Federal Income Taxation
I. Introduction to Income Tax: Chapter 1, p. 1-38
a. General Principles:

i. Constitutional Power to Tax – based on Art. I, §8, cl.1 which provides that “The Congress shall have Power to lay and collect Taxes, Duties, Imposts, and Excises, to pay the Debts and provide for the common Defence and general Welfare of the United States.”

1. 16th Amendment granted power to impose direct income taxes without apportionment

2. Led to passage of a series of Internal Revenue Codes, most recent overall code enacted in 1986

ii. Taxing Income – Income = Consumption + Δ Wealth

1. Why tax income? More tied to ability to pay, increased perception of fairness

a. We want people to actually pay a fair amount, also want to make sure there’s a strong perception of fairness

b. Criticism of Income Tax – discriminates against savers

c. Arguments in Favor – better reflects changes in wealth

2. Fewer problems than with alternative schemes

a. Head tax – not necessarily fair or efficient

b. Poll Tax – very arbitrary

c. Excise/Consumption taxes – based on how much you spend

i. We do have consumption-style elements

ii. Applies unfairly to those who consume most of their income, over-preferences savings

d. Value added taxes

e. Excise taxes, taxes on certain activities, user fees – very arbitrary, might over-tax those who can afford the tax least
f. Property taxes – but fundamentally a wealth tax

i. Might help prevent/mitigate concentrations of wealth

ii. But might disincentivize saving

g. Gift/estate taxes

h. Import/Export duties

i. Tax on Wages – pushes burden onto those who earn all income through wages, as opposed to passive income

j. Cash only taxes – would just tax liquidity, encourage non-cash based economy

k. Gross receipt taxes – taxes everything that comes in without deducting cost of generating income

i. Would prob discourage investment, incurring important expenses

ii. Disincentivizes capital improvements

iii. Sources of Tax Law

1. Internal Revenue Code

2. IRS and Treasury Regulations

3. Revenue Rulings – Office view of answer to a tax issue, not necessarily given great deference by courts
4. Revenue Procedures – outlining procedural rules for calculating taxes
5. Private Letter Rulings – series of opinions issues by IRS on details/ramifications of a particular transaction, only good for particular situation 
6. Technical Advice

iv. Judicial Options – a number of options, provides flexibility for taxpayers but also may lead to confusion and decentralization. Govt is always a party in tax suits, and that raises additional issues for tax challenges

1. Taxpayers (TPs) can contest a notice of deficiency by filing petition in US Tax Court, where case is tried by Tax Court judge

2. TPs can pay full amount and then file an administrative claim for a refund

3. Appeals can then go into regular courts

4. IRS can also declare nonacquiescence with Tax Court rulings

a. Puts other TPs on notice of disputed issue, indicates IRS may litigate if it comes up again

b. Original decision is binding on IRS in particular case, but signals intent to litigate, refusal to follow in the future

b. Introduction to Tax Policy

i. Purposes of taxation

1. Revenue – Individual income tax is the greatest revenue generator for the fed gov’t 

2. Social policy mechanism

a. Distribution of wealth – through the progressive rate structure
i. People who make more should contribute a larger percentage of total taxes collected

b. Provide incentives and disincentives for certain behaviors/economic activities

i. To incentivize – allow the recouping of costs faster, allow fatter deduction at an earlier point, more of a deduction up front…

3. Special interest legislation – different things taxed at different rates, based on special interests

ii. Considerations underlying tax policy – efficiency and fairness, how to evaluate current tax rules
1. Efficiency – Tax laws/policies/structures need to be as efficient as possible 

a. Neutrality – We want taxes to affect behavior as little as possible. The more a tax changes behavior, the less efficient it is. If the tax has no effect on behavior, it is said to be neutral.
i. But a tax’s actual impact on behavior depends on the elasticity of the behavior being taxed – tax on highly elastic behavior ( large change in behavior, tax on highly inelastic behavior ( very little change in behavior

b. Effects of an income tax

i. Income effect – TPs may work more in order to have the same amount of money left after tax, work more to net same amount
ii. Substitution effect – TPs may substitute non-taxed leisure for work, so they can pay less tax by earning less, work less to pay less in taxes
c. Incidence – who really bears the burden of a tax? 

i. Real incidence falls on the person who bears the burden

ii. Nominal incidence falls on the person who pays the bill

d. Tax Capitalization – mechanism by which market responds to different tax treatments of economically identical transactions

i. Tax preferences on certain actions/assets may be capitalized/equalize over time

e. Deadweight loss – hidden cost of a tax, loss in overall welfare caused by change in behavior of TPs who avoid the tax

i. May change behavior to avoid tax, not paying tax but worse off because of changing behavior, and gov’t isn’t benefiting b/c not even collecting tax revenue

f. Simplicity – try to have a simple tax system if possible. Complexity is bad if:

i. Tax system’s enforcement costs are greater than the revenues collected through enforcement

ii. TPs can’t understand the law and comply even if they want to

iii. Attorneys and accountants focus time/energy/money figuring out the law and finding loopholes
iv. We can simplify tax system by eliminating deductions/exclusions, by refusing to make distinctions between different kinds of taxpayers and different kinds of income
1. But the price of simplicity is often reduced fairness – equity concerns automatically complicate tax structure
2. Fairness

a. Theories underlying fairness considerations

i. Distributive justice – fair taxes should be based on an individual’s ability to pay, or standard of living
ii. Utilitarianism – consider declining marginal utility of income, TPs pay a greater proportion as tax base increases because each additional dollar has marginal utility for them, but greater utility for others

1. Criticism – this might not be entirely accurate, who determines utility of a dollar, utility isn’t the only concern

b. Equity

i. Vertical – dealing with differences in tax burdens on people in different economic situations, relative ability to pay
1. TPs with different ability to pay should bear different tax burdens

ii. Horizontal – attempting to treat people in the same economic situation the same way, people in the same economic circumstances should face the same tax burden

1. TPs with same ability to pay should bear same tax burdens

2. Why we deduct costs of generating income – if TPs net the same amount from business, they should be taxed at the same rate 

iii. Major Tax Terms/Concepts:

1. Income tax based initially on gross income, defined broadly in §61

2. Realization – concept seeking to distinguish events that create mere economic income from those that trigger potential tax consequences

a. We tax gain/loss realized on transatctions

b. Amount realized – basis = gain/loss for tax purposes

3. Basis – cost of property

a. Basis is returned without being taxed, is taxed when earned originally before being used for consumption/capital… ( tax free return of invested capital

4. Recognition – Recognized gain or loss is the amount of realized gain/loss included in TP’s gross income in current year

a. Timing concept – when are realized amounts recognized by tax system 

5. Character of income

a. Capital or Ordinary – depends on nature of the asset, TP’s holding period for asset, whether TP disposed of asset in a sale or exchange transaction

6. Deductions – expenses that reduce gross taxable income

a. Benefit higher income TPs more, save more because of higher marginal rates

b. Effectively an upside-down subsdidy

c. Value of deduction is function of marginal rate. Value = amount x marg. Rate

d. Indirectly decrease tax liability by decreasing tax base

7. Tax Credits – reduce liability by full amount of credit

a. Comes out of tax liability, not gross income

b. Direct benefit by directly reducing tax liability 

8. Tax rates

a. Average or effective tax rate – what rate would be if total liability was considered as flat rate on all income

b. Marginal tax rate – rate applied to last dollar taxed

c. Progressive – TP with larger tax base pays a greater proportion of that base in tax than TP with smaller base

d. Proportional – every TP pays the same proportion of base in tax, though end payments will be different amounts

e. Regressive – proportion of tax base paid in taxes decreases as base increases

iv. Determining Tax Liability on Income (Problem, p. 21)
1. Ascertain gross income, defined extremely broadly under §61

2. Subtract above the line deductions, under §62 ( AGI

a. Generally business deductions, costs of generating income

b. ATL deductions worth more than BTL – automatically get to take full value
3. Compute taxable income by making further deductions from AGI – more “personal” deductions
a. Subtract itemized deductions and personal deductions

i. Miscellaneous deductions can be itemized and deducted if they exceed 2% of AGI, subject to limitations - §67 and 68

ii. Will only count if BTL itemized deductions save more than the standard

b. OR subtract standard deduction and personal deductions - §63
i. Standard deduction – 3000 each

ii. Personal deductions – 2000 each

c. Apply deduction phase-outs, limitations – calculated deduction amount may not be entirely deductible

4. Apply appropriate tax rates, under § tax rate tables – considering/separating different kinds of income

a. Make sure capital income is taxed at capital rates…

5. Apply tax credits, if applicable

c. Internal Revenue Code §61, 62(a), 63, 67, 68, 1001(a)-(b), 1012
i. §61 – Gross Income Defined 

1. General Definition – “Except as otherwise provided … gross income means all income from whatever source defined, including (but not limited to)…”

2. Broadest definition, provision closest to H-S ideal income standard

ii. §62 – Adjusted gross income defined

1. A procedural section, not an actual allowance, the actual allowance for things listed in 62 is in another section, but 62 lets TP take deduction ATL

2. Lists those deductions that can be taken ATL

iii. §63 – Standard and personal deductions

1. Married couple takes twice standard deductions of single filer

a. Without straightforward doubling, this would aggravate marriage penalty

2. Purposes of Standard Deduction 

a. Simplification – Don’t need to keep precise tabs on expenditures if TP isn’t going to meet itemizing threshold

b. Basic Subsistence credit – large standard deduction takes a lot of low-income TPs off tax rolls

iv. §67 – 2-percent floor on miscellaneous itemized deductions

1. (a) General Rule: “the miscellaneous itemized deductions for any taxable year shall be allowed only to the extent that the aggregate of such deductions exceeds 2% of adjusted gross income.” 

a. Limitation on BTL miscellaneous itemized deductions – can only deduct amount of miscellaneous deductions above 2% floor, then subject to §68

v. §68 – Overall limitation on itemized deductions (further limits on BTL itemized deductions)

1. (a) General rule – “the amount of itemized deductions otherwise allowable for the taxable year shall be reduced by the lesser of – 

a. 3% of the excess of AGI over the applicable amount (100,000)

b. or 80% of the amount of itemized deductions otherwise allowable for the year

c. Though there are specific exceptions, things that can be deducted regardless of these limits

d. And there’s a phaseout for the limits…

2. Policy – increase incentives to take the simplified standard deduction route, phase out deduction for high income TPs

vi. §1001(a)-(b) – Determination of amount of and recognition of gain or loss

1. (a) – Computation of gain or loss – gain is the excess of the amount realized over the adjusted basis (under 1011), and loss is excess in the other direction

2. (b) – Amount realized – sum of any money received plus the fair market value of the property (other than money) received

vii. §1012 – Basis of Property – Cost

1. Basis of property is the cost, in general, no including any amount in respect of real property taxes, which are treated in 164(d)

II. Time Value of Money: p. 22-26

a. General Principles – Timing of payments/deductions affects present/actual value of tax imposed. TPs will generally want to defer payments and accelerate deductions.
i. Compound interest – longer you keep money invested, the more interest will accrue. Faster compounding rates generates increased interest

ii. Future value – amount of money TP will have at some future point if money is invested now

1. depends on principal invested, interest rate, compounding rate, duration of investment

iii. Present value – amount that must be invested now to reach a certain amount in the future

iv. Investments/assets/taxes must be compared in present value

1. Depends on amount of principal, interest/discount rate, annuity schedule

b. Value of Deferrals – minimizes the present value of the tax paid
i. Invest a smaller amount to generate needed amount for tax later

ii. Characterized as an interest-free loan from the Fed Govt

iii. Characterized as a reduction in tax rate – the longer the payment is deferred ( less the TP needs to put away today to fund future tax liability ( lower effective rate of tax on income

iv. Longer a TP must wait to receive money, less value there is currently

1. As time passes, value of future payment increases (as payments become closer)

c. Problems:

i. Page 25 - Tortfeasor/Victim Structured Settlement 

III. Income v. Consumption Tax: p. 39-42

a. Income Tax Considerations
i. Ideal Income Tax – Haig-Simons Definition

1. Income = Consumption + Change in Wealth, over an annual accounting period

2. Income would thus include both spending and saving

3. And the source of income would be irrelevant

a. That would promote efficiency – if source doesn’t affect taxes, taxes won’t affect how income is produced

b. But it might raise equity concerns – over-inclusive for certain things, i.e. gifts

ii. But we don’t use the ideal income definition in our system (§61 is the closest)
1. Realization requirement – addresses concerns about complexity, liquidity, perceptions of what is actually income, encourages investment (only taxed upon conclusion of investment, disposition)
a. True H-S system would require taxing of changes in wealth immediately, i.e. appreciation and depreciation – just wouldn’t work…

2. H-S Definition is a normative framework, but not practicable 

b. Consumption Tax Considerations

i. Consumption = Income – change in wealth (just altering the Income equation)

ii. Consumption taxes based on personal consumption, not what is consumed in order to generate income

1. Not designed as a personal tax, not tailored to particular TPs, but could be if we formally instituted a consumption tax system

iii. Wouldn’t tax savings, would only tax use of income – definitely use sensitive
iv. Consequences of a consumption tax

1. Tax base would be reduced by every dollar saved rather than spent

2. Timing issues - Becomes a tax deferral on savings
a. Defer the taxes on money earned and saved until that money is actually spent, and effectively reduces the tax rate (because of time value issues)
b. Income tax affects money as soon as it’s earned, consumption taxes don’t

3. Shifts the tax burden onto those who spend most, or most of what they earn

4. Would also reduce opportunities to spend – incentives shift to saving, not fair for those that can’t afford to save

c. Comparison

i. Proponents of consumption based tax argue that the increased burden on savings is unfair – the fact that part of the investment principal is taxed twice…
ii. Proponents of income based tax promote the benefits of taxing based, at least indirectly, on wealth. Consumption systems don’t take account of wealth levels.

iii. Income tax is more inclusive – not source sensitive. Consumption tax is more specific – definitely use sensitive

iv. Timing issues are the major difference – income tax applies immediately, consumption tax defers application

1. So affects actual tax rates – deferral lowers effective rates

v. Distribution of the tax burden – who bears the burden of each tax? If we shifted, which category of taxpayer would be affected by the change?

1. When evaluating a new tax rule, ask whether it is more of an income based or consumption based rule…

vi. Ultimately, system depends on intuition, what we want to levy broad based taxes on – either the ability to pay or on what gets spent/standard of living

IV. Employers and Employees: p. 42-68 
a. Employer-Employee Symmetry - Do the 2 parties need to have symmetrical tax treatment?

i. Increasing interest in maintaining symmetry in the tax treatment of the employment relationship, protects the fisc more, but not always assured
ii. Capitalization requirements are major source of timing asymmetry

iii. Different tax status of parties may also throw off symmetry – one party might be nontaxable

b. Income – Employees must include all income received from their employers, whatever their form, including certain indirect payments (Old Colony…)

i. Compensation for services is included in employee income no matter what the form of compensation

c. Deductions – Employers are allowed to deduct the ordinary and necessary business expenses incurred/paid during the tax year 
i. Necessary – appropriate and helpful for the development of TP’s business (Tellier)
ii. Ordinary – usual for the business, ordinary expenditure rather than a capital expenditure

1. Make sure that the deduction isn’t really a capital expenditure for intangible assets, i.e. goodwill and reputation

2. Can’t deduct capital expenses all at once, up front, etc.

a. Example – Dentist pays monthly rent (ordinary expense, more direct cost of generating income at that specific time) and pays for new drill with a 10-year useful life (capital expense, cost of generating income over longer period)

b. Match the deductions to the actual income produced, spread out costs of producing income across period in which expense will actually help to produce income

c. If expense will help produce income over a longer period, deductions should be spread out across period, can’t over-accelerate deduction by taking it all immediately
d. Compensation

i. Employers can deduct reasonable compensation paid to their employees for services rendered, as an ordinary and necessary business expense – in general, all compensation is immediately deductible but there are some situations where employer does not get immediate deduction
1. But compensation must be reasonable (doesn’t need to be right just needs to be reasonable)
a. Reasonable determined under Harold’s Club or Exacto, Reg. 1.162-7
b. Factors to consider when determining reasonable compensation (Elliotts, Inc. v Commisioner, 1983):

i. Employee’s role in corporation – position held, hours worked, duties performed

ii.  External comparison of employee’s salary with those paid by similar companies for similar services

iii. Character and condition of the company, complexities of the company, general economic conditions

iv. Conflict of interest – does a relationship exist bet corp and employee which might permit payer to disguise nondeductible dividends as deductible salary expenditures

v. Internal consistency – were bonuses awarded under  structured, formal consistently applied program, etc

c. If amount deemed unreasonable, the reasonable amount can still be deducted and the excess needs to be recharacterized and dealt with differently

d. If employee is a shareholder, can consider excess as dividend payments

i. Not deductible by employer – doubly taxed

1. Taxed as corporate income when earned

2. Taxed as employee’s income when paid

ii. But dividends do get preferential tax rates – 15% instead of 35%

e. If employee is not a shareholder, excess  might be considered a gift (depends on the circumstances…)

i. Consider excess funds going to shareholders as dividends and then to employees as gifts…

2. And compensation must be provided for services actually rendered

ii. Policy – trying to limit employer/TP ability to shift income away from corp and onto employee


1. Both reasonableness and actual services provisions are limits on totally shifting and deducting corporate income

2. Can also be done through specific provisions - §267

e. Code Provisions:

i. §162 – Trade or business expenses - Reducing income by the costs of its production, somewhat parallel to §61 in providing a set of general rules for deduction
1. (a) – In general – “There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business” … including 

a. “A reasonable allowance for salaries or other compensation for personal services actually rendered”

b. “Traveling expenses while away from home in pursuit of a trade or business

c. Rentals for business property”

2. There are also specific limits on certain expenses that can’t be deducted – codifying public policy exceptions to general deductibility
a. (c) – Illegal bribes, kickbacks and other illegal payments ( no deduction
b. (f) – Fines and penalties paid to the gov’t for violation of any law 
c. (g) – Treble damage payments under antitrust laws ( no deduction for 2/3, can only deduct the single damage award… though prob cant deduct that under (f) anyway…
d. (m) – Certain excessive employee remuneration – For publicly held companies, can’t deduct employee compensation that exceeds $1,000,000.

i. Seeming to set a cap on what is “reasonable” compensation, also a sort of phaseout provision… limiting the shifting of excessive income to employees…

ii. This limitation is only applicable in very specific situations, defined in the provision 

iii. Attempt to keep compensation more tied to actual business performance

e. Policy – every deduction is like a federal subsidy, b/c the gov’t is picking up part of the cost for what would have been the tax. These are things that the gov’t shouldn’t be subsidizing…

3. Will probably allow ATL deductions, if the expense can fit into one of §62’s business expenses categories

ii. §212 – Expenses for production of income

1. individuals “shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year – (1) for the production or collection of income; (2) for the management, conservation or maintenance of property held for the production of income; or (3) in connection with the determination, collection, or refund of any tax.”

2. Similar to 162, but without the requirement of trade or business
3. Allows TPs to deduct ordinary and necessary expenses incurred in the production of income, even without involvement in formal trade/business

4. Usually allows BTL deductions– harder to fit 212 deduction into 62 categories 
iii. §102 – Gifts and Inheritance
1. (a) – General Rule – “Gross income does not include the value of property acquired by gift, bequest, devise or inheritance.”

iv. §263 – Capital Expenditures
1. Generally – Deductions are NOT allowed for capital expenditures

2. Limited by specific situations where seemingly capital expenditures will actually be allowed as deductions…

v. §280E – Expenditures in connection with the illegal sale of drugs
1. No deduction for expenses incurred in the trafficking of controlled substances
2. Policy – tied to the no deduction for illegal expenses provisions, but is this getting too social policy oriented? The tax code shouldn’t be used for adding penalties to everything…

f. Regulations:

i. 1.61-1(a) – general definition of gross income
ii. 1.61-2(a)(1), (d)(1), (d)(2)(i) – compensation for services, including fees, commissions and similar items
1. (d)(1) – compensation paid other than in cash – if services are paid for in property/services, the FMV is included in compensation income, stipulated prices are presumed to be the fair market value

2. (d)(2)(i) – when property is transferred from employer to employee/independent contractors for amount less than FMV, the difference between amount paid and FMV at time of transfer is also compensation and must be included

iii. 1.61-3(a) – gross income derived from business
1. Total sales, less costs of goods sold, plus other income…

iv. 1.162-1(a) – Business expenses – general outline

1. Eliminating public policy disallowance – “A deduction for an expense paid or incurred after December 30, 1969, which would otherwise be allowable under section 162 shall not be denied on the grounds that allowance of such deduction would frustrate a sharply defined public policy.” 

2. Full amount of allowable expense deductions is deductible, even if expenses exceed gross income for the business.

v. 1.162-7 – Compensation for personal services

1. “The test of deductibility in the case of compensation payments is whether they are reasonable and are in fact payments purely for services.”

2. Form of compensation isn’t determinative – contingent compensation may require scrutiny, but as long as it’s paid pursuant to a free bargain between employer and employee, made before services are rendered, it’s ok

a. Arrangement needs to be product of free bargain

b. If the arrangement is the result of a free bargain, market interaction ( presumption that compensation is reasonable, even if salary is high
3. Reasonable compensation is ordinarily “only such amount as would ordinarily be paid for like services by like enterprises under the circumstances”

a. And circumstances are those at time contract was made, not questioned

vi. 1.162-8 – Treatment of excessive compensation – what to do with the excessive part of the “compensation” payment

1. Can be treated as a dividend, or a payment for property…

vii. 1.263(a)-1(a)(1) – Capital expenditures in general
1. No deduction for expenses for new buildings, permanent improvements to property, restoration, etc

2. Such expenses are typically incurred to “add value, or substantially prolong useful life, or property … [or] to adapt property to a new or different use”

g. Cases: 
i. Old Colony Trust Co. v. Commissioner (1929) – Income and Compensation, Judicial interpretation of “income”
1. Wood, president of company, received and reported salary. Company also agreed to pay income taxes related to that salary, so that salaries would be received without any reduction for taxes
2. “Did the payment by the employer of the income taxes assessable against the employee constitute additional taxable income to such employee?” Were income tax payments made to 3rd parties additional income for Employee? Yes, income, payments to 3rd parties on employee’s behalf still income… 

a. The tax payments were just part of his overall compensation

3. Rule – if an employer discharges an employee’s obligation, the employee will have income. Employees have income in whatever form received 
a. “The discharge by a third person of an obligation to him is equivalent to receipt by the person taxed.” – same as paying employee to pay IRS
b. It’s not really a tax on a tax (though court didn’t fully evaluate that question), but tax on income resulting from payment of a benefit

4. Policy – need to include indirect income like this to make sure that people don’t structure their affairs to opt out of the tax system or avoid taxes

ii. Friedman v. Delaney (1st. Cir. 1948) – Ordinary and Necessary Deduction, Origin of claim doctrine
1. Friedman, a lawyer, deposited his own money into bankruptcy proceedings of a “trusted” client, in order to back up assurances made to client’s creditors

2. Was the amount paid for bankruptcy proceedings an ordinary and necessary business expense so as to be deductible? No, not deductible.
a. Not a necessary business expense but a voluntary, moral obligation

b. Expenses must be justified by code and business, not by general ethics or equitable considerations

c. No evidence that payment was made to protect or promote business

3. Rule – “It is necessary to consider the origin of the obligations under which the taxpayer considered himself to be”

a. Voluntary payments are not deductible as ordinary/necessary business expenses or losses (W.F. Young, Inc. v. Commissioner)

b. Defining O and N – expenses “such as are directly connected with and proximately resulting from carrying it on; those normally originating in a liability created in the course of its operation”

iii. Commissioner v. Tellier (1966) – Ordinary and Necessary Deduction, Origin of claim doctrine
1. Were the costs of legal fees incurred to defend a business-related criminal prosecution ordinary and necessary business expenses so as to be deductible? Yes, deductible.
a. The costs were business generated, more necessary than voluntary

b. Business really did necessitate the expense, legal fees were really business expenses (business activities led to criminal charges which led to fees)
c. No support for IRS’s decision to disallowing deduction on public policy grounds – income tax is tax on income, not additional sanction against wrongdoing (let crim code deal with crim penalties), no requirement that deductible expenses be “lawful” or “legitimate”
i. And cant penalize him for incurring legal fees – there is a right to counsel

d. Let Congress specify, change the rules to create deduction exception 

2. Rule – focus, to some extent, on the origin of the claimed business expense to determine whether it is really ordinary and necessary… confirm the truly business origin as opposed to a more personal voluntary expense incurred because a business person wanted to…

a. The “business connection” or “origin of the claim” test – what is the real origin, character, purpose of the expense? 
i. Business obligation ( more likely deductible

ii. Moral/personal obligation generated by a voluntary action ( less likely deductible

b. Defining O and N

i. Necessary – imposing minimal requirement that expense be “appropriate and helpful for taxpayer’s business”

ii. Ordinary – ordinary as opposed to capital expense, 

iv. Harolds Club v. Commissioner (9th Cir. 1965) – Reasonable Compensation
1. 2 sons owned a casino, hired father to run very successful operations, and established a very favorable compensation agreement. IRS disallowed part of the deductions for that compensation
2. Was the compensation agreement reasonable so that the whole expense could be deducted? No, Compensation was not reasonable, not fully deductible.
a. Compensation arrangement not the product of a free bargain

b. Testimony that Smith was worth the compensation wasn’t determinative

c. Look at the circumstances at the time the deal was made. If transaction was reasonable, made at arm’s length ( compensation presumed reasonable

d. Contingent compensation, even if it amounts to an unusually high salary, will generally be allowed as a reasonable deduction if paid pursuant to a free bargain, and if contract for compensation is reasonable under circumstances existing at date contract was made – this wasn’t a free bargain

e. May discourage disbursement of dividends, but that’s incidental 

3. Rule – “To the extent that a salary is unreasonable it is not deductible”

a. Multi-factor test for evaluating the reasonableness of a compensation arrangement.

b. Need a free bargain – should be a market arrangement

v. Exacto Springs Corporation v. Commissioner (7th Cir. 1999) – Reasonable Compensation
1. Exacto paid cofounder, CEO, principal owner Heitz very large salaries. IRS disallowed full deduction, considered compensation unreasonable

2. Tax Court applied multi-factor test and also considered comp. unreasonable

a. Type and extent of services rendered

b. Scarcity of qualified employees

c. Qualifications and prior earning capacity of employee

d. Contributions of employee to business venture

e. Net earnings of employer

f. Prevailing compensation paid to employees with comparable jobs

g. Peculiar character of employer’s business

3. Posner – criticizing the multi-factor test, applies market-based “independent investor” test, 
a. Think of a corporation as really being a contract. Owner of assets hires Emp. to manage assets for a salary. When Emp. works to increase value of assets, increase can be expressed as a rate of return. The higher the rate of return generated by Emp., the greater the salary should be. Can presume salary reasonable if owner obtains high enough, or even higher, rate of return… 
i. Rebuttable presumption of reasonable salary depending on rate of return

b. Wants to look more to the market than to the circumstances around the individual deal to determine reasonable compensation – compare corporation’s earnings to a market-expected rate of return, if company is doing well, assume that compensation is reasonable since everyone must be doing a good job…
i. Claims that this limits judicially imposed subjectivity

c. Multi-factor test is nondirective (no indication of how to weigh the factors), factors don’t bear a clear relation to each other or primary purpose of §162(a)(1) to limit disguise of non-deductible payments as deductible compensation, too judicially interventionst, arbitrary, and unpredictable (bad for companies who can’t structure compensation agreements)
i. He went through the factors, challenged the Tax Court’s decisions, highlighted inconsistencies (despite factors favoring company, compensation deemed unreasonable)

h. Problems: NOTES ON ANSWERS FROM CLASS???
i. Page 55-56

1. Consequences to TP for reimbursing customers for losses related to their dealings with him.

2. Tax situation of TP president/sole shareholder of financially troubled corporation who pays firm’s creditors using personal funds to preserve his job and investment

3. Tax consequences of payments of “protection” money 

4. Deductibility of court ordered restitution payments

ii. Page 67-68

1. Evaluating compensation arrangements for president of closely-held, struggling company 

a. Issues of relative employees, shareholders v. non-shareholders

2. Tax consequences for Employee, company, personal trainer if company pays personal training expenses

3. Tax consequences of compensation arrangement for sole shareholder/employee
4. Gross income and deductions of business with both legal and illegal expenses

V. Fringe Benefits: p. 68-95

a. General Principles: Non-cash (in-kind), non-compensatory benefits that merely enable an employee to perform a job satisfactorily.
1. Although prob covered by §61, FBs do not constitute, should be excluded from income

2. Employee may get them tax free – such benefits are not really compensation
3. Benefits really need to be tied to doing the job, incidental to business. If too personal ( wont be excluded.

a. Fringe benefits that are too tangential, are actually compensation are income

4. But employer should still be able to take immediate deduction for costs

5. Who gets excludable fringe benefits? Employees, certain relatives…

a. Who gets taxed? Employee – benefits being extended because of employment relationship. Up to employee to allow benefit to run to others, but employee is TP associated with benefit. Also simpler administratively…

b. Excluded (tax-free) fringe benefits:

i. No additional cost services

ii. Qualified employee discounts

iii. Working condition fringe benefits

iv. De minimis fringe benefits

v. And certain specific additional ones…

c. Considerations and Questions:
i. Is the benefit income? If it is, should it be included or excluded in gross income? To whom is it income? What is the value of the benefit?

