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IRS ISSUES 2009 INFLATION ADJUSTMENTS AND PENSION PLAN COLAS
	A.  PENSION PLAN COLAs

	 

	Many of the pension plan limitations will change for 2009 because the increase in the cost-

	of-living index met the statutory thresholds that trigger their adjustment.  For others, however, the limitation will remain unchanged. 

	 

	   The COLA limits for 2009 are as follows.

	 

	* The limitation on the annual benefit under a defined benefit plan increases from $185M to

	$195M. For participants who separated from service before January 1, 2009, the limitation for defined benefit plans is computed by multiplying the participant's compensation limitation, as adjusted through 2008, by 1.053. 

	 

	* The limitation for defined contribution plans increases from $46,000 to $49,000.

	* The limitation on the exclusion for elective deferrals increases from $15,500 to $16,500.

	* The annual compensation limit increases from $230,000 to $245,000.

	* The dollar limitation concerning the definition of a key employee in a top-heavy plan in-

	creases from $150,000 to $160,000. 

	* The dollar amount for determining the maximum account balance in an employee stock 

	ownership plan subject to a five-year distribution period increases from $935,000 to $985,000, while the dollar amount used to determine the lengthening of the five-year distribution period increases from $185,000 to $195,000. 

	* The limitation used in the definition of highly compensated employee increases from $105M

	to $110M. 

	* The dollar limitation for catch-up contributions to an applicable employer plan other than a

	plan described in Code Sections 401(k)(11) or 408(p) for individuals aged 50 or over increases from $5,000 to $5,500; 

	* The dollar limitation for catch-up contributions to an applicable employer plan other than a

	plan described in Code Sections 401(k)(11) or 408(p) for individuals aged 50 or over increases from $5,000 to $5,500;

	* The dollar limitation for catch-up contributions to an applicable employer plan described in

	Code Sections 401(k)(11) or 408(p) for individuals aged 50 or over remains unchanged at $2,500. 

	

	* The annual compensation limitation for eligible participants in certain governmental plans

	that, under the plan as in effect on July 1, 1993, allowed COLAs to the compensation limitation under the plan to be taken into account, increases from $345,000 to $360,000. 

	* The compensation amount regarding simplified employee pensions increases from $500 to $550.

	* The limitation on deferrals concerning deferred compensation plans of state and local governments and tax-exempt organizations increases from $15,500 to $16,500.

	* The compensation amounts concerning the definition of "control employee” for fringe bene-

	fit valuation purposes increases from $90,000 to $95,000. The compensation amount under Reg. Section 1.61-21(f)(5)(iii) (taxation and fringe benefits) is increased from $185,000 to $195,000. 

	* The limitation regarding SIMPLE retirement accounts increases from $10,500 to $11,500.

	

	B.  RETIREMENT CONTRIBUTIONS

	 

	The deductible amount for an individual making qualified retirement contributions remains un-

	changed at $5,000. 

	 

	The credit for elective deferrals and IRA contributions by certain individuals is equal to a per-

	centage of an individual's qualified retirement savings contributions up to a maximum amount of contributions of $2,000. The percentage ranges from 50 percent to 0, depending on adjusted gross income. For 2009, the adjusted gross income amounts that determine the applicable per-centage in calculating the credit are: 

	

	· For the 50 percent applicable percentage, not over $33,000 on a joint return, $24,750 for a head of household , and $16,500 for all other returns;

	· For the 20 percent applicable percentage, not over $36,000 on a joint return, $27,000 for

	         a head of household, and $18,000 for all other returns; and 

	· For the 10 percent applicable percentage, not over $55,500 on a joint return, $41,625 for

	         a head of household, and $27,750 for all other returns. 

	 

	For 2009, the adjusted gross income limitation for determining the maximum ROTH IRA con-

	tribution for married taxpayers filing a joint return, or for taxpayers filing as a qualified widow-er, increases from $159,000 to $166,000. The limitation for all other taxpayers (except for mar-
ried taxpayers filing separately) increases from $101,000 to $105,000. 

	

	The applicable dollar amount for determining the deductible amount of an IRA contribution

	for taxpayers who are active participants filing a joint return, or as a qualifying widow or widower, increases from $85,000 to $89,000. The applicable dollar amount for all other tax-payers (other than married taxpayers filing separate returns) increases from $53,000 to $55,000. The applicable dollar amount for a taxpayer who is not an active participant but whose spouse is an active participant increases from $159M to $166M. 

	

	NO MEALS DEDUCTION FOR CONDUCTOR'S TRIPS COMPLETED IN ONE DAY

 

A railroad passenger conductor was not entitled to deduct the cost of meals on trips that did not include an overnight stay. Spivey v. Commissioner, T.C. Summary 2008-143 (11/13/08). 



	

	Sherman Spivey was a railroad passenger conductor for both Amtrak and the Maryland Area
Regional Commuter (MARC) service. He worked mainly on Amtrak's Washington, D.C., to New York City route. He also worked the MARC Penn line from Washington, D.C., to Balti-more. 

