INDEX

Ch. 2 Tax Base Principles

Ch. 3. The Outer Limits of Gross Income

A. Windfalls & receipts of property in kind

· Punitive damages treas. reg. §1.61-14

B. realization of income

1. stock dividends

2. lessee improvements

a. Exchanging property for property

b. §109 – lessee improvements = income if stipulated as being rent

3. nonliquid property rec’d in-kind as compensation

a. property that yields income only in the future

c. commercial bargain purchases

· §1016 – manuf. rebates not inc. in g.i.

d. barter exchanges of goods/services

· Treas. reg. §1.61-2(d)(1): must include fmv of services in g.i.

e. imputed income from self-provided services


Ch. 4: Consumption Benefits Received In Kind, Including Employee Fringe Benefits

a. should consump. benefits be taxed?

b. employee fringe benefits

· §61(a)(1): g.i. includes fringe benefits

· §83(a): g.i. includes value of any property rec’d for services

· exclusions from g.i.:

· §119 – meals/lodging

· §132 – no add’l cost service, qualified ee discount, working condition fringe, de minimis, tuition reimbursement

· §7872 – interest free/bargain interest loans

c. noncompensatory consumption in-kind

· gotcher’s trip to vw germany, sample textbooks, etc.

Ch. 5: Borrowing & Lending


b. loans generally – power company deposits case


c. worthless debts

· §166 governs

· child support arrears ≠ bad debt deduction

Ch. 6: Debt-Discharge Income

· §61(a)(12) – debt discharge = income

· §108 – debt discharge only = income to extent it creates pos. net worth

· §108(a)(1)(D): deferring debt disch. income for solvent taxpayers on qualified real property business debt

· §108(e)(5): seller financed real estate sale – debt reduction

Ch. 7 Transfers of Property & Debt


a. the effect of debt on basis / recourse/non-recourse


b. effect of debt on amount realized: debt relief is less than FMV


c. effect of debt on amount realized: debt relief is more than FMV

· tufts case – must include unpaid loan bal in amnt realized

Ch. 8: Income Attribution; The Intact & Separate Family


a. marginal rates, effective rates, the taxable unit

1. rate brackets and marginal rate concept

3. Effective rates

b. basic income attribution rules

· Income shifting to relatives

c. joint returns/marriage penalty

d. support obligations in intact family

e. support obligations in broken family

· §71 – alimony = g.i. to recipient

· §215 – alimony = deductible by payor

· child support = no deduction, no income

· §71(f) – front loaded payments

f. property settlements

· §1041 – spouse takes other spouse’s basis

g. tax planning in divorce

Ch. 9: Assignment Of Income


a. anticipatory assignments of income

1. income taxation of trusts and beneficiaries

2. anticipatory assignment of income cases

· §§671 – 677

3. Kiddie tax § 1(g)

5. Interest free loans to relatives

· §7872(a) and (b)(1)

b. income shifting through business

1. unincorporated businesses

· paying relative for services: §162(a)(1) – must be reasonable

2. partnerships

· §701 – income/loss distribution to partners

· §704(e)(1) – requirement of having capital interest

Ch. 10: Gratuitous Transfers


a. gifts, bequests and inheritances

· §102(a) – gifts excluded from recipient’s income

3. gifts and bequests in-kind

· §1014 – exempts built-in gains in bequests

· §1015(a) – inter vivos gifts: recipient gets donor’s basis

4. income from gifts/bequests or gifts of income only

· §102(b)(1) – income earned on gift not excluded

· §102(b)(1) – can’t exclude gifts/bequest of income only

5. income taxation of estates

· §102 – initial funding of estate not taxed (gift)

6. what is a gift?

· duberstein cadillac – detached/disinterested

7. deductibility of gifts: §274(b) – donor can’t deduct for gift

b. life insurance

· §101(a)(2)(b) – policy x-ferd to relative/partner = no g.i. to them

c. prizes and scholarships

· §74 – taxed to recipient

· §74(b) – deflect to charity; §74(c) – employee achievement award

· §117 – qualified scholarships

CH. 11: SUBSISTENCE & FAMILY-RELATED TAX ALLOWANCES AND PROGRESSIVE RATES


A. subsistence allowances


* §151(b) – personal exemption; §151(d)(3) - phaseout


b. family tax allowances

· §24 - $600 credit per kid under 17; subject to agi phaseout.

· §21 – dependent care credit; subject to agi phaseout.

· §152 – defines dependent

CH. 12: MEDICAL EXPENSES

· §213(a) – deduction if cost exceeds 7.5% agi floor

CH. 13: PERSONAL CASUALTY AND THEFT LOSSES

· §165(h)(2)(A) – 10% agi floor applies; cas. gains offset by losses $ for $

b. technical rules

1. what is casualty or theft?

2. when does deduction arise? - treas. reg. §1.165-1(d)(1)-(2)

3. amount and character of the deduction

· Treas. reg. §1.165-7(b)(1) – sets amount: less of basis or decline in value

· §1033 – defer gain on insurance proceeds if spent on same thing

· §165(h)(1) - $100 event floor

CH. 14: CHARITABLE CONTRIBUTIONS

· §170 – 4 part analysis

a. tax-exempt organizations

b. mechanics of contribution deduction

· §170(b)(1)(A): Cash gift/50% agi ceiling

· §170(e)(1)(A): property gifted not long term cap gain

· §170(e)(1)(B)(i): tangible pers. prop. limited to basis

· §170(b)(1)(c)(i): appreciated prop. limited to 30% agi ceiling

d. what is a contribution/gift?

· §170(a)(3): future gift of tangible pers. prop. = no deduction

CH. 15: TAXES PAID (OR, HOW GOV’T TAX SYSTEMS ACCOMMODATE EACH OTHER).


a. taxes paid as personal deductions

· §1016 – sales tax for biz purch. can deduct/capitalize

· §164(a) – state/local prop/income tax deductible

b. foreign tax credit - §901

· §103 tax-free interest on state/local gov’t bonds

c. expenses for determining tax liability

· §212(3) – itemized deduction for tax prep costs

· §212(2) – deduction for “mgmt, conserv, maint. of income property”

CH. 16: PERSONAL INTEREST

CH. 17: OF HUMAN CAPITAL


a. reputation and goodwill


b. education; treas. reg. § 1.162-5


c. job seeking expenses

CH. 18: LOSS OF HUMAN CAPITAL

· §104(a)(2): no g.i. for personal injury recoveries; not true for punitives

CH. 19: TAXPAYER ACTIVITIES: PERSONAL VERSUS BUSINESS AND INVESTMENT


A. gambling losses: §165(d) – deduct losses up to winnings


b. hobby losses and §183


2. mechanics of §183 – can only deduct losses up to gi from hobby

4. profit movtive test under §183

* treas. reg. §1.183-2(b) – 9 test factors to consider.

CH. 20: ALLOCATING DEDUCTIONS BETWEEN INCOME PRODUCTION AND PERSONAL CONSUMPTION


a. meals – “ord and necessary” under §162? §274(n)(1) – only 50% deductible


b. litigation expenses – e.g. divorce action seeking piece of business


d. converting property: personal to income producing

· treas. reg. §1.165-9(b)(2) – building basis is lesser of fmv when converted or cost at time of purchase

e. home offices: §280A(c)(1) – sets deduction conditions

f. vacations homes

CH. 21: TRAVEL AND ENTERTAINMENT EXPENSES


a. definitions: transport, travel and entertainment expense


1. travel expenses

· treas. reg. §1.162-2(b) – primary purpose test

2. entertainment expenses - §274(a)

C. substantiation - §274(d)

d. travel expenses: guidance under §162(a)(2)

Ch. 22: Individual income tax computation: business vs investment


a. business/investment distinction


b. computing tax of individuals

1. above the line deductions - §62(a)(1): “trade or business”

2. itemized deductions

Ch. 23: capitalization and its significance


a. basic financial concepts


1. compound interest analysis

2. present value analysis

3. how to figure present value of an asset

d. basic capitalization doctrine

1. asset acquisitions (what is a capital asset?)

2. repairs versus improvements

3. must the asset be identifiable?

e. miscellaneous: de minimis cap outlays (furniture); advertising.

Ch. 24: advanced capitalization doctrine


a. exploring/developing business opps


b. production of assets, including inventory

· trucks used to create buildings; encyclopedias

Ch. 25: principal and interest – identifying income from financial investments


a. “straight” debt obligations


b. timing of including interest


c. discount and premium

1. original issue discount (OID) - §163(e) and §1272: must use accrual method

2. market discount - §1276

d. imputed interest on below-market loans

e. annuities

f. life insurance contracts - §101

Ch. 26: depreciation


c. what is depreciable? - §167(a)


d. depreciation of tangible assets

· §168(b)(4): can depreciate full basis, no regard for salvage value

· §1016(a)(2): dep. deductions can’t exceed basis

· §168 – 5 steps to compute deductions

1. real property

2. tangible personal property

3. §179 deduction: aimed @ small biz

4. §280F limitations – business use falls below 50% for the year

e. amortization of intangibles

Ch. 27: disposition of part of the whole


A. DISPOSITION OF A GOING BUSINESS

· §1060 – ALLOCATING PURCH PRICE AMONG ASSETS; EXCESS TO “GOODWILL’

· §197 – NON-COMPETE COVENANT
· BUYER’S OBJECTIVE V SELLERS OBJECTIVE
B. SUBDIVIDED PROPERTY

C. DEPLETION OF NATURAL RESOURCES

· §611 – RECOVERY OF BASIS

D. INVENTORIES

· IMPORTANCE OF CLOSING INVENTORY $ AMOUNT

· F.I.F.O. AND L.I.F.O.
E. RECOVERIES FOR PARTIAL LOSSES

CH. 28: REALIZATION AND RECOGNITION

A. REALIZATION

· TREAS. REG. § 1.1001-1: EXCHANGE FOR PROP. DIFFERING MATERIALLY = INCOME/LOSS

· TREAS. REG. § 1.1001-3: DEBT INSTRUMENT MODIFICATION
B. RECOGNITION

C. NON-RECOGNITION OF GAIN OR LOSS

· 1. §1031 – LIKE-KIND EXCHANGES; EXCHANGE + BOOT 

· 2. §1033- ROLLOVER OF GAIN FROM INVOLUNTARY CONVERSIONS
· 3. GAIN FROM SELLING PERSONAL RESIDENCE
ch. 29: capital gains and losses I - mechanics and policy
· Defining a capital asset

a. total cap losses exceed total cap gains

b. total cap gains exceed total cap losses

c. planning considerations – delaying loss deductions

d. depreciation recapture

e. §1231 gain – personal items (e.g. car) appreciates in value

ch. 30: capital gains and losses II – definitional requirements

A. “sale or exchange” defined

B. “capital asset” defined

C. corn products doctrine

ch. 31: installment sales; options to buy & sell property

A. installment sales

(1) alternate possibilities of reporting gain

(2) eligibility for installment method

(3) installment method mechanics

(4) imputed interest in installment sales

(5) disposition of installment obligations

(6) gain (or loss) not on the installment method

B. options to buy/sell property

ch. 32: temporal interests in property
A. CARVE-OUT SALES (SALE OF TEMPORAL INTEREST)

B. BASIS AND CAPITAL RECOVERY FOR TEMPORAL INTERESTS
(1) PURCHASED INTERESTS

(2) INTERESTS OBTAINED BY GRATUITOUS TRANSFER

(3) CURRENT & TERMINAL INTERESTS OWNED BY RELATED PARTIES
(4) VESTING/COMING INTO POSSESSION OF REMAINDER INTERESTS
Ch. 33: OPEN TRANSACTION TREATMENT
Chapter 2 Tax Base Principles
Taxable income = gross income less allowable deductions

Gain and loss from property:

“realized gain” = “amount realized” – “adjusted basis”

e.g. $50,000 from sale of house = $120,000 sales price - $70,000 purchase price

This gain must be “recognized” – this means taken into account for tax purposes.

“Realized loss” happens when “amount realized” is less than “adjusted basis”

Losses are also “recognized”, but that doesn’t necessarily mean they’re deductible.

Two fundamentals of income tax are that:

(i) same dollars shouldn’t be taxed to the same taxpayer twice

(ii) above goes for deductions too.

“Capital expenditure” – this is just something that merely changes the form of wealth, e.g. taking cash and buying a house. These are not deductible.

This is not an “expense” in tax jargon because an expense is a term of art – its something that reduces wealth.

Not taxed on the $70,000 (adjusted basis) purchase price of a home sold for $120,000 because you have already paid tax on it, because it is a capital expenditure and those are not deductible.

“Basis” is the tax term for measuring an amount already taxed which shouldn’t be taxed again by giving basis credit for it.

What if the $70,000 house is received as payment for services rendered?

· It’s still gross income.

· B/c owner was taxed when house was received as salary in-kind there is still a basis of $70K.

Federal income tax deviates from the Schanz-Haig-Simons concept of income b/c it waits until the appreciation is realized (ie the house is sold) whereas their way you’d be taxed each year on the increased value of the home b/c your net worth went up.

Dealings in property are an exception to the time-based system of reporting, they instead use a transaction-based system (ie when there’s a sale, not your annual tax return).

Administrative feasibility is the main reason for this…not having to try to assess the value of everything each year.

Time value of money: essentially if you ca defer payment of tax $s for a period of time, and allow interest to accrue, your money is worth more. E.g.

$1 to be taxed, but you can defer it for a year.

You can get a bank account that pays 5% interest.

At the beginning of the year you put 95cents into the account.

At the end of the year you have the $1 to pay your taxes.

So by delaying payment you only need to put aside 95 cents to pay your $1 in taxes.

So even with tax rates being constant, if you can defer the payment of taxes (e.g. until you sell the investment home you bought), that amounts to a tax savings.

The concept of capital gain and loss excludes gain and loss attributable to the sale of inventory and services, ie ordinary business income.

Gains and losses that are not capital are called “ordinary”

Investment real estate and jewelry worn for adornment = capital assets.

Capital loss deductions are limited to the same $ amount as capital gains; additional amounts are carried forward to other years. Sec 1211.

If your gains exceed your losses for the year, then your losses are deductible in full; the excess capital gains are likely to be taxed at a preferred rate too.

Deduction for business and investment:

Income tax is not a tax on gross receipts, that would be double taxation, it’s a tax on net receipts.

Fed income tax requires taxpayers to include every $ of the gross receipts, but then take deductions. 

Analyzing whether an outlay is deductible:

· Has there been a decrease in wealth?

· A cash outlay that does not decrease wealth, just changes the form of it, is a nondeductible capital expenditure.

· An expense is an outlay that reduces wealth in the current year, even if it was spent with the purpose of increasing wealth by generating business/investment income. Examples: wages paid to Ees, interest on a debt.

· Next step – locate code provision that allows a deduction. Can’t deduct without authority.

· Next step – once you find the provision, see if another provision denies/reduces/defers the otherwise allowable deduction.

Depreciation

E.g. a photocopier – cost of equipment can’t be deducted entirely in the tax year it was purchased.

This is just a change in form of wealth (capital expenditure).

Depreciation deductions – series of deduction during ownership period. §167(a)

Property must have a finite useful life, be used in business or held for investment.

Nondeductibility of personal consumption

§262(a) says that unless otherwise provided, there are no deductions for personal, living or family expenses.

Basis is a running record of previously taxed dollars that prevents these dollars from being taxed again when the property is disposed of. 

Chapter 3. The Outer Limits of Gross Income
A. Windfalls and receipts of property in kind.

Eisner v. Macomber (1920) – first to define income in terms of sources. 

Commissioner v. Glenshaw Glass Co. (1955)

Issue: Must money received as exemplary damages for fraud or as the punitive 2/3 portion of a treble damage anti-trust recovery be reported by a taxpayer as gross income?

The question isn’t a constitutional one, it’s one of statutory interpretation (§22(a) of 1939 code, predecessor of §61(a)).

Outcome: This income is taxable. The particular provision the court relied upon was “gains or profits and income derived from any source whatever” – catchall provision.

The code now specifically includes prizes in gross income §74. Punitive damages, illegal gains, and treasure trove are likewise included under Treas. Reg. § 1.61-14.

As a general matter the receipt of property in-kind is gross income.


B. Realization of Income

Realization-of-income cases: generally raise issue of whether an accretion to wealth should be treated as currently realized or as unrealized income or appreciation in value of the property.

1. Stock Dividends

Eisner v Macomber involved a pro rata stock distribution; existing shareholders got additional shares in proportion to the amount they presently held, so their piece of the pie remained the same size, it was just represented by more pieces of paper. The supreme court held this dividend was not realized income.

Tax treatment of stock dividends is now handled by §305: essentially provides that pro rata stock dividends are not gross income, but non-pro rate stock dividends ARE.

2. Lessee Improvements

M.E.Blatt & Co v United States

Lessor owned real estate, lessee built a movie theater as part of 10 year lease; lessor paid $73,000 for improvements and lessee paid $40,000.

ISSUE: Did the amount in question represent taxable income, other than rent, in the first year of the lease term?

“Assuming that the improvement increased the value of the building, that enhancement is NOT realized income of the lessor.”

“Because lessor had no right to use or dispose of the improvement during the lease term, mere acquisition of that sort did not amount to contemporaneous realization within the meaning of the statute. Reversed.”

Helvering v. Bruun (1940)

ISSUE: Whether a lessor realizes gross income in the year the lease ends with respect to improvements made by the lessee.

New building F.M.V. = $64,245

Old building (demolished by lessee) FMV = $12,811

Net FMV = $51,434

Tax commissioner reckoned that lessor had a net realized gain of $51,434.

Lessor’s argument is that the gain has not been realized within the meaning of the 16th amendment.

“While it is settled that economic gain is not always taxable as income, it is settled that the realization of gain need not be in cash derived from the sale of an asset. Gain may occur as a result of exchange of property, relief from a liability, or other profit realized from the completion of a transaction.”

HOLDING: This is a taxable, realized gain for the lessor.

A disposition of property solely for other property (an exchange) is acknowledged to be a realization event that produces gain or loss (see §1001(a), (b), (c)). 

E.g. Chris owns stock with a basis of $10K, but worth $15K. If he trades it for land worth $15K, that’s a $5K realized gain under §1001.

Commercial real estate lobby got relief from the Bruun holding. Now a lessor has no gain or loss with respect to improvement until they’re sold. Also resulting gain or loss might be treated as capital gain/loss because it’s realized on the “sale or exchange” of a “capital asset” instead of ordinary income.

§109 – lessee improvements can be treated as gross income in the year constructed only if the improvements are expressly stipulated in the lease agreement to be rent.

3. Nonliquid Property Received In Kind As Compensation

Non-liquid = property is of the type that yields income only in the future, such as an annuity contract, or is non-assignable (cannot be sold).

1969: Congress enacted §83 which deals with in-kind compensation received by an employee: in-kind property subject to a bare restriction on transfer is currently included in gross income, notwithstanding its illiquidity.

§83 does treat in-kind compensation as not being currently realized so long as the property is subject to a substantial risk of forfeiture (its non-vested).

Non-realization therefore results in a deferral of compensation income. Once it vests, the amount included in gross income is the then fair market value.

C. COMMERCIAL BARGAIN PURCHASES
Buyer A pays $20,000 sticker price for a new car. Buyer B haggles and gets the same car for $17,000. Why isn’t B treated as if she got $3,000 worth of “free car” includable in gross income?

Accepted rule is that a bargain purchase negotiated at arms length by unrelated parties does not result in gross income to the buyer. 

May be a different result in rare cases where value greatly exceeds cost (e.g. buying art from unaware seller), but only if buyer seeks publicity for their good luck.

Revenue Ruling 76-96 (1976-1)

ISSUE: Whether qualifying retail customers’ rebates are includable in gross income under §61 of the I.R.Code of 1954.

Auto manufacturer’s rebate: 40x dollars if you lease/purchase new car, and 5x dollars if you trade in a certain type of car.

HOLDING: The actual purchase price of the car = the cost basis. §1016 requires a downward adjustment to that basis when the rebate is received. The rebates are not includable in gross income.

It’s different however for a price discount extended from a corporation to its shareholders, or employer to an employee (note: parties are not at arm’s length). 

