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Computing Income Tax—Overview


§61 Gross Income—very broadly defined (Salary, Proceeds - cost recovery (if gain is realized), Interest from savings account, Cash Dividends - §61(a)(7) (Gen rule - stock dividend not taxable) - §305(a)).  

- Exclusions: Gift - §102; Tuition scholarship - §117; Interest from muni bonds - §103

- 
§62 Deductions (not included in AGI- above the line—usually biz deductions.  Worth more to tax 



payers, cost government more than below the line.



Theoretically takes into account biz. expenses.  In reality, many personal, like student loans
-------------------------

= 
Adjusted Gross Income (AGI §62) 

- 
Standard deduction (§63(c)- or Itemized §63(d) (“below the line” deductions §§ 67, 68)

   Medical expenses allowed if exceed 7.5% AGI - §213

- 
Personal exemption deduduciton. §151(d) $2000 (not doubled if filing jointly §151(b))

---------------------------------------

= 
Taxable income 

= the tax base – theoretically personal deductions taken into acct (§63)

x 
rate (tables in §1)

---------------------------------------

= 
tentative tax
-
credits
---------------------------------------

= 
tax liability

Standard Deduction:

$4,850 for single filers or married couples filing separately

$7,150 for head of household filers 

$9,700 for married couples filing jointly
AGI §62 ONLY APPLIES TO INDIVIDUALS, NOT CORPORATIONS

· Reimbursed expenses of employee §62(a)(2)(A)

· Deductions attributable to rents and royalties §62((a)(4) attributable to to prop held for production of income

· Horizontal equity - Net business income - TP self-employed ~ employee's salary

· Annual accounting basis (Burnet v. Sanford & Books Co - not transactional basis, $ was included in gross income though restored losses from prior years)
· §172 - permits net operating losses (from trade or business) to be carried back to a specified number of prior taxable years and carried forwad to specific number of subsequent tax years.

II. Gross Income - §61

A. Compensation - Fees, salary, commissions, fringe, in-kind benefits

B. Can take infinite # of forms
Old Colony Trust v. Comm - Gross income includes discharge of his obligation to a 3P (Employer paid employee's taxes to gov't - relate to services performed and is compensation)

· Policy - Because otherwise could pay off all my debts and not need income $

· Gross income is read broadly - not have to be included in §61

· Deduction is read very narrowly - only if find § or Sup Ct case which specifically allow

C. Timing: Report income in year received benefit (Old Colony Trust employer paid 1918 taxes in 1919)

D. Realization – cash as well as consumption must be taxed immediately. Cesarini
1. Significant change of economic circumstances (e.g. Trade in appreciated house for a boat)

2. Otherwise, easy to lose track of & not tax when spent.

3. Example: Buy box of junk at auction for $10; discover valuable baseball card currently worth $10,000; two years later sell for $15,000. ( Year 1 - Bargain Purchase;  Year 3 - Amount Relized $15,000 - Tax cost basis $10,000 = Gain $5,000  (Tax cost basis: as if got $10,000 and invested in property)

· If treat Year 1 as windfall - Tax cost basis same: $10 out-of-pocket + $9,990 

4. Appreciation in value of property - wait for realization event – Gain = Sale –Basis

· Necessary component of income. Eisner v. Macomber (US 1920) SH not required to include unrealized appreciation in income—stockholder owned exactly what she owned before, even though it was now evidenced b y more pieces of paper and worth more. Constitutional based, but later authorizes have reinterpreted the realization rule as a matter of legislative determination.

· Policy - Not constitutional issue, question of practical considerations

· Liquidity problem - peole less likely invest because have to sell asset b/c need money to pay tax

· Administrative cost of discovering the value – burdensome

· Want to encourage long term investments
· Income exists "when just and socially desirable to impose liability for an income tax" - Surrey, J.  
· Congress, with a few exceptions, requires mark-to-market or accretion-based inclusion of income, abrogating the realization rule.  §§475, 1256 e.g.
E. Claim of Right

(1) No consensual obligation to repay (No present oblig to repay - Cesarini)

(2) No restriction as to disposition - complete dominion and control
(3) When reduced to superior value - TP has right superior to anybody else's to the funds

· Obligation to disgorge as result of later events, not simultaneous with receipt: North American Oil v. Burnet - TP received in 1917 $ from gross profits of property in1916 during receivership, so taxable in 1917 when she received or entitled to receive. Though litigation with government concerning who has been owner finally over in 1922.

· Report when gain—mistake doesn’t matter (Lewis - 1944 got $22,000 bonus from employer, so is gross income. In 1946 when court decided bonus wrong and had to return $11,000, then deduct as a loss in 1946 return, but still income in 1944 b/c thought had claim of right and used the money unconditionally as his own) (consistent with Cesarini - report it when found)

· I.e. pay at the rate of the bonus year, not repaid year.

· Business- §172 - net operating loss deduction provide averaging mechanism by allow carryovers of net operating losses. Attempt by Code deal with business vicissitudes - rough on TP to have mammoth gains and losses (Income tax based on annual, life is not)

F. Windfall / Treasure Trove is Gross Income

1) Ascescion to wealth, 2) realized (in hand), 3) Dominion Comm v. Glenshaw Glass (Money received as exemplary damages for fraud or as a punitive portion of a treble-damage antitrust recovery must be reported as income under §61) Reg. §§1.61-1(a); 1.61-2(d)(1)
· Claim of Right - "Treasure trove, to the extent of its value in U.S. currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession." Reg §1.61-14 

· Fair market value - §61

· Found Property - Cesarini - extend Glenshaw Glass beyond windfalls (In '64 find diamond inside piano bought in '57; Ct: Treasure trove, report in '64)

· Rationale - Inc case of treasure trove, too much potential for fraud.  If allow TP to say 'found it in chair,' too easy to explain increase in wealth that not want to report, so include treasure trove / windfall while not tax bargain purchases from third parties (Dougherty - drug dealing, tax fraud, not report money) 

G. Bargain Purchase From Independent Third Party ( Income
· Clear economic benefit where buyer and seller are not related (family and economically) not give rise to gross income (i.e. Pay $2,000 for piano worth $15,000 Palmer rule

· Rationale - Not economically feasible to to tax every bargain purchase, need FMV

H. LOANS: Proceeds of Loan is not Gross Income

· not an accession to wealth - Bal sheet A/L offset 

· Consensual obligation to repay
· If TP establish intention and ability to repay by execute promissory notes secured by assets ( believable (Gilbert)

2. Contingent Advances v. Loans: Expenses of a firm that operates on a contingency basis ( loans. Are ordinary business expenses. Boccardo v. Commissioner (9 Cir 1995) (Personal injury firm paid all expenses up front & recovered a fixed percentage contingency fee.  Not a loan—no obligation to pay, only receives the flat percentage. Gross fee contract.

· cf. Net fee (favored by some states’ ethics rules) = costs repaid out of the recovery & not deductible.  Boccardo (1987).
3. Cancellation of Indebtedness(Income for recipient 1.61-12 & Loss deduction for lender §166

4. Satisfaction or Discharge of a Debt?

· Cancellation= lack of consideration for the discharge.  US v. Centennial Savings Bank (1991) (early w/drawal penalties paid by depositors to a bank NOT discharge of indebtedness income, but rather depositor received amount agreed upon at the time agreed upon, so not excludable under §108(a)(1).  Bank not discharged of any debt bec. paid depositor exactly what they had agreed upon.)

· Failure to satisfy a debt = Gift-like = §108. V

· v. in exchange for a service = income-like ( included under §61.  The forgiveness must not be merely the medium for payment of services. Rev. Rul 84-176; Spartan Petroleum.

· Non-cash consideration for payment of a debt ( §1001. Davis v. US (US) (xfer of appreciated property to satisfy a liability = a taxable disposition).

· ( Debtor has personal services income & creditor may have a business deduction.

· Paying debt by releasing a contract counterclaim against the creditor—Debtor has income from the constructive receipt of damages. Spartan Petroleum.  Settlement treated as if TP actually received compensation for damages.

· The compound trxn (cash payment that settles the damage claim from lender to borrower & cash payment on the loan from borrower to lender) must have the same tax consequences as a series of cash equivalent trxns. Rev. Rule 84-176—amount forgiven by lender/K-breacher IS §61(a)(12) income.

5. Excluding Discharge of Indebtedness Income—some may be exclued.  See below.
6. Freeing of Assets: Gain to the debtor from the discharge is the resultant freeing up of assets that he would otherwise have been required to use to pay the debt.

· Making available assets previously offset by the obligation of bonds = accession to income. US v. Kirby Lumber (US 1931) (Kirby repurchased its own bonds at a discount on the open market.  Repurchasing or retiring bonds for less than or more than their issueing price or face value counts as income bec. freeing assets by making bonds extinct.  Kirby had made available +$100k assets, which had previously been offeset by the obligation of the bonds now extinct.)  Plain meaning.

7. Cancellation of Consumption Debt—When a debt that was denominated in dollars but never made or repaid in actual cash, the IRS must value what the TP received at the outset.
· Zarin v. Commissioner (Tax Ct 1989) (discharge of gambling indebtedness due to State intervention NOT taxable—settlement amount was the actual amount of the debt ( no cancellation arose)

· Liable for the debt?

· Held property subject to the debt?

I. Exchange of Services—each person must include the value of the service received in their gross income. Rev. Rule 80-52; Baker v. Commissioner (TC 1987) The owner of a barter exchange clearinghouse received barter club units as his commissions.  The court rejected his position that the value of each unit should be discounted because members often inflated prices.  Inflated prices equivalent to department store vs. discount store.  All trnxns and records except income tax returns treated the units as having dollar equivalency.

When—taxable when you receive, like cash.
J. Imputed Income Never included in gross income.

= “a flow of satisfactions from durable goods owned & used by the TP, or from goods and services arising out of the personal exertions of the TP on his own behalf.”

1. Only services performed outside the market. Not services w/in the market performed for oneself. Presence of employer key.  Commissioner v. Minzer (insurance salesman); Commissioner v. Daehler (real estate salesman purchased real estate—commission grew out of the employer-employee relationship.)

2. Partnerships as aggregates of partners, not separate TPs. Benjamin v. Hoey  (TP’s commission paid to his firm for personal transactions in securities markets is imputed income—TP received his share back out as part of his partnership income)

K. IllegallyGotten Gains are Gross Income
1. Borrower has no consensual obligation to repay ( Gross Income

· When TP acquires earnings, lawfully or unlawfully, withut the consensual recognition, express or implied, of an obligation to repay and without restriction as to their disposition -> pay income tax (James quoting North American Oil - TP required to report illegal gains in Gross Income) James v. US (US 1961) Embezzled funds included under §61 in the year the funds were misappropriated.

· Extorted money, rackateering, ransom, bribe, unlawful insurance, graft, black market gains, lotteries, bookmaking… also taxable. Rutkin
· Loan under false pretenses – swindler’s money was taxable. US v. Rochelle (5 cir)

· Repayment in same year—still taxable. Obligation to repay of “No value”. Buf v. Commissioner (2 Cir)
Subsequent repayment can be deducted as a loss to the embezzler under §165(a) & (c)(2). Rev.Rul 65-254.

