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The BIG Picture
    Gross Income

– Certain deductions (§62)

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

Adjusted Gross Income (AGI) (§62)

– Personal exemptions (§151)


– Greater of (Standard deduction [§63] | Itemized deductions [§67])


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



Taxable Income

Definitions
· Arbitrage: Risk-free profit.

· Alimony: Payments to support spouse.

· Assumption of mortgage: Buyer assumes responsibility to pay mortgage.

· Amortization: Depreciation of intangible assets.

· Boot: Property received that must be recognized.

· Capital: Taxpayer’s unrecovered economic investment in property.

· Capital asset: all assets except those mentioned in §1221. Examples of non-capital (ordinary) assets:

· Inventory.

· Business property (goods) subject to depreciation.

· Capital Expenditure: Purchase of asset which yields a return for longer than the taxable year. 

· Asset whose useful life extends substantially beyond taxable year.

· Capitalization: Treating outlay as capital expenditure (as opposed to expense).

· Capture: Tax cut doesn’t benefit intended group.

· Charity: religious, scientific, literary, artistic, educational institution.

· Demand loan: must be repaid on lender’s demand.

· So interest rate will likely be lower than market rate.

· Depreciation: Deducting proportionally over time.

· DOI: Discharge of Indebtedness.

· Gain: amount realized – adjusted basis (§1001(a)).

· Gift: detached & disinterested generosity.

· Income: Income from whatever source derived (§61).

· Marginal Tax rate: Rate of tax for taxpayer’s last dollar earned.

· Non-recourse debt: Debt which is secured by property.
· So not personally liable.
· Realization: Time at which gain/loss occurs.

· Promissory note is same as cash for realization purposes.

· Recognition: Time at which gain/loss is taxed (included/deducted).

· Recourse debt: Debt for which one is personally liable.

· Strike price: Price which a call/put option locks in.

· Subject to mortgage: For tax purposes, buyer has responsibility to pay mortgage (so same as assumption of mortgage).

· Worthless debt: Debt that’s not going to be paid.

Tax Philosophy

· Haig-Simons defn. of income:

· Income for the period = wealth at end of period – wealth at beginning of period + consumption for the period.

· Ip = (Wep – Wbp) + Cp
· Consumption = ability to consume.

· Income for the period = Net change in value of assets + receipts – business expenses for period.

· Ip = Net ( in value of assets + Receipts – Bp
· Allows deductions only for business & investment expenses.

· Doesn’t require transaction for income to be taxable.

· Fairness norms:

· Horizontal equity: people in same situation must be taxed same.

· Vertical equity: people situated differently must be taxed differently.

· 4 methods to implement:

· Head tax: Equal sacrifice – everyone pays same tax.

· Benefit principle: Each pays in proportion to benefit he receives.

· Standard of Living: Consumption tax.

· Ability to pay: each pays what he can.

· Efficiency norms:

· Neutrality: Tax must not encourage or discourage behavior.

· Kaldor-Hicks Efficiency: overall benefit 
· Overall increase in utils i.e. majority happy, then efficient. 
· (((( = efficient.

· Administrative practicality norms.

· Economic effects: does the intended taxpayer benefit, or is benefit stolen by another class of taxpayers.

· Standard of living norms.

· Utility taxation:

· Tax each person according to the number of utils he possesses.

· Minimum aggregate sacrifice norm: 

· Just tax the richest oke.

· Majority of the population will be happy that way.

· Equal sacrifice norm:

· Consider how many utils one taxed dollar is worth to each person. 

· Those who earn less obtain more utils per taxed dollar.

· Now tax each person for the same amount whereby

utils ( dollars = constant i.e. same for everyone.

· Progressive Income Tax System: step-wize tax system i.e. any system that has more than 1 tax bracket.

· The richer you are, the more you pay.

Miscellaneous

· FMV = Fair Market Value.

· Ordinary income (gain) v. Capital gain
· Capital is better coz lower tax rate.

· Ordinary loss v. Capital loss
· Ordinary is better coz deducts from ordinary gain (which is taxed higher than capital).

· Sources of law:

· Treasury regulations: have full effect of law. Courts must follow them (Chevron).

· Revenue rulings: Influential only – not binding.

· Courts:

· Tax Court:

· Don’t have to pay tax til resolved.

· Appeal lies in circuit court of circuit where tax court is located.

· U.S. District Court: 

· Pay first – get refund.

· Appeal to circuit court.

· U.S. Court of Federal Claims:

· Pay first – get refund later.

· Appeal to U.S. court of appeals for Federal Circuit.

· Time-value of money:

· Better to defer paying tax.

· Better to claim deductions immediately.

· To determine your amount of tax (§1 – tax imposed):

1. Determine your filing status (Head, married etc).

2. Determine your income.

Other Tax Systems

· Cash Flow Consumption Tax:

· Tax right to consume at end of period.

· Allows deductions for business expenses & investments.

· Wage Tax:

· Tax wages only, but at beginning of period.

· Consumption Tax = Wage Tax.

Let x = wages; i = interest rate; t =tax rate. Let k = amount taxpayer keeps. Let at = amount of tax to be paid.

Under consumption tax (earn interest first, then it’s taxed): 

at = (x + ix)t 

k1 = (x + ix) – (x + ix)t

{(x + ix) – at} 
   = x + ix – xt – ixt

Under wage tax (pay tax first, then earn interest):

at = xt 

k2 = (x – xt) + (x – xt)i 

{(x – xt) (x + ix) – at}
   = x –  xt + ix – ixt


k1 = k2

· Consumption Tax v. Income Tax:
· Consumption tax favors rich (coz allows deduction for investment).
Rules

· Income = Income from whatever source derived (§61). 

· Income = accessions to wealth over which taxpayer has complete control (Glenshaw Glass). Examples:

· Damages won from law suit:

· Test = why damages awarded?
· Punitive damages = income.

· Damages for lost profits = income (Raytheon).

· Damages for emotional distress = income.

· Injury damages ≠ income (return of capital).

· Damages for ruining goodwill (reputation) are NOT income (return of capital).

· Compensatory damages ≠ income.

· If damages not broken up, look to pleadings.

· If find money hidden in piano = income:

· Ordinary gain (includable).

· Recognized when found.

· Employer pays your taxes = income (Old Colony).

· Services trade: Lawyer provides legal services to painter in exchange for painting the house. Each has income = FMV of services they receive.

· Interest, rent, dividends, pensions etc. (§61).

· Free samples = income (headmaster got free textbooks to see if suitable for school #income – Haverly).

· Reacquisition of property (§1038): If lessee improves land leased to him, lessor must recognize gain when lease ends.

· Movie theatre case – M.E. Blatt.

· New building during lease – Bruun. 

· Employer sends you on business trip = NOT income, coz no control (Gotcher).
· BUT income for wife, unless she helps with business.

· Definition of income is broad – so exclusions are interpreted narrowly i.e. must be specific statute saying excluded.

· Imputed income ≠ income
· Services performed for oneself do NOT generate income.

· Loans have NO effect on income of borrower or provider.

· Accrual at face approach: Loans are not income, coz immediately offset by obligation to repay.

