Order to approach questions

1.) Is there a realization event?

2.) Is it recognized? (or deferred)

3.) Calculate realized gain/loss.

4.) What rate?  Capital, ordinary, recapture, special

5.) Timing

Normative Questions

1.) Equity

2.) Efficiency

3.) Administrative Ease

Unit 2 (income)
14
IRC     61 - General definition of income
14

Comm. v. Glenshaw Glass Co. (income is an accretion/accession of wealth)
25

Reg 1.61-2(d) – value of bargain purchase included in income
22

Reg 1.61-1(a) – value of services = what you get in any form
13
IRC     83 – Property transferred in connection with performance
22

83(b) election – tax transfer currently regardless
22
IRC   119 – Meals and Lodging for employer’s convenience
14-15

U.S. v. Gotcher (for convenience of employer?  No spouses)
14

Comm. v. Kowalski (no cash for 119 benefits)

IRC   132 – Fringe Benefits ((b)-no-additional cost, (d) working cond., (e) de minimus)
15-21
Glanced – (IRC 79 – life insurance; IRC 101 – death benefits; IRC 105 – accident plan)

Glanced – (IRC 104 – sick pay and nonpunitive lawsuit damages NOT included)

Old Colony Trust co. v. Comm. (payment of taxes by employer is income to employee)
Unit 3
(gifts and support)
23
IRC   102 – Gifts (no statutory definition, “detached & disinterested generosity”)


Comm. v. Duberstein (determination of gifts left to trier of fact)
24

IRC 102(c)- (no employer/employee gifts)
24
IRC   117 – Scholarships (Qualified scholarships generally not included)
24
IRC   262 – No deduction for personal expenditures
Unit 4
(realization)
25
Hort v. Comm (early payment of rent = ordinary income)
25
Cesarini v. U.S. ($$$ in piano, treasure trove is taxable) 
26
Haverly v. U.S. (principal double-dipping; donated “found” property)
Cottage Savings Ass’n v. Comm. (debt swap, realization on “materially different”)
27
IRC     72 – Annuities (profit ratio)
27

Reg 1.72-9 (annuities of life tables)
IRC   101 – Life insurance (not taxed)
29
IRC   109 – Leasehold Improvements (not included in income, overrules Bruun)


Helvering v. Bruun – (p. 164, landlord got income when obtained leasehold improv)
25
IRC 1001 – Determination of Gain (on sale, disposition or other realization event)
26

Inaja Land v. Comm. (p. 143, a right is considered part of the land, capital)
26
IRC 1011 – general basis rules

IRC 1012 – basis = cost

Unit 5

29
IRC   108 – discharge of indebtedness (108(a)2, no bankruptcy)
30

IRC 108(a)(1) – see also IRC 61(a)12, 1.61-12 – discharge of debt = income
30

Zarin v. Comm. (casino chips not money, is debt enforceable??)
30

Disputed Debt Theory – see also IRC 108(e)5
30

IRC 108(e)5 – purchase money debt reduction; underlying price changes, debt changes also, this is NOT a forgiveness of debt.  (Think car loan with wrong sticker price)
31

Collins v. Comm. – (OTB stealing, theft is income)
Unit 6

31

IRC   103 – interest on municipal bonds (not taxed, subsidy through the Code)
31

Deadweight loss (income not collected by gov’t)
35
Unit 7
(deductions intro)
35
IRC     21 – household credit (capped at top, no overnight camps)
40
IRC     62(a)2 – AGI - trade or business deductions of employees
40
IRC     67 – 2% floor on itemized deductions
IRC   162 – expenses connected to trade or business
35

IRC 162(a) – “ordinary and necessary …in carrying on any trade or business”
36

Welch v. Helvering – (payment for bankrupt co. was capital; not “ordinary”)

Gilliam v. Comm. – (art teacher; no deduction for legal fee; attack during travel)
37

Comm. v. Tellier – (Criminal defense, look to underlying activity)
37

Exacto Spring Co. v. Comm. – (shareholder/employee; Posner v. USTC)
37

162(m) – public employees; based on goals, compensation committee
38

Pevsner v. Comm. (salesgirl, clothing “adaptable to everyday use”, not ded.)
40

McCabe v. Comm. (commute not deductible; choice of where live is personal)
41

Flowers (cited by McCabe; where one chooses to live is personal)
41

Fausner v. Comm. (cited by McCabe; necessary business tools exception; commute is deductible; Rev. Rul 75-380; p. 263)
41

Hantzis v. Comm. (law student not “away from home”, home is where bus. is)
41

Moss v. Comm. (lawyer lunches at restaurant; not ded. – no outside person)
41

IRC 162(a)(3) – final line – 1 year presumption on 2 home test
41

IRC 162(c) – bribes are not deductible
36

IRC 162(e) – lobbying not deductible EXCEPT locally ((e)2)
36
IRC   212 – expenses connected to production of income (outside trade/business)
IRC   262 – No deduction for personal expenditures (see unit 3)
41
IRC   274(n) – 50% Meals & entertainment
40-41
IRC   280(e) – penalty provision – nothing associated with drugs is deductible
36
Subsidy Test – if pretax yield = posttax yield then it is not subject to tax
43
Unit 8
(capitalization)
42
IRC    167 – depreciation
50
IRC    168 – Accelerated cost recovery system
50
IRC    179 – election to expense certain capital expenditures
45
IRC    197 – amortization of goodwill and intangibles (15-year default)
45
IRC    263 – capital expenditures ($5,000 de minimus (p. 46); 1 year guidepost)
42-49

Reg. 1.263(a)-1 – expenditures on capital property MUST be capitalized
45

Reg. 1.263(a)-2 – title defense must be capitalized be capitalized; 1.212-1(k)
45-46

Woodward v. Comm. – (reacquisition of company stock is capital)

Schultz v. Comm. – (whiskey tax capitalized; usually match character to income)

INDOPCO, Inc. v. Comm. – (friendly takeover; fees for acquisition capitalized)


Generally, capitalize if there is a future benefit ($5,000 de minimum)

Some exceptions; advertising deductible despite future benefits; 1.162-20


Severance pay is deductible; Rev. Rul. 94-77


Employee training is deductible; Rev. Rul. 96-62
48

Almost all internal employee costs deductible; PNC Bancorp. v. Comm.


Regs since INDPOCO – is it “inherently facilitative”?
49

Rev Rul. 2001-4 – heavy maintenance on aircraft; does it improve value?  Does it prolong life?  Does it adapt to new use?  If none, then likely deductible repair

IRC    263A – capitalization of certain costs, self-created assets
42-49

Idaho Power – if used for construction, capitalized into building
46

1.263(a)-4 – capitalization of intangibles “included but not limited to”
47-48


IRC 1016 – adjustments to basis for capital expenditures
Unit 9
(standard deduction, personal exemption, credits & itemized deductions)
52
IRC      24 – Child Credit
52
IRC      25A – education credits
52

Reg. 1.25A-5(b), allowable to third-party payors
52
IRC      32 – EITC
52
IRC      63(c) – standard deduction
52
IRC      68 – itemized deductions
54

3% “haircut” after $100,000 for itemized deductions
54
IRC    151 – personal exemptions
52
IRC    152 – dependant defined
52
IRC    170 – Charitable contributions
55

Rental house, no deduction
56

Hernandex v. Comm. (scientology “audits” and “training” not deductible; 170(f)8)


170(l) – 80% of college sports tickets deductible

IRC    213 – itemized medical deductions (7.5% floor)
54

See IRC 104-106 ; amounts received for med not taxed
54
IRC 1014 – basis from a decedent = FMV

IRC 1015 – basis of gifted property


Reg 1.1015-4 – part sale/part gift; greater of amount paid or transferor basis


Reg. 1.1011-2 and 170(e) – part sale/part gift to charity – proportional use of basis
Discussion with Don Korb (IRS Chief Counsel) re tax shelters
52

“sham transaction” – Gregory v. Helvering
52
Unit 10 (taxable unit)
57
IRC        1(g) – Kiddie tax (1-10x standard deduction in “unearned income”)
58
IRC        2 – definitions of status
57

Druker v. Comm. (marriage penalty constitutional)

IRC      71 – Alimony (income)

71(c) – child support nondeductible

IRC    215 – Alimony (deduction)
IRC   7703(b) – definition of marriage


Rev. Rul. 76-255 – annulled marriages never happened; sham divorces don’t count

Unit 11 (property transactions)(see realization and basis notes)
59
Realization event = sale, exchange, disposition, involuntary conversion (1033) or casualty
IRC 1001 – Determination of Gain (on sale, disposition or other realization event)

Comm. v. Tufts (assumption of Nonrecourse mortgage included in amount realized)
63

Estate of Franklin v. Comm (real estate tax shelter, Firebird Inn, no good)
64-67

Rev. Rul. 77-110 – NR debt exceeding value too contingent; not real debt

IRC 1011 – general basis rules

IRC 1012 – basis = cost

IRC 1014 – basis from a decedent = FMV

IRC 1015 – basis of gifted property


1015(a) – lower of basis or FMV; if FMV lower then donor gets NO LOSS
62
IRC 1016 – adjustments to basis

IRC 1041 – transfers between spouses (carryover basis, no gain/loss)
59

Farid-Es-Sultaneh v. Comm. (antenuptual agreement; 1041 does not apply to transfers before marriage.  purchase, no carryover basis)
Unit 12 (recognition rules)
65
IRC   165 – Losses (recognized unless compensated by insurance)
65

IRC 165(c) – trade or business, entered into for profit, or casualty loss
65

Casualty losses – 1.165-7; theft losses – 1.165-8
67
IRC   166 – Bad Debts

IRC   121 – Sale of principal residence (must live there for 2 years of last 5)
69
IRC   267 – related party rules (no brother-in-law, common-law whatever, or cousin)
66
IRC   469 – passive loss rules (only offset passive income)

IRC 1031 – like-kind exchange


IRC 1031(b) – gain recognized = lesser of gain realized or boot received
68

IRC 1031(c) – no loss recognized with 1031 + boot
68

IRC 1031(d) – basis = carryover basis – cash + gain recognized

Allocate payment based on relative FMV on exchange date

IRC 1091 – wash sales (within 30 days)
66
Unit 13 (capital gains)
69
IRC       1(h) – capital gains rate (15%); 25% for 1250 unrecapture; 28% collectibles

IRC   170(e) – charitable contributions of capital property 
76

Reg 1.170A-1(c) – default rule, deduction = FMV


IRC 170(e)1(a) – Deduction = FMV – [non-LTCG gain (if any)]
76

IRC 170(e)1(b) – deduction = FMV if tangible personalty used for it’s function
76

Diedrich v. Comm. – “net” gifts; donor gets income of the gift tax
IRC 1211 – capital losses capped at $3,000 per year 

IRC 1212 – capital loss carryforward (no carryback for individuals)
72

(corps get back 3, forward 5)
IRC 1221 – capital asset defined 
70

1221(a)1 – (NOT inventory OR property held for sale in ordinary course of bus.)
71

Malat v. Riddell – dual purpose is obtaining land; sale must be “primary”
73

Bramblett v. Comm. – not directly in business of selling land; killed by 267
72

Business efforts?  Generally determinative.
73

1221(a)3 – literary works, copyrights, etc. NOT capital
76

1221(a)4 – note from ordinary activity throws off ordinary income
73

1221(a)7 – pre-identified hedges
77

Corn Products – hedge on price of inventory is not capital
77

Arkansas Best -  capital stock IS capital, even in sub providing inventory
77

1.1221-2(d)5 – stock is not included in (a)7 hedging
77

Fruit & Tree analogy – sell tree – capital; sell fruit – ordinary
79

U.S. v. Maginnis – lottery case – ordinary income stream = ordinary gain
79
IRC 1222 – definition of terms relating to capital gain/loss

IRC 1223 – holding period; 1223(2) – carryover basis = carryover holding period
IRC 1231 – trade or business property (owned for over 1 year) – see p. 554

Firepot – casualty gain/loss from business & investment property
74

Hodgepot – Firepot + sale/exchange of bus. prop. + condemnation of cap. asset
74
IRC 1245 – recapture of depreciated personal business property
73
IRC 1250 – recapture of depreciated real business property (in excess of SL)
74
Unit 14 (timing and methodology)
80
IRC    263 – capital expenditures – see unit 8


Reg. 1.263(a)-4(e)(4)(iii) - $5,000 de minimus 
49

Reg. 1.263(a)-4(f) - 1 year guidepost
80
IRC    446 – methods of accounting ([cash] individual) ({accrual} corp)
IRC    451 – taxable year of inclusion (receipt under both [cash] and {accrual})

Constructive receipt?  Carter v. Comm. – lacked control – no constructive receipt
80

Rabbi Trusts – CONTINGENCY
80

Rev. Rul. 80-52 – barter club; points usable immediately, taxable immediately
80

RCA v. U.S. – prepaid fees recognized when received for {accrual}, Schlude
81
IRC    461 – taxable year of deduction
82

IRC 461(h) – defer deduction until actual economic performance
82

Ford Motor Co. v. Comm. – immediately deduct cost of annuities
82
Unit 14 (interest)
82
IRC    163 – interest


163(a) – trade or business income – deductible
83

163(d) – interest relating investment (not include cap gain, generally)
83

163(h) – personal home mortgage interest (ONLY home mortgage) – deductible
83

Knetsch v. U.S. – Sham transaction on borrowing of annuity

IRC    221 – student loan interest (phaseouts at $50,000 AGI)
83
IRC    265 – interest relating to tax exempt income – not deductible

IRC  1272 – current inclusion of OID (when issue price < redemption price)
84
IRC  1273 – determination of OID (1/4% de minimus rule, 1273(a)3)
84
IRC  7872 – loans with below-market interest – impute OID
85
Unit 14 (installment sale – NOT ON TEST) – see also Unit 4 Annuities, Section 72
IRC    453 – installment sales use installment method

IRC 453(c) – installment method - proportional
Depreciation Tables 
86
Intro Income Tax notes 01/09/2007
Deborah.schenk@nyu.edu
Room 430H

X86163

Office hours – the hour right after class
Materials


Code & Regs abridged


Text book (5th ed. or better)


Supplement


Chirelstein – Law Student’s guide to Tax

She has a tendency to talk quickly, tell her to slow down if necessary.
Exam – open book (of course).  Text only, no online.

