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___________________________________________________________________

CHAPTER 5

INTRODUCTION TO BUSINESS EXPENSES

___________________________________________________________________

DISCUSSION QUESTIONS

 1.
All allowable deductions of individual taxpayers are classified as either for adjusted gross income or from adjusted gross income.  Why are deductions for adjusted gross income usually more advantageous than deductions from adjusted gross income?


Although both types of deductions reduce taxable income, deductions for adjusted gross income are always deductible.  Taxpayers who incur allowable deductions from adjusted gross income may not receive the full advantage of the deduction.  First, even though an allowable expense may be incurred, if the taxpayer's total itemized deductions do not exceed the standard deduction amount, then the taxpayer will deduct the standard deduction and receive no benefit from the allowable expenses.  Second, many of the deductions are subject to limitations based on the taxpayer's adjusted gross income.  For example, the deduction for medical expenses is reduced by 7 1/2% of the taxpayer's adjusted gross income.  Thus, many of the allowable deductions from adjusted gross income are not deductible in full.  In addition, total itemized deductions are subject to a reduction rule when the taxpayer's adjusted gross income exceeds a specified amount, further lowering the value of such deductions.  Lastly, given the reductions based on adjusted gross income, any deductions for adjusted gross income have the effect of making the allowable deductions from adjusted gross income larger.

4.
What are the two primary categories of business expense?  Why is it necessary to classify business expenses in these two categories?


The two categories of business expense are:

•
Trade or business expenses, and

•
Expenses for the production of income  (investment expenses).


All expenses must be classified into one of the categories to determine the proper reporting and limitations on the deduction of the expenses.  A trade or business expense is fully deductible in calculating adjusted gross income of an individual.  An expense for the production of income is usually subtracted from adjusted gross income as an itemized deduction.  As an itemized deduction, the expense may be limited based on the taxpayer's adjusted gross income.  Also, the taxpayer will only receive a benefit from a production of income expense if the taxpayer itemizes his/her deductions.

21.
What is/are the criterion (criteria) for the deduction of an expense by a cash basis taxpayer?


Cash basis taxpayers are allowed to take a deduction in the year in which the expense is paid.  However, even cash basis taxpayers cannot take current deductions for the full amount of current period capital expenditures.

24.
What tests must be met for an accrual basis taxpayer to deduct an expense?


An accrual basis taxpayer deducts expenses when the all-events test and the economic performance tests are satisfied.  The all-events test requires that all events have occurred that determine the fact that a liability exists and the amount of the liability must be known with reasonable accuracy.  This last requirement generally requires that the payee of the expense be known in addition to the amount of the liability.


The economic performance test requires that economic performance with regard to the liability must have occurred.  This generally means that services or property related to the liability have either been received or used by the taxpayer.

PROBLEMS

26.
Alexandra is a veterinarian employed by Fast Vet Services.  Susan is a self-employed veterinarian.  During the current year, Alexandra and Susan have the same amounts of income and deductions.  Why might a deductible expense paid by Susan affect her taxable income differently from the payment of the same expense by Alexandra?


Because Susan is self-employed, her vet practice constitutes a trade or business.  Therefore, all of her veterinary expenses are deductible for adjusted gross income.  As an employee, Alexandra is also considered to be in a trade or business.  However, the unreimbursed expenses of an employee are deducted as miscellaneous itemized deductions.  Thus, Susan always gets the full benefit of the deduction, while Alexandra only benefits if she itemizes her deductions and then only to the extent that her unreimbursed business expenses exceed 2% of her adjusted gross income.

27.
Discuss how an individual would deduct each of the following expenditures.  If more than one treatment is possible, discuss the circumstances under which each type of deduction would be obtained:

a.
Amos purchased 500 shares of Lietzke stock for $50 per share.  He also paid $1,200 in commissions on the purchase.