· Borrower has no gain.

· Lender has no loss.

· But interest on loans is income for provider (consumption for borrower).

· Interest is ordinary income.

· Provider cannot claim loss for loaned amount.

· Compensation for services = ordinary income (gain).

· Gain = amount realized – adjusted basis (§1001(a)).

· Losses (§165):

· Types of losses deductible (if insurance doesn’t compensate):

· Business.

· Investment.

· Casualty | theft.

· Personal losses NOT deductible.

· Unless due to casualty/fire (§165(c)).

· So, NO deduction for loss on sale of personal property.

· Gambling losses (§165(d)):
· Only deductible to extent of winnings.
· I.e. can’t deduct more than you have to include in income from winning.
· No carryover for gambling losses.
· Hobby losses (§183):
· Hobby = activity not engaged in for profit.
· Deductions: 
1. Can deduct for hobby expenses that would ordinarily be deductible (regardless of profit motive).

2. Can deduct for hobby expenses which would only be deductible if business expenses (or for production of income), but only to extent that:

Hobby expenses ≤ income from hobby – ordinarily deductible hobby expenses.
· Example:

Gross income from hobby = $100.

Ordinarily allowable deductions (hobby expenses)= $60.

Hobby supplies & utilities = $200.

Max. deductible hobby loss = $100 (hobby income) – $60 = $40.

So, only $40 of $200 business hobby expenses are deductible.

· Capital gains | losses occur only from transactions (sales) involving capital assets.

· Capital asset: all assets except those mentioned in §1221. Examples of non-capital (ordinary) assets:

· Inventory.

· Business property (goods) subject to depreciation.

· Above the line deductions (deductions FOR AGI §62):

· Trade & business deductions.

· Depreciation is above the line.

· Losses from sale or exchange of property.

· Expenses for production of income (§212).

· Alimony (§215).

· Moving expenses (§217).

· Interest on education loans (§221).

· Education expenses (§222).

· Itemized Deductions: Everything not mentioned above and that is not a personal exemption is an itemized deduction.

· Capital expenditures are NOT deductible (§263).

· Can be depreciated (if for business purposes). 

Examples:

· Pre-paid insurance is capital expenditure (Boylston).

· Business expenses (§162): 

· See capital expenditure v. business expense.

· Business expenses are above the line (for AGI).

· Business expenses are deductible if ordinary & necessary in carrying on business.

· ‘Business’ test: 
· For activity to constitute business:
1. Activity must be regular & continuous AND

2. Primary purpose of activity must be for profit.

· Expectation of profit must be in good faith.

· Need not be reasonable expectation of profit.

· 3 of 5 rule: If activity makes a profit for 3 out of 5 years prior to year in question, activity is presumed to be for profit.

· If activity involves horses, it’s 2 out 7 years.

· Gambling is business (Groetzinger – professional gambler’s losses = business expenses).
· Fields: Lawyer & part time farmer #farming business.
· Definition of business is intended to be broad.
· ‘Ordinary’ test: Outlay is ordinary if it is common practice in business industry.
· Outlays for reputation & goodwill ≠ ordinary (Welch – paid unenforceable debts to improve reputation = capital expenditure).
· Business expenses include:
· Salaries.
· Traveling expenses – see below.
· Rentals.
· Repairs (not improvements – see below).
· Job seeking expenses: 
· Same skills test: Job seeking expenses are deductible if no new skills are required.
· Primuth – CEO used employment agency to find new job #business expense.
· Traveling expenses (& Meals):
· Traveling expenses are deductible if:
1. Reasonable & necessary AND

2. Incurred while away from home AND

3. Primary purpose of travel is for business.

· Flowers: had main office in Alabama #traveling to Texas office = pleasure purpose.

· Travel expenses include:
· Meals &
· Lodging.
· Home: Tax home is where your principal place of business is.
· 3 factors determine tax home:
1. Business connection to claimed home.

2. Duplication of expenses while at home.

3. Personal attachment to claimed home.

· Henderson: Disney tour guy #no tax home, so no travel expenses.
· ‘Away’ from home:
· Sleep or rest rule: Travel is only away from home if the trip requires sleep or rest.
· No sleep nor rest ( no deduction.
· Commuting ≠ traveling.
· NO deduction for travel expenses of wife & dependents.
· Political expenditures ≠ business expenses.
· Startup expenditures ≠ business expenses (see below).
· Capital expenditure v. business expense:

· Repair v. Improvement: 

· If outlay improves property (improvement), it’s a capital expenditure (§263).

· If outlay is a repair (keeps property in operating condition), it’s a business expense.

· Repairs are deductible; improvements are not.

· Improvement = life of asset extended beyond useful life as of creation of asset.

· Rent = capital expenditure.

· Hiring independent contractor = capital expenditure.

· Start-up expenditures (§195): Not deductible (like capital expenditures) but can be depreciated over 60 months after starting business.

· Business investigation costs are capital expenditures.

· Not yet “in” the business.

· But depreciable after you hire/start…

· Failed/aborted business ventures = capital expenditures.

· Drilling: exception – deductible (§263(c)).

· Litigation costs: 
· Origin of claim test: If origin of claim is taxpayer’s profit seeking activities (§212) or business activities, then litigation costs are deductible.
· Gilmore: Divorce case, wife wanted bus. assets
· If origin of claim is acquisition, then costs of litigation are included in costs of asset (litigation costs treated as capital expenditure, just like asset) – Woodward.
· Reputation & Goodwill = capital expenditure (see above).
· Production of income expenses (§212): 

· 2% AGI FLOOR: Deduction only allowable to extent that costs exceed 2% of AGI. 

· Coz miscellaneous deduction.

· Expense is deductible if for:

1. Production | collection of income OR

2. Management | maintenance of property used for production of income.

3. Determining | collecting tax.

· Litigation costs: NOT deductible for production of income 

· Else all litigation costs would be deductible.

· Tax planning expenses are deductible (determining tax).

· If consult lawyer or accountant for tax advice, it’s deductible. 

· Deduction is NOT allowed for corporations.

· State taxes can be deducted (see my notes pg. 26).

· Depreciation (§167):

· Depreciation = Deducting proportionally over time.

· When depreciation occurs, basis decreases i.e.:

· Depreciation ( basis ↓
· Only capital expenditures are depreciated.

· 12 month rule: If asset’s useful life is less than 12 months, it’s NOT a capital expenditure (so can be deducted instead of depreciated).

· Asset is only depreciable if: 

1. It’s a business asset | property for production of income AND

2. Asset is subject to wear & tear (exhaustion).

· If can’t determine useful life of asset → can’t depreciate asset.

· May happen if asset lasts forever e.g. collector’s item.

· To do a depreciation calculation must determine (§168):

1. Basis.

· Whole basis is depreciable.

· Assumes zero salvage value.

· 50% Bonus: If recovery period < 20 years, can deduct 50% of basis in 1st year.

· Then new basis = old basis – 50% of old basis.

· And you deduct as ordinarily would (including for 1st year) using new basis.

· $100,000 bonus (§179 election): Can deduct a total of $100,000 from the basis of capital assets bought in the year. 

