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Objectives – Pg. 235

1. Recognize when taxpayers have created 

a partnership.

2. Know when taxpayers can elect out of 

the application of subchapter K.

3. Know how to report tax for a qualified 

joint venture.

4. Claim a deduction for start-up expenses 

and organizational costs.



Objectives – Continued - Pg. 

235

5. Know when to expense real estate 

improvements.

6. Calculate depreciation. 

7. Know which activities may qualify for the 

domestic production activities deduction.

8. Calculate the domestic production 

activities deduction. 

9. Understand the tax issues for a 

marijuana or commercial hemp business.



Why a Partnership and Not a Joint 

Venture – Not In Book

 One should be very, very careful 

when deciding to elect a joint 

venture rather than be treated as 

a partnership.

 Resist the “siren’s call” to form a 

joint venture rather than meet 

the filing the requirements of a 

partnership. 



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 For one thing, the filing of a 

partnership return is not onerous, 

especially, when a balance sheet is 

not required as for many small 

operations.

 The recordkeeping and accounting 

for a joint venture is the same as a 

partnership. 



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 Both a joint venture and a partnership 

must account for income, expenses, and 

capital expenditures in a similar manner.

 Participants in both types of entities must 

report their respective share of net income 

and losses, while in a joint venture, all of 

the income and expenses should be 

separately reported by each participant.



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 In fact, the audit of one participant in a 

joint venture may result in the examination 

of the other participants to verify 

consistent reporting of income and 

expenses, etc. 

 The greatest danger in forming a joint 

venture and electing out of treating the 

venture as a partnership is the legal 

complications of a dispute arising among 

the participants. 



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 The more involved the activity, the 

more awkward the use of a joint 

venture.

 The type of activity that lends itself 

to a joint venture is, for example, the 

joint ownership of a property as 

noted on page. 237 where the activity 

is the provision of “tenant services” 

(i.e., rental activity).



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 Yet, a joint venture does not provide 

the legal protection in a dispute over 

property or the profits of an activity 

unlike a formal partnership. 

 One of the greatest danger is treating 

an activity such as a family farm or 

business as a joint venture. 



Why a Partnership and Not a Joint 

Venture – Not In Book - Continued

 To begin with, in the absence of a formal 

partnership agreement, such matters as a dispute 

over the dissolution of the entity as to property 

distributions, profits, etc. can lead to expensive 

litigation.

 Why?

 Because most states do not recognize a verbal 

partnership agreement and the state courts hate 

adjudicating verbal partnership agreement 

issues.

 Here is an example involving a family farm..



Electing Out of Subchapter K – Why 

Make An Election?

Not In Book

Unless one elects NOT to be a 

partnership, the IRS has full authority to 

infer a partnership. 

When a partnership is inferred by the IRS, 

the allocation of income and losses can 

be made in accordance in whatever 

manner the IRS desires. 

Here is an example:



Inference of a Partnership 

By IRS – Not In Book

Holdner v. Commissioner

 Father and son operated a farm.

 The financial arrangements were not formalized 

with the father and son splitting the profits on a 

50/50 basis. 

 The father, a CPA, who did the books allocated 

most of the losses to himself on the basis that he 

was the one that invested in the business.

 The farm did very well in all aspects.



Inference of Partnership –

Continued – Not In Book

Holdner v. Commissioner-Continued

 The father and son argued the farming 
operation was a joint venture and not a 
partnership.

 The farm was held out to the insurance agent 
and registered with the state as a partnership. 

 The Court first ruled that each party 
contributed to the arrangement and split the 
profits and that the alleged sole 
proprietorship joint venture members did not 
have separate bank accounts which ruled in 
favor of the arrangement being a partnership.  



Inference of Partnership –

Continued – Not In Book

Holdner v. Commissioner-Continued

The Court also stated that if the entity 
were a joint venture, it would be treated as 
a partnership unless the members elected 
out of a partnership or elected corporate 
status which was not done.  

The Court stated the presumption argued 
by the father and son of equal interests 
did not exist since there was a lack of 
interest as to allocations, etc. 



Inference of Partnership –

Continued – Not In Book

Holdner v. Commissioner - Continued

The losses which were primarily allocated 
to the father did not seem to affect his 
partnership or economic interest. 

The Court declared, therefore, that it was a 
partnership and assessed an accuracy-
related penalty against the CPA father for 
the deficiency resulting from the 
reallocations by the IRS, etc. on the basis 
that “he should have known better as a 
CPA.”



Definition of a Partnership –

Pg. 236

 Is defined broadly to include a 

syndicate, group, pool, joint venture 

or other organization that carries on 

any business for a profit. 

