by the second 
seller only to reduce gain realized on the second 
sale [I.R.C. § 267(d)].

Example 13.20 Disallowed Loss

Otto’s Autos (from Example 13.18) restored a 
1959 Cadillac. The customer for whom the car 
was restored became ill and deeded the title to 
the corporation in lieu of paying for the restora-
tion. After the restoration is complete, the car’s 
FMV is $45,000, but the corporation has incurred 
$75,000 of costs. Sally has always been a fan of 
classic Caddies, and Otto’s Autos sells the car to 
her for its $45,000 FMV. Otto’s Autos realizes a 
$30,000 ($75,000 – $45,000) loss that it cannot 
recognize because Sally and Otto’s Autos are 
related parties under I.R.C. § 267(b).

Sally’s basis in the car is her $45,000 cost. 
However, if she ultimately sells the car for more 
than $45,000, she can offset up to $30,000 of her 
gain with Otto’s Autos’s previously disallowed 
loss. To recognize a loss, she must sell the car for 
less than $45,000. Sally would have no taxable 
gain or deductible loss if she sold the Caddy for a 
price between $45,000 and $75,000. 

I.R.C. § 267(f) includes two important modi-
fications to the basic loss disallowance rules for 
losses incurred between members of a controlled 
group of corporations.

1. It applies the loss recognition disallowance 
when a group of five or fewer individu-
als owns a simple majority (more than 50% 
instead of at least 80%) of two or more corpo-
rations [I.R.C. § 267(f)(1)]. 

2. Instead of a permanent denial of the loss to 
the related party seller, a sale between mem-
bers of a controlled group defers the seller’s 
loss deduction until the purchasing member 
sells the property to a taxpayer who is not in 
the group [I.R.C. § 267(f)(2)].

Example 13.21 Deferred Loss

Because the same four shareholders own Hiway 
Hauling and Maxcar Motors (from Example 
13.19), the two corporations are related party 
members of a controlled group for related party 
sales. Hiway sells a used truck to Maxcar that has 
a $22,000 FMV and a $32,000 adjusted basis. 
Hiway cannot deduct its $10,000 ($22,000 – 
$32,000) loss. However, when Maxcar sells the 

truck to anyone except a member of the controlled 
group, Hiway can claim the loss deduction. 

If there is gain rather than a loss, I.R.C. § 1239 
recharacterizes the gain on sales of depreciable 
property between related taxpayers. All gain is 
treated as ordinary income if the sale is between 
related parties and the purchased property is 
depreciable by the purchaser. 

Example 13.22 Recharacterized Gain

Hiway Hauling and Maxcar Motors (from 
Example 13.21) are related parties for purposes 
of I.R.C. § 1239. Maxcar sells a building with a 
$400,000 FMV and a $150,000 adjusted basis to 
Hiway. The building is I.R.C. § 1250 property, 
and Maxcar had claimed $190,000 of straight-
line (SL) depreciation. If the sale were made to 
an unrelated party, Maxcar would recognize 
a $250,000 ($400,000 – $150,000) § 1231 gain. 
Because Hiway is a related corporation, Maxcar’s 
$250,000 gain is ordinary income under I.R.C. 
§ 1239. Because C corporations do not pay a 
reduced tax rate on net capital gains, the I.R.C. 
§ 1239 recharacterization might affect Maxcar’s 
tax liability only if Maxcar has capital losses to 
absorb.

Fringe Benefit Rules

Congress has viewed the separation of businesses 
under common control as a means of abuse in the 
realm of compensation and employee benefits. 
Cases involving some medical and other profes-
sional service organizations featured egregious 
perceived abuses in plans that were created to 
provide benefits for the leading professionals in 
the practice and exclude benefits for rank-and-file 
workers.

One such scheme had each professional 
form a separate corporation, with the group of 
corporations forming a partnership to conduct 
the practice. By disaggregating the businesses, it 
was at least arguable that each corporation could 
establish its own benefit plan. Because each cor-
poration would have only one employee (the pro-
fessional, who was also the 100% shareholder), 
the benefit plan would not violate any antidis-
crimination rules.
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To counteract this maneuver, Congress 
enacted I.R.C. § 414, which treats businesses 
operating through multiple entities as a single 
employer for applying the nondiscrimination 
rules applicable to qualified retirement plans and 
numerous fringe benefits. All members of a con-
trolled group of corporations are treated as one 
employer under these provisions. 

Common Control
But I.R.C. § 414 impacts more than controlled 
corporations. Employees of all businesses under 
common control must be aggregated to determine 
the proper nondiscrimination rules. Businesses 
classified as sole proprietorships, partnerships, 
trusts, estates, C corporations, and S corpora-
tions are all included [Treas. Reg. § 1.414(c)-2]. 
The regulations apply tests similar to the con-
trolled group rules (discussed next), using capital 
and profits interests in partnerships and actuarial 
interests in estates and trusts to determine the 
ownership thresholds. The constructive owner-
ship rules are included.

Example 13.23 C Corporation  
and S Corporation

Assume that Hiway Hauling (from Examples 
13.21 and 13.22) is an S corporation and Maxcar 
Motors is a C corporation. Because Hiway and 
Maxcar have the same four shareholders and 
are under common control, employees of both 
corporations must be combined for applying the 
qualified retirement plan and fringe benefit cov-
erage rules. This would also be true if Hiway were 
a partnership and Maxcar were a corporation. 

Affiliated Service Group
In a further expansion of the employee benefit 
aggregation rules, all employees of an affiliated 
service group are treated as if they were employed 
by a single employer [I.R.C. § 414(m)]. The defi-
nition of an affiliated service group includes

■■ any organization with a principal business of 
providing services (such as accounting, law, 
or health);  

■■ any organization that is a shareholder or 
partner in the organization that provides ser-
vices; and  

■■ any organization that regularly provides ser-
vices to another service organization. 

The definition of organization embraces all 
types of business entities, regardless of their own-
ership structure, including S corporations and 
LLCs. The most likely application of these rules 
is to professional corporations or partnerships 
whose members are other professional corpora-
tions or partnerships.

Example 13.24 Affiliated Service Group

Pierce, McIntire, and Blake are three physicians 
who practice together but otherwise have no rela-
tionship to each other. Each has set up his own 
professional corporation, and the three corpora-
tions are the only partners in a medical practice 
partnership. All employees of the partnership 
and all employees of the three PSCs must be 
aggregated when applying the nondiscrimination 
tests regarding qualified plans and certain other 
fringe benefits.

Controlled Groups

The I.R.C. § 1563 definition of controlled group of 
corporations applies constructive ownership rules, 
and the corporations may have either a parent-
subsidiary or a brother-sister relationship. Sev-
eral special tax rules apply to controlled groups of 
corporations that do not file consolidated returns. 

When the controlled group rules were enacted 
in 1969, there were only two corporate income 
tax rates. A 22% tax applied to all of a corpora-
tion’s taxable income, and a 26% surtax applied 
to taxable income in excess of $25,000. Thus, 
the effective rates were 22% on the first $25,000 
of taxable income and 48% on the remainder. 
If a corporation established multiple subsidiar-
ies, each was permitted its own $25,000 surtax 
exemption. The tax savings could have been up 
to $6,500 ($25,000 × 26%) for each separate cor-
poration, and there were few restrictions on the 
use of multiple corporations. 
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Use of I�R�C� § 482 to 
Reallocate Income

Although I�R�C� § 482 gives the IRS some authority 
to allocate income among businesses under com-
mon control, that authority is primarily limited to 
allocation of profits on transactions among dif-
ferent members of the group�

Effect of 1969 Legislation
The Tax Reform Act of 1969, Pub. L. No. 91-172, 
ended this opportunity by amending I.R.C. 
§§ 1561 and 1563, which require a controlled 
group of corporations to aggregate their taxable 
income for purposes of the tax rate structure. 
Under current law, only $50,000 of the group’s 
entire income is taxed at the 15% lowest rate.

The controlled group rules have expanded 
through other legislation over the last 42 years, 
so that limitations now apply to several different 
tax benefits. Tax items of a controlled group of 
corporations are aggregated for any of the follow-
ing purposes:

■■ The I.R.C. § 11 graduated tax rate structure 
■■ The I.R.C. § 38 general business credit 
ceiling

■■ The I.R.C. § 40 gallon limitations of the 
credit for alcohol used as fuel 

■■ The I.R.C. § 41 research expenditures for 
the research credit 

■■ The I.R.C. § 55 AMT exemption 
■■ The I.R.C. § 535 accumulated earnings 
credit 

■■ The I.R.C. § 179 election to expense depre-
ciable assets 

These items must be allocated among the 
component members of the controlled group, 
which is not quite the same definition as that of 
member, as explained next. 

Controlled Group Defined
There are two basic relationships for a controlled 
group:

1. Parent-subsidiary, where one corporation owns 
a controlling interest in another corporation

Observation
2. Brother-sister, where a small group of indi-

viduals has common ownership in more than 
one corporation

A combined group is a controlled group in 
which one corporation is both a parent corpora-
tion of at least one subsidiary and the sister corpo-
ration of at least one other corporation.

Included and Excluded Members

A controlled group might have two types of 
members—component members and excluded 
members. I.R.C. § 1561 requires that component 
members of controlled groups of corporations be 
treated as a single taxpayer for certain limits. The 
excluded members are not aggregated with the 
component members, even though they might 
meet the ownership criteria. Members of a con-
trolled group are not required to have the same 
tax year ending date, so I.R.C. § 1561 requires 
component member status to be determined as 
of December 31, regardless of the corporations’ 
actual tax years.

I.R.C. § 1563(b)(2) excludes the follow-
ing corporations from treatment as component 
members:

■■ Tax-exempt organizations that are not sub-
ject to the unrelated business income tax

■■ Foreign corporations taxed by the United 
States on U.S. source nonbusiness income

■■ Life insurance companies (although they 
may be members of insurance company 
only controlled groups)

■■ Certain franchise corporations 
■■ Corporations that were members of the 
controlled group for less than one-half of the 
days in the corporation’s tax year that pre-
cede December 31 

Inclusion of S Corporations

Treas. Reg. § 1.1563-1, as amended in 2011, 
defines an S corporation as an excluded member 
“for purposes of any tax benefit item described 
in section 1561(a) to which it is not subject.” The 
implication is that for any other purpose relating 
to controlled groups, an S corporation is consid-
ered a member of a group if it meets the owner-
ship test in relationship to another corporation.
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S Corporation 
Treatment

Most of the limits contained in I�R�C� § 1561, such 
as apportionment of the graduated rate sched-
ule and AMT exemption, have no application to 
S corporations, but there are other provisions 
throughout the tax code that require aggrega-
tion of controlled groups’ activities to limit the 
multiplication of tax benefits� It is not always clear 
when the aggregation rules apply to all members, 
or just to component members, of the controlled 
groups� All members are subject to the rules for 
related party transactions� 

Practitioner
Note

Constructive Ownership

Constructive ownership attribution rules 
are applied in determining if corporations 
are members of a controlled group [I.R.C. 
§ 1563(e)]. All of the following construc-
tive ownership rules apply in determining 
whether a brother-sister relationship exists. 
Only rules 1, 2, and 3 apply in determining 
parent-subsidiary relationships. 

1. Options: Any person is considered to 
own stock if the person has an option to 
purchase the stock. 

2. Partnership-to-partner attribution: 
Any stock owned by a partnership is 
attributed proportionately to the partners, 
except for any partner who owns less than 
5% each of the partnership profits and 
capital interests.

3. Estate/trust-to-beneficiary attribution: 
A beneficiary who has a greater than 5% 
actuarial interest in an estate or a trust is 
considered to own a proportionate share 
of the stock held by the fiduciary. 

4. Corporation-to-shareholder attribu-
tion: Any stock owned by a corporation 
is attributed proportionately to its share-
holders, except for any shareholder who 
owns less than 5% of the shares. 

5. Spousal attribution: With some excep-
tions (explained after Example 13.27), an 
individual is treated as the owner of stock 
owned by his or her spouse. 

6. Child-to-parent attribution: These rules 
are more complicated than the others. 
a. An individual is considered to own 

any stock held by his or her children 
who are under age 21.

b. Children under age 21 are considered 
to own the stock held by their parents. 

c. If a parent, including all shares attrib-
uted from minor children, owns no 
more than 50% (by vote or value) of 
the outstanding stock of a corpora-
tion, he or she is not considered to own 
shares actually held by children age 21 
or older or by grandchildren. 

d. If an individual’s direct ownership, 
plus the attribution in (a) or (b), results 
in the individual’s owning more than 
50% of the corporation by vote or 
value, the individual is also considered 
to own any shares held by his or her 
parents, grandparents, grandchildren, 
and adult children. 

e. The same rules apply to stock held 
by grandparents and their grandchil-
dren. If a grandparent owns more than 
50% of the corporation, he or she is 
considered to own stock held by the 
grandchildren.

f. There is no attribution between 
siblings.

g. There is no reattribution (such as from 
child to parent to grandparent).
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Parent-Subsidiary Group

A parent-subsidiary controlled group exists when 
one corporation owns at least 80% of the voting 
stock or 80% of the value of another corporation. 
The ownership can be direct or attributed via 
options, partnerships, or fiduciaries (rules 1, 2, and 
3 in the constructive ownership list). The determi-
nation of component membership is made annu-
ally on December 31, but a corporation that met 
the ownership test for more than one-half of the 
days in the portion of the corporation’s tax year 
preceding December 31 is included in the group 
even if it is no longer a member on December 31 
[I.R.C. § 1563(b)]. 

When a parent-subsidiary relationship has 
been established between two corporations, own-
ership by any member of the controlled group is 
included when determining if more corporations 
are included.

Example 13.25 Direct and  
Indirect Ownership

Bigco owns 90% of the stock of Littleco, so they 
are members of a controlled group. Bigco also 
owns 45% of Smallco. If Littleco owns at least 
35% (80% – 45%) of Smallco, the total ownership 
of Smallco by members of the group is sufficient 
to include Smallco in the Bigco-Littleco con-
trolled group.

Excluded Stock 

Certain stock, primarily nonvoting preferred stock 
and treasury stock, is excluded from the equa-
tion in all of these tests� In addition, if the par-
ent corporation owns at least 50% of all classes 
of stock (by vote or value) in the potential sub-
sidiary, shares of the subsidiary owned by parties 
connected to the potential parent are excluded 
in retesting for 80% control� Similar exclusions 
apply in determining brother-sister groups�

Brother-Sister Group

A brother-sister controlled group is created by 
common ownership of two or more corporations 
by a small group of individuals. The definitions 
can become rather twisted and difficult to follow. 
A two-step process is required:

Practitioner
Note

1. Determine whether five or fewer individu-
als own at least 80% of the stock of two or 
more corporations. 

2. Using the minimum common ownership of 
each individual in each corporation, deter-
mine whether there is more than 50% com-
mon ownership.

Example 13.26 Brother-Sister Testing

Hiway Hauling, Maxcar Motors, and Walla Villa 
(from Example 13.19) are owned as shown in  
Figure 13.10.

FIGURE 13.10 Ownership of Corporations

Shareholder
Hiway 

Hauling
Maxcar 
Motors Walla Villa

George 30% 50% 5%

Vicki 10% 20% 10%

Andy 40% 10%  5%

Kathy  20%  20%  80%

Total 100%   100% 100%

   

This ownership pattern meets the first part 
of the test for a brother-sister controlled group 
because the same four individuals own more than 
80% (in this case 100%) of the stock of each of the 
three corporations. The second test requires pair-
ing each two corporations to see if the minimum 
common ownership by the four persons exceeds 
50%. The test for common ownership of Hiway 
and Maxcar is shown in Figure 13.11.

FIGURE 13.11 Common Ownership  
of Hiway and Maxcar

Shareholder
Hiway 

Hauling
Maxcar 
Motors 

Lower 
Amount

George 30% 50% 30%

Vicki 10% 20% 10%

Andy 40% 10%  10%

Kathy  20%  20%  20%

Total 100%   100% 70%

   

Because the four shareholders own 70% 
(which is more than 50%) of both corporations 
considering the lowest percentage of ownership 
by each individual in each corporation, Hiway 
and Maxcar are a brother-sister controlled group. 
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The test for Hiway and Walla is shown in  
Figure 13.12.

FIGURE 13.12 Common Ownership  
of Hiway and Walla

Shareholder
Hiway 

Hauling
Walla 
Villa 

Lower 
Amount

George  30% 5% 5%

Vicki 10% 10% 10%

Andy 40% 5%  5%

Kathy  20%    80%  20%

Total 100% 100%  40%

   

Because the common ownership is only 40%, 
these two corporations do not constitute a con-
trolled group.

The test for Walla and Maxcar is shown in 
Figure 13.13.

FIGURE 13.13 Common Ownership  
of Maxcar and Walla

Shareholder
Walla 
Villa

Maxcar 
Motors 

Lower 
Amount

George 5% 50% 5%

Vicki 10% 20% 10%

Andy 5% 10%  5%

Kathy  80%  20%  20%

Total 100%   100% 40%

   

Again, the 40% minimum common owner-
ship does not meet the controlled group defini-
tion. Hiway and Maxcar are the only members 
of a controlled group, and Walla is not subject to 
any of the controlled group rules.

In determining the ownership by any individ-
ual, the test must consider relationships between 
the shareholders using the constructive owner-
ship attribution rules. 

Example 13.27 Brother-Sister Testing  
with Family Attribution

Changing the facts in Example 13.26, George 
and Kathy are married. Vicki and Andy are 
siblings, and they are not related to George or 
Kathy. The four individuals’ ownership of the 
corporations is still the same as that shown in 
shown in Figure 13.10. Because they are mar-
ried and each spouse has direct ownership 
in both corporations, George and Kathy are 
treated as one shareholder. There is no attribu-
tion between Vicki and Andy. The change in 
the common ownership test is shown in Figure 
13.14. The marital relationship of George and 
Kathy causes all three corporations to be mem-
bers of the same brother-sister controlled group.

FIGURE 13.14 Ownership with Related Shareholders

Shareholder
Hiway 

Hauling
Maxcar 
Motors 

Walla 
Villa

Lowest 
Amount

George and Kathy 50% 70% 85% 50%

Vicki 10% 20% 10% 10%

Andy 40% 10%  5%  5%

Total* 100%   100% 100% 65%

    
* The ownership test is applied separately to each pair of corporations, but because the 

lowest common ownership percentage of all three exceeds 50%, the lowest common 
ownership percentage of each pair must also exceed 50%.
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Spousal Attribution

The attribution rules do not apply in some cases 
when spouses own and operate separate busi-
nesses. An individual is not treated as owning 
stock held by his or her spouse if all four of the 
following conditions are met [I.R.C. § 1563(e)(5)]:

1. The non-owner spouse does not directly own 
any shares in the other spouse’s corporation.

2. The non-owner is not an employee or direc-
tor of the spouse’s corporation at any time 
during the year.

3. The corporation derives no more than 
50% of its gross income from royalties, rents, 
dividends, interest, and annuities.

4. The stock is not subject to a condition in favor 
of the non-owner spouse or children under 
age 21 that limits the owner’s right to dispose 
of it.

A condition in favor of the non-owner spouse 
or children under age 21 might require the owner 
to obtain their consent for a sale or might give 
the non-owner spouse or children the right of first 
refusal or another preferential right to acquire the 
stock if the owner disposes of it.

Example 13.28 Spousal Ownership 
Disregarded

Otto and Sally Fixitt (from Example 13.18 on page 
501) separately own an auto repair business and 
a dental practice. Neither owns any shares in the 
other’s corporation, and neither is an employee 
or director of the other’s corporation. It is likely 
that these two corporations satisfy all criteria for 
nonattribution of the spouse’s ownership and that 
the corporations are not members of a controlled 
group. Thus, each corporation is entitled to all of 
the tax benefits of a stand-alone corporation.

In contrast, George and Kathy (from Example 
13.27) do not meet the nonattribution conditions 
because each spouse is a direct owner of stock in 
each corporation. Therefore, George and Kathy 
are constructive owners of each other’s stock in 
all three corporations.

Minor Child  
Is Tax Trap

One of the most bizarre traps in the tax law is that 
there is no waiver of parent or child attribution if 
the parents have a child who is under age 21�

Example 13.29 Parental Ownership  
Not Disregarded

In 2012, Sally (from Examples 13.18 and 13.28) 
gives birth to a daughter, Tiffany, the couple’s 
first child. Tiffany is considered the owner of 
stock held by either parent. Otto’s Autos and 
Sally’s Smiles are now members of a brother-sis-
ter controlled group, because Tiffany indirectly 
owns 100% of both corporations. The tax ben-
efits listed earlier in this section under “Effect of 
1969 Legislation” must be allocated between the 
two corporations, and other restrictions discussed 
later in this section also apply.

Rate Allocation 
Election

The two corporations can elect to apportion 
100% of the graduated tax rate brackets to Otto’s 
corporation� Sally’s corporation would not ben-
efit from the lower rates in any event because it 
is a PSC� Alternatively, both corporations could 
become S corporations to avoid this allocation 
problem�

Applying the Tax Benefit Limits

The component members of a controlled group 
must share all of the previously listed tax bene-
fits. Most of the limitations are divided equally 
among the group members unless they elect a 
special allocation [I.R.C. § 1561(a)]. The research 
credit is an exception: It is apportioned ratably to 
the eligible expenses that each member incurs. 
If they all agree, the component members can 
use any allocation formula for the other benefits. 
Example 13.30 illustrates the unfortunate effects 
of not adopting an apportionment plan.

Practitioner
Note
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deficiency against every member that would have 
an increased tax liability through adoption of the 
plan [Treas. Reg. § 1.1561-3(c)(2)].

Page 1 of Schedule O (Form 1120) indicates 
whether the component members are adopting, 
amending, or terminating an apportionment plan. 
Each corporation that is a component member of 
a controlled group must attach Schedule O (Form 
1120) to its Form 1120, even if the schedule indi-
cates only that the group has no apportionment 
plan in effect and the component members are 
not adopting an apportionment plan.

Alternative Minimum Tax

Corporations under common control must share 
a single $40,000 AMT exemption. They may also 
be required to aggregate their gross receipts with 
those of other entities that are under common 
control in determining eligibility for the small 
corporation exemption from the AMT. 

Allocation of AMT Exemption Amount

Generally, a corporation is entitled to a $40,000 
AMT exemption that is phased out for corpora-
tions with more than $150,000 of alternative min-
imum taxable income (AMTI) [I.R.C. § 55]. This 
exemption must be allocated among component 
members of a controlled group of corporations. 

Hiway would pay a 15% tax on all of its 
income and leave some of that bracket unused. 
If the two corporations agree on a plan, they 
can make any allocation they choose. Because a 
plan is generally valid for multiple years, Maxcar 
might offer Hiway some consideration for its ser-
vices in consenting to the plan.

To allocate the graduated tax rate schedule 
in unequal shares, the component members must 
adopt a plan and then file Schedule O (Form 
1120), Consent Plan and Apportionment Sched-
ule for a Controlled Group, with their federal 
income tax returns. The required written agree-
ment setting forth the terms of the apportionment 
plan—or an agreement to terminate a previously 
adopted plan—must be signed by a person autho-
rized to sign on behalf of each component mem-
ber. Each component member must keep as part 
of its records either the original signed agreement 
or a copy of it. The plan itself is not filed with the 
IRS [Instructions for Schedule O (Form 1120)].

An apportionment plan is binding on the 
corporations in the fixed amounts stated until the 
corporation is no longer a component member 
or until the controlled group members agree to 
a new allocation. The members may adopt or 
amend an apportionment plan only if there is 
at least 1 year remaining in the statutory period 
(including any extensions) for the IRS to assess a 

Example 13.30 Application of the Limits

With four unrelated shareholders, Hiway and 
Maxcar but not Walla (from Example 13.26) 
are component members of a controlled group. 
Hiway has $20,000 of taxable income and Max-
car has $180,000 of taxable income for the 

current year. If they do not file an apportion-
ment plan with the IRS, they must allocate the 
graduated rate structure equally, and Maxcar 
would be required to compute its tax as shown 
in Figure 13.15.

FIGURE 13.15 Effect of Equal Shares

I.R.C. § 11 Brackets Default Allocation Maxcar Share Tax Rate Tax

$0–$50,000 50% $ 25,000 15%   $ 3,750

$50,000–$75,000 50% 12,500 25%  3,125

$75,000–$100,000 50% 12,500 34%  4,250

$100,000–$335,000 50% 117,500 39%  45,825

$335,000–$10,000,000 50%  12,500* 34%  4,250

Total $180,000 $61,200

  
* $12,500 is the remaining amount of Maxcar’s $180,000 income after the other tax brackets are filled.



I.R.C. § 179 Deduction   511

13

The IRS instructions for Form 4626, Alterna-
tive Minimum Tax—Corporations, calculate the 
phaseout by totaling the income of all the com-
ponent members. The AMT exemption must be 
allocated equally among the component mem-
bers unless the corporations adopt and consent to 
an apportionment plan. The allocation is shown 
on page 4 of Schedule O (Form 1120).

Exemption from AMT 

For years beginning after 1997, C corporations 
are exempt from the AMT for a tax year if their 
average annual gross receipts for all 3-year peri-
ods ending before that tax year do not exceed a 
threshold. Only years beginning after 1993 are 
taken into account [I.R.C. § 55(e)].

■■ All unrelated corporations are exempt from 
AMT in their first year.

■■ Through the first full 3-year period, the 
exemption applies if the corporation’s aver-
age annual gross receipts for the preceding 
years do not exceed $5,000,000. 

■■ The threshold is then raised to $7,500,000 
for all subsequent 3-year periods. 

Example 13.31 Gross Receipts Test— 
No Aggregation

Walla Villa (from Example 13.26, where it 
was not a member of a controlled group) was 
formed in January 2008 and has a calendar-year 
tax year. It had gross receipts of $250,000 in 
2008, $750,000 in 2009, $500,000 in 2010, and 
$1,000,000 in 2011.

It is exempt from AMT in 2008–2012, 
because its prior-year average annual gross 
receipts were $250,000 for 2009, $500,000 for 
2010 [($250,000 + $750,000) ÷ 2], $500,000 for 
2011 [($250,000 + $750,000 + $500,000) ÷ 3], 
and $750,000 for 2012 [($750,000 + $500,000 + 
$1,000,000) ÷ 3]. The 3-prior-year average gross 
receipts did not exceed $5,000,000 for any of 
the corporation’s first 3 years, and they did not 
exceed $7,500,000 in 2012. 

When a corporation and other businesses 
(not just corporations) have common ownership, 
the corporation must aggregate its gross receipts 
with those of any other businesses under com-
mon control for the AMT gross receipts test.

Example 13.32 Gross Receipts Test— 
No Aggregation

Because Walla Villa, Maxcar Motors, and Hiway 
Hauling (from Example 13.27) are members of 
the same controlled group, they must combine 
their gross receipts for purposes of determining 
exemption from the C corporation AMT. There 
is no relief from this aggregation even if one or 
more of the businesses is an S corporation or an 
unincorporated entity, because the AMT exclu-
sion uses aggregation rules that include all busi-
ness entities.

I.R.C. § 179 Deduction

A tax attribute that must be shared by only com-
ponent members of a controlled group is the 
I.R.C. § 179 deduction. There are four special 
rules. 

1. I.R.C. § 179(d)(7) modifies the definition of a 
component member, using a simple majority 
(more than 50%) interest test in place of the at 
least 80% rule found in I.R.C. § 1563. 

2. I.R.C. § 179(d)(6) requires allocation of the 
dollar limit ($139,000 in 2012) among the 
members, and Treas. Reg. § 1.179-2(b)(7) 
states that deduction may be taken by any one 
component member or be allocated among 
several component members as they agree, 
but no component member may deduct a 
greater amount of § 179 expense than it actu-
ally incurred during the year. This allocation 
is not made on page 4 of Schedule O (Form 
1120); a separate statement must be filed with 
the members’ tax returns in accordance with 
Treas. Reg. § 1.179-2(b)(7)(ii).

3. I.R.C. § 179(d)(6) also requires aggregation 
of the corporations’ eligible expenditures for 
applying the investment limit for the amount 
of qualifying property that a taxpayer places 
in service during the year ($560,000 in 2012). 

4. Property that one component member of a 
controlled group purchases from another 
member does not qualify for the election 
[I.R.C. § 179(d)(2)(B)].
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Example 13.33 Controlled Group Limit

Hiway Hauling and Maxcar Motors but not 
Walla Villa (from Example 13.26) are component 
members of a controlled group. In 2012, Walla 
may elect a § 179 deduction for up to $139,000 
of qualifying property without regard to the other 
two corporations. As component members of a 
controlled group, Hiway and Maxcar share one 
§ 179 deduction and investment limit, although 
they can allocate this limit as they desire.

Work Opportunity Credit

The work opportunity credit allows an employer 
to claim an income tax credit for first-year wages 
paid to newly hired workers who are members 
of targeted groups having special employment 
needs. (For 2012, the only targeted groups are 
several categories of veterans, as explained in the 
“New Legislation” chapter of this book.) To pre-
vent possible abuse by shifting “new” employees 
from one controlled employer to another, I.R.C. 
§ 52 imposes aggregation rules for all businesses 
under common control (not just corporations and 
not just component members). When a worker 
is employed by more than one of the controlled 
businesses, the credit is allocated proportionately.

The credit’s criterion for common control 
reduces the ownership threshold from “at least 
80%” to “more than 50%.”

Example 13.34 Work Opportunity Credit

Marilyn Mike, Norman November, Oscar Oboe, 
Paul Papa, and Renee Romeo are five unrelated 
persons. Their ownership of Yankee Corporation 
and Zulu Corporation is shown in Figure 13.16.

FIGURE 13.16 Ownership of Corporations

Shareholder Yankee Zulu

Marilyn    10%    10%

Norman    10%    15%

Oscar    15%    10% 

Paul   10%    15%

Renee   15%   15%

Common ownership   60%   65%

Other shareholders*   40%   35%

Total 100% 100%

  
* Other shareholders are unrelated to any other shareholder, 

and none owns more than 5% of either corporation.

These corporations are not members of a 
controlled group under I.R.C. § 1563 because 
no group of five or fewer persons owns at least 
80% of either corporation. However, there is 
common ownership for the I.R.C. § 52 work 
opportunity credit rules because the same group 
of five or fewer shareholders owns more than 
50% of the stock in each corporation, as shown 
in Figure 13.17.

FIGURE 13.17 I.R.C. § 52  
Common Ownership

Shareholder Yankee Zulu 
Lower 

Amount

Marilyn 10% 10% 10%

Norman 10% 15% 10%

Oscar 15% 10% 10%

Paul 10% 15% 10%

Renee 15%  15%  15%

Total  60%   65% 55%

   

More Provisions  
Use Same Rules

The work opportunity credit common control 
aggregation rules are cross-referenced in many 
other sections of the Internal Revenue Code� If 
the credit expires or is repealed, the aggregation 
rules must be preserved or at least 29 cross-ref-
erences will need to be redrafted� These include 
rules for other tax credits, accounting methods, 
and the at-risk limits� 

Observation
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General Business Credit

The I.R.C. § 38 general business credit for 2012 
comprises the rehabilitation credit, the work 
opportunity credit, the alcohol fuels credit, the 
credit for increasing research activities, and 32 
others. Credits directly offset the income tax of a 
qualifying taxpayer, but their use is often limited. 
Two calculations are needed before figuring the 
general business credit limit.

1. Net income tax is the sum of regular tax plus 
AMT minus the sum of the foreign tax credit 
and nonrefundable personal credits.

2. Net regular tax is the regular tax minus the 
same credits used to figure net income tax.

The general business credit is limited to the 
excess of the taxpayer’s net income tax over the 
greater of two amounts:

1. The taxpayer’s tentative minimum tax
2. 25% of the amount of the taxpayer’s net regu-

lar tax that exceeds $25,000

The $25,000 amount is shared by component 
members of controlled groups of corporations. 
The IRS has not adopted regulations prescribing 
a method for making the allocation. There is no 
labeled column for a general business credit on 
Schedule O (Form 1120), but there is an “Other” 
column (f) on page 4 of the schedule.

Accounting Methods

Taxpayers who have a choice of accounting meth-
ods often prefer to use the cash method, but the 
Internal Revenue Code requires some taxpayers 
(principally, manufacturers and merchandisers) 
to use the accrual method so that the accounting 
method will provide a clear reflection of income.

I.R.C. § 448, which limits the use of cash 
method accounting, actually allows it for most 
entities except C corporations, partnerships that 
have a C corporation as a partner, and tax shel-
ters. It also allows use of the cash method by 
C corporations and partnerships with C corpora-
tion partners that have no more than $5,000,000 
of gross receipts. The $5,000,000 is calculated as 
average gross receipts in the 3 most recent prior 
tax years, and it must include the gross receipts 

of all entities under common control, using the 
relationship tests of I.R.C. § 52 (the work oppor-
tunity credit rules) and I.R.C. § 414 (the affiliated 
service group rules and other aggregation rules 
for employee benefit plans). 

Example 13.35 Accrual Method Required 

Yankee Corporation (from Example 13.34) is a 
C corporation, and Zulu Corporation is an S cor-
poration. I.R.C. § 448 does not require Zulu Cor-
poration to use the accrual method, but when 
Yankee Corporation tests its gross receipts for the 
past 3 years, it must include Zulu’s gross receipts. 
If the two corporations have combined average 
annual gross receipts in excess of $5,000,000, Yan-
kee cannot use the cash method of accounting. 

Farm Corporations
In general, a farm corporation or a partnership 
engaged in farming that has a C corporation as a 
partner must use the accrual method of account-
ing [I.R.C. § 447(a)]. Exceptions include all S cor-
porations and any C corporations with gross 
receipts that do not exceed $1,000,000. If the cor-
poration is a member of a controlled group, the 
group’s gross receipts are aggregated for this test. 
Instead of a 3-year average, the I.R.C. § 447 test 
is applied annually, and a farm corporation meets 
the test if its gross receipts have not exceeded 
$1,000,000 in any tax year beginning after 1975.

Certain family farm corporations are sub-
ject to more generous—and more complicated—
rules. In general, a family farm corporation is 
not required to use the accrual method unless 
its gross receipts exceed $25,000,000 in any tax 
year beginning after 1985. A family corporation 
is generally a corporation that meets one of the 
following ownership requirements.

1. Members of the same family own at least 
50% of the total combined voting power of 
all classes of stock entitled to vote and at least 
50% of the total shares of all other classes of 
stock of the corporation.

2. Members of two families have owned, directly 
or indirectly, since October 4, 1976, at least 
65% of the total combined voting power of all 
classes of voting stock and at least 65% of the 
total shares of all other classes of the corpora-
tion’s stock.
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3. Members of three families have owned, 
directly or indirectly, since October 4, 1976, 
at least 50% of the total combined voting 
power of all classes of voting stock and at least 
50% of the total shares of all other classes of 
the corporation’s stock.

Family members include an individual; the 
individual’s brothers and sisters; the brothers 
and sisters of the individual’s parents and grand-
parents; and the ancestors, lineal descendants, 
spouses, and estates of any of those persons. 
Some attribution rules apply for stock held by a 
partnership, trust, or another corporation.

When applying the $25,000,000 rule to 
a controlled group, a family corporation is 
required to include only an applicable percentage 
of the gross receipts of other members of the 
group. The applicable percentage is the per-
centage of the value of the other corporation’s 
stock that the family corporation holds, directly 
or indirectly.

Relief for Small Businesses 
In April 2000, the IRS issued guidance that 
relieves small businesses from the accrual require-
ment, even if they are resellers or manufactur-
ers, if their average annual gross receipts do not 
exceed $1,000,000 [Rev. Proc. 2000-22, 2000-20 
I.R.B. 1008, superseded by Rev. Proc. 2001-10, 
2001-2 I.R.B. 272].

Book-tax conformity is not required but the 
taxpayer must be able to reconcile any differences 
between tax accounting and financial accounting. 
The gross receipts test aggregates the taxpayer’s 
receipts with those of any other entities under 
common control, using both the I.R.C. § 52 and 
the I.R.C. § 414 tests. The taxpayer must meet 
the gross receipts test for each 3-tax-year period 
ending after December 16, 1997, and preceding 
the current tax year.

Example 13.36 Rev. Proc. 2001-10

As in Example 13.35, Yankee Corporation is a 
C corporation, and Zulu Corporation is an S cor-
poration. If either corporation could qualify to 
use the cash method only by reason of Rev. Proc. 
2001-10, that corporation must aggregate both 
corporations’ gross receipts to calculate 3-year 
average annual gross receipts. If the total aver-
age gross receipts exceed $1,000,000, neither 
corporation can elect the cash method by reason 

of Rev. Proc. 2001-10. However, either or both 
may be permitted to use the cash method under 
other rules.

Materials and Supplies 

Changing to a cash method of accounting does 
not mean that all cash outlays during the year 
become immediately deductible� Treas� Reg� 
§ 1�162-3 requires taxpayers carrying materi-
als and supplies on hand (other than inciden-
tal materials and supplies) to deduct the cost of 
those materials and supplies only as they are actu-
ally consumed or used in operations during the 
tax year�

Relief for More Businesses
In 2002, the IRS decided to allow more nonfarm 
businesses to use the cash method. Rev. Proc. 
2002-28, 2002-18 I.R.B. 815, allows some types 
of businesses to use the cash method if their gross 
receipts do not exceed $10,000,000. 

I�R�C� Requirements 
Have Priority

Rev� Proc� 2002-28 does not override I�R�C� §§ 447 
or 448� Farm and nonfarm corporations that are 
required by statute to use the accrual method 
cannot elect the cash method under Rev� Proc� 
2002-28�

Eligibility for electing the cash method under 
Rev. Proc. 2002-28 starts with the taxpayer’s  
principal business activity code under the North 
American Industry Classification System 
(NAICS). A business is not eligible if its principal 
business is any of the following:

■■ Mining activities within the meaning of 
NAICS Codes 211 and 212

■■ Manufacturing within the meaning of 
NAICS Codes 31–33

■■ Wholesale trade within the meaning of 
NAICS Code 42

■■ Retail trade within the meaning of NAICS 
Codes 44 and 45

Practitioner
Note

Practitioner
Note
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■■ Information industries within the meaning of 
NAICS Codes 5111 and 5122.

Information regarding the NAICS codes can be 
found at www.census.gov/eos/www/naics/.

When a taxpayer is engaged in more than 
one business activity, the principal business activ-
ity is determined by testing either 1 or 3 years, as 
follows: 

■■ The principal activity is the source of more 
than 50% of the taxpayer’s gross receipts for 
the immediately preceding tax year (or for 
the current year if it is the taxpayer’s first 
year). 

■■ The principal activity is the source of more 
than 50% of the taxpayer’s gross receipts for 
the 3 prior years (or for the period of exis-
tence if less than 3 years). 

In applying the $10,000,000 limit, a tax-
payer’s gross receipts must be aggregated with 
those of other entities under common control, 
using both the I.R.C. § 52 and the I.R.C. § 414 
tests. Gross receipts are averaged for each 3-year 
period ending after 1999 and preceding the cur-
rent tax year. Gross receipts from transactions 
between two trades or businesses are eliminated 
if the two are required to aggregate their gross 
receipts.

Example 13.37 Rev. Proc. 2002-28 

Both Yankee Corporation and Zulu Corpora-
tion (from Example 13.36)—a C corporation and 
an S corporation, respectively—have principal 
business activities that qualify for a cash method 
election under Rev. Proc. 2002-28. If either corpo-
ration could qualify to use the cash method only 
by reason of Rev. Proc. 2002-28, it must aggre-
gate both corporations’ gross receipts to calculate 
3-year average annual gross receipts. In doing so, 
Yankee should exclude any gross receipts from 
dealings with Zulu, and vice versa. There may be 
several possible outcomes:

■■ If the combined gross receipts do not exceed 
$5,000,000, both corporations may use the 
cash method under I.R.C. § 448.

■■ If the combined gross receipts are between 
$5,000,000 and $10,000,000, Yankee may 
not use the cash method because it is subject 
to the $5,000,000 rule of I.R.C. § 448, but 
Zulu may use the cash method under Rev. 

Proc. 2002-28 because S corporations are 
not subject to I.R.C. § 448.

■■ If the combined gross receipts exceed 
$10,000,000, neither corporation will qualify 
for the cash method under Rev. Proc. 2002-
28. However, Zulu would not be required 
to use the accrual method unless its business 
activity was manufacturing, merchandising, 
or some other activity for which the IRS 
only permits the accrual method. 

Related Taxpayers
In general, a taxpayer that uses the accrual method 
of accounting may not deduct an expense until 
the liability for the expense is fixed and deter-
minable in amount (the all events test) [Treas. Reg. 
§ 1.461-1(a)(2)(i)]. In addition, the economic perfor-
mance rules prohibit an accrual method taxpayer 
from deducting an item if economic performance 
has not occurred before year-end, subject to some 
exceptions. There generally is no requirement 
that the expense be paid, so the accrual method 
may accelerate deductions before they would be 
permitted by the cash method. 

However, for dealings between related tax-
payers, I.R.C. § 267(a)(2) does not permit an 
accrual method taxpayer to deduct an amount 
owed to a related cash basis taxpayer until the 
recipient is required to report the item as income. 
When the payer is a C corporation (other than a 
PSC), related parties are the same ones for which 
losses are disallowed. Thus, a C corporation 
cannot deduct an accrued amount owed to any 
person who owns, directly or indirectly, more 
than 50% of the corporation’s stock. Likewise, 
two C corporations are related parties if they are 
members of the same controlled group.

Example 13.38 Delayed Accrual

Yankee (from Example 13.37) is an accrual 
method C corporation, and Zulu is a cash method 
S corporation. Both use the calendar year. At the 
end of 2011, Yankee owes Zulu $3,000 of rent for 
December 2011. The rental agreement is a valid 
contract, and both parties observe its terms. Rent 
is payable on the last day of the month, with a 
15-day grace period. The all events test and the 
economic performance test are met for a 2011 
deduction. But because Zulu will not include the 
rent in income until 2012, when it is actually paid, 
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Yankee cannot deduct the rental expense until it 
pays the rent to Zulu. 

If the payer is an S corporation or a PSC, 
there is a much harsher rule. There is no deduc-
tion allowed to the S corporation or PSC until the 
payee takes the item into income, if there is any 
actual or constructive stock ownership [I.R.C. 
§ 267(e)].

Common Paymaster

When an individual works for more than one 
employer, and the total wages exceed the social 
security tax wage base, there is a duplication of 
employer FICA taxes. The employee may receive 
a refund of his or her excess tax as a refundable 
credit on Form 1040, but the employers cannot 
receive a refund. Employers also are usually 
required to pay state and federal unemployment 
taxes. The burden of these taxes on related cor-
porate employers can be substantially reduced if 
the employers qualify to select—and do select—a 
common paymaster for concurrent employees. 

Example 13.39 Common Paymaster

Multisite, Inc. is an S corporation with operations 
in 20 states that are separated into wholly owned 
subsidiaries. Multisite has elected qualified Sub-
chapter S subsidiary (QSub) status for some of 
these entities, and others are C corporations.

Each of the 21 entities, including the parent 
corporation, must file payroll tax returns. Several 
executives work for more than one of the entities, 
and there could be problems with more than one 
FICA ceiling applied to the shared employees if 
each entity computes its payroll separately.

A common paymaster election offers a solu-
tion. The entities would elect one corporation 
as the paymaster for their shared employees, so 
that there is only one payroll tax return for those 
employees. Each entity must continue to file pay-
roll tax returns for the wages paid to its employ-
ees who are not shared employees. 

When a common paymaster is used, the cor-
porations are treated as one employer for FICA 
tax [I.R.C. § 3121(s)] and for federal unemploy-
ment tax [I.R.C. § 3306(p)]. Either brother-sister 
or parent-subsidiary groups of corporations may 

qualify, as well as otherwise unrelated corpora-
tions that share enough officers or employees. 
The group must meet one of four tests during 
each calendar quarter: 

1. They must be members of a controlled group 
of corporations using a 50%, rather than an 
80%, minimum ownership test. 

2. At least 50% of the directors of one corpora-
tion must be directors of the other corpora-
tion, or they must have common holders of at 
least 50% of their voting power. 

3. At least 50% of one corporation’s officers 
must also be officers of the other corporation. 

4. At least 30% of one corporation’s employ-
ees must be concurrently employed by the 
other corporation. 

Operational Mechanics
When a qualifying group of corporations des-
ignates a common paymaster for concurrent 
employees, the designee issues the payroll checks 
and Form W-2, Wage and Tax Statement, to 
the shared employees, performing all withhold-
ing and tax payment functions on behalf of all 
members of the group. If the corporations issue 
separate checks directly to concurrent employ-
ees, without designating a common paymaster, 
they are treated as separate employers [Rev. Rul. 
81-21, 1981-1 C.B. 482].

Separate Employees 
Not Included

A corporation acting as the common paymas-
ter cannot withhold taxes or issue Form W-2 for 
workers whom the paymaster does not concur-
rently employ—it may disburse wages on behalf 
of the group only to workers who also are its own 
employees� However, the paymaster could act as 
an agent (explained later) for the other employ-
ers and employees� 

The wages and employment taxes for the 
shared employees are allocated by pay period 
to each member of the group. If the paymaster 
fails to remit the taxes, the other corporations are 
jointly and severally liable for the payment. 

No formal election is filed with the IRS to 
secure common paymaster status. The board of 
directors of each corporation participating in the 
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arrangement should adopt a resolution that desig-
nates one of the corporations as the common pay-
master [P.L.R. 83-52-049 (September 27, 1983)].

Exclusion of Other Entities
The statute states literally that each employer 
must be a corporation, so any corporation, 
including an S corporation, is eligible to par-
ticipate in a common paymaster arrangement. 
The IRS has ruled that a university could serve 
as common paymaster for faculty members in a 
medical practice group because the Social Secu-
rity Amendments Act of 1983, Pub. L. No. 98-21, 
§ 125, expressly stated that a university and a fac-
ulty practice plan are considered related corpora-
tions for this purpose [P.L.R. 92-24-013 (March 
10, 1992)]. But noncorporate entities may not 
be combined in considering either the FICA or 
the FUTA wage base, even if they have common 
ownership.

When a corporation qualified as a com-
mon paymaster, a partnership was permitted to 
serve as its agent to perform all the acts required 
of employers [P.L.R. 85-10-026 (December 7, 
1984)]. Form 2678, Employer/Payer Appoint-
ment of Agent, is used to appoint an agent for all 
wage payment purposes [Rev. Proc. 70-6, 1970-1 
C.B. 420]. Form 8655, Reporting Agent Authori-
zation, is used to authorize a reporting agent for 
magnetic media or electronic filing.  

Successor Employer

A successor employer can consider the wages 
paid by the predecessor employer when figur-
ing FICA and FUTA taxes. A successor employer 
is a business that acquires substantially all of the 
property used in another employer’s trade or busi-
ness (or a separate unit of that employer’s trade 
or business) and employs at least one individual 
who worked in the trade or business for the other 
employer immediately before the acquisition 
[Treas. Reg. §§ 31.3121(a)(1)-1(b) and 31.3306(b)
(1)-1(b)]. Rev. Proc. 2004-53, 2004-34 I.R.B. 320, 
provides standard and alternative procedures for 
filing Forms W-2 and 941 following such acquisi-
tions. Successor employees are not required to be 
corporations. A limited partnership qualified as a 
successor employer in P.L.R. 93-15-007 (January 
12, 1993). 

Consolidated Tax Returns

Corporations that are members of an affiliated 
group of corporations may file consolidated tax 
returns [I.R.C. § 1501]. The term affiliated group 
has a precise meaning for tax purposes that is 
much more restrictive than the common usage of 
the phrase might indicate. 

An affiliated group exists when one includ-
able C corporation owns at least 80% of the stock 
in another includable C corporation [I.R.C. 
§ 1504]. There is no attribution: Only direct own-
ership counts for the first 80% threshold. How-
ever, once two corporations have met the direct 
ownership test, other corporations are included 
in the group if the corporations together meet the 
ownership requirement.

Includable 
Corporations

The definition of includable corporations gen-
erally excludes S corporations, I�R�C� § 501 tax-
exempt corporations, foreign corporations, 
corporations electing a U�S� possessions credit, 
domestic international sales corporations, certain 
life insurance companies, regulated investment 
companies, and real estate investment trusts� Lim-
ited exceptions exist�

Example 13.40 Affiliated Group  
Ownership Test

Corp1 owns 90% of Corp2 and 79% of Corp3. 
All three are domestic C corporations. The 
remaining 21% of Corp3 is held by Al Addi-
son, an individual who is the sole shareholder of 
Corp1. Corp1 and Corp2 constitute an affiliated 
group. Corp3 is not affiliated with either Corp1 or 
Corp2, because there is not direct ownership of 
80% or more of the Corp3 stock within the group. 
Figure 13.18 illustrates these relationships.

If Al sells all of his Corp3 stock to Corp2, 
Corp3 is now owned 79% by Corp1 and 21% 
by Corp2, which are affiliated corporations. All 
three of the corporations are now members of an 
affiliated group, with Corp1 as the common par-
ent. This is illustrated in Figure 13.19.

Practitioner
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FIGURE 13.18 Affiliated Group Exclusion
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■■ A single-member LLC might be a nonentity 
or it may elect to be taxed as a C corporation 
or an S corporation, if it qualifies for the lat-
ter status. 

■■ A multimember LLC, as well as any partner-
ship, may elect to be taxed as a corporation, 
or it may retain its default classification as a 
partnership.

In general, the partnership is the best entity in 
terms of desirable tax treatment for distributions. 
The C corporation is the worst, and the S corpo-
ration lies in between when it comes to distribut-
ing cash and other property to the owners. The 
order is reversed when complexity is considered. 
The C corporation is the simplest, the partnership 
is the most complicated, and the S corporation 
again occupies the middle ground.

DISTRIBUTIONS FROM BUSINESS ENTITIES When owners want to 
take property out of a closely held business, the business form may have a sig-
nificant impact on the tax liability of the business and its owners�

The three principal business entities for federal 
income tax purposes are C corporation, S corpo-
ration, and partnership. A business form autho-
rized under state or local law (such as commercial 
corporation, professional corporation, partner-
ship, limited partnership, limited liability part-
nership, or LLC) does not create a new federal 
tax classification, but it might limit the entity’s 
federal tax classification options. 

■■ No incorporated entity can be a partnership 
for tax purposes. 

■■ No entity whose ownership or ownership 
rights violate the Subchapter S requirements 
may be an S corporation, regardless of its 
state law classification. 

An affiliated group can choose to file a con-
solidated federal income tax return. The parent 
corporation must file a Form 1122, Authorization 
and Consent of Subsidiary Corporation To Be 
Included in a Consolidated Income Tax Return, 
with its timely filed (including extensions) consol-
idated Form 1120, for the first year each subsid-
iary is included. Form 851, Affiliations Schedule, 
must be filed with each consolidated return.

A consolidated return election can be revoked 
by the same due date for the original return. After 
that, the election is binding for all future years 
and can be revoked only with the IRS’s consent 
unless the group terminates.

If members of an affiliated group do not elect 
to file a consolidated return, they are subject to 
the controlled group rules.

Benefits
There are three primary benefits of consolidated 
returns:

1. Gains and losses of the different members 
may offset each other. This applies to ordi-
nary income and loss, capital gain and loss, 
and any other items that might require spe-
cific offsets.

2. Gains on sales of property from one mem-
ber to another are deferred until the property 
leaves the group.

3. Administratively, there is only one return 
to file, and there might be numerous corpora-
tions involved.

Disadvantages
The principal disadvantage of the consolidated 
return is its complexity. Although the process 
might function quite smoothly during normal 
operations, special rules apply when a member 
leaves the group or when a new member joins. 

Complex Reporting 
Rules

The consolidated return regulations are numer-
ous� I�R�C� § 1502 has 50 regulations in effect cur-
rently, plus several transitional rules relating to 
returns filed in the late 1990s� The reporting rules 
are so extensive that this chapter will not attempt 
any further discussion of preparation of a con-
solidated return� A practitioner whose clients 
need compliance assistance or advice in this area 
should consult a specialist or undertake extensive 
education about these rules�

Practitioner
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C Corporations

The rules governing distributions are a seri-
ous disadvantage of the C corporation business 
form. The corporation cannot claim a deduction 
regardless of the type of property distributed (for 
example, cash, noncash property, or additional 
stock in the corporation). A corporation must rec-
ognize gain, but cannot recognize a loss, on distri-
butions of noncash property. A shareholder who 
receives either cash or noncash property must 
report its FMV as a dividend to the extent the 
distributions during the year do not exceed the 
corporation’s earnings and profits (E&P). 

The term E&P describes a C corporation’s 
equity balance that is treated as dividends if it is 
distributed to the shareholders. All distributions 
from a C corporation are dividends to the extent 
they do not exceed the corporation’s E&P at the 
time of the distribution. 

Earnings and Profits 
E&P measures the amount of a corporation’s 
income that is distributable to shareholders as 
dividends, rather than income that is taxable to 
the corporation. The excess of a distribution over 
E&P is treated as a return of capital—a reduction 
of basis at the shareholder level. If a distribu-
tion exceeds both the corporation’s E&P and the 
shareholder’s basis, the excess is treated as a gain 
from the sale of stock [I.R.C. § 301].

There is no inclusive definition of E&P in 
the Internal Revenue Code or Treasury regula-
tions, but there are partial definitions, and there 
have been several statutory changes. Current E&P 
approximates the financial accounting measure 
of net income after tax, but there are enough differ-
ences between the two sets of rules that it is best 
to begin with the definition of taxable income and 
apply modifications. 

E&P calculations can become quite complex, 
and the rules are lengthy and detailed. This mate-
rial is only a brief discussion of the topic. IRS 
Form 5452, Corporate Report of Nondividend 
Distributions, includes a worksheet for calculating 
E&P that provides columns for comparing book 
income and taxable income. It lists some but not 
all of the adjustments that may be necessary.

The principal differences between taxable 
income and current E&P can be summed up in 
four categories:

1. Tax-exempt income is included in current 
E&P, as are artificial deductions such as the 
dividends received deduction.

2. Nondeductible expenses (such as federal 
income tax and the nondeductible portion of 
meals and entertainment expenses), NOLs, 
and excess capital losses reduce current E&P.

3. Carryover deductions, such as NOLs, net 
capital losses, and excess charitable contribu-
tions, do not reduce current E&P in the year 
they are deducted from taxable income.

4. Timing items, such as depreciation, 
installment sales, and completed contract 
accounting, are all recalculated in a manner 
that slows down deductions and speeds up 
income for current E&P compared to taxable 
income.

Current E&P  
Rarely Calculated

There is no place to report E&P on Form 1120� 
Many corporations never calculate their E&P, yet 
never violate a compliance rule by failing to do so� 
A corporation must report its E&P calculation only 
if distributions to shareholders exceed the total 
of its current and accumulated E&P� Because that 
is an amount approximately equal to the total of 
retained earnings plus the current year’s income, 
few corporations could stay in existence if they 
made even one distribution of that magnitude� 

The term accumulated E&P, as used in the tax 
law, means the balance accumulated at the end 
of the immediate preceding year. A corporation 
may have both current E&P and accumulated 
E&P simultaneously. 

Each year’s accumulated E&P is determined 
by beginning with the prior year’s balance, add-
ing the current E&P, and subtracting any divi-
dend paid during the year.

Taxation of Dividends
A shareholder who receives a dividend must 
report it in gross income. A corporation cannot 
deduct a dividend because it is a distribution 
of profits rather than a business expense. This 
double taxation is somewhat ameliorated for 
individuals because under current law qualified 
dividends are taxed at the long-term capital gain 
rate.

Practitioner
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I.R.C. § 291 might recharacterize a portion of the 
gain as ordinary income. 

In contrast to the related party sale rules, Tom 
cannot use Midco’s disallowed loss to offset any 
future gain if he should sell the securities.

After considering the gain on distribution of 
the building, Midco’s taxable income is $520,000 
($350,000 + $170,000). At this level of income, 
Midco’s tax rate is a flat 34%, and its tax liability 
is $176,800 (34% × $520,000).

Assuming that any other differences between 
taxable income and current E&P cancel each 
other out, Midco computes its current E&P as 
shown in Figure 13.21.

Midco has no gain or loss to be recognized on 
the cash distribution to Sally, and it cannot recog-
nize its $65,000 ($190,000 basis – $125,000 FMV) 
loss on the securities to be distributed to Tom. But 
Midco is treated as selling the building to Will 
for its FMV, so Midco must recognize a $170,000 
gain ($255,000 FMV – $85,000 basis).

If the liability a shareholder assumes is 
larger than the building’s FMV, the amount of 
the liability is the deemed sales price. Because 
the liability distributed with Midco’s building 
is less than the building’s FMV, the liability is 
not considered in determining Midco’s gain, 
although it does affect the amount that is treated 
as a dividend paid to Will.

The character of Midco’s gain on the build-
ing depends on whether Will is a related party. 
If Will is a constructive owner of more than 50% 
of Midco’s stock, Midco recognizes ordinary 
income under I.R.C. § 1239. If Will has no rela-
tionship to the other two shareholders, the gain 
will be § 1231 gain, except to the extent that 

Effects on Corporations 

A distribution of noncash property has a “heads 
I win, tails you lose” impact on a corporation’s 
taxable income: A corporation must recognize 
gain if the property is appreciated, but it cannot 
recognize a loss if the property’s basis exceeds its 
value [I.R.C. § 311]. The shareholder’s includable 
dividend is generally the property’s FMV, which 
becomes the shareholder’s basis in the property 
[I.R.C. § 301]. 

A corporation’s recognition of gain on a 
distribution of property is universal. Gain is 
recognized even if the property had been con-
tributed by the same shareholder who receives 
it. When an LLC elects to be a corporation, gain 

recognition applies when property the LLC held 
before its election is distributed after the election 
takes effect.

Example 13.41 Cash  
and Property Distributions

Sally Statice, Will Wisteria, and Tom Trillium are 
the only shareholders of Midco, a C corporation. 
In 2012, Midco has a $350,000 taxable income 
before considering any possible effects of distri-
butions, and it had $600,000 of accumulated E&P 
at the end of 2011. Midco plans to distribute the 
property shown in Figure 13.20 to its sharehold-
ers at the end of 2012. Midco is not liquidating.

FIGURE 13.20 Property Distributions to Shareholders

Shareholder
Ownership 
Percentage

Property 
Description FMV

Adjusted 
Basis

Liability  
Assumed by 
Shareholder

Net Value 
(Dividend 
Income)

Sally   40% Cash $200,000 $200,000 $200,000

Will   35% Building $255,000 $  85,000 $( 80,000 ) 175,000

Tom   25% Securities $125,000 $190,000 125,000

Total 100% $500,000
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is eligible for the benefits of a comprehensive 
income tax treaty with the United States that 
includes an exchange of information program, or 
if its stock is readily tradable on an established 
U.S. securities exchange. The shareholder must 
also have held the stock for at least 61 days during 
a 121-day period that begins 60 days before the 
ex-dividend date (that is, the first date following 
the declaration of a dividend on which the buyer 
of a stock is not entitled to receive the next divi-
dend payment). Any dividend that does not meet 
these requirements is ordinary income.

Example 13.42 Tax Burden  
of Qualified Dividends

Midco (from Example 13.41) is incorporated in 
the United States, and all three shareholders meet 
the holding period requirement for qualified divi-
dend treatment. Figure 13.24 shows the tax liabil-
ity for each shareholder.

Midco’s $343,200 current E&P does not cover 
the $565,000 distribution, but Midco has enough 
accumulated E&P to cover the remainder. Figure 
13.23 shows Midco’s accumulated E&P after the 
distribution.

FIGURE 13.23 E&P after Distribution 

Current E&P $ 343,200

2011 accumulated E&P 600,000

Total available E&P $ 943,200 

Distribution (565,000)

Year-end accumulated E&P $ 378,200 

  

Effects on Shareholders

A shareholder who receives a dividend must 
know whether or to what extent the dividend is a 
qualified dividend that is taxable at the same rate as 
long-term capital gains [I.R.C. § 1(h)]. Qualified 
dividends should be identified on Form 1099-
DIV, Dividends and Distributions. They include 
distributions of both cash and other property from 
U.S. corporations. Dividends paid by foreign 
corporations are qualified if the payer is incor-
porated in a U.S. possession, if the corporation 

FIGURE 13.21 Current E&P  
before Distribution 

Taxable income $520,000

Income tax (176,800)

Current E&P $343,200 

   

Midco then calculates the effect of the dis-
tribution on its E&P [I.R.C. § 312]. Midco must 

reduce its E&P (but not below zero) by the cash 
and the adjusted basis of the other property that is 
distributed. When a property distribution causes 
a corporation to recognize gain, the corporation 
reduces its E&P by the distributed property’s 
FMV. When a shareholder assumes a liability or 
takes property subject to a liability, the corpora-
tion reduces the amount of the distribution by the 
liability. Figure 13.22 shows this calculation for 
Midco.

FIGURE 13.22 Effect of Distribution on E&P

Shareholder
Property 

Description FMV
Adjusted 

Basis

Liability  
Assumed by 
Shareholder

Reduction of 
E&P

Sally Cash $200,000 $200,000

Will Building $255,000 $( 80,000 ) 175,000

Tom Securities $190,000 190,000

Total $565,000
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Because the corporation is closely held, the 
shareholders indirectly bear the burden of the 
corporate tax. To compare operation as a C cor-
poration with other business forms, the total tax 
burden on the income and distributions of the 
current year should be considered, as shown in 
Figure 13.25.

FIGURE 13.25 Total Tax 

Taxpayer Tax

Corporation (Figure 13�21) 176,800

Shareholders (Figure 13�24) 75,000

Total $251,800

 

Basis of Property to Shareholders

Each shareholder’s basis is the FMV of the prop-
erty received. When there are no liabilities asso-
ciated with the distribution, the property’s basis 
is the dividend amount. When the shareholder 
assumes or takes property subject to the liabili-
ties, the liability is added, so that the sharehold-
er’s basis is the property’s FMV. 

Example 13.43 Shareholder Basis 

Figure 13.26 shows the basis of the property 
received by Sally, Will, and Tom (from Example 
13.42). Sally and Tom have a basis equal to their 
dividend. Will’s basis is the building’s $255,000 
FMV because he includes a $175,000 dividend in 
income and will pay the $80,000 liability.

FIGURE 13.26 Shareholder Basis

Shareholder
Property 

Description
Shareholder 

Basis

Sally Cash $200,000

Will Building $255,000

Tom Securities $125,000

S Corporations

The treatment of cash distributions from an 
S corporation to a shareholder is relatively sim-
ple, especially if the S corporation does not have 
any accumulated E&P from a prior year when it 
was a C corporation. If the S corporation does 
not have accumulated E&P, the tax treatment of 
cash distributions depends on the shareholder’s 
stock basis. If the distributions do not exceed 
basis, the shareholder receives them tax-free, 
and basis is reduced [I.R.C. § 1368(b)(1)]. The 
calculation is done at the end of the year, so that 
the shareholder’s pro rata share of the corpora-
tion’s income items increases basis before basis 
is reduced by distributions.

Distributions from an S corporation rarely 
exceed the shareholder’s basis. If a distribution 
does exceed the shareholder’s basis, the excess 
is treated as a gain from a deemed sale of the 
stock. This almost always results in a capital 
gain, because stock is a capital asset for most 
taxpayers. 

FIGURE 13.24 Shareholder Tax on Qualified Dividends

Shareholder
Distribution 
Net Value Tax Rate Income Tax

Sally $200,000 15% $30,000

Will $175,000 15% 26,250

Tom $125,000 15% 18,750

Total $75,000
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basis) in the same manner as a distribution from 
an S corporation that does not have E&P. The 
AAA account is reported on Schedule M-2 
(Form 1120S), Analysis of Accumulated Adjust-
ments Account, Other Adjustments Account, and 
Shareholders’ Undistributed Taxable Income 
Previously Taxed.

Accumulated Earnings and Profits

The accumulated E&P (AE&P) account is the 
maximum amount of distributions that may be 
taxed as dividends while the S election is in effect. 
There is no place on any tax return to calculate or 
even report the balance of this account.

Qualified Dividends 

It is possible for an S corporation to pay a quali-
fied dividend from the corporation’s AE&P� See 
I�R�C� § 1368(e)(3) and Treas� Reg� § 1�1368-1(f) for 
an election to distribute an S corporation’s AE&P 
before its AAA� 

Two other accounts appear on Schedule M-2 
(Form 1120S), but they are not usually as impor-
tant as the AAA and AE&P.

Previously Taxed Income

Previously taxed income (PTI), labeled on Sched-
ule M-2 as “Shareholder’s undistributed taxable 
income previously taxed,” is an accumulation of 
income for a specific shareholder that occurred 
when the corporation was an S corporation in 
1958–1982. This is unlikely to be found in an LLC 
with an S election. Distributions that exceed the 
AAA may come from this account. They reduce 
basis (and result in gain if they exceed basis) in 
the same manner as distributions from the AAA.

Other Adjustments Account

The other adjustments account (OAA) is a catchall 
account for income and loss items that do not fit 
into any other category. They include life insur-
ance proceeds, key employee insurance premi-
ums, tax-exempt interest income, and expenses 
related to tax-exempt income. 

Figure 13.27 summarizes the sources, order-
ing, and treatment of distributions to S corpo-
ration shareholders. The third row, AE&P, is 

Practitioner
Note

Look-Through Rule  
for 28% Gain

Gain on sale of stock held for more than a year is 
typically taxable at a 15% or 0% rate under cur-
rent law� However, long-term capital gains are 
taxed at 28% if they result from the sale of col-
lectibles� A look-through rule applies if an S cor-
poration held any collectibles at the time of a 
distribution that exceeds the shareholder’s basis, 
because the excess distribution is treated as aris-
ing from the exchange of part of the sharehold-
er’s interest in the S corporation� 

The corporation must determine the gain it 
would realize if it sold the collectibles at their 
FMV on the date of the distribution� The share-
holder then must recognize his or her pro rata 
share of this amount as 28% gain� If the 28% gain 
exceeds the actual gain, the shareholder recog-
nizes a capital loss for the difference [Treas� Reg� 
§ 1�1(h)-1(b)(2)(ii)]� 

In contrast to partners in a partnership, S cor-
poration shareholders are not required to treat 
any gain realized on a distribution as unrecap-
tured § 1250 gain or as ordinary income, although 
these gains do flow through if the S corporation 
sells property that results in these gains�

S Corporations with E&P 
Although an S corporation does not accumulate 
E&P while its S election is in effect, it may have 
been a C corporation before it became an S cor-
poration. If the S corporation has any retained 
E&P from its C corporation years, the accumu-
lated E&P is still a source of taxable dividends 
when it is distributed. An LLC could also encoun-
ter this situation if it elected to be taxed as a cor-
poration and was taxed as a C corporation for 
at least 1 tax year before filing an S corporation 
election. 

When an S corporation has E&P, it must 
maintain at least two important corporate 
accounts to determine the nature of distributions 
to shareholders.

Accumulated Adjustments Account

The accumulated adjustments account (AAA) is the 
first source for characterization of distributions. 
Distributions that do not exceed the AAA balance 
reduce a shareholder’s basis (and result in capital 
gain if the distribution exceeds the shareholder’s 
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distributions that are tax-free to the extent of the 
shareholder’s basis and are taxable as gains to the 
extent they exceed basis.

shaded to indicate the different treatment of these 
distributions, because they are taxable regard-
less of basis and have no effect on a sharehold-
er’s basis. The other layers of capital give rise to 

FIGURE 13.27 Hierarchy of Distributions from S Corporations

Source Description Taxability Effect on Basis

1� AAA (including current-
year income and loss 
items)

All S corporations Not taxable unless  
distribution exceeds 
shareholder’s basis

Reduces basis 

2� PTI Shareholders with 
pre-1983 PTI 
accumulations

Not taxable unless 
distribution exceeds 
shareholder’s basis

Reduces basis 

3� AE&P S corporations with 
AE&P

Dividends No effect on basis

4� OAA, then paid-in capital All remaining 
distributions

Not taxable unless 
distribution exceeds 
shareholder’s basis

Reduces basis 

Rules for the AAA
The rationale for the AAA is that when share-
holders include pass-through S corporation items 
in their taxable income, they should be permitted 
to withdraw an equivalent amount as reductions 
of basis before they receive taxable distribu-
tions. All taxable items of S corporation income 
increase the AAA. The AAA is a corporate-level 
account, not personal to any shareholder, and it is 
not necessarily shown on financial statements as 
part of book retained earnings. 

Although the rules are reasonably straight-
forward, there are some computation tricks. The 
following three rules need careful attention when 
comparing AAA adjustments to shareholder 
basis adjustments:

1. A corporation’s AAA may become negative 
if losses exceed income, but distributions may 
not reduce the AAA below zero.

2. Although shareholder basis is adjusted for 
tax-exempt income and related expenses, the 
AAA does not include these items. Instead, 
they are posted to the OAA.

3. Ordering rules for adjustments are somewhat 
different than they are for basis. For AAA cal-
culations, income is still added first, but losses 
come next to the extent of income items for 
the year. Distributions are third, and the final 

adjustment is a net negative adjustment in a 
year that the corporation has a net loss. The 
net negative adjustment is the excess of loss 
items over income items.

Distributions of Noncash Property 
An S corporation is subject to the same general 
rules as a C corporation in that it must recognize 
gain on distributions of appreciated property 
but may not recognize losses on distributions of 
property with a basis exceeding FMV. In either 
circumstance, the shareholder’s basis in the prop-
erty is its FMV. Any gain recognized by the S cor-
poration is taken into account by the shareholders 
in the same manner as any other income from the 
S corporation.

Example 13.44 Distribution  
from S Corporation

Midco (from Example 13.41) is an S corpora-
tion. Sally, Will, and Tom are the shareholders. 
In 2012, Midco has $350,000 of ordinary taxable 
income before considering any possible effects 
of distributions. All shareholders are in the 35% 
marginal tax bracket. Midco plans to distribute 
the property shown in Figure 13.28 to its share-
holders at the end of 2012.

The noncash property distribution rules 
applicable to C corporations also apply to 
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Midco has been an S corporation for 5 years, 
and Will is not related to either of the other share-
holders, so the gain will be characterized by 
I.R.C. § 1231. Midco had claimed $100,000 of SL 
depreciation on the building, so $100,000 of the 
gain is subject to the 25% rate on unrecaptured 
§ 1250 gain. The remainder of the gain is subject 
to the 15% rate at the shareholder level.

Because the current-year income is enough to 
support all of the distribution, the calculations are 
simple. Each shareholder takes his or her portion 
of income into account as an addition to basis and 
then reduces basis by the FMV of the property 
received. Figure 13.29 shows the items on each 
shareholder’s Schedule K-1 (Form 1120S), Share-
holder’s Share of Income, Deductions, Credits, 
etc.; the effects these items have on each share-
holder’s basis; and the tax liability for the three 
shareholders. The shareholders’ basis in the dis-
tributed property is the same as in Figure 13.26.

S corporations, so the effects of the distributions 
on Midco’s taxable income are the same as those 
in Example 13.41. Midco recognizes a $170,000 
($255,000 – $85,000) gain on the building distri-
bution, which may be I.R.C. § 1231 gain or I.R.C. 
§ 1239 ordinary income, depending on Will’s 
total constructive ownership of stock.

I�R�C� § 291 Gain 

An S corporation may be subject to I�R�C� § 291 
gain recharacterization on gain associated with 
the distribution of depreciated real estate� How-
ever, this rule applies only if the corporation was a 
C corporation in any of the prior 3 tax years� 

Practitioner
Note

FIGURE 13.28 Distributions to S Corporation Shareholders

Shareholder
Ownership 
Percentage

Property 
Description FMV

Adjusted 
Basis

Liability  
Assumed by 
Shareholder

Net Value 
(Not Income)

Sally   40% Cash $200,000 $200,000 $200,000

Will   35% Building $255,000    $85,000 $( 80,000 ) 175,000

Tom   25% Securities $125,000 $190,000 125,000

Total 100% $500,000
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3. If the S corporation is subject to the built-in 
gains tax, distributions of appreciated prop-
erty may create a corporate-level tax liability. 

When these factors compound, the S corpora-
tion may indeed become a more complex entity 
than the C corporation. In most cases, the tax 
burden on the S corporation and its shareholders 
is less than the combination of taxes from a C cor-
poration. In rare instances, the tax impact on an 
S corporation and its shareholders may be greater 
than would be the case if it were a C corporation.

Figure 13.30 summarizes the taxes and tax 
savings from Figures 13.25 and 13.29.

Example 13.44 has fewer complications than 
Example 13.41, in which Midco was a C cor-
poration. This seemingly contradicts the earlier 
statement that an S corporation may be more 
complicated than a C corporation, but several 
complexities might occur with an S corporation.

1. If the corporation has insufficient AAA to 
cover the entire distribution and it has AE&P, 
part of the distribution is a dividend. 

2. When there have been ownership changes 
during the year, some of the characteriza-
tion may depend on the timing of the various 
distributions. 

FIGURE 13.29 Corporation’s Taxable Income and Shareholders’ Tax Liability 

Schedule K-1 Items Sally Will Tom Total Tax Rate Tax

Ordinary income $ 140,000 $ 122,500 $   87,500 $ 350,000 35% $122,500

Unrecaptured § 1250 gain 40,000 35,000 25,000 100,000 25% 25,000

§ 1231 gain   28,000   24,500   17,500   70,000 15% 10,500

Total additions to basis $ 208,000 $ 182,000 $ 130,000  $520,0 00  

Distribution (FMV) (200,000) (175,000) (125,000)  

Net basis increase $     8,000 $     7,000 $     5,000  

Total tax      $158,000

 

 

FIGURE 13.30 Comparison of Tax Liabilities 

Tax on C corporation and shareholders (Figure 13�25) $ 251,800

Tax on S corporation and shareholders (Figure 13�29) (158,000)

Savings from S corporation status $  93,800 

  

Partnerships

The partnership distribution rules are the most 
liberal of any of the tax entities, yet they are also 
the most complicated. However, the trade-off for 
these sometimes agonizing rules may be a sub-
stantial tax savings not afforded by any other 
business form.

In general, no gain or loss is recognized on a 
distribution from the partnership to the partner. 
There are several important exceptions: Each of 

the following types of distributions may result in 
gain or loss to the recipient partner, the distribut-
ing partnership, or both.

■■ Distributions of cash that exceed the part-
ner’s basis

■■ Distributions to a retiring partner or to a 
deceased partner’s successor in interest

■■ Distributions of marketable securities
■■ Distributions of recently contributed 
property
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right to retain the funds. Draws are combined 
and treated as a distribution on the last day of the 
partnership’s tax year. They are not classified as 
distributions until the partnership has determined 
that the partner is under no obligation to return 
the money [Treas. Reg. § 1.731-1].

Gain or Loss on Distributions
Although a partner generally does not recognize 
gain on a distribution, distributions are not free of 
tax implications:

■■ A partner’s basis in the partnership is 
reduced by the basis of the property 
received [I.R.C. § 733]. If cash is distributed, 
the basis reduction is the amount of cash.

■■ Distributions reduce the partner’s capital 
account. Without this reduction, allocations 
of partnership items would not have  
substantial economic effect [Treas. Reg. 
§ 1.704-1(b)(2)(iv)(b)].

A reduction in a partner’s share of partnership 
liabilities is treated as a distribution of cash [I.R.C. 
§ 752(b)], and it can cause gain recognition. This 
can occur in connection with a partner’s contri-
bution of property to a partnership if the partner-
ship assumes a liability or takes the contributed 
property subject to a liability. A change in liabili-
ties also can occur when the partnership repays 
debt, or when a new partner joins and assumes a 
portion of existing partnership debt.

Gain or loss recognized on a distribution is 
treated as a gain or loss from the sale or exchange 
of a partnership interest, which is a capital gain 
or loss [I.R.C. § 741]. However, if a distribution 
(either current or liquidating) results in a change 
in the partner’s share of the partnership’s unreal-
ized receivables or substantially appreciated inventory 
items, the amount and the nature of the gain are 
determined under I.R.C. § 751 (explained later in 
this chapter).

Noncash Property Distributions
In general, noncash distributions result in no gain 
or loss to either the partnership or the partner 
[I.R.C. § 731] even if the property’s basis exceeds 
the partner’s predistribution basis in the partner-
ship interest.

The basis of property received as a distribu-
tion is subject to two I.R.C. § 732 rules:

■■ Distributions of cash or property to a partner 
who recently contributed other property 
to the partnership (explained later in this 
section)

■■ Distributions that alter any partner’s interest 
in unrealized receivables or substantially appreci-
ated inventory items (explained later in this 
section)

Distributions may be current or liquidating 
distributions. 

1. A distribution is a current distribution if the 
recipient partner retains an interest in the 
partnership after it is made. A routine distri-
bution of profits to all partners in proportion 
to their interests is a current distribution, but 
so is a distribution that reduces a partner’s 
interest from 99% to 1%. 

2. A distribution that completely terminates 
a partner’s interest in the partnership is a  
liquidating distribution. This definition applies 
whether the distribution is made to only one 
partner (and the others continue the partner-
ship) or the partnership distributes all of its 
properties to its partners and terminates its 
existence. 

Cash Distributions
A cash distribution occurs when the partnership 
gives the partner a check or similar transfer and 
the partner is not obligated to return the money 
to the partnership. A partner does not recognize 
gain on a cash distribution unless the distribu-
tion exceeds the partner’s basis in the partner-
ship, after adjusting the basis for income (but not 
loss) items occurring up to the date of transfer. 
A partner cannot recognize a loss on a current 
distribution. In addition, the partnership recog-
nizes no gain or loss on most distributions [I.R.C. 
§ 731(a)].

