Introduction

Sources of Federal Income Tax Law

(a) Constitution 

(i) Article I, § 8, Clause 1 – Congressional authority to lay and collect taxes

(ii) 16th Amendment – power to lay and collect taxes “from whatever source derived”

(b) Statute Is most important.
(c) Legislative History – Committee Reports

(d) U.S. Treasury – regulations (interpretative and legislative)

(e) IRS Administrative interpretations, rulings, procedures, and notices

(f) Litigation in federal courts, including U.S. Tax Court

(g) Secondary Sources

United States Supreme Court


                                                     Cir. 1-11 + D.C.                      U.S. Ct. of App for the Fed. Cir.            


                                            Tax Ct                 Dist. Ct.                           Ct. of Federal Claims

Federal Income Tax Computational Structure

    Generally:

 
Gross Income

Less
Deductions (§62)

Less
Personal Exemptions & either the Standard Deduction or Itemized Deductions Equals  Taxable Income

Times
 Tax Rate


 
Gross Tax Liability

Less
 Tax Credits

Equals
 Net Tax Liability or Tax Refund

Chapter 1 – Introduction to Tax Policy

Tax Policy – refers to the task of evaluating particular tax systems or provisions of the income tax using appropriate norms or criteria.

· Fairness Norms – deal with the burden or benefit of a tax or tax provision on people.

· Economic Norms – deal with how a tax or tax provision might affect the economic behavior of people, whether engaged in directly or through an entity.

· Horizontal Equity – concept of fairness that states that like-situated taxpayers should be taxed the same.

· Vertical equity – differently situated taxpayers should be taxed differently.

Tax Justice = criteria for allocating the tax burden among the population derived from relationship between citizens and their government.
Tax Justice Inquiry – the most appropriate criteria by which to apportion the aggregate federal tax burden among individuals.

4 Commonly Invoked Norms of Tax Justice

1. Equal-sacrifice principle – would tax people in equal amounts and is premised on the idea that persons benefit from government equally.

2. Benefit Principle – individuals should pay tax in proportion to the varying benefits they receive from government.

3. Standard of Living Principle – would tax people according to their standard of living, as evidenced by their level of personal consumption.

4. Ability to Pay Principle – persons should sacrifice the funds required for government operations according to the economic resources – including both current income and accumulated wealth – under their control.

· Negative externalities – social harms that are not reflected in market prices (alcohol, tobacco)

· Positive Externalities – social benefits not reflected in market prices.

Optimal Taxation – taxes should be heavier on “inelastic” goods, services, and behavior, than on “elastic” goods, services, and behavior.

Tax Expenditure – embodies the neutrality norm with an added political theory – tax preferences, incentives, and subsidies that are the functional equivalents of direct spending programs.

Welfare Economics – neutrality isn’t assumed to be a controlling norm, instead, all government action, is analyzed from the vantage point of social gains and losses.

Income – Personal income may be defined as the algebraic sum of 1) the market value of rights exercised in consumption and 2) the change in the value of the store of property right between the beginning and end of the period in question.

Haig Simons – an individual’s income for a given period equals any net increase in her wealth (or minus any decrease) plus the market value of her consumption during the year, measured at year end.

In-Kind Consumption – wealth received in kind without charge

Chapter 2 – Basic Principles Pertaining to the Tax Base

Gross Income

· Nature of Gross Income – §61 defined – “all income from whatever source derived” (Modified by §§71-86 for inclusion items, §§101-135 for excluded items)

      
 The algebraic sum of:

a. The market value of rights exercised in consumption and

b. The change in the value of the store of property rights between the beginning and end of the period in question. 

· Examples of Gross Income

Compensation for services, which may take the form of:

c. Payments “in kind”

d. Bargain-purchase

e. Compensation without the receipt of cash or property

f. Excessive compensation

g. Fringe benefits

· Gains Derived from Dealings in Property

Gain from the sale or other disposition of property is the excess of the amt    realized over its adjusted basis.

a. Basis – the basis of an item of property is the amount which a taxpayer has invested in the property.  A taxpayer’s basis in an item of property is determined initially using the cost of the property upon its acquisition, and may be adjusted as the consequence of subsequent events.

b. Amount realized – is the consideration received for the property, including the sum of any money plus the fmv of any other property received in the transaction.  If the property is encumbered by a liability and the liability is either assumed by the buyer or the property is taken subject to the liability, the amt of the liability is included in the seller’s amt realized.  The entire amt of a realized gain or loss is required to be recognized, unless a specific provision provides otherwise.

· Items Specifically Included in Gross Income by Statute Include:

a. Prizes and awards

b. Alimony and separate maintenance payments

c. Services of a child

d. Reimbursement for expenses of moving

e. Transfer of appreciated property to a political organization

f. A Portion of social security payments

g. Unemployment compensation

h. Annuities

· Items Specifically Excluded From Gross Income by Statute Include:

1. Proceeds of life insurance

2. Gifts and inheritance

3. Interest on state and local bonds

· Private activity bond which is not a qualified bond

· Arbitrage bond

4. Compensation for Injuries or Sickness or Damages

i. Compensation for injuries or sickness

ii. Payments for and recoveries under employer-provided accident or health plans

5. Income from Discharge of Indebtedness

a. Bankruptcy and insolvency

b. Solvency or partial solvency

6. Education provisions:

a. Qualified scholarships

b. Qualified tuition reduction

c. Educational assistance programs

d. Educational IRAs

e. U.S. Savings Bonds

7. Meals and Lodging Furnished to Employees in Certain Circumstances

a. Exclusion of meals

b. Exclusion of lodging

c. Faculty housing

d. Rental value of parsonages

8. Other Misc. Items Excluded by Statute Include:

a. Non-rental improvements by lessee on lessor’s property

b. Certain benefits provided to armed forces personnel

c. Amts received under insurance contracts for certain living expenses

d. Certain foster care payments

e.  Group-term life insurance purchased for employees.

f. Adoption assistance programs

Realization event  - a sale, exchange, or other disposition of property.  A gain in income through property is not realized, or taxed, until the property is sold of disposed of.  Also, a loss is not deductible until realized.

· However, a disposition of property for other property (an exchange) is a realization event that is taxable.  (If A owns stock with a basis of 5k and worth 10k and exchanges it for property worth 10k, A has a 5k realized gain).

· A lessor does not have realized gain with respect to lessee improvements at the end o the lessee’s lease.  Only realized once the lessor sells the property.

· When an employee receives property as compensation for services and the property is the type that yields income (1) only in the future (annuity K) and/or (2) is non-assignable, under §83, it is includable in income at its present fmv.  But, if the property is not vested and subject to future forfeiture, then it is not includable until it vests.

Capital Asset – defined in §1222 – property held by the taxpayer (whether or not connected with his trade/business) except for:

· Inventory

· Notes and accounts receivable from the sale of inventory or services 

· Hedging Transaction

· Supplies of a type regularly used/consumed in ordinary course of trade/business

· Copyright Rights - Self-created art works, letters, copyrights

· Publication of U.S.Gov.

· Property of a character which is subject to the allowance of depreciation provided in §167, or real property used in business – Ex. machines.

· Commodities derivative financial instruments.

Capital Gains

· Are fully included in gross income

· Capital gains are usually taxed at a low 20% rate rather than ordinary gain.  (Ordinary gain – compensation for business profits)

· Capital Losses are deductible in full if capital gains equals or exceeds capital losses for the year.  If capital losses exceed gains, they are deductible but the deduction is limited to the amt of capital gains included in that year plus, in the case of individuals, $3,000.  The remaining loss is carried forward for use in future years.

So when businesses have a gain they want capital gain treatment (lower rate) and if they have a loss they want ordinary loss treatment (fully deductible).  If considered capital loss, only deductible to the extent of capital gains.  If gain is considered ordinary income, taxed at higher rate.

Deductions – from basis – lowers how much taxed owed

Ordinary – must be common to TP’s business community

Necessary – Helpful & appropriate to the business

· Trade or Business Expenses  - §162

A deduction is allowed for ordinary and necessary expenses paid or incurred during a taxable year in carrying on a trade or business.

a. Each expenditure must be ordinary or necessary

b. An expenditure must be an expense, not a capital expenditure

c. The expenditure must be incurred while carrying on an active trade or business

d. The taxpayer’s activity must be a trade or business

e. Reasonable salaries or compensation paid for services may be deducted

f. A deduction is allowed for traveling expenses, including lodging and 50% of the cost of meals incurred while a taxpayer is away from home in the pursuit of a trade or business.

g. A deduction for 50% of the cost of business meals may be allowed.

h. Expenditures for rentals or other payments required to be made for the use of property in a trade or business are deductible.

i. Expenses for education may be deductible if one of two tests of deductibility is satisfied

j. Misc. business deductions may other be allowable.

· Non-business expenses

Deductions allowed if:

a. In the production or collection of income

b. In the management of income producing property

c. In connection with the determination of any tax.

· Losses

1. A deduction is allowable for any loss sustained during a taxable year which is not compensated for by insurance or otherwise.

2. The amt of the loss is the excess of the adjusted basis over the amount realized.

3. Losses may be classified as:

· Trade or business

· Incurred in a transaction entered into for profit

· Casualty

 d. Losses are generally deductible in the year in which sustained.

· Depreciation Deductions – these are allowed only on property that is subject to exhaustion, wear, or obsolescence and only on property used in business or held for investment

· These deductions are spread over the useful life of the asset pursuant to set formulas.  In §167, 168, and 197

· The deduction reduces the basis under §1016(a)(2) so that when the asset is finally sold off, the taxpayer does not get the benefit of his original basis to offset the income.

Capital Expenditures – not deductible expenses – one that is used to acquire an asset or benefit having a useful life > 1year.

Chapter 3 – The Outer Limits of Gross Income
Windfalls

· Eisner v. Macomber – Income is a gain derived from capital, labor, or both combined.  A stock dividend does not change the interest of a stockholder or increase the value of his holdings; therefore, it is an increase in capital, and not income.  As a result, a stock dividend is not taxable under the 16th amendment, which applies to income only.  Note: While Macomber has not been overruled, is has generally been limited to its facts, and the Court has abandoned this attempt at defining income.

· Glenshaw Glass – Punitive damages for fraud and the punitive portion of an antitrust recovery are considered gross income because they are 1) undeniable accessions to wealth, 2) clearly realized, and 3) amounts over which the taxpayers have complete dominion.  The Ct distinguishes Macomber by saying it is not the definitive test for all future questions and only drew a line as to whether gain was derived from capital or not.

Bargain Purchases – these are not includable in income as long as it is negotiated at arms length by unrelated parties.  Thus, if B negotiates to pay only 17k for a 20k valued car, she does not have to include that 3k in her income.

· Rebates – if A gives B a 5k rebate if she purchases a specific car for 20k, that rebate is not included in income, but the basis of the car is adjusted downward to 15k.

· Discounts – If an employer of corporation sells shares of its stock to employees at a discounted rate, the discount amt is included as income because not bargaining at arms length and treated as compensation.  Ex. Employer A sells to employee B a car worth 20k for 5k.  15k is included in income and B has a basis of 20k in the car.

· Barter  - Exchanges of goods and services.  If a lawyer drafts a will for a painter in return for the painter’s services in painting his house, they have essentially swapped services.  The fmv of their services is includable in gross income based upon TR §1.16-2(d)(1) and §61 as services received in compensation for services rendered.

Chapter 4 – Consumption Benefits Received in Kind, Including Employee Fringe Benefits

In-Kind Consumption Benefits – (instead of paying wages in cash)

· The receipt of a consumption good or service that would be non-deductible personal item if the taxpayer had paid for it himself.

· Haig-Simons – income is net increases in wealth plus consumption

Employee Fringe Benefits

· In-kind consumption received as compensation for services is includable in income unless specifically excluded.

· Those benefits that are excluded are:

· Employer provided life insurance up to 50k. §79

· Amts received for medical care and disability. §105

· Employer coverage under health and accident plans. §106

· Meals and Lodging - §119

Excludes from income the value of any meals or lodging furnished to an employee, his spouse, or dependants by his employer for the convenience of the employer – but only if:

· The meals are furnished on the business premises, or
· The employee is required to accept lodging on the business premises of the employer as a condition of his employment

a. §79: exclusion for ER provided group term life insurance coverage up to $50,000.

b. §105: Amounts received by EE’s for medical care and permanent disability from ER health and accidents plans.

c. §106: EE coverage under ER health and accidents plans.

· §61(a)(1): gross income includes fringe benefits and similar items

· §83(a): gross income includes the value of any property received from services. 

· T.R. 1.61-2(d)(1): if services are paid for in property, the FMV of the property taken in payment must be included in income as compensation.

· Kowalski: Police trooper received additional cash allowance, that could be used at any restaurant, for meals while on duty. Commissioner wanted to tax $ as income w/in the meaning of §61. Holding: Court held that $ for meals constituted income—exclusion only works if benefits are “in kind” and not a cash reimbursement for meals.

Fringe Benefits may be made available tax free to highly compensated employees only if the benefits are also provided on substantially the same terms to other employees.  This is because benefits limited to only the highly paid are more likely to be compensation in an untaxable form.

· Under §132, fringe benefits not included in income are:

· No-additional Cost Services – employees receive, at no additional cost to the employer, the benefit of the excess capacity which otherwise would have remained unused.  Ex. Delta allowing employees to fly for free on flights that are not full.

· Qualified Employee Discounts – in the case of merchandise, the excludable amt of the discount may not exceed the selling price multiplied by the employer’s gross profit percentage.  Ex. If A’s total sells for the year are 100k and A’s cost was 60k, then the gross profit percentage is 40%.  Thus, the discount cannot exceed 40%.  In the case of services, the discount is limited to 20% of the ordinary selling price of the service.
· Working Condition Fringe – any property or services provided to an employee to the extent that, if the employee paid for such property himself, such payment would be allowable as a deduction under §162. (the value of the use of a company car or plane for business purposes)
· De Minimus Fringe – any property or service provided to an employee, the value of which is so small as to make accounting for it unreasonable.  Ex. Coffee & donuts, taxi-fare, sporting tickets, company picnics and parties, personal use of the copier.
Note: If an employer operates an eating facility on or near the business premises for the employees, the benefit is not includable as income as long as the revenue derived from the facility equals or exceeds the direct operating costs of the facility.

· Below Market Loans & Interest Free Loans - §7872
Loans made by an employer to an employee at an interest free rate or below the market interest rate is deemed to be a form of compensation and thus, includable in income by the employee and deducible by the employer.  (If A loans 10k to B interest free and the mkt rate is 10%, at the end of the year, B will have received 1k in compensation).

Noncompensatory Consumption In Kind – Employee is given a “gift”

· Gotcher Case – took all-expense paid trip to Germany to tour VW factory)

The test to determine if the trip is income for the taxpayer under §61 requires 2 things:

1. There must be an economic gain and



2. The gain must primarily benefit the taxpayer personally

The dominant purpose of the trip is the critical inquiry.  The trip is found not be includable in income because:

· There was a legitimate business purpose

· The taxpayer did not have substantial control of the itinerary or trio

· He had no real choice as to if he should go b/c the trip was required in order to become a VW dealer.

· The indirect economic gains are subordinate to the overall business purpose.

· Even if the entertainment and travel give enjoyment to the taxpayer and produce indirect gains, this will not negate an overall business purpose.

· The wife’s expenses are includable in income because she was not there for business and her presence was not necessary.

· Haverly Case – free textbooks for principal and then he donated them to library and claimed a charitable deduction.

· When the intent to exercise complete dominion over unsolicited samples is demonstrated by donating those samples to a charitable institution and taking a tax deduction, the value of the samples received constitutes gross income.

· The receipt of free books is an accession to wealth

· The taxpayer recognized their value and exercised complete dominion over them when he donated them to the library and took a deduction.

· He cannot whipsaw the system like this by taking a deduction when he has not included their value in income.

Chapter 5 – Borrowing and Lending
Borrowing Exclusion

Assets – liability = net worth

· Borrowing money doesn’t change your net worth because you have a gain in both assets and in liability. 

· Thus, money gained from borrowing is not includable and money paid to pay back the loan is not deductible.

· However, interest paid by the borrower may be deductible and interest earned by the lender is includable.

Claim of Right

· When a taxpayer receives income in one year, whether lawfully or unlawfully, or by mistake, and receipt of that income is found to be invalid in a subsequent year, the taxpayer must still report the income as gain in the year received, but can claim a deduction in the year in which he has to pay the money back.
· Thus, even if another person retains a “claim or right” over the money, it is still includable in income as long as the taxpayer has present command and control of the money.
Advanced Payments and Deposits

· Indianapolis Power & Light – customers paid deposits and the company retained the deposits until service was disconnected.  The deposits were not treated as income.
· Because a customer who makes a deposit makes no commitment to purchase services, a taxpayer has no right to retain the money and should not be required to include the deposit as income, despite the economic benefit it receives.
· Did IPL enjoy unrestricted use of the money?  No, because the money was subject to an obligation to repay and the customer has control over the timing and method of when to receive repayment.
· The crucial point is if IPL had some guarantee it will be allowed to keep the money.  IF had no such guarantee and the slight dominion held over the money is not enough for it to qualify as income.
Worthless Debts

In general, a debt is worthless only when there is a discharge in bankruptcy, the statute of limitations has run, or there is no practical hope of repayment after bona fide efforts to obtain repayment.

· §166 allows a deduction for bad-debt losses

Business bad debts are deductible against ordinary income

Non-business bad debts only deductible when wholly worthless and are treated as short-term capital loss.

· Child Support – can a woman take a bad debt deduction for the amt her ex does not pay in court ordered child support?  No, because the wife has no basis in the Ex’s obligation to pay.  Might be able to argue that the wife advanced the money to the dad as a loan and his non-payment entitles her to a deduction under §166(d)

Cash Method – gross income is included when received in cash or its equivalent and expenses are deducted when actually paid in cash or its equivalent.

Accrual Method – income is included when all the events have occurred that currently fix the right to the future receipt and the amount can be determined with reasonable accuracy.  Deductions are taken when the amt can be determined with reasonable accuracy and all the events have occurred the currently establish the fact of future liability or, if later, economic performance within the meaning of §461(h) has occurred.

Chapter 6 – Debt-Discharge Income

U.S. v. Kirby – TP issued bonds, then later that year repurchased some of the bonds in the open market at less than par.

· If a corporation purchases and retires bonds at a price less than the issuing price or face value, the excess of the issuing price or face value over the purchase price is taxable gain because the discharge of debt is an accession to income.

§61(a)(12) – when a borrower is relieved of his obligation to repay a loan in full or in part, the amt is included in income in the year in which it becomes apparent that the taxpayer will escape full repayment.

§108 and Insolvency = in the hole

· Insolvency means liabilities are greater than net worth.  If B has assets of $50 and loan liabilities of $100, B has a negative worth of $50.  If the loan obligation is reduced by $25 down to $75, then B still has greater liabilities than assets.

· Under §108, B will not have to include the $25 debt discharge as gross income because she remains insolvent.  But, B will have to include the discharge if the amt of the discharge creates a positive worth (if the loan is reduced by $75, the B will include $25 as income).

· Exception – if a debt discharge occurs pursuant to bankruptcy, none of the debt is included in income even if it creates a positive net worth.

· However, under §108(d), the taxpayer is eventually taxed on the debt discharge income, only the timing is delayed.

Zarin v. Commissioner – Gambler who settled with casino

· Legal enforceability of an obligation to repay does not determine whether receipt of money or property is taxable.  Only the fact of liability and the amount owed must be fixed.  Thus, unenforceability of an underlying gambling debt does not bar recognition of income if the debt is forgiven.  A debt that is unenforceable is not one for which the taxpayer is liable.  Cancellation of such a debt does not give rise to forgiveness of debt income.

· For reduction of debt to be treated as a purchase price adjustment under §108(e)(5), the debt must be that of a purchaser of property to the seller that arose from the purchase.  Gambling chips are a medium of exchange within the casino.  As such, they are a cash substitute, which is not “properly” within the meaning of §108(e)(5).  Therefore, reduction of gambling debt cannot be treated as a purchase price reduction.

Purchase Price Reductions - §108(E)(5) – These are not included in income if the debt is based on a seller finances sale.  Thus, if A sells to B a house for 100k, and A loans the money to B to buy the house, if A later reduces B’s obligation to 80K, this is treated as a purchase price reduction.  B does not include the 20k as income, but takes the house with a lower basis of 80k.

§165(d) – losses from wagering is allowed to be deducted only to the extent of the gains from such transactions.

Chapter 7 – Transfers of Property and Debt

Non-recourse Debt – a secured obligation for which the debtor is not personally liable.  The lender can only collect if he forecloses on property.

Recourse Debt – an obligation for which the debtor is personally liable, whether or not the debt is secured property.

The Effect Of Debt On Amount Realized When Debt Relief Is Less Than The Value Of The Property

· If debt is less than the FMV, relief from the debt on transfer of the property is included in amt realized [§1001] when calculating gain and there is NO debt discharge income, regardless if recourse or nonrecourse debt.  (Non recourse loan added b/c of the Crane case) In this situation, the house is worth more than owed.  Example: Purchase a home for $100K.  Paid $10K cash and $90K loan.  $100K is the basis.  When property is sold for $120K, $90K loan is paid with proceeds; it is included in the amt realized.  $120K AR - $100K Basis = $20K Gain.
Case #1:

Original Basis - Depreciation = Adjusted Basis; AR-AB=Gain

Example:  262-28=234; 264.5-234=30.5

Case #2:
Mrs. Crane borrows money to purchase an apartment building that is subject to a mortgage.  Look at §1001(b).  Mrs. Crane has relief from a nonrecourse liability.

Case #3:

The Effect Of Debt On Amount Realized When Debt Relief Exceeds The Value Of The Property

· Footnote 37 in Crane opinion (pg. 162):  

· “Obviously, if the value of the property is less than the amt of the mortgage, a mortgagor who is not personally liable [NR] cannot realize a benefit equal to the mortgage.  Consequently a different problem might be encountered where such a mortgagor abandoned the property or transferred it subject to the mortgage.  That is not this case.”

· If this was the case she would have no equity and she was not liable personally, she could just walk away.  

· Tufts was such a case…

· Equity – excess of the property’s fair market value over the liability represented by the debt.

· If debt exceeds the FMV of the property and the lender on transfer forgives the excess debt, the forgiven excess debt creates debt discharge income, ONLY if it is recourse debt.

· If debt exceeds the FMV of the property, the forgiven excess debt creates an additional amount realized when calculating gain, ONLY if it is nonrecourse debt.
· Crane v. Commissioner – when one sells mortgaged property, the amt realized is the cash received plus the face amount of the mortgage assumed.  It is immaterial whether the seller is personally liable for the mortgage.  Thus, if A buys Whiteacre from B with 10k down and a 90k loan, the basis would be 100k.       But post-acquisition debt that is secured by that piece of property does not increase the basis of that property.  Thus if A has a basis in her house of 10k and the house appreciates to 20k, the she gets a loan of 20k and uses her house to secure the loan, the basis of the house does not increase to 20k.

· Tufts Case – T has a 1.85 million basis in property.  He claimed 400k of depreciation, thus the basis is reduced to 1.45 million.  Sold for that price and claimed a 50k loss.

Holding – Upon the sale of property encumbered by a nonrecourse mortgage that exceeds the fmv of the property, the amt realized includes the full amt of the debt assumed by the buyer.

O’Connor – the property way to treat this case is to separately consider the ownership and sale of the property and the retirement of the loan.

Transaction #1 -  1.85 debt – 1.45 basis = 400k ordinary income


OR
Transaction #2 -  1.85 debt – 1.4 value = 450k canceled debt income



      1.45 basis – 1.4 value = 50k capital loss

Revenue Ruling 90-16 (about acquisition of property with recourse liability – O’Connor approach)

· 2 step approach:

· The transfer of property in satisfaction of a debt on which TP was personally liable is a sale or disposition where a gain is realized to the extent that the FMV of the property exceeds the adjusted basis.  

· To the extent the amt of debt exceeds the FMV of the property, TP realizes income from the DOI.  However, under §108(a)(1)(b), the full amt of the DOI may be excluded from GI if that amt does not exceed the amt by which TP is insolvent.  See Pg. 172.  

Revenue Ruling 91-31 (lender agreed to reduce debt when FMV of building is less than debt)

· Situation where nonrecourse debt is reduced not in connection with a sale but when a creditor realizes he is not going to get any more money from the debtor.  This is a true story-Park 10.

· This rule says what happens when the creditor modifies the term of the nonrecourse loan to reduce the amount.  There are two theories: 

· One theory is that you reduce the basis 

· The second theory states that the debtor has an amount of cancellation of indebtedness income.  

· The holding is that the reduction of the principal amt of an undersecured nonrecourse debt (property is worth than the amount of the recourse debt) by the holder of the debt who was not the seller of the property securing the debt results in the realization of DOI under §61(a)(12).  What does it mean to say the holder of a debt who was not the seller of the property?  

· §108(a)(1)(d) and (c) modified this rev rul and states that a discharge of qualified real property bbusiness indebtedness is excluded from GI, at the TP’s election, and the amount excluded reduces the basis of the TP’s depreciable real property.  

· What is qualified real property business indebtedness? Defined in §108(c).  It states that the mortgage has to be in connection with the property or improvement of the property, cannot be a debt later acquired.  

Summary
· If debt is less than the fmv of the property, relief from the debt on transfer of the property is included in the amt realized when calculating the gain and there is not debt discharge income – regardless if recourse or non-recourse debt.

· If debt exceeds the fmv of the property, and the excess debt is forgiven by the lender on transfer, then transaction #2 controls and the forgiven excess debt created debt discharge income – only if it is recourse debt.

· If debt exceeds the fmv of the property, and the excess debt is forgiven by the lender on transfer, then transaction #1 controls and the forgiven excess debt creates an additional amt realized when calculating gain – only if it is non-recourse​ ​debt.

· Debt used to purchase property—whether recourse or nonrecourse—is included in the basis of the purchased property. Post-acquisition debt that happens to be secured by a piece of property does not increase the basis of that property (except to the extent that the debt proceeds are used to permanently improve the property, which requires a basis increase under the general rule of §1016(a)(1))
· Rule: When a property transfer causes debt relief, in an amount that does not exceed the FMV of the property, the debt is included in the amount realized on the transfer under §1001, regardless of whether the debt is recourse or nonrecourse.

A. X buys land for $10,000 ($1000 of her own money and $9000 borrowed from the bank in the form of a loan). The land appreciates in value to $12,000. X then sells the land for $12,000 ($3000 in cash and the assumption of the $9000 in debt). The amount realized is $2000 ($12,000/sale - 10,000/basis)
· T.R. 1.1001-2(a)(1): Tufts rule: Relief from nonrecourse debt resulting from the transfer of property is included in the amount realized regardless of the FMV of the property.

This is the bottom line:

Recourse Debt

· When FMV exceeds debt, see §1001.  Relief from the debt is included in amount realized when calculating gain and there is no debt discharge income.

· When Debt exceeds FMV, see §61(a)(12).  If the lender forgives the excess debt, the excess debt creates debt discharge income.  The difference b/w the property’s FMV and basis creates a §1001 gain or loss.

Nonrecourse Debt

· When FMV exceeds debt, see §1001.  Relief from the debt is included in amount realized when calculating gain and there is no debt discharge income. 

· When debt exceeds FMV, see §1001 (Tufts).  If the excess debt is forgiven the excess creates an additional amount realized when calculating gain.

There are also different rules pertaining to this debt itself, depending on whether the property securing the debt is transferred (amt realized and thus gain) or retained (debt discharge income unless §108(a)(1)(D) or (e)(5) applies)

Chapter 8 – Income Attribution – The Intact and Separate Family

· Income tax is progressive

· The tax bracket in which a taxpayer falls into is based on his income and his filing status.  §1(a)-(d)

· Taxpayers in higher marginal brackets benefit less from additional income than those in lower brackets.  Also, those in higher brackets benefit more from deductions than those in lower brackets.

· If a parent in the 39% bracket can shift income to the child’s 15% bracket, then the family can save 24 cents per dollar.  (Because child is taxed less)

· Rate bracket – is defined by its beginning and ending points: the level of taxable income at which the tax rate for a particular bracket initially becomes effective (the bracket floor) and the income level where the bracket ends and the next higher rate becomes effective (the bracket ceiling).

· Marginal Rate – the rate applicable to the bracket in which a taxpayer’s last (marginal) dollar of income.

Marginal Rates and Tax Planning

· Rule: TPs in higher marginal brackets benefit less from add’l income (yr end bonuses) than TPs in lower marginal brackets, while TPs in higher marginal tax brackets benefit more from dedns (charitable contributions) than TPs in lower brackets.

· Pg. 184, the marginal rate concept is crucial for tax planning, because it is at the margins that decisions are made; it is at the margins that behavior may be altered because of the potential tax consequences.

· Formula:  The after tax benefit from an addition to a TP’s income is the amt of the add’l income multiplied by one minus the TP’s marginal rate, and the tax savings generated by a dedn is the dedn amt multiplied by the TP’s marginal rate.

Basic Income Attribution Rules

· The difference in marginal rates b/w 2 TPs under a progressive tax structure also is responsible for attempts to shift income from one TP to another (Lucas).

· Whether income, earned by rendering services or earned on proerty, can be successfully shifted from one TP to another depends on the CL rules of income attribution as well as upon statutory provisions that deal w/ particular situations.
Lucas v. Earl – TP contracted with his wife to pay her half of his earnings.

· Salaries are taxed to the individuals who earn them.  The tax cannot be escaped by way of anticipatory arrangements and contracts.

· Court says cannot assign compensation income to another if that person is the only one earning the wages to be taxed.

· Income from property is attributable to the earner

· “Fruit of the Tree” Doctrine

Poe v. Seaborn – TPs lived in a community property state where ownership is split 50/50

· Where community property laws give spouses equal vested rights in the income of either husband, wife, or both, the spouses are entitled to file separate returns, each treating one-half the community income as his or her own.

· Court allows this split because the state law mandates such ownership

· Income from services is attributable to the owner

3 Basis Non-Statutory Income Attribution Principles

· Income from property is attributable to the owner (Seaborn)

· Income from services is attributable to the earner (Earl)

· Income obtained by an agent in an agency capacity is attributed to the principal (Seaborn)

Joint Returns – See §1(c) & (d)

· The joint return is elective, married couples can choose to file separate returns under §1(d). This avoids joint and several liability on behalf of the spouses.

· Because of the differences b/w filing jointly and separately, there exists a marriage bonus and a marriage penalty. There is also a singles penalty—one person pays more taxes on $50,000 than a married couple would pay on income of the same amount.

A. The best deal under §1(a): the ultimate marriage bonus occurs when a person w/ a substantial income is married to a person w/ no taxable income at all. The “bum” spouse is still jointly and severally liable for the tax obligation (downside to joint filing)

1. Marriage penalty: occurs when a married couple has 2 persons earning about equal income. E.g. H & W have an aggregate tax income of $50,000 earned equally ($25,000 each). If H & W weren’t married and each filed under §1(c), the aggregate tax liability would be $9000 or $4500 each. If they’re married, their aggregate tax liability is $10,000, no matter if they file under §1(a) (joint return) or §1(d) (married individuals filed separately).

Dora and Anne each make $200k a piece.  The stock transfer was in consideration of taking care of sick dog.

	
	Dora Single
	Anne Single
	Combined   as Single
	Combined as Married

	Income Tax
	$61,772
	$61,722
	$123,544
	$134,928.50 (Penalty)

	Stock Transfer
	Not a gift ($100,000) income
	Not deductible
	Must recognize the appreciated $100,000 value of the stock as a couple
	§ 1041 tax free spousal transfer where Dora gets $30,000 basis


Marriage Bonus – occurs when a couple files jointly and one spouse has significantly lower income than the other.  Thus, if H makes 50k and they split it to 25k each, then their tax will be 7,500 as opposed to 14k if H files separately.

Marriage Penalty – occurs when a couple files jointly and they have about the same income.  Thus, if H makes 25k and W makes 25k, their tax is 7,500.  But if W and H were to file as singles, then they would only pay 3,750 each.

Support Obligations
· Gould v. Gould – amts paid out for the support of a former spouse after separation or divorce were neither deductible from income by the payor nor includable in income by the receiving party.  Still good law. 

Support Obligations In An Intact Family

· Issue: Before the joint return option, the tax treatment of support payments from H to W was potentially significant: if support payments were deductible by H and includible by W, income splitting could be achieved w/o resort to K or community property laws. 

· Old Rule: Gould: Court ordered ex-H to pay ex-W $3000/month for her support and maintenance. Court held this didn’t constitute income to ex-W so ex-H had to pay taxes on the money. Reasoning: This type of payment could shift income from a high tax bracket to a low tax bracket.

· Current Rule for intact families: It followed from Gould that support payments and transfers of economic benefits during an intact marriage were also ignored for tax purposes. (e.g. breadwinner giving $ to stay-at-home wife)

· This comports w/ tax treatment of gifts—non-deductibility by donor and excludablity by donee

· Child Support – these payments follow the Gould rule and are neither includable or deductible

Support Obligations in  Broken Family

· §71: provides that ‘alimony or separate maintenance payments’ as defined in the § are gross income to the recipient. 

‘alimony or separate maintenance payments’: includes any cash payments if: 

· such payment is received by a spouse under a divorce or separation instrument

· the divorce or separation instrument does not designate such payment as a payment which is not includible in gross income and not allowable as a deduction under §215 (couple can essentially ‘opt-out’, but couple cannot ‘opt-in’ by making a self-designating certain types of payments as ‘alimony or separate maintenance payments’)

· in the case of separation or divorce, the payee spouse or payor spouse are not members of the same household at the time such payment is made.

· there is no liability to make any payment for any period after the death of the payee (recipient) spouse and no liability to make any payment as a substitute for such payments after the death of the payee spouse.

(c): child support payment, as designated in the divorce or separation instrument, and other support transfers are not subject to §71(a) and §215. Instead, they are subject to the Gould rule. (no inclusion by the recipient and no deduction by the payor)

(f): excessively front-loaded payments appear more like a property settlement than support payments. Inclusion by recipient will not occur in this type of situation. This § does not apply, even if the payments drop in amount, if the alimony payments for the first or second year do not exceed $15,000.
· Alimony - §71 holds that alimony or separate maintenance payments are gross income to the receipt and under §215 are deductible by the payor.  Alimony is payment that much have undertones of support rather than property partitioning.  For example: to avoid looking like a property settlement, alimony should

1. Be paid in cash

2. Payments should stop on death on the payee

3. Payments should not be excessively front-loaded – under §71(f) if they are excessive, then the early portions of those payments will be recharacterized as property settlements and will not be includable or deductible.

· Property Settlements  - a property settlement in the form of cash can still be includable and deductible as long as all the requirements of the alimony definition are met.  But if not met, under §1041, any transfer of property to a former spouse incident to divorce is not includable or deductible.  To be incident to divorce, the transfer must be related to the cessation of the marriage or must occur within 2 year after the divorce.

· §1041: 

B. (a): no gain or loss shall be recognized on a transfer of property from an individual to or in trust for the benefit of:

1. a spouse or

2. a former spouse, but only if the transfer is incident to the divorce.

C. (c): ‘incident to divorce’: transfer of property if such transfer:

1. occurs w/in 1 year after the date on which the marriage ceases or

2. related to the cessation of the marriage

ii. (b): basis = the transferee receives the adjusted basis of the transferor of the property

Tax Planning in Divorce

· A payee may be willing to reduce the dollar amount of payments if the payor agrees to designate (§71(b)) the $ as not being alimony—thus placing the tax burden on the payor. 