· The new basis of an asset is reduced by the amount deducted.

· $400,000 ceiling: The $100,000 bonus deduction is reduced if the 

cost of assets > $400,000





by the amount exceeding $400,000.

· Income ceiling: The amount of the bonus can also not exceed your taxable income for the year.

2. Classification.

	Classification
	Useful life of property

	3 year
	Life ≤ 4 years

	5 year
	4 < life < 10 years

	7 year
	10 ≤ life < 16 years

	10 year
	16 ≤ life < 20 years

	15 year
	20 ≤ life < 25 years

	20 year
	25 ≤ life


3. Recovery period.

· Residential real property: 27.5 years.

· Non-residential real property: 39 years.

· All other property:

· Recovery period = classification period.

4. Depreciation method.

· Straight line method applies to:

· All real property.

· Any property that taxpayer elects.

· Straight line method:

· Just divide the value of property by the number of years and make equal payments each year.

· In 1st year, multiply amount by the fraction of the year for which you had the thing.

5. Depreciation convention.

· All real property uses mid-month convention.

· Mid-month: Property is deemed to be placed in service at the mid-point of the month in which it is acquired.

· All other property uses half-year convention.

· Half-year: Property is deemed to be placed in service at the mid-point of the year in which it is acquired.

· Things that are NOT depreciable:

· Personal assets CANNOT be depreciated.

· Land CANNOT be depreciated.

· Stock CANNOT be depreciated.

· Tangible assets depreciate.

· Intangible assets are amortized.

· Depreciation increases in later years (see pg. 33 of my notes).

· Depletion of minerals:

· If land contains minerals which are depleted, can deduct:
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· Amortization (§197):

· Job creation act: Taxpayer can elect to deduct up to $5000 immediately, and amortize the rest (reduced basis) over 15 year period. 

· Can amortize (depreciate) intangible business (or §212) property.

· Exception: NO amortization for self-created intangibles.

· If business created it, NO amortization.

· Must be acquired.

· IP rights, licenses & records are exceptions (amortizable). 

· 15 year period: Period of amortization = 15 years, beginning with the month in which the intangible is acquired.

· Even if the intangible’s useful life is < 15 years, can only depreciate over 15 year period.

· Intangibles include:

· Goodwill.

· Covenants not to compete.

· Databases & business records (information).

· IP property: Patents, copyrights, trademarks.

· Licenses.

· Start-up expenditures: Amortized over 12 year period (60 months).

· Gifts (§102):

· Gift = detached & disinterested generosity.

· Gifts are NOT gross income i.e. excludable for donee (receiver).

· Exceptions:
· If gift is property, income from property is includable.

· If gift is income from property, it’s includable.

· Employee gifts: includable (coz compensation – NOT gift).

· Gifts are NOT deductible for donor.

· If there’s a quid pro quo ( NO gift.

· I.e. if expectation of economic value ( NOT gift.

· If there’s expectation of receiving economic value from giving the gift, it’s not a gift.

· Examples:

· Business owner gave Cadillac to owner of 2nd business for sending clients – NOT gift (Duberstein).

· Customers gave tips to dealers at casino – NOT gift (Olk).

· Basis for donee (§1015):

· Donee basis = donor’s basis (donee assumes donor’s basis).

· Exception: If FMV of property at time of gift < donor’s basis

AND


Donee sells at a loss (less than FMV)


i.e. sale price < FMV < donor’s basis 


THEN donee basis = FMV at time of gift.

· So better to sell first and then give gift, if making a loss (coz can recognize loss = donor basis – sale price instead of loss = FMV – sale price).

· If FMV < sale price < donor’s basis, then no loss or gain recognized (sale is a non-event).

· If gift given upon death, donee basis = FMV (§1014).

· Prizes (§74):

· Prizes & awards are includable in gross income.

· Prizes & awards include:

· Prizes from contests.

· Radio & tv promotions & games.

· Employee prizes.

· Charity exception: Prize is excludable if donated to a charity (literary, scientific etc. – see charity) provided:

· Passive recipient: charity selected without it having to do anything.

AND

· Charity not required to render future services in return.

· Employee achievement awards: excludable for employee up to the amount that employer may exclude for giving award.

· Scholarships (§117):

· Scholarships for education are excludable.

· BUT money must be spent on tuition, books fees or supplies.

· If not spent on education, NOT excludable.

· Doesn’t include room & board (not excludable).

· Exception: Scholarship NOT excludable if student must perform services in return. e.g. work, teaching, research etc.

· Athletic scholarships generally includable – student must perform services (play sport).

· Insurance:

· Life insurance:

· If policy is bought from someone else, basis = selling price + premium payments. 

· Else, no basis.

· Employee excludes premiums paid by employer.

· Health Insurance:

· Same as life insurance.

· Property Insurance:

· Premium payments NOT excludable.

· Substance over form: If the substance of the payment is taxable, it’s taxable even if the form (physical conduct) is not taxable.

· Meals & Lodging (§119):

· Meals: Employee can exclude meals provided by employer if:

1. Meals provided for convenience of employer AND

2. Meals provided on business premises.

· Exception: If employer gives money for meals, money is includable (Kowalski).

· 50% rule: If meals on premises and more than 50% of ppl there are for employer’s convenience, other employees can also exclude cost of meal.

· Lodging: Employee can exclude lodging provided by employer if: 

1. Meals provided for convenience of employer AND

2. Meals provided on business premises.

3. Employee is required to accept lodging as condition of employment.

· Convenience of employer test: Must be a substantial non-compensatory business reason for supplying meals | lodging.

· Morale & goodwill don’t satisfy convenience of employer test.
· Business premises: Where employee works (nearby doesn’t cut it).

· Summary:

	§ 119
	Meals
	Lodging

	Convenience of employer
	(
	(

	Business premises
	(
	(

	Required for employment
	(
	(


If all the (s are present, it’s excludable under §119. 

· Fringe Benefits (§132): 

· Employee can exclude fringe benefits from income if fits 1 of 6 types. 

· Amount excludable = FMV of benefit – amount employee pays for benefit. 

· 6 types:

1. No-additional-cost service: Services offered to employee at discount, where employer incurs no additional cost. 

· Service must not cost employer extra.

· Service must be in employer’s line of business.

· Must be a service.

· Example: Free seats on airplane (would be empty otherwise).

· Benefit applies to spouse & children.

· Benefit only excludable if no discrimination.

· e.g. not for highest paid employees only.

2. Employee discount: Can offer discount on property OR services.

· Property | services must be in employer’s line of business.

· Property discount cannot exceed gross profit percentage.
Gross Profit Percentage (GPP) = 
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Example: If total sales for month = $100 & total cost of 

inventory = $65, then:

GPP = 
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So discount to employee must be ≤ 35%. (Total may be replaced by average).

· Services discount must be ≤ 20%.

· Discount applies to spouse & children.

· Benefit only excludable if no discrimination.

3. Working condition fringe: Benefit to employee, that had he paid for it, it would have been excludable | depreciable as a business expense.

· Example: Employer buys you stationery (excludable).