Grading – Scheck uses low end of % for curve, then bumps up


Class participation – 2 kinds; talk regularly and well then automatic bump-up






Talk less regularly or less well, potential bump-up


No laughing at other students.

No ad hominum comments – be nice when criticizing

Test your ideas.
Use discussion group.  Will correct/add from class.  Prof. prefers questions be posted to blackboard rather than e-mailed to her.
Educational philosophy – community of scholars working together.

How to answer specific questions – wholly federal statutory law.  Administrative materials.  Cases – nearly irrelevant..
Tax lawyers – planning.

Problem method, not case method.

Sources of law for tax

Constitution – congress granted power to levy taxes


States also have power to tax (can be restricted by congress i.e. internet)
1913 - 16th amendment – congress can do whatever it wants w/r/t taxes.

Federal income tax, as applied to individuals.


Transfer taxes – gift, estate, GST


Excise taxes – specific goods – alcohol, gas


Payroll taxes – FICA, FUTA


User Fees – Taxes on activities; admission to park, bridge tolls
Law of federal income taxes

IRC – USC title 17 – “the code”


House ways & means cmte then to Senate Finance Cmte.


Treas. Dept. offers tax proposals (gen’ly once a year)

Joint Committee on Taxation – issue reports; produce “blue book” after any legislation to explain the law

Internal revenue code of 1986, as amended through …

Legislative history – of questionable reliability

Treasury regulations.



Generally - Administrative procedure act.



For Treas. Regs – specific 

263 – capitalized fees

263A – capitalized interest

Regulation

1.Code Section-Reg #

1.263-1

Why regs are used – sometimes Treas. Has authority to define law – “Legislative Regulation”; given the effect of law
Others – “interpretive regulations” – given strong support.
Administrative announcements


Rev. Ruling – 2001-46 C.B. 410 (Year-Ruling number Cumulative bulletin; Government answering a question)  Judges will mistake this as the law.

Rev. Proc. – 2001-13 (administrative processes of Treas. Dept (how forms should look, etc.)

Generally rulings are issued on important 

Private Letter ruling – IRS specifically determines for you what results will be.  Tend to be much more binding than Rev. Ruling on THAT individual, no authoritative effect on other taxpayers

“Voluntary” reporting.

Deficiency notice


Administrative hearing


If outstanding



Pay



Pay, sue in District Court (jury)

      Claims Court (jury)

Don’t pay - Sue in Tax Court (court of 1st juris. for tax, no jury)

Corporations with large deficiencies tend to use


Sophisticated judges

USTC appealed to circuit court in which the person resides.  USTC is required to follow precedent of THAT circuit.  Appeals are rare.
Supreme Court – VERY rarely given cert.; emergency or dispute among the circuits.

Every case is based on statute.

1/12/2007
Three goals of a statute


Efficient


Equitable


Administrable (corollary is the level of complexity)

Efficient – reach the goal of congress and nothing else

Equitable – fairness

Head Tax – lump sum/ per person


Nothing you can do to avoid the tax (except die)


Will not affect behavior in any way


People will consume less, but EVERYONE will consume $100 less (built in to all taxes)

VERY efficient


Easily Administrable


Not  Equitable

· Ability to contribute – we should take into account people’s ability to pay

· Wherewithal to pay – what if someone is incapable of paying (incapable of work, minor, etc.)

Payment based on Ability


Based on not ability to earn but what people are actually earning.


If not actualized, cannot measure it

Why not use IQ

People have control of this – will change behavior


Does not appropriately match 


Does not take into account luck

Market markers (all actually taxed in some manner)

Wealth – State Franchise & Federal Transfer taxes
Income – Income Taxes

Consumption – Sales taxes

100k labor

900k lottery

          1,000k total


 800k consumption


 200k remaining


 100k savings from PY


300k total savings

Income Tax

For efficiency, it’s not whether the statute will change behavior, but only that it will change behavior only in the way that congress intended (e.g. lower taxes on farmers to get people to become farmers)


More people invest in cows


Price of cows, go up when there’s a lower tax rate


Price of byproducts change as well


Externalities - Cow farts – methane gas

Ideally – uniform tax on all investments

Nonuniform tax – 

Public policy reason

If there is an easily substitutable goods, we want to discourage the purchase other things; disincentive.

Labor vs. Leisure


“sit on the couch”

Wage rate – amount to get someone off the couch


Tax on labor, not on leisure


    Cannot eliminate tax on labor – income tax is biggest moneymaker for U.S.


    Cannot tax on leisure – too close to lump sum tax

Tax system encourages people at the margin not to work


Homemakers & child care have felt the biggest impact

	
	Income
	Tax

	A
	100,000
	20,000

	B
	50,000
	5,000

	C
	1,000
	0


A 

Progressive taxation 

Vertical equity – lining up people by income, more income means more ability to pay


Horizontal equity – two people with the same ability to pay, pay the same taxes

Violation of Horizontal equity – person who makes the same but is paying less


Any violation of Horizontal equity is also a violation of Vertical equity

	
	Income
	Tax

	A
	100,000
	20,000

	B
	50,000
	5,000

	B’
	50,000
	3,000

	C
	1,000
	0


What if someone does not precisely match the definitions congress gives?

Similar categories – taxed the same, but not the same.


Difficult interpretation questions

What a tax return looks like


Gross income – IRC 61 et. seq. (Gross receipts less exclusions)



Exclusions –    Statutory (gifts, retirement, etc.)





Receipt is not income (loan, etc.)


Less


Deductions – all deductions are given at the discretion congressional 




Deductions necessary to define income




Subsidies


Taxable Income


X Rate


Tax


Less


Credits – dollar for dollar reduction of tax liability


Taxes due
(Second half of course, property transaction, acquisition and disposition of property)


1940’s – withholding system


Virtually no withholding on Capital.


Tuesday – start defining “income”, straight to unit 2 problems

Tues. January 16, 2007
Defining Income

Fringe benefits – (2 largest not discussed – medical care & pensions)

IRC 61 - (a) General definition.--Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items:

(1) Compensation for services, including fees, commissions, fringe benefits, and similar items;
(2) Gross income derived from business;

(3) Gains derived from dealings in property;

(4) Interest;

(5) Rents;

(6) Royalties;

(7) Dividends;

(8) Alimony and separate maintenance payments;

(9) Annuities;

(10) Income from life insurance and endowment contracts;

(11) Pensions;

(12) Income from discharge of indebtedness;

(13) Distributive share of partnership gross income;

(14) Income in respect of a decedent; and

(15) Income from an interest in an estate or trust.

Questions from unit 2


Summer associate; earns 20k and has NYC 2% taxes paid on her behalf.  Is income.  Does not matter who receives the benefits or what form the benefits take, as long as it is to the benefit of the taxpayer.  Old Colony trust v. Comm. 91-93 

Why was it to the employer’s benefit to pay NYC taxes for the summer associate?  Yes.  Income.
IRC 119 - (a) Meals and lodging furnished to employee, his spouse, and his dependents, pursuant to employment.--There shall be excluded from gross income of an employee the value of any meals or lodging furnished to him, his spouse, or any of his dependents by or on behalf of his employer for the convenience of the employer, but only if--

(1) in the case of meals, the meals are furnished on the business premises of the employer, or
Meal voucher?  


Was it used? Presume yes

Convenience of the employer? Yes

Was it furnished on premises? No

Was it provided in kind? No

132 – de minimus rule (132(a)(4)) – generally cash or cash equivalent is not subject to de minimus rule.

What about firm dining room?  Not taxable – 119.


Give cash after 7?  Taxable, not furnished on premises.  What if it was on account or firm paid for delivery – not taxable.  Furnished on premises, not necessarily cooked on premises.
Employer captures some benefit to fringes.

Why do we do it the way we do?  Why exclude some meals, not others?   Incentive to give food instead of cash.  No freedom, part of doing the job.
Other fringe benefits – IRC 132
Working condition fringes – 132(d) – could deduct if you paid for it yourself.  Will cover more in depth later.

100 cash



102 cash


    2 yellow pad (excluded)

-   2 buy a yellow pad


100 total



100 total     = horizontal equity

Problem


Parking Space - 132(f)(1)(B) – cap $100/month


Transit pass – 132(f)(1)(C) – cap $175/month


Dial-a-car – taxable (unless a mass transit van, 132(f)(1)(A))
Occasional sports events – de minimus fringe, is economic income but is excluding for administrative reasons.
What if it is a regular occurance?  If a rational person would consider this to be a benefit, then it is for the benefit of the taxpayer.

Airfares :


1.) Employee of airline “deadheading” (taking flight when there is availability – Accession to his wealth, would fall under 61(a)1 taxable income absent statute to the contrary.  132(b) – no additional cost service, costs airline nothing.  See example Reg 1.132-2(c) 


2.) Hitch a ride on company jet of widget company.  Taxable.  What does he include?  Include FMV of ticket on a commercial jet – code ignores difference b/t cost of commercial airline and cost of private jet

Equity consequences – violates horizontal equity  different rates for people in different businesses.  132(b) benefits service industries, detriments those that produce business goods.
Presumption – cash and in-kind services presumed to be same value


3.) law student gets free ride on firm for interview.  Not an employee – 132 does not apply.  Section 61 – is it income?  Gotcher p. 112 – convenience of the employer.  Cash is always is to the primary benefit of the employee.  This plane ticket?  Gift 102?

4.) husband of law student in 3 also flown in
Efficiency consequences

132 

(a) Exclusion from gross income.--Gross income shall not include any fringe benefit which qualifies as a--

(1) no-additional-cost service,
(2) qualified employee discount,

(3) working condition fringe,

(4) de minimis fringe,

(5) qualified transportation fringe,

(6) qualified moving expense reimbursement,

(7) qualified retirement planning services, or

(8) qualified military base realignment and closure fringe.


(b) No-additional-cost service defined.--For purposes of this section, the term "no-additional-cost service" means any service provided by an employer to an employee for use by such employee if--
(1) such service is offered for sale to customers in the ordinary course of the line of business of the employer in which the employee is performing services, and
(2) the employer incurs no substantial additional cost (including forgone revenue) in providing such service to the employee (determined without regard to any amount paid by the employee for such service).


(c) Qualified employee discount defined.--For purposes of this section--
(1) Qualified employee discount.--The term "qualified employee discount" means any employee discount with respect to qualified property or services to the extent such discount does not exceed--
(A) in the case of property, the gross profit percentage of the price at which the property is being offered by the employer to customers, or

(B) in the case of services, 20 percent of the price at which the services are being offered by the employer to customers.

(2) Gross profit percentage.--
(A) In general.--The term "gross profit percentage" means the percent which--

(i) the excess of the aggregate sales price of property sold by the employer to customers over the aggregate cost of such property to the employer, is of

(ii) the aggregate sale price of such property.

(B) Determination of gross profit percentage.--Gross profit percentage shall be determined on the basis of--

(i) all property offered to customers in the ordinary course of the line of business of the employer in which the employee is performing services (or a reasonable classification of property selected by the employer), and

(ii) the employer's experience during a representative period.

(3) Employee discount defined.--The term "employee discount" means the amount by which--

(A) the price at which the property or services are provided by the employer to an employee for use by such employee, is less than--

(B) the price at which such property or services are being offered by the employer to customers.

(4) Qualified property or services.--The term "qualified property or services" means any property (other than real property and other than personal property of a kind held for investment) or services which are offered for sale to customers in the ordinary course of the line of business of the employer in which the employee is peforming [FN1] services.


(d) Working condition fringe defined.--For purposes of this section, the term "working condition fringe" means any property or services provided to an employee of the employer to the extent that, if the employee paid for such property or services, such payment would be allowable as a deduction under section 162 or 167.


(e) De minimis fringe defined.--For purposes of this section--
(1) In general.--The term "de minimis fringe" means any property or service the value of which is (after taking into account the frequency with which similar fringes are provided by the employer to the employer's employees) so small as to make accounting for it unreasonable or administratively impracticable.
(2) Treatment of certain eating facilities.--The operation by an employer of any eating facility for employees shall be treated as a de minimis fringe if--

(A) such facility is located on or near the business premises of the employer, and

(B) revenue derived from such facility normally equals or exceeds the direct operating costs of such facility.

The preceding sentence shall apply with respect to any highly compensated employee only if access to the facility is available on substantially the same terms to each member of a group of employees which is defined under a reasonable classification set up by the employer which does not discriminate in favor of highly compensated employees. For purposes of subparagraph (B), an employee entitled under section 119 to exclude the value of a meal provided at such facility shall be treated as having paid an amount for such meal equal to the direct operating costs of the facility attributable to such meal.

(f) Qualified transportation fringe.--
(1) In general.--For purposes of this section, the term "qualified transportation fringe" means any of the following provided by an employer to an employee:
(A) Transportation in a commuter highway vehicle if such transportation is in connection with travel between the employee's residence and place of employment.

(B) Any transit pass.

(C) Qualified parking.

(2) Limitation on exclusion.--The amount of the fringe benefits which are provided by an employer to any employee and which may be excluded from gross income under subsection (a)(5) shall not exceed--

(A) $100 per month in the case of the aggregate of the benefits described in subparagraphs (A) and (B) of paragraph (1), and

(B) $175 per month in the case of qualified parking.

(3) Cash reimbursements.--For purposes of this subsection, the term "qualified transportation fringe" includes a cash reimbursement by an employer to an employee for a benefit described in paragraph (1). The preceding sentence shall apply to a cash reimbursement for any transit pass only if a voucher or similar item which may be exchanged only for a transit pass is not readily available for direct distribution by the employer to the employee.

(4) No constructive receipt.--No amount shall be included in the gross income of an employee solely because the employee may choose between any qualified transportation fringe and compensation which would otherwise be includible in gross income of such employee.

(5) Definitions.--For purposes of this subsection--

(A) Transit pass.--The term "transit pass" means any pass, token, farecard, voucher, or similar item entitling a person to transportation (or transportation at a reduced price) if such transportation is--

(i) on mass transit facilities (whether or not publicly owned), or

(ii) provided by any person in the business of transporting persons for compensation or hire if such transportation is provided in a vehicle meeting the requirements of subparagraph (B)(i).

