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Introduction to Federal Income Taxation
I. Overview of the Federal Income Tax Today
II. History of and Constitutional Framework for the Federal Income Tax
II. Constitutional power to tax income

II. Early income tax statutes

II. The 1894 act and the Pollock decision

II. The 1909 act

II. The sixteenth amendment and the 1913 act

III. Significance and Coverage of the Federal Income Tax
III. Income tax comprises 2/3 of all budget receipts

IV. Sources of Federal Income Tax Law and Operation of the Tax System (5)

IV. Legislative
IV. IRC of 1986

IV. CJT - “bluebook” explanations after the enactment of major legislation

IV. Administrative
IV. Treasury regulations
IV. interpretive - designed to explain and illustrate the rules of the statute and are presumed correct; issued in proposed form (not necessarily binding on courts; those issued soon after the law is passed are given more credence)

IV. legislative - issued pursuant to a statutory provision that carves out for the Treasury explicit rule-making authority (binding on courts unless the court declares it beyond the scope Congress intended)

IV. Revenue rulings
IV. published weekly

IV. address substantive tax issues and reflect the commissioner’s official interpretation of the tax law based on specific factual disputes

IV. not given as much weight by courts as regulations

IV. IRS says that taxpayers in similar situations may rely on revenue rulings, but the IRS has authority to amend or revoke the ruling

IV. Revenue procedures
IV. statement of procedure affecting the rights or duties of taxpayers and usually provides guidance to taxpayers for dealings with IRS

IV. LLM: it may be substantive in a way, since you might model a transaction according to the revenue procedures guidelines

IV. Private letter rulings
IV. written statement issued to a taxpayer by the IRS interpreting and applying the tax laws to the taxpayer’s specific set of facts

IV. no precedential effect (not citable); may only be relied upon by taxpayer

IV. Technical advice memoranda
IV. interpretation of the proper application of the tax laws and regulations by the IRS in connection with an examination of a taxpayer’s claim for refund/credit

IV. no precedential effect; may only be relied upon by taxpayer

IV. Treatment of tax returns
IV. Deficiency route - if a deficiency is asserted and taxpayer and examining agent cannot agree, taxpayer may appeal to Regional Appeals Office of IRS; if the appeal does not result in agreement, IRS will issue a notice of deficiency (“90-day letter”) giving taxpayer 90 days to petition tax court

IV. Refund route - taxpayer may pay the alleged deficiency and file a claim for refund; if claim is denied, taxpayer may sue in either the US Court of Claims or in federal district court

IV. Judicial process
IV. Tax court - judge only; jurisdiction over deficiencies only

IV. Court of claims - jury only

IV. District court - judge or jury

IV. IRS nonacquiescence
IV. IRS must abide by the court’s decision, but the IRS puts all other taxpayers on notice that it is likely to litigate the same issue again

V. Introduction to Tax Terms and Concepts
V. Certain items are includable only when realized (sold) and recognized (included in the current year)

V. Note: some sections require reporting of gain even though no realization

V. Non-recognition provisions - allow for realized gains to be deferred

V. Capital versus ordinary gains and losses

V. Progressive tax rate system - individual with larger tax base pays not only more tax, but as the individual’s income increases, the rate of tax on the additional income increases

V. Marginal rate - the rate applied to your last taxable dollar

V. Computation of tax liability

V. Gross income

V. Adjusted gross income - point at which the self-employed and the employee are on equal footing

V. Taxable income (the tax base)

V. Initial income tax liability

V. Tax liability after credits

V. Alternative minimum tax system - § 55

V. Problem, p.16
V. See notes

VI. Attorney as Planner
VII. Introduction to the Concept of Deferral: Value of Postponing Income/Accelerating Deductions
VII. Preference is always to defer paying tax to reap the time value of money

VIII. Professional Responsibility Dilemmas of the Tax Attorney
VIII. Malman said to just skim this section

IX. Introduction to Tax Policy and Tax Reform (39)

IX. Progressive tax concept
IX. Indexing for inflation
IX. Tax policy criteria
IX. Introduction

IX. Incentives and disincentives

IX. e.g., Reagan’s investment tax credits or deductions

IX. Social purposes - e.g., charitable deduction

IX. IRC was designed to play less of a role in shaping society

IX. individual decisions should be driven by economic, not tax, consequences

IX. Criteria for analyzing current and proposed federal income tax provisions

IX. Redistribution
IX. reducing economic disparities between classes of individuals

IX. consistent with the progressive rate structure and tax credits for the disadvantaged

IX. Equity
IX. horizontal - same income, same tax

IX. vertical - higher income, higher tax burden

IX. Efficiency
IX. Neutrality
IX. the flip side of efficiency

IX. a neutral system should not influence taxpayers’ economic decisions

IX. Economic growth
IX. Revenue impact
IX. Simplicity and administrative convenience
IX. Criticism of tax incentives

IX. tax incentives provide windfalls for taxpayers to engage in specified economic conduct in which they would participate without the stimulus provided by the tax incentive (i.e., they would do it anyway, so why give the tax break?)

IX. tax incentives frequently provide assistance to the wrong class of taxpayers

IX. tax incentives imbedded in the IRC frequently are developed in a haphazard fashion and are difficult to eliminate because of special interest group pressure and generalized public inattentiveness

IX. Tax expenditure analysis
IX. Tax expenditure - “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” (47) (i.e., by foregoing tax revenue opportunities, the government is really making a tax expenditure)

IX. E.g., § 170 deductions, § 103 exclusions, § 163(h) deductions

IX. Surrey - tax subsidies as a device for implementing government policy

Gross Income - Benefit Received
X. Definition of Gross Income (58)

X. Statutory language
X. § 61(a) -- “Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items:”

X. View of the economists
X. Haig-Simons - “the algebraic sum of (1) the market value of rights exercised in consumption and (2) the change in the value of the store of property rights between the beginning and end of the period in question.” (58)

X. personal consumption + interest on savings

X. Judicial interpretation
X. Old Colony Trust - corporation paid executive’s personal income taxes

X. USSC: “the discharge by a third person of an obligation to him is equivalent to receipt by the person taxed” (61)

X. LLM: really just a vocabulary case; wouldn’t be able to argue that the discharge was a “gift” because the employer-employee relationship indicates that discharge was in exchange for value

X. Exercise of dominion and control - formulation of the test and 3 applications
X. Glenshaw Glass - business awarded punitive damages

X. USSC: “here we have instances of undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion” (65)

X. USSC finally abandons the rigid labor-capital formulation in favor of a broader, simpler concept of “income”

X. Found property (windfalls)
X. § 1.61-14 -- “. . . treasure trove . . . constitutes gross income for the . . . year in which it is reduced to undisputed possession” (R823)

X. Cesarini - cash found in piano

X. USDC (refund route): includable as gross income!

X. court follows revenue ruling and exposes justification for doing so - IRS showed a “consistency in letter and spirit between the ruling and the code, regulations, and court decisions” (71)

X. S/L didn’t begin to run until the money was found

X. Dougherty - money found in chair, case prior to § 1.61-14

X. case illustrates how taxpayers would try to explain away sharp increases in net worth if treasure trove were deemed excludable; high fraud potential

X. illustration of administrative restraints affecting tax policy

X. Bargain purchase distinguished
X. Problems, p.73 - bargain purchase or windfall?

X. depends largely on the expectation of the buyer
X. if expectation is that the purchase might be a “steal” or is a possible “bargain”, then bargain purchase

X. if no expectation of bargain, more likely a windfall

X. Palmer - “one does not subject himself to income by the mere purchase of property, even if at less than its true value” (73)

X. independence of parties is an important factor

X. oil discovery? -- better view is bargain purchase, but could argue either

X. in general, bargain purchase is not GI because (1) the IRS can’t be in the business of determining FMV at every sale and (2) it would be too difficult to make such determinations

X. illustration of administrative restraints affecting tax policy

X. Illegal activities
X. § 1.61-14 -- illegal gains = GI

X. James - embezzled funds were not included on tax return

X. USSC: illegal gains are gross income despite the legal obligation to repay or an honest intention to do so

X. “when a taxpayer acquires earnings, lawfully or unlawfully, without the consensual recognition . . . of an obligation to repay and without restriction as to their disposition, he has received income . . . ” (77) (emphasis added)

X. embezzler may still deduct the amount in the year of eventual repayment; see § 165(a) and § 165(c)(2)

X. Gilbert - COA: treat as loan if there is intent to repay

X. Rochelle - COA: swindler realized gross income even though he received the money as a loan

X. Problems, p.79
X. if money is received as a loan, the issue usually turns on whether there was an honest intention (“consensual recognition”) to repay the money; if not, then normally includable as gross income

X. LLM: the problem with consensual recognition is that it is too difficult to write an income tax law which gets into the mind of the taxpayer

X. Sullivan - requiring taxpayer to report illegal gain does not violate the taxpayer’s 5th amendment right against self-incrimination

X. Claim of right doctrine
X. § 441 -- T computes taxable income for each annual accounting period

X. Burnet - case about timing

X. LLM: money comes in?  Report it.

X. notes that this is not fair in the business context and really is a law for individuals

X. holding has effectively been reversed by the statutory NOL carry back/carry forward rules (§ 172)

X. cited in Lewis
X. note: since embezzlement does not constitute a trade or business, such taxpayers may not take advantage of the § 172 rules

X. North American Oil - whether a taxpayer must include income earned in one year which may have to be returned in a subsequent year

X. ROL: “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 [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 [repay it].” (87) (emphasis added)

X. LLM: if T thought there was a mistake, he would still be required to report it

X. probably speaks to administrative ease, since no need to examine intent, etc.

X. cited in Lewis
X. holding justified by administrative practicality

X. Lewis - taxpayer included amounts which were not income

X. IRS position: take deduction in subsequent year

X. taxpayer position: recompute prior tax and issue refund

X. USSC: North American Oil does not call for an exception when taxpayer is “mistaken” as to his claim of right; Burnet indicates that taxes must be paid on income received or accrued during the annual accounting period;

X. H: deduction in following year is more in accordance with the strict view of annual accounting periods

X. dissent: “if the refund were allowed, the integrity of the taxable year would not be violated”

X. holding justified by administrative practicality

X. § 1341 -- “computation of tax where T restores substantial amount under claim of right”
X. if T mistakenly included income under an apparent unrestricted claim of right (if not, can’t use this section) and in a later year determines that he should not have done so, he can choose one of 2 options:

X. may take a current deduction for the amount which he had in a prior year included

X. may reduce his tax liability by a credit equal to the repayment multiplied by the prior tax rate

X. note: such a deduction is not a miscellaneous itemized deduction (§ 67(b)(9)) and is therefore not subject to the 2% of AGI floor

X. but it is subject to the  § 68 limitation

X. rationale: in response to the inequities caused by the inclusion of an item of income in the year of receipt

X. “puts the taxpayer in no worse a position than if an item had never been included in income in the year of receipt.” (89)

X. Problems, p.91
X. if you view the receipt of cash in year 1 and the repayment in year 2 as one transaction then you would argue that no income or deduction is recorded in either year; but cases say otherwise!

X. North American Oil guides treatment in year 1

X. Lewis guides treatment in year 2

X. LLM: contrasting a loan with claim of right

X. loan: consensual recognition to repay occurs at time of receipt of funds

X. claim of right: consensual recognition to repay occurs subsequent to receipt of funds

XI. Exclusions from Gross Income (91)

XI. Appreciation in value: the realization requirement
XI. Under the Haig-Simons definition of income, realization is not a requirement, since it includes any increases in wealth in any form

XI. Realization requirement is in essence a deferral of taxation

XI. There are exceptions to the realization requirement (e.g., accruals)

XI. Eisner - taxpayer received a dividend in the form of stock; GI?

XI. H: no, since no access

XI. ROL: income is “gain derived from capital, from labor, or from both combined”

XI. USSC: “The essential and controlling fact is that the stockholder has received nothing out of the company’s assets for his separate use and benefit.” (95)

XI. the concept of severance
XI. Problems, p.99
XI. § 118(a) -- GI excludes contribution of capital to T

XI. Recovery of damages
XI. Personal injury
XI. § 104(a)(2) -- “. . . gross income does not include the amount of any damages received . . . on account of personal injuries or sickness . . . .”

XI. as amended, § 104(a)(2) says “other than punitive damages”

XI. Rationale:

XI. the return of capital theory asserts that T’s receipt of damages serves only to restore her to the position she was in before the injury, and therefore there is no “gain”

XI. exclusion is additional relief for taxpayer who has suffered

XI. § 1.104-1(c) -- $ received must arise from tort or tort-type right (is this new law?)

XI. Old law

XI. Burke - payment received by taxpayer in settlement of back-pay claim as a result of discrimination prohibited by Civil Rights Act

XI. H: back-pay awards of this type do not redress tort or tort-type injuries and are therefore not excludable under § 104

XI. after Burke courts must focus on whether the claim makes available the traditional array of tort remedies (116)

XI. Shleier - age discrimination case

XI. LLM: amounts received were not on account of personal injury but rather because he was unjustly fired, which did not create a “‘personal injury”

XI. tight reading of “on account of personal injuries”

XI. one might argue sex/age discrimination harms
XI. other cases say that you need a “clear link” between the damage and the injury

XI. New law -- § 1605(a)(2) -- (see handout) -- amends § 104(a)

XI. ROL: no physical injury, no exclusion

XI. LLM: with physical injury, is “touching” necessary?

XI. why?  Congress says damages usually are for lost wages

XI. emotional distress - see § 1605(b) -- not excludable unless it is arising out of physical injury

XI. e.g., spouse’s emotional distress damages after husband suffered car accident would be excludable 

XI. physical effects of emotional distress are not excludable

XI. must look to the origin, so a good lawyer would argue that the distress arose out of the physical distress, not other way around

XI. Miscellaneous

XI. Starrels (120) - punitive damages are gross income (§ 1.61-14(a))

XI. note: medical expenses are always excludable

XI. Structured settlements (124)

XI. § 104(a)(2) -- excludable “whether as lump sums or periodic payments”

XI. if periodic payments are excludable, even though part of it represents interest (Rev. Rul. 79-220)

XI. rationale: T did not have the economic benefit of the principal lump-sum amount that was invested by the losing party

XI. § 461(h) - no deduction until paid

XI. if lump-sum, and T invests and earns interest over time, such interest amounts are taxable

XI. post-judgment interest is taxable

XI. pre-judgment interest? Kovacs - taxable

XI. Problems, p. 127
XI. damages which compensate lost earnings are excludable so long as they are on account of a personal injury, even though earnings are theoretically to be taxed

XI. if D pays damages with property, D recognizes a gain or loss at time of transfer, based on market value (Davis)

XI. P does not recognize gain or loss until sale, but the basis is the market value at time of transfer (otherwise there would be no exclusionary benefit on the damage award)

XI. if the structured settlement is under the control of P (e.g., custodial account), then interest earned is taxable upon withdrawal

XI. LLM: $15K settlement, $10K paid which earns $1K interest, $5K is defaulted; does P have to include the $1K?

XI. Recovery of damages for business injury
XI. Punitive awards

XI. although damages for personal defamation are excludable, damages for business defamation are not
XI. Compensatory awards - allocate the amount to tangible assets and amount to intangible (GW):

XI. for BV, taxable to the extent that they exceed basis
XI. e.g., reimbursement to replace damaged equipment

XI. but § 1033 -- T need not report realized gain if he reinvests the proceeds from an involuntary conversion in business property of similar kind within a specified time period

XI. for GW, taxable to the extent that they exceed basis
XI. the excess is considered compensation for lost profits

XI. strategy: damage awards must be carefully allocated

XI. see, e.g., Raytheon
XI. Problems, p.133
XI. see above rules

XII. Adjusted Gross Income Defined
XII. § 62(a) -- AGI = GI less the following “above-the-line” deductions:
XII. (1) -- trade and business deductions
XII. Such trade or business deductions may not consist of the performance of services by T as an employee

XII. (2) -- certain trade and business deductions of employees
XII. Reimbursed expenses of employees

XII. must be paid or incurred by T as an employee under a reimbursement or other expenses allowance arrangement with his employer

XII. § 1.62-2(c)(4) -- if arrangement constitutes an “accountable plan” then reimbursements are excluded from GI to begin with (p.R828)

XII. see also § 1.62-1T(e)

XII. Performing artists

XII. (3) -- losses from sale or exchange of property
XII. (4) -- rents and royalties
XII. (5)-(15) -- other
XII. Benefit of above-the-line status: no §§ 67 and 68 restrictions!

Tax-free Fringe Benefits and an Overview of Business Deductions
XIII. Employee Fringe Benefits (135)

XIII. In general
XIII. Essentially 2 types of fringe benefits:

XIII. indirect benefit to employee

XIII. tax free under a no benefit rationale

XIII. e.g., music in the office, plants

XIII. direct/measurable benefit to employee

XIII. more like income and therefore need a specific statutory basis for exclusion

XIII. e.g., free use of photocopy machine, discount on company merchandise

XIII. Question to ask: if the employer had provided the employee with cash to pay for the benefit, would that expense be deductible by the employer?