· It’s very important to see if the spouses are in 2 different tax brackets—if they are, transfers of large amounts of cash may be mutually beneficial to both of them (the payor can deduct that $ from his taxable income and the payee will get taxed at a lower tax bracket.

· Alimony & Support Trusts: W has the inclination to use support trusts to ensure that money is paid so H can’t touch the corpus of the trust and the trustee will manage it and the $ goes to W. 

Fuller: this idea is codified in §682(a): trust income = income to W, taxable to her and deductible by H. 

Chapter 9 – Assignment of Income

Taxation of Trusts

· A trust involves 2 sets of beneficiaries: the one who will currently receive distributions and is the legal owner of the trust assets, and the one who is the remainderman and will obtain the trust property after its termination.  The remainderman has an equitable interest in the trust and has a right to enforce the trust against the trustee.
· The trustee is not personally taxed on the income of the trust because he does not beneficially own the property.  The trust is treated as separate taxable entity.
· The receipt by the trust of gifts and bequests are not taxable as income, but the income from the gifts and bequests is includable.  I.e. income from investment, dividends, interest, and capital gains.  Get a gift = no tax.  If gift creates income = taxed.
· Also, a trust can deduct appropriate business expenses.
· Trusts can get a deduction for distributions made to beneficiaries, but the deduction cannot exceed the trust’s predistribution taxable income.
· Beneficiaries are taxed on distributions to the extent of trust taxable income, and the trust is taxed on its taxable income in excess of distribution.

Ex: X dies and creates a 100k trust that trustee A is in charge of.  On B’s death, the trust will dissolve and the assets will be paid over to C.  In 1999, the trust had taxable income of 40k and A distributes 27k to B.  The trust gets a distribution deduction of 27k – so the trust has final taxable income of 13k subject to the §1(e) rate.  B has income of 27k and C has no income.

In 2000, the trust has taxable income of 40k and A distributes 62k to B.  The trust’s distribution deduction is limited to the 40k.  Thus, the trust has zero taxable income.  B has income of 40k and the other 22k is tax-free.

Assignments of Income

· Blair Case – When one assigns rights to income from a trust, the donee, not the donor, will be taxed on the income provided the donor has not right to recapture the income.

Why this case was different than Earl: 

A. Blair deals w/ income from property, Earl dealt w/ income from services—it’s easier to deflect income derived from property than income derived from services.

B. Blair transferred the entire interest (equitable ownership) to his children—he had no reversionary interest in what he transferred.

· Helvering v. Horst – Income derived from an asset is taxable to a donor, because the power to dispose of income is the equivalent of ownership of it and the exercise of that power is a realization of the income.

Key difference from Blair:

In Blair, the dad was transferring the entire interest to this children. But in this case, the dad had the bond and the right to future interest payments—he kept the tree and deflected some of the fruit—in Blair, the tree was also given.

· Taxed to Dad and tax free gift to son under § 102.

· Bond – tree and the coupon – fruit

· Note: Situations such as this are now covered by §1286.

· Harrison v. Schaffner – Where the beneficiary of a trust assigns a portion of a trust’s income, the assigned income is still taxable to the assignor-beneficiary if the assignor-beneficiary retains control over the trust.
This case resembles Horst. A complete assignment, without reversion, of a fractional interest (Blair) is different from an assignment of a ‘temporal’ interest that will revert to the grantor (Schaffner).
· Helvering v. Clifford​ – When factors such as control, length of term, and reversion indicate that a grantor is the true owner of a trust; the grantor will be taxed on income from the trust.
Although this case is still viable authority on the issue of ownership for tax purposes outside of the trust area, §671-§677 now supersede and preempt Helvering w/ respect to the issue of whether a trust grantor is deemed to be owner of the trust’s assets and is thus taxed on the trust income.

§671: grantor = owner if deemed to be owner under §673-§677. Also, grantor does not equal owner solely by reason by dominion and control except as specified by §671-§677.

i. §676: grantor = owner of any trust that he or under §672(e), his spouse, can revoke.

ii. §673: trust grantor = trust owner in which the grantor or grantor’s spouse has a reversionary interest worth, at the beginning of the trust, more than 5% of the trust property.

iii. §677(a): grantor = trust owner or any portion thereof (of the trust) if the income will or might be paid to the grantor or the grantor’s spouse, unless an adverse party can block such payment.

iv. §677(b): grantor shall be taxed on income that is actually paid to a person whom the grantor is obligated to support. But, the grantor won’t be taxed on income just b/c it might be used for this purpose. 

v. §674-§675: grantor = owner on account of certain dispositive and administrative powers held by the grantor, spouse, related party or even a non-adverse party acting as trustee.

vi. §672: definition of ‘adverse party’

vii. Key rule: if none of §673-§677 apply, the grantor does not equal owner of the trust and the income is taxed to the trust and/or its distributees.
· Helvering v. Eubank – Where a taxpayer assigns his right to received commissions earned in previous years; the commissions are taxable to the assignor in the year paid.
§671-677 – codifies the law that comes from these cases in determining when a grantor is treated as the owner of the trust.  MUST BE TRANSFER OF PROPERTY

· §671 – applies only to property that is assigned.  The grantor will be treated as the owner of the trust.

· §676 – a grantor is the owner of any trust that he (or the spouse) can revoke.

· §673 – a grantor is the owner of the trust in which the grantor (or grantor’s spouse) has a reversionary interest worth more than 5% of the value of the trust.  Tables on 830.

· §677 – the grantor is owner of the trust if the income will or might be paid to the grantor (or the grantor’s spouse) unless an adverse party can block such payment.

· §677 – the grantor is taxed on income that is actually paid to a person whom the grantor is obligated to support, but he will not be taxed on the income just because it might be used for this purpose.

· §674 – grantor is owner of a trust if he has the power (except §674(b)) to control beneficial enjoyment.

· §674(d) – HEMS – Health, education, maintenance, and support.  If trustee other than grantor or spouse living with grantor, there is power to distribute in accordance with a standard.

Kiddie Tax 

· §1(g) – the net unearned income of a child under 14 is taxed at the higher of the child’s rate, or the rate at which such income would have been taxed if the income were attributed to the parents and treated as the last dollar in the tax base of the parent.
· Net unearned income – means any investment income over $1,000.  Thus, wages and income from services business are earned income and taxed at the child’s rate.
· The kiddie tax applies even if the unearned income is property transferred by a donor other than the child’s parent, such as a grandparent.
· Can get around this tax by buying stocks in the kids name which grows in value but does not put income into the child’s name.
· See the 3 ROL’s  on pg. 213.

· After joint returns were allowed in 1948, property transfers to spouses became pointless for income shifting purposes, b/c the joint return achieved the same effect on its own.  Began to shift to children.

· This is a statutory provision that was enacted in response to the assignment of income.

· the kiddie tax, states that the net unearned income of a non-orphaned child under the age of 14 is taxed at the higher of the child’s rate or more likely, the rate at which such income would have been taxed if the income were attributed to the parents and treated as the last dollars in the tax base of the parent(s).  This precludes a lower tax bracket for unearned income.  The kiddie tax is where the child’s unearned income is taxed at the parents’ marginal rate.

· Deals w/ unearned income.  Child not relieved of having to file a return.  A parent can elect to have the child’s net unearned income to the parent if the GI of the child consists only of interest and dividends not in excess of $5K.
Interest Free Loans to Relatives

Income Shifting to Relatives

· What if a parent can shift income to a child when that child performs services for a parent’s business?  §162 allows only reasonable deductions for salaries or compensation for services actually rendered.  Thus, salaries cannot be excessive compared to the amt of work performed.

· Fritschle Case – mom contracts to make ribbons, has kids help, tries to impute part of the income paid to her on to her kids.

· §73 – amts received in respect to services of child shall be included in child’s gross income and not his parents.

· Test – “who controls the earning of the income?”

Income Shifting in Partnerships

· §701k – case law says income from partnerships is attributed directly to the partners in proportion to their partnership interests, whether such profits are distributed or not.  Distributions to partners are not gross income, but instead serve to reduce that partner’s basis.
· Partnership income can be shifted to children by making a gift to them of a partnership interest but only if the donee performs significant services for the partnership or participates in its management and control.
· §704§ - to be recognized as a partner, the donee must own a capital interest in a partnership in which capital is a material income-producing factor.  Also, the donee must have dominion and control over the partnership interest.
· Culbertson Case – Family partnerships are often attempts to redistribute income, but where partners actually do participate in the business and contribute capital or services, the partnership is effective for tax purposes.  Test – Did the parties in good faith join together to form partnership?

· If a p-ship is predominantly service oriented: Culbertson: SC held that a gift of a partnership interest by person controlling partnership was ineffective to shift income unless the donee performed significant services or participated in its management and control. But §704(e) partially overturned this decision, when capital is the predominant income producing factor.

· §704(e)(1) (will not apply to a predominantly service oriented partnership, such as a law firm): donee or purchaser of a p-ship interest shall be recognized as a partner if the donee or purchaser owns a capital interest in a partnership in which capital is a material income-producing factor.

· §704(e)(2): if §704(e)(1) is satisfied, this § provides that if the donor (dad) is underpaid for services rendered to the p-ship—reasonable compensation is attributed to the dad and is includible in his gross income and deductible in computing p-ship net income.

· T.R. 1.704: a donee or purchaser is considered an owner of a p-ship capital interest if he has dominion or control of the partnership interest. This is not satisfied if the transferor (dad) retains such incidents of ownership that the transferee (kid) has not acquired full and complete ownership of the p-ship interest.

Example: M & D are 50/50 partners and D received the p-ship interest by a gift. Mom works in the store which has net profit of $100,000 but isn’t paid a salary. D is in law school. Assuming §704(e)(1) is met, D would be taxed on $50,000. But if M’s services are worth $30,000, §704(e)(2) modifies this result by providing that M is deemed to receive $30,000 in salary income (included as her gross income). The net p-ship profits are reduced to $70,000 and M & D end up w/ $35,000 each of p-ship income.

S Corporation

· A corporation that does not have any more than 75 shareholders, only one class of stock and has elected to be covered by subchapter S rules.

· §1361, et seq.: 

1. S corp. has no liability of its own

2. Income loss is allocated among the shareholders in proportion to their share-holdings 

3. Dividend distributions are not generally taxable but there are basis adjustments in the shareholder’s stock 

Helvering- type principles apply to test whether a family member is a true owner of S corp. shares. Speca: Held that gift to minor child of S corp. stock was ineffective to shift S corp. income to the children in view of the control exercised by the parent’s over the stock.

C Corporation

· A separate taxable entity under §11 rate schedule

· Shareholders have income only to the extent of distributions to or the benefit of its shareholders.

· Rule: It follows that a bona fide gift of stock that passes the Helvering test will be effective to shift future dividend income to the donee (e.g. the kid). Remember the kiddie tax, if kid under 14 cashes in stock, then the income is taxed to the parent’s rate.

Chapter 10 – Gratuitous Transfers

· §102(a) – excludes from gross income gifts, bequests, and inheritances even though these are accessions to wealth.  Reason – giver is taxed.

· A cash gift is also not deductible by the donor because §262 disallows deductions of personal and family expenses. 

· A gratuitous transfer of property is not a realization event for the donor and, thus, do not pay tax on any built-in gains and cannot deduct a built-in loss.

Property Acquired by Reason of Death

· §1014(a) – says there is a basis step up at death – the donee’s basis is equal to the fmv of the property.  (If A buys Blackacre for 5k, then it is worth 10k at A’s death and is willed to B, then B takes a basis in property of 10k and no one is taxed on the 5k increase.  Also, if the fmv of blackacre is only 1k at death, the B takes a 1k basis and no one gets the loss deduction).

Property Acquired by Inter Vivos Gift

· §1015(a) – provides that the donor’s basis carries over to the donee if the fmv of the property exceeds its basis at the time of the gift.  (If A has a basis of 5k and gives the property with a fmv of 10k to B with his last dying breath, then B would have a 5k basis.  Thus B would have to pay 5k gain.
· Furthermore, if the basis exceeds the fmv of the property at the time of gift (i.e. built-in loss_ then the donee’s basis depends on what he ultimately gets when he sells the property.  Ex: if A buys Blackacre for 5k and transfers it to B when its fmv is 2k, then B’s basis has 3 possibilities:
1. If B sells the property for 1k, the B’s basis would be 2k, the fmv of the property at time of transfer.  B could then take a 1k loss deduction.  What A should have done is sell the property himself and realized a 3k loss and then given then money to B.

2. If B sells the property for 6k, the B’s basis is 5k, the same amt as the donor’s basis at the time of transfer.  Thus, B would realize a 1k gain.

3. If B sells the property for 3k, the B’s basis would be 3k, an amt equal to he amt realized.  Thus, B would have no gain or loss.

Note: Transfers between husband and wife or between ex-spouses pursuant to divorce are subject to carryover basis rule.

Income Earned on a Gift or Bequest – is gross income

· §102(b) – states that if income is earned on the property that is received by gift or bequest, then that income is included in gross income.
Ex.  A gives to B stock worth 5k and B is paid 1k in dividends that year.  B does not include the stock’s value in income, but does include the 1k earned in dividends.

· Also, gifts and bequests if income only are not excludable from gross income.  (as in situations where A gives to B a life estate that entitles B to all the income earned on Blackacre.  B will include all the income in his taxes because he has no basis and C, the remainderman, will get the benefit of the basis.)

Income Taxation of Estates

· As with a trust, the initial “funding” of the estate with the decedent’s property is not gross income to the estate by reason of §102.  The subsequent income received by the estate during this period is gross income to it.

· Like trusts, estates can get a distribution deduction, but the deduction cannot exceed estate net income.  The distributees must include the distribution in income.

· However, unlike trusts, distributions made in satisfaction of specific property bequests (“I leave 10k to B”) are not treated as distributions that carry income to the distributees.
· The main difference between trust and estate taxation is that distributions from the estate in satisfaction of specific property bequests and fixed monetary bequests and NOT treated as distributions of the type that carry income to the distributees.
What is a Gift?

Duberstein Case – A gave Cadillac to B – what it a gift?
· For a payment to be a gift for income tax purposes, it must be made by the transferor with a detached and disinterested generosity, or out of affection, respect, admiration, charity, or like impulses, as viewed objectively.  An absence of a legal or moral obligation is not sufficient.  
· It is not a gift is the transfer arises out of the incentive of an anticipated benefit, a recompense of past services, or an inducement to be of further service in the future.
· Note – Congress enacted §274(b) which says that a donor engaged in a business activity can deduct up to $25 per donee for transfers related to the activity even if the donee is entitled to exclude the transfer as a gift.
· Rule – a voluntarily executed trans of property by one to another, w/o any consideration or compn therefore, though a CL gift, is not necessarily a “gift” w/in the meaning of the statute.

· Rule – the mere absence of a legal or moral oblgn to make such a pymt does not establish that it is a gift.

· Rule – If the pymt proceeds primarily from “the constraining force of any moral or legal duty” or from “the incentive of anticipated benefit” of an economic nature, it is not a gift.

· Rule – where the pymt is in return for services rendered, it is irrelevant that the donor derives no economic benefit from it.
Olk Case – casino chips case

· If the flow of the tips is fairly regular and the tips are contributed by people with whom the employees have personal contact, the tips are taxable.  They are not the result of detached and disinterested generosity, but are given as a result of superstition.
      U.S. v. Harris – man gives 2 women lots of gifts and money.

· In distinguishing between income and gifts, the critical distinction is the transferor’s intention.  A transfer of property is a gift if the transferor acted out affection, respect, admiration, charity, or like impulses.  The love letters received by the TPs in this case (had they been admitted into evidence) could have established the presence of a gift intention.

Note – the tax courts are iffy on the subject of payments made to lovers.  But it is sufficient to say that a person can treat cash and property received from a lover as “gifts” as long as the relationship consists of something more than specific payments for sessions of sex.

Deductibility of Gifts

Rule – Gifts (other than charitable contributions under §170) are normally not deductible b/c they are personal or family expenses or losses, and bequests and inheritances can’t be deducted b/c neither the TP nor the TP’s estate exists at the moment of death

· Cong, displeased over the prospect of a business gift being both deducted by the donor and excluded by the donee, enacted § 247(b) shortly after Duberstein was decided.

· The IRS interprets §247(b) as allowing a transferor who is engaged in a business or investment activity to deduct up to $25 per yr, per transferee, for transfers related to the activity even if the donee is entitled to exclude the transfer as a gift under Duberstein’s “detached and disinterested generosity” standard. §274(b) says if it’s a gift then the donor cannot deduct, even if it’s a business gift.  Look at the bottom of pg. 246.
· If the TP claims a dedn in excess of the $25 ceiling, that excess dedn suggests that the transferor did not intend the §102(a) exclusion to be available to the transferee to any extent.  This belief should make § 102(a) inapplicable to the entire transfer.
Life Insurance
· Term Life insurance – the payment premium increases as you age.

· Whole Life insurance – the payment premium stays the same as you age.

· Actuarial Benefit – the difference between the payoff amt and the amt paid in premiums.

· §101 – provides that proceeds paid under a life insurance contract because of the death of the insured are excluded from gross income.

· However, purchasers of life insurance from a previous owner as investors produces includable gain equal to the difference between the proceeds received upon the insured’s death and the purchaser’s cost.

· §101(a)(2)(A) – a child can hold a policy on his father’s life because he has an insurable interest in his father.  Thus, you can transfer the benefits to a child and on your death, the child will not include it as income.  But you cannot purchase a policy on your neighbor’s life.

· §101(a)(2)(B) – a business can buy a policy from another partner and not be taxed on the proceeds.  But, he cannot get a deduction for the premiums paid.

Prizes and Scholarships

· §74 – all prizes are taxed to the recipient except those excluded under §74(c) as an “employee achievement award”
· §74(b) – prizes received as awards for certain achievements (such as the Nobel Prize) are not includable in income as long as you (1) are selected without any action on your part, (2) you are not required to render future services, and (3) if you give the award money to charity.
· §117 – qualified scholarships are not includable in income as long as it is “an amt received in pursuit of a degree and used for tuition and related expenses.”  But, money received for room and board expenses is not a qualified use and is taxable.  But, the student does not have to trace the scholarship money to qualified uses.
· There is no exclusion for money received in compensation for research, teaching, or other services done primarily for the benefit of the grantor.

· Athletic scholarships are not taxable as long as the person continues to play.

· §102(c): deals w/ gifts from an ER to an EE. Prohibits exclusion allowed under §102(a) for gifts by ER. Gifts made outside one’s family in a business context are still governed by Duberstein.


Chapter 11 – Subsistence and Family-Related Tax Allowances and Progressive Rates

Personal Exemptions
· §151(b) – provides that each taxpayer receives a personal-exemption of $2k ($2,800 as of 2000).  Married couples filing jointly receive 2 personal exemptions.

· Phase-Out – the deduction is phased out by 2% for each 2,500 of gross income above the TP’s threshold amt (100k for an individual)

· The personal exemption is denied to any person eligible to be claimed as a dependant by another.

Illustration of the Personal Exemption Phase Out  - H and W have AGI of $171,000 and file a joint return.  Absent § 151(d)(3), the TPs would be entitled to two personal exemption dedns of $2K each, a total of $4K.  B/c the TPs’ AGI exceeds the “threshold amt” of $150K in § 151(d)(3)(C)(i), the $4K exemption amt must be reduced under § 151(d)(3)(A) by the applicable percentage defined in § 151(d)(3)(B): 2% for each $2,500 (or fraction thereof) by which AGI ($171K) exceeds the threshold amount ($150K).  Here, $21,000/$2,500 = 8.4, so the $4K exemption amt must be reduced by 9 “2% reductions” (or 18%).  The TPs’ personal exemption dedn is thus $3,280 instead of $4K.

Standard Deductions

· §63(c) – this deduction is not subject to a high-income phase-out.  The amt of the deduction varies according to how you file, if you are head of a household, and if you are elderly or blind.
What is diff b/t std dedn and personal exemption? Unlike the $2K flat-rate exemption amts under § 151, the amt of the std dedn varies with filing status and is raised if the TP is over the age of 65 and/or blind.  Other provs are in §§ 62 & 63.
Family Allowances

· §24  - Child-Tax Credit – there is a $500 tax credit for each qualifying child under 17.  The credit if phased out beginning at 75k for individual filers and 110k for joint filers.

· §21 – Dependent Care Tax Credit – allows a taxpayer with one or more dependants under age 13 or physically or mentally incapacitated to credit a certain percentage of qualified expenses against income.  The amt is 30% if the TP’s income is no more than 10k.

· A dependant must fit the definition in the tax code and the claimant must supply more than half of the dependant’s support.  Also, the claimed person must either have gross income less than the personal exemption amt of be a child of the claimant under 19.

· Support includes things like food, shelter, clothing, medical care, transportation costs, etc.  But things like a lawn mower bought for the child to do chores is not support because it is a family item and will benefit the whole family.  A TV set given as a gift can be support.  A car in the father’s name, but given to a child to drive is support as far as the operation expenses go.

· Unemployment benefits are included as income under §85.

· Social Security benefits are taxed under §86  When you pay into social security you do not create any basis.  So the money is taxed twice – when it goes in and comes out.

Summary

· Rule – The personal exemption is denied to any person eligible to be claimed as a dependency exemption by another.  § 151(d)(2).  The same is partially true for the standard dedn.

· Rule – The standard dedn of an eligible dependent is disallowed except to the extent of the greater of $500 or $250 plus the dependent’s earned income.  § 63(c)(5).  Thus, anyone who earns more than the std dedn through perf’g servs can fully use the std dedn, even if he or she is claimed as a dependent by another.

· § 152 – defn of dependent.  It requires:

· that the claimant and the claimed person stand in one of the relats specified in clauses (1)-(9) of § 152(a), and

· that the claimant supply more than half of the claimed person’s “support.”

· The support test uses a fraction = support supplied by the claimant over the dependent’s total support. 

· Scholarships for student dependents are excluded from the denominator.

· In order to claim a dependency exemption, the claimed indiv must not only be a “dependent” under § 152, he or she must also either

· have GI less than the § 151(d)(1) personal-exemption amt or

· be a child of the claimant who is either under age 19 or  a “student” (as defined by § 151(c)(4)) who is under age 24.  § 151(c)(1).  

· Rule – a dependency exemption cannot, however, be claimed for a person who is married and files a joint return.  § 151(c)(2).
Revenue Ruling 77-282

· In general there is a support requirement for dependants.  What is support?  Pg. 263 discusses that a capital item is support.  

· Support includes things like food, shelter, clothing, medical care, transportation costs (§152(a)), etc.  Buying an electric organ for the sole benefit of the dependent is considered support.  Buying a kid a lawn mower so that he mows the lawn is not an item of support; it is viewed as a family item and benefits the whole family.  Note that the year support is received and not the year of payment is controlling.  

· Auto owned by parent who just permits child to use it is not support.  Out of pocket expenses of operating auto for benefit of child is includable.

· Auto purchased as gift for child and in child’s name is support.

· Look at Pg. 273, Problem 1(b): Any amounts saved by Patsy are excluded from the denominator.  The car is for $6K, the value of support provided by the parent includes free rent, if nothing is saved.  The scholarships do not go into either the numerator or denominator.  Patsy is over 19 and is a student.   Look at §152(e)-the custodial parent gets the exemption.  The non-custodial parent can get the exemption ONLY IF the non-custodial parent provides documentation and procures a signature from the custodial parent “giving up” the exemption.

Chapter 12 – Medical Expenses

· §213 – allows a deduction for personal medical expenses as long as their amt exceeds 7.5% of the TP’s adjusted gross income.  Includes insurance premiums, amts paid for medical treatment and case.

· Medical expenses have a deduction floor because they should not be deductible unless the expense is an extraordinary reduction of wealth.  Otherwise, the expense is equivalent to an ordinary expenditure for living expenses which are already accounted for in the standard deduction.

Medical Care Defined – 

Under §213(d)(1)(A), it is defined as amts paid for the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body.

This includes expenses related to:

· Transportation primarily for and essential to medical care.  Cannot be lavish, so cannot and if doctor tells you to move to Florida, only deductible if prescribed and is not for personal pleasure or vacation.

· Cost of meals and lodging in a hospital

· Lodging expenses connected with outpatient medical care away from hone.  The deduction is limited to $50 a night.

· Cost of medial insurance premiums, contributions to Medicare and for long-term care coverage.

· Cost of prescribed drugs
Excluded medical expenses are:

· The cost of cosmetic surgery unless it is necessary to correct a congenital abnormality, disfigurement, or injury from a trauma.

· Medical expenses of marijuana where it’s not legal.

· Costs of going to a gym

· Costs incurred for keeping up your general health.

· Costs of nicotine patches and gum – but stop smoking programs and prescribed drugs are deductible.

Additions to a Residence

· A medical expenditure is deductible in full in the year that it is paid for although the purchase may be an asset that would normally require capitalization (i.e. wheelchairs, artificial limbs)
· But, a medical capital expenditure that improves property of a residence (i.e. elevators, saunas, swimming pools) is only deductible to the extent that the cost is in excess of the increase to the property’s value that is attributable to the improvement.
The TP can deduct only unreimbursed medical expenses.  Furthermore, if a TP incurs expenses in year 1 and is reimbursed in year 2, then he must take the full deduction in year 1 regardless of the possible reimbursement and then claim the reimbursement in year 2 as gross income.
KEY Rule: taxpayer can deduct only unreimbursed medical expenses figured on a year-to-year basis, the excess of actual outlays during the year over any insurance reimbursements and damage recoveries received during the same year. [Note: see the effect of receiving a damage award for a personal injury.]

· Amounts paid by an insurance company directly to the providers of medical care do not constitute expenditures by the taxpayer and are not deductible.

Chapter 13 – Personal Casualty and Theft Losses

§165(c)(3) – allows a deduction for personal theft and casualty loss.

· Casualty loss – a loss resulting from a sudden and unexpected cause such as a flood, earthquake, etc.  It is not intended to include gradual losses in the value of property, such as when termites gradually eat away over a period of years.  Also, you cannot intentionally destroy property.
· Theft Loss – a loss resulting from the taking of property that is illegal under the saw of the state where it occurred and the taking was done with criminal intent.  Thus, a TP cannot deduct for simply losing an item and he bears the burden of proving it is a theft.
· A casualty loss is deductible only to the extent that is exceeds 10% of the TP’s AGI.  This 10% “floor” ensures that the loss is extraordinary and causes a decline in wealth.
· Also, there is a $100 “floor” per casualty event.  Thus, the casualty must cost the TP a loss of more than $100.
Timing of the Deduction

· Can deduct the loss when the loss is “sustained”
· A loss is sustained during the taxable year in which the loss occurs.  But, the loss is not sustained as long as there is a reasonable prospect of recovery through insurance, govt. compensation, or tort recovery.
· A theft loss is deductible in the year in which the theft is discovered.
Amount of the Deduction

· Casualty “gain” – when the amt of the insurance proceeds or other reimbursement actually exceeds the TP’s basis.  This gain is included in income as capital gain.

· Casualty “loss” – when the amt reimbursed does not exceed the TP’s basis.  The loss is deducted from income as ordinary loss.

· Partial Loss Deductions – these are allowed.

Ex. A has a ring worth 10k and insurance will pay for only 5k.  A can deduct 5k only.

Ex. X buys a diamond for 90k and it is stolen.  The fmv of the diamond is 100k and it is insured for 50k.  X can deduct as a theft loss the 40k that she did not recover.  But this 40k loss is reduced to $39,900 because of the $100 floor. She cannot deduction the 10k of the fmv that she does not get reimbursed for.  SO X will deduct $39,900.

The Amount of the Casualty Loss Deduction Must Equal the Lesser of:

1. The reduction in fmv attributable to the casualty, or

2. The adjusted basis of the property

Ex. X buys a car for 20k and has a fmv of 16k.  An accident reduces he car’s value to 12k.  X will deduct the 4k decline in value and not the 20k basis because it is the lesser of the 20k basis and the reduction in value.  X will take a loss deduction of $3,900.

Note – loss deductions reduce basis, so X must reduce his basis in the car to 16k.

§165(h)(2)(A) – if personal casualty losses exceed personal casualty gains for the year, the total deductible loss for the year is allowable in an amt equal to the amt of any personal casualty gains for year.  Then, the excess amt of losses that exceed the gains is deductible only to the extent that it exceeds 10% of the TP’s AGI for the year.


Ex. X has AGI of 20k, he has casualty losses of 19k and casualty gains of 5k.  Thus, he has 5k of deductible casualty losses (b/c it equals the amt of casualty gain) and the excess 5k of casualty loss is only deductible up to 3k b/c of 10% floor (10% x 20k = 2k).  Thus, total deduction will be 8k of ordinary losses.

· If personal casualty losses exceed the gains, the losses are ordinary losses and the gains are ordinary gains.

· If personal casualty gains exceed personal casualty losses, the gains are includable in income as capital gains and the losses are deductible as capital losses b/c they arise from a sale or exchange of capital assets.  If this is the case, the capital loss limitation rule of §1211 applies, but the 10% floor is inapplicable to the losses.

· Business or Investment Property – if this type of property is totally destroyed and the property’s basis exceed its fmv prior to the casualty, the amt of the loss is the property’s basis.
Treas. Reg. § 1.165(b ) provides that The amount of personal casualty loss equals the lesser of 

· Lost Value Rule-the reduction in FMV attributable to the casualty (Owens) OR
· Basis Rule-the adjusted basis of the property (§165(b)-cost basis minus the value).  Evidence of economic loss includes repair expenses.  Note that loss deductions reduce basis just as do depreciation deductions.

· Example:  X buys a car for $20K and has a FMV of $16K.  An accident reduces the car’s value to $12K.  X will deduct the $4K decline in value, not the $20K basis because it is the lesser of the $20K basis and the reduction in value.  X will take a loss deduction of $3,900.  Note:  loss deductions reduce basis, so X must reduce his basis in the car to $16K.  

· Rule – Any loss comes “first” out of the basis (instead of first out of any unrealized appreciation).

Example – Suppose an antique side table is purch’d for $10K and appreciates to $17K.  The unins’d table is dam’d by floodwater, necessitating repairs of $9K.  Under Treas. Reg. § 1.165(b), the cas loss eligible for dedn (before the application of any “floor”) is $9K (the lesser of economic loss or basis).  Arguably, however, the loss might be deemed to have come first out of the $7K unrealized appreciation, which lacks basis, so that the first $7K of the loss should be nondedn and only $2K should be ded’ble.  There arguably should be no loss in the tax sense except to the extent that the econ loss due to the cas reduces value “below” AB (i.e., $2K) (((How is the AB $2K?))).  Nevertheless, the more pro-TP result (dedn of the full $9K) was upheld in Cox v. US.
Chapter 14 – Charitable Contributions

Tax-Exempt Organizations

· §501(a) – exempts from income tax various corporations, trust, etc. that fall within one or more of the categories in (c) or (d).  Ex. Public charities, private foundations, etc.
· But, these entities are taxable on “unrelated business income” and “unrelated debt-financed income”
· §170(c) – allows a deduction for any “contribution of gift” if it is made to or for the use of an organization that is exempt under §501(c)(3).
· §170(e)(1) – limits the deduction for contributions of appreciated property to adjusted basis in certain cases.  The deduction is always limited to basis if the appreciated contributed property is NOT long-term capital gain property.
· Private foundation – are organizations financed primarily from endowment income or large gifts and bequests from a family or narrow group of donors.
· Private Operating Foundation – a private foundation that essentially carries on activities directly (such as a museum) rather than making grants to other charities or individuals.
· Public charities-supported by contributions from the public or by fees.  Org that is a traditional charity such as school, church, etc.  or it is an organization largely funded by the public.

· Conduit Private foundation is an org that as soon as it gets the money it turns it around and gives it to other public charities.
Mechanics of the Deduction

There are 2 issues:

1. What is the amt of the contribution and
2. How much of that amt may be deducted (what is the percentage limitation)
Percentage Limitations

· The deduction allowable for cash gifts to public charities in a year is limited to 50% of the TP’s AGI.  Any amt over the 50% mark can be carried forward for up to 5 years and be deducted then.

· Corporate charitable deductions are limited to 10% of the corporation’s AGI.

Property Contributions
· If property rather than cash is contributed, the deduction is equal to the fmv of the property as long as it is long-term capital gain property.  It is NOT limited to the TP’s basis.

· The deduction is always limited to basis if the property is not “long-term capital gain” property (i.e. self-created art, etc.)

· If it is “long-term capital gain property”, the deduction is equal to the fmv of the property.  But, the deduction is limited to basis if the property is tangible personal property that is NOT used by the donee in connection with any its exempt purposes or functions.

· Also, deductions of the fmv of appreciated property is limited to 30% of AGI. Thus, some TP’s may want to deduct only their basis in the property.

Ex. X has an AGI of 100k.  He buys property for 40k and gives it to charity when its fmv is 60k.  Without considering the 30% limitation, X is allowed to deduction 60k if it is long-term capital gain property.  With the 30% limitation, X can only deduct 30k and can carry forward the rest into next year.  If X elects to use his basis of 40k, he can use the 50% limitation and thus deduct the 40k all at once.  But, under this, he will not have any carryover.

Ex.  If X donates Picasso with a basis of 10k, and a fmv of 100k to the museum, X can deduct the fmv of 100k because it is tangible personal property used by the donee in connection with its function as a museum.  But, if X donates it to the Law School, he can only deduct the 10k basis because it is not used in the school’s functions.

	Type of Property

· No gain property (i.e. cash or loss property)
	Amt of Contribution

FMV
	% Limit

50%

	· Appreciated ordinary income property or short-term capital gain property
	Adjusted Basis
	50%

	· Long-term capital gain property

· Real property or intangible personal property (such as stock) or,

· Tangible personal property and related use

· Tangible personal property and unrelated use.
	FMV

Or

Elect Basis

Basis
	30%

50%

50%


Contribution

· A contribution or gift does not include a payment to a charity to the extent that the donor expects to receive an economic benefit in return
· Payments made to a church in order for a parent to send her child to the church’s parochial school are not deductible.
What is a Contribution or Gift?

· A contribution or gift does not include pymt to a charity to the extent that the donor expects to receive an economic benefit in return.  Example:  Pymts made to a church in order for a parent to send her child to the church’s parochial school are not ded’ble.

· The test is the same for gift under § 102 in ch 10.

· If the “donor” receives full value in return, the donor either hasn’t incurred a decrease in wealth (an “expense” or “loss”), or the donor has made the equivalent of a consumption purchase.

· If J purchs a ticket to a United Way dinner, only the portion of the ticket cost that excess the value of the dinner received in return is a C or G.

· The 1993 Tax Act imposed an obn on charitable orgns that provide goods or servs to donors as a quid pro quo for the transfer to inform contributors of $75 or more of the portion of the transfer that is a deductible “contribution.”  § 6115 
Some contributions are so de minimis that they can be ignored in valuing the amt of the net contribution.

Hernandez Case – payment to Church of Scientology in order to receive services of auditing.

· Majority  - Payments made to the Church of Scientology for auditing and training services are a quintessential quid pro quo exchange because the TPs received an identifiable benefit directly in exchange for their money.  The fact that this is a religious benefit does not change the nature of the transaction.
· Dissent – O’Connor – An amt given to a charitable institution should only be disallowed when the quid pro quo received is a benefit that has commercial value.
§6115 – says under a quid pro quo analysis, when a charity provides goods or services in return for the contribution, that contribution is deductible only to the extent that the amt exceeds the value of the services.  But if the contribution is to a religious organization, the full deduction is allowed if the TP receives solely an intangible religious benefit.

