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Grouping Activities 
pp. 389 - 390

Welch vs. Commissioner

TP was employed as an economist.

He operated a hay farm, cattle ranch, horse breeding 
and training activities on an 8,700 acre farm.

The TP reported large losses from each operation and 
combined the operations into one activity.

The IRS challenged the combining of the activities and 
disallowed the losses as not engaged in for profit.



Grouping Activities cont’d 
pp. 389 - 390

The Court held that all of the TP’s activities could be 
combined into one activity for both presentation and 
determining whether the activity was engaged in for 
profit because all of the TP’s shared assets, 
employees, ownership, and each activity supported 
the other activities. 

The Court also ruled that despite the lack of a written 
business plan the losses were allowable considering 
other factors. 



Self-Employment Tax 
pp. 390 - 391

Martin vs. Commissioner

The Martin’s were shareholders of a totally owned  
farm corporation and were receiving payment from the 
entity for the rental of land. 

The IRS argued that the rental payments were subject 
to self-employment tax and argued that since the 
taxpayers materially participated in the farm, they 
therefore materially participated in the rental of the 
land.  



Self-Employment Tax cont’d
pp. 390 - 391

 In what was a key fact in the taxpayer’s favor, they 
argued and proved that they charged fair rental value 
to the corporation for the use of the land.

The Court ruled because the taxpayer’s charged fair 
rental value, invested substantially in structures, 
equipment, etc. the rent was not subject to self-
employment tax.



Self-Employment Tax cont’d 
pp. 390 - 391

This case proves, a written agreement, 
as in all rental arrangements between 
controlled entities, is critical. 



Argosy Technologies LLC vs. Commissioner
A husband and wife filed a complete partnership 

return which identified them as 100% owners, elected 
TEFRA procedures, and identified the entity was a 
domestic LLC.

The returns were filed delinquently. 

The IRS assessed partnership delinquency penalties.

The taxpayers argued that the partnership was a 
disregarded entity.

Delinquent Partnership Returns 
vs. Subsequent Denial              p. 391



The Court ruled that because the LLC 
represented itself as a partnership, it 
could not subsequent deny that it was 
one. 

Delinquent Partnership Returns 
vs. Subsequent Denial cont’d    p. 391



Dynamo Holdings Limited Partnership v. 
Commissioner

The Court ruled because the penalties were 
assessed against a partnership or corporation, 

the IRS did not have the burden of proof to show 
the reasons why the penalties were applicable as 

in contrast to an individual taxpayer where the 
IRS has the burden of proof.

Penalties Involving Partnerships
p. 392 



Meruelo v. Commissioner

The taxpayer increased his basis in an S corporation 
and claimed the resulting losses in accordance with 
the increased basis by the amount of payments that 
have been advanced to the S corporation by affiliated 
corporations that were 100% owned by the taxpayer.

The IRS disallowed the losses to the extent of the 
advanced payments and the Court agreed.

S Corporation – Basis 
p. 393



The Court stated that the advances by the wholly 
owned affiliated corporations did not increase the 
taxpayer’s basis.

The criteria for increasing basis in an S corporation is: 
1. Money loaned directly from shareholder to S corp, 
2. Loan evidenced by an enforceable note between 

the shareholder and the corporation, AND
3. Loan repaid by the S corp directly to shareholder. 

S Corporation – Basis cont’d 
p. 393



Phillips v. Commissioner

The TP’s wholly owned corporation defaulted on a 
series of notes in which they were co-guarantors. 

Upon the default, the TPs were sued and, in 
accordance, with professional advice claimed the 
judgement amounts as an increase in basis which 
allowed them to claim the losses from a NOL 
carryover. 

S Corporation – Basis, Part II 
pp. 393 - 394



The IRS disallowed the losses citing that the loan 
guarantees and judgements did not give rise to an 
increase in basis.

The Court agreed and disallowed the losses to the 
extent of the basis computed by the amount of loan 
guarantees and judgements. 

This case once again shows us that under no 
circumstances do loan guarantees increase basis!

The IRS has won every court case that they have 
litigated on this issue. 

S Corporation – Basis, Part II 
cont’d                                 pp. 393 - 394



Exempt Organizations 
p. 395

Creditguard of America Inc. vs. Commissioner

This case is a warning of what will happen if your 
exempt status is revoked!

