Federal Income Tax – Chapter 1

Introduction
· Background

· Pass through entities:  Trust, Partnerships, Limited Liabilities, & S corporations (conduit), i.e. they don’t pay tax itself; it’s merely a reporting entity.

· Corporation income tax:  discriminatory b/c “double taxed” (investor taxed when receiving dividends) – leads to distortion - i.e. for people to do certain thing or not, but for the tax system- economist typically don’t like distortion, politicians like distortion)

· Source of tax law:  mainly statutes (passed by HOR & Senate) & regulations from IRS.  

· House Bills:  required by Constitution.  

· House Committee of Ways & Means ( Senate Finance Committee ( House and or Senate Budget Committee (has to listen else point of order)

· Budget reconciliation – not subject to point of order (declare uncon)

· IRS:  part of Treasury Dept, and is charged to enforce the income tax law (seldom legislative function).  It can pass regulations that are 1) interpretative or 2) legislative (empowered by the Congress a certain power).  The regs are presumed to be valid (unless unreasonable)

· Regulation Rulings: an opinion on a particular fact patterns.  Tell IRS’s position.

· Technical advise memo & Private letters rulings: the latter is IRS’s position on certain private fact patterns (only binding on that individual).  The former arise from conflicts b/w individuals and IRS (about same authority as Regulation rulings).  

· Conflicts with IRS

· Tax Court:  don’t pay and file in Tax court.  It’s a national court operating out of District court.  Under the Circuit where the P resides.

· Fed District Court:  pay and sue for refund.  Circuit where P reside

· Fed Court of Claims:  pay and sue for refund.  **Appeals to Fed Circuit.

· Inflation:  almost all tax provisions is inflation-adjusted, thus the numbers change EVERY YEAR!  (E.g. the income brackets)

· Hypo:  bought for 1000 and sell for 1200.  Profit is 200.  If inflation is 10% then the economic profit is 100!  Tax law doesn’t pay attention to that (b/c complex & hard to account).  

· Thus 2 areas of inflation:  1) sale of property 2) some dollar amount provision

· Disposition of Properties:  

· Realization:  when you dispose of a property, 1) is it a realization event?

· E.g. sales of a stock (turning stock into cash) -> realization.  In the absence of something saying otherwise, you have to put it down onto tax return (i.e. recognition)

· Recognition:  2) if realized, does the statute allow you not to recognize. (E.g. §1031)

· Accounting

· Annual accounting period:  carryover rules decrease the harshness, this is harsh, but practical

· Methods of accounting:  They determine when an income or cost is accounted

· Cash Method:  income is taken into account when received (actual or constructive) in cash or cash equivalent; a deduction is taken into account when paid.  Simple.

· Accrual Method:  §461 (Accurate) income/deduction is taken into account when 

· 1) All events to establish the right occurred AND 

· 2) The amount can be estimated with reasonably accuracy

· §1001- determination of amt of and recognition of gain or loss

· Gain = Amt. Realized – Adj. Basis

· Loss = Adj. Basis – Amt. Realized

·  “Adjusted” Basis = original cost taken into effect of adjustments required by statute (§1016)

· Basis is thus to determine how much money you have tied up in property and avoid that from being tax.  **It represents the dollars for which taxes have been paid on an item of property.

Chapter 2 – Gross Income

· Income:  does not have to be in cash, can be in any form.  

· Haig-Simons Definition:  Income = Expenditures + increase in wealth 

· Economic benefit:  It’s income unless there is a reason not to call it so

· Determination of the benefit received

· 1.  Actual Value:  Lack of actual cash and ability to actually pay the tax

· 2.  FMV:  practical

· 3.  Value saved:  hard to be certain

· Gross Income (§61):  any accession of wealth is income unless the taxpayer can prove that it is not.  Consistent w/ Hague-Simons (doesn’t matter where the ‘wealth’ comes from)

· Adjusted Gross Income (§62):  Gross income minus (some) deductions [above the line deductions]

· Taxable Income §63

· Non-itemizers: (b)

· Taxable income = AGI – Personal Exemption – Std deduction

· AGI = Gross Income - §62 deductions

· Std deduction is used only when greater than itemized deduction

· Itemizers (a & rest of the chapter)

· TI = GI – Personal Exemption – All deduction (except Std deduction)

· Itemized deductions include:  (all below the line)

· Allowable tax

· Allowable mortgage interest

· Allowable medical expenses

· Allowable Casualty

· Misc. Expenses:  1) expense incurred in investment income (these expense are not business expense and thus not §62 deductions 2) Business expense of employees

· Credits (43-49):  they are NOT deductions as they are subtracted directly from tax payable; it is a DIRECT offset for tax payable.  A deduction has a value equal to the tax rate the person needs to pay, times that amount.  Thus important as to what is a deduction and what’s a credit.  Deduction gets you to the Tax Base (taxable income).**

· Noncash Compensation (Fringe benefits):  (PP: valuation; enforcement; politics)

· Meals and Lodge (§119) 

· Excluded from GI If (needs all):

· 1) Furnished by employer:  State trooper can’t get reimburse 

· 2) On the business premise:  meal money thus no good

· 3) For convenience of employer:  business reason (on call); blurry line; Q of necessity

· For Lodging (  As a condition of employment

· For meals, if furnished for more than half employees, then presume for convenience

· Benefit:

· Employee

· Employer

· Consumer:  lower cost to employer may transfer to lower price

· Disadvantage to:

· Government (less revenue)

· TP:  because has to make up for the loss

· Benaglia v. Commissioner:  happen at a time of Great Depression.  P & wife dine and live for free at Royal Hawaiian.  The cost for which each year is 7,845 -> quite a well living!  P said he would have spent 3,600 but for this “policy.”  Ct held ok to exclude. 

· Frequent Flyer Miles:  
· FFM is treated as income (allow deduction if use for business, but NOT enforced)

· Reason:  ever-fluctuating price of airline tickets; making it very hard to assess them at the time of receipt.   Thus administratively, IRS does not enforce this law.

· Charley v. Commissioner (1996-p. 66):  Charley billed client 1st class ticket, bought coach ticket, but “sold” his frequent miles to his “company” to upgrade the tickets for cash!  P’s argument is whether frequent flyer miles constitute gross income (court does not even reach that issue).  Ct treats this as business miles for personal travel & taxed (b/c value is ascertainable)

· Cafeteria Plan:  employer giving employee a choice between taxable cash OR nontax fringe  

· Constructive receipt doctrine:  if you can get something and decided not to, then under this theory, it will be treated as if you got them anyway.  (“use it or lose it” rule is similar), but §125 specifically allow cafeteria plan

· Note that fringe benefits if disposed (sell or donate) will be taxed!

· **Misc. Fringe Benefits (§132):  listed 6 types of fringe excluded from income

· General Rules:

· Retired, still consider employee for (1) and (2)

· Spouse and dependent child count as employee (parents for air-travel)

· On-premises gyms:  OR operated by employer & substantially all use by employee OK.

· Same business affiliation is ok (but not JC Penny & Eckered)

· 1.  No-additional-cost service (e.g. employee at an airline):

· a) Service is offered for sale to customers in ordinary course of employer’s business

· b) The employee is engaged in “that line of business” AND
· c) The employer incurs no substantial additional cost
· Special situation:  Corporate Jet - Rule of regulation is if 50% of the seats are occupied by people with business purpose, then the benefits of the other tag along are not taxable.

· d) Cannot be discriminatory (same goes to Qualified employee discount)

· 2.  Qualified employee discount:  Limit is gross profit % must > discount % and must be on products of employer.  Flat 20% max on services.  

· Exclude property held for investment and real property.

· Cannot be discriminatory

· 3.  Working condition fringe:  Anything that would have been deductible by employee under §162 or §167 as business expense if paid by employee.

· 4.  De minimis fringe:  not on a regular basis & small value.  CASH is NEVER de minimis (even if 2 cents!)

· 5.  Qualified transportation fringe:  Transportation in “commuter highway vehicle”; transit pass; Qualified parking.  A $ max on each.

· 6.  Qualified moving expense reimbursement
· Problem to valuation

· Imputed Income:  Not tax due to practicality; enforcement; privacy; politics
· E.g. {Primary residence; Household services; Human capital}
· Problems:
· Fairness:  unfair advantage to imputed income (can offset via credits; e.g. child-care)
· Valuation: (may use fair rental value)
· Liquidity:  no money to pay
· Economic Distortion & Misallocation:  due to tax consequence not efficiency
· Rules & Factors of valuation

· Administrative convenience

· Transferability of benefit

· Tax Rule assumes TP will try to maximize economic benefit

· Turner v. Commissioner (1954):  Guy won cruise tickets from radio talk show.  He traded for 4 tickets to another location (plus some small extra charge).  They reported this as income of $520 (Turner’s subjective choice).  IRS set the valuation to be $2200 (retail price).  The ct set $1400 (probably took the half point).  ( Arbitrary!  Turner probably wouldn’t have gone but for winning it (he has a low income); the fact that the prize is not transferable will lower the “income” from $2200.  The transfer probably meant this is now more beneficial to him.

· Windfalls and gifts
· Bottom line:  what is the income process?  

· Creation of something in value v. transfer of that value

· Our tax system largely rely on the commercial transaction (realization events).  Lots of time it does not tax people for the creation of the value --> leads to difficulty.

· Compensatory Damages & Punitive Damages

· Compensatory damages for “personal physical injuries” are not taxable §104
· If from Physical Injuries:  Pain & sufferings, medical expenses, workers’ comp, wrongful death, loss of consortium, and lost wages recoveries all EXCLUDED from income!  

· Interest paid on these damages are taxable, but if paid in installments, then ok (no tax on interest) --> incentives to pay in structured payment rather than lump sum.

· If not from Physical Injuries:  Only medical expenses are excluded.

· Recoveries for Commercial damages are taxable as ordinary income!

· Punitive damages are taxable. (Commissioner v. Glenshaw Glass Co.)  Exception if that’s the only remedy available under state law.

· Prizes & Award:  §74.  Taxable unless it is a specific achievement and rendered without any service and given completely to charity.  Thus, even Olympic Gold medals are taxable (but no commissioner has ever litigate this).  

· Welfare:  excluded from income.  A subsidy (NOT a wage equivalent)

· Unemployment payments:  §85 ( Income!

· Social Security:  was excluded. Now §86 makes it complicated, a phase-in inclusion
· Alimony:  deductible by the payor, thus taxable to the recipient.  Child support is not deductible by the payor so it is not income to the payee.

· Gifts: excluded from income by §102.  Note the symmetry because donor cannot deduct.  Cannot be for services rendered (thus tips are not gifts)

· From Employers:  Generally NOT gifts EXCEPT

· Achievement Awards §74(c) – less than $25

· De Minimis Fringe §132

· Basis of property acquired by gift - §1015(a):  

· Gain Rule:  the basis of property acquired by gift would be the same as that of the donor (who is himself not a donee) (Taft v. Bowers)
· Loss Rule:  if disposition of property by donee would result in a loss (from the donor’s basis); Loss => basis became the FMV at the time of gift (may have no loss & no gain) 

· Loss cannot be passed as a gift.

· Duberstein Rule:  a gift is a transfer made out of “detached and disinterested generosity”

· Looks at intent, whether the donor claim as deduction; also has valuation problem

· §1014 Basis of property acquired from a decedent

· Step-up rule **The basis of property transferred at death is the FMV at date of death
· This adjustment does NOT occur if the property is IRD (income in respect to a decedent).  Income accrued to decedent before he dies but for some reason not accounted for tax yet. This kind of income is taxable either to estate or inheritance (§1014(c)).  If IRD was included for estate tax, then that estate tax will reduce (is deductible) to the tax from income IRD.  

· Split gifts
· Ct. held that income from gift property is included in gross income.  The principal is still not taxable.  Exclusion of gift and bequest goes completely to the remainder and not the one holding the term for years.

· Irwin v. Gavit:  Codified in §102(b):  

· §273 No depreciation deduction for holder of life or terminable interest acquired by gift. 

· Tax system has not been able to deal with the temporal division of interests effectively.  The ENTIRE basis goes to the “remainder interest” EXCEPT if both present estate and future interest are sold at the same time, then use FMV.

· Recovery of Capital:  a problem because giving up accuracy for practicality

· Inaja Land Co. v. Commissioner (1947):  TP brought land for $61,000 to be use as private fishing club.  City diverts “foreign water” into the stream and paid TP settlement $50,000 (which include $1000 attorney’s fee) in return P release and forever discharge the city from any liability.  

· Rule:  If the property is not wholly disposed of and we truly cannot ascertain with some precision the part of basis allocated to a transfer, then the basis is simply that necessary to offset the proceeds of the transfer. (Allows TP to defer tax!)

· Life Insurance:  Term life and whole life  §101
· When you pay a premium on a life insurance policy, you are paying for:

· 1.  Death benefit:  insurance promise to pay whatever value to the insured; they are not taxed under §101(a); note that premium are not deductible either ( evens out (law of large #)

· 2.  Sales load (pay to the sales person)

· 3.  Home office expense.

· Rules:

· Proceeds from Life Insurance are NOT taxable to the beneficiaries either.

· Group Term Life:  employee’s premium is tax-free for $50,000 coverage if non-discriminatory

· Accelerated benefits for the terminally ill & chronically ill are treated as from death (no tax)

· §264(a)(2) – Interest from money borrowed to pay premium is NOT deductible.  Insurance still has large lobby; federal limitations is only on what qualifies as an insurance policy under 101(a).  

· Term Life insurance typically cuts off at the age of 70 (b/c the premium gets so high, it goes up every year).  As it goes up, fewer people want it.

· Whole Life level-payment insurance premium:  (simplest policy you can get): similar to buying term life insurance plus putting money in bank

· Reserve is like a saving, it gets interest.  

· E.g. of 1000 people.  1 insured-> Death benefit $5 and reserve $20, getting interest $1.2

· The cost of $1000 coverage is not $1000, but 1000-1.20 – 20 = $978.8.  On the next year, same thing that as money goes into the reserve and earn interest, the cost of paying the 1000 is lower.  Note that the interest earning belongs to the policyholder and not taxed until paid (inside build-up) and §101(a) prevents it from being taxed when paid!  Completely not taxed (Good incentives for putting money in life insurance -> a tax shelter (income from this is sheltered from tax): to encourage wage earner to provide for dependents at death

· Annuities:  payments of a specified amt at specified regular intervals.  §72
· How are these taxed?  4 possibilities.

