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Chapter 10

TAXATION OF

PARTNERSHIPS

AND PARTNERS


SOLUTIONS TO PROBLEM MATERIALS

DISCUSSION QUESTIONS

10‑1
The primary tax advantage of operating a business in partnership form is that business income is taxed only once to the partners. Business income earned by a corporation is subject to double taxation at both the corporate level and again at the shareholder level when the corporation pays a dividend or a shareholder sells stock at a gain. The disadvantages of operating in partnership form include general partners' unlimited liability for partnership debts (as contrasted to the limited liability of corporate shareholders) and the limited transferability of partnership interests (as contrasted to the free transferability of shares of corporate stock). (See pp. 10‑37 through 10‑39.)

10‑2
All limited liability companies that do not elect to be taxed as a corporation will be taxed as partnerships. (See p. 10‑2.)

10‑3
A general partner has the right to participate in the management of the partnership and make business decisions binding the partnership, while a limited partner may not participate in the operation and control of the partnership business. A general partner has unlimited personal liability for partnership debts, while a limited partner can only lose the amount of his capital investment in the partnership. (See p. 10‑3.)

10‑4
Under the aggregate theory, a partnership is merely a collection of specific partners who each own an indirect interest in the assets of the partnership. Under the entity theory, the partnership is an entity with an identity separate and distinct from that of its partners.

The fact that partnership income is taxed to the partners rather than the partnership reflects the aggregate theory. However, the fact that the character of that income is determined by reference to the partnership's activities reflects the entity theory. [See p. 10‑3 and '' 701 and 702(b).]

10‑5
A partnership agreement may be amended as often as the partners deem necessary. An amendment to a partnership agreement made before the unextended due date for filing the partnership return for the partnership's taxable year will be effective for such year. [See p. 10‑4 and ' 761(c).]

10‑6
The statement is generally true. Section 721(a) provides that neither the partner nor partnership recognizes gain or loss upon the contribution of property by a partner in exchange for an interest in a partnership. The only exception to the nonrecognition rule applies to transfers of appreciated stocks or securities to investment partnerships. (See p. 10‑4.)

10‑7
If a partner contributes property the value of which is more or less than its tax basis in the hands of the contributor, the partner's outside basis in her partnership interest will equal the property's basis, while her capital account will equal the property's fair market value. (See Example 2, p. 10‑5, and ' 722.)

10‑8
Recourse partnership debt represents a liability that the general partners may have to repay out of their personal assets if the partnership itself is unable to make repayment. Because such debt is economically equivalent to an additional investment of capital by the general partners, it is included in the outside basis of their partnership interests.

No partner is legally obligated to use personal assets to repay partnership nonrecourse debt. However, such debt will be repaid with income earned by the partnership and taxed to the partners. Therefore, both general and limited partners may include their apportionable share of such debt in their outside bases. (See pp. 10‑5 through 10‑7 and ' 752.)

10‑9
A partner who contributes services in exchange for a capital interest in a partnership must recognize current compensation income equal to the fair market value of the interest received. A partner who contributes services in exchange for an interest in future partnership profits does not recognize income on the receipt of the interest, but only upon the allocation of future partnership income. (See Examples 11 and 15 and pp. 10‑10 through 10‑13.)

10‑10
When a new partner contributes services in exchange for an interest in existing partnership capital, the exchange is treated as though the original partnership (consisting of the noncontributing partners) sold the portion of its assets represented by the capital interest for cash, then used the cash to pay for the services rendered. Consequently, the partnership must recognize gain or loss on this constructive asset sale, and that gain or loss should be allocated only to the noncontributing partners. (See Example 14 and pp. 10‑11 through 10‑12.)

10‑11
Both partnership organization costs and syndication fees must be capitalized rather than deducted in the year incurred. However, the partnership may elect to amortize organization costs over a 60‑month period, beginning in the month in which business begins. (See p. 10‑15 and ' 709.)

10‑12
A partnership may adopt any taxable year for which it can establish a business purpose to the satisfaction of the IRS. If no business purpose exists, the partnership is required to use the taxable year used by those partners who own more than a 50% interest in capital and profits. If no majority interest taxable year exists, the partnership must use the taxable year used by its principal partners (partners with at least a 5% interest in capital or profits). If the principal partners are on different taxable years, the partnership is required to use a taxable year that results in the least aggregate deferral of income at the partner level. The partnership also has the option of making a ' 444 election to use a taxable year other than its required year if such year results in no more than three months of deferral, but a noninterest‑bearing deposit must be made with the IRS approximating the amount of tax deferred. [See Example 17, pp. 10‑13 through 10‑15, and ' 706(b).]

10‑13
The fact that most tax elections are made by the partnership rather than by each partner reflects the entity theory of partnerships. [See pp. 10‑13 and 10‑14 and ' 703(b).]

10‑14
a.
A cash basis partner recognizes a distributive share of partnership income in the partner's year that includes the last day of the partnership taxable year in which the income was recognized by the partnership.

b.
A cash basis partner recognizes a guaranteed payment in the partner's year that includes the last day of the partnership taxable year in which the payment was accounted for by the partnership.

c.
A cash basis partner recognizes interest income on a loan to a partnership in the partner's year during which the interest was received. (See Example 19, p. 10‑23, and pp. 10‑34 and 10-35.)

10‑15
The first limitation applied to a distributive share of partnership loss is the basis limitation of ' 704(d). The next limitation applied to the loss is the at‑risk limitation of ' 465. The final limitation potentially applicable to the loss is the passive activity loss limitation of ' 469. (See pp. 10‑31 through 10‑34.)

10‑16
a.
Increase

b.
Increase

c.
Decrease

d.
Decrease

e.
Decrease

f.
Decrease

g.
Increase

(See Example 21 and pp. 10‑24 and 10-25.)

10‑17
The loan of money to a partner by a partnership, the purchase of property by a partner from a partnership, and the rental of property by a partnership to a partner are three examples of transactions that will be regarded as arm's length transactions between unrelated parties. This arm's length treatment reflects the entity theory of partnerships. [See pp. 10‑34 and 10-35 and ' 707(a).]

10‑18
An individual who is a general partner is considered self‑employed and therefore cannot be an employee of his or her own partnership. (See pp. 10‑24, 10‑34 and 10-35.)

PROBLEMS
10‑19
a.
J has a $30,000 realized gain on the exchange of the land which is not recognized. G has a realized gain of $22,000 on the exchange of the inventory and a $4,000 realized loss on the exchange of the auto; neither gain nor loss is recognized.

b.
J has a substituted basis of $30,000 and G has a substituted basis of $42,000 in their partnership interests.

c.
The partnership has a carryover basis of $30,000 in the land, $28,000 in the inventory, and $14,000 in the auto.

(See Example 2, pp. 10‑4 and 10‑5, and '' 721, 722, and 723.)

10‑20
a.
A recognizes no gain and takes a $5,000 basis in the partnership interest with a holding period of four years. The partnership's basis in the equipment is $5,000 with a holding period of four years.

b.
B recognizes no loss and takes a $12,000 basis in the partnership interest with a holding period of two years. The partnership's basis in the equipment is $12,000 with a holding period of two years.

c.
C recognizes no gain and takes a $9,000 basis in the partnership interest. C's holding period begins the day he acquires the interest. The partnership's basis in the inventory is $9,000 with a holding period of 16 months.

d.
D and E each take a $10,000 basis in their partnership interests with a holding period beginning on the date of acquisition.

(See Example 2, pp. 10‑4 and 10-5, and '' 721, 722, and 723.)

10‑21
a.
D recognizes no gain and takes a $10,200 initial basis in the partnership interest ($15,000 basis of land ! $4,800 net relief of 80% of the note payable) with a holding period of 10 months. The partnership's basis in the land is $15,000 with a holding period of 10 months. The outside bases of the other four partners will each increase by $1,200, their 20% share of the assumed note payable.

b.
E recognizes no gain and takes a $1,000 initial basis in the partnership interest [$5,000 basis of land + $3,000 excess of nonrecourse debt over basis + $1,000 share (20%) of remaining nonrecourse debt ! $8,000 relief of personal liability] with a holding period of three years. The partnership's basis in the land is $5,000 with a holding period of 3 years. The outside bases of the other four partners will each increase by $1,000, their 20% share of the assumed nonrecourse debt.

(See Examples 6 through 10, pp. 10‑7 through 10‑10, and '' 733 and 752.)

10‑22
a.
Even though general partners have no personal liability for nonrecourse debt, the debt is a direct claim against a specific partnership asset--investment land in this situation. A general partner's basis includes his or her share of both recourse and nonrecourse debt. Thus, total debt to be included in the three partner's bases is $230,000 ($50,000+$180,000), and each partner's share is as follows:

M:
$230,000 x 10% = $23,000

N/O:
$230,000 x 45% = $103,500

b.
Recourse debt is typically allocated to general partners based on their loss-sharing ratios, while nonrecourse debt is allocated based on partners' profit-sharing ratios. Consequently, the partnership debt would be included in the partners' bases as follows:

M:
10%($180,000 nonrecourse debt) + 33.3%($50,000 recourse debt) = $34,667

N/O:
45%($180,000 nonrecourse debt) + 33.3%($50,000 recourse debt) = $97,667

(See Example 4 and 5 and pp. 10-6 and 10-7.)

10-23
Limited partners are not allocated any amount of partnership recourse debt for inclusion in basis.  Consequently, the partnership's $230,000 total debt would be included in the partners' bases as follows:

M:
100%($50,000 recourse debt) + 10%($180,000 nonrecourse debt) = $68,000

N/O:
 45%($180,000 nonrecourse debt) = $81,000

(See Examples 4 and 5 and pages 10-6 and 10-7.)

10‑24
a.
Corporation C must recognize a $61,000 gain, the excess of the $381,000 constructive cash distribution (60% net relief of the $635,000 recourse mortgage) over C's initial $320,000 substituted basis in its partnership interest. After this gain recognition, C's basis in the interest is zero.

b.
If the mortgage were nonrecourse, C would be allocated $443,000 of the mortgage for inclusion in its outside basis [$315,000 excess mortgage over contributed basis of land + 40% of remaining mortgage ($128,000)]. C would not recognize any gain because its $635,000 relief of debt is not in excess of its initial basis of $763,000 ($320,000 contributed basis of land + $443,000 includible debt). Subsequent to this transaction, C's basis in its partnership interest is $128,000 ($763,000 ! $635,000).

c.
C's net relief of debt would be only $301,000 (60% net relief of the recourse mortgage ! $80,000 assumption of 40% of partnership's $200,000 other recourse liabilities). C would not recognize any gain and would have a $19,000 basis ($320,000 basis of contributed land ! $301,000 net relief of debt) in its partnership interest.

(See Examples 9 and 10, pp. 10‑9 and 10‑10, and ' 752.)

10‑25
a.
T must report income of $19,000 (20% of the $95,000 value of the partnership capital).

b.
T's basis in her partnership interest is $19,000.

c.
The AX Partnership must recognize $5,000 of gain on the constructive sale of 20% of its assets with an adjusted basis of $14,000 (20% of $70,000) for an amount realized of $19,000 (20% of $95,000). The gain will be allocated to A and X based upon their profit‑sharing ratios.

d.
The partnership may increase its basis in each asset by 20% of the appreciation in the asset (i.e., inventory $1,000, equipment $800, land $1,200 and building $2,000).

(See Examples 11 and 14 and pp. 10‑10 through 10‑12.)

10‑26
a.
E has taxable income of $60,000 (20% of the $300,000 value of the partnership assets) and a $60,000 basis in his 20% partnership interest. G and H have constructively sold a 20% interest in their partnership capital and must recognize a $40,000 gain (20% of the $200,000 aggregate appreciation in the existing partnership assets). The basis in the existing assets is increased by this recognized gain. The $60,000 payment for E's services appears to be a capital expenditure that must be added to the cost of the acquired properties rather than deducted.

b.
Because F's partnership interest is subject to a substantial risk of forfeiture, she may defer the recognition of income for five years until the restriction on the interest lapses. In this case, F will recognize the $100,000 future value of the capital interest as compensation income. The other partners (G, H, and E) will be entitled to a $100,000 deduction for the compensation paid to F and will recognize gain or loss based upon the difference between the value and adjusted basis of 20% of the partnership assets on the date F receives her unrestricted 20% interest.

F may elect to recognize the $60,000 value of the restricted interest as current year compensation. In this case, G and H will be entitled to a $60,000 current deduction and must recognize an additional $40,000 of gain on the constructive sale of a second 20% interest in the partnership. The basis in the existing partnership assets is increased by this recognized gain.

(See Examples 11 through 14 and pp. 10‑10 through 10‑12.)

10‑27
a.
The partnership may adopt any taxable year for which a business purpose can be established to the satisfaction of the IRS. If no such business purpose exists, the partnership must adopt a calendar taxable year because partners owning more than an aggregate 50% interest in partnership capital and profits (partners R and S) use the calendar year. The partnership could also make a ' 444 election to use a fiscal year ending September 30, October 31, or November 30.

b.
T will report $10,000 (her one‑third share of partnership income from December 1 ‑ December 31, 1997).

c.
R would not report any partnership taxable income on his 1997 tax return because the first partnership taxable year did not close until January 31, 1998. R would report $13,333 (his one‑third share of partnership income from December 1, 1997 ‑ January 31, 1998) on his 1998 return.

[See Example 17, pp. 10‑13 and 10‑15, and ' 706(b).]

10-28
a.
Gross receipts from sales
$
670,000

Cost of sales

(500,000
)

Operating expenses

(96,000
)

50% meals and entertainment

    (3,350
)
Partnership taxable income 

$  70,650
b.
Beginning outside basis
$
125,000

Increase in share of

partnership liabilities

5,500

Distributive share of:

Partnership taxable income

7,065

Rental real estate income

4,800

Dividend income

1,000

Nondeductible meals and entertainment

(335
)

Section 1231 loss

    (1,350
)
Ending outside basis

$ 141,680


[See Example 21, pp. 10‑24 and 10‑25, and ' 705(a).]

10-29
Sigma's $40,500 of organizational costs ($25,000 legal fee, $13,000 accounting fee, and $2,500 filing fee) and $18,000 of syndication fees (advertising and marketing expenses) must be capitalized. However, Sigma may elect to amortize the organizational costs over a 60-month period, beginning in the month the partnership begins business. Consequently, Sigma may claim an amortization deduction of $1,350 ($40,500/60 months x 2 months) on its first Forms 1065. (See p. 10-15 and ' 709.)

