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I. Introduction
A. Legal Framework

Constitution – does not directly deal with income taxes because they did not exist at the time

· Excise taxes (sales tax), tariffs, and property/wealth taxes were the common taxes when Constitution was ratified

· Article I – limitation on Congress imposing a direct tax on property; taxes must be imposed in proportion to the population of the states

· Supreme Court held income tax unconstitutional, so we have the 16th Amendment allowing direct income taxation

· Tax legislation originates only in House – usually honored; similar to other legislation; legislative history is important – House and Senate Reports, Reports of the Joint Committee on Taxation

Administrative Process
· Treasury – Secretary given broad delegation from Congress to create “all needful rules and regulations for enforcement”

· Internal Revenue Service (IRS) – headed by Commissioner

· Self-assessment system – taxpayers determine their tax burden and send money to gov’t; don’t wait for bill; guidance given

· Types of guidance: Treasury Regulations; Revenue Rulings (private party request); Revenue Procedures

· Compliance/Audit process: IRS targets those returns most likely to be inaccurate; people might be wrong in good faith; aggressive action can go too far; settlements common but can lead to litigation; 3 year SOL for IRS to examine any return

· Improving self-assessment system: require withholding of wages; concern about tax shelters
Judicial Process: 

· Tax Court – Article I court; taxpayer challenges deficiencies without paying tax first; like a district court 

· District Courts – Article III courts; taxpayer seeks refunds after paying tax; can get jury trial

· Court of Federal Claims – Refund jurisdiction; Article I court; appeals to Fed Cir – aberrant law ( forum shopping
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Anti-Injunction Act: aimed at stopping protestors from avoiding taxes; takes away option of injunction preventing collection
B. Tax Policy

Types of Tax Systems:
· Almost every tax system has a tax base and a tax rate; tax = tax base x tax rate

· Retail Sales tax: tax base is the retail sales; tax rate (in NYS) is 8.25%;

· Use tax – states like NY might charge a use tax if people buy goods out of state (in NJ) to avoid higher sales taxes

· Burden of tax doesn’t always fall on person who pays the tax – corporate income tax often borne by shareholders, employees, or consumers

Criteria for evaluating taxes:

· Equity: distributional concerns – want to allocate burden in most fair way; most important criteria but subjective
· Benefits received taxation – look at what individuals consume or take out of society; hard for public goods like defense, fire and police; user fees for national parks or toll roads; hard to put value on everything gov’t provides
· Ability to pay – this is the dominant view of equity; income, sales, wealth, property taxes all reflect ability to pay

· Efficiency: taxes can create distortions in the marketplace if not applied evenly
· Bread costs $1, but taxed at 25% so consumer must pay $1.25
· Distortions may not matter if everyone has to buy something; but different if you can make it yourself or buy alternate

· Negative taxes – incentives that encourage you to do something (like develop low-income housing)

· Complexity: difficult to satisfy in a complex environment like taxing “income”
· Businesses engage in complex transactions which require a complex tax code
· Complexity more important to average individual taxpayer whose income is wages; want to keep burden low

Problem:

· Citizens pay taxes to gov’t, then gov’t distributes benefits to citizens; want to spread the burden among taxpayers
· Fairness in distribution is a major issue:

· National sales tax would be easy to administer but disproportionately affect lower income groups

· European countries have value-added tax (VAT) – this is collected at all levels of production, not just sale

· Might treat wages different from capital income – different rates for the different tax bases

· Head tax – paradigm of efficiency (though might lead to less children), but not seen as fair
· Savings – generally not considered for income tax; consumption tax does not tax money that is saved

· Graduated (progressive) rates are generally seen as more fair; marginal value of income ↓ and you have more money

· Can achieve progressive system by varying rates with income or giving credits to lower-income individuals

· Progressive rate structure can be cancelled out by giving credits to high-income individuals

· Living expenses – the more people you have to care for, the greater your living expenses; sales taxes impact those with greatest living expenses; we have uniformity – everyone gets the same deduction for basic living expenses

· Goal is to measure ability to pay – so any transaction that increases ability to pay should be taxed
· Basic exemption is rough approximation of personal and family living expenses

· Catastrophic expenses like medical or casualty reduce ability to pay in the year they occur

· Charitable contributions – also reduces your ability to pay but this is completely voluntary – so we might treat different

· Fringe benefits – example is healthcare provided to employees; if you don’t tax you will get distortion in the market; people without the benefit would have to spend after-tax dollars to get the coverage
II. Income – Compensation and Fringe Benefits
Defining and Calculating Income:
· No precise definition in statutes, regulations, or caselaw

· Haig-Simons: I = C + ΔW; income is the sum of consumption and the change in wealth; calculated on 1 year timeframe

· We do not measure outflow as the definition suggests – rather we measure inflow of wages, dividends, interest, etc.

· Process for Calculating Tax:

· Gross Income (GI) - §61

· Adjusted Gross Income (AGI) - §62 – Subtract “above the line” deductions from GI – “business” deductions - §162
· Taxable Income (TI) - §63 – Subtract “below the line” deductions (sum of personal exemptions and standard or itemized deduction) from AGI

· Tentative tax liability – apply tax rate schedule from §1 to TI

· Tax – subtract tax credits from tentative liability
§61 – Calculating “Income”

· Income: “undeniable accession to wealth, clearly realized, over which taxpayer has complete dominion” – Glenshaw Glass
· Income is construed broadly unless Congress clearly states otherwise by providing and exemption
· Form shouldn’t matter – 
· if employer pays your taxes that is same as if they paid you more compensation – common for executives
· “Form of payment is expressly declared to make no difference” – Old Colony Trust
· Cash receipts, in-kind property or services, even payment to 3rd party – all count as income

· Gifts – cannot make this argument when there is employer/employee relationship

· Business deductions – money spent to produce income is typically deductible; spend $1 to get $2, your income is only $1
· We don’t report net income though – you report $2 income and then take $1 deduction; ensures IRS can do audit

· §262 – unless otherwise provided, no exemption for personal or family living expenses; no deduction for commuting, work clothes, eating even though all are necessary to earn income
· “Economic gain” is the key to income – Gotcher – gain must primarily benefit the taxpayer personally (not the employer)
Problems:
Dinner Money Question:

· ER gives money to EE for staying late at work; not unfettered consumption – EE is forced to eat; benefit to ER and EE
· But still this is a personal expense – clear that EE would not be able to bring lunch to work and deduct that
· §119 – provides an exclusion for meals or lodging furnished for convenience of the employer
· Requires substantial, noncompensable business reason
· Meals must be furnished on the business premises

· Law firm cafeterias are likely covered – but don’t lawyers have ability to pay tax?  Might cap amounts EE may receive or ER may spend (avoid lavish dining room)

· Can be benefit to employee, but only if it is secondary or incidental; primary benefit must be to employer

· Vouchers – analyzed case-by-case; like meals in-kind but not on premises; no complete dominion if limited choices; not fully realized if there are limitations, but if no limitations it is like cash

· Allowances are more likely to be taxed; reimbursements are less likely to be taxed because you can’t keep the excess

Other Fringe Benefits:

· Sports Club Membership – benefits to employer in terms of breaks on insurance and happy/healthy workers; can exclude if on-site gym operated by employer for employees and family - §132(j)

· Car Service – exclusion for unusual circumstances; late night transportation safer; might be de minimis exclusion; if used too often, starts to look like regular transportation costs so no exclusion

· Mets Tickets – might include less than FMV if you win or get at last minute – would not buy the tickets normally

· Working Condition Fringes - §132(d) – exclude working fringes when it would be deductible if employee paid directly

Airline Fringe Benefits
· Lawyer for airline can fly on space available basis – this should be income; value might be less than FMV b/c not certain; however §132(b) says this is not income, though theoretically it should be

· Corp Counsel flies on company jet – should have income but value probably less than cost of charter flight; company not in business of providing flights; §132(d) does not apply, service not provided to public in line of business
· §132(d) – in-kind benefits at no additional cost to employer are excluded, including foregone revenue; service must be provided to public in ordinary course of business (works for airline); can’t discriminate against low-level EE - §132(j)

Law Student flown from NY to CA to interview with firm

· Student has to go to get the job – like Gotcher going to Germany; primary benefit to employer because they want to hire
· This satisfies the Glenshaw Glass definition, but trip is “forced” so Gotcher applies

· Burden of proof is higher for spouse of student - §274(m)(3)

· Even if student can exclude income, employer might not get to deduct expense; otherwise Treasury loses revenue

§83 – property transferred in connection with performance of services; some kind of bargain purchase
· Mostly this is for dealing with stock options or discount employee stock purchase plans; can also provide cars or apartment

· Employee discounts for inventory like cars usually aren’t income b/c employer just foregoes profit - §132(c)
· (a) – Inclusion as income of FMV of property less any amount paid when restrictions lapse; wait-and-see approach
· How much income?  FMV when restrictions lapse minus whatever was paid; this taxes gain during restriction period as ordinary income

· When is it income?  When the restrictions lapse – property is transferable or not subject to substantial risk of forfeiture
· (b) – election to include in income in the year of transfer; must be made within 30 days; no deduction later if forfeit

· Way to turn ordinary income into capital gain if you expect asset to appreciate
· Risks: property may decrease in value (you then paid too much tax); property may be forfeited (you get no deduction)

· Any gain after restrictions lapse would be treated as capital gain

· For apartment, there is imputed income while you live there but don’t own; you would have to pay rent otherwise, so should include the fair rental value as income each year - §83 – where in §83 does it say this???
Cases:  

· Old Colony Trust – corporation pays income tax for executive; executive must adjust income to reflect tax inclusion (a/1-r)
· Gotcher – H and W fly to Germany to tour VW facilities before opening dealership; primary benefit to VW so H’s trip excludable; W’s trip is income because she did not need to go along for essential business purposes
· Kowalski – meal allowances to state troopers not covered by §119
Statutory Provisions:  

· §61 – gross income defined; compensation, capital gains, interest, dividends, etc
· §132 – categories of fringe benefits that may be excluded: no-additional cost; qualified employee discount; working condition fringe; de minimis fringe; qualified transportation fringe; etc
· §83 – property transferred in connection with performance of services; substantial risk of forfeiture; (b) election
· §119 – meals or lodging furnished for the convenience of the employer

Regulatory Provisions:  

· §1.61-1 – 
· §1.61-2 – 

· §1.61-21 – no income flying on company jet when more than 50% going for legitimate business purpose

· §1.132-2 – 

· §1.132-5 – 

· §1.132-6 – 

· §1.83-1 – 

· §1.83-2 – 

III. Exchange of Services and Imputed Income

Imputed Income:
· The form of a transaction should not matter – so we want rules that give the same tax result

· If A pays B $1k to use apartment and B pays A $1k to walk dog and water plants, then clearly there would be tax consequences; A has compensation income and B has rental income (from capital – his apt)

· So we should get the same result if A house-sits and agrees to walk the dog and water plants; don’t require them to pay each other, but still have same tax consequences
· Rev. Rul. 79-24 – barter transactions are taxable; sounds good in theory, but in practice hard to enforce; also valuation issue

· Barter transactions create a distributional issues – unreported income means everyone else must pay more tax if they are not able to engage in these transactions; this creates an inefficiency because people seek to receive services in-kind

· Can extend to other situations, what if you work overtime and pay someone to walk your dog?  Someone else with time to walk dog would then have imputed income, but we don’t tax this type of activity

· Deductions are worth more to taxpayers in higher tax brackets – deduction value based on marginal tax bracket

· Imputed income from capital – there is imputed income to homeowner who doesn’t pay rent (also for other durables)

