INTRODUCTION TO FEDERAL INCOME TAX:
SOURCES OF AUTHORITY TO TAX:
1. Article I, § 8, Clause 1: “Congress has the authority to lay and collect taxes.”
2. 16th Amendment: “Congress shall have the power to lay and collect taxes on income, from whatever source derived…”

TAX LEGISLATIVE PROCESS:

1. U.S. Constitution Art. I, § 7, Clause 1
2. House of Representatives (Ways and Means Committee)

3. Sent to the Senate (Senate Finance Committee)

4. Conference Committee to work out differences

5. Signed into law by the President

INTERPRETIVE PROCESS:
1. IRS – branch of U.S. Treasury subject to Admin. Proc. Act
a. Interpretation, and

b. Enforcement

2. Legislative Regulations – sometimes Congress allows the IRS to make specific rules (usually for arcane rule applications)

3. Interpretive Regulations

a. Revenue Rulings – deals with a certain situation (doesn’t necessarily have to be followed, but IRS agents usually do)

b. Private Letter Ruling – advance go-ahead on a specific transaction

LITIGATION PROCESS:
1. U.S. Tax Court (Art. I court; Judges – 15 year terms)

a. Don’t pay the tax!!

b. Petition against the Commissioner and preclude him from taking action against you

c. Petition after a “90-day” letter is received from IRS

2. U.S. District Court (can get a jury)

3. U.S. Court of Federal Claims

a. In Dist. Ct. and Fed. Claims Ct. – Pay the tax and sue the gov’t for a refund (Refund Claim)

4. Appeals to the U.S. Court of Appeals (5th Cir. is pro-taxpayer)

5. U.S. Supreme Ct. may take case to resolve split among circuits

BASIC INCOME TAX PRINCIPLES:

ECONOMIC INCOME:

1. The Haig-Simons concept of income is the SUM of the following:

a. The market value of rights exercised in consumption, and

b. The change in value of the store of property rights

2. Haig-Simons income – accretion to net wealth of the individual
TWO FUNDAMENTAL PRECEPTS OF AN INCOME TAX:
1. The same dollars should not be taxed to the same taxpayer more than once.

2. The same dollars should not be deducted by the same taxpayer more than once (or otherwise provide a double tax benefit).

BASIC CODE STRUCTURE:
1. Code §1: the “tax imposing” provision – “there is hereby imposed on the taxable income…”

2. Code §63: “Taxable income” = gross income minus deductions

3. Code §61(a): “Gross income” means all income from whatever source derived, including, but not limited to, the following:

a. Compensation for services

b. Business income

c. Gains

d. Interest, rents, royalties, etc.

4. Code §1001: Gain on sale of property

a. §1001(a): Gain = Amount realized – Adjusted Basis

b. §1012: Basis = Cost

c. §1001(b): Amount Realized = Money received + FMV of other property received

d. §1001(c): Recognition – entire amount of gain/loss shall be recognized, UNLESS an exception exists in the Code

CAPITALIZATION DOCTRINE:

GENERALLY:
1. Code §263: No deduction shall be allowed for the purchase of any asset with a life that extends beyond the current tax year.
2. “Substantial future benefit” test – INDOPCO v. Comm’r: substantial benefit beyond the current year
3. Capitalize non-normal and nonrecurring payments
4. Comm’r v. Boylston Market: Capitalize prepayments and amortize over a straight-line period
TRANSACTION COSTS/COSTS TO DEFEND TITLE:
1. Costs of issuing stock – Capitalized & amortized
2. Transaction costs – Capitalized
3. Costs of defending or protecting title to property – Capitalized
4. Brokerage costs for securities – Capitalized
5. Costs of demolition – Capitalized & added to land basis
EXCEPTIONS TO CAPITALIZATION:
1. Investigation costs
a. Exploration expenses for minerals: §617 – current deduction
b. Research & experimental costs: §174 – current deduction
2. Advertising costs: Treas. Reg. §1.162 – Expensed in current year

3. De minimis deductions – office supplies, books, furniture, equipment for while “useful life is short”

COSTS RELATING TO AN EXISTING ASSET:
1. Repairs – deductible in current year if “ordinary and necessary”

a. Patching a leaky roof; correcting newly found termite damage

2. Reconstruction – capitalize

a. Replacing a roof; termite repair after buying property with knowledge that the termites existed (part of the purchase price); refurbishing

TAX POLICY: EVALUATING TAX SYSTEMS:

FAIRNESS NORMS:
1. Taxation incidence: who actually bears the burden of paying the tax and who actually receives the benefit of tax incentives (i.e. sales tax is passed through the vendor to the consumer)

2. Horizontal and Vertical Equity

a. Horizontal: Like taxpayers should be taxed the same

b. Vertical: Differently situated people should be taxed differently

FOUR MAXIMS OF SUBSTANTIVE TAX JUSTICE:
1. Equal Sacrifice Principle: “Everyone is taxed $100, period.”
2. Benefit Principle: “You benefit from government more, you pay.”

3. Standard of Living Principle: Tax according to consumption

4. Ability-to-Pay Principle**: Pay tax with your economic resources (gives the idea of a bottom subsistence level exemption)

GROSS INCOME

GRATUITOUS TRANSFERS:

GENERALLY:

1. Rationale: No “new” economic gain; shift of a gain made

2. Places the income tax burden solely on the donor

3. Prevents double taxation and income shifting

GIFTS AND BEQUESTS IN KIND:
1. §102(a): Gifts, bequests, devises, or inheritances are excluded from gross income
2. EXCEPT: Income from gifted property is NOT excluded

3. Valuation of Basis at the Time of Transfer:

a. §1014(a): Basis of property transferred at death = FMV as of the date of death (“Basis equals value-at-receipt” rule)(Step-up)

b. §1015(a): Basis of property transferred inter vivos (gift) = Donor’s basis (Carry-over basis rule)

c. EXCEPT: If FMV<Basis, Then Basis = FMV

d. However, basis is increased for any gift tax paid - §1015(d)

4. Sales of Gifts Transferred at a Loss:

a. If Amt. Realized < Basis AND FMV (time of gift), then Basis = FMV at the time of gift (FOR LOSS PURPOSES ONLY)

b. If Basis < Amt. Realized, then Basis = Donor’s Basis

c. If FMV<Amt. Realized<Donor’s Basis, then No Gain/Loss

5. Life Insurance Proceeds
a. §101(a)(1): Proceeds of life insurance contracts payable by reason of death of the insured are excluded from gross income

b. WATCH OUT: Payments over time - interest income feature

c. §101(a)(2): No exclusion where the transfer is for value

d. §101(g)(1) Safe Harbor for “Paid by Reason of Death”

i. Any amount received for a terminally ill individual
ii. Any amount received for a chronically ill individual
e. §101(j): Janitor's Life Insurance

i. For employer-owned policies, the general rule is that gain should be recognized on proceeds less premiums paid
ii. EXCEPT: Key Employee Life Insurance Excludes Proceeds from Income - Proceeds are excluded for certain directors and highly compensated individuals where the employee notifies the insured
iii. Employees that have been so for 12 months and are notified by the employer can be excluded from gain
WHAT IS A GIFT OR BEQUEST UNDER §102(a)?
1. Gratuitous transfer between family members – almost always gift

2. Comm’r v. Duberstein
a. Critical factor is the transferor’s intent
b. Transfer in performance of a moral/legal duty is not a gift

3. Whether a receipt is a gift is a question of fact
4. Tips-also §6053: Receipts by taxpayer while engaged in rendering services with personal or functional contact are taxable when:

a. In conformity with practices in the area; and

b. Easily valued.

