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I.  WHY AN INCOME TAX?
General principles:

-equity- horizontal:  persons w/ same inc. should pay same tax;

           vertical:  " w/ greater inc. should pay more tax.

-neutrality/efficiency:  a tax provision shouldn't cause T to behave differently than would if there was no such provision unless it's intended to cause diff. behavior.

-simplicity:  for T and IRS

-progressivity:  "ability to pay"

Why inc. tax?:

Equity.

-Consumption taxes (e.g. sales tax) regressive, not take into acct. "ability to pay."

-Wealth tax (e.g. property tax) need be apportioned by pop. amongst sts. under const.

TAX EXPENDITURES/Tax Penalties:

Definition:  deviation from normative tax provision that's necessary to define inc., used to provide incentive of some kind.

-Usually regressive ("upside-down subsidy") since ded. reduces tax more for those in higher tax bracket.

-Hard to estimate since can't predict how behavior will change in response to the tax exp. provision.

Relative to direct exp.- 

-Direct exp. not be regressive (credit also not regressive), esp. since tax exp. necessarily doesn't benefit those too poor to pay tax.

-Direct exp. easier to predict for budget purposes since don't know effect of a tax exp. on behavior which will effect total revenues.

-More gov. control w/ direct exp. since doesn't depend on T's response.

-Direct exp. more visible to public so more accountable.

-equity ques.

-efficacy ques.

II.  IS IT TAXABLE INCOME?
GI ((61)= all you get minus exclusions
AGI ((62)= GI - deds. above the line

Taxable inc. ((63)= AGI - pers. exemption - below the line itemized deds. or standard ded.

Taxes= (taxable inc. x rate (beware diff. 'tween ave. and 





marginal rates)) - credits
I= change in wealth + consumption

*Always look 1st to (61!


A.  Inclusions in GI.



1.  Compensation/wages

(61(a)(1)- GI incl. compensation.

(1.61-1  inc. can be in any form.


Stock- so if T receives stock as part of compensation, incl. value of stock in yr. rec'd, basis of the value i.e. the amt. included in inc.


Payment of T's taxes- if employer agrees pay T's taxes, taxes incl. tax on compensation of amt. of T's taxes paid by employer, which will then be paid by employer, etc. 'til pyramid approaches tax of 0.



2.  Property exchanged for services ((83)

E.g. stock, real estate.

Inc. unless:

1) Substantial risk of forfeiture- full enjoyment conditioned on future perf. of substantial services (no risk if transferor to pay f.m.v.; or

2) Non-transferable- either can't transfer to other than transferor or can but not free of subs. risk of forfeiture.

If 1) or 2), prop. considered owned by transferor until either no longer exists, then incl. full unrestricted f.m.v. minus amt. paid by T for the prop.

*Also, while prop. considered owned by transferor, transferee must incl. inc. from the prop. and the use of the prop. (e.g. dividends, foregone rent- under (119)((1.83-1, etc.).

-If transferee sells before 1) or 2) ceases, inc. of amt. realized minus amt. transferee paid for the prop. ((83(a), (1.83-1(b)).

-If transferee sells after subs. vesting, incl. amt realized minus (amt. transferee paid for the prop. + amt. included upon subs. vesting.

-If transferee forfeits after pays tax when became substantially vested, loss of basis (amt. paid + amt. incl. when became subs. vested)((1.83-1(e)).

(b) election to incl. in yr. of transfer even if not subs. vested:

-Considered owner, so no foregone rent inc. since it imputed.

-If forfeited, no ded.

-If subsequent sale, basis amt. originally paid to transferor/empoyer + amt. included upon election.

Policy- no clear reason why can't ded. basis when forfeited.

Factors in decision whether to elect under (b):

In favor of electing:

-if don't expect to fail to fulfill condition and thus forfeit before subs. vested (since if elect and then forfeit, no ded. for the loss); and
-if expect tax when subs. vests be higher than future value of tax if elect, which be the case if prop. value be higher when subs. vesting would occur and tax rate not enough lower to offset incr. in taxable inc. from the rise in prop. value and int. could've made on amt. tax pay if elect not greater than the diff. in tax amt. between if elect or if wait 'til subs. vest (since would have to incl. that higher amt. upon subs. vesting if didn't elect, so defer tax on the gain).

Alternative of paying below-market rent, see (119(d):

Preferable if could make more $ (after substracting the rent and tax on amt. below market) on a different investment of the amt. to be paid for the prop. than gain by paying for the prop. and gaining either foregone rent minus tax (if forfeit) or amt. prop. value above amt. paid plus foregone rent minus tax (if get subs. vesting).

Employer's ded.:  (h) ded. when employee incl. in inc.



3.  Group-term life insurance purchased for employees 


((79)

Cost of such ins. is inc.,

except:  exclude cost of $50,000 ins. + amt. paid by employee for such ins.

Policy- excluded portion is tax exp. to encourage "saving" for future.



4.  Windfalls

Inc.-(61 GI incl. inc. from whatever source derived; (1.61-1(a) GI incl. inc. realized in any form; "accession to wealth." 

No express exemptions cover windfalls, so taxable inc.

When realization? 

-Treasure-trove:

(1.61-14 treasure-trove inc. in yr. reduced to undisputed possession.

Equity- no horiz. equity 'tween A who pays tax now and B who defers tax.

EXS.:  (inc. now if it separate, i.e. have something didn't pay for at all, but not 'til disposition/sale if bargain purchase, i.e. if what paid for went up in value or found to be worth more)


  -T buys piano, finds cash in the piano, inc. when finds the cash not when bought piano.


  -T buys piano, finds diamond ring inside, inc. when finds it.


  -T buys piano, finds out it especially valuable (i.e. worth more than paid for it), no inc. 'til sale/dispostion.


  -T buys piano, finds out one of the keys is made of gold and so makes piano worth more than paid for it, probably not inc. 'til sold or key removed from the piano.

-Unsolicited samples:

Realization when "complete dominion" asserted over the prop.

EXS.: -taking deduction for donation of unsolicited samples (if don't take charitable ded., no risk of double tax benefit of getting ded. and not incl. in inc., so not inc.).

      -if unsolicted sample says "not for resale," then no complete dominion and no inc.



5.  Annuities ((72)

Definition:  when A transfers money/prop. to B for B's promise to pay certain sums at intervals, often for a fixed period or for a period measured by a life.




a.  Fixed period

(Ratable cost recover method)

Gain= amt. to be rec'd over fixed per. - cost

Divide gain up evenly amongst each payment,

so T reports the gain while the rest is cost recovery.




b.  Life

Use same ratable method except 

gain= amt. to be rec'd over expected life.

-Mortality gains are inc. (72(b)(2)(i.e. report whole amt. of payments if live longer than life expectancy, since have already recovered full cost by end of life expectancy).

-Mortality losses are ded. (72(b)(3)(i.e. ded. portion of cost that hasn't yet been recovered when die before life expectancy, were recovering cost ratably over life expectancy).

Efficiency-((72 is good for T since recovers cost quicker so time value of $ benefit) non-neutral since (72 allows T recover cost quicker than the economic reality of the transaction since the co. is investing T's $ for interest and so, w/ each fixed payment, amt. invested for T goes down so that portion of each payment that's int./inc. goes down.  So in reality more of 1st payment is inc. than T reports.  

(So T may try to present bank deposit as an annuity.)



6.  Loan proceeds

NOT inc. since no accretion to wealth since offsetting liability.



7.  Repayment of loan principal

NOT inc. to creditor since only recovery of capital.



8.  Discharge-of-indebtedness ((108)

(61(a)(12)- GI incl. discharge-of-indebtedness inc. (incl. discharged int. on the loan proceeds that accrued up to pt. of discharge???)

Ex:  Corp. issues bond (i.e. borrows) for $10,000, then redeems it for $9,000 because market int. went up, $1,000 inc.

Ex:  Gambling (Zarin, p. 34 supp.)- discharge-of-indebtedness held not inc. since the loans were unenforceable under N.J. law.

Contingent debt doctrine- if debt was uncertain, no discharge-of-indebtedness inc.

(108- NO discharge-of-indebtedness inc. if because of:

1) bankruptcy;

2) insolvency (liabilities greater than f.m.v. assets)-but only to extent of insolvency;

3) qualified farm indebtedness.

