I. Introduction
A. The Several Sources of Tax Law:
1. Constitutional:

a) Income tax was unconstitutional before the passage of the 16th Amendment

b) All bills of revenue must come from the House of Representatives (provision is usually honored, but only in show not substance)

2. Statutory:
a) Congress enacts the internal revenue code, through the Ways & Means and Senate Finance Committees.  The Joint Taxation Committee provides advice to the Congressmen enacting the legislation

b) The Anti-Injunction Act – prevents the use of the tax system as means of protesting government policy; states that “no suit for the purpose of restraining the assessment or collection of any tax shall be maintained in any court.”  

3. Agency:

a) The IRS & the Treasury Department are influential in interpreting the law.  Three types of “law” issued in from these departments:

i. Treasury Regulations – receive deference under the APA

ii. Revenue Rulings (less weight)
iii. Revenue Procedures (less weight)
iv. Private Rulings - private companies often ask the IRS how it will treat a private transaction for tax purposes (less weight).  

4. Judicial
a) US Tax court has jurisdiction over deficiencies (deficiency means you get to go to court & litigate without paying first).  

i. This is an Art. I court with the same powers of an Art. III court (minus the life tenure)

b) US District Courts (Art. III) & the Federal Circuit (Art. I) have jurisdiction over refunds (refund means you pay the tax and sue for the refund)

B. The IRS:

1. The main role of the IRS is to figure out if there is more revenue to be collected

2. 130 million returns filed per year – the IRS can’t check them all; it can only audit 1 million returns per year (thus not likely you’ll be caught)

3. The Audit Process:

a) The IRS will decide which returns to audit (statute of limitations: 3 years) using a numerical formula which indicates to them that some sort of error was made in the filing of a return.  

b) If they decide a taxpayer’s return is deficient, they will send you a statutory notice of deficiency (90 day letter) ( triggers the litigation process
c) If the taxpayer ignores this notice ( triggers the collection process
d) As a creditor, the IRS has the power to seize property; issue leans on property & do lots of unpopular things.

C. The Three Principles upon which our Tax System is Based:
1. Fairness

a) A very subjective concept – depends on what individuals think is the proper distribution of the burden of government.  The basic Q is: what is the fairest way of spreading the burden of the federal government?  

i. John Stuart Mill – pay for what you consume from government (fees in national parks); known as the “benefits received” model – prevailed in the olden days
ii. “Ability to pay” model – base decisions on who to tax on how much the taxpayer can give; the progressive taxation model is an example

iii. Head Tax – “uniformity as fairness” model; each person pays a fixed tax no matter what.  This is simple and efficient (no distortions), but likely unpopular (because it is unfair in most people’s eyes) – it brought down Margaret Thatcher in England.  

2. Efficiency
a) The basic Q we ask in order to figure out if our system is efficient is: does the tax system distort prices in the marketplace?  
i. Yes ( taking demand elasticity into account, if the tax system distorts prices, it will likely have negative ripple effects on the distribution/use of resources (overproducing some goods & underproducing others).

ii. No ( we’re good to go

3. Simplicity – Congress has mostly failed on this count
II. Defining Income
A. The Definitions: 
1. Haig-Simons – Income = Consumption + Change in Wealth (measured annually)

2. Glenshaw Glass – “undeniable accession to wealth, clearly realized, over which the taxpayers have complete dominion.” 
3. Gotcher – economic gain that has benefited the taxpayer personally

4. § 61 definition of gross income – “all income from whatever source derived”  
5. § 62 definition of adjusted gross income – gross income minus deductions listed; assumption is that this amount can only be used for consumption & savings (but remember § 262 – no deduction for personal living expenses)
6. § 63 definition of taxable income – “gross income minus deductions provided in this chapter”
B. Old Colony Trust Co. v. Commissioner, U.S., 1929

1. Facts:  Δ was president of a company.  As compensation he received a salary, for which the company agree to pay any and all income taxes.  The company paid taxes on behalf of the Δ, but the IRS contested that such payments are additional income to the defendant, and as such a tax must be paid upon them as well.  

2. Holding:  The payment of the tax by the employers was in consideration of the services rendered by the employee, and was a gain derived by the employee from his labor.  The court found that the payment of taxes by the employer constituted income; “the form of the payments is expressly declared to make no difference.”  

3. Remember:  The form in which the income is provided to the taxpayer does not matter.  
C. Work-Related Fringe Benefits
1. § 61(a)(1) includes “fringe benefits” in gross income.

2. United States v. Gotcher, 5th Cir., 1968, CB 112

a) Facts:  Mr. & Mrs. Gotcher took a 12-day expense-paid trip to Germany to tour the Volkswagen facilities there.  It was paid for by his employer, Economy motors, & VW.  Upon returning he bought a 25% steak in the dealership.  The IRS determined that the Gotchers realized income of $1372 for the trip and assessed a tax deficiency.  Taxpayer challenges determination.  

b) Holding:  § 61 defines gross income as income from whatever source derived; it is well-settled that § 61 should be read broadly and that many items, including non-compensatory gains.  In determining whether the expense-paid trip was income under § 61, we must see if there was economic gain to the taxpayer, and if the gain has gone primarily to the benefit of the taxpayer.  When indirect economic gain (pleasure) is subordinate to an overall business purpose (this was actually a business trip & personal benefit was incidental), the recipient is not taxed.  The fact that the dealership paid for the wife’s trip however, makes such income taxable.  Such funding was merely for the taxpayer’s benefit and had no business purpose (but the cost of his trip is not income).  
3. Treatment of Meals & Lodging:

a) § 119 excludes from gross income meals & lodging furnished to an employee, his spouse and his dependents 
i. If they are provided “by or on behalf of his employer for the convenience of the employer” (aka there must be a substantial business reason)

ii. And so long as 1) “meals are furnished on the business premises of the employer;” or 2) “the employee is required to accept lodging on the business premises of his employer as a condition of his employment.”  

b) § 262 makes the cost of meals non-deductible.  It does not seem to make sense when combined with § 119. 
c) Vouchers for food at nearby restaurants of employers are normally excluded from income (as are meals at the cafeteria on firm property).  If the voucher was to any restaurant – probably different treatment ( vouchers must be analyzed case-by-case.  Why not tax vouchers?

i. Economics are similar to those for in-kind meals

ii. No cash value to the voucher

iii. Taxpayers don’t have “complete dominion” they are limited in choice

iv. It is not “fully realized” – there are limitations  
d) Questions to ask with regards to this treatment:

i. Does this make sense?  A brownbag lunch you bring to work is not deductible, why should this be?

ii. Won’t this skew the labor market, encouraging people to work for the employers that provide this benefit?

iii. What about ability to pay & fairness?  Why should one person get tax-free income for fulfilling the same personal need?  Are the people taking advantage of this exception not going to be the ones with best “ability to pay?  
iv. Should we cap the deduction an employer can receive in order to prevent lavish dinners from being excluded?  

v. Should we try and measure the amount of benefit the employee receives (separate from business purpose) and tax that?  

e) Commissoner v. Kowalski, U.S., 1977, CB 118

i. Facts:  New Jersey was making meal-allowance payments to its state troopers.  Δ claimed that such payments were exempt from taxation, but the IRS sued to recover taxes owed, claiming that such payments were gross income.  

ii. Holding:  Resident’s meal-allowance payments are income within the meaning of § 61 of the statute.  § 119 of the code only exempts meals furnished in-kind by the employer and not cash reimbursements for meals.  Thus, the respondent’s meal allowance payments are not subject to exclusion; doing otherwise would provide large incentive to exclude cash rather than meals in kind (which goes beyond the scope of § 119).    

4. Other Fringe Benefits:
a) § 132(j) – on-premises gyms operated by the employer.  

i. Benefit for employer: insurance breaks; better workers

ii. Problems: isn’t this going to benefit those with lots of ability to pay?

b) Ride home – possible de minimis exception under § 132(a)(4)

i. Benefit for employer: safety of workers asked to stay late

c) § 132(d) – working condition fringe.  This provision excludes fringes that would be deductible under §§ 162 & 167 when the employee paid for them directly (basically b/c employee needed them for work).  

d) § 132(b) – no-additional cost service.  The service provided by employer to customers that is provided at no cost to employees is not included in gross income so long as the employer incurs no substantial cost in providing such service to the employee. 
e) § 132 (j) – an attempt to make sure lower level employees also get fringe benefits. 
f) § 274(m)(3) – no exclusion for travel of employee’s spouse – must be for bona fide business purpose.  
D. Property transferred in connection with performance of services (§ 83) 

1. Background and Place within the Statutory Scheme:

a) § 83 was enacted to deal with the sale of stock by employers to their employees at a discount.  

b) While this § applies to all property, personal property like cars would likely fall under § 132(c) (excluding employee discount on employer’s products from gross income) rather than § 83.  

c) § 83 does cover stock & real property however.  

2. How does it work?
a) § 83(a) – Situation: an employee gets a discount on the sale of an apartment from the employer on condition that he stays and works for 5 yrs.  The difference between the fmv (at time when restrictions are lifted) & that discounted sale price becomes income once the property becomes transferable or once there is no more substantial risk of forfeiture (basically once the restrictions the employer puts on the ownership disappear).  
b) § 83(b) – gives the employee the option of bypassing § 83(a) and paying tax (fmv-discounted price) immediately upon receiving the property (even if it has restrictions).  The employee then takes the risk that 1) he has paid the taxes and somehow forfeits the property 2) the property would have dropped below fmv by the time the restrictions were lifted.  

3. Questions to ask:
a) Why is this taxable?

b) Is there an increase in the ability to pay of the employee?

c) Is there an economic gain ala Gotcher?  

d) What is the value of the house as fully realized to the employee?  

e) Should we be concerned about liquidity?  

E. Imputed Income
1. Imputed income - a flow of satisfactions from durable goods owned and used by the taxpayer, or from goods and services arising out of the personal exertions of the taxpayer on his own behalf.  

a) Ex:  cooking your own dinner; this is a service which you would have to purchase with after-tax dollars on the market, but you can perform for yourself with tax-free “dollars” (aka personal labor).  

b) Ex: an exchange where X allows Y to live rent-free if Y agrees to walk X’s dogs.  X is compensated (with in-kind value of dog walking); Y is compensated (with in-kind value of free apartment).  Should they not both be taxed?  
2. The difficulty is drawing a line – what imputed income should be taxed and what imputed income should not be taxed?  It is administratively impossible to tax all of these transactions.  

3. Fairness & efficiency issues:

a) Creates an incentive do things for oneself; to barter rather than make cash exchanges.  This distortion likely causes inefficiencies in the market.  

b) Creates inequities – people who buy the services in the market wind up being taxed more than others with the same income who perform the services for themselves.  Favors professions that can perform tasks which are easily bartered.  

i. Fair rental value example – income of people who own houses is not taxed for the rental value if they are living in the house.  Someone who owns a house and rents it to a stranger (thus incurring income) pays taxes on that rental income.  Is there a reason why someone who does this for himself should not incur the same tax liabilities?  Just because he is not in the formal market?  People who rent have to pay for the rent in after-tax dollars.  People who own get to pay for rent using tax-free “dollars.”  
ii. Wealthy can obviously take advantage of this more.  What about ability to pay?  

F. Gifts, Support & Scholarships
1. The Gift:

a) § 102 – Gross income does not include the value of property acquired by gift, bequest, devise or inheritance.

b) The donor receives no deduction for gifts made (but remember charitable giving).

c) § 102(c) – excludes from gross income any amount transferred by or for an employer to, or for the benefit of, an employee.  

d) Other approaches:
i. Tax the donee & give the donor a deduction.  Possible plus:  isn’t this more accurate; doesn’t donor’s wealth decline as a result?  Problem:  Doesn’t the donor “gain” from giving the gift (feel good)?  The donee has no choice in receiving the gift.  

ii. Tax the donor & the donee.  
e) There is however a “gift tax,” but it has a 10K annual exemption.  Where???

2. Commissioner v. Duberstein, U.S., 1960, p. 127

a) Facts:  Two factual situations: 1) D was given a Cadillac by B because D had been helpful in suggesting customers to B; 2) S had been the comptroller of a church, and when he resigned, the directors voted him “a gratuity” of $20,000.  Legal Issue: Are these transfers of wealth income or gifts under § 102?

b) Holding:  A gift under statute proceeds from a detached and disinterested generosity; out of affection, respect, admiration, charity or like impulses.  In this regard, the most important consideration is the transferor’s intention.  Additionally, the primary weight in this area must be given to the conclusions of the trier of fact.  The court holds that in Duberstein the transfer was not a gift, and vacates the judgment in Stanton & remands for consideration.  
c) Remember:  Staunton’s check was declared a gift.  It is virtually impossible for employers to make gifts to employees.  The relationship indicates anything but detached and disinterested generosity. 
3. Support:
a) Supposedly defined in § 152 – but it’s not really in there. Support for dependents in terms of food, shelter, clothing, medical & dental care, and the like is tax deductible.  
b) Support given to dependents is not considered part of the gross income of dependents (not taxable).  Is it deductible from parent’s income?  Apparently.  Problem: gold-plated support.  
4. Scholarships:

a) Gross income does not include “qualified scholarships.”  § 117(a).  Qualified scholarships can include tuition & “related expenses,” meaning books & equipment (but not room & board).  
b) Any amount received which represents payment for teaching or other services is not deductible. § 117(c)(1).
c) When an employer funds a student’s education, the student does not have income from the first $5,250 of such funding (per year).  § 127.  
G. Capital Income 
1. Basic concepts:

a) § 61(a)(3) includes “gains derived from dealings in property” as a part of gross income. 

b) The important concept is one of “gain.”  The Code taxes the net gain in value of property.  § 1001 describes a “gain” as excess the amount realized from the “sale or disposition” over the taxpayer’s basis for the property & describes how gain should be calculated.

i. Gain can usually only be measured at the time of sale.

ii. “Paper gains” or appreciation of value is not usually taxed.  
· There would be liquidity problems with doing this (a taxpayer would have to pay the taxes without having the cash)

· Political barriers to an accrual/mark-market system (system that taxes gains/deducts losses on a yearly basis)

· Administrative difficulty of annual reporting/cost of determining asset values annually 

c) Timing of deduction for the basis of the property is very important (taxpayers would want to take it as soon as it was purchased; it is worth the most at that time).  

d) Three types of deductible expenditures:
i. Immediately deductible assets – expenses (on property) for the production of income which are deductible in the same year that the expense is made (property is “consumed” quickly).  Ex: janitorial supplies purchased & used by a janitorial service.  

ii. Depreciable assets – expenses (on property) for the production of income which are deductible periodically over the life of the property (property is “consumed” over a period of several years).  Ex: Realtor purchases elevator for his office building.  The cost of the elevator is deductible over the life of the elevator.  

iii. Capitalized assets – expenses (on the property) for the production of income which are deductible only when the asset is sold or exchanged (property is never really “consumed”).  Ex:  land, stocks.  
2. Hort v. Commissioner, U.S., 1941, p. 144 [Leases & Realization]
a) Facts:  Δ (taxpayer) acquired his property by devise in 1928.  ITC had agreed to lease part of the building in 1927, for 15 yrs @ $25K a year.  In 1933 ITC wanted out, and Δ agreed to cancel the lease in exchange for $140K.  Δ did not include this amount as gross income, but rather reported a loss of $21K (present value of rental payments owed – 140K).  Commissioner argues 140K is gross income.  Legal issue: was the consideration received ordinary gross income or loss (the basic Q is whether this is rental income or sale of property)?  

b) Holding:  The amount received must be included in his gross income in its entirety.  Where the disputed amount is essentially a substitute for rental payments (expressly characterized as income under the code), it must be considered ordinary income.  Similarly, the amount was not a return of capital because petitioner acquired the lease as an incident of the realty devised to him by his father (statute describes rental payments from the property rights as “gross income”).  Simply because the lease was “property” the amount received for its cancellation was not a return of capital.  

c) Remember:  No portion of the basis of property acquired subject to a favorable lease may be allocated to the lease.  Here we have H selling to ITC the stream of rental payments acquired through the lease.  Court says that H cannot deduct from that income any of the basis that exists in the property which generates that stream.  
3. Lease v. Sale.  What constitutes a “sale or disposition?”  (In other words, when does “realization” take place?)  
a) Leasing of a piece of property to another does not normally count as a sale or disposition (thus none of the basis in the property is can be deducted from the value of the lease payments; only lease operational costs can be deducted from the income from lease payments).  

b) Transfer (purchase/sale) of a lease is a sale of property.  

i. Ex: I have purchased a 10-year lease on a certain space at the mall.  After one year, I sell the space to another merchant.  Income from the sale = AR – basis (amt. I paid to get the lease) 

c) Sale of a partial interest in the property (like 20 out of 100 acres) does count as a sale for the purposes of § 1001.  To figure out the amount of taxable income from the sale, calculate the value of the interest sold at purchase & the sale price.  
i. Ex:  if I sell 20% of the property, to calculate the gain I have I would take the purchase price and subtract 20% of the value of the original piece of land.  
d) Sale of an easement, or of certain rights to the land in perpetuity (right to swim; right to fish; etc) constitutes a “sale or disposition” of property.  One would have to try and figure out the basis in a piece of property (value of that interest at original purchase) and subtract it from AR to figure out the gain.  
4. § 109 – if lessor builds something on the property of the lessee, the value of that improvement is not included in gross income until the lessee sells the property.  
a) Problems – people try to negotiate K which will lower rent in exchange for the building of improvements in order to take advantage of the benefits of § 109.  The code makes attempt to disguise rent illegal.  