XIII. see § 132(d) -- defining “working condition fringe” as just that

XIII. specifically excludable as § 132(a)(3)

XIII. Overview of business and investment-related deductions
XIII. Code sections as play:

XIII. § 162 - deductions for trade or business expenses (above-the-line)
XIII. note: an individual is considered to be in a trade or business in his role as an employee

XIII. § 212 - deductions for expenses for transactions for production of income (not on-going trade or business) (below-the-line)
XIII. § 262 - no deductions for personal living expenses
XIII. In analyzing whether an expenditure might be deductible under §§ 162 or 212, ask the following questions:

XIII. business or personal?

XIII. note: an individual is considered to be in a “trade or business” in his role as an employee

XIII. if business, expense or capitalize?

XIII. if business and expense, specific disallowance section in effect?

XIII. T’s income-producing activities are divided into 4 broad categories:

XIII. activities generating regular or earned income (wages, income from conduct of trade or business)

XIII. activities generating portfolio or investment income

XIII. passive activities [which were formerly tax shelters]

XIII. income from publicly traded partnerships that are not taxed as corporations

XIII. Note: both §§ 162 and 212 require costs to be “reasonable and necessary”

XIII. Why is § 162 preferable to § 212?

XIII. not subject to the 2% limitation as it is an above-the-line item

XIII. may qualify as a NOL and be carried back/forward

XIII. Overview of fringe benefits
XIII. In general

XIII. a possible standard by which to determine whether a benefit is taxable may be whether the item provided by the employer replaces a personal expenditure
XIII. e.g., good lighting and plush furniture does not and therefore is not taxable

XIII. Administrative and judicial treatment of fringe benefits

XIII. § 1.61-2(d)(2)(i) -- if property is sold to employee at a discount, the difference is included in gross income

XIII. note: n/a in partner-partnership situation, since it is considered paying to, or buying from, yourself

XIII. § 1.61-21(b) -- FMV determined based on facts and circumstances

XIII. Nixon Case Study
XIII. economic benefit was cost of first class fare, not charter

XIII. Gotcher - trip to Germany to visit Volkswagen facilities

XIII. value of trip was not income to dealer since the overall purpose was business related (but was income to wife)

XIII. Statutory treatment of fringe benefits

XIII. § 61(a)(1) -- “fringe benefits” explicitly listed as GI
XIII. certain statutory exemptions include:

XIII. § 79 -- group term life insurance

XIII. § 105 -- wage continuation plans

XIII. § 106 -- accident and health plans

XIII. § 119 -- employer-provided meals and lodging

XIII. § 132 -- excludes other fringe benefits including:

XIII. § 132(a)(1) -- no-additional-cost services

XIII. § 132(a)(2) -- qualified employee discounts

XIII. § 132(a)(3) -- working condition fringes

XIII. § 132(a)(4) -- de minimis fringes

XIII. § 132(j)(1) -- (a)(1) and (a)(2) must be non-discriminatory

XIII. requires a consideration of “reasonable classification” of employees set up by the employer

XIII. if discriminatory, only the highly compensated employees must include the fringe in GI

XIII. § 414(q) -- defines “highly compensated”

XIII. policy: Congress is providing big benefits, so it is fairer to make the benefit available to all

XIII. Joint Committee on Taxation
XIII. Congress believes that many fringe benefits which are provided by employers are not intended to replace cash compensation

XIII. if provided only to the highly paid, however, more likely serving as compensation in lieu of cash

XIII. concerned with non-discriminatory fringe benefits

XIII. Policy perspectives on the treatment of fringe benefits
XIII. Problems created by untaxed fringe benefits

XIII. erosion of the tax base since some income is not captured

XIII. departure from horizontal equity since taxpayers with equivalent economic incomes are treated differently

XIII. allocative inefficiency of economic resources

XIII. Roadblocks to the taxation of fringe benefits

XIII. valuation problems

XIII. administrative difficulties

XIII. In drafting § 132, Congress was concerned with all of the above plus:

XIII. fairness and simplicity - simplicity leads to: 

XIII. efficiency

XIII. equality (if complicated then richer T’s will hire expert)

XIII. compliance

XIII. neutrality - tax law should not change one’s actions

XIII. Problems, p.153
XIII. The requirement under § 162(a)(2) that traveling expenses may not be “lavish or extravagant” has been viewed to cover really excessive expenditures, not - for example - first class airfare or a 5-star hotel

XIII. § 83 -- “Property transferred in connection with performance of services”
XIII. § 83(a) -- “general rule”

XIII. if property is transferred to anyone other than the person who performed the services for the property, then the excess of . . .
XIII. the FMV at the first time the rights of the person having the beneficial interest in the property are transferable or are not subject to a substantial risk of forfeiture, whichever is occurs first, over
XIII. i.e., it becomes substantially vested

XIII. amount paid for the property (if any)
XIII. . . . shall be included in GI of person who performed the services in the first taxable year in which property is transferable or subject to substantial risk as determined above
XIII. note: n/a if property is sold or disposed in arms-length transaction before transferable or subject to risk, etc.

XIII. note: here we are dealing with “property” which is either not sold in the ordinary course of provider’s business or not in an employer-employee relationship

XIII. if it is both employer-employee situation, and property transferred is the type ordinary sold by the employer, tax consequences are determined by § 132(a)(2)’s “qualified employee discount” 

XIII. § 83(b) -- “election to include immediately”
XIII. T may elect to include the value of the property immediately in GI

XIII. note: done if the property is stock and it may appreciate over time because by including the amount now, you capture the presumably minor gain at ordinary income rates

XIII. later, when the property appreciates significantly, the any amount realized on sale will be afforded preferential capital gains rates

XIII. ; but assuming there is no forfeiture and the value decreases, then you might be able to offset, but only against income of the same kind (ordinary v. capital)

XIII. but if T elects to do so, and the property is later forfeited, etc., T may not deduct the amount previously included under this provision

XIII. T may not look to § 1341’s __ because that provision requires that the initial inclusion be made under an apparent absolute claim of right, and such a claim cannot be asserted in this type election decision

XIII. therefore the election is only taken when there is no real risk of forfeiture, etc.

XIII. § 83(c) -- special rules and definitions
XIII. (1) substantial risk of forfeiture - if person’s rights to full enjoyment of property are conditioned on future services by any person

XIII. (2) transferable - if rights are not subject to substantial risk of forfeiture

XIII. § 1.83-3(e) -- “property” defined -- as used in § 83(a) above, property may include:

XIII. real and personal property, other than money or an unsecured and unfunded promise to pay money

XIII. a beneficial interest in assets (including money) which are transferred or set aside from the claims of the transferor’s creditors

XIII. e.g., trust or escrow account

XIII. Although employee discounts are includable in GI (§ 1.61-2(d)(2)(i)), if the property is transferred to the employee as a qualified employee discount, then it is specifically excluded (§ 132(a)(2))

XIII. policy: qualified employee discounts neither equitable nor neutral

XIII. § 132(c) -- “qualified employee discounts defined”
XIII. § 132(c)(1) -- the discount is excludable under § 132(a)(2) to the extent that the discount does not exceed:
XIII. if property: the normal gross profit %
XIII. if services: 20% of the normal price
XIII. § 132(c)(2) -- “gross profit percentage” = aggregate profit divided by aggregate sales
XIII. note: § 132(j)(1) is in effect, so if T is the only person offered discount, you need to question whether the practice is discriminatory or not

XIII. if in fact discriminatory, then only the highly compensated employees must include the discount in GI

XIII. i.e., not all discounts offered by the employer

XIII. remember: an arm’s length bargain purchase does not give rise to GI (Palmer), so no GI if you buy something “on sale”

XIII. if employee buys one item and then sells to a third-party for an amount in between the price and the cost to the employee, then - if the party is not independent - the original sale could be viewed as compensation

XIII. JG: what if employee buys in-store item at sale price and has benefit over customers of getting the item before hours? - employee benefit or bargain purchase?

XIII. note: quantity of discounts is irrelevant

XIII. § 132(b) -- “no additional-cost service defined” 
XIII. ROL: any service provided to an employee is excludable if both:
XIII. service is offered to customers in normal course of business
XIII. employer incurs no substantial additional cost (including foregone revenue) by doing so
XIII. e.g., allowing airline workers to fly free in unsold seats of flights

XIII. § 132(h) -- “certain individuals treated as employees for purposes of subsections (a)(1) [no-additional-cost] and (2) [qualified employee discount]”
XIII. Problem: - law firm pays for NY student to interview in LA; airfare?

XIII. if reimbursed, then GI unless you argue working condition fringe (§ 132(a)(3)) or de minimis fringe (§ 132(a)(4)), but there is no employer-employee relationship (yet) so argument will fail

XIII. if not reimbursed, then potentially deductible by student under § 162(a)(2) since they are traveling expenses “in pursuit” of trade or business (see Gotcher), but these are pre-business, so argument will fail

XIII. note: Gotcher was pre- § 132, so it may be pre-empted anyway

XIII. § 212’s “expenses for the production of income” was not designed to cover this situation

XIII. there really is no statutory exclusion, so you would argue that this in-kind benefit is not freely disposable (taxpayer has no dominion or control; notion discussed in Gotcher)

XIII. JG and LLM: “dominion and control” reminds us of North American Oil
XIII. but - in absence of good argument - income!

XIII. Frequent flier mileage
XIII. If the source flight is personal, then bargain purchase

XIII. If the source flight is business, there is no § 132 exclusion because no employer-employee relationship exists with T and the airline!

XIII. viewed as compensation, since these are free trips that the employer could have used for other business trips but it chose to give them to T instead

XIII. absent another fringe argument, taxable!

XIII. Traveling meals and lodging
XIII. Judicial exclusion

XIII. Benaglia - manager lived and ate in employer-provided hotel

XIII. Court: “its character for tax purposes was controlled by the dominant fact that the occupation of the premises was imposed upon him for the convenience of the employer”

XIII. inconsistent with Glenshaw Glass (enrichment in wealth)

XIII. consistent with North American Oil (no claim of right or dominion and control; not free to dispose of it for his own benefit)

XIII. LLM: why not carve out and include in GI the portion that he would have spent anyway?

XIII. consider the element of compulsion - what if T detested living in hotels and was forced to do so?

XIII. Statutory exclusion

XIII. § 119 -- “meals or lodging furnished for the convenience of the employer”
XIII. § 119(a)(1) -- meals excludable if:
XIII. for the convenience of the employer
XIII. furnished on the business premises of employer
XIII. note: § 1.119-1(a)(1) -- excludable even if the meals are furnished as compensation

XIII. note: § 1.119-1(a)(2)(i) -- convenience of the employer means that they are furnished for a substantial noncompensatory business reason even though there may exist a compensatory reason as well

XIII. see § 1.119-1(a)(2)(ii) for examples of “substantial noncompensatory business reasons”

XIII. § 119(a)(2) -- lodging excludable if:
XIII. for the convenience of the employer
XIII. furnished on the business premises of employer
XIII. required to accept as a condition of employment
XIII. note: “furnished” does not include “reimbursed”

XIII. if the meals or lodging don’t fit under § 119, argue exclusion under § 132!

XIII. Kowalski - cash payments to police designated as meal allowances

XIII. H: § 119 does not cover cash payments of any kind

XIII. Christey - police required to eat in restaurants adjacent to highway could deduct expense as ordinary and necessary business expense; personal expense can become deductible if employer imposes certain restrictions
XIII. Problems, p.179

XIII. see § 1.119-1 for detailed explanations

XIII. as hinted to above, the more modern view is to deem irrelevant any indication that the benefit is part of compensation

XIII. if given a meal expense account, then Kowalski says that§ 119 is not applicable

XIII. keep digging, maybe under § 132 but not likely

XIII. if an employee may live on the premises, then § 119 is not applicable because for lodging the residence must be a condition (requirement) of employment

XIII. § 132(a)(2)’s “discount”  is not applicable because this is real property

XIII. policy: § 119 is not equitable nor is it neutral but it is somewhat justified because:

XIII. something is being required
XIII. there is no claim of right (North American Oil)

XIII. policy: to do it right, carve out the amount which would have been spent anyway if the meal or lodging had not been provided

XIII. Local meals
XIII. In general

XIII. cost of meals consumed while T is not traveling are either:

XIII. deductible as business expenses (§ 162 or § 212) or 

XIII. non-deductible as personal expenses (§ 262)
XIII. 3 types of local business meals 

XIII. entertaining clients/customers

XIII. entertaining co-workers

XIII. those serving a business purpose but involving neither clients nor co-workers (seminar lunches)

XIII. Sutter - deduction for business luncheon meeting only allowed to the extent that the cost exceeded what T would have otherwise paid for personal lunch

XIII. but IRS said that Sutter rule will be used only for abuse cases, and therefore revenue ruling 63-144 allows deduction of entire cost of valid business meals

XIII. Moss - T discussed business with business partners every day at restaurant

XIII. USCOA: not deductible

XIII. business objectives, to be fully achieved, did not require sharing a meal

XIII. LLM: the real problem was that it was lunch every day
XIII. Wells - an occasional meeting is an ordinary and necessary business expense

XIII. Problem, p.186 - law associate’s dinner and cab home are reimbursed; income?

XIII. Kowalski - can’t exclude under § 119 if it’s cash

XIII. LLM: that’s why so many firms now have cafeterias

XIII. § 132(a)(2) - qualified employee discount - does not apply since the firm is not in the business of selling food or driving cabs

XIII. § 132(a)(3) - working condition fringe - does not apply since the cost, if not reimbursed, would not be deductible by the associate under § 162 (as argued by the court in Moss)

XIII. § 132(a)(4) - di minimis fringe - does not apply since under § 1.132-6(a) such fringes are limited to “property or service”
XIII. but § 1.132-6(d)(2) provides an exception for “occasional meal money or transportation fare” if the benefit provided is “reasonable” and satisfies 3 conditions:

XIII. provided on an occasional basis

XIII. overtime work necessitates extension of workday

XIII. meal money enables employee to work overtime

XIII. see also § 1.132-6(c)

XIII. see also § 1.132-6(d)(2)(iii) -- “special rule for employer-provided transportation provided in certain circumstances” - if unsafe conditions require taxi then excludable

XIII. note: exclusion not available if employee is a “control employee”, defined in § 1.61-21(f)(5) as some big shots (see page R825-26)

XIII. Phaseouts and limitations on deductions
XIII. 2 tiers of itemized deductions:

XIII. Enumerated -- § 67(b)(1)-(12) -- not subject to the 2% floor (fully deductible, but still below-the-line)

XIII. Miscellaneous -- all other deductions not enumerated -- subject to the 2% floor under § 67(a)

XIII. § 67(a) -- miscellaneous itemized deductions may only be deducted to the extent that they, in the aggregate, exceed 2% of AGI
XIII. policy: reduces record keeping but allows T’s with large employee business or investment expenses to receive the benefit of deduction

XIII. policy: carves out a probable personal aspect to the expense which administratively cannot be identified easily

XIII. for a list of those expenses which fall under § 67(a), see page 188

XIII. note: certain reimbursable employee expenses are above-the-line (§ 62(a)(2))

XIII. § 68(a) -- if AGI > $100,000, amount of itemized deductions otherwise allowable (both enumerated and miscellaneous) shall be reduced by the lesser of:
XIII. 3% of the AGI in excess of $100,000
XIII. 80% of the amount of itemized deductions otherwise allowable 
XIII. Fringe benefit summary points
XIII. In-kind benefit might be excluded completely from GI (e.g., § 132)

XIII. Cash reimbursement for an employee expense may be an above-the-line deduction

XIII. see discussion of § 62(a)(2)(A) above

XIII. If employer raises salary and does not reimburse expenses, then T must report GI and will not be able to deduct the entire business expense, since they will be subject to limitations, such as:
XIII. § 274(n) -- 50% of meals and entertainment
XIII. § 67(a) -- 2% of AGI floor
XIII. § 68 -- overall limitation
XIV. Deduction of Travel (189)

XIV. General ROL: un-reimbursed employee travel and transportation expenses are deductible as itemized deductions (§ 162(a)(2)), are miscellaneous in nature because they are not enumerated (§ 67(b)), and are therefore subject to the 2% AGI floor (§67(a))
XIV. Commuting
XIV. Not deductible because person’s place of residence is personal choice

XIV. Exception: transporting tools or instruments (see p.191)

XIV. Pollei (from supplement) - policemen required to monitor and respond to calls once they left home to head to the station

XIV. H: deductible because they were “on duty”, but said this would not apply if they were running errands during the day, even though they are still in such cases on duty

XIV. The commuting aspect was allowed because it was regularly scheduled and the department had control of the policemen while they were commuting

XIV. Stands for the principal: T’s may deduct the expenses of driving while engaged in their jobs

XIV. LLM: doesn’t this case open the flood gates for people who do work during their commute (e.g., using the car phone)

XIV. Rev. Rul. 94-47 - IRS disagrees with Pollei and sets forth 3 specific situations where deduction will be permitted:

XIV. Daily transportation from residence to temporary work site located beyond where T normally lives and works

XIV. Daily transportation from residence to a temporary work site in the same trade or business, regardless of distance, if T has one or more regular work locations away from home

XIV. Daily transportation from residence to another site if the residence is T’s place of business under § 280A(c)(1)(A)

XIV. Other travel expenses paid by taxpayers: general rules
XIV. § 162(a)(2) -- the above-the-line deduction is available if it is:
XIV. ordinary and necessary
XIV. incurred while away from home
XIV. incurred while in the pursuit of T’s trade or business or T’s employer’s trade or business
XIV. Overnight rule
XIV. Correll - traveling salesman sought to deduct “road” meals as traveling expenses, even though he returned home at night

XIV. USSC: “meals and lodging . . . away from home” infers an interpretation that the party must be eating meals in connection with an overnight stay

XIV. Away from home
XIV. § 162(a)(2) -- “. . . traveling expenses while away from home . . .”

XIV. treats temporary employment as indefinite if for more than 1 year

XIV. Hantzis - Boston law student sought to deduct rent, meals, and transportation to and from her NY summer job (husband maintained apartment in Boston)

XIV. USCOA: she was not “away from home” within the meaning of the statute, because § 162(a)(2) was intended to relieve T’s who, due to the exigencies of business, have to incur duplicate living expenses

XIV. you need to have an existing business, as is indicated by the fact that the provision first requires that T be “carrying on” a trade business, before T goes away from home to “pursue” more or another business

XIV. defining “home”:

XIV. if decision to maintain to apartments is personal, then home is place of employment (NY)

XIV. if decision is felt to be business exigencies, then home is residence (Boston)

XIV. see Kennedy and Daly for some interesting fact scenarios

XIV. Two business locations:

XIV. principal place of business will be where T:

XIV. spends more time

XIV. engages in greater degree of business activity

XIV. derives a greater portion of his income

XIV. Andrews - 6 months in FL, 6 in MA, sought to deduct FL meals and home; COA reversed Tax Court holding that he had 2 tax homes, ruling that T did in fact have duplicate expenses

XIV. Business travel with spouse
XIV. § 274(m)(3) -- denies deduction unless spouse is employee, has bona fide business purpose, or they would otherwise be deductible

XIV. Allocation of travel expenses: combined business-pleasure travel
XIV. Primary purpose test
XIV. § 1.162-2(b) -- if travel consists of both business and pleasure, expenses are deductible if the trip is “primarily” related to trade or business

XIV. Holswade - provided 5 factors to consider (p.211)

XIV. Foreign travel - see § 274(c)

XIV. Luxury water travel - see § 274(m)(1)

XIV. Moving expenses - Not assigned

XIV. Problems, p.212
XIV. #1 - KC resident travels to various construction sites throughout the region

XIV. If he does no work in KC, then Daly, whereby it is personal for him to maintain the residence there

XIV. But if he also does work in KC:

XIV. meals and lodging if overnight? § 274(n) allows for 50% deductibility

XIV. transportation costs to his work locations satisfy § 162(a)(2)’s away-from-home “overnight” rule

XIV. #3 - A and B live in NYC but A works in NYC and B works in DC; B visits A each weekend in NYC but maintains an apartment in DC