10‑30







        General A       


              Limited Partner                







Loss  








Carry‑ 

1994                
   Basis  
   P&L  
   Basis  
   P&L   
forward
Contributions
$ 50,000

$ 75,000

Recourse debt
100,000

0

Nonrecourse debt
50,000

50,000

Cash received
(5,000)

(5,000)

Loss allocation
  (30,000)
$(30,000)
  (30,000)
$(30,000)
$       0




$165,000

$ 90,000

1995               
Recourse debt
$ 20,000

0

Nonrecourse debt
(10,000)

$(10,000)

Cash received
(10,000)

(10,000)

Loss allocation
  (20,000)
(20,000)
  (20,000)
(20,000)
0




$145,000

$ 50,000

1996               
Recourse debt
$ 10,000

0

Nonrecourse debt
(10,000)

(10,000)

Cash received
(15,000)

(15,000)

Loss allocation
  (11,000)
(11,000)
  (11,000)
(11,000)
0




$119,000

$ 14,000

1997               
Recourse debt
$  20,000

$        0

Nonrecourse debt
(5,000)

(5,000)

Cash received
  (10,000)

(10,000)




$ 124,000

$ (1,000)

Gain recognized
         0

    1,000



$ 124,000

$        0

Loss allocation
    (4,000)
(4,000)
          0

(4,000)




$120,000

$        0

1998               
Recourse debt
$ 10,000

0

Nonrecourse debt
(5,000)

(5,000)

Cash received
0

0

Income‑‑allocation
7,000
7,000
7,000
7,000

Loss carryforward‑‑1997
           0

   (2,000)
(2,000)
   2,000



$132,000

$        0

$(2,000)

The partnership recourse debt is allocated only to the general partner, while the nonrecourse debt is allocated to all partners based on their profit sharing ratios. In 1997, the $10,000 cash distribution to the limited partner exceeded outside basis and the partner was required to recognize a $1,000 gain per ' 731(a)(1). Because the limited partner had a zero basis in his interest subsequent to this gain recognition, his $4,000 distributive share of current year loss was nondeductible and was carried forward into 1998. In 1998, the allocation of $7,000 gain to the limited partner created positive outside basis of $2,000, thus allowing the limited partner to deduct $2,000 of the loss carryforward.

(See Examples 4, 5, and 32, pp. 10‑6 and 10‑7, and p. 10‑31.)

10‑31
If limited partner G is allocated $30,000 of the current year loss, he will have a $5,000 deficit balance in his capital account. Because G has no obligation to restore this deficit to the partnership upon liquidation, the allocation of $5,000 of the current year loss to G has no substantial economic effect. This amount of loss must be reallocated to partners E and F, based upon their relative loss sharing ratios. Consequently, the $90,000 loss will be allocated as follows:

Partner E: $30,000 + $2,500 = $32,500

Partner F: $30,000 + $2,500 = $32,500

Partner G: $25,000.

[See Example 25, pp. 10‑25 through 10‑28, and ' 704(b).]

10‑32
a.
H's distributive share of partnership income is $26,000, which equals his $30,000 share of income before depreciation deductions and a $4,000 allocation of the partnership's $5,000 tax depreciation deduction. As a noncontributing partner, H is entitled to one‑half of the $8,000 depreciation calculated on the $40,000 value of the equipment contributed by I.

b.
Because the $40,000 contributed value of the equipment would exceed the selling price by $1,000, H should be allocated a $500 loss because of the sale. However, the partnership actually recognizes a $14,000 taxable gain on the sale ($39,000 selling price over $25,000 contributed basis). All of this gain is allocated to I and none is allocated to H.

[See Examples 27 and 28, pp. 10‑28 through 10‑30, and ' 704(c).]

10‑33
a.
The first year tax depreciation on the property is $11,200 (one‑sixth of the property's $67,200 contributed basis). Noncontributing partner T is allocated $10,000 of this depreciation (two‑thirds of the $15,000 depreciation calculated on the $90,000 value of the contributed property.) Contributing partner S is allocated the remaining $1,200 of the tax depreciation.

b.
The first year tax depreciation would be only $9,250 (one‑sixth of the property's $55,500 contributed basis). All of this depreciation would be allocated to noncontributing partner T.

c.
The gain recognized for book and tax purposes is computed as follows:



         Book          

          Tax          
Amount realized

$65,000

$65,000

Original basis 
$90,000

$67,200

Acc. deprec. (2 years)
(30,000)

(22,400)

Adjusted basis

(60,000)

(44,800)

Gain realized 

$ 5,000

$20,200
Noncontributing partner T would be allocated $3,333 (two‑thirds of the book gain) of the $20,200 taxable gain and contributing partner S would be allocated the remaining $16,867 of the taxable gain.

d.
In this case, the partnership would recognize a $6,000 book loss and a $9,200 taxable gain on the sale. Because of the ceiling rule in the ' 704(c) regulations, only the actual taxable gain is subject to special allocation. Consequently, the entire $9,200 taxable gain is allocated to contributing partner S.

e.
The partnership would recognize a $20,000 book gain ($200,000 amount realized ! $180,000 contributed value) and a $55,000 taxable gain ($200,000 amount realized ! $145,000 contributed basis). Noncontributing partner S would be allocated $6,667 (one‑third of the $20,000 book gain) and contributing partner R would be allocated the remaining $48,333 of the taxable gain.

[See Examples 28 and 29, pp. 10‑28 through 10‑30, and ' 704(c).]

10‑34
a.
As contributing partner, X would be allocated $30,000 of the gain ($25,000 precontribution gain + one‑third of the $15,000 remaining gain). The entire gain would be ordinary income.

b.
The character of the gain would be ' 1231 gain.

c.
If the selling price for the contributed inventory were only $100,000, the partnership would recognize a $45,000 book loss and a $20,000 ordinary tax loss. The noncontributing partners would be entitled to an allocation of $30,000 of tax loss (two‑thirds of the book loss). However, because of the ceiling rule, they may only be allocated the entire $20,000 tax loss and X is allocated none of this loss.

[See Example 18, pp. 10‑15, 10-22 and 10‑23, and '' 704(c) and 724.]

10‑35
a. 
If Topper does not close its books on August 31, Corporation M may be allocated 100% of the operating loss and capital gain attributable to the portion of the year (122 days) during which the corporation was a partner.

122/365 H $180,000 operating loss = $60,164
122/365 H $63,000 capital gain = $21,058
b.
If Topper does close its books on August 31, Corporation M may be allocated 100% of the $82,000 operating loss actually incurred during the portion of the year during which the corporation was a partner, and none of the capital gain incurred prior to the date it became a partner.

[See Example 30, pp. 10-30 and 10-31, and ' 706(d)(1).]

10‑36
For allocation purposes, Mega's loss for the period subsequent to Q's admission as a partner is computed as follows:

Book loss from Nov. 16 through Dec. 31
($205,000)

Add back:
Legal fees for services rendered prior to Nov. 16
50,000

Interest accrued for 319 days prior to Nov. 16
   62,926

 ($92,074)

Therefore, the maximum amount of loss that can be allocated to Corporation Q is $92,074 (100% of the loss for the post‑admission period).

[See Examples 30 and 31, pp. 10‑30 and 10‑31, and ' 706(d).]

10‑37


Beginning outside basis
$100,000

Distributing share of:

   Dividend and interest income
8,760

   Capital gain
37,200

Cash distribution
(15,000)


a. 
Basis limitation on loss deduction
$130,960

Loss deduction (100%)
(120,000)
b.
Ending outside basis
$ 10,960
[See Example 32, p. 10‑31, and '704(d).]



10‑38

Beginning outside basis
$30,000

Distributive share of:

Tax-exempt interest income
   7,000
Basis limitation on loss deduction
$37,000

Limited loss deduction*
(37,000)
Ending outside basis
    -0-  
*The deductible portions of Corporation Q's $53,000 distributive share of the partnership's ordinary loss and $21,000 distributive share of the partnership's capital loss are computed as follows:

$53,000  ordinary loss  H $37,000 = $26,500 ordinary loss
$74,000  total losses

$21,000  capital loss    H $37,000 = $10,500 capital loss
$74,000  total losses

[See Example 33, p. 10‑31, and Reg. ' 1.704-1(d)(2).] 

10‑39






 ' 704(d)
  ' 465  
Contributions


$20,000
$20,000

Recourse debt

4,500
4,500

Nonrecourse debt
   8,000
          

$32,500
$24,500

Net loss



  (9,000)
  (9,000)

Balance 12/31/X1
$23,500
$15,500

Recourse debt

(300)
(300)

Nonrecourse debt
(1,000)

Cash received

  (4,500)
  (4,500)


$17,700
$10,700

Net loss



  (4,000)
   (4,000)

Balance 12/31/X2
$13,700
$ 6,700

Recourse debt

(300)
(300)

Nonrecourse debt
(1,000)

Cash received

  (3,000)
  (3,000)


$9,400
$ 3,400

Net loss



  (2,000)
  (2,000)

Balance 12/31/X3
$ 7,400
$ 1,400

Recourse debt

(300)
(300)

Nonrecourse debt
(1,000)

Cash received

  (2,000)
  (2,000)


$ 4,100
$   (900)

Net loss



  (4,000)
        0
Balance 12/31/X4
$   100
$   (900)

The reduction in debt decreased the partner's share of that debt to be included in the computations for '' 704(d) and 465. Losses flow through to G to the extent of the ' 704(d) balance before the loss but are deductible only to the extent of the ' 465 balance. The $4,000 loss in year 4 must be carried forward until G's at‑risk amount is restored. The difference between G's ' 704(d) and ' 465 amounts is his share of the nonrecourse debt outstanding at the end of each year. Note that if G were a limited partner, rather than a general partner, his basis and amount at‑risk would not include recourse debt. (See Examples 34 and 35 and pp. 10‑31 and 10‑32.)

10‑40
If the nonrecourse debt is qualified nonrecourse financing, it is includible in G's at‑risk amount. In such case, the at‑risk amount equals G's ' 704(d) basis at the beginning of years 2 through 5.

(See Example 34 and pp. 10‑31 and 10‑32.)

10‑41
Each partner is allocated a $120,000 equal (25%) share of the partnership's current year $480,000 operating loss. Each partner's deduction for this allocated loss is limited to the $100,000 outside basis in each partnership interest. Corporation M is not subject to the passive activity loss rules of ' 469, and may deduct its $100,000 loss without further limitation. Because individual N materially participates in the partnership business, he may also deduct $100,000 of his allocated loss without further limitation. Because individual O does not materially participate in the partnership business, his partnership interest is a passive activity. O has no passive activity income for the year and therefore cannot deduct any of his allocated partnership loss. Similarly, because individual P is a limited partner, his interest is a passive activity. P has no passive activity income for the year and cannot deduct any of his allocated partnership loss.

(See Example 37, p. 10‑33, and ' 469.)

10‑42
a.
The partnership may not deduct the $4,000 December rent payment until the subsequent year in which the cash basis partner includes the rent payment in gross income.

b.
The partnership may deduct the $10,000 guaranteed payment in the current year in which it was accrued, and the partner must recognize the payment in the current year, which is the year with or within which the partnership year ends.

(See Footnote 83 and p. 10‑34.)

10‑43
B should report income of $66,000 [$54,000 of guaranteed payments from the partnership's taxable year ending September 30, 1998 + $12,000 ' 707(a) payment received for professional services].

[See Example 41, pp. 10‑34 through 10‑36, and ' 707(a) and (c).]

10‑44
a.
B's total income is $62,500 [$50,000 guaranteed payment + 50% of partnership taxable income of $25,000 ($75,000 ! $50,000 guaranteed payment)].

b.
B's total income is $40,000 [$50,000 guaranteed payment ! 50% of partnership ordinary loss of $20,000 ($30,000 ! $50,000 guaranteed payment)].

c.
B's total income is $62,500 [$50,000 guaranteed payment ! 50% of partnership ordinary loss of $25,000 ($25,000 ordinary income ! $50,000 guaranteed payment) + 50% of $50,000 capital gain].

[See Example 40, pp. 10‑34 through 10‑36, and ' 707(c).]

10‑45
The partnership owes its partners an aggregate guaranteed payment of $15,840 (6% of the total year end capital balances of $264,000). Therefore, ABC's taxable income for the current year is $38,160 ($54,000 ! $15,840 guaranteed payments), and each partner's one‑third share is $12,720. The income allocations for the year to the partners are as follows:

Partner A: $4,200 guar. pmt. ($70,000 x 6%)
+ $12,720 = $16,920
Partner B: $5,340 guar. pmt. ($89,000 x 6%)
+ $12,720 = $18,060
Partner C: $6,300 guar. pmt. ($105,000 x 6%)
+ $12,720 = $19,020
[See Footnote 84, p. 10‑35, and ' 707(c).]

10‑46
a.
The partnership's ordinary income is $159,500 ($240,000 gross profit ! $20,500 guaranteed payment including life insurance premium to T ! $60,000 operating expenses).

b.
T's taxable income is computed as follows

30% distributive share: 
Ordinary income
$47,850

Capital gain 
3,000

Guaranteed payment (including life insurance premium)
  20,500
Adjusted gross income

$71,350

Standard deduction (1998)

(4,250)

Personal exemption (1998)

  (2,700)

Taxable income

$64,400
Because T's itemized deductions (including his 30% distributive share of the partnership charitable contribution) are less than the standard deduction, T will use the standard deduction in his taxable income calculation.

c.
T's basis in his partnership interest is calculated as follows:

Basis at beginning of year 
$40,000

30% distributive share:
Ordinary income
47,850

Capital gain 
3,000

Charitable contribution
(1,500)

Cash withdrawal

(10,000)

Basis at end of year

$79,350
[See Examples 19 and 21, pp. 10‑23 through 10‑25 and '' 702(a) and 705.]

10‑47
a.
Because he owns more than a 50% interest in the purchasing partnership, V may not recognize his $1,000 realized loss. The partnership's cost basis in the land is $8,000.

b.
The partnership may deduct V's $1,000 disallowed loss against any gain realized on a subsequent sale of the land. The partnership's recognized gain (loss) on its subsequent sale of the land is (1) ($500), (2) ‑0‑, and (3) $300.

c.
Because he does not own more than a 50% interest in the purchasing partnership, V may recognize his $1,000 realized loss. The partnership's cost basis in the land is $8,000. The partnership's recognized gain (loss) on its subsequent sale of the land is (1) ($500), (2) $600, and (3) $1,300.

[See Example 42, p. 10‑36, and ' 707(b).]

10‑48
a.
R's realized and recognized loss is $3,000. S's realized loss is $4,000; because he owns more than a 50% interest in the partnership, his recognized loss is zero.

b.
The partnership has a cost basis in the two plots of land ($20,000 and $24,000).

c.
Upon sale of Plot 1, RS Partnership will realize and recognize a $2,000 gain that will be allocated 40% to R and 60% to S. Upon sale of Plot 2, the partnership will realize a $5,000 gain but will recognize only a $1,000 gain. (The partnership can deduct S's $4,000 disallowed loss against its realized gain). Unless the partnership agreement provides for some type of special allocation, the $1,000 taxable gain will be allocated 40% to R and 60% to S. Consequently, R will receive 40% of the benefit of S's disallowed loss on the sale of the land to the partnership.

[See Example 42, p. 10‑36, and ' 707(b).]

10‑49
a.
Corporation J must recognize a $125,000 capital gain. Even though Kappa ia a controlled partnership, it is holding the land as a capital asset.

b.
Corporation J must recognize a $125,000 capital gain. In this case, Kappa is not a controlled partnership.

c.
Corporation J must recognize a $125,000 ordinary gain because Kappa is a controlled partnership and does not hold the land as a capital asset.

[See Example 43, p. 10‑36, and ' 707(b).]