· No 5A violation US v. Sullivan (US 1927)

· Borrower's intent ( rule difficult to administer b/c diff to determine (Rochelle)

2. Timing: Year get - not look at legal; year return - look at legal -> Get them at both ends

3. Policy - Congressional intent to treat equally—not provide an incentive to gain illicitly.

III. Exclusions from Gross Income


A. Discharge of Indebtedness Income

1. §108—may exclude discharged debt based on financial status (insolvency) or nature of the debt forgiven (qualified real property indebtedness) 

· What’s required to be §108 income
· Valid debt existed

· Discharged < face value

· Trxn between borrow & lender

· Only adjust by lender 

· not, e.g. homeowner who sells a house w/ a mortgage still on it.

· but yes—x-fer of property from owner to lender if value of property < value of debt on it

· Gifts—no (original debt or subsequent forgiveness) Autenreith, Haag
· Interrelated w/ §61(a)(12) CB 164

· Amount limited to the amount required to make the TP have a net zero worth. §108(a)(3)

· May defer rather than permanently exclude if TP later becomes profitable.

· May reduce the basis of depreciable property, rather than other tax attributes. §108(b)(5)(A).

· Zarin treats adjustments in seller financing as reductions in the purchase price of the property purchased w/ the debt, rather than forgiveness of the debt itself. (lemon” purchase—adjusting price of the lemon ( income) §108(e)(5)

· Farm/business—“qualifed … indebtedness” §108(a)(1)(C)-(D)

2. Contributions to capital of a corporation - §118 - no income when incorporator contributes capital to corporation—$5,000 for shares of stock.  Rationale: corporation is not made richer, it has liability to its SH ( what corp generates is income. (§11 - Corp is separate tax entity & pays taxes at graduated rates)

·  If at end of Year 1, value of assets of corp (, only tax SH when dispose of shares.

· Result—bec. cancellation of debt income excludable, incentive for §108 income.  If not, CG.

B. Proportionate stock dividend - §305(a) ( give rise to gross income (Eisner v. Macomber - b/c mere  bookkeeping that does not affect assets / liabilities of corp or proportionate interest of stockholder or value of his holding - 'Income is gain derived from capital, from labor, or from both combined')

C. Improvements by lessee on lessor's property - §109 not income to LL
D. Recovery of personal injury damages - §104(a)(2) - excludes from gross income "any damages received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal injuries or sickness."

1.
Whether they result from the prosecution of a legal suit or action or from a settlement in lieu of such prosecution, the damages received must arise from a tort or a tort-type right. Reg §1.104-1(c) (If suit under state contract law, then §104 not apply)

2.
Damages for lost earnings, awarded as a result of personal injury action, ARE w/in the §104(a)(2) exclusion. Rev.Rul. 85-97, 1985-2 C.B.50.

3. 
Policy
i.
Return of capital theory - TP's receipt of damages serves only to restore her to the position she was in before she suffered the injury. 

ii.
Enough horrible things happen to him, not tax them as well  

iii.
Avoid bunching problem b/c if include, then potential for bunch a great deal of income for year of receipt (i..e Out of work 3 yrs -> taxed all in one shot and b/c of progressive rate structure, more of it taxed at highter rate)

4.
Personal injury includes both physical and nonphysical injury. (Roemer v. Comm. - look at underlying state law and how claim was brought (i.e. CA L - personal tort - defamation = personal injury - distinction should be b/w personal and nonpersonal injuries; Threlkeld v. Comm.)

5.
"Par (2) shall not apply to any punitive damages in connection with a case not involving physical injury or physical sickness." §104(a)

6.
If receive punitive damages on account of physical injury -> can exclude

7.
If payor of injured party pay with shares of stock with basis $6500 and value $8000, then payor has gain of $1500; and if recipient sell later for $9000, then realization event -> has taxable gain of ($9000 - $8000 basis = $1000) Though no tax cost basis or out-of-pocket cost basis (§1012 - Cost basis) Consistent w/ §104(a)(2) b/c want to permanently exclude $8000 from income

8.
Stuctured Settlements - If A had right to receive only monthly stream and not had actual or constructive receipt or the economic benefit of the lump-sum amount that was invested to yield monthly payments -> §104(a)(2) applies to full amount of monthly payments. Rev.Rul. 79-220, 1979-2 C.B. 74.

9.
To the extent get more than their costs, extra is really a windfall, not compensation in kind for injury. (i.e $5000 in medical costs, paid for by insur co; if got another $4000 from other insur and $5000 from negligent party in settlement, then $9000 is windfall)

10. Title VII - Damages under Title 7 excludable under §104(a)(2) (Burke - redressing tort-like injury)

F.
Recovery of Damages for Business Injury (not statutory exclusion)—Important to allocate a recovery 

a.
Damages representing reimbursement for lost profits caused by another's wrongful action are fully includible gross income

b.
Value of goodwill (relates to a business's income generating attributes) incluible only to the extent that the recovery exceeds basis - need to prove cost basis for goodwill (Raytheon).

G. Fringe Benefits - §132 (In-kind benefit arises in compensatory setting provided by employer)
Fringe benefit included in G.I. unless specifically excluded by Code 

Categories of excludable benefits:

1. No-additional-cost service - employer offer employee service in ordinary course of the line of business of employer (i.e. airline seats on space avail basis)

2. Qualified Employee Discount - §132(a)(2) - if discount w.r.t. qualified property or services  (not for investment, offered for sale to customers in the ordinary course of line of  bus of employer, i.e. TV) does not exceed (A) for property—the gross profit % of the price at which property offered by the employer to customers [(aggregate sales - cost of goods sold) / aggregate sales]; (B) services—20% of the price at which the services are being offered by the employer to customers

-
If discount = 25% & gross profit % = 40% ( discount excludable

-
If discount = 45% ( 40% excludable & 5% = gross invome

3. Working condition fringe §132(a)(3) excludable if, were it paid for by employee, would be deductible by employee under §162 (Trade or business expense) or §167 (Depreciation) - Compare employee to self-employed - pay $ for run office (i.e. secretaries, air-conditioning, fly first class for job, to produce income)
· Business Trips—Expense paid trips are income when a reward for service. Rudoph v. US, Patterson v. Thomas (5 Cir.)

· But when trip oriented to future business, primarily benefiting the payor, not a reward for past services, is not income. 

· Purpose: personal benefits incicental to the dominant purpose. Primary purpose of the trip controlling. US v. Gotcher
Control of the schedule or the money spent.

Family: Making the tours w/ employee-spouse or attending discussions.  Only deductible if serve a bona fide business purpose.  Only if family necessary for the spouse to conduct business.

· Must be in a trade/biz—e.g. if student gets airfare from law firm for interview, no deduction under §162 b/c student not in the trade yet & no excluson under §132(d) working condition fringe because not employee . Gotcher argument

· Frequent Flyer Mileage: If miles accumulated from business trips & use to buy tickets  ( gross income b/c business' bargain, not mine. 

· If miles accumulated from personal trips & get mileage = Bargain purchase ( no gross income

4. De minimis fringe - excluded when accounting for them would be "unreasonable or administratively impractical"

· Occasional meal money or local transportation fare excludable as de minimis fringe if (A) occasional, (B) provide to enable to work overtime, (C) meal money - Reg §1.132-6(d)(2)(i)

· Cab fare - Special rule for employer-provided transportation in certain circumstances - Excess over $1.50 excluded if employee would be in unsafe conditions - Reg §1.132-6(d)(2)(iii)

· Note - rule not available to control employee (comp > $100,00)
· Qualified transportation fringe - i.e. free parking provided by employer to employee

· Qualifed moving expense reimbursement
· Scope: §132(a) - extends benefit to employee's spouse and dependent children for (a)(1), (2) & parents for air travel - §132(h)(2), (3)

5. Policy: Congress balancing 2 competing objectives in amending §61(a) and ading §132  

i. if full taxing power, could include all, but exclude certain in-kind fringe benefits to align w/ business practices…

ii. erode tax base and lead to further erosion because more incentive for employers to provide employees fringe benefits -> allocative inefficiency of economic resources
iii. Equity
Horizontal - similarly-situated TPs should be treated the same - TP with same income should be treated the same

Vertical - TP with more income should bear a higher burden

iv. Efficient Free market allocation of resources to most productive resources – idea that tax structure should not interfere with private decisions on allocation

b. Simplicity - guidance, promotes equality and efficiency, rid confusion else those with more resources more likely to have $ to understand the system to get benefits out of system -> no equity ->perceptions of inequality and unfairness

6. Property Transfers- §83

1. Bargain price transfer in employemnt ( compensatory—Bargain purchase in connection with providing services can give rise to gross income - §83(a) [FMV- see below]

· 83 not apply in bargain purchase from independent third party - Palmer - no G.I.

2. Stock—doesn’t qualify for employee discount provisions—excludes property held for investment & only includes property ordinarily offered to customers in the coarse of business. §83(a).

· So income = Value of stock – Amount paid for it.  Basis = value, not what paid.

· If employee (transferee’s) right to the property is subject to a risk of forfeiture—property not transferable even if the owner can legally change.

3. Only applies Substantially Vested. Reg §1.83-1.  Otherwise not income in that year.

· = Transactional approach, allowing tax payer to wait & see (rare in the tax law- usually pay first, deduct later).

· §83(c)(1) Substantial risk of forfeiture if full enjoyment conditioned on future performance/services.

· “”(2) transferable= if transferee can receive w/out a substantial risk of forfeiture. ( “conveyable”!

· Examples-- Basic earn-out provision: TP receive stock from employer FMV $100, paid $0 in Yr1. Stock certificate "Not transferable & if she leave employer's employ at any time, for any reason before Yr4, forfeits the stock." (  taxed in Yr4, when property is no longer subject to risk of forfeiture ( inclusion event. If stamped "Never transferable" - still taxed in Year 4 b/c "earlier of risk of forfeiture gone and transferable"
· If shares can be transfered, but the transferee is subject to same risk of forfeiture( Stock not transferferable when employee receives it( tax event delayed. §83(c)(2)

· Valuation: assume value of stock (’s $200 from Yr1(Yr4—Income = $125 (measure income when risk gone - Year 4)

4. Timing—person who performed the services is taxed, even if the property was transferred to someone else (like a child) (Nixon’s family trips, e.g.)

· Measured at time of taxation (when transferable or not subject to srf)—wait-and-see approach.  More accurate measure of income, but doesn’t really measure the compensation for services, measure market appreciation.  Denies TP the benefit the reduced rate for capital gains.