 

When he worked his Amtrak schedule, Sherman was on a non-overnight round trip from 
Washington to New York City. His train would leave in the morning and, after turning in the money and tickets he had collected, Sherman was released from his work duties. Since this was usually around lunch time he would join other conductors for lunch at nearby restaurants. His layover could last from one to four hours after which he would work on a return train back to Washington. When Sherman worked his MARC schedule he usually worked two round trips between Washington and Baltimore, which also did not include an overnight stay. He computed his meals deduction based on the federal per diem allowance for meals for transportation workers. The IRS disallowed all his meal expense deductions. 

 

A taxpayer can deduct traveling expenses, including meals, if the taxpayer is away from 
home while traveling for a trade or business. Overnight non-local business travel normally qualifies as away from home travel. But when the travel is less than over-night, the IRS allows railroad employees to deduct the cost of their meals only when a layover requires substantial sleep or rest because although the absence is less than 24 hours the employees have, in effect, met the away from home requirement. The IRS, however, will disallow a deduction when a layover is of sufficient time to eat but too brief to require substantial sleep or rest. 

 

The Tax Court held that Sherman was not entitled to a travel expense deduction for his

meals because although his workday could span up to twelve hours it did not require sub-stantial sleep or rest. He, therefore, did not satisfy the away from home requirement for the deduction. The court said that Sherman's workday was not so long or arduous and did not 
involve public safety to an extent that required substantial sleep or rest. Also, the court found significant the fact that he did not actually engage in substantial sleep or rest. Thus his travel did not satisfy the sleep or rest rule and his meal expenses weren't deductible. 

 

RENTAL EXPENSE DEDUCTIONS ONLY ALLOWED TO EXTENT OF RENTAL INCOME

 

An individual was not entitled to deduct rental expenses claimed in excess of the income she received from renting her vacation property and a portion of her home. Riley v. Commissioner, T.C. Summary 2008-142 (11/12/08). 

 

Bernie Riley owned undeveloped property in Illinois (the Woodhaven Lakes property) located
in about two hours outside Chicago. The property is part of a privately owned camping resort. Bernie and her family would drive to the property to fish and get away from the city in the summer. When she took her grandchildren, they would stay the whole summer. 

 

The Woodhaven Lakes property actually comprised two contiguous lots. On one side of the
property stood a converted camper trailer; the other side was completely unimproved. When Bernie and her grandchildren went for the summer, they stayed on the unimproved side of the land in a pop-up trailer. A handyman lived in the camper trailer. He acted as a caretaker for the property and the camper trailer itself; he also performed maintenance work for Bernie.  In ex-change for these services, Bernie charged the handyman below-market rent. 

 

In addition to the Woodhaven Lakes property, Bernie owned a home in Chicago.  The Chicago
property was her primary residence and she lived there with some of her grand-children. Ber-nie rented a finished basement apartment in her home to her son and daughter-in-law. 

 

On her tax returns, Bernie reported the rent she received from both properties.  Because of the 
expense of owning and maintaining the properties, she claimed losses with respect to both properties. The IRS disallowed rental expenses in excess of rental income for both properties. 

 

Code Section 212(2) allows a deduction for all the ordinary and necessary expenses paid for
the management, conservation, or maintenance of property held for the production of income. No deduction is permitted for personal, living, or family expenses.  §280A limits otherwise 
allowable deductions with respect to a dwelling unit that is used by the taxpayer during the year as a residence. Deductions related to the rental of a dwelling unit are exempt from the limitation if the property is not used as a residence. 

 

A taxpayer uses a dwelling unit as a residence if his or her personal use exceeds the greater
of 14 days or 10 percent of the days it is rented at fair rental value during the year. Section 280A(c)(5) then limits the deduction of expenses related to the property to the excess of gross income from the property over deductions allocable to the rental use that are deductible regard-less of the rental use, such as interest and taxes. 

 

Each day that a dwelling unit is rented at less than fair rental value is deemed used by the tax-
payer for personal purposes. Further, if a member of the taxpayer's family uses the dwelling unit as a principal residence, a personal purpose is attributed to the taxpayer unless the property is leased for a fair rental. 

 

The Tax Court held that Bernie could not deduct expenses in excess of her income from the
properties. The court said Bernie's use of the Woodhaven Lakes property for the entire summer turned the use of the property into residence-like treatment which triggered the limitation on the deduction of expenses to the gross income from the property over deductions allocable to the rental use that are deductible regardless of the rental use. The court also considered Ber-nie's rental of her basement apartment to be for personal purposes because it found the rent to reflect the incremental costs of additional people living in the house rather than a fair rental value.  Bernie's deduction, therefore, was similarly limited to her rental income. 



	AMOUNTS RECEIVED FROM SALE OF GIFT CARDS AREN'T ADVANCE PAYMENTS

 

An accrual basis taxpayer that managed a gift card program must include in income amounts received from the sale of the gift cards and cannot defer such amounts as advance payments. TAM 200849015. 

 

An accrual method corporation (the taxpayer) was formed to manage its parent company’s
gift card program. The taxpayer oversees the gift card program for its parent's consolidated group, and all gift cards used in stores operated by the parent and certain related entities are issued and sold by the taxpayer. The gift cards may be exchanged for goods from retailers operated by other taxpayers within the consolidated group (the retailers).
 

