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Chapter 2: Basic Income and Tax Principles 

SHS Concept of Income 

* algebraic sum of 1) the market value of rights exercised in consumption and 2) the change in the value of the store of property rights b/w the beginning and end of the period in question 

- does not appear explicitly in IRC 

Comm'r v. Glenshaw Glass 

punitive damages arising from commercial wrongs were included in gross income under the Code provision that defined income as “gains or profits and income derived from any source whatever” 

SHS roughly defined income tax laws in general 

provides initial answer before looking it up in Code 

also helps structure debate 

Tax Base under SHS 

net increases in wealth 

personal consumption 

contrast sales or property tax 

only taxes increases in wealth 

or places it on equal footing with consumption 

measuring changes in wealth 

”realization” ? acknowledged exception to SHS concept 

transactional approach 

assumed that everything going in = increase in wealth and vice versa 

Resulting structure of Income Computation 

simplified system = total includible receipts and subtract allowable consumption 

somewhat easy because most receipts provided by payors and transferors 

Under indirect approach to computing SHS income: 

outlays and expenditures that do not reduce current wealth should not reduce “income,” even if the outlays and expenditures are not for consumption items, and 

personal consumption outlays and expenditures should not reduce “income,” even if they reduce wealth, but 

realized decreases in wealth that do not represent consumption should reduce income 





Depreciation of Business and Investment Property 

Expenses 

cash outlays that aren't capital expenditures 

- ? 61A ? Gross Income ? all income from whatever source derived 

taxable income multiplied by ? 1 of the code to calculate tax due for the taxable year 

gross income – inflows 

deductions – outflows 

can't “net” inflows and outflows 

deductions come later 

Gross Income Overview 

GI starting point of personal income tax computation 

subject to certain “exclusions” 

some found only in common law 

1. borrowed funds 

2. support received by dependents 

3. welfare 

principle statutory exclusions: 

1) gratuitous transfers 

2) interest on certain debt obligations 

3) recoveries for personal injury/sickness 

4) certain (but not all) benefits for employees 

Gain and Loss from Property Dispositions 

Gain ? excess of the “amount realized” over the “adjusted basis” 

Loss ? reverse 

Amount Realized ? sum of any money received + fair market value of the property (other than $ received) 

Adjusted Basis ? there shall not be taken into account amounts representing real property taxes which are treated under ? 164d as imposed on taxpayer if such taxes are to be imposed by purchaser 



a loss reduces the tax base only if it can be adjusted 

no deductions unless specifically allowed 



Cost of Goods Sold: 

Computed in aggregate, not individually 

1) cost of opening inventory 

2) cost of purchased inventory during the taxable year minus 

3) cost of closing inventory 

Apply either FIFO (First In First Out) or LIFO (Last In Last Out) 



Capitalization and Basis 

2 fundamental precepts of income tax 

1) 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) 

cash outlay that merely changes form of wealth is called a “capital expenditure” ? not deductible 

Expense ? an outlay that reduces wealth wholly in the current year 

exact opposite of capital expenditure 

income need not be paid in the form of cash to be “cognizable for tax purposes” 

Basis ? tax term for a previously taxed amount which should not be taxed again (or a deliberately untaxed amont that should remain untaxed) 

Borrowing Exclusion ? not an increase in wealth 

generates no deduction 

not mentioned in code, but many provisions presuppose it 



Capital asset ? all “property” that is not: 

inventory 

self-created art works 

notes + accounts receivable from the sale of inventory or services 

most property “used” in a trade or business 



Gain and Loss ? Capital v. Ordinary 

favorable tax treatment for capital assets 

losses subject to deductibility restrictions 

? 1001 gain or loss is “capital” only if all apply: 

1) ? 1001 gain or loss must be an included gain or allowable loss 

2) from the sale or exchange of 

3) a “capital asset” 



status of any gain or loss as “capital” is relevant only if the gain or loss is actually going to show up on the tax return 

sale or exchange requirement fulfilled if all: 

there is complete disposition of property to another party 

in return for consideration, and 

the property disposed of “survives” the tradition (I.e. continues to exist in the hands of the transferee) 







Longterm ? more than 1 year 

Character matters when the taxpayer has both for the entire tax year: 

net capital gain 

excess capital losses 



? 1222: short/long term capital gains/losses 

net capital gain or excess capital losses 

negative # in any definition treated as 0 

? 1222 

Short-term capital gain ? gain from the sale or exchange of a capital asset held for not more than 1 year, if and to the extent such gain is taken into account in computing gross income 

Short-term capital loss ? loss from the .....”””” 

Long-term capital gain ? gain from sale or exchange of asset held > 1 year 

Short-term capital gain ? opposite 

Net short-term capital gain ? excess of short-term capital gains for the taxable year over the short-term capital losses for such year 

Net short-term capital loss ? opposite 

Net long-term capital gain ? the excess of long-term capital losses for the taxable year over the long-term capital gains for such year 

Net long-term capital loss ? opposite 

Capital gain net income ? excess of the gains from sales or exchanges of capital assets over the losses from such sales or exchanges 

Net Capital loss ? the excess of the losses from sales or exchanges of capital assets over the sum allowed under ? 1211. In the case of a corporation, for the purpose of determining losses under this paragraph, amounts which are short-term capital losses under ? 1212 shall be excluded 

Net Capital Gain ? excess of the net long-term capital gain for the taxable year over the net short-term capital loss for such year 



significant because new capital gain is taxed lower than ordinary income 

corporations not eligible for this 

Deductions of capital losses 

loss can be a “capital loss” only if it's deductible under ? 165 

for a noncorporation taxpayer, the amount of othrwise deductible capital losses that may be allowed in any one year is limited to the amount of capital gains (long and short) included in gross income in that same year + the lesser of: 

excess capital losses 

$3,000 

Reason for rule: taxpayer has control over realization 

summary: 

CG generally fully included in gross income, just as are other recognized gains 

if an individual's aggregate capital gains for the year equal or exceed aggregate deductible capital losses for the year, the capital losses are allowable as deductions in full and any “net capital gains” (excess of net long-term capital gains over net short-term capital losses) will be taxed at a preferential rate 

if an individual's aggregate deductible capital losses for the year exceed the aggregate capital gains for the year, the capital losses are allowed only to the extent of the capital gains (long and short) + $3,000, and any remaining loss is carried away for future years 

Deductions Under the Code 

distinct from “basis offset” 

deduction provisions strictly construed 

3 categories of wealth that potentially give rise to deductibles: 

1) realized losses under ?1001 w/ respect to property 

2) expenses 

3) depreciation w/ respect to property 



? no deductions for personal expenses 

however, cost of producing income must be subtracted from gross income so that only net profit is taxed 

core code provisions generally allow deductions for business and investment decreases in wealth 



gateway for deduction of a loss within meaning of ? 1001 is ? 165 

depreciation deductions ? ? 167 

expense deductions ?? 162 & 212 

general. More scattered ones throughout 

Business and Investment Expenses 

expenses ? cash outlays that are not capital expenditures 

ex) pens, meals, etc.. 

subtract expenses from gross receipts 

? 162 ? deduction in business expenses 

?212 ? non-trade analog to ?162 



Business and Investment Losses 

??162, 212, 165a+c ? authority to fully deduct sustained business and investment losses that occur during the taxable year 

sustained losses w/ respect to property not connected w/ business or investment (I.e. personal-use property) deductible only if they arise by reason of casualty or theft 

even then, subject to severe restrictions under ?165h ? loss deduction cannot exceed the basis of property 

Depreciation of Business and Investment Property 

in certain circumstances, the deductions is not deferred but instead takes the form f a series of deductions over a period of years, starting with the year of acquisition, which are called “depreciation deductions.” 

done with a formula 

depreciation deduction for a year is not equal to the asset's actual decline in value for a year 

theory of depreciation under income tax is not “matching,” but the idea that an asset having a limited useful life suffers a series of partial realized losses solely on account of the passage of time 

?167a sets forth the basic requirements for obtaining depreciation deductions 

1) must be property that is subject to exhaustion, wear and tear, or obselescence 

2) must be used in business or held for investment 

Rules/formulas contained in ??167, 168(tangible), and 197(intangible) of the Code 

ad hoc rules throughout 

- aggregate depreciation cannot exceed basis 

depreciation deductions are “ordinary” deductions, not capital losses

depreciation deduction in the year of disposition is half of the formula amount, regardless of when disposed 

allowable depreciation deductions require a reduction in basis under ?1016(a)(2) for purposes of computing gain or loss. 

Failure to reduce the original cost basis by amounts deducted as depreciation during the ownership period would allow the taxpayer a double tax benefit for the same dollars when the property is disposed of 

ex) if John held the property for 6 years, taking the entire $10k cost as depreciation deductions over 6 years, and then sold the machine for $12k, his basis for gain and loss purposes must be 0 (as opposed to $10k), and she must report a $12k gain instead of an $8,800 loss. Otherwise, she'd be benefiting twice. 



finally, depreciation can affect character of ?1001 gain or loss with respect to personal property 



Chapter 3: Annual Consumption Taxes 



A. Description of consumption taxes and comparison to income tax 

1) Retail Sales Tax and Value Added Tax 

RST differs importantly from SHS income tax in that 1) borrowed amounts are taxed if they are spent on consumption, and 2) amounts saved or invested are not taxed at the time they are earned 

thus, investments can be made with before tax dollars (instead of undeducted, or after-tax, dollars as occurs under an income) 

regressive tax 

lower income ? higher % of income taxed 

average tax rate ? tax paid/total income 

Value Added Tax 

essentially a sales tax that is collected piecemeal at each stage of the manufacturing and distribution process 

full amount of the tax ultimately paid by the consumer 

just as regressive as GSTs 

Wage Tax 

“flat tax” ? effort to introduce some progressivity into VAT 

single-rate VAT except that wages would be permitted to be deducted 

employees would be subjected to an annual tax on wages received above a basic exemption amount, with the wage tax rate set at the same percentage as the VAT rate 

only labor returns taxed 

possible to have a stand-alone wage tax 

keyed solely to source; no regard to how funds are spent 

no deductions 

no basis 

it would be irrelevant since business and investment returns are exempt 



Cash Flow Consumption Tax 

can produce the identical result as a stand-alone wage tax 

all cash flows are generally included in the tax base ? wages, borrowed money, and the entire “amount realized” on the sale of property 

any amount not spent on consumption deductible 

ex) repayments of principle and interest on loans and all business and investment outlays (including capital expenditures) 

intent to only tax consumption and not business/investment outlays 



the core structure difference between a cash flow consumption tax and an income tax is that the cash flow consumption tax is unconcerned with changes in wealth 

distinction causes CFC tax to differ from an income tax in 3 different ways: 

1) there is no principle that capital expenditures are per se nondeductible 

an outlay that would be characterized as a capital expenditure under an income tax is currently deductible if the acquired asset is a business or investment asset because such an outlay represents a non-consumption use that does not belong in the base of a consumption tax 

2) there is no basis mechanism 

because there is no capitalization principle, there is no basis to represent previously taxed dollars 

100% of the dollars invested in business and investment assets represent untaxed amounts (due to the deduction on purchase) 

the entire amount realized on the sale of such an asset is included in the tax base as potential consumption 

all economic returns with respect to business and investment assets (both principle and income) are includible in the cash flow consumption tax base 

3) there is no borrowing exclusion 

borrowed cash represents potential consumption power and is thus included in the tax base 

basically, point is to total up all cash flows and allow deductions only for non-consumption purchases 



Comparison of Wage Tax with Cash Flow Consumption Tax 

- both are basically the same thing under the right conditions 

only difference is that the tax comes at front end under a wage tax and back end under a CFC tax 

CFC Tax 

gross wages invested (fully deductible) ? 100k 

tax on invested wages (30%) ? 0 

net investment after tax ? 100k 

gross return [100k + (.10 x 100k)] ? 110k 

tax (30%) ? 33k 

net return ? 77k 



Wage Tax 

gross wages invested (fully deductible) ? 100k 

tax on invested wages (30%) ? 30k 

net investment after tax ? 70k 



gross return [70k + (.10 x 70k)] ? 77k 

tax (30%) on gross return ? 0 

net return ? 77k 







shows that wage tax is actually a form of consumption taxation 



notably different from the result under an income tax 

1) the purchase of an investment is a nondeductibile capital expenditures 

2) the nondeductibility of the capital expenditure creates basis 

3) the return on the investment, after subtracting basis, is includible in gross income 



important difference b/w wage & cfc tax and retails & VAT tax is the first two are imposed on an annual basis whereas the latter are on a transaction by transaction basis 

latter can accommodate personal exemption as well as progressive tax rates 



B) A Return to Financial Analysis and the Taxation of Capital Income 

some argue that SHS doubly taxes capital returns to the same taxpayer, while a consumption tax reaches capital returns only once 

therefore a consumption tax would be more neutral b/w savings and investments and consumption 

but this is only true if you subscribe to the proposition that the nondeductibility of the purchase price of an investment implicitly taxes the future returns 

? then argued that, in contrast to SHS, a wage tax or a CFC tax taxes the returns to investment only once 

wage tax taxes those returns going into the investment on a present value basis (by denying a deduction for the investment purchase but then exempting the reutns when they are actually realized 

CFC tax taxes those returns only when coming out of the investment (by allowing a deduction for the investment purchase but taxing all returns, both principal and “income,” when spent on consumption 

however, the realization of future investment returns in excess of basis represents new taxpaying capacity 

when viewed in this way, no “actual” double taxation in the flow of real time, since the nondeductible purchase price of an investment is exempt from tax (as basis) at the later time when investment returns occur 

interest and dividend income is essentially compensation for the use of money over real time 

rents and royalties are compensation for the use of property over time 



At the other extreme, SHS advocates argue that a CFC entirely frees returns to capital from tax 

wage tax explicitly exempts capital returns from tax 

wage tax produces the identical economic result as occurs under a CFC tax 

therefore, CFC must also (in economic effect), free capital returns from taxation 