4) qualified reduction in purchase price (e.g. buy lemon car w/ loan from seller, then go back and renegotiate purchase price).

Policy- Tax exp. since be harsh to tax when whole reason for the discharge-of-indebtedness was T's poor financial situation.  

(102- NOT inc. if gift.



9.  Illegal Income

-Inc. if it has realizable value and T had sufficient control to realized that value.

-If steal in yr. 1 and caught and repay in yr. 2, inc. yr. 1 and ded. yr. 2.  If caught in yr. 2 and promise to repay, ded. only if reas. assurance of repayment.

Ex.:  embezzlement, treated not as inc. but loan if intended to repay.


B.  Exclusions from GI



1.  Fringe Benefits ((132)

(61(a)(1)- GI incl. compensation which incl. fringe benefits.

Valuation- fair market value, not value to employee even though value to employee may be less since may have chosen to use cash equiv. of f.m.v. in a different way, since employee can negotiate to get cash instead and admin. convenience.

(132 exclusion of fringe benefits if (otherwise inc.):

(b) no-additional-cost service

See (h) re fringes provided by other employer pursuant to an agreement w/ T's employer.

(c) qualified employee discount

(d) working cond. fringe-

Exluded if ded. under (162 if employee paid, so excluded if

primarily bus. purpose, i.e. non-compensatory purpose.

(*Regs. say ignore (67 2% AGI floor on (162 deds. for purposes of (132!)

Factors in favor of exclusion:

-employee not free to reject the benefit

Factors in favor of inclusion:

-employee would typically pay for it w/ after-tax $

-benefit provided to employee's family

-benefit is routine rather than sporadic, so possibly negotiated in place of compensation

(e) de minimis fringe-

e.g. subsidized eating facility by which employer recovers costs but suffers no losses.

(f) qualified transportation fringe

(k) More specific sections override (132, e.g. (119 re meals/lodging.

Policy- Employer's purpose partially not compensatory, + T's ability to pay tax is less when receives inc. in kind rather than in cash.

Preferences- T prefer compensation in tax-free fringe benefit form (up to a pt.), even more so if higher tax bracket.

Equity- lack equity 'tween A who gets $x taxable cash comp. and B who gets $x worth of tax-free fringe benefit.  Thus (132 nondiscrim. provisions to prevent this inequity to an extent.



2.  Meals and Lodging ((119)

(61(a)(1)- GI incl. compensation.

(119 exclusion of meals/lodging furnished by employer to employee, spouse, or dependents if:

1) Convenience of employer-

can be so even where partly motivated by compensation, e.g. where salary reduced by value of the fringe. 

2) Furnished on bus. premises- 

functional, not literal, so e.g. rent-free house for corp. president held bus. premises where important bus. functions and home-office there.

3) Meal, not cash for meals, furnished

4) Lodging- T required to accept as condition of employment

Policy- Where for convenience of employer, not intended as compensation.  While T would have meals/lodging expense regardless of whether provided by employer and so they seemingly should be inc., value to T less than market value since element of compulsion and Cong. value the benefit rec'd at 0 rather than estimate the below-market value.  So partial tax exp.?

Equity- no horiz. equity between A who gets $ uses to buy meals and B who gets meals exempt under (119.

Efficiency- not neutral since T might spend $ on diff. type of food than provided by employer.



3.  Gifts/Inheritances ((102)

NOT inc. 

Except:  where gift/inheritance of inc. from prop.




a. Gifts

-Definition of gift:  transferor's intent is 

"disinterested generosity," never employer to employee but can still have gift in bus. context though less likely.

(See 274- since donor can only ded. a gift as bus. expense up to $25, will likely classify it as bus. expense rather than gift and so negate donee's claim of donor's disint. gen.)

Basis ((1015)- gain- donee uses donor's basis (minus any depr. 

            taken by donee)




 loss- lower of donor's basis (minue any depr. 



  taken by donee) or f.m.v. at time of 



 

  gift.




 depr.-greater of donor's basis or amt. paid by 


       donee.

               Policy-don't allow transfer tax benefit of a loss, but allow transfer tax liability of a gain (so if f.m.v. less than donor's basis at time of gift, donor should sell and ded. the loss and then gift the cash unless thinks f.m.v. will rise above donor's basis).

-Support- not inc.

Equity- no horiz. equity between A who gets $x tax-free gift and B who gets $x taxable inc.




b.  Inheritances

Basis((1014)- f.m.v. at date of death.

Policy- death inappropriate time to tax.

Prob.- lock-in effect if f.m.v. when T wants to sell is greater than basis, because if waits 'til death neither T nor whomever he wills the prop. to will be taxed on the gain; no lock-in effect if loss, actually incentive to sell before death.

However, if used carryover basis, also possible lock-in effect since devisee will have to pay tax if sells.

-Result:  if devisee immediately sells, no gain to tax but also no loss to ded.

Gain or loss not just deferred, but never recognized.



4.  Qualified scholarships ((117)

-Amt. NOT inc. that used for tuition, books, etc.

-Not qualified scholarship if quid pro quo, i.e. scholarship canelled if student doesn't play b-ball.

Equity- no horiz. equity between A who works to earn $10,000 to pay tuition and pays tax on it and B who gets tax-free scholarship.

Efficiency- no since more people will go to college if not have to pay tax on scholarships, and people will go to more expensive colleges than otherwise.



5.  Imputed income

NOT inc.

Distinguished from fringe benefits:

if employee T buys real estate through his employer real estate broker and pays market price minus amt. he usually gets as commission, treated as compensation for services rather than reduction in purchase price which might be excludable under (132.

Policy- hard to valuate, plus hard to know where to stop calling things inc. (e.g. brushing your hair).

Equity- no horiz. equity, e.g. A who invests $50,000 in home pays no tax on the rent he in effect paying himself, whereas B who invests $50,000 in stock and uses profits to pay rent pays tax on profits from the stock; similarly, A paints own house, no tax, whereas B who works longer than A to earn $ to pay someone to paint house pays tax on amt. earned to pay painter.

-To create horiz. equity, could tax imputed inc.

To create horiz. equity between homeowners and renters, could tax imputed inc. or allow ded. for rent, but former be unpopular and latter lose too much revenue. 

Efficiency- no, incentive own home rather than rent; incentive do work for self rather than work to make $ to pay someone else to do it.



6.  Employees' death benefits ((101(b))

NOT inc. to beneficiary/estate,

but max. of $5,000 excluded.



7.  Damages/Compensation for injuries or sickness




a.  Pers. inj. damages ((104)

NOT inc.:

-worker's comp.

-damages (from suit or settlement) from pers. inj./sickness

-accident/health ins. (but see 6. below)

-pension, annuity, etc. from pers. inj. or sickness from military

-terrorist attack

Punitive damages- inc. unless from phys. inj./sickness.

Distinguished from bus. damages:

If part of pers. inj. award based on lost wages, still considered pers. and therefore excludable if action considered pers., e.g. tort rather than K (Title VII used to be K-like since remedies only backpay and reinstatement, but now tort-like since remedies incl. pain + suff. and pun. dams.

Policy/equity- 

-don't kick T while he's down, tax exp. rationale.

-recovery of human capital (incl. pain and suff. which replaces joy of life) shouldn't be taxed, e.g. if T loses a limb (but horiz. inequity w/ T who loses limb and gets no ins. or damages but gets no ded. for his loss).

-if jury awards salary on after-tax basis, it shouldn't be taxed (but no way to know what jury awarding).

-part of recovery that'd be ded. med. expense wouldn't normally be taxed anyway (though not all med. expenses deductible, so inequity w/ T who pays own med. expenses rather than getting reimbursed by damages). 

Payment in installments:

T will get either get x amt. today or x + int. if paid in installments.  Payor is indifferent, but T would prefer installment method if payor taxed on the int. at a lower rate than T would be taxed if took the $ now and invested it; payor would demand T pay the tax payor'd have to pay on the int. plus some compensation for essentially doing T's investing; so T will be better off than if invested the $ himself and payor'll be better off than if paid T full int.




b.  Business damages

Inc. if substitute for taxable inc., e.g. lost profits.

NOT inc. if substitute for nontaxable inc., e.g. recovery of capital, injury to good will.

-Punitive dams.- inc.