In theory, a partner might need to determine 
basis whenever a check is received from the part-
nership [Treas. Reg. § 1.705-1(a)(1)]. However, 
most partnerships alleviate this problem by stat-
ing in the partnership agreement that the partner 
does not have a claim of right to the cash until 
profits are sufficient to cover the distribution. Up 
to that point, a check drawn to a partner on the 
partnership account is a draw. Partners may draw 
funds periodically during the tax year, but the 
draw does not give the partner an unrestricted 
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Disguised Sales 

In 1984, Congress was concerned about transac-
tions in which contributions of low-basis property 
to a partnership were followed very soon there-
after by cash distributions of approximately the 
same value to the contributing partner. Inclusion 
of a share of partnership liabilities augmented the 
partner’s outside basis, preventing gain recogni-
tion. To counter this scheme, Congress amended 
I.R.C. § 707 to authorize legislative regulations 
that treat some transactions as taxable sales of 
property to the partnership rather than as tax-free 
contributions and tax-free distributions.

Facts and Circumstances

Treas. Reg. § 1.707-3 provides that a disguised 
sale occurs if either the distribution would not 
have occurred without the transfer of property or, 
if the transfers are not simultaneous, the distribu-
tion is not dependent on the partnership’s busi-
ness risks. The following facts and circumstances 
that “may tend to prove the existence of a sale” 
are listed in the regulation:

1. The timing and amount of the second transfer 
are reasonably certain at the time of the first 
transfer.

2. The transferor has a legally enforceable right 
to the distribution.

3. The transferor has any secured right to 
the distribution.

4. The transferor has an obligation to trans-
fer the property to the partnership.

5. The partnership has been loaned the money 
on condition that the partnership receive the 
property.

6. The partnership is obligated to incur debt 
to enable the distribution.

7. The partnership holds excess liquidity that is 
expected to be distributed after the transfer of 
property by the partner.

8. The partnership designs distributions 
or allocations that are consistent with an 
exchange.

9. The distribution received by the partner is 
disproportionately large compared to his or 
her continuing interest in the partnership.

10. The partner has no obligation to return the 
distribution.

1. If the partnership’s inside basis in the prop-
erty immediately before the distribution does 
not exceed the partner’s outside basis at that 
time, the partner’s basis in the property is the 
same as the partnership’s basis prior to the 
distribution.

2. If the partner’s outside basis in the partner-
ship immediately before the distribution is 
less than or equal to the partnership’s inside 
basis in the property, the partner’s basis in 
the partnership at that time becomes the part-
ner’s basis in the property.

In either case, the partner’s outside basis in 
the partnership interest is reduced by the part-
ner’s basis in the property [I.R.C. § 733]. A part-
ner never reduces basis below zero.

If there are simultaneous distributions of cash 
and property, I.R.C. § 732(c) provides ordering 
rules. 

1. Cash (including any deemed cash distribu-
tion due to liability relief) reduces basis first. 

2. The remaining basis (if any) is assigned to 
unrealized receivables and inventory items, 
which can result in ordinary income.

3. Any remaining basis is then assigned to other 
property received in the distribution, such as 
capital assets and § 1231 assets.

Marketable Securities

Before July 27, 1994, a partnership could pur-
chase marketable securities and distribute them 
to a partner with a low basis so that the partner 
could avoid recognizing gain on a cash distribu-
tion. If the partner held the securities until death, 
the partner’s heirs received a FMV basis, and no 
gain was recognized. If the partner disposed of 
the securities after meeting the long-term holding 
period, the income was taxed as capital gain.

To curb this potential abuse, Congress 
enacted I.R.C. § 731(c), which treats market-
able securities as cash for certain purposes. If the 
partner’s outside basis immediately before the 
distribution is less than the FMV of the market-
able securities, the partner treats the marketable 
securities as cash and recognizes gain. However, 
if the FMV of the securities does not exceed the 
partner’s outside basis before the distribution, the 
partner treats the securities in the same way as 
other noncash property. There are several associ-
ated rules that can become complicated.
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partner must recognize as gain or loss in the year 
of distribution the lesser of

1. the deferred gain or loss at the time of contri-
bution (net of any adjustments after contribu-
tion); or 

2. the gain or loss that would result if the part-
nership sold the property for its FMV at the 
time of the distribution. 

There are correlative basis adjustments: The 
contributing partner’s recognized gain or loss is 
also an adjustment to the partner’s outside basis. 
The property’s basis to the recipient partner is the 
partnership’s basis, adjusted for any gain or loss 
recognized due to this rule.

Another provision may require gain recog-
nition if any property is distributed to a partner 
who contributed other property to the partner-
ship within 7 years. It applies only if the FMV 
of the distributed property exceeds the partner’s 
outside basis immediately prior to the distribu-
tion [I.R.C. § 737]. The recognized gain is limited 
to the partner’s precontribution gain. 

Hot Assets 
The most complicated exception to nonrecogni-
tion of gain on partnership distributions is a dis-
tribution that alters a partner’s share of unrealized 
receivables and substantially appreciated inventory 
items. These two classes of assets are often termed 
hot assets, and this type of distribution is also 
known as a disproportionate distribution. 

To the extent that a distribution alters a 
partner’s share of hot assets, it is treated as a fully 
taxable sale [I.R.C. § 751(b)]. A comprehensive 
explanation of these rules is beyond the scope 
of this discussion, but coverage of a few points is 
essential.

The term unrealized receivables includes a cash 
method taxpayer’s accounts receivable, as the 
name implies, but it also includes other items that 
one would not readily associate with receivables. 
The less obvious item is the ordinary income—
such as depreciation recapture under I.R.C. 
§ 1245—that would be created if assets were sold 
by the partnership [I.R.C. § 751(c)].

The term inventory item also has a far broader 
reach than might be expected. In addition to items 
held for sale in the ordinary course of business, it 
includes any other property that would generate 
ordinary income if sold by the partnership. Note 

Any distribution of cash or other property 
made within 2 years before or after a transfer 
of property to a partnership is presumed to be 
a disguised sale. The partnership may rebut the 
presumption if facts and circumstances clearly 
establish that the transfers do not constitute a sale. 

Qualified Liabilities

Because the reduction of a partner’s share of 
partnership liabilities is treated as a cash distri-
bution, a contribution of encumbered property 
always results in a simultaneous contribution and 
distribution. However, the regulations allow a 
partnership to assume qualified liabilities with-
out violating the disguised sale rules. In general, 
qualified liabilities are liabilities transferred for a 
valid business purpose other than to compensate 
the contributing partner.

If a disguised sale is found to exist, the partner 
is treated as selling all of part of the property to 
the partnership and contributing any remaining 
portion.

Timing of  
Disguised Sale

When a transfer of property is treated as a dis-
guised sale, the contribution and distribution 
rules do not apply to the portion of the property 
that is deemed to be sold� The sale is treated as 
occurring at the time the partnership received the 
property� Thus, if the distribution occurs in a later 
year, the sale is treated as made in the year of the 
contribution�

Other Property Distributions 

The disguised sale rules apply only if a partner-
ship distributes cash or other property to the same 
partner who contributed property. Congress was 
also concerned about arrangements in which one 
partner contributed noncash property that the 
partnership then distributed to another partner.

I.R.C. § 704(c)(1)(B), also enacted in 1984, 
requires a partnership to recognize any remain-
ing precontribution gain (or loss) if property is 
distributed to a partner other than the contrib-
uting partner within a limited time frame. The 
original waiting period of 5 years was changed to 
7 years in 1997. If contributed property is distrib-
uted within the 7-year period, the contributing 

Practitioner
Note
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Example 13.45 Distributions  
from Partnership 

Midco (from Examples 13.41 and 13.44) is a part-
nership, and Sally, Will, and Tom are the part-
ners. In 2012, Midco has $350,000 of taxable 
income before considering any possible effects 
of distributions. All of the partnership’s taxable 
income is ordinary. All partners are in the 35% 
marginal tax bracket. Midco plans to distribute 
the properties shown in Figure 13.31 to its part-
ners at the end of 2012.

None of the property was contributed to 
Midco by a partner within 7 years, none of the 
property is a hot asset, Midco has no contrac-
tual obligation to distribute any of the assets to 
the partners, and the distributions are not part of 
a larger scenario with a tax avoidance scheme. 
Therefore, Midco does not recognize any gain 
or loss on the distributions [I.R.C. § 731(b)], and 
its income is still $350,000. Midco allocates the 
income among the partners’ Schedules K-1 (Form 
1065), Partner’s Share of Income, Deductions, 
Credits, etc., as shown in Figure 13.32, which also 
shows the partners’ tax liability for their shares of 
the income.

that this includes unrealized receivables [I.R.C. 
§ 751(d)].

Finally, the term substantially appreciated—a 
necessary condition for inventory items but not 
for unrealized receivables—has its own special 
meaning. To be substantially appreciated, the 
inventory items as a group must have a FMV that 
exceeds 120% of their adjusted basis to the part-
nership [I.R.C. § 751(b)(3)(A)]. The inclusion of 
unrealized receivables, which always have a zero 
basis, makes it quite likely that inventory will be 
substantially appreciated.

Disproportionate 
Distributions

The fictional transactions of the disproportion-
ate distribution rules become quite confusing� In 
many situations, even when there are few assets 
and few partners, the rules can have multiple 
solutions, all of which appear to be correct� The 
current regulations provide some useful guid-
ance, but the examples are so simple as to be of 
only minimal help to the tax professional� The IRS 
has requested comments about simplifying the 
rules, but the law clearly mandates every step in 
the current regulations� 

Practitioner
Note

FIGURE 13.31 Property Distributions to Partners

Partner
Ownership 
Percentage

Property 
Description FMV

Adjusted 
Basis

Liability  
Assumed by 

Partner
Net Value 

(Not Income)

Sally   40% Cash $200,000 $200,000 $200,000

Will   35% Building $255,000   $85,000 $( 80,000 ) 175,000

Tom   25% Securities $125,000 $190,000 125,000

Total 100% $500,000

  

FIGURE 13.32 Partners’ Tax Liability 

Partner Ownership
Schedule K-1 

Income Tax Rate Tax Liability 

Sally   40% $140,000 35% $  49,000

Will   35% 122,500 35% 42,875

Tom   25%   87,500 35%   30,625

Total 100% $350,000 $122,500
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the numerous complications to accounting for 
partnerships in comparison to corporate account-
ing rules.) Most noncash distributions are simply 
basis trades between the partner and the partner-
ship. As a preliminary step, the parties treat the 
distributions as shown in Figure 13.33.

Because a partnership does not recognize 
gain on the distribution of appreciated assets, the 
assets are not treated as being distributed at FMV, 
as they are when distributed by corporations. (For 
purposes of the nontax required entries to capital 
accounts, however, the partnership must record 
the distributions at FMV. This becomes one of 

FIGURE 13.33 Preliminary Effect of Distribution on Partners’ Basis

Partner
Property 

Description

Midco’s 
Adjusted 

Basis

Liability 
Assumed by 

Partner
Net Basis 

Distributed

Sally Cash $200,000 $200,000

Will Building $  85,000 $( 80,000 ) $    5,000

Tom Securities $190,000 $190,000

Even with no disguised sale, no alteration 
in any share of hot assets, and no distribution of 
property that had been contributed within 7 years 
preceding the distribution, the partner rules could 
be a bit more complex in this situation. 

To begin with, distribution of property sub-
ject to a liability calls the sometimes subtle rules 
of I.R.C. § 752 into play. The $80,000 liability 
assumed by Will increases his share of the for-
mer partnership debt from $28,000 (35% × 
$80,000) to the full $80,000. Thus, Will is treated 

as making a cash contribution to the partnership 
for the $52,000 ($80,000 – $28,000) difference. 
This $52,000 is treated as a cash distribution to 
the other partners. It is divided between Sally 
and Tom based on their shares of the partnership 
liability reduction. Sally’s share is $32,000 (40% 
× $80,000), and Tom’s share is $20,000 (25% × 
$80,000).

Figure 13.34 shows Midco’s recording of the 
entire distribution, including the deemed cash 
contribution and deemed cash distributions.

FIGURE 13.34 Effect of Distribution on Partners, Including Deemed Cash Distribution 

Partner
Property 

Description
Partnership’s 

Adjusted Basis Out

Liability Shift: 
(Distribution) 
Contribution

Net Basis 
Distributed

Sally Cash $(200,000) $(   32,000) $232,000

Will Building (  85,000) 52,000 33,000

Tom Securities (190,000) (   20,000) 210,000

Total $(475,000) $                 0 $475,000

    

Now some additional complexities arise. 

■■ Sally does not recognize gain on the distribu-
tion of cash unless her basis is less than the 
$232,000 total of the cash she received and 
is deemed to have received. Her $140,000 
share of the partnership income increases 
her basis immediately before the distribu-
tion, but unless she has at least $92,000 

($232,000 – $140,000) of other basis—such as 
last year’s basis or a current-year increase in 
partnership debts—she will recognize gain.

■■ Will’s $33,000 net distribution is substan-
tially less than his $122,500 share of the cur-
rent year’s income, so he is almost certain 
to have sufficient basis to absorb the net 
amount deemed distributed. However, if he 
did not have sufficient basis, he would still 
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at least $37,500 ($135,000 – $87,500) of 
other basis to avoid gain recognition. 

b. If Tom has enough basis to avoid recogni-
tion of gain, he must compare his outside 
partnership basis with the partnership’s 
inside basis in the securities. If his outside 
basis is at least $210,000, he can absorb 
the $20,000 deemed cash distribution and 
retain the partnership’s $190,000 basis 
in the securities. If his outside basis is 
between $145,000 and $210,000, he must 
reduce his outside basis by the $20,000 
and attach his remaining outside basis to 
the securities.

As Example 13.45 indicates, the partnership 
presents the most complex accounting situation 
even where the major complexities of partnership 
taxation are absent. However, the partnership is 
likely to have the least tax burden. Figure 13.35 
compares the taxation that results from the three 
entities in this hypothetical situation. The differ-
ence in taxation between the C corporation and 
the partnership is $129,300 ($93,800 + $35,500).

not recognize gain. Instead, he would merely 
reduce the basis in his partnership interest 
to zero and assign the former basis in his 
partnership interest to the building instead 
of having a carryover basis in the building. 
Because Will has enough basis in the part-
nership, he has an $85,000 carryover basis in 
the building.

■■ Tom faces an additional complexity. A dis-
tribution of marketable securities has some 
features of a noncash property distribution 
and borrows some of the cash distribution 
rules. 
a. To determine whether he must recognize 

a gain on the distribution, Tom must com-
pare the securities’ FMV at the time of the 
distribution to his basis at the time of the 
distribution, after reducing his basis for the 
cash that is deemed distributed. To avoid 
gain recognition, Tom needs a predistribu-
tion basis of at least $145,000 ($125,000 
FMV of securities + $20,000 deemed cash 
distribution). His share of Midco’s current-
year taxable income is $87,500, so he needs 

FIGURE 13.35 Tax Liabilities Compared

Tax on C corporation and shareholders (Figure 13�25) $251,800

Tax on S corporation and shareholders (Figure 13�29) (158,000)

Savings from S corporation compared to C corporation  $  93,800

  
Tax on S corporation and shareholders (Figure 13�29) $158,000

Tax on partnership and partners (Figure 13�32) (122,500)

Savings from partnership compared to S corporation $  35,500

  

This calculation omits the tax consequences 
of the different basis rules and the effects they 
might have on the recipient’s gain or loss from 
the future sale of the property. In some respects, 
Will pays for this tax savings through his reduced 
basis in the building. As a distribution from a C 
or S corporation, Will’s basis would be the build-
ing’s FMV as of the date of distribution. In con-
trast, Tom benefits from a higher basis in the 
securities than he would have had if he received 
them from a corporation, if he has enough out-
side basis in his partnership interest to support 
the higher basis.

Conclusion

From this discussion, one might conclude that a 
partnership is the preferred tax entity for distribu-
tions of noncash property to owners. This is gen-
erally the case, but the absence of hot assets and 
other simplifying factors in this chapter’s exam-
ple contributed to the tax savings. In practice, the 
partnership is usually the most taxpayer-friendly 
vehicle for noncash property distributions, even 
though the complexities may be extreme. 

A C corporation is likely to have the highest 
tax cost, although the rules will rarely get more 
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a distribution of appreciated property triggered 
built-in gains tax liability, the situation would be 
more complicated and more costly. The single 
level of taxation caused the S corporation to be 
less costly than the C corporation, but the rec-
ognition of gain on the distribution of appreci-
ated property created greater tax liability than 
was present with the partnership. Thus, the same 
strategy of keeping certain properties out of the 
corporate shell also applies to S corporations.     

complex than those used in this chapter’s exam-
ple. The double taxation of distributed property 
leads savvy tax planners to try to keep prop-
erty out of a corporation, unless the property is 
expected to be consumed in business operations, 
such as inventories and short-lived equipment.

The S corporation was the second best in this 
discussion and also the simplest, although there 
were two important simplifying assumptions in 
the example. If the corporation had any accumu-
lated E&P from prior C corporation years, or if 
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INTRODUCTION This chapter focuses on the skills and knowledge that 
a tax practitioner needs throughout the tax return process, from exercising 
due diligence in preparing a return to assisting a client when collection or 
examination issues arise at a later date.

Taxpayers rely on their tax return preparers to 
ensure that the taxpayers comply with all tax fil-
ing requirements and pay the correct amount of 
tax. A tax practitioner’s job does not end at the 
moment a return is prepared: the client may need 
professional assistance with matters that arise 
after the filing season ends.

This chapter includes seven learning objec-
tives. The expectation is that after completing this 
session, participants will be able to perform the 
following job-related actions:

Introduction . . . . . . . . . . . . . . . 535
Issue 1: Use of Tax Organizers . .536
Issue 2: Return Preparation . . . 540
Issue 3: Post-Filing Assistance  . 546
Issue 4: Relief from  

Joint Liability . . . . . . . . . . . . 560

Issue 5: Changes to  
Circular 230 . . . . . . . . . . . . . 570

Issue 6: Taxpayer Advocate  
Criteria . . . . . . . . . . . . . . . . . 574

Corrections for all chapters and the 2012 National Income Tax Workbook Update (  January 2013) are posted as 
they become available at www.taxworkbook.com (User Name: class2012 Password: class2012).

1. Exercise due diligence in working with client 
questionnaires and tax organizers

2. Identify red flags regarding the earned 
income credit (EIC)

3. Describe a business’s information return fil-
ing requirements

4. Assist clients in audit and collection 
proceedings

5. Explain the requirements for relief from joint 
liability

TAX PRACTICE
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with a client. Even the most detailed organizer 
cannot include all of the questions for every 
scenario.

Tax return preparers should make clear notes 
in client files that include an organizer about 
any follow-up questions that are evidence of the 
practitioner’s genuine effort to ascertain accurate 
data. A form that includes the follow-up ques-
tions could be attached to the client organizer as a 
defense against preparer penalties related to due 
diligence and accuracy.

Beyond protecting the practitioner, follow-up 
questions help obtain the best information for a 
more accurate return. Clarifying a client’s entries 
on an organizer may even disclose income and 
expense items that were unintentionally missed 
in the general organizer.

Case Study

The following case study looks at a client’s com-
pleted questionnaire that suggests two areas of 
follow-up questions that could be essential for 
preparing an accurate tax return.

Joe and Martha Green are new clients for Judy 
Preparer for 2012. Judy sent a client questionnaire 
to them and requested that they complete it and 
bring it, along with all necessary tax documents 
and a copy of their 2011 tax return, to their first 
appointment. Pages 1 and 2 of the Greens’ com-
pleted questionnaire are shown in Figure 14.1.

This questionnaire provides basic informa-
tion about the clients’ sources of income and 
expenses, without asking for the dollar entries 
that an organizer requests, to give Judy some 
background knowledge of her new clients. In this 
first year, Judy wants to see source documents 
for most income and expense items, even if she 
might rely on the clients’ entries in an organizer 
in a future year. The questionnaire does not ask 

ISSUE 1: USE OF TAX ORGANIZERS Due diligence often requires a 
tax practitioner to ask follow-up questions after reviewing the information a 
client provides in a tax organizer.

All tax return preparers are subject to the stan-
dards of conduct set forth in Treasury Depart-
ment Circular 230, Regulations Governing Practice 
before the Internal Revenue Service, as they practice 
their profession. These standards include exer-
cising due diligence as to accuracy in preparing, 
approving, and filing tax returns, documents, affi-
davits, and other papers relating to IRS matters 
[Circular 230 § 10.22].

What does this mean in practice? May a tax 
return preparer readily accept whatever informa-
tion a client provides, or is the preparer required 
to verify all data that a client submits? The answer, 
of course, is that neither action is always correct.

Circular 230 provides that in general a tax 
practitioner may rely “in good faith without 
verification” on information furnished by cli-
ents. However, a practitioner “may not ignore 
the implications of information furnished to, or 
actually known by, the practitioner.” A practitio-
ner also “must make reasonable inquiries if the 
information as furnished appears to be incorrect, 
inconsistent with an important fact or another 
factual assumption, or incomplete” [Circular 230 
§ 10.34(d)].

Reasonable Inquiries

Most tax practitioners now purchase commer-
cial software for tax return preparation, and the 
software packages generally include tax organiz-
ers that practitioners can provide to their clients. 
Client questionnaires and organizers are also 
available through several tax professional organi-
zations. A filled-in organizer can greatly facilitate 
return preparation when the needed informa-
tion is compactly assembled. But due diligence 
requires a practitioner to follow up, clarify, and 
ask additional questions when the responses in the 
organizer fall short for a particular circumstance 

536   INTRODUCTION

6. Identify actions that could be considered tax 
return preparation

7. Apply the criteria for receiving Taxpayer 
Advocate assistance
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FIGURE 14.1 Joe and Martha Green’s Client Questionnaire
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about filing status, because Judy needs to help the 
clients determine that after she knows the clients’ 
marital status.

Although this questionnaire is basic, and the 
return initially appears to be a fairly simple return 
for a wage earner, Joe and Martha’s entries on the 
questionnaire reveal the need for additional ques-
tions related to some critical compliance areas. 
Items that may stand out include the following 
entries related to financial account reporting:

■■ Part I, box 6—Joe’s occupation is “interna-
tional broker.”

■■ Part III, box 4—The Greens have interest or 
dividend income. 

Foreign Financial Accounts
Judy asked the following follow-up questions, and 
she noted the responses in the clients’ file. 

Questions and Answers

Because multiple questions may be needed to 
garner a complete response, this summary groups 

FIGURE 14.1 Joe and Martha Green’s Client Questionnaire (continued)

the clients’ answers to several related questions 
together.

Question 1.
Joe, I see that you are an international broker. 
Do you or Martha have any connections to other 
countries or income or assets located in any for-
eign countries? 

Answer 1.
Yes, we have a joint venture in two foreign lim-
ited liability companies (LLCs) that hold rental 
real estate in England valued at about $215,000.

Question 2.
Do you and your wife own joint bank or broker-
age accounts?

Answer 2.
Yes, we hold all our bank accounts jointly, includ-
ing the ones for the LLCs. 

Question 3.
You indicate in the organizer that you received 
interest or dividends from checking or savings 
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accounts. Where are these accounts located? Are 
they located in the United States, or do you have 
foreign accounts?  

Answer 3.
I have three checking accounts: One account is 
located in the United States, and the other two 
accounts are in England, where we deposit the 
rental checks and transfer money back and forth 
into the Bank of England savings accounts. 

Question 4.
Did the total of all the funds you held in your for-
eign accounts ever exceed $10,000 at any time 
during the year? 

Answer 4.
Yes, the balance in each of the foreign accounts 
averaged about $20,000.

Preparer’s Response

Okay, thank you for those additional details. 
Based on this discussion, we must file some addi-
tional documents related to the foreign accounts 
and property. Because you have joint foreign 
bank accounts, you and Martha are required to 
file Form TD F 90-22.1, Report of Foreign Bank 
and Financial Accounts, which you may have 
heard called the FBAR form. We need to file this 
form because your account balances exceeded 
the $10,000 limit. This additional return is due no 
later than June 30, 2013, and is a separate filing 
from your Form 1040, U.S. Individual Income 
Tax Return. We must also file with your Form 
1040 a Form 8938, Statement of Specified For-
eign Financial Assets, listing your foreign finan-
cial accounts. You may have heard it called the 
FATCA form. 

Noncitizen Filing 
Requirements

If the questionnaire showed that either Joe or 
Martha was not a U.S. citizen, additional ques-
tions would be required to determine the correct 
filing status and tax form to be filed.

A failure to probe and to discuss necessary 
details can result in penalties for a client and 
expose a tax practitioner to sanctions for not 
meeting the due diligence standards. Judy Pre-
parer’s follow-up questions and her responses to 
the clients demonstrate due diligence. She has 

Practitioner
Note

potentially saved Joe and Martha $50,000 or 
more in penalties for a non-willful failure to file 
the FBAR and FATCA forms.

After a detailed discussion discovers whether 
clients do or do not have any foreign accounts, a 
critical step is documenting the discussion. The 
danger is that the IRS or the client could maintain 
that the conversation never took place if there is 
no documentation in the client file. The bottom 
line: If it is not documented, it never happened.

FBAR and FATCA 
Requirements

See Issue 8 in the “IRS Issues” chapter of this book 
for more information about the FBAR and FATCA 
filing requirements. 

Form 1040 Extension 
Does Not Cover FBAR

Filing an extension for a taxpayer’s Form 1040 does 
not grant an extension to file the FBAR return. 
This requires a tax practitioner to ask about for-
eign accounts that could generate an FBAR filing 
requirement when he or she is preparing to file 
an extension for a client. Otherwise, the filing 
requirement may not be discovered until after 
the June 30 filing deadline, and the client could 
be subject to severe penalties.

Inconsistent 
Information

In Part III of the questionnaire, the Greens checked 
“no” on lines 13 and 14, indicating that they had 
no income from rental property and no other 
sources of income beyond their wages, interest 
and dividends, state tax refund, and sales of prop-
erty such as stocks, bonds, or real estate.

But Joe said they had an interest in LLCs that 
own real estate in England, and he said they 
deposit rental payments in the foreign bank 
accounts. Judy should ask questions to clarify 
whether the LLCs have separate filing require-
ments, and if so, what LLC income is reportable 
on the Greens’ return.

An unknowledgeable client may not realize 
that a U.S. citizen must report worldwide income 
on his or her U.S. income tax return.

Cross-
Reference

Practitioner
Note

Observation
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Question 4.
Did both of those organizations provide you with 
written records of the donations, describing the 
items? The record must include the name of the 
organization, its address, the date and amount of 
the contribution, and a statement that the orga-
nization did not provide you with any consider-
ation in return for the contribution, if that is true.

Answer 4.
I have letters from each of them right here to 
show you.

Question 5.
Do you know if the Anderson Foundation, Inc. is 
a qualified organization? 

Answer 5.
I’m not sure about Anderson. They stated they 
were a nonprofit organization, and their federal 
identification number is on the receipt.

Preparer’s Response

No problem, we can verify an organization’s 
exempt status on the IRS website’s “Exempt 
Organizations Select Check” page. It’s a lot eas-
ier with an ID number. Okay, I found the orga-
nization listed as a qualified nonprofit group, so 
your donation is a proper charitable contribution 
deduction to a qualified organization. Let me 
print that for the file.

Charitable Contributions
The next item in the organizer that caught Judy’s 
attention was charitable giving.

Questions and Answers

Judy asked the following follow-up questions and 
noted the responses in the clients’ file.

Question 1.
I see that you claimed some charitable contribu-
tions this year. Can you tell me a little about those 
contributions?

Answer 1.
Yes, both my wife and I contributed to the United 
Way and Red Cross through our work.

Question 2.
Okay, great, and these deductions were taken 
directly out of your paychecks and show on your 
pay stubs, correct? And you kept your pledge 
cards?

Answer 2.
Yes, that’s correct. 

Question 3.
Did either of you have any other types of chari-
table contributions or contributions of property 
or other assets?

Answer 3.
Yes, we did. We gave $1,000 cash to an organi-
zation called the Anderson Foundation, Inc. and 
donated about $75 of used clothing to Goodwill.

540   ISSUE 1: USE OF TAX ORGANIZERS

ISSUE 2: RETURN PREPARATION Some areas of tax return preparation 
have special due diligence requirements, including deductions of certain 
expenses and claims for the earned income credit.

A tax return preparer must make general inqui-
ries or have existing knowledge of the taxpayer’s 
sources of income, such as whether the taxpayer 
received alimony, unemployment compensa-
tion, or social security benefits. Filing Schedule C 
(Form 1040), Profit or Loss From Business (Sole 
Proprietorship), requires a more in-depth discus-
sion, including an inquiry about the taxpayer’s 
accounting method and depreciation schedules.

During these normal discussions, a tax return 
preparer gains a good deal of knowledge about 
the taxpayer. Some provisions of the Internal 
Revenue Code or regulations require that specific 

facts and circumstances exist before a deduction 
or credit may be claimed. Return preparers must 
ask questions about these facts and circumstances 
to gather enough information to prepare the tax-
payer’s tax return accurately.

Circular 230 § 10.33(a) recommends four best 
practices for tax return preparers that focus on 
communication, fact-finding, advising, and acting 
fairly and with integrity.

1. Communicate clearly with the client regard-
ing the terms of the engagement, so that 
there is a clear understanding with the client 
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practitioners preparing returns that claim the EIC 
must adhere to due diligence requirements that 
go beyond those otherwise required to prepare a 
tax return. I.R.C. § 6695(g) imposes a $500 pen-
alty per return for a failure to comply with the 
special due diligence requirements.

Verifying eligibility for the EIC is compli-
cated, requiring more than 20 separate determi-
nations. Recently published IRS statistics show 
that the following three key errors account for 
about 60% of all EIC errors:

1. The taxpayer claims a qualifying child who 
does not meet the age, relationship, joint 
return, or residency tests.

2. The taxpayer files as single or head of house-
hold when he or she is legally married.

3. The taxpayer overreports or underreports 
income or business expenses to maximize the 
credit. (This can include falsifying business or 
rental deductions to reduce income or report-
ing nonexistent business income to maximize 
the EIC.)

Red Flags
Tax return preparers should see a red flag when 
clients claim income from self-employment with-
out a Form 1099-MISC, particularly if the cli-
ents claim they have no records to support the 
numbers they provide. A tax return preparer 
should also be alert when a client either denies 
having business expenses when it is not reason-
able to conduct the business without incurring 
expenses, or when the client’s claimed expenses 
seem unreasonably high. The taxpayer may have 
legitimate circumstances that maximize income 
for the EIC, but due diligence requires the tax 
return preparer to ask additional questions and 
document the answers.

Treas. Reg. § 1.6695-2 (finalized in Decem-
ber 2011) changed the recordkeeping require-
ment for EIC documentation and requires tax 
return preparers to submit an eligibility checklist 
with tax returns claiming the EIC that are filed 
after December 31, 2011. Figure 14.2 summa-
rizes these requirements and identifies the new 
requirements [www.eitc.irs.gov/rptoolkit/dd 
/lawandregs/].

regarding the form and scope of the advice or 
assistance to be rendered.

2. Establish the facts, and then determine which 
facts are relevant. Evaluate the reasonable-
ness of any assumptions or representations. 
Relate the applicable law (including poten-
tially applicable judicial doctrines) to the rel-
evant facts, and then arrive at a conclusion 
supported by the law and the facts.

3. Advise clients about the import of the con-
clusions reached. This may include, for 
example, whether the taxpayer may avoid 
accuracy-related penalties if a taxpayer relies 
on the advice.

4. Act fairly and with integrity in practice before 
the IRS. (Enough said.)

Earned Income Credit

The earned income credit (EIC), which benefits 
low- and moderate-income workers and work-
ing families, varies by income, family size, and 
filing status. The credit was first created in 1975 
to offset the social security tax burden on very 
low-income workers and to provide an incentive 
to work.

The EIC is a refundable credit, so that it is pay-
able even when it exceeds the recipient’s income 
tax liability, and the IRS estimates that about 
80% of eligible people claim it. The IRS’s Report 
NR-701-98-11 says the EIC lifts about 6,600,000 
people out of poverty, half of them children. For 
2012 tax returns, the maximum EIC is $5,891.

Error Rate Is Substantial
More than 26,800,000 returns filed for 2010 
(the most recent figures available) claimed the 
EIC, for a total of about $59.5 billion. The IRS 
estimates that 23% to 28% of all EIC claims are 
erroneous in some way, costing the IRS (that is, 
taxpayers who pay taxes) up to $16 billion last 
year. This error rate, coupled with the fact that 
paid tax practitioners prepare two-thirds of the 
returns claiming the EIC, means that that the 
IRS’s focus on this issue is aimed squarely at the 
tax practitioner community.

A misinterpretation of the law causes some 
mistakes, other inaccuracies occur because the tax 
return preparer accepted a client’s information at 
face value, and some errors are blatant fraud. Tax 



542   ISSUE 2: RETURN PREPARATION

FIGURE 14.2 EIC Due Diligence Requirements

Requirement Tax Return Preparer Actions

1. Complete and 
submit the 
EIC eligibility 
checklist.

Complete Form 8867, Paid Preparer’s Earned Income Credit Checklist, to ensure that all EIC 
eligibility criteria are considered.

Complete the checklist based on the information provided by the client.

New: If a return or claim for refund is filed electronically, submit Form 8867 to the IRS 
electronically with the return.

New: If a return or claim for refund is not filed electronically, attach the completed form to 
the paper return that is filed.

2. Compute the 
credit.

Complete the EIC worksheet from the Form 1040 instructions; or Publication 596, Earned 
Income Credit; or a document with the same information. The worksheet shows the 
income that is included in the computation, such as self-employment income, total earned 
income, investment income, and adjusted gross income. Most tax preparation software 
includes the worksheet.

3. Know the law 
and facts.

Know the law and use that knowledge of the law to ask clients the right questions to get all 
relevant facts. 

Take into account what the client says and what is known about the client. 

Not know (or have reason to know) that any information used to determine the client’s 
eligibility for (or the amount of) EIC is incorrect, inconsistent, or incomplete.

Make additional inquiries if a reasonable and well-informed tax return preparer would 
know the information is incomplete, inconsistent, or incorrect.

Document any additional questions asked and the client’s answers at the time of the 
interview.

4. Keep records. Keep a copy of the completed Form 8867 and the EIC worksheet, plus a record of any 
additional questions that were asked and the client’s answers to those questions.

New: Keep copies of any documents the client provided that were used to determine 
eligibility for (or the amount of) the EIC.

New: Verify the identity of the person providing the return information and keep a record of 
who provided the information and when it was received.

New: Keep the records in either paper or electronic format, but be sure they can be 
produced if the IRS asks for them.

New: Keep the records for 3 years from the latest date of the following four dates that 
applies:

1. The original due date of the tax return (not including any extension of time for filing)

2. For electronically filed returns or claims for refund, the date the tax return or claim for 
refund is filed

3. For returns or claims for refund that are not filed electronically but are signed as the 
paid return preparer, the date the tax return or claim for refund is presented to the 
client for signature

4. For returns or claims for refund that another preparer completes and signs as paid 
preparer, the non-signing preparer must keep records for the part of the return the non-
signing preparer completes for 3 years from the date the partial return information is 
submitted to the signing tax return preparer
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Case Study
Annie Hemmingway, a U.S. citizen, is a new cli-
ent for Judy Preparer this year. She completed 
the client questionnaire that Judy’s office staff 
provided to her, but she did not bring a prior-
year return for Judy to review. Annie stated that 
she has not filed a return for many years because 
she had not earned any income, but she said she 
now cleans houses and earned $12,000 in 2012.

Online Training for EIC 
Due Diligence

The practitioner community requested training 
material about the EIC due diligence require-
ments, and the IRS listened. An online training 
module is accessible at www.eitc.irs.gov/rptool 
kit/ddmodule/. It includes interactive scenarios 
that walk tax practitioners through scenarios that 
include due diligence actions. Enrolled agents 
(EAs) and registered tax return preparers (RTRPs) 
can receive 1 continuing education credit if they 
pass the test at the end of the module.

Practitioner
Note

FIGURE 14.3 Excerpt from Annie Hemmingway’s Client Questionnaire

Judy needs to ask Annie the following ques-
tions and document the responses to ensure the 
accuracy of the EIC on Annie’s tax return.

Question 1.
Did anyone else live in the household with you 
and your daughters in 2012?

Answer 1.
No, we lived with my mother for many years, but 
she passed away in December of last year.

Analysis

This is a reasonable explanation of why Annie 
did not have income in previous years, and it 
adds credibility to the statement that she is not 
living with someone else who is also supporting 
the children, such as their father.

Question 2.
Did you receive a Form 1099-MISC for the 
income you earned?

Answer 2.
No, I cleaned several different houses, but no one 
gave me any forms.

Question 3.
Do you have any written records of the income 
that you earned?

Answer 3.
Not really, but I know how much I made.

Question 4.
How much did you charge for each house?

Answer 4.
I charged $60 per house.

file:///Users/fotikutil/Desktop/FotiPublishing/LGUTEF/Taxbook2012/to_flow/www.eitc.irs.gov/rptoolkit/ddmodule/
file:///Users/fotikutil/Desktop/FotiPublishing/LGUTEF/Taxbook2012/to_flow/www.eitc.irs.gov/rptoolkit/ddmodule/
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income an individual derives from any trade 
or business the individual carries on minus the 
allowable deductions that are attributable to the 
trade or business. Because net earnings from self-
employment are included in earned income for 
EIC purposes and are defined by cross-reference 
to I.R.C. § 1402(a), the revenue ruling applies 
equally to the EIC.

Schedule C (Form 1040)

In its studies of the tax gap, the IRS has (unsurpris-
ingly) found that income reporting compliance 
is far higher when income is subject to informa-
tion reporting. For example, the net misreporting 
percentage (NMP) is about 1% for wage income 
that is subject to substantial information reporting 
and tax withholding. The NMP is about 8% for 
amounts that are subject to substantial informa-
tion reporting but no withholding. For amounts 
that are subject to little or no information report-
ing, such as business income, the NMP is 56%.

The IRS is continuing a hands-on effort to 
heighten tax return preparers’ awareness of their 
responsibilities when they are preparing returns 
reporting SE income. This effort includes letters 
sent before each of the past three filing seasons to 
thousands of preparers and in-person visits from 
revenue agents to some of these preparers to con-
firm that the preparers are complying with appli-
cable standards.

The letters sent to selected preparers of 
returns including a Schedule C (Form 1040) 
informed these preparers that a review of the 
individual income tax returns they prepared for 
the prior year revealed that the returns contained 
a high percentage of attributes of returns typically 
found to have significant errors on Schedule C 
(Form 1040).

The letters reminded the preparers that tax-
payers may not fully understand the tax laws and 
may incorrectly believe they are entitled to claim 
deductions on Schedule C (Form 1040) for non-
qualifying expenditures. The letters identified 
three common problem areas:

1. Gross receipts that are not fully reported 
(books and records should be available for 
the tax practitioner to review to substantiate 
amounts reported)

Question 5.
Did you clean the same houses each week?

Answer 5.
No, it varied. I got more jobs as the year went on. 
I cleaned some of the houses weekly, some every 
2 weeks, and some only once.

Analysis

Without some way to reconstruct her earnings, 
Judy should not just accept a round number of 
$12,000 as income. Judy could work with Annie 
to reconstruct records if she has a calendar that 
she can check to determine her work schedule. 
Judy could also suggest an analysis of her bank 
statements if Annie states that she deposited all 
income earned into her account.

Question 6.
Do you have a record of your business expenses 
and a mileage log?

Answer 6.
No, I didn’t have any expenses for the business.

Question 7.
Who provided the cleaning supplies and 
equipment?

Answer 7.
The people I worked for had cleaning supplies.

Question 8.
How did you get to the jobs?

Answer 8.
I have a bus pass.

Analysis

It is unlikely that someone who is self-employed 
has no business expenses. Annie’s answers are 
a reasonable explanation for having minimal 
expenses, but Judy should ask additional ques-
tions while she is preparing Annie’s Schedule C 
(Form 1040) to ensure that all allowable expenses 
are claimed.

A tax return preparer must know and explain 
to self-employed clients that deducting business 
expenses is not optional for a self-employed 
individual. Rev. Rul. 56-407, 1956-2 C.B. 564, 
addressed the issue of whether taxpayers may 
omit allowable deductions in computing net earn-
ings for self-employment (SE) tax purposes, and 
it said they could not. I.R.C. § 1402(a) defines the 
term net earnings from self-employment as the gross 
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2. Expense deductions that are not ordinary and 
necessary business expenses

3. Expense deductions for amounts that were 
not paid or incurred during the tax year, or 
that were incorrectly computed

Required 
Substantiation

I.R.C. § 274(d) states that without substantiation, 
no deduction or credit is allowed under I.R.C. 
§ 162 or 212 for any travel expense (including 
meals and lodging while away from home); for 
any business gift; for any listed property [I.R.C. 
§ 280F(d)(4)]; or for any expense for an activity 
that is generally considered to constitute enter-
tainment, amusement, or recreation (or for a 
facility used for such an activity). 

The taxpayer’s own statement does not suffice; 
adequate records or other evidence must corrob-
orate the taxpayer’s statement. The documenta-
tion must include the amount of the expense; the 
time and place of travel, entertainment, amuse-
ment, recreation, or use of a facility (or the date 
and description of a gift); the business purpose of 
the expense; and the business relationship to the 
taxpayer of persons who are entertained, use the 
facility, or receive the gift.

Due diligence requires a tax return preparer to 
inquire about the existence of such records but 
not to audit them. A tax preparer may rely on the 
client’s statement that he or she has the required 
documentation unless the preparer knows—or 
there is a reason the preparer should know—that 
the client is not truthful. 

Form 1099 Issuance

A tax return preparer’s due diligence when pre-
paring a business return includes asking clients 
about payments to vendors and whether required 
information returns were prepared and filed. The 
IRS added two questions to the Form 1040 sched-
ules that report business income and to corpora-
tion and partnership returns for 2011:

■■ Whether the business made any payments 
that would require filing Forms 1099

■■ If such payments were made, whether the 
business has filed (or will file) all of the 
required Forms 1099

Practitioner
Note

These two questions require clients to verify 
that the necessary Forms 1099 have been (or are 
being) issued. Small businesses are often mysti-
fied by the rules for reporting payments made to 
vendors. A business is required to file Form 1099-
MISC, Miscellaneous Income, to report amounts 
of $600 or more that it paid for services or rent 
to an unincorporated business or individual. In 
general, businesses do not need to issue a Form 
1099-MISC for payments made to a corporation, 
unless the payments were made to a law firm, an 
attorney, or a health care provider.

Form W-9 Request
A business needs the payee’s name, address, 
and taxpayer identification number (TIN) when 
a Form 1099 is required. If the Form 1099 must 
be filed without the payee’s TIN, the filer is sub-
ject to a penalty for filing an incomplete report 
and is also liable for paying a 28% tax that should 
have been withheld from the reportable payment 
when the payee did not provide his or her TIN.

Form 1099 and Backup 
Withholding Rules

See Issue 4 in the “Business Issues” chapter of this 
book for an itemized list of payments that must 
be reported on Form 1099-MISC and a discussion 
of backup withholding requirements.

To avert this problem, a business should 
require vendors to furnish a Form W-9, Request 
for Taxpayer Number and Identification, before 
making a reportable payment. A completed 
Form W-9 shows whether the vendor is a corpo-
ration that is exempt from Form 1099 reporting; 
if reporting is required, the vendor should pro-
vide the information needed to file a Form 1099.

If the information provided by the vendor is 
later determined to be incorrect, the filer of Form 
1099 is protected from a penalty if the filer can 
produce a Form W-9 that the vendor provided.

Taxpayers who fail to file a Form 1099 can 
be assessed a penalty. Penalties for failing to file 
a Form 1099 have increased to as much as $100 
per payee statement not filed. This can quickly 
balloon to a large amount for a business with a 
large vendor base.

Cross-
Reference
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Question 3.
Did you prepare and file a Form 1099-MISC for 
them?

Answer 3.
No, I didn’t think we had to.

Analysis

Based on the additional information, Judy must 
now explain the Form 1099-MISC filing require-
ments to Josh. She must ensure that the Form 
1099 will be filed before she answers “Yes” to the 
questions on lines I and J of Schedule C (Form 
1040) or she will not have met her due diligence 
requirements. She should also explain to Josh the 
potential penalties for failing to file Forms 1099 
or filing them after the due date.

After Judy’s explanation, Josh states that he 
will have his wife fill out a Form 1099-MISC, 
because she handles all of the billing for his busi-
ness. Judy then checks “Yes” on lines I and J of 
Josh’s Schedule C (Form 1040), as shown in Fig-
ure 14.4. [The 2011 Schedule C (Form 1040) is 
shown because the 2012 form was not available 
at the time of publication.]

Case Study
Josh Steel, who owns a small painting business, 
brought his tax organizer and records to Judy Pre-
parer to have his return prepared. Judy noticed 
several payments in Josh’s checkbook to Broth-
ers Law Firm, Inc. totaling more than $5,000. 
Judy flipped through the rest of the records, but 
she did not see any Forms 1099. Based on what 
Judy saw—or more accurately, on what she did 
not see—the following questions are appropriate.

Question 1.
I noticed several checks written to a law firm; 
what were those payments for?

Answer 1.
We had a client threatening a lawsuit this year, so 
we hired the law firm to handle everything for us.

Question 2.
Did you obtain a Form W-9 from the firm?

Answer 2.
No, the firm said that it was a corporation, so I 
thought we didn’t need one.

FIGURE 14.4 Lines I and J of Josh Steel’s Schedule C (Form 1040)

In 2014, Josh contacts Judy because he has 
received a letter stating that his 2012 return has 
been selected for audit. One item identified in 
the audit letter is the entry on Schedule C (Form 
1040), line 17, “Legal and professional ser-
vices.” Josh admits that he never filed the Form 

1099-MISC for the law firm because he did not 
want to be assessed a late-filing penalty.

Josh now faces a higher penalty, and Judy 
could also be assessed a preparer penalty unless 
she can prove she exercised due diligence.

ISSUE 3: POST-FILING ASSISTANCE This issue discusses assistance to 
clients after returns are filed, if the returns are selected for examination or if 
the clients were unable to pay any balance due in full.

A tax professional’s commitment to his or her 
clients continues after the tax-filing season ends. 
The IRS issues millions of notices to taxpayers 
each year, and clients generally rely on their tax 
return preparers to assist them in resolving issues 
raised in these notices. The requirements of Cir-
cular 230 § 10.22 also do not end with preparation 
of a tax return. A tax practitioner must exercise 

due diligence “in determining the correctness of 
oral or written representations” the practitioner 
makes to the IRS and to clients. 
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The practitioner should notify the IRS exam-
iner in a timely manner that the practitioner has 
been retained to represent the client. Filing Form 
2848 tells the revenue agent that the client has 
a representative who knows the tax law. Expe-
rienced representatives can help limit the scope, 
length, and—to some extent—the outcome of an 
audit. This experience can save the client consid-
erable costs in representation fees, taxes, interest, 
and penalties.

Practitioner Should Be the Contact

The Taxpayer Bill of Rights (TBOR) was enacted 
and amended in Pub. L. Nos. 100-647, 104-168, 
and 105-206. (The IRS sends Publication 1, Your 
Rights as a Taxpayer, with audit notices.) One pro-
vision of the TBOR requires IRS employees to 
deal with the taxpayer’s representative after a 
POA is filed, rather than interviewing the tax-
payer directly [I.R.C. § 7521]. An IRS examiner 
must consult only with the representative unless 
the representative creates unreasonable delays 
during the audit process. The process for an 
examiner to bypass a representative requires IRS 
managerial approval and presents an opportunity 
for the representative to appeal the decision.

Clients must be informed that they should 
not speak directly to an IRS employee and they 
should allow the practitioner to be the con-
tact point with the IRS. IRS revenue agents are 
trained investigators who use interview tech-
niques and open-ended questions to encourage a 
taxpayer to talk. This can ultimately lead to more 
questions, more areas of concern, and more time 
spent answering questions about those concerns.

IRS examiners use the initial contact that 
is made to schedule a time for the audit as an 
opportunity to begin interviewing the taxpayer. 
Therefore, the representative—not the taxpayer—
should be the person who contacts the examiner 
to schedule the meeting. Representatives should 
not allow clients to appear or give testimony 
before any IRS official absent an administrative 
summons. 

Clear Understanding Needed  

To act for a client in an audit, a representative 
needs a clear understanding of how the client’s 
business affairs are conducted. The representative 
should interview the client, prepare responses for 

RTRP Limits on 
Representation

See pages 8–12 in the “IRS Issues” chapter of this 
book for a discussion of the limitations for RTRP 
practice before the IRS and the requirements for 
taxpayer authorizations.

Audit Representation

The IRS publishes enforcement statistics annu-
ally in its IRS Data Book, Publication 55B. The 
fiscal-year (FY) 2010 book reported that the IRS 
performed 462,131 field audits. The FY 2011 
book reported 525,380 field audits. (Field audits 
represent only a portion of total examinations—
about 27% in FY 2010 and about 30% in FY 2011. 
The majority of IRS examinations are conducted 
through correspondence.) Although the overall 
chances of a return being selected for examina-
tion are only about 1%, the likelihood of an audit 
grows with the taxpayer’s income.

Tax practitioners who represent taxpayers in 
an audit must know the taxpayers’ rights in order 
to effectively represent the taxpayers and protect 
those rights. Practitioners should not be afraid to 
ask questions and aggressively advocate for their 
clients when it is appropriate.

A tax practitioner’s ability to protect a client 
starts before a return is selected for audit, begin-
ning with the questions asked and the education 
provided to the client as the practitioner is prepar-
ing the client’s tax return. Tax practitioners can 
take vital proactive steps such as arming clients 
with an understanding of the tax law and commu-
nicating the importance of good recordkeeping.

Authorization for Representation
When a client notifies a tax practitioner that he 
or she has received a notice that items on a return 
are being questioned, the tax practitioner should 
immediately submit Form 2848, Power of Attor-
ney and Declaration of Representative, to both 
the IRS’s Centralized Authorization File (CAF) 
unit and to the IRS employee assigned to the 
audit. The tax practitioner should be sure that 
the power of attorney (POA) form covers all pos-
sible tax periods that could be opened during the 
audit, and if there are any related entities, that a 
POA is also filed for them.

Cross-
Reference
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Correspondence Audits
The representation rules for correspondence 
audits are the same as those for office audits 
and field audits. Correspondence audits are fre-
quently used for issues involving charitable giv-
ing, employee business expenses, and alimony. 
The IRS sends Letter 566 to the taxpayer request-
ing information about, and supporting documents 
for, specified items on the return. The entire pro-
cess occurs through correspondence.

Generally, the issues identified in a corre-
spondence audit are tax return entries that appear 
to be incorrect or have a high likelihood for a tax 
adjustment. An IRS software program, the Dis-
criminate Inventory Function (DIF) system, rates the 
probability for an adjustment based on similar 
returns or issues identified through prior audits or 
the National Research Program (NRP).

Timely Response Is Vital

A response is required within 30 days of the letter 
date. The response should include the support-
ing documents and a cover letter that details each 
document and provides any explanations that are 
necessary to validate the questioned items. If the 
representative needs additional time to gather the 
information and formulate the response, the rep-
resentative should contact the IRS at the phone 
number provided on the letter.

A timely response with the requested docu-
mentation is vital. After the IRS correspondence 
examiner reviews the response, he or she may 
send a Letter 692 and Form 4549, Income Tax 
Examination Changes, if there are still questions 
about some of the items. Letter 692 gives the tax-
payer an opportunity to provide additional infor-
mation or to agree with the proposed decision. 
Letter 692 generally requires a response within 
15 days.

The next step, Letter 531, is a notice of defi-
ciency. It explains the IRS’s determination of 
additional tax due for the tax year and provides a 
“ticket to Tax Court”—the taxpayer’s right to file 
a petition with the U.S. Tax Court within 90 days 
from the notice date.

all issues in the examination, and in fact audit the 
client’s records. 

At the initial meeting, the IRS employee 
should show an identification badge (not just a 
business card). If an identification badge is not 
offered, the representative should request to see 
it. If the appointment involves two or more IRS 
agents or a special agent (a criminal investigator, 
distinguished by a gold badge), the representative 
needs to quickly ascertain what type of contact is 
being made and be very cautious. If necessary, 
the representative can cancel the appointment 
and reschedule to obtain legal counsel. (Repre-
sentatives have a right to terminate any interview 
to obtain counsel, including criminal investiga-
tion contacts.)

A representative’s job as the POA is to zeal-
ously defend the client’s rights. This means that 
a representative must know his or her limitations 
and know when to seek specialized help.

The I.R.C. § 7525 tax practitioner privilege 
rules are limited to noncriminal proceedings. A 
representative must determine the type of audit 
that is being conducted to ensure he or she can 
properly represent the client.

Examination  
Employees

The IRS examination division has two different 
categories of employees who audit tax returns.

■■ A tax compliance officer (TCO) handles 
office audits. TCO audits usually involve 
wage earners or taxpayers with a basic 
Schedule C (Form 1040). The issues are 
generally uncomplicated, and the audits 
are performed in the TCO’s office.

■■ A revenue agent (RA) handles audits that 
are beyond the scope of a TCO. RAs work 
in the field at either the practitioner’s or 
the taxpayer’s office. RAs may audit indi-
viduals, but most of their work involves 
businesses. The issues are generally more 
complex and can include multiple related 
entities.

Practitioner
Note
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gives a representative an opportunity to reach an 
agreement regarding the audit’s scope. Opening 
additional years for audit is a scope issue. Sub-
stantial changes in a return under examination 
can warrant review of the same issues on the next 
year’s return, but if the examiner wants to audit 
more than 3 years, he or she must have manage-
rial approval and a substantial reason. 

An IRS examiner generally uses preestab-
lished interview questions as a starting point, so 
a taxpayer’s representative should be sure that he 
or she is ready to answer those questions. Figure 
14.5 lists information that is typically requested 
for small businesses.

Office and Field Audits
Representatives should ask up front why the 
return was selected for an IRS audit. The selec-
tion could result from a DIF score, it could result 
from third-party documentation or information, 
or it could be part of an IRS project (such as the 
NRP) that selects returns to study similar taxpay-
ers (a market segment) and thus is not related to 
possibly questionable entries on the specific tax-
payer’s return.

IRS examiners perform a cursory review of 
the return before contacting the taxpayer, so they 
know the areas they plan to review. Discussing 
this with the examiner at the beginning of an audit 

The IRS’s 10 Deadly Sins

IRS employees must not ever intentionally 
or knowingly violate a taxpayer’s rights. Dur-
ing widely televised Senate hearings in 1997, 
taxpayers testified that the IRS was abusive 
and used tactics that bordered on harassment, 
ignoring taxpayer rights.

Ultimately, Congress passed the IRS 
Restructuring and Reform Act of 1998 (RRA 
’98), Pub. L. No. 105-206, which included 
provisions known within the IRS as the 10 
deadly sins. RRA ’98 § 1203(a) requires an 
IRS employee to be fired if there is a final 
administrative or judicial determination that 
the employee committed any of the follow-
ing acts in the performance of the employee’s 
official duties:

1. Willfully failing to obtain required 
approval signatures on documents autho-
rizing the seizure of a taxpayer’s home, 
personal belongings, or business assets

2. Providing a false statement under oath 
with respect to a material matter involv-
ing a taxpayer or taxpayer representative

3. Violating any right under the U.S. Con-
stitution or any civil right established 
under law with respect to a taxpayer, tax-
payer representative, or other employee 
of the IRS

4. Falsifying or destroying documents to 
conceal mistakes made by any employee 
with respect to a matter involving a tax-
payer or taxpayer representative

5. Assault or battery on a taxpayer, taxpayer 
representative, or other IRS employee if 
there is a criminal conviction or a final 
judgment by a court in a civil case with 
respect to the assault or battery

6. Violating the Internal Revenue Code, 
regulations, or policies of the IRS (includ-
ing the Internal Revenue Manual) for the 
purpose of retaliating against, or harass-
ing, a taxpayer, taxpayer representative, 
or other employee of the IRS

7. Willfully misusing the provisions of the 
Internal Revenue Code for the purpose 
of concealing information from a con-
gressional inquiry

8. Willfully failing to file any tax return on 
or before the date prescribed therefore 
(including any extensions), unless such 
failure is due to reasonable cause and not 
to willful neglect

9. Willfully understating federal tax liability, 
unless such understatement is due to rea-
sonable cause and not to willful neglect

10. Threatening to audit a taxpayer for the 
purpose of extracting personal gain or 
benefit
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FIGURE 14.5 Audit Interview Questions 

Contact’s name and telephone numbers

Personal information

Primary taxpayer’s and spouse’s occupations and education levels

Names and dates of birth of dependents

Financial information

Bank account information (bank names and account numbers)

Accumulated cash? Investment accounts (stocks/bonds)?

Loan proceeds received?

Bartering income or expenses? Hobby income or expenses?

Partnership or corporation returns?

Internet website or sales?

Foreign investments or foreign income?

Business information

What does the business do? When was the business started? Is the business still operational?

Where does the business operate? Does the business own or rent office space?

Who manages the business? Who is responsible for recordkeeping?

Were sales smaller in the audit year than in the prior year?

What documentation is used to record a sale?

Are all sales receipts deposited into a financial institution? How often are deposits made?

Does the business receive any cash payments? Credit card payments? Any e-commerce or electronic receipts or 
payments?

Does the business keep a petty cash fund?

Are business and personal funds commingled?

What recordkeeping methods are used to record business transactions? Computerized accounting system? 
Numbered sales invoices? Purchase receipts?

What documentation is provided for tax preparation services?

Does the business have employees? If yes, about how many?

Were employment tax returns filed? Employment taxes paid?

Did the business prepare and file required information returns (Forms 1099)?
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Face-to-Face Audit 

RAs and TCOs will ask to review documents 
and records that substantiate items on the return. 
After the initial meeting, RAs usually issue infor-
mation document requests (IDRs) that list specific 
items they want to review and a deadline for the 
practitioner to provide them. Practitioners should 
request an IDR if the agent simply asks for docu-
ments verbally.

Working with an IRS agent to expedite an 
audit is usually beneficial to the client and the 
IRS, but sometimes a representative needs addi-
tional time to properly represent the client. An 
explanation given to the RA or TCO is usually 
acceptable. A representative should not continu-
ally delay the proceedings for two reasons:

1. Circular 230 § 10.23 states that a practitioner 
“may not unreasonably delay the prompt dis-
position of any matter” before the IRS, so a 
failure to respond to IRS requests in a timely 
manner violates the conduct standards.

2. I.R.C. § 7521 allows the examiner (with his 
or her supervisor’s consent) to bypass a rep-
resentative and contact the client directly for 
any information necessary to complete the 
examination, with the explanation that the 
IRS believes the representative is responsible 
for an unreasonable delay or hindrance of the 
examination. I.R.M. § 4.11.55.3 provides the 
bypass procedures.

When the IRS is considering a bypass, the 
examination group manager sends Letter 4020 to 
the representative, advising the representative of 
his or her responsibilities under Circular 230 and 
providing an advance notice of a possible bypass. 
Copies of prior document requests, a list of out-
standing items, and a brief chronology of events 
are attached to the letter. A copy of this letter is 
not sent to the taxpayer.

When responding to an examiner’s inquiries, 
the representative should give decisive, on-point 
answers, rather than entering into open-ended 
discussions, because a representative’s statements 
can and will be used by the IRS. If a question 
seems irrelevant, representatives should inquire 
about the reason the question is being asked or 
why the question is relevant to the audit. Rep-
resentatives should always ask politely, respect-
fully, and professionally, and most examiners will 
respond just as professionally. This will usually 

open up dialogue and provide insight into the 
examiner’s thought process.

Sampling  
of Records

When the requested taxpayer records are volu-
minous, a representative may ask the agent to 
perform a sampling of the records rather than 
reviewing every single receipt. This will save time 
for both the IRS and the taxpayer’s representative.

Income Analysis

Both income and expenses are the focus of many 
examinations. The IRS may use an indirect 
method, such as the bank deposit method, to esti-
mate total income. An examiner using the bank 
deposit method totals all deposits made to a bank 
account over a specified period (usually 1 year) 
and then subtracts amounts that are known to 
be excludable from gross income (such as loans 
and gifts) and compares the result to the income 
reported on the tax return. If the deposits exceed 
the amount shown on the tax return, the exam-
iner will propose an adjustment to the taxpayer’s 
income.

While preparing for an audit, a representa-
tive should complete an income analysis of the 
client’s bank deposits. This provides an opportu-
nity to obtain explanations if there seems to be a 
discrepancy so that the representative is prepared 
for the meeting with the examiner. The income 
analysis can be used as a baseline and, if benefi-
cial, submitted to the agent. The document could 
also be helpful during IRS appeals and, if neces-
sary, in the U.S. Tax Court.

Indirect Methods of 
Verifying Income

See pages 137–139 in the “Schedule C (Form 1040) 
Issues” chapter of this book for more information 
about indirect methods of determining income.

Practitioner
Note

Cross-
Reference
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If no agreement is reached, the next step is to 
file a protest (within the 30-day period from the 
date of Letter 525) with the IRS Appeals Office. 
An appeal must have a factual basis, presenting 
tax law arguments and summarizing the reasons 
for the disagreement. Form 12203, Request for 
Appeals Review, can be used for the protest if 
the proposed assessment for the tax year does 
not exceed $25,000. IRS Appeals Office hearings 
are informal, with no rules of discovery or formal 
written briefings of law. The appeals process is 
discussed in more detail later in this chapter.

Restrictions on 
Representation

Only attorneys, CPAs, and EAs may represent a 
taxpayer at an IRS Appeals Office conference. 
An RTRP may be a witness during the conference 
but cannot appear as a representative. See pages 
8–10 in the “IRS Issues” chapter of this book for 
more information about practice rights.

Tax Court Petition

If the taxpayer does not file a protest within the 
30-day period, a notice of deficiency (generally 
Letter 531, also called a 90-day letter) is issued. 
A representative must be mindful of the 90-day 
time frame, because there are no further appeal 
rights if that date is missed. (The taxpayer must 
then pay the tax and file a refund claim to con-
tinue the dispute.)

The notice of deficiency gives the taxpayer 
the right to file a petition with the U.S. Tax Court. 
The court cannot consider a petition that is filed 
late: It must be postmarked within the 90-day 
period, be properly addressed, and have correct 
postage. Further contacts with the IRS after a 
90-day letter is issued do not change the allow-
able period for filing the Tax Court petition. The 
representative does not have to actually count the 
days because the final date to petition the Tax 
Court is also shown on the notice of deficiency.

A representative who has not been admitted 
to practice before the Tax Court should work 
with the taxpayer to find a representative who has 
been admitted to practice before the Tax Court to 
assist in filing the petition.

Practitioner
Note

Missing Records
Taxpayer records can be lost when computers 
crash, when there is a casualty such as a flood or 
fire, and even when they are eaten by the dog. If 
a taxpayer does not have the original records to 
prove an expense, he or she can provide a written 
or oral statement containing specific details of the 
expense, and present other supporting evidence. 

The taxpayer in Cohan v. Commissioner, 39 
F.2d 540 (2d Cir. 1930), was George M. Cohan, 
a theatrical producer, and the case involved his 
tax liabilities for 1918–1923. He failed to keep 
records but estimated that he spent $55,000 in 
travel and entertainment expenses. The Board of 
Tax Appeals (the predecessor to the Tax Court) 
refused to allow any deduction for the unsub-
stantiated expenses. The Second Circuit Court 
of Appeals held that some allowance should be 
made when it is obvious that the taxpayer has 
incurred a substantial amount of expenses.

In applying what is now known as the Cohan 
rule, the Tax Court will generally make some 
allowance for most business expenses if the tax-
payer’s testimony is found to be credible and there 
is a reasonable cause for the missing records.

Ironically, the Cohan rule no longer applies to 
travel and entertainment expenses because of the 
1962 enactment of I.R.C. § 274, which imposes 
specific recordkeeping requirements for these 
expenses.

Appealing the Result
After an audit is completed, the examiner will 
issue a report explaining the proposed adjust-
ments along with Letter 525, often called a 
30-day letter. A revenue agent report (RAR) for 
an unagreed case includes Form 886-A, Expla-
nation of Items, which lists the changes and the 
reasons for them, including tax law citations. If 
an adjustment involves a detailed computation, 
a worksheet is attached. Taxpayers who disagree 
with the proposed changes then have 30 days to 
protest. (In specialized examinations, the 30-day 
letter may be a different number than Letter 525.)

A representative’s first step in an unagreed 
audit is to meet with the examiner’s manager if 
that has not already occurred. If the Form 886-A 
explanation is not sufficient, the representa-
tive may request a copy of the examiner’s work 
papers to gain a better understanding of the IRS’s 
position on an unagreed item.
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Practice before the Tax 
Court

Practice before the Tax Court includes filing the 
petition. Any attorney who is in good standing 
with the highest court in his or her state may be 
admitted to practice before the Tax Court. A non-
attorney may be admitted to practice before the 
court if he or she passes a written examination 
given by the court. The examination is held at 
least every 2 years.

A representative who has not been admitted 
to practice before the Tax Court can still work 
with an attorney to complete the appeals process.

Sometimes a tax professional is first consulted 
after the audit process is complete and the dead-
line for filing a Tax Court petition has passed. 
When this occurs, there are still two avenues that 
might be pursued to reverse the assessment.

Audit Reconsideration

If the Tax Court petition deadline was missed, 
the representative may request audit reconsidera-
tion if there is new supporting information that 
was not previously provided to the IRS. Audit 
reconsideration requests are filed with the ser-
vice center where the original return was filed. 
If the taxpayer is an individual, Form 1040X, 
Amended U.S. Individual Income Tax Return, 
should be completed, with “Audit Reconsidera-
tion” entered in the top margin of page 1. Doc-
umentation supporting the taxpayer’s position 
should be attached.

Offer in Compromise (Doubt as to Liability)

Another option for continuing a dispute after 
the Tax Court petition deadline has passed is to 
submit an offer in compromise (OIC) based on 
doubt as to liability—a genuine dispute about the 
amount of the correct tax compared to the tax 
that has been assessed. The taxpayer’s offer must 
include supporting documentation or evidence 
identifying the reason why the taxpayer doubts 
the accuracy of the tax debt.

Form 656-L, Offer in Compromise (Doubt 
as to Liability), must offer some amount of tax 
payment, and it must include a written statement 
explaining why the tax debt (or portion of the 
tax debt) is incorrect. The IRS cannot accept an 
offer based on doubt as to liability if the tax was 

Practitioner
Note

established by a final court decision or judgment. 
If the IRS accepts an offer, the tax that is still 
owed can be reduced, but the IRS cannot refund 
any payments the taxpayer already made.

Example 14.1 Audit of Employee  
Business Expenses

Mary Evans is an outside salesperson for a phar-
maceutical company who uses her personally 
owned car to make sales calls. Her employer 
reimburses her at a rate of 27.5¢ per mile, and 
she is required to turn in a detailed log each 
week. Because Mary is reimbursed at a lower 
rate than the federal standard mileage rate (55.5¢ 
per mile in 2012), she is entitled to deduct the 
unreimbursed amount (another 28¢ per mile) as 
an unreimbursed employee business expense on 
Form 2106, Employee Business Expense, and 
ultimately on Schedule A (Form 1040), Itemized 
Deductions, as a miscellaneous expense subject 
to the 2% of adjusted gross income (AGI) floor.

Mary’s return was selected for audit in 2013, 
and she explained to the RA that she could not 
find her copy of the mileage logs because when 
she moved last year, the moving company lost 
some of her belongings. She had requested copies 
from her employer’s corporate office, but there 
had been several delays. The RA finally disal-
lowed the expense, telling her it was taking too 
long.

Mary received the audit report, the explana-
tion of changes, and a 30-day letter. Mary was still 
not able to obtain her records, so she received 
a notice of deficiency after her 30-day period 
elapsed, giving her 90 days to file a Tax Court 
petition. She can also still appeal within the IRS 
during the same 90 days, but that appeal will not 
stop the Tax Court clock from ticking. 

Preassessment Notices

There are a number of reasons the IRS sends 
notices to taxpayers. A notice may request pay-
ment of taxes, inform the taxpayer of a change 
to his or her account, or request additional infor-
mation. A notice normally covers a very specific 
issue and tax year.

Each IRS letter and notice offers specific 
advice about the taxpayer actions that are needed 



554   ISSUE 3: POST-FILING ASSISTANCE

reported on tax returns with information reported 
to the IRS by employers, banks, businesses, and 
other payers. More than 4,700,000 CP2000 
notices were issued in 2011 after more than 
1,800,000,000 information statements were 
matched against 141,000,000 individual income 
tax returns. 

A response is required. If a response is not 
submitted to the IRS by the due date shown on 
the notice (generally 30 days), the IRS assumes 
the proposed changes are correct and proceeds 
with an assessment. The reply needs to include 
pages 3 and 4 of the 10-page notice (the response 
form), along with documents that support an 
unagreed position.

The response form includes three options:

1. Option 1: I agree with all changes (I agree 
with the changes to my [tax year] tax return. 
I understand that I owe [$ amount] in addi-
tional tax, penalties, and interest).

2. Option 2: I do not agree with some of the 
changes (I’ve enclosed documentation to sup-
port the entries on my original return).

3. Option 3: I do not agree with any of the 
changes (I’ve enclosed documentation to sup-
port the entries on my original return).

If the IRS changes are correct, the taxpayer 
can agree to the changes by completing option 
1 and signing the response form. By agreeing to 
the changes, the taxpayer waives all rights to later 
appeal the change or file a Tax Court petition 
regarding those specific issues.

If the changes made by the IRS are not cor-
rect, the response to the notice should include a 
letter of explanation and supporting documents 
along with the response form. The representative 
should allow at least 30 days for an IRS response 
to the submitted information.

Sometimes the income items listed on a 
CP2000 notice may be correct, but the IRS’s tax 
computation is not correct. There could be addi-
tional deductions or previously unusable credits, 
farm income averaging, or a different capital gain 
tax calculation. A tax practitioner should recal-
culate the tax return with the new information to 
ensure that the tax correctly takes into account 
the nuances of the taxpayer’s return. 

to satisfy the inquiry. Some notices contain statu-
tory time frames and deadlines that require a 
timely response.

A notice number is printed at the top of 
the first page of a notice and on the lower left-
hand side of the tear-off stub included with most 
notices. This number identifies the type of notice. 
Although the contents may vary somewhat, every 
notice with the same number has the same basic 
purpose.

Math Error Notice 
Practitioners should carefully review any math 
error notice that a client receives after filing the 
client’s return. If the IRS corrections are accu-
rate, no reply is necessary unless a payment is 
due. If the IRS changes are erroneous, a response 
is required within 60 days. A telephone call to 
the IRS Practitioner Hotline at 866.860.4259 can 
often resolve the issue. Written explanations may 
also be sent to the address on the notice. The 
practitioner should include any documents or 
information that the IRS needs to consider along 
with the tear-off portion of the notice.

Types of Math Error 
Notices

See pages 15–16 in the “IRS Issues” chapter of 
this book for more information about math error 
notices.

Nonfiler Notice
An IRS request for a taxpayer to file a tax return 
is usually the result of financial data the IRS has 
received from various sources that appear to war-
rant a return. The letter asks the taxpayer to file a 
return, send a copy of a return if the taxpayer had 
already filed, or explain why the taxpayer does 
not believe a return is necessary. A response is 
necessary to prevent the IRS from creating a sub-
stitute for return (SFR) to assess the tax the IRS 
believes is owed.

CP2000 and CP2501
Each year millions of taxpayers receive a CP2000 
notice proposing changes to tax liability based on 
a document-matching program that compares 
the income, payments, credits, and deductions 

Cross-
Reference
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in full or initiate an alternative resolution, such 
as an installment agreement. Some notices may 
be accelerated, depending on the circumstances, 
including the taxpayer’s history of noncompli-
ance. After nonstatutory notices are sent, the IRS 
issues statutory notifications so that enforcement 
activities, such as bank account or wage levies, 
can begin.

Letter 1058 (LT 11)
Letter 1058 is the legally required notice of the 
IRS’s intent to levy a taxpayer’s bank accounts, 
wages, SE income, social security benefits, or 
other income or assets [I.R.C. § 6331(d)]. The 
letter also notifies the taxpayer that the IRS will 
begin searching for other assets to levy and that 
the IRS may file a notice of federal tax lien. The 
lien gives the IRS a legal claim to the taxpayer’s 
property as security or payment for the tax debt.

Unless the taxpayer has ignored the earlier 
notices, alternatives to immediate full payment 
(such as installment agreements) should have 
been explored already. The notice of intent to 
levy gives taxpayers another opportunity to sug-
gest a means of resolving the debt without a levy.

Taxpayers have 30 days from the date of the 
notice to pay the debt or appeal. The appeal—a 
request for a collection due process (CDP) hear-
ing—may be based on a dispute over whether the 
balance due is outstanding (for example, because 
payment was previously made) or a request for an 
alternative collection method, such as an install-
ment agreement or an OIC. An innocent spouse 
defense (explained later in this chapter) can also 
be raised in a CDP hearing.

Disagreement That  
the Tax Is Owed

A CDP hearing request cannot be based on a tax 
law dispute unless the taxpayer did not receive a 
notice of deficiency for the liability and did not 
have another prior opportunity to disagree with 
the amount owed.

Example 14.4 CDP Hearing  
Will Not Reopen Audit

Timothy B. Late decided to represent himself 
through an audit. At the conclusion of the audit, 
he received a notice of deficiency that he set 

Practitioner
Note

Example 14.2 Cancellation of Debt Income

In 2011, Jack N. Box received a Form 1099-A, 
Acquisition or Abandonment of Secured Prop-
erty, when the foreclosure process of his home 
was complete. Jack did not take the Form 1099-A 
to Judy Preparer because he thought he did 
not have to pay tax on the cancellation of debt 
income (CODI) when the encumbered property 
had been his home.

In 2012, Jack received a CP2000 notice pro-
posing an additional tax based on the amount of 
canceled debt reported on the Form 1099-A. The 
notice proposed to increase his taxable income 
and then recompute several deductions and cred-
its based on the higher AGI.

Although the CP2000 accurately listed an 
information document that was not reported 
on Jack’s return, the proposed tax increase was 
inaccurate because Jack qualified to exclude the 
CODI using the I.R.C. § 108 qualified principal 
residence exception. Judy completed Form 982, 
Reduction of Tax Attributes Due to Discharge 
of Indebtedness (and Section 1082 Basis Adjust-
ment), and responded to the IRS to show that 
Jack did not owe any additional tax. 

Example 14.3 Gambling Winnings

Gail Warning received a CP2000 notice that pro-
posed additional tax for several Forms W-2G, 
Certain Gambling Winnings, that she received 
from casinos. Although the income had been 
omitted from the original tax return, Gail also 
had substantial gambling losses that far exceeded 
her winnings that were not reported on the origi-
nal return. When she consulted Judy Preparer, 
Judy completed an amended Schedule A (Form 
1040), Itemized Deductions, so that the gambling 
income became a wash on Gail’s federal return. 
Judy had to advise Gail that she needed to amend 
her state tax return and she would owe state tax, 
because the state tax return did not allow gam-
bling loss deductions.

Collection Notices

After a tax is assessed, the IRS begins collec-
tion action for any unpaid amounts. A series of 
notices are sent to the taxpayer at about 5-week 
intervals to give the taxpayer time to pay the tax 



556   ISSUE 3: POST-FILING ASSISTANCE

employee’s decision through the Collection 
Appeals Program (CAP) if the taxpayer believes 
the action is improper. A rapid response to the dis-
puted action is required. The first step is request-
ing a conference with the employee’s manager. If 
no agreement is reached in that conference, the 
representative must inform the collection office 
within 2 business days that Form 9423, Collec-
tion Appeal Request, will be filed. The Form 9423 
must be postmarked within 3 business days of the 
conference or collection action may resume.

If the representative requests a conference 
and is not contacted by the manager or designee 
within 2 business days of making the request, the 
representative can submit Form 9423. Form 9423 
should be postmarked within 4 business days of 
the request for a conference, or collection action 
may resume.

There is no judicial review of a CAP decision.

Example 14.5 Request for CAP Hearing

Beautiful Curls Hair Salon owes back taxes and 
has been contacted by an IRS revenue officer 
(RO). After the salon owner, Kara Lott, received 
a “scary” notice from the RO, she went to Judy 
Preparer for help. Judy began working with Kara 
to get her back on track. Although Kara is now 
staying current with her tax payments, she just 
cannot pay the past-due taxes in full right now.

Kara received a Letter 1058 about 5 weeks 
before she turned to Judy. Judy formally 
requested in writing a monthly installment agree-
ment as a viable alternative to enforced collec-
tion. She hand-delivered the request to the RO, 
but 4 days later the RO went forward with a levy 
on the salon’s bank account.

Judy contacted the RO’s manager, who chose 
not to reverse the levy, so on the day of her confer-
ence call with the collection manager, Judy filed a 
Form 9423 claiming that the levy was improper.

Filing this protest does not stop enforced 
collection actions during the period the CAP 
hearing is pending. The IRS Appeals Office will 
review the case, and if it determines that the levy 
was improper because enforced collection should 
have been delayed for 30 days while Judy’s 
request for an installment agreement was consid-
ered, the IRS Appeals Office can direct an imme-
diate refund of the levy proceeds taken from the 
salon’s account. 

aside. During the next tax season, he brought 
a Letter 1058 that he had just received to Judy 
Preparer, looking for her advice. Judy reviewed 
the letter and explained to Timothy that because 
he failed to formally appeal the issues to the Tax 
Court within the required 90 days, he was barred 
from arguing those points during a CDP hearing.