5. Cesarini v. United States, 6th Cir., 1970, p. 149 [Realization of Capital Investment Windfalls]
a) Facts:  Π (taxpayer) purchased a used piano in 1957.  In 1964 they found $4.5K in the piano.  They paid tax on that sum in their original return and sued for a refund, claiming it was not includable in gross income.  

b) Holding:  Gross income is a broad category, and treasury regulations state that “gross income includes income realized in any form.”  An IRS revenue ruling is on point: “the finder of treasure-trove is in receipt of taxable income, for Federal income tax purposes, to the extent of its value in United States currency, for the taxable year in which it is reduced to undisputed possession.”  This regulation is dispositive on the issue of whether the 4.5K was reduced to undisputed possession in the year petitioners reported it.  

c) Remember:  Argument here would be that there is no realization event (ever I guess).  The real issue in most similar cases is timing – when are you going to be taxed for your windfall find?  In cases like the one above, where the windfall is severable, you are not taxed for the year in which the capital investment is made, but for the year in which windfall is found.  For windfall items that are not severable (a cubic zirconium ring that turns out to be a diamond) a taxpayer doesn’t have income for tax purposes until the item is sold (marketplace bargain).  Why the difference?
i. Too many marketplace bargains ( costs of policing are too high

ii. Liquidity issues

6. Haverly v. United States, 7th Cir., 1975, p. 151

a) Facts:  A principal received sample textbooks worth $500 (fmv).  They were given to the taxpayer for personal retention.  Δ donated the books to the school library, and made a charitable deduction for $400 at the time of contribution.  The taxpayer’s report did not include the value of the books received as income, but did include the charitable deduction.  The IRS assessed the deficiency.  Legal issue:  is there a realization event?  

b) Holding:  § 61 encompasses accessions to wealth, clearly realized, and over which the taxpayers have complete dominion.  Glenshaw Glass.  In light of this, the court concludes that when the intent to exercise complete dominion over unsolicited samples is demonstrated by donating those samples to a charitable institution and taking a tax deduction; therefore, the value of the samples received constitutes gross income.  The receipt of textbooks is clearly an “accession to wealth;” the possession of the books indicate that the income was “clearly realized;” the unequivocal act of taking a charitable deduction for donation of the property proves that the taxpayer has an intent to take “complete dominion.”  
c) Remember:  Court suggests that if the taxpayer had not donated the books there would not have been a realization event.  Since the item is unsolicited, the taxpayer has two choices: use it & report it as income; don’t use it & don’t report it as income.  
7. Cottage Savings Ass’n v. Commissioner, US, 1991, p. 159

a) Facts:  Δ S&L sold “90% participation interests” in 252 mortgages to other S&Ls, and simultaneously purchased “90% participation interests” in 305 mortgages held by these S&Ls (fmv value of each package is $4.5 mil; the face value was $6.9 mil).  Δ claimed a $2.4 mil deduction for the difference.  Legal issue:  Does a financial institution realize deductible losses when it exchanges its interest in one group of residential mortgage loans for another lender’s interests in a different group of residential mortgage loans?

b) Holding:  § 1001(a) provides that a realization takes place when he engages in a “sale or disposition of the property.”  The exchange here is not a sale, but it is a disposition.  Dispositions under § 1001(a) incorporate a “material difference” requirement, but a weak one.  The properties exchanged lead to a realization only if “materially different.”  Properties are “different” in the sense that is “material” to the Internal Revenue Code so long as their respective possessors enjoy legal entitlements that are different in kind and extent.  So long as the property entitlements are not identical, their exchange will allow both the Commissioner and the transacting taxpayer easily to fix the appreciated or depreciated values of the property relative to the tax bases.  The entitlements here easily meet the test – the different homes & obligors embody legally distinct entitlements.  

c) Remember:  Government here is trying to prevent manipulation by the taxpayer.  The economic position of the taxpayer has not really changed here – but it is still considered a realization.  
8. Annuities:

a) Comparing Bank Accounts & Annuities (term of years):

i. Annuities are taxed differently from other similar investment products (they are taxed in a preferential manner; see below).  § 72.  For tax purposes, a portion of each annuity payment is treated as a recovery of investment and a portion is treated as a taxable return.  Ex:  $7000 annuity that pays out $1000 per year for 10 yrs.  Each year, $700 is recovery of investment & $300 is income.  
ii. Bank accounts that would do the same are taxed differently.  For tax purposes, bank accounts are taxed on the amount of interest earned per year.  Ex: taxpayer has a $7000 bank account which proves an interest rate such that the taxpayer can withdraw $1000 per year.  Each year, the taxpayer is taxed on the interest earned on the amount of money left in the bank account (more at first & less later on).  

iii. This means that, compared to bank accounts, annuities are undertaxed in the beginning & overtaxed at the end.  Although the aggregate income reported is the same, the present value of the tax liabilities under the annuity method are less than they would be under the bank account method.  

b) § 72 antedates the more modern thinking about compound interest at the IRS, but Congress chose not to update the statute as it did with in other situations, most likely for reasons of simplicity.
c) True Annuities:
i. Gamble between the taxpayer & the annuity company.  Taxpayer gambles that he’ll outlive the life expectancy tables.  Annuity company gambles that he won’t.  

ii. How it works:  taxpayer has a capital account which is drawn down; treatment is same as for term annuity, using the life expectancy tables to figure out what the “term” would be. [Check on this].  

· If the taxpayer outlives the tables he has a “mortality gain” on which he is taxed for every dollar received.  

· If the annuity company wins the gamble, the taxpayer has a “mortality loss” & his unrecovered investment capital can be deducted on his last income tax return.
9. Life Insurance:  

a) The two types of coverage:

i. Term coverage – you purchase coverage for term of years (cheaper if young & expensive if old)

ii. Whole life coverage – you pay an increasing amount of money as you get older
b) Both of the above options involve a savings element (especially the whole life coverage) – company invests your premiums (as they exceed actuarial cost in the early years of the policy).  

c) If you die early “winning the bet,” before that reserve account reaches the value of the coverage, the income received above your capital investment is not taxed.  § 101(a) excludes amount received under such a K from gross income.  Policy decision by Congress.  Why make this distinction?
i. Political considerations – unpopular to tax people after death of a relative

ii. Rough social justice – a lot of people get term life insurance; most do not “win the lottery,” and don’t get a deduction either.  This is balanced out by letting those who do “win the lottery” keep all of the money.  

d) This applies only to life insurance proceeds derived from cases where an insurance element is genuinely present and significant.  § 7702  limits the definition of life insurance K, preventing the use of life insurance tax preferences for investment-oriented programs which involve no gamble.  
H. Loans & Illegal Income
1. Taxation of Loans:

a) Loans are not considered income – the recipient has an obligation to pay the loan back to the lender (on a balance sheet he has nothing). § 108.
b) If however, the borrower loses the money and settles with the bank to pay back only a portion of the loan, he has income equal to the value of the debt reduction.  Such income is accounted for in the year of the settlement itself.  

c) There are several exceptions to the above.  Such debt reduction is not considered income in cases where:

i. The discharge occurs during a bankruptcy proceeding (§ 108(a)(1)(A)).

ii. The discharge occurs while the taxpayer is insolvent (§ 108(a)(1)(B)).  In such cases however, the insolvency exclusion is limited to the amount of insolvency.  § 108(a)(3).  
· Ex: if A is insolvent at -$100 and the bank forgives his $100 loan, that forgiveness is not taxable; if A is insolvent at -$80, and the bank forgives his $100 loan, 20$ of that is taxable as income.  
iii. Purchase-money debt reductions.  § 108(e)(5).

2. Zarin v. Commissioner, US Tax Ct., 1989, p. 180

a) Facts:  Δ gambled on credit & using checks (“markers”) which were returned as amounting to insufficient funds.  This amounted to a total of $3,435,000 in gambling that was bet by Δ but not paid for.  Δ settled with resort by agreeing to pay $500K.  IRS alleges that the difference between gambling obligations and 500K is income from forgiveness of indebtedness.  There were also issues as to the enforceability of petitioner’s debts under NJ law.  

b) Holding:  Gross income includes income from discharge of indebtedness; not all discharges of indebtedness however result in income.  The gain of the debtor from such discharge is the resultant freeing up of his assets that he would otherwise have been required to sue to pay the debt.  The taxpayer did receive value at the time he incurred the debt, and only his promise to repay the value received prevented taxation of the value received at the time of the credit transaction.   The enforceability of petitioner’s debts under NJ law did not affect either the timing or the amount and thus is not determinative for Federal income tax purposes.  Gambling losses are not deductible in this case under the code; there is no purchase price adjustment under § 108(e)(5).
c) Remember:  The Third Circuit overturned.  Schenk thinks the decision is bull shit.  The court found:

i. That since the loan was unenforceable under NJ law, he could not have income from the discharge of debt.

ii. That Zarin also not have complete dominion – could not spend the money anywhere he wanted, and thus he did not have income.  
iii. That under the contested liability doctrine, which states that if a taxpayer disputes the amount of a debt, a subsequent settlement is treated as the actual amount of indebtedness, Zarin did not incur debt reduction income.  
iv. That the debt-purchase-reduction doctrine did not apply here.
3. Unlawful Gains:
a) The crime of theft/larceny is considered an income event; a thief will be taxed on the amount he steals.
b) The thief will receive a deduction in the year in which he returns the money.  

4. Collins v. Commissioner, 2nd Cir., 1993, p. 172

a) Facts:  Taxpayer worked at a gambling establishment.  He gambled on store’s credit (80K worth), but lost 40K, and returned the other 40K.  IRS is trying to recover for the illegally acquired income.  

b) Holding:  The money is not a non-taxable loan.  All unlawful gains are taxable.  A taxpayer has received income when she acquires earnings, lawfully or unlawfully without the consensual recognition (meaning two parties; unilateral intention to pay back not enough), express or implied, or an obligation to repay and without restriction as to their disposition (thus including all forms of enrichment except for loans).  The Δ’s income is taxable for the year in which the taxpayer realizes an economic benefit from his actions, but he can have a deduction for payments made in restitution during the year that such restitution is made.  Therefore he can be taxed for 80K, but gets a 40K deduction.  The leftover 40K is taxable.  

III. Tax Expenditures:

A. The Surrey Point of View:
1. When give an individual a tax deduction/tax credit for acting in a certain way, we are effectively providing them with a cash payment in order to perform that activity

2. If we are going to use the use the tax system to incentivize certain activity – we should put these provisions through the same scrutiny as is customary in the appropriations process.

a) The assumption (and most of the time, reality) is that tax provisions that get adopted and buried within the tax code are not often reviewed through the same cost/benefit results oriented analysis that appropriations are.  
3. Therefore, we should treat tax deductions/credits enacted to achieve social policy goals in the same way that we would outlays used to shape social policy.  

4. The starting point is a calculation of “tax expenditures;” such an analysis must be done under the 1978 Budget Act & in theory allows policy-makers to choose how to best solve the nation’s problems by asking: is the best approach to this a “tax expenditure” or a fiscal outlay?  

B. How do we measure “tax expenditures”?

1. Assuming all other “tax expenditures” remain in the code, calculate the difference between how much tax is being collected under the current system (w/ deduction) and how much would be collected if the deduction were removed.
2.  Assume taxpayer behavior is unchanged despite an increase in taxation.  
C. The Bittker Point of View:  

1. To attempt what Surrey recommends, there must be a “normal tax” from which deviations must be measured.  

2. How are we to establish such a baseline? 

a) The marginal tax rates will not work ( they have been changed over the 20th Century.  Are the Reagan tax cuts to be considered tax expenditures compared to the Kennedy-era code?  
D. Application:
1. § 103 – Exclusion from income for federal tax purposes of state and local bond interest.  

a) Subsidizes the fiscal activities of state and local governments by allowing them to offer lower interest rates for taxpayers.  

b) Assuming three income tax brackets, 15%, 28% and 40%, to offer the equivalent interest that a private sector bond of comparable risk will (say 10%), States need only offer 6% (if interested in attracting only the 40% bracket); 7.2% if they are interested in attracting the 40% and 28% bracket, and 8.5%  are interested in attracting all three.  

i. Notice that this has some perverse distributional effects; if the government chooses to offer a 7.2% rate, 40-bracket taxpayers get a windfall return of an additional 1.2% above market.  

ii. Notice additionally, that this could be used for the benefit of private parties (by using state to raise capital needed for private investment).  Code attempts to prevent this in § 103(b)(1) – private activity bond exclusion. 
c) One important Q to ask:  is it better to do it this through the tax system?  Could spending be used to achieve the same result in a more efficient or equitable way?  

i. Federal government could provide some sort of reimbursement to states for all the bonds they sell (allowing them to offer lower interest rates).  
· The benefit of such an approach is that there would no longer be any windfall beneficiaries in the upper-level tax brackets.  

· Distortionary effect would arguably be lower – bonds would be offering the same returns as comparable private market bonds.  

IV. Deductions
A. Business Expenses

1. “Ordinary and necessary” expenses paid or incurred during the taxable year in carrying out any “trade or business” are deductible under § 162(a).  Specifically enumerated are:
a) Reasonable allowance for salaries or other compensation for “personal services”  

b) Traveling expenses (non-extravagant) “while away from home” in the pursuit of trade or business

c) “Rentals or other payments” that must be made to ensure continued use or possession (for trade & business) of property that taxpayer does not have title to. 

2. Welch v. Helvering, US, 1933, p. 222

a) Facts:  Δ was associated with Welch company, which went into bankruptcy.  He went into business in the same field afterwards, and to affirm his reputation he paid a large portion of the former company’s debts (though he was not legally liable for the debts) & then deducted them as “ordinary and necessary business expenses,” under § 162 of the code.  IRS disputes deduction.  

b) Holding:  Payments to the creditors of W company may have been “necessary” for the development of petitioner’s business in the sense that they were appropriate and helpful.  They were not however “ordinary.”  What is ordinary is a variable affected by time and place and circumstance; by what the taxpayer’s trade/custom considers “ordinary;” it need not be habitual or normal, and could be something that will only happen once in a lifetime.  The payments here highly extraordinary; reputation and learning are akin to capital assets, like the good will of an old partnership (assets are not immediately deductible; ordinary expenses are ( this is not an ordinary expense).  
c) Remember:  Almost any expense qualifies as “necessary.”  