A bargain sale by a corporation to a shareholder produces gross income for the shareholder equal to the amount of the discount; it is a dividend in disguise.

Bargain sale by employer to employee is treated as an instant accession to wealth.

SUMMARY: bargain purchases between related parties (e.g. EE and ER) result in income inclusions, but bargain purchases between strangers do not. Rebates are treated as a reduction in the purchase price of property.

D. BARTER EXCHANGES OF GOODS & SERVICES
Gross income realized if any, on exchanges of goods and services between friends and relatives is assumed to be excludable under §102 as a gift.

What about a lawyer and a painter who exchange services of equal value with one another?

Concern for the integrity of the tax base requires service providers to include in their gross incomes the value of services received as compensation for services rendered (otherwise service providers could dodge tax by trading for others’ services).

Treas. Reg. §1.61-2(d)(1): 
compensation for personal services received in the form of services performed by another party must be included in gross income at the F.M.V. of the services rendered.

E. IMPUTED INCOME FROM SELF-PROVIDED SERVICES AND OWNERSHIP OF CONSUMER ASSETS

“Imputed income” refers to gross annual fair rental value of consumer assets, such as homes, cars, etc or the value of self-provided services.

What about a lawyer who drafts her own will, and normally charges $300 for that service?

Income tax does not reach imputed income of this type: it declines to treat self-provided services as the equivalent of a market exchange.

Chapter 4: 
Consumption Benefits Received In Kind, Including Employee Fringe Benefits
A. Should in-kind consumption benefits be taxed?

“In-kind consumption benefits” = the receipt of a consumption good or service that would be a nondeductible personal item if the taxpayer had paid for it himself.

Including assets that are income producing in gross income (stock, etc) or of a durable personal use nature (e.g. a car) are required under the accession to wealth principle.

Issue is whether in-kind consumption benefits should be treated the same way as a taxpayer who receives nonexcludable cash and uses it for make a nondeductible personal expenditure.


B. Employee Fringe Benefits

“Fringe benefits” = in-kind consumption items transferred to service providers as compensation.

If fringe benefits were excluded from income then highly paid people w/ lots of leverage like movie stars, CEOs etc could insist on their pay being non-taxable in-kind compensation, but the regular Joes would get paid in taxable dollars.

Also: tax exclusions for fringe benefits (if allowed) would most likely be captured (i.e. hijacked) by the employer, who would use them to lower the EEs salary.

§61(a)(1) states that gross income includes “fringe benefits and similar items”.

§83(a) includes in gross income the value of any property received for services.

Summary: In-kind consumption received as compensation for services rendered is includable in gross income unless a specific code provision authorizes exclusion from gross income.

Two exclusions of in-kind consumption from gross income…


(1) § 119
Deals with meals or lodging furnished for the convenience of the employer.

Commissioner v. Kowalski (1977)

N.J. State Trooper. Base salary of $8,740. Meal allowance of $1,698.

Respondent is arguing that the extra cash for food was furnished to him as cash-in-hand for the convenience of his employer, so it is excludable from gross income.

The court didn’t like this argument because “If cash meal allowances could be excluded on the mere showing that such payments served the convenience of the employer, then cash would be more widely excluded from income that meals in kind, and extraordinary result…”

Holding: The meal allowance is not excludable from gross income.


(2) § 132
Excluded fringe benefits under §132 are those that qualify under one of the following 5 categories as defined in the bill:

1. a no-additional-cost service

To qualify the employer must incur no substantial additional cost in providing the service to the employee. This would include any revenue not earned b/c the service went to the EE not a paying customer. Example: extra stock the company couldn’t sell.

2. a qualified employee discount

Not available for discounts on any personal property (tangible or intangible) of a kind commonly held for investment, or on any real property. If it’s merchandise the EE discount can’t exceed the ERs gross profit percentage, e.g. sale price of car = $100, cost of car to ER = $60, profit is $40, so EE discount cannot exceed 40%. If the discount does exceed the gross profit %, then the excess in included in the EEs income.

Discount exclusion for a service is 20% of the selling price of the service.

3. a working condition fringe

FMV of property/services provided to EE is excluded for tax purposes to the extent the costs would be deductible under §162 if the EE had paid for them (e.g. use of company car for business is an excluded working condition fringe).

4. a de minimis fringe, and

Value is excluded from tax if the value of property or service is so small that accounting is unreasonable or administratively impracticable (e.g. minor detour for personal errand in company car).

5. a qualified tuition reimbursement

(3) §7872
Interest free and bargain interest loans (referred to as “below-market loans”) are to be treated as involving a transfer from the lender to the borrower, taxed under other Code sections according to the substance of the relationship between the parties, followed by deemed payments of interest from the borrower to the lender.


C. Noncompensatory Consumption In Kind

This type of consumption is in a tax no man’s land because it is not a traditional accession to wealth.

United States v. Gotcher (1968)

Involves what amounts to an expense-paid recruiting trip.

FACTS: 1960: Mr & Mrs Gotcher take a trip to tour VW plant in Germany costing $1,372.

His employer Economy Motors paid $349 and VW Germany and VW America paid the remaining $1,023. When he got back he bought a 25% interest in Economy Motors.

HOLDING: Court determined that $686.15 was not income for Mr Gotcher, but $686.15 was income for Mrs.

This case distinguished from precedent in that there’s no indication the trip was an award for past services. Also the dominant purpose of the trip really was business (he toured lots of dealerships, etc), so a few pleasure excursions aren’t decisive.

Another important consideration is whether the person had a meaningful choice in whether or not they went on the trip.

Concurring opinion took issue with wife being taxed b/c if her Uncle had given her the trip it would be entirely gratuitous hence excludable.

Haverly v. United States (1975)

Unsolicited sample textbooks sent by publisher to public elementary school principal; he donated them to the school’s library and took a charitable deduction: is this gross income?

FMV of books when received = $400.

Parties stipulated that it was a charitable deduction and that it was not a gift.

The receipt of the books doesn’t fall within any exclusion in the code; remaining question is whether the FMV of the textbooks is included in §61 “all income from whatever source derived”

In this case the taxpayer demonstrated complete dominion over the books by donating them and taking a deduction – he knew what they were worth.

Chapter 5: Borrowing & Lending
Bank lends Steve $5K.

Bank has changed form of wealth from cash to Steve’s note; Bank’s outlay is a capital expenditure – no deduction.

Bank has a $5K basis in Steve’s note.

Steve has no basis in the $5k loan: “borrowing exclusion”.

Steve has no tax consequences in the year he borrows or repays the loan.

Steve has no accession to wealth: on one hand he is up $5K, on the other he has a $5k liability: no change in worth.

Repayment of principal – no tax consequence, interest payment is v. different though.


B. LOANS GENERALLY

James v. United States

Union official embezzled $738K between 1951-54. Does this money constitute taxable income?

Important issue: if the funds were illegally obtained and the criminal was under an ongoing legal duty to return them to their rightful owner, does the criminal really have “domain” over the money?

Indictment against the petitioner was dismissed: element of willfulness could not be met.

Commissioner v. Indianapolis Power & Light Co. (1990)

IPL requires customer deposits; commissioner says the deposits are payments for future electric use and constitute taxable income when received.

IPL paid 3% interest on a deposit held for 6mos or more.

Refund usually cash/check but customer could ask to apply it to future bills.

IPL says the payments are similar to loans b/c they have to pay customers interest.

Court says the issue turns on the rights and obligations assumed by IPL when the deposits were made.

Court says IPLs dominion over the money is far less complete than is ordinarily the case in an advance-payment situation (where supplier just has to follow through w/ their end to keep the funds).

Holding: IPLs dominion over the customer deposits is not sufficient to qualify them as income at the time they are made.


C. WORTHLESS DEBTS
§166 govern bad-debt losses; when a debt becomes worthless, the lender has “sustained” a loss.

In general a debt is only worthless when:

· there is discharge in bankruptcy

· S.O.L. has run

· No practical hope of repayment after considering bona fide efforts by the lender to obtain payment

§166(b) – amount deductible in year of debt’s worthlessness = lender’s basis in the loan (after deducting any principal lender has recovered)

Business bad debt receives more favorable treatment than non-business bad debt.

§165(g) governs worthless securities: usually treated as deductible long-term capital loss.

Revenue Ruling 93-27

Can taxpayer get a nonbusiness bad debt deduction under §166(a)(1) for taxpayer’s payment in support of their children caused by arrears in court-ordered payments from their spouse?

Holding: A (spouse owed the money) does not have any basis in B’s (spouse owning money) obligation to make the payments, because A’s spending her own money does not create or effect B’s obligation to pay the child support: just because A used her own money, that doesn’t mean that B doesn’t owe the payments any more.

Note this rule: All deductions must be supported by a basis (in this context, basis means previously taxed dollars).

Tax accounting basics:

“Cash method”: gross income is included when received in cash/its equivalent and expenses deducted when actually paid in cash/equivalent. Applies the constructive receipt doctrine: as soon as the taxpayer has effective control over funds, they are considered received as gross income (e.g. insurance on a savings account included when paid, not when withdrawn).

“accrual method”: income is included when all events have occurred which currently fix the right to the future receipt and the amount can be determined with reasonable accuracy. E.g. accrual method taxpayers always includes or deducts interest and rent as they are earned, not when paid or received.

Chapter 6: Debt-Discharge Income
This chapter deals w/ tax consequences for borrowers who escape having to repay their debts.

United States v Kirby Lumber Co. (1931)

Company issued bonds in 1923 for $12,126,800

Later in the same year it purchased in open market some of the same bonds at less than par, the difference being $137,521.

ISSUE: Is the difference a taxable gain/income for 1923?

Holding: $137,521 of the obligation of the bonds is now extinct, therefore this IS income to the company.

Note: The asset of the $138K was no longer offset by a corresponding liability for the company.

§61(a)(12): now specifically includes in gross income the “income from discharge of indebtedness”

Based on the reasoning of Kirby Lumber, early courts reasoned that insolvent debtors (people with more debt than assets) did NOT realize income when the discharge of a debt failed to make them solvent once more.

This common law insolvency exception is now pre-empted by §108: it continues the common law principle that discharged liability only count as income to an insolvent debtor to the extent the discharge results in positive net worth.

Example:

Debby owes $200 to creditor, and has $80 of assets.

If Debby negotiates discharge of her $200 debt; $120 of the discharge would be excluded under §108(a)(1)(B), but $80 would be included in G.I. per §61(a)(12).

But if she went to Fed Bankruptcy Court and her $200 discharge occurred there, the entire $200 is excluded from G.I. under §108(a)(1)(A).

§108(b) provides that the insolvent debtor is eventually taxed on the debt-discharged income; only the timing is delayed.

Remember: the only reason a loan isn’t included in G.I. is b/c of the promise to repay in the future; if there’s no way the borrower will repay, the reason for the exception vanishes.

The taxpayer has debt-discharge gross income in the amount by which the repayment amount is eliminated (the portion of the debt he doesn’t have to pay back); this G.I. is realized in full in the year in which it becomes apparent he will escape full repayment.

§108 allows deferral in bankruptcy and certain other circumstances b/c insolvent debtors are strapped – no point in creating a new creditor in the Treasury service if they can’t pay right away.

In 1993 Congress enacted §108(a)(1)(D): allows certain solvent taxpayers to defer including debt-discharge income arising with respect to “qualified real property business indebtedness”.

Another exception to the realization of debt-discharge income: §108(e)(5): “purchase-money debt”: refers to credit extended by the seller to a purchaser for the purchase of the property.

This reduction in purchase-money debt is treated by the statute as a reduction in the purchase price, rather than as a debt discharge.

Example:

Buyer pays $20K down on house, and to make $80K balloon payment in 5 years.

In year 3, seller is strapped and needs cash quick: offers to call it quits w/ buyer if buyer pays seller a $50K lump sum.

Because this involves purchase-money debt, buyer does NOT realize $30K of debt discharge income under §61(a)(12), instead the $30K forgiven is excluded under §108(e)(5): it’s treated like a reduction in the sales price of the property.

Zarin v Commissioner (1989) Tax Court.

ISSUE: Did Zarin have income from discharge of gambling debt in 1981? Is legal enforceability a prerequisite to recognition of income?

By November 1979 Zarin’s line of permanent credit at the casinos was $200K

Between June 1978 and December 1979 he ran up gambling debt of $2.5million; he paid these debts in full.

The NJ Gaming Control division slapped the casino on the wrist b/c they weren’t extending him credit according to the law; the casino disregarded this and gave him more credit anyhow.

In April 1980 they cut off his credit after he ran up $3,435,000 in debt, and couldn’t pay.

He settled with the casino in 1981 for $500,000.

Zarin’s argument to the court is that b/c he was improperly extended credit by the casino, the debt was unenforceable, thus can’t constitute debt-discharge income.

HOLDING: Legal enforceability of the debt is not generally determinative of whether the receipt of money or property is taxable.

Also held that §108(e)(5) does not apply (purchase-price reduction exception) – this is the wrong type of property.

Zarin v Commissioner (1990) Appeals Court.

Zarin is now arguing that he was insolvent at the time of the debt forgiveness, therefore under §108(a)(1)(B) he could not have income from the discharge of the debt.

§61 doesn’t define indebtedness, but §108(d)(1) defines the term as any indebtedness:  (A) for which the taxpayer is liable or (B) subject to which the taxpayer holds property.

To get Zarin under the discharge of indebtedness rules, the IRS must show that (A) or (B) above describes his debt.

HOLDING: The court says that he doesn’t fit either. The debt was unenforceable (thus he is not liable under A) and he doesn’t hold property (chips aren’t property, taking out B). Cancellation of indebtedness provisions of the Code don’t apply to the settlement for $500K Zarin made w/ the casino.

Court says it would be better analyzed under contested liability doctrine: essentially when Zarin and the casino reached the $500K settlement compromise, THAT fixed the amount of the debt, and he would be deemed to have paid the full amount of the initially disputed debt ($3.4mill).

Chapter 7 Transfers of Property & Debt

A. THE EFFECT OF DEBT ON BASIS

“Nonrecourse debt” = a secured obligation for which the debtor is not personally liable.

Nonrecourse lender’s only remedy on default is to foreclose on the property security.

“Recourse debt” = one for which the debtor is personally liable; whether or not the debt is secured by property, the lender can hold the debtor personally liable (garnish wages, etc.).

Should debt used to purchase property be included in the basis of the purchased property?

Rachel buys Whiteacre from Farmer White for $10K; $9K is a loan, $1K is her cash.

Must be able to include the $9K loan in her basis, otherwise she would realize too much gain if she sold the farm for $10K.

Crane v. Commissioner (1947) Sup Ct.

Case held that “Rachel” would be able to include the debt in her basis regardless of whether the debt is recourse, nonrecourse, or whether the lender is a bank or the seller. She could also include the debt in her basis whether it is a new debt acquired by her, or an old debt that came with the property (e.g. mortgage lien).

The Crane rule allows taxpayers to be up front about the fact that the source of cash used to purchase property was borrowed.

Different scenario: Property used to secure debt that does not relate to acquiring the property: the basis of property used to secure post-acquisition debt does not include the new debt.

Example: 

John buys Blackacre lot for $100K.

Blackacre appreciates to $500K; John borrows $200K using property as security.

The basis of Blackacre remains $100K b/c the $200K loan wasn’t used to purchase it.

Bottom line: 

· Debt used to purchase property, whether recourse or nonrecourse, is included in the basis of the purchased property.

· Post-acquisition debt secured by a piece of property doesn’t increase the basis of that piece of property.

B. THE EFFECT OF DEBT ON AMOUNT REALIZED WHEN DEBT RELIEF IS LESS THAN THE VALUE OF THE PROPERTY.

Rachel buys Blackacre for $9K recourse loan + $1K cash.

Repays none of the $9K loan.

Sells Blackacre for $3,000 cash + buyer’s promise to repay $9K loan.

Her basis is $10K – what she paid for Blackacre.

The sale is conceptualized as 2 transactions: (1) a sale for $12,000 in cash that (2) Rachel uses to pay the $9K debt.

She realizes a $2K gain ( $12K cash less $10K basis.

Crane held that when a property transfer causes debt relief (in an amount that does not exceed the FMV of the transferred property), the debt is included in the amount realized on the transfer under §1001, regardless of whether the debt is recourse or nonrecourse.

C. THE EFFECT OF DEBT ON AMOUNT REALIZED WHEN DEBT RELIEF EXCEEDS THE VALUE OF THE PROPERTY

Hypo: 

· Rachel has a nonrecourse (she’s not personally liable) debt of $9K and spends $1K cash on Blackacre. 

· Blackacre depreciates to $5K. 

· She would be smarter to stop making payments and let the bank foreclose on Blackacre (so she would lose her $1K cash, and property worth $5K), than to pay off the loan (which would cost $9K), and only end up with property worth $5K.

· Is Rachel enjoying an economic benefit to the tune of $9K debt relief, when she wasn’t personally liable for it, and the property’s value only covers $5K of it?

Commissioner v Tufts (1983) Sup Ct

Tufts transferred property to buyer Bayles with a FMV of $1.4 million.

Bayles took property subject to mortgage.

Tufts financed property w/ a $1.85mill nonrecourse mortgage.

Tufts took $400K in depreciation deductions while he owned it, thus adjusted basis = $1.45mill

Tufts claimed a $50K loss on the sale under §1001; argued amount realized was limited to the $1.4mill FMV.

ISSUE: Must a taxpayer include the unpaid balance of a nonrecourse mortgage in amount realized when the unpaid amount is more than the FMV of the property sold?

HOLDING: The unpaid balance must be included in amount realized, even when that unpaid amount is higher than the FMV of the property.

Example: 

Property FMV when purchased is 100x.

Property was purchased with nonrecourse mortgage for 90x, plus 10x cash.

Property depreciates to FMV of 80x

Property is sold to another person for FMV of 80x.

Amount realized is still 90x, even though FMV is 10x less than that at 80x.

Buyer still borrowed 90x and included that in basis; can’t just drop realized income b/c FMV went down.

Court’s reasoning: Unless the outstanding amount of the mortgage is deemed to have been realized, the mortgagor will have received untaxed income at the time the loan was extended and will have received an unwarranted increase in the basis of his property.

The issue is with the initial basis the buyer got when they took the loan: it was included in their basis for the property because there is an implicit understanding that they will pay back those same $s of the loan; if they don’t and they “pay back” less, they got too much basis.

If you were to let the taxpayer limit his realization to the FMV of the property, that would be recognizing a tax loss for which the taxpayer suffered no corresponding economic loss.

Bottom line: Relief from nonrecourse debt resulting from the transfer of property is included in amount realized – regardless of the FMV of the property.

Revenue Ruling 90-16 (1990)

HOLDING: 

a. Transfer of property by debtor to creditor in satisfaction of a debt on which debtor was personally liable (i.e. a recourse loan) is a sale or disposition on which gain is realized under §1001(c) and §61(a)(3), to the extent that the FMV of the property transferred exceeds the debtor’s adjusted basis. (In this case the adjusted basis of the debtor was 8,000x but the FMV was 10,000x).

b. Also, to the extent that the amount of debt exceeds the FMV of the property, debtor would also realize income from the discharge of indebtedness (subject to application of §108). (In this case the discharged debt was 12,000x, the FMV was 10,000x).

Revenue Ruling 91-31 (1991)

FACTS: 

A borrows $1,000,000 from C and signed a note to C for $1,000,000 + market interest.

A’s loan is nonrecourse, secured by an office building valued at $1million.

A bought the building from B with the proceeds of the $1million nonrecourse loan.

A year later the building is worth $800K but the loan principal is still $1million.

C agreed to modify the note terms so the principal was $800K.

HOLDING: A realizes $200K of discharged indebtedness income as a result of the note modification (under §61(a)(12) of the code).

Summary:

If debt is less than 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 it is recourse/nonrecourse). There is no debt-discharge income b/c the property’s value covered the entire debt.

If the debt is greater than the FMV of the property securing it, and:

a. it is a recourse loan, and excess debt is forgiven by the lender, the forgiven excess debt creates debt-discharge income

b. it is a nonrecourse loan, the excess debt simply creates additional amount realized under the §1001 calculation.