Commissions paid are part of the cost of acquiring the stock and must be added to the basis of the stock.  Because stock does not have a definite life, capital recovery does not occur until Amos disposes of the stock.

b.
Dandy owns an optical store.  She paid $2,000 in medical insurance premiums on her employees and $1,400 on a medical policy covering herself and her family.


The $2,000 of premiums paid on employees’ insurance is deductible as an ordinary and necessary business expense (for adjusted gross income).  If Dandy owns the store as a sole proprietor, she is not an employee of the store and cannot deduct the $1,400 as a business expense (just as an employee could not deduct the cost of personal medical insurance as a business expense).  As a self-employed individual, Dandy can deduct all of the cost of her policy for adjusted gross income (see Chapter 6). 

c.
Oscar is a finance professor at State University.  He purchased professional journals costing $400 which he uses to keep current on the latest developments in finance.


Oscar is considered to be in a trade or business and the journals are related to his trade or business.  However, employees are only allowed to deduct expenses related to their employment as miscellaneous itemized deductions, which are subject to a 2% of adjusted gross income limitation (see Chapter 8).

d.
Gerry is a nurse.  He paid $350 for nursing uniforms.


Gerry is considered to be in a trade or business and special clothing required in a trade or business is deductible.  If he is an employee of a hospital or doctor, he will only be allowed to deduct the cost of the uniforms as a miscellaneous itemized deduction (which is subject to a 2% of adjusted gross income limitation).  However, if he is self-employed, the cost of the nursing uniforms would be deducted for adjusted gross income.

e.
Edgar owns a rental property.  His rental income for the year was $13,000, and his allowable expenses were $9,000.  


Rental expenses are always deductible for adjusted gross income without regard to whether the rental activity is a trade or business or a production of income activity.  As a practical matter, the expenses are netted against the income from the rental and the net amount is reported on the tax return.  In this case, $4,000 ($13,000  -  $9,000) would be included in gross income.  

28.
Determine how each of the following expenses would be deducted for tax purposes. If the expense is not deductible, explain why not.

a.
Chander paid $500 in interest on a loan he used to purchase equipment for his retail business.


The interest is related to a trade or business and is fully deductible.  If the business is a sole proprietorship, it will be a deduction for adjusted gross income.

b.
Peter paid $500 in interest on a loan he used to purchase 1,000 shares of Pickled Pepper stock.


The interest is related to an investment.  Investment interest expense is deductible as an itemized deduction.  It is limited to the amount of the taxpayer's net investment income (see Chapter 8).

c.
Portia paid $500 in interest on a loan she used to purchase her personal automobile.


The interest is related to a personal use asset and is not deductible.

d.
Jordan's primary source of income is his wholesale warehousing business. During the current year, he paid $8,000 in state income taxes.


State income taxes are a personal expense that is allowed as an itemized deduction.

e.
Alphonse is a professional golfer who likes to race cars in his spare time.  He spent $60,000 on expenses related to racing cars during the current year.


The expenses are not related to his trade or business as a golfer.  To determine the proper treatment of the expense, it would have to be determined whether Alphonse's involvement in the race car business meets the criteria for a trade or business.  Based on the facts as given, it would appear that the activity has a significant pleasure element that would disqualify the activity as a trade or business.  If so, it would most likely be a hobby.  Hobby deductions are limited to hobby income and are only deductible as miscellaneous itemized deductions.

f.
Barry is an insurance agent.  He bought a golf cart and had his insurance company logo put on the golf cart to attract customers while he played golf.


The cost of the golf cart would not be a deductible business expense since it is not used in Barry's trade or business.  The cost of the logo is a form of advertising that is deductible as a business expense.

32.
Max owns an office building that he rents for $750 a month.  Under the terms of the lease, the tenant is responsible for paying all property taxes and costs related to the building's operation and maintenance.  The only cost to Max in relation to the lease is an annual legal fee for renewing the lease.  Is Max engaged in the trade or business of renting real estate?  How would you classify his deduction for the attorney's fee?


The IRS historically viewed the rental of a single piece of improved real estate as a trade or business.  If the IRS continues this position, the attorney fees are a deductible business expense.