Under the gift card program agreement, the taxpayer sells gift cards to the general public and
provides related gift card management services to the consolidated group members. The retail-ers agree to sell, distribute, and reload the taxpayer's gift cards in their respecttive stores, and the retailers must turn over to the taxpayer all amounts it receives for the cards. The retailers
further agree to redeem the shopping cards in exchange for merchandise, products, goods or services in each of their stores. After the cards are redeemed, the taxpayer pays the retailers amounts equal to the amounts of the redeemed gift cards. 

 

The taxpayer is responsible for all aspects of managing the gift card program and receives a
management fee from the retailers. Also, it is the taxpayer that is solely liable and obligated to the buyers and holders of the gift cards; the retailers have no liability to buyers and holders of the gift cards except that they are liable to the taxpayer to accept the balance on a gift card as payment for goods and services. 

 

The National Office was asked whether the amounts that the taxpayer receives as payments
for sales of gift cards are includible in income or whether the amounts are advance payments which would enable the taxpayer to defer the income. 

 

The National Office advised that the amounts are includible in the taxpayer’s gross income
and that they are not advance payments. In reaching this conclusion, the National Office cited the fact that the taxpayer receives payments over which it has complete dominion and control. The National Office further advised that to meet the definition of an advance payment, the payment must be received by the same taxpayer that provides the goods or services with re-spect to that payment. Because the taxpayer neither holds goods for sale nor provides goods to customers who purchase gift cards, payments for the gift cards are not for the sale of goods and therefore are not advance payments. 

 

Finally, the National Office advised that the taxpayer has no liability to pay a retailer an a-
mount with respect to a gift card unless and until a customer returns and redeems the card at a retailer. Thus, the return of the customer and redemption of the gift card is a condition prece-dent to establishing the taxpayer's liability. The taxpayer may deduct the liability to make the payment to the retailer no earlier than the time at which all events have occurred that establish the fact of the liability; namely, no earlier than when the customer redeems the gift card at the retailer. 

 



	 
IRS ADVISES ON WAGERING GAINS AND LOSSES FROM SLOT MACHINE PLAY

 

Casual gamblers must determine wagering gains and wagering losses separately and such gains and losses are calculated when tokens are redeemed. AM 2008-011. 

The taxpayer went to a casino to play the slot machines on ten separate occasions

throughout the year. On each visit to the casino, she bought $100 in slot machine tokens. On five occasions, the taxpayer lost her entire $100 in tokens before termi-nating play. On the other five occasions, the taxpayer redeemed her remaining to-kens for the following amounts of cash: $20, $70, $150, $200, and $300. 

Code Section 165(d) provides that losses from wagering transactions are allowed

only to the extent of the gains from such transactions. The words "gains" and "loss-es" from wagering transactions are used without ascribing a technical meaning to the terms. Casual gamblers may deduct their wagering losses only to the extent of their wagering gains. Further, casual gamblers may not net their gains and losses from slot machine play throughout the year and report only the net amount for the year. A key question in interpreting Code Section 165(d) is the significance of the term "transactions" since the Code refers to gains and losses in terms of wagering transactions. 

 

The Office of Chief Counsel advised that a casual gambler, such as the taxpayer
who plays the slot machines, recognizes a wagering gain or loss at the time she redeems her tokens. According to the Chief Counsel's Office, the fluctuating wins and losses left in play are not accessions to wealth until the taxpayer redeems her tokens and can definitively calculate the amount above or below basis (the wager) realized. 

In this case, the taxpayer bought and lost $100 worth of tokens on five separate oc-

casions. As a result, she sustained $500 of wagering losses. She also sustained a

loss on two other occasions when she redeemed tokens in an amount less than the $100 of tokens originally bought. The loss is the basis of the bet ($100 in tokens) minus the amount of the tokens eventually redeemed. Therefore, when the taxpayer redeemed $20 worth of tokens, she incurred an $80 wagering loss. On the day she redeemed $70 worth of tokens, she incurred a $30 wagering loss. 

 

On three occasions, the taxpayer redeemed tokens in an amount greater than the

 $100 of tokens originally purchased. On the day the taxpayer redeemed $150 worth 

 of tokens, she had a $50 wagering gain; on the day she redeemed $200 worth of to-

 kens, she had a $100 gain; and on the day she redeemed $300 worth of tokens, she

 had a $200 gain. 

For the year, the taxpayer had total wagering gains of $350($50+$100+$200) and

total wagering losses of $610, ($500 from losing the entire basis of $100 on five occasions + $80 and $30 from two other occasions). The taxpayer's wagering losses exceeded her wagering gains by $260 ($610 - $350). The taxpayer must report the $350 of wagering gains as gross income. However, she may deduct only $350 of the $610 wagering losses. 

 

A casual gambler who elects to itemize deductions may deduct wagering losses, up to wagering gains, on Form 1040, Schedule A.  In this case the taxpayer may deduct

only $350 of her $610 of wagering losses as an itemized deduction. A casual gambler who takes the standard deduction rather than electing to itemize may not deduct any wagering losses. 

EXTENSION TO RECHARACTERIZE ROTH IRA AS TRADITIONAL IRA GRANTED

 

A taxpayer was granted 60 days to recharacterize funds in a Roth individual retire-ment account (IRA) as a traditional IRA. PLR 200850052 . 