3. Gilliam v. Commissioner, US, 1986, p. 225

a) Facts:  Δ is an artist with psychiatric problems.  While flying to give a lecture in another state, he went a little crazy on the plane & hit another passenger.  He was arrested & faced criminal charges.  He deducted these legal fees & civil settlement costs from his tax bill.  IRS contested the deduction.  

b) Holding:  The expenses are not ordinary expenses of Δ’s trade or business.  Ordinary has a connotation of normal, usual, or customary; the transaction which gives rise to an expense must however be of common or frequent occurrence in the type of business involved.  It is not ordinary for people in the artist trade to be involved in altercations of this sort in the course of travel.  The expenses involved were not strictly a cost of Δ’s transportation; nor were the altercation & the expenses undertaken used to further Δ’s trade or business.  
c) Remember:  Case cited in the opinion, Dancer, allows a taxpayer involved in a car accident while on a business trip to deduct his settlement costs as an “ordinary” business expense; because automobile travel by petitioner is integral to taxpayer’s business, and such accidents are ordinary incidents of car travel.  Arguably, there isn’t enough of a business nexus here (Billman). 
4. Remember II:  US v. Gilmore, note case, p. 227 – taxpayer tried to deduct legal expenses incurred in contesting a divorce property settlement which would have liquidated his business.  Court decides that the costs were personal, not business, since the claim originated in the marital relationship.  
5. Exacto Spring Corp. v. Commissioner, 7th Cir., 199, p. 227

a) Facts: Δ corp paid their CEO, a majority shareholder $1.3 million & $1 million in compensation.  The IRS claimed that such compensation was not reasonable compensation under § 162(a)(1) ( no deduction.  
b) Holding: The court overrules the Tax Court’s use of the multi-factor test which takes into consideration: 1) the type and extent of the services rendered, 2) the scarcity of qualified employees, 3) the qualifications and prior earning capacity of the employee, 4) the contributions of the employee to the business venture, 5) the net earnings of the employer, 6) the prevailing compensation paid to employees with comparable jobs, and 7) peculiar characteristics.  Instead, they adopt the “independent investor test,” which conceptualizes the corporation as a K, in which the owner of the assets hires a person to manage them.  The owner pays the manager to increase the value of the assets (expressed in high rates of return); the higher the rate of return, the greater salary the exec can command ( a high rate of return means that it is unlikely that a manager is being overcompensated.  Here, the Δ corp. is enjoying rates of return 50% higher than expected, and therefore the compensation is presumed reasonable.  Such a presumption is rebutable however if the IRS could prove that the high rate of return was not being caused by the CEO, or if they could prove a hidden dividend was included.

c) Remember:  Issue here is § 162(a)(1) requirement that the allowance for salaries must be “reasonable.”  The idea is that without this requirement, a closely held corporation will be encouraged to pay its director/shareholder more in order to avoid double taxation of dividends.  IRS tries to clamp down on such tax evasion ( does not apply to publicly-held companies.  
6. The § 162(m) limitation:

a) § 162(m) limits the compensation of CEOs, four highest compensated officers, to 1$ million in cash & but allows for “performance based” compensation above that amount.

b) Law had a huge impact on how executive pay was structured ( actually led to higher compensation through the creation of stock-option purchases.  It also increased the complexity of the code by creating these hoops companies have to jump through in order to pay their executives.  Billman hates this provision.  
c) The provision is arguably unconstitutional.  Can we include amount above $1 in income even though it is a cost of generating income, and arguably not “income from whatever source derived.”  

7. Commissioner v. Tellier, US, 1966, p. 237

a) Facts:  Δ was an underwriter of stock; he was convicted of violating the Securities Act of 1933.  He deducted his legal fees as business expenses.  The IRS refused to honor the deduction on grounds of public policy.  

b) Holding:  There is no denial that the Δ’s expenses are ordinary or necessary under § 162(a).  Nor is there a claim that they are capital expenses as under Welch.  Prior decisions establish that legal fees similar to those involved here are ordinary business expenditures.  There is no public policy exception in the circumstances presented by this case; no statutory provision provides justification; income from criminal enterprise is taxed at a rate no higher and no lower than income from conventional sources.  Only where the allowance of a deduction would frustrate sharply defined national or state policies proscribing particular forms of conduct have we upheld its disallowance.  The policies frustrated must be national or state policies evidenced by some governmental declaration of them.  The test of non-deductibility always is the severity and immediacy of the frustration resulting from allowance of the deduction.  

c) Remember:  Unless Congress has explicitly denies a certain deduction from income, the use of public policy to deny a deduction is not going to be allowed.  Ex: 
i. § 162(f) – Fines are not deductible

ii. § 162(c) – Bribes/kickbacks are not deductible

iii. § 280E – Producers of illegal drugs do not get a deduction for costs of production

iv. § 162(e) – Legislative campaigns (except in the case of local legislatures) are not deductible as ordinary and necessary business expenses.  

· Hard to say what fits into this category – “drink responsibly” campaign as intended to influence legislative actions?  

B. The Line Between Personal and Business Expenses

1. The Ways Code Handles Employee Expenses in connection with a Trade or Business:

a) Three types of business expenses should not be treated differently by the tax system (b/c they are essentially in the same economic position):

i. Car service paid for by the firm

· A fringe benefit under § 132(f)(1) ( excluded from D’s income.  

· Does the firm get to deduct this as a business expense????  I have no idea.  

ii. Paid for by the employee and reimbursed by the firm

· Deductible “above the line;” employee can deduct reimbursed amount from income even if he takes the standard deduction. § 62(a)(2)(A).  

· Employee must however provide substantiation to employer & cannot be reimbursed for more than the deductible expense.  § 62(c).  
· Reimbursement is a business expense for the firm ( deductible from their income.  

iii. Paid for by the employee and not reimbursed (reimbursement is “built-into” employee’s salary
· Unreimbursed expenses are deductible only if the employee itemizes deductions – they are not “above the line.”

· A taxpayer cannot deduct “miscellaneous itemized deductions” only to the extent that, when aggregated, they exceed 2% of AGI for the year.  § 67(b) through § 212.    
1. This is a rough-justice approach to the personal-business problem.  Since some part of these expenses is bound to be personal, the government extracts some part of the taxpayer’s deduction away.  

· Itemized deductions are capped for high bracket taxpayers.  Once AGI exceeds 100K, itemized deductions are reduced by 3% in excess of AGI.  § 68.  This provision is repealed until 2006 & phases back in after.  
· Firm gets to deduct this expense ( § 162(a) makes salaries a general business expense.  

b) Parity exists in i & ii  above.  Though the result would be the same in all the situations above if the 2% floor of § 67 did not exist, the actual structure of the code frustrates equivalent results.  

2. Reg. § 167-17(b)

a) Employees need not report expenses solely for the benefit of the employer on their tax returns if they are for:

i. Travel

ii. Transportation

iii. Entertainment

iv. Similar purposes paid or incurred by him solely for the benefit for his employer

b) This only applies if the employee is require to account these expenses and such expenses are charged directly or indirectly to the employer (reimbursement, company credit card, advances, or “otherwise”)

C. Transportation

1. Commissioner v. Flowers, case p. 260 – expenses incurred as a result from commuting from home to work are personal and not deductible under § 162.  The case involved a business man that commuted by train from Jackson, MS to Mobile, AL ( commuting expenses & meal & lodging expenses in AL were not deductible.  The expense, to be deductible under § 162, must be “incurred in the pursuit of business.”  Since the taxpayer’s choice of domicile is a matter of personal convenience, and personal convenience cannot be a motivating factor behind a § 162(a) deduction, taxpayer’s travel expenses are not deductible.  
a) Remember:  Going to a meeting away from work during work hours is deductible as a business expense; going to and from work is not.  A “but-for” the business test is too broad.  Rather, there needs to be a more direct connection between the business and the action involved.  
i. Going to a meeting before heading to the office – expense is part personal & part business ( it should be allocated accordingly. 

2. McCabe v. Commissioner, 2nd Cir., 1982, p. 259

a) Facts:  Taxpayer, a cop in NYC, was required by regulation to carry a firearm within city limits.  He lived in outside the city; the shortest travel route involved driving/taking public transit through NJ.  He could not get permit to carry the gun in NJ, and as a result had to drive out of his way.  He claimed a commuting deduction for extra driving & the IRS challenged.

b) Holding:  Expenses incurred as a result of commuting home to work are personal and not deductible under § 162.  Commissioner v. Flowers.  For commuting expenses to be deductible, they must be incurred in pursuit of business.  Commuting expenses which are additional expenses incurred for transporting job-required tools and material to and from work however, may be deductible.  To fall under this, taxpayer must establish the necessity of transporting the implements to and from work (meaning that the expenses were appropriate & helpful to employer & not personal in nature).  The taxpayer here does not fall under this exception; the NYC rule that he must carry his gun within city limits presents a problem for appellant simply because of the location of his home.  The added expenses incurred were not helpful to employer; they were incurred due to the Π’s personal choice of a home.
c) Remember:  Business tools exception – to calculate the amount deductible under this provision, one must calculate excess over normal cost.  Figuring out normal cost however can be problematic – see p. 262 for revenue ruling example.  Only deductible cost is the cost of the attachable trailer used to haul the tools (if you carried them home in your truck – no deduction).  
D. Business Meals and Entertainment
1. § 162(a)(2) – Traveling expenses (including amounts expended for meals and lodging other than amounts which are lavish or extravagant under the circumstances) while away form home in the pursuit of a trade or business.  

a) The taxpayer shall not be treated as “being temporarily away from home” during any period of employment that exceeds one year.  If however, the expectation of the taxpayer is that he will be away from home for less than a year, the meals/lodging are deductible.  If the expectation is that he will be away from home for more than a year, the meals/lodging are not deductible.  
2. Meals – the Three Categories:

a) Meals consumed during overnight travel away from home

i. Overnight rule  

· If you stay overnight, there is a presumption that all meals and lodging are deductible as business-related expenses 

1. Arguably this rule is too generous & broad.

2. It can however be rationalized as follows:

a. One is forced to spend more on meals b/c he/she has to eat out while on business travel

b. Duplication of expenses for lodging – you wouldn’t normally rent a hotel room if you could just stay at your apartment

c. Traveling somewhere for the day can be analogized to traveling to another location within your home city for the day.  

b) Meals consumed while temporarily away from home

i. Taxpayer’s meal and lodging expenses “away from home” are deductible if he expects to be temporarily away for less than a year.  
c) Non-traveling meals and entertainment

i. If taxpayer does not travel overnight, presumption is that § 162(a) does not apply and meals are non-deductible personal consumption

3. Hantzis v. Commissioner, 5th Cir., 1981, p. 265

a) Facts:  Law student was married, lived & went to school in Boston.  She got a summer position in NYC.  She deducted the cost of transportation between Boston & NYC, the cost of her NYC apartment & the cost of her meals from her gross income.  Commissioner challenged the deduction.   

b) Holding:  § 162(a)(2) allows a taxpayer to deduct “traveling expenses . . . away from home in the pursuit of a trade or business.”  To be deductible under this section, an expense must be 1) reasonable & necessary, 2) incurred while away form home, and 3) necessitated by the exigencies of the business.  Where a taxpayer resides and works in a single location, he is always home; and where the taxpayer is constantly on the move due to his work, he is never “away” from home.  In the case of a taxpayer maintaining two homes, if the reason for this dual maintenance is perceived to be personal, the taxpayer’s home will be generally be held to be his place of employment rather than his residence and the deduction will be denied.  If the reason is felt to be business exigencies, the person’s home will usually be held to be his residence and the deduction will be allowed.  Taxpayer’s expenses were not incurred away from home & therefore the deduction is improper (the Boston home was being maintained for personal reasons).  
c) Remember:  The rule here requires business nexus to both places and a connection between the two places of business.  Here, both elements are lacking.  

4. Lavish/Extravagant Meals – § 274:
a) § 274(a) - No deduction is allowed with respect to an activity which is “of a type generally considered to constitute entertainment, amusement, or recreation, unless the taxpayer establishes that the item was directly related to, or, in the case of a item directly preceding or following a substantial and bona fide business discussion, that such, that such item was associated with, the active conduct of the taxpayer’s trade or business”  
i. § 274 (e) provides exceptions to this applications:

· Food & beverage under § 119
· Certain reimbursed expenses – employee can avoid taxation under this provision; the employee however would have to pay tax on the 50% of the reimbursed expenses 

1. Employees not reimbursed are also subject to the § 67 floor.  
· Recreational expenses for employers  

b) § 274(d) - Imposes a substantiation requirement under § 162 for any traveling expense; for entertainment items; for gift expenses 

c) § 274(k) – Extravagant business meals do not qualify for a deduction

d) § 274(n) – Only 50% of meal and entertainment expenses allowed as deduction; it has to be an amount otherwise allowable.  

5. Moss v. Commissioner, TC, 1983, p. 274 

a) Facts:  Taxpayer is a partner at a Chicago law firm that met with the other partners at Café Angelo for lunch on a daily basis.  While at lunch, work issues were discussed.  Taxpayer (partners acting as the firm) deducted the cost of lunch (paid for by the firm) from his income as a business expense.  Commissioner challenged.  

b) Holding:  If a personal living expense (food) is going to qualify under § 162, the taxpayer must demonstrate that it was different from or in excess of that which the taxpayer would normally spend.  Daily meals are an inherently personal expense; the daily nature of meal here makes it hard to believe they are “in excess” of that which the taxpayer would normally do.  The mere fact that time is given over the noon hour does not convert the cost of daily meals into a business expense.  The fact that business was discussed at lunch does not make it deductible.  

c) Remember:  § 274(k) places a 50% limit on the deductibility of all business/entertainment expenses.  It would not apply here however, b/c these meals are not allowable at all!  If they only did this once a month, it might pass the test, but not more than 50% would be deductible.  
E. Clothing, Home Office & Child Care Expenses:

1. Clothing:

a) Clothing, even if work-related is normally not deductible (buying suits for a summer job does not make them deductible).  

b) Pevsner v. Commissioner, 5th Cir., 1980, p. 252

i. Facts: Taxpayer worked at fancy clothing boutique – she had to purchase clothes for work & was not reimbursed.  Taxpayer was not a normal wearer of the clothes – they did not fit her lifestyle.  She wanted to deduct their cost as an ordinary and necessary business expense; IRS refused.  

ii. Holding:  This deals with the interaction of § 162(a) – allowing deduction for ordinary and necessary expenses incurred in the conduct of trade or business – & § 262, which bards a deduction for all personal, living and family expenses.  Clothing expenses are deductible if 1) the clothing is of a type specifically required as a condition of employment, 2) it is not adaptable to general usage as ordinary clothing, and 3) it is not so worn (basically only uniforms).  The fact that the clothing does not fit into the taxpayer’s lifestyle cannot be taken into account – this is an objective test (for administrative reasons). 
2. Home Office:  

a) Commissioner v. Soliman, US, 1993, p. 282 [Home Office Expenses]

i. Facts:  Taxpayer was a doctor who worked at three hospitals as an anesthesiologist (none of which provided an office).  He maintained an empty room in his house as his office (used for educational & administrative costs) & deducted the costs of maintaining the office from his taxes.  IRS challenged.  

ii. Holding:  § 280A(a) disallows a business deduction for “the use of a dwelling unit which is used by the taxpayer . . . as a residence,” unless the location is the “principal place of business.”  To figure out if the home is the “principal place of business,” two factors must be considered: 1) the relative importance of the activities performed at each business location (in determining this give great weight to the point where goods & services are delivered & less weight to the necessity of the activity) & 2) the time spent at each place (factor becomes really significant if 1) results in a tie).  There may be cases where there is no principal place of business – a taxpayer’s house does not become a principal place of business by default.  The taxpayer here is not entitled to the deduction (both factors disfavor him).  

iii. Remember:  The statute was altered to allow people who use their home for administrative functions a deduction if they have no other office, defining such homes as “principal places of business.”  Under the new § 280A home office is deductible if it is used exclusively & on regular basis as a principal place of business or for use by clients; must be for the convenience of the employer.  Strong presumption exists against use of home office as deduction – tough burden to meet.  
3. Child Care Expenses:

a) Why should these expenses be deductible?  They are an ordinary and necessary cost of doing business.  

b) § 21(a) provides a credit for dependent care and household expenses:

i. Applies toward employment-related expenses;

ii. While taxpayer has qualified dependent individuals in his house, he must be incurring expenses in order to be gainfully employed;
iii. Limitations do apply – as income goes up, credit goes down.  

c) Interesting Issue:

i. Why doesn’t Flowers apply?  Aren’t children a personal choice to be made?  

· This is a tax expenditure intended to help second earners pay for child care and thus enter the market

· Congress is creating social policy

F. Deducting Capital Expenditures from Income:
1. Three Basic Options:
a) Deduction upon purchase (expensing)

b) Deduction over time as income is produced (capitalized and depreciated)

c) Accounted when the asset is sold/disposed of (capitalized and not depreciated)

2. Demonstrating the Results of these different approaches through Problem 1 (Unit IX):
a) If equipment can be expensed, taxpayer gets a $4,000 deduction

b) If equipment is capitalized and depreciated, taxpayer gets a deduction worth $3464 in present value terms

c) If equipment is capitalized and not depreciated, taxpayer gets a deduction worth $3136 in present value terms

d) Remember however, that this assumes that the taxpayer has income against which such costs can be expensed.  

3. The Basic Dichotomy between Expensing and Capitalization:

i. Temporal Distinction (see Idopco below):

· Assets that lest less than one year are expensed
· Assets that last for more than one year are capitalized

ii. Physical Distinction:

· Machines are depreciable

· Stock is not

4. Indopco, Inc. v. Commissioner, US, 1992, p. 302

a) Facts:  NS was target to a friendly takeover by U and incurred significant investment banking and legal fees and acquisition expenses; it sought to deduct them as ordinary and necessary expenses under § 162(a).  Commissioner challenged under § 263.

b) Holding:  § 263 serves as a general means of distinguishing capital expenditures from current expenses.  A taxpayer’s realization of benefits beyond the year in which the expenditure is incurred is undeniably important in determining whether the appropriate tax treatment is immediate deduction or capitalization.  NS will incur future benefit beyond the year of acquisition; such expenses are not ordinary & necessary.  

c) Remember:  

5. Idaho Power, p. 299 – requires capitalization of virtually all indirect costs, in addition to all direct costs, allocable to the construction or production of real property or tangible property.  See also § 263A(2).  