XIV. Hantzis will prevent B from deducting expenses of living in DC

XIV. we are concerned with extent to which B really had to live in DC

XIV. see Andrews
XIV. her commuting expenses within DC are not deductible either

XIV. Hypo: football player maintains apartment in NYC but lives in house in TX during the off-season; if he has no business in TX then no deductions for living there

XIV. Hypo: NYC lawyer sent to MI for 6 months to argue a case; deductible because the duplication was “temporary” as defined by § 162(a)(2)’s “travelling”

XIV. #4 - 6 months ski instructor in VT, 6 months lifeguard in DE, rents

XIV. Andrews - you can’t have 2 tax homes

XIV. but in this case he doesn’t duplicate his lodging, so it’s fair to deny any deduction for housing expenses

XIV. ROL: if not “away from home”, then difficult to deduct housing

XIV. #5 - T lives/works in MN and maintains rental property in FL; annual trip to visit the property consists of 2 days work and 5 days pleasure

XIV. as a threshold matter, this is more under § 212 than § 162, but the limitations imposed on § 162 are also imposed on § 212 with respect to investment activities

XIV. if “primary” reason for the trip is to work, then transportation deductible

XIV. LLM: if taken in February, it could be argued that his primary purpose is to take a warm vacation

XIV. meals and lodging while in FL only deductible for 2 days at 50%

XIV. commuting while in FL deductible only for the 2 days

XV. Deduction of Entertainment Expenses (214)

XV. Summary of the rules
XV. Must meet the tests of § 162 or § 212

XV. Must pass through §§ 274(a), (k), and (l)

XV. Must be substantiated per § 274(n)

XV. Subject to the limitations on itemized deductions contained in §§ 67 and 68

XV. Entertainment activity expenses
XV. § 274(a) -- “disallowance of entertainment, amusement, or recreation”
XV. ROL: disallows deductions unless T establishes that the activity was “directly related” to the active conduct of T’s business or was “associated with” the active conduct of T’s business (if the activity follows or precedes a business discussion)

XV. Note: entertainment expenses must first meet the § 162 business expense qualifications before it can face § 274(a) scrutiny

XV. e.g., bringing 100 people to the Super Bowl is not deductible because a Super Bowl trip has no demonstrated business purpose [even if you talk business while there]

XV. Walliser - T sought to deduct cost of travel during which he cultivated relationships with potential future customers

XV. H: not deductible

XV. § 274(a)’s “directly related” test requires T show a greater degree of proximate relationship between the expenditure and the business than that required by § 162

XV. § 1.274-2(c)(3) -- it must be shown that T had a more than general expectation of deriving income/benefit from the expenditure other than goodwill
XV. Business meals within § 274(k)
XV. requirement is generally not satisfied unless T (or agent thereof) is present that the meal (§ 274(k)(1)(B))

XV. with regard to the deductibility of T’s own meal when entertaining a client, see Sutter
XV. Tickets - § 274(l)(1)(A) -- limited to the face value of the ticket

XV. Policy aspects - see Office of the Secretary, p. 221
XV. Problem, p.224 - Sam brings lunch to work and discusses work techniques with co-workers over lunch; Stan owns company and eats expensive lunch with others (including customers) every day and is reimbursed

XV. policy focus is on possible inequity

XV. Sam’s meals are not caused by any business need

XV. Stan’s meals may be deductible, but developing goodwill is insufficient (Walliser)

XV. consider the Moss case (every day meals)

XV. disposition?

XV. Do the mechanics of paying for a business expense affect tax consequence?  3 mechanical ways of paying (assume cost = $100):

XV. #1 - furnished in-kind (e.g., car arrives for a trip)

XV. GI = $0 (fully excludable fringe benefit); TI = $0

XV. #2 - employee cash outlay, employer reimbursement (e.g., AA)

XV. must be “ordinary and necessary”

XV. GI = $0 (see § 62(c) in conjunction with § 62(a)(2)(A) and see § 1.62-2(c)); TI = $0

XV. #3 - increase in salary, no reimbursement, § 162 deduction sought

XV. GI = $100; DED = $100; TI = $0

XV. note: scenario #3 is different because the deduction is below-the-line and therefore is a negative factor in 2 ways:

XV. if your itemized deductions are less than the standard deduction, then you cannot reap the benefit of this particular deduction (it is preempted by the S.D.)

XV. § 67 limitations apply; if AGI = $50, then the deduction is only $99 (deduction limited to the extent that it exceeds 2%, or $1, of AGI)

XV. note: if we assume that the $100 was spent on a business meal then there are additional differences with regard to the mechanics above:

XV. #1 is the same as above

XV. #2 is the same as to employee but the employer must now satisfy the § 274 requirements

XV. #3 the employee must now satisfy § 274 (50% and 2% limits); results in a $49 deduction computed as follows:

XV. $100 x. 50% = $50

XV. $50 - $1 = $49 (assuming AGI = $50)

XV. summary: the major differences is who bears the onus/burden

XV. see § 274(n)(2)(A) and §§ 274(e)(2), (3)

XV. Substantiation of travel, meal, and entertainment expenses
XV. Proof and deductions
XV. § 274(d) -- no deduction allowed for travel, meal, entertainment, etc., unless T substantiates by adequate records or by sufficient evidence corroborating the T’s own statement the:

XV. amount

XV. time and place

XV. business purpose

XV. relationship to party entertained

XV. Standard allowances
XV. Per diem and mileage rates

XV. Reimbursement
XV. must be paid or incurred by T as an employee under a reimbursement or other expenses allowance arrangement with his employer

XV. § 1.62-2(c)(4) -- if arrangement constitutes an “accountable plan” then reimbursements are excluded from GI to begin with (p.R828)

XV. therefore avoids the 50% limitations

XV. “Accountable plan” must:

XV. have a business connection

XV. require substantiation

XV. require that an employee return any excess reimbursement

XV. see also § 1.62-1T(e)

XV. Example

XV. Problem, p.228 - Not assigned

XV. Expenses of entertainment facilities - Not assigned

XVI. Cost of Higher Education (230)

XVI. Exclusion for scholarships
XVI. § 117(a) -- allows exclusion from GI of amounts received as “qualified scholarships” by an individual who is a candidate for a degree at an educational organization, as defined by § 170(b)(1)(A)(ii)

XVI. § 117(b) -- defines “qualified scholarship” as a grant used for “qualified tuition and related expenses”

XVI. § 117(b)(2) -- defines “qualified tuition and related expenses”

XVI. certain amounts received which are earmarked for personal expenses (e.g., room and board) are to be included in GI

XVI. § 117(c) -- payments which tend to compensate for research, etc., are GI
XVI. Bingler - USSC includes in GI employer-provided funds to obtain a degree

XVI. court noted 4 factors (p.231) which were considered

XVI. most important factor: employee had to return to job after degree

XVI. Expenses of education
XVI. 2 groups of job-related education expenses:

XVI. courses that maintain or improve skills needed in an individual’s present job (§§ 1.162-5(a)(1) and (c)(1))

XVI. courses that are required by the employer, applicable law, or regulations, as a condition for an individual to retain a job or level of pay (§§ 1.162-5(a)(2) and (c)(2))

XVI. But certain education expenses are nondeductible personal expenses as stated in § 1.162-5(b):

XVI. those incurred to meet the minimum entry educational requirements of the taxpayer’s chosen employment, trade, or business

XVI. those incurred to qualify an individual for a new trade or business

XVI. e.g., law school expenses of a practicing CPA

XVI. theory: “constitute a . . . capital expenditure” and § 162 only deducts current expenses; investing in your own education benefits many years

XVI. Subject to the §§ 67 and 68 limitations

XVI. A professional who hopes to deduct the expenses of graduate studies should first be certified to practice his profession and then practice it, to give effect to the actual certification represented by his license

XVI. If the employer provides educational assistance to the employee the employee has income, unless the education is of the nature which satisfies § 1.162-5 as discussed above

XVI. Problems, p.234
XVI. When taking a job which will allow for education to be paid by the employer, the employer could write into the K that the education is a “condition of employment” thereby allowing employee to deduct

XVI. compensation v. ordinary and necessary business expense issue

XVII. Business or Personal Consumption? (235)

XVII. Lack of profit motive - Not assigned

XVII. Dual use property - Not assigned

XVII. Personal and business motives combined
XVII. Child care
XVII. I: deductible under § 162 since they relate only to employed taxpayers?

XVII. Compare:

XVII. H works for $50k; W cares for child; GI=$50k

XVII. H works for $50k; W works for $25k; H&W pay $25k for child care; GI=$75k

XVII. Smith - H&W sought to deduct child care costs under a “but for” theory (but for child care, W could not work)

XVII. H: not deductible

XVII. A: “The wife’s services as custodian of the home and . . . children are ordinarily rendered without . . . compensation.  There results no . . . income from the performance of the service and the correlative expenditure is personal . . . .” (253)

XVII. consistent with Haig-Simons taxing personal consumption

XVII. LLM: to be more equitable, one could impute income to W when she foregoes income to care for the child; but tough line drawing

XVII. § 21 -- tax credit for “expenses for household and dependent care services necessary for gainful employment”
XVII. credit is equal to a percentage of qualifying child care costs; see p.254 for discussion of the credit

XVII. see Office of the Secretary, p.255 for further discussion

XVII. Clothes
XVII. note: although deductible these expenses if the requirements of § 162(a) are met, employees will push for their employer to reimburse them for the cost, since this expenditure is unlikely to exceed 2% of a taxpayer’s AGI

XVII. § 62(a)(2)(A) -- allows certain reimbursed employee expenses to be taken above-the-line

XVII. but see limitation § 162(c) requiring substantiation, etc.
XVII. Pevsner - manager of boutique sought to deduct as a business expense the cost of purchasing and maintaining designer clothes

XVII. threshold question to consider: expense or expenditure?

XVII. ROL: deduction allowed if clothing is:
XVII. of a type specifically required as a condition of employment,
XVII. not adaptable to general usage as ordinary clothing, and
XVII. not worn as ordinary clothing
XVII. with regard to requirement #2:

XVII. tax court: allows deduction under subjective test

XVII. under the objective test, no reference is made to the individual taxpayer’s lifestyle or personal taste

XVII. instead, adaptability for personal or general use depends on what is generally accepted for ordinary street wear

XVII. fairest treatment to the most number of taxpayers (bright-line rule)

XVII. LLM: could have attempted to carve out (see Benaglia)

XVII. Problems, p.260
XVII. Focus on objective/subjective interpretations

XVII. Focus on the above/below-the line issue

XVIII. Other Limitations on Deductions (261)

XVIII. Origin of the expenditure test - Not assigned

XVIII. Business deductions: restrictions
XVIII. Reasonable compensation
XVIII. Statute

XVIII. § 162(a) -- “ordinary and necessary” expenses = appropriate and helpful
XVIII. “ordinary” = normal for that kind of T or activity; not uncommon

XVIII. § 162(a)(1) -- trade or business deductions include “reasonable allowance for salaries or other compensation . . . .”

XVIII. § 162(m) -- not deduction allowed compensation in excess of certain limits for certain employees

XVIII. e.g., CEO limit of $1,000,000

XVIII. Regulations

XVIII. § 1.162-7 -- “compensation for personal services”
XVIII. (a) -- test of deductibility is whether compensation payments are reasonable and are purely for services rendered

XVIII. (b)(1) -- “practical applications” -- what may appear to be salary may actually be a distribution of earnings (dividend) or payment for property (see example in reg section)

XVIII. (b)(2) -- “practical applications” -- contingent compensation (compensation tied to earnings) always invites scrutiny as a possible distribution of earnings; if paid pursuant to a free bargain then deductible

XVIII. (b)(3) -- overriding reasonableness limit exists

XVIII. § 1.162-8 -- “treatment of excessive compensation”
XVIII. addresses how recipient accounts for payments for which deduction by the employer has been disallowed

XVIII. Elliotts - factors to consider in determining compensation reasonableness:

XVIII. employee’s role in the business

XVIII. market comparison

XVIII. character and condition, complexity, and general economic condition of the business

XVIII. presence of any conflict of interest between employer and employee

XVIII. internal consistency (e.g., structured bonus program)

XVIII. Harolds Club - issue of whether contract was result of “free bargain”

XVIII. family relationship precluded free bargain

XVIII. LLM: employee was “worth it” so it should have been OK

XVIII. if a corporation has a poor dividend paying history, salary payments may be re-characterized as constructive dividends

XVIII. but Rev. Rul. 79-8 -- in closely-held corporation deduction will not be denied solely on the ground that company only paid a small part of its earnings as dividends

XVIII. Problems, p.276
XVIII. deductibility depends on free bargain for services rendered

XVIII. if there exist other reasons for the payment, such as shareholder or other relationship, then may have deductibility problems

XVIII. in Harolds Club, if you disallow a deduction based on § 162(a)(1) (i.e., it’s not reasonable compensation), then how do you treat the payment to the employee?

XVIII. dividend?  no, because employee not a stockholder

XVIII. gift?  no, because businesses can’t make “gifts”

XVIII. LLM: perhaps a dividend to the kids, and then a gift to the father from the kids

XVIII. see § 1.162-8 on p.R898 or where noted above

XVIII. double taxation concepts

XVIII. stockholder would rather receive the payment as salary because it helps the business stay more profitable by allowing it to take a deduction

XVIII. tax consequences to stockholder are the same!

XVIII. § 1341 (fringes) applicable?

XVIII. IRS says no since there is no apparent claim of right

XVIII. Illegality or impropriety: public policy limitations

XVIII. § 162(c) -- illegal bribes, kickbacks, and other payments

XVIII. § 162(f) --  fines or penalties

XVIII. § 162(g) --  payments in violation of the Clayton Act

XVIII. § 280(E) -- expenses incurred in drug trade

XVIII. Illegal business payments and § 162

XVIII. Sullenger - Not assigned

XVIII. Problems, p.282
XVIII. some illegal payments could be considered “ordinary and necessary”

XVIII. e.g., protection payments from the mob

XVIII. e.g., illegal payments common in foreign countries

XVIII. but they are never deductible if they are illegal

XVIII. § 162 does not apply to COGS, because it is not considered a deduction from GI (i.e., it is embedded in GI)

XVIII. Deductibility of lobbying expenses
XVIII. § 163(e)(1) -- see statute or p.284

Gifts or Compensation?
XIX. Assignment of Appreciation (Or Depreciation) in Value to the Donor And/Or Donee (285)

XIX. Receipt of gifts
XIX. § 102(a) -- value of property acquired by gift, etc., is not GI to donee [at time of gift]
XIX. § 102(b) -- income generated by property received in (a) is GI to donee
XIX. 3 ways to treat a gift:

XIX. deductible by donor, included by donee

XIX. taxes one party (donee)

XIX. non-deductible by donor, included by donee

XIX. taxes both parties

XIX. supported by Haig-Simons since clear increase in wealth and donor should not receive a deduction for item of personal consumption/enjoyment (giving a gift is a personal, not business decision)

XIX. why not choose this option, since it conforms most closely with Haig-Simons?

XIX. perhaps because donor and donee are considered in such transactions to be one taxpayer, and therefore shouldn’t be taxed twice

XIX. contrasting views of personal consumption
XIX. should be income to donor, since he is using the money broadly for his own purposes

XIX. should be income to donee, since he obtains ultimate control of the money

XIX. Note: one’s view will guide the tax treatment

XIX. non-deductible by donor, excluded by donee (§ 102(a))

XIX. taxes one party (donor)

XIX. why this option, instead of #1?

XIX. prevent people from using the progressive tax rate structure to pay less tax

XIX. control of funds lies with donor

XIX. ability to pay

XIX. Note: disallowing a deduction is tantamount to including the item in GI

XIX. Basis of gifts in kind
XIX. § 1015 -- “basis of property acquired by gifts”

XIX. § 1015(a) -- basis for donee shall be that of donor, but if donor’s basis > FMV (at time of gift) then, for the purposes of determining loss, basis will be that FMV
XIX. therefore if property has appreciated, recognition of this gain is deferred until disposition by donee

XIX. see § 1.1015-1(a) below

XIX. § 1015(e) -- if gift is between spouses  use § 1041, not § 1015 !!!

XIX. § 1.1015-1(a) -- “general rule”

XIX. For purposes of determining gain, basis = donor’s basis
XIX. For purposes of determining loss, basis = lesser of donor’s basis or FMV
XIX. e.g., donor basis = $100; FMV (at time of gift) = $90; donee sells for $95

XIX. gain to donee?  $0 ($95-$100)

XIX. loss to donee?  $0 ($95-$90)

XIX. Taft - A bought stock in year 1 for $10; A gave stock to B in year 2 (FMV=$20); B sold stock in year 3 for $50

XIX. I: income of $30 or $40?

XIX. USSC: $40 because carryover basis was $10

XIX. A: gain actually resulting from the increase in value of capital can be treated as income in the hands of the donee, even if donee did not possess the stock when it appreciated in the hands of donor

XIX. A: if we only taxed on a basis of $20, then we would lose tax on a significant portion of appreciation

XIX. Note: donee gets taxed on the appreciation which occurred when the property was in the hands of with donor (pre-gift)

XIX. when LLM writes in the book “Congress taxes donor” (see above) she merely means not permitting donor to deduct the gift and reduce GI by the gift amount, not “taxing the donor” on appreciation eventually realized by the donee upon a subsequent sale

XIX. Problems, p.289
XIX. Losses, like deductions, must be specifically found in the code (see § 165(c)); in order to be taken, they must be:

XIX. allowed (§ 165(a) and (c))

XIX. not disallowed

XIX. realized

XIX. recognized

XIX. Earned income may not be assigned

XIX. rental income may be assigned, so long as you transfer the property

XIX. If FMV decreases in donor’s hands (i.e., donor’s basis > FMV at time of gift), then basis is FMV and we have a “built-in” loss

XIX. therefore, the decrease in value cannot be shifted to the donee

XIX. LLM: if you want donor to recognize the loss, then he should sell it in the market, and then gift the cash to the donee instead of the property

XX. Disguised Compensation for Services (290)

XX. What is a gift?
XX. Duberstein - T sought business deduction for  Cadillac received from customer

XX. ROL: “A gift in the statutory sense . . . proceeds from a ‘detached and disinterested generosity . . . out of affection, respect, admiration, charity or like impulses.” (294)

XX. court relies ultimately on fact-finding (see “D” on 296)

XX. H: compensation, since it was “at bottom a recompense for . . . past services, or an inducement for him to be of further service in the future” (297)

XX. “critical consideration for determining whether transfer was a gift or income should be the donor’s intent” (299)

XX. Problems, p.300 - poor Z sells item on the street for $25 which costs him $5; same item sells in store for $10

XX. if you bought item from Z, one could view the $15 ($25-$10) as gift since you didn’t have to spend that much

XX. Duberstein would require an inquiry into the purchaser’s intent, and so you would probably be able to argue both ways