 

A taxpayer converted an amount (converted amount) from a traditional IRA to a

Roth IRA. The taxpayer was later informed that his adjusted gross income exceeded the amount for a tax year during which a taxpayer may convert funds from a tra-ditional IRA to a Roth IRA. The taxpayer then contacted the IRA custodian request-ing that the Roth IRA be recharacterized as a traditional IRA. He also completed and mailed a form provided by the custodian confirming his request. At this point, both the taxpayer and his tax preparer understood and believed that the recharacterization 

of the Roth IRA as a traditional IRA was effective within the time allowed by the Code for recharacterizing an amount that previously had been converted from a traditional IRA to a Roth IRA. Also, because of this belief, the converted amount (as reported to the IRS by the custodian as a taxable IRA distribution on a Form 1099-R) was not included in the taxpayers' income when he filed his federal income tax re-turn. Instead, the tax preparer appended a statement to the taxpayers' return, mis-takenly disclosing that the Roth IRA had been recharacterized, and did not include 

the converted amount in the taxpayer's income. 

When he later received a statement from the custodian, the taxpayer discovered that 

his Roth IRA still retained all its assets. On contacting the custodian, the taxpayer learned that the custodian had not received his recharacterization request.  Further, the custodian denied the taxpayer's request for recharacterization because it was after the deadline for completion of such transactions under Code Section 408A(d)(6) and Reg. Section 1.408A-5.  The custodian informed the taxpayer that the Roth IRA would not be recharacterized without a ruling from the IRS. 

 

The taxpayer asked the IRS that he be granted an extension to complete an election

to recharacterize his Roth IRA as a traditional IRA. He made the request prior to the IRS discovering that he had failed to make a timely recharacterization. 

 

The IRS granted the taxpayer a period of 60 days from the date of the letter ruling to

recharacterize the converted amount, plus earnings thereon, of his Roth IRA as a traditional IRA. Under these circumstances, the IRS said the taxpayer acted reason-ably and in good faith with respect to making the election to recharacterize the failed conversion as a traditional IRA. Specifically, the IRS concluded that the taxpayer met the requirement of Reg. Section 301.9100-3(b)(1)(i) which provides that a tax-payer will be deemed to have acted reasonably and in good faith where the taxpayer's request for relief is filed before the failure to make a timely election is discovered by the IRS. 

NONCOMPETITION PAYMENT COULD NOT BE RECHARACTERIZED AS GOODWILL PURCHASE

 

A payment made under a noncompetition agreement was compensation taxable as or-

dinary income, not proceeds from the sale of the recipient's personal goodwill taxable as a long-term capital gain (I. Muskat, CA-1, 2009-1 UST par. 50,195). 

Irwin Muskat worked for years in a family business and developed valuable relation-

ships with customers, suppliers, and distributors. The business was sold in 1998, with Muskat and the seller agreeing that Muskat would continue to run the business after the acquisition and that he would receive incremental payments under both an employ-ment agreement and a noncompetition agreement. At the closing on the acquisition, Muskat and a representative of the seller executed an asset purchase agreement, a subscription agreement (where Muskat invested in the seller), the employment agree-

ment, and the noncompetition agreement.  Pursuant to the noncompetition agreement, Muskat was to be paid a certain amount over a thirteen-year period in return for a covenant not to compete over that same period. 

Muskat reported the first installment payment under the noncompetition agreement on

his 1998 federal income tax return as ordinary income and included it in self-employ-ment income. He later filed an amended return for that year, claiming the payment was for goodwill and going concern value and was, therefore, capital gain. He claimed a tax refund, which the IRS denied. 

 

Because the payments were made pursuant to an unambiguous agreement signed by

both Muskat and the seller, Muskat had the burden of showing by "strong proof" that the parties to the agreement intended the payments to Muskat to be for goodwill and going concern value. The strong proof rule applies when parties to an agreement have made an unambiguous allocation of an amount paid under that agreement; it does not apply to an ambiguous agreement or allocation. The court found that the noncom-petition agreement expressly and unambiguously stated that the payments would be in consideration of the Muskat's promises not to compete and did not refer to his personal goodwill. 

 

The preamble of the agreement referred to an asset purchase agreement, which may 
have been ambiguous because it purported to allocate a larger purchase price than Muskat's company actually received from the asset sale. However, the court rejected the argument that this ambiguity in the asset purchase agreement introduced an ambi-guity into the noncompetition agreement and held that the strong proof rule applied in this case. 

 

The court also rejected Muskat's arguments that the noncompetition agreement lacked
economic reality because it survived his death and because the terms of the employ-ment and subscription agreements, as well as his advanced age, made it unlikely that he would attempt to compete with the seller. However, proof that a written allocation lacks economic reality does not, in and of itself, constitute strong proof that the contracting parties intended some other allocation. 

 

     COMMENT: This case illustrates the importance of reviewing the documents
     which memorialize an agreement carefully for their tax consequences.  The IRS
     and the courts will hold taxpayers to the language of the agreements they have
     made and will reject taxpayer attempts to recast the deal after it has been finalized.
    
     Trying to claim that amounts received under a covenant not to compete were
      really payments for personal goodwill is particularly difficult, as the same

      elements that make up a taxpayer's personal goodwill (such as reputation and

      customer relationships) would make the other party want to enter into a non-

      competition agreement with them.