However, the IRS has indicated that rental property must produce active income to be considered a trade or business.  In determining whether rents are active business income, the scope of the lessor's ownership and management activities are important considerations.  If the IRS continues this position, the attorney fees are expenses related to the production of income because Sam is not actively involved the operation of the rental activity. 


Regardless of classification, expenses related to earning rental income are deductible for adjusted gross income.

34.
Hamid owns and lives in a duplex.  He rents the other unit to an unrelated married couple for $850 per month.  During the current year, he incurs the following expenses related to the duplex:

Mortgage interest






$ 7,500

Property taxes






   1,100

Utilities








   1,450

Repairs 


Paint exterior of duplex



$2,200


Fix plumbing in rental unit


     320


Shampoo carpet in both units


     290


Fix dishwasher in Hamid’s unit


     120
   2,930

Homeowner's association fee




      480

Insurance







      800

Special property tax assessment to pave sidewalks

   3,100

Depreciation (both units)





   4,200


How should Hamid treat the expenditures related to the duplex?  Explain.


Because the duplex is used for both a business purpose and a personal purpose, the costs must be allocated between the two units. Assuming that the two units are of equal size, 1/2 of each of the common costs are allocated to each unit.  The repair to the dishwasher is not deductible because it involved Hamid's unit. The amounts expended for personal purposes are generally not deductible.  However, Hamid can deduct the personal portion of the mortgage interest and property taxes as an itemized deduction.  Painting the exterior of the duplex is a maintenance expense because it does not extend the useful life of the duplex.  As with the other joint expenses. only the portion attributable to the duplex is deductible.  The special property tax assessment is not a deductible tax and must be added to the basis of the land.

Rent income ($850  x  12)






$ 10,200

Deductions for adjusted gross income:


Mortgage interest   ($7,500  x  1/2)


$ 3,750


Property taxes   ($1,100  x  1/2)


      550


Utilities   ($1,450  x  1/2)



      725


Shampoo carpeting   ($290  x  1/2)


      145


Repair plumbing





      320


Homeowner's association fee   ($480  x  1/2)
      240


Insurance   ($800  x  1/2)



      400


Painting exterior  ($2,200  x  1/2)


   1,100



Depreciation   ($4,200  x  1/2)



   2,100
  (9,330)

Net rental income








$    870

Itemized Deductions:
Mortgage interest







$  3,750

Property tax








       550

36.
Big Star Auto regularly advertises on local television.  Carla, the owner of Big Star pays her 6-year-old grandson $250 for each commercial in which he appears for Big Star.  During the current year, the grandson appeared in 100 commercials.  Big Star wants to deduct the full $25,000 as a business expense.  The grandson will report the $25,000 as income.  Write a letter to Carla explaining whether Big Star can deduct the advertising fee paid to her grandson.


Advertising expense qualifies as an ordinary and necessary business expense of a car dealer.  However, the transactions between Big Star and the grandson are subject to special scrutiny because they are related parties.


Was the transaction between Big Star and the owner's grandson negotiated at arm's-length and in fact, a payment for grandson's services?  If the fee was not actually paid for the grandson's services, the expense is not deductible.  


Was the payment reasonable in amount?  If the payment was not reasonable in amount, it will also fail the ordinary and necessary tests.  As a result, only the part of the fee that is determined to be reasonable will be allowed as a deduction.  The reasonableness of the payments is determined by comparing the fees paid to other actors appearing in similar commercials.   

37.
Discuss whether the following expenditures meet the ordinary, necessary, and reasonable requirements.

a.
Sadie owns 5 shares of Megaconglomerate stock.  She spent $4,000 to attend the annual shareholders' meeting.


The expenditure of $4,000 to attend the shareholders' meeting would not be considered ordinary, nor would it be reasonable.  It would not be ordinary because a prudent business person in the same situation would not make such a large expenditure on such a small investment.  In addition, it is likely that the $4,000 cost is greater than the amount invested, making it an unreasonable amount.

b.
Sam runs a successful medical practice.  Because he has a substantial investment portfolio, he spent $3,000 to attend a seminar on investing strategies.