· Investment-first rule:  not used

· Income-first rule:  not used; most accurate; similar to amortization (largely interest first, then principal)

· All taxed at death:  not used

· Code:  Exclusion Ratio:  Straight line approach
· (investment in the contract / expected total return under the contract)  ( (principal / expected years * yearly payment) = (Exclusion / amount paid per year) ( The formula assume the exclusion to be the same each year in a straight line.

· Mortality loss: if die before expected (unlike insurance)

· If annuitant died before expected, may deduct the un-recovered cost.

· If annuitant lived on after all cost is recovered, all subsequent payments are taxable.

· 2 policies concern:  Annuity is better than lending money

· 1.  Allow tax deferral b/c the amount taxed (annual payment – exclusion) is smaller than actual interest earned in the early years.

· 2.  Allow tax deferral until the money is paid.  If the annuity doesn’t start immediately, the interest earned to increase principal is not taxed until payments start!  Our tax system doesn’t like this b/c it wants to tax income when it is earned.

· Problem (for TP) with using Annuities

· Insurance companies’ load

· The assured rate of return on most annuities are usually low

· To decrease liquidity:  Premature distributions penalty & tax on loan proceeds to the extent of increase in the policy’s value.

· Pensions:  determined the same as annuities §72(d)

· Gambling:  All gambling gains are taxable, but gambling loss are deductible to the extent of the gambling gain that year.  §165(d).  Gambling loss are conceptualized as “consumption”

· Basketing:  also w/ capital losses, personal casualty losses, hobby losses, and PAL

· Enforcement is very tough.  Junk bond is still not gambling.

· Recovery of Loss  §165

· Clark v. Commissioner (149):  Tax advisor gave wrong advice and TP overpaid $19,941.  When discovered the next year, Tax advisor paid the overpaid amt to TP.  IRS said that’s income.  Holding:  held for TP because not from capital, labor, or both combined.

· Tom, Dick, and Harry p. 152.  Harry find good lawyer and pay the right tax.  Dick and Tom got bad lawyers and overpaid.  Tom was able to recover from lawyer, but Dick can’t (lawyer left).

· Horizontal Equity:  people in similar economic situation should pay similar tax. E.g. Tom and Harry.  

· Vertical Equity:  people with more income should pay more tax than people with smaller income.  In this sense, T & H are better than D but doesn’t pay more tax.  

· This is thus a struggle b/w horizontal and vertical equity.  Can be solved by giving Dick a loss deduction -> vertical equity b/c he now pay less tax.  

· Use of Hindsight – Modifications to Annual Accounting Rule – Objective of Finality
· Rule:  Our tax system is annual accounting as opposed to transactional accounting ( administratively easier
· Burnet v. Sanford & Brooks Co (155):  TP had K w/ gov’t and incurred lots of expense.  They never got paid.  They sue and won judgment for loss + interest.  TP had no gain in the past years so the loss didn’t give any tax benefit.  TP didn’t want to pay the recovery.  Holding:  taxable.  
· Net operating loss (NOL):  §172 losses for operation of a business (not taking extent of std deduction, exemption, etc b/c those are for personal income); §172 allow loss to carry back 2 years and carry forward 20 (it MUST go back first)
· There is election to choose not to and only carry forward.

· §1341: for a subsequent settlement of a claim of right if TP has to repay after close of a certain taxable year, the previous tax year is NOT reopened!  Deduction in year repaid.  Tax is lesser of the 2 possible calculations (giving TP a “benefit”) – applies to both accrual & cash method.

· Applies when the deduction exceeds $3000

· If tax rate of year 1 > year 2 (disadvantage to TP), then TP is allowed to reduce his tax liability by the amount of tax he paid for that amount of income paid in year 1.

· If tax rate of year 2 > year 1 (advantage to TP):  TP takes the deduction in year 2 and ends up getting more back than he paid. (think of this as paying interest to TP)

· US v. Lewis (1951):  1944, he received 22000 as bonus and paid tax.  As a result of a litigation, he had to pay back 11,000 (1946).  TP wants refund. 

· Ct aimed at “finality” to tax returns.  As a result to this §1341 was passed

· YOU NEVER GO BACK AND OPEN A PAST YEAR

· The Tax Benefit Rule - §111:  not really a “benefit” to TP for inclusionary

· Inclusionary:  requires TP to include an item in income whenever an event occurs that is fundamentally inconsistent with a tax benefit recognized in an earlier years.

· Exclusionary:  allow TP to exclude an item that would otherwise be included in income

· This kicks in if TP did not get any tax benefit from the first year (e.g. if TP was 0% bracket and made a tax deductible donation that was later returned)

· (a):  taxable only to the amount that DID not reduce the amt of tax imposed  BUT 

· (c):  factor the carryover possible => NOL can be carryback 2 years and carryover 20 years.  The amt not used up can be deducted.

· Bliss Dairy Case:  (171) Farmer bought cattle-feed for cows and claim deduction.  Year later, the feed is liquidated as cash.  Government use the inclusionary aspect of the tax benefit rule to require tax on that amount (“the tax benefit rule will cancel out an earlier deduction only when a careful examination shows that the later event is indeed fundamentally inconsistent with the premise on which the deduction was initially based”)
· Income from discharge of indebtedness §108
· Discharge of indebtedness gives income in the economical and tax sense:
· Exception for insolvent debtors, farmers, & student loans discharge (due to PP)
· Insolvency:  can exclude from income the amt insolvent (unless bankrupt)
· Recall that discharge due to “gift” is not taxable §102
· §108(e)(5):  Lowering of a purchase’s money debt is not income, it’s a decrease in sale price of prop.
· If disagreement to the debt amt, the subsequent settlement is count as original debt
· When a debtor pays debt with appreciated property, he must “realize” the gain
· US v. Kirby Lumber Co. (1931 – p. 180):  Corporation buying back its own bonds at lower than issue price.  Ct. held this is income from discharge of indebtedness b/c it is freed funds.
· Zarin:  holding:  Zarin’s settlement for gambling debt is not income from cancellation of indebtedness.  The debt is unenforceable under the state statutes, that’s why they settle.  The “marker” is given in return for chips (slightly different from money).  The fact that it is not enforceable, it is not an obligation that Zarin “saved on.”  

· Must show 1 of 2 prongs:  §108(d)
· 1) Debt for which the taxpayer is liable OR 

· 2) Subject to which the taxpayer holds property

· Courts allow state laws to stand in the way of a federal income tax (recall punitive damage)

· A better explanation is that casino is providing a “discount” to Zarin (discount in commercial transaction is not taxed).  

· Diedrich v. Commissioner:  (1982):  

· Issue:  Whether a donor who makes a gift on condition that the donee pay the gift tax receives income to the extent that the gift tax paid exceeds the donor’s adjusted basis. (Yes.)

· Rule:  Gift tax is an obligation discharged of which is income.  The gift is conditional, thus the donee paying donor’s tax is not gift (if not conditional, then it’s gift from donee!)

· The gain by the donor is amt of gift tax liability less the donor’s adjusted basis in the entire property.  Accordingly, income is realized to the extent that the gift tax exceeds the donor’s adjusted basis in the property.

· If amt realized is less than basis, you cannot recognize the loss.

· Under Dietrich, the WHOLE basis can be used!!  

· §1011(b):  (x/adjusted basis = amt realized/FMV) x = amount of basis in relation to the adjusted basis.  

· Crane v. Commissioner (1947):  TP inherited a property with a non-recourse mortgage to the same amt as the FMV.  She inherited the land in 1932.  Heirs, so look at §1014 – the basis is the FMV at the date of decedent’s death.  She was not legally obligated to pay the mortgage.  In 1938, none of the mortgage has been repaid.  TP got a deal for cash of 2500 and sold the property & mortgage to buyer.  Crane reported 2500 as income and 0 as basis (disposition of property --> §1001).  Commissioner argued that the basis start at 255,000 then add 2500 received.

· The first question is what the basis was and the second question was amount realized.

· **On a transfer of property that is subject to indebtedness, almost always, the assumption is the debt travel with the property, and the person who receives the property will become the new debtor.  (e.g. Whitewater case)

· Because the mortgage travels with the property, recourse and non-recourse debt should not be treated differently.  The Supreme Court sees the relief from economic compulsion to pay the debt is still a benefit (note that she didn’t have legal compulsion to pay the debt, but she has economic one -> pay or lose the property).
· Footnote 37 (most famous footnote in income tax history) – overrule by Tufts
· Non-recourse liability/debt:  creditor’s only remedy is to take the property back

· Recourse debt:  all of debtors’s properties can be taken

· Commissioner v. Tufts: (1983 – 211):  the partnership borrowed non-recourse loan 1,851,500.  The partners contributed total of 44,000.  The basis for the building thus became 1,895,000.  None of the mortgage principal was paid.  Partnership want out and sold to Bayles.  

· Issue:  Whether the Crane rule applies when the unpaid amount of the nonrecourse mortgage exceeds the fair market value of the property sold.  (Yes.)

· Rule:  When buyer obtained land with nonrecourse mortgage higher than FMV, the amount realized is the amount of nonrecourse loan discharged.

· §1231 still gives a LTCG.

· Bayles:  assume title to property from Tufts.  Value of the property at the time was 1,400,000, and the debt was 1,851,000.  Loan follows the land.  So what is his basis?  We think 1,400,000, rather than 1,851,000 (b/c not much to support, and basis is more appropriate to be FMV).  

· Concur:  (O’Connor) Bifurcation.  

· 1.  Amt Realized = FMV  ( Gain = Amt. Realized – Adj. Basis 

· 2.  Additional Gain = Debt ‘discharged’ – FMV.  And this gain is ‘net’ with transaction one.  

· The difference is the tax treatment of the gain.  The gain under O’Connor is taxable as ordinary income.  The gain from the majority opinion is taxable as LT capital gain (§1231)

· Rule.  

· Recourse Debt:  Follow Bifurcation

· Amt realized = FMV

· Non-recourse debt:  Follow Tufts rule:  Amt realized = loan discharged

· ILLEGAL INCOME

· Gilbert v. Commissioner:  (1977) The Ct decided not to tax Gilbert on the amount embezzled to purchase stocks for the company’s welfare.  Ct took the view that the amount was like a loan proceeds (so no tax).  Ct gave a lot of weight to Gilbert’s intent to repay -> consensual recognition
· Rule:  Earnings, lawful or unlawful can be taxed.  

· INTEREST ON STATE AND MUNICIPAL BONDS

· General:  interest from bonds issued by state and local governments are exempt from tax.  

· Typically has a lower interest rate --> putative tax
· An inefficient way to give money to the municipality.  As the tax bracket of TP goes up, the inefficiency goes up.  (Note that high income groups are usually those w/ this kind of money)

· Industrial revenue bond (IRB):  muni bond whose proceeds were used to finance private investment (to lure business).  Became so popular that government actually asked Treasury to stop this (b/c as supply went up, the interest had to go up).  Limit this to use with traditional governmental purpose only (others are called private-activity-bonds and are not exempt unless they fit within exempt-facility bonds:  e.g. airports, docks, sewage, etc)

· Inflation of 1970’s:  2 results 1) housing price went up drastically and 2) education cost rose among household.  

· Exclusion for gain on the Sale of a home (principal residence)  §121

· Rollover:  (pre 1997) allow exclusion of gain if reinvested within 2 year through the purchase of a new home.  
· §121:  did away with roll over.  
· Exclude gain up to 250,000 for single and 500,000 for married couple.  
· Requires 2 years of primary residence out of 5
· Except change in employment, health, or “unforeseen circumstances”:  up for debate.  In which case may give a fractional rate.  (This is a permanent exclusion.)
· Use by ex-spouse is considered “use.”
Chapter 3 – PROBLEMS OF TIMING

GAINS AND LOSSES FROM INVESTMENT IN PROPERTY

· Realization:

· Require Realization event b/c: (leads to distortion)

· 1.  Difficulties of valuation

· 2.  Liquidity:  TP may have difficulty raising the cash to pay tax

· Disposition of property §1001

· Test is exchange of legally different property (e.g. real estates v. Uranium)

· §109:  Improvements by lessee is excluded from income, so no basis for depreciation §1019

· Corporation dividends:  Dividend can only be paid out of “retained earnings”

· Cash dividend:  when give out, it severs that cash from the corporation (subtract from Asset and Retained earning sections) – Realization.

· Stock dividend:  Do not affect the Asset side.  All it does is takes retained earnings and put it in capital stock of Net worth.  Typically, dividend cannot be paid out of “capital stock”, so this decrease the ability of the corporation to pay out dividend. – No realization.

· Basis is not adjusted without realization event (except depreciation).  Change of recourse to non-recourse loan is not a disposition/realization event to change basis. (Woodsam associates, Inc. v. Commissioner)
· Eisner v. Macomber (1920):  TP was paid a stock dividend.  Congress passed a statute to tax on stock dividend.  TP hasn’t sold any stocks yet. ( Requires realization event.

· Issue:  Whether taxing stock dividend as “income” is Constitutional under 16A.  NO!

· Rationale:  Stock dividend takes nothing from the property of the corporation and adds nothing to the interests of shareholders --> for Pitney, severance yield realization.  Gain has to be derived from capital, and taxing dividend is taxing capital increase and will force sell.  

· Helvering v. Bruun (1940):  TP leased a land to T.  T made improvement on the land but later defaulted on payment.  TP reprocess the land.  

· Issue:  When should such enrichment be accounted for by LL (TP)?

· Holding:  Realization at the year of repossession.  (Overrule by §109)

· Losses:
· §1001 is the computation section of §165, gain or loss from disposition of property.  §165 is what loss is deductible.  

· What regards should IRS give to other laws & regulations?  Compare the purpose of tax and the purpose of the regulations.  If the purposes match, give more weight.

· Savings & Loans:  Rise in interest rates reduced the value of existing mortgages held by thrift institutions.  There was a rapid interest rates increase in the 80’s.  Notice that the loan they made were long term and the money they get was from people which they give short term interest to.  As interest rates go up, individual depositors withdrew their money in search for higher interest rate.  Further, S&L bears the risk of insolvency b/c they need a certain deposit reserve to make the amt of loans they have.  Else board will close them.

· On the surface, they don’t seem insolvent, b/c on the asset side, a million dollar loan at 8% is not reported in the reduced value.  