8.  Amts. rec'd under accident or health plans ((105)

Not inc. 

except to extent amts. rec'd 1) were paid by employer; or 2) were attributable to contributions by employer which weren't already included in inc.

(But not inc. if payment for loss of body member/function.)

Policy- tax exp.



9.  Employer contributions to accident/health plans 


((106)

NOT inc. to employee.

Policy- tax exp.



10.  Life insurance proceeds ((101)




a.  Proceeds upon death

No tax.

Equity- not equitable when the ins. has a savings element, i.e. when T pays annual premium in return for fixed amt. upon death.  Premiums in beginning go proportionately more for savings than ins. since less chance of death; if T dies, part of proceeds is int. from this savings element.

Efficiency- non-neutral, incentive invest in life ins.




b.  Proceeds upon surrender

Tax on proceeds - cost of ins. element and savings portion.

So essentially T allowed ded. cost of ins. from the savings int.



11.  Dependent care assistance programs ((129)

Inc. NOT incl. amts. paid by employer to provide care for dependents (children) of employee, 

but exclusion only up to $5,000 for jt. return.

Policy- tax exp.



12.  Tax-exempt st./local Bonds ((103)

No tax on int. from st. or local bonds.

Policy- tax exp. to st. and local govs. since they can pay lower int. since buyers can make same after-tax profit as could from non-tax-exempt bond w/ higher int.

-However, the tax exp. goes partly to higher inc. buyers, so been criticized as eroding progressivity of the inc. tax, though allows sts. to make the decisions re spending the $ raised.

Equity- yes (but not for Ts in higher inc. bracket), since implicit tax on investor in tax-exempt bond since lower int. rate.

Efficiency-no-

-T in 28% bracket:  

If corp. bond int. rate 10% on $10,000 bond, $1,000 int. minus $280 tax, so after-tax inc. $720.  

Tax-exempt bond rate needs be 7.2% so that after-tax inc. $720 and T be indifferent between the 2 bonds.

-T in 15% bracket:

Tax on corp. bond be $150 so after-tax inc. $850.

So tax-exempt bond rate needs be 8.5% so after-tax inc. be $850 and T be indifferent.

-Since not enough capital available from only 28% Ts, st. gov. needs give 8.5% rate to attract 15% Ts.

Result:  $130 windfall to 28% Ts who would've been willing to buy tax-exempt bond at 7.2% ($850-$720).  

-Tax exp.:  for 28% Ts, fed. gov. losing $280 in revenues would've gotten if T bought corp. bond, but st. gov. only gets $150 of that $280 while 28% T gets the other $130.


C.  Capital Appreciation or Loss

(61(a)(3): GI incl. gains from prop.

(1001(a):  Gain=amt. realized - adj. basis

(1001(b):  amt. realized= $ rec'd + f.m.v. prop. rec'd (see 1. below re realization req.)

(1012:      basis= cost

(1016:      adj. basis= basis + additional expenditures chargeable to the capital asset - amt. deducted for depreciation/amortization



1.  Realization Requirement

Means that economic inc. not reported 'til realized.

3 reasons for it:

1) admin. burden of annual reporting and valuation;

2) difficulty of valuation;

3) potential hardship for T to pay taxes when gain isn't realized.

-But could make T pay int. on the "loan" gov. gives when T has econ. gain but not pay tax 'til realized, i.e. gov. could withdraw the time value of $ benefit to T.

Equity- no horiz. equity A who pays tax on 1,000 wages and B who pays no tax now on 1,000 capital appreciation.

Efficiency- non-neutral since time value of $ incentive to invest e.g. in stock rather than bond since pay tax on int. as go along (if stock appreciation = bond int. and no stock div.).

If had rule no realization 'til cash, would become barter system.

EX:  stock dividend (i.e. not cash dividend, which is immediately taxable as ord. inc.)- Eisner held it not realized inc. since it equiv. of no dividend and value of stock going up w/ corp.'s reinvesting the profits rather than equiv. of receiving taxable cash dividend w/ option to buy more stock, in which case T'd have a choice.



2.  Capital Recovery and Basis

Distinction bus./investment expense (a. below) and capital expenditure (b. and c. below):

Cap. exp. is:  

1) exp. used to acquire an asset.

2) exp. from which T reas. expects a benefit that lasts more than 1 yr. (since then T's taxable inc. more accurately reflects econ. inc.)(but recurring exp. more likely bus. exp. since even salaries yield benefit over time of goodwill empoyee builds up and not want to cap. all exp.).

Ex.:  -litigation exp. to acquire title or determine price of an asset that T acquires is a cost of acq. and so cap. exp.; all lit. exp. are cost of acq. if origin of the claim is the process of acq. 

-costs of defense/perfection of title are capitalized, i.e. lawsuit.

-costs of maintaining prop. are bus. exp. (212, while

costs of improvement/rehabilitation are capitalized.

-costs of constructing prop., incl. wages and equipment costs, are capitalized into the prop. constructed

-commissions, e.g. of a broker, must be capitalized.

-3 ways to recover capital:

(diff. not in amt. total tax but time value of $, T prefers a. then b. then c. unless other considerations such as diff. tax bracket or losses to offset)

Policy- if allowed all bus. expenses (a.,b.,c.) ded. immediately, be a tax on consumption which is regressive.




a.  Immediately (Bus. expense) ((162)
 e.g. bus. expense such as salary




b.  Over time (Depreciation/Amortization/Cost 





Recovery)

(263- not immed. ded.

Expense is capitalized.

-Not begin depr. until asset begins producing taxable inc.

Depr.- tangible assets

Amort.-intangible assets, e.g. copyrights

-Amt. depreciable:  If otherwise depreciable assets used in construction #1, e.g. a crane, and still usable in construction #2, amt. would've been able depr. crane over the time it used in construction #1 capitalized into prop. #1 and rest into #2 if it not usable after that.





(1) Depreciation (168
Economic depr.- would ded. annual loss in present value of future income stream from the asset, which (if had constant inc. stream) would get larger (whereas mod. ACRS ded. get smaller) since each yr. lose p.v. of last yr. of expected inc. which is the most discounted.

-Not used because:  1) admin. convenience because annual valuation be difficult; 2) fiscal policy.

Straight-line method- (still better than econ. depr. if fixed inc. stream because deds. be weighted toward later yrs. under econ. depr.)

Recover cost ratably over "useful life."

Declining balance method- ded. x% of adjusted basis each yr. over useful life, then remaining adj. basis in last yr. of useful life, so amt. ded. declines each yr. 

Double declining balance method- declining balance method using double the straight-line %.

Modified ACRS ((168) (applies to tangible depr. prop. used for profit-making purpose (not land-assumption doesn't depr. and no calculable useful life, but bldgs.)):

1) (BEST if the 3 for T-time value of $) 

For one class of prop., use double declining balance method but cross-over to straight-line when straight-line ded. (from that point on) is higher.

EX.:

If 5-yr. recovery per., ddb uses 40% since s-l is 20% (100% ( 5):

yr. 1- DDB 20% of basis (40% x 1/2 (1/2 yr. convention)) 

yr. 2- DDB 40% of adj. basis

yr. 3- DDB 40%

yr. 4- DDB 40%/S-L 40% (1 ( 2.5)

yr. 5- S-L 66.6% (mult. by 2/3), since DDB is only 40%

yr. 6- S-L 100%

-Start depr. when begin using/making $ from the asset, not when acquire.  T prefers (all else being =) begin using in second half of yr. since still gets 1/2 yr. depr. in yr. 1.

-If sell (SEE IV. below ((1245/1250) re cap. gain v. ord. inc.)

In yrs. 2,3,4,5, depr. 1/2 yr. in yr. of sale (and then recover rest of cost by subtract adj. basis from amt. realized to calc. gain (if T has gain, it's because depr. was accelerated relative to econ. depr.).  

So T prefers not to sell in second half of the yr., esp. on last day since he could depr. another 1/2 yr. if waited another day (which wouldn't reduce total tax burden because gain be higher, but benefit of time value of $ of tax on gain in following yr.). 

If sell yr. 6, depr. 1/2 yr. (i.e. rest of basis).

Incentives:

-Method of depr.- t.v.$. incentive if allows ded. faster than econ. depr.

-If allow asset that should be capitalized to be expensed, incentive invest in it; if allow asset that should be under cost recovery method to be depr., incentive.  Why?- t.v.$.