Chapter 8 – Income Attribution; The Intact & Separate Family
A. MARGINAL RATES, EFFECTIVE RATES AND THE TAXABLE UNIT

Subject of income attribution refers to rules that determine which taxpayer is taxed on a particular item of income.


1. Rate Brackets and the Marginal Rate Concept

Individual income brackets are: 15%, 28%, 31%, 36% and 39.6% (fewer than 2% of taxpayers)

The 15% rate applies to the first portion of an individual’s taxable income, the 28% to the next higher portion, etc.

§1(h): rate applied to net capital gain may be lower than the rate that would apply if taxed as ordinary income.

Taxable income level at which you enter a bracket is related to your filing status (e.g. married filing jointly will hit the 31% bracket at a different income than unmarried).

“Marginal rate” means the rate applicable to the bracket in which a taxpayer’s last (i.e. “marginal”) dollar of income falls.


3. Effective Rates

The term “effective rate” usually means “average rate”: you figure it out by dividing a taxpayer’s net tax liability (e.g. $10) by his or her taxable income (e.g. $100). $10 / $100 = 0.10 or 10%

Example:

· Taxable income is $50,000 for married couple filing jointly

· Tax due under §1(a) is $9,203 ($5,535 + $3,668).

· The taxpayers are “in” the 28% marginal rate bracket b/c their last dollar of income was taxed at 28%, but…

· Their average tax rate is $9,203 / $50,000 = 18.4%

· Note: a taxpayer “in” the 28% tax bracket does not pay 28% of their income to Uncle Sam (common misconception)

· The first $36,900 was taxed at the 15% marginal rate, the rest at 28%.

4. Marginal Rates and Tax Planning

Important relationship: Taxpayers in higher marginal brackets benefit less from additional income than taxpayers in lower marginal brackets, while taxpayers in higher marginal tax brackets benefit more from deductions than taxpayers in lower brackets.

(If you make a lot of money, getting more income is worth less to you, but deductions are worth more.)

Formulae for income/deduction benefits:

After tax benefit from an addition to income = (amount of additional income) x (1 – taxpayer’s marginal rate)

e.g. $100 extra income x (1-0.15) = $85

Tax savings from a deduction = (deduction amount) x (taxpayer’s marginal rate)

e.g. $100 deduction x (0.15%) = $15

B. BASIC INCOME ATTRIBUTION RULES

If you can shift income to another family member, you can save big, e.g. income shifted from a family’s 39.6% bracket to a child’s 15% bracket will save 24.6 cents per dollar (39.6% - 15%).

Lucas v. Earl (1930)

ISSUE: Should respondent Earl be taxed on all salary and attorney fees he earned in 1920-21, or taxed on only half of them in view of a K he has with his wife?

HOLDING: The statute is intended to tax individuals on income that they earned, so even a skillfully written contract that stops the income vesting solely in the earner from the moment it is earned can’t avoid the statutory intent.

Poe v. Seaborn (1930) – different result b/c the couple, even though they didn’t have an income splitting contract, lived in a community property state. Seaborn court decided that the income earned by the husband was earned when he was acting as an agent for the principal (the principal is the marital community).

C. JOINT RETURNS AND THE MARRIAGE BONUS OR PENALTY

Although a “joint return” implies that a married couple is treated as a single taxable unit, it’s more accurate to say that they are a single unit only for accounting purposes and separate taxpayers for other purposes.

Tax on the couple is computed “as if” the aggregate income were “attributed” 50% to each spouse.

Thus a joint return achieves the same result as Seaborn or as if the married couple were a 50-50 partnership.

Under an income tax partnership, the liability for the aggregate tax is joint and several; in certain cases though involving omissions of G.I. of one spouse, the other “innocent” spouse is relieved of tax liability for the omitted amount, if the innocent spouse didn’t know/have reason to know of the omission. §66(b) and 6015(b)

Spouses can opt to file separate returns under §1(d); this choice can’t improve on 50/50 income splitting, but it does avoid joint and several liability.

“Singles penalty” explained:

John is married to Mary and they file jointly; he earned $53,500 that year, she earned $0.

Tax due under a joint return is $10,183.

Tax due if John were single and filed under §1(c) is $12,107, which is 19% higher than the married jointly tax.

Rationale: married couple w/ the same income as a single person have to share, therefore have correspondingly lower standard of living.

“Marriage bonus” explained:

The best deal under §1(a) – married jointly – is when a person with a very high income marries a person with no income whatsoever.

“Marriage penalty” explained:

Assume Mary and John earn $53,500 per year, but they earn it equally: $26,750 each.

If they were NOT married and filed under §1(c) – unmarried individuals – their aggregate tax liability would be $9,234 ($4,617 each).

If they marry however their aggregate tax liability is $10,183, regardless of whether they file under §1(a), married jointly or §1(d), married filing separately.

This is a tax increase of $949 or 10.3%

The marriage penalty is at its worst when the spouses earn equal taxable incomes.

Note: Marriage penalty occurs b/c when spouses make the same amount of money, then their marginal tax rate is what it is…with no big difference in the spouses’ incomes, there’s no way to favorably average them out.

Note that §1(d), married filing separately:

a. is exactly ½ the rate of §1(a), married filing jointly – therefore, same tax consequences whichever you choose

b. is less favorable than the §1(c) schedule, unmarried individuals

Why does §1(c) exist?: It was enacted in 1969 when equal-earner couples were very rare.

D. SUPPORT OBLIGATIONS IN AN INTACT FAMILY

Gould v Gould (1917) Sup Ct

ISSUE: Couple separated, Mr pays Mrs $3,000/month support. Do these payments constitute income? 

HOLDING: No, alimony paid to a divorced wife is NOT income. Ignored for wife’s tax purposes.

From Gould it followed that transfer of economic benefits in an intact marriage were also to be ignored for tax purposes.

Gould avoided a double tax possibility: husband is not able to deduct the alimony payments, and he has already been taxed on the dollars he pays to the wife, so if she were taxed too that would be double taxation.

Gould is still good law, except where superceded by statute.

E. SUPPORT OBLIGATIONS IN A BROKEN FAMILY

§71 provides that “alimony or separate maintenance payments” as defined in §71(b) are gross income to the recipient.

§215 provides that the same amounts are deductible by the payor.

Child support payments and other support transfers not subject to §§71 and 215 are still subject to the Gould rule: no deduction by the payor, no income to the payee.

§71 is “on the watch” for settlements disguised as alimony payments (alimony is deductible, settlements aren’t). Excessively front-loaded payments look more like property settlements and trigger a mechanism in §71(f) that recharacterize a portion of these early payments as property settlement transfers.

§71(f) requires the payor to include in Year 3 income the “excess alimony payments” made in years 1 and 2 and provide the payee with a year-3 deduction in the same amount.

F. PROPERTY SETTLEMENTS

As long as the requirements of §71(b)(1) (definition of alimony) are met, and the parties did not opt out of the inclusion/deduction scheme under §71(b)(1)(B), it doesn’t matter what the payment is called; it is governed by the inclusion/deduction scheme.

Transfers of property between spouses or between former spouses are governed by §1041.

Under §1041 if Mr. transfers some stock to Mrs. as a property settlement in their divorce, Mrs. will take Mr.’s basis, whatever that may be, for example:

On transfer the stock is worth $82,250. Mr. had a basis in the stock of $75,000. If she turned around and sold it, she realized a gain of $7,250.

On transfer the stock is sold by Mrs. for $82,250, but Mr. had a basis in the stock of $100,000. She would have a deductible loss of $17,750.

G. TAX PLANNING IN DIVORCE

§§ 71, 215 and 1041 give divorcing spouses quite a bit of latitude to create desired tax results by negotiating the terms of their divorce or separation instrument while staying aware of the subsequent tax burdens.

Example:

In a §1041 property settlement, one spouse might be willing to take Blackacre, worth $90,000 but with a basis of $85,000, instead of Whiteacre, worth $100,000 but with a basis of $10,000, if the recipient plans to sell the property immediately.

The much smaller tax bill for selling Blackacre more than makes up for it’s lower value than Whiteacre.

Blackacre realized taxable gain = $5,000 ($90K less $85K basis) whereas Whiteacre realized taxable gain = $90,000 ($100K less $10K basis).

Another example:

If divorcing spouses are in different tax brackets, they might both be able to benefit.

Payor in a higher tax bracket might agree to higher dollar value payments if the payee spouse agrees to arrangements where a larger portion qualifies as deductible alimony under §71(b).

The larger outlay by the payor may be more than offset by the tax savings from the deduction, and the increased cash received by the payee may more than offset the increased tax due.

§71(f) ADDENDUM
Divorce decree requires Burt to pay Loni $200,000 as follows:

$100,000 in year 1

$70,000 in year 2

$30,000 in year 3

Begin by computing excess payments for 2nd year under §71(f)(4).

1. The excess payment for the 2nd year =

2nd year alimony – (3d year alimony + $15,000) =

$70,000 – ($30,000 + $15,000) = $25,000
2. The excess payment for the 1st year =

1st year alimony – (1/2 [(2nd year payment less 2nd year excess payment) + 3rd year alimony] + $15,000) =

$100,000 – (1/2 [$70,000 less $25,000 + $30,000] + $15,000)=

$100,000 – (½ [$75,000] + $15,000)=

$100,000 - $37,500 + $15,000 = $47,500
3. Thus, the excess alimony payment includable by Burt and deductible by Loni in year 3 equals $72,500 ($25,000 + $47,500).

Note: Totally avoidable if they structured the payments so that she received $75k in year 1, $65k in year 2 and $60k in year 3. There would be no excess alimony payments.

Chapter 9: Assignment Of Income
A. ANTICIPATORY ASSIGNMENTS OF INCOME

1. Income taxation of Trusts and Beneficiaries

Trust: Split-interest beneficial ownership: there are people who are or will receive current distributions, and the remaindermen, who obtain the trust property on termination of the trust.

Trustee as legal owner of the trust property is not personally taxed on the income of the trust because he does not beneficially own the trust (just administers it).

Trust income is not attributed directly to beneficiaries because interests change too much over time; instead the trust is taxed as a separate taxable entity.

Example:

G dies, creates $1mill trust. Terms: trustee can pay income or corpus to B or accumulate the income at trustee’s discretion.

When B dies the trust terminates and assets go to C.

1999: trust had taxable income of $40,000; trustee distributes $27,000 to B.

Trust gets a distribution deduction of $27,000; trust has final taxable income of $13,000 subject to the §1(e) rate schedule.

B has gross income for 1999 of $27,000.

2000: Trust has taxable income of $40,000; distributes $62,000 to B.

Trust’s distribution deduction is limited to $40,000 taxable income.

Trust has zero taxable income and owes no tax.

B has gross income of $40,000; the other $22,000 is tax-free under §102.

2. The Anticipatory-Assignment-Of-Income Cases

Blair v Commissioner (1937)

Petitioner assigned to his children percentage interests in the net income of a trust from which he was receiving distributions. Trustee made payments directly to the children.

ISSUE: Is the petitioner still taxable for the income he assigned to his kids?

HOLDING: The children became the owners of the beneficial interests in the trust because of the assignment, so they are taxable, not the petitioner.

Helvering v Clifford (1940)

Respondent set up a 5 year trust; over the 5 years he as the self-declared trustee has full discretion to pay as much or little of the trust income to his wife as he wished. After the 5 years the corpus was to go to him.

ISSUE: whether the grantor, after the trust has been established, can still be treated as the owner of the corpus.

HOLDING: even during the trust the respondent continued to be the owner of the corpus for income tax purposes; court took note that (1) the trust was short (2) the wife was the beneficiary and (3) he retained control over the corpus.

§§ 671-677 now supercede and pre-empt Clifford with respect to the issue of whether a trust grantor is deemed to be the owner of the trust’s assets and, therefore, is taxed on the trust’s income.

§671: grantor shall be treated as owner of the trust (and taxed on the income) if deemed to be the owner under §§673-677. Also says grantor shall not be treated as owner of trust income/corpus by reason of “dominion or control”, except as specific in §671-677.

§673(a): Trust grantor is deemed to be the owner of a trust in which the grantor (or grantor’s spouse) has a reversionary interest worth, at the creation of the trust, more than 5% of the value of the trust property.

To determine whether the interest is worth more/less than 5%, time-value of money tables are used.

§674: Power to control the beneficial enjoyment of the trust property.

§676: grantor is deemed to be the owner of any trust that he can revoke.

§677(a): grantor is owner of the trust if the income will or might be paid to the grantor (or spouse) unless an “adverse party” can block such payment.

§677(b): grantor will be taxed on income actually used to pay a person the grantor is obligated to support, but grantor won’t be taxed on income that might be used for that purpose.

Income attributed to the grantor under §671-677 is not taxed to the trust or beneficiary who might actually receive it; the actual receipt by a person (other than the grantor) is treated as a tax-free gift from the grantor.

3. The 
“Kiddie Tax”

§1(g) (the “kiddie tax”) enacted in 1986 to put a halt on taxpayers with property assigning income to their (lower bracketed, separate taxpayer) dependent children.

Under §1(g) 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 had it been attributed to their parents and taxed as their “last dollars” in the parent’s tax base.

* Unearned income essentially means “investment income.”

§1(g) applies even if the donor is other than the child’s parents, a grandparent for example.

4. Use of trusts in contemporary family income tax planning
Three major constraints on the use of trusts to shift income to the trust as a separate entity or the beneficiaries:

(a) the kiddie tax

(b) the highly compressed rate schedule of §1(e)

(c) the statutory “grantor trust rules” superseding the Clifford case - §§671-677.

Note: If grandma is in a higher tax bracket than mom and dad, and grandma shifts some income to the grandkid, that actually will save some taxes (because grandkid is taxed at parent’s rate, not grandparent’s rate).

The §1(e) rate schedule for income of trusts is “highly compressed” because you hit the 39.6% rate after only $7,500 of income. The lesson here is to avoid the trust accumulating income in excess of distributions: don’t let the trust make money for the year, it should give away all of its earnings.

The intentionally “defective grantor trust” is a defense against the §1(e) rates also: this is a trust created deliberately where the trust is treated as property of the grantor (hence taxed at grantor’s marginal rate).

5. Interest-Free Loans to Relatives
If Dad loans Amy $100,000 for 10 years at no interest, the present value of the $100,000 is less than it’s face value (e.g. $62,000) because of the time value of money.

She could invest it for 10 years and collect interest, taxable at her 15% rate, whereas if Dad had invested it, he would have paid tax at the 39.6% rate on the interest.

§7872(b)(1): now would treat Dad as having made a $38,000 gift to Amy for federal gift tax purposes.

§7872(a) also treats Dad as having includable interest paid on the loan from Amy, to him, at the “applicable federal rate” on an annual basis for income tax purposes.

B. INCOME SHIFTING THROUGH BUSINESS AND BUSINESS ENTITIES

1. Unincorporated Businesses
What about paying deductible §162 compensation to a relative for services rendered (assuming payor is carrying on some business to which the service relates)?

Under §162(a)(1) a deduction is only allowed for “reasonable allowance for salaries or compensation” – a compensation deduction will be thus disallowed to the extent it is excessive relative to the work done and skills involved.

Fritschle v Commissioner (1982)

Husband works for AGL. AGL gets into the prize ribbon printing business; contracts assembly of the ribbons to the wife. The wife has the kids do 70% of the work at home.

Wife is claiming that since a portion of her pay was attributable to the kids, that portion should be included in their income, not hers.

HOLDING: Income is taxed to the earner, so the wife’s claim fails. AGL contracted with her.

2. Partnerships
Under subchapter K of the code§701, income (and loss) from a partnership is distributed to the partners in proportion to their ownership interests, whether such profits are distributed or not.

§704(e)(1) dealing with family partnerships: donee or purchaser of a partnership interest “shall be recognized as a partner for purposes of this subtitle” if the donee or purchaser “owns a capital interest in a partnership in which capital is a material income-producing factor”. 

· “Recognized as a partner” means that an appropriate portion of the partnership income will be allocated to the owner of the partnership interest.

· “Capital interest” means a right to partnership assets on withdrawal as a partner or on liquidation of the partnership.

· “Material income producing factor” – e.g. lawnmowers to a yard service owner…something critical to making incom
e.

3. S Corporations
“S Corporation”:

· has no more than 75 shareholders

· has only one class of stock

· has elected to be covered by the rule found in subchapter S of the Code (§§1361 et seq).

· and satisfied numerous other requirements

S corp usually incurs no tax liability of its own §1363(a)

Net income/loss attributed to shareholders in proportion to their holdings, §1366(a)

Dividend distributions are not generally taxable.

4. C Corporations
Subject to the rules of subchapter C.

Unlike entities governed by K and S, C corps are separate taxable entities and incur tax liability calculated under the § 11 rate schedule.

C corp shareholders have income only to the extent of distributions by the corp to, or for the benefit of, its shareholders.

Chapter 10 – Gratuitous Transfers
A. GIFTS, BEQUESTS AND INHERITANCES

1. Early rationale for the exclusion:

§102(a) excludes gifts, bequests and inheritances from the gross income of recipients.

2. Current rationale: Who should be taxed?
§102 doesn’t mean that gratuitous transfers avoid tax completely, e.g. a cash gift is not deductible because §262 disallows deduction of personal and family expenses. Thus it remains as part of the donor’s income, but is excluded from donee’s income b/c of §102.

System operates this way to avoid the alternative (taxed to donee) resulting in income-shifting to lower bracketed family members to avoid paying tax at the donor’s rate.

3. Gifts and Bequests in Kind
What if the gift is of property not cash? And what if the property increases in value beyond the adjusted basis the transferor/gift-giver has in the property? (Called “built-in gains”).

In that case the transfer is not treated as a realization event for the transferor. Built-in gains are not includable in gross income or deductible for transferors.

§1014 provides that the basis for property acquired by reason of death is the estate tax value of the property (essentially the FMV) at the date of death. This effectively exempts built-in gains.

Example:

Father buys Blackacre for $1,000, dies when it’s worth $3,000 and it’s transferred to son.

The $2,000 appreciation is not taxed to the father’s estate (it’s built-in gain), nor is it taxed to the son, a gift is not a realization event. Therefore if son sells for $3K, the $2K is never taxed to anyone.

Inter vivos gifts:

§1015(a) applies and gives a different basis rule. For inter vivos gifts the basis of the donor carries over to the donee if the FMV of the property exceeds it’s basis at the time of the gift (i.e. if the property has built-in gain).

If the property has a built-in loss however, the basis for the donee depends upon what the donee ultimately gets when the property is sold. Three scenarios:

#1: Amount realized on sale is lower than gift-time value, then the gift-time value fixes the donee’s basis.

#2: Amount realized on sale is higher than donor’s date-of-gift basis, the donee takes the donor’s basis.

#3: Amount realized on sale is higher than gift-time value but lower than donor’s basis, the donee’s basis is deemed equal to the amount realized, resulting in no gain/loss to the donee.

4. Income from gifts and bequests and gifts or bequests of income only
§102(b)(1) states that the exclusion for gifts does not extend to income earned on the gifted property received.

E.g. Mother gives daughter income producing stock worth $1,000 which pays $200 in dividends before daughter sells it. While the $1,000 is excludable under §102(a), the $200 is not.

What if grandma makes a gift of the stock income only to her daughter, with the remainder (the stock) to go to her granddaughter on her daughter’s death?

§102(b)(2) prohibits the exclusion of gifts or bequests of income only.

Thus granddaughter will be able to exclude the stock under §102(a) when she receives it, but daughter may not exclude the stock income.

5. Income taxation of estates
Taxable income and tax of an estate are computed under subchapter J in the same manner they are for a trust.

The initial “funding” of the estate with the decedent’s property is not income to the estate by virtue of §102 (i.e. it’s a “gift” to the estate).

Subsequent income during the estate’s administration though is income to the estate and is taxable.

6. What is a gift?
The Code does not contain a definition. Gratuitous transfers between family members are almost automatically treated as §102(a) “gifts”.

Commissioner v Duberstein (1960)

FACTS: Duberstein was given a Cadillac by his buddy Berman for information he’d passed him over the years on potential customers. Berman deducted the cost as a business expense. The tax court held that this transfer was not a gift, the 6th circuit reversed.

RATIONALE: Court refers to “detached and disinterested generosity”, “out of affection, respect, admiration, charity and like impulses” and most critically, the transferor’s “intention”.