Judy went on to explain that she could pro-
pose an alternative collection action by sub-
mitting an OIC based on doubt as to liability if 
Timothy could provide new information that was 
not previously reviewed in the audit. This would 
stop any collection enforcement activity while 
the OIC was being considered. 

As another option, Judy could file an audit 
reconsideration request, but there would be no 
hold on collection enforcement actions while it 
was being processed.

Appeal of Intent to Levy

A CDP hearing request is submitted by timely 
sending Form 12153, Request for a Collection 
Due Process or Equivalent Hearing, to the IRS 
address shown on the Letter 1058. If a representa-
tive files the request, a copy of the POA, as well 
as a copy of the notice of intent to levy, should be 
attached to Form 12153.

If a CDP hearing request is filed, the IRS must 
stop collection action for the tax listed on the 
request until the appeals hearing is concluded, a 
determination is made, and the subsequent 30-day 
period for the taxpayer to challenge an unfavor-
able determination in Tax Court has expired. 
Because enforcement action is barred during this 
time period, the collection statute expiration date 
(CSED) is extended during this time period. The 
CSED is normally 10 years from the date a tax is 
assessed.

If the taxpayer fails to request a CDP hear-
ing within the 30-day period after the IRS issues 
the notice of intent to levy, Form 12153 can still 
be filed to request an equivalent hearing. The 
hearing process is comparable to a CDP hearing, 
but an equivalent hearing request does not bar 
the IRS from proceeding with a levy, it does not 
suspend the 10-year period for collecting the tax, 
and there is no right to a Tax Court appeal.

Appeal of Employee’s Action

Even after a levy has been made or a lien has 
been filed, a taxpayer can appeal a collection 
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Letter 1153
I.R.C. §§ 3102 and 3402 require employers to 
withhold FICA and income taxes from employ-
ees’ wages, and I.R.C. § 7501 requires the withheld 
taxes to be held in trust. I.R.C. § 6672 provides 
that if the employer fails to pay the withheld 
taxes, certain individuals in the company may be 
personally liable for the taxes. A responsible per-
son is liable for a penalty equal to 100% of the tax 
evaded, or not collected, or not accounted for and 
paid over. Similar rules apply for federal excise 
taxes that a business collects from customers.

Letter 1153, the trust fund recovery penalty 
letter, explains that the IRS’s efforts to collect the 
employment or excise taxes due from the busi-
ness named on the letter have not resulted in full 
payment of the liability. Therefore, the IRS pro-
poses to assess the trust fund penalty against the 
taxpayer.

If the taxpayer agrees with the penalty, the 
letter asks the taxpayer to sign Part 1 of Form 
2751, which is enclosed with the letter, and return 
it to the office that sent the letter. If the taxpayer 
does not agree with the penalty, a protest must be 
made within 60 days from the date of Letter 1153 
to appeal the IRS’s decision.

Example 14.6 Trust Fund Penalty for Unpaid 
Employment Taxes

Jenny Wright has been Carl Rong’s executive 
secretary for more than 10 years. She is so trusted 
by her employer that her name was added to the 
bank signature card so that she could sign checks 
at his direction when Carl was out of town. This 
was an infrequent occurrence.

Carl was president of Acme. In 2011, the 
business started struggling financially, and Carl 
began skipping employment tax deposits. He 
did not tell anyone (including Jenny) about the 
company’s problems. The RO assigned to collect 
the unpaid taxes quickly realized the business 
was in dire straits and began an investigation to 
determine who was personally responsible for 
not paying the taxes. The RO obtained copies of 
canceled checks and the signature cards from the 
bank and saw Carl’s name as expected. But the 
RO also saw Jenny’s name on the signature card 
and on several checks.

Therefore, the RO sent a Letter 1153 propos-
ing to assess the trust fund taxes to both Jenny 
and Carl. If Jenny does not appeal the proposal 

within the statutory 60-day time frame, the IRS 
will assess the trust fund penalty. 

Office of Appeals

The IRS appeals process lets taxpayers contest 
both examination and collection determinations. 
The IRS Appeals Office was created to provide 
a review process that is independent of other 
IRS divisions. Although appeals officers are IRS 
employees, the Appeals Office reports directly to 
the IRS commissioner and not to the operating 
divisions that assess and collect taxes. Appeals 
officers have the authority to override other IRS 
offices’ decisions and settle both examination and 
collection cases.

To represent taxpayers effectively and effi-
ciently, a tax practitioner must understand the 
separate functions and mandates of each IRS 
division. Simply stated, the examination and col-
lection divisions have no settlement authority 
and will not spend much time negotiating with 
practitioners or taxpayers. In contrast, the role of 
the IRS Appeals Office is to avoid the need for 
litigation by negotiating in situations where there 
is a reasonably perceived valid basis for argu-
ment. (Using the IRS Appeals Office solely to 
intentionally delay collection enforcement is not 
a valid reason, and it could be a violation of Cir-
cular 230 § 10.23, “Prompt disposition of pending 
matters.”) 

Goal Is Impartiality
The IRS Appeals Office’s mission is to “resolve 
tax controversies, without litigation, on a basis 
which is fair and impartial to both the govern-
ment and the taxpayer in a manner that will 
enhance voluntary compliance and public confi-
dence in the integrity and efficiency” of the IRS.

One of the most valued core ideologies within 
the IRS Appeals Office is to protect its impartiality 
and independence and not allow IRS personnel 
to sway the appeals officers’ decisions. Appeals 
officers look at each case objectively, with fresh 
eyes and from a different perspective than that of 
examination and collection employees.

The goal of a ban on ex parte communications 
is to prevent other IRS employees from interfer-
ing with the independence and objectivity of an 
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appeals officer’s decisions. Rev. Proc. 2012-18, 
2012-10 I.R.B. 455, provides guiding principles 
and some specific procedures effective for meet-
ings after May 15, 2012. In general, appeals 
officers may not discuss the strengths and weak-
nesses of the issues and the IRS positions in a 
case with IRS employees who are involved in the 
cases without providing the taxpayer or his or her 
representative an opportunity to participate.

Appeals personnel are permitted to contact 
examination or collection employees in minis-
terial, administrative, or procedural matters. In 
certain circumstances, appeals officers will con-
tact the taxpayer (or representative if a POA is on 
file) and request permission to communicate with 
other IRS personnel through a three-way call that 
allows the communication to be transparent.

The IRS Appeals Office can consider almost 
any reason for a disagreement except for moral, 
religious, political, constitutional, or conscien-
tious objections, or similar grounds.

IRS Appeals Office 
Employees

Three types of employees hear appeals. Each posi-
tion has different directives and limitations of 
authority.

■■ An account resolution specialist (ARS) can 
be based at an IRS service center. An ARS 
does not meet face-to-face with taxpay-
ers or representatives; all communication 
is by mail or telephone. An ARS case is usu-
ally limited to a specific issue and scope, 
such as penalty abatement appeals and 
adjustment requests for specific issues, 
like the disallowance of EIC.

■■ A settlement officer (SO) is usually a for-
mer revenue officer. SOs usually handle 
collection matters such as CDP and CAP 
hearings. An SO will also conduct inde-
pendent reviews under I.R.C. § 7122 for 
installment agreement requests that have 
been denied.

■■ An appeals officer (AO) is usually a for-
mer revenue agent. AOs usually conduct 
appeals conferences involving audits. 
They are usually based at IRS area offices, 
and they can meet face-to-face with prac-
titioners and taxpayers, although most 
conferences are held through phone calls.

Practitioner
Note

Examination Appeals 
During the 30 days after an audit report is issued 
and before a notice of deficiency is issued, a tax-
payer or representative can submit Form 12203 
for a proposed assessment that does not exceed 
$25,000 to the IRS office that proposed the 
examination changes. However, any formal writ-
ten statement can be a valid appeal request if it 
includes all of the pertinent data and if a reason-
able person would reasonably infer that the state-
ment is an appeal. 

If Form 12203 is not used, a representative 
should ensure that the appeal contains all eight of 
the following required items:

1. The taxpayer’s name and address
2. A statement that the taxpayer wants to appeal 

the examination findings to the IRS Appeals 
Office

3. The date and symbols from the IRS letter 
showing the proposed changes (or a copy of 
the letter)

4. The tax periods or years involved
5. An itemized list of the disputed proposed 

changes
6. The facts that support the taxpayer’s position 

on any disagreed issue
7. The law or other authority that is the basis for 

the taxpayer’s position
8. A signature under penalties of perjury

If the taxpayer signs the appeals request, the fol-
lowing declaration should be included:

Under penalties of perjury, I declare 
that I have examined the statement of 
facts presented in this protest and in any 
accompanying schedules and, to the best 
of my knowledge and belief, it is true, cor-
rect, and complete.

If a representative prepares and signs the pro-
test, he or she must include the following declara-
tion instead:

I am submitting this protest and the 
accompanying documents as a represen-
tative of [the taxpayer]. I know personally 
[or do not know personally] that the facts 
stated in the protest and accompanying 
documents are true and correct.
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The representative must include a copy of the 
POA with the protest.

Most IRS appeals conferences are conducted 
by telephone after the taxpayer’s correspondence 
is received. However, a practitioner can request a 
face-to-face meeting when filing the appeal. If the 
written protest reasonably requests an in-person 
conference (for example, because of voluminous 
records), the IRS will route the case to a local 
Appeals Office. A face-to-face meeting can also 
be requested during the telephone conference if 
a face-to-face conference appears to be needed, 
but if the appeals officer has already devoted a 
significant effort to the case, the officer may refuse 
to transfer the appeal.

If an appeals conference did not precede issu-
ance of the 90-day letter, the IRS Appeals Office 
will try to settle the case after a Tax Court petition 
is filed and before the trial.

Mediation Programs 

Optional fast-track mediation programs are avail-
able to resolve some issues relatively quickly 
before the original examination is closed. Infor-
mation about these programs is accessible at www 
.irs.gov/Individuals/Alternative-Dispute 
-Resolution and in Publication 4167, Appeals—
Introduction to Alternative Dispute Resolution.

Collection Action Appeals
An IRS Appeals Office hearing can be requested 
when a taxpayer is threatened with enforced col-
lection action and all administrative remedies 
have been exhausted with the assigned RO. A 
threat of enforced collection action can be an oral 
statement by the RO or a letter or notice.

Practitioner
Note

Current Compliance in 
Tax Payments

When a collection case is appealed, the settlement 
officer will check to see if the taxpayer is com-
pliant with current tax obligations. If new delin-
quencies have arisen, taxpayers must resolve the 
problem before the IRS Appeals Office can agree 
to an enforced collection alternative such as an 
installment agreement. A representative working 
with the taxpayer must try to determine the cause 
of the nonpayment and help the taxpayer insti-
tute a system to ensure future compliance. 

As explained earlier in this chapter, a CDP 
hearing can be requested by timely filing Form 
12153. If the CDP hearing result is unfavorable, 
the taxpayer will be given a determination letter 
allowing 30 days to petition the Tax Court for a 
judicial review. All IRS collection action is still 
barred until the court’s final determination. Dur-
ing this period, interest and penalty continue to 
accrue, and the CSED continues to be suspended.

Time Frame

An appeals hearing request is not a quick reso-
lution to the taxpayer’s issue. The IRS says the 
taxpayer or representative should hear from an 
IRS Appeals Office employee within 90 days 
after the appeal request is filed. With the IRS 
Appeals Office’s current workload, the wait for 
a hearing and determination could be anywhere 
from 90 days to a year [www.irs.gov/Individuals 
/What-Can-You-Expect-from-Appeals%3F].

If a representative has not heard from the 
IRS Appeals Office within 90 days after filing the 
request, he or she should contact the IRS office 
to which the appeal request was sent to deter-
mine the date the case was forwarded to the IRS 
Appeals Office. If more than 90 days has gone 
by and there is no known delay, that IRS office 
can contact the IRS Appeals Office for a time 
frame for the initial IRS Appeals Office contact. 
An IRS Appeals Office account resolution spe-
cialist (AARS) in the IRS Fresno Appeals Office 
at 559.456.5931 (not a toll-free number) can also 
research the IRS Appeals Office database to 
determine if a case has been assigned to an IRS 
Appeals Office employee, and if so, the AARS 
can provide the employee’s name and telephone 
number for a direct contact.

Practitioner
Note

http://www.irs.gov/Individuals/Alternative-Dispute-Resolution
http://www.irs.gov/Individuals/Alternative-Dispute-Resolution
http://www.irs.gov/Individuals/Alternative-Dispute-Resolution
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Next Step after Appeals

Cases that remain unresolved at the appeals level 
generally can be reviewed by either a U.S. district 
court (if the tax has been paid) or the Tax Court 
(if the tax has not been paid). A tax attorney 
should be consulted if a judicial appeal is being 
considered.

Frivolous Appeals

Practitioners have a duty to represent taxpay-
ers in a professional manner. If a practitioner is 
aware that there is no real basis for a collection 
action appeal, the practitioner should advise the 
taxpayer appropriately and attempt to work with 
the RO to come to an agreement on an alterna-
tive option. When practitioners present frivo-
lous appeals, they run the risk of penalties being 
imposed on both the taxpayers and themselves.

ISSUE 4: RELIEF FROM JOINT LIABILITY This issue reviews the cir-
cumstances that can allow a spouse who filed a joint return relief from liability 
for some or all of the tax that is due on the joint return.

A significant modification of the standards for 
ethical relief was a New Year’s gift to taxpay-
ers when Notice 2012-8, 2012-4 I.R.B. 309, was 
issued on January 5, 2012. The notice provides a 
proposed revenue procedure that would update 
Rev. Proc. 2003-61, 2003-2 C.B. 296, but the IRS 
said it will apply the proposed guidance (rather 
than the established guidance) until the new 
guidance is finalized, unless a requesting spouse 
(that is, a spouse seeking relief from the liability) 
concludes that the previous guidance will yield a 
more favorable result.

When a joint return is filed, each spouse is 
jointly and severally liable for the tax, interest, 
and penalties arising from the return. The joint 
and several liability applies not only to the tax 
shown on the return when it was filed but also to 
any additional tax liability the IRS determines to 
be due, even if the additional tax arises from the 
income, deductions, or credits of only one spouse. 
Joint and several liability remains even if the tax-
payers later divorce and the divorce decree states 
that one spouse is solely responsible for the tax.

Categories of Relief

In limited circumstances, the IRS can relieve a 
requesting spouse or former spouse of some or all 
of the assessed liability. I.R.C. § 6015 allows three 
types of spousal relief:

1. Innocent spouse
2. Separation of liability 
3. Equitable relief 

Community Income on 
Separate Returns 

I.R.C. § 66(c) provides another form of equitable 
relief for married taxpayers who did not file a joint 
return but who lived in a community property 
state. This relief is discussed later in this chapter.

The innocent spouse provision relieves the 
requesting spouse from liability for paying the 
additional tax that is owed as a result of an audit 
because the other spouse underreported income 
or overstated deductions or credits [I.R.C. 
§ 6015(b)].

Separation of liability allows the additional tax 
owed as a result of an audit to be divided between 
between the spouses based on their individual 
items that resulted in the assessment [I.R.C. 
§ 6015(c)].

Equitable relief may provide relief when the 
requesting spouse is not eligible for relief under 
the innocent spouse or separation of liability pro-
visions. Equitable relief can apply for either audit 
assessments or tax that was reported on the joint 
return but was not paid [I.R.C. § 6015(c)].

A tax practitioner should prepare Form 8857, 
Request for Innocent Spouse Relief, as soon as a 
client becomes aware of a tax liability for which 
the client does not believe he or she should be 
responsible. Form 8857 must be filed within 2 
years of the date the IRS first attempts to col-
lect the tax from the requesting spouse, with an 
exception for equitable relief requests.

Practitioner
Note
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but she knew of her obligation to file returns, 
knew her husband filed the returns, and did not 
challenge them as filed. In fact, the Tax Court 
found that by requesting innocent spouse relief, 
the wife admitted that she had filed joint returns. 
(The court did grant relief for 3 of the 4 tax years 
at issue, but the wife did not meet an income 
requirement under the then applicable law for 
the fourth year.)

The courts also analyze a taxpayer’s intent and 
will find a return is a joint return if both spouses 
intended to get the benefits of joint return status. 
Actions that included endorsing the joint refund 
check and depositing it in her bank account led 
the Tax Court to conclude that whether or not 
the wife’s signature was valid, she consented to 
the filed joint return by accepting its benefits [Ash-
worth v. Commissioner, T.C. Memo. 1990-423].

Case Predated Spousal 
Relief Law

Federbush involved underreported income on a 
couple’s 1942, 1943, 1944, 1945, 1946, and 1948 
returns. Both spouses signed the returns for each 
year except 1944, when the husband signed his 
wife’s name as well as his own name to the return. 
The wife did not file a separate return for any 
year, and deductions attributable to her sepa-
rate ownership of real estate were included on 
the joint returns. The Tax Court found that the 
wife was not under duress to sign the returns and 
that “she had no intention that the 1944 return 
should actually be different from the returns filed 
for other years.”

The case predated the 1971 enactment of 
the first innocent spouse provision in the Inter-
nal Revenue Code, but it is likely that the joint 
return opinion would be the same today. (Before 
innocent spouse provisions were available, the 
only spousal relief possibility was invalidation of 
a joint return.)

A return signed by both spouses is not a valid 
joint return if either signature is executed under 
duress, because it is unfair to attach legal conse-
quences to an involuntary act. In Hiramanek v. 
Commissioner, T.C. Memo. 2011-280, the other 
spouse had physically assaulted and verbally 
abused the requesting spouse. When she refused 
to sign a joint return that included false deduc-
tions, her husband grabbed her arm and twisted 
it several times, struck her on the back of the head 

Observation

IRS Must Notify  
Other Spouse 

By law, the IRS must contact the other spouse 
when Form 8857 is filed [I.R.C. § 6015(h)(2)]. There 
are no exceptions, even for victims of spousal 
abuse or domestic violence. The IRS must allow 
the other spouse to participate in the process of 
determining whether spousal relief is appropri-
ate and must inform the other spouse of its pre-
liminary and final determinations regarding the 
request for relief. The IRS does not provide any 
contact information to the other spouse.

Joint Return Requirement

There is no joint liability if a joint return is not 
filed. A purported joint return is not always truly 
a joint return. The first step in assisting a client 
who is seeking relief under I.R.C. § 6015 is to 
determine whether a valid joint return was filed. 
If the return was not valid, that fact needs to be 
established with the IRS.

A joint return must contain the income and 
deductions of both spouses and be signed by 
both spouses. I.R.C. § 6064 presumes that a sig-
nature is authentic. However, in Federbush v. Com-
missioner, 325 F.2d 1 (2d Cir. 1963), aff’g 34 T.C. 
740 (1960), the court said that whether a return is 
treated as a joint return depends on the intention 
of the spouses, and not the presence or absence 
of their signatures.

The courts have historically used two meth-
ods to determine whether taxpayers intended to 
file a joint return:

1. A tacit consent analysis, which looks at whether 
a non-signing spouse consented to the joint 
return

2. A benefit and burden analysis that looks at 
whether the taxpayers’ actions (or refusals to 
act) reflect an intent to obtain the benefits and 
burdens of joint return status

If a return that appears to be a joint return is 
signed by only one spouse, courts have ruled that 
it is a joint return if the judges believe that the 
other spouse gave tacit consent. In McRae v. Com-
missioner, T.C. Memo. 1988-374, the requesting 
spouse did not sign or review any of the returns, 

Practitioner
Note



562   ISSUE 4: RELIEF FROM JOINT LIABILITY

spouse), but she still must satisfy the knowledge 
requirement, the fairness standard, and the fraud-
ulent transfer specification. 

Knowledge Standard
A spouse is considered to have known or had rea-
son to know of the understatement if he or she 
actually knew of the understatement, or if a rea-
sonable person in similar circumstances would 
have known of the understatement. A spouse 
actually knew of the erroneous item if he or she 
knew that an item of unreported income (includ-
ing bartering income) was received, knew of the 
facts that made an incorrect deduction or credit 
unallowable, or knew that the expense was either 
not incurred or not incurred to the extent shown 
on the tax return.

Domestic Abuse 
Exception 

A spouse who had actual knowledge may still 
qualify as an innocent spouse if the spouse can 
establish that he or she was the victim of domes-
tic abuse before signing the return, and because 
of fear of retaliation, the requesting spouse did 
not challenge the other spouse’s treatment of any 
items on the return.

The IRS will consider all facts and circum-
stances in determining whether a spouse had rea-
son to know of an understatement of tax due to an 
erroneous item. Partial relief can be granted when 
a portion of the understatement was unknown. 
Facts and circumstances include the following 
information:

■■ The nature of the erroneous item and its 
amount relative to other items on the return

■■ The taxpayers’ financial situation
■■ The requesting spouse’s educational back-
ground and business experience 

■■ The extent of the requesting spouse’s partici-
pation (if any) in the activity that resulted in 
the erroneous item

■■ Whether the spouse failed to ask (at or 
before the time the return was signed) about 
items that a reasonable person would have 
questioned

Practitioner
Note

with an open hand, pulled her hair with both 
hands, pushed her on the jaw, shoved her against 
the wall, threatened her with physical harm, and 
threatened that she would never see her children 
again if she did not sign the return. She placed a 
scribble in the signature line of the return. When 
he left on a business trip a week later, she filed 
a police report and obtained a restraining order. 
In holding that the joint return was not valid, the 
Tax Court noted that a long-continued course of 
mental intimidation could be an equally effective, 
and perhaps even more effective, form of duress 
as holding a gun to the other spouse’s head.

Innocent Spouse

A taxpayer—or representative—no longer has to 
decide which provision of I.R.C. § 6015 might 
be most applicable. Form 8857 simply asks for 
the facts, so that an IRS examiner can make that 
determination. But practitioners need to be aware 
of the distinctions between the different provi-
sions for relief from joint liability.

An innocent spouse [I.R.C. § 6015(b)] is 
relieved of the liability for audit assessments to the 
extent that income, deductions, credits, or basis 
was erroneously reported by the other spouse. 
The requesting spouse must not have known (or 
had reason to know) that the information on the 
original return was incorrect, it must be unfair to 
hold the requesting spouse responsible, and there 
must not have been a fraudulent transfer of prop-
erty between the spouses.

Example 14.7 Erroneous Items  
of Other Spouse

Mary Mayi’s husband, John, a cash-basis sole 
proprietor, deducted $10,000 of advertising 
expenses on the Schedule C (Form 1040) that 
was part of their joint return, but he did not pay 
for any advertising. He deducted another $1,000 
that he did pay, but the expense was a fine for 
operating a motor vehicle while intoxicated. He 
also claimed a $4,000 deduction for security costs 
related to his home office, but the costs were vet-
erinary and food costs for family’s two Yorkies. 
No factual argument can be made to support the 
deductibility of any of the three false deductions. 
If the return is audited and the deductions are 
disallowed, Mary meets the first criterion to be 
an innocent spouse (erroneous items of the other 
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Kim the money several years after he received it 
and even if Kim had no knowledge of the source 
of the funds.

A request for innocent spouse relief will not 
be granted if the IRS proves that the spouses 
transferred property to one another as part of a 
fraudulent scheme. A fraudulent scheme includes 
a scheme to defraud the IRS or another third 
party, such as a creditor, ex-spouse, or business 
partner.

Separation of Liability

I.R.C. § 6015(c) allows an individual who is 
divorced, legally separated, widowed, or living 
apart from his or her spouse (or former spouse) to 
be relieved of liability for any deficiency assess-
ment that is allocable to the other spouse. This 
relief will not be granted to the extent the tax-
payer had actual knowledge of spouse’s under-
statement, but there is no requirement to show 
that it is unfair to hold the requesting spouse lia-
ble for the entire tax.

Separation of liability is not available if the 
spouses are still married to each other and have 
shared the same household within the 12-month 
period before the date the requesting spouse files 
Form 8857.

A married couple are not members of the 
same household if they are living apart and are 
estranged. They are considered members of the 
same household if they reside in the same dwell-
ing, or if they reside in separate dwellings but 
are not estranged, and one is temporarily absent 
from the other’s household. An absence is consid-
ered temporary if it is reasonable to assume that 
the absent spouse will return to the household, 
and a household is maintained in anticipation of 
the absent spouse’s return. Examples of tempo-
rary absences include absences due to imprison-
ment, illness, business, vacation, military service, 
or education.

Relief by separation of liability will not be 
granted to the extent the requesting spouse had 
actual knowledge at the time the joint return 
was signed of any erroneous items causing the 
deficiency that would otherwise be allocable to 
the other spouse. This restriction requires actual 
knowledge and not merely a reason to know, and 

■■ Whether the erroneous item represented a 
departure from a pattern reflected in prior 
years’ returns 

Example 14.8 Limited Knowledge  
of Understatement 

At the time Timothy Grass signed the joint return, 
he knew that his wife, Susan, did not report 
$5,000 of gambling winnings on the return. She 
said she did not have to include it because she 
lost the entire amount while continuing to gamble 
the same day. The IRS examined the return the 
following year and determined that Susan’s unre-
ported gambling winnings were actually $25,000. 
Timothy cannot be an innocent spouse for the tax 
due on the $5,000, but if he can establish that he 
did not know (and had no reason to know) about 
the additional $20,000, he may qualify as an inno-
cent spouse for the understatement of tax due to 
the $20,000. 

Fairness Standard
The IRS will also consider all of the facts and 
circumstances to determine whether it is unfair 
to hold the requesting spouse responsible for the 
understatement. Circumstances that are con-
sidered include whether the requesting spouse 
received a significant financial benefit, directly 
or indirectly, from the understatement; whether 
the spouse received a tax return benefit from the 
understatement; whether the other spouse (or 
former spouse) deserted the requesting spouse; 
and whether the couple are now divorced or 
separated.

A significant benefit is any benefit in excess 
of normal support, which depends on the particu-
lar circumstances. Evidence of a direct or indirect 
benefit may consist of transfers of property or 
rights to property, including transfers that occur 
several years after the year of the understatement.

Example 14.9 Funds beyond Normal 
Support

Kim Chee received an outsized property settle-
ment from her husband, Larry, as part of an 
informal separation agreement. The funds can 
be traced to Larry’s lottery winnings, which were 
not reported on their joint return. Kim is consid-
ered to have received a significant benefit from 
Larry’s winnings. This is true even if Larry gave 



564   ISSUE 4: RELIEF FROM JOINT LIABILITY

the I.R.C. § 6502 collection statute of limi-
tations expiration date (generally 10 years 
after the tax was assessed).

b. Claims for credit or refund of amounts 
paid must be made before the I.R.C. 
§ 6511 refund statute of limitations 
expires. Generally, that period expires 3 
years from the time the return was filed 
or 2 years from the time the tax was paid, 
whichever is later.

4. No assets were transferred between the 
spouses as part of a fraudulent scheme by the 
spouses.

5. The nonrequesting spouse did not transfer 
disqualified assets to the requesting spouse.

6. The requesting spouse did not knowingly 
participate in the filing of a fraudulent joint 
return.

7. The income tax liability from which relief 
is being sought is attributable to an item of 
the other spouse, subject to the following five 
exceptions:
a. Attribution solely due to the operation of com-

munity property law. If an item is attribut-
able to the requesting spouse solely due 
to the operation of community property 
law, then for determining equitable relief 
the item is considered attributable to the 
nonrequesting spouse.

b. Nominal ownership. If the item is titled in 
the name of the requesting spouse, the 
item is presumptively attributable to the 
requesting spouse. This presumption is 
rebuttable.

Example 14.10 Nominal Ownership Rebuttal

In 2004, Ralph Roberson opened an IRA in his 
wife Marie’s name and forged Marie’s signature 
on the IRA documents. Ralph continued to make 
contributions to the IRA each year, and in 2009 
he took a taxable distribution from the IRA.

Ralph and Marie filed a joint tax return for 
2009 without reporting the IRA distribution. 
Ralph and Marie separated in 2010, and in 2012 
the IRS determined a deficiency relating solely to 
the IRA distribution.

Marie requests relief from joint liability. If 
she establishes that she did not contribute to the 
IRA, sign the paperwork relating to the IRA, or 
otherwise act as if she were the owner of the IRA, 

the domestic violence exception also applies to 
this actual knowledge standard.

Transfers of property between the spouses are 
also disqualifiers for separation of liability if the 
IRS proves that the spouses transferred property 
to one another as part of a scheme to defraud the 
IRS or another third party, or if the other spouse 
transferred property to the requesting spouse to 
avoid tax or the payment of tax. If this is proven, 
the tax liability allocated to the requesting spouse 
is increased by the fair market value (FMV) of the 
transferred property (called disqualified assets) on 
the date of the transfer. The increase is limited 
to the entire amount of the liability. A transfer is 
presumed to be for the avoidance of tax or pay-
ment of tax if the transfer is made within 1 year 
before the date the IRS sent the first letter of pro-
posed deficiency, but the presumption does not 
apply if the transfer was made under a divorce 
decree, separate maintenance agreement, or writ-
ten instrument incident to such an agreement.

Equitable Relief

If a requesting spouse does not qualify for inno-
cent spouse relief or relief by separation of liabil-
ity, he or she may still be relieved of liability for 
the joint return tax through equitable relief [I.R.C. 
§ 6015(f)]. Equitable relief may be granted for tax 
due because of an audit increase or because the 
tax properly reported on the return was not paid.

Threshold Conditions
A requesting spouse may qualify for equitable 
relief if he or she meets seven threshold condi-
tions. If the prerequisites are satisfied, the IRS will 
take into account all the facts and circumstances 
to determine whether it is inequitable to hold the 
spouse responsible for the joint return tax. The 
threshold conditions are as follows:

1. The requesting spouse filed a joint return for 
the tax year.

2. The requesting spouse is not eligible for inno-
cent spouse relief [I.R.C. § 6015(b)] or relief 
by separation of liability [I.R.C. § 6015(c)].

3. The request for relief is timely filed.
a. If the requesting spouse is applying for 

relief from a liability that remains unpaid, 
the request for relief must be made before 
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Example 14.12 Fraudulent Act

Joan Sneaker fraudulently accessed her husband 
Greg’s brokerage account and sold some stock 
that Greg had received individually in an inheri-
tance. Joan then deposited the funds from the sale 
into a bank account to which Greg did not have 
access. Greg and Joan filed a joint tax return for 
that year that did not report the income from the 
stock sale. The IRS later determined a deficiency 
based on the omission, and Greg requests relief 
under I.R.C. § 6015. The income from the sale of 
the stock generally would be attributable to Greg, 
but because Marie committed fraud with respect 
to Greg and the fraud was the reason for the omis-
sion, the tax liability is properly allocable to Joan.

Streamlined Determination
A requesting spouse who meets the seven thresh-
old requirements and also meets three other cri-
teria can be granted relief via a new streamlined 
determination procedure: 

1. The requesting spouse is no longer married to 
the nonrequesting spouse. (A widow or wid-
ower is not eligible for a streamlined determi-
nation if he or she is an heir to the spouse’s 
estate, and the estate has sufficient assets to 
pay the tax liability.)

2. The requesting spouse would suffer a signifi-
cant economic hardship if relief is not granted. 
(An economic hardship is an inability to pay 
reasonable basic living expenses.)

3. The requesting spouse did not know or have 
reason to know that there was an understate-
ment of tax on the return or that the other 
spouse would not pay the tax on the return. 
(The domestic abuse exception applies.)

In determining whether a requesting spouse 
should have known about an understatement or 
underpayment of tax, the IRS will consider the 
requesting spouse’s level of education, any deceit 
or evasiveness by the other spouse, the request-
ing spouse’s degree of involvement in the activity 
generating the income tax liability and his or her 
involvement in business and household financial 
matters, the requesting spouse’s business or finan-
cial expertise, and whether there were any lav-
ish or unusual expenditures compared with past 
spending levels. 

she has rebutted the presumption that the IRA is 
attributable to her.

c. Misappropriation of funds. If the requesting 
spouse did not know, and had no reason 
to know that funds intended for the pay-
ment of tax were misappropriated by the 
other spouse for the other spouse’s ben-
efit, the IRS will consider granting equi-
table relief even if some of the unpaid tax 
is attributable to an item of the requesting 
spouse. However, the relief will be lim-
ited to the extent the funds intended for 
payment were taken by the other spouse.

Example 14.11 Misappropriated Funds

In 2009, Scott and Amber Free filed a joint tax 
return with a $10,000 tax amount due. Amber 
had $5,000 in savings, and she borrowed the other 
$5,000. She gave Scott two checks for $5,000 each 
to pay their tax liability. Without telling Amber, 
Scott cashed one of the checks and spent it on 
himself. Scott and Amber were divorced in 2010. 
At the time they signed the joint return, Amber 
did not know and had no reason to know that the 
tax would not be paid. These facts indicate that it 
may be unfair to hold Amber liable for the $5,000 
underpayment. 

d. Abuse not amounting to duress. If the request-
ing spouse establishes that he or she was 
the victim of abuse before signing the 
return, and that, as a result of the prior 
abuse, the requesting spouse did not chal-
lenge the treatment of any items on the 
return or question the unpaid balance for 
fear of retaliation, the IRS will consider 
equitable relief even though the defi-
ciency or underpayment may be attribut-
able in part or in full to an item of the 
requesting spouse. (Abuse amounting to 
duress would void the joint return.)

e. Fraud committed by nonrequesting spouse. 
The IRS will consider granting relief 
notwithstanding that the item giving rise 
to the understatement or deficiency is 
attributable to the requesting spouse, if 
the requesting spouse establishes that the 
nonrequesting spouse’s fraud is the rea-
son for the erroneous item. 
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signing the return the requesting spouse knew 
of the nonrequesting spouse’s prior bankrupt-
cies, financial difficulties, or other issues with 
the IRS or other creditors, or was otherwise 
aware of difficulties in timely paying bills, 
this factor will generally weigh against relief. 
Domestic abuse will be considered for both 
understatements and underpayments.

Determination of 
Domestic Abuse

The IRS noted that abuse comes in many forms 
and can include physical, psychological, sexual, 
or emotional abuse, including efforts to control, 
isolate, humiliate, and intimidate the requesting 
spouse, or to undermine the requesting spouse’s 
ability to reason independently and be able to do 
what is required under the tax laws. The IRS will 
consider all the facts and circumstances in deter-
mining whether a requesting spouse was abused. 
The impact of a nonrequesting spouse’s alcohol 
or drug abuse is also considered in determining 
whether a requesting spouse was abused. 

Poverty Guidelines 

In determining economic hardship, the IRS will 
compare the requesting spouse’s income to the 
federal poverty guidelines (published by the U.S. 
Department of Health and Human Services) for 
the requesting spouse’s family size. The IRS will 
determine the amount, if any, of the spouse’s 
monthly income that exceeds the reasonable 
basic monthly living expenses. If the spouse’s 
income is below 250% of the poverty guideline, 
or if the spouse’s monthly income exceeds his 
or her reasonable basic monthly living expenses 
by $300 or less, this factor will weigh in favor of 
relief unless the spouse has assets that could be 
used to make payments toward the tax liability 
and still adequately meet the spouse’s reason-
able basic living expenses. If the spouse’s income 
exceeds these standards, the IRS will consider all 
facts and circumstances in determining whether 
the spouse would suffer economic hardship if 
relief is not granted. 

Practitioner
Note

Practitioner
Note

Factors That Are Considered
Notice 2012-8 lists seven factors that the IRS will 
weigh in considering whether a requesting spouse 
should be granted equitable relief if the spouse 
does not qualify for a streamlined determination. 
The degree of importance of each factor varies 
depending on the circumstances. The factors are 
designed as guides, and no one factor or a major-
ity of factors necessarily determines the outcome. 

1. Marital status—whether the requesting spouse 
is no longer married to the nonrequest-
ing spouse as of the date the IRS makes its 
determination. This factor is favorable if the 
requesting spouse is divorced or legally sepa-
rated from the nonrequesting spouse, is a 
widow or widower who is not an heir to the 
estate with sufficient assets to pay the tax, or 
has not been a member of the same house-
hold as the nonrequesting spouse at any time 
during the 12-month period ending on the 
date relief was requested.

2. Economic hardship—whether the requesting 
spouse would suffer a significant economic 
hardship if relief is not granted, applying rules 
similar to those for release of a levy in Treas. 
Reg. § 301.6343-1(b)(4). The IRS will con-
sider the requesting spouse’s current income, 
expenses, and assets, including whether the 
spouse shares living expenses with or has liv-
ing expenses paid by another individual. If 
denying relief will not cause the requesting 
spouse to suffer economic hardship, this fac-
tor is neutral.

3. Knowledge—whether the taxpayer knew or had 
reason to know about the items causing the 
understatement or the nonpayment of the 
tax. If the requesting spouse knew or had rea-
son to know of items giving rise to the under-
statement, this factor will weigh against relief, 
but actual knowledge will not be weighed 
more heavily than any other factor. For an 
underpayment, this factor will weigh in favor 
of relief if the requesting spouse reasonably 
expected the nonrequesting spouse to pay 
the tax liability reported on the joint return. 
This factor will weigh against relief if, based 
on facts and circumstances, it was not reason-
able for the requesting spouse to believe that 
the nonrequesting spouse would or could 
pay the tax within a reasonably prompt time 
after filing the return. For example, if prior to 
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Community Property States

Taxpayers who are married and live in commu-
nity property states—Arizona, California, Idaho, 
Louisiana, Nevada, New Mexico, Texas, Wash-
ington, and Wisconsin—generally must allo-
cate community income and expenses equally 
between both spouses if they file separate income 
tax returns. The IRS can find that a requesting 
spouse should not be liable for tax on his or her 
share of the other spouse’s community income 
items when the couple filed separate returns.

The threshold conditions are generally the 
same as those that apply for equitable relief for 
the requesting spouse when a joint return was 
filed. The income tax liability from which relief 
is being sought will be considered attributable to 
the other spouse if the item is attributable to the 
taxpayer solely due to the operation of commu-
nity property law. 

Eligibility for a streamlined determination is 
the same as for relief from joint liability, and the 
same factors (marital status, economic hardship, 
knowledge, and so forth) are considered if the 
requesting spouse is not eligible for a streamlined 
determination. 

Deadline for Requesting Relief

Relief can be granted under the innocent spouse 
or separation of liability provisions only if Form 
8857 is filed within 2 years after the date the IRS 
first attempts to collect the tax from the taxpayer. 
Collection activity means a notice of intent to 
levy against the requesting spouse, a refund offset 
against a joint liability, a suit by the United States 
against the requesting spouse for the collection of 
the joint tax liability, and the filing of a claim by 
the United States in a court proceeding (such as a 
bankruptcy proceeding) in which the requesting 
spouse is a party or which involves property of 
the requesting spouse.

Collection activity does not include a notice 
of deficiency, the filing of a notice of federal tax 
lien, or a demand for payment of tax. 

The 2-year rule for filing Form 8857 does not 
apply for equitable relief or relief from liability 
for the tax on community income. After losing 
several court cases, the IRS agreed to consider 
equitable relief as long as the statute of limitations 

4. Legal obligation—whether the requesting 
spouse or the nonrequesting spouse has a 
legal obligation to pay the tax because of a 
divorce decree or agreement. This factor will 
weigh in favor of relief if the nonrequesting 
spouse has the sole legal obligation to pay 
the tax, but it will be neutral if the requesting 
spouse knew or had reason to know, when 
entering into the divorce decree or agree-
ment, that the nonrequesting spouse would 
not pay the tax. This factor will weigh against 
relief if the requesting spouse has the sole 
legal obligation. In other circumstances, this 
factor is neutral.

5. Significant benefit—whether the requesting 
spouse received a significant benefit (beyond 
normal support) from the unpaid tax or item 
causing the understatement of tax. If the 
requesting spouse enjoyed the benefits of a 
lavish lifestyle, this factor will weigh against 
relief. If the nonrequesting spouse controlled 
the household and business finances or there 
was abuse, this mitigates this factor so that it 
is neutral. If only the nonrequesting spouse 
significantly benefited from the unpaid tax or 
item, this factor will weigh in favor of relief. If 
the amount of unpaid tax or understated tax 
was so small that neither spouse received a 
significant benefit, this factor is neutral.

6. Compliance with income tax laws—whether the 
requesting spouse has made a good faith 
effort to comply with federal income tax laws 
in subsequent tax years. If the requesting 
spouse is not compliant, this factor will weigh 
against relief. If the requesting spouse made a 
good faith effort to comply with the tax laws 
but was unable to fully comply (for example, 
the requesting spouse timely filed an income 
tax return but was unable to fully pay the tax 
liability due to his or her poor financial or eco-
nomic situation), this factor will be neutral.

7. Mental or physical health—whether the request-
ing spouse was in poor mental or physical 
health on the date he or she signed the return 
or at the time he or she requested relief. The 
IRS will consider the nature, extent, and dura-
tion of the condition. If the requesting spouse 
was in neither poor physical health nor poor 
mental health, this factor is neutral.
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Refunds

If a requesting spouse is granted relief, refunds 
are permitted under innocent spouse relief, are 
not permitted in separation of liability, and are 
permitted in limited circumstances under equi-
table relief.

The only payments that are refundable are 
those that the requesting spouse made with his 
or her own money. The requesting spouse must 
provide proof of those payments, such as cop-
ies of bank statements or canceled checks. No 
separate proof is required if the IRS offset the 
requesting spouse’s individual refund to pay the 
joint return tax. 

The availability of refunds is subject to the 
refund limitations of I.R.C. § 6511, as shown in 
Figure 14.6.

for collection is open if the issue is unpaid tax, or 
as long as the statute of limitations for a refund is 
open if the tax has been paid and the requesting 
spouse is seeking a refund [Notice 2011-70, 2011-
32 I.R.B. 135].

2-Year Time Frame 
Should Not Be Ignored

Because the IRS will automatically consider equi-
table relief if a requesting spouse does not qual-
ify for innocent spouse relief or separation of 
liability, the spouse may believe that there is no 
2-year period for filing Form 8857. A requesting 
spouse with significant income or assets needs to 
be aware that although he or she might qualify 
for separation of liability, for example, he or she 
might not meet all of the criteria for equitable 
relief. In addition, if all or part of the tax has been 
paid, there is often a 2-year statute of limitations 
for refund (discussed next).

Observation

FIGURE 14.6 Limitations on Refunds

If Form 8857 Is Filed Then the Refund Cannot Be More Than

Within 3 years after filing the return for 
which liability relief is requested

The portion of the tax paid within 3 years (plus any extension 
of time for filing the return) before Form 8857 is filed

After the 3-year period, but within 2 
years from the time the tax is paid

The tax paid within 2 years immediately before Form 8857  
is filed

Example 14.13 Nonfiling and Nonpayment

Mark and Carolyn Skiver were married for more 
than 20 years. Carolyn is employed and receives 
a Form W-2, Wage and Tax Statement, each year. 
Mark is self-employed.

Cash flow became tight in Mark’s business, 
and he did not pay all employment taxes and 
income taxes in 2006–2009. The Skivers also 
failed to file income tax returns with the IRS for 
2006–2009. Mark told Carolyn that the returns 
were prepared and filed, although Carolyn did 
not sign the returns.

In 2010, after the IRS prepared substitute 
assessments for the missing returns, the IRS issued 
a levy against Carolyn’s wages for unpaid taxes. 
The amount owed exceeded $100,000. Carolyn 
confronted Mark, and he admitted to not filing 
the returns, but he assured her he would take care 
of it. Mark prepared the returns and forged Car-
olyn’s signatures on them. Each return showed 

unpaid balances due, so the IRS continued the 
wage levy on Carolyn’s earnings.

Carolyn filed for divorce, and she filed sep-
arate 2010 and 2011 returns. Her withholding 
resulted in overpayments on those returns that 
were offset to pay the joint liabilities. In the final 
divorce decree issued in 2012, Mark was identi-
fied as responsible for all tax debts, and Carolyn 
filed Form 8857.

Carolyn does not qualify for innocent spouse 
or separation of liability relief because the tax 
due was not a result of an understatement on 
the returns Mark filed. She meets the threshold 
requirements for equitable relief under I.R.C. 
§ 6015(f). If the IRS determines that she is enti-
tled to such relief, she can receive a refund of the 
payments made through the wage levy and her 
refund offsets during the 2 years preceding the 
date she submitted Form 8857.
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Carolyn has similar problems with the state 
taxing authority. Some state laws include inno-
cent spouse provisions, and Carolyn should con-
tact the state revenue department to determine 
her options.

The fact that Carolyn did not sign the returns 
Mark submitted does not necessarily mean that 
the returns are not valid joint returns. Because 
Carolyn did not file separate returns for those 
years, she may be presumed to have given tacit 
consent to filing jointly.

FIGURE 14.7 Summary of Spousal Relief Provisions

Innocent Spouse
Separation of 

Liability Equitable Relief Community Property

Authority I.R.C. § 6015(b) I.R.C. § 6015(c) I.R.C. § 6015(f) I.R.C. § 66(c)

Type of returns Joint Joint Joint Married filing 
separately

Type of liability Understatement 
(deficiency) 

Understatement 
(deficiency) 

Understatement or 
underpayment 

Understatement or 
underpayment 

Special requirement Spousal relief  
unavailable under 
other provisions 

 

Refunds (subject to 
I.R.C. § 6511)

Available No refunds Available if payments were made solely by 
the requesting spouse 

Marital status Considered in 
determining if 
joint liability is 
unfair

Divorced, widowed; 
legally separated; 
or living apart for 
at least 12 months 
prior to request

Considered in streamlined determinations 
and equitable factors 

Knowledge Spouse must 
establish no 
knowledge or 
reason to know

IRS must establish 
actual knowledge  
to deny relief

Considered in streamlined determinations 
and equitable factors 

Unfairness All facts and 
circumstances 
considered

Not a factor Considered in streamlined determinations 
and equitable factors 

Streamlined 
determination 
criteria

1. No longer married 
to other spouse 

2. No knowledge or 
reason to know 
when return 
signed

3. Economic 
hardship

Equitable relief 
factors

. 1. Marital status
2. Economic status
3. Knowledge or 

reason to know of 
understatement or 
underpayment

4. Legal obligation
5. Significant benefit
6. Compliance with 

income tax laws
7. Mental or physical 

health
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well as subject to the sanctions for viola-
tion of the regulations in subpart C.

Unless otherwise a practitioner, how-
ever, an individual may not for compen-
sation prepare, or assist in the preparation 
of, all or substantially all of a tax return or 
claim for refund, or sign tax returns and 
claims for refund.

For purposes of this paragraph, 
an individual described in 26 C.F.R. 
§ 301.7701-15(f) is not treated as having 
prepared all or a substantial portion of the 
document by reason of such assistance.

Injured Spouse  

An injured spouse is a spouse whose portion of a 
joint refund was offset to pay the other spouse’s 
separate debt. See pages 17–18 in the “IRS Issues” 
chapter of this book for a discussion of injured 
spouse claims.

Cross-
Reference

FIGURE 14.7 Summary of Spousal Relief Provisions (continued)

Innocent Spouse
Separation of 

Liability Equitable Relief Community Property

Fraud Considered in 
determining if 
joint liability is 
unfair

Invalid if IRS 
shows spouses 
transferred assets 
in fraudulent 
scheme

Relief not available if spouse knowingly 
filed fraudulent return or assets were 
transferred as part of fraudulent scheme

Assets transferred 
between spouses 
for avoidance of 
tax or payment 

Considered in 
determining if 
joint liability is 
unfair

Allocation is 
increased by value 
of disqualified 
assets

Relief not available to extent of value of 
any disqualified assets

Time for filing Form 
8857

2 years from first 
collection activity 
against requesting 
spouse after July 
22, 1998

2 years from first 
collection activity 
against requesting 
spouse after July 
22, 1998

Collection statute for relief from balance 
due

Refund statute for refunds or credits of 
amounts paid

Judicial review Tax Court (If fully 
paid, district court 
or Court of Federal 
Claims)

Tax Court Tax Court Tax Court

 

ISSUE 5: CHANGES TO CIRCULAR 230 Tax advisers and consultants 
may be subject to IRS sanctions even if they never sign a tax return as a pre-
parer. Proposed changes to Circular 230 are generally practitioner-friendly.

A 2011 addition [T.D. 9527] to Circular 230 is 
part of the Treasury Department’s and the IRS’s 
efforts to foster an ethical environment for pro-
fessionals and taxpayers. Circular 230 § 10.8(c), 
“Application of rules to other individuals,” states, 

Any individual who for compensation 
prepares, or assists in the preparation of, 
all or a substantial portion of a document 
pertaining to any taxpayer’s tax liability 
for submission to the Internal Revenue 
Service is subject to the duties and restric-
tions relating to practice in subpart B, as 
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Concerns about 
Volunteer Preparers

Treas. Reg. § 301.7701-15 provides definitions of 
income tax return preparers, and paragraph (f) 
lists persons who are not considered tax return 
preparers. This list includes volunteers in the 
Volunteer Income Tax Assistance (VITA) and Tax 
Counseling for the Elderly (TCE) programs for the 
returns they prepare in those programs. Thus, the 
volunteers are not subject to the OPR’s oversight 
for those returns.

A recent audit report by the Treasury Inspec-
tor General for Tax Administration (TIGTA) found 
high error rates in VITA/TCE returns prepared 
with deductions for educator expenses, IRA con-
tributions, and business expenses, and it recom-
mended that the IRS establish minimum due 
diligence standards for volunteers preparing tax 
returns at VITA and TCE sites [TIGTA 2012-40-088 
(July 27, 2012)]. 

A prior-year study that uncovered unaccept-
able practices at a few VITA/TCE sites resulted 
in enhanced volunteer standards of conduct. 
Volunteers must now sign Form 13615, Volun-
teer Standards of Conduct Agreement—VITA/
TCE Programs, promising to comply with those 
standards.

Proposed Regulations

On September 17, 2012, proposed amendments 
to Circular 230 were published in the Federal 
Register [REG–138367–06, 77 F.R. 57055]. The 
proposed regulations will amend Circular 230 by 
eliminating the complex rules governing covered 
opinions and expanding the requirements for 
written advice. They also clarify (1) that practi-
tioners must exercise competence when engaged 
in practice before the IRS and (2) that the pro-
hibition on a practitioner negotiating any check 
issued to a taxpayer in respect of a federal tax lia-
bility applies to government payments made by 
any means, electronic or otherwise. The proposed 
regulations also provide that a practitioner’s fail-
ure to comply with personal tax filing obligations 
can lead to expedited disciplinary proceedings if 
the failure to file demonstrates a pattern of willful 
disreputable conduct.

Practitioner
Note

Business Consultants  
and Advisers

This provision subjects individuals who are ordi-
narily not considered to be tax return preparers 
to the rules and sanctions that are imposed by 
Circular 230 and enforced by the IRS’s Office of 
Professional Responsibility (OPR). Any profes-
sional who receives compensation for preparing 
all or a substantial portion of any document that 
will at any time affect someone’s tax liability is 
subject to the same rules and penalties as a tax 
return preparer.

In an October 22, 2011, speech to an 
employee benefits session at the American Bar 
Association (ABA) Section of Taxation’s meeting 
in Denver, Office of Professional Responsibility 
(OPR) director Karen Hawkins said Circular 230 
§ 10.8(c) gives the OPR authority over individuals 
in other professions, such as insurance agents and 
brokers, who market products such as “check the 
box” retirement plans because those documents 
have tax consequences. The new OPR authority—
and requirement to exercise due diligence—also 
extends to someone who prepares an employee 
severance agreement that has I.R.C. § 409A con-
sequences, she noted.

The OPR director also told the ABA that the 
OPR’s jurisdiction can also extend to lawyers 
who draft business documents that may later be 
submitted to the IRS. An agreement drafted by 
a business lawyer to support the treatment of a 
worker as an independent contractor could be a 
document created for the purpose of being sub-
mitted to the IRS if an audit occurs. By drafting 
that document, the lawyer becomes subject to the 
OPR’s jurisdiction, she said.
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Because the proposed regulations do not 
include the disclosure provisions that are included 
in the current covered opinion rules, the Trea-
sury Department and the IRS expect that these 
amendments, if adopted, will eliminate the use 
of a Circular 230 disclaimer in e-mail and other 
writings.

Consistent with current Circular 230 § 10.37, 
the proposed regulations provide that a practitio-
ner must not take into account the possibility that 
a tax return will not be audited or that an issue 
will not be raised on audit. The proposed regula-
tions eliminate the provision that prohibits a prac-
titioner from taking into account the possibility 
that an issue will be resolved through settlement, 
because the existence or nonexistence of legiti-
mate hazards that may make settlement more or 
less likely may be a material issue for which the 
practitioner has an obligation to inform the client.

The IRS will continue to apply a heightened 
standard of review to determine whether a prac-
titioner has satisfied the written advice standards 
when the practitioner knows or has reason to 
know that the written advice will be used in pro-
moting, marketing, or recommending an invest-
ment plan or arrangement with a significant 
purpose of avoiding or evading any tax imposed 
by the Internal Revenue Code.

Proposed Circular 230 § 10.37(b) also pro-
vides that a practitioner may rely on the advice 
of another practitioner only if the reliance on that 
advice is reasonable and in good faith consider-
ing the facts and circumstances, incorporating 
the reliance concepts from current Circular 230 
§§ 10.22 and 10.35(d). 

Standard of Competence
Proposed Circular § 10.35 provides that a practi-
tioner must exercise competence when engaged 
in practice before the IRS. Although a practitio-
ner can be sanctioned for incompetent conduct 
under Circular 230 § 10.51, no provision of Cir-
cular 230 specifically requires a practitioner to 
exercise competence when engaged in practice 
before the IRS. The proposed regulations there-
fore revise Circular 230 § 10.35 to clarify that a 
practitioner must possess the necessary compe-
tence when engaged in practice before the IRS. 
The proposed regulation specifies that competent 
practice requires the knowledge, skill, thorough-
ness, and preparation necessary for the matter for 
which the practitioner is engaged.

Written Advice
Practitioners have consistently voiced their con-
cern over the current covered opinion rules since 
their promulgation in 2004. Many practitioners 
have stated that the rules unduly interfere with 
their client relationships and are not an ethical 
standard that everyone, including clients, can 
comprehend easily. Some practitioners have sug-
gested that the rules increase the likelihood that 
practitioners will provide oral advice to their 
clients when written advice is more appropriate 
because the current Circular 230 § 10.35 does not 
govern oral advice.

Another concern relates to the unrestrained 
use of disclaimers on nearly every practitioner 
communication, regardless of whether the com-
munication contains tax advice. Practitioners 
have stated that this practice discourages compli-
ance with the ethical requirements because some 
practitioners have concluded that if they include 
a disclaimer, they are free to disregard the current 
standards regarding written tax advice. The dis-
claimers lead to confusion for clients because cli-
ents often do not understand why the disclaimer 
is present and its consequences. In addition, prac-
titioners have complained that the disclaimer’s 
widespread overuse causes clients to ignore dis-
claimers altogether and may render their use in 
some circumstances irrelevant.

The proposed regulations will streamline the 
existing rules for written tax advice by removing 
current Circular 230 § 10.35 and applying one 
standard for all written tax advice under pro-
posed Circular 230 § 10.37. 

■■ The proposed standard provides that the 
practitioner must base all written advice on 
reasonable factual and legal assumptions, 
exercise reasonable reliance, and consider 
all relevant facts that the practitioner knows 
or should know. 

■■ The proposed removal of Circular 230 
§ 10.35 will eliminate the requirement that 
practitioners fully describe both the relevant 
facts and the application of the law to the 
facts in the written advice itself.

■■ A general competence standard is being pro-
posed as the new Circular 230 § 10.35. 

■■ The removal of the existing standard will 
also eliminate the requirement for Circular 
230 disclaimers in documents and transmis-
sions, including e-mail.
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Expedited Suspension Procedures
The current Circular 230 § 10.82 authorizes the 
immediate suspension of a practitioner who 
has engaged in certain conduct. The proposed 
regulations extend the expedited disciplinary 
procedures to disciplinary proceedings against 
practitioners who have willfully failed to comply 
with their federal tax filing obligations. The IRS 
continues to encounter practitioners who dem-
onstrate they are unfit to practice by repeatedly 
failing to comply with their own tax obligations. 
Accordingly, the proposed regulations permit 
prompt action against practitioners who have 
engaged in a pattern of willful disreputable con-
duct as demonstrated by noncompliance with 
their federal tax obligations.

The proposed regulations permit the use of 
expedited procedures only in the limited circum-
stances when a noncompliant practitioner dem-
onstrates a pattern of willful disreputable conduct 
over one of the following time spans: 

1. Failing to file an annual federal tax return 
during 4 of 5 tax years immediately before 
the institution of an expedited suspension 
proceeding

2. Failing to file a return required more fre-
quently than annually during 5 of 7 tax peri-
ods immediately before the institution of an 
expedited suspension proceeding

Additionally, the practitioner must be non-
compliant with a tax filing obligation at the time 
the notice of suspension is served on the prac-
titioner for the expedited procedures to apply. 
Unlike the previously proposed regulations, the 
new proposed regulations do not permit the use 
of expedited suspension proceedings against 
practitioners who have not paid their federal tax 
obligations.

Current Circular 230 § 10.82(f)(2) provides 
that a suspension under the expedited procedures 
is effective until the suspension is lifted by the 
IRS, an administrative law judge, or the secretary 
of the Treasury. Circular 230 § 10.81 currently 
provides that a disbarred practitioner or disquali-
fied appraiser may apply for reinstatement after 
5 years following the disbarment or disqualifica-
tion. Proposed Circular § 10.81 applies the same 
5-year time period for both disbarred and sus-
pended practitioners.

Negotiation of Taxpayer Refunds
Proposed Circular 230 § 10.31 provides that a 
practitioner may not endorse or otherwise nego-
tiate any check (including directing or accepting 
payment by any means, electronic or otherwise, 
into an account owned or controlled by the prac-
titioner or any firm or other entity with whom the 
practitioner is associated) issued to a client by the 
government in respect of a federal tax liability. 
This change will clarify that the Circular 230 pro-
hibition on practitioner negotiation of taxpayer 
refunds applies in the modern-day electronic 
environment.

The proposed regulations also expand Cir-
cular 230 § 10.31 to apply to all individuals who 
practice before the IRS, not just those practitio-
ners who are tax return preparers. The IRS contin-
ues to encounter a small number of unscrupulous 
practitioners who attempt to manipulate the elec-
tronic refund process with the intent to defraud 
clients and the IRS. The proposed regulations 
clarify that disreputable conduct occurs when a 
practitioner directs the payment (or accepts pay-
ment) of any monies issued to a client by the gov-
ernment in respect of a federal tax liability to the 
practitioner or any firm or entity with which the 
practitioner is associated. Such conduct is subject 
to sanction.

Oversight by Firms
Current Circular § 10.36(a) provides require-
ments for procedures for a firm to ensure compli-
ance with Circular 230 § 10.35. The procedures 
have produced great successes in encouraging 
firms to self-regulate, without the excessive bur-
den often associated with a rigid one-size-fits-all 
approach.

Firm responsibility is a critical factor in ensur-
ing high-quality advice and representation for 
taxpayers. Accordingly, firm management—with 
principal authority and responsibility for oversee-
ing a firm’s practice governed by Circular 230—
should be responsible for establishing procedures 
to ensure compliance with all provisions of Circu-
lar 230, and not merely the provisions regarding 
tax advice and tax return preparation. Principal 
management will be interpreted in a manner con-
sistent with its use in Treas. Reg. § 1.6694-2(a)(2) 
and Notice 2007-39, 2007-20 I.R.B. 1243. 
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Scope of the Office of Professional 
Responsibility
The proposed revisions to Circular 230 § 10.1 
clarify that the OPR has exclusive responsibil-
ity for matters related to practitioner discipline, 
including disciplinary proceedings and sanctions.

Comments and Public Hearing
Before these proposed regulations are adopted as 
final regulations, consideration will be given to 
any comments that are timely submitted to the 
IRS. Comments are requested on all aspects of 
the proposed rules. All comments will be avail-
able at www.regulations.gov.

A public hearing is scheduled for December 
7, 2012, beginning at  10 am, in the auditorium of 
the Internal Revenue Building, 1111 Constitution 
Avenue NW, Washington, DC. Visitors must 
present photo identification to enter the building. 

Several nonsubstantive changes to the terms 
of Circular 230 § 10.82 are intended to help 
practitioners distinguish between the expedited 
suspension procedures and the otherwise gen-
erally applicable procedures for sanctions insti-
tuted under Circular 230 § 10.60. For example, 
to begin an expedited suspension under the pro-
posed regulations, the IRS would issue a show 
cause order instead of a complaint, and the practitio-
ner would submit a response instead of an answer. 
The terms complaint and answer are currently used 
to describe the documents used in both expedited 
suspensions and regular proceedings. These revi-
sions do not generally change current expedited 
suspension procedures or the contents of what 
must be included in the underlying documents; 
they are proposed to make Circular 230 § 10.82 
easier to understand.

The proposed regulations also change the 
time period for the IRS to issue a complaint 
from 30 days to 45 days after the IRS receives a 
demand for a complaint from a practitioner sus-
pended under the expedited procedures.

ISSUE 6: TAXPAYER ADVOCATE CRITERIA An independent service 
within the IRS may expedite resolution of taxpayer account problems when 
other efforts have failed.

The Taxpayer Advocate Service (TAS) is an 
independent organization within the IRS that 
was formed to assist taxpayers who are experi-
encing economic harm, those who are seeking 
help in resolving tax problems that have not been 
resolved through normal channels, and those 
who believe that an IRS system or procedure is 
not working as it should. In addition to taxpayer 
assistance, the Office of the Taxpayer Advocate 
is charged with identifying problem areas within 
the Internal Revenue Service, proposing changes 
in IRS administrative practices to mitigate those 
identified problems, and identifying potential leg-
islative changes to mitigate such problems.

A tax practitioner’s understanding of when it 
may be useful to contact the TAS for assistance 
and when it is not appropriate can expedite reso-
lution of complex taxpayer issues. The TAS acts 
as an assistant or advocate, standing side by side 
with the taxpayer, and it has limited authority to 
act directly or make decisions that override deci-
sions by other IRS operational divisions. 

The TAS can issue an operational assistance 
request (OAR) internally, offering an opinion, 
proposal, or request for change on behalf of 
the affected taxpayer. The operational unit that 
receives an OAR is not bound or forced to fol-
low this request. However, the TAS can make 
unlimited personal contact with the operational 
division’s personnel, and in the event a request 
is denied, the TAS can argue on the taxpayer’s 
behalf. This can significantly speed up resolution 
of issues by bringing attention to a taxpayer’s spe-
cific issue. 

Most personnel working within the TAS have 
a substantial amount of experience within the 
IRS. Technical liaisons within each operational 
division are also assigned to the TAS to assist with 
complex tax law issues or procedural issues.

The TAS uncovers systemic issues or patterns 
by tracking the types of issues that are referred.



Try Regular Procedures First   575

14

3. The taxpayer has tried to resolve a problem 
through normal IRS channels, but those 
channels have broken down. 

4. The taxpayer is presenting unique facts or 
issues (including legal issues), and the IRS 
is applying a one-size-fits-all approach, isn’t 
listening to the taxpayer, or does not rec-
ognize that it needs new guidance for those 
circumstances. 

In 2011, the TAS identified issues for which 
the IRS seemed to get the right answer (though 
slowly). Those cases involve the processing 
of original tax returns, amended returns, and 
rejected and unpostable returns, plus injured (but 
not innocent) spouse claims. Thus, the TAS gener-
ally will not accept cases involving pure process-
ing issues. However, there are many exceptions 
to this policy. 

■■ If the taxpayer is suffering an economic bur-
den, the TAS will take the case. 

■■ If the case also involves other issues, the 
TAS will take the case. 

■■ If the taxpayer is referred by a congressional 
office, the TAS will take the case. 

■■ And if the taxpayer specifically requests and 
insists, the TAS will take the case.

Try Regular Procedures First

The TAS states that it will continue striving to 
help tax professionals and their clients, but it asks 
that before a practitioner contacts the TAS, he or 
she should remember that it is a finite resource 
that Congress created not to substitute for regular 
IRS procedures but to help taxpayers who need 
special attention.

Example 14.14 Case That Meets Criteria

The normal processing time for an amended 
return is 8–12 weeks. The taxpayer filed a 2010 
Form 1040X more than 4 months ago expecting 
a refund, but he also has an outstanding balance 
due for tax year 2009 and is receiving IRS collec-
tion notices. The 2010 refund will pay the balance 
in full and leave a small amount for the taxpayer. 
The TAS will accept the inquiry and establish a 
case because expediting the return processing 
will resolve a collection issue.

Request for Assistance

Form 911, Request for Taxpayer Advocate Ser-
vice Assistance (and Application for Taxpayer 
Assistance Order), can be faxed or mailed to a 
TAS office to request assistance. A taxpayer or 
representative may also request TAS assistance by 
calling a national toll-free number, 877.777.4778. 
Contact information for local TAS offices can be 
found in IRS Publication 1546, Taxpayer Advocate 
Service Is Here to Help, and on the TAS website at 
www.taxpayeradvocate.irs.gov/.

Substitute for Filing 
Form 911

Written requests can be submitted without Form 
911 if they include all necessary information. The 
request should include the issue; how it nega-
tively affects the taxpayer; what referral criteria 
the taxpayer or representative believes match 
the request; and the taxpayer’s name, TIN, and 
address.

Focus on Four Areas

The TAS, like all of the IRS, is expected to do 
more with less as federal budgets are cut. How-
ever, the number of cases the TAS takes in annu-
ally continues to increase. In June 2012, the TAS 
tightened its referral criteria, so that it no lon-
ger works some types of referrals [www.taxpayer 
advocate.irs.gov//userfiles/file/TAS_change_

case_criteria_6_12_12.pdf].
The TAS determined that the types of cases 

where it could add the most value fit into four 
categories:

1. The taxpayer is experiencing some financial 
difficulty, emergency, or hardship, and the 
IRS needs to move much faster than it usu-
ally does (or even can) under its normal pro-
cedures. In those cases, time is of the essence. 
If the IRS doesn’t act quickly (for example, to 
remove a levy or release a lien), the taxpayer 
will experience even more financial harm. 

2. Many different IRS units and steps are 
involved, and the case needs a coordinator or 
“traffic cop” to make sure everyone does his 
or her part. The TAS plays that role.

Practitioner
Note
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Example 14.19 Irreparable Harm

The IRS Automated Collection Service (ACS) 
issued a levy on a taxpayer’s wages, and the 
employer has threatened to terminate the 
employee if the levy is not released before pay-
day. The employee is the main breadwinner in 
the household.

The TAS will generally refer the following 
issues back to the IRS operating unit. 

5. Processing delay—The taxpayer has experi-
enced a delay of more than 30 days to resolve 
a tax account problem.

Example 14.20 Delay in Processing

The taxpayer submitted a refund request 12 
weeks ago and has not heard from the IRS about 
the status of the refund. 

6. Response date missed—The taxpayer has not 
received a response to a problem or inquiry 
that was promised by a specified date.

Example 14.21 Missed Response Date

An IRS tax examiner promised that she would 
respond to the taxpayer by a certain date 
about whether the tax reduction claimed on an 
amended return would be accepted, and no con-
tact was made. 

7. System failure—An IRS system or procedure 
has failed to operate as intended, or failed 
to resolve the taxpayer’s problem or dispute 
within the IRS.

Example 14.22 Failed Procedure

The taxpayer called the IRS to correct a trans-
position of his dependent’s social security num-
ber on his tax return. The IRS employee made 
the correction in the IRS’s computer system, but 
there was a posting error and the change was 
not processed correctly, resulting in further IRS 
notices. 

Example 14.15 Case That Does Not  
Meet Criteria 

The taxpayer filed a 2010 Form 1040X more than 
4 months ago expecting a refund but this time has 
no audit or collection issues and is not facing an 
economic burden. The TAS will not open a case, 
but instead will refer the matter to the appropriate 
IRS unit. 

Criteria on Form 911

The TAS will readily accept cases that meet the 
economic harm, adverse action, significant cost, 
or irreparable injury criteria.

1. Economic harm—The taxpayer is experiencing 
a financial hardship. 

Example 14.16 Economic Harm

Because of an IRS levy, the taxpayer is unable to 
pay for basic living needs such as food, clothing, 
shelter, utilities, and gas or electric service. 

2. Adverse action—The taxpayer is facing an 
immediate threat of an adverse IRS action. 

Example 14.17. Threat of Adverse Action

An IRS revenue officer threatens to seize a tax-
payer’s car, which is the taxpayer’s only means of 
transportation to his job. Without his job, he will 
not be able to support his family. 

3. Significant costs—The taxpayer will incur signif-
icant costs if relief is not granted; this includes 
professional fees necessary for representation.

Example 14.18 Significant Cost

An IRS levy threatens to take a taxpayer’s state 
tax refund to apply against taxes that the taxpayer 
does not owe because of an error in processing 
a prior-year return. IRS service center personnel 
refused to help, and the taxpayer is forced to pay 
a representative for assistance. 

4. Irreparable injury—The taxpayer will suf-
fer irreparable injury or long-term adverse 
impact if relief is not granted.
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INTRODUCTION AND DEFINITIONS This section provides definitions 
of the terms trust and estate, explains the purpose of these fiduciary entities, 
and defines other key terms and concepts related to fiduciary entities and 
transfers of property.

A fiduciary is someone who takes care of money 
or other property for another person, often with 
a legal authority and duty to make decisions on 
behalf of the other person. 

A trust is a fiduciary entity created by an indi-
vidual during his or her lifetime or by a decedent 
under a will. The trust is administered by a fidu-
ciary called a trustee. A trust may last for a few 
months or for many years, but it generally can-
not exist in perpetuity. The trust indenture is the 
document that contains the terms and conditions 
governing the trustee’s conduct and the trust ben-
eficiaries’ rights. It may contain special provisions 
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affecting the income taxation of the trust or the 
grantor (that is, the person who created the trust) 
and the taxation of the grantor’s estate.

An estate is a fiduciary entity created by state 
law and administered by a fiduciary called an 
administrator (if there is no will), an executor (if 
there is a will), or sometimes referred to as a per-
sonal representative. A decedent’s estate origi-
nates on the date of the individual’s death, and it 
has a limited existence—typically 2 years or less. 
If a longer term is required for final resolution of 
the estate tax return, the estate’s existence usually 
ends 6 months from the date of the resolution.

FIDUCIARY  
TAX ISSUES

15
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The primary purpose of a trust or estate is to 
transfer property from the grantor or decedent to 
one or more beneficiaries under conditions set 
forth in the trust or will.

This chapter includes four learning objec-
tives. The expectation is that after completing this 
session, participants will be able to perform the 
following job-related actions: 

1. Identify reasons why various types of trusts 
may be established

2. Calculate a simple trust’s distributable net 
income

3. Transfer reportable items from Schedule K-1 
(Form 1041) to a beneficiary’s income tax 
return

4. Determine the filing requirements for a 
grantor trust

Key Terms and Concepts: 
Fiduciary Entities

This section provides definitions of selected terms 
and concepts related to trusts and estates.

Administrator
The administrator is the person in charge of the 
estate of a decedent who died intestate (without a 
will). An administrator’s duties are substantially 
identical to those of an executor. The role of the 
administrator of an estate is defined by state law.   

Adverse Party
An adverse party is any person who has a sub-
stantial beneficial interest in a trust and who 
would be adversely affected by the exercise or 
nonexercise of a power that he or she possesses 
related to the trust. Ordinarily, a beneficiary is an 
adverse party.

Beneficiary
The beneficiary is the person who is entitled to 
property in the estate or trust under the condi-
tions set forth in the estate planning documents or 
pursuant to state law. A beneficiary is said to have 
a beneficial or equitable interest in or a beneficial 
or equitable title to the assets of the estate or trust.

Complex Trust
A complex trust is any trust that is not a simple 
trust (defined later).

Corpus
The corpus is the body of the trust—that is, the 
property the grantor transfers to it.

Decedent
The decedent is the individual who has died and 
whose property will be transferred to his or her 
beneficiaries.

Executor (Personal 
Representative)
The executor (called a personal representative 
by some states’ laws) is the person in charge of 
the estate of a decedent and has a fiduciary duty 
to the beneficiaries. The executor is obligated 
to identify, value, and inventory the decedent’s 
assets and liabilities; pay the decedent’s legiti-
mate debts; pay administration expenses; and 
liquidate the property or distribute the balance of 
the property to the beneficiaries. The role of the 
executor of an estate is defined by state law and, if 
the decedent had a will, the decedent’s will.

Grantor or Trustor
The grantor or trustor is the person who creates 
the trust and transfers property to it.

Grantor Trust
A grantor trust is a trust in which the grantor has 
retained certain powers or interests described 
in I.R.C. §§ 673–677. The net effect of a grantor 
trust is to transfer back to the grantor for income 
tax purposes all of the income, deductions, and 
tax credits that are otherwise reportable on Form 
1041, U.S. Income Tax Return for Estates and 
Trusts. A trust is a grantor trust in all five of the 
following situations: 

1. The grantor retains a reversionary interest in 
the trust corpus or income, if the value of the 
reversionary interest exceeds 5% of the value 
of the transferred property at the time of the 
transfer [I.R.C. § 673].
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10-Year Rule  
in Prior Law

A reversionary interest rule applied to transfers 
in trust made before March 2, 1986, if a rever-
sion of trust corpus or interest to the grantor 
was expected within 10 years after the transfer. 
Before the 1986 law change, a tax-planning tool 
allowed taxpayers to create irrevocable trusts 
that lasted at least 10 years and 1 day (usually 
with a child as beneficiary) to transfer income so 
that it would be taxed at the beneficiary’s rate. 
When the term of the trust expired, the property 
placed in the trust reverted to the grantor. The 
5% reversionary rule and the enactment of the 
kiddie tax (which generally taxes a child’s invest-
ment income that exceeds a certain threshold at 
a parent’s rate) ended most of the tax advantages 
of these so-called Clifford trusts [Helvering v. Clif-
ford, 309 U.S. 331 (1940)].

2. The grantor, the grantor’s spouse, or a nonad-
verse party (without the approval or consent 
of an adverse party) has the power to control 
the beneficial enjoyment of the trust [I.R.C. 
§ 674].

3. The grantor retains certain administrative 
powers (such as the power to substitute prop-
erty of equivalent value) [I.R.C. § 675].

4. The grantor has the power to revoke the trust 
[I.R.C. § 676].

5. The trust has an income benefit for the grantor 
[I.R.C. § 677].

Inter Vivos (Living) Trust
An inter vivos or living trust is one that is created 
during the grantor’s lifetime. Living trusts may be 
either revocable or irrevocable.

Revocable Trust

If a trust is a revocable trust, the grantor can alter 
the terms of the trust or withdraw the assets from 
the trust without the consent of the trustee or a 
person holding an adverse interest. All revocable 
trusts are grantor trusts [I.R.C. § 676]. A separate 
tax identification number (TIN) may be required 
for a grantor trust (see Issue 4 in this chapter), and 
the trust may have to file a Form 1041 each year. 
Many states provide that if a trust by its terms is 
not irrevocable, then it is revocable. When the 

Practitioner
Note

grantor dies, a revocable trust becomes an irre-
vocable trust.

Example 15.1 Revocable Trust

Harriet Heartbreak set up a living trust (a 
revocable inter vivos trust) to avoid the expenses 
of probate. Harriet transferred all of her assets into 
this trust, including stocks, bonds, cash accounts, 
mutual funds, and real property by retitling all 
of her assets in the name of the trust: “Harriet 
Heartbreak, trustee of the Harriet Heartbreak 
Revocable Trust u/a dated January 22, 2012.” 

All assets titled in the trust at Harriet’s death 
will pass under the terms of the trust and will not 
be subject to probate. This is sometimes called 
an informal family disposition of assets, one 
that does not involve probate court jurisdiction. 
Because Harriet is the trustee of her inter vivos 
revocable trust, the trust uses Harriet’s social 
security number (SSN) as its TIN.

If Harriet were not a trustee, the trust must 
obtain an employer identification number (EIN) 
to use as its TIN. The trust would be required to 
file Form 1041 each year unless the trustee elected 
an optional method of filing described in Issue 4 
of this chapter.[]

Irrevocable Trust

If a trust is an irrevocable trust, the grantor may not 
alter the terms of the trust or withdraw assets from 
the trust, acting either alone or with a nonadverse 
party. An irrevocable trust may or may not be 
a grantor trust, depending upon the terms of the 
trust. An EIN is always required for an irrevo-
cable trust. 

Example 15.2 Irrevocable Trust

Harriet Heartbreak created an irrevocable life 
insurance trust (ILIT), into which she transferred 
all of her life insurance policies. The title and all 
rights to the policies reside with the trustee. If 
the trust complies with state creditor laws, the 
trust assets are protected against future credi-
tors. If Harriet survives 3 years from the date 
the life insurance policies are transferred to the 
trust, the proceeds of the life insurance policies 
are not subject to estate taxation upon Harriet’s 
death [I.R.C. § 2035].]
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Probate Estate
The probate estate includes assets that pass 
through the decedent’s will or the state intestacy 
law if no will exists. Life insurance proceeds 
and retirement accounts that have a designated 
beneficiary other than the estate are examples of 
assets that are not part of the probate estate.