But this is based on “collapsed time” rather than real time as well 

under CFC, if $1 is invested today and grows to $1 million in x year, the $1 is deductible in Year 1, but the $1 million is taxed in full when consumed 

the argument that CFC tax actually exempts the $1 million return relies on the proposition that disallowing a deduction for the investment of $1 is the “same” as exempting $1 million after x years 

not true in real time 

unlike private investors, governments don't rely on capital, but pay-as-you-go concept ? relies on annual reciepts 



remember, all these taxes are founded upon the same concept ? the same dollars should not be taxed twice (or deducted twice) to the same taxpayer 



given that the cost of an asset is the same in present value terms to the sum of all economic returns, consumption tax regimes tax either one or the other, but not both 

SHS ? the notion of “same dollars” is represented by basis, and basis represents previously taxed dollars in the historical sense 

SHS concept of income can be described as the excess of 1) actual aggregate future returns, without reduction to present value, over b) the present value thereof 



most clearly, txation of investments under an SHS income tax is less favorable to taxpayers than the tax treatment of the same investment under ether a wage tax or CFC tax 

specifically, in order for an investment to be taxed under SHS income tax principles, two ingredients must be present: 

the investment must be made with undeducted after-tax dollars 

the investment returns must be taxed 

if either one of those two ingredients is missing, that investment is accorded more favorable treatment than is obtained under an income tax 

it is also the case that making an investment with pre-tax dollars can produce the same after-tax result over time as making the investment with before-tax dollars but exempting all future returns from tax 







Some Consumption Tax Features of Current Law 



Savings Vehicles 

different kinds of savings typify different types of tax 

conventional savings account (CD) is governed by SHS income tax principles 

1) additions to savings are nondeductible 

2) recoveries of “principal” are free of tax 

3) interest income is taxable 

Individual Retirement Account (IRA) 

consumption tax model 

additions to the account are deductible by the investor up to a specified yearly limitation 

earnings within the account are not taxed as they build up 

distributions from the account to a taxpayer are fully included in gross income 

investment made with pre-tax dollars, and thus no basis is created 

all withdrawals are taxed 

Roth IRA 

wage tax model: 

additions to the account are not deductible 

all future returns are fully exempt from tax 

to prevent investors from making all investments in Roth IRAs, the wage tax treatment is confined to additions to IRAs onlyup to the same annual limits as apply to conventional IRAs 

Qualified Retirement Vehicles 



pension plans, profit-sharing plans, and other employer-sponsored qualified retirement vehicles (including ?401(k) plans) adhere to the CFC tas model 

additions to the plan are “before tax” 

excludable from the employee's income where made by employer or deductible by the employee where made by him 

inside earnings in the plan are not taxed as they build up 

all distributions are includble by the distributees 

to qualify as a “qualified” plan, the plan must conform to numerous restrictions relating to such matters as eligibility, funding, vesting, contribution amount limits, too-early distributions, too-late distributions, and other matters 

Section 179 Deduction and Accelerated Depreciation 



under ?179, a taxpayer may elect to deduct immediately up to $25k of the aggregate cost of all business tangible personal property placed in service during the year, but all income from the property is taxed when realized 



Exclusion for Interest on State and Local Bonds 

amounts invested in bonds and other debt obligations of states are nondeductible dollars, but the interest thereon is excluded from gross income under ?103 



Gain on Personal Residence 

a personal residence must be purchased with nondeductible (after tax) dollars 

?121 provides an exemption for gain on the sale/exchange of property used as the taxpayer's principal residence for 2 out of the last 5 years 

this mimics the wage tax paradigm 

the excluded gain under ?121 cannot exceed $250k ($500k in the case of a husband-wife joint return) 

a taxpayer exempting gain under ?121 generally cannot use ?121 again until 2 years have elapsed 

Imputed Income from Personal-Use Assets 

(gross) “imputed income” refers to the gross annual fair rental value of a personal-use asset, such as a home or other consumer durable, owned by the taxpayer 

since the taxpayer lives in or uses the asset himself, there is no actual cash gross rent 

but, at least to an economist, the taxpayer is enjoying the fair rental value of the asset in kind and thus realizes imputed income (along with future sales proceeds) equal to the fair rental value of the asset 

in other words, the taxpayer is choosing to enjoy the investment return in kind rather than in cash,but the return is nevertheless very real 

has never been treated as gross income under the US income tax, and this non-taxation is therefore consistent with a wage tax (remember that the residence was purchased with nondeductible dollars) 



Tax Arbitrage at the intersection of income tax and consumption tax elements 





Chapter 4 – Capitalization Doctrine 



A) Direct Asset Acquisition Costs 

- paradigm capital expenditure is the purchase of any asset with a life that extends beyond the current tax year 

no expense deduction is called for under income tax because wealth has simply changed form; it has not diminished 

Commissioner v. Boylston Market Ass'n 

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 aplicable to that year 

holding: permitting the taxpayer to take a full deduction in the year of payment would distort his income 

clearly has a lifespan of > 1 year ? capital expense 

cost of acquiring a lease must be amortized over the term of the lease under ? 178 

cost of acquiring a loan must be capitalized and amortized over the period of the loan 

prepaid interest is similarly treated, except that “points” relating to the residential mortgages are usually handled as “interest expense” see ?416(g) 



B) Transaction costs and costs to “defend or protect” title 



costs “connected with” the acquisition of property (transaction costs) are included in the concept of capitalized “acquisition costs” 

costs of “defending or perfecting” title to property are also capitalized under Reg. ?1.263(a) – 2(c) 

Woodward v. Commissioner 

costs incurred in the acquisition or disposition of an asset are to be treated as capital expenditures 

costs defending/perfecting title also included in concept of capital expense 



in general, interest on acquisition indebtedness is not treated as an acquisition-related cost of the property. 

- instead, it's treated as a “period cost” (like rent or wages) for the “use” of someone else's money 

thus, if interest is paid periodically as it is earned, it is treated as an expense 

but prepaid interest must generally be capitalized and amortized 

the important point is that oan transactions are (generally) accounted for separately from property transactions, even where the loan is specifically earmarked for the purchase of the property 

if an incorporated business is acquired, the acquisition may take the form of a stock purchase or a purchase of the assets 

1st case: acquisition costs are added to the basis of the stock 

2nd case: aggregate acquisition costs are allocated among all of the acquired assets in proportion to their respective fair market values 



de minimis rule: Red. ?1.162-6 allows current deductions for various capital outlays f “professionals,” such as supplies, professional dues, books, furniture, equipment, and instruments, the “useful” life of shich is short 

advertising outlays are generally considered to be 100% expenses, even when the advertising is intended to have long-term effects 

C) Costs of Producing Tangible Assets (Including Inventory) 

indirect costs arises in the context of the production, manufacture, and creation of assets 

inventory in the business sense refers to the tangible goods that a manufacturer, professional artist, wholesaler, or retailer sells in the ordinary course of business 

inventory in the tax sense extends beyond the goods sold by manufacturers and merchants and encompasses “stock in trade” and “property held primarily for sale in the ordinary course of trade or business.” 

tax payers selling inventory in the tax sense are referred to as dealers 

inventory in the tax sense cannot be depreciated and cannot produce “capital” gain or loss 

Cost of Goods Sold is the inventory counterpart to “basis,” and so it is important to be able to determine what, if anything, enters into such basis other than the cost of a merchant's purchased goods or, in the case of a manufacturer or producer, the costs of raw materials 

growing awareness of the importance of the capitalization principles induced the government to push for more stringent capitalization rules in this area, and in this effort the government has largely been successful 

Commissioner v. Idaho Power 

taxpayer claimed as a deduction all the year's depreciation the transportation equipment, using a life of 10 years 

Commissioner disallowed the deduction for the construction-related depreciation 

he added the amount of depreciation so disallowed to the taxpayer's adjusted basis in its capital facilities 

judge ruled that costs incurred in a taxpayer's construction of a business are similar to the cost of acquiring an asset ? must be capitalized 

so, depreciation must be amortized over the life of the capital asset so acquired 

* significant fact: the exhaustion of construction equipment does not represent the final disposition of the taxpayer's investment in that equipment ? it's assimilated into the cost of the asset constructed 

additionally, capitalization of construction-related depreciation puts the taxpayer who does its own construction work on parity with the taxpayer who has its construction work done by an independent contractor 

?263A continues and elaborates upon the theme set forth in Idaho Power 

requires the capitalization of not only the “direct” costs (raw materials, compensation paid to workers) 

but also the “indirect costs” of: 

1) producing real property or tangible property 

2) acquiring inventory for resale 

there are statutory exeptions of a di minimus nature for: 

1) wholesalers and retailers of personal property whose average annual gross receipts do not exceed $10 million; personal-use property created by individuals; outlays deductible under ?174, 263(c), 616, and 617; and certain animals and plants produced by farmers and ranchers 

presumably, these are governed by rules found elsewhere, including case law 



- 

D) Investigation Costs 

E) The Cost of failed and aborted business projects 

F) Costs reltating to the taxpayer's existing assets 

G) Regular and recurring capital outlays 

H) The "substantial future benefits" test 



Chapter 6 – Gratuitous Transfers



?? 

101

102 



A. Taxing Gratuitous Transfers



Early Rationale for the Exclusion

always excluded receipt of gifts, bequests, devises, and inheritances

3 Rationales

1) trust accounting principles

“tree and fruit” metaphor

tree ? principle 

fruit ? income

2) business accounting

equity ? capital

dividends ? income

3) economist

- national income _. aggregate product of capital or labor 

Macomber approach ? gratuitous receipts not income bc they are not new gain from capital or labor

Harry Simons argued that it was both income to the transferee and nondeductible personal consumption to the transferor

? We probably still have a gift exclusion because of the “wealth transfer taxes” (these aren't income taxes)

federal gift tax

federal generation-skipping tax

federal estate tax

? these are not doctrinal to income taxes (so it doesn't matter that they may be taxed in the future)

they're excise taxes



Overall Pattern and its Effect 



? the overall tax burden is on the donee (taxed at his rates)



the existence of ?102 does not mean that gratuitous transfers are always tax-free

ex) ?262 disallows deduction of personal and family expenses, gifts are not deductible (except for charitable contributions)

payment of life-insurance usually nondeductible for the same reason

a cash gift to a family member or friend remains part of the donor's taxable income even though it is excluded from the donee's income under ?102

exclusion/no-deduction scheme means ? taxed at donor's rates, not donee's rate



Gifts and Bequests in Kind



Donor ? Does not have to treat as a realization event (basis was already taxed, and the additional gain/loss is just transferred)

Donee ? like gratuitous transfers of cash, gratuitous transfers of property are excluded from the transferee's gross income upon recepit under ?102(a)

however, basis rules found in ??1014, 1015, and 1041 determine the extent to which this exclusion results in permanent tax forgiveness or merely tax deferral

? ?1014(a) – basis rule for property acquired by reason of death (basis-equals-value-at-receipt rule)

the basis of the party receiving the property equals the estate tax value of the property (in most cases, the MFV at the date of death)

neither the donor nor the donee is taxed

the transfer is not a realization event

two-way street ? cannot deduct for losses

“basis-equals-value-at-receipt rule”

results in significant annual revenue losses for the Treasury (causing other tax rates to be higher than they otherwise would be)

when the inter vivos gift property exceeds the value at the date of gift:

1) if the amt realized on a sale by the donee is less than both the donor's basis and the FMV of the built-in loss property at the time of gift, that figt-tme value fixes the donee's basis

2) if the amt realized by the donee is greater than the donor's basis, the donee takes the donor's basis for purposes of computing gain



Income from Gifts and Bequests

if you receive income from stock that is deductible, you have to include it (even if you sell the stock) ?102(b)(1)

cannot argue that it was “part”  of an excludable gift

most successive-interest gifts are made to trusts

core principles of governing trusts:



the initial gift or estate transfer is tax-free

the post-transfer income is taxed somewhere as it is paid

the initial aggregate basis of all parties is determined under ?1014 or ?1015, as the case may be





Life Insurance

?101(a) ? generally, Gi does not include amt received under a life insurance contract paid by reason of death to the insured

consistent with the “original endowment exclusion” and analogous to an exempt gift (?102)

gambling analogy: you might think that someone should pay tax on the proceeds

?101(a) remains in the code probably out of concern for financially deceased survivors of breadwinners

- however, its available even when it's not the insured's widow, child, parent, etc...

insurance companies are increasingly willing to sell “janitor insurance” ? business life insurance for their entire pool of employees, even the lowest level ones

the only situation in which ?101 adopts the “investor” (includible gain) approach over the “indirect bequest” approach is when a policy is purchased from a previous owner

exceptions: interest component of deferred payments

?101(a) is only “good” for the amount of the proceeds payable in a lump sum at death

policy may contain one or more “settlement options” that provide for interest-bearing deferred payments

??102(c) and (d) are the counterparts to ?102(b) for gifts and bequests: they separate the exempt “principal” proceeds from the post-death interest income, which is includible



B. What Qualifies for the Exclusions?



What is a “Gift” or “Bequest”?

The Internal Revenue Code does not contain a definition of a “gift, bequest, devise, or inheritance.”

gratuitous transfers b/w family members are almost automatically treated as ?102(a) gifts

the question is stickier outside the family

Commissioner v. Duberstein ? deferred to the Tax Court's original finding ?

Taxpayer gave a lot of information to Berman about potential customers

Berman gave Taxpayer a Cadillac

Berman deducted the cost as a business expense

Duberstein said it was a gift

Tax Court held it was a gift

?274(b) ? imposes a $25 cap on the donor's deduction for aggregate transfers during the year that are excludable by the donee solely because of ?102(a)

does not limit the donor's deduction if the the donee's exclusion arises under a Code section other than ?102, such as ?132(e) (exclusion for di minimis fringes provided to employees)

Duberstein tells us to look to donee intent

“detached and disinterested generosity” standard



Olk v. United States ? issue: whether “tokes” in craps constitute taxable income or gifts within the meaning of ?102(a)

yes they are

? 6053 requires reporting tip income and ?3401(k) imposes a withholding requirement on employers with respect to certain tip income

?102(c) categorically prohibits ?102(a) exclusions for employer-employee transfers

however, an exclusion may be available under ?74(c) (certain employee achievement awards of modest value) or ?132(e) (de minimis fringes)

transfer may qualify for a gift within the meaning of gift tax, but not ?102(a)

Farid-Es-Sultaneh v. Comm'r ? recipient entered into an arm's-length, pre-nuptial agreement with her wealthy suitor under which she received a block of common stock in the Corporation prior to marriage in exchange for her relinquishment of valuable marital property rights that would attend divorce

lacked the requisite “detached and disinterested” generosity

issue of what is a tax-free bequest is rare and most often in the context of bequests to executors

- leading case is US v. Merriam ? bequest tax free bc it was conditions on the legatee merely accepting the office of executor rather than the actual performance of services



What are “Life Insurance Proceeds?”