· Federal Home Loan Bank Board tries to save S&L by allowing them to “trade” “substantially similar” loan portfolios, therefore “realizing” the loss and apply it back to prior years to get a refund.  Most importantly, the rule does not require them to “report” the loss.  

· Cottage Savings Association v. Commissioner:  S&L.  Commissioner’s argument is that if FHLBB doesn’t require these transactions to be reported, so not realization and no deduction.

· Issue:  Whether a financial institution realizes tax-deductible losses when it exchanges its interest in 1 group of residential mortgage loans for another lender’s interests in a different group of residential mortgage loans.  YES.

· Rule:  Test for disposition is exchange of legally different properties (e.g. real estate)

· Legal difference ( formalistic ( easier for lawyers to apply

· Constructive Sales

· Short against the box:  enter into a “short” sale of a property that you own!  Notice change in price subsequently will NOT subject you to the future risk (unlike real ‘short’)!!

· §1259:  TP who holds an appreciated financial position and then substantially eliminates all risk of future gain or loss with respect to the property is treated as if she had sold the property.

RECOGNITION:

· §1031 – Exchange of property OF LIKE KIND held for Productive Use or Investment

· §1031(a):  No GAIN or LOSS recognized from like kind exchange – mainly used w/ real estate*
· Note that loss are not recognized ( 
· Exceptions:  §1031(a)(2)

· Property or stocks held primarily for sales .
· “Interest in a partnership” in exchange for a similar interest is NOT excluded from recognition.

· Stocks

· (3):  NOT Property of like kind IF

· (a) ID later than 45 days.  E.g. If T transfer land to A and A transfer back to T.  T has to id the property and the land no later than 45 days after receipt  OR

· (b) Received earlier of 180 days OR the tax due date.

· (d) Basis on the new property:  the same as the old property, decreased by any money received, increased in the amount of gain or decreased in the amount of loss recognized.  

· Calculations:

· New Basis = Land’s basis - $ received + or – gain or loss recognized
· Gain or loss is “recognized” to the extent of the boot:  

· Amt recognized = LESSER of ($ received + boot) OR gain
· It is the gain that is recognized to the extent of boot, not the boot itself.

· If boot is recognized, then it has its own basis

· Debt relieved are treated as part of amt realized.  Difference b/w the debt relieved and debt acquired is treated as ‘cash’ received or given up.

· Land A’s basis is 15,000, FMV = 75,000.  Land B = 60,000 & cash of 15,000.  

· Gain = 75,000 – 15,000 = 60,000

· Amt Recognized = 15,000 (from the cash)

· Basis = 15000 <old basis> - 15000 <money received> + 15,000 <gain recognized> = 15,000.

· Note that there are 45,000 left of unrecognized gain.  It matches the difference between FMV of land B 60,000 – 15,000 <new basis>. **

· §1033 Involuntary Conversion to similar property:  similar rule
· Original Issue Discount (OID):   §1272 - §1275
UNSTATED INTEREST

· Refers to the unstated interest in a deferred payment. (e.g. the difference b/w issue price and redemption price of a bond).  OID rules seek to tax the unstated interest over the years in between.
· Involves debt instruments:  bond, debenture, note, or other evidence of indebtedness
· Technically no realization event, but IRS sought to tax in order for symmetry (the corporation are deducting yearly!)
· Ensures that interest payments remain OI and not Capital Gain
· §1273:  OID = stated redemption price at maturity - issue price

· (3) if OID is less than .0025 * # of years to maturity * redemption price THEN OID = 0

· Process:

· 1.  Calculate amount gained
· 2.  Calculate amount recognized
· 3.  Calculate New Basis (and to split b/w boot if necessary)
· Case 1:  (Paying in Cash)  Corporation issues Bond due in 10 years.  Principal amt of $1,000 (face value) with no interest.  Let’s say market price (purchase price) is $558.  You bought at an original issue discount of $442.  Discounted b/c 1) it bears no interest and 2) adjust for present value.  

· Base on the purchase price, the market rate of interest is 6%.  Note that instead if you loan 558 to a corporation at a 6% interest, you would earn $34 of interest and taxable!  The Q is whether the tax consequence should be different if this is a zero coupon bond.  Note that the 34 will be added into the MP of the bond.  Because the corporation is not paying you year for year, your loan amt to the corporation increases. 

· Year 1:  558 * 0.06 = 34

· Year 2:  (558+34) * 0.06 = 35 (Bond now worth 592 + 35 = 627).

· Year 3:  627 * 0.06 = 38 --> 665

· Year 10:  943 * 0.06 = 57 --> 1000

· Case 2:  (Paid property traded in market, where value is easily ascertained) Suppose you don’t have $558 cash.  But have a share of stock traded on the market with MP of $558.  You can get one of those bond.  Easy, because the share is easily valued.  Issue Price = Share Price

· Case 3:  (Paid property with unknown value, but corporation knows for sure the value of its bond due to issuing to others at an established price).  Suppose you don’t have $558 cash.  But have an old car worth unknown.  Corporation knows that the bond worth $558, because it is issuing this same bond to others for the same amount.  If the corporation agrees to take the car in exchange for the car, then again is the same calculation.  The car is worth $558.

· Case 4:  §1274.  Note again that:  OID =  redemption price – issue price.  
· Issue Price = stated principal amt OR imputed principal amt (if first amt is less than or equal imputed principal amt).
· Imputed Principal amt = sum(present values of all payments due)
· Stated Principal Amt = The “line” (move it up for more basis depreciation and amount realized to the seller; move it down for more interest income by seller and interest deduction by buyer) ( the line may be adjusted to avoid tax.  Thus, need applicable federal rate.

· The law applies the AFR where there are deferred payment for property which does not fall into the 3 easy rules, you will test the interest stated to see if adequate, if not adequate, the K won’t be accepted and would be rewritten, for tax purpose only, on how these interest will be divided.

· Adequate:  If Imputed Principal Amount is less than stated principal then it is inadequate and IPA becomes the principal amount for tax purpose.

· E.g. The debt obligations = 400,000 per year for 10 years = 4,000,000.

· The total is 9,000,000.  The present value at 10% = 4,385,543 = IPA.  IPA is lower than 5,000,000 stated principal.  So use 4,385,543 instead - & basis is changed to this also.

· See Table 3-2 (p. 295).  **

· Difference b/w imputed principal amt and stated principal is a “recharacterization” from basis to buyer-amt. Realized to seller to interest income by seller – interest deductible by buyer.
· This applicable federal rate is in accordance to the terms of the transaction (e.g. Long term, intermediate term, short term).  Assumption is nobody would lend money at interest less than Treasury rate.
· Note that a tax-exempt buyer would care less about the basis.  A tax-exempt seller do not care about the interest…
OPEN TRANSACTIONS, INSTALLMENT SALES, AND DEFERRED SALES

· Open Transaction:  Basis-first approach, b/c not ascertainable -> §453(j)(2) overrules this :(
· Benefits:  1) Max deferral 2) Max capital gain treatment
· And whenever we are confronted with deferred payments, we must be concerned with OID or unstated interest!!
· Current rule:
· If Max payment Ascertainable:  treat max as SP
· If max year ascertainable:  divide basis into that many years
· If neither ascertainable:  divide basis over 15 years.
· Burnet v. Logan (1931 – p. 297):  Logan got 1000 shares at basis of $180,000.  The company sold her shares to another company for $120,000 plus a promise for additional payments when ores are taken out of the mine.  Logan argues for open transaction so that she can recover her basis first.  TC ruled in her favor.  SUP CT affirmed.
· TP:  Amt. Realized was unknown.  Basis is Known.
· Commission:  argue that Amt. Realized is “known” by estimating $9000 year for 25 years, and discount to present value.  
· Uncertainty factors:  {credit risk, whether or not there are enough ores, interest rate fluctuating, rate of retrieval, fluctuation in demand of the ore}( economic uncertainty.
· Closed Transaction:  get present value of expected payments and treat as received now
· Capital gain requires 1) a sale or exchange of 2) a capital asset
· Somebody paying a debt or loan is NOT a capital exchange.
· Importance is capital gain is frequently tax at a lower rate
· Warren Jones Case:  (9th Circuit):  WJ company got a note for $133,000 for selling a piece of land.  Q – is this a closed transaction?  TP said the FMV of the note is $75,000.  TP argue that when the difference b/w the face value and the FMV is so great that it cannot be a closed transaction.  Tax Court agrees, but APC disagree; that if you can value that note at anything, the transaction is closed.  This thus limit Burnet v. Logan to cases where you really cannot value the “note”.  
· INSTALLMENT METHOD §453:  NOT applicable to accrual method payor!
· Installment sales:  any part of the payment for a property is received after the year of sale.  
· Exceptions:  dispositions that does not require installment method
· Dealer dispositions §453(b)(2)

· Inventories of personal property
· Sale of publicly traded stocks or securities §453(k)
· If Seller realizes a loss on the sale
· Elect out (tax all in year 1)
· Calculation:  
· First, determines the overall ratio of the gain to the SP in order to determine what portion of each payment should be included as gain from the sale
· (Income for that year / Payment received for year) = (Gain / Total KP)
· KP = Sell Price – Debt assumed by buyer
· ** Money were “realized” and not “recognized” until money is received from the buyer.
· Debt higher than basis:  
· INSTEAD:  We decrease total KP by the amount of debt NOT in excess of basis.
· Amount by which the debt exceeds basis is treated as a payment in the year of sale.
· Real Property Transfer within 2 years to a “related person”  §453(e)

· E.g.:  M has a property with no basis (all depreciated).  FMV=150,000.  If M wants to give the money to D.  Then best way is to sell to D for 150,000 in balloon payments – payable in 35 years from date.  And then have D sell to X for$150,000.  
· Basis for D is 150,000.  D has no gain and 150,000 cash!!  35 years from then, M would be dead!
· In this situation, the 150,000 received in the 2nd disposition is as if received by M!
· Exceptions:

· §453 (e):  If more than 2 years
· (e)(7):  If TP can prove that tax avoidance is NOT the principal purpose
· §453A:  Special rules for non-dealers
· §453B:  Gain or loss on disposition of installment obligations (disposition of the note)
· Satisfaction other than face value:  Gain = Amt. Actually Realized – Basis  OR
· Transfer of Obligation but not sale:  Gain = FMV - Basis
· **The trailing clause (a)(2) indicates that the gain will be treated as sale or exchange of the original property (e.g. the land) for purpose of determining type of sale
· Special rule for transmission at death §453B(c):  If seller 1 died and pass note to Son  except as provided in §691, this section shall not apply to the transmission of installment obligations at death.  
· §691 - Income in respect of decedents:  Installment obligation goes first to the estate then from estate to the son.  Because this is not a gain realizing event, there is no tax on the estate.  However, there is tax when D pay some part of the obligation and the tax is on whoever receive the payment.  §1014(c) provides no new basis when receiving property in respect of a decedent.
· If seller 1 died and pass note to sole heir, the obligator (D):  When D gets the note from the estate, the obligation is all gone!  From the estate to D is NOT a transmission at death!!!!!  Taxable.  From M to estate is a transmission at death.  
· Obligation is canceled or otherwise becomes unenforceable §453B(f):  treated as disposition other than a sale or exchange and if obligor
· If obligee are related persons, the FMV shall be treated as not less than its face amount.  
· Suppose F sells to Son for $100,000 for 10 years of 10 equal payments (10,000 each year).  With all these, assume “adequate interest”.  Assume 0 basis.  S has thus 100,000 basis and start depreciation immediately.  If F liberate S for 1 payment of 10,000 (the amount just under gift tax law).  S is not taxed because this is a gift.  Who should be taxed?  F should be taxed, because the gain was accrued under F’s hands.  Taxed when F release his son of the obligation to pay under 453B(f).  
CONSTRUCTIVE RECEIPT & RELATED DOCTRINE:
· Constructive receipt:  though not reduced to actual possession, there is no real obstacle to get the money.  Counted as received even for cash method TP (recall exception in cafeteria plan)  No Constructive Payment though (even if check was written).
· Taxable if income is credited to his account or otherwise set apart so that it is available to him without substantial limitations or restrictions.
· Factors: (for Constructive receipt and Economic Benefit Rule)
· Secured:  Courts look at whether the payment is secured.  An enforceable K is not enough security! (Amend)
· Irrevocable/ Non-forfeitable:  if irrevocable, then economic benefit kicks in and taxable.  (Pulsifer)
· Assignable
· Amend v. Commissioner (1949 – T.C. – p.306):  TP grew wheat and did not require payment until next year, even though wheat was delivered.  Ct held no constructive receipt
· Discussion:  The price was set at contract time, not fluctuating.  He does not have security Even enforceable K, is NOT a security
· Pulsifer v. Commissioner (1975 – p. 311):  Kids have account in Ireland and can’t get the winning until 21 or if guardian apply for it.  
· Issue:  Whether this should be included in gross income.  YES.  Economic Benefit Rule.
· Discussion:  Contrast with Amend, Amend only has a piece of paper with no backing.  Ct reasoned that the money for the kids are irrevocably set aside for their sole benefit and the kids have absolute right to income in the form of a fund.
· Economic-Benefit Theory:  Non-forfeitable; Assignable; and Secured.  
· Taxable if the current value of the employer’s promise 1) can be given an appraised value, and 2) must actually receive the property or currently receive evidence of a future right to property.
· US v. Drescher (1950 – Cir. – p. 313):  TP received annuity policy from employer.  TP, employee, got an annuity K from employer, but can’t withdrawal until 65 or dies.  
· Held.  Should be tax somewhere in b/w 0 and the value company paid.  This may be incorrect because it tempts people to devalue a property (e.g. annuity) with meaningless restrictions just to defer tax.
· Issue:
· IRS wants to tax when the policy is purchased.

· TP wants tax as payment received. 

· Economic Benefit Theory:  TP can’t get to the money now, but he does get a peace of mind.  

· Not “constructively received”, b/c can’t get to it now.
· Deferred Compensation
· No deduction for employer in deferred compensation UNLESS for qualified pension
· No tax for employee by an employer’s mere promise to pay some amount in the future even if the promise is unqualified (non contingent) UNLESS employer put money aside in a trust or escrow (outside of employer’s control), then employee is taxed.

· Problems:  

· Employee is at risk if employer does not pay

· Employer cannot deduct until employee taxable as income

· §83 – Property transferred in connection with performances of services (mainly employment setting) 

· List 2 taxable conditions:  

· 1) When such property are transferable OR 

· 2) NOT subject to a substantial risk of forfeiture (our of payer’s creditor’s reach)

· When property is passed from employer to employee, the excess of FMV, when not restricted, over the amount paid for such property by the employee, shall be taxable when there is no more restrictions.”