XX. gift  purchaser felt sorry for Z

XX. income  purchaser is paying for convenience which Z provides by offering item on street

XX. Deductibility of business gifts and employee awards - Not assigned

XX. Employee achievement awards - Not assigned

XXI. Transfers at Death (303)

XXI. Receipt and basis of bequests
XXI. § 102(a) -- excluded from GI of recipient
XXI. § 1014(a) -- basis for determining gain or loss equals FMV at date of death (“step up” or “step down” basis)
XXI. if property owned by decedent appreciated in value after decedent’s acquisition, no income tax on such increase

XXI. step up basis is inequitable because those who sell their property prior to death are taxed on any gain, whereas those who do not receive a permanent tax-free benefit (even though they aren’t alive to brag about it)

XXI. Exception to step up or step down basis

XXI. § 1014(e) -- if X transferred stock with $10 basis and $100 FMV to Z, and then Z dies within one year of the transfer and leaves the stock to X at which time FMV is $150, then X’s basis is $10

XXI. Problems, p.305
XXI. even though property held by recipient subsequently declines in value below FMV at date of transfer, the basis remains the FMV at transfer

XXI. the whole idea behind “step up”

XXI. if father wants to give one block of stock X to son during father’s life, and a second block of stock X at his death, he should gift the block with the higher basis, because any appreciation in father’s hands will go untaxed in a transfer-at-death situation because the son will take the stock with a basis of FMV and the estate will not be taxed for the father’s appreciation

XXI. LLM: the realization requirement is § 1014's “Achille’s heal”

XXI. LLM: § 1023 was an administrative nightmare

XXI. Gifts versus compensation in the context of testamentary transfers - Not assigned

XXII. Life Insurance (312)

XXII. Tax treatment of proceeds
XXII. § 101(a)(1) -- proceeds received under a policy and as a result of the insured’s death are generally excluded from beneficiary’s GI
XXII. § 72(e) -- “amounts not received as annuities”

XXII. Problems, p.314
XXII. If proceeds paid by death, all excluded from GI

XXII. If proceeds paid as a result of insured reaching a certain age, then included in GI because it doesn’t fit within the meaning of the statute
XXII. includable only to the extent that proceeds > accumulated cost 
XXII. above makes a lot of sense

XXII. If you invest in a bank savings account, you are taxed as income is earned, whereas with a life insurance savings policy, the life insurance company is taxed currently and your tax is deferred until receipt of the proceeds

XXII. Although some life insurance policies are used by individuals as savings vehicles, the entire proceeds are excluded in the case of death, indicating that Congress may be considering some notions of sympathy by this rule, or some public policy notions encouraging people to take out life insurance policies

XXII. Distribution of insurance proceeds (settlement options)
XXII. There are 4 ways to receive proceeds (see p.315)

XXII. § 101(c) -- interest payments “held under an agreement” are included in GI

XXII. § 101(d) -- “payment of life insurance proceeds at a date later than death”

XXII. Problem, p.316
XXII. if settlement option calls for periodic payments, any interest earned on the money held by the insurance company will be included in beneficiary’s GI
Introduction to Property Transactions
XXIII. Barter Transactions and Imputed Income (317)

XXIII. The underground economy
XXIII. Introduction

XXIII. Consists of cash transactions, payments in kind, organized barter, illegal drug trafficking, illegal gambling

XXIII. Rev. Rul. 80-52 -- IRS responds to the use of organized barter transactions

XXIII. ROL: each party must include the FMV of the service or product in each’s GI in the year of the exchange
XXIII. LLM: IRS puts everyone on “notice” (even though it is hard to enforce)

XXIII. Baker - consistent with Revenue Ruling (319)

XXIII. Legislative responses to the underground economy

XXIII. legislative history discussed

XXIII. treatment of cash tips addressed

XXIII. Imputed income
XXIII. Defined: “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” (322)

XXIII. i.e., benefit produced by one’s own goods or services

XXIII. e.g., value of spending a day on the beach

XXIII. e.g., value of staying home and caring for your children

XXIII. Income is not imputed from labor an individual performs for himself or from the rental value of a residence occupied by himself
XXIII. Distinguishing feature: “arises outside the ordinary processes of the market” (322)

XXIII. People make life choices based on the assurance that income will not be imputed

XXIII. e.g., mow the lawn or pay someone to do it?  It will cost you more to work and use the money to pay someone than to do it yourself because your salary will be taxed!

XXIII. Problems, p.323
XXIII. barter income v. imputed income

XXIII. e.g., buy car for $100, add $50 of parts and labor increasing FMV to $400, sell for $500, until sale there is no income!

XXIII. the parts and labor were not “market transactions”

XXIII. the income that one is tempted to impute in this transaction ($350) will be realized upon sale, because the basis will not rise to $400, only $150

XXIII. Length of time between the performance of each barter transaction may indicate the presence of 2 gifts; look to the intent of the parties (Duberstein)

XXIII. Opportunity cost will not be imputed

XXIII. e.g., doctor forgoes $300,000 practice to teach for $100,000; the $200,000 is not imputed even though we assume from the doctor’s decision that the different lifestyle (easier hours, less stress) is “income” or “satisfaction” worth $200,000

XXIII. income will be imputed in some situations

XXIII. see e.g., § 7872 -- “treatment of loans with below-market interest rates”

XXIII. requiring the imputation of income would also be administratively impossible

XXIII. if husband cooks for wife, income to wife?  No, because treated as one T

XXIII. LLM suggests that maybe the right way to deal with household services would be to impute the income but allow a dollar-for-dollar credit

XXIII. similar to child care discussed previously

XXIII. renter v. homeowner
XXIII. we don’t impute the rental value of a house to a homeowner, so the renter is worse off because he is paying tax on salary which is used to pay the rent

XXIII. we could give renters a rent deduction but that would dissuade people from buying homes!

XXIII. high income T’s receive the most benefit from no-impute rule because if there was income imputed, their rates would require the largest payment (so they’re saving the most!)

XXIV. Property Transactions Not Involving Assets Encumbered by Liabilities (325)

XXIV. Overview: realization requirement, amount realized, basis
XXIV. § 61(a)(3) -- gains derived from dealings in property are included in GI
XXIV. note: “gains” implies that the amount includable will not be a “gross” receipts, but rather a profit-like amount

XXIV. therefore, cost is recovered tax-free consistent with Haig-Simons

XXIV. notion further developed in § 1001(a)

XXIV. Realization requirement v. Determination of amount realized

XXIV. one may have a bearing on the other

XXIV. e.g., if we can determine an amount realized, it will be probative of the fact that a realization did in fact occur

XXIV. see Burnet
XXIV. § 83(h) -- deduction by employer permitted for value of property given to employee for services rendered, equal to the amount included in GI by employee
XXIV. satisfaction of an obligation, such as wages owed to an employee, by tendering property is a realization event giving rise to a computation of a gain or loss

XXIV. e.g., employer gives employee equipment with basis of $50 and FMV of $90 for payment of $90 wage debt; employer has gain on disposition of property of $40

XXIV. § 1012 -- basis of property = cost (with some minor exceptions noted in section)

XXIV. LLM: basis will also include any tax paid on acquisition

XXIV. § 1015(e) -- gifts between spouses?  Go to § 1014!

XXIV. § 1.1001-1(e) -- “transfers in part a gift and in part a sale”

XXIV. § 1.1015-4 -- “transfers in part a gift and in part a sale”

XXIV. Problems, p.326
XXIV. § 1001(a)’s reference to “sale or other disposition of property” does not include gift situations

XXIV. if gift, see § 1223 -- “holding period of property” -- for tacking

XXIV. Presumed equivalence in value and determination of basis
XXIV. Philadelphia Park - T exchanged bridge for 10-year extension of its franchise to operate a passenger railway; franchise later abandoned and T sought to deduct the loss on abandonment; basis for franchise?

XXIV. is basis/cost of property to be measured by:

XXIV. value of property acquired?

XXIV. value of property given up?

XXIV. or other?

XXIV. ROL: “for purposes of determining gain or loss the FMV of the property received is treated as cash and taxed accordingly” (328)

XXIV. ROL: “to maintain harmony with the fundamental purpose of [the gain or loss] sections, it is necessary to consider the FMV of the property received as the cost basis to the T” (328)

XXIV. A: “failure to do so would result in allowing the T a stepped-up basis, without paying a tax there-for, if the FMV of the property received is less than the FMV of the property given, and the T would be subjected to a double tax if the FMV of the property received is more than the FMV of the property given”

XXIV. e.g., if T had sold property worth $12 (basis=$8) for property worth $11 and we used the FMV of the property sold as the new property’s basis, then T would be taxed on $3 while getting a new basis of $12, a $1 step-up tax free

XXIV. the reverse results in a double tax on the same $1

XXIV. ROL: where 2 properties are exchanged in an arms-length transaction there is a presumption that the 2 are equal in value (bottom 328)

XXIV. if FMV of the property received cannot be reasonable estimated, the FMV of the property given up becomes the new basis

XXIV. LLM: very rare

XXIV. a.k.a., “barter equation method”

XXIV. Problems, p.330
XXIV. Z gives car with a FMV of $100 to X in exchange for X painting Z’s portrait; gain?  new basis?

XXIV. cannot ascertain FMV of portrait so, based on Philadelphia Park, we presume that it is worth the FMV of the property given up ($100) and basis and gain/loss is computed with that amount

XXIV. note: X realizes ordinary painting income of $100

XXIV. note: any disposition of the car (e.g., settlement of an obligation) will be a realization event for Z and she will compute gain based on that amount, unless the FMV of the obligation is ascertainable

XXIV. e.g., giving car in settlement of tort claim, FMV of the judgment should be easily determinable, so use that

XXIV. note: no gain to plaintiff if physical injury

XXIV. Pre-nuptial transfers - Not assigned

XXV. Introduction to Nonrecognition of Realized Gain or Loss (337)

XXV. Problem, p.337 - X bought land for $100

XXV. Realized gain if X later discovers that deed includes 10 unknown acres worth $10?

XXV. Probably a windfall

XXV. see Glenshaw Glass and Eisner
XXV. Realized gain if creek on land dries up and becomes usable, increasing land value?

XXV. No, more like appreciation in value, not windfall

XXV. Realized gain if X changes zoning and now can farm, increasing land value?

XXV. no, more like appreciation in value, not windfall

XXV. Leasehold terminations
XXV. § 109 -- lessor does not realize GI at termination of a lease from lessor’s improvement on the property unless the improvement is in lieu of rent
XXV. gain will be realized upon disposition of the property for [presumably] a higher price

XXV. see also § 1019 (excluding from lessor’s basis amount of income realized but not recognized on lease termination)

XXV. results in income deferral and lower basis (since no tax cost paid until disposition)

XXV. Helvering v. Bruun - gain to lessor on forfeiture of leasehold where tenant/lessee erected a new building on the premises?

XXV. H: taxable gain, since increase of ascertainable value

XXV. Congress overrules Bruun with § 109 since the decision could require a lessor to sell his land to pay the tax!

XXV. Problems, p.341
XXV. for answers just see Bruun and § 109

XXV. Property settlements in the context of a marital dissolution
XXV. If a cash payment does not meet the test of § 71(b)’s “alimony” or is not paid as child support, then the payment is governed by § 1041

XXV. § 1041 -- “transfers of property between spouses or [due to] divorce”
XXV. no gain or loss recognized and it is treated as a gift

XXV. § 1041(b)(2) -- basis of transferee = adjusted basis of transferor
XXV. i.e., carry-over basis

XXV. § 1041(c) -- transfer is “incident to divorce” if transfer is within 1 year pf end of marriage or is “related to the cessation of the marriage”
XXV. note: unlike other gift rules, §§ 1041(b)(2) and 1015(e) allow unrealized losses to be assigned to the transferee spouse (or former spouse)

XXV. Davis - H transferred to W appreciated stock per settlement agreement

XXV. USSC: taxable exchange

XXV. ROL: amount realized is the FMV of her support rights, which would be determined by the FMV of the stock (Philadelphia Park) since the transfer was part of a bargained-for exchanged

XXV. illustrates the tax consequences of a transfer of appreciated property in exchange for marital rights under pre-1984 Act law (dealing with §§ 71 and 1041)

XXV. Congress overrules Davis with § 1041 since, in reality, couples view the transfer of property between them as a division of assets, not as a taxable event giving rise to realization of gain

XXV. further reflects the fact that the H and W are a single taxable unit

XXV. Although overruled, the case “continues to stand for the rule that a transfer of appreciated property in satisfaction of an obligation is a taxable disposition” 

XXV. i.e., the general ROL that the appreciation in the property is realized still stands; it’s just not taxable

XXV. Problems, p.348
XXV. § 267 -- “losses, expenses, and interest with respect to transactions between related taxpayers” (in general, deductions for losses not allowed)

XXV. see § 267 discussed fully below

XXV. § 267(g) -- “coordination with § 1041”

XXV. the general rule of § 267 noted above does not apply to any transfer described in § 1041(a)

XXV. spouses are still included in § 267 for the attribution rules

XXV. if property transferred has FMV < transferor’s basis, the transferee’s basis will be the transferor’s basis (§ 1041(b)(2)) - plus tacking - and any subsequent sale for less than such basis will result in a loss to the transferee

XXV. viewed as their loss

XXV. it seems that the FMV of the property at time of divorce is irrelevant

XXV. see e.g., problem 3

XXV. #4 - H&W buy home years ago for $30,000; at date of divorce, FMV=$160,000; H gives W his ½ interest in the home for $80,000 (makes sense)

XXV. consequences prior to § 1041?

XXV. under Davis, all $80,000 would be taxable

XXV. under current law?

XXV. under § 1041 there is no effect, since the values are equal

XXV. asume instead that H gave W stock worth $80,000 (AB=$60,000)?

XXV. W’s basis is the stock is $80,000 (stock treated as a gift) (???)

XXV. W’s interest in the home is a gift to H and his basis in such interest has a basis of $30,000 (50%) (???)

XXV. H will get taxed on the entire gain when he sells

XXVI. Recognized Loss Disallowed or Postponed (349)

XXVI. Expenses and losses arising from transactions between related parties
XXVI. Gain from disposition of property increases taxable income only if it is both realized and recognized

XXVI. Loss from disposition of property affects T’s income if is realized, recognized, allowed, and not disallowed

XXVI. § 267 is a loss disallowance section
XXVI. note: “disallowance” means permanent loss of tax benefit (as opposed to “nonrecognition”, which is merely a deferral of the tax benefit)

XXVI. § 267 -- “losses, expenses, and interest with respect to transactions between related taxpayers”
XXVI. § 267(a)(1) -- in general, deductions for losses are not allowed

XXVI. § 267(b)(1) -- related parties include members of the same family as specified in § 267(c)(4)

XXVI. § 267(c)(4) -- brothers, sisters, spouses, ancestors and linear descendants

XXVI. § 267(d) -- “amount of gain where loss previously disallowed”

XXVI. although § 267(a)(1) disallows a seller a loss on a sale to a related party, the buyer may be able to take advantage of the disallowed loss

XXVI. if the property increases in value after acquisition by buyer, on a subsequent disposition buyer is only taxable to the extent buyer’s gain exceeds the seller’s disallowed loss
XXVI. if buyer sells property at a loss, buyer is only able to deduct his actual loss (disallowance will never be used)

XXVI. § 267(g) -- “coordination with § 1041"

XXVI. see § 1.267(d)-1(a)(4) -- “amount of gain where loss previously disallowed” for explicit examples (p.R966)

XXVI. Problems, p.350
XXVI. father sells to son property (basis=$20, FMV=$10) for $10; son later sells property for $60

XXVI. no loss deduction for father on sale to son

XXVI. son recognizes gain of $40, not $50, based on § 267(d)

XXVI. taxable only to extent that son’s gain ($50) exceeds the seller’s disallowed loss ($10); difference is $40

XXVI. note: if son sold for $16, the loss is $0 (???)

XXVI. JG: I don’t understand problem 2(2) as compare with my notes which say “6K gain realized does not exceed 10K loss, so 0 gain (???)

XXVI. note: if son sold for $6, the loss is 4 ($6 - $10 basis)

XXVI. § 267(d) only helps with gains (see § 1.267(d)-1(a)(4), example (2))

XXVI. § 267 only applies when there is no gift element; i.e., FMV of property is exchanged to the related party (???)

XXVI. there is no tacking; holding period commences on date of sale; see § 1.267(d)-1(a)(4), example 2, last sentence (???)

XXVI. for holding period rules, see § 1223

XXVI. remember: § 267 does not apply if the transfer is between H and W (examples in the regs are outdated)

XXVI. Wash sale rule
XXVI. § 1091 -- disallows a loss under § 165(c)(2) for stock sold and then repurchased within 30 days
XXVI. See also § 1223(4) -- in wash sale transaction, holding period tacks

XXVII. Allocation of Basis - Not assigned

Timing of Income and Deductions: an Overview
XXVIII. LLM: review Burnet (81), North American Oil (85), and Lewis (87)

XXIX. Tax Benefit Concept (362)

XXIX. Introduction
XXIX. Tax benefit concept: if T takes a deduction in year 1, and then recovers that amount in year 2, then the recovery is taxable income (common sense)

XXIX. e.g., bad debt deduction in year 1, recovery of the debt in year 2, taxable in year 2!

XXIX. both an inclusionary (above) and exclusionary (see § 111 below) rule

XXIX. note: you may not amend the prior return nor retroactively apply rates

XXIX. Tax benefit rule: permits exclusion of the recovered item from income so long as its initial use as a deduction did not provide a tax savings (embodied in § 111)

XXIX. Note: there is no erroneous deductions exception!

XXIX. § 111 -- “recovery of tax benefit items”

XXIX. § 111(a) -- “deductions” -- GI does not include income attributable to the recovery during the taxable year of any amount deducted in a prior year, to the extent that such deduction did not result in a tax savings in that prior years
XXIX. i.e., there is no recovery income where T derived no tax benefit from a previous loss deduction

XXIX. e.g., bad debt deduction in year 1 but there were no gains to offset so the tax was not reduced, bad debt recovery in year 2, recovery is not taxable in year 2!

XXIX. puts the T in the same position as if the erroneous deduction had never been taken but it may not be a perfect correction, since tax rates may change

XXIX. § 111(b) -- “credits”

XXIX. § 111(c) -- “treatment of carryovers”

XXIX. observation: § 111 looks like the opposite of § 1341 (allowing a deduction for income erroneously included in a prior year)

XXIX. Bliss Dairy - must there be an actual recovery of the tangible asset or sum of money previously deducted in order to invoke the tax benefit rule?