?101(g) added in 1996 at height of AIDS awareness ? allows certain pre-death settlements of payable-on-death proceeds to be treated as satisfying ?101(a)

not all payments on death out of a general pool constitute the proceeds of “life insurance”

chief characteristic of a life insurance contract is that premiums are calculated with reference to the chances of the insured's death in the current period, and there is a windfall gain to the beneficiary if the insured dies earlier than expected

in contrast, survivor benefits under annuities, pension plans, IRAs, other deferred compensation plans, and joint paid accounts are totally unrelated to anyone's predicted lifespan and are not life insurance (except in the case specified in ?101(h) for police officers killed in the line of duty)

survivor benefits under annuities and such are excluded from the value-at-death basis rule of ?1014



A Detour: The Role of Substantive Tax Doctrine in Criminal Tax Fraud Prosecutions

?7201 ? principle statutory basis for criminal tax fraud prosecutions

- tax fraud is a specific intent crime

- thus, ignorance is a defense

James v. United States

United States v. Harris



CH. 7: NONGRATUITOUS TRANSFERS



?



transfers that are not gifts but are not quid pro quo either

principle categories:

welfare benefits

intrafamily support

windfall gains

prizes

scholarship



A. Government Welfare Benefits



transfer in performance of a moral or legal duty is not a ?102(a) gift Duberstein

nevertheless, the IRS has never attempted to tax need-based government benefits



B. Support



don't fall under ?102(a) because they are not gratuitous

the proceed from “the constraining force of a moral or legal duty” Duberstein

they also are not covered by the exclusion for government welfare benefits

most comes in the form of in-kind provision of basic living items

the IRS has never claimed that in-kind support was income to the recipient

Gould v. Gould ? whether alimony paymens of 3k/month constituted income to Mrs. Gould

- in case of doubt, construed most strongly against the government and for the citizen

husband received no deduction, so the sum received by the wife cannot be income

with respect to support payments, the one-tax approach has continued to this day



*reversed Gould 

?71(b) ? payments satisfying the special federal “tax” definition of “alimony” are includible by the payee and deductible by the payor

also, the principle that statutes are construed against the government has also been interred

Gould did establish a current valid “default rule” of positive tax law that support is not includible in the absence of a code provision

it exactly parallels the normal income tax treatment of gifts



Windfall Gains

what sort of items fall into the “derived from any source whatever” phrase?

It used to be thought that nonreoccuring items are not income ? not anymore

Eisner v. Macomber ? “income may be defined as the gain derived from capital, from labor, or from both combined, provided it be understood to include profit gained through a sale or conversion of capital assets”

income limited to certain certain sources and therefore excludes much

Commissioner v. Glenshaw Glass ? whether money received as exemplary damages for fraud or as the punitive 2/3 portion of a treble damage antitrust recover must be reported by a taxpayer as GI

TP's claimed that punitive damages (windfalls) are not within the scope of ?22

Holding ? liberal construction of Congress' intent to tax all gains except those specifically exempted

abolished Macomber definition of source-based determination of income

rather, income is “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion”

focus on the effect on the TP's wealth, not the source

punitive damages, illegal gains, and trasure trove are expressly included in GI under Reg. ?1.61-14

in the case of treasure trove, inclusion occurs when the item is “reduced to undisputed possession”

thus, finding an object whose possession is disputed is not a “realized” GI item until it ceases to be disputed



Prizes

?74 around only since 1954

basically mandates the inclusion of nearly all prizes and awards in GI

in short, essentially all prizes and awards are taxed to the recipient, except those modest items excluded under ?74(c) as an “employee achievement award”



E. Scholarships



thought of as the equivalent as cash awards

?117 ? excluded as long as it is for a program leading to a degree

tuition and required fees, books, supplies, etc

thus, scholarships used for room and board appear to be includible



CHAPTER 8: FORMS OF COMPENSATION INCOME



?61(a)(1) ? the various facets of GI in the form of “compensation for services, including fees, commissions, fringe benefits, and similar items



A. Disguised Compensation



Reg. ?1.61-2(d)(1) ? If services are paid for in property or services, the FMV must be included in GI as compensation

Old Colony Trust company v. Commissioner ? whether a taxpayer, having induced a third person to pay his income tax or having acquiesced in such payment as made in discharge of an obligation to him, may avoid the making of a return thereof

holding ? no

the payment of th etax by the employers was in consideration of the services rendered and was a gain derived by the employee from this labor

form v. substance

* “substance over form” is of bedrock importance in income tax

Diedrich v. Comm'r ? a “gift” of low-basis appreciated property “on condition” that the donee pay the donor's gift tax liability produces ?1001 gain to the donor equal to the excess of the gift tax paid by the donee over the donor's basis in the property

“step transaction” doctrine ? like the “substance over form” doctrine in reverse, where two or more events are collapsed into one 

e.g. a waiter not taxed on the tips he shared with bartender



B. Employee Fringe Benefits

consumption items transferred to service providers as compensation

61(a)(1) makes it clear that they are to be included unless there is a statutory exception



The Old “Convenience-of-the-Employer” Doctrine

did not constitute compensation in GI under “convenience-of-the-employer” test



The current Status of Employer-Provided Meals and Lodging Under ?119

employer-provided meals and lodgings may only be excluded from GI if the satisfy the requirements of ?119 (or ?132 in the case of meals)

Commissioner v. Kowalski ? state trooper's meal-allowance payments are income since the payments are “undeniable accessions to wealth, clearly realized, and over which the respondent has complete dominion”

Other Fringe Benefits Excluded by Statute

?79 ? employer-provided, group term life insurance up to $50k

?105 ? amounts received by employees for medical care and permanent disability from employer health and accident plans

?106 ? employee coverage under employer health and accident plans

no more common law in this area



Policy Considerations

excluding might allow employers to capture the intended tax benefits

economic policy norm of neutrality ? would violate 

tax commentators and public finance economists are virtually unanimous in the proposition that fringe benefits should not be broadly excluded





CHAPTER 9: CAN IN-KIND CONSUMPTION BE “RESIDUAL GROSS INCOME?”



A. In-Kind Consumption Benefits Under the Schanz-Haig-Simons Concept of Income

two ways of deconstruction

1) consumption-oriented approach:

1) aggregate all gross increases in wealth for the year

2) all of the year's wealth decreases - even outlays to purchase consumption – would be subtracted

3) value of all consumption during the year would be added

thus, all in-kind consumption benefits should be taxed by being treated as additions to the tax base under step 3



2) wealth-oriented approach ? treats the taxation of consumption as a principle of non-deductibility (rather than an addition to the tax base, as in step 3 of the consumption-oriented approach)



in practice, the tax base is calculated mostly according to the wealth-oriented approach to the SHS formulation because the means by which most consumption is taxed is by disallowing deductions for consumption costs

but there are whiffs: in-kind consumption is often included 

the two competing versions of SHS income concept correspond to the standard-of-living (or “well-being) and ability-to-pay norms of tax justice

under standard of living norm ? all in-kind consumption should be included bc they increase TP's wellbeing

ability-to-pay norm ? lo0ks to wealth under the control of the taxpayer, and consumption is taxed by disallowing deductions for cash and assets expended on consumption



B. Non-Market-Transaction Benefits



3 categories:

1) general psychic benefits

2) imputed income from self-provided services

3) imputed income from consumer assets

as a matter of doctrine, none of these situations are considered to produce residual GI for income tax purposes under current law

result is exactly compatible with the wealth-oriented version of the SHS concept and incompatible with the consumption-oriented version



General Pyschic Benefits

Imputed Income from Self-Provided Services

Imputed Income from Consumer Assets



Personal Benefits That Are Incidental to Business Activity



United States v. Gotcher ? Husband and wife took 12-day expense paid trip to Germany to tour VW facilities there

holding ? trip was not income to Mr. Gotcher, but the amount spent on Mrs. Gotcher does constitute GI

dominant purpose of the trip is the critical inquiry, and some pleasurable features will not negate the finding of an overall business purpose

the value of any trip that is paid by the employer or by a businessman primarily for its or his own benefit should be excluded from GI of the payee



Free Samples

Haverly v. United States ? whether the value of unsolicited sample textbooks sent by publishers to a principal of a public elementary school, which he subsequently donated to the school's library and for which he claimed a charitable deduction, constitutes GI

holding ? includable bc it increased his wealth



it is possible that free samples are now excludable under ?132(e), relating to de minimis fringe benefits

Reg. ? 1.132-1(b)(4) ? defines employee as any recipient of a fringe benefit

statutory definition of de minimis fringe benefit is “ any property or service “the value of which is so small as to make accounting for it unreasonable or administratively impracticable.”



CHAPTER 10: Reimbursement , Refunds, Rebates, and Recoveries



A. Framing the Tax Analysis



always connected with a prior loss or expense

annual accounting principal ? a taxpayer cannot “elect” to forgo an allowable deduction and instead capitalize the outlay (creating basis for use in future years) or otherwise defer deduction to a later year



suspended-deduction approach ? an otherwise-allowable expense or loss deduction is “suspended” or “held open” (in abeyance) pending resolution of the reimbursement or recovery issue, in which case the suspended expense or loss operates as a basis “offset” against the future recovery, preventing (to the extent of such “basis”) the receipt of the recovery from generating gross income

independent-receipt approach ? alternative to the above:

1) determine the proper tax treatment of the expense or loss in the year paid or sustained and 

2) treat the reimbursement or recovery as a separate potential gross income item in the year received

exclusion/inclusion of the reimbursement/recovery is affected by whether or not the prior expense or loss was deducted



general principles of framing tax analysis:

1) insurance premiums are viewed as “expenses” that purchase “services” for a period of time

they are not capital expenditures that create “basis” for possible offset against any possible insurance recovery

the tax treatment of the insurance recoveries is not at all linked to the prior payment of premiums

2) tax law generally adopts the independent-receipt approach

aspect of the annual accounting principle

taken even in some situations involving expenses and losses that create a definite or fixed right of reimbursement or recovery 



B. Employee Expense Reimbursement Arrangements

“general rule” ? is the independent receipt approach

but ? the “suspended-deduction approach” applies in most employer reimbursement situations

if the reimbursement occurs under an “accountable plan,” then the employee's deduction is held in abeyance, and the reimbursement is not GI (bc it's offset by the “basis” resulting from the prior undeducted – though otherwise deductible – employee business expense)

“accountable plan” ? one that

1) covers reimbursement only of expenses that would be deductible by the employee (if paid by the employee directly) and

2) requires the employee to properly account to the employer (including the return of any amount in excess of the business expense)

any reimbursement for a nondeductible expense is included in the employee's GI



Customer Rebates

Rev. Rul. 76-96

actual purchase price of the new automobile is the basis

rebate represents a reduction of purchase price (thus, basis)

not includible in GI

does not collapse into a single event

2 separate transactions

1) takes basis of 20k

2) subsequently reduced

receipt is considered a “return of capital” on her “investment”

3k basis in rebate/17k basis in car



Refunds of Income Tax Overpayments

refund is tax-free bc it's treated as a tax-free return of the basis created when Mary “loaned” money to the Fed government

tax free return of capital

 

E. State Income Tax Receipts

independent receipt approach controls

symmetry (if you deduct in year 1, then include in year two and vice-versa)



F. Third Party Reimbursements for Monetary Loss (Including Liability Insurance Recoveries)

- 



CHAPTER 11: Borrowing



though it's not usually regarded as implicating the realization principle, there are at least three different ways that lending/borrowing could be treated for tax purposes, and the differences among these approaches all pertain to the timing to realization



A. “Straight” Borrowing and Loan Repayment Transactions

3 different approaches to apply formulation to conventional borrowing/lending transactions

1) accrual-at-face approach ? paradigm primarily adopted in the income tax

good bc it entrails almost no accounting

lender:

only changes form of wealth from cash to note

nondeductible capital expenditure

repayment is a return of capital

only interest is new wealth



borrower:

receipt of cash is not GI because of the offsetting liability (negative wealth) and borrowing transaction as a whole does not increase wealth

the cash used to repay the principle is not deductible, thus, Steve is taxed on the borrowed amount (bc it stays in his tax base) in the repayment year

taxed on the borrowed amounts at the time of repayment ? he pays back the principal with after-tax dollars

2) annual-accounting approach ? polar opposite of “accrual-at-face approach”

the receipt of borrowed money and its repayment would be viewed as independent transactions

include borrowed amounts/deduct repayments

borrower would be allowed to deduct both the interest and principle repayments since they would be neither consumption outlays nor additions to savings

3) accrual-at-value approach ? mix between the other two

2 variations: you can offset against your Year 1 receipt only the fair market value OR present discounted value of your repayment obligation 

although burdensome to figure out the values, this is a good method for non-arms length transactions



B. Below-Market Loans

ppl began to figure out that accrual-at-face approach could be used to disguise a “transfer” within a loan that bore either no interest or only interest below the prevailing market rate for similar loans

?7872  ? certain below-market loans are to be treated as involving a wealth transfer from the lender to the borrower in an amount equal to the excess of the amount lent over the present value of the repayment obligation

excess is “forgone interest”

forgone interest governed by other code sections (could be treated as a gift/compensation/dividend)



Contingent Repayment Obligations

tax law generally follows annual accounting approach, regardless of the taxpayer's foreknowledge

North American Consolidated v. Burnet ? whether money received by NAOC in 1917 was taxable to it as income of that year

holding ? yes. If it had been determined that they didn't hold claim to it in a later year, they could deduct it then

Comm'r v. Indianapolis Power & Light ? deposits to an electric company are not contingent obligations

form v. substance

form is a contingent obligation

substance ? treated as company giving the loan back and then being repaid

at the time the deposits were received, the utility was entitled to exclude them as “true loans”

if an when a deposit was applied to a bill in default, it would constitute GI at that later time

?1341 ? provides that the tax n the repayment year is equal to the lesser of

tax credit in the repayment year or

the amount that would be payable if a deduction were claimed for the repayment 

?1341 only available if 1) the income was obtained under a “clam of right”; 2) the taxpayer would be entitled to a repayment deduction of more than 3k; and 3) the fact that the taxpayer did not have an unrestricted right t the income was established after the close of the inclusion year

disgorgement of previously included income essentially amounts to an interest-free loan

Phantom Repayment Obligations

must include embezzled amounts in GI

5th amendment problems?