4. De minimis fringe: Small Goods | services benefits difficult to keep track of.

· Example: once-off meal, opera ticket etc.

· Season tickets are NOT de minimis.

5. Transportation fringe: Following are excludable:

· Transit pass (bus tickets for a year).

· Parking.

6. Moving expenses fringe: Can exclude amount paid to employee for moving expenses under §217 (see – moving expenses).

· Rebates & Refunds:

· Suspended deduction approach: 

· Defer deduction until you know you’re going to get $ back.

· Independent receipt approach:

· Deduct when pay, but when reimbursed, it’s gross income.

· If can’t deduct it, then exclude recovery when paid.

· If high probability of refund (e.g. insurance), can’t deduct immediately.

· Better for taxpayer than suspended deduction.

· Rebate = reduction in basis (as if bought for less – no deduction).

· If overpay taxes, refund ≠ income (as if you loaned     govt. $) – Clark.

· Medical expenses (§213):

· 7.5% AGI FLOOR: Medical expenses only deductible to the extent that they exceed 7.5% of AGI.

· Expenses include those for spouse & dependents.

· Medical expenses = diagnosis, cure, relief, treatment  + transportation & lodging while seeking care.

· Cosmetic surgery ≠ medical expense.

· Unless deformity caused by injury | disease.

· Special equipment | modification to residence needed for treatment = med. Expense.

· If residence modification is improvement, then 

Med. expense = cost – increase in value of property.

· Emotional distress = medical expense.

· SEE CHART PG 112 OF EMANUALS!!!!!
· Medical insurance:

· If insurance pays back in a later taxable year, can only exclude the reimbursement up to 7.5% of AGI.

· Coz couldn’t claim a deduction for this amount of medical expenses.

· Everything above 7.5% of AGI is included.

· Summary: 3 steps:

1. Determine loss:

a. If insurance: subtract recovery from insurance.

b. If improvement: subtract increase in property value.

2. Subtract 7.5% AGI.

· Principal Residence (§121):

· If taxpayer has used house as principal residence for 2 or more of the 5 years preceding sale, then can exclude gain up to $250,000.

· If married, can exclude up to $500,000. 

· Can only do this once every 2 years.

· If house used partly for business, only gain attributable to residence part can be excluded.

· Principal residence: place you live.

· Can be non-traditional e.g. houseboat | stock in co-op.

· Injury  & sickness compensation (§104):

· If NO deduction was already claimed under §213, then: compensation for personal physical injury/sickness is excludable.

· FLOOR: Can only exclude compensation exceeding previous §213 deductions.

· So if deduct $100 in year 1 for med. expenses and in year 2 insurance pays $300 compensation, only $200 is excludable.

· Makes no difference whether lump sum payments/periodic.

· Types of compensation excludable:

· Damages: from suit or settlement.

· Insurance payouts: i.e. health/accident insurance reimbursements.

· Involuntary Conversion (§1033):
· If property converted involuntarily (e.g. stolen, destroyed etc.), can defer recognition of gain, if property replaced by similar property. 3 requirements must be met:

· Must be property: Applies to all property (i.e. including personal property).

· Must be involuntary conversion 

· i.e. natural disaster, theft, condemnation etc. or threat thereof.

· Must be converted into similar property.

· Only applies to gains – for losses see §165.

· Similar = similar or related in use or service.

· No suddenness requirement.

· Similar property: If converted into similar property, gain is not recognized (until new property is sold).

· Basis in new property = basis in old property.

· Cash: If converted into cash, must reinvest in similar property within 2 year period (begins when property is lost; ends at end of year when gain realized [when paid], if paid after 2 years).

· Otherwise, must recognize gain.

· If reinvest all cash in similar property: 

basis in new property = basis in old property.

· If reinvest some cash in similar property:

· Basis in new property = cost of new property – unrecognized gain. 
Unrecognized gain = cost of new property – basis in old property.

Example: Basis in house = $100. FMV of house = $600. If 

get FMV in cash and buy new house for $400:

Basis = 400 – (400 – 100) = $100. 
· If new house cost $50:

Basis = 50 – 0 = $50. (no unrecognized gain if property costs < than old basis)
· If principal residence destroyed, can exclude gain under §121.

· Below Market Loans (§7872): When lending rate is less then market rate.

· Gift & demand loans: Foregone interest is deemed to be given as gift to borrower by lender and paid back to lender by borrower.

· Demand loans must be repaid on lender’s demand, so lender charges lower interest.

· Lender must include interest payments in income – either as payments become due, or on date of loan as lump sum.

· If term loan, then periodic interest, else lump sum.

· Only applies if loan principal > $10,000 i.e. $10,000 floor.

Discharge of indebtedness – DOI (§108)

· When you borrow money but don’t have to pay it back i.e. debt is discharged.

· Discharge of indebtedness income is includable UNLESS: 

1. Discharge occurs in bankruptcy proceeding OR

2. Taxpayer is insolvent OR

3. Farm debt OR

4. Real property business indebtedness.

In which case the DOI income is excludable.

· DOI also excludable if it’s a gift.

· DOI income is only deferred until you are solvent – NOT forgiven.

· For each dollar of DOI income you exclude, you must deduct $1 of basis from a depreciable asset.

· Person forgiving the debt can claim a loss (deduction).

· DOI philosophies: 
· Freeing of assets theory: DOI is includable coz the discharge frees up your assets (Kirby Lumber). 

· But if you’re still insolvent after DOI, then it doesn’t free assets up, so the DOI is excludable.

· Economic benefit theory: Debtor has income because of relief from obligation to repay.

· Insolvency: Debts exceed FMV of assets (assets – liabilities < 0).

· Amount of insolvency limit: Can only exclude amount by which you are insolvent. 

· If DOI leaves you solvent, must include amount of DOI income that makes assets – liabilities > 0.

· If assets – liabilities = – x, then x = amount of insolvency.

· Amount of insolvency is determined immediately prior to discharge.

· Bankruptcy: Can’t meet debts as they become due i.e. may be solvent.

· Farm indebtedness: Debt incurred by one whose primary business is farming.

· Real business property: Debt incurred in relation to real property used in trade or business AND secured by that property.

· Bankruptcy takes precedence over insolvency.

· Insolvency takes precedence over farm and bus. property debt.

· Student loans exception: Can exclude income for discharge of student loan, if clause permits discharge if student works for a specified time for certain organizations. 

· Indebtedness: 2 kinds:

1. Debt for which taxpayer is liable i.e. enforceable debt.

· Only enforceable if lender expects to be repaid.

2. Debt secured by taxpayer’s property.

· E.g. when buy land subject to paying mortgage.

· Disputed debt doctrine: If taxpayer disputes amount of debt in good faith & settles the debt, then settlement = amount of debt.

· 3rd party payment: If 3rd party pays your debt for you, you have ordinary income – NOT discharge of indebtedness income.

· Unless repayment is a gift.

· Transfers of mortgaged property:

· SEE MY NOTES PG 16 at back!!!

· If buyer assumes mortgage (subject to mortgage = assumes mortgage), amount realized by seller is calculated as follows:

Q1: Is outstanding principal of debt < FMV of property ?