(B) Commuter highway vehicle.--The term "commuter highway vehicle" means any highway vehicle--

(i) the seating capacity of which is at least 6 adults (not including the driver), and

(ii) at least 80 percent of the mileage use of which can reasonably be expected to be--

(I) for purposes of transporting employees in connection with travel between their residences and their place of employment, and

(II) on trips during which the number of employees transported for such purposes is at least 1/2 of the adult seating capacity of such vehicle (not including the driver).

(C) Qualified parking.--The term "qualified parking" means parking provided to an employee on or near the business premises of the employer or on or near a location from which the employee commutes to work by transportation described in subparagraph (A), in a commuter highway vehicle, or by carpool. Such term shall not include any parking on or near property used by the employee for residential purposes.

(D) Transportation provided by employer.--Transportation referred to in paragraph (1)(A) shall be considered to be provided by an employer if such transportation is furnished in a commuter highway vehicle operated by or for the employer.

(E) Employee.--For purposes of this subsection, the term "employee" does not include an individual who is an employee within the meaning of section 401(c)(1).

(6) Inflation adjustment.--

(A) In general.--In the case of any taxable year beginning in a calendar year after 1999, the dollar amounts contained in subparagraphs (A) and (B) of paragraph (2) shall be increased by an amount equal to--

(i) such dollar amount, multiplied by

(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar year in which the taxable year begins, by substituting "calendar year 1998" for "calendar year 1992".

In the case of any taxable year beginning in a calendar year after 2002, clause (ii) shall be applied by substituting "calendar year 2001" for "calendar year 1998" for purposes of adjusting the dollar amount contained in paragraph (2)(A).
(B) Rounding.--If any increase determined under subparagraph (A) is not a multiple of $5, such increase shall be rounded to the next lowest multiple of $5.

(7) Coordination with other provisions.--For purposes of this section, the terms "working condition fringe" and "de minimis fringe" shall not include any qualified transportation fringe (determined without regard to paragraph (2).


(g) Qualified moving expense reimbursement.--For purposes of this section, the term "qualified moving expense reimbursement" means any amount received (directly or indirectly) by an individual from an employer as a payment for (or a reimbursement of) expenses which would be deductible as moving expenses under section 217 if directly paid or incurred by the individual. Such term shall not include any payment for (or reimbursement of) an expense actually deducted by the individual in a prior taxable year.


(h) Certain individuals treated as employees for purposes of subsections (a)(1) and (2).--For purposes of paragraphs (1) and (2) of subsection (a)--
(1) Retired and disabled employees and surviving spouse of employee treated as employee.--With respect to a line of business of an employer, the term "employee" includes--
(A) any individual who was formerly employed by such employer in such line of business and who separated from service with such employer in such line of business by reason of retirement or disability, and

(B) any widow or widower of any individual who died while employed by such employer in such line of business or while an employee within the meaning of subparagraph (A).

(2) Spouse and dependent children.--
(A) In general.--Any use by the spouse or a dependent child of the employee shall be treated as use by the employee.

(B) Dependent child.--For purposes of subparagraph (A), the term "dependent child" means any child (as defined in section 152(f)(1)) of the employee--

(i) who is a dependent of the employee, or

(ii) both of whose parents are deceased and who has not attained age 25

For purposes of the preceding sentence, any child to whom section 152(e) applies shall be treated as the dependent of both parents.
(3) Special rule for parents in the case of air transportation.--Any use of air transportation by a parent of an employee (determined without regard to paragraph (1)(B)) shall be treated as use by the employee.


(i) Reciprocal agreements.--For purposes of paragraph (1) of subsection (a), any service provided by an employer to an employee of another employer shall be treated as provided by the employer of such employee if--
(1) such service is provided pursuant to a written agreement between such employers, and
(2) neither of such employers incurs any substantial additional costs (including foregone revenue) in providing such service or pursuant to such agreement.


(j) Special rules.--
(1) Exclusions under subsection (a)(1) and (2) apply to highly compensated employees only if no discrimination.--Paragraphs (1) and (2) of subsection (a) shall apply with respect to any fringe benefit described therein provided with respect to any highly compensated employee only if such fringe benefit is available on substantially the same terms to each member of a group of employees which is defined under a reasonable classification set up by the employer which does not discriminate in favor of highly compensated employees.
(2) Special rule for leased sections of department stores.--
(A) In general.--For purposes of paragraph (2) of subsection (a), in the case of a leased section of a department store--

(i) such section shall be treated as part of the line of business of the person operating the department store, and

(ii) employees in the leased section shall be treated as employees of the person operating the department store.

(B) Leased section of department store.--For purposes of subparagraph (A), a leased section of a department store is any part of a department store where over-the-counter sales of property are made under a lease or similar arrangement where it appears to the general public that individuals making such sales are employed by the person operating the department store.

(3) Auto salesmen.--
(A) In general.--For purposes of subsection (a)(3), qualified automobile demonstration use shall be treated as a working condition fringe.

(B) Qualified automobile demonstration use.--For purposes of subparagraph (A), the term "qualified automobile demonstration use" means any use of an automobile by a full-time automobile salesman in the sales area in which the automobile dealer's sales office is located if--

(i) such use is provided primarily to facilitate the salesman's performance of services for the employer, and

(ii) there are substantial restrictions on the personal use of such automobile by such salesman.

(4) On-premises gyms and other athletic facilities.--
(A) In general.--Gross income shall not include the value of any on-premises athletic facility provided by an employer to his employees.

(B) On-premises athletic facility.--For purposes of this paragraph, the term "on-premises athletic facility" means any gym or other athletic facility--

(i) which is located on the premises of the employer,

(ii) which is operated by the employer, and

(iii) substantially all the use of which is by employees of the employer, their spouses, and their dependent children (within the meaning of subsection (h)).

(5) Special rule for affiliates of airlines.--
(A) In general.--If--

(i) a qualified affiliate is a member of an affiliated group another member of which operates an airline, and

(ii) employees of the qualified affiliate who are directly engaged in providing airline-related services are entitled to no-additional-cost service with respect to air transportation provided by such other member,

then, for purposes of applying paragraph (1) of subsection (a) to such no-additional-cost service provided to such employees, such qualified affiliate shall be treated as engaged in the same line of business as such other member.
(B) Qualified affiliate.--For purposes of this paragraph, the term "qualified affiliate" means any corporation which is predominantly engaged in airline-related services.

(C) Airline-related services.--For purposes of this paragraph, the term "airline-related services" means any of the following services provided in connection with air transportation:

(i) Catering.

(ii) Baggage handling.

(iii) Ticketing and reservations.

(iv) Flight planning and weather analysis.

(v) Restaurants and gift shops located at an airport.

(vi) Such other similar services provided to the airline as the Secretary may prescribe.

(D) Affiliated group.--For purposes of this paragraph, the term "affiliated group" has the meaning given such term by section 1504(a).

(6) Highly compensated employee.--For purposes of this section, the term "highly compensated employee" has the meaning given such term by section 414(q).

(7) Air cargo.--For purposes of subsection (b), the transportation of cargo by air and the transportation of passengers by air shall be treated as the same service.

(8) Application of section to otherwise taxable educational or training benefits.--Amounts paid or expenses incurred by the employer for education or training provided to the employee which are not excludable from gross income under section 127 shall be excluded from gross income under this section if (and only if) such amounts or expenses are a working condition fringe.


(k) Customers not to include employees.--For purposes of this section (other than subsection (c)(2), the term "customers" shall only include customers who are not employees.


(l) Section not to apply to fringe benefits expressly provided for elsewhere.-- This section (other than subsections (e) and (g)) shall not apply to any fringe benefits of a type the tax treatment of which is expressly provided for in any other section of this chapter.


(m) Qualified retirement planning services.--
(1) In general.--For purposes of this section, the term "qualified retirement planning services" means any retirement planning advice or information provided to an employee and his spouse by an employer maintaining a qualified employer plan.
(2) Nondiscrimination rule.--Subsection (a)(7) shall apply in the case of highly compensated employees only if such services are available on substantially the same terms to each member of the group of employees normally provided education and information regarding the employer's qualified employer plan.

(3) Qualified employer plan.--For purposes of this subsection, the term "qualified employer plan" means a plan, contract, pension, or account described in section 219(g)(5).


(n) Qualified military base realignment and closure fringe.--For purposes of this section--
(1) In general.--The term "qualified military base realignment and closure fringe" means 1 or more payments under the authority of section 1013 of the Demonstration Cities and Metropolitan Development Act of 1966 (42 U.S.C. 3374) (as in effect on the date of the enactment of this subsection) to offset the adverse effects on housing values as a result of a military base realignment or closure.
(2) Limitation.--With respect to any property, such term shall not include any payment referred to in paragraph (1) to the extent that the sum of all of such payments related to such property exceeds the maximum amount described in clause (1) of subsection (c) of such section (as in effect on such date).


(o) Regulations.--The Secretary shall prescribe such regulations as may be necessary or appropriate to carry out the purposes of this section.

Friday, January 19, 2007
Fringe benefits continued
132 does apply to dependants sometimes, but in spouse case this is not applicable.  Courts have found spouse

Reg 1.61-2(d) – value of bargain purchase
Problem 3, 

Fred Flintstone – buys $1.5 million house for $1M, but forfeited house back if he left employment within 10 years.  Option under 83. (why not lodging under 119?  Not for employer’s benefit, not employer’s premises)
Value of something is the value on the open market.
83(a) – no longer have a substantial risk of forfeiture.  Under PARTIAL vesting, it works each year, otherwise WAIT UNTIL LAST YEAR

	
	
	83(a)
	83(b)

	Receipt
	
	0
	500,000

	Leaves
	Get $1M back
	0
	0

	Vests
	(if value is $2.3M)
	1,300,000
	0

	
	(if value is $800,000) Loss not count – no realization event
	0
	0

	
	
	
	

	Sale
	Vest price $2.3 M ($2.5M sale price)
	200,000           2.5M-($1M +1.3M)
	1,000,000       2.5M-($1M +0.5M)

	
	Vest price $0.8 M ($2.5M sale price)
	1,500,000           2.5M-($1M + 0)
	1,500,000       2.5M-($1M + 0)

	
	
	
	

	
	Vest price $2.3 M ($0.9M sale price)
	(1,400,000) Loss      0.9M–($1M+$1.3M)
	(600,000) Loss      0.9M–($1M+$0.5M)

	
	Vest price $0.8 M ($0.9M sale price)
	(100,000) Loss         0.9M–($1M+ 0)
	(100,000) Loss      0.9M–($1M+0)


1.83-2(a) – do not get money back if elect to be taxed now under 83(b)


Suggest or advise – NEVER you must do something
Most common 83 – restricted stock
Why do an 83(b) election?  Startup worth very little prior to an IPO
Unit III

Problem 1a – Donnie – Doctor, provides services to Ted


Ted, Ski instructor, gives ski lessons to Donnie’s kid

Services -  Regs 1.61-1(a) – value of what you get in any form, including services

Who has income?


Donnie – 61(a)2, business income


Ted – 61(a)2 business income


Ted’s kid – no income – Section 102 gift

Presume, Donnie & Ted’s services valued at the same.  What is it’s value?  Market value
b.)
Natalie – earns extra $15, pays a dog walker; Len does not
Natalie






Len


$15





0 no overtime


   0 – Dog walker not deductible

0 walk dog self


$15 taxable




0 no tax

Imputed income – services performed yourself.  Not taxed.  Why not?


Difficult to value (cleaning house, taking care of kids)
Problem 2

Gifts and support are treated the same.

Unit III

Problem 2 – tuition (Section 117)
Arthur – mother pays $25k of Arthur’s tuition; support – excludable
Bill – grandfather pays $25k cash to Bill, which he uses to pay tuition; gift – excludable (gift taxes are an issue)

Carla – full scholarship for $25k; scholarship – excludable; Section 117 – 


Scholarship must state it must be used to pay tuition, books and/or fees


Cannot be for services (work-study is taxable)

Danielle – state college, lower tuition; excludable
Edgar – works, then uses earned wages to pay tuition.  Wages – taxable
Frank – reads and listens to educational tapes for a year.  Leisure – excludable; imputed income, not taxable
Gina – works for X for five years, quits to go to college and X pays her tuition.


Likely taxable; 102(c) – employer cannot give gifts to employee

If you give to an individual – gift;  

Give to an educational institution not specifying an individual – charitable contribution
Gift – 
factual determination (no congressional definition either)


Look to transferor’s motive


Compensatory – bad



Detached and disinterested generosity – good




Donee must make showing of donor’s intent


Duberstein p. 127


For gift taxes – transfer without consideration; not used for income taxes

102(c) – what about “goodbye” presents, the gold watch?  Falls under 102(c) but IRS has not pursued it.
Horizontal equity – Carla & Edgar have same consumption – but treated differently
If 117 were taken out of code – A,B & C have same consumption, but C would be taxed and A & B would not

Why not want to just make all tuition deductible?  Inefficient – would change behavior.


Trying to tax the total amount available 

Why not include everything?


Would require eliminating the exclusion for support and gifts (A & B) – administrative nightmare.


Tax government benefits?  Would have to tax police, fire, schools, highways.

Unit IV

Fee simple – he owns all the rights

Glenshall Glass – income must be an accretion to your wealth

Problem 2


Pedro purchases land for $200k – no tax consequences

Land goes up in value to $500k – no tax consequences, no realization event, Section 1001

Pedro agrees with Arrow for a 10-year lease at $10k rent per year; rental income, all profit; Hort Case p. 144 (same with dividends and interest)
Pedro permits hunters to build tenant improvement – lodge that reverts to Pedro after 10 years.  Cost to build is $50k, in 10 years is worth $55k.
Helvering v. Bruin – in notes; Court held that landlord got taxed when obtained rights to the tenant improvement
NOW – Section 109 – no gross income when improvements are made or property vests

Land value – present value of future cash flows + residual
Time value of money, basics.


Why realization rule provides a benefit as opposed to paying now – benefit of the time value of money.

GENERALLY, Defer income – accelerate losses and deductions
No realization or valuation problems on financial instruments (stock, bonds, etc.)