-Salvage value- considered 0, incentive if reality is different because of t.v.$.

-Recovery per.- incentive of t.v.$. if shorter than econ. reality.

-Convention- incentive t.v.$. if ded. for larger portion of yr. than used asset for.

-Inv. tax credit, allowed ded. more than basis.

2) For another class, 1 1/2 declining balance method w/ cross-over to straight-line.

3) Upon election, straight-line.

(Don't forget conventions!)

(179- allowed expense up-front $17,500 minus $1 for every $1 of total investment in depr. prop. above $200,000 (so aimed to benefit small bus.).

*Also depr. remaining basis in yr. 1 as well!

T prefers expense up front, unless no inc. to offset in yr. 1.

(179 makes inc. from the portion ded. up front tax-free!.

-If stop using the asset or convert it to pers. use, stop amortizing and must pay back amt. deducted in excess of actual depreciation (how determine???)

-SEE investment tax credit, i.e. credit of fixed % of cost of depr. prop. in excess of depr. ded.





(2) Amortization ((197-'93 Act)

Intangible assets,

incl. goodwill (only if paid for it, not if self-created), workforce in place, copyright, covenant not to compete.

-Straight-line over 15-yr. recover per.

-If stop using the asset or convert it to pers. use, stop amortizing and must pay back amt. deducted in excess of actual depreciation (how determine???)




c.  Upon dispostion/sale (cost recovery)

(263- not immed. ded.

Expense is captalized.





3.  Capital Recovery/Basis when BORROWED FUNDS

-SELLER:

-Basis- incl. mortgage (loan used to acq. the prop. and secured by the prop.) unless non-recourse mortgage less than f.m.v.

Rationale- incl. mortgage because incur a liability expect to pay, and no incentive to pay if non-recourse mort. less than f.m.v.

2nd mortgage- not added to basis, unless used for cap. exp., since not cost of acq. (tax benefit to T since can borrow against appreciation which is untaxed because of realization req.

-Amt. realized-

(1001(b):  amt. realized = $ rec'd + f.m.v. prop. rec'd.

(1.1001-2:  amt. realized incl.:

-Principal remaining on non-recourse mort. assumed by buyer, even if f.m.v. less than remaining principal at time of sale (Tufts- because included mort. in basis on assumption going pay it back, and no tax on proceeds on assumption pay back, and would allow seller recognize a tax loss for which he had no corresponding econ. loss, e.g. buys for $100,000 w/ mort., depr. $20,000, then sells for assumption of mort. when f.m.v. $90,000, T's gain is really $20,000, the $10,000 loss is suffered by bank.)

-Principal remaining on recourse mort. assumed by buyer, but only to extent of f.m.v. of prop. at time of sale, rest of mort. seen as discharge-of-indebtednesss inc. if discharged and inc. under sec. on discharge  (matters because discharge-of-indebtedness inc. is ord., not cap.).

-NOT incl. in amt. realized the principal remaining on non-recourse mort. if wasn't incl. in basis (Estate of Franklin).

-2nd mort.- incl. in amt. realized even though not incl. in basis because represents appreciation.

Planning- t.v.$. benefit to T of being allowed to depr. debt before pay it out-of-pocket, be more econ. accurate to exclude mort. from basis and amt. realized).

-BUYER:



4.  Recognition of Gains and Losses




a.  Bus./trade v. inv./profit v. pers.

(165- ded. only if bus./trade/inv., not if pers. (since consumption).

Bus./trade v. inv./profit-seeking ((62)- former loss ded. above the line, latter below the line unless from sale/exchange of prop.




b.  Related parties

(267- If A sells to related B at a loss, no ded. for A.

If B resells, uses his cost as basis for determining loss, so A's loss lost permanently, not just deferred (so A would never sell at a loss to related B unless sure value going back up above A's basis).  When B resells, uses A's basis for determining gain. 

Depreciation- B uses A's basis, then when sells...

Policy- A doesn't realize a loss when sells to related B since like selling to himself.




c.  Wash sales of stock or securities or options

(1091- If A sells x at a loss and w/in 30 days repurchases a substantially identical asset y, doesn't recognize loss on x but uses basis of x for y, so defers loss.

Policy- equiv. of selling and buying same exact stock immediately, so no real realization of the loss, offsets fact allow deferral of gain 'til realization.




d.  Casualty losses

See III.B.2.a. below.




e.  Like-Kind Nonrecognition Exchanges

(1031- 

Policy- tax exp., originally because no cash to pay tax if exchange prop., but this no longer so since can borrow on prop.

*Planning- 1) T seller desires like-kind deferral of gain (t.v.$.) but not of loss (if can combine deferral of gain w/ death, gain never recognized); 2) T seller won't want like-kind if better to get larger basis for depr. than to defer gain, which only be true if has losses that'd be wasted if not recog. gain now; 3) T buyer won't want like-kind if loss unless really wants seller's prop. or seller compensates buyer; 4) **Make sure f.m.v. of what T transfers = f.m.v. of what receives, or else won't make the transaction unless receives more (preferably not in cash since will have to recog. it, better if buyer pays part of his mort. off).

Does (1031 apply?
1) like-kind

2) Must be selling prop. held for productive use in trade/bus./inv. and buying prop. to be so held (not prop. held primarily for sale, e.g. inventory, or securities).

*Determine whether (1031 applies separately for seller and buyer.

3) 180 days to receive like-kind prop. after sale.

How does (1031 work?:

SELLER:

-If transfers like-kind A and non-like-kind B for like-kind C, recognizes any gain/loss from B, for A recogs. only "boot," 

Seller's Basis in C = old basis of prop. transferred (A like-kind and B non-like-kind + cash tranferred) + mort. assumed by seller - mort. assumed by buyer - cash rec'd - loss recog. + gain recog..  (Check answer- if immediately sell C, gain should be amt. gain not recognized from selling A.)

Gain/Loss realized by seller on A = amt. realized (f.m.v. like-kind prop. rec'd + mort. liability assumed by buyer + cash rec'd) - mort. assumed by seller - basis of like-kind prop. transferred by seller - cash transferred to buyer.

Gain recognized by seller on A = boot (cash rec'd + amt. mort. assumed by buyer greater than mort. assumed by seller + f.m.v. of non-like-kind prop. rec'd) or (mort. assumed by buyer - (mort. assumed by seller + cash transferred to buyer) + f.m.v. non-like-kind prop. rec'd).

Gain deferred  = gain realized - gain recognized.

Loss recognized = 0 on like-kind prop., though can recog. loss on non-like-kind prop.

BUYER:

-If transfers like-kind C for like-kind A and non-like-kind B, 

Basis = old basis of C + cash tranferred + mort. assumed bu buyer - mort. assumed by seller - loss recog. + gain recog. - cash.  Then assign basis 1st to B up to f.m.v. and rest to A (check answer by seeing if gain if immediately sell A = amt. of gain on A not recognized upon like-kind exchange).  If both B and A were like-kind, assign basis according to rel. f.m.v. of A and B.




f.  Sale of principal res.

(1034- carryover basis if buy another principal res., so defer gain.

(121- not recognize ever $125,000 of gain if sell principal res. when over 55 and (1034 not applicable.




g.  INSTALLMENT SALES

(453-

Policy- theory is seller hasn't rec'd cash to pay taxes.

When applies:  when at least 1 payment after end taxable yr. of sale; overrides seller's, but not buyer's, method of acct.; applies only to gain, not loss (so defers gain but not loss, both T's preference).

Planning: Benefit to seller since gets compound int. from buyer but defers reporting gain.  Seller can opt out of installment method!- would do so if 1) tax bracket be higher later; 2) lots losses to offset now; 2) need $ for consumption now.

*Amt. reported (if not dealer):

-Gross profit = amt. realized (f.m.v. prop./cash rec'd + mort. assumed by buyer)(not incl. int.!) - basis.

-Gross profit ratio = gross profit ( K price (mort. assumed by buyer - basis only if mort. greater than basis, + total payments aside from int.
-Amt. report = gross profit ratio of each payment (aside from int. and mort. assumed by buyer) + int. (see below re timing).

O.I.D./Interest Portion:

(483- don't impute int. if total selling price less than $3,000.

(1274- If total payments by buyer $250,00 or less, cash-basis seller reports int. when paid rather than when accrues.  If total payments greater than $250,000, seller reports int. as accrues like normal O.I.D.