 A partnership exists for federal tax 

law purposes, as we have previously 

discussed, even if it does not exist 

under state law. 



Factors Indicating a 

Partnership – Pg. 236

 There must be an intent to share 

profits and losses. 

 This intent is important and is legally 

defined in a partnership agreement. 

 Factors to consider in whether a 

partnership exists and support the 

fact that one should be legally 

formed are:



Factors Indicating a 

Partnership – Pg. 236

1. The agreement of the parties and 

their conduct in executing the 

terms.

2. The contributions, if any, that each 

party makes to the venture.

3. The parties control over income and 

capital and the right of each to make 

withdrawals.



Factors Indicating a Partnership –

Continued - Pg. 236

4. Whether each party was a principal 

and co-proprietor, sharing a mutual 

proprietary interest in the net 

profits, and having an obligation to 

share losses.

5. Whether the business was 

conducted in the joint name of the 

parties. 



Factors Indicating a Partnership –

Continued - Pg. 236

6. Whether the parties filed federal 

partnership returns or otherwise 

represented to the IRS or to persons with 

whom they dealt that they were in a joint 

venture. 

7. Whether separate books of account were 

maintained for the venture. 

8. Whether the parties exercised mutual 

control.



Factors Indicating a Partnership –

Continued - Pg. 236

Note: The previous court case we have 

discussed incorporated many of the 

previous factors that we have just 

reviewed. 

Regardless of whether an activity is a joint 

venture or partnership, a strong, legal 

agreement defining the rights, obligations, 

and, especially, the terms of withdrawal 

and how payment for the withdrawal is to 

be made should be executed. 



Operating Agreements –

Pgs. 238 & 239

 Suggested language for a joint venture is 

given which details the formal and legal 

definition, responsibilities of the 

participants, and that clearly states their 

respective ownerships, withdrawal rights, 

and operation of the joint services. 

 Example 8.4 illustrates the operation of 

the agreement.



Election – Joint Venture –

Not In Book

SSA/IRS Reporter
The election of joint venture status  allows 

eligible co-owners of unincorporated 

businesses to avoid filing partnership 

returns while securing credit for social 

security and Medicare purposes in a 

family business.  Be very, very careful of 

this election!!  It can have large, costly 

negative consequences!



Making The Election – Pg. 

239

 Once again, the participants 

must make an election not to be 

treated as a partnership under 

Subchapter K or the activity will 

be treated as a partnership. 

 Please note the contents of the 

election on page 239:



Making The Election -

Continued – Pg. 239

The author suggests that the election 

be made by attaching a statement to 

the form 1065.

While not discussed by the author, 

the election should, also, be made by 

attaching the statement to each 

participants’ filed tax return (e.g., 

form 1040).



Making The Election -

Continued – Pg. 239

Name, address, and taxpayer 

identification number for all 

members as well as the name and 

address of the entity.

A statement that the entity qualifies 

to make the election under Treasury 

Regulation 1.761-2(a)(1) and either 

(a)(2) or (a)(3)



Making The Election -

Continued – Pg. 239

A statement that the entity and all its 

members elect that the organization 

be excluded from partnership 

treatment.

A copy of the organization’s 

operating agreement, or indication of 

where it may be obtained. 



Making The Election -

Continued – Pg. 239 & 240

There is an excellent sample election 

for your future reference in Figure 

8.1.

All members must make the election 

and it is to be filed in the Service 

Center that covers the location of the 

entity by the due date for the FIRST 

YEAR of the return.



Qualified Joint Venture –

Pgs. 241 & 242 

 Defines a qualified joint venture as:

1. The only members of the joint venture 

are spouses who file a joint tax return.

2. Both spouses materially participate in 

the trade or business.

3. The business is not an LLC entity.

4. Both spouses make an election to be 

treated as such.



Qualified Joint Venture –

Pgs. 241 & 242 

Does not need an employer identification 

number unless other returns must be filed 

such as employment, excise, etc.

Separately report each person’s 

respective share of income and expenses 

on schedule C or schedule F.

Both are liable for self-employment tax.

My recommendation is…just to avoid 

filing a partnership return?



Start – Up and Organizational 

Expenses – Definition – Pg. 244

 The requirement to capitalize start-up 

costs is one that the IRS has taken a 

very strict position on in recent years 

as we will discuss. 

 The taxpayer can elect to deduct the 

lesser of actual start-up expenditures 

or $5,000.



Start – Up and Organizational 

Expenses – Definition – Pg. 244

 The $5,000 deduction is reduced dollar-

for-dollar but not below zero if the 

business’s total startup expenditures 

exceeds $5,000.

 Any remaining expenditures are amortized 

over a 180 month period. 