Four word answer – time value of money

Friday January 26, 2007

Unit 4, problem 2


Hypo - If Pedro sold 100 acres of his 500 acre property for $90k

Amount received - 

90,000


Amount Paid


40,000 (200,000 purchase price / 5)


Gain



50,000

Actual problem – Pedro sells hunting rights to land in perpetuity for $100,000

Anaha land – easement;  the sale of a right was simply a return of capital from the purchase price of the land that included those rights

Problems – don’t know what value of hunting rights were when Pedro bought the property.  Is is fair to construe hunting rights as half the value (100k of 200k basis).

Problem 3

Lady A purchases house for $200,000



She finds thousands of tulip bulbs in the front yard: not taxable, included in the purchase price of the house



What if she sells tulips for $1,000


Amount received - 
$1,000


Basis


Portion of house payment


Income


difference

Cesarini – people find money in a piano.  If cannot show that you paid for the undiscovered property, taxable upon discovery.  Treasure Trove – taxable when found.  Cesarini paid $500 for piano with $3k in it – if paid less than value of treasure trove, more likely to be considered income
Bought a house and everything in it for 100,000 – bought everything in the house
Option A




Option B


House 99k



House 100k


Coins    1k



Coins
  0 – not factored into purchase price

Option A better for taxpayer – incentive to jack up the basis of the coins – better tax rate, not included in housing exclusion, time value of money

Fact determinative – very fact specific

Problem 3c – not a realization event, property is not materially different
Cottage Savings – went to S. Ct. p. 159; swap of debt instruments
Loss situation – IRS wanted very hard realization problem, must be for cash



  Taxpayer wanted very easy realization – make it easy to take losses early
Court – wanted something in between; legal entitlement and property must be materially different
For corporations – rights on liquidation; rights to profits.

Problem 4 – annuity problem – Section 72
Paid $7,000 for annuity paying $1k per year for 10 years.

	Balance
	Interest
	Balance
	Distribution
	Balance
	Bank
	Bank
	Annuity
	Annuity
	Taxable
	Tax 
	Present

	Beginning
	
	Before
	
	After
	Taxable
	Return
	Taxable
	Return
	Income
	Savings/
	Value

	of Year
	
	Distribution
	
	Distribution
	Income
	of Capital
	Income
	of Capital
	Advantage
	Liability
	at 7.07%

	
	
	
	
	
	
	
	
	
	
	at 40%
	


	   7,000.00 
	    494.90 
	     7,494.90 
	    1,000.00 
	     6,494.90 
	        494.90 
	      505.10 
	      300.00 
	    700.00 
	      194.90 
	     77.96 
	     72.89 

	   6,494.90 
	    459.19 
	     6,954.09 
	    1,000.00 
	     5,954.09 
	        459.19 
	      540.81 
	      300.00 
	    700.00 
	      159.19 
	     63.68 
	     55.59 

	   5,954.09 
	    420.95 
	     6,375.04 
	    1,000.00 
	     5,375.04 
	        420.95 
	      579.05 
	      300.00 
	    700.00 
	      120.95 
	     48.38 
	     39.48 

	   5,375.04 
	    380.02 
	     5,755.06 
	    1,000.00 
	     4,755.06 
	        380.02 
	      619.98 
	      300.00 
	    700.00 
	        80.02 
	     32.01 
	     24.42 

	   4,755.06 
	    336.18 
	     5,091.24 
	    1,000.00 
	     4,091.24 
	        336.18 
	      663.82 
	      300.00 
	    700.00 
	        36.18 
	     14.47 
	     10.32 

	   4,091.24 
	    289.25 
	     4,380.49 
	    1,000.00 
	     3,380.49 
	        289.25 
	      710.75 
	      300.00 
	    700.00 
	       (10.75)
	      (4.30)
	      (2.86)

	   3,380.49 
	    239.00 
	     3,619.49 
	    1,000.00 
	     2,619.49 
	        239.00 
	      761.00 
	      300.00 
	    700.00 
	       (61.00)
	    (24.40)
	    (15.20)

	   2,619.49 
	    185.20 
	     2,804.69 
	    1,000.00 
	     1,804.69 
	        185.20 
	      814.80 
	      300.00 
	    700.00 
	     (114.80)
	    (45.92)
	    (26.73)

	   1,804.69 
	    127.59 
	     1,932.28 
	    1,000.00 
	        932.28 
	        127.59 
	      872.41 
	      300.00 
	    700.00 
	     (172.41)
	    (68.96)
	    (37.52)

	      932.28 
	     65.91 
	       998.20 
	    1,000.00 
	          (1.80)
	         65.91 
	      934.09 
	      300.00 
	    700.00 
	     (234.09)
	    (93.64)
	    (47.57)

	
	
	
	
	
	     2,998.20 
	
	   3,000.00 
	
	        (1.80)
	      (0.72)
	     72.83 


Each payment is comprised of return of capital and profit.

What if annuity is paid for 5 years and then person dies and is paid $5k?  Profit ratio is always going to be the same.
For annuities that last until death, need to know actuarial life expectancy
What if person with 10 year life expectancy gets 1k each year for life, and dies after 5 years?


Years 1-5 ; 700 return of capital, 300 income


Year 6 – Mortality Loss (Total loss of $2,000) – Year 6 Loss = ($3,500), nets out.

What if, same scenario, she lives 15 years?

Years 1-10 – 700 return of capital, 300 income

Years 11+ - Mortality Gain – all $1,000 is gain.

Tuesday January 30, 2007 – Unit IV continued

Annuities – Tax preferenced

Comparison between Annuity and earning interest in the bank.




Annuity


Bank


Year 1
300



494.90

Annuity – Tax advantaged in the beginning, Tax disadvantaged at the end.

Since an annuity of $7,000 has a real tax advantage of $72, this will get priced into the market.


Transition pressure – once in the code there is difficulty in getting in changed

Definition of annuity under regs of section 72 – NOT a bank account
Comparing Annuity to life insurance

Unit IV, Problem 4(b)

Nelson – life insurance proceeds on death of 13,864; under section 101 – NOT TAXED

Life insurance – not only delivered tax free, but grows tax free.

Market reflects – Insurance company’s lower rates


Gets used as a savings vehicle as well as for life insurance purposes


Annuities and banks – now disfavored



Life insurance companies have netted almost all the benefit of this

Term – one year policy, ends at end of year
Whole life – life insurance with investment component


Each year for 40 years – 1100 payment ; 1000 premium and 100 investment; get a 40,000 payment.  Die early, great return.  Die late, return of 0.

Unit V

Creditor/Lendor – lends money (principal)
Borrower/Debtor – repays principal plus interest

For now – fixed term loans

Problem 1 – 

Zarin borrows $400,000 from Bank – not Taxable.  Collins case defining income , p. 172.  Benefit to borrower, borrower gets use of money.  Not under Section 61 – not income.
No tax consequences to the Bank either.

Zarin gives back 100k and is forgiven remainder of debt.  300k taxable - IRC 61(a)(12). and 108(a)(1).  See also 1.61-12.

What if Zarin was bankrupt?  Not taxable – 108(a)(2) – Title 11 exclusion. (Title 11 is bankruptcy)
Problem 2 – 


Zarin borrows 400k from casino – wins 80k and repays full amount of the debt.

Zarin – income from gambling – 80k; repays whole amount, no discharge of indebtedness income
Problem 3 –


Zarin borrows 400k from casino, loses 320k, repays remaining 80k.



Tax consequences?  Need to know if debt is forgiven.



If forgiven, is enforceable?  If it was enforceable, income; if unenforceable, then not a real indebtedness – no income. Real Zarin Case, page 180 – not enforceable, not income.


Disputed Debt theory – operates with respect to property, debt owed is not what was originally agreed to, reform the debt to conform with the actual value of the property.


Bank is out of pocket the cash – casino is not out of pocket anything.


If there is no debt – why is there no income when chips are given to him?

Real Zarin case – crazy off the track reasoning.

Friday February 2, 2007
Unit V, Problem 5

Purchase of $400k in chips on credit, Zarin loses all but $80k and returns it.  Casino reduces debt on “property”

Not 108(e)5 – purchase money debt reduction for solvent debtor


Property



Seller extends debt to the Buyer



Seller/Creditor adjusts debt owed by Buyer/Creditor downward to reflect a lower purchase price.

Example – buy car from GM, have loan from GMAC.


BOTH parties agree that change from original purchase price is what is going on.



IRS tends to agree if the parties’ interests are in conflict

Unit V, Problem 4


Zarin steals $400k; after gambling he returns $80k.


Illegal or illicit income, taxable – James case


Zarin recognizes income of $400k when he steals from the casino.  The $80k later will reduce this.


Why tax theft proceeds currently?  No subsequent event for failure to return proceeds (like there is with a loan).  Do not need to claim specifically what the 

Tax effects to victim of theft – gets casualty loss

No statutory rules to reduce income/grant deduction when embezzlers/thieves return the proceeds, but the service

Unit 6 – last unit on income


Section 103

Tax expenditure analysis – 


Direct expenditure – write a check in spending


Tax expenditures- Through taxes & subsidy

When government hands out direct subsidies, it is generally not taxable (can’t pay taxes with cheese from government)
When run subsidies through the code – IRS is given responsibility over which they may not have expertise.

Transparency is higher with direct expenditures.  Recently there has been a tax expenditure report.

Loan proceeds – not income; not taxed – normative
Tax subsidies are open-ended, not a defined dollar amount like a direct expenditure.  Impossible to determine exactly how much the subsidy is going to be.


Tax subsidy itself will effect behavior and how much cheese people will buy

“upside-down” subsidy – higher tax brackets benefit more from subsidies and exclusions.  Credits do not have this problem.
Enforcement mechanisms – for tax subsidies must have way of ensuring the subsidy goes to it’s intended purpose.

Religious subsidies – cannot give money directly to religious institutions, but tax benefits are ok.  Not subject to income tax, can receive a charitable contribution and give deduction.  Housing of clergypeople, etc.
In order to get tax subsidies, must be in the tax system

1.) Cheese, no tax 
100-30 taxes

	$70 
	Cash
	     30
	Taxes
	

	  10 
	Cheese
	     (10)
	Cheese
	

	
	    
	     20
	Revenue
	


2.) $10/no tax

100-30 taxes

	$80 
	Cash
	     30
	Taxes
	

	|

|

V
	
	
	
	

	$70
	Cash
	     (10)
	
	

	  10 
	Cheese
	     20
	Revenue
	


3.) $15/taxed

115-35 taxes

	$80 
	Cash
	35
	Taxes
	

	|

|

V
	
	
	
	

	$70
	Cash
	     (15)
	
	

	  10 
	Cheese
	     20
	Revenue
	


4.)  Tax exclusions depend on the bracket
100 receipts

  32 exclusion
  68 taxable income

  20 Tax

	$80 
	Cash
	20
	Taxes Revenue
	

	|

|

V
	
	
	
	

	$70
	Cash
	
	
	

	  10 
	Cheese
	
	
	


5.) (Identical to 4)
100 receipts

  32 exclusion
  68 taxable income

  20 Tax

	$80 
	Cash
	20
	Taxes Revenue
	

	|

|

V
	
	
	
	

	$70
	Cash
	
	
	

	  10 
	Cheese
	
	
	


6.) credit

100 receipts

  30 %
  30 Tax

 (10) credit

	$80 
	Cash
	20
	Taxes Revenue
	

	|

|

V
	
	
	
	

	$70
	Cash
	
	
	

	  10 
	Cheese
	
	
	


Section 103 – interest on state and local bonds

Why is this a subsidy?  Because taxpayers do not have to pay income taxes on Muni bonds, the municipality can pay a lower interest rate than the market.
Income to the recipient of the income, but it is not taxed – tax expenditure


Easier to administer


Takes politicking out of the scenario – market makes the allocation


Certain money out on a direct outlay – it may be more or may be less


Beneficiaries other than states and cities – rich people buying muni bonds.

Units 6 and 7 for next class

Tuesday February 6, 2007
By definition – simplistic view of tax expenditures are that they are inequitable and inefficient; they are intended to alter behavior and they effect taxing two types of income differently.
Price of capital.

Section 1(i)(2) – rates (page 21 of annotated code book)
0%

15%

25%

28%

33%

35%

Muni bonds – need to have rate higher than difference b/t market

For 25% taxpayers, the bonds have the same after tax.  This allows capitalization to everyone in the 25% tax bracket and up.  Having just a 6.5% would not allow enough capitalization, only the 35% taxpayers would purchase.
	Muni Bond
	Corporate Bond

	1,000
	7.5%
	1,000
	10%

	$75
	return
	$100
	return

	0
	Tax rate
	25%
	Tax rate

	$75
	After Tax Return
	$75
	After tax return

	
	
	
	


Deadweight loss – revenue lost to the federal government that didn’t go where it was supposed to.  E.g. a 35% taxpayer who buys a muni bond at 7.5% receives $75 of return, whereas the corporate bond would only have yielded $65.
Pension plans, Tax-free institutions, Very low income taxpayers, foreign taxpayers – should never buy muni bonds

13th Amendment – allows the levy of an income tax

Section 162 – Business deductions

Section 262 – personal deductions not allowed

Unit 7, Problem 1

Nick runs a pawn shop, (business)

Salaries, utilities, rent and phone bill - deductible



Used to produce income - normative


Bribe to policeman – not deductible, 162(c)



Not normative – would be deductible normally but isn’t – tax penalty


Fine – civil penalty, not deductible, 162(f), tax penalty 

Attorney’s fees to defend nick from a crime related to the pawn shop, origin of the claim was profit-making or business activities – deductible


280(e) – nothing to do with drugs is deductible – tax penalty

Lobbying – can lobby locally but not federally, 162(e) – partially deductible
Ads – depends on if they discuss lobbying particularly or just the business generally; if the business generally then deductible.  Simply do not mention the legislation itself, but emphasize only positive things.

In-house lobbying up to $2,000.  
Friday, February 9, 2007

Section 162 – deductible business expenses

Unit 7, problem 2

a.) “ordinary and necessary”

b.) “in carrying on a trade or business”

Law professor (Marshall) with anger issues – throws books at people when the phone goes off mid-class

Origin of claim test – began in class, should be deductible


OR Tellier p. 237 – throwing a book has nothing to do with the profession itself, the activity was not “carrying on a trade or business”


Even if in carrying on the trade or business – is it ordinary and necessary?