HOLDING: Essentially it’s up to the trier of fact (or judge) to make the call given the circumstances, and it should be reviewed only under “No reasonable jury could find” standard. In this case, it’s fine for the tax court to have held this was not a gift.

Olk v United States (1976)

ISSUE: Are tips to a craps dealer in Vegas taxable income or are they gifts under §102(a)?

HOLDING: They are taxable income.

RATIONALE: Taxpayer craps dealer is arguing Duberstein, that it’s a fact question and should only be disturbed if clearly erroneous. But…district court made a fact finding that the tips were given as “…the result of detached and disinterested generosity…” which is a conclusion of law.

United States v Harris (1991)

FACTS: Rich old guy liked young babes. Gave twin sisters $500K each over the course of several years. Twins were convicted in a criminal trial for not filing a tax return, but they’d only have to file if the money was income not a gift.

RATIONALE: Government has failed to establish the old guy’s intent in giving them the money; also for the twins to “willfully” fail to pay their taxes (per the statute), they’d need to know of his intent.

HOLDING: Convictions of the twins reversed; indictments dismissed.

7. Deductibility of Gifts
Shortly after Dubertstein Congress exacted §274(b) to avoid situations where business gifts could be deducted by the donor and excluded by the donee.

§274(b) (instead of requiring the donee to include the gift as income) prevents a business or investment expense deduction by the donor, to the extent that transfers to the donee exceed $25 during the year and are excludable by the donee (only) under §102.

B. LIFE INSURANCE

§101(a) governs.

When the decedent owned the policy, insurance proceeds are essentially treated as a gratuitous transfer through the medium of the insurance company.

§101(a)(2) however handles purchasers of life insurance from a previous owner: treated as an investment producing includable gain equal to the difference between the purchaser’s cost for the policy (plus any premiums paid over time) and the proceeds received.

§101(a)(2)(b): If the policy was transferred to a partner or relative of the insured, there is no includable gain.

Example:

Mary needs money; sells to Investor for $1,000 a fully paid-up life insurance policy on her life worth $5,000. Mary dies and investor collects $5,000. Investor (who made no premium payments) can only exclude the $1,000 purchase price under §101(a)(2).

Key-man insurance by big companies for their CEOs: proceeds are excludable under §101(a)(1).

C. PRIZES AND SCHOLARSHIPS

Under present law, essentially all prizes are taxed to the recipient, except those excluded under §74(c) as a “employee achievement award” (defined in §274(j)).

§74(b) provides an exception from this GI inclusion if the receipt is deflected to charity. Why this exception? Answer: to avoid the charitable deduction % limitation; this way people can give up the whole prize and deduct the whole lot.

§117 excludes from gross income funds received as a scholarship. Not excluded though are:

· compensation for services rendered to grantor

· transfers to pursue studies and research for the benefit of the grantor

· payment for services subject to direction/supervision of grantor

· Scholarships “used for” room and board are also taxable: can only exclude tuition, books, etc.

· Must be pursuing a degree program to enable gross income exclusion.

CHAPTER 11 – 
SUBSISTENCE & FAMILY-RELATED TAX ALLOWANCES AND PROGRESSIVE RATES
A. SUBSISTENCE ALLOWANCES

One justifying theory for making certain personal (i.e. non-business) expenses deductible is that “everyone must live” – we shouldn’t be taxed on an amount enough to provide basic food and shelter.

§151(b) achieves this purpose, providing a “personal exemption” for each taxpayer.

§63(c) also achieves this purpose with the standard deduction.

Generally one personal exemption per taxpayer. Deduction was set at $2,000 in 1986 and is annually increased to reflect inflation.

Under §151(b) a married couple filing jointly receives two personal exemptions, even if only once had income, because they are separate taxpayers.

Married filing separately however: can’t claim spouse’s exemption also, unless spouse has no gross income and is not someone else’s dependent.

§151(d)(3): personal exemption deduction is phased out by 2 percentage points for each $2,500 (or fraction thereof) of adjusted GI in excess of the taxpayer’s “threshold amount”; $150,000 for married filing jointly and $100,000 for unmarried individual in 1986 (thresholds are adj annually for inflation since).

Example: 

Couple has an AGI of $171,000 and file jointly.

The personal exemption is $2,000 each x 2 = $4,000, but must be adjusted…

§151(d)(3)(B): 2% for each $2,500 their AGI is over the threshold ($150,000):

They are $21K over, and $21K / $2,500 = 8.4

Thus their $4k exemption amount must be reduced by 9 “2% reductions” (or 18%).

The couple’s personal exemption deduction is thus $3,280 not $4,000.

Standard deduction is not subject to a high income phase-out like the personal exemption is.

B. FAMILY TAX ALLOWANCES
The child tax credit under §24 and the dependent care tax credit under §21 don’t reduce taxable income, they reduce dollar for dollar the tax bill due otherwise. It’s like store credit, but the store is the IRS.

§24 provides in general a $600 tax credit for each child under the age of 17. Credit is phased out beginning at $110K AGI for joint filers and $75K for individual filers; thresholds are not indexed for inflation.

§21 dependent care tax credit: purpose is to allow taxpayer to be gainfully employed. To be eligible, the taxpayer(s) must have one or more dependents under the age of 13 for whom a dependency exemption can be claimed, or a spouse who is mentally/physically incapacitated. 

The percentage of qualified expenses is 30% if AGI is below $10,000; above that the percentage is reduced by 1% for each $2,000 of AGI (or fraction thereof) above $10,000. The percentage can’t go below 20%.

Qualified expenses cannot be greater than the taxpayer’s “earned income”. The amount of qualified expenses to which the credit percentage can be applied can’t exceed $4,800 ($2,400 for an individual).

This support is excludable by recipients from the GI, so they shouldn’t be entitled to a personal exemption and standard deduction also: that would be getting a double exclusion.

§152 defines dependent:

(a) the claimant and the claimed person must stand in one of the relationships specified in clauses (1)-(9) of §152(a) and

(b) the claimant must supply more than half of the claimed person’s “support”

To claim a “dependency exemption” the claimed individual must not only be a “dependent” under §152; the claimed person must also either:

(a) have GI less than the Z151(d)(1) personal-exemption amount or
(b) be a child of the claimant who is either under age 19 or a “student” (defined in §151(c)(4)) under age 24

In a divorce situation, the dependent exemption goes to the parent who has custody of the child, unless they’ve agreed to the contrary. §152(e)

Revenue Ruling 77-282 (1977) – clarifies the concept of “support” for purposes of §152(a)
Expenditures should not be excluded from the support calculation merely because the support takes the form of a capital item.

This doesn’t affect the requirement of §152 however that the capital item really must be support.

The year in which the support was received and not the year of payment is controlling.

Example: You buy a $5K car for your kid to drive around but it’s owned by you: the car itself is not support to the dependent, but the out-of-pocket expenses to maintain it are includable.

Example: Kid buys themselves a $4,500 FMV car using personal funds. Parent provides $4K of support that year. Car’s FMV is $4.5K which amount is includable in the kid’s support for the year of purchase. The $4K furnished was less than ½ of the total support of $8.5K for the year, so the parent can’t get a dependency exemption.

C. THEORIES SUPPORTING A PROGRESSIVE RATE STRUCTURE
Utilitarians believe that the value of each additional dollar a person receives declines in absolute terms the more they make (i.e. a dollar to Bill Gates is very different to a dollar to a bum).

Thus if each additional dollar means less and less to the wealthy, the aggregate happiness is improved if government revenue needs are met by taxing those with greater income more heavily than those with less income.

CHAPTER 12 – MEDICAL EXPENSES
A. THE THEORY OF PERSONAL DEDUCTIONS CONTINUED
§213(a) allows a deduction for personal medical care expenses to the extent that their aggregate amount exceeds 7.5% of adjusted gross income. This is referred to as the medical expense deduction “floor”.

The tax-based justification for this personal deduction is similar to the personal exemption for subsistence living; the medical expenses are deductible because they are extraordinary for a particular year.

B. ALLOWANCES RELATING TO MEDICAL CARE

General definition of “medical care” - §213(d)(1)(A): amounts paid “for the diagnosis, cure, mitigation, treatment or prevention of disease, or for the purpose of affecting any structure or function of the body.”

§213(d)(1)(B): “transportation primarily for and essential to” – included; so is cost of meals and lodging in a hospital.

§213(d)(1)(D), (6) & (7): Medical insurance premiums are treated as medical expenses.

No deduction for any non-prescription drug, except insulin.

§213(d)(9): plastic surgery not deductible [unless necessary to correct a deformity or injury].

Deduction includes medical expenses paid by taxpayer for themselves, their spouse, and as many dependents as they have, defined under §152.

A child of divorced parents is deemed to be dependent upon both for §213 purposes.

§213 preempts other potential deduction sections, e.g. an opera singer who incurs expenses to cure his laryngitis could only deduct it (if at all) under §213, he couldn’t use §162(a) – business expense, in order to avoid the 7.5% floor under §213.

§104(a)(3) and §105(b): generally allow the taxpayer to exclude from income the value of insurer or employer-provided medical care or reimbursements. The cost of health-care premiums paid by an employer on employee’s behalf also excluded from employee’s income §106.

CHAPTER 13:

PERSONAL CASUALTY AND THEFT LOSSES
Personal losses of a taxpayer are generally not deductible.

§165(c)(3) allows a possible deduction for personal casualty and theft losses, subject to restrictions in §165(h) that do not apply to business or investment casualty and theft losses (which are fully deductible under §165(c)(1) or (2)). 

“Casualty loss” ( roughly defined as a loss resulting from a sudden or unexpected cause, e.g. accident, mudslide, earthquake.


A. THEORETICAL JUSTIFICATIONS FOR THE DEDUCTION
There is a steep 10% floor found in §165(h)(2)(A). A net casualty loss is only allowable to the extent that it exceeds 10% of the taxpayer’s AGI.

Operates like the §213 7.5% floor for medical expenses; a certain “baseline” level of expense is assumed for everyone and it’s covered by the standard deduction. But if casualty losses in a given year are extraordinary, the deduction is justified b/c the casualty produces a decline in value not attributable to personal consumption use of the assets.


B. TECHNICAL RULES
1. What is casualty or theft?

A “casualty” results from a sudden or unexpected cause.

§165(c)(3) is not intended to allow backdoor depreciation deductions for the gradual loss in value of personal use property (e.g. termite damage not deductible, takes place over time).

Taxpayer can’t create their own casualty (e.g. arson), but they can cause it by negligence if it’s “sudden, unexpected and unusual.”

§165(c)(3) and (h): allow losses resulting from theft; frequent difficulty is differentiating theft from a loss.

2. When does the deduction arise?
Tres. Reg. §165-1(d)(1): loss is sustained during the taxable year in which the loss occurs as evidenced by closed and completed transactions and as fixed by identifiable events occurring in such taxable year.

Tres. Reg. §165-1(d)(2): no loss sustained so long as, and to the extent that, there is a reasonable prospect of recovery by way of casualty or theft insurance, govt compensation, or in some cases tort recovery.

You can’t file an amended return for a loss occurring in 1996 that was discovered in 1999; in such a case the loss would be deductible in 1999 when discovered.

Deduction of a partial loss is allowed under §165 (e.g. if an insurance policy covered part, but not all, of your loss), provided the deduction portion is identified by a closed/completed transaction.

3. What is the amount and character of the deduction?
Tres. Reg. §1.165-7(b)(1): provides that the amount of a personal casualty loss equals the lesser of (i) the reduction in FMV attributable to the casualty or (ii) the adjusted basis of the property (as provided in §165(b)).

Repair expenses are accepted as evidence of economic loss Treas. Reg. §1.165-7(a)(2)(ii).

If the property is business though, not personal use Tres. Reg. §1.165-7(b)(1), last paragraph, provides that if business or investment property is totally destroyed, and the property’s adjusted basis is greater than it’s FMV prior to the casualty, the amount of loss is the property’s adjusted basis.

Different rule for business use b/c business/investment property is fully depreciable whereas personal use property is not; had it not been destroyed, the business owner would have taken depreciation deductions.

Example if insurance coverage existed:

Peter has a painting with an $8k basis and $10k FMV that’s destroyed in a fire.

Insurance pays him $10k.

His $8k “loss”, the lesser of his basis ($8k) and the value loss ($10k) is exceeded by insurance recovery.

Not only does he not have a deductible loss, he has a $2k casualty gain, a realization event under §1001; under code §1033 he may be able to defer recognition of the gain in some cases when the recovery proceeds are invested in property of the same/similar use.

§165(h)(1) imposes a $100 casualty event floor (event, not item of property) – this means de minimis casualty losses aren’t deductible.

In the above example, if Peter’s $8,000 painting were only insured for $5,000, he would have a $3,000 deductible loss, but that would be reduced to $2,900 by the §165(h)(1) floor.

And don’t forget the 10% floor for personal casualty loss deductions too: if Peter’s AGI for the year were $20,000, and he realized no personal casualty gains for the year (which is normal), he could only deduct $900 of his $2,900 loss: $2,900 – [10% x $20,000]

§165(h)(2)(A): provides that if aggregate personal casualty losses for the year exceed aggregate personal casualty gains for the year, the aggregate deductible loss for the year is allowable in an amount equal to the amount of any personal casualty gains for the year.

· This allows taxpayers to offset income inclusion resulting from any personal casualty loss gains with their personal casualty losses.

· The excess amount is then deductible only to the extent that it exceeds 10% of the taxpayer’s AGI for the year.
· The 10% floor makes the deduction of most personal casualty losses worthless for most people.
Example 1:

Amy bought a yacht in 1995 for $100k, and used it for personal purposes until it was damaged in ’99.

Before the accident the yacht FMV was $90k.

After the accident it was worth $50k.

Amy got $20k in insurance proceeds.

Aside from this transaction, Amy has an AGI of $120k in ’99 and no other casualty or theft gains or losses during the year.

Amy has a casualty loss of $19,900:

$40,000

Treas. Reg. §1.165-7(b)(1): the lesser of her $100k basis or the $40k decline in value

- $20,000
§165(a): insurance recovery

- $100

§165(h)(1) per event floor

-------------------

$19,900 personal casualty loss

B/c Amy had a loss and no gains, §165(h)(2)(A) applies instead of §165(h)(2)(B); under this section only $7,900 of this loss is deductible:

$19,900 – [10% x $120,000 AGI].

Example 2:

Same as above, except Amy also got insurance proceeds in ’99 of $35k for a necklace stolen in a mugging; the necklace cost $10k in 1990.

Amy has a $25k personal casualty gain ($35k insurance = $10k basis).

This exceeds her $19,900 casualty loss for the yacht, so §165(h)(2)(B) applies.

The $25k is includable in full as long-term capital gain; the $19,900 is includable as long-term capital loss; the loss is not subject to the 10% floor.

If these were the only capital gains and losses for the year, the $19,900 capital loss would offset $19,900 of the $25,000 capital gain.

CHAPTER 14 – 
CHARITABLE CONTRIBUTIONS
The IRS is nice to charities in two ways: 

(1) The net income of a charity is usually tax-exempt 

(2) Contributions to charities are generally deductible

§170 deduction issues:

(1) Is the recipient (charity) eligible for a contribution?

(2) Is a % limitation applicable to AGI?

(3) What’s the type of property and does any special limitation apply b/c of the type of property?

(4) What is the specific type of eligible charity donee?

A. TAX-EXEMPT ORGANIZATIONS
§501(a) exempts from income tax corporations, trusts and other entities described in §501(c) or (d).

But: tax-exempt organizations are taxable on “unrelated business income” and “unrelated debt-financed income.” §§ 501(b), 512-514.

§170(c): allows a deduction for a “contribution or gift” if it is made “to or for the use of” an organization tax-exempt under §501(a), and that also falls within one of the categories in §170(c).

Most important category of exempt organizations are described in §170(c)(2) and §501(c)(3).

Private foundation = charitable organization funded by a large gift from a single donor. Private foundations are taxed at a 2% rate on their net investment income (§4940(a)).

Public charity = support comes from public contributions.

B. MECHANICS OF THE DEDUCTION FOR CHARITABLE CONTRIBUTIONS
§170(b)(1)(A): 
Cash given to a public charity – the amount of the contribution equals the cash gift. This section limits the total deduction for gifts in one year to 50% of the taxpayer’s AGI.


This means that 100% of contributions are deductible up to the 50% AGI ceiling; anything over that can be carried forward for up to 5 years and deducted then (provided there is sufficient AGI).

Property not cash:
Bit more complicated. A gratuitous transfer isn’t a realization event; if Good Guy gifts property w/ an adjusted basis of $40K and a FMV of $60K, he does not realize the $20K built-in gain.

In all cases but for the exceptions below, a contribution of long-term capital-gain property produces a deduction equal to the full FMV of the property.

Exceptions: 

Limited to adjusted basis if the property contributed is not “long-term capital-gain property”. §170(e)(1)(A). 

Deduction is limited to basis only if the property is tangible personal property (i.e. not real estate or stock) that is not used by the donee in connection with any of its exempt purposes/functions §170(e)(1)(B)(i). [But: unlikely that used cars etc. will have a FMV higher than basis anyway] This means that you will get to deduct your adjusted basis if the property is not “to or for the use of the charity” §170; if it is then you get to deduct the FMV under Treas. Reg. §170A-1(c).
“Long-term capital gain property” means any appreciated asset that, if sold, would yield nothing but long-term capital gain if sold at its value.

Gain would be “long-term capital gain” if the asset were a capital asset held by the taxpayer for more than a year. §1222.

Example: Good Guy gave his $60k FMV property away; it has adj. basis of $40k. He’d only be able to deduct just the $40k if…

· The property were a non-capital asset in Good Guy’s hands (e.g. self-created art work) – self-created artwork is actually regular income/wages, not long-term capital asset.

· Capital asset that would produce short-term capital gain, b/c he had it for less than 1 year

· Tangible personal property w/ no relation to the charity’s exempt functions (e.g. gives 1st edition signed Dickens to museum, only they don’t display rare books and will only sell it).

Otherwise: Good Guy can deduct the full $60k FMV of the gift, even though he never included the $20k appreciation in the property’s value in his income.

But – deductions of appreciated property like Good Guy’s gift are limited to 30% of AGI in a year, rather than 50% of AGI. §170(b)(1)(C)(i).

Treas. Reg. §170A-1(c): Value of a contribution in property (e.g. car) – If the contribution is property other than money the amount of the contribution is the FMV of the property at the time of the contribution, reduced as provided in §170(e)(1) ( which is the 30% or 50% AGI limit.

D. WHAT IS A “CONTRIBUTION OR GIFT”?

§170 doesn’t define it, so courts have developed the meaning of the language. Under current law a “contribution or gift” doesn’t include a payment to a charity to the extent that the payor expects to get an economic benefit in return.

Hernandez v. Commissioner (1989) US Sup Ct.

ISSUE: Can members of the Church of Scientology deduct charitable contribution payments made to branch churches in order to received services known as “auditing” and “training.”

FACTS: “Auditing and training” – procedures that help members become aware of their inner spirit and to achieve qualifications necessary to move up in the church.

It was stipulated that the church is a tax-exempt organization under §170 entitled to receive tax-deductible charitable contributions.

HOLDING: Not deductible because payments were quid pro quo in nature.

“Cash is King” when it comes to getting a higher % deduction: 50% of AGI is deductible for cash gifts, but 30% of AGI is the ceiling for appreciated property.

To be sure you get the FMV deduction for appreciated property, restrict the use of the gift you give, e.g. donate a Picasso to the law school on the condition it hang in the library for 5 years.

Under §170(a)(3) tangible personal property given as a future gift (cars, paintings, etc.) can’t be deducted by the giver b/c tangible property (i.e. not real estate) can disappear over time. Don’t want people to take the deduction then property conveniently vanishes unbeknownst to the IRS.

E. BARGAIN SALE TO CHARITY

§1011(b) – Bargain sale to charity. If an item is worth 10x and taxpayer has a basis of 4x. Item is sold to a charity for 4x, there is a gift to the charity of 6x. But there is also capital gain too:

So 40% of the value (10x) was a sale – 4x, and 60% was a gift – 6x. 