NON-GRATUITOUS TRANSFERS:
GOVERNMENT WELFARE BENEFITS:
1. Welfare payments are excluded from gross income

2. §139 Qualified Disaster Relief Payments – excluded from income

a. Personal and living expenses

b. Repair of personal residences

c. General welfare payments

3. What are Qualified Disasters?

a. Those from terroristic or military action

b. Presidentially declared disaster area

c. Disaster from catastrophic accident of common carrier

4. §85 Unemployment Compensation – included in income

5. §86 Social Security Benefits – up to 85% included in income

SUPPORT:
1. §71(b): Alimony is income to payee and deduction for payor
2. State law definition of alimony is irrelevant for tax purposes

3. Payable due to legal duty (not excluded – Duberstein legal duty)

WINDFALL GAINS:
1. Reg. §1.61-14: Punitive damages, illegal gains, and treasure trove are included in gross income

2. Treasure trove included when “reduced to undisputed possession”

3. Comm’r v. Glenshaw Glass
a. Definition of income*: “Undeniable accessions to wealth, clearly realized, and over which taxpayers have complete dominion”
b. Compensatory damages are taxable
c. Focus is on the taxpayer’s wealth, NOT source of the income
PRIZES:
1. §74: Prizes and awards are includable in gross income

SCHOLARSHIPS:
1. §117: Qualified scholarships received by someone who is a candidate for a degree at an educational organization are excluded
2. Qualified scholarship:

a. Must be used for qualified tuition and related expenses

b. Qualified tuition: tuition & fees; books, supplies, req’d stuff

3. §117(c) limitation for amounts received for teaching, research, or other services by the student required as a condition of receiving scholarship (i.e. teaching assistant)

4. §117(d): Qualified tuition reduction for employees is NOT income

5. Can be another educational organization if there is reciprocity

FORMS OF COMPENSATION INCOME:
DISGUISED COMPENSATION:
1. In-kind compensation is included in gross income

2. If services are paid for in property, the FMV of property must be included as compensation income (Reg. §1.61-2(d)(1))
3. If services are exchanged for other services, the FMV of services must be included as compensation income (Id.)
4. Old Colony Trust Co. v. Comm’r (Company pays CEO’s tax)

a. Payment of taxes on behalf of CEO was income to CEO

b. Reduction of liability was an “economic accretion” to wealth

c. Substance vs. form**: Was actually a receipt by the CEO and a remittance of the tax

5. Step Transaction Doctrine – combining multiple steps into one

EMPLOYEE FRINGE BENEFITS:
1. §119: Employer-provided meals and lodging in-kind (for the convenience of the employer) are excluded from gross income, but ONLY if:

a. Meals are furnished on business premises of employer, OR
b. Employee is required to accept lodging as a condition of employment on the business premises (i.e. hotel manager living in the hotel that he works in – Make the employer require the employee to stay in tax planning of employment!)
2. NOTE: Cash reimbursements for meals are taxable

OTHER STATUTORY FRINGE BENEFITS:
1. §79: Group term insurance coverage (excluded from income)

2. §105: Employee medical care (excluded from income)

3. §106: Employee health and accident plans (excluded)

§132 CERTAIN FRINGE BENEFITS:
1. §132(b): No-Cost Additional Services (Made for Airlines!)
a. Excluded ONLY if:

i. Provided by an employer to employee for use of employee
ii. Services ordinarily offered for sale in the ordinary course of business  for which the employee is providing services, AND

iii. Employer incurs no substantial cost (incl. foregone revenue)

b. Definition of “employee” under §132(h):

i. Retired and disabled employees

ii. Spouse and dependant children

iii. Parents

c. Reciprocity available under §132(j)

2. §132(c): Qualified Employee Discounts
a. Cannot exceed:

i. For property, the gross profit percentage, or

ii. For services, 20% of the price offered to customers

b. Qualified property:
i. Any property or services offered in ordinary course of business
ii. EXCEPT: Real property or personal property held for inv.

3. §132(d): Working Condition Fringe
a. Anything employer provides that would otherwise be deductible by employee as business expense under §162 or 167

4. §132(e): De Minimis Fringe
a. So small that accounting would be unreasonable or impracticable
5. Frequent Flier Miles

a. Should be income to recipient, but it’s not
b. EXCEPT: if transferred for property, then it is income
c. Personal use of frequent flier miles accumulated during business trips: reimbursed or deducted??
IN-KIND CONSUMPTION AS “RESIDUAL GROSS INCOME:
PERSONAL BENEFITS INCIDENTAL TO BUSINESS:
1. US v. Gotcher (Husband & wife tour VW facilities)

a. VW paid for a husband & wife to tour the VW facilities to entice them to buy a VW dealership

b. Payments for expenses of another are taxable only if no legitimate business purpose
c. Dominant purpose of the trip is determinative

d. Look to the intent of the payor
e. Exclusions are not limited to those that are enumerated

2. Haverly v. US (principal donates free sample books)

a. Can’t get deduction without first including as income!

b. When complete dominion is taken over unsolicited free samples, it is considered income

c. Deduction for charitable cont. is evidence of dominion
REIMBURSEMENTS, REFUNDS, & REBATES:
TIMING OR TAX ACCOUNTING ISSUES:
1. Suspended-Deduction Approach: otherwise allowable expense held open pending resolution of the reimbursement or recovery; operates later as a basis offset against future recovery
2. Independent-Receipt Approach:  take the expense/loss in the current year and treat the receipt as income when received

EMPLOYEE EXPENSE REIMBURSEMENTS:
1. No deduction/income for reimbursements made for otherwise deductible expenses that are made in accountable plan
2. Accountable plan – Reg. §1.62-2(c)(4):

a. Only for expenses deductible by employee as business expense

b. Requires employee to properly account for expenses

CUSTOMER REBATES:
1. Rebates reduce basis and are therefore NOT income
2. Instead, rebates are returns of capital (Rev. Rul. 79-96)

3. Rebate is a third party payment (trilateral transaction)

FEDERAL INCOME TAX OVERPAYMENTS/REFUNDS:
1. §275: Not income - Treated as return of basis of “loan” to gov’t

2. However, interest on refund is taxable

STATE INCOME TAX REFUNDS:

1. State income tax refunds ARE income in year received

2. Reasoning: You take a deduction for it in Year 1

THIRD PARTY REIMBURSEMENTS FOR MONETARY LOSS (INC. LIABILITY INSURANCE RECOVERIES):
1. IRS generally treats reimbursements made directly to a third party as NOT income to the insured
2. Clark v. Comm’r (Sued for bad tax advice and won $19,000):

a. Judgment paid wasn’t income because he could’ve taken the “loss” when it was incurred before

MEDICAL INSURANCE:
1. §213: Medical insurance payments are current deductible expenses

2. Premium payments DO NOT create a basis in future recoveries

3. EXCEPT: if insurance recovery is received in year of payment, then no income/expense on those amounts is reported (offset)

4. LIMIT: 7.5% of AGI

5. Payments for long-lived medical assets – expensed under §213

6. A medical cost that was properly nondeductible in Year 1 CAN create a basis in a later recovery, protecting it from inclusion, even though the cost was considered an “expense” (i.e. suspended-deduction approach for Year 1 expenses under the 7.5% floor)

CASUALTY INSURANCE:
1. Premiums paid for business/trade are deductible

2. Premiums paid for personal-use property are nondeductible

3. EXCEPT: Reg. §1.165-1(d):

a. If a casualty or other event occurs which may result in a loss, and in that same year there exists a claim for reimbursement for which there is a reasonable prospect of recovery, no reimbursable portion of the loss can be deducted until the reimbursement can be ascertained with reasonable certainty

COMMERCIAL DAMAGE RECOVERIES:
1. Compensatory damages for commercial losses

2. “In Lieu Of” Test: In lieu of what were the damages awarded?