· Opt-out:  §83(b)  Election to include in GI in year of transfer

· Allows TP to pay tax at FMV (w/o restriction) the year transferred. But NO deduction will be allowed if subsequently forfeited!

· **Opting out also allows for Capital gain (as oppose to OI)

· Hypo:  Employee was given an ‘option’ to buy up to 1 million shares at the value the day of the grant.  Not immediately exercisable (some future exercise date) 

· Grant Date:  Exercise Price = $8 Value = $8

· The option has “value” b/c it allows the holder to capitalize on future without risk.  If publicly traded, then it has a FMV.  If an option has a value, then the grant of the option is itself a taxable event.  Assume no value for the option.

· Exercise Date:  Value = $25.  Employee pays $8.  A “gain” of $17.  It is possible to tax at this moment, because he can reduce this $25 property to cash readily.  IF we tax now, then $25 will become the basis (8 paid + 17 gain).  We can defer taxing on this date by imposing many restrictions or even forfeiture so can’t be tax now.

· Sell Date:  Value = $38 ( Amount realized = $38

· If taxed at exercise date:  Basis = 25.  Gain = 13.

· If not taxed at exercise date:  Basis = 8 Gain = 30.

· Under either model, total income is the same ($30).  

· The catch is, the $17 is Ordinary income and the $13 is LT Cap gain.  

· If section 83 applies, then tax at exercise date and $30 = Ordinary Income.  If no §83, then $30 of LT CAP gain!

· If the employee wants to give options to charity, he has to exercise the option (you cannot donate option):  At exercise date:  $17 OI and $25 to charity.  Net deduction of $8.  

· Al-Hakim v. Commissioner (1987 - T.C – p. 330):  Sports agent frame his commission as a loan and thus not taxed.  The loan is a zero percent loan.  Held. Affirm!

· 2 K’s:  1st for loan and 2nd for payment of fees.  The payments cancel each other yearly – Sham?!  Ct simply believed it was a loan and rule accordingly

· A zero percent loan– has no economic substance! 

· Commissioner v. Olmsted Incorporated Life agency (1962-8th):  Olmsted was agent for Peoples Life Insurance.  Olmstead assigned all its rights to renew commissions for an annuity of $500 per month for 180 months.   TP file for payments receive that year.

· Commissioner wants to use §1001 (disposition of property) and taxed the whole thing at its FMV!  That TP has disposed of his rights.  And that FMV is 67,000 and a basis of 0 <no cost on those rights and no tax paid on it yet>

· Similar to Drescher (annuity).  **Annuity is guaranteed and thus a negotiable instrument (in property law, has all characteristics of a property).  There might be some credit risk (not big).  Indeed this is a stronger case than Drescher b/c the annuity is actually in the hands of Olmstead and not in a security box.

· Hold:  Not taxable until payment received b/c 1) precedent – not property 2) the amount is not deducted by the other side.

· Rule:  Annuity is taxed the year the cash payment received.

· Qualified Employee Plans §401:  Qualified pension, profit-sharing, or stock bonus plans

· Characteristics (encourage by our tax law)

· 1) Qualified pension plans give immediate deduction to employer

· 2) Allow employee to exclude from current income – fully taxable only when withdraw

· 3) Earnings within fund is not taxed until paid out to TP (no need for tax-exempt bonds)

· Qualification Conditions:

· 1) Broad spectrum availability – can’t discriminate

· 2) ERISA rules (safety of investments, vesting requirements)

· ERISA 1974:  Employee Retirement Income Security Act:  added many provisions to qualified pension.  ERISA was necessary because only high officers got benefits

· 2 types of benefit plan:

· Defined-Benefit Plan:  you get X dollars when you fulfill your obligations.  Many of these are “unfounded” (no money put aside).

· Defined-Contribution Plan:

· 401(k) plan.

· Keogh plans (self-employed individuals setting up qualified plans)

· Transfers incident to marriage and divorce

· Property Settlement:

· US v. Davis (1962 - US):  TP divorce and transferred an appreciated property to his former wife upon a property settlement.  Ct held that this is similar to a release of debt (from ex-wife’s dower rights).  SUP CT held tax now (realization event)

· A 50-50 split of a joint tenancy (or tenancy in common) is not taxed.  If the split is slightly unequal, some Revenue rulings that there is no tax.  -->  Community property cases (no tax).  

· This case is different because Davis is getting the right of not having to pay anything in the future in return for giving the whole property to ex-wife.  

· However, critics universally condemn this case.  Because this is a terrible time to tax.  Eventually OVERRULE by legislation §1041 (1984)

· §1041 – NO gain or loss shall be recognized on a transfer of property from an individual to a spouse or a former spouse (if incident to the divorce).  Such transaction is treated as a gift and the basis is shifted over.  

· §121(d)(3)(B):  Wife can exclude on sale of primary residence even if not living there if ex is living there as part of divorce agreement.

· Ante nuptial Settlements

· Farid-Es-Sultaneh v. Commissioner (1947-2nd):  Bride got shares of K-mart stocks and recognized as a gift as part of ante nuptial agreement, and gave up any rights to other of Mr. Kresge’s property.  Note.  She didn’t have any right at the time of the K, because she doesn’t get them until official marriage.  Want FMV as basis.

· Holding:  The court rule this is NOT a gift and so use the higher basis.

· Rule:  TP gives consideration, the basis of the shares becomes the value of the shares (consistent with Davis), because the consideration was hard to value.  

· Hypo:  A got MSFT (Cost 100; Value 500); B got HP (Cost 5,000 Value 500).  If they trade, A has gain of 400, and B has <4,500>.  After the exchange, both A & B has new basis of 500.  (Should basis be the value of what’s given up or what’s received? – Case laws say usually value received.)

· Alimony v. Child support:  §71
· Alimony:  Deductible for payor and income to payee (child support is not deductible and not income)

· Requirements as Alimony:

· Cash

· Pursuant to a written divorce or separate maintenance agreement

· Separate household for payor and payee

· Not child support (can’t be relate to child in the agreement, e.g. age)

· Must stop at death

· Must be substantially equal in the first three years (else if there is front load, recharacterized as property settlement)

· Consumption Tax

· I = C + S   (True if you say borrowing is negative S)

· I:  income; C: consumption; S: savings ( C + (S) or (-S)

· Note that “capital gain” is not included in Income.  

· True consumption tax permits deduction for savings, and so increases saving rate (distortion).

· Not true in some people.  They will spend all they make and save none.  

· Europe:  Value-added tax (think of a chain of distribution from mfgr to consumer, the value is added).  Adopted not to replace income tax.  Similar to sales tax

· Note that the “rate” on low-income levels is higher than high-income level (low-income group will spend everything they make) --> favors the wealthy

· Income-based Value-added tax:  still require income (consumption) tax filling and then allow higher exemptions for the poor.   I-S = C.  (Our current system is taxable on I – some savings)  Notice that tax system is distortionary.  

· Corporation cannot have consumptions.  

· If you tax on income, it decrease savings (or even decrease ultimately consumption, if they really want to save a certain level)

· The Savings here are financial savings.  (Investment are those that can produce something else, e.g. Education, an investment of human capital).  However, investment is not included in the savings.

Chapter 4 – PERSONAL DEDUCTIONS, EXEMPTIONS, AND CREDITS

· Introduction:

· Personal deductions are “below the line”, i.e. subtracted from AGI to yield TI.

· They have nothing to do with production of income.  May relate to “ability to pay”.

· Note that deductions “worth” more to TP in high brackets --> “upside-down subsidies”

· §63(b):  Gross Income – business deductions (§62) = AGI

· Non-itemizers:  Taxable Income = AGI – Personal exemptions – Std deductions

· §63(a):  Itemizers:  

· TI = Gross Income – Deductions (but not standard deductions) – Personal exemption

· Thus, it you itemize, you miss out on §62 deductions

· Itemized Deductions:  Alimony not itemized

· Casualty losses

· Medical expenses

· Charitable donations

· Interests

· State and local taxes

· 2 major limitations:

· 1.  If not listed in §67(b) then subject to 2% floor (or more)

· 2.  §68:  phase out of itemized deductions.

· Personal exemption are also phased out (lose 2% for every fraction of $2500 over the ‘floor’).  Because this is in fraction, so even going over $1 will lose 2% (the same as 2499 over!)

Casualty Losses §165 (c)(3):  “below-the-line”
· §165(a): General losses

· (b):  you can deduct up to your adjusted basis

· (c):  Limitations (for individuals):

· (1) Incurred in a trade or business

· (2) Incurred in any transaction entered into for profit (e.g. stock loss)

· (3) Casualty:  If arise from fire, storm, ship-wreck, or other casualty, or from theft

· §165(h):  Loss needs to exceed $100 (then deduct $100 from the loss and deduct the excess)

· e.g. $7900 loss.  If AGI=50,000.  10%=5000.  Gets to deduct 2800.  If AGI > 78,000, then deduct nothing.

· Ring Cases:  To deduct, needs

· Sudden, unexpected, and unusual event

· “Act of God”; “Intervention of any sudden or destructive force”

· Lost is not deductible, but damage is deductible.

· It’s hard to determine why you should help one and not another.  (Deduction is a help; but takes away incentive to buy insurance)

· Vandals, Freeze, Sonic Boom, Termite - (no loss for slow termites, loss for fast termites!)  

· Dyer v. Commissioner (T.C. 1961 – p. 408):  Siamese cat had a fit and broke an expensive vase.  Not casualty, because not “unexpected”; destruction by pet is expected.

· Blackman v. Commissioner (T.C. 1987):  Mr. Blackman found wife cheating at house and wanted to burn her clothes.  Burn the house instead.  Held:  No deduction for house even though it is from fire, when it is caused by TP’s gross negligence.

· Rule:  Violation of a law is not per se denial of casualty, but gross negligence will bar.

· Rationale:  Frustration of Public Policy (but should PP be included into consideration when it’s not in the code?):  Test is severity and immediacy of the frustration

· Extraordinary Medical Expenses:  §213  (d)(1) medical care.

· PP:  Compassion, society well-being.  Sudden illness reduces discretionary income.  

· The floor (7.5%) limits to “extraordinary medical expenses”.

· Defined as 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”

· Exclude cosmetics unless congenital deformity or arising from injury or disease

· Exclude OTC!!

· Should detox be deductible?  If it’s a treatment for a bodily dysfunction.

· When doctor prescribed, even a personal swimming pool was deductible!

· Rule:  Deductible for the cost of a “reasonable and necessary” pool, BUT only to the extent that it exceeds the increase in value of the property.

· Compatibility therapy deductible if prescribed!

· Hair transplant is “maybe”.  Health club – no, electric buckey – no.

· Employer-given health benefits are not taxable for employees – one of the biggest tax revenue losses.

· Charity §170

· Rules:

· Only to those enumerated eligible donee categories §170(c) & (b)(1)(A)

· Contributions cannot benefit any private shareholder or individual, and can’t influence legislation or political campaigns

· If to “public charities” - Cannot exceed 50% of AGI.

· (b)1(A):  Public charities that look for funding from the public

· If to “other charities” – max 30% of AGI

· (b)1(B)

· These are modified by “capital gain contribution”, which rate is again different for (b)1(a) and (b)1(b).

· If Contribution is greater than Deduction amount, you can carry forward for 5 years!

· Donation can be in services, cash, or property:

· Services:  NO DEDUCTION (but cost incurred for providing such service is deductible; except for child care)

· Cash: deductible for full amount (limit only by AGI cap)

· Property:  depends on the type of property (LTCG or STCG or OI)

· Note the amount of loss is limited by basis!

· Deductible for FMV of the property (cap by AGI).

· Exceptions:

· §170(e)(1)(A) **Except for those w/ LTCG, the deduction is limit to basis.

· §170(e)(1)(B)(i) – If giving a tangible personal property (so stocks is not included, house is tangible, but not personal property), and if it’s unrelated to the purpose or function constituting the basis for its exemption under 501 –> then contribution is the basis of the property, not its value. (namely, reduced by LT gain at FMV if sold)

· Private Benefits:

· Quid pro quo contributions:  deduction is price minus FMV (value to the donor)

· If the transfer or the gift (contribution) is $250 or more, the charity must give the taxpayer a receipt.   The donor must have the receipt BEFORE the time the tax return is filed.
· Between $500 to $5000, you must have an appraisal.

· $5000 or over, you must have appraisal by qualified appraiser and the summary MUST be attached to the tax return.

· Interest - §163

· Rule:  

· All business interest are fully deductible

· Investment Interest is deductible only to the extent of investment income §163(d)

· Ok to carry forward §163(d)(2)

· Investment Interest is interest income from investment:  e.g. interest from stocks, bonds, etc.

· Passive loss are excluded from this provision

· Personal interest is deductible only if qualified residence interest --> when applied, it’s the interest allocable to these that are deductible.

· Acquisition indebtedness:  1) debt incurred to buy, build or improve a personal residence, AND 2) which is secured by the residence --> max of $1 million.

· Qualified residence:  Max of 2:  TP uses the residence greater of 14 days or 10 % of # of days rented.

· Home equity indebtedness:  any debt secured by a personal residence, with a limit of $100K, but not in excess of the FMV of the residence.  These funds can be use for anything.

· Points:  paid for mortgage is deductible ONLY if paid “for the use of money” (thus not for title, escrow, application fee etc)

· Why allow deductions on residence interest?

· Policy:  protect the housing market, protect pricing, encourage settlement, encourage home improvements.

· Tracing Rule:  important to do in sequence so you can determine what kind of interest we are dealing with.  Interest generally is allocated according to the use of the loan proceeds

· Interest & Inflation:  (lead to interest being overstated)

· Hypo:  If CPI is 3% and interest is 8%.  Then 5% is interest and 3% is return on investment.  Problem is the seller of the loan must take the 8% as income.

· Interest on Student loans:

· Max of $2,500 deduction and phase out.

· Taxes: §164

· A Schedule A deduction = below the line deduction = an itemized deduction

· That is, deducted from GI to get TI

· Included

· Property tax of real estate

· State & Local taxes

· Motor vehicle fee

· Sales tax is NOT included! - Because not much opposition

· Why do we allow deduction for these taxes?

· They are involuntary and do not buy personal consumption (for the most part)

· Rebuttals:  some state rely heavier on property tax (NJ) than others, federal gov’t should not then subsidize those who have little sales tax and big income tax.