6. Some Other Basic Rules of Thumb:

a) Salaries paid to employees are expensed (in most situations; Idopco seems problematic, but in-house employees have been exempted through regulation)

b) Machines and buildings are depreciable assets

c) Land is not depreciable & can only be accounted for upon disposition ( it has no definable useful life & is thus impossible to depreciate

d) Costs incurred in constructing or an asset must be capitalized & are depreciable over the asset’s lifetime.  Idaho Power, p. 299; § 263A(b)(1).  
e) Repairs which are incidental and maintenance of property are immediately deductible.  Reg. § 1.263(a)-1(b).  Improvements which 1) add value or substantially prolong useful life or 2) adapt property to a new an different usage must be capitalized.  Reg. § 1.263(a)-1(b).
7. Intangibles:

a) Costs incurred in raising capital by issuing debt or stock and other investments are capital expenditures.  See Reg. 1.263(a)-4(c)(1)(i).
b) Costs incurred in acquiring computer software are capitalized (price included).  See Reg. 1.263(a)-4(c)(1)(i).

c) § 197 – provides for the amortization of goodwill and certain other intangibles:

i. § 197(a) – Adjusted basis is amortized ratably over the 15-year period beginning with the month in which the intangible was acquired for applicable items.   

ii. § 197(d) – Provides a list including “goodwill” and “patents.”  

d) § 167(f) – allows software to be depreciable over 36 months using a straight line deduction.  

e) Insurance policy that extends past the end of the taxable year following the year in which the payment is made is capitalized.  Reg. § 1.263(a)-4(f)(8).  

8. The Details of the Depreciation Process:

a) Methods of Depreciation:
i. Economic Depreciation – the road not taken.  The value at the beginning of each year represents the present value of the future income stream; the reduction in value can deducted from income as depreciation – it is the amount “used up” through use of the asset.  Why not depreciate annuities & machines on an economic basis?  

· While we may have the certainty necessary to calculate this value for an annuity, we do not have it for a machine.  It is practically impossible to measure annually the change in value of a massive number of business and investment assets.  
· Less beneficial to taxpayers than straight line depreciation ( it provides lower deductions at first and larger ones later in the life of the investment.  

ii. Straight Line Depreciation – the cost of an asset is allocated in equal amounts over its useful life.  Ex: a $5000 asset that has a useful life of 5 years will allow its owner to depreciate $1000 a year.  Straight line rate of depreciation is the reciprocal of the useful life – here 1/5 (or 20%).  
· Only a few assets are depreciated on a straight line basis.  See § 168(b)(3) (§ non-residential real property, etc.)

iii. Declining Balance Depreciation – allocates a larger portion of the cost to the earlier years and a lesser portion to the later years.  A constant percentage is used, but it is applied each year to the amount remaining of previous years has been charged.  Ex:  a $5000 asset is depreciated at a rate of 40% per year ($2000 in the first year; $1200 in the second year; etc.)

· § 168(b) takes the approach of instituting a double declining balance method which switches to a straight line method for the 1st taxable year for which the straight line method will yield a greater allowance.  

iv. Double Declining Balance Depreciation – doubles the appropriate straight line rate.  Ex: a $5000 asset that has a useful life of 5 years will allow its owner to depreciate the asset at a 40% rate each year ($2000 in the first year; $1200 in the second year; etc.).

b) Class Life:

i. The different applicable recovery periods are detailed in § 168(c).
ii. Applicable recovery periods are based on the class lives listed in § 168(e).  

iii. Some important applicable recovery periods:

· Residential Rental Property – 27.5 yrs. 

· Nonresidential Real Property – 39 yrs.

· Most personal property with a guideline class life of more than four years but less than 10 years is depreciated over a five-year recovery period.

iv. Intangible property is depreciable over 15 years.  See § 197.  This includes goodwill.  § 197(d)

c) Conventions:

i. Laid out in § 168(d)

· General Rule: half-year convention – one ½ year’s depreciation is allowed in both the year of acquisition and the year of disposition, regardless of how long the taxpayer actually held the property.  

· Mid-month (meaning that depreciation is taken for ½ a month in the current month & for the rest of the year)  convention for: 

1. nonresidential real property 

2. residential real property 

· Mid-quarter convention – if the taxpayer purchases a significant amount of depreciable property in the last quarter, a mid-quarter convention applies, meaning that the property is deemed to have been purchased at the midpoint of the quarter.  (does not get a half-year depreciated; enacted to counteract abuse of that convention).  
9. Small Business Incentive – § 179:
a) Taxpayer can elect to treat the cost of § 179 property as an expense (not to be capitalized).  Costs are deductible during the taxable year in which they are incurred.  

i. Limits:
· Aggregate cost that can be taken into account shall not exceed $25,000 ($100,000 for 2002-2008).  

· The limitation is reduced (not below 0) for every dollar by which the cost exceeds $200,000 ($400,000 for 2002-2008).
· Deduction will not exceed the aggregate amount of taxable income as derived from active conduct by the taxpayer of any trade or business during such taxable year.  

ii. § 179 property defined:

· Tangible property under § 168

· Computer software (under § 197(e)(3)) to which § 167 applies (2002-2008)

· § 1245 property – non-real (personal) property
· Property acquired by purchase for use in the active conduct of a trade or business.  

G. The Interest Deduction:
1. Basic Principles:

a) Think of interest as rent ( it is the price paid for a service (the use of someone else’s money).  
b) § 163(a) – the general rule is that interest paid or accrued within the taxable year on indebtedness is deductible.  

i. This clearly includes interest on indebtedness used to operate a trade or business, unless it must be capitalized (when allocable to asset the taxpayer is constructing).  
c) There are many limits however:

i. § 163(d) – the amount allowed as a deduction cannot exceed the net investment income of the taxpayer within the taxable year.

· Such excess interest however can be carried over into the succeeding taxable year

ii. § 163(h) – no deduction for personal interest.  
· § 163(h)(3) – exempts qualified residence interest from the ban on deductions from personal interest.  Any interest which is paid or accrued during the taxable year on:

1. acquisition indebtedness with respect to any qualified residence of the taxpayer, or

2. home equity indebtedness with respect to any qualified residence of the taxpayer.  

· This latter distinction works to advantage those that own homes over those that rent homes.  Home owners get an interest deduction and are not charged for imputed housing income; rent payments are considered personal expenses.  

2. Tax Arbitrage:

a) Refers to the deduction of interest expended to earn tax-exempt or tax-preferred investment income.  

i. Ex:  The use of loan proceeds to purchase state or local bonds.  In such a case, the taxpayer would get a deduction for the indebtedness interest & receive tax-free interest on the bonds.  
b) Congress has enacted several provisions to deal with the issue:

i. § 265(a)(2) – Disallows deduction for interest on indebtedness incurred to purchase obligations the interest on which is wholly exempt from taxes

· Billman – this is not the best solution; the best solution would be to start taxing State and Local bonds
ii. § 163(d) – prevents the deduction of interest used to purchase growth stocks which provide no dividends.  Investment indebtedness can only be deducted from investment income.  Investment income does not include net capital gains or dividends unless the taxpayer elects to forgo the 15% preferential capital gains rate (prevents taxpayer form deducting investment interest at the top ordinary rate to offset income that will be taxed at the lower capital gains or dividend rate).  
iii. § 163(3)(B(ii) – excludes passive investors (as defined in § 469) from being allowed to deduct their indebtedness interest. 

iv. But taxpayers are permitted to deduct the interest on a loan the proceeds of which are used to purchase business property that is expensed under § 179. 

v. But II – taxpayers are also sometimes allowed to deduct interest on educational loans; see § 221.  

3. Sham Transactions & the Tax Avoidance Motive
a) Goldstein v. Commissioner, note case, p. 355 – taxpayer won 140K in lottery; she paid 4% interest to borrow treasury notes yielding 1.5% interest.  The taxpayer prepaid the interest on the loan & tried to deduct the payment from the lottery winnings.  Court disallowed the transaction on the basis that there was no economic reason, other than securing the deduction, that the Δ would undertake this transaction.  
i. Remember:  Transactions here were real – they were actually performed; but this is not sufficient, they must make some economic sense as well.  Pre-payment of the interest cannot work – interest accrues over time, it cannot be pre-paid past the year of its due.  
ii. Remember II: This makes absolutely no economic sense!  Why would anyone borrow money @ 4% and use it to purchase assets that pay interest of 1.5%?  
b) Knesch v. United States, US, 1960, p. 351

i. Facts:  K entered into a complicated annuity bond scheme where he made interest payments to the annuity company and simultaneously received comparable loans.  K deducted the interest paid to the corporation each year from his taxes; IRS challenged.  

ii. Holding: K paid the insurance company $294,570 in “interest” during two taxable years involved and received $203,000 bank in the form of “loans.”  He supposedly got in return an annuity K.  This was a fiction however since each year, K’s annual borrowings kept the net cash value (upon which annuity or insurance payments would depend) to $1,000.  K’s transaction did not affect his beneficial interest except to reduce his tax, and as such he is not entitled to a deduction.   All we have is sham “indebtedness,” and thus the requirements of § 163(a) are not met.  

iii. Remember:  This case is further out than Goldstein; the taxpayer’s deduction was disallowed b/c the only beneficial interest here was tax reduction.  

4. Residential Indebtedness:
a) Acquisition Indebtedness (§ 163(h)(3)(B)):
i. Interest is deductible on up to 1$ million of debt used to acquire, construct, or substantially improve either a principal residence or a second home.

· Limit is reduced as principal is repaid on the loan ( I think this means that for every dollar of principal you pay back, you can borrow another dollar that counts as of acquisition indebtedness
· Refinancing does not increase this amount unless used for acquisition or improvement of a home ( I think this means that further acquisition indebted ness can be acquired if money is borrowed and used to improve some portion of the home. 
b) Home Equity Indebtedness (§ 163(h)(3)(C)):  

i. Interest may be deducted on home equity indebtedness of up to $100,000, regardless of the purpose or use of the loan, so longs as the debt does not exceed the fmv of the home.  
ii. This is important ( allows you to get a deduction for this money no matter what you use the proceeds for. 

H. Personal Deductions:

1. Standard Deduction, Personal Exemption, EITC, Itemized Deductions:

a) Statutory Background for the Standard and Personal Deductions:

i. § 63 – provides the taxpayer with a choice between: 
· Standard deduction & personal exemptions deduction or 
· Itemized set of deductions & personal exemptions deduction

ii. Limitations on Itemized Deductions:

· § 67 – limits miscellaneous itemized deductions; must be above the 2% floor to be deductible.  

· § 151(d)(3) – Phase-out for personal exemptions; for every $2.5K over the “threshold amount” the exemption is reduced 2% (but not between 2005-2010; reduction is less then).  
· § 68 – limitation on itemized deductions.  If AGI exceeds $100K, the amount of itemized deductions is reduced by the lesser of:
1. 3% of the excess of AGI over the applicable amount

2. 80% of the amount of the itemized deductions otherwise allowable

b) What does the standard deduction do?

i. Gives $6000 deduction to those filing a joint return (temporarily; marriage penalty (only 5K deduction) is set to be reinstated in 2011)
ii. Gives $3000 deduction for unmarried individuals

iii. Gives $4400 deduction to heads of households

iv. Proves additional deductions for those over 65, and for the blind.  Married taxpayers can each deduct an additional $600 for each such status, and unmarried taxpayers can deduct an additional $750.  § 63(f).  

c) Why have a standard deduction?
i. Simplification – the itemized deduction method above is obviously complicated (2% floor; 3% haircut).  This way filling taxes is easier & administratively simple (don’t have to keep track of every single receipt).
· Problem:  unexpected expenses at the end of the year, making an itemization more favorable than a standard deduction; taxpayer cannot take advantage – he has not kept track of those receipts.    

ii. Create a zero bracket amount.  This way, for people making under the amounts listed as standard and personal exemption, income is zero and they pay no tax.  Gives with the “ability to pay” rationale.  
d) The EITC:
i. Standard deduction & personal exemptions do not apply to payroll taxes.  EITC was originally designed to tax low-income people at the zero level by refunding them their payroll taxes; it has since become a more holistic policy device.  

· EITC is a refundable credit.  Individuals still pay their payroll taxes, but the EITC allows them a refund, at least up to a certain income level. § 32

· EITC benefits increase when a taxpayer has children.  

· EITC is also designed to encourage low-income individuals to work.  

2. Medical Expenses:
a) § 213 – The Basic Framework for the Medical Expense Deductions:

i. § 213(a) – provides deduction for medical expenses (not compensated by insurance or otherwise) to the extent that these expenses exceed 7.5% of AGI.  

· Policy arguments:

1. Deduction should not be allowed – it is difficult to know which expenses are voluntary, and which ones are not.  
2. The government should not be dealing with health policy through the tax system.  

3. Deduction should be allowed – medical expenses (especially catastrophic ones) are generally involuntary and reduce taxpayer’s ability to pay.  

4. The 7.5 floor is perfect – it weeds out ordinary expenses, and probably some of the elective expenses as well, leaving only extraordinary expenses to be tax-deductible.  

ii. § 213(b) – OTC drugs are not included as medical expenses.  Only prescription drugs and insulin count.  
iii. Premium payment to insurance company in a taxpayer-funded insurance plan is deductible under § 213(d)(1)(D) if taxpayer reaches the § 213(a) floor (though this is hardly ever the case).

iv. Deductibles and co-pays are deductible as medical care under § 213(d)(1)(A) if the taxpayer reaches the § 213(a) floor (though this is hardly ever the case).

b) Treatment of employee-funded health insurance:

i. § 104(a)(3) – amounts received under taxpayer-funded health insurance plans for personal injuries or sickness are not included in gross income.
ii. Premium payment to insurance company in a taxpayer-funded insurance plan is deductible under § 213(d)(1)(D) if taxpayer reaches the § 213(a) floor.

iii. Deductibles and co-pays are deductible as medical care under § 213(d)(1)(A) if the taxpayer reaches the § 213(a) floor.

c) Treatment of employer-funded health insurance: 
i. § 106(a) – gross income of an employee does not include employer-funded coverage (aka, the premium) under an accident or health plan 
· Policy decision ( Congress wants to encourage employers to provide health insurance by making it beneficial to employees to participate in such plans.  

· Problem: creates a distortion ( there is no parity between the employee-funded plan (premium payment not excludable from GI) and the employer-funded plan (premium payment excludable from employee’s GI).  

ii. § 105(b) – amounts received under employer-funded health insurance plans for personal injuries or sickness are not included in gross income

iii. Deductibles and co-pays are deductible as medical care under § 213(d)(1)(A) if the taxpayer reaches the § 213(a) floor.

iv. If the employer and employee split the cost of the premium, the part paid by the employer is excludable from employee’s income, but the part paid by the employee is not.

d) Treatment of medical expenses covered by a tortfeasor due to accident or injury:
i. § 104(a)(2) – any damages (other than punitive damages) received on account of personal physical injuries or physical sickness are excluded from income

· Legislative history suggests damages for emotional distress resulting from physical injury are excludible, but damages; 

· It also suggests that physical injury or sickness resulting from emotional distress may not be excluded.  

· An award for lost wages arising out of physical injury is excludible under § 104(a)(2).  

· Policy justification for the exclusion:

1. If an award is a replacement of human capital, it should not be taxed b/c the taxpayer has no gain; he merely has an offsetting economic loss.  Payments for a lost limb are not income; they are akin to property recovery, where the amount received is not taxable until it overruns basis.  

· If injury is restored using public assistance, that amount is included in income.  

3. Charitable Contributions:
a) Statutory Framework:

i. § 170(a) – provides deduction for charitable contributions (but services provided are not deductible).  
ii. § 170(b) – limits charitable contributions to 50% of taxpayer’s AGI for the taxable year

iii. § 170(c) – defines charitable contribution as “a contribution or gift to or for the use of” certain qualifying organizations (see list in statute).  

· Usually the charities have to be domestic

· Some tax-exempt organizations do not qualify (private clubs)

iv. Can only be taken as itemized deductions; standard deduction is assumed to include some such charitable giving

· Subject to § 68 “3% haircut.” 

· Not subject to § 67 “2% ceiling.” 

b) The Application of the Duberstein Standard:

i. Courts have increasingly supported the notion that a deductible charitable contribution must meet the Duberstein test of “detached and disinterested generosity” for what constitutes a gift.  