· A ticket purchased to attend a United Way dinner is a deductible contribution only to the extent of the amt that exceeds the actual value of the dinner itself.
Gifts of Appreciated Property

A. Gift of appreciated stock to a public charity:

i. Deduction for FMV

ii. Stocks that aren’t publicly traded, there’s no deduction for FMV, only for basis

B. Gift of appreciated stock to a private foundation 

i. §170(e)(5): donor doesn’t get a deduction of the full FMV if donation of a public stock to a private foundation. Query: does he get a deduction for the basis??

C. Gift of tangible personal property for the use of-not for the use of- and self created assets

i. For the use of: you give a Picasso painting to a museum, you get a deduction

ii. Not for the use of: you give a Picasso to UH, no deduction

iii. Self created asset: you spend $ on supplies and paint a masterpiece that appreciates in value. Then you give it to a museum. There is no deduction for the FMV of the property. Only the basis is deductible because the product is not a capital asset and cannot be transformed into one by the creator. 

Bargain Sale – Ex. Property with a basis of 4k and a fmv of 10k is sold to charity for 4k.  The effect of the sale is that 40% of the property was sold and 60% was given as a gift.  Thus, take a deduction of 6k

Gift of Partial Interests – if you give a charity 1 million into a trust with a benefit to you for life and the remainder to the charity, you can get an immediate deduction now for the remainder interest only if the trust is a CRAT or CRUT. (see §170(f))

Gift of Future Interests – under §170(a)(3), a gift of a future interest in tangible personal property is good only when all intervening interests and rights to the enjoyment of the property have expired.
Chapter 15 – Taxes Paid (How Government Tax Systems Accommodate Each Other)

§275 – most federal taxed are not deductible with any circumstances, even if connected with a trade or business.

§164(a) – state, local, and foreign taxes connected with a TP’s profit-making activities can generally be deducted.  Sales taxes are not deductible to any extent if incurred in connection with the purchase or disposition of a personal-consumption asset, nor can they be added to the basis of personal-consumption assets.

· Foreign taxes may be creditable.

· Sales taxes are not deductible unless allocable to acquisition of investment and business property.

· State and local property taxes and income taxes are deductible even if connected to personal consumption

Taxes Paid as Personal Deductions

Deductible Taxes

· State and local personal property taxes related to stocks and autos are deductible.

· Rule – Sales taxes connected w/ business and investment transactions can either be deducted (if current expenses) or capitalized (added to the basis under § 1016 if cap exps in conn w/ the acquisition or disposition of property) i.e..  Sales taxes are not deductible unless allocable to acquisition of investment and business property. § 164(a).  

· Rule – State and local property and inc taxes are ded’ble under the first sentence of § 164(a) even if they are connected w/ personal consumption.  Such property and inc taxes are currently deducted, i.e., they are always deemed to be “expenses,” not cap exps, unless some other section (such as § 263A or § 1001(b)) mandates capitalization in the particular case.

· State and local personal property taxes related to stocks and autos are deductible

· Rule – Fed inc taxes, estate and gift taxes, and the employee portion (FILA) of fed payroll taxes are nondeductible.  § 275. 

· Rule – Emp’rs may deduct their portions of fed payroll taxes as § 162 business expenses.

Jurisdiction to Tax

Based on:

1. Citizenship

2. Residence

3. Location of the activity

· Citizens and residents are taxed on their worldwide taxable income

· Non-resident aliens are taxed only on U.S. source income (i.e. foreign company owns a building in the U.S.)

· If 2 countries asset tax jurisdiction, the jurisdiction of the source country should take precedence.

Foreign Tax Credit - §901

· This allows foreign income taxes to be credited dollar for dollar against US income tax of US citizens and residents
· Theo foreign tax credit should not exceed the amt of US tax on the foreign-source income. If it dos exceed, the amt can be carried forward.
Ex. – US citizen X has 2 million of worldwide income, the US tax on which is 600k.  1 million of this has a source in foreign country A which has a tax rate of 25%.  X must pay A 250k.  X is entitled to a credit of 250k against his US tax (the lesser of the foreign tax or the 300k of US tax allocable to the 1 million of foreign source income).  Thus, X ends up paying 250k to country A and 350k to the US.  If the tax rate in country A had been 38% resulting in a tax of 380k, the foreign tax credit would be limited to 300k *the amt of US tax on the 1 million of foreign source income).  Thus, X would pay 380k to country A and 300k to the US.  The 80k of foreign tax in excess of the limitation can be carried forward to the next year.

· §911 – says that foreign-source earned income up to 72k of US citizens and residents living abroad can be excluded (on election).  But if this is elected, the person cannot claim a foreign tax credit.

· Under §164 – a TP can elect to forgo the foreign tax credit and deduct foreign income taxes and property taxes.  But most like the credit scheme better.

· There is not tax credit for state income taxes paid.

State and Local Bonds - §103 – gross income does not include interest earned on any state or local bond.

Private Activities Bonds
Expenses for Determination of Tax Liability
· §212(3) – allows a deduction for expenses incurred in connection with the determination and collection and refund of any tax.

· Lykes v. U.S, pg. 328:   Sup Ct held that the expenses of contesting possible fed gift tax liability were outside the scope of § 212(1) & (2), even though the subject of the gift was inv property, b/c the underlying transaction was inherently personal.

· Congress responded by enacting §212(3), overturning the Lykes result.

· § 212(3) regulations now provide that expenses pd or incurred by a TP for tax counsel of exps pd or incurred in conn w/ the prep’n of his tax returns or in conn w/ any proceeding involved in determining the extent of his tax liab or in contesting his tax liab are deductible.

· Merians Case – a law firm provided a client legal services for estate planning

Holding – Only fees related to tax advice is deductible.  The petitioners failed to provide the breakdown of the fee as to which was allocable to tax advice.

Chapter 16 – Personal Interest

General rule, allow deduction for all interest paid or accrued within the taxable year.  
§163(a) – interest expense as “rent” for the cost of money is generally deductible

§163(h) – personal interest expense is not deductible unless it is:

1. Business or investment interest

2. Qualified resident interest

3. Passive Activity Interest

Qualified Resident Interest

This is interest paid with respect to either:

1. Acquisition indebtedness up to 1 million.  This debt must be used for certain purposes such as purchasing, building, or improving a resident and must be secured by the qualified residence.

2. Home equity indebtedness up to 100k.  This is debt other than acquisition indebtedness that can be used in any way to the taxpayer likes and is secured by the residence.

· A qualified resident means the TP’s principal residence and one other of his residences selected by him.

· The qualified residence interest is an itemized deduction and serves as an incentive to buy homes and to subsidize home ownership.

· Interest is a current expense and not a capital expenditure, even when used to finance a home.

The Reality of a Deduction for Personal Interest Expense

A. §163(a): allowable deduction for all interest paid or accrued within the taxable year on indebtedness.

B. §163(h)(1): provides that interest incurred to finance personal consumption (e.g. interest paid on a personal car note) is not deductible. 

C. §163(h)(2): defines non-deductible ‘personal interest’ as all interest which is NOT:

i. interest paid or accrued on indebtedness properly allocable to a trade or business

ii. any investment interest

iii. passive activity
iv. qualified residence interest w/in the meaning of paragraph 3.

1. §163(h)(3): qualified residence interest is comprised of 2 parts:

a. acquisition indebtedness: debt used for certain purposes (purchasing, constructing, or substantially improving a qualified residence) that is secured by such qualified residence. This debt cannot exceed $1M or $500,00 for a married individual filing separately.

b.  Home equity indebtedness: debt other than acquisition debt which does not exceed $100,000 or the ‘equity’ of the securing residence (FMV of residence – outstanding acquistion indebtedness secured by that residence.)

i. There is no constraint/limitations on the use of home equity indebtedness money. Therefore, it can be spent on a college education, or a lavish vacation w/o jeopardizing the deductibility of that interest (this is not the same w/ acquisition indebtedness.)

c. This deduction only applies if you have a ‘qualified residence.’ Qualified residence = the principal residence of the taxpayer as defined in §121 and one other residence of the taxpayer which is selected by the taxpayer for purposes of this subsection for the taxable year and is used by the taxpayer as a residence. (there can be up to 2 residences under deduction allowance—but cap applies to deduction on both residences combined).
d. One of other type of personal interest is deductible: §221: education interest ($$ received for a qualified educational loan).
Chapter 17 – Of Human Capital

Human Capital – is all the physical and mental attributes of a human necessary to earn compensation and that has value in the market place (i.e. skills, training, education)

Issue of Human Capital – Can investment in a workforce be deducted or amortized?

Reputation & Goodwill

· Welch v. Helvering – a company owner paid off company debts in order to reestablish credit and reputation in the community.
Holding – A TP who pays the debts of a third party for reasons necessary to the TP’s business may not deduct the payment as ordinary and necessary business expenses because it is highly extraordinary for an individual to pay the debts of others in the absence of some legal obligation to do so.

See T.R. §1.162-4 on repairs.  The cost of repairs to keep property in ordinarily efficient operating condition may be deducted as an expense, provided the cost of acquisition or production or the gain or loss basis of the taxpayer’s plant, equipment, or other property, as the case may be is not increased by the amount of such expenditures
Education
· §162 – requires that the TP already be “carrying on” an existing business to deduct related expenses.  Start up costs are not deductible

· TR §1.162-5 – expenditures made on education are deductible as ordinary business expenditures if the education:

1. Maintains or improves skills required by the person in his employment or trade, or

2. Meets the express requirements of the employer, or the requirements of the applicable law or regulations, imposed as a condition on the person to the retention of employment, status, or rate of compensation.

· Even if the outlay satisfies these requirements, it is still non-deductible if it:

1. Pays for education required to meet the minimum education requirements in the TP’s employment or trade, or

2. Leads to qualifying the TP for a new trade or business.

· Thus, a deduction is denied unless the expenditure is to maintain or repair.

Sharon v. Commissioner – person claimed to amortize the cost of obtaining his license to practice law in NY.

Holding​ – Cannot amortize bar course fees and tuition because it helped to qualify him for a new trade.  But he can amortize the license fee paid to NY and the expenses incurred to obtain a license to practice in Ca because it is a requirement of law.

Job-Seeking Expenses 

· Primuth Case – TP paid 3k to an employment agency to help him find a new job

Holding – Expenses are deductible if you are still employed somewhere else and you are looking for a hob requiring the same skills and qualifications.  Success is NOT the touchstone for deductibility.  The touchstone IS the fact that you are already in the trade or business.

Moving Expenses
· A deduction is allowed under §217 with respect to reasonable expenses and travel costs (not meals) incurred to move the TP, his family, and household goods to a new residence.

· This is allowed only if the change is occasioned by a new place of work that is at least 50 miles farther from his former residence.

· The employee cannot deduct these expenses if he is also reimbursed by the employer.

Other Non-Deductible Expenses
· Cannot deduct a speeding ticket (or any other fine or penalty) gotten in the course of moving.

· Cannot deduct expenses to move an illegal operation or expenses involving illegal payments such as bribes.  (although legal bribes such as giving a whiskey bottle to the court clerk to get things filed faster is probably deductible).

· Cannot deduct lobbying and political expenditures unless used for lobbying local government bodies.

· Cannot deduct travel as a form of education.

Miscellaneous

Tank Truck Rentals: no deductibility of speeding ticket during your work related move. See §162(f)

· Sullivan: deduction allowed for rent and reasonable salaries paid by an illegal bookmaking (gambling) establishment.

· Tellier: deduction allowed for legal expenses for defense in securities fraud matter.   


· Congress enters this field:

i. §162(c): payments, bribes or kickbaks illegal in themselves cannot be deducted if they are described in this §. (legal bribe = bringing whiskey to court clerks at Christmas to foster good will for the next year).

ii. §162(e): no deduction allowed for influencing legislation but you can deduct costs for influencing local legislation

iii. §162(f): fines and penalties cannot be deducted

iv. §162(g): 2/3 of anti-trust treble damages are non-deductible if the taxpayer pleads/is found guilty or pleads ‘no lo’ to a criminal anti-trust charge.

v. §280(e): no deductions or credits for expenses of a business that involves trafficking in illegal drugs but this does not apply to basis offsets and inventory costs.

Chapter 18 – Loss of Human Capital

§104(a)(2) – excludes form gross income certain recoveries for personal injury and sickness.

Prior to 1996, §104(a)(2) allowed exclusion of all damages received on account of personal injury or sickness.  After 1996, Congress altered §104(a): 1) include in income all punitive damages, 2) include in income damages recoveries for non-physical injuries.

· The common law governs judgment and settlement awards and says that these awards are treated in the same manner as the amts they replace would have been treated.  Thus, damages received to replace lost profits or wages is taxable.
How do you tax damages? The Raytheon case gives you the answer to this question Raytheon Prod. Corp. v. Commissioner, pg. 367 gives us two major principles: 

· The ct held that damage recovery under the antitrust laws that replaces lost business profits is taxable in full, just as the profits themselves would have been taxed if the defendant’s unlawful conduct had not prevented them from being earned, i.e. amts collected in a judgment are taxed the same as the amts collected in a settlement (also the same as a voluntary pymt)  

· The ct further held that an award representing compensation for the damage or destruction of property is treated as an amt realized under §1001.  It is taxable to the extent that it exceeds any AB that the TP may have had in the property. (this principle based on a parenthetical).

Hypothet:  Surgeon is run over by a drunk driver; her hand is badly damaged which destroys her established career.  Future lost earnings is taxable.  Recovery for lost earnings between time of accident and time of award is taxable.  Punitive damages are presumably taxable as an accession to wealth.

House Bill

· Damages excluded from gross income must be received on account of a personal injury or physical sickness.
· If an action has its origin in a physical injury or physical sickness, then all damages (other than punitive) that flow therein are treated as payments received because of physical injury or physical sickness, whether or not the recipient of the damages is the injury party.
· Punitive Damages received on account of personal injury or sickness are included in gross income whether or not related to a physical injury or physical sickness.
· Damages arising from a claim of Emotional Distress are not excludable unless the emotional distress claim is attributable to a physical injury or sickness.
· Damages received on a claim of discrimination of injury to reputation are not excludable.
§104 – prevents a double tax benefit by not allowing a TP to exclude dollars for amts that have already been deducted by the TP previously (such as medical expenses).

· Expenses such as legal fees, “allocable” to any tax exempt receipt are non-deductible.
· Any tax-free recovery will maintain its tax-free status even if it is payable to the TP in installments.  But, if the installment payments bear a stated rate of interest, that interest portion is taxable.
· Worker’s Compensation – paid because of personal injury is excluded.
What does Rev. Ruling 58-418 say?  If the verdict or settlement fails to apportion the recovery between its exempt and non-exempt components, the allocation of fees and other expenses should generally be made for tax purposes in the same ration as the plaintiff’s complaint asked for exempt and non-exempt damages, at least in the absence of better evidence pertaining to the allocation. What is important is that you become aware of the tax results before you settle
Chapter 19 – Taxpayer Activities: Personal vs. Business/Investment

Note – Whether an activity is considered person or business is important because personal activities, expenses, and losses are generally non-deductible.

Gambling Losses
· §165(d) – a TP can deduct the losses incurred while gambling up to, but not exceeding, your gambling winnings.  Thus gains are offset by allowing a deduction to the extent of gains.  Gambling winnings are includable in gross income.
Ex.  
Losses = 1k, Winnings = $600.  Deduction limited to $600 and no carryover.

Losses = $600, Winnings = $1k.  Deduction limited to $600 and include a gain of $400.

Hobby Losses

· §212 – an individual can deduct all ordinary and necessary expenses incurred for (1) the production and collection of income and (2) for the management, conservation, or maintenance of property held for the production of income.
· Wrightsman Case  - TP collect artwork for investment and tried to deduct losses
Holding – the deductibility of the expenses depends upon whether the TP collected the art primarily as investments or primarily for personal pleasure as a hobby.  Must analyze the facts on a case-by-case basis.

The Mechanics of § 183


· Generally, no deduction is allowed if an individual is engaged in an activity not for profit.

· However there is an exception:  §183 creates a dedn for expenses, depn, and losses, but the aggregate of such dedn cannot exceed the amt of GI from that activity.  Disallowed (net losses) dedns cannot be be deducted against other income.  Further, any excess cannot be carried over.  

· Note that there is a presumption that if there are profits in 3 out of 5 consecutive years you are engaged in a for profit business.  [§ 183(c)]  Notice that is 2 out of 7 for horses.

· Considered “anti-sheltering.” § 183(b) has been held to apply to tax shelters designed to generate “tax losses” that produce overall econ ben solely b/c the value of the tax bens generated by the tax losses exceeds the activity’s pretax economic loss.

· If the activity is found to be for profit, then these limitations do not apply and deductions can be taken under §162, §165, §167, §212, etc.

· Ordering Rules under §183(b):

· Statutory deductions are taken first-those allowed under other provisions of the tax code

· Excess deductions are taken second-those allowed as long as they do not exceed gains.  See example below.

· Statutory test - § 183(c) defines a “not for profit activity” as one whose exps are not ded’ble under § 162 or § 212(1) or (2).  

· Rule—If an activity survives the inquiry described above and is considered to be engaged in for profit, then the limitns of § 183 do not apply.  Dedns are taken directly under §§ 162, 165, 167, 212, etc., and any amt that cannot effectively be deducted may be carried over to other taxable years if allowed under § 172.

· Rule—If an activity is determined to be “not for profit,” then no dedns are allowable directly under §§ 162, 212, 165(c)(1) or (2), or 167 for expenses, losses, and depreciation. § 183(a). But § 183(b) steps into the resulting breach.  It permits the TP to deduct an amt equal to the amts that would have been ded’ble under those sections if the activity had be a for profit one—but only to the extent of GI from the activity reduced by dedns allowable w/o regard to a profit motive, e.g., qual’d resid int, st and local inc and property taxes, an allowable personal cas losses.  Dedns in excess of this amt are totally disallowed.

· Example:  X has a hobby of woodworking that produces $5K of income and $7K of losses and expenses.  Because it is not for profit, X can deduct only $5K of the $7K losses and expenses.  The remaining $2K net loss is not deducted and it is not carried over.  But if the $4K of the total &K of loss is a personal casualty loss because of theft, the $4K is deductible as a casualty loss and only $1K is deductible of the remaining $3K loss.  If the casualty loss had been $6K, then $6K would have been deductible even thought it exceeds the $5K income and the remaining $1K loss is not deductible.

· §183 – if an individual is engaged in an activity that is “not for profit”, generally, no deduction is allowed except that:
- The expenses, depreciation, and losses attributable to a TP’s not for profit activity are allowed, but the aggregate of such deductions cannot exceed the amt of gross income from that activity.  Disallowed excess deductions cannot be carried forward.

Ex.  X has a hobby of woodworking that produces 5k of income and 7k of losses and expenses. Thus, because it is not for profit, X can deduct only 5k of the 7k losses and expenses.  The remaining 2k “net loss” is not deducted and is not carried forward.  But, if 4k and the total 7k of loss is a personal casualty loss because of theft, the 4k is deductible as a casualty loss and only 1k is deductible of the remaining 3k loss.  If the casualty loss had been 6k, then 6k would have been deductible even though it exceeds the 5k income and the remaining 1k loss is not deductible.

· If the activity is found to be for profit, then these limitations do not apply and deductions can be taken under §162, 165, 167, 212, etc.

The Profit Motive Test

· Fields v. Commissioner – a lawyer started farming and raising cattle and incurred losses
Test – whether the TP is engaged in the activity predominantly with the purpose and intention of making a profit.  The TP’s expectation of profit need not be a reasonable one, but it must be in good faith.

· TR §1.183-2(b) gives 9 factors used to determine if the activity is not for profit:

1. How the TP carries on the activity – does he keep book and records as a business should

2. The expertise of the TP and his advisors – the more expertise, the better.

3. The time and effort expended by the TP in the activity

4. Expectation that assets used in the activity may appreciate

5. The success of the TP is carrying on similar activities

6. The TP’s history of income and losses related to the activity – better to have more income b/c who wants to continue in an investment if you never make money.

7. The amt of occasional profits earned in the activity – continued losses over an extended period will weaken the argument, but start up losses are common and will not hurt the argument

8. The financial status of the TP – wealthy people have a tendency to dabble in expensive hobbies such as horse breeding.

9. Elements of personal pleasure and recreation.

§183 – creates a rebuttable presumption that the activity is for profit if it produces a profit for 3 out of 5 consecutive years.  For activities involving horses, it is 2 out of 7 years.

Ordering Rules under §183(b):

1. Statutory deductions are taken 1st – those allowed under other provisions of the tax code

2. Excess deductions are taken 2nd – those allowed as long as they do not exceed gains.

Chapter 20 – Allocating Deductions Between Income Production & Personal Consumption

This deals with commingles activities between one’s personal life and business life

· §262 – says no deduction for personal consumption expenses

· §162 – says a deduction is allowed for ordinary and necessary business expenses, including traveling and meal expenses while away from home

Meals
· Moss v. Commissioner – a group of lawyers meet each day at café for working lunch

Holding – While expenses from occasional lunch meetings may be deductible, expenses incurred from daily business lunches are personal and not deductible, even if they are a part of the regular workday and conducted for the benefit of the organization.

Concurrence – this opinion does not disallow the cost of meals in all instances where only partners ad co-workers are involved, only where these meetings occur 5 days a week, 52 weeks a year.

· Sibla: firefighters were allowed to deduct their meal costs under §162 b/c the payments for the organized mess were mandatory even if they chose not to eat the meals or were unable to eat them b/c they were at fires.

· Pevsner: §162 deduction wasn’t allowed for woman who had to wear certain clothing (store clothing) when she worked. Although woman claimed she only wore the clothing while at work, court held that the clothes had a multi-faceted purpose that could used outside of work, so no deduction. 

· §274(k): There are 2 parts of this §:

i. Entertainment meal expense that is otherwise deductible under §162 or §212 is non-deductible unless the taxpayer or EE of the taxpayer was present.

ii. Any deduction for meals is disallowed to the extent the amount is lavish or extravagant under the circumstances.

· §274(n)(1): only 50% of any meal expense that overcomes the ‘ordinary and necessary’ business expense barrier is deductible. 

· §274(k) says:

· That an entertainment meal expense that is otherwise deductible is non-deductible unless the TP or an employee of the TP was present

· The deduction is disallowed to the extent the amt is lavish or extravagant under the circumstances.

· Under §274(n), only 50% of the meal expense is deductible.

Clothing – clothing expenses are deductible as business under §162 only if:

1. The clothing is a type specifically required as a condition of employment

2. It is not adaptable to general usage as ordinary clothing, and

3. It is not worn as ordinary clothing

· Whether clothing is adaptable to general usage is to be determined objectively, and not based on the TP’s lifestyle.

Litigation Expenses

· U.S. v. Gilmore – husband tried to deduct cost of attorney’s fees for divorce action
Rule – expenses incurred for personal and unusual reasons are ordinary business expenses and are not deductible as such even if they occurred while pursuing business interests.  Origin of the claim test – the claim against the TP must arise out of or in connection with the TP’s business or profit seeking activities in order to be deductible as a business expense.

· A stockbroker could deduct litigation expenses for defending a claim of violation of SEC laws because the claim arose out of his wrongful business conduct.

· The test in this case is called the origin-of-claim test.  Look at pg. 401-the characterization as business or personal of the litigation costs of resisting a claim depend upon whether or not the claim arises [out of or] in connection with the tax payers [business or] profit-seeking activities.  This must be met in order to be deductible as a business expense.

Other Expenses Falling Into Both Categories

· In the case of business meals and entertainment, §274(n) automatically allocated 50% of the expense to business and 50% to persona.
· Car expenses must be allocated on a per mile basis for business use.  Commuting costs are generally not deductible.
· If you own a duplex, you must allocate the portion used for residence and portion used for rent.
· If you purchase rental property, the total purchase price must be allocated between the land and building because the building is depreciable, but the land is not.
Converting Property from Personal Use to Income Producing

· Newcomber v. Commissioner – TP moved out of home, tried to sell, never tried to rent it out.
Issue – If the property was converted to property held for production of income entitling the TP to deduct maintenance expenses and depreciation.

Holding – Key element – the intention of the TP.  The court weighed a variety of factors:

1. Was the former residence once the primary residence?

2. Was the house available for reoccupation by them?

3. Were their offers to rent?

4. Were their offers to sell?

The court noted that if property is abandoned, but held onto b/c the owner thinks it might appreciate in value, then could say it is being held for maximum production of income.  But, if the profit represents only the appreciation that took place during the period of occupancy as a personal residence, it cannot be said to be held for production of income.

· Hermann v. Commissioner – TP told his agent to list his property for rent and wanted a deduction.

Rule – 

1. A TP is entitled to a deduction for depreciation on residential property if the property is held for the production of income.

2. A TP is entitled to deductions for maintenance and conservation expenses of an unsold residence, provided that the property is held for the production of income.

3. For a loss to be deductible, it must be incurred in a transaction entered into for profit.  When property has been used as a personal residence, to convert the transaction into one entered into for profit, the owner must do more than abandon the property and list it for sale or rent.  IF the property is sold before it is rented, it generally does not qualify as a transaction entered into for profit.

Home Offices
· §280(a) – disallows any expense and depreciation deductions for home office spaces.

· But, §280(a)(c)(1) – allows deductions if the home office is exclusively used on a regular basis as:

1. The principal place of business of the TP

2. A place of business used by patients, clients, or customers in dealing with the TP in the normal course of his business, OR

3. In the case of an office not attached to the residence, in connection with the TP’s business.

· If the TP is an employee, the use of the office must be for the convenience of the employer.

· A home office qualifies as a “principal place of business” if the office used for administrative activities and there is no other location of the business where the TP conducts substantial administrative activities.

· The amt deductible for the officer has a ceiling – the deductions are allowed only to the extent of the gross income from the business use of the space that is left over after all other allowed deductions have been taken.

Vacation Homes

· Congress also provided rules in §280A to deal w/ the deduction of expenses attributable to a residence that the taxpayer both occupies for personal purposes and rents to others throughout the year—like a vacation home.

· 3 main rules:

1. §280A(g): If the residential unit is rented for less than 15 days throughout the year, the deductions related to the rental other than deductions allowed in any event are completely ignored. 

2. If the residential unit is rented for more than 14 days, and if the home is used for personal purposes in excess of the greater of:

a) 14 days or

b) that # of days that is equal to 10% of the rental period, then the deductions allocable to the rental use of the property, other than deductions allowable in any event are subject to the income limitation of §280A(c)(5).

3. If the unit is rented for more than 14 days, but the taxpayer’s personal use fails to satisfy the test described in (ii), §280A doesn’t apply but §183 might. §183: activities not engaged in for profit.

· Main rule: The deductions attributable to the rental use of the property are figured by multiplying the repair expenses, depreciation, interest, property taxes, etc. w/ respect to the property for the entire year by a fraction- the numerator is the rental days for the year and the denominator is the total days of rental + personal use during the year.

Chapter 21 – Travel and Entertainment Expenses

Transportation expenses – cost of getting from one place to another

Travel expenses – the cost of transportation, meals, and lodging

Entertainment expenses – cost incurred for food, drink, recreation, etc.

· T & E expenses are governed by §162 and §212 and are deductible if they are ordinary, necessary, and incurred while carrying on a trade or business or for the production of income.  If these requirements are met, then the expense must pass the §274 limitations.

· Note: Under §274(d) – cannot deduct T & E expenses unless the TP can substantiate the expenses by “adequate contemporaneous records” and receipts and bills for expenses of $75 or more.

Travel Expenses
· §162(a)(2) – deduction allowed for travel expenses incurred while away from home in pursuit of business.

· If a trip consists of both business and pleasure, look to see if the primary purpose of the trip is business (Gotcher case).  If so, 100% of the trip is deductible.

· Cannot deduct expenses incurred for vacation time tacked on to the end of a business strip.

· Usually cannot deduct travel expenses of a spouse

· Expenses incurred during business travel that are not connected with the travel or business (like buying postcards, making long distance calls) are non-deductible personal expenses.

· Meals connected to travel expenses are only deductible up to 50% under §274

· §274(h) – conventions held outside North America are not deductible unless you can prove it is just as reasonable to hold the meeting outside NA as it is to hold the meeting inside NA. 

· §274(c) – when deducting expenses to travel outside the US, the TP must allocate expenses according to the ratio of business days vs. non-business days.  But, can deduct all the trip if the trip is less than 7 consecutive days or can deduct if less than 25% of your days there are non-business days.

· §274(m) – travel on a cruise ship is not deductible unless the requirements are met and the ports of call are in the possession of the US.
· T.R. 1.162-2(a): Other travel expenses, like meals and lodging, are deductible to the extent they are ‘reasonable and necessary’ in the conduct of the taxpayer’s business and directly attributable to it.
Cruise ship rule: §274(m)(1): limits the amount of travel expense deduction to a ceiling equal to the highest per diem traveling allowances given to federal EE’s multiplied by the # of days of water travel, unless the business or convention itself is on the cruise ship. 

A. If the convention is on the cruise ship, it is subject to §274(h)(2). In order To get a deduction, the business or convention must be related to the active conduct of a trade or business, the ship must be a U.S. cruise ship w/ only U.S. ports of call, the taxpayer must satisfy stringent reporting requirements and the total deductible amount is limited to $2000 per year
B. §274(h)(1): for the cost of attending a convention outside N. America to be deductible, the convention must not only be directly related to business, the taxpayer must show that it is as reasonable for the meeting to be held outside N. America as it would be to hold it w/in N. America
U.S. v. Correl – traveling salesman arte on the road and tried to deduct.

Rule – A taxpayer may deduct the cost of meals only if his trip requires him to stop for sleep or rest.  Travel “away from home” must include travel with sleep and rest – an overnight trip- cannot be a 1-day traveler

Flowers Case – TP commuted 200 miles to work and sough to deduct expenses.

Rule – Expenses uncured in traveling to and from work are incurred solely as the result of a taxpayer’s choice of abode and are therefore personal expenses and not deductible as a necessary business expense.

Court’s Reasoning – The Court defines “home” as the TP’s “tax home.”  The tax home is the TP’s principle place of business, which is determined by looking at:

1. The business time spent at each location

2. Total time spent at each location

3. Revenue generated at each location.

Travel between a principle place of business and a secondary place of business is, thus, travel away from home.

Henderson Case – Icecapade Roadie

Rule - if a TP has no principle place of business, he can claim his place of abode as his tax home.  But, if he continuously travels and does not have substantial continuous living expenses for a permanent place of residence, he cannot have a tax home and cannot claim travel expenses.

· Thus, to claim the deduction, make sure you establish a permanent and paid for residence.  Do not show merely that you return to your parent’s house during idle time, that you pay no rent, and that there is no business reason for your return.

Under §162, the TP is not treated as being “away form home” during any period of employment if that period exceeds one year.  Thus, no deduction for travel expenses.

· According to the IRS, the TP’s “tax home” is generally the location of the TP’s “principal” place of business.  Travel b/t a principal place of business and a secondary place of business is thus travel away from home, as is travel from one’s principal place of business to a temporary job.

· Three factor test of principal place of business:

· business time spent at each location,

· total time spent at each location, and

· revenue generated from each location.

· A TP can’t have two “tax homes.”

Entertainment Expenses 

· Entertainment expenses are governed only but the requirements set out in §162 and the limitations set out in §274.  Once these hurdles are overcome, the deduction is still limited to 50% under §274(n)(1).

· §274(a) – no deduction for the cost of using, maintaining, or operating entertainment facilities like boats, planes, clubs, etc.  These are personal assets.  Also, club dues are not deductible

· §274(a)(1) – there are no deductions for an entertainment activity unless the outlay is either:

1. Directly related to the active conduct of the TP’s business (such as making a deal during dinner), or

2. Associated with the active conduct of the business and directly precedes or follows a substantial and bona fide business discussion (the discussion need not take place on the same day as entertainment, but can follow on the next day).  Expenses used to entertain an existing client merely to maintain a good relationship in which no discussion is had is non-deductible.

· Note - §119 about employer provided meals.

· §274(e) – if an employee is reimbursed for a T & E expense, 100% of the reimbursement is included in income and 100% of the expense if deductible notwithstanding the 50% rule.

Chapter 22 – Individual Income Tax Computation; Business vs. Investment

· Code provs relating to “investment” expenses, depreciation, and losses—§§ 212(1) & (2), 167(a)(2), and 165(c)(2).  The above provisions for “investments” have parallel “business” counterparts in §§ 162(a), 167(a)(1), and 165(c)(1).  The above parallels are attributable to cong dissatisfaction w/ Higgins v. Comm’r (1941).  The SCt held that an indiv’s extensive activities in managing an investment portfolio did not rise to the status of a “trade or business” and, therefore, that the indiv’s mgmt exps were not ded’ble under the then-current Code prov allowing dedn of business exps.

· The provs above preserve the Higgins principle that inv activity is not a trade or business, but they have overturned the result by specifying that inv exps, depreciation, and losses are nevertheless deductible.

· Still some differences b/w business and inv.

· The distinction b/w business and nonbusiness bad debts under § 166 (Chapter 5). The distinction b/t dedns taken in arriving at AGI and dedns classified as so called itemized dedns.

· Others are in Ch. 30.
Groetzinger Case – full-time gambler

Holding – A full-time gambler who makes wagers solely for his own account is engaged in a trade or business within §162(a) and§62(a)(1).  However, expenses incident to caring for one’s own investments, even though full-time, are not deductible as paid or incurred in carrying on a trade or business. Cases cited within this opinion are as follows:

· Deputy v. Dupont, pg. 445:Frankfurter in his concurring opinion took the position that whether the taxpayer’s activities constituted a business was open for determination and stated that carrying on any trade or business’ involves holding one self out to others as engaged in the selling of goods or services.

· Snyder v. Comm’r:  The Supreme Court held that an investor seeking merely to increase his holdings was not engaged in a trade or business.

· Higgins v. Comm’r: Court held that Higgins was not involved in a trade or business and ruled that salaries and other expenses incident to looking after one’s own investments in bonds and stocks were not deductible.

Above-the-Line Deductions

§62(a) – defined

· Above the line deductions are deduction that are deducted directly from gross income i.e. they are taken off the top.  Above the line deductions can be taken in addition to the standard deduction.  

· The most important of the above the line dedns are trade or business dedns.  Investment is excluded.  

· Above the line dedns are dependant on §62.  §62 does not allow deductions, it merely states which dedns are above the line deductions.

· Formula: GI Income - §62 listed ded’s = Adj. GI - all other ded’s = Taxable Income    
· An employee is defined as one who is subject to control of the employer both as to the ends to be accomplished and the means of accomplishing it.    Factors to look at:  right of the employer to discharge, furnishing of tools by the employer, place to work.  Law partners and sole practioners are not employees of their clients; they are independent contractors.

Itemized Deductions
· All deductions other than (1) deductions taken under §62(a) in arriving at AGI, (2) the deductions for personal and dependency exemptions, and (3) the standard deduction.

· Not as valuable as above the line deductions for several reasons:

1. The definitions of taxable income in §63(a) and (b) – a TP may deduct his above the line deductions, personal and dependency exemptions, and either his itemized OR the standard deduction to reach taxable income under §63(a)

2. Itemized deductions do not reduce AGI so it does nothing to help increase the deductible amt of certain outlays and losses such as medical expenses that are deductible only to the extent that they exceed a specified percentage of AGI

3. Certain itemized deductions are subject to reduction under §§67 and 68 where as certain above the line deductions are unaffected by these provisions.

· If the dedns are not above the line they are miscellaneous itemized dedns.  Only do itemized dedns if the total exceeds the standard dedn.  Itemized dedns are often referred to as below the line deductions.

· Itemized deductions are subject to reduction under §67 and §68.  

· §67: Allows the deduction of miscellaneous itemized deductions only to the extent that their aggregate exceeds 2% of the taxpayer’s adjusted gross income.  If you look at the subset of these…you see itemized deductions under §162, itemized investment deductions, itemized deductions allowed by §183… Example: Taxable jury awards with attorney’s fees.