TAX RETURN PROBLEMS
A completed Form 1065 for P&K General Partnership and Schedule K‑1 for P and a completed Form 1065 for Slattery's General Partnership and Schedule K‑1 for Lisa are contained in the Instructor's Guide for 1999.


Chapter 11

PARTNERSHIP DISTRIBUTIONS,

DISPOSITIONS OF PARTNERSHIP INTERESTS,

AND PARTNERSHIP TERMINATIONS


SOLUTIONS TO PROBLEM MATERIALS

DISCUSSION QUESTIONS

11‑1
A current distribution is one that does not extinguish the recipient partner's interest in the distributing partnership. A liquidating distribution does extinguish the recipient partner's interest so that after the distribution the recipient is no longer a partner. (See p. 11‑1.)

11‑2
As a general rule, neither partnership nor partner recognizes gain or loss when the partnership makes a cash or property distribution to the partner. Similarly, the basis of distributed partnership property carries over and becomes the basis of the asset to the recipient partner. This treatment of the distribution as a "non‑event" for tax purposes suggests that the partner and partnership should not be regarded as two separate entities, and therefore reflects the aggregate theory of partnerships. [See p. 11‑1, '' 731(a) and (b), and 732(a).]

11‑3
The statement is true. Section 731(a)(2) provides for loss recognition only upon the receipt of a liquidating distribution. (See Examples 2 and 3 and pp. 11‑2 through 11‑3.)

11‑4
A partner will recognize capital loss if he receives a liquidating distribution consisting of only cash, inventory, and/or unrealized receivables, and the amount of cash plus the partnership basis in the inventory and receivables is less than the outside basis of the partnership interest. [See Example 14, pp. 11‑7 through 11-9, and ' 731(a)(2).]

11‑5
In order to determine the tax consequences of the liquidating distribution, Z must know the outside basis of his interest on April 3. This basis will be adjusted for Z's distributive share of partnership income or loss for the current year, and this share cannot be determined until after the December 31st close of the partnership taxable year. (See Examples 20 and 21, p. 11‑11, and ' 705.)

11‑6
A liquidating distribution of cash will result in the recognition of capital gain by the partner only to the extent the cash exceeds the outside basis of the liquidated partnership interest. In contrast, the entire amount of a ' 736(a) payment must be recognized as ordinary income. (See Example 22 and pp. 11‑11 and 11‑12.)

11‑7
A payment made by a service partnership specifically for a general partner's interest in partnership goodwill is considered a liquidating distribution that can only result in the recognition of capital gain to the partner. On the other hand, a payment that is not specified in the partnership agreement as a payment for goodwill is a ' 736(a) payment representing ordinary income to the recipient. (See Example 24 and pp. 11‑12 and 11-13.)

11‑8
If N sells the land within 5 years of its distribution from the partnership, she must recognize ordinary gain (or loss). If she holds the land for five years prior to sale, the character of her gain (or loss) will be determined by the character of the land in her hands. If she has held the land as an investment asset, she will recognize capital gain (or loss). (See Example 26, p. 11‑14, and ' 735.)

11‑9
If the recipient partner recognizes a capital loss or if the basis of distributed property in the hands of the recipient is greater than the partnership basis in the property, a ' 754 election would require the partnership to make a negative (and therefore undesirable) ' 734(b) basis adjustment to its remaining assets. (See Example 29 and pp. 11‑15 and 11‑16.)

11‑10
A partnership might own "unrealized receivables" (zero basis accounts receivable and ' 1245 or ' 1250 recapture potential) or "substantially appreciated inventory" (inventory items the aggregate value of which exceeds 120% of aggregate basis). For this purpose, ``inventory items,'' include any property that is not a capital or ' 1231 asset to the partnership. (See Examples 32 and 33 and pp. 11‑17 and 11‑18 and ' 751.)

11‑11
The statement is false. When a partner sells an interest in a partnership with hot assets, the required application of ' 751(a) can only result in the recognition of ordinary gain. If the partnership's ordinary income assets are depreciated (i.e., their basis exceeds fair market value), no hot assets would exist, and the sale of the interest would result in capital gain or loss. (See Examples 38 and 39 and pp. 11‑22 through 11‑24.)

11‑12
The fact that ' 741 characterizes the gain or loss from the sale of an interest in a partnership with no hot assets as capital in nature reflects the entity theory of partnerships. Under this theory, the partner is selling an intangible ownership interest in a separate entity rather than an interest in the various assets owned by the entity. (See pp. 11‑22 through 11‑24.)

11‑13
The purchase price of a partnership interest is determined with reference to the underlying value of the partnership assets, not to the assets' adjusted tax bases. Consequently, the outside cost basis of the interest will differ from the partner's proportionate share of the inside basis of partnership assets by the amount of the difference between the assets' aggregate basis and fair market value. This result reflects the entity theory of partnerships. (See Example 40 and pp. 11‑24 through 11‑26 and ' 742.)

11‑14
The ' 743(b) basis adjustment that is the direct result of the partnership's ' 754 election can only benefit the purchasing partner. However, the administrative cost of implementing and maintaining the election is borne by the entire partnership. An additional negative consideration is that the election is permanent and its effect on the partnership in future transactions may be detrimental. (See pp. 11‑24 through 11-26.)

11‑15
If the partner is relieved of liability for any amount of partnership debt because of the abandonment, the relief is considered an amount realized on the sale of the interest, and the abandonment loss must be recognized as capital loss. If no such relief (and no such deemed sale) occurs, the abandonment results in ordinary loss. (See Example 43 and pp. 11‑26 and 11-27.)

11‑16
In a family partnership subject to the rules of ' 704(e), income must be allocated to reflect the value of services performed by any donor partner. Any remaining income must be allocated in the same proportion as the capital interests owned by the various family members. (See Examples 44 and 45 and pp. 11‑27 through 11‑29.)

11‑17
The basis of the interest equals its fair market value as of the date of the decedent's death (exclusive of any item of income in respect of a decedent (IRD) included in the partnership interest) plus any amount of partnership debt for which the successor-in-interest is responsible. (See Example 48 and pp. 11‑29 and 11‑30.)

11‑18
Because the death of a partner causes a closing of the partnership's tax year with respect to that partner, items of income, gain, loss, deduction, or credit attributable to the deceased partner's interest up to date of death (August 15) will be included on the final tax return of the decedent. Any amounts for the remainder of the partnership's tax year (August 16 through December 31) must be reported by the deceased partner's successor in interest. (See p. 11-29.)

11‑19
Dissolution of a partnership under state law occurs whenever a partner ceases to be associated with the active conduct of the partnership's business. Such legal dissolution is a pure reflection of the aggregate theory of partnerships. However, for tax purposes a partnership is not terminated unless it ceases to conduct any business in the partnership form (natural termination) or within a 12‑month period there is a sale or exchange of 50% or more of the total interest in partnership capital and profits (technical termination). [See Example 50, pp. 11‑31 and 11‑32, and ' 708(b)(1).]

11‑20
If the partners in any one of the three original partnerships own more than a 50% interest in the capital and profits of the post‑merger partnership, the post‑merger partnership will not be considered a new partnership, but will be a continuation of that original partnership. Consequently, only the other two original partnerships will terminate. [See Example 52, pp. 11-32 and 11‑33, and ' 708(b)(2)(A).]

PROBLEMS
11‑21
a.
$0. Although the distribution exceeds X's basis in her partnership interest on October 1, the regulations permit her to treat the distribution as if it occurred on the last day of the year.

b.
X has taxable income of $30,000 (50% H $60,000), and her basis in her partnership interest is $25,000 ($10,000 initial basis + $30,000 income ! $15,000 distribution).

c.
If partnership earnings had been $6,000, X would still recognize no income in October since the distributions are deemed to have occurred on the last day of the year. At the end of the year, X would have taxable income of $5,000 [$3,000 share of partnership income + $2,000 capital gain (excess of $15,000 distribution over $13,000 predistribution basis)]. At the end of the year, her basis in her partnership interest is $0 ($10,000 initial basis + $3,000 income + $2,000 capital gain ! $15,000 distribution).

(See Example 1 and p. 11‑2.)

11‑22
If partner K accepts a $50,000 cash distribution, he will recognize a $10,000 capital gain ($50,000 cash ! $40,000 basis in his partnership interest). After the distribution, K will have a zero basis in his partnership interest. If K accepts the partnership inventory, he will recognize no gain on the distribution. The $28,000 partnership basis in the inventory will carry over to K, and he will have a $12,000 basis in his partnership interest ($40,000 basis in partnership interest ! $28,000 inventory basis).

By accepting the inventory rather than the cash, K avoids any current recognition of gain. However, a sale of the inventory for its $50,000 value at any time within the five‑year period after the distribution will result in $22,000 of ordinary income to K. Factors that K should consider include the marginal tax rate on capital gains versus ordinary income and whether he has any current capital losses or capital loss carryovers that could be used to offset the capital gain.

[See Examples 2 through 4; pp. 11‑2 through 11‑4; and '' 731, 732(a), 733, and 735.]

11‑23
a.
J does not recognize any gain on the distribution because the cash distributed does not exceed his basis in the partnership interest. The $20,000 partnership basis in the land will carry over to J, and he will have a $7,000 basis in his partnership interest after the distribution ($40,000 ! $13,000 cash received ! $20,000 carryover basis of land).

b.
A partnership does not recognize gain or loss on the distribution of property to partners.

c.
J's $25,000 basis in his partnership interest is first reduced by the $13,000 cash distribution to $12,000. The $12,000 is the maximum amount that can be allocated as basis to the land. J's basis in his partnership interest after the distribution is zero.

[See Examples 2 and 3; pp. 11‑2 and 11‑3; and '' 731, 732(a), and 733.]

11‑24
a.
Because C did not receive cash in excess of his outside basis, he recognizes no gain on the distribution.

b.
C's basis in the inventory will be $22,500 and his basis in his partnership interest will be zero.

c.
In this case, C would not recognize any gain on the distribution and would have a $25,000 carryover basis in the inventory and a $4,000 basis in his partnership interest.

[See Examples 2 and 3, pp. 11‑2 and 11‑3, and '' 731, 732(a) , and 733.]

11‑25
a.
If C sells the distributed inventory for $30,000 in the first year following its distribution by the partnership, he will recognize a $7,500 ordinary gain.

b.
If C waits for 6 years to sell the distributed inventory, the character of his $17,500 gain will depend upon the character of the inventory in C's hands. If he has held the inventory as an investment asset, he will recognize a capital gain.

(See Example 26, pp. 11‑14 and 11‑15, and ' 735.)

11‑26
In the situation in Problem 11‑24(b), the partnership's $25,000 basis in the distributed inventory exceeded C's $22,500 postdistribution basis in the inventory. Consequently, the partnership may make a $2,500 positive adjustment to the basis of its remaining inventory. In Problem 11‑24(c), the $25,000 inside basis in the inventory carried over to C and no basis adjustment can be made by the partnership.

[See Example 28, pp. 11‑15 and 11‑16, and ' 734(b).]

11‑27
a.
This distribution is a nontaxable transfer. P's basis in the partnership of $20,000 exceeds the partnership's basis in the distributed assets. Thus, P's basis in the assets are: (1) $4,000 cash, (2) $5,000 inventory, (3) $2,000 stocks, and (4) $6,000 equipment. His basis in the partnership is reduced to $3,000 ($20,000 ! $4,000 ! $5,000 ! $2,000 ! $6,000). (See Example 2 and pp. 11‑2 and 11‑3.)

b.
The distribution is nontaxable. Since P's basis in the partnership is less than the partnership's basis in the distributed assets by $3,000 ($17,000 ! $14,000), the $14,000 must be allocated among the assets. After reducing his $14,000 outside basis by the $4,000 cash distributed, P must allocate his remaining $10,000 of basis between the two categories of noncash assets in the following order of priority:

First to the inventory in an amount not to exceed its basis in the hands of the partnership. In this case $5,000 of P's remaining outside basis will be allocated to the inventory.

Second to any other distributed assets. In this case, the remaining $5,000 of P's outside basis must be allocated between the investment stock and the equipment. Because the partnership's $8,000 ($2,000 + $6,000) basis in these assets is greater than P's $5,000 remaining basis, the basis decrease formula must be employed. The $3,000 basis decrease is allocated entirely to the equipment since it is the only asset with unrealized depreciation.

P ends up with a $5,000 basis in the inventory, a $2,000 basis in the stocks, and a $3,000 basis in the equipment ($6,000 partnership basis ! $3,000 basis decrease). P's basis in the partnership is now zero. [See Example 4, pp. 11‑3 and 11-4, and '' 732(c) and 733.]

c.
The allocation of P's basis follows the same order as for (b) above. P's basis is allocated as follows: (1) $4,000 cash, (2) $4,000 inventory, and (3) $0 stock and $0 equipment. P's basis in the partnership is zero. (See Example 4 and pp. 11‑3 and 11-4.)

11‑28
a.
Because P recognized no gain or loss on the receipt of the distribution and took a carryover basis in the distributed assets, no basis adjustment to partnership assets is necessary.

b.
In this case, P's $5,000 aggregate basis in the investment stock and equipment is $3,000 less than the partnership's inside basis in these assets. Consequently, the partnership may make a $3,000 positive adjustment to the basis of its remaining capital and ' 1231 assets.

c.
In this case, P's $4,000 basis in the inventory is $1,000 less than the partnership's inside basis and his zero basis in the investment stock and equipment is $8,000 less than the partnership's inside basis. Consequently, the partnership may make a $1,000 positive adjustment to the basis of its remaining inventory and an $8,000 positive adjustment to the basis of its remaining capital and ' 1231 assets.

[See Example 28, p. 11‑15, and ' 734(b).]

11‑29
a.
Because the distribution of the investment asset to O occurred within seven years of its contribution to the partnership by L, L must recognize a $25,000 gain (the amount of gain that would have been specially allocated to L under ' 704(c) if the investment asset were sold for its $132,000 FMV).  L will increase his outside basis in his partnership interest and the LMNO Partnership will increase its predistribution inside basis in the investment asset by the amount of this gain. Partner O takes a carryover basis of $95,000 in the distributed asset and reduces the outside basis in her partnership interest to $305,000 ($400,000 predistribution basis - $95,000 carryover basis).

b.
If L's contribution of the investment asset occurred eight years ago, the asset's distribution to O in the current year does not trigger any gain recognition to L. Partner O takes a carryover basis of $70,000 in the distributed asset and reduces the outside basis in her partnership interest to $330,000 ($400,000 predistribution basis - $70,000 carryover basis).

c.
Because the distribution was to the contributing (rather than a noncontributing) partner, it does not trigger any gain recognition to L. Partner L takes a carryover basis of $70,000 in the distributed asset and reduces the outside basis in his partnership interest to $22,000 ($92,000 predistribution basis - $70,000 carryover basis).

[See Examples 8 and 9, pp. 11‑5 and 11‑6, and ' 704(c)(1)(B).]