· Applied in the private school context.  If the parent makes a donation to his child’s school (getting a deduction) in (implicit) exchange for lower tuition costs, the deduction is disallowed.  The parent’s gift is made with “anticipation of economic benefit” rather than from “disinterested generosity.”  

ii. A charitable contribution is limited to the excess of the amount transferred to the charity over the value of any benefit received by the donor.  
· Ex: if one sends a contributio0n to MPT and receives an umbrella in return, the taxpayer must subtract the value of the umbrella from the amount contributed.  

c) Hernandez v. Commissioner, US, 1989, p. 429

i. Facts:  Taxpayer is a member of the church of scientology.  He tried to deduct payments he gave to the church in exchange for “auditing” (provides spiritual awareness) and “training” (teaches the tenets of Scientology) services.  The church never waives such fees & the fees are based on the intensity & length of the courses.  They were also refundable.  IRS challenged the deduction.  

ii. Holding:  § 170 of the code makes charitable contributions to a “church” tax deductible from gross income.  Congress intended however to differentiate between payments made with no expectation of a financial return commensurate with the amount of the gift (deductible) and payments made to such recipients in return for goods and services (non-deductible).  The gift characterization does not apply if there is an expectation of any quid pro quo on the part of the donor from the donee.  The religious nature of the exchange cannot be the determining factor – the determination must turn on the “gift or contribution” language – otherwise, the IRS would be in the position of figuring out what is religious and what is not  violating the establishment clause.  

d) Substantiation requirements:

i. Charities are required to provide documentation of what was received for any donations above $250.

ii. A cannot deduct cash spent on charitable services he himself performs.  He start running a soup kitchen & deduct his material costs.

· Policy rationale:  Congress wants some objective list of “proper” organizations to whom the contributions go; Congress also wants some sort of paper trail so that the contribution can be traced & fraud can be eliminated.  
V. The Acquisition & Disposition  of Property:
A. The Concept of Basis:

1. The idea behind our tax system is that we tax a gain/increase in the value of property at disposition.  § 1001 describes a gain as the excess of the amount realized from the sale over the taxpayer’s basis in the property.  

2. Basis sets up an account of after-tax monies already that should not be taxed again.

B. Acquisition of Property Through the Performance of Services:

1. Where the taxpayer receives property in exchange for services rendered, his basis in the property is the fair market value of the property received.  Reg. § 161-2(d)(2)(i).

a) The fair market value of such property is also included in his gross income for the year.  § 161-2(d)(1).
2. When the taxpayer disposes of the stock, a la § 1001, a realization event takes place.  The difference between the amount realized and adjusted basis (income already taxed) will be taxed at disposition.  This approach prevents the taxpayer from being taxed twice on any portion of his income.  
3. Where the taxpayer receives property subject to § 83(a) (and makes a § 83(a) election, his basis is the fmv of the property at the time when the restrictions are lifted (this is also his compensation that same year ( this income was first taxed).  
a) Where he makes an 83(b) election, his basis is the fmv of the property at the time of receipt (this is also his compensation that same year ( this income was first taxed). 

C. Marketplace Bargains & Basis:

1. Where X buys property for $200 that turns out to be worth $1000, X’s basis is $200 (the amount of already-taxed income).  This is the value that will be subtracted from AR at disposition.  
2. Where X buys property for $200 that turns out to be worth $10, X’s basis is $200 (the amount of already-taxed income).  

D. Exchanges in Property:

1. A has property X, with a basis of 80K and an fmv of 95K; B has property Y, with an fmv of 95K.  A & B exchange their properties.  § 1001(b) tells us that A’s AR in property X is 95K; A’s AB in Y property is 95K.  

2. A has property X, with a basis of 80K and an fmv of 100K; B has property Y, with an fmv of 95K.  A & B exchange their properties (A knows his property is worth more, but wants B’s property for sentimental reasons).  § 1001(b) tells us that A’s AR in property X is 95K; A’s AB in Y property is 95K.  

a) Notice however that § 1001(b) runs counter to the idea expressed in the marketplace bargain portion above.  

b) The marketplace bargain rule applies only when the taxpayer pays cash.  

E. Property Acquired From a Decedent:
1. § 1014(a) provides that the basis of property acquired from a decedent is the “fair market value of the property at the date of the decedent’s death.”  

a) Critique: this leads to a “lock-in” – property owner will not sell when he is close to death so that his heirs may benefit from higher property value ( maybe switch to a carry-over basis concept.
b) Counter-Critique:  switching to a carry-over basis concept may have positive distributional effects, but it will lead to another type of lock-in.  The new generation will be hesitant to dispose of the property b/c of the high tax costs of doing so.  

i. Additional problem: carry-over basis creates administrative burdens – property-owners must catalogue their acquisition prices for the next generation.  
c) As part of the 2001 tax reform act, Congress repealed the step-up basis of § 1014.  See § 1014(f).  In its stead, it enacted a “modified carryover basis” to take effect in 2010, when the repeal of the estate tax also takes place.
F. Property Acquired by Gift:
1. § 1015 provides that the basis for property acquired by gift shall be the same as it would be in the hands of the donor or the last preceding owner by whom it was not acquired by gift.

a) Exception:  if such basis is greater than the fmv of the property at the time of the gift, then for the purpose of determining loss, basis shall be such fmv.  

i. If however such basis is greater than the fmv at the time of the gift, but the AR at disposition is greater than the fmv but less than the AB (still indicating a loss), no tax shall be levied.  

2. If the facts necessary to determine basis are unknown to the donee, the IRS shall obtain such facts from the preceding owners.  

3. If such information cannot be found, the basis will be the fmv at the time when the property was acquired by the donee (as found by the IRS). 

G. Property Transfers Incident to Marriage/Divorce:
1. § 1041(a) – no gain or loss shall be recognized on a transfer of property from an individual to (or in trust to the benefit of):
a) A spouse, or

b) A former spouse, but only if the transfer occurs within one year after the date on which the marriage ceases or if it is related to the cessation of the marriage

2. § 1041(b) – the transfer of such property is treated as a gift

3. Former Law:

a) The transfer of marital property in satisfaction of liabilities of various kinds was considered a taxable event ( in other words, a realization event took place upon such a transfer (transferor paid tax on any gain in property).  § 1041 was a response to this policy laid out by the court in Davis.  

4. Law as applied to Ante-Nuptial agreements:

a) Farid-Es-Sultaneh v. Commissioner, 2nd Cir., 1947, p. 474

i. Facts:  Taxpayer received 12000 shares of stock “for benefit and protection” in case the giver died prior to contemplated marriage.  As part of a pre-nup, she acknowledged receipt of the “gift” in exchange for giving up her marital rights to his property (in case of divorce).  The two divorced, and she sold the shares.  Taxpayer claims an adjusted basis of 10.66 (computed on fmv at transfer); Commissioner challenges, claiming that the shares were a gift and thus worth $.15 (carryover basis).  

ii. Holding:  This transfer is a gift for gift tax purposes to the transferor; the court however finds no indication that the term “gift” as used in the income tax statute should be construed to include this transfer merely because of the special provisions in the gift tax statute defining and restricting consideration for gift tax purposes.  Additionally, the fact that she gave up her marriage rights, makes the transfer of stock lack the donative intent necessary to be deemed a gift.  It was a K in which she was a purchaser of the shares.  The basis is that of the fmv at the time of transfer.

iii. Remember:  This is problematic - isn’t the exchange here equal to the worth of the marriage rights given up by the Π?  § 1001(b).  Shouldn’t H’s AR = fmv of marriage rights; shouldn’t W’s AB = fmv of the stock.  
iv. Remember II:  This is definitely not a gift for gift tax purposes: here we have a real exchange, not something given out of disinterested generosity.  Just because the transfer is a gift for gift tax purposes (a transactional tax with redistributive justifications), does not mean that it is a gift for income tax purposes ( no need for parity in this situation.  
b) Within the context of ante-nuptial agreements, transferor realizes a gain/loss at the time of transfer; gain/loss = AR (fmv at time of transfer) – AB.  

i. Transferee’s AB = fmv at time of transfer.
H. Treatment of Property Purchased Using Recourse & Non-Recourse Loans:
1. Crane v. Commissioner, US, 1947, note case, p. 191 – taxpayer inherited an apartment building subject to a non-recourse mortgage equal to the value of the property.  She originally calculated her basis as equal to the value of the building (without reducing the value of the mortgage) and depreciated the property.  She never made payments on the mortgage, and facing foreclosure, sold the building, subject to the mortgage for a small cash sum.  She then claimed on her return that the non-recourse debt should not count in calculating her AB and that the AR on the sale should not include her relief from the mortgage obligation.  Holding:  A taxpayer must treat a nonrecourse mortgage as equivalent to a cash investment (thus contributing to basis), and in determining the amount realized upon disposition of property, the taxpayer must include relief from the obligation to repay a mortgaged nonrecourse debt.  
a) Take Aways:
i. The value of the mortgage used to purchase a property is included in the basis of the property; upon sale, relief of that obligation is included in AR.  

ii. The nature of the loan does not matter; this rule here applies to both recourse and non-recourse debts.

iii. The rule here creates parity between cash purchasers, debt purchasers and seller-financed purchasers.  

b) Practical Significance:  This rule allows a taxpayer to take balloon payment loans (most of the equity in not due until the very end of the term), use it to purchase property, and then take depreciation deductions far in excess of the equity owned in the property.  
c) Calculations:

i. AR is calculated by adding up the debt assumed by the purchaser of the property in and any cash paid.  

ii. AB is calculated by adding the value of the debt assumed by the buyer of the property to and any cash paid. 
2. Commissioner v. Tufts, US, 1983

a) Facts:  Taxpayer took a 1.85 mil non-recourse loan to build a complex.  He claimed depreciation on that property worth 450K & made capital contributions of 45K. The adjusted basis became 1.45 mil as a result.  Business went sour, and taxpayer could not make rental payments; property was sold with consideration as 1) sale expense reimbursement; 2) assumption of the non-recourse mortgage.  FMV at time of transfer was 1.4 mil.  Taxpayer claimed 50K loss.  Commissioner challenged, asserting capital gain of 400K.  

b) Holding:  When encumbered property is sold or otherwise disposed of and the purchaser assumes the mortgage, the associated extinguishment of the mortgagor’s obligation to repay is accounted for in the computation of the amount realized (it is of course also included in computing the basis of the property due).  This is because the borrowed amount is included in basis, and it would be unfair not to include it in the realization (otherwise the taxpayer receives untaxed income at the time of the loan and unwarranted increase in his basis).  A non-recourse loan should be treated as a true loan since there is an obligation to pay.  The fair market value is irrelevant to the calculation.  Commissioner prevails.  

c) Remember:  This analysis is slightly different for recourse loans.  The overall gain would be of the same value, but it would be bifurcated.  Here, the taxpayer would have a loss of .05 mil on the sale of the property (FMV[1.4 mil] – AB[1.45 mil]), and a .45 mil gain due to the forgiveness of indebtedness income (1.85 [Value of Loan] – 1.4 [FMV]) ( .4 mil gain.  The result is the same, but the analysis would be different.  
d) Remember:  When deciding whether to include a loan in the AB, remember that this only applies to loans used to purchase/improve the house.  If A takes a 100K loan and uses it to purchase a house, and then gets a home equity loan on the house of 10K and uses it to purchase a boat, his AB for the house remains 100K.  If however he uses the money to improve the house, the value of the loan is included in AB.  The value of any loan assumed by the buyer in exchange for the property is always included in AR (whether it is related to the property transferred or not).  
3. Estate of Franklin v. Commissioner, 9th Cir., 1976

a) Facts:  Interest and depreciation deductions were taken by TPA, flowing from the purported “purchase” by TPA of property from WLR.  Under the “Sales Agreement” WLR agreed to sell the property for 1.25 million.  Property would be paid for over 10 yrs; pre-paid interest of 75K was payable immediately; monthly 9K interest and principal payments would be made; a 975K payment would be made at the end of the 10 yrs.  This was a non-recourse purchase; forfeiture of payment leads to return of property.  TPA “released” the property to WLR, who had control over the management & were responsible for typical expenses, in exchange for amounts equal to the monthly interest and principal payments (no money exchanged hands).  Commissioner challenged the deductions; the claim that the losses resulting from the property are deductible.  

b) Holding:  The characteristics set out above can exist in a situation in which the sale imposes upon the purchaser a genuine indebtedness, and which will support both interest and depreciation deductions.  Here however, the taxpayer failed to prove that the purchase price was at least approximately equivalent to the fmv of the property.  This defect is fatal when the purchase price exceeds a demonstrably reasonable estimate of the fmv.  

i. Depreciation is not predicated upon property ownership, but upon investment in the property; no such investment exists when payments of the purchase price yield no equity to the purchaser.  Transaction has not been shown to constitute investment ( depreciation disallowed.
ii. Interest deduction is not allowed ( non-recourse debt which has economic significance only if the property substantially appreciates in value prior to the balloon payment date does not constitute “use or forbearance of money.”  There is not enough here to justify an interest deduction ( in the absence of personal liability, the purchaser must confront a situation in which it is presently reasonable from an economic point of view to make a capital investment in the amount of the unpaid purchase price.

c) Remember:  This case sets a limit to Crane ( no deduction will be allowed for depreciation of a property purchased with a non-recourse loan where the fmv of the property at the time of purchase is significantly below the value of the loan used to purchase of the property.  
VI. Non-Recognition of Gains & Losses:

A. Losses 

1. The Basics:

a) Loss deduction rules are governed by § 165.  § 165(c) allows individuals only three types of loss deductions:
i. Losses incurred in a trade or business

ii. Losses incurred in transactions effected for profit (looks to intent of the taxpayer whether the transaction was effectuated primarily to make a profit; if it is not, no deduction is allowed)
iii. Casualty losses (losses that arise from fire, storm, shipwreck and other casualty, or from theft)

b) In situations where an asset has both personal and business purposes, the courts attempt to discern which purpose is dominant.

i. Losses on a sale of a home (even though most Americans view this purchase as an investment) are not deductible, b/c courts view this transaction as primarily personal, even though they would arguably fit under § 165(c)(2).  
c) Similarly to gains, losses are only taken into account when a realization event takes place (decline in value is not enough to justify taking the loss). 

2. Susceptibility to Taxpayer Manipulation and the Congressional Response:
a) Cottage Savings standard gives taxpayers large leeway in deciding when to take losses, allowing them to manipulate the timing of losses to their benefit.

i. As a response, Congress has placed limitations on loss deductions to ensure that taxpayers only take legitimate losses.  It does so by:

· Limiting the loss deduction under 165(c) to certain situations (see above).  Therefore, to determine deductibility we should ask: What kind of loss is this?

· Limiting the recognition of those losses.  We ask: will this loss be recognized?  See part b & c below for examples of how Congress limits recognition of losses.  
b) Taxpayers may also try to manipulate the loss provisions by selling their property to family members or other business partners lacking “arm’s length” at a loss (significantly below fmv) in order take a deduction.
i. As a response Congress has enacted § 267, which disallows recognition of losses taken for sales of property that would otherwise qualify under § 165, but are made to individuals/corporations lacking arm’s length.  Most importantly it disallows deductions of losses on property sold to:

· Family members (as defined by 267(c)(4): brothers; sisters; cousins; lineal descendents).  
· Corporations which are controlled (50% or more ownership) directly or indirectly by the taxpayer.  If the individual, in combination with his family members own 50% of a corporation, the sale is disallowed because he has “constructive” ownership of 50% of the company.  
ii. The buyer’s basis in the property acquired is the cost of the property (thus if the price is below fmv, the price is still used to define basis).  To soften the harshness of such a rule, § 267(d) provides some relief ( taxpayer (the buyer) who sells the property at a gain will only have such gain recognized as will exceed the loss suffered by the original seller.  
c) Taxpayers may try to manipulate the loss provisions through wash sales (by selling their stock (which has lost value) and then quickly repurchasing it at the same price).  This would allow them to trigger the loss provisions without really changing their economic situation.  

i. As a response, Congress enacted § 1091.  
· § 1091(a) makes it so that no loss can be recognized where within 30 days before the date of the sale or 30 days after the sale the taxpayer acquires stock substantially identical stock or option to acquire substantially similar stock.
1. Exception exists for securities dealers where such loss is sustained in a transaction made in the ordinary course of business.  