· Protect State revenue from effects of double taxation – Federalism

· Personal and Dependency Exemptions:  §151 

· Requirements

· Be related to taxpayer by blood, marriage, or adoption or special requirement (152)

· Derive more than half support from taxpayer (scholarship excluded) (152)

· Have a gross income of less than the exemption amount (151) OR < 19 y.o. OR if student < 24 (and if married, doesn’t file a joint return)

· Phase out 

Credits based on Personal Circumstances:  all subject to phase out.

· Earned income tax credit (§32) – a negative income tax (phase out) ( a refundable credit (if it’s more than your income tax, you get refund).  It is an appropriation.  The credit is a % of income, adjusted every year for inflation.  You can qualify as a single, but mostly for people with children.  A qualified dependent for exemption does not necessarily qualify under earned income tax credit, the tests are different!  This is a welfare program that award people for work (unusual for welfare).  Very complex ( big audit rate, big fraud rate.
· Credit for the elderly and the permanently and totally disabled (§22) – a credit for retirement income (very minor - recall SS is taxable)
· Credit for adoption expenses (§23) credit for adoption expense up to $5000 ($6000 for special needs child)
· Child Tax Credit (§24) allows $500 credit per child.  Virtually incomprehensible.  Not refundable.

· AMT (alternative minimum tax) problem §55 – similar to a flat tax; kicks in if too many credits

Chapter 5 – ALLOWANCES FOR MIXED BUSINESS AND PERSONAL OUTLAYS

· General

· 2 provisions for individuals claiming deduction for cost of generating income

· §162(a) – the deduction for the ordinary and necessary expenses paid or incurred in carrying on any trade or business (subject to §67 limit 2% floor)

· Prerequisite – engaging in trade or business
· §212 – cover expenses of generating income from sources other than a trade or business (also subject to §67 floor limit) (e.g. brokerage fees)

· Prerequisite – income producing activity
· §262 – No deduction for personal, living, or family expenses

· Capital expense:  §263.  Business expense for an asset with a useful life that extends beyond the year in which the expense is incurred, on the other hand, must be capitalized. – Matching. (See Chapter 6)

CONTROLLING THE ABUSE OF BUSINESS DEDUCTIONS

· Hobby Losses §183

· General:  not as significant because of PAL rules §469

· Recall that §262 stated that there should be no deduction permitted for personal expenses

· § 183 applies to individual and S corporation (flow-through entity) and is aimed to decrease items deductible for §162 (business expense) and §212 (expense for generation of income)

· Analysis:  Must distinguish whether it is an profit engaging activity
· If PEA, then expenses fully deductible

· PEA Determination:

· §183(d):  rebuttable presumption for PEA if profit (GI>deduction) in 3 out of 5 years (more lenient for horse breeders – profit in 2 out of 7)  OR

· Objective Determination of TP’s purpose via TP’s sincerity, not realism

· Factors: [manner of activity (business like or not); expertise of TP; time and effort spend; expectation of appreciation; TP’s Hx w/ respect to this activity; amt of occasional profits if earned; financial status of TP (people with no money may be less likely to have hobby); elements of personal pleasure or recreation (existence or lack of); willingness to follow expertise]

· §183(b)(2):  If an activity is not engaged in for profit, these expenses are deductible only to the extent that the GI from the activity exceeds the total deductions that are permitted.  This prevents using Hobby losses to shield other income.

· §183(b)(1):  those items that are deductible regardless of business or not will still be deductible (e.g. property taxes, mortgage interest, etc)

· Nickerson v. Commissioner (7th Cir 1983- 461):  TP bought farm but not familiar with farming.  Lost money and want to deduct expenses.  Held:  Ok to deduct b/c engaging in for profit.

· Rule:  Deductions are only allowable if their motivation in investing was to make profit.  TP’s bona fide expectation of realizing a profit is sufficient, regardless of reasonableness.  And need NOT expect immediate profit.

· Alternative approach:  determine the “pleasure gained” as oppose to the “primary expectation” 

· Rental of a Dwelling used by the TP §280A – basically no deduction for any use of a home for business purposes with some exceptions.  280A.

· General:  §280A applies ONLY if TP uses the property for “personal purposes” during the year.

· 280A(e) requires deductions to be reduced by personal use (even for 1 day)

· Determination of personal use:  §§280A(d)(2) - Not personal if renting out for a Fair Rental Value.

· Deduction allowable depends on:

· 1.  The number of days during the year that the TP used for personal purposes and

· 2.  The number of days during the year that the dwelling unit was rented.

· 3.  PAL §469 may limit deduction of expenses here

· 4.  Deductions allowable regardless (e.g. property tax) – note that property tax allocable to business expense is above the line!

· Whether mortgage interest is deductible depends on whether it is a qualified residence §163(h)(3)(A).  (Primary residence + a second home used as residence)

· Use as residence: §280A(d) ( own uses exceeds the GREATER of

· 1) 14 days OR

· 2) 10% of # of days during year for which such unit is rented at a fair rental.

· BUT if not a qualified residence, then it may still be deductible as profit-motivated expense!

· Special Rule 280A(g):  NO income & NO profit-motivated expense deduction for dwelling used for residence that was rented out for less than 15 days.  (Property tax + mortgage interest still deductible)

· Vacation homes - §469 eliminated the incentive to use this as tax shelter b/c passive losses are not deductible to shield other income.  Also govern by §280A.

· Analysis

· If TP rents the dwelling but does NOT satisfy “use as residence”

· 280A(e) still applies, but (c)(5) limitations doesn’t!

· Deduction = Non-profit motivated expense + (Profit motivated expense) x (#days rented/ # days used)

· Other expenses may be [maintenance, sewer, garbage, heat, water, management]

· If TP rents the dwelling AND “uses as a residence”

· Non-profit motivated expense now still fully deductible

· §280A(c)(5) applies because it is a “use” under §280A(d)

· Deductible Profit Motivated expenses = (Profit motivated expense) x (#days rented / # days used)

· BUT limits by (cannot exceed)

· GI from this activity  - Sum of allocable non-profit motivated expense deduction

· The smaller the # in (i) and (ii), the happier the TP, b/c the higher the ceiling.

· In calculating the amount of “property tax” & other (i) deduction allocable to such use, there are 2 options:  days rented / 365 or days rented / total # use

· The rule is now use the whole year 365 days (happy TP)

· The rest is carry over
· Under this rule:  you can no longer produce a loss if you use the dwelling as a residence as defined in (d), b/c your GI for that use is zero.  

· This is again a “stacking provision” –> you have to offset your income by some deduction (i) & (ii).

· Home Offices, Computers, and Automobiles
· Home Office:  General §280A(c)(1)

· §280A aimed at 2 groups (claiming a beach house as home office, and those that do in house activity and claim business related and deduct expenses of house)

· Deductible only where TP uses the home office exclusively on a regular basis

· 1) As the principal place of business for T/B of TP

· Includes place where TP conduct substantial administrative or management activities for T/B if TP doesn’t perform such acts any place else.  §280A(c)(1)

· 2) As a place of business that is used by patient, clients, or customers in meeting or dealing with the TP in his business (talking on the phone w/ them is not enough) OR

· 3) In connection with TP’s business if the office is in a separate structure that is not attached to the TP’s home

· 4) In addition for employee, it must be for the “convenience of the employer.”

· Home office deduction is capped by 280A(c)(5)

· Certain business use, a portion exclusively on a regular basis: [principal place of business (e.g. laundry lady), ok for administrative or management activities AND no other fixed location of such trade or business]

· Exclusive:  absolutely cannot be used personally.

· Office Decoration

· Henderson v. Commissioner (TC. 1983 – 485):  TP was provided a office and furniture by state, bought plants and paintings to decorate office.  TP wants to deduct the cost of such decorations and parking.  IRS claim such as personal expense §262.  

· Hold:  No deduction when no sufficient nexus exist b/w TP’s expense and the “carrying on” of TP’s trade or business

· Rule:

· Where §162 and §262 both applies, §262 takes priority!

· It’s not enough that there may be some remote or incidental connection, it has to be necessary or helpful in performing her trade or service.

· Discussion:

· How about a fancy desk?  This is a tool of the trade!  <Desk is probably ok, b/c it is necessary in the first place>

· Case:  Employer buying fancy cars for employee, Ct let them deduct.  The necessity element again goes to whether the cars are necessary, not the quality.

· Automobiles, computers, and other listed property §280F

· Special Rules §280F for “listed properties (includes PC, cell phone, generally used for purpose of entertainment, recreation, or amusement, etc)

· The test is objective:  “for the convenience of the employer and required as a condition of employment”!

· If not used for business purpose more than 50% of the time, then cannot use ACRS and has to use straight-line instead.

· For employees, must also be 1) for the convenience of the employer and 2) required as a condition of employment.

· Income Unconnected to a Trade or Business (thus limit by §67’s 2 percent threshold)

· Moller v. US (1983 Fed. Cir. 473):  TP was big-time stock traders and work from home.  Issue is whether he can deduct all those expenses under §162 (a trade or business).  Hold:  Investment expenses, no matter how hard you work, can NEVER be a trade or business.  You have to be dealing with the general public.

· Cf:  another case where a horse better was held to be in the trade or business.  Hard to distinguish.

· Whitten v. Commissioner (TC. 1995 – 480):  TP won money on Wheel of Fortune, wants to deduct expenses in preparation for the show including travel, using a theory of §165 gambling offset (including the family!).  IRS claim not deductible personal expense §262 or §67(b) limit.  Held:  Not deductible as gambling.  Misc. itemized deduction under §67

· Rule:  

· For professional gambler, the limit in 165(d) overrides deduction allowable under 162(a) for “ordinary and necessary business expense”

· Wagering losses must be accounted for and reported separately from the expenses incurred by the TP to engage in such wagers.

TRAVEL AND ENTERTAINMENT EXPENSES  §162, §274

· General

· Purely psychic benefits are not part of income tax base

· Rule:  Deductible if the primary purpose is business (e.g. business dinner, travel, etc)

· Actual Practical Test:  Sufficient business justification
· §162(a):  TP is generally allowed to deduct the O/N expenses paid in carrying on a T/B

· §162(a)(2):  Includes costs of travel, meals, & lodging if

· 1.  The expenses are reasonable and appropriate

· 2.  The expenses are incurred while TP is away from home (stay overnight)

· Home is the place of work generally.

· 3.  The expense are motivated by the TP’s business (not personal preferences)

· Situations:

· Use business expense to travel and visit mom while there.  Ok under §132

· §132 – employer-provided benefit is not taxable if 1) the benefit would have been deductible as business expense 2) had the employee paid for it out of pocket.

· Note:  however, if employer pays for non-business related travel (as part of bonus or salary, then 132 doesn’t apply!)

· Rudolph v. US (US 1962):  insurance agent and wife went on a company paid business convention to NYC from Dallas.  IRS found this as “bonus/reward” and taxable as a bonus.  Sup. Ct. affirm under §61 – “rendered for excellence in service”

· Rule:  Professional conventions for lawyers, doctors, etc are deductible.

· Dissent:  These are business expense (for the welfare of the company) and should not be considered income for TP (or wife, b/c presence of wives are important for the business of selling insurance – bona fide business purpose).

· Entertainment expense as related to business expense: §274 (Read w/ §162)

· For activity which is of a type generally considered to constitute entertainment, amusement, or recreation, deductible ONLY if 

· 1.  Directly related to business OR expenses associated with business

· 2.  Directly preceded or followed a substantial and bona fide business discussion

· 3.  Associated with the active conduct of TP’s trade or business.

· Ordinary business lapse b/w the business discussion and the event is ok.

· Rule out deductions for entertainment intended merely to establish goodwill.  (Although sound for business, abuse risk too high)

· (b) No deduction for a facility or fees and dues to social clubs.  And business gifts is deductible up to $25 per recipient per year.

· (k) Business meals allowed only if NOT lavish or extravagant under the circumstances, and TP is present.

· **(n) Only 50 percent of meal and entertainment expenses allowed as deduction

· Moss v. Commissioner (1985 7th Cir) – lawyers having lunch at a restaurant every day and talk about business.  The court held not business expense.  (But hint that if not everyday, then maybe deductible).  Held, not a §162 expense.

· In another case, the cost to Super Bowl for customers and some employees NOT deductible.  Goodwill entertainment does not yield deduction unless precede or follow by direct business.  Even if Deductible, the tickets would be limited to face-value (not the scalper’s FMV)

· Child-Care Expenses

· Smith v. Commissioner (1940 2d Cir. – 509):  TP deducted expense for maid and wants to use a but-for test.  Saying that but-for working, TP doesn’t need to get maid.

· Held:  Personal expense, not deductible.  The maid expense is indirect and applicable to general human beings regardless of the occupation (inherently personal).  

· Rule:  But-for is not a good test.

· A job is a “business”; this is an expense paid in carrying on any trade or business, but NOT “ordinary and necessary” (§162(a)).

· §21 Dependent Care Credit

· Nonrefundable personal credits

· Phase down and has a cap per child

· Instead of expanding the amount of credit in dependant care services, the Congress subsidized children generally with a Child Credit (political decision)

· Commuting Expense:  Generally NOT deductible (consider a personal choice of where to live)
· General Exceptions:  

· If TP has a regular work location and takes a temporary assignment at a different location.  Note; however that this is §162(a) not §162(a)(2) expenses (thus lodging & meals not paid unless “away from home”)

· Extra commuting cost deductible (if required to travel form primary site to secondary sites)

· Temporary Employment Doctrine:  if TP reasonably expects to be employed in a location for a substantial (more than 1 year) or indefinite period of time, his residence is assumed to be a personal choice.  But if you have to take temporary job with defined period, those expense are deductible (e.g Construction worker)

· “Expects” - objective expectation.

· Commissioner v. Flowers (1945):  TP (lawyer) got a job at Mobile.  He lives in Jackson.  He takes train to Mobile (on company train) and stay in hotels. Held:  the hotel expense is a commuting cost and not deductible

· Rule:

· For traveling expense to be deductible under 162(a)(2)

· Must be “reasonable and necessary”

· Incurred “while away from home”

· Incurred “in pursuit of business”

· Basically No commuting cost deduction for traveling to and from work.

· Hantzis v. Commissioner (1981 – 518):  TP is a law student with summer internship at NY (she lived in Boston).  She wants to deduct her apt expense at NYC.  