(1272- if between inds. and loan not exceed $10,000, use normal acct. methods.

-Amt. int. imputed:  

(280A- If stated principal amt. $2.8 million or less, use 9% comp. semi-annually to determine if "adequate stated int."

*So calc. p.v. of payments (not incl. mort. assumed) to determine principal (then use gross profit ratio to determine how much of payment is basis and inc., rest is int. inc.

Why need separate out int.?:  1) int. ord. inc.; 2) t.v.$., need report int. over time unless cash basis and $250,000 thing; 3) purchaser can ded. int. depending on use of proceeds; 4) purchaser can't depr. int., i.e. basis not incl. int.

Benefit to purchaser of paying in installments:  1) no cash now; 2) can depr. cost not incl. int. before actually pays.

(453A- if dealer, uses normal method of acct. since knows adv.  of installment method.

(453B- if sell notes, report gain immediately (amt. realized - adj. basis).

(453(e)- if seller A sells to related buyer B under installment method and related buyer sells w/in 2 yrs. for cash, A treated as receiving the cash B gets when sells even if B doesn't give it to A immediately (otherwise A gets to defer gain but still benefit from investing proceeds from sale since daugh. related).

III.  DEDUCTIONS/CREDITS
- T prefers credits if same amt., and greater benefit to T in higher bracket.

-T prefers above the line deds. to below the line.


A.  Above the line (GI to AGI)



1.  Business deds. ((162)

1)"ordinary and necessary":

-necessary:  appropriate and helpful for the bus.

-ordinary:  not need be regular, but distinguished from capital exp.

2)"trade or business," not personal:

Corp.- pretty much all expenses are bus.

Partner/Sole proprietor- paying for lunch of associates/employees probably ded. since like compensation; paying for own lunch or fellow partners' lunches ded. only if predominantly bus. purpose (probably not if every day).

3)Not capitalized exp. (e.g. goods purchased for re-sale):




a.  Salaries

-not capitalized since useful life 1 yr. or less.

(162(a)-only "reasonable" salary ded. allowed, so T co. can't disguise as compensation a non-ded. dividend (if employee is also shareholder, and if comp. contingent when no free bargain), gift (if related employee), payment for prop. (capitalized).

(162(m)-no ded. for salary over $1 million for 4 most highly paid employees in publicly held corp. unless the compensation is perf.-based or elaborate shareholder-approved salary.




b.  Lobbying ded. limitation

(162(e)('93 Act)- no ded. for exp. (above $2,000) for lobbying non-local legislation or exec. decisions, election campaigns, attempts influence general public re elections or legislation.




c.  No ded. for illegal bribes, kickbacks, etc.

(162(c)-tax penalty (greater penalty on higher-bracket Ts).




d.  No ded. for fines/penalties

(162(f)- tax penalty (greater penalty on higher-bracket Ts).



2.  Loss ((65)

Below the line???- yes if from inc.-producing activity rather than trade/bus and not exchange of prop.. ((62). 


B.  Below the line "itemized deds." (AGI to taxable inc.)

Taken only if greater than C. standard ded.

(68-limit on itemized deds. where income over $100,000 or $50,000 if married w/ sep. return.



1.  Miscellaneous itemized deds.

(67-allowed only to extent aggregate exceeds 2% AGI.




a.  Expenses for prod. of inc. ((212)

-"ordinary and necessary"

-"income-producing" activities that aren't trade/business, as opposed to pers. exp.




b.  Unreimbursed employee bus. expenses
(62- if reimbursed, ded./exclude above the line under (162/132.

(67- 2% AGI floor where below the line.
(162 "trade or bus." vs. personal exp.:

-All or nothing, though more accurate if allocated 'tween bus. and pers. elements.

-Employer requirements is evid. that bus., but not dispositive since then employees would ask employer make all benefits required.

Equity- if allow ded. for pers. exp., inequities created because some Ts have greater ability get these deds. because of their occupations.

Tax planning- If employer doesn't want to pay for the expense, T employee could ask to have salary reduced and employer reimburse since then no 2% AGI floor.

If T gets pers. benefits tax-free, employer prefers this since can pay less salary since T paying less tax.





(1) In general

T's purpose is determinative of whether bus. or pers.





(2) Clothing

Ded. if:

-required by the job

-not wearable outside the job (objective test, not whether T would wear them, because admin. difficulty of examining subjectively)

-not worn outside the job





(3) Inherently personal exp.

Non-ded. even if T subjectively derives no pers. benefit from it, e.g. haircuts even for T who would never get haircut but for job.





(4) Legal fees

Ded. only if origin of the lit. is bus./profit not pers.





(5) Domestic services/child care

(21- credit for household services and dependent care when made to enable T to work.

Policy- normative or tax exp.





(6) Job-seeking expenses

-Rev. Ruling 75-120- ded. under (162 if incurred in seeking job in same trade/bus., but not for new trade/bus.

-Maybe allowed amortize under (195 exp. if get job in new trade on theory it equiv. of a start-up exp. of a bus.





(7) Education expenses

(1.162-5:  

-Can ded:  1) maintain or improve skills required for trade/bus./job (must already have a trade/bus.); or 2) express requirements of employer (if for bona fide bus. purpose) or law (only up to min. amt. employer requires, rest only ded. if under 1)).

-NOT ded:  1) min. educ. requirements; or 2) qualification for new trade or bus. (even if T doesn't intend to change trades)

-Amortize the non-ded. educ. expenses under (195?  No (because no determinable useful life), though could arg. useful life is statistical career-expectancy which is as determinable as a bldgs. life.

Policy- may seem unjust that T can't ded. min. educ. expenses, but offset by non-taxation of the imputed inc. from the learning.

-Travel to get educ. (see (1.162-5(e), similar to regular treatment of bus. travel expenses).





(8) Travel exp.






(a) Commuting

(162(a)(2)- Commuting exp. generally not ded. since not "in pursuit of a trade or bus." since choice to commute is personal.

-exp. of traveling from home to a client or court not ded. unless far enough away from work.

Exceptions:  

-additional expenses for transporting job-required tools and material to and from work, under Fausner.






(b) Travel (transportation/food/lodging)

(162(a)(2):  Ded. (only 50% for food if unreimbursed- (274(m)) if:

1) "away from home"- means overnight (or significant sleep/rest stop) for food and lodging but not for transportation.

If two residences, only ded. cost of 2nd one if bus. reason for both residences and job at 2nd is only temporary (expected be 1 yr. or less-intent is what matters, so could be new tax home if intend stay over yr. but only stay 1 month).

2) "in pursuit of trade or bus."

If mixed reasons, allocate food and lodging and ded. whole travel exp. if primary purpose was bus.

3) reas. and necessary exp., not luxurious.

Policy- allow T ded. duplicate expenses wouldn't have but for bus. reasons (but for meals- would have to eat no matter what, though meals on the road are more expensive that at home and admin. difficult to allocate)(and for lodging, no duplication if sublet tax home while away on bus.).

Diff. from (119 since 2% floor when employee pays and not reimbursed.





(9) Entertainment exp. (incl. meals)

(274(m)- ded. limited to 50% of cost (doesn't apply to employee when reimbursed by employer- e.g. lawyer considered employee of client)(also doesn't apply to employer for de minimis fringes excludable from employee's inc., e.g. firm parties and occasional lunch).

(274(a)- ded. if directly related to bona fide bus. discussion (in reality this requirement has no effect).

(274(d)- substantiation required.

Taxable inc. to client?- e.g. if lawyer pays:  technically yes since no fringe exclusion since not employee, but not practical for IRS go after client since receipt/info. is w/ payor.

Employer pays for employee- employer ded. since equivalent of compensation; employee should report inc. if primarily pers. benefit but in practice won't.

Partner pays for himself and other partners- ded. only if bus. purpose since partner isn't employee so can't be compensation.

Equity- no equity 'tween above client and someone who doesn't receive free meal but pays same taxes.

Policy- Disallowance of 50% ded. approximately removes ded. for pers. exp., but as it often affects the employer it is really a substitute for taxing employee on the 50% of the e.g. meal that was pers. benefit but not reported and impractical for IRS go after the employee since employer has the info./receipts.

Equity- high inc. Ts get most of the benefit of such meals/entertainment.





(10) Business meals

(274(m)- ded. limited to 50% of cost.