LEAD INTEREST IN REAL PROPERTY DEPRECIABLE WHILE REMAIN-DERMAN UNRELATED

 

A taxpayer, who purchased an interest in real property, along with the fixtures, equip-

ment and personal property located on and used in conjunction with the property for a term of years, was entitled to depreciate the portion of his basis in that interest allocable to the land ratably over the term of his interest (IRS Letter  Ruling 200852013 ).  How-ever, the taxpayer was not entitled to a depreciation deduction for any period during which the remainder interest was held (directly or indirectly) by a related person. 

The taxpayers purchased property for a term of years (estate for years) from unrelated

sellers. The property consisted of land, including a number of residential and rental buildings, commercial retail space, and a parking structure. The taxpayer's purchase included all fixtures, equipment, and personal property owned by the sellers located on the property and used in conjunction with the property, as well as the leases for the residential and commercial spaces of the property. 

The taxpayer intended to use its interest in all of the property in its active business of renting commercial and residential property. 

 

The sellers also sold a remainder interest in all of the property to a remainderman.

The remainderman intended to hold its interest in the property as a long-term invest-ment. Under the purchase agreements, the remainderman had the unrestricted right to sell, assign, encumber, or otherwise dispose of, all its rights in the remainder interest. However, under the taxpayer's purchase agreement, the taxpayer had all of the benefits and burdens of ownership in the property during the term of its lead interest.  It also had the unrestricted right to sell, assign, encumber, or otherwise dispose of, all of its rights in its lead interest. Further, the taxpayer was responsible to pay all of the carrying costs associated with its lead interest. 

 

The taxpayer asked for a ruling on how it could depreciate its lead interest under

Code Section 167. The taxpayer noted that it was unrelated to both the sellers and the remainderman within the meaning of Code Section 267. In addition, its purchase of the lead interest was neither directly nor indirectly funded by the sellers or remainderman. 

 

The IRS ruled that if the taxpayer's lead interest is used in a trade or business or held 

for the production of income by the taxpayer, the portion of taxpayer's basis in the lead interest allocable to the land was subject to the allowance for depreciation. In such a case, the portion of taxpayer's basis in the lead interest allocable to the land is an intan-gible asset and, as a result, the taxpayer will depreciate that asset ratably over the term of the lead interest. 

 

Further, pursuant to Code Sections 167(d) and 167(e)(4)(B), the taxpayer is treated as

though it owned the buildings (including the parking structure) and surface parking lot for depreciation purposes. Therefore, the taxpayer would determine the depreciation for the portion of its basis in the lead interest allocable to such buildings (including the parking structure) and surface parking lot in accordance with Code Section 168.  How-ever, no depreciation deduction is allowable under any other provision of the Code to the taxpayer for the lead interest for any period during which the remainder interest is held (directly or indirectly) by a related person. 

RECHARACTERIZATION OF IRA ALLOWED AFTER DEADLINE FOR FILING RETURN 

An individual was allowed to recharacterize her Roth IRA as a traditional IRA after the

due date for filing her tax return when she received additional income that made her ex-ceed the $100,000 modified adjusted gross income (AGI) limit (IRS Letter Ruling 200903105 ). While the additional income was received prior to the October 15 exten-sion date, neither the taxpayer nor the IRA custodian was aware that the date for the recharacterization was the same as the date for the extension of filing the tax return. 

The taxpayer maintained a traditional IRA and a Roth IRA with her financial institu-

tion as the custodian. During the tax year at issue, she successfully converted traditional IRA funds to a Roth IRA and was aware that such conversions could take place only during tax years in which her modified AGI did not exceed $100,000. At the time of the conversion, the taxpayer and her husband, with whom she filed a joint return, had earned income that was substantially less than $100M. 

 

However, the couple filed an extension to file their federal income tax return due to not 

having received several K-1 forms. After the last K-1 forms were received, the couple's return was completed. It showed a modified AGI in excess of $100M, thus rendering the taxpayer ineligible to convert her traditional IRA to a Roth IRA during that tax year. Thus, the couple timely filed the return by the October 15 extended deadline without including the IRA conversion. 

 

Prior to filing the return, the taxpayer contacted the IRA custodian several times indi-
cating that there would be no way for the couple to reduce their modified AGI below $100,000. The custodian suggested that the taxpayers wait until their taxes were finalized prior to making a final decision on whether to recharacterize the Roth IRA as a tradition-al IRA. Neither the taxpayer or the custodian was aware that the October 15 also was the deadline for completion of the Roth IRA recharacterization for the tax year, as no effort was made by either party to assure that recharacterization was completed by the deadline date. Only after the October 15 deadline did the custodian become aware of the deadline, and so it denied the taxpayers' request to recharacterize the IRA for the year. 

Given the circumstances, the taxpayer requested a ruling that she be granted time to re-
characterize her Roth IRA to a traditional IRA despite the fact that the Oct. 15 deadline 

had passed. The IRS granted the relief under Reg. Section 301.9100-1, finding that the taxpayer acted reasonably and in good faith with respect to making the election to re-characterize her failed conversion as a traditional IRA. It also noted that the grant of an extension only defers the payment of tax on the IRA distributions, thus the governments interest was not prejudiced, as the tax year at issue was not closed. 

