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1. Business bad debt deductions—bona fide debt—time for deduction—worthlessness—proof—refunds. MAYS v. U.S., Cite as 98 AFTR 2d 2006-5464, 06/19/2006. The case boils down to the issue of whether the IRS improperly denied a deduction for a bad debt in the amount of $80,000 claimed on Mays' 1997 tax return.  Mays paid deficiency of $34,225.08.  Mays formed a limited partnership in 1983 relating to development of real estate under Virginia law.  In 1982 Mays negotiated to cause County Bank of Greenwood (CBG)  to issue an Irrevocable Letter of Credit to First & Merchants National Bank (F& M) in his favor in the amount of $85,000, secured by Mays personally.  In December 1983 Mays loaned the partnership $85,000 from funds received by F & M, loan was not evidenced by a note. F & M demanded payment of note from CBG.  Limited Partnership paid a principle balance to CBG of $10,000.  CBG calls on Mays to pay the balance of $75,000.  Neither Mays nor the partnership had the funds to pay CBG. Mays borrowed $80,000 from his brother and issued him a note.  The funds were deposited into the partnership, who in turn paid the balance owed CBG.  The partnership still owed Mays.  In 1985 the partnership negotiated a loan of $100,000 with Bruke & Herbert (“B&H”), a Virginia Bank and paid the balance owed to May’s brother. In 1988 Mays was dismissed as general manager of the partnership and went into litigation with the other partners of the partnership.  On November 1994, Mays, and the other partners entered into a settlement agreement which appeared to act as a universal settlement of all their disputes.  The partnership was dissolved in 1995. In his complaint, Mays alleges that his 1997 “Form 1040 claimed a Section 166 Business Bad Debt deduction of $80,000 and attached an explanatory summation of the loss as being one that arose from writing off a debt owned to him, as determined by the Final Order of the Circuit Court for the City of Alexandra, Virginia dated December 21, 1992 and filed by the “Partnership” in the amount of $80,000. Mays appears to argue that the debt somehow survived, but he cites no evidence for this position. Mays cannot show that the debt became worthless in 1997.  The taxpayer must show that some event occurred which caused the debt to become worthless in the year the deduction is claimed. Mays paid a deficiency of $34,225.08.  Decision for the Government.  
2. Catch up on employment tax concepts of pass-through entities.
The employment tax rules pertaining to general partnerships, S corporations, and various types of LLCs can be confusing. Partners of a general partnership are liable for the unpaid payroll taxes of a partnership. Shareholders who perform services for an S corporation and receive no salary, but who do receive a distribution from the corporation, are deemed employees for FICA, Medicare, FUTA, and federal withholding purposes. The IRS can collect unpaid payroll taxes of a single-member LLC from its owner, but cannot place a lien on the assets of the LLC for payment of such taxes. Members of multi-member domestic LLCs are not liable for unpaid payroll taxes of the LLC, but these members may be individually liable for the trust fund portion of the payroll taxes (i.e., a 100% penalty). Planning strategies, however, can be implemented to reduce the adverse impact of these taxes. This article explains pertinent employment tax rules applicable to: 1. General partnerships. 2. S corporations. 3. LLCs . 4. Single-member LLCs 5. Multi-member domestic LLCs (D. Wadhwa, 76 Practical Tax Strategies 216 (April 2006).   © Copyright 2006 RIA. All rights reserved. 

3.  Time for reporting income—advance trade discounts—inventory accounting—clear reflection of income. WESTPAC PACIFIC FOOD v. COMM., 97 AFTR 2d 2006-     30146/21/06.    The Tax Court improperly determined that up front cash payments received as advance trade discounts on commitment to make future volume purchases had to be included in income in years of receipts. The government took the position that Westpac under-reported over $5.5 million in gross income for 1990 and $4.9 million in 1991. Westpac Pacific Food, an accrual method grocery partnership was organized to purchase and warehouse inventory for three grocery store chains.  Westpac promised to buy a minimum quantity of merchandise (American Greetings, McCormick, GTE Sylvania and Ambassador)  and received a cash discount in advance as its discount on its future, high-volume purchases.  The taxpayer treated the up front cash discount as a liability when it was receive, just like a loan.  As goods were sold, the taxpayer applied the discount pro rata to the full purchase price it paid.  The net effect was that Westpac reduces its cost of goods sold and increased it reported profit.  If Westpac was not able to fulfill its contract on volume purchases, Westpac was then obligated to pay back a pro-rated portion of the allowance (cash advances).   The government argued that the cash did not have to go into a trust account and Westpac could spend the money as it chose.  Because the taxpayer here has to pay the money back if the volume commitments are not met it is not “accession to wealth” as required by Glenshaw Glass Case.