· These benefits flow to people with enough wealth to buy assets – creates inequity

· Could force owners to include fair market rental value as income – would reduce inequity

· Could give deduction for rent – but this goes against policy of no deduction for living expenses and would ↑ other taxes

· Imputed income for child care – if both parents work, they have to pay for child care; if one parent stays home, they have imputed income equal to FMV of the child care; for both to work, 2nd parent must make enough after tax to pay FMV

Gifts – gifts are generally not included in income

· Transfers made in a donor/donee relationship are not taxable; contrast to employer/employee or business relationships
· Frequently donor/donee are in a family relationship, but not always

· If donee had to pay tax on gift, then you might say donor should not pay tax (this is not the case); Treasury comes out ok – gift amount is not in donee’s tax base, but it is in the donor’s tax base

· Might fit the accession to wealth theory better if we give a deduction to donor and include in income of donee

· “Gift” in the statutory sense proceeds from “detached and disinterested generosity” – Duberstein quoting LoBue
· Stanton case – companion to Duberstein – instead of business relationship it was gift by employer to employee
· Support of dependents - §152 – child support not income but alimony is (to spouse raising children)

· Paying for college: - son has to pay $10k tuition

· Parents can give money to son – this is a gift and not income; there is gift tax but exclusion for first $10k

· Parents can pay tuition directly to school – this would be considered support and not income; easiest for undergrad

· If son works to earn income and pay tuition – must pay tax on what is earned; this is the worst situation
· Employer might pay tuition if son works for 5 years – would normally be income but §127 creates limited exclusion
· Scholarship not treated as income under §117; does not include room and board; work-study might be taxed

· In-state tuition reduction is not treated as income – so equal to private school tuition

Cases:  

· Duberstein – Cadillac as “gift” – non-obligatory payment in business relationship; intention of donor matters – must be given out of detached and disinterested generosity; keys are relationship, intention of donor, quid pro quo
Statutory Provisions:  

· §61 – gross income defined
· §102 – gifts and inheritances excluded from gross income; no gift from employer to employee
· §117 – qualified scholarship excluded from income if used only for tuition and related expenses
· §262 – no deduction for personal, living, or family expenses
Regulatory Provisions:  

· §1.61-1 – 

· §1.61-14 – 

IV. Capital Appreciation, Cost Recovery, and Basis

Time value of money – money declines in value as time passes; money now more valuable than same amount in future; can earn investment income; discount rate reflects what you could earn as interest or investment
Gains from property – not a receipt but an increase in value over time; must offset cost to acquire property (basis)

· 3 ways to offset costs

· Supplies and regularly incurred expenses – offset cost at time of purchase (most valuable)
· Depreciable assets – offset cost over the life of the asset (middle value)

· Land – offset cost only on disposition (lowest value); buildings or other improvements might be depreciable
· Gain involves both gross receipts and a cost offset

· Deferring income is good – the tax you pay has lower present value; deferring offset if worse – the tax you avoid is ↓

· Gain is the different between amount realized and adjusted basis - §1001

· Realization – gain is only taxed when it is realized; no tax if asset ↑ value but you don’t dispose of it; 
· You can take out a loan against increased value – this is not accession to wealth because of lien on property

· Possible to get liquidity without realizing any gain (home equity loan) – but also might be liquidity issues

· Even for something like stock, where there is a market that clearly shows gain, we have the realization requirement

· Accrual or market-to-market system would be correct and efficient, but politically unpopular

· Sale or disposition – this is what triggers the realization event

· Important to identify for nonsale transactions – like a lease of hunting rights on land

· Sale/lease distinction causes problems – generally leases do not generate offsets but sales do

· Selling hunting rights in perpetuity would generate cost offsets to go with realized gain

· Tree/fruit – property versus income from property; no offset for selling fruit (hunting), only for selling tree (property)
Cost Recovery – gross receipts – expenses = income or profit; expenses part of broader definition of net income, but limited
Basis – used for cost recovery on disposition of property; AR – basis = gain or loss; problems with annual accounting – makes timing of deductions very important question to address
Realization – gain or loss determined only when an asset is sold; appreciation or depreciation while property held is not part of income; people understand this system; without realization we might have liquidity problems
Problems:

· 400 acres of land purchased by A for $100k
· Value increases to $150k, but does not sell – no realization so no tax

· Agreement to allow B to hunt on land for 10 years for $8k/year – depends if we call this a lease or not

· Lease allows cost recovery – but only operating costs; though classic §1001 example is transfer of fee simple

· Net lease – tenant pays the operating expenses, so landlord gets income from rent

· Gross lease – landlord pays operating expenses and can deduct these from rent for income purposes

· Sale of hunting rights in perpetuity for $40k when land worth $200k – get to recover portion of cost

· 40/200 is 1/5 of the value of land at that time – so get to recover 1/5 of $100k or $20k

· Gain = $40k (AR) - $20k (AB) = $20k

· Construction of cabin worth $20k to pass to A 
· Wait-and-see approach to see if there is income – restrictions until the cabin passes to A (like §83)

· When is there income?  When built, when B’s rights terminated, when A sells property including cabin

· Helvering v Bruun – landlord has income on improvements when he gains possession of building

· §109 – changes Bruun so that no income until disposition of property; except disguised rent

· Mix of payment as rent and improvements – must include in-kind payments of rent even if disguised
· Finding objects of value and bargain purchases - Cesarini
· Find tulip bulbs in yard – might be marketplace bargain – expect to find tulip bulbs in yard

· Find gold nuggets – also contextual, but less likely; would clearly be income if someone buried chest of gold

· Swap gold nuggets when there is temporary dip in prices – this is Cottage Savings – artificial realization event to take advantage of the loss now and defer gain until later

Annuities

· Example shows that timing and basis recovery are important
· Can purchase annuity for $7 and get $1k/year for 10 years

· Alternative is to invest the money getting 7% interest rate – withdraw $1k each year for 10 years

· Gain is $3k in each situation – but it matters when the gain occurs and is taxed; present value of profit less than $3k

· §72 – says that you divide cost and profit equally each year for annuity– so $700 cost recovery and $300 profit for each $1k

· This does not reflect economic reality – you start out with more “interest” and at the end mostly cost recovery – this is how tax code treats investment in a bank account; skews the market towards annuities because of preferential tax treatment
· Why do we have this?  Easier for average person to follow this rule; hard to change embedded part of code; code often does not reflect economic reality
· Term for years – this is what we have been talking about; only lasts set amount of years

· True annuity lasts indefinitely – term set at life expectancy of buyer

· If A lives 25 years, would recover cost after 10 years and then make pure profit – profit is all taxable; deduction limited to amount of investment - §72(b)(2)
· If A dies before 10 years, gets a deduction for unrecovered investment - §72(b)(3)

· Term Life insurance – you make series of annual payments for guaranteed benefit; annual premium typically goes up because your chance of dying goes up; §101 excludes death benefit from income – so tax code favors this “investment”

· Whole life insurance – set premium each year – part goes to term life and part into savings; Cash Surrender Value (CSV) is what accumulates as savings; you can borrow on or withdraw from CSV with little to no tax consequences

Cases:  

· Hort – amount received for cancellation of lease must be included in income in entirety; no deduction for loss compared to present value of remaining lease; not a return on capital but income from sale of lease, which has no basis without operating costs???
· Cesarini – cash found in piano; FMV of property found is income; not a marketplace bargain – that would not be income until a sale (if the piano turned out to be very valuable itself)
· Haverly – publisher sent textbooks; donates to school and tries to claim deduction; to claim deduction would have to claim as income; can argue they aren’t income because unsolicited, but then can’t get deduction (double-dip)
· Cottage Savings – trading of mortgages in market gives rise to realization event so loses realized; taxpayer seeking to accelerate loss here, but would want to defer gain; must be some change in investment, but not much, to trigger realization
Statutory Provisions:  

· §61(a)(3) – gains derived from dealing in property
· §72 – annuity included as income; cost recovery in the same ratio as investment at start bears to expected return in total
· §101 – death benefits for life insurance is excluded from gross income
· §109 – landlord has no income for improvements to leasehold until disposition of property, unless disguised rent

· §1001 – gains = AR – AB; entire amount of gain or loss is recognized unless provided otherwise
· §1011 – adjusted basis is §1012 basis adjusted as provided in §1016
· §1012 – basis of property  is the cost of that property (does not include real property taxes)
V. Indebtedness v. Illegal Income

Discharge of Indebtedness:
· Taking out a loan does not create income; there is liquidity but increase in liabilities equals the increase in assets

· If later reach agreement to pay back less than amount owed – this is income – cancellation of indebtedness (COD)

· Exceptions – when does cancellation of indebtedness not create income? §108 provides exclusions – 

· Discharge in Title XI proceedings for bankruptcy

· Insovlency – no income up the amount of insolvency (liabilities exceed assets); only income when have positive wealth

· Donative cancellation treated as a gift under §102; employer cancellation would not be a gift – that is compensation

Illegal Income

· Theft, larceny, embezzlement, etc – these almost always result in income

· Upon restitution – typically you get a deduction (Collins); cannot net out – must state both events separately

· Bad to have income followed by deduction – at best they wash out but if deduction is later you lose money overall

· Loan is different – not income because you have a legal obligation to repay that is consensual

Borrowing and Debt – Terminology

· Receipt – real loans are not a receipt because they come with an offsetting consensual obligation to repay (balance sheet)

· Debt Cancelled – clearly taxable unless §108 exception applies

· Balance sheet approach – no offsetting decrease in assets, so the decrease in liabilities creates income

· Theory treatment – in year 1 treat as loan, so on cancellation must be income to be consistent with that theory; could unwind transaction to make it income in year 1, but we don’t do that (SOL, other problems)

· Exceptions – bankruptcy, insolvency, purchase debt 

· Purchase debt - §108(e)(5) – where seller is issuer of debt, debt reduction treated as price adjustment & no income (bargain)

· Gambling – losses from gambling only used to offset gambling gains

Issues with Collins and Zarin:
· Tax court in Zarin released multiple opinions covering different issues

· 3rd Circuit overruled tax court to say there could be no cancellation of indebtedness when there was no loan (bad decision)

· Enforceability of debt – not enough to exclude from income; if unenforceable, then clearly income not COD

· Gambling losses – only deductible against amount of gambling gains for the year

· Purchase Money debt reduction – gambling chips might be property purchased – later purchase price reduced

· Illegal income – clear Collins had illegal income that was not loan; Zarin did not really steal 
· Glenshaw Glass def – chips limited in market, but give consumption power within casino; Resorts might get primary benefit from having a high roller in casino

Cases:  

· Collins – employee at horse track stole money to bet on races; illegally obtained income not excluded despite legal obligation or intent to repay because there was no consensual obligation to repay (loan must go both ways)
· Zarin –  gambling debt settled – much of debt forgiven and included as income; no deduction for gambling losses and no purchase money debt reduction; 3rd Circuit said no COD because no loan; argument that Zarin stole from casino – but they were encouraging him; IRS might argue there was income in year 1 as illegal income ??? 
Statutory Provisions:  

· §61(a)(12) – income from discharge of indebtedness
· §108 –  exclusion from income of discharge of indebtedness for bankruptcy or insolvency; purchase price adjustment when debt used to purchase property is reduced by the seller of the property
VI. Tax Expenditures and Tax-exempt Bonds

Tax Expenditure Theory:
· Tax expenditures occur when gov’t fails to collect everything it could as tax – differs from concept of what is “true” income

· Giving a tax deduction or credit is the same as spending that money directly

· Important because we don’t give tax expenditures the same review and debate each year like we do the rest of budget

· Surrey – proponent of tax expenditure theory; got law requiring Congress to estimate tax expenditures, vote on tax spending like other spending and do more rigorous analysis of costs and benefits
· Would it be more efficient to drop tax expenditures and do the spending directly?
· Requires concept of “normal” tax used as baseline for comparison – but this is very complicated and controversial

· Rate reductions not tax expenditure, just deductions, credits, exclusions – not as directed when rate reduced broadly

· Major tax expenditures - employer-provided health insurance; home mortgage interest deductions

Tax-exempt state and local bonds - §103

· IBM treated differently than NYS when issuing bonds – taxpayers don’t have income for state and local bond interest

· If IBM issues bonds paying 10%, NYS can pay only 7.2% and taxpayers in 28% tax bracket would be indifferent

· Taxpayers at 15% would still prefer IBM, but taxpayers at 40% would prefer NYS
· This skews the market – IBM has to offer higher rate to attract enough buyers

· Tax expenditure is really paying money to state and local gov’ts – they can avoid paying higher rates on their bonds

· Also distributional concerns – higher tax brackets get more benefit because exclusion worth more to them; lowest bracket (15%) would always prefer IBM unless state paid 8.5% - this would give windfall to 40% and 28% brackets
· But tax expenditures might avoid transaction costs of collecting tax and distributing to state and local gov’t

· Wouldn’t it be better to have this debate openly rather than hide in tax code and never come up for renewal?