5. Applies to employees & ind. contractors

7. Non Discrimination Rule - §132(j)(1) - Exclusions under (a)(1) no-additional cost service and (a)(2) qualified employee discount apply to highly compensated employee (i.e. officers) only if available to other employees 

i. If it is discrim - not availabe to lower paid 1/3 of employees, nevertheless middle 1/3 may exclude (§414(q) defines highly comp employee)

8. RFMV—Reg. §1.61-2(d)(1) recipient of noncash compensation must include its FMV.

Fair Market value = price paid for a benefit in an infomred marketplace in a willing, arms-length transaction. Reg. §1.170A=1(c)(2) 

i. Problem—Employee context— employee is not a willing buyer, so different value to him. Employer’s incremental cost more easily discernable, but wouldn’t accomplish the purpose of the tax—cost < value.  Difficult to determine market value in general. (even geographical limits outmoded)

ii. Generally ignore special values & ask what it’s worth to particular TP, recipient (i.e. Nixon use charter plane for personal use b/c security issues arise from nature of job - just charge w/ First class ticket)

H. Meals or lodging furnished for the Convenience of Employer - §119 

Exclusion for employee—value of meals or lodging furnished to him, spouse, or dependants by employer for convenience of employer if

(a)(1) Meals - furnished on business premises of employer (not literally- Adams)

(a)(2) Lodging - required to accept lodging on business premises of employer as condition of employment = where the employee is required to accept the lodging in order to enable him to properly perform the duties of his employment. US Junior Chamber of Commerce v. US
- Fact that employee also receives a benefit not determinative. Adams
1. Exclusion only for in-kind benefits; §119 does not provide exclusion for cash, expense account designed to pay for meals. 
a. Commissioner v. Kowalski (US 1977) (meal allowances for state troopers).  Congress meant to end the judicial confusion over the issue w/ §119—unequivocally doesn’t include cash.

b. BUT, Christey v. US (8C 1988, cert. denied) State troopers who were required to eat their meals at public restaurants adjacent to the highway while on duty could deduct meals as ordinary & necessary business  expenses under §162(a).

2. Benaglia - Free lodging for manager of 2 hotels - not gross income b/c (a) convenience of employer & (b) incident to performance of duty.  On call day and night ( Business necessity - Reg §1.119

a. Law firm cafeteria - need really "on call"  Reg §1.119-1(a)(2)(ii)(a)

b. Adams v. US (1978) Fair rental value excludable (amount of the discount provided by employer NOT in gross income)– Pres. of a Japanese subsidiary of U.S. company rented a house from the company below market rate.  Rent was based on what would have paid for a similar residence in the U.S.  Paid through salary reductions.  Policy purpose—to attract qualified employees to foreign positions & ensure that CE’s would be housed in prestigious surroundings in keeping w/ Japanese biz standards.  Required to live at the residence, used it for small meetings & biz entertainment.  

i. Biz. premises = either living quarters in office, OR premises where carries on substantial portion of its business

ii. Can be influenced by applicable biz community standards
3. Consistent with Claim of Right doctrine b/c no economic benefit which TP may freely dispose of; & Glenshaw Glass b/c though element of gain and accession to wealth, no dominion and control, similar to coercion

4. Van Rosen v. Commissioner - employer-provided subsistence and quarters in kind not gross income b/c he had to take this, no choice. The ends of the employer's business dominated and contrlled, just as in the furnishing of a place to work andin the supplying of the tools and machinery with which to work.

5. Employment  K provisions not determinative of whether meals or lodging intended as compensation

For employER—see below-- deductions

I. Gifts

§102 “Gross income does not include the value of property acquired by gift…”  Donor taxed.

1. Why Exclude Gifts from Income?

· taxing once, But not clear why gifts beyond the family shouldn’t be taxed twice, problems in the business context

· Donor rather than donee: 

· donee the one who uses it, but donor is the one who exercises control over amount & timing; 

· family as taxable unit.  But in most parts of tax code, don’t tax the family as a unit, but as ind.

· simplicity notion/administrative efficiencey (now, system onloy considers the income when it is earned by the donor, but if donee paid the tax, system would need to follow 3 events between the 2 TPs.  Difficult for the govt to keep track of the symmetrical income & deductions); 

· Donor hasn’t really consumed.

· Donor as proxy for donee, done out of administrative convenience.

· Donor more lucrative—probably in higher tax bracket; don’t want more wealthy person to give gifts as a means of levelling out income of everyone in the family.

· Haig-Simons - Would be in both: Donee: Increase it wealth (Glenshaw-Glass - net accession to wealth); Donor: Personal consumption §262

2. 102 Excludes—gift, bequest, devise, or inheritance.
· temptation to disguise income as a gift since it is only taxed once

· §102 refers only to the donoee( “gifts” in the business context can escape tax on both ends.

3. Motive/intent of donor—must proceed from “a detached and disinterested generosity…” rather than simply “renumeration for services rendered” Duberstein (US 1960) (NOT gift—Biz colleauges—B “furnished D with valuable information” about customers.  D sent B. a Cadillac as a thank you.  B. didn’t include value as income & D. deducted it as a biz expense.)

· Transferor’s intention is paramount. “Detached and disinterested generosity,” “out of affection, respect, admiration, charity or like impulses.”  Stanton v. US (US 1960) A church gave its former president a gift of $20k ($2k/month) when he left, but provided that he release them from any claims to pension & retirement benefits.  Words about wishes and loyalty, but also evidence of “some ill-feeling”  ( Gift (but close call)
· App. Review “quite restricted” clearly erroneous.  Based on “the factfinding tribunal’s experience with the mainsprings of human conduct to the totality of the fcts of eaach case.”

· Income v. Gift: Goodwin v. US (8C 1995) applying Duberstein—minister was taxable on cash gifts received on a regular basis from church members, despite stipuations by them that they did not deduct the payments as charitable contributions and that the gifts were made “out of love, respect, admiration and like impulses and … not out of any sense or obligation or sense of fear that he will leave their parish” if he wasn’t so compensated.

· Businesses: §102(c) xfer to employee NOT a gift. E.g. Loyalty bonuses should be income b/c reward for past services.

· Businesses can make gifts Rev.Rul 53-131 amounts paid by a company to help employees who suffered personal injury ofrom a flood were not income to the employees.  Payments were measured by employees’ needs. Rev.Rul. 59-58—also doesn’t include Christmas-time holiday gifts of smallish value (hams).  But does not apply to cash.

· Marketing—Oprah Pontiacs IRS says are income—even though recipietns chosen for their neediness..  Major tax consequences.  

· Tokes—Dealer receives “tokes” (as tips?) from players, even though he has no control over outcome.  9C case—despite testimony that were motivated by superstition, taxable.

IV. Itemized Deductions 

Biz—§162—deductible & Personal—§262—not deductible

But mixed—consumption AND contribute to livelihood

· §162—“primarily” business then full deduction. Reg 1.162 2(b) (facts & circumstances)

· §274—e.g. foreign travel §274(c)(1)—multiply amount by ratio of days spent on business

A. Tax Expenditures and Personal Deductions  

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 speciial credit, a prferntial rate of tax or a deferral of liability” (Cong. Budget Act 1974)

· The tax law is fundamentally designed for a revenue raising function.

· But it also has a spending function—tax expenditures
· Deductions, credits, deferrals, exclusions, preferential rates.

· Treasury Dept. prepares a “tax expenditure budget” every year—

· Code clearly strayed far from revenue-building function into redistrubitive—encouraging various social goals… 

1. §262 disallowed personal expenses, in general.  Exceptions—

· anything arguably business related

· educational

· personal

· other things gov’t wants to encourage taxpayers to spend on

· alleviating tax burden

· make up for overtaxation related to the expenses

2. Personal Exemptions & the Standard Deduction

§151—standard personal exemption for taxpayer & each dependent (§151c)

i.e. no tax on first $2000 of income (for each person) ~ zero bracket in the rate system.

· Vertical & horizontal distribution.

· Undermines progressivity—reduces tax depending on taxpayer’s marginal rate, so people who pay at a higher rate get “more” out of the exemption.

· Upside down subsidy—marginal tax rate + deduction – rich get a bigger amount of savings.  E.g. a $100 deduction—the rich person who pays 50% savings $50.  a poor person who pays 10% gets only $10 back.

· Poorest taxpayers beyond the reach if no refund.

· More kids ( less tax

· No effect if itemize—helps simplify b/c don’t need to itemize if small amount

· Top number—pensions.  A deferral provisions.

B. Earned Income Tax Credit – Code §32(a)-(c)(3)







= wages & earnings from self employment
= a %’age of T’s earned income.  % depends on family size.

· phases out below $30k (check §32(b)(2), (j))

· refundable—refundable

· challenges—education, getting people to file returns even when they owe no tax, writing it simply enough that anyone could actually understand it!

C.  Charitable Contributions – §170(a)-(d), (e)(1)(A)-(B), (f)(8)

· Theory— necessary to define the base?

· Yes- Deduction—quasi governmental function.  

· No- Congresional intent-- §170(b) limits, which tells you that they didn’t conceive charitable contributions as necessary to define the base.

· limited by donor income, type of gift, nature of the organization

§170 Organization:

· can’t benefit a private person (c)(2)(C)

· can’t attempt to influence legislation or participate or intervene in political campaigns on behalf of candidates. (c)(2)(D)

· §501—parameters for tax-exempt organizations.  Not all tax-exempt organizations qualify

§170(b)(1)(A) Taxpayer
· limited to 50% “contribution base” ~ AGI

· see CB 251

· §170(l) motive (e.g. alumni who get benefits) 80% of amount contributed deductible.  But other rules.

The Gift: §170(c)—money has to be a gift or contribution.  
· Duberstein – “detached & disinterested generosity,” not “quid pro quo.” Hernandez.
· Not a payment for property or services that benefit the donor.

· If paid for an item of value, burden on T to prove that a portion of payment > fair market value of the benefit & intention of making a gift. R 67-246

· Mixed motive: Attend fundraiser for a local charity— $150 for a $35 meal. §170(c). Deduct remainder,  assuming donor gets substantiation & donee made certain disclosures.

· Services: can’t deduct value.  Effect would be to zero out the equal amount of time worked for pay elsewhere.  Problem—not taxed on services—not giving what otherwise would be taxable income.  The person who donates cash difference—imputed income.  The cash donator gets exempt income.  The service donator would get exempt income and a deduction.  This way, she only gets exempt income. – But the only imputed income is the satisfaction.  Someone who has the income to donate cash also gets satisfaction.  Discriminates in favor of people with more money than time.

· Property use—§170(f)(3) “Denial of deduction in case of certain contributions of partial interests in property” ( Allowing charity to use a rental space not equivalent ot donation of services b/c no imputed income for empty space.

Donative cap—50% or 30% §170(b)

· Worried about fraud; People w/ a lot of capital (e.g. trust funds) could afford to zero out their income

· Stock: 30% §170(b)(1) 

· Substantiation requirement §170(f)(8) if > $250, donee must provide donor description including value of goods/services donor receives.  Must be related. (car donation)- may want to ask institution to hold onto donation a while before reselling, otherwise may lose donation.

· Statement—Religious services don’t have a $ value on intangible benefits. (after Hernandez)

· Motivation, as in §102 for gifts—quid pro quo not allowed

· Difficult to determine. 
· Religions organizations

· Hernandez v. Comm’r of IRS (US 1989) Payments to Church of Scientology for  “auditing” & “training” “services” NOT deductible.

· “expectation of quid pro quo”—religious quid pro quo not the same as others.

· “fixed donation” aka “price” to gain access to training session—“doctrine of exchange”

· Establishment Clause: No.  §170 requires it to be a contribution or gift, whether or not religious org.

· CAN deduct for services purchased from other churches & synagogues—“pew rents, building fund assessments, periodic dues” – OK, just can’t be a quid pro quo exchange

· IRS later reversed its position bec. Church kept litigating—auditing services deductible.

· Religious school tuition NOT deductible.