ii. Why is a particular FB included or excluded from income?
iii. How does a particular inclusion/exclusion affect behavior of employer/ee?
1. Employer would rather employee get more bang for buck, if employer is going to be in the same position re: deduction regardless.

iv. Are these rules fair?
d. Tax consequences of excludable fringe (question, p. 82) – In a 30% bracket, if nontaxable fringe costs employer 100$ and is worth 80$ to employee, employee will still prefer fringe.

i. Employees will want nontaxable fringes instead of taxable cash to the point that the fringe is worth more than after-tax cash. 100$ of cash comp ( 70$ after tax, so fringe is still worth more.

ii. Compare value of fringe with amount of after-tax cash employee would get if the cost of the benefit was provided directly with cash.

e. Theoretical approaches for distinguishing taxable v. non-taxable benefits:

i. Relative percentage of consumption use compared to income-producing use

ii. Whether fringe replaces a personal expenditure employee would/could otherwise have made

iii. Whether employee has choice or control over expenditure – forced consumption?

iv. Whether subjective value of benefit is greater to employer or employee – convenience of employer? 

v. If employee was self-employed, would this expense be deductible as a business expense/income generating? Is it really business consumption or consumption?

f. Policy implications, consequences of taxing or not taxing benefits

i. Statutory exclusion shrinks the tax base

ii. Impacts horizontal equity – TPs with equivalent income may not be treated as alike because of composition of income (cash v. in-kind)

iii. Exclusion and valuation may not be accurately tied to social value

iv. Affects behavior – restructure compensation plans to take account of exclusion

1. May lead to shifts in labor force towards employers who can provide tax-free fringes…

v. Response to problems of taxing these benefits – really hard to value certain benefits, total taxation would require extensive record keeping
g. Valuation – value benefit at fair market levels

i. FMV – Price paid for an item/benefit in an informed marketplace in a willing arms-length transaction

ii. Or value benefit on basis of reduction in cash compensation employee would be willing to accept in return for provision of benefit? Too subjective, hard to apply
iii. Or value of employer’s incremental cost in providing benefit? Wouldn’t work for no additional cost fringes…
h. Exclusions for Meals and Lodging – Convenience of Employer Doctrine

i. Under 119, value of meals and lodging furnished to employee by employer may be excluded from gross income if certain requirements are met

1. Meals/lodging must be furnished on “business premises”
a. Adams v. US – See below
b. Commissioner v. Anderson – “either at a place where the employee performs a significant portion of his duties or on the premises where the employer conducts a significant portion of his business”

c. Winchell v. US - on-campus house owned by a college and used by the president was not considered on the business premises

d. Linderman v. Commissioner - hotel manager’s house across the street from the hotel, adjacent to its parking lot was considered on the premises, partially because of proximity/location and partially because of the amount of work done at home and the need to be constantly on call

2. Employee must be required to accept lodging as condition of employment

3. Meals/lodging must be furnished for convenience of employer

a. And must be furnished in-kind (or as close to in-kind as possible) – Kowalski

ii. Rationale (analyzed in Kowalski)

1. Benefits provided really for employer’s convenience are not really considered compensation

2. Related to lack of employee’s control – elements of forced consumption

iii. If 119 doesn’t apply, might still be able to exclude benefits under 132

iv. When meals are deducted as a business expense, they’re generally subject to 50% limitation under §274(n), though meals considered de minimis fringe under 132 are totally excludable

i. Code Provisions: §83(a)-(c), (h), 119, 132(a)-(f), (h), (j)(1), (j)(4), (j)(6), 162(a)
i. §83(a)-(c), (h) NEED TO GO THROUGH CODE/REGS FOR THIS SECTION
1. “If, in connection with the performance of services, property is transferred to any person other than the person for whom such services are performed, the excess of the fair market value of the property (at the time the employee-owner’s rights are transferable or not subject to a substantial risk of forfeiture) over the amount paid for the property are included in the service provider’s income.”

a. Bargain value is included in gross income in year of receipt or when conditions expire

b. Earlier of test – income counted in year when prop is either not subject to substantial risk of forfeiture or is fully transferable

2. Limit – income only included on property NOT subject to forfeiture restrictions

a. Wait and see approach to taxing the property – income when risks disappear 
b. When property is subject to substantial risk of forfeiture ( no immediate 83 inclusion

c. 83(c) – property is subject to substantial risk of forfeiture if full enjoyment of property is conditioned upon future performance of substantial service

d. To really be transferable, property must be transferable in a way that restrictions disappear upon conveyance (83(c)(2))

e. If inclusion is deferred, so is deduction for employer – and then deduct amount of initial inclusion to maintain symmetry

3. TP who performs service is taxed, even if property is transferred to 3rd party

4. Amount of income is measured at time of taxation, not at time service is performed or property is transferred

5. 83(b) Election option – to minimize ordinary income component of ultimate (expected) gain and not be taxed on appreciation.

a. TP can elect to include bargain value in income in year of transfer despite risks, rather than waiting until conditions lift

b. So value of asset when conditions lift is not immediately taxable, wait until income is realized

c. When property is sold though, measure taxable gain according to full initial basis – what TP paid and the amount of bargain that tax was already paid for

d. Value – allows more subsequent gain to be taxed at capital gains rates, but TP does run risk that asset will be forfeited before it can appreciate or be used

i. TP can only recover out of pocket expenses as a loss, wont be able to recoup amount of elected immediate tax

e. Employer prob doesn’t care – will be given smaller deduction but sooner…

f. Are rate differentials worth the time value loss of paying up front and the risks of forfeiture? Depends on the asset, the rates, the risks

ii. §119 – Special exclusions for meals and lodging, provided for convenience of employer
1. Example – Couple moves to Hawaii to manage hotel, given meals and lodging. Gross income, without 119?

a. Yes – personal consumption expenses, really compensation rather than incidentals or necessities

b. No – meals/lodging don’t constitute income (though weak under 61 and Old Colony Trust), required for job rather than free personal consumption, working condition fringe (also weak, this is very comprehensive), forced consumption for convenience of employer so prob shouldn’t count
c. Mixed approach, bit of both? Would make sense to include FMV of normal consumption and exclude additional amount of forced consumption, but courts mostly refused to split the difference ( passage of 119 to clarify

2. Application – technical requirements must be met, but so must spirit of exclusion. Structural compliance with requirements might not be enough, benefits must really be for employer’s convenience. Courts will look at realities as well…

iii. §132(a)-(f), (h), (j)(1), (j)(4), (j)(6) – most comprehensive treatment of FBs
1. General approach – any form of compensation not specifically excluded by the code is taxable gross income. Establish very specific exceptions

2. Policy – why exclude FBs from taxable income? Why codify?

a. Congress focused on equity (realization that uncertainty in FB exclusion threw off horizontal equity) and efficiency (taxation or not of FB really affects behavior) and simplicity (bright lines particularly useful here) 

b. TPs perceived these benefits to be tax-free, codifying them as included would dramatically impact reliance interests/planning

c. Keep tax code in line with traditional, common exclusion practices

d. Administratively simpler to exclude some, better to have code clarify 

e. Formally allow employers to continue providing these benefits – recognize that they are something more than compensation

f. But place limits on scope/use of FBs – limit the reach of tax-free benefits, prevent economy from shifting too far from monetary compensation

i. Congress tried to draw clear lines, enact clear limits
1. Nondiscrimination rule

2. Line of business limitations

3. Recipient limitations – employee, spouse, dependent kids for most part

ii. Prevent unrestrained expansion of noncash compensation which would increase inequities among employees in different industries

g. Protect employees – limit amount of non-cash compensation b/c employees may have less control over it

3. Nondiscrimination rule – Some FBs available tax-free to officers, owners or highly compensated employees only if benefits are also provided on substantially equal terms to other employees

a. Applies to qualified employee discount and no additional cost service fringes
b. Fundamentally unfair to exclude FBs only for highest paid

c. Too much chance of covering up excessive compensation as FBs

d. If 200 employees, 10 highest earners and 1 lowest earner given discount that would be discriminatory. The 1 could exclude discount, the 10 couldn’t.

4. 132(d) – definition of working condition fringe – property or services provided to the extent that if employee paid for them, they would be deductible business expenses under 162 and 167

iv. §274(n) – limitation on deduction for meals as business expenses

j. Regs 1.61-2(b), 1.61-2(d)(1), (d)(2)(i), 1.61-21(b)(1)-(2), 1.83-3(e), 1.119-1(b), 1.132-6, 1.132-8(e)(1)
k. Cases:

i. Examination of Nixon’s Tax Returns (1969-1972)

1. Administrative approach, report issued before §132 codified FB rules

2. Should the personal use of gov’t aircraft by the president’s family and friends be considered a taxable fringe benefit and additional includable income? If so, to whom should income properly be taxed?

3. Yes, value of flights for personal, as opposed to business, purposes constituted additional income. Income should be taxed to president b/c benefits provided as a result of his employment status/relationship (business expenses incurred on his behalf). Flights valued at cost of commercial tickets b/c additional expenses were more forced consumption b/c of safety concerns, etc. 

ii. Adams v. United States (Court of Claims, 1978) – Exclusion of lodging, definition of “on the business premises”

1. Adams employed in Japan as president of Japanese subsidiary of US company, rented house at rates far below normal Japanese rental values. Rent covered as part of salary.

a. Discount provided for business purpose of attracting employees

b. Adams required to live in house, did actual work/work entertaining there

2. Did the value of the housing discount constitute taxable income, a taxable FB? No, Discount excluded under 119.
a. Adams was required to accept lodging as condition of employement

b. Lodging was furnished for convenience of employer – certain type of house was necessary for him to perform his job, housing subsidy was in employer’s interests
c. House could be considered on business premises of employer – don’t read statute literally. Apply other constructions – premises of employer on which duties of employee are to be performed, living quarters constituting integral part of business property, premises on which company carries on some substantial segment of business activity

iii. Commissioner v. Kowalski (1977)

1. Are cash payments to state police troopers, designated as meal allowances, are included in gross income under §61 … and if so, are they otherwise excludable under §119?
a. Effectively, do meals and lodging need to be provided in kind? How to deal with reimbursements or food/housing allowances

2. No, such allowances are not excludable under 119, too much like basic compensation, too free to be really for convenience of employer, too close to personal consumption

a. Additional sum provided with no strings, described as compensation, amounts based on employment status/rank, not actual job requirements

b. Fairly formal reading though – meals furnished by employer on business premises – doesn’t cover cash…
c. Supported by legislative history – 119 meant to be a narrow exclusion

3. Rule – 119 only covers in-kind benefits

a. “If cash meal allowances could be excluded on the mere showing that such payments served the convenience of the employer … then cash would be more widely excluded form income than meals in kind, an extraordinary result given the presumptively compensatory nature of cash payments and the obvious intent of §119 to narrow the circumstances in which meals could be excluded.”

4. Dissent – Blackmun – challenging overly formalistic reading of provision, comparing this program to others where allowances/reimbursements were excluded, though those other programs had more restrictions

iv. Christey v. United States (8th Cir. 1988)

1. State troopers who were required, while on duty, to eat their meals at public restaurants adjacent to the highway could deduct their meal expenses as an ordinary and necessary business expense

2. Different from Kowalski because of more substantial restrictions imposed by employer, also a reimbursement plan rather than allowance

l. Problems:

i. Page 82-84
1. TP deciding between 2 jobs – one with higher salary and no AC, one with lower salary and AC. TP accepts lower salary job. Is AC a taxable benefit? No, excludable as a working condition FB.

a. AC is excludable b/c forced consumption, working condition fringe, too difficult or minimal to value, TP will never be able to use this as personal consumption

b. Compared with Nixon’s installation of permanent heating system in a private residence. 1/3 of cost excluded as working condition fringe while still in office, remaining 2/3 of cost included as taxable benefit – no longer a working condition fringe when he’s no longer an employee.

2. (question 4) TP gets part-time job at appliance store, where she gets 25% employee discount used to buy a tv. As long as 25% is lower than gross profit percentage for merchandise/store, discount value is not gross income but is excluded as qualified employee discount.  

a. Finding same tv at different store – bargain value not income either. Market bargains don’t generate “benefit income,” assume market prices are just FMV, and she isn’t an employee so 132 doesn’t apply, and 83 doesn’t apply b/c discount/property transfer not given in exchange for services.
i. Bargains between employees are different, not an arm’s length transaction

b. Is TP’s discount stock purchase from employer covered by qualified employee discount? No, stocks specifically not covered, discount only applies to products in the employer’s line of business

i. Only get discount for something sold to general public during ordinary course of business – 132(c)(4)

ii. But buying stock at a discount would be covered by 83.

1. Discount value would be taxable gross income if/when no restrictions on the transfer.

iii. If purchased for 1500 rather than 2000 in year 1, conditions lift in year 4 with stock now worth 3500 ( TP has income based on bargain purchase, income depends on FMV at time of inclusion ( 2000 of income, not 500

1. Defer tax so account for actual value later on, wait and see what she’s actually being compensated with

iv. If TP sells stock in year 5 for 4500, consider gain based on tax cost basis of 3500 from year 4. Include 1000 in 

1. TP paid 1500 originally, and ends up with 4500, a 3000 difference. But has already paid taxes on first 2000 of appreciation in year 4 so only tax on last 1000 now.

2. And last 1000 may be taxed at capital rates – if TP held stocks for long enough…

3. (question 5) Sales clerks at dept store get 20% discount. If store has aggregate sales of 10 million, aggregate costs of 7 million, profit is 3 million and gross profit percentage is 30%. Since discount is less, value of discount is excludable FB, regardless of how discount is actually used/applied.
4. (question 6) Employees of airlines allowed to fly for free on regularly scheduled flights if seats are unsold at flight time ( no additional cost FB, value of flight excluded from income.

a. Seats can be used by employee, spouse, children, and parents (special rules for airlines)

b. Only works for unreserved seats left open at flight time – reservations force company to incur costs, forego revenue from paying customer, though there might be qualified employee discount if reserved/bought at discount
5. (question 6b) Tax consequences for student of law firm flyback?

a. Deduction for firm

b. Excludable FB for student? Not employee so 132 doesn’t apply, not really service provider so 83 doesn’t really apply. But still not included – a gift?

i. Not really an accession to wealth

ii. Maybe there are just some economic benefits that aren’t shouldn’t be taxed?

6. (question 7) TP flies for business and pleasure, accumulating bonus miles – miles are just not taxed…

a. Too hard to keep track, just something that shouldn’t be taxed
ii. Page 94-95

1. Application of 119 to TP who takes job as Dr. for mining company. On call all the time, salary 120,000, required to live on premises and provided expense account for money used for food.

a. Convenience of employer – substantial business need met by these requirements? Yes

b. On the business premises – depends on definition, but probably

c. Condition of employment – must be clear requirement 

d. Lodging probably covered, under Kowalski, account for food might not 

i. Provision of meals would be excluded, money for food less likely

e. Employers need to be very clear in contracts about convenience of employer issues 

f. If TP is covered, spouse and children would be too

VI. Gifts: p. 95-108
a. General Principles: “Gross income does not include the value of property acquired by gift” (102)

b. Tax policy – tax the donor/giver/earner, by not allowing a deduction for gifts, rather than the recipient

i. Taxing both would fit the broadest Haig-Simons, income from whatever source, definition, but we don’t do it that way…

1. Would discourage gifts

2. Would over-tax income

3. Most people look at gifts as one transaction – perception of double tax would be bad.

4. Want to limit tax intrusion into non-market, family/personal transactions

ii. Made choice to tax the earner, the one who exercises control over the amount and determines whether the gift will be made at all

1. Consumes by giving a gift

2. Taxing recipient would be like taxing for forced consumption

3. This is more in line with current notions of tax fairness

iii. Easier administratively – only one step, taxed when earned, rather than multiple steps to tax when earned by A, received by B and then deducted for A…

iv. Revenue producing system – may get more from taxing the donor, potentially in a higher bracket

1. Prevents income shifting by giving gifts from high brackets to low brackets

2. Preserves integrity of progressive rate structure

c. What is a gift? How do we tell whether a transferred amount is a gift? 

i. Look to the primary intention of the giver, and attempt to identify detached and disinterested generosity

1. If such generosity is primary motive ( gift (Duberstein)

d. Deductibility of Business Gifts and Employee Awards:
i. Issue for donor – whether donor has deductible business expense

1. If donee isn’t being taxed, and donor gets a deduction ( no tax at all

ii. Under 102 – excludible business gifts are only deductible by donor to extent of 25$ per recipient per year, and amounts above that, if treated as gifts by recipients are not deductible business expenses

iii. Employers may try to shift tax to employees by characterizing gifts as awards/prizes under 74(a), which are deductible to them and included for recipients

iv. Under 74(c) and 274(j) – some awards can be both excluded and deducted

1. If tied to specific achievements or length of service

2. Valued at FMV of award, not actual cost to employer

3. If any part of the cost of an employee achievement award exceeds the amount allowable as a deduction by an employer as a result of the dollar limitations set forth in 274(j) then the employee includes in gross income part of the cost (or the value) of the award, as determined under 74(c)(2)

e. Code §74, 102, 274(b), (j):
i. §74 – Prizes and Awards – except where specifically provided, or limited by 117, “gross income includes amounts received as prizes and awards.”

1. Some qualifications on awards received for charitable achievements, and for employee achievement awards

ii. §102 – Gifts and Inheritances – “Gross income does not include the value of property acquired by gift, bequest, devise or inheritance”

1. Though income derived from gifted property/assets (when gifted property generates interest or appreciates) is included

2. Employee gifts – the general rule “shall not exclude from gross income any amount transferred by or for an employer to, or for the benefit of, an employee.”

a. Preserve the broad scope of includable compensation.

iii. §274(b), (j) – Disallowance of certain entertainment, etc, expenses

1. (b) – Gifts – limiting the business deduction of gift expenses, can only deduct gifts to individuals to an extent of 25$/taxable year

a. If business deducted gifts, which TP recipients weren’t including, there would be no tax on the amounts at all

b. Specifics – applies to partnerships as well as to individual members, applied to husbands and wives as 1 TP

2. (j) – Employee achievement awards – generally, no deduction for costs of employee achievement awards above certain limits, allowable if under specified levels (lots of specifications)
a. Can deduct, if not qualified plan awards, if total awards don’t exceed 400

b. Can deduct, if qualified plan awards, if total awards do not exceed 1600

c. Definition – employee achievement awards are tangible personal property awarded for length of service or safety achievements, as part of a meaningful presentation and under circumstances that don’t indicate a risk of disguised compensation

f. Cases:
i. Commissioner v. Duberstein (1960) – Definition of “gift”
1. Did a specific transfer to a taxpayer in fact amount to a “gift” within the meaning of the statute so as to be excluded from recipient’s income? What is a gift?

2. For Duberstein – received a Cadillac as a “present” from a business relation as thanks for providing information about potential customers for the giver. Didn’t include the car as income, IRS claimed a deficiency.

a. Lower cts came to different conclusions about the inference of compensation

3. Analysis – traditional exclusion for gift income, but uncertain defining standards. Better to leave the determination to the fact finders on a case-by-case basis.

a. Not all voluntarily executed transfers of property, without compensation or consideration, will be gifts for tax purposes

b. Need to focus on giver’s intention – somewhat subjective, but also look to objective indications of whether the transfer really amounted to a gift

c. Lack of absolute test may create uncertainty, but probably fairer, and let Congress define or specify further if it chooses

4. Rule – “A gift in the statutory sense … proceeds from a ‘detached and disinterested generosity” or “out of affection, respect, admiration, charity or like impulses”

ii. Goodwin v. United States (8th Cir. 1995) – follow up case
1. Minister was taxed on cash gifts (form might have been a real consideration) received on a regular basis (also a factor) from church members, despite disclaimer that members didn’t deduct payments as charitable contributions, and explanation that gifts were made “out of love, respect, admiration and like impulses and … not out of any sense of obligation or sense of fear that [he] will leave their parish if he is not compensated beyond his yearly salary.”
2. Disclaimer is not dispositive of giver’s intention…

g. Problems:
i. Page 106

1. Dealer receives tokes from players at the craps table, who believe that they’ll have better luck if they give them. Income or gifts?

a. Easier to prove as income than gifts – not really disinterested or detached generosity, even if based on superstition

b. 102(c) doesn’t apply – this isn’t an employment situation

2. XYZ had a program of providing bonuses to long-time employees, retention of the bonus is conditioned on remaining in the employ of the company. Gift or income? CHECK THIS ONE…
a. But a new employer, so does 102(c) matter?

b. What about 83?

c. Transfers in relation to past services would not be gifts, but what about transfers in relation to future services…

ii. Oprah and Pontiac’s gifts of free cars to audience members. Income or gift?
1. Income – prizes or awards, not detached or disinterested generosity (more for Pontiac than Oprah), underlying commercial motives at the very bottom

a. Though need to set some limits – no generosity is truly disinterested if you go all the way to the bottom of it

b. Depend on where the “interests” are being targeted? Actually giving up sales by giving away cars… 

c. Govt is arguing this is income…

2. Gift – just a surprise gift to audience members, didn’t do anything for it, had no control over it

a. Unfair to tax, and with potentially dramatic consequences (pushed into higher brackets, not liquid) consequences

VII. Refining the Concept of Income: p. 109-142

a. General Principles: Does Taxable Income Include Every Benefit Received?

i. “Essentially, the concept of income is a flexible one, with the result in a particular case being determined by the interplay of common usage, accounting concepts, administrative goals, and finally, judicial reaction to these forces.”

ii. What actually should be included in income – 61 seems to include everything, but it’s actually not that simple, can’t be applied as broadly as it’s worded
1. There are specific exclusions in the code…

a. Clear-cut exception from income, item never needs to be valued

2. There are also economic benefits that, while not specifically excluded, still don’t rise to the level of income

a. Not clear accessions to wealth

b. Not the type of “thing” that the tax code is targeting

3. §61 may have inherent limitations, but based on what principle?

a. Economic equivalence – exclude benefits that are immeasurable

b. Market requirement – exclude all “non-market transfers”

i. But that would prob exclude too much

c. Exclusive consumption – only include exclusive consumption, exclude all other consumption ( exclude enjoyment of resources that does not diminish availability of those resources for others

d. Costs to others – tax consumption based on whether an item constitutes an after-tax cost for another TP, so as to tax consumption only once and actually to the person who pays for it, rather than the person who enjoys it

e. Increased well-being – limit income to increase in well-being, and tax to the person who derives the most benefit

b. Reasons to exclude things from taxable income

i. Administrative concerns – some things are too hard to value or keep track of

ii. Perception – some things are not sufficiently connected to the market or perceived to be income

c. Fundamental questions concerning income

i. Is it income? 

1. Accession to wealth

2. Clearly realized

3. Over which TP has complete dominion? (Glenshaw Glass)

a. Perhaps most disputable…

b. TP must have an increase in wealth, but also must have control over it

c. Other control provisions – reference to property subject to substantial risk of forfeiture in §83, concerns with forced consumption in §119 

ii. Whether – whether a particular benefit, enjoyment, amount, use is income at all
1. Form is not dispositive – income doesn’t have to be cash

a. Barter Club (Rev. Rul. 80-52) – non-cash transfer, though very close to cash, can still constitute income

i. Valued at FMV – Barter exchanges presumptively reflect market

1. Baker v. Commissioner (1987) – court rejected TP’s position that the value of barter club units should be discounted because members often inflated prices. Club set FMV for goods exchanged in that market. 

ii. Policy – (reason for gov’t acting at all) prevent TPs from shifting back to barter to avoid tax system

b. Property or services transferred to TP may also count, depending on circumstances (Gotcher) – receipt of services may not look like an accession to wealth but it probably is (can always have the intermediate cash step)
i. May be harder to value, determine control

ii. “Control is clearest when he gains the power to sell the property received and thereby convert it into cash, the ultimate arbiter of inclusion.”

c. Treasure troves constitute income (Cesarini)

i. Though differentiate between the value of a bargain purchase – not income

1. Is something a taxable windfall or a nontaxable bargain?

ii. Don’t tax the value of bargain purchases – too difficult to administer, seeming bargain might actually be FMV, need defined, realized, controllable income rather than inseparable, intangible, indefinable bargain value…

iii. If TP buys property at a bargain (whether known or not), as long as it’s an arm’s length, market transaction ( no income from value of bargain 

1. Bargain will ultimately be taxed as “appreciation” upon disposition

iv. Policy – apply tax to windfall to close loopholes and protect fisc from manipulation, though prob not applied or reported too often

v. Example – Barry Bonds’ 700th homerun

1. Income – found value, windfall, separable value 

2. Not income – too difficult to value/administer, not what tax system is looking for, liquidity issues, bargain benefit of purchasing ticket to game, inseparable value from experience of game

2. Source is also not dispositive – according to words of 61, and Glenshaw

iii. When – whether it is current income, when such income must be dealt with
1. Not every economic benefit is immediately income

2. Need to wait for realization

3. Important timing factor

iv. Income for who? Income assignment rule – the earner of the income is taxed for the income, even if the benefit runs to someone else (Gotcher)

v. What’s the basis? Determine amount of tax that has already been paid in order to determine amount currently taxable.

1. If TP has already paid tax on initial amount (either upon receipt or by earning money to make initial purchase) ( tax cost basis (what’s already been paid) ( don’t tax again

d. Realization (part a whether issue, part a timing issue): Income must be realized before it can be taxed (factors discussed in Eisner)

i. Need income rather than capital

ii. Need gain derived from capital

iii. Something severed and separate from the capital, something independently disposable

iv. When are things realized, taxed?

1. Consumption in-kind is taxed immediately – no later identifiable date to tax

2. Cash generally taxed immediately – if not taxed immediately, will be lost in system

3. Property not consumed by TP, particularly property that appreciates – taxed upon disposition, need a separate realization event

a. Tax deferral – unrealized appreciation from prior years will be taxed in year of sale or other disposition

e. Code: § 1001(a) – Computation of Gain or Loss (above)
f. Regs.: 1.61-14 – Miscellaneous Items of Gross Income – Examples of things that constitute income that aren’t specifically listed in §61
i. Punitive damages, treble damages under antitrust laws, exemplary damages for fraud

ii. Another party’s payment of TP’s income taxes

iii. Illegal gains

iv. “Treasure trove, to the extent of its value in United States currency … for the taxable year in which it is reduced to undisputed possession.”

g. Cases:
i. Commissioner v. Glenshaw Glass (1955) – Ultimate standard for “what is income?”

1. Were the punitive damages owed to TP because of a successful business fraud claim taxable income? Should money received as exemplary damages for fraud or as the punitive two-thirds of a treble-damage antitrust recovery be reported by a taxpayer as gross income? Yes.
a. Factual reasons – dealing with money, and in a business context ( presumption of income

b. Theoretical reasons – seems like income…

i. Compensatory damages are taxable, punitive damages should be more so

1. Compensation may not be an accession to wealth in the same way, making TP whole rather than providing economic benefit

2. No constitutional barrier to taxing punitive damages

ii. Inclusion in gross income is not determined by source of money

2. Rule – 3 part test for determining income

a. Accession to wealth

b. Clearly realized

c. Over which the taxpayer has complete dominion

ii. United States v. Gotcher (5th Cir. 1968) – What is income? Applying a primary beneficiary standard…
1. Was an expense-paid trip arranged by VW for the Gotchers to Germany, so that Mr. Gotcher could tour VW facilities, evaluate the company’s German operations and be encouraged to invest in a VW dealership in the US a form of income? Did the value of the trip constitute income for the Gotchers? Did the cost of the trip give rise to gross income? Yes and no – included as income for Mrs. (though taxed to Mr., benefits provided through him, b/c of him) but excluded for Mr.  

a. Didn’t quite satisfy the requirements for him – not really within his control, not primarily for his benefit (more for the benefit of VW)

i. No clear exclusion, just didn’t reach level of includible income

b. Dealing with an interpretation and application of §61 – drawing inherent limits in the broad definition

c. Requirements for income – economic gain, primarily benefiting the taxpayer

i. When expense/consumption primarily benefits the payor - “it appears that the value of any trip that is paid by the employer or by a businessman primarily for his own benefit should be excluded from gross income of the payee”

d. Broad reading of income/exclusion – income isn’t limited to compensation, exclusions aren’t limited to enumerated list

2. What tax consequences should follow from an expense-paid trip that primarily benefits the party paying for the trip? 

a. Applying a primary beneficiary standard – somewhat tied to the primary motivation standard for gifts

b. And dominant purpose analysis – When an indirect economic gain is subordinate to an overall business purpose, the recipient is not taxed. Gotcher’s personal benefit was incidental to VW’s plans

3. Rule – For non-cash income, may need to apply a primary beneficiary standard. Non-cash, consumption benefits may constitute income.