(non-recourse = debt secured by property)


Yes



No     (recourse = personally liable debt)

Amount realized


Q2: Is the debt recourse? 

includes the face 

amount of the debt. 

Yes



No




Q3: Is excess 

Amount realized





indebtedness


includes the face





forgiven?


amount of the debt

 (Tufts).

Yes



No
Amount realized = FMV 

Amount realized = FMV of 

of property.
property. (no DOI here, coz 

(
assumes transfer to

Amount of debt > FMV is

lender i.e. bank).

discharge of indebtedness. 

· Worthless Debt: When you make a loan that’s not gonna be repaid.

· Corporations: deduction allowed for completely worthless debt.

· Deduction allowed for partially worthless debt (to extent that debt is worthless).

· Individuals: 

· Personal debts: Deduction only allowed for completely worthless debt.

· NO deduction for partially worthless debt.

· Business debt: deduction allowed for completely worthless debt.

· Deduction allowed for partially worthless debt (to extent that debt is worthless).

· Summary:

	
	Complete / Partial
	Deduction allowed ?

	Corporation
	Complete
	(

	Corporation
	Partial
	(

	Individual (business)
	Complete
	(

	Individual (business)
	Partial
	(

	Individual (personal)
	Complete
	(

	Individual (personal)
	Partial
	(


· Options (§1234):

· Holder of right (option) is grantee.

· If option is for stock/securities, grantor’s gain/loss from transaction with option is capital gain/loss.

· If fail to exercise option, then loss is recognized in year that option expires.

· Call option:

· Option to buy at locked price (strike price).

· Gain to grantee = FMV of shares at time exercised – strike price.

· Example: Sue owns land – FMV = $100,000. She sells call option to Bob for $1,000 at strike price of $105,000.

	
	To Grantor (Sue)
	To Grantee (Bob)

	If exercised by grantee.
	Amount realized = 105k + 1k = 106k
	Basis = 106k

	If NOT exercised.
	Gain = $1,000.
Ordinary income (coz land, not stock) –but usually capital coz stock.
	$1,000 loss.

Ordinary loss (coz land, not stock) – but usually capital coz stock.


· Put option:

· Option to sell at locked price (strike price).

· Example: Sue owns land – FMV = $100,000. She buys a put option from Bob for $1,000 at strike price of $100,000. 2 years later, FMV = $90,000.

	
	To Grantor (Bob)
	To Grantee (Sue)

	If exercised by grantee.
	Basis = (100 – 1)k 

          = 99k

Coz he bought option.
	Amount realized = (100 – 1)k = 99k

	If NOT exercised.
	Gain = $1,000.
Ordinary income (coz land, not stock) – but usually capital coz stock.
	$1,000 loss.

Ordinary loss (coz land, not stock) – but usually capital coz stock.


· Restricted property in exchange for services (§83):

· Between employer & employee as compensation.

· No income until restrictions on property lapse.

· i.e. when property no longer restricted, meaning:

· Property must be transferable OR

· Property no longer subject to forfeiture.

· Nonqualified deferred compensation: If employer sets up trust where you only receive proceeds at certain date (Rabbi trust), earnings of trust (interest) = immediate income.

· No income from trust yet (except for interest).

· Can only claim deductions when receive proceeds.

· Election out: Taxpayer can choose to include restricted property in income when received (instead of waiting for restrictions to lapse).

· Gain = FMV of property (without restrictions) – amount paid.

· This way you get capital gain instead of ordinary gain.

· May also do it coz property value expected to increase.

· Election NOT revocable.

· Must be made within 30 days of receiving restricted property.

· Non-recognition transactions:

1. Like-kind exchanges.

2. Transfers of property incident to divorce.

3. Involuntary conversions.

4. Gifts.

5. Sale of principal residence (no need to put $ into new house).

· Like-kind exchanges:

· No gain/loss is recognized on a like-kind exchange.

· Loss is never recognized, even if boot is received. 

· Like-kind exchange has 4 requirements:

1. Must be an exchange.

2. Property transferred must be of like-kind to that received.

3. Taxpayer must have held property transferred for business or investment purposes.

4. Taxpayer must intend to hold property received for business or investment purposes.

· Exchanges involving the following do NOT qualify as like-kind:

· Notes.

· Inventory.

· Stock, securities | bonds.

· Choses in action, trust interests, debt instruments, partnership interests.

· Like-kind: refers to nature/character NOT quality/grade of item.

· Livestock of different sexes ≠ like-kind.

· Real property in US & outside US ≠ like-kind.

· If receive cash in-between, then NOT exchange (Klein).

· So, to do exchange with 3 parties where one receives cash, one party can do like-kind exchange if parties put items & cash in escrow – see pg. 21 of my notes. 

· Exchange must be completed in 180 days.

· Boot: Property received that is NOT of like-kind.

· Boot is recognized at its FMV.

· Basis in new/received property:

Basis in received property = old basis (from transferred property) + 

   gain recognized – $ received + $ paid.
· If receive boot, basis must be split between boot and property.

Example 1 (Ordinary exchange):


Bonnie
Clyde




Toy car     ←–––––––→
Toy Pistol


FMV = $90


FMV = $100


Basis = $10

Bonnie’s amount realized = $100.

Her recognized gain = $90.

Her basis in pistol = $100. 

Example 2:


Sarah
Bob




Goldacre     ←–––––––→
Blackacre


FMV = 100k


FMV = 100k


Basis = 50k

Sarah’s amount realized = 100k.

Her recognized gain = $0.

Her basis in Blackacre = 50k. 

Example 3:


Sarah
Bob




Goldacre     ←–––––––→
Blackacre + $10k


FMV = 100k


FMV = 90k


Basis = 50k

Sarah’s amount realized = 100k.

Her recognized gain = $10k.

Her basis in Blackacre = 50k + 10k (gain recog.) – 10k ($ received) 

     = 50k 

Example 4:


Sarah
Bob




Goldacre     ←–––––––→
Blackacre + Truck (FMV = 10k)


FMV = 100k


FMV = 90k


Basis = 50k

Sarah’s amount realized = 100k.

Her recognized gain = $10k.

Her basis in Blackacre = 50k + 10k (gain recog.) = 60k








  (    ( 





50k basis in property
10k in truck

Example 5:


Sarah

Bob




Goldacre + $10k     ←–––––––→
Blackacre


FMV = 90k



FMV = 100k


Basis = 50k

Sarah’s amount realized = 100k.

Her recognized gain = $0.

Her basis in Blackacre = 50k + 10k ($ paid) = 60k

Example 6:


Sarah


Bob




Goldacre + Ornament     ←–––––––→
Blackacre


FMV = 90k; FMV = 10k


FMV = 100k


Basis = 50k; Basis = 5k

Sarah’s amount realized = 100k.

Her recognized gain = 5k on dog.

Her basis in Blackacre = (50k + 5k) (old basis) + 5k (gain) = 60k
· If want to exchange via a 3rd party, just put everything in escrow, and take out land to do exchange.

Personal Exemptions

· Dependents:

· Must meet 5 requirements to be dependent:

1. Lived OR related: Must have lived with taxpayer for the year OR must be related to taxpayer as: ancestor, descendant, sibling, or step-relationship of these + aunt/uncle & niece/nephew & in-laws.