· Hold:

· Not holding that home is where the principle place of employment is

· Not requiring the person to be already engaged in the business activity to establish home.

· If there is a duplicate residence, TP must show some business relation both the location she claims as “home” and to the location of her temporary employment sufficient to support a finding that her duplicative expenses are necessitated by business exigencies.

· These cases involve the notion of personal choice.  Courts have declined to define what a home is.  IRS adopt the position that home is where the principal place of work is (still ambiguous as to whether principal is to time or income)

· Legal Expenses §212(3)

· US v. Gilmore (US 1963) – TP (husband) wants to deduct legal expenses used to “defend” his income generating property from his ex-wife.  (The battle was over who was the innocent party, b/c innocent party gets more than half).  Hold:  Not deductible.

· TP argued those expenses was ordinary & necessary expenses for the conservation of property held for the production of income.  §212 – expense for production of income.

· Rule:

· Deductibility of Legal expenses depends upon the origin and nature of the claims themselves (the origin in this case is the divorce suit).

· Hard test to administer.

· If you are actively engaged in the business, then legal expenses from that is deductible.

· §212 and §162 has about the same scope.

· Cases:

· Comedian on air plane (business expense) lost balance and bump into others and got sue.  Legal expense not deductible.

· Driving to a client and hit someone ( deductible.H
· Educational Expenses:

· Carroll v. Commissioner (7th Cir. 1969):  Cop (TP) took general courses in preparation for law school.  TP tried to deduct the tuition cost.  Held:  No deduction, b/c not closely related enough. Test:  Substantial Direct relation to a particular skill

· Rule:  1.162-5, an objective test – requires close relationship

· 2 Requirements to deduct expenses for education

· 1) Maintains or improves skills required by the individual in his employment or other trade or business OR

· 2) Meets the express requirements of the individual’s employer, requirement by law, or imposed as a condition for employment relationship, status, or rate of compensation

· Rationale for non-deductibility of education

· It creates a personal asset --> capital expenditures

· §127 Educational assistance from employer is NOT income to TP.  Presumption that it is related to employment.

Chapter 6 – DEDUCTIONS FOR THE COSTS F EARNING INCOME

· Current Expenses versus Capital Expenditures §263 

· General:  Investment (Capitalize) v. Current Expenses §212 or §162

· To match up expenditures with the income they generate

· Investment expense is recovered via sale or depreciation

· To Depreciate (amortization for intangible e.g. copyrights) - §167
· Must be ascertainable

· And last longer than 1 year

· Exhaustible (thus exclude real property)

· MACRS (modified accelerated cost recovery system) - §168 (for TANGIBLE prop)

· Exceptions to capital expense:

· Stationeries

· Incidental repairs that do not materially increase the value or the useful life of the prop

· Note that a capital expense is usually NOT for capital asset!  (Recall that capital asset is not depreciable)

· Encyclopedia Britannica v. Commissioner (7th Cir. 1982):  TP (encyclopedia publisher) hired a 3rd party to write a book.  TP tries to deduct this expense now.

· Hold:  Not current expense.  The books are capital asset.

· If you create an asset that will benefit you in the future, then the expenditure is to be capitalized.  

· But when books are created in house, they are current expense!  Because of administrative practicality

· Rule:

· §263 Capital Expenditures:  applies to both cash and accrual method

· Uniform Capitalization  (UNICAP) §263A: requires capitalization for cost of self-created asset 

· Capitalization for both Direct cost (e.g. wages) and indirect cost (salaries of administrators)

· Under this, in house cost for books will be capitalized.  Note that books are copyrighted and thus not technically inexhaustible.  They are deducted under “income forecast method”

· Advertising cost is excluded from capitalization; exclude personal use of prop

· Scope:  Limit to 3-years avg of 10 million gross receipt and exclude freelancers

· Most research and experimental expenses need not be capitalized.

· Book Writing Hypo:  if cost of writing is not currently deductible, then TP can defer the first year’s income for as long as he writes!  

· However, if Capitalization --> Matching concept ( our current tax system

· Farm:

· Revenue Ruling:  if the land was purchased with seeds and crops, then no current deduction (capitalization).  If buy seeds and plant yourself, then current deduction.  Farm products are capital assets.  Seeds and plant are ordinary & necessary …

· Repair and Maintenance expenses §1.162-4:

· Repairs are currently deductible if it does NOT

· Materially add to the value of the property OR

· Appreciably prolong its life, but keep it in an ordinarily efficient operating condition

· Repairs (currently deductible) v. Replacement (capitalization)

· §1.263(a)(1) – minor repair are currently deductible (minor in $ amt)

· Replacement:  includes correcting a foreseeable problem

· Note that the repairs still needs to be ordinary & necessary, plus cannot be expected.

· Expected damage is regular wear and tear (not currently deductible, because accounted in depreciation.)

· Midland Empire Packing Co. v. Commissioner (T.C. 1950 – 563):  The ham storage room has oil leaking in from another store.  TP fixed the leak and deducted those expense currently.  Held:  A “repair” thus currently deductible.

· Does not add value of the property.  Does not appreciably prolong its life

· Revenue Ruling 94-38 (1994):  A land was contaminated by TP.  TP built a facility and incur continuing cost to reverse the contamination of the soil and water.  Held:  The facilities is an asset (capitalized).  The maintenance fee is not asset and thus currently deductible.  

· Distinction:  Hard Physical Equipment (tangible) vs. Non-physical expenses (intangible).  This ruling hint that they want to require tangible to always capitalize.  

· Rule:  In determining capitalization v. current deduction, important to consider the extent to which the expenditure will produce significant future benefits.

· §198:  Qualified environmental remediation expenditures:  allows TP to deduct an expense that otherwise must be capitalized.

· Norwest Corporation and subsidiaries v. Commissioner (1997):  TP removed asbestos from building while also remodeling.  Wants to claim the removal of asbestos as §162 current deduction.  Held:  No.  It was part of a general plan of rehabilitation

· Though the cost didn’t increase the useful life of the building, the building becomes safer and thus the property value may increase.
· Expenses incurred as part of a plan of rehabilitation or improvement must be capitalized even though if the cost taken separately, some or even all of them could be deductible.
· Use but-for test to determine if it is one general plan.  ( greatly differ in courts.  (e.g. while painting, found stairs need replacement, is the paint part of general plan of rehabilitation?)
· INDOPCO, Inc. v. Commissioner:  capitalization is required if an expense produces a long-term benefit even if the expense does not create a separate asset.
· INVENTORY ACCOUNTING §471

· General:
· Again, matching income with cost of income production
· Inventory accounting is required in every situation where the production, purchase, or sale of merchandise is an income-producing factor.
· Includes manufacturers, wholesalers, and retailers
· The accrual method is required to be used with inventory accounting method.
· Calculations:

· Gross profit from business = Gross Receipts - Cost of goods sold

· Cost of good sold = Opening inventory + Amt Purchased – Ending Inventory

· Inventories are taken at “Cost”
· FIFO v. LIFO:  default is FIFO (has nothing to do w/ physical good, just with the cost)
· FIFO:  permits TP to anticipate a loss on the inventory before it’s sold.  May use the lower of cost or market method**
· Rarely, TP may use actual item (e.g. one of a kind jewelry store)
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Under LIFO, inventories must be valued at cost.  LIFO reduces taxes in periods of rising prices

· Rent Payment versus Installment Purchase

· Starr’s Estate v. Commissioner (9th Cir. 1959 – 583):  enter into a “rent” agreement, which is really an installment purchase

· Issue:  Whether the lease here is an installment purchase.  Hold:  Yes.  There were several factors the court looked at, that with “substance over form”, this is really a purchase.  

· No “value” at the end.

· The court is looking at the economic reality

· Rent for business is a deduction under §162 (fully deductible).  However, if you are an owner, you can take interest deduction and depreciation.

· At the time, depreciation was slow.  MACRS now eliminate such bogus transaction

· Goodwill and Other Intangibles

· Welch v. Helvering:  (US 1933):  TP repaid “discharged” debt of a previous company in order to increase his credits.  He is trying to engage in the grain business.

· Held:  Those expenditures are held as capital expenditures, not current expense.  No depreciation of goodwill at the time though

· Amortization of Goodwill and other Intangibles §197:  

· Allow amortization over 15 years if

· 1) Acquired by TP AND

· 2) Held in connection with the conduct of a trade or an §212 activity 

· Include patent, copyright, formula, etc

· Exclude:  self-created intangibles; asset interest in a corporation, partnership, or trust, interests in land, certain computer software.

· Note that self-created goodwill cannot be depreciated

· “Reasonable” Compensation §162(m)

· Reasonable – decrease fraud

· Golden parachute restricted – limit to $1 million (the million limit is applied throughout, but just does not apply to employee’s compensation that is based on commissions or the financial performance of the employer)

· Cost of Illegal or Unethical Activities §162(c)(e)(f)(g)

· Prior to 1970, use frustration of public policy to deny (may even allow deduction of illegal activities)

· Tax Reform Act of 1969 – amendments to §162:  (c), (e), (f), and (g):  deny illegal activities to deduct.  No more Frustration of Public Policy! (But courts sometimes disregard).  

· Most bribes not deductible

· Kickbacks are not allowed unless with “specialist”

· §162(f):  NO deduction for ANY FINE or similar penalty paid to a government (even if non-gov’t charity from a plea bargain is NOT deductible, b/c in lieu of a fine)

· Fines & penalties not deductible

· §162(g):  Treble damage under Antitrust laws:  2/3 of it not deductible.

· Extension of denying illegal activities

· Transfer to §165 (loss) also.

· §1001 (recognition of gain or loss):  held, those seized are not deductible, those sold are deductible

· Depreciation and the Investment Credit §168

· General:  

· Factors:  1) Useful life 2) Salvage Value 3) Methods of allocation

· Wasting asset:  e.g. Tractor, something that depreciates.  As oppose to land.

· Economic depreciation:  most accurate, but not practical (economic cost at year start and year end)

· Straight-line:  Cost / Useable years

· E.g. $1000 tractor, useful for 5 years => 200 per year = 20 % (or 1 year / 5 years = 20%)

· Declining Balance method:  current method

· Accelerates the depreciation and defer tax. 

· Start with straight-line percentage, then increased by a specified factor, the resulting percentage is applied to the cost of the asset reduced by the amounts previously deducted.  Switch to straight-line the year after straight-line is greater.

· E.g. Factor = 200% (double declining balance vs. if 150% = 150% declining balance)

· Year 1:  20% * 200% = 40% --> 40% * 1000 = 400

· Year 2:  40% * 600 = 240

· Year 3:  40% * 360 = 144

· **Year 4:  Remain = 216.  Years remain = 2.  Each Year = 108.

· “Sum of the Years digits”, not used anymore:  Total up the number of years (e.g. 5 years --> 15, the first year is 5/15 of cost, the second year is 4/15, and so on)

· Income Forecast method:  (current income / projected total income) * cost

· For intangibles

· E.g. films, book copyrights

· §197 asset:  Amortization of goodwill and certain other intangibles ( 15 year depreciation:  acquired by TP and held in connection with trade or business

· Intangible created by TP himself, not §197

· Hypo:  Boxcars cost=1,000,000.  Depreciation Life of 10 Years

· Straight-line:  100,000 per year

· Double declining Balance:  200,000 year 1.  Basis thus becomes 800,000.  If then sold for 1,000,000 then gain = 200,000.  A §1231 gain = capital gain.  (Cap. gain max at 25%) --> 50,000 max tax.  (Still come out ahead of straight-line)

· §1245 recapture turn  §1231 gain into ordinary income to the extent of depreciation taken. Gain exceeding depreciation is §1231 gain ( capital gain.

· §167 allows depreciation for 1) property used for trade or business & 2) property held for the production of income.

· §168 ACRS:  Accelerated Cost Recovery System

· General Rule:  Any tangible property’s depreciation is determined by:

· Applicable depreciation method (b)

· Real Property --> Straight-line

· 150 percent declining or 200 percent declining

· Applicable recovery period  (c) and (e)  --> go to (e) first
· Class lives:  IRS set the “useful lives” for certain class of property; Treasury cannot change this after 1987.
· Residential real property 27.5 years of ARP
· Applicable convention

· (d) Convention:  When personal property is bought in a year, it is deemed to go in service at July 1 (mid-year convention).  Except if 40% of the purchase is bought at the last quarter, then use mid-quarter convention.
· Real property generally uses mid-month convention
· (g):  In the rare occasion where a TP wants fewer depreciation, this section provides an alternative system – longer recovery period + straight-line

· §179:  Election to currently expense certain depreciable business assets:  intend to help small business, thus phase out.  §179 property:  tangible property which applies to §168

· Depletions (2 Types):  §§611-613A

· Cost Depletion:  the cost of property spread across the expected units in the natural resources

· Percentage Depletion (only to minerals and only to small time business):  instead of limiting depletion to cost, a % of the gross profit is deducted every year (without limitation)

TAX SHELTER

· General:  an investment shielding its own income with spill over effect to shield other income from tax.  Tax shelter proliferated because of accelerated depreciation & deferred recognition schemes.

· Goals:

· Deferral

· Conversion:  converting ordinary income into tax-favored income (e.g. capital gain)

· Tax arbitrage:  incurring expenses that are deductible in order to generate income that is tax-favored, thus creating a “tax loss” in excess of economic loss

· Real estate flourished prior to 1987 because depreciation was accelerated and the tax benefit is huge ( over-building (
· Judicial Response to Tax Shelters

· Anti-tax shelter provisions:

· Recharacterization:  Sham

· Interest deduction limitations §§264-265

· Investment interest limitation §163

· At-risk limitation §465

· Passive loss limitation §469

· Hobby Loss Limitation of §183

· More-likely-than-not Opinion:  to avoid penalty from tax shelter.  This is an opinion letter from an attorney to give TP good faith

· Sham

· Knetsch v. US (1960):  TP bought 10 annuity bonds for total of $4,004,000.  Paid $4,000 and “borrowed $4 million via non-recourse note on the bond.  The bond earns 2.5%.  TP keeps borrowing against the increased value of the annuity to pay the interest.  Deduct the interest and not realizing any capital gain (until sold).  

· Hold:  Interest Not deductible, because looking at “what was done.”