CHATPER 12: DEBT-DISCHARGE INCOME



tax consequence to borrowers who escape having to repay their debts



A. The Freeing-of-Assets (Balance sheet improvement) Approach



no longer used

today, the rationale is that the prior receipt was excluded solely because of the debtor's obligation to repay 



United States v. Kirby Lumber ? company sold its bonds for 12 and bought back on the open market at 11 (market interest rate must have risen)

holding ? accession to wealth; must pay back the excess of the issuing price/face value over the purchase price

Bowers v. Kerbaugh-Empire ? same thing happened, except it was because the FMV of German marks fell

	? it wasn't taxable income because the transaction as a whole was a loss (no accession to new wealth)



it is generally true that the amount borrowed and the debt's face amount are the same (if not, then there is bond premium or OID)

?61(a)(12) ? except as otherwise provided, GI specifically includes “income from discharge of indebtedness” (often referred to as debt-discharge income (DDI) or “cancellation-of-debt” income (COD))



most debt cancellation arises when a debtor is in financial difficulty and persuades one or more of its creditors that everyone would be better off if the debt were canceled or reduced

it cannot be treated as a gift when the creditor is acting out of its own self-interest



B. Section 108



?108(a)(1)(B) excludes DDI from those who are insolvent

but only to the amount that they are insolvent (any extra is included)

however, it is mostly deferred (not forgiven) under ?108(b)

has the effect of increasing future tax bills

the amount excluded offsets certain tax benefits, basis, etc..

of course, it will have the effect of debt forgiveness if the TP has none of the tax benefits listed

?108(a)(1)(A) ? most important 108 exception 

allows exclusion for all DDI realized in connection with federal bankruptcy proceedings pursuant to Title 11 of the US Code



The Disputed Debt Doctrine

when the obligation to repay is extinguished, the justification for excluding the prior receipt disappears, triggering an inclusion of that prior receipt (in the year that the payment obligation disappears)

there can be no income within the meaning of ?61 without a receipt that was excluded solely because of an obligation to repay 

Zarin v. Commissioiner ? gambler received value when he got a line of credit at a casino and the only thing that precluded it from being included in GI was his promise to pay

therefore, he received DDI

? overturned ? should look at it as a theory of contested liability instead of DDI



Satisfaction of Liabilities by Third Parties

rare

no DDI, but GI of another type may arise under the principles of Old Colony Trust

not eligible for relief under ?108



CHATPER 13



debt-financed investment is one of the principle features of the US economy

“should what appears to be a single transaction in form be broken down into its component parts in order ti give each tax effect?”



nonrecourse debt ? secured obligation for which the debtor is not personally liable



recourse debt ? one for which the debtor is personally liable; whether or not the debt is secured by property, the lender can proceed against the debtor and garnish his wages, impose liens on his other property, etc... if the recourse debt is not repaid





A. The Effect of Debt on Basis



seller-financed sale/installment sale ? seller lends the money to the buyer





? if you buy a property encumbered with a debt:

assume the debt (if person was personally liable), or

take property “subject” to the debt (3rd party may then foreclose)



Crane v. Comm'r ? include purchase money-debt in basis of property, regardless of the source of the credit and regardless of whether the debt she incurs in connection with the purchase is new or pre-existing



? bottom line: debt used to purchase property, whether recourse or nonrecourse and regardless of the source, is included in the basis of the purchased property. Post-acquisition debt that happens to be secured by a piece of property does not increase the basis of that property (except to the extent that the debt proceeds are used to permanently improve the property, which causes a basis increase under the general rule of ?1016(a)(1)



B. Reduction in Acquisition Debt



?108(e)(5) ? a reduction in purchase-money debt is treated as a “purchase price reduction” rather than as a “debt discharge”

ends up reducing basis, not producing DDI

Revenue Ruling 91-31 ?

issue ? if the principal amount of an undersecured nonrecourse debt is reduced by the holder of the debt who was not the seller of the property securing the debt, does this debt reduction result in the realization of discharge of indebtedness income or in the reduction of the basis in the property securing the debt?

DDI



The Disposition of Property Encumbered by Debt



Rachel buys Whiteacre for 1k of her own cash and 9k on loan

her basis is 10k according to Crane rule

she sells it for 3k plus other dude assuming debt

what is her ?1001 realized gain?

2k (12k – (3k cash + 9k debt relief))

expand into 2 transactions:

1) a sale for 12k in cash that

2) Rachel then uses to “satisfy” her 9k debt, leaving 3k in her pocket



The economic benefit to Rachel is the same as if she had received the money and paid the debt (even though the debt still exists...to the buyer)



inclusion of basis is not the reason why debt relief must also be included in “amount realized”

it's the original exclusion of the borrowed amount from GI under the borrowing exclusion that justifies including the debt relief in “amount realized” when the property is transferred



Crane ? debt relief is included in “amount realized” under ?1001, regardless if debt is recourse or nonrecourse



The Effect of Negative Equity On Amount Realized

if the FMV of a property falls and you lose all your equity, it will be best to allow the lender to foreclose, transferring the economic loss to him

debt relief?



Commissioner v. Tufts ? relief from nonrecourse debt resulting from the transfer of property is included in amount realized – regardless of the fair market value of the property

codified in ?7701(g)



For recourse debts:

Revenue Ruling 90-16

adapts O'Connor's approach in Tufts

relief from recourse debt in excess of the securing property's FMV produces an amount realized on the transfer equal to the property's FMV and DDI in the amount of the excess debt

if a property is sold in foreclosure for less than the full amount of an outstanding recourse liability and the creditor does not abandon its rights to collect the deficiency, the debtor's amount realized for purposes of calculating gain or loss under ?1001 upon transfer of the property equals the proceeds generated by the sale

if the creditor eventually abandons its claims regarding the deficiency, the debtor will be charged with DDI at that later time 



Gehl v. Comm'r ? relief from recourse debt in excess of the securing property's FMV produces an amount realized on the transfer equal to the property's FMV and DDEI in the amount of the excess debt 





CHAPTER 14: CREDIT PURCHASES AND SALES  



A. Role of Cash and Accrual Methods of Accounting



) Issues and Options

both deal with the timing of (1) GI inclusions and (2) expense deductions

also control the timing of gross receipts and purchases for purposes of accounting for inventory transactions under ?61(a)(2)

they do not alter the rules pertaining to capitalization (and basis), borrowing, and return of capital



the GI timing issue for the seller with respect to credit sales of services or inventory is whether the seller's claim against the buyer, arising from the buyer's promise to pay cash in the future, is to be treated as “property” received by the seller

if the claim is treated as not property, the seller realizes GI only as the buyer makes cash payments in satisfaction of the claim

if the claim is treated as property, the receipt of property is normally considered to be included in GI (or treated as an “amount realized under ?1001 on a non-inventory sale or exchange):

Two possibilities:

1) cash method of accounting: treat the claim as “not property” and simply await the receipt of cash, or

2) accrual method of accounting: treat the claim as “property” and measure it for purposes of ?? 1001 or 61 at its face amount (instead of at its present value or FMV)



both methods deviate from the usual tax norm that “property” is includible at FMV, but both methods are far more convenient than treating the claim as “property” but valuing it at either its present discounted value or FMV



Which Method of Accounting Does a Taxpayer Use?

the cash method and accrual method are used for most things... installment method and a few others are available for specialized things

taxpayers may generally choose b/w cash or accrual method

but accrual method must be used for some taxpayers (tax shelters, many corps, certain partnerships, inventory sales/purchases)

virtually everyone uses the cash method

if you keep books according to recognized business accounting principles, youre usually required to use the accrual method because the accrual method and GAAP are generally based on similar principles

you can't use one method for some and another method for others



B. The Accrual Method in a Nutshell



Accrual of Gross Income

“all-events test” controls the timing of GI inclusions for the accrual method taxpayer

2 prongs:

1) all the events have occurred that fix the right to receive the income, and

2) the amount of the income can be determined with reasonable accuracy

a right to GI need not be legally enforceable for accrual to occur

amounts accrued at face amount

“prepaid income” is included even though the “all-events test” has not been satisfied

this differs from business accounting

different from loans (which are excludable in that year)



Accrual of Deductions

deduction for otherwise allowable expenses are accrued when all of the following have been satisfied:

1) all of the events have occurred that establish the fact of the liability

IRS will not allow accrual deductions on account of speculative, contingent, or even statistically predictable future liabilities

2) the amount of the liability can be determined with reasonable accuracy

3) economic performance has occurred with respect to the liability

purpose is to prevent premature accruals at face amount



?404(a)(5),(b)(1), and (d) ? an employer using accrual method cannot deduct deferred compensation until that such compensation is included by the cash method employee



The Cash Method in a Nutshell

Reg. ?1.446-1(c)(1)(i) ? all items which constitute GI are to be included for the taxable year in which actually or constructively received

third party obligations are always treated as property 



Cash Method Doctrines



Cash Equivalency Doctrine

checks are treated as the equivalent as cash on both the income and deduction sides

mere promise to pay is not regarded as the receipt of income

promissory notes are a problem area

property? 

Cowden v. Comm'r ? 

thus, a nonnegotiable note would not be current income and inclusion would occur only as and when principal payments are made on the note

income side

transferability without an excess discount is critical

deduction side

not the equivalent of paying cash even if the note satisfies the Cowden test and is payable on demand

giving a 3rd party note, however, is deductible



Constructive Receipt Doctrine

the taxpayer must include an item in GI at the time the taxpayer has both the right to the item and the power to obtain possession of it

deduction side: TP must actually part with cash or its equivalent in order to take a deduction 

Reed v. Commissioner ? taxpayer was able to postpone receiept/payment until the next year



Economic Benefit Doctrine

must include in GI the value of cash or other property transferred to a trust or escrow if the TP has an indefeasibly vested right of receipt in the future



E. Accounting Methods and Bad-Debt Losses

?166 ? amount deductible in the year of a bad debt's worthlessness is limited to the creditor's basis in the debt

F. Accounting for Deferred Payment Property Sales



sales of property involving future cash payments are accounted for under

?1001

?453 installment method, or

the “open transaction” method (only available for contingent-payment sales)



Gains and Losses Under ?1001

Warren Jones v. Commissioner ? when ?453 does not apply, the deferred obligation itself constitutes “property” under ?1001(b)

no more cash equivalency doctrine with respect to property transactions governed by ?1001

“closed transaction” method



The Installment Method

enacted to provide releif from having to recognize all or most of the gain in the year of sale under ?1001(b)

pro-rates gain among the years in which purchase price payments are received in proportion to such payments

only applies to gain sales 

a) Scope of Installment Method



?453 installment sale ? “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”

loss sales must be entirely reckoned in the sale year under ?1001

also not available for:

1) sales of inventory

2) certain “dealer dispositions”

3) most sales to related parties

4) sales of personal property under revolving credit plans

5) sales of stock or securities traded on an established market

? thus, the great bulk of transactions using the installment method are “casual” “gain” sales of real property

if eligible for installment plan, seller may elect to use it or simply report the gain according to the ?1001 closed transaction method in Warren Jones



b) Installment Method Mechanics



* Gross Profit/Contract Price x Current Payments = Included Installment Gain



Gross Profit is the Selling Price less Basis

Selling Price is the face amount, unreduced by mortgages and encumbrances

Commissions and other selling expenses are added to basis

Contract Price means Selling Price reduced by mortgages, except that the excess (if an) of mortgages over augmented bass is not subtracted

Payments ? cash payments received in the current year (does not include interest)



Section 453A

? creates a valuable tax deferral opportunity

so, they enacted ?453A

1) any borrowing by the TP on the security of a deferred-payment obligation is treated as an acceleration of Payment on the obligation

comes into play only where the sales price exceeds $150k and the property is not farm property or personal-use property  

2) if the aggregate face amount of ?453A obligations obtained in the year exceeds $5 million, the seller must pay interest to the government on the deferred tax attributable to such excess aggrgate face amount

Disguised Interest

installment sales are “seller-financed” sales

seller wears 2 hats:

seller

lender of money

?? 483 and ?1274 recalculate the “real principal” as being the present value of the buyer's obligation, computed in the same manner as if ?7872 applied



e) Disposition of Installment Obligations



upon subsequent disposition, basis is defined by ?453B(b) as the remaining face amount less the amount of gain that has not yet been recognized with respect to payments on the obligation



Open Transaction Method for Contingent-Payment (Royalty) Sales

neither the installment method nor the ?1001 closed transaction method can be used if the future portion of the purchase price is contingent on speculative events

neither the FMV nor the amount of the buyer's payment obligation can be determined with sufficient certainty 



“royalty right” ? refers to a contingent-payment right

where some or all of the consideration for the purchase of property will be paid pursuant to a royalty arrangement, the transaction is a “contingent-payment sale” 

the open transaction method is the property method for reporting contingent-payment sales 



G. Deferred Sales Pursuant to Put and Call Options 



- Rev. Rul. 58-234 ? IRS has adopted the open transaction approach for Put and Call options



CHAPTER 15: REALIZATION OF GROSS INCOME



A. Changes in Form of Existing Assets



a transaction that merely changes the form of a taxpayer's existing asset is generally not considered a realization event



1. Stock Dividends and Stock Splits 

- non pro-pro rata stock dividends are GI

“stock splits” are not GI ?1036 as long as the stock is of the same general type (common or preferred) as the stock given up



2. Subdividing Property 



like pro-rata stock dividents, not GI

the basis for each lot is its appropriate portioin of the original cost basis for the entire original tract plus the cost of any capital expenditures made with respect to that particular lot 

the lot's allocation of the original cost basis is figured by looking at the FMV at the time of the original tract purchase (determined retroactively) 

if you can't figure that out, but the lots are relatively fungible, the basis of each lot may reasonably be said to equal a pro rata portion of the basis in the whole 



3. The Exercise of Options and Conversion Privileges 



option exercises (apart from “compensation” stock options) are treated as non-realization events

only creates basis



4. The Ripening of Remainder Interests



5. Enhancement of Reversionary Interests 

generally treated like a remainder interest ? not GI

However, lessee improvements can constitute “rent” and thus be includible under ?61(a)(5) 

M. E. Blatt Co. v. United States ? commissioner wanted to include as GI income to the lessor the cost of lessee's improvements to a property in the year installed

Court disagreed

 Helvering v. Bruun ? respondent realizes gain when lease terminates and is worth an additional 51k



Repossessing Sold Property

?1038 ? seller recognizes gain on the repossession in an amount equal to the lesser of 

a) the gain on the original sale not yet recognized, less any costs of repossession, or 

b) the excess (if any) money and other property already received over the gain previously reported



Exchanges of Virtually Identical Properties

exchange of identical (or nearly identical) properties is not a disposition that would constitute a realization event

Modification of Debt Instruments

Reg. ? 1.1001-3 treats any “significant modification” of an outstanding debt instrument as a constructive “disposition” of the old instrument “in exchange” for a new one

not considered a modification if it occurs:

1) pursuant to the unilateral exercise of a right conferred by the instrument's original terms, or

2) by the operation of an automatically triggered mechanism contained in the instruemtn's original terms 

but a modification does not results in an exchange unless it is “significant”



B. Bargain Purchases of Property 



refers t the purchase of property for an amount less than its FMV

timing issue: when does buyer realize gain?