Gifts of Appreciated Assets

Assets better than cash for donor—fair market value deductible. §1.170A-1(c)(2) 

Process-- When recipient then sells the donation--§501—Takes same basis in the gift as the donor.  It’s a tax exempt entity, though-- §501(c)(3) ( the appreciation is never taxed by the tax system—

Donor accrues no tax burden—not deemed to have exchanged property. (also lose losses)

Determination of value—Rev. Rul 80-69 = price at which property would change hands between willing buyer & seller w/ no compulsion to buy/sell & reasonable knowledge of the relevant facts.

· Refer to most active market at the time of contribution.  Preferably actual trxns not artifically calculated estimate of value. (Discourages trxns w/ expectation of a quick increase in value—best evidence of value is still the price T paid).

· Documentation—receipt, appraisal requirements for property > $5k

D. Expenses for production of income - §212
1.
For an individual, allowed deduction for all the ordinary and necessary expenses paid or incurred during the taxable year 

(1) for the production or collection of income; (i.e. brokerage comissions)

(2) for the management, conservation, or maitenance of property held for the production of income; or (i.e. keep stock cert in safety deposit box, holding of rental property for profit)

(3) in connenction with the determination, collection, or refund of any tax

2.
If condo in Fl - rental activity -> Rents are above the line deductions §62(a)(4)

E. Travel
1. Travel away from home §162(a)(2) – traveling expenses, including transporation & meals if:

(a) “ordinary & necessary”

(b) occurred while “away from home,” and

(c) incurred in the “pursuit of a trade or business”

(d) and not “lavish or extravagent under the circumstances.”
a. Overnight rule - Correll - has to be away from home for meals and lodging 

b. Hotel - duplication of living expenses (Hantzis, Andrews)

c. Meals - TP can deduct 50% of meal if otherwise deductible expenditure (§162(a)) as away from home travel expenditure - §274(n)—see below.

d. Transportion cost of out-of-town visit to client deductible if pay for it (not in-kind nor reimbursement)

e. Combined Business-Pleasure Travel: If trip is both business and personal, transportation is deductible if trip is "primarily" for business purposes - Reg §1.162-2(b)(2)

Travel expense while away from home in pursuit of business

ii. Min Time  working (i.e. 11 days personal, 3 days bus) -> transportation not deductible

iii. Hantzis – Harvard law student summer associate in NY (failed to obtain work in hometown)—NOT “away from home.” Fact of temporary employment not relevant b/c she had no biz ties to Boston that would bring her back when she was done.

iv. Daly v. Comm - If Joan chose live in NY and work in DC & her personal choice causes dupication of lodging expenses, can't deduct commuting costs

See Fringe Benefits section (p.6-7)

2. Commuting not deductible. Reg §§ 1.162-2(e), 1.212-1(f)… 

a. Even if greater than normal distance. Sanders v. Commn’r.(No deduction for civilian employee on air force base not allowed to live there)

b. Can structure biz to support deductibility though. Pollei v. Commn’r (10C) (Police required to use their personal vehicles on patrol, patrol began at home bec. expected to monitor radio as soon as got into the car.)  Nature of police work contributed to decision.

c. Exceptions 

i. Residence ( Temp. work location outside Metro area (Rev Rul. 99-7).  If w/in metro area, only deductibule under (2) or (3)

ii. Residence ( Temp work location if have at least one regular work location

iii. Residence = Principal place of biz (§280A(c)(1)(A) ( Another work location in the same trade/biz even if the other work location is regular and very close by.

iv. If drive from office to meet client and back to office ( necessary bus costs

v. 2 Business Locations: Andrews - Transportation between offices is deductible.

vi. Major / minor post of duty( away from home if in minor place of duty. No temporary job exception \



- lodging not deductible b/c no duplication if rent 6 mos in each location


vii. Traveling salesman: abode = tax home

- No family, no home, just travel aound selling ( never away from home (Kennedy v. Comm) Sleep in truck ( can't deduct)

viii. Tool Rule - If can prove cost more to transport tools than just transport self, then excess cost deductible. Trailer, Rev. Rule 75-380, but can't deduct carry heavy briefcase Fausner v. Commn’r


d. Policy; Non business reasons enter into choice of residence; Preserve integrity of tax base - items of personal consumption should not be deductible; Revenue concerns; Equity issues – no need to give advantage sto more well-off businesses; Hotel industry and cab industry want you to be able to deduct it

3. Mechanics of employee travel for biz
· If Co. provide transportation( §132(d) working condition fringe( excluded from gross income

· If reimbursed by employer ( §62(a)(2) above the line deduction (  AGI §62(c) 

·      Not reimbursed if (1) don’t require employee substantiate expense & (2) employee right to retain any amount in excess of substantiated expense

·     Accountable plan( can exclude reimbursed expense - Reg §1.62-2 (If employee is reimbursed pursuant to accountable plan, not even have to include, more than "above the line" dedctions - Reg §1.62-17)

· If employer increases salary of employee and employee make same trip( §162 business expense deduction (b/c not listed in §62, not reimbursed expense b/c not pursuant to an accountable plan) below the line deduction ( §67 2% floor on miscellaneous itemized deductions not listed in exceptions in §67(b)( §67(a) shall be allowed only to the extent thte aggregate of such deductions exceeds 2% AGI (if AGI = $100, then only $98 allowed miscellaneous itemized deductions, $2 still included in tax base)

· policy: discourage itemized deductions, can use standardized deduction; administrative ease; most TPs better off not itemize, kep boks and records, substantiate -> make  itemizded deductions not worth as much

F. Business Meals & Entertainment Expenses
1. 5 part test:

a. No personal deductions allowed. §162 "ord & nec" expenses occur in conn w/ TP's trade or biz

b. §274(a) -- Disallows deductions for activities of a type that generally constitute entertainment, amusement or recreation INCLUDING  MEALS unless TP establishes

i. (a)(1)(A) - cost was "directly related to" or if directly preceding or following a bona fide business discussion, that it was "associatd with" active conduct of the TP's trade or business

ii. Directly related to - Reg §1.274-2(c)(3)(i) - "TP had more than a general expectation of deriving someincome or other specific trade or business benefit (other than the goodwill of the person or persons entertained) at some indefinite futrue time from the making of the expenditure."….  

· (c)(7)-nightclbs are not directly related to generally

· Not deductible if SOLE purpose is goodwill. Walliser.

· Townsend Industries, Inc. v. U.S. Annual company fishing trip WAS exlcuded under §274 (encouraged but not mandator, family invited, spent 1-4 hrs/ day on biz). Voluntariness not despisitve.  Feeling obligation to attend, regular course of business,  business-related activities always conducted; taxpayer reasonably expected to gain future benefits.

· Reg. §§1.274-2(c)(3)(iii): General expectation of fostering improved comradery among its employees insufficient to allow the trips to quality as “directly related.”


iii. Associated with - Enertainment, including nightclub, can meet assoc with test Reg. §1.274-2(d)(3)(ii) - Directly preceding - day preceding substantial biz trans ok b/c out of town people; luncheon follow substantial biz transaction.

c. Expenses have to be substantiated §274(d) for travel & entertainment expenses—must have records of amount, time, place, purpose, biz relationships.  OR per diem if away on biz.  274(n)

d. Business meeals can't be "lavish or extravagant" §274(k) (But Service rarely deny portion deduction b/c amount > $500)

e. Only 50% of meals and entertainment expenses allowed as deduction -§274(n) decreases deduction -- takes into account inherent personal gain.

i. If furnished by employer in-kind - §162, not have to worry about §274

ii. If accountable reimbursement plan (employee substantiated all costs) - employee need not report any of that reimbusement and not have to worry about §274 -> employer's concern to meet all reqmts of §274. Employee just has a wash. §274 only applied at employer level (Reg §1.274-5T(f)) (~ §62(c) - if accounting employe to employer, then not have to worry report, §274)

iii. If pay out of own pocket

2. Meals Away From Home—Expenses, lodging & meals=§162(a)(2) while away from home on biz.

a. Requirements: 1) Away from home & 2) in pursuit of trade or biz (Hantzis) AND 3) “overnight rule”
b. Windfall—deduct entire meal if away overnight, even though partially personal. Overnight rule a compromise. US v. Correll (US 1967) Upholds IRS’ Overnight Rule—meal only deductible if trip requires you to stop for sleep or rest. (travelling salesman returned for dinner every night).

· Rationale: fairness (geography, etc…), simplicity.

3. Local Meals—Not authorized by §162(a)(2), so must fall under the general language of (a) to be deductible. (harder)

(1) Entertainment of clients/customers
(2) Entertainment of coworkers

(3) Other biz purposes (e.g. professional meetings)

a. Must show it’s a valid business expense. Moss Partner in law firm had lunch every day talk about running the firm, business - not deductible b/c not necessary business expense

b. More difficult to establish business expense for meals with co-workers than entertain clients and customers

c. Matter of frequency - once a month OK maybe, not everyday; daily meals inherently personal.  Wells v. Comm - Occasional lunch meeting to discuss law firm meeting may be deductible

· Objectives of the meeting don't require a meal.

· “a matter of degree and circumstance” – expense and frequency.  Daily is too often.

· Hankenson v. Commn’r Doctor’s 3-4 days a week entertaining colleagues w/ hope of referral not deductibnle.

· Get to know you lunches w/ associates OK. Wells v. Commn’r.

· Transportation to & from not included. §274(n)

· Cost-based model has been rejected.  Was policy in Sutter v. Commn’r (1953) Physician who attended luncheon biz meetings only allowed to deduct value over what he would normally spend.  Presumption of nondeductability overcome “only by clear & detailed evidence as to each instance that the expenditure was different from or in excess of” normal expenses.  Administration difficult.  So IRS changed policy to only enforce abuse cases. RR 63-144.

4. §274: Limitations on Business Meals & Entertainment

a. Responding to abuses of §162 & difficulty in administering it ( Stricter than §162 “ordinary & necessary” test
b. Accountable Plans—if employee on an expense account, her employer assumes the burden of §274 & is subject to the 50% limitation.

c. Electronic recordkeeping: Rev. Rul 2003-106, 2003-44 I.R.B 936: Expense reimbursement arrangement for deductible travel & entertainment expenses which includes procedures electronic receipts & expense reports is an accountable plan under § 62(a)(2)(A) and (c).

G. Educational Expenses - Reg §1.162-5
1.
Education expenses deductible - Reg §1.162-5(a) - if ordinary & necessary business expenses 

(1) maintains or improves skills required by the individual in his employment or other trade or business §1.162-5(a)(1), (c)(1) (refresher course by physician, courses in broad subject areas for teacher. Ford v. Commn’r), or

(2) meets express requirements of individual's employer, or the requirements of applicable law or regulations, imposes as a condition to the retention by the individual in order to continue employment. 


§1.162-5 (a)(2),(c)(2).  BUT If required by employer but is within (b)(2) or (b)(3) -> not deductible

Not deductible education costs – even if meet above requirements, not deductcibe if:

- Reg §1.162-5(b)(2) minimum educational requirements to qualify for a position or trade or business

- Reg §1.162-5(b)(3) if eduaction qualify you for a new trade or business

- Not generally, if unemployed or inactive in the biz—have to pursue an existing trade or biz. Wassenaar v. Commn’r. Law student who immediately enrolled in taxation masters program couldn’t deduct bec. did not establish his trade prior to beginning graduate study.

- Deduction for attend seminar disallowed unless expense connected to trade or business. 