3. Recovery for lost profits IS taxable

4. However, recovery of basis of goodwill is a return of capital, UNLESS it can be valued, when it becomes income

GAINS FROM INVOLUNTARY CONVERSIONS:
1. §1033 Deferral: Postponement of realized gain occurs if:

a. Gain is derived from an involuntary conversion (theft, fire, casualty loss, eminent domain, etc.), AND

b. An acquisition occurs within the time period (before the close of the 2nd taxable year of gain) of replacement property “similar or related in service or use (Reinvestment Requirement)

2. More stringent restriction on replacement than §1031

3. §121: Personal Residence Disposition
a. Permanent exclusion of gain on sale of personal residence:

i. $250,000 for single filers

ii. $500,000 for joint filers

b. No reinvestment requirement

c. Use of personal residence for 2 out of last 5 years

RECOVERIES FOR PERSONAL INJURY - §104:

1. §104(a)(2): Gross income does not include the amount of any damages, except for punitive damages, on account of personal physical injuries or physical sickness

2. Wrongful death, loss of consortium are excluded

3. NOT psychological injuries, such as emotional distress, etc.

4. NOT liquidated damages

5. NOTE: Interest is also excluded if it is imputed (not if it is expressly stated)!

6. Legal fees to represent in personal injury case – only deductible to the extent that damages are taxable to the taxpayer (Miscellaneous itemized deduction, subject to 2% of AGI floor)

7. Legal fees in business case – deductible under §162(a)

REALIZATION OF INCOME AND GAINS

BORROWING:
“STRAIGHT” BORROWING AND LOAN REPAYMENT:
1. “Accrual-at-face” approach – Loan creates basis

a. “Borrowing exclusion” – no real accession to wealth

b. Borrower is “taxed” on repayment – after-tax dollars are used

2. “Annual accounting” approach – Independent transactions

3. “Accrual-at-value” approach – Uses present value of payments

BELOW-MARKET LOANS - §7872 (affects income & gift tax):
1. Interest-free loans to family members are gifts
2. Interest-free loans to employees are wage compensation
3. Interest-free loans to shareholders are dividends
4. Treatment of Forgone Interest for Gift or Demand Loans:
a. Transferred from the lender to the borrower; and
b. Retransferred by the borrower to the lender as interest.

5. Shall be treated as transferred on the last day of calendar year
6. Treated as having an original issue discount
7. Two fundamental transactions here:

a. At the time of the loan, the discount is calculated

b. Each year, interest is transferred (amortized).

DEBT-DISCHARGE INCOME:

DEBT DISCHARGE EXCLUDED FROM INCOME - §108:
1. §108: Gross income does not include amounts related to discharge of debt from the following items:

a. Discharge in bankruptcy
b. Discharge when taxpayer is insolvent (Liab.>Assets)

c. Discharge in qualified personal residence

2. BUT, discharge reduces the following (in order; dollar-for-dollar):

a. Net operating losses and NOL carryovers

b. General business credit

c. Minimum tax credit

d. Capital loss carryforwards

e. Basis in property**

f. Passive activity loss and credit carryforwards

g. Foreign tax credit carryforwards

3. Relief under §108 is not available for 3rd party payments
CONTESTED/DISPUTED LIABILITY DOCTRINE:
1. If a taxpayer disputes the amount of debt in good-faith, then the settlement of that debt does not create income
2. Applies to unliquidated debt
3. Dispute of the liability (enforceability) and amount
DEBT AND PROPERTY:

THE EFFECT OF DEBT ON PROPERTY:
1. Crane v. Comm’r: Purchase-money (acquisition) debt is included in the basis of the property purchased

2. §108(e)(5): Reduction in purchase-money debt is treated as a purchase price reduction
a. Debt must be held by the seller; not a third party

3. Rev. Rul. 91-31: Reduction of non-recourse debt with no disposition of collateral is income (discharge of debt)

EFFECT OF NEGATIVE EQUITY ON AMOUNT REALIZED:
1. Comm’r v. Tufts (Group of dentists bought property for losses)

a. Initial basis was $1.85 million; $400,000 depreciation taken

b. $1.85 million non-recourse mortgage

c. FMV of property was $1.45 million

d. Sold for sales expenses and assumption of $1.85 million note

e. Integrated Transaction:

i. Amt realized = $1.85 million of discharged (assumed) note

ii. Gain = $1.85 million - $1.45 million = $400,000 cap. gain

f. Two-Step Transaction (dissent)(see recourse debt, below):

i. Transaction 1: $1.4 M - $1.45 M = $50,000 cap. loss

ii. Transaction 2: $1.85 M – $1.4 M = $450,000 ord inc (DDI)

2. Treas. Reg. §1.1001-2: Discharge of Liabilities

a. §1.1001-2(a)(1): Amt realized in sale of property includes discharged nonrecourse liabilities

b. EXCEPT: §1.1001-2(a)(2): Amt realized DOES NOT include amount of discharged recourse liabilities (see Rev. Rul. 90-16)
3. §7701(g): In determining gain or loss with respect to any property, the FMV shall not be less than the amount of nonrecourse debt (If FMV < Nonrecourse debt, Then FMV = Debt)

4. Rev. Rul. 90-16 (Recourse Debt)(Two-Step Transaction)

a. FMV – Basis = Gain Realized (Treas. Reg. §1.1001-2(a)(2))
b. Recourse note balance – FMV = Debt Discharge Income

5. Rev. Rul. 91-31 (Nonrecourse, no disposition)

a. Partial or full discharge of debt when there is no disposition of collateral is debt discharge income (follows Gershkowitz case)

6. In all cases of debt discharge, see if §108 or §121 applies!!

CREDIT PURCHASES AND SALES:

ROLE OF CASH AND ACCRUAL ACCOUNTING METHODS:
1. Objective: Determine timing for reporting

2. §446(a): Taxable income shall be computed under method with which taxpayer regularly computes his income in bookkeeping