Policy- equity, high inc. Ts get most of the benefit of such meals/entertainment.





(11) Home office expenses

(280A- ded. to extent a portion of home used as "principal" (consider time spent and relative importance of activities there) place of bus. or as place where meets w/ clients/customers/patients; if employee, only ded. if home office for convenience of employer.

Equity- yes to extent T incurs costs wouldn't incur if didn't maintain home office.



2.  Other itemized deds.

NOT subject to 2% AGI floor-(67(b)



a.  Casualty losses ((165)





(1) Casualty losses

-Definition:  caused by sudden and unexpected force, incl. e.g. diamond came out of its setting and expert said it must've been knocked out.

-When ded.:

(1.165-1(d)- no ded. until can reas. determine whether will get reimbursed (can ded. immediately for any portion reas. determined).  If ded. when reas. certain and then turns out are wrong, adjustment in tax yr. when discover are wrong (tax benefit rule below (111).

-Amt. ded.:

(1.165-7- lesser of decr. in f.m.v. or adj. basis minus amt. reimbursed (but if used in trade/bus./prod. of inc., use adj. basis); (*subtract cas. gains, then subtract $100, then 10% AGI floor).

Rationale- don't allow ded. unrealized gains since then T double benefit from loss and never paying tax on the gain.

Policy- tax exp. since normatively no ded. on losses for personal consumption; or based on ability to pay (since loss sudden and unexpected); reduction in wealth but no consumption.





(2) Casualty gains

Taxable.





(3) Theft

Ded. when discovered unless claim for ins., then ded. when can reas. determine if/amt. of ins.




b.  Medical expenses ((213)

-Amt.:  7.5% AGI floor, also don't ded. amt. reimbursed by ins.

Med. expense incl. ins. premiums, transportation sometimes, and lodging sometimes.

Not incl. cosmetic surgery unless...

(1.213-1(a):

-Not incl. expenditure merely beneficial to health, e.g. vacation, weight loss where no specific med. prob., smoking.

-Ded. transportation exp. incl. trip to warm climate for specific ailment if dr. prescribes, not incl. such trip for general health.

-Meals/lodging ded. in-patient when med. necessary and those incurred in travelling to place of med. attention, not out-patient ($50/night limit).

-Capital exp. ded. to extent exp. exceeds incr. in value of home if primary purpose medical.

-When ded.:  when paid.

Policy- AGI floor to exclude non-extraordinary med. expenses.

-Tax exp.:  some med. exp. is discretionary consumption; ability to pay not really reduced if rich; if standard ded. not substitute for itemized but is tax exp. for the poor, only allowing med. exp. ded. if itemized greater than standard ded. isn't normative.

-Normative:  not consumption since non-discretionary spending (but neither is food); reduced ability to pay (but this true for all spending; 7.5% AGI floor indicates only large med. exp. which reduces ability to pay (but this imprecise); (104/105 ins. payments not taxed; if standard ded. reps. min. itemized ded.

Equity- med. exp. ded. incr. equity 'tween A who gets untaxed ins. reimbursement and B who pays out-of-pocket; inequity A who's over 7.5% AGI and B who's under; inequity A exp. on treatment and B non-ded. expense on prevention.

Efficiency- non-neutral since promotes ins., encourages more med. care if can ded. or trying get over 7.5% AGI.

Planning- try shift exp. to yr. in which have med. exp. exceeding AGI floor and enough itemized deds. to ded.




c.  Charitable Contributions ((170)

-Definition:  NOT synonymous w/ gift, but rather ded. if to an org. recognized by (170 as charitable org. and dominant purpose was not expected direct econ. benefits.

-Services: not ded., but can ded. expenses incurred in connection w/ donating services.

-Property:  ded. f.m.v. yet not taxed on the unrealized/untaxed gain; in the case of a loss, T ded. adj. basis so loss not realized so T will sell 1st so can ded. loss then donate the f.m.v. cash.  So incentive transfer appreciated prop. rather than cash.

Ex.:  to private school that donor's kids attend, charitable if enrollment not contingent on donation, if school doesn't depend heavily on donations, if not pressured to donate, if $ not earmarked for an individual.

Policy- 

-Normative:  change in wealth but no consumption since nothing in return (but not allowed ded. gift); portion of rule disallowing ded. if get benefit in return since then consumption and no decline net worth.

-Tax exp.:  just like other consumption; no ded. for gift since unlike charity not doing anything for soc.; if normative, wouldn't have a limit; if standard ded. not substitute for itemized, can't be normative since don't allow all ded. their contributions.

Equity- yes 'tween A who gives services and B who gives cash since B in worse position, and if B worked extra time to make cash to give charity then still equity since ded. for B puts them in same position; not 'tween A who gives to charity and B who gives to poor ind.; promotes equity if charity not consumption.




d.  Taxes ((164)

St. and local taxes ded. (itemized, so only ded. if itemize).

(Exception to rule against ded. pers. exp.)

Policy- 1) more accurate reflection of inc. since not consumption yet change in wealth; 2) fed. subsidy to st. and local govs. since they'll be able to raise more taxes if Ts able to pay them out of before-fed. tax inc. (not as efficient as direct aid since Ts get part of the benefit).




e.  Claim of right ((1341)




f.  INTEREST on Loans 

Policy- Arg. for no ded. when proceeds used for consumption is that int. is merely an element of the cost of consumption.  Arg. for ded. even when proceeds used for consumption is horiz. equity 'tween A who uses debt to purchase consumption and B who doesn't since A's ability to pay taxes is reduced by the amt. of the int., i.e. int. is reduction in wealth that's not consumption; also, difficult to trace int. to use of proceeds.

Equity- A,B,C,D have $100,000 in bank.  A buys home w/ cash, B gets int. on $ in bank and buys home w/ loan proceeds and pays int. on debt, C gets int. on $ in bank and pays int. to rent, D gets int. on $ in bank and pays int. to non-housing consumption.  All have same econ. inc. which incl. imputed inc. of A and B.  A and B no tax, C tax on int., D tax on int.

Currently no horiz. equity B and C; if disallowed ded. for residence int., equity B and C but not A and B.  Could solve equity prob. by tax imputed inc. of A and B and keep B's ded., but hard fix value of imputed inc.  Or could solve equity prob. 'tween B and C by allow C ded. rent, but then no equity C and D.





(1) Is the int. deductible/non-


   



      ded./capitalized? 

Use of proceeds:
Allocation of int. amongst use of proceeds ((1.163-8T-'93 Act) when proceeds deposited in bank acct.:  

Considered inv. use, then expenditure from the bank acct. is treated as from the 1st debt proceeds deposited in that acct., though can treat an expenditure made w/in 15 days after deposit of debt proceeds as coming from those debt proceeds.

*Separate accts. treated separately, so allocation provisions are virtually meaningless since can set up separate accts. and use loan proceeds for bus. exp. so all int. probably be ded.  (Also, reality is everyone deds. all int. and risks audit.)

Ex.:  if $50 debt proceeds A deposited Jan. 1, then $40 debt proceeds B deposited Feb. 1, and pers. expense $60 on June 1, $60 treated as coming from $50 of debt A and $10 debt B, so all $50 of debt A allocated to inv. from Jan. 1 to May 31, then pers. exp. rest of yr., while $40 debt B allocate to inv. Feb. 1 to May 31, then $30 to inv. for rest of yr. and $10 to pers. exp. for rest of yr.

If $1 int. each month on debt A, 100% (up to extent of net inv. inc.) of the int. ded. as inv. int. from Jan. 1 to May 31, then 100% non-ded. rest of yr.

If $1 each month on debt B, 100% (up to extent of net inv. inc.) of int. ded. as inv. from Feb. 1 to May 31, then 3/4 (up to, along w/ earlier inv. int., extent of net inv. inc.) of int. ded. for rest of yr. and 1/4 non-ded.

Repayment of loan- if T borrows $1,000, then pays it back w/ $x per month, portion of payments that's int. will go down since, as pay principal back, less int. accrues in each period.






(a) Bus./trade 

(163(h)(2)(A)- deductible.

-Bus./trade doesn't include being an employee.






(b) Investment

(163(h)(2)(B)- ded. (limited as below).

(163(d)- ded. limited for inds., not corps., to net inv. inc., but can carry non-ded. amt. forward.