TP had their tax exempt status terminated.

Upon termination, the entity then becomes a 
corporation and is liable for all taxes that would 
normally be due as a taxable entity which include 
income taxes.



Exempt Organizations cont’d 
p. 395

 IRS assessed liabilities and accrued interest from due 
date of corporate return, March 15, 2003 for a 2002 
tax year.

The taxpayer, agreed to assessment but argued that 
they should not be liable for any accrued interest prior 
to the date the IRS issued the final determination of 
the revocation of exempt status. 

The Court agreed with the IRS and denied the 
taxpayer’s position. 



Barret v. Commissioner

 IRS argued tax home was D.C., because work was 
permanent & it produced the bulk of his income.

The Court held that a video producer’s tax home was 
the city of residence (Vegas) where he performed 
substantial services for the business.

Please note this critical criteria held by the Court, 
where the taxpayer performed substantial services is 
their tax home.

Tax Home vs. Substantial Activity 
p. 397



Christopher C.L. Ng MD Inc. APC vs Commissioner

The taxpayer’s solely owned C corporation rented 
2nd story of sole shareholders home as an office.

The taxpayer used the corporation’s bank account 
to pay the mortgage on the home but did not claim 
these payments as income on a schedule E.

A rental agreement between the corporation and 
the shareholder did not exist. 

Rental of Home from 
a Corporation pp. 397 - 398



The IRS did not allow the rental expense deduction 
claimed by the corporation.

Court held for IRS on the basis that the TP provided 
no evidence of a valid rental arrangement. 

Pointers from this case:
• Have a formal rental agreement, same as if with a 

3rd party.

• Follow all terms of the rental agreement.

Rental of Home from 
a Corporation cont’d         pp. 397 - 398



• Have all rental payments paid directly to the 
individual and reported in full on the Sch E.

• All payments of expenses for the home should 
be paid directly by the individual, not renting 
entity.

Remember IRS will always scrutinize transactions 
between the taxpayer and any wholly owned entity. 

Rental of Home from 
a Corporation cont’d         pp. 397 - 398



Lucas v. Commissioner
 T/P was a partner in an investment company & going 

through a divorce.  Divorce court ruled some 
distributions were marital property.

 Despite the taxpayer’s argument that the legal 
expenses had a business connection, no deduction 
was allowed for legal expenses incurred in divorce 
proceedings that determined whether distributions 
from the taxpayer’s terminated business were marital 
property.

Legal Expenses 
pp. 398 - 399



Najafpir v. Commissioner

The taxpayer claimed an office in home 
deduction for the garage in which he stored his 
records from a related business.

The Court found that the taxpayer was not 
allowed a deduction as an office in home since 
this was not the sole fixed location of his 
business.

Office In Home – Storage Area 
p. 400



Okonkwo v. Commissioner
The taxpayers owned a second residence in 

which they leased to their daughter.
They claimed the rental income and expenses on 

schedule E resulting in a loss.
The IRS disallowed the loss arguing the related 

relationship of Section 267.
The Court sustained the IRS determination 

because the home was rented as less than fair 
market value.

Rental of Home to Daughter 
pp. 400 - 401 



Note the key criteria in this case of the rent 
being less than fair market value. 

Once again, all transactions such as rental 
arrangements between related parties are 
suspect by the IRS.

Make a point of meticulously following a third 
party standard in rental arrangements with 
related party including a formal rental 
agreement, fair rental rates, etc. 

Rental of Home to Daughter cont’d 
pp. 400 - 401



Samadi v. Commissioner
TP formed a group of friends to purchase, renovate, 

and sell real estate.

The group did not make any purchases.

Despite the lack of purchases, the taxpayer 
maintained a detailed, written contemporaneous 
mileage log regarding this activity. 

TP claimed a mileage deduction resulting in losses on 
a schedule C.

Mileage Expense –
Trade or Business?                   p. 401



The IRS disallowed the losses arguing the 
taxpayers were not in a trade or business.

The Court sustained the IRS position arguing 
that the taxpayers were not engaged in a trade 
or business.

Note:  the IRS has a tough stance on both 
issues as to if a taxpayer was engaged in a 
business and when did that business begin. 