· Where such a sale has taken place, § 1091(d) makes the basis for the repurchased stock the same as the basis of the stock or security disposed of increased or decreased as the case may be, by the difference between the price at which the property was acquired and the price at which it was disposed of.  
3. Fender v. United States, 5th Cir., 1978, p. 379

a) Facts:  Taxpayer’s trusts sold bonds that had substantially declined in value as a result in interest rates.  They could not be sold on the public market, and so were sold OTC to LN Bank, resulting in a 106K loss for each trust.  40 days later F repurchased the bonds for virtually the same price.  Taxpayer had a 40% interest in LN Bank before the repurchase & a 50.2% interest afterwards.  IRS disallowed the loss deduction in connection with the bonds.  

b) Holding:  The burden of showing that the loss was deductible belongs to the taxpayer.  Taxpayer did not in substance experience the loss that is necessary for a deduction under § 165 ( the only purpose here was to create a tax loss. If bonds were kept to maturity no loss would be experienced; by selling the bonds in a depressed mkt., F appeared to sustain a significant loss, but the ability to repurchase meant that the trusts would eventually be paid their original investment in the bonds and would therefore suffer no real loss in the sale.  F’s sale could have been considered a loss only if he were exposed to a real risk of not being able to repurchase the bonds in a short period of time, and thus of not being able to recover the apparent loss.  Though there was no option or repurchase agreement, F controlled 40% of stock when he sold the bonds.  It is not necessary that he control a majority ( if affectionate interest exists between the parties it is enough.  F had sufficient influence over LN Bank to remove any substantial risk that a repurchase offer would be denied.  As a result, taxpayers did not suffer a real economic loss.  

c) Remember:  The court disallowed the loss on the basis of an economic substance argument; it went beyond the § 1091 bright line rule to disallow a manipulative transaction.  

4. Casualty Losses:
a) § 165(c) allows deduction for casualty losses in the case of individuals where:

i. losses are incurred in a trade or business

ii. losses are incurred in any transaction entered into for profit

iii. losses of property (personal losses) if such losses exceed 10% of AGI (§ 165(h)).  

b) § 1.165-7 of the regulations sets out the procedure for calculating casualty losses (and theft losses as well under § 1.165-8(c)).  The amount deductible is the lesser of:
i. The fmv immediately before the casualty minus the fmv immediately after the casualty.

· The adjusted basis of the property.  

· Exception:  if the property is used in a trade or business, and the Δ in fmv turns out to be lower than the AB of the property, the AB of the property will be used.  The rationale for this rule:
1. The provision allowing the deduction of adjusted basis above Δ in fmv allows the service to accurately tax the business’ income.  If the business is not allowed to deduct the entire adjusted basis, their income would be overstated b/c only a portion of the amount expended to produce the income would be accounted.

2. Where the loss is an individual loss, that loss is personal (like the loss on the home). Individuals are not allowed to take deductions for the decline in value of their property ( the part they are prevented from deducting reflects such a decline in value.  

3. Market decline in value is deductible for the business assets.

c) § 165(a) – no deduction is allowed for any loss compensated by insurance.  Only for losses not compensated by insurance (must subtract insurance payments first from total loss before taking a deduction).  

i. If the amount compensated to the taxpayer by the insurance to the taxpayer is higher than the AB on his stolen/destroyed property, the taxpayer experiences a gain (a taxable one).  
d) Intentional destruction of property does not give rise to a loss  ( it is disallowed by the public policy exception (arson, for example).  

5. Treatment of Worthless Debts:

a) §  166 provides for the treatment of debts which have been defaulted upon by individuals (though the statute refers to “any debt,” § 166(e) exempts “worthless securities”):

i. Subject to the limitations of § 165, worthless debts are deductible in the year in which they become worthless.  

· Business/profit-making worthless debts are deductible.  § 166(a)

· Non-business worthless debts are deductible, but only as short term capital losses (they are less valuable).  This is a proxy for the personal/business distinction.  
b) IRS will also challenge loans made to friends/family members that are not going to be paid back (though not under the statute).  It will try to categorize them as “gifts” rather than loans.  

i. To counteract this, parents/friends can follow loan formalities (writing a K; scheduling interest payments; etc.)

c) § 165(g) applies to “worthless securities” (aka money loaned to corporations through things like bonds) – not covered in class.  
d) Worthlessness – when does a debt become worthless?  Sometimes difficult to determine, but the taxpayer will have to try and make an argument that the debt became worthless in the year in which they claimed the deduction.  
e) If a business allows a customer to purchase goods/services on credit, and the customer never pays, they get no deduction (this is because they never reported the income from the item to begin with, and allowing them a deduction would essentially allow them to deduct twice).  

B. Exchanges of “Like-Kind” Properties:

1. § 1031 states that no gain or loss shall be recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held either for productive use in a trade or business.  
a) § 1031(a)(3) sets up certain time limitations in which this type of transaction must be conducted:
i. The taxpayer, upon transferring his property to another has 45 days to identify the like-kind property to be received in exchange.
ii. The taxpayer, upon transferring his property to another has 180 days to receive the like-kind property to be received in exchange.

2. Though this seems to be at odds with the principle expressed in Cottage Savings, the disharmony between the two is solved by making a two-step analysis:

a) Ask: is there a taxable event under Cottage Savings?  

i. If yes, go to step b)

ii. If no, there is no taxable event and therefore no realization at all!

b) Ask: does § 1031 disallow recognition of the exchange?  

i. If yes, no recognition of realized gains/losses.

ii. If no, loss/gain is realized and recognized (subject to limitations of other statutory provisions, of course).  

3. Applying the Statute:
a) If the “like-kind” properties have the same fmv:

i. The two owners keep the adjusted bases from their original properties and recognize neither gain nor loss.

· Theoretically, the gain/loss is realized if basis is at all different from fmv; it is just not recognized (though it will be if the owner ever sells the property on the market).  

b) If the properties do not have the same fmv (as is realistic in most transactions) additional consideration (like money or other property can be used to make them equal in value).  In such a case:
i. Postponement of recognition of gains & losses is permitted as to the like-kind element.  
ii. Gains (but not losses) are recognized to the extent of the “boot” received.  Transferred basis in the new property is decreased by any money received and increased by any gain recognized in this manner.
iii. AR by the transferor = the fmv of the property received + fmv of any boot received.

iv. AB of the transferor (in the property being exchanged) = basis of the property transferred + basis of any non-like kind property (or value of cash) transferred that is needed to equalize the values

v. AB of the transferor (in the property received) = basis in the property transferred – cash received + recognized gain from the exchange – recognized loss from the exchange (though losses are never recognized for like kind property in the exchange, they are recognized if the non-like kind property being exchanged has a basis lower than fmv).  

vi. Examples:  

· A has property X with an fmv of $30 and an AB of $25. B has property Y with an fmv of $40 and AB of $32.  A exchanges X and some stock (fmv 10K; AB 15K) for Y.  
1. Result for A:  A realizes and recognizes a loss of $5 on the value of the stock; A realizes a gain of $5 on exchange of property X, but does not recognize the gain b/c § 1031 postpones the recognition of that gain.  The AB of his new property is $35 [($25 AB from property X) + ($15 AB from the stock - $5 recognized loss)].  The $5 gain on the value of X would be recognized if he were to immediately sell the property ($40[FMV] – 35$[AB] = 5$].
2. Result for B:  A realizes a gain of 10$ and recognizes a gain of 8$ (as much of $10[value of the boot] as is includable in the difference between basis & FMV of property exchanged (in this case 8$)).  To calculate the new AB, we take the old AB($32), add the amount or recognized gain ($8) and subtract the fmv of the non-like kind property received ($10).  Therefore, A has an AB of $30 ($2 in unrecognized gain is postponed until sale).  
· A has property X with an fmv of $100 and an AB of $120.  B has property Y with an fmv of $90 and an AB of $90.  B gives Y and $10 to A in exchange for X.  

1. Result for A:  A realizes a loss of $20 but does not recognize it (postponement for like kind property).  A’s AB is reduced by the value of the cash received ($10), (but since losses for boot received are not recognized, it is not reduced any further) to $110.  GO TALK ABOUT THIS WITH BILLMAN.  
2. Result for B:  B has an AB of 100 (90 + 10), but has no gain or loss.  

vii. Treatment of Properties Subject to Mortgages:

· When a mortgage is assumed, or the property is subject to a non-recourse mortgage, the outstanding mortgage is treated as cash received and is recognized as boot to the extent it exceeds any mortgage seller must assume or to which the property he receives is subject.  
1. The person taking on more mortgages has his adjusted basis increased by the differential.  
2. The person lowering is indebtedness has his AB decreased by the differential.  

4. How does one get around the statute?

a) See problem 4(a)-(c) in the packet.  In short:
i. Make it look like to separate formal transactions which use cash.  

ii. Use an intermediary to conduct the transaction.  
· An intermediary can also be used to allow one taxpayer to recognize gain without having the other recognize loss.  

VII. The Preference for Capital Gains & the Limitation on Deductions for Capital Losses:

A. Basic Background & Policy:

1. Preference for capital gain has existed historically, but it creates certain distortions in the behavior of individuals.  When choosing to invest in either a grow stock, a bond, or a stock that will pay out dividends, all of whom provide the same return, the capital gain preference (combined with the realization requirement) creates a tiered preference:
a) Most advantageous: growth stock – taxation at capital gain rates; deferred taxation on gains until disposition.

b) Mildly advantageous: dividend stock – taxation at capital gain rates; no tax deferral 

c) Least advantageous:  bond – taxation at ordinary rates; no tax deferral.  

2. Why have a preferential rate for capital gains?

a) Provide incentives for investment 

i. This seems to make intuitive sense, but the data does not tend to prove that a lower capital gains rate leads to more risk-taking/investment.  

b) Bunching – taxation at realization creates aggregation of gains, where in some years the gains might have been lower (thus would have been taxed at a lower rate) and while in others they might have been higher (thus would have been taxed at a higher rate).  The preferential rate therefore is a rough way of arriving at the correct amount based upon ability to pay.  
i. The real solution to this problem is a mark-by-mark system, not a lower capital gains rate; besides most investors out there are going to be in the top tax bracket anyways.  It makes no difference what year they got their gains in. 
c) Anti-Lock Incentives ( if a starts a company and builds it from the bottom up, his basis will be really small compared to the amount he would realized when he sold the stock.  Therefore there is a disincentive for him to sell the stock ( the capital gains preference mitigates this problem.

i. But why do we want to create an incentive for innovators to sell their businesses?  Isn’t this a distortion?  The real lock-in problem is caused by having the option of stepping up basis @ death.  
d) Inflation ( inflation creates taxable gains where there is no real increase in the real value of the property.  A lower tax for capital gains is a rough way of taking inflation into account.  

i. The better solution: index basis to inflation.  

B. Statutory Framework:

1. § 1(h) – impossible to read.  States the different capital gains rates.  For a readable version, see p. 529 of textbook.  This provision trade simplicity for precision.  
2. § 1222 – provides statutory definitions for terms such as “long-term capital gain” and “net capital gain.”  The most pertinent sections:
a) § 1222(3) Long-term capital gain – gain from the sale or exchange of a capital asset held for more than 1 year.  

i. The “sale or exchange” language in § 1222 is narrower than the § 1001 requirement of “sale or disposition.”  Therefore, we know that some dispositions will not giver rise to capital transactions.  
ii. Holding the asset for 1 year is not enough!  It must be held for MORE than 1 year!  
iii. If the asset is held for less than one year, the income will be treated as a short-term capital gain.  Short-term capital gains are generally taxable as ordinary income.   

b) § 1222(11) Net capital gain – excess of the net long-term capital gain for the taxable year over the net short-term capital loss for such year.  

3. § 1223 – I think this § allows tacking for the purposes of the one year requirement if the property is received either as a gift, see § 1223(2), or as a bequest, see § 1223(10).  
4. § 1221 provides a definition of the term capital asset.  It states that a capital asset is “property held by the taxpayer” excluding:
a) Stock in trade of the taxpayer or other property of a kind which would properly be included in the inventory of the taxpayer . . . or property held by the taxpayer for sale to customers in the ordinary course of his trade or business.

b) Property, used in his trade or business, of a character which is subject to the allowance for depreciation under § 167, or real property used in his trade or business

c) A copyright, a literary, musical, or artistic composition, a letter or memorandum, or similar property held by

i. A taxpayer whose personal efforts created such property

ii. For letters, memos or similar property, a taxpayer for whom it was produced. 

iii. A taxpayer in whose hands the basis of such property is determined for purposes of determining gain from a sale or exchange, in whole or in part by reference to the basis of such property in the hands of one of the two taxpayers described above. 

d) Accounts or notes receivable acquired in the ordinary course of business of services rendered of sale of property

e) Publications of the US Gov’t

f) Any commodities derivative financial instrument held by a commodities derivative dealer unless it is established to the satisfaction of the secretary that such instrument has no connection to the activities of such dealer as a dealer and

g) Such instrument is clearly identified in such dealer’s records as being described as such before the end of the workday

h) Any hedging transaction which is clearly identified as such before the close of the day on which it was acquainted, originated, or entered into.  

i) Supplies of a type regularly used or consumed by the taxpayer in the ordinary course of a trade or business 

C. The Mechanical Framework for Long Term Capital Gains Part I:

1. Is there a “sale or exchange” under § 1222?  If yes ( step 2.
2. Is the property a “capital asset” under § 1221?  If yes ( step 3.

3. Has the property been held for more than one year under § 1222?  If yes ( step 4.  

4. Has there been a “net capital gain” under § 1222(11)?  If yes ( preferential long term capital gain treatment is achieved.  
D. What Constitutes a “Sale or Exchange” under § 1221(a)?
1. Yarboro v. Commissioner, 5th Cir., 1984, p. 613

a) Facts:  T abandoned real estate purchased with a non-recourse loan.  Bank took possession upon foreclosure.  The value of the loan had moved above the fair market value of the property.  T claimed an ordinary loss for the abandonment of the property; Commissioner challenged, claiming that the loss was a long-term capital loss, taking the position that the abandonment constituted a sale or exchange within the meaning of § 1211 & 1222 of the code.  Taxpayer argues that there was no sale or exchange, and that the land was not a capital asset, and is thus an ordinary loss.  

b) Holding:  One who abandons property subject to non-recourse debt receives a relief from the debt obligation when he gives up legal title.  The abandonment in this case involved a giving (T gave up title) to the benefit of another party (the Bank through foreclosure proceedings) in order to receive something in return as the equivalent (he received debt forgiveness), and therefore it fits within the ordinary meaning of “sale or exchange.”  The fact that this was a non-recourse loan does not mean T did not receive anything in return; he always had an obligation to pay back the loan.  Crane & Tufts.  

E. What Constitutes a “Capital Assent” under § 1221(a)?
1. Malat v. Riddell, US, 1966, p. 541

a) Facts:  Petitioner was a participant in a joint venture which acquired land, the intended use of which was in dispute.  Pet. claims that the intent was to develop and operate an apartment complex on the land.  Commissioner asserts that there was a dual purpose – developing the property for rental purposes or selling, whichever is more profitable.  Land wound up being sold in chunks; Pet. tries to treat profits from the last sale as a capital gain; Commissioner argues that the property was falls under the capital gains exception in § 1221(a)(1) – property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business, and is thus subject to taxation as ordinary income.  

b) Holding:  The purpose of the provision is to differentiate between the profits and losses arising from the everyday operation of a business and the realization of appreciation in value accrued over a substantial period of time.  A literal reading go § 1221(a)(1) is consistent with this legislative purpose; the court holds that “primarily” means “of first importance” or “principally.”  Remanded.  

c) Remember:  The sale of the land must be “extraordinary” in some way, at least compare to the normal business use of the property.  If “sale of land” is part of the everyday operation of the property, it is not a capital asset and will not receive capital gains treatment.  For example, when Trump sells one of his NYC condos, that sale does not get capital gain treatment; it merely receives ordinary treatment.  
2. Bramblett v. Commissioner, US, 1992, p. 544

a) Facts:  Four individuals own both ME & TE (partnerships).  ME bought several parcels of land for investment; ME sold almost all the land to TE; TE developed the land and sold it to third parties.  ME reported land sale income as a capital gain, arguing that the land was a capital asset.  Commissioner asserted that it should be treated as ordinary income, b/c in light of the relationship ME & TE, what ME was really doing is selling property as part of a business under § 1221(a)(1).  

b) Holding:  The court has developed a framework used in determining whether sales of land are considered sales of a capital asset or sales of property held primarily for sale under § 1221(a)(1).  Three principal Qs are considered:

i. Was the taxpayer engaged in a trade or business, and if so, what business?  

ii. Was the taxpayer holding the property primarily for sale in that business?  
iii. Were the sales contemplated “ordinary” in the course of that business?  
c) Holding cont’d: Seven Factors are considered when answering the questions:  1) the nature and purpose of the acquisition of the property and the duration of the ownership; 2) the extent and nature of the taxpayer’s efforts to sell the property; 3) the number, extent, continuity and substantiality of the sales; 4) the extent of subdividing, developing, and advertising to increase sales; 5) use of a business office for the sale of the property; 6) the character and degree of supervision or control exercised by the taxpayer over any representative selling the property; and 7) the time and effort the taxpayer habitually devoted to the sales.  Review of these factors indicates that ME was not directly in the business of selling land: it did not sell land frequently and made only one substantial sale (3 above; seems most important); it held the property for three years (also 3 above); it acquired the property for investment purposes (1 above); it didn’t develop the property (4 above); it didn’t maintain an office (5 above); partners spent minimal time (7 above).  