INCOME ACCRUAL NOT POSTPONED BY RIGHT TO WITHHOLD DEFERRED PAYMENTS

 

An accrual-based taxpayer was required to accrue the full sale price of goods sold in

the year of delivery, even though the purchaser could defer payments under the terms of the contract (Trinity Industries, Inc. and Subsidiaries v. Commissioner, Dec. 57,718, 132 TC 2,). Further, the taxpayer could not treat the deferred payments as the payment of contested liabilities. 

Trinity Industries, Inc., was the common parent of an affiliated group of corporations
that reported its taxes on the accrual method of accounting. In 2002, the company con-tracted to build barges for two customers. Under the parties' financing arrangements, part of the purchase price was deferred until 18 months after delivery of each barge. The customers withheld a portion of the deferred payments to offset agreed-upon damages that were the result of defects in previous barges purchased from Trinity. 

 

The taxpayer argued that it could either exclude the deferred payments or deduct them
from its 2002 income. The Tax Court, however, disagreed and asserted that the full amount of the sales price should have been accrued in 2002. It held that, as an accrual-basis taxpayer, the taxpayer was required to accrue the deferred payments for the barges in the year that all of the events occurred to fix the right to the income. 

 

The delivery of the barges unconditionally fixed the right to receive the full contract
price, including the deferred payments, in the year of delivery. The customers' offset claim did not prevent the accrual of the income. It only affected the timing of the receipt of the income under the contract and not the right to receive the income, as the cust-omers did not dispute the fact or the amount of the obligation under the contract. 

 

Moreover, the deferred payments did not fall within the exception where accrual is not
required if the income was of doubtful collectibility or it was reasonably certain that it would not be collected. According to the court, this exception did not apply because there was no evidence that the deferred payments were uncollectible from the customers. It was only in the tax year after the barges had been delivered and the right to income had been fixed that the customers asserted their right to an offset for the damages from the previous contract. 

 

The Tax Court further rejected the parent's alternative theory that the withheld deferred
payments could be deducted in the year as an amount transferred to satisfy a contested liability. The withholding of the deferred payments did not constitute a transfer of pro-perty in the same tax year in satisfaction of a liability. In the year the barges were deli-vered and the income accrued, the deferred payments were not yet due and so could not have been withheld. Additionally, the withholding of the deferred payments did not constitute a transfer. The deferred payments withheld by the customers were not in the control of Trinity. In the year the income accrued, there was no order of any competent legal authority to force the subsidiary to transfer the funds that were owed. 

 

 

AMERICAN RECOVERY AND REINVESTMENT ACT OF 2009
BONUS DEPRECIATION

 

The new law extends the 50-percent first-year bonus depreciation allowed under the

2008 Economic Stimulus Act through December 31, 2009.  The extension is retroactive to January 1, 2009. The new law also extends, through 2010, the additional year of bonus depreciation allowed for property with a recovery period of 10 years or longer, for trans-portation property (tangible personal property used to transport people or property), and for certain aircraft. 

Also extended, for bonus depreciation purposes, the regular dollar cap for new vehicles
placed in service in 2009 is raised again by $8,000, effective January 1, 2009. This in-crease mirrors the temporary 2008 cap increase. For 2008, the regular first-year deprecia-tion dollar cap of $2,960 for autos was raised to $10,960 if bonus depreciation is elected ($11,160 for light trucks and vans). 

REFUNDABLE CREDITS IN LIEU OF BONUS DEPRECIATION

 

The new law allows businesses to monetize accumulated AMT and research credits in lieu
of taking bonus depreciation.  The election to accelerate these credits originally applied only to 2008, but the new law extends this option to all property qualifying for bonus de-preciation placed in service through 2009. 

     COMMENT: The new law also allows a business to change its election from 2008

     to 2009, or to make an election in 2009 when no election was made in 2008.  This

     is a sharp difference from recent regulatory guidance issued by the IRS that would

     make a 2008 election binding on the business for 2009.

CODE SECTION 179 EXPENSING

 

The new law extends the increased 2008 Code Section 179 expensing amounts to 2009.

The 2008 Economic Stimulus Act increased the amount of Code Section 179 expensing for 2008 to $250,000 and increased the threshold for reducing the deduction to $800,000. Without the 2009 extension, businesses placing property in service in 2009 would have been limited to a $125,000 inflation adjusted maximum deduction with a $500,000 cap. 

     COMMENT: Unlike bonus depreciation, Code Section 179 expensing is available

      on new or used property.  However, the $800,000 qualifying property ceiling ef-

      fectively limits Code Section 179 expensing to small businesses.

S CORPORATION BUILT-IN GAIN PERIOD

 

The new law temporarily shortens, from 10 to seven years, the holding period for assets
subject to the built-in gains tax imposed after a C corporation elects to become an S corp-oration. <19> This provision applies to S corporations that recognize built-in gain in tax years beginning in 2009 and 2010. 

TAXPAYER COULD NOT EXCLUDE WRONGFUL TERMINATION SETTLE-MENT FROM INCOME
 

An individual could not exclude from income amounts he received from settlement of
wrongful termination and defamation claims against his employer because the payment was in the nature of severance pay (R.S. Moulton v. Commissioner, Dec. 57,741(M), TC Memo 2009-38). 