· §68 deduction is called PEAS.    §68 applies to itemized deductions generally not just to miscellaneous itemized deductions.  It provides that the total of otherwise allowable itemized deductions other than those for medical expenses, personal casualty losses, gambling losses, and investment interest is reduced by 3% of the amount by which a taxpayer’s AGI exceeds $100K.  These deductions can be reduced by no more than 80% (cap).

In sum, an individual TP deducts (1) all allowable above the line deductions listed in §62 in full, (2) the §151 deductions (deductible in full, but subject to the phase-out in §151(d)(3) for high-income TPs and (3) the greater of (i) the standard deduction or (ii) the total of allowable itemized deductions after reduction under §§67 and 68.

Alternative Minimum Tax – designed to backstop the regular income tax by ensuring that TPs with substantial economic income cannot wholly avoid income tax.

· All taxpayers must pay the larger of the tax due computed the regular way or the tax due under the Alternative Minimum Tax standard (AMT).  AMT is governed by §§55-59.  What happens under the AMT is that certain deductions and exclusions are eliminated.

· The top tax for ppl under the AMT is only 28%, but the tax due under the AMT can nevertheless be larger than the tax due the regular way b/c the tax base for the AMT is broader than “taxable income.”

· NO deduction for state or local taxes

· ALL miscellaneous itemized deductions within §67 are disallowed.

· 10% floor for medical expenses

· Personal interest deduction is limited to interest on acquisition indebtedness

· §151 and the standard deduction are disallowed.
· Certain net interest income for §103 private activity bonds are included in GI
Chapter 23 – Capitalization and Its Significance

· Unlike current expenses, capital expenditures are non-deductible even in a business context.  These costs must be allocated over the life of the property.

· Simple interest – interest is earned only on the original principal.

· Compound Interest – interest earned on principal plus prior interest that has not yet been paid to the lender.  This makes the amt earned on a loan much larger.  This analysis is the norm for tax lawyers.   Pg. 829 has the magic tables for compound interest computations.  The formula is found on the pg. 469.  
P = present value or present amt

A = future amt

n = the # of interest-computation periods between the present and future

i = interest rate or discount rate

A = P(1 + i)n

Example of simple—A loans M $1K at the beginning of yr 1 for three years.  The loan requires annual pymts of simple int at a rate of 10% per annum.  Thus, M will pay A $100 of int ($1K x .10) for ea yr that the loan is outstanding.  He will also pay her $1K of principal at the end of yr 3:

Year 1:

$100 interest

Year 2:

$100 interest

Year 3:

$100 interest



$1000 principal
Total receipts:
$1300

Example of compound—A loans M $1K at the beginning of yr 1 for 3 yrs at a rate of 10% per annum w/ the int being compounded at the end of ea yr and pd in a lump sum, along w/ the principal, at the close of yr 3.  When yr 1 ends, A will have earned $100 of int, but M will not pay it to her.  At the start of yr 2, the loan amt will effectively become $1,100, and at yr end A will have earned $110 of int for the yr.  Once again, the int will not be currently pd to A but will be added to the loan amt at the beginning of yr 3, causing it to increase to $1,210.  Consequently, A will earn $121 of int for yr 3 and at the close of the yr M will pay her $1,331 composed of the following elements:

Original loan principal:
$1000

Year-1 interest:

$100

Year-2 interest:

$110

Year-3 interest:

$121
Total receipts:

$1331

* A has earned $31 more int under the compound int regime, a 10% increase.

· Compound-interest analysis is the norm.  This is b/c if simple int, then A could take int earned and reinvest it.  Thus, compound-int analysis collapses the two steps.


The General Compound Interest Formula


       A = P(1 + i)n

P is present value or present amt, A is future amt, n is the number of interest computation prds b/t the present and future (days, months, yrs, etc.), and i is the interest rate or discount rate (as the case may be) expressed as a decimal amt per prd. (Thus, a 12% annual int rate is expressed as 0.12, but converted to a monthly int rate is .01 (0.12/12) and converted to a daily interest rate is 0.0003287 (0.12/365).)  Note that n and i must be expressed in the same time unit.

· The value of an asset is the sum of the present value of all future yields on the asset.

Cash-Flow Consumption Tax – permits the immediate deduction of all non-consumption outlays even if the outlay is a capital expenditure.  There would be no basis, no capitalization, and no depreciation.  This type of tax provides an incentive to save or invest.  But, too much of an incentive will mean that the govt. cannot collect enough taxes.

Cash-Flow Consumption Model

· Although no juris in the world presently employs this tax, this approach has been extensively considered in this country as an alt to the S-H-S inc tax.

· Cash flow consumption tax permits the immediate deduction of all non-consumption outlays even if the outlay is a capital expenditure.  There would be no basis, no capitalization, and no depreciation.  This type of tax provides an incentive to save or invest.  But too much of an incentive will mean the government cannot collect enough taxes.

Cash Flow Consumption Tax


Gross Wages Invested (fully ded’ble)


$100,000



Tax on Invested Wages (30%)



           $0



Net Investment After Tax




$100,000



Gross Return ($100,000 + [.10 x $100,000])


$110,000



Tax (30%)





  $33,000



Net Return





  $77,000

Wage Consumption Tax

· Individuals are the only taxpayers, wages are included when received, outlays for business and investment assets are not deducted, but all business and investment returns from capital and gains on asset dispositions are excluded from the tax base (unlike the consumption model).  

· Borrowd money is not included and the interest or principal payments are not deducted.  Example is the Social Security tax

Equivalence of Cash Flow and Wage Consumption Tax

· Hard to see diff b/w CFCT and WCT.

· The principal pt to be drawn is that the CFCT approach of immediate dedn of an inv (cap exp) combined w/ the full taxation of all returns is tantamount to the wage tax approach of not ded’g the inv but exempting all returns from that inv from tax.

· The issue of whether cap exps should be capitalized (not ded’d) or expensed (ded’d) is a high stakes matter involving more than the “mere” timing of dedns.

Bias in Favor of Consumption Under an Income Tax

Deferral Effect of the Capitalization Principle

Who Cares About Consumption Taxes?

Summary:
· If you take an investment that is ded’ble immediately like a regular IRA and all the income is taxable you will come to exactly the same result as if the investment was not ded’ble but none of the income is taxable.  Making the investment ded’ble and taxing the yield is exactly the same…  

· The rule of 72:  This is the quickest dirtiest way for a lawyer to follow the numbers.  Divide 72 by the interest rate and what you come up with is the number of years it takes for the investment to double.  

Present-Value Analysis
· The present value of an asset is the sum of the present values of all future yields on the asset.  When valuing an asset, its future returns of any kind are treated as future payments that must be discounted to present value Money that isn’t available until a future time isn’t worth as much as money presently in hand.

Present value analysis figures out the present value of someone’s right to receive money which will be distributed to them in the future.


Present value = P (amount) = A (present value of known/estimated future amount) / (1 + I (interest rate)n  (# of interest computation periods)

· Example—go back to A and M example, but assume that A sells BA to M on Jan 1 of yr 1 in exchange for M’s promise to pay her a lump sum of $1,331 three yrs later.  At this point, the Jan 1, year-1 value of A’s rt to receive $1,331 at the end of yr 3 is less than $1,331.  (Money avail in the future isn’t worth as much as money presently on hand.)  The Jan 1, yr-1 “present value” of A’s rt to receive the $1,331 future pymt is $1,000.  That is also M’s “present cost.”
· Present Value Formula: P = A/(1 + i)n
· Here,  is the “discount rate” b/c the formula discounts (shrinks) a future amt to a smaller present value.  For most purposes, the discount rate used for a particular computation is a relatively risk-free int rate that could be obtained over the prd in question.  The present value of $1,331 using a discount rate of 10% and a 3-yr prd is $1,000.
Asset Valuations and Financial Analysis

· The present value of an asset is the sum of the present values of all future yields (returns) on the asset.

· When valuing an asset, its future returns of any kind are treated as future payments that must be discounted to present value.  Look at pg. 830 for the rates.  
· The present cost of an investment equals the present value of all future returns from that investment, both principal and interest.
· Going back to Example of Compound above, if 10% is the rate of int that would be charged b/t borrowers and lenders dealing at arm’s length wrt obligations like M’s, we must use a discount rate of 10% under the PV formula.  The present values of the amts that A will receive from M at the end of yr 3 are as follows:  NOTE—use Table B, p. 830.  See pg. 471
	Year
	Future Amt
	Present Value Thereof

	3
	$100
	$75.10

	3
	$110
	$83.00

	3
	$121
	$90.90

	3
	$1,000
	$751.00

	Total:
	$1,331
	$1,000


· B/c in this ex the discount rate used in our PV formula is equal to the int rate on M’s obn, the PV of A’s stream of pymts wrt the obln, precisely equals the obln’s $1,000 face amt. If the stated int rate on an obln does not equal  the mkt rate of int for the obln, the obln’s PV will be greater or less than its face (principal) amt.  See Ch. 25.

· Note—If a debt obln bears a market rate of int, then the future pymts of principal plus int due on the obln will have a present fair-market-value equal to the principal (face) amt of the obln.  The present cost (value) of an inv equals the PV of all future returns from that investment, both principal and int.  Unless contractual rts to future fixed pymts are involved, the future yields on assets are not know for sure and must be guessed when valuing an asset.  Also, the discount rate may change in the future.
Income Tax Versus Consumption Tax

· The income tax rules:  the purchase of an investment is a nondeductible capital expenditure; the nondeductibility of the outlay creates basis; and the return on the investment after subtracting basis is includable in gross income.

· The importance of the capitalization principle cannot be understood w/o examining the contrast b/t the S-H-S inc tax model and consumption taxes.

· Example—S has $100,000 from his wages to invest, the int (and discount) rate is 10% compounded annually, the tax rate is 30%, and S holds the $100,000 inv for one yr.  (1) the purch of an inv is a non-ded’ble cap exp, (2) the non-ded’bly of the outlay creates basis, and (3) the return on the inv, after subtracting basis, is includable in GI:








Income Tax
Gross Wages Available for Investment


$100,000

Tax on Wages (30%)




$30,000

Net Investment After Tax



$70,000

Gross Return ($70,000 + [.10 x $70,000])

$77,000

Tax on $7,000 “Income” ($77,000-$70,000 basis)
$2,100

Net Return





$74,900   

Assets
· These are tangibles and intangibles that will last longer than 1 year.

· Boylston Market Case – prepaid insurance is a capital asset, a TP must deduct the pro rata portion of the prepaid insurance applicable to that year.  A full deduction in the year of payment would distort the TP’s income.  Prepaid insurance that will last for 3 years is clearly an intangible asset and a capital expenditure that must be amortized over its 3-year life.

· Woodward Case – TP paid attorney fees for services in negotiating a purchase price on stock)

Rule – Legal, brokerage, accounting, and similar expenses incurred in the acquisition or disposition of a capital asset are capital expenditures and cannot be deducted as business connected to the process of acquisition and thus part of the cost of the capital acquired.

Repairs vs. Improvements

· Repairs to property are deductible under §162 or §212
· Improvements to property are non-deductible capital expenditures
· TR §1.263(a) & (b) and TR §1.162-4 say that expenses incurred to adapt property to a new use, or that add value to the property, or that prolong the property’s life are capital expenditures.
· American Bemburg Corp – TP spent 1 million to repair the bedrock under his building.
Holding – the expense is not a capital expenditure and is deductible because the purpose: 1) was to continue operations on the same scale, (2) was to avoid losing the plant, (3) and was not to extend the life or increase the value.

· Indopco Case – TP tried to deduct fees paid to lawyers to effectuate a friendly takeover

Holding – Professional expenses incurred by a target corporation in the course of a friendly takeover are not deductible by that corporation as ordinary and necessary business expenses.  Expenses incurred for the purpose of change in corporate structure must be capitalized because they produce significant benefits that extend beyond the tax year in question

De Minimis Capital Outlays – such as that spent by professionals on books, furniture, equipment, personal computers, can be deducted currently if the useful life is short.  TR §1.162-6

Advertising Outlays – are generally treated as current deductible expenses under §179 even if they have a long-term effect.  But expenditures on an advertising structure, such as a billboard, are not deductible.

Some Miscellaneous Statutory & Regulatory Rules

· T.R. 1.162-6: allows current deductions for de minimis sorts of capital outlays of professionals, such as books, furniture, equipment. The useful life of these items is usu. short. 

· Advertising outlays are considered to be expenses even when the advertising is intended to have long term effects but the costs of an advertising structure, such as a billboard, is a capital expenditure.

· §175: allows farmers to deduct soil and water conservation outlays up to a certain limit. Generally, outlays spent on land are capitalized.

· §180: allows farmers a deduction for fertilizer and similar materials.

· §179: taxpayer can deduct up to $19,000 in 1999 of the cost of tangible personal business property.

· §280B: requires that the unrecovered basis of demolished structures plus the cost of demolition be treated as capital expenditures w/ respect to the underlying land.

Chapter 24 – Advanced Capitalization Doctrine

Investigating & Developing Business Opportunity

§165(c)(2) – allows a deduction for losses incurred in any transaction entered into for profit, though not connected to a trade or business.

· Frank v. Commissioner – TP tried to deduct expenses related to the search for and investigation of buying a newspaper business.

Holding – the expenses cannot be deducted under §162 b/c TP was not engaged in any business at the time of the expenses.  The word “in pursuit of” is not used in the sense of “searching for” a business opportunity, but in the sense of “in connection with” a business.  The expense cannot be deducted under §212 either b/c there is a difference btwn “producing and collecting income” and simply attempting to obtain income.  Cannot deduct under §165 b/c here, the only transaction entered into for profit was buying the last newspaper.  Cannot say that the TP entered into a new transaction every time he visited a new city and examined a new paper.  Rather, he refused to enter into a transaction after a preliminary investigation.

· Expenses incurred in the search for a business or investment are only deductible under §165 when the activities are more than investigatory and the TP has actually entered into a transaction for profit and the project is later abandoned.  Expenses for a general investigatory effort are personal and not deductible under §165

· A TP has entered into a transaction for profit in cases where he has gone beyond a general search and has focused on the acquisition of a specific business.

· He expenses incurred for completing the acquisition are capital and are to be depreciated.  If the acquisition ins abandoned, then deduct under §165.

· This applies only to individuals.  If a corporation investigates, then can deduction as a business expense under §162.

Briarcliff Candy Corp v. Commissioner, pg. 510

Facts:
Candy manufacturer historically sold its products through stores, which it owned in downtown areas. The manufacturer sought to expand by selling through suburban retailers that it did not own or control.  The manufacturer spent a lot in convincing these retailers to carry its products and in negotiating franchise contracts with the retailers.  

Issue:
Whether the amounts spent are deductible?

H&R:
The ct held that the outlays did not create a separate and distinct asset and therefore they were ded’ble.
R.R. 77-254: Taxpayer expended expenses in trying to purchase a specific business, including lawyer’s fees to draft the documents for purchase. The deal ended up falling through in the end. The taxpayer wants to claim the legal expenses as deductible under §165(c)(2) (loss incurred in a transaction entered into for profit). Holding: Expenses were deductible. As long as the taxpayer has gone beyond a general investigatory search for a new business or investment to focus on the acquisition of a specific business or investment ( as opposed to a general search or a preliminary investigation of a business/investment)—then the expenses used for that are expenses which are deductible.

Revenue Ruling 99-23 (Supp. pg. 13)

· General investigatory expenses are eligible for amortization purposes under §195.

· The only reported case on this revenue ruling is the Wells Fargo case.  IRS argues that the weather and witching hour begins at the time of letter intent and …  Expenditures before this time are eligible for amortization under §195.  After that time, they are capitalized as costs of business.

Revenue Ruling 83-105, pg. 497

· Rev. Rul. 77-188 deals with geological and geophysical expenditures.

· Rule—Such expenditures, which are incurred by a TP for the purpose of obtaining and accumulating data that will serve as a basis for the acquisition or retention of propertys for purps of mineral recovery or to abandon an area as unworthy of dev are capital in nature.

· Rule—When one or more propertys are acquired, the cost of the detailed survey plus the portion of the previous reconnaissance survey are allocable to that area of int and must be capitalized and allocated on an acreage basis.

· Rule—if no property is acquired or retained, the geo surveys of that area are worthless and the exps attributable to such surveys are ded’ble as a loss under § 165 for the tax yr such int was abandoned.  Some identifiable event must occur to demonstrate worthlessness (passage of 5 or 10 yrs may suffice-p.499).  

· Specific exs are on pp.498-500

Mineral Exploration – there are 3 stages in mineral production:

1. Exploration

2. Development

3. Recovery

· Can deduct intangible drilling costs (IDCs) to prepare the land and drill the wells.  Tangible costs like pumps and pipes are capitalized.

Start-up Expenditures – under §195, these are not deductible.  But you can elect to defer the expenses by allocating them to a separate account and amortizing them over a 60-month period, starting when the business begins.

· Start-up means those expenses incurred with investigating, creating, and in anticipation of shifting from a “for profit” investment activity to an active business.

Production of Assets and Inventory

· §61(a)(2) – gross income includes income derived from business.  Gross income from inventory-selling business is computed as follows:
Gross receipts – inventory costs = gross income

· Idaho Power Case – auto equipment used to construct capital facilities
Rule – Equipment used for the construction of capital facilities is to be depreciated over the life of the capital facilities constructed.

Court’s Reasoning – 

1) When wages, tools, and materials are used (depreciated) in the construction and creation of another asset, the cost of these materials is related to the future and they must be treated as party of the cost of the asset and must be capitalized.  Thus, construction related deprecation is to be included in the tax basis of the new asset.

2) §263(a)(1) – denies a deduction for any amt paid out for construction or permanent improvement of facilities.  The capital expenditure to which this rule extends includes the costs for acquiring, construction, or erecting buildings.

3) The depreciation cost of the auto equipment must be capitalized into the basis of the constructed building.

· Encyclopedia Britannica Case – Co. hired an outside publisher to prepare a dictionary, wanted to deduct the cost of the book in full.

Rule – a manuscript is an asset that will produce income over an extended period of time.  Therefore, the expense of producing a manuscript should be capitalized, provided that it is not too difficult to apportion costs among works in progress.

· §263A – requires the capitalization of the “direct costs” and “indirect costs” related to producing real property (buildings) or inventory.

- Direct costs are costs for raw materials and wages

- Indirect costs are costs are repairs, utilities, rent, taxes, insurance, storage, etc.

· §263A(h) – exempts freelance artists, writers, and photographers from §263A so they do not have to capitalize creative expense unless related to film, tapes, or printing.

Chapter 25 – Principal & Interest – Identify Income from Financial Investments

· Must determine how much of the lender’s gross receipts from the borrower is includable in gross income in any given year.  The return of principal is excluded from income but the return of interest is included.

· Likewise, for the borrower, he may have a deduction for the amt of interest paid in a year, but no deduction for the mat paid towards the principal.  Thus, at what rate does the principal get paid off?

· Interest only term loan with balloon payment at the end – only the interest paid each year, and at the end of the loan period, a balloon payment of the full principal is paid

· Level payment amortization – the borrower makes equal level payments of interest and principal set at a certain number of years.  Each successive payment consists of a greater portion of principal and a lesser portion of interest.

Straight Debt Obligations
· Have to determine how much of the lenders gross receipts from the borrower is includable in income.  For the lender, the amount of interest received is included and the return of principal is excluded b/c it represents recovery of the creditor’s basis in the debt.  For the borrower, interest paid is deducted, but there is no deduction for principal paid.

· Interest-only Term- interest is paid each year and at the end of the loan period there is a balloon payment of principal.

· Question—how the amt received or accrued by a lender, and pd or accrued by a debtor, is allocated b/t interest (includable by the lender and possibly deductible by the debtor) and principal (excludable and non’ded’ble).   (Does not necessarily follow the K.)

· Present Value =

amount of payment
(1 + interest)n
· Example, pg. 516:  E lends $10K to S on Jan. 1 of yr 1, repayable in full at the end of yr 3 (balloon pymt), w/ $800 int payable at the end of each of yrs 1, 2, and 3.  This kind of loan is called an “interest-only term loan.”  B/c $800 is 8% of $10K, the stated (K’al) simple int rate is 8%, each future pymt of what the pties have labeled int and prin has the present values when int and discount rates are the same:

	Due at End of Year
	Amount
	Present Value

	1
	$800
	$740.74 (n=1)

	 2
	$800
	$685.87 (n=2)

	3
	$800
	$635.07 (n=3)

	3
	$10,000
	$7,938.32 (n=3)

	
	
	Total: $10,000


· You can also to to the back on pg. 830 and use the values under the 8% column.  [.926 x 800 = $740.80]

· Level Payment Amortization- equal payment of interest and principal is paid each year.  Each successive payment consists of a greater portion of principal and lesser portion of interest

· Declining Balance Method- This method truly reflects each year’s sustained loss of principal.  Also known as the economic accrual method.  Table 5 is an important table, be sure you know it!!!
	
	Payment
	Interest @ 10% 

on principal 

balance
	Principal (payment less interest)
	Principal 

balance

	Begin yr 1
	—
	—
	—
	$300,000

	End yr 1
	$120,634
	$30,000
	$90,634
	$209,366

	End yr 2
	$120,634
	$20,936
	$99,698
	$109,668

	End yr 3
	$120,634
	$10,966
	$109,668
	$0


· Each year’s partial loss is ascertained solely by reference to the decline in value attributable to the passage of time.  Where an inv has a finite duration and the cash yield exceeds the “earned” yield (as in the case of a level-pymt obligation), each yr’s receipt “shrinks” the remaining investment by converting it into cash.

Timing of Interest Inclusion & Deduction

Cash Method TP – includes interest income when received and deducts interest expenses when paid. §461(g) requires prepaid interest to be capitalized and deducted over the period to which it pertains.
Accrual Method TP – accrue interest as it is earned and deduct it as the creditor earns it.
Rule of 78s – accrual method TPs sometimes used this method over the economic accrual method (same as declining balance method).  But this is no longer used b/c it is less accurate.
Original Issue Discount (OID) 

· The discount rate is the set market rate of interest at a certain period of time.
· There is an OID any time the discount rate exceeds an obligation’s stated interest rate.
· §163(e) – with respect to OID, both deductions and inclusions of OID occur as the OID accrues notwithstanding the accounting method the TP uses.

· OID income is a realized increase in wealth and serves the same function as stated interest in that it is ordinary income and not a capital asset.  It must be calculated as in the above table and included in income or deducted as an expense at the end of each year.

· §1272(a)(2)(b) – the current inclusion rules do not apply to US Savings Bonds.  So do not include the interest earned on savings bonds until the bond is cashed.

· Example:  The current discount rate is 10%, so $10K invested for 3 years at 10% rate will grow to $13K.  A decides to loan B $13K, payable in full at the end of 3 years.  Although the face amount is $13K, the real principal amount is $10K because that is the amount that will become $13K over 3 years at a 10% rate.  Thus, the $3K excess of B’s obligation over $10K is really 10% interest called OID.

· Example: 8% compound interest will grow to $12,600 (actually $12,597) (.26 x $10,000 = 2,600 + $10,000) at the end of 3 yrs.  She therefore transfers $10K to S under terms that charge no int but that requiring S to pay $12,597 at the end of yr 3, instead of a $10K pymt at the end of yr 3 coupled w/ pymts of 8% compound int.  Thus, the $2,597 excess of S’s repymt obln over $10K is really 8% compound int, and it is called “original issue discount.”

Return on OID Obligation w/ No Interest Payments, pg. 521

	When
	Interest Accrued

@ 8%
	Accumulated 

Principal & Interest

	Start of yr 1
	—
	$10,000

	End yr 1
	$800

($10,000 x 8%)
	$10,800

	End yr 2
	$864

($10,800 x 8%)
	$11,664

	End yr 3
	$933

($11,664 x 8%)
	$12,597


· Example: E makes S a loan in yr 1, repayable at the end of yr 3, w/ 8% int payable by S at the end of yrs 1, 2, and 3.  Assume that S must repay $10,000 to E in yr 3.  The discount rate is 10% instead of 8%.  How much would E be willing to lend to S in yr 1?  How much of that $10K is real principal and how much will be OID?  Look at pg. 522 and 523

	When
	Interest Earned

@ 10%
	Subtract 

Interest Pd
	Unpaid Interest

(OID)
	Accumulated Principal & Int

	Beginning
	—
	—
	—
	$9,502

	End yr 1
	$950
	$800
	$150
	$9,652

	End yr 2
	$965
	$800
	$165
	$9,817

	End yr 3
	$983
	$800
	$183
	$10,000

	Totals:
	$2,898
	$2,400
	498
	


· B/c the “real” principal is $9,502, the difference b/t it and the $10,000, namely, the $498 “discount” from the $10,000 face amt, is once again really “interest.”  Thus, the final pymt of $10,000 is interest to the extent of $498, even though it is all called “principal” in the loan documents.

· An OID bond increases in value with the passage of time as the discount accumulates.  In the table in hypo 3, E could sell S’s note at the end of yr 1 for $10,800.  The income would be “ordinary,” according to US v. Midland-Ross Corp.

· §163(e)- with respect to OID, both deductions and inclusions of OID occur as the OID accrues notwithstanding the accounting method the taxpayer uses.

· OID income is a realized increase in wealth and serves the same function as stated interest in that it is ordinary income and not a capital asset.  It must be included in income or deducted as an expense at the end of each year.

· §1272(a)(2)(B)-the current inclusion rules do not apply to US savings bonds.  So do not include the interest earned on the savings bond until the bond is cashed.

· See Chapter 31 on Installment Sales of Property
Market Discount
· This is identical to OIDs except that an OID arises on original issue of the obligation which a market discount arises on later sale of the obligation to another investor.

· A debt obligation may have an original issue sales price equal to its face act, but subsequently its value may fall.

Ex. J purchases a 10k face amt bond maturing in 3 years with 8% interest payable in years 1 – 3 for 10k.  One year later after the 1st interest payment, market interest rates rise to 10% and j sells the bond to D.  Do is not going to pay the full 10k face amt and earn only an 8% return, when she could get a 10% return by buying a comparable 10k bond.  Thus, D only pays $9648 in order to equate the total return with a bond paying 10%.  The $352 excess of the 10k face amt over the $9,648 purchase price is called the “market discount”.

· Any gain realized on a sale or redemption of a market discount obligation is treated as ordinary income interest.  However, that income need not currently accrue.

Bond Premium

· Debt premium is the reverse of OID – it is a stated interest rate in excess of the discount rate.

Ex. If A has 10k obligation at a 12% interest rate even though the present discount rate is only 10%.  Thus, the loan is actually worth 11k.  The borrowed should only have to pay 1k in interest, but he pays 1.2k at the higher 12% rate.  That excess $200 is treated as a principal payment.

· §171 treats that excess amt of interest over actual interest as “bond premium” and is amortized by reducing the principal balance each year by the bond premium.

· The following table is a Return on Premium Table for a 3-yr bond, pg. 527:

	When
	Yield 

@ 10%
	Interest Pd/Rec’d
	Amortized Premium
	Net Int
	Principal Balance

	Beginning
	—
	—
	—
	—
	$10,497

	End yr 1
	$1,050
	$1,200
	$150
	$1,050
	$10,347

	End yr 2
	$1,035
	$1,200
	$165
	$1,035
	$10,182

	End yr 3
	$1,018
	$1,200
	$182
	$1,018
	$10,000


Imputed Interest on Below Market Loans

Loans - §7872

Below market loans involve loans between:

1. Family Members (gift loans)

2. Employers and Employees (compensation loans)

3. Corporations and Shareholders (dividend loans)

· Term Loan – there is a specified numbers of years for repayment.  The true principal of a term loan is the present value of all payments due under the loan.

· A term loan is below market if the amt loaned exceeds the true principal.

· The amt of this excess constitutes a non-arms length transfer from the lender to the borrower. T he excess is characterized according to the nature of the relationship between the parties (i.e. compensation if between employer/employee)

Ex. Employer loans employee $1 million at zero interest for 5 years.  Thus, the employee received $600k in OID which is accrued and $400k in compensation that is includable in income.  The employer gets a deduction for the $400k.

· Demand Loan – the lender can demand payment in full at any time.  The forgone interest is deemed transferred from the lender to the borrowed and included as compensation.

·  § 7872 takes an approach to demand loans that differs from the term-loan approach. A demand loan is deemed to be below mkt during any prd in which the stated int on the loan is lower than the short-term applicable federal rate.  § 7872(e)(1)(A).  The excess of the int that would have been payable if the fed rate had applied over the stated int for each int prd is called “foregone interest” and is deemed transferred in each yr from the lender to the borrower (and char’d as a “gift,” “dividend,” etc.)  This excess is also deemed transferred back to the lender in each yr as “interest.”

Annuities - §72

· This is an investment that promises to pay a series of level payments to an annuitant for a specified period of time, such as his life.  When the annuity period expires, the payments end.
· Annuities can be purchased through a series of premium payments.  These payments are capital expenditures and create basis.
· The “inside build-up” of interest is not taxed as it accrues, but only taxed when it is paid out to the annuitant. 
· Lender – the annuity purchaser who pays the premium
· Borrower- the seller of the annuity (usually a bank) who will pay back the premiums and accrued interest.
· The payout consists of premium and interest earned.  The premium is not taxed because offset by basis.  But, the interest is taxed.  How do you know how much interest and how much is premium?
Ex. 
Annuity basis = $100k


Payout = $8k a year for the rest of life


Life Expectancy = 20 years


Total Payout = $160k (8 x 20)

Computation – 8,000 x 160k = $5K basis (premium); $3K interest income.

GI Exclusion 
=
Payment * (Total Basis / Expected Return)

or

GI Inclusion
=
Payment – [Payment * (Total Basis / Expected Return)]

or

Basis Offset
=
(Total Basis / Duration)

· Withdrawals made before the annuity starts to pay are deemed to come first out of income, and then out of principal.  So, much pay interest income.

· If the annuitant lives longer than 20 years, then the continuing payouts of 8k will be fully included in income because basis will have been exhausted.

· If the annuitant dies after 19 years, then the unrecovered basis of 5k will be deductible in that final year.

· If the annuity has a refund feature, then the basis is equal to the total amt paid in premiums minus the value of the refund.

· What happens if the holder of the annuitant lives to long or dies before the annuity expires?  Look at §72(a) and (b)(1).  This is current law.  Before the 50’s nothing happened in this situation.  If the annuitant lives longer then the continuing payouts will be fully included in income because basis will be exhausted.  If annuitant dies to soon, then the unrecovered basis will be deductible in that final year.  

· If the annuity has a refund feature, then the basis is equal to the total amount paid in premiums minus the value of the refund.

· Wrt pymts received under the annuity K, a crucial distinction is made b/t pymts received before the annuity starting date and those received after the annuity starting date (called “pymts received as an annuity”).  After 1982, the pre starting date withdrawals are now deemed to come first out of inc and, only when inc is exhausted, out of principal.  § 78(e)(2)(B).  The “income” is the excess of the cash surrender value of the K at the time of withdrawal over the investor’s basis (called “investment in the K”).  § 72(e)(3).  Loans made under the K and pledges or assignments are treated as withdrawals.  § 72(e)(4)(A).  An addit 10% penalty tax is generally imposed on withdrawals from inc prior to the age of 59 ½.  Gifts of annuity contracts (except to one’s spouse) are deemed realization events. § 72(e)(4)(C). The law before 1982 was that it was out of principal.

· Refer also to Chapter 36 on Employee Deferred Compensation

Life Insurance Contracts
· §264 – life insurance premiums are not deductible.

· The entire premium amts are capitalized and become the basis in the insurance k.

· True life insurance ks are highly favored.

· §101 – the pre-death inside interest build-up is not taxed, but post-death interest is.

· §72  - Distributions are deemed first as coming from principal

· §72 – policy loans are not treated as distributions

· §101 – treats mortality gains or windfalls resulting from the premature death of the insured as excluded from gross income.

· There are three (3) categories of life insurance contracts:

· Contracts that fail to qualify as life insurance for tax purposes under §7702  Ins Ks that fail to qualify as life ins under § 7702 are taxed like savings accts (rather than under § 72).  Each yr the policyholder includes in GI an amt equal to the increase in cash surrender value for the yr, plus the cost (value) of the current yr’s life ins protection, less the net premium.  § 7702(g)(1).  The policyholder's basis in the K increases as amts are included in GI and premiums are paid.

· “True” life insurance contracts:  it is what we still consider to be a decent life insurance contract.  They are highly favored.  Before the death of the insured, the inside build up is not taxed, distribns are treated as coming first out of prin, and policy loans are not treated as distribns.  § 72(e)(5)(A) & (C).  Moreover, policy “dividends” that are retained by the ins co and applied to reduce future premiums are generally not treated as distribns but as premium redns.  § 72(e)(4)(B).

· Modified Endowment Contracts as defined in §7702A.  Such contracts are subject to §72(e).    They are treated like annuities.  The investment return accruing prior to distribn under the K (the “inside build up”) is not included by the policy holder in GI as it accrues, but any distribns (incl’g loans) are deemed to come first out of “income” and second out of “principal.”  § 72(e)(10).  Thus, the deferral of inc and tax-free compounding of the inv return that occurs w/ annuity Ks also occurs w/ modified endowment Ks.

· Life insurance contracts are the opposite of an annuity.  They should be called death insurance.  Note that life insurance is far more favorably taxed.

· Term life insurance is where you pay for the coverage.

· Whole life insurance is something that charges you a larger premium than term insurance but guarantees that payments will stay level as long as you live.  How can this be done?  You pay a premium that is too high in the early years.  The insurance company takes this amount and invests it building up a fund.  That fund will be sufficient to pay the difference between the higher true cost at 80 years old and the level premium currently charged.  

· The earnings of that fund are known as the inside buildup of the life insurance policy.  The inside buildup represents an asset of the insured and it is not taxed.

· §101(a) states that mortality gains or windfalls resulting from premature death of the insured is excluded from income and is not taxed.  However, post death interest is taxed.  For ex, if TP dies the day after purch’g a $100K policy on his life for $40K, the exclusion would apply to the beneficiary’s receipt of the full $100K, even though $60K of the proceeds represents “windfall.”  The exclusion under § 101(a)(1) is intended to apply only to inside build up accrued prior to the death of the insured (and to any mortality gain).  Thus, if the beneficiary chooses, under a settmt option of the policy, to leave the proceeds w/ the ins co for further inv, any further inv is taxable.  If lump sum, the excludable from GI.

· §72-Distributions are deemed first as coming from principal.  The provision also provides that policy loans are not treated as distributions.

Chapter 26 – Depreciation

· If an asset has a finite useful life, the number of future receipts must decrease over time.  Once the asset’s value has declined solely due to the passage of time, with no possibility of restoration, the loss will be “sustained”

· Depreciation I the method by which these sustained losses are accounted for.

· Assets without a finite useful life should not be depreciable because there is no way to tell if a loss has been sustained.

· Because the passage of time alone causes the depreciation, the correct measure of depreciation can be obtained by knowing:

1) the number of years that the asset will have a useful life, and
2) the returns to be generated by the asset over its useful life
· Depreciation of tangible assets has been on a :class life system” in which each asset is assigned to a particular class with a designated depreciation schedule.

Depreciation As A Tax Expenditure
· Remember that I = ΔW + C

· P x (1 + i) n  = Fn
· How do you calculate depreciation?  See below.