11-30
a.
Because the distribution of the commercial real estate to S occurred within seven years of S's contribution of Greenacre to the partnership, ' 737 requires S to recognize a $140,000 gain (the lesser of S's $140,000 net precontribution gain in Greenacre or the $149,000 excess of the FMV of the distributed commercial real estate over S's predistribution outside basis). S increases the outside basis in its partnership interest by this gain, then takes a $205,000 carryover basis in the distributed real estate.  Subsequent to the distribution, S's outside basis is $18,000 ($83,000 predistribution basis + $140,000 ' 737 gain ! $205,000 carryover basis).  The RST Partnership increases its inside basis in Greenacre by $140,000, the amount of S's ' 737 gain.

b.
If S's contribution of Greenacre occurred nine years ago, the distribution of the commercial real estate to S in the current year would not trigger any ' 737 gain recognition to S. Partner S takes an $83,000 basis in the real estate and has a zero outside basis in its partnership interest. The RST Partnership does not increase the inside basis of any of its assets because of this distribution.

[See Examples 8 and 9, pp. 11‑5 through 11‑6, and ' 737.]

11-31
a.
F's $45,000 outside basis is first reduced by the $20,000 cash received. Her remaining $25,000 of outside basis is assigned to the one-half interests in the equipment and capital asset. Because the partnership's basis in these assets does not exceed (nor is less than) F's remaining $25,000, she will simply assign $20,000 of her basis to the equipment (1/2 of partnership's $40,000 basis) and the remaining $5,000 to the capital asset (1/2 of partnership's $10,000 basis).

b.
In this case, F's outside basis after reduction for the cash distribution is $40,000. This basis is allocated between F's one-half interests in the equipment and capital assets under the basis increase formula since the sum of the carryover bases of the equipment and capital asset ($20,000 + $5,000 = $25,000) is less than F's $40,000 outside basis remaining. Because the $15,000 basis increase ($40,000 outside basis ! $25,000 carryover inside basis) is less than the $25,000 sum of unrealized appreciation in the equipment ($15,000, or 60% of total unrealized appreciation) and the capital assets ($10,000), the increase is allocated between these assets based on relative unrealized appreciation. Consequently, F will increase the basis in the equipment to $29,000 (a $9,000 basis increase) and she will increase the basis in the capital asset to $11,000 (a $6,000 basis increase). Because no unassigned outside basis increase remains, no further basis adjustments are required.

[See Examples 14 through 19, pp. 11‑8 through 11‑11, and '' 731(a) and 732(b) and (c).]

11‑32
a.
Because the distributed tracts of real estate were inventory to ABC, their basis in the hands of the partners cannot exceed their inside basis to the partnership. Consequently, Partner A's bases in his one-third interests in Whiteacre and Blackacre are limited to $40,000 (1/3 of $120,000) and $90,000 (1/3 of $270,000) respectively.  Partner A reduces his $200,000 outside basis by the $21,000 cash received and by the $130,000 aggregate basis in his one-third undivided interests in the real estate and recognizes his $49,000 unrecovered outside basis as a capital loss.

b.
Partner C reduces her $125,000 outside basis by the $21,000 cash received and allocates her $104,000 remaining basis to her one-third undivided interests in Whiteacre and Blackacre based on their relative inside bases.  Consequently, C's basis in her one-third undivided interest in Whiteacre is $32,000 ($104,000 H $40,000/$130,000) and the basis in her one-third undivided interest in Blackacre is $72,000 ($104,000 H $90,000/$130,000).  C recognizes neither gain nor loss on the liquidating distribution.

[See Examples 14 and 15, pp. 11‑8 and 11‑9, and '' 731(a) and 732(b) and (c).]

11‑33
a.
For ' 751 purposes, inventory includes any asset that is not a capital or ' 1231 asset. Therefore, the partnership's accounts receivable are a ' 751 inventory asset. However, the aggregate $53,000 value of the accounts receivable and partnership inventory is less than 120% of their $45,000 aggregate basis. As a result, the ' 751 inventory is not substantially appreciated.

b.
If the accounts receivable have a zero basis, the aggregate $53,000 value of the accounts receivable and partnership inventory exceeds 120% of their $30,000 aggregate basis. As a result, the ' 751 inventory is substantially appreciated.

[See Examples 32 and 33, pp. 11‑16 through 11‑18, and ' 751(c) and (d).]

11‑34
Because R did not receive his one-fourth share of the partnership's substantially appreciated inventory, he has received a disproportionate distribution within the meaning of ' 751(b).  The tax consequences of the distribution are determined as if R received a proportionate distribution of $2,500 cash and one-fourth of the inventory (FMV $3,750, basis $2,000).  The constructively distributed inventory takes a $2,000 carryover basis to R and reduces his outside basis in his partnership interest to $2,500.  R then sells the inventory back to the partnership for $3,750 cash, recognizing a $1,750 ordinary gain.  The $2,000 cash R received in the constructive proportionate distribution reduces his outside basis to zero, and R recognizes no further gain.

The RHS partnership does not recognize any gain on the constructive repurchase of $3,750 of inventory from R. However, the partnership may increase its basis in its inventory by $1,750, reflecting a step-up to cost in one fourth of the inventory.

[See Example 37, pp. 11‑20 and 11‑21, and ' 751(b).]

11‑35
a.
The $60,000 value of QRS's inventory exceeds 120% of the inventory's $48,000 basis. As a result, the inventory is substantially appreciated and a ' 751 hot asset. Because Q received more than his one‑third share of the inventory, he has received a substantially disproportionate distribution. The tax consequences of the distribution can be determined by the following exchange table:


FMV of Actual
 FMV of Proportionate


Distribution
Distribution
Excess/(Shortage)
Hot assets: 
$54,000
$20,000
$34,000

Other assets:
       ‑0‑
  34,000
 (34,000)

$54,000
$54,000
      ‑0‑
Q is deemed to have received a distribution of $20,000 worth of inventory with a basis of $16,000 (one‑third of the inside basis) and $34,000 worth of partnership ' 1231 and capital assets with a basis of $24,000 (one‑third of the inside basis). Q then exchanged the ' 1231 and capital assets for additional inventory worth $34,000, recognizing a $10,000 ' 1231/capital gain. Q's basis in his inventory is $50,000 ($16,000 carryover basis in distributed inventory + $34,000 cost basis in purchased inventory).

b.
QRS Partnership constructively exchanged $34,000 of inventory with a basis of $27,200 ($48,000 total inside basis x ($34,000)$60,000)) for $34,000 worth of ' 1231 and capital assets. Therefore, the partnership must recognize a $6,800 ordinary gain. QRS may increase the basis in its ' 1231 and capital assets by $10,000, the excess of the cost of the $34,000 purchased assets over their $24,000 original inside basis.

c.
In this case the inventory would not be substantially appreciated because its $60,000 value is only 109% of its $55,000 basis. Section 751(b) would not apply to the distribution, which would be nontaxable to both Q and the QRS Partnership. Q would take the $54,000 worth of distributed inventory with a $40,000 substituted basis. The liquidating distribution would have no effect on the basis of the partnership's remaining assets.

[See Example 37, pp. 11‑20 and 11‑21, and ' 751(b).]

11‑36
a.
The $30,000 portion of the distribution from the partnership that represents payment for E's 30% share of partnership cash and ' 1231 assets (total value $100,000) is a liquidating distribution. E must recognize the $6,000 excess of this portion of the distribution over her $24,000 outside basis as capital gain. The $8,400 remainder of the distribution represents payment for E's 30% share of partnership unrealized receivables and unspecified goodwill (total value $28,000). E must recognize this portion of the distribution as a ' 736(a) ordinary income payment. The partnership will charge the $30,000 liquidating distribution against E's capital account and deduct the ' 736(a) payment.

b.
In this case, the $4,800 payment for E's 30% share of $16,000 of goodwill is an additional liquidating distribution that increases E's capital gain to $10,800. Only the $3,600 payment for E's share of the partnership unrealized receivables is a ' 736(a) ordinary income payment to E and a deduction to the partnership.

c.
Of the $38,400 total payment to E, $30,000 (78.125%) is a liquidating distribution while $8,400 (21.875%) is a ' 736(a) payment. Each annual payment of $7,680 will be divided proportionally between the two categories. Therefore, $6,000 of each payment will be a liquidating distribution, while $1,680 will be a ' 736(a) payment. E will not recognize any capital gain until year 5 when the total amount of cash received as a liquidating distribution finally exceeds the $24,000 basis in her partnership interest. She will recognize the annual ' 736(a) payments as ordinary income in the year received.

(See Examples 24 and 25, pp. 11‑12 through 11‑14, and ' 736.)

11‑37
a.
The liquidating distribution to R is $118,000, the $115,000 cash to be paid plus relief of $3,000 of partnership liabilities. Of this amount, $103,000 is attributable to the value of R's one‑third interest in partnership assets. Therefore, the ' 736(b) property payment is $103,000 (87.3% of the total payment), and the remaining $15,000 (12.7% of the total payment) is a ' 736(a) income payment.

Each annual payment to R must be divided proportionately into ' 736(a) and (b) payments.


' 736(a)
' 736(b)


Portion
Portion

Annual Payment
(12.7%)
(87.3%)
Year 1: $26,000 (cash plus debt relief)
$ 3,304
$22,696

Year 2: $23,000
2,924
20,076

Year 3: $23,000
2,924
20,076

Year 4: $23,000
2,924
20,076

Year 5: $23,000
   2,924
  20,076

$15,000
$103,000
Because the ' 736(a) income payments are determined without reference to partnership income, they are treated as annual guaranteed payments to R, taxable as ordinary income. The ' 736(b) property payments are liquidating distributions, and their tax consequences are determined under ' 731. The ' 736(b) property payments received in years 1 through 4 ($82,924) are tax free and reduce R's basis in his partnership interest to $76. The ' 736(b) property payment received in year 5 will exceed R's remaining basis and will result in $20,000 of recognized capital gain.

b.
The ongoing partnership will deduct each annual ' 736(a) income payment made to R as a guaranteed payment from the partnership. The ' 736(b) property payments will be nondeductible reductions of R's capital interest in the partnership.

[See Examples 24 and 25; pp. 11‑12 through 11‑14; and ' 736.)

11‑38
The ' 754 election will have no effect until year 5, when liquidated partner R recognizes a $20,000 capital gain under ' 731(a)(1). The partnership may increase the basis of its ' 1231 and capital assets by $20,000. Note that because the gain is capital in nature, the positive basis adjustment may only be allocated to ' 1231(b) and capital assets held by the partnership. [See Examples 28 and 30, pp. 11‑15 and 11‑16, '' 734(b) and 755, and Reg. ' 1.755‑1(b)(1)(ii).]

11‑39
a.
At the date of sale, the partnership has no unrealized receivables and no substantially appreciated inventory. The total amount realized by R on the sale of his interest is $118,000 ($115,000 cash received + $3,000 relief of one‑third of the partnership debt). R must recognize a capital gain of $35,000, which is the excess of the $118,000 amount realized over R's $83,000 outside basis in his interest.

b.
U's basis in his partnership interest is $118,000 ($115,000 cash paid + $3,000 liabilities assumed).

c.
If no ' 754 election is in effect, U will have an $83,000 inside basis (one‑third of $249,000) in his one‑third share of the partnership assets, and a $118,000 cost basis ($115,000 cash paid + $3,000 liabilities assumed) in his partnership interest.

[See Examples 38 and 40, pp. 11‑22 through 11‑24, and '' 743(a) and 751(a).]

11‑40
If a ' 754 election is in effect,' 743(b)(1) permits an increase to U's inside basis in partnership property equal to $35,000 ($118,000 ! $83,000 inside basis before adjustment). Under ' 755, this special basis adjustment is allocated between (1) capital and ' 1231 assets and (2) other assets, based on the relative appreciation in the two categories. Note that this partnership has  $45,000  of unrecorded goodwill (i.e., $309,000 FMV recorded assets + $45,000 goodwill = $354,000 ! $9,000 liabilities = $345,000 net FMV ) 3 = $115,000 U paid for the 1/3 interest), which is included as a capital asset for allocation purposes. Finally, the adjustment allocated to each category is allocated to appreciated assets within the category, again based on relative appreciation. Application of the above rules results in the following allocation:


RST's  
U's  


Unadjusted
Special 


   Basis  
  Basis  
Cash

$ 30,000
$       0

Accounts receivable
20,000
0

Inventory
105,000
2,333
 (1/3 H $ 7,000)

' 1231(b) assets
94,000
17,667
 (1/3 H $53,000)

Goodwill
          0
  15,000
 (1/3 H $45,000)


$249,000
$  35,000
Liabilities
$  9,000

U, capital
80,000
$35,000

S, capital
80,000
0

T, capital
   80,000
         0

$249,000
$35,000
[See Example 41, pp. 11‑24 and 11-25, and Reg. ' 1.755‑1(a)(1)(iv).]

11‑41
a.
At date of sale, the partnership has hot assets worth $44,000 ($4,000 ' 1245 ordinary income potential + $40,000 unrealized receivables). Consequently, $11,000 of M's $37,000 amount realized on sale ($30,000 cash + $7,000 relief of 25% of partnership debt) is treated as a payment in exchange for M's 25% share of these zero basis assets. The $26,000 remaining amount realized exceeds M's $22,000 outside basis in his interest by $4,000. Therefore, M must realize $11,000 ordinary income and a $4,000 capital gain on the sale.

b.
M would still realize $11,000 of ordinary income on the deemed sale of his 25% interest in partnership hot assets. He would also recognize a $2,000 capital loss equal to the excess of his $28,000 outside basis over the remaining amount realized of $26,000.

[See Example 39, pp. 11‑22 through 11‑24, and ' 751(a).]

11‑42
a.
As a 25 percent partner, J will receive (and pay tax on) a distributive share of $5,000 of the $20,000 ordinary income recognized by the partnership on the collection of half the accounts receivable, even though he indirectly paid $10,000 for his proportionate interest in the receivables when he purchased his interest from M. The remaining $15,000 of the income represents the distributive share of the other partners in the CPA partnership.

b.
If the partnership has a ' 754 election in effect, J has a ' 743(b) special basis adjustment with respect to his proportionate interest in all the partnership assets.  His ' 743(b) basis adjustment to the partnership accounts receivable is $10,000 (25 percent of the appreciation in the receivables on the date J purchased his partnership interest).  Even though J still receives a $5,000 distributive share of the $20,000 ordinary income, he can offset this income by half of his $10,000 special basis adjustment, thereby eliminating any income recognition.  The other partners still receive (and pay tax on) their $15,000 distributive share of the $20,000 ordinary income.

[See Examples 41 and 42, and pp. 11‑24 through 11‑26.]

11‑43
a.
This is a nontaxable exchange. K will take a $37,000 basis in his new general partnership interest.

b.
This is a taxable exchange. K will recognize a $13,000 gain and take a $50,000 cost basis in the land.

c.
No gain will be recognized on K's final Form 1040 because of this disposition. Per ' 1014, K's nephew will take a $50,000 stepped‑up basis in the interest.

d.
This is a taxable exchange. K will recognize a $13,000 gain and take a $50,000 cost basis in the Gamma stock.

e.
K make claim a $37,000 ordinary abandonment loss.

(See Example 43 and pp. 11‑26 through 11‑29.)