· Sham:   looks at whether there is any economic substance

· Possibility for profit (impossible here)

· Risk (None b/c non-recourse)

· No risk & tremendously remote chance of gain --> not a “real” commercial transaction => a misrepresentation, a mischaracterization

· Goldstein Case:  Ms. Goldstein won lots of money and enter a transaction like this, however, she didn’t protect her asset and lost all her money ( Purposiat Activity:  one do not get the deduction unless real economic substance. <a rarely cited case>

· Estate of Franklin v. Commissioner (9th Cir. 1976):  Doctors partnership (pass through) bought a hotel and lease it back to the original owners.  The partnership signed a non-recourse loan on the purchase and charge a rent enough to wash the payments w/ interest.  His initial 75,000 was labeled as “prepaid interest”.  The sale price was close to double of the FMV.  The Romneys still manage the hotel and can make improvements.

· §461(g):  Prepaid interest.  Generally no deduction, except for points.  This case occurs before this section.

· Note:  The Romneys (original owner), do not suffer tax consequence until they realize on the sale (which for installment method is when they receive each payment).  They get to deduct the “lease” amount. 

· Tax court held this is an option; the doctors loose their depreciation on the building.  The amount they paid for the option become a part of the basis IF exercise.  But if the option is not exercised, it is a LOST ( 9th Cir. Reject this idea.

· The deductions here are 1) depreciation and 2) interest.

· 9th Cir. Said Depreciation is allowed for people who invest in a property that dissolve; the doctors do not have an investment here.

· Rule

· Depreciation is not predicated upon ownership, but upon investment

· Interest Deduction requires a “real” debt:  a person without personal liability, must be reasonable from an economic point of view for him to make a capital investment in the amount of the unpaid purchase price.  Bad bargain is still a sale.

· Interest Deduction limitation §264 expressly denied deductions for interest on debt of Knetsch’s sort

· Prevents TP from deducting interest on debt incurred to purchase certain types of assets on which income is either exempt or deferred.

· §265(a)(2):  prevent TP from deducting interest on debt  incurred or carried to purchase instruments tax exempted under §103 (e.g. muni bond)

· §264(a)(2):  prevents in purchasing single premium life insurance policy and annuity

· At Risk Rule §465:  originally didn’t apply to Real Estate.  Apply to things such as farming, oil and gas interest, and other business.  Deductions from the activity cannot exceed the amount for which the TP is at risk.  One is at risk when money put into an investment or with loan personal liability on TP.  Not too effective in limiting Real Estate tax shelter.

· Applied before PAL.  Thus PAL 

· PAL Rule (Passive Activity Loss) §469:  good at trumping real estate tax shelter.  Requires that the activity generating loss is not passive.  It looks at TP’s relationship to the activity

· Generally deductible only when:

· to offset income from other passive activities

· to offset income from passive activities in later years OR

· at the time the investment which generated the loss is sold

· Segregate income and loss into 3 baskets

· 1.  Passive 

· 2.  Portfolio (e.g. interest or dividend)

· 3.  Active trade or business

· Application:  to individuals, estates, trusts, & “closely held” C corporations

· 1) Activity involving trade or business which 2) TP doesn’t “materially participate”

· Material participation §469(h)(1):  regular, continuous, & substantial basis 

· 500 hours a year (~1/4 of your work hours)

· Renting is passive as per the statute with an exception, so is participation in a limited partnership.  RE is a PA unless it fits the 2 possible exceptions.

· Passive loss can only be used to offset income from other passive activities( Basketing
· End of Passive Activity:

· Disposition:  PAL is allowed for that year.  

· Gift:  PAL is added to the basis of the donee.

· Death:  If passed by death, the step up … 

· Exceptions:

· 1.  (Appl. only to RE) If TP “actively manage” (but still PA) AND own 10% interest, then TP can claim $25,000 per year deduction and phase out as income goes above $100,000 (at rate of 50 cents per dollar above that amount)

· 2.  If a TP is in a RE business, (e.g. broker) and spend half of time working there and the half is at least 750 hours, then that person may claim loss from RE activity.  ( best for wives of high-income individuals.  

· 3.  Interest in Oil & gas prop is not passive if TP has unlimited liability §469(c)(3)

· If you have a PAL, you want a PIG (passive income generator)

· Alternative Minimum Tax (AMT): impose a tax at a reduced rate on a broader base.  

· Goal:  to apply to high-income group that pay little or no tax despite their high income.  

· TP owes AMT only if TP’s tentative minimum tax > than regular tax liability

· It takes regular taxable income, adding to it the amount of the preferences (§56, 57 items), minus a set exemption amount (including the personal exemption and standard deduction, problem b/c this is not adjusted for inflation), to arrive at alternative minimum tax income.

· If AMTI less than 175,000 then @ 26%

· Anything higher is @ 28%

· If TMT is 100,000 and Regular Tax is 3600, then 3600 regular tax and 6400 AMT.  It is important to keep these 2 tax separate because some credits are applicable to Regular Tax and not to AMT.

· Note, Child Tax Credit has to have a special exception to include its application to AMT as well (else, many people will have AMT)



· AGI:  


50,000
(married)

Personal Exemption
5,800

Other Taxes

6,000

Mortgage Interest

7,500

Charity


2,600

Children exemptions (8)
23,100

Taxable Income

7,000

Regular tax @15%
1,050

AMT:

AGI

50,000

Exemption

45,000




5,000

5,000 @ 26% = 1,300

$250 AMT.

· E.g.

T.I.


10,000

Reg Tax:
1,500

Itemized D
ed.
30,000

H+W+2D’s
10,800



50,800




45,000




5,800

AMT of 
$4,300

Chapter 7 The Splitting of Income

· Background to Split Income

· Because tax rate is progressive, it is beneficial to push income towards family members who are in lower tax brackets.

· Services provided free of charge (imputed income) are not taxed though (can shift income this way).  

· This concept is undermined by:

· 1.  Married couple pooling their income for the more beneficial rate

· 2.  Unearned income of Children under 14 is taxed at parent’s higher marginal rate §1(g)

· 3.  The tax rates are less progressive than before and max rate is lower

· Basic Rule:  Fruit and tree:  (Holmes) the fruits are attributed to the tree from which they grew.  This doesn’t apply to a partnership.  (Lucas v. Earl)

· Personal Services:  Tax on person providing the services.  You can give personal services away tax-free (shifting tax burden to donee)
· Property:  the owner is taxed on the property.  One can avoid the tax by giving the property away.  One should not be able to avoid tax to give just the income from property away.  This is base on the notion of retaining power or control over the property earning the income.
· Income from services:  Diversion by Private Agreement

· Lucas v. Earl:  Mr. Earl made a deal with Mrs. Earl and that what he makes, they own as “joint tenants”.  This is legal K under CA law.  Mr. Earl and Mrs. Earl each filed half the income!

· Rule:  Tax on income paid, not “benefited”.

· Private Contract cannot override Tax Statute

· It’s clear that Mr. Earl was not trying to avoid income tax, because the K was signed in 1901; however, income tax amendment did not pass until 1913!  (Ratified in October, but applied retroactively to March). 

· Benefits form a parent is hard to tax, thus not taxed.

· Income from Services:  Diversion by Operation of law

· Poe v. Seaborn (1930 – 663):  TP & wife owned Community property.  The property makes income but include his salary.  TP and wife each reported half of income.  Ct held ok!

· This case is very much like Lucas v. Earl.  But different result, because Ct held that the wife has “vested property right”.  TP wants “ownership test.”  IRS wants “control test”.  

· Rule:  Power is not synonymous with right.

· Community Property Law gives a vested property interest.  State Law can trump Tax Statute, while private contract cannot.

· Recall that income from property is taxed to the owner.

· Income splitting:

· All married couples with the same income should pay the same tax vs. disparity between married and singles.

· Marriage Penalty:

· 1.  Rate schedule

· 2.  Phase outs

· e.g. 

· A - $100,000
Tax- $23,827

· B - $100,000

· B married C (no earnings).  Their total tax is 18,472 => “Marriage Bonus”

· D - $50,000
Tax - $8,357.50

· E - $50,000

· D lived with E and their total tax is simply 16,795.

· If they married; however, they will pay 18,472 => “Marriage Penalty”

· Thus:  Max Marriage Bonus when only 1 spouse was earning, and the Max Marriage Penalty occurs when the 2 spouses make the same.  Their midpoint is when the effect of marriage is none.

· Increasing the single’s rate will increase disparity b/w single and married

· In a progressive rate system, marriage penalty will not go away, you will either have marriage penalty or marriage bonus

· Income form Services:  More on Diversion by Private agreement
· Armantrout v. Commissioner (7th Cir. 1978 – 671):  TP gets education fund for his kids (from work).  He never received the money and cannot spend it any other way.  IRS argued that this program is income for TP because it is in relationship to TP’s employment.  Ct agreed.

· Rule:  Income must be taxed to he who earns it.  

· Income must be attributed to the tree upon which it grew.

· Anticipatory arrangements designed to deflect income away from the “proper taxpayer” will not be given effect to avoid tax liability.

· Funds received as an agent for another is NOT taxable; however, religious vow of poverty is not enough.  It’s a matter of control.  (Even direct deposit is not enough)

· Rationale:  The selection process of this benefit is linked to the employee, and the eligibility is linked to employment, and this is also advertised in recruit.

· Note:  although this does not discharge the parents of any legal obligations, this is a matter of K at “arm’s length”.  In effect, TP is giving this “benefit” a legal value.  

· Recall that the company is not allowed a deduction until the benefit is taxed as income to the TP

· Transfers of Property and Income from Property

· General:

· Income from property is taxed to the person who owns the income.  (Exception:  unearned income of a child under age 14 is taxed at his or her parents’ marginal rate).  

· Horizontal interest:  an interest in property that is coterminous in time w/ the donor’s interest (e.g. 10% undivided interest)  ( The donee is taxed

· Vertical interest:  (carved-out interest) gift of property that is not coterminous in time with the interest by the donor, but that reverts back to the donor.  

· Tangible self-created property is seen as the transfer of property rather than services (thus the sale of which is taxable to donee)(e.g. artist).

· Transfers of intangibles (e.g. copyrights, patents, etc) are confusing.  Analysis depends on form.

· Factors:

· What is meant by property

· Economic characteristics of what was given away and what was retained.

· Blair v. Commissioner (1937):  A will assign LE for all income of a property to TP.  TP assign those rights to son and daughter --> vertical division / slice.  As oppose to a horizontal division.  This case is easy because a LE is similar to FSA (vested right to do whatever you want).  This is the main rule for “property”.
· Helvering v. Horst (1940 – 683):  TP has a bond (w/ principal right, and interest right).  TP gives the individual coupons to his son right before the due date.  The coupons are itself negotiable instrument.  
· Rule:  The power to dispose of income is the equivalent of ownership of it.
· Rationale:  TP is “realizing” the value of the interest by giving it to his son --> same kind of satisfaction.  Substance over form.  Horst has not given up the income producing property.
· Hypo:  If an owner assign the income from 20 years of leasehold, the assignee is taxed!  <Note: however, always special rules for farmers>
· Hypo:  Let assume instead of a “negotiable instrument”, Horst lend money to a friend who promised to pay interest.  If Horst gives the right to son.  Lender asked Horst if it’s ok to give the money to son.  Son gets money.  Horst is still taxed, because he still has the power and control up to the very last moment.
· This is similar to Lucas v. Earl, b/c despite the arrangement, Earl still has plenty of control over the K (work less, etc).  It’s harder to see in Horst, but Horst is a vertical slice (does NOT transfer taxation).  Horizontal slice transfer taxation as well.
· Heim v. Fitzpatrick (2d Cir. 1959):  TP assigned his patent royalty to a company of which he owned 1% (rest owned by wife and family).  The company then assigned the right to a company which pay the company.  Ct found this is sufficiently substantial a transfer of the income producing property.
· Patent is a Property
· Patent and Copyright are weird:  They are personal services that have been reduced to property interest.  IRS is sometimes confused as to which set of rules to apply (labor services vs. property).  
· License and Lease are sometimes confused with Sale:  most court do not find license same as sale.
· Courts have refused to buy the notion of a family 
· Trust:  more than 2 possible TP to tax on a certain interests.
· A transfer or declaration of the legal title to a property for the benefit of a 3rd party.  A trustee, a res (property), and a beneficiary.  Was called use.  Res = trust corpus.  
· 2 kinds of trust (in tax law):
· 1.  Grantor Trust:  one on which the grantor (or spouse) is taxed on the income, b/c under the terms of the trust, the grantor has retained power (deemed sufficient) to continue taxation.
· Various IRS rules to Tax Grantor:
· If grantor has a reversionary interest that is equal 5% or more of property.  
· Retention of power over the beneficial use of the property (various powers included, confusing)
· Retention of administrative powers – largely a power to borrow from the trust without adequate security or the like
· Retention of voting power of shares in a corporation
· Power to revoke the trust
· If the income of the trust can be paid to or accumulated for the benefit of the donor or the donors’ spouse, OR applied to the payment of premiums on policy of insurance on the grantor or spouse.  Exception:  if the income under this rule can be applied to extinguish of the grantor’s obligation of support, that alone will not cause the grantor to be taxed.  The grantor is taxed on the income only to the extent the fund is use to extinguish the grantor’s obligation of support.
· If a person keeps a right that can keep the grantor taxable, then that person is taxed as the grantor.
· 2.  Non-Grantor Trust:  simply the above set of rules doesn’t apply.
· Trust is taxable on the income:
· If the trust is required to pay out the income or in fact pays out the income, the trust gets a deduction for the amount required to be pay out or paid out.  I.e. a trust is treated as earning the income and is taxed on it unless it pays it out.  If paid out, the trust gets deduction and the beneficiary of the trust is taxed on the income that the trustee is required to pay out or in fact paid out.
· Typically, Taxable income from capital gain is neither required to be paid out nor in fact paid out.  Thus it is typically taxed at the trust level, even if paid.
· (Look at handout – section 1E; the rate of trust income is raising rapidly! 39.6%.  Thus it is not beneficial to be an accumulation trust.  You can’t get by this by setting up multiple trust with the same beneficiary – b/c of multiple trust rule will treat as one trust)
· Simple & Complex Trust
· Simple Trust:  distribute all current income to the beneficiaries (so beneficiaries are taxed and trust is not)
· Complex Trust:  does not distribute all of its income in one year (the trust is taxed as to its undistributed amount) and taxed again at distribution.
Chapter 8 – Capital Gains and Losses

· General Capital gain/loss treatment:

· Corporation

· Capital gain recognized by corporation does NOT receive favorable treatment! §1201

· Corporation cannot deduct excess CL, but can carry back 3 years and forward 5. §1212(a)(1)

· Individual

· Can deduct excess CL as Ordinary Loss for up to $3000 per year, and can carry forward indefinitely. §1211(b)

· §1231 – Property used in the trade or business 

· General:

· Net gain of 1231 property are capital gains

· Net loss of 1231 property are ordinary loss

· Any recognized gain on sale or exchange of property or any recognized gain from the compulsory or involuntary conversion of property into money

· Property used in trade or business must be held for more than 1 year (virtually applies to all non-inventory business property – e.g. machinery, buildings, and land owned)

· Modifications:  

· Recapture: §1231(c) Recharacterize §1231 CG into ordinary income if OL within the last 5 years

· Depreciation Recapture: §1245 Recognize OI to the lesser of gain recognized on the sale OR prior depreciation taken on the asset sold

· 1245 Property = 1) depreciation allowed by §167 & 2) specified in §1245(a)(3)

· Real Property Depreciation Recapture:  §1250

· A4(c) – involuntary conversion

· Casualty Netting:  it’s a netting of gain & loss from involuntary conversion of particular listed kinds – it these losses exceed the recognized gain, then not covered by this section

· Casualties

A. Net Gains  ( §1231

B. Net Losses ( Ordinary Income

§1231 (involuntary conversion; prop held for business purpose)



Net gains from Casualties



Gains



Losses



A. Net gains ( §1221

a. Recapture of net ordinary losses §1231(c):  If you look back 5 years, and find Net §1231 losses, you must reduce your §1231 gain by those losses, provided the losses had not been used for this purpose before

	
	1996
	1997
	1998
	1999
	2000
	2001

	§1231
	<9000>
	
	6000
	
	
	10,000



Under the law, in 1998, the 6000 gain become a Ordinary Income.  3000 loss still left and thus in 2001 (10,000 – 3000) ( 7000 is §1231 gain.  And 3000 OI.