· Foster children/parents do NOT qualify.

2. Resident: Dependent must be a citizen/resident of US, Mexico or Canada.

3. Income cap: Dependent must have gross income < $3,000.

4. Support: Taxpayer must pay > ½ of dependent’s support.

5. Age: If child of taxpayer, must be < 19 or student < 24.

· Qualifying children are automatically dependents. To be a qualifying child, 4 requirements:

1. Child: Must be taxpayer’s child, stepson etc. OR sister, stepbrother etc. or descendant of any of these.

2. Domicile: Dependant must have lived with taxpayer for more than ½ of year.
3. Age: If child of taxpayer, must be < 19 or student < 24.

4. Support: Dependent must not have provided > ½ of his support.

· Purpose of qualifying child rule is to change the support requirement (4).

· Taxpayer need not pay support to claim child as a dependent.

· For each of your dependents, you get a standard deduction = greater of:

· $500 |

· $250 + dependent’s earned income.

· Married Couples:

· Income is must be taxed to him who earns it.

· Married couple can’t split husband’s earnings between them and file 2 returns, taking advantage of lower tax brackets twice (Lucas v. Earl).

· Married couples filing together get lower tax rate.

· Marriage bonus: Produces bonus when only one spouse earns.

· Marriage Penalty: Produces marriage penalty when both earn (if same salary).

· Children’s tax:

· Income must be taxed to the earner.

· Earner is person in control of earning income.

· Fritschle: Mom got kids to help with ribbon sewing – taxed to mom.

· General rule (§73): If it’s Junior’s income, Junior gets taxed.

· Even if paid to parent.

· Applies to compensation for services by child.

· Kiddie tax (§1(g)): Child’s income is taxed at parents’ marginal rate (unless child’s rate is higher).

· Only applies to unearned income:

· i.e. property given to child which produces income.

· Doesn’t apply to services performed by child.

· Only applies to child’s investment income > $1,000.

· Kiddie tax nullifies Dad from asking clients to pay son instead.

· Also nullifies Dad giving stock to Junior (so that dividends taxed at Junior’s rate).

· Alimony (§215, §71):

· Alimony = spousal support.

· Alimony payments are deductible (for payor). 

· NOT itemized deduction – deducted from AGI.

· Alimony received (by payee) is includible.

· To constitute alimony payment, must satisfy 6 requirements:

1. Must be cash.

2. Must be according to divorce decree (separation agreement).

3. Divorce decree (contract) must not specify includability/deductibility of payment.

4. Not live-in divorce: Payor & recipient can’t live in same house. 

5. If recipient dies, there must be no requirement to continue payment.

6. Not child support.

· Must be to support spouse.

· Child support: is NOT alimony.

· Taxed to payor.

· i.e. no deduction allowed for payor.

· Transfer of property incident to divorce I between spouses (§1041):

· Treated as gift:

· Non-recognition: Transferor recognizes no gain/loss.

· Basis: Recipient assumes transferor’s basis in property.

· No income: Recipient recognizes no income from transfer.

· Incident to divorce means:

· Occurs within 1 year of divorce OR

· Is related to the divorce.

· Casualty | Theft Losses (§165(c)):

· 10% AGI FLOOR: Can only deduct amount of net casualty losses to the extent they exceed 10% of AGI.

· Losses due to casualty (e.g. fire) or theft are deductible.

· Even if personal loss – need not be business property.

· Casualty = Sudden & unexpected loss.

· Negligence = casualty.

· Termites ≠ casualty (not sudden).

· When can deduction be claimed? (see refunds)

· When loss discovered (better) OR

· When you know for certain how much you will get back from insurance.

· But can immediately claim deduction for your deductible – coz insurance won’t pay that back.

· How much can be deducted?

· Deduct lesser of:

· Basis in property &

· Decrease in value (if destroyed, decrease = FMV).

· $100 rule: can only deduct amount of loss exceeding $100 (per loss event).

· If 2 loss events, must reduce each BOTH loss amount by $100.

· Decrease every casualty event by $100.

· 10% AGI FLOOR: Can only deduct amount of net casualty losses to the extent they exceed 10% of AGI.

· Recovery: Insurance pays you back.

· Loss only occurs if:

· Recovery < FMV < Basis OR

· Recovery < Basis < FMV.

· Loss = Lesser (basis & decrease in value) – amount recovered.

· If FMV < Recovery < Basis, no loss or gain.
· Same goes for Basis < recovery < FMV.
· Coz loss limited to lesser of FMV & basis.
· Gain = recovery – basis. (but better to do invol. conversion).
· If insurance pays back in a later taxable year, can only exclude the reimbursement up to 10% of AGI.

· Coz couldn’t claim a deduction for this amount of loss.

· Everything above 10% of AGI is included.
· Summary: 3 steps:
1. Determine loss: (lesser of basis & FMV).

2. Subtract $100.

3. Subtract 10% of AGI.

· Charitable contributions (§170):

· Itemized deduction allowed for contributions to charities.

· See charity defn.

· Religious institutions qualify (IRS abandoned Hernandez victory – scientology case)

· Must be for charitable purposes.

· Taxpayer can’t receive benefit e.g. can’t be a shareholder in charity.

· NO quid pro quo allowed.

· NO deduction for services performed for charity.

· If allowed, would permit deduction for untaxed dollars.

· Coz must 1st get paid for services (taxable) & then claim deduction.

· Deduction allowed for expenses incurred on charity’s behalf.

· E.g. mileage (petrol).

· Amount: 

· General rule: Can deduct amount of $ or FMV of property contributed.

· Better to give property, coz don’t have to recognize any gain.

· Makes no difference to charitable org. whether you give $ or property, coz they’re exempt from taxation.

· USE BUCKLES’ SHEET!!!!

· Limit: General rules:
· For public charities: can contribute up to 50% of AGI.

· For private charities: can contribute up to 30% of AGI.

· USE BUCKLES’ SHEET!!!!
· Federal and state taxes (§164): see pg. 26 of my notes.

· Interest (§163):

· Personal interest is NOT deductible.

· Qualified residence exception: Interest on acquisition or home equity indebtedness for a qualified residence is deductible. 

· Qualified residence: Principal residence & one other.

· Other one must be used for at least 2 weeks of year.

· Can be a boat house etc.

· Acquisition indebtedness: 3 requirements:

1. Debt must be incurred to acquire/improve house.

2. House must secure the debt AND

3. $1 million limit: Debt cannot exceed $1 mil.

· Home Equity indebtedness: 3 requirements:

1. Must be < FMV of house – acquisition indebtedness.

2. House must secure the debt AND

3. $100k limit: Debt cannot exceed $100,000.

· Education loan interest (§221):

· Above the line deduction (for AGI).

· Can deduct interest paid on education loan.

· Applies to spouse’s & dependent’s education expenses.

· Expenses must be for education. 

· I.e. tuition, transport & necessary expenses etc.

· Includes room & board.

· $2,500 Ceiling: Can’t deduct more than $2,500 for interest on education loans.