11‑44 
a.
In this case, the partnership income is allocated in equal amounts ($123,333 each) to the three partners as stipulated in the partnership agreement.

b.
Siblings are not considered family members for purposes of the family partnership rules. Consequently, K, L, and M are unrelated parties, each of whom is entitled to an equal share ($123,333) of current year partnership income as stipulated in the partnership agreement

c.
Parents and children are considered family members for purposes of the family partnership rules. Even though L and M paid fair market value when they purchased their interests for K, they are treated as having received the interests as gifts from K. As a result, the maximum amount of income allocable to L and M as constructive donee partners is $52,857 each ($370,000 income x [$20,000 donee capital ) $140,000 total capital]). The remaining $264,286 of income is allocated to K.

d.
The fact that K, L, and M are unrelated is irrelevant; L and M are still donee partners.  As a result, the maximum amount of income allocable to L and M is $52,857 each ($370,000 income x [$20,000 donee capital )$140,000 total capital]). The remaining $264,286 of income is allocated to K.

e.
The fact that K was willing to perform uncompensated services for the partnership is irrelevant. The partnership income is still allocated in equal amounts ($123,333 each) to the three partners as stipulated in the partnership agreement.

f.
The maximum amount of income allocable to L and M as donee partners is $51,714 each ([$370,000 income - $8,000 compensation income allocated to K] x [$20,000 donee capital ) $140,000 total capital]). The remaining $266,572 of income is allocated to K.

[See Examples 44 and 45, pp. 11‑27 and 11‑28, and '704(e).]

11‑45
a.
The March 31, 1999 sale by G of a 30% interest terminates the Beta Partnership. Two sales representing a cumulative 55% interest in Beta (A's sale of her 25% interest on June 8 and G's sale of his 30% interest) occurred within a 12‑month period. Note that G's November 19 contribution of capital was not a sale or exchange and therefore did not trigger a technical termination.

b.
Beta's taxable year closes on March 31, 1999.

[See Example 50, pp. 11‑31 and 11‑32, and ' 708(b)(1).]

11‑46
a.
Because the former partners of Mega own more than a 50% interest in M‑Z Partnership, M‑Z is a continuation of Mega.

b.
Mega's taxable year will not close and M‑Z will file its first Form 1065 on a calendar year basis. Zeta's last taxable year (which began on October 1, 1997) closes on June 1, 1998, the date of the merger.

[See Example 52, pp. 11‑32 and 11-33, and ' 708(b)(2)(A).]

11‑47
The partners in the newly formed WH Partnership owned more than 50% of the interests in the divided WHB Partnership. Consequently, the WHB Partnership does not terminate but continues as the WH Partnership. The BH Partnership is a new partnership for tax purposes.

[See Example 53, p. 11‑33, and ' 708(b)(2)(B).]

RESEARCH PROBLEMS
Solutions for the Research Problems (11‑48 and 11‑49) are contained in the Instructor's Guide for 1999.


Chapter 12

S CORPORATIONS


SOLUTIONS TO PROBLEM MATERIALS

DISCUSSION QUESTIONS

12‑1
a.
The only situation when an S corporation may have a corporate shareholder is when the QSSS (qualified subchapter S subsidiary) rules are met. These rules permit one S corporation to own another S corporation if it owns 100 percent of the subsidiary S corporation's stock and elects to treat the subsidiary as a QSSS. [See p. 12-3 and ' 1361(b)(2)(A).]

b.
Yes. When counting shareholders, stock owned by a husband and wife is treated as owned by one shareholder. This applies whether the stock is owned jointly or separately, as long as the couple is not divorced. Thus, this corporation has only 74 owners and falls below the general 75‑shareholder eligibility requirement. [See p. 12‑5 and ' 1361(b)(3).]

c.
Yes, if the trust is one of the five types of trusts permitted as shareholders. The one most applicable in this case is the voting trust. If the trust is established to exercise voting power for the children's stock, it may hold stock in the S corporation. Each child is treated as a separate shareholder. [See p. 12‑4 and ' 1361(c)(2)(A).]

d.
Yes. The corporation may have only one class of stock issued and outstanding. Stock that is authorized but is unissued does not invalidate the election. (See pp. 12‑5 and 12-6.)

12‑2
a.
No, an S corporation can own stock in a C corporation or another S corporation. [See pp. 12‑2 and 12-3 and ' 1361 (b)(3).]

b.
No, a married couple counts as one shareholder. [See p. 12‑5 and ' 1361(c)(2).]

c.
No, estates and resident aliens are eligible shareholders. [See pp. 12‑3 and 12-4 and ' 1361(c).]

d.
No, the two minor children will count as shareholders, but L will not. [See Example 3, p. 12‑5 and ' 1361(c).]

e.
No, since there are no owners of the preferred stock, it is unissued and is consequently acceptable. [See p. 12‑5 and ' 1361(c)(4).]

f.
No, the differences in voting rights are authorized by ' 1361(c)(4). (See p. 12‑5.)

12‑3
a.
The termination rules do not apply in this case because an S corporation is allowed to own stock in a C corporation or another S corporation. [See pp. 12‑2 and 12-3 and ' 1361(c)(6).]

b.
The termination is effective on December 29 because there are more than 75 shareholders on that date. (See pp. 12‑5 and 12‑9.)

c.
The election will terminate when the Englishman loses his status as a resident alien. (See pp. 12‑3 and 12‑9.)

d.
The termination is effective the date of the exchange because two classes of stock have been issued at that point. (See pp. 12‑5 and 12‑9.)

e.
In a the termination could be effective on January 1, 1998 or any date after February 12, 1998 if specified. For b the revocation is after the 15th day of the third month so can only be effective on a specified date after May 2, 1998 If no date is specified, the revocation will be effective January 1, 1999 [See p. 12‑9 and ' 1362(d)(1).]

f.
The termination is effective June 5 because the C corporation is not an eligible shareholder. (See p. 12‑9.)

g.
The termination will be effective January 1, 1999 because the passive income has exceeded 25 percent of gross receipts for three consecutive years and there is AE&P. (See pp. 12‑10 and 12‑11.)

12‑4
Stock authorized and outstanding must be identical in rights and interest conveyed to shareholders. For example, rights refer to pro rata dividends and pro rata distributions on liquidation. But differences in voting rights are authorized by the Code. Therefore, the mother may exchange her assets for stock ownership equal to 40 percent of class A voting and 60 percent of class B nonvoting stock. If she then gives the nonvoting stock to her children, she maintains voting control and achieves her objective. (See Example 4 and pp. 12‑5 and 12-6.)

12‑5
Since the corporation is a calendar year corporation, the election must be filed by March 15. In addition, consent to the S election must be obtained from not only F, M, and T, who hold stock at the time of the election, but also from V, who held stock during a portion of the taxable year prior to the election. This consent allows V to be protected from allocations of income, losses, and other items. Without V's consent by March 15, 1998, the election will not be effective until 1999. (See Example 6 and pp. 12‑7 and 12‑8.)

12‑6
Yes, the election can be made for all of 1998 if it is done by March 15, 1997. [See p. 12‑7 and '' 1362(b)(1) and (b)(2).]

a.
No, consent from R must be obtained by the filing deadline unless the IRS grants an extension of time due to a holding that R's absence is ``reasonable cause.'' [See Example 6, p. 12‑8, and Reg ' 18.1362‑2(c).]

b.
Yes, the sale is after the effective date and has no effect unless X can get support from other stockholders for a revocation. [See pp. 12‑7 and 12‑8, and ' 1362(d)(1)(D).]

12‑7
An intentional revocation must be made by shareholders holding more than one half the shares of stock. (1) If made by the 15th day of the third month of the current taxable year (March 15 for a calendar year business), the election is effective on the first day of the taxable year unless the corporation specifies a prospective date. (2) If made after this two-month and 15-day period, the revocation is effective the following taxable year unless another day after the date of revocation is selected.

For situation (1), if an effective date is one other than the first day of the following tax year, the corporation's taxable year is divided into two parts. It has an S short year ending the day before the termination date and a C short year for the remaining part of the year. Both an S corporation and a C corporation return must be filed, each reflecting the correct share of income, deductions, credits, etc. The two approved methods of determining these amounts are the (1) pro rata, or per-day, method and (2) the interim closing of the books method. The tax liability for the C short year must be determined by annualizing the C short year income.

For situation (2), the corporation closes its S corporation books at the end of the tax year and files an S corporation return. At the beginning of the next taxable year, it must follow the rules and regulations concerning reporting and filing C corporation income and returns.

An unintentional violation of eligibility requirements terminates the S corporation election on the date of the disqualifying event. The effect is the same as outlined in situation (1) above. However, the IRS may allow the corporation to continue its S status if the factor disqualifying the election is corrected.

A termination due to excessive passive income becomes effective at the beginning of the first year following the close of the third consecutive year in which the corporation had (1) passive investment income exceeding 25 percent of gross receipts, and (2) AE&P at the end of each of these three years from the time it was a C corporation. The results at the effective date are the same as for situation (2) above.

[See Examples 8 through 15, pp. 12‑8 through 12‑12 and ' 1362(d).]

12‑8
The shareholders cannot revoke the election as of January 1, 1998 because a timely revocation cannot be filed (by the 15th day of the third month, which is March 15 for a calendar year corporation). The intention of this provision is to prevent corporations from waiting until the end of the tax year to determine the most advantageous filing status (i.e., as an S corporation or a C corporation). However, shareholders may revoke the S election for the rest of 1998. Similarly, S status is terminated immediately when any Subchapter S requirement is violated. For example, stock could be sold to an ineligible shareholder, such as a nonresident alien, corporation, or partnership. Thus, the shareholders should consider an appropriate method and time to cause one or more of the requirements to be violated to accomplish their objective. (See pp. 12‑8 through 12‑12.)

12‑9
Passive investment income includes gross receipts from rents, not net income from rents. Rents are not passive income when significant services are provided. If (1) this is the third consecutive year the corporation has had gross rental income exceeding 25 percent of gross receipts, and (2) it also has had AE&P at the end of each year, then the excessive passive investment income test will be violated and the corporation will lose its S election as of the beginning of the next year. Steps that could be taken are to (1) increase other nonpassive income so that rent is a smaller portion of gross receipts, (2) perform substantial services to have rent removed from the category of passive income, or (3) delay receipt of the last two months of rent until the beginning of the following tax year to lower the percentage of gross receipts that is rent (if a cash basis corporation). For example, 30 percent/12 months = 2.5 percent H 10 months = 25 percent. (See Example 13 and pp. 12‑10 and 12‑11.)

12‑10
a.
The salary is a deductible business expense for the S and C corporations always, but for the partnership only if a guaranteed salary is paid. (See Example 14 and p. 12‑10.)

b.
Owners can be employees of the business and be paid salaries subject to FICA and withholding for the S and C corporate shareholders, but for partners only if the partner's capital interest does not exceed 5 percent. Partners whose capital interests exceed the 5 percent limit must pay self-employ​ment tax on their share of partnership operating income because they are considered to be self-employed. (See Example 16 and p. 12‑13.)

c.
Fringe benefits for owner/employees are deductible for all C corporate shareholders and excludable from gross income of the owner/employees. Fringe benefits for S shareholders owning 2 percent or less of the corporation's stock receive the same treatment. S shareholders owning more than 2 percent of the stock are subject to the same rules as a partner who receives fringe benefits from his or her partnership. Specifically, the S corporation is allowed a deduction for the cost of the qualifying employee benefits and the more than 2 percent shareholder/employee must include the amount in gross income. Although treated as wages subject to withholding taxes, any health insurance is not subject to the FICA or FUTA taxes. Partnerships are also allowed to deduct the cost of the fringe benefits provided to its partners. The cost of such benefits is treated as a deductible guaranteed payment by the partnership and included in the gross income of the partner. (See p. 12‑14.)

12‑11
The original character of all S corporation items flows through to be reported by shareholders on their own tax returns. The Schedule K‑1 provides each shareholder with his or her dollar share and the character of income, expenses, gains, losses, and credits that may be subject to special treatment. (See Schedule K‑1 at Exhibit 12‑1 and pp. 12‑17 through 12‑23.)

12‑12
a.
Dividend income received by an S corporation is separately stated and flows through to each shareholder pro rata as dividend income. (See pp. 12‑17 and 12‑23.)

b.
Accrued rental expense to a shareholder is deductible by the S corporation only when it is includible income to the shareholder. In the case of a cash-basis shareholder, the expense is not deductible until paid. (See pp. 12‑32 and 12‑33.)

c.
Net LTCGs flow through to each shareholder before short-term gains or losses are netted against them. LTCGs are combined with other shareholder capital gains and losses on their individual returns. The S corporation must also report gains subject to the 28% and 25% tax rates. (See pp. 12‑17 and 12‑23.)

d.
The S corporation must recognize the gain to the extent the market value of the distributed asset exceeds the S corporation's basis in the asset. This gain flows through to the shareholders. The recipient shareholder has a basis in the asset equal to its market value. To the extent the market value exceeds the shareholder's basis in the S corporation's stock (increased by his or her share of the gain recognized by the corporation), the transaction is treated as a partial sale of stock. (See pp. 12‑36 and 12‑37.)

12‑13
a.
Yes. All reasonable salaries paid to family members are deductible business expenses and includible income to the children. (See footnote 83 and p. 12‑36.)

b.
 Yes. However, special income allocation rules require that (1) all family members be compensated for their services, and (2) allocations to the children represent an equitable return on their capital. Two advantages of the S corporation form are that (1) shareholders are not required to participate in management, and (2) corporate stock may have different voting rights. [See p. 12‑36, ' 1366(e), and Reg. ' 1.1373‑1(a)(2).]

c.
Yes. K may form a trust to hold the children's shares as long as the trust is a voting trust, a deemed grantor trust, "QSST" or ESBT. [See pp. 12‑4 and 12-5 and ' 1361(c)(2)(A).]

12‑14
Differences between an owner's inside and outside basis arise when an individual purchases stock of an S corporation that has appreciated assets or assets that have declined relative to their basis. The purchase price generally is based on the market value of the assets, but the new owner must accept the corporation's historic basis in the assets for calculating depreciation, amortization, depletion, and gain or loss. The purchaser's outside basis, the purchase price, is his basis in the S corporation stock, and his inside basis is his share of the corporation's basis in the assets transferred from the seller. This causes a problem since a lower inside basis results in the new owner reporting more net income or less loss. Unlike the partnership, there is no provision for correcting these inequities. (See Example 45 and pp. 12‑53 and 12-54.)

12‑15
a.
When market value exceeds basis, the S corporation must recognize the gain on the asset distributed. This gain passes through to the owners. The basis to the owners of the property received is its FMV. There is no transfer of tax attributes. In addition, owners must recognize gain when the FMV of the assets received exceeds their basis in the corporate stock (increased by their share of the gain recognized by the corporation). This is capital gain because it is treated as a sale of stock. [See Example 38, pp. 12‑43 and 12‑44, and ' 1363(d).]

b.
When the property's basis exceeds its market value, there is a realized loss but no recognized loss. Since this is a nontaxable transfer, the basis of the property received is its fair market value on the date of the distribution. (See pp. 12‑43 and 12‑44.)