d) Holding II:  TE is also not an agent of ME.  Common ownership of both entities is not enough to prove an agency relationship ( there is no proof that TE acted in the name of or for the account of ME.  

e) Remember:  This case creates an incentive to sell the land in one piece ( if you subdivide it, it is likely to look more like you are property held for sale to customers as part of a trade or business. 

f) Remember II:  To help the farmer sell of his land without having the gain couched as ordinary income, one thing to do is to make it look like the farmer is liquidating his business rather than engaging in a real estate business.  Works well especially if the farmer has not engaged in development activity ( but there is no guarantee. 
3. A Detailed Look @ § 1221(a)(1).  When is Gain on a Sale of Property Capital?
a) § 1221(a) lays out three kinds of property which do not constitute capital assets:

i. Stock in trade

ii. Inventory

iii. Other property held primarily for sale to customers in the ordinary course of trade or business

b) The basic distinction is one of business v. investment.  
i. Investment income from the sale of property receives capital gain treatment; business income from the sale of property receives ordinary treatment.  

ii. If your business earns income through the sale of property, that income is subject to ordinary treatment.  The property sold is not a capital asset.  

c) Profit maximization in the sale of property:   

i. Subdividing property and selling it off in smaller units will usually provide more gain.

ii. This also increases the risk that the IRS will treat your income as ordinary.  

iii. The taxpayer is more likely to secure capital gain treatment by selling the property to a developer.

iv. The key is falling somewhere in between so as to maximize earning potential (don’t subdivide too much; don’t subdivide too little).  

v. Make sure that the transaction is at arm’s length – the IRS is much more likely to challenge attempts to treat gains from sale to a developer at very above market price, where the developer makes no profit on his sale.  

d) Sales involving cash and notes (Suppose A sells § 1221(a)(1) property to B in exchange for cash & note; property is not a capital asset):

i. The seller of property should immediately report gain on the cash received as ordinary income.

ii. § 1221(a)(4) excludes from the definition of capital assets “accounts or notes receivable acquired in the ordinary course of trade or business for services rendered or from the sale of property described in § 1221(a)(1).”  Therefore the income from the note is taxed at the same rate as cash income from the property that falls under § 1221(a)(1).  It cannot be claimed as a capital gain b/c this would allow conversion of ordinary income to capital gain.  
F. Offsetting Capital Losses: 

1. Long term capital losses can be used to offset any short term capital gain that the taxpayer may have (thus reducing his short term capital gain income).  

2. § 1211(b) – long term capital losses shall only be used to offset ordinary income to the lesser of: 

a) $3000 for married couples ($1500 for individuals) 

b) The excess of capital losses over capital gains.  
3. If more than $3000 in capital losses are incurred, they must be deferred through carryover.  See § 1212(b).  
G. A Detailed Look @ § 1221(a)(2) and Its Interaction w/ § 1231 & § 1245: 
1. § 1221(a)(2) makes property used in a trade or business an exception to the general capital asset rule.
a) Includes depreciable property under § 167.

b) Includes real property

2. Therefore business investment property is not a capital asset:

a) A machine that produces widgets for Company A, which Company A sells on the market is not a capital asset.  

3. § 1231 however sometimes reverses this outcome and gives capital asset treatment to the gain on the sale of personal and real property used in the trade or business:  

a) Requires a two-stage process:

i. Taxpayer nets gains from casualty and theft losses against her losses from such involuntary conversions (all of this is business property).  

· If losses exceed gains, § 1231 does not apply to either losses or gains, and both are treated as ordinary income.  There is no carryover to step two.  
· If gains exceed losses, § 1231 both gains and losses are carried over to the second stage of the process.  § 1231(a)(4).  These are called “firepot” gains and losses and are carried over below.

ii. Taxpayer compares his total gains and total losses from 1) the “firepot” above and 2) condemnations, sales and exchanges of business property.  If 

· If losses exceed gains here, the gains are includible in ordinary income and the losses are deductible from ordinary income.  

· If gains exceed losses, the gains are treated as long-term capital gains and the losses as long-term capital losses.  These gains and losses are then carried to the tax return and combined with long-term capital gains and long-term capital losses.  

b) This does not apply to any property that falls under § 1221(a)(1) – thus not application to inventory.  

4. Capital asset treatment for gains on the sale or exchange of personal property under § 1231 however will not be upheld if § 1245 applies.  
a) § 1245 “recaptures” artificial gain created by generous depreciation deductions by treating what would otherwise be preferentially taxed as a capital gain b/c of § 1231 as ordinary income.  

i. § 1245 applies only to tangible (no intangibles like patents) personal property (no real property; no buildings).

ii. § 1245 also applies only to such property which has been depreciated or amortized.  

b) Under § 1245, if depreciable property is sold for more than AB, any gain not exceeding the total depreciation taken (or allowable) is taxed as ordinary income.  Any gain exceeding total depreciation taken (aka any gain above the original price of the item) is allowed capital gain treatment.  

5. Capital asset treatment for gains on the sale or exchange of real property under § 1231 however will not be upheld if § 1250 applies.  

i. The depreciation taken under the straight-line depreciation rate is recaptured at a special capital gain rate of 25% for real property held for more than 12 months (where such depreciation would be subject to ordinary income tax if this was § 1235 tangible personal property).  

ii. Gain that is a result of accelerated depreciation (above straight line) is taxed as ordinary gain.  

iii.  Any gain above the total depreciation allowance (in other words, gain that is due solely to the appreciation in value of the property) is taxed as a normal capital gain.  
H. Charitable Contribution of Capital Assets: 
1. Donation of Capital Assets to Public Foundations & Donation of Marketable Securities to any Foundation Public/Private:

a) When a taxpayer donates a capital asset (or a marketable security to a private foundation), he can take a deduction out of his ordinary income for the fmv of the asset, but:
i. If gain in the value of the asset would have been treated as LTCG, no tax will be paid on that gain; nor will the taxpayer’s deduction be reduced by that amount.  See § 170(e)(1)(A).  
ii. If the gain in the value of the asset is short term or ordinary, the deduction will be reduced by the amount of gain.  
iii. This creates two incentives:

· Donate assets which have incurred capital gain.

· Sell assets which have incurred capital loss and donate the cash (b/c this way you can also take a loss).  

2. Donation of § 1221(a)(3) Property:  
a) If the taxpayer creates the property (copyright, music, writing, memos), say writes a legal brief, and donates it, he will only be able to deduct the basis of the property from his income (probably around 0 since he created it).  This is b/c § 1221(a)(3)(i) prevents the property from being treated as a capital asset, and as such the deduction its creator gets equals fmv – ordinary gain (aka basis).  

b) If the taxpayer who sells the property sells it to X, X can donate the same legal brief and take a deduction for its entire value.  It is treated as a capital asset under § 1221, and (assuming X holds it for more than one year) when he donates it, any long-term capital gains in the value of the property will be ignored when calculating the deduction.  

3. Limitation on Donations to or for the Use of Private Foundations:
a) § 170(e)(1)(B)(ii) – fmv deduction for the contribution of any property other than marketable securities (exempted by § 170(e)(5)) is reduced by the gain in the value of the property (whether it is LTCG, STCG, or ordinary gain).  

4. Limitation on Donations to all Charities:

a) § 170(e)(1)(B)(i) – fmv deduction for the contribution of any tangible personal property where the use by the charitable organization is unrelated to the purpose or function constituting the basis of its exemption, is reduced by the gain in the value of the property (whether it is LTCG, STCG, or ordinary gain).  

i. If X gives a painting to the Red Cross, he deduction is reduced by an gain in the value of the painting.  

ii. If he gives it to the Metropolitan Museum of Art, he is gets to deduct its full fmv.  

b) Tangible personal property – expansive definition, including anything but real estate and financial assets; it even includes a memorandum, since it is tangible.  
I. Treatment of Hedging Transactions:

1. Corn Products – not read; discussed in class and in case below.  Supreme Court holds that gains and losses from a hedging transaction (company using corn as an input bought futures to secure corn at a certain price) are to receive ordinary gain treatment.  
2. Arkansas Best Corporation v. Commissioner, US, 1988, p. 563

a) Facts:  ABC (holding company) holds capital stock in NCB (Bank).  In 1975, it sold part of its steak & claimed a deduction for ordinary loss resulting from the sale of stock.  IRS disallowed, finding that the loss was a capital loss, and as such subject to capital loss limitations in the code.  Taxpayer claims that because the stock was purchased for a business purpose it should not be counted as capital asset.  

b) Holding:  Stock owned by ABC falls within the literal definition of “capital assent” under § 1221, and does not fall under any of the exceptions.  Petitioner’s reading of the statute is too broad and is in tension with the language of the statue.  Corn Products, relied upon by the taxpayer was decided the way it was because the investment at issue in the case (option to purchase corn) is properly interpreted as involving an application of § 1221’s inventory exception (even though corn futures are not actual inventory, their use as an integral part of the taxpayer’s inventory-purchase system led the Court to treat them as substitutes for the corn inventory such that they came under § 1221(a)(1)’s inventory exception).  A speculation on corn futures could not be considered substitutes for the company’s corn inventory and would have fallen outside the inventory exclusion (capital gains tax).  ABC, which is not a dealer in securities, has never suggested that the stock falls within the inventory exclusion.  A taxpayer’s motivation in purchasing an asset is irrelevant to the question whether the asset is “property held by the taxpayer (whether or not connected with his business)” and is thus within § 1221’s general definition of “capital asset.”  NCB stock is a “capital asset” and subject to loss limitation on capital gains.  

c) Remember: After this, until Congress got involved, only hedging transactions that were premised upon the item whose price fluctuations were being controlled for were possible.  Aka, taxpayer had to buy futures in that specific item to get ordinary treatment.  
3. Statutory Reaction:

a) Congress reacts by creating three pigeon holes through which the taxpayer can go through to be subject to ordinary loss treatment:  
i. Supplies IS THIS UNDER § 1221(a)(1)?  

ii. § 1221(a)(6) – Commodities derivative financial instruments held by a commodities derivatives dealer 

iii. § 1221(a)(7) – Hedging transactions clearly identified as such before the close of the day on which it was acquired. 
· The Service defines hedging transactions in § 1.1221-2 as any transaction that a taxpayer enters into in the normal course of the taxpayer’s trade or business primarily:

1.  To manage risk of price changes or currency fluctuations with respect to ordinary property.  
a. Ordinary property – (defined in § 1.1221-2©) property the sale of which could not produce a capital gain or loss under any circumstance.  Billman says this is referring to raw materials and inventory.  Ex: newspaper’s purchase of futures K locking in price of newsprint.  
b. Under this provision, the purchaser would still have to identify a transaction as a hedging transaction.  In this manner, the Service can distinguish between investments (speculative bets on the price of futures – would receive capital treatment) and hedging for business purposes (ordinary treatment).  

2. To manage risk of price changes or currency fluctuations with respect to borrowings made or to be made, or ordinary obligations incurred or to be incurred by the taxpayer  [NOT discussed in class]

3. To manage other risks as the Secretary may prescribe [NOT discussed in class]
b) Under these regulations, a business could probably hedge against more than just the actual input it uses in production.  It could also hedge using inputs which have historically moved in opposite directions.  This is according to Billman, see Problem 4c, unit 14.  

c) Under Service regulations, a business could not hedge by integrating vertically (newspaper buys majority steak in newsprint company) and get ordinary treatment.

J. Can Leases of Property be Considered Capital Assets for the Purpose of § 1221(a)?
1. Hort v. Commissioner, U.S., 1941, p. 144

a) Facts:  Δ (taxpayer) acquired his property by devise in 1928.  ITC had agreed to lease part of the building in 1927, for 15 yrs @ $25K a year.  In 1933 ITC wanted out, and Δ agreed to cancel the lease in exchange for $140K.  Δ did not include this amount as gross income, but rather reported a capital loss of $21K (present value of rental payments owed – 140K).  Commissioner argues 140K is gross income.  Legal issue: was the consideration received ordinary gross income or loss?  

b) Holding:  The amount received must be included in his gross income in its entirety.  The rental payments would have been included in gross income, and it would have included a prepayment of the discounted value of unmatured rental payments whether received at the inception of the lease or any time thereafter.  The consideration received for cancellation of the lease was not a return of capital.  Simply because the lease was “property” the amount received for its cancellation was not a return of capital.  Where the disputed amount is essentially a substitute for rental payments (expressly characterized as income under the code), it must be considered ordinary income.  
c) Remember:  If what you are selling is the right to ordinary income, it is not a capital asset.  
2. Essentially, the closer you come to making a lease look like a sale or exchange (for example, by requiring just one payment at the beginning of a 10-year lease), the more likely you are to obtain capital gain treatment for the gain on the lease.  

3. Hort makes it difficult to do so however – if the payment is merely replacing a stream of other payments, the gain get ordinary treatment.  

4. The point:  the Court will take substance over form.  They will closely examine the facts to see what it is that you are selling, and will make you pay ordinary gains tax if the substance of what you are offering is a lease.   

K. Treatments of Patents:

1. The sale or exchange of all substantial rights to a patent is treated as a sale or exchange of a capital asset.  § 1235(a).  

a) No partial sales of patents are allowed.  They cannot be sold for a period of just three years, for example.  

b) It is possible however to receive payments in a periodical fashion (lease-like) without losing capital gain treatment. 
2. Patents are covered under § 1231 (but other intellectual property like copyrights and memoranda are not; see § 1231(b)(1)(C)).  

VIII. Tax Accounting – The Accrual and Cash Methods of Reporting Income:
A. The Basic Question:
1. What are we to do about income from transactions that spans several taxable years?  

a) Should it be split up between the several years?

b) Should it be accounted for completely in one tax year?  If so, which one?  

B. The Basic Answer: 
1. When Income & Deductions will be Included:

a) § 451(a) states that the amount of any item of gross income shall be included in the gross income for the taxable year in which received by the taxpayer (read cash method), unless, under the method of accounting used in computing taxable income, such amount is to be properly accounted for as a different period (read accrual method).  

b) § 461(a) states that the amount of any deduction or credit allowed by this subtitle shall be taken for the taxable year which is the proper taxable year under the method of accounting used in computing taxable income.  

2. § 446(a) states that taxable income shall be computed under the method of accounting on the basis of which taxpayer regularly computes his income in keeping his books.

3. § 446(b) creates an exception to § 446(a) for cases where the “method used does not clearly reflect income” and allows the Secretary to provide a standard that does clearly reflect income.

4. § 446(c) lists the permissible methods as

a) Cash receipts and disbursements method

b) Accrual method

c) Any other method permitted in this chapter

d) Any combination of the foregoing permitted by the Secretary. 

C. Cash Accounting:

1. The Basic Background:

a) Mostly used by individuals.

b) “Simpler” system: 

i. Income is accounted for in the year in which it is received.

ii. Expenses are deducted in the year in which payment is made.  

c) § 1.451-1: Gains, profits and income are to be included in gross income for the taxable year in which they are actually or constructively received by the taxpayer unless includible in a different year in accordance with a taxpayer’s method of accounting.  

i. § 451(a) itself says essentially the same thing. 

2. The Constructive Receipt Doctrine:  

a) Even where there is no actual receipt of cash, where the taxpayer has constructive receipt of cash within a given year, he can be taxed on the cash within that year.  
i. § 1.451-2(a) definition:  

· Income although not actually reduced to a taxpayer’s possession is constructively received by him in the taxable year during which it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year if notice of intention to withdraw had been given.  

· However, income is not constructively received if the taxpayer’s control of its receipt is subject to substantial limitations or restrictions.  

b) Carter v. Commissioner, Tax, 1980, p. 665

i. Facts:  Taxpayer began employment in October 1974.  He did not wind up getting paid until January 1975.  Taxpayer claims he had constructive receipt of the income in 1974 b/c the work was performed in 1974; b/c the funds were present in the city treasury; b/c all that was missing was for the city to transfer the funds to him.  

ii. Holding:  The petitioner did not have the free an unrestricted control of his wages prior to actual receipt; this is necessary for the court to find constructive receipt.  He tried to get the back pay in 1974 several times, but was unsuccessful.  His control over his wages was clearly subject to substantial limitations and restrictions; their mere presence in the NYC budget is insufficient to find constructive receipt.  Petitioner must be taxed in 1975, the year in which he was finally paid.