· Equity – regressive impact of exclusion; want after tax rate of return to be the same for both types of bonds

· Efficiency – market pricing builds tax exemption into price of bond; fine if state could issue all the bonds to highest tax bracket, but if it must raise its rates this gives higher tax brackets a windfall

· Simplicity – the system is pretty straightforward, but municipalities might use the bonds to raise money for private interests like an industrial park (like Kelo debate)
Statutory Provisions:  

· §103 – exclusion of income from interest on state or local bonds
VII. Deductions – Business Expenses

Economic versus tax: 
· receipts = gross income; expenses lead to adjusted gross income; profit/gain = taxable income
· Receipts subject to many exclusions - §103, §1001, §117, §119, §132

· Ideally economic and tax income will be the same – want tax to reflect ability to pay

· Sometimes economic income will be higher because of the exclusions in the tax code – like fringe benefits and others

· Taxable income might also be higher if we don’t allow deductions for certain expenses

· We generally require sharply defined narrow policy for disallowing the expense

· §162(c), (f), (g) disallow expenses for bribes, fines, or antitrust violations

· §280(e) does not allow deductions for expenses incurred in selling drugs

· Tellier does not have a section – nothing in code about defending against securities fraud (why not???)

· §162(e) – disallows exclusion for lobbying and political contributions (does not apply to local level); community service ads for Phillip Morris and Budweiser allowed as attempt to foster goodwill
Expenses – either subtracted from GI to get AGI (§62), or from AGI to get TI (§63)

· Does not include family living expenses – these are just consumption which is part of income

· Some consumption is allowed as a deduction, such as charitable contributions and medical expenses

· §162(a) – deduction for all ordinary and necessary expenses for carrying out a trade or business in a given year

· Welch – court finds repayment of debt “appropriate and helpful” to mean they are necessary (not much of a limitation), but that payments were not ordinary; seems more like personal than business expense; enhancements to reputation improve a capital asset so you get no deductions currently (must depreciate goodwill)
Legal expenses – are these deductible if incurred while conducting business?

· criminal defense (Gilliam) and defending tort suit (Dancer) distinguished because tort was accidental and crime was an altercation; might break down if tort was reckless

· Trade or business – must be sufficient business nexus to the expense to qualify for deduction; more than but-for test

· Most expenses are necessary and ordinary – this doesn’t do much work for us

· Tellier – conduct clearly part of trade or business because crime was in connection with business activity; public policy not justification to override deducting expenses of trade or business – tax not used to sanction crimes
Reasonable limitation on salary paid for personal services - §162(a)(1) 
· Form over substance – any compensation more than reasonable for purchase of services is not deductible
· Disguised dividends – closely held corp pays large salaries rather than dividends because dividends not deductible

· Exacto – discusses problems in determining reasonable compensation; problem is that does not apply to public companies
· Public company – payment over $1M not expense unless tied to performance; after §162(m) – dramatic change so compensation in form of options for performance, now executives make even more money

· Better to deal with executive compensation through corporate governance and not tax code - §162(m) sucks

Cases:  

· Welch – taxpayer paid debt of bankrupt company to improve his reputation – sought to deduct as necessary business expense; court would not allow deduction because not an ordinary expense; capital expenses not deductible currently - §273
· Gilliam – artist went crazy on flight to do guest lecture; sought to deduct legal fees for criminal defense as business expense 
· Exacto Springs – Posner cites problems with multi-factor test and adopts market- or performance-based test for assessing reasonableness of employee compensation; if company meets or exceeds investor expectations, then salary OK
· Tellier – defense in fraud suit for securities dealer; clearly part of trade or business; no exception to §162 for public policy
Statutory Provisions:  

· §162 – deduction for ordinary and necessary expenses in trade or business; limitation on excessive salary
Regulatory Provisions:  

· §1.162-1 – 

· §1.162-7 – reasonable compensation for services; excessive salary in case of few shareholders likely disguised dividend
· §1.162-18 – 

· §1.162-21 – 

VIII. Deductions – Mixed-motive Expenditures and the Business/Personal Distinction
Connect back to fringe benefits – with expenses and reimbursement want deductions and exclusions to match up
· Economic income is the same whether expenses paid by employer, reimbursed to employee, or increased salary 

· Tax code treats these differently – why do we have this gap?

· We allow exclusion of receipts that are for the convenience of the employer (Gotcher)

· Deductions covered by various interpretations of §162, but exclusions covered by many different sections – so not always consistent interpretations

· Sample calculation – commuting expenses – car service takes EE to work and he talks on phone and uses laptop

· If firm pays expense directly – they deduct under §162 (no deduction for employee)

· If EE pays and get reimbursed by employer – now we apply §162 to EE, employer should get to deduct expense as compensation from income (§132(d) – working condition fringe)

· If EE pays and gets higher salary – definitely employer gets to deduct compensation – want treated the same as for reimbursement; but treated worse for tax purposes – §67 excludes 2% of AGI from deductions under §162
· While technically employees should report reimbursements as income and deduct the expenses, in practice IRS lets them keep this off their tax return if the expense is “solely for the benefit” of the employera
§62 – adjusted gross income defined

· Deduction from gross income for certain trade and business expenses of employees
· Limitations on charitable deductions and medical expenses

· Employees prefer reimbursement situation – easier for them to get income 

· Floor on amount of expenses before you get a deduction – must exceed 2% of AGI - §67
· Overall limitation on itemized deductions - §68

Business/Personal Line – we don’t want to all deductions for personal expenses

· Work clothes – hard to get a deduction if they could be worn away from work – Pevsner
· Test: 1) clothing must be required for work; 2) not adaptable for general use as ordinary clothing (objective); and 3) not worn as ordinary clothing (subjective)

· Business tools – slightly different test that is not impossible to meet – McCabe
· Commuting – generally don’t get to deduct commuting expenses to and from work

· Flowers – no business connection to choice of where to live – so no deduction for cost of getting to work
· Travel expenses for going to a meeting should be deductible, but not commuting to and from work

· If traveling directly to meeting from home, might allocate some of cost to business and some to personal reasons (like mileage reimbursement at ACN)

· McCabe – the gun is a business tool that increases his commuting costs, but he only incurs the costs because of decision to live far from work next to NJ; court resisted allocating some of costs to business and made all personal

· Business meals and entertainment – symbolic and politically important; §274 requires direct connection to bona fide business discussion; allows higher income earners to get deduction that lower income cannot

· Meals – under §162(a)(2) can deduct while traveling overnight away from home or conducting business

· Overnight rule – all expenses for overnight travel are presumed deductible; might be overbroad but is simple

· Duplication of lodging expenses when traveling, and cost of meals higher because you can’t eat at home

· §274(a) – no deduction for lavish and extravagant expenses; must have some relation to bona fide business discussion

· §274(n) – further limits deduction to 50% for meal and entertainment expenses; must otherwise be deductible

· §274 only applies to employers – same for §162 limits; problematic to make employee deduct as expenses

· Idea is you get deduction for expenses above baseline – you eat every day so can’t deduct daily free lunch (Moss)
· Temporary relocation – if work sends you to work temporarily somewhere else, you can deduct all expenses
· This did not work in Hantzis because work did not send her to NYC, she had to move there for work

· Deductions only if you expect it to last less than 1 year; if more than 1 year no deduction b/c chose not to move

· Home office - §280A – deductible if exclusively used on regular basis as PPB; tough burden to meet; most self-employed
· Child care – these expenses are ordinary and necessary and helpful in conducting trade or business

· §21 – gives credit (not deduction) for dependent care and household expenses, with limitations; decreases as income ↑

· Credit gives same $$ to everyone; removes benefit to people in higher tax bracket for deductions

· This is a tax expenditure – it is a personal choice to have children (like Flowers) but Congress is setting social policy; allow second wage earners to enter job market; targeted towards those who need it most
Cases:  

· Pevsner – employee at fashion boutique could not deduct expense of work clothes b/c they could be worn away from work
· McCabe – commuting costs higher because NYC police officer could not drive through NJ; 
· Hantzis –law student gets job in NYC over summer; wants to deduct all expenses because “traveling” for 10 weeks – but not going to NYC because of employment in Boston
· Moss – partners at law firm cannot deduct daily meal with associate; only deduct expenses over “normal” baseline
· Solimon – doctor’s home office; worked at different hospitals but used home as office; no deduction allowed – but now we have §280A that includes office used for administrative tasks as PPB
Statutory Provisions:  

· §21 – expenses for household and dependent care services – tax credit for working parents
· §162(a) – deduction for ordinary and necessary expenses part of trade or business
· §62(a)(2) – AGI is gross income minus certain trade and business deductions of employees – including reimbursement
· §67 – 2-percent floor; deductions only allowed once they exceed 2% of AGI
· §68 – limitation on overall itemized deductions

· §212 – deduction for expenses of producing income, managing property, or preparing taxes
· §274 – meals must have bona fide business nexus; not lavish or extravagant; deduction limited to 50% of costs
Regulatory Provisions:  

· §1.162-2 – 

· §1.162-5 – 

· §1.162-15 – 

· §1.162-17 – employee need not report travel expenses on tax return; IRS gloss on more complicated situation
IX. Timing of Deductions – Capitalization and Depreciation
Options for timing of deduction of business or investment costs:
· Expensed – expenses deducted when paid

· Capitalized and depreciated – deducted over time as income is produced

· Capitalized and not depreciated – accounted for when asset is sold

Time value of deductions: Equipment purchased for cost of $10k, 40% tax bracket; useful life of 5 years and no salvage value
· Benefit of the deduction depends on when it is taken

· If expensed in year 1 – worth $4000

· This is for repairs, expenses consumed quickly, compensation

· If depreciated over 5 years – present value deduction only worth $3464 (this allocation is artificial – like annuities)

· This applies to most business assets that have a useful life greater than 1 year – machines, buildings, hard assets

· Good compromise, but difficulty matching receipts with cost of machine

· If deduction in year 5 – present value only worth $3136

· For assets with no identifiable useful life – like corporate stock or land

· Alternative formulations besides cash flow analysis can be useful

· Deduction in year 1 is like an interest free loan – gov’t lets you keep tax for life of asset; annual value of interest-free loan ($200) makes up the difference in NPVs ($866)

· Benefit of expensing is like paying lower tax rates on the investment

· Instead of allowing deduction, could simply not tax the income on the investment

	Year
	1
	2
	3
	4
	5
	Present Value ( discounted at 5%)

	A
	(4000)
	
	
	
	
	$4000

	B
	(800)
	(800)
	(800)
	(800)
	(800)
	$3464

	C
	
	
	
	
	(4000)
	$3134


Classifying expenses – Problem 2 – internet company runs B-to-B website selling consulting services
· Indopco suggests that whenever an expense creates a future benefits it is presumed to be capitalized – logic can go too far
· Employee payroll – current expense

· Cost of computers – depreciable capitalized asset

· Construction of office building with contractor– the building is depreciable but the land is non-depreciable capitalized asset

· Self-construction of office building – arguably should be same result as hiring contractor, but might be better now you can deduct portion of salaries of corporate counsel as current expense as well as equipment used only in that year

· deduct portion of salaries of corporate counsel as current expense

· equipment used only in that year is capital expense (when used by contractor it is depreciable asset)

· Cost of construction supplies are current expense

· Idaho Power – self-construction of business assets; must allocate costs of construction to asset and depreciate over time; removes incentive to self-construct for favorable tax treatment

· Intangibles like custom software – depreciable asset but what is useful life?