The expenditure meets the ordinary, necessary, and reasonable test if Sam's investment portfolio is large in relation to the expenditure.  However, the costs of attending seminars are deductible only if they are related to the trade or business of the taxpayer (discussed in Chapter 6).

c.
Alana is a self-employed tax attorney.  She spent $3,000 to attend the American Institute of Certified Public Accountants' annual conference on income tax developments.


The cost of attending the seminar would meet the ordinary, necessary, and reasonable tests.  The purpose of the expenditure is directly related to Alana's trade or business as a tax attorney and would be a deductible education expense.

d.
Kevin owns a large ranching operation.  He is deeply religious and feels it is important that his employees have access to religious counseling.  He hired an ordained minister to live on the ranch and be available to counsel his employees on any religious problems they might have.


The expenditure would not be considered ordinary because it is not a common business practice in the ranching business.  The necessity of the expenditure is also questionable because it does not directly benefit Kevin's business.  The primary benefit is personal - Kevin gets the satisfaction of having a minister available for himself and his employees.

41.
Neal and Ned spend $25,000 on travel, surveys, and financial forecasts to investigate the possibility of opening a bagel shop in the city.  Because their suburban bagel shop has been so successful, they would like to expand their operations.  What is the proper treatment of their expenditures if

a. They open a bagel shop in the city?


Because they are investigating the expansion of an existing business, they may deduct the $25,000 as a current expense.  The investigation is considered to be an ordinary and necessary business expense.

b. They decide not to open a bagel shop in the city?


The $25,000 is deductible even if they don’t open a business in the new location.  The expenses are related to expanding the existing active business, which is an ordinary and necessary business activity.

c. Answer a and b assuming they are investigating opening a computer store in the city and they operate a bagel shop in the suburbs.


A taxpayer who incurs less than $50,000 of start-up costs can deduct up to $5,000 of the start-up costs in the year the new business. Any amount in excess of $5,000 must be amortized over 180 months.  For taxpayers, with start-up costs in excess of $50,000, the $5,000 amount is phased-out on a dollar-by-dollar basis.  Therefore, the deduction for start-up costs can be viewed as consisting of two parts.  The first is a $5,000 current deduction and a second part that amortizes the remaining start-up costs over 180 months.  


Because they are investigating a "new" business, the $25,000 is a capital expenditure and is not currently deductible.  If they open the computer store, they can deduct $5,000 and amortize the remaining $20,000 ($25,000  -  $5,000) over 180 months [i.e., ($20,000 ÷ 180 = $111.11) per month].  Therefore, assuming the restaurant is open for 6 months, her deduction in the current year would be $5,667 [$5,000  +  (6  x  $111.11)].  


If they do not open the computer store, the investigation expenses are nondeductible personal expenditures.  That is, they have no trade or business to write the expenses against and there is no personal deduction allowed for such expenses.
44.
Are the following payments deductible?

a.
A contribution to a fund to finance Honest Abe's campaign for mayor.


Contributions to a political campaign are never deductible.

b.
A contribution to the Hardcore Gamblers' Association to fund efforts to persuade the public to vote for parimutuel betting on licensed turtle races.


A contribution to a fund to influence public opinion about how to vote is not deductible.

c.
Joyce, who is in the import-export business, sends an employee to Washington, D.C., to monitor current legislation.  The expenses for the one-week trip are $1,500.  


Expenses incurred to monitor the impact of legislation on a business are deductible.  The expenses associated with monitoring  legislation are considered to be ordinary and necessary expenses incurred in a trade or business.

d.
Ruth, a small business owner, incurs $3,000 in travel, lodging and meal expenses to testify in Washington, D.C., on the effect on small business of new environmental regulations.


The expenditures incurred by Ruth are considered lobbying expenses and as a general rule are not deductible.  