B. Net Losses ( Ordinary Income

§1221 (applies to all Capital Losses)

Short Term: cap asset held less than or equal to 1 year


Losses


Gains

  Net (could be loss or gain)

Long Term:  Held more than 1 year


Losses


Gains

  Net (could be loss or gain)

Now, Net the Long against the Short ( (could be loss or gain)

4 possibilities:

1. Net ST losses w/ Net LT losses:  they never lose their character of being ST or LT.  Must be kept separate (a ST loss will not become a LT loss b/c of carryover)

· Use $3000 to offset ordinary Income

· Use ST first

· Carry over any unused

2. Net ST losses w/ Net LT gain ( must be further net (b/c difference in sign)

a. If Net ST loss - $3000 deductible against OI & remainder carry over

b. If Net LT gain – tax is capped

3. Net ST gains w/ Net LT losses  ( Ditto

a. If Net ST gains – ordinary income

b. If Net LT lost - $3000 offset OI & remainder carry over

4. Net ST gains w/ Net LT gains

· ST gain taxed as ordinary income

· LT gain taxed capped

· Maximum Capped Tax for LT.C.G:

· E.g.  Net LTCG of $100,000:  need to characterize this “capital gain”
· Types of Capital gains (max rate)

· §1202 gain:  50% goes into income and taxed at 28% (in fact taxed at 14%)
· Collectible gains:  28%
· Unrecaptured §1250 gain:  25%
· Regular Capital Gain:  20%
· Previous 10% Assets held more than 5 years after 2000:  8%
· Previous 20% Assets held more than 5 years after 2000:  18%
· Max Rate governs by that they will not be higher than the marginal tax rate TP is under.
· Hypo:
· Box cars cost $1,000,000 and depreciated 200,000 in Year 1
· Year 2:  Sold for 1,000,000.  Gain = 200,000 (§1221 gain)
· §1245 Property:  The gain becomes ( Ordinary Income (to the extent of depreciation taken).
· If sold for 1,100,000.  200,000 OI and 100,000 §1231
· Gain on sale of depreciable property is deemed as ordinary income to the extent of depreciation taken.
· §1250 is calculated the same way as §1245
· Hypo:
· Same price, but improvements of real estate ( §1250.  Same calculation, but different max rates.  Max of 25% here.  I.e. the 200,000 is §1250 gain 25% and the excess is regular §1231 capital gain.
· Why do we treat capital gain preferentially?
· Bunching: the cap asset was held over a period and thus it is a congregate of tax rate
· Decrease Lock-in effect:  avoid immobility of capital and inefficient uses of capital.  Note that death will yield an adjusted basis without income tax consequence.
· Inflation:  some of the gains should be offset by inflation
· General Incentive: to save and invest
· Incentive to new industries:  B/c new industries tend to give cap gain
· Unrealized gains are not taxed

· Avoid the Double-tax on corporate earnings:  at least on the shareholders’ side (over-inclusive though)
· 2 Main types of Capital assets:
· Marketable stocks and equities
· Real Estate
· Realization of Capital Gain/Loss:
· A “sale or exchange” of a capital asset
· Many transactions are considered sale or exchange now (e.g. removal of debt)
· Capital Assets:  §1221

· General:
· Capital Asset = Property that does NOT fall within any of the following categories:
· 1.  Inventory or property held for sale to customers in the ordinary course of business
· Subject to Biedenharn Factors
· 2.  Depreciable or real property used in the TP’s trade or business
· Recall these are §1231 property! (Even better! Gain is CG and loss is OL!)
· 3.  Certain copyrights or literary properties
· 4.  Accounts receivable or notes receivable acquired in ordinary course of T/B
· 5.  certain US Gov’t publications
· Sale to customers
· Van Suetendael v. Commissioner (2d. 1945 - 752):  TP has loss from securities.  Wants to report as Ordinary Loss and argue he is “dealer”.  IRS said these are capital assets (capital held by TP) and doesn’t fit the exclusion.  Ct held that he is not a dealer, so these are capital assets and thus capital loss.
· Rule:  Trading of stocks and securities are consider capital asset (except for brokers)
· Factors to look at:
· Where he got the merchandise
· Qty and diversity
· Customers base
· Trader v. Dealer
· Primarily for Sale
· Biedenharn Realty co. v. US (5th Cir. 1976):  TP bought land and sold some to stores.  Part of the property was used as farm.  TP wants to say this is capital asset.  That the land is primarily use not for customer, that it is a §1231 property (property used in trade or business).  Held:  held primarily for sale and thus NOT capital asset --> Ordinary gain.
· Factors:  to point to whether this is primarily for sale
· Substantiality and frequency of sales:  when frequent sales over long period of time, then it supports as prop held primarily for sale.  This is the most important factor.
· Improvements:  point at being primarily for sale 
· Sales activity:
· Solicitation and advertising efforts:  not always required if business is good.
· Broker Activities
· Changed behavior:  Q of when a change is sufficient to alter the “purpose of holding a property”
· Liquidation Cases:  if you have asset that you spend a long time liquidating, you MAY be excluded from this capital asset exclusion.  
· Disposition reasons:
· General Economic Conditions – CG
· Changes in interest rates – OI / CG
· Factors peculiar to particular property (e.g. Disney World building next to you, should the gain be CG or OI?) - CG
· Factors in industry - CG
· Activity with respect to property - OI
· Fabrication
· Packaging
· Changes in market
· Note that the statute does not allow a partial allocation of capital asset or not.
· Differentiating Biedenharn v. Van Suetendale:  Biedenharn looks more like a “wholesaler” – buy in one market and sells in another market.
· Futures Contract:  A K to buy or sell a certain qty of commodity at a set price at a set date.  The futures are traded in market
· Long:  you have the commodity to sell
· Short:  you don’t have the commodity now
· Corn Products Refining Co. v. Commissioner (1955):  TP, a corn user, bought corn futures to hedge profit.  Ct held that hedge investments generate OI or OL! 
· Rule:
· Hedge Investments generate OI or OL:  Stock purchased with a substantial investment purpose is a capital asset which, when sold, gives rise to a CG or loss, whereas stock purchased and held for a business purpose, without any substantial investment motive, is an ordinary asset whose sale gives rise to ordinary gains or losses.
· Most people who bought futures do not take delivery under the K.
· Arkansas Best Corporation v. Commission (1988):  TP bough stocks in a bank in 1969.  In 1972, bank start falling and TP increase infusion of money.  TP sold shares in 1975.
· TP agues that this bank is so integral to the business that loss from which should be ordinary loss, that the stocks were held for a business purpose.  That this is their business motives.  Ct. disagreed and held all capital loss, rejecting the business motive argument.  
· New Rule:
· Net proceeds from hedging transactions that are an integral part of a business’s inventory purchase system are treated as proceeds from the sale of inventory and thus generate OI or OL
· §1221:  The only exceptions to capital asset are those listed under §1221(a)
· The only exceptions from there is in the hedging situation with Corn Products.
· Substitutes for OI
· Rules:
· For Tax Purposes, sale of the right to income from property, for a limited period of time, by TP who holds the rights to the income from the property thereafter 1) does not constitute a sale or exchange of property, 2) does not generate capital gain or loss, and 3) des not allow TP to offset her basis in the property against the amount received.
· A carved-out interest is not a treated as a separate property right.
· Hort v. Commissioner (1941):  TP rented out a property for term of 15 years w/ annual rental of $25,000.  The T wants to get out of lease for a payment of $140,000.  TP reported a loss (on the theory of taking PV of his future rental payments loss, subtracting his settlement.), and did not include the 140,000 as income at all.  Held:  This are ordinary income (no loss).
· Lease cancellation payment receive by Lessor is OI (from carved-out interest)
· If lease cancellation payment made by lessor and received by lessee then CG! (full interest).
· PG Lake:  a result of Hort.  A Carve-out interest is Ordinary income (not capital gain).  
· A sale of Ordinary Future Income does not produce Capital gain
· Sale of Interest in a Trust
· McAllister v. Commissioner (2d. Cir 1946):  TP “sold” her LE and treated as capital asset, with basis as the FMV of the interest (accounting for her life expectancy) when she dispose the interest.  Ct agrees.
· FIL ( (basis 100,000) to T for life remainder to MIL and Son.
· Relied on Blair, where the daughter (w/ the slice) is taxed on the income produced b/c TP no longer has control.
· Rule:
· LE is a capital asset
· Note that LE is a wasting asset and would have been depreciable if not for §273 (which said it is a capital asset when a life or terminable interest is acquired by 1) gift, 2) bequest, or 3) inheritance
· The buyer of such interest is not governed by §273 and thus can take depreciation unless remainder held by a related person §167(e)
· The seller of a term interest (or LE) --> §1001(e) --> no basis for the seller (except when the entire interest is transferred to any person or persons)
· Fragmentation versus unification of collective asset:  Fragmentation prevails
· Rule:  
· Sale of corporation stocks is considered sale of capital asset (not fragmented)
· Sale of uncorporated business ( fragmentation required.
· Williams v. McGowan (2d. 1945):  TP was in a partnership w/ another partner.  Partner died and he assumed those shares by paying the executrix.  He then sold the whole thing to Corning.  Treat the gain as ordinary income.  
· Issue:  Whether the going business was “capital assets” under §1221.  Whether the whole business is to be treated as if were a single piece of property
· Business Asset:


Seller



Buyer
· Cash --> 







· A/R --> 


Ordinary


Ordinary
Maybe STCG
· Inventory


Ordinary


Ordinary
· F & F:  fixtures and furniture
§1231 --> §1245

Depr.

· Bldg



§1231 --> §1245

Depr.

(if gets to CG, it is unrecapture §1250 gain)

· Land



§1231 (no §1250)

No. Depr.

· Goodwill


Capital Asset


§197 amortize (if can be a §197 asset then §1231)



15 years

· Covenant not to Compete
OI



§ 197 -15 years.

· Note that there are some that are capital asset, and some aren’t.  

· As a practical matter, not too much room for bargain.  For buyer, they wants to minimize ordinary income and maximize depreciation (hates land)

· Seller wants to decrease ordinary income (may bargain on capital gain)

· Hold:  The buyer and seller needs to agree upon how much of the final price is allocable to each of these.  Need Fragmentation.

· Correlation with Prior Related Transactions:  Symmetry.

· Arrowsmith v. Commissioner (1952):  TP are shareholders in corp. and liquidate the ownership.  Liquidation of corporation = liquidation of the stocks = capital gain.  A creditor of the corporation subsequently ask TP for payments, Arrowsmith paid it but report as ordinary loss and argue there is no disposition.  Held:  Capital Loss, because this was part of the old liquidation process and thus a capital loss.  

· The annual accounting concept does not require us to close our eyes to what happened in prior years.

· The subsequent takes its character from the genesis.

· A sale is when seller transfer property and the buyer promise to pay cash or equivalent

· Exchange:  seller transfer property and buyer transfer property

· No sale or exchange: if after the transfer, the seller’s property disappear (e.g. cashing in of an annuity)

· §1234A:  Gains or loss from cancellation, lapse, expiration, or other termination of

· a right or obligation with respect to property which is a capital asset in the hands of the TP. ==>  Treated as Capital Asset.

· Patents and Copyrights

· §1221(3) and 1231(b)(1)(C):

· No capital gain treatment for authors

· Capital gain if the copyrights was bought

· Patents are still considered Capital asset, copyrights are not.

Email:  gdcd@erols.com
(703) 893-8425

Tax Policies
· Tax policies:

· Practicality or administrative feasibility:

· Transaction needs to generate the cash for tax payment

· Valuation needs to be at ease

· Substance over form:  economic reality over what the parties claims it is

· Fairness

· Nature of TP’s investment need to significantly change

· Horizontal equity:  TPs w/ similar income ought to pay the same

· Vertical equity: TP w/ more income ought to pay more

· Tax on “ability to pay”

· Economic goals

· Encourage mobility of capital (so loss should be recognized and gain not)

· Symmetry

· Social goals

· Avoid economic distortions (our system does a poor job)

· Avoid Frustration of Public Policy (Blackman v. Commissioner)

· Problems:

· Imputed income

· Unrealized appreciation

· Solutions

· In general, you can make rules less complex by raising or lowering that tax (less exceptions and special cases).  Best time to simplify by lowering tax is during a surplus. (which is now!)

· Credit v. Deduction

· Deduction allowed will hint a proper mean to get at the tax base – provides more benefit to people with higher income

· Credit does not change the tax base (just subtract from tax due) – a way to distribute money – provides the same benefit to high and low income (if strict)
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