4. Brown, Concurrence – challenging inclusion for Mrs. Gotcher, criticizing refusal to exclude as a gift

iii. Eisner v. Macomber (1920) – Realization requirement, pure/mere appreciation in value does not produce income under §61
1. Macomber received additional stock dividends from Standard Oil, a company she already held stock in (received 50% more stock but worth the same value overall).
2. Do stock dividends constitute gross income? No. 

a. There may be income in the broader sense, there may be appreciation, there may be some for of accession to wealth, but pro-rata stock dividends (as opposed to cash dividends) are not income in the taxable sense. 

i. More dividends are just more pieces of paper

ii. Company is actually capitalizing rather than distributing income, keeping company control rather than giving control to TP, who “received nothing out of the company’s assets for his separate use and benefit”

b. TPs can only have income from appreciated assets after realization

c. Mere appreciation is not enough to lead to tax

3. Rule – Realization of the asset is required before it is subject to income tax. There must be a realization event

a. Considered realization a constitutional requirement – subsequent cases have backed away from that

4. Definition of income - Not gain accruing to capital, not growth or increment of value in an investment, but a gain, a profit, something of exchangeable value, proceeding from the property, severed from the capital, however invested or employed, and coming in, being derived that is, received or drawn by the recipient (the taxpayer) for his separate us, benefit and disposal

5. Brandeis, dissenting – wants a broader reading of income, form shouldn’t matter

a. Just one method for a company to distribute profits to stockholders, profits shouldn’t be considered less taxable because of form/method

b. Challenging majority’s formalism – “In determining the scope of the power the substance of the transaction, not its form has been regarded.”

6. Follow-Ups – Realization no longer seen as a constitutional requirement, severance is no longer as strictly required

a. Helvering v. Bruun – lessor had income on the termination of a lease on account of a building erected by the tenant that reverted to the lessor, even though the gain, the building, was not severable from the capital, the land

b. Helvering v. Horst – described realization as a rule “founded on administrative convenience

c. Focus more on the taxable event – decide whether there has been an occasion on which it is just and socially desirable to impose income tax liability

iv. Cesarini v. United States (N.D. Ohio 1969) – Treasure Troves/windfalls are income

1. Couple bought an old piano, found about 4500 cash in it a few years later, included the money in tax return then filed a refund application

a. Arguments

i. Money found in piano didn’t constitute income under §61

ii. Even if income, money should have been included in year piano was purchased, not when found ( S of L would have expired

2. Was the found money (treasure trove) income? If so, when and how should it be included in gross income? Yes, treasure troves and windfalls give rise to income, and in the year in which they are fully secured to TP’s possession.
a. Found money not a specific exclusion – though that’s not dispositive

b. Rev. Rul. 61, 1953-1 – “The finder of treasure-trove is in receipt of taxable income, for Federal income tax purposes, to the extent of its value in United States currency, for the taxable year in which it is reduced to undisputed possession.”

c. Use state law governing found property to determine property status

d. TP found something new, severable, immediately valuable – this was NOT appreciation, but something different than what was owned before

h. Problems: Page 136
i. Does TP have income in the following situations? If so, when? What is the basis?

1. TP finds 50$ bill buried in the sand at a public beach

a. Income – treasure trove

b. Immediate income when found, possessed – complete dominion

c. Basis of 50$

2. TP finds a gold coin buried in the sand

a. Income – form doesn’t matter

b. Immediately – timing only an issue for the appreciated part of appreciable property, will still have immediate income. Windfalls always bring immediate income, though ultimate income may be higher

c. Basis – FMV in current US currency

3. TP finds diamond in used piano – parallel to Cesarini…

4. TP finds that used piano bought for “fair price” of 2,000 turns out to be a genuine Steinway worth 15,000

a. Income? In a broad sense yes, but only appreciation, not taxable

i. Value of a bargain purchase

ii. Wont be taxable until realized

5. TP discovers oil on his property

a. Bargain purchase, Windfall income, or Property Appreciation?

i. Oil is separable and independently valuable ( windfall so taxable

1. Problem – liquidity, unfair penalties, can defer until disposition

ii. Property appreciation – not separable, definitely appreciation, but wait until it’s separated or the whole property is disposed

1. Effectively the same things as a bargain purchase

ii. Betty purchased surprise package for 10$ at auction, finds a lot of junk and a baseball card worth 10,000, which is sold later for 15,000

1. Windfall income or bargain purchase?

a. Bargain – turned out that what she bought was just worth a lot more, not taxable immediately

i. Realized 15,000 ultimately, on 10$ or a fraction of 10$ (depending on proportional value of junk)

b. Windfall – like finding money in the piano

i. Would pay tax on 10,000 immediately

ii. Ultimately realize 15,000 – another 5,000 of taxable income but potentially at cap gains rates

VIII. Imputed Income: p. 136-142

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

i. Services that you perform for yourself, outside the market, without the benefit of any employment, market structure do not give rise to taxable income.

1. Another form of “income” (items and benefits) that don’t rise to the level of includable taxable gross income

2. Services performed for yourself won’t constitute income

3. Though if personal services lead to appreciation for other assets which are later sold (rather than fully consumed, like most imputed personal services) the gain will then be taxable…

a. It will at least be deferred – better to tax later than earlier, and might trigger capital rates

4. Valuing imputed income – amount saved, profit foregone (difference between market value and cost to individual actor_
b. Partnerships – treated as aggregates of partners, so transactions that partners perform for themselves or each other are imputed income, even when performed through the partnership

i. Like members of a family

ii. Sums they effectively pay to themselves constitute non-taxable imputed income

c. Primary examples

i. Owner-occupied housing

1. Renter will need to work more to cover taxes and pay rent with after-tax dollars

2. Homeownership may provide more benefits as an investment than investing in other areas

3. If we changed tax law to restore equity, what would happen?

a. Penalize homeowners with no means to pay sudden income tax

b. Home values would decline – tax capitalization

c. Might make home maintenance costs deductible under 212

d. Would overcomplicate things without providing any real benefit

ii. Cost of household services (comparison on page 138)
1. Services done for others within the household context count – will still be imputed and not taxable

2. Major tax consequences of cleaning your own home and paying someone else to do it, even if there’s an additional outside source of income

a. Couples will NOT be in the same position after tax, despite same net income

d. Policy and Concerns:

i. Fairness – seems unfair to tax imputed income, doesn’t feel like income, wouldn’t match public perceptions

1. Seems more like a tax on leisure – the results of how one spends one’s time

ii. Practicality – would be very hard to monitor or value this

iii. Tradition – we’ve never taxed it, arent going to now

1. Though Congress does have the power to

2. We want people to do for themselves rather than not at all

iv. Inefficient – this would have a big impact on social and economic behavior

v. Liquidity issues – no real money involved, doesn’t trace ability to pay

vi. Effect on equity considerations

1. Can seriously throw of reconciliation of TPs in similar situations

vii. Tied into underlying conceptions of what we do/should tax and what we don’t/shouldn’t
e. Benefits

i. High income TPs – those who would pay the highest rate on the income if taxed

1. Financial scale

ii. Low income TPs – those who may do more for themselves

1. Social scale

f. Cases:

i. Commissioner v. Minzer (5th Cir. 1960) – Commissions v. Imputed Income

1. If an insurance agent purchases his own life insurance policy, and earns commission on the sale, is that imputed and thus excludable income? No, it’s taxable income.

a. Formal commission, even for services performed for the TP, comes through a market structure, generated by employment context

b. Isn’t the same as a fully personal performance

2. Rule – doing for yourself, but in the market place, is different, will give rise to income 

ii. Commissioner v. Daehler (5th Cir. 1960)

1. Is the commission received by a broker who purchases real estate for himself, where part of the commission also goes to his employer, includable income? Yes.

a. TP was performing a service for his employer in regard to a real estate that was identical to his services in other transactions

b. The fact that he was the new owner didn’t matter, this was still an employment/market transaction

c. Compensation was received for services performed for an employer, not purely for himself

g. Problems: Page 141-142
i. Roe, lawyer, prepares her own tax return. Gross income? No, imputed, excludable income.

1. R has enjoyed services performed for herself

2. Better off because of it? Depends on whether receipt of the service from someone else would have been taxable or not
ii. Reciprocal agreement - Doe, accountant, prepares a tax return, worth 100$. Roe, lawyer, prepares will worth 100$. Gross income? Yes, for each.

1. Barter ( income

a. Form of income doesn’t matter…

b. Though deductibility of services/goods swapped does

c. Only non-deductible consumption items will give rise to taxable income

2. Not actually doing services for themselves, hints of a market transaction even if done for personal, informal reasons

3. Complications:

a. When the exchange isn’t equal (100$ will, 200$ tax return)

b. When there’s time in between – looks more like gifts

4. Consequences – each will have to work to pay taxes on the “income”

a. Treats the exchange as if 2 separate cash transactions, paid for with after-tax $

5. A way to avoid taxes on this? If the costs of the transaction are deductible, then no need to work to cover taxes for this income.

a. 212 allows deduction for tax-return preparations

iii. Bo buys a car for 2000, spends 1500 for parts and restores the car. After restoration, value appreciates to 10000. Is that reportable income?

1. Mere appreciation is not taxable income

2. If Bo uses car to death (fully consumes value) ( appreciation will be permanently imputed, never taxed

3. If Bo sells the car for a profit ( will realize gain on his labor and be taxed then, on an adjusted basis of 3500 (total out of pocket original expenses)
iv. Mo relinquishes 300,000/year job for teaching position at  100,000. Taxed on the difference? No. Not really income

1. Giving up the right to earn more income is not income, not even really imputed income (unless it’s a personal benefit through higher enjoyment)

v. Comparison between homeowner and renter – NOT in the same after-tax position

vi. Question 5, page 140 – relationship between imputed income and exclusions for fringe benefits under §132

1. Sole practitioner does work for herself ( no taxable income. If there’s a firm with employee associates, and the associate does work for a partner, is there income?

a. Income in the forgone profit and the difference between the associate’s rate and the partner’s rate – but not going to be taxed if your employee does personal services, like work inside the family

b. If associate has own legal question and answers it ( no taxable income

c. If someone else in the firm provides a legal services for the associate ( actual income

i. Unless it can be excluded under 132 – employee discount, de minimis FB

2. Policy – 132 exclusions from gross income of employees may allow the employees to be put on the same level as the employers with respect to internal activities and imputed income – seems to equalize things a bit…

IX. Loans and Cancellation of Indebtedness: p. 142-171

a. General Principles: Loan proceeds are not included in gross income under §61, and loan repayments are not deductible – Effectively treated as non-events, until not in fact repaid

i. Obligation to repay offsets income from borrowing, so proceeds don’t rise to level of income
ii. Taxed on a deferred basis – money earned to pay back loan is taxed

1. Though lender is taxed on interest payments received – compensation to the lender for the use of the money

2. Alternatives – could tax on receipt and deduct repayments, which would more closely track the cash-flow, but like gifts we don’t do that

iii. Consequence – excluding loan proceeds ( defers tax ( time value benefit ( effectively reduces tax on consumption initially

1. May combine with other time-value factors like depreciation 

b. What is a loan? Recognizing a loan - Need to distinguish from other forms of income

i. Differentiate for both parties

1. For borrower – loan or income?

2. For lender – loan or expense/deduction

ii. Wrongful appropriations ( income (James)

1. TP can deduct if eventually repaid

iii. Legit loans ( not income

iv. Need a consensual obligation at the time the money is transferred – both parties must recognize the loan and resulting obligation at the time.

v. Evaluate intentions/claims/understandings/obligations at time of transaction

1. Claimed intent to repay may not be worth that much, but consider financial realities as well – likelihood of repayment

vi. Policy – need to differentiate clearly in order to involve disguising included income as a loan, or disguising loans as current expenses

c. Cancellation of Indebtedness – if TP fails to repay a loan ( income for the borrower, deductible loss for the lender

i. Loan proceeds originally excluded from income because of offsetting obligation to repay. If obligation/debt is cancelled, the original loan proceeds are now seen as an accession to wealth so must be included.

1. Cancellation is the event that gives rise to income because it eliminates the obligation to repay.

2. Does require actual discharge – implies lack of consideration for discharge

a. Cant be a pre-arranged lesser contingency payment

b. Need real “failure” to satisfy the debt – substituting services or property for cash will still satisfy debt

i. Make sure exchange shouldn’t be analyzed separately, as something else

c. Example – Rev. Rul. 84-176 – Is the amount owed by TP, forgiven by seller in return for contract counterclaim, COI income? No, the cancellation was effectively the medium through which damages for the counterclaim were paid, so treated as payment for lost profits rather than true discharge of indebtedness. 
i. Any exchange will prob throw off COI.

ii. Form of debt/benefit doesn’t matter – can cancel monetary and consumption debts, both give rise to income and still need to be valued

1. Though form might give rise to value questions, disputed debt arguments

iii. Don’t necessarily get/need a freeing up of assets – if borrower pays back part of the debt and lender just cancels the difference, there will be COI income without corresponding release of/access to assets

1. Benefits of COI don’t relate to freedom of assets but relief of original obligation

iv. Valuation issues – what happens when there’s cancellation of a debt denominated in dollars but never repaid in actual cash? Need to value what was actually received initially in order to find out what the difference was.
v. Exceptions, Exclusions for COI income (§108)
1. Bankruptcy – If TP is in bankruptcy proceedings, may avoid COI income

2. Insolvency – to the extent that debt cancellation doesn’t make TP solvent, TP does not have current income, only taxed on COI income that is above solvency threshold

3. Purchase money debt reductions rather than income 
4. Gifts – no debt or discharge of indebtedness income if either the original debt or subsequent forgiveness can be considered a gift

5. Contingent debts – if debt is so contingent or indefinite that it does not qualify as a debt for basis or bad debt deduction purposes, no income will result upon discharge 

6. Exceptions may just defer, rather than exclude tax – elect under §108(b)(5)(A) to reduce basis in depreciable property ( decrease future depreciation deductions and increases taxable gain upon disposition of the property

a. So pays the tax in the end

b. 108 allows TP to defer current COI income because of inability to pay, but pushes tax back until point when TP can pay

c. Forces reduction in assets equal to COI value rather than permanent exclusion of taxes, get tax on back end

d. Lower basis by COI amount ( probably higher gain eventually ( tax on that

e. Policy – fits with bankruptcy code, allow TP fresh start after bankruptcy or insolvency, tied to ability to pay, liquidity and more concrete accession to wealth, though without sacrificing tax entirely

d. Loans in a Consumption Tax Context:

i. Purchases made with borrowed funds would be taxed the same way as those made with personal funds

ii. Loan proceeds would be taxed when received and deducted when repaid – closer to cash-flow

1. Interest would also be deducted when re-paid – considered part of, a cost of the transaction, just the future value the cost of which was originally consumed with the loan.

iii. Economically things wouldn’t be much different but would be perceived differently – would look like double tax on borrowing and then spending

1. Accelerate tax liability ( might discourage borrowing for consumption

2. Already encourages deferred consumption by encouraging tax-free savings

iv. Borrowing for investment rather than consumption would even out – deduct when invested

1. Would require tracking of borrowed funds, split between consumption and investment

e. Code § 61(a)(12); 108(a), (d)(1), (e)(1)-(3), (5); 165(a), (c), (d); 166

i. § 61(a)(12) – Income includes “discharge of indebtedeness”

ii. §108 – Income from discharge of indebtedness

1. (a) – In general, the discharge of indebtedness constitutes income, under §61, but under this subsection if the following occur, there will not be included income:

a. Discharge occurs in title 11 case

b. Discharge occurs when TP is insolvent

i. 108(a)(1)(D) – Insolvency exclusion limited to amount of insolvency – amount excluded from COI income shall not exceed amount by which TP is insolvent

c. Discharge is qualified farm indebtedness or qualified real property business indebtedness for a corporation

d. The exceptions are ordered – title 11 takes precedence, then insolvency exclusion

2. (d) – Definitions, meaning of terms, special rules relating to certain provisions

a. Indebtedness of TP – means any indebtedness for which TP is liable, or subject to which TP holds property (loan, etc)

3. (e) – General rules for discharge of indebtedness
a. (1) – no other general insolvency exception

b. (2) – Income not realized to extent of lost deductions – No income shall be realized from the discharge of indebtedness to the extent that payment of the liability would have given rise to a deduction

i. If the expense/obligation would have been deductible anyway, cancellation of the debt does not give rise to income 

c. (3) – Adjust for amortized property 
d. (5) – Purchase money debt reduction for solvent debtor treated as price reduction
i. If debt of purchaser of property to seller of the property created by the transaction is reduced, and the reduction doesn’t occur in a title 11 case or when TP purchaser is insolvent, and such reduction would normally be treated as COI income, the reduction “shall be treated as a purchase price adjustment”

ii. Not COI income but a reduction in original purchase price

iii. §165 - Losses

1. (a) – General Rule – “There shall be allowed as a deduction any loss sustained during the taxable year and not compensated for by any insurance or otherwise

2. (c) – Limitation of individual losses – can only deduct for certain losses

a. Trade or business

b. Losses from profit-making transactions

c. Casualty losses

3. (d) – Wagering losses – “Losses from wagering transactions shall be allowed only to the extent of the gains from transactions”
a. Matching income and deductions – because this is really personal consumption/expense, so shouldn’t be deducted at all. 

iv. §166 – Bad Debts
1. Can deduct “any debt which becomes worthless within the taxable year” (166(a)(1)) or can deduct the worthless part of a debt paid back in part (166(a)(2))

a. Only applies to business debts (166(d)(1)(A))

2. Basis for determining deduction is adjusted basis for determining loss on disposition of property/asset

f. Regs.: 1.61-12(a) – Income from discharge of indebtedness
i. Discharge of indebtedness, in whole or in part, may result in realization of income

1. Valued at FMV or portion of FMV actually relieved

g. Cases:
i. James v. United States (1961) - Warren, Brennan, Stewart majority. – Illegal funds, despite legal obligation to repay, are income and not loans.

1. Union official embezzled funds over a number of years, didn’t report the funds as income.

2. Are embezzled funds included in the gross income of the embezzler in the year in which the funds are misappropriated? Yes. Income or loan? Income.
a. Reversing Commissioner v. Wilcox, which held that embezzled funds were not taxable

i. Decided on grounds that taxable gain was conditioned upon presence of claim of right to alleged gain, and absence of a definite unconditional obligation to repay or return that which would otherwise constitute a gain. No income without legal right to gain. Embezzler had no claim of right to money so no taxable gain.

b. Siding with Rutkin v. United States, which held extorted funds taxable

c. §61 is broad enough to cover this sort of income - “unlawful as well as lawful gains are comprehended within the term “gross income””

3. Rule – following North American Oil as well, “When a taxpayer acquires earnings, lawfully or unlawfully, without the consensual recognition, express or implied, of an obligation to repay and without restriction as to their disposition, ‘he has received income” even though he may not be able to keep it, may be liable for the amount… 

a. Wrongful appropriations ( income

i. TP can deduct if eventually repaid

ii. Law may require repayment, but actual “transacting” parties haven’t worked it out

b. Legit loans ( not income

c. When you steal, and there’s no consensual obligation to repay at the time of the appropriation ( income

4. Practical concern – such funds are includable, but are they ever included?

a. Requirement to report does not violate 5th amendment protection against self-incrimination, United States v. Sullivan, TP can challenge descriptive reporting but not the fundamental inclusion

ii. Boccardo v. Commissioner (9th Cir. 1995) – Contingent Advances

1. Law firm was deducting litigation fees incurred under gross-fee contract system, firm pays all expense up front and then receive fee at end, without explicit reference to how costs would be recouped. What are the tax consequences of net fee v. gross fee contracts, and contingent advances?
a. Govt argued expenses were advances, loans to clients that would be repaid at the end so not deductible now.
2. Are contingent advances, the payment of expenses that may be recouped in advance, loans or ordinary business expenses? (payor’s side – loan or expenses) Expenses, immediately deductible, the firm incurred ordinary and necessary business expenses in payment of costs and charges in connection with clients’ litigation.

a. “It is difficult to see how the label of ‘advances’ with its implication of ‘loans’ can be applied as a matter of law to payments when there is no obligation on the part of the client to repay the money expended.”

b. The repayment was going to come out of any settlement award, if earned, and was far from assured.

c. Not like their net-fee contract system where the firm was more explicit – this wasn’t explicitly, formalistically set up like a loan

i. Problem – court resting more on form than function/substance

d. Ultimately, the client didn’t have a definite obligation to repay – payments were contingent on result of litigation

i. And in fact, gross fee contracts were designed to eliminate explicit repayment obligations 

iii. United States v. Kirby Lumber Co. (1931) – Freeing of Assets

1. When the lumber company bought back its own bonds, on the open market, for less than par value, was the difference taxable gain or income? Yes, taxable gain.
a. Treasury Regulations – If the corporation purchases and retires any of such bonds at a price less than the issuing price or face value, the excess of issuing price or face value over the purchase price is gain or income for the taxable year.

b. “Here there was no shrinkage of assets and the taxpayer made a clear gain. As a result of the dealings it made available … assets previously offset by the obligation of bonds now extinct.”

i. Clear accession to wealth by the freeing up of assets – no longer the real standard used, can have COI income without actually freeing up assets

ii. Theoretical justification – TP is acting in a way that’s inconsistent with original transaction, changes the character of the original amounts though money will be current income

iv. Zarin v. Commissioner (Tax Court, 1989) – Cancellation of consumption debt

1. Zarin gambled on credit/markers ( in debt for 3.4 million ( casino sued for full amount ( settled for 500,000

a. He didn’t receive any actual cash, incurred a consumption debt

2. Did Zarin have income from the discharge of his gambling indebtedness? Was the difference between the amount of the original debt and the amount of the settlement COI income for Zarin? Tax court found income, 3rd circuit reversed b/c it may have just been wrong to charge him for this…
a. Arguments for income – Zarin effectively took out tax-fee loan, had an off-setting obligation to pay casino back, when loan was satisfied for face value, he should have income to extent of difference. Amount of debt relief ( COI income.

b. Defenses – not income

i. Debts not enforceable under state law ( no debt cancellation

1. If debt isn’t enforceable, no real obligation to be discharged

2. But enforceability shouldn’t be determinative – everyone uses state law differently, don’t want to treat gambling debts differently
3. As long as there’s an accession to wealth, why should it matter?

ii. Debt was disputed, maybe settlement was “real” amount owed

1. If not sure what the liability is, not sure how much gross income there would be. If not sure what the full debt was, there’s no way to prove that the amount settled for isn’t the actual full value of the debt.

2. But lost this argument by stipulating full amount

iii. TP had overall gambling loss ( shouldn’t have to include income

1. Court reasoned technicality – losses and gains have to match in a year

2. And wagering gain must match with loss – settlement amt is different

iv. Settlement amounted to purchase money debt reduction ( no income under 108(b)(5)

1. Chips weren’t property, he got the chips but also opportunity to gamble, not what § was designed to cover
3. 3rd Circuit reversal – based on nonenforceability of debt under 108(d)(1)

a. Need actual liability to have COI income, and settlement eliminated that liability – debt disputed until settlement amount decided and fulfilled it
b. Also found no property subject to debt – chips didn’t count

c. Problems with their reasoning:

i. But 108 focuses on the exclusions, didn’t really look to 61 inclusions first

ii. Enforceability of debts shouldn’t necessarily be determinative

h. Problems:
i. Page 151

1. Joe borrows money from bank in legit loan transaction, but with no intention of ever repaying. Is the appropriation of bank’s funds includible in income? When?

a. Look at intentions of parties – though subjective and hard to apply
i. Bank thought it was making a loan – more important to look at intentions of disperser
1. Bank will ultimately realize it wasn’t a loan – deal with loss at that point
b. ANSWER TO THIS???
2. James embezzled 10,000 to pay for son’s operation, honestly intending to repay money asap.

a. Does J realize income at time of embezzlement? Yes, need mutual intention for a loan to go through
b. What if repaid in later year? Deduction. Wait and make sure he actually will repay
c. What if he signed promissory note when taken? Unless consensual loan ( no loan.

d. Evaluate circumstances at time of transaction

ii. Page 168-169

1. Widget Corp borrows 10,000 from public by issuing 10,000 20-yr bond, with obligation to pay 800 in annual interest. 2 years later, market interest rates increase to 10%, so value of bond decreases to 8,000.
a. If bondholder sells 10,000 bond to another for 8,000, what happens? Does corp have 2000 in COI income?

i. Bondholder sells at a loss, but not every loss is deductible

ii. No COI income for Widget, still owes 10,000 at maturity

1. transaction between 3rd parties doesn’t affect original debt

b. If bondholder sells bond back to Widget for 8,000, what are the tax consequences?

i. W has 2000 of COI income – ultimate liability reduced by that amount

2. X., Y, Z owe bank 8000, debts incurred in connection with property used for business. After following, all have 8000 of income, but what happens?

a. X has problems, is unable to pay loan, and bank cancels it

i. X has COI income, bank has 8000 deduction as business loss

b. Y owns stock, transfers it to bank in return for cancellation of loan

i. Used appreciated property to satisfy debt, as if he sold property, received cash and paid off debt – has taxable income from “sale”

ii. But disposition of property has to be treated as a taxable event separately from debt issues – would be unfair to those who pay back through taxable earnings to allow this transfer to occur tax free

c. Z has loan canceled by performing 8000 worth of services

i. Satisfied debt, has 8000 of income from services, taxable as well

3.  B has a judgment of 15,000 entered against him in tort action, B agrees not to appeal and settles for 10,000. 5000 of COI income?
a. No, 15,000 wasn’t a final obligation, could be considered disputed debt.

b. Settlement of a disputed debt liability does not give rise to COI income, because amount hasn’t been agreed upon by parties.