	Year
	PV of Income at Beginning of Year *
	PV of Income at Stream at end year *
	Economic Depreciation *

	1
	$300,000
	$209, 366 ($109,668+$99,698)
	$90,634 

($300,000-$209,366)

	2
	$209,366
	$109,668
	$99,698

	3
	$109,668
	$0
	$109,668


Table 1 on pg. 539

· Given that depn is justified on a theory that the passage of time alone causes the gradual disappearance of a TPs investment in an income producing asset, the correct measure of depn can be obtained in the same manner as for financial oblgn by knowing:  

· The number of years that the asset will have a useful life and

· The returns to be generated by the asset over its useful life.
· Depreciation of tangible assets has been on a class life system in which each asset is assigned to a particular class with a designated depreciation schedule. §§ 168 and 179.  For intangibles—§§167(f) and 197.  These rules apply w/o respect to whether the TP uses cash or accrual acct’g.
What is Depreciable?

· §167(a)- under this section, an asset is depreciable if:
1. Used in a trade or business or held for the production of income, AND
2. must be subject to exhaustion, wear, & tear, or obsolescence.

· Raw land and stock are not depreciable

Simon Case – TP depreciated the cost of his violin bows even though they appreciated in value over time.

Rule – Depreciation is based on if an asset is subject to wear and tear, not whether it actually does decrease in value.

Depreciation of Tangible Assets
· §168 – is the Accelerated Cost Recovery System (ACRS) and it applies only to tangible, real and personal, placed into service after 1980.  The depreciation allowed is usually faster than the assets actual loss in value.  §167 and §197 applies to intangible assets. 

· §168 – allows depreciation of the full basis of the property without regard to its salvage value

· Depreciation deductions cannot exceed basis and each deduction is subtracted from basis.

5 Steps in Computing Deductions:
1) Determine the asset’s basis

2) Determine the classification and class life of the property under §168(e)

3) Ascertain the recover period under §168(c)

4) Determine the method of depreciation under §168(b)

· Will be the 200% declining balance method in which twice as much depreciation is allowed in the 1st year as in later years.

· Or, will be the straight-line method if it is residential rental property or non-residential property.

5) Ascertain the applicable convention under §168(d) regarding when the asset is deemed to be placed in, and taken out of service during the year.

a). In general, apply the Half Year Convention – all property placed in service during the year is held to be placed in service on the mid-point of that year (July 1) – but 

Cannot abuse this rule – Delta cannot put 5 planes into service in Dec. and then take a ½ year deduction – if exceed 40% of all property then mid point of the quarter is used.

b) In the case of non-residential real property, or rental property, the applicable convention is mid-month
Real Property

· No depreciation for land

· This is either residential rental property or non-residential real property

· Under §168(c) the recovery period for this is either 27.5 or 39 years, respectively.

· §168(b) mandates the use of the straight line method

· §168(d) the mid-month method should be used.

Ex.  Buy land and building for 120k in June.  Basis in building is 100k and basis in land is 20k (excluded).  The recovery period is 27.5 years.  Under straight-line method (100k/27.5 = $3636 deducted in years 2-27).  In year 1, deduct $1970 for 6.5 months of depreciation. In the last year, deduct 11.5 months of depreciation (5 months + 6.5 months)

Tangible Personal Property

· This is like equipment purchased for a business

· §168(e)(3) gives the classification of certain property

· §168(c) tells the recovery period for different classifications of property

· §168(b)(1)(a) or (2) says that the 200% declining balance method is to be used generally or 150% method is used for 15 or 20 year property.

Ex.  Buy property in February for 100k and in the 5-year class – 1st year use the 200% method and deduct 40% of the basis (this is one/the recovery period X two).  This 40k deduction is but in half to 20k because of the mid-year convention.  Basis comes down to 80k.  2nd year, deduct 40% of 80k which is 32k

§179 Deductions
· Under §179, a TP may elect to deduct up to 19k of the aggregate cost of all tangible business personal property placed in service during the year.

· The deduction cannot exceed the taxable income from the business for the year.

· But, a TP who places into service more the $219k worth of §179 property get no deduction because the deduction is reduced for every dollar above $200k.

· There is no §179 deduction for property listed: autos, computers, cell phones, entertainment property.

Section 280F Limits

· §280F defers and limits depn and §179 dedns w/ respect to autos and certain other tangible property used in bus.

· § 280F(b)(1) requires the TP to use the alt depn system and elimates the §179 dedn for listed property where the TPs “bus use” falls below 50% for the yr.

· Listed property includes autos and other transportation vehicles, entertainment property, computers and peripheral equip not owned by employers and cellular phones

· §280F(d)(3) state that any employee owned listed property is deemed to be held for personal use unless such use is for the convenience of the employer and required as a condition of employment

Effect of Depreciation on Basis
· Depn reduces basis.  But what about depn that is disallowed?  Generally, depn that is disallowed b/c the asset or part thereof is held for personal use or is so used part of the time does not reduce basis, since such depn is not allowed or allowable.

· Similarly depn that is disallowed under §280F(a) is carried over and does not reduce basis unless and until such depn is deducted.  § 280F(d)(2) however states that disallowed depn attributable to the personal use or in the case of employees deemed personal use of listed property reduces the basis of such property for depn purposes only

· Depn allowed in excess of depn allowable reduces basis only if such depn reduces taxes in some year.

Amortization of Intangibles

· §197 – defines what intangibles are covered – patens, copyrights, contract rights, trademarks, covenants not to compete, franchise, goodwill, etc.
· Their depreciation is covered by §197(a) which says the basis is to be amortized on a straight line basis over 15 years beginning in the month the property was acquired.
· Does not include self created intangibles
· If not listed in §197, then governed by 167(a)
· Lease are not subject to §197, but are subject to §178 which says the costs obtaining a lease must be amortized over the term of the lease.
Newark Morning Ledger Case – TP allocated part of the purchase price of the newspaper to the subscriber list, and then depreciated the value of the list).  This case has been superseded by §197 which includes goodwill.

Rule – a TP able to prove that a particular asset can be valued and that it has a limited useful life may depreciate its value over its useful life, regardless of how much the asset appears to reflect the expectancy of continued patronage.

Chapter 27 – Disposition of Part of the Whole

Objective of the seller – allocation of the sales price to those assets which permit recovery of basis and those assets which permit capital gains treatment.

Objective of Buyer – allocation of purchase price to those assets which enable the quickest recovery of basis (i.e. inventory and assets subject to fast depreciation).

§1060 – Basis Allocation
· When a business is acquired or sold, when computing both the seller’s gain and the purchaser’s basis, the purchase price must be allocated among the component assets of the business according the their fmv.

· The excess of the purchase price over the value of identifiable assets must be allocated to “goodwill” and “going concern value”
· Under §197, the buyer will have a basis in the purchased goodwill or going-concern value which can be amortized over 15 years.

· Under §197, the seller will have zero basis in self-created goodwill or going-concern value because he will have already deducted the costs of advertising and such to create that goodwill.

· Seller cannot take the position that everything is goodwill, thus, giving him all capital gains and not ordinary income.

· Covenant Not to Compete - the amt paid by the buyer to the seller for a covenant not to compete is ordinary income because it is compensation for services not rendered.  The buyer can amortized this cost over 15 year period under §197 regardless of the covenant’s actual time period.

· A written agreement between the buyer and seller as to the allocation of consideration or the fmv of the assets will be binding on both parties unless they are able to refute the allocation based on mistake, undue influence, or duress.

Subdivided Property

· A common problem persists when there is a purchase of real estate property followed by its subdivision into individual lots.

· The basis or fmv for each lot is its appropriate portion of the cost basis of the entire tract at the time the tract was purchased.  Then, the basis for each lot is adjusted up or down based upon the amount of improvement that is done.

· If the lots are not distinguishable – allocate on proportionate basis

· If the lots are unique- allocation is based on the fmv of each lot as of the time of the acquisition of the entire property

· Horizontal Division of Property Interests
The property must be allocated to each of these:

1) Land (want it to be worth the least because cannot depreciate it)

2) Building (want it to be worth more because depreciable)

3) Subsurface rights, air rights, environmental rights

Example—O purch’s ten acres of land, ea acre of which is indisting from any other acre, for $1,000.  Later, O sells one acre for $150.  B/c the basis for that one acre would be $100 ($1K/10), O’s § 1001 gain would be $50 ($150 AR - $100 AB).  If the acres were not indisting, so that the val of some acres was higher than the value of others at the time the ten acres were purch’d, the allocation of the basis would be more diff.  This would occur where, for ex, some acres, but not others, had the potential for higher use devel or contained enviro hazards.

Natural Mineral Deposits

· Cost depletion – basis recovery with respect to natural deposits of oil, gas, minerals, and timber
· The TP’s basis in the deposit is recoverable through cost depletion in proportion to the amt extracted.
Cost depletion for year = 
Qty extracted in current year


X
Basis

Total qty in deposit at beginning of year
Ex. X buys land and allocated $1k of the purchase price to the deposits.  In year one, 1/10 of the oil is extracted, so he should deduct $100 (1/10 x. $1k).  The adjusted basis in year 3 would be $900 and he extracts 1/5.  Thus, the year 2 deduction is $180.

· Once the basis has been recovered, no more depletion deductions allowed.

· Under §613, the TP can sometimes take a “percentage depletion” instead.  Here, a percentage is deducted from the overall income generated from the mineral extraction.

· Although percentage depletion reduces basis down to zero, deductions can still be take as long as it does not exceed the TP’s income.

· Percentage depletion is available for small royalty owners and independent producers.

· Hypothet: Company digs up clay and makes bathroom objects out of it.  At what point are you entitled to percentage depletion?

· Under §613, the TP can sometimes take a percentage depletion instead.  Here a percentage is deducted from the overall income generated from the mineral extraction.

· Although percentage depletion reduces basis down to 0, dedns can still be taken as long as it does not exceed the TP’s income.  Such “excess” depletion is subject to the alternative minimum tax (AMT) under § 57(a)(1).

· Percentage depletion is available for sm royalty owners and independent producers

Inventory Depletion
· With inventory, the basis of any individual item is simply its “cost.”  Where inventory is manufactured rather than purchased, “cost” is a function of capitalizing a portion of the production and other costs incurred to produce the inventory.

· Determining gross income - §61(a)(2)

Gross receipts – the cost of goods sold = gross income from business

· Determining the cost of goods sold
Cost of opening inventory + the cost of purchased or manufactured goods during the year – the cost of closing inventory = cost of goods sold

* The crucial item her is CLOSING INVENTORY because if you can reduce this amt, the result is a higher cost of goods and a lower income

The inventory method of accounting has 2 objectives:

1) Identify the items in closing inventory and

2) Assign a cost to those goods.

This is achieved by using either FIFO or LIFO.

FIFO -  first in, first out – closing inventory is deemed to consist of the most recently acquired goods.

LIFO – last in, first out – closing inventory is deemed to consist of the earliest acquired goods.

*Cannot use both LIFO and FIFO for tax purposes and reporting to shareholders

	YEAR ONE
	FIFO
	LIFO

	Opening Inventory
	$0
	$0

	+ Inventory Purchased
	$1,000 (1,000 units)
	$1,000 (1,000 units)

	- Closing Inventory
	$400 (400 units at $1 a piece)
	$400 (400 units at $1 a piece)

	= Cost of Goods Sold
	$600
	$600

	Gross Income YEAR ONE
	FIFO
	LIFO

	Gross Receipts
	$1,800
	$1,800

	- Cost of Goods Sold
	$600
	$600

	= Gross Income
	$1,200
	$1,200


	YEAR TWO
	FIFO
	LIFO

	Opening Inventory
	$400 (400 units)
	$400 (400 units)

	+ Inventory Purchased
	$5,000 (2,500 units @ $2)
	$5,000 (2,500 units @ $2)

	- Closing Inventory
	$800 (400 units @ $2)
	$400 (400 units @$1)

	= Cost of Goods Sold
	$4,600
	$5,00


	Gross Income YEAR TWO
	FIFO
	LIFO

	Gross Receipts
	$10,000
	$10,000

	- Cost of Goods Sold
	$4,600
	$5,000

	= Gross Income
	$5,400
	$5,000


Thor Power Tools Case – TP wrote down is excess inventory at once, even though it did not immediately scrap the articles or sell them at reduced prices.

Rule – Immediate writedown without scrapping the excess inventory is not allowed; such a practice is not in accord with generally accepted accounting principles and does not clearly reflect income.  The accounting method of the TP must clearly reflect income.  The commissioner has broad discretion to set aside the TP’s method if he thinks otherwise.

Partial Losses

Raytheon Case – Raytheon sued RCA under antitrust laws for ruining its business and goodwill

Rule – Money derived from an antitrust suit must be reported as income when it represents compensation for lost profits.  The damages are a return of goodwill and are, thus, a non-taxable return of capital.

Ex. If A buys Blackacre for 5k and it appreciates to 50k, the B destroys it by fire, the 50k amt of damages collected by A represents a 45k realized gain on that appreciation which is taxable.

Chapter 28 – Realization and Recognition

Realization
· This is an event that caused gain or loss to be considered for taxation.

· §101(a) – a sale or disposition of property causes realized gain or loss. T he gain or loss realized on the conversion of property into cash, or from the exchange of property for other property differing materially in kind, is treated as income or as loss sustained.

Cottage Savings Association Case – Exchange of “like-kind” property that is not materially different is not a realization event.

Rules: An exchange of property is a realization event under §1001 only if the properties exchanges are materially different.  Differences between properties are material when the interests embody different legal entitlements.  Because the participation interests exchanged by Cottage Savings and the other S &L’s derived from loans made to different obligors and secured by different homes, the interests embodied different legal entitlements, such that Cottage Savings was permitted to realized losses.

· The Supreme Court held that the taxpayer could deduct its loss.  §1001(a) provides that an exchange gives rise to a realization event so long as the exchange properties embody legally distinct entitlements.

· Any significant modification of an outstanding debt instrument is treated as a constructive disposition of the old instrument in exchange for a new one that contains modified terms.  TR 1.1001-3
· An alteration of the terms of a debt instrument is usually NOT considered a modification IF it occurs:

· Pursuant to the unilateral exercise of a right conferred on a party by the instrument, or

· By the operation of an automatically triggered mechanism contained in the instrument’s terms.

· A modification does not occur simply because the debtor temporarily fails to perform.

· Modification has to be significant in order to result in an exchange

· A significant modification would be a big change in the interest rate, an extension of the maturity date, reductions in the principle, or other change that would affect annual yield.

· Altering a debt instrument – any “significant modification” of an outstanding debt instrument is treated as a constructive disposition of the old instrument in exchange for the new one.

· An alteration of the terms of a debt instrument is usually not considered a modification if it occurs (1) pursuant to the unilateral exercise of a right conferred on a party by the instrument, or (2) by operation of an automatically triggered mechanism contained in the instrument’s terms

· A significant modification would be a big change in the interest rate, an extension in the maturity date, reductions in the principal, or other change that would affect the annual yield.

Recognition
· This term refers to the issue of whether a realized gain is included in income.

· Under §1001(c) – gains and losses from the sale or exchange of property shall be recognized unless the code provides otherwise.

· But, a realized and recognized loss deduction may not be allowable.  Ex.  X sells her house for 10k less than her basis.  This 10k loss is realized and recognized on the date of the sale, but the deduction is not allowed because it is a personal loss.

· A realized and recognized loss can also be allowed, but be deferred.

· There are situations that mandate recognition of a gain or loss even if there has been no disposition or other realization event:

· Transfer of property to satisfy liability – X owes X 10k and he transfers to Z stock worth 10k, but with a basis of 5k.  X has a gain of 5k because he is treated as having “sold” the stock and realized gain. This is a Davis like principle.    Example: X owes Z $10K and he transfers to Z stock worth $10K but with a basis of $5K.  X has a gain of $5K b/c he is treated as having sold the stock and realized the gain.  
· Transfer of property to pay for services rendered – Employer gives stock to employee as compensation worth 10k and with a basis of 5k.  The employer must realized a 5k gain and recognize it in his income.

· Transfer of encumbered property – X donates Blackacre to charity with a basis of 10k and a lien worth 20k.  If the lien is extinguished, X will have 10k of gain. .  The AR is the amt of the unpd debt or, in the case of recourse debt, the val of the property, if lower (remember here to deal w/ any debt discharge inc). Thus, a gift to an indiv or charity can produce gain for the donor to the extent the gifted property is encumbered by debt in excess of the property’s basis.  No loss is allowed to the donor, however, when the debt is less than basis.  §§ 165(c) and/or 267(a)(1).  See Deidrich v. Comm’r, pg. 584.  In Diedrich, the Ct held that the rule in (1) applies when the donor escapes a liability b/c of the donee’s agreement to pay the donor’s recourse fed gift tax liab that arises on the making of the gift.

Non-recognition of Gain or Loss

Hypothet: farmer Jones owns farms and the city decides to put an interchange where the 
property is located.  Gas station wants part of the property and offers $3.25 million.  
What does the farmer do?  Do a tax-free exchange with the oil company under §1031 and get property somewhere else that is worth $3.25 million.
Like-Kind Exchanges

· §1031 – provides that no gain or loss shall be recognized by a transferor on an exchange of like-kind property, so long as both the property exchanged and the property received is business and investment property in the transferor’s hands
· But, in §1030(d), the unrecognized gain will later be recognized upon a sale of the property b/c the basis the transferor takes must be the same as the basis of the property given up.
· Like-kind property, as far as real estate goes, is almost anything.  Farmland is even like-kind property with a city lot.
Ex.  If X owns Blackacre with a basis of $5k and a fmv of $10k, and she exchanges it with Z for 10k of stock, the 5k gain will be recognized by X because this is not like-kind property.

Ex. If X were to exchange Blackacre for Z’s Whiteacre, the 5k gain would not be recognized as long as X held Blackacre for business purposes and is acquiring Whiteacre for business purposes.  Further X will take a 5k basis in White acre.

· What if part of the exchange of property includes cash “to boot”?  Is so, there will be recognized gain equal to the lesser of the realized gain or the boot received.

Ex. If X exchanges Blackacre with a basis of 5k and worth 10k, for Whiteacre worth 8k, X can demand that a Z add in 2k in cash “to boot” to make it a fair exchange.

Under §1031, X must recognize 2k of her 5k gain.  If the boot is 8k and Whiteacre is 2k, the X would receive a 5k gain because it is less than the 8k boot.

· What will be X’s basis in Whiteacre?  §1031 says the new basis will be equal to the basis of the property given up – the boot received + the gain recognized.  Thus, X will have a basis of 5k (5k Blackacre basis – 2k money received + 2k gain recognized)

· The nonrecongition rule also applies if there is a built-in loss.  The loss is not recognized, but the transferor will take a basis in the property equal to the property given up.

a. Ex. X owns Blackacre with a basis of 12k and a fmv of 10k.  Exchanges with Z for Whiteacre with a fmv of 10k.  X will not get a 2k loss deduction, but will have a 12k basis in Whiteacre.

· What is the exchange has cash to boot? Same as above except Z gives X Whiteacre with a fmv of 8k and 2k cash to boot.  X has a basis of 10k in White acre (12k Blackacre basis – money received) and upon sale of Whiteacre for 8k, she will recognize her loss of 2k,

· What if the “boot” is not cash, but in some other form of property?  The exchange will be treated the same as if the boot were cash.   Sale as above except that Z gives X Whiteacre worth 8k and IBM stock worth 2k.  Comes out the same as above.

· What if X is the one giving the boot?  X owns Blackacre with a basis of 5k and a fmv of 10k.  X exchanges Blackacre and 5k in cash for Z’s Whiteacre with a fmv of 15k.  X will have a basis in Whiteacre of 10k (her basis in the property given up plus the amt of cash paid)

Klein v. Commissioner – the cornerstone of §1031 is that there be an exchange of like-kind property, as distinguished from a cash sale by the TP followed by a reinvestment of the proceeds in other property.

· This kind of exchange that involves a 3rd party is okay only if the buyer gives the money to an escrow agent, the agent buys the property, and the agent gives the property to the buyer.  The seller must never control the cash.

Rollover of Gain From Involuntary Conversions

· Hypothet: You own a factory (Basis is 5K and FMV is 50K) that is burnt down, destroyed in a flood, etc. and you receive 50K from city, tortfeasor, or insurance co.  What happens?  Ther is realized gain.  You have 45K gain and under §1001(c), all gain is to be realized unless some other provision says otherwise.  

· §1033 allows deferral (non recognition) of a realized gain generated by the involuntary or compulsory conversion of property due to destruction, theft, seizure, requisition, condemnation by the government or if it is sold or exchanged under the threat of condemnation.

· If property is compulsory or involuntarily converted into similar property, no gain with respect to the old property is recognized.

· Taxpayer must use the proceeds from the conversion to replace the converted property within 2 years after the close of the tax year that the conversion took place.  

· Replacement property must be similar or related in service or use to avoid recognizing the gain.  This is much more restrictive than like kind property.  In like kind property and like kind property can be exchanged.  Accdg to the prof, an old ruling epitomizes the restriction.  In that case someone owned a bowling alley and lounge that was destroyed and they decided not to build another bowling alley.  The business was failing.  The owner decided to put up instead a billiard parlor.  The ct held that the property was not qualified under §1033.  §1033 is not that easy to satisfy.


· The phrase “similar or related in service or use” is much narrower than “like kind” under § 1031, but note the special rule for condemned RP found in § 1033(g).

· §1033(g) real property is converted into property of like kind shall be treated as…there is some leeway but even this is restricted.  Because under §1031(a)(1) the property...  Stock satisfaction does not apply to §1033(g).  

· Nonrecognition of gains conditioned on reinvestment equals a tax-free rollover???

· §1033 is only a deferral provision.  The basis of the property received from a conversion of old property into new property is the same as the basis of the old property.  If money is received for conversion and then the proceeds are used to purchase property that is not similar, the basis is the cost basis of the new property reduced by the amount of the gain, which was not recognized with respect to the old property. Test for §1031 is §1033(b).

· Note that the taxpayer may touch cash.  

Gain From the Disposition of a Principal Residence

· The Taxpayer’s Relief Act of 1997 repealed the rollover (deferral) provision in §1034 and at the same time amended §121.Old §121 applied to quasi-geriatrics (55 yr old +).

· §121, as amended, provides that a taxpayer shall not include in gross income the gain from a sale or exchange of his principal residence if residence is owned and used for 2+ of the 5 years prior to the sale.  The gain is fully forgiven and is available to any taxpayer, regardless of age, and can be used as often as every two years.

· There is a cap of $250K or $500K if filing jointly.  Gain will be recognized to the extent the gain exceeds the cap.

· Miscellaneous:

· An ex-husband can exclude his share of gain so long as the ex-wife satisfies the 2 of 5 yrs requirement.  § 121(d)(3)(B).

· Gain is recog’d, nwstdg § 121, to the extent of any depn dedns taken for a home office. § 121(d)(6).

· A TP who fails to meet the 2 of 5 yrs b/c of a change in emp’t, health, or “unforeseen circums” may nevertheless exclude his or her gain up to a reduced ceiling based on the portion of the 2 yr time requirement that was satisfied. (ex on p. 598).

· Invol conversions of personal resids are treated as “sales” for purps of § 121.  See §121(d)(5).

· It is possible to get up to $750K if there is a divorce.  Ex. Husband can exclude $250K because he lived in it and the new husband can excluded the same amount because he too lived in the house.  The wife can also exclude $250K.  This works in California.

· The wife can also exclude $250K.  This works in California.

Other Tax-Free Exchanges and Rollovers

· Tax free exchanges of certain life ins policies and exchanges of common stock for common stock in the same corp (or preferred stock for preferred stock in the same corpn) are allowed under §§1035 & 1036, the operative rules of which track § 1031.

· Nonrecogn rules abound in Subchs C and K, dealing with corpns and ptshps, esp wrt formations, mergers, and (for ptshps) liquidations.  §§ 351(a), 354, 361(a), 721, 731(a), 1032.  Nonrecognition results in deferral, not complete forgiveness, and the mechanism to preserve the gain or loss for future recogn is basis.

· Divorce, separation and intramarital transfers.  See §1041.  No gain or loss is recognized when an individual transfers property to or in trust for the benefit of his spouse, or his former spouse if the transfer to the former spouse is incident to the divorce.  The spouse or former spouse treats the receipt as a gift but takes the property with a carryover basis. 

· Retirement savings.  See §402(c).  Provide for a tax free rollover of lump sum distribns from qual’d pension plans and IRAs.

· This will be covered in your taxation compensation course.  

· §1091 is something you should be aware of.  No dedn is allowed for a loss from the disposition of stock if within a 61 day period beginning 30 days before the date of the loss and ending 30 days after that date, the taxpayer acquires or enters into a contract to acquire substantially identical shares of stock.  Ex. You buy a stock and the stock goes down and you have confidence but you have a loss in the stock so you sell it and then you buy it back.  §1091 says if property is reacquired within 60 days (30 days before & 30 days after), you cannot recognize the loss.  This is known as the wash-sale provision.  If a loss dedn is disallowed, the basis of the acquired stock is the same as the basis of the stock disposed of, increased by the difference b/w the price of the acquired stock and the price at which the identical stock was disposed of. 
· §267(a)(1) provides that you cannot recognize losses on sales of related persons.  Ex. Sell stock where there is a loss to your son.

Gain from Casualty Loss & Insurance Proceeds

· Nonrecongition of gains conditioned on reinvestment = tax free rollover
· §1033(a)(2) – realized gain goes unrecognized at the TP’s election if:
1. The transaction giving rise to the gain was an involuntary conversion such as theft, casualty, etc., and
2. Before the close of the 2nd year following the year in which the gain was realized, the TP acquires property that is both “similar or related in service or use” to the lost property and equal in cost to the amt realized for the lost property.
· The basis in the new property will be the cost of the new property minus the unrecognized gain.
· Ex. X owns a beauty shop worth 100k and has a basis of 50k.  The shop is destroyed by fire and X receives 80k form the insurance company.  X has realized a 30k gain.  Within 2 years, X purchases another beauty parlor for 70k and 20 k of her gain foes unrecognized b/c it has been rolled over into a new shop.  The excess 10k received will be recognized gain.  Her basis in the new shop is 50k (70k – 20k)
Chapter 29 & 30 – Capital Gains and Losses – Mechanic & Policy, Definitional Requirements

· How does it work?  It all starts with §1222.  Look at §1222 in three parts.  

· You need a sale of exchange of a capital asset.  Capital gain or loss results from the sale or exchange.

· Long term-held for more than one year.

· Short term-not for more than one year.

· §1222(7) we arrive a net long-term capital gain or net long term capital loss or neither.  Same thing is applied to net short-term capital gains/losses.

· §1222(9)-(11).  

§1221 – Capital gains and losses only arise if two things are met:

1. The sale or exchange

2. Of a capital asset

“Sale or Exchange” Requirement
· A sale or exchange is any complete transfer of property from the TP to another party

· The following clearly qualify as sales or exchanges:

· Transfer from a mortgager to a mortgagee through a mortgage foreclosure

· Transfer made in payment of debt

· A taking of property by government

· A gift of property subject to liability in excess of the donor’s basis

· A voluntary sale

Pounds v. United States – Pounds bought a ½ interest in a 25% profits interest.  Land sold and Pound received 12.5% of profit.

Holding – When a transaction that gives rise to a TP’s gain is not a sale or exchange of a capital asset, a TP’s gain resulting from the purchase of another’s rights to possible future profits is ordinary income, rather than a capital gain.  The right of a percentage of profits is not a legal or equitable interest in property, therefore, a sale of the property does not mean there is a sale or exchange that gives rise to the TP’s gain.  The mere collection of a debt obligation, even if a purchased obligation, is not a sale or exchange.

· §165(g) – loss occasioned by a security (stock) becoming worthless is a capital loss from a sale or exchange.

· §166(d)(1)(b) – debt discharge by bankruptcy, SOL, or inability to pay is treated as a sale or exchange creating a short-term capital loss.

· §1234 – the lapse of an option to buy or sell property is a sale or exchange that can result in a capital loss because the option is a capital asset.

· §1235  - the transfer of all substantial rights to a patent is a sale or exchange.

· §1241 – amt received in the cancellation of a lease are deemed as received in an exchange.

Capital Asset – defined
· §1221- a capital asset is any property – whether business, investment, or personal use – that is NOT listed in §1221.  Those things that are listed and are not capital assets are:

1. Inventory

2. Property held by the TP primarily for sale to customers in the ordinary course of business (the dealer-property exception)

3. Self-created art, letters, music, or copyright

4. Accounts or notes receivable acquired in the ordinary course of business for services rendered or from the sale of property.

Byram Case – deals with meaning of #2 above – TP sold 7 lots of property but was not a realtor, the property was not advertised, he put in minimal sales effort, and the property was no subdivided.

Holding – The Court determined that the property was held as a capital asset and therefore the gains could be treated as capital gains.  The court used several factors to determine if a property was held as a capital asset:

1. Duration of ownership

2. Efforts and advertising made by the TP to sell

3. The extent of subdividing done

4. Was he a licensed broker

5. Frequency and substantiality of the sales

· §1227 – now says that development activities on a piece of land such as subdividing and installing access roads and utilities will not result in “dealer property” status if the TP holds the land for 5 years.

Foote v. Commissioner – TP resigned his tenured position at a University in exchange for 45k.  He treated the payment as long-term capital gain.

Holding – There is no sale of exchange because tenure cannot be transferred.  TP gave up the right to receive future ordinary income.  Even if tenure has significant value over ordinary pay, this is not a sale or exchange.  This is not a capital asset but only a substitute to receive future ordinary income.

Corn Products Doctrine – This doctrine states that hedging transactions (or any property) that is acquired as an integral part of a business’ inventory –purchase system fall within the inventory exclusion listed in §1221 and thus, cannot be given capital gains and loss treatment.

· The TP’s motivation in purchasing an asset is irrelevant to the question of whether the asset is property held by a TP that is within the definition of “capital asset”

§1221 – holds that a gain or loss is “capital” only if it is recognized.

Short Term Capital Gain – gain from the sale or exchange of a capital asset held for not more than 1 year.

Long Term Capital Gain – gain from the sale or exchange of a capital asset held for more than 1 year.

When Capital Losses Exceed Capital Gains

· Capital losses are treated unfavorably compared to ordinary losses

· §62(a)(3) – the total capital losses for an individual or corporation that are otherwise deductible under §165 can be deducted only to the extent of that year’s total capital gains (whether long or short term)

· An individual can only deduct the excess of capital losses against ordinary income to the extent of $3k.

Ex. X sells her stock and realizes a 7k ST capital loss, 6k LT capital loss, and a 9k LT capital gain.  She also has 50k salary income.  The 9k capital gain is included in gross income, but she is allowed to deduct her capital losses only to the extent of 12k because of the 3k limitation. The 1k will be carried forward indefinitely.

What is the character of the 1k that will be carried forward?  ST or LT?  The carryover loss for future years maintains the same character as her net loss this year.  To compute net loss, add he ST gains and losses and the LT gains and losses:


Ex.  7k STCL

6kLTCL


        0 STCG
   +
9k LTCG


     ________________________


= 7k ST loss, 3k LT gain = ST net loss

When Capital Gains Exceed Capital Losses

· §1(h) – Net Capital Gains are treated more favorably than ordinary gains in that they are taxed at a special low 20% rate.

· §1212(11) - net capital gain is defined as the excess of net LT gain over net ST loss.  This is computed as follows:
ST gain 6k

LT gain 10k

Net LT gain 4k

ST loss 7k

LT loss 6k

Net ST loss 1k

________

_________

____________

Net ST loss 1k
Net LT gain 4k
= Net Capital gain 3k

Ex. X sells stock realizing a 10k LT gain, 6k LT loss, 6k ST gain, and 7k ST loss.  X’s total capital gain of 16k exceeds her total capital loss of 13k.  Thus, X’s entire capital gain of 16k is included and the 13k capital loss is deductible.  Does she have net capital gain that will fit the special tax rate?  Yes.  The excess of her 4k net LT gain over her net ST loss of 1k produces 3k of “net capital gain”

Planning Considerations

· In order to prevent underutilization of capital losses, individuals realizing rather modest gains and losses should generally endeavor to use capital losses to offset, as much as possible, either ordinary income under the $3k de minimis rule or offset STCP rather than LTCG.
Depreciation Recapture
· Because tax depreciation usually exceeds economic depreciation, a potential gain is created if the asset can be sold for its higher fmv.  In some cases, the asset may have appreciated in fmv at the same time as being depreciated. 

· §1016(a)(2) – ensures, through basis adjustment, that excessive depreciation deductions are not taken.

Section §1245 – requires all gain equal to prior depreciation deductions be treated as ordinary gain. §1245 requires all gain equal to prior depreciation deductions be treated as ordinary gain, i.e. gain is equal to ordinary income.  If you have gain on the sale of depreciable personal property you have gain to the extent prior excessive depreciation as ordinary income.  How do you determine what is excessive depreciation.  Look at loss in value, depreciation.  

· If §1245 property is disposed of, the amount of gain treated as ordinary income is the excess of the lower of either:

· the recomputed basis of the property-AB plus all adjustments reflected in the adjusted basis on account of depreciation or amortization 

· the amount realized or the fair market value of the property over the adjusted basis of the property.

· §1245 property includes tangible and intangible personal property which is subject to depreciation

· Recapture does not apply to property disposed of by gift, death, or to certain transactions with corporations and partnerships.

· What happens here with §1(h)

Ex. X buys building for 100k.  He takes a 25k depreciation deduction which reduces his basis to 75k.  Then he sells for 110k.  Under §1001 the should have taken 35k of LTCG.  BUT, under §1245, he 25k taken as depreciation deduction is taxed as ordinary income and the 10k left over is taxed at special rate.

Section 1250

· If §1250 property is disposed of, a portion of the realized gain calculated by multiplying an applicable percentage times the additional depreciation may be required to be treated as ordinary income.

· §1250 property is any real property, which is or has been property of a character subject to the allowance for depreciation.

· Additional depreciation means the excess of depreciation adjustments taken over the amount of such dedns, which would have been allowed if the straight-line method had been used, if the property is held more than one year.  Because most §1250 property placed in service after 1986 uses the straight-line method, there usually will be no additional depn on such property. ???

· The applicable percentage is determined with reference to the time periods during which depreciation deductions were taken, but is now generally 100%.

· §1250 follows the same recapture rules of §1245.

· Under §1(h) unrecaptured gain is taxed at 25% instead of 20%.

· Does not apply to straight-line depreciation.???

Section 1231

· Before 1938 we did not have §1221(a)(2).  From 1938 to 1942 we have §1221(a)(2) which states that not capital asset, so when sold you had ordinary income.  In 1942, §1231 came into the code.  Remained in the code long after WWII.  Still found in the code.  
· Under §1231 property used in a trade or business that is subject to depreciation deduction and involuntary conversions of capital assets may receive capital gain or loss treatment.  Note that sales or exchanges of this kind generally produce ordinary gain or loss.
· §1231 applies to two categories of properties:
· Property used in a trade or business held for more than one year and
· Capital assets held for more than one year and held in connection with a trade or business or a transaction entered into for profit.
· Recognized gains or losses of §1231 assets from casualties are first netted against each other and if the losses exceed the gains, the §1231 has no further application.   If the gains exceed the losses, the each gain or loss enters the main hotchpot
· The main hotchpot is that all §1231 gains and losses are collected.  If the gains exceed the losses then each gain or loss is treated as a long-term capital gain or loss.  If the losses exceed the gains, then each gain or loss is treated as an ordinary gain or loss.
· If a taxpayer has a net §1231 gain for a taxable year, it is treated as ordinary income to the extent of the nonrecaptured net §1231 loss carried to that year.
Miscellaneous

· §1241 provides that a lessee or a distributor who receives an amount (compensation) for the cancellation of a lease or distribution agreement to treat the amount as received in exchange

· § 1253:  The transfer of a franchise, trademark, or trade name is not a S or E of a cap asset if the trans’or retains any signif power, rt, or continuing int in the subject matter of the transfer.