46.
During the current year, Maureen pays Universal Bank and Trust $1,600 for investment advice.  The fee is not directly related to any particular investment owned by Maureen.  The company provides her with the following summary of her investments: 




 

Fair Market Value

Type of Security
   of Securities

Income Earned

Taxable


  $72,000


     $7,300

Tax-exempt

  $48,000


     $2,700


Write a letter to Maureen explaining the proper tax treatment of the $1,600 she paid for investment advice.


Maureen should allocate the deductible and nondeductible portion of the investment fees based on the fair market value of the securities.  The important point is that Maureen must allocate the investment fee using a reasonable method and that she applies that method on a consistent basis.  If Maureen allocates the investment fees based on the fair market value of the securities, the allocation between the nondeductible portion of the fee and the deductible portion is: 


$ 640  =  [$1,600  x  ($48,000  ÷  $120,000)] is not deductible.


$ 960  =  [$1,600  x  ($72,000  ÷  $120,000)] is deductible.


Instructors Note: Unlike investment interest, investment expenses can be allocated based on investment income.  However, she must use the method on a consistent basis.


$   432  =  [$1,600  x  ($2,700  ÷  $10,000)] is not deductible.


$1,168  =  [$1,600  x  ($7,300  ÷  $10,000)] is deductible.

51.
As a hobby, Jane creates and sells oil paintings.  During the current year, her sales total $8,000.  How is the tax treatment of her hobby different from the treatment of a trade or business, if

a.
Her business expenses total $5,600?


Because Jane's activity is a hobby, her sales must be reported as gross income and her expenses are allowed as a miscellaneous itemized deduction.  Her deductions will be subject to the general limitation (2% of adjusted gross income) on miscellaneous itemized deductions.  Jane should report:

Gross Income




$ 8,000

Miscellaneous Itemized Deductions
$ 5,600


Instructor’s Note:  The solution in part a, b and c assumes that the expenses related to Jane’s hobby are not for interest and taxes that could otherwise be deducted as itemized deductions.  

b.
Her business expenses total $10,000?


Because Jane's expenses exceed her gross income, her hobby expenses are limited to the $8,000 of income from the hobby.  She should report:

Gross Income





$ 8,000

Miscellaneous Itemized Deductions

$ 8,000

Nondeductible Personal Expense

$ 2,000

c.
Assume that Jane itemizes her deductions and that she has an adjusted gross income of $42,000 before considering the effect of the hobby.  Discuss the actual amount of the deduction Jane would receive in parts a and b.


Hobby expenses are deductible as miscellaneous itemized deductions, which are subject to a 2% of adjusted gross income limitation.  The $8,000 of hobby income will increase her adjusted gross income to $50,000.  Assuming that Jane has no other miscellaneous itemized deductions, the allowable hobby deductions must be reduced by $1,000 ($50,000  x  2%).  This will leave her with an actual deduction of $4,600 ($5,600  -  $1,000) in part a and $7,000 ($8,000  -  $1,000) in part b.









   Part a

    Part b


Gross Income




$ 8,000


$ 8,000

Hobby expenses



$   5,600


$ 8,000


Less:  2% of AGI ($50,000 x .02)
    (1,000)
  (4,600)
  (1,000)
  (7,000)

Net income effect




$ 3,400


$ 1,000
52.
Sharon is single and a data-processing manager for the phone company.  She also owns and operates a sports memorabilia store. Sharon goes to shows, subscribes to numerous magazines on sports memorabilia, and maintains a Web page on the Internet.  She has been engaged in the activity for the last 5 years.  During that time, she reported a net loss in two of the years and net income in the other three.  Overall, her sports memorabilia activity has shown a slight loss, but the value of her collection over the 5 years has increased by 20%.  Sharon rents a 600-square-foot storefront for $500 a month.  Although the store is open only on Saturdays, she is usually in her office at the store 2 or 3 nights a week buying and selling sports memorabilia over the Internet.  For the current year, she has an adjusted gross income of $42,000 before considering the following income and expenses related to her sports memorabilia activity:

Sale of memorabilia




$11,500

Cost of items sold




    3,725

Cost of new memorabilia acquired

    1,500

Registration and booth fees


       750

Transportation to memorabilia shows

       600

Meals attending shows



       250

Cost of magazines




       280

Cost of Internet connection


       240

Office utilities





       800

Phone







       400

Depreciation on computer 


       200

a.
What is the proper tax treatment of these items if Sharon is engaged in a trade or business?