Mileage Expense –
Trade or Business? cont’d       p. 401



Sensenig v. Commissioner

This is an important case because it illustrates how 
the IRS will view amounts paid to a closely-held 
corporation as capital contributions vs. a loan.

 If the company goes bankrupt, fails, etc. amounts 
that are treated as capital contributions are limited 
to capital loss rules but loans can be a complete 
write-off as a business bad debt. 

Loans vs. Equity 
pp. 401 - 402



 In this case the taxpayer made large advances 
from a related corporation.

There were no notes, agreements, and only some 
of the advances were accounted for by the 
recipient corporation as advances.

The IRS disallowed the taxpayers treatment of 
these advances as a bad debt and, instead, 
argued they were equity investments and, thus, 
restricted as to their deductibility.

The Courts sustained the IRS.

Loans vs. Equity cont’d
pp. 401 – 402



The taxpayer’s failure to have notes, agreements, 
proper accounting treatment as loans, etc. was 
fatal.

Once again, transactions between related parties 
are especially suspect in the eyes of the IRS.

The taxpayer in such a situation must have a bona 
fide loan agreement, actually make some 
payments, account for the amounts as loans on 
both the tax and financial balance sheets, etc. 

Loans vs. Equity cont’d
pp. 401 - 402



Triumph Mixed Use Investments III, LLC v. 
Commissioner

This is a case worth noting in that when a 
charitable contribution is given and the donor 
receives some form of consideration a deductible 
contribution may not have actually taken place.

 In this case, the taxpayer transferred land to a city 
in return for permission to develop other land. 

Charitable Contribution –
Consideration p. 402



The taxpayer claimed a deduction for the value of 
the land transferred to the city.

The IRS disallowed the contribution with the 
position that the taxpayer received in return a 
substantial consideration in the form of being 
allowed to develop other land.

The Court sustained the position and disallowed 
the charitable contribution.

Once again, it is the taxpayer’s burden to prove a 
charitable contribution as to the amount that 
should be allowable. 

Charitable Contribution –
Consideration cont’d                p. 402



Sugar Land Ranch Development LLC v. 
Commissioner

This is a key case illustrating that a taxpayer can 
hold an asset for investment purposes and obtain 
capital gains even though he or she has a 
business selling such assets.

 In this case the taxpayer had purchased land and 
held the property for several years.

The taxpayer improved the property, and investors 
stated that the property was to be held as an 
investment. 

Investment property vs. Ordinary 
Course of Business pp. 405 - 406



The taxpayer sold three parcels in two transactions 
and claimed capital gain treatment on the sales.

The IRS re-characterized the income as ordinary 
income since they were in the trade or business of 
developing real estate. 

The Court found for the taxpayer on the basis of 
the number of sales (2), lack of advertising for the 
years held, and that the property was sold in 
parcels, not lots. 

Investment property vs. Ordinary 
Course of Business cont’d pp. 405 - 406



Barker v. Commissioner

The IRS had originally challenged the taxpayer’s 
losses as an activity not engaged in for profit. 

The Court found that the TP was engaged for profit
but could not prove the mathematical or technical 
basis for the NOL he claimed.

TP must be able to prove the amount of the loss even 
from a statutorily closed year and the IRS may audit 
that loss to the extent of the amount of the loss.

Substantiation of NOLs  
pp. 406 - 407



Barnhart Ranch v. Commissioner

Two brothers owned 50% each of a C corporation. 

Corporation was reporting only a small amount of 
income while the two brothers claimed losses on 
personal returns representing the expenses in excess 
of income paid by the corporation.

The Court stated the long-held position that expenses 
incurred by another TP are deductible only by the TP 
incurring such expenses. 

Shareholder’s Deducting Losses 
Incurred by Corporation            p. 407



Music club 
p. 408

Ford v. Commissioner

 The taxpayer had claimed losses for three years 
that resulted in net operating losses from the 
operation of a music club. 

 The taxpayer was unable to prove that she had 
any expertise in operating this type of endeavor, 
had operated the activity for personal pleasure, 
and did not maintain adequate records while the 
losses offset other substantial income. 



Music Club cont’d 
p. 408

 This case was part of the current IRS initiative 
of conducting examinations of returns that 
have large losses on schedules C or F but 
substantial income from a W-2 or other 
sources. 

 The practitioner should advise such clients of 
the increased likelihood of an audit when this 
occurs.