Planning- ind./non-corp. T prefers characterize use of proceeds as bus./trade since no limit on ded. of int. (even though can carry it forward, worth less then because of t.v.$.).

Policy- some legit. inv. int. won't be ded. if above limit, so not economically accurate.

Securities:  Traders v. investors- traders make $ by buying and selling frequently so take advantage of small swings, while investors make $ from dividends and cap. appreciation.  Traders using borrowed proceeds can ded. the int. since bus. use, while investors can only ded. up to net inv. inc. since inv.






(c) Personal residence (i.e. not 




     investment)

(163(h)(2)(D)- qualified residence int. deductible.

(163(h)(4)(A)- qual. res. defined as:  principal res. and an additional res. if uses portion of it for pers. use for 14 days or 10% or # days rents it out. 








(i) Acq. indebtedness

(163(h)(3)(B)- proceeds used to acq. res., and loan secured by res.

Only up to $1 million can be acq. indebtedness.








(ii) Home equity indebtedness

(163(h)(3)(C)- loan secured by res., not matter what proceeds used for.

Only up to f.m.v. of the res. minus amt. acq. indebtedness on that res., limit $100,000 home eq. indebtedness.

Planning- if going take loan for pers. use, can make otherwise non-ded. int. ded. by securing the loan w/ home (if w/in above limitations).






(d) Tax-exempt bonds

(265- no ded. for int. when proceeds used to buy tax-exempt bonds.

Rationale- only allow ded. expenses of producing taxable inc. (i.e. bus./trade/inv.), here int. is exp. of producing non-taxable int.; want prevent Ts borrowing to buy tax-exempt bonds and thereby "take advantage" of gov.

Econ. reality- T no advantage to borrowing to buy tax-exempt bond as opposed to corp. bond, e.g. at 50% tax rate corp. bond 10% pre-tax return and 5% after-tax return while tax-exempt bond 5% pre-tax return and 5% after-tax return, i.e. (265 is superflous since there's implicit tax on tax-exempt bonds since lower int.






(e) Personal use/consumption

(163(h)- not ded.





(2) When deductible?

Use cash or accrual method of acct. (accrual as accrues since not "all events" 'til uses the $ by not paying it back), except:

(267 (related persons, incl. stockholders rel. to corp)-

payor of int. ded. int. (if can so ded.) when payee includes in inc. according to payee's method of acct.

(267 policy- if A accrual borrower and B cash-basis lender are related, and allowed (if no (267) A ded. int. when accrues in yr. 1 even though pays in yr. 2, A and B like same person since related so could benefit from t.v.$. of the tax reduction in yr.1 from yr. 1 to yr. 2 when B pays tax on the int.





(3) O.I.D. Loans/Bonds

(163(e)- ded. int. as apportioned by (1272/1273.

(*i.e. ded. as accrues even if T borrower uses cash method and inc. to T lender as accrues even if cash method.)

(1272- calc. int. compounded semi-annually (so more int. in later yrs.).

Compare to Fed. rate to see if below-market.

Portion non-O.I.D.- any int. paid out over time isn't part of O.I.D. and is treated normally, keep (267 in mind if related.

Policy- if allowed T cash method lender to defer inc. 'til bond redeemed, not reflect econ. reality since in effect T is getting int. as go along and reinvesting it (since int. compound) and T would get t.v.$. benefit of tax deferral.  Equity- O.I.D. rules incr. equity w/ cash method T who gets paid int. over time, taxed on it, and reinvests it.

-Diff. than appreciation of stock since stock value could go back down.

Basis- adjust up as report inc.

If borrower goes under:  see discharge-of-indebtedness stuff re borrower re unpaid amt., tax benefit rule re borrower re deds. taken for $ not yet paid.

If 'tween 2 inds. and $10,000 or less:  (1272(a)(2)(E)- use regular acct. rules rather than O.I.D. rules.





(4) Below-market rate loans/int.-free loans

(7872- doesn't apply where prop. involved (i.e. (483 or (1274).






(a) Term loan

-Foregone int. treated as transferred by lender on date loan made and retransferred by borrower when int. accrues.

-Foregone int.= amt. actually transferred by lender minus p.v. of all payments borrower required to make (*i.e. amt. actually transferred is part loan and part int. paid to borrower to repay to lender, i.e. like O.I.D.).

-Lender deds. int. paid to borrower if ded. exp., e.g. compensation., when loan made (econ. benefit t.v.$. to lender since int. paid back by borrower over time).

-Lender incl. retransferred int. as accrues since that be the case under cash or accrual methods.

-Borrower incl. int. if incl., e.g. compensation, when loan made (tax disadvantage since benefit of foregone int. if over time).

-Borrower ded. int. if can as it accrues.

$10,000 de minimis exception for compensation-related and corporate-shareholder loans.






(b) Demand loan

-Foregone int. treated as transferred and retransferred in each yr. it accrues.

-(*Unlike w/ term loan, amt. actually transferred by lender is all principal.)

$10,000 de minimis exception for compensation-related and corporate-shareholder loans.






(c) Gift loan

-Foregone int. treated as transferred and retransferred in each yr. it accrues.

-Lender no ded. for int., but incl. retransferred int. in inc.

-Borrower no int. inc., ded. depends on use of loan proceeds.

$10,000 or less de minimis exception- no tax consequences to the loan.


C.  Standard Ded. (AGI to taxable inc.) ((63)

-Taken only if greater than B. itemized deds. when added to pers. exemptions.

Rationale- 1) Tax exp. to keep poor off the rolls; 2) Normative substitute for itemized deds. for admin. simplicity.


D.  Personal Exemptions (Deductions) ((151/152)

-Exemption amt.- $2,350 except reduced where inc. above $75,000 (see (151(d)(3)).

-T allowed ded.:

1) exemption amt. for himself ((151(b))

or 2 exemption amts. if jt. return.

2) exemption amt. for each dependent who...((151(c)/152)- then the dependent can't calim a  pers. exemption on their own tax return.

3) exemption amt. for spouse if no jt. return, spouse no GI, spouse not dependent of another T ((151(b)).

Equity- ded. as opposed to credit provides greater benefit to higher bracket Ts, assumes parents' inc. level is relevant such that inc. used to support child at subsistence level isn't taxed.

Policy- tax exp. or reduced ability to pay because of dependents (phased out as inc. rises because ability to pay not decreased by children and way of raising rates on wealthy) (and not normal consumption?), serves to make low inc. Ts tax-exempt.


E.  Earned Income Credit ((32-'93 too)

Policy- tax exp. unless seen as based on reduced ability to pay; removes low inc. Ts from rolls and help standard of living of working poor by offsetting S.S. taxes which affect ability to pay.

IV.  ORDINARY INCOME/DEDUCTION V. CAPITAL GAIN/LOSS
T's preferences:

If gain, want it be capital.

If loss, want it be ordinary.

Policy- p. 675 text + 12/7,9 notes, drawback is complexity.

-Rate:  28% unless ord. rate is lower, so benefit only for the rich.

-Cap. losses ded. only to extent cap. gains and $3,000 ord. inc., excess carried over (but worth less because t.v.$.).

Policy- cap. losses- if fully recognized, T would be encouraged to sell when has loss but is encouraged hold asset when gain because of realization rule and inher. rule, so would further lock-in that cap. gains preference trying offset.  Also, if gov. getting less of benefit of gain, not want share as much of the risk of loss.

(1222- "sale or exchange"

(1221- "capital asset"
NOT cap. asset:

-(1221(1)- held primarily for sale to customers in ord. course of trade/bus., e.g. inventory (Arkansas Best- also ord. when substitute for inventory).  

-(1221(2)- depreciable assets (bus./trade/inv.)

BUT (1231 says depr. prop. is cap. asset.

Recapture rules for sale of depr. cap. assets:

(1245- 

Gains:  ord. inc. to extent are recovery of depr., cap. gain above that (i.e. only portion of amt. realized over orig. basis depreciated from is cap. gain since only that part is econ. appreciation and depr. was from ord. inc.).

(1231- makes aggregate net gains cap., so above gains recaptured as ord. could end up cap.

Losses:  always cap., not ord.

(1221(3)- if sell self-produced good, ord. inc., though seems cap. gain, because equiv. of salary.