3. §446(c): Permissible Methods of Accounting
a. Cash receipts and disbursements method

b. Accrual method

c. Any other method permitted by the chapter

4. Income Recognition

a. Cash method: No inclusion until actual or constructive receipt

b. Accrual method: Inclusion at face value when earned

5. Accrual Method of Gross Income (“All Events” Test)

a. All events occurred to fix the right to receive income, AND
b. Amount determined with reasonable accuracy
6. Accrual Method of Deductions (see §461(h))

a. All events occurred to establish the liability;

b. Amount determined with reasonable accuracy; AND

c. Economic performance has occurred w/ respect to liability

7. Cash Method of Gross Income
a. Receipt of cash or cash equivalent
b. Constructive receipt of cash or cash equivalent

CASH METHOD DOCTRINES:
1. Cash Equivalency Doctrine
a. Checks
i. Cash equivalent when received

ii. Date of deposit or payment by bank is irrelevant

b. Promissory Notes
i. Cowden Note: Cash equivalent if: (a) unconditional and assignable; (b) not subject to set-off; and (c) is a typical note with no significant discount.

ii. Non-negotiable note is not current income

iii. Giving of one’s own note isn’t deductible until paid (bank)

iv. Giving of a third party note is deductible when given

c. Credit Cards
i. Rev. Rul. 78-38: Deduction in year charge is made

2. Constructive Receipt Doctrine
a. Treas. Reg. §1.451-2: Constructive receipt when taxpayer has:

i. Right to the item, AND
ii. The power to obtain possession of the item.

iii. EXCEPT: Not constructively received if control is subject to substantial limitations or restrictions
b. Reed v. Comm’r (Holding stock sale in escrow until next year)

i. Use of escrow arrangement to hold stock sale funds was a bona fide arm’s-length transaction - deferred income

ii. Escrow placed a substantial limitation on the control of the taxpayer; therefore no constructive receipt

iii. Bona fide, arm’s-length transactions may postpone income even if: (a) purchaser is willing to make immediate payment and (b) the primary objective was to minimize tax

3. Economic Benefit Doctrine
a. Must include in income the value of cash or other property transferred to a trust or escrow IF the taxpayer has an indefeasibly vested right of receipt in the future (and it’s set aside for the taxpayer)

b. In the area of employee compensation, §402(b) states that employer contributions to a non-qualified trust for the benefit of the employee are treated as a “transfer of property” under §83(a)

c. Rabbi Trust:

i. Subject to the claims of the general creditors of employer

ii. Unfunded and unsecured

iii. Employee’s rights are NOT property here and general cash method principles apply

iv. Amounts included under §83 (income for services transferred for property) are added to basis of trust

v. Used as a confusion mechanism for creditors

vi. Usually trigger at some point and turn into “secular” trusts where the employee has right to withdraw (income to employee at the triggering point)
ACCOUNTING METHODS & BAD DEBT LOSSES:
1. §466: Bad debt losses
a. Nonbusiness bad debt: Must be wholly worthless to get deduction, and the deduction is a short-term capital loss
b. Business bad debt: Deduction to the extent of basis of bad debt (partial or full) as an ordinary loss
2. Rev. Rul. 93-27
a. Taxpayer had no basis in a child support obligation, so no bad debt expense (see Notes p.17)

ACCOUNTING FOR DEFERRED PAYMENT PROPERTY SALES:

Gains and Losses under §1001:
1. Amt realized = Money received + FMV of property received

2. Warren Jones v. Comm’r:

a. Taxpayer sold building for $20k cash & $133k note

b. Property is a cash equivalent if value can be ascertained
c. §1001 requires recognition of full FMV of note in amount realized in the year of the sale

The Installment Method under §453:
1. Installment Sale – at least one payment is made in later tax year
2. Income Recognized = Pmt x (Gross Profit/Contract Price)
3. Limitations on the Installment Sales Method:
a. Sales of inventory
b. Dealer dispositions
c. Sales to related parties
d. Sales of personal property under revolving credit plans
e. Sales of publicly traded securities
f. Depreciation recapture
g. Demand note received
4. Installment sale can ONLY be used for gains, not losses
5. Capital gain eligibility is maintained
6. §453A(d): Borrowing against the installment note accelerates gain recognition (above $150,000)
7. §453A(c): Seller pays interest (possibly below market) to IRS on the deferred tax amount attributable to income tax owed on debt above $5 million
8. Disguised Interest

a. Restructuring the sales price and interest rate to take advantage of capital gains rate on the sale
b. §483: Imputed interest is included in income based on the taxpayer’s normal accounting period; NOT OID
c. §1274: Interest is included on OID basis – stated principal over real principal
9. Disposition of Installment Obligations
a. §453B(b): Basis of installment obligation = face amount – unrecognized gain
b. No step up in basis IF transfer is made at death
c. §453(e) – Acceleration of installment gain when:
i. Sale of property to a related party, BUT
ii. Related party disposes of property within 2 years
Open Transactions Method for Contingent-Payment Sales:
1. Recover basis first, then, once basis is recovered, income

2. Only in “rare and extraordinary cases” will property be considered to have no fair market value. Treas. Reg. §1.1001-1(a).

3. Contingent-payment sale fits the definition of “installment sale” because at least one payment will be made in future tax year.

4. Therefore, §453 applies when there is:

a. A maximum selling price; OR
b. A maximum period.

c. If there is neither, basis is pro-rated over 15 years
DEFERRED SALES PURSUANT TO PUT/CALL OPTIONS:

1. Income for put/call options:

a. Recognized at the expiration of the option, OR
b. When the option lapses.
c. Income is NOT recognized when received.

d. If option is exercised, then it becomes part of sale basis

REALIZATION OF GROSS INCOME:
CHANGES IN FORM OF EXISTING ASSETS:
1. Stock dividends and stock splits

a. Stock dividends is NOT income when classes of stock are the same (Eisner v. Macomber)

2. Subdividing property

a. Subdivision of property, by itself, is NOT a realization event

b. Allocate basis based on relative FMV at the time of acquisition
c. If relative FMV can’t be determined, each gets pro-rata share

3. Exercise of options and conversion privileges
a. Option exercises are NOT realization events

b. Conversion of debentures is NOT a realization event

c. In both cases, the right is embedded in the initial price

d. EXCEPT: Conversion into stock of a different company IS a taxable event (Rev. Rul. 69-135)

4. Ripening of remainder interests
a. NOT a realization event for either vesting or possession

5. Enhancement of Reversionary Interests

a. Lessee improvements can be “rent” if designated so by parties

b. §109: Lessor does NOT recognize income on termination of a lease; instead, lessor simply has no basis in the addition and it’s later recognized in the later sale of the property

6. Exchanges of Virtually Identical Property

a. Reg. §1.1001-1(a): Gain recognized in exchange of property that differs materially
b. Cottage Savings Assn. v. Comm’r (Exchange of group of mortgages for losses):

i. “Materially different” if legal entitlements are different in kind or extent
ii. This was materially different because issued by different co.