 The costs must be deductible under 

Section 162 and actually paid or incurred 

during the tax year to carry on a trade or 

business. 



Start – Up and Organizational 

Expenses – Definition – Continued -

Pg. 244

 A list of suggested start-up 

expenditures include:

Investigating the creation or 

acquisition of an active trade or 

business, creating same, and 

operating it for profit.



Start – Up and Organizational 

Expenses – Definition – Continued -

Pg. 245

 Taxes and interest are not treated as start-

up expenses and are separately 

deductible. 

 In purchasing a business, all costs before 

purchasing a business are treated as 

start-up expenses. 

 Examples are given such as..

 Example 8.6 illustrates investigatory 

expenses. 



Start – Up and Organizational 

Expenses – Definition – Continued -

Pg. 245

 Costs incurred in expanding a business are not 

capitalized as start-up expenses but may be 

capitalized under separate tests as to whether the 

expenditures should be capitalized. 

 The election to capitalize expenditures as start-up 

costs is a deemed one but an affirmative one may 

be advisable because…

 Example of IRS’s harshness in start-up costs is 

the following:



Woody Revisited – Not In 

Book 

Woody v. Commissioner

In 2011, the Court Appeals reversed what I 

feel is a very harsh decision involving the 

definition of costs that cannot be 

deducted before the startup of a business 

and when the startup of a business occurs 

involving a case from 2009.  Let us revisit 

this case as to its details….



When Did the Business Start –

Woody? – Continued - Not-In-Book

T.J. Woody v. Commissioner

 The taxpayer wanted to start a real estate 

investment business. 

 In doing so, he obtained a small business loan, 

TIN, created a business plan, and begin 

marketing himself.

 He could prove that he investigated many 

properties, entered into a contract to purchase 

one that was cancelled due to the sellers fault, 

and continued to take classes involving real 

estate investments.



When Did the Business Start? -

Continued – Not In Book

The Tax Court had originally ruled 

that he was not actively engaged in a 

trade or business until he purchased 

his first real estate investment at the 

end of the year and all costs to that 

point were startup. 

 My thoughts on the strictness of this 

decision…..



Start-Up Costs – Not In 

Book

Carrick

An engineer started a company.

He did not have any gross receipts, 

clients, or marketing results.

He could prove that he spent a 

substantial amount of time and was 

investing his money.



Start-Up Costs – Not In 

Book - Continued

He deducted $50,000 of initial costs 

in researching and developing his 

business.

The IRS disallowed the deduction for 

the costs claiming that they were in 

reality startup expenditures.

The Tax Court sustained the 

disallowance. 



Organizational Expenditures

Pg. 250 

 Organizational expenditures for the 

formation of a corporation or a 

partnership are subject to being 

capitalized and amortized over the 

corporation’s life. 

 They are not treated as start-up 

expenditures. 

 The capitalization ceases when the 

corporation is actually in “business.”



Organizational Expenditures 

– Continued - Pg. 251 

 Expenses must be for the creation of 

the corporation.

 Chargeable to a capital account.

 Amortized over the life of a 

corporation if that corporation has a 

fixed life.

 Incurred in the first tax year to which 

the corporation is in business. 



Organizational Expenditures 

– Continued - Pg. 251 

 All costs involved in forming the 

corporation or partnership are 

subject to capitalization except for:

1. Cost for issuing and selling stock.

2. Reorganizational costs.

3. Costs of acquiring assets or 

transferring assets to a partnership.



Organizational Expenditures 

– Continued - Pgs. 251- 252 

4. Costs of removing partners or admitting 

new ones. 

5. Costs of contracts concerning the 

partnership’s operation or between a 

partnership and its partners. 

 It should be noted that the mere signing of 

a partnership agreement does not mean 

that the partnership is in “business.”



Organizational Expenditures 

– Continued - Pgs. 251- 252 

An election must be made to 

amortize the costs that are subject to 

capitalization. 

The election must be made at the 

entity level to amortize both 

organizational and start-up costs on 

a timely filed return. 



Expensing Real Estate 

Improvements – Pg. 253

We have discussed this for the last two 

years in our seminars but questions still 

are arising. 

The basic issue is the election of the de 

minimis safe harbor expensing provision. 

Please remember that capitalization of 

repairs, tangible personal property is in 

the DNA of every IRS agent.  



Expensing Real Estate Improvements –

Continue - Pg. 253

Effective January 1, 2016, the election 

allows a taxpayer to expense up to and 

including $2,500 of repairs, tangible 

personal property, etc.

The IRS has stated that they will not 

question the use of the higher $2,500 for 

years before January 1, 2016.