3. The Problem of Deferred Compensation Under the Constructive Receipt Doctrine:

a) A taxpayer may want to defer compensation until later years b/c:

i. B/c they might be in a lower tax bracket in the future.

ii. B/c they might think that tax rates will be lower in the future.  

iii. B/c if the company holds it for him, it can sit on it and earn interest on its pre-tax value (where if the income was transferred to the taxpayer, he would only be earning interest on its post-tax value).  
b) The taxpayer may choose to defer compensation SO LONG AS HE CHOOSES TO DO IT BEFORE HE ACTUALLY STARTS PERFORMING HIS SIDE OF THE BARGAIN.  

c) ONCE THE TAXPAYER ACTUALLY PERFORMS HIS SIDE OF THE BARGAIN, he cannot selectively turn his back on the income and request deferred income.  

d) Revenue Ruling 60-31, IRS, p. 737

i. Situation 1:  Deferred executive pay under employment K.  Taxpayer takes employment, and accumulates a $X each year into an account held by the corporation.  That amount is paid out to him over 5 years after his employment in the position ends (1/5 per year).  

ii. The Law:  A mere promise to pay, not represented by notes or secured in any way, is not regarded as a receipt of income within the intendment of the cash receipts and disbursement method.  Therefore, taxation on the installment payments does not take place until it is actually paid in cash or property to the employee.

iii. Remember: The basic idea here is that so long as the right to the deferred income is speculative (aka not secured against the employer’s creditors; secured only by an employment K) the taxpayer can defer taxation of the income. 
iv. Situation 2:  Signing bonus + escrow account in taxpayer’s name. Football player get signing bonus, but at his request it is paid into an escrow account at Bank Y, under his name.  The Bank will be paying that amount to the player over 5 years (plus interest).  

v. The Law:  A taxpayer however may not, by private agreement, postpone receipt of income from one taxable year to another.  Where there has there been “any economic or financial benefit conferred on the employee as compensation,” in the taxable year, it is taxable to the taxpayer within that year.  Where the employer’s part of the transaction is terminated (where the money is placed in escrow and the employer can no longer touch it), such gain has been conferred on the employee.  Amount placed in escrow is taxable once it leaves the company’s hands.  

vi. Remember: Here the income is secured by its placement in an escrow account under the employee’s name.  The employer’s creditors cannot get at it ( he is taxed upon the income in the year in which it is placed in an escrow account.  If the escrow account were in the employer’s name, the income would be deferred for tax puposes.  
e) Planning Advice:  if you want to successfully defer compensation, it must 1) be negotiated before you begin performance of the service/delivery of the good; 2) it must not be too strongly secured.  

i. The Risk:  The employer goes out of business.  
f) The Problem of Bonuses:  Bonus is unknown until after the services have been performed (usually not available until the end of the year); it seems like this would disqualify the employee from ever being allowed to defer bonus compensation.  Courts have held that so long as the employee makes the decision to defer bonus compensation before he receives it, the constructive receipt doctrine will not apply.  
g) Promissory Notes from the employer representing the amount of deferred compensation (used to secure payment of deferred compensation) are treated as cash – aka they are taxable under the constructive receipt doctrine in the year received.  

h) Acceleration of Payment – if the deferred income is subject accelerated receipt at the request of the employee, the income may be taxable under the constructive receipt doctrine.  The limitation on receipt in such a case seems bogus.  
4. The Cash Method and the Payment of Liabilities:

a) No “constructive payment” doctrine exists.  The “cash equivalency” doctrine states that the payment of liability with something which is the equivalent of cash constitutes payment under the cash method.  

i. What is something equivalent to cash?  Generally, it is property or right received that confers a present – and often marketable – economic benefit.  
b) What constitutes “payment?”

i. Writing a note (I promise to pay you $X in the future) does not constitute payment under the doctrine.  

ii. Writing a check however does constitute payment.

iii. Transfer of property in order to settle a liability does constitute payment.  

iv. Payment with credit card (though similar to payment with a note) is considered payment as soon as the credit card charge is made.  

c) How is pre-payment treated?

i. Pre-payment will often have to be capitalized under the Indopco holding.  If an expenditure results in the creation of an asset with a useful life which extends substantially beyond the close of the taxable year, such an expenditure may not be deductible, or may be deductible only in part, for the year in which made.  

ii. If the good/service has a useful life of less than a year, but I buy it in late 2005 (as such, it will be used in 2006), the cost of the good/service is deductible in 2005 under the cash method.  Reasoning is same as above.  
D. The Accrual Method:

1. The Basic Background:

a) This system is mostly used by corporations and businesses.  
b) More complex:

i. An individual accrues income for services performed/good provided as soon as the performance is complete/good is delivered
ii. An individual accrues an expense as soon as he has fully received the service/good he bargained for.  

c) § 1.451-1(a) defines the accrual accounting method as making income includible in gross income when all events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy.  
i. In the case of compensation of service, for example, no determination can be made as to the right of such compensation or the amount thereof until the services are completed; the amount of compensation is ordinarily income for the taxable year in which the determination can be made.  
2. Issues of Pre-Payment & Deferral of Income Taxation:
a) RCA v. US, 2nd Cir., 1981, p. 690

i. Facts:  RCA sold service K to customers (RCA was liable for service & repair for up to two years).  The Ks were paid for in a lump sum at the beginning.  Their method of accounting (accrual method) stated receipt of payment for cost of selling & processing the Ks & profit (estimated).  It deferred the recognition of income it estimated to be derived from the performance of actual repairs into the future (at a fairly accurate statistical rate).  The Commissioner challenged under § 446(b), stating that the accrual method of accounting used by Π did not “clearly reflect income.”  IRS required RCA to report its service K revenues upon receipt rather than deferring any portion of payment.  

ii. Holding:  § 446(a) states that “taxable income shall be computed under the method of accounting on the basis of which the taxpayer regularly computes his income in keeping his books” unless the “method does not clearly reflect income.” § 446(b).  The Commissioner has broad discretion to make the determination.  There is a fundamental tension between financial and tax accounting – they have vastly different goals.  Even if accounting is financially correct, it does not mean that it is correct for tax purposes.  Caselaw supports commissioner’s argument that “methods of accrual accounting based on projections of customers’ demands for services do not “clearly reflect income.”  It is factually impossible to know how much the taxpayer will earn with certainty when services are pre-paid.  Tax accounting can give “no quarter to uncertainty” and this is unacceptable here.  

b) Artnell v. Commissioner, 7th Cir, 1968, p. 686 – Chicago White Sox deferred for one year income in 1966 from receipts for tickets, parking, and broadcasting rights for baseball to be played in 1967.  Court sustained deferral on the ground that the time and extent of the future services were so definite that the taxpayer’s method “clearly reflects income.”  
c) Reconciling the Cases:  Taxation of income for fixed performances in the near future (a year or so) can be deferred until the actual performance takes place.  Taxation of income for more speculative performance further into the future must be declared when received.  

i. Therefore Two Factors are Prominent in Deciding Whether Deferral of Taxation is Proper under the Accrual Method: 

· Temporal Distance – how far into the future is the performance going to occur?

1. Near future – one is more likely to be allowed deferral

2. Not near future – one is more likely to have to declare income when received 

· Likelihood of Actual Performance – how likely is it that performance will actually going to happen?

1. Performance is Fixed – one is more likely to be allowed deferral

2. Performance is not Certain – one is unlikely to be allowed deferral.  

3. Issues of Pre-Payment and Deduction from Taxable Income:

a) Ford Motor Company v. Commissioner, US, 7th Cir., 1995, p. 706

i. Facts:  Ford lost a lawsuit & as a result incurred liabilities it would have to pay out over a period of 40 years or more.  The total dollar amount due is 24 million, but Ford purchased a single premium annuity K for $4 million that would pay off the liabilities.  In case of default, Ford would have to pay out the rest.  Ford claimed that it could deduction 24 million.  Commissioner challenged under § 446(b), and disallowed deduction in excess of the $4 million cost of the annuity.  

ii. Holding:  The standard method for determining when an expense is incurred is the “all events” test – expenses must be deducted in the taxable year when all events have occurred that establish the fact of liability giving rise to the deduction and the amount of liability can be determined with reasonable accuracy.  Even assuming that Ford satisfied this test (b/c it lost the case incurred the liability already), the satisfaction of the all events test by an accrual method taxpayer does not preempt the Commissioner’s authority under § 446 (b) to determine that a taxpayer’s method of accounting does not clearly reflect income.  B/c here, given the relevant length of payment time periods, allowing a deduction of the full amount of liability in 1980 could lead to the result that the tax benefit from the deduction would fund the full amounts due in the future and leave the petitioner with a profit, the IRS challenge that this amount does not clearly reflect income is appropriate.  The long time period between the deductions and eventual payment of the obligations causes a distortion of petitioner’s income.  
iii. Remember:  The service was trying to prevent Ford from using the tax rules, in combination with the time value of money, to come out ahead.  They clearly did not deserve a 24 million dollar deduction for a 4 million dollar expense.  
b) Congress Stepped in and changed the added § 461(h) to deal with this problem.  

i. § 461(h)(1) states that the “all events test” shall not be treated as met any earlier than when economic performance occurs.

· Economic performance, except as provided by the secretary occurs:

1. If liability arises out of provision of services to the taxpayer, as such services are provided

2. If liability arises out of provision of property to the taxpayer, as such person provides property.

3. If liability arises out of the use of property by the taxpayer, as such taxpayer uses the property.  

4. If the liability requires the taxpayer to provide property or services, as the taxpayer provides such property or services.  

5. If the liability the taxpayer to pay another person b/c of 1) worker’s compensation or 2) a tort, economic performance occurs as payments to such person are made.  

ii. § 461(h)(3) creates an exception for certain recurring items.  Recurring items that are usually deducted in the year when economic performance occurs will not be subject to the economic performance requirement of the all events test under § 461(a) if:

· economic performance with respect to such items occurs within:

1. a reasonable period after the close of such taxable year or

2. 8.5 months after the close of such year 

· AND:

1. Such item is not a material item, or

2. The application of the traditional “all events test” results in a more proper match against income than accruing such item in the taxable year in which economic performance occurs. 

IX. OID Bonds:

A. Borrower B Co issues a bond to Lender L (L pays $7462 and the bond has a face value of $10k, redeemable in 3 years)
1. Difference in value of $2538 can be thought of as interest, even though it is not framed that way

2. There is no stated interest – but there is imputed or unstated interest

B. Taxpayers try to avoid taxation by:

1. Argue the income was capital gain, not interest (ordinary income) - they lost this issue early on.   
2. Argued that as cash method taxpayers, they wouldn’t have to pay any income until redemption of bond
a) Problem with this is that the borrower is an accrual method taxpayer, so they would accrue an interest deduction starting in year 0 & this causes a loss for the gov’t. 
C. Congress Corrects the problem:
1. Could put borrower on cash method (road not taken)
2. Could put lender on the accrual method if they purchase Original Issue Discount (OID) bond: 

a) Spread the $2538 in interest income over time as if the $7462 were placed in a bank account and accumulates interest over time – apply interest rate semi-annually

3. Process for calculating interest/deductions

D. §1272 – Lender side

1. §1272(a) – any holder of debt instrument having OID shifts to accrual method of accounting:
a) L must include in income an amount equal to the sum of “daily OID”
b) Different from annuities – there we use straight line even though that does not reflect economic reality

2. §1273 – definitions for OID calculations

a) OID is stated redemption price at maturity minus issue price

3. Calculation:

a) Start with balance – the issue price

b) Pick a period of time, up to 1 year (usually less); the statute creates a mild presumption of 6 months (compounding semi-annually)

c) Take ½ of interest rate (if rate is 10%, use 5%) for each 6 month period – add that interest to the balance

d) How do you get the interest rate?

i. Find the inherent interest rate in the cash flow – the yield to maturity

ii. Interest rate that equates present and future value of the cash flow

e) Add up the OID calculated for both 6-month periods in a given year to determine income for that year

E. §163(e) – Borrower side (borrower acts as any accrual-method lender, deducting interest payments as they accrue).  
F. What happens if after 3 years the lender sells the bond for $10k?

1. Has AR of $10k, and §1272(d) increases the lender’s basis from original purchase price by all the amounts included in income.  His AB is 10K – he has no gain.  
G. What if L sold to L1 after 1 year for $8227?  

1. AB is $8227 – so there would be no gain from this sale

2. This means that the interest rate in the market has stayed the same at 10%

3. Market is pricing the bond the same as it was at issuance

4. But often interest rates change over time… what if L sells for $8500?

a) In this case there would be a gain of $273

b) This means interest rates dropped in the market

c) The bond becomes more valuable as interest rates go down (rates and value in bond market have inverse relationship)

d) What is the character of the gain?

i. Would be long-term capital gain typically; it represents market appreciation in the world of bonds

ii. §1271 – exceptions for certain circumstances, such as when the parties intended to call the debt instrument before maturity

· In this case OID minus what was included in income would be ordinary gain

5. What if L1 then holds the bond for the remaining 2 years to maturity?

a) Take the amounts in the table and spread the $273 extra paid to purchase the bond, reducing the interest income.  
i. L1 should include lower interest over time than the amount in the table

ii. Congress chose to use straight-line to ratably spread the amount over the remaining periods

iii. Basically you would divide the $273 by 4 and subtract that from each of the remaining OID payments in the table

iv. You take 273 over the remaining OID and reduce each payment by that percent – I think this is really what happens

b) There is no adjustment on the borrower’s side – so really you are not adjusting the bond

H. What if there is a different bond – same issue price of $7462 but includes $250 stated interest every 6 months and redemption price is $8300

1. Use regular method (cash) for the stated interest

2. Use the accrual method for the OID

a) Yield to maturity is the same as the other bond, though there is a different cash flow

b) Cash flow is $250 every six months plus $8300 at the end

X. Interest-free loans:
A. Employer makes $100k “loan” to the employee

1. Payback amount is also $100k, so no stated or unstated interest

B. Demand loan – payment can be demanded at any time

1. Can tax on foregone interest as each year passes by calculating the value of the foregone interest.  
2. For 10% compounded semi-annually, that would be $10,250 interest

C. Term loan – payment only at end of specified term

1. §7872 – interest-free term loans

a) Employee has compensation today in the amount of difference between $100k today and the present value of that amount in 3 years

b) Roughly $25380 income at the moment the “loan” is made

2. This means that people are more likely to take interest-free demand loans because they avoid the big lump of income at the outset

3. Income as soon as loan is made, but deductions only accrue (as if he issued a $74,620 bond with OID)

XI. Installment Sales:
A. An installment sale takes place where the sale of property is partially or wholly funded through purchase money debt – debt issued by the purchaser to buy the land

1. Seller: AB $400k and FMV $800k.  Buyer: Pays $200k cash and 3 $200k notes due Jan 1 each of the next 3 years

a) Buyer’s basis is $800k – Crane case says that debt used to purchase property is included in the basis (even non-recourse)

b) B has same basis whether he borrows from seller or a bank

2. The notes have market interest included in them

3. Seller has AB $400k, but what is the AR?

a) Clearly includes the $200k cash

b) §1001 – basis is amount of cash + FMV of property received

i. The notes are property received

ii. For our purposes, we can assume the FMV of each note is $200k (wouldn’t always be the case)

c) AR is $800k, leaving $400k gain (probably capital)

4. But when does S have gain?

a) Congress allows taxpayers who engage in installment sales to delay gain until notes are paid off - §453

b) 4 installments of $200k over 4 years (on sale and each of next 3 years)

B. §453 – 

1. New concepts:
a) Gross profit – here it is the same as the gain

b) Total contract price – here it is the AR

c) Gross profit ratio – that is the amount of each payment that we tax (gross profit/total K price)
i. Therefore, 50% of each installment is gain

ii. There is a $100 gain on sale and as each note becomes due
C. S holds property with same basis of $400k, but also a $300k mortgage; B assumes mortgage and pays 5 $100k notes

1. This is a fair exchange – equity in property is $500k (paid for by notes)

2. Buyer’s basis is still $800k

3. S has same gain as before - $400k

4. Difference is the cash flow

a) Sale – assumption of mortgage

b) Year 1-5 - $100k each
5. Gross profit is still $400k, but contract price is now only $500k (take mortgage out of total contract price)

a) So gross profit ratio is now 80%

6. So over the 5 years, you  get $80k gain each year for a total of $400k

a) No gain for the assumption of the mortgage

D. Same piece of property, but B agrees to pay $1,011,000 with down payment of $100k and note for $911,000 due in year 3

1. Assume applicable federal rate is 10%

2. Assume $911k discounted at 9% compounded semi-annually for 3 years is $700k

3. Parties haven’t stated interested properly – should be $700k principal and $211k interest

a) S wants to count the $211 as capital gain

b) He also wants to defer payment on ordinary interest income to year 3 because of the installment method

4. Basically the note is an OID instrument – what is the issue price of the bond?

a) $700k

5. OID rules can apply to installment sales where parties don’t state the proper market rate of interest
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