· Education expenses: 

· Only deductible if:

1. It’s to maintain your education in a field OR

2. It’s required for your employment.

· BUT

1. It CAN’T qualify you for a new trade or business AND

2. It CAN’T be a minimum requirement for entering profession.

· Education credits (§25A): certain credits are also available.
· Flat education expenses deduction (§222):
· Above the line deduction (for AGI).

· Applies to education expenses for taxpayer & spouse & dependents.

· Expenses must be for education. 

· I.e. tuition, fees etc.

· Doesn’t cover personal expenses.

· I.e. excludes room & board, transport etc.

· $4,000 Ceiling: If AGI ≤ $65,000, then can’t deduct more than $4,000 for education expenses.

· If AGI ≤ $80,000, ceiling = $2,000.

· NO deduction allowed if AGI > $80,000.
· Moving expenses (§217):
· Moving expense deduction is above the line (for AGI).
· Can deduct moving expenses when relocating to new place of employment. 
· 50 mile rule: Distance between new work and old house must be 50 miles further than old house was from old work.
· Moving expenses include:
· Traveling AND 
· Lodging.
· but NOT meals.
· Can only deduct amount that employer doesn’t reimburse (as fringe benefit §132).
· Example: If moving expenses = $700 & new employer reimburses $500, can only deduct $200.
· But can exclude the $500 from gross income.
· Personal residence conversion (from personal to investment):
· Conversion of personal residence only occurs if you start using your house as an income producing asset i.e. renting it.

· For loss & depreciation purposes:
Basis in house = lesser of purchase price (original basis) & FMV 

at time of conversion – any depreciation.
· For gain purposes:

Basis = purchase price – any depreciation.

· If: Gain basis < Selling price

· Gain occurs (gain = selling price – gain basis).

· If: Selling price < Loss basis

· Loss occurs (loss = loss basis – selling price). 
· If: Loss basis < Selling price < Gain Basis

· It’s a non-event (no gain or loss).
· Example:
Bob buys house for $100k.

At time of conversion, FMV of house = $80k.

After house was converted, it was fully depreciated.

Bob sells house for $14k

Amount of depreciation = lesser of (100k & $80k) = 80k.



For determining loss: basis = 80k – 80k = 0.



For determining gain: basis = 100k – 80k = 20k



Since 0 < 14k < 20k, it’s a non-event – no gain or loss.

· Home office (§280A):
· Deduction is allowed for expenses allocated to portion of house used (e.g. electricity) if any of following:

1. Principal place of business: 

· House qualifies as principal place of business if used for administrative or management services of business.

· E.g. if you’re a writer.

2. Regularly used to meet clients/customers.

· E.g. therapist.

3. Separate structure: If portion of house used is a separate structure, structure need only be “connected with” business to qualify for deduction.

· Use of the house for business must be for convenience of employer.

· Else no deduction allowed.

· Entertainment expenses (§274):

· 50% deduction: Only 50% of entertainment expense is deductible.

· Entertainment expenses only deductible if:

· Step 1: Must be ordinary & necessary business expense.

· E.g. if it’s normal to go golfing for business.

· Step 2: Must satisfy either of following tests:

· ‘Directly related’ test: Either entertainment must be directly related to trade or business OR

· ‘Associated with’ test: Item must be directly preceded or followed by a business discussion associated with taxpayer’s trade or business.

· Entertainment expense NOT deductible if:

· Expense for an entertainment facility.

· E.g. theme park.

· Expense for club.

· E.g. club fees.

· Entertainment fees for spouse are deductible.

· Meals: 

· Meals only deductible if:

1. NOT extravagant AND

2. Taxpayer is present AND

3. Different from test: Taxpayer can only deduct meal if expense is different from or in excess of amount he would have paid for personal purposes.

· Moss: Lunch everyday with associates ≠ different.

· Even if you pay for them & you, you can still only deduct 50%.

Original issue discount (OID)

Example 1

Loan for $1000 due at end of year.

Interest rate = 10%.

	Jan 1
	Dec 31

	$1000 loan

at 10%
	$ 1000 due

+ interest = $100


PV of loan = PV of right to receive $1100 at end of year = 
[image: image4.wmf]1

.

1

1100

 = $1000.

Original Issue Discount = 1100 – 100 = 100. 

So there’s $100 of OID.

· The issue price = $1000 (face amount of loan).

· OID is difference between what borrower receives from bank and what borrower pays back to bank. 

· When you make a payment on a loan:

· Interest portion = interest rate ( remaining principal balance (as at beginning of year).

· The remainder of the payment goes towards the principal. 

· Original Issue Discount (OID) applies for both cash & accrual methods.

· OID is includable for lender and deductible for borrower.

Example 2 (OID)

Corp. issues bond of $100k at 10% maturing after 10 years.



(So, if you buy it, you get the right to receive $100k in 10 years & 

10% of $100 k each year).


Investor buys bond for $88,700 coz current interest rate = 12%.

	
	Interest @ 12% 

(on remaining balance)
	Interest paid @10% (on issue price)
	Unpaid interest

(OID)
	Balance remaining (including OID)

	Beg. Year 1
	
	
	
	$88,700

	End Year 1
	12% ( 88,700 = $10,644
	10% ( 100k = $10,000
	$644
	88,700 + 644 = $89,344

	End Year 2
	12% ( 89,344 = $10,721.28
	10% ( 100k = $10,000
	$721.28
	89,344 + 721.28  = Etc.


· In year 1:

· Corp can deduct $10,000 as business expense (like business loan).

· Investor must include $10,000 as income.

· Investor must also include $644 as OID income.

· Corp can deduct $644.

· So Corp deducts $10,644 and investor includes $10,644 in year 1.

· Market discount = issue price – selling price.

· OID and market discount are ordinary gain.

Example 3 – (Market discount)


Year 1 (Jan 1): Bond issued to investor. Issue price = $100,000. 




Bond yields 10% coupons. Bond matures at end of 10 years.


Year 2 (Jan1): Sarah buys bond for $97,000.


Year 7 (Jan1): Sarah sells bond. (we don’t care for how much).

Year 11 (Jan1): Bond matures.

Sarah’s includable gain at maturity = 
[image: image5.wmf]´
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3000.

Coz held for 5 years. Had 9 years to go when bought, & 100k – 97k = 3k

Character of Gain/Loss

· Long term = LT.

· Short term = ST.

· Capital Gain = CG.

· Capital Loss = CL.

· Net = N.

· Net capital gain = net long term capital gain – net short term capital loss.

· If total capital gains < total capital losses ( NO net capital gain.
· Net Long term capital gain = long term capital gain – long term capital 
loss.
· Net Short term capital loss = short term capital loss – short term capital 
gain.


· Long term asset: Asset held for longer than 1 year.
· Short term capital losses must be used up before long term capital losses.
· So, must deduct STCL first ().
· Capital loss can be carried forward or backwards.
· 5 year rule: Capital loss can only be carried forward for 5 years.

· 3 year rule: Capital loss can only be carried backward 3 years.