Simple Trust
A simple trust is a trust that is required to 
distribute all of its income currently (whether or 
not it makes those distributions); that makes no 
other distributions; and that does not provide 
that any amounts may be paid, permanently set 
aside, or used in the tax year for charitable or 
similar purposes [Treas. Reg. § 1.651(a)-1(b)]. A 
trust may be a simple trust in some years and a 
complex trust in other years.

Testamentary Trust
A testamentary trust is a trust created under 
a decedent’s will. This trust by its nature is 
irrevocable, so that an EIN is required.

Example 15.3 Testamentary Trust

J. P. Solong’s will provided that the assets in 
his estate should be held in a bypass trust for 
the benefit of his wife, Harriet Heartbreak, dur-
ing her lifetime and then upon Harriet’s death 
pass equally to their children. (This type of 
trust bypasses estate taxation when the surviv-
ing spouse dies.) The bypass trust is a testamen-
tary trust. The trustee must obtain an EIN for 
the trust and file Form 1041 for each year of the 
trust’s existence. []

Trustee
The trustee is the individual or institution that 
is in charge of the trust and that has a fiduciary 
relationship with the beneficiaries. The trustee 
holds legal title to the trust assets and is charged 
with the obligation to care for, manage, invest, 
and reinvest the trust property for the exclusive 
benefit of the beneficiaries. 

Key Terms and Concepts: 
Transfers of Property

This section defines key terms and concepts 
related to trust and estate property transfers.

Beneficial Ownership
A beneficial ownership or interest is usually 
characterized as either a current income interest 
or a remainder interest that the beneficiaries are 
entitled to receive.

Contingent Interest
A beneficiary has a contingent interest when the 
beneficiary’s right in the trust is not certain but 
depends on the occurrence of a future event.

Distribution
A distribution is a transfer of money or other 
assets from an estate or trust to the beneficiaries.

Future Interest
A beneficiary has a future interest when the 
beneficiary’s right to enjoyment or use of income 
from the property is delayed by time (for example, 
the beneficiary must wait until age 30) or until a 
specific event occurs (for example, the death of 
another person).

Example 15.4 Future and  
Contingent Interests

Harriet Heartbreak (from Example 15.2) 
transferred all of her life insurance policies into an 
irrevocable insurance trust. Harriet designated her 
husband, J. P. Solong, as the income beneficiary 
if he survives her. The trust will terminate 
when Harriet and J. P. are both deceased, and 
the remainder interest will be distributed to the 
couple’s children, or if the children are deceased, 
to their issue (Harriet’s grandchildren) per stirpes 
(defined later in this section).

Harriet has given her husband a future inter-
est in the trust’s income. She has given their chil-
dren a future interest in the trust corpus. Her 
grandchildren have a contingent future interest 
that is conditioned upon the death of a parent. 
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General Bequest or Gift
A general bequest or gift is an amount payable 
out of the estate’s or trust’s general assets that is 
not an identifiable item of property. A cash gift or 
a pecuniary bequest (defined later in this section) 
meets the definition of a general gift.

Legal Title
Legal title means the legal ownership of the asset. 
The individual or institution holding legal title 
can sell or otherwise manage the property.

Pecuniary Bequest
A pecuniary bequest is a gift of money in a will, 
as opposed to some other asset, such as real 
property.

Per Stirpes and Per Capita
Per stirpes means that each branch of a family 
receives an equal share of an estate, so members 
of the same generation (such as grandchildren) 
may inherit different amounts. If a distribution is 
per capita, each heir receives the same amount. 

Present Interest
A beneficiary has a present interest when the ben-
eficiary has a current vested interest in the prop-
erty or income. 

Residuary or Remainder 
Beneficiary
A residuary or remainder beneficiary is a person 
who receives the residue of an estate or remainder 
of a trust after all required expenses and payments 
are made and after all specific and general gifts 
are distributed. 

Specific Bequest or Gift
A specific bequest or specific gift is a transfer 
of an identifiable item of property to a specific 
individual or charity (such as a diamond ring 
or a specific stock certificate). The beneficiary 
who receives a specific bequest also receives any 
income the property earned from the date of the 
decedent’s death (the time of entitlement) to the 
date of the distribution, subject to any related 
administrative or management expenses. If the 
trust or decedent no longer owns the asset at the 

time of entitlement, then the gift is said to adeem, 
because it no longer exists and simply goes away.

Testamentary Transfers
Testamentary transfers are transfers of property 
upon the death of the decedent.

Vested Interest
A person who has a vested interest has a legal 
right of present or future enjoyment and of 
present alienation (that is, the right to sell the 
interest unless otherwise restricted). 

Creating a Fiduciary Entity

Although estates and trusts are subject to similar 
income tax rules, and both transfer property to 
beneficiaries, they are created in very different 
ways. For federal tax purposes, an estate is formed 
when an individual dies, whether or not there is 
a probate estate under state law. A trust can be 
created either during a grantor’s life or through 
the grantor’s will after his or her death.

Formation of an Estate

1. A person who dies without a will dies intes-
tate. Because there is no will, the laws of the 
decedent’s domicile determine who receives 
the decedent’s property and when the prop-
erty is distributed. This is the law of intestate 
distribution. 

2. A person who dies with a will dies testate, and 
the will, once admitted to probate, governs 
who receives the decedent’s property and 
when the property is distributed.
a. A person who dies with a will that does not 

include a trust has a simple estate, in which 
there is little, if any, distinction between 
income and principal. However, income 
earned on a specific bequest or devise 
belongs to the beneficiaries entitled to the 
specific bequest or devise, after possibly 
some charge for administration or man-
agement expenses.

b. A person who dies with a will that pro-
vides for a testamentary trust has an estate 
with trust involved, in which the distinc-
tion between income and principal is 
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1. The grantor intends to create a trust and signs 
a trust document that sets forth the terms of 
the trust. Although it is possible to have an 
oral trust, these are very problematic and 
beyond the scope of this chapter.

2. A trustee is designated and has accepted his 
or her appointment. The trustee holds legal 
title to the trust property.

3. The trust document identifies one or more 
beneficiaries (the persons who are entitled 
to the income and principal of the trust) and 
indicates when the beneficiaries are entitled 
to these interests.

4. The trust is funded. The property transferred 
to the trust is called the trust corpus or trust 
principal.

5. The trust does not violate state law (such as 
a state’s rule against perpetuities) and is not 
created for an illegal purpose.

important. The rights of the trust income 
beneficiaries usually accrue from the date 
of death, and the executor must segregate 
and report that income carefully so that the 
beneficial owners’ interests are protected. 
The income beneficiaries are entitled 
to the income earned during the admin-
istration of the estate (subject to certain 
charges directly related to the income), 
and the executor of the estate must pay the 
net income to the trustee at or before the 
conclusion of the estate or directly to the 
income beneficiaries themselves. 

Formation of a Trust
A trust is created when the following five condi-
tions or events have been met:
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ISSUE 1: TYPES OF TRUSTS  Trusts can be established for a wide variety 
of purposes, and some types of trusts have more than one name. This issue 
provides brief descriptions of 50 trusts.

The use of trusts has increased during the last 
30 years as taxpayers attempt to nurture and 
preserve financial wealth for their spouses, 
children, and grandchildren. The following 
list illustrates the variety of trusts and helps 
practitioners understand the names that are 
used to label the various trusts.

1.	A-B	trusts. Before the adoption o f  the 
unlimited m a r i t a l  deduct ion, when the 
marital deduction was limited to 50% of 
an individual’s adjusted gross estate, it was 
common to create two trusts for the benefit 
of an individual’s spouse—one that quali-
fied for the marital deduction and one that 
did not. These were frequently referred to 
as A-B trusts. Many practitioners use this 
term today in  reverse w i th  the intent first 
to trap the estate exemption amount and 
then, with trust B, to capture the marital 
deduction.

2.	Alaska	trust. This trust, available in certain 
states, combines the benefits of multigen-
erational planning [see generation-skipping 
trust and dynasty trust (items 22 and 16 in this 
list)] with an attempt at protection from the 

grantor’s creditors. It has risks that must be 
carefully considered. Alaska trusts can also last 
into perpetuity and pay no state taxes. They 
also are intended to compete with many of 
the offshore trust havens.

3.	Applicable	credit	amount	trust. This is 
another name for a credit shelter trust (item 9 
in this list).

4.	Blind	trust. This is a trust, often created by a 
politician after election to office, in which cer-
tain assets of the grantor are managed by one 
or more trustees without the grantor being 
advised of the property held in the trust. The 
assets are, however, managed for the benefit 
of the grantor.

5.	Bypass	trust. This is another name for a credit 
shelter trust (item 9 in this list).

6.	Cemetery	trust. This is a trust created for the 
purpose of maintaining one or more graves 
or gravesites in a cemetery.

7.	Charitable	lead	trust. This is a trust that 
provides a specified payment to a charity at 
least annually for a specified period, with the 
remainder passing to one or more individuals. 
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item 27) are often designed as Crummey 
trusts to allow the grantor to contribute the 
amount of the annual premium for the insur-
ance policy without gift tax consequences.

12.	Delaware	business	trust.	More similar to 
a family limited partnership (FLP) or lim-
ited liability company (LLC) than to a tradi-
tional trust, a Delaware business trust is a way to 
hold and invest assets, possibly including life 
insurance, with greater flexibility than most 
trusts allow. The grantor of the trust retains 
far more control than the tax laws permit for 
traditional trusts. These trusts can provide 
limited liability, creditor protection, and val-
uation discounts.

13.	Disclaimer	 trust.	This trust is designed 
to receive property that is disclaimed 
(renounced) by a beneficiary. For example, 
it can be used to fund a credit shelter trust (see 
item 9), so that the surviving spouse can deter-
mine how much goes into the credit shelter 
trust after the first spouse’s death.

14.	Discretionary	trust.	This is any trust in 
which the trustees have discretion to distrib-
ute (or not distribute) income or principal 
to one or more beneficiaries. The discretion 
may apply to income, principal, or both. The 
trustees may have the right to give or not give 
income or principal to a single beneficiary, or 
to distribute some or all of the income or prin-
cipal among some members of a group while 
excluding one or more members of a group.

15.	Dry	trust.	A dry trust	has no assets. It is usu-
ally created either to receive assets upon the 
death of an individual, such as a pour over 
(see item 35) under the individual’s will, or 
to receive assets transferred to the trust via a 
power of attorney in the event of an individ-
ual’s incapacity.

16.	Dynasty	trust.	This is a name customarily 
used for a generation-skipping trust (see item 
22) that continues for an extended period of 
time, such as for multiple generations, limited 
only by the applicable state rule against per-
petuities, if any. In certain states, a dynasty 
trust may run for a very extended period of 
time. Its purpose is to avoid estate taxation 
for several generations and to provide for an 
individual’s descendants (or the equivalent) 
for a very long period.

The payment is expressed as a fixed percent-
age of the value of the trust at inception (in 
effect, an annuity) or a fixed percentage of the 
value of the net assets of the trust, calculated 
annually. If an annuity is utilized, it is a chari-
table lead annuity trust (CLAT); if a percentage 
of the net assets valued annually is utilized, 
the trust is a charitable lead unitrust (CLUT). 
These trusts may reduce estate, gift, and 
income taxes through charitable contribution 
deductions.

8.	Charitable	remainder	trust. This is a trust 
that provides payments at least annually to 
one or more individuals, with the payments 
equal either to a fixed percentage of the 
assets valued at the trust’s inception (in effect, 
an annuity) or a fixed percentage of the net 
assets of the trust valued annually, for either 
a set number of years or for one or more life-
times. If an annuity is utilized, the trust is a 
charitable remainder annuity trust (CRAT); if 
a percentage of net assets valued annually is 
utilized, the trust is a charitable remainder uni-
trust (CRUT). These trusts may reduce estate, 
gift, and income taxes from capital gains.

9.	Credit	shelter	trust.	This trust is customar-
ily designed to receive the maximum amount 
of assets that can pass free of federal estate 
tax upon the death of the first spouse. It has 
numerous variations. Frequently, the terms of 
the trust provide that all of its income will be 
provided to the surviving spouse for life, with 
the assets passing to others upon the surviving 
spouse’s death. Another variation involves a 
sprinkling trust (see item 46 in this list).

10.	Contingent	trust.	This trust comes into being 
only in the event that a contingency occurs. 
For example, a document may provide that if 
any assets are distributable to a person under 
the age of 21 years, those assets are held in a 
contingent trust for the benefit of that person 
until he or she attains 21 years of age.

11.	Crummey	trust.	This trust permits ben-
eficiaries to withdraw a limited amount of 
assets contributed to the trust during a speci-
fied period (often 30 days) after the date of 
the contribution [Crummey v. Commissioner, 
397 F.2d 82 (9th Cir. 1968)]. Its purpose is to 
avoid gift taxes on the transfers by qualify-
ing the transfers for the annual gift tax exclu-
sion ($13,000 in 2012). Insurance trusts	(see  
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17.	Educational	trust	[I.R.C.	§	2503(c)	trust].	
This is a trust for a minor (a person under 
the age of 18 or 21 years, depending on state 
law) designed to use the annual gift tax exclu-
sion for gifts on behalf of the minor. I.R.C. 
§ 2503(c) trusts are an alternative to the use 
of the Uniform Gifts (or Transfers) to Minors 
Act and are often a better way of planning 
with respect to gifts to children whose par-
ents are in a high-income tax bracket, par-
ticularly if the children’s income is subject to 
the kiddie tax. An I.R.C. § 2503(c) trust can 
include provisions that allow more flexibility 
than is available under the Uniform Gifts (or 
Transfers) to Minors Act. Variations of this 
trust permit it to continue beyond the date on 
which the beneficiary attains age 21.

18.	Electing	small	business	trust. An EBST can 
be a shareholder in an S corporation [I.R.C. 
§ 1361(c)(2)(A)(v)]. A trust can elect to be an 
ESBT if all five of the following criteria are 
met [I.R.C. § 1361(e)]:
a. All of the trust’s beneficiaries are individu-

als, estates, and certain organizations that 
are eligible to receive deductible chari-
table contributions under I.R.C. § 170(c).

b. No interest in the trust was acquired by 
purchase.

c. It is not a qualified Subchapter S trust (see 
item 41).

d. It is not exempt from federal income tax. 
e. It is not a charitable remainder annuity trust 

or charitable remainder unitrust (see item 8 
in this list).

19.	Estate	trust.	This type of marital deduction 
trust (see item 32) provides that when the sur-
viving spouse dies, the assets in the trust—or 
at least the accumulated income of the trust—
will be paid to that spouse’s estate.

20.	Foreign	situs	trust	(offshore	trust).	An 
individual who believes that assets cannot be 
fully secure while they remain under the juris-
diction of U.S. courts will seek havens out-
side U.S. boundaries (such as in Switzerland, 
Liechtenstein, and the Isle of Man) where the 
assets may be safe from creditors. This does 
not necessarily mean that assets can be hid-
den. There is a high degree of economic intel-
ligence data and disclosure to the IRS when 

offshore trusts are formed or assets are trans-
ferred to the trusts. 

21.	Funeral	trust. A funeral trust is a pre-need 
trust established through a contract with a 
person engaged in the trade or business of 
providing funeral or burial services. The 
purchaser of pre-need funeral services is the 
grantor and owner of the trust, but the trust-
ees can elect to file the tax returns and pay the 
tax for qualified funeral trusts.

22.	Generation-skipping	trust.	A GST either 
skips over an entire generation or provides for 
members of more than one generation, and it 
is normally geared to use the exemption from 
the tax on generation-skipping transfers. 

23.	Grantor	retained	annuity	trust.	A	GRAT 
is an irrevocable trust created by an individ-
ual (the grantor) that provides the grantor, at 
least annually, a payment equal to a fixed per-
centage of the value of the assets placed in the 
trust (in effect, an annuity) for a fixed period 
of time, or until the grantor’s death. Upon 
termination, the balance in the trust usually 
passes to the grantor’s estate if the grantor 
does not survive the term of the trust, or to 
other individuals if the grantor survives the 
term of the trust. Its purpose is to reduce gift 
and estate taxes, but it serves little, if any, tax 
purpose if the grantor dies during the term 
of the trust. There is no step-up in basis of 
the assets in the trust if the trust terminates 
during the grantor’s lifetime, and it is possible 
for the gift tax and resulting capital gain tax 
(assuming the assets are sold) to exceed the 
tax savings resulting from the creation of the 
trust. For income tax purposes, a GRAT is a 
grantor trust (see item 26).

24.	Grantor	retained	income	trust.	A GRIT 
is now used only in limited situations. It is an 
irrevocable trust in which the grantor retains 
the right to income for a fixed period of years 
geared to end before the grantor’s death. 
Upon termination of the trust, the assets in 
the trust pass to the final beneficiary. The 
main purpose of a GRIT is to reduce the gift 
tax value of the transfer, because the value of 
a promise to transfer an asset in the future is 
less than the asset’s current value. GRITs are 
now used mostly for gifts to nonimmediate 
family members, such as nieces or nephews. 
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31.	Living	trust.	This is any trust created during 
the lifetime of the person creating the trust. It 
is also called an inter vivos trust.

32.	Marital	deduction	trust.	This is any trust 
that qualifies for the grantor’s estate tax (or 
gift tax) marital deduction. A marital deduc-
tion trust may provide, for example, that the 
grantor’s spouse will receive all of the trust’s 
net income for life, with the assets remaining 
in the trust passing to other individuals upon 
the spouse’s death. It may also provide that 
the net income is payable to the spouse for 
life but give the spouse the right, either by will 
or by another specified instrument, to deter-
mine who receives the assets remaining in the 
trust upon that spouse’s death.

33.	Medicaid	trust.	This is typically a living trust 
for the benefit of the grantor or the grantor’s 
spouse. Its purpose is to protect assets from 
creditors and to permit eligibility for Medic-
aid benefits. See also supplemental needs trust 
(item 47 in this list).

34.	Minority	trust.	This is a trust geared to hold 
assets during an individual’s minority or an 
age specified in the trust.

35.	Pour-over	trust.	This trust is funded from 
another instrument; for example, a person’s 
will may instruct the executor to transfer 
(pour over) all or a portion of the assets of 
the estate to a trust created under another 
instrument.

36.	Power	of	appointment	trust.	This is a trust 
over which an individual has a power of 
appointment—the right to designate who will 
receive some or all of the assets of the trust at 
a specified time or times. A power of appoint-
ment may be exercisable either during life 
(an inter vivos power) or by will (a testamentary 
power).

37.	Qualified	 disability	 trust. A QDT for 
income tax purposes is a trust that is a dis-
ability trust for purposes of the social security 
benefit rules, but only if all beneficiaries of 
the trust as of the close of the tax year were 
disabled for social security purposes for some 
portion of that year. The beneficiaries must 
be under age 65. A QDT is allowed to claim 
an exemption deduction equal to the amount 
of an individual’s exemption deduction 
rather than the much smaller amount usually 
allowed to a trust [I.R.C. § 642(b)(2)(C)(i)].

A GRIT serves little or no tax purpose if the 
grantor dies before it terminates.

25.	Grantor	retained	unitrust.	A GRUT	 is 
very similar to a GRAT (item 23), except that 
instead of a fixed payment that is a percent-
age of the assets of the trust valued at the cre-
ation of the trust, the grantor is to receive an 
annual (or more frequent) payment equal to a 
fixed percentage of the value of the net assets 
of the trust, valued annually during the term 
of the trust.

26.	Grantor	trust.	A grantor trust is any trust 
in which the grantor retains enough control 
to cause the income and capital gains to be 
taxed to the grantor, even if they are not pay-
able to the grantor.

27.	Insurance	trust.	This is generally an irrevo-
cable trust designed to own insurance on the 
life or lives of one or more individuals and to 
provide for the disposition of the proceeds of 
such insurance. Unless irrevocable, an insur-
ance trust serves no tax purpose.

28.	Intentionally	defective	grantor	trust.	A 
trust in which the grantor retains rights that 
make it a grantor trust for income tax pur-
poses (defective) but an irrevocable trust (see 
item 30) for estate and gift tax purposes. It 
may result in increased tax savings.

Illustration 

See page 400 in the “Gifts and Inheritances” chap-
ter of this book for an illustration of an intention-
ally defective grantor trust.

29.	IRA-QTIP	trust.	This is a type of qualified ter-
minable interest property (QTIP) trust (see item 
42) that is specifically designed to receive the 
proceeds of an individual retirement account 
(IRA). Specific provisions must be included 
in the IRA agreement and in the trust for an 
IRA-QTIP trust to qualify for the estate tax 
marital deduction and avoid adverse income 
tax consequences.

30.	Irrevocable	trust.	This is any trust that may 
not be amended or revoked by the grantor. 
Transfers to such a trust may be subject to gift 
tax. 

Cross-
Reference
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d. The current income beneficiary’s inter-
est will not terminate until the beneficiary 
dies, unless the trust terminates earlier. 

e. If the trust terminates during the current 
income beneficiary’s life, the trust will dis-
tribute all of its assets to the beneficiary.

A QSST can be a substantially separate and 
independent share of a trust.

42.	Qualified	terminable	interest	property	
trust.	A QTIP trust is one of several types 
of trusts designed to qualify for the estate or 
gift tax marital deduction (see marital deduc-
tion trust, item 32). A QTIP trust provides that 
the grantor’s spouse will receive all of the net 
income for life, and it can (but need not) allow 
invasion of principal for the spouse’s benefit. 
When the spouse dies, the trust assets are 
includable in that spouse’s estate for estate tax 
purposes and are distributed in accordance 
with the provisions of the trust.

43.	Rabbi	 trust.	 This is not a typical trust 
arrangement; instead, it is a nonqualified 
retirement plan or deferred compensation 
arrangement. The first was created for a rabbi 
(thus its name).

Nonqualified 
Retirement Plans

See pages 315–320 in the “Retirement” chap-
ter of this book for a discussion of nonqualified 
retirement plans.

44.	Revocable	living	trust.	This is a trust cre-
ated during the grantor’s life that may be 
revoked by the grantor. It is used for such 
purposes as avoiding probate, providing asset 
management during the grantor’s lifetime, 
and permitting the administration without 
ancillary (additional) probate proceedings of 
assets such as real estate located in a jurisdic-
tion other than the one in which the grantor 
resides. These trusts have the same income, 
gift, and estate tax consequences as wills, and 
they may or may not reduce estate admin-
istration expenses and legal and accounting 
fees. Revocable living trusts must be executed in 
accordance with applicable state law.

45.	Second-to-die	insurance	trust.	This is a 
type of insurance trust (item 27) geared to one 

Cross-
Reference

38.	Qualified	domestic	trust.	A QDOT is very 
similar to a QTIP trust (item 42 in this list), but 
it is meant for a surviving spouse who is not 
a citizen of the United States. A QDOT must 
have specific provisions regarding the distri-
bution of income and principal and who may 
be a trustee. Unless an appropriate bank or 
trust company is a trustee, the trust must have 
provisions for securing future taxes. QDOTs 
are subject to special tax rules applicable only 
to such trusts.

39.	Qualified	personal	residence	trust.	A 
QPRT is a variation of a grantor retained annu-
ity trust (item 23). A QPRT is funded with 
the grantor’s residence or vacation home. It 
provides that the grantor may reside in the 
residence (or in another purchased with the 
proceeds of the sale of the residence) for a 
specified number of years, at the end of which 
the property passes to other persons. Its pur-
pose is to reduce the value of the property for 
transfer tax purposes.

40.	Qualified	revocable	trust.	A QRT is any 
trust that on the day an individual died was 
treated as owned by the decedent because the 
decedent held the power to revoke the trust. 
A QRT may make an I.R.C. § 645 election 
to be treated as part of the decedent’s estate 
for a limited period of time that is generally 2 
years after the date of death, so that the QRT 
does not have a separate IRS filing require-
ment during that period. The trustee makes 
the election by filing Form 8855, Election To 
Treat a Qualified Revocable Trust as Part of 
an Estate.

41.	Qualified	Subchapter	S	trust. A QSST can 
be an S corporation shareholder. A trust is eli-
gible to be a QSST only if five conditions are 
met [I.R.C. § 1361(d)(3)]:
a. All of the trust’s income is distributed (or 

required to be distributed) currently to one 
individual who is a citizen or resident of 
the United States.

b. During the current income beneficia-
ry’s life, the trust cannot have any other 
income beneficiary. 

c. Any corpus distributed during the current 
income beneficiary’s life may be distrib-
uted only to that beneficiary.
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or more second-to-die insurance policies. It is 
also called a survivorship or last-to-die trust.

46.	Spray	or	sprinkling	trust.	This is a discre-
tionary trust (item 14 in this list) created for 
the benefit of a specified group, such as the 
grantor’s spouse and descendants.

47.	Supplemental	needs	trust.	These trusts, 
formed for the benefit of an incapacitated 
person, were specifically authorized by Con-
gress in 1993. A supplemental needs trust typ-
ically provides that the assets are available to 
be used for the benefit of the disabled person, 
but the trustees are not to use trust assets to the 
extent the individual would otherwise receive 
governmental benefits. For example, a par-
ent might create a trust to provide additional 
funds to care for an incapacitated child with-
out interfering with the child’s Medicaid ben-
efits. Supplemental needs trusts often deal with a 
beneficiary’s nonessentials, such as paying for 
a vacation or a television. When the disabled 
beneficiary dies, the state has generally has a 
first lien on the residue of the trust to repay 
some of the Medicaid assistance. A supple-
mental needs trust can be a QDT (item 37).

48.	Unified	credit	trust.	This is another name 
for a credit shelter trust (item 9 in this list).

49.	Voting	trust. A voting trust can be a share-
holder in an S corporation [I.R.C. § 1361(c)
(2)(A)(iv)]. A voting trust is created primarily 
to exercise the voting power of the S corpo-
ration stock transferred to it. The beneficial 
owners must be treated as the owners of their 
respective portions of the trust, and the trust 
must be created pursuant to a written trust 
agreement signed by the shareholders that 
includes the following four provisions [Treas. 
Reg. § 1.1361-1(h)(1)(v)]:
a. It delegates the right to vote to one or 

more trustees.
b. It requires all distributions with respect to 

the stock to be paid to, or on behalf of, the 
beneficial owners of the stock.

c. It requires title and possession of the stock 
to be delivered to the beneficial owners 
when the trust terminates. 

d. It will terminate on or before a specific 
date or event, either by its terms or by state 
law.  

50.	Wealth	replacement	trust.	This trust holds 
insurance on the life of an individual, or 
on the lives of an individual and his or her 
spouse. The insurance proceeds then replace 
assets that pass to charity, such as upon the 
termination of a charitable remainder trust.

ISSUE 2: DISTRIBUTABLE NET INCOME This issue explains how to 
calculate a trust’s or estate’s distributable net income and how it affects both 
the fiduciary entity’s income tax return and the beneficiaries’ includable 
income.

Distributable net income (DNI) is a tax accounting 
concept. It is the net amount of inflows to the trust 
or estate that are allocable to income, reduced 
by the outflows from the trust or estate that are 
allocable to income, so that it is the amount 
that is available for distribution to the income 
beneficiaries [I.R.C. § 643(a)]. 

Beneficiary’s Income Limit

DNI limits an estate’s or trust’s deduction for 
the income it distributes to its beneficiaries 
[I.R.C. § 651(b)]. Thus, allocations of inflows and 

outflows between income and principal can affect 
the amount of income taxed at the trust or estate 
level, and how much of an amount paid, credited, 
or required to be distributed to a beneficiary is 
includable in the beneficiary’s gross income 
[I.R.C. § 662(a)(1) and (2)].

DNI is calculated on Schedule B, Income 
Distribution Deduction, on page 2 of Form 1041.

Example 15.5 Income Distribution 
Deduction

The trustee of the Casey Trust is required to 
distribute all of the trust accounting income 
annually to the trust’s sole beneficiary, Alex. The 
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For 2012, the trust had the inflows and outflows 
shown in Figure 15.1, and it distributed $25,000 
to Alex.

trust provides that trustee fees and capital gains are 
allocable to corpus, which cannot be distributed. 
Therefore, the trust is a simple trust for 2012. Its 
2011 Form 1041 showed zero taxable income. 

FIGURE 15.1 Casey Trust Accounting Income

Financial Accounting Item Total Income Corpus

Tax-exempt interest income $   6,000 $   6,000 $            0

Taxable interest income 12,000 12,000 0

Qualified dividend income 7,000 7,000 0

Long-term capital gain on sale of stock 20,000 0 20,000

Trustee fees (   5,000) 0          (   5,000)

Totals $ 40,000 $ 25,000 $  15,000 

     

Distribution of net accounting income to Alex $ 25,000

 

Because capital gains are allocable to corpus 
and therefore cannot be distributed by the Casey 
Trust, they are not included in the trust’s DNI. Net 
tax-exempt interest is included in DNI because it 
is part of the distribution [I.R.C. § 643(a)].

Although fiduciary accounting allocates the 
$5,000 trustee fee to corpus, tax accounting per-
mits it to be deducted because it is an allowable 
expense that was incurred during the year. How-
ever, I.R.C. § 265 requires the tax deduction to 
be reduced because some of the trust’s income is 
tax exempt. The fee division is based only on the 
inflows allocated to income.

The trust’s total income items are $25,000, 
as shown in the “Income” column of Figure 
15.1. The tax-exempt interest is 24% ($6,000 ÷ 
$25,000) of that amount. Therefore, $1,200 (24% 
× $5,000) of the trustee fee is allocated to the tax-
exempt income, and $3,800 ($5,000 – $1,200) is 
allocated to the taxable income. The $3,800 is the 
amount that is deductible on Form 1041.

The Casey Trust’s DNI is $20,000, as shown 
in Figure 15.2.

FIGURE 15.2 Calculation of Distributable Net Income (DNI)

Tax-exempt interest $ 6,000

Less: Allocation of trustee fees (1,200) $   4,800

Taxable interest income   12,000

Qualified dividend income 7,000

Total $ 23,800

Trustee fees $ 5,000

Less: Allocation to tax-exempt interest (1,200) (   3,800)

Distributable net income (DNI)    $ 20,000 
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Figure 15.3 shows Parts II and III of the Casey 
Trust’s completed Schedule D (Form 1041), and 
Figure 15.4 shows pages 1 and 2 of the trust’s 
Form 1041. (The form  shown in Figure 15.4 is an 
edited 2011 form because the 2012 form was not 
available at the time of publication. However, the 
2012 Instructions for Form 1041 refer to the same 
line numbers.) All inflows except the tax-exempt 
interest are reported as income. The $3,800 por-
tion of the trustee fee that was allocated to taxable 
income is deducted, as is the $15,200 income dis-
tribution deduction. A statement (not shown) is 
attached to the return to show the expense alloca-
tion to tax-exempt income (see question 1 under 
“Other information” on page 2 of Form 1041).

The Casey Trust ultimately pays tax on 
$19,700 of its capital gain ($20,000 – $300 allow-
able exemption for a simple trust). The gain is 
taxed at the rates for long-term capital gains (0% 
and 15% in 2012), and the trust’s tax is $2,595 
[(0% × $2,400) + {15% × ($19,700 – $2,400)}]. 
The trust was not required to make estimated tax 
payments because it had no liability on its Form 
1041 in 2011.

Lines 1 through 7 of Schedule B (Form 1041) 
are used to arrive at DNI, and lines 8 through 
15 of the schedule make adjustments to DNI to 
determine the income distribution deduction.

The net tax-exempt interest is $4,800 ($6,000 
– $1,200), as shown in Figure 15.2. The $4,800 is 
included in DNI, but it is not part of the income 
distribution deduction because it is not included 
in gross income. Therefore, the income distribu-
tion deduction is $15,200 ($20,000 DNI – $4,800 
net tax-exempt interest).

Capital Gains Excluded 
from DNI

Although capital gains and losses are included in 
the calculation of taxable income on page 1 of 
Form 1041, line 6 of Schedule B (Form 1041) elim-
inates them from the calculation of DNI. When 
a trust asset is sold or exchanged, the money 
or other property received simply replaces the 
asset in the trust’s corpus, so those funds are not 
treated as current income for calculating DNI. 
This results in any tax on the gain being paid by 
the trust rather than by the income beneficiary 
[Treas. Reg. § 1.643(a)-3(a)].

Exceptions to taxation at the trust level apply 
for some gains that are allocable to income under 
the trust document or state law, but those gains 
still are not included in DNI. Instead, they are 
passed through separately to the beneficiary 
after being identified in Part III of Schedule D 
(Form 1041), Capital Gains and Losses.

Practitioner
Note
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FIGURE 15.3 Casey Trust’s Schedule D (Form 1041)
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FIGURE 15.4 Casey Trust’s Form 1041 (page 1 of 2)
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FIGURE 15.4 Casey Trust’s Form 1041 (page 2 of 2)
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Allocation of Deductions

The IRS instructions for completing Schedule 
K-1 (Form 1041), Beneficiary’s Share of Income, 
Deductions, Credits, etc., follow the guidance in 
Treas. Reg. §§ 1.652(b)-3(b) and 1.662(c)-4(e). 
Generally, the trustee can allocate the deduc-
tions that are allowable in the computation of 
DNI to gain the best tax benefit. However, the 
allocation must be consistent with the I.R.C. 
§ 469 passive activity loss rules, and deductions 
that are directly attributable to a specific class 
of income must be deducted from that income. 
For example, rental expenses are deducted from 
rental income and are likely to be subject to the 
passive activity limits.

Deductions that are not directly attribut-
able to a specific class of income generally may 
be allocated to any class of income, as long as a 
reasonable portion is allocated to any tax-exempt 
income, as discussed earlier in this issue. These 
deductions include fiduciary fees, safe deposit 
box rental charges, and state income and per-
sonal property taxes. If a trust makes charitable 
contributions, however, that deduction must be 
ratably apportioned among each class of income 
included in DNI.

Excess deductions that are directly attrib-
utable to a class of income may be allocated to 
another class of income, except that excess deduc-
tions from a passive activity cannot be allocated 
to income from a nonpassive activity or to portfo-
lio income, and excess deductions attributable to 
tax-exempt income cannot offset any other class 
of income. In no case can deductions be allocated 
to an item of income that is not included in the 
computation of DNI or attributable to corpus.

A negative amount cannot be entered for any 
class of income shown in boxes 1 through 8 of 
Schedule K-1 (Form 1041), but in the final year of 
the estate or trust, certain deductions or losses can 
be passed through to the beneficiaries. A benefi-
ciary’s share of depreciation and depletion is also 
apportioned separately, and these deductions 
may be allocated to a beneficiary in amounts 
greater than his or her share of the trust’s income 
[Rev. Rul. 74-530, 1974-2 C.B. 188].

Example 15.6 Allocation of Trustee Fee

The Casey Trust (from Example 15.5) also com-
pletes a Schedule K-1 (Form 1041), Beneficiary’s 
Share of Income, Deductions, Credits, etc., to 
report the distributions to Alex. Although Alex 
received $25,000, he will be taxed on only the 
$15,200 amount of the income distribution 
deduction. The trustee will allocate the $15,200 
between the taxable interest and the qualified 
dividends. Because qualified dividends are taxed 
as net capital gain, Alex will pay a lower tax if the 
trustee reduces only the taxable interest by the 
$3,800 trustee fee, so that Alex’s Schedule K-1 
(Form 1041) shows $8,200 ($12,000 – $3,800) of 
taxable interest, $7,000 of qualified dividends, 
and $4,800 of tax-exempt interest. This allocation 
also follows the I.R.C. § 1(h)(1) rules that mini-
mize the portion of taxable income that is subject 
to the ordinary income tax rates. Alex’s Schedule 
K-1 (Form 1041) is shown in Figure 15.5.
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FIGURE 15.5 Alex Casey’s Schedule K-1 (Form 1041), page 1 of 2
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FIGURE 15.5 Alex Casey’s Schedule K-1 (Form 1041), page 2 of 2
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4. Alternative minimum tax (AMT) items (box 
12)

5. Credits and credit recapture (box 13)
6. Other information (box 14)

Portfolio and Other  
Nonbusiness Income
Each item reported in boxes 1–5 of Schedule 
K-1 (Form 1041) has the same effect on a ben-
eficiary’s income tax return as if the beneficiary 
received it directly from the payer. Interest, divi-
dends, capital gains, and annuity payments are 
all nonpassive income for purposes of the I.R.C. 
§ 469 passive loss rules. The investment income 
amounts in these boxes increase the beneficiary’s 
investment income for purposes of the limit on 
deducting investment interest.

Passive Loss Rules 

See the “Loss Limitations” chapter in this book for 
more information on the passive loss rules.

Because a trust or estate cannot pass losses 
to beneficiaries until its final year, none of the 
amounts reported in these boxes will be negative. 
(The fiduciary reports losses that are distributed 
in the trust’s or estate’s final year in box 11.)

Interest Income and Ordinary Dividends

The amounts reported as interest income  
(box 1) and ordinary dividends (box 2a) are 
included on lines 8a and 9a, respectively, of 
Form 1040, U.S. Individual Income Tax Return. 
The box 2a amount includes the qualified divi-
dends that are also entered in box 2b.

Qualified Dividends

Qualified dividends (box 2b) are reported on 
line 9b of Form 1040. When the individual’s 
tax is calculated, they are added to long-term 
capital gains on the worksheet in the instructions 

Cross-
Reference

ISSUE 3: INTERPRETING SCHEDULE K-1 (FORM 1041) This issue 
explains the effect on the beneficiary of amounts reported on Schedule K-1 
(Form 1041).

The fiduciary of a trust or estate prepares a 
Schedule K-1 (Form 1041), Beneficiary’s Share of 
Income, Deductions, Credits, etc., to report each 
beneficiary’s share of the trust or estate income 
to the IRS and to the beneficiary. The fiduciary 
attaches a copy of each Schedule K-1 to the trust’s 
or estate’s Form 1041 and sends the beneficiary 
his or her copy. Beneficiaries must report their 
shares of the trust income on their own federal 
income tax returns.

Character Is Unchanged

The character of the income on the beneficiaries’ 
returns is the same as its character in the trust or 
estate. The 2012 Schedule K-1 (Form 1041) has 
14 boxes for reporting various types of income, 
deductions, credits, and other information to the 
beneficiaries, as shown in Figure 15.5. The trust 
or estate fiduciary is required to attach statements 
with additional information about some income 
and deduction items.

Transferring information from a Schedule 
K-1 (Form 1041) to an individual’s Form 1040 is 
relatively straightforward. Because the fiduciary 
has already allocated income among the various 
categories, reporting the income on Form 1040 
generally requires only following the instruc-
tions for reporting the income. Portfolio income 
is generally reported in the same manner as if 
the beneficiary had received it directly from the 
payer.

Flow-Through Items

The income, deduction, and credit items and 
other information on Schedule K-1 (Form 1041) 
can be grouped as follows:

1. Portfolio and other nonbusiness income 
(boxes 1–5)

2. Business and rental income (boxes 6–8)
3. Deductions subject to special rules (boxes 

9–11)
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Part III, Income or Loss From Estates and Trusts, 
of the beneficiary’s Schedule E (Form 1040), Sup-
plemental Income and Loss.  

Business and Rental Income
The amounts reported in boxes 6–8 are the ben-
eficiary’s share of the trust’s or estate’s net income 
from businesses, rental real estate, and other rental 
income, respectively. The deductions included 
to compute those net amounts may be subject to 
the passive activity rules. Consequently, the fidu-
ciary must attach a statement to the Schedule K-1 
(Form 1041) that shows the beneficiary’s share of 
income from each trade or business, rental real 
estate, or other rental activity. The beneficiary 
must determine whether the net income is from a 
passive activity and report the income appropri-
ately on line 33 of Schedule E (Form 1040). 

However, the IRS has not issued any guid-
ance for applying the passive activity rules to 
the beneficiary’s share of net income from these 
activities. (Treas. Reg. § 1.469-8, “Application 
of section 469 to trust, estates, and their ben-
eficiaries,” is reserved, with no content.) If nei-
ther the fiduciary nor the beneficiary materially 
participates in the activity, it is likely that the 
beneficiary’s share of the net income is passive.

Deductions Subject to  
Special Rules
Some deductions have not been included in the 
net business or rental income amounts reported in 
boxes 6–8 of Schedule K-1 (Form 1041) because 
they require special treatment.

Directly Apportioned Deductions 

A fiduciary is required to apportion depreciation, 
depletion, and amortization deductions between 
the income beneficiaries and the trust or estate 
in proportion to their shares of the trust or estate 
income, unless the governing instrument or 
local law requires or permits the fiduciary to 
maintain a depreciation reserve. If the fiduciary 
is required to maintain a reserve, the deduction 
is first allocated to the trust or estate up to the 
amount of the reserve. Any excess is allocated 
among the income beneficiaries and the trust 
or estate in the same manner as the trust’s or 
estate’s accounting income.

A beneficiary’s share of depreciation, deple-
tion, or amortization deductions is not included 

for Schedule D (Form 1040), Capital Gains and 
Losses, and are taxed at the same rate as long-
term capital gains.

Net Short-Term Capital Gain

Net short-term capital gain (box 3) is added to the 
beneficiary’s other short-term capital gains on his 
or her Schedule D (Form 1040) to determine if 
the beneficiary has a net short-term capital gain 
or loss. A net short-term gain or loss is then netted 
with the beneficiary’s net long-term gain or loss to 
determine if the beneficiary has a net capital gain 
or net capital loss.

Net Long-Term Capital Gain

Net long-term capital gain (box 4a) is added to 
the beneficiary’s other long-term capital gains on 
his or her Schedule D (Form 1040) to determine 
if the beneficiary has a net long-term capital gain 
or loss. A net long-term gain or loss is then netted 
with the beneficiary’s net short-term gain or loss 
to determine if the beneficiary has a net capital 
gain or net capital loss.

The amount entered in box 4a includes any 
amounts that are also shown in boxes 4b and 4c. 
If any of the gains or losses are from the disposi-
tion of a passive activity, the fiduciary must attach 
a statement identifying those gains or losses.

28% Rate Gain

The 28% rate gain (box 4b) is included on the 
beneficiary’s worksheet in the instructions for 
Schedule D (Form 1040) and is taxed at the 
lesser of the beneficiary’s ordinary income tax 
rate or 28%.

Unrecaptured § 1250 Gain 

The unrecaptured § 1250 gain (box 4c) is included 
on the beneficiary’s worksheet in the instructions 
for Schedule D (Form 1040) and is taxed at the 
lesser of the beneficiary’s ordinary income tax 
rate or 25%.

Other Portfolio and Nonbusiness Income 

Other portfolio and nonbusiness income (box 
5) includes royalties, annuities, and other 
income that is not subject to the passive activ-
ity rules, such as retirement plan distributions 
and most other income in respect of a decedent 
(IRD). It is reported on line 33, column (f), in  
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chapter of this book for a discussion of the 
ATNOL deduction.)

Excess Deductions  
on Termination

The amount reported in box 11 with code A is 
called excess deductions on termination. The 
rules for individuals’ income tax deductions gen-
erally apply to estates and trusts, so a loss created 
by nonbusiness deductions does not result in an 
NOL. Administrative fees, including trustee fees, 
attorney fees, and accountant fees, are generally 
treated as nonbusiness deductions. If they exceed 
the entity’s income, the trust or estate realizes a 
loss, but the loss is not a deductible loss and it 
does not carry over. In the year of termination, 
however, the excess deductions can be passed 
through to the beneficiaries of a trust or estate 
who succeed to its property.  

Alternative Minimum Tax Items
The fiduciary reports items that affect the 
beneficiary’s AMT calculation in box 12. Code A 
indicates the full adjustment for AMT purposes, 
and codes B through H indicate which AMT 
preferences or adjustments contributed to the 
full adjustment. Code J indicates an exclusion 
item that the beneficiary can use to calculate a 
minimum tax credit in future years.

Credits and Credit Recapture
Codes A though T in box 13 indicate which of 
20 possible credits are being reported, and code 
U indicates a credit recapture amount. The fidu-
ciary must attach a statement with the informa-
tion that the beneficiary needs to calculate the 
credit recapture. Most of the credits are business-
related, but code A is the beneficiary’s share of 
estimated tax payments made by the estate or 
trust (to be reported on line 63 of Form 1040), 
and code B is an allocation of backup withhold-
ing credited to the estate or trust (to be reported 
on line 62 of Form 1040). 

Other Information
The fiduciary reports other information that the 
beneficiary needs in box 14 using codes A–H.

Practitioner
Note

in the net income reported in boxes 6–8. Instead, 
the fiduciary reports it separately in box 9 with 
code A for depreciation, code B for depletion, 
or code C for amortization. The beneficiary’s 
treatment then depends on whether the deduc-
tion arose from a passive activity. Passive activity 
amounts are entered first on Form 8582, Passive 
Activity Loss Limitations, whereas nonpassive 
amounts are entered directly on line 33 of Sched-
ule E (Form 1040).

Estate Tax Deduction

If the distribution included any IRD, and the 
estate or trust was allowed a deduction for estate 
tax paid on the IRD, the beneficiary is allowed to 
deduct a proportionate share of the tax. The fidu-
ciary must attach a computation to Form 1041 
and enter the amount in box 10 of the beneficia-
ry’s Schedule K-1 (Form 1041). The beneficiary 
reports the deduction on line 28 of Schedule A 
(Form 1040), Itemized Deductions, as a miscel-
laneous deduction that is not subject to the 2% of 
adjusted gross income (AGI) floor.

Final-Year Deductions 

Trusts and estates cannot pass losses to their ben-
eficiaries until their final year. Prior-year capital 
losses or net operating losses (NOLs) are carried 
forward by the trust or estate. If there are unused 
losses when the trust or estate terminates, the 
fiduciary reports the remainder in box 11 with 
a code indicating the type of loss that is being 
passed through.

■■ Code A indicates an excess ordinary deduc-
tion that the beneficiary reports on Schedule 
A (Form 1040) as a miscellaneous itemized 
deduction subject to the 2%-of-AGI floor.

■■ Code B designates a short-term capital loss 
carryover that the beneficiary reports on 
Schedule D (Form 1040).

■■ Code C is used to report a long-term capital 
loss carryover that the beneficiary reports on 
Schedule D (Form 1040).

■■ Code D is for an NOL carryover that the 
beneficiary deducts on line 21 of Form 1040.

■■ Code E is an alternative minimum tax 
(AMT) NOL (ATNOL) carryover that the 
beneficiary includes on Form 6252, Alterna-
tive Minimum Tax—Individuals. (See Issue 
6 on pages 472–476 in the “Business Issues” 
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■■ Code A is the tax-exempt interest that the ben-
eficiary includes on line 8b of Form 1040. 
Although this interest is not included in tax-
able income, it could cause social security 
benefits to be taxable.

■■ Code B indicates foreign taxes that the ben-
eficiary can use to claim a credit on line 47 
of Form 1040 or an itemized deduction on 
Schedule A (Form 1040).

■■ Code C is qualified production activities income 
that the beneficiary reports on line 7, column 
(b), of Form 8903, Domestic Production 
Activities Deduction (DPAD). The fiduciary 
must attach a statement showing any amount 
that is oil-related qualified production activi-
ties income, and the beneficiary must report 
that amount in column (a) as well as column 
(b).

■■ Code D reports the Form W-2 wages for the 
DPAD that the beneficiary reports on line 17 
of Form 8903.

■■ Code E is the net investment income that the 
beneficiary reports on line 4a of Form 4952, 

Investment Interest Expense Deduction. It 
increases the investment income limit on the 
beneficiary’s investment interest deduction.

■■ Code F is gross farm and fishing income that the 
beneficiary reports on line 42 of Schedule E 
(Form 1040). It increases the beneficiary’s 
gross income from farming or fishing for 
purposes of the exception to the underpay-
ment of estimated tax penalty.

■■ Code G indicates foreign trading gross receipts 
that the beneficiary reports on Form 8873, 
Extraterritorial Income Exclusion, to calcu-
late the amount of income that is excluded 
by the extraterritorial income exclusion. 
That exclusion was repealed for transactions 
after 2004, but transition rules allow the 
exclusion for binding contracts that were in 
effect on September 17, 2003.

■■ Code H is other information. The fiduciary 
must attach a statement explaining the addi-
tional information that the beneficiary needs 
to report on his or her return.

ISSUE 4: GRANTOR TRUST FILING REQUIREMENTS  Grantor trusts 
have choices for the way they report income, deductions, and credits to the 
persons who are treated as their owners.

A grantor trust is in one sense ignored for federal 
tax purposes—it does not pay federal income tax 
itself because its income is treated as the owners’ 
income. The trust is obligated to report its income 
to the grantors or other persons who are treated 
as substantial owners of the trust.

Substantial Owner May 
Not Be Grantor

Grantor trusts were defined earlier in this chapter 
in the “Key Terms and Concepts: Fiduciary Enti-
ties” section. Someone who is not the grantor of 
a trust may be treated as the owner if he or she 
has been given the exclusive power of appoint-
ment to vest the trust’s corpus or income in him-
self or herself, or if he or she has released that 
power but retained controls similar to those that 
would subject the grantor to tax. This does not 
apply if the grantor is still treated as the owner 
[I.R.C. § 678].

Practitioner
Note

The trustee of a grantor trust may still use 
Form 1041 to meet its filing requirements, but 
only the entity information of Form 1041 is com-
pleted. No dollar amounts are entered on the 
form itself; they are shown only on an attachment 
to the form. Schedule K-1 (Form 1041) should 
not be used as the attachment. The fiduciary 
must give the owner of the trust a copy of the 
attachment, which must include all of the follow-
ing information:

■■ The name, identifying number, and address 
of the person to whom the income is taxable

■■ The trust income that is taxable to the 
grantor or another person, in the same detail 
as it would be reported on the individual’s 
return if the individual had received the 
income directly

■■ Any deductions or credits that apply to this 
income, in the same detail that they would 
be reported on the owner’s return if the 
owner paid or received them directly
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The income taxable to the owner and the 
deductions and credits that apply to that income 
must be reported by that person on his or her 
own income tax return.

Trust with One Grantor

If a trust is treated as owned by only one grantor 
or other person, the trustee may choose to report 
its income using Optional Method 1 or Optional 
Method 2 instead of filing Form 1041 with the 
attachment. For this purpose, a married couple is 
treated as one grantor if all of the trust is treated as 
owned by the husband and wife and the husband 
and wife file a joint income tax return.

Some restrictions apply. The trust cannot be a 
foreign trust or a trust that has any assets located 
outside the United States, and it cannot have an 
owner who is not a U.S. person. The trust cannot 
be a QSST, and the grantor must use a calendar 
tax year. 

Optional Method 1
The trustee gives all payers of income the name 
and social security number (SSN) of the grantor 
(or other person who is treated as the owner of 
the trust) and the address of the trust. The trustee 
then must give the grantor (or other person treated 
as the owner of the trust) a statement that shows 
all the items of income, deductions, and credits 
and identifies the payer of each item of income. 
The statement must explain how the person who 
is treated as the owner of the trust takes those 
items into account when figuring his or her tax-
able income or tax, and it must state that the listed 
items must be included when the recipient figures 
taxable income and credits on his or her income 
tax return. (However, if the grantor is the trustee 
or co-trustee of the trust, he or she is not required 
to issue the statement to himself or herself.)

This method may be used only if the owner of 
the trust provides the trustee with a signed Form 
W-9, Request for Taxpayer Identification Num-
ber and Certification. A trust does not need an 
EIN if this method of reporting is used.

Optional Method 2
The trustee gives all payers of income the name, 
address, and EIN of the trust. The trustee must 
also file with the IRS the appropriate informa-
tion returns (Forms 1099) that report the income 
or gross proceeds that the trust received dur-
ing the year, showing the trust as the payer and 
the grantor (or other person treated as owner) 
as the payee. The trustee must report each type 
of income, such as interest or dividends, in the 
aggregate, but must report each item of gross pro-
ceeds from sales or exchanges separately. The 
due date for any required Form 1099 is February 
28 (March 31 if filed electronically) of the follow-
ing year. 

In addition, the trustee must give the owner 
of the trust a statement that shows all items of 
income, deduction, and credit; explains how the 
owner of the trust takes those items into account 
when figuring his or her taxable income or tax; 
and informs the owner that those items must 
be included when figuring taxable income and 
credits on his or her income tax return. This 
statement satisfies the requirement to give the 
recipient copies of the information returns (Forms 
1099) filed by the trustee.

If a trustee has previously filed Form 1041 and 
wishes to change the method of filing to Optional 
Method 1 or Optional Method 2, the trustee must 
file a final Form 1041 for the year of the change. 
On the front of this Form 1041, the trustee must 
write “Pursuant to Treas. Reg. § 1.671-4(g), this 
is a final Form 1041 for this grantor trust.” The 
“Final return” box in item F must also be checked.

More Than One Grantor

If the trust has more than one grantor, the trustee 
can choose Optional Method 3. If the trust 
chooses this method, the trustee must give all 
payers of income during the tax year the name, 
address, and EIN of the trust. The trustee also 
must file with the IRS the appropriate Forms 1099 
to report the income or gross proceeds paid to the 
trust by all payers during the tax year attributable 
to the part of the trust treated as owned by each 
person who is treated as an owner of the trust, 
showing the trust as the payer and each person 
treated as an owner of the trust as a payee. The 
trustee must report each type of income, such as 
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interest and dividends, in the aggregate, but must 
report each item of gross proceeds from sales 
or exchanges separately. The due date for any 
Forms 1099 required to be filed with the IRS by a 
trustee under this method is February 28 (March 
31 if filed electronically) of the following year.

In addition, the trustee must give each per-
son treated as an owner of the trust a statement 
that shows all items of income, deduction, and 
credit that are attributable to the part of the trust 
that is treated as owned by that person; explains 
how the owner of the trust takes those items into 
account when figuring his or her taxable income 
or tax; and informs the person that those items 
must be included when figuring taxable income 
and credits on his or her income tax return. This 
statement satisfies the trustee’s requirement to 
give the recipient copies of the Forms 1099 filed 
by the trustee.

Example 15.7 shows how Form 1041 is com-
pleted for a grantor trust with multiple owners 
if the trustee does not choose the optional filing 
method.

Example 15.7 Multiple Grantors

Members of the McArdle family set up the McAr-
dle Family Trust to minimize the cost of man-
aging their investments. The terms of the trust 

permit family members to invest as much as they 
want at any time and withdraw part or all of their 
investment at any time. Consequently, the trust is 
a grantor trust.

The trustee, Sebastian S. McArdle, provides 
the trust’s name and EIN for information report-
ing purposes when the trust buys and sells mutual 
funds and bonds, so all information returns are 
received in the name of the trust. Sebastian allo-
cates income, expenses, gains, and losses among 
the family members who are grantors based on 
their relative shares of the trust at the time each 
item is realized. At the end of year, he prepares a 
Form 1041 on which he reports only the informa-
tion in the entity section (boxes A–G, as shown in 
Figure 15.6) with all other information provided 
as attachments (shown in Figures 15.7 for income 
and expense items and 15.8 for gains and losses). 
He files the Form 1041 and attachments with the 
IRS. He also sends each grantor a statement that 
includes that grantor’s own information from the 
attachments. Each grantor uses the information 
statement to report his or her own share of the 
income and deduction items and the gains and 
losses. Note that the administrative fees are not 
netted with trust income; they are a miscella-
neous itemized deduction. 

FIGURE 15.6 McArdle Family Trust Form 1041



602   ISSUE 4: GRANTOR TRUST FILING REQUIREMENTS

FIGURE 15.7 Attachment 1 for McArdle Family Trust Form 1041

McArdle Family Trust, Emp. I.D. #42-6711041
Sebastian S. McArdle, Trustee

672 Green Street
Anytown, USA 54321

Grantor Information

        Grantor Taxpayer ID                      Address

Erin M. Stevenson 671-01-1041 673 Blue Street, Metro, USA 76543

Lee A. Stevenson 671-02-1041 673 Blue Street, Metro, USA 76543

Anne R. McArdle 671-03-1041 674 Red Street, Rural, USA 98765

Whitney H. McArdle 671-04-1041 674 Red Street, Rural, USA 98765

William E. McArdle 671-05-1041 675 Brown Street, Suburban, USA 13579

Allocation of Income and Expenses among Grantors for 2012 Form 1041

Federal
Dividends

Federal 
Qualified 
Dividends

Federal
Tax Exempt 

Income

Private
Activity

Bond
State

Dividends

State
Tax 

Exempt
Income

Admin.
Fees

Administrative Fees
Allocated to:

Taxable
Income

Non-
taxable
Income

Came from: Form 1099-
DIV, box 1a

Form 1099- 
DIV, box 1b

Form 1099- 
INT, box 8

Form 
1099-
INT,  
box 9

Report on: Form 1040 
Sch. B, 
line 5

Form 1040, 
line 9b

Form 1040, 
line 8b

Form 
6251, 
line 11

Form 1040 
Sch. A,  
line 22

Grantor

Erin M. 
Stevenson  209.36  79.05  949.95  133.53  1,154.63  4.68  4.09  0.74  3.35 

Lee A. 
Stevenson  0.24  0.00  115.34  16.21  115.57  0.00  0.99  0.00  0.99 

Anne R. 
McArdle  78.60  29.55  515.38  72.45  592.22  1.75  1.53  0.20  1.33 

Whitney H. 
McArdle  205.14  77.44  959.14  134.83  1,159.69  4.58  4.01  0.71  3.30 

William E. 
McArdle  121.65  46.00  475.05  66.78  594.00  2.73  2.38  0.49  1.89 

Total  614.99  232.04  3,014.86  423.80  3,616.11  13.74  13.00  2.14  10.86 
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FIGURE 15.8 Attachment 2 for McArdle Family Trust Form 1041

Allocation of Gains and Losses among Grantors for 2012 Form 1041

Sale of 1,670.15 shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 on 30 April 2012

Report on Form 8949, line 3

  Column a: (# of shares) shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 

  Column b: (Date acquired) 12/12/2005

  Column c: (Date sold) 04/30/2012

Form 1099-B
Erin M. 

Stevenson
Lee A. 

Stevenson
Anne R. 
McArdle

Whitney H. 
McArdle

William E. 
McArdle

  Column a:  
(# of shares)  1,670.15  576.18  85.86  319.72  482.99  205.40 

  Column e: (price)  16,000.00  5,519.79  822.53  3,062.94  4,627.02  1,967.72 

  Column f: (cost)  23,549.06  8,124.11  1,210.62  4,508.09  6,810.12  2,896.12 

  Gain (loss)  (7,549.06)  (2,604.32)  (388.09)  (1,445.15)  (2,183.10)  (928.40)

Sale of 2,777.78 shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 on 30 August 2012

Report on Form 8949, line 3

  Column a: (# of shares) shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 

  Column c: (Date acquired) various

  Column d: (Date sold) 08/30/2012

Form 1099-B
Erin M. 

Stevenson
Lee A. 

Stevenson
Anne R. 
McArdle

Whitney H. 
McArdle

William E. 
McArdle

  Column a:  
(# of shares)  2,777.78  958.30  142.80  531.76  803.30  341.62 

  Column e: (price)  25,000.00  8,624.67  1,285.21  4,785.85  7,229.71  3,074.56 

  Column f: (cost)  38,943.54  13,435.00  2,002.02  7,455.12  11,262.03  4,789.37 

  Gain (loss)  (13,943.54)  (4,810.33)  (716.81)  (2,669.27)  (4,032.32)  (1,714.81)

Sale of 747.07 shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 on 10 September 2012

Report on Form 8949, line 3

  Column a: (# of shares) shares of UBS Global Allocation Fund Class A CUSIP: 90262H627 

  Column b: (Date acquired) various

  Column c: (Date sold) 09/10/2012

Form 1099-B
Erin M. 

Stevenson
Lee A. 

Stevenson
Anne R. 
McArdle

Whitney H. 
McArdle

William E. 
McArdle

  Column a: 
(# of shares)  747.07  257.73  38.41  143.01  216.04  91.88 

  Column e: (price)  7,000.00  2,414.91  359.86  1,340.04  2,024.32  860.87 

  Column f: (cost)  9,178.10  3,166.32  471.83  1,757.00  2,654.20  1,128.75 

  Gain (loss)  (2,178.10)  (751.41)  (111.97)  (416.96)  (629.88)  (267.88)
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Example 15.8 Election of Optional Method 3

Sebastian S. McArdle (from Example 15.7) 
elected to use Optional Method 3. He must 
prepare five Forms 1099-DIV, Dividend Distri-
butions (one for each grantor); five Forms 1099-
INT, Interest Income (one for each grantor); 15 
Forms 1099-B, Proceeds From Broker and Barter 
Exchange Transactions (one for each grantor for 
each of the three sales); and three Forms 1096, 
Annual Summary and Transmittal of U.S. Infor-
mation Returns (one for each type of Form 1099), 
for a total of 28 documents that show the trust as 
the payer. He must also provide each of the five 
grantors with the same summary statement that 
is required if he files Form 1041 instead of the 
Forms 1099. He is not required to give the grant-
ors copies of the Forms 1099. 
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Adequate Disclosure 
on Tax Return

Disclosure is adequate if an item is properly 
reported on Form 8275, Disclosure Statement, or 
Form 8275-R, Regulation Disclosure Statement. 
Some items are considered adequately disclosed 
on the tax return itself. See Rev. Proc. 2012-15, 
2012-7 I.R.B. 369, updating Rev. Proc. 2011-13, 
2011-3 I.R.B. 318.

Practitioner
Note

AUTHORITY FOR TAX POSITIONS If the IRS successfully challenges a 
tax return position that understates tax, the taxpayer may face an accuracy-
related penalty.

I.R.C. § 6662 generally imposes a 20% penalty 
on a taxpayer who takes a tax return position that 
substantially understates the tax due if the IRS 
successfully challenges the position. However, 
the penalty does not apply in two circumstances:

1. There is substantial authority to support the 
position taken on the tax return.

2. The relevant facts affecting the tax treatment 
of the item are adequately disclosed on the 
return and there is a reasonable basis for the 
position taken on the tax return.
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9. Private letter rulings and technical advice 
memoranda issued after October 31, 1976

10. Actions on decisions (AODs) and general 
counsel memoranda issued after March 12, 
1981

11. IRS information releases or press releases, 
and notices, announcements, and other 
administrative pronouncements published 
by the IRS in the Internal Revenue Bulletin

Timeliness of 
Substantial Authority

Tax law sometimes changes over time. There is 
substantial authority for the treatment of an item 
if there is substantial authority

■■ at the time the return containing the item 
is filed; or 

■■ on the last day of the tax year to which 
the return relates [Treas. Reg. §1.6662-
4(d)(3)(iv)(C)].

Reasonable Basis

The reasonable basis standard is not as strin-
gent as the substantial authority standard. 
There is a reasonable basis for a position 
on a tax return if there is some authority for 
the position even if the weight of contrary 
authority is greater. However, the reason-
able basis standard is not satisfied by a return 
position that is merely arguable or is merely a 
colorable claim. It must be reasonably based 
on authorities that can be used to find sub-
stantial authority for a position—taking into 
account the relevance and persuasiveness of 
the authorities and subsequent developments 
[Treas. Reg. § 1.6662–3(b)(3)].

Circuit Courts of Appeals

There are 13 U.S. circuit courts of appeals. Except 
for the Federal Circuit, each court’s jurisdiction to 
hear appeals is limited geographically, as shown 
in Figure 16.1. These courts can hear appeals 
from taxpayers in their jurisdictions of decisions 
by the U.S. district courts and the Tax Court. 

Practitioner
Note

Substantial Authority

There is substantial authority for a position taken 
on a tax return only if the weight of authorities 
supporting the position is substantial in relation-
ship to the weight of authorities supporting con-
trary positions. The weight of authorities does not 
have to meet the more-likely-than-not standard—
the standard that is met when there is a greater 
than 50% likelihood of the position being upheld. 
However, the substantial authority standard is 
more stringent than the reasonable basis standard 
discussed next.

The possibility that a return will not be audited 
or, if audited, that an item will not be raised on 
audit is not relevant in determining whether the 
substantial authority standard (or the reasonable 
basis standard) is satisfied [Treas. Reg. § 1.6662-
4(d)(2)].

Authority for More 
than One Position

There may be substantial authority for more than 
one position with respect to the same item or 
set of facts [Treas. Reg. § 1.6662-4(d)(3)(i)]. That 
means it is possible for two different taxpayers 
who take two different positions on the same 
issue to each have substantial authority for the 
chosen position.

In determining whether there is substantial 
authority for a position taken on a tax return, the 
following items represent authority:

1. Applicable provisions of the Internal Rev-
enue Code and other statutory provisions

2. Proposed, temporary, and final regulations 
construing such statutes

3. Revenue rulings and revenue procedures
4. Tax treaties and regulations thereunder, 

and Treasury Department and other official 
explanations of such treaties

5. Federal court cases
6. Congressional committee reports
7. Joint explanatory statements included in con-

gressional conference committee reports
8. General explanations of tax legislation 

prepared by the Joint Committee on Taxation

Practitioner
Note
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10. Tenth Circuit—Wyoming, Utah, Colorado, 
New Mexico, Kansas, Oklahoma

11. Eleventh Circuit—Alabama, Georgia, Florida
12. District of Columbia Circuit—District of 

Columbia
13. Federal Circuit—any federal district court, 

U.S. Court of Federal Claims, U.S. Court of 
International Trade, U.S. Court of Appeals 
for Veterans Claims

Precedent for Tax Court
The Tax Court’s jurisdiction is the entire United 
States and its possessions. Therefore, a Tax Court 
opinion involving a taxpayer in California is 
precedential for a taxpayer in New York. How-
ever, Tax Court cases are appealed to the U.S. 
circuit court of appeals for the circuit in which the 
taxpayer lives. If a circuit court of appeals over-
rules a Tax Court case, the case is overruled only 
with respect to taxpayers who live in that circuit 
[Treas. Reg. § 1.6662-4(d)(3)(iii)]. Taxpayers out-
side the jurisdiction of the circuit court of appeals 
that overruled the Tax Court are not bound by 
that decision.

Jurisdiction of Circuit Courts of 
Appeals

1. First Circuit—Maine, New Hampshire, Mas-
sachusetts, Rhode Island, Puerto Rico

2. Second Circuit—Vermont, New York, 
Connecticut

3. Third Circuit—Pennsylvania, New Jersey, 
Delaware, U.S. Virgin Islands

4. Fourth Circuit—Maryland, Virginia, West 
Virginia, North Carolina, South Carolina

5. Fifth Circuit—Texas, Louisiana, Mississippi
6. Sixth Circuit—Michigan, Ohio, Kentucky, 

Tennessee
7. Seventh Circuit—Wisconsin, Illinois, Indiana
8. Eighth Circuit—Minnesota, Iowa, Missouri, 

Arkansas, Nebraska, North Dakota, South 
Dakota

9. Ninth Circuit—Montana, Idaho, Washing-
ton, Oregon, California, Nevada, Arizona, 
Alaska, Hawaii, Guam, Northern Mariana 
Islands

FIGURE 16.1 Map of Circuit Courts of Appeals Jurisdictions
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Consequently, even though taxpayers are not 
bound by circuit court of appeals opinions out-
side of their own circuit, they can and must con-
sider those opinions when determining whether 
there is substantial authority for a position on a 
tax return.

Effect on Substantial Authority
Treas. Reg. § 1.6662-4(d)(3)(iv)(B) says that the 
taxpayer’s residence is not taken into account 
for purposes of the applicability of a court case 
in determining whether or not there is substan-
tial authority for the tax treatment of an item. 

RULINGS AND CASES This chapter summarizes  a selection of court cases, 
Treasury regulations, revenue rulings, revenue procedures, IRS announcements 
and notices, letter rulings, and IRS chief counsel advice memoranda issued 
during the past year.

Figure 16.2 lists rulings and cases that are not 
summarized in this chapter (with two exceptions) 
but are discussed in other chapters of this book. 
Brooks v. Commissioner, T.C. Memo. 2012-38, pro-
vides facts for an ethical discussion in the “Ethics” 
chapter and this chapter summarizes its holding 

FIGURE 16.2 Rulings and Cases Discussed in Other Chapters

Page Citation Topic

IRS Issues

  2 IR-News Rel. 2012-4 (Jan. 6, 2012) Updated tax gap statistics

  6 Notice 2011-80, 2011-43 I.R.B. 591 PTIN issuance and renewal

10 Instructions for Form 2848, Power of Attorney and 
Declaration of Representative

Changes for filing power of attorney 
authorization

20 T.D. 9568, 2012-8 I.R.B. 395, and REG–130302–10, 2012-8 
I.R.B. 412

Rules for foreign financial account 
(FATCA ) reporting

Ethics

55 Gaerttner v. Commissioner, T.C. Memo. 2012-43 Medical expense substantiation

55 Esrig v. Commissioner, T.C. Memo. 2012-38 Business expense substantiation

57 Avenell v. Commissioner, T.C. Memo. 2012-32 Unreported income

60 Brooks v. Commissioner, T.C. Memo. 2012-25 Cancellation of debt income

61 Hatch v. Commissioner, T.C. Memo. 2012-50 Worker classification

61 Fonteneaux v. Commissioner, T.C. Memo. 2012-44 Early withdrawal penalty 

62 Wilmot v. Commissioner, T.C. Memo. 2011-293 Activity treated as hobby 

63 Bell v. Commissioner, T.C. Memo. 2011-296 Recordkeeping

65 Kleber v. Commissioner, T.C. Memo. 2011-233 Cancellation of debt income

66 Van Wickler v. Commissioner, T.C. Memo. 2011-196 Loss limitations (tax shelter)

67 Wood v. Commissioner, T.C. Memo. 2011-190 Income from embezzlement

(continued)

on discharged interest. The “Retirement” chap-
ter briefly discusses Taproot Administrative Services, 
Inc. v. Commissioner, 679 F.3d 1109 (9th Cir. 2012), 
aff’g 133 T.C. 202 (2009). This chapter provides a 
more in depth summary of that case. 



610   RULINGS AND CASES

FIGURE 16.2 Rulings and Cases Discussed in Other Chapters

Page Citation Topic

Ethics (continued)

68 Woods v. Commissioner, 137 T.C. 159 (2011) First-time homebuyer credit

68 Nixon v. Commissioner, T.C. Memo. 2011-249 Qualifying children

69 Alioto v. Commissioner, T.C. Memo. 2011-151 Purported theft loss

New Legislation

75 IR-News Rel. 2011-124 (December 23, 2011) Excess FICA withholding

80 Notice 2012-13, 2012-9 I.R.B. 421 Submission of Form 8850

94 Notice 2012-27, 2012-17 I.R.B. 849 Fractional program aircraft

Loss Limitations

109 Vandegrift v. Commissioner, T.C. Memo. 2012-14 Time spent on passive activity

109 Iovine v. Commissioner, T.C. Summary Opinion 2012-32 Time spent on passive activity

109 Jafarpour v. Commissioner, T.C. Memo. 2012-165 Time spent on passive activity

110 Manalo v. Commissioner, T.C. Summary Opinion 2012-30 Material participation

113 REG–109369–10, 2012-09 I.R.B. 434 LLC member’s participation

Schedule C (Form 1040)

131 Announcement 2011-64, 2011-41 I.R.B. 503 Voluntary Classification Settlement 
Program (employment tax )

139 Mwangachuchu v. Commissioner, T.C. Memo. 2012-86 Unreported income (indirect net worth 
method)

139 Lain v. Commissioner, T.C. Memo. 2012-99 Unreported income (indirect method)

139 Collins v. United States, 110 A.F.T.R. 2d (RIA) 2012-5128  
(7th Cir. 2012)

Unreported income (commingled funds)

141 A.O.D. 2011-006, 2012-3 I.R.B., acq. to Mayo v. Commissioner, 
136 T.C. 81 (2011)

Gambling expense deductions 

146 Rev. Proc. 2011-47, 2011-42 I.R.B. 520 Per diem allowances for business travel

147 Notice 2011-81, 2011-42 I.R.B. 513 High cost localities

Individual Taxpayer Issues

199 A.O.D. 2011-006, 2012-3 I.R.B., acq. to Mayo v. Commissioner, 
136 T.C. 81 (2011)

Gambling expense deductions

Prior Legislation

257 Rev. Proc. 2011-52, 2011-45 I.R.B. 701 2012 adoption credit

267 Notice 2012-34, 2012-21 I.R.B. 937 Postponed broker reporting of debt 
instruments and options

270 Notice 2011-88, 2011-46 I.R.B. 748 Postponed backup withholding on 
payment card transactions

271 Notice 2012-9, 2012-4 I.R.B. 315 Form W-2 reporting of health insurance 
costs

(continued)
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FIGURE 16.2 Rulings and Cases Discussed in Other Chapters

Page Citation Topic

Prior Legislation (continued)

281 Notice 2012-40, 2012-25 I.R.B. 1046 Salary deferral limit for health FSA 

288 REG–113770–10, 2012-13 I.R.B. 587 Excise tax on medical devices

291 REG–121647–10, 77 F.R. 9021 Foreign financial account identification

Retirement

314 Taproot Administrative Services, Inc. v. Commissioner, 679 
F.3d 1109 (9th Cir. 2012), aff’g 133 T.C. 202 (2009)

IRA cannot be S corporation 
shareholder 

Gifts and Inheritances

396 Rev. Proc. 2011-52, 2011-45 I.R.B. 701 Special use valuation for qualified 
farm and closely held business real 
property

Business Issues

422 Small Employer Health Tax Credit: Factors Contributing to 
Low Use and Complexity [GAO-12-549 (May 2012)]

Eligible employers not claiming health 
insurance credit 

460 T.D. 9564, 2012-14 I.R.B. 614, and REG–168745–03, 2012-14 
I.R.B. 718

Framework for capitalization versus 
deducting repairs

471 Rev. Proc. 2012-19, 2012-14 I.R.B. 689, and Rev. Proc. 2012-20, 
2012-14 I.R.B. 700

Automatic consent procedures for 
accounting method changes 

Business Entities

478 Maguire v. Commissioner, T.C. Memo. 2012-160 Shareholder basis shift between 
S corporations through distributed 
receivables

480 Prop. Treas. Reg. § 1.1366-2(a)(2) [REG–134042–07, 2012-27 
I.R.B. 5]

Requirements for S corporation debt 
basis

Tax Practice

541 Treas. Reg. § 1.6695-2 Tax preparer recordkeeping for earned 
income credit (EIC) due diligence 

558 Rev. Proc. 2012-18, 2012-10 I.R.B. 455 Appeals rules for ex parte contacts

560 Notice 2012-8, 2012-4 I.R.B. 309 Equitable relief from joint liability

561 Hiramanek v. Commissioner, T.C. Memo. 2011-280 Joint return signed under duress

568 Notice 2011-70, 2011-32 I.R.B. 135 No 2-year limit for equitable relief

571 TIGTA 2012-40-088 (July 27, 2012) Errors on VITA-prepared returns 

571 REG–138367–06, 77 F.R. 57055 Proposed changes to Circular 230 

575 www.taxpayeradvocate.irs.gov//userfiles/file/TAS_
change_case_criteria_6_12_12.pdf

Changes to Taxpayer Advocate Service 
case criteria
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Rev. Proc. 2012-20, 2012-14 I.R.B. 700, pro-
vides guidance for requesting a change for the fol-
lowing methods of accounting addressed in the 
temporary regulations:

■■ Leased property  
[Temp. Treas. Reg. § 1.167(a)-4T]

■■ General asset accounts  
[Temp. Treas. Reg. § 1.168(i)-1T]

■■ MACRS property  
[Temp. Treas. Reg. § 1.168(i)-7T]

■■ Dispositions of MACRS property  
[Temp. Treas. Reg. § 1.168(i)-8T]

Repairs and Capital 
Expenditures

See Issue 5 in the “Business Issues” chapter of this 
book for a discussion of the temporary regula-
tions issued in T.D. 9564 [2012-14 I.R.B. 614].

The following list summarizes some of the 
changes described in Rev. Proc. 2012-19 that are 
eligible for automatic consent if all criteria are 
met.

Repair and Maintenance Costs
Taxpayers may change from capitalizing cer-
tain amounts under I.R.C. § 263(a) to deduct-
ing these amounts as repair and maintenance 
costs under I.R.C. § 162 and Temp. Treas. Reg. 
§ 1.162-4T. This change also applies to a taxpayer 
that is changing its units of property, solely for 
determining whether amounts paid or incurred 
improve a unit of property under Temp. Treas. 
Reg. § 1.263(a)-3T. 

Routine Maintenance on Property  
Other Than Buildings
A taxpayer may change its method of accounting 
for amounts paid or incurred for routine main-
tenance performed on a unit of property to the 
method of treating such amounts as amounts that 
do not improve the unit of property, consistent 
with Temp. Treas. Reg. § 1.263(a)-3T(g). This 
change does not apply to a building or a struc-
tural component of a building. 

Change to Regulatory Accounting Method
A regulated taxpayer (one subject to regulatory 
accounting rules of the Federal Energy Regula-
tory Commission, the Federal Communications 

Cross-
Reference

The following items appear in a condensed for-
mat and should not be used as substantial author-
ity until the entire text of the authority has been 
read.

Accounting

Rev. Procs. 2012-19 and 2012-20
I.R.C. §§ 162, 167, 168, 263, and 446

■☞ Taxpayers may obtain the IRS’s automatic 
consent to change to accounting methods 
provided in new regulations that address 
repair or capital expense issues.

These revenue procedures explain filing require-
ments for taxpayers to obtain automatic consent 
for changing their accounting methods to con-
form to temporary regulations that address the 
tax treatment of expenditures made to acquire, 
produce, or improve tangible property. Among 
other things, the regulations provide some new 
bright-line tests for deducting or capitalizing the 
costs incurred in tax years beginning on or after 
January 1, 2012. 