If Sharon is engaged in a trade or business, she is allowed to deduct all ordinary, necessary and reasonable expenses in determining her business income.  Without considering whether Sharon can deduct any home office expenses, her loss from the card collecting activity is $1,620:

Sales of cards






$ 11,500

Cost of cards sold




$  3,725

Rent ($500  x  12)




    6,000

Registration and booth fees


       750

Transportation to card shows


       600

Meals attending shows ($250  x  50%)

       125

Cost of magazines




       280

Cost of Internet connection


       240

Office utilities





       800

Phone






       400

Depreciation on computer 


       200
  (13,120)
Net income from business




$  (1,620)


The $1,500 of memorabilia Sharon acquires is inventory and has been included in the calculation of cost of goods sold.  

b.
What is the proper tax treatment of these items if she is engaged in a hobby?


Sharon must include the $11,500 in gross income.  She is allowed to deduct up to $11,500 of expenses.  The expenses must be taken in a specified order: with interest and taxes first, expenses other than depreciation second, and depreciation last.  The deductions are from adjusted gross income and not deductions for adjusted gross income.  In addition, for Sharon to receive any benefit for the expenses, she will have to be able to itemize her deductions.  A further restriction is that the expenses are considered miscellaneous itemized deductions and are reduced by 2% of Sharon’s adjusted gross income.  Sharon is allowed to deduct only $10,430 of the expenses.

Adjusted gross income before hobby

$ 42,000

Hobby income




   11,500

New adjusted gross income


$ 53,500

Hobby expenses




$ 11,500
Less:  2% of AGI ($53,500 x .02)


    (1,070)
Miscellaneous itemized deduction

$ 10,430
c.
What factors (e.g., facts, aspects) of Sharon's sports memorabilia activity indicate that it is a hobby? a trade or business?


In determining whether Sharon's memorabilia activity is a trade business or a hobby, the IRS will examine the following nine factors:

•
Whether the taxpayer carries on the activity in a business-like manner

•
The expertise of the taxpayer or her reliance on expertise 

•
The history of income and profits

•
The time and effort spent on the activity

•
The taxpayer's success in similar activities

•
Whether the activity is engaged in for personal pleasure or recreation

•
The taxpayer's financial condition

•
The expectation that the assets used in the business will appreciate

•
The amount, if any, of occasional profits

53.
Lee and Sally own a winter retreat in Harlingen, Texas, that qualifies as their second home.  This year they spent 40 days in their cabin.  Because of its ideal location, it is easy to rent at $120 a day and was rented for 80 days this year.  The total upkeep costs of the cabin for the year were as follows:

Mortgage interest




$ 9,000

Real and personal property taxes


   1,200

Insurance





      750

Utilities






      600

Repairs and maintenance



   1,000

Depreciation





   2,500


What is the proper treatment of this information on Lee and Sally's tax return?


Because the personal use of the home exceeds 14 days, the home is a vacation home and deductions are limited to rental income.  Deductions must be taken in a specified order: interest and taxes first, expenses other than depreciation second, and depreciation last.  The expenses are allocated based on actual days the vacation home is rented to total days used for either rental or personal use.  Thus, 66.7% [80  ÷  120 (40  +  80)] of the expenses are related to the rental activity.