4.  Partnership income—partner's distributive share—when income is reported—disputes among partners—computations—summary judgment.  Timothy J. Burke v. Commissioner, TC Memo 2005-297.    In October 1993, Timothy Burke and Jeffrey Cohen formed a partnership, to practice law and prepare tax returns.  Disagreement arose between Burke and Cohen shortly after formation of the partnership.  During December 1995, the partnership agreement was terminated.  During January the parties agreed to conduct the partnership under a new oral agreement. Burke prepared and filed the partnership returns for the 1996 and 1997 taxable years and allocated the partnership’s income in accordance with the new agreement.  In 1998, Cohen stated he never agreed to the new oral agreement.  Burke and Cohen could not resolve their disputes without litigation.  No later than November 1998, money received by the partnership was stolen by Mr. Cohen, who opened a legal practice.   Mr. Cohen filed the 1998 partnership return on October 14, 1999 reporting $242,000 in ordinary income, with each partner’s distributive share as $121,000.  Mr. Burke filed his 1998 Form 1040, reporting zero as his distributive share of partnership income.  Respondent determined a $41,338 deficiency based on the $121,000 reported to petitioner on his Schedule K-1 and mailed petitioner a notice of deficiency on May 14, 2004. Petitioner timely petitioned this Court. After petitioner provided respondent an income analysis of the partnership's income for 1998 during discovery, respondent increased the deficiency to $53,077. Using the income analysis petitioner provided, respondent determined petitioner's distributive share under the new agreement was $151,682. 
 5.  Reconstruction of Income- bank deposits-LLCs-distributive shares; Gross Income-to whom taxable-assignment of income-disregarded entities… Sue Taylor v. Commission, TC Memo 2006-67, Code sec(s) 7491.  Taxpayer timely filed a Form 1040, for 1999 on which she reported a $133 loss on her Schedule C Nature’s Herb & Tea Garden business, and a $3,964 Schedule E loss, which was a net of her membership in Miroyal LLC (Income of $1,190) and National Land Bank LLC (Loss of $5,154).  Taxpayer timely filed Form 1040 for 2000 which reported “0” in all the relevant lines of the tax return. Taxpayer amended 1999 tax return, reflecting “0” in the corrected amount column of the return.  Taxpayer was audited for 1999 and 2000, issued was a determination of deficiencies in the amounts of $49,525 and $39,717 together with penalties in the amounts of $9,905 and $7,943 for the taxable years 1999 and 2000.  
The taxpayer earned income as a real estate sales and property manager and as a proprietor of a herb garden business.  Taxpayer was also a member of two limited liability companies, Miroyal and National Land Bank, for 1999 and 2000.  IRS used the bank deposit method to reconstruct taxpayer’s unreported income from herb garden business and LLCs:  Taxpayer did not offer any evidence or documentation to support deductions taken on the original 1999 filed Form 1040 Schedule C.  Taxpayer filed and signed Form 1065 for Miroyal, LLC ( 50% membership interest) and National Land Bank, LLC (50% membership interest), for tax years 1999 and 2000.  Taxpayer again was not able to offer any documentation to support deductions on Partnership returns for the year 1999.  The 2000 tax returns for the LLC’s showed zero dollars in taxable income.  Taxpayer was basically uncooperative and proceeded with a frivolous and groundless  litigation. The court originally sought Sec. 6673 penalty for $25,000 during the pretrial and did not during trial.   