Definition of applicable financial 

statements.



Expensing Real Estate Improvements –

Continue - Pg. 254

 The election is an annual one and I recommend 

that it be made regardless of whether expenses 

under the threshold are claimed on not for all 

returns containing a schedule C, schedule F, and 

schedule E.

 It should be made on all entity returns such as 

form 1065, form 1120S, and form 1120 on an 

annual basis to cover the possibility of a 

reclassification of an expense or missed 

deduction that could be capitalized. 



Expensing Real Estate Improvements –

Continue - Pgs. 254 & 255

 Figure 8.6 contains a criteria that illustrates the difference 

between a repair and an improvement.

 The de minimis limit is applied on an invoice by invoice 

basis (e.g., $2,500 per invoice not project).  

 The author states that a taxpayer may not selectively 

choose items to expense under the de minimis safe harbor 

and must deduct all expenditures that the meet the 

requirement.

 While this is statutorily true, in a practical manner, no one 

is going to have a problem with the IRS in an audit for 

capitalizing an expenditure that would otherwise be 

deductible. 



Expensing Real Estate Improvements –

Continue – Pg. 255 & 256

Planning pointer states that taxpayers 

may selectively choose specific assets to 

expense under Section 179.

On page 256 there is a discussion of the 

anti-abuse rule that prohibits the 

stratification of invoices to meet the safe 

harbor rule.  

This is an old scheme used to thwart 

capitalization of repairs. 



Expensing Real Estate Improvements –

Continue – Pgs. 256 & 257

 The author makes the observation that 

“generally, the larger the unit of property, the 

more likely it is that the changes can be 

characterized as deductible repairs rather than 

capital improvements.  On the other hand, the 

smaller the unit of property, the more likely it is 

that the alterations will be characterized as 

capital improvements rather than deductible 

repairs.”

 This statement is, in general, true. 



Expensing Real Estate Improvements –

Continue – Pgs. 256 & 257

 However, the rules have changed somewhat. 

 The subjective determination of whether an 

expenditure should be expensed or capitalized is 

now made on a much narrower parameter.

 This determination is termed the “functional 

interdependence standard” and is defined as “all 

components are functionally interdependent if 

placing one component in service is dependent 

on placing other components in service.”

 In my opinion, this results in…..



Expensing Real Estate Improvements –

Continue – Pg. 257

 An entire building is a single unit of property. 

 However, whether an expenditure is an 

improvement is applied separately to a specified 

building system. 

 The building systems are listed on page 257.

 Think of each building system as a micro-

environment when applying the capitalization vs. 

expensing requirements. 

 The building structure itself is defined on page 

257:



Expensing Real Estate Improvements –

Continue – Pg. 257

1. Walls.

2. Partitions.

3. Floors and ceilings (including any permanent 

coverings such as paneling or tiling).

4. Windows and doors.

5. Other components “relating to the operation and 

maintenance of a building.”

 The author gives some excellent examples to 

consider in 8.18, and 8.19.



Expensing Real Estate Improvements –

Continue – Pg. 258

 When a taxpayer leases a portion of a building, he 

or she is allowed to capitalize and expense over a 

15 year period through the straight line method of 

amortization/depreciation the amount of 

expenditures requiring capitalization as an 

improvement. 

 If the taxpayer leases an entire building then the 

lessee’s unit of property is the entire building and 

the improvement rules apply as if the taxpayer 

owned the building. 

 The application of the rules to leased properties 

applies on a lease by lease basis. 



Expensing Real Estate Improvements –

Continue – Pg. - 258

 Taxpayers can expense under Section 179 the 

following:

1. Qualified leasehold improvements.

2. Qualified restaurant property.

3. Qualified retail property.

 With the exception of qualified retail property, all 

of the above also qualify for bonus depreciation. 

 Effective January 1, 2016, air conditioning and 

heating units can be expensed.

 I will discuss this later.



Expensing Real Estate Improvements –

Continue – Pg. - 259

 Please note that qualified improvement property 

subject to a straight line recovery period of 39 

years also qualifies for bonus depreciation. 

 However, as I will discuss later, be careful, when 

claiming the bonus depreciation. 

 Figure 8.9 is very instructive and analytical in that 

it compares the benefits of a qualified 

improvement over 10 years which can be 

extrapolated to any amount of a qualified 

improvement for any period.



Expensing Real Estate Improvements –

Continue – Pg. - 259

 What is a qualified improvement?

 A qualified improvement “refers to an 

improvement to the interior of nonresidential 

(commercial) real property that is placed in 

service after the building itself was initially placed 

in service.” 