The new basis is 40% of the old basis of 4x. The capital gain is the difference between what you sold the item to the charity for and the new basis. 4x – (40% x 4x) = 4x - 2.4x = 1.6x

	
	Amount of contribution
	% AGI Limitation

	“No-gain” property (i.e. cash and loss property)
	FMV
	50%

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

	Long-term capital gain property

(a) (i) real property, (ii) personal property or (iii) tangible personal property and related use

(b) Tangible personal property and unrelated use
	FMV or elect Adjusted Basis

Adjusted basis
	If FMV then 30% but if adjusted basis then 50%

50%


CHAPTER 15:
TAXES PAID (OR, HOW GOV’T TAX SYSTEMS ACCOMMODATE EACH OTHER).
§275: most federal taxes are not deductible under any circumstances, even if connected w/ a trade/biz.

A. TAXES PAID AS PERSONAL DEDUCTIONS
1. DEDUCTBILE TAXES

Sales taxes of state/local/foreign governments are not deductible to any extent if incurred in connection w/ the purchase or disposition of a persona-consumption asset, nor can they be added to the basis of personal-consumption assets.

Sales taxes connected with business and investment transactions however: can either be deducted or capitalized (i.e. added to basis under §1016 – if capital expenditures in connection w/ acquiring/disposing of property).

State/local property and income taxes are deductible under the first sentence of §164(a), even if they’re connected w/ personal consumption.

B. TAXES AND INTERGOVERNMENTAL RELATIONS; FEDERALISM AND COMITY
1. U.S. INCOME TAXATION OF INTERNATIONAL TRANSACTIONS

Citizens/residents of the USA are taxed on their worldwide taxable income. The US in unique in taxing nonresident citizens on their worldwide income.

Non-resident aliens (living outside the US) are taxed only on their US-source income.

Two countries may assert jurisdiction to tax the same item (e.g. one county asserts based on residency, the other based on the source of the item). Commonly accepted international norm is that the jurisdiction of the source country should take precedence.

US tax treatment of foreign taxes: centerpiece is the foreign tax credit. Allows foreign income taxes to be credited dollar-for-dollar against the US income tax of US citizens and residents. §901. But…the dollar-for-dollar credit can’t exceed the U.S. income tax that would be due on the foreign-source income.

3. DEBT FINANCING BY STATE AND LOCAL GOVERNMENT

§103 – provides an exclusion from G.I. of interest paid on debt issued by state and local governments.

§265(a)(2) – disallows a deduction of interest expenses incurred with respect to debt supporting the ownership of §103 bonds. Reason: you can’t whipsaw the system by getting a deduction for interest paid on a debt that is in turn used to get tax-free interest. That would mean a deduction and an exclusion.

C. EXPENSES RELATED TO THE DETERMINATION OF TAX LIABILITY
§212(3): you can have an itemized deduction for expenses paid or incurred “in connection with the determination, collection, or refund of any tax”, including but not limited to federal tax.

Merians v Commissioner (1973) Tax Court

FACTS: Dr. Merians is claiming a deduction for $2,140 in legal fees paid for: preparing a worksheet on present estate, preparing wills, establishing irrevocable trust for benefit of wife, transferring to the trust some corporate stock, dissolving the corporation, creating a partnership a partner of which was the trust, etc. They relied on attorneys testimony to show it was almost all tax advice/work.

ISSUE: Dr. claims it’s deductible under §212(3) b/c it pertained solely to tax matters.

HOLDING: Court decided 20% of the fee was for tax advice and deductible under §212(3); court hinted the rest of the fee might be deductible under §212(2) if proven up by petitioners. §212(2) deals w/ deductibility of amounts paid “for the management, conservation, or maintenance of property held for the production of income.”

CHAPTER 16 – PERSONAL INTEREST
Personal interest is disallowed unless it is “qualified residence interest” or it is educational interest that is separately deductible under §221.

B. The reality of a deduction for personal interest expense
§163(h)(1) provides that interest incurred to finance personal consumption is generally not deductible. 

“Qualified residence interest” is defined in §163(h)(3) as interest paid with respect to either “acquisition indebtedness” or “home-equity indebtedness.” 

· Acquisition indebtedness: buying, building or substantially improving, is secured by the residence and does not exceed $1million total.

· Home equity indebtedness: non-acquisition debt that does not exceed the greater of $100k or the “equity” of the home (equity = FMV – debt).

Home equity indebtedness is deductible no matter what it’s spent on – vacation, college, etc.

CHAPTER 17 – OF HUMAN CAPITAL
Human capital refers to the physical/mental attributes of a human necessary to earn compensation, including acquired skills, training and education. Also includes attributes like IQ and attractiveness.

A. Reputation and Goodwill
Welch v Helvering (1933) US Sup Ct

FACTS: Petitioner worked for the Welch Company, a grain business. They were discharged in bankruptcy proceeding, but in the 5 subsequent years he paid off as much of Welch Co.’s debt as he could, apparently so he could keep some respectability in the grain business.

ISSUE: If the payments were ordinary and necessary expenses, he could deduct them, but the commissioner said they were capital outlays.

HOLDING: Commissioner is right, the funds are nondeductible.

Some petitioners have won such cases though; apparently the difference is that (a) individuals have more chance of success than corporations and (b) it looks like a distinction between repair and improvement of reputation (analogous to repairs of business premises, which is deductible, versus permanent improvements to the premises, which are not deductible).

B. Education
What about the cost of law school / med school – deductible b/c they are costs associated with a particular trade?

One problem is that §162 requires that the taxpayer must be “carrying on” and existing business in order to deduct related expenses.

To be deductible under Treas. Reg. § 1.162-5 an education outlay must either:

(a) maintain or improve skills required by the individual in his (existing) employment or other trade or business (Treas. Reg. § 1.162-5(a)(1)), or

(b) meet the express requirements of the individual’s employer imposed as a condition to retention by the individual of existing employment, status or compensation (Treas. Reg. § 1.162-5(a)(2)).

Sharon v Commissioner (1978)

FACTS: Petitioner is a taxpayer/lawyer who is attempting to amortize the cost of getting his law license over the course of his life until he reaches 65. He is including the cost of his bachelor’s, law degree, bar review course (to take the California bar exam) and related materials and bar exam fee.

HOLDING: The degrees were too personal to be deductible. The bar prep course qualified him for a new trade or business, so it’s not deductible: before he couldn’t practice in California, afterward he can, thus it’s a “new trade.”

He is able to amortize the cost of becoming a member of the US Supreme Court bar over his life expectancy though. 

C. Job-Seeking Expenses
Rules are essentially the same as for education: must be in an existing trade or business and the expenses must relate to that trade or business.

Primuth v Commissioner (1970) Tax Court

FACTS: CEO didn’t like his current job, so he paid an employment agency $3000 to find him a new one while he kept working. They got him an interview, he got a new job, and he deducted the agency fee.

HOLDING: The CEO is continuing the “trade or business” of being employed as a CEO, thus the fee is deductible.

CHAPTER 18:

LOSS OF HUMAN CAPITAL
§104(a)(2): excludes from gross income certain recoveries for personal injury and sickness.

Prior to Glenshaw Glass being decided, nobody questioned that personal injury recoveries would be excluded because they weren’t the result of labor or capital. But G.G. said that income could be any accession to wealth.

After Glenshaw Glass the statutory exclusion in §104(a)(2) became more important. In 1996 the statute was amended:

House Bill: the exclusion from GI does not apply to any punitive damages received on account of personal injury or sickness whether or not related to a physical injury or physical sickness.

Also: the exclusion from gross income only applies to damages received on account of a personal injury or physical sickness (excluding punitive damages though). This applies whether or not the party collecting the damages is the one who was injured (e.g. damages for loss of consortium due to wife being hurt are still excludable).

The §104(a) exclusion does not apply to the extent that the recovery is attributable to amounts already deducted in a prior year under §213 (medical/dental expenses). This prevents a double tax benefit (deduction on one hand, exclusion on the other).

If an injured person recovers $s for both personal injury (exempt) and punitive damages (non-exempt), and related expenses (such as attorney’s fees) will generally be apportioned between the exempt and non-exempt components of the recovery on a pro-rata basis. Only the amount of expenses allocable to the non-exempt portion would be deductible.

If payments of an award are made in installments, and the settlement/payment agreement expressly states that a portion of each installment represents interest, the interest portion is taxable. If the agreement doesn’t mention interest though, any interest that is presumptively included won’t be taxed.

§104(a)(1): allows exclusion of worker’s comp payments made b/c of personal injury.

§104(a)(3): allows exclusion of amounts received under a taxpayer’s health insurance policy, regardless of whether the amount received exceeds actual expenses for health care.

§104(a)(4): excludes certain disability or personal-injury payments made to military/other public employees

§104(a)(5): excludes disability income received by US employees as a result of injuries incurred in an overseas terrorist attack

CHAPTER 19
TAXPAYER ACTIVITIES: PERSONAL VERSUS BUSINESS AND INVESTMENT
This chapter deals with whether taxpayer activities are “business” or “investment” on one hand, or “personal” on the other. This matters b/c expenses, losses and depreciation are (with some exceptions) deductible only if the activity or property pertains to business or investment.

A. GAMBLING LOSSES

§165(d) allows you to deduct the losses incurred on gambling debts up to, but not in excess of, your gambling winnings.

· This prevents double taxation: (i) on the money used to get the winnings and the (ii) on the winnings themselves.

· Also the deduction for gambling losses may not be carried forward to the next year to offset gambling winnings.

Example: You place 10 x $10 bets in a taxable year. One of those bets hits the $30 jackpot, so the $30 win is includable in GI under §61, and $30 of the $100 total betting outlays for the year is deductible. The remaining $70 is nondeductible (can only deduct up to winnings).

B. HOBBY LOSSES AND §183
1. Before the 1969 enactment of §183

Wrightsman v. United States (1970)

FACTS: A rich old couple have been collecting art for about 13 years. They paid about $8mill for it all, now it’s worth $16mill. They’re trying to get a deduction for insurance, maintenance, shipping, hotel, travel, entertainment, etc by claiming the artworks were investment pieces, not for personal pleasure.

HOLDING: Evidence does not establish investment as the most prominent purpose for P’s acquiring and holding works of art.

2. The Mechanics of §183
§183: roughly speaking, the expenses, depreciation and losses attributable to a taxpayer’s not-for-profit activity are allowed, but the aggregate of such deductions can’t exceed the amount of GI from that activity.

Disallowed expense deductions (net losses can’t be deducted against other income of the current year, nor be carried over to other years.

Example: 

John’s woodworking hobby generates $500 of GI in year 1, and $700 in total expenses, losses and depreciation. These would have been deductible had John’s hobby been a for-profit one.

On these facts, John can deduct only $500 of the $700 expenses under §183(b)(2).

The remaining $200 loss evaporates and cannot be carried forward or otherwise deducted.

3. The Profit Motive Test Under §183
Fields v Commissioner (1981)

FACTS: Fields is a full-time attorney who dabbles in ranching. He bought 73.5 acres, spent $72,000 to improve the soil etc. then bought 3 cattle that grew to 17 later. He wants to deduct all expenses, losses and depreciation; any depreciation etc in excess of his net gross income from the cattle would shelter gross income from his law practice.

ISSUE: Was his cattle enterprise an activity not engaged in for profit in the meaning of §183(a)?

Treas. Reg. §1.183-2(b) list some of the factors to be considered:

1. The manner in which the taxpayer carried on the activity

2. The expertise of the taxpayer or his advisors

3. The time and effort expended by the taxpayer

4. The expectation that assets used in the activity may appreciate in value

5. The success of the taxpayer in carrying on other similar or dissimilar activities

6. The history of income or loss

7. The amount of occasional profit, if any

8. The financial status of the taxpayer

9. Whether elements of personal pleasure or recreation are involved

RATIONALE: Court considered: (i) that there had been a drought which might make delaying expanding the herd a prudent business decision (ii) that they kept a separate checking account for the farm.

HOLDING: The attorney did have a profit motive for his farm, so he is allowed his deductions.

CHAPTER 20
ALLOCATING DEDUCTIONS BETWEEN INCOME PRODUCTION AND PERSONAL CONSUMPTION
This chapter deals with how the tax code handles co-mingled things used for personal and business use, e.g. people working out of their homes, or meals with clients.

A. MEALS

The issue in the following cases is whether meal costs were expenses that could be deducted under §162 which allows the deduction of the “ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business…”

Moss v Commissioner (1985)

FACTS: Moss is a partner in a small trial firm. The lawyers would meet at Café Angelo for lunch to get the partner’s approval to settle cases, decide who went to court, etc.

ISSUE: Are the meals “ordinary and necessary expenses paid…” in the context of §162?

RATIONALE: The court says “it is all a matter of degree and circumstance and particularly of frequency.”

HOLDING: The partner hasn’t claimed that because they had lunch meetings, he incurred a greater expense than he would have had he eaten at this desk, alone, or whatever. Although it saved time to combine the talks with lunch, the lunch itself wasn’t “organic” to the meetings. No deductions allowed.

B. LITIGATION AND OTHER EXPENSES
United States v Gilmore (1963) US Sup Ct

FACTS: Dr. Gilmore was present, principal officer and held controlling stock interests in 3 Chevy dealerships. His wife wanted some of that action in their divorce proceeding.

ISSUE: Can Dr. Gilmore get a deduction for the legal fees spent in a divorce proceeding where he fended off his wife’s attempts to get certain property under California’s community property laws? In order to do so the legal fees would have to have been spent on a “business” rather than “personal or family” expense.

RATIONALE: How the litigation expense is characterized will depend upon whether it arises in connection with the taxpayer’s profit-seeking activities.

HOLDING: The wife’s claims stemmed entirely from the marital relationship and not from income-producing activity.

Note: This is known as the “Origin of the claim test.”

C. ITEMS ALLOCATED TO MORE THAN ONE CATEGORY
Meals for example are handled by statute. §274(n)(1) says that 50% of the meal cost goes to personal sustenance, and 50% goes to business.

D. CONVERTING PROPERTY FROM PERSONAL TO INCOME-PRODUCING USE
What about property switched from personal to income producing use?

Treas. Reg. §1.165-9(b)(2): provides that the building’s basis for depreciation and loss purposes is the lesser of (a) the value of the building at the time of conversion (i.e. from personal to income-producing use) or (b) the cost of the building at the time of purchase.

Newcombe v Commissioner (1970) Tax Court

FACTS: Former residence sat empty while it was on sale from December 65 until it was sold in February 67. It was never rented out.

ISSUE: Deductibility of expenses incurred during the period in which a house that the petitioners used to use as their residence was being held for sale. Was the property held “for the production of income” during the 14 months it was on sale, within the meaning of §212 and §167?

RATIONALE: (1) They lived there for quite a while (2) House wasn’t occupied while it was on sale (3) Offers to rent are important factors working in taxpayer’s favor.

Court also said that where the profit-seeking aspect of ownership is limited to recovering the normal appreciation of property that occurs over time during the period of occupancy, it can’t be said the property was held for production of income.

HOLDING: The home was not held for the production of income.

Horrmann v Commissioner (1951)

FACTS: Petitioner inherited house from Mom in 1940, lived in it until October ’42, then abandoned it b/c it was too expensive for him. Property was sold in June ’45 for $20,800. His basis under §1014 was $60k. When he abandoned it as a personal residence the value was $45k - $35k for the land, $10k for the house.

HOLDING1: The court said that repairs and depreciation for 1943-45 were deductible b/c the place was up for sale the whole time, so the property was held “for the production of income.”

ISSUE: Can petitioner get a deduction for a long-term capital loss from the sale in ’45?

HOLDING2: Because the petitioner lived in the property initially, then more than 1 year later tried to sell it, there was no conversion of the property into a transaction entered into for profit.

E. HOME OFFICES
§280A(a) disallows all deductions for expenses allocable to space used as a home office, but then…

§280A(c)(1) revives those deductions provided the home office is:

(1) exclusively used

(2) on a regular basis, and

(3) in a manner described in any one of the subparagraphs (A), (B) or (C) of §280A(c)(1).

If the taxpayer is an employee, there is a 4th condition: the use must be for the convenience of the employer.

Sub (A) of §280A(c)(1) is the one most used by taxpayers; it says the manner of use qualifies if the office is “the principal place of business for any trade or business of the taxpayer.”

F. VACATION HOMES
What about homes that the taxpayer lives in a few weeks of the year, but rents out the rest of the time?

§280A provides three sets of rules regarding such residences:

1. If the unit is rented for less than 15 days during the year, both rental and income deductions related to the rental are completely ignored. §280A(g)

2. If the residence is rented for more than 14 days and the home is used for personal purposes for more than the great of (a) 14 days or (b) that number of days that is equal to 10% of the rental period, then the deductions allocable to the rental use of the property 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 the preceding sentence, §280A does not apply, but §183 might apply.

CHAPTER 21

TRAVEL AND ENTERTAINMENT EXPENSES
A. DEFINITIONS OF TERMS

“Transportation expenses” – cost of getting from A to B

“Travel expenses” – includes transportation expenses as well as meals, laundry, and other incidentals.

“Entertainment expenses” – food, booze, recreation or amusement to entertain one or more other persons.

B. THE MEANDERING STATUTORY ROADMAP FOR “T&E” EXPENSES

Analysis for any T&E expenses deduction must being w/ the “ordinary” “necessary” and “carrying on a trade or business” requirements of §162(a).

1. Travel Expenses
Under Treas. Reg. § 1.162-2(b) and (d), a “primary purpose” test is used to decide if travel expenses are deductible. If the trip relates primarily to business then 100% is deductible, even if a portion is actually allocable to the personal component.

Meals deductible under §162 as a travel expense are still subject to the 50% reduction rule in §274(n)(1). §274(k)(1) disallows the cost of any business meal that is “lavish or extravagant” under the circumstances.

If travel is outside the USA, the transportation expense (air fare) is deductible in ratio to the number of days spent there for business to the number of days spent total. E.g. 15 day trip to Mexico, 10 were for business, only 2/3 of the air fare is deductible.

Conventions outside North America: §274(h)(1): 

2. Entertainment Expenses
Not allowed:

§274(a)(1)(B): disallows any deduction re: using, maintaining or operating entertainment facilities such as boats, planes or hunting lodges

§274(a)(3): club dues not deductible for membership in any club “organized for business, pleasure or recreation.” 

§274(a)(1)(A): disallows any deduction for an entertainment activity unless the outlay is either 

(1) Directly related to the active conduct of the taxpayer’s trade or business or 

(2) Associated with the active conduct of the taxpayer’s business and directly precedes or follows a substantial and bona fide business discussion.

C. SUBSTANTIATION

§274(d): Must be adequately substantiated for deduction to be allowed…

· Time

· Place

· Business purpose

· Amount of expense

· Taxpayer’s relationship to any recipients of the entertainment

…must be shown on adequate contemporaneous records. No estimates are permitted.

Documentary evidence (receipts) needed for any lodging expenses away from home and other expenditures of $75 or more.

Certain per diem allowances are ok in lieu of specific record keeping.

D. TRAVEL EXPENSES: JUDICIAL AND ADMINISTRATIVE GUIDANCE UNDER §162(a)(2)

U.S. v Correll
FACTS: A traveling salesman left home early and returned home late.

ISSUE: Were the costs of breakfasts and lunches deductible as business travel expenses under Code §162(a)(2)? Was the taxpayer “away from home”?

HOLDING: Meal costs are only deductible if “sleep or rest” occurs.

Commissioner v Flowers
FACTS: Corporate HQ in Mobile, AL. He lived in Jackson, MS. Maintained a Jackson office at his expense. 

ISSUE: Sought to deduct the transportation expenses from Jackson to Mobile, as well as meals and lodging while in Mobile.

HOLDING: Expenses not “in pursuit of business.”

Where/what is the “tax home”?

Where is the principal place of business?

(1) At the principal place of employment?

(2) At the abode if no regular place of business exists?

(3) No tax home if continual travel?

This matters because in order to be able to deduct away-from-home expenses, you have to have a tax home to be away from!

One of the assumptions is that when you’re traveling for business away from home, you’re incurring duplicative expenses (you have a bed at home, but you pay for another at the hotel). In order to establish a tax home, you need to incur some expenses somewhere (which are duplicated when you travel).