§ 274(h)(7) (i.e. Doctor attend medical conference, deductible; Doctor attend stock market seminar, not deductible)

- Better for TP to be reimbursed so not worry about whether capital expenditure or meeting §67, 68

- §127 If Employer Pays under a qualify tuition assistance program, employee can exclude up to $5,250 

from his income.  §162 regs don't matter—no biz rship requirement or §162-5 criteria.

5. Non-Job Related Educational Deductions:

a. Interest §221. Puts borrower in same position as saver (except at high incomes later, and ignoring credits those who pay with cash receive)

b. Credits for expenditures 

i. §25A(b)(1) Hope Credit—$1.5k ($1k + 50% $1k) (24A(b)1, 2, 4)); first 2 years of undergrad or grad school only)—very small, designed to cover only low cost 2-year college.

ii. 25A(c)(1) Lifetime Learning credit beyond Hope.  Max credit $2k (20% of $10k.)

iii. §25A(d)- Income phaseout for adjusted gross income.  (X / 2,000) =  [(AGI – 40,000) / 10,000] 
1. reduce $2000 (what otherwise would’ve been allowed) by what comes out from 25A(d) algebra.

2. If AGI were $50k, get nothing. (joint filers—$100k); If AGI $45k, get $1000.

c. 25A(g)(3) Dependents can’t take it.  Prevents shifting of credit by parents.
d. Deduction for higher education expenses §222. $4k if income < $65k.

e. Tax-deferred education savings provisions §§ 529, 530

f. Scholarships §117 not taxed bec. unlikely to have income to pay it.  Time value advantage.

g. Policy—Unclear benefit—not refundable so doesn’t benefit those w/ very low income; ability to save?; behavior of institutions (raising prices, reducing direct assistants)
i. Have to chose among the benefits—difficult for ordinary taxpayer to do, plus must project into the future whether it’s advantageous to save.

ii. Combination of Income-defining & Subsidy provisions

iii. Govt interest in promoting education—all designed to lower the cost of education.

iv. Some people think should treat educaton more like a simple investment in human capital—a capital expenditure.

H.
Uniform and Work Clothes
1.
Pevsner v. Comm - Employee at French designer boutique could not deduct cost of clothes b/c based on objective basis b/c admin reasons, fairer, hardship on system - both gov't and TP to comply with subjective test. 

a.
3-part test for clothing to be allowed as business expense (5th Cir.)

i.
Required as condition of employment

ii.
Only suitable for her business

iii.
Not worn outside the job

b.
she failed (ii) and (iii) b/c could wear outside the job and she did wear it

2.
Suit not deductible b/c could wear outside; glasses not deductible b/c required by eyesight, not job; goggles deductible b/c caused by job and not used outside job

3.
Entertainer may deduct cost of sequined red velvet suit - Test
a.
Business or personal expense
b.
Capital expenditure or expense
i.
Not necessarily all deductible now - suit may last longer than a year, so that cost of suit might not all be deductible now, but over period of years

c.
Miscellaneous itemized deduction, subject to §67 - 2% floor; §68

4.
If red-sequined suit was in-kind benefit, then not included in gross income at all as §132 working condition fringe (b/c had the employee purchased it himself, it would be deductible under either §162 - trade or business expense or §167 - deductible by depreciation, recover cost over number of years - capital expenditure)-> avoid deductibility problem and §§67, 68.

5.
If TP buy the suit and reimbursed under an accountable plan -> avoid problem of deduction 

a.
Reimbursements or expenses paid under allowable plan are not included in gross income - Reg §1.62-2 

b.
Reporting and substantiation of certain business expenses of employees - Reg §1.162-17 

I. Business Deductions - Restrictions 

1. §67(a) 2% floor on certain “Miscellaneous” itemized deductions—Defined through §67(b) exceptions—if not mentioned, probably IS a misc. deduction.  e.g.  nonreimbursed employee biz expenses, investment expenses.
a. Deductions must be > 2% AGI, & only the portion > 2% is allowed.

b. Doesn’t include any Above The Line deduction used in computing AGI under §62 & Personal Exemptions (§151) NOT itemized 

i. Reason: Reduce complexity for TP.  Reduce recordkeeping for small, routein expenditures & difficult IRS auditing. Only those w/ unusually large employee biz/investment expenses should be permitted.

ii. Depends on ind. TP whether an above the line §62 deduction or miscellaneous §63.  Self-employed TPs get under §62 meal/entertainment for employees, travel, eduction, office, etc

c. §68 Reduction if AGI > a threshold amount.  Reduce itemized deduction by 3% of the excess of AGI over the threshold. $132k in 2001.  But limited to 80%.  e.g. if Threshold = $100k, if AGI=$500k, TP oses $12k of her itemized deductions.  Do it AFTER §67 calculations.

d. Process- example - Employee-TP’s biz. expenses deductible under §162

( 2% limitation: §67 limits amount of miscellaneous itemized deductions based on her AGI.

( Of the amount remaining, §68 eliminates 3% if her AGI was over that year’s threshold.

( Deduct remaining, or 80% of the itemized deductions, whichever is less

e. Planning 

- Excludable—working condition fringe benefit (§132) 

- Employer instead reimburses for costs—still even for taxp.—above the line deduction §62(a)(2)

- §62(c) If reimbursed under an “accountable plan” don’t even required to report.

- Employer increase salary—employee looses

2. Reasonable Compensation
§162(a)(1) - Allowed a deduction on ordinary and necessary expenses paid or incurred in a trade or business, "a reasonable allowance for salaries or other compensation for personal services actually rendered"

i.
Ordinary - Normal for that kind of group of TPs
&
Necesary - Appropriate and helpful

ii.
Expenses - Not a capital expenditure

iii.
Paid  or Incurred - Accounting method (Cash method accting - Paid; Accrual method - Incurred)

iv.
In carrying on any trade or business
&
v. Srevices actually rendered

vi. Reasonable in amount & purely for services - Reg §1.162-7 – 

Factors—Elliotts v. Commissioner (9C 1983)

· Employer’s role (position, hours, duties)

· External comparison w/ similar companies, similar services

· Character & condition of company

· Conflict of interest

· Internal consiswtency (structured bonuses?)

- §162(m)(3)(A) limits deduction to $1M/yr for publicly held corps.  Clinton—CEO salaries had increased despite poor business performance.  Incentive to link.

· Reg § 1.162-7(b)(3) only such amount as would “ordinarily be paid for like services by like enterprises under the circumstances.” Directed at close corporations
· Contingent compensation as basis of earnings not treated differently as compensation at flat rate Reg §1.162-7(b)(2) - Allowed as deduction > amt ordinarily paid in work out K if

a.
Free bargain b/w employer and employee

b.
Made b/f services rendered

c.
Not influenced by consideration of employer
Traditional approach—Harolds Club v. Comissioner (9C) ($10k + 10% net profit- $1/2M in 1950’s.) 1) Ordinary payment? Common in industustry, what do competitors think?; 2) Employment  K   the result of a “free bargain”? R § 1.162-7(b) (Smith dominated his sons, who owned the business.

Posner’s test—Exacto Spring (7C 1999) Cofounder,CEO, principal owner $1M salary reasonable

· Purpose of §162(a)(1) to prevent dividends/gifts from being disguised as salary, Tax Court becomes “superpersonnel dept. for closely held corporations,” invites arbitrary decisions, imposes large risk on corporations.  
· Posner: company success ( salary “presumptively reasonable.”  Investors are obtaining “a far higher return than they had any right to expect.”
· Presumptive = not if not due to the CEO’s efforts at all, e.g. dumb luck.
· Plus, coowners had no reason to disguise CEO’s dividends as salary.
        Dividends or Compensation problem, especialy Close corporations- Reg §1.162-8

Dividend - compensation from corporation's earnings - §61 - nondeductible
Double tax argument (already paid corporate tax on profits, then SH’s taxed on their dividends) §162(a)(1) doesn’t care. Harolds Club.
Illegality or Impropriety - Public Policy Limitation
a.
Deny deduction if payor beleaguered is subject to a criminal penalty, illegal activity under state law by paying this or if v. state policy - §162(c)(2) 

b.
Steps

i.
"Ordinary and necessary" business expense?

ii.
Criminal problem? §162(c)

c.
Cost of goods sold is an element at arriving at gross income - If in business of sell goods, reduce amount of gross income by cost of those goods - Reg§1.61-3 (Gen, determine cost of goods sold by inventory accountiing - FIFO / LIFO)

Ex: Sell slot machines, illegal under state law. 

$400,000 sales - $100,000 cost of goods sold = $300,000 GI -> AGI by reduce GI by above-the-line deductions §62(a)(1). 

§5,000 Rents and $30,000 Reas comp - deductible

$80,000 bribe -§162(c)(1) not deductible

$5,000 fines - §162(f) not deductible
$10,000 Legal fees in conn w/ litrigation - Reg §1.162-21(b)(2) deductible b/c not violate public policy

d.
Expenditures in connection with the illegal sale of drugs are not deductible - §280E Policy: Tax L disincentive for certain activities. 

e.
Only Legal "nec and ord" expenses in business are deudctible (i.e. Divorce lawyer not deductible b/c origin of claim is personal)

J. Deductibility of Business Gifts & Employee Awards

· Limited

· Bonuses—Ded. if good faith, add’l for services actually rendered.  see §1.162-9.  Donations not.

· §102 business gifts are excludible.  Deductible by the donor $25/recipient/year. §274(b)

· Generally governed by Employee achievement awards. §74(a)

· §74(c), §274(j) employee can exclude such an award while employer is allowed a deduction.

· Must be made for length of service or safety achievement §274(j)(3)(A) & 

· subject to dollar limitations: if exceeds what is allowable as a deduction for the employer under §274(j), then the employee must include the value in gross income under §74(c)(2)

· §132 (fringe benefits)—except to the extent §§74(c) or 132(e) apply, fair market value of an award is includible in employee’s gross income, not excludable under §102.  Leg history—if excludable under 132(e), is disregarded in applying §§74/274 rules regarding how frequently an individual may receive an award.  But giving too many awards can affect the determination of whether it actually qualifies as de minimus under 132(e).  especially if to same ind. in same year.
· Why Deduct Biz but not Consumption Expenses?

· concept of net income implies deductibility for costs of producing income.

· Timing—costs of producing income matched w/ that income

· Efficiency

· Equitable

I. Losses’ Deductibility

· §165: That year
& not otherwise compensated (insurance)

Valuation: §165(b) “adjusted basis” of the property at the time of the loss.

(a) Trade/Biz losses

(b) Incurred in trxns entered into for profit
(c) Personal casualty from “fire, storm, shipwreck… or from theft.” (courts not very generous)

· Must > 10% gross income

· Theft requires showing criminal taking (CB229)

· Exempted from §§ 67, 68

· Biz—above the line

· §166 Bad Debts

· §172(b)  Net Operating Losses carried 2 years & forward 20 years.
a. Hobby Losses

· §183 reinforces §262 by disallowing deductions attributable to “an activity… not engaged in for profit.”

· Primary profit motive: factual

· Rebuttable presumption for the taxpayer IF gross income from the activity > deductions in 3 of the 5  recent years. §183(d)

· Objective facts not subjective intention.  Reg. §1.183-2(b) (factors to take into account).  Not whether reasonable, but whether bona fide. Jasionowski v. Commn’r.