The IRS’s Large Business and International 
Division has issued a memo providing direc-
tion to field agents on examinations involv-
ing repair versus capitalization issues. It is 
accessible online at www.irs.gov/Businesses 
/LB&I-Directive-for-TPs-who-adopted-a-Method 
-of-Accounting-Relating-to-the-Conversion-of 
-Capitalized-Assets-to-Repair-Expense-under 

-I.R.C.-§-263(a).
The IRS revised the instructions to Form 3115, 

Application for Change in Accounting Method, 
in March 2012 to incorporate the changes autho-
rized by the new regulations.

Rev. Proc. 2012-19, 2012-14 I.R.B. 689, pro-
vides guidance for requesting a change for the fol-
lowing methods of accounting addressed in the 
temporary regulations:

■■ Materials and supplies  
[Temp. Treas. Reg. § 1.162-3T and 4T]

■■ Capital expenditures in general  
[Temp. Treas. Reg. § 1.263(a)-1T]

■■ Transaction costs  
[Temp. Treas. Reg. § 1.263(a)-2T]

■■ Improvements  
[Temp. Treas. Reg. § 1.263(a)-3T]
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Nondealer Expenses of Facilitating a Sale
A taxpayer that is not a dealer in property may 
change its method of accounting for commis-
sions and other costs paid or incurred to facilitate 
the sale of property to the method of capitaliz-
ing such costs, consistent with Temp. Treas. Reg. 
§ 1.263(a)-1T(d)(1). The change does not apply to 
amounts paid or incurred to facilitate the disposi-
tion of assets that constitute a trade or business. 

Costs of Investigating or Pursuing 
Acquisition of Real Property
A taxpayer may change its method of account-
ing from capitalizing to deducting amounts paid 
or incurred in the process of investigating or oth-
erwise pursuing the acquisition of real property 
if the amounts meet the requirements of Temp. 
Treas. Reg. § 1.263(a)-2T.

Capitalizing Acquisition or Production Costs 
A taxpayer may change its method of account-
ing to capitalizing amounts paid or incurred to 
acquire or produce property under Temp. Treas. 
Reg. § 1.263(a)-2T, and to depreciate that prop-
erty under I.R.C. § 168 if it is depreciable. 

Capitalizing Improvements to Tangible 
Property
A taxpayer may change its method of account-
ing to capitalizing amounts paid or incurred for 
improvements to units of property consistent 
with Temp. Treas. Reg. § 1.263(a)-1T and Temp. 
Treas. Reg. § 1.263(a)-3T and, if depreciable, to 
depreciating such improvements under I.R.C. 
§ 168. 

The following list summarizes some of the 
changes described in Rev. Proc. 2012-20 that 
are eligible for automatic consent if all criteria 
are met.

Depreciation of Leasehold Improvements
A taxpayer may change its method of account-
ing to comply with Temp. Treas. Reg. § 1.167(a)-
4T for leasehold improvements from improperly 
depreciating or amortizing the leasehold improve-
ments over the term of the lease to properly 
depreciating or amortizing these improvements 
under I.R.C. § 167(f)(1), 168, or 197.

Commission, or the Surface Transportation 
Board) may change its method of accounting to 
follow its method for regulatory accounting pur-
poses to determine whether an amount paid or 
incurred improves property.

Non-incidental Materials and Supplies
A taxpayer may change its method of account-
ing for non-incidental materials and supplies as 
defined in Temp. Treas. Reg. § 1.162-3T to com-
ply with the definition and to change to deduct-
ing the amounts in the tax year in which they are 
actually used or consumed. This change does not 
apply to rotable or temporary spare parts.

Incidental Materials and Supplies
A taxpayer may change its method of accounting 
for incidental materials and supplies as defined 
in Temp. Treas. Reg. § 1.162-3T (a)(2) to comply 
with the definition and to change to deducting the 
amounts in the tax year in which they are paid or 
incurred.

Deducting Non-incidental Rotable and 
Temporary Spare Parts When Disposed Of
A taxpayer may change its treatment of costs to 
acquire or produce non-incidental rotable and 
temporary spare parts to deducting the costs in 
the tax year in which the taxpayer disposes of the 
parts [Temp. Treas. Reg. § 1.162-3T(a)(3)].

Optional Method for Rotable and 
Temporary Spare Parts
A taxpayer may change its treatment of costs 
to acquire or produce rotable and temporary 
spare parts to the optional method of account-
ing for such parts described in Temp. Treas. Reg. 
§ 1.162-3T(e).

Deduction for De Minimis Amounts
A taxpayer may change its method of accounting 
for amounts paid or incurred to acquire or pro-
duce a unit of property to apply the de minimis 
rule under Temp. Treas. Reg. §§ 1.263(a)-2T(g) 
and 1.263A-1T(b)(14) to such amounts. 

Dealer Expenses of Facilitating a Sale
A dealer in property may change its method 
of accounting for commissions and other costs 
paid or incurred to facilitate the sale of tangible 
property from capitalizing the costs to treating 
the costs as ordinary and necessary business 
expenses, consistent with Temp. Treas. Reg. 
§ 1.263(a)-1T(d)(1). 
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[Rev. Proc. 2012-19, 2012-14 I.R.B. 689, and 
Rev. Proc. 2012-20, 2012-14 I.R.B. 700]

Activities Not for Profit

Storey v. Commissioner
I.R.C. §§ 162, 181, 183, and 6662

■☞ An attorney’s filmmaking activity was 
engaged in for profit.

The taxpayer, a partner in a law firm, was the 
primary wage earner in her family; her earnings 
exceeded $1,000,000 for tax years 2006–2008. 
She always had a strong interest in the arts: She 
directed theatrical productions in high school, 
remained involved in theater during law school, 
and directed and produced musical productions 
in 1998–2003 for a nonprofit organization she 
chaired.

Her husband had participated in Up with Peo-
ple as a teenager, and his involvement with this 
group sparked her interest in a topic she would 
ultimately make into a film called Smile ’Til It 
Hurts. She began interviewing members of Up 
with People in 2004, produced a 30-second promo-
tional pitch in 2004 and 2005, produced the first 
trailer in 2006, and completed a DVD in 2008.

The IRS audited the taxpayers’ tax returns for 
2003–2005, questioning whether the documen-
tary filmmaking activity was a for-profit business 
and ultimately concluded there was no deficiency 
for those years. The IRS issued deficiency notices 
for 2006, 2007, and 2008.

Issues

1. Whether the taxpayer’s documentary film 
production activity was a trade or business

2. Whether the taxpayer’s election to expense 
production costs under I.R.C. § 181 was 
adequate

Analysis

To determine whether the activity was engaged 
in for profit, the court analyzed the nine factors 
of Treas. Reg. § 1.183-2(b). Several factors sup-
ported the taxpayer’s contention that the activity 
was a business:

Change from Permissible Method to 
Another Permissible Method  
of Depreciation
A taxpayer may make a specified change in 
accounting for depreciation for MACRS prop-
erty for which the taxpayer has not made a valid 
general asset account (GAA) election.

Disposition of a Building or Structural 
Component
A taxpayer may change its method of account-
ing pertaining to the disposition of a building or a 
structural component of the building. 

Example 16.1 Loss on Replacement of Roof

In 1990, Cliff Slate acquired and placed in service 
a building and its structural components. He is 
depreciating the building and its structural com-
ponents under MACRS. In 2000, Cliff replaced 
the entire roof of the building. He did not rec-
ognize a loss on the original roof’s retirement, 
and he continues to depreciate it. Cliff also capi-
talized the cost of the replacement roof and has 
been depreciating this roof under MACRS since 
2000. Cliff may file a Form 3115, Application 
for Change in Accounting Method, to change 
to treating the building and each of its structural 
components as separate assets and also to change 
from depreciating the original roof to recognizing 
a loss upon its retirement.[ENDOFEXAMPLE]

Dispositions of Tangible Depreciable Assets
A taxpayer may make a specified change in 
accounting for the disposition of I.R.C. § 1245 
property or depreciable land improvements. This 
change does not apply to buildings or their struc-
tural components.

Dispositions of Assets in a General Asset 
Account 
A taxpayer may make a specified change in 
method of accounting for the disposition of a 
tangible depreciable asset for which the taxpayer 
made a valid GAA election. 

General Asset Account Elections
A taxpayer may make a late GAA election, or a 
late election to recognize gain or loss upon the 
disposition of all of the assets, or the last asset, 
in a GAA in accordance with Temp. Treas. Reg. 
§ 1.168(i)-1T(e)(3)(ii). 
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Agricultural Issues

Hall v. United States
I.R.C. §§ 1398 and 1399

■☞ The Supreme Court rules that tax on gain 
realized from a postpetition farm sale is not 
dischargeable in bankruptcy. 

The taxpayers petitioned for bankruptcy under 
Chapter 12 and sold their farm shortly thereafter. 
They initially proposed a plan of reorganization 
in which they would pay off outstanding liabili-
ties with proceeds from the farm sale. The IRS 
objected, asserting a $29,000 federal income tax 
on the gain from the sale.

The taxpayers then proposed to treat the 
income tax as a general unsecured claim to be 
paid to the extent funds were available, with 
the unpaid balance discharged. Again the IRS 
objected, arguing that taxes on income from a 
postpetition farm sale remain the debtors’ inde-
pendent responsibility because they are neither 
collectible nor dischargeable in bankruptcy.

The bankruptcy court sustained the IRS’s 
objection, but the U.S. District Court for Arizona 
reversed that decision. The Ninth Circuit Court 
of Appeals then reversed the district court, hold-
ing that a Chapter 12 bankruptcy estate does not 
incur the postpetition federal income taxes for 
purposes of Bankruptcy Code § 503(b) because it 
is not a separate taxable entity under the Internal 
Revenue Code.

Issue

Whether the federal income tax liability resulting 
from the debtors’ sale of a farm during the pen-
dency of a Chapter 12 bankruptcy proceeding is 
dischargeable

Analysis

Under Chapter 12 of the Bankruptcy Code, 
farmer debtors may treat certain claims owed to a 
governmental unit resulting from the disposition 
of farm assets as dischargeable unsecured liabili-
ties. One such claim is for any tax incurred by the 
estate.

The Supreme Court held that the phrase 
incurred by the estate had a “plain and natural read-
ing” that necessarily required that the estate itself 

■■ Keeping separate accounts and a business 
credit card

■■ Hiring a bookkeeper and an accounting firm 
to handle tax matters

■■ Having a written business plan
■■ Editing the movie to increase its profit 
potential

■■ Actively marketing the movie
■■ Taking film classes
■■ Seeking advice from industry experts
■■ Spending significant time on the activity 

The taxpayer’s financial status and elements 
of personal pleasure were negative factors. The 
IRS argued that the movie was a tribute to the 
taxpayer’s husband, but the film did not men-
tion his relationship to the taxpayer, and he did 
not appear in the film for any significant length 
of time. 

I.R.C. § 181 allowed taxpayers to deduct 
qualified film and television production costs in 
the year the costs were incurred instead of capital-
izing the costs. The Tax Court rejected the IRS’s 
argument that the taxpayer’s I.R.C. § 181 elec-
tion was inadequate because she failed to make 
the election for the first year that production costs 
were paid or incurred. Temporary regulations 
did not permit her to make the election in the 
first year the costs were paid or incurred because 
the regulations stated that the election could not 
be made until the first year that the taxpayer rea-
sonably expected (a) the film would be set for 
production, (b) it would be a qualified film, and 
(c) aggregate production costs would not exceed 
amounts listed in the temporary regulations.

Holdings

1. The taxpayer was involved in the trade or 
business of film production.

2. The taxpayer’s election to expense produc-
tion costs under I.R.C. § 181 was adequate.

[Storey v. Commissioner, T.C. Memo. 2012-115]
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other farmers in the area. In other words, he did 
not regard his wife as having a proprietary inter-
est in the farm. He also testified that he made 
all the decisions regarding the farm operation, 
including expansion and equipment acquisition, 
and that he directed his wife in the work she did 
on the farm. 

His wife has worked on the farm continu-
ously since approximately 1982, averaging about 
40 hours per week. She has assisted with planting 
and harvesting crops, feeding and caring for the 
large cattle herd, building and repairing fences, 
maintaining and performing basic repairs of 
equipment, running necessary farm errands, han-
dling the farm records and books, and perform-
ing all the other tasks relating to the farm. She 
testified that this work was done for her husband; 
that he made all the decisions and did so without 
her input or consent; that he directed her in her 
work including means, methods, and what was to 
be accomplished; and that she did not regard her-
self as a business partner. On their joint income 
tax returns for 2001 and 2002, she listed her occu-
pation as housewife.

The couple handled their business and per-
sonal income and expenses through just one joint 
checking account on which both of them wrote 
checks. They also financed the farming opera-
tions with multiple loans from the Smith County 
State Bank and Trust Company on promissory 
notes signed by both spouses (one was signed by 
the wife alone). The only real property the couple 
owns is held in joint tenancy, and the wife has 
an ownership interest in three pickup trucks used 
in the farming operations. Additionally, both 
spouses are named on insurance policies cover-
ing the farm and its equipment.

In 2001, the couple purchased a commer-
cially marketed package for family farmers, the 
AgriPlan/BizPlan, which included a preprinted 
medical reimbursement plan, an application, 
year-end administrative services, and advice for 
implementation. To implement this arrange-
ment, the couple signed a brief employment 
agreement on May 29, 2001, that was prepared 
by their accountant. The agreement declared that 
the husband was employing his wife as a hired 
hand to do farm work, but it did not specify either 
hours or compensation.

The wife concurrently opened an individual 
checking account from which she commenced 
thereafter to pay the family’s (including her 

be liable for the tax. In Chapter 12 bankruptcy 
cases, the estate is not a separate taxable entity; 
it neither files a return nor pays federal income 
tax. The Court’s majority opinion noted that, 
although “there may be compelling policy rea-
sons for treating postpetition income tax liabili-
ties as dischargeable,” the statute simply does not 
provide for such treatment.

Holding

The federal income tax liability resulting from 
a postpetition farm sale is not “incurred by the 
estate” under Bankruptcy Code § 503(b) and is 
not dischargeable in the Chapter 12 plan. 
[Hall v. United States, 132 S.Ct. 1882 (2012), aff’g 
617 F.3d 1161 (9th Cir. 2010), rev’g unpublished 
D. Ariz. opinion, rev’g and rem’g In re Hall, 376 
B.R. 741 (Bankr. D. Ariz. 2007)]

No Certiorari  
for Dawes

Because of its precedent in Hall, the Supreme 
Court declined to review the Tenth Circuit Court 
of Appeals decision in Dawes that capital gain 
taxes arising from the postpetition sale of farm 
assets were not dischargeable under Chapter 12 
of the Bankruptcy Code [In re Dawes, 652 F.3d 
1236 (10th Cir. 2011), rev’g 617 F.3d 1161 (D. Kan. 
2009), aff’g 382 B.R. 509 (Bankr. D. Kan. 2008)].

Shellito v. Commissioner
I.R.C. §§ 162 and 3121

■☞ The Tax Court is ordered to reconsider a 
wife’s status as her husband’s employee.

During 2001 and 2002, a married couple fully 
deducted their family’s medical expenses on the 
husband’s Schedule F (Form 1040), Profit or Loss 
From Farming, as an ordinary business expense 
for an employee benefit program. The business 
expense was justified by designating the wife as 
her husband’s employee for the work she did on 
their farm, and then reimbursing her for out-of-
pocket medical expenses and health insurance 
premiums for the entire family, including her 
employer-husband.

The couple resides on a farm in Kansas. The 
husband began farming in 1978. He testified that 
the farm was always his and was so regarded by 

Practitioner
Note
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employer-employee relationship existed, and 
erred in its “no compensation” reasoning.

Business expense deductions for medical 
reimbursement payments to an employee are 
governed by I.R.C. § 162(a) and accompanying 
Treasury regulations. The application of those 
provisions to farming and other small busi-
ness sole proprietorships where one spouse is 
employed by the other in a bona fide employ-
ment relationship has long been acknowledged 
by the IRS [Rev. Rul. 71-588, 1971-2 C.B. 91].

 Health reimbursement arrangements have 
been widely marketed by tax professionals and 
organizations providing business management 
services. Six Tax Court decisions are directly 
relevant to this case. All involve sole proprietor 
spouse employees, medical benefit plans, and 
business expense deductions. Four of the deci-
sions involve AgriPlan/BizPlan tax benefit pack-
ages, and three of the decisions involve farming 
operations. Although such cases are, admittedly, 
governed by the “facts and circumstances” prin-
ciple, and are memorandum opinions, not one of 
those cases materially assists the IRS’s position, 
adopted by the Tax Court, in this case [Frahm 
v. Commissioner, T.C. Memo. 2007-351; Speltz v. 
Commissioner, T.C. Summary Opinion 2006-25; 
Francis v. Commissioner, T.C. Memo. 2007-33; 
Albers v. Commissioner, T.C. Memo. 2007-144; 
Snorek v. Commissioner, T.C. Memo. 2007-34; and 
Haeder v. Commissioner, T.C. Memo. 2001-7].

Faced with the fact that the couple crossed all 
the “t”s and dotted all the “i”s with respect to an 
employment relationship, the IRS has retrenched, 
arguing for the first time in these cases that the 
wife’s claimed compensation was illusory. It was 
error for the Tax Court to rely on the Kansas doc-
trine of necessaries because that doctrine applies 
equally to husbands and wives and imposes upon 
each a duty to provide for the other’s necessities, 
including medical services. 

The argument that the husband’s payments 
to his wife should be disregarded because they 
convert a legal support obligation into a deduct-
ible expense has not been adopted by the IRS 
because it would punish a taxpayer for employing 
a spouse or family member. Although Rev. Rul. 
59-110, 1959-1 C.B. 45, was superseded by Rev. 
Rul. 73-393, 1973-2 C.B. 33, the general conclu-
sion has remained the same: “For wages paid to 
the child for services actually performed, the fact 
that there may be a legal obligation to support 

employer-husband’s) medical bills not covered 
by insurance, as well as insurance premiums. Her 
husband paid her $100 per month as wages, as 
well as reimbursing her for the payment of medi-
cal bills and expenses out of her account. He 
made these payments to her by checks signed by 
him, on their joint checking account, for deposit 
into her individual account.

The wife kept a daily log of her hours spent 
in farm work, although the log did not specify 
what work was done. The log shows 1,169 hours 
worked in 2001 after May 29 and 2,226 hours 
worked in 2002. The husband deducted payroll 
taxes from the $100 monthly wages, issued Form 
W-2, Wage and Tax Statement, and deducted the 
wage expense on his Schedule F (Form 1040). 
The couple also transmitted to AgriPlan/Biz-
Plan detailed year-end accountings of amounts 
claimed for medical expense and insurance pre-
mium reimbursements, and they received back 
a year-end report indicating the total allowable 
benefit amount. The “Employee benefit pro-
grams” deduction on Schedule F (Form 1040) 
was $15,593 for 2001 and $20,897 for 2002.

The IRS issued a notice of deficiency. The Tax 
Court held the wife was not a bona fide employee 
because, among other things, her purported com-
pensation as an employee was illusory. 

Discussion

The Tax Court held that the wife was not her 
husband’s employee because she was not com-
pensated. The court reasoned that she obtained 
no economic benefit from funds paid into her 
individual account from the couple’s joint check-
ing account because she is presumed to be an 
equal owner in the funds in the joint account. The 
court further held that her payment of medical 
expenses from her individual checking account 
was simply an assumption of her husband’s lia-
bility under state law for the family’s medical 
expenses. Accordingly, the court concluded that 
the form of the transactions did not reflect their 
substance and did not give rise to a true employ-
ment relationship. As additional support for its 
conclusion, the court pointed to the fact that the 
wife had done the same farm work for 19 years 
without compensation.

The couple argued on appeal that the 
Tax Court failed to undertake a common 
law agency analysis to determine whether an 
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by the grantor, and they permitted the removal 
of trees for agricultural or aesthetic purposes and 
the planting of nonnative species without any 
approval from the grantee.

Additionally, the conservation deeds allowed 
a wide variety of recreational activities, such as 
noncommercial hunting, fishing, horseback rid-
ing, boating, and hiking; the construction of fences 
that did not result in “demonstrable degradation 
to the conservation values”; the construction of 
roads and trails to access permitted building sites 
and to accommodate timber management; and 
the use of agrichemicals “using methods and dos-
ages that achieve the desired result while mini-
mizing the impact upon nonnoxious foliage and 
vegetation.”

Issues

1. Whether the easements were qualified con-
servation contributions under I.R.C. § 170(h)

2. The proper values of the conservation contri-
butions if they were qualified

3. Whether the taxpayers were liable for the 
accuracy-related penalty

Analysis

A qualified conservation contribution is a con-
tribution of a qualified real property interest to a 
qualified organization exclusively for conservation 
purposes. The issue to be decided was whether 
the taxpayers’ contributions were exclusively for 
conservation purposes. The Internal Revenue 
Code identifies four conservation purposes:

1. The preservation of land areas for outdoor 
recreation by (or the education of) the gen-
eral public

2. The protection of a relatively natural habi-
tat of fish, wildlife, or plants, or a similar 
ecosystem

3. The preservation of open space (includ-
ing farmland and forest land) for the scenic 
enjoyment of the general public (or pursuant 
to a clearly delineated federal, state, or local 
governmental conservation policy) and that 
will yield a significant public benefit

4. The preservation of a historically important 
land area or a certified historic structure

the child is not determinative of the deductibility 
of such wages as a business expense.” The same 
reasoning applies to a spouse.

The argument that the wife received no eco-
nomic benefit because her financial position with 
a separate account was the same as without it 
ignores the reality of spousal employment. Com-
bined gross income would obviously not change. 
Employment of a spouse in a small business is 
done to avoid decreasing the couple’s income, 
which would result from paying an unrelated 
hired hand.

Conclusion 

This case is remanded to the Tax Court for further 
consideration. On remand, the Tax Court should 
begin its analysis of whether or not the wife was 
a bona fide employee by applying the common 
law agency doctrine. The touchstone is whether 
the person for whom the services are performed 
has the right to direct and control the means and 
manner in which the work shall be done and the 
result to be accomplished. All of the incidents of 
the relationship must be assessed and weighed, 
with no one factor being decisive.

The common law test for determining 
whether the wife qualifies as an employee is 
not conclusive. Rather, it provides context for 
the determination of the overarching statutory 
requirement governing this case: whether or not 
the amounts paid to her were compensation for 
personal services actually rendered.
[Shellito v. Commissioner, 437 Fed. Appx. 665 (10th 
Cir. 2011)]

Butler v. Commissioner
I.R.C. §§ 170 and 7491

■☞ Contributions of conservation easements on 
undeveloped rural property were qualified 
conservation contributions.

During 2003 and 2004, the taxpayers contributed 
conservation easements to two land trusts, claim-
ing aggregate deductions of about $10,000,000. 
Although the conservation deeds significantly 
restricted the taxpayers’ use of the properties, the 
deeds permitted limited farming and recreational 
use and reserved 12 lots for development.

The conservation deeds permitted commer-
cial timber harvesting if the donee organization 
approved the timber management plan submitted 
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valued the other parcels using the usual valuation 
method. The adjusted value of the special use val-
uation parcel was about 15% of the adjusted value 
of the gross estate. 

The IRS said the election to value only part of 
the qualifying property did not meet the require-
ments of Treas. Reg. § 20.2032A-8 and increased 
the estate tax value of the farm parcel from 
$227,233 (its special use value) to $402,930.

Issue

Whether Treas. Reg. § 20.2032A-8 is valid

Analysis

I.R.C. § 2032A permits an estate to value qualify-
ing real property used for family farms based on 
its worth as a farm, rather than upon its highest 
and best use, if several conditions are met. One 
condition is that 25% or more of the adjusted 
gross estate consist of the adjusted value of quali-
fying real property.

Land Bank  
Interest Rates

The estate tax special use value of a farm for farm-
ing purposes is determined by dividing the 5-year 
average annual gross cash rental for comparable 
land used for farming purposes that is located in 
the locality of the farm (minus the 5-year aver-
age annual state and local real estate taxes for 
comparable land), by the average annual effec-
tive interest rate for new federal land bank loans. 
See the “Tax Rates and Useful Tables” chapter of 
this book for the Farm Credit System Bank inter-
est rates for 2012. 

Treasury regulations allow an estate to elect 
special use valuation for only a portion of the 
qualifying property, but Treas. Reg. § 20.2032A-8 
requires both the adjusted value of all the estate’s 
qualifying property and the value of the real 
property for which special use valuation is actu-
ally elected to exceed 25% of the adjusted value 
of the gross estate.

The U.S. district court found I.R.C. 
§ 2032A(b) to be neither silent nor ambiguous 
on this issue. An executor can elect special use 
valuation for property that constitutes less than 
25% of the adjusted value of the gross estate if the 
25% threshold for qualifying property is met. The 

Practitioner
Note

A contribution is not treated as exclusively for a 
conservation purpose unless that purpose is pre-
served in perpetuity. 

The court concluded that restrictions in the 
conservation deeds were binding under state law 
and that the taxpayers’ contributions satisfied the 
conservation purpose of protecting a relatively 
natural habitat. The court rejected the valuations, 
however, and decided on lesser amounts.

The taxpayers had hired valuation experts 
who calculated values of the land before and after 
the easements, so they were able to shift to the 
IRS the burden of proof as to whether the contri-
butions were qualified. The taxpayers also estab-
lished reasonable cause and good faith for the 
accuracy-related penalty because they relied on 
their longtime counsel and accountant through-
out the donation process and for their tax returns’ 
preparation. 

Holdings

1. The conservation easements the taxpayers 
donated to two land trusts were qualified con-
servation contributions. 

2. The value of the 2003 easements was 
$1,637,600, and the value of the 2004 ease-
ment was $2,312,800.

3. The taxpayers were not liable for the accu-
racy-related penalty.

[Butler v. Commissioner, T.C. Memo. 2012-72]

Finfrock v. United States
I.R.C. § 2032A

■☞ If the value of qualifying real property within 
an estate exceeds 25% of the gross estate, 
special use valuation can be elected for a 
lesser amount of the estate.

At the time of her death, Doris Finfrock-Ware 
owned 61.05% of the outstanding stock in Fin-
frock Farms, Inc., a closely held business. Fin-
frock Farms owned four parcels of real property 
that represented about 68% of the adjusted value 
of her gross estate. 

The estate made a special use valuation elec-
tion under I.R.C. § 2032A for only one of four 
parcels of real property, because one of the heirs 
wished to continue operating that 165-acre parcel 
as a farm, whereas other family members opted 
not to continue farming their shares. The estate 



620   AGRICULTURAL ISSUES

IRS News Release 2012-37
I.R.C. § 6654

■☞ The IRS provided penalty relief for farmers 
who did not receive timely Forms 1099 from 
MF Global.

MF Global, a major commodities brokerage firm, 
filed for bankruptcy on October 31, 2011, after 
revealing that hundreds of millions of dollars in 
customer money was missing. Many former cus-
tomers of MF Global did not receive their Forms 
1099 by March 1, 2012. The missing information 
prevented MF Global clients who are farmers 
from filing their 2011 calendar-year returns by 
the March 1, 2012, deadline for farmers who did 
not make estimated tax payments.

On March 23, 2012, the IRS announced pen-
alty relief for farmers who otherwise would incur 
estimated tax penalties if their returns were filed 
after March 1, 2012, because they did not timely 
receive Forms 1099 from MF Global or its court-
appointed trustee. A farmer could request the 
waiver by completing Form 2210-F, Underpay-
ment of Estimated Tax by Farmers and Fisher-
men, and writing “MF Global” at the top. It could 
not be submitted electronically.
[IR-News Rel. 2012-37 (March 23, 2012)]

Business Entities

S Corporations

Barnes v. Commissioner
I.R.C. §§ 172, 1366, 1367, 6662, and 7491

■☞ Taxpayers who lacked enough basis in their 
S corporation stock could not deduct losses.

The taxpayers were entrepreneurs who were 
engaged in several different lines of business, 
including restaurants, nightclubs, and event 
promotion, through several business entities. 
The IRS disallowed $123,006 of S corporation 
losses on the taxpayers’ 2003 tax return because 
of insufficient basis. The taxpayers claimed they 
erroneously included the full amount of a $60,000 
sponsorship fee in gross receipts for a sole propri-
etorship when one-half of it was earned by their 
wholly owned C corporation. The IRS disagreed.

additional requirement in the regulation is con-
trary to the plain language of the statute. 

Holding

Treas. Reg. § 20.2032A-8 is invalid.
[ Finfrock v. United States, 109 A.F.T.R.2d (RIA) 
2012-1439 (C.D. Ill. 2012)]

Notice 2012-62
I.R.C. § 1033

■☞ This notice provides guidance regarding an 
extension of the replacement period under 
I.R.C. § 1033(e) for livestock sold on account 
of drought in specified counties in 43 states.

Notice 2006-82, 2006-2 C.B. 529, provides that 
the IRS will publish in September of each year a 
list of counties, districts, cities, or parishes (here-
inafter counties) for which exceptional, extreme, 
or severe drought was reported during the pre-
ceding 12 months. Taxpayers may use this list 
instead of U.S. Drought Monitor maps to deter-
mine whether exceptional, extreme, or severe 
drought has been reported for any location in the 
applicable region.

Under Notice 2006-82, the 12-month period 
ending on August 31, 2012, is not a drought-free 
year for an applicable region that includes any 
county on this list. Accordingly, for a taxpayer 
who qualified for a 4-year replacement period 
for livestock sold or exchanged on account 
of drought and whose replacement period is 
scheduled to expire at the end of 2012 (or, in 
the case of a fiscal-year taxpayer, at the end 
of the tax year that includes August 31, 2012), 
the replacement period will be extended under 
I.R.C. § 1033(e)(2) and Notice 2006-82 if the 
applicable region includes any county on this 
list. This extension will continue until the end 
of the taxpayer’s first tax year ending after a 
drought-free year for the applicable region.

The list includes counties in 43 states.
[Notice 2012-62, 2012-42 I.R.B.]
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The taxpayers could not shift the burden of 
proof to the IRS because they did not present 
credible evidence for any factual issue. They also 
did not prove that they acted in good faith in rely-
ing on professional tax advice. The court noted 
that the accounting firm’s ability to advise the 
taxpayers may have been limited by inadequate 
information or erroneous basis calculations from 
prior tax years.

Holdings

1. The taxpayers were not entitled to deduct 
$123,006 in S corporation losses.

2. The taxpayers did not over-report their sole 
proprietorship gross receipts.

3. The taxpayers were liable for the penalty for 
substantial understatement of tax.

[Barnes v. Commissioner, T.C. Memo. 2012-80]

Shareholder Basis 

See the “Business Entities” chapter of this book for 
an explanation of proposed regulations requiring 
that an S corporation shareholder can obtain debt 
basis only from a bona fide loan running directly 
to the shareholder. That chapter also explains 
the significance of Maguire v. Commissioner, T.C. 
Memo. 2012-160, which allowed shareholders to 
shift basis between two S corporations.

Letter Ruling 2012-07-002
I.R.C. §§ 301 and 1368

■☞ An S corporation’s isolated stock redemp-
tion was not a sale or exchange and did not 
create a second class of stock.

X was incorporated on Date 1 and elected to be 
treated as an S corporation on Date 2. Share-
holder A directly owns shares of X’s voting stock 
and X’s nonvoting stock. X had C corporation 
accumulated earnings and profits (AE&P), and it 
proposed to redeem a certain percentage of A’s 
nonvoting stock for cash. The proposed redemp-
tion price was based on the stock’s fair market 
value (FMV) at the time the redemption agree-
ment was made, as determined by an indepen-
dent appraisal. The aggregate amount of the 

Cross-
Reference

Issues

1. Whether the taxpayers are entitled to deduct 
$123,006 in S corporation losses

2. Whether the taxpayers overreported their 
sole proprietorship gross receipts by $30,000

3. Whether the taxpayers are subject to the 
I.R.C. § 6662(a) penalty for substantial under-
statement of tax

Analysis

The taxpayers made errors in calculating basis in 
their S corporation stock before tax year 2003. 
In 1995, they had a $22,282 suspended loss. On 
their 1996 return, they reported the $22,282 as 
income, even though their Schedule K-1 (Form 
1120S), Shareholder’s Share of Income, Deduc-
tions, Credits, etc., showed a $136,229 loss for 
1996. In 1997, they contributed $278,000 in 
capital to the S corporation, enabling them to 
deduct the suspended losses from 1995 and 1996, 
but they deducted only the $52,594 current loss 
shown on their 1997 Schedule K-1 (Form 1120S).

The taxpayers argued that I.R.C. § 1367(a)
(2)(B) requires a shareholder to reduce basis 
only for the losses the shareholder reports on his 
or her tax return. The Tax Court did not agree.

In the alternative, the taxpayers claimed 
that the tax benefit rule allowed them to claim a 
deduction in 2003 for the loss they failed to claim 
in 1997. The court disagreed, stating that the tax 
benefit rule comes into play only when taxpayers 
recover amounts they deducted in a prior year. 
When that occurs, the rule allows taxpayers to 
exclude the recovered income to the extent the 
prior deduction did not give rise to a tax benefit.

In a third argument, the taxpayers claimed 
their failure to deduct the $136,229 loss in 1997 
caused them to calculate an incorrect amount of 
a net operating loss (NOL) that could be used to 
offset taxable income for 2003. The taxpayers 
failed to provide any computations of income or 
NOLs for earlier years and waited until after trial 
to raise the claim.

The $60,000 check was payable to and depos-
ited by the corporation. The taxpayers did not 
submit any evidence about how they calculated 
the $168,997 they reported as gross receipts for 
the sole proprietorship, and the court said there 
was no evidence the $60,000 was included in the 
$168,997.
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Conclusions 

1. The redemption of A’s nonvoting stock will 
be treated as a distribution to which I.R.C. 
§ 301 applies. 

2. The distribution will not be included in A’s 
gross income to the extent X’s total distribu-
tions during the tax year do not exceed the 
amount in X’s AAA at the close of the tax 
year and to the extent the distributions do not 
exceed A’s adjusted basis in X’s stock.

3. The redemption will not create a second class 
of stock that would terminate X’s Subchapter 
S election.

[P.L.R. 2012-07-002 (October 18, 2011)]

Watson, P.C. v. United States
I.R.C. §§ 3111, 3121, 3401, and 7422

■☞ A CPA who was an S corporation’s sole 
shareholder and employee did not pay him-
self a reasonable salary. 

David Watson served as the sole officer, share-
holder, director, and employee of David E. Wat-
son, P.C. (DEWPC), an S corporation. Watson is a 
CPA with a master’s degree in taxation. DEWPC 
was a 25% partner in Larson, Watson, Bartling, 
& Eastman (LWBJ), an accounting firm. Through 
an employment agreement, DEWPC employed 
Watson, but Watson provided his accounting ser-
vices to LWBJ exclusively.

In each of the years 2002 and 2003, DEWPC 
distributed $24,000 to Watson as compensation. 
DEWPC received $203,651 and $175,470 as dis-
tributions from LWBJ for 2002 and 2003, respec-
tively. After DEWPC paid Watson’s salary and 
other expenses, it distributed all the remaining 
cash to Watson as shareholder distributions.

The IRS determined that DEWPC underpaid 
FICA taxes in 2002 and 2003. DEWPC paid the 
delinquent tax, penalty, and interest and sued for 
a refund in district court. At trial, an IRS engi-
neer testified that the FMV of Watson’s account-
ing services was about $91,044 per year for 2002 
and 2003. The district court agreed, and DEWPC 
appealed.

redemption would not exceed the S corporation’s 
accumulated adjustments account (AAA) imme-
diately before the redemption.

Issues

1. Whether the redemption of A’s nonvoting 
stock would be treated as a distribution to 
which I.R.C. § 301 applies (that is, a taxable 
dividend if X were a C corporation)

2. Whether the distribution will be included in 
A’s gross income to the extent X’s total dis-
tributions during the tax year do not exceed 
the amount in X’s AAA at the close of the tax 
year and to the extent the distributions do not 
exceed A’s adjusted basis in X’s stock

3. Whether the redemption will create a second 
class of stock, thus terminating X’s Subchap-
ter S election

Analysis

A stock redemption is treated as an exchange if 
the redemption is “not essentially equivalent to a 
dividend,” is substantially disproportionate, is in 
complete redemption of the shareholder’s inter-
est, or is a partial liquidation [I.R.C. § 302].

If a stock redemption does not qualify as an 
exchange, it is treated as a distribution to which 
I.R.C. § 301 applies. I.R.C. § 1368(a) provides 
that an S corporation distribution to which I.R.C. 
§ 301(c) would otherwise apply is deemed to be 
paid in the following sequence:

1. From the AAA to the extent the AAA has a 
positive balance 

2. From  existing AE&P from years when the 
corporation operated as a C corporation 

3. From the shareholder’s stock basis

The AAA represents cumulative income or 
losses for the period the corporation has been 
an S corporation, so distributions from the AAA 
are nontaxable as long as they do not exceed the 
shareholder’s stock basis.

A corporation is treated as having only one 
class of stock if all outstanding shares of stock of 
the corporation confer identical rights to distribu-
tion and liquidation proceeds. Differences in vot-
ing rights are disregarded in determining whether 
a corporation has more than one class of stock. 
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[David E. Watson, P.C. v. United States, 668 F.3d 
1008 (8th Cir. 2012), aff’g 107 A.F.T.R. 2d (RIA) 
2011-311 (S.D. Iowa 2010)]

S Corporation 
Compensation

See pages 433–435 in the 2011 National Income 
Tax Workbook for more extensive coverage of 
Watson’s U.S. district court case.

Business Assets

AmeriSouth v. Commissioner
I.R.C. §§ 167, 168, 1245, and 1250

■☞ The Tax Court rejected an aggressive 
cost segregation study that attempted to 
give shorter depreciable lives to building 
components.

AmeriSouth is a Texas LLC established in 2003 
to buy the Garden House Apartments in Mes-
quite, Texas. Garden House includes more than 
40 buildings, most of which are two-story apart-
ment buildings averaging nine apartments each. 
The complex also has some common buildings—
three pool cabanas, a storehouse for mechanical 
equipment, and a leasing office building. After 
AmeriSouth bought Garden House, it began a 
$2,000,000 renovation that included replacing 
cabinets and countertops, dishwashers, garbage 
disposals, vent hoods, and kitchen sinks.

Before filing its 2003 tax return, AmeriSouth 
hired MS Consultants to do a cost segregation 
study to find a more advantageous way to depre-
ciate the property. MS advised AmeriSouth that 
it could segregate the cost of items such as sinks, 
outlets, paint, and the electric wiring connected 
to garbage disposals and depreciate them sepa-
rately rather than as part of the buildings. MS 
calculated that about $3,400,000 of the Garden 
House property could be depreciated over 5 or 15 
years instead of 27.5 years. This increased Amer-
iSouth’s depreciation deductions by approxi-
mately $397,000 in 2003, $640,000 in 2004, and 
$375,000 in 2005.

Cross-
Reference

Issues

1. Whether the district court erred in allowing 
the IRS engineer to testify as an expert wit-
ness on the issue of compensation

2. Whether the district court properly charac-
terized $91,044 as FICA wages 

Analysis

DEWPC said the engineer was not competent to 
testify about compensation because he was not 
qualified, changed his opinion, relied on insuffi-
cient underlying facts, and used flawed methods 
in rendering his opinion. The appellate court 
noted that the engineer is a certified business val-
uation analyst with practical experience in rea-
sonable compensation cases and thus is clearly 
qualified to testify on compensation issues.

The district court found that DEWPC under-
stated wage payments to Watson based on the fol-
lowing evidence: 

■■ Watson was an exceedingly qualified 
accountant with an advanced degree and 
nearly 20 years’ experience in accounting 
and taxation.

■■ He worked 35–45 hours per week as one of 
the primary earners in a reputable firm that 
had earnings much larger than comparable 
firms.

■■ A $24,000 salary is unreasonably low com-
pared to the compensation paid to similarly 
situated accountants.

DEWPC argued that instead of focusing on 
reasonableness, the district court should have 
focused on DEWPC’s intent. The district court 
found Watson’s assertion that DEWPC intended 
to pay him $24,000 in compensation to be less 
than credible, and the Eighth Circuit agreed.

 Holdings

1. The district court did not err in allowing the 
IRS engineer to testify as an expert witness on 
the issue of compensation.

2. The district court properly characterized 
$91,044 as wages for the purposes of assess-
ing FICA tax.
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Holding

Most of the assets were structural components of 
apartment buildings and had to be depreciated as 
27.5-year residential rental property.
[AmeriSouth v. Commissioner, T.C. Memo. 2012-67]

Peco Foods, Inc. v. Commissioner
I.R.C. §§ 167, 168, 446, 481, 1060, 1245, and 
1250

■☞ A taxpayer cannot change original pur-
chase price allocations to obtain shorter cost 
recovery periods.

During the mid- to late 1990s, Peco acquired two 
poultry processing plants. The purchase agree-
ments included schedules that allocated the pur-
chase price among the acquired assets. Before the 
acquisitions, Peco had commissioned appraisals 
that listed more than 750 assets for the first plant 
and more than 300 assets for the second plant. 
The purchase agreement allocations were much 
less detailed.

Peco later commissioned a cost segregation 
study that removed numerous building compo-
nents from classification as nonresidential real 
property and treated them as tangible personal 
property. Peco attached Form 3115, Application 
for Change in Accounting Method, to its 1998 
Form 1120 and began depreciating those assets 
over 7-year and 15-year recovery periods. 

The IRS asserted that I.R.C. § 1060 and the 
Danielson rule barred Peco from modifying the 
original purchase price allocations.

Issue

Whether a taxpayer may modify the price allo-
cations made during its acquisition of business 
assets

Analysis

I.R.C. § 1060 prescribes special allocation rules 
for determining a transferee’s basis and a trans-
feror’s gain or loss in an applicable asset acquisi-
tion (any transfer of assets that constitutes a trade 
or business if the purchaser’s basis is determined 
wholly by the consideration paid). I.R.C. § 1060 
provides that if the parties to an applicable asset 
acquisition agree in writing to the allocation of the 
consideration paid or to the FMV of any of the 
assets, the agreement is binding on both parties 

Issue

Whether the separately depreciated items are 
tangible personal property or part of the apart-
ment buildings

Analysis

AmeriSouth argued that the apartment complex 
included more than a thousand items of tangible 
personal property that just happen to be attached 
to the buildings. Using factors from its decision in 
Hospital Corp. of America [109 T.C. 21 (1997)], the 
Tax Court looked at Treas. Reg. § 1.48-1, “Defi-
nition of section 38 property,” for guidance on 
whether property is tangible personal property 
that is not a building or a structural component 
of a building (a requirement for the former I.R.C. 
§ 38 investment tax credit). The court focused on 
three attributes—accessory to business, perma-
nency, and ornamentation. 

1. Assets that are accessory to a business include 
property such as grocery store counters and 
printing presses that may be fixtures under 
local law. An asset is accessory to a business 
when the property serves a function specific 
to a taxpayer’s business.

2. The ease and frequency of moving an asset 
helps determine its permanence, but mov-
ability is not a controlling factor. Other 
indicia include function and design, the tax-
payer’s intent in installing the item, the effect 
of its removal on the building, and the extent 
to which it can be reused after removal.

3. Ornamentation includes special lighting, 
false balconies, and other exterior ornamen-
tation that has no more than an incidental 
relationship to the operation or maintenance 
of a building.

The court agreed with the IRS that water dis-
tribution and sewer systems, electric and gas lines, 
sinks and drains, normal electrical outlets, electric 
panels, closet rods and pantry shelving, and mir-
rors were structural components that could not be 
depreciated separately from the buildings. The 
court allow a shorter recovery period for a few 
items, including 220-volt outlets for washers, dry-
ers, and stoves; surveillance system components; 
and cable, telephone, and data outlets. 
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Analysis

Qualified restaurant property (QRP) is a building or 
an improvement to a building if more than 50% 
of the building’s square footage is devoted to 
preparation of, and seating for on-premises con-
sumption of, prepared meals. 

Qualified retail improvement property (QRIP) is 
an improvement to an interior portion of a build-
ing that is placed in service more than 3 years 
after the building was placed in service if that por-
tion is open to the general public and is used in 
the retail trade or business of selling tangible per-
sonal property to the general public. The build-
ing must be nonresidential real property.

In general, qualified leasehold improvement prop-
erty is an improvement to an interior portion of a 
building that is nonresidential real property if the 
improvement is made under or pursuant to a lease 
by either the lessee or the lessor if the improve-
ment is placed in service more than 3 years after 
the date the building was first placed in service. 
Qualified leasehold improvement property does 
not include enlargement of the building, any ele-
vator or escalator, any structural component ben-
efiting a common area, or the internal structural 
framework of the building.

To qualify for AFYD, property must, among 
other criteria, be MACRS property with a recov-
ery period of 20 years or less or be qualified lease-
hold improvement property. 

Both QRP and QRIP placed in service after 
December 31, 2008, and before January 1, 2012, 
are 15-year MACRS property. QRP placed in 
service after October 22, 2004, and before Janu-
ary 1, 2009, was also 15-year property.

However, I.R.C. § 168(e)(7) was amended in 
2008 to provide that QRP placed in service after 
December 31, 2008, is not eligible for the AFYD. 
I.R.C. § 168(e)(8) provides that QRIP placed in 
service after December 31, 2008, is not eligible 
for AFYD.

The Joint Committee on Taxation’s General 
Explanation of Tax Legislation Enacted in the 111th 
Congress [JCS-2-11 (March 2011)], also called the 
Bluebook, states that property that satisfies the 
definition of both qualified leasehold improve-
ment property and QRP or QRIP is eligible for 
AFYD.

unless the IRS determines that the allocation is 
not appropriate.

In Commissioner v. Danielson, 378 F.2d 771 
(3d Cir. 1967), the court held that a taxpayer 
can challenge the tax consequences of a written 
agreement as construed by the IRS only if the tax-
payer can prove that the agreement is unenforce-
able because of mistake, undue influence, fraud, 
duress, and so forth.

Peco contended that the purchase agreements 
were unenforceable because they contained 
ambiguous terms, such as “Processing Plant Build-
ing” and “Real Property: Improvements.” The 
court did not agree that the terms were ambigu-
ous, and it held that Peco was bound by the clear 
terms of the original allocation schedules. 

Holding

A taxpayer may not modify the price allocations 
that it agreed to in an applicable asset acquisition.
[Peco Foods v. Commissioner, T.C. Memo. 2012-18]

Chief Counsel Advice 2012-03-014
I.R.C. § 168

■☞ Qualified restaurant or retail improvement 
property that is also qualified leasehold 
improvement property was eligible for addi-
tional first-year depreciation.

This chief counsel advice memorandum responds 
to an IRS attorney’s request for guidance regard-
ing whether certain property is eligible for the 
I.R.C. § 168(k) additional first-year depreciation 
deduction (AFYD). 

Issues

1. Whether qualified restaurant property that 
also meets the definition of qualified lease-
hold improvement property is eligible for 
50% AFYD for 2008 and 2009

2. Whether qualified retail improvement prop-
erty that also meets the definition of qualified 
leasehold improvement property is eligible 
for 50% AFYD for 2008 and 2009

3. What steps the taxpayer must take to claim 
this deduction if the property does qualify for 
AFYD
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Analysis

I.R.C. § 263A(a) provides that taxpayers who 
produce real property or tangible personal prop-
erty must capitalize all direct costs of producing 
the property and the property’s allocable share of 
indirect costs. A taxpayer is not considered to be 
producing property unless the taxpayer is consid-
ered an owner of the property. 

Indirect costs are allocable to property when 
the costs directly benefit the production activi-
ties or are incurred by reason of the production 
activities. Only the indirect costs allocable to 
the property produced and owned by the lessee 
may be charged to the basis of such property. 
Indirect costs that the lessee incurs that relate to 
both property owned by the lessee and property 
owned by the lessor must be allocated between 
the properties. 

Conclusion

Costs, including indirect costs, that a lessee incurs 
for construction of property owned by the lessor 
must be capitalized as leasehold improvements 
and may not be capitalized to the basis of other 
property the lessee produces and owns. 
[C.C.A. 2012-20-028 (February 6, 2012)]

Dominion Resources, Inc. v. United States
I.R.C. §§ 263, 263A, 7121, and 7422

■☞ A regulation that required the capitalized 
cost of improvements to include costs related 
to temporarily idled property is invalid.

Dominion Resources, Inc. is an electric com-
pany that sells power to individual and commer-
cial customers. In 1996, it replaced existing coal 
burners in two plants’ boilers with low–nitrous 
oxide burners. This required taking other gener-
ating units at the same complexes out of service 
temporarily. 

Dominion had to treat at least some of the ren-
ovation costs as capital expenditures under I.R.C. 
§ 263A rather than as current deductions. I.R.C. 
§ 263A(f) also required Dominion to capitalize 
interest on debt directly and indirectly related to 
the plants’ improvements. I.R.C. § 263A(f)(2)(A) 
establishes two allocation rules for capitalization 
of interest. 

1. Interest on any debt directly related to pro-
duction expenditures with respect to the 

Conclusions

1. QRP that also meets the definition of quali-
fied leasehold improvement property is eli-
gible for AFYD.

2. QRIP that also meets the definition of quali-
fied leasehold improvement property is eli-
gible for AFYD.

3. The taxpayer claims AFYD as for any other 
item of qualified property. No special steps 
are necessary.

[C.C.A. 2012-03-014 (December 14, 2011)]

Business Issues

Deductions

Chief Counsel Advice 2012-20-028
I.R.C. §§ 263 and 263A

■☞ A lessee’s costs to construct leased prop-
erty owned by a lessor must be capital-
ized by the lessee as the cost of leasehold 
improvements.

A lessee agreed to construct a building on land 
that it leased. The lessee and lessor shared the 
construction costs. The agreement provided that 
the lessor would own all of the real property and 
most of the real property improvements, and the 
lessee would own all of the personal property 
and some of the real property improvements. 
The agreement specifically required the lessee 
to incur some indirect costs associated with con-
struction of the real property and improvements 
owned by lessor. The lessee’s costs were not a 
substitute for rent.

On its tax returns, the lessee took the position 
that the indirect costs it incurred for construction 
of the lessor’s property were capitalizable to the 
basis of the property the lessee produced and 
owned.

Issue

Whether a lessee’s costs to construct real property 
are properly capitalizable to the basis of property 
the lessee produces and owns
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2. If the statute is silent or ambiguous, step two 
determines whether the agency’s decision is 
based on a permissible construction of the 
statute. The Federal Circuit concluded that 
Treas. Reg. § 1.263A-11(e)(1)(ii)(B), as applied 
to property temporarily withdrawn from ser-
vice, is not a reasonable interpretation of the 
avoided cost rule in I.R.C. § 263A(f)(2)(A)(ii). 

Holding 

Treas. Reg. § 1.263A-11(e)(1)(ii)(B), as applied to 
property temporarily withdrawn from service, 
is not a reasonable interpretation of the avoided 
cost rule.
[Dominion Resources, Inc. v. United States, 681 F.3d 
1313 (Fed. Cir. 2012), rev’g 97 Fed.Cl. 239 (2011)]

Chief Counsel Advice 2012-28-037
I.R.C. § 162(l)

■☞ All parts of Medicare are insurance that con-
stitutes medical care under I.R.C. § 162(l).

Issues

1. Whether all Medicare parts, in addition to 
Medicare Part B, are insurance that consti-
tutes medical care coverage under I.R.C. 
§ 162(l)

2. Whether a self-employed individual must 
pay Medicare premiums directly in order for 
the premiums to be deductible under I.R.C. 
§ 162(l)

3. Whether Medicare premiums may be 
deducted under I.R.C. § 162(l) for the cover-
age of a self-employed individual’s spouse, 
dependent, or child who has not attained 
age 27

4. Whether a self-employed individual who 
failed to deduct the Medicare premiums for 
a prior year can file an amended return to 
claim the deduction

Analysis

I.R.C. § 162(l) allows sole proprietors, partners 
in a partnership, and 2% shareholders in an 
S corporation to deduct amounts paid during 
the tax year for insurance that constitutes medi-
cal care for the taxpayer and his or her spouse, 

property must be capitalized. Application of 
this direct attribution rule was not in dispute.

2. Interest on any other debt must be assigned 
to the property to the extent the taxpayer’s 
interest costs could have been reduced if the 
production expenditures (other than those 
directly attributable to certain property) had 
not been incurred.

The associated property rule in Treas. Reg. 
§ 1.263A-11(e)(1)(ii)(B) effectively required the 
this computation to include imputed interest 
on the basis of property that is idled while the 
improvements are being made. The Court of 
Federal Claims held that although the associated 
property rule stretched the bounds of a reason-
able interpretation of the statute, it nonetheless 
withstood Dominion’s challenge. 

Dominion appealed.

Issue

Whether the associated property rule is valid 

Analysis

Under the avoided cost principle in I.R.C. § 263A(f)
(2)(A)(ii), the interest to be capitalized is the 
amount that could have been avoided if funds had 
not been expended for construction. The associ-
ated property rule required Dominion to treat the 
adjusted basis of the idled boilers and associated 
generating units as production expenditures in 
the interest allocation formula. Dominion argued 
that the bases of the boilers and associated gener-
ating units were not production expenditures under 
I.R.C. § 263A(f)(2), because the boilers’ cost 
would not have reduced debt whether or not the 
burners were replaced.

In Chevron U.S.A., Inc. v. Natural Resources 
Defense Council, Inc., 467 U.S. 837 (1984), the 
Supreme Court applied a two-step analysis for a 
court to use in reviewing an agency’s construction 
of a statute. 

1. Under step one, if Congress’s intent is clear, 
the agency and the courts must give effect to 
Congress’s unambiguously expressed intent. 
The appellate court held that I.R.C. § 263A is 
ambiguous and circular, because each rule or 
definition refers to another rule or definition 
in a progression in which the reader ends at 
the beginning. 
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partner must report the guaranteed pay-
ments as gross income on his or her Form 
1040. 

b. A 2% shareholder-employee in an S cor-
poration may pay the premiums directly 
and be reimbursed by the S corporation, 
or the premiums may be paid by the 
S corporation. In either case, the premi-
ums must be reported to the 2% share-
holder-employee as wages on Form W-2, 
and the 2% shareholder-employee must 
report this amount as gross income on his 
or her Form 1040. 

c. A sole proprietor must pay the Medicare 
premiums directly.

3. If all the requirements of I.R.C. § 162(l) are sat-
isfied, Medicare premiums may be deducted 
under I.R.C. § 162(l) for coverage of the self-
employed individual’s spouse, dependent, or 
a child under age 27.

4. Self-employed individuals who failed to 
deduct Medicare premiums for prior years 
may file an amended return to claim the 
deduction.

[C.C.A. 2012-28-037 (May 01, 2012)]

Chief Counsel Advice 2012-08-027
I.R.C. §§ 172, 1311, 1312, 1313, and 1314

■☞ Mitigation provisions do not allow a barred 
refund after an audit increases a taxpayer’s 
NOL.

The IRS audited an S corporation and its sole 
shareholder for 2 years. The revenue agent’s 
adjustments for 2005 resulted in income, and the 
revenue agent’s adjustments for 2006 resulted in 
an increased loss for the S corporation that cre-
ated an increased net operating loss (NOL) and 
an alternative minimum tax NOL on the share-
holder’s 2006 Form 1040, U.S. Individual Income 
Tax Return.

A revenue agent report (RAR) issued in Feb-
ruary 2011 showed that the 2006 NOL was to be 
carried back to and absorbed in full in the 2004 
and 2005 tax years. However, the taxpayer had 
previously included a statement with his 2006 
Form 1040, U.S. Individual Income Tax Return, 
making an irrevocable election to forgo the NOL 
carryback, so the taxpayer’s only option was to 
carry the NOL forward. Neither the shareholder 

dependents, or a child who as of the end of the 
tax year has not attained age 27. The deduction 
is not allowed to the extent the expense exceeds 
the taxpayer’s earned income from the trade or 
business in which the plan providing the medi-
cal care coverage is established. The deduction 
is also not allowed for amounts paid during a 
month in which the taxpayer is eligible to par-
ticipate in any subsidized health plan maintained 
by an employer of the taxpayer or the taxpayer’s 
spouse.

 Notice 2008-1, 2008-1 C.B. 251, states that 
a 2% shareholder-employee can deduct the 
amount of the accident and health insurance pre-
miums under I.R.C. § 162(l) only if the S corpora-
tion reports the premiums paid or reimbursed as 
wages on the 2% shareholder-employee’s Form 
W-2 in that same year. By extension, a partner in 
a partnership may also claim the deduction under 
I.R.C. § 162(l) only if the requirements of Notice 
2008-1 are satisfied. Sole proprietors must pay the 
Medicare premiums directly.

Medicare is insurance that constitutes medi-
cal care under I.R.C. § 162(l). Therefore, all 
Medicare premiums are similar to other health 
insurance premiums and can be used to compute 
the deduction under I.R.C. § 162(l). This rule also 
extends to Medicare premiums for coverage of a 
self-employed individual’s spouse, dependent, or 
child under age 27.

The 2010 and 2011 instructions to Form 1040, 
U.S. Individual Income Tax Return, indicate that 
Medicare premiums can be used to compute the 
deduction under I.R.C. § 162(l). The instructions 
to Form 1040 for 2009 and prior years omitted 
mention of Medicare premiums. Self-employed 
individuals who failed to deduct Medicare premi-
ums in prior years may file an amended return to 
claim a refund, subject to the statute of limitations.

Conclusions

1. All Medicare parts are insurance that consti-
tutes medical care under I.R.C. § 162(l).

2. Only a sole proprietor must pay the premi-
ums directly.
a. A partner in a partnership may pay the 

premiums directly and be reimbursed by 
the partnership, or the premiums may be 
paid by the partnership. In either case, 
the premiums must be reported to the 
partner as guaranteed payments, and the 
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was required to be carried forward to 2007, and 
that claim was denied, the mitigation provisions 
would have applied to correct the error.

Conclusion

The mitigation provisions do not apply to the 
facts presented, so the taxpayer cannot receive a 
refund of the AMT paid for 2007.
[C.C.A. 2012-08-027 (November 2, 2011)]

Employees

Cibotti v. Commissioner
I.R.C. §§ 162, 274, 280A, and 3121

■☞ A mortgage loan officer was an indepen-
dent contractor, even though the business 
that paid him treated him as an employee.

The taxpayer was one-third owner, president of, 
and a mortgage loan officer for Liberty Mortgage, 
an S corporation. He was also a pilot for United 
Parcel Service, an admissions liaison officer for 
the U.S. Air Force Academy, and treasurer of a 
pilots’ association. The other owners of Liberty 
were not related to the taxpayer.

For 2007, the taxpayer received a Form W-2, 
Wage and Tax Statement, from Liberty, but he 
claimed business expense deductions on Sched-
ule C (Form 1040), Profit or Loss From Business 
(Sole Proprietorship). The IRS contended that 
he was a common law employee and any unre-
imbursed expenses should be claimed as mis-
cellaneous itemized deductions if they could be 
substantiated. 

Issue

Whether taxpayer was an independent contrac-
tor or an employee

Analysis

The court reviewed several factors to determine 
the employment relationship, and it noted that 
the taxpayer was not compensated for being a 
corporate officer. Liberty did not supervise or 
control the manner or means by which the tax-
payer sold mortgages; did not provide an office; 
paid him a percentage of the mortgage loans he 
closed and did not guarantee any compensation; 
and did not provide benefits such as health insur-
ance, life insurance, or a retirement plan. But the 

nor the agent signed the RAR, so the examina-
tion result is not the result proposed in the RAR.

The taxpayer’s 2007 Form 1040 showed neg-
ative taxable income and no regular income tax, 
but the taxpayer had paid the AMT. However, 
the refund statute of limitations for 2007 expired 
on April 15, 2011, before the examination of the 
2005 and 2006 returns was closed.

Issue

Whether the mitigation provisions in I.R.C. 
§§ 1311–1314 may be applied to allow a barred 
refund after an audit increased an NOL that must 
be carried to a closed year

Analysis

Two threshold requirements must be met for an 
adjustment to be authorized under the mitigation 
provisions.

1. There must be a determination for an open 
taxable year. A determination is a final deci-
sion by a court, a closing agreement, a final 
disposition of a claim for refund, or an agree-
ment under Treas. Reg. § 1.1313(a)-4. The 
taxpayer could have satisfied this first require-
ment by entering into a closing agreement at 
the conclusion of the examination of his or 
her 2005 and 2006 returns.

2. The determination must be described by one 
of seven circumstances in I.R.C. § 1312. The 
most relevant circumstance for this taxpayer 
is paragraph four: “The determination disal-
lows a deduction or credit which should have 
been allowed to, but was not allowed to, the 
taxpayer for another taxable year, or to a 
related taxpayer.”

However, the IRS did not disallow a deduc-
tion that should have been allowed in another 
year. Because there was never a claim to use the 
2006 NOL in any year, there was no claim to 
allow or disallow at the conclusion of the audit. 

If the taxpayer now files a refund claim to 
carry the loss forward to 2007 that the IRS rejects 
as untimely, the mitigation provisions will still 
not apply because a denial of the refund claim for 
2007 would disallow a deduction that would have 
been allowed in the same tax year.

If the taxpayer had filed a claim for refund 
before April 15, 2011, for the 2004 and 2005 
tax years, carrying back the 2006 NOL that 
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 The taxpayer contended he was entitled to 
safe haven relief under Section 530 of the Rev-
enue Act of 1978, Pub. L. No. 95-600, because 
he consistently treated his drivers as indepen-
dent contractors and had a reasonable basis for 
doing so. The IRS conceded relief from the 1995 
assessment but contended that the taxpayer did 
not qualify for relief from the 1996 assessment 
because the 1996 Forms 1099-MISC were not 
filed. 

Issue

Whether the taxpayer qualifies for Section 530 
relief from employment tax liability 

Analysis

A business that incorrectly treats an employee 
as an independent contractor is nevertheless 
exempt from employment tax liability if the busi-
ness meets three requirements: 

1. It did not treat any individual in a substan-
tially similar position as an employee (sub-
stantive consistency).

2. It filed all required federal tax returns on a 
basis consistent with its treatment of the 
employee as an independent contractor 
(reporting consistency).

3. It had a reasonable basis for treating the 
worker as an independent contractor. 

Under the physical delivery rule, a return is 
filed when the IRS physically receives it. Under 
I.R.C. § 7502(a), if a return arrives late but is 
postmarked before the due date, the postmark 
date is treated as the delivery date. Under I.R.C. 
§ 7502(c), registration of a mailing containing a 
return is prima facie evidence of delivery, and the 
registration date is the postmark date under the 
timely mailing, timely filing rule.

There is also a mailbox rule under common 
law that says that if mail is properly addressed 
and deposited in the U.S. mail, with proper post-
age prepaid on it, there is a rebuttable presump-
tion that it was received by the addressee in the 
ordinary course of the mail. 

The taxpayer admitted he could not prove 
timely delivery under the physical delivery rule or 
either I.R.C. § 7502 exception. He argued that he 
could prove timely delivery under the common 
law mailbox rule, but he offered no documents to 

type of work the taxpayer performed was part of 
Liberty’s regular business. Because the taxpayer 
worked for Liberty in 2005–2008, there appeared 
to be a permanent work relationship. In addition, 
taxes were withheld from his pay.

The taxpayer’s claimed business expenses 
included $1,100 for gift cards and $80 for two 
sporting event tickets. The taxpayer’s bank 
records reflected eight purchases of gift cards, and 
the taxpayer did not produce receipts showing 
how many cards were purchased in each transac-
tion, so the court allowed only a $200 deduction 
(8 × $25, the limit for a business gift deduction).

The taxpayer claimed to have driven 19,503 
business miles, saying he talked on his cell phone 
to mortgage business clients during his trips to 
other jobs but could not substantiate the claim. 
The court limited his deduction to 6,658 miles.

Holding

The taxpayer was an independent contractor for 
the mortgage company.
[Cibotti v. Commissioner, T.C. Summary Opinion 
2012-21]

Martinez v. United States
I.R.C. §§ 3401 and 7502

■☞ A trucking business that did not file informa-
tion returns did not qualify for safe harbor 
relief from employment taxes for drivers that 
it misclassified as independent contractors.

The taxpayer was the sole proprietor of a trucking 
business. He treated his drivers as independent 
contractors, but he did not file Form 1099-MISC, 
Miscellaneous Income, to report the drivers’ 
income. In 1992, the IRS audited the taxpayer’s 
1988 and 1989 returns, determining that the 
drivers were employees. The taxpayer paid the 
assessments in full but then talked to other driv-
ers who told him that he was not required to pay 
employment taxes if he filed Forms 1099-MISC. 
He began doing so in 1993.

In 1997, the IRS audited the taxpayer’s 1995 
and 1996 returns. It again determined that the 
taxpayer’s drivers were employees, and assessed 
$348,215 for 1995 and $319,103 for 1996 in 
unpaid taxes, penalties, and interest. The tax-
payer made payments totaling $2,400 but later 
filed a refund claim.
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Rev. Rul. 2008-23 acquiesced in the result in 
TLC and similarly holds that the party that ulti-
mately bears the expense in a three-party reim-
bursement arrangement is subject to the I.R.C. 
§ 274(n) limitation. The revenue ruling clarifies 
that a party’s status as a common law employer is 
not relevant to the analysis, and it clarifies that the 
exception may apply to an expense reimburse-
ment arrangement without regard to whether it is 
an accountable plan.

The proposed regulations clarify that the 
rules for applying the exceptions to the deduc-
tion limitations apply to reimbursement or other 
expense allowance arrangements with employ-
ees, whether or not a payer is an employer. Any 
party that reimburses an employee is a payer and 
bears the expense if the payment is not treated as 
compensation and wages to the employee.

The proposed regulations also include an 
example illustrating how the rules apply to 
multiple-party reimbursement arrangements. 
Multiple-party reimbursement arrangements are 
separately analyzed as a series of two-party reim-
bursement arrangements. Thus, for example, 
an arrangement in which (1) an employee pays 
or incurs an expense subject to limitation, (2) 
the employee is reimbursed for that expense by 
another party (the initial payer), and (3) a third 
party reimburses the initial payer’s payment 
to the employee is analyzed as two two-party 
reimbursement arrangements: one arrangement 
between the employee and the initial payer, and 
another arrangement between the initial payer 
and the third party. Examples illustrate that the 
limitations apply to the party that receives an 
accounting and that ultimately bears the expense.

The regulations are proposed to apply to 
expenses paid or incurred in tax years beginning 
on or after the date these regulations are pub-
lished as final regulations in the Federal Register. 
However, taxpayers may apply these regulations 
for tax years beginning before the date these reg-
ulations are published as final regulations in the 
Federal Register for which the period of limita-
tions under I.R.C. § 6511 has not expired.
[REG–101812–07, 2012-34 I.R.B. 311]

prove timely and proper mailing, and the IRS’s 
transcripts showed that the IRS did not receive 
any Forms 1099-MISC from the taxpayer for the 
1996–1999 years.

Holding

The taxpayer was denied safe harbor relief from 
employment tax liability for drivers misclassified 
as independent contractors.
[Martinez v. United States, 101 Fed.Cl. 688 (2012)]

Prop. Treas. Reg. § 1.274-2(f)(2)(iv) 
I.R.C. § 274

■☞ Proposed regulations apply the business 
meal deduction limit to three-party reim-
bursement arrangements.

Proposed regulations address the I.R.C. § 274(a) 
and (n) deduction limitations in reimbursement 
arrangements between three parties, as addressed 
in Transport Labor Contract/Leasing, Inc. v. Commis-
sioner (TLC), 461 F.3d 1030 (8th Cir. 2006), rev’g 
123 T.C. 154 (2004); and in Rev. Rul. 2008-23, 
2008-18 I.R.B. 852.

I.R.C. § 274(n)(1) generally limits the amount 
allowable as a deduction for any expense for 
food, beverages, entertainment activities, or 
entertainment facilities to 50% of the amount oth-
erwise allowable. If an individual who provides 
services is reimbursed for expenses incurred in 
providing those services, the deduction limitation 
applies to the payer unless the payment is treated 
as compensation.

TLC applied these rules to a reimbursement 
arrangement involving three parties in the truck-
ing industry. TLC leased truck drivers to a client 
trucking company. The trucking company paid 
the leasing company for the drivers’ expenses 
plus an additional fee, and the parties deducted 
their respective expenses. TLC paid the truck 
drivers a per diem allowance that it did not treat 
as compensation. The Tax Court applied the 
I.R.C. § 274(n) limitation to TLC as the drivers’ 
common law employer. The Eighth Circuit stated 
that the Tax Court should have considered the 
arrangement between TLC and the client. TLC 
was providing services to its clients under a reim-
bursement or other expense allowance arrange-
ment and accounted to the client. Therefore, the 
incidence of the I.R.C. § 274(n) limitation was on 
the client that bore the per diem expense.
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Rev. Rul. 2012-18
I.R.C. §§ 45B, 3121, and 6053

■☞ IRS guidance distinguishes tip income from 
distributed service charges.

Rev. Rul. 2012-18 modifies and supersedes Rev. 
Rul. 95-7, 1995-1 C.B. 185. It answers 15 questions 
about employer and employee obligations for 
reporting and paying FICA taxes on tip income. 
The ruling explains the difference between tips 
and distributed service charges that must be treated 
as wages and not as tips. The employer’s charac-
terization of a payment as a tip is not determina-
tive for FICA tax purposes.

The following factors indicate that a payment 
is a tip, and the absence of any one of the factors 
creates a doubt and indicates that the payment 
may be a service charge.

■■ The payment of a tip must be made free 
from compulsion. 

■■ The customer must have an unrestricted 
right to determine the amount of a tip. 

■■ A tip payment should not be the subject of 
negotiation or dictated by employer policy. 

■■ Generally, the customer has the right to 
determine who receives a tip payment. 

If an employee fails to report tips to his or her 
employer, the employee is liable for the employee 
share of FICA taxes on the unreported tips and is 
subject to a penalty equal to 50% of the FICA tax 
unless the employee can provide a satisfactory 
explanation showing that the failure was due to 
reasonable cause and not due to willful neglect. 

The revenue ruling also provides updated 
rules for reporting and depositing FICA taxes on 
tips, I.R.C. § 3121(q) notice and demand issues, 
and the I.R.C. § 45B employer credit.
[Rev. Rul. 2012-18, 2012-26 I.R.B. 1032]

Excise Taxes

Treasury Decision 9596 and 
REG–125570–11
I.R.C. §§ 1361, 5000B, and 7701

■☞ Disregarded entities are taxable entities for 
the indoor tanning services excise tax.

Prop. Treas. Reg. § 1.162-31
I.R.C. § 162

■☞ Workers attending local business functions 
may deduct lodging costs if staying over-
night is necessary for full participation in the 
event.

Expenses for local lodging (that is, lodging while 
not traveling away from home) may be deductible 
as an ordinary and necessary business expense if 
all the facts and circumstances so indicate.

The preamble to proposed regulations noted 
that an employer may require its employees to 
stay at a local hotel for the bona fide purpose of 
facilitating training or team building directly con-
nected with the employer’s trade or business. It 
also stated that a professional sports team may 
require the players and coaches to stay at a local 
hotel the night before a home game to ensure 
physical preparedness and allow for last minute 
training. Under these circumstances, the cost of 
the lodging is primarily for the business purposes 
of the employer and not to provide a personal 
benefit to the employees.

A safe harbor for local lodging costs at business 
meetings and conferences applies if all of the fol-
lowing conditions are met: 

1. The lodging is necessary for the individual to 
fully participate in or be available for a bona 
fide business meeting, conference, training 
activity, or other business function. 

2. The lodging is for a period that does not 
exceed 5 calendar days and does not recur 
more frequently than once per calendar 
quarter. 

3. If the individual is an employee, his employer 
requires him or her to remain at the activity 
or function overnight. 

4. The lodging is not lavish or extravagant under 
the circumstances and does not provide any 
significant element of personal pleasure, rec-
reation, or benefit. 

The regulations are proposed to apply to 
expenses paid or incurred on or after the date 
final regulations are published in the Federal 
Register. However, taxpayers may apply the pro-
posed regulations now to seek tax refunds based 
on expenses paid or incurred in open tax years.
[REG-137589-07, 2012-21 I.R.B. 942]



Exempt Organizations   633

16

balances” in Part XI, line 5, and explain the 
losses on Schedule O. 

■■ Contributions of conservation easements 
and other qualified conservation contribu-
tions must be reported consistently with the 
way the organization reports the revenue 
from such contributions in its books, records, 
and financial statements.

■■ Appendix K, Contributions, clarifies that 
for text message contributions, the donor’s 
phone bill satisfies the I.R.C. § 170(f)(17) 
requirement of a reliable written record if it 
shows the name of the donee organization 
and the date and amount of the contribution.

[2011 Instructions for Form 990, Return of Orga-
nization Exempt From Income Tax]

Ocean Pines Association, Inc. v. 
Commissioner
I.R.C. §§ 511, 512, and 513

■☞ Income from operating parking lots and 
a beach club is unrelated business taxable 
income.

The owners of residential property within Ocean 
Pines subdivision are the members of Ocean 
Pines Association, a § 501(c)(4)(A) organization. 
The association enforces zoning restrictions and 
maintains bulkheads, roadways, and parking lots 
in Ocean Pines. It provides two volunteer fire sta-
tions and a police force within the subdivision, 
and it operates recreational facilities, including 
five swimming pools, an 18-hole golf course, 
two marinas, a yacht club, tennis courts, a soc-
cer field, and other parks and trails. In addition, 
the association provides various seminars, camps, 
sporting leagues, and aquatic programs within 
Ocean Pines. All of these facilities and programs 
are open to members and nonmembers, though 
some are only available for a fee.

The association owns and maintains two park-
ing lots and an oceanfront beach club approxi-
mately 8 miles from the subdivision. The parking 
lots are open only to members of the associa-
tion during the day, although they must pay an 
additional fee to purchase a parking permit. The 
association leases the parking lots to third parties 
during the nonseasonal months and after 4 pm 
during the summer months. The beach club has 
restrooms and food and beverage services open 
to the general public, but its swimming pool, 

Recipients of any indoor tanning service must 
pay an excise tax equal to 10% of the amount 
charged for the service, whether it is paid by 
insurance or otherwise. The person receiving the 
payment generally must collect the tax and pay 
the tax quarterly to the government.

Temporary and proposed regulations treat 
qualified Subchapter S subsidiaries (QSubs) and 
single-owner limited liability companies (LLCs) 
as separate entities for this excise tax.

The indoor tanning services excise tax is 
reported on Form 720, Quarterly Federal Excise 
Tax Return. For excise taxes paid on or after 
July 1, 2012, Form 720 must be filed under the 
name and EIN of the entity rather than under 
the name and EIN of the disregarded entity’s 
owner. Thus, this rule affects returns of this tax 
that are due on or after October 31, 2012.
[T.D. 9596, 2012-30 I.R.B. 84, and REG-125570-
11, 2012-30 I.R.B. 93]

Exempt Organizations

Form 990
I.R.C. § 6033 

■☞ The instructions for the 2011 Form 990 
include a number of significant clarifications.

The 2011 Instructions for Form 990, Return of 
Organization Exempt From Income Tax, list a 
number of significant clarifications. 

■■ An organization that is required to file a 
Form 990; 990-EZ, Short Form Return of 
Organization Exempt From Income Tax; 
or 990-N, Electronic Notice (e-Postcard), for 
Tax-Exempt Organizations Not Required 
To File Form 990 or 990-EZ, for a given 
tax year must do so even if the organization 
has not yet filed Form 1023, Application for 
Recognition of Exemption Under Section 
501(c)(3) of the Internal Revenue Code, or 
Form 1024, Application for Recognition of 
Exemption Under Section 501(a).

■■ In Part VIII, Statement of Revenue, orga-
nizations should not net losses from uncol-
lectible pledges, refunds of contributions 
and service revenue, or reversals of grant 
expenses on line L, but should report such 
items as “Other changes in net assets or fund 
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Holding

Net income from the two parking lots and the 
beach club benefits the private interests of the 
association members rather than the general pub-
lic and is unrelated business taxable income.
[Ocean Pines Association, Inc. v. Commissioner, 672 
F.3d 284 (4th Cir. 2012), aff’g 135 T.C. 276 (2010)]

Financial Distress

Brooks v. Commissioner
I.R.C. §§ 61, 108, 163, and 212

■☞ Forgiven interest, as well as forgiven prin-
cipal, is includable in cancellation of debt 
income.

The taxpayer received a $506,300 loan from his 
employer in 1998 with a promise that the entire 
loan, including accrued interest, would be can-
celed if the taxpayer remained with the com-
pany for 5 years. The employer forgave the loan 
in 2003 and reported $650,342.35 as wages on 
the taxpayer’s Form W-2, Wage and Tax State-
ment. The taxpayer reported the entire amount 
as wages on his 2003 tax return. The IRS audited 
the return for another issue—whether the taxpayer 
qualified as a day trader—and the taxpayer then 
claimed that the $144,042.35 of forgiven interest 
should be excluded from income.

Issue

Whether interest is included in cancellation of 
debt income (CODI) 

Analysis

CODI generally includes both forgiven loan 
principal and interest, but the general rule has 
exceptions. A debtor doesn’t realize CODI to the 
extent that payment of the liability would have 
given rise to a deduction.

The taxpayers said they used the loan to build 
the husband’s stock portfolio to showcase his 
skills as a stockbroker and produce income. If that 
were true, the interest would be an I.R.C. § 212 
expense of producing income. The Tax Court 
said the taxpayer did not offer enough proof trac-
ing disbursements of the loan proceeds to specific 
expenditures. It also held that the taxpayer was 

lockers, and showers are only available to asso-
ciation members and their guests.