Temporary vs Indefinite Status
Code §162(a): the taxpayer is not treated as away from home during a period of employment exceeding one year.

Different fact situations:

1. Less than 1 year

2. More than one year anticipated, but completed in less than 1 year

3. Less than one year anticipated, but then extended to more than 1 year

CHAPTER 22
INDIVIDUAL INCOME TAX COMPUTATION; BUSINESS VERSUS INVESTMENT
A. THE DISTINCTION BETWEEN BUSINESS AND INVESTMENT

Commissioner v Groetzinger (1987)

ISSUE: Whether a full-time gambler making bets solely for his own account is engaged in a “trade or business” within §§162(a) and 62(a)(1).

FACTS: His net gambling loss for the year was $2,032.

RATIONALE: To be engaged in a trade or business, the taxpayer must be involved in the activity with continuity and regularity and the primary purpose for the activity must be income or profit.

HOLDING: Because he engaged in gambling constantly and as his livelihood, it is a trade or business. 

B. COMPUTING THE FEDERAL INCOME TAX OF INDIVIDUALS

Taxable income is AGI minus the §151 personal and dependency deductions and less the greater of (a) the standard deduction or (b) aggregate allowable itemized deductions.

1. Above the line deductions
Deductions listed in §62(a) are nicknamed “above the line deductions.” They can be taken in addition to the standard deduction.

Itemized deductions however are nicknamed “below the line deductions” because they’re subtracted from AGI, not GI, and can only be claimed if the taxpayer passes on the standard deduction.

Most important above the line deductions are those in §62(a)(1): “trade or business deductions.”

§62(a)(1) clearly states that trade or business deductions attributable to being an employee are excluded from the above the line category. There are exceptions in §62(a)(2) though for performing artists and deductions reimbursed by an employer under a plan.

An employee is someone who is subject to the control of the employer, both as to the ends accomplished and the means of accomplishing it.

§62(a)(3) says that all §165 loss deductions are above the line deductions if the loss arises from the sale or exchange of property.

§62(a)(4) allows all deductions connected with production of rents or royalties (e.g. mortgage interest, property taxes, depreciation deductions connected to a rental unit) to be taken directly from gross income.

2. Itemized Deductions
§67 and §68 qualify itemized deductions.

Itemized deductions are not as valuable as above the line deductions for several reasons:

· Itemized deductions are worthless until their dollar amount exceeds the standard deduction, whereas every dollar of above the line deductions reduce taxable income.

· Itemized deductions don’t reduce AGI, so an itemized deduction does nothing to help increase the deductible amount of certain outlays and losses, e.g. medical expenses, whose deductibility is tied to the extent they exceed a certain percentage of AGI.

“Miscellaneous itemized deductions” are allowed under §67. This is a subset of itemized deductions which is allowable only to the extent that their aggregate exceeds 2% of AGI. Everything that is not identified in §67(b) is a miscellaneous itemized deduction.

§68 applies to all itemized deductions: the total of otherwise allowable itemized deductions (other than medical expenses, personal casualty losses, gambling losses and medical expenses) is reduced by 3% of the amount by which a taxpayer’s AGI exceeds $100,000 (but there’s an 80% cap on how much the deductions can be reduced).

3. Steps taken in computing taxable income
In computing taxable income, the following steps must be taken in order:

(1) Apply any deduction limitation that operates without reference to AGI (e.g. the 50% reduction found in §274(n) for food/entertainment expenses)

(2) Place each allowable deduction in its applicable category (above the line, misc. itemized, itemized) and add up the total deductions with respect to each such category

(3) Subtract the above the line deductions from GI to arrive at AGI

(4) Apply any floor/ceiling that is a function of AGI to any applicable itemized deductions (e.g. the medical expense deduction)

(5) Add up the aggregate miscellaneous itemized deductions and subtract 2% of AGI

(6) If AGI exceeds $100,000 (or $50,000 if married filing separately) as indexed for inflation, then (i) from the aggregate of all itemized deductions remaining after steps 4 and 5, subtract the itemized deductions for medical expenses, investment interest, casualty losses and wagering losses, and multiply the remaining amount (the “§68 itemized deductions”) by 80%; (ii) from AGI, subtract $100,000 as indexed for inflation and multiply the difference by 0.03; and (iii) reduce the amount of aggregate “§68 itemized deductions” by the lesser of the numbers obtained in (i) and (ii)

(7) Aggregate all the itemized deductions remaining after steps 4-6, compare such total to the standard deduction, and deduct whichever is greater from AGI, and

(8) Subtract the §151 deductions.

This will get you taxable income.

C. THE ALTERNATIVE MINIMUM TAX (AMT)

Calculated under code §§ 55-59.

AMT may actually result in a higher tax than the taxpayer’s bracketed rate b/c the AMT eliminates or reduces certain deductions or exclusions.

CHAPTER 23

CAPITALIZATION AND ITS SIGNIFICANCE
Capitalization exists to stop people from exempting themselves out of any tax liability. Costs for items lasting more than 1 year must be accumulated (not currently deducted) and then recaptured through depreciation.

A. BASIC FINANCIAL CONCEPTS

1. Compound-Interest Analysis
“Simple” interest ( interest earned only on the original principal

“Compound” interest ( interest earned on principal + on prior interest not yet paid to the lender.

General compound interest formula:

A = P(1 + i)n

A= future amount

P= present value/present amount

i= interest rate or discount rate

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

i and n must be of the same unit (e.g. months, years, or days)

2. Present-Value Analysis
Present value formula:

P = A/(1+i)n

For this formula, i is the discount rate because the formula discounts (shrinks) a future amount to a smaller present value.

3. Asset Valuation and Financial Analysis
The present value of an asset (disregarding any sentimental value) is the sum of the present values of all future yields (returns) on the asset.

These yields include interest, dividends, rents, gains, sale proceeds and liquidation proceeds.

B. INCOME TAX VERSUS CONSUMPTION TAX

Ignore!
C. WHO CARES ABOUT CONSUMPTION TAXES?

A consumption tax would favor saving rather than spending – no tax penalty to save your money. But this favors the rich, they are better able to save. Also: tax would have to be higher to support government functions.

D. BASIC CAPITALIZATION DOCTRINE

1. Asset acquisitions
A capital expenditure is the purchase of any asset with a life that extends beyond the current tax year. No expense deduction is called for in such a case b/c wealth has simply changed form, it has not diminished.

Treas. Reg. §1.263(a)-(2)(A): provides examples of capital expenditures (Pg. 1218 in code)

Commissioner v. Boylston Market Ass’n (1942)

ISSUE: whether a taxpayer should deduct the insurance premiums actually paid in any year or whether he should deduct for each tax year the pro-rata portion of the prepaid insurance applicable to that year.

HOLDING: Three years of pre-paid insurance clearly has a life beyond one year; pre-paid insurance should be treated as a capital expense, rather than an ordinary and necessary business expense.

Woodward v Commissioner (1970)

FACTS: Majority/minority stockholder dispute. Law said that majority holders had to purchase stock of dissenting vote minority holders. Couldn’t agree on value, so it went to court and judge decided value. Majority bought at this price. 

ISSUE: Taxpayers claimed a deduction for the $25,000 in legal/accounting fees for the appraisal litigation – claimed under §212: ordinary/necessary expense for maintaining property held to produce income.

HOLDING: The cost of acquiring the property (stock) that has a useful life over one year is a capital expenditure.

2. Repairs versus improvements
One of the most litigated issues in the capital expenditure area is whether a business or investment outlay resulted only in a “repair” of property, which is a deductible “expense” under §§162 or 212, or whether it resulted in a “permanent improvement or betterment” which is a non-deductible capital expenditure.

American Bemberg Corp. v Commissioner (1949)

FACTS: Petitioner built a factory near a river and the floor collapsed. He spent $1million to fill it in and claimed the same as ordinary and necessary business expenses.

ISSUE: Is the floor repair a business expense or is it a capital expenditure?

RATIONALE: The purpose of the repair wasn’t to make the plant operate better or for longer, just to get it up and running the same way it did before.

HOLDING: Fixing the floor was a business expense not a capital expenditure.

3. Must the asset be identifiable?
Indopco, Inc. v Commissioner (1992)

ISSUE: Are professional expenses incurred by a target corporation in the course of a friendly takeover deductible by that corporation as “ordinary and necessary” business expenses?

HOLDING: In becoming a wholly owned subsidiary of the parent, the target company got substantial benefits that last beyond a year (e.g. no longer exposed to derivative suits). Such expenses incurred for the purpose of changing the corporate structure for the benefit of future operations are not ordinary and necessary business expenses.

Note: Even though there was no specific asset created, cost still must be capitalized.

The professional expenses for the takeover are capital expenditures for tax purposes.

E. SOME MISCELLANEOUS STATUTORY AND REGULATORY RULES

Treas. Reg. § 1.162-6 allows current deductions for de minimis sorts of capital outlays, e.g. books, furniture, equipment and instruments the “useful life of which is short.”

Advertising outlays: considered to be business expenses, even if the intended effect is long-term. A permanent advertising sign/billboard though is a capital expenditure.

If you put a big oak tree in your yard for $5k, you can’t take an instant deduction b/c it’s a personal item, so you should keep all your receipts and add to the basis of your house when you sell it.

CHAPTER 24

ADVANCED CAPITALIZATION DOCTRINE
A. EXPLORATION AND DEVELOPMENT OF BUSINESS AND INVESTMENT OPPORTUNITIES

Frank v Commissioner (1953)

FACTS: petitioners wanted to deduct expenses and fees incurred in searching for a newspaper business to buy and operate.

HOLDING: The word “pursuit” in the statute §1612 “in pursuit of a trade or business” means an ongoing enterprise already involved in, not hunting down a new one. No deduction.

Revenue Ruling 77-254 (1977)

FACTS: Petitioner placed newspaper ads looking for a business to purchase, traveled to various sites to look at possibilities, then spent money on legal fees etc. when he found one he liked, but the deal fell through.

ISSUE: Is a deduction available under §165(c)(2) for a loss?

HOLDING: The expense for the lawyer drafting the purchase agreement and any other expenses incurred in trying to complete the purchase are deductible under §165(c)(2). The advertisements, travel, cost of evaluating alternative businesses for purchase is not deductible.

Defining factor in deciding deductibility is whether based on all the facts and circumstances the taxpayer has gone beyond a general investigative search for a new business/investment and is focused on acquiring a specific business/investment.

Revenue Ruling 83-105 (1983)

Oil and gas stuff.
Start-up expenditures: Under §195 start-up expenditures are allocated to a separate tax account which is amortized (depreciated) ratably over a 60-month period, starting when the active trade or business begins.

Reconnaissance survey costs are allocable to all segments of an entire property.

Detailed survey costs allocable to specific properties.

Exploration: Minerals: current deduction §617 (subject to potential recapture)

Development (preparing for production): Minerals - §616 expenses treatment. O&G - §263(c) – deduct IDCs.

Production: Capital costs recoverable through depreciation

B. PRODUCTION OF ASSETS (INCLUDING INVENTORY)

Gross income from the sale of inventory is called “gross income derived from business” under §61(a)(2).

Gross income from an inventory selling business is figured by taking the aggregate amount realized for the year (gross receipts) and subtracting the aggregate basis of the inventory sold during the year (“cost of goods sold”).

For a “producer” of property though (e.g. an artist) the problem of determining the cost of inventory is more involved than it is for a seller of ready-made widgets.

Commissioner v Idaho Power (1974) US Sup Ct

FACTS: Taxpayer used its own equipment and employees in constructing improvements to its own capital facilities. They owned a number of vehicles, used in part for operation and maintenance of their business, in part for constructing capital facilities having a useful life more than one year. Taxpayer took a depreciation deduction on all the vehicles using a composite useful life of 10 years.

ISSUE: Depreciation for the vehicles allocated to the construction should be capitalized as part of the taxpayer’s basis in the newly constructed property. Should the construction related depreciation be amortized and deducted over the shorter life of the equipment, or amortized over the longer life of the capital facilities constructed?

HOLDING: The vehicles may crap-out in 10 years, but the asset they created (the buildings) will continue to create capital for longer than the life of those vehicles. The cost of the vehicles is effectively the same as the cost of the planks, bricks, labor etc used to create the buildings: used to create a capital asset and not immediately deductible. The use of the vehicles is an expense incurred in acquiring a capital asset and must be capitalized.

Encyclopedia Britannica, Inc. v Commissioner (1982)

FACTS: E.B. were short-staffed so they outsourced the production of a particular book to another company; the other company was to create it to their tastes, at which point EB would take it over and market and sell it.

ISSUE: EB want to take a deduction for the fees paid to the other company as an ordinary and necessary business expense.

HOLDING: The fees must be capitalized because the book created is a capital asset. Can’t take an immediate deduction.

CHAPTER 25
PRINCIPAL AND INTEREST-IDENTIFYING INCOME FROM FINANCIAL INVESTMENTS
Any tax deduction must be triggered by a “sustained” loss.

A. “STRAIGHT” DEBT OBLIGATIONS

Declining balance method of amortizing a loan:

Each loan payment consists “first” of the interest earned up to the payment date, with the remainder of the payment being applied to principal. The portion of the payment going to principal is excludable by the creditor because it is recovery of basis.

B. TIMING OF INTEREST INCLUSIONS AND DEDUCTIONS

Cash method taxpayers: include interest in income when received, deducts interest expense when paid (unless interest expense is pre-paid).

Accrual method taxpayer: inclusion or deduction on economic basis

C. DISCOUNT AND PREMIUM

The actual amount lent by a lender (the debt principal) differs from the face amount of a debt obligation whenever the state interest rate differs from the discount rate. Where the actual principal is less than the face amount, the difference is “discount”; in the reverse the difference is “premium”. 

“Discount rate” is a rate that accounts solely for the time-value of money and is set by market dynamics rather than negotiations b/w the parties. A stated interest rate might exceed the discount rate is for example the borrower is a poor credit risk.
1. Original Issue Discount
Defined: An obligation with the interest payment obligation being for less than the current market discount rate.

How OID and Market Discount Bonds work:

A bond issuer (e.g. General Motors) issues some bonds but the interest that their bonds will pay is less than the market interest rate. Because of this they sell the bond for a dollar amount less than it’s face value, e.g. a 10x bond would sell for 9x.

Tax code requires that b/c when the bond is cashed at the end of the loan term, there will be an additional 1x realized, as this 1x (10x face value – 9x purchase price) of gain appreciates as the bond comes closer and closer to due, this Original Issue Discount must be taken into account for taxes each tax year.

The taxpayer will receive 1099-OID forms from the bond issuer each year, and as the tax due on the OID is paid, those payments are added to basis. That means that by the time the bond comes due and the 10x face value is to be paid, the 1x difference mentioned above has been paid and will be added to basis, so the basis is 10x, amount realized is 10x. 

But the disadvantage to OID is that the 1x will be considered ordinary income and taxed as such, rather than at the favorable 15% capital gains rate. Streng says that OID bonds are typically not a good investment for most people and are usually purchased by tax exempt charities (who avoid having to include the 1x OID as ordinary income).

§163(e) and §1272 place cash-method issuers and investors under the same rules as their accrual-method counterparts with respect to OID: both inclusions and deductions of OID occur as the OID accrues, notwithstanding the method of accounting generally used by the taxpayer.

2. Market Discount - §1276
Market discount example: You buy a 3 year bond with a face value of $10,000 paying 8% interest. But one year later after the first interest payment, prevailing market rate on such bonds is 10%. A savvy investor wouldn’t pay $10K (the face value) for the 8% bond when they can get one paying 10%, instead they would pay $9,648 for a $10k face-value bond, paying 8%.

The difference b/w the face value and the reduced purchase price is “market discount”.

The only difference between OID and market discount is timing. OID occurs when the original issuer (e.g. general motors) releases the bonds. Market discount occurs when one purchaser sells to another purchaser.

§1276 dictates that for obligations issued after July 18, 1984 any gain realized on a sale or redemption of a market discount obligation is treated as interest income (i.e. ordinary income) to the extent of the taxpayer’s pro-rata share of the market discount.

3. Bond Premium
Debt premium is the reverse of OID and is normally attributable to a stated interest rate in excess of the market (discount) rate.

D. IMPUTED INTEREST ON BELOW-MARKET LOANS

Original Funds Transfer: (or later)

Loan to borrower and note to lender.

Treated as compensation or gift or dividend to the borrower.

Deemed Interest payment:

Interest expense paid by the borrower and interest income to the lender. Cf. term loan vs demand loan (inc. a gift loan).

E. ANNUNITIES

An investment that pays level payments for a specified period of time, typically the lifetime of the purchaser. The longer the person lives, the greater the investment return. Taxation only occurs when cash payments are actually received. - §72(a).

“Refund feature” – all or a portion of the annuitant’s unrecovered investment is paid to the annuitant’s estate or designated beneficiary.

§72(e)(2)(B) – pre-starting-date withdrawals of $ from an annuity are deemed to come first out of income and, only when income is exhausted, out of principal. The “income” is the excess of the cash-surrender value of the annuity contract at the time the $ are withdrawn over the investor’s basis.

§72(e)(4)(c) – gifts of annuity contracts, except to one’s spouse, are deemed realization events.

Each annuity payment is included in GI, except for the fraction of the payment that is basis; this fraction is figured by dividing the investment in the contract by the total anticipated annuity payments as of the annuity starting date. - §72(b)(1) – basis recovery rule.

Under §72 basis in an annuity can be recovered until exhausted, at which time annuity payments are entirely included in gross income.

§72(b)(3): remaining basis in a prematurely lapsing annuity (person dies before all basis recovered) can be deducted by decedent’s estate.

F. LIFE INSURANCE CONTRACTS - §101

Life insurance premiums are not deductible, even if incurred by a business - §264(a)(1).

GI exclusion is available for both:

(1) The pre-death interest build-up, and

(2) The mortality gain (ie. the windfall b/c of an early death) - §101(a)

The income exclusion is not applicable to any post-death interest accumulation, e.g. if the beneficiary leaves the proceeds with the insurance company for further investment instead of taking the proceeds in a tax-free lump sum, any further investment return is taxable.

CHAPTER 26
DEPRECIATION
Assets that are the subject of this chapter (equipment, buildings, intangibles) are different in that while they do produce income, they do not produce a predetermined cash return from the investment asset itself.

Need to determine: (1) the number of years of the asset’s anticipated economic life (assuming a finite life), and (2) projected flow of receipts to be obtained from the use of that depreciable item.

A. JUSTIFICATION

Depreciation, under a realization event based tax system, is the method by which sustained losses due solely to the passage of time are reckoned. Depreciation is thus necessarily a function of useful life.

Assets without a finite useful life should not be depreciated because there is no certainty that there has been any sustained loss through the use of the asset.

B. DEPRECIATION AS A TAX EXPENDITURE

C. WHAT IS DEPRECIABLE?

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).

Simon v Commissioner (1995)

FACTS: Petitioners are professional musicians – violinists. They bought two violin bows in 1985, one for $30k, another for $21,500. In 1981 they claimed a $6,300 depreciation deduction for the $30k bow and a $4,515 deduction for the other. These amounts were in accordance with the statute applying to 5-year property - § 168(b)(1).

HOLDING: The bows are depreciable, even though it may have appreciated in value over time (the bows were appraised for insurance for more $s than the violinists paid for them). Playing the bows resulted in substantial wear and tear when they were used in the trade or business.

D. DEPRECIATION OF TANGIBLE ASSETS UNDER THE CODE

§167(a) grants the authority to take depreciation deductions, but in most instances the details of the depreciation deduction are provided by §168, which applies only to tangible property, real and personal, placed in service after 1980.

§168 allows depreciation of the full basis of the property without regard to salvage value - §168(b)(4).

Amortization and depreciation deductions cannot exceed the taxpayer’s basis for the asset in question, and since these deductions effect a tax-free recovery of basis, they are subtracted from basis. § 1016(a)(2).

Cost recovery under §168 generally is faster than the rate of economic loss in value due to the passage of time. In general recovery periods are considerably shorter than actual useful life, and the early-year deductions are considerably larger than the economic loss in value of the property during those years.

If an item is depreciable, there are 5 steps that the taxpayer must follow in computing the §168 deductions:

1. Determine the total depreciable amount (ie the entire basis because 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.