Helpful to the business
Gilliam case, p. 225


Dancer cited by Gilliam; deliveryman was carrying on trade or business even though not on business premises


Definitions of ordinary



Something that other people do



Not “inherently personal”
IRS goes after employer – streamlined; employer has all the records and it’s easier to go after the employer than the employee.

Problem 3


Shareholder/Employee Marcella


What do we need to know?


Posner – Exacto-Spring case, p. 227
A&B – shareholders

C&D – workers


Diverse interests – counteracts people shifting compensation without economic effect.

Posner – what if there’s no return?  Should CEO continue to be compensated?  Closely held corporations have problems.

Posner ignores



Industry poor overall



CEO comes in to “rescue” company

Presumption – shareholders know what’s going on, know their return


Other test – what are other people paid (very important to the Tax court)
Back to problem 3


Were all the shareholders employees?  If so, more of a risk


Many companies “zero out” income – pay out any income as a bonus to employees.


Only if $2.5M is unjustifiable do we say that less should be paid

For public corporations – 162(m) – compensation related to merit



Company makes decision; Board of Directors use outside directors to form compensation committee for the top payments – compensation over $1 million

Tuesday February 13, 2007
Employee business expenses

Gross income

Less Deductions above the line – Section 62 (where you deduct something)


Adjusted Gross income


Less Deductions



Standard Deduction or Itemized Deductions




Charitable gifts – 30% ceiling, Section 170(b)(1)(B)



Medical Expenses – 7.5% AGI floor; Section 213(a)



Taxes




Interest




Miscellaneous Deduction – 2% AGI floor; Section 67; found in 68(b)




Investment expenses under 212





Unreimbursed Employee Business expenses – Section 162


Taxable Income


X Tax rate        .

Tax


Less credits           .


Tax liability/credit

Most people take standard deductions – only 20% of taxpayers take itemized deductions.  Huge revenue cost to above the line 

Someone is given a yellow pad – Not taxable – working condition fringe 162(d)


Had the employee paid it, it would have been deductible



Ordinary and necessary in carrying on a trade or business

Someone buys the yellow pad and is reimbursed by employer 


Receipt of reimbursement – taxable
Expenditure – deductible, above the line – Section 62(a)(2)(A) reimbursed employee expense

Someone has higher salary and is expected to provide their own pads


Receipt salary – taxable
Buying the pad – deductible below the line, miscellaneous expense.  Likely below 2% floor.

People penalized by the tax penalty built into the 2% floor – people who spend money on real tools of the trade.
Limitations on business expenses that have some personal elements – Section 162

-Child care


-Travel & entertainment

What is consumption?  What is not consumption?  Subjective.


Surrogate taxation – eliminate/limit deductions – 274(n), travel & entertainment


Do not tax consumption element unless employer provides it directly to you and it is not found under 132.  MOST CASES – not what we do.  Look to deduction side, not pick up income side.
Unit 7, Problem 4

a.)

Credit for Expenses for household and dependent care services necessary for gainful employment – Section 21

Not completely normative – limited at the top

Cannot use as base for the credit more than the earned income – limited to earnings, the remainder would be consumption


21(b)(1) – qualifying individuals – basically people who cannot care for themselves


21(b)(2) – excludes overnight camps

What if people would have spent money on child care anyway?  Then this is a tax expenditure

Lower income people have a higher rate than higher income people – is a tax subsidy to some extent

Possible justification – provide horizontal equity for imputed income with stay-at-home childcare givers

b.)

Pevsner, p. 252 – adaptable to everyday use for clothing

Deductions are matters of legislative grace – need authority

Costumes cases - orchestra

Friday February 16, 2007 – next class is next Friday, Feb. 23.
Unit 7, Problem 4
c.) commuting costs – not deductible – cost of the car itself is not part of the business element, even if you’re doing work while in the car.
Tools of the trade exception – if there’s an additional cost for work related tools; if have separate trailer for tools of trade – cost of trailer is deductible, but car is not
“middle of the night exception” – dangerous travel, not permitted to go any other way for safety reasons – 
d.) travel – out of town business trip, to Washington – 162(a), Flowers
reasonable and necessary

incurred in the course of business


When traveling for business – transportation is deductible

Meals and lodging – 



Need to be incurred in course of business



Stay overnight



Reasonable and necessary



Away from home – (same metropolitan area) 162(a)2


Hantzis case


For meals – Correll case has taken “away from home” to mean “overnight”


Business meals are deductible – Section 274



Meals and entertainment disallowed – Section 262

f.)
Lunch with students – not deductible – does not improve bottom line; 

lunch with client – likely deductible, outsider

Moss case – definitely business, but no outside person – not deductible



They had turned it into on-premises, deductible with 119.

Who cannot deduct business meals  - people without clients

“Expense account living”


274(n) – 50% M&E nondeductible



Cost always borne by the person that bears the final economic cost

e.) – two business locations – temporarily away from one business location to do business in a second location.  He was there for 18 mos.  162(a) final line – 1 year cutoff, you can deduct up until it becomes apparent it will be more than a year, and you need to actually stay for less than a year.


Games – employer always says it will be less than a year


Games – employer 

Notes posted after class

Yes, this is confusing.  (1)-(3) are quotes from Rev. Rul. 99-7.  The last sentence of (1) sounds like it is a general rule, but in fact (as you surmise) it does not apply very often.  The ruling says that this rule does not apply if (2) applies.  Maybe it would help if I restate the rules:

(1) You can never deduct the cost of going from your residence to your principal place of business.  Ex:  I cannot deduct the subway fare of going from my home in Brooklyn to NYU.

(2) You can deduct the cost of going from your principal place of business to a temporary business location.  Ex:  I can deduct the cost of going from NYU to Columbia for a business meeting.

(3) You can deduct the cost of going from your residence to a temporary business location so long as you have a regular place of business.  Ex:  I can deduct the cost of going on the subway from my house in Brooklyn to a business meeting at Columbia.  

(4)  You cannot deduct the cost of going from your residence to a temporary business location if you do not have a regular place of business.  Ex:  Walker.  He had only temporary locations and no principal of business.  Therefore everything was commuting.

(5)  If you have a regular place of business, you can deduct the cost of going to a temporary business location outside of the metropolitan area whether you leave from your residence or your principal place of business.  Ex:  I can deduct the cost of my cab to the airport and my flight to the DC to meet with Treasury officials whether I leave from my Brooklyn home or NYU.

Unit VIII


Timing of deductions – 263, 263A

Equipment cost 10,000

Subsidy – taxpayer is allowed to deduct more than their actual cost.


What happens if you are permitted to expense the asset immediately?  Tax subsidy


When your after tax rate of return is the same as your pretax rate of return – there is no tax effect.  Deduction of something that lasts over a period of time is exactly the same as exempting the income.
Friday February 23, 2007
Recap of utility of subsidy for annuities or other payments over many years

At end of last class – taken to the extreme it is the same as exempting the yield


If your pretax yield is the same as your after tax yield, then, by definition your investment is not subject to tax

Government as co-investor


Invest as much as you have income against which the deduction may be offset.

Federal taxes are not considered a cost of acquiring property – Old Colony case

Need to be able to duplicate this (i.e. this will likely be tested)
	
	
	15%
	=
	3,000
	40,000
	x
	15%
	=
	6,000

	20,000
	x
	
	
	
	
	
	
	
	

	taxes
	50%
	=
	1,500
	taxes
	50%
	=
	3,000

	
	
	
	

	Pre-Tax
	=
	3,000
	=
	15%
	Pre-Tax
	=
	6,000
	=
	15%

	
	20,000
	
	
	40,000
	

	
	

	Deduct 
	20,000
	=
	10,000
	Benefit
	Deduct
	40,000
	=
	20,000
	Benefit

	
	

	After Tax
	=
	1,500
	=
	15%
	After Tax
	=
	3,000
	=
	15%

	
	10,000
	
	
	20,000
	


IRA example – not taxable upfront; presume 40% tax rate
2,000 wages

-2,000 not taxable

0



2000 Account





Grows over time; 10 years, 10%





5188





2075 tax





3133 after tax return

Roth IRA – expense upfront and nontaxable yield

2000 wages

-800 tax

1,200





1200 account





Grows over time; 10 years, 10%





3133 return





0 tax





3133 after tax return

Why not use IRA?


Illiquid


After tax yield may be higher
Year 1 

20,000 Income

20,000 Deduction

        0

1.) 
10,000 Year 1


10,000


20,000 = 50% Effective Tax rate

Year 10

20,000 Income

        0 deduction

20,000

       50% taxes

10,000

PV of 10,000 in 10 years = 6140

2.)
  6,140

20,000 = 31% Effective Tax Rate

Selectively reduce tax rates by accounting for more than your costs.
Income – term of art – receipts less costs used in obtaining that income

Expense – deduct immediately

Capitalize – 


Deduct over time (depreciate/amortize)


Deduct on disposition

What would it be correct to expense currently– 


Only produces income for a year



Insurance, rent, short term salaries, office supplies

Deduct on disposition –


Land – doesn’t go away, doesn’t decrease in value


Collectibles, Paintings, Jewelry and Artwork –bear no cost, do not decline in value


Commodities (gold)


Stock


Do not inherently decrease in value – stock does not necessarily decrease even if it does


Personal residence – produces imputed income which is not taxed
Deduct over time -  assets that produce income over a determinable period of time

Wines – when deductible


Currently



Business meals



Restaurants who use up wine in one year


Retain value



Collector wines

Authorities

Section 263

1.263(a)-1 – must capitalize 

Section 263A – self constructed property

INDOPCO

263(a)4 – intangibles

Override provision – section 179

167, 168 tangible

197 intangibles

Unit 8, Question 2 

a.) annual salary – generally deductible

a. not deductible if the employee is on a long term project that will not realize income

b.) 60 computers – capitalize – produces income beyond this year, capitalized under 263

c.) Self constructed building

a. All costs associated with costs in building the building, even those that would normally be expensed – interest, salaries, insurance, fees, etc.  according to 263A

i.) cost of land, lawyer’s fees and quiet title of 2.5M ; capitalized into land - regs 1.212-1(k)

ii.) construction supplies – capitalized into building section 263A; $8M  must keep separate – land is not depreciable, building is

iii.) construction workers – should be capitalized into bldg. under 263A, $150k; general counsel had salary of 300k some portion of which should be included based on prorated time or other method.
iv.) Backhoe – normally capitalized on own – machinery under 263,  if used only to build building – Idaho Power; depreciated over the life of the backhoe

Tuesday February 27, 2007
Unit 8, Question 2 continued
Backhoe – Idaho Power – the cost is attributable to the income produced by the building

How much to include?  Include how much the cost would have been – the amount of depreciation during the time of construction (in this case, 1 year out of 7 year property; $7,143)

Intangible assets


-Regs allow expensing of items immediately, unlike Indopco which says anything that lasts for more than a year must be capitalized


Is this ok?  Unlikely anyone can have standing

Unit 8, Question 2 d – intangibles


1.263A-4 – “included but not limited to

Training employees to use software – not covered by reg
G – hole in roof fixed – poorly designed that has been materially improved?  Did the value go up, or has the value gone up?  Taxpayer would argue that the value/life of the building is now what the taxpayer had expected it to be.
Airline rulings

Capital expenditures vs. expenses ; increase in value vs. repairs

Using Excel Depreciation worksheet 1

Depreciation – starts low and goes high – income is fixed for a period then depreciation should go up.

Friday March 2, 2007
Revisit – capitalization of intangibles

How do you know when to go to Reg 1.263(a)-4

263(a) – does not tell whether to amortize – only expense vs. capitalize (197 for amortization)

1.263(a)-4(b)1 – amount PAID for an intangible (not self-created)

1.263(a)-4(c) - “include but not limited to” – 14.) software

Must be capitalized, cannot be expensed

If not on list – does it produce income for 

When do you not have to capitalize software


Self-created


Income for a year or less


Software developer – creates as inventory


Buy “readily available software” off the shelf - e.g. MS Word

Unit 8, Question 2(d)


$50,000 custom software and $5,000 of training.  Software lasts of 5 years 


Software – capitalize



If training is part of software package – likely have to capitalize



If training is separate – will the benefit of the training last more than a year?



Rev Ruling 96-62 (p. 305) – employee training can be expensed





If benefits last more than one year – this is a subsidy

Question 2(e) – acquire competitor

Stock



-intangible



-lasts for more than a year



-purchased



In the list – 1.263(a)-4(c)

Valuation – inherently facilitative – part of the cost of acquiring the asset – MUST be capitalized, 1.263(a)-4(e)

Stock = cost of stock plus inherently facilitative cost


Broker Fee


Valuation


Legal Fees


Accounting Fees

INDOPCO – roll everything in

Regs give away some things – if not inherently facilitative then it may be deductible


-In house fees – deductible


-Investigative costs – deductible


Practice – delay as long as possible letters of intent, push as many costs to investigation as much as possible



Bring it all in house



Normative problems – in house lawyer vs. outside lawyer get different treatment


De minimum - $5,000 rule 1.263(a)-4(e)(4)(iii)
Unit 8, Problem 2(f)


$16,000 life insurance – 4-year policy
Hypotheticals


If 1 year, Jan 1 – Dec. 31 – expense


If 1 year, Oct 1 – Sept. 30 – expense – 12 month rule 1.263(a)-4(f)

	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	October
	October
	October
	October
	

	4,000
	4,000
	4,000
	4,000
	

	Should be
	1,000
	4,000
	4,000
	4,000
	3,000

	Subsidy from 12-month rule is very small


Depreciation Spreadsheet 2 – depreciation

179 – tangible assets that would otherwise be depreciated may be expensed


$100,000 total per year of personalty (equipment/machinery)

Same as exempting the return
Phaseout – after b/t $400-$500k put in service

Subsidy for small business

167 – assets that can be depreciated are those held for production of income or use in a trade or business – NOT person

Depreciate under 168 – must suffer wear and tear – NOT land, antiques, etc.