Rent (80 days  x  $120)




$ 9,600

Interest and taxes  ($10,200  x  2/3)


  (6,800)

Balance of income





$ 2,800
Operating expenses  ($2,350  x  2/3)


  (1,567)

Balance of Income





$ 1,233

Depreciation  ($2,500  x  2/3  =   1,668)


   1,233*

Balance of income





$    -0-


* Limited to balance of income


The adjusted gross income from rents would be reported as zero.   The $438 ($1,668  -  $1,230) of depreciation not allowed because of the income limit can be carried forward and deducted in a year when income is large enough to absorb the deductions. 


The interest and taxes $3,400 ($10,200  -  $6,800) allocated to the personal use of the dwelling are allowed as an itemized deduction.  Thus, if Lee and Sally can itemize their deductions, the rental will decrease their taxable income by the $3,400 of itemized deductions.

58.
Hromas uses a separate room in his home as an office.  The room is 500 square feet of the total 2,000 square feet of the house.  During the current year, Hromas incurs the following household expenses:

Mortgage interest








$ 12,000

Property taxes








     1,400

Insurance









        450

Utilities

Gas and electric






$ 2,100

Cable television






      280

Phone ($15 per month for a separate phone number




 for the office)





      450
     2,830

House cleaning








     1,820

Long-distance phone calls (business-related)



        670

Depreciation (unallocated)






     5,600


How much of a deduction is Hromas allowed for the cost of the home office in each of the following situations?

a.
Hromas is an independent salesperson who uses the room exclusively to call customers who buy goods from him.  During the current year, his sales total $83,000, cost of goods sold is $33,000 and he incurs other valid business expenses unrelated to the office of $25,000.


Because Hromas uses the office exclusively and on a regular basis as a principal place of business, he is allowed to deduct the costs associated with the home office.  However, the home office deduction cannot exceed his income from the trade or business less the costs unrelated to the office.  In addition, to the $25,000 of expenses unrelated to his office, he can deduct $180 for the extra phone line and the long distance phone calls of $670 as business expenses.  Therefore, he is limited to a maximum home office deduction of $24,150 ($83,000  -  $33,000  -  $25,000  - $180  - $670). 


The costs of the home office must be allocated on some reasonable basis. The square footage of the office is 25% (500  ÷  2,000) of the total square footage and provides a reasonable basis to allocate expenses that are related to the house.  The cost of the cable TV is not deductible.  In addition, only the $15 per month cost of the office phone number is deductible.  The long-distance business calls do not have to be allocated.

Interest  ($12,000  x  25%)




$ 3,000

Property taxes  ($1,400  x  25%)



      350

Insurance   ($450  x  25%)




      113

Gas & electric  ($2,100  x  25%)



      525

Cable TV






       -0-

House cleaning  ($1,820  x  25%)


      455

Depreciation ($5,600  x  25%)



   1,400
Total home office costs




$ 5,843

b.
Hromas is an employee of Ace Computer Company.  He uses the office primarily when he brings work home at nights and on weekends.  He occasionally uses the office to pay personal bills and to study the stock market so he can make personal investments.  His salary at Ace is $80,000 per year.  He is not paid extra for the time he spends working at home.


For an employee to deduct the cost of a home office, the exclusive and regular use tests must be met.  In addition, the office must be for the convenience of the employer and required as a condition of employment.  In this case, Hromas does not meet the exclusive use test (office work and personal work done in the office).  In addition, the office is clearly for his convenience, not the employers, and there is no indication that Hromas must maintain the office in order to retain his job.  Therefore, no deduction is allowed for the home office.  He would be able to deduct all of the mortgage interest and property taxes as itemized deductions.

59.
Charlotte owns a custom publishing business.  She uses 500 square feet of her home (2,000 square feet) as an office and for storage.  All her business has come from telemarketing (telephone sales), direct mailings, or referrals.  In her first year of operation, she has revenues of $37,000, cost of goods sold of $25,900, and other business expenses of $8,100.  The total expenses related to her home are:

Home mortgage interest


$6,400

Real property taxes



  2,100

Insurance




     560

Utilities





     800

Repairs and maintenance


     600

House cleaning



     960

Depreciation (unallocated)


  5,000


What amount can Charlotte deduct for her home office?