6.  Passive activity losses—nonpassive treatment—disposition of entire interest in passive activity—partnerships—liquidating distributions—recognition of gain/loss—evidence. Jacob R. Ramsburg, Jr., et ux. v. Commissioner, TC Memo 2005-252 , Code Sec(s) 469; 731.
Determination of tax deficiencies of $69,505, $18,717, and $120,737 in taxpayer's Federal income tax (tax) for 1996, 1997, and 1998 respectively was determined. The only issue remaining for decision is whether election 469(g)(1) permits taxpayer to treat for 1998 certain losses from a passive activity (passive losses) as losses not from a passive activity (non passive losses).  The Commissioner held it did not.  Taxpayer, Ramsburg formed a general partnership (Kildare Timmy) with Stottlemeyer in 1980, The partnership was engaged in the horse business.  Stottlemeyer handled the day-to-day management of the partnership. Each held a 50% ownership of assets, liabilities and capital interest.  Profits were to be distributed on this basis.  Losses were to be allocated on cash contributions and guarantees of partnership. Sometime in 1997 informed Ramsburg that he would withdraw from the partnership.  Stottlemeyer had been ill and was unable to perform his management duties. 
In December 8, 1997, Ramsburg sent a letter to Stottlemeyer outlining the terms of the termination of the partnership. Most importantly the agreement stated that Ramsburg would purchase all of the horses and equipment owned by the partnership jointly at book value and would assume all of the liabilities owed by the partnership.   On January 1, 1998 all the assets of the partnership were distributed to Ramsburg, as per the agreement.  When the transactions from the 1998 Final Partnership return were referenced to the taxpayer’s personal year, various transactions did not match up.  The courts looked at three conditions for determination of the Sec. 469(g)(1)  nonpassive treatment of passive losses attributable to liquidating the partnership. (1) that the taxpayer disposes of his entire interest in the activity.  No money changed hands when Ramsburg allegedly purchased the horses; Taxpayer failed to show in form or substance that he had purchased the horses and other equipment on January 1, 1998. (2) The disposition is in the form of a fully taxable transaction:  The courts found that the taxpayer failed to establish that the  only reported taxable transaction at liquidation was cash of $857, when in effect Ramsburg received a distribution of property and (3) the person acquiring the interest is not related to the taxpayer.
7.  NO BASIS FOR CIRCULAR LOANS FROM SHAREHOLDERS’ PARTNERSHIP TO THEIR S CORPORATION. PLR 200619021   “Just what qualifies as indebtedness” Section 1366 ? In general, indirect loans from entities the taxpayer controls will not work, nor will taxpayer guarantees of indebtedness of the corporation.  These are the facts: The Smith’s are equal partners in a partnership and an S Corporation.  For each year 1 through 3, Partnership would loan money to the Smiths, the Smiths would loan money to S Corp, and S Corp would pay rent to the Partnership for the use of Partnership property.  At the end of each calendar year, notes were drafted, from the Partnership to the Smiths, and between the Smiths and S Corp.  Each note included the total outstanding loan balance (current year and prior year), and therefore revised and superseded the loan notes issued in the prior year.  Each note required no principle payments until the end of the following year, and most notes contained a stated interest rate.  Except for one partial repayment of principal by S Corp to the Smiths, no repayment of either principle or interest was ever made on the notes.  Partnership had borrowed money on a non-recourse basis from a third party lender to acquire and construct real estate.  No portion of the loan proceeds could be or were used in the loan between the Smiths, Partnership, or S Corp. The Smiths had claimed basis in debt in the loans they made to S Corp, consequently, they claimed losses from S Corp for years 1 through 3. 

The TAM noted that Smiths’ controlled partnership lent money to them and they in turn lent money to their wholly owned S Corp.  The circular route of these transfer indicated that there was no change in the economic positions of the parties.  As a result of the circular route of funds, the economic insignificance of the terms of the notes, the lack of repayment on the notes, and the limits imposed on the Smiths’ ultimate liability to  Partnership, the TAM said it was clear that no actual economic outlay that left the Taxpayers poorer in the material sense occurred.  Therefore, the loan from Years 1 through 3 did not give rise to basis in debt under code Sec. 1366.