· §1.263(a)-4(c) – lists intangible items that must be capitalized
· §197 – rules for amortization of goodwill and other intangibles – 15 year amortization period

· Training costs – might depend if you use in-house IT, contractors, or bundle with software purchase

· Does not apply to intangibles you create; if you obtain a patent you were able to deduct R&D expenses

· Use of I-bankers and lawyers for M&A deal 

· Purchase price of stock clearly non-depreciable capitalized expense

· Harder question for expenses if deal not consummated – this is Indopco
· In-house legal dept – might be able to currently expense portion of their overhead; IRS exemptions for most in-house expenses

· Separate and distinct asset created – this is capitalized (Lincoln Savings); but might capitalize even if no separate and distinct asset

· Insurance Policy - 

· $10k price for 4 year term – this is long-lived asset that must be capitalized and depreciated
· $3k yearly for 1 year of coverage – regs say if life of expense ends within 12 months of time of expense, it is current

· Repairs to roof – contractor hired to install waterproofing at cost of $90k

· Clearly capital expense – life will be different than for building itself

· Repair/capital improvement line – if repairs extend useful life of building they are capital improvement and capitalized

· Rev Rul 2001-4: repairs to airplane sometimes deductible, sometimes not; very fact-specific

· Painting hung in reception area – non-depreciable because there is an indefinite useful life for art

Economic versus Straight-Line Depreciation

· Similar to annuity or term for years problem – look to the cashflows from machine to get the present value of machine
· Invest $4k, get $1200 each year for 5 years

· Machine has $4k FMV because discounted cash flows are worth $4k 

· But complication – other variables affect cash flow so not set like annuity; reason for not using economic deprecation

· Cash flows: 1) $1045; 2) 905; 3) 790; 4) 687; 5) 573

· As each year passes, the value of machine decreases by the last year remaining, until in year 5 it is only worth $1045

· Dividing cost evenly over 5 years gives $800 depreciation and $400 profit; this accelerates your deduction and defers income on which you pay tax, though in the end result is the same

· Time-value issues mean that straight-line depreciation preferred over economic depreciation

· Double-declining balance (DDB) – even better because more of cost deducted in the early years

· Reasons for not using economic depreciation:

· Historical – only recently has Congress taken notice of time value of money and cashflow analyses
· Anything less than economic depreciation is a tax expenditure, so using straight-line or DDB depreciation provides incentives for investment

· Difficult to calculate what economic depreciation truly is

· Understanding – this is complicated and many taxpayers would not understand

Useful life and classification of assets for determining method of depreciation
· Congress provides incentives for people to purchase hard property and property used for business
· Personal use property – this is treated differently; does not get benefits of accelerated depreciation

· §168 – accelerated cost recovery; ignores salvage value; deductions allowed earlier for long-lived asset

· §179 – allows taxpayer to expense certain depreciable assets; does not apply to real-estate or §1245 property

· Encourages small business development and growth; larger corporations not eligible

· Allowance normally $25k/year (increased right now to $100k) – remainder of cost must be capitalized

· §168 provides the normal cost-recovery in the code – for dealing with the amount capitalized

· Class life – look to §168(e)(1) – convert class life to get recovery period in §168(c)

· Class life provides consistent treatment for similar assets

· Shortening the useful life is one way to accelerate the deduction

· Salvage value treated as 0 - §168(b)(4) – this is a tax expenditure

· §168(b) – DDB depreciation method – double the percentage you would get under straight line (5 years = 40%; 4 years = 50%; 10 years = 20%), then in next year use same % on remaining balance
· Applicable Conventions - §168(d)(4) – default is half-year convention

· Half-year convention – any property placed in service during a year is treated as if placed in service at mid-point – 7/1
· Similar conventions for mid-month and mid-quarter

· On sale, you must adjust basis by amount of depreciation; any gain will be caused by accelerated deduction; gain treated as ordinary income under §1245

· Real property treated differently – no deprecation for land; buildings have long lives; use straight-line depreciation;

· Goodwill – symbol of many types of intangibles; problem is determining useful life

· §197 – artificial useful life of 15 years; straight-line depreciation; 

Cases:  

· Indopco – i-banking and legal costs provide benefit in future, so not currently deductible as business expenses
Statutory Provisions:  

· §263 – no deductions for capital expenditures like buildings or maintaining property
· §263A – capitalization of costs of producing inventory (including indirect cost allocation); exception for personal use
· §167 – depreciation deduction allowed for property used in trade or business or held for production of income
· §168 – accelerated cost recovery; DDB recovery until straight-line would yield a larger allowance; straight-line applies to non-residential real property, rental property; recovery period specified and classification of property; half-year, mid-quarter, and mid-month conventions
· §179 – election to expense certain non-real estate assets; limitation on $$ value
· §197 – 15 year amortization for goodwill and other listed intangibles like IP 
Regulatory Provisions:  

· §1.167(a)-2 – 

· §1.167(a)-10 – 

· §1.167(b)-1 – 

· §1.167(b)-2 – 

· §1.212-1 – 

· §1.263(a)-1 – 

· §1.263(a)-4 – list of intangible items that must be capitalized
X. Interest Expense Deductions
Deductions for interest expenses
· Very complex rules – adds to complexity – but unlikely to be repealed

· 3 different situations with same economic result – all have $200k in interest-bearing bank account

· A removes money from bank and purchases a home

· Imputed income from avoiding rent not taxed like income on the bank account

· B leaves money in bank earning $10k, borrows $200k to use to purchase home, paying $10k interest on debt

· Income from bank account offset by interest payment on debt – still gets imputed income also
· Interest deduction treats A and B the same – no difference for purchasing with cash or debt

· C leaves money in bank earning $10k, pays $10k at end of year to landlord for rent

· Worse off than B because her rent is not deductible; 
· §262 – personal family and living expenses not deductible, so no rent deduction 
· No imputed income – this is what causes C to be in a worse position
· Imputed income – the income from owning a home and not paying rent to live there

· Interest deduction is good because it treats A and B the same

· C isn’t treated the same because we don’t properly account for imputed income – a deduction for rent would be problematic
· Second best-solution is to limit the interest deduction – §163(h) 

· only allows deduction for qualified residence – the principal residence + 1 other used as residence

· $1M limitation on aggregate debt

· §100k limitation on home equity debt – debt that is secured by the property

Tax Arbitrage
· You can make un-economic transactions work if you borrow to invest in tax-exempt bonds

· If you borrow $10k at 7% interest ($700 cost) and use that to purchase $10k tax-exempt bond at 6% interest ($600 gain)

· With deduction, you get back $210 of the $700 if you are in 30% tax bracket

· So your net is $600 income - $700 cost + $210 tax savings = $110 net gain

· §265(a)(2) – bars the interest deduction when proceeds of loan invested in tax-exempt bonds
· Another situation – purchase of machine for $200k with return of $2k/year; here the tax arbitrage is due to accelerated depreciation that acts like preferential tax treatment
· Large deductions right away - $100k expensed and $20k for DDB method

· If you borrowed to get this, isn’t it similar to purchasing tax-exempt bonds? Full expensing of cost is equivalent of tax-exempt bond

· Similar argument if you borrow to purchase stock – don’t have to pay tax until realization

· §163(d) – limits interest deduction to the amount of net investment income of the taxpayer; we allow deductions if the purchase is used in a trade or business (like the machine); since income is deferred, this limits the deduction
· This is classic tax shelter – purchase machines and lease to a business; get cost deductions as well as interest deduction

Goldstein & Knetsch- examples of tax arbitrage

· Goldstein – retired couple wins lottery of $140k; purchase treasury bonds paying 1.5% using debt costing 4%

· Loss of 2.5% on transaction normally, but Goldstein pre-pays the interest in year 1 
· Pre-payment of interest no longer possible – we understand it must accrue over time so would be treated as principal
· Interest payments deducted from lottery income

· Court allowed this – because the transactions were “real” the court did not say they were a sham

· Knetsch has very complicated facts; here the transactions were real but much shadier, and court says you must comply with spirit of the law as well as letter
· Sham transaction - 

Disallowance of personal interest deduction - §163(h)

· Personal interest is everything other than: business, investment, passive loss, qualified residence, and certain education loan

· All other interest is deemed personal interest that is not deductible

· What matters is what the loan is used for

· If you are going to purchase a machine for business and a personal car, then it matters how you structure the transaction

· If you purchase securities instead of a machine, then you might get a deduction if you have investment income - §163(d)

· If you borrow to pay tuition – there is a deduction under §221
· Note that if the interest on tuition loan is greater than the car loan, you might have an arbitrage situation

· The security interest for the loan also matters – you can deduct interest on up to $100k of home equity loan

· Acquisition indebtedness – this is the debt you incur to purchase, construct, or improve a residence; secured by home

· Home equity indebtedness – any indebtedness that is secured by the home (limit of $100k)

Home Interest Deductions – purchase home for $500k - $100k cash and $400k mortgage
· Interest on the debt is deductible - §163(h)(3)
· Suppose debt is paid down to $200k and value rises to $1M – now you have $800k home equity 

· You can deduct interest on home equity loan – max is $100k or amount of home equity, whichever is lower

· If you borrow on home equity to improve the property – this is acquisition indebtedness so fully deductible beyond $100k

· Deductions are only limited to $100k on home equity loan only when you spend proceeds on something personal

· If you sell the house for $1M, your AB is $500k so you have a gain of $500k

· In this case you have captured much of the gain in your asset

· $500k gain taxed at 20% capital gains rate – you pay $100k cash

· Also pay $200k to bank on remaining debt and $200k downpayment on new home (with $800 debt)
· That leaves you with $500k cash and deductible interest on the $800k mortgage

· Swapping homes of equal value can thus give you a very significant gain

· §121 – exclusion of gain from principal residence; this gives an even bigger benefit

Examples – when is interest deductible?  Borrow $20k at 5% interest

· Invest in municipal bonds – this is disallowed by §265; might allow tax arbitrage

· Stock - §163(d) limits deduction but allows carry-over; no abuse if dividends create investment income; 

· Invests in machine and makes §179 election to expense entire cost – same economics as tax-exempt bond, but Congress allows the exemption if asset used in trade or business

· Vacation home – we allow deduction for qualified residence; principal residence plus 1 other residence (lobbying)

· Home equity loan used for vacation – this qualifies if under $100k limit
· Purchase remainder interest in trust earning 4% - not economical to pay 5% on loan