4. TP pledges 500 of deductible charitable donation to her church, but reduces pledge to 100. 400 of COI income?

a. No, 108(e)(2) excludes COI income for expenses that would be originally deductible.

b. Realistically, was this a legit debt? Not so much… charities arent going to enforce it… no legal obligation to give a gift

5. TP receives a 100 bill for a 15 min dr’s appointment. Dr agrees to accept 50$ as full payment. COI income or purchase money debt reduction under 108(e)(5)?

a. Zarin indicated limits of PMDR to property

b. Prob need more property than this

c. Though could exclude as disputed liability ( final debt of 50 not 100

6. TP takes 1000 from her employer’s petty cash drawer, leaving an unsigned note pledging to “return the money when she can”. Income?

a. No – it’s a loan, obligation to repay offsets income

i. Intention of TP controls

ii. James seems to necessitate mutual consideration of obligation, but other cases find unilateral obligation sufficient

b. Yes – no real obligation or intention to pay it back, no mutual consideration at time of taking, can always deduct if repaid.

c. If employer learns of taking and says she doesn’t need to pay it back, what are the tax consequences? 

i. If a loan, would have been loan at beginning ( COI income now

ii. If income originally ( no change

iii. NOT a gift – this is employment context

d. If TP also is 10,000 in debt b/c of credit card and mortgage loans, does forgiveness of petty cash loan ( COI income? Or trigger insolvency exception? 

i. No COI income, excluded under 108

X. Mixed Business and Personal Expenses: p. 172-177
a. Why deduct business expenses but not consumption? Gets closer to true calculation of income.

i. Need to deduct the costs of producing income

ii. Consumption is the benefit of that production 

iii. Maintain horizontal equity – tax people with same net income at same levels, without including varied costs of income production

b. Different standards for distinguishing business and personal consumption, particularly difficult to distinguish the different elements in mixed expenses

i. Tied to form of deduction

1. ATL deductions – primarily purely related to trade or business

2. BTL deductions – may be more mixed business and personal expenses

a. The limitations on BTL deductions help to pull out and tax the personal elements
ii. Code mostly takes all or nothing approach, though there are some provisions (274) that seem to account for both by allowing some but not the full deduction

c. Allocation of deductions, affect of limitations – hard to tell, placement may be determined by status of TP

i. Unreimbursed employee business expenses are misc itemized BTL deductions, while self-employed TPs can deduct for the same costs under 62 and 162 (or employer can deduct directly if paid for directly)

1. 50% of unreimbursed entertainment, meal expenses

2. unreimbursed employee travel expenses for transportation/lodging

3. dues to unions and professional associations

4. home office expenses

5. professional journals

6. uniforms and work clothes

7. job search expenses

8. education related to employment or profession

9. malpractice insurance

ii. 212 deductions are also BTL, subject to 2% floor

1. cost of safe-deposit boxes

2. fees for investment advice

3. legal and accounting fees

4. costs of collecting investment income

5. travel costs associated with investments
d. Consequences and calculation of income/expenses – primarily on the construction of compensation packages (p. 176)

i. If employer pays directly, provides transportation, meals, etc ( value of benefits does not affect employee’s gross income, never show up in employee’s calculations, are deducted from employer’s income as ordinary business expenses

1. Excluded as fringe benefits, effectively

ii. If employee pays expense pursuant to reimbursement plan, expenses are deducted ATL, effectively not considered – same as if employer provided benefits in kind

1. Regs allow total non-inclusion if dealing with properly established accountable plan

iii. If employer pays higher salary so that employee can then cover the expenses ( really different results

1. Employee must include full salary amount in gross income

2. Can take the business expense deductions BTL – so doesn’t necessarily get the deduction or the full deduction, subject to 67 and 68

e. Code §§ 62; 67(a),(b); 68(a)-(d)

i. Further consideration of 67 and 68 – both limiting factors on deductions that are seen as more of a mixture between personal and business consumption

1. limits to carve out and disallow deductions on the personal elements

2. 68 is also effectively an increase in rate – by cutting down on the deduction

XI. Commuting vs. Travel Away From Home: p. 177-196

a. Commuting – commuting costs are nondeductible (Regs 1.162-2(e), 1.212-1(f), 1.262-1(b)(5))

i. Why? Residence is determined by personal choice, not business necessity, and 162 specifies travel while away from home
ii. Doesn’t matter how extreme the commuting costs are, commuting is personal consumption 
iii. Exceptions

1. Working while commuting, in VERY particular circumstances – Pollei v. Commissioner (10th Cir. 1989), allowed police officers to deduct costs of commuting, though IRS has announced disagreement with decision

2. Necessary transportation of business related tools or instruments – TP may deduct cost of commuting with tools between home and place of business ONLY if TP incurs additional expenses in transporting tools. May be able to divide up business and personal costs.

iv. Rev. Rul. 99-7 – rules for determining when daily transportation expenses are deductible, under 162
1. Generally, home to business ( not deductible

2. Business location to business location ( deductible

3. Home, if home is principal place of business to other business location in same trade or business ( deductible regardless of whether work location is regular or temporary and regardless of distance

4. Home to temporary work site outside metropolitan area where TP lives and normally works ( deductible

a. Home to temporary work site within metropolitan area ( Not deductible

5. Home to temporary work location, in same trade or business, if TP has one or more regular places of business away from residence( deductible regardless of distance
6. Temporary – defined according to 1 year rule

b. Business related travel, away from home – entirely for business ( entirely deductible

i. Reasonable traveling expenses, that aren’t lavish or extravagant under the circumstances are deductible as long as they are:
1. Ordinary and necessary

2. Incurred while away from home

3. Incurred in the pursuit of trade or business

ii. Away from home – determined according to principal place of business, tax home is determined by place with principal business connection

1. Need a business connection to a place to consider it home, from which TP can travel from business

2. For a TP to be “away from home in the pursuit of trade or business,” TP must establish the existence of some sort of business relation both to the location claimed as “home” and to the location of employment sufficient to support a finding that duplicative expenses are necessitated by business exigencies (Hantzis)

3. Principal place of business – if there are multiple options, determined by where

a. TP spends more time

b. Engages in greater degree of business activity

c. Derives a greater portion of income (Markey v. Commissioner, 6th Cir. 1974)

4. Can only be one tax home – Andrews v. Commissioner (1990) – Tax Court considered both homes (1/2 year spent at each, business interests at each) as tax homes. 1st Cir. Reversed because there were duplicative living costs, necessitated by business, which is what deduction was meant to eliminate. Remanded for determination of tax home. 

c. Mixed travel– if TP travels to a destination and spends some time working, some time playing, TP is required to identify which expenses related to work/pleasure. Can deduct business expenses only.
i. Transportation costs in particular – need to determine whether the trip was “primarily” business or pleasure, based on the “facts and circumstances” of each case (regs) – can deduct all cost if primarily business
d. Code §162(a); Glance at §280A(c)(1)

i. §162(a) – Allowing “as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including … traveling expenses (including amounts expended for meals and lodging other than amounts which are lavish or extravagant under the circumstances) while away from home in the pursuit of a trade or business.”

ii. §280A – in general, there is no deduction for costs of maintaining TP’s residence

1. Certain exceptions for business use – if the residence is also used for business

e. Cases:

i. Hantzis v. Commissioner (1st Cir. 1981) – “away from home” and “in pursuit of trade or business”

1. Dealing with costs incurred by Harvard law student, permanent Boston resident, working in NY for summer.

a. Hantzis’s argument – all costs incurred, in layman’s terms, while away from home and away from home because of business

b. Commissioner’s arguments – 

i. TP’s home for tax purposes was place of employment – so NY is not away from home, NY is tax home

ii. Many of the expenses were not in pursuit of trade or business

c. Tax court agreed with Hantzis

2. Are TPs travel and living expenses, incurred while spending the summer in NY in the course of summer employment, deductible under 162(a)(2)? No. While these expenses may have been incurred in pursuit of trade/business, they were NOT incurred “while away from home.

a. Rejects the IRS opinion that traveling expense to the job is not deductible – would erect threshold of deductibility that TP be engaged in trade or business before incurring travel expense – not true, doesn’t fit precedent or policy

i. Recency of entry into a trade doesn’t correspond with a legit cost of producing income, the costs which are supposed to be deducted

b. Defining home – for tax purposes, residence or principal place of business?

i. Critical step in defining home is additional recognition that requirement must be construes in context of business exigency

ii. Only looking to deduct living expenses that work causes to be duplicated – if work causes TP to travel from home

iii. Need to have a business connection with the tax home in order to consider it a base for deductible travel

iv. Temporary relocation doesn’t affect this – “The temporary employment doctrine does not, however, purport to eliminate any requirement that continued maintenance of a first home have a business justification”

1. If Boston had a business connection, this might have helped

3. Rule – Tax “home” for travel deduction purposes must be the business home, must have business connections. TP may have business connection to place claimed as home for tax purposes.
a. For a TP to be “away from home in the pursuit of trade or business,” TP must establish the existence of some sort of business relation both to the location claimed as “home” and to the location of employment sufficient to support a finding that duplicative expenses are necessitated by business exigencies

4. Keeton, Concurrence – agrees in result, because duplicate costs were not required by business (if there’s only one place of business in total, there can be no traveling between 2 business locations such that the travel is necessitated by business), but criticizes the potentially confusing definition of tax home

a. There is precedent establishing that principal residence can be considered tax home as well

b. Better to use the ordinary meaning if possible

5. Follow-Up – Daly v. Commissioner (4th Cir. 1981) – Salesman, with personal residence in VA, regularly traveled to other states for selling purposes. Court found tax home to be area he served in general, so that traveling expenses between residence and points within the general area were not deductible.

f. Problems:

i. Page 195-196

1. TP drives from home to office every day. Deductible? No, cost of commuting

a. Drives from office to meeting and returns to office. Deductible? Yes, totally business related
i. But for business ( no expenses.

b. Drives from home to meeting to office. Deductible? Partially. Which Part?

i. Rev. Rule 99-7 – costs of home to temporary work location might be deductible, under certain conditions.

2. TP carpenter with sites throughout city, commutes in his car each day. Sometime needs to carry saw, so can’t take public transportation. Are any costs of commuting deductible? Only if he incurs additional costs because of taking tools.

a. Can’t deduct normally personal expenditures, can’t turn them into business expenses if they don’t actually change in amount.

b. No extra business caused cost ( no deduction

3. TP member of crew responsible for construction in 12-state region. Receives assignments from regional office in Kansas City, where he also owns a house and stays when possible. Work locations change frequently, most require overnight stays.
a. Any deductible transportation costs? If traveling outside of Kansas City metropolitan area for work and can establish that Kansas City is home metro area ( deductible.

b. Applying 99-7… but that doesn’t cover overnight trips (162 does) and may not be given deference by the courts

c. If TP can establish KC as home for tax purposes, may be able to deduct under 162 as expenses incurred while away from home on business

i. Deduct travel automatically, food if travel requires overnight stay

4. TP lives/works in Minnesota. Purchased condo in Miami as investment, rents it on yearly lease. Takes yearly trip to Miami to inspect property, meet with local accountant, and take a mini-vacation. 

a. Can he deduct transportation to and from? Depends on primary purpose of trip (regs. 1.162-2b)
b. What about commuting and other expenses while in Miami? If related to business

c. No clear answer on whether TP can have two tax homes – Service, tax court said yes, 1st circuit said no…

XII. Meals and Entertainment: 196-214

a. Business Meals – away from home on business, or at home in connection with business. Both deductible although under different rules

i. Away from home – deductible like traveling expenses, 162(a)(2)

1. Deductible as long as travel includes overnight stay (Correll) – only on trips that require “sleep or rest”

ii. At home – must be generally deductible as ordinary/necessary business expense, subject to limitations and specifications of 274

1. 3 types of local meals may be deductible – if TP can satisfy 162, 274
a. Meals involving entertainment of clients and customers

b. Meals involving entertainment of coworkers

c. Meals serving a business purpose but involving neither clients nor coworkers, such as attendance at professional meetings

2. How much is deducted – full value of qualifying meals can be included for possible deduction, amount of actual reduction to gross income is 50% of value of meals
a. Courts tried to deduct part of meal expenses caused by business – excess over amount normally spent – but that’s too difficult to administer

i. Sutter v. Commissioner (1953) – disallowed deduction because TP failed to prove that cost of meal was more than normal

ii. Seems fair to cover part on your own and deduct the rest, but it’s not practical

b. As long as TP can show the meal was a valid business expense, the whole thing can be deducted…

b. Entertainment expenses – may qualify under 162(a), but may only be deducted if they also qualify under stricter standards of 274. (summary, p. 212)
i. 274 does apply, using an objective test to determine whether an activity is of a type generally considered to constitute entertainment (Walliser)

1. “Directly related” provision requires greater degree of proximate relationship between expenditure and TP’s trade/business

2. “Associated with” provision requires substantial business discussion directly preceding or following entertainment 

ii. 274 also imposes 50% limitation.

iii. If employee is on an expense account, employee is relieved of 274 burdens, which shift to employer (must prove business expense relationship, subjected to 50% limit)

1. But reimbursement plan/expense account must qualify:

a. Plan must have a business connection

b. Must require substantiation of expenses

c. Must require that employee return any reimbursement in excess of substantiated expense w/i reasonable time

2. Reimbursements according to a non-accountable plan must be reported in employee’s gross income, subject to corresponding BTL deduction if possible

3. And if employee pays expenses personally, out of higher salary, employee is subject to 50% limit and also limits on BTL deductions

c. Code §62(a)(2), (c); 162(a), 212, 274(a), (b), (d), (e), (k), (n)
i. §62(a)(2), (c) – dealing with employee reimbursement arrangements
1. Reimbursement plans or expense allowances can be deducted ATL

2. Conditions on reimbursement arrangements – employee needs to substantiate expenses covered, and arrangement won’t qualify if “such arrangement provides employee the right to retain any amount in excess of the substantiated expenses covered”

ii. 274 – Disallowance of certain entertainment, etc, expenses – Limitation on deductions of business meals and entertainment 
1. (a) – Entertainment, amusement or recreation – no deduction for personal entertainment activities/expenses, unless TP establishes that the item was “directly related to, or, in the case of an item directly preceding or following a substantial and bona fide business discussion (including business meetings at a convention or otherwise), that such item was associated with the active conduct of taxpayer’s trade or business”
a. Applies to both 162 and 212 deductions – in general, can’t take a 162/212 deduction with respect to entertainment, etc, activities, UNLESS TP can establish the business connection
b. Covers facility fees
c. Dues for clubs are NOT deductible regardless
d. Stricter standards than 162’s ordinary and necessary threshold 

2. (b) – Gifts – basic limitation on gifts made in the employment context, can’t deduct gifts under 162 or 212
3. (d) – Substantiation requirements – can’t allow the deduction unless TP substantiates the expense (p. 242 of code, lists requirements). Need adequate records or sufficient evidence of:

a. Amount of expense

b. Time and place of travel/entertainment

c. Business purpose

d. Business relationship of TP to persons entertained

4. (e) – Specific exceptions to application of the general rule – certain activities that appear to be covered, so deductible ONLY with the business connection, are actually deductible anyway, regardless
a. Food furnished on the business premises
b. Expenses considered compensation (employer can deduct them even if such compensation is entertainment related)
c. Reimbursed expenses… and a range of other things
5. (k) – Business meals
a. In general, deductions are not allowed for food/beverage expenses, UNLESS, such expense is not lavish or extravagant under the circumstances, and TP (or TP’s employee) is present at furnishing of food/beverage
b. Coordinates with (a) – which allows deduction if these expenses are sufficiently business related
6. (n) – 50% limitation on deduction of meal and entertainment expenses – can’t deduct beyond 50% of actual value of expenses
a. Lowers co-pay, gov’t subsidy to encourage TP to consider costs
b. But having any deduction at all may encourage excess spending
7. Policy – it had gotten too easy to “prove” business expense, this section added to cut down on disguising of personal expenses as business expenses
a. Cutting back on effective federal subsidy for mixed expenditures
b. Forcing TPs to consider making expense since it wont be fully deductible
c. But also accounting for fact that business consumption expenses are typically more expensive that purely personal consumption – still allowing deduction for some element of forced business consumption
d. Regs. §§1.62-1T(e)(1), 1.62-2(c)-(d); 1.162-2(a), 2(b); skim 1.162-17, 1.274-2(c)-(d), -5T(a)

e. Cases:

i. United States v. Correll (1967) – meal expenses incurred while away from home on business are deductible only for overnight trips

1. Can a traveling salesman who customarily ate breakfast and lunch on the road while traveling for business deduct the costs of such meals? No. (Stewart’s majority)

a. Meals in general are a primarily personal consumption expense, generally disallowed under 262

b. Away from home on business, under 162, already allows some of these costs to be deducted

c. IRS established administrative rule, construction of 162, requiring overnight 

i. Bright line rule – somewhat arbitrary, but accepted, applied, easy and substantially fair

ii. Defer to service on a reasonable interpretation (statute does refer to meals and lodging, implying some connection), given additional weight because of longstanding acceptance

1. Congress knew, could change/fine tune interpretation if it wanted

2. Defer to congress and agency if IRS regulations are reasonable

2. Rule – meal expenses incurred in conjunction with business travel can only be deducted if the trip requires an overnight stay.

3. Dissent – Douglas, Black, Fortas

a. The words “while away from home” can not be shrunken to “overnight”

b. Challenging the introduction of a time limitation into the test for deductibility, where statute speaks only of geography

c. Practically, time is less of a factor in relation to space now – though perhaps more of a reason to maintain the bright line?

ii. Moss v. Commissioner (7th Cir. 1985) – Deductibility of local business meals

1. Can lawyer who ate with colleagues every day and discussed business issues at every lunch deduct the costs of the meals, under 162(a) generally (119 and 162(a)(2) didn’t apply – not on premises or away from home)? No, not for meals every day.
a. Problems of  mixed expense – conducive to the production of business income, but also a personal expense that raises personal welfare

b. Cant allow such a broad deduction – would favor TPs with the “good fortune” to interweave personal consumption with business expense

c. Though can’t totally disallow either – would lead to excessive taxation of TPs who spend more on business meals than they would if not working, element of forced consumption

d. Because IRS is allowing deduction at all, can demand real proof that meal is business necessitated and can limit – can set standards

i. Question of degree – these weren’t lavish or extravagant, but they were too frequent

ii. The meetings may have been necessary, lunch may have been convenient, but that doesn’t mean lunch every day was a business expense

2. Follow-Up: Wells v. Commissioner (1977) – In dictum, court indicated that in law firms, “an occasional luncheon meeting would be regarded as an ordinary and necessary business expense.”

iii. Walliser v. Commissioner (Tax Court 1979) – Application of §274

1. Could TP who traveled abroad with tour groups, with the expectations of cultivating business contacts but was not reimbursed by employer for such trips, deduct the cost of the trips? While the expense might have been deductible under 162, was it deductible under 274? No, these expenses didn’t meet the stricter standards of 274.
a. TP did discuss business, but only in general, never did specific business

b. TP was able to differentiate these trips from primarily family trips 

2. Rule – standard for qualifying under 274 - TP needs more than a general expectation of deriving some income or business benefit from the expense, other than the goodwill of the persons entertained

f. Problems: Page 213-214 (just did 2,3,4, there are others…)
i. TP flies out of town to visit client, returns that night. Can he deduct cost of:

1. airfare, cabs, airport parking? Yes – travel 

2. meals? No – didn’t stay overnight (Correll)
a. Though if he flies out the night before, he can deduct – seems manipulated, but meets the standards, provides sufficient duplicate expenses, etc.

ii. Sal and Sam live in NYC. Sam works in NYC. Sal works in Boston, travels to NYC on weekends. Sal rents apt in Boston. Which of the following are deductible? None, because Boston would be Sal’s tax home and NYC would be Sam’s and none of these expenses are incurred while away from home on business. 
1. transportation costs to and from Boston – none, not traveling for business

2. meals and lodging while in Boston and New York – none, personal consumption in Boston, not away on business in New York

3. commuting expenses while in Boston – none

iii. T is secretary at Mega Corp, who brings lunch every day and eats with colleagues, often talk about work. R is president of corp, eats each day with company officers and usually a customer, attorney, etc, always at an expensive restaurant. Lunch expenses come to 10,000 a year and are reimbursed by company, though actual business is never discussed. Who can/should deduct what? Does anyone have income?

1. T doesn’t get to deduct, has no income – purely personal consumption, lunch is not being provided by employer

2. R – depends on nature of reimbursement plan. If plan qualifies, employer can shift burden and costs to employer. Income? 
3. M Corp – must meet 274 requirements, will have hard time proving necessity of daily expense under Moss. Would be limited  by 50%.
XIII. Child Care: p. 214-218

a. General Principles: Child care costs are not generally deductible as business expenses – though they are often incurred in order to allow parents to work.

i. Lack of deduction contributes to burden on working parents

ii. Creates tax-wedge that prevents some people (mothers) from entering the work force – even if pre-tax wages exceed child care costs, after-tax wages, without deduction for child care, might not.

iii. Exclusion of imputed income earned from performing child care personally also encourages personal care.

iv. Overall, tax system encourages potential second earner to stay home by favoring family-provided services over market-purchased services.

1. Leads to important spin-off consequences – reinforces social, policy judgments, etc

b. Code §§21; 24; 129; 132(a)(3), (d); 162(a); 262

i. §21 – Expenses for household and dependent care services necessary for gainful employment

1. A credit equal to a percentage of qualifying child care costs. Limited to a maximum dollar amount, but never completely phased out at high income levels. Original credit has been extended to cover payments to relatives.

2. 21(a)(1) - Allowance of a credit – allowing a credit for TP who maintains a household with a qualifying dependent for “an amount equal to the applicable percentage of the employment-related expenses (as defined in subsection (b)(2) paid by such individual during the taxable year.”

3. 21(a)(2) – Applicable percentage – 35% reduced (but not below 20%) by 1 percentage pt for each 2,000$ (or fraction thereof) by which TPs AGI exceeds 15,000. (percentages are in set range)
a. 35% below 15,000, but 35% (or whatever percentage) of qualified costs
i. Max allowable credit 1050 for one child, 2100 for more than one

b. Diminishing percentage above that

4. 21(b) – definitions of qualifying individuals, employment related expenses, etc
5. 21(c) – Dollar limit on qualified child care costs – regardless of percentages and expenses, the expense will not exceed 3000 for 1 child (c(1)) or 6000 for 2 or more children (c(2)), and then the percentage is applied to that…
a. Qualified costs are also capped

6. 21(d) – Earned income limitations – further limitations tied to TP’s earned income

7. 21(e) – further special rules

a. Not refundable – will not provide assistance to low-income parents who don’t pay income tax

8. Policy

a. Credit rather than deduction – everyone who qualifies gets the same monetary amount credited, but also serves to distinguish these expenses from ordinary business expenses

b. May not lead to better/worse results – depends on situation of TP

ii. §24 – Child Tax Credit (p. 30) – general credit for all dependents under 16
1. General subsidy for children

2. Phased out for high-income TPs

3. But now refundable for certain low-income taxpayers

iii. §129 – Dependent Care Assistance Programs

1. If employer has a “dependent care assistance program” an employee may exclude up to 5,000 paid under that program each year. 

a. Covers both provision of in-kind, on-site daycare and also money for child care costs

2. 129(a)(1) – Generally, “Gross income of an employee does not include amounts paid or incurred by the employer for dependent care assistance provided to such employee if the assistance is furnished pursuant to a program described”

a. Works as ATL deduction – saves TP the tax value of amount excluded

3. 129(2)(A) – limitation of the value of services excluded to 5000 per year

4. Also subject to other limitations – earned income, special rules

a. TP can not claim credit under this and general child care credit, unless total expenses credited or excluded do not exceed allowed expenses under §21

5. 129(d) – describes qualifying programs

6. Policy – encourages employer/employee to agree on comp that qualifies as excludible dependent care assistance 

iv. §262 – Personal, living and family expenses

1. 262(a) - General disallowance of personal deductions – except as otherwise noted, “no deduction shall be allowed for personal, living, or family expenses.”

c. Cases:

i. Smith v. Commissioner (Tax Court, 1939) – Non-deductibility of child care costs
1. Can a couple deduct child care costs incurred in order for both parents to work out of the home, and thus produce income? No.
a. Rejecting but for arguments in all directions – 
i. Parents argued but for child care, no work for mother, and no income to tax

ii. Could also have argued but for work, no child care expenses
iii. Would be too easy to deduct personal consumption expenses as costs of producing income – but for clothing purchase ( no work. 
b. Even if working mother is new phenomenon, court is unwilling to declare child care costs different form other personal costs of family, household life and authorize deduction.

i. Concludes that ordinarily such care would be provided without monetary compensation – tied to imputed income

c. Some typically personal costs can become business expenses in the business context, but these are still personal, are personal costs regardless of occupation or other business details.

XIV. Educational Expenses: p. 218-225

a. General Principles:
i. Fairly recent additions to tax code – combination of income defining and subsidy provisions, array of incentive mechanisms
1. Cover in some form educational expenditures made in the past (221), present (25A and 222) and relief for the future (529 and 530)

2. Complex interaction between sections – TP generally denied double dip, any dollar of expenditure is allowed one benefit only

a. Need to compare relative value of alternatives to pick

b. Example: TP with 4,000 of tuition for graduate study, is it better to deduct amount or take a credit? What saves more in ax dollars
i. Assuming no phase-out, AGI is less than 65,00, 30% tax bracket

ii. Deduction saves 1200 (difference between 65000 at 30% and 61000 at 30%)

iii. Credit saves 800 (20% of 4000)

c. The gaps between deduction and credit savings is reduced as income and rate bracket decrease. Deductions save TPs less as income decreases. But the availability and value of credits may increase, to a point. Can prob take more of the credit as income decreases (higher percentages)

ii. Characterization of education expenses impacts deductibility
1. Purely personal expenses – some things that are business related are still treated as purely personal, general job preparation
a. Costs incurred to meet the minimum educational requirements of TP’s chosen employment, trade, or business (Regs. 1.162-5(b)(2))

b. Costs incurred to qualify TP for a new trade or business (Regs. 1.162-5(b)(3))

c. Educational expenses of TP who is unemployed or inactive in the business are generally not deductible

2. Bona fide business expenses

a. Most expenses are too distant to support a 162 deduction

b. But truly work-related education costs can be deducted – primarily skill improvement or requirements
i. Costs associated with courses that maintain or improve skills needed in TP’s present job or employment (reg. 1.162-5(a)(1), (c)(1))

ii. Courses required by TP’s employer, applicable law or regulations as a condition for retention of present job or current rate of pay (reg. 1.162-5(a)(2), (c)(2))

1. Must be imposed by employer for bona fide business purpose

c. Such deductions are taken BTL, subject to 67 and 68 limits

3. Expenses that indirectly but inevitably enhance income potential

a. Capital investment in a sense?

b. Denying immediate deduction or amortization allowance increases progressivity in tax structure – better educated, higher income TPs are effectively “overtaxed” on net income by not deducting education costs 

iii. Employer paid expenses, under qualified plan, may be excludable regardless (127)

b. Policy:
i. Not really trying to measure income more precisely, but pretty good about tracking ability to pay

1. Why scholarships arent taxed

ii. Direct manifestation of federal policy to promote education – tax expenditures

1. Lower costs of education, encourage savings for education or employer contributions to educational savings

iii. Success – depends on how availability and actual use

1. Non-refundable credits – no benefit for non-taxed individuals

2. Tax-deferred savings plays require TPs to have sufficient income to save

3. Also depends on state and school behavior – make sure costs don’t rise to capture benefits and assistance planned for TPs

c. Tax-preferred education savings accounts:
i. Both take only limited contributions

1. Though limited in different ways

ii. No current deduction for contributions, build up is tax free, money that comes out is also tax free

1. No tax on withdrawal or use of funds

d. Code §§25A; 117; 127; 162(a); 221; 222; 529; 530:
i. §25A – 

1. two new separate credits for education expenses

2. Hope Scholarship Credit – allows TP to credit up to 1500 of educational expenses (100% of first 1000 of expenses, 50% of next 1000 of expenses) paid for each of the fist two years of college (25A(b)(1))
a. Per student limitation

b. Designed to cover costs of inexpensive junior colleges

3. Lifetime Learning Credit – allows TP to credit 20% of expenses, up to a credit of 1000, for education not eligible for Hope credit, including next two years of college or higher education 

a. Per taxpayer limitation
4. TP can claim both credits in one year, but not for the same expenses (25A(c)(2))

5. Student can personally be the taxpayer, can also be spouse or dependent of TP

6. Credits phase out for TPs with income above 40,000 (25A(d)) – totally gone by 50,000 (80,000 to 100,000 for joint filers)
a. Skew benefits toward lower income TP

ii. §117 

1. Scholarship amounts arent taxed as gross income – based on ability to pay issues

a. Could have been excluded as gifts – but too hard to prove Duberstein requirements

2. Policy – fairness

a. Doesn’t seem fair on one level – student doesn’t have to pay taxes on receipt of free education, but student who works to pay for school has to pay taxes on earned income

b. But better tracks ability to pay, liquidity – students requiring financial aid are probably unlikely to be able to pay tax on it

c. Depends on the comparison – fair as between which students 

iii. §127 – 
1. If TP’s employer pays for TP employee’s educational expenses under a qualifying educational assistance program, TP may exclude up to 5250 of expenses from income, whether or not they would have been deductible under 162 if paid for by TP personally

a. Subject to specific limitations

b. Without a qualified program – can still try to deduct under 162

iv. §221 – educational interest is deductible

1. Puts TPs who borrow to pay for education in same tax position of those who pay with savings, evens out tax costs of education expenses

v. §222 – deduction for higher education expenses

1. 3000 max in 2003, bumps up to 4000 for 2004 and 2005
2. Subject to phase-out cliffs – TPs with income between 65,000 and 80,000 can only deduct 2000, TP with higher income are not allowed to deduct at all.

3. Set to expire in 2005

vi. §529 – Qualified Tuition Programs

1. Established by states or educational institutions

2. Same structure as 530 Education IRAs – just sponsored by different groups

a. Some differences…

b. Fewer limitations on participation, no income phase-outs, beneficiaries can be any age, no mandatory distribution rule

c. Overall limitation on contributions pegged to rates of higher education, rather than yearly limitation

3. Distributions from such plans that do not exceed the qualified higher education expenses of the TP are excluded from income – if the money taken out is all spent on education, don’t need to include amounts withdrawn as income

a. As long as money is spent for education, it remains tax free

4. Earnings on amounts saved are taxed to the student rather than the contributor – ordinarily a lower rate

a. Unusual opportunity to shift income from high-rate parent to low-rate child

vii. §530 – tax-deferred education savings

1. Education IRAs – saving for education in tax-free accounts

a. Contribute after tax funds which can then grow without tax on earnings as long as withdrawals are devoted to education (§530(d))

i. Earnings on invested amounts remain tax-free

b. Contributions limited to 2000/year/beneficiary, can only be made until beneficiary is 18 (530(b)(1)(A)), and money can only be used for qualified educational expenses
i. If TP doesn’t use assets for education, withdrawals are taxable and subject to penalty

c. Now applies to elementary and secondary school education as well as higher education – the only tax benefit for students before college
i. Though taking out money early cuts off the benefits of the plan

2. Also limited as contributor’s income exceeds certain levels

3. Coordination Provision – when TP takes money out of an education IRA and pays expenses with non-taxed dollars, TP can’t take a credit/reduction with respect to those expenses

4. Policy – encouraging private savings for education and at earlier dates

a. More money put in, and sooner put in ( greater total contribution that can be made, and more tax free growth

e. Regs. §1.162-5:
i. Trying to characterize educational expenses

1. Inseparable aggregate of personal and business expense ( not deductible

2. Can deduct primarily business oriented expenses

3. Can’t deduct primarily personal/capital expenditures

f. Problems: Page 225
i. Company only hires candidates with Ph.Ds in geophysics. After being hired, TP enrolls part time, w/ costs of 15,000. 