In an earlier trial, the Tax Court concluded 
that the association’s operation of the beach club 
and parking lots was subject to the unrelated busi-
ness income tax (UBIT). On appeal, the associa-
tion challenged the determination that operating 
the two parking lots and beach club is unrelated 
to the association’s tax-exempt purpose. 

Issue

Whether net income from operating two parking 
lots and a beach club is unrelated business tax-
able income

Analysis

The association contended that the income 
derived from the parking lots and beach club 
should escape taxation as income substantially 
related to the association’s tax-exempt purpose. 
The Fourth Circuit Court of Appeals said that to 
be substantially related, the parking lots and beach 
club must have a causal relationship and contrib-
ute importantly to the accomplishment of the 
association’s tax-exempt purpose. Facilities that 
do not permit access to the general public simply 
do not promote social welfare. 

The association also contended that social 
welfare should be interpreted through the lens of 
the association’s charter, which aims to promote 
the community welfare of the association’s mem-
bers rather than that of the general public. The 
court said social welfare is defined by the statute 
and the regulations, and the association cannot 
obtain a broader tax exemption than the Internal 
Revenue Code permits. 

The association also argued that Congress’s 
purpose in enacting the UBIT was to avoid unfair 
competition with private enterprise, and that a 
rule requiring a § 501(c)(4) organization’s enter-
prises to be open to the general public would 
frustrate that purpose. The association reasoned 
that facilities open to the general public are 
more likely to compete with private enterprise 
than facilities limited only to association mem-
bers. The court said the plain language of I.R.C. 
§ 513(c) only requires a trade or business to have 
a profit motive, without any mention of unfair 
competition with private enterprise. 
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equally between X and Holdco under I.R.C. 
§ 704(b) and the related regulations.

In measuring the partners’ insolvency, the 
discharged debt is treated as a liability of the part-
ners based upon the CODI allocation. Thus, X 
treats $87,500 ($175,000 ÷ 2) of the debt as X’s 
liability, and Holdco treats $87,500 of the debt as 
a Holdco liability in determining whether, and to 
what extent, each is insolvent within the meaning 
of I.R.C. § 108(d)(3).

Holding

A partner’s share of partnership liabilities accom-
panying CODI is based on the partner’s allo-
cation of CODI under I.R.C. § 704(b) and the 
accompanying regulations.
[Rev. Rul. 2012-14, 2012-24 I.R.B. 1012]

Gifts and Inheritances

Chief Counsel Advice 2012-08-026
I.R.C. §§ 2503 and 2511

■☞ Donors made completed gifts when they 
transferred property to a trust; the annual 
gift exclusion was not applicable to the ben-
eficiaries’ withdrawal rights.

A couple transferred property to a trust and des-
ignated one of their adult children as the sole 
trustee. The trust beneficiaries are the donors’ 
two children, other lineal descendants, and those 
beneficiaries’ spouses. The trust will terminate 
when both donors have died.

The trust document states that the trust is irre-
vocable and that the donors renounced any power 
to determine or control the beneficial enjoyment 
of the trust income or principal. However, the 
trust provides the donors with testamentary lim-
ited powers of appointment. If the donors do not 
exercise their testamentary powers, the property 
remaining in the trust at termination will be dis-
tributed to their children.

The trustee has absolute and unreviewable 
discretion in administering the trust. Income 
and principal may be distributed at any time for 
a beneficiary’s health, education, maintenance, 
support, wedding costs, purchase of a primary 
residence or business, or for any other purpose. 

not entitled to an investment interest expense 
deduction because I.R.C. § 163(d)(1) limits that 
deduction to net investment income. The taxpay-
ers’ 2003 return reported net investment income 
of only $25.

Holding

The taxpayer could not reduce his 2003 income 
by the amount of forgiven interest.
[Brooks v. Commissioner, T.C. Memo. 2012-25]

Rev. Rul. 2012-14
I.R.C. § 108

■☞ When a partnership’s nonrecourse debt is 
discharged, cancellation of debt income and 
the associated liability are allocated to the 
partners under I.R.C. § 704(b).

X, an investor other than a partnership, and 
Holdco, a corporation, are equal partners in a 
partnership. In Year 1, the partnership acquires 
real estate valued in excess of $1,000,000 by 
borrowing $1,000,000 from the bank. The bank 
note is a nonrecourse liability secured by the real 
estate, and no one is personally liable on the note.

In Year 2, when the value of the real estate 
is $800,000 and the outstanding principal on the 
note is $1,000,000, the bank modifies the terms of 
the note by reducing the note’s principal amount 
to $825,000. At the time of the modification of 
the note, X and Holdco have no assets or liabili-
ties other than their partnership interests in the 
partnership.

The partnership’s sole asset is the real estate 
subject to the note, and its sole liability is the note. 

Issue

How partners treat a partnership’s discharged 
nonrecourse debt in measuring insolvency

Analysis

Cancellation of debt income (CODI) is generally 
included in gross income, but I.R.C. § 108(d)(3) 
provides an exclusion to the extent the taxpayer 
is insolvent. Insolvency is the excess of a person’s 
liabilities over the fair market value (FMV) of its 
assets.

The bank canceled $175,000 ($1,000,000 – 
$825,000) of the partnership’s nonrecourse debt, 
generating $175,000 of CODI that is allocated 
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Dickerson v. Commissioner
I.R.C. §§ 2511 and 2512

■☞ A waitress’s transfer of a 51% interest in a 
winning lottery ticket she had received as a 
gift was a gift to the family members.

The taxpayer, a waitress at an Alabama Waffle 
House, received a winning lottery ticket as a gift 
from a customer on March 7, 1999. The customer 
frequently traveled to Florida to buy lottery tick-
ets that he gave away to the taxpayer and her 
coworkers. When he gave the taxpayer the win-
ning ticket, he did not realize the ticket was one 
of two winning tickets drawn from the Florida 
Lotto Jackpot the previous evening. The taxpayer 
was not his waitress on the night he gave her the 
ticket, so it was a gift rather than a tip. 

The taxpayer and members of her family 
formed an S corporation to claim the proceeds, 
with the taxpayer holding 49% of the stock and 
her family holding the rest. The IRS said the tax-
payer’s family members received a gift when the 
taxpayer signed the winning ticket as president 
of the corporation and submitted it to the Florida 
lottery as the corporation’s property.

The taxpayer did not file a gift tax return for 
the 1999 tax year until the IRS requested the 
return. The Form 709, United States Gift (and 
Generation-Skipping Transfer) Tax Return, that 
she filed on October 30, 2007, reported that no 
taxable gift had been made.  

Issues

1. Whether the taxpayer made a taxable gift 
when she contributed a winning lottery ticket 
to a newly formed corporation 

2. If taxpayer did make a gift, whether the IRS 
correctly valued the gift

Analysis

A transfer of property to a corporation for less 
than adequate consideration is a gift to the other 
shareholders of the corporation to the extent 
of their proportionate interests. The taxpayer 
claimed that a long-standing enforceable agree-
ment existed among her family that mandated 
she share the winning proceeds with them so that 
the transfer was not a gift. 

The court held that the family agreement was 
not a valid contract and that it consisted solely 

Income and principal may also be distributed to 
a charitable organization.

Each beneficiary may withdraw an amount 
of property equal to the I.R.C. § 2503(b) annual 
gift tax exclusion amount in any year in which a 
transfer is made to the trust. However, this may 
be voided by the trustee for additions made to the 
trust. A beneficiary filing or participating in a civil 
proceeding to enforce the trust will be excluded 
from any further participation in the trust.

Issues

1. Whether the donors made completed gifts on 
transferring property to the trust

2. Whether annual exclusions are allowable 
under I.R.C. § 2503(b) for the withdrawal 
rights

Analysis

The donors’ representative contended that the 
donors retained dominion and control over the 
transferred property because they retained testa-
mentary limited powers of appointment over the 
trust and therefore did not make any completed 
gifts. 

The annual exclusion is not allowed for gifts 
of future interests, and to be a present interest, 
a withdrawal right must be legally enforceable. 
Under the trust’s terms, a beneficiary faces dire 
consequences if he or she seeks legal redress 
from the trustee’s denial of withdrawal rights. 
Because the threat of severe economic punish-
ment looms over any beneficiary contemplating 
a civil enforcement suit, the withdrawal rights are 
illusory.

Conclusions

1. The donors made completed gifts of ben-
eficial term interests when they transferred 
property to the trust.

2. Because the withdrawal rights are unenforce-
able, the annual gift tax exclusion under 
I.R.C. § 2503(b) is not applicable.

[C.C.A. 2012-08-026 (September 28, 2011)]
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The estate tax return showed a tax liability of 
$6,631,448. The bulk of the estate consisted of 
stock in a hotel corporation, and the executors 
elected to pay a portion of the federal estate tax 
liability in 10 annual installments beginning in 
1997 and ending in 2006.

In December 1992, after the IRS properly 
assessed the estate tax, all of the remaining trust 
assets were distributed to the heirs. In a distribu-
tion agreement, the beneficiaries acknowledged 
that all assets of the trust were being distributed, 
that a portion of the total federal estate tax was 
being deferred, that the deferred tax was the 
obligation of the beneficiaries as it became due, 
and that the beneficiaries would be liable for any 
additional taxes resulting from an audit. 

The hotel filed for Chapter 11 bankruptcy in 
2002. The heirs received no value for their hotel 
shares, but each received $126,000 annually for 
signing a 2-year noncompete agreement, and 
they each reported losses in excess of $1,000,000 
in connection with their ownership of the hotel 
stock, which they used to reduce their taxable 
income.

In 2003, the estate defaulted on its federal 
estate tax liability, after having paid $5,000,000 
of the total amount due. The IRS claimed each 
heir was liable for the unpaid estate tax.

Issue

Whether each heir is personally liable for the 
estate tax

Analysis

I.R.C. § 6324(a)(2) imputes personal liability for 
federal estate taxes to six categories of individuals 
who receive property from an estate at the time 
of a decedent’s death. The categories that have 
relevance in this case are transferee, trustee, and 
beneficiary.  

The U.S. district court said that I.R.C. 
§ 6324(a)(2) may be interpreted in multiple ways, 
and because it is ambiguous, it must be inter-
preted in favor of the heirs. The court concluded 
that a transferee must have or receive property 
from the gross estate immediately upon the date 
of decedent’s death rather than at some point 
thereafter. 

However, the personal representatives of the 
estate were personally liable under 31 U.S.C. 
§ 3713(b), which provides that a representative of 

of offhand statements made over several years 
about sharing and taking care of one another 
in the event someone came into a substantial 
amount of money. There was no requirement 
that each member buy lottery tickets, no pattern 
of purchases, no pooling of money, and no pre-
determined sharing percentages. The court also 
found that there was not a family partnership 
under federal law.

The taxpayer’s former coworkers at the Waf-
fle House filed suit against the taxpayer, claiming 
that they had all agreed to split lottery winnings 
if any of them won. After two levels of appeals, 
the Alabama Supreme Court concluded that 
although the Waffle House claimants had pre-
sented sufficient evidence to support a finding 
that an oral agreement existed, the agreement was 
unenforceable on public policy grounds because 
it was “founded on gambling consideration.” The 
Tax Court said the same law would void the fam-
ily agreement.

The taxpayer had elected to receive the 
lottery winnings in 30 annual installments of 
$354,000. The taxpayer and the IRS agreed on a 
$4,730,172 present value for the ticket proceeds, 
but they disagreed as to an appropriate discount 
for the Waffle House lawsuits, which originally 
claimed rights to 80% of the proceeds. The court 
discounted the 80% disputed portion by 67%, 
added that amount to the undisputed 20% por-
tion, and subtracted the 49% interest that the tax-
payer retained.

Holdings

1. The taxpayer made a gift of a 51% share of 
the winning lottery ticket.

2. The discounted taxable value of the gift was 
$1,119,348.

[Dickerson v. Commissioner, T.C. Memo. 2012-60]

United States v. Johnson
I.R.C. §§ 6324 and 7403

■☞ Heirs who received distributions from a trust, 
rather than directly from an estate, were not 
liable for unpaid estate tax.

Before her death in 1991, Mrs. Smith had estab-
lished a trust for the benefit of her four children. 
Two of her children were both personal repre-
sentatives of her estate and trustees of the trust. 
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The U.S. district court followed Baptiste. It 
said the interest charge is based on the donee’s 
failure to pay, not the donor’s failure to pay, and 
that although it is equitable to cap the donee’s 
responsibility for the actions of another, the 
donee’s choosing not to pay his own liability is a 
different matter.

Holding

A donee’s independent liability includes interest, 
beginning on the date that the donee has posses-
sion of the gift and that the gift tax was due and 
unpaid by the estate. The interest charge is not 
limited by the amount of the gift. 
[United States v. MacIntyre, 109 A.F.T.R.2d (RIA) 
2012-2469 (S.D. Tex. 2012)]

Windsor v. United States
I.R.C. §§ 2056, 7422, 7701, and 7703

■☞ A U.S. district court allows an estate tax mar-
ital deduction for the decedent’s same-sex 
spouse.

Two women met in 1963 and registered as domes-
tic partners in New York City in 1993. They mar-
ried in Canada in 2007 after one spouse’s health 
began to decline. She died in 2009, and her estate 
passed to her same-sex spouse. 

The Defense of Marriage Act (DOMA), Pub. 
L. No. 104-199, § 3, codified as 1 U.S.C. § 7, states 
that in federal laws the word marriage means only 
a legal union between one man and one woman 
as husband and wife, and the word spouse refers 
only to a person of the opposite sex who is a hus-
band or a wife.

 Therefore the surviving same-sex spouse 
did not qualify for the estate tax unlimited mari-
tal deduction and was required to pay $363,053 
in federal estate tax. She sued, seeking a refund 
of the federal estate tax and a declaration that 
DOMA § 3 violates the equal protection clause of 
the Fifth Amendment to the U.S. Constitution.

Issues

1. Whether the taxpayer has standing to pursue 
this action

2. Whether DOMA § 3 violates the Fifth 
Amendment

an estate who pays any part of a debt of the estate 
before paying a claim of the government is liable 
for unpaid claims of the government.

Holding

The heirs who received trust distributions were 
not liable for unpaid estate taxes as beneficiaries 
or transferees, but others were liable as personal 
representatives of the estate.
[United States v. Johnson, 109 A.F.T.R.2d (RIA) 
2012-2253 (D. Utah 2012)]

United States v. MacIntyre
I.R.C. §§ 6324, 6601, 6621, and 6901

■☞ Donees are liable for interest assessed for 
late payment of gift taxes, and their liability 
is not limited to the value of their gifts.

In 1995, the owner of a petroleum company 
made indirect gifts to his family when he sold his 
stock back to the company for less than its fair 
market value, thereby increasing the value of the 
remaining shareholders’ stock. He died shortly 
after making the gifts. The IRS assessed gift tax 
against his estate, which the estate challenged in 
Tax Court. The estate did not pay the gift tax lia-
bility, so by law the liability for that tax shifted to 
the donees. The donees paid the gift tax, but they 
did not pay the interest assessed for late payment. 

Issue

Whether donees are liable for interest accrued on 
gift taxes

Analysis

The donees argued that donee liability is capped 
at the value of the gift [I.R.C. § 6324(b)]. The IRS 
said the obligations of the donor and donee are 
two distinct liabilities and that only the obliga-
tion of the donor is capped. In Baptiste v. Commis-
sioner, 29 F.3d 1533 (11th Cir. 1994), the Eleventh 
Circuit Court of Appeals held that I.R.C. § 6324 
imposes an independent obligation on the trans-
feree, that the transferee is liable for interest on 
that obligation from the day it arises, and that the 
limitation applies only to the underlying tax obli-
gation and not to interest that accrues after the 
liability is transferred. 
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Long-Term Care 
Insurance Claim

A long-term care insurance policy is a health 
insurance policy for tax purposes if it meets the 
criteria in I.R.C. § 7702B. One requirement for a 
state-maintained plan to qualify is that cover-
age be limited to employees and former employ-
ees of the state (or a political subdivision of the 
state), their spouses, and their dependents who 
are relatives (excluding other members of the 
household). 

On May 24, 2012, California public employees 
were granted a judgment that the exclusion of 
registered domestic partners violates the equal 
protection clause [Dragovich v. U.S. Department 
of Treasury, 109 A.F.T.R.2d (RIA) 2012-2286 (N.D. 
Cal. 2012)].

Estate of Kelly v. Commissioner
I.R.C. § 2036

■☞ A decedent’s estate did not include the value 
of family limited partnerships that were pre-
viously gifted.

Beatrice Kelly executed a will in 1991 that 
included specific bequests of real estate, stocks 
and bonds, and personal items to each of her 
children to provide equal inheritances for them. 
In 1998, she was diagnosed with Alzheimer’s dis-
ease, and by 2002 she was mentally incapacitated. 
After being appointed co-guardians, the children 
discovered that their mother’s will did not divide 
her estate equally because of uneven asset appre-
ciation and acquisitions.

The real estate interests included two rock 
quarries, a subdivision with multiple rental 
homes, a post office, and a rural property with a 
waterfall and picnic facilities, and the family was 
concerned about potential liabilities for injuries 
that individuals might sustain on the properties.  

An estate attorney prepared a plan that cre-
ated four family limited partnerships (FLPs) and 
a corporation that would serve as general part-
ner of the FLPs. Mrs. Kelly owned 99% of one 
FLP and 100% of KWC (the corporation). KWC 
owned 1% percent of each FLP. The properties 
listed as specific bequests to the children in Mrs. 
Kelly’s will were contributed to the FLPs. Mrs. 
Kelly retained more than $1,100,000 of assets in 
her own name.

Practitioner
Note

Analysis

The U.S. district court held that the taxpayer had 
standing to sue because New York’s executive 
agencies and appellate courts uniformly recog-
nized same-sex marriage in the year she paid the 
estate taxes. The court noted Congress justified 
the enactment of DOMA as advancing four gov-
ernment interests [H.R. Rep. No. 104-664 (1996)]:

1. Defending and nurturing the institution of 
traditional heterosexual marriage 

2. Defending traditional notions of morality 
3. Protecting state sovereignty and democratic 

self-governance 
4. Preserving scarce government resources

Equal protection requires the government to 
treat all similarly situated persons alike, and it pro-
hibits the government from drawing distinctions 
between individuals based solely on differences 
that are irrelevant to a legitimate governmental 
objective.

In February 2011, the Justice Department 
announced it would no longer defend DOMA’s 
constitutionality. Because the Justice Department 
did not intervene, the Bipartisan Legal Advisory 
Group (BLAG) of the U.S. House of Represen-
tatives moved to dismiss this suit, arguing that 
the weight of the precedent compelled the court 
to review DOMA only for a rational basis, and 
ample reasons justified the legislation. 

The court stated that courts must consider 
whether the government’s asserted interests 
are legitimate. It also noted that the states may 
choose, through their legislative or constitutional 
processes, to preserve traditional marriage or to 
redefine it. This is the virtue of federalism.

Holdings

1. The taxpayer had standing to pursue the 
action.

2. DOMA § 3 violates the equal protection 
clause of the Fifth Amendment.

[Windsor v. United States, 833 F.Supp.2d 394 (S.D. 
N.Y. 2012)] 
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distributions among her children, not mini-
mization of tax liability. 

■■ Because of her incapacity, probate court 
approval was required for basic day-to-day 
management decisions. By contributing the 
quarries and other properties to partner-
ships, Mrs. Kelly limited her liability and 
reduced her management responsibilities.

The court also disagreed that Mrs. Kelly 
retained the right to the income from the prop-
erty. The FLPs and KWC were separate and 
distinct legal entities, and Mrs. Kelly observed 
partnership formalities and retained sufficient 
assets for her personal needs. The payment of the 
management fee to KWC by each FLP was not a 
retention of income.

Holding

The value of the transferred FLP interests was not 
included in the decedent’s gross estate.
[Estate of Kelly, T.C. Memo. 2012-73]

Estate of Stone v. Commissioner
I.R.C. § 2036

■☞ A decedent’s estate did not include wood-
land parcels transferred to a family limited 
partnership.

Mr. and Mrs. Stone were members of a promi-
nent Tennessee family that had held significant 
amounts of real estate for several generations. 
Nine parcels of Mrs. Stone’s land (about 740 
acres) were mostly undeveloped woodland with-
out utilities or roads. One of her sons acquired 
real estate near the woodland parcels and built 
a lake that fronted a portion of the woodland 
parcels. 

After the lake was constructed, Mr. and 
Mrs. Stone decided that they wanted the wood-
land parcels to become a family asset. In 1997, 
the couple formed a family limited partnership 
(FLP) to hold the woodland parcels. They had the 
woodland parcels appraised, and they valued the 
FLP so that the total value of FLP interests was 
equal to the appraised value of the woodlands. 

When the FLP was formed, Mr. and Mrs. 
Stone each held a 1% general partnership inter-
est and a 49% limited partnership interest. From 
1997 to 2000, the couple gave portions of their 
limited partner interests to their children, the 

With the approval of a guardian ad litem 
and the state superior court, partnership interests 
were transferred to the children and their descen-
dants on December 31, 2003, January 1, 2004, 
and January 1, 2005. The gifts of FLP interests 
were reported on Forms 709, United States Gift 
(and Generation-Skipping Transfer) Tax Return, 
for 2003, 2004, and 2005.

KWC received a management fee based on 
the FLPs’ net asset value (0.7% in 2004 and 1% 
in 2005). After the FLPs were created, all of Mrs. 
Kelly’s personal expenses were paid by funds 
from her guardianship account until her death in 
March 2005; she did not receive any distributions 
from KWC. 

At the time of her death, the decedent owned 
none of one FLP, about one-third of two FLPs, 
99% of the fourth FLP, and all 1,500 shares of 
KWC; all these assets were reported on Form 
706, United States Estate (and Generation-Skip-
ping Transfer) Tax Return. The IRS determined 
that the entire value of the transferred assets was 
includable in her gross estate because she retained 
an interest in the transferred assets and the initial 
transfers to the FLPS were not bona fide sales for 
adequate consideration. 

Issue

Whether the value of the FLP interests is included 
in the decedent’s gross estate

Analysis

Under the bona fide sales exception of I.R.C. 
§ 2036(a), a gross estate does not include the value 
of property transferred for full and adequate con-
sideration in money or money’s worth. The bona 
fide sale exception is met if there is a legitimate 
and significant nontax reason for creating an 
FLP and the transferor received a partnership 
interest proportional to the value of the property 
transferred.

The Tax Court said Mrs. Kelly had legitimate 
and significant nontax reasons for creating the 
FLPs, and she received partnership interests pro-
portionate to the value of the property transferred. 

■■ The types of assets Mrs. Kelly owned 
required active management and would 
lead any prudent person to manage these 
assets in the form of an entity such as KWC. 
Mrs. Kelly’s primary motives were to ensure 
effective property management and equal 
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Their tax attorney advised that the transfers 
could be tax free through use of the annual gift 
tax exclusion ($11,000 per donee at that time) 
and the applicable gift tax exclusion amount  
(a $1,000,000 per donor lifetime limit at that 
time). The attorney further advised them that 
the number of LLC membership units equal to 
the desired value of their gifts on any given date 
could not be known until a later date when a valu-
ation of the LLC’s assets could be made. He also 
advised that all gifts should be given as specific 
dollar amounts, rather than membership units, 
and that all gifts should be given on December 
31 or January 1 of a given year so that a mid-year 
closing of the books would not be required. 

The couple drafted documents listing the 
name of each donee and a fixed dollar amount 
for each donee. The documents contained an 
adjustment clause to be triggered by an IRS audit 
that permitted the transfers to be reallocated so 
that the value of the LLC units transferred to each 
donee equaled the dollar amount specified in the 
documents.

Each spouse’s 2004 Form 709, United States 
Gift (and Generation-Skipping Transfer) Tax 
Return, reported transfers of $261,000 and 
$11,000 to their children and grandchildren, 
respectively. However, the schedules describe 
the gifts as 2.39% and 0.101% LLC interests, 
respectively. The couple’s CPA derived the gift 
descriptions from the $109,000 value of a 1% 
LLC interest that was determined by an indepen-
dent appraiser.

The IRS examined the gift tax returns and 
determined that the values of 2.39% and 0.101% 
LLC interests were $366,000 and $15,400, respec-
tively. Before trial, the IRS and the couple agreed 
that as of January 1, 2004, the 2.39% and 0.101% 
LLC interests were worth $315,800 and $13,346, 
respectively.

Issues

1. Whether the taxpayers’ transfers were gifts of 
a specified dollar value or fixed percentage 
interests in the LLC

2. Whether the taxpayers’ transfer documents 
are void for federal tax purposes as against 
public policy

children’s spouses, and their grandchildren, so 
that by the end of 2000, the couple’s only FLP 
interests were their 1% general partner interests. 
Mrs. Stone died in 2005. 

Issue

Whether the real property transferred to the FLP 
should be included in the decedent’s gross estate

Analysis

The full value of previously transferred property 
is includable in a decedent’s gross estate if an 
inter vivos transfer of property was not a bona 
fide sale for adequate and full consideration and 
the decedent retained an interest or right in the 
transferred property that he or she did not relin-
quish before death.

The Tax Court agreed with the estate that the 
decedent had two nontax motives for transferring 
the woodland parcels to the FLP—to create a fam-
ily asset that later could be developed and sold 
by the family, and to protect the woodland par-
cels from division as a result of partition actions. 
There was no commingling of personal and part-
nership funds, and the FLP interests were not dis-
counted for gift tax purposes.

Holding

The value of real property transferred by the 
decedent to an FLP was excludable from her 
gross estate.
[Estate of Stone v. Commissioner, T.C. Memo. 
2012-48]

Wandry v. Commissioner
I.R.C. §§ 2501, 2503, 2511, and 2512

■☞ Gifts of LLC interests were fixed dollar 
amounts, not the percentages reported on 
Form 709.

A married couple formed a family limited part-
nership (FLP) in 1998, contributing cash and 
marketable securities, and used a gift-giving pro-
gram to transfer interests to their children and 
grandchildren. In 2001, the couple and their 
adult children formed a family business as a lim-
ited liability company (LLC). In 2004, with all of 
their interests in the FLP already transferred, the 
couple began gifting their interests in the LLC.
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home since 1974, for sale and began spending 
considerable amounts of time at the wife’s par-
ents’ home in La Grange Park, Illinois. The tax-
payers did not pay rent or utilities at the parents’ 
house.

In April 2006, the wife renewed her driver’s 
license using the Western Springs address, and 
the couple also provided that address on the tax 
return they filed in October 2006. During 2006 
and 2007, the couple frequently stayed overnight 
at the Western Springs house, which was fully 
furnished. They hosted family holiday gatherings 
there, kept personal belongings there, accessed 
the Internet there, and received bills and corre-
spondence there.

In April 2007, the couple entered into a con-
tract to sell the Western Springs house. Later 
that month, they filled out an apartment rental 
application listing the Western Springs house as 
their current address. They finalized the sale of 
the Western Springs house on June 6, 2007, and 
purchased a new house in Brookfield, Illinois, on 
July 28, 2009. On their 2008 tax return, the tax-
payers claimed an $8,000 first-time homebuyer 
tax credit. The IRS disallowed the credit, and the 
taxpayers filed a petition with the Tax Court. 

Issue

Whether the taxpayers has a present ownership 
interest in a principal residence during the 3-year 
period before they purchased their new home

Analysis

The I.R.C. § 36 credit for a first-time homebuyer 
of a principal residence is allowable if the taxpayer 
and spouse had no present ownership interest in 
a principal residence for 3 years prior to the date 
of purchase of a principal residence. Even though 
the taxpayers owned the Western Springs house 
until June 6, 2007, they contend that they ceased 
using it as their principal residence in February 
2006, when they listed it for sale. 

I.R.C. § 36(c)(2) says principal residence has the 
same meaning as it does in I.R.C. § 121. Treas. 
Reg. § 1.121-1(b)(2) provides that whether prop-
erty is used by a taxpayer as a principal residence 
depends on all the facts and circumstances, 
including the taxpayer’s use of the property, the 
address listed on the taxpayer’s tax returns and 
driver’s license, and the mailing address for bills 
and correspondence.

Analysis

The IRS presented three arguments to support a 
conclusion that the donors transferred completed 
gifts of fixed percentage interests:

1. The gift descriptions on the gift tax returns 
were admissions that the donors transferred 
fixed LLC percentage interests to the donees.

2. The LLC’s capital accounts controlled the 
nature of the gifts, and they were adjusted to 
reflect the gift descriptions.

3. The gift documents themselves transferred 
fixed LLC percentage interests to the donees. 

The IRS further argued that the adjustment 
created a condition subsequent to completed gifts 
and was contrary to public policy.

The Tax Court concluded that the donors 
believed they gave gifts equal to $261,000 and 
$11,000 to each of their children and grand-
children, respectively. Their 2004 gift tax 
returns reported gifts with a total value equal to 
$1,099,000. The donees were always entitled to 
receive predefined LLC percentage interests, 
which the gift documents essentially expressed 
as a mathematical formula. The formula had one 
unknown, the value of the LLC’s assets on Janu-
ary 1, 2004. But though unknown, that value was 
a constant.

Holdings

1. The taxpayers transferred gifts of a specified 
dollar amount of LLC interests.

2. The taxpayers’ transfer documents did not 
violate public policy.

[Wandry v. Commissioner, T.C. Memo. 2012-88]

Individual Taxpayer Issues

Credits

Foster v. Commissioner
I.R.C. § 36

■☞ Taxpayers who owned a house in 2007 did 
not qualify as first-time homebuyers in 2009.

In February 2006, the taxpayers listed a house in 
Western Springs, Illinois, which had been their 
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those amounts were included in the totals allo-
cated to the other items in the gift letter.

Issue

Whether the taxpayers may claim a charitable 
contribution deduction

Analysis

A taxpayer may not deduct a charitable contribu-
tion of $250 or more unless the taxpayer substan-
tiates the contribution with a contemporaneous 
written acknowledgment from the charitable 
organization [I.R.C. § 170(f)(8)(A)]. The writ-
ten acknowledgment generally must include the 
amount of cash paid and a description (but not 
the value) of any property other than cash con-
tributed, whether the done organization provided 
any goods or services in consideration for the 
cash or property contributed, and a description 
and good faith estimate of the value of any goods 
or services provided by the donee organization. 
A written acknowledgment is contemporaneous 
if the taxpayer obtains it on or before the earlier 
of the date on which the taxpayer files his or her 
tax return or the due date (including extensions) 
for filing the return.

The taxpayers conceded that the LLC 
received the omitted items of consideration and 
that the items were erroneously excluded from 
the acknowledgment letter. However, they con-
tended that the acknowledgement letter included 
a good faith estimate of the value of the consider-
ation that the LLC received and that the donors 
reasonably relied on the letter to claim their 
deductions.

The IRS contended that the nondisclosure 
precluded the LLC and the taxpayers from claim-
ing a charitable contribution deduction because 
the LLC did not receive an adequate written 
acknowledgment.

Holding

The charitable contribution deduction was not 
allowed because the TNC gift letter did not 
include a description or a good faith estimate of 
the total consideration, and reliance on the letter 
was unreasonable.
[Cohan v. Commissioner, T.C. Memo. 2012-8]

Holding

The Western Springs house remained the taxpay-
ers’ principal residence after July 27, 2006.
[Foster v. Commissioner, 138 T.C. 51 (2012)]

Deductions

Cohan v. Commissioner
I.R.C. §§ 170

■☞ Omissions in a donee’s letter of acknowledg-
ment prevented a charitable contribution 
deduction.

Family members formed a limited liability 
company (LLC) to exercise their rights to first 
refusal if a farm located on Martha’s Vineyard 
was offered for sale. After complex negotiations, 
the LLC transferred the rights of first refusal to 
The Nature Conservancy (TNC) through a bar-
gain sale in 2001. The LLC agreed to convey 
the rights of first refusal to TNC so that it could 
acquire the farm and restore the land to its natu-
ral state. In exchange, the LLC received improve-
ments located on the farm, including two houses 
and two building lots, 30-year renewable leases 
on half of a horse barn and another lot, a condi-
tional option to acquire another lot, a driveway 
relocation, new beach rights, reimbursement for 
past and current legal fees, a tax make-whole pay-
ment, and tax indemnification.

The appraised value of the rights to first 
refusal was $14,000,000, the total appraised value 
of the transfers to the LLC was $11,931,755, and 
the LLC treated the $2,068,245 difference as a 
charitable contribution. Because the LLC was 
a partnership for federal tax purposes, the LLC 
members claimed their shares of the charitable 
contribution deduction on their returns.

A gift letter from TNC also stated that the 
LLC received $11,931,755 in consideration for 
the rights of first refusal, and it included a cal-
culation allocating the payments to four proper-
ties, cash payments, beach rights, and releases of 
reciprocal right. The letter stated that but for this 
$11,931,755 of consideration, “no other goods or 
services were provided by TNC to HCAC [the 
LLC] in connection with this transaction.” 

The letter did not disclose all items of consid-
eration, including the leases, the driveway reloca-
tion, the purchase option, and the land bank fees, 
although based on the bargain sales agreement, 
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In an earlier case where a fire department was 
allowed to destroy an unsafe building in training 
exercises [Scharf v. Commissioner, T.C. Memo. 
1973-265], the Tax Court compared the value of 
the demolition benefit obtained by the donor to 
the value of the public benefit in the form of fire-
fighter training. After concluding that the public 
benefit substantially exceeded the private benefit, 
the court allowed the entire FMV of the building 
to be treated as a charitable contribution. In Rolfs, 
the Tax Court held that Scharf has no weight after 
American Bar Endowment, and the Seventh Circuit 
Court of Appeals agreed with this finding.

The Seventh Circuit then held that the FMV 
of the Rolfs’ donation to the fire department was 
zero, stating that when a gift is made with condi-
tions, the conditions must be taken into account 
in determining the donated property’s FMV, and 
the Rolfs’ condition that the house be destroyed 
reduced the FMV so much that no net value was 
available for a deduction.

By making the demolition of the house a con-
dition of their gift, the taxpayers themselves were 
responsible for the $76,000 decrease in value of 
their property, even if the fire department pro-
vided the mechanism to accomplish it. “None of 
the value of the house, as a house, was actually 
given away,” the court concluded, adding that the 
taxpayers “gave away only the right to come onto 
their property and demolish their house, a service 
for which they otherwise would have paid a sub-
stantial sum.”

Holding

The taxpayers were not entitled to a charitable 
contribution deduction because the conditions 
they attached to the donation reduced the value 
of the donated property to zero. 
[Rolfs v. Commissioner, 668 F.3d 888 (7th Cir. 
2012), aff’g 135 T.C. 471 (2010)]

Patel v. Commissioner
I.R.C. §§ 170 and 6662

■☞ A landowner’s grant to a fire department of 
the right to conduct training exercises on his 
property and destroy a building is a donation 
of the use of the property that does not qual-
ify for a charitable contribution deduction.

In May 2006, the taxpayers purchased residen-
tial property, intending demolish the house and 

Rolfs v. Commissioner
I.R.C. § 170

■☞ The donation of a lake house to be burned 
down by a volunteer fire department did not 
create a charitable contribution deduction 
because the value of the donation was zero.

The taxpayers purchased a lakefront property 
but decided to raze the existing house and build 
another. To accomplish the demolition, they 
allowed the local fire department to burn the 
house down in a firefighter training exercise. The 
taxpayers claimed a $76,000 charitable donation 
deduction based on a before-and-after appraisal 
of the land (the type of appraisal that is used to 
value conservation easements). 

The IRS denied the deduction, claiming that 
the taxpayers received a benefit in the form of 
demolition services that exceeded the value of 
the property donated. Both the taxpayers and the 
IRS agreed that razing the house would have cost 
the taxpayers at least $10,000. The IRS said the 
house had a zero sales value at the time it was 
contributed because the potential cost of sev-
ering it from the land and relocating it (at least 
$100,000) exceeded its $76,000 value as a land 
improvement to the lakefront property.

The Tax Court agreed with the IRS, and the 
taxpayers appealed.

Issue

Whether taxpayers who donated a house to be 
destroyed in a fire department training exer-
cise were entitled to a charitable contribution 
deduction

Analysis

To qualify for a charitable contribution deduction 
for donated property, a taxpayer must determine 
the property’s FMV as of the time of the contribu-
tion. The FMV is the price at which the property 
would change hands between a willing buyer and 
a willing seller, neither being under any compul-
sion and both having reasonable knowledge of 
relevant facts.

If the taxpayer receives a benefit in return for 
the contribution, the amount of the contribution 
is the property’s FMV reduced by the benefit’s 
FMV [United States v. American Bar Endowment, 
477 U.S. 105 (1986)].
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pertaining to the property involved” [Molbreak v. 
Commissioner, 61 T.C. 382 (1974), aff’d 509 F.2d 
616 (7th Cir. 1975)]. “A common idiom describes 
property as a ‘bundle of sticks’—a collection of 
individual rights which, in certain combinations, 
constitute property . . . State law determines only 
which sticks are in a person’s bundle” [United 
States v. Craft, 535 U.S. 274 (2002)].

The “bundle of sticks” that constitutes land 
situated in Virginia includes the rights with 
respect to the surface of the land, the miner-
als in the land, the timber growing on the land, 
structures attached to the land, and the airspace 
over the land. An undivided portion of a donor’s 
entire interest in the land must consist of a frac-
tion or percentage of each and every one of those 
“sticks” and must extend over the entire term of 
the donor’s interest in such property.

Granting a fire department the right to destroy 
the building during training is not a conveyance 
of ownership, title, or possession of the building 
or any other property interest in the building or 
the property. Rather, it is a mere license to use 
the property. The grant did not transfer to the fire 
department all the benefits and burdens of own-
ership and title to the building. The fire depart-
ment did not have the right to keep and use the 
building in its current condition with ingress and 
egress over the land retained by the landowner, 
to sell the building with all the rights attached 
thereto, or to construct a new building on the site 
of the destroyed building. The landowner retains 
those substantial rights.

Nor did the contribution transfer the burdens 
of ownership of the building. The landowner was 
required to make the building suitable for use in 
the training exercises by removing any asbestos 
present in the building, obtaining any permits 
required by local government, and disconnecting 
utilities. The landowner was also responsible for 
safeguarding the public from hazardous condi-
tions remaining after the training exercises were 
completed, such as open pits, basements and 
wells, standing walls and chimney, and burned 
and unburned debris.

The taxpayers asserted that under the hold-
ing of Scharf v. Commissioner, T.C. Memo. 1973-
265, allowing the fire department to destroy the 
house was a conveyance of the house. In Rolfs v. 
Commissioner, 135 T.C. 471 (2010), aff’d 668 F.3d 
888 (7th Cir. 2012), the Tax Court held that the 
public benefit standard applied in Scharf had been 

construct a new one on the site. Their real estate 
agent told them about the Fairfax County Fire 
and Rescue Department Acquired Structures 
Program, where a property owner allows the 
department to conduct live fire training exercises 
on his or her property. As part of the exercises, 
the fire department destroys, by burning, the des-
ignated building on the owner’s property.

Within a few weeks after purchasing the prop-
erty, the taxpayers contacted the fire department 
and obtained information about the require-
ments for participating in the program. After 
the taxpayers obtained a demolition permit and 
completed all of the other requirements, they 
executed documents granting the fire department 
the right to destroy the house by burning during 
training exercises. During October 2006, seven 
fire departments conducted live fire training exer-
cises on the property, during which the house was 
destroyed.

The taxpayers reported a $339,504 noncash 
charitable contribution for the donation of the 
house to the fire department. The IRS disallowed 
the deduction, asserting that the donation was a 
nondeductible contribution of a partial interest in 
property.

Issues 

1. Whether the taxpayers are entitled to a chari-
table contribution deduction for granting the 
fire department the right to demolish a house 
during training exercises

2. Whether the petitioners are liable for the 
accuracy-related penalty 

Analysis

I.R.C. § 170(f)(3) generally denies a charitable 
contribution deduction for contributions of par-
tial interests in property, and it provides that “a 
contribution by a taxpayer of the right to use prop-
erty shall be treated as a contribution of less than 
the taxpayer’s entire interest in such property.”

Whether a contribution constitutes a transfer 
of a partial interest in property for the purposes 
of I.R.C. § 170(f) is ultimately a question of fed-
eral law, but the answer to this federal question 
depends in part upon state law, which creates and 
governs the nature of interests in property. “Own-
ership of property is not a single indivisible con-
cept but rather an aggregate or bundle of rights 
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sale deed of trust subordinated to the conserva-
tion easement deed until December 22, 2005. 
The FLP had the money to pay off the promissory 
note that the deed of trust secured at any time. 
The FLP claimed a $504,000 charitable contribu-
tion for 2003, which flowed through to its part-
ners. The IRS denied the charitable contribution 
deduction.

Issue

Whether the easement was a qualified conserva-
tion contribution

Analysis

A qualified conservation contribution must be made 
exclusively for conservation purposes. I.R.C. 
§ 170(h)(5)(A) states that a contribution is not 
treated as exclusively for conservation pur-
poses unless the conservation purpose is pro-
tected in perpetuity. Treas. Reg. § 1.170A-14 
(g)(2), “Protection of a conservation purpose in 
case of donation of property subject to a mort-
gage,” provides that a deduction is not permit-
ted for an interest that is subject to a mortgage 
unless the mortgagee subordinates its rights to 
the right of the qualified organization to enforce 
the conservation purposes in perpetuity. Treas. 
Reg. § 1.170A-14(g)(3), “Remote future event,” 
provides a negligible standard for perpetuity that 
allows a charitable deduction if the possibil-
ity that a charitable interest will be defeated 
is so remote as to be negligible. The regula-
tion includes an example of a state’s statutory 
requirement that use restrictions must be rere-
corded every 30 years to remain enforceable.

The IRS argued that the taxpayer’s ease-
ment was not a qualified conservation contri-
bution because the taxpayer did not satisfy the 
subordination requirement at the easement was 
granted. The taxpayer argued that the subordi-
nation agreement in 2005 complied with the 
requirements of the subordination regulation. 
The Tax Court held that a subordination agree-
ment signed 2 years after the grant did not satisfy 
the subordination requirement.

The taxpayer further argued that the prob-
ability of default on the promissory note was so 
remote as to be negligible and should be disre-
garded in determining whether the conservation 
easement was enforceable in perpetuity. How-
ever, the Tax Court held that the requirements 

superseded by the quid pro quo standard estab-
lished by the Supreme Court in United States v. 
American Bar Endowment, 477 U.S. 105 (1986). In 
addition, one significant and distinguishable fact 
in Scharf makes the opinion inapplicable here; 
namely, the taxpayer in Scharf made the contri-
bution in 1967, before Congress amended I.R.C. 
§ 170 to disallow a deduction for contributions of 
partial interests in property. The amendment to 
I.R.C § 170 makes Scharf inapplicable to contri-
butions made after 1969.

As with this case, taxpayers usually grant a 
fire department license to destroy a building on 
their land because they wish to have it removed 
from the land, either to increase the value of the 
land or so that they may construct a new build-
ing on the land. When the taxpayers filed their 
return, the legal issues raised by their charitable 
contribution deduction claim were not settled. 
Given all the facts and circumstances, including 
the uncertain state of the law, the taxpayers acted 
with reasonable cause and in good faith. 

Holdings

1. The taxpayers were not entitled to a deduc-
tion for granting a fire department the right 
to destroy a house by burning during training 
exercises.

2. The taxpayers were not liable for an accu-
racy-related penalty.

[Patel v. Commissioner, 138 T.C. No. 23 (2012)]

Mitchell v. Commissioner
I.R.C. § 170

■☞ An easement was not a qualified conserva-
tion contribution because a deed of trust 
was not subordinate to the easement.

An individual purchased a ranch for family use 
in January 2001. The seller wanted an installment 
sale to provide income over 10 years, and a deed 
of trust was recorded to secure the installment 
payments. In December 2002, the purchaser’s 
health problems led to formation of a family lim-
ited partnership (FLP), and he transferred the 
456-acre ranch to the FLP. On December 31, 
2003, the FLP contributed a conservation ease-
ment over 180 acres of unimproved land to a land 
conservancy that is a qualified charitable organi-
zation, but the FLP did not have the installment 
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Analysis

A qualified conservation contribution is a contri-
bution of a qualified real property interest to a 
qualified organization that is made exclusively for 
conservation purposes. A contribution is made 
exclusively for conservation purposes only if 
the conservation purpose is protected in perpe-
tuity [I.R.C. § 170(h)(5)]. The donor’s interest in 
the retained property must be subject to legally 
enforceable restrictions.

The taxpayers argued that the donations were 
subject to the doctrine of cy pres, which allows a 
deviation from the terms of a charitable bequest 
when the particular purpose of the gift becomes 
impossible or impracticable to accomplish, and 
the donor manifested a more general intention to 
devote the property to charitable purposes. This 
requires a judicial proceeding.

The Tax Court rejected the taxpayers’ argu-
ment that the easements created charitable trusts 
under state law. The court said the taxpayers did 
make restricted gifts under state law, but cy pres 
is inapplicable because the taxpayers did not 
manifest a more general intention to devote the 
property to charitable purposes. Should the pur-
pose of the deeds become impossible to fulfill, 
the taxpayers demonstrated no intention to have 
the donated property put to some other general 
charitable use.

Holding

The easements were not protected in perpetu-
ity and thus were not qualified conservation 
contributions.
[Carpenter v. Commissioner, T.C. Memo. 2012-1]

Scheidelman v. Commissioner
I.R.C. § 170

■☞ A fixed discount valuation of a facade ease-
ment satisfied the criteria to be a qualified 
appraisal; whether the valuation is correct 
remains to be decided.

The taxpayer appealed a decision of the Tax Court 
that did not allow her deduction for donating a 
facade conservation easement to an architectural 
trust. The Tax Court ruled that the appraisal she 
obtained was not a qualified appraisal because it 
did not sufficiently explain the method and basis 
of valuation. The Tax Court also disallowed her 
deduction for a cash contribution to the trust on 

of the subordination regulation are strict require-
ments that may not be avoided by use of the “so 
remote as to be negligible” standard.

Holding

The taxpayer was not entitled to a charitable con-
tribution deduction.
[Mitchell v. Commissioner, 138 T.C. No. 16 (2012)]

Carpenter v. Commissioner
I.R.C. § 170

■☞ A conservation easement that lacked perpe-
tuity did not qualify for a charitable contri-
bution deduction.

Three separate cases were consolidated by the 
Tax Court. The facts of three cases, though not 
identical, are substantially similar. On or about 
December 23, 2003, each taxpayer acquired 
fee simple interests in land in Teller County, 
Colorado, from Sixty Seven, LLC. On or about 
December 24, 2003, each taxpayer conveyed a 
conservation easement to Greenlands, an I.R.C. 
§ 501(c)(3) tax-exempt organization.

The conservation easements contained the 
following provision:

Extinguishment—If circumstances arise in 
the future such that render the purpose of 
this Conservation Easement impossible 
to accomplish, this Conservation Ease-
ment can be terminated or extinguished, 
whether in whole or in part, by judicial 
proceedings, or by mutual written agree-
ment of both parties [emphasis added], pro-
vided no other parties will be impacted 
and no laws or regulations are violated by 
such termination.

The IRS sent a notice of deficiency to each 
taxpayer, citing the emphasized language in the 
easement and stating that the taxpayers had not 
met the requirement that their conservation ease-
ments be granted in perpetuity. Each taxpayer 
timely filed a petition with the Tax Court.

Issue

Whether the easements qualified for the chari-
table contribution deduction
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court said the regulation requires only that the 
appraiser identify the valuation method used; 
it does not require that the method be reliable. 
It also concluded that the appraiser sufficiently 
identified the bases for his valuation and said that 
whether the information was accurate or reliable 
was not the issue being appealed. The court said 
the appraisal accomplished the purpose of the 
reporting regulation: It provided the IRS with 
sufficient information to evaluate the claimed 
deduction. The court also said that because the 
IRS’s bottom line was that the donation had no 
value at all, it was hard to see how any defect in 
the appraisal would matter.

The court noted that having a qualified 
appraisal does not by itself entitle the taxpayer 
to a deduction. In the Tax Court hearing, the 
IRS argued that the taxpayer failed to comply 
with other statutory and regulatory require-
ments. Because the Tax Court had not decided 
these issues, the appellate court said remand was 
appropriate.

The second issue on appeal was whether the 
$9,275 cash contribution to the trust was chari-
table and therefore deductible. The court said 
that although the donation might be described 
as a prerequisite for the trust’s acceptance of the 
easement donation, the trust gave the taxpayer 
no goods or services, benefit, or anything of value 
in return for the money gift. The only transfer of 
benefit was what the taxpayer gave to the trust in 
the two gifts. A donee’s agreement to accept a gift 
does not transfer anything of value to the donor, 
even though the donor may desire to have his or 
her gift accepted and may expect to derive a ben-
efit elsewhere (such as by deductibility of the gift 
on his or her income taxes).

The court said contributions toward operating 
expenditures are commonplace among entities 
that hold and administer facade contribution ease-
ments. It said the cash payment was part of the tax-
payer’s donation to the trust—she gave the trust the 
easement to hold, she endowed the maintenance 
of it, and the whole was an unrequited contribu-
tion. The National Park Service has explained that 
“many easement holding organizations require 
the easement donor to make an additional dona-
tion of funds to help administer the easement. 
These funds are often held in an endowment that 
generates an annual income to pay for easement 
administration costs such as staff time and travel 
expenses, or needed legal services.”

the ground that it was quid pro quo for the trust’s 
acceptance of the easement. 

In early 2003, the taxpayer submitted an 
application to the National Architectural Trust 
(NAT) to donate a facade conservation easement 
for her brownstone row house in Brooklyn’s his-
toric Fort Greene neighborhood. To complete 
the donation process and obtain the associated 
tax benefit, the taxpayer needed to have the ease-
ment appraised. She hired a qualified real estate 
appraiser who employed the before-and-after 
method, which subtracts the value of a house 
burdened with an easement from the value of the 
house without one. The appraiser estimated the 
unencumbered value of the taxpayer’s property 
at $1,015,000. He estimated the value of the prop-
erty with the easement at $900,000 by applying 
an 11.33% reduction to the pre-easement value, 
yielding an easement value of $115,000.

The trust notified the taxpayer that each ease-
ment donor is required to make a cash contribu-
tion equal to 10% of the value of the easement to 
help pay the trust’s operating costs. The taxpayer 
remitted a check for $9,275 (10% of the value of 
the easement less adjustments). The trust then 
sent the taxpayer an IRS Form 8283, Noncash 
Charitable Contributions, that was signed by 
the appraiser and the trust and that reflected a 
$115,000 value for the easement.

The taxpayer claimed a $115,000 deduction 
on her federal tax return for the 2004 tax year, 
with carryovers to 2005 and 2006. After an audit, 
the IRS decided that she failed to establish an 
FMV for the easement, and it notified her of defi-
ciencies for the years 2004–2006. The taxpayer 
sought a redetermination from the Tax Court. 
The Tax Court ruled against her, and the tax-
payer appealed.

Discussion

The Tax Court said the appraisal was not a quali-
fied appraisal because it failed to state the method 
of valuation and the basis of valuation, as required 
by Treas. Reg. § 1.170A-13(c)(2)(J) and (K). The 
Tax Court also rejected a deduction for the cash 
contribution, reasoning that the taxpayer made 
the donation so that the trust would accept her 
easement and she could enjoy a tax benefit. 

The Second Circuit Court of Appeals said the 
before-and-after method is an accepted means 
of valuing conservation easements if no substan-
tial record of marketplace data is available. The 
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Contribution. The IRS issued a notice of defi-
ciency disallowing the deduction.  

Issue

Whether the facade appraisal was a qualified 
appraisal

Analysis

Treas. Reg. § 1.170A-14(h)(3)(i) provides that the 
value of a perpetual conservation restriction is its 
FMV at the time of the contribution. If no sub-
stantial record of marketplace sales is available, 
the easement’s FMV is generally the change in 
the encumbered property’s FMV before and after 
the restriction is granted.

I.R.C. § 170(f)(11)(C) requires a qualified 
appraisal for deduction of a noncash contribution 
of property valued at more than $5,000. I.R.C. 
§ 170(f)(11)(A)(ii)(II) states that the deduction will 
not be denied if the taxpayers can show that the 
noncompliance was due to reasonable cause and 
not willful neglect.

A qualified appraisal must include a descrip-
tion of the property, the physical location of the 
property, the name and the qualifications of the 
appraiser, the date of the appraisal, the property’s 
FMV, and the valuation method used to deter-
mine the contributed property’s FMV (such as the 
income, market data, and “replacement cost less 
depreciation” approaches). A qualified appraisal 
must be prepared by a qualified appraiser no ear-
lier than 60 days before the contribution date and 
no later than the extended due date of the first 
return claiming the deduction.

The taxpayers argued that the appraisal 
attached to their 2004 return actually or substan-
tially complied with Treas. Reg. § 1.170A-13(c)(3) 
and, alternatively, any noncompliance should be 
excused on the ground of reasonable cause.

The Tax Court determined that the taxpay-
ers’ appraisal did not include a method of valua-
tion or a specific basis for the determined value, 
and therefore it did not actually or substantially 
comply with the regulations’ requirements.

Initial Holding

The appraisal was not a qualified appraisal. 
Whether the taxpayers can avail themselves of 
the reasonable cause exception of I.R.C. § 170(f)
(11)(A)(ii)(II) is an issue best decided following 
trial.

It is true the taxpayer hoped to obtain a chari-
table deduction for her gifts, but this would not 
come from the recipient of the gift. It would not 
be a quid pro quo. If the motivation to receive a 
tax benefit deprived a gift of its charitable nature, 
virtually no charitable gifts would be deductible. 

Conclusion

The court vacated the Tax Court decision and 
remanded the case for further proceedings.
[Scheidelman v. Commissioner, 682 F.3d 189 (2d 
Cir. 2012), vacating T.C. Memo. 2010-151]

Rothman v. Commissioner
I.R.C. § 170

■☞ A fixed discount valuation of a facade ease-
ment was not a qualified appraisal because 
of other defects.

In 1998, the taxpayers purchased a four-story 
single-family townhouse that is designated as 
a certified historic structure that contributes to the 
significance of the Brooklyn Heights Historic 
District. In 2004, the taxpayers executed a deed 
granting an open space and architectural facade 
easement on the property to an architectural trust. 
The deed prohibits the taxpayers from altering 
the portion of the property’s facade that is visible 
from across the street without the trust’s express 
written consent. 

The taxpayers paid $1,000 for an appraisal of 
the property and the easement. The property was 
appraised at $2,600,000 without the easement. 
The appraisers then stated, “It is our opinion that 
the presence of the facade conservation easement 
would alter the market value of the subject prop-
erty. In the subject’s market area, the appraiser 
cannot precisely estimate the extent to which this 
‘loss in value’ will result from the facade easement 
due to lack of market data.” The appraisers then 
concluded that the easement decreased the town-
house’s value by about 11.15%, or $290,000, and 
they asserted, “It is now generally recognized by 
the Internal Revenue Service that the donation of 
a facade easement of a property results in a loss of 
value . . . of between 10% and 15%.”

The taxpayers claimed a $290,000 charita-
ble contribution on their 2004 return, with car-
ryover deductions. They attached a copy of the 
appraisal and Form 8283, Noncash Charitable 
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The deductions are not disallowed if the failure 
to comply with the qualified appraisal rules was 
due to reasonable cause and not to willful neglect. 
Whether the taxpayers acted with reasonable 
cause is an issue that must be tried.
[Rothman v. Commissioner, T.C. Memo. 2012-163 
and 2012-218]

Mohamed v. Commissioner
I.R.C. § 170

■☞ A certified appraiser could not be a qualified 
appraiser for the donation of his own prop-
erty to his charitable remainder unitrust.

The taxpayers donated five properties worth mil-
lions of dollars to a charitable remainder unitrust 
(CRUT) in 2003. The husband, a real estate bro-
ker and certified real estate appraiser, prepared 
the couple’s tax return himself, including Form 
8283, Noncash Charitable Contributions, Section 
B, Donated Property Over $5,000. He admitted 
that he did not read the instructions before com-
pleting the form because he said it seemed so 
clear that he did not think he needed to.

In Part I, Information on Donated Property—
To be completed by the taxpayer and/or the 
appraiser, he used his own appraisals of the prop-
erties’ FMV in reporting that he and his wife had 
donated “4 parcels of land, 2 with improvements” 
worth $1,010,388 and a “40 acre parcel of vacant 
land” worth $14,873,921. He did not report their 
basis, but stated that he had bought all the prop-
erties in the 1970s and 1980s. The taxpayer says 
he claimed a lower value on the Form 8283 than 
he thought might be justified because he did not 
want to risk overvaluing the property.

The taxpayer left the Part III, Declaration of 
Appraiser, blank because it stated, “I declare that 
I am not the donor, the donee, [or] a party to the 
transaction,” and he recognized that he was the 
donor. He signed Part IV, Donee Acknowledg-
ment, as trustee of the unitrust, stating that the 
trust was a qualified organization under I.R.C. 
§ 170(c) and that the trust had actually received 
the claimed donations.

He also attached two statements that 
described the properties and gave their appraised 
market values. He signed the appraisal docu-
ment, indicating that his title was “Real Estate 
Broker/Appraiser.” 

Motion for Reconsideration

Four days after the Tax Court released its opinion 
in Rothman, the Second Circuit Court of Appeals 
released its opinion in Scheidelman, holding that 
a percentage-based appraisal of the value of a 
facade easement met the requirements of Treas. 
Reg. § 1.170A-13(c)(3). A week later, the Roth-
mans asked the Tax Court for reconsideration 
under Rule 161.

Analysis

Reconsideration under Rule 161 is intended in 
part to correct substantial errors of law. The Tax 
Court said the Rothmans’ appraisal suffered from 
defects not presented (or not emphasized) in 
Scheidelman. The Tax Court vacated its prior opin-
ion that the appraisal was not qualified because 
it lacked a valuation method and a specific basis 
for the underlying value. But the court said the 
appraisal’s additional defects caused it to reaffirm 
its holding that the appraisal was not qualified. 

The court noted that the qualified appraisal 
regulation imposes 15 distinct requirements 
before an appraisal is recognized as a qualified 
appraisal for purposes of I.R.C. § 170. Although a 
few of the requirements may be open to interpre-
tation (such as method and specific basis of valua-
tion), many more are seemingly straightforward. 
An appraiser who meets the statutory or regula-
tory requirements to be recognized as a “quali-
fied” appraiser must surely recognize that when 
the qualified appraisal regulation provides that a 
qualified appraisal shall include “a statement that 
the appraisal was prepared for income tax pur-
poses,” the [Treasury] secretary meant just that. 
So too must a “qualified” appraiser understand 
that when the secretary states that an appraisal 
must include “the appraised fair market value 
[within the meaning of Treas. Reg. § 1.170A-
1(c)(2)],” the secretary does not mean that the 
measure of value to be used is “market value” as 
contemplated in the Uniform Standards of Pro-
fessional Appraisal Practice.

The cumulative effect of the defects dis-
cussed in Rothman, but not at issue in Scheidelman, 
deprives the IRS of sufficient information to eval-
uate the deductions claimed.

Holding after Reconsideration

The court stated that to be clear, it has not denied 
the claimed charitable contribution deductions. 
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values his donation but fails to follow the proce-
dures the regulation requires.

The Tax Court pointed out that I.R.C. 
§ 170(a)(1) contains an express delegation of 
authority for the IRS to create rules about how 
a donation will be verified, and that the Deficit 
Reduction Act of 1984 (DEFRA), Pub. L. No. 
98-369, commanded the IRS to issue regulations 
requiring a qualified appraisal and requiring 
the attachment of an appraisal summary for all 
donations of property with a claimed value that 
exceeds $5,000. DEFRA also commands that the 
appraiser be someone other than the taxpayer or 
the donee. The Tax Court noted that none of 
the original or subsequent independent apprais-
als substantially complied with the regulations.

The taxpayer argued that Form 8283 did not 
indicate anywhere that an independent appraisal 
was necessary. The court acknowledged that the 
form is potentially confusing for someone who 
did not read the instructions, but it said that fail-
ings in tax forms are not a sufficient argument 
to allow the deduction because the authoritative 
sources of federal tax law are in statutes, regula-
tions, and judicial decisions and not in informal 
publications.

Holding

Almost $18,000,000 in charitable contribution 
deductions was not allowed because the taxpayers 
failed to comply with the appraisal requirements.
[Mohamed v. Commissioner, T.C. Memo. 2012-152]

Sophy v. Commissioner
I.R.C. § 163

■☞ Residence interest limitation for unmarried 
co-owners applies to the residence(s), not 
per individual.

Two unmarried individuals acquired a principal 
residence in Beverly Hills and a second residence 
in Rancho Mirage as joint tenants, financing the 
purchases with mortgages secured by the houses. 
They later obtained a home equity line of credit 
on the principal residence for which they were 
jointly and severally liable.

The IRS audited the taxpayers’ returns for 
2006 and 2007 and disallowed portions of the tax-
payers’ deductions for qualified residence inter-
est because the total mortgage amounts exceeded 
the limitations in I.R.C. § 163(h).

In 2004, the couple donated another property 
to the CRUT, and the taxpayer again prepared 
the Form 8283 using his own appraisals. 

The IRS began an audit of the 2003 return in 
April 2005, and the taxpayer subsequently hired 
an independent appraiser. The independent 
appraisals were somewhat higher overall than the 
taxpayer’s appraisals, and the actual sales prices 
of the properties when the CRUT sold them in 
arms-length transactions were also consistent 
with the taxpayer’s valuations.

However, the IRS asserted that the taxpayer’s 
mistakes in completing Form 8283 compelled a 
denial of any deduction for the donations.

Issue

Whether a charitable deduction is disallowed 
when a taxpayer does not comply with the sub-
stantiation regulations

Analysis

I.R.C. § 170(a)(1) states that a charitable contribu-
tion made during a tax year is deductible only 
if it is verified under Treasury regulations. If the 
value of a donation exceeds $5,000, Treas. Reg. 
§ 1.170A-13(c) requires the donor to obtain a qual-
ified appraisal, attach a fully completed appraisal 
summary to the tax return for the year the deduc-
tion is first claimed, and maintain records con-
taining the required information. 

A qualified appraisal must be made no more 
than 60 days before the date of the gift and no later 
than the due date of the return, must be signed 
by a qualified appraiser, must include specified 
information, and must not involve a prohibited 
fee. The appraiser cannot be the donor or the 
donee.

The Tax Court concluded that the taxpayer 
failed to comply with the regulations because the 
taxpayer did the appraisals himself, his attached 
statements were not appraisal summaries, and his 
independent appraisals were untimely. 

The taxpayer argued that the regulation was 
not valid because it does not allow deductions for 
verified donations, whereas the statute permits 
the IRS to disallow unverified donations. The 
taxpayer claimed the regulation was arbitrary 
and capricious because it would allow a taxpayer 
to keep a deduction if he follows the procedures 
but overvalues his donation, but it takes the entire 
deduction away from a taxpayer who accurately 
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and all of the installment payment interest from 
their gross income as tax-exempt bond interest 
under I.R.C. § 103.

The IRS issued a deficiency notice, the tax-
payers filed a Tax Court petition, and the Tax 
Court concluded that the neither the settlement 
interest nor the installment interest was exclud-
able from gross income. After the Tax Court 
rejected the taxpayers’ motion for reconsidera-
tion and refused to reopen the record to recom-
pute the taxpayers’ deficiencies, the taxpayers 
filed an appeal.

Issues

1. Whether the installment interest is exempt 
from federal taxation 

2. Whether the Tax Court erred when it refused 
to reopen the record about the settlement 
payment interest

Analysis

I.R.C. § 103 excludes interest on any state or local 
bond from inclusion in gross income. Treas. Reg. 
§ 1.103-1(a) states that interest on obligations of 
state or local governmental units is not includ-
able in gross income. In a 1934 case, the Supreme 
Court ruled that an obligation does not extend to 
“indebtedness not incurred under the borrowing 
power” of a state or local government [Helvering v. 
Stockholms Enskida Bank, 293 U.S. 84 (1934)]. 

A government obligation to pay interest that 
arises by operation of law does not implicate the 
state’s borrowing power because taxing the recip-
ient on the interest does not adversely affect the 
government’s ability to borrow money [Stewart v. 
Commissioner, 714 F.2d 977 (9th Cir. 1983). When 
the government’s obligation to pay interest arises 
out of voluntary bargaining, the interest exclu-
sion may be important because it can allow the 
state to reduce its borrowing costs. Thus, an inter-
est amount paid because of voluntary bargaining 
may be excludable under I.R.C. § 103.

In DeNaples, the Third Circuit Court of 
Appeals reasoned that Pennsylvania’s obligation 
related to the installment interest arose by volun-
tary bargaining and not by operation of law. The 
court emphasized that it was not holding that any 
interest payment made pursuant to a voluntary 
settlement agreement is automatically excludable 
under I.R.C. § 103. 

Issue

Whether the $1,000,000 acquisition debt limit 
and the $100,000 home equity debt apply sepa-
rately to each co-owner of a residence

Analysis

The taxpayers argued that the limitations on home 
mortgage debt apply on a per taxpayer basis for 
homeowners who are not married to each other. 
Therefore, they contend that each of them should 
be able to deduct the interest he paid on up to 
$1,100,000 of acquisition and home equity debt.

The IRS position is that the limitations are 
properly applied on a per residence basis, regard-
less of the number of residence owners and 
whether any co-owners are married to each other. 

The Tax Court analyzed closely the Internal 
Revenue Code definitions of acquisition indebt-
edness and home equity indebtedness, and it 
found that the focus is on the residence rather 
than the individual taxpayer. 

Holding

The mortgage debt limits in I.R.C. § 163(h) 
apply to aggregate indebtedness on up to two 
residences, and co-owners who are not married 
to each other may deduct only a proportionate 
share of interest on $1,100,000 in debt.
[Sophy v. Commissioner, 138 T.C. No. 8 (2012)]

Income

DeNaples v. Commissioner
I.R.C. § 103

■☞ Interest paid by a state in an eminent domain 
proceeding was tax-exempt interest.

Pennsylvania condemned the taxpayers’ prop-
erty for construction of a highway. Rights of entry 
were granted in 1993, but a financial settlement 
was not reached until 2001, when the taxpayers 
agreed to accept approximately $40,900,000, 
with about $24,600,000 allocated to principal and 
$16,300,000 to interest. Because the state lacked 
sufficient funds to pay the settlement in full, the 
taxpayers agreed to accept five installment pay-
ments with additional interest. The state paid the 
debt over 4 years, 2002–2005.

In filing their tax returns for 2003–2005, the 
taxpayers excluded part of the settlement interest 
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The IRS appealed.

Issue

Whether a minister can exclude a housing allow-
ance for expenses of a second home

Analysis

The Eleventh Circuit Court of Appeals rejected 
the Tax Court’s reliance on I.R.C. § 7701(p), 
pointing out that I.R.C. § 7806(a) states that any 
cross-references “are made only for convenience, 
and shall be given no legal effect.” 

The appellate court further pointed out that 
the Supreme Court has held that the statute, by 
its own terms, does not apply if the context indi-
cates otherwise [United States v. Hayes, 555 U.S. 
415 (2009)]. Therefore, the statute’s singular-to-
plural provision should apply only if the context 
of I.R.C. § 107(2) reasonably supports such an 
application, which the circuit court said it did not. 

Holding

A minister cannot exclude a housing allowance 
for expenses of a second residence.
[Commissioner v. Driscoll, 669 F.3d 1309 (11th Cir. 
2012), rev’g Driscoll v. Commissioner, 135 T.C. 557 
(2010), cert. denied 568 U.S. ____ (2012)]

Feder v. Commissioner
I.R.C. §§ 72, 6201, and 7491

■☞ A taxpayer received a constructive distribu-
tion 20 years after she failed to properly can-
cel an insurance policy.

In 1982, the taxpayer purchased a life insurance 
policy with a $50,000 death benefit from North-
western Mutual Life Co. The taxpayer paid the 
$73 quarterly premiums until November 1987. 
On January 3, 1988, she sent a letter to North-
western requesting that her policy be canceled 
immediately and that future correspondence be 
sent to her new address. She thought Northwest-
ern would send her any forms needed to cancel 
the policy, but she never received any further 
communication and she assumed the policy had 
been canceled.

In 2008, Northwestern issued a Form 
1099-R, Distributions From Pensions, Annui-
ties, Retirement or Profit-Sharing Plans, IRAs, 
Insurance Contracts, etc., reporting a $12,654 

The Third Circuit noted that Tax Court Rule 
155 allows the court to withhold entry of its deci-
sion to permit the parties to submit computations 
showing the correct amount to be included in 
the decision. However, this process is not meant 
to provide litigants an opportunity for retrial or 
reconsideration. Rule 155 does not allow for the 
introduction of new evidence that was not before 
the Tax Court in the original proceeding.

Holdings

1. The Third Circuit reversed the Tax Court 
decision about installment interest, holding 
that installment interest paid under an agree-
ment that allowed the state to make annual 
payments is exempt from federal taxation 
under I.R.C. § 103. 

2. The Third Circuit affirmed the Tax Court’s 
decision about settlement interest, holding 
that the Tax Court did not err when it (a) 
held that none of the settlement interest was 
excludable under I.R.C. § 103 and (b) refused 
to reopen the record.

[DeNaples v. Commissioner, 674 F.3d 172 (3d Cir. 
2012)]

Commissioner v. Driscoll
I.R.C. §§ 107 and 7701

■☞ A minister cannot exclude a parsonage 
allowance for a second home.

The taxpayer was a minister who owned a prin-
cipal residence and a lakeside home that were 
used exclusively as his personal residences. His 
employer (his own tax-exempt organization) paid 
him a housing allowance for the expenses of both 
homes. 

The IRS disallowed the exclusion of the por-
tion of the parsonage allowance used for the 
second home, arguing that I.R.C. § 107 refers 
to “a home.” A divided Tax Court held that the 
minister could exclude the parsonage allowance 
for both homes, based its decision on the I.R.C. 
§ 7701(p) cross-reference to 1 U.S.C. § 1, “Words 
denoting number, gender, and so forth,” which 
states that in determining the meaning of any act 
of Congress, unless the context indicates other-
wise, “words importing the singular include and 
apply to several persons, parties, or things” and 
“words importing the plural include the singular.”
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to produce other evidence, and that the IRS pro-
duced sufficient other evidence when it introduced 
a declaration from Northwestern’s assistant direc-
tor of policy services. The declaration included 
the taxpayer’s premium loan history and the cor-
respondence Northwestern sent to the taxpayer 
in 2009 that explained how Northwestern calcu-
lated the figures on the Form 1099-R. 

The factual issue was whether the taxpayer 
canceled her life insurance policy in January 
1988. Under the applicable state law, an insured 
must cancel the policy pursuant to the terms of 
the policy. The court ruled that the burden did 
not shift to the IRS under I.R.C. § 7491, because 
the taxpayer did not present any evidence that 
she canceled the policy pursuant to its terms. She 
did not introduce the policy or testify to its terms, 
and without that evidence the court could not tell 
whether the letter was an effective means of can-
celing the policy.

An amount received in connection with a 
life insurance contract that is not received as an 
annuity generally constitutes gross income to the 
extent the amount received exceeds the invest-
ment in the insurance contract [I.R.C. § 72]. When 
Northwestern terminated the taxpayer’s policy, it 
applied the policy’s cash value to the outstanding 
balance on the policy loan. That action was the 
economic equivalent of Northwestern’s distribut-
ing $12,654 to the taxpayer and her using that 
amount to pay off the loan. 

Holding

The insurance company made a constructive 
distribution that is gross income to the extent it 
exceeds the taxpayer’s investment in the contract.
[Feder v. Commissioner, T.C. Memo. 2012-10]

Stromme v. Commissioner
I.R.C. § 131

■☞ Foster care providers could not exclude care 
payments because the disabled individu-
als did not live in the same home with the 
taxpayers.

The taxpayers owned two houses. They lived in 
one of the houses; the other house was a group 
home where they worked and provided lodg-
ing for individuals with developmental disabili-
ties. The county paid the taxpayers more than 
$250,000 in 2005 and more than $300,000 in 

gross distribution for 2007 and a $5,625 taxable 
amount. The taxpayer did not receive the 1099-R 
because Northwestern sent it to an old address. 
Unaware of the Form 1099-R, she did not report 
the $5,625 distribution on her 2007 tax return. 

In 2009, the taxpayer became aware that the 
IRS had received a Form 1099-R from North-
western reporting that she had $5,625 of taxable 
income in 2007. Thinking that her policy had 
been canceled more than 20 years earlier, the 
taxpayer contacted Northwestern. A Northwest-
ern representative informed her that when she 
stopped making premium payments, the policy’s 
automatic premium loan provision went into 
effect.

From 1987 to 2007, Northwestern loaned 
the taxpayer $73 each quarter and used the loan 
proceeds to pay the premiums as they became 
due. As of May 18, 2007, the amount of her loan 
equaled the cash value of the policy, and North-
western was unable to lend the $73 necessary to 
pay the premium. When the policy lapsed on July 
23, 2007, Northwestern used the policy’s $12,654 
cash value to pay off the loan. Northwestern 
deducted the $7,029 of total premiums paid from 
the loan amount to arrive at the $5,625 taxable 
distribution. 

Issue

Whether the taxpayer received a constructive 
distribution 

Analysis

If an information return, such as Form 1099-R, 
serves as the basis for the determination of a defi-
ciency, I.R.C. § 6201(d) provides that in any court 
proceeding, if a taxpayer asserts a reasonable dis-
pute with respect to the reported income and the 
taxpayer has fully cooperated with the IRS, the 
IRS has the burden of producing reasonable and 
probative information in addition to the informa-
tion return.

I.R.C. § 7491(a) shifts the burden of proof 
to the IRS for any factual issue related to a tax-
payer’s liability for tax if the taxpayer introduces 
credible evidence with respect to the issue and 
satisfies certain other conditions, including coop-
eration with the IRS’s request for witnesses, infor-
mation, and documents. 

The Tax Court found that under I.R.C. 
§ 6201(d) the burden of proof shifted to the IRS 
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Treasury Decision 9573
I.R.C. § 104

■☞ Final regulations reflect changes to the law 
relating to excludable damages.

Final regulations relating to the exclusion from 
gross income for amounts received on account 
of personal physical injuries or physical sickness 
reflect amendments to I.R.C. § 104(a)(2) under 
the Small Business Job Protection Act of 1996, 
Pub. L. No. 104-188, and delete the requirement 
that excludable damages received from a legal 
suit, action, or settlement agreement must be 
based on tort or tort-type rights. 

I.R.C. § 104 was amended in 1996 to provide 
that punitive damages are not excludable and 
that the exclusion generally is limited to amounts 
received on account of personal physical injuries 
or physical sickness. The amended I.R.C. § 104 
further provides that although emotional distress 
is not considered a physical injury or a physical 
sickness, damages not in excess of the amount 
paid for medical care for emotional distress are 
excluded from income. The final regulations 
reflect these changes.

The final regulations also eliminate the 
requirement that personal injuries or sickness be 
based upon tort or tort-type rights. The tort-type 
rights test was intended to distinguish damages 
for personal injuries from, for example, damages 
for breach of contract. Legislative and judicial 
developments eliminated the need to base the 
I.R.C. § 104(a)(2) exclusion on tort and remedies 
concepts. 

These regulations apply to damages paid 
pursuant to a written binding agreement, court 
decree, or mediation award entered into or 
issued after September 13, 1995, and received 
after January 23, 2012. However, taxpayers may 
apply these regulations to amounts paid pursu-
ant to a written binding agreement, court decree, 
or mediation award entered into or issued after 
September 13, 1995, and received after August 
20, 1996.
[T.D. 9573, 2012-12 I.R.B. 498]

2006 for the care of these individuals. The tax-
payers reported the amounts on their tax returns 
but then excluded them from income.

The IRS determined that the excluded pay-
ments were taxable. After allowing some business 
expense deductions for depreciation, real estate 
taxes, interest, wages, and employment taxes, the 
IRS determined deficiencies and penalties that 
totaled more than $140,000.

Issue

Whether the taxpayers may exclude the pay-
ments for foster care under I.R.C. § 131

Analysis

I.R.C. § 131 provides that qualified foster care 
payments are excludable from gross income if 
the payments are made pursuant to a state’s fos-
ter care program and are paid by a state or politi-
cal subdivision of a state, or a qualified agency, 
to a foster care provider for the care of “a quali-
fied foster individual in the foster care provider’s 
home.”

In Dobra v. Commissioner, 111 T.C. 339 (1998), 
the taxpayers owned four houses where they 
cared for developmentally disabled people, but 
only one was their personal family residence. 
The taxpayers in Dobra argued that because they 
owned each house, they could exclude payments 
for the individuals in all four homes. The Tax 
Court held that under I.R.C. § 131, “a person’s 
‘home’ is where he resides.”

The taxpayers in this case spent a lot of time 
at their group home. The IRS stipulated that 
the taxpayers worked shifts at the group home. 
However, the Tax Court concluded that using a 
house for business does not make it a residence. 
The court interpreted the use of the word home in 
I.R.C. § 131 to mean the house where a person 
regularly performs the routines of his private life, 
such as shared meals and holidays with his fam-
ily, or family time with children or grandchildren.