12‑16
Cash distributions, when there is no AE&P, are includible income only when they exceed a shareholder's basis in the S corporate stock (determined at the corporation's year end). In this situation, the shareholder's basis excludes receivables or other obligations due from the corporation. The character of the income is capital gain. In addition to potential capital gain recognition, shareholders receiving cash distributions from an S corporation with AE&P have dividend income to the extent the distribution is from AE&P. [See Examples 31 and 32; pp. 12‑26 through 12‑40; and ' 1368(b).]

12‑17
The post-termination transition period (PTTP) was created to allow shareholders to transact certain S corporation activities after the S corporation no longer existed. The period begins the day after the S corporation's final tax year and ends on whichever occurs last: (1) one year later; (2) the due date for the final return, including extensions; (3) 120 days after some agreement determining that the S corporation terminated in a prior year; or (4) 120 days after an audit that adjusts S corporation income.

This period is used to make nontaxable cash distributions from AAA. It also can be used by shareholders to increase basis in stock that would allow the flow through of any net loss carryovers that were not available to the shareholder previously because the basis in the S corporation stock plus debt/receivables was zero. (See p. 12‑45.)

12‑18
a.
Advantages. Unlike partners, S shareholders

1.
May be employees of their S corporation, with their salaries subject to FICA, and not subject to self-employment tax;

2.
Always have capital gain on the sale of an ownership interest or may qualify for ' 1244 ordinary loss;

3.
Increase their basis in the S corporation for loss flow-through by debt owed to them personally by the S corporation;

4.
Have no personal liability for S corporation debts unless they have guaranteed them;

5.
Are not required to participate in the management of the business; and

6.
Are not subject to ordinary income when certain capital assets are sold to the S corporation, even if the seller owns more than 50 percent of the business.

Disadvantages. Unlike S corporations, partnerships

1.
Provide owners with the ability to contribute assets for an ownership interest tax-free, regardless of the contributing parties' percentage of ownership;

2.
Do not usually recognize gain when appreciated assets are distributed to a partner, even if the partner has no basis in the partnership;

3.
May have income, expenses, gains, losses, and credits specially allocated among owners;

4.
May have the basis of their assets adjusted when an ownership interest is sold or when gain or loss is recognized by a partner as a result of partnership distributions;

5.
Allow owners to include their share of partnership liabilities in their basis;

6.
Have no restrictions on who may be an owner or on the number of owners;

7.
May not lose their elections to be treated as partnerships;

8.
Are not subject to any built-in gains tax or passive investment income tax; and

9.
Are subject to distribution restrictions only for a donee partner, whereas S corporations are subject to rules requiring fair salaries, interest, etc. to all related parties.

b.
Advantages for the S corporation relative to a C corporation:

1.
The original character of all S corporation items flows through to the owners, which provides benefits, particularly when the S corporation has net losses, as is often the case in the early years of operation;

2.
Distributions from S profits are not taxed to shareholders unless their basis is zero, so double taxation is avoided;

3.
Net capital gains and losses are passed through to the shareholders; and

4.
Excess accumulated earnings are not subject to a penalty tax.

Advantages for the C corporation relative to an S corporation:

1.
It is a separate taxable entity;

2.
Owner/employee fringe benefits are excludable by the owner/employee;

3.
Business income is not taxable to owners until distributed;

4.
Corporate taxable years may differ from those of their owners;

5.
There are no restrictions on the total number of owners;

6.
State income taxes and charitable contributions are business deductions; and

7.
There is a dividend deduction equal to 70 percent (80% if at least 20% of the distributing corporation's stock is owned and 100% if from an affiliated corporation) of dividend income.

(See Exhibit 12‑6 and pp. 12‑60 through 12‑68.)

PROBLEMS
12‑19
The election is terminated if the corporation has passive investment income exceeding 25 percent of its gross income for three consecutive years and the corporation has AE&P at the end of each of these three consecutive years. In this case, the corporation has current year passive income of $55,000 ($50,000 + $5,000), which is greater than $31,250 [25% H ($50,000 + $5,000 + $30,000 + $40,000 = $125,000)]. As a result, the election is terminated as of January 1, 1999. (See Example 13 and pp. 12‑10 and 12‑11.)

12‑20
a.
S Inc. must file a Form 1120S, an S corporation income tax return, for the short period January 1, through July 31, and a Form 1120, a C corporation income tax return, for the short period August 1 through December 31 . Both returns are due on March 15, 1999, the due date of the calendar year short period C corporation return.

b.
S must prorate its 12‑month income of $432,000 between the S corporation and the C corporation returns, based on the number of days reflected on each return (since the interim closing method was not elected). Taxable income on the C corporation return will be $181,085 (153 days/365 days H $432,000). In computing the tax liability, this amount must be annualized as follows:

Step 1:
Taxable income ($181,085 H 365/153) =
$432,000


H      34%
Tax liability on a 12-month basis
$146,880

Step 2:
$146,880 H 153/365 = $61,569 tax liability

for the short period August 1 -- December 31, 1997

In this situation, annualization causes all of the C corporate income to be taxed at 34 percent.

(See Example 8 and pp. 12‑8 and 12‑9.)

12‑21
a.
If the partners incorporate, the corporation must pay employment taxes on their compensation. As a result, the corporation's ordinary taxable income would be calculated as follows:


Partnership
S Corporation
Sales
$400,000
$400,000

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

Owners' compensation (1)
(200,000)
(200,000)

FICA taxes (2)

(11,010)

FUTA taxes (3)
            
      (868)
AB's ordinary income (loss)
$ 10,000
$    (1,878)
Each owner's includible income:

50 percent of the business'

ordinary income (loss)
$   5,000
$    (939)

Compensation
  100,000
 100,000
Total
$105,000
$ 99,061
Each owner also has a $5,000 itemized charitable contribution deduction, regardless of whether the business is a partnership or an S corporation.

(1)
The partners are personally subject to self‑employment tax equal to $10,921.65 [($65,400 H 15.3% = $10,006.20) + ($96,967.50 ! $65,400 = $31,567.50 H 2.9% = $915.45)]. Note that each partner's self‑employment income is $105,000 ($100,000 compensation + $5,000 share of partnership's net income), but only $96,967.50 ($105,000 H 92.35%) is subject to the SE taxes.

(2)
$11,009.60 [2 employees H $5,504.80 ($65,400 maximum H 7.65% = $5,003.10) + ($100,000 ! $65,400 = $34,600 H 1.45% = $501.70)]. The S shareholders also pay $5,337.40 each (withheld from their salary) FICA taxes.

(3)
$868 ($7,000 maximum H 6.2% = $434 H 2 employees = $868).

(See p. 12‑57.)

b.
In the present case, if the MDs operate as an S corporation, they incur an additional $868 in expenses for unemployment taxes (FUTA). The additional FICA taxes paid by the S corporation are more than ($88) offset by the self‑employment taxes that the MDs pay on their self‑employment income from the partnership (i.e., $5,505 paid by corporation + $5,505 paid by each owner = $11,010 total per S owner less $10,922 paid by each partner, with one-half deductible, equals $88). The net addition paid by the S corporation and owners is $780 ($868 ! $88). (See Examples 16 and 47 and pp. 12‑13 and 12‑56.)

c.
There is probably little difference in the total tax liability if they incorporate or operate as a partnership. The personal liability issues are approximately equivalent between a corporation and a limited liability company. Incorporation would offer a tax advantage if the principals wanted to retain money in the business, or if they wanted to avail themselves of fringe benefits. If they incorporate the practice and make an S election, the income retained by the business would not be subject to self-employment tax, as it would be in a partnership. Similarly, their fringe benefits for health insurance would not be subject to self-employment tax. At the levels of income given in this problem, the tax savings would not be substantial from incorporation. From a fringe benefit point of view, the best strategy would be to incorporate and not make an S election. If the practice were to operate as a C corporation, the fringe benefits would be completely deductible by the corporation and excludable by the shareholder-employees.

Computation ofallowable amounts.

Z's basis:

Beginning of the year

$10,000

Dividend income of Z's 40%

    1,600
Basis before losses and deductions

11,600

Less charitable contribution

     (See Regulation ' 1.1367-1)

     (400)

Basis before ductions

$11,200
Proration between ordinary loss

Losses passing through to Z:

Ordinary
(40% of $33,000)
$13,200

Capital
(40% of $6,000)
    2,400
Total

$15,600
Z's federal Tax Return:

Salary (unrealted employer)

$30,000

Salary from Z

18,000

Dividend income from Z

1,600

Ordinary loss from Z
($13,200 H $11,200 / $15,600)
(9,477)

Capital Loss from Z
($2,400 H $11,200 / $15,600)
  (1,723)

AGI

 $38,400
The contribution would pass through and could be claimed as an itemized dedution of $400.

12‑22







S Corporation   
Sales
$180,000

Cost of goods sold
  (70,000)

Gross profit
$110,000

Salary to Z (includes insurance)
(12,500)

Other expenses
  (40,000)

Net income (ordinary)
$ 57,500
(1)

1.
Dividend income and net capital loss are items subject to special treatment and flow through to each share​holder to be treated as dividend income and capital loss on their personal returns. The life insurance is treated as part of Z's salary and qualifies as a deductible employ​ee benefit for the S corpora​tion.



Z's A.G.I.  
Salary
$30,000

Business net income
11,500
(2)

Business salary
12,500

Dividend income
1,000
(2)

Net capital loss
     (800)
(2)

A.G.I.
$54,200
(3)

2.
20% H $57,500 = $11,500; 20% H $5,000 = $1,000; and 20% H $4,000 = $800.

3.
A cash distribution is not includible income to Z unless the distribution exceeds Z's basis. Then, the distribution is treated as a partial sale of a shareholder's interest.



Z's Basis   
Beginning basis
$10,000

Net flow-throughs
11,700
(4)

Distributions
  (4,000)
(5)

Ending basis
$17,700
4.
See (2) above: $11,500 + $1,000 ! $800. Note that the $500 life insurance is treated as part of Z's salary. The salary does not affect basis because Z is considered to be an employee of the business.

5.
20% H $20,000 = $4,000.

(See Exhibit 12‑1; Examples 16 and 17; and pp. 12‑12 through 12‑24.)
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S Corporation   
Sales
$180,000

Cost of goods sold
 (130,000)

Gross profit
$  50,000

Salary to Z
(18,000)

Other expenses
   (65,000)

Net ordinary loss
$ (33,000)

12‑24
a.
The full loss amount flows through because the stock basis of $7,500 plus the share of ' 1231 gain of $2,000 plus the debt of $5,000 is $14,500, which is more than the loss of $11,000 ($1,000 capital and $10,000 ordinary) that flows to M.

b.
The $7,000 (10%) that flows to M increases the basis in the note back to $5,000 ($1,500), and the remaining $5,500 increases the basis of the stock from zero to $5,500.

(See Examples 22 and 23 and pp. 12‑28 through 12‑30.)
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    a.   
     b.   
     c.   
Net ordinary income
$34,000
$10,000
$15,000

Net capital loss
(1,700)
(500)
(2,500)

a.
For the period beginning January 1 and ending March 15 (74 days, the day of sale is counted as an ownership day), V's ownership interest is 25 percent (500/2,000). V's share of ordinary income is $10,137 [($200,000 H 74/365 = $40,548) H 25%]. V's share of a capital loss is $507 [($10,000 H 74/365 = $2,027) H 25%]. For the remainder of the year, V's ownership interest is 15 percent (300/2,000). His share of income is $23,918 [($200,000 ! $40,548 = $159,452) H 15%] and his share of a capital loss is $1,196 [($10,000 ! $2,027 = $7,973) H 15%]. His totals for the year are net ordinary income of $34,055 ($10,137 + $23,918) and capital loss of $1,703 ($507 + $1,196). (See Examples 18 and 19 and pp. 12‑24 through 12‑26.)

b.
Since V's interest terminates on March 15, his totals for the year are the same as the first part of a above. (See Examples 18 and 19, and pp. 12‑24 and 12‑25.)

c.
V's share of ordinary income is $15,000 ($60,000 H 25%) and of capital loss is $2,500 ($10,000 H 25%). This method would require the corporation to close its books at the end of the day on March 14 to determine the actual amounts of each item for the year to date. (See Example 20 and pp. 12‑25 and 12‑26.)

12‑26
a.
Since D did not terminate her interest, the per day allocation is used to determine D's includible income. The annual income is $100,000 for Corp, and D owns 25 percent for 211 days and 15 percent for 154 days. D's income is $20,781 [$14,452 ($100,000 H 211/365 H 25%) + $6,329 ($100,000 H 154/365 H 15%)].

b.
Since the interest is terminated, either method may be used. If per day allocation is used, D's income is $14,452 ($100,000 H 25% H 211/365 ), and if the interim closing method is used, D's income is $15,000 ($60,000 H 25% ) for the year. (See Examples 18 through 20 and pp. 12‑24 through 12‑26.)
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a. Partner
b. S Owner
Basis 12/31/98
$9,000
$9,000

Net income
4,500
4,500

Cash distributed
(6,000)
(6,000)

Decrease in debt
 (1,200)
    -- 
Basis 12/31/99
$6,300
$7,500
H's 30 percent share of net income ($15,000 H 30% = $4,500) increases basis, and cash received (presumably $20,000 H 30% = $6,000) decreases basis. Partner H's basis is further decreased by the decrease in total liabilities ($62,000 ! $58,000 = $4,000 H 30% = $1,200). S shareholder H's basis in stock is not affected by the decrease in debt, but H's basis in the receivable from the corporation is reduced by $2,000. Basis in the receivable becomes important if losses are passed through to the shareholders and basis in stock is zero. [See Exhibit 12‑3, pp. 12‑28 through 12‑32, and '' 465, 752(b), and 1367.]

12‑28
a.
Z's total loss deduction is limited to $24,500, the basis in both his B stock and the note receivable from B. This limitation amount is allocated between the two types of losses, so that the deductible ordinary loss is $21,778 ($32,000 ordinary loss/$36,000 total losses H $24,500), and the deductible capital loss is $2,722 ($4,000 capital loss/$36,000 total losses H $24,500). The nondeductible portions of the losses ($10,222 ordinary loss and $1,278 capital loss) will carry forward indefinitely, and may be deducted when basis is increased.

b.
The deduction of $24,500 of allocated losses reduces Z's basis in his B stock and his basis in the note receivable to zero.

(See Examples 21 and 22 and pp. 12‑26 through 12‑30.)

12‑29
Under '1367(b)(2), Z is allowed to increase his basis in the debt for the excess of all positive adjustments over all negative adjustments to the stock basis.  In this case, the positive adjustments for Z are $12,500 ($7,000 ordinary income and $5,500 tax-exempt) and the negative adjustment is the loss carryover from the previous year of $11,500.  As a result, Z increases his debt basis by $1,000 ($12,500 ! $11,500).  The effect is to allow Z to boost his stock basis by $11,500 allowing him to deduct the loss carryover of $11,500, leaving him with a stock basis of $0 and a debt basis of $1,000. (See Example 23 and p. 12‑30.)