1. Tax consequences if not reimbursed and wishes to itemize deductions? 
a. Deduction under 162?

i. Deductible - Improving skills, required by employer

ii. Not deductible Minimum required preparation for new position

b. Credits under 25A? Only if 162 doesn’t work (can’t double up)

i. Hope Credit is inappliacable – only applies to first 2 years of post-secondary school 

ii. Lifetime Learning Credit – may be applicable if her AGI isn’t too high and she isn’t a dependent

1. Credit 20% of qualified tuition, which can’t exceed 10,000, an credit is maxed out at 2000

2. Cant take credit if a dependent (25A(g)(3)) – to prevent income/credit shifting

c. Deduction under 222? Depends on expenses incurred and AGI levels

2. How should company. structure employment/educational requirements? Make degree requirement for position, but characterize it as requirement for advancement within current position rather than advancement to new position 
ii. Mom and Dad have 75,000 AGI and 3 kids, all dependents. How do the educational expenditures and deductions/credits work out across the family? All affect M&D’s tax return, they pay for all dependents, get all the benefits…

1. Jane – 18, M&D paid all of 3000 tuition as a freshman at community college

a. Hope credit – J in first year of college

i. All the credit M&D get for J, but they could have claimed another Hope Credit if they’d had another qualified student

2. Mary – 20, M&D paid 10,000 towards senior year at a private college, Mary received 8000 scholarship

a. Lifetime learning credit – one per taxpayer

b. Hope credit not available

3. Liz – 22, M&D paid 10,000 towards law school tuition, Liz paid 5000 with money earned from summer job, borrowed the rest

a. Can take a 222 deduction 

b. §117 excludes scholarship from gross income, make sure amount covered by scholarship is not considered an education expense

c. The fact that she pays part of the tuition doesn’t matter – expenses effectively incurred by parents since she’s a deduction (25A(g), 222(c)(3))

d. Interest on the loan ( ATL deduction for interest paid on student loans, under §221

i. But she took the loan, so she needs to pay the interest, and needs to not be a dependent when interest is paid

iii. M&D have AGI of 150,000. Grandma is retired, is very wealthy, but only has 30,000 taxable income. Jr. is 3 yrs old. How can they save the most in the most tax-favored way for his education?

1. 530 – individual savings account

2. 529 – personal investment in state/educational institution fund

XV. Losses: 227-239

a. General Principles: Individual taxpayers may deduct trade/business losses, losses from transactions entered into for profit, casualty losses, though not to the extent that losses are compensated for by insurance.

i. Requirements – 4 hurdles to quality for a loss deductibility

1. Realized

2. Recognized

3. Allowed – 165

a. 165 also establishes limits on the amount that can actually be deducted

4. Not Disallowed – 267, among others

ii. The losses have to be clearly and actually sustained in the year the deduction is claimed

iii. TPs can also deduct worthless debts under §166

iv. Trade/business losses are ATL deductions

1. Net operating losses can be used to offset income, with certain carryover provisions

v. Casualty/theft losses are BTL deductions, but are exempt from the §67, 68 restrictions

b. Valuing Loss:
i. Loss amounts determined according to the adjusted basis of the property – so that deduction can not exceed TP’s basis in the lost property at the time of the loss

ii. Casualty loss – lesser of adjusted basis in the property or decline in FMV of property as result of casualty

iii. If property was converted from personal to business use, loss equals the lesser of property’s adjusted basis or FMV of property at date of conversion

c. Limitations on Loss:
i. Wagering losses are allowed only to extent of wagering gains

ii. Losses from the sale/exchange of capital assets are limited to amount of capital gains (1211, 1212)

iii. Most personal losses are not deductible – really just personal consumption costs

1. Unless the personal losses are incurred in the listed casualty situations and meet the standards of “extraordinary, nonrecurring losses that go beyond the average or usual losses incurred in day to day living” standards…

a. Depends on causation and context

iv. Casualty loss limitations – only deductible to the extent that the loss exceeds 100$ for any occurrence (165(h)(1)), and to the extent that the total amount of all such losses in the year, after the 100/casualty, exceeds 10% of TPs AGI

1. Policy – limit loss deductions to those who are less able to pay, cut back on deduction for those whose ability to pay is less affected by the loss, even out effects of loss deduction between brackets
2. Timing – deductible in the year sustained, though no deduction can be taken as long as there is a reasonable prospect of recovery to compensate for the loss

v. Theft loss – TP must establish that there was an actual criminal theft, rather than a mere loss or disappearance 

1. Timing – deductible in year the theft is discovered (165(e))

d. Hobby Losses:
i. Controlled by 183 – which allows some loss deductions, but limits the amounts

ii. 183(b)(2) permits TPs to deduct the costs of their hobbies up to the income they earn from them

1. Such deductions are miscellaneous, itemized and subject to 67 and 68

iii. Distinguishing between profit and hobby motive – determined objectively, according to 9 factors listed in the regs

1. Somewhat different standards for different cases, courts…

e. Passive Activity Losses – for activities in which TP does not materially participate 
i. Even if the activity qualifies as profit-seeking, deductibility of losses may be restricted or disallowed if they were generated by a passive activity

1. Disallowed passive losses can be carried forward indefinitely, become deductible in full when TP disposes entire interest in passive activity

a. If loss then exceeds passive activity income, it can offset other income

ii. §469 restricts TP’s ability to use losses from certain ventures (usually partnerships) to offset income from other sources – can’t just set up investment deal to throw off losses to counteract other income
1. Created “basket system” to categorize income/loss

a. Passive activity

b. Portfolio or investment activity – seemingly passive, but treated separately
i. Can’t bundle it with other passive losses, would allow too much sheltering

c. Active business activity 

2. Losses netted from passive activities can’t offset income from the other 2

a. Can’t use passively generated loss to offset actively generated income

b. Can only take the full loss when TP disposes interest in passive investment ( when the loss is realized completely

iii. Determining material participation – TP needs to be involved on a basis which is regular, continuous and substantial

1. Is the activity TP’s principal trade or business?

2. How close in proximity is TP to the activity in question?

3. Does TP have knowledge and experience in the enterprise?

4. There are mechanical rules for determining material participation – 1.469-5T

iv. Policy –to prevent investment in tax-preferred activities just to create losses to offset against other income

1. Trying to limit deductibility of paper losses

f. Losses from Transactions between Related Parties:
i. Losses on transactions between related parties, including family members and certain closely held corporations, are disallowed

ii. Initially disallowed losses though can be factored in on the subsequent gain sale of the property, where gain on disposition is taxable only to the extent that gain exceeds the disallowed loss

iii. McWilliams v. Commissioner (1947) – broad limits of the related parties exception. Supreme court found that TP’s sale of marketable securities, at a loss on the stock exchange, and concurrent instruction to his broker to buy the same amount of stock for his wife’s account was still a loss sale to a related party.

iv. Policy – transactions between family members are different, avoid income/loss shifting without real property transfers

g. Code §§165; 166; 183; 267(a)(1), (b)-(d); 469(a)-(c)(2), (d)(1), (e)(1), (g)(1), (h), (i)

i. 165 – Losses (above)

ii. 183 – Activities NOT engaged in for profit, and when deductions for expenses relating to those activities are allowed. If the deduction is of a type that would be allowed if the activity was a profit activity, deduction should be allowed under this section for a not for profit activity, within restrictions…

1. 183(d) – presumption of “for profit” status, if there’s net income from the activity in 3 of the past 5 years…

iii. 267 – Losses, expenses and interest with respect to transactions between related TPs

1. (a)(1) – disallows deductions for loss on sale/exchange of property between related TPs, as defined in the section

2. (b) – problematic relationships – family members, certain corporate relationships, trust relationships

3. (c) – Constructive ownership of stock – how to determine the ownership of stock in order to apply (b)

4. (d) – Amount of gain where loss previously disallowed
a. If A sells/exchanges/transfers property to B, at a loss that is disallowed under (a)(1), and B subsequently sells the property at a gain, the gain will only be recognized to the extent that it exceeds the initial loss.

i. B can take advantage of the loss now, even though A couldn’t take advantage of it on the first transfer.

iv. 469(a)-(c)(2), (d)(1), (e)(1), (g)(1), (h), (i) – Passive activity losses and credits limited, separated out from hobby provisions ( to prevent sheltering, paper investments
1. (a) Individuals, closely held corporations, and personal service corporations can not deduct passive activity losses or credits.

a. Though they can be carried over to the next year, under 469(b)

2. (c) – Definition – passive activity is an activity which involves the conduct of any trade/business, in which TP did not materially participate, including rental activity (other than for real estate professionals)
3. (g)(1) – upon disposition of interest in the passive activity, gains or losses can then be treated as normal – passive activity becomes normal disposition of an asset

4. (h)(1) – general definition of material participation – “TP is involved in the operations of the activity on a basis which is regular, continuous, and substantial”

a. subject to special details…

5. (i) – special rule for rental real estate passive activity 

h. Cases: Smith v. Commissioner (Tax Court, 1947) – Differentiating for-profit from hobby activities in order to determine loss deductions.
i. Did Smith operate his farm as a trade/business/profit venture or as hobby? Profit.
1. Need to determine intention based on all evidence

2. Arguments against for-profit – operation resulted in series of uninterrupted losses, purchase was motivated by personal desire to have a country home, farm operated to supply food for home consumption

a. None of these points is controlling if there was a true intention of eventually making a profit

3. There was strong enough evidence that he had intent to make a profit – made improvements, employed people to work the farm, considered it separate from his residential property, did raise/sell products that weren’t even suitable for home consumption
ii. Conclusion – losses resulted from expenses incurred in carrying out a for-profit activity, and could be deducted.

i. Problems, page 238-239

i. Leaving jewelry in a hotel room when checking out, then finding it missing upon return ( not theft ( no deduction for the loss.

1. Policy consideration for allowing a deduction? Personal expenses, but severe losses may interfere with the ability to pay taxes

ii. Car theft, not covered by insurance. Bought for 8000, stolen when worth 5800, when TP’s AGI was 10,000.

1. Loss deduction? Yes, theft.

2. How much? FMV at time car was stolen, 5800.

3. How much is actually deductible? Take out 100, then measure remaining balance against 10% of AGI (1,000) ( 4700.

a. Loss deduction then subject to 67 and 68 

4. If there had been an insurance recovery of 5000, only 800 would have been potentially recoverable, and it doesn’t pass the 10% threshold (after the first 100 was subtracted)

5. If there had been an insurance recovery of 8000, nothing would have happened.

a. Recover between initial gain and FMV at time of theft ( no gain, no loss
b. If she had recovered more than initial basis ( gain.

iii. TP, partner in law firm, purchases small firm with idea of continuing to operate it as a working farm. He materially participates, keeps it running, etc. Sells most produce grown for 6000, incurs 15,000 in operating expenses, 1500 in real estate taxes, 1000 in mortgage interest.

1. Can this be a separate business venture? Yes. At least activity engaged in for profit

a. If operated as a business, expenses are deductible, losses can be recognized, offset against all business income gains

b. If operated as a hobby, losses would only be offset by hobby gains, though could be carried over, and certain expenses may still be deductible under 183 

iv. M owns property w/ basis of 25,000. Sells to Daughter for 10,000, it’s FMV.

1. Can M deduct loss? No, transaction between related parties, disallowed by 267

2. If D then sells property for

a. 30,000 ( under 267(d), recognizes 5000 gain, picks up previously disallowed loss

b. 16,000 ( under 267(d), recognizes no gain, no loss. Selling between original basis and adjusted basis on first transfer.
i. Gain is only recognized to extent it exceeds previously disallowed loss

c. 6,000 ( D recognizes 4000 loss, initial loss disappears but she can consider the loss she personally incurred
XVI. Tax Favored Personal Expenses - Tax Expenditures and Personal Deductions: p. 239-248

a. General Principles – Certain personal expenses are deductible, despite §262

i. Why? Encourage TP to incur that expense, alleviate tax burden on TPs who do, make up for other overtaxation

1. Use the tax code as a source/tool of social policy

b. Tax Expenditures – can provide targeted benefits, shape social policy by reducing the tax bill 
i. Official definition – “revenue losses attributable to provisions of the Federal tax laws which allow a special exclusion, exemption, or deduction from gross income or which provide a special credit, a preferential rate of tax or a deferral of liability”

ii. Govt spends through the tax code by providing exclusions, deductions, deferrals or credits  to TPs who incur certain expenses, engage in certain behavior

1. Indirect subsidies – cutting tax liability rather than writing checks…

2. Perhaps better way to do it – forces the subsidy to be spent on the selected activity, by “reimbursing” amounts spent on that activity

3. Criticism – allows the code to veer too far from revenue raising function, allows too much revenue to go uncollected, costs the gov’t a lot of money
a. Response – ideal income base and revenue collection aren’t the only goals of the tax system, and if not, this is a good way to implement fed policy

iii. Provisions listed in tax expenditure budget – list of provisions that deviate by the ideal comprehensive income base…

1. These are expenses that are not deducted in order to define income, but because the gov’t said they could be deducted

2. Lobbying for an expenditure – argue it is actually consistent with normative income tax base, don’t actually argue it’s an expenditure

iv. Evaluating expenditures as implementation of federal policy

1. Subsidies in this way do encourage certain behaviors
2. But need to make sure that the real costs are fully evaluated 

a. Should be analyzed as direct gov’t expenditures not as tax deductions

b. Upside down subsidies – deductions help those in higher brackets, provisions wont even affect those at the very bottom who don’t pay taxes
c. End up providing funds indirectly in ways/to groups we would never fund directly

3. Why most expenditures have limits, phaseouts, caps to try to limit upside-down effects

c. Personal Exemptions, Standard Deductions

i. Individuals can deduct a fixed amount “just for being human” - §151

1. Personal exemption for TP, spouse, each dependent

2. Could also be viewed as a zero rate bracket for first segment of income

ii. Policy – minimum subsistence level in a way, prevents tax system from taking the first dollars earned

1. Important in distribution of tax burden
a. Vertically among TPs w/different incomes - Add to progressivity by reducing average rate compared to marginal rate

i. But deductions in graduated rate system still help high brackets more

ii. Might have been better to give refundable uniform after tax credit…

1. Too distributive?

b. Horizontally among TPs w/different size households

i. Larger families pay less tax than smaller families w/ same income

iii. Standard deduction – also increases zero bracket for most TPs, and is important simplification mechanism

1. Available to TPs who don’t itemize deductions – allows them to avoid recordkeeping and complications of itemizing

d. Code §§ 24; 63(c); 151; 262

i. 63(c) – Standard deduction (see above)

ii. 151 – Allowance of deductions for personal exemptions

1. Referring to 2000 personal exemption – one for each person, 2 on a joint spousal return, one for each dependent (defined/described in section)

XVII. Tax Favored Personal Expenses - Earned Income Tax Credit: p. 248-250

a. General Principles: Credit allowed to TPs with earned income (32(a)) defined as “wages and earnings from self-employement”
i. Credit for people who work, rather than people who invest or engage in passive activities
ii. Available to a small class of low-income working parents or individuals between ages of 25-60
iii. Refundable credit – unlike most… TPs with no actual income tax still get credit amount

iv. Mechanics - Increases after-tax take-home pay of eligible recipients by effectively increasing TPs wage.
1. Equal to % of earned income, with % depending on size of TP’s family

2. % also increases with income, up to a point

3. Total cap – 3556$, and phases out completely at income levels above $28,495

v. Different effects depending on which phase of credit a TP falls into

1. As credit increases ( makes work pay by increasing take-home pay

2. When credit plateaus ( less incentive to work more since TP gets same amount

3. As credit phases out ( disincentive to work more as take-home pay decreases 

b. Code §32(a)-(c)(3) – Allowance and details of the earned income tax credit DID WE DO THIS???
XVIII. Tax Favored Personal Expenses – Charitable Contributions: p. 250-268

a. General Mechanics – 170(a) allows deductions for contributions to entities organized “exclusively for religious, charitable, scientific, literary, or educational purposes, or to foster national or international amateur sports competition … or for the prevention of cruelty to children or animals”

i. Can only deduct contributions to organized charities. Can’t deduct for donations to individuals

1. Policy – policing, verification, recording

ii. Can only deduct amount of actual gift/contribution – deduct for value of benefit received in exchange 

iii. Can’t deduct for the value of personal services donated to organization, or for forgoing income as a donation (loaning otherwise rentable space to church for free) 
1. No deduction, no imputed income for TP

2. Policy – would become double deduction – exclusion of imputed income and additional deduction

a. Value of deduction would offset other income rather than income earned to be given as donation

iv. §501 sets parameters for the organizations 

v. Overall deduction is limited to 50% of contribution base (170(b)(1)(A))

vi. Timing – can only deduct for contributions “paid” in the taxable year

vii. Complications 

1. TP may deduct up to 50% of contribution base for contributions to (A) charities – certain publicly supported charities

2. Remaining contributions are deductible up to a 30% limit, lesser of 30% of total contribution base or difference between 50% of base and amount contributed to 50% charities

a. 30% limit also applies to donations of capital gain property 

3. Excess contributions can be carried forward up to 5 years, if there is remaining space after accounting for the contributions in those years 

4. Income limits on deductions as well – high bracket TPs with accumulated wealth can not zero out income tax through charitable donations 

5. Mixed motive contributions – special provisions for certain donations, expenses, but on the whole the fact that TP enjoys providing services/donations doesn’t disallow the deduction

b. Policy – Congress wants to encourage charitable giving so eliminated tax burden
i. Limitations added – not all giving is worthy of a deduction, limits based on income, type of gift, nature of charity

ii. Is this a tax expenditure or consistent with normative income base?

1. Expenditure – gov’t is subsidizing gifts to encourage giving

a. The fact that there are limitations on the deductions indicate that they can’t be necessary to define income – if truly necessary to define income ( would have to allow full deduction

c. What constitutes a charitable gift?

i. Transfer must be a gift or contribution, not a payment for property or services

ii. TP must prove that portion of payment exceeds FMV of benefit received (excess cost of benefit ticket over price of dinner) and was made with the intention of making a gift, according to §102/Duberstein gift standards

1. Look to TP’s motivation to determine charitable status

iii. Quid pro quo limitation – if charity receives more than $75 which is partly a contribution and partly a payment, charity must inform donor that contribution deduction is limited to excess of amount contributed over value of benefit and of the estimated value of the benefit

d. Gifts of Appreciated Assets:

i. Special, even more favorable treatment for gifts of appreciated assets

ii. Amount of contribution will be FMV of property other than money:

1. Donor is not deemed to have exchanged property ( does not realize gain on contribution of appreciated gifts in kind

2. FMV deduction includes untaxed, pre-contribution appreciation

iii. Concerns – manipulation of FMV and overvaluation of property:

1. Rev. Rul. 80-69 – How is the FMV of property contributed to charity determined for tax purposes?

a. Donation of gems, valuation issues 

b. FMV depends on knowledgeable willing buyer and knowledgeable willing seller, using best evidence of FMV from most active marketplace at time of contribution

2. Benefits countered by limitations on value of deduction of property unrelated to organizations function, or property that is immediately sold…

a. Normal rule – donate property to a charity, property relates to charity’s endeavors ( deduction at FMV

b. Donation of non-used, unrelated property ( donation limited to donor’s basis

c. Even more specific rule for donation of vehicles – amount of donation based on donee usage, charity can’t just immediately sell the car for parts

3. Overvaluation penalties, recordkeeping, appraisal requirements added to the code (6662, 6664)

iv. Limitations:

1. Appreciated capital gain property can be deducted only to extent that deductions exceed 30% of TP’s contribution base in the year contribution is made (170(b)(1)(C)(i)

a. Same carryover provisions, subject to 30% limitation

2. If charity puts tangible personal property that is a capital asset to a use unrelated to charitable function/purpose, amount of donor’s deduction is reduced by long-term capital gain TP would have reported if TP had sold property at FMV (170(e)(1)(B)) ( deduction is limited to donor’s basis 

3. If donated property would not produce long-term capital gain if sold at FMV, (not held long enough or is an ordinary asset) ( amount of deduction is limited to TP’s basis

4. Frequency of donation of appreciated property may also shift characterization to ordinary income property

e. Code §170(a)-(d), (e)(1)(A)-(B), (f)(8)

i. (a) General rule – TP can deduct any charitable contribution, as defined in the section, payment of which is made within the taxable year, and as long as the contribution is verified

1. Special details for timing election for accrual method corporations 

2. Special rule for contribution of a future interest in tangible personal property – made only when all intervening interests have expired

ii. (b) – Percentage limitations, calculated according to a “contribution base” which is the same as adjusted gross income (170(b)(1)(F))
1. Individuals are limited in the amount of charitable contributions that is actually deductible.

a. Contributions to churches/religious organizations, educational institutions, hospitals/medical research, state schools, private foundations are allowed up to 50% of TPs contribution base
b. Contributions to other groups are allowed to the extent that the aggregate doesn’t exceed the lesser of 30% of TP’s contribution base or the remaining balance to hit 50% of the contribution base

c. Special limitations with respect to contributions of certain capital gain property 

2. special rules if TP gives capital gain property 

iii. (c) – Charitable contribution defined 

iv. (d) – Carryovers of excess contributions 

1. For individuals, the amount of charitable contributions that exceed the limitations in (b) can be carried over to the next 5 years, but included after the deductions for those specific years are accounted for…

v. (e)(1)(A), (B) – Contributions of ordinary income and capital gain property

1. How to value contributions of property – the value of the deduction is reduced by “the amount of gain which would not have been long-term capital gain if the property contributed had been sold by the taxpayer at its fair market value” and, when dealing with tangible personal property that is unrelated to the reason the organization is tax-exempt, the amount of gain that would have been capital gain if the property had been sold by TP for FMV.
a. Can’t deduct certain amounts for property donated to then be sold…

vi. (f)(8) – Substantiation requirements for certain contributions

1. Generally, no deduction for contributions of 250 or more unless TP substantiates the contribution w/ contemporaneous written acknowledgement, meeting certain requirements, of the contribution by the donee organization

f. Cases: Hernandez v. Commissioner (1989)
i. Can TPs deduct as charitable contributions payments made to branch churches of Church of Scientology in order to receive “auditing” and “training” services? No.

ii. Why not? This was an “inherently reciprocal nature of exchange”
iii. Marhsall:

1. Church charges a fixed donation, labeled price or fixed contribution, for auditing sessions

2. Part of the “doctrine of exchange” – looks like more of a business model

a. Refunds given if sessions didn’t occur, restriction on providing the services for free

3. Charitable gifts really need to be limited to “gifts” 

a. Look at external factors to determine expectation of quid pro quo

4. Rejected TPs claims that quid pro quo analysis is inappropriate when benefit is purely religious or that payment for right to participate in religious service is automatically deductible under 170

a. Payments to exclusively religious organizations are still only deductible if the payments are contributions or gifts

b. Automatic deductions would over-expand the charitable contribution allowance, w/o evidence of congressional to do so

5. Discrimination issue? Were these “payments” being treated differently than payments to other religious organizations? Avoiding the question and focusing only on whether these payments qualified for 170

a. Avoiding decision on the “administrative consistency” claim 

iv. O’Connor, Scalia, dissenting: “because the IRS cannot constitutionally be allowed to select which religions will receive the benefit of its past rulings”

1. “The IRS denies deductibility on the basis that the exchange is a quid pro quo, even though the quid is exclusively of spiritual or religious worth.” 

2. Criticizing the IRS for reversing it’s typical approach to “distinctively religious quids pro quo” – could either disregard them all or tax them all, before this it had always disregarded…
3. Other “payments” are still considered donations – pew rentals, and other reciprocal deductions

4. Challenging the IRS’s attempt to differentiate between direct and incidental benefits of the contribution

v. Results – battle between IRS and Church of Scientology continued, Service ultimately allowed deductions for auditing payments in a new revenue ruling

1. TPs attempted to expand that and deduct religious school tuition, but Tax Court rejected that (Sklar v. Commissioner, 9th Cir. 2002)

2. Part of motivation for the substantiation requirements in 170(f)(8) – include description of goods that are solely for intangible religious benefits

g. Problems, page 267:

i. Trustees at private school plan high-pressure fundraising drive, where donations expected rather than tuition. Will forced tuition donations be deductible? No. Quid quo pro problem, contribution wouldn’t pass “detached and disinterested generosity” standard.

ii. TP owns shares of stock, bought for 10,000, which are now capital assets worth 20,000. TP’s AGI is 100,000 and she’s made no other charitable gifts.

1. Maximum amount deductible as charitable contribution if cash is donated to law school? 50,000 – Contribution base of 50% AGI

2. Maximum amount deductible if she donates the stock? 30% of AGI, b/c stocks are cap gains assets ( 30,000

3. When law school sells the stock, assumes her initial basis.

4. Should TP donate appreciated stock or sell and give school the cash? Can donate more with cash, but will have to pay tax on appreciation after selling stock to give. 

5. If TP had bought stock for 20,000 and gave to school when worth 10,000? Her donation is valued at current FMV. She could have sold stock, accounted for loss and then deducted donation…

6. If donation was valuable property school intended to sell to fund construction

XIX. Timing of Income and Deductions: p. 274-290
a. Annual Accounting Concept:
i. Gov’t needs to collect revenue through tax system each year ( developed annual accounting system to determine when an amounts should be included in gross income or deducted

1. TP computes taxable income for each annual accounting period, required by §441

ii. Why does it matter for TPs? Time value of money, matching of income and expenses, certainty in applying current tax laws

iii. Problems with annual accounting – not all transactions occur w/i 1 yr time frame, but we don’t use a transactional system

1. Mistakes may need correction – amount could be included/deducted by mistake in 1 yr, and then turn out not to be includible/deductible, or should be dealt with in a different year

a. Claim of Right Doctrine, Tax Benefit rule – designed to address “mistakes”

2. Rate changes may occur over course of transaction

3. Distortions – single transaction produces loss in 1 yr, income in another but can’t balance out ( distorted picture of TP’s well being

a. Try to make up for that by allowing some carryover provisions, allowing different yearly structures for different TPs

4. Gaming the tax system – TPs have an incentive to take advantage of time value, try to defer income and accelerate deductions

5. Statute of limitations – typical S of L is 3 years, but transactions may run longer

iv. Burnet v. Sanford & Brooks Co. (1931) – Reaffirming commitment to annual accounting system, regardless of total outcome for overall transaction, each year’s income and deductions are taxed when they occur 
1. Should tax be assessed on an annual basis or on a transactional basis? “the question remains whether the gain or profit which is the subject of the tax may be ascertained, as here, on the basis of fixed accounting periods, or whether … it can only be net profit ascertained on the basis of particular transactions of the taxpayer when they are brought to a conclusion”
2. Affirming Annual Accounting

a. All revenue acts since adoption of 16th amend have used annual returns, fixed periods

b. Need to include current income/deductions in each year in order to judge §61 net income for the period

i. Just b/c there are related losses in the past doesn’t mean that current excess of gross income over deductions is any less net income now

ii. TP may be in receipt of net income in one year and not in another

c. “It is the essence of any system of taxation that it should produce revenue ascertainable, and payable to the government, at regular intervals.”

3. Follow-up – Congress dealt with specific problem of net operating losses by enacting provision, currently §172, which allows carryovers of net operating losses - §172(b)(1)(A)

a. Benefits apply only to business losses, personal deductions/exemptions can not be carried over - §172(d)(3), (4)

b. Claim of Right Doctrine:
i. General Principles – Claim of right doctrine requires inclusion of an item of income, even if subject to a possible risk of return, in the year of receipt.
1. 2 options:
a. Transaction could be considered a “wash” with no income in the year received and no deduction in the year repaid

b. Amount could be considered taxable when received and deductible when repaid.

i. What we do…

ii. Receipt and deduction considered separately in separate tax years

2. Justifications – administrative practicality

a. IF TP could wait and see, IRS would have to follow dispute more carefully and evaluate it more subjectively. Focusing on actual receipt/return is much simpler

ii. North American Oil Consolidated v. Burnet (1932) – Income is includible when received under a claim of right, even if TP ultimately has to return it and take a deduction.
1. Was an amount received by NAO in 1917 taxable as income in that year?
2. Company’s arguments – net profits earned by property during receivership constituted income. Should have been reported as income in 1916, when actually earned. If not taxed in 1916, should have been included in 1922, when litigation was over.
3. Court’s analysis:
a. Net profits were not taxable in 1916, b/c company is not required to report income which it might never receive.
i. No constructive receipt in 1916, b/c company didn’t have a right to demand immediate payment, it was still uncertain who would be entitled to profits.
b. 1917 – Profits became income of company when it first became entitled to them and when it actually received them.
c. 1922 – if court required company to refund money, could have taken a deduction then
4. Rule – “If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to return (report), even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.” 
iii. United States v. Lewis (1951) – Income is included when received, deduction is taken when repaid, and at those current rates – now controlled by 1341.
1. Lewis reported bonus income of 22,000, but later returned 11,000 to his employer. Now seeking refund on taxes from the overpayment.
2. How/when should deduction be taken?
a. Gov’t position – deduct loss in current year rather than recalculate initial return
3. Court held – “Income taxes must be paid on income received (or accrued) during an annual accounting period.” ( deal with deduction now, rather than reopening return
4. Douglas, dissenting – could still give back the initial overtax amount, rather than factoring in the deduction now, b/c that would be more equitable

iv. §1341 – 
1. Applies when TP previously included income “because it appeared that the taxpayer had an unrestricted right to it”

a. Repayment of bonus/salary received because of mistake

b. Does NOT apply to amounts received through fraud (Kraft), embezzlement (McKinney), illegal kickbacks (Zadoff), profits from insider information (Wang), other knowing misappropriation of funds

i. Though illegal income does not preclude 1341 per se

ii. Really hinges on TP’s belief that he had an unrestricted right to funds

2. Mechanics

a. Deals only w/ marginal tax rates ( designed to put TP in no worse position than if an item had never been included in income in year of receipt

b. TP may either take a deduction for the year of repayment or reduce the taxes owed for year of repayment by the amount of taxes caused by the original inclusion of the amount in the year received

i. Subtract amount repaid from initial income ( lower taxable income, apply current rates

ii. OR calculate tentative tax liability for current year, calculate tax paid on initial inclusion at rates when paid and subtract that amount from tentative liability 

c. Limitations – does not apply to voluntary repayments, does not affect year of receipt, does not alter claim of right doctrine

3. Policy – to mitigate potentially harsh consequences of claim of right rules, i.e. when TP may be taxed at high rate but granted deduction at low marginal rate
a. Compensates for differences in tax rates between 2 years, gives TP benefit of later deduction at previously higher rates
b. Still loses time value but this is better
c. Tax Benefit Concept, §111 – Dealing with situations where TP parts w/ funds/property in one year and recovers it in a later year (converse of claim of right). Overall, includes income upon return of amounts that had previously provided a tax benefit, but excludes value of recovered item to extent that initial deduction did not provide tax savings.
i. Policy – trying to roughly approximate tax system based on transactional accounting
1. Unwinding tax effects of a prior transaction
a. If prior donation ( lower tax liability ( later recovery ( increases tax liability.
b. Not perfectly evened out – time value issues
ii. Mechanics
1. Inclusionary component – if TP obtained tax benefit in prior year ( TP must include recover in income in year of recovery

a. Extended to situation w/o actual recovery of funds or property 

b. US v. Bliss Dairy (1983) – inclusion if later event occurs which is “fundamentally inconsistent with the premise on which the deduction was initially based”

i. Though hard to define/apply “fundamental inconsistency”

2. Exclusionary component - excludes from income any recovery of an amount previously deducted to extent that TP did not reduce tax liability by parting with amount in prior year (§111(a))

a. Limiting income from recovery to amount of actual tax benefit in prior year
b. Ex: Dobson v. Commissioner (1943) – TP sustained loss on sale of stock, but did not obtain tax benefit from loss. TP recouped loss in later year by recovering damages from fraud in connection with sale. Settlement income was not taxable b/c TP had derived no initial benefit from loss deduction.