Keel v. Commission 

 TP received an advanced premium tax credit but did 
not include F8962 to the return, so IRS issued a notice 
of deficiency for failing to return the advance

 TP received income from the discharge of 
indebtedness but argued that this should not be 
included in income for purposes of computing the 
credit.

Advance Premium Credits
p. 415



 The Court held that the income must be considered in 
computing the advance premium credit and the 
amount, if any, that is allowable. 

 No exceptions - All taxable income must be included 
to compute the allowable credit. 

Advance Premium Credits cont’d
p. 415



Engesser v. Commissioner
 Both spouses claimed the child as a dependent, TPH 

provided letters from school & pediatrician to prove 
child lived with him.  

 The taxpayer was allowed head of household filing 
status, a dependency exemption, the child tax credit, 
and an earned income tax credit for a child who lived 
most of the year with him. 

 Note: The importance of being able to prove that the 
child lived most of the year with the taxpayer, 
especially, since the child credit is worth more under 
the new law.

Credits and Children 
p. 416



Benjamin v. Commissioner

The taxpayer could not prove that he 
worked at any job site for more than 39 

weeks and, thus, was not allowed to 
deduct his claimed moving expenses.

Moving Expenses  
pp. 416 - 417



Colbert v. Commissioner

 A security guard claimed employee business 
expenses for pistol, target practice, gym 
membership, satellite radio, weight loss pills, 
etc.

 Allowed an employee expense deduction for a 
pistol, target practice, and on-duty expenses, 
can NOT deduct any other expenses which 
are classified as personal. 

Employee Business Expenses 
p. 417



Davis v. Commissioner
This case illustrates the need for complete 

substantiation which has to be contemporaneous 
in nature.

 In this case, the TP donated clothing and other 
items to individuals they considered needy. 

The TP, as a minister, signed his own letter.
The Court sustained the disallowance since the 

letter was not contemporaneous and their was no 
valuation of the property. 

Charitable Deductions 
pp. 417 - 418



The audit of form 8283, Noncash Charitable 
Contributions, is a focus of the IRS.

Make certain that you have 
contemporaneous documentation and 
supporting values. 

Charitable Deductions cont’d 
pp. 417 - 418



Palsgaard v. Commissioner
 TP retired due to an injury, that was not work related, 

and received Long-term disability & Social Security 
Disability Insurance (SSDI) payments

 TP reported the Long-term disability but claimed 
SSDI was excludable under IRC §104

 Court disagreed and held, since injury was not work 
related and not covered under workers 
compensation, IRC §104 does not apply

 SSDI payments are to be included as taxable 
income. 

Social Security 
Disability Insurance           pp. 421 - 422



Pexa v. United States

 TP worked as a district manager for an insurance 
company but was terminated.  Per an agreement with 
the company the TP would receive 5X the normal 
commissions over the final 6 months of employment and 
these amounts would be reported on F1099-MISC.

While the taxpayer reported the proceeds as gross 
receipts on schedule C, he also deducted the amounts 
on the schedule C.

He also reported some of the proceeds as subject to 
capital gain treatment. 

Termination Payments 
pp. 422 - 423



IRS disallowed all of the deductions the TP 
claimed and re-characterized the proceeds as 
ordinary income.

The Court sustained the IRS determination. 

This case is consistent with prior court cases in 
which the courts have essentially ruled that 
termination of agency rights, etc. are ordinary 
income and not capital gains.

Termination Payments cont’d
pp. 422 - 423



Sun v. Commissioner

 In this case the TP used some of the funds, he was 
supposed to invest, to purchase luxury cars and go 
gambling.  TP claimed money was a loan but could 
not produce loan agreement or substantiate  
repayment amounts or the interest rate. 

 IRS treats misappropriated funds as taxable income 
when used for the taxpayer’s personal expenses.   

This has been the historical treatment of embezzled 
funds. 

Misappropriated Funds 
p. 423



Letter Ruling 2018-19-004

Benefits paid to a police officer under a death 
and disability plan for injuries incurred in the line 
of duty will not be included in the gross income of 

the officer or surviving family members to the 
extent the benefits do not exceed 50% of the 

employee's final average compensation. 