1. Real Property
Classified as either “residential rental property” or “nonresidential real property” §168(e)(2). §168(c) assigns recovery periods of 27.5 and 39 years respectively.

§168(b)(3) mandates use of the straight line depreciation method for both classes of real property. Straight line deductions are computed by dividing the basis by the recovery period, and deducting that amount in each year of the recovery period (except the first year and last year).

§168(d) prescribes use of the mid-month convention: property is deemed to be put in/taken out of service mid-month.

Example:

Fred buys land and building for $120,000 of which $100k is for the building, $20k the land.

Land is not depreciable because it has no ascertainable useful life.

If the building is residential rental property, Fred will deduct $3,636 ($110,000 / 27.5) in each of the years 2 through 27 (26 full years of depreciation). In year 1 he will deduct $1,970 and in year 28 he will deduct $3,485.

2. Tangible Personal Property
Congress has classified certain types of tangible personal property listed in §168(b)(3) as having a useful life of 3,5,7,10,15 or 20 years. Anything not listed there the IRS has to classify by assigning a “class life” to the property, which the under §168(e)(1) is used to assign the property to one of the listed categories. Most falls into the 5 year category.

Taxpayers use an IRS table which provides declining percentage rates: they multiply their unadjusted basis (i.e. not taking into account any deductions already made in prior tax years) by the declining annual percentages, to get their deduction for that year.

Mid-year convention applies.

3. §179 deduction
Deduction aimed at small businesses.

Under §179 a taxpayer may opt to deduct immediately up to $19,000 in 1999 (rising to $25,000 in 2003) of the aggregate cost of all tangible business personal property placed in service during the year. 

The §179 deduction can’t exceed the taxable income from the business for the year.

The annual deduction is reduced dollar for dollar as the cost of the eligible property placed in service exceeds $200,000.

Can be taken on one or more eligible assets of the taxpayer’s choosing.

Any amount taken under §179 reduces the taxpayer’s basis in the asset.

4. §280F limitations
§280F(b)(1): requires the taxpayer to use the alternate depreciation system, and eliminates the §179 deduction for “listed property” where the taxpayer’s “business use” falls below 50% for the year.

Listed property includes cars, entertainment property, computers and cellphones.

E. AMORTIZATION OF INTANGIBLES

Depreciable intangibles includes patents, copyrights, contract rights, etc.

Newark Morning Ledger v United States (1993) US Sup Ct

FACTS: Herald company (now owned by Ledger) tried to get a depreciation deductions on a straight-line basis for $67.8 million allocated to “paid subscribers” When Ledger took over Herald is when they took the deduction. IRS disallowed deduction b/c the concept of “paid subscribers” is indistinguishable from goodwill and is nondepreciable.

HOLDING: The paid subscribers list was not a self-regenerating asset, which distinguishes it for purposes of applying the mass asset rule. It is depreciable.

Tangible Property Depreciation Rules:

1. Property classification - §168(e): tells you over what period of time the cost must be spread

2. Recovery period - §168(c)

3. Depreciation method - §168(b)

4. Applicable convention - §168(d): half year convention in many cases

Note: no salvage value is required - §168(b)(4).

CHAPTER 27
DISPOSITION OF PART OF THE WHOLE
This chapter looks at the problem of identifying the portion of the whole basis allocable to the part or parts disposed of.

A. DISPOSITION OF A GOING BUSINESS

§1060- When a going business is acquired, the purchase price is allocated among the component assets of the business according to the respective FMVs of the assets at the time of acquisition.

For both buyer and seller the excess of the total purchase price over the aggregate value of identifiable assets must be allocated to goodwill and “going-concern value.”

One consequence of §1060 is that the buyer of a going business will have a basis in the purchased goodwill (the seller will not however, having taken a §162 deduction for the cost of getting the goodwill…advertising and such).

Consideration ($) allocated to a covenant not to compete is ordinary income to the seller, with no basis offset, and is amortizable under the straight-line method by the buyer over a period of 15 years (regardless of how long the covenant lasts).

§197(a),(b),(d)(1)(E): cost of non-compete K to buyer amortized over 15 years.

In 1990 the budget reconciliation act made a change to §1060 to stop sellers reallocating consideration away from non-compete covenants once they realized it was taxable as ordinary income (rather than capital gains tax). Now taxpayers are bound by the allocation in their written agreement, absent the parties being able to refute the allocation in their own agreement.

Agreement concerning purchase price allocation:

· Can either the seller or the buyer report a different purchase price allocation than that specified in the sales/purchase agreement?

· Note: Danielson case: IRS can challenge.

· Allocation is more important with capital gains rates reduced to 15%. Not an issue – except for timing – when capital gains rates and ordinary income rates are the same (e.g. a corporation).

Disposing of property requires allocation of the purchase/sales price among the various assets:

Objective of the Seller:

· Allocate the sales price to those assets which permit the recovery of tax basis and (particularly if an individual) to those assets enabling capital gains treatment.

· Inventory will produce ordinary income.

Objective of the Buyer:
- Allocate the purchase price to those assets which enable the quickest recovery of tax basis e.g. inventory, and assets subject to the fastest depreciation.

B. SUBDIVIDED PROPERTY

Subdivided real estate: the basis for each lot is its appropriate portion of the cost basis for the entire original tract, i.e. the FMV of the lot at the time the original tract was purchased.

The original basis of each lot would then be adjusted up or down for any subsequent improvements, losses, etc.

If the lots are unique then an allocation of the total basis is to be based on the relative FMV of each parcel as of the time of the acquisition of the entire property.

C. DEPLETION OF NATURAL DEPOSITS

Basis recovery with respect to natural deposits like oil, gas, minerals and timber is called “cost depletion.” Under §611 a given natural deposit is assumed to be uniform grade/quality.

The taxpayer’s basis in the deposit is recoverable through “cost depletion” in proportion to the amount extracted/harvested.

So under §611, if you extract 70% of the minerals, you can recover 70% of your basis.

Cost depletion for 1 year = 
quantity extracted in current year / total quantity in deposit at beginning of year x adjusted basis in deposit
In some cases a taxpayer can just take a “percentage depletion” under §613 in lieu of cost depletion. Percentage depletion allows a deduction equal to specified amounts of income earned on the deposits.

§613A: percentage depletion is not available for oil and gas, except for small royalty owners and independent producers (and certain others). Percentage depletion deduction continues after basis has been reduced to zero.

D. INVENTORIES

The basis of any given item is simply its cost. Where inventories are manufactured rather than purchased, “cost” is a function of capitalizing a portion of the production and other costs incurred to produce the inventory.

But: costs of raw materials etc will fluctuate over the year: the cost of the rubber in a golf ball may be x in January, and 3x in June.

How to calculate cost of goods sold:

Opening inventory + inventory purchase or produced – closing inventory = cost of goods sold.

Closing inventory is very important in determining gross income.

Example:

Gross sales proceeds = $300.

Cost of goods sold = Opening inventory ($300) + inventory purchased/produced ($200) – closing inventory ($400) = $100

Gross income = Gross sales proceeds $300 – cost of goods $100 = $200

But…if the closing inventory number is lowered from $400 to $300, the cost of goods will go up from $100 to $200, and the gross income goes down from $200 to $100.

The “inventory method” of accounting involves two contentious issues:

(1) Identifying the items in closing inventory and

(2) Assigning a cost to those goods

This is resolved by choosing b/w two inventory accounting methods:

FIFO: first-in, first-out: goods disposed of during the year are considered to be the earliest acquired of such goods. Closing inventory is therefore the most recently acquired goods. Closing inventory is thus assigned a cost by matching items on hand with purchase invoices starting with the most recent invoices and moving backward in time until each item of inventory in the taxpayer’s hands has been assigned a cost.

LIFO: last-in, first-out: closing inventory is deemed to consist of the earliest acquired goods. Closing inventory is assigned a cost by matching items on hand with purchase invoices starting with the oldest invoices and moving forward in time until each unit of inventory remaining in the taxpayer’s hands has been assigned a cost.

If FIFO is used the taxpayer can calculate closing inventory under Treas. Reg. § 1.471-2 and –4 at the lower of cost (matching invoices to items as described above) or current “market” value. Taxpayer use or abuse of this choice is the subject of the Thor Tools case…

Thor Power Tool Co. v Commissioner (1979) US Sup Ct.

FACTS: Thor’s tools typically include 50 to 200 parts. To avoid having to make more in the future, they produced liberal quantities of the parts for each tool. At issue is the “write-down” of 44,000 assorted items, thought by new management to be held in excess of reasonably foreseeable demand.

Note: What Thor was doing was trying to lower its closing inventory dollar amount, which in turn would reduce gross income (and hence tax).

Thor wrote down the spare parts to its “net realizable value” all at once, but they didn’t scrap all the parts and continued to retain them and sell some at original prices.

HOLDING: Thor’s management wrote down the spare parts using subjective estimates of their ultimate salability. That’s not a proper method, and it essentially allowed them to dictate how much tax they paid. Reg. § 1.446-1(a)(2) says that no method of accounting is acceptable unless in the opinion of the Commissioner it clearly reflects income.

E. RECOVERIES FOR PARTIAL LOSSES

If a taxpayer suffers an uncompensated loss, it may be deductible under §165, but the taxpayer must determine the basis of an item lost/destroyed or appropriated through eminent domain to determine any gain or loss. This could be difficult if the loss pertains to the business/property as a whole, rather than discrete identifiable pieces.

Raytheon Production Corp. v Commissioner (1944)

ISSUE: Whether an amount received by the taxpayer in settlement of a damages suit under federal anti-trust laws in a nontaxable return of capital?

FACTS: Raytheon sued RCA alleging monopoly of the radio/picture tube industry which destroyed Raytheon’s goodwill when it had a value in excess of $3mill. They settled for $410k.

RATIONALE: Damages in an anti-trust case aren’t necessarily non-taxable return of capital – if they are a reimbursement for lost profits, the damages are taxable the same way the profits would have been, so the issue is: is the settlement money for lost profits or to return capital? Money received for return of goodwill is non-taxable replenishment of capital.

HOLDING: A recovery for return of capital might in some cases result in a taxable benefit. Example: A buys Blackacre for $5k, it appreciates to $50k, then B tortiously destroys it in a fire. A sues for $50k and wins. A realizes the appreciation in Blackacre’s value when he wins the suit.

In Raytheon’s case however there is no evidence as to the amount of Raytheon’s basis in their goodwill, so the amount of any nontaxable recovery can’t be determined. None of it will be taxed.

CHAPTER 28
REALIZATION AND RECOGNITION
A. REALIZATION

Under §1001(a) a “sale or disposition of property” causes gain or loss to be regarded as realized.

What about an exchange of like property for like property? Summarizing prior cases in its opinion in Cottage Savings Ass’n v Commissioner (1991) the US Sup Ct found that properties are “different” in the sense that is “material” so long as their respective possessors enjoy legal entitlements that are different in kind or extent.

Treas. Reg. § 1.1001-1 says that “except as otherwise provided…the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property differing materially in either kind or in extent, is treated as income or as loss sustained.” (i.e. realized).

Debt instruments:

Treas. Reg. § 1.1001-3 treats any “significant modification” of an outstanding debt instrument, with or without substitution of a new instrument for the original one, as a constructive disposition of the old instrument in exchange for a new one containing modified terms.

An alteration of a debt instrument is generally not considered a “modification” if it occurs b/c of the instrument’s original terms (e.g. mortgage changes from fixed to variable rate), or b/c of some automatically triggered event in the original terms.

There’s no set definition of when a modification is “significant”, e.g. substitution of collateral securing a recourse note or assumption of a debt by a property purchaser is not significant. Other modifications though such a changes in maturity date or reductions in principal might be significant, hence considered “exchanges”.

If there is an exchange, then the taxpayer must recognize gain or loss equal to the difference in the holder’s basis in the original debt instrument and the FMV of the new one.

B. RECOGNITION

The respect to gain, the term “recognition” (as opposed to realization) refers to the issue of whether a realized gain is included in gross income. 

There are situations in which a taxpayer disposing of property is deemed to have received an “amount realized” even though no cash or property is received in return:

1. Transfer, foreclosure or abandonment of encumbered property

2. Transfer of property in full satisfaction of a liability (no encumbrance on the property used to settle the debt, e.g. stock worth $5k with a $2k basis transferred to settle $5k debt – treated as recognizing gain of $3k)

3. Transfer of property in payment for services rendered (transferor recognizes gain equal to difference between the value of the property and its basis).

4. Transfer of appreciated property in connection with a divorce.

C. NONRECOGNITION OF GAIN OR LOSS

1. Like-Kind Exchanges - §1031
§1031 – No gain recognition required on a “like-kind” property exchange, except for the receipt by the taxpayer of any “boot”.

Transfer of property for cash:

Barbara owns Blackacre, held for investment, w/ adjusted basis of $4k

She sells it to Wally for $10k in cash.

Barbara recognizes a gain under §1001(c) of the $6k appreciation in Blackacre.

The gain is capital or ordinary depending on whether Blackacre was a capital asset in her hands.

Transfer of property for stock:

Suppose Barbara transfers Blackacre to Wally for $10k worth of IBM stock.

She has the same recognized $6k gain as if she’d sold for cash.

Since this was a fully taxable exchange, her basis in the stock is $10k.

Any gain/loss in value of the stock is not taken into account until its sold or exchanged.

§1031 doesn’t apply b/c this isn’t a like-kind exchange.

Transfer of property for other property:

Suppose Barbara exchanges Blackacre ($4k basis) for Whiteacre, which has a FMV of $10k.

She has realized a $6k gain, but…

§1031(a)(1) says that an exchange of like-kind property does not result in a recognized gain or loss so long as both the property exchanged and the property received in exchange are business or investment property in the transferor’s hands.

“Like-kind” is broadly construed for real estate, so virtually any exchange is considered like-kind.

If Wally was going to use Blackacre as a personal residence though, it’s a taxable exchange for him.

Barbara’s unrecognized gain is not forgiven, it is deferred for future reckoning by the basis rule in §1031(d). In this case, Barbara would have to take her basis in Blackacre ($4k) as her basis in Whiteacre, so if she sold Whiteacre she would realize and recognize the $6k of gain.

Transfer of property for property + “boot”:

Suppose that Whiteacre is only worth $8k, so Barbara insists on $2k cash in addition (cash and non-like-kind property is nicknamed “boot” in tax jargon, as in “to boot”).

§1031(b) dictates that Barbara must recognize her entire realized gain of $6k to the extent of the booth received $2k.

§1031(b) requires Barbara to recognize gain equal to the lesser of her realized gain or the boot received.

The $4k remainder of the $6k realized gain is not recognized.

What basis does Barbara have in Whiteacre then?

§1031(d) says that 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

(3) increased by any gain (or decreased by any loss) realized

Barbara’s basis in Whiteacre would equal $4k Blackacre basis - $2k money received + $2k gain realized = $4k.

So if she sold Whiteacre for its $8k FMV, she would realize and recognize $4k of taxable gain, precisely the amount that §1031 allowed to go unrecognized on the exchange w/ Wally.

So: if there is a like-kind property exchange, but some of the exchange includes boot, then the taxpayer receiving the boot is going to have to recognize a portion of any gain from the transaction corresponding to the value of the boot.

Boot exceeds gain:

Transfer of property A worth 10x basis (basis 4x, 6x appreciation) for replacement property B, fmv 3x, plus cash (boot) received in the amount of 7x.

§1031(b) – 6x gain to be recognized, i.e. only to the extent of the gain realized.

Basis for property B is 3x (all gain has been recognized). Basis for the cash is 7x.

Loss in the like-kind exchange:
Transfer of property A worth 10x (basis 12x, i.e. loss property for replacement property B, FMV 10x).

No loss can be recognized. §1031(a).

Basis for property B received is 12x (i.e. the 2x loss potential is retained in the replacement property).

Loss in the like-kind exchange AND boot is received:

Transfer of property A worth 10x (basis 12x, i.e. loss property) for replacement property B, fmv 8x, and 2x cash boot received.

No loss can be recognized. §1031(c).

Tax basis for Property B is 10x – 2x loss potential retained (8x FMV for property B) and 2x tax basis for the cash received.

What about giving boot as opposed to receiving it?

Barbara wants to exchange Blackacre, worth 10x with a 4x basis, for Whiteacre worth 15x 

Wally insists she kick-in $5k cash as boot.

Under §1031(a) Barbara has recognized none of her 6x gain in Blackacre b/c she received no boot.

She has essentially purchased 5x of the 15x Whiteacre for cash, and exchanged like-kind for like-kind (Blackacre for Whiteacre).

Under §1031(d) her basis in Whiteacre would be 9x: her 4x basis in Blackacre plus the 5x cash.

If she sold Whiteacre for its 15x FMV, she would realize and recognize 6x of gain deferred under §1031(a).

You can always check your math by pretending you immediately sold the property received in the exchange; by applying the basis rules you should realize any gain/loss that went unrecognized under §1031(a).

Klein v Commissioner (1993)

ISSUE: Did the disposition of certain real property and acquisition of other real property constitute a nontaxable exchange under §1031?

FACTS: Petitioner Kline wanted to do a §1031 exchange to avoid a tax realization/recognition event on his Lake Tahoe property. What he did though was sell it to the Smith’s, then the escrow money was directed to a guy named Murphy, who had a piece of property called the Nielsen property that Kline had thought he was exchanging his Lake Tahoe digs for.

HOLDING: The deal petitioner Kline did with his Lake Tahoe place left him in a position to control the funds deposited in escrow by the Smiths however he wanted. His control of the funds places this transaction outside §1031 and makes it not a like-kind exchange.

2. Rollover of gain from involuntary conversions
Example: Suppose Claire’s grocery store with a basis of $50k burns down and her insurance pays her $80k. She has involuntarily realized a $30k gain under §1001. Absent an election under §1033 that realized gain must be recognized.

Under §1033(a)(2), realized gain (but not loss) goes unrecognized at the taxpayer’s election if:

(1) The transaction giving rise to the gain was an involuntary conversion, such as theft, casualty, seizure, eminent domain, and

(2) Before the close of the 2nd taxable year following the year in which the gain was realized, the taxpayer acquires property that is both “similar or related in service or use” to the converted property and at least equal in cost to the amount realized for the converted property.

Nonrecognition of gain conditioned on “reinvestment” is typically called a “tax-free rollover”.

So if Claire within the two-year-plus timeframe uses the $80k insurance money to buy a $90k grocery store (she borrowed the $10k, or whatever), and she makes the election under §1033, her $30k realized gain goes unrecognized since the entire amount was rolled over into a new store.

It’s only a deferral though: her basis in the store is $60k – the $90k cost of the new store less the $30k unrecognized gain on involuntary conversion of her old store.

3. Gain from the disposition of a principal residence
In 1997 congress amended §121 by deleting the age-55 requirement to allow the exclusion of gain in the sale of a personal residence to apply to sales occurring once every two years, as long as the home was used as the taxpayer’s principal residence for 2 of the 5 years prior to the sale or exchange. 

Taxpayer’s can exclude up to $250k of realized gain ($500k for married filing jointly).

A taxpayer who fails to meet the 2 of 5 years requirement b/c of a change in employment, health or (to the extent provided) “unforeseen circumstances” may nevertheless exclude his gain up to a reduced ceiling based on the portion of the 2-year requirement that was satisfied. §121(c)

Chapter 29:
CAPITAL GAINS & LOSSES – MECHANICS AND POLICY
Capital gains: favorably treated, lower rate than for ordinary gains/income.

Capital loss: less favorably treated through deduction restrictions not applying to ordinary loss.

§1222: cap gain/loss arises only on “sale or exchange” of a “capital asset”

Long term = held for 1+ years. Short term is less than 1 year.

“Capital asset” is any property not listed in §1221 – those listed items are typically “ordinary income” property, including inventory or self-created copyright/artwork.

A capital asset is not:

1. Inventory

2. §1231 property (trade or business use)

3. Copyrights/similar self-created assets

4. Accounts receivable

A. WHEN TOTAL CAPITAL LOSSES EXCEED TOTAL CAPITAL GAINS

The question in this context is the extent to which the taxpayer’s capital losses are deductible.