Holding

The taxpayers could not exclude the payments 
received to provide foster care because they did 
not live in the house in which they provided lodg-
ing for the developmentally disabled adults.
[Stromme v. Commissioner, 138 T.C. No. 9 (2012)]
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Holding

Disability payments divided in divorce proceed-
ings were taxable income to the uninjured spouse.
[Fernandez v. Commissioner, 138 T.C. No. 20 (2012)]

Innocent Spouse

Minihan v. Commissioner
I.R.C. §§ 6015 and 6331

■☞ An innocent spouse was entitled to a refund 
of her share of a joint bank account that the 
IRS seized via levy.

The taxpayer and her former spouse were mar-
ried in 1989. Throughout their marriage the 
taxpayer worked as a homemaker, raising their 
three daughters. Her husband handled the fam-
ily finances, and he prepared joint tax returns 
for 2001–2006 that were signed by both spouses. 
The taxpayer did not know that her husband filed 
the returns without paying the balances due. The 
taxpayer first learned about the tax delinquencies 
when she saw IRS correspondence in July 2007. 
The IRS never asserted a deficiency or under-
statement of tax. 

The taxpayer filed for divorce in September 
2007, but the divorce was not finalized until Janu-
ary 2011. In 2008, the taxpayer and her spouse 
sold their family home and deposited the net 
proceeds in a jointly held bank account. They 
intended to be co-owners of the account, with 
each entitled to a 50% share, “so neither one 
could run off with it” because the money was to 
be used to fund their children’s education.

In June 2008, the taxpayer timely filed a 
request under I.R.C. § 6015(f) for innocent spouse 
relief, but the IRS denied the request because it 
concluded that she had not shown that it would 
be inequitable to hold her responsible for the tax 
liability. 

The husband sent a letter to the IRS informing 
it about the joint account that held the proceeds 
from the sale of the house. Shortly after receiving 
that letter, the IRS issued a final appeals determi-
nation denying the taxpayer’s claim for innocent 
spouse relief. In response, she filed a timely Tax 
Court petition. While the Tax Court petition was 
pending, the IRS collected the entire tax liability 
by levying on the joint bank account. 

Consequently, the taxpayer sought a refund 
under I.R.C. § 6015(g)(1) in the amount of 50% of 

Fernandez v. Commissioner
I.R.C. §§ 61, 72, 104, 402, and 414

■☞ I.R.C. § 104 does not exclude from gross 
income a former spouse’s share of disability 
payments that were divided by a domestic 
relations order.

In 1993, the taxpayer’s husband began receiv-
ing service-connected disability retirement ben-
efits from the county sheriff’s department that 
were excludable from his income under I.R.C. 
§ 104. The couple separated in 1995 and filed 
for divorce. In 1997, the divorce court ordered 
a division of the retirement benefits, and the tax-
payer began receiving payments directly from 
the retirement plan. She received a 2007 Form 
1099-R, Distribution From Pensions, Annuities, 
Retirement or Profit-Sharing Plans, IRAs, Insur-
ance Contracts, etc., that showed a $11,691 tax-
able distribution and a $159 nontaxable amount. 
The taxpayer did not include any of the payment 
as income on her tax return. 

Issue

Whether the disability retirement payments 
divided in divorce proceedings are taxable 
income

Analysis

I.R.C. § 402(e)(1)(A) provides that “for purposes 
of subsection (a) and section 72, an alternate 
payee who is the spouse or former spouse of the 
participant shall be treated as the distributee of 
any distribution or payment made to the alternate 
payee under a qualified domestic relations order” 
(a QDRO). The Tax Court pointed out that Con-
gress did not include I.R.C. § 104 in this statute.

The taxpayer pointed out that the order 
entered in her divorce case was not technically a 
QDRO because it relates to a distribution from a 
government plan. However, I.R.C. § 414(p)(11) 
treats the distribution in the same manner as one 
made pursuant to a QDRO. 

The taxpayer also argued that as the alternate 
payee, she steps into the shoes of her former hus-
band. The court noted that the compensation was 
not for the taxpayer’s personal injury but that of 
her former husband.
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S corporation, was looking for a way to increase 
his tax-deductible retirement contributions. He 
learned that a colleague had established a pen-
sion plan that allowed the colleague to put away 
“large amounts of money, invest in real estate to 
earn double or triple the returns, and get a por-
tion of the pension fund back.” The taxpayer 
then spoke with the colleague’s plan promoter, 
who suggested that the S corporation establish an 
I.R.C. § 419 welfare benefit plan (419 plan) and a 
defined benefit plan.

The taxpayer asked his income tax preparer, 
an enrolled agent (EA), to meet with him and the 
promoter. The promoter explained the deduc-
tions in general but did not discuss the plans 
themselves or the details regarding the plans. 
The EA told the taxpayer that her experience 
with pension plans was limited to simplified 
employee pension (SEP) plans and that she was 
unfamiliar with, and had never worked with, 419 
plans or defined benefit plans. She did not tell 
the doctor that he needed to retain an indepen-
dent adviser, but she did tell him that he should 
continue to look into the plans. The promoter 
had extensive correspondence with the doctor 
regarding the plans, the doctor’s concerns about 
the plans, and the promoter’s assurances that the 
plans were legal.

One letter advised, “You are very fortunate 
because I can use these pension plans and the cor-
poration to shelter almost all of your net income 
to where you can control how much tax you pay. 
What do most accountants and tax attorneys say 
about all of this? Most would never advise you to 
put these plans together and do what I do because 
they don’t understand and know about what I do. 
Why? By nature, it seems like U.S. accountants 
are conservative and backward people that are 
not creative. It’s really easier for them just to have 
you pay a lot of tax . . . You have a lady accoun-
tant now, who is conservative and backward, but 
if she does what I tell her to do, you can keep her; 
otherwise, use one of my accountants.”

The taxpayer decided to hire the promoter 
to create and administer the plans. He charged a 
$2,500 set-up fee plus an annual fee of 8% of the 
contributions made to the plans. 

The promoter told the taxpayer to write a 
check to Lyons Pensions, Inc. (LP) for his 419 
plan contribution ($250,000 for 2004). The pro-
moter was to deposit $10,000 of the contribution 
as an annuity, take the 8% fee ($20,000 for 2004), 

the funds levied from the joint account. The IRS 
moved for summary judgment, contending that 
the taxpayer was not entitled to a refund because 
the liability was paid not with her separate funds, 
but with joint funds.

Issue

Whether the taxpayer is entitled to a refund of 
levied funds from a joint bank account 

Analysis

Rev. Proc. 2003-61, 2003-2 C.B. 296, provides that 
in a case involving an underpayment of income 
tax, a requesting spouse is eligible for a refund of 
separate payments if the requesting spouse estab-
lishes that he or she provided the funds used to 
make the payment. The IRS claimed that the lev-
ied account was a joint account and that state law 
gave either owner of a joint account the right to 
withdraw the entire account balance.

The taxpayer maintained that the account 
was a special account established during her and 
her spouse’s divorce to fund their children’s edu-
cation. She argued that neither her spouse nor she 
could withdraw any amount without the other’s 
consent. Accordingly, she argued that the IRS’s 
levy acquired property that her spouse could not 
acquire unilaterally and that could not solely be 
payments by her spouse. 

Holding

The Tax Court held that under state law the tax-
payer owned a 50% share of the funds and is enti-
tled to a refund under I.R.C. § 6015(g)(1).
[Minihan v. Commissioner, 138 T.C. 1 (2012)]

IRS

Penalties

Hristov v. Commissioner
I.R.C. §§ 6662, 6664, and 7491

■☞ Reliance on a tax preparer who told the cli-
ents she lacked knowledge of I.R.C. § 419 
plans was not reasonable cause for the 
exception to the accuracy-related penalty.

A physician, an immigrant from Bulgaria who 
practiced medicine through his wholly owned 
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contribution deduction that decreased the S cor-
poration’s profit to $8,000 and resulted in a 
$104,259 refund. The promoter was paid 5% of 
the refund as his fee for preparing the return. The 
EA was not told about the amended 2002 return.

In another letter, the promoter had responded 
to the doctor’s concerns about the plans: “You 
have people telling you all kinds of bad things 
about 419 plans. This happens all the time. I 
think it’s probably better to keep it as confidential 
as possible about what you are doing . . . They 
are still legal and will stand up in an audit espe-
cially if I conduct the audit, but keep in mind, 
these rarely get audited, but these 419 plans are 
legal, and third-party loans are legal so in the very 
remote possibility that you are ever audited on 
this, I would make the presentation in the audit as 
I would conduct the audit and sell the deductions. 
You have to also keep in mind that typically IRS 
auditors aren’t that bright plus almost none of 
them even know what 419 plans are.”

The IRS opened audits of the taxpayer’s 
S corporation and personal income tax returns, 
as well as the plans. The taxpayer hired the pro-
moter to represent him in the audit, but at some 
point during the audit the taxpayer learned that 
the promoter was not responding to the audi-
tor’s requests for documents and had never filed 
returns for the plans. The taxpayer terminated his 
relationship with the promoter, hired an EA to 
represent himself and his wife during the audit, 
and hired a pension plan administration firm to 
evaluate the defined benefit plan and to prepare 
returns for the plan. At the end of the audit, the 
couple agreed to a complete disallowance of all 
deductions for the 419 plan and defined benefit 
plan contributions for 2004–2006; agreed to tax 
increases of $144,415, $139,862, and $142,855 
for the 3 years; and agreed to return the refund 
they had received as a result of amending their 
2002 tax return.

The IRS contended that the couple were lia-
ble for the 20% I.R.C. § 6662(a) accuracy-related 
penalty for the 3 years because the underpay-
ments of tax were attributable to negligence or 
disregard of rules or regulations, or there were 
substantial understatements of income. The tax-
payers sought relief from the penalty under I.R.C. 
§ 6664(c)(1).

and return the remaining money ($220,000 for 
2004) to the taxpayer as a “loan” from LP. He 
told the taxpayer that the loan would never have 
to be repaid because the plan would eventually 
close and that the taxpayer was free to invest the 
returned money however he chose.

For 2004, the promoter did deposit $9,600 
into an annuity with Great American Insurance. 
In 2005, the doctor wrote a check for $260,000 to 
LP, and a few weeks later he received a check for 
$230,000 from LP. The promoter did not make a 
contribution to the annuity. The taxpayer asked 
about it, and the promoter explained that he had 
intended to make the deposit but had not. In 
2006, the doctor wrote a $250,000 check for the 
419 plan to NB Services, as instructed by the pro-
moter, and received $240,000 back. The doctor 
again noticed that the promoter did not contrib-
ute the $10,000 to the annuity, but he decided to 
not pursue it because he remained able to claim 
the full tax deduction.

The promoter also instructed the taxpayer to 
open a brokerage account for the defined benefit 
plan contributions. The taxpayer opened a bro-
kerage account and gave a copy of the defined 
benefit plan documents to the broker, but the bro-
ker did not provide an opinion about whether the 
plan was valid. The taxpayer deposited $150,000 
annually to the brokerage account in 2004–2006 
and deducted the amounts on his S corporation 
returns.

The EA prepared the taxpayer’s joint income 
tax returns and S corporation returns for 2004–
2006. Each year, the taxpayer told the EA the 
amounts he contributed to the 419 and defined 
benefit plans. The taxpayer did not provide any 
documentation supporting the deductions, and 
the EA did not ask for it. The EA was not aware of 
the returned funds for 2004 or 2006 until the IRS 
audited the tax returns. The taxpayer received 
a Form 1099-R, Distributions From Pensions, 
Annuities, Retirement or Profit-Sharing Plans, 
IRAs, Insurance Contracts, etc., issued by LP 
for 2005, showing a $250,000 gross distribution 
and a $250,000 taxable amount, but the pro-
moter advised her that it was a tax-free rollover 
distribution.

The promoter also suggested that the taxpayer 
could receive a refund from the IRS by amending 
his and his S corporation’s 2002 returns. The pro-
moter and his accounting partner prepared the 
amended returns, claiming a $270,000 pension 
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promoter’s assurances that the plans were legal 
and the deductions valid. 

Holding

The taxpayer failed to establish that he met the 
reasonable cause and good faith exception to the 
accuracy-related penalty.
[Hristov v. Commissioner, T.C. Memo. 2012-147]

Permanent Injunction 

In United States v. Alexander, 107 A.F.T.R.2d (RIA) 
2011-1793, the U.S. District Court for the Central 
District of California entered an order of per-
manent injunction against William Alexander 
regarding his pension plan promotions. Alexan-
der was the promoter in Hristov.

No Penalty Relief If 
Adviser Is Promoter

In a basis-inflating Son-of-BOSS tax shelter trans-
action case, SAS Investment Partners, T.C. Memo. 
2012-159, the Tax Court also ruled that the tax-
payer failed to establish a reasonable cause and 
good faith defense to avoid the accuracy-related 
penalties. The court reasoned that one of the 
advisers was a promoter who benefited finan-
cially from the transaction, and the other had not 
been given full and accurate information.

Tarpoff v. United States
I.R.C. § 6672

■☞ A cattle buyer was not a responsible person 
for the employment tax trust fund penalty.

The taxpayer was the head cattle buyer at a slaugh-
terhouse and beef-packaging facility owned by a 
limited liability company (LLC) that was formed 
by a meat market and a cooperative organiza-
tion of farmers and ranchers. The taxpayer was 
not an owner, officer, shareholder, member, or 
manager, and he said he did not attend meetings 
of the board of directors and had never made a 
capital contribution to the company. 

Yet, because he knew all the parties involved, 
he filed the LLC’s articles of organization with 
the state of Illinois, signing them as the organizer. 

Practitioner
Note

Practitioner
Note

Issue

Whether the taxpayers meet the reasonable cause 
and good faith exception to the accuracy-related 
penalty

Analysis

The term negligence includes any failure to make 
a reasonable attempt to comply with the provi-
sions of the internal revenue laws, and the term 
disregard includes any careless, reckless, or inten-
tional disregard. Treas. Reg. § 1.6662-3(b)(2) pro-
vides that “a disregard of rules or regulations is 
careless if the taxpayer does not exercise reason-
able diligence to determine the correctness of a 
return position” and it is reckless if “the taxpayer 
makes little or no effort to determine whether a 
rule or regulation exists, under circumstances 
which demonstrate a substantial deviation from 
the standard of conduct that a reasonable person 
would observe.” 

A “substantial understatement” of income 
tax is defined as an understatement of tax that 
exceeds the greater of 10% of the tax required to 
be shown on the tax return or $5,000.  

I.R.C. § 6664(c) provides an exception to the 
accuracy-related penalty for any portion of an 
underpayment if the taxpayer shows that there 
was reasonable cause for such portion and that 
the taxpayer acted in good faith with respect to 
such portion.

Reliance upon the advice of a tax profes-
sional may establish a reasonable cause and good 
faith defense to the I.R.C. § 6662(a) penalty, but a 
taxpayer claiming reliance on a tax professional 
must prove each prong of the following test:

1. The adviser was a competent professional 
who had sufficient expertise to justify reliance.

2. The taxpayer provided necessary and accu-
rate information to the adviser.

3. The taxpayer actually relied in good faith on 
the adviser’s judgment.

Reliance is unreasonable, however, if the 
adviser is a promoter of the transaction or suffers 
from an inherent conflict of interest that the tax-
payer knew or should have known about.

The court found that even if it was able to 
find that the taxpayer relied on the return pre-
parer or the promoter, there were too many red 
flags for the taxpayer to reasonably believe the 
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Analysis

I.R.C. §§ 3102 and 3402 require employers to 
withhold FICA and income taxes from employ-
ees’ wages. I.R.C. § 7501 requires the withheld 
taxes to be held in trust. I.R.C. § 6672 provides 
that if the employer fails to pay the withheld 
taxes, certain individuals in the company may be 
personally liable for the taxes. 

I.R.C. § 6672(a) provides that a responsible 
person is liable for a penalty equal to 100% of the 
tax evaded, or not collected, or not accounted for 
and paid over. I.R.C. § 6671(b) states that a respon-
sible person includes an officer or employee of a 
corporation, or a member or employee of a part-
nership, who is under a duty to perform the act in 
respect of which the violation occurs. 

A person is responsible if he has enough 
control of corporate finances that he can allo-
cate funds to pay the corporation’s other debts 
in preference to the corporation’s withholding 
tax obligations. Factors indicating that a person 
is responsible include holding corporate office, 
check-writing authority (and authority to refuse 
to write checks), serving on the board of direc-
tors, owning stock or holding an entrepreneurial 
stake in the corporation, authority to disburse 
funds on behalf of the company, the ability to 
take out loans on behalf of the company, the abil-
ity to hire and fire employees, and involvement in 
day-to-day affairs of the company.

The court concluded that the only evidence 
of the taxpayer’s officer status was the preprinted 
bank forms, noting that the taxpayer did not even 
write the titles on the forms himself. The taxpayer 
testified that he was not an officer, member, or 
manager and that he had never attended a meet-
ing of the board of directors. The court found that 
the jury was entitled to believe him. 

Holding

The taxpayer was not personally liable under 
I.R.C. § 6672, there was a sufficient evidentiary 
basis for the jury to have found that the taxpayer 
was not a responsible person, the jury’s verdict 
was not against the weight of evidence, and the 
jury’s instructions sufficiently stated the law. 
[Tarpoff v. United States, 109 A.F.T.R.2d (RIA) 
2012-1031 (S.D. Ill. 2012)]

The articles described the LLC as managed by its 
managers (the cooperative and the meat market). 
The taxpayer also filled out corporate authoriza-
tion resolutions for the LLC’s bank accounts that 
gave him authority to open accounts, endorse 
checks, withdraw or transfer funds, and enter 
into agreements for financial products on behalf 
of the LLC. The taxpayer signed those forms 
above their signature lines. One of the forms had 
“Secretary” preprinted under the signature line, 
and the other two had “Manager or Designated 
Member.” 

The taxpayer was a signatory on the compa-
ny’s checking accounts, and he wrote or signed 
more than 1,800 checks from one checking 
account. The office manager and bookkeeper tes-
tified that the meat market owner (SB) financed 
the company and was responsible for all bills. 
She testified that SB’s signature was required on 
all checks, and his approval was required for the 
payment of all bills; no one else could approve 
them. She added that the taxpayer had nothing to 
do with payables or with payroll. 

The company lost money throughout its short 
existence. At some point, SB stopped paying the 
payroll taxes and other bills. When a company 
check that the taxpayer had written to a livestock 
company bounced, after he could not reach SB 
or others at the company, the taxpayer covered 
the check until he could be reimbursed. He was 
never repaid and ultimately had to refinance his 
home to cover the obligation.

The IRS determined that the taxpayer was a 
responsible person with regard to the company’s 
unpaid payroll taxes. A U.S. district court jury 
decided that the taxpayer was not personally lia-
ble for the taxes, and the IRS moved for renewed 
judgment under Federal Rule of Civil Procedure 
50(b), contending there was not a sufficient evi-
dentiary basis for the jury to have found that the 
taxpayer was not a responsible person who will-
fully failed to pay the taxes. In the alternative, the 
IRS moved for a new trial under Rule 59, claim-
ing the jury’s verdict was against the weight of 
evidence and that the jury instructions did not 
sufficiently state the law.

Issue

Whether there was a sufficient evidence for the 
jury to find that the taxpayer was not a respon-
sible person 
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United States v. Tyler
I.R.C. § 7403

■☞ The executors of a decedent’s estate were 
personally liable for his unpaid income taxes.

The IRS assessed David Tyler’s income tax lia-
bilities for 1992–1998 in 2002. He failed to pay 
them. In 2003, he and his wife, Paula, transferred 
jointly held real estate to Mrs. Tyler’s name only 
for stated consideration of $1. In 2004, the IRS 
recorded a notice of federal tax lien reflecting 
$436,349 in unpaid taxes.

Mr. Tyler died August 15, 2006. His son 
and another individual were co-executors of his 
estate, but a formal estate was never submitted to 
probate. In late June 2007, Mrs. Tyler died, and 
the son and the same other individual were also 
co-executors of her estate.

In September 2007, the IRS sent letters to the 
co-executors advising them of the federal tax lien 
and notifying them that as co-executors of the 
two estates they were obligated to satisfy the lien 
out of the estates’ assets. The co-executor filed an 
administrative appeal with the IRS, challenging 
the federal tax lien. 

In November 2008, the co-executors con-
veyed the real estate to the son for stated consid-
eration of $1. Without seeking approval from the 
state court handling his mother’s will, the son sold 
the property, netting $313,207, which he said he 
lost in the stock market.

In March 2010, the IRS commenced an 
action under I.R.C. §§ 7401 and 7403 to enforce 
the federal tax lien. The IRS sought both a decla-
ration that the United States had a valid and sub-
sisting lien on the property when the co-executors 
of the estate transferred it to the son for $1, and 
a judgment against the co-executors, jointly and 
severally, for one-half of the value of the proceeds 
of the son’s subsequent sale of the property to a 
third party.

Issue

Whether the executors are personally liable for 
the unpaid income taxes

Analysis

The parties dispute whether the federal tax lien 
resulting from the taxpayer’s failure to pay his 
income taxes continued to encumber the real 
property when the co-executors of the mother’s 

Chief Counsel Advice 2012-12-020
I.R.C. § 6901

■☞ The executor of an estate may be held liable 
for penalties assessed to a decedent’s estate.

The entire estate passed outside of probate, and 
the only asset in the estate was a foreign trust. The 
executor filed the estate tax form and paid the 
estate tax with funds from the foreign trust. Pen-
alties for the decedent’s failure to file information 
returns were assessed against the estate on later 
dates.

Issue

Whether the executor is personally liable for the 
estate’s liabilities

Analysis

A fiduciary of an estate without enough property 
to pay all claims of the estate must pay the federal 
tax claim before other claims [31 U.S.C. § 3713]. 
Further, if the fiduciary pays other creditors prior 
to paying the government, the fiduciary may be 
held personally liable to the extent of the pay-
ments that he or she turned over to creditors other 
than the United States. The executor is liable only 
if he or she had notice of the government claim 
before making a distribution to another creditor 
[Little v. Commissioner, 113 T.C. 474 (1999)]. The 
government may collect tax liabilities from a lia-
ble fiduciary in the same manner as it could from 
the taxpayer [I.R.C. § 6901(a)]. 

Conclusions

The estate is liable for penalties assessed against 
a decedent for the decedent’s failure to file the 
information returns. If there is still money in the 
foreign trust, the estate is not insolvent, and the 
penalties should be paid from that money. The 
executor of the estate is personally liable for the 
estate’s liabilities only to the extent of payments 
that he or she has made to persons other than the 
government since the time that he or she was noti-
fied of the government’s claim for the penalties 
and only to the extent there is not enough money 
in the estate to satisfy the government’s claim. If 
the executor received assets from the estate as a 
beneficiary, he or she may be liable under I.R.C. 
§ 6901 as a transferee.
[C.C.A. 2012-12-020 (November 16, 2011)]
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Procedure

Home Concrete & Supply, LLC v. 
Commissioner
I.R.C. § 6501

■☞ An overstatement of basis does not trigger 
the 6-year statute of limitations for omitting 
25% of income.

Background from Prior Trials

Taxpayer P wanted to sell his interest in a two-
shareholder corporation (HOC) and minimize 
the resulting tax liability. 

■■ In April 1999, the taxpayers (HOC, taxpayer 
P, taxpayer C, and two trusts established for 
P’s children) formed an LLC and elected to 
treat it as a partnership for tax purposes. 

■■ In May 1999, the taxpayers initiated short 
sales of U.S. Treasury bonds and transferred 
the $7,472,405 proceeds to the LLC as 
capital contributions, giving them the same 
amount of outside basis. The LLC immedi-
ately closed the short sales for $7,359,043 by 
purchasing and returning essentially identi-
cal bonds. 

■■ In June 1999, the corporation transferred all 
of its business assets to the LLC as a capital 
contribution, and the other taxpayers trans-
ferred percentages of their LLC interests to 
the corporation as capital contributions.

■■ In August 1999, the LLC sold substantially 
all of its assets to a third-party purchaser for 
$10,623,348. On its timely filed 1999 income 
tax return, the LLC elected under I.R.C. 
§ 754 to step up its inside bases to equal the 
taxpayers’ $10,527,350 outside bases. As a 
result, the LLC reported only a $69,125 net 
gain from the sale of its assets.

In June 2003, the IRS issued a summons to 
the law firm that assisted the taxpayers with the 
transactions. Compliance with the summons did 
not occur until May 2004. In September 2006, 
the IRS issued a final partnership administrative 
agreement (FPAA) that decreased the taxpayers’ 
outside bases in the LLC to zero and substantially 
increased the taxpayers’ taxable income. The IRS 
said the LLC had no business purpose other than 
tax avoidance, lacked economic substance, and, 

estate transferred it to the son for $1. The court 
said that the threshold question is whether and to 
what extent the taxpayer had property or rights to 
property to which the tax lien could attach.

Tenancy by the entirety is a form of property 
ownership that is available only to a husband and 
wife. A key feature is the right of survivorship—the 
surviving spouse becomes the fee simple owner 
of the property upon the other spouse’s death. 
The tenancy also is terminated by the transfer of 
the property or upon the spouses’ divorce. 

The property is subject to the claims of the 
spouses’ joint creditors, but most jurisdictions 
that recognize tenancy by the entirety completely 
prohibit creditors from attaching entireties 
property to satisfy the debts of only one spouse. 
Other jurisdictions that recognize tenancy by the 
entirety permit creditors to attach one spouse’s 
interest in entireties property for the debts of only 
that spouse, subject to the rights of the nonliable 
spouse.

IRS Notice 2003-60, 2003-39 I.R.B. 643, 
provides that if a taxpayer’s interest in entireties 
property is extinguished by operation of law at 
the taxpayer’s death, there is no longer an inter-
est to which the federal tax lien attaches. How-
ever, the rule that the federal tax lien does not 
survive the taxpayer’s death does not apply if the 
entireties estate was previously terminated. After 
a termination, the federal tax lien encumbers a 
one-half interest in the property in the hands of 
the transferee that is not be affected by the subse-
quent death of either spouse. 

A fiduciary paying any part of a debt of an 
estate before paying a claim of the government 
is liable to the extent of the payment for unpaid 
claims of the government [31 U.S.C. § 3713(b)]. 
Personal liability can attach to the extent of the 
distribution if the government establishes that 
the fiduciary distributed assets of the estate, the 
distribution rendered the estate insolvent, and 
the distribution took place after the fiduciary had 
actual or constructive knowledge of the liability 
for unpaid taxes. The court found that the IRS 
established each of the requisite elements.

Holding

The co-executors are personally liable for the 
unpaid income taxes as fiduciaries of the estate. 
[United States v. Tyler, 109 A.F.T.R. 2d (RIA) 2012-
1383 (E.D. Penn. 2012)]
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I.R.C. § 6501(e)(1)(B)(ii) provides that in the 
case of a trade or business, the term gross income 
means the total amount received or accrued from 
the sale of goods or services prior to reduction 
of the costs of the goods or services. An amount 
is not considered as omitted from gross income 
if enough information is disclosed in the return, 
including any schedule or statement attached to 
the return, to apprise the IRS of the nature and 
amount of the item.

In Colony, supra, the Supreme Court ruled 
that an overstatement of basis is not an omission 
of income under I.R.C. § 6501 [§ 275(c) in the 
1939 Code] and thus does not extend the statute 
to 6 years. For many years, Colony was relied on 
as authority for this issue.

After losing several cases related to this issue, 
the IRS released proposed and temporary regula-
tions on September 24, 2009 [T.D. 9466, 2009-
43 I.R.B. 551], with final regulations effective on 
December 14, 2010 [T.D. 9511, 2011-6 I.R.B. 
455]. The regulations provide that an understated 
amount of gross income resulting from an over-
statement of unrecovered cost or other basis con-
stitutes an omission from gross income [Treas. 
Reg. § 301.6501(e)-1(iii)].

The IRS asked the court to apply the regula-
tion retroactively, claiming that the regulation is 
controlling under Chevron U.S.A., Inc. v. Natural 
Resources Defense Council, Inc., 467 U.S. 837 (1984). 
In Chevron, the Supreme Court provided a two-
step analysis for reviewing an agency’s construc-
tion of a statute that it administers: 

■■ If congressional intent is clear, IRS and the 
courts must give effect to the unambiguously 
expressed intent of Congress. 

■■ If the statute is silent or ambiguous as to 
a specific issue, the question for a court is 
whether the agency’s answer is based on a 
permissible construction of the statute.

 In Mayo Foundation v. United States, 131 S.Ct. 
704 (2011), the Supreme Court clarified that the 
IRS’s regulatory efforts are generally entitled to 
the same Chevron standard as those of any other 
agency.

The Supreme Court, in a 5-4 decision, said 
that the I.R.C. § 6501(e)(1)(A) language that refers 
to an item is materially indistinguishable from the 
language in the 1939 I.R.C. § 275(c) that refers 
only to an amount. The court rejected the IRS’s 
Chevron argument because it said Colony already 

in fact and substance, constituted an economic 
sham for federal income tax purposes.

The LLC made a deposit with the IRS and 
then sued for recovery in the U.S. District Court 
for the Eastern District of North Carolina, claim-
ing that the FPAA was barred by the general 
3-year statute of limitations period in I.R.C. 
§ 6501(a). The IRS contended that the 6-year lim-
itations period applied because the LLC omitted 
more than 25% of its gross income from its 1999 
tax return. The LLC argued that the 6-year statute 
did not apply because overstated basis does not 
constitute an omission from gross income.

The district court ruled that when a basis 
overstatement results in the omission of gross 
income, the omitted income is includable for pur-
poses of I.R.C. § 6501(e)(1)(A). The district court 
concluded that the FPAA was timely under the 
6-year statute of limitations because the taxpayers 
failed to adequately disclose the omitted amount. 
The taxpayers appealed. 

The Fourth Circuit Court of Appeals reversed 
the district court’s judgment, concluding that the 
Supreme Court’s holding in Colony, Inc. v. Com-
missioner, 57 U.S. 28 (1958), applies to I.R.C. 
§ 6501(e)(1)(A), and an overstated basis is not an 
omission from income that extends the statute of 
limitations period. It also held that Treas. Reg. 
§ 301.6501(e)-1(e) did not apply to the tax year 
at issue, so the general 3-year statute of limita-
tions applied, making the FPAA untimely. The 
government appealed, and the Supreme Court 
granted certiorari.

Issue

Whether an overstatement of basis that reduces 
the income reported on a return is an omission of 
income that triggers a 6-year statute of limitations 
for assessment 

Analysis

I.R.C. § 6501(a) generally provides for a 3-year 
statute of limitations on the assessment of defi-
ciencies of tax by the IRS. I.R.C. § 6501(e)(1) pro-
vides for a 6-year statute of limitations when the 
taxpayer omits income in excess of 25% of the 
amount of gross income stated in the return. Simi-
larly, I.R.C. § 6229(c)(2) provides for a 6-year stat-
ute of limitations when a partnership omits from 
gross income an amount in excess of 25% of the 
amount of gross income stated in the return.
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it is difficult to stay up-to-date on state laws gov-
erning notaries. ITIN Operations Department 
employees are not trained on what factors consti-
tute a real document versus a fake one. Further, 
the IRS accepts copies of these documents.

The TIGTA recommended, among other 
actions, that the IRS require original documents 
or documents certified by the issuing agency to  
be provided in support of an ITIN application. 
IRS management agreed with this recommen-
dation and is implementing interim guidelines 
immediately.
[TIGTA Audit Report 2012-42-081 (July 16, 
2012)] 

Chief Counsel Advice 2012-06-014
I.R.C. §§ 6038 and 6501

■☞ An S corporation’s failure to file informa-
tion returns about its foreign subsidiaries 
extended the assessment period for the cor-
poration and its majority shareholders.

The taxpayer is an S corporation with five wholly 
owned controlled foreign corporations (CFCs) 
that are disregarded entities. Two majority share-
holders are in control of the S corporation and 
the five CFCs. The S corporation filed amended 
returns for 6 years recharacterizing the CFCs as 
regarded entities. The S  corporation did not file 
Form 5471, Information Return of U.S. Persons 
With Respect To Certain Foreign Corporations, 
with the amended returns, and the amended 
returns did not report the information that should 
have been furnished on the Forms 5471.

Two minority interest shareholders filed 
amended returns for Years 5 and 6 before the 
expiration of the assessment statute of limitations 
for their Year 5 tax year, but they also did not 
file Form 5471 with their amended returns. The 
two majority shareholders did not file amended 
returns or Form 5471. 

The normal 3-year period of limitations for 
the S corporation’s tax years 1–4 expired on or 
before Date 5. The normal 3-year period of limi-
tations for the S corporation’s Year 5 expired on 
Date 6, and for Year 6 on Date 7. Similarly, the 
normal 3-year period of limitations for the S cor-
poration’s shareholders for the tax years 1–3 
expired on or before Date 8. The normal 3-year 
period of limitations for the S corporation’s share-
holders for the Year 4 tax year expired between 
Date 9 and Date 10; for Year 5 between Date 11 

interpreted the statute and there was no longer 
any different construction that is consistent with 
Colony and available for adoption by the IRS.

Holding

An overstatement of basis is not an omission of 
gross income for the 6-year limitations period 
under I.R.C. § 6501(e)(1)(A).
[Home Concrete & Supply, LLC v. Commissioner, 132 
S.Ct. 1836 (2012)]

TIGTA Audit Report 2012-42-081
I.R.C. § 6109

■☞ Substantial changes are needed to the indi-
vidual taxpayer identification number pro-
gram to detect fraudulent applications.

This report presents the results of a review to 
assess the efficiency and effectiveness of the 
IRS’s process to identify questionable individual 
taxpayer identification number (ITIN) applica-
tions. The audit was initiated because the Trea-
sury Inspector General for Tax Administration 
(TIGTA) received two IRS employee complaints 
forwarded by a U.S. representative and a U.S. 
senator, both alleging that IRS management 
overseeing the ITIN operation was encouraging 
employees to assign identification numbers to 
applicants when the Form W-7, Application for 
IRS Individual Taxpayer Identification Number, 
is questionable.  

An ITIN is issued regardless of an individ-
ual’s immigration status. However, individuals 
assigned an ITIN should either be a resident not 
authorized to work in the United States or a non-
resident. Nonresident aliens must file a tax return 
only if they are engaged in a trade or business in 
the United States or if they have any other U.S. 
sources of income on which the tax was not fully 
paid by the amount of tax withheld at the source. 
Nonresident aliens file using a Form 1040NR, 
U.S. Nonresident Alien Income Tax Return.

Fraud can result from lax requirements for 
documentation submitted with an ITIN applica-
tion to prove identity and foreign status. Unlike 
the Social Security Administration (SSA), which 
requires an individual to submit original docu-
ments to obtain a social security number (SSN), 
the IRS accepts notarized copies of documents for 
ITINs. In addition, the IRS does not question the 
validity or authenticity of notary stamps because 
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§ 6501(c)(8) also extends the period of 
limitations for assessment with respect to 
the tax returns of the two majority share-
holders of the S corporation because they 
are in control of the S corporation. I.R.C. 
§ 6501(c)(8) probably does not extend the 
period of limitations for assessment with 
respect to the tax returns of the remaining 
13 shareholders who together own a minor-
ity interest in the S corporation.

2. The failure to report under I.R.C. § 6038 
extends the period of limitations for assess-
ment with respect to the entire tax return for 
the S corporation and the two majority share-
holders for returns that were filed after March 
18, 2010, and for returns filed on or before 
that date if the 3-year statute for assessment 
had not expired as of that date.

3. I.R.C. § 6501(c)(8) does not apply to 
amended returns filed on or after Date 3 for 
original returns filed between Date 1 and 
Date 2. The applicability of I.R.C. § 6501 
(c)(8) is determined based on the date on 
which the original returns were filed, not the 
date of amended returns.

4. If reasonable cause is established for the late 
filing of the Form 5471, other items on S cor-
poration returns or the shareholders’ returns 
are not available for adjustment under I.R.C. 
§ 6501(c)(8)(B). 

[C.C.A. 2012-06-014 (October 17, 2011)]

Salem Financial, Inc. v. United States
I.R.C. §§ 7422 and 7525

■☞ A taxpayer’s penalty defense waived the 
work product doctrine and the tax practitio-
ner privilege.

The taxpayer’s predecessor-in-interest claimed 
foreign income tax credits on its 2002–2007 tax 
returns, and interest expense deductions on its 
2006 and 2007 tax returns, through a complex 
transaction known as structured trust advantaged 
repackaged securities (STARS). The taxpayer 
trusted advice from its outside auditor, Pricewa-
terhouseCooper (PwC), that reliance on STARS 
tax opinions from KPMG and the law firm Sidley 
Austin was reasonable. 

In 2010, the IRS issued notices of deficiency 
for the 2002–2007 tax. The taxpayer paid all of 
the taxes, penalties, and deficiency interest and 

and Date 12; and for Year 6 between Date 13 and 
Date 14.

Issues

1. Whether the statute of limitations for assess-
ment is extended for the shareholders if an 
S corporation fails to report information 
required by I.R.C. § 6038

2. Whether the statute of limitations is extended 
if a taxpayer fails to report information 
required by I.R.C. § 6038 

3. Whether the statute of limitations is extended 
for certain amended returns 

4. Whether other items on a return are available 
for adjustment if reasonable cause is estab-
lished for the late filing of the Form 5471

Analysis

I.R.C. § 6038(a)(1) imposes information reporting 
requirements on any U.S. person who controls a 
foreign corporation. I.R.C. § 6038(e)(2) provides 
that a person is in control of a corporation if the 
person owns more than 50% of the voting power 
or more than 50% of the total value of the corpo-
ration. Further, if a person is in control of a corpo-
ration that in turn controls another corporation, 
the person is also treated as in control of the other 
corporation. The required information return is 
Form 5471. 

I.R.C. § 6501(c)(8) provides that the time for 
assessment of any tax to which the information 
relates does not expire before 3 years after the 
date the IRS receives the required information. 
Therefore, a failure to file a Form 5471 for a par-
ticular tax year extends the time for the assess-
ment of tax with respect to any tax return to 
which the information relates. 

If the failure to furnish the required infor-
mation is due to reasonable cause and not will-
ful neglect, the extended limitations period only 
applies to the item or items related to the failure 
and not the entire tax return.

Conclusions

1. If an S corporation fails to report the infor-
mation required by I.R.C. § 6038, I.R.C. 
§ 6501(c)(8) extends the period of limita-
tions for assessment with respect to the 
S corporation. Under the given facts, I.R.C. 
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papers are not protected by the work product 
doctrine. 

In the alternative, the IRS contended that the 
taxpayer waived any work product protection 
that may have applied to the tax reserve docu-
ments by relying on advice from PwC concerning 
the reserves as a defense to IRS penalties, and by 
allowing PwC employees to testify as to the rea-
sonableness of the tax reserves.

The claims court did not decide whether tax 
reserve documents are protected work product 
because it held that the taxpayer had waived any 
such protection by relying on PwC’s advice as a 
defense to IRS penalties. The court concluded 
that PwC’s technical evaluation of STARS could 
not be isolated as a separate subject matter but 
was likely to pervade the entirety of the taxpay-
er’s tax reserve analysis and position.

Tax Practitioner Privilege 
The IRS sought to compel documents that the 
taxpayer claimed were protected by the statu-
tory privilege afforded to federal tax practitioners 
under I.R.C. § 7525. According to the taxpayer, 
the challenged documents contain legal advice 
from KPMG after the close of the STARS trans-
action regarding proposed changes in law and 
the unwinding of STARS. The IRS contended 
that the documents fell within the exception to 
the privilege, which excludes communications in 
connection with the promotion of a tax shelter. 
Alternatively, the IRS maintained that the tax-
payer waived the privilege by relying on KPMG’s 
advice as a defense to IRS penalties. 

The court found that the taxpayer waived the 
tax practitioner privilege by relying on KPMG’s 
preclosing advice as a defense to IRS penalties. It 
also held the taxpayer could not shelter postclos-
ing advice while sharing preclosing advice. 

Attorney-Client Privilege 
The IRS sought to compel 410 documents that 
the taxpayer had withheld under the attorney-
client privilege, claiming that 380 or 390 of the 
documents were not privileged because they 
contained nonlegal advice. The parties agreed 
to a quick peek procedure that allows the gov-
ernment to review the documents and designate 
those it wants the taxpayer to produce and those 
it no longer seeks to compel. The taxpayer did 
not waive any privilege or protection it had previ-
ously asserted.

then filed for a refund. After the IRS denied the 
refund claim, the taxpayer filed a complaint in 
the Court of Federal Claims.

The IRS filed a motion seeking to compel 
the taxpayer to produce documents containing 
tax reserve information as well as documents the 
taxpayer had withheld under the tax practitioner 
privilege and the attorney-client privilege.

Issue

Whether tax reserve documents were protected 
from discovery by the work product doctrine

Analysis

The work product doctrine excludes from discov-
ery all documents prepared in anticipation of 
litigation. It is an unsettled question whether tax 
reserves and associated work papers are prepared 
in anticipation of litigation, so that they constitute 
work product [United States v. Textron, Inc., 577 
F.3d 21 (1st Cir. 2009)]. 

Work product protection may be waived, 
and the party invoking the privilege must prove 
that it has not waived the protection. A waiver 
occurs when a party discloses material in a way 
inconsistent with keeping it from the adversary, 
such as using material as a basis for an affirma-
tive defense. When a party waives work product 
protection, the waiver extends to all non-opinion 
work product concerning the same subject matter.

Thus, a party is prevented from disclosing 
communications that support its position while 
simultaneously concealing communications 
that do not. While there is no bright-line test to 
determine what falls within the subject matter of 
a waiver, the overarching goal of subject matter 
waiver is to prevent a party from using advice 
as both a sword (by waiving privilege) to favor-
able advice and a shield (by asserting privilege) to 
unfavorable advice.

Tax Reserve Documents
The taxpayer claimed that it was entitled to with-
hold documents containing STARS-specific tax 
reserve information because they were prepared in 
anticipation of litigation and are protected by the 
work product doctrine. The IRS maintained that 
tax reserves are prepared for financial reporting 
purposes, not in anticipation of litigation, and 
therefore the tax reserves and associated work 
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to a federal tax compliance check, on certain tax 
return preparers who apply for or renew a PTIN. 

The regulations will be effective when final 
regulations are published in the Federal Register.
[REG-124791-11, 2012-15 I.R.B. 791]

Like-Kind Exchanges

Reesink v. Commissioner
I.R.C. §§ 104, 1031, and 6662

■☞ A like-kind exchange deferral was allowed 
even though the acquired property was ulti-
mately used as a personal residence.

The taxpayer and his brother purchased a six-unit 
apartment building from their parents in 1985, 
each having a 50% tenancy in common interest in 
the building. The taxpayer accused his brother of 
stealing from him, and in 2002 the taxpayer sued 
his brother with respect to their joint interest in 
the apartment building. The taxpayer accused his 
brother of attacking and strangling him on sev-
eral occasions, as well as poisoning him by pour-
ing cleaning fluid into his drinking water. In 2004, 
the brothers agreed to sell the apartment building 
and divide the net proceeds. The agreement also 
instructed the taxpayer’s brother to pay the tax-
payer $60,000 from his share of the net proceeds. 
In September 2005, the brothers sold the apart-
ment building for $1,400,000. The taxpayer and 
his brother divided the proceeds equally before 
the brother paid the $60,000 to the taxpayer’s 
apartment building escrow account.

The taxpayer and his wife decided to pur-
sue an I.R.C. § 1031 like-kind exchange, and in 
November 2005 they acquired a single-family 
home that they planned to use as rental property. 
The real estate agent who helped with the acqui-
sition advised that the rent should be $3,000 per 
month. The taxpayers posted flyers throughout 
the area advertising the property for rent but did 
not advertise in the newspaper. The taxpayer’s 
older brother did work at the home and testified 
that he saw “for rent” signs at the property every 
time he was there, which he estimated to be at 
least 10 or 12 times. On two different occasions, 
potential renters visited the property, but both 
parties ultimately notified the taxpayers by letter 
that they decided not to rent the property because 

Holding

The taxpayer waived any work product protec-
tion that may have applied to its tax reserve docu-
ments by relying on PwC’s advice as a defense to 
IRS penalties. 
[Salem Financial, Inc. v. United States, 102 Fed.Cl. 
793 (2012)]

Registered Tax Return Preparers

Prop. Treas. Reg. § 1.6109-2
I.R.C. § 6109

■☞ Proposed regulations would expand the list 
of preparers who are eligible to obtain pre-
parer tax identification numbers.

Proposed amendments to regulations under 
I.R.C. § 6109 would expand the list of prepar-
ers eligible to obtain a preparer tax identification 
number (PTIN) to include preparers who work 
under supervision and those who only prepare 
returns that are not covered by the competency 
examination for registered tax return preparers 
(RTRPs). The proposed regulations incorporate 
guidance issued earlier in Notice 2011-6, 2011 
I.R.B. 315.

Final regulations issued September 30, 2010, 
provided that after December 31, 2010, a tax 
return preparer must apply for and renew a PTIN 
in the manner the IRS prescribes. Prop. Treas. 
Reg. § 1.6109-2(d) states that only an attorney, a 
CPA, an enrolled agent (EA), or an RTRP autho-
rized to practice before the IRS may obtain a 
PTIN or other prescribed identifying number. 

Prop. Treas. Reg. § 1.6109-2(d)(2)(v) provides 
that any individual 18 years of age or older is eli-
gible for a PTIN if the individual is supervised 
as a tax return preparer by an attorney, CPA, 
EA, enrolled retirement plan agent, or enrolled 
actuary authorized to practice before the IRS. 
The supervision must be in accordance with any 
requirements the IRS may prescribe.

Prop. Treas. Reg. § 1.6109-2(d)(2)(vi) pro-
vides that any individual 18 years of age or older 
is eligible for a PTIN if the individual exclusively 
prepares tax returns and claims for refund that 
are not covered by any minimum competency 
test or tests that the IRS prescribes for RTRPs. 

Prop. Treas. Reg. § 1.6109-2(f) states that the 
IRS may conduct a suitability check, in addition 
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Issue 1
I.R.C. § 1031 mandates that no gain or loss is 
recognized on the exchange of property held for 
productive use in a trade or business or for invest-
ment if the property is exchanged solely for prop-
erty of a like kind that is to be held for productive 
use in a trade or business or for investment. A 
taxpayer’s intent is a question of fact that must be 
determined at the time of the exchange [Bolker 
v. Commissioner, 81 T.C. 782 (1983) and Click v. 
Commissioner, 78 T.C. 225 (1982)].

The IRS cited Goolsby v. Commissioner, T.C. 
Memo. 2010-64, in arguing that the taxpayers 
did not have the requisite investment intent. 
However, the Tax Court found that Goolsby was 
distinguishable from the facts in this case. The 
taxpayers in this case engaged in more extensive 
advertising efforts, showed the home to potential 
renters, and waited almost 8 months before mov-
ing in. The Tax Court said that the fact that their 
decision to purchase the home may not have been 
financially sound did not negate their investment 
intent. The Tax Court found the taxpayers’ testi-
mony credible.

Issue 2
I.R.C. § 104(a)(2) excludes from gross income the 
amount of compensatory damages received on 
account of personal physical injuries or physical 
sickness. The taxpayer’s brother testified that he 
paid the $60,000 based on “three physical, vio-
lent confrontations.” The settlement agreement 
provided that the $60,000 was payment in full for 
claims arising from the events described in the 
complaint, but the complaint did not describe 
any events rising to the level of physical injuries 
or physical sickness, nor did it ask for damages 
for physical injuries or physical sickness. The Tax 
Court noted that the brother’s testimony could 
just as easily have referred to emotional distress.

Issue 3 
I.R.C. § 6662(a) allows a 20% penalty to be 
applied to an underpayment of tax required to 
be shown on a return that is attributable to neg-
ligence or disregard of rules or regulations. The 
Tax Court stated that even if the taxpayers had 
properly informed their return preparer about 
the settlement proceeds, the taxpayers would 
still be liable for the accuracy-related penalty 
because a cursory review of their return would 

the monthly rent was out of their price range. 
The taxpayers never lowered their monthly ask-
ing price, nor did they ever find tenants for the 
property.

The taxpayers already owned a primary resi-
dence and another rental house, and without the 
additional rental income, they could not afford 
the mortgage payments on all three properties. 
Because the taxpayers believed that the value of 
the rental properties had declined significantly 
since their acquisition, they decided to sell their 
main home. The taxpayer’s wife did not want 
to move into the new property because she did 
not want to transfer their newly adopted son to 
another school. However, the taxpayers thought 
they had only two choices—to temporarily move 
in with the taxpayer’s sister or to live at the 
unrented property. They moved into the prop-
erty in June 2006.

The tax return preparer who had prepared 
the taxpayers’ joint return every year since 2000 
first learned of the like-kind exchange in 2006 
when he received their 2005 tax information. 
The taxpayers did not tell him about their deci-
sion to move into the like-kind property, nor did 
they mention the $60,000 they received from the 
taxpayer’s brother. Their 2005 return did not rec-
ognize the $429,296 gain from the sale of their 
interest in the apartment building as income. The 
taxpayer’s brother provided the tax preparer with 
the 2005 income and expense statements for the 
apartment building. The statements were hand-
written and incomplete, and the tax preparer mis-
takenly underreported the taxpayers’ 2005 gross 
rental receipts by $16,392.

The IRS determined a $184,349 deficiency 
and imposed an accuracy-related penalty under 
I.R.C. § 6662(a). 

Issues

1. Whether the taxpayers had an investment 
intent at the time of the exchange 

2. Whether the $60,000 qualifies as for exclu-
sion from income under I.R.C. § 104

3. Whether the taxpayers are liable for the accu-
racy-related penalty 

Analysis

The Tax Court analyzed each issue separately.
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CPA treated the couple as materially participat-
ing in ranch activities and deducted losses of 
$288,066 for 2005 and $197,077 for 2006.

Issues

1. Whether the cattle ranch was a passive activity
2. Whether the taxpayers are liable for accu-

racy-related penalties

Analysis

The couple claimed that the husband spent at 
least 400 hours on matters relating to the ranch 
and the wife spent another 100–150 hours. The 
court noted the lack of meaningful contempora-
neous records and documentation regarding spe-
cifically what the taxpayers did on a day-to-day 
basis and how much time they spent on matters 
relating to the ranch.

The court said the fact that the Minnesota busi-
ness paid for airplane flights indicated to the court 
that time spent at the ranch primarily related to 
the business’s affairs. Telephone records did not 
support the taxpayer’s claim that he spent numer-
ous hours on the phone with the Colorado ranch 
manager while he was in Minnesota. In addition, 
the presence of a full-time, paid ranch manager 
disqualifies much of the taxpayer’s time working 
on ranch activities from counting under the facts 
and circumstances test for material participation.

Holdings

1. The cattle ranch was a passive activity.
2. The taxpayers reasonably relied on the 

advice of their CPA and were not liable for 
the accuracy-related penalty.

[Iversen v. Commissioner, T.C. Memo. 2012-19]

Zeluck v. Commissioner
I.R.C. §§ 465 and 6662

■☞ A taxpayer whose at-risk amount decreased 
was required to recapture previous loss 
deductions.

On December 10, 2001, the taxpayer invested 
$310,000 in an oil and gas partnership, paying 
$110,000 cash and signing a $200,000 promis-
sory note (subscription note) maturing in 2009. 
The interest rate on the note was 0.5% through 

have alerted the taxpayers to the omission. Simi-
larly, the court said that the taxpayers were aware 
that the brother’s bookkeeping with regard to 
the rental receipts could not be trusted, and they 
should have noticed the substantial decline in 
receipts from the prior years’ returns.

Holdings

1. The taxpayers acquired the house with 
investment intent at the time of the exchange, 
which qualified for nonrecognition treatment 
under I.R.C. § 1031.

2. The $60,000 settlement did not qualify as 
a payment received for physical injury or 
sickness.

3. The accuracy-related penalty was imposed in 
regard to the unreported settlement payment 
and the unreported rental gross receipts.

[Reesink v. Commissioner, T.C. Memo. 2012-118]

Loss Limitations

Iversen v. Commissioner
I.R.C. §§ 469 and 6662

■☞ A Minnesota business executive did not 
materially participate in activities at his Colo-
rado cattle ranch.

The taxpayer is the founder and president of 
a Minnesota medical equipment manufactur-
ing company. He and his wife formed an LLC 
through which they purchased a 14,000-acre 
cattle ranch in Colorado. The ranch employs a 
manager and a full-time ranch hand, as well as 
additional ranch hands seasonally. During 2005 
and 2006, the taxpayers spend almost all of their 
time in Minnesota. Occasionally, the Minnesota 
company would hold business meetings at the 
ranch and guests would hunt elk and other wild-
life. While visiting the ranch, family members 
would occasionally assist with ranch chores.

Neither LLC owner maintained a log, a diary, 
notes, or any other record of the work they per-
formed on a day-to-day basis relating to the ranch, 
whether they worked on-site at the ranch or in 
Minnesota. Neither received any salary or wages 
for work relating to the ranch. The taxpayers’ 
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on his subscription note and had never received 
any written notification of the balance due on the 
note. No demand for payment had been made 
by any party, even after December 31, 2009. 
The taxpayer never signed an extension of the 
subscription note or otherwise pushed back the 
maturity date.

In February 2009, the IRS issued a notice 
of deficiency for 2003, determining that the tax-
payer did not have a genuine liability on the 
subscription note throughout 2003 and that the 
taxpayer must recognize $200,000 of income for 
2003 as a result.

Issues

1. Whether the taxpayer must recognize a 
$200,000 gain for 2003 under Subchapter K 
rules or I.R.C. § 465(e)

2. Whether the taxpayer is liable for a 20% accu-
racy-related penalty under I.R.C. § 6662(a)

Analysis

I.R.C. § 465 limits deductible losses from an 
activity to the amount for which the taxpayer is 
at risk in the activity. A taxpayer is considered 
at risk for an activity with respect to the amount 
of money and the adjusted basis of other prop-
erty contributed by the taxpayer to the activity 
and for certain amounts borrowed with respect to 
the activity. A taxpayer is considered at risk with 
respect to amounts borrowed for use in an activ-
ity to the extent that he or she is personally liable 
for the repayment of such amounts. The taxpayer 
recognizes income to the extent his or her at-risk 
amount is reduced below zero. 

The taxpayer argued that in 2003 he was still 
liable under the subscription note. Alternatively, 
he argued that if the Tax Court concluded that he 
was not in 2003, he was never liable, and if he was 
never liable, the IRS was precluded from contest-
ing the 2001 deductions by the expiration of the 
I.R.C. § 6501 limitations period.

The Tax Court found the taxpayer’s liabil-
ity was genuine in 2002 and only became non-
genuine in 2003, because no enforcement was 
sought after the termination of the partnership at 
the beginning of 2003. The court noted that no 
demand for payment was made by any party on 
the subscription note’s maturity date of Decem-
ber 31, 2009, and that the taxpayer had made no 
arrangements to pay the balance due as of the 

December 31, 2001; after that, the interest rate 
increased to 8%. The interest was due quarterly 
and was to be paid from the taxpayer’s share of 
the partnership’s net operating revenues. If the 
operating revenues were not sufficient, the unpaid 
interest would accrue. After the interest deduc-
tions, 25% of the taxpayer’s share of the partner-
ship net operating revenues was to be applied 
to the outstanding principal balance of the note. 
Any unpaid amount of interest and principal was 
due in full on December 31, 2009; if not paid in 
full, the debt would carry a 15% interest rate. As 
collateral, the taxpayer granted the partnership a 
security interest in his partnership interest and his 
rights to the production and proceeds from the 
partnership’s wells.

The partnership used all of the investors’ notes 
as security on a turnkey note it issued to a drilling 
company. The partnership terminated January 2, 
2003, but some partners (including the taxpayer) 
were not aware of the termination. The partner-
ship agreement provided that upon termination 
the partnership would be required to pay all of its 
debts and distribute remaining assets to the part-
ners. However, no payments were made on the 
turnkey note upon the termination. Instead, the 
partnership distributed $2,385,279 to the part-
ners, and the partners continued to receive net 
operating revenue distribution checks from an oil 
distribution company. 

On his 2001 return, the taxpayer claimed a 
$275,045 ordinary loss deduction consisting of a 
$274,996 deduction for intangible drilling costs 
(IDCs) and a $49 ordinary loss. The partnership’s 
tax return reported the taxpayer’s capital account 
balance as $34,955 at the end of 2001.

On his 2002 return the taxpayer reported 
$16,000 of interest income and a $15,993 ordi-
nary loss deduction ($2,940 of IDCs and a 
$13,053 operating loss). The partnership distrib-
uted $2,555 in net operating revenue to the tax-
payer in 2002 and reported the taxpayer’s capital 
account balance as $32,407 at the end of 2002.

When it terminated in 2003, the partnership 
distributed $32,407 to the taxpayer, eliminat-
ing the opening balance reported for his capital 
account for 2003. The taxpayer did not report 
this distribution on his 2003 income tax return 
and did not make interest and principal payments 
on the subscription note in 2003. By 2012, the 
taxpayer was not aware of the person or entity to 
whom he would currently be liable for payment 
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The perpetrator’s scheme continued through 
the end of Year 2. The perpetrator was indicted 
on charges of securities fraud, mail fraud, and 
wire fraud and pled guilty to all counts of the 
indictment. The Securities and Exchange Com-
mission (SEC) filed a complaint for injunctive 
relief against the fund managers, alleging reckless 
violations of the anti-fraud provisions of federal 
securities laws, and a court entered permanent 
injunctions against the fund managers.

Issue

Whether the taxpayers’ losses are theft losses for 
purposes of I.R.C. § 165

Analysis

I.R.C. § 165(e) provides that a loss arising from 
theft is treated as sustained during the tax year in 
which the taxpayer discovers the loss. Treas. Reg. 
§ 1.165-8(d) provides that the term theft includes, 
but is not limited to, larceny, embezzlement, 
and robbery. To deduct a theft loss, a taxpayer 
must show that “the loss resulted from a taking of 
property that is illegal under the law of the state 
where it occurred, and that the taking was done 
with criminal intent” [Rev. Rul. 72-112, 1972-1 
C.B. 60]. A specific intent to deprive the victim 
of his or her property is an essential element of 
the crime.

In Jensen v. Commissioner, T.C. Memo. 1993-
393, the Tax Court found that the taxpayers were 
in privity with the perpetrators of the scheme 
because the figure through whom they invested 
was merely a broker or a conduit to the scheme. 
The Tax Court held in Jensen that there is no 
requirement that the investor have direct contact 
with the entity in which he is investing.

The IRS found that the taxpayers’ situation 
was similar to Jensen. The IRS noted that the tax-
payers’ property ended up in the scheme and at 
the disposal of the perpetrator. The taxpayers did 
not purchase their interests in the fund from third 
parties on the open market; they obtained their 
interests after reading about the fund in an invest-
ment newsletter published by an associate of 
the perpetrator, and they made their investment 
based on the perpetrator’s reputation. 

The perpetrator effectively controlled the 
investing activity of each of the funds and used 
each of the funds as a vehicle for his scheme, 
regardless of whether his official role was owner 

time of trial, even though the note was allegedly 
accruing interest at a 15% rate.

Holdings

1. The taxpayer’s at-risk amount was reduced 
below zero in 2003 because the subscription 
note was no longer a genuine debt. There-
fore, he was required to report gain under 
I.R.C. § 465(e)’s recapture rule for previously 
allowed losses.

2. The taxpayer did not have substantial author-
ity for his treatment of his amount at risk in 
the partnership. Therefore, the taxpayer was 
liable for a 20% accuracy-related penalty 
under I.R.C. § 6662(a).

[Zeluck v. Commissioner, T.C. Memo. 2012-98]

Chief Counsel Advice 2012-13-022
I.R.C. § 165

■☞ A Ponzi scheme loss was deductible despite 
the taxpayer’s lack of direct investment with 
the perpetrator.

A married couple each invested in a fund that the 
husband learned about from a newsletter pub-
lished by an associate of the Ponzi scheme per-
petrator. He made a wire transfer to Investment 
Fund 1 and also suggested it to his wife’s father, 
who purchased an account for her in Year 1.

Two individuals (fund managers) were the 
managing members of Management Fund 1, 
which they created to manage Investment Fund 
1 and Management Fund 2, which they cre-
ated to manage Investment Funds 3 and 4. The 
fund managers hired the perpetrator to serve as 
investment adviser to Management Fund 1 and 
Management Fund 2. The perpetrator separately 
formed Management Fund 3 to manage Invest-
ment Funds 2 and 5.

The fund managers and the perpetrator sold 
interests in Investment Funds 1, 3, and 4 through 
multiple private placement offerings. The private 
placement memoranda stated that while Man-
agement Funds 1 and 2 would rely on the perpe-
trator’s investment advice, Management Funds 
1 and 2 would make all decisions concerning 
investment and trading activities in Investment 
Funds 1, 3, and 4, and Management Funds 1 and 
2 had the sole responsibility for managing the 
investment funds.
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income for income tax purposes, the contribution 
should also be treated as a business expense for 
the purpose of computing her self-employment 
tax liability.

The Tax Court noted that deductions are 
a matter of legislative grace and are construed 
narrowly. Further, taxpayers bear the burden 
of proving their entitlement to deductions. The 
court maintained that a self-employed taxpayer’s 
retirement contribution is not an expense attrib-
utable to the taxpayer’s trade or business for self-
employment tax purposes.

Holding

The taxpayer was not allowed to deduct her pen-
sion deduction on Schedule C (Form 1040) to 
reduce taxable income for self-employment pur-
poses. However, the court found that the taxpayer 
had reasonable cause and acted in good faith, so 
the accuracy-related penalty was not imposed.
[LaFlamme v.Commissioner, T.C. Memo. 2012-36]

Letter Ruling 2012-03-033
I.R.C. §§ 401 and 402

■☞ The beneficiaries of a trust were treated as 
designated beneficiaries of a decedent’s 
retirement plans.

An individual who established a revocable living 
trust (Trust T) died at age 62 and was survived by 
his wife, age 61, and his two children, who are not 
his surviving spouse’s children. At the time of his 
death, the decedent participated in his employ-
er’s qualified defined contribution plan. Trust T 
provides for the creation of a marital trust (Trust 
M) for the benefit of his spouse and the creation 
of four other trusts—primary trusts and exemption 
trusts—for his two children. The exemption trusts 
receive equal shares of decedent’s remaining 
generation-skipping transfer (GST) tax exemp-
tion. The primary trusts receive the balance of 
the assets of Trust T after all other distributions or 
allocations under the trust. 

The decedent’s surviving spouse is entitled 
to receive all net income from Trust M, and the 
trustee may also invade the principal of Trust M 
to provide for her health, support, and mainte-
nance. Upon her death, any remaining property 
in Trust M passes to the exemption trusts and pri-
mary trusts for the children.

of or investment adviser to the fund. There was 
no intermediate step where the fund managers 
invested in the perpetrator’s scheme; instead, the 
taxpayers directly invested in the vehicles used 
by the perpetrator to operate his Ponzi scheme, 
and the perpetrator clearly intended to appropri-
ate the taxpayer’s property.

Holding

The taxpayers’ losses are theft losses for pur-
poses of I.R.C. § 165 even though the taxpayers 
invested through individuals other than the pri-
mary perpetrator of the scheme.
[C.C.A. 2012-13-022 (December 08, 2011)]

Retirement

LaFlamme v. Commissioner
I.R.C. §§ 162, 401, 1401, and 1402

■☞ A self-employed individual’s contribution 
to a pension plan is not a Schedule C (Form 
1040) business expense.

The taxpayer, a self-employed real estate agent, 
contributed to a defined benefit pension plan in 
2006 and claimed a deduction for the contribution 
on line 19, “Pension and profit sharing plans,” of 
the Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship), that she attached 
to her 2006 Form 1040, U.S. Individual Income 
Tax Return.

The IRS issued a notice of deficiency, dis-
allowing the deduction claimed on Schedule C 
(Form 1040) but allowing the deduction as an 
adjustment to gross income on Form 1040, line 
28, “Self-employed SEP, SIMPLE, and qualified 
plans.” The notice also determined an accuracy-
related penalty.

Issue

Whether the taxpayer is allowed a deduction for 
her pension contribution on Schedule C (Form 
1040)

Analysis

The taxpayer argued that because the pension 
contribution is a business expense satisfying 
I.R.C. § 162 for the purpose of computing her 
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2. The trust is irrevocable (or will by its terms 
become irrevocable when the employee dies). 

3. The trust beneficiaries who are beneficiaries 
of the trust’s interest in the employee’s retire-
ment plan benefit are identifiable from the 
trust instrument. 

4. Relevant documentation is timely provided 
to the plan administrator.

I.R.C. § 402(c)(1) provides that if an eligible 
rollover distribution from a qualified retirement 
plan is transferred into an eligible retirement plan, 
the distribution is not included in gross income in 
the tax year in which it is paid. Distributions from 
qualified retirement plans may be rolled over in 
a direct trustee-to-trustee transfer to a nonspouse 
beneficiary’s IRA established for the purpose of 
receiving the distribution. The IRA receiving this 
distribution is treated as an inherited IRA and is 
subject to the RMD rules that apply to inherited 
IRAs of nonspouse beneficiaries. 

Conclusions

1. Each beneficiary of Trust M will be treated as 
a designated beneficiary. 

2. The decedent’s spouse, having the shortest 
life expectancy of any Trust M beneficiary, 
will be the designated beneficiary for pur-
poses of determining the applicable distribu-
tion period. 

3. A direct rollover from the retirement plan 
to an IRA established on behalf of Trust M 
that is treated as an inherited IRA will not be 
included in the taxable income of Trust M in 
the year in which the direct rollover is made.

 [P.L.R. 2012-03-033 (October 26, 2011)]

Kim v. Commissioner
I.R.C. §§ 72(t) and 6662

■☞ The age 55 exception to the early distribu-
tion penalty does not apply to IRA distribu-
tions even if the IRA funds were previously 
rolled over from an employer plan after  
age 55.

In 2005, at age 56, the taxpayer left his position 
as a partner in a law firm and moved his pen-
sion funds from the law firm’s plan to an indi-
vidual retirement account (IRA). In 2006, he 
withdrew $240,000 from the IRA. He included 

The retirement plan permits a direct rollover 
of a distribution to a nonspousal beneficiary who 
is a designated beneficiary, and it provides that 
the plan administrator may approve nonspousal 
rollovers on a death claim form. During his life, 
the decedent executed a form designating the act-
ing trustee of Trust M (which was to be created 
upon his death if his spouse survived him) as pri-
mary beneficiary.

For Years 1 and 2, the trustee of Trust T dis-
tributed the required minimum distributions 
(RMDs) (computed using the spouse’s life expec-
tancy) for the decedent’s interest in the retirement 
plan to Trust M. 

Issues

1. Whether each beneficiary of Trust M will be 
treated as a designated beneficiary

2. Whether the decedent’s spouse will be the 
designated beneficiary for determining the 
applicable distribution period

3. Whether any direct rollover from the retire-
ment plan to an IRA established on behalf of 
Trust M that is treated as an inherited IRA 
will be excluded from Trust M’s income in 
the year the direct rollover is made

Analysis

I.R.C. § 401(a)(9)(c) provides that RMDs from 
a qualified retirement plan must begin by the 
required beginning date (RBD), which is gener-
ally April 1 of the calendar year following the 
calendar year in which the IRA holder attains 
age 70½. If an employee dies before RMDs have 
begun, the employee’s entire balance gener-
ally must be distributed within 5 years after the 
employee’s death. However, if the employee des-
ignated a beneficiary, distributions may be made 
over the beneficiary’s life expectancy. If more 
than one individual is a designated beneficiary, 
the beneficiary with the shortest life expectancy is 
the designated beneficiary for purposes of deter-
mining the applicable distribution period.

Treas. Reg. § 1.401(a)(9)-4 provides that if a 
trust is named as a beneficiary, the trust’s benefi-
ciaries may be treated as retirement plan desig-
nated beneficiaries if four conditions are met: 

1. The trust is valid under state law (or would be 
except that there is no corpus). 
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The I.R.C. § 6662(a) penalty does not apply 
if there is or was substantial authority for the tax 
return’s treatment or if all relevant facts were 
disclosed on the return and there is a reasonable 
basis for the taxpayer’s tax treatment of the item. 
The Tax Court noted that the IRA’s plan admin-
istrator sent the taxpayer a statement informing 
him that he owed both income tax and the 10% 
additional tax. The appellate court found no war-
rant for upsetting the Tax Court’s decision that 
the accuracy-related penalty also applied.

Holding

The taxpayer is subject to the 10% additional tax 
for an early withdrawal from his IRA and to the 
20% accuracy-related penalty.
[Kim v. Commissioner, 679 F.3d 623 (7th Cir. 2012)]

Taproot Administrative Services, Inc. v. 
Commissioner
I.R.C. §§ 408, 1361, and 1362

■☞ A Roth IRA is an ineligible S corporation 
shareholder, so the entity was taxed as 
C corporation.

An individual incorporated his business on Octo-
ber 2, 2002, and elected S corporation status. On 
January 2, 2003, the corporation issued 100% of 
its stock to the individual’s custodial Roth IRA 
account. The corporation filed its 2003 return 
on Form 1120S, U.S. Income Tax Return for an 
S corporation.

The IRS issued a notice of deficiency to the 
corporation, determining, among other items, 
that it was taxable as a C corporation for 2003 
because the Roth IRA did not qualify as an eli-
gible shareholder. The corporation (the taxpayer) 
filed a petition with the Tax Court arguing that 
the individual beneficiary of the Roth IRA should 
be treated as the shareholder, or, in the alterna-
tive, a Roth IRA should be treated as a grantor 
trust under I.R.C. § 1361(c)(2)(A). The Tax Court 
rejected those arguments, holding that a Roth IRA 
could not be an S corporation shareholder under 
the eligibility rules in place during 2003. [Treas. 
Reg. § 1.1361-1(h)(1)(vii) now explicitly bars 
IRAs from being S corporation shareholders.] 

The Tax Court cited Rev. Rul. 92-73, 1992-2 
C.B. 224, which states that an IRA is not a per-
mitted shareholder of an S corporation. The 
court found that the underlying rationale of Rev. 

the IRA distribution as income on his 2006 tax 
return, but he did not include the I.R.C. § 72(t) 
additional tax for an early withdrawal although 
he was not yet age 59½. The IRS determined that 
he owed the 10% additional tax and also owed 
a 20% penalty for substantial underpayment of 
taxes. In Tax Court proceedings, the amount sub-
ject to the 10% additional tax was reduced by the 
amount the taxpayer spent on tuition for himself 
and his daughter, but the court said he still owed 
$20,456.50 for the I.R.C. § 72(t) additional tax 
and a $4,091.30 underpayment penalty. The tax-
payer appealed.

Issue

Whether the taxpayer is subject to the 10% addi-
tional tax because the IRA account was a rollover 
of an employer pension plan after separation 
from service after age 55

Analysis

The I.R.C. § 72(t) additional tax does not apply 
to a distribution from a pension plan made to an 
employee who separated from the employer’s 
service after attaining age 55. However, I.R.C. 
§ 72(t)(3)(A) provides that this exception does not 
apply to distributions from an individual retire-
ment plan.

 The taxpayer insisted that this makes no 
sense. He could have taken the money from the 
law firm’s pension plan without the 10% addi-
tional tax; why should it matter that the money 
went from the law firm’s plan to an IRA before 
being withdrawn? 

The answer is that the Internal Revenue Code 
says that it matters. Many parts of the tax code are 
compromises. “Why can an employee withdraw 
money from an employer’s plan without the 10% 
addition at age 55 but not age 54? Why does the 
10% additional tax apply to withdrawals at age 
59 and 181 days, but not age 59 and 183 days? 
These questions cannot be answered by logical 
analysis.” The statute’s lines are arbitrary. 

The law firm’s pension plan gave Kim a 
choice between taking the money and moving 
part or all of it to an IRA. He chose to roll over 
the whole balance because he did not want to pay 
any income tax immediately. The Internal Rev-
enue Code allowed Kim to extend the tax defer-
ral at the cost of the 10% additional tax if he later 
took some of the money before age 59½.
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legally hold the underlying assets instead choose 
to place them in such accounts, thereby deferring 
or exempting taxation of any current income.

To adopt the taxpayer’s position, the Ninth 
Circuit would have to conclude that Congress 
consciously crafted a legislative scheme enabling 
shareholders to employ Roth IRAs to perpetually 
avoid any taxation on S corporation profits. The 
legislative history and regulatory record foreclose 
this conclusion.  

Holding

A Roth IRA is not an eligible shareholder of an 
S corporation.
[Taproot Administrative Services, Inc. v. Commis-
sioner, 679 F.3d 1109 (9th Cir. 2012)]

Repetto v. Commissioner
I.R.C. §§ 408A, 4973, 6651, and 6662A

■☞ Fees paid to C corporations that were 98% 
owned by Roth IRAs were excess contribu-
tions to the Roth IRAs.

A married couple owned all of the stock in an 
S corporation that built and sold new homes. In 
2003, following the advice of a CPA/attorney, 
they formed two C corporations to provide office 
and marketing services for the S corporation. As 
the CPA/attorney advised, they opened Roth 
IRAs to be shareholders of the C corporations. 
The wife’s Roth IRA owned 98% of one C corpo-
ration, and the husband’s Roth IRA owned 98% 
of the other one. The wife’s C corporation estab-
lished a medical and dental expense reimburse-
ment plan for the taxpayers.

Before signing an engagement letter, the wife 
emailed the adviser several questions, including 
one that stated that the couple did not qualify for 
Roth IRAs because their adjusted gross income 
(AGI) was too high. She indicated she knew 
about the excise tax for excess contributions, and 
she asked whether the IRAs would be fraudu-
lent. The adviser replied, “No.” Each spouse then 
opened a Roth IRA with a $1,500 contribution.

The S corporation was to pay the wife’s 
C corporation $4,800 per month through 2006 
and $4,000 per month thereafter, and it paid 
$126,900 in a lump sum for 2003. The husband’s 
C corporation also paid the wife’s C corporation 
$2,116 per month for services. The S corporation 

Rul. 92-73 was sound—traditional IRAs are not 
eligible S corporation shareholders because the 
beneficiary of a traditional IRA is not taxed cur-
rently on the IRA’s share of the S corporation’s 
income, whereas the beneficiaries of the permis-
sible S corporation shareholder trusts are taxed 
currently on the trust’s share of the income. 

The Tax Court also noted the functional dif-
ference between IRAs and grantor trusts. Gov-
erned by distinct code sections, traditional and 
Roth IRAs exist separately from their owners for 
federal taxation purposes, whereas grantor trusts 
do not. Accordingly, the Tax Court concluded 
that traditional and Roth IRAs were not eligible 
shareholders. The taxpayer appealed.

Issue

Whether a Roth IRA is an eligible shareholder in 
an S corporation

Analysis

I.R.C. § 1361 limits eligible types of S corpora-
tion shareholders to domestic individuals, estates, 
certain trusts, and certain tax-exempt entities. 
Treas. Reg. § 1.1361-1(e)(1) provides that the per-
son for whom stock is held by a nominee, guard-
ian, custodian, or agent is considered to be the 
shareholder for purposes of I.R.C. § 1361.

The basic characteristics of a Roth IRA are 
nondeductible contributions, the accrual of tax-
free earnings, and the exclusion of qualified dis-
tributions from gross income [I.R.C. § 408(A)(a)].

The taxpayer claimed that both forms of 
IRAs—trusts and custodial accounts—lack the 
essential attributes of a separate tax-paying entity 
and should be treated as legally indistinguishable 
from their individual owners. The appellate court 
rejected this view. 

The taxpayer also argued that Treas. Reg. 
§ 1.1361-1(e)(1) explicitly authorizes custodial 
accounts to be shareholders of S corporations. 
The IRS argued that the language of the regu-
lation requires consideration of who ultimately 
bears the tax responsibility from its applica-
tion. Custodial IRAs are distinguishable from 
other custodial accounts, such as those involving 
minors or disabled individuals, because those 
custodial accounts hold shares for a person who 
cannot otherwise legally hold them. In such 
cases, income is taxed currently to that person, 
in contrast to IRAs, where individuals who could 
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phases out the allowable contribution based on 
modified adjusted gross income (MAGI). I.R.C. 
§ 4973 imposes a 6% excise tax for excess con-
tributions, computed on the lesser of the amount 
of the excess contributions or the value of the 
account as of the end of the tax year.

On December 31, 2003, before the taxpay-
ers filed their 2003 returns, the IRS issued Notice 
2004-8, 2004-1 C.B. 333, titled Abusive Roth IRA 
Transactions. The notice addressed taxpayers’ 
attempts to avoid limitations on contributions to 
Roth IRAs. It states that these transactions gener-
ally involve an individual who owns a preexisting 
business, a Roth IRA maintained for that indi-
vidual, and a corporation in which substantially 
all the shares are owned or acquired by the Roth 
IRA (Roth IRA corporation). The notice said the 
IRS would challenge the purported tax benefits 
resulting from such transactions, and warned 
that in addition to any other tax consequences, 
the amount treated as a contribution is subject to 
the 6% excise tax. The notice also identifies these 
transactions as listed transactions for purposes of 
Treas. Reg. § 1.6011-4(b)(2).

The taxpayers argued that their corporations 
were legitimate businesses and that the IRS vali-
dated this by retaining the income taxes paid by 
the corporations. The Tax Court reasoned that 
the services agreements did not change who 
provided the services. The taxpayers continued 
to do all the work, just as they had done before 
the agreements were put in place. The court also 
questioned whether the amounts of the payments 
were determined in good faith and reflected the 
value of the services purportedly performed.