167(c)(3)1 – basis is depreciable base

168(b)4 – do not depreciate salvage value

Recovery period – defined in 168(e) – class life (published by the IRS)  “5-year” property – almost no asset is depreciated over it’s actual life, making this a subsidy.
Depreciation Method – may elect straight line, default is double-declining balance (MACRS – pronounced “makers” is the larger of DDB and Straight line, see table below from Spreadsheet 2)


Double declining – VERY accelerated

Convention – half-year – 168(d), mid-quarter, mid-month


Half year convention– deemed to sell/buy on July 1 (year of acquisition disposition only)

Mid quarter – 168(d)3

Accelerate as much as possible

BORING – Briana – I hope you’re happy I’m taking these notes – I’ve done depreciation tables almost every day for the past 6 years.

	Double Declining Balance
	clining Balance
	
	
	
	
	

	
	
	
	
	
	
	

	
	Adjusted basis
	Depreciation rate
	Depreciation
	Convention
	Depreciation

	Year 1
	100000
	x40%
	40000
	x 50%
	20000
	x

	Year 2
	80000
	x40%
	32000
	
	32000
	x

	Year 3
	48000
	x40%
	19200
	
	19200
	x

	Year 4
	28800
	x40%
	11520
	
	11520
	x

	Year 5
	17280
	x40%
	6912
	
	6912
	

	Year 6
	10368
	
	
	
	10368
	

	Total
	
	
	
	
	100000
	

	
	
	
	
	
	
	

	Switching to Straight Line Depreciation
	
	
	
	

	
	
	
	
	
	
	

	
	Adjusted Basis
	Depreciation Rate
	Depreciation
	Convention
	Depreciation

	Year 1
	100000
	/5
	20000
	x 50%
	10000
	

	Year 2
	80000
	/4.5
	17778
	
	17778
	

	Year 3
	48000
	/3.5
	13714
	
	13714
	

	Year 4
	28800
	/2.5
	11520
	
	11520
	x

	Year 5
	17280
	/1.5
	11520
	
	11520
	x

	Year 6
	5760
	
	
	
	5760
	x

	
	
	
	
	
	100,000
	x

	x = the amount of depreciation taken for the year
	
	
	


Once you switch to SL from DDB – you stick with SL.
What if sold in year 3 for $45,000?


Adjusted Basis = 


200,000 – 
100,000 (section 179)





- 20,000 (year 1 depreciation)





- 32,000 (year 2 depreciation)





-9,600 (year 3 depreciation of 19,200 after ½ year convention)



Basis = 
38,400



Gain =

  6,600

Real Estate – much less of a subsidy – do not have to account for salvage value

Residential real estate – 27.5 years


Commercial real estate – 39 years

Straight line – mid month convention – see depreciation spreadsheet

Intangibles – most fall under 197 – some fall under 167

Recovery period is 15 years – SL and use the full month of the date of acquisition
If not under 197, then under 167 for actual useful life.


Prior to 197 goodwill could not be amortized

Tuesday March 6, 2007

Personal exemption and standard deduction


Used to get people out of the tax system – approximates the federal poverty level


Why does Bill Gates not need them?  He has enough money, does not need for subsistence.  Personal exemption is phased out, standard deduction is not (though as a practical matter the wealthy taxpayers do not use the standard deduction anyway)
Cliff effect – if a tax effect is not phased out but merely disappears, there are significant reasons not to earn the one extra dollar above the cutoff

Section 152 – personal exemptions

Section 32 - Earned Income Tax Credit – refundable credit (really more like welfare)


Based on the amount of earned income (salary) and dependants


Ideas – refund of social security (now I is still lower than Social Security)

Section 24 - Child Credit – credit of $1,000 for each dependant child under 17 (phaseouts with income).  Small amount that is refundable – over $10k
Nonrefundable Education credits – Section 25A


HOPE credit – for first two years of college – 100% of first $1,000 and 50% and next $1,000 – phaseout with income.  Who actually gets to use?  Narrow band of Lower middle class.

Lifetime Learning credit – every year – 20% of up to $10,000.

Reg 1.25A-5(b) – third party payor

Historical perspective of tax shelters

Land tax could be avoided if peasant transferred ownership of land to local lord
Islam ascendancy – Muslims didn’t pay tax – lot of people of coverted

Czarist Russia – head tax – people would avoid Census

1935 – Helvering v. Gregory; J. Learned Hand – tax avoidance is good BUT substance over form
Legitimate Tax Shelters – tax favored investments or activities

Gray Tax Shelters

Abusive Tax Shelters – if all the facts were known, these would not be upheld in court

Middle ground – most interesting – corporate owned life insurance
History of passive activity loss rule

Income Shifting – within the family unit

Exemption

Deferral

Conversion

Leverage

Take many business activities and put them on a single tax return

Limited Partnership – not taxpayers, transparent entities.

Nonrecourse financing – used for more than just real estate

Look for early deductions

Now – passive losses are not allowed to be deducted against active income.  Section 469.
Friday, March 9, 2007 (day before spring break)

Itemized deductions – get reduced after $100,000 AGI  (3% “haircut) – Section 68

(Cannot be reduced lower than 20% of total itemized deductions)

Scheduled to be repealed in 2010 and sunset back into 2011

Reduction = [AGI – 100,000] x 3%

Example –


$300,000 AGI


$100,000 Itemized deductions

Taxes without section 68 – Taxable Income 200,000 – 55,728 tax; effective rate of 27.86%

Taxes with section 68 – Taxable Income 206,000 – 57,708 tax, effective rate of 28.01%

Itemized deductions – medical costs

What OUGHT to be the treatment
Unit 9, Problem 3
Steven – car accident – after surgery his nose looks better than before; income?
Susanna – solo accident; health insurance pays to repair her nose



Why would this be treated differently than a windfall or lottery?  Looking at the insurance over time.



What if her employer pays for the health insurance?  PREMIUM Should (normatively) be treated as employment compensation – rest s/b same
Jamal – personal health insurance – ends with same nose

Cheryl – free clinic – ends up with worse nose

Brett – breaks nose, no health care – permanently bent

Why deduct medical costs?


Like “maintenance”

Why not?


“capitalize” – like airplanes


Form of personal consumption

Current law – 


Section 213 – 7.5% floor; will not be deducted unless extreme

104, 105, 106 – amounts received are not included as compensation

Option 1 – get paid more, buy own insurance; TAXED, can deduct premium if over 7.5% floor; DUMB
Option 2 – get paid more, self-insure; TAXED – NO DEDUCTION; also lose out on risk pooling DUMBER
Option 3 – employer provided health insurance – NOT TAXED – excluded under 106; SMART
Big incentive for employer provided health care plans – example of how tax code affects behavior.

Charitable deductions


Donee consumption


Donor Consumption

Make gift to charity – congress “matches” it through deduction ; Section 170
Who’s hurt – 

people who take standard deduction

people who don’t pay taxes

people with 3% haircut
people who donate services

people who donate more than the cutoffs, or more than annual income (think Warren Buffet)
people who have other deductions and losses


charities who give something in return

charities dependant on labor (habitat for humanity)


churches or other places that receive donations from standardized deduction donors

Unit 9, problem 2

Parity – why no deductions for services?
Dan – contribute labor


Labor - 0 (not taxed, imputed income)


Deduction - $300


Net – (300)

Shannon – work overtime, donate $300


Labor income – 300


Deduction - $300


Net - 0

Sarah – charity directly to individuals is not deductible
PILC – auction – value of the item is presumed to be what is paid for


Donors – those who donate goods get a deduction



Those who donate services get no deduction


Rental house – no deduction at all (cannot deduct lost rent)  Ruling – cannot deduct “lost income” if you don’t include it for income to begin with.

Haverly – cannot deduct something you didn’t include in income to begin with.


Cannot deduct foregone income – lose out on the profit, only get costs.

Tuesday March 20, 2007

Who should bear the tax burden?

What is the taxable unit?

Three setups


Proportional, or “flat” tax – flat ratio for everyone.  Generally a misnomer, there is usually a “0” bracket for the lowest income taxpayers even in flat tax schemes


Regressive tax – tax rate goes down as income goes up.  Social Security


Progressive tax – tax rate goes up as income goes up.  Theory – the last dollar for the highest income person has less utility than the last dollar for the lesser income taxpayers.
The problem of who should bear the burden does not come up in proportional schemes – all the same rate.

	A
	B
	C

	10,000
	20,000
	150,000

	1,000
	2,000
	15,000

	1,000
	2,500
	25,000


When would C shift income to A?


Family members, close friends, corporation to shareholder ; entities that share the income

What should our taxable unit be?
	A
	B
	C
	D

	Single
	Married
	Single
	Single

	
	Husband = Dependant
	Child = Dependant
	Friend = Dependant

	40,000
	20,000
	20,000
	30,000
	10,000
	35,000
	5,000


Why not have every taxpayer stand on their own?

History lesson ; western states adopting community property laws in the 1930’s


Everything owned by one spouse owned by both spouses jointly


Community property states were very advantageous for married people until the advent of the joint return.


Head of household – single taxpayer with dependant child
Married Filing Jointly

Head of Household

Single

Married Filing Jointly

Single is very broad

The marriage “penalty”/marriage bonus

	A
	B
	C
	D & D’

	Single
	Married
	Married
	Single
	Single

	
	Husband
	Wife
	Husband
	Wife
	
	

	150,000
	150,000
	0
	75,000
	75,000
	75,000
	75,000

	
	Marriage Bonus
	Marriage penalty if rates are not exactly double that of single (will be again after 2010)
	
	


Section 1(g)– Kiddie tax – income shifting of investment income to child

Section 18 – Interest and Dividends


It doesn’t matter who receives the income, as long as parent controls the money

Alimony – who should be taxed?


Xhusband


XWife



Both?


Current law – husband deducts, wife gets taxed

Similar to taxation of gifts BUT, not disinterested generosity (cannot be Section 102)


Child support – not taxable, even when it goes to the custodial parent

Cash – never a property settlement (either alimony or child support)


Property – not alimony or child support; division of property
Alimony cannot be paid after death; if after death (of either party) then not alimony

Shift to the person in the lower bracket until you hit equilibrium

Property settlements in divorce – built in gains & losses


Negotiate for present value of future tax gain – need to presume a selling date

Friday, March 23, 2007

Taxation on Capital / Property transactions (next 7 classes)

Was briefly touched on in section 61

Order to approach capital questions
1.) Calculate realized gain/loss

2.) Is it recognized? (or deferred)

3.) If so, what rate?  Capital, ordinary, recapture, special

4.) Timing

Installment sales – last thing covered this semester; defers realized and recognized gains over time
Common mistake – some things are automatically capital assets; MUST ALWAYS CALCULATE GAIN/LOSS FIRST
Gain/Loss = Amount realized less Adjusted Basis
Amount Realized


Cash


Property


Services


-     FMV of property received
Basis – Section 1012 – 

Cost – Section 1012

Services - Section 83

· Section 1041

· Property = FMV of property received
· Mortgage (3/27/07)

Unit 11 Problem 5
a.)


Harvey


2000 – Purchases 2,000 shares of stock for $120,000




No tax now




Basis of $120,000



2005 – Gifts the stock to wife Wanda when worth $160,000




No tax for Harvey; not a realization event



No tax for Wanda; not income (a gift, excludible under 102)




Wanda has basis of $120,000, carryover basis Section 1041(a)
1041 takes precedence over 1015 since it is more specific to married people

1041 is different from gift rules.

b.) Harvey & Wanda divorce in 2003 and he gives her the stock per the divorce settlement



No tax to Harvey – not a realization event 1041(b)

c.) Given as consideration in antenuptual agreement when worth $140,000


Does the exchange of rights count as a realization event?  This does not fit within Section 1041 – Harvey is taxed on the $20,000 gain.

Court (& IRS ruling) is that basis to Wanda equals FMV at date of transfer – she reports nothing at the transfer


When Wanda sells for $160,000, her gain is $20,000 ($160,000 less Wanda’s Basis of $140,000)


Philadelphia Park situation

Unit 11 problem 1,
Arthur works for stock


Cost = value of services you had to perform and is equal to the amount included in gross income; Section 1011,  regs under Section 61, 

a.) For services rec’d 2,000 shares @ $200/share in Sept. 2006 ;



Income of $400,000, ordinary- value of work performed



Basis of $400,000 in the stock
Arthur later sells in 2006 for $250/share – gain of $100,000, realized and recognized, capital
b.) What if he had the option to buy the stock for $40/share? (value $200)
c.) What if he had the option to buy the stock for $40/share AND had to return the stock if he left within 5 years? (value $200)

Bargain, In connection with services, not fully vested


Section 83 exchange;  has option to elect 83(a) or 83(b)
Unit 11 problem 2


Betsy buys painting for $500  worth $12,000.  Basis is $500 – Section 1012

Unit 11 Problem 3


Chris buys Greenacre for $140,000


Chris then makes capital expenditures on the property for $30,000


Used for personal purposes (summer home) – no depreciation


Total adjusted basis = $170,000


Value = $240,000

Section 1001(b) – gain (if this isn’t a 1031 exchange) = $70,000


Bob has Whiteacre – Basis of Whiteacre = $100,000


FMV Whiteacre = $240,000


Gain = $140,000

They swap (NOT 1031)


Chris has basis in Whiteacre of $240,000

Philadelphia Park hypo

What if Greenacre is worth $260,00 but will swap for $240,000 Whiteacre for sentimental value?  Most times Chris’ and Bob’s amount realized is the same.

Basis to Chris s/b $240,000 – value on the OPEN market of prop. received

Bob



Amount realized is $260,000; value on open market of property received


What does Cost mean – 




Cost means Adjusted basis plus any amount already paid taxes on

Unit 11, Problem 4


Gift and inheritance rules

Dahlia, Buys Condo


$400,000 basis


Dahlia gives condo to Edward, worth $450,000; $160,000 of dep has been taken



If ultimately sold for loss – take lower of FMV or basis



Need to add gift taxes paid to donor’s adjusted basis




Adjusted basis for donee $240,000



Section 1015

b.)


donor’s adj. basis at date of gift = $240,000


FMV = $170,000

Donee’s adj. basis = lesser of the two = $170,000


Unrealized tax gain = goes with the gift; tax loss – MUST ADJUST NOW, the loss simply disappears.  Does not happen often – easier to simply sell to a third party.

Section 1015(a)

Is usually carryover basis

3 possibilities

c. ) what if it were inheritance by Edward instead of gifted


1014 – basis is FMV at time of death


Step-up in basis


Gifts – deferral; good


Death – exclusion – better for taxpayer



People tend to hold on stock


Compare to Section 121 next week

Monday March 27, 2007 

Debt & Liabilities

Recourse (personal liability) v. 