· Works if you are in 50% tax bracket, because you are really only paying 2.5% on the loan (still issues of cash flows)
· But if you are in the 15% tax bracket, you are still paying 4.25% so it wouldn’t work

Cases:  

· Knetsch – shady insurance dealings to do tax arbitrage
· Goldstein – tax arbitrage; lottery winner pre-pays interest to offset winnings; uses debt to purchase treasury bonds
Statutory Provisions:  

· §121 – exclusion of gain from sale of principal residence; limited to $250k gain

· §163(d) – investment interest only deductible to the extent there is a net gain on investments
· §265 – no interest deduction when used to purchase tax-exempt bonds
Regulatory Provisions:  

· §1.163-8T – 

XI. Personal Deductions
A. Standard Deduction, Personal Exemption, Earned Income Credit, and Itemized Deductions

Itemized Deductions versus Standard Deduction and Personal Exemptions
· GI ( AGI minus (itemized deduction or standard deduction) + personal exemptions ( TI

· §63 – taxable income is gross income minus allowed deductions (itemized and personal exemptions); alternatively, may subtract standard deduction and personal exemptions from §151

· Standard deduction – §63(c) – provides simplification and sets a floor on taxable income; there is always a certain amount of income not taxed; used to be “zero bracket amount” in §1
· Social Security Tax – an additional 7.65% on wages in addition to income tax; large chunk for lowest income bracket

· Earned income tax credit - §32 – this balances out social security taxes; encourages work in lower incomes; version of a negative income tax

· EITC can lead to a tax refund, unlike most other tax credits which require positive tax burden to offset

Marriage Penalty: 

· 3 different cases where couple has same income:

· 1) A earns $100k and B earns $0  - A and B married
· 2) A earns $60k and B earns $40k – A and B married

· 3) A earns $60k and B earns $40k – A and B unmarried 

· Before change to §63(c), 1 and 2 had standard deduction of $5k, while 3 had deduction of $6k ($3k each)
· Rationale was that A and B married share zero-bracket expenses, so shouldn’t get as great a deduction

· Under old §63 – couple 1 may get a marriage bonus because otherwise only A would get $3k deduction
· After change to §63 – we have parity among all 3 couples
Statutory Provisions:  

· §32 – earned income tax credit

· §63 – taxable income definition; GI minus itemized deductions or standard deduction + personal exemptions
· §68 – limitation of itemized deductions; reduction of 3% of excess of AGI over $100k
· §151 – personal exemption – deduction of $2k adjusted for inflation, phased out as income increases
· §152 – definition of dependent; must have over ½ of support for related person
· §7703 – tax definition of marriage

B. Charitable Contributions

Deductions for charitable contributions:
· For gifts, you could give donor deduction and tax donee on receipt, but we don’t do this (lower tax brackets for donee – or even tax exempt)

· Reduction in wealth, but really this is tax expenditure; 

· §170(b) – aggregate amount of gifts cannot exceed 50% of AGI

· §170(c) – gift must be to or for use of the right kind of organization - §501(c)(3)

· “Quid pro quo” – amount of deduction is cash value of donation minus any benefit received (Hernandez)

· If you are in 35% tax bracket, a $100 donation only costs $65

Comparing Situations:

· G donates to school her daughter attends; gets a deduction unless tuition is reduced

· I donates to church and gets to attend free course – deduction only on net value; donation minus value of lecture

· H donates $500 to local soup kitchen – probably full deduction

· J spends $500 to make sandwiches he hands out to homeless – no deduction; want to avoid complications by requiring donation made to recognized charity

· K is lawyer who donates time to charity – gets no deduction; would be better off if he gets a deduction because does not include payment for time as income
· L is also lawyer who instead donates money to charity – gets a deduction

Cases:  

· Hernandez – anything in the form of a quid pro quo reduces the contribution by that amount
Statutory Provisions:  

· §170 – deduction for charitable contributions
C. Medical Expenses

Medical Deduction:

· Basic example – lawyer injured in catastrophic illness so has large medical expenses and reduced income

· Medical treatment is necessary but so is food – this is an extreme form of consumption

· Similar to casualty loss – when your home is destroyed by hurricane and you have no insurance

· Deduction based on reduced ability to pay

· Giving a deduction means it is more valuable to higher tax brackets – equity issues

· Expenses must exceed 7.5% of AGI – this covers lots of small expenses that are part of normal consumption of healthcare

· Basically this is insurer of last resort – taxpayers provide co-insurance to fill in gaps in coverage

· For medication, must be prescription or insulin, so over-the-counter drugs are not included

· Cosmetic surgery usually not deductible except in extreme cases like burn victims

· Insurance and Employer-Provided Insurance

· Insurance premiums are deductible under §213 if expenses exceed the floor

· Insurance payments aren’t treated as income – no accession to wealth because you have to pay it to someone else

· §104(a)(3) – exclusion of payments for accidental and health insurance where premiums paid by taxpayer (no deduction for premium); clearly tax expenditure, seen as efficient way to get people to buy insurance for themselves

· §105(b) – don’t include benefit even if employer pays for insurance; skews market towards extra employer-provide health insurance

· §106 – correct result would be to treat employer-paid premiums as income to employee – but we have a tax expenditure

· Employer-provided insurance is favored – don’t include premiums or benefits as income

· For employee-purchased insurance, benefits still aren’t included but no deduction for premiums (in most cases)

Examples
· Arthur’s auto accident – settlement covers nose job, this is not income under §104(a)(2)

· Title VII suit – back pay awards are taxable

· Loss of limb – this is treated as “restoring human capital”; so payments to correct personal injuries are not income
· Problem because you have no basis in body parts – can’t sell your blood (but maybe can eggs)

· Compensated versus uncompensated restoration – form may matter (who pays for insurance); no tax on compensation to restore basis (corporation) or human capital (individual)
Statutory Provisions:  

· §213 – deduction for medical expenses not covered by insurance that exceed 7.5% of AGI
· §104 – exclusion for worker’s comp; damages for injury; insurance payments; disability income

· §105 – payments under accidental plans included in income where employer paid for coverage

· §106 – exclusion of contributions to employer-provided accident or health plan

Regulatory Provisions:  

· §1.213-1 – 

XII. Acquisition and Disposition of Property
A. Determining Basis: In-kind Transfers, Receipt of Property for Services, and Acquisition by Gift

Rules for Acquisition and Disposition of property:
· §1001(a): AR – AB = gain/loss

· §1001(b): AR is sum of money received + FMV of any property received

· Basis is a term of art – used to determine gain or loss and also for cost recovery
· Basis represents the amount that has already been taxed – do not want to double-tax (purchased using after-tax dollars or included value as income)

· §1016 – adjusted basis = cost + improvements - depreciation

Problem – Acquisition of Property in Exchange for Services

· This is a §83 transaction again – A received 1000 share of stock worth $80 each in exchange for services – 

· Clearly this is income (not focus here): FMV – Amount Paid = Gross Income – so $80k income

· Sale of stock is a sale or disposition (not issue here)

· Sells for $100/share, so AR is $100k

· Basis – this is $80k – the value of stock upon receipt; already taxed on this amount, so include value in basis

· Gain = $100k - $80k = $20k

· If A purchased stock for $10/share, then income is only $70k

· Basis would still be $80 on sale; $10k cost + $70k included in income = $80k basis
· $10k paid was taken from money in bank account – at some point tax was paid on that
· §1012 – basis starts with the cost of the property; does not include 

· Stock is restricted for 5 years, when restrictions lapse FMV is $160/share; disposition when FMV = $200/share

· §83 – measure income when restrictions lapse; so income is $160k

· On disposition, we have $200k AR - $160k AB = $40k gain

· §83(b) election – this would make income of $80k in year 1 and no income when restrictions lapse

· Now basis is lower, so we have $200k AR - $80k AB = $120k gain

· In both cases, you have $200k at the end

· Normal §83: $160 ordinary income in year 5 and $40k capital gain

· §83(b) election: $80k ordinary income in year 1 and $120k long term capital gain (preferred tax rate)
· §83(b) allows you to change ordinary income to capital gain, though you risk forfeiture and decrease in value

Marketplace Bargain – B purchases sculpture for $200 but it is worth $20k

· Marketplace bargain not included as income – the sculpture is valuable, not like it has cash hidden inside

· Basis in property is only $200, not $20k

· Sale for $40k: $40k AR - $200 basis = $39,800 gain (probably capital gain)

· If we included the bargain as income, then the basis would be $20k; now you have $20k capital gain and $19,800 income

· Marketplace bargain allows you to defer income and to get a preferable tax rate

· What if reverse – paid $20k but only worth $200?  Then when you sell: $200 AR - $20k AB = ($19,800) loss

Like-kind Exchange of Property: C buys property for $60k, makes improvement costing $20k, trades for property worth $95k

· Basis in property is $60k purchase price + $20k improvement = $80k adjusted basis

· No depreciation because personal use

· Amount realized is $95k - §1001(b) says sum of cash + FMV property received

· Gain = $95k AR - $80k AB = $15k gain

· If C’s property worth $100k, would require payment of $5k in addition to property with FMV $95k

· C’s AR is $95k (FMV property) + $5k cash = $100k

· If C does not require extra $5k, that value is lost to her and included in gain to other taxpayer D

· Philadelphia Park – if value of properties exchanged is different, new basis is FMV of property received

· Form might matter: D gets marketplace bargain but pays tax on gain under §1001; but if D sold property and purchased with cash, then might get to defer gain on the bargain

Acquisition of Property by Gift - §1015
· D buys ski house for $150k; rental purposes so depreciation of $50k, so adjusted basis is $100k

· Gives to son E – FMV then is $170k; E uses for personal purposes so no depreciation

· E sells property for $195k – this is AR

· AB could be FMV on date of gift ($170k) or basis at time of gift ($100k)

· §1015 – carry-over basis used when property is gift; special rule for basis of gifts (transfer basis of donor to donee)

· So for E we have: $195k AR - $100k AB = $95k gain

· Family is treated as single economic unit; otherwise no tax on the difference btw FMV and basis at time of gift

· E (donee) steps into shoes of D (donor) and assumes his basis

· If property had FMV of $110 at time of gift and $100k at disposition, then there is no gain ($100k - $100k = 0)

· Lesser-of rule – if the FMV is less than basis at time of gift, then use different basis for determining loss (not for determining gain); FMV of $90 at time of gift
· Gain basis - $100k
· Loss basis - $90

· If he sells for $110, then we have: $110k AR - $100 gain basis = $10k gain

· If he sells for $80, then we have $80k AR - $90 loss basis = ($10k) loss

· If he sells for $95 – then we have no gain or loss – see §1.1015-1(a)

· The $10k difference between FMV and basis at time of disposition is never considered – always benefit to IRS

· What if E inherited property from father instead of gift?