In Hellweg v. Commissioner, T.C. Memo. 2011-
58, the Tax Court held that the IRS could not 
separate a transaction’s excise tax consequences 
from its income tax consequences. In Hellweg, the 
IRS attempted to use the substance-over-form 
doctrine to recharacterize the commission pay-
ments that an S corporation made to a domestic 
international sales corporation owned by the tax-
payer’s Roth IRA as excess contributions only for 
excise tax purposes. The court held that the IRS 
could not assess the excise tax without a corre-
sponding income tax adjustment, because I.R.C. 
§ 4973 is inseparable from the income tax regime, 
and the IRS’s allowance of the transactions for 
income tax purposes undermined the application 
of substance over form.

paid the husband’s C corporation $7,000 per 
month for “outside staffing & support.”

The husband reported no salary from any 
of the corporations for 2004 and 2005, and he 
reported a $24,000 salary from the S corporation 
for 2006. The S corporation had no other employ-
ees. The wife was the only employee of her C cor-
poration, and she was paid $9,600, $9,600, and 
$12,000 in 2004, 2005, and 2006, respectively. 
The corporation issued Forms W-2, Wage and 
Tax Statement; withheld taxes from her pay-
check; and made employment tax deposits. The 
medical plan reimbursed $8,948, $13,622, and 
$12,865 of health care expenses in 2004, 2005, 
and 2006, respectively.

The C corporations declared dividends each 
year. During 2004–2006, the husband’s C corpo-
ration paid out $120,000, with $117,600 depos-
ited to his Roth IRA, and the wife’s C corporation 
paid out $130,000, with $127,400 deposited to 
her Roth IRA.

The IRS determined that the taxpayers made 
excess contributions to their Roth IRAs and were 
liable for the excise tax under I.R.C. § 4973. The 
IRS also disallowed deductions on the corpora-
tions’ income tax returns, recharacterized some 
payments from the S corporation to the husband 
as compensation instead of distributions, and 
assessed accuracy-related penalties. The IRS 
retained the income taxes paid by the C corpo-
rations and did not adjust them in the notices of 
deficiency.

Issues

1. Whether the taxpayers made excess contri-
butions to their Roth IRAs 

2. Whether the corporations could deduct cer-
tain expenses

3. Whether the IRS properly characterized cer-
tain payments as compensation

4. Whether the taxpayers are liable for addi-
tions to tax (failure to file and failure to pay) 
for the excise tax on excess contributions

5. Whether the taxpayers are liable for enhanced 
accuracy-related penalties 

Analysis

I.R.C. § 408A(c)(2) limits the total annual contri-
bution a taxpayer may make to a Roth IRA and 
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Situation 1
A company sponsors an I.R.C. § 401(a) profit-
sharing plan with a qualified cash or deferred 
arrangement. The investment options available 
under the plan include a deferred annuity con-
tract issued by an insurance company. 

Amounts that a participant chooses to invest 
in a deferred annuity contract are applied at the 
time of investment to purchase a contract that pro-
vides for payments commencing by the first day 
of the first month that generally begins after the 
later of the date the participant retires or attains 
age 65. The amount payable is fixed on the annu-
ity starting date. The amount payable depends on 
the amount accumulated under the contract on 
that date and on actuarial assumptions, includ-
ing interest rate and mortality assumptions, that 
are used to determine the annuity purchase rate 
on that date, subject to a minimum purchase 
rate guarantee stated in the contract. Amounts 
invested in the deferred annuity contract can 
be transferred to other investments at any time 
before the annuity starting date. 

Generally, the plan’s deferred annuity con-
tracts pay benefits in one of various life annuity 
forms that can be elected during the 180-day 
period ending on the annuity starting date, but 
the participant can instead elect at any time before 
the annuity starting date to have a single-sum pay-
ment. If no other form is elected, the payment is 
a straight life annuity for a participant who is not 
married on the annuity starting date. If the partic-
ipant is married on the annuity starting date, the 
payment is a 50% joint and survivor annuity (with 
the surviving spouse as the joint annuitant) that is 
actuarially equivalent to the straight life annuity. 
The notarized consent of the spouse is required if 
the participant is married on the annuity starting 
date and elects a life annuity that is not a joint and 
survivor annuity in which the survivor annuity is 
at least 50% but not more than 100% of the joint 
annuity amount.

If a participant dies prior to the annuity start-
ing date, the participant’s surviving spouse (or 
designated beneficiary if there is no spouse) will 
receive a death benefit equal to the nonforfeit-
able accrued benefit under the contract as of the 
date of death. For a married participant, the death 
benefit is paid to the surviving spouse in the form 
of a life annuity unless the surviving spouse elects 
a single-sum payment. 

The Tax Court distinguished its holding in 
Hellweg, concluding that the IRS’s income tax 
adjustments in this case were consistent with the 
I.R.C. § 4973 excise tax adjustments. Even though 
the IRS made no I.R.C. § 482 reallocation, it dis-
allowed all of the business expense deductions 
the S corporation claimed for its payments to the 
C corporations. The court also agreed with the 
IRS that the employment relationship between 
the wife and her C corporation was a sham. 

The court concluded that the excess contribu-
tions to the Roth IRAs should be calculated using 
the values of the Roth IRAs at the end of each tax 
year.

Holdings

1. The taxpayers made excess contributions to 
their Roth IRAs and were liable for excise 
taxes under I.R.C. § 4973.

2. The corporations could not deduct the pay-
ments made to each other or the medical 
expense reimbursements.

3. The IRS properly characterized certain pay-
ments from the S corporation to the husband 
as compensation for 2004 and 2005 but not 
for 2006.

4. The taxpayers failed to establish reasonable 
cause and were liable for failure to file and 
failure to pay penalties related to Form 5329, 
Additional Taxes on Qualified Plans (Includ-
ing IRAs) and Other Tax-Favored Accounts.

5. The taxpayers were liable for the I.R.C. 
§ 6662A enhanced (30%) accuracy-related 
penalties for listed transactions.

[Repetto v. Commissioner, T.C. Memo. 2012-168]

Rev. Rul. 2012-3
I.R.C. § 401

■☞ Qualified joint and survivor annuity and 
qualified preretirement survivor rules may 
apply when a profit-sharing plan purchases 
a deferred annuity contract.

This revenue ruling sets out three fact patterns 
and explains the application of the rules in each 
situation.
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participant’s surviving spouse (or designated 
beneficiary if there is no surviving spouse).

2. The participant does not elect a payment of 
benefits in the form of a life annuity.

3. With respect to the participant, the plan is not 
a direct or indirect transferee after 1984 of a 
plan that was subject to the QJSA and QPSA.

Holdings

Situation 1
The plan is neither a defined benefit plan nor a 
defined contribution plan that is subject to the 
I.R.C. § 412 funding standards, and it satisfies 
the conditions for the exception to the QJSA and 
QPSA requirements. 

Situation 2
The plan is generally subject to the QJSA and 
QPSA requirements. It does not qualify for the 
exception because, at the time the participant 
invests amounts in the contract, he has elected a 
life annuity. 

Situation 3
The plan is generally subject to the QJSA and 
QPSA requirements. Because the plan permits 
a participant to waive the QPSA, the waiver 
must be accompanied by the spouse’s notarized 
consent. 

In all three situations, because the plan sepa-
rately accounts for the deferred annuity contract, 
the remainder of the plan is not subject to the 
QJSA and QPSA requirements.
[Rev. Rul. 2012-3, 2012-8 I.R.B. 383]

Rev. Rul. 2012-4
I.R.C. §§ 411 and 415

■☞ A defined benefit plan that accepts direct 
rollovers from a defined contribution plan 
maintained by the same employer does not 
violate the accrued benefit rules if the roll-
over is converted into an actuarially equiva-
lent immediate annuity using the applicable 
interest rate and mortality table.

An employer sponsors two retirement plans.

1. Plan A is an I.R.C. § 401(a) profit-sharing 
plan that is exempt from the qualified joint 

Situation 2
The facts are the same as in Situation 1, except 
that a participant who invests amounts in a fixed 
deferred annuity contract may not subsequently 
transfer those amounts out of the contract and 
may not elect to take those amounts in the form of 
a single-sum payment. Thus, amounts invested in 
the deferred annuity contract will be paid in the 
form of a life annuity, without an option for the 
participant to accelerate payment of the amounts 
in the form of a single-sum payment. 

Situation 3
The facts are the same as in Situation 2, except 
a participant who invests amounts in a deferred 
annuity contract can make an election to have no 
benefits payable under the contract with respect 
to amounts invested in the contract that are attrib-
utable to matching contributions in the event 
of death before the annuity starting date. If the 
participant makes this election, the participant’s 
spouse, if any, must give notarized consent to the 
election.

Issue

How the qualified joint and survivor annuity (QJSA) 
and qualified preretirement survivor annuity (QPSA) 
rules apply when a deferred annuity contract is 
purchased under a profit-sharing plan 

Analysis

I.R.C. § 401(a)(11)(A)(i) requires the accrued 
benefit payable to a vested participant who does 
not die before his or her annuity starting date to 
be provided in the form of a QJSA. It requires a 
QPSA to be provided if a vested participant dies 
before his or her annuity starting date and has a 
surviving spouse.

The QJSA and QPSA requirements apply 
to any defined benefit plan and to any defined 
contribution plan that is subject to the fund-
ing standards of I.R.C. § 412. These standards 
do not apply to a profit-sharing or stock bonus 
plan, but I.R.C. § 401(a)(11)(B)(iii) provides that 
the QJSA and QPSA requirements also apply to 
a participant under other defined contribution 
plans (such as profit-sharing or stock bonus plans) 
unless three criteria are met: 

1. The plan provides that the participant’s non-
forfeitable accrued benefit is payable to the 
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rate and the applicable mortality table under 
I.R.C. § 417(e)

2. Whether the result varies if the plan applies 
different conversion factors for calculating 
the annuity 

Analysis

Treas. Reg. § 1.401(a)(31)-1, A-15, states that an 
amount directly rolled over from one plan to 
another is treated as if it were distributed to the 
participant from the first plan and then rolled 
over into the second plan. 

Accordingly, a direct rollover from Plan A to 
Plan B is treated as an amount contributed by the 
participant to Plan B. Because the contribution 
is necessary for the participant to receive addi-
tional benefits under Plan B, it is treated as attrib-
utable to employer contributions. For example, 
if the employee lives longer than the life expec-
tancy under the mortality table used to calculate 
the annuity and there are no offsetting actuarial 
gains, or the plan earns less than the interest 
rate used to calculate the annuity, the employer 
would be required to make contributions to pro-
vide the additional benefits. Thus, the amounts 
directly rolled over are treated as mandatory con-
tributions for purposes of I.R.C. § 411(c) and the 
accrued benefit derived from those amounts must 
be nonforfeitable.

If the benefit resulting from the direct roll-
over is determined as the actuarial equivalent 
of the amount rolled over from Plan A using the 
applicable interest rate and mortality table under 
I.R.C. § 417(e), Plan B satisfies the requirements 
of I.R.C. § 411(c)(2).

Plan B’s provisions relating to the benefit 
resulting from the amount directly rolled over 
satisfy the I.R.C. § 411(a)(1) requirement that the 
benefit derived from an employee’s own contri-
butions be nonforfeitable. In addition, the Plan B 
benefit resulting from the amount directly rolled 
over is excluded from the participant annual ben-
efit for purposes of I.R.C. § 415(b).

The election procedures described in the facts 
of the revenue ruling satisfy the requirements of 
I.R.C. §§ 401(a)(11), 411(a)(11), and 417.

The IRS noted that the analysis in this rev-
enue ruling would be the same if Plan B allowed 
the annuity resulting from the amount directly 
rolled over to have an annuity starting date that 

and survivor annuity (QJSA) and qualified 
preretirement survivor annuity (QPSA) rules. 
It does not provide for after-tax employee 
contributions.

2. Plan B is a qualified defined benefit plan that 
permits benefits to commence at any time 
after separation from service and offers vari-
ous optional forms of benefits. Plan B com-
plies with all otherwise applicable rules under 
I.R.C. § 401(a). 

Plan B accepts direct rollovers from Plan A for 
any employee or former employee of Employer 
X who separates from service after age 55 with at 
least 10 years of service, but only if the individual 
is electing or has elected to commence receiving 
benefits from Plan B. The election must specify 
a single annuity starting date for all of the ben-
efits under Plan B, including the additional ben-
efit resulting from the direct rollover. Plan B does 
not contain a qualified cost-of-living arrangement 
within the meaning of I.R.C. § 415(k)(2).

Plan B provides that if a participant elects a 
direct rollover from Plan A and elects to use the 
direct rollover amount to obtain an immediate 
straight life or other form of annuity from Plan 
B, the amount of that annuity is determined as 
the actuarial equivalent of the rollover amount. 
The rollover election forms provide for notarized 
spousal consent if a married participant elects a 
distribution from Plan B that is not a QJSA.

If a participant under Plan B dies before 
the annuity starting date, a benefit equal to any 
amount directly rolled over by the participant to 
Plan B from Plan A (plus interest) will be paid 
from Plan B to the participant’s beneficiary in 
addition to the death benefit payable under Plan 
B if no amount had been directly rolled over to 
Plan B. However, if the participant is married at 
the time of death and the participant did not waive 
(with notarized spousal consent) the QPSA, then 
the death benefit is instead a life annuity to the 
surviving spouse.

Issues

1. Whether a defined benefit pension plan that 
accepts a direct rollover of an eligible rollover 
distribution from a qualified defined contribu-
tion plan maintained by the same employer 
satisfies I.R.C. §§ 411 and 415 if the plan pro-
vides an annuity using the applicable interest 
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Trusts and Estates

Form 1041
I.R.C. § 6012

■☞ The instructions for the 2011 Form 1041 
include several clarifications.

The 2011 Instructions for Form 1041, U.S. Income 
Tax Return for Estates and Trusts, include sev-
eral clarifications. 

1. Taxpayers may check more than one box for 
type of entity, when appropriate.

2. The checkbox for “not a private foundation” 
is available only for charitable trusts described 
in I.R.C. § 4947(a)(1) and not to split-interest 
trusts described in I.R.C. § 4947(a)(2).

3. Beginning June 24, 2011, an individual filing 
a Chapter 7 or Chapter 11 bankruptcy estate 
return is eligible for an automatic 6-month 
extension of time to file, instead of a 5-month 
extension.

4. The special election allowing the use of the 
modified carryover basis rules of I.R.C. 
§ 1022 for property acquired from a decedent 
was repealed for decedents dying in 2011.

[2011 Instructions for Form 1041, U.S. Income 
Tax Return for Estates and Trusts]

differs from the annuity starting date for the 
remainder of the Plan B benefits.

Holdings

1. A qualified defined benefit plan that accepts 
a direct rollover of an employee’s or former 
employee’s benefit from a qualified defined 
contribution plan maintained by the same 
employer does not violate I.R.C. § 411 or 
I.R.C. § 415 if the defined benefit plan pro-
vides an annuity resulting from the direct 
rollover that is determined by converting the 
amount directly rolled over into an actuari-
ally equivalent immediate annuity using the 
applicable interest rate and applicable mor-
tality table under I.R.C. § 417(e).

2. If a defined benefit plan were to provide an 
annuity resulting from the rollover amount 
that is determined using a less favorable actu-
arial basis, the plan would not satisfy the 
requirements of I.R.C. § 411(a)(1). If a defined 
benefit plan were to provide an annuity result-
ing from the rollover amount that is deter-
mined using a more favorable actuarial basis, 
the portion of the benefit resulting from the 
amount directly rolled over that exceeds the 
benefit derived from that rolled-over amount 
would be subject to the nonforfeiture rules 
applicable to benefits derived from employer 
contributions and would be included in the 
annual benefit for purposes of the I.R.C. 
§ 415(b) limits.

[Rev. Rul. 2012-4, 2012-8 I.R.B. 386]
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2011 Tax Rate Schedules

Table 1—Section 1(a)—Married Individuals Filing Joint Returns and Surviving Spouses

If Taxable Income Is: The Tax Is:

Not over $17,000 10% of the taxable income

Over $17,000 but not over $69,000 $1,700 plus 15% of the excess over $17,000

Over $69,000 but not over $139,350 $9,500 plus 25% of the excess over $69,000

Over $139,350 but not over $212,300 $27,087.50 plus 28% of the excess over $139,350

Over $212,300 but not over $379,150 $47,513.50 plus 33% of the excess over $212,300

Over $379,150 $102,574 plus 35% of the excess over $379,150

Table 2—Section 1(b)—Heads of Households 

If Taxable Income Is: The Tax Is:

Not over $12,150 10% of the taxable income

Over $12,150 but not over $46,250 $1,215 plus 15% of the excess over $12,150

Over $46,250 but not over $119,400 $6,330 plus 25% of the excess over $46,250

Over $119,400 but not over $193,350 $24,617.50 plus 28% of the excess over $119,400

Over $193,350 but not over $379,150 $45,323.50 plus 33% of the excess over $193,350

Over $379,150 $106,637.50 plus 35% of the excess over $379,150 

Table 3—Section 1(c)—Single Individuals  
(Other Than Surviving Spouses and Heads of Households) 

If Taxable Income Is: The Tax Is:

Not over $8,500 10% of the taxable income

Over $8,500 but not over $34,500 $850 plus 15% of the excess over $8,500

Over $34,500 but not over $83,600 $4,750 plus 25% of the excess over $34,500

Over $83,600 but not over $174,400 $17,025 plus 28% of the excess over $83,600

Over $174,400 but not over $379,150 $42,449 plus 33% of the excess over $174,400

Over $379,150 $110,016.50 plus 35% of the excess over $379,150

Table 4—Section 1(d)—Married Individuals Filing Separate Returns 

If Taxable Income Is: The Tax Is:

Not over $8,500 10% of the taxable income

Over $8,500 but not over $34,500 $850 plus 15% of the excess over $8,500

Over $34,500 but not over $69,675 $4,750 plus 25% of the excess over $34,500

Over $69,675 but not over $106,150 $13,543.75 plus 28% of the excess over $69,675

Over $106,150 but not over $189,575 $23,756.75 plus 33% of the excess over $106,150

Over $189,575 $51,287 plus 35% of the excess over $189,575
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Table 5—Section 1(e)—Estates and Trusts 

If Taxable Income Is:  The Tax Is:

Not over $2,300 15% of the taxable income

Over $2,300 but not over $5,450 $345 plus 25% of the excess over $2,300

Over $5,450 but not over $8,300 $1,132.50 plus 28% of the excess over $5,450

Over $8,300 but not over $11,350 $1,930.50 plus 33% of the excess over $8,300

Over $11,350 $2,937 plus 35% of the excess over $11,350

Table 6—Section 1(h)—Capital Gains Rates (Noncorporate Taxpayers) 

Category of Gain Tax Rate

Gain on collectibles 28%

I.R.C. § 1202 gain 28%

Unrecaptured I.R.C. § 1250 gain 25%

Net long-term capital gain 15%

Reduced long-term capital gain rate if ordinary tax rate is 10% or 15%   0%

2012 Tax Rate Schedules

Table 7—Section 1(a)—Married Individuals Filing Joint Returns and Surviving Spouses

If Taxable Income Is: The Tax Is: 

Not over $17,400 10% of the taxable income

Over $17,400 but not over $70,700 $1,740 plus 15% of the excess over $17,400

Over $70,700 but not over $142,700 $9,735 plus 25% of the excess over $70,700

Over $142,700 but not over $217,450 $27,735 plus 28% of the excess over $142,700

Over $217,450 but not over $388,350 $48,665 plus 33% of the excess over $217,450

Over $388,350 $105,062 plus 35% of the excess over $388,350

Table 8—Section 1(b)—Heads of Households

If Taxable Income Is: The Tax Is: 

Not over $12,400 10% of the taxable income

Over $12,400 but not over $47,350 $1,240 plus 15% of the excess over $12,400

Over $47,350 but not over $122,300 $6,482.50 plus 25% of the excess over $47,350

Over $122,300 but not over $198,050 $25,220 plus 28% of the excess over $122,300

Over $198,050 but not over $388,350 $46,430 plus 33% of the excess over $198,050

Over $388,350 $109,229 plus 35% of the excess over $388,350
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Table 9—Section 1(c)—Single Individuals (Other Than Surviving Spouses and Heads  
of Households)

If Taxable Income Is: The Tax Is: 

Not over $8,700 10% of the taxable income

Over $8,700 but not over $35,350 $870 plus 15% of the excess over $8,700

Over $35,350 but not over $85,650 $4,867.50 plus 25% of the excess over $35,350

Over $85,650 but not over $178,650 $17,442.50 plus 28% of the excess over $85,650

Over $178,650 but not over $388,350 $43,482.50 plus 33% of the excess over $178,650

Over $388,350 $112,683.50 plus 35% of the excess over $388,350

Table 10—Section 1(d)—Married Individuals Filing Separate Returns

If Taxable Income Is: The Tax Is: 

Not over $8,700 10% of the taxable income

Over $8,700 but not over $35,350 $870 plus 15% of the excess over $8,700

Over $35,350 but not over $71,350 $4,867.50 plus 25% of the excess over $35,350

Over $71,350 but not over $108,725 $13,867.50 plus 28% of the excess over $71,350

Over $108,725 but not over $194,175 $24,332.50 plus 33% of the excess over $108,725

Over $194,175 $52,531 plus 35% of the excess over $194,175

Table 11—Section 1(e)—Estates and Trusts

If Taxable Income Is: The Tax Is: 

Not over $2,400 15% of the taxable income

Over $2,400 but not over $5,600 $360 plus 25% of the excess over $2,400

Over $5,600 but not over $8,500 $1,160 plus 28% of the excess over $5,600

Over $8,500 but not over $11,650 $1,972 plus 33% of the excess over $8,500

Over $11,650 $3,011.50 plus 35% of the excess over $11,650

Table 12—Section 1(h)—Capital Gains Rates (Noncorporate Taxpayers)

Category of Gain Tax Rate

Gain on collectibles 28%

I.R.C. § 1202 gain 28%

Unrecaptured I.R.C. § 1250 gain 25%

Net long-term capital gain  15%

Reduced long-term capital gain rate if ordinary tax rate is 10% or 15%    0%
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2013 Tax Rate Schedules‡

The rates reported in Tables 13—18 reflect the sunset provisions of the EGTRRA of 2001 [Pub. L. No. 107-358].

Table 13—Section 1(a)—Married Individuals Filing Joint Returns and Surviving Spouses 

If Taxable Income Is: The Tax Is: 

Not over $60,500 15% of the taxable income

Over $60,500 but not over $146,400 $9,075 plus 28% of the excess over $60,500

Over $146,400 but not over $223,050 $33,127 plus 31% of the excess over $146,400

Over $223,050 but not over $398,350 $56,888.50 plus 36% of the excess over $223,050

Over $398,350 $119,996.50 plus 39.6% of the excess over $398,350

Table 14—Section 1(b)—Heads of Households  

If Taxable Income Is: The Tax Is: 

Not over $48,600 15% of the taxable income

Over $48,600 but not over $125,450 $7,290 plus 28% of the excess over $48,600

Over $125,450 but not over $203,150 $28,808  plus 31% of the excess over $125,450

Over $203,150 but not over $398,350 $52,895 plus 36% of the excess over $203,150

Over $398,350 $123,167 plus 39.6% of the excess over $398,350

Table 15—Section 1(c)—Single Individuals (other than Surviving Spouses and Heads  
of Households)

If Taxable Income Is: The Tax Is: 

Not over $36,250 15% of the taxable income

Over $36,250 but not over $87,850 $5,437.50 plus 28% of the excess over $36,250

Over $87,850 but not over $183,250 $19,885.50 plus 31% of the excess over $87,850

Over $183,250 but not over $398,350 $49,459.50 plus 36% of the excess over $183,250

Over $398,350 $126,895.50 plus 39.6% of the excess over $398,350

Table 16—Section 1(d)—Married Individuals Filing Separate Returns

If Taxable Income Is: The Tax Is: 

Not over $30,250 15% of the taxable income

Over $30,250 but not over $73,200 $4,537.50 plus 28% of the excess over $30,250

Over $73,200 but not over $111,525 $16,563.50 plus 31% of the excess over $73,200

Over $111,525 but not over $199,175 $28,444.25 plus 36% of the excess over $111,525

Over $199,175 $59,998.25 plus 39.6% of the excess over $199,175
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Table 17—Section 1(e)—Estates and Trusts

If Taxable Income Is: The Tax Is: 

Not over $2,450 15% of the taxable income

Over $2,450 but not over $5,700 $367.50 plus 28% of the excess over $2,450

Over $5,700 but not over $8,750 $1,227.50 plus 31% of the excess over $5,700

Over $8,750 but not over $11,950 $2,223 plus 36% of the excess over $8,750

Over $11,950 $3,375 plus 39.6% of the excess over $11,950

Table 18—Section 1(h)—Capital Gains Rates (Noncorporate Taxpayers)

Category of Gain Tax Rate

Gain on collectibles 28%

I.R.C. § 1202 gain 28%

Unrecaptured I.R.C. § 1250 gain 25%

Net long-term capital gain  20%1

Reduced long-term capital gain rate if ordinary tax rate is 15%  10%2

1The 20% rate is reduced to 18% for assets held more than 5 years.
2The 10% rate is reduced to 8% for assets held more than 5 years.

AUTOMOBILES, TRUCKS, AND VANS This section includes standard 
mileage rates, the I.R.C. § 280 passenger automobile depreciation limits, the 
depreciation amount included in the business standard mileage rate, and the 
inclusion amounts for leased vehicles.

Standard Mileage Rates

Allowance per Mile  

2011  
Prior to 
July 1

2011  
After  

June 30 2012 2013

Business  51.0¢ 55.5¢ 55.5¢ ________

Charity work 14.0¢ 14.0¢ 14.0¢ 14.0¢

Medical/moving 19.0¢ 23.5¢ 23.0¢ ________
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Depreciation Limits Under I.R.C. § 280F

Year Placed in Service
First 
Year

Second 
Year

Third 
Year

Later 
Year

2000 $3,060 $4,900 $2,950 $1,775

2001–2002 (basic) 3,060 4,900 2,950 1,775

2001–2002 (with 30% bonus beginning 9/11/2001) 7,660 4,900 2,950 1,775

2003 basic for cars 3,060 4,900 2,950 1,775

2003 basic for pickups and vans 3,360 5,400 3,250 1,975

2003 additional for 30% bonus 4,600 – –  –

2003 additional for 50% bonus, beginning 5/6/2003 7,650 – – –

2004 basic for cars 2,960 4,800 2,850 1,675

2004 basic for pickups and vans 3,260 5,300 3,150 1,875

2004 additional for 50% bonus 7,650 – – –

2005 basic for cars 2,960 4,700 2,850 1,675

2005 basic for pickups and vans 3,260 5,200 3,150 1,875

2006 basic for cars 2,960 4,800 2,850 1,775

2006 basic for pickups and vans 3,260 5,200 3,150 1,875

2007 basic for cars 3,060 4,900 2,850 1,775

2007 basic for pickups and vans 3,260 5,200 3,050 1,875

2008 basic for cars 2,960 4,800 2,850 1,775

2008 basic for pickups and vans 3,160 5,100 3,050 1,875

2008 50% additional first year 8,000 – – –

2009 basic for cars 2,960 4,800 2,850 1,775

2009 basic for pickups and vans 3,060 4,900 2,950 1,775

2009 50% additional first year 8,000

2010 basic for cars 3,060 4,900 2,950 1,775

2010 basic for pickups and vans 3,160 5,100 3,050 1,875

2010 50% additional first year 8,000

2011 basic for cars 3,060 4,900 2,950 1,775

2011 basic for pickups and vans 3,260 5,200 3,150 1,875

2011 additional first year 8,000

2012 basic for cars 3,160 5,100 3,050 1,875

2012 basic for pickups and vans 3,360 5,300 3,150 1,875

2012 additional first year 8,000

[Rev. Proc. 2012-23, 2012-14 I.R.B. 712]

Depreciation Included in Standard Mileage Rate

Years Rate per Mile Years Rate per Mile

1983–1985   8.0¢ 2003–2004 16.0¢

1986   9.0¢ 2005–2006 17.0¢

1987 10.0¢ 2007 19.0¢

1988 10.5¢ 2008–2009 21.0¢

1989–1991 11.0¢ 2010 23.0¢

1992–1993 11.5¢ 2011 22.0¢

1994–1999 12.0¢ 2012 23.0¢

2000 14.0¢ 2013 ____¢

2001–2002 15.0¢
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Lease Inclusion Amounts for Passenger Automobiles (That Are Not Trucks or Vans) 
With a Lease Term Beginning in Calendar Year 2012

Fair Market Value of Passenger Automobile 
(That Are Not Trucks or Vans) Tax Year During Lease

Over Not Over 1st 2nd 3rd 4th 5th & Later

$18,500 $19,000 $2 $4 $5 $6 $8

19,000 19,500 2 4 7 7 9

19,500 20,000 2 5 8 8 10

20,000 20,500 3 5 9 10 11

20,500 21,000 3 6 9 12 12

21,000 21,500 3 7 10 12 14

21,500 22,000 3 8 11 13 16

22,000 23,000 4 8 13 15 17

23,000 24,000 4 10 15 17 20

24,000 25,000 5 11 17 19 23

25,000 26,000 6 12 19 21 26

26,000 27,000 6 14 20 24 28

27,000 28,000 7 15 22 26 31

28,000 29,000 7 16 25 28 33

29,000 30,000 8 18 25 32 35

30,000 31,000 9 19 27 34 38

31,000 32,000 9 20 30 36 41

32,000 33,000 10 21 32 38 43

33,000 34,000 10 23 33 41 46

34,000 35,000 11 24 35 43 49

35,000 36,000 12 25 37 45 52

36,000 37,000 12 27 39 47 54

37,000 38,000 13 28 41 49 57

38,000 39,000 13 29 43 52 59

39,000 40,000 14 30 45 54 62

40,000 41,000 14 32 47 56 65

41,000 42,000 15 33 49 58 68

42,000 43,000 16 34 51 61 70

43,000 44,000 16 36 52 63 73

44,000 45,000 17 37 54 66 75

45,000 46,000 17 38 57 67 78

46,000 47,000 18 39 59 70 80

47,000 48,000 19 40 61 72 83

48,000 49,000 19 42 62 75 86

49,000 50,000 20 43 64 77 89

50,000 (see Rev. Proc 2012-23, 2012-14 I.R.B. 712, Table 5 for FMV in excess of $50,000)

[Rev. Proc. 2012-23, 2012-14 I.R.B. 712, Table 5]
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Lease Inclusion Amounts for Trucks and Vans With a Lease Term Beginning in Calendar Year 2012

Fair Market Value of Truck or Van Tax Year During Lease

Over Not Over 1st 2nd 3rd 4th 5th & Later

$19,000 $19,500 $1 $4  $5 $6 $7

19,500 20,000 2 4 6 7 9

20,000 20,500 2 5 7 8 10

20,500 21,000 2 5 8 10 11

21,000 21,500 3 6 9 10 13

21,500 22,000 3 6 10 12 14

22,000 23,000 3 8 11 14 15

23,000 24,000 4 9 13 16 18

24,000 25,000 4 10 15 19 21

25,000 26,000 5 11 17 21 24

26,000 27,000 6 12 19 23 26

27,000 28,000 6 14 21 25 29

28,000 29,000 7 15 23 27 32

29,000 30,000 7 17 24 30 34

30,000 31,000 8 18 26 32 37

31,000 32,000 9 19 28 34 40

32,000 33,000 9 20 31 36 42

33,000 34,000 10 21 33 39 44

34,000 35,000 10 23 34 41 48

35,000 36,000 11 24 36 44 50

36,000 37,000 12 25 38 46 53

37,000 38,000 12 27 40 48 55

38,000 39,000 13 28 42 50 58

39,000 40,000 13 29 44 53 60

40,000 41,000 14 31 45 55 63

41,000 42,000 14 32 48 57 66

42,000 43,000 15 33 50 59 69

43,000 44,000 16 34 52 61 72

44,000 45,000 16 36 53 64 74

45,000 46,000 17 37 55 66 77

46,000 47,000 17 38 58 68 79

47,000 48,000 18 40 59 70 82

48,000 49,000 19 41 61 73 84

49,000 50,000 19 42 63 75 87

50,000 (see Rev. Proc 2012-23, 2012-14 I.R.B. 712, Table 6 for FMV in excess of $50,000)

[Rev. Proc. 2012-23, 2012-14 I.R.B. 712, Table 6]



690   BUSINESS EXPENSE LIMITS

BUSINESS EXPENSE LIMITS This section includes limits on business expense 
deductions, including the I.R.C. § 179 deduction, the I.R.C. § 274 percentage limits 
for meal and entertainment expenses, and the I.R.C. § 469 MAGI phaseout range 
for the special allowance for rental real estate losses.

I.R.C. § 179 Election to Expense Depreciable Assets 

 2011 2012 2013

Maximum Deduction*   $500,000 $139,000   $25,000

Phaseout begins at new investment of* $2,000,000 $560,000 $200,000

*Does not include additional amounts for disaster areas or empowerment zones

I.R.C. § 274 Meal and Entertainment Expense Deduction 

2011 2012 2013

Limit for most workers 50% 50% 50%

Limit for transportation workers 80% 80% 80%

I.R.C. § 469 Rental Real Estate Special Allowance Limits 

Years 2011 to 2013 Maximum MAGI

MFJ $25,000 $100,000–$150,000

S or HoH $25,000 $100,000–$150,000

MFS (living apart) $12,500 $50,000–$75,000

MFS (living together) 0 N/A

CHILD AND DEPENDENT CREDITS This section includes dollar ceilings and AGI 
phaseouts for individual income tax credits available to qualifying families. 

Adoption Credit 

Any Filing Status 2011 2012 2013

Maximum Credit up to $13,360 $12,650 $6,000*

AGI or MAGI Phaseout $185,210–$225,210 $189,710 to $229,710 $75,000 to $115,000

* Beginning in 2013 the credit will apply only to adoptions of special needs children.

Child Tax Credit 

Filing Status  2011 2012 2013

MFJ Credit up to $1,000 up to $1,000 up to $500

AGI or MAGI Phaseout $110,000–$129,001 $110,000–$129,001 $110,000–$129,001

S, HoH, or QW Credit up to $1,000 up to $1,000 up to $500

AGI or MAGI Phaseout $75,000–$94,001 $75,000–$94,001 $75,000–$94,001

MFS Credit up to $1,000 up to $1,000  up to $500

AGI or MAGI Phaseout $55,000–$74,001 $55,000–$74,001 $55,000–$74,001
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 Additional Child Tax Credit

Any Filing Status 2011 2012 2013

Amount earned income must exceed to claim $3,000 $3,000 N/A

Child and Dependent Care Credit 

2011 and 20121 AGI up to $15,000 AGI $15,001 to $43,000 AGI over $43,000

35% credit 34% to 21% credit 20% credit

20132 AGI up to $10,000 AGI $10,001 to $28,000 AGI over $28,000

30% credit 29% to 21% credit 20% credit

1 For 2011 and 2012, credit is based on up to $3,000 of qualifying expenses for one dependent and $6,000 for two or more dependents.
2 For 2013, credit is based on up to $2,400 of qualifying expenses for one dependent and $4,800 for two or more dependents.

2011 Earned Income Credit Rate and Earned Income or AGI Range 

Taxpayers Not Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65 $ 6,070–$7,590 $7,590–$13,660   7.65    $464

One 34.00 $9,100–$16,690 $16,690–$36,052 15.98 $3,094

Two 40.00 $12,780–$16,690 $16,690–$40,964 21.06 $5,112

Three or more 45.00 $12,780–$16,690 $16,690–$43,998 21.06 $5,751

Taxpayers Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65 $ 6,070–12,670 $12,670–$18,740   7.65    $464

One 34.00 $9,100–$21,770 $21,770–$41,132 15.98 $3,094

Two 40.00 $12,780–$21,770 $21,770–$46,044 21.06 $5,112

Three or more 45.00 $12,780–$21,770 $21,770–$49,078 21.06 $5,751

Excessive investment income for 2011: $3,150

[Rev. Proc. 2011-12, 2011-21 I.R.B. 297]
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2012 Earned Income Credit Rate and Earned Income or AGI Range 

Taxpayers Not Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65 $ 6,210–$7,770 $7,770–$13,980   7.65    $475

One 34.00 $9,320–$17,090 $17,090–$36,929 15.98 $3,169

Two or more 40.00 $13,090–$17,090 $17,090–$41,952 21.06 $5,236

Three or more 45.00 $13,090–$17,090 $17,090–$45,060 21.06 $5,891

Taxpayers Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65  $6,210– $12,980 $12,980–$19,190   7.65   $475

One 34.00   $9,320–$22,300 $22,300–$42,130 15.98 $3,169

Two 40.00 $13,090–$22,300 $22,300–$47,162 21.06 $5,236

Three or more 45.00 $13,090–$22,300 $22,300–$50,270 21.06 $5,891

Excessive investment income for 2012: $3,200
[Rev. Proc. 2011-52, 2011-45 I.R.B. 701]

2013 Earned Income Credit Rate and Earned Income or AGI Range 

Taxpayers Not Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65 ____________ _______   7.65 _______

One 34.00 ____________ _______ 15.98 _______

Two or more 40.00 ____________ _______ 21.06 _______

Taxpayers Filing as Married Filing Jointly

Qualifying Children
Credit 

Rate (%)
Income for Maximum 

Credit Phaseout
Phaseout 
Rate (%)

Maximum 
Credit

None   7.65 _____________ _______   7.65 _______

One 34.00 _____________ _______ 15.98 _______

Two or more 40.00 _____________ _______ 21.06 _______

Excessive investment income for 2013: $ _____________

EDUCATION-RELATED TAX BENEFITS This section includes dollar ceilings and AGI 
phaseout ranges for education tax benefits.

Coverdell Education Savings Accounts 

Filing Status  2011 2012 2013

MFJ Maximum Credit $2,000 $2,000 $500

MAGI Phaseout $190,000–$220,000 $190,000–$220,000 $150,000–$160,000

S, HoH, or QW or MFJ Maximum Credit $2,000 $2,000 $500

MAGI Phaseout $95,000–$110,000 $95,000–$110,000 $95,000–$110,000
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Hope Credit (Called American Opportunity Credit in 2011 and 2012) 

Filing Status  2011 2012 2013

MFJ Maximum Credit $2,500 $2,500 $1,950‡

MAGI Phaseout $160,000–$180,000 $160,000–$180,000 $107,000–$127,000‡

S, HoH, or QW Maximum Credit $2,500 $2,500 $1,950‡

MAGI Phaseout $80,000–$90,000 $80,000–$90,000 $53,000–$63,000‡

MFS Maximum Credit $0 $0 $0

MAGI Phaseout N/A N/A N/A 

Lifetime Learning Credit 

Filing Status  2011 2012 2013

MFJ Maximum Credit $2,000 $2,000 $2,000

MAGI Phaseout $102,000–$122,000 $104,000–$124,000 $107,000–$127,000‡

S, HoH, or QW Maximum Credit $2,000 $2,000 $2,000

MAGI Phaseout $51,000–$61,000 $52,000–$62,000 $53,000–$63,000‡ 

MFS Maximum Credit $0 $0 $0

MAGI Phaseout N/A N/A N/A 

Student Loan Interest Deduction

Filing Status  2011 2012 2013

MFJ Maximum Deduction $2,500 $2,500 $2,500 

MAGI Phaseout $120,000–$150,000 $125,000–$155,000 $75,000–$90,000‡

S, HoH, or QW Maximum Deduction $2,500 $2,500 $2,500

MAGI Phaseout $60,000–$75,000 $60,000–$75,000 $50,000–$65,000‡ 

MFS Maximum Deduction $0 $0 $0

MAGI Phaseout N/A N/A N/A 

U.S. Savings Bond Interest Exclusion 

Filing Status  2011 2012 2013

MFJ or QW Maximum Exclusion qualifying expenses qualifying expenses qualifying expenses

MAGI Phaseout $106,650–$136,650 $109,000–$139,000 $112,050–$142,050‡

S or HoH Maximum Exclusion qualifying expenses qualifying expenses qualifying expenses

MAGI Phaseout $71,100–$86,100 $72,850–$87,850 $74,700–$89,700‡

MFS Maximum Exclusion $0 $0 $0

MAGI Phaseout N/A N/A N/A
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ESTATE, GIFT, AND TRUST This section includes amounts and limitations related to 
Forms 706, 709, and 1041.

Form 706—U.S. Estate (and Generation-Skipping Transfer) Tax Return 

 2011 2012 2013

Estate tax applicable exclusion amount  $5,000,000*  $5,120,000* $1,000,000

Estate tax applicable credit amount $1,730,800 $1,772,800     $345,000

Special-use valuation reduction limit $1,020,000 $1,040,000   $1,070,000‡

Generation-skipping transfer exemption (GST) $5,000,000 $5,120,000   $1,430,000‡

Estate value qualifying for 2% interest for installment payments $1,360,000 $1,390,000   $1,430,000‡

* If the estate elects, the amount of the exclusion that is unused by the estate of the first spouse to die can be used by the estate of the second spouse to die.

Form 709—U.S. Gift (and Generation-Skipping Transfer) Tax Return 

 2011 2012 2013

Gift tax applicable exclusion amount   $5,000,000*   $5,120,000* $1,000,000

Gift tax applicable credit amount $1,730,800 $1,772,800    $345,800

Annual exclusion for gifts       $13,000       $13,000        $14,000‡

* If the estate elects, the amount of the exclusion that is unused by the estate of the first spouse to die can be used by the surviving spouse.

Estate and Gift Tax Unified Tax Rates

The following tax rates apply to the taxable estate or taxable gift without reduction for the applicable 
exclusion amount. The resulting tax is reduced by the applicable credit amount.

Rates for 2011-2012*

Column A
Taxable Amount Over

Column B
Taxable Amount

Not Over

Column C
Tax on Amount in  

Column A

Column D
Tax Rate on Excess Over 

Amount in Column A

$            0 $   10,000 $            0 18%

10,000 20,000 1,800 20%

20,000 40,000 3,800 22%

40,000 60,000 8,200 24%

60,000 80,000 13,000 26%

80,000 100,000 18,200 28%

100,000 150,000 23,800 30%

150,000 250,000 38,800 32%

250,000 500,000 70,800 34%

500,000 --------- 155,800 35%
* The tax that results from applying this table is reduced by the estate and gift tax applicable credits for 2011–2012 that are reported in the Form 

709 and Form 706 sections that immediately precede this section
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Rates after 2012* (if Congress does not change the rates)

Column A
Taxable Amount Over

Column B
Taxable Amount

Not Over

Column C
Tax on Amount in  

Column A

Column D
Tax Rate on Excess Over 

Amount in Column A

$            0 $   10,000 $            0 18%

10,000 20,000 1,800 20%

20,000 40,000 3,800 22%

40,000 60,000 8,200 24%

60,000 80,000 13,000 26%

80,000 100,000 18,200 28%

100,000 150,000 23,800 30%

150,000 250,000 38,800 32%

250,000 500,000 70,800 34%

500,000 750,000 155,800 37%

750,000 1,000,000 248,300 39%

1,000,000 1,250,000 345,800 41%

1,250,000 1,500,000 448,300 43%

1,500,000 2,000,000 555,800 45%

2,000,000 2,500,000 780,800 49%

2,500,000 3,000,000 1,290,800 55%
* A 5% surtax applies to amounts over $10,000,000 until average tax is 55%.

Form 1041—U.S. Income Tax Return for Estate and Trusts Exemption Deductions

Estate Simple Trust Complex Trust
Alternative Minimum 

Tax
AMT Exemption Deduction  

Phase-out

$600 $300 $100 $22,500 $75,000-$165,000

Estimated Income Tax Requirement for Estates and Trusts

Tax payments must equal or exceed lesser of 2011 2012 2013

% of current year tax liability or    90%    90%    90%

% of prior year liability

  if AGI # $150,000 100% 100% 100%

  if AGI . $150,000 110% 110% 110%
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FRINGE BENEFITS This section includes annual limitations on the tax-free amount 
of fringe benefits that are adjusted based on the consumer price index.

Adoption Assistance

 2011 2012 2013

Maximum exclusion per child $13,360 $12,650 $6,000*

*Beginning in 2013 the exclusion will apply only to adoptions of special needs children.

Transportation Assistance

 2011 2012 2013

Employer-Provided Fringe Benefits 
(maximum exclusion per month)

Qualified parking expenses $230 $240  $245‡

Transit pass or transportation in commuter  
 highway vehicle $230 $125  $125‡

Bicycle Commuting  $20  $20  $20
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HEALTH CARE This section includes information related to Archer Medical Savings 
Accounts, Health Savings Accounts, long-term care insurance, Medicare premiums, 
and the self-employed health insurance deduction.

Archer Medical Savings Accounts (MSAs)*

 2011 2012 2013

Self-Only Coverage

Minimum annual deductible $2,050 $2,100 $2,150‡

Maximum annual deductible $3,050 $3,150 $3,200‡

Maximum annual out-of-pocket expenses (other than premiums) $4,100 $4,200 $4,300‡

Family Coverage

Minimum annual deductible $4,100 $4,200 $4,300‡

Maximum annual deductible $6,150 $6,300 $6,450‡

Maximum annual out-of-pocket expenses (other than premiums) $7,500 $7,650 $7,850‡ 

*Individuals with existing Archer MSAs may continue to fund them if they remain eligible

Health Savings Accounts (HSAs) 

 2011 2012 2013

Increase in annual contribution limitation for age 55 or older   $ 1,000   $ 1,000   $ 1,000

Self-Only Coverage

Minimum annual deductible    1,200  1,200   1,250

Maximum annual out-of-pocket expenses    5,950  6,050   6,250

Maximum monthly contributions is 1/12 of annual deductible    3,050  3,100   3,250

Family Coverage

Minimum annual deductible    2,400   2,400   2,500

Maximum annual out-of-pocket expenses  11,900 12,100 12,500

Maximum monthly contributions is 1/12 lesser of annual deductible    6,150   6,250   6,450

Maximum Deductible Long-Term Care Premiums (Age at Close of Year) 

 2011 2012 2013

40 or less $   340 $   350 $   360‡

More than 40, less than 51     640     660        680‡

More than 50, less than 61   1,270   1,310     1,360‡

More than 60, less than 71   3,390   3,500     3,640‡

More than 70   4,240   4,370    4,550‡

Maximum excludable long-term care per diem     300     310     320‡
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Medicare

Medicare Deductibles 

 2011 2012 2013

Part A Deductible $1,132 $1,156 $________

Part B Deductible    162    140 $________

Medicare Premiums and Deductibles
MAGI is adjusted gross income plus tax-exempt interest. 
The Social Security Administration (SSA) generally used 
information from 2010 income tax returns to establish pre-
miums for 2012, but 2009 returns were used if the 2010 
return information was not available. A beneficiary who 
has a life-changing event that substantially reduces his or 

her income may appeal the higher premium by submitting 
Form SSA-44 to the SSA. The form is accessible online at 
www.ssa.gov/online/ssa-44.pdf.
The following tables report the 2011-2012 premium 
amounts. 

2011 Medicare Part B Premiums 

Modified Adjusted Gross Income

 
Single

Married 
Filing Jointly

Married 
Filing Separately

Beneficiary’s %  
of Cost

Beneficiary’s  
Premium 

$85,000 or less $170,000 or less $85,000 or less 25.00%      $96.40*

$85,001–$107,000 $170,001–$214,000 N/A 35.00% $161.50

$107,001–$160,000 $214,001–$320,000 N/A 50.00% $230.70

$160,001–$214,000 $320,001–$428,000 $85,001–$129,000 65.00% $299.90

Above $214,000 Above $428,000 Above $129,000 80.00% $369.10

* $110.50 if beneficiary did not have premium withheld in 2010.

2012 Medicare Part B Premiums 

Modified Adjusted Gross Income

 
Single

Married 
Filing Jointly

Married 
Filing Separately

Beneficiary’s %  
of Cost

Beneficiary’s  
Premium 

$85,000 or less $170,000 or less $85,000 or less 25.00%   $99.90

$85,001–$107,000 $170,001–$214,000 N/A 35.00% $139.90

$107,001–$160,000 $214,001–$320,000 N/A 50.00% $199.80

$160,001–$214,000 $320,001–$428,000 $85,001–$129,000 65.00% $259.70

Above $214,000 Above $428,000 Above $129,000 80.00% $319.70

Part A Premium
About 99% of Medicare beneficiaries do not pay a monthly premium for Part A coverage because they have at least 40 quar-
ters of Medicare-covered employment. However, seniors and certain people under age 65 with disabilities who have fewer 
than 40 quarters of coverage can obtain Part A coverage by paying a monthly premium.

Medicare Part A Premium If Not Fully Insured

Monthly Premium Part A Coverage 2011 2012 2013

Less than 30 quarters of coverage $450 $451 $________

30 to 39 quarters of coverage   245   248 $________
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2013 Medicare Part B Premiums 

Modified Adjusted Gross Income

 
Single

Married 
Filing Jointly

Married 
Filing Separately

Beneficiary’s %  
of Cost

Beneficiary’s  
Premium 

$________ or less $________ or less $________ or less ______% $___________

$______________ $______________ N/A ______% $___________

$______________ $______________ N/A ______% $___________

$______________ $______________ $______________ ______% $___________

Above $________ Above $________ Above $________ ______% $___________

Self-employed Health Insurance Deduction

 2011 2012 2013

Percentage of premium deductible 100% 100% 100%

INDIVIDUALS This section lists the 2011, 2012, and estimated 2013 amounts for 
selected items that are adjusted annually.  

AMT Exemption Amount

 2011 2012 2013

Married filing joint return or qualifying widow(er) $74,450 $45,000 $45,000

Single or head of household $48,450 $33,750 $33,750

Married, filing separately $37,225 $22,500 $22,500

Kiddie tax  $6,800    $6,950     $7,150‡

Itemized Deductions: Beginning of AGI Phaseout

2011 2012 2013

Joint, single, head of household N/A N/A $178,150‡

Married, filing separately N/A N/A   $89,075‡

Personal and Dependent Exemption Deduction 

 2011 2012 2013

Deduction for each personal and dependent exemption $3,700 $3,800 $3,900‡
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Personal and Dependent Exemption Deduction: Beginning of  Phaseout

 2011 2012 2013

Joint or qualifying widow(er) N/A N/A $267,200‡

Single N/A N/A $178,150‡

Head of household N/A N/A $222,700‡

Married filing separately N/A N/A $133,600‡

Standard Deduction

 2011 2012 2013

Joint or qualifying widow(er) $11,600 $11,900 $10,150‡

Single    $5,800    $5,950   $6,100‡

Head of household    $8,500    $8,700   $8,950‡

Married filing separately    $5,800    $5,950   $5,075‡

Additional for elderly/blind—married    $1,150    $1,150   $1,200‡

Additional for elderly/blind—unmarried or head of household    $1,450    $1,450   $1,500‡

Taxpayer claimed as dependent 
(greater of table amount or earned income plus $300 ($350‡ for 

2013), but not exceeding nondependent standard deduction)   $950      $950   $1,000‡

Estimated Tax Requirements for Individuals

Tax payments must equal or exceed lesser of 2011 2012 2013

% of current year tax liability    90%    90%    90%

% of prior year liability

 If AGI = or less than $150,000 100% 100% 100%

 If AGI greater than $150,000 110% 110% 110%
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INTEREST RATES This section includes applicable federal rates for October 2011 through 
September 2012, including AFRs for the present value of an annuity, the Farm Credit 
System Bank rates, and the IRS interest rates for tax overpayments and underpayments.

Applicable Federal Rates

A short-term loan or installment sale is 3 years or less. A 
mid-term loan or installment sale is more than 3 years but 
not more than 9 years. A long-term loan or installment sale 

is more than 9 years. Future monthly applicable federal 
rates (AFR) can be found at
www.irs.gov/taxpros/lists/0,,id=98042,00.html.

October 2011 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.16% 0.16% 0.16% 0.16%

Mid-term AFR 1.19% 1.19% 1.19% 1.19%

Long-term AFR 2.95% 2.93% 2.92% 2.91%

[Rev. Rul. 2011-22, 2011-41 I.R.B. 489, Table 1]

November 2011 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.19% 0.19% 0.19% 0.19%

Mid-term AFR 1.20% 1.20% 1.20% 1.20%

Long-term AFR 2.67% 2.65% 2.64% 2.64%

[Rev. Rul. 2011-25, 2011-45 I.R.B. 695, Table 1]

December 2011 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.20% 0.20% 0.20% 0.20%

Mid-term AFR 1.27% 1.27% 1.27% 1.27%

Long-term AFR 2.80% 2.78% 2.77% 2.76%

[Rev. Rul. 2011-31, 2011-49 I.R.B. 829, Table 1]

January 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.19% 0.19% 0.19% 0.19%

Mid-term AFR 1.17% 1.17% 1.17% 1.17%

Long-term AFR 2.63% 2.61% 2.60% 2.60%

[Rev. Rul. 2012-2, 2012-3 I.R.B. 286, Table 1]

February 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.19% 0.19% 0.19% 0.19%

Mid-term AFR 1.12% 1.12% 1.12% 1.12%

Long-term AFR 2.58% 2.56% 2.55% 2.55%

[Rev. Rul. 2012-7, 2012 I.R.B. 362, Table 1]
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March 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.19% 0.19% 0.19% 0.19%

Mid-term AFR 1.08% 1.08% 1.08% 1.08%

Long-term AFR 2.65% 2.63% 2.62% 2.62%

[Rev. Rul. 2012-9, 2012-11 I.R.B. 475, Table 1]

April 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.25% 0.25% 0.25% 0.25%

Mid-term AFR 1.15% 1.15% 1.15% 1.15%

Long-term AFR 2.72% 2.70% 2.69% 2.68%

[Rev. Rul. 2012-11, 2012-14 I.R.B. 686, Table 1]

May 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.28% 0.28% 0.28% 0.28%

Mid-term AFR 1.30% 1.30% 1.30% 1.30%

Long-term AFR 2.89% 2.87% 2.86% 2.85%

[Rev. Rul. 2012-13, 2012-19 I.R.B. 878, Table 1]

June 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.23% 0.23% 0.23% 0.23%

Mid-term AFR 1.07% 1.07% 1.07% 1.07%

Long-term AFR 2.64% 2.62% 2.61% 2.61%

[Rev. Rul. 2012-15, 2012-23 I.R.B. 975, Table 1]

July 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.24% 0.24% 0.24% 0.24%

Mid-term AFR 0.92% 0.92% 0.92% 0.92%

Long-term AFR 2.30% 2.29% 2.28% 2.28%

[Rev. Rul. 2012-20, 2012-27 I.R.B. 1, Table 1]

August 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.25% 0.25% 0.25% 0.25%

Mid-term AFR 0.88% 0.88% 0.88% 0.88%

Long-term AFR 2.23% 2.22% 2.21% 2.21%

[Rev. Rul. 2012-21, 2012-32 I.R.B. 123, Table 1]
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September 2012 Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term AFR 0.21% 0.21% 0.21% 0.21%

Mid-term AFR 0.84% 0.84% 0.84% 0.84%

Long-term AFR 2.18% 2.17% 2.16% 2.16%

[Rev. Rul. 2012-24, 2012-36 I.R.B. 329, Table 1]

Blended Annual Rate 

2004  2005  2006  2007  2008  2009  2010 2011 2012

1.98% 3.11% 4.71% 4.92% 2.80% 0.82% 0.59% 0.40% 0.22%

[Rev. Rul. 2012-20, 2012-27 I.R.B. 31, Table 6]

AFR for Determining the Present Value of An Annuity or Interest in a Property 
(I.R.C. § 7520) 

October 2011 1.4% Rev. Rul. 2011-22, 2011-41 I.R.B. 489, Table 5

November 2011 1.4% Rev. Rul. 2011-25, 2011-45 I.R.B. 695, Table 5

December 2011 1.6% Rev. Rul. 2011-31, 2011-49 I.R.B. 829, Table 5

January 2012 1.4% Rev. Rul. 2012-2, 2012-3  I.R.B. 286, Table 5

February 2012 1.4% Rev. Rul. 2012-7, 2012-6 I.R.B. 362, Table 5

March 2012 1.6% Rev. Rul. 2012-9, 2012-11  I.R.B. 475, Table 5

April 2012 1.4% Rev. Rul. 2012-11, 2012-14  I.R.B. 686, Table 5

May 2012 1.6% Rev.Rul. 2012-13, 2012-19  I.R.B. 878, Table 5

June 2012 1.2% Rev.Rul. 2012-15, 2012-23  I.R.B. 975, Table 5

July 2012 1.2% Rev.Rul. 2012-20, 2012-27  I.R.B. 1, Table 5

August 2012 1.0% Rev.Rul. 2012-21, 2012-32  I.R.B. 123, Table 5

September 2012 1.0% Rev.Rul. 2012-24, 2012-36  I.R.B. 329, Table 5
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Farm Credit System Bank Interest Rates

For Computing I.R.C. § 2032A Special Use Values in 2010

Farm Credit System Bank Location of Property Interest Rate 

AgFirst, FCB Delaware, District of Columbia, Florida, Georgia, Maryland, North Carolina, 
Pennsylvania, South Carolina, Virginia, West Virginia 7.48%

AgriBank, FCB Arkansas, Illinois, Indiana, Iowa, Kentucky, Michigan, Minnesota, Missouri, 
Nebraska, North Dakota, Ohio, South Dakota, Tennessee, Wisconsin, Wyoming 6.41%

CoBank, ACB Alaska, Connecticut, Idaho, Maine, Massachusetts, Montana, New Hampshire, 
New Jersey, New York, Oregon, Rhode Island, Vermont,
Washington 6.07%

Texas, FCB Alabama, Louisiana, Mississippi, Texas 6.45% 

U.S. Agribank, FCB Arizona, California, Colorado, Hawaii, Kansas, New Mexico, Nevada, Oklahoma, 
Utah 6.15%

[Rev. Rul. 2011-17, 2011-33 I.R.B. 160]

For Computing I.R.C. § 2032A Special Use Values in 2011

Farm Credit System Bank Location of Property Interest Rate 

AgFirst, FCB Delaware, District of Columbia, Florida, Georgia, Maryland, North Carolina, 
Pennsylvania, South Carolina, Virginia, West Virginia 6.97%

AgriBank, FCB Arkansas, Illinois, Indiana, Iowa, Kentucky, Michigan, Minnesota, Missouri, 
Nebraska, North Dakota, Ohio, South Dakota, Tennessee, Wisconsin, Wyoming 6.12%

CoBank, ACB Alaska, Connecticut, Idaho, Maine, Massachusetts, Montana, New Hampshire, 
New Jersey, New York, Oregon, Rhode Island, Vermont,
Washington 5.78%

Texas, FCB Alabama, Louisiana, Mississippi, Texas 6.04% 

U.S. Agribank, FCB Arizona, California, Colorado, Hawaii, Kansas, New Mexico, Nevada, Oklahoma, 
Utah 5.88%

[Rev. Rul. 2011-17, 2011-33 I.R.B. 160]

For Computing I.R.C. § 2032A Special Use Values in 2012

Farm Credit System Bank Location of Property Interest Rate 

AgFirst, FCB Delaware, District of Columbia, Florida, Georgia, Maryland, North Carolina, 
Pennsylvania, South Carolina, Virginia, West Virginia 6.19%

AgriBank, FCB Arkansas, Illinois, Indiana, Iowa, Kentucky, Michigan, Minnesota, Missouri, 
Nebraska, North Dakota, Ohio, South Dakota, Tennessee, Wisconsin, Wyoming 5.61%

CoBank, ACB Alaska, Arizona, California, Colorado, Connecticut, Hawaii, Idaho, Kansas, 
Maine, Massachusetts, Montana, New Hampshire, New Jersey, New Mexico, 
New York, Nevada, Oklahoma, Oregon, Rhode Island, Utah, Vermont, 
Washington 5.15%

Texas, FCB Alabama, Louisiana, Mississippi, Texas 5.50% 

[Rev. Rul. 2012-26, 2012-39 I.R.B. 358]
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Interest Rates for Overpayments and Underpayments of Tax 

   
 
 

 
Noncorporate 

Overpayments and  
Underpayments

 
 

Corporate  
Overpayments

 
 

Corporate  
Underpayments 

Corporate  
Overpayments 

That Exceed 
$10,000 

Large Corporate 
Underpayments 
(Generally Over 

$100,000)

Jan. 1, 2010–Mar. 31, 2010 4% 3% 4% 1.5% 6%

Apr. 1, 2010–Jun. 30, 2010 4% 3% 4% 1.5% 6%

Jul. 1, 2010–Sep. 30, 2010 4% 3% 4% 1.5% 6%

Oct. 1, 2010–Dec. 31, 2010 4% 3% 4% 1.5% 6%

Jan. 1, 2011–Mar. 31, 2011 3% 2% 3% 0.5% 5%

Apr. 1, 2011–Jun. 30, 2011 4% 3% 4% 1.5% 6%

Jul. 1, 2011–Sep. 30, 2011 4% 3% 4% 1.5% 6%

Oct. 1, 2011–Dec. 31, 2011 3% 2% 3% 0.5% 5%

Jan. 1, 2012–Mar. 31, 2012 3% 2% 3% 0.5% 5%

Apr. 1, 2012–Jun. 30, 2012 3% 2% 3% 0.5% 5%

Jul. 1, 2012–Sep. 30, 2012 3% 2% 3% 0.5% 5%

Oct. 1, 2012–Dec. 31, 2012 3% 2% 3% 0.5% 5%

[Rev. Rul. 2012-23, 2012-39 I.R.B. 359]

RETIREMENT PLANS This section includes dollar ceilings for contributions to 
 qualified plans and AGI limitations for deducting contributions to individual 
 retirement accounts.

2011 IRA Limits

The maximum deduction is not limited by AGI if neither the taxpayer nor the spouse is covered by an employer plan.

 Filing Maximum* Modified AGI

Traditional IRA Deduction
  If taxpayer is covered by an employer plan

 
MFJ or QW
S or HoH 
MFS

 
$5,000 
$5,000 
$5,000

$90,000–$110,000
$56,000–$66,000
     $0–$10,000

   If taxpayer (lived with and MFJ) is NOT covered  
by an employer plan but spouse is covered

MFJ or QW
S or HoH
MFS**

    $5,000 
$5,000 
$5,000

$169,000–$179,000
N/A

     $0–$10,000

Roth IRA Contribution MFJ or QW  
S or HoH 
MFS***

   $5,000 
$5,000 
$5,000

$169,000–$179,000
$107,000–$122,000

     $0–$10,000

 *Plus catch-up if you qualify.
 **If you file separately and did not live with your spouse at any time during the year, your IRA deduction is determined under the ‘single’ filing status.
***If you file separately and did not live with your spouse at any time during the year, your Roth IRA contribution is determined under the ‘single’ filing status.
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2012 IRA Limits

The maximum deduction is not limited by AGI if neither the taxpayer nor the spouse is covered by an employer plan.

 Filing Maximum* Modified AGI

Traditional IRA Deduction

  If taxpayer is covered by an employer plan
MFJ or QW
S or HoH 
MFS

 
$5,000 
$5,000 
$5,000

 $92,000–$112,000
$58,000–$68,000
          $0–$10,000

   If taxpayer (lived with and MFJ) is NOT covered  
by an employer plan but spouse is covered

MFJ or QW
S or HoH
MFS**

    $5,000 
$5,000 
$5,000

$173,000–$183,000
N/A

        $0–$10,000

Roth IRA Contribution MFJ or QW  
S or HoH 
MFS***

    $5,000 
$5,000 
$5,000

$173,000–$183,000
$110,000–$125,000
         $0–$10,000

  *Plus catch-up if you qualify.
  **If you file separately and did not live with your spouse at any time during the year, your IRA deduction is determined under the ‘single’ filing status.
***If you file separately and did not live with your spouse at any time during the year, your Roth IRA contribution is determined under the ‘single’ filing status.

2013 IRA Limits

The maximum deduction is not limited by AGI if neither the taxpayer nor the spouse is covered by an employer plan.

 Filing Maximum* Modified AGI

Traditional IRA Deduction

  If taxpayer is covered by an employer plan
MFJ or QW
S or HoH 
MFS

 
$5,500‡ 
$5,500‡ 
$5,500‡

  $95,000–$115,000‡

$59,000–$69,000‡

          $0–$10,000‡

   If taxpayer (lived with and MFJ) is NOT covered  
by an employer plan but spouse is covered

MFJ or QW
S or HoH
MFS**

    $5,500‡ 
$5,500‡ 
$5,500‡

$178,000–$188,000‡

N/A
          $0–$10,000‡

Roth IRA Contribution MFJ or QW  
S or HoH 
MFS***

   $5,500‡ 
$5,500‡ 
$5,500‡

$178,000–$188,000‡

$112,000–$127,000‡

          $0–$10,000‡

  *Plus catch-up if you qualify.
  **If you file separately and did not live with your spouse at any time during the year, your IRA deduction is determined under the ‘single’ filing status.
***If you file separately and did not live with your spouse at any time during the year, your Roth IRA contribution is determined under the ‘single’ filing status.



17

Retirement Plans   707

Retirement Plan Contribution L imits 

 
 
 
Year

  
 
 

 
 
 

IRAs1

  
 
 

 
 
 

SIMPLE1

  
 
 

 
 
 

4571

  
 
 

 
401(k); 

403(b); & 
SARSEP1

  
 
 

 
Defined- 

Contribution 
Plan & SEP2

  
 
 

 
Defined- 
Benefit 
Plan3

  
 
 

 
 

Compensation 
Limit3

  
 
 

Stock 
Bonus 

and Profit 
Sharing

2003 $3,000 $8,000 $12,000 $12,000 $40,000 $160,000 $200,000 25%

2004 3,000   9,000   13,000   13,000   41,000   165,000   205,000 25%

2005 4,000 10,000   14,000   14,000   42,000   170,000   210,000 25%

2006 4,000 10,000   15,000   15,000   44,000   175,000   220,000 25%

2007 4,000 10,500   15,500   15,500  45,000   180,000   225,000 25%

2008 5,000 10,500   15,500   15,500   46,000   185,000   230,000 25%

2009 5,000 11,500   16,500   16,500   49,000   195,000   245,000 25%

2010 5,000 11,500   16,500   16,500    49,000   195,000   245,000 25%

2011 5,000 11,500   16,500   16,500    49,000   195,000   245,000 25%

2012 5,000 11,500   17,000  17,000   50,000   200,000   250,000 25%

2013 5,500‡ ______   ______   ______   ______ _______ _______ 25%

1The limit is adjusted annually for inflation in $500 increments.
2The limit is adjusted annually for inflation in $1,000 increments.
3The limit is adjusted annually for inflation in $5,000 increments.

Age 50 Catch-Up Contribution Limit* 

Tax Year  IRAs  SIMPLE Plans  All Other Plans

2003 $500 $1,000 $2,000

2004 500 1,500 3,000

2005 500 2,000 4,000

2006 1,000 2,500 5,000

2007 1,000 2,500 5,000

2008 1,000 2,500 5,000

2009 1,000 2,500 5,500

2010 1,000 2,500 5,500

2011 1,000 2,500 5,500

2012 1,000 2,500 5,500

2013 1,000 _______ _______

*The limit is adjusted annually for inflation in $500 increments
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Savers Credit (Qualified Retirement Savings Contibutions) 

2011 Savers’ Credit

Filing Status  Credit Amount   AGI Range

MFJ 
HoH 
MFS, S, or QW

50% of up to $2,000 
50% of up to $2,000 
50% of up to $2,000

up to $34,000 
up to $25,500 
up to $17,000

MFJ 
HoH 
MFS, S, or QW

20% of up to $2,000 
20% of up to $2,000 
20% of up to $2,000

 $34,001–$36,500
$25,501–$27,375
$17,001–$18,250

MFJ 
HoH 
MFS, S, or QW

10% of up to $2,000 
10% of up to $2,000 
10% of up to $2,000

 
 

$36,501–$56,500
$27,376–$42,375
$18,251–$28,250 

2012 Savers’ Credit

Filing Status  Credit Amount   AGI Range

MFJ 
HoH 
MFS, S, or QW

50% of up to $2,000 
50% of up to $2,000 
50% of up to $2,000

up to $34,500 
up to $25,875 
up to $17,125

MFJ 
HoH 
MFS, S, or QW

20% of up to $2,000 
20% of up to $2,000 
20% of up to $2,000

 $34,501–$37,500
$25,876–$28,125
$17,126–$18,750

MFJ 
HoH 
MFS, S, or QW

10% of up to $2,000 
10% of up to $2,000 
10% of up to $2,000

 
 

$37,501–$57,500
$28,126–$43,125
$18,751–$28,750 

2013 Savers’ Credit

Filing Status  Credit Amount   AGI Range

MFJ 
HoH 
MFS, S, or QW

50% of up to $2,000 
50% of up to $2,000 
50% of up to $2,000

up to $35,500‡ 
up to $26,625‡ 
up to $17,750‡

MFJ 
HoH 
MFS, S, or QW

20% of up to $2,000 
20% of up to $2,000 
20% of up to $2,000

 $35,501–$38,500‡

$26,626–$28,875‡

$17,751–$19,250‡

MFJ 
HoH 
MFS, S, or QW

10% of up to $2,000 
10% of up to $2,000 
10% of up to $2,000

 
 

$38,501–$59,000‡

$28,876–$44,250‡

$19,251–$29,500‡
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Social Security Information

   2011   2012   2013

OASDI Tax maximum earnings $106,800 $110,100 $__________

FICA (OASDI and HI) tax rate (Employee) 5.65% 5.65% 7.65%

SE tax rate 13.30% 13.30% 15.30%

Earnings Ceiling for Social Security

 Below full retirement age (FRA) $14,160 $14,640 $__________

 Monthly maximum earnings before FRA for full benefits $3,140   $3,240 $__________

 Above full retirement age Unlimited Unlimited Unlimited

Earnings Required to Earn One Quarter of Social Security Coverage $1,120 $1,130 $__________

Domestic employee wage threshold $1,700 $1,800 $__________

OTHER INFORMATION This section includes miscellaneous amounts helpful to tax 
practitioners.

Credit for the Elderly or Disabled

The credit is 15% of the taxpayer’s I.R.C. § 22 amount. The I.R.C. § 22 amount is reduced by 50% of 
AGI in excess of an AGI threshold. These amounts are not adjusted for inflation and were effective 
beginning in 1984.

Filing Status I.R.C. § 22 amount AGI Phaseout Range

S, HoH, QW $5,000 $7,500–$17,500

MFJ (both spouses qualify) $7,500 $10,000–$25,000

MFJ (one spouse qualifies) $5,000 $10,000–$25,000

MFS (did not live with spouse) $3,750 $5,000–$12,500

Miscellaneous Information

 2011   2012   2013

Kiddie tax applies to unearned income over $1,900 $1,900 $2,000‡

Backup withholding rate 28% 28% 31%

Supplemental wage withholding rates 25% 25% 28%

More than $1 million in supplemental pay, withhold 35% 35% 39.6%

The FUTA wage base  is $7,000 effective for remuneration paid after December 31, 1982.
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IRS Hotlines and Toll-Free Numbers

Service Telephone number Hours of operation

Practitioner Priority Service (866) 860-4259 M–F, 7:00 am– 7:00 pm, local time

IRS Tax Help Line for Individuals (800) 829-1040 M–F, 7:00 am– 7:00 pm, local time

Business and Specialty Tax Line (800) 829-4933 M–F, 7:00 am– 7:00 pm, local time

e-help (Practitioners Only) (866) 255-0654 M–F, 6:30 am– 6:00 pm, Central time

Refund Hotline (800) 829-1954 Automated service is available 24/7

Forms and Publications (800) 829-3676 M–F, 7:00 am– 7:00 pm, local time

National Taxpayer Advocate Help Line (877) 777-4778 M–F, 7:00 am– 7:00 pm, local time

Telephone Device for the Deaf (TDD): Forms, Tax Help, TAS (800) 829-4059 M–F, 7:00 am– 7:00 pm, local time

Electronic Federal Tax Payment System (800) 555-4477 24/7

Tax Exempt and Government Entities (TEGE) Help Line (877) 829-5500 M–F, 7:00 am– 7:00 pm, CT

TeleTax Topics and Refund Status (800) 829-4477 24/7

Forms 706 and 709 Help Line (866) 699-4083 M–F, 7:00 am– 7:00 pm, local time

Employer Identification Number (EIN) (800) 829-4933 M–F, 7:00 am– 7:00 pm, local time

Excise Tax and Form 2290 Help Line (866) 699-4096 M–F, 8:00 am– 6:00 pm, ET

Information Return Reporting (866) 455-7438 M–F, 8:30 am– 4:30 pm, ET

Disaster or Combat Zone Special Hotline (866) 562-5227 M–F, 7:00 am–7:00 pm, local time

FBAR and Title 31 Help Line (866) 270-0733
(313) 234-6146
(not toll free)

M–F, 8:00 am–4:30 pm, ET

Additional Toll-Free Telephone Numbers

ACS (collection) self-employed (800) 829-3903

ACS (collection) wage earners (800) 829-7650

Criminal investigation/fraud (800) 829-0433

EFTPS payment by phone (800) 555-3453

Social Security ( employers) (800) 772-6270

SSA benefits questions (general) (800) 772-1213

Taxpayer Advocacy Panel (888) 912-1227

Tax law questions (general) for individuals (800) 829-1040

Tax shelter hotline (abusive schemes) (866) 775-7474



ACCESSING FILES ON THE CD-ROM 

 ■ To be able to fully use the CD, you must have Adobe Reader 6.0 or higher. 
 ■ The CD should open automatically; if not, open My Computer (or Computer) and click on 
the drive that holds the CD. When the CD opens, you should see three main areas. The area 
on the left is the bookmark area. The toolbar is across the top as usual, and there is the main 
text screen area. 

 ■ The CD opens to the book’s title page. In the bookmark area, click on a workbook to view it. 
On the page navigation toolbar (usually at the top of the screen) there are light blue left and 
right arrows and a white box with a page number in the middle that corresponds to the exact 
page number in the book. The numbers in parentheses that follow the white box correspond 
to the PDF pages in the program and are there for your reference only. For example, “317 
(331 of 690)” refers to book page 317 and PDF page 331 of 690 (for this computer program 
only). The blue buttons take you forward or backward one page from the page you are on. 

 ■ The two arrows on the right in green take you to the page you were on previously. 

Opening and Loading CD

 ■ When the CD opens, you see an area on the left called the bookmark area that lists the work
books by year. To view a particular year, click once on that year. The chapters of the book 
appear in the bookmark area. To open a chapter, click once on the chapter title. The chapter’s 
first page then appears in the text screen. 

 ■ If you doubleclick on the chapter title, the chapter’s first page appears in the text screen and 
subtitles appear under the chapter title in the bookmark area. 

 ■ You can click on any of the subtitles, and the links take you to that page. There is also a small 
box to the left of the chapter titles. If there is a “+” sign, you can click on this to open any 
subentries. After you have done this, you see a “–” sign. Click on this and the subentries are 
closed up. You should now see a + sign again. 

 ■ If you place your cursor at the right edge of the bookmark area, crosshairs appear. Hold the 
mouse button down and the bookmark area can be made narrower or wider. At the top edge 
of the bookmark area, you see an “options” button. Click this and one of the options is “text 
size.” This changes the text size in the bookmark area only. 

 ■ Clicking “x” next to “options” closes the bookmark area. Clicking the bookmark tab 
reopens it. 

Bookmark Area 



 ■ Near the end of the bookmark area, you see a heading called “Index search.” Note this is 
different from the Index and Cases indexes that are at the end of a given year’s workbook. 
When you click on Index search, a search box appears onscreen in the toolbar section. 

 ■ Typing in the search pane will search only the year you have open in the text screen. Select 
“Open Full Acrobat Search” from the dropdown menu beside the search pane and select the 
drive in which the “Taxbook10” CD is located to search all years that are on the CD. Once 
you have made your final selections, click the “search” button. 

 ■ When the results are displayed, click on any + to show all subentries available. These entries 
are linked so you may click on them and they display the page in the text screen area. If you 
rest your cursor on one of the entries, a small box appears at the left edge showing the corre
sponding PDF page number (not the actual book page number). To close the Search PDF 
window, click the Hide button in the upper right hand corner. 

Cross-Year Searching

 ■ Using the View button at the top of your screen, you can adjust the Text Screen, Actual Size, 
Fit Page, Fit Width, and Fit Visible to find the view that works best for you. 

 ■ To print text, use the Select Text tool. Click on the Select Text icon located on the toolbar. 
(Any icons that do not appear on your toolbar can be added to it.) Highlight the desired text, 
then copy by either clicking Ctrl + C or going to Edit/Copy. You can then paste into any 
word pro cessor. The material saves out as plain text that can be edited in Word. 

 ■ There is an icon to the right of the text select button that looks like a camera. It is the Snap
shot Tool. Click on the Snapshot Tool and mark the area you want to copy. It will copy to the 
clip board automatically. You can paste this to another document. This feature keeps all for
matting; however, it cannot be edited in Word because it is read as an image. 

 ■ If you rightclick on a word, a small box will appear. One option is “Look up . . . .” If you are 
online, click this option and it will take you to an online Dictionary/Thesaurus. At times, this 
can be a very handy tool. 

View, Print, Cut, and Paste 

 ■ IMPORTANT: When printing PDF, you need to know the following: If the white box at the 
bottom of your screen says, for example, (44(58 of 690)), and you want to print book pages 
44–50, you will need to put in the actual book page range 44–50 in order to print the correct 
page range. Dis regard the PDF page numbers in parentheses. 

To Print 
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