3. Valuing recovery:

a. Simple when cash is involved…

b. Harder w/property

i. If property appreciates ( included FMV of property at time of recovery, up to amount of prior deduction

ii. If property depreciates ( unwinding approach dictates TP to include in income full amount of prior deduction, BUT principles allow for inclusion only of FMV of property when recovered (Rosen v. Commissioner, 1978)

1. Don’t need a “complete reversal” of the initial deduction

iii. Alice Phelan Sullivan Corp. v. United States (Court of Claims, 1967) – Illustrating rough approximation of transactional system, results of recovering property previously deducted as a charitable donation
1. TP donated property  to charity and claimed charitable contribution deduction. Charity didn’t use property w/i gifted conditions and returned property to TP.
2. How should recovery be taxed? At rate applicable at time deduction was first claimed, or at rate in effect at time of recovery?
3. Applying Tax Benefit Rule – return of property that was taken as earlier deduction must be treated as income in year returned. Recovered income is excluded so long as initial use as deduction didn’t provide actual tax savings. But recovery is viewed as income to full extent of deduction/savings previously allowed.

a. AND currently included recovery income is taxed at prevailing rates in year of recovery.

b. Why? Practical and theoretical reasons behind annual accounting system. Maintain separate treatment of separate years.

d. Problems, Page 283, 290
i. D. receives 10,000 bonus by mistake, taxed at 30%. He repaid sum following year, in 15% bracket, when his AGI is 100,000.

a. Had to report income under claim of right doctrine, gets a deduction now for the same reason

2. Repayment is deductible, in year 2 (not affecting year 1) but at what value? Apply 1341.

a. 1341(a)(4) – tax liability with deduction in current year

i. 100,000 – 10,000, at 15% = 13,500

b. 1341(a)(5) – (100,000 at 15%) – (10,000 at 30%) = 12,000

ii. Scott, w/ gross income of 25,000, paid 1600 in year 1 state income taxes, which are deductible under §164. Also had 4400 in other itemized deductions ( deducted 6000 rather than 3000 of standard deduction. In year 2, discovers that he was entitled to 600 refund on state taxes, so has to unwind the initial deduction.

1. Is 600 refund included in income? Depends on initial benefit from deduction.

a. Because 600 was fully itemized, fully deducted – he got a full 600 benefit

2. If his other itemized deductions had only totaled 400, so total deduction would only have been 2000 ( 600 now isn’t income because it didn’t affect his initial tax savings, would have taken the standard deduction regardless of 600.

a. Money deducted in year 1 didn’t cause a tax savings ( no income upon return.

3. If his other itemized deductions had been 1800, so total deduction was 3400 ( now include 400 in income, was 400 over standard deduction so benefited to that extent.

iii. Tax benefit rule w/ property transactions – 15 years ago S purchased vacant land for 10,000. Donated it 10 years ago for 50,000 FMV, took full deduction. City failed to meet conditions of gift, and property was returned with current FMV of 70,000. She was in the 15% bracket 10 years ago, when donation was made, and now she’s in the 35% rate bracket 

1. Tax consequences of property return? Initial contribution led to 50,000 tax benefit, so property must now be included in income.

2. How much to include? Current FMV of property, to extent of prior deduction ( 50,000.

a. Basis of property now 50,000 – the tax costs recognized so far. Additional 20,000 now part of value of property and can be realized upon actual disposition.

3. 1341 doesn’t apply – used only for claim of right situations

4. If property had depreciated ( include only FMV of return.

XX. Methods of Accounting – Cash Method: p. 290-317

a. General Principles – Timing controlled by receipt and disbursement, regardless of when claims/obligations arise
i. Income reported when actually or constructively received

ii. Expenditures reported when actually paid out
iii. Benefits:
1. Used by almost all wage earners, employees, personal service businesses, small businesses w/o significant inventories
2. Much simpler for bookkeeping, accounting, tracking purposes
b. Constructive Receipt – certain items of income, although not actually received by TP, must be included in gross income currently

i. TP can’t totally arrange to defer income in order to defer tax, can’t postpone receipt simply by failing to collect

ii. If TP can essentially reach out and take income, but chooses not to ( TP is deemed in constructive receipt of income ( income is includible

1. But even if TP has turned back on income ( no CR if receipt is still subject to substantial limitations or restrictions

2. May also require knowledge of availability and volition in deferral (Davis)

3. What happens when TP asks debtors to defer payment in order to defer receipt of income? Parties in arms-length, pre-arranged transactions who decide to defer payment, before payment is due, should be allowed to defer inclusion until receipt and get around CR. (Rev. Rul. 58-162)

iii. Can be invoked by both TPs and IRS – both may benefit from earlier income

iv. Payment by Check – receipt of check is generally equivalent to receipt of cash ( considered income, even in extreme situations

1. CR will depend on restrictions on access to check, and whether they were TP imposed or imposed from issuer of check…

v. Aldrich Ames v. Commissioner (Tax Court 1999) – Defining CR
1. Ames didn’t report payments received from KGB. 2 million had been set aside in an account in 1985, but Ames actually received money in 1989-92. He argued that he had constructively received most of it in 1985.

2. Evaluating his constructive receipt

a. CR when TP has “unqualified, vested right to receive immediate payment”

b. “the essence … is the unfettered control over the date of actual receipt”

c. Factual determination – and under circumstances here, TP did not possess unfettered control

i. Ames did not have immediate access to account, conditions had to be met before he had access, conditions represented risks, limitations and restrictions of control. If USSR retained ability to withhold/control ( Ames not in constructive receipt.

3. Rule – “there is no constructive receipt of income where delivery of the cash is not dependent solely upon the volition of the taxpayer”

vi. Davis v. Commissioner – TP not in CR when she didn’t know that certified mail contained a check so she didn’t go to pick it up.

vii. Hornung v. Commissioner – Green Bay Packer not in CR of corvette awarded to him when announcement made on Dec. 31 in Green Bay and car was in showroom in NY, announcer had neither keys nor title, couldn’t have been transferred bef Jan. 1. 

1. Policy - income is received “when it is made subject to the will and control of the taxpayer and can be, except for his own action or inaction, reduced to actual possession.”

c. Economic Benefit Doctrine – determining what is actually received by TP to determine current inclusion 

i. If funds/property are irrevocably set aside for TP’s benefit, i.e. in trust account or escrow arrangement, and only time stands in the way of actual receipt of set aside funds, TP will have current income equal to FMV of interest in the set aside.

1. TP who defers actual receipt, avoids CR may still have current income under EB doctrine, depending on how assets are arranged.
2. Examples:

a. Escrow accounts – where sales price for goods is placed w/ 3rd party and seller is certain to obtain funds after expiration of escrow period

i. Deferring receipt is one thing, establishing right to funds in escrow is  current income

b. Compensation context - §83 has codified economic benefit, since property is defined to include “beneficial interest in assets which are transferred or set aside from claims of creditors of the transferor, for example, in a trust or escrow account” (1.83-3(e))

ii. Sproull v. Commissioner (Tax Court, 1951) – when TP acquires vested, valuable interest in an amount, where time is only consideration deferring receipt, TP has taxable income in year acquired.

1. Was amount put in trust in 1945, but paid out in 1946 and 1947, properly included as income in 1945? 

a. Corporation deducted amounts as expenses in 1945 when trust was arranged, TP included as income when actually received, IRS wanted amount included as income in 1945.

2. Timing of inclusion determined by whether any economic benefit was conferred as compensation in the taxable year.

a. “it is undoubtedly true that the amount which … was used in that year for his benefit, albeit not at his direction, in setting up the trust of which petitioner [or his estate] was the sole beneficiary … was a part of a plan for his additional remuneration.”

b. There was an economic benefit here – fund was ascertained and paid by employer for his benefit, TP had to do nothing else to earn it or establish his rights to the money, trustee had only to hold/invest/accumulate and quickly pay out the fund and its increase. TP also had full control over the trust, could have assigned his interest.  

d. Cash Equivalency - determining what is actually received by TP to determine current inclusion

i. If the debt obligation is a cash equivalent, w/o rising to formality of arrangements triggering economic benefit, receipt ( current income in amount equal to FMV of obligation.

ii. Promise is cash equivalent if
1. Made by solvent obligor 

2. Promise is unconditional and assignable

3. Not subject to set-offs

4. Instrument/note is of a kind that is frequently transferred to lenders or investors at a discount not substantially greater than the generally prevailing premium for the use of money – the transaction must not be overly discounted
iii. Cowden v. Commissioner (5th Cir. 1961) – Standards/Criteria for Cash Equivalents
1. Dealing with oil/gas leases, contracted advanced royalty payments. Contract established Standard Oil’s “firm and absolute personal obligation … which is not in any manner conditioned upon development or production” to make deferred payments, “in all events”

2. Did contractual obligation give rise to current income to extent of FMV of obligation at time of creation? Was the contract to make future bonus payments the equivalent of cash and, as such, taxable as current income?

a. Tax Court said yes, based in part because payor had been willing and able to make entire payment upon execution of agreement

3. Court rejects formalistic test – can’t determine cash equivalency by form of obligation – tax law deals in economic realities, not legal abstractions or technical refinements…

4. Rule – “We are convinced that if a promise to pay of a solvent obligor is unconditional and assignable, not subject to set-offs, and is of a kind that is frequently transferred to lenders or investors at a discount not substantially greater than the generally prevailing premium for the use of money, such promise is the equivalent of cash and taxable in like manner as cash would have been taxable had it been received by the taxpayer rather than the obligation.”

a. Negotiablity is not the test of taxability, substance, not form, of the obligation/transaction controls

5. Follow-Up – Rev.Ru. 68-606 – held that FMV of a debt obligation is includible on receipt if obligation meets the first 3 Cowden Criteria

e. Deferring Income under the Cash Method

i. IRS has recognized legit desires to defer income, particularly compensation, so developed bright line rules to allow it

ii. Rev. Rul. 60-31 – Situations concerning deferred compensation, was the deferred income constructively received in the taxable year prior to taxable year of actual receipt, or were certain forms of compensation properly deferrable?
1. TP will not be in constructive receipt of funds TP asks employer to defer, even if employer is ready, able and willing to currently pay, as long as the employee’s election is made at the inception of the employment arrangement

2. Employee may defer if he receives only his employer’s unfunded promise to pay in the future. But if deferred amounts are set aside in escrow/trust account, employee may have current economic benefit/property under §83.

a. But as long as trust assets are subject to claims of employer’s general creditors, employee will not have income until funds are distributed – not an unconditional econ benefit any more 

f. Cash Method Deductions

i. Cash method TP takes a deduction when TP makes a payment

1. Payment occurs upon delivery of cash, check, property. Delivery includes mailing, and payment includes charges to credit card.
2. No doctrine of constructive payment – need actual payment

ii. Prepayment of expenses – code prohibits full deduction of an amount paid for an item that will generate income over a period of years, but that seems to conflict with cash method’s actual payment ( deduction rule. So how to match the capitalization requirement and the cash method?

iii. Commissioner v. Boylston Market Ass’n (1st Cir. 1942) – prepayments of capital expenditures are capitalized/deducted over time

1. TP purchased 3-yr insurance policies, deducting premiums for each year during the taxable year in which the premium was actually paid

2. Should TP have deducted the expense up front or over time? Is a cash method taxpayer “limited to the deduction of the insurance premiums actually paid in any year or … should he deduct for each tax year the pro rata portion of the prepaid insurance applicable to that year.”

3. Advance rentals, payments, cancellation of leases, commissions are all expenses that get amortized over the life of the asset. Payments are prorated primarily because the life of the asset extends beyond the taxable year.

a. To permit TP to take a current deduction in full would distort income – overstate liability and not match up with income as generated

4. Rule – prepaid insurance should be treated as a capital expenditure and capitalized/deducted over time.

iv. Zaninovich v. Commissioner (9th Cir. 1980) – establishing the 1 year rule for determining prepaid capital expenditures

1. Distinguishing between prepaid expenses that may be expensed and those that must be capitalized – using a one year rule

2. Treats a payment as an expense, rather than a capital outlay, if the payment does not create an asset or provide a benefit to TP that has a useful life in excess of one year, even if the benefits extend substantially into a 2nd tax year

3. Follow up – IRS recently adopted it’s own 1 year rule in order to reduce TP uncertainty and controversy
a. §263 – TP does not have to capitalize amount paid for creation of right/benefit that does not extend beyond the earlier of 12 months after first date on which TP realizes right/benefit or end of tax year following tax year in which payment is made.

v. Policy issues w/ treatment of Advance Payments – indicates conflict between tax accounting and financial accounting
1. Code requires same timing conventions generally (§446(a)), but underlying goals of accounting systems are different

a. Financial accounting – provide info and realistic picture about TP’s financial well being and status, errs on conservative side

b. Tax accounting – designed to raise revenues, would rather presume additional income

c. If 2 systems conflict, tax goals prevail, TP can’t apply financial accounting methods and claim §446 consistency

g. Code 263; 404(a)(5); 451(a); 461(a)

i. §263 – Capital expenditures

ii. §404(a)(5) – Deduction for employer’s contribution to employee’s deferred comp plan, typically deducted when included in employee’s income – matching

iii. §451(a) – General rule for taxable year of inclusion - items of gross income are includible in the taxable year in which received, unless another method of accounting properly picks a different period
iv. §461(a) – General rule for taxable year of deduction – deduct in the period that fits with the accounting method used (less of a default)

h. Regs 1.61 ‑1(a); 1.83‑3(e); 1.162-6; 1.263‑1, -2(a); 1.446‑1(a), ‑1(c)(1)(i); 1.451 ‑1(a), ‑2(a); 1.461‑1(a)(1)

i. 1.446 regs outline the details of accounting procedures

ii. 1.451-1(a) – income is includible in gross income for the taxable year in which it is actually or constructively received by the taxpayer, unless it is includible in a different year in accordance with the taxpayer’s method of accounting

iii. 1.451 ‑2(a) – General rule/definition of constructive receipt – income is constructively received in year when amount “is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year if notice of intention to withdraw had been given.” NOT constructively received if TP’s control is subject to substantial limitations or restrictions

iv. 1.461-1 – outlining general rules re: accounting for deductions

i. Problems, page 316:

i. When does Derek, a cash method dentist, report gross income?

1. Fixes teeth on Dec. 15, bills for 100$ on Dec. 20, gets paid on Jan. 15 ( Jan. 15, when paid

2. If he rendered a bill, took a negotiable note in the sum of 100 as payment for services in Dec. the note was paid in Jan. ( Dec. because note is cash equivalent.

a. How much income? FMV of note.

3. D gets a check from John Doe for 100 on Dec. 28. Doe is known to have uncertain account balances towards the end of the month so D waits until Jan. 2. Doe actually had no money to cash check between 28-1 ( Dec., checks are income when received, regardless of other factors. 

a. If check is not honored in usual course, it wont be treated as cash, wouldn’t have been included

b. But if honored ( treated as cash ( included in year 1, even if not cashed until year 2.

4. D sues X for breach of contract, alleging damages of 7000. Three years later, D is awarded final judgment in amount of 6,500 in year 3, but isn’t paid in full until year 4. ( if judgment is treated as cash equivalent, included in year 3.

ii. Margot, cash method, contracts for services over next 5 years. In Sept. year 1, M and C agree on fee of 75,000 and for payment in 5 annual installments of 15,000 over years 2-6. As security for payment, client pledges stock worth 75,000 with the bank. As payments are made, stocks of equivalent amount will be released to client. If payment is not made, stock goes to Margot. Objective of arrangement is to spread out but also ensure Margot’s payment.

1. If no security arrangement, what would M’s year 1 income be? Nothing, this seems to be allowable deferred comp, not constructive receipt.

2. Does security arrangement lead to risk of Year 1 income – looks more formal, more like current economic benefit

3. Client may hesitate on this if accrual method, wants to accrue full deduction now, but will have to wait under 404

XXI. Methods of Accounting – Accrual Method: 317-341

a. General Principles: Accrual method taxpayer

i. Reports income when earned, rather than when actually or constructively received

1. Determined by all events test: report income when

a. All the events have occurred which fix the right to receive the income

i. TP has some discretion in fixing fact of liability, can choose the accrual event within limits, but TP must be consistent with choice and can not deter inclusion beyond the time title passes
ii. Choices should be respected if “reasonably adapted” to TP’s use/purpose, and “should not be condemned for some abstruse legal reason, but only when they fail to reflect income” (Pacific Grape Products v. Comm’r) 

iii. Rights may be fixed with deposit in trusts, etc, as well, but only if transaction is not subject to fulfillment of other conditions – conditions undercut fixed right

b. And the amount of the income may be determined with reasonable accuracy (1.446-1(c)(1)(ii)(A))

i. Only need determination “with reasonable accuracy,” don’t necessarily need exact amount

ii. If dispute exists about amount, not about basic liability, amount is accrued as income if a reasonably accurate estimate can be made (1.451-1(a)) or if the amount can be calculated by the potential recipient on the basis of information available to him 

1. Continental Tie v. United States – recipient could “ascertain the quantum of the award within reasonable limits” ( accrued income

iii. If there’s a discrepancy between amount accrued and exact amount of income/deduction, include the difference when the adjusted amount is determined

2. Example: Accounts receivable are generally taken into account when obligation is fixed, even if payment is not received until later

3. Exceptions:

a. Non-accrual experience method - TP does not have to accrue income for portion of amounts billed for performance of services which, on basis of experience, TP estimates will not be collected (§448(d)(5))

i. Can only be used for fees for services performed by TP, does not apply if TP charges interest or imposes a penalty for failure to make timely payment

b. Doubt as to collectibility – if collectibility of all of an undisputed amount becomes doubtful, income must still be accrued and if necessary, worthless business debt deduction can be taken later (§166)
i. But depends on when amount becomes uncollectible

ii. TP need not accrue income if at date it would otherwise accrue, it is uncollectible or there is a substantial uncertainty of payment. 

ii. Takes deductions when the liability for payment arises, not necessarily when an expense is paid

1. Example: Accounts payable is taken into account when debt is fixed, even before payment

iii. Policy - Differences between Accrual and Cash – Accrual method attempts to “time” recognition of revenue to better “match” the related expense items, b/c matching more accurately measures a TP’s increase in wealth

1. But accrual method may not account for time value as well, because all income/deductions are reported at face value despite potential lag time, so total income measurement may still be more off.

iv. Timing issues – timing deductions to match income inclusions – possibility for current deduction and later income w/ accrual method payor and cash method payee.

1. If parties are related ( 267(a)(2) postpones deduction until year income is reported

2. If parties are not related ( 404(a)(5) postpones deduction for deferred compensation until payee reports income compensation

a. Covers independent contractors, and interest payments as well

b. Prepaid Income – what happens when accrual method TP receives advance payments for goods/services to be provided in the future? 
i. Matching should allow deferral of income until TP provides goods, renders services

ii. But TPs must report prepaid income in year of receipt anyway – on ground that TPs have, at that point, unrestricted use of the cash

1. Elements of cash method intruding on accrual method

2. Even if deferral of advance receipts may be ok, according to general accounting principles

iii. Generally, TPs want to defer income until actually earned, and service has successfully challenged deferrals

iv. Other times, TPs may want to accelerate income inclusion, through prepaid income. Service announced that it will not force cash method accounting of prepayments in cases involving receipt of lump-sum payments on interest rate and currency swap contracts – to prevent manipulation of accounting methods…

1. Income must be reported over life of the contract

v. RCA Corp v. United States (2nd Cir. 1981) – Prepaid income for future services is included in current income, even for accrual method taxpayers
1. RCA wanted to recognized and accrue income over time, according to its experienced estimates, of prepayments for warranty services, in order to better match service contract revenues and related expenses. Service wanted all revenues reported when paid.

a. Govt argued that methods of accrual accounting based on projections of customers’ demands for services do not clearly reflect income

2. Competing claims illustrate fundamental tension between tax and financial accounting

a. Courts have to give greater weight to objectives of tax accounting – presumptive inclusions rather than weight and see deferrals

3. §446 allows treasury to conclude that TP’s choice of accounting method doesn’t clearly reflect income, and Commissioner has broad discretion on those decisions

4. Rule – Prepayments for future, on demand services need to be included in income when received. Prepayments are taxed to accrual method TPs as if they were on the cash method.

a. It is impossible for TP to know, at outset, the amount of service that will ultimately be required, the amount of expense that will be incurred, and the amount of net income that will result from the payment

i. Uncertainty undermines potential for better matching

b. But the tax system can’t rely on uncertainty

c. Tie accrual to TP’s present ability to pay, manifested by current cash flow, w/o regard to later deductions

d. Can’t defer recognition based on estimates/projections of potential expenses, can’t subject gov’t revenues to the uncertainties of a company’s projections 

vi. Exceptions – Rare cases where accrual method TPs have been allowed to defer advance payments

1. Artnell Co. v. Commissioner (7th Cir. 1968) – payments of advanced ticket sales, etc, could be deferred because the time and extent of the performance of future service was certain, there was a fixed schedule
2. Collegiate Cap & Gown Co v. Commissioner (1978) – allowed deferral of prepaid fees for cap & gown rentals because there was certainty as to time of future performance

3. §455 – permits deferral of certain prepaid subscription income

4. §456 – overrules the AAA case, provides for deferral of prepaid dues received by certain membership organizations

5. Reg. 1.451-5 – allows certain TPs to defer prepayments for goods delivered in the future

6. Rev. Proc. 71-21 – permits limited deferral for prepaid services to be performed by end of the year following year of payment, version of 1 year rule

a. In limited cases TP receiving advance payments might defer, if payments received were for services to be performed and completed in the year following payment.

7. Rev. Proc. 2004-33 – expands 72-21, allows deferral of advance payments for certain non-service or mixed income. Deferral may be permitted to next tax year even if payments are not earned in that year, and for agreements that have terms that extend beyond the next year. But amounts are only deferrable to year 2, and all remaining payments are included in year 2.
a. Including year 1 in year 1, include year 2 and all else in year 2

b. If financial accountings show that expense should be split up, payment might be divisible

c. Indication that service is retreating from RCA a bit

c. Security deposits v. Prepayments

i. Most frequent example – real estate leases. Were funds paid to the landlord at the outset of a lease a security deposit or an advance rental payment?
1. If deposit ( no current income

2. If advance payment ( current income

3. Factors to indicate security deposit rather than payment – looking for indications of a loan-like relationship

a. Funds segregated in a separate account of the landlord

b. Funds more interest

c. Funds had to be returned to payor at the end of the lease

d. Funds were labeled as a security deposit rather than rent

4. Rev. Rul. 72-519 – different test: “security deposits are payments made to protect property rights rather than to guaranty future payments”

ii. Commissioner v. Indianapolis Power and Light (1990) – Court rejected earlier tests and established it’s own distinction between security deposits and prepayments

1. Issue turns upon nature of the rights and obligations IPL assumed when deposits were made

a. The deposits were subject to an express “obligation to repay”, and timing and method of refund were within control of customer

b. That IPL enjoyed unrestricted use of money while held is not dispositive since still under obligation to repay

c. Characterization must occur at time of deposit, depending on relationship between parties

2. Looking for a guarantee that TP enjoys complete dominion to the extent of getting to keep the money – IPL didn’t enjoy a complete right to keep the money, so it was a deposit rather than an advance payment

a. Despite fact that IPL derived a current economic benefit, IPL’s dominion over the deposits was insufficient for them to qualify as taxable income at time of receipt

d. Accrual of Expenses – Another all events test, with additional economic performance provision

i. Accrual method TP may deduct expenses if

1. all events have occurred which determine the fact of liability and establish the amount of liability with reasonable accuracy

a. Requires a fixed obligation, can’t deduct for estimated future expenses even if related income has been currently reported

b. Matching problems are moderated by allowing limited deferral of prepaid income, rather than allowing accelerated deductions

2. And economic performance has occurred with respect to the expense item (461(h)(1))

a. Prevents potential windfall from current deduction of entire amount of future liability, b/c current deduction would overstate true cost of future liability

b. Added to codify results like Mooney, prevent manipulation through things like structured settlements

i. Tortfeasor now accrues deductions only when payments are actually made (461(h)(2)(C))

c. And to better account for time value of money issues – current deduction for future amount overstates true cost of expense to extent that face value exceeds present value of the expense

i. Could have allowed for current deduction of present value of liability, but that’s still somewhat uncertain and difficult to calculate

ii. Mooney Aircraft v. United States (5th Cir. 1969) – precursor to economic performance requirement

1. Illustrating reluctance to allow current deduction for future expense

2. Court disallowed current deduction for the future expense, even though the expense was fixed and not contingent, b/c the time interval between accrual and actual payment was too long

a. Relying on §446 – where IRS can disallow methods which do not clearly reflect income

b. Current deduction was just not a clear reflection of the costs of doing business in the current year

c. Additionally, longer time span ( less probable that liability will ever be paid

i. Though all future transactions have some risk

iii. When does economic performance occur?

1. When TP is provided property or services by another person, economic performance for liability occurs as the property or services are provided, or as TP uses the property. TP who pays for services in advance can consider econ performance as occurring at time of payment if services will be provided within 3.5 months of payment – 1.461-4(d)(6)(ii)
2. If TP’s liability arises out of use of property ( econ performance occurs ratably over period he is entitled to use property, as with rent - 1.461-4(d)(3)

3. If TP is liable to provide services or property ( econ performance occurs as TP provides property or services – 461(h)(2)(B)

a. But can occur earlier if TP incurs costs to satisfy the liability  - 1.461-4(d)(4)(i)

4. Certain liabilities require actual payment before econ performance occurs, i.e. workers’ comp or tort liabilities - 461(h)(2)(C)

a. Payment, as defined in cash method situations, when cash method recipient would be judged as having actually/constructively received income

5. Exceptions:

a. Recurring item exception – TP may treat item as incurred during taxable year that traditional first 2 “all events” are met if: (461(h)(3)(A))
i. Econ performance actually occurs on or before earlier of date TP files timely return for that year or 8.5 months after close of taxable year

ii. Liability is recurring in nature – if they can generally be expected to be incurred from one table year to the next

iii. Either amount of liability is not material or accrual in taxable year results in better matching of liability to related income than would result from delaying accrual until economic performance occurs 

iv. Accrual of contested liabilities – contested liability may not be accrued until the final determination of liability, even it if is paid pending the outcome of the dispute (US v. Con Ed, 1961)

1. Unless liability qualifies under 461(f) – allows accrual of contested liability while TP continues to contest liability, if it satisfies all events test, including econ performance, money is placed beyond TP’s control, and there is a bona fide dispute as to liability

a. TP can deduct amount transferred to fund in year of transfer, include income if any is transferred back

e. Choice of Accounting Methods – TP’s choice (p. 339)
i. §446(a) – TP is generally supposed to use the same accounting method for tax and financial purposes
ii. §446(b) – Any accounting method used must clearly reflect income
iii. Beyond that, TPs have a choice in most situations…
1. Cash and Accrual clearly most common
2. Other methods allowed if they clearly reflect income

3. TPs can mix and match as long as consistent in each area, maintains separate books, etc

iv. Exceptions – when service, code pick
1. TPs who maintain inventories must use accrual
a. TPs must maintain inventories when production, purchase, sale of merchandise is an income producing factor
b. TPs must match costs of gods sold against income produced – 1.471-1
c. Some issues of mixed goods/service providers – Wilkinson-Beane v. Commissioner, where caskets provided by funeral home were considered inventoried merchandise, but if merchandise is totally incidental to the service, it prob wont need to be inventoried
2. Simplification – TPs w/ gross receipts of 10 million or less will not have to maintain inventories or be on accrual method
f. Code 448, 451(a); 461(a),(h).

i. §448 – requires some businesses to use the accrual method

ii. 461(h) – the all events test shall not be treated as met any earlier than when economic performance with respect to such item occurs

1. Postpones deduction somewhat… details when econ perf occurs
g. Regs 1.446‑1(c)(1)(ii); 1.451‑1(a); 1.461‑1(a)(2), -4(g)(2), (g)(4), 1.461-4 – All related to inclusions, deductions, accounting consistency
h. Problems, p. 341

i. Sole owner of football team announces cash bonus to team’s MVP after playoffs in December. Bonus announced at end of year 1, though Hal was not there to receive it. Hal actually receives bonus in year 2

1. If H is cash method TP ( income in year 2, as long as no constructive receipt (avoidance of bonus) which is likely  b/c doesn’t seem to have been accessible when offered

2. If H is accrual method TP ( income in year 1, accrued whether he was there or not

3. If owner is cash method ( deduction when actually paid

4. If owner is accrual method ( deduction when economic performance

a. Right is fixed, amount is certain, but performance? Prob payment

b. Could consider liability in relation to H’s services, so season’s services counted as performance already …

c. Could also argue recurring item exception to push up accrual 

ii. V, accrual method TP, purchased mine from S in year 1. Mine was not as profitable as represented. S admitted misrepresentation in year 2 and agreed to reimburse V in cash. If amount of damages not set in year 2, can V accrue income. 