 A building is first placed in service when it is “in 

a condition or state of readiness and availability 

for a specifically assigned function, whether in a 

trade or business, production of income,” etc. 



Expensing Real Estate Improvements –

Continue – Pg. 259

 There is no requirement that the building must 

have been placed in service at least 3 years prior 

to the expenditures and the improvement can be 

made to a “common area.” 

 Enlargements to building, elevators, escalators, 

internal structural framework improvements are 

excluded from the definition of qualified 

improvement property. 

 Qualified improvement property is not eligible for 

the expensing election under Section 179 unless 

it meets the definition of a qualified leasehold 

improvement. 



Expensing Real Estate Improvements –

Continue – Pgs. 259 & 260

 See examples 8.20, 8.21, and 8.22 for in-depth 

illustrations. 

 The provisions under Section 179 to expense 

tangible personal property have been liberalized 

to allow for the expensing of air conditioning and 

heating units.

 Such units qualify if:

1. They are Section 1245 property.

2. Depreciable under Section 168.

3. Acquired for use in an active trade or business. 



Expensing Real Estate Improvements –

Continue – Pg. 260

4. Placed in service by the taxpayer in a tax year 

beginning after December 31, 2015.

 Window units, plug-in heaters, etc. qualify for 

Section 179 expensing. 

 According to the author, the Section 179 

expensing election does not include a component 

of a central air conditioning or heating system 

including motors, compressors, etc. 

 However, my opinion is that such components 

should be….



Depreciation Issues – Pg. 

261

 We have discussed depreciation issued 

repeatedly over the years. 

 The text beginning on page 261 through 

page 271 repeats what many us know and 

is very good at explaining the election, 

calculation and tax treatments.

 My presentation will focus on highlighting 

certain hot button issues with the IRS as 

well as little discussed planning issues 

some of which are highlighted in the text. 



IRS Approach – Not In Book

 As I had discussed earlier, 

capitalization issues are 

engrained in the DNA of an IRS 

agent.

 So are depreciation issues. 

 Both issues are in the forefront 

of an IRS audit. 



IRS Approach – Not In Book 

- Continued

 Questions that many practitioners have are:

 Is it better to capitalize or expense when the 

expenditure is in a gray area?

 My thoughts are…

 What are the effects of one versus another? 

 My thoughts are…

 What are the depreciation issues that the IRS 

generally focuses on?

 The following are examples of IRS enforcement:



Bonus Depreciation vs. Section 

179 Expensing Election – Not In 

Book

 The IRS, in recent examinations, has been 
systemically and thoroughly raising the issue of 
disallowing bonus depreciation on used 
equipment.

 While this is black letter tax law, that bonus 
depreciation is not allowed on used equipment, 
the examiners are not allowing the taxpayers to 
claim the Section 179 expensing election to the 
extent allowable when the bonus depreciation is 
disallowed. 

 However, the implementation of the PATH Act 
raises the possibility through an amended 
return?



Bonus Depreciation vs. Section 

179 Expensing Election –

Continued – Not In Book

There is support for the IRS position 

in tax law apart from the PATH Act.

Moral of the story:  Make certain that 

bonus depreciation is claimed solely 

on tangible personal property with 

the first usage originating with the 

taxpayer or face disallowance.



Partnership vs. Limited Liability 

Company Status – Not In Book 

 One of the common and necessary 
liability protection techniques is to 
use the limited liability company 
format. 

 In such cases, the small partnership 
often cannot title the real and other 
property in the LLC when it is 
encumbered by a third party 
creditors lien, such as a mortgage, 
although such assets are used in 
the partnership.



Partnership vs. Limited Liability 

Company Status – Continued –

Not In Book

 IRS examiners are accordingly raising a 
contentious issues of not allowing the 
depreciation in the partnership as well as not 
allowing the contribution of the property to the 
partnership since it is not titled in the name of the 
limited liability company. 

 Thus, the partner’s basis is reduced accordingly. 

 This is even happening in husband-wife 
partnerships that are file a joint return to reflect 
the partnership results.  

 My thoughts on this issue are….



Partnership vs. Limited Liability 

Company Status – Continued – Not In 

Book

 Related to the contribution of property to the 
partnership, the IRS is focusing on the 
partner’s contribution of prior owned, 
nonbusiness property to a partnership.

 If property is contributed and recorded on the 
books at fair market value (even if a lesser 
amount), then the IRS is demanding to see its 
cost.

 If the taxpayer insists on the recordation at 
fair market value, then the IRS is forcing the 
contributing partner to recognize gain under 
the applicable code section based on a 
depreciated standard. 