· § 1271(a)(1):  The retirement or redemption (i.e., satisfaction) of a debt obln is generally deemed to be a S or E.

· § 1287:  The gain realized on the sale of a debt obln that is not in registered from is ord gain if the debt is required under § 163(f) to be in registered form.

· “Dealers” in securities sell to identifiable customers and, therefore, would normally have ord gains and losses under § 1221(1).

· § 1236 allows dealers to obtain “capital” trtmt for securities that are separately identified on the date of purch as being held for inv.  (Thus, if the stock is later sold at a gain, the TP is entitled to cap gain, but if the stock is later sold at a loss, the stock is subj to the cap loss limitn rules in § 1211.  The TP is fcl’d from arguing that the stock was held in inv.)

· § 475 generally imposes a mark to mkt regime (deemed realization at the end of each yr) for sec dealers and provides that gains or losses deemed realized are ord.  Where, however, the dealer idents eligible invs as held for inv, § 475 does not apply to the identified secs, which means that § 1236 can con’t to control.

· Real Estate Developers look to § 1237
· Certain development activities wrt a given tract of land (such as subdividing, installing access rds and utilities, clearing, and selling) will not automatically result in dealer property status for the land if the property was held for 5 yrs and the TP so elects.

· The election has the following “costs”: gains are treated as ord in an amt not to exceed 5% of the selling price in yrs in or after the sale of the sixth lot or parcel from the same tract of property, selling exps may be disallowed, and certain cap exps cannot be added to basis.

· § 1237 is not available if the TP is a corpn or a “dealer” re other parcels or if the TP makes “substl improvements” to the land in question.  § 1237 appears to be little used.
Chapter 31 – Installment Sales; Options to Buy and Sell Property

Installment Sales - §453
Ex. X sells property with a 10k basis to S for 30k, payable in 5 installments of 6k each year plus interest.  But what happens now that she will receive the payments over 5 installment periods?

Under the closed transaction method, X is required to include the entire 20k gain in year 1 even though she will receive only 6k.

Under the installment method, X can report her gain on a pro rate basis as the cash payments are received.  She would report 1/5 of the 20k gain (4k per year) for 5 years.

The installment method can be viewed as a valuable way to defer the payment of tax and every good lawyer should inform a client that making a sale in installments can save you a lot of tax money rather than making a sale payable in full the same year.

Eligibility for the Installment Method
· §453 installment sale is defined as any disposition of property where at least one payment is to be received AFTER the close of the taxable year in which the disposition occurs.

· The installment method is applicable only to gain sales, thus, loss sales must be reckoned entirely in the sale year under §1001 using the closed transaction method.

· The installment method is NOT available for:

1. Sales of inventory

2. Certain dealer dispositions

3. Most sales to related parties

4. Sales of personal property under revolving credit plans, and

5. Sales of stock or securities.

· Installment method most commonly applies to casual sales of real property or business and investment property that was depreciated under the straight-line method.

Mechanics of the Installment Method

· Under this method, eligible sale gain is recognized according to the following formula in each year that a payment (other than interest) is made:

Gross profit
X
Current Payment = Includable Gross Income

_________

Contract Price

Or

$20k
X
$6k
= $4k Gain included each year (the remaining 2k of each payment

____


         is a nontaxable receipt and recovery of her 10k basis.

$30k

Limitations – 

· §453(a) imposes special rules on installment sales if he sales price is greater than $150k and the property is not farm or personal residence property.

· If the seller borrows money on the security of the installment note, this is seen as an acceleration of payment on the obligation.

Thus, if X borrowed $20k from a bank in year 2, pledging S’s 30k obligation as security, she is treated as receiving a 20k year 2 payment.

· Also, if the buyer’s obligation plus any other obligations held by the seller exceed a $5 million value, the seller must pay interest to the IRS on the deferred tax amt.

· This method does not affect the character of the seller’s gain.  Thus, if the asset sold is a capital asset held for more than 1 year, the reported gain will be LTCG.

Interest in Installment Sales

· The seller includes the interest amts when received or accrued as ordinary income.  The buyer deducts the interest when paid or accrued.  But, if there is no interest or below-market interest, part of the “sales price” is actually disguised interest.
· Because interest gain is ordinary income, the seller may want to decrease the amt charged as interest and proportionately increase the amt charged as the sale price because it is treated as capital gain.  Thus, interest is converted into capital gain by including the interest in the sale price – like OID.

Ex. X sells Q property with a fmv of 10k for a stated principal price of 13k with no interest.  Because the fmv is only 10k, X has converted 3k of interest income into capital gains.  This is not allowable, thus, the “real” principal is only 10k and the extra 3k is OID.  Thus, X should realize only 10k and should report 3k of OID as it accrues.  Q has a 10k basis in the property and will deduct the 3k as it accrues.

· §1274 – codifies this example by converting that portion of the stated principal that exceeds the property’s “real” selling price (fmv) into imputed interest which must be included when earned.

· But, §483 requires that the interest be taken into account according to the TP’s accounting method.  Thus, if you are cash-method, the interest will not be included in income until payment is actually received.

· If both sections apply, §1274 has precedence over §483

· §1274 does not apply to residence sales and farm sales of less than 1 million, so §483 will apply to these.

Disposition of Installment Obligation
· If the seller disposes of the installment obligation, gain or loss is recognized to the extent of the amt realized over the basis in the installment obligation or the fmv.

· The basis of an installment obligation is the remaining face amt less the amt of gain that has not yet been recognized with respect to payments on the obligation.

Election out of the Installment Method

· Under §453, if the installment method canon be used or is elected out of, the TP must include the §1001 gain (1) immediately upon the sale, or (2) use the “open transaction” reporting method if available.
· Open Transaction Method= TP does not include any gain from the payments until the basis has been recovered.
· This method is only available on contingent payment sales of speculative value property, such as unproven mineral deposits and unmarketed patents.
Warren Jones Case – TP sold real property under a k in which TP would receive a down payment, a series of monthly payments, and a final balloon payment.  TP was to retain title to the property until it received final payment.

Holding – The fmv of an installment k must be reported as the amt realized for property received in an exchange.  However, the income may be reported on the installment basis if the TP received payments for real property in the year of sale that equal less than 30% of the selling price.

· T.R. §15A. 453- codifies the result of Warren Jones.  A cash method S who is not covered by § 453 must treat the fair-market-value of the B’s install obln as an amt realized in the sale yr regardless of whether the obln is a “cash equivalent.”  The S’s basis in an install obln when the § 453 install method is not used equals the amt realized on acct of the obln in computing gain or loss (i.e., face amt if the S uses the accrual method and fair-market-value if the S is cash method TP).  Look at P. 669.
Options to Buy or Sell Property

· “Call Option” – is when a potential buyer purchases the right to purchase property during some time period in the future.
Ex. – B offers C a nonrefundable payment of $1k for the option to purchase Blackacre from her for $35k at any time before the end of year 5.

In this example, B will not have to include he 1k in her income until the option has terminated through failure to exercise or a purchase.

If C does not exercise his option to purchase, B will include 1k as ordinary income at the end of year 5 and C will take a LTCL deduction.

If C actually purchases the property, the call option is treated as part of the sale transaction itself and the payment of 1k is included in C’s basis.

Revenue Ruling 58-234

· Hypothet:  Buyer pays $10K in consideration for an option in the middle of year 2000 for an option to buy a piece of property in one year.  What if the buyer exercises the option and pays $100K in cash?  The sale price is actually $110K ($10K for the option & $100K for the property). The buyer has a $110K in basis.  This example can be found on bottom of pg. 669 and top of pg. 670.  Suppose buyer decides not to exercise the option?  At this point the $10K becomes income.  What type?  Ordinary income because there was not an exchange of property.  

· I will give you $10K now if you agree to buy my property in one year for $100K.  This is a put option.  The price of the option is suspended until the option is exercised. The person who writes the put option is the purchaser and does not have income in 2000.  He is bound but the seller is not.  What is the treatment of this if the owner exercises his option to sell the land?  Buyer has a basis of 90K ($100K - $10K from seller).  The seller has an amount realized of $90K.  If the option expires then the writer of the put option has $10K of ordinary income.  The owner has a capital loss (see pg. 673).  
· See § 1234(a) & TR 1.1234-1(a),(b
Chapter 32 – Sales & Acquisitions of Temporal Interests in Property

Carve-Out Sales
· IN a carve out ale, a TP owns a fee interest in property and disposes of a “temporal” portion of it – such as a term of years or a remainder interest – with retention by the TP of the other interests
Gillette Motor Transport – TP received compensation from the government for a temporary taking of its business facilities during WWII.

Holding – Where the govt does not seize a capital asset, but only takes the right to determine the use to which the facilities are to be put, the compensation paid represents fair rental value and is, therefore, ordinary income.

Hort v. Commissioner – TP inherited a building with running leases.  One of TP’s leasees sought to cancel the lease early and paid TP $140k for the cancellation.

Holding – Because future rent payments would have been included as ordinary income, any payment to cancel a lease is ordinary income.  A TP has no basis from which to take a loss in the lease.

Basis & Capital Recovery for Temporal Interests

· Here, it is assumed that the temporal interests (i.e. life estates, term for years, and remainders) are owned by different parties.  These temporal interests may be interests directly in the property or in a trust that hold property.  What is the basis of the temporal interest in the owner’s hands?

· NOTE – Any income that is made on the property (such as rent) is attributed to the holder of the life or term interest and must be included in their income.  Likewise, any depreciation deductions on that property will be taken by the holder of the life or term interest.

Purchased Interests
· If the interest is purchased, the basis is the cost

· If the interest is a purchased term or life estate interest that produces income, the purchasers can amortize the cost of the interest on a straight-line basis of is expected life because it is a wasting asset.  (But see limitation below about related parties)

· If a TP purchases an interest on another’s life and the interest lapses because of death before the basis has been removed, the TP can deduct the remaining basis as a loss.

· If the interest is a remainder interest, the purchaser cannot amortize the cost because not a wasting asset.  It increases in value as the date you will come into possession moves closer and closer.

· If a purchased contingent remainder fails or is extinguished by reason of not satisfying some condition, the TP’s unamortized basis can be taken as a loss deduction under §165.

   Interests Obtained by Gratuitous Transfer

· §1014 – property acquired by decedent’s death (inherited) – basis is the fmv of property at the time of decedent’s death.
· §1015 – property acquired by gift – basis is the same as the donor’s basis except if the fmv is less than the donor’s basis at the time of gift, the fmv will be the basis.
· As time goes by, eh basis of life estates and term interests will decrease while the basis of remainder interests will increase. This change is based on actuarial tables determining life expectancy.  As a life estate holder gets older his interest will decrease because he gets closer and closer to death.  Likewise, as a remainderman gets older, his interest will increase because the life estate owner is dying and he remainderman is getting closer to obtaining ownership.
· §273 says you cannot amortize the basis of any life or term interest acquired by gratuitous transfer

· §1001 says your basis cannot offset the amt realized in the case of a sale or disposition of a life or term interest.

· BUT, §1001 says that in the case of the sale of a remainder interest, the basis will offset the amt realized.

· If the life estate holder and the remaindermen sell the property together, basis is allocated to each and the gain allocated to each is offset by the basis.  Thus, when sold together, the life estate holder does get credit for his basis and can offset his gain with that basis.
Interests Owned by Related Parties
· §167(e) – a purchased term or life interest cannot be amortized if the remainder interest is held by a related person
Ex. Father and Son purchase Blackacre from a 3rd party.  Father purchases a life estate for 370k and Son purchases the remainder interest for 130k.  The father cannot amortize the 370k cost of his interest, but his basis would still be reduced over time and the Son’s basis in his interest would increase by the same amt.


Vesting of Remainder Interests
· The vesting of a remainder interest is not considered a realization event, even if cash is received, because there is not exchange with another party.  Thus, no gain or loss is reported.

· The basis of trust assets is carried over to the remainderman. There is no exchange w/ another part, and the property held by the TP in one form transmutes, or ripens, into a diff form owned by the same TP.

· Any gains or losses realized by the trust on the sale, etc., of the trust assets would be taxed acc’g to the tax rules pertaining to trusts and bens.

· If property is received in kind by a (rem’r) ben from a trust upon its termination, the ben would take a basis in the distrib’d property acc’g to the rules in § 643(e).

· Normally, § 643(e) provides that the bases of the trust in the various assets carry over to the distributee, superseding the distributee’s former basis in his or her rem’r int.

· The trustee can, however, elect to recognize gain or loss at the trust level (§ 643(e)(3)), in which case the distributees would take fair-market-value basis.  Thus, in a trust sitn, the basis of a rem’r int acquired by gift, bequest, or inheritance is relevant only when such in t is sold or exchanged prior to its coming into possn.

· When a non-trust rem’r comes into full ownership, the basis of the whole property in the hands of the owner is the orig § 1014 or § 1015 basis of the property as adjusted by any depn, etc., taken wrt the property. (Recall that the property basis is not affected by the actuarial adjustments described earlier wrt the basis of the term and rem’r ints themselves.)  Once again, therefore, the basis of the orig rem’r int is relevant only if the int is sold or exchanged prior to its coming into possn.

Chapter 33 – Open Transactions and Other Transactions Involving Mineral Interests

Installment Sale v. Lease (in both, consideration for transfer is paid in periodic future payments)

1. Lease – not a sale or disposition

2. Installment Sale – sale or disposition even though receive amts on deferred basis.
Sale v. Lease Tax Elements
· Lessor – can depreciate his basis or take depletion against ordinary income under §613.
· Lessee – gets a deduction for royalty payments; an installment buyer can only deduct interest portion of payments.
· Lessor – under §1001(a) has to include entire amts of rent or royalties (but is allowed depreciation and depletion deductions)
· Seller – has gain or loss under §1001 (capital, 1231, or ordinary)
· Installment Purchaser – obtains an immediate basis under the Crane analysis for full purchase price even though will not receive payments until future.
Defining Royalty and Rent

· Royalty – intangibles or oil deposits – more exclusive based on some contingency; generally contingent on production or revenue of some other measurable factor.
·  Not a fixed amt because parties unsure concerning the real value of property being transferred.
· Royalties are received for production from mineral properties and for value received from patents, copyrights, trademarks.
· Rent – fixed amt.
Reporting Contingency Payment Sales

Burney v. Logan- Logan sold corporate stock for cash AND an agreement to receive $.60 per ton on iron ore minded under mining k.


Holding – Once recover basis then all the rest of payments are capital gains, otherwise no 

income needs to be reported.

· Top of pg. 692 discuss how the facts of Burnet v. Logan would be treated today.  Using the installment method, the following rules apply:

· If there is a maximum selling price that is what the selling price will be, i.e. the percentage will have a high selling price and a high gain.  Selling price goes into the denominator but that minus the basis goes into the numerator and as the selling price increases, the percentage (fraction) increases

· If no maximum selling price but there is a maximum period over which payments are to be received, then amortization of basis over the maximum period (treat each amount paid each year as realized and amortize by applicable rate)

· If no maximum selling price and no maximum period, the basis of the sold property is amortized over a 15 year period.

Installment Method Reporting of Contingency Property Sale

· If contingency sale provides a maximum selling price – then price is treated as the selling price under installment method.
· If no max selling price; but there is a max period over which payments are to be received – them amortization of basis over the max period (treat each amt paid each year as realized and amortized by applicable rate)
· If no max selling price and no max period – he basis of the sold property is amortized ratably over 15-year period.
Can elect out of Installment Method - §453(d).  If so:

· Use open transaction treatment – receipts first applied against tax basis until basis is recovered and then all receipts produce gain as determined under §1001 (either capital gain or ordinary depending on character and holding period of asset)
· To use this method, the property sold must be of indeterminate value and contingent payment obligation must be incapable of valuation
OR

· Use closed transaction reporting- gain or loss is recognized in year of sale – amt for present value of future payments included in amt realized; if cash basis use present fmv, if accrual, use face amt of contingency obligation.
· Government steers individuals toward closed transaction method.
· If you know the fmv and can ascertain the amt of contingency payment obligation, then must use closed transaction.
Sale v. Lease of Mineral Interests

O’Connor Case – leased the right to mine clay deposits to Bush to pay $.25 per cubic yard mined and $67k advance nonrefundable payment for first 268k cubic years

Holding- Not a sale because Bush’s obligation to extract the clay was conditional on (1) he clay meeting certain specs, (2) feasibility of mining the clay, and (3) the requirements of Bush’s plants.  Also, because there was an advance royalty which was designed to protect O’Connor’s interests, this emphasizes the retention of an economic interest by the O’Connor’s.  Thus, payments made were royalties taxed as ordinary income.

Production Payments

P.G. Lake Case- TP owned oil leases.  In exchange for the cancellation of a debt, it assigned to its creditor a right to received 600k out of he proceeds of future oil sales.  The 600k was to be paid out of 25% of the oil attributable to TP’s interest in the leases.

Holding – Where the right of a portion of the proceeds from mineral payments are assigned in exchange for lump-sum consideration, the consideration received is taxable as ordinary gain because the consideration is being paid for the right to received future income, not for the conversion of income-producing property.

Chapter 34 – Sale vs. Leases and Licenses Not Involving Mineral Interests

Sale v. Lease of Intangible Assets

· Bootstrap Sales – is a transaction in which the purchase price is to be paid with future income earned by the sold property.
· A bootstrap sale may amt to a carve-out transaction if its structure allows the seller to retain a continued ownership interest in the property for a term of years or a reversion following a period of years.
Commissioner v. Brown – Clay Brown Case – TP sold his stock to a charitable organization, but loaned it the money to make the purchase.  TP paid rent to the charitable org for he use of the corporate assets and deducted these payments as charitable deductions.  The charity return most of the rent to TP as loan repayments.  Once the entire purchase price was paid, the operating assets would belong to the charity.

Holding – Even though some risk still remains with the TP, a transaction in which a TP sells stock to a charitable org for deductible rent, which is substantially used to pay the purchase price of the stock, is still a sale under local law and will receive capital gains treatment until Congress speaks to contrary.

Frank Lyon Case – TP took title to a building under construction by another party and simultaneously leased the building back to that same party for its long-term use.  TP retained liability for the financing of the building.

Holding – A sale and leaseback transaction is not considered a sham for tax purposes where the lessor retains significant and genuine attributes of a lessor.  Also, eh presence of a third-party finance agency to which the lessor is liable distinguishes the transaction from one that is disregarded for tax purposes by giving the transaction economic substance.

· In general, an owner of land subject to even a very long-term lease will possess a meaningful reversion, since land has an infinite life.  BUT, the shorter the useful life of the asset, the more problematic is the determination of whether a meaningful reversion exists. 

· useful life of the property.  And, though it is far less likely, an install sale can look like a lease if it is likely that the seller will end up w/ the property after the term of the install pymts.

· The issue of sale v. lease must be resolved “up front,” i.e., at the time the trans is entered into, rather than waiting to see who actually ends up w/ the property after a series of pymts.

· At stake is not only the Brown issue of char’g the pymts as ord inc (rental or royalty pymts) or cap gain (sale proceeds in conn w/ sale of a capital or § 1231 asset), but also which pty is allowed to take depn and other dedns.

· The owner-lessor is viewed as bearing the econ cost of wear and tear to the asset and is allowed to deduct the corresponding depn.  

· If, however, the trans is recharacterized so that the nominal lessee is viewed as actually purch’g the asset and the nominal lessor is treated as a secured lender or install seller, then the law views the nominal lessee as the pty who should claim depn dedns.  (Cts will not divided dedns b/t install Bs and Ss.)

· Congress enacted §514 of the Code which taxed the charity on the income that it recd from the debt financed property.  This is how Congress put an end to the Clay Brown scheme.

Sale Versus Lease of Tangible Assets

· A “lease” can sometimes look like an “install sale,” esp where the lease term is roughly the same as the useful life of the property.  And, though it is far less likely, an install sale can look like a lease if it is likely that the seller will end up w/ the property after the term of the install pymts.

· The issue of sale v. lease must be resolved “up front,” i.e., at the time the trans is entered into, rather than waiting to see who actually ends up w/ the property after a series of pymts.

· At stake is not only the Brown issue of char’g the pymts as ord inc (rental or royalty pymts) or cap gain (sale proceeds in conn w/ sale of a capital or § 1231 asset), but also which pty is allowed to take depn and other dedns.
(1) The owner-lessor is viewed as bearing the econ cost of wear and tear to the asset and is allowed to deduct the corresponding depn.  

(2) If, however, the trans is recharacterized so that the nominal lessee is viewed as actually purch’g the asset and the nominal lessor is treated as a secured lender or install seller, then the law views the nominal lessee as the pty who should claim depn dedns.  (Cts will not divided dedns b/t install Bs and Ss.)

Sale Versus License of Intangibles

· § 1235 deals w/ transfers of patents and rt therein and § 1253 deals w/ transfers of TMs, trade names, and franchises.

· Fawick v. Comm’r (6th Cir. 1971)—The issue is whether an exclusive patent license having a field of use restriction is a transfer of property consisting of all subst rts to a patent w/in the meaning of § 1235.

a. Cong chose these partic words rather than a “sale of a patent” due to a patents special char.  The trans’or must maintain some control over the property in order to get his max sale price from the trans’ee.  Cong requirements that holder transfer all substl rts but not total divestiture of title.

b. Two-pronged Inquiry:

(1) Consideration of what the holder has left after the transfer.

(2) If he retains any substl rts to the patent, then he has not transferred the property that comprises those rts.

c. “substantial rts” is the “monopoly rt,” which is the rt toe exclude others from making, using, or selling the invention.

d. Field of rt restriction may not prevent the transfer from being one of property consisting of all substl rts.  Remand.  B/c if holder keeps substl rts then no cap gains trtmt.

· Estate of Klein held that an exclusive license to exploit a US patent w/in only a portion of the US failed the all substl rts test of § 1235.

1. § 1253, dealing w/ trans of rts in franchises, TMs, and trade names, appears to parallel § 1235 by denying “sale” trtmt if the trans’or retains any signif power, rt, or continuing int wrt the sm of the franchise, TM, trade name.

a. The phrase “signif power, rt, or continuing int” is broadly defined in § 1253(b)(2) to include a rt to receive pymts contingent on productivity, use, or disposition, a rt of quality control, exclusive dealing arrangements, and so on.  Thus, § 1253 allows the retention of far less extensive rts than is permitted by § 1235.

2. A contingent considn sale that qualifies as a “sale” under §§ 1235 or 1253 is an “installment sale.”  Thus, the S has the possibility of reporting the § 1001 gain under the open trans method of reporting if, as explained in the previous ch, the TP is ineligible for (or elects not to use) the install method under § 453 and neither the property trans’d nor the rt to the conting considn is capable of valuation.

a.
More mechanics of this on p. 716.

Chapter 35 – Accrual-Method Tax Accounting

Matching Principle – 

· This provides that an advances cash receipt that has not yet been earned by the delivery of goods or services will be excluded form income.

· Likewise, a matured liability, not yet due or paid, but relating to income that has been earned, is subtracted from income.

Who uses the Accrual Method?

· TPs who follow GAAP rules
· Some TPs are restricted to using only the accrual method (C Corps)
· Inventories must always be accounted for using the accrual method.  Most individuals use the cash method.
· §446(b) grants the Commissioner broad power to require a TP to use the method that moth “clearly reflects income”

Accrual of Deductions

The ALL Events Test

· TR§1.461-1(a)(2) – an accrual method TP accrues and deducts income when:
1. all the events have occurred that establish the fact of the liability
2. the amt of the liability can be determined with reasonable accuracy
3. economic performance has occurred with respect to the liability
U.S. v. General Dynamics -  the company tried to deduct an estimate of its obligation to pay for medical care obtained by employees at the 3end of the year, but for which claims had not yet been reported.

Holding – An accrual method employer may not deduct projected expenses for medical care obtained by employees because liability is not established until claims are filed.

Dissent – O’Connor- Where an employer used the accrual method of accounting, it should be allowed to deduct expenses as it would record the m in its books, provided the amounts satisfy the “all events” test.

Bad Debt Reserves

· If goods are sold on credit, the face amt of the right to receive the future cash payment is to be added to income.  Such a right is an intangible asset called an “account receivable”.

· The receivable is an asset with a basis equal to its face amt.
· Receivables must be accrued at their face amt, even though a predictable percentage of them will turn out to be uncollectible.
· Thus, the basis of an uncollectible receivable is deducted only when the receivable is determined to be actually worthless.  See Ch. 5.
· BUT, under §448(d)(5) – certain TP are allowed to exclude from income a percentage of estimated uncollectible receivables ONLY where:
1. the receivables are for services, AND
2. the receivable do not bear interest or a penalty for late payment
Economic Performance

· This rule was enacted to prevent a whipsawing of the system when the face amt of the receivable is included currently and the face amt of the liability is currently deducted.
· §461(h) – Obligations are accrued, at their face amt, at the latter to occur of:
1. satisfying the all events test, or
2. economic performance
Economic Performance – occurs when a TP provides services or property to another, or when another provides services or property to the TP.

· With respect to a liability (such as a tort) or under a worker’s comp act, economic performance occurs only when payment is made.

EX. A sues B for tort damages and B is forced to pay 100k, payable for 10 years in 10k installment.  A will include the 10k each year and B will deduct the 10k each year as it is paid.  B cannot deduct the entire 100k in year 1.

Example:  Florist injures a 2-yr old pedestrian.  The florist settles by agreeing to pay $100K 15 yrs from now.  Why is a florist co better off settling for $200K instead of $110K?  B/c he takes an immediate deduction in the yr the agrmt was made.  What is the dedn under the all events test? The face value, not the present value.  Why should the victim accept the $100K 15 yrs from now instead of the $31K?  Because they do not have to pay the tax.  Look at pg. 731-32
Accrual of Income
· Income items are always accrued at a face amt, not fmv.  The basis is equal to the face amt.

· Receipt of less than the face amt would result in a deduction for the year in which it is clear that nothing more will be collected.

EX. X paints Y’s house in year 1 and X sends Y a bill for $100.  Under the all events test, X must include the $100 in income in year 1.  The receivable thus has a basis of $100.  In year 2, Y only pays $90 and the remaining $10 is uncollectible.  X will deduct the $10 (90 minus basis) as a bad debt loss.

Example:  assume you buy a membership in this auto club for $36 yr.  The cost of servicing the membership during the yr is $24 yr for the club.  The profit the club makes is $12.  How do we deal with this?  In the trilogy of cases found on pg. 735, the TPs argued that the income should be deferred under the accrual acctg method.  The gov’t position is that it is $36 of GI in yr 1 and $0 in yr 2.   The second position TPs have taken is to accrue dedns.  The trilogy of cases have to do w/ deferral of income rather than accrual of dedns.

When should prepaid receipts be included in income?

· Under GAAP for reporting purposes, they are not includable until earned by the future performance of services or delivery of goods.

· BUT, under tax law, they are included when received, not when earned

RCA v. US – TP used an accounting method that deferred income from the prepayment of service ks entered into with purchasers of its products.  Under the service ks, service was available to the purchaser of demand at any time during the k term.

Holding – If a TP does not know the extent of performance that a customer might ultimately require and does not know the amt of income it will ultimately earn from the k, prepayments for services to be performed on demand may not be deferred.

· If the TP can predict future services with CERTAINTY, then he is allowed to defer the income inclusion.

· The issue has been resolved by RR 71-21- allows accrual method TPs, in limited circumstances, to defer the inclusion of prepaid income if services are to be rendered and income earned by the close of the following year = ONE YEAR EXEMPTION.

Chapter 36 – Cash-Method Accounting and Employee Deferred Compensation

· TR §1.446 – 1(c)(1)(I) – all items which constitute gross income (whether in the form of cash, property, or services) are included in the taxable year in which actually or constructively received.  Expenditures are deducted in the year in which they are made.

· There are 3 basis doctrines in cash method accounting:

1. Cash Equivalency Doctrine – include the receipt of cash or its equivalent – cannot exclude in-kind income of property (such as stock).

2. Constructive Receipt Doctrine – an item is included in income when the TP has both the right to the item and the power to obtain it.

3. Economic Benefits Doctrine
Cash Equivalency Doctrine
· Checks are considered to be the equivalent of cash.  Thus, income inclusions and expense deductions are taken when checks are received of given, not when the check is deposited or paid by the bank.

· A mere promise to pay, not represent by notes or secured in any way, is not treated as a receipt of income or as a payment under the cash method.
· A promissory note is includable as income when received by he TP, not when paid.
The note’s value is its fmv.

· BUT, a promissory note is not deductible when given by a TP because it is not equivalent to cash.  The TP has simple parted with a piece of paper.  Only deduction when actually paid.

· Credit cards – are treated as a cash equivalent, so there is an immediate deduction and inclusion.  If you charge it on Dec. 31, 2001, then deduct in 2001. 
· A payment made with borrowed money allows for an immediate deduction.  Do not have to wait until debt is paid.
Revenue Ruling 78-38

· Generally accepted that the date of the charge is the date that the TP has made the pymt

· What about a check?  When does that constitute pymt?  Look at pg. 746.    How can a client get a dedn in yr 1 and you do not get pd b/c client pd by check?  Remember it is not income until you receive it [check].  If the check turns out to be good it is income in yr1.  One of the exceptions is that a bad check is not a pymt in yr 1. 

Constructive Receipt Doctrine 

· TR §1.451-2 – the cash method TP must include an item in income at the time the TO has both: (1) the right to receive the item, and (2) the power to obtain possession of it (i.e. constructive receipt).

· A cash method TP cannot turn his back on income and avoid a current income inclusion.

Reed Case – TP has constructive receipt of current income if he has an unqualified vested right to receive immediate payment.

· But there is no constructive receipt if the TP’s control is subject to substantial limitations or restrictions.

· Income may be postponed through the use of a bone-fide arms-length agreement calling for deferred payment of sales proceeds (even if the objective is to minimize taxes.)

· BUT, the agreement to defer must be made before the TP has an unconditional right to receive and control payment.
Economic Benefits Doctrine
· Under this doctrine, a cash method TP must include the present value of an item in income if:

1. it is currently set aside in a trust or escrow, AND

2. the TP has a vested right to receive the item in the future

· Neither the cash equivalency doctrine nor the economic benefits doctrine are relevant to property sales.

Employee Deferred Compensation

· The constructive receipt and economic benefit doctrines apply to employee deferred compensation.

· Deferred compensation can either be funded or unfunded:

· Funded – money or property (such as an annuity) is set aside in trust or escrow for the future benefit of the employee.

· Unfunded – the employee has only a contractual right to be paid money in the future.

Non-qualified Arrangements

· Any unfunded deferred compensation plan is governed by the constructive receipt doctrine
· No constructive receipt if you make the election to defer payment of compensation prior to period of service for which the compensation is payable.
Funded Non Qualified plans are governed by §83(a):

· The transfer of property to an employee is gross income to the employee if his rights in the property are vested and not subject to a substantial right of forfeiture.
· So, if an employee’s right to deferred compensation would terminate if he quits prior to 5 years, his rights would not vest until the 5 year period is expired.  Then he would include in income.
Rabbi Trust – this is a type of trust in which the assets of the trust can be subject to the claims of the employer’s creditors.  Thus, this type is governed by the rules applicable to unfunded plans.

Secular Trust – used to describe a funded nonqualified trust that deliberately ensures current inclusion of employer contributions under §83.

· Summary: §404(a)(5)-not income to the employee unless there is an amt that is earmarked for the employee.  Until it is earmarked,  it is not deductible by the employer.  Only way it is not income is if it is subject to the employer’s creditors.  This is the notion of the rabbi trust.  If it is subject to employer’s creditors we take notice that no transfer of property has taken place.  The employer has retained the property.

Qualified Plans

· A qualified plan must have 3 things:
1. It must be funded
2. It must be vested, AND
3.  It must not discriminate in favor of highly compensated employees
· Qualified plans are subject to special tax rules:
1. Employer contributions to the trust are excludable by the em0ployee in both the year of contribution and the year of vesting
2. The employer will still obtain an immediate deduction for contributions made, and
3. the trust income (or annuity inside build-up) is exempt from tax as it accrues.  The employee is taxed only when pay-outs are made. 
Individual Retirement Accounts (IRAS)

· Kind of like a retirement acct.  A form of savings plan for non-employees or employees not covered by a qualified plan.  

· $2K limit on dedns and earnings on the acct are tax free.

· If you expect investment benefits go w/ a ROTH IRA.  W/ a Roth IRA you cannot take an immediate dedn but there is no inclusion in GI when benefits are rec’d.

Distributions From Retirement Plans and IRAS

· Distributions are generally are ordinary income b/c there usually is no tax basis for investment

· If tax basis exists then periodic pymts are subject to §72 annuity distribution rules

· The trick is to see how long you can keep the money in the plan, b/c you are not paying current income tax on the earnings.  

· Lump sum distributions as ordinary income (in excess of basis)-–formerly a five year averaging mechanism

Chapter 37 – Annual Accounting

· §441(a) defines what TPs can use as a taxable yr.  The choices are calendar or fiscal.

· §441(e) specifies that fiscal yrs must end on the last day of a month

· Objective is to measure events within that period, notwithstanding some transactions may continue beyond the current year.

· The "annual accounting principle”.

Integrity of the Taxable Year

The basic issue here is whether and to what extent, tax results for a given yr can be carried over to one or more other taxable yrs.
· The income tax norm is that income items are includable when received or accrued even though there is a possibility of their being refunded in the future or never collected at all in the case of an accrual-method taxpayer.  The underlying norm at work here is the annual accounting principle, meaning that each taxable year is taken as it comes.

Burnet v. Sanford & Brooks Co.  - Govt ks that produced losses.  Sued and won a recovery several years later.

Holding - The excess of gross income over deductions did not any the less constitute net income for the taxable period because respondent, in an earlier period, suffered net losses in the conduct of its business which were in some measure attributable to expenditures made to produce the net income of the later period.  Relief from the alleged burdensome operation which may not be secured under these provisions can be afforded only by legislation, not by the courts.

· §172(c) - – defines a net operating loss (NOL) as the excess of allowable deductions (including expense deductions, loss deductions, depreciation deductions, etc., but excluding NOLs from other years) over gross income.

· §172(d) effectively provides that nonbusiness losses in excess of nonbusiness income cannot be taken into account.

· §172 is aimed at ameliorating the harshness of the annual accounting principle, but its application is essentially limited to unused net losses (deductions over gross income)arising from business.

· §172(a) allows NOLs arising in other years to be deducted in the current year

· §172(b) provides an ordering ruled regarding the year to which an NOL is carried.

· §460(a) provides that the percentage of completion method is now mandatory for the long-term ks, as define din (d)-(f).

Net Operating Loss Carryovers

· §172(c) – Defines net operating loss as the excess of allowable dedns (including expense dedns, loss dedns, depreciation dedns, etc. but excluding NOLs from other yrs) over GI .  

· If a business loses money in earlier yrs and makes money later, these losses remain available to be carried forward up to 20 yrs and can go backward up to 2 yrs.
· See §170(d)(2)(4)

Accounting For Long Term Contracts

· In tax acctg for long term “K”, the TP was allowed to use either the completed contract method or the percentage of completion method
· The complete contract method – the TP could defer recognition of profit or loss on the “K” until its completion, thus all income and dedn items w/ respect to the performance of the “K” would be reckoned in the final yr, i.e. transaction based acctg is allowed by the TR.  In the Sanford & Brooks case TP would not have taken a dedn until the contract was substantially completed
· §460 (a) abolished this method.  It provides that percentage of completion method is mandatory for long term “K”.
· Percentage completion method – the contractor must include in income in ea yr the same percentage total contract price as the expenses during the yr bear to total expected expenses in performing the “K”.  This results in inclusion at an earlier time.
Transaction Linked Items
· The rigidity of the annual acctg principle has been eroded in certain transaction linked items like employee reimbursements, excludable reimbursements for deductible expenses, tax-benefit rule, and correction of true errors.