· §1014 – step-up basis to FMV at date of gift, but no income

· Appreciation is eliminated forever, never taxed as gain

· Here E has loss of $10k

· Easy to administer – does not matter what decedent’s basis was; just use FMV at time of death

· Effects: 1) people hold property with a gain to take advantage of step up (lock-in); and 2) loss property is sold to get tax advantage of loss

· Lock in effect for gifts – why does E care if gain accrued while he owned or before????
· Step-up is related to estate tax; if we repeal the estate tax we will have to change the step-up rule for basis upon death

Marital Transfers of Property

· §1041 – no gain or loss recognized if property transferred to spouse or incident to divorce
· Transfer treated as a gift, and transferee’s basis is the adjusted basis of transferor

· Transfer between spouses is non-recognition event

· H has stock worth $35k, transfers to W when worth $55k, she sells when worth $70k - §1041
· No tax consequences to H

· W has no consequences when receives property, AB is $35k so she has gain of $35 on sale (70-35)

· Stock transferred on divorce worth $46, W sells later when worth $62 - §1041
· Davis – old case before §1041 – H had gain of $11k (46-35) for settling debt; W had gain of $16k (62-46)

· Now with §1041, H has no tax consequences and W has gain of $27k; $11k gain to H built into W’s basis in property
· Pre-nup agreement – H transfers stock worth $47 to W and she releases rights to divorce settlement - §1041 does not apply
· W sells stock for $60, she has gain of $13k

· H pays gain on marriage of $12k (47-35)

· W does not have to pay tax on the gain that occurred before the marriage

· Farid-es-Sultaneh - 

· Stock given as gift before marriage in case of death, but on marriage used as consideration for pre-nup release
· Stock would only be gift if H died, since he did not it was not a gift under §1015, W’s basis is FMV on transfer

· W’s basis is FMV on date of transfer, not basis of donor

· Income tax is about accession to wealth; gift tax is about transfer of wealth

· H’s transfer not made out of detached and disinterested generosity – so not a gift for income tax purposes

· But probably is a gift for gift tax purposes (gift and income tax treat transaction differently)

· W should have realization event when she relinquishes her rights; IRS has ignored; hard to figure out basis in rights

Cases:  

· Farid-es-Sultaneh – transfer of property not gift under income tax; §1041 applies to pre-nup; gift and income tax different
· Philadelphia Park – if value of properties exchanged is different, new basis is FMV of property received
Statutory Provisions:  

· §1001 – amount realized (AR) – adjusted basis (AB) = gain or loss

· §1011 – adjusted basis is the basis under §1012, adjusted as provided in §1016

· §1012 – basis is cost of property, not including property taxes paid

· §1014 – step-up in basis on death; basis of property as inheritance is FMV on date of death

· §1015 – donor’s basis transferred to donee when property made as gift
· §1016 – AB = original basis (cost) + improvements – depreciation
· §1041 – non-realization for transfer between spouse or incident to divorce

Regulatory Provisions:  

· §1.1015-1(a) – no gain when between loss basis and gain basis
B. Effect of Debt on Acquisition of Property

In-kind exchange of property including mortgages

· Mortgages are typically included in your basis – we assume you will pay those at some point; basis is same whether you pay cash, borrow from bank, or borrow from seller

· Depreciation is accelerated to encourage purchases of property; this includes mortgages; can lead to tax shelter if you get depreciation for something you haven’t paid yet; tax benefits for deducting early (even before paying cost)

· S acquires property in 1992 for $40k cash and $260k recourse mortgage – so basis in property is $300k (Crane)

· 10 years of depreciation worth $80k – now adjusted basis is $220k

· S sells to B in 2002 – B pays $50k cash and acquires $260k mortgage (no principal was paid)

· AR – statute does not tell us how to deal with mortgages on its face

· $50k cash clearly part of AR

· Tufts/Crane – must include amount of any mortgage relief in AR

· So AR is $50k + $260k = $310k

· Gain is $310 AR - $220 AB = $90k gain

· B’s basis is $310 – amount of cash paid + amount of mortgage assumed (just like for S when purchased) – Crane
· Does Crane apply to both recourse and non-recourse debt?  I think it does…

· Now bank forecloses in 2002, sells for $300k, gives S $40k cash and cancels debt

· Foreclosure is treated as a sale or disposition here

· S has AR $300k (40+260) - $220 AB = $80k gain

· Now property goes down to $225k and bank forecloses

· Problem with symmetry theory of Crane – works well if value goes up or stay same, but not if goes down

· Crane FN 37 – says you cannot realize value equal to mortgage if property is not worth that much (dicta)

· Tufts – applies symmetry rule; AR is $260k debt relieved, AB is $220k, so gain of $40k (makes sense - $80k depreciation but only paid $40k cash) – this is for non-recourse debt

· Seems strange because S could walk away and not owe the extra $35k difference between FMV and debt

· If debt were recourse, bank would take $225k as full satisfaction of debt; S still liable for $35k but releases, so would have $35k cancellation of indebtedness income; S has $5k gain (225-220) and $35k COD income (↑ tax rate)

· What if S takes out second mortgage of $120k on building?  On sale, purchaser takes on both mortgages

· Only mortgage used to purchase property or make improvement is included in basis, so basis does not change

· Gain is $380 (260 + 120) AR - $220 AB = $160k gain

· $160 is same as $120 extra mortgage + $80k depreciation - $40 cash for purchase

· If $120 used to improve property, then AR still $380 but AB increased to $340 so gain only $40k (just like before)

· Now same as first example, but FMV in 2002 is only $200k and mortgage was non-recourse – Estate of Franklin
· Franklin – Romney owns hotel and sell to associates – give non-recourse debt of $1.225M

· Crane rule gives associates basis of $1.225M

· Leaseback – Romney operates hotel – pays rent equal to interest on mortgage

· Not sure why Romney would do this, but associates get tax shelter from depreciation on non-recourse mortgage

· IRS could have attacked as a sham transaction, instead went after limit on Crane case

· If debt greatly in excess of FMV at time of purchase, then don’t include debt in basis for deprecation

· Assumption that debt will be paid off not present when debt much greater than FMV

· Here with FMV $200 and debt $260k, we are concerned debt is not real

· Do we apply Franklin or Crane?  Depends on whether we assume debt will be paid or not

Cases:  

· Tufts – follow Crane for non-recourse but not for recourse; O’Connor argued they should be same

· Estate of Franklin – If debt in excess of FMV at purchase, don’t include debt in basis for depreciation

· Crane – mortgages used to acquire property included in basis (subject to Franklin); must include unpaid mortgage in AR on transfer of mortgage; Crane argued for tax only on equity exchanged – but this is not allowed
Regulatory Provisions:  

· §1.1001-1 – 

· §1.61-2 – 

XIII. Nonrecognition of Gain or Loss
Issues for losses: 
· Business/personal distinction; realization system gives taxpayers control

· Cottage Savings – taxpayers were motivated to generate losses that weren’t real for tax purposes; want to defer gains
· Fender – try to create losses to offset your gains

· Only deductible for property if used in trade or business or for investment or casualty loss

· Personal use assets not treated symmetrically – we recognize gain but not loss

· Questions to ask about a loss: 

· 1) Is it recognized?  §1031

· 2) What kind of loss? (capital/ordinary); capital not as valuable a loss as ordinary

· 3) Personal or business loss?  §165(c) is very clear about limiting personal losses: losses incurred in trade or business; losses incurred seeking profit (investment); casualty/theft losses even if not in trade or business

· 4) Disallowance - §267 (sale between family or related) or §1091 (wash sales)
Examples of when deductions are allowed for losses:
· No deduction for personal residence; yes deduction for rental property (basis adjusted for depreciation)

· Stock is classical §165(c) investment (1) for traders or (2) for regular investors

· Sale of stock to brother – loss is excluded (not nonrecognition, the loss just disappears); brother sells later with basis = FMV on acquisition

· §267(d) – B does not get to use S’s loss if he sells at a loss, but he does get to offset it against any gain he may have

· Family does not include sister-in-law – look to definition of family in §267(c)(4)

· Wash sale – can repurchase within 30 days; treated as if the sales did not occur - §1091

· For wash sale, would adjust basis based on difference between price received and price paid to acquire similar property
· Sale to nephew – not part of family for §267(c)(4); more than 30 days pass so not a wash sale under §1091

· Fender – parties made sure they were not covered by statute, but IRS can still argue it is a sham transaction to generate loss

· Taxpayer bears burden of showing loss is bona fide, so IRS can argue there is a sham or non-economic transaction
Casualty/Theft Losses:

· Van used in trade or business purchased for $50k, held 3 years with depreciation of $30k

· Van stolen when it had FMV = $35k; would cost $55k to replace with new van

· §267(c)(1) allows deduction for trade or business loss; AB = $20k; loss is lesser of FMV and AB – so $20k
· Suppose van in accident – reduces FMV from $35k to $25k

· Loss is now only $10k – see §1.165-7(b); ΔFMV < AB, so use ΔFMV to calculate loss 

· No recovery for loss if any insurance received; only uncovered losses may be deducted

· For theft, FMV after theft is 0, so you just compare FMV before to AB

· What if you collect insurance?  FMV is $35k but you have $2k deductible so you only get $33k

· No loss because get reimbursed for the FMV
· You would actually have a gain – insurance treated as if you sold the property – so gain of $13k (33-20)

· Might disallow a deduction on policy grounds; disallow for intentional torching, but not for mere negligence

Bad Debt
· §166 – bad debts

· Corporations get a loss for bad debt, but non-business debt that goes bad is treated as short-term capital loss (STCL)

· Some confusion between worthless security - §165(g)(2)(C) – and bad debt - §166
· Business/personal line – allow ordinary loss for business but STCL for personal; still require a realization event – when debt becomes “worthless”

· Making a loan that isn’t repaid – this is a loss; issues is whether ordinary or STCL

· Providing services without getting paid; this may be business, but since you didn’t include income you can’t exclude loss (Haverly); no basis in services performed, so no deduction for the “loss”

Nonrecognition – Like-Kind Exchange 

· Nonrecognition is bad if you have a loss and good if you have a gain

· If you have a loss on your property, you fight against nonrecognition

· If you have a gain on your property, you structure so you can take advantage of nonrecognition

· 2 apartment buildings held for rental purposes with FMV $95k; Raj has basis $70k and Margaret has basis $100k
· What if they sell to each other for cash?

· Sales of buildings for cash are unrelated for §1001 purposes – just look to gain or loss

· Raj has gain of $25k; M has loss of $5k

· Might challenge as sham and force nonrecognition; difficult if the transactions are all connected

· R and M exchange their properties with each other – this is a like-kind exchange

· §1031 – no gain or loss recognized on exchange of like-kind property held for use in trade or business or for investment

· §1031 is mandatory – cannot elect to recognize the gain or loss; M would elect loss and R would not recognize gain

· Cottage Savings – taxpayers swapped property to create losses; property must be materially different; §1031 broader

· Karen wants Raj’s property, but Raj wants nonrecognition

· If R wants M’s property, K can buy M’s property with cash and then exchange with R

· Might also do 3-way exchange but not clear §1031 would apply; IRS has concede this works for nonrecognition

· 3-way exchange can happen at slightly different times; §1031(a)(3) says they  must be identified within 45 and transferred within 180

Non-recognition for like-kind exchange involving “boot”
· Exchange of trucks used in business – also exchange stock to account for difference in FMV

· A has basis $25k and FMV $30k in truck, and $15k basis and $10k FMV in stock (the “boot”)

· O has basis $32k and FMV $40k in truck

· A has AR of $40k – the FMV of the truck ($30k goes with his truck and $10k with stock); AB = $40k (25+15)

· $5k gain on truck and $5k loss on stock – but the loss on the stock does not qualify under §1031, so $5k loss recognized

· §5k gain on truck is not recognized – deferred until he sells the other truck

· Must build in $5k gain into basis of new truck; so AB is now $35, this preserves $5k of unrealized gain (FMV is $40k)

· Formula for new basis:  $25k basis in old truck + $10k FMV of boot paid = $35k
· If stock has basis of $5k instead, now he would just recognize $5k gain; same AB for new truck (old AB + FMV stock)

· For Owen: basis $32k and AR = $40k, so gain of $8k

· $8k gain might not all be recognized – not solely in-kind

· §1031(b) – gain is recognized but not if it is greater than the amount of boot received – here $8k less than $10k so all recognized

· For Owen’s basis – he had no unrecognized gain so no need to build that into his basis

· AB = Old basis + amount of gain – boot received = 32 + 8 – 10 = $30k  ($10k basis goes to stock, $30k basis to truck)

· What if Owen’s basis in the old truck was only $28k?