7. Modification of Debt Instruments

a. Treas. Reg. §1.1001-3: Any significant modification of an outstanding debt liability, with or without actual substitution of a new note for the old note, is a constructive disposition of the old note in exchange for the new note

b. Alteration is NOT a modification IF:

i. Pursuant to the unilateral exercise of a right conferred by the original terms (i.e. right to change variable to fixed),
ii. By operation of automatically triggered mechanism (i.e. adjustment to prime rate), OR

iii. If debtor temporarily fails to perform.

c. “Significant modification” example: change of 0.25% rate

8. Mark-to-Market Provisions

a. §475: For securities held by dealers in securities, inventory must be held at FMV, and non-inventory shall be recognized as sold at FMV on the last day of taxable year
b. §1256: Similar provision for futures options, etc.
9. “Deemed Sale” – Realization Court Decisions
BARGAIN PURCHASES OF PROPERTY:
1. A bargain purchase, if at arm’s length by unrelated parties, is NOT gross income

2. Non-arm’s-length bargain purchases, generally:

a. Bargain sale from corporation to shareholder – dividend

b. Bargain sale from employer to employee – compensation

c. Comm’r v. Smith (Employee option to buy other corp’s stock)
i. FMV – Exercise Price = Compensation Income in the year the option is exercised / year new stock is received
d. Comm’r v. Lobue (Employee gets non-transferable option)
i. Because it was non-transferable, the right was contingent upon his remaining an employee
ii. Therefore, FMV – Exercise Price = Compensation Income at the time of exercise
e. §83 (rarely happens): Employee recognizes compensation income on the grant date if the option has a readily ascertainable value at granting (see Reg. §1.83-7(b))
f. HOWEVER: §83(b) election to take income in the year of transfer changes characterization from compensation income to capital treatment!!
NONRECOGNITION RULES:
THE GRAND SCHEME OF THINGS:

1. Generally, under §1001(c), the entire amount of gain or loss on the sale or exchange of property shall be recognized, except as provided elsewhere in the Code
2. Steps in the Analysis:
a. Determine realization amount
b. Determine excludable gain or deductible loss
c. Determine whether gain or loss is currently recognized
d. Possible carry-forward provisions
EXCHANGE NONRECOGNITION RULES:
1. Exchange – at least two taxpayers who trade in-kind property AND both properties continue to exist after trade

2. Mechanics of a §1031 Like-Kind Exchange:

a. No gain or loss shall be recognized in an exchange of like-kind property, so long as both are business/investment properties
b. Partnership interest cannot fall under §1031; (but see §761)

c. Alternative to partnership that works: Tenants in Common

d. §1031(d): Basis in Replacement Property = Basis in Relinquished Property – Money Received + Gain Realized

e. Shorthand Basis = FMV of property – unrecognized gain

f. Boot: Cash and other non-like-kind property received (FMV)
g. §1031(b): Must recognize lesser of:

i. Entire realized gain, OR

ii. Boot received

h. §1031(a) applies to losses (can’t recognize loss currently)

i. §1031(c): If boot received in loss exchange, no loss recognized

j. Starker Exchange (Delayed §1031 Exchange):

i. Replacement property identified within 45 days of sale
ii. Replacement property must be purchased within 180 days

iii. Interest makes no difference as long as there is no actual or constructive receipt of the interest

3. Multiple Party Transactions

a. Klein v. Comm’r (Two parties and escrow agent):

i. Critical Factor: Receipt of, or control over, funds at disbursement
ii. Form matters! Can’t just be a sale and reinvestment
iii. Intent is NOT enough; Form must be correct
4. Other Nonrecognition (Deferral) Provisions:
a. §1035: Life insurance policy exchanges
b. §1036: Stock exchange of the same corporation
c. §351: Transfers to a controlled group (corporation)
d. §354: Corporate reorganizations
e. §721: Transfers to a partnership
RATES & ALLOWANCES FOR BASIC MAINTENANCE: 

RATES & PERSONAL SUBSISTENCE ALLOWANCES:
1. Tax Relief for Lower Income Taxpayers:

a. Exclusions or exemptions from gross income

b. Deductions from gross income

c. Tax credits to reduce total tax (dollar-for-dollar)

d. Zero income tax rate for some minimum income

e. Welfare payments or cash grants

2. Progressivity – Average tax rate rises as income rises

a. Personal exemption - $3,500

b. Standard deduction - $5,450/$10,900

c. Theories:
i. Ability to pay
ii. Discretionary income theory

iii. Utilitarianism
3. Marginal Rates and Tax Planning: Higher marginal rates mean higher costs, but also higher benefits from deductions

PROVIDING FOR DEPENDENTS:
1. Overview:

a. Personal exemption is available to parent for dependent, and NOT to the dependent. §151(d)(2).

b. Child tax credit: $1,000 credit for each qualifying child under age 17, possibly refundable

2. The Dependency Exemptions
a. Deductions, in the same amount as personal exemption, granted to the taxpayer for each claimable dependent. §151(c).

b. “Dependent” under §152:

i. A qualifying child, or

ii. A qualifying relative.

c. “Qualifying child” under §152(c):

i. Child, or descendant of such child (grandchildren), OR brother/sister, step-brother/sister, or descendants

ii. Same principal place of abode for more than ½ year

iii. Under 19, OR student under 24, at end of tax year

iv. Who has not provided more than 50% of own support

d. “Support” under Rev. Rul. 77-282:

i. Food, shelter, clothing, medical & dental care, education

ii. Property and lodging at FMV

iii. Transportation costs

iv. Year in which support is received controls, not year paid

v. If child buys car, that’s self-support for support calculation

vi. Doesn’t contemplate a legal obligation

THE EARNED INCOME CREDIT - §32

THE HOUSEHOLD CARE CREDIT - §21

ADOPTION EXPENSES - §23

ATTRIBUTION OF INCOME WITHIN FAMILIES:
FOUR RATE SCHEDULES FOR INDIVIDUALS:
1. Single

2. Married (filing jointly or separately)

3. Surviving Spouse

4. Head of Household

ATTEMPTING INCOME SPLITTING & SHIFTING:
1. Lucas v. Earl (Cannot contract away income)
2. Why married couples may file separately?
a. One person can take larger aggregate deductions (7.5% AGI)
b. One spouse doesn’t trust the other; BUT true innocent spouse
3. Attribution of Deductions:
a. Only the owner of the property can claim the deduction
b. Example: Real estate taxes paid by parent for child – child gets the deduction
c. If someone else pays, then it’s a gift to benefited party
4. Gifts of Income Producing Property:
a. If property is completely transferred, then (i) accrued gain, (ii) future ordinary income (rent, interest), AND (iii) future property gain is treated as income of the transferee.
b. No income shifting where property is transferred into a trust and the trust can be terminated by transferor. §676
5. Grantor Trusts – statutory rules:
a. §671: Grantor is treated as owner for income tax purposes
b. §676: Grantor is treated as owner of revocable trust
c. §673: Grantor is treated as owner of reversionary interest (unless it’s more than 40 years out)
d. §674: Certain dispositive powers (can slow down or accelerate, but cannot change interest distribution)
e. §675: Certain administrative powers
f. §677: Retained interests
g. Otherwise, trust is a separate tax entity and distributions are deductions
6. Kiddie Tax - §1(g)
a. Net unearned income taxed at greater of:
i. Child’s tax rate, or
ii. Parent’s marginal rate
b. Unearned income is essentially investment income
7. Making a Related Party a Partner in a Partnership:
a. §704(e): Partnership income can be attributed to the person actually performing the services in cases where other “partners” are family members OR obtained interests by gift
8. Paying Salary to Related Parties:
a. §73: All income in respect of child is taxable to child
b. Fritschle case: Mom has kids working
SUPPORT OBLIGATIONS IN A BROKEN FAMILY:
1. Cash Payments

a. §71: Alimony is taxable income to recipient

b. §215: Alimony is deductible by payor (must be taxable)

c. “Alimony” under §71(b) (irrespective of state law)(cash):

i. Payment to ex-spouse under divorce decree or other agreement
ii. Decree does not designate as NON-taxable

iii. NOT members of the same household

iv. Payment obligation ends at death of recipient
d. §71(c): Child support – not income / not deductible

e. §71(c)(3) Ordering Rule:  Payments are considered to be made first out of child support (so that no deduction for alimony can be taken until child support is paid)