· (1) Intention to operate for profit & (2) Reasonable expectation of accomplishing a profit. Smith v. Commissioner (TC 1947) (Farm operated for profit. Experiencing annual losses & having another home in the city & having another (high) income don’t disqualify it.)

· Antonides v. Commn’r (Taxpayer not reaosnable to believe that yacht for charter would do much more than break even)

· Objective NOT Expectation to make a profit, regardless of odds of financial success. Dreicer v. Commn’r (Trust fund baby who traveled the word published a failed book about his travels—OBJECTIVE was not to make a profit).

· Schwartz v. Commissioner, TC Memo 2003-86 (sailboat racing expenses deductible—genuine opportunity, no appearance that the particular boat was for pleasure, unfortunate series of events prevented him from being profitable).

· Profit: §183(b)(2) Permits Hobby Deduction up to the income they earn from them.  But Misc. itemized  deductions subject to §67(a) & §68.

· In Practice—easy to circumvent.  E.g. rich couple w/ an art collection—probably could get away with it don’t hang them in their homes.

· Keep records, conform activity to regs.  Even if trxn doesn’t meet 3/5 test, pretty good case.

· Hobby loss rules haven’et worked to prevent the use of losses in trxns that may really not be investment trxns, to be used against other income.

· Statute amended in 1986 – §469—series of actions govt took to combat situations addressed by §183.

b. Passive Activity Losses

· Biz Activities must be (1) Passive Activity OR (2) Portfolio or Investment Activity OR (3) Active Business

· Deducted only against the passive activity in question.

· Even if §162/212 profit seeking activity, may be limited by §469.

· Purpose: 1986—to address inequities caused by tax shelters that generate losses for tax purposes w/out economic losses for the taxpayers

§469—Passive activities in which taxpayer doesn’t materially participate.

· Material participation = involved in the operations of the activity on a regular, continuous & substantial basis. §469(h)(1).

 (1) Is the activity the taxpayer’s principal trade or biz?

 (2) How close in proximity is the taxpayer to the activity?

 (3) Does the taxpayer have knowledge and experience in the enterprise?

· Don't’ have to participate in all aspects.  Managerial/supervisory function may be enough.

· Not mere formal or nominal participate in management.

· Portfolio Income NOT passive §469(e)(1)  CB235

· Real estate, but definition is passive.  (unless you’re in the real estate biz)

· What happens to the losses can’t use them now unless you have profits from another passive investment.  Then you can offset the gain with passive losses.  Otherwise, not until you dispose of your entire interest.  At that point, know whether you’ve had a real loss or not.

· §469 worked put an end to the 1970’s-‘80’s tax shelters.  Now we have another breed of tax shelter

c. Transactions Between RELATED PARTIES

· Gains from disposition of property increases income if (a) realized & (b) recognized

· But losses affect income if (a) realized, (2) recognized, (3) allowed, & (4) not disallowed.

· Allowed losses (§165(c)(1) & (2) disallowed when arise from trxn between related parties—§267(a)(1).

· Members of a family broader than usual in the code.  Includes siblings.  Rule depends on statute.
(1) Taxpayer & certain family §267(c)(4) & 

(2) ind. & corporation >50% owned by the ind. (b)(2)

· Applies in stockmarket—sell & have wife buy. McWilliams v. Commissioner.

How it works in practice: 

· §267(d) doesn’t change the basis, but puts recipient in position of transferor. [get a smaller gain]

· The gain to the transferee is reduced by the loss that the transferor wasn’t allowed to take account of.

· Doesn’t change basis or amount realized, but simply limits the gain to what it would be if you treat them both as a family/taxable unit.  Limit the unit’s gain to recognize what would’ve happened if transferor had sold instead of giving to child.

· Can only use if recipient would gain.  If seller2 takes a loss, can’t use seller1’s loss.

· Exaple: Mom sells property w/  (adjusted) basis of $25 to D for $10k [amount realized]= $15k loss.  D sells for $30k (= amount realized. §1001). D’s basis = $10k. (§1012) ( but receives a $5k instead of $20k gain that would get under §1001 otherwise.

V. Credits 

Progressive rate system - higher income TP benefit more from deduction than middle or low income bracket TP. 

Some deductions provide upside-down subsidy

Credit recognize business connection b/w cost in Smith and broad array of costs under §21

Rationale for credit rather than deduction - low and middle income TPs who need tax break. Deduction work in opposite way. $ for $ so every TP get same benefit

A. Cost of Child Care - §21

1. §21 provides a credit for household and dependant care services necessary for employment 

· 35% (low income) of child care expenses up to the cap (max $720).  At $45k +, get 20% credit.

· But §21(c)—limit at $3000 (1 kid) / $6000 (multiple) – implicit judgment about having >2 children.  Higher income family w/ 1 kid—at max entitled to 20% of $3000 = $600.

· Credit can’t exceed the earned income of the lowest earner.

· Not refundable ( no value to those w/ very low income.

· Limited value, but no max. income; includes to relatives.

· Summary—treated not exactly like a business expense—credit; not a percentage of the cost but based on number of children & income of parents.  At best seen as a mixed biz & personal.

· Deduction v. Credit—credit more direct.  Deduction only saves you deduction*rate.  Only benefit if it takes you out of a higher tax bracket.

· Fairness: If child care if truly the cost of producing income, it should be deductible—because that gives you a picture of a taxpayer’s net business income.

2. §129—“Dependent care assistance program” – exclude up to $5k—encourages employers

3. 2001 Act §201 child credit $500 w/ income phaseout.  Refundable for some w/ low income.

· Usually programs take set amount out of salary.

· Exclusion—usually benefits higher income taxpayer more.

· Example—what if day care provided on sight rather than cash?  Covered under §129.  §132 (fringe benefits)—not a working condition fringe bec. benefit provided wouldn’t be deductible if the taxpayer paid for it herself (Smith).  So NEED §129 to provide a benefit.

· Could be viewed as encouraging traditional families, rather than going to work.

4. Policy: Lack of deductibility a burden on working parents—cost of purchasing after income ta

· Smith v. Commissioner (1939) nursemaids pay not deductible.  Reject a “but for” test.

· The history  of this sort of thinking demonstrates why Congress wrestles w/ the area so much rather than just simply having a simple statute that makes child care deductible for working parents.

· But imputed income from stay at home parents NOT taxed.  Smith court somehow takes this to lead to the conclusion that child care costs shouldn’t be deductible—implicit idea that one shouldn’t pay for child care, one should do it for free.  In reality, if we wanted to treat families equally, a deduction is necessary.

· 1954 §214 personal deduction.  But limited in value & application.  1976 repealed.

B. See Educational Expenses above

VI. Property Transactions



A. Barter Transactions and Imputed Income

1.
Exchange of assets or services through intermediary services - Club Members exchange services or goods. A performs services worth $200, credited with 200 units, could thru club, exchange services for services, goods for goods. Where TPs exchange goods or service, even thru barter club, still have gross income. Rev. Rul. 80-52. Policy - Else, sell goods thru bartering, so warn barter clubs.

2.
Imputed Income - arises outside ordinary process of market - No income for "a flow of satisfaction from durable goods owned and used by the TP, or from goods and services arising out of the personal exertions of the TP on his own behalf." Enjoyment from use of one's own prop, or own services distinguished from market transactions, non-cash, in-kind income  (i.e. Pay LL rent in form of produce)

3.
Household services (i.e. Prepare meal, clean house, mow lawn)

a.
If A and B married and work and clean house & mow lawn -> no income

b.
If A and B diff houses -> may gift if related, else exchange of services -> FMV

c.
If same house, deal that A cook, B clean -> no GI b/c family, viewed as single taxable unit, like render services for self (i.e. §267 - losses b/w related TPs, §1041 - divorce prop)

d.
Potential for horizontal inequities - A & B married, A stay ome to cook and clean - no G.I., B works - $50,000 G.I.; C & D both work outside home - $75,000 G.I., but have to pay E $25,00 to cook, clean -> may affect people's choices, capital decisions, allocation of resources by fail to impute cost of household labor, no G.I.

4.
If D prepare's R's tax return normally cost $100, but instead R prepare D's will normally cost $100 -> G.I. Exchange of services - Rev. Rule 80-52 - Old Colony Trust - Fed income tax paid for by employer

a.
If time lag, then may argue that each of them received a gift. (i.e. Week 1 - D prepare tax return for R, week 3, R asks D if need legal work and does it) 

b.
Duberstein - existing economic commercial relationship -> decide whether or not transfer of car was one came from 'detached and disinterested generosity'

5.
Leisure time, give up ability to earn amount ov income in market place, is not taxed. (i.e. Mo relinquish $300,000 job for $100,000 job) 

a.
Code will impute a market transaction sometimes (i.e. Below market interest rate loans will create income to lender, treated as if inganged in favorable market transaction - §7872)

6.
If consume own or take home from own grocery store, veggies -> no G.I. If give C, neighbor $100 worth veggies in exchange for watch home -> taxable, or alternatively, gift.  If exchange for tires = market excange -> taxable event

7.
Owner-occupied housing
a.
Horizontal equity problem - Renter and homeowner   

i.
Renter invests $50,000 in securities generate a return of $5,000. Renter uses return to pay rent on a home -> $5,000 income - $5,000 out = 0 cash at hand

ii.
Homeowner takes $50,000 and buys a home to live in, so no cash coming in from that house. Anual rental value of homewner's residence = rent paid by renter -> 0 income, 0 cash at hand

iii.
Renter has $5,000 tax base while Homeowner has $0 tax base -> could solve hor equity problem by (1) Rent deductible (but §262 pers consumption); (2) tax imputed value of living in that house

B. Barter Transactions - Disposition Basis

1.
Gain = FMV - Adjusted Basis (§1001(a))

Gen rule - Sale or exchange = realization event

2.
Realized loss is recognized - Take account of this year, no deferral (unless other Code section say not) (§1001(c))

5.
Philadelphia Park Amusement: 'Value of the 2 props exchanged in an arms-length trans are either equal in fact, or are presumed to be equal.'

i.
Relationship of parties - economic relnship, family relnship -> Part sale / part gift (i.e. Corp and controlling sh trans Harold's Club; sh and employee)

ii.
Not related -> Probably arms-length (assume b/c easier to administer)

b.
'Only in rare and extraordinary cases that the value of the prop exchanged can not be ascertained w/ reasonable accuracy.'

c.
Problem: Tax K in this trans, but she doesn't have cash with which to pay tax on the gain. (~ fringe benefits - In-kind compensation rather than pay employee with cash. §83(a) -> is income -> have to sell car to bay tax b/c no other cash) 

d.
Policy: But if didn't find income in exchanges of property -> everybody involved in barter trans -> erode tax bases. People would not give cash comp if in-kind comp not included in G.I.

e.
Have to equate receipt of prop w/ receipt of cash, recognizing liquidity problems

C. Nonrecognition Transactions

1.
Leasehold Terminations - §109
a.
xHelvering v. Bruun  - tenant lease land from LL and knocked down old building and put up new building. When land lease terminated and land recovered by LL, LL has income due to increase in value by new building, though not severable. 

b.
Non-recognition provision - §109 overuled Helvering v. Bruun - no income when LL get building back when lease terminates. 

i.
Policy - No cash to LL to pay tax; Postpone what could be a realization event when LL dispose of prop

c.
§1019 - No increase in basis if no tax cost attributable to building received on termination

2.
Property Settlements in the Context of a Marital Dissolution - §1041

a.
Transfers b/w spouse, or b/w former spouses - Divorce / Separation transactions - §1041 - No gain or loss shall be recognized on transfer of prop to spouse or incident to divorce 

= Nontaxable gifts - Nonrecognition trans - gain is deferred, not eliminated usu. (Recipient takes carryover basis in the transferred prop)

i.
Method of deferral is basis rule

ii.
Policy: Non-taxable event b/c TPs are married - economic unit

iii.
Overruled Davis, which said state L of equitable distribution found division of prop in divorce proceeding to be taxable event

a.
Policy - Less concern that they wold act in concert to detriment tax base

b.
No loss is recognized -> not need to go to allowance / disallowance sections §267(g) takes interspousal transfers out of §267, so that spouse stays in §267 rules (i.e. §267(b)(2) - corp and controlling indiv)

i.
§267 - Disallowance section (a) - No deduction shall be allowed in respect of los exchange prop b/w persons members of family (c)(4) brothers, sisters, spouse, ancestors, lineal descendants. (Other Code sections, siblings not related)

ii.
Loss is Realized, Recognized, Allowed, and not disallowed. 