Partnership vs. Limited Liability 

Company Status – Continued – Not In 

Book

 Encourage the client or you to prepare a balance 
sheet even when one is not required even if the client 
is on a cash basis, especially, when the partnership is 
reflecting a loss.

 The balance sheet is necessary to reflect, among 
other items, the “contribution of the loans, 
mortgages, etc.” even though they are in the names of 
the partners.

 The presence of the balance sheet, even though not 
required, is an important item that is reviewed by the 
IRS before examination and can stave off questions 
about sufficient basis for depreciation, losses, as well 
as maintain the position in advance that the loans, 
although not in the name of the LLC, are in reality a 
financial component of the partnership. 



Partnership vs. Limited Liability 

Company Status – Continued – Not In 

Book

 These issues represent, again, a more 
than decade long love-hate relationship 
that the IRS has with the limited liability 
company format and IRS confusion in 
what an LLC is. 

 However, despite these issues, the LLC 
partnership format has a predominance of 
positive features. 

 In representing the client if this issue is 
raised, please do the following……..



Date Placed In Service –

Depreciation – Not In Book

 In recent years, the IRS has taken a literal 

position as to the date an asset is first subject to 

depreciation regardless of whether or not it is 

ready in the overall for its intended purpose, etc.

 Note the airplane decision of a couple of years 

ago where it was being used but the televisions 

on board had not been installed as a basis for 

determining the asset was not ready.

 This position has been followed up with litigation 

as to the literal date a business starts for 

amortization of start-up costs as well as 

depreciation. 



Date Placed In Service – Depreciation –

Not In Book Continued

 The IRS appears to make a determination in each 

audit of the issue of when an asset is placed in 

service regarding as to when a business actually 

starts, to delay the allowance of depreciation or 

amortization until literally everything, no matter 

how small, is finished or ready. 

 Yet, one runs the risk of not claiming the 

depreciation or amortization in the earliest year 

which is the opposite position the IRS could take 

that the asset/costs are not ready for service.

 Therefore, one should…..



Date Placed In Service – Depreciation –

Not In Book - Continued

 Guidance can be found in Rev. Rulings 76-256 

and 76-428 which state that factors that provide 

when a building is ready and available for use 

include:

1. Approval of all required licenses and permits 

and

2. Passage of actual control of the faculty to the 

taxpayer and

3. Completion of all tests for occupancy, safety, 

etc. and

4. Commencement of daily or regular operations. 



Date Placed In Service – Depreciation –

Not In Book - Continued

 One can extrapolate this criteria to additional factors as to 

when a business has actually began for purposes of 

ceasing the capitalization of costs and beginning 

amortization. 

 NOTE:  The IRS is taking a very hard line stance on this 

issue and will not acquiescence in a case it lost on this 

subject!

 Here are some defenses as to the IRS arguing to the 

contrary that the asset was not depreciated or amortized in 

the earlier year…..

 The following are examples of the IRS’s position….



Brown

Taxpayer purchased a $22 million 
airplane and claimed a total of $11 
million as bonus depreciation. 

The taxpayer was a very successful 
insurance person who personally 
catered to the very affluent.

His earnings often exceeded $10 
million. 

Aircraft Placed in Service –

Not In Book



 Mr. Brown maintained that due to the type of 
clientele, he needed to be at the beckon call of 
his wealthy clients who expected him to be at a 
meeting when they wanted the meeting 
regardless of his position. 

 He was able to prove this and cited an instance 
in which a travel delay caused him to lose an $8 
million commission. 

 Mr. Brown could also prove that the private 
plane that he purchased helped him meet the 
rigid schedules demanded of him. 

Aircraft Placed in Service –

Not In Book - Continued



When Mr. Brown purchased the plane, he 
had it modified to include a conference 
table and 17 inch display screens be 
updated to 20 inch ones.

The modifications cost an additional 
$500,000 but the taxpayer argued the 
modifications were “important and 
necessary for his business.”

The problem arose when the seller stated 
the modifications would take an additional 
six weeks to complete. 

Aircraft Placed in Service –

Not In Book - Continued



As a result, Mr. Brown and his pilot took 
delivery of the jet on December 30th.

The taxpayer stated on December 30th the 
plane “was complete in every way except 
for the two business requirements that he 
needed.” 

Mr. Brown then flew the plane for 4,000 
nautical miles in three separate flights. 

The IRS termed the flights “tax flights” 
and disallowed the depreciation on the 
plane.

Aircraft Placed in Service –

Not In Book - Continued



 The IRS stated in its disallowance that the taxpayer 
had failed to meet the requirement to claim 
depreciation stated in the regulations which states 
“property is first placed in service when first placed 
in a condition or state of readiness and availability 
for a specifically assigned function.”