Commercial Bargain Purchases

no code provision specifically addresses the general category of “bargain purchase”

it is a “rule” that bargain purchases negotiated at arms-length by unrelated parties does not result in GI to to the buyer (Palmer v Comm'r; Pellar v. Comm'r) 





Non-Arm's-Length Bargain Purchases Generally

similar to below-market loans

Employee Stock Options

Commissioner v. Smith ? option itself has no value when granted

if it did have value, it would be considered received then 

Commissioner v. Lobuei ? taxable gain to LoBue should be measured when options were excercised



?83(a) and (e)(3) & 4

if there is a readily ascertainable value, the employee realizes ordinary compensation income on the grant date 

if no ascertainable value, realize ordinary income when option is exercised 



Non-Vested Property Transfers under ?83



 

CHAPTER 16: NONRECOGNITION RULES 



A. Where Does “Recognition” Fit Into the Scheme of Things? 



Issues:



When the gain or loss is realized

Whether the gain or loss is realized

Whether the realized and includible gain/loss is currently “recognized”





principal gatekeeper for loss deductions of individuals is ?165(c)



B. Exchange Nonrecognition Rules 



Like-Kind Exchanges



a) Mechanics of ?1031



starts at page 440



b) Mutiple Party Transactions 



Klein v. Commissioner ? 3 corner exchange

whether pet's disposition of the Treehaven property was a sale or was it an exchange 

? sale 

Other Nonrecognition Exchange Provisions

tax-free exchanges of certain life insurance policies are allowed

certain stocks 



Tax-Free Rollovers

?1033 ? can use the gain from the sale of property to invest in a similar property

only realize gain to the extent of the boot

the rest is deferred until you sell the property 

similarities to ?1031

but ?1033 is elective and applies only to losses











CHAPTER 17: RATES AND ALLOWANCES FOR BASIC MAINTENANCE 



A. Rates and Personal Subsistence Allowances 



Progressivity

Marginal Rates and Planning

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



Exemptions

amount of income exempt from tax regardless of type or source

Personal Exemption 

Standard Deduction 

vanishes if ID's exceed it

Theories of Progressivity

objective ability to pay

nondiscretionary income 

utility



B. Providing for Dependents 



dependency exemption

those receiving income through the exemption are not allowed to claim a personal exemption

no standard deduction either, except the greater of 500 or 250 + earned income



1. The Child Tax Credit 

a credit reduces, dollar-for-dollar,  the actual tax otherwise due

phased out for high income tax payers 



The Dependency Exemptions

?151(c) ? deductions in the same amount (per dependent) as the Personal Exemption amount granted to the TP for each claimable dependent

in lieu of actual support outlays for dependents 

in order to claim a Dependency Exemption, the claimed individual must not only be a dependent under ?152; the claimed person must also either:

have GI less than the ?151(d)(1) personal exemption amount or

be a child of the claimant who is either under age 19 or a “student” who is under age 24 



The Earned Income Credit

targeted at the “working poor”

based on earned income

not available if 'unearned income' exceeds $2,200 

refundable

example of negative income tax aspect of our system 



The Household Care Credit

?21 ? purpose is to allow TP's to be gainfully employed

mitigates tax disincentive for entering the labor force 



E. Adoption Expenses 

?23 ? nonrefundable tax credit for “qualified adoption expenses,”

?137 ? exclusion from GI when such expenses are paid by an emloyer under an “adoption assistance program” 







CHAPTER 18: ATTRIBUTION OF INCOME WITHIN INTACT AND BROKEN FAMILIES 



A. Importance of Income Attribution 



deals with the problem of “what income results to which taxpayers”



The Four Rate Schedules for Individuals

?1

Income Splitting and Shifting

transports income from the highest marginal rate brackets to those of the lower income person



B. Attempting Income Splitting and Income Shifting 



code permits some splitting by election, but it's quite limited

joint returns and “tax alimony”

general rule ? requires, at a minimum, actually shifting the economic benefit of that income “for real”

usually available only for closely connected TP's

Basic Income Attribution Principles

Lucas v. Earl ? husband/wife had K that everything they received would be shared as tenants in common

they wanted Earl to be taxed on half of his salary/attorney's fees

court decided against him

Poe v. Seaborn ? same court allowed husband/wife to split their income 

because they lived in a community property state

Three basic non-statutory Principles:

1) income from property is attributable to the owner

2) income from services is attributable to the earner unless earned as an agent for another relevant law

3) income earned by an agent in an agency capacity is attributed to the principal 



The Aftermath of Seaborn: Marriage Penalties and Bonuses



purpose of ?1(a) was to replicate for all couples, wherever they resided, the otucome that one-earner couples obtained in community property states under Seaborn

marriage equality favored over marriage neutrality 

marriage bonus/single's penalty 

marriage penalty ? an unmarried couple with the same aggregate income as a married couple and whose income is equally split will owe a lower aggregate ?1(c) tax than the equivalent married couple will owe under ?1(a) 



Attribution of Deductions



4. Gifts of Income-Producing Property

The Kiddie Tax 

gifts of income-producing property to children because they're in a low bracket

?1(g) ? the net unearned income of a child under age 14 is taxed at the higher of the child's rate or the rate at which such income would have been taxed if the income were attributed to the parents and treated as the “las dollars in the tax base of the parents

Making a Related Party a Partner in a Relationship

2 barriers:

1) income must initially be “of” the partnership

2) Lucas v. Earl principle that income would be attributed to the person who actually performs the services in cases where the other “partners” are family members or obtained their interests by gift

Interest-Free Loans to Relatives

treated as a gift, pretty much

?7872(a) treats as paying (imputed) interest at the “applicable federal rate” 

Paying Salary to Related Parties

to be deductible, the wages paid to a related person in a business context must be for real work and must not exceed what would be pain in an arm's-length transaction

Fritschle v. Commissioner ? Helen let kids help her with making material

court held it was still includible in her income 

she was the true earner

Support Obligations in a Broken Family

Cash Payments

?71 ? “alimony or separate maintenance payments” are GI to the recipient

a payment will not qualify as “tax alimony” if it fails to satisfy any one of the requirements in ?71(b) 

?215 ? provides that the same amounts are deductible by the payor 

Alimony and Support Trusts

? 684 ? income distributed from an “alimony” trust is taxable to the recipient

?677(b) ? income from a child support trust is taxed to the grantor 



Property Transfers

?1041  ? governs all tranfers of property between currently married spouses

so long as the transfer is either (1) b/w spouses or (2) between former spouses and is “incident to divorce,” ?1041 provides that:

any ?1001 gain or loss that may be realized is not “recognized”

the transferee can exclude the value of the receipt as though it were a “gift,” even if it is clearly not a transfer otherwise satisfying the Duberstein test; and

the transferor's basis carries over to the transferee, even if the property has a built-in loss that would otherwise be subject to the lower-of-basis-or-FMV rule for “gifted” property or even if the property transfer is structured as a “sale” for cash 

Tax Planning in Divorce





CHAPTER 19: MEDICAL EXPENSES AND CASUALTY LOSSES



A. The Theory of Personal Deduction Floors 



both medical expense and personal casualty loss deductions have significant “floors” that render them unavailable for most taxpayers

Med ? 7.5%

Loss ? 10%

B. The Medical Expense Deduction 



?213 

Some Policy Implications

it provides no health-care subsidy unless:

a) the individual earns enough income to owe a tax, and

b) expenses exceed the 7.5% floor 

it subsidizes higher-income taxpayers more heavily than lower-income taxpayers, because it takes the form of a deduction in a progressive-rate system

any subsidy targeted to a particular activity may be “captured” by others by being built into the cost of the subsidized activity, particularly if the subsidy is broad-based 

What Qualifies as Medical Care?

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”

Relation to Other Deduction Provisions

?213 preempts other potential deduction sections in case of an overlap

?213(d)(1)(D) ? cost of health insurance premiums qualifies as a medical expense 

Accounting for Medical Expenses

Any year-2 reimbursement is deemed to represent a return first of deducted year-1 expenses before it taps the pool of Year-1 non-deducted expenses

Status as Itemized Deduction

medical expense deductions are Ids, and personal casualty losses usually are as well



Itemized Deduction: ?63(d): all allowable deductions other than 1) Standard Deduction, 2) the deductions for Personal and dependency Exemptions, and 3) Deductions taken in arriving at AGI under ?62(a)

apart from the Alimony Deduction, all “personal deductions” as well as unreimbursed employee business deductions and certain investment deductions are Ids



if your IDs are $5,500 and are reimbursed 6,000, you include 500 (the excess that you were able to deduct bc from the Standard Deduction floor)

Overview of Taxation of Health Care

a. Unreimbursed health care

b. Employer-Provided health insurance 

Self- Employed Health Insurance

Non-insurance health care reimbursement

e. Unreimbursed medical costs (not involving insurance premiums)

f. Self-Insurance through Health Savings Accounts (HSAs) 



Personal Casualty and Theft Losses

?165(3) ? allows a deduction for personal casualty and theft losses, though ?165(h) severely restricts the scope 



Losses are sustained when it is “fixed and final” and there is “not a reasonable prospect of recovery”

?165(e) ? theft losses sustained in the year recovered, not the actual theft 



Amount/Character of Deduction

a) Lesser of loss-or-basis rule

- ?165(b) 

Effect of recovery ? includible up to the amount originally deducted 



?165(h) floors ? loss only recognized to the extent that it exceeds 10% of AGI for the year



ordinary loss/gain



CHAPTER 20: A Quartet of Personal Deductions:



Charitable Contributions

Taxes Paid

Expenses Determining Tax

Mortgage Interest 



A. Are the Deductions Justified?



4 possible justifications for a deductions not connected with a business or investment activity:

1) the item represents “subsistence” existence

2) the item is an extraordinary nondiscretionary outlay

3) the item does not really represent “consumption”

4) the item is deductible for non-tax policy reasons 

these done really fit



B. The Charitable Deduction 



What is a Contribution?

?170 requires that the TP make a “contribution or gift”

under current law, this does not include a payment to a charitable organization to the extent that the payor expects to receive an economic benefit in return 

similar to ?102 gift

Hernandez v. Commissioner ? court found that contributions by Scientologist for “auditing” are nondeductible

The Donee Organization

?501 exempts various corporations, trusts, and other entitities that fall within one or moree of the categories described in ?501(c) or (d)

?501(c)(3) ? “public charity” supported by contributions from the public

“private charities” are taxed at a 2% rate on their net investment income ?4940(a)

Mechanics of the Deduction

2 issues

1) contribution amount

2) amount that may be deducted in the current year

?170

cash contribution: limit deduction to 50% of AGI

the rest may be carried forward for 5 years

if property:

transfer is not a reaslization event (so you don't reaslize gain)

deduction probably should be limited to basis, but it is not Reg. ?1.170A-1(c)(1)

deduction generally equal to full FMV

?170(e)(1), however, 

A) FMV deduction must be reduced by the amount of any built-in gain that would not be long-term capital gain or ?1231 gain if the property were sold instead of contributed 

B)(i) FMV deduction must be reduced by the amount of any built-in gain that would be long-term capital gain or ?1231 gain if the property were sold instead of contributed, but only if (1) the property is tangible personalty and (2) the property is not related to the charity's tax-exempt purpose 

B)(ii) FMV deduction must be reduced by the amount of any built-in gain that would be long-term capital gain or ?1231 gain if the property were sold instead of contributed and the property is contributed to a Private Foundation 









TAXES PAID



Foreign Income Taxes

?901 ? generally can reduce, dollar-for-dollar, taxes paid for foreign income tax 

territorial v. residence based systems 

State and Local Taxes

?164 ? get a deduction

taxes listed always deemed to be expenses 

taxes not listen can, if connected with business and investment transactions, either be deducted (if current expenses) or added to basis (if capital expenditures)

Federal Taxes 

?275 ? prevents the deduction or capitalization of federal income taxes, estate and gift taxes, and the employee portion of federal payroll taxes



Expenses Relating to the Determination of Tax Liability

?212 ? allows the deduction of expenses paid or incurred for the production of income and for the management, conservation, or maintenance of property held for the production of income

Merians v. Comm'r ? IRS conceded that tax planning expenses fell within the scope of ?212 

E. Home Mortgage Interest

governed by ?163 ? interest generally treated as an expense



The Horizontal Equity Argument for Deducting Personal Interest Expense

-

The Reality of a Deduction for Personal Interest Expense 

?163(h) ? provides that interest incurred to finance personal consumption is generally nondeductible

?163(h)(2) ? nondeductible “personal” interest ? all interest that is not (1) business interest, (2) investment interest, (3) “passive (investment activity) activity” interest, (4) interest on certain deferred payments of estate taxes, (5) “qualified residence interest” or (6) interest on education loans allowed by ?221 



Ch. 21

The Basic Framework Governing Business and Investment Deductions



??