· Now he has a gain of $12k, which is greater than cash received of $10k, so he recognizes $10k and $2k unrecognized
· For basis: AB = $28k old basis + $10k recognized gain - $10k boot received = $28k (this leaves $2k unrecognized since FMV of truck is $30k)

Nonrecognition for like-kind exchanges of apartment buildings involving mortgages:

· Nonrecognition preserves gain or loss – defers until later realization that is recognized

· Tessa:  basis $70k, FMV $90k, mortgage $60k
· Sam: basis $120k, FMV $100k, mortgage $70k

· This is an equal exchange – both properties have $30k equity (FMV – mortgage)

· Don’t look at this as if they are just exchanging equity – Crane says we must consider value of mortgage in AB and AR

· Decline in mortgages is treated as cash received; increase in mortgage is like cash paid

· Like-kind exchange because buildings are similar; both held for productive use in trade or business

· Calculations for Tessa:

· AR: $100k FMV property received + $60k mortgage relief = $160k AR

· AB: $70k old basis + $70k mortgage assumed = $140k AB

· Gain of $20k (160-140) – but is it recognized?

· Only recognized to extent she receives cash – here it would be in the form of mortgage relief, but she added $10k to her mortagage, so there is no recognition – this is §1031(b)

· New Basis: $70k old basis + $0k recognized gain – “boot” or debt relief ($10k) net (60-70) = $80k

· Makes sense because she added $10k of mortgage, so build that into her basis

· Calculation for Sam:

· AR: $90k FMV of property received + $70k mortgage relief = $160k AR

· AB: $120k old basis + $60k mortgage assumed = $180k AB

· So loss of $20k (160-180) – is it recognized? – look to §1031(c)

· §1031(c) – no loss recognized for exchange not solely in kind

· New Basis: $120k + $0k recognized gain/loss – “boot” or debt relief of $10k (70-60) = $110k

· This preserves his $20k unrecognized loss, because FMV only $90 for property (90-110=-20)

· What if Tessa’s building only has FMV $95k; Sam pays Tessa $5k cash and has basis $40k

· Still equal exchange: $30k equity for $25k equity and $5k cash
· For Tessa:

· AR = $95 FMV + $5k cash + $60k mortgage relief = $160k

· AB = $70k old basis + $70k mortgage assumed = $140k
· Gain of $20k; received $5k cash but no debt relief, so $5k gain recognized

· Boot: $5k cash + $0k mortgage relief (she assumed extra mortgage)

· New Basis: $70k + $5k recognized gain - $5k cash received – ($10k) debt relief = $80k

· She had $15k unrecognized gain, still preserved because FMV – AB = 95 – 80 = 15 gain

· For Sam:

· AR = $90k FMV + $70k mortgage relief = $160k

· AB = $40k + $5k cash + $60k mortgage assumed = $105k

· Gain of $55k;  $10k from mortgage relief is recognized, the rest is unrecognized

· Boot: $0k cash + $10k mortgage relief

· New Basis: $40k + $10k recognized gain + $5 cash paid - $10k mortgage relief = $45k
· This makes sense, because preserves $45k unrecognized gain (90 FMV – 45 basis)

· Formulas:

· AR = FMV property received + mortgage relief + cash received

· AB = Old basis + mortgage assumed + cash paid

· Gain/Loss = AR – AB

· How much is recognized?  Limited by amount of boot added to positive mortgage relief
· New Basis = Old basis + recognized gain +/- cash paid/received +/- mortgage assumed/relieved

· Always check, FMV property received – New Basis = Unrecognized Gain or Loss

Cases:  

· Fender – taxpayer sold bonds to company he almost controlled; waited more than 30 days to repurchase; not covered by non-recognition statute but IRS argued the transaction was sham designed to generate a tax loss
Statutory Provisions:  

· §165(c) – limitation on losses: trade or business; seeking profit; casualty
· §267 – disallowance of loss on sale between related persons; includes family, individual owning stock in corp
· §166 – bad debt; nonbusiness bad debt treated as short term capital loss - §166(d)(1)(B)
· §1091 – disallowance of loss on wash sales; acquire substantially identical stock within 30 days of sale; basis stays same
· §121 – 

· §1031 – non-recognition of gain or loss from like-kind exchange
· §1033 – 

Regulatory Provisions:  

· §1.165-7(b) – amount of casualty loss is lesser of: 1) difference in FMV before and after casualty; or 2) AB
· §1.165-8 – 

· §1.166-1 – 

· §1.166-5 – 

· §1.1031(d)-2 – reference for exchange of like-kind + boot (mortgage relief or cash equivalent)
XIV. Capital Gains and Losses
A. Preference for Capital Gains

Examples to highlight the preference for capital gains
· Bond purchased for $10k pays $1k/year for 2 years – ordinary income as received
· Growth stock selling for $10k paying no dividends expected to be worth $12k in 2 years when sold – LTCG deferred
· 100 shares of stock selling for $100 each paying dividends of $10/share for next 2 years – qualifying dividend income treated like capital gain as received
Reasons for capital gain: 533-38

· Favoring: 

· Not income – Nonrecurring or due to changes in interest rate

· Bunching – realization causes high taxes in year of sale

· Inflation – portion of gain is due to inflation not “real” gain

· Double-taxation – gains on corporate stock already taxed as corporate income

· Disincentive to risk taking – investments are risky so need incentives

· Disincentives to savings – consumption tied to average lifetime income, not exceptional income in 1 year

· Lock-in – refrain from selling to avoid paying tax on gain

Code Sections for capital assets:
· §1(h) – net capital gain included as income

· §1222(11) – definition of net capital gain

· §1222(3) – long term capital gain (LTCG) – 4 elements

· Gain (otherwise would be loss)

· Sale or exchange (not disposition like §1001) – Yarbro 

· Of a capital asset - §1221 – capital asset is everything but what is listed in §1221(a)

· Holding period must be more than 1 year

· §1223 – special holding rules

· Gift –tack donee’s holding onto donor if carryover basis – could turn STCG into LTCG

· Special rules add on the holding period of the transferor in a nonrecognition exchange

· §1221(a) – definition of capital asset – excludes business income from investment income - everything but the following:
· 1) – stock in trade, inventory, or property held primarily for sale to customers in ordinary course of business

· 2) – property used in trade or business that is depreciable
· 3) – letter or memoranda prepared by taxpayers; copyrights or artistic property
· 4) – notes or accounts receivable from property in (1) are ordinary assets
· 5) – official gov’t publications
· 6) – commodities derivative instruments
· 7) – hedging transactions
· 8) – supplies used in ordinary course of trade or business
· All of these listed are ordinary assets (for purposes of gain/loss, not expensing/capitalizing)
· §1211(b) – limitation of $3k/year for deduction of capital losses against ordinary income; carry over extra losses to future

· Bramblett – farmer must subdivide land because not profitable to pay off loan; 7 factors on page 547 

· Might structure sale using notes to coincide with when payment expected – let someone else subdivide

· Problems if notes are too high – like Estate of Franklin – might not allow transaction

· Tax consequences
· Short Term Capital Gain (STCG) typically taxed like ordinary income
· STCG can be used to offset LTCL

· Business investment property – we think of this as investment for business, but not a capital asset (weird)

· §1231 – sometimes reverses §1221(a)(2) and gives capital asset treatment to gain on sale of machines

· Example: machine purchased for $200k, sold for $45k, has basis of $38.4k

· Gain on property of $6,600 – characterization depends if machine is capital asset

· §1221(a)(2) – clearly excluded from definition of capital asset

· §1245 – covers non-real estate that is depreciated (depreciable personalty) – subject to §167 depreciation

· Amount by which AR exceeds AB is treated as ordinary income (limited by amount of depreciation taken)

· This bypasses §1231 – unless gain exceeds depreciation then the excess is capital gain

· Recaptures depreciation – depreciation deducted against ordinary income so we put it back here

· §1250 – softer rule for real property – only include excess depreciation over straight line as ordinary income

· §1231 – best of both worlds; if gains exceed losses, all capital; if losses exceed gains, all ordinary

· Firepot – first separate out casualty gains and losses; if net gain – go to Hotchpot; if net loss – ordinary loss

· Hotchpot – combine Firepot gains with remaining §1231 gains and losses; net gains are capital; net losses ordinary

· §1231(a)(1) – gains exceed losses, so both treated as capital (gives net LTCG)
· §1232(a)(2) – gains do not exceed losses, so both treated as ordinary (gives net ordinary loss)

· Firepot net losses – those are taken out as ordinary losses and not considered §1231 gains and losses

Charitable Contribution of Stock:

· A holds IBM stock with basis $5k and FMV $10k – gives to charity

· Do you get to deduct $5k or $10k?  If you deduct $10k, must you include $5k gain?  That would be right, but code allows deduction of FMV and does not include gain on realization

· Deduction is for FMV, even if more than basis (gain is not taxed when given to charity)
· §170(e) – amount of charitable deduction is reduced by amount of gain that would not be LTCG if stock were sold (STCG and ordinary income would not count towards deduction)

· Marvin donates brief he wrote for Supreme Court to NYU – worth $20k but gain would be ordinary under §1221(a)(3) so no deduction for gain; if Diane purchased brief and it appreciated, then she could deduct the gain as charitable donation

· §170(e)(1)(B) – no deduction for donations to private foundation (as opposed to public charity) or for tangible property where use by charity is unrelated to reason for its charitable exemption
· Deduction for giving brief to NYU because it is law school and could use the brief; if NYU sells brief then no deduction

Hedging Transactions:

· NYT wants to hedge against price increase due to expected fluctuations
· 3 major options

· Buy controlling interest in company producing newsprint – IRS regs say stock or classic securities don’t work as hedge

· Forward contract or options on newsprint – this is hedging transaction that is treated as ordinary (must designate)

· If prices drop, you pay off contract and buy product directly for less – total payment is price of contract

· If prices rise, you pay extra on market but make money on contract – net payment is price of contract

· Forward contract not on newsprint directly but on timber – assume that timber will track newsprint perfectly to hedge

· Corn Products Refining – corn refiner bought future contracts on corn; hard large gains one year and small losses the next

· IRS argued that both were ordinary – because here the gains were greater (if losses were greater better for IRS to be capital)

· Result was to treat hedging transactions as ordinary – preferred because they are normal cost of doing business

· Arkansas Best – limits rationale of Corn Products; only applies when you are trying to secure something that would fall under §1221 (normally inventory or product)

· Congressional response to Arkansas Best was to add §1221(a)(6)-(8)

· 7) hedging transactions ordinary but must clearly identify on day of transaction, otherwise capital
· 8) Supplies of type regularly used in business – connection to Corn Products
Sale or exchange – issues

· Hunting rights question from Unit IV

· Lease is not a sale or exchange, so $8k annual payments not capital gain but ordinary income

· No sale or exchange, basis is $0, treated as ordinary income – might be capital if you frame as sale not lease

· Hort – payment to break lease, no right to ordinary income, so no deduction; prepayment of future lease payments not a sale of any capital asset

Patents and Copyrights 

· Patents can be capital assets

· Copyrights clearly not capital assets to their creator - §1222(a)(3)

· §1235 – sale or exchange of patents; have to sell tree, not just fruit to get capital asset treatment; creator of patent can license and get capital gain treatment; form of payments (contingent, annual payments, etc) does not matter

Characterization of gains and losses on sale of depreciable real estate

· Problem from Unit XII – purchase of real estate with debt – Crane rule

· Crane – must include mortgage value (recourse or nonrecourse) in the basis

· Facts: Buy with $40k cash and $260k debt; $80k depreciation deductions; sell for $50k cash and debt relief

· AR = 260 + 50 = 310; AB is 220 after deprecation

· Gain of $90k – must characterize

· §1221(a)(2) – depreciable real estate used in trade or business not a capital asset

· §1231 – might still be capital if gains exceed losses

· §1245 – first recapture portion of gain due to depreciation – so $80k of gain is ordinary income (but only for personalty)

· §1250 – softer rule for depreciation of real property – only recapture excess over straight line; remaining gain from straight-line is taxed at 25%

· This leaves $10k gain for §1231

· If only received $40k cash, then all gain was depreciation so no §1231 gain left over

· What if property declined to $225?  