Nonrecourse debt (creditor bears risk, can only recover against the property.  Used mostly for “blue chip” property, property that likely won’t go down in value)

Tax consequences of a loan – NONE, there is an offsetting obligation

Unit 11, problem 6
Buy building; $50k own cash, $340 in loan

Basis = 390,000; loan does not count against basis



Per Crane – a purchase money mortgage counts, even if no cash
What if Buyer buys building for $50,000 and ASSUMES existing $340,000 liability 


Basis = 390k; rule is very pro-taxpayer; allows depreciation on 390 even though only $50k was paid thus far.  Depreciation before outlay ; Time value of money.
When sell for $100,000 and assumption of $340,000 loan

Gain/Loss = Amount received (100,000+340,000) less Adjusted basis 

Section 179 – real estate is not depreciable under 179, does not apply

Section 168 – 168(d) – salvage value is always zero

Adjusted basis = (390,000 – [10 years x 10,000] + 0) = 290,000
Gain = 440,000 – 290,000 = $150,000 gain, even though value went up in value by $50,000.

$50,000 – market appreciation

$100,000 – depreciation that, in retrospect, should not have been taken

Not Tufts where the loan was not eventually paid off; assumption v. forgiveness of debt
What if debt is not paid?

Discharge of indebtedness income – Section 61 (insolvency, etc. are exceptions)

What if Jennifer merely defaulted on the loan when value is $370 (basis still $290,000)

Mortgagor takes property and sells it


Default is a disposition – a realization event


Loan - $340,000; Building sold by bank for $370,000; gives Jennifer the extra $30k

Amount realized = $30k in cash + $340k for the loan forgiveness = $370k total

Gain = $370 - $290 = $80 gain

What if she defaults and the value is $200k (basis still $90)


Recourse – she must pay the $140 out of other property


Nonrecourse – Tufts (doctors have loan, balloon payment at end of 30 years; either default or pay off for appreciated property)


Interest pays the bank for the risk

Second Mortgage – available when there is equity in the property

When take out the loan – no tax consequences


No change in basis – Section 1012; not part of the cost of acquiring property (unless this is a capital expenditure)

Woodson Associates – second mortgage does not have to be reported when received

Estate of Franklin – Thunderbird motel; sale/leaseback

Rent payments same as interest on purchase price


When default at the end (or when depreciation runs out) – 340k gain on debt forgiveness; time value of money


Thunderbird managers – get cash upfront, they had no basis so do not lose on depreciation

Friday March 30, 2007
Estate of Franklin tax shelter – thunderbird motel

Why did the IRS prosecute this so much – there is likely a lot of available property that is fully depreciated

Why did the Doctors not get basis for the debt?  If FMV is substantially lower than non-recourse mortgage, the debt will simply be ignored for basis reasons.  Why?  Because people will NOT pay in the future, should not get the upfront benefit of basis for amounts they will pay if they DO NOT pay it.
Estate of Franklin – FMV is significantly lower than Nonrecourse debt

Order to approach capital questions

6.) Calculate realized gain/loss - completed

7.) Is it recognized? (or deferred)

8.) If so, what rate?  Capital, ordinary, recapture, special

9.) Timing

Gains - 61(a)3 – gains from sale of property are included in income
Section 1031 like kind exchange – nonrecognition rules

Losses – general rule Section 165(a) – losses are recognized unless compensated by insurance


Individuals 165(c) – business, profitmaking and 
Exceptions -
1091



  267



1031

Car used exclusively for business ; 
Purchase price 
$20,000






Dep.


   4,000






AB


 16,000






Amount Realized
   7,000






Loss


(  9,000)

If personal – then it is consumption – no depreciation, no loss realized

What if value goes up (antique car, Edsel)?


Gain recognized regardless; no depreciation taken

Unit 12 problem 1

a.) Rise - personal residence purchased for $510k; sold for $485k – loss of $25k not recognized since it is personal

Martin buys RESIDENTIAL (27.5 yr) rental prop. For $485k in jan ’04, sold in Nov. ’06 for $300k (11.5+12+10.5 = 34 mos total)

485k/27.5 years (sl/mm) = 1,470/month; total dep taken = 49,970
AB =
485,000 – 49,970 =
 435,030

Amount realized
=
300,000

Loss 
=


(135,030)
b.) Stan buys stock, $600k; over a year later sells stock to sister Betty for $430,000

no loss, sale to family – Section 267


Betty’s Basis - $430,000 – Section 1012

Betty sells to Olivia for $800,000; gain of $370,000
Realized gain

$370,000

Not recognized
$170,000 (built-in gain under 267(d) AND sold for gain)

What if value down to $400k?


Betty - $30k loss


Stan’s loss – completely vanishes

Problems with gifting – losses not allowed on built-in loss gifts (Section 1015)

What if Stan sells to brother-in-law Bobby Lee (Betty’s sister)?  Works!  267 far too arbitrary, sisters bad, brother-in-laws allow loss.
267 related party rules
What if Stan did sale/resale within 22 days with Bobby Lee for $430k/$435k.  

Loss disallowed Wash sale under 1091 – stock or securities within 30 days

Stan’s Basis - $605 – 1091(d) – take old basis plus/minus difference in price from the wash sale

Bobby Lee - $5,000 GAIN

Casualty loss – 165(a) for corps; all deductible

For individuals – 165(c)(3) – allows loss for personal; car accidents, acts of god (fire, storm, shipwreck) (1.165-7) and theft (1.165-8)


Acts of god count even if you were negligent


Casualty gain – insurance in excess of adjusted basis

Gain situation : Casualty gain – Casualty loss = Gain recognized

Loss situation : Casualty loss – Casualty gain = Loss – 10% AGI = deduction

Why allow casualty loss?  Taxpayer gets less consumption through no fault of their own
Missed class Tuesday April 3 – class was taped
See 1031 rules ; was review anyway.

Friday April 6, 2007

Characterization

Principal residence gain exclusion – Section 121; must live there for 2 years of last 5
Unit 13, Problem 1


Bond


Growth Stock


Income (dividend producing) Stock


Return appears to be the same, but risk may be different


IF risk is the same

	Bond
	
	Character
	Tax
	Net
	PY extra
	Total Net

	Purchase Price
	(10,000)
	
	
	
	
	

	Year 1
	1,000
	Ordinary
	350
	650
	
	650

	Year 2
	1,000
	Ordinary
	350
	650
	42
	692

	End of Year 2
	10,000
	Return of capital
	0
	10,000
	
	10,000

	Total
	
	
	
	
	
	11,342


Year 1 benefit reinvested = 650*.1*.65 = 42

	Income Stock
	
	Character
	Tax
	Net
	PY extra
	Total Net

	Purchase Price
	(10,000)
	
	
	
	
	

	Year 1
	1,000
	Capital
	150
	850
	
	850

	Year 2
	1,000
	Capital
	150
	850
	72
	872

	End of Year 2
	10,000
	Return of capital
	0
	10,000
	
	10,000

	Total
	
	
	
	
	
	11,772


Year 1 benefit reinvested = 850*.1*.85 = 72

	Capital Stock
	
	Character
	Tax
	Net
	PY extra
	Total Net – TVOM benefit too

	Purchase Price
	(10,000)
	
	
	
	
	

	Year 1
	0
	N/A – no realization
	
	
	
	

	Year 2
	0
	N/A – no realization
	
	
	
	

	Sale - End of Year 2
	12,100
	10,000 Return of capital
2,100        Capital gain
	315
	11,785
	
	11,785

	Total
	
	
	
	
	
	11,785


Year 1 benefit reinvested  = 1000*.1*1 = 100
Order of preference

Growth/Capital Stock

Income/Dividend Stock

Bond

Not know when stock is sold

Not everyone is in the top bracket (retirement funds)

Individuals rate could change year-to-year

Congress could change rates

Stock may not be a capital asset


Lot of speculation; cannot capitalize preferential tax rates into the costs



Price is driven up, but not driven up perfectly
Section 1221 – capital asset defined


Is something ordinary or capital?



To be capital gain – must be a capital asset and must have been sold or exchanged



Section 1 – Net capital gain is taxed at 15%


Capital gain defined in 1222(11) – LTCG over STCL

LTCG – asset must be held for longer than one year


1221 – everything is a capital asset EXCEPT 1221(a)(1)-(8); courts also excepted one thing


Capital losses for individuals – get $3000 deduction per year (Section 1211); if cannot deduct then carry forward to future years under Section 1212

Dividends – qualified dividends qualify at LTCG

Most people – top marginal rate = 35%


Labor – taxed at the top rate


Regularly recurring return ON capital – taxed at the top rate

What is capital gains – 


Investment stock


Securities



Bonds, warrants, debentures


Real Property (for investment)


Art, Antiques, collectibles


Copyrights, patents


Homes, cars

Stock – LTCL of (5,000)

Personal Truck – LTCG of $4,000; DOES offset stock loss,

If switch – a loss on truck does not offset stock gain – personal loss on truck never allowed

1221(a)1 – stock in trade that would be included in inventory or property held by the taxpayer primarily held for sale to customers in the ordinary course of trade or business is NOT capital;

Prof. sells brownstone –not “ordinary course of trade or business”, capital in nature

Mostly real estate
Prob. 2 – planning question

Tuesday April 10, 2007

Capital gains/Losses continued

Unit 13, Problem 2 – Planning problem; Hal & Winnie


Maximize after-tax profit, minimize after-tax loss on the sale of the property



More specifically – is there any way to treat this as a capital gain?

RULE – clients ask specific questions – the question itself is entirely irrelevant; answer ALL ramifications.
Farm bought for $50k – 500 Acres; 25 residential, 475 working farm


After 20 years – Mortgage of $150,000 – does not affect basis


Year 22 – now, suggested they subdivide
Do you have large capital loss carryforward? – ASK FIRST.  No.

FMV of whole property = $1M


House value
$350,000


Basis (50%)
    25,000

Realized
$325,000

Recognize                    0 - Principal residence gain exclusion – Section 121; must live there for 2 years of last 5

Farm Value 
$650,000

Basis (50%)
    25,000

Realized (est.)
$625,000

Tax Rate
           15%

These were ESTIMATES – if we subdivide – value may go up

Subdivide

Subdivision Fees
  (20,000) – goes into basis

Increase in value
   50,000

If subdivide – entering into business of selling property, 1221(a)1, ordinary course of trade or business; raises possibility of taxing the whole amount at 35% since it is not capital
1031 – regs – can swap for any land used in trade or business or 


If get new property with an income stream – can live on the income stream


Other options – form and sell to development corp – Bramlet


Sham transaction?



Motive for holding property before selling to corp.?

What if they want LTCG NO MATTER WHAT, utterly risk averse

just sell it without subdividing.


What if divide in only 2 or 3 plots?  Numbers alone don’t matter as much


Business Efforts Matter – the more effort put in, the less likely it is capital

If not utterly risk averse – how much can they do?


When is determination made?  At the time of sale – Malat; may have multiple motives
Unit 13 problem 2a


If sold property treated as ordinary income in exchange for notes, the notes are ordinary income – 1221(a)4

Unit 13 problem 3A

Depreciation recapture (1245 and 1250)

Unit 8 problem 4b redux (covered March 2, 2007) – business machine


Purchase price 

200,000

Section 179 deduction - 
100,000
Sold for $45,000 in year 3



Adjusted Basis = 



200,000 – 
100,000 (section 179)





- 20,000 (year 1 depreciation)





- 32,000 (year 2 depreciation)





   -9,600 (year 3 depreciation of 19,200 after ½ year convention)



Basis = 
38,400



Gain =

  6,600

Total depreciation = 161,600 (100,00+20,000+32,000+9,600)


1245 recapture (tangible personalty) – 

ordinary gain to the lesser of gain realized or amount depreciated

$6,600

What if sold for $225,000?

$161,600 ordinary gain; $25,000 Section 1231 gain - not capital asset – 1221(a)2
What if sold for $15,000?


(23,400) loss; $23,400 Section 1231 loss

Unit 13 problem 3B – real estate


Unit 8 problem 4c redux

Amount realized 
$220,000

Basis

  
  200,000

Dep. year 1 (SL)
      2,727

Dep. year 2 (SL)
      7,273

Dep. year 3 (SL)
         303

Total Dep.

    10,303

Adjusted Basis
  189,697

Realized Gain

    30,303

1250 recapture – only to the excess of SL depreciation (almost never happens)

1250 UNRECAPTURED depreciation– 25% tax rate – lesser of dep or gain - $10,303

1231 Gain -
20,000


Rates – Section 1



Capital Gains – 
15%



1250 Unrecaptured -
25%



Collectibles -

28%

1231 – gains – capital


Losses – ordinary

Firepot – gain/loss on casualty of trade or business property (1221(a)2) held for over 1 year

Gain/loss of casualty of capital assets held for inv. for more than 1 year


If Loss then Ordinary Loss; If gain then go to Hodgepot

Hodgepot – 
Hodgepot if net gain


Sale or exchange of 1221(a)2 held for more than 1 year



Condemnation gain/loss of 1221(a)2 or capital asset held for more than 1 year


If Loss then Ordinary Loss, if gain then Capital gain

Unit 13 Problem 4
Business Machine sold for $95,000
purchased for  $90,000; used for 4 years, 

depreciation    $60,000 

Adj. Basis
$30,000
Gain - $60,000 of Section 1245 Recapture ordinary; $5,000 1231 gain to hodgepot

$30k loss on vacant land used in business for 3 years


($30k) Section 1231 loss to hodgepot

$40k casualty loss on building held for 10 years



($40k) Section 1231 loss firepot

Firepot – ($40k) loss; loss taken as ordinary, does not go to hodgepot

Hodgepot - $5k gain + ($30 loss) = ($25k) loss – all ordinary

$5 gain on machine – ORDINARY; all losses ordinary

What if casualty loss had been insured for $100k?  Then all gain, firepot brings gain to hodgepot, ALL CAPITAL

Friday April 13, 2007

Unit 13 Problem 5
a.) Twyla creates legal brief with a $20,000 value
If she were paid to write the brief – ordinary income, labor.  