XXIX. USSC: no, all that is needed is a subsequent event fundamentally inconsistent with the assumptions made in the earlier year that served as the basis for the deduction at that time
XXIX. Problem, p.365
XXIX. this situation often arises when T itemized his deductions and the amount in question “straddles” the standardized deduction

XXIX. so, e.g., if total itemized < standard deduction, then any income recovery would not be income because T received no tax benefit in the prior year; but if total itemized deductions were $310 and the standard deduction was $300, then a recovery of $50 would be only be taxable as income to the extent that such deduction resulted in tax savings, or $10

XXIX. i.e., only $10 of the $50 provided T with tax savings because if he knew he otherwise would have taken the standard deduction

XXIX. Note: when doing problems in this area, be aware of the ramifications of §§ 67 and 68 which may reduce the tax benefit actually received in the prior year

XXIX. Tax benefit concept and charitable contributions
XXIX. § 170 -- “charitable contributions and gifts”

XXIX. § 170(a)(1) -- deduction allowed for charitable contributions
XXIX. although the deduction will generally equal the FMV of property given, such contributions do not create realization events under § 1001(a)

XXIX. i.e., if appreciated property donated, deduction but no gain
XXIX. but a loss is not allowed if the property has decreased in value

XXIX. so T should sell property at a loss, and then donate cash

XXIX. Question, p.366
XXIX. merely illustrates the mechanics of § 170

XXIX. for the individual it is better to sell the stock (???)

XXIX. for the charity it is better to receive the stock instead of cash

XXIX. Alice Phelan Sullivan - return of property previously donated under the condition that it be used for certain purposes

XXIX. I’m confused on the facts here, did they take deductions in addition to those stated in the fact pattern? (???)

XXIX. Rosen - return of property previously donated without condition

XXIX. H: income

XXIX. compare to Alice (???)

XXIX. Haverly - Not assigned

XXIX. Problem, p.372 

XXIX. Facts:

XXIX. property (basis=$100, FMV=$500) is donated and deducted by T

XXIX. property is subsequently returned to T when its FMV=$700

XXIX. Income? Yes, to the extent that the $500 deduction provided tax savings

XXIX. assume that T had enough other itemized deductions to provide her with a tax benefit for the donated property, so all $500 is income

XXIX. the $200 difference represents unrealized appreciation and will be recognized when she later sells the property (assuming the FMV doesn’t dip below $700)

XXIX. Basis? $500 or $100?

XXIX. $100, since we want to rewind the transaction as if it T never gave it away to begin with

XXIX. your argument for using $500 would fail because of the prior $500 deduction

XXIX. If FMV at time of return is less than FMV at time of donation, income equals the lesser of the FMV on return and the value of the prior deduction
XXIX. JG: but won’t that always be the FMV on return then? (???)

XXIX. LLM: this is not consistent with our goal of rewinding

XXIX. LLM: see p.21 in the supplement (Hughes) - improper deductions should be amended, unless S/L has run, tax benefit rule apply? If you don’t do so, then T gets a double windfall.  (???)

XXX. Cancellation/Discharge of Indebtedness (373)

XXX. General code provisions and judicial/administrative interpretations of the cancellation of indebtedness concept
XXX. Problems, p.373
XXX. if loan, lender has no deduction and borrower has no income

XXX. consistent with Haig-Simons (no accession to wealth because you have a corresponding receivable and obligation, respectively) 

XXX. if loan results in subsequent default, lender has a deduction in that year

XXX. if default is recovered, lender has income (assuming tax benefit received from the deduction)

XXX. if no tax benefit received from deduction, no income because merely a recovery of capital

XXX. Kirby Lumber - T issued bonds and then repurchased then for less than par

XXX. ROL: if a loan is forgiven or satisfied for less than the full amount of the debt, the borrower will generally have GI
XXX. codified in § 61(a)(12) (listing “discharge of indebtedness” as an enumerated item to be included in gross income)

XXX. based on a “freeing of assets” rationale

XXX. LLM writes that this rationale does not support the ROL; rather “when the assumption of repayment proves erroneous, income results” (375)

XXX. § 108 -- “income from discharge of indebtedness”

XXX. § 108(a) -- “exclusion from gross income”

XXX. § 108(a)(1) -- discharge of debt is not income if it occurs by reason of:
XXX. § 108(a)(1)(A) -- discharge occurs in a title 11 case

XXX. § 108(a)(1)(B) -- discharge occurs when T is insolvent
XXX. § 108(a)(1)(C) -- discharge relates to qualified farm debt

XXX. § 108(a)(1)(D) -- if T is not a C corporation, discharge relates to qualified real property business debt

XXX. § 108(a)(3) -- with regard to § 108(a)(1)(B), amount excluded shall not exceed the amount by which T is insolvent
XXX. § 108(b) -- “reduction of tax attributes”

XXX. § 108(d) -- “meaning of terms . . .”

XXX. § 108(d)(1) -- “indebtedness of taxpayer” -- any debt for which T is liable or subject to which T holds property

XXX. § 108(d)(3) -- “insolvent” -- liabilities exceed FMV of assets

XXX. § 108(e) -- “general rules for discharge of indebtedness” -- provides several exceptions to recognition of income by solvent debtors
XXX. § 108(e)(2) -- lost deduction exception
XXX. if the payment of the liability would have given rise to a deduction for T, forgiveness of the liability will not give rise to income
XXX. e.g., deductible lodging expense forgiven by the hotel for being the 100th customer; not income

XXX. § 108(e)(5) -- purchase price redemption exception
XXX. a reduction in a debt incurred to purchase property is a reduction in purchase price of that property rather than the discharge of indebtedness
XXX. 4 conditions must be met:

XXX. § 108(e)(5)(A) -- creditor sold the property to the debtor

XXX. the debt was in fact incurred to buy the property

XXX. § 108(e)(5)(B) -- purchaser/debtor is not insolvent or in Chap. 11 proceeding

XXX. § 108(e)(5)(C) -- but for this exception, the reduction of the debt would have been treated as discharge of indebtedness income

XXX. Two main issues

XXX. whether a “debt” existed

XXX. no debt exists if the recipient does not have an unconditional obligation to repay (Autenreith)

XXX. if a debt is so contingent or indefinite that it does not qualify as a debt for basis or for bad debt deduction purposes, no income will result from its discharge (Central Paper)

XXX. whether the debt was “discharged”

XXX. no discharge if any portion has been satisfied by a disguised payment, such as consideration other than cash
XXX. e.g., payment of debt by rendering services

XXX. note: if debtor pays debt with services or by releasing certain rights against creditor, debtor will have income

XXX. see Rev. Rul. 84-176 (377)

XXX. U.S. Steel - characterizing the transaction

XXX. Zarin - gambling debt failed the definitional tests for indebtedness of § 108(d)(1)

XXX. since debt was not enforceable by law, he was not liable

XXX. the chips were not considered “property”

XXX. court analogized the debt to a “contested liability” and therefore satisfaction of the debt did not produce discharge of indebtedness income

XXX. contested liability doctrine - if a T, in good faith, disputes the amount of a debt, a subsequent settlement of the dispute would be treated as the amount of debt cognizable for tax purposes
XXX. see N. Sobel (381)

XXX. Centennial Savings Bank - vocabulary case on “discharge of indebtedness”

XXX. Problems, p.383
XXX. bond question

XXX. if a bondholder (creditor) sells a bond for less than face, it is a regular investment loss

XXX. the original debtor (e.g., company, government) has no discharge of indebtedness income because it still must pay the face of the bond even though it is worth less in the market

XXX. if the bondholder sells it back to the debtor for less than face, then the bondholder may deduct the loss (same as above) and the debtor has discharge of indebtedness income (Kirby Lumber)

XXX. contra see Phillip Morris (similar facts but court said “no” because there has to be a real look of forgiveness)

XXX. if X transfers stock (basis=$10, FMV=$60) to bank for satisfaction of $100 debt, then X has a hybrid (common sense):

XXX. $50 capital gain (investment income)

XXX. $40 cancellation of indebtedness income (ordinary income)

XXX. discharge of debt does not always result in income for a solvent debtor; consider the following scenarios:

XXX. family member lends money to T who then is told that he doesn’t have to pay it back (no income because the discharge was a gift)

XXX. X has $500 judgment against him in tort action; he agrees not to appeal in exchange for $400 settlement (discharge is not income if you argue “contested liability” or § 108(e)(2)’s “income not realized to the extent of lost deductions”)

XXX. X pledges to donate $500 and then is permitted to reduce her pledge to $400 (no discharge of indebtedness)

XXX. X receives $100 doctor bill and complains, resulting in lower payment of $75 (“contested liability” or purchase price reduction)

XXX. I don’t thing purchase price reduction because it’s not property (???)

XXX. X owes $500 to bank, $400 of which is paid by X’s mother pursuant to mother’s will (bequest/gift)

XXX. X owes $500 for taxes which are paid by X’s employer (compensation income, see Old Colony Trust)

XXX. see easy example (purchase price adjustment)

XXX. problem 4 not discussed (???)

XXX. Special statutory treatment of cancellation of indebtedness: insolvent taxpayers
XXX. § 108(b)(5)(A) -- debtor may elect to reduce basis of depreciable property

XXX. mechanics of such set out in § 1017

XXX. § 108(a)(3) -- see above -- the amount of the exclusion is limited to the amount required to make the taxpayer solvent
XXX. i.e., obligations are released until T’s liabilities no longer exceed assets

XXX. Review Problem, p.386 -- X takes money from employer’s petty cash fund and leaves note: “I have problems. I’ll return the money when I can.”

XXX. income to X?  No, repayment obligation exists

XXX. but under James it would be income since there exists no consensual recognition of obligation to repay

XXX. deductible by X in year 2?  No, not if it was a loan above

XXX. note: if a theft, you could still deduct (because would be income)

XXX. if employer discharges debt, income to X?  Yes, assuming loan above

XXX. if same as preceding but X is insolvent, income to X?  Yes, but may be deferred under § 108

XXX. if Y pays debt on X’s behalf, income to X?  Yes, but you might argue that it was a gift by Y to X (but see Old Colony Trust)

XXXI. Methods of Accounting (386)

XXXI. In general
XXXI. § 441 -- annual accounting periods

XXXI. § 441(g) -- calendar year

XXXI. § 446 -- use for tax what you use for books, but note that the goals of each method are different

XXXI. Miscellaneous codes and regs not addressed in readings

XXXI. § 267(a)(2) -- “matching of deduction and payee income item in the case of expenses and interest if . . .”

XXXI. § 451(a) -- “general rule for taxable year of inclusion”

XXXI. § 461(i)(1) -- recurring item exception not to apply [in the case of tax shelters”

XXXI. § 1.61-2(d)(4) -- “stock and notes transferred to employee or independent contractor”

XXXI. § 1.83-3(e) -- defining “property”

XXXI. § 402(b) -- “taxability of beneficiary of nonexempt trust”

XXXI. Cash
XXXI. Rules

XXXI. § 1.446-1(c)(1)(i) -- revenues and expenditures are realized and recognized at the time such items are actually or constructively received or actually [but not constructively] paid out, regardless of when the claims or obligations actually arose
XXXI. § 1.446-1(a)(3) -- items of income are items which can be valued in terms of money and include cash, property, or services

XXXI. Rev. Rul. 83-163 -- whether the value of services rendered by a barter club member is includible in the member’s GI for the year received

XXXI. ROL: FMV of the services rendered by each member is includible in GI for taxable year in which received
XXXI. addresses the claim of right doctrine and the cash method of accounting

XXXI. Complications and the doctrines that solve them:

XXXI. What if T avoids receipt of the cash?  constructive receipt doctrine
XXXI. What if T receives as payment something other than cash?  cash equivalency doctrine
XXXI. What if T is granted the payment, but he cannot fully access it?  economic benefit doctrine
XXXI. Constructive receipt doctrine
XXXI. ROL: if T who may simply reach out and take income, but chooses not to, he nevertheless has currently received the money and may not postpone income merely by failing to collect it
XXXI. § 1.451-2 -- “constructive receipt of income”

XXXI. § 1.451-2(a) -- “general rule” -- constructively received it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time
XXXI. not constructively received if its receipt is subject to substantial limitations or restrictions
XXXI. § 1.451-2(b) -- “examples”

XXXI. Rationale: based on the principle that income is received or realized by cash method T’s “when it is made subject to the will and control of the T and can be, except for his own action or inaction, reduced to actual possession” (Loose, p.389)

XXXI. Effect: limits tax planning for cash method taxpayers

XXXI. Related issues

XXXI. knowledge
XXXI. Davis - T must have knowledge that the income is available for the taking

XXXI. access
XXXI. most cases say a check is cash even if received after banking hours on the 31st

XXXI. some courts hold that such a restriction to getting the actual cash constitutes a substantial limitation
XXXI. Hornung - T couldn’t include car awarded on 12/31 because he didn’t have access

XXXI. Cash equivalency doctrine
XXXI. Note: only an issue if the issuer of the payment obligation is solvent
XXXI. if insolvent, it will never be a cash equivalent for the purpose of including it in the income of a cash method T

XXXI. ROL: if a debt obligation is really a cash equivalent, then its receipt will give rise to current income in an amount equal to the FMV of such obligation
XXXI. Cowden - T ask debtor to pay over the course of 3-year period; court lays out criteria for determining whether the receipt of a debt instrument gives rise to current income:

XXXI. if a promise to pay made by a solvent debtor is . . .
XXXI. unconditional,
XXXI. assignable,
XXXI. not subject to set-offs, and
XXXI. of the 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,
XXXI. . . . then such a promise is the equivalent of cash and taxable in like manner as had cash been received instead of the obligation
XXXI. Economic benefit doctrine
XXXI. Even if T in not granted access to cash payments which are set aside for T, the amounts may nonetheless be includable as income of a cash method T

XXXI. ROL: T will have current income upon receipt of a present, irrevocable interest in property or cash even if he doesn’t actually receive the property or cash until a subsequent year
XXXI. Sproull - T sought to defer amounts put into a trust which were to paid to him by his employer over subsequent years

XXXI. I: was any economic benefit conferred on the employee as compensation in the year that the trust was formed?

XXXI. H: yes, when the trust was created and funds deposited, T “had to do nothing further to earn it or establish his rights therein”

XXXI. i.e., it was only a matter of time

XXXI. Note: if such payments are in the form of “property” and are compensation related (i.e., employer-employee, service-client), go to § 83’s “property transferred in connection with the performance of services”

XXXI. Sale of property, constructive receipt, and economic benefit

XXXI. discussion of deferred payment, etc., see p.392

XXXI. Discusses cash leading up to Sproull
XXXI. When is an item deductible by a cash method T?

XXXI. upon delivery (which includes the date of mailing) of the cash or check

XXXI. there is no doctrine of constructive receipt

XXXI. there is no doctrine of cash equivalency

XXXI. can’t claim a current deduction for an obligation to pay over time

XXXI. exception: credit card payment deemed delivered when signed

XXXI. Accrual
XXXI. § 1.451-1(a) -- “general rule for taxable year” -- income may be accrued when all the events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy
XXXI. i.e., right is fixed and amount determinable with reasonable accuracy

XXXI. see also § 1.446-1(c)(1)(ii)(A) (saying the same thing)

XXXI. § 1.446-1(c)(1)(ii)(C) -- discusses when the liability is “fixed” 

XXXI. gives 3 options for a manufacturing business (R1056)

XXXI. see Pacific Grape, p.400

XXXI. Reasonable accuracy
XXXI. Continental Tie - “an amount owed can be fixed with reasonable accuracy when the amount can be calculated by the potential recipient on the basis of information available to him” (401)

XXXI. § 448(d)(5) -- “special rule for services” -- accrual method T need not accrue income with respect to amounts due to T for services rendered which T will not be collected (based on T’s past experience)
XXXI. a.k.a., the “nonaccrual-experience” method

XXXI. Doubt as to collectibility
XXXI. income must still be accrued and a bad debt deduction may be taken in a later year (see § 166 and p.402)

XXXI. Deductibility of expenses
XXXI. § 461(h)(1) -- 2 requirements:

XXXI. “all events” test  all events have occurred which fix the liability and the amount can be reasonably determined
XXXI. see Anderson (all the events have occurred which fix the amount of the tax and determine the liability)

XXXI. see Brown v. Helvering (seminal case dealing with “all events”)

XXXI. discussed further in Chapter 15

XXXI. “economic performance” test  economic performance has occurred with respect to the expense item (???)

XXXI. an expense has not yet “economically occurred” until it is attributable to activities to be performed or amounts to be paid in the future

XXXI. § 461(h)(2) -- “time when economic performance occurs”
XXXI. see pp. 404-05 for a laundry list of statutory items

XXXI. see § 1.461-4 -- “economic performance”

XXXI. rationale: without this aspect, a T is provided with a windfall since a current deduction will overstate the true obligation because such deductions are not taken at the present value of that future obligation

XXXI. Maxus Energy (from supplement) - “payment” requirements of § 1.461-4(g) were met when deposits were made into a court-administered settlement fund for T

XXXI. economic performance, therefore, occurred even though T never actually received the money

XXXI. Effect: postpones deduction to a time closer to that of actual payment

XXXI. Accrual of contested liabilities
XXXI. § 461(f) -- allows T to accrue a contested liability (not listed by LLM); requirements:
XXXI. § 461(f)(4) -- must satisfy all event and economic performance tests

XXXI. § 461(f)(1) -- must be in fact contested

XXXI. § 461(f)(2) -- T must pay the liability

XXXI. § 461(f)(3) -- after payment by T, he must continue to contest it

XXXI. Deductibility of structured settlements
XXXI. agreements to pay money in the future are currently deductible if they satisfy the all events test and § 461(h)’s economic performance test

XXXI. Choice of method: the individual taxpayer
XXXI. Most of the code sections discussed are not listed by LLM

XXXI. § 1.446-1(c)(1) -- “permissible methods of accounting, in general”

XXXI. (i) -- cash receipts and disbursements

XXXI. (ii) -- accrual

XXXII. Problems, p.409
XXXII. Calendar year, cash method considerations

XXXII. A creditor has no obligation to send out a bill

XXXII. but isn’t this cheating the system? (???)

XXXII. Under Cowden the form of the obligation is irrelevant

XXXII. amount to be accrued is the FMV of the obligation (liquidation amount)

XXXII. note: the IRS has (in Rev. Rul. p.397) required inclusion even without Cowden’s 4th requirement

XXXII. Checks = cash unless there is a knowledge of infirmity (e.g., you know that the maker has no money in the bank at 12/31) in which case you evaluate according to Cowden and the check will not rise to the level of a cash equivalency because the maker is not solvent

XXXII. post-dating (???)

XXXII. Judgment is awarded in year 3, paid in year 4

XXXII. no constructive receipt in year 3 because the judgment is not likely to rise to the level of a cash equivalency per Cowden
XXXII. Note: if the tax laws have too many exceptions within the cash method rules, then the line between cash and accrual becomes too blurred

XXXII. Same as #1 but accrual method considerations

XXXII. Continental Tie - if T can reasonably estimate the amount, must accrue

XXXII. As long as the amount has been earned, accrue the income; actual receipt of a promissory note is irrelevant

XXXII. exception: see RCA, p.851 (indicating receipt of the note is relevant)

XXXII. § 448(d)(5) will allow T to not accrue income if he knows check won’t clear

XXXII. When final judgment is entered, creditor accrue

XXXII. deduction to debtor? See general rules (all events and economic performance); discussion of structured settlements; 2 ways to handle

XXXII. present value deduction in year 3 (problematic)

XXXII. § 461(h) -- future deduction closer to year of economic performance

XXXII. Considers all 4 situations

XXXII. Discussion of Davis -- The necessary element of constructive receipt is knowledge, but the IRS has ruled otherwise in Rev. Rul. 60-31 (p.954) which focused on the ability of T to get to the money, which may be closely related to knowledge (???)