162

222

62

25

221

163

195

183

469

212

165

167

1212

172

132

217



remember, regardless of theory, nothing is deductible unless a Code provision specifically allows it



A. The Distinction Between Business and Investments



SC confronted the tension in Higgins v. Comm'r when they ruled that managing your porfolio was not a business and the costs therefore did not qualify as a deduction under the tax statute then in effect, which only had to do with carrying on a “trade or business”

Congress didn't like that so they promptly enacted 

?212(1)&(2) ? expenses relating to the “production of income”

?167(a)(2) ? depreciation on property “held for the production of income”

165(c)(2) ? losses on “transactions entered into for profit”

clear intent was to reverse Higgins

effect was to allow deductions relating to “investment” in the broad sense of non-business (but income-producing) activities (including includible tort recoveries and alimony)

significant that they didn't redefine business and instead added Codes allowing deductions for investments

bad debts in the course of business ? ordinary expense

non-business ? short term capital loss

being an employee constitutes a business in itself

hence, a person who is both a shareholder and employee often claims her loan to the corporation is a business debt bc she made the loan with the primary aim of maintaining her salary, not protecting investment 

US v. Generes ? Reg ?1.166-5(b) says that you can only claim it as a business debt if the the debt's relationship to the taxpayer's business is a “proximate” one

though usually a broad term, the court interpreted it narrowly here

taxpayer may only succeed if he successfully prove that the business was the dominant motivation

also makes a difference in individual tax computation

- if it's not a ?62 deduction, it's a itemized deduction (ID)... which is worse

a lot of investment deductions are IDs or, even worse, MIDs 

Dobson Rule ? SC to defer to the Tax Court's findings

- has been overturned



B. The Basic Requirements of Deductibility

The Welch Case ? guy voluntarily paid the debts of a company

- Cardozo ? must determine if both “necessary and ordinary”

- they are not an ordinary expense of the operation of a business

seems to argue that they were “capital expenditures” for “goodwill”, but those are generally allocated as expenses...

Issues raised in ?212:

1) is the outlay an “expense” as opposed to a “capital expenditure”? If yes,

2) is t an “ordinary” expense? If yes,

3) is it a “necessary” expense? If yes,

4) is it “paid or incurred”

5) in “carrying on” (or, in the case of investments, in holding)

6) a “trade or business” (or, under ?212, an income-producing activity or asset)?



Is the Outlay an “Expense”?

ironically, outlays by a going business to generate its own goodwill (advertising costs, e.g.) are almost always treated as “expenses” because of the difficulty in separating the portion that creates continuing value from the portion that provides only short-term benefits



Is the Expense “Ordinary”?

initially, the term “ordinary” was used to distinguish an “expense” from a “capital expenditure”

in Welch, it seems to have an additional secondary meaning to Cardozo ? an outlay accepted by the business community

in practice, the term is mainly used to deny deductions for expenses that are eccentric or idiosyncratic

characteristic of “eccentric” suggests satisfying a personal need ? maybe that's why the “ordinary” requirement has never been used to disallow deductions merely because the expenses were for “cutting edge” services or technology that had not yet come into common sense



“Carrying on” a Trade or Business (or Investment Activity)

under ?162, the taxpayer must be “carrying on” an existing trade or business

not mentioned in ?212, but as a matter of positive law, ?212(c) presupposes the current ownership of investment property 

moreover, SC ruled that ?212 must be construed in pari materia with ?162(a)

fundamental problem with arguing that costs pertaining to future investment activities are deductible under ?212 is that such outlays are really “capital expenditures,” not “expenses,” and only “expenses” are deductible under the language used in ?212



Is the Expense “Necessary”?

this is rarely brought into play to disallow a deduction

usually just defer to business owner's judgment

generally only wanton economic waste is disallowed under this test 

maybe investors might not benefit from as much deference



Public Policy Limitations

disallow deductions for expenses where “allowance of the deduction would frustrate sharply defined national or state policies proscribing particular types of conduct”

1) illegal payments

2) fines

in contrast, the lawful ordinary and necessary expenses of an illegal business were conceded to be allowable

but,

no bribes, fines, 

no deductions or credits (but not basis offsets or inventory costs) with respect to an activity that involves trafficking in illegal drugs 

2/3 antitrust treble damages nondeductible (1/3 are deductible, if you're an optimist)

Political Expenditures

?162(e) ? disallows any deduction for outlays “in connection with” influencing legislation, poli campaigns, etc...



What Activities are “Business” and “Investment”? Gambling Losses and Not-For-Profit Activities

?165(d) and ?183

you're allowed gambling losses and deductions incurred in activities not engaged in for profit to offset the related gross income, but the “net loss” is disallowed as “personal consumption”

Various Possibilities that can govern “net losses” from a particular activity:

1) No Singling Out ? ?172 ? net losses for the year from the activity can shelter other net income of the current year... any unused losses can be carried over to other years to again shelter any income

2) Category Confinement ? ?1212; ?163(d) ? net losses of a certain category in a year cannot shelter other income for the same year but can be carried over to other years to reduce net income of the same category in those other years

3) Activity Confinement ? ?280A ? net losses from a certain activity in a year cannot shelter other income for the same year but can be carried over to other years to reduce net income of the same activity in those other years

4) Current-Year-Activity Confinement ? ?165(d) ? net losses from a certain activity in a year cannot shelter other income for the same year and cannot be carried over to other years to reduce any net income in those other years

5) Transaction Confinement ? each “loss” transaction would be regarded as nondeductible for all time, and each “winning” transaction would be treated as a discrete accession to wealth from which should be subtracted only the cost of that particular investment(used for personal consumption investments, such as the purchase of a personal residence)



Gambling Losses

- you can deduct up to but not exceeding your winnings



Deduction limit



Not-For-Profit Activities

Generally fall under “Current Year Activity Confinement” approach

?183(b) ? involves 2-step process

1) GI from the N4P activity be reduced by all deductions incurred in the activity (without regard to the existence of a profit motive)

2) If these deductions exceed GI for the activity,

1) the excess is deductible against the taxpayer's GI, but

2) no deductions are permitted with respect to the activity under ??162, 212, 165(c)(1) or (2) or 167

however, if the GI for the activity is greater, then ?183(b)(2)  allows a deduction for the costs described in ??162, 212, 165(c)(1) or (2) or 167

Still, the deduction cannot be greater than the amount by which the GI from the activity exceeds the activity-related personal deductions

costs in excess of this limitation are totally disallowed with no carryforward (? apparently that's a word)

 

Fields v. Commissioner ? lawyer started a cattle business on the side

Issue: is it a for-profit activity?

He wants to deduct his expenses/losses against his lawyer income (tax shelter)

- 

Human Capital

no recovery in basis in human capital

“inherently personal” asset



What is Human Capital and Why is it Different?

- 

Distinguishing Business from Human Capital

HC cannot be transferred

still, deductions have been allowed for reputation-related outlays

in all of the cases, the taxpayer was already carrying on a trade or busines

“expense” to “maintain” or “repair”

- Twitty Burger example

Education Costs

?162 requires an existing/carrying on of a business

- thus, start-up costs non-deductible under ?162

?195 helps some start up

in  order to be deductible under ?1.162-5, an education outlay must:

1) maintain or improve skills required by the individual in his (existing) employment or other trade or business, or

2) meet the express requirements of the individual's employer imposed as a condition to retention by the individual of existing employment, status, or compensation

effect: denies deduction for education expenses unless they are in the nature of maintenance or repair

nondeductible if it either:

1) pays for education that is required in order to meet the minimum educational requirements for qualification in the taxpayer's employment or other trade or business, or

2) leads to qualifying the taxpayer for a new trade or business

Sharon v. Commissioner ? taxpayer wanted to amortize the cost of obtaining his license to practice law

education ? personal cost that provides him with a wide variety of benefits 

no less personal by trying to capitalize them 

Job-Seeking Costs

- derive from court decisions rather than regulations

Primuth v. Commissioner ? employee made a payment to look for a new job (with a headhunter)

- Deductible? 

yeah

Moving Costs

?217 ? allows an above the line (?62) deduction for certain costs of moving to a new (or first) work location

overrides any possibility of capitalization

?132(g) ? exclusion of employer-provided moving costs to the extent that the amounts reimbursed would have been deductible under ?217 if paid for by the reimbursed employee

- you can't take both though







Chapter 22 



Relevant Sections:



??



162 – Trade or Business Expenses

165 – Losses 

167 – Depreciation 

212 – Expenses for Production of Income 

262 – Personal, Living, and Family Expenses

274 – Disallowance of Certain Entertainment, Etc., Expenses

280 – Disallowance of Certain Expenses in Connection with Business Use of Home, Rental of Vacation Homes, Etc.



ASSIGNING COSTS BETWEEN INCOME PRODUCTION AND PERSONAL CONSUMPTION



the extenet to which particualr taxpayer costs should be considered connected to the taxpayer's business or investment activity instead of to his personal sphere

A) Allocation Rules

B) Dual Purpose 

C) Business Travel and Entertainment

�A) Allocation Rules



Allocation Accrding to Use of Assets



costs relating to certain assets can be allocated among the business, investment, and personal categories on the basis of how these assets are used (business miles : total miles; business sq footage : total sq footage, eg)

however, any item attributable for a particular unit should be allocated entirely to that particular unit



Congress enacted ? 280F because it perceived that people would overstate the business use of vehicles, boats, computers, and cell phones

?280F ? provides that, solely for purposes of calculating an employee's depreciation deductions, any employee use of listed property owned by the employee is not to be treated as business use by the employee unless it is 

(1) for the “convenience of the employer” and

(2) “required as a condition of employment”

moreover, the depreciation rate is significatnly reduced if the business use of the asset is < 50%



Home Offices

	

?280A ? costs related to claimed business use of part of the taxpayer's personal residence as a “home office” or other work area

part of the taxpayer's total residential utility bills, upkeep expenses, depreciation, etc...  that are apportioned to the home office, typically by comparing the square feet of the home office to the total square footage of the residence

?280A(a) first disallows all deductions for an individual's costs that are proportionately allocable on a space basis to a home office or work area in a personal residence, except costs (expenses, losses, and depreciation) that are allow as deductions even when not connected to income production (such as home mortgage interest, property taxes, and allowable casualty and theft losses)

- but in a peculiar approach, ?280A(c)(1) then revives the disallowed deductions if the home office is:

1) exclusively used

2) on a regular basis, and

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

satisfied if the home office is used for meeting (in person) patients, clients, or customers in the ordinary course of business, and subparagraph (C) is satisfied if the home office is in a separate structure detached from the dwelling place

probably rationale: the taxpayer bought or rented a larger dwelling than would have been the case w/o the business use

additionally, if the taxpayer is an employee, the use must be for the “convenience of the employer”



Subparagraph (A) of ?280(c)(1) is probably the manner-of-use alternative most frequently claimed by taxpayers

- any trade/business (may satisfy even if only one used)

“principle place of business” has generated much litigation

- Comm'r v. Soliman ? anesthesiologist spent a lot of time in his house preparing billing stuff

Primary considerations of the Court:

1) relative importance  of activities performed at each business location, and

2) the time spent at each location

Congress responded to Soliman by amending the language in ?280A(c)(1)(C) to provide that the subparagraph (A) “principle place of business” includes a home office (1) used by the taxpayer to conduct administrative or management activities if (2) there is no other fixed location of the trade or business where the taxpayer actually conducts substantial administrative or management activities

Soliman remains relevant in cases not involving the performance of administrative or management activities

2nd prong of the Soliman amendment may be satisfied even if the taxpayer has another fixed location where such activities could be done if the taxpayer chose

this flexibility is only available to self-employed persons (independent contractors)

?280A(c)(5) imposes a ceiling on amounts otherwise deductible to prevent using it as a tax shelter

the deductions allocable to the home business space are allowable in the current year only to the extent that the gross income from the business use of the space exceeds the sum of: 

(I) deductions allowable even without a business connection that are allocable to such space and 

(ii) deductions incurred in the business but not attributable to the business use of the residence (allowable depreciation, home repairs, and utility costs)

in other words, the allocable home-related deductions that have no connection to the business (such as mortgage interest and property taxes) and the deductions that are related to the home business but have no connection to the home itself are aggregated and taken first against GI from the home business 

- amounts in excess of the ceiling may be carried on indefinitely, but may only be deducted against future income from the home business

?183 may apply to a business operated out of a home

if so, ?280A has priority

thus, the net loss carryover is allowed when ??183 and 280A overlap



Vacation Homes

?280A also applies to deductions attributable to a residence that the taxpayer both occupies for personal purposes and rents to others during the same year (vacation home)

4 sets of rules:

if the residential unit is rented for less than 15 days during the year, the rental income is excluded from GI, and the deductions related to the rental (other than those without regard to business or investment purpose) are disallowed

if the residential unit is rented for more than 14 days and if the home is used for personal purposes in excess of the greater of (a) 14 days or (b) 10% of the rental period, then the deductions allocable to the rental use of the property are subject to the net income limitation of ?280(c)(5) described above in connection with home offices

if the unit is rented for more than 14 days but the taxpayer's personal use is less than 14 days or 10% of rental days, ?280A does not apply, meaning that the taxpayer's personal use is disregarded, and the taxpayer is treated like an ordinary lessor. See ?280A(d)(10

?280A does not apply if the taxpayer's principal residence is rented at a fair rental value for at least 12 consecutive months or for a lesser period that begins during the year and ends with the sale of ther personal residence. See ?280A(d)(4)



Converting Property from Personal to Income-Producing Use and Vice Versa

Rose buys a building for personal residence at 90k and, 5 years later, moves out and converts it to rental property. FMV falls to 70k

Following the conversion, Rose may deduct building expenses under ?? 162 or 212  and depreciation under ?167(a)

Regs. ?? 1.165-9(b)(2) and 1.167(g)-1 deal with these by providing that the building's basis for depreciation and loss purposes is the lesser of

a) the cost of the building at the time of purchase, or

b) the FMV of the building at the time of conversion

the 20k loss in they hypo would be a consumption cost, thus 20k of the original cost basis will not support either depreciation deductions or a loss deduction

however, for the purposes of computing gain on a possible sale, the basis is still 90k to prevent double taxation of those dollars

dual 70k/90k building basis will be further reduced for post-conversion depreciation deductions, which cannot exceed 70k



how do we know whether a property has been converted?