2. Alimony and Support Trusts

a. §682: Income distributed from an “alimony” trust is taxable to the recipient, not the trust grantor, regardless of whether the relevant state court retains jurisdiction to modify the divorce settlement

b. An alimony trust is okay

3. Property Transfers:

a. §1041: No gain or loss shall be recognized on a transfer of property from an individual to:

i. A spouse, or
ii. A former spouse, but only if transfer is incident to divorce

b. Treated as acquired by gift by transferee
c. Carryover basis

d. “Incident to divorce” if:

i. Occurs one year after divorce, or

ii. Is related to cessation of marriage

MEDICAL EXPENSES & CASUALTY LOSSES:

THE MEDICAL EXPENSE DEDUCTION - §213:
1. §213: There shall be a deduction for expenses paid, not compensated for by insurance or otherwise, for taxpayer, spouse, or dependent, to the extent such expenses are greater than 7.5% of AGI

2. “Medical care” means amounts paid:

a. For diagnosis, cure, mitigation, treatment, or prevention of disease, OR for the purpose of affecting any structure or function of the body;

b. Transportation to/from medical care;

c. For qualified long-term care services; OR

d. For insurance (including Medicare, Part B).

e. Lodging okay under §213(d)(2) if not lavish (see Code)
3. Cosmetic surgery applies ONLY when necessary to fix:

a. Congenital abnormality;

b. Personal injury resulting from accident/trauma; OR

c. Disfiguring disease.

4. Medical Care Capitalization Expenditures:

a. Example: Adding a pool to house for prescribed exercise

b. Overrides capitalization principle

c. Deduction = Cost of asset – Increase in Property Value

5. Medical Insurance Premiums:

a. Health insurance premiums ARE deductible

b. §213 preempts other potential deductions in case of overlap

c. EXCEPT: §162(l) Self-employed can deduct premiums in full (no 7.5% AGI floor) under §162 business deductions

6. Health Savings Account (HSA) - §223 (Pretax contributions)

PERSONAL CASUALTY AND THEFT LOSSES:
1. What is a theft or casualty?
a. A sudden or unexpected cause
b. Casualty losses can be caused by taxpayer negligence, but not intentional (Rev. Rul. 72-592)

c. Buying a property with knowledge of termites (not casualty)

d. Having unknown termite problem later (casualty)

2. Two Requirements to Recognize Loss:

a. Loss must be “fixed and final”

b. No reasonable prospect of recovery (insurance)

3. Theft losses are deemed to be sustained in year discovered
4. Amount of Loss:

a. Personal-use Property:
i. §165(b): Lesser-of-loss-or-basis rule
1. Cannot be greater than decline in value of property

2. Loss is lesser of (i) economic loss OR (ii) basis

b. Business-use Property:
i. Deductible in full (no lesser-of-loss-or-basis rule)
c. Repair costs can be used as evidence of economic loss
d. $100 per casualty event floor!!
5. Character of Loss:
a. Amount FIRST comes out of basis
b. Losses in excess of casualty gains are ordinary losses

c. Casualty gains are capital gains (Similar to §1231 assets)
A QUARTET OF PERSONAL DEDUCTIONS:
CHARITABLE CONTRIBUTIONS - §170:
1. Analysis of §170 Deduction Issues:

a. Is the recipient eligible – a charitable organization (§501(c)(3))?

b. Is a percentage limitation applicable?

c. What is the type of property, and is there a special limitation?

d. What is the specific type of eligible donee?

2. Doctrine of Exchange: No deduction for items or services received in quid pro quo
a. Hernandez v. Comm’r (Auditing & training payment to church)

b. Held that an identifiable benefit was received (quid pro quo)

3. Types of Charitable Organizations §170(c); §501(c)(3)

a. Publicly supported charity

b. Private charitable foundation (§509) – small group of contributors & distributes funds to other charities

c. Private “operating” charitable foundation that directly carries on charitable activities

4. Limitations on Charitable Deductions:
a. Public charities, private operating foundations:
i. Cash and ordinary income property: 50% of AGI

ii. Capital gain property:
1. Deductible up to 30% of AGI if FMV is used
2. Deductible up to 50% of AGI if basis is used (election)
b. Excess contributions may be carried forward 5 years
5. Appreciated Property Given to Charity - §170(e)

a. Generally, property given is valued at FMV at contribution
b. EXCEPT: Reductions (to basis) from FMV for built-in:
i. Non-long-term capital gains, and
ii. §1231 gains
c. Therefore, reductions from FMV for the following:
i. Non-capital assets
ii. Capital assets that would produce short-term gains
iii. LT capital assets donated to a private non-operating foundation (except for qualified stock – think Bill & Melinda Gates Fnd.)
iv. Capital asset that is tangible personal property having no relationship to charitable organization’s exempt function:
1. for “the use of” the charity – okay (FMV)
2. NOT for “the use of” the charity – reduced to adj. basis
3. self-created asset – reduced to adj. basis (think Haverly)
d. TAX STRATEGY: Contribute appreciated, LT property to public charity and get full, FMV deduction!!
6. Future Interests in Tangible Personal Property:
a. Not deductible in current year
b. Deductible when all rights to actual possession are transferred
c. Remainder interest can be valued using actuarial tables
TAXES PAID:
1. State and Local Taxes - §164:

a. Deduction in the current year for:

i. State, local, and foreign real property taxes

ii. State and local personal property taxes

iii. Other taxes

iv. State sales tax (in lieu of state income tax)

2. Foreign Income Taxes - §901:

a. Dollar-for-dollar credit for foreign taxes paid

b. Residue, for any excess, is taxed in the U.S.

c. Limitation is applicable if foreign tax rate is higher than U.S. tax rate (then: Foreign Income x US tax rate = credit)

3. Federal Income Taxes - §275 (No deduction)
4. Exclusion of Interest for State and Local Bonds - §103
a. EXCEPT: §265(a)(2) – if you borrow money to buy the bonds, you cannot deduct the interest paid because the interest received on the bonds isn’t included

EXPENSES TO DETERMINE TAX LIABILITY - §212:

1. §212(3): Individuals can deduct all ordinary and necessary expenses to determine, collect, or refund any tax.

2. Tax planning services fall within §212(3), but must determine the portion of fees that relate to tax planning (Merians v. Comm’r)

3. Miscellaneous itemized deduction

HOME MORTGAGE DEDUCTION:
1. §163(a): Deduction for all interest paid or accrued within tax year

2. EXCEPT: §163(h) – no deduction for “personal” interest

3. “Personal” Interest: anything other than: (measured at loan start)

a. Trade or business interest

b. Investment interest

c. Qualified residence interest

4. Qualified Residence Interest - §163(h)(3)
a. Acquisition indebtedness ($1 million limitation) for acquiring, constructing, or substantially improving
b. Home equity indebtedness ($100,000 limitation)(cannot exceed FMV – Acquisition indebtedness)

5. Qualified Residence - §163(h)(4)(A):

a. Principal residence, as defined under §121, AND

b. One other residence, used as a residence.