 The IRS in its disallowance essentially stated that 
since the taxpayer maintained the modifications 
were “ordinary and necessary” expenditures within 
Section 162, the failure to have them completed by 
the end of the year proved that the airplane “was 
not in a condition or state of readiness…” as 
required by the regulations. 

Aircraft Placed in Service –

Not In Book - Continued



Depreciation – Placed In 

Service – Not In Book

 In several court cases, the IRS has taken a 
hardline, draconian interpretation of when 
an asset is placed in service.

 An example was the previous case of the 
date in which a private airplane that was 
custom ordered and used as an integral 
part of an insurance business.  What the 
IRS essentially did was to….

 Now a victory for the taxpayers which 
goes against the recent positions of the 
IRS.



Depreciation – Placed In Service – Pg. 

567 - Continued

 A case decided by the District Court 
(Stine) ruled that a retail store that was 
fully stocked, had merchandise ready for 
sale, had a certificate of occupancy, had a 
certificate of completion issued, and was 
ready to open but had not opened could 
begin depreciating assets. 

 The IRS had taken the position that it 
could not start depreciating assets until it 
actually opened. 



Date Placed In Service – Depreciation –

Not In Book

Action on Decision – 2017-02

The IRS has announced it will continue to 

litigate when property in placed in service 

after loosing the Stine decision. 

The decision to continue to litigate the 

placed in service date for depreciation 

follows a hardening of the IRS position on 

when an asset becomes depreciable.  



Deferring Deductions and the 

Alternative Minimum Tax – Not In 

Book

 Depreciation must be claimed under the “allowed 

or allowable” requirement of the code section.

 Regardless of whether you claim the depreciation 

or not, the basis of the asset is reduced and a 

subsequent disposal will have the gain or loss 

determined on this reduced basis.  

 Thus, balancing these factors along with whether 

the client received a tax benefit from claiming the 

depreciation or is penalized by claiming it (e.g., 

alternative minimum tax) requires us to look at 

alternatives. 



Deferring Deductions and the 

Alternative Minimum Tax – Pgs. 

265 & 266

 In such cases as not receiving a tax 

benefit or triggering a tax liability by 

claiming the deduction we can plan to 

defer the depreciation deduction.

 The simplest way is to do this is to elect 

the straight line method with the ADS 

recovery periods which will preserve the 

deductions for future periods. 

 However, an election must be made.



Deferring Deductions and the 

Alternative Minimum Tax – Pgs. 

265 & 266 - Continued

 The election to use a different method affects all 

property in the same class placed in service in 

that tax year. 

 One can make an election on a property by 

property basis for both nonresidential and 

residential real property. 

 The election must be made on a TIMELY filed 

return but one can amend a timely filed return 

that did not make an election within 6 months of 

the original due date including extensions. 



Deferring Deductions and the 

Alternative Minimum Tax – Pgs. 

265 & 266 - Continued

 The election to use the ADS lives that, first 

must qualify for GDS, is made by 

completing line 20 in Part III of form 4562.

 A negative impact of claiming depreciation 

can occur in an instance where the 

taxpayer has a loss generated by the 

depreciation or is carrying over a net 

operating loss with depreciation also 

claimed . 

 See practitioner’s note on page 266.



Deferring Deductions and the 

Alternative Minimum Tax – Pg. 266 

- Continued

 To determine the alternative minimum 

taxable income, the allowable depreciation 

deduction  for tangible personal property 

is computed using the 150% declining 

balance method.

 Switching to the straight line method in 

the tax year using this method will yield a 

higher depreciation allowance.



Deferring Deductions and the 

Alternative Minimum Tax – Pg. 266 

- Continued

 This means that electing to use the 150% 

declining balance method for regular 

depreciation will result in the same 

deduction for both regular tax and 

alternative minimum tax, thus, eliminating 

any tax preference item. 

 Beginning on page 266 through the end of 

the chapter is the discussion of 

depreciation and Section 179 rules such 

as:



Related Party – Section 179-

Pg. 267

 To qualify for the section 179 

expensing election, the property 

MUST NOT:

1. Be acquired by gift or 

inheritance.

2. Be purchased from a related 

party under Section 267.



Depreciation Component of The 

Standard Mileage Rate – Pgs. 270 

& 271

 The standard mileage rate includes a 

depreciation component that reduces the 

automobile’s basis but not below zero. 

 Please see the chart on page 270.

 Note: Example 8.31 – taxpayer is required 

to recapture previously claimed 

depreciation.  

 See the interesting example 8.17.  My 

thoughts are….



Section 199 – Not In Book

Memorandum to Field Examiners

 As noted in prior years, the IRS has directed its 
examiners to review and examine all Section 
199 deductions.