· $3000 ‘extra’: If cap. losses exceed gains, can still recognize up to $3000 of capital losses.
· These are just deducted against your ordinary gains.
· It’s good to do this, coz ordinary gains are taxed higher than cap. gains.
· So, this is one time you may wanna claim losses early and gains later.
· Tip: Try to take short term capital losses against ordinary gains.
· Capital asset: All assets are capital assets except those excluded by §1221.
· The following are NOT capital assets:
· Inventory 
· Property held for sale to customers in ordinary course of business.
· Stock in taxpayer’s trade.
· Applies to stockbrokers as well, coz they don’t sell to customers.
· Self created works of art/music/copyright/literature.
· Notes received in ordinary course of business.
· If you have an asset that’s integrally related to one of these exceptions, then it fits the exception (Corn products).
· If asset helps you create your goods, then it’s not a capital asset.
· Arrowsmith doctrine: If origin of payment is in a transaction giving rise to capital gain/loss, then payment takes on character of transaction i.e. payment is cap. gain/loss.
· Capital gain occurs from the sale or exchange of a capital asset.
· Sale or exchange: 4 requirements:
1. Must be a completed transfer of property.
2. Must be from taxpayer to someone else.
3. Property must survive transaction.
4. Receiver must supply consideration.
· §1231 assets: Sale or exchange of §1231 assets favors taxpayer. 
· § 1231 assets include:
· Assets for trade or business.
· Involuntary conversions.
· Assets for production of income (§212).
· 1 year rule: But only if held for more than 1 year.
· Only applies to §212 assets.
· If sale of §1231 assets produces net gain ( capital gain.
· If net loss ( ordinary loss.
· Asset for trade or business test:  Look to totality of circumstances to determine if it was in ordinary course of (’s business (or if it was (’s business at all). 
· Depreciable assets (business) (§1245): 

· If gain, sale of depreciable asset produces capital gain.
· But only amount of gain exceeding the remaining basis.
Example: 

Item costs $100k (basis), & you depreciate $20k of basis i.e. 

you have 80k of basis left. When you sell it, 20k of gain must 

be ordinary. Only gain exceeding 20k is capital gain.
· If loss, sale of business asset produces ordinary loss.

· Wholly worthless debt: treated as short term capital loss.

Methods of Accounting & Payment

· Claim of right doctrine (§1341): include 1st → then taken away. If you get income subject to claim of right by 3rd party in year 1, then you must still include income in year 1. If 3rd party later relinquishes you of the income, you pay the lesser of:

· The tax that would have been due in year 1, had the relinquished amount not been included OR

· Including relinquished income in year 1 and getting a deduction in year amount is relinquished.

· Tax benefit rule (§111): deduction 1st → then refund = include.
· Inverse of claim of right.

· If you take a deduction in a previous year and receive a refund in a later year, you must include the refund in income.

· But, you only have to include for the amount you deducted.

· If there was an AGI floor for the deduction ( some of refund is excludable.

· Can exclude amount of the floor, coz that amount couldn’t be deducted.

· Accrual Method of accounting:

· Inclusions: Include income only if all events have occurred which fix the right to receive the income. 

· 2 elements:

1. All events test: All events creating right have occurred AND

2. Amount of income item can be determined with reasonable accuracy.

· Doesn’t require actual receipt – just right of receipt.

· So no economic performance necessary.

· If taxpayer gets paid for services in advance must include.

· Unless taxpayer knows exactly when performance will occur 

· e.g. sports tickets – don’t have to include until game time. 

· Deductions: Can only claim deduction if all events have occurred which fix the right to deduction. 

· 3 elements:

1. All events creating right have occurred AND

2. Amount of income item can be determined with reasonable accuracy AND

3. There has been economic performance.

· Economic performance: occurs when the property | services are provided to (or by) the taxpayer.

· If no right of receipt ( NO deduction. Examples:

· NO deduction for jackpots until paid.

· NO deduction for predetermined insurance payouts.

· NO deduction for worthless debt (coz still a right).

· Exception: Small businesses CAN deduct for worthless debt.

· Lawyers/doctors/accountants CAN deduct.

· Large corporations must use accrual method.

· Corps. with gross income > $5 million.

· Cash Method of accounting:

· Must recognize income in year when actually or constructively received.

· On acquisition of property, must recognize:

· Cash AND

· Property received.

· When selling property, must recognize:

· Debt &

· Cash &

· Property received.

· Constructive receipt doctrine: constructive receipt = income is available to taxpayer & there are NO substantial restrictions.

· Taxpayer must have legal right to payment in year of recognition.

· Promissory note = constructive receipt.

· Only if transferable i.e. full control.

· Note = property.

· If NOT eligible for installment method, must include FMV of the note (Warren Jones Co.).

· If eligible for installment method, must include face value of note.

· Mere promise (oral) to pay NOT enough.

· Cash equivalency doctrine: A note is the equivalent of cash.

· BUT only applies if  note is compensation for services.

· Claim deduction when taxpayer actually pays. 

· Whether by check, cash or credit card – no difference.

· Open transaction method: 

· Gain only recognized when receive payment in excess of property’s basis.

· Only used when gain can’t be determined e.g. royalties.

· Installment method (§453):

· Only applies if at least one payment occurs in taxable year after the sale.

· Only applies to gains – not losses.

· Does NOT apply to sales of inventory, stocks or securities, dealer sales.

· Installment method is really 2 transactions: loan + sale.

· So interest is handled separately i.e. included as received.

· Election out: Taxpayer can elect not to use installment method (and instead recognize all gain in year of sale).

· May do this if suffered large losses that year.

· How it works:

Gross profit = sales price – basis

Contract price = selling price – mortgage (if mortgage < basis)

Contract price = sum of all payments + mortgage – basis (if mortgage > 

basis)
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PHOTOSTAT PROBLEM PG. 395 – 396!!!!
Example 1


Land basis = $100.


Sale price = $500.

Gross profit = $500 – $100 = $400.

Contract price = $500.

So, 
[image: image7.wmf]500

400

= 80% of payments are includable.

Example 2


Land basis = $1000.


Land subject to mortgage of $400. 


Sale price = $1600.

Gross profit = $1600 – $1000 = $600.

Now, mortgage < basis ($400 < $1000), so

Contract price = $1600 – $400 = $1200.

Then, 
[image: image8.wmf]1200

600

= 50% of payments are includable.

Example 3


Land basis = $300.


Land subject to mortgage of $500. 


Sale price = $1000.


Buyer assumes mortgage and pays rest in cash.

Gross profit = $1000 – $300 = $700.

Now, mortgage > basis ($500 > $300), so

Contract price = $500 + ($500 – $300) = $700.

Then, 
[image: image9.wmf]700

700

= 100% of payments are includable.

· Disposition of installment sale obligation (§453B):

· If person receiving payments sells installment obligation:

Gain = basis of obligation – amount realized on sale.

Basis of installment obligation = face value – amount not yet 

recognized.

Amount realized = 
· Satisfaction amount (if satisfied other than by payment in full i.e. goods + cash)  OR

· Sale price (if sold) OR

· FMV (if transferred other than by sale or exchange)

· Closed transaction method: Recognize all gain at time of sale.
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