6. §163(h)(4)(C): Interest is deductible even if there is an unenforceable security interest on home (Texas history law – homestead)

BUSINESS AND INVESTMENT DEDUCTIONS:

GENERALLY:
1. Trade or business deductions - §162:
a. §162(a): Deduction for all ordinary and necessary expenses paid or incurred during tax year in carrying on any trade or business
2. Investment Deductions - §212:
a. Deduction for all ordinary and necessary expenses for:
i. §212(1): for the production or collection of income;
ii. §212(2): for the management, conservation, or maintenance of property held for the production of income; OR
iii. §212(3): in connection with determination of tax
DISTINCTION BETWEEN BUSINESS & INVESTMENT:

1. Higgins v. Comm’r (taxpayer managed his personal inv. portfolio)
a. Held that investment does NOT equal trade/business
2. Difference in Tax Computation
a. Trade or Business Deductions §162
i. Above the line (For AGI)
b. Investment Deductions §212
i. Below the line (From AGI)
ii. Misc. itemized deductions, subject to 2% of AGI floor
iii. Subject to phase-out
c. Alternative Minimum Tax (AMT)
i. Implicated by investment deductions that are disallowed
ii. Exemption of $69,950 for 2008 (§55(d)(1))
BASIC REQUIREMENTS OF DEDUCTIBILITY:
1. Welch v. Helvering (former employee pays prior company’s bills to gain reputation)
a. Trade or business expenses must be ordinary and necessary
b. Payments to establish goodwill are not ordinary
c. Could possibly be depreciable capital expenditures
2. Public Policy Doctrine & Limitations: Is “Necessary” Met?
a. Payment itself was illegal (e.g. an illegal bribe) - §162(c)
b. Payment in nature of fine or penalty - §162(f)
c. 2/3 of treble antitrust damages nondeductible if convicted of, or has pleaded guilty or nolo contendere to, a criminal antitrust charge - §162(g)
d. Deductions and credits are  denied for trafficking in illegal drugs - §280; EXCEPT inventory costs and basis offsets ok)
3. Political Expenditures and Lobbying Expenses:
a. §162(e) – Nondeductible
b. EXCEPT: local lobbying expenses & de minimis in-house lobby
GAMBLING LOSSES AND NOT-FOR-PROFIT:
1. Gambling losses - §165(d)
a. Profits are includable in income
b. Losses limited to offset gambling gains
2. Not-for-Profit Activities (very fact-intensive)
a. Fields v. Comm’r (Attorney buys cattle ranch; offsets ord. inc.)
b. Test for a For-Profit Activity:
i. Good-faith expectation of profit (intent)
ii. Expectation need not be reasonable
c. “Profit” can include overall capital appreciation, even if losses
d. Presumption of a for-profit activity if profits for 3 out of last 5 years
e. Reg. §1.183(2)(b) – Relevant Factors:
i. Manner of carrying on activities
ii. Expertise
iii. Appreciation of assets
iv. Similar activities
v. Taxpayer history
vi. Financial status of taxpayer (substantial income from other sources)(important factor – more to offset against)
vii. Elements of personal pleasure or recreation
HUMAN CAPITAL:
1. Generally:

a. “Human capital” – any attribute of a person that has value in the market for services or talent (acquired skills, education)

b. Human capital cannot be transferred
2. Education Costs (maintenance or repair)

a. Reg. §1.162-5: Educational expenses deductible ONLY if:

i. To maintain or improve skills required by the individual in his (existing) employment or other trade/business, OR

ii. To meet the express requirements of the employer imposed as a condition of continued employment, status, or compensation (i.e. CLE program)

3. Job-seeking Costs

a. Expenses for job-seeking are deductible in current year
b. Employee can retain, temporarily, his status as carrying on a trade or business after leaving his job
c. Taxpayer must already be in a trade/business (law student looking for a first job probably won’t qualify)
4. Moving Costs
a. §217: Deduction allowed (above the line) for certain costs of moving to a new (or first) work location
b. “Moving expenses” – cost (including lodging, but not meal costs) of moving oneself, members of one’s household, and personal belongings
c. “Minimum distance” and “Period of Work” Limitations

d. §132(g) exclusion from income for amounts paid by employer directly that would be otherwise deductible under §217
ASSIGNING COSTS BETWEEN INCOME PRODUCTION AND PERSONAL CONSUMPTION:

HOME OFFICE:

1. §280A: First, disallows all personal costs related to home offices in a personal residence, except for those otherwise allowable

2. Then, §280A(c)(1) revives deductions IF home office is:

a. Exclusively used,

b. On a regular basis, AND

c. Used in one of the following manners:

i. Principal place of business for any trade/business of taxp

ii. Place of business to meet clients in normal course

iii. Separate structure, not attached, in connection with trade

d. (In the case of employee) for “convenience of employer”

3. Limitations on Home Office Deduction - §280A(c)(5):

a. Allowable deduction ceiling = Gross income from that business – (Otherwise allowable deductions + “non-home-office” deductions)
b. Otherwise allowable = interest on mortgage, property taxes

c. Non-home-office deductions = advertising, etc.

VACATION HOMES:
SORTING OUT “CAUSE” & “EFFECT”:

1. U.S. v. Gilmore (Divorced man suing to keep his dealership)

a. “Origin of the Claim” Test: Characterization of legal defense fees depends on whether the claim “arises in connection with profit-seeking activities”

b. Does NOT depend on consequences to income-producing property

c. In this case, origin of claim was divorce – a personal matter

DUAL PURPOSE ITEMS (BUSINESS/PERSONAL):

1. Business Meals NOT Incurred in Travel/Entertainment Mode

a. Moss v. Comm’r (Lawyers having lunch every day)
i. Able to deduct cost of business meal only when expense is “different from or in excess of” what he would use for a otherwise personal meal
b. Limitations on Entertainment Meals:
i. §274(k): Lavish portion not deductible & taxpayer must be present
ii. §274(n)(1): Limit to 50% of cost of meal
iii. §274(d): Substantiation Required
2. Work Clothing
a. Deduction allowable ONLY when:
i. Required as a condition of employment
ii. Not adaptable to use outside of work
iii. Not in fact worn outside of work
b. Acceptable example: Police uniforms
TAXATION OF FINANCIAL INVESTMENTS:
CONVENTIONAL DEBT OBLIGATIONS:

1. Identifying Principal and Interest:

a. Timing of capital recovery must be linked to a finding that a final and irretrievable (and thus sustained) economic loss has occurred.

b. Changes in market rates and changes in credit risk are NOT REALIZATION EVENTS

2. Timing
a. Cash Method Taxpayer

i. Interest in income when received

ii. Interest deducted when paid

b. Accrual Method Taxpayer

i. When earned (pro-rata portion for the year)

DISCOUNT AND PREMIUM:
1. Original Issue Discount (OID)(Can’t be secondary market!)

a. A debt obligation with the stated interest payment being for an amount less than the current market discount rate

b. OID is a cost of borrowing money (interest) and is NOT a capital gain (US v. Midland-Ross Corp.)