XXXII. Rev. Rul. on p.954 says you can arrange to defer compensation so long as you do so before the K is executed

XXXII. this is a big exception to the constructive receipt doctrine

XXXII. If the funds are set aside and earmarked there is still no constructive receipt because there has been no payment

XXXII. but doesn’t this conflict with Sproull? (???)

XXXII. Deduction by accrual method T (always the trickiest part); question of economic performance, look to see which part of § 461(h) applies

XXXII. see § 461(h)(2)(A)(ii) -- year 1

XXXII. see § 461(h)(2)(B) -- year 2

XXXII. payment of money is not payment of property, so n/a

XXXII. see § 461(h)(3) -- recurring item exception

XXXII. see § 461(h)(D) and theory behind § 461(h)(C)

XXXII. but LLM says “no”

XXXII. see § 1.461-4(d)

XXXII. Question #4 skipped

XXXII. Issues of estimation ability (see Continental Tie)

XXXII. At what point does a note become so secure that income is triggered?

XXXII. If a note is a cash equivalent, the cash method T will accrue FMV of the note
XXXII. If, as a T, you want to take a note, make sure it is not assignable or transferrable (since then it is not a cash equivalent and not current income)

XXXII. Cowden says the form of the promise is irrelevant

XXXII. Discussion of Sproull
XXXII. if funds unconditional and there exists no other superior claim nor nothing else for T to do, then income currently

XXXII. You can always draft a document to avoid constructive receipt consequences

XXXII. § 404(a)(5) -- in the context of a deferred compensation “arrangement”, deduction for payor is limited in time until the year of service-provider’s inclusion (regardless of accounting method)
XXXII. matches timing of deduction with inclusion income

XXXII. acts as a “super” limitation

XXXII. What if you can also estimate the cost, can you deduct those against the accrual income?

XXXII. See “reserve for estimated expenses” as outlined below

Timing of Deductions: Capitalization Requirements
XXXIII. Introduction (451)

XXXIII. A qualifying payment could be handled in any of 3 ways:

XXXIII. Expense entire amount currently

XXXIII. Expense part currently, expense remainder over time

XXXIII. Expense entire amount at disposition

XXXIII. For the T to obtain the greatest benefit, he would want to deduct the entire amount currently, in order to take advantage of the time value of money

XXXIII. E.g., assume $100 payment for asset to be used for 5 years

XXXIII. if deducted currently, and T has other income, savings will be, say, $30 (assuming a 30% tax rate), which can be invested to yield interest for five years, growing to, say $38

XXXIII. if deducted at end of 5 years, and rates stay the same, savings at end of 5 years amount to $30, which is $8 less than if T had deducted the amount currently and invested the savings

XXXIII. The code mandates the timing of certain deduction items, either based on method as specified in the regs below, or by specific direction

XXXIII. § 1.461-1(a)(1) -- “general rule for taxable year of deduction for a T using cash method”

XXXIII. § 1.461-1(a)(2) -- “general rule for taxable year of deduction for a T using accrual method”

XXXIII. Regardless of method, IRC prohibits full current deductions for capital expenditures
XXXIII. § 263(a)(1) -- no deduction allowed for amounts paid for new buildings or paid for permanent improvements made to increase the value of property
XXXIII. note: the rule has been relaxed at certain times when Congress sought to encourage investment, etc.

XXXIII. § 1.263(a)-1 -- “capital expenditures, in general”

XXXIII. § 1.263(a)-2 -- “examples of capital expenditures”

XXXIII. § 1.263(a)-2(a) -- “having a useful life substantially beyond the tax year”
XXXIII. § 263A -- “capitalization and inclusion in inventory costs of certain expenses”

XXXIII. Encyclopedia Britannica, p. 414 - Not assigned

XXXIII. Problems, p.419 

XXXIII. See notes (???) - no notes taken !

XXXIV. Capital Expenditure Versus Deductible Expense (419)

XXXIV. Repairs versus improvements
XXXIV. Midland Empire Packing - lining in T’s basement to protect it against oil exposure

XXXIV. H: expense since they were incurred to maintain operating condition

XXXIV. a repair because the work restored; an expenditure prolongs life

XXXIV. Mt. Morris Drive-In Theater - clearing and grading 

XXXIV. H: expenditure since it substantially increased the value of the property

XXXIV. Evans - expense since purpose was to restore to prior condition

XXXIV. Hotel Sulgrave - expenditure since property became more valuable for use in T’s business even though no increase in life or property value

XXXIV. Moss - expense since necessary to stay competitive
XXXIV. Rev. Rul. 88-57 -- expenditure since increased life of railroad cars

XXXIV. Prepaid expenses
XXXIV. § 1.461-1(a)(1) -- if cash method T attempts to deduct amounts currently for assets which have a useful live more than taxable year, may have to capitalize
XXXIV. see § 1.461-1(a)(2) for accrual method T

XXXIV. Boylston Market - IRS sought to require T to take deduction for prepaid insurance policy premiums when actually paid

XXXIV. H: consistent with GAAP, properly pro-rated and deducted over time, not when paid

XXXIV. Waldheim Realty - opposite result than Boylston Market
XXXIV. however, IRS has “affirmed” Boylston Market
XXXIV. Zaninovich - 20-year lease, rent paid on 1/1 of each year

XXXIV. H: current expense, since payment does not provide benefit past the taxable year

XXXIV. “one-year” rule: treats a payment as an expense, rather than as a capital outlay, if the payment does not create an asset or provide a benefit to the T which has a useful life greater than one year
XXXIV. Focus on the benefit period

XXXIV. if asset purchased lasts only one year then you may deduct up-front

XXXIV. we’re assuming the amount is due and we are not running afoul of Grynberg (stating that money must be used for valid business purpose)

XXXIV. if you’re in an 18-month situation, then it will be hard to argue the 1-year rule

XXXIV. Problems, p.427
XXXIV. See handout of Rev. Rul. 94-38 (not outlined)

XXXIV. Even an up-front bonus paid to secure a lease (for which additional annual payments will be made) must be capitalized, since the bonus was paid to securing the rights to long-term lease
XXXIV. effect on landlord? Under the regs, he must include all of the amount in current income, regardless of his accounting method (RCA)

XXXIV. § 179 -- “election to expense certain depreciable business assets” -- spurs investment by offering current deductions

XXXIV. See § 179 discussed in detail below

XXXIV. Note: efforts to deduct or capitalize are strategic and will be turn on:

XXXIV. availability of income which may be offset

XXXIV. foreseeable tax rate changes

XXXIV. Regs address treatment of specific payments

XXXIV. § 1.162-3 -- “cost of materials”

XXXIV. § 1.162-4 -- “repairs” -- incidental repairs are current expenses provided they do not substantially increase value
XXXIV. § 1.162-6 -- “professional expenses” -- current deductions permitted for journals, etc.

XXXIV. not consistent with Boylston Market’s “substantially beyond” taxable year standard because professional will benefit for a significant time after the year of reading the publication

XXXIV. see also § 1.263(a)-2

XXXIV. § 1.162-8 -- “treatment of excessive compensation”

XXXIV. § 1.162-11 -- “rentals”

XXXIV. Indopco - determining factor is whether costs incurred will produce future benefits
XXXIV. IRS has said that it will not use this view in deciding issues of repair versus capital improvement because every time you repair something you’re going to have a future benefit!

XXXIV. Hot topic: cost of FAA inspections for airlines

XXXIV. IRS has issued Technical Advice Memorandum (not precedential) and relied on Indopco to conclude that such costs should be capitalized because they increase the value and life of the planes

XXXIV. puts a new tax burdens on maintaining safety

XXXIV. center of disagreement is whether in fact the overhauls increase the value and life of the planes or are merely repairs

XXXIV. LLM hypo re: entering into a K as an accrual T; § 461(h) requires economic performance, so you would look to see if property was transferred to T, if so deduction; no! The capitalization requirements apply to accrual T’s also; it supersedes (see Idaho Power) (???)

XXXIV. Costs of starting-up or expanding a business
XXXIV. § 162(a)’s “engaged in carrying on a trade or business” has been interpreted literally
XXXIV. but nondeductible start-up expenses incurred after the T has decided to acquire or establish a business, yet prior to operation, could be capitalized and added to the basis of the asset
XXXIV. e.g. FAO’s pre-opening costs

XXXIV. Frank - Not assigned

XXXIV. § 197 -- codification of start-up expenses
XXXIV. Pp. 432-41 (see notes to determine what’s important) (???)

XXXIV. Costs of acquiring and disposing of property - Not assigned

XXXIV. Current deduction - capitalization quandary continued
XXXIV. Welch - T sought to currently deduct amounts paid to satisfy the debts of others in order to increase his own goodwill

XXXIV. USSC: payments should be capitalized since such expenditures are not ordinary and “reputation and learning are akin to capital assets”

XXXIV. court uses capitalization as the rationale for denying a current deduction without recognizing the principle it is actually applying

XXXIV. Friedman - Not assigned

XXXIV. Tellier - USSC says the primary function of the word “ordinary” in § 162(a) is to separate current expenses from capital expenditures

XXXIV. Pepper - court allowed current deduction fro gratuitous payments

XXXIV. Rev. Rul. 76-203 -- T could deduct payments to customers to compensate them for losses suffered at fire at T’s warehouse, even though the payments were made to protect its goodwill

Timing of Deductions: Recovery of Capitalized Costs
XXXV. Introduction (451)

XXXV. Overview
XXXV. “Useful life” - term for the time period when deducting capitalized expenditures using depreciation

XXXV. “Recovery period” - term for the time period when deducting capitalized expenditures using ACRS

XXXV. If capital asset is sold prior to any deductions for that asset, the “recovery” (deduction) is built-in to the sale, as the basis will offset potentially recognizable income

XXXV. i.e., whatever you don’t deduct you use to reduce recognized income

XXXV. Traditional depreciation
XXXV. § 167 -- “depreciation”

XXXV. § 167(a) -- depreciation deduction allowed for property (1) used in trade or business or (2) held for the production of income
XXXV. § 167(b) -- for property for ACRS applies, see § 168 (“accelerated cost recovery system”)
XXXV. Factors which affect the determination of the annual deduction:

XXXV. adjusted basis (determined by §§ 1011, 1012, and 1016)

XXXV. useful life

XXXV. depreciation method

XXXV. salvage value

XXXV. Limitations on the depreciation deduction
XXXV. See § 167(a) above

XXXV. homeowner cannot depreciate the cost of a personal residence

XXXV. Must be a “wasting asset” and must have an “ascertainable useful life”

XXXV. e.g., unimproved land and corporate stock are not wasting assets because they do not deteriorate and may last forever

XXXV. But see Simon (from supplement) - antique instruments which were treasured works of art which would not decline in value were allowed to be depreciated by professional musicians who used them

XXXV. § 167(c) -- deductions cannot exceed basis, even if FMV is much greater

XXXV. § 1016(a)(2)(A) -- annual depreciation deduction results in a corresponding decrease in adjusted basis

XXXV. § 168(a) deductions result in the same concept

XXXV. Period of time over which depreciation may be taken: the concept of useful lives
XXXV. As a result of administrative difficulties, the IRS in 1942 issued guidelines for useful lives which approximate actual, physical lives

XXXV. Guidelines above made obsolete by ARCS

XXXV. § 168 -- disregards the matching principle and applies an arbitrary cost recovery system that generally allows T to recover his cost well before it cease producing income

XXXV. Depreciation methods: the traditional approach
XXXV. Straight-line
XXXV. Accelerated
XXXV. double declining balance

XXXV. rate applied is twice the straight-line rate

XXXV. e.g., 10-year property, straight-line rate would be 10%, double declining is 20% per year

XXXV. depreciable basis includes any salvage value

XXXV. 150% declining balance

XXXV. rate applied is 1.5 times the straight-line method

XXXV. e.g., 15% in above example

XXXV. income forecast

XXXV. sum-of-the-years digits

XXXVI. Economic Depreciation (461)

XXXVI. Depreciable base is the PV of the asset’s projected income stream, calculated at the end of each year

XXXVI. Annual depreciation = adjusted basis - PV of the remaining year’s cash inflow
XXXVI. A.k.a., “sinking fund” depreciation

XXXVI. Rationale: properly measures income and does not distort T’s choices among income-producing assets

XXXVI. I.e., more neutral

XXXVI. Opposite of accelerated in that more annual depreciation will be taken in later years

XXXVI. LLM: not the law, but Congress has considered it

XXXVII. Accelerated Cost Recovery System (ACRS) (463)

XXXVII. Introduction
XXXVII. Abandons the concept of “useful life” and institutes the “recovery period”

XXXVII. Salvage value ignored

XXXVII. Sacrificed accuracy and matching for simplicity

XXXVII. § 168 has no retroactive effect (assets after 12/31/80)

XXXVII. § 168(f)(5) -- “anti-churning” rules

XXXVII. Computing the ACRS depreciation deduction
XXXVII. § 168(a) -- “accelerated cost recovery system, general rule” -- the depreciation deduction shall be determined by

XXXVII. § 168(a)(2) -- recovery period -- see § 168(c)

XXXVII. § 168(a)(1) -- method -- see § 168(b)

XXXVII. § 168(a)(3) -- convention -- see § 168(d)

XXXVII. § 168(c) -- designates recovery periods
XXXVII. #-year property

XXXVII. § 168(e)(1) -- labels such property according to the asset’s “class life” as determined by the Asset Depreciation Range (ADR)

XXXVII. § 168(i)(1) -- defines “class life”

XXXVII. § 168(e)(3) -- labels certain special property

XXXVII. 20-year property

XXXVII. residential rental property

XXXVII. nonresidential real property

XXXVII. railroad, etc., property

XXXVII. § 168(b) -- designates depreciation method
XXXVII. § 168(b)(1) -- in general, method will be (A) 200% (double) declining balance method, (B) switching to straight-line when that method will yield are higher annual deduction
XXXVII. rationale: if you don’t eventually switch, you will never reach 0 with ACRS because you are always using a percentage rate, as opposed to a fraction in straight-line methods

XXXVII. § 168(b)(2) -- circumstances when 150% method should be used

XXXVII. § 168(b)(3) -- circumstances when straight-line should be used

XXXVII. § 168(b)(5) -- election to use straight-line for certain assets

XXXVII. § 168(d) -- designates applicable convention
XXXVII. depreciation begins when the asset is placed in service not at purchase

XXXVII. § 168(d)(1) -- in general, half-year convention
XXXVII. § 168(d)(2) -- if real property, then mid-month convention
XXXVII. i.e., if property placed in service at any time during the month, take ½ of a months cost recovery during that month

XXXVII. e.g., if in service January 26, treat as in service as of January 15

XXXVII. § 168(d)(3) -- if substantial property placed in service during last 3 months of year, mid-quarter convention
XXXVII. § 168(c)(3)(B) -- only applies to personal property!