* Newcombe v. Comm'r ? taxpayer put his house up for sale at $70k (less than original cost) and moved out

argued that abandonment + offer to sell marked a conversion to “income production”

government contended that rental required

Tax Court rejected both, but found for government beause

1) the long prior personal use by the taxpayer

2) the property was placed on the market for immediate sale soon after the taxpayer ceased using it as a residence

3) no offers to rent

conversion may be possible if the taxpayer is seeking “to realize a profit representing post-conversion appreciation in the market value of the property”

in the opposite case (investment property to personal residence), conversion has no effect on the building's basis

(appreciation mechanism accounts (crudely) for the conversion

with nondepreciable property, you're pretty much screwed

best hope for applying the same analysis as in Reg. ?1.165-7(b)(4)(iv), which states that a loss sustained with respect to an automobile used 60% for business is 60% allowable



Sorting Out Cause and Effect



United States v. Gilmore ? taxpayer defended title to controlling stock interests in a number of car dealerships

* principle derived ? the characterization, as business or personal, of the litigation costs of resisting a claim depends on “whether or not the claim arises in connection with the taxpayer's profit-seeking activities.”

held: litigation expenses are nondeductible personal outlays

it does not depend on the consequences that might result to the income-producing property from a failure to defeat the claim

- “origin of the claim” test

in subsequent litigation, it was held that the outlays were capital expenditures



B) Dual-Purpose Iems

	

SHS implies a strong prohbition against persona deduction

thus, ?262(a) should be interpreted as, at least, disallowing the deduction of all costs that are principally personal in nature, even where there is a substantial connection to income-producing activity

tax/economic theory ? shouldn't deduct any expenses that would have been incurred anyway, but should deduct any extra expense incurred because of business/investment activity (that would not have otherwise been incurred)



Business-Setting Meals Not Incurred in a Travel or Entertainment Mode

Moss v. Commissioner ? group of lawyers ate at Cafe Angelo every day

nondeductible expense because they were not doing anything they wouldn't have done

lunch was not necessary, even though it did provide some benefits

generally may deduct the cost of your meal if your client's meal is also deductible (Rev. Rul. 63-144, 1963-2 C.B. 129, 235)

?274(n)1 ? limits any otherwise allowable meal (or entertainment) expense deduction to 50% of the cost thereof

also applies to the cost of the taxpayer's meal



2. Work Clothing

positive law: IRS policy is to disallow work clothing costs unless (1) the clothing is of type specifically required as a condition of employment, (2) it is not adaptable to general usage as ordinary clothing, and (3) it is not in fact worn outside of the work setting Rev. Rul. 70-474, 1970-2 C.B. 54

whether clothing is “adaptable to general usage” is determined objectively, not according to to the individual taxpayer's lifestyle and self-image

Transporting Work Tools

Fausner ? SC held that the taxpayer must show the extent to which he incurred tool-transporting expenses in excess of what he would have otherwise incurred in transporting himself

the most direct translation of the “theoretical guideling” (incremental cost) into positive law

IRS took a “hard line” on this issue when it ruled that it would allow a deduction only for that portion of the cost of transporting the work implements that is in excess of the cost of commuting without the work implements by the mode of transportation actually used, even if the taxpayer would have used a less expensive mode of transportation if it had not been necessary to carry the work implements



Travel and Entertainment Expenses

transportation expense ? the direct cost of getting from one place to another, such as air fare or automobile expenses

travel expense ? includes not only transportation expense but also meals, lodging, and other costs, such as laundry, that are “incidental” to travel

moving expense does not overlap

Travel expense always occurs “away from home” and moving expense always occurs with a “change of home”

entertainment expense ? expenditures incurred for entertainment, food and beverages, recreation, or amusement to entertain one or more other persons, such as clients, potential customers, business associates, etc..

include outlays for boats, planes, plays, etc...

meal  ? can encompass food and/or beverages



The Statutory Roadmap for “T&E” Expenses

deductible only to the extent that they satisfy all of the prerequisites of ?162 (or ?212)

“directly connected with or pertaining to the taxpayer's trade or business” or “must bear a reasonable and proximate relation” to the taxpayer's investment activity

?274 must also be consulted

sole purpose is to disallow or reduce T&E deductions otherwise allowable under ??162 or 212

with some exceptions, T&E expenses deductible on an all or nothing basis

? procedural limitation ? all ?274 claims must be substantiated

if not, then it won't be allowed

documentary evidence required for everything > $75



Special Statutory Rules for Travel Expenses

?162(a)(2)

“primary purpose” test to determine whether the transportation expense is deductible on an all or nothing basis Reg. ? 1.162-2(b) and (d)b

though time  spent is important, a trip may still be for a “business purpose” even if most of the time is pleasure

for travel outside of the US ? apportioned ?272(c)... but ?272(c)(2) often makes it inapplicable

other travel expenses only deductible to the extent “directly attributable” to the taxpayer's trade or business

travel expenses of spouses and dependents are generally not deductible

?274(h)(1) makes it difficult to deduct travel expenses outside the North American area unless there is a good reason for holding the meeting in that particular location

no deduction can be taken under ?212 for expenses allocable to an investment-oriented convention, or meeting

even where travel and entertainment are not involved



Away from Home in the Pursuit of a Trade or Business



a. Commuting

Reg. ?1.262-1(b)(5) ? daily commuting expenses are personal (legal conclusion) because method of commuting is a result of both business and personal choices 

Commissioner v. Flowers ? taxpayer lived in Jackson but worked in Mobile

court held that expenses were nondeductible (weren't necessary... personal preference)

established that commuting expenses generally nondeductible (except when away form home in pursuit of a trade or business)

b. Two Business Locations

“tax home” is generally the principal place of business

3 part test to determine “principal place” of business:

1) business time spent at each location

2) total time spent at each location

3) revenue generated from each location

in Andrews, Tax Court  concluded Andrews had two homes and didn't allow him to deduct expenses for being in Florida (since he was never “away” from home

First Circuit reversed, reasoning that the purpose behind the deduction is to ameliorate the cost of duplicate living expenses created by business needs

Rev. Rul. 99-7 ?

1)  taxpayer may deduct daily costs of traveling between her residence and temporary work location outside the metropolitan area where she lives and normally works

2) if a taxpayer has one or more regular work locations away from his residence, he may deduct the daily costs of traveling between his residence and a temporary work location in the same trade or business, regardless of whether the temporary work locations is inside or outside the metropolitan area where he lies and normally works



Itinerant Workers with No Principal Place of Business

Rev. Rul. 75-432

if employee has no identifiable principal place of business, but does maintain a regular place of abode in a real or substantial sense in a particular city from which the taxpayer is sent on temporary assignments, the tax home will be regarded as being that place of abode

different from an itinerant worker with neither a regular place of business nor a regular place of abode

in this case, the home is considered to go along with the worker and nothing is deductible

Henderson v. Commissioner ? 

taxpayer lived in Boise but worked for Disney Ice shows around the country

Held that he had no home

living in Boise was a personal choice

he did not duplicate any living expenses

Rev. Rul. 73-529, 1973-2 C.B. 27 ? 3 factors to consider in determing whether a taxpayer has a tax home or is an itinerant:

1) the business connection to the locale of the claimed home

2) the duplicative nature of the taxpayer's living expenses while traveling and at the claimed home

3) personal attachment to the claimed home

subjective criteria may be considered, but objective financial criteria are usually more significant



d. Temporary vs. Indefinite Stay

if a job is of long enough duration, the taxpayer is expected to move his home to the job location

- a decision not to is considered a persona choice, therefore, cannot deduct anything



e. Sleep-or-Rest Rule for Meals

	

United States v. Correll  ? 

Issue: whether the cost of salesman's breakfasts and lunches were deductible as business travel expenses under ?162(a)(2)

there is a windfall for traveling businessmen

sleep or rest rule ? so as not to discriminate 



Business Entertainment Costs

in the absence of any Code provisions, business entertainment expenses would be deductible if they met the relatively low thesholds of the “ordinary,” “necessary,” and “carrying-on-a-trade-or-business” requirements of ?162(a)

Sutter Rule ? if the expense of entertaining the guest is deductible, the taxpayer's cost of participation is also generally allowed

as well as for people “closely connected” to either the taxpayer or persons entertained

?274 contains a number of disallowance rules

- assuming the activity passes muster under ?162, the deduction will be disallowed by ?274(a)(1)(A) unless the cost either 

(1) directly related test: is “directly related to the active conduct of the taxpayer's trade or business”  OR 

designed to weed out activites undertaken with a mere general expectation of future business benefit

(2) “associated with” test:  both “associated with” the “active conduct of the taxpayer's trade or business” and directly preceeds or follows a “substantial and bona fide business discussion” 

?274(n)(1) ? any business entertainment expenses that have overcome the various hurdles mentioned above can be deducted only to the extent of 50%



Exceptions to ?274

does not affect items that are deductible without regard to their connection to an income-producing activity, namely, mortgage interest, taxes, and casualty losses ?274(f)

employer food and beverages outlays for employees (and related facilities) furnished on the employer's business premises are excluded from all but the 50% reduction rule

recreational facilities for employees who are not shareholders or highly compensated employees are exempted from the ?274 hurdles specific to entertainment (including 50% reduction rule)



Chapter 23 ? THE TAXATION OF FINANCIAL INVESTMENT



Owners tax consequence of a financial instrument revolves around:

1) distinguishing “capital” or “principal” (which are recovered tax-free) from includible “interest” and

2) determining when the owner should include the identified “interest component



Issuer of an instrument: correctly identifying “interest” and when it should be accounted for controls the interest deductions (assuming that the interest is otherwise deductible under ?163)



resolution of both intertwined with “realization”

possibility of a “partial loss” explains the economic and tax treatment of financial instruments (as opposed to property)

realization principle precludes deducting a loss just bc the FMV went down

have to be linked to a final and irretrievable (sustained) economic loss, even though though the taxpayer has not disposed of any part of the asset in a market transaction and even though changes in the asset's FMV are disregarded



A. Conventional Debt Obligations



taxation of debt obligations a function of financial analysis and tax accounting methods



Identifying Principal and Interest

for a debt obligation, we must determine how much of the amount received or accrued by the lender from the borrower is includible in GI

- interest received or accrued is new wealth that is includible under ?61(a)(4)(remember principal is not)

conversely, debtors may be entitled to deduct interest paid or accrued



Timing of Interest Inclusions and Deductions

	

	B. Discount and Premium

Original Issue Discount

Market Discount

 Bond Premium





Annuities



may be acquired

for lump sum

for periodic contributions (including through a qualified plan – then zero basis)

types of annuity K payout arrangments:

fixed payments; defferred annuity?

Variable payments – investment of contributed funds into stocks & investment results dictate payout amount

joint & survivorship annuity?



Taxation of Life Insurance Contracts Before the Insured's Death



Ch. 24 DEPRECIATION



??





income-producing assets that do not produce predetermined cash returns

“widget maker” has no internal capital recovery scheme

so, the tax system must provide an external capital-recovery system that can function in the absence of a contractually specified schedule of receipts

? DEPRECIATION =)



A. Normative Depreciation Under an Income Tax 



why don't depreciation deductions conflict with the realization principle?

Same as last chapter ? the concept of “realized lost”	

“final and irretrievable”, regardless of whether it is produced by a transaction (?165(a))

value of an asset is the sum of the present values of all anticipated future net receipts from the asset (regardless of their classification of basis, principal, gain, or income)

thus, there are four possible causes for a decline in the asset's value:

1) the expected amount of one or more future net receipts (as opposed to the number of such receipts) may decline from earlier estimates;

2) the discount rate may increase so that the present value of the future receipts may turn out to be less than originally expected;

3) the time at which future receipts are anticipated to occur may now appear to be alter than previously estimated; hence, the future receipts have a lower present value; and

4) the number of future receipts declines



the first 3 of these may be canceled out by countervailing changes, and thus losses attributable to them cannot be considered “sustained” losses



4) must irreversibly decrease with the passage of time as receipts are collected, because collected receipts cannot be regenerated or restored

thus, as remaining income-producing life gets shorter, and the number of uncollected future receipts decreases, the aggregate present value of the future uncollected receipts must inevitably decline

since this value is permanent, it's considered sustained

Depreciation, under a tax system with a realization principle, is the method by which “sustained” losses due solely to the passage of time are reckoned

thus, it is necessarily a function of useful life, and the other factors that affect an asset's value are irrelevant

assets without a finite useful life should not be depreciable, because we cannot be sure that there has been any “sustained” loss through use of the asset

so, the market value of property can actually appreciate at the same time that the property depreciates for tax purposes because time is passing

depreciation deductions still justified, because the passage of time remains a “sustained” or irretrievable loss, regardless if the other three factors may have produced a transient value increase



the correct measure of depreciation is obtained in the same manner as basis recovery for financial obligations: by referring to:

1) the number of years comprising an asset's useful life, and

2) the returns to be generated by the asset over its useful life

REFER TO TABLE ON PAGE 681

sustained loss due solely to the fact that the machine is one year closer to the end of its income-producing life

- excess of machine's value of 300k – sum of [71, 945 + 65,404, 59,459, 54,053 (250,861)], which is the aggregate present value at the end of Year 1 (using original 10% discount rate) 



the rate of real economic loss in value of an asset with a finite life and a steady rate of return starts low and increases over time

since it would be hard/impossble to accurately determine the useful lives and rates of returns for millions of assets, Congress developed a rougher mechanical depreciation formula of normatively correct deductions

moreover, they have also started using depreciation formulas that deliver a tax subsidy for the purchase of depreciable assets (Ch. 5)

“larger and sooner” approach accomplished through all or some of the following:

1) allowing some capital expenditures to be “expensed”

2) disregarding “salvage value”

3) positing useful lives shorter than actual average useful lives

4) creating depreciation formulas that provide a down-sloping or level basis recovery 



- 

The most favorable tax possibility would be to allow a deduction (expense) the entire initial outlay in Year 1

this is the result that would occur under a CFC tax

remember that, under certain assumptions, allowing him to expense a capital expenditure produces the same results as never deducting the outlay but then exempting all economic returns from taxpayer's

?179 indeed allows complete expensing of certain capital expenditures, as under a CFC taxpayer's

in fact, investors may obtain even better tax treatment than under a CFC

- borrowed money

1) exclude the 300k in borrowed money but

2) nevertheless deduct the 300k investment, created a 300k loss that could offset income from other sources

tax arbitrage





B) What is Depreciable? 