D. Recognized Losses - Disallowed or Postponed

· TP report gain if 'realized and recognized'

· Can take advantage of loss if it is 'Realized, recognized, allowed, and not disallowed'
· §267: Sale to family member for < FMV disallowed by §267.  

· But when family member sells, §267(d) she takes in original loss & only realizes extra gain on top of value when given to her.

· BUT §267(d) only applies to nonrecognition of gain and does not affect basis. (so if family member takes a loss, doesn’t get the first loss)

· Stock counts McWilliams v. Comm. - H sell stock in market  & W buys it( a 'sale or exchange of prop, dir or indirectly, at a loss to a related party' for purp §267(a)(1)

· See also p. 19—Losses btwn related parties
E. Gifts

See also Exclusions § above
§102 Assignment of Appreciation (of Depreciation) in Value—§102(a) excludes the receipt of a gift from the gross income of the donee 

1. Realization events - Gen, the donor will not realize gain (or loss) on making a gift even if the value of the donated property is different from the donor's basis in the property - §1001(a), (b)

· Sale or disposition = Realization even

GAIN - (i) Realized (§1001 sale / dispos) and (ii) Recognized (not deferred)

LOSS - (i) Realized, (ii) Recognized, (iii) Allowed (§165(c) for indivs) and (iv) Not Disallowed (§267)

Default Basis of property = cost - §1012

Basis of Property Acquired by Gifts & Trust X-fers §1015(a) (carryover basis)

(a) Carry-over recipient basis = donor basis (unless < FMV for loss ()


- GAIN on sale of prop acquired by gift: Donee's basis = donor's basis subject to adjustments which may occur during the time the donee holds the property

- LOSS on sale of prop acquired by gift: Donee's basis = LESSER  of (i) donor's basis at time of xfer or (2) FMV of prop at time of xfer
- LOSS realized on the sale of prop acquired by gift may be deductible - §165(a), (c)

- But donee can not dedut portion of the loss attributable to any decline in value while prop was held by the donor

Y0 - Donor's basis of stock - $1,000, FMV - $10,000; Y1- Donee sells stock for $15,000 -> Donee has same adjusted basis as donor (Consistent w/ failure to tax donor- continuing investment)
§1001(b)
Amount realized
$15,000





§1015

Adjusted Basis
  $1,000






Gain


$14,000

Appreciation: Taft v. Bowers - in both  hands ($9,000 & $5,000) (otherwise donor’s untaxed)

Policy
a.
A transfer by gift is not a taxable disposition, not a realization event, treat like continuing investment 

b.
It ends with the disposition for cash or any other realization even outside this semi-unit

c.
Donee steps into shoes of donor and takes over the tax attributes donro had w.r.t. property - §1015

Holding Period: When donee steps into shoes of donor, Donee also gets holding period from donor - tack holding periof of donor so if requisite period is 6 months - donor has 4 mos and donee has 3 mos -> Donee has 7 mo holding period

Assignment of income principle - not allow shift income 

a.
Easy to shift income from property (i.e. Dividend, interest by transfer prop) to another TP

b.
Difficult to shift compensation (person who earns comp is person who will be taxed on income) (Lucas v. Earl)

Transfers at Death - §1014 (stepped up basis)
Death ( a disposition / (a realization event - §1001 ( 

Appreciation is not income for decedent

Recipient has no income - §102 - GI 'not include income by gift, bequest, inheritance." 

§1014 step up basis in basis to FMV - appreciation in decedent's hands gone from the system (     

never taxed
Recipient's basis = FMV at date of death - §1014

Sale or exchange ( income [takes FMV basis whether sells at gain or loss]

Policy – Doesn’t matter if value declined in decedent's hands b/c govt not concerned by attempts to shift a loss (so no basis rules) Admin reasons - going back to books of decedent 80 years ago hard, FMV easier.  But family will gain b/c no gain reported ( inequities b/c can sit on appreciated assets ( to next generation; Incentive to keep until death, planning device only for those who have income, others can't take advantage of

D. Life Insurance 

1.
K in which an insurance company (the insurer) promises to pay a specified amount (the face amount) to a designated person (the beneficiary) on the death of a named person (the insured) in consideration of payments (premiums) usually made by the person who owns the rights under the policy (the owner). 

a.
Term life insur - insures against the death of the insured during a limited period of time. If the insured does not die during the policy term, the insurer retains the premiums. If the insured dies during the policy term, the insurer pays the benefiicary the face amount of the policy.

b.
Ordinary life insur - Gen requires the pament of constant annual premiums, consists of 3 elements: pure insurance, savings, and mortality gain (loss). Insurer invest savings element of premiums and produces earnings, so offset increasing cost of insurance as the insured gets older. 

c.
Mortality gain when insurd dies earlier than expected (i.e. Insured takes out $100,00 ordinary life policy at age 45, dies at 65, after paid $60,000 of net premiums. Death, beneficiary receives $100,000 full amt of policy)

2.
Proceeds of a life insurance policy paid by reason of the death of the insured are gen excluded from the beneficiary's gross income - §101(a)

a.
regardless of the person or entity to whom paid or whether the payment is made directly or in trust - Reg §1.101-1(a)(1)

b.
Proceeds paid on the death of an insured under an ordinary life policy include interest carried on the portion of the premiums invested in the savings portion of the policy, the amount put into the savings, and a mortality gain.

c.
Policy - Exclude death benefit proceeds from G.I. b/c r

i.
Replacing capital. decedent. Similar to §104(a) where pay damages for personal injury / illness, recovery of capital, replacement of loss capital. (not viewedas replace stream of income)


But leads to favor one type of investment over another -> influence way TPs choose to invest their funds -> may not be what we want to do / allocate resources

ii.
Sympathy factor ~§104(a)(2) - taxing wife and kids, may be not right time to tax them. Life insurance a good thing to have people buy ~102

3.
Annuities: But if insured buys a 25-year endowment policy with an annual premium of $3,500 and a face amt of $100,000, where receives face amt on earlier of the insured's death prior to reaching age 60 and the insured reaching age 60. She lives to 60 and collects the face amt of $100,000 on maturity of policy -> §101(a) not applicable b/c not a death benefit, not payable b/c she die -> no specific statutory exclusion. 

a.
Taxation of Annuities - §72 (Amounts not received as annuities- §72(e)(6)(A) - TP's investment = $3,500 x 25 = $87,500 -> TP's investment of $12,500 is included in G.I.)

b.
Different from investments like CDs and savings accts where get annual income from interest earned. Insur cos, no current income, but deferral

c.
Could treat like investment vehicles, annually tax policy owner like CD, savings accts

VII. Interest

= “compensation for use of money over time” Deputy v. du Pont.  Must be a bona fide, legally enforceable debt.

Interest v. Principal Tax law wont respect parties’ allocation if arbitrary & doesn’t conform to the realities of the transaction.  RR 83-84, 1983-1 struck down an interest calculation bec. lacked “economic substance”.  Must not treat as interest more than the the real world cost of borrowing.  Effective interest rate, not whatever is stated, applies to each year of the loan.  (amount, repayment schedule for given amount of debt for a given period)

- Must arise from payor’s own debt (otherwise a gift) Old Colony Trust (analogous- employer/employee)

- Generally decided by USE of the loan proceeds, not property used to secure the debt. Reg 1.163-8Tc1

§162- biz activity interest

§163- allows personal debt interest deduction, biz & Investment interest generally deductible but  

limitations to prevent tax avoidance in §163(a)

§212- investment activity interest

A. Interest Deduction

1.
General Rule §163(a) Allow deduction on all interest paid/accrued w/ the taxable yr on indebtedness
2.
Individuals - Categories of Interest Limited as to deductibility 

a.
Disallowance of deduction for personal interest - §163(h) - In the case of a TP other than a corporaton, no deduction shall be allowed under this chapter for personal interest paid or accrued during the taxable year

i.
Tracing rules - decide cateogry of interest as gen prop by trace use to which debt proceeds (principal) are put (i.e. Buy a car( personal interest; Secure debt with GM stock and still buy car( still not investment interest, but personal interst b/c use to which debt proceed are put)

· Used to be deductible (itemized), now general rule is NOT.  

b. Exception-- “qualified residence interest” §163(h)—acquisition indebtedness or home equity indebtedness wrt taxpayer’s “qualified residence” §163(h) & educational §221

i. Broadens access to the home market

ii. Qualified residence §163(h)(4)(A) – if rent to others, interest only deductible if taxpayer uses it enough for personal reasons (for the longer of 14 days or 10% of the number of days its rented.)

iii. Acquisition indebtedness §163(h)(3)(B) = indebtedness secured by the residence incurred by acquiring, constructiong, or substantially improving it.  Includes refrinancing acquisition indebtedness.

iv. Aggregate must ≤ $1M (B)(ii)

v. Home equity indebtedness—any other indebtedness secured by a reidence. §163 (h)(3)(C)



1) Total (i) HEI + (ii) AI ≤ Fair Market Value of the home



2) HEI ≤ $100k

vi. Exception to the general rule that use, not security, of loan matters.  Can buy a car w/it.

vii. Debt secured by 10/13/87 treated as HEI, not AI, regardless, no $1M limitation, but will reduce the $1M limitation for additional loans (other than refinancing) (h)(3)(D)(ii)

viii. Points = $ lender charges a borrower in lieu of charging a higher interest rate.

- Generally capitalized & deducted over the term of the loan. §461(g)(1)

- But points paid on dewbtedness secured by residence & incurred to purchase/improve it  deductible in year paid (w/ some requirements) 
ix. Sale of home §121 excludes ≤ $500k of the gain realized on the sale of principal residence ( appreciation excapes taxation.

x. Policy: a cash flow consumption task would treat all interest the same.  Interest as a transaction cost used to finance consumption, not consumption itself.  Interest & principal would be deductible when repaid.

b.
Investment Interests §163(d) Prevents taxpayers from sheltering or reducing tax on other, non-investment income by using an unrelated interest deduction. (so can’t borrow to make $ w/ stock)

· Timing: Interest on loans for & income from investments must be reported in the same year.