XXXVII. rationale: protects against buying property in last month and taking 6 months of depreciation

XXXVII. § 168(d)(4) -- convention definitions

XXXVII. If capital expenditures are made to existing assets, depreciated on their own, see p.469

XXXVII. § 168(i)(6)(A) -- use the same method and manner as the existing asset

XXXVII. § 168(i)(6)(B) -- recovery begins at the later of 2 dates as stated, but the addition will have its own separate recovery period
XXXVII. e.g., a tenant can depreciate his own leasehold improvements

XXXVIII. Nondepreciable Items (469)

XXXVIII. Any asset that isn’t both:

XXXVIII. Used in a trade or business or held for production of income

XXXVIII. Limited in life which can be reasonably estimated

XXXVIII. E.g., inventories, stock, raw land, model home

XXXVIII. Note: purchaser of real estate must allocate cost between the raw land and the depreciable assets thereon

XXXIX. Expensing the Cost of Certain Business Assets (470)

XXXIX. § 179 -- “election to expense certain depreciable business assets”

XXXIX. § 179(a) -- a certain amount of capital expenditure may be deducted as a current expense

XXXIX. § 179(b) -- limitations
XXXIX. § 179(b)(1) -- 1996 amount may not exceed $17,500
XXXIX. 1997 amount may not exceed $18,000

XXXIX. § 179(b)(2) -- limit as stated above will be reduced dollar-for-dollar by any amount of capital expenditure for the year exceeding $200,000
XXXIX. e.g., if total capital expenditures for the year are $210,000, T may not deduct - via this provision - more than $7,500

XXXIX. rationale: we want to limit this tax break to small businesses

XXXIX. Rationale: spurs investment

XXXIX. See additional notes in problems below

XL. Business-Personal Use of Automobiles: Depreciation Deductions - Not assigned

XLI. Problems, p.472
XLI. Can’t depreciate a personal residence

XLI. Thorough example of how to compute the ACRS deduction

XLI. Recovery period through § 168(e), etc.

XLI. Don’t forget to take the convention!

XLI. § 179 in practice  take the $17,500 deduction in the first year up-front and subtract that amount from the original (beginning) basis

XLI. § 179(d)(1) -- applies to any tangible property which is § 1245 property as defined by § 1245(a)(3) and which is used in trade or business
XLI. Note: does not apply to property used for the production of income

XLI. Thorough example of how a tax shelter comes into play

XLI. T purchased investment property with cash and a mortgage; T’s real estate taxes, operating expenses, and interest-portion of mortgage payments exceed T’s gross rental income resulting in a loss

XLI. T’s rental loss will be used to shelter real income but the loss is only a “paper” loss since his actual cash out-flows do not exceed his cash inflows

XLI. Note: ability to use such losses is now severely limited by the code (see § 469)

XLII. Depreciation (or ACR) as a Capital Expenditure (474)

XLII. Idaho Power - T used depreciable equipment to construct a capital asset

XLII. I: whether the equipment’s annual depreciation should be currently deducted or capitalized as part of the cost of constructing the new capital asset (which would result in a deferral of the deduction until the capital asset itself began depreciating)

XLII. USSC: capitalize and add to the cost of the new capital asset despite the fact that T did not pay out any cash
XLII. court considered the use of the equipment in this manner as an “amount paid out” (see p.478)

XLII. A: consistent with matching because the new capital asset will be directly generating the income, not the equipment, which is only generating income indirectly

XLII. A: equipment was not used for general company operations, rather these were investment or construction operations

XLII. A: parity  if another company hired an outside contractor, such costs would be capitalized

XLII. § 263A(f) -- “special rules for allocation of interest to property produced by T”

XLII. § 263A(f)(2) -- Interest may be capitalized if the debt is directly attributable to the production expenditures

XLII. Problem, p.480
XLII. See notes (???)

XLIII. Amortization of Intangibles - Not assigned

Personal Deductions - Not assigned

Tax Consequences of Interest
XLIV. Receipt of Interest (517)

XLIV. § 61(a)(4) -- generally the receipt or accrual of interest is GI; exceptions:
XLIV. Interest on municipal bonds
XLIV. Interest of U.S. savings bonds (in certain situations)

XLIV. Purpose of the exceptions:

XLIV. See Surrey’s discussion of tax expenditure analysis

XLIV. It deserves scrutiny in the same fashion as all other direct government expenditures, namely:

XLIV. does it work?

XLIV. does the money go to the intended place?

XLIV. would it be better or easier to provide direct subsidies?

XLIV. Violates vertical equity because it erodes the progressivity of the tax rates because it is applied equally to all T’s

XLIV. i.e., it’s an across-the-board reduction in income

XLIV. Municipal bond interest
XLIV. § 103(a) -- GI does not include interest on state or local bonds
XLIV. Problems, p.517 - illustrates the tax expenditure at play

XLIV. see notes (???)

XLIV. Policy: enables state and local governments to compete for funds in the open market at a lower cost because the government can pay a lower rate of interest to “match” the actual return offered by private entities’ bonds; compare:

XLIV. $100 NY bond pays 10%  $10 income  $10 after-tax cash in hand

XLIV. $100 IBM bond pays 12%  $12 income  $10 after-tax cash in hand

XLIV. NY’s financing cost is cheaper!

XLIV. Essentially a subsidy from the federal government, because the U.S. is foregoing the tax revenue for the benefit of the state and local units

XLIV. Who benefits?  The T with the higher tax rates!

XLIV. Interest on U.S. savings bonds
XLIV. § 135 -- specific exclusion if certain conditions are met

XLV. The Interest Deduction (520)

XLV. Introduction
XLV. § 163(a) -- specific deduction allowed for “all interest paid or accrued . . . on indebtedness”

XLV. How the interest deduction operates
XLV. “Interest” defined -- “compensation for the use or forbearance of money”

XLV. To be deductible, the interest obligation must arise from the payor’s indebtedness

XLV. i.e., you can’t deduct interest paid on someone else’s behalf

XLV. e.g., if X pays son’s interest, X has given cash gift, son has paid interest

XLV. Limitations on the deductibility of interest
XLV. 3 major categories of limitations:

XLV. personal interest

XLV. investment interest

XLV. interest paid or incurred to carry tax exempt obligations

XLV. other - § 263A(b)(1) -- may require capitalization of interest

XLV. Personal interest limitations
XLV. § 163(h)(1) -- personal interest generally not deductible and includes all interest except:
XLV. § 163(h)(2)(A) -- interest incurred in connection with trade or business
XLV. see § 162 (???)

XLV. § 163(h)(2)(B) -- investment interest 
XLV. see § 163(d) below 212 (???)

XLV. § 163(h)(2)(C) -- interest with respect to passive activity
XLV. § 163(h)(2)(D) -- qualified residence interest
XLV. includes principal residence and 1 other residence

XLV. maximum of $1,000,000

XLV. allows equity and debt purchasers to have the same tax

XLV. but renter has tax because no deduction on personal rent expense

XLV. if we were to impute income for personal residence, then equity and debt purchasers would have a higher GI

XLV. policy: promotes home buying

XLV. Note: when the facts state that the loan is secured by a qualified residence per § 163(h)(2)(D), a whole different set of allocation rules apply (see below)

XLV. if a home buyer deducts seller-paid points, the buyer must reduce the basis of his home by that amount (p.S31)

XLV. Investment interest limitations
XLV. § 163(d)(1) -- amount deducted may not exceed amount of investment income
XLV. IRS has ruled (p.S30) that discharge of indebtedness income is “investment income” which may be offset by investment interest deductions, but only if such discharge can be traced to investment property by the tracing rules of § 1.163-8T

XLV. rationale: prohibits deduction of interest incurred in an investment activity against income generated from a business activity

XLV. Yeager - T actively trading securities

XLV. I: T engaged in investment or trade or business activity?

XLV. H: investment, even though “actively”

XLV. note: merely a deferral to future years

XLV. Interest paid or incurred to buy or carry tax exempt obligations limitations
XLV. § 265(a)(2) -- disallows a deduction for interest incurred or continued to purchase or carry tax exempt obligations
XLV. note: disallowance (not merely deferral)

XLV. designed to prohibit high bracket T’s from borrowing funds (and deduction the interest) and then earning tax-free interest with the proceeds

XLV. a.k.a., “tax arbitrage”

XLV. e.g., $1,000 loan undertaken at 8%; purchase of $1,000 of tax-exempt bonds at 6%; T is at 40% bracket

XLV. $800 interest expense less $600 interest income = $200 loss

XLV. savings on interest deduction is $320

XLV. $320 v. $200 -- actually made money!

XLV. neutral provision, since without it T’s would engage in transactions purely for tax purposes

XLV. example of the rules creating their own problems (caused by § 103)

XLV. Determining the character of the interest -- the “tracing rules”
XLV. § 1.163-8T(c)(1) -- “allocation of debt and interest expense; allocation in accordance with use of proceeds”
XLV. general ROL: the character of the interest is determined by the use of the loan proceeds that generate the interest, not by the property which secures the debt

XLV. § 1.163-8T(c)(4) -- “allocation of debt; proceeds deposited in borrower’s account” -- series of rules which allocate loan proceeds deposited by borrower in a bank
XLV. (i) -- “treatment of deposit” -- until disbursed, debt proceeds placed into an account are treated as being used for investment purposes
XLV. i.e., the interest paid thereupon will be deductible until the funds are taken and used for a purpose for which an interest deduction is disallowed

XLV. (ii) -- “expenditures from account; general rule” -- where the debt proceeds are placed into an account that contains unborrowed funds, any expenditures from the account are deemed to come first from the debt proceeds, until exhausted
XLV. see rule at play in problem #5 below

XLV. (iii) -- “expenditures from account; supplemental ordering rules”
XLV. (A) -- “checking or similar accounts”

XLV. (B) -- “expenditures within 15 days after deposit of borrowed funds”

XLV. (C) -- “interest on segregated account”

XLV. (iv) -- “optional method for determining date or reallocation”
XLV. (v) -- “simultaneous deposits” -- if proceeds from multiple loans are deposited simultaneous, any uses of the funds may be assigned in any order T chooses
XLV. JG: I think this only matters when the interest rates of the different loans are not equal (???)

XLV. (vi) -- “multiple accounts” -- the rules above operate separately for each account owned by T
XLV. LLM: the key is to keep loan funds separate from checking or savings funds

XLV. Note: when the facts state that the loan is secured by a qualified residence per § 163(h)(2)(D), a whole different set of allocation rules apply (see below)

XLV. Problems, p.527 - application of the tracing rules

XLV. #4 - interest paid for loan proceeds used to purchase municipal bond

XLV. interest is not deductible because the use of the proceeds was for tax-empt bonds, and such interest is disallowed a deduction by § 265(a)(2)

XLV. if the bond was collateral for a loan, why would § 265(a)(2) still apply/ (???)

XLV. #5 - T has $6,000 in checking account; T borrows $10,000 (which requires $100 monthly interest payments) and deposits proceeds in same checking account; monthly interest deductible in the following situations?

XLV. invests $2,000 of the checking account for local bonds  $80 deductible, representing 8/10 or 80% of the $10,000 left in the account, only to the extent T has interest income to offset

XLV. note: until disbursed, amounts left in an account are deemed as investment amounts

XLV. $20 is not deductible per § 265(a)(2)

XLV. then purchases $5,000 painting for home  $30 deductible, representing 3/10 or 30% of the $10,000 left in the account, only to the extent T has interest income to offset

XLV. incremental $50 is not deductible per § 163(h)

XLV. then buys $1,000 of stock  same as above, because the 1/10 allocated to the stock purchase is interest incurred on debt used for investment purposes and therefore deductible (went from funds deemed investing in the bank to funds investment in the stock market) per § 163(d), only to the extent T has interest income to offset

XLV. then spends $5,000 on business expenses  we now have used the remaining $2,000 of the loan proceeds, so all interest paid thereupon may be traced to a particular use, and we must  the $20 of interest attributable to this transaction is deductible per § 163(a)

XLV. the other $3,000 came from “unborrowed” funds and has no impact on the deductibility of the $100 monthly interest payment

XLV. #6 - same as #5 but T has 2 checking accounts

XLV. moral of the story  sep up separate accounts

XLV. Note: when the facts state that the loan is secured by a qualified residence per § 163(h)(2)(D), a whole different set of allocation rules apply and instead you follow rules related to the security of the debt, focus on the definition of “qualified residence indebtedness”

XLV. § 1.163-10T(b) -- makes clear that any interest qualifies as qualified residence interest is not subject to the investment, personal, or passive interest limitations
XLV. so long as you are borrowing less than $1,000,000, all interest paid thereupon is deductible, even if the proceeds are used for personal consumption

XLV. § 265(a)(2), however, still applies!

XLV. e.g., loan secured by home used to purchase tax-exempt bonds; § 265(a)(2) still applies and any interest paid on debt related to the purchase of the bonds is still not deductible

XLV. Review Problem, p.528
XLV. Facts:

XLV. Z company (accrual method) is owned as follows:

XLV. 40% by T (cash method)

XLV. 40% by T’s brother

XLV. 20% by unrelated parties

XLV. T lends Z $50,000 to be repaid at 10% interest compounded annually

XLV. year 1, Z owes T $5,000 of interest

XLV. Z mails such a check on 12/31/x1 which T receives on 1/3/x2

XLV. Assumptions:

XLV. the interest is business interest per § 163

XLV. this is not a below-market loan per § 7872(c)

XLV. When does Z deduct the interest?

XLV. an accrual method taxpayer may take a deduction when its liability is fixed, the amount may be reasonably determined, and economic performance has occurred

XLV. with respect to loans, economic performance occurs each day that the loan is outstanding

XLV. i.e., sending the check in this situation is irrelevant

XLV. § 267 -- “losses, expenses, and interest with respect to transactions between related taxpayers”

XLV. this provision is triggered because the relationship qualifies as a related party per §§ 267(c)(2) and (c)(4) which combine the 2 brothers’ interest, which is 80%

XLV. 80% is greater than the limit set by § 267(b)(2) of 50%

XLV. § 267(a)(2) applies -- if by reason of the method of accounting of the payee, the interest will not be included in the payee’s income, then the deduction will be allowed as of the day when the payee included the income

XLV. i.e., since T is cash method and would include the income in year 2, Z cannot take the deduction until T includes the income (matching!)

XLV. LLM: reminds us of deferred compensation under § 404(a)(5) (???)

XLV. Note: § 267 deals with a variety of perceived abused transactions

XLV. Note: linking of  §1272 and §163(e), timing of deduction with timing of reporting income!

XLV. How would the answer change if T was not a stockholder?

XLV. Z takes interest deduction in year 1

XLV. T includes interest income when money actually received (year 2)

XLV. Timing of interest deduction
XLV. Introduction

XLV. if deductible, when deductible?

XLV. under certain circumstances, IRC mandates the timing and inclusion

XLV. e.g., OID

XLV. under certain circumstances, IRC mandates imputation

XLV. Prepaid interest
XLV. § 461(g) -- requires cash method T’s to calculate according to GAAP
XLV. § 461(g)(2) -- discusses the treatment of “points”

XLV. how could T on bottom 528 offset other income with interest payments (???) I thought it had to be only against other investment income; or is the deduction by category (i.e., investment for investment) (???)

XLV. Capitalization of certain interest
XLV. § 263A as discussed previously

XLVI. Judicial Techniques in Combating Tax Avoidance - Not assigned

Assignment of Income - Not assigned

Introduction to Capital Assets Transactions
XLVII. Mechanics of Capital Gains and Loses (602)

XLVII. Introduction
XLVII. Only occurs on sale or exchange; not just any disposition

XLVII. Capital gains is not an issue when the rate is higher than all other income tax rates

XLVII. § 1202 -- provides for 50% exclusion on gains from disposition of stock of qualified small businesses if held for at least 5 years
XLVII. enacted to spur investment in developing companies

XLVII. § 1202(b)(1) -- limit on the exclusion

XLVII. Capital gains preference: definitional aspects
XLVII. Note: by “preference” we mean that T would prefer the characterization of a gain as a LTCG

XLVII. capital losses are treated restrictively

XLVII. Determining the character of the gain or loss
XLVII. determine whether it is a gain or loss  § 1001

XLVII. determine whether it is capital or ordinary  § 1221 -- lists qualifying assets

XLVII. § 1221(1) -- excludes those capital assets that are inventory or those held by T primarily for sale to customers in the ordinary course of T’s trade or business (e.g., securities firm)

XLVII. you can’t be a “dealer” of the assets (common sense)

XLVII. if T plans to enter into a transaction which will convert a qualifying capital asset into a “stock in trade” (i.e., converting rental units into condominiums per p.S32), then T may structure the transaction to avoid such a consequence

XLVII. if capital, determine whether it is long-term or short-term  § 1222 -- if property held by T for more than the requisite period (currently 1 year), then it is long-term, if not, then short-term
XLVII. Categorizing the gains and losses
XLVII. 4 classes: LTCG, LTCL, STCL, STCG

XLVII. first, separately determine net results of LT’s and ST’s

XLVII. § 1222(7) -- if LTCG > LTCL, then T has net LTCG
XLVII. § 1222(8) -- if LTCG < LTCL, then T has net LTCL

XLVII. § 1222(5) -- if STCG > STCL, then T has net STCG

XLVII. § 1222(6) -- if STCG > STCL, then T has net STCL
XLVII. a “net capital gain” only occurs when  T has a net LTCG and it exceeds a net STCL (§ 1222(11))

XLVII. If T’s gains > losses, but his STCG > STCL, then such gains are simply taxed in the same manner as is ordinary income

XLVII. i.e., they don’t get the special treatment

XLVII. § 1223 -- “holding period of property”

XLVII. Limitations on capital loses
XLVII. § 165 -- “losses”

XLVII. §§ 165(b) and (c) -- limitations are consistently imposed upon both capital and ordinary losses

XLVII. § 165(f)  -- all capital losses are subject to the restrictions imposed by §§ 1211 and 1212 (limiting the ability of both corporate and individual T’s to currently deduct all of their otherwise allowable capital loss deductions)

XLVII. § 1211 -- “limitation on capital losses”

XLVII. The rules below assume that a “net capital gain” does not exist

XLVII. § 1211(b) -- if capital losses exist but are < capital gains, then they may offset capital gains dollar-for-dollar

XLVII. § 1211(b) -- if capital losses > capital gains, then capital losses may offset capital gains dollar-for-dollar, if any capital loss amounts still remain then an extra $3,000 (maximum) may offset ordinary income

XLVII. any amount in excess of $3,000 is deferred (no carry back)

XLVII. note: § 62(a)(3) allows a capital loss deduction even if T uses the standard deduction under § 63(b)

XLVII. i.e., it’s not subject to the 2% AGI floor; it’s above-the-line

XLVII. Capital gains preference: computational aspects
XLVII. § 1(h) -- “maximum capital gains rate” -- if T has a net capital gain, then the tax imposed shall not exceed:

XLVII. a tax applying the normal rates under § 1(c) to the greater of the following 2 number:

XLVII. TI less the amount of the net capital gain

XLVII. the amount of T’s TI which, according to § 1, is normally taxed at a rate below 28% (will be different depending on filing status)

XLVII. plus 28% applied to the excess of TI over the income amount used in determining part  (1)

XLVII. Result of applying § 1(h)

XLVII. to the extent that capital gains would be taxed at a higher rate, such gains are removed from TI and taxed at 28%

XLVII. note: part (b) will be larger than part (a) when T has a low GI but a high amount of net capital gain because part (b) has no capital gain component

XLVII. See book (604-05) and notes (???)

XLVII. Summary
XLVII. see summary paragraph on 606 (???)

XLVII. Problems, p.606 

XLVII. Basic facts:

XLVII. T has $90,000 salary

XLVII. Determine GI, AGI, TI, and the tax liability in consideration of each of the following capital asset transactions:

XLVII. $10,000 LTCG
XLVII. GI = $90,000+ $10,000 = $100,000

XLVII. TI = $100,000 - $3,000 (standard) - $2,000 (exemption) = $95,000

XLVII. net capital gain of $10,000 is present, so when T computes his tax liability, he must will apply § 1(h) as follows:

XLVII. the tax imposed shall not exceed:

XLVII. a tax applying the normal rates under § 1(c) to the greater of the following 2 number:

XLVII. TI less the amount of the net capital gain  95,000 - 10,000 = 85,000
XLVII. the amount of T’s TI which, according to § 1, is normally taxed at a rate below 28%  22,100 (unmarried individual)
XLVII. 85,000 is larger, so 85,000 x § 1(c) rates yields a tax liability of 21,872 (tables)
XLVII. plus 28% applied to the excess of TI over the income amount used in determining part  (1)  95,000 - 85,000 (the larger amount) = 10,000 x 28% = 2,800
XLVII. tax imposed  21,872 + 2,800 = 24,672 which is a savings of $300 (3% x 10,000 net capital gain) when compared to taxing the entire AGI of $95,000 according to the tables (24,972)
XLVII. $8,000 LTCL
XLVII. GI = $90,000 + $0 = $90,000

XLVII. TI = $90,000 - $3,000 (standard) - $2,000 (exemption) - $3,000 (net capital loss) = $82,000

XLVII. § 1211(b) in effect because all capital losses > all capital gains

XLVII. we have 0 capital gains, so we go immediately to the ordinary income offset maximum of $3,000

XLVII. the remaining $5,000 will be carried forward

XLVII. § 1(h) not invoked because there is no net capital gain
XLVII. $4,000 LTCL; $10,000 STCG
XLVII. GI = $90,000 + $10,000 = $100,000

XLVII. TI = $100,000 - $3,000 (standard) - $2,000 (exemption) - $4,000 (offset of STCG) = $91,000

XLVII. § 1211(b) not invoked because all capital losses < all capital gains

XLVII. but § 1211(a) allows us to use all of the losses against the gains

XLVII. § 1(h) not invoked because there is no net capital gain
XLVII. $2,000 LTCG; $1,000 LTCL; $7,000 STCL
XLVII. GI = $90,000 + $2,000 = $92,000

XLVII. TI = $92,000 - $3,000 (standard) - $2,000 (exemption) - $2,000 (offset of LTCG) - $3,000 (net capital loss) = $82,000

XLVII. § 1211(b) in effect because all capital losses ($8,000) > all capital gains ($2,000)

XLVII. we have $2,000 capital gains, so we first offset it with  $2,000 of losses

XLVII. of the remaining loss of $8,000, we offset ordinary income by $3,000

XLVII. the remaining $5,000 will be carried forward

XLVII. § 1(h) not invoked because there is no net capital gain
XLVII. § 1(c) will be applied to the $82,000 amount; $5,000 of loss is deferred

XLVIII. The Favorable Tax on Capital Gains: Policy Aspects (607)

XLVIII. Questions, p.607 (bottom)

XLVIII. See remainder of this policy section

XLVIII. Joint Committee on Taxation, p.609 

XLVIII. Proponents of the capital gains preferential treatment
XLVIII. lock-in - occurs when T will not sell because he must pay a large tax, instead will hold until death and descendant will take at a stepped-up basis

XLVIII. LLM: the biggest problem for which the preference probably does not offset

XLVIII. LLM: you could treat like OID, but a huge difference is that with OID you always have a gain
XLVIII. LLM: Congress has unsuccessfully tried to change § 1014

XLVIII. LLM: but who cares if we get locked-in? Are we dealing with a problem that affects the economy as a whole or only the wealthy?