?167(a) is the provision that actually authorizes depreciation deductions

Two requirements must be satisfied:

1) the property must be used in a trade or business or held for the production of income, and

2) the property must be subject to “exhaustion, wear and tear.”



Simon v. Commisioner ? they tried to claim a depreciation deduction for Tourte bows

what does “wear and tear” mean?

Holding ? they should be able to deduct it



Depreciation of Tangible Assets Under the Code



IRC prescribes the depreciation rules that are employed for tax purposes

these rules apply without regard to

1) whether the taxpayer uses cash or accrual accounting

2) the way in which the taxpayer computes depreciation for financial accounting purposes, and

3) the actual or expected revenue to be derived from the asset in question



In most cases, the details of the depreciation deduction are provided by ?168, which applies only to tangible property placed in service after 1980

pre-1981 system not only provided a slower recovery than under ?168; it also allowed depreciation of only the amount of basis in excess of salvage value

amortization and depreciation deductions cannot exceed the taxpayer's basis in the asset (as they are deductions of the basis created when the asset was originally acquired and the purchase outlay was categorized as a nondeductible capital expenditure



if an item is depreciable, there are eight steps that the taxpayer must follow:

1) determine the initial total depreciable amount (the entire basis, since salvage value is ignored under ?168(b)(4)

2) determine whether ?179 applies to allow a portion of the depreciable amount to be “expensed” in Year 1

3) determine whether ?168(k) applies to allow a portion of the remaining depreciable amount to also be “expensed” in Year 1

4) with respect to any remaining depreciable amount (after applying ??179 and 168(k)(1)(B)), determine the classification of the property under ?168(e)

5) ascertain the recovery period under ?168(c)

6) determine the method of depreciation under ?168(b)

7) ascertain the applicable convention under ?168(d) regarding when the asset is deemed to be placed in service during the acquisition year and, if the property is disposed of prior to being fully depreciated, when the asset is deemed to be taken out of service in disposition year; and

8) determine whether the otherwise allowable deductions under ??179 and 168 are reduced under ?280F



usually, steps 5, 6, and 7 are  combined through the use of depreciation tables published by the IRS





Section 179 Deductions



allows a taxpayer to deduct immediately (expense) up to $25k of the aggregate cost of all tangible business personal property placed into service that year

aimed at small businesses

cannot apply to investment property or to business intangible property or real property

any amount deducted here reduces the taxpayer's cost basis in the particular asset for purposes of computing depreciation under ?168

thus, the effect is to accelerate into Year 1 what would otherwise be deductible later under ?168

it does not change the total amount of deductions (I.e. ?? 168 and 179 deductions cannot add up to exceed 100% of basis)

if the property is converted into personal/investment use later, all or part of the deduction may be recaptured



Section 168(k) Deduction

30% of “qualified property” purchased after 9-10-01 and before 1-1-05 to be deducted in the year of acquisition

- unlike ?179, there is no phase-out for large businesses

“qualified property” generally means ?168 property with a recovery period of 20 years or less

as with 179, reduces the TP's cost basis in the particular asset for purposes of computing “regular” depreciation under ?168(a)



Section 168(a) Deduction for Tangible Personal Property

must determine the “classification”, “recovery period”, applicable “depreciation method”, and applicable “convention” under ?168(d) in order to compute the allowable Year-1 “regular” depreciation with respect to the remaining 100k of basis not deducted under ??179 and 168(k)



possible classifications: 3 year, 5 year, 7 year, 10 year, 15 year, or 20 year

IRS has the job of categorizing most tangible property



Section 168(a) Deduction for Real Property

depreciable real property is not eligible for the ?179 deductions

moreover, bc it has a recovery period of >20 years, it is also not eligible for the ?168(k) deduction

so, only ?168(a) “regular” depreciation is at issue

either “residential rental property” or “nonresidential real property”

recovery periods of either 27.5 (residential rental) or 39 years (nonresidential rental)

straight-line method of depreciation



Section 280F Limitations

defers and limits ?179 deductions and ?168 depreciation with respect to autos and certain other tangible personal property used in business

reduced deduction is further reduced by the personal-use percentage

deductions may be further reduced under ?280F(b)(1)



Effect of Depreciation on Basis



Amortization of Intangibles



bleh..







Chapter 25: THE DISPOSITION OF A PART OF THE WHOLE



?



parts lost not simply due to the passage of time, but “disposed of” as

tangible parts that can be physically identified or

parts that represent temporal portions of the property, such as a term for years or a remainder interest



A. Disposition of Physical Components



analogous to inventories (chapter2) and subdivisions of real property (chapter15)



Disposition of an Aggregate of Assets

a sale of real property may actually be a sale of an aggregation of separate assets as opposed to one single item:

land

buildings

any mineral rights

these rights may be sold separately, but even if sold as one, the sale consideration must be allocated among the various assets in proportion to their respective FMVs at the time of the sale

seller computes ?1001  gain or loss, and determines its character, with respect to each asset

the buyer takes a separate cost basis in each asset, which can be recovered (if at all) according to the proper basis recover mechanism for that type of asset

in the case of persona-use (residential or recreational) property, this allocation can be waived, and the aggregate basis can be offset against the total amount realized, because no component is depreciable and the character of the gain or loss realized one each component would be the same



same analysis for the sale of a going businesses

for both the seller and buyer, any excess of the total purchase price over the aggregate value of identifiable assets must be allocated to assets called “Goodwill” and “Going-Concern Value” ?1060(a)

results are binding on the parties, even if the buyer and seller agree to a different allocation

buyer will get a basis in the purchased Goodwill and Going-Concern Value and the regulations thereunder

under ?197, buyer can usually amortize this over 15 years 

the seller, by contrast, will rarely have a basis in self-created Goodwill or Going-Concern Value because he will have capitalized the costs of creating these assets into other assets (trademarks) or will have currently deducted these costs under ?162 (advertising, employee training,...)

thus, the seller of a going concern will typically recognize gain equal to the entire amount of the purchase price allocated to Goodwill

covenant not to compete: consideration allocated is ordinary income for the seller, wit ho basis offset, and is amortizable ratably (straight-line) by the buyer over a period of 15 years (regardless of covenant's time frame)



sellers always prefer to allocate purchase consideration in sales K's to Goodwill rather than to a Covenant Not To Compete in order to generate capital gain instead of ordinary income

buyers are indifferent to the calculation, since they are all amortizable over 15 years (?197)



sale of a business different from a sale of an ownership interest in a business entity

a sale of a stock in a corporation is considered to be a sale of stock (single asset), not a sale of proportionate interest in the corporations underlying assets

sale of a partnership interest is treated quite differently

- viewed not as an entity separate from its owners but rather as an aggregate of direct co-owners of the partnership's assets

treated as the sale of the partner's share in certain ordinary income assets of the partnership (generating ordinary income)

difference b/w any remaining consideration and any remaining basis in the partnership interest produces capital gain or loss



Depletion of Natural Deposits



basis recovery with respect to natural deposits is called “cost depletion”

?611 ? a given natural deposit is assumed to be of a uniform grade or quality

TP's basis in the deposit is recoverable through cost depletion in proportion to the amount extracted or harvested each year as follows:



cost depletion for year = quantity extracted in current year/ total quantity in deposit at beginning of current year x adjusted basis in deposit (reduced for prior depletion)



cost depletion ceases once the entire cost of the deposit has been deducted (I.e. when AB becomes 0)



in certain cases, the TP may take “percentage depletion” under ?613 or ?613A in lieu of cost depletion

deduction is an amount not to exceed a specified percentage (50%, 60%, or 100%) of current taxable income (disregarding depletion), equal to the applicable percentage of the net” gross income from the deposit

not available for oil and gas, timber, water, and minerals from inexhaustible resources

% depletion is not keyed to basis, thus it isn't a true basis recovery system

it can be taken even after basis reaches zero

such “excess” depletion, though, is subject to the AMT



Recoveries for Unidentifiable Portions of the Whole

-if a private party/government impinges on the property rights of a taxpayer, he may have a loss deduction under ?165 if the loss is not compensated 



if it is compenstated, the amount of recovery treated as an “amount realized” under ?1001 on the “disposition” of property, although all or some of the gain may go unrecognized under ?1033

in either case, the TP must ascertain the basis of what was lost in order to determine the tax consequences of the transactions

may be difficult



B. Transactions Involving Temporal Interests



Carve Out Sales



Hort v. Commissioner ? TP received payments from lessor to cancel a lease

it was less than the present value of the unmatured payments

he tried to deduct it as a loss

court said no

nor was it a return of capital



advance rents are treated as ordinary gross income to the lessor with no basis offset apart from the annual depreciation deduction for the building

even if using accrual method



Basis of Temporal Interests

determination of basis in a temporal interest in property and how such basis can be used to generate tax benefits



	a. Purchased temporal interests

if it's initially purchased, the basis thereof is initially its cost

if a purchased life estate or term of years is currently producing income, the purchaser can amortize the cost of the interest over its expected life, because the interest is a wasting investment asset

a purchased remainder interest is not a wasting asset prior to the time it vests or comes into possession

in fact, it increases in value with the passage of time

this passage of time gain is not included in GI under the OID rules

if a purchased contingent remainder fails or is extinguished by reason of not satisfying the requisite conditions, the TP's unamortized basis can be taken as a loss deduction under ?165(c)(2)



b. Retained Interests



Interests owned by related parties

?167(e) provides that a current interest cannot be amortized if the terminal interest is held by a related person





interests obtained by gratuitous transfer

calculating the basis of life or term interests acquired by gratuitous transfer is pointless because the holder cannot obtain any tax benefit from the basis



Chapter 26: CAPITAL GAINS AND LOSSES 



“net capital gain” enjoys favorable tax treatment through a lower tax rate under ?1(h)

capital losses are unfavorably treated through deduction restrictions in ??1211 and 1212 that do not apply to ordinary losses 



A. Excess Capital Losses and Net Capital Gain



Excess capital losses are treated unfavorably, whereas “net capital gains” are subject to reduced tax rates

Excess Capital Losses

describes what happens when a TP has losses allowable as deductions under ?165 but that are greater than the includible capital gains for the year

no gains

only question is the extent to which the TP's losses are deductible

the aggregate of a TP's capital losses that are otherwise deductible under ?165 for a particular year can be deducted only to the extent of that year's aggregate capital gains

additionally, individuals may deduct any excess capital losses against ordinary income for the year, but only to the extent of $3,000 ($1,500 for a married person filing separately) ?1211

individuals may carry this forward indefinitely (corps get 5/back 3)

carryover remains the same character as the loss in year 1

deducted capital losses of individuals are taken “above the line”

of the carryover, deduct the short-term losses first, so the longterm is carried over first, then short term

?1211 ? essentially a deferral provision to prevent from “cherry picking” by selecting to realize certain losses while leaving some gains unrealized 



Net Capital Gain



TP who has more capital gains than losses can fully deduct against the gains

TP's in this position are the only one who can possible have “net capital gain” ? a favored class of income that is subject to various special low tax rates under ?1(h) in the case of individuals

to determine whether “net capital gain” exists ? deduct net longterm gains and losses and short-term gains and losses

?1222(11) ? net capital gain is the excess of “net longterm capital gain” over “net shortterm capital loss”

thus, the primary ingredient to determine “NCG” is long-term gain 

B. Depreciation Recapture and ?1231



property that has been depreicated, non-depreciable real property used in a trade or business, and business or investment property that is “involuntarily converted” are subject to special characterization regimes under ??1245, 1250, and 1231

Depreciation Recapture

tax depreciation is typically faster than economic loss in value, thereby resulting in gain if the asset is sold for its higher FMV

?1016(a)(2) basis adjustment for depreciation ensures that, if the time value of money is ignored, the amount of gain realized under ?1001 will precisely correct for the amount of “excessive” depreciation deductions taken with respect to that property

would be longterm gain but for ?1245 ? ensures that all gain equal to prior deprectiation gains be treated as “ordinary gains”

ordinary gain produced by ?1245 (and ?1250) is called depreciation recapture

?1250 ->  the amount of ?1250 depreciation recapture equals the excess of depreciation deductions actually taken with respect to the property over what would have been deducted if the property had been depreciated using the straight-line method of depreciation  





Section 1231

?1231 gain is first recaptured according to ?1245

but if it exceeds that, ?1231 allows it to be a longterm capital gain

but if a loss, it's just ordinary

best of both worlds 

generally only applicable to business real property



?1245 ? has largely displaced ?1231 with respect to gains from depreciable business personal property's

?1231  is most relevant in connection with business real property 



Capital Asset

The “Inventory” or “Dealer Property” Exception

?1221(a)(1) ? property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or businesses is not a capital asset 



Byram v. United States

holding: Byram was not engaged in the “real estate” business, so the property he sold was a capital asset

Winthrop Factors:

1) The nature and purpose of the acquisition of the property and the duration of the ownership

2) the extent and nature of the TP's efforts 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 

7) the time and effort the taxpayer habitually devoted to the sales 



frequency and substantiability of sales is the most important facto

dealers v. traders



Hedging Transactions



Corn Products Refining Co. v. Comm'r ? futures K's were not capital assets bc the K purchases and sales were “an integral part of its manufacturing business”

Reg. ?1.1221-2 ? sales or exchanges in “hedging tansactions” produce ordinary income and loss, but only if the hedge is identified as such by the TP on the date acquired

identification requirement locks in the TP's treatment of the gains and losses 

?1221(a)(7) ? codified that

The Arrowsmith Doctrine 

Arrowsmith v. Commissioner ? judgment rendered after the liquidation of a corporation is a capital loss because the gain from the disposition was qualified as capital

Arrowsmith Doctrine: prior inclusion events can affect the “character” of a current deduction if the inclusion and deduction are transactionally related 