If she were to sell the brief – likely ordinary.  1221(a)(3) excludes a “a copyright, a literary, musical, or artistic composition, a letter or memorandum, or similar property” – brief can be argued either way, but brief is likely similar to a memorandum
Brief not subject to wear and tear – not depreciable

No basis – no cost to depreciate

Brief is going up in value

Sale followed by donation or just donate the property; 


Donation of property is generally FMV – Reg 1.170A-1(c)

Stock – Basis =
  $2,000

FMV =

$10,000

Sale/Donation


Gain = 8,000 x 15% (LTCG) = 1,200

Donation = 8,800


Deduction = 3,080

Donation


Donation = 10,000


Deduction = 3,500

IF you are going to donate – donating property is generally more advantageous

170(e) enacted to limit full FMV deduction


170(e)1(a) – full FMV deduction if would have produced LTCG, but NOT ordinary income or STCG

Deduction = FMV – [non LTCG]


170(e)1(b) – full deduction if tangible personal related to the purpose or function constituting the basis for its exemption, reduced if tangible personal UNRELATED to the purpose or function
Not mentioned – intangible assets that create LTCG - STOCK

b.) purchase for full FMV – if must relate to the basis of the original drafter then 1221(a)(3)(C)



-part donation, part purchase



-married couple – Carryover basis Section 1041
Unit 13 Problem 6 – hedging problem ; essentially Arkansas Best

Buy 51% supplier’s stock for $1.5M


1 year later, sell the stock for $1M

Not inventory – SUPPLIER of inventory; not in 1221(a)


Not a hedge, stock cannot be a 1221(a)7 hedge

Arkansas Best – IRS argued that the stock was not purchased for investing activity

With one exception (broker/dealer) stock is always a capital asset

Corn Products – purchase of corn futures; court ruled in more exceptions

Perfect case of courts and admin. writing rules in that aren’t in the statute
1221(a)7 – Arkansas Best limited Corn Products to it’s literal holding
1.1221-2(d)5 – stock is not included in 1221(a)7 hedging

1221(a)6-8 written by congress after Arkansas Best

Hedge – company want to fix their profits by fixing either costs or receipts; enter into a contract with a “counterparty”
Scenario 1 – Contract to buy newsprint for $60M



Actual cost at strike date, spot price- $50M

Sales of $100M of Newspapers


$100M income


$  50M costs

$  50M Ordinary Income

Contract


  $60 M


  $50 M

($10) M – absent 1221(a)7 would be LTCL – not deductible for individual.  Concerned about overtaxing
Scenario 2 – Contract to buy newsprint for $60M



Actual cost at strike date, spot price- $70M

Sales of $100M of Newspapers


$100M income


$  70M costs

$  30M Ordinary Income

Contract


  $60 M


  $70 M


  $10 M – absent 1221(a)7 would be LTCG/STCG
Hedges had an interest in certainty – asset that is part of hedging transaction is ordinary

Must be a hedging transaction – 1221(b)2(A)


Normal course of business

Primarily to manage risk of price changes w/r/t ordinary property; 
Generally ; 1221(a)8 – supplies regularly used by trade or business


Fact and circumstances test

Must be identified as a hedging contract when entered into
Unit 4 problem 2b redux – pedro and the hunting club


$10k per year for the use of a hunting club for 10 years


Rent – ordinary income


Hort 


Hort second half – no sale or exchange, therefore ordinary
2d – sold hunting rights for 10 years
Basically – upfront rent; convert income stream

If rent – no offset from basis


Ordinary income.  Why?


If what you receive is a substitute for an ordinary income stream, then the sale must also be ordinary.

Courts have distinguished between selling the property and receiving the possible income stream over time.

Selling property or selling a piece of the underlying property?

Value of the asset (review)

Rights to income over time

Residual

Makes no economic sense; selling entire asset (capital) INCLUDES theoretical rights to future income

Fruit and Tree anology



Fruit – ordinary



Tree - capital

Pedro sells rights to hunters – ordinary to Pedro

Hunters resell rights at a profit – CAPITAL

Lottery case – 

Win lottery – ordinary income; 10M x 20 years - $200Million

Current value - $160M



LaTerra – converting future rights to ordinary income results in current ordinary income

For Tuesday – finishing unit 13, then start timing

Tuesday April 17, 2007

Timing Issues –
Goals – defer income, deduct expenses currently

You want to defer income you get the benefit of – e.g. depreciation deduction for Purchase Money Security Interest

Unit 14 Problem 1 – cash basis
Income on cash receipt


Sanjay gets offer for his own TV show in December 2008 - $1M signing bonus.  Sanjay doesn’t need money for 1 year.  

Constructive Receipt



Is it equivalent to cash?




IOUs not equivalent to cash



Was there an economic benefit?  (paying off student loan)



If there is a steep discount – it is not considered tradeable

Set aside in escrow, prevent drawing by Sanjay until 2010


Idea – give as much benefit to Sanjay without having the economic benefit doctrine apply; deferred comp. 

– cannot have the right to possession (deferral in advance, before you know whether you are receiving something)

- cannot be something you can draw from

Rabbi Trusts – subject to some contingency; the creditors of the employer
Rev-Rul. 80-52
Regs under 461 – deduct when payment is made under cash method
Unit 14 Problem 1c


Accelerate deduction by prepaying accountant – prepaid expense


Within 1 year – ok; more than 1 year, must deduct over time

1.263(a)-4f

Unit 14 Problem 2 – Accrual basis taxpayer

Income occurs when rights are complete

December - Kaplan training – 10 people show up for a class costing $200 per person



Taxable – rights are fully established

Sells package for $2,000 – package allows person to take classes for 3 years.


Financial accounting – prorate over 3 years


Tax – all income recognized currently; must include when you receive it
Schludecase

Art Shnell rule – Chicago White Sox presell season tickets, taxed the next year – based on the CERTAINTY that all the income would be used the next year
Prepay employee to teach 10 classes – no deduction; 


Deduct when the liability/expense becomes fixed

Unit 14 problem 2d

Ford case – ford had large tort liability


-structured settlements


Purchase annuity that pays exactly what the structured settlement required



Ford made a profit on TVOM for being a tortfeasor



Resulted in 461(h)

Friday April 20, 2007

Accelerate deduction under accrual method

Ford Case continued
Section 104 – settlement for tort not taxable
Congress did not choose to allow PV of definite future 


Problems with using discount rate

Apple/orange questions


Loan?  Fed gov’t is loaning tax benefit to Ford
461(h) – use actual numbers, but defer deduction until economic performance


Economic performance rule – 461(h)2 – all events test deemed to be met no earlier than economic performance

-Services – when the services are performed; if someone does services now, paid in 5 years – will be deductible in 5 years (all events not met until PAID)

Recurring expenses – excluded from 461(h)


Interest



-trade or business – 162



-personal interest – home mortgage personal interest is deductible 163(h)

Unit 14 Problem 3

	
	Juanita
	
	Kevin
	
	Larry

	Home
	500,000
	
	500,000
	
	0

	Bank Acct.
	0
	
	500,000
	
	500,000

	Mortgage
	0
	
	(500,000)
	
	0

	
	
	
	
	
	

	Bank Acct. int. rec’d
	0
	
	20,000
	
	20,000

	Mortgage Ded. (BTL)
	0
	
	(20,000)
	
	

	Rent Payments
	0
	
	0
	
	(20,000)


Juanita – Imputed income, not taxed
Kevin – presuming he can take the below the line deduction – horizontal equity with Juanita

Larry – Rent is consumption, not deductible, no equity.  Why, why no rental deduction?  Incentive provision.  Subsidizes only a particular type of consumption
Imputed income based on rental value?
Interest – cash payment for the use of money – ALL FUNGIBLE

Limitations on personal interest that is deductible (for individuals, as always)

Trade or business interest – completely deductible – 163(a)


Personal interest – only home mortgage – 163(h)


Investment interest – 163(d)

Investment interest – money borrowed in order to invest


Borrow - $10,000 @ 10% interest - $1,000


Invest - $10,000 bond – return of $900



163(d) – can only offset investment deduction against investment income


Invest - $10,000 MUNI bond – $1,000 nontaxible income

265(a) – interest not deductible


Car - $10,000 – personal and imputed income – interest not deductible

Only exceptions – home mortgage (163(h)) and student loans (221) – (limit of $2,500, AGI pahseout starting at $50,000)
Temporary Regs under 163

Unit 14 Problem 4a


Borrow to purchase the business machine, not the personal car; always borrow for the deductible thing

Unit 14 Problem 4b


Interest on growth stock – generally not deductible – doesn’t throw off enough income

Tax arbitrage – nullified 163(d) does not include in “investment income” anything that would be taxed at a lower rate.  Really only effective on debt instruments.

Homeowners effectively are able to deduct consumption through the use of a home equity loan.

Unit 14 Problem 5d


Money borrowed for section 179 elected property, deduct all immediately


Tax arbitrage – the tax subsidizes the purchase of the machinery



Machine - $10,000 , 9% return



Loans - $10,000 , 10% interest rate

After tax – Machine gets 9% return

After tax – Loan costs 6.5% (10% with a 35% tax rate)

Creditor lends borrower for $10,000 - 1 year @ 10%,


Used to be, could label entire $11,000 payment as principal


If borrower does not use deduction, what if there is rate difference (rate arbitrage)


Use of Original Issue Discounts – when do we “impute” interest?
	
	Cash basis
	Accrual Basis

	
	
	

	Borrower
	Deduct when cash is actually paid out
	Deduct when all events test is met – deduct when it becomes fixed and certain, accrues as time passes

	
	
	

	Creditor
	Recognize income when actually or constructively received
	Recognize income when in the income has become fixed and certain, as it accrues over time


Original issue discount/zero coupon bond – Issue Price is lower than redemption amount
e.g.
Issue Price 

  7,462


Redemption Price
10,000


YTM =

       10% compounded semi-annually

Term =


3 years


1273 – definitions; 1272 mechanics

1272(d)2 – OID included in basis


1273(a)1 - Original Issue Discount = Redemption Price – Issue Price
1272(a)5 – semi-annual calculations, interest is included on accrual method 
What if a coupon bond is sold?

$10,000 bond bearing 10%



Sold at 10,000 – realization event, no gain

Sold at   9,000 –$1,000 discount is included as interest income to buyer – effectively now an 11% bond; Seller gets capital loss
Sold at 11,000 –$1,000 premium is reduces interest income to buyer – effectively now an 9% bond; Seller gets capital gain
Unit 14 problem 6
OID bond, bought at 7,462 – see above.

Value after 1 year 


7,462


   373


   392

Total
8,227

What if sold for 8,227?  

Realization event, no gain/loss – interest rates must have stayed the same

What if sold for 8,500?


Realization event, capital gain of 273 to seller.  

This will be recognized by buyer over time as OID interest income

OID – ANYTIME redemption price is greater than issue price

Unit 14 Problem 6c


B, an accrual basis corporation, borrows 7,462; with a redemption price of 8,300 and semi-annual interest payments of $250.


Both OID and interest payment – always OID when redemption price (8,300) greater than issue price (7,462)

Unit 14 Problem 7
Interest free loan – Section 7872
Employer and employee have “interest free loan” – really just another form of compensation
Recharacterized under 3 situations – 7872(c)


Employer/employee

disguised compensation


Corporation/shareholder
disguised dividend


Family members

gifted

Below-market loans

Term Loan – fixed maturity date

Demand Loan (almost always a gift loan) – due on demand

Back into OID treatment
	1
	33.33%
	20.00%
	14.29%
	10.00%
	5.00%
	3.75%

	2
	44.45%
	32.00%
	24.49%
	18.00%
	9.50%
	7.22%

	3
	14.81%
	19.20%
	17.49%
	14.40%
	8.55%
	6.68%

	4
	7.41%
	11.52%
	12.49%
	11.52%
	7.70%
	6.18%

	5
	 
	11.52%
	8.93%
	9.22%
	6.93%
	5.71%

	6
	 
	5.76%
	8.92%
	7.37%
	6.23%
	5.29%

	7
	 
	 
	8.93%
	6.55%
	5.90%
	4.89%

	8
	 
	 
	4.46%
	6.55%
	5.90%
	4.52%

	9
	 
	 
	 
	6.56%
	5.91%
	4.46%

	10
	 
	 
	 
	6.55%
	5.90%
	4.46%

	11
	 
	 
	 
	3.28%
	5.91%
	4.46%

	12
	 
	 
	 
	 
	5.90%
	4.46%

	13
	 
	 
	 
	 
	5.91%
	4.46%

	14
	 
	 
	 
	 
	5.90%
	4.46%

	15
	 
	 
	 
	 
	5.91%
	4.46%

	16
	 
	 
	 
	 
	2.95%
	4.46%

	17
	 
	 
	 
	 
	 
	4.46%

	18
	 
	 
	 
	 
	 
	4.46%

	19
	 
	 
	 
	 
	 
	4.46%

	20
	 
	 
	 
	 
	 
	4.46%

	21
	 
	 
	 
	 
	 
	2.23%

	HY - MM
	3-year
	5-year
	7-year
	10-year
	15-year
	20-year

	double declining MACRS
	
	
	
	
	

	
	
	
	
	
	
	


	
	Residential Real Property

	
	Mid-Month Convention

	
	Straight Line – 27.5 Years

	Year
	Month Property Placed in Service

	
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1
	3.49%
	3.18%
	2.88%
	2.58%
	2.27%
	1.97%
	1.67%
	1.36%
	1.06%
	0.76%
	0.46%
	0.152%

	2-27
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636

	28
	1.97
	2.273
	2.576
	2.879
	3.182
	3.485
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636

	29
	 
	 
	 
	 
	 
	 
	0.152
	0.455
	0.758
	1.061
	1.364
	1.667


	
	Nonresidential Real Property

	
	Mid-Month Convention

	
	Straight Line - 39 Years

	Year
	Month Property Placed in Service

	
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1
	2.461%
	2.247%
	2.033%
	1.819%
	1.605%
	1.391%
	1.177%
	0.963%
	0.749%
	0.535%
	0.321%
	0.107%

	2-39
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564

	40
	0.107
	0.321
	0.535
	0.749
	0.963
	1.177
	1.391
	1.605
	1.819
	2.033
	2.247
	2.46


1