1. Prob not – not if value of liability not determined with reasonable certainty

2. But if V has enough information to determine amount w/ reasonable certainty, accrues in year 2.

iii. If Margot was an accrual TP and received all 75,000 in advance in year 1 for services to be rendered during years 2-6, when would she be required to report? 

1. No econ performance requirement for accrual of income, only for deduction. She has received advance payment and under RCA, reports immediately…

a. This is prob not exception circumstance where she can defer advanced payment

b. Client can deduct as econ performance occurs, which is provision of services over time.

2. Rev. Rul 71-21 doesn’t help, but 2004-33 might.

XXII. Interest: p. 342-356

a. Definition/Concept of Interest – the amount one pays for the use of borrowed money, compensation for the use or forbearance of money.
i. Negotiated bonus or premium paid by a borrower to a lender in order to obtain a loan (L-R Heat Treating Co)

ii. Doesn’t have to be specially labeled as interest to be treated as such, considered an incidental part of any lending transaction

iii. To qualify as interest for tax purposes, the payment must be compensation for the use or forbearance of money per se and not a payment for specific services which the lender performs in connection w/ borrower’s account
b. Calculating Interest – interest is now the amount that accrues economically, the real world cost of borrowing

c. Included as income – receipt of interest generally included under §61(a)(4)

i. Potential issue – differentiating between stated interest, when parties have clearly labeled part of payments as interest, and hidden interest, recognized as OID

d. Deduction of Interest Paid – Certain special forms of interest are deductible, most personal interest is not.
i. Why disallow personal interest deduction? – deduction provided incentive to invest in consumer durables rather than save
1. Could impute rental on consumer durables but this encourages savings more, should get TPs to save rather than borrow and spend

2. Personal interest like personal consumption expenses ( not deductible

ii. Deductibility of interest is now dependent on the use to which the loan proceeds are put – 163(h) regs establish elaborate tracing scheme, follow use of principal proceeds to determine deductibility 
1. Personal interest - not deductible, generally, unless a home mortgage

2. Home mortgage interest – deductible depending on use of proceeds and character of loan security

3. Trade/business interest - generally deductible subject to certain limitations, phaseouts, and capitalization

4. Investment interest – deductible subject to 163 and specific limitations

5. Passive activity interest – deductible to extent of activity income

6. Interest to purchase or carry tax-exempt bonds – not deductible if allocated to tax exempt bond

7. Education interest – deductible to extent under 221

8. Construction period interest

iii. §163 – mostly concerned with allowable personal deductions and limiting the deductibility of other forms of interest

1. (a) General rule – there shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness… 

a. General requirements – interest obligation must arise from payor’s own debt

iv. Personal Interest – generally no deduction for personal interest (163(h))

1. Personal interest is anything other than – interest allocable to trade or business; investment interest; interest/loss from passive activity; qualified residence interest, and certain interest on unpaid taxes

a. Qualified residence interest:

i. Acquisition indebtedness – indebtedness incurred in acquiring, constructing, or substantially improving TP’s residence, and is secured by such residence. Capped at 1,000,000 total aggregate that can be treated as acquisition debt

ii. Home equity indebtedness – indebtedness secured by a qualified residence to the extent that aggregate amount of debt does not exceed FMV of residence, reduced by amount of acquisition debt on such residence. Called at 100,000 for any period. Proceeds don’t have to be spent on the home.
iii. Overall limit of indebtedness on homes, the interest on which will be deductible is 1,100,000.

b. Mortgage interest – still deductible, special provision to encourage home ownership

i. In order to keep TPs who buy homes with their own money on equal level with those who borrow. Equity purchasers and borrowers are in same position

ii. Renters still in different position – not allowed to deduct rental expense, more clearly personal consumption, interest might just be cost of money

iii. Tied to failure to tax imputed income from homeownership

c. Education Loans - §221 authorizes a limited deduction for interest paid by an individual on a qualified education loan

d. §135 excludes interest paid on US savings bonds if TP spends an amount equal to redemption proceeds for “qualified higher education expenses” – subject to limitations and conditions

2. Policy considerations – how should we factor in interest incurred to finance personal consumption? 

a. Is interest the value of consumption or just the cost of money? Really it’s the cost of current rather than future consumption 

b. Interest deductions could be used to even things out – treat TPs who borrow the same way as TPs who can afford to consume with their own money

c. Policy shaped by our tax system – would be different with cash flow consumption tax – loan proceeds would be included in tax base when received, both principal and interest would be deductible when repaid, for interest used to finance consumption

v. Trade or Business interest – still deductible, as are all trade/business expenses

1. under §162 and and §212

vi. Investment Interest – Controlled by 163(d)

1. Amount allowed as deduction for investment interest must be taken in the same year as income from similar investments is reported and can not exceed net investment income for the taxable year. 
a. but there’s a carryforward for disallowed interest to the next year.

b. can continue to carry it forward until investment becomes profitable, despite literal language of 163(d)(2)

2. Current investment income that allows deductions must be taxed as ordinary, rather than cap gains, income – 163(d)(4)(B)(iii), 1(h)(2)
a. Example - Bond sale produces gain ( investment income, against which TP can use investment interest, IF TP elects to have investment income/gain taxed as ordinary income

b. Same rate limitation applies to investment dividend income

3. Policy reason for limit – matching, time value issues.

a. Prevent borrowing to invest in things that don’t produce income immediately, and offsetting interest deductions against other sources of income

b. Code was specifically designed to prevent sheltering non-investment income by means of unrelated interest deductions, prevent time/rate arbitrage
4. Investment income includes income from property held for investment – interest, dividends, royalties, annuities not attributable to trade or business

a. May be hard to distinguish between investment and business interest – Yaeger v. Commissioner – his only activity was trading stock. Despite full-time management of his portfolio, court considered this investment activity.

i. Relied on length of holding period of stock and source of profit

5. Investment expenses are deductible b/c connected to production of investment income, but only those expenses allowed after §67 will be deductible
a. Although interest deduction itself is not limited by §67 or §68

vii. Interest related to tax-exempt securities - §103(a) excludes from income interest received with respect to certain municipal bonds

1. Effect of tax exempt bonds –  higher bracket TPs benefit more from the tax exemption, fed fisc may lose out on a lot of high bracket tax

2. Policy – municipalities are allowed to compete in the financial markets at a lower cost than taxable competitors

a. Incentive for investment in municipalities, helps states finance things on their own

b. Give local gov’ts a tax benefit – can pay out interest at a lower rate, and investors will be willing to invest at lower rates

i. Since fed gov’t effectively makes up difference ( revenue sharing

3. Criticism of §103 – costs the Fed gov’t more in lost tax than state/local govt’s make, exclusion violates vertical equity to extent that it erodes progressivitiy of income tax and helps higher brackets more, is inefficient as it causes TPs to allocate funds from higher yielding taxable investments to lower yielding ones, just b/c of tax considerations (p. 352-53)

a. If there arent enough high bracket TPs, local govts will have to raise rates to appeal to lower bracket TPs, and still have tax exempt bonds return more. Interest rates go back up, issuers get smaller benefit from program, and high bracket TPs get even greater benefit from tax-exemption

b. Trickle-Up effect – as gov’t appeals to broader range of investors, and rates go up, high bracket TPs get bigger windfall

4. §265(a)(2) – related provision – denies a deduction for interest “incurred or continued to purchase or carry tax-exempt obligations”

a. A way to prevent tax arbitrage, prevent double benefit on the investment
e. Code 103, 163(a), (d), (h), 265(a)(2), 267(a)(2), 221

i. §103 – interest on state or local bonds is excluded from gross income

ii. §163(a) – General rule – deduction for all interest paid or accrued within the taxable year on indebtedness

iii. §163(d) – Investment interest deductions limited to extent of investment income

iv. §163(h) – Disallowance of deduction for personal interest

v. §265(a)(2) – Expenses/interest related to tax-exempt income – “Interest on indebtedness incurred or continued to purchase or carry obligations the interest on which is wholly exempt from taxes” is not deductible
vi. §267(a)(2) –disallowance, later allowance of loss in transactions between relatives

f. Regs 1.163-8T(c)(1), (4) - Operating rules for interest accounts

i. Interest is allocated according to use of proceeds of the debt that generates the interest, not according to the property that secures the debt – Reg.1.163-8T(c)(1)

ii. Where debt proceeds are placed into an account that contains unborrowed funds, expenditures from account are deemed to come first from debt proceeds until exhausted - 1.163-8T(c)(4)(ii)

iii. Until disbursed, debt proceeds placed into an account are treated as being used for investment purposes – 1.163-8T(c)(4)(i)

iv. Rules operate separately on each account held by TP - 1.163-8T(c)(4)(iv)

v. Explanation – money is fungible, rules “tell” where money in the bank account comes from so we know how to treat interest expenses, borrowed funds are used before equity. Overall, better not to commingle borrowed and equity funds. 

g. Problems, page 354-356

i. TP1 in 35% bracket, TP2 in 15% bracket are considering whether to invest 1000$ in 10% taxable bonds or 8% tax free bonds. What should they do? Effect of tax-exempt interest, trickle-up effect for high brackets, etc.
1. TP1 – 10%(1000) ( 100 interest, taxed at 35% ( 35 in tax, 65 in income, 6.5% net rate

2. TP1 – 8%(1000) ( 80 interest ( 80 in income, 8% net rate (since tax free)

3. TP2 – 10%(1000) ( 100 interest, taxed at 15% ( 15 in tax, 85 in income, 8.5% net rate

4. TP2 – 8%(1000) ( 80 interest ( 80 in income ( 8% interest

ii. E, in 35% bracket, borrows 10,000 at 9% interest. Uses loan to purchase a municipal bond paying 6% interest. Why? What are the consequences?

1. Trying to manipulate tax-exempt municipal interest – would work if personal interest was deductible.

2. But it’s not – personal interest is no longer deductible, and covered by 265(a)(2) so she can’t deduct interest paid on money borrowed to buy tax exempt bonds

3. If she held bonds in advance, still not allowed – can’t carry tax exempt either

iii. 3 TPs interest in purchasing 100 shares of stock, currently selling at 80/share w/o dividends.

1. TP1 – borrows 8000 at 10% and uses loan proceeds to buy 100 shares for 8000$

a. Deductible interest? No. No current investment income since stock doesn’t pay dividends, can use 163(d)(2) to carryover though

2. TP2 – owns a bond valued at 8000 w/ 800 interest income/year. Sells bond and uses proceeds to buy stock

a. Interest at all? No, didn’t buy with borrowed funds, though sacrificing 800 interest from other bond.

b. If TP had interest expense in another investment, gain from sale of bond could be offset by other expenses, as long as TP has bond income taxed at ordinary rates
3. TP3 – also owns bond worth 8000 w/800 interest income/year. Keeps bond, borrows 8000 at 10% to purchase stock

a. Interest owed on loan. Has current income from bond to offset investment interest expenses, within time and rate restrictions
iv. Comparison between renter and homeowner. If R rented, rent would be 1200/month, out of monthly salary of 3500 (42,000 yearly). If R purchases a comparable home, his interest payments on the mortgage would be 14,000 a year, w/ real estate taxes at 3000, homeowners insurance at 600
1. If R is in 30% bracket, house costs 160,000 and he could use 40,000 currently invested at 10% and borrow 120,000. Should he rent or buy?

a. Rent:

i. Tax – 42,000 salary, 4000 investment income at 30% ( 13,800 taxes

ii. Cash – 46,000 coming in, 13,800 of tax and 14,400 of rent going out ( 17,800 cash at year end

b. Buy:

i. Tax – 42,000 salary (no longer has investment income), deducting 1400 mortgage interest and 3000 real estate tax ( 

ii. CALCULATIONS IN CLASS DON’T MAKE SENSE, CHECK NOTES 11/11
iii. Cash – 42,000 coming in, 3000, 1400, income tax, 600 goes out ( left with less cash at year end

c. Monetarily, better to rent. EXCEPT that house is a major asset, may be worth accepting reduction now in exchange for potential appreciation and other values.

v. A has 6000 of her own money in non-interest bearing checking account. Jan. 1 A borrows 10,000 and puts money in same account. Monthly interest expense is 100. Mar. 1 A invests in tax-exempt bonds, writing 6,000 check from the account. 

1. Is 100 of March interest deductible? Treated as coming out of borrowed funds, so if tax-exempt bonds generate income she can offset interest expense. Why only 40$ (in notes…)

2. If A buys a lithograph instead w/6000 check, how is interest allocated?

3. NEED TO GO OVER THIS WHOLE PROBLEM – 11/11, p. 6
XXIII. Interest - Economic Accrual and Original Issue Discount: p. 356-373
a. General Principles – Interest needs to be accounted for, as both income and deduction, according to it’s economic accrual
b. Original Issue Discount – Accounting for unstated interest and compound interest
i. Definition – OID is the difference between the amount paid on issuance and the amount paid on redemption of a bond.

1. Serves the same purpose as interest, even though there is no stated interest on the bond.

2. Investor’s gain is taxed as ordinary income, OID rules determine how and when it will be recovered and taxed – over the course of the bond’s lifetime

3. Need to tax over time, accrue interest economically

a. rather than full payment upon redemption (allowed full current deduction, full income deferral) or ratably over bond’s lifetime (overstated interest accrual in the beginning, understated towards the end)

b. pre-1272 allowed for manipulation of time value by TPs

ii. §1271 – Treatment of amounts received on retirement or sale or exchange of debt instruments

iii. §1272 – Current inclusion of income of original issue discount, applies to ALL holders of OID obligations, regardless of normal accounting method
1. Holder of OID debt instrument includes in gross income the sum of the daily portions of the OID for each day during the taxable year held

2. Exception – OID instruments exempt from this provision: Tax-exempt obligations, US savings bonds, short-term obligations, obligations issued before Mar. 2, 1984, loans between natural persons if below 10,000 and are fairly informal…

3. Calculation based on adjusted issue price, interest rate, length of period…

a. Multiply principal outstanding by yield to maturity (interest rate) for a given period of time to get the OID that accrues during that period of time

b. Then divide the period by the number of days in the period

c. Example – Period 1: 100,000 x 5% (which is 10% compounded semi-annually) ( 5,000. Period 2: 105,000 x 5% ( 5250

i. Year 1, TP includes 10,250 as interest income – builds up to total OID by redemption of bond

4. Paired with 163(e) – tax consequences of OID loan for borrower, will include a deduction equal to amount of OID income the lender accrues
iv. §1273 – Determination of amount of OID

1. OID means excess of stated redemption price at maturity over issue price

a. Stated redemption price at maturity – issue price = OID

2. De minimis exception – if OID is less than ¼ of 1% of stated redemption price at maturity multiplied by number of complete years to maturity ( OID is treated as 0

3. Definitions of issue price – vary for each type of instrument

a. Instrument issued for cash ( amount paid

b. Instrument is publicly offered ( IPO price at which a substantial amount was sold

c. Instrument issued for property ( prob just amount loaned

v. Policy – meant to better match interest income and deductions for OID instruments ( so issuer of instrument will have interest expense equal to included OID income for each tax year

1. Though there are some limits on high yield bonds and junk bonds (163(e)(5) and 163(i))

c. Below Market Loans:

d. Dean v. Commissioner – Service claimed that TPs had understated their income by failing to report the economic benefit they had derived from over 2 million dollars of interest free loans from their family corporation. Service argued that interest-free loans generated taxable income, just as shareholders’ rent-free use of corporate property does.

i. Tax Court sided w/ the Deans, rejected Service argument, allowed them full benefit of interest free loan and found no taxable gain.

ii. Later, Tax analyzed the decision, indicating that an interest free loan does generate gross income, and gross income generated is offset by an assumed interest deduction

1. But under certain circumstances, that deduction would not be allowed, ie if the interest proceeds were used to purchase tax-free municipal bonds, where the interest deduction is disallowed by §265

e. To reverse Dean and confirm the taxability of interest-free loans, Congress finally enacted §7872

i. Conceptualizing interest free loans as the constructive receipt and payment of interest payments. Basically, the loans are economically equivalent to loans bearing interest at the AFR, coupled with a payment by the lender to the borrower sufficient to fund the interest payment

1. Imputing interest in an allegedly interest free loan

ii. Reacting to the income-shifting possibilities of interest free loans – used between family members and between corporations and shareholders

iii. Overall results – Loans are recharacterized as an arm’s length transaction in which lender made a loan to borrower in exchange for a note requiring the payment of interest at the AFR. Parties are treated as if B paid interest to L that may be deductible to B and is included in income by L, and the L made a gift subject to gift tax, or paid a dividend or made a capital contribution, or paid compensation

1. Problems – even if imputed income is offset by an imputed deduction, they may not match up entirely b/c of time value issues and limits on interest deductions

2. Forgone interest treated as transferred from lender to borrower and retransferred by borrower to lender as interest

a. Forgone interest defined in 7872(e) – amount of interest properly accrued at AFR, less what was actually paid (if anything) – only the difference to get back to market rate

iv. Mechanics – 7872 applies to below market loans, which have no interest or interest at rates below the applicable federal rate

1. Categorized as

a. Demand loans – payable in full at any time upon demand of lender

i. Demand and gift loans – 7872(a) – forgone interest is treated as transferred from the lender to the borrower and retransferred by the borrower to the lender as interest, judged on an annual basis, the amount of the transfer that wasn’t actually interest is treated as a gift

ii. The retransfer will be included in interest for the lender and is deductible by the borrower under normal deduction rules.

b. Term loans – loan which is not a demand loan, payable at a specified time

i. Term loans other than gift loans – 7872(b) – L is treated as having transferred on the date … and B is treated as having received on such date, cash in amount equal to excess of amount loaned over present value of all payments which are required to be made under terms of the loan. The difference is treated as original issue discount.

1. Calculate present value of amount to be paid back in future.

2. Difference between that amount and amount actually loaned is OID for the loan.

3. Difference between amount currently received and present value of future repayment obligation is a potential deduction for the lender and income for the borrower – whether compensation, etc
a. Balance is the “loan”

4. That amount will then be transferred back to lender as interest, according to OID rules.

c. Differences between 7872(a) and (b) – different forms of transactions, treated differently

2. Applies to:

a. Gift loans – below-market loans in which interest is forgone, in nature of a gift – 7872(a)
b. Corporation-shareholder loans – below market loans directly, indirectly between corporation and shareholders

c. Compensation-related loans – below-market loans directly or indirectly between an employer and employee/independent contractor 7872(b)
i. Employer/lender will receive interest income over term of loan – 1272

ii. Employee/borrower may have annual interest deductions under 163(e), depending on use of loan proceeds

iii. The actual “compensation” amount is taxed as normal 

iv. Employee will prob prefer demand loan under (a) – to avoid OID income all at once, deductions over time

d. Tax-avoidance loans – where principal purpose is tax avoidance or income shifting

e. Significant effect loans – specified by regulation

3. Exceptions

a. De minimis exceptions:

i. As long as the outstanding amount of gift loans between borrower and lender does not exceed 10,000, §7872 does not apply

ii. Same 10,000 de minimis rule applies to compensation related loans as well

b. General gift limit – as long as the aggregate outstanding loans from L to B do not exceed 100,000, the amount considered as retransferred by the borrower to the lender at the close of the calendar year shall not exceed borrower’s net investment income

i. Exception isn’t applicable if principal purpose of arrangement is tax avoidance

ii. Interest-free gift loans can be made up to 100,000 and the amount of interest ultimately imputed and recognized only to extent of borrower’s investment income.

b. Problems, page 371:

i. Problem 1 – general interest calculation
ii. Problem 2 – OID calculation 

iii. Problem 3 – Combination of OID and stated interest. If Bond T purchases for 100,000 pays interest of 1,000 every 6 months and has a redemption price of 127,207 in 3 years.

1. Redemption price is 127,207

2. Stated interest is 1000 every 6 months, but there’s still OID

3. Calculation - Adjusted issue price x yield to maturity – stated interest = OID amount for each period

a. Take out the stated interest because OID accrual is only for unpaid interest, don’t count it in adjusted issue price because already paid out
4. Period 1: (100,000 x 5%) – 1000 = 4000

5. Period 2: (104,000 x 5%) – 1000 = 4200

6. Total tax consequences for the year – 8200 OID income for lender, 2000 interest income dealt with under normal accounting method (rather than enforced accrual method), same total deduction for borrower

c. Problem 5 – Gift loan situation under 7872. Father lends Son 100,000 charging 10% interest compounded semiannually. S uses loan proceeds to buy 1 year CD, paying 10% interest compounded semiannually. At end of year, S pays F 10,250 interest on loan. What are consequences for F and S?
i. F’s loan to S is a gift – but need to impute interest

ii. S invests the gif, earns 10,250 in investment income, used to offset interest expense we impute to paying back F ( Wash for 2, prevents income shifting

1. if S didn’t invest it all, would still have the same interest expense but might be able to fully offset it if he didn’t have enough investment income

iii. F – interest income of 10,250 – just as if he’d invested himself

XXIV. Interest – Timing the Deduction, Tax Avoidance: p. 373-386

a. Prepaid Interest:
i. TPs used to try to prepay interest to accelerate entire interest deduction

ii. Now covered by §461 – Methods of Accounting

1. (g) – Prepaid interest – for cash method TP, interest paid by TP is treated as paid in the period when it’s owed – Cash method TPs must calculate deductions for prepaid interest on an accrual basis…
a. TP can deduct only the interest expense related to the current year

b. Forces capitalization of interest expense

c. Exception – certain “points” (extra interest charge imposed by lender) are currently deductible if incurred in connection with home loans to the extnt that such payment of points is an established business practice and the amount of payment doesn’t exceed the amount generally charged 
2. §263A disallows a current deduction for interest incurred during the production period on indebtedness directly or indirectly attributable to TP’s production of certain real or tangible personal property for use in trade or business activity. 

a. That interest is added to the basis of the property and will be recovered through normal depreciation deductions

3. In general, accounting methods determine the treatment of interest payments

a. Cash method TPs claim interest deductions when paid

1. May be different if TP borrows more money from lender to repay initial obligation

b. Overaccrual – TP may try to “over accrue” interest like payments through an interest rate swap, but service has denied interest acceleration, and TPs must still include/deduct according to economic accrual (p. 374)

c. Symmetry: Matching deductions and inclusions between related parties

i. Special matching concerns if lender and borrower are related, and payor is on accrual method while payee is on cash method – offers more chance for manipulation

1. Borrower might properly accrue interest cost but because of relationship to lender, may never be called upon to pay interest.

ii. §267(a)(2) – if payee is on cash method and payor is on accrual and they are related, either by family or ownership (of stocks in closely held corp), interest deduction is delayed until payee has inclusion situation.

d. Problem, p, 375 – situation where 267 applies and delays deduction until interest is included.
e. Judicial techniques for in combating tax avoidance: When TPs use the tax rules to manipulate the situation, exploit black letter opportunities, courts may intervene

i. There are times when “the technical tax results produced by a literal application of the law to the facts are unreasonable and unwarranted and therefore should not be respected”

ii. Very difficult to predict/explain – courts may approve transactions that involve “avoidance” but strike down “evasion”

iii. Some courts focus on conclusion that revenue must come first, so target conduct intended “solely to reduce tax liability”

iv. Others invoke a business purpose rule – transaction that formally complies with statutory requirements will not reduce taxes unless undertaken for a  business purpose. Effectively, tax savings can not be the sole motivation for a transaction.
1. Not applied often, TP can typically find business purpose

v. Courts may even invoke general explanations of intent

vi. Justifications for preventing tax avoidance – preserve public confidence in tax system, protect revenue stream

vii. Goldstein v. Commissioner (2nd Cir. 1966) – Court disallows interest deduction that literally satisfied Code’s requirement because of avoidance/evasion issues. Economic substance doctrine.

1. Goldstein’s carefully invested/managed sweepstakes winnings to minimize/avoid tax consequences

2. Court did not find the transactions to be purely shams, but agreed that the transactions were not made to derive economic gain or improve beneficial interest, but were just attempts to obtain deductions to offset winnings

3. Invoke Economic substance doctrine – transactions that make no sense absent the tax preferences will be closely examined, may be treated in ways that are different to the literal terms of the code in order to preserve or promote tax policy considerations

a. Held that §163(a) does not permit deduction for interest “that can not with reason be said to have purpose, substance, or utility apart from their anticipated tax consequences”. Section didn’t intend for such deductions.

b. Deductions are proper if there is some substance to the arrangements beyond desire to secure the deduction – policy behind all deductions is to counteract “real” expenses

4. 2 prongs of doctrine – Subjective and objective

a. Objective – whether transaction would produce any profit or benefit in the absence of anticipated tax benefits

b. Subjective – Court looks for purposive activity, transaction needs some real purpose

5. Additional test – Substance over form…

XXV. Basis: p. 406-421

a. General Principles – Basis is the tax history with respect to a piece of property. How the code keeps track of everything that’s been taxed w/ respect to this TP and this property
i. §61(a)(3) - “Gains derived from dealings in property” are income under 

1. Amount realized over unrecovered cost or other basis for property sold/exchanged

ii. §1001(a), 1011(a), 1012, 1016 – defining adjusted basis or unrecovered cost

1. §1012 – basis is cost. §1016 – adjustments to basis.
2. Adjusted basis reflects impact of events occurring subsequent to one’s acquisition of property, events that change value of investment. Keeps track of after-tax dollars already used, credits future recovery to avoid double taxation
3. Changes amount that will be recovered tax-free, as after-tax capital, upon disposition

b. Tax cost basis – If TP receives property in lieu of cash compensation for services rendered, the FMV of that property is taxable as income. TP is then treated as having a basis in the property equal to the FMV upon which he was taxed.

i. Original basis adjusted for additional taxes paid on the property

c. Basis of property acquired in taxable exchange

i. §1012 states that basis of property shall be its cost

ii. If property is “paid for” with other property, its cost/basis will be the FMV of the property acquired. TP recipient may have taxable gain on the transaction, adjust basis to reflect taxes paid then.
iii. Philadelphia Park Amusement Co v. US (Claims Court, 1954) – Court rejected view that cost basis of property received in a taxable exchange is the FMV of property given in exchange. Rather, court held that cost basis of property received in a taxable exchange is the FMV of the property received in the exchange.