Because Charlotte uses the office exclusively and on a regular basis as a principal place of business, she is allowed to deduct the costs associated with the home office.  However, the home office deduction cannot exceed her income from the trade or business less the costs unrelated to the office.  In this case, she is limited to a maximum home office deduction of $3,000 ($37,000  -  $25,900  -  $8,100).


The costs of the home office must be allocated on some reasonable basis. The square footage of the office is 25% (500  ÷  2,000) of the total square footage and provides a reasonable basis to allocate expenses that are related to the house.  

Total home office costs are limited to 

$ 3,000

Home mortgage interest  ($6,400  x  25%)

  (1,600)

Real property taxes  ($2,100  x  25%)


     (525)

Balance of income





$    875

Insurance   ($560  x  25%)




     (140)

Utilities  ($800  x  25%)




     (200)

Repairs and maintenance  ($600  x  25%)

     (150)

House cleaning  ($960  x  25%)



     (240)

Balance of income





$    145

Depreciation ($5,000  x  25%  = 1,250)


     (145)

Total home office costs




$     -0-



Charlotte has no income from her custom publishing business.  She can deduct only $3,000 of the $4,105 of home office expenses because home office expenses cannot create a business loss.  She must deduct the expenses related to interest and taxes first, then deduct her other business expenses, then depreciation.  She may carry forward the $1,105 ($145 limit  -  $1,250 current depreciation) not used in the current year to a future year when her business income can absorb the deduction.

69.
Lonnie owns 100% of Quality Company's common stock.  Lonnie, the president of Quality, is a cash basis taxpayer.  Quality is short of cash as of December 31, 2007, the close of its tax year.  As a result, it is necessary to accrue a $50,000 bonus payable to Lonnie.  As soon as the cash becomes available on January 15, 2008, Quality pays Lonnie the bonus in cash.  When is the bonus deductible for the accrual basis corporation?  How would your answer change if Lonnie is an accrual basis taxpayer?


Generally, an accrual basis corporation can deduct an expense in the tax year in which the payment is made to a cash basis taxpayer.  However, because Lonnie and Quality are related parties, Quality must wait to deduct the expense until 2008, the tax year Lonnie reports the bonus as income.  Quality will deduct the expense on its tax return for the year ended December 31, 2008 and Lonnie will report the bonus as income on his 2008 tax return.  Note that the effect of the related party rule is to always have the income and the corresponding deduction reported in the same year.


If both Lonnie and Quality are accrual basis taxpayers, then Quality will accrue and deduct the bonus as an expense in 2007 and Lonnie will accrue the bonus as income in 2007.

90.
TAX FORM PROBLEM Mark Pari is a self-employed electrician who exclusively uses a room in his home to perform the administrative functions related to his business.  The room is 250 square feet of the 2,500 total square feet of his home. Mark’s income from his business before considering the cost of his home office is $62,890.  He incurs the following expenses related to his home:



Mortgage interest







$ 10,000



Property taxes







     1,500



Insurance








        600



Gas and electric







     1,800



Repairs and maintenance





        500



Cable television







        350



Phone ($15 per month for a separate phone number 




  for the office)






        420



House cleaning







     1,400



Long-distance phone calls (business-related)


        670



Kitchen renovations






     4,700


Assume that the home is worth $200,000, Mark’s basis is $140,000, the value of the land is 20% of basis, and the applicable depreciation percentage is 2.564%.  Complete Form 8829 using the above information.  Mark’s Social Security number is 136-42-5677. Forms and instructions can be downloaded from the IRS web site (http://www.irs.gov/formspub/index.html.


The per monthly phone charge and the long distance phone calls are not included in the home office calculation because these expenses are business expenses and would be deductible by Mark in calculating his net business income before the home office deduction.  The kitchen renovation is a capital expenditure not related to his trade or business and is not added to the basis of the house for calculating depreciation.  The cable television expense is a non-deductible personal expense. 
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