 This is a prime audit area.

 Now, the IRS has given its examiners in the 
Large Business & International Division 
guidance as to activities that qualify and do not 
qualify for the deduction. 

 The examiners are given a criteria of activities 
that do not meet the qualification for the Section 
199 deduction. 



Section 199 – Not In Book -

Continued

 These examples are based upon a serious of 

court cases the IRS  has won as well as rulings 

that have been issued in accordance with their 

interpretations of certain situations. 

 Some examples that are not allowed according to 

the IRS memorandum involving retail activities 

are:

 Cutting blank keys to a customer’s specification.

 Mixing paint.

 Applying garnishments to a cake that is not 

baked.



Section 199 – Not In Book -

Continued

 Storing agricultural products in a controlled 

environment to extend shelf life. 

 Maintaining plants and seedlings.

 Similar examples.

 The IRS memorandum noted to the examiners 

that they should carefully examine all activities as 

the allowance or non-allowance of the deduction 

is dependent on the facts and circumstances, 

industry in which the taxpayer operates, and the 

process that is performed.



Section 199 – Not In Book -

Continued

Thus, note this attention means 

that all such deductions are 

mandatory examination items 

and one must be careful in his or 

her analysis of the applicability 

of this deduction. 



Domestic Production Activities 

Deduction – Pg. 272

 Last year, Ken gave an excellent, in-depth 

presentation on this subject.

 I am going to highlight certain areas of 

high interest and development. 

 To begin with, the components of the 

calculation are illustrated as well as the 

definition of what constitutes the domestic 

production gross receipts for this 

calculation.



Domestic Production Activities 

Deduction – Continued – Pgs. 273 

- 277

 These pages are an excellent 

reference work that detail what is 

defined as and what qualifies as 

manufactured, produced, grown or 

extracted activity.

 Especially, the detail of domestic 

production activities that qualify for 

the calculation of the deduction. 



Domestic Production Activities 

Deduction – Construction – Not In 

Book

 One of the most controversial issues 

is the allowance of the domestic 

production activities deduction for 

construction activities. 

 The claiming of the DPAD by a 

construction entity will be closely 

examined by the IRS.



Domestic Productions Gross Receipts-

Construction – Not In Book

TAM 2016-38-022

Projects where the taxpayer’s 
activities qualify as substantial 

renovation, construction, or 
erection of certain structures 
constitute construction of real 
property, and gross receipts 
from such property qualify as 

DPGR.



Domestic Production Activities 

Deduction – Construction – Not In 

Book - Continued

 The separate components of the deduction that 

are placed under particular scrutiny are:

1. What constitutes a qualified activity?

2. Did the subcontractor additionally claim the 

deduction (also applies to manufacturing 

entities) with the burden of ownership?

3. Regarding number 2, can the taxpayer prove 

that they are entitled to the deduction?  

Documentation? Waiver?



Domestic Production Activities 

Deduction – Construction – Not In 

Book  & pg. 278 - Continued

4. Calculation of wages. 

To claim the deduction in the construction 

industry the following apply:

1. The taxpayer must be engaged in a 

construction trade or business in some 

form on an ongoing and regular basis.

2. Construction means constructing real 

property in the form of erection or 

renovation of the property.



Domestic Production Activities 

Deduction – Construction – Pg. 278 -

Continued

3. Improving land such as grading and 

painting, landscaping, qualify as 

construction only if connected with other 

activities that constitute the erection or 

substantial renovation of the property. 

A contentious issue with the IRS.

3. Must increase the value of the property, 

prolong the property’s life, or adapt the 

property to a new trade or business.



Domestic Production Activities 

Deduction – Construction – Pg. 278 -

Continued

5. As mentioned earlier, a corporation 

engaged in construction activities can 

claim the deduction even if they do not 

have the benefits and burdens of 

ownership of the property that was 

constructed. 

Another contentious issue with the IRS 

involving subcontractors. 



Domestic Production Activities 

Deduction – Construction – Pg. 278 -

Continued

6. Construction does not include such 

services as hauling trash and delivering 

materials unless the taxpayer performs 

these services in connection with or 

along with its construction activities. 

This is another contentious issue with the 

IRS.

Allocation of wages, income, etc.?

See detailed example 8.19.



Section 199 Deduction – Allocation of 

Wages – Not In Book

T.D. 9731

Temporary regulations have been issued 

which provides a detailed rule to apply to 

the allocation of wages for purposes of 

computing the Section 199 deduction.

These rules apply for situations including 

the acquisition and disposition of entities, 

etc. to which a related computation of a 

Section 199 deduction is computed. 



Questions?