Disability & Death Benefits Paid to 
Safety Personnel               pp. 424 - 425



Brumbaugh v. Commissioner

While we have stressed the importance of making 
grouping elections of passive activities for a number of 
reasons, the election does have its limits as illustrated 
by this case.

The taxpayer had grouped an aircraft leasing business 
which had large losses with a real estate development 
business  for purposes of determining the total amount 
of time spent for purposes of determining material 
participation.

Passive Activity Losses –
Grouping Election pp. 425 - 426



The IRS determined that these activities were 
dissimilar and violated the provisions of the 
regulations that require that similarities exist between 
the business activities being considered.

The Court ruled that the two business did not share 
any functional business activities and, thus, could not 
be grouped for purposes of determining the material 
participation requirements. 

Passive Activity Losses –
Grouping Election cont’d  pp. 425 - 426 



Reliance on Accountant
p. 428

Larson v. Commissioner
This case illustrates the need for the practitioner 

to protect themselves from being blamed by the 
taxpayer in an audit situation. 
In this case, the taxpayer was audited and had a 

number of deductions disallowed resulting in the 
IRS assessing the substantial understatement 
penalty. 
The taxpayer argued that he relied on his 

practitioner to properly prepare the returns and, 
therefore, should not be liable.



Reliance on Accountant cont’d
p. 428

Court sustained the penalty, as the TP could not prove 
that the practitioner provided any advice and it was 
proven that the taxpayer had provided incomplete 
information to the practitioner.

Point to be taken, you need to  “cover” yourself with an 
engagement or representation letter.  



IRS Has Burden of Proof 
to Assert Penalties             pp. 428 - 429

Plato v. Commissioner
The IRS asserted the failure to pay and failure to 

pay estimated tax penalties. 
The taxpayer argued reasonable cause and that 

the IRS could not prove their original assertion or 
the reason for their rejection of the taxpayers’ 
arguments to waive the penalties.

The Court ruled that the IRS must prove the 
reason for assertion of penalties against individual 
taxpayers and waived the penalties asserted 
against the taxpayer in this case. 



Court Ordered Transfer of 
IRA Funds  p. 431

Kirkpatrick v. Commissioner

The taxpayer was ordered by the divorce court to 
transfer a $100,000 interest in the taxpayer’s IRA 
to an IRA titled in his wife’s name.

 Instead of making a transfer, he withdrew the 
funds and paid the amount to his soon to be ex-
wife. 

The IRS adjusted his income to include the 
withdrawals as taxable.



The taxpayer argued that the amounts were not 
taxable since they were pursuant to a divorce 
decree. 

However, the IRS argued that since he withdrew 
the amounts and then paid it to his soon to be ex-
wife rather than transfer the amounts, they were 
taxable and the Court agreed.

 It is important to note that all transfers in an IRA 
involving distributions that are not to be taxable 
should be in the form of electronic transfers and 
not withdrawals. 

Court Ordered Transfer of 
IRA Funds cont’d                      p. 431



SE Tax and Retirement 
Plan Payments                 pp. 432 - 433

Sherman v. Commissioner

The taxpayer enrolled in a death, disability, and 
retirement insurance plan.

The planned provided that the recipient would 
receive monthly payments after retirement based 
on the highest average commission earned during 
3 of the last 5 years of service. 

The plan agreement termed the payments as 
deferred compensation. 



The IRS took the position that the amounts 
were compensation and subject to self-
employment tax based upon the 
classification as deferred compensation. 

The Court sustained the IRS position. 

SE Tax and Retirement 
Plan Payments cont’d        pp. 432 - 433



Innocent Spouse –
IRA Distribution                      p. 436

Bishop v. Commissioner

 Innocent spouse relief was granted where there was 
no evidence that the TP had actual knowledge of a 
distribution from an inherited IRA that triggered a tax 
liability.

The granting of innocent spouse relief has evolved 
over the years to require that the TP claiming the relief 
prove they had absolutely no knowledge of the 
activity. 

This case illustrates that a practitioner needs to 
prepare a well organized, defined argument when 
assisting the TP in claiming innocent spouse relief.



Charitable Contribution 
pp. 440 - 441

Green v. United States

A trust’s charitable donation of real estate is 
limited to the adjusted basis in the property 

rather than the fair market value since they never 
sold any other properties and recognized any 
gains that could give rise to income that could 

allow for the increase to fair market value. 