12‑30
Items of income and expense are allocated to the shareholders according to their stock holdings. Any loss deduction, however, is limited to each shareholder's basis in his stock and any notes receivable from the corporation. Other liabilities of the corporation do not affect the shareholder's basis.

Income and loss allocated to each shareholder:


    LJ   
    RS   
Ordinary loss
$18,000
$12,000

Long-term capital gain
300
200

Tax-exempt interest
600
400

Loss limitations:

Beginning stock basis
$12,000
$10,000

Long-term capital gain
300
200

Tax-exempt interest
600
400

Notes receivable basis
   5,000
         0
Total
$17,900
$10,600
As a result of the limitations, each shareholder reports the following items on his return:

Ordinary loss
$17,900
$10,600

Long-term capital gain
300
200

Tax-exempt interest
600
400

(See Examples 22 and 23 and pp. 12‑26 through 12‑30.)

12‑31
a.





  Stock 
 Note* 
Basis before loss
$15,000
$8,000

Loss ($45,000 H 40% = $18,000)
 (15,000)
 (3,000)
Basis after loss
$       0
$5,000

b.


Income ($20,000 H 40% = $8,000)
   5,000
  3,000
Basis after income
$ 5,000
$8,000
* For the second year, '1367(b)(2) allows M to increase the basis in the debt for the excess of all positive adjustments over all negative adjustments to the stock basis.  Here, the positive adjustments for M are $8,000 ($20,000 x 40%) and there are no negative adjustments (i.e., no distributions and no losses or separately stated deductions). As a result, M increases the debt basis by $3,000 (back to its original face value of $8,000) and the remaining $5,000 is allocated to the stock basis.

(See Exhibit 12‑3, Examples 22 and 23, and pp. 12‑26 through 12‑30.)

12‑32
a.
Since ordinary loss is the last item to flow through, X's basis is first increased by his share of the dividend income to $21,000 [$18,000 + ($5,000 H 60%)]. The $30,000 ($50,000 H 60%) loss flows through to X, first to the extent of the $21,000 stock basis, and the remaining $9,000 is allowed because of the $12,000 note owed to X. After the appropriate adjustments, X's basis is zero for the stock and $3,000 ($12,000 ! $9,000) for the note. [See Example 22, pp. 12‑26 through 12‑30, and ' 1367(b)(2).]

b.
'1367(b)(2) allows X to increase the basis in the debt for the excess of all positive adjustments over all negative adjustments ($0) to the stock basis.  Here, the positive adjustments for X are $7,200 [($10,000 + $2,000) H 60%)] and there are no negative adjustments (i.e., no distributions and no losses or separately stated deductions). As a result, X restores the debt basis from its balance of $3,000 by $7,200 back to $10,200.  This partially restores the basis reduction due to the losses absorbed in the previous year. (See Example 23 and pp. 12‑26 through 12‑30.)

c.
Even though repayment of the note is made during the year, all changes in basis are determined at the end of the year. Thus, the repayment exceeds X's basis in the note by $1,800 ($12,000 ! $10,200 from (b) above). Since the debt is a note, the $1,800 excess is capital gain. If the debt had been an open account, the $1,800 would have been ordinary income. X also reports $6,000 net ordinary income and $1,200 dividend income. X's basis in the stock remains at zero. (See pp. 12‑26 through 12‑30 and ' 1232.)

12‑33
a.
X recognizes a capital gain of $10,000 ($60,000 ! $50,000). The note payable to X does not affect the gain calculation on his stock, and it will presumably be paid off by the corporation in due course.

b.
W's inside basis is the same as X's basis in the corporation's assets, $50,000 ($150,000/3), even though he has paid $60,000 for his interest in the corporation. W's outside basis will be the $60,000 he paid for the stock. (See Example 45 and pp. 12‑53 and 12-54.)

12‑34
a.
$1,462 tax savings, as determined below:




             Proprietorship             


         S Corporation           

  Total  
    K    
  Son   
  Total  
    K    
   Son   
Net income before salary
$60,000


$60,000

Salary to K
         0


 (25,000)
$25,000

Net income
$60,000
$60,000
       0
$35,000
  24,500
  10,500
A.G.I.

$60,000
0

$49,500
$10,500

Standard

deduction

(6,250)
(4,250)

(6,250)
(700)

Exemptions

    (5,400)
       0

  (5,400)
        0
Taxable income

$48,350
$     0

$37,850
$ 9,800
Tax (1998 rate

schedule)

$9,125
$     0

$ 6,185
$ 1,470
The 1998 Tax Rate Schedule is used since the 1998 Tax Tables were not available when this solution was prepared. K qualifies as head of household.

Tax savings: $9,125 ! ($6,185 + $1,470 = $7,655) = $1,470.

b.
There is no includible income if the son's transfer for the other 30 percent also takes place at this time. Contributions of assets solely for a corporate capital interest are nontaxable exchanges if the transferor own 80 percent of the corporation. K may have to file a gift tax return if the value of the 30 percent interest given to her son is more than $10,000.

c.
K must relinquish control over her son's 30 percent ownership interest. Filing a gift tax return would support the transfer to the son as a gift, and is required if the value is more than $10,000.  Although she may act for him as a guardian, trustee, or custodian, the courts often have viewed this as a continuation of control. The safer approach is to appoint an independent person, such as a bank, to fill this role. Two important advantages are that (1) K's son is not required to participate in management, and (2) the corporate stock could have different voting rights. (See p. 12‑36.)

Since a family relationship exists between K and her son, she must pay herself a reasonable salary covering services performed for the S corporation in order to prevent possible IRS reallocations. (See Example 30 and p. 12‑36.)

12‑35
a.
$180 ' 1245 gain ($2,280 ! $2,100 = $180, which is less than $7,900 accumulated depreciation) must be recognized by the S corporation; it then flows through to the owners.

b.
M's basis in the equipment is $2,280 FMV since this is a taxable distribution.

c.
M's basis in the stock is $8,828 [$11,000 + ($180 H 60% = $108) ! $2,280].

d.
M's A.G.I. is increased by the $108 ($180 H 60%) recognized ' 1245 gain that flows through to her.

[See Example 38, pp. 12‑43 and 12‑44, and ' 1363(d).]

12‑36
All answers and explanations are the same as they are for Problem 12-35 except c and d.

c.
M's basis in the stock is zero since the FMV of the equipment exceeds M's basis by $972 [$2,280 ! ($1,200 + $108)].

d.
When the FMV of assets distributed to an S shareholder exceeds that shareholder's basis in the stock, the distribution is treated as a partial sale of stock. Thus, shareholder M must recognize, in addition to the $108 discussed in Problem 12-35, $972 from (c) of capital gain. The increase to A.G.I. is $1,080 ($972 + $108), assuming M has no capital losses.

[See Example 38, pp. 12‑43 and 12‑44, and ' 1363(d).]

12‑37
The distribution gives J a plat of land with a basis of $16,000 ($80,000 H 20%) at fair market value. J's basis in his stock is now $46,000 ($50,000 + $12,000 ! $16,000). There is $60,000 gain recognized by the corporation, $12,000 of which flows through to J. (See Example 38 and pp. 12‑43 and 12‑44.)

12‑38
The S corporation will recognize $9,000 gain on the land, but cannot recognize the loss on the desks. For T, there is a $20,000 distribution ($10,000 cash + $7,000 land + $3,000 desks), and her basis first increases by her share of the $9,000 gain (i.e., $3,000) to $15,000 and then decreases to zero, leaving a $5,000 capital gain to be recognized as a result of the distribution (the excess of FMV over basis). The basis in the note has no effect on this result; it is only considered for loss pass-throughs. So T's A.G.I. will increase by $8,000 ($3,000 + $5,000), all from capital gains.

For the other two shareholders, the distribution first increases each shareholder's basis by $3,000 (one-third of $9,000 gain recognized by the corporation), then decreases each shareholder's basis by the fair market value of the distribution ($20,000). This results in an ending basis of $23,000 ($40,000 + $3,000 ! $20,000). They will each have an increase in A.G.I. of $3,000 capital gain. (See Example 38 and p. 12‑44.)
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Stock


    Basis    
   AAA   
   OAA   
 AE&P 
Beginning balances

$100,000
$143,000
$    0
$4,000

Sales



$300,000

Cost of goods sold
(120,000)

Operating

( 50,000)

Salary to S/H
( 40,000)
Ordinary taxable income
$ 90,000
90,000
90,000

Tax-exempt income
13,000
13,000

13,000

Capital gain
7,000
     7,000
     7,000
          
         
Balances before distributions

$210,000
$240,000
$13,000
$4,000

Distributions
0

Nondeductible entertainment
(  4,000)
(4,000)
(4,000)

Expenses realted to tax-exempt
(  3,000)
(3,000)

(3,000)

Capital loss
(  2,000)
(2,000)
(2,000)

Contribution
(  5,000)
    (5,000)
    (5,000)
           
           
Ending Balances

 $196,000
 $229,000
$10,000
 $4,000
Note that tax-exempt income and expenses related to tax-exempt income effect stock basis but do not effect AAA.  Also note that the order of the adjustments is important since distributions during the year are accounted for before nondeductible expenses, deductible losses and separately stated items.  Finally, observe the order of adjustments: positive adjustments first followed by reduction for nondeductible items and finally deductible items.  The problem immediately following this one uses these facts and requires a determination of the treatment of differing amounts of distributions.

(See Example 36 and pp. 12-42 and 12-43.)

12-40
In order to determine the treatment of these distributions, the balances in the various retained earnings accounts must be determined.  The balances are determined on the last day of the taxable year regardless of when the distributions are made.  More importantly, the balances are those after positive adjustments and before adjustments for nondeductible and deductible items.  The balances are:


Stock




   Basis   
   AAA   
   OAA   
   AE&P   
Balances before distributions
$210,000
$240,000
$13,000
$4,000

a.
The $100,000 distribution is all from AAA and represents a nontaxable return of capital, reducing the shareholder=s basis to $110,000 and the AAA account to $140,000 as shown below.


Capital
Stock





   Gain   
   Basis   
   AAA   
   OAA   
   AE&P   
Balances before distributions


$210,000
$240,000
$13,000
$4,000

Distribution
$100,000

AAA
(100,000)
         
 (100,000)
 (100,000)
          
          
Ending balances
$        0
     $ 0
 $110,000
 $140,000
$13,000
$4,000
b.
The $220,000 distribution represents $220,000 of AAA.  Distributions of AAA are nontaxable but only to the extent of the shareholder=s basis.  Therefore, of the $220,000 distributed, $210,000 is a nontaxable return of basis and the remaining $10,000 is capital gain. Note that because the distribution exhausts the shareholder=s basis, the capital loss and the charitable contribution are not deductible and must be carried over.


Capital

Stock





Gain
Dividend
Basis
AAA
OAA
AEP
Balances before distributions


$210,000
$240,000
$13,000
$4,000

Distribution
$220,000

    AAA

(220,000)
$10,000
        
(210,000)
(220,000)
           
          
Ending balances
$       0
$10,000
     $ 0
$       0
$ 20,000
 $13,000
  $4,000
c.
The $260,000 represents $240,000 from AAA, $4,000 from Accumulated E&P, $13,000 from OAA, and $3,000 from other sources.  As a result, the shareholder must report a capital gain of $46,000 and a dividend of $4,000 as computed below.  As above, the distribution exhausts the shareholder=s basis, thereby preventing the deduction of the capital loss and the charitable contribution both of which can be carried over to the following year.


Capital

Stock





   Gain   
Dividend
   Basis   
   AAA   
   OAA   
   AE&P   
Balances before distributions


$210,000
$240,000
$13,000
$4,000

Distribution

$260,000

AAA

(240,000)
$30,000
          
(210,000)
(240,000)
          
          
Balances

$ 20,000
$30,000
$    0
$     0
$     0
$13,000
$4,000

AEP

  (4,000)
         
   4,000
          
          
          
   (4,000)

Balance

$ 16,000
$30,000
$4,000
$     0
$     0
$13,000
$    0

OAA

 (13,000)
 13,000
          
          
          
 (13,000)
          
Balance

$  3,000
$43,000
$4,000
$     0
$     0
$     0
$    0

Other

  (3,000)
  3,000
          
          
          
          
          
Ending balances
       $0
$46,000
  $4,000
  $     0
  $     0
  $     0
   $    0
(See Examples 36 and 37 amd pp. 12-42 and 12-43.)

12‑41
a.
The corporation must recog​nize a long-term capital gain of $25,000 on the distribution of the IM stock.

b.
J and G report their shares of ordinary income ($35,000 H 50% = $17,500) and their shares of the capital gain on the stock ($25,000 H 50% = $12,500). In addition, J must report dividend income of $20,000 because a portion of her distribution was made from AE&P, determined as follows:


   AAA  
   PTI  
  AE&P 
   Total  
Beginning balance
$ 50,000
$40,000
$30,000
$120,000

Net ordinary income
35,000


35,000

Gain on stock
   25,000
          
          
   25,000
Subtotal
$110,000
$40,000
$30,000
$180,000

Distribution---G
(55,000)
(20,000)

(75,000)

Distribution---J
  (55,000)
          
 (20,000)
  (75,000)


$        0
$20,000
$10,000
$ 30,000
The distribution to the extent of AAA is allocated equally to J and G. Only cash distributions reduce PTI balances.

(See Examples 36 and 37 and pp. 12‑41 and 12‑42.)
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            a. Corporate Accounts              

     b. Y's 70% c.      

  AAA  
   PTI  
 AE&P
 OAA 
  A.G.I.

Stock Basis 
Beginning balances
$13,000
$ 2,000
$6,000
$     0

$ 7,000

Net ordinary income
12,000



$ 8,400
8,400

Excludable income
          


 4,000

   2,800


$25,000




$18,200

Cash distributions:

1.
From AAA
(25,000)

Y's 70% = $17,500





(17,​500)

2.
From PTI

(2,000)

Y's 70% = $1,400

Non‑taxable to

extent of stock basis





(700)

Remaining $700 taxable

as capital gain




700

3.
Dividend from AE&P


(6,000)

Y's 70% = $4,200




4,200

4.
Return of capital - OAA

$55,000 ! ($25,000

+ $2,000 + $6,000)

= $22,000



(4,000)

70% from OAA is

capital gain for Y

since Y has

recovered her basis




2,800

5.
Capital gain

Y's 70% of ($22,000 !

$4,000) = $12,600

capital gain
        
        
        
        
  12,600
        
Ending balances
$     0
$     0
$     0
$     0
$28,700
$     0
INCLUDETEXT  "C:\\TEXTS\\FORMS\\97\\12-41M2.CSM" \* MERGEFORMAT 
Explanations:

a.
Cash distributions must follow a specific order: (1) to the extent of AAA, (2) to the extent of PTI, (3) to the extent of AE&P, (4) return of capital to the extent of shareholder basis (as adjusted by increases and decreases in OAA), and (5) capital gain for all remaining amounts. (See Example 37 and pp. 12‑42 through 12‑43.)

b.
The $22,000 in step 4 reduces OAA by its $4,000 balance and the stock accounts by $18,000 ($22,000 ! $4,000).

c.
Y has $4,200 ($6,000 H 70%) dividend income and $16,100 ($2,800 + $12,600 + $700) capital gain from cash distributed in excess of basis, assuming Y has no capital losses from other sources. (See Example 37 and pp. 12‑42 and 12‑43.)

d.
The $5,000 note is not included in basis and is never used except to allow losses to flow through. (See pp. 12‑29 and 12‑30.)
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            a. Corporate Accounts              
     b. Y's 70% c.     