Employee Reimbursements

· Employee reimbursements for otherwise deductible expenses are excluded, and the dedns are foregone, so long as the reimbursement takes place under an accountable plan.  This applies even if the expense and reimbursement occur in separate yrs.

· If all or part of the reimbursement is not excludable, the dedn of the expense must be taken in the yr pd or accrued and the reimbursement must be included in the yr rec’d or accrued, subject to the tax benefit rule.

Excludable Reimbursements for Deductible Expenses

· If the employee is reimbursed for the expense, you do not take a dedn.  This is §162

Manocchio v. Commissioner – Airline pilot, VA reimbursement

Holding - Ct says if the employee is reimbursed for deductible expense, do income.  §62 – reimbursed deductions may be taken above the line.  If you received tax exempt benefits from gov and use for flying lessons, can’t get deduction.  §265(a)(1) – no deduction shall be allowed for any amt otherwise allowable for deduction  - like 265(a)(2) – no deduction for interest you incur when purchase/carry tax exempt security (ex. when borrow money to buy muni bonds)

Tax Benefit Rule – has both an exclusionary aspect and an inclusionary aspect

· If a taxpayer takes a deduction for an item in a taxable year which is proper on the basis of the facts which were then known, the taxpayer must include in gross income any amount which is recovered in a later year which relates to the earlier deduction.

· Exclusionary - §111 – Recovery of a loss or outlay deducted in a prior year is excluded to the extent that the earlier deductions produced no tax benefit because it did not reduce the income tax base in the deduction year, or in an earlier or later year by way of an NOL carryback or carryover.  It extended indefinitely (rather than 20 years as under §172), but it becomes operative only upon recovery of the “same” item previously deducted (unlike §172 which deals with overall profit and loss from year to year.)

· Inclusionary - §111(a) – is not available to exclude a recovery if the prior-year deduction did produce a tax benefit.  The return or recovery of money or other property that was the subject of a prior year’s income tax deduction must be included in income in the year of its recovery to the extent that the deduction did reduce taxes in the prior year, i.e., to the extent it did produce a tax benefit by reducing positive taxable income that otherwise would have been subject to tax (or by increasing an unexpired NOL that can reduce tax in another year.

Dobson v. Commissioner- TP sold stock that he had been induced to purchase by fraudulent representations.  He deducted his losses from the sale of the stock, but did not report income from his subsequent recovery on a fraud claim.  The commissioner adjusted TP’s claim so that he reported as income the recovery on the fraud claim attributable to the shares sold, but not the portion attributable to the share unsold.  TP did not realize any tax benefit from the capital loss resulting from the stock sale. 

Holding – The Tax Court may construe the tax benefit rule to allow a TP to exclude a later recovery when he did not receive any tax benefit for the loss in the previous year.

Correction of True Error

· Tax return must be signed as “true, correct and complete” under penalties of perjury.

· If subsequently different facts evolve, the taxpayer can file an amended return within the period of the statute of limitations.   

· Taxpayer is not required to file an amended return to pay more tax--but this might be useful to controvert a fraud challenge.

· 3-year statute of limitations--not for fraud.

Hughes & Luce v. Commissioner – Client expenses, ruling later that changed how they should be handled.

Holding- The tax-benefit rule requires taxation because of a previously created tax benefit, regardless of an item’s inherent characteristics and regardless of whether the original deduction was proper or improper.

· §111 does not take account of changes in the TP’s tax bracket between the year of the deduction and the year of recovery. – Alice Phelan Sullivan Corp.

Chapter 38 – Receipts Subject to Contingent Obligations to Repay

Claim of Right Doctrine

· A taxpayer must include in gross income amounts which he receives during a taxable year if he has a claim to the amount and unrestricted use of it, even though he may become obligated to return the amount in a later year.
North American Oil Consolidated v. Burnet – Upon entry of a lower court decree in 1917, TP received income from the operation of properties whose ownership had been disputed.  TP’s right to the Funds was finally established when the lower court opinion was affirmed in 1922.

Holding – Disputed finds are taxable upon their actual receipt, regardless of whether further litigation might take them away.  If a TP receives earnings under a claim of right and without restriction as to their disposition, he receives income.

· §1341 – enacted to address situations in which amts that are included in the recipient’s income in year 1 under the “ claim of right” doctrine must be disgorged in a later year.  Provides that the TP’s repayment year tax is the LESSER of the amts described in (a)(4) and (a)(5).  The (a) (4) amt is the tax that would be payable if a deduction were claimed for the repayment.  (a)(5) permits a tax credit in the repayment year equal to the tax paid in the inclusion year on account of the amt that was later repaid.
· §1341 – IS NOT available unless: (1) the income was obtained under a “claim of right” doctrine, (2) TP would be entitled to a repayment deduction of more than $3k; and (3) the fact that the TP did not have an unrestricted right to the income was established after the close of the inclusion year.
US v. Lewis (US 1951), pg. 786

Facts:
Lewis rec’d a $22K bonus from his employer and included it in his GI.  There was a mistak in the bonus computation and Lewis was required to return $11K.  Lewis wanted to amend his return and report the correct amt as income.

H&R:
Lewis was entitled to a dedn for the repayment b/c the expense was incurred in his trade or business of being an employee.  TP could not reopen earlier yr’s tax return by excluding the repaid amt in that earlier yr.

· Integrity of the taxable yr-you cannot go back and change things.

· Cong responded by enacting §1341.  This provision concerns adjustments for required inclusion in income under claim of rt doctrine and the subsequent required pymt.  

· The reduction in tax rates and later the dedn is worth less or taxable income is less.

· Choice:

· §1341(a)(4) for dedn currently or

· §1341(a)(5) enabling computation of current yr’s tax w/o dedn but credit for excess tax amt.

· This provision is not available unless 

· the income was obtained under a claim of rt, 

· the TP would be entitled to a repayment dedn of more than $3K, and 

· the fact that the TP did not have an unrestricted rt to the income was established after the close of the inclusion yr.
· §1341 not available for embezzlers b/c he did not receive the money under claim of rt.  It is also not available for TPs that voluntarily repay the money when they are actually entitled to keep the money
Arrowsmith Doctrine – prior inclusion events can affect the “character” of a current deduction as capital or ordinary if the inclusion and deduction are transactionally related.

Arrowsmith v. Commissioner – In connection with the liquidation of his corporation, TP paid a judgment rendered against the corporation.  The fain on the sale of corporation had been properly reported the prior year as capital.

Holding – Where a loss stems out of a capital transaction, the loss is capital eben though there was not actual sale or exchange.  An expenditure made for a business purpose will not be treated as an ordinary and necessary business expense if it is sufficiently related top an earlier capital gains transaction.

Mitchell v. Commissioner – TP was a GM exe who bought/sold stock within 6 months.

Holding – When income is given up, which in its inception was taxed at reduced rates, the TP is not permitted to enjoy preferred treatment twice by deducting in full the extra amount given up as an ordinary deduction.

Employee Stock Options


Smith and LoBlue were decided before the enactment of §83.


Commissioner v. Smith – TP’s employer gave his stock options which is exercised.

Holding – The difference between the market value and the option price of the stock was compensation for personal services of the employee, taxable as income in the years when he received the stock.

Commissioner v. LoBue – TP received stock options from his employer in return for good work.  TP exercised the options, purchasing stock at substantially discounted price.

Holding- Where a stock option is given in consideration for work, the difference between the price paid and the market value of the shares at the time the option is exercised is to be include as income.

· §83 – the employee now realizes compensation income on the grant date if the option has a readily ascertainable value at that time.  In such a case, the option’s fmv is ordinary income to the employee on the grant date, §83(a), the employee takes a fmv “cost” basis in the option, and there is no further income when the option is exercised.  §83(e)(4).  The employee’s basis in the stock obtained through exercise of the option to obtain the stock.  On a subsequent sale or exchange of the stock, the excess of the amt realized over the stock’s basis would be capital gain.

· TR §1.83-7 – provides that a stock option can have a readily ascertainable fmv ONLY if it meets stringent conditions that are almost never satisfied by options granted to employees.
· An employee receiving an option without a readily ascertainable fmv realizes no income on receipt, §83(e)(3), but has ordinary income when the option is exercised equal to the difference between the price paid for the stock and its fmv.  §83(a).  The employee’s basis in the stock is the sum of the purchase price plus the amt of income arising from exercise of the option, i.e., the total basis will equal the stock’s fmv at the time the option is exercised.  Any appreciation in the stock after its purchase can be realized by sale or exchange as capital gain.
Compensatory Transfers of Property

· Include in GI the excess of the property’s value over the amt pd for the property

· If property is nontransferable and subject to a substantial risk of forfeiture the taxable event is postponed until forfeiture risks lapses or property becomes transferable.

· §83(b) Election: 

· Accelerate ordinary income inclusion but further appreciation would be capital gain.  

· Elect under §83(b) to include value over amt pd-w/ value determined w/o regard to restrictions.  

· No dedn if §83(b) and property thereafter forfeited.

· International Freighting Corp v. Comm’r (2d Cir 1943), pg. 799:  The Ct held that employer’s dedn equal to value of property included in income by employee TP.  Also there is a gain realization upon transfer of appreciated property upon the exercise of the opttion.
· §83 also covers compensatory transfers to services providers (employees and independent contractors) of property other than stock options.

· In general, at the time the services provider received non-option property, she includes in gross income the excess of the property’s full value over the amt, if any, which she paid for the property.

Tort Damages

The exclusion for damages received on account of personal injuries or sickness is now limited to damages received on account of personal physical injuries or sickness.  Thus, a plaintiff receiving damages for nonphysical torts such as libel and slander may no longer exclude these damage awards.  Under the old rule, plaintiffs were entitled to exclude damages received in employment discrimination matters if they could establish that the discrimination for which the damages were received was a tort or tort-like injury.  If the discrimination constitutes a tort or tort-like injury at all, it would generally involve nonphysical injury; thus, the damages received in most employment discrimination matters are no longer excludable from income.  Punitive Damages paid in connection with tort awards are now fully taxable, whether paid in connection with a physical or a nonphysical tort.

Employee Death Benefits

Congress has repealed the $5K exclusion for employee death benefits
Chapter 39 – Tax Shelters

· §469 – passive activity rules – net losses arising from certain activities are not allowed to shelter income from other sources, such as wages.  Chiefly prevents the deduction of losses that do not represent current economic losses.
· §465 – is aimed at TPs who do not have a sufficient amt at risk in the activity, §469 aimed at TPs who do not materially participate in the activity, i.e., who are passive investors.
· §469(d)(1) – disallows deduction of the TP’s “passive activity loss”.
· Passive activity loss – the excess of the TP’s aggregate deductions from all passive activities over aggregate gross income from such activities, i.e., it disallows the net loss arising from all of the TP’s passive activities. 
· Passive activity – any trade or business or investment activity in which the TP does not materially participate.
· Materially participate - §469(h)(1) & (2) – must be regular, continuous, and substantial to be considered material.  Material participation by the TP doesn’t prevent a rental activity from being a passive activity.  §469(c)(2) &(4).  In the case of a real estate professional, however, there is a special material participation exception in §469(c)(7).
· Disallowed passive activity loss – are carried forward indefinitely and treated an though they have arisen in each succeeding year until they are used.  §469(g) allows suspended losses to be deducted against active income when the activity generating the suspended loss is disposed of.  Thus, net profit from one passive activity may be sufficient to offset a net loss from a second passive activity.
· §469(e)(1) – provides that portfolio investments (investments that yield interest, dividends, annuities, or certain royalties) are not treated as passive activities, even though owning stocks and bonds seems to be passive activity in the non-tax sense
Earned Income Tax Credit

§32(b)(1)(a) & §32(b)(2)

Ex. Roberta is single and has two qualifying children.  She earns $15k plus $6,610 alimony


Credit Percentage = 40%


Phaseout Percentage = 21.06%


Earned Income Amt = $8,890


Phaseout Amt = $11,610

Formula:

Earned Income Tax Credit = 

[(Credit %) x (Earned Income Amt)] – [(AGI Phaseout Amt) x (Phaseout %)]

Fall 1999 – Morning Exam

Questions #1 - 8
1. §162(a)(2): ‘Traveling expenses must be

· Reasonable & necessary

· Incurred “while away from home”

· Incurred in pursuit of business

RR 73-529 cited in Henderson (1998) lists 3 factors to establish a valid tax home.

1. The business connection to the locale of the claimed home;

2. The duplicative nature of the taxpayer’s living expenses while traveling and at the claimed home; and

3. Personal attachment to the claimed home.

Robert passes point 1.

Robert fails point 2.

Robert fails point 3.  The dissent in Henderson (1998) might disagree.

Robert carries his tax home with him.  Thus, he did not incur expenses “while away from home” and cannot deduct the expenses.

2. §102(a) excludes gifts, bequests, and inheritances from GI of those who receive them.

· The $50,000 worth of gifts in kind is excluded from GI because it is a gift.

· If the payment proceeds primarily from “ the constraining force of any moral or legal duty” or from “ the incentive of anticipated benefit” of an economic nature, it is not a gift.  Duberstein (1960).
· A gift proceeds from a “detached and disinterested generosity” out of affection, respect, admiration, charity or like impulses.  Duberstein (1960).
· Focus on:

1. Transferor’s intent

2. Totality of the facts

· A person is entitled to treat cash and property received from a lover as gifts as long as the relationship consists of something more than specific payments for specific sessions of sex.

§61(a) does not include loans in GI.  The income from a valid loan is excluded from GI under the “borrowing exclusion” because there is a corresponding obligation to repay the loan.

1. Although Jefferson “weaves and dodges”, he does honor his debt.

2. If he did not honor his debt, he would have debt discharge income under §61(a)(12).

3. The interest paid on the loan in “personal interest and is disallowed under §163(h).

3.
§71 “alimony or separate maintenance payments” as defined in §71(b), are:

· Gross income to the recipient, and

· Deductible by the payor under §215.

§71(b) requirements:

1 Payments must be made in cash (or cash equivalent, such as by check);

2 They must be made pursuant to a divorce or separation instrument (i.e., settlement agreement or judgment);

3 The instrument cannot contain a provision requiring the payments to be treated as a nontaxable transfer;

4 The payee and payor must not be members of the same household at the time the payments are made;

5 The payor’s liability to make the payments must terminate completely at (or before) the death of the payee-spouse;

6 No portion of the spousal support amount can be tied to any contingency involving a child.

· NOTE: Child support payments are always nontaxable transfers.  The reason for #6 is to weed out any child support payments disguised as spousal support.

§1041 Transfers of property between spouse or former spouse if incident to divorce (occurs w/in 1 year after the date on which the marriage ceases, or is related to the cessation of the marriage)

· No gain or loss recognized

· Transfer treated as a gift.

· Transferee has transferor’s basis

Assignment income will vest at least momentarily with Harry.

4. §102(a) excludes gifts, bequests, and inheritances from GI of those who receive them.

· If the payment proceeds primarily from “ the constraining force of any moral or legal duty” or from “ the incentive of anticipated benefit” of an economic nature, it is not a gift.  Duberstein (1960).
· A gift proceeds from a “detached and disinterested generosity” out of affection, respect, admiration, charity or like impulses.  Duberstein (1960).
· Focus on:

1. Transferor’s intent

2. Totality of the facts

· The $1.92M settlement is GI.  “Here we have instances of undeniable accessions to wealth, clearly realized, and over which the TPs have complete dominion.”  Comm’r v. Glenshaw Glass Co., U.S. (1955)

5.
Human capital:

· HC is all the physical and mental attributes of a human being necessary to earn compensation.  

· HC is any attribute of a person (inherited or acquired) that has value in the market for services or talent.  

· HC cannot be transferred and is part of the taxpayer’s body or being. 

§ 162 requires the taxpayer to be already “carrying on” an existing business in order to deduct related expenses.  Pre-opening or start-up costs are not deductible.

§ 195 allows amortization (straight-line) over the first five years of the business.

Education outlays fail the § 162 “carrying on” requirement, and they fail the “current expense” requirement of §§ 162 and 195 because the benefit has a useful life beyond the taxable year (and therefore, they are nondeductible “capital expenditures”).  

Treasury Regulation § 1.162-5: To be deductible, education outlays must: 

(1) maintain or improve skills required by the individual in his existing employment or other trade or business (Treas. Reg. § 1.162-5(a)(1) and (c)(1)), or 

(2) meet the express requirements of an employer imposed as a condition to maintaining the individual’s employment status (Treas. Reg. § 1.162-5(a)(2) and (c)(2)).

BUT even though an outlay satisfies either or both of these two requirements, it is nevertheless nondeductible if it:

(1) pays for education that is required in order to meet the minimum education requirements for qualification in the taxpayer’s employment or other trade or business (Treas. Reg. § 1.162-5(b)(2)), or

(2) LEADS TO QUALIFYING THE TAXPAYER FOR A NEW TRADE OR BUSINESS (Treas. Reg. § 1.162-5(b)(3)).

Sharon v. Comm’r: “If the education qualifies the taxpayer to perform significantly different tasks and activities than he could perform prior to the education, then the education qualifies him for a new trade or business.”  The court held that a bar review course taken to help prepare the lawyer for licensing in the state of California was a personal expense because it qualified him for a new trade or business (practicing law in a new state).

Look at the language of the explanation of Example (4) in Treasury Regulation § 1.162-5(b)(3) – an individual engaged in the private practice of psychiatry undertakes a program which will lead to qualifying him to practice psychoanalysis.  The example explains that “the expenditures for his study and training are deductible because the study or training maintains or improves skills required by him in his trade or business AND DOES NOT QUALIFY HIM FOR A NEW TRADE OR BUSINESS.  The last part of that explanation seems to indicate that if it were to qualify him for a new trade or business, rather than just qualifying him to practice in a new area, that the deduction would not be allowed.

To sum up, the language used in the regulations and the Sharon case seem to indicate that regardless of the individual’s intentions, if you will be qualified for a new trade or business (in our problem, he can become a CPA), the deduction will be disallowed.  You could argue that he’s not qualified for the new trade or business until he took and passed the CPA exam, but Sharon directly contradicts this idea – the bar review course was a personal expense even though the individual still had to take and pass the bar.

6.
Rules: 

(1) If the debt is less than the FMV of the property securing it, relief from the debt on transfer of the property is simply included in amount realized when calculating § 1001 gain or loss, regardless of whether the debt is recourse or nonrecourse.  There can be no debt-discharge income because the property’s value covered the entire debt.

(2) When the debt exceeds the FMV of the property transferred…
(a) If it is a recourse debt, AND the excess debt is forgiven by the lender, J. O’Connor’s approach controls and the forgiven excess debt creates debt-discharge income.  The difference between the property’s FMV and basis produces § 1001 gain or loss.
(b) If it is a nonrecourse debt, the Tufts majority’s approach controls and the excess debt simply creates additional amount realized under the § 1001 calculation.  If the property securing the debt is transferred, there is an amount realizes and gain results.  If the property securing the debt is retained, there is debt-discharge income unless § 108(a)(1)(D) or (e)(5) applies.
Clearly, in this problem Stanley’s debt ($600,000) exceeds the FMV of the office building ($250,000).  

ANSWERS:

If the mortgage was a recourse debt, and if the excess debt was forgiven, Stanley would have a gain of $150,000 (which is the difference between the FMV ($250,000) and his basis ($100,000)) to report in 1999.  The AR in the foreclosure sale is presumably going to be the same as the FMV, $250,000.  Stanley therefore has $350,000 of debt-discharge income (calculated by taking the original amount of the mortgage, $600,000, minus the AR in the sale (the AR is the same as Stanley’s basis in the property plus the gain we calculated) to report in 1999.  

[Also, you can look at this as Stanley having received $500,000 of benefit (because he only had $100,000 of basis, and he owed $600,000 on the mortgage).  To make sure this benefit is reflected on his income taxes, it makes sense to have him list $150,000 of gain from the sale of the property, and $350,000 of debt-discharge income.  The total of those two amounts equals the benefit he received when he lost the property but was released from his $600,000 obligation on the mortgage.]

If the mortgage was a nonrecourse debt, “relief resulting from the transfer of property is included in amount realized, regardless of the FMV of the property.”  See Treas. Reg. § 1.1001-2(a)(1), (a)(4)(i), and (b).  Stanley owed $600,000, and the property will sell at $250,000.  Once the bank sells the property, Stanley will still owe them $350,000 ($600,000 owed, minus the $250,000 the bank made on the sale).  Because the mortgage is nonrecourse, the bank does not release Stanley from liability, but is prohibited from collecting from Stanley personally.  Therefore, the remaining $350,000 is not debt-discharge income, but is additional amount realized in 1999 for Stanley.  In total, Stanley should realize $500,000 in 1999 ($150,000 from the sale of the property, plus $350,000 in additional amount realized).  [$500,000 matches up with what Treas. Reg. § 1.1001-2(a)(1) tells us to do: “the amount realized from a sale or other disposition of property includes the amount of liabilities from which the transferor is discharged as a result of the sale or disposition.”]


CONCLUSIONS:

Recourse: Stanley has $150,000 of gain in 1999, and $350,000 of debt-discharge income.

Nonrecourse: Stanley has $500,000 of gain in 1999.

7.
§ 483 (Interest of Certain Deferred Payments) applies to this problem because (1) some or all of the payments are due more than one year after the date of the sale or exchange of the property [here, the property will be paid for in year 5], and (2) there is total unstated interest.  

· Total unstated interest (with respect to a contract for the sale or exchange of property) is an amount equal to the excess of: (1) the sum of the payments to which this section applies which are due under the K, over (2) the sum of the present values of such payments and the present values of any interest payments due under the K.

· For purposes of computing total unstated interest, the present value of a payment shall be determined under the rules of § 1247(b)(2) (“as of the date of sale”) using a discount rate equal to the applicable Federal rate determined under § 1274(d).

§ 163(e) applies to the interest (but not the principal) that Paul pays to Ellen.  Ellen has to report the interest she is paid by Paul every year, but she does not have to report the principal until the year it is actually paid.

So . . . What is the FMV of the note in 1995, if on Dec. 31, 1999, it is worth $100,000,000?

Present Value =
amount of payment




    (1 + interest)n

PV =        $100,000,000 
= 
$100,000,000 * 0.620




              (1+ 0.10)

(as found in Table B on p. 830)

= 
$62,138,818 

The present value of the $100,000,000 that is due in five years is $62,138,818, which is the amount realized by Ellen in 1995 for the sale of the property.  This means that we have $37,861,182 of interest to somehow divide over the five years…

To find the interest for each year, use the following Stephanie-created formula:

[(PV _ of _ the _ Principal + Interest _ Paid _ in _ Preceding _ Years)  * Interest_ Rate] 

Make sure you add ALL the interest incurred for all preceding YEARS (plural years).

	Due at End of Year
	Income to Report

	1
	$6,213,881 (Interest only)

	2
	$6,835,269 (Interest only)

	3
	$7,518,797 (Interest only)

	4
	$8,270,676 (Interest only)

	5
	$42,138,818 (Principal)
and

$9,097,744 (Interest)

	Total
	$100,074,185 (Close enough, we decided!)


Since Ellen has a basis in the property of $20,000,000, she has capital gain to report in 1999 in the amount of $42,138,818, in addition to the interest she must report ($9,097,744).  In 1995, 1996, 1997, and 1998, Ellen must report the interest listed above as capital gain as well.  Her gains are all capital gains because they result from the sale of a capital asset (property held by the TP not excluded under § 1221).  They will therefore be subject to lower tax rates than ordinary gains.  

8.
Alice does not have a basis in the payments.  In 1998, Alice received $500,000 as her first lottery payment, which must be included in GI as ordinary income (because it is a windfall) under § 74 (prizes and awards).  For the same reason, in 1999, Alice must include in her GI the $3,000,000 he received from Paula.  This is ordinary income because it is a windfall.

Paula purchased an annuity (an investment that promises to pay a series of level payments for a specified period of time).  The $3,000,000 payment whether made as a lump-sum or in a series, is a nondeductible capital expenditure that creates basis.  Under § 72(b)(1), each annuity payment is included in gross income except for that fraction of the payment that is calculated by dividing the investment in the contract (basis) by the expected return under the contract (total anticipated annuity payments) as of the annuity starting date.  

Gross income exclusion = payment (total basis/expected return)

Gross income exclusion = $500,000 ($3,000,000/$9,500,000)

Gross income exclusion = $157,900

Paula must include in her GI $342,100 of the $500,000 payments as she receives them.  The $342,100 should be taxed as long-term capital gain, with the exception of Paula’s 1999 payment, which should be treated as short-term capital gain because Paula has not held the annuity for over a year.  Because Paula will exclude $157,900 from her GI each time she receives $500,000, she will exclude in total (after receiving her 19 payments) $3,000,000 (the amount of her basis in the annuity) (Note: Use this to double-check your math!).

Fall 1999 – AM exam - 9-16

Question #10

In order to obtain the maximum benefit from the generosity:

a. Consider that simply giving the homeless person would be considered personal consumption, never to be deducted.

b. However, by giving the money to the Salvation Army without imposing any obligation to comply with your wishes (which helps to ensure that your money remains a gift, not consideration for services rendered) you stand to deduct the cash gift at a value equal to that cash gift (§170(b)(1)(a)) so long as this gift is not in excess of 50% of your AGI this year.  If this gift is in excess of 50% of your AGI, the deduction is allowed to be carried forward (§170(d)(1)(a)).

c. Therefore, in order to receive the maximum benefit from your generosity, you should give the cash to the Salvation Army, take the tax deductions, and apply the savings realized in reduced taxes to other charitable contributions.

d. If the homeless person had been a prior employee and a gift was made to him, the tax consequences would likely remain identical to the gift made to the homeless person who was not a prior employee.  While some gifts can be given to employees as rewards for achievement and later deducted (§74(c)), this situation leans toward being interpreted as compensation for past services.

e. The most utility can be gained from the generosity by giving the money to the Salvation Army.  This is a good result because:

i. The IRC chooses carefully the criteria for the circumstances where deductions are allowed in the best interest of the public – taxpayers are given incentives to contribute to causes that are the most important in the eyes of the state.

ii. The richer you are, the more you are allowed to deduct by giving to approved charities – this lends toward a wealth redistribution from the rich to the poor.

11.

· 1996:  Fifteen of the shares that were in recognition of her past services should be included in her gross income at the FMV of $1,500 (15*$100per share)

· 1997 – 1998 (assuming that she received the stock on the last day of 1996 and quit on the last day of 1998):  She should include in each of these years the FMV of the stock that has ‘vested’ or where there is less than a substantial risk of forfeiture.  So $1,400 in 1997 (7*$200 FMV each share in 1997) and $2,800 in 1998 (7*FMV each share in 1998).

· 1999 – 2001:  According to §83(a)(1) – since there was never a point in time where the remaining 21 shares were without a substantial risk of forfeiture, Cornelia should not include them in her gross income in any of the years following 1998.

IF SHE ELECTS §83(b) – 

1996:  All shares will be included in her gross income at the current FMV of $100 per share totaling $5000.

However, if she elects this option, she will not be allowed to deduct subsequent forfeitures of the shares.

Which should she choose?

If she chose the first scenario:

	Year
	Shares Obtained
	Share Value
	Total

Shares
	Total Value
	Included in GI
	
	

	1996
	15
	100
	15
	1500
	1500
	
	

	1997
	7
	200
	22
	4400
	1400
	
	

	1998
	7
	400
	29
	11,600
	2800
	
	

	1999
	0
	800
	29
	23,200
	0
	
	

	2000
	0
	1600
	29
	46,400
	0
	
	

	2001
	0
	3200
	29
	92,800
	0
	
	


She has had to include a total of $5,700 in Gross Income under this scenario.

Or if she chooses 83(b):

	Year
	Shares Obtained
	Share Value
	Total

Shares
	Total Value
	Included in GI
	

	1996
	50
	100
	50
	5000
	5000
	

	1997
	0
	200
	50
	10000
	0
	

	1998
	-21
	400
	29
	11600
	0
	

	1999
	0
	800
	29
	23,200
	
	

	2000
	0
	1600
	29
	46,400
	
	

	2001
	0
	3200
	29
	92,800
	
	


She should choose the 83(b) election because she includes only $5,000 in GI ($700 less than the alternative plan).

12.


“A reserve based on the proposition that a particular set of events is likely to occur in the future may be an appropriate conservative accounting measure, but it does not warrant a tax deduction.” J. Marshall U.S. v. General Dynamics


[The all events test as described in Treasury Reg 1.461-1(a)(2):  An accrual-method taxpayer accrues and deducts otherwise allowable items when (1) all the events have occurred that establish the fact of the liability, (2) the amount of the liability can be determined with reasonable accuracy, and (3) economic performance has occurred with respect to the liability.]

· Liability has not been firmly established in for events that have not occurred – disagreements in tort are unlike those predetermined liabilities often found in contracts.

· The amount of the liability is definitely not known – maybe White has simply had a lot of slip/fall cases but next year, 100 people slip/break neck instead of arm or leg.  Likewise, perhaps efforts to reduce liability are extremely successful rendering much lower aggregate liability – White would have gotten deductions in excess of the true liability amounts, not fair to tax system.

· There has been no economic performance binding the future injured patrons – perhaps they haven’t even visited the store yet…this is all much too speculative!

· Responsibilities of accounting methods are different for IRS and businesses – IRS is to protect the public fiscal well being, while the business is to make a profit – competing objectives and is source of tension where accrual of deductions is at issue.

· Bottom Line:  White cannot accrue the deductions because it so horribly fails the “all events test” as applied in General Dynamics. – Setting aside the money for future liability is White’s choice in how to run his business but not deductible on the front end as he wishes.

	Year
	Set Aside
	Paid Out for prior year
	Business Deduct

	1997
	500k
	?
	?

	1998
	600k
	400k
	400k

	1999
	? (doesn’t matter)
	900k
	900k


Fall 1999 – Evening Exam

1. The first issue is whether Arlene has cancelled debt raising the prospect of debt-discharge income under § 61(a)(12​), or whether she has disputed debt or contested liability.

· §108(d)(1) defines indebtedness as any indebtedness  “(A) for which the taxpayer is liable, or (B) subject to which the taxpayer holds property.”

· Under §108(d)(1)(A) Arlene is not indebted because the state law states that Arlene is not liable for the principal in a usurious loan scheme.

· Under §108(d)(1)(B) Arlene is indebted because she has a debt subject to which she holds property, the $10,000.

· The loan/debt have no tax consequence for Arlene in 1998 because the $10,000 she received is offset with the corresponding $10,000 obligation to repay.

· The loan/debt do have tax consequence for Arlene in 1999 because $8,000 of the original $10,000 became worthless as a result of the court settlement.  Treas. Reg. § 1.166-2 states that generally, a debt is worthless only when there is discharge in bankruptcy, the statute of limitations has run, or there is no practical hope of repayment after considering bona fide efforts by the lender to obtain repayment.

· Therefore, Arlene has $8,000 of debt-discharge income in 1999.

---------------------

· In the alternative, if Arlene were not indebted under § 108(d)(1) she would have a disputed debt or contested liability situation. Under the contested liability doctrine, if a taxpayer, in good faith, disputes the amount of a debt, a subsequent settlement of the dispute would be treated as the amount of debt cognizable for tax purposes. Ie no debt discharge income. 

· There would be no tax consequence in 1998 because any money she received is offset with the corresponding obligation to repay. 

· There would be no tax consequence in 1999 because the $2,000 settlement would fulfill all debt obligations. 

2.
§ 102(a) excludes gifts, bequests, and inheritances from the GI of those who receive them, even though these receipts are accessions to wealth representing the ability to pay.  

· A gift proceeds from a “detached and disinterested generosity” out of affection, respect, admiration, charity or like impulses.  Look to (1) Transferor’s intent, and (2) Totality of the facts.  Duberstein.

· A voluntarily executed transfer of property by one to another, without any consideration or compensation therefore, though a common law gift, is not necessarily a “gift” within the meaning of the statute.  Duberstein.

· The mere absence of a legal or moral obligation to make such a payment does not establish that it is a gift.  Duberstein.

· If the payment proceeds primarily from “the constraining force of any moral or legal duty” or from “the incentive of anticipated benefit” of an economic nature, it is not a gift.  Duberstein.

· Where the payment is in return for services rendered, it is irrelevant that the donor derives no economic benefit from it.  Duberstein.

Bill should include the $5,000 in his gross income.  Totality of the facts indicate the money is more akin to payment for services rendered and or given in anticipation of future benefit, good service.  Key to this is an ongoing business relationship, and historical tradition of tipping wait-staff.

Will should not include the $5,000 in his gross income because law professors should always get the benefit of the doubt.  Also, the totality of the facts indicates the money gift proceeds from a “detached and disinterested generosity” out of affection, respect, admiration, charity or like impulses.  Key to this is a lack of an ongoing business relationship, and lack of a historical tradition of tipping law professors.

3.
We must look to the origin of the claim, not the consequences of the claim.  Gilmore (1963).  

· Did it originate in personal or business matters?

· Does the claim arise in connection w/ the TP’s profit making activities?

Here the $5,000 in legal expenses originated from the failure of a personal relationship.  Even though Linda’s profit making activities, her law practice and the investment income from the building if any, could suffer as a result of Walker the stalker’s activities, the claim did not arise in connection with Linda’s profit making activity.  Therefore, her $5,000 worth of legal expenses is not deductible.

· The Gilmore analysis is not limited to the deduction of attorney’s fees under §212.  Nor is it limited to the divorce context of the Gilmore case.

Here the $30,000 cost for the security guard originated from the failure of a personal relationship.  Even though Linda’s profit making activities, her law practice and the investment income from the building if any, could suffer as a result of Walker the stalker’s activities, the claim did not arise in connection with Linda’s profit making activity.  Therefore, her $30,000 expense for the security guard is not deductible.

4. The document is a capital asset, long-term asset used by business, rather than an expense, short-term asset, whose cost would be fully deducted in the current year.  A capital asset should be depreciated under §167 or §168.

· To be depreciable under §167(a), property (1) must be used in a trade or business or held for the production of income and (2) must be subject to “exhaustion, wear and tear (including … obsolescence).”  §167 is usually in applicable because the ACRS system is now preferred method of depreciation.  ACRS (accelerated cost recovery system) was implemented as part of the Economic Recovery Act of 1981.  ACRS is mandatory and applies to most tangible depreciable assets placed in service after 1980.  §168(a).  The rules implementing ACRS were prescribed in § 168.

· If an item is depreciable, there are five steps that the TP must follow in computing the § 168 deductions:

1. Determine the total depreciable amount (i.e., the entire basis b/c salvage value is ignored under § 168).

2. Determine the classification of the property under § 168(e).

3. Ascertain the recovery period under § 168(c).

4. Determine the method of depreciation under § 168(b). AND

5. Ascertain the applicable convention under § 168(d) regarding when the asset is deemed to be placed in, and taken out of, service during the year.

· Here the depreciation amount is $100 million.

· The document is not included in any of the listed classes and therefore falls into 168(e)(3)(C) which includes any property, which (1) does not have a class life, and (2) is not otherwise classified under paragraph 2 or this paragraph.

· The recovery period is 7 years.

· The method of depreciation is 200% declining balance switching to the straight-line method for the 1st taxable year in which this switch will yield a larger allowance.  §168(b)(1).

· The applicable convention is the default half-year convention.  §168(d)(1).

· Therefore, in 2009 the depreciation deduction should be $14.3m.  [(100m basis x .143 7-year recovery period percentage) (200% depreciation method)] x [50% half year convention]

In 2010 the depreciation deduction should be $24.5m.  [(100m basis – 14.3m x .143 7-year recovery period percentage) (200% depreciation method)] 

5.