Annuity Interest in a GRAT
pp. 441 - 442

Badgley v. United States

TP transferred 50% interest in a partnership to a 
Grantor Retained Annuity Trust (GRAT) to provide 
income for 15 years, TP died before 15 years.

 In this case, the decedent’s gross estate included the 
decedent’s annuity interest in the GRAT but later filed 
a claim excluding the GRAT saying the annuity 
payment was not income. 

Court concluded, all property even remotely and 
legally connected to the decedent is includible in an 
estate unless otherwise planned, including the annuity 
interest in the GRAT.



Deceased Spousal Unused 
Exclusion (DSUE)             pp. 442 - 443

Estate of Sower v. United States

 Husband’s estate reported DSUE > $1 million, received 
L627 indicating return was accepted as filed.

 Upon the death of the wife, the IRS examined her estate 
tax return, which included a review of the husbands estate 
tax return to verify the amount of the unused exclusion. 

 IRS made adjustments to the deceased husband’s unused 
exclusion available for the estate of the surviving wife, 
which resulted in a deficiency for her estate.

 This case illustrates, once again, the long-held ability of 
the IRS to examine any tax benefit that occurred in a prior 
tax year. 



Sham Trusts
pp. 443 - 444

Full-Circle Staffing LLC v. Commissioner

For many decades, promoters, tax protestors, 
etc. have advocated and, in some cases, “sold” 
schemes to avoid taxation by the creation of 
trusts.

In this case, a husband and wife owned and 
operated an S corporation. 



Sham Trusts cont’d
pp. 443 - 444

On the advice of a “tax accountant” they formed 
a non-exempt charitable trust, an irrevocable 
trust, and a limited partnership.

This is typical of such type of illegal schemes.



Sham Trusts cont’d
pp . 443 - 444

The irrevocable trust agreement provided that 
the trust’s purpose was the “better protection of 
property and assets, dependable insulation 
against liability, simplified distribution of 
property and assets, efficient asset structure, 
privacy in investments and greater ease in 
managing capital resources.”

The only meaningful restriction in the 
agreement prevented the loan of trust principal 
or income without adequate consideration. 



The taxpayers transferred most of their 
beneficial interests which they had transferred 
to the irrevocable trust to the charitable trust. 

The tax adviser served as trustee of the 
irrevocable trust.

The taxpayers were trustees of the charitable 
trust and had control over all charitable 
donations to be made by the trust.

Sham Trusts cont’d
pp . 443 - 444



A limited partnership was formed to operate the 
business and was 94% owned by the 
irrevocable trust. 

Although the structure of the business was 
spread among the three formed entities, the 
taxpayers continued to operated and control the 
businesses as they did before the creation of 
these entities. 

Sham Trusts cont’d
pp . 443 - 444



The limited partnership reported a substantial 
portion of the income from their S corporation 
as pass-through income to the irrevocable trust. 

The irrevocable trust reported the income, 
claimed deductions for income distributions to 
the charitable trust to offset the income, and 
reported little or no income tax liability on the 
income from the S corporation. 

Sham Trusts cont’d
pp . 443 - 444



Meanwhile, the charitable trust reported the 
pass-through partnership income from the 
irrevocable trust as nontaxable royalty income on 
two technical points that were essentially self-
serving. 
Irrevocable Trust was a nonvoting limited partner
Irrevocable Trust lacked control over partnership

The irrevocable trust did not make distributions to 
the charitable trust in the amounts that it claimed 
as income distribution deductions. 

Sham Trusts cont’d
pp . 443 - 444



What this scheme essentially did was to create 
multiple entities with interacting transactions from 
one entity to another that served no real purpose 
and was, in fact, an effort to disguise the taxable 
treatment of the income from the S corporation 
while continuing to operate as if the entities did not 
exist. 

This is the “promise” made by promoters – you get 
to control your business and pay no tax.

Sham Trusts cont’d
pp . 443 - 444



The IRS determined that the irrevocable trust 
was a sham and assessed taxes based on the 
liability of the taxpayers for the income from the 
business and assessed penalties. 

The Tax Court supported the IRS in their 
determination by declaring that the irrevocable 
trust was a sham because it was formed to 
avoid tax and lacked any economic substance.

Sham Trusts cont’d
pp . 443 - 444
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