The taxpayer had been employed with his employer for about 30 years until he was termi-

ated in 2000. After the termination, the taxpayer mailed a series of letters to his employer and two former fellow employees detailing his grievances about his firing, which the reci-pients perceived as threatening. This resulted in restraining orders being issued against the taxpayer, followed by extensive bad publicity over the orders, which the taxpayer believed had ruined his reputation and ability to find employment in the area. 

 

At a hearing on the status of the restraining orders, mediation was suggested by the court.

This was undertaken by the parties, resulting in a settlement which included payment of $65,000 to the taxpayer, dismissal of the restraining orders, and mutual discharge of any claims by either party of claims arising from the taxpayer's employment

. 

 

The taxpayer did not include the $65,000 as income for the year in which it was received.

The IRS determined a deficiency against him, and the taxpayer petitioned for a redetermi-nation. The Tax Court first determined that the claims underlying the payment were based in wrongful termination and defamation, although this was not explicitly set out in the terms of the settlement. However, the proceeds were not received on account of personal physical injuries or sickness, as required by Code Section 104(a)(2) in order to exclude the proceeds of litigation from income. Rather, the $65,000 payment was treated by the employer as wages, from which employment taxes were withheld. 

The settlement agreement stated that the payment was "in order to provide the taxpayer with

resources to enhance his employment opportunities, maintain his health insurance, and/or enhance his ability to relocate." The court found that this suggested that the payment was in the nature of severance pay. Further, there was no indication of medical care for any physical injuries or sickness, but only for psychological problems. If there had been any physical in-jury to the taxpayer, the employer was not aware of that at the time of the payment, and where the nature of the payment is not definitely determinable, the intention of the employer is controlling as to the nature of the payment. Therefore, the entire payment of $65,000 was based on wrongful termination and defamation, and not on physical injury, and so could not be excluded from income under Code Section 104(a)(2) . 

The taxpayer failed to show any investigation as to a basis for excluding the payment from

income, and so failed to show any reasonable, good faith basis for his conclusion that the payment was excludable. As a result, the taxpayer was subject to the penalty imposed under Code Section 6662(a) for underpayment of income tax. The facts and circumstances of the taxpayer's situation, along with his business knowledge and education required greater dili-gence than he exercised, and he was unable to show any reasonable cause for the underpay-ment. 

REV PROC. 2008-72—Standard Mileage rates for 2009:

Business Use--$.55; Medical and Moving--$.24; Charitable Purposes--$.14.
ARBITRATION AWARD MUST BE INCLUDED IN GROSS INCOME

An individual who won an arbitration award against his employer for an idea used by the
employer in its business was required to include the award in his gross income as compen-sation (T.A. Bachman v. Commissioner, Dec. 57,754(M), TC Memo. 2009-51). 

 

The taxpayer had been employed in the financial services industry for more than 30 years.
Prior to obtaining employment with a national financial services firm, he developed a novel idea for smaller community banks to issue "trust preferred stock" as a group, which resulted in lower costs than if each individual bank had issued stock. After he became employed by the national financial services firm, the taxpayer discussed this idea with his employer, and ac-cording to his understanding, he would be compensated for the use of the program by the em-ployer. 

 

After leaving his employment, the taxpayer filed an arbitration claim against his former em-
ployer alleging that his former employer ultimately profited from the use of his idea, making over $6 million in net fees in its first use alone. The taxpayer argued that the employer refused to properly compensate him paying him only $191,000 when he was entitled to an amount of not less than $1.5 million. 

 

After numerous arbitration hearings, the taxpayer was awarded net award of just under $1.4
million. The financial services firm paid this to the taxpayer and issued a Form 1099-MISC to the taxpayer. The taxpayer, however, did not report this award on his income tax return argu-ing that his claim was for an "illegal taking of something of value." Thus, the arbitration a-ward was a nontaxable return of capital and did not have to be included on his return as lost wages or income. 

 

The Tax Court noted, however, that the taxpayer's effort to exclude the award from gross in-
come faced several problems. First, is that the taxpayer failed to show that he had any tax basis in his novel idea. No evidence was presented that indicated that the taxpayer paid to create or develop the idea. Thus, the taxpayer's basis in the idea was determined to be zero. 

 

Moreover, the court noted that is was questionable whether a payment by the employer to the
taxpayer for his business ideas could be considered anything other than a payment for ser-vices. One of the services that an employee in his position was to come up was useful ideas. There was no evidence that the taxpayer came up with the group-issuance idea before working for the employer. In short, there is no evidence for us to find that the "idea" should be con-sidered the property of the taxpayer, rather than part of the services he provided to the em-ployer. 

Even if some of the arbitration award could be considered to have been paid for the taxpay-
er's idea, there was no evidence to allow the court to apportion the award between the ser-vices rendered by the taxpayer and the taxpayer's idea.  The taxpayer had the burden of pro-ving any such allocation. 

CARS. LIGHT-DUTY TRUCKS QUALIFY AS LIKE-KIND PROPERTY

The IRS has ruled that cars, light-duty trucks, and crossover vehicles qualify as like-kind business property that can be exchanged tax-free under Code Sec. 1031 even though they are in different asset classes under the depreciation rules (IRS Letter Ruling 200912004).