V.  WHEN IS IT INCOME? OR DEDUCTIBLE?- ACCOUNTING PROBS.
Time value $-T prefers take deds. asap.



  -T prefers report inc. later.

Tax bracket-T prefers report inc. when rate is lower.



 -T prefers take ded. in yr. when tax bracket is 

  

  higher.

Offsetting losses/inc.-T prefers take inc./deds. when has 



   losses/inc. to offset (losses may be able 


        carry forward)


A.  Realization Requirement- see II.C.1. above.


B.  Claim of Right Doctrine ((1341)

If T gets $ in yr. 1 under claim of right (i.e. unrestricted right + dominion/control), even if his right is disputed by someone else, inc. in yr. 1.

If T then has to repay the $ in yr. 2, ded. in yr. 2; however, if the ded. exceeds $3,000, T option to reduce yr. 2 tax by the amt. the ded. would've reduced his yr. 1 tax (i.e. if yr. 1 bracket higher), but T still loses t.v.$. that ded. in yr. 1 would've brought though he did enjoy the $ for a yr.

Ex:  advance payment taxable upon receipt because claim of rt., but security deposit not since no claim of rt.

-"Dominion + control"- if get check for salary and think got too much and immediately mail it back, no dominion and control and so no claim of rt.

Distinguished from illegal inc.:

-If kept but no claim of rt., illegal inc. so don't get to use yr. 1 bracket if return it in yr. 2.


C.  Tax Benefit Rule ((111)

Reverse of claim of rt.

If T deds. in yr. 1, but then in yr. 2 recovers or fails to pay the expense deducted in yr. 1 or uses the expensed item for pers. use or fundamentally inconsistent event occurs, must report inc. in yr. 2 but only to the extent of the yr. 1 ded. 

(Unlike claim of rt. rule, tax ben. rule doesn't adjust for the fact that tax rate might have been lower in yr., i.e. T still includes the inc. using yr. 2 rate.)

(Also, as opposed to claim of rt., here T gets t.v.$. benefit from use of the tax saved by yr. 1 ded.)

Realization rules:

-If prop. worth more when returned:

No realization of the gain, so report amt. deducted, adj. basis is amt. deducted initially.

IRS arg.- accretion to wealth.

T arg.- no realization, wouldn't be realized if had kept the prop.

-If prop. worth less when returned:

Realization of the loss, so report f.m.v. when returned, adj. basis the f.m.v. when returned.

IRS arg.- loss not realized.

T arg.- loss realized, should get ded.


D.  Cash Method of Accounting

(446- use Ts method of accounting unless otherwise provided, as long as "clearly reflects inc."



1.  Income

Generally when actual receipt of cash, prop., or services, but see below.

Policy- simplicity, and no cash to pay tax 'til receipt.




a.  Constructive receipt

(1.451-2- inc. if cash, prop., services, made available to T such that could get cash or cash equiv., i.e. no substantial restriction on T's control.

Policy- prevent T from choosing when to be taxed by choosing when to reduce $ to actual possession, i.e. tax when only Ts volition stop him from getting the $ (K to defer comp. isn't volition after the K made).

Ex.:  Lawyer can't return client's check w/ request to pay it in next tax yr.




b.  Cash equivalency/economic benefit

-Rights to receive prop. in future:  cash equiv. if freely transferable, readily marketable/sellable, and so readily convertible into cash.

-Notes:  not cash equiv. if merely negotiable (since this would obliterate distinction cash and accrual methods) but only if also solvent debtor, note readily transferrable/marketable, i.e. of the kind frequently sold for cash, e.g. corp. or gov. bond.

-Accts. receivable:  not cash equiv., otherwise no meaning to cash/accrual distinction.

-Escrow acct.:  probably not cash equiv. since substantial restrictions on control and not readily convertible to cash?




c.  Deferred Compensation

Deferred compensation- while T can't refuse receipt of compensation actually tendered or already due and payable, he can arrange by K in advance of when $ be due to defer it (can't speculate whether payor would've been willing pay earlier, but maybe inc. earlier if clear evid.).

-If employer sets $ aside for employee, i.e. funded (tension security and any tax benefits of deferral):  if employer's creditors can't get at the $ and T already has rt. to the $ (i.e. can't do anything to lose it incl. death), taxed immediately because "econ. benefit" since equivalent getting the cash now and investing it.  (Not inc. immediately under constructive receipt doctrine if T can't access the $, i.e. substantial limits on Ts's control, (1.451-2.).  If employer's creditors can get at the $, no econ. benefit to T now since not enough security since it's a mere promise to pay.

-Args. of IRS- even if creditors can get at the $, T has econ. benefit if $ set aside or funded since this provides some security; also, econ. benefit of $ now to T if liability fixed and payor to pay T int.

Exs. when taxed immediately:  trust; escrow acct. in T's name; if deferral arrangement made after liability fixed.

Planning w/ deferred comp.- T wants defer comp. if can afford to (and payor will agree if given part of any benefit to T) if:  1) T may be in lower bracket later; 2) payor may be in lower bracket (e.g. if tax-exempt) so less tax on the int. T will demand though payor will still make T pay this tax by paying it out of T's int.; 3) payor can get better return on the $; 4) payor stable enough that little risk it'll go under and T get screwed out of $ (since only can defer tax if employer's creditors can get at the $).



2.  Deductions

Ded. when paid.

T prefers ded. immediately.

Prepaid expenses- generally treated as capital expenses if benefits last more than 1 yr., (446 (departure from cash method since econ. benefit of t.v.$. to T if allow immediate ded. of cap. exp.)(Most accurate treatment would be to also tax payor on imputed int. (esp. if payor pays only p.v. of what would owe if paid when liability would be fixed) and allow payee ded. imputed int. if loan proceeds used for bus., so payor gets a benefit here and payee loses out and IRS essentially breaks even since they offset).


E.  Accrual Method of Accounting

(446- use Ts method of accounting unless otherwise provided, as long as "clearly reflects inc."



1.  Income

When "all events" ((461(h)(4)) that necessary to create rt. to receive and to reas. determine amt. (No "econ. perf." req.) 

Advances/prepayments- T wants to defer immediately, but must incl. in yr. rec'd even if not all events yet (departure from normal accrual method since all events fixing the liability haven't occurred yet).

Policy- Practicality since T might spend the $ by the time it actually accrues and so be unable pay the tax.

Not accurately reflect inc.

Advance payment (immediate inc.) v. security dep. (not inc. since like loan):  if int. paid on the $, favors security dep., but if not have to pay it back if delinquent acct., favors adv. payment.

Ex.:  utility deposits held security dep. since customer could recover the $ if acct. paid up.

Disputed liability- T doesn't incl. unpaid item if x hasn't paid and disputes liability; if x pays, T incl. inc. but then see claim of right doctrine if has to return the $.



2.  Deductions

Ded. when "all events" occur that are necessary to fix and determine Ts obligation and "economic performance" ((461(h)) of what the expense exchanged for has occurred (e.g. goods shipped to buyer T)(ded. ratably if portion of econ. perf. completed).

Policy- wouldn't accurately reflect inc. to allow ded. before econ. perf. since t.v.$. benefit T would have.  Alternatives to econ. perf. req. to deal w/ t.v.$.:  1) allow T ded. pres. value of the future exp. so T doesn't get t.v.$. benefit of ded. before actual exp. since amt. of p.v. ded. now would grow to amt. would ded. when econ. per. (works if assume T same bracket when pays and when econ. per.); 2) charge T int. on the tax saved by immed. ded. (not discounted to p.v.)(also assumes bracket same when pays and when econ. perf.).

Recurring items exception to econ. perf. req.-  (461(h)(3), allowed ded. in yr. 1 if all events test met in yr. 1 and econ. perf. met w/in 1st 8 1/2 mnths. of yr. 2.

Employer plan to defer employee comp.- (404(a)(5)- then employer ded. in yr. employee incl. in inc.

Prepayments- no ded. 'til econ. perf., so at end yr. 1 ded. amt. attributable to the econ. perf. in yr. 1.

Reserves for estimated future exp.- no ded. since all events test not satisfied, i.e. liability not fixed. (Policy- otherwise be much lit. over accuracy of the estimates). 

Disputed liability- can't ded. if don't pay and dispute liability (but econ. reality is that T will put aside reserves for estimated liability, so inaccurate; if pay and still dispute, ded. but then see tax benefit rule if get $ back.