XLVIII. if we lower the rate, then we raise revenue, then we can lower all rates for everyone

XLVIII. bu the perception is that it deals with only the wealth

XLVIII. incentives for equity investments - promotes risk transactions which are generally good for the economy

XLVIII. LLM: the presence of any income tax on a transaction can be said to discourage risky transactions

XLVIII. LLM: maybe the better solutions is to have no limits on capital losses

XLVIII. competitiveness
XLVIII. bunching - occurs when you must pay tax on a realized gain entirely at the time of sale, even though the property may have been appreciating ratably over an extended period of time

XLVIII. a preferential rate partially offsets this unfairness

XLVIII. LLM: but maybe this is offset by the fact that it acts as a deferral and T is actually receiving an interest-free loan from the government

XLVIII. LLM: the real culprit is the realization rule (see Eisner)

XLVIII. inflation - over time the basis in property should be indexed, because part of the tax to be paid on realized gain represents a natural increase in the base caused by  inflation

XLVIII. a preferential rate partially offsets this unfairness

XLVIII. double-taxation of corporate earnings
XLVIII. gives a break for unexpected or nonrecurring income items

XLVIII. LLM: it is not unexpected and, even if it was, we tax other one-time events (e.g., windfalls are included in GI)

XLVIII. Opponents of the capital gains preferential treatment
XLVIII. measurement of income
XLVIII. neutrality
XLVIII. reduction of “conversion” opportunities
XLVIII. simplification and consistent treatment of taxpayers (i.e., horizontal equity)
XLVIII. disturbs the progressive tax rate system

XLVIII. increases litigation

XLVIII. LLM: one should only be taxed when the proceeds are used or consumed
XLIX. Remaining Sections - Not assigned

Advanced Property Transactions
L. The Impact of Liabilities (686)

L. Applicable statute and regs
L. § 1012 -- “basis” equals cost
L. § 1.1012-1(a) -- “cost” equals amount paid for such property in cash or other property, subject to the enumerated exceptions

L. Acquisitions of property
L. Introductory terminology

L. mortgage - a security interest in property given by a borrower (property owner) to a creditor to secure a loan

L. recourse loan - on default, if proceeds from sale of property are not sufficient to pay off the debt, borrower is personally liable

L. nonrecourse loan - borrower will not be personally liable

L. Crane - T inherited residence encumbered by mortgage from husband; T operated the property, collecting income and deducting taxes, operating expenses, interest, and depreciation; eventually sold the residence

L. ROL: a liability (including a nonrecourse loan) incurred on the acquisition of property is included in the basis of the property
L. issues

L. what is the basis of property acquired subject to nonrecourse liability?

L. what is the amount realizable on the disposition of property subject to nonrecourse liability?

L. arguments

L. T sought to report minimal gain (salvage proceeds less sale expenses), arguing that she never assumed the mortgage and her initial equity in the residence was $0 (an appraisal at time of inheritance indicated that the FMV = the mortgage obligation)

L. IRS sought to tax T on a much higher amount, setting her AB at the original FMV less depreciation deductions

L. argued that the realized amount on sale was the salvage plus the amount of the mortgage assumed by the buyer

L. USSC: amount realized = nonrecourse or recourse indebtedness given up + cash received

L. A: T’s unadjusted basis pursuant to §1014(a) was the FMV at the time of her husband’s death

L. adjusted basis under §1011(a) includes an adjustment for depreciation pursuant to §1016(a)(2)

L. the amount realized §1001 equals the $ received plus FMV of property, including the mortgage value regardless if she assumed it or not

L. A: T received a benefit as if mortgage were discharged or as if personal debt in an equal amount had been assumed by another

L. A: T cannot exclude those depreciation deductions previously taken

L. the court considered alternative ways of treating the note, such as adjusting the basis upwards as T actually makes payments, but it was rejected because of the following reasons:

L. depreciation deduction needs to be tied to basis and using the above method would not allow for a large enough deduction

L. complicated calculation

L. allowing this method gives the control to T, since he can withhold or advance payments depending upon his tax strategy

L. Mayerson - T bought building from seller for minimal cash and T gave seller a nonrecourse purchase money mortgage (i.e., seller financed the purchase himself); interest payments due annually, principal due at end of loan term; the loan had a few options

L. IRS argued that T did not have depreciable interest since the transaction amounted to a lease with an option to buy as no debt was created because the note was not binding or enforceable, nor was obligation definite

L. depreciation is predicated upon an investment in property, not mere ownership

L. H: T’s basis included the cash paid and the mortgage amount, even though T was not personally liable
L. important fact: property was acquired at FMV, in an arm’s length transaction, creating a BFP and a bona fide debt obligation

L. A: absence of personal liability irrelevant since “it can be assumed that a capital investment in the amount of the mortgage will [still] occur”

L. i.e., the T will still be motivated to eventually pay off the mortgage and own the property free and clear of encumbrances

L. i.e., the T is given “advance credit” (in the sense that we trust T to “come through” on his payment obligations)

L. Impact of contingent liabilities on basis
L. Liabilities which are contingent or indefinite (unlike in Mayerson) are not included in the buyer’s basis

L. Lebowitz - only when there is doubt about whether a property will produce any profits will the liability be treated as contingent

L. Albany Car Wheel - T purchased property for cash and assumed liability with regard to employee severance pay; T sought to include the liabilities in the basis of the property

L. ROL: if a contingent liability is too speculative it is not included in basis
L. court: severance pay dependent on the number of employees remaining on the company’s payroll in the event of a future plant closing was a contingent liability

L. A: the liability “was so speculative that its obligations under the union contract cannot fairly be regarded as part of the ‘cost’ [within the meaning of § 1012] of the assets acquired”

L. Further implications of liabilities on basis
L. Note: all recourse debt is included in basis, regardless of whether it exceeds FMV
L. Franklin - (cash + nonrecourse debt; debt > FMV) - classic tax shelter scenario; T bought motel and agreed to pay small amount up-front, monthly payments, and a balloon payment at the end of 10 years under the terms of a nonrecourse loan whereby default only resulted in the forfeiture of the small initial payment; sale-leaseback situation whereby the rent would equal the purchase payments (no cash changing hands); sellers continued to maintain property and buyers never took possession

L. ROL: if nonrecourse debt > FMV, then exclude from basis the entire debt
L. Crane is N/A where nonrecourse debt > FMV

L. i.e., we can’t presume that T will pay off the mortgage obligation

L. best indication of whether T will pay the debt is whether the mortgage amount at acquisition approximates the FMV of the property; if so then that infers a motivation to pay off the debt

L. i.e., if debt does = FMV, it “would rather quickly yield an equity in the property which the purchaser could not prudently abandon”

L. there must be a “bona fide indebtedness on which [the buyer may] base interest deductions” (706)

L. under these circumstances, if T walks away, he only loses the chance to acquire equity

L. depreciation predicated on investment in property not mere ownership

L. allowing the depreciation deductions would be an offset to ordinary income, yet on disposition there would be a capital gain!

L. LLM: recapture notions - that later gain is “caused” by annual depreciation deductions and that the gain has nothing to do with appreciation

L. LLM: why would the seller do the Franklin transaction?

L. cash up front

L. maintains property control

L. other

L. Pleasant Summit - similar facts as in Franklin
L. ROL: if nonrecourse debt > FMV, then exclude from basis the debt portion in excess of FMV
L. the portion equal to FMV is “true debt”

L. rationale: the bank will not foreclose if T pays as much debt as the FMV, so we assume T will pay at least that much

L. represents a compromise position

L. LLM: the problem with the holding is that it is based on the conclusion that a mortgage holder (i.e., not the purchaser) will not foreclose on the property if the owner (i.e., purchaser) is willing to pay off the debt in an amount up to the property’s value

L. this is speculative, at best

L. moreover, basis is determined at the time of acquisition, not disposition

L. perhaps the court should have focused more on whether T was an owner or just someone with an option to purchase the property

L. Lebowitz - seller-provided nonrecourse debt > FMV of property

L. H: the genuineness of the debt turns on whether the value of the property at the time of purchase approximates the principal amount of the nonrecourse note, not the purchase price
L. Support of the Franklin ROL

L. IRS position: will not follow Pleasant Summit and will support Franklin
L. Problems, p.710
L. #1 - basis is $200,000 in all 4 cases

L. when you “assume” a mortgage you are personally liable on its default if the property cannot be sold for amount equal to the debt

L. when you take property “subject to” a mortgage you are not personally liable

L. #2 - example of Crane (see cash discussion above)

L. as T makes payments, part of it is deductible interest (see § 163) and part of it is principal (no effect)

L. if T ends up paying an amount less than the obligation requires, T has discharge of indebtedness [ordinary] income (see § 108)

L. LLM: important distinction in this area is that the ownership of the property must be in connection with a trade or business, not merely for investment purposes

L. however, cases have held that owning one property is a trade or business

L. #3 - contingent liability

L. if facts indicate that the contingency is too speculative, then exclude the debt

L. cite Albany Car Wheel
L. if the contingency later becomes firm, increase the basis like you would a capital expenditure

L. otherwise, the general ROL is that such contingencies are to be included in the acquisition cost

L. #4 - $100,000 cash + $400,000 nonrecourse debt for property worth $200,000 (facts of both Franklin and Pleasant Summit)

L. Basis? Since nonrecourse debt > FMV, there is no reason to presume that T will pay it off; as a result, we are not controlled by Crane
L. Franklin: $100,000 (none of the debt)

L. Pleasant Summit: $300,000 (cash + amount of debt not exceeding FMV)

L. What if the note was recourse?

L. Franklin would no longer control and the amount of basis = cash + debt

L. in one case, however, the IRS has said that T will not even grant the benefit of an inflated recourse basis, despite the buyer’s personal liability

L. What if the property appreciates to an amount equal to the debt piece over time?

L. basis does not increase merely as a result of appreciation!

L. Franklin does not address this issue

L. #5 - $100,000 cash + $150,000 nonrecourse debt for property worth $200,000
L. Focus is on the “prudent abandonment” rule

L. Crane’s presumption? (???)

L. Franklin - so long as the debt does not exceed the FMV by too much, then the nonrecourse debt is included

L. LLM: it’s not clear as to what  “by too much” means

L. if we follow Franklin’s ROL strictly, then basis = $250,000

L. Dispositions of encumbered property
L. Applicable statutes

L. § 1001 -- “determination of amount, and recognition of, gain or loss”
L. § 1001(a) -- the gain or loss from a sale or disposition of property is defined as the difference between the amount realized and the adjusted basis
L. § 1001(b) -- defines “amount realized” as the sum of any money received plus the FMV of the property (other than money) received

L. § 1.1001-2 -- “discharge of indebtedness”
L. § 1.1001-2(a)(4) -- “special rules”
L. (i) -- disposition of property which secures recourse liability discharges the transferor (seller) from the liability
L. (ii) -- disposition of property which secures recourse liability discharges the transferor from the liability if another agrees to pay the liability (whether or no the transferor is, in fact, released from such liability)
L. (iii) -- disposition of property includes for gift or for payment purposes
L. (iv) -- disposition of property does not include those between partners

L. (v) -- [partnership rules]

L. § 1.1001-2(c) -- “examples”
L. #7 -- T buys cattle from Z for $1,000 cash and $19,000 nonrecourse note; 3 years later, T transfers back the cattle to Z when T’s basis is $16,500 (some cattle died) and the cattle’s FMV is $15,000

L. amount realized is $19,000 because the transfer of the cattle satisfied $19,000 worth of debt, notwithstanding the fact that this was > FMV of the cattle

L. realized gain is $2,500 (amount over basis)

L. #8 - T transfers cattle worth $15,000 to Z to satisfy debt to Z of $19,000

L. amount realized on transfer is $15,000

L. additional ordinary income on discharge of indebtedness of $4,000

L. § 1016(a)(2) -- adjustment of basis allowed by deductions, etc.

L. Parker v. Delaney - (FMV on disposition > existing mortgage) - T acquired property via a nonrecourse note and a mortgage only; T defaulted and bank took property in exchange for discharging the remaining mortgage balances; T sought to exclude the mortgage discharge from his realization amount for purposes of calculating his gain on disposition

L. H: includable in realization amount

L. ROL: basis of the buyer and amount realized by the seller include both recourse and nonrecourse loans assumed by the buyer
L. A: applying logic of Crane, the court held that the unpaid amount of the liens is carried forward from the time of acquisition to the time of disposition -- treated as cost upon purchase and as value upon disposition

L. Tufts - (FMV on disposition < existing mortgage) - T sold property encumbered by a nonrecourse obligation that exceeded the FMV of the property sold

L. MAJORITY: amount realized equals the total discharged debt even though such amount is greater than the FMV of the property
L. A: because a nonrecourse note is treated as true debt upon assumption (so that the loan proceeds are not taken into income at that time), a T is bound to treat the nonrecourse note as a true debt when the T is discharged
L. i.e., symmetry!

L. DISSENT: amount of the outstanding mortgage realized on the disposition is limited to the FMV of the property and any excess is ordinary discharge of indebtedness income
L. the dissent ROL is followed whenever such debt is recourse
L. Woodsam - (2nd financing) - T sought to include subsequent loans taken out and secured on the property in its basis for the property

L. I: whether the basis [for determining gain or loss on disposition of property] is increased when, subsequent to acquisition, the owner takes a loan in an amount greater than his adjusted basis and such loan is secured by a mortgage on the property upon which he is not personally liable

L. subsequent to acquisition

L. nonrecourse loan taken in amount > AB

L. loan is secured on the property (mortgage)

L. ROL: borrowing against a property T already owns is not a realization event and does not increase basis
L. i.e., a second financing does not increase the basis in the property by which it is secured unless the proceeds are invested in such property

L. H: § 1001(a) requires a disposition before there can be realization

L. note: even though T was able to convert a portion of her unrealized appreciation into cash

L. i.e., since the property increased in value, she was able to secure more debt

L. Problems, p.728
L. #1 - T bought property for $100,000 cash and a $100,000 nonrecourse purchase money mortgage; after a few years, FMV increased and T obtained additional financing of $150,000 secured on the property

L. basis change?  No, Woodsam
L. income?  No, corresponding obligation present

L. note: Crane does not apply here because we assume that T did not use the proceeds of the second financing for development of the property

L. #2 - same as #1 except that by year 7, T had cost recovery of $50,000 and had paid $50,000 of the second mortgage; T then sold for $50,000 cash and release of both remaining mortgages ($200,000 total); original basis = $200,000

L. AB at time of sale? $150,000 (§ 1016(a)(2))

L. does the $50,000 paid off on the second mortgage affect T’s basis?  No, since the borrowing wasn’t added to the basis when received (Woodsam)

L. T’s gain? $100,000 (200+50-150)

L. note: if we don’t include the second mortgage as amount realized upon sale, the T gets the loan proceeds tax-free

L. note: the second mortgage release is not discharge of indebtedness because it is part of the disposition proceeds
L. what if Franklin applied and the $100,000 original mortgage was not included in the basis?

L. then it would be included in the amount realized, consistent with Tufts’ notion of symmetry

L. #3 - same as #1 except that in year 7 T defaults on the mortgage and the mortgagee forecloses on the property when it is worth $175,000; the combined balance of the mortgages at foreclosure is $200,000; cost recovery of $50,000

L. does FMV matter in determining T’s gain?

L. Tufts majority -- even though FMV < debt, you follow symmetry and you include the nonrecourse debt as amount realized

L. $200,000 - $150,000 = $50,000 capital gain

L. Tufts dissent -- bifurcation

L. $175,000 - $150,000 = $25,000 capital gain

L. $25,000 discharge of indebtedness ordinary income

L. this portion might be deferred per § 180(a)’s “qualified real business property”

L. voluntary exchange?

L. Freeland - no difference, viewed as a sale or exchange

L. what if you change the debt to recourse debt?

L. then you follow the Tufts dissent and bifurcate!

L. see § 1.1001-2(a)(3), examples 7 and 8

L. #4 - what is the property’s basis in the hands of the buyer in the foreclosure sale or in the sale from the lender?

L. I: how do you treat the $200,000 indebtedness?

L. See “Cancellation of Indebtedness” section below

L. See the basis cases

L. if the note “does not approximate” FMV, then none of the note is included in the basis (Franklin)

L. Tufts’ symmetry is only dealing with a single T

L. Possible difference: debt on property not place on it with this transaction, it’s pre-existing, so maybe not Franklin, and shouldn’t be limited by Franklin opinion (since foreclosure, different rules may apply) 


64