Capital losses are above the line deductions -§62(a)(3).

The aggregate of a corporation/individual’s capital losses otherwise deductible under §165 for a given year can be deducted only to the extent of that year’s aggregate capital gains. Individuals may deduct any excess capital losses (long or short term) against ordinary income for the year, but only to the extent of $3,000 - §1211.

Essentially whether your capital losses are short term or long term, you can deduct them above the line up to the same amount of your capital gains, plus $3,000. - §1211

Under §1212(b) if a taxpayer’s cap losses exceed their cap gain + $3K limit, they can carry forward the surplus cap loss indefinitely for future use.

§1212(a) – cap loss of a corporation is carried back for 3 years and forward for only 5 years.

Is the carried-forward excess cap loss short or long term? 

For a corporation, it is always considered short-term in future years under §1212(a).

For an individual: much more complex under §1212(b). Essentially net long term and net short term losses and gains are added up and their totals offset to produce a figure for either net short term or long term loss.

Example: $10k short term gain + $6k short term loss = $4k short term gain, and

$8k long-term gain + $14k long term loss = $6k long term loss.

Carryover for an individual maintains the same character as the outcome of this math.

B. WHEN TOTAL CAPITAL GAINS EXCEED TOTAL CAPITAL LOSSES

“Net capital gain” is defined in §1222(11) as “the excess of net long-term capital gain over net short-term capital loss.”

Calculation is the same as for losses immediately above. To be taxable under the favorable long-term capital gain rate schedule of §1(h), the math must work out such that the taxpayer has net long term cap gain.

C. PLANNING CONSIDERATIONS

It will not always be the best thing for a middle-income taxpayer to take a long-term capital loss deduction right away in the same year they experience a long-term capital gain. If they don’t anticipate any long-term cap gains the following year, they might be better served to hold onto their long-term cap loss deduction and use it the next year to offset ordinary income (e.g. salary) that is most likely taxed at a higher rate.

Even allowing for the time-value of money, the difference in tax rates for long-term cap loss versus ordinary income should more than make up for deferring the deduction by one tax year.

To best use capital losses, individuals should either:

(a) Offset as much as possible ordinary income under the $3,000 de minimis rule, or

(b) Short-term capital gain (which is taxed at the same rate as ordinary income),

rather than using the cap loss to offset long-term cap gain.

Also, if an individual simply has to realize short-term capital losses in the same year they realize long-term capital gains (remember – they have to be netted), they should try to generate as many short-term cap gains as they can to offset those short-term cap losses.

This way the losses offset higher taxed short-term gain rather than lower taxed long-term gain.

D. DEPRECIATION RECAPTURE/ §1245 – Personal Property

Typically the depreciation deductions on an item are in excess of its actual decline in value due to passage of time, so if an asset were to be sold before fully depreciated, the taxpayer might experience a gain.

The §1016(a)(2) basis adjustment for depreciation ensures that the amount of gain realized under §1001 if the property were sold will precisely correct for the amount of “excessive” depreciation deductions taken for the property.

Example:

Property purchased for $100,000. Depreciation deduction of $25,000 taken.

Basis is thus reduced to $75,000. Property is then sold for $90,000.

Only $10,000 of depreciation had occurred though ($100k - $90k), but…

…the $15k in excessive deductions is “recaptured” b/c the adjusted basis is $75K.

It looks like the taxpayer still wins though because there is a tax savings in having taken the $15k excess deductions then paying capital gains tax on the $15k realized on the sale ($90k - $75k basis).

However: §1245 says that any gain equal to prior depreciation deductions be treated as “ordinary” gain. §1245 is essentially limited to personal property, not real property.

§1250 deals with recapture of depreciation for depreciable real property (buildings etc.). Essentially the §1250(a)(1)(A) depreciation recapture equals the difference between the depreciation that would have occurred using the straight-line method of depreciation, and the depreciation actually deducted (under a more accelerated method).

This has limited application though, b/c all property placed in service after 1986 can only be depreciated by the straight-line method. §1250 only deals with older property.

E. § 1231

Essentially allows amounts realized due to appreciation in value of what would otherwise be non-depreciable personal items, provided they were held for more than a year.

Example:

Widget making machine bought for $100k, $25k depreciation deduction taken, sold for $110k. §1245 would characterize $25k of the $35k as ordinary income, the remaining $10k is treated as §1231 gain, if the machine is held for more than 1 year.

Machines don’t tend to appreciate in value though, so this is more applicable to factories and such.

§1231 gains – treated as long-term capital gain

§1231 losses – treated as ordinary losses

CHAPTER 30:
CAPITAL GAINS & LOSSES II – DEFINITIONAL REQUIREMENTS
A. “SALE-OR-EXCHANGE REQUIREMENT”

“Sale or exchange” not defined in the code: judicial decisions have established that any complete transfer of property from the taxpayer to another party is a “sale or exchange”, even if the transfer is involuntary.

Pounds v United States (1967)

FACTS: Petitioner Mr. Pounds purchased from Mr. Elrod half of his interest in receiving 25% of the profits from the sale of some land. Pounds paid Elrod $2,500 for this interest. When the land was sold, Pounds got $14,481 (equal to half of Elrod’s 25% of the profits).

ISSUE: Whether the $11,981 gain to Pounds (the $14,481 less $2,500 basis) is capital gain or ordinary income.

HOLDING: Court does not see the transfer of the obligation to turn over 12.5% of the total profits on the sale of the land as a “sale or exchange”. He just collected on the debt owed him by Elrod.

PLANNING: He should have sold the debt before it came due, thus by selling it he avoids it being characterized as mere “collection on a debt” and instead it is a “sale or exchange.”

Considered as a §1222 “sale or exchange” for tax purposes:

1. A voluntary disposition, e.g. a sale

2. Asset transfer in a mortgage foreclosure

3. Transfer of an asset to pay a debt

4. Losing property in a condemnation

5. The gift transfer of property with the debt amount exceeding its income tax basis.

Code provisions deeming certain transactions to be a sale or exchange:

§ 165(g): when a security becomes worthless it is treated as a loss from the sale or exchange of a capital asset at the end of the year it becomes worthless.

§ 165(h)(2)(B): when personal casualty gains exceed personal casualty losses, the gains and losses are “treated as” capital gains and losses (long/short term, depending upon time held).

§ 166(d)(1)(B): worthless business (i.e. investment) debt is treated as a short-term capital loss, regardless of the holding period of the debt.

§ 1234: lapse of an option to buy/sell property is deemed a sale or exchange by §1234(a). Lapse of an option may result in a capital loss equal to the basis in the option.

§ 1234A: termination of a “right or obligation” with respect to property that would be a capital asset in the hands of the taxpayer is treated as gain or loss from the sale/exchange of a capital asset.

§ 1235: transfer of substantial right under a patent qualifies as a sale or exchange.

§ 1241: amounts received in cancellation of a lease/distributorship agreement

§ 1253: Transfer of a franchise, ™ or tradename is not a sale if the transferor retains a significant right.

§ 1271(a)(1): retirement or satisfaction of a debt obligation – generally deemed a sale/exchange.

B. “CAPITAL ASSET”

§ 1221: all items of property, whether business, investment or personal-consumption are capital assets except for:

(1) Inventory

(2) Most property used in a trade/business

(3) Self-created copyrights, artworks, etc.

(4) Notes/receivables from inventory and services

(5) Certain government publications.

Byram v United States (1983)

Case centers on §1221(1): inventory is not a capital asset. Exact language is “property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business”.

FACTS: During 1973 John Byram sold 7 pieces of property for approx $6.6million, with net profit of $2.5million. He wasn’t a real estate broker. He held 6 of the 7 for periods ranging from 6-9 months, intervals just exceeding the then-applicable holding periods for long-term cap gain; the 7th he held for 2.5 years.

ISSUE: Were the properties held for investment, or where they inventory held for sale to customers as part of his ordinary trade/business?

HOLDING: First resolved that the purpose for Byram’s holding the land was a question of fact and not a question of law. Court noted that the district court below considered the “seven pillars of capital gains treatment”, which are:

1. Nature and purpose of the acquisition of the property and the duration of the ownership

2. The extent and nature of the taxpayer’s effort to sell the property

3. The number, extent, continuity and substantiality of the sales

4. The extent of subdividing, developing, and advertising to increase sales

5. The use of a business office for the sale of the property

6. The character and degree of supervision or control exercised by the taxpayer over any representative selling the property; and

7. The time and effort the taxpayer habitually devoted to the sales.

District court’s finding that the property was held for investment rather than as inventory is a finding of fact, hence will stand b/c it is not clearly erroneous [per FRCP 52(a)].

Foote v Commissioner (1985)

Case involved a taxpayer trying to present services income as a capital asset; § 1221(4) says that notes/accounts receivable from sale of services/inventory can’t be a capital asset b/c it’s just the right to delayed receipt of ordinary income.

FACTS: Petitioner is a tenured professor at SMU who got his tenure by the de facto method – time teaching elsewhere counted toward his SMU tenure, so he achieved tenured status without SMU really realizing it. He fell out with the administration and they agreed that he would resign his tenure in exchange for $45,640 to be paid in monthly installments throughout 1977-78. 

ISSUE: He reported the payments as long-term capital gain. He says his tenure is an intangible capital asset.

HOLDING: All of the income due b/c of his tenure would have been ordinary income, and this is what he gave up the right to. Tenure is not a capital asset.

C. THE “CORN-PRODUCTS” DOCTRINE

Arkansas Best Corp. v Commussioner (1988) US Sup Ct

ISSUE: Whether capital stock held by petitioner is a capital asset, regardless of whether the stock was purchased and held for a business purpose or for an investment purpose.

FACTS: Petitioner had 65% of the stock for Nat’l Bank of Commerce in Dallas. The real estate market slumped and the bank started having problems so petitioner sold stock leaving it with a 14.7% stake in the bank. They took an ordinary loss of the sale of the stock for $9.995million – commissioner disallowed deduction finding it was a capital loss, hence subject to the cap loss limitations.

HOLDING: The Corn Product case stands for a very narrow proposition where corn futures were seen as substitutes for corn inventory itself, and as such were not capital assets. That narrow deviation does not apply here though. Taxpayer’s motivation in purchasing an asset is irrelevant to the issue of whether the asset is “property held by a taxpayer (whether or not connected with his business)” and thus is within §1221’s general definition of capital asset.

This holding clarifies Corn Products – only property that is acquired as an integral part of a taxpayer’s inventory-purchase system falls within the inventory exception in §1221(1).

CH. 31:
INSTALLMENT SALES; OPTIONS TO BUY AND SELL PROPERTY
This chapter examines:

In section A: the timing of §1001 gain recognition from property dispositions under the §453 installment sale rules.

In section B: the tax treatment of options to buy or sell property.

A. INSTALLMENT SALES

Hypo: Addie has an unimproved piece of land with adj. basis 10x worth 30x. Addie sells it to Joshua in year 1 for 30x, payable in 5 annual installments of 6x. When is the 20x gain realized, b/c Joshua’s obligation to Addie is worth 30x from the outset?

1. Alternate possibilities of reporting gain

Closed transaction method: The entire §1001 gain of 20x must be included in year of sale. This means gain is recognized before the related cash is received.

Open transaction method: Taxpayer does not realize any includable gain until they have recovered all of the their basis (for Addie, 6x basis in year 1, 4x basis + 2x gain in year 2, etc.). This means cash is received before the gain has to be recognized.

Installment method: Taxpayer reports gain on a pro rata basis: annual payment is 6x, of which 2x is basis recovery (2x X 5 years = 10x adj. basis) and 4x is gain (4x X 5 years = 20x §1001 gain). This means recognition tracks the cash receipts.

	
	Closed transaction method
	Open transaction method
	Installment method

	Year 1
	20x
	0
	4x

	Year 2
	0
	2x
	4x

	Year 3
	0
	6x
	4x

	Year 4
	0
	6x
	4x

	Year 5
	0
	6x
	4x

	TOTAL:
	20x
	20x
	20x


Because of time-value of money closed transaction is the least favorable to taxpayer, open transaction (payment of tax delayed until all basis recovered) is most favorable.

Formula for basis recovery/gain inclusion in installment sales:

Gross Profit/Contract Price X Amount/Value of Installment Payments* = taxable portion of each installment payment

* If the annual payment value is 10x, write in 10x here.

§453 – the default method of realizing gain under installment sales is the installment method.

2. Eligibility for the installment method 

§453 installment sale 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.

Installment method is not available for:

(1) Sales of inventory

(2) Certain “dealer disposition” defined in §453(l)

(3) Most sales to related parties

(4) Sales of personal property under revolving credit plans

(5) Sales of stock or securities (and other property) traded on an estab. Market

3. Installment method mechanics
In a disposition of land it may be better for a taxpayer to rather than receive cash at the time of the sale, agree with the seller to receive the sales price in some future year, with market interest paid in the interim. That would reduce the present cost of the deferred tax. This means less money for the IRS, so they enacted…

§453A – imposes special rules on installment sales where the sales price exceeds $150,000 and the property is not farm property or personal use. Any borrowing on the security of an installment obligation by the taxpayer (seller) is treated as accelerated payment on the obligation. Also if the aggregate face amount of (1) the buyer’s obligation, plus (2) the face amounts of any other §453A obligations held by the seller that were issued in the sale year and were outstanding at the end of that year exceed $5million, the seller must pay interest to Uncle Sam on the deferred tax attributable to such excess aggregate face amount.

4. Imputed interest in installment sales
It’s possible that a seller could try to convert interest income (i.e. ordinary income) on an installment land sale to LTCG income by upping the selling price and not charging interest. This is also good for the buyer b/c they would have a higher basis in the property.

§§ 483 and 1274 - enacted to stop this by converting a portion of each so-called principal payment into imputed interest for both the buyer and the seller.

§1274 says the “excess principal” (i.e. disguised interest) must be included as OID and taxpayer must account for it as earned. If §483 controls, the taxpayer usual accounting method applies. If both §§483 and 1274 apply, 1274 trumps.

§1274 does not apply to: (1) sales of principal residences (2) certain sales of farms for less than $1million (3) other sales involving total payments of $250,000 or less, and (4) sales of patents on contingent-payment (royalty) basis.

5. Disposition of Installment Obligations
If a seller disposes of the installment obligation itself, gain or loss is recognized equal to the difference b/w the basis in the obligation and (1) the amount realized (in case of a sale or exchange of the obligation) or (2) the FMV of the obligation (in the case of any other kind of disposition). §453B.

If an installment obligation passes to another by reason of death, the decedent’s basis carries over to the transferee - §453B(c).

6. Gain (or loss) not on the installment method
Warren Jones Co. v Commissioner (1975)

FACTS: (Cash-basis) taxpayer sold apartment building for $153k: $20k cash down and a promise to pay $133k + market interest over 15 years. Taxpayer opted out of §453 installment method. Taxpayer had adj. basis of $61,913 in the building. In figuring amount realized taxpayer included on its return only the $20k down + the portion of the $4k/month payments received allocable to principal. Thus in the year of the return, taxpayer realized no gain on the sale (b/c basis was not yet recovered).

ISSUE: Does §1001(b) require taxpayer to include the FMV of its real estate contract with the buyer in determining the “amount realized” during the taxable year of sale?

HOLDING: If the FMV of the property received in an exchange can be ascertained, that FMV must be reported as an amount realized. §453 installment basis rule provides relief for taxpayers so they aren’t hit with a big tax bill up front when they’ve only received one installment payment.

Treas. Reg. § 15A.453-1(d)(2)(i): codifies the result in the above case; a cash-method seller not covered by §453 must treat the FMV of the buyer’s installment obligation as an amount realized in the sale year regardless of whether the obligation is a “cash equivalent”.

B. OPTIONS TO BUY OR SELL PROPERTY

Essentially involves option contracts for property (a.k.a. “call options”). Tax issue is whether the option fee payment is a separate transaction or is part of the property disposition.

Revenue Ruling 58-234 (1958)

CH. 32:
SALES & ACQUISITIONS OF TEMPORAL INTERESTS IN PROPERTY
This chapter deals with the tax consequences (particularly the figuring out of basis) of “temporal” interests in property, such as life-estates, leaseholds, etc and terminal interests such as remainders and reversions.

A. CARVE-OUT SALES

In a “carve-out” transaction, taxpayer owns a fee interest in property and disposes of a temporal portion of it, with retention by the taxpayer of the other interest. No tax basis offset is available; ordinary income is received.

Commissioner v Gillette Motor Transport (1960) US Sup Ct

FACTS: Taxpayer was a common carrier. In 1944 its employees went on strike. Government took over its facilities for the war effort. In 1952 taxpayer applied for and received just compensation of $122,926 plus $34,918 interest, representing fair rental value of facilities for the requisition period. 

ISSUE: Respondent claims this income is LTCG b/c it was an involuntary conversion.

HOLDING: The right to use the property is not a capital asset it is simply an incident of the underlying physical property. Not a taking in the 5th Amendment sense b/c the property was ultimately returned: this is like receiving involuntary rent rather than an involuntary sale.

Hort v Commissioner (1941) US Sup Ct

FACTS: Petitioner has a 10 story office building, Irving Trust Co. had signed a lease to rent space for 15 year term at $25k/year. Irving wanted to close that branch, so they agreed w/ petitioner to call it quits for $140k. 

ISSUE: Petitioner reported a loss of $21,495 on the theory that the cancellation fee received was $21,495 less than the difference b/w (i) the present value of the unmatured rental payments and (ii) the fair rental value of the building for the unexpired term of the lease.

HOLDING: The payment was merely a substitute for rent reserved in the lease. Doesn’t matter that petitioner opted to take an amount less than the strict present value of the unmatured rental payments. Petitioner must report as GI the entire $140k received for canceling the lease.

B. BASIS AND CAPITAL RECOVERY FOR TEMPORAL INTERESTS

1. Purchased Interests 
If the interest is purchased, the basis is initially its cost. If the interest is a “current interest” (life estate or term of years) that produces income, the purchaser can amortize the cost of the interest over its expected life (term of years or the period determined under actuarial tables) b/c the interest is a wasting asset.

If the taxpayer purchases an estate or income interest for another’s life and the estate/interest ends prematurely b/c of the untimely end of the measuring life, the remaining basis can be taken as a loss deduction under §165(c)(2).

If the estate or interest lapses on the purchaser’s own death, the remaining basis cannot be taken as a loss by the deceased or the deceased’s estate. The remaining basis in a prematurely lapsing annuity can be deducted under §72(b)(3).

2. Interests obtained by a gratuitous transfer
Since the holder of a life or term interest acquired by gift, bequest or inheritance cannot amortize basis and cannot claim a basis offset on sale or other disposition, there is no reason to keep track of such basis. §273 says that such basis is not amortizable. The tax basis gradually shifts to the remainderman.

But the basis attributed to remainder interests (rather then life estate/term of years) acquired by gift/bequest/inheritance is not disregarded for purposes of computing gain/loss under §1001.

3. Current and terminal interests owned by related parties
§167(e) provides that a purchased life/term interest created after July 27,1989 cannot be amortized if the remainder interest is held (directly or indirectly) by a related person.

4. The vesting or coming into possession of remainder interests
Even if cash is received, the vesting or coming into possession of a remainder is not considered to be a realization event by the IRS.

CHAPTER 33: OPEN TRANSACTIONS & MINERAL INTERESTS (Burnet v Logan)

The critical element in getting open transaction treatment (hence your basis is recovered all up front) is to establish that the value of the future payment stream could not be determined accurately. 

CASE: Mrs. Logan sold corporate stock for (i) cash and (ii) an agreement to receive part of 60¢per ton of ore mined under a mining contract. IRS claimed the present discounted value of stream of future payments as sale proceeds. Mrs. Logan took position that the transaction remained "open" and no portion of amounts received constituted gain since no recovery of entire stock basis occurred. Held: Not closed.

Once Mrs. Logan gets all of her basis back, additional royalties received will be taxed as capital gains. Why? Because the initial sale was stock in exchange for cash and the contract, hence the royalties under the contract are part of that original transaction. 

If it’s characterized as a closed transaction, the income is going to be ordinary income.

Nowadays it’s very hard to have a transaction characterized as open; the IRS will almost always win and have it be a closed transaction.