· Mr. Hurt has $500,000 to be included in his gross income for 1999.  Under §61(a) “gross income means all income from whatever source derived…”.  The income is ordinary income and should be taxed as such.

· An income tax is not a tax on gross receipts.  Implicit in the concept of income itself is the notion that the expenses incurred to produce GI must reduce that GI so that only net profit is taxed.

· §162(a) provides, “There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business…”.  To be deductible under § 162, an ordinary and necessary exp must be “directly connected w/ or pertaining to the TP’s trade or business.”

· § 212 is the analog to § 162 for income-producing activities that do not rise to the level of a “trade or business.”  §162 provides the authority for deducting all “ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.”  For example, investment activities—such as holding stocks, bonds, and investment RE in order to collect dividends, interest, rents, and cap gain—have been definitively held not to constitute a trade or business, even if the TP stays very “busy” in pursuing these activities.  Yet, expenses incurred to produce gross investment income should nevertheless reduce that GI so that only net profit is taxed.  § 212 allows these deductions.

· Larry has a $500,000 expense in 1999.  The $500,000 expense is “ordinary and necessary” given that he can recoup the amount in just 2.5 years with the new rate of rent he can charge.

· Larry can deduct the $500,000 expense in 1999 which can be deducted in 1999 under §162 if his income–producing activities rise to the level of a trade or business, or under §212 if his income–producing activities do not rise to the level of a trade or business.  

Questions 6-10

Questions 11-15 on Fall 1999 – evening exam

Question #11
§170 (c)  – allows a deduction for any “contribution of gift” if it is made to or for the use of an organization that is exempt under §501(c)(3).

Issue – is the hospital an exempt organization?

Answer – In order for the hospital to qualify as an exempt organization, it must be “organized and operated exclusively for religious, charitable, scientific, literary, or education purposes”, “no part of the net earnings of which inures to the benefit of any private shareholder or individual”, and it is not “disqualified ...by reason of attempting to influence legislation, etc.” [§170(c)(2)(b),(c), & (d)].  Unless the hospital is organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes, it will not qualify as an exempt organization.  However, the hospital may qualify under §170(c)(3) if it is “a post or organization of war veterans, or an auxiliary unit, or society of, or trust or foundation for, any such post or organization...”  So the hospital may qualify if it is a VA hospital.

Assuming the hospital does qualify under §170(c) and §501(c)(3) – here is how the deduction would work:

· §170(e)(1) – limits the deduction for contributions of appreciated property to adjusted basis in certain cases.  The deduction is always limited to basis if the appreciated contributed property is NOT long-term capital gain property.
· If property rather than cash is contributed, the deduction is equal to the fmv of the property as long as it is long-term capital gain property.  It is NOT limited to the TP’s basis.

· The deduction is always limited to basis if the property is not “long-term capital gain” property (i.e. self-created art, etc.)

· If it is “long-term capital gain property”, the deduction is equal to the fmv of the property.  But, the deduction is limited to basis if the property is tangible personal property that is NOT used by the donee in connection with any its exempt purposes or functions.

· Also, deductions of the fmv of appreciated property is limited to 30% of AGI. Thus, some TP’s may want to deduct only their basis in the property.

In this fact pattern, the painting is considered a LTCG since he has held the asset for more than 1 year.  Since this is property rather than cash, the deduction is equal to fmv IF the property is used by the donee in connection with any of its exempt purposes or functions.  If the property is NOT used by the donee in connection with any of its exempt purposes or functions, then the deduction is limited to the basis of the property.  

Issue – is the painting being used to religious, charitable, etc purposes?

Answer – Argue both sides.  In my opinion, the painting is not really being used in connection with any of its exempt purposes.  If this is the case, TP can only deduct $20k.  If you determine that the painting is being used by the hospital in connection with its exempt purposes, then the deduction would be the $40k (fmv).

We do not know TP’s AGI.  If TP’s basis is the amt eligible for deduction, then the deduction cannot exceed 50% of his AGI.  Any amt over the 50% mark can be carried forward for up to 5 years and be deducted then.   If TP is allowed to deduct the fmv of the painting, then the deduction is limited to 30% of his AGI.

Question #12

Facts

1903-1982 – power plant

1982-1998 – vacant & unused

1998 – converted into apartment @ cost of $1.5 million

Dec. 1998 – rented and occupied

March 1999 – contamination clean-up @ cost of $100k

Generally, an individual may incur expenses in the production of income where the individual’s activity does not rise to the level of a trade or business; these expenses are deductible under §212.  Under §212, an individual may deduct ordinary and necessary expenses paid or incurred:

1. For the production or collection of taxable income;

2. For the management, conservation, or maintenance of property held for the production of income; or

3. In connection with the determination, collection, or refund of any tax.

If the activity does rise to the level of a trade or business, §162 applies and makes the following requirements:

1. The expense must be ordinary and necessary; and

2. It must be an expense, not a capital expenditure.  Expenditures incurred in the acquisition or disposition of capital assets are not deductible; they are added to basis or reduce the amount realized.

According to TR §1.263(a) & (b) and §1.162-4 – expenses incurred to adapt property to a new use, or that add value to property are capital expenditures.  So the $1.5 million is considered a capital expenditure since the power plant was adapted to residential use (apartments).  Improvements to property are non-deductible capital expenditures.  Therefore, $1.5 million is not deductible in 1998 but must be allocated over the life of the property.  

Under §168(b) the method of depreciation will be the straight-line method since it the property is classified as residential rental property.  The residential recovery period is 27.5 years.  According to §168(d), the mid-month convention should be used.  Under the straight-line method (1,500,000/27.5 = $54,545.46 in years 2-27.  In year 1, deduct $2199.41 for 15 days of depreciation ($54,545.46/ 12 = $4,545.46/31 = $146.63 x 15 = $2,199.41).  So in 1998, Domination could deduct $2,199.41 of depreciation.  In 1999, Domination can deduct $54,545.46 in depreciation.

Contamination Issue

Based on the holding in American Bemburg Corp – the $100k would not be considered a capital expenditure and would be deductible because the purpose was to continue operations on the same scale, to avoid losing tenants, and was not extend the life or increase the value.

So, in 1999, Domination would be able to claim $54,545.46 in depreciation and $100k deduction for repairs.

· Improvements to property are non-deductible capital expenditures
· TR §1.263(a) & (b) and TR §1.162-4 say that expenses incurred to adapt property to a new use, or that add value to the property, or that prolong the property’s life are capital expenditures.
· American Bemburg Corp – TP spent 1 million to repair the bedrock under his building.
Holding – the expense is not a capital expenditure and is deductible because the purpose: 1) was to continue operations on the same scale, (2) was to avoid losing the plant, (3) and was not to extend the life or increase the value.

Question #13

Facts

1986 – Martin purchases Blackacre for $1k down and $3k mortgage.  So basis = $4k (Crane).

1986-1993 – paid interest, but no principal.

1993 – fmv = $10k

March 3, 1993 – Martin sells Blackacre for $10k with $1k down and $1k each year + interest until balance paid off.

Since the land was vacant and held for investment, Martin did not occupy the land for 2 out of 5 years prior to sale – therefore, not able to exclude up to $250k single, $500 jointly under §121.

1986 – 1993 – Martin is able to deduct the interest under §163(h).

Here we have a capital asset under §1221.

LTCG – held for more than 1 year

It is a gain sale, so §453 eligible

Under closed transaction Martin would be required to include the gain in year 1 even though he will receive only $1k.

Under the installment method, Martin would report his gain on a pro rata share as the payments are received.

· Under this method, eligible sale gain is recognized according to the following formula in each year that a payment (other than interest) is made:

Gross profit
X
Current Payment = Includable Gross Income

_________

Contract Price


6k

X
1k = $600 gain (included each year)


____


10k


The remaining $400 of each payment is a nontaxable receipt and recovery of her 4k basis.

So in each year, Martin will report $600 gain.  At the end of 10 years, he will have recovered his basis in the property of $4k.  

Question #14

Facts

1992 – stops collecting for personal consumption

1992-1996 – occasionally sells less valuable wines and acquires more vintage bottles

1998 – hired wine broker and started to advertise

1998 – sold 25% of collection = $30k profit

1999 – sold 55% of collection = $70k profit

Nelson claimed the profits as LTCG.

· §1221- a capital asset is any property – whether business, investment, or personal use – that is NOT listed in §1221.  Those things that are listed and are not capital assets are:

1. Inventory

2. Property held by the TP primarily for sale to customers in the ordinary course of business (the dealer-property exception)

3. Self-created art, letters, music, or copyright

4. Accounts or notes receivable acquired in the ordinary course of business for services rendered or from the sale of property.

Byram Case – deals with meaning of #2 above – TP sold 7 lots of property but was not a realtor, the property was not advertised, he put in minimal sales effort, and the property was no subdivided.

Holding – The Court determined that the property was held as a capital asset and therefore the gains could be treated as capital gains.  The court used several factors to determine if a property was held as a capital asset:

6. Duration of ownership

7. Efforts and advertising made by the TP to sell

8. The extent of subdividing done

9. Was he a licensed broker

10. Frequency and substantiality of the sales

Based on the factors in Byram – Nelson is likely to fall under the dealer-property exception.  Unlike the TP in Byram, Nelson hired a broker and advertised.  In addition, he sold sizeable portions of his collection.  If it is determined that the property was held by Nelson primarily for sale to customers in the ordinary course of business, the wine is not considered a capital asset and therefore would receive ordinary income treatment for tax purposes.

Question #15

Facts

1980 – received as gift, dad paid $500

1986 – built cabin @ cost of $16k 

1998 – destroyed by fire, claimed $12,900 as casualty loss deduction

1999 – arsonist paid Quincy $16k in settlement

Tax Benefit Rule

Exclusionary Aspect - §111(a) and (c) – recovery of a loss or outlay deducted in a prior year is excluded to the extent that the earlier deduction produced no tax benefit because it did not reduce the income tax base in the deduction year, or in an earlier year or later year by way of an NOL carryback or carryover.

Inclusionary Aspect - §111(a) – is not available to exclude a recovery if the prior –year deduction did produce a tax benefit, unlike in Dobson.  The return or the recovery of money or other property that was subject of a prior year’s income tax deduction must be included in income in the year of its recovery to the extent that the deduction did reduce taxes in the prior year, i.e., to the extent it did produce a tax benefit by reducing positive taxable income that otherwise would have been subject to tax (or by increasing an unexpired NOL that can reduce tax in another year.)

Based on our facts, Quincy claimed a deduction in 1998, and since he has acquired $16k as recovery for the value of the property (cabin) which was subject to the previous casualty deduction, it must be included in income in the year of 1999 to the extent that the deduction did reduce taxes in 1998??

Question 16

§ 61(a)(1) includes “fringe benefits, and similar items.”  §132 excludes from gross income fringe benefits that qualify.  The only exclusion under §132 that comes close is §132(a)(4), de minimis fringe.  .  Sally’s $4,000/year of free lunches do not seem to fall in the de minimis fringe category.  The de minimis fringe usually applies to employer provided coffee, occasional personal use of the copy machine etc.  If the lunches were provided less frequently, say once a month, they would probably qualify as de minimis fringe.  Therefore, Sally should include $4,000 de minimis fringe in her gross income for 1999.

· The firm should be allowed to deduct the cost of the meals as a business expense incurred during 1999.

· An income tax is not a tax on gross receipts.  Implicit in the concept of income itself is the notion that the expenses incurred to produce GI must reduce that GI so that only net profit is taxed.

· §162(a) provides, “There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business…”.  To be deductible under § 162, an ordinary and necessary exp must be “directly connected w/ or pertaining to the TP’s trade or business.”

· That the firm felt that the lunches were a good investment in their business because of the employee social interaction is sufficient to meet the “ordinary and necessary” provision of §162.

Additionally, allowing the firm’s deduction prevents effective double taxation of the same item; once to the employees as a fringe benefit included in gross income and then a second time to the company as a disallowed business expense deduction.

Summer 2000 Exam
1.  

This is the promised “earned income taxation credit” problem.  It is absolutely mandatory that we understand how to quickly calculate and explain the answer to this problem.


Refer to §32(b)(1)(A) and §32(b)(2) which state the applicable credit percentage, phaseout percentage, earned income amount, and phaseout amounts.

Considering that Roberta is single, has two qualifying dependent children, the code provides the following parameters:

	Credit Percentage
	40%

	Phaseout Percentage
	21.06%

	Earned Income Amount
	$8,890

	Phaseout Amount
	$11,600


Consider that the following is the general formula for calculating the Earned Income Tax Credit:
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In our example, simply insert the numbers (where AGI = $15,000 + $6,610 = $21,610)
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Discuss?

2.


Harry’s sale is qualified as an installment sale because it is a disposition of property where at least one payment is to be received after the close of the taxable year in which the disposition occurs.


The question remains as to how to compute the proper amount Harry must report in the years 2000 – 2004.  First, the equations for calculating the yearly reported income must be laid out and defined.  Next, the specifics of this problem must be applied to arrive at the proper amount to report in income.


The short of it is that income should be recognized for any taxable year from a disposition is that proportion of the payments received in that year with the gross profit bears to the total contract price.

The long of it involves the following equations and definitions related to calculating the proper reported income under an installment sale:

Equations:
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Definitions:
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:  Payments include amounts actually or constructively received in the taxable year under an installment obligation.  Payment may be received in cash or other property, including foreign currency, marketable securities, and evidences of indebtedness which are payable on demand or readily tradable.
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:  The total contract price equal to selling price reduced by that portion of any qualifying indebtedness, assumed or taken subject to the buyer, which does not exceed the seller’s basis in the property.

Qualified Indebtedness:  A mortgage or other indebtedness encumbering the property and indebtedness, not secured by the property but incurred or assumed by the purchaser incident to the purchaser’s acquisition, holding or operation in the ordinary course of business or investment, of the property.

Application to this problem:

First:
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Second:

Now the Total_Contract_Price must be figured by subtracting any qualified indebtednesses.

Remember that any excess of mortgages over basis is treated as a “Payment” in the sale year. (Dodge 675).

The $40,000 preexisting mortgage cannot be subtracted from the Total_Contract_Price because it is secured by the property, as is the meaning of a non-recourse loan.

However, the new $40,000 note between the buyer and seller can be subtracted from the Selling_Price (assuming it is a recourse loan) up to an amount that does not exceed the seller’s basis in the property ($30,000).

Therefore:
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Finally:
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The applicable percentage to include is 100%!

So the following income should be recognized:

	Year
	Payments Received
	Recognized Income

	2000
	$20,000 cash + $40,000 preexisting mortgage
	$30,000

	2001
	$10,000
	$10,000

	2002
	$10,000
	$10,000

	2003
	$10,000
	$10,000

	2004
	$10,000
	$10,000


This result makes sense because Harry has recovered his entire basis ($30,000) plus some income ($30,000) in the first year.

3.

Question:  If Anne and Dora succeed in becoming married in a federally recognized sense, what would the implications be to the two issues presented?

	
	Dora Single
	Anne Single
	Combined   as Single
	Combined as Married

	Income Tax
	$61,772
	$61,722
	$123,544
	$134,928.50 (Penalty)

	Stock Transfer
	Not a gift ($100,000) income
	Not deductible
	Must recognize the appreciated $100,000 value of the stock as a couple
	§ 1041 tax free spousal transfer where Dora gets $30,000 basis


According to the above circumstances, they will sustain a marriage penalty ($11,384.50 = $134,928.50-$123,544) as a result of filing as a married couple rather than as two single persons.  However, this is far outweighed by the benefit received when they are able to make the stock transfer without recognizing any gain, thanks to § 1041(b) treating the transfer as a gift.  Based upon the year 2000 implications alone, obtaining the married persons status is advantageous from an income tax standpoint.

4.

Question:  Can Charles’s $4,000 expenditures in formal wear for his occupation as a professional musician be deducted under § 162?

The test as laid out in Pevsner v. Comm’r is that clothing expenses are deductible under § 162 if:

1. The clothing is of a type specifically required as a condition of employment

2. It is not adaptable to general usage as ordinary clothing; and

3. It is not so worn.

As the problem clearly states, Charles “wore [the clothes] only during concert performances.  He therefore clearly passes muster with the third requirement.  As for the first prong, we would have to know if the employer specified a particular brand of clothing or type of material – anything that would have fixed the price of the clothing higher than Charles could have otherwise chosen to purchase.  This point is not determinable on the facts given.  To accurately make an objective evaluation of the second, as mandated by Pevsner, we consider whether the average person could adapt the clothing to general usage as ordinary clothing, irrespective of the individual’s particular circumstances.  Likely, the average person cannot wear the described clothing in an ordinary manner.  Charles’s weakest point for deducting the clothing is the first element, but it appears that the weight of the second and third in his favor may allow the deduction.


Had the clothing been given to him by the Houston Symphony Orchestra, he could attempt to claim them as a De Minimis Fringe Benefit.  He would need to establish that the value in comparison to his other income from the employer was minimal, that it would be administratively infeasible to account for the benefit, and that the frequency of occurrence of his receiving the benefit did not significantly overshadow the frequency that other employees received the benefit.  If he were successful in establishing these points, he could likely prevent inclusion of the value of the clothing as income.

5.

	Year ONE
	FIFO
	LIFO
	

	Opening Inventory
	$0
	$0
	

	+ Inventory Purchased
	$1,000 (1000 units)
	$1,000 (1000 units)
	

	- Closing Inventory
	$400 (400 units)
	$400 (400 units)
	

	Cost of Goods Sold
	$600
	$600
	


	Gross Income Year ONE
	FIFO
	LIFO

	Gross Receipts
	$1,800
	$1,800

	- Cost of Goods Sold
	$600
	$600

	Gross Income
	$1,200
	$1,200


	Year TWO
	FIFO
	LIFO
	

	Opening Inventory
	$400 (400 units)
	$400 (400 units)
	

	+ Inventory Purchased
	$5,000 (2500 units)
	$5,000 (2500 units)
	

	- Closing Inventory
	$800 (400 units)
	$400 (400 units)
	

	Cost of Goods Sold
	$4,600
	$5,000
	


	Gross Income Year TWO
	FIFO
	LIFO

	Gross Receipts
	$10,000
	$10,000

	- Cost of Goods Sold
	$4,600
	$5000

	Gross Income
	$5,400
	$5,000


***We went over numbers 6, 8, and 10, so these are almost definitely correct.  Please be careful in relying on numbers 7 or 9 for your arguments.
Problem 6:

· Rule: A gratuitous transfer of property is not treated as a realization event for the transferor.  Transferors do not pay tax on built-in gains.

· § 1015(a): Basis of Property Acquired by Gift After December 31, 1920: If the property was acquired by gift after Dec. 31, 1920, the [donee’s] basis shall be the same as it would be in the hands of the donor or the last preceding owner by whom it was not acquired by gift . . . 

· § 1015(c): Basis of Property Acquired by Gift . . . Before January 1, 1921: If the property was acquired by gift or transfer in trust on or before December 31, 1920, the [donee’s] basis shall be the FMV of such property at the time of such acquisition.

	Possession
	Years
	FMV
	Basis

	First PB
	1800 – 1824
	In 1800: $200

In 1820: $400
	$200 

(Original basis)

	PB Jr.
	1825 – 1859
	In 1840: $800
	$500 (§ 1015(c))

(Formula: $400 + (5 yrs / 20 yrs * $400))

	PB III
	1860 – 1899
	In 1860: $1,600

In 1880: $3,200
	$1,600 (§ 1015(c))

	PB IV
	1900 – 1939
	In 1900: $6,400

In 1920: $12,800
	$6,400 (§ 1015(c))

	PB V
	1940 – 1969
	In 1940: $25,600

In 1960: $51,200
	$6,400 (§ 1015(a))

(I didn’t use “last preceding owner…” here, b/c under § 1015(c), the basis has been increasing, and it doesn’t make sense to go back to $200.)

	PB VI
	1970 – 1999
	In 1980: $102,400
	$6,400 (§ 1015(a))

	Donated to Clinic
	2000
	In 2000: $204,800
	$6,400 (§ 1015(a))


· The portrait of Percy IS a capital asset under § 1221, because it is NOT a SELF-CREATED artistic composition.

· Under § 170(b)(1)(C)(iv), “capital gain property” means, with respect to any contribution, any capital asset the sale of which at its FMV at the time of contribution would have resulted in gain which would have been long-term capital gain.  Here, the FMV at the time of contribution ($204,800) clearly would have resulted in LTCG for PB VI, since his basis is only $6,400.

· Because the portrait is capital gain property under § 170(b)(1)(C)(iv), and because it was held by PB VI for more than one year (LTCG under § 1221), the portrait is LTCG Property for purposes of § 170 Charitable Contributions.

· So what’s the deduction?

· The FMV of LTCG Property contributed to a charity that qualifies under §§ 501(c)(3) [here, the problem specifies that our charity satisfies § 501(c)(3)] and 170(c) [our charity was organized as a charity, and operates as a charity, and thus satisfies 170(c)(2)] is usually deductible at either 30% or 50% of AGI… 

· BUT here we have Tangible Personal Property (b/c the portrait is not real property, and because it’s certainly tangible).  So there may be an EXCEPTION under § 170(e)(1)(B)(i):

· Deductions for LTCG property are limited to the basis of the property only if the property is tangible personal property not used by the donee in connection with any of its exempt purposes or functions constituting the basis for its exemption under § 501.

· The Bridgeton Clinic is a “charitable” organization under § 503(c)(3), and the problem states that its function is to treat and educate people in family planning.  I don’t believe that a portrait of an old guy that is going to be hung on the wall is going to be used by the charity in “connection with any of its exempt purposes or functions,” so the § 170(e)(1)(B)(i) exception probably applies.

· In conclusion (because Dawson likes conclusions), the allowable deduction for Percy Bridgeton VI under § 170(e)(1)(B)(i) is his basis in the property, $6,400.  This number was calculated using the § 170(e)(1) formula: 
· The amount of the charitable contribution ($204,800) is reduced by the sum of (1) the amount of gain which would NOT have been LTCG if the property had been sold by the TP at its FMV (at the time of contribution) ($0), and (2) with tangible personal property, the amount of gain which would have been LTCG if the property contributed had been sold at its FMV (at the time of contribution) ($198,400).  ($204,800 minus (the sum of $0 and $198,400) equals $6,400.)
Problem 7:

· The deductibility of legal fees depends on the “origin” of the claim, and not on the potential consequences of the claim.  An individual may deduct legal fees that are incurred in a trade or business (§ 162) or related to the production of income (§ 212).  If the origin of the claim is personal, legal fees are nondeductible even if they also protect the TP’s business or investment interests.  Two options:

· Since the court dismissed Jane Jones’ lawsuit against the president on the basis that he was immune from any lawsuit based upon occurrences during the actual performance of the duties of his job, it can be argued that the fees the president paid for legal services may be deducted because they were incurred in a trade or business.  Following this argument, John Doe can deduct $1,000,000 from his GI in 1998.  (Can he deduct all of this amount???)

· Because §§ 162 and 212 state that only ordinary and necessary expenses paid or incurred during the taxable year . . . are deductible, you could argue that the legal fees John Doe paid his attorney in 1998 are nondeductible.  Following this argument, John Doe must not deduct $1,000,000 from his GI in 1998.

· As for Jane, she probably does have to include the $250,000 [the $850,000 total minus $600,000 in attorneys fees] in her GI:

· Under § 104(a), “the amount of any damages (other than punitive damages) received (whether by suit or agreement…) on account of personal physical injuries or physical sickness” do NOT have to be included in gross income.

· Also under § 104(a), “emotional distress” shall not be treated as a physical injury or physical sickness.  Jane was probably not physically injured, but just emotionally.

· Based on the fact that Jane does not receive the $600,000 in attorneys fees, she should not have to include this in her GI.

· As for the $850,000 paid by John Doe to Jane and her attorney (as attorney’s fees), I believe this amount would be deductible by John.  I base this belief on the likely fact that Jane has to include the $250,000 she receives in her GI, and the fact that Jane’s attorney will include his $600,000 in his GI.

Problem 8:

· § 108(f) governs what happens to Student Loan debts.  

· The Hospital BOUGHT the debt from the Bank, which means that Jefferson now owes the HOSPITAL instead of the Bank!!!

· A “student loan” in section 108 means any loan to an individual to assist that individual in attending an educational organization, which loan is MADE BY (A) the United States, or a U.S. agency, (B) a State, territory . . ., (C) a public benefit corporation . . ., or (D) any educational organization . . .

· § 108(f)(1): GI does not include any amount which would be includable in GI by reason of the discharge of any student loan if such discharge was pursuant to a provision of such loan under which all or part of the indebtedness of the individual would be discharged if the individual worked for a certain period of time in certain professions for any road class of employers.  [We have been unable to find WHICH professions these are.  David argues it’s only non-profit and other government employment.  ???]

	Year
	
	Moneys Rec’d
	Total Net Worth for the Year

	Originally
	-$100,000
	$10,000 (Net Worth Without the Debt)
	-$90,000 (-$100,000 debt plus his $10,000 person effects).  He is insolvent.

	Year 1
	-$90,000
	$45,000 (Forgiven)
	-$45,000 (-$55,000 debt plus his $10,000 person effects)  He is insolvent.

	Year 2
	-$45,000
	$45,000 (Forgiven)
	$0 (-$10,000 debt plus his $10,000 person effects)  He is no longer insolvent.

	[Year 3]
	$0
	$45,000 ($10,000 more forgiven, and $35,000 gross income)
	$35,000 Gross Income




Under normal rules, the last $10,000 of debt-discharge-type income received in year 3 WOULD BE INCLUDED in GI, because the debtor is SOLVENT after his year 2 debt forgiveness.  But because this is a Student Loan, if falls under § 108(f), and the $10,000 is NOT included in GI.  Only the $35,000 (the $45,000 total payment, minus the last $10,000 owed on the note) is GI.
Problem 9:

· A casualty loss may be roughly defined as a loss resulting from a sudden or unexpected cause, such as an accident, mud slide, tornado, or earthquake.

· In 1998, before the building burns down, John has an AB of $30,000 in the building.  The $30,000 is fully deductible under § 165(c)(1) or (2), because under § 165(b), the amount of the deduction is the AB of the property.

· [Note: Treas. Reg. § 1.165-7(b) provides that if business or investment property is totally destroyed, and the property’s AB exceeded its FMV prior to the casualty, the amount of the loss is the property’s AB.  We aren’t given the FMV of the property, so we can assume that this doesn’t apply this time.]

· John receives $120,000 from the insurance company in the same year to compensate him for his loss of the building.  He doesn’t get the § 165 deduction after all, because § 165 only allows for deductions for losses sustained during the taxable year that are NOT compensated for by insurance.  John now has $90,000 of income to report in 1998.
· In 1999, John purchases for $120,000 a corporation that operates an ice cream parlor in a building owned by that corporation.  This is a capital expenditure, because John’s wealth merely changes forms, and this $120,000 is therefore not deductible in 1999.  (Under § 263, “amounts paid out for new buildings . . .” are not deductible.)

Problem 10:

Option 1 – Sell BA for $500,000 Cash

· Kevin’s basis in BA is $50,000.  If he sells for $500,000, he will realize $450,000 in Long Term Capital Gain (because the property is a “capital asset” under § 1221, and because he has owned it for “many years” under § 1222).  

· Unless Kevin has LT Capital Losses for the year, he has a “net capital gain” for the year (§1222(11)), and is subject to special low tax rates on the gain he realizes under § 1(h).  

Option 2 – Swap Properties with GA Owner:

· Like-Kind Exchanges are dealt with under § 1031 of the Code.

· No gain or loss is recognized by a transferor on an “exchange” of “like-kind” property, so long as both the property exchanged and the property received in exchange are business or investment property in the transferor’s hands.  Assuming both of the properties fit this restriction . . . When is the unrecognized gain finally recognized?

· The gain is deferred under § 1031(d).  The basis of the like-kind property received equals (1) the basis of the property given up plus the face amount of any cash paid, (2) decreased by any “money” received in the exchange, and (3) increased by any gain (or decreased by any loss) recognized.

Kevin owns BA


exchanges with Other Guy for

AB $50,000



Greenacre, FMV $480,000

FMV $500,000


$20,000 cash

· Under § 1031(b), Kevin will have to recognize his entire realized gain to the extent of the boot he receives, which is $20,000.  Kevin must realize $20,000 of CAPITAL gain (b/c the asset transferred was a capital asset in Kevin’s hands – see textbook p. 586).  The remainder of the $430,000 realized gain is not recognized.
· Kevin’s basis in GA is $50,000 (the basis of the property given up plus the face amount of any cash paid ($0)), minus $20,000 (“money” received in the exchange), plus $20,000 (gain recognized).  Kevin’s basis in GA is $50,000.
Depending on how long Kevin would hold Greenacre, it may be worth it to sell Blackacre for cash, because he could pay lower taxes on the $450,000 of LTCG he receives:

· If that $450,000 Kevin received in cash was taxed at 20% (just hypothetically b/c it was a capital gain), Kevin would have to pay $90,000 in taxes this year.  

· On the other hand, if Kevin traded Blackacre for Greenacre, and if Kevin’s $20,000 of capital gain (from the boot) was taxed at 20% this year, he would pay $4,000 in taxes this year on that gain.  Then if he sold Greenacre next year for its FMV of $480,000, and the $430,000 of gain realized was taxed as a capital gain at 20%, Kevin would pay $86,000 in taxes on that gain.  In total, Kevin would pay $90,000 in taxes.
Under both of these situations, the SAME TAX CONSEQUENCES will result (assuming he sells GA the next year, rather than keeping it for a longer period of time)!!!  This will not always be the case. 

SUMMER 2000 PROBLEMS 11-14

11. Issue: whether TP may take a IRC 162 deduction for the Feng Shui advice.

Rule: 162: business expenses are currently deductible only if “necessary and ordinary.”
          Welch v. Helvering held that ordinary and necessary business expenses are defined according to the normal means of conduct and speech in the business world.

Analysis: TP owns her own floral business, and has spent $1000 to help her business increase profitability. The problem TP faces is that Feng Shui may arguably be not ordinary nor necessary for a floral shop. {remember to argue both sides, i.e. C’MR probably would be like Feng Shui is not ordinary/necessary because very rarely used}

 If a business expense is spent on an asset that has a useful life over a year; then it must be a capital expenditure, which if deductible at all, must be amortized over the useful life. Advice is not a “useful asset with a life over a year;” but instead is similar to consulting. {this is addressing the fact that whenever business TP has an expense/outlay: automatically triggers is this 1) currently deductible or 2) must it be capitalized, and depreciated?}

TP may argue that consulting is an ordinary and necessary expense for many businesses. TP may argue that consulting received from Feng Shui resulted in drastic rise of profitability. TP  may argue Welch: ordinary and necessary expenses is defined according to the normal means of conduct and speech in the business world. Thus, TP may argue that Eastern culture and methods of business are becoming increasingly popular. Feng Shui was a consultant who helped her business. Floral businesses rely heavily on their customers’ aesthetic senses of sight and smell. Thus, TP may deduct 1000 as an ordinary and necessary expense of running a floral shop.

12. Issue: Whether TP may deduct 100M of severance payments under IRC 162.

Rule: 162(a)(2) allows a reasonable allowance for salaries OR other compensation for personal services actually rendered.

162(m) states that in the case of a publicly held corp., no deduction exceeding 1M per employee. {I think this problem emphasizes the fact that we MUST glance at the Code rules for every Q, because this little (m) rule was buried}

Analysis: 162 allows TP to deduct reasonable salaries because that is an ordinary and necessary expense of carrying on a business/trade. The allowance must be reasonable and must be for past services rendered. Black’s defines severance pay: money, apart from back wages or salary, paid by an employer to an employee who is dismissed; such a payment is often made in exchange for a release of any claims that the employee might have against the employer. {bring a dictionary} Thus, not for past services rendered, meaning not deductible. Another problem is the 100M figure, because the facts do not indicate how many employees are being let go; and thus difficult to apply the reasonable standard, and impossible to apply 162(m) which only allows a max of 1M per employee. The corp. may not take a 162 deduction.

Ok, folks, I think this next problem is a possible test Q.

13. issue: what are the tax aspects of the proposed settlement?

Rule: IRC 104(a) GI does not include the amount of any damages (other than punitives) received on account of personal physical injury. Thus if the origin of the claim is physical injury then all of the damages, except punys which is always GI b/c of Glenshaw, are not GI. 

72(a) Annuity payments are GI. {but think, how are we going to recover basis/capital}

72(b) TP may exclude from each annuity payment the product of the payment multiplied by the exclusion ration, which in turn equals the cost of the annuity K divided by the expected return.

Analysis: TP was “seriously injured” and 104(a) will allow her to exclude the damages settlement amount (10M) from GI. Any amount that is punys will be GI, but assuming no punys, then TP has 10M of tax free dollars.

TP plans to purchase an annuity, which is a K that provides for services of payments in return for a fixed sum. Annuities are often purchased to ensure sufficient funds for a financially stable retirement. 72(b) details a formula which TP may utilize to deduct a certain portion of each annual payment as recovery of capital/basis. However, a certain portion is also deemed as recovery/interest which is clearly GI. {think: TP is paying 10M for 12.5M return, thus she has a gain which is GI and taxable}

First determine the exclusion ration {bring a calculator}:

10,000,000 [cost of annuity k] / 12,500,000 [expected return which is 500,000 x 25yrs] 

= .8 = exclusion ratio.

Second determine how much of each annual payment [500,000] is recovery of capital/basis:

500,000 x .8 = 400,000 recovery of basis per annual payment, which makes sense because she has to recover the 10M she of capital.

Third determine how much of each annual payment [500,000] is recovery of 

Interest, which is GI:

500,000 x .2 = 100,000 of GI per annual payment.


So, if TP purchases an annuity with her tax free dollars then she limits herself to receiving 500,000 payment per year, which 100,000 will be taxable as GI. Any subsequent annuity payments, should she live over 25 years, will be completely GI. My advice: why create yearly tax liability with tax free money? TP will not have access to anything over 500,000 per year. [remember she has 10M that she can stick in the bank or buy whatever]. TP will create 100,000 GI tax liability every year for 25 years. 

Another very probable test Q

14. Issue: whether TP may shift his income to his son/OFF.

Rule: Helvering v. Horst held that a donor that gives a vertical, or carved out interest in the property does NOT shift income to the donee.

Blair v. C’MR held that a gift of horizontal interest in the property does shift the income to the donee.

Analysis: a gift of property must be looked at suspiciously, because TP is probably attempting to shift income to lower taxed family members for obvious tax savings. {pops is in the 40% bracket while son is in 20% bracket} A gift that is NOT coterminous in time with interest retained by the donor is a vertical interest; meaning it will revert to the donor at some future time. Here, TP assigns rental payments Dec 99, 00, 01, and 02; BUT similar to Helvering TP/Jon retains the rental income after 2002. CANT ASSIGN/SHIFT FRUIT OF THE TREE WHILE RETAINING TREE. Contrast this to Blair if TP gave the right to receive a portion of the rent forever, then this would be horizontal and allowable, because not reverting back any of the fruit, forever assigning it.


TP/Jon attempt to shift income will thus fail, and he the donor, will be taxed accordingly on the “assigned” 4 years of rental payables, on the aforementioned rationale.

Notwithstanding the form of the transaction, TP/Jon has effectively maintained control of the underlying property, because after the 4 years, he will receive rental payments.

Assuming cash method {must distinguish from accrual b/c of different implications!}:

TP/Jon will report as GI

Dec 98: 500,000 taxable GI

Dec 99: 500,000 taxable GI

May 99: 900,000 taxable GI

His son TP/OFF will have a big fat 0 tax liability because none of the income has been shifted to him.
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