· Recourse – AR 225 – AB 220 = $5k capital gain and $35k COD income

· Non-recourse – AR 260 – AB 220 = $40k capital gain

· Yarbro – abandonment in nonrecourse setting treated like sale or exchange; debt relieved was AR

Cases:  

· Bramblett – farmer subdividing land to get more profit; must not be like inventory or stock in trade; substantial risk of ordinary income treatment

· Yarbro – disposition not necessarily a sale or exchange; sale or exchange for portion of debt relief gain if abandoned
· Arkansas Best Corp – controlling company too extenuated to control inventory, so not hedging transaction 

· Corn Products – corn refiner hedges with futures on corn

· Hort – prepayment of lease not a sale of capital asset; payment treated as ordinary income
Statutory Provisions:  

· §1(h) – 

· §1221 – 

· §1222 – 

· §1223 – 

· §170(e)(1) – 

· §1231 – 

· §1245 – 

Regulatory Provisions:  

· §1.61-1 – 

B. Limitation on Capital Losses

Cases:  

· Malat v Ridell – 

Statutory Provisions:  

· §1211 – 

· §1212 – carrying forward unused capital losses

Regulatory Provisions:  

· §1.61-1 – 

XV. Tax Accounting
Accounting Methods:

· Problems because of taxable year – you get different results under cash and accrual methods of accounting

· Haig-Simons definition – indicates that accrual method is “proper” method, but cash method simpler so we allow unsophisticated taxpayers to use it

· Differences: 

· Timing differences usually small but can matter for transactions around end of year – want to take deductions before 12/31 and include income after 1/1

· Accrual method generally seen as better – put corporations on that method and tolerate individuals

· Sometimes corporations put on cash method to prevent imbalance with individuals – IRS can argue that accrual method does not accurately reflect economic reality

A. Cash Method
Cash Method Protections

· Mets player signs – gets bonus now and defers portion of salary to future

· Executive compensation – deferred payments creates a tax benefit

· Delgado gets $3M signing bonus, $10M current salary, $1M annual deferred salary

· Only have income in the year of receipt – able to defer income 
· Deferred income is good if your tax rate will be lower – there is some risk it won’t be

· Deferred income should always include an interest charge for the use of salary during deferral period

· Rev Rul 60-31 on page 737 – covers deferred compensation

· Constructive receipt – protection against abuse of the cash method

· Even if no actual receipt, there is constructive receipt if you have right to receive income but don’t take until later

· §1.451-2(a) – definition of constructive receipt

· You must determine when you will paid before you perform the services to earn payment – otherwise likely constructive receipt if you decide to defer later

· IRS will not speculate about when you could have gotten cash – you can structure ex ante freely

· Deferred payments are unsecured obligations to pay – so want some security that you will in fact get paid

· Cash Equivalence Doctrine – 

· Notes or other securities – note is property that would be included as income; contract is just promise to pay, which is not income 
· Economic Benefits Doctrine – 

· Escrow accounts – depends on whose name is on account; if money beyond reach of Mets creditors, then there are not sufficient restrictions so it would be income

· Like §83 substantial risk of forfeiture – you have income when restrictions lapse and no more risk

· Pulsifer – children win lottery; money placed in trust fund; currently taxable even though cannot access until turn 21 under economic benefits doctrine

Deductions and Payments

· You only get a deduction when you have made a payment

· No such thing as constructive payment – lack of symmetry

· Giving a note is not payment, but writing a check is payment

· Credit cards – deduction as soon as you incur debt, even though you don’t pay off until later

· Accelerating deductions – 

· Prepayment of 4 years of insurance premiums – not deductible as current expense; capital expense with cost recovery

· Asset has value beyond 1 year – indicates it should be capitalized
Cases:  

· Carter – city employee did not get paid until following year, had to include income in later year though tax less in first year

B. Accrual Method
Introduction to Accrual Method:
· All events test – you have income when all events which fix your right to income have occurred and the amount is determinable

· Income is accrued as it is earned, not as you are paid

· Deductions as you incur expenses, not as you pay them

Prepayments – 

· If you are on the receiving side, you argue you have not earned the payment yet so it should not accrue

· But you have cash in hand, and you have benefit of using it without paying tax yet

· RCA – warranties sold and tried to estimate when costs would be incurred

· Wants to match expense against income – otherwise you will overstate income in year 1; want to spread income evenly

· IRS argues that accrual method does not clearly reflect income in this case - §446(b) – requires use of cash method
· RCA’s proof was pretty good estimate but not certain – problem with long time of deferral

Time Value of Money – taxpayers want deductions early and income late

· Sell more tickets (deferred income) by giving away gifts (deduction currently)

· Mets want to deduct $50M currently because contract guaranteed for 5 years – “all events test” satisfied; like Ford with structured settlements; overstates present value of obligation

· Ford – structured settlement – annuity purchased to pay obligations; can’t deduct total settlement currently, only the present value represented by the annuity purchased

· §461(h) – attempt to deal with issues of time value of money
· “all events test” not satisfied until “economic performance” occurs

· Equivalent to giving deduction presently for present value of future expenses

· §461(h)(3) – exception for recurring items

Cases:  

· RCA – warranties for TVs; IRS says accrual method does not clearly reflect income
· Ford – structured settlements do not clearly reflect income – time value of money means settlement discounted to present
Statutory Provisions:  

· §446 – apply normal accounting method for taxpayer; if method does not clearly reflect income, IRS can set method
· §451 – income included in year received by taxpayer unless accrual method requires a different year

· §461 – deduction when proper under method of accounting;

· §461(h) – all events test requires economic performance; time value of money issues for accrual method

· §409A – inclusion of deferred compensation under non-qualified plans
Regulatory Provisions:  

· §1.61-1 – 

C. Timing of Interest Deductions
Original Issue Discount:
· L purchase bond from B for $7462 for redemption in 3 years at $10k

· $2538 is interest that would be required on the loan of $10k – this interest is unstated
· Interest income is ordinary income – different from appreciation which would be capital gain

· Gain is called Original Issue Discount (OID)

· Treasury bond would have same present value but different cash flow – pay $10k and get $500 semi-annually

· Use table given to show when to include OID as income
· B gets to deduct interest over time; 

· L must pay interest as it accrues, even though does not receive payment until year 3

· Basically congress put the cash method taxpayer (L) on the accrual method for OID

· §1272(a) – holders of OID take income as it accrues

· Process for calculating OID income:

· Include OID equal to daily accrual using compounding interest

· OID is stated redemption price at maturity minus issue price - §1273

· Issue price – amount paid for bond

· Stated redemption price – amount paid at end of period

· Calculation: 

· Start with balance equal to issue price

· Compound semi-annually (1/2 of interest rate every 6 months) – add interest to balance

· Interest rate to use is inherent in the cash flow

· Add up OID calculated for both 6-month periods in the taxable year and include as income

· §163(e) – borrower gets to deduct OID as it is incurred

· §1272(d) – must increase lender’s basis from the original purchase price by all amounts included as income

· What if L sells after year 1 for $8227?

· AB would be $8227 - look at adjusted issue price

· This means the interest rate did not change – so no gain from sale

· If interest rate changed over time, then L might be able to sell for $8500

· This would give a gain of $273 – bond became more valuable as interest rates dropped in market

· Typically this is treated as LTCG – represent market appreciation in the world of bonds

· §1271 – exceptions for when parties intended to call debt instrument before maturity – so gain is ordinary

· If L has a gain but holds the bond – spread the gain that was included to reduce future OID payments

· What if you have another bond – issue price is $7462, redemption $8300, and stated interest is $250

· Cash method for stated interest, but accrual method for OID

· Now the OID is lower each month, so the compounding is slower because of the stated interest

· ((Adjusted Issue Price) X (1/2 of interest rate)) – stated interest = OID
Interest Free Loans – 

· Has no stated or imputed interest – so different from OID; issue price = redemption price

· Demand loan – payment can be demanded at any time; tax payment on foregone interest as each year passes

· Term loan – payment only at end of specified term; tax income currently on difference between $100k today and at end of term

· §7872 – borrower has income at time the loan is made; difference between value now and at end of term

· Income as soon as loan is made, but deductions accrue later – it is as if a bond with OID was issued
Statutory Provisions:  

· §163(e) – deduction for daily portions of OID incurred during the taxable year
· §1272 – OID included in income as it accrues; cash method taxpayer put on accrual method
· §1273 – definitions for OID: issue price; stated redemption price; 
· §1275 – borrower on cash method if OID loan used for acquiring personal use property
· §7872 – interest-free term loans; income when loan is made representing value of foregone interest payments
D. Installment Sales

Installment Sales
· Sale of property that includes purchase money debt

· Seller has AB $400k and sells for FMV $800k; Buyer pays $200k cash now and 3 $200k notes payable next 3 years

· Notes have market interest included in them

· AB stays $400k, but AR needs to change

· AR clearly includes $200k cash
· §1001: AR is amount of cash + FMV of property received

· Notes are property received – we assume interest rates mean that FMV of each is $200k

· So AR is still $800k

· This leaves $400k gain, probably capital gain

· When does the gain occur?

· The cash or property was all received in the year of sale, so could argue for $400k gain in year 0

· Liquidity problem – so Congress allows deferral of gain until installments paid off - §453

· §453 - 

· Gross profit – this is the same as gain for our purposes

· Total contract price – here that is AR

· Gross profit ratio – amount of each payment that is taxed as gain; gross profit over total contract price

· For this case, gross profit ratio = $400k/$800k = 50%

· Receipt of $200k each year - $100 is cost recovery and $100k is gain

· Variation - $400k basis includes $300k mortgage; B assumes mortgage and gives 5 $100k notes

· This is a fair exchange - $500k equity for the 5 notes; B’s basis still $800k; S has same gain of $400k

· Cash flow is different - $100k in year 1 up to $500k in year 5

· Gross profit still $400k, but contract price reduced to $500k (AR – mortgage)

· Gross profit ratio is 80%

· Each year there is $20k cost recovery and $80k gain – so over 5 years total of $400k gain

· Final question – B pays $1,011k - $100k down payment and $911 due in year 3

· $911 discounted at 9% over 3 years give $700k (so AR still $800k)
· But the applicable federal rate is 10%

· Difference between applicable rate and the imputed interest – this is OID

· S wants to count $211 as capital gain

· S also wants to defer payment on ordinary interest to year 3 under installment method

· Note is OID instrument – issue price of $700k and redemption of $911

· This just shows that OID rules can apply to installment sales if parties don’t properly state interest
Statutory Provisions:  

· §453 – installment method of accounting; allocate gain based on gross profit ratio
· §1274 – issue price for installment sales of property – purchased by issuing debt
· §1274A – 

Regulatory Provisions:  

· §1.453-4 – 

· §15a.453-1 – 
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