2. Timing
a. §163(e) and 1272: Income/deduction of the accruing interest component of an OID is treated on an accrual basis for BOTH cash and accrual tax methods
b. Prorate daily portion of interest until year end

c. Form 1099-OID tells us how much interest

d. For cash method, accrue OID portion, BUT interest income is only recognized when received (non-OID portion)

ANNUITIES:
1. Contract providing for the receipt of level payments for:

a. A specified term

b. One life or several lives

c. One life plus a specified term

2. Most people make a pre-tax contribution through qualified plan, therefore, the amounts are taxed as distributions are received

3. Timing of Inclusion into Income

a. No income as interest accrues (“inside build-up”)
b. Income recognized when amounts are paid/distributed
4. Pre-Starting Period Withdrawals:
a. First come out of INCOME
b. Income = Cash surrender value – basis
c. Loans are treated as withdrawals!!
d. 10% penalty tax for withdrawals before 59 ½ years old
5. Post-Starting Period Withdrawals:
a. §72(a): Exclusion from Income = (Payment/Total Expected Payments) x Investment (Basis)
b. Total Expected Payments – based on actuarial tables
c. Income = Payment – Exclusion from Income

d. Any unrecognized basis at death is deductible on final return
6. Refund Features – you should be able to get your money back when you die earlier than expected (minimum payment feature)
a. Means that a portion of the annuity is life insurance
LIFE INSURANCE CONTRACTS BEFORE DEATH:

1. Not deductible by payor for premium payments made

2. Exclusion from income, under §101, when proceeds received

3. However, post-death interest is NOT excluded

4. Loans are NOT treated as distributions!!

DEPRECIATION:

RATIONALE FOR DEPRECIATION:
1. Efficiency (not actual FMV because it would be hard to calculate)

2. Incentive to invest in capital assets (accelerated depreciation, etc)

METHODS FOR ACCELERATION:
1. Expensing a portion of capital costs (§179, R&D)

2. Disregarding salvage values

3. Shorter useful lives than actual lives

4. Accelerated depreciation cost recovery structure

TAX BENEFIT OF DEPRECIATION & BORROWING:
1. Buy $100,000 equipment for $10,000 cash and $90,000 note

2. Deduct $50,000 in first year - §179

3. Leverage: spent $10k, deducted $50k

DEPRECIABLE ASSETS:
1. §167(a) Requirements for Depreciation:

a. Used in a trade or business or held for the production of income, AND
b. Subject to exhaustion, wear, and tear

DEPRECIATION OF TANGIBLES:
1. Typical Analysis for Calculating Depreciation:
a. §167(a): The “Authorizing” Section
b. §168: The accelerated cost recovery method for tangible property
i. Total depreciable amount (no salvage value - §168(b)(4))

ii. Does §179 apply?

iii. Does §168(k) apply to allow a portion of the remaining basis to also be expensed?

iv. Classification - §168(e)

v. Recovery period - §168(c)

vi. Method of depreciation - §168(b)

vii. Applicable convention - §168(d)

viii. Are there any §280F limitations?

2. §179 Expense Election

a. Expense tangible, capital assets up to $250,000 in the aggregate
b. Limited, dollar-for-dollar, for property in excess of $800,000
c. Qualified Property - §179(d):
i. Tangible property for §168
ii. §1245 property (personal property)
iii. Trade or business property
d. Limitation on Automobiles (Passenger vehicles)
i. §179 for SUV is limited to $25,000
ii. §280F(d)(5) limits on annual depreciation of luxury autos
iii. Passenger vehicles over 6,000 lbs circumvent annual limits
AMORTIZATION OF INTANGIBLES:
1. Amortizable §197 Intangibles:

a. Purchased or acquired goodwill (NOT self-made goodwill)

b. Going concern value

c. Franchise rights

d. Trademarks, etc. (including non-compete covenants)

2. 15-year amortization for these Amortizable §197 Intangibles

3. NOT §197 Amortizables:

a. Any interest in a corporation or futures contract

b. Any interest in land (lease)(but see lease acquisition costs §178)

c. Computer software (but see §167(f))

DISPOSITION OF PART OF THE WHOLE:

DISPOSITION OF AGGREGATE OF ASSETS:
1. Real property must be allocated between its components by FMV of each component at the time of sale

a. Land

b. Building

c. Mineral rights, other rights

2. Disposition of a Going-Concern Business:

a. Proprietorship sale – individual parts

b. Sale of corporate business – sale of shares OR assets

c. Partnership sales – sale of a partnership interest OR assets

3. Disposition of Parts of a Business:

a. Objective of seller: produce capital gains, not ordinary income

b. Objective of buyer: allocate purchase price to depreciable assets or inventory
DEPLETION OF NATURAL DEPOSITS:
1. First, allocate the purchase price among the raw land, the mineral deposits, and any buildings/structures

2. §611(a):  Depletion Deduction allowable for:

a. Mines

b. Oil & gas wells

c. Other natural deposits

d. Timber

3. Big Company Calculation (Exxon): Cost Depletion
a. Cost Depletion for Year = (Qty Extracted Year 1/Total Quantity in Deposit at Beg. Of Year 1) x Adjusted Basis

b. Stops when basis is completely recovered

4. Small Landowner Calculation: Percentage Depletion (§613)

a. Not available for oil & gas, timber, water, and minerals from inexhaustible resources (like sea water)

b. Taken as a percentage of net gross income from the deposit

c. Made without respect to cost basis, therefore can be deducted past basis
TEMPORAL INTERESTS:

1. Types of Temporal Property Interests
a. Term for years

b. Life interests

c. Remainder interest (or reversion)

2. Carve-Out Sales

a. Hort v. Comm'r (Cancellation of lease; tries to take loss)
i. Amount received for cancellation of a lease is ordinary income (in lieu of lease payments)
ii. No basis offset for sale of term property (i.e. taxpayer had no basis in the lease)
iii. See §167(c)(2): No portion of adjusted basis shall be allocated to the leasehold interest
b. Right to use is NOT a capital asset (Gov't takes over factory during wartime)
c. However, a lessee's receipt of consideration to cancel a lease is considered a sale and has capital treatment under §1241
3. Basis of Temporal Interest
a. Purchased temporal interest: Basis = Cost; Amortize over life of interest
b. Remainder interest - no basis
CAPITAL GAINS AND LOSSES:
1. Excess capital losses are treated unfavorably; "Net" capital gains are subject to reduced tax rates
2. §1222: Otherwise includable §1001 gains or losses are "capital" if:

a. Gain or loss results from "sale or exchange"

b. Of a "capital asset" (defined in §1221)
3. Excess capital losses
a. Businesses:
i. Deduct capital losses to the extent of capital gains
ii. 3-year carry-back and 5-year carry-forward
b. Individuals §1211:
i. Deduct capital losses to extent of capital gains and an additional $3,000 per year to offset ordinary income
ii. Carry-forward only
iii. See §1212(b)
4. Net Capital Gain
a. Net Capital Gain = Net LT Capital Gain - Net ST Capital Loss
b. Primary Ingredient to create net capital gain is Net LT Capital Gain