   Comment:  The IRS focused on similar characteristics between cars and light-duty
   trucks; amenities (seating and personal cargo capacity), driving characteristics (ride
   and handling), commercial appeal and regulatory standards (gas economy, fuel emis-
   sions, no special driver’s license).  Motorcycles, buses, heavy trucks, and large vans
   have different characteristics from cars and light trucks and presumably would not be
   of like-kind.  

 

The taxpayer operated a leasing business in which it purchases vehicles for lease and then
sells them when the lease terminates. The vehicles the taxpayer purchases include cars, light-duty trucks, and cross-over vehicles that share characteristics of both, including SUVs, mini-vans, and cargo vans. 

 

The taxpayer exchanged its vehicles under a like-kind exchange program with a qualified
intermediary that qualifies for nonrecognition of gain or loss under Code Section 1031. The taxpayer proposed to combine cars, light-duty trucks and similar vehicles into a single ex-change group, claiming that these vehicles are all like-kind. 

 

Under the regulations, like-kind refers to the nature or character of property, not its grade or
quality. Personal properties of a like class are considered to be like-kind.  Furthermore, pro-perties may be like kind even if they are not of a like class.  No inference is to be drawn from the fact that properties are not of a like class. 

 

Property within the same General Asset Class or the same Product Class are like-kind.  A 
General Asset Class is a class of depreciable tangible personal property used in business and described in Rev. Proc. 87-56 (1987-2 CB 674). The class lives of cars and light trucks are similar but not identical. Buses and heavy general purpose trucks are in other classes. 

 

Cars and taxis are in General Asset Class 00.22, while general purpose trucks, including light
general purpose trucks and trucks for use over the road with an unloaded weight under 13M pounds, are asset class 00.241. Thus, they are not of like class under Code Section 1031. However, properties in different asset classes can still be like-kind. 

 

The evolution of motor vehicles has blurred the distinctions between cars and light-duty 
trucks, the IRS concluded. The distinctions have also been reduced significantly by the gra-dual introduction of cross-over vehicles, which share characteristics of both cars and light-duty trucks. Because of these changes, sales of light-duty trucks have increased greatly rela-tive to sales of cars. The IRS concluded that the only differences in the cars, light-duty trucks and cross-over vehicles leased by the taxpayer relate to the grade or quality of the vehicle. The vehicles are of the same nature and character and, therefore, are like-kind for purposes of Code Section 1031. 

EMERGENCY ECONOMIC STABILIZATION ACT OF 2008

· Qualified restaurant improvements and leasehold improvements and certain improvements to retail space—15 year recovery period through 12/31/09.
· Contributions of food, books and computer equipment (to qualified schools)—enhanced deduction through 12/31/09.
· Code Section 179D deduction for energy efficient commercial buildings extended through 12/31/13.
· Code Section 198 expensing of environmental remediation costs in 2009.
· Numerous new tax credits available.
DESPITE PERSONAL PHYSICAL INJURIES, SETTLEMENT PRO-CEEDS INCLUDIBLE IN INDIVIDUAL'S INCOME
An individual could not exclude from income any portion of the proceeds received in settlement of several claims against his former employer even though he sustained 

personal physical injuries because the agreement did not specify that the proceeds were attributable to those injuries (J.W. Hansen v. Commissioner, Dec. 57,799(M), TC Memo. 2009-87). 

 

The taxpayer, who was employed at a mine, contacted first company officials and then 

the Federal Mine Safety and Health Administration to report unsafe working practices at the mine. He was assaulted several times, before and after making his complaint, by his supervisor, sustaining some bruises and a cut on his foot. The taxpayer's employment was subsequently terminated on the ground that he "was unable to communicate with fellow employees." 

 

The taxpayer pursued sex and whistleblower discrimination complaints against his for-

mer employer, which he finally settled for a cash payment. Pursuant to the settlement agreement, a portion of the proceeds were attributable to the taxpayer's claims for back wages, and the remainder were attributable to his claims for emotional distress and legal fees. The settlement agreement expressly provided that the taxpayer and his former em-ployer entered into the agreement in order to resolve the discrimination complaints and a union grievance. 

The taxpayer filed a return for the year when the payment was received, including the a-

ward of back pay in income and excluding the amount received for emotional distress and attorney's fees. The IRS argued that the entire amount was includible in gross income. 

 

The Tax Court ruled that the entire amount received under the settlement agreement was 

includible in gross income. Although the taxpayer had sustained some injuries as a result of two separate assaults by his supervisor, none of the claims that he asserted in his discri-

mination complaint or in the union grievance were for damages on account of his injuries or any other alleged personal physical injuries or sickness. 

 

In determining the proper characterization of amounts received under a settlement agree-

ment, the language of the agreement and intention of the parties are controlling.  In this case, the settlement agreement specifically provided that in consideration of the settlement payment the taxpayer would release his former employer from all claims that formed the basis of the discrimination complaint and the union grievance. 

 

Although it was unclear why the taxpayer and his former employer characterized the por-

tion of the settlement proceeds at issue as attributable to his claims of emotional distress and attorney's fees, it was clear that the taxpayer did not receive any portion of that a-mount on account of personal physical injuries or sickness. Therefore, no portion of the settlement proceeds could be excluded from the taxpayer's gross income under Code Section 104(a)(2). 



	

	Note:  the above topics were extracted from CCH’s Kleinrock Federal Tax Bulletins, dated November 3, 2008, through August 4, 2009.
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