1. More closely tied to amount realized for each TP

2. Have to use FMV of what’s received, that’s the tax cost, having just paid tax on the gain

iv. And when there’s liability attached as well…

1. Gain = amount realized – adjusted basis – liability assumed

d. Basis adjusted for gift transfers – probably within the family

i. Donee generally acquires donor’s basis in the property (and holding period for cap gains purposes), use that if property is subsequently sold at a gain – gifts are not taxable events
1. Exception – if gift occurs at donor’s death, basis steps up to FMV, donee doesn’t just acquire property at initial basis

a. Carry-over basis rule is unadminsterable

b. No realization event at bequest, so appreciation between initial basis and current FMV escapes income tax, but will get hit by estate tax

c. Recipient gets higher bass, isn’t taxed on appreciation, subsequent sale calculated on stepped-up basis

ii. If property depreciated while held by donor, donee takes lower FMV as basis upon gift, uses that for basis for subsequent sale –same thing for sales within the family (267 and 1015) are consistent
1. If sold at a gain above original basis ( recognize gain above original basis

2. If sold at a gain above adjusted basis but below original basis ( wash

3. If sold at a further loss ( recognize loss from lower adjusted basis
iii. Policy – trying to avoid shifting losses between family members, manipulating transfers that already have built in loss

1. Advice for family members – better to sell property outside of the family in order to sustain/realize the loss, but may be helpful to shift property with built in gain inside the family to get property into lower tax bracket

e. Code 1001; 1011; 1012; 1014; 1015(a),(e); 1031(a), (d); 1041(a)-(c)

i. §1015 – Basis of property acquired as gifts – remains the same as donor’s basis at time of transfer, unless that basis is lower than FMV, in which case take the FMV (consider the loss)

ii. §1031(a) – Nonrecognition of gain/loss from in-kind exchanges – don’t recognize gain or loss from exchange of property held for productive use in trade/business/investment, if property is exchanged solely for property of like kind for similar purposes, w/ a string of exceptions (stocks, bonds, etc) 

iii. §1031(d) – Basis from property exchange, adjusted to reflect value of property received

iv. §1041 – rules for property transfers between spouses

f. Regs. 1.1001-1(e); 1.1012-1(a); 1.1015-4

i. 1015-1 – Basis of property acquired by gift – Basis for determining gain is the same as it would be in the hands of the donor, donee steps into shoes of donor – gift is not a realization event and the basis remains uniform

ii. 1015-4 – Transfers that are in part a gift, in part a sale, how to determine value of what transferee received

XXVI. Capitalization: p. 428-434; 439-468

a. Capitalization – Creating a basis in an asset that will last for more than a year
i. §263 – Capital Expenditures

1. (a) General Rule – No deduction shall be allowed for

a. (1) Any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate …

b. (2) Any amount extended in restoring property or in making good the exhaustion thereof for which an allowance is or has been made

2. Disallowance applies to expenditures that “add to value, or substantially prolong the useful life” of property, or “adapt property to a new and different use”

a. but NOT to incidental repairs and maintenance 

3. Capitalization rules apply to both tangible and intangible assets, apply regardless of TPs method of accounting

ii. Policy – no current deduction for expenses that will be tied to production of income over a number of years… would allow for mismatching of income and expense

1. Businesses costs – TP would rather expense a cost and get current deduction

2. Personal costs – TP would rather capitalize, add to basis and account for costs later, rather than expensing, b/c consumption expenses are not deductible

iii. 3 options for recoverable costs – tied to nature of asset/expense
1. Current full expense, deduct now – ordinary and necessary expenses, expenses that should be deducted up front for administrative reasons

2. Recovery only upon final disposition – non-depreciable long term assets

3. Recoverable bit by bit over a number of years – capital expenses recovered through depreciation (depreciable asset)
b. Defining Capital Expenditures

i. Deductions are exceptions, capitalization is the norm… so deductions are strictly construed and must be specifically allowed

ii. Lincoln Savings – Court established the “separate and distinct” asset test for determining whether expenditures had to be capitalized

iii. INDOPCO v. Commissioner (1992) – Capitalization will be required even if expenditures can’t be connected to a specific, recognizable asset

1. If you can’t connect expenditure with creation of a particular asset, are the expenses deductible? No. Here, expenses incurred in connection w/ friendly takeover needed to be capitalized.

2. The creation or enhancement of a separate and distinct asset may be sufficient but isn’t necessary to require capitalization - Rejected strict reading/application of Lincoln savings
a. No depreciable/amortizable asset to attach costs to ( attach to value of company and recover costs when sold

3. Relied instead on “future benefit” as a means of distinguishing ordinary business expenses from capital expenditures – better trigger of capitalization requirement

a. Investment in the future structure of the company, for example, would count

b. Costs of corporate combination similar to costs of corporate insurance – build off Boylston Market

4. Results – series of new regs under 263(a), dealing specially with capitalization of intangibles – v. inconsistent with INDOPCO
a. Costs of acquisition/creation of intangibles must be capitalized, but regulations are very pro-taxpayer, b/c definition of relevant intangibles is specifically defined

b. Specific list of capitalizable intangibles, b/c INDOPCO’s “future benefit” rule deemed too uncertain, though IRS can add to list later. Capitalize amounts to:

i. Acquire or create an intangible asset

ii. Create or enhance a separate and distinct intangible asset

iii. Create or enhance a future benefit identified by the IRS as an asset requiring capitalization

iv. Facilitate the acquisition/creation of an intangible fitting above sections

c. 1.263(a)-4(c)(1) – list of relevant intangibles

c. Categories of Capital Expenditures:

i. Cost of acquisition and costs incurred in perfecting/defending title - capitalized
1. Clearly costs that are related to future benefits

2. Parallel – disposition costs should also be treated as capital expenditures

a. BUT retirement and removal costs are currently deductible

3. Idaho Power – depreciation on equipment used in the construction of its own facilities should be capitalized with the bigger construction project

a. Construction related expenses are part of acquisition capital expenditures – depreciation costs of equipment became part of the construction related expenses, so should be added into capital base of project and deducted over time

i. Just like construction worker wages

ii. If equipment put back to normal use next year, deduct next year’s depreciation as usual

b. Equals out results for companies that do their own construction and those that outsource, where depreciation costs would be factored into total bill which would all be capitalized

c. Court mentioned ordering priorities as well - §263 capitalization requirement takes precedence over deduction provisions, like 167

4. Follow up - §263A – requires capitalization of direct and indirect costs incurred by TPs who manufacture, construct, or produce real or tangible personal property, or who acquire or hold inventory property for resale.

5. Intangible assets – acquisition of intangibles can also be capitalized – Welch v. Helvering (1933) – where TP was effectively purchasing company’s goodwill to protect his future business interests

ii. Repair or Improvement Costs – 
1. Replacements or improvements are capitalized – significant additions

a. Addition to value of asset, something that prolongs life or adapts the property to a different use

b. If a substantial repair was made and it appreciably improved the asset, prob capitalized

2. BUT Repairs or maintenance which does not materially add to value or appreciably prolong useful life of asset are deductible

a. Expenses incurred just to keep property in ordinarily efficient operating condition – ordinary maintenance costs are ordinary 
3. Very case/fact specific determination – need to weigh the expected effect, the repair plan, purpose, context

a. Cost alone is not dispositive but it is a good indication

b. Depends on nature of the asset and extent of the improvement

4. Can split costs if needed – flat fees may include both ordinary and capital

iii. Prepaid Expenses – an expenditure that results in the creation of an asset having a useful life extending substantially beyond the taxable year may not be currently deductible, or deductible only in part

1. Boylston Market…

iv. Expansion Costs – expenditures incurred to expand an existing business are likely to be deductible on maintenance of an existing business notions, except to extent that INDOPCO is held applicable and the court/IRS detects the creation of a separate asset, under Lincoln Savings

1. Land, buildings, equipment for expansion still capitalizable like always

2. Parallel – costs of downsizing/severance are probably currently deductible since they relate to past, not future, services and income

v. Advertising Expenses – there are arguments for capitalizing (very tied to future benefit, etc) but generally deductible under 162(a)

1. Unless extremely future oriented

2. Practical reasons – too hard to depreciate, what’s the real value? Better to deal with the expense up front

vi. Purchase or Lease – rental payments for property used in trade or business are currently deductible, but only if TP does not take title and has no equity in the property 

1. Need to make sure the lease is not in effect a sale, which would need to be capitalized, rather than expensed as periodic rent

2. Can’t allow “purchaser” to accelerate deductions by characterizing the arrangement as a rental

d. Exception - §179 – Expensing Tangible personal property 

i. Section allows TP to elect to expense a certain amount of §179 property – property that would otherwise be capitalized

ii. Generally applies to tangible personal property acquired by purchase for use in the active conduct of a trade or business

iii. There is a limit to the amount that can actually be expensed, and the amount eligible to be expensed is reduced 1$ for every dollar which the aggregate cost of qualifying property placed in service during the year exceeds a set amount.

1. Can carryover the remaining allowable deduction up to that original limit

iv. Third limit –TP can’t expense an amount greater than taxable income from the active conduct of any trade or business

v. The difference, what doesn’t fit the 179 limitations, will be depreciated as usual 

vi. Mechanics – tax years 2002-2006

1. 179(b)(1) - Can elect to expense up to $100,000

2. (b)(2) - Dollar-to-dollar restrictions triggered if aggregate cost of eligible 179 property exceeds $400,000

3. (b)(3) – expenseable amount limited to extent of business/trade income

4. (c) – formalities of election 

5. (d) – definition of 179 property – tangible property, computer software, §1245 property, and which is acquired for purchase for use in the active conduct of a trade or business

vii. Policy – tax break for small businesses

1. Reason to avoid? If there’s no income to offset with the deductions, better to hold on to deductions and take them later

e. Exception – §168(k) – Another special “expense rather than capitalize” provision 

i. Special allowance for certain property acquired after Sept. 10, 2001 and before Jan. 1, 2005

ii. Tied to property acquired after 9/11 – tax break for TPs willing to invest

iii. Applies to expenses after 179 election is taken

iv. Ex: if TP expenses 100,000 under179, leaving 10,000 of basis, TP can then expense 5000 under 168(k) and depreciate off of 5,000 remaining

f. Code 167(a)-(c); 168(a)-(e), (i)(1); 179; 195; 197(a)-(d); 1016(a)(1)-(2); 263; 263A(a)-(b).  Glance at (168(k)

i. §167 – Depreciation 

ii. §168 – Accelerated cost recovery system – mechanics of depreciation 

iii. §195 – Start up expenditures – generally have to be capitalized

iv. §197 – Amortization of goodwill and certain other intangibles – amortize ratably over a 15 year period beginning with the month in which the intangible was acquired, covers all intangibles held in connection with trade, business or 212 activity, but not self-created intangibles
1. (d) lists examples

g. Regs 1.162-3, -4, -6, -8, -11; 1.263(a)-1, -2; 1.461-(a)(1), (2). Glance at Regs. (1.263(a)-4(a),(b),(d)(1),(d)(3), (d)(6)(v), (f)(1); 1-263(A) -5(a),(d),(e)(1)

i. 1.162-3 – Cost of materials – include in expenses only what was consumed, not what was carried
ii. 1.162-4 – Repairs – costs of incidental repairs may be deducted

iii. 1.162-6 – Professional expenses

iv. 1.162-8 – Treatment of excessive compensation, if it constitutes payment for property ( treat amount as capital expenditure

v. 1.162-11 – Rentals – can deduct rents

XXVII. Depreciation: p. 428-434; 439-468

a. Depreciation General principles – Depreciation provides a mechanism whereby TPs can deduct the costs associated with the use of business or investment property over time – matching cost recovery with the income-producing period of the asset

i. Defined in Idaho Power – “Depreciation is an accounting device which recognizes that the physical consumption of a capital asset is a true cost, since the asset is being depleted. As the process of consumption continues, and depreciation is claimed and allowed, the asset’s adjusted income tax basis is reduced to reflect the distribution of its cost over the accounting periods affected…” 

1. depreciation allocates the expense of using an asset to the various periods benefited by that asset, correlates better with the production of income

ii. Amortization – “depreciation” of intangibles, accounted for ratably/straight line
b. Depreciable property 

i. §167 – depreciation deduction is “a reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance for obsolescence) – (1) of property used in the trade or business, or (2) of property held for the production of income.”

1. Business expenses only – personal assets are not depreciable b/c personal consumption is not deductible
2. and the property must be able to actually depreciate – decline in value through use, needs to be used up in a sense

3. Land is not depreciable…

4. Long term assets which are not depreciable – the costs are recovered upon disposition

c. Recovery period 

i. Used to be based primarily on the concept of useful life

ii. Now determined by the Accelerated Cost Recovery System, set out by Congress in 168(c)

1. Applicable recovery period – 3, 5, 7, 10, 15, 20 year property. Residential property is recovered over 27.5 years, and non-residential real property is recovered over 39 years (buildings, not land)

a. Real property always depreciated according to straight line, using mid-month conv.

2. Classifications – 168(e) – recovery periods less than “class life” – accelerate deductions

a. 3 yr property – class life of 4 yrs or less

b. 5 yr property – more than 4, less than 10

c. 7 yr property – more than 10, less than 16

d. 10 yr property – more than 16, less than 20

e. 15 yr property – more than 20, less than 25

f. 20 yr property – 25 or more

iii. Question – does an asset still have to have a determinable useful life or can it just be categorized?

1. Seems to just need to be categorized – Simon v. Commissioner,  Liddle v.Comissioner, allowed depreciation for antique instruments

2. Reason – congress set up the new system to avoid debates about useful life of assets

3. So as long as the asset is subject to “wear and tear” it should be depreciable

iv. Policy – accelerate deductions to encourage investment 

1. Either through using accelerated declining balance, or shifting up straightline recovery by applying shorter recovery periods

d. Depreciation methods - §168(b)

i. 168(b)(1) – sets up double declining, switching to straight line as the default

ii. 168(b)(3) - Property to which the straight line method applies – nonresidential real property, residential rental property 

iii. Differences – straightline takes longer, even deductions across life of asset. Declining balance methods accelerate deductions in the beginning

1. Meant to stimulate the economy by allowing for more rapid depreciation

2. But need to shift to straightline in order to recover the entire cost

3. TP can usually elect an alternative method and depreciate over longer

a. Would want to postpone deductions if waiting to pick up income to offset

e. Accelerated Cost Recovery System – 168(d)

i. 168(d)(1) – unless specified, apply the half-year convention

ii. 168(d)(2) – Real property – nonresidential real and residential rental property use the mid-month convention

iii. Depends on when property is placed in service – “placed in a condition or state or readiness and availability for the specifically assigned function”

iv. Limitation – forced mid-quarter convention

1. To prevent manipulation of half-year benefits

2. If property placed in service in the last 3 months of the year have aggregate bases greater than 40% of all property placed in service that year, then mid-quarter convention applies 

a. So if all property placed in service for the year is done so in December… it’s subject to mid-quarter, and only 1/8 of a year’s depreciation will be allowed that year

f. Computing Depreciation Deduction – 168(a)

i. Determined by using applicable depreciation method, applicable recovery period, and applicable convention

ii. Steps to computing depreciation 

1. Determine the adjusted basis of the property 

2. Determine the applicable recovery period

3. Determine the applicable depreciation method

4. Determine the applicable convention (for 5 year property, probably switch in year 5, deducting same amount as year 4)

iii. Example – Depreciating 110,000 personal property asset w/ class life of 9 years, salvage value 10,000

1. Salvage value doesn’t affect this/count (168(b)(4) – will recover entire 110,000

2. 9 year class life ( 5 year recovery

3. Personal property ( double declining recovery, switching to straight line, applying half-year convention

a. Straight line % would be 20% (100 over 5 years) ( double is 40% 

4. Year 1 – half normal deduction in 1st year – ½ (40% of 110,000) = 22,000

5. Year 2 – 40% of (88,000) = 35,200

6. Year 3 – 40% of (52,800) = 21,120

7. Year 4 – 40% of (31,680) = 12,672

a. Check switching to straightline – 31,680 (remaining adjusted basis) over 2.5 (remaining depreciation periods) = 12,672

b. Next year will be straightline calculation, used with this number

8. Year 5 – 12,672

9. Year 6 – half normal deduction in last year – 6,336 ( recovered all 110,000
g. §197 – Covers amortization of intangibles, i.e. goodwill and going concern value as well as IP assets, etc – generally allows amortization over 15 year period

h. Relationship between basis and depreciation – as depreciation is deducted, the adjusted basis is reduced to match

i. Basis must be adjusted even if depreciation deduction isn’t taken – 1016(a)(2) – basis must be reduced by the depreciation claimed “but not less than the amount allowable”

ii. Means that due to depreciation, adjusted basis may be lower than initial basis, and a subsequent sale for more than adjusted basis but less than initial payment may generate a gain…

iii. If TP sells property at some point during recovery, use current adjusted/reduced basis – can’t recover twice for costs already recovered

i. Code 167(a)-(c); 168(a)-(e), (i)(1); 179; 195; 197(a)-(d); 1016(a)(1)-(2); 263; 263A(a)-(b).  Glance at (168(k)

j. Regs 1.162-3, -4, -6, -8, -11; 1.263(a)-1, -2; 1.461-(a)(1), (2). Glance at Regs. (1.263(a)-4(a),(b),(d)(1),(d)(3), (d)(6)(v), (f)(1); 1-263(A) -5(a),(d),(e)(1)

XXVIII. Liabilities: 468-505

a. General Principles: When TP acquires asset but borrows to do so, how does the resulting debt (liability) affect the property?
i. Recourse debt – where TP is liable to full extent of debt, regardless of value of property tied to debt, lender can go after TP’s other assets

1. When TP assumes a mortgage/debt

ii. Nonrecourse debt – TP is liable only to extent of security, if TP defaults, lender can only go after property attached to the debt
1. When TP takes property subject to a mortgage/debt

2. TP’s exposure is limited to amount of security, lender’s economic exposure is greater

b. Impact of liabilities on basis

i. If purchaser of property remains obligated to seller for part of the purchase price, assumes a liability of the seller, takes the property subject to the liability, or borrows money from a 3rd party to pay the purchase price ( property will be encumbered by debt

1. Debt will be factored into the basis of the property 

ii. General rule – recourse liabilities assumed by TP in acquisition of property are included in TP’s basis in that property 

1. Take financial commitment into account when calculating basis

2. Not affected by FMV of property – just past history and future commitment

3. Limited by contingencies, extent of non-recourse obligation (Franklin)

iii. Results – TP gets credit for an investment that hasn’t really been made yet, and because debt factors into basis, which is then foundation for depreciation, TP gets a an accelerated deduction for the amounts borrowed

1. Where TP is liable for obligation, assume it will be paid off, give some break when calculating basis – include it all now, depreciate off of full amount

a. Connects to normal borrower/equity equality – keep borrowers with same value property on same level as those who didn’t borrow – horizontal equity

2. Basis includes what has already been paid and what has been promised to be paid

3. Repaying debt, however, doesn’t affect basis – the debt is already factored in

c. Crane v. Commissioner (1947) – Acquisition indebtedness, recourse or non-recourse, is included in basis.

i. Limited to some degree by value of property and amount of debt - If FMV is greater than nonrecourse acquisition debt, debt will be included in original basis of property anyway.
1. As long as FMV is over debt, property will cover the full amount of the debt, regardless of the recourse/nonrecourse status ( treat them the same
2. The basis of property does not just mean the personal equity in the property, but the debt obligations as well – to depreciate from just equity wouldn’t make sense, and wasn’t what was done

3. Also included the mortgage in the amount realized – “we think a mortgagor, not personally liable on the debt, who sells the property subject to the mortgage and for additional consideration, realizes a benefit in the amount of the mortgage as well as the boot”

a. Left open the question of what happens when the value of property is less than the amount of the debt

d. Albany Car Wheel (Tax Court, 1963) – Limiting Crane, contingent acquisition liabilities will not be included in basis

i. Liabilities that are contingent and indefinite are not included in the purchaser’s basis, nor are they accounted for generally for income tax purposes

e. Estate of Franklin v. Commissioner – Limiting Crane in situations where non-recourse debt far outvalues equity contribution and FMV of property

i. Responding to TP manipulation of basis post-Crane. The bigger the basis, the better the depreciation deductions, so TP could put huge purchase money mortgage on property, w/o recourse, establish huge basis ( individual tax shelters

1. Seller financing involves no cash, there is no 3rd party lender policing the value of the secured property. If buyer defaults, seller gets property back, no matter what the “loan” was

2. Problem also solved through §465 “at risk” rules, §469 passive activity limits

ii. Group of doctors arranged complicated transaction to buy a property worth 660,000 for over 1 million, with large non-recourse purchase money mortgage. Leased property back to sellers, balanced out loan and lease payments for a wash. Had very little equity in the property, almost no obligation towards repaying the debt.

1. Key benefit of the transaction – hugely inflated basis (though could also deduct prepaid interest on the loan at that time) ( big depreciation deductions and manipulation of time value

2. Tax savings in excess deductions from depreciation, no real life risk, very little up front personal investment

iii. Court disallowed inclusion of debt in basis, depreciation deductions – didn’t consider the transaction to really be a sale

1. Focusing on the excess of debt over FMV – TP had no equity in the property, so would be more willing to walk from the deal

a. To include nonrecourse debt in basis, TP has to show that purchase price is at least approximately equivalent to FMV of property ( so that equity would more quickly reach a point where it would no longer be prudent to abandon property/debt

2. Depreciation must be predicated, not upon ownership, but upon an investment in property. No investment exists when payments of the purchase price yield no equity to purchaser.

iv. Rule – Where debt far exceeds FMV of property, there’s no way to presume that TP will pay off debt, so can’t treat nonrecourse debt like recourse debt, can’t include it in basis

1. Can’t give TP benefit of the doubt on debt repayment here – more incentive to walk than to pay – prudent abandonment

v. Follow-up – Pleasant Summit v. Commissioner (3rd Cir. 1988) – considered the debt true debt to extent that it didn’t exceed FMV at acquisition, so liability could be included in basis to that amount, parties would work out difference – no one really agrees with this.
vi. Application – compare face amount of loan and FMV of property, ignoring cash/equity already paid in the transaction – if loan is less than FMV or doesn’t substantially exceed FMV, include loan in basis

f. Woodsam Associates v. Commissioner (2d Cir. 1952) – Borrowing while holding property, effects on basis and gain

i. Is basis for determining gain increased when, subsequent to acquisition of property, owner receives a loan in an amount greater than adjusted basis, secured by a nonrecourse mortgage on the property? No. 

ii. Real estate financing, subsequent debt doesn’t add to basis of property unless money is actually put back into the property 

1. Questionable addition to property – Owen v. United States (1999) – didn’t consider promissory notes re: construction on property an obligation for debt that would be put back into the property so as to affect basis. “Allowing a cash basis taxpayer to increase his basis where he issues a promissory note for improvements to property would avail taxpayer of an immediate increase in depreciation deductions…without having made any cash outlay”

a. Would blur the line between cash and accrual method TPs 

iii. Mortgaging of property w/o recourse, even when amounts exceed basis, are not treated as disposition.

g. Impact of liabilities on amount realized – How do liabilities on property affect the disposition of the property?

i. Necessary corollary to inclusion of liabilities in basis is the inclusion in amount realized of TP’s liabilities which are assumed by purchaser

ii. Building off Old Colony Trust – payment of one’s obligations by another may constitute income

iii. Can infer intermediate steps – buyer’s payment of cash to pay seller’s back debt
iv. General rule – purchaser’s assumption of recourse liabilities encumbering property of a seller are included in seller’s amount realized. Extended in Crane to nonrecourse debts not exceeding the FMV of the property
1. Only applies if initial liability was included in basis - 1001-2(a)(3) – for purchase money mortgage/acquisition indebtedness, if not included in basis ( not included in amount realized

a. If TP didn’t get basis benefits, doesn’t get disposition benefits – have to tax this at some point

2. Defining disposition – foreclosure counts

h. Commissioner v. Tufts (1983) – What to do when on disposition, FMV of property drops below outstanding liability. When the unpaid amount of nonrecourse liability exceeds the FMV, still must include the unpaid amount in the amount realized on the sale of property. Excess nonrecourse debt must be included in seller’s income at disposition, and bifurcation approach can not be used for nonrecourse debt.
i. TP had 1.8 million debt, sold property for 1.4 million, claimed a loss on the property for difference between adjusted basis and FMV

ii. Despite FMV less than debt, was full amount of debt included in amount realized? Yes. 

iii. Court extended Crane to situation where, at disposition FMV is less than debt, and considered amount realized, the full amount of the debt the purchaser took over from the TP.
1. If TP is allowed to treat nonrecourse debt as true debt upon acquisition, allowed to depreciate it as if true debt ( on disposition continue to treat it as true debt, assumed by purchaser. Need to account for benefit of release from obligation.
2. Why? Disposition is last chance to clear account of debt, need to tax back since TP was getting advance credit by having it included in initial basis

iv. O’Connor - Bifurcation issue?

v. Rule - Excess outstanding nonrecourse liabilities will also be included in amount realized on disposition 

i. Consequences of transfers of encumbered property to the lender

i. Value of property satisfies whatever portion of debt it can under terms of the debt

ii. Nonrecourse obligation – property fully satisfies obligation. Transferor/borrower will realize gain or loss in difference between amount realized and borrower’s adjusted basis, including debt discharged in the transfer.

1. If FMV is less than outstanding debt, amount realized is still full amount of debt

2. None of the gain is treated as COI income – can’t have cancellation of such an uncertain debt, and debt was only ever valued to extent of property 

iii. Recourse obligation – property satisfies debt only to extent of property’s value, debt transaction is analyzed separately from property transaction. If remaining debt is forgiven ( COI income.

1. bifurcated transaction - Treat disposition as if TP sold property for current FMV, transferred amount realized in sale back to lender in satisfaction of debt, and rest of debt became COI income

2. Some COI might not actually be taxed, might be able to use 108 to defer and lower basis of other property – but COI has to be taxed at ordinary, not capital rates

3. Loss on property transaction does not offset income on debt transaction – consider separately

4. Gain or loss portion may be capital, and COI portion, while ordinary, may be excluded under 108

iv. If recourse debt, property transferred to 3rd party ( 3rd party can’t cancel debt, so consider full amount of debt as amount realized, all together 

j. Code 108(a)(1)(D), (c); 1001; 1012; 1016(a)(2)

i. §108 – Income from discharge of indebtedness – don’t include the discharge of qualified property business indebtedness
ii. §1001 – Determination of amount of and recognition of gain – gain, loss, amount realized, etc

iii. §1016(a)(2) – Adjustment to basis for “exhaustion, wear and tear, obsolescence, amortization, and depletion

k. Regs 1.1001-2 – Discharge of liabilities (p. 1466), Important examples
i.  Amount realized from disposition of property includes the amount of liabilities from which transferor is discharged as a result
ii. Amount realized on disposition of property that secures a recourse liability doent include amounts that are income from discharge of indebtedness under 61(a)(12)

1. Consider COI income separately, not as part of the amount realized on the sale

iii. Sections only apply to liabilities connected with the particular transaction, property 

iv. Special rules:

1. Sale/disposition of property that secures a nonrecourse liability discharges transferor from liability

2. Sale/disposition that secures a recourse liab discharges transferor of liability of another person agrees to pay (takes on) the liab

3. Can give or sell the property back to discharge the liability

4. Property transfers between a partner and partnership are not sales/dispositions

5. FMV of the property used as security has no impact on the amount of liability 

XXIX. Characterization: p. 505-555

a. General Principles – Gains and losses need to be characterized in order to determine the applicable tax rates
i. If a capital gain that has been held for over a year is sold or exchanged, the gain or loss will trigger capital rather than ordinary treatment

b. Capital Assets

i. Generally speaking, market appreciation on ordinary assets may be eligible

ii. NOT every day business income – ordinary income (1221(a)(1)) – inventory, property held primarily for sale in ordinary course of TP’s business
1. Somewhat flexible – can argue that property is or isn’t held for business purposes

2. Determine whether TP was in the business… particularly a problem re: property 

3. Evaluate surrounding activities and circumstances – advertisements, development of the property, dealings with a broker v. purely individual activities, circumstances surrounding the sale, external factors, original intent, frequency and substantiality of the sale

iii. Biedenharn Realty
1. Was the property sold an investment asset or was it an asset held primarily for sale to customers in the ordinary courts of TP’s business?

2. Gov’t argued that original intent should be ignored and current motivations were determinative

3. Court – found for the gov’t, considered tracts as ordinary assets, but wavered on the original intent conclusions

a. Applied the Winthrop factors – relied primarily on the frequency and substantiality of the sales

b. They sold too much over too much time – couldn’t explain the sales as unexpected or due to new, external factors

4. Code help - §1237 would insulate TP for the first 5 sales, if the property hasn’t been improved

iv. Differences for stock buyers/sellers – frequency and substantiality are not as important

1. TP can buy and sell frequently and substantially and still considered buying for individual investment purposes

2. Only a dealer, making ordinary income, if buying and selling with connection to or for customers

c. Capital Gains – governed by §1(h)

i. If gain is capital, and long term capital gain which results in a net capital gain ( taxed at a reduced rate

ii. Net capital gain – defined in §1222

iii. Preferential Rates: Only applies if there is net capital gain
1. 15% - Adjusted net capital gain

2. 25% (1(h)(6)) - Unrecaptured 1250 gain – provides a middle rate
a. Gain that results only from prior depreciation deductions. Gain that is attributable solely to a reduced basis where the reduction is purely because of depreciation
b. Applies to depreciation of real property – would recapture as ordinary income any depreciation taken faster than straight-line, but all real property depreciation is now straightline

c. Compare with §1245 – the gain from sales in depreciable personal property will be considered ordinary regardless, because depreciation deductions are included at ordinary rates. TP will benefit from time value but not from preferential rates

d. Ex: Real property (buildings, not land) bought for 500 in year 1, depreciates to 200 in year 5, sold for 300 in year 6 ( 100 of unrecaptured §1250 capital gain taxed at 25%

i. If sold for 600, would split gain between unrecaptured 1250 gain and pure capital gain

3. 28% - Collectibles

a. Coins, rugs, wine, art 

iv. Holding period – capital assets must be held over a year to qualify for capital gains treatment

1. When capital assets are gifted, donnee steps into donor’s shoes and tacks on holding period

2. Works for losses too – 1.1223-1(b)

d. Capital Losses – parallel to capital gains

i. May be used to fully offset capital gains

ii. Excess loss can be applied against up to $3000 of other income

iii. Losses can be carried forward but not back
e. Code 1(h); 1202(a)(1); 1211(b), 1212(b)(1), 1221, 1222, 1231(a)(1)-(3), (b)(1); 1237; 1245(a)(1)-(3), (b)(1)-(4), (d); 1250(a)(1)(A), (b)(1)

f. Regs 1.1221-2(a)(1), (b), (c), (d)(1), (g)(1)(i)
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