  AAA  
  PTI  
 AE&P 
  OAA  
 A.G.I. 

Stock Basis 
Beginning balances
$13,000
$2,000
$6,000
       0

$ 7,000

Net ordinary income
12,000



$8,400
$8,400

Gain on distribution
2,000

Y's 70% is capital gain




1,400
1,400

Excludable income
          


4,000

   2,800


$27,000




$19,600

Property distributions:

1.
From AAA
(27,000)

Y's 70% = $18,900





(18,900)

2.
From PTI

0

3.
Dividend from AE&P


(6,000)

Y's 70% = $4,200




4,200

4.
Return of capital ‑ OAA

$55,000 ! ($27,000 +

$6,000) = $22,000



(4,000)

Y's 70% H $4,000 =

$2,800, of which $700

is return of capital and

$2,100 is capital gain

since Y has recovered

her basis





2,100
(700)

5.
Capital gain

Y's 70% of ($22,000 !

$4,000) = $12,600

capital gain
          
         
          
          
  12,600
          
Ending balances
$       0
$2,000
$       0
$       0
$28,700
$       0
INCLUDETEXT  "C:\\TEXTS\\FORMS\\97\\12-42M2.CSM" \* MERGEFORMAT 
Explanations:

a.
Noncash distributions must follow a specific order: (1) to the extent of AAA, (2) none from PTI, (3) to the extent of AE&P, (4) return of capital to the extent of shareholder basis (as adjusted by increas​es and decreases in OAA), and (5) capital gain for all remaining amounts. (See Example 38 and pp. 12‑43 through 12‑45.)

b.
Y's ordinary income, dividend income, and capital gains are the same as in Problem 42. This is not always the result but occurs in this case since (1) the gain on the stock distributed was capital gain, and (2) total distributions absorb all of the corpora​tion's AE&P and all of Y's basis in the stock. (See Example 38 and pp. 12‑43 through 12‑45.)

12‑44
a.
The $20,000 cash distribution is deemed to be first from the corporation's $11,000 accumulated adjustments account. This AAA distribution is nontaxable and reduces M's basis in his D stock to $15,250 [$18,000 ! (25% H $11,000 = $2,750)]. The $9,000 balance of the distribution is from the accumulated earnings and profits account, and $2,250 (25% H $9,000) is a taxable dividend to M. So M's $5,000 distribution is a $2,250 taxable dividend and a $2,750 nontaxable distribution.

b.
After the distribution, D has a zero balance in AAA (distributions cannot cause a negative AAA balance) and a $10,000 balance in its accumulated earnings and profits account. (See Example 36 and pp. 12‑42 and 12‑43.)

12‑45








                 Corporate Accounts               

     Stock Basis     


 AAA 
  PTI  
 AE&P 
 OAA 
     J    
   M   
Beginning balances
$ 8,000
$2,000
$3,000
$     0
$13,000
$8,500

Net ordinary income
12,000



6,000*
6,000*

Tax-exempt interest

income




2,000
1,000
1,000

Cash distributions:

Step 1

(20,000)



(10,000)
(10,000)

Step 2


(2,000)


(1,000)
(1,000)

Step 3

          
          
 (2,000)*
         
        0
        0
Ending balances
        0
        0
 $1,000
 $2,000
$ 9,000
 $4,500
* Items that are taxable income to M and J.

a.
The corporate account balances are shown.

b.
M and J have $6,000 net ordinary income each and $1,000 of dividend income each. (See Example 36 and pp. 12‑42 and 12‑43.)

c.
Stock bases for M and J are shown.

(See pp. 12‑42 and 12‑43.)
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                 Corporate Accounts               

     Stock Basis     


 AAA 
  PTI  
 AE&P 
 OAA 
     J    
   M   
Beginning balances
$ 8,000
$2,000
$3,000
$     0
$13,000
$8,500

Net ordinary income
12,000



6,000
6,000

Capital gain

1,000



500
500

Tax-exempt interest

income




2,000
1,000
1,000

Cash distributions:

Step 1

(21,000)



(10,500)
(10,500)

Step 2





0
0

Step 3

          
         0
 (3,000)
         
        0
        0
Ending balances
        0
   $2,000
       0
 $2,000
$10,000
 $5,500
The distribution of land results in a $1,000 capital gain recognized and passed through to M and J, along with $6,000 ordinary income each and $1,500 of dividend income each. Noncash distributions do not reduce PTI. (See Example 38 and pp. 12‑43 through 12‑45.)

12‑47
Gross receipts for the passive investment income test are $160,000 ($100,000 + $20,000 + $40,000), of which $60,000 is dividends and rents. Since the corporation has passive investment income exceeding 25 percent of its gross receipts [$60,000 is greater than (25% H $160,000 = $40,000)], and it has AE&P at the end of the taxable year, the tax on passive income is imposed. Excessive net passive income is computed as follows:

($60,000 ! $25,000) H $60,000 ! (25% H $160,000 = $40,000)   = $11,667




$60,000

Passive gross receipts ($20,000 + $40,000)


$60,000

Not in excess of 25% gross receipts (25% H $160,000)

 (40,000)

Excessive portion


 $20,000
Net passive investment income
 Dividend 
   Rent  
   Total  
Gross receipts
$20,000
$40,000
$60,000

Directly connected expenses
        (0)
  (25,000)
  (25,000)

Net
 $20,000
 $15,000
 $35,000
Net passive investment income


$35,000

Times excessive % ($20,000 / 60,000)


       1/3



 $11,667
Tax at 35%


 $ 4,083
Apportioned to rent and diviend income proportionate to gross receipts.

Final pass-through to share-holders:

Type income
 Dividend 
   Rent   
 Ordinary 
Gross receipts
$20,000
$40,000
$100,000

Directly connected expenses
         (0)
  (25,000)
   (70,000)

Net
 $20,000
$15,000
 $ 30,000

Apportioned passive income tax
   (1,361)
   (2,722)
          (0)

Net pass through total
 $18,639
 $12,278
 $ 30,000
1/3 toeach share-holder
 $ 6,213
 $ 4,093
 $ 10,000
12‑48
a.
Lesser of built‑in gain or taxable income
$30,000

Top corporate tax rate
H    0.35
Tax

$10,500
b.
Lesser of built‑in gain or taxable income
$20,000

Top corporate rate
H    0.35
Tax

$ 7,000
The net unrealized built‑in gain is $55,000 ($240,000 ! $185,000). The net recognized built‑in gain for 1997 is $30,000 ($80,000 ! $50,000). Note that there were no NOL carryforwards nor business tax credit carryforwards from C years. (See Example 41 and pp. 12‑48 through 12‑50.)
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Fair  
Built‑in


Adjusted
Market 
Gain  


  Basis  
   Value  
  (Loss) 
Inventory
$20,000
$ 85,000
$65,000

Land


30,000
70,000
40,000

Equipment
  45,000
   15,000
 (30,000)


$95,000
$170,000
$75,000
Although L recognizes a gain of $70,000 ($90,000 ! $20,000) on the sale of the inventory, L's built‑in gain recognized is limited to the amount accrued to the inventory on the date of conversion from a C corporation to S status, $65,000. The built‑in loss on the sale of the equipment is limited to $30,000 ($45,000 ! $15,000). L's 1997 net recognized built-in gain that is potentially subject to tax is $32,000 (the built-in gain of $65,000 less the built-in loss of $30,000 and less the built-in loss of $3,000 from payment of the previous year's operating expenses).



Tax on Net Built-in Gain:        
Lesser of built-in gain

or taxable income

$32,000

Top corporate tax rate

 H     0.35
Tax

$11,200
Note that there were no NOL carryforwards nor business tax credit carryforwards from C years. (See Examples 41, 42, and 43 and pp. 12‑48 through 12‑50.)

12‑50
a.
T Corporation's LIFO recap​ture amount is $110,000 [the excess of the inventory's value under FIFO over its actual LIFO basis as of the end of T's last C corporation taxable year ($650,000 ! $540,000)].

b.
The LIFO recapture tax is $38,500 ($110,000 H 35%).

c.
The LIFO recapture tax is payable in four equal installments, with the first $9,625 installment being due on the due date of T's last C corporation return and the subsequent payments being due on the due dates of T Corporation's first three S corporation returns.  No interest is due if the required payments are paid on a timely basis, and there is no requirement that estimated tax payments be made with respect to any LIFO recapture tax due.

d.
The $150,000 difference in the inventory's FIFO value and the fair market value at the end of 1997 will be subject to the built-in gains tax as the inventory is sold.

[See Example 44, p. 12-50, and '' 1363(d) and 6655(g)(4).]

12‑51
Since the S corporation flow-through rules apply before the deduction for worthless stock or debt, E has an ordinary loss of $18,000 ($30,000 H 60%). This reduces E's basis in the stock to $52,000 ($70,000 ! $18,000). The loss on worthless securities is treated as a sale or exchange of a capital asset, occurring on the last day of the shareholder's tax year. The $52,000 deduction for E's worthless stock is a capital loss unless it qualifies as an ordinary loss under ' 1244. The worthless note is a personal loss, and therefore, all of it is a capital loss unless E can establish it as a business debt, in which case it would be an ordinary loss. However, a business debt for E is unlikely since the loans were to protect his investment.

There are four possible outcomes for E given the above facts.


     1     
     2     
     3     
     4     
E's income
$120,000
$120,000
$120,000
$120,000

Loss from operations
(18,000)
(18,000)
(18,000)
(18,000)

Capital loss---worthless securities
(3,000)

0

Ordinary--' 1244

(52,000)*

(52,000)*

Ordinary---business debt
(25,000)
(25,000)

Capital loss---personal
           
           
   (3,000)
   (3,000)

Net income
$ 74,000
$ 25,000
$ 99,000
$ 47,000
Carryover
(1) $52,000 ! $3,000 = $49,000 capital loss

(3) $25,000 + $52,000 ! $3,000 = $74,000 capital loss

(4) $25,000 ! $3,000 = $22,000 capital loss

*This deduction assumes E files married joint. If E does not file married joint, only $50,000 qualifies as an ordinary loss, and the remaining $2,000 is capital loss and increases the capital loss carryover by $2,000 in each situation. (See p. 12‑51.)

12‑52
a.





Partnership
S Corporation
C Corporation
Income:

Service revenues
$200,000
$200,000
$200,000

Dividend income (1)
0
0
6,000

Net LTCL (2)
          0
          0
          0
Total Income
$200,000
$200,000
$206,000
Deductions:

Depreciation
$ 22,000
$ 22,000
$ 22,000

Insurance
1,400
1,400
1,400

Office supplies
1,800
1,800
1,800

Repairs
2,300
2,300
2,300

Salary to W (3)
25,000
25,000
25,000

Payroll taxes for W (3)
0
2,300
2,300

Other salaries
50,000
50,000
50,000

Other payroll taxes
4,600
4,600
4,600

Life insurance for W (3)
750
750
750

Life insurance for others
1,320
1,320
1,320

Utilities/telephone
7,900
7,900
7,900

Rent expense (4)
4,400
4,400
4,400

Charitable contributions (5)
0
0
1,100

Dividend deductions (1)
          0
          0
     4,200
Total deductions
$121,470
$123,770
$129,070
Net business income
$ 78,530
$ 76,230
$ 76,930
Tax liability (6)


$ 14,406

Less: Rehabilitation credit


!    3,000
Tax due


$ 11,406
Explanations:

1.
Dividend income is includible by the C corporation subject to a 70 percent dividend‑re​ceived deduction: $6,000 H 70% = $4,200. Dividend income for the other forms flows through to the owners ($6,000 H 90% = $5,400 to W as a partner and S shareholder).

2.
Net capital loss of $3,000 ($5,000 capital loss ! $2,000 capital gain) for the C corporation is carried forward (since there were no capital gains in past years) until it can offset capital gains or the five‑year carryforward period ends. The net capital loss flows through to the partners and S owners ($5,000 ! $2,000 = $3,000 net capital loss H 90% = $2,700 reduction to W's A.G.I.).

3.
Guaranteed compensation to a partner is deductible, but a partner cannot be an employee of the partnership for payroll tax purposes. An owner can be an employee of an S corporation. However, fringe benefits are deductible by both these businesses and represent additional compensation to W.

4.
No business can deduct accrued expenses to a cash basis related party until paid. (The problem omits rent expenses. Any rent expenses would be deductible by W.)

5.
Charitable contributions flow through as itemized deductions to the owners. W's 90 percent share is $990.

6.
The 1998 tax is $14,406.20 [($50,000 H 15% = $7,500) + ($25,000 H 25% = $6,250) + ($1,930 H 34% = $656.20)].

b.





90%  
90%  
90%  





 Partner
 S Owner
C Owner
Net business income
$70,677
$ 68,607
$        0

Business dividend income
5,400
5,400
0

Net LTCL (2)
(2,700)
(2,700)
0

Compensation income
25,750
25,750
25,000

Rent income
4,400
4,400
4,400

Self‑employment deduction (8)
(5,532)
0
0

Cash distributions
         0
          0
   27,000
Adjusted gross income
$97,995
$101,457
$ 56,400
Itemized deduction (7)
$ 9,490
$  9,490
$  8,500

Exemptions
  10,800
   10,800
   10,800
Deductions from A.G.I.
$20,290
$ 20,290
$ 19,300
Taxable income
$77,705
$ 81,167
$ 37,100
Federal income tax
$16,251
$ 17,221
$  5,565

Self‑employment tax (8)
11,064
0
0

Rehabilitation credit
  (2,700)
  (2,700)
         0
Tax due
$24,615
$14,521
$  5,565
Explanation:

7.
The standard deduction of $7,100 is less than total itemized deductions in all cases [$7,100 < ($8,500 for C owner) + $990 = $9,490 for partner and S owner].

8.
The 1998 self-employment tax is $10,692 computed as follows:

Guaranteed payment
$25,000

Insurance
750

Net business income (90% H $78,530)
 70,677

$96,427


 H92.35%
Self-employment income
$89,050

Medicare rate
H  2.9%
Medicare
$ 2,582

Social Security ($68,400 x 12.4%)
  8,482
Total SE tax
$11,064
Deduction ($11,064 H 1/2)
$ 5,532
c.





Partnership
S Corporation
C Corporation
Basis 1/1
$50,000
$50,000
$50,000

Net business income
70,677
68,607
0

Dividend income
5,400
5,400
0

Net capital loss
(2,700)
(2,700)
0

Charitable

contributions
(990)
(990)
0

Cash distributed
 (27,000)
 (27,000)
         0
Basis 12/31
$95,387
$93,317
$50,000
(See Exhibit 12‑5, Example 47 and pp. 12‑55 through 12‑68.)
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