· Rate: Investment income that makes deduction of the investment interest allowable taxed at normal rate, not capital gains rate. §163d4Biii

· Carry forward: §163(d)(2) Allows carrying investment interest disallowd by §163(d)(1) into year2, but only to the extent that taxpayer had investment income in year2. (can choose any year in the future where income would offset the deduction, not just year2).

· Biz v. Investment activity Securities—(1) length of holding period (traders tend to do more trades than investors to catch swings in market) (2) Source of their profit (trades make profit from catching swings, investors from growth in value of the portfolio). Yaeger (2C) (daytrader who made it his job, just for himself, NOT in biz)

· Limitation: Investment interest deductible amount only =  (CB350)


“Net investment income” = “investment income” – “investment expenses” (163d4B-C)

· Investment expenses – must first apply the 2% floor on miscellaneous itemized deductions (§67)

c. Interest paid or incurred to carry tax exempt obligations –

§103(a) excludes interest received w/ respect to certain state/local bonds from gross income 
· Costs fed govt more in lost tax than local govts save in interest costs

· Violates vertical equity—erods progressivy of income tax 

· Inefficient—causes tp’s to allocate funds more higher yielding to lower yield investments

· Bonds mostly limited to public purposes or traditional govt operations.

§265—Denies a deduction for interest on borrowing incurred/continued to acquire/hold obligations which yield tax exempt interest. (prevents a taxpayer from making an after-tax profit by borrwing at 10% (after-tax cost of 6.5%) to purchase tax-exempt bonds that yield 7%.)

· (a)(2): Taxpayer may not deduct interest on debt incurred/carried to purchase obligations that exempt  from tax under §103

· Prevents tax arbitrage—exclusion & deduction for both ends of the transactino.  But + Beneficiaries spread through the market, and like home mortgages, broadens access to the bond market, benefiting localities.

· Haverly - Books TP received then donated to charity and deducted are included as gross income

Interest on US Savings Bonds §135—Interest paid on US savings bonds issued after 1989 excluded from tax.

- if TP spends amount ≥ redemption proceeds on higher education. §13c2

- phaseout around $40k 135(b)(2)(A); limited to parents (TP > 23 when bonds purchased §135c1B)


C. Timing of Interest Deduction

1.
Generally - Timing of interest depends on TP's method of accounting - §163(a) - "paid" or "accrued"

2.
Certain circumstances - Code mandates the timing of the deduction and the inclusion

a.
Original Issue Discount   

b.
Related Parties -> Matching of deduction event and income event - §267(b) 

i.
Related parties - indiv and corp owned 50%+ directl or indirectly by indiv 

ii.
if A (cash method) and brother each own 40% of Beta Corp (acrual method); A lend Bcorp $ and corp gives A note bearing int, and Y1 corp owes $5000 interest -> then Bcorp may not take deduction for interest that otherwise allowed b/c all events test and economic performance met, until A cash method TP has inclusion of income. 

iii.
Absent control, B could take current deduction for accrued interest

D. Imputed Interest and TVOM

1.
Original Issue Discount - another form of interest (other than stated interest)

a.
As OID portion accrues, OID incudible in holder's income (§1272); increase holder's basis in oblig, so no maturity, no double inclusion.

c.
Midland-Ross corp - Sale/exchange of inst purchased at a discount to extent gain on sale of instrument reflected acrrued OID = interest ( report it as report interest

d.
§1272 - Economic Accrual if 15% compounded annually (internal rate of return). Interest starts out small and grows b/c int accrues on outstanding debt 


(i.e. Y2: ($1 + interest accrued in Y1 which not paid: 1.15) x 15% = $.173

e.
MATCHING - Ratable accrual of interest would overstate interest accrued in early years. Borower deduct too much. Lender accrue too much (i.e. R borrow $1 in '81 and borrows every yr to pay outstanding indebtedness. Int rate 15%. All debt paid in 30 yrs -> $65.21/30 yrs = 2.17 deducted by borrower and included by lender each year)

E. Interest Free Loans §7872 
1.
Interest free loans in context of gifts, transfers b/w family become assignment of income issues

a.
Progressive rate structure - try to asign to TP in presumably lower rate bracket

2.
Two basic set of rules

a.
Service income - §83(a) - Service provider is taxed on income generated by services, transfer of prop for svcs. Difficult to transfer income from services. (i.e. Prof ask NYU give income to daughter; not wortk to get taxed at daughter's rate)

b.
Property income - TP can effectively transfer income from property. Gen Rule: As long as willing to transfer ownership of property (i.e Transfer apt building to Dana and she will be taxed on rents thereafter generated by apt building) But lots of people not trust children, so not want to transfer forever.

i.
Can set up a trust - separate taxpaying entity, flow thru from father to son -> divert income to lower bracket child, by put in trust

ii.
Used to be able to successfully divert income from prop by transfer prop in trust for limited no of years. But now, can't temporal slicing (10 yr trusts) -> int free loans

3.
Gift loan = Below-market loan - §7872(a) covers all gift loans, whether term loan or demand loan

a.
Foregone interest is treated as (A) transferred from lender to borrower, and (B) retransferred from borrower to lender as interest (Deemed payment back - fiction)

b.
Foregone interest = amount of int that would have been payable on loan for this year if at applicable federal rate (AFR)

c.
AFR - §1274(d) - set of rates published monthly by Fed gov't and reflect avg market yield on recent gov't obligs (for §7872, use short--term)

i.
Benefit - AFR lower than what human can borrow on the market

4.
Term Loan [not a gift loan] - §7872(b)

a.
'Term loan' - §7872(f)(6) - required to pay back at end of x years [not a demand loan - §7872(f)(5) - payable on demand]

b.
Test  

i.
Below market loan? Amt borrowed > PV of everything borrower has to pay back, using AFR (i.e. If employer lend at AFR ( no foregone interest)

ii.
Below market loans to whcih section applies - §7872(c) (i.e. If borrow from Chem Bank -> not a relationship cover by §7872)

a.
Gifts

b.
Compensation-related loans 

c.
Corporation-shareholder loans

d.
Tax avoidance loans

e.
Other below market loans if interest arrangement has significant effect on tax liability of L / B

f.
Loans to continuint care facilities

c.
§7872(b)(2) - Any below market loan which (1) applies, treated as OID = amount excess (1) 

5.
Deminimis Exception - §7872(c)(2)

a.
Policy - not worry about abuse / distortion potential

b.
$10,000 - gift, compensation-related, or corporate-shareholder loan -> §7872 not apply

6.
Demand Loan
a.
Test -> §7872(a) applies

i.
Below market? §7872(e)(1); Foregone int §7872(e)(2)  

ii.
Applicable relationships? §7872(c)

iii.
Payable on demand? §7872(f(5) 

b.
§7872(a) - Amt of foregone interest treated as (A) transferred from L -> B; (B) retransferred from B -> L as interest (A, B: on last day of cal year) -> no OID computation
VIII. Timing of Income and Deductions

A. Annual Accounting and Claim of Right Doctrine

Reason











· your income, rates may change

· awareness of rates changing in the future

· law changing

Common law

· Sanford—taxpayer performed services for a multi-year K.  for 3/4 years, losses.  Total expenses > receipts.  But receipt in the profitiable year was still income under statute, 16A.  That’s how the annual return system works.

· North American Oil—claim of right.  Money earned, but not received in a tax year (ouster suit).

· Must pay the year taxpayer’s received money under a claim of right, not later when it was clear and sure that it would get to keep the money.  If have to disgorge the money later, can deduct it.
· Note—distinguish this from a loan.  At the moment of receipt, North American Oil had the best claim of right on the funds.  No anticipation of repayment. (( §172 averages the harsh effect

· Lewis Taxpayer received bonus, but turned out there was a mistake, at end of litigation.  Was still income—at time, received under claim of right.  Receive deduction at his current rate (( §1341.

B. Tax Benefit Concept - §111
=TP parts w/ property in one year & recovers it in another.

· General rule—treated as income in the year of recovery

· TBR—permits exclusion of the recovered item from income so long as the initial use as a deduction didn’t provide a tax savings.

· If deduction was used to its fullest, recovery is viewed as income to the full extent of the deduction previously allowed.

· Approximates transaction, not annual, accounting

1.
Tax benefit rule – § 111(a)

Inclusionary rule—taxpayer must include the recovery in the year of recovery.
· TBR applies if a later event occurs which is “fundamentally inconsistent w/ the premise on which the deduction was initially based.” Bliss Dairy
· Actual recovery not required. [tax system operates beyond Sullivan “recovery” situation as a kind of recapture or reconciliation principal as well]

·  US v. Bliss Dairy (Year1- deduct cost of cattle feed; Year2- went out of business & liquidiated to SH.  Even though liquidated distributions didn’t trigger income normally, tax benefit rule required that Bliss include the value of the distributed cattle feed in that year’s income bec. the business purpose of the feed was to feed cattle, which would then be sold for profit)

· Fundamentally inconsistent—applied case by case basis—purpose & function of prior deduction.

· Byrd—TBR applied—fundamentally inconsistency where taxpayer deducted cost of young plants then had to distribute them in liquidation.  Plants were “not sold in the ordinary course of trade or business, but in stead converted to a nonbusiness use which does not produce income” i.e. liquidation converted the plants to personal use ( inconsistent w/ deduction ( amount equal to the original deduction included in new income.

· Schwartz Rojas TBR not applied where corp. deducted crop cultivation costs then distributed the crops in liquidiation.  The deduction was premised on consumption & the expended items were used up in the taxpayer’s business ( no “fundamental inconsistency” even though the products of that consumption failed to produce income for the business.

 Exclusionary rule—Exclusion of amount that didn’t reduce taxpayer’s burden the year she deducted the loss (i.e. if she was already operating at a loss, the additional loss didn’t reduce her tax burden, but then exclusion prevents her from facing a tax liability the year she recovers it—makes sure taxpayer isn’t punished for the loss & recovery)

· Dobson v. Commn’r (1943) (Year1- sustained a loss on the sale of stock, but had no taxable income that year.  Year2- recovered damages from person who had made fraudulent misrepresentations in connection w/ the sale. Settlement receipts were not “income” to taxpayer bec. had derived no tax benefit.) Reg §1.111-1(a)(1)

Tax Benefit Rule: Rate—Recovery taxed at Year2’s rate. Alice Phelan Sullivan Corp Properties that corp. had previously donated for charitable deductions were returned (opposite of Lewis).  (annual approach)

· Valuation—FMV, contrary to Bliss and “unwinding” approach Rosen. (so if property had depreciated in value after donation, only taxed on the new value when returned)

§1341 When it turns out TP didn’t get Income from an item: (a) General rule: If - (1) an item was included in gross income for a prior taxable year (or years) because it appeared that the taxpayer had an unrestricted right to such item; (2) a deduction is allowable this year if established after the close of such prior taxable year (or years) that the TP did not have an unrestricted right to  such item or to a portion of such item; (3) - Min: Deduction ≥ $3k

( TP pays the lesser of (4) The tax of this year computed with the recovered deduction OR

(5) (A) Tax this year w/out the deduction – (B) The decrease in tax for the original year. = can deduct at prior yr's rate
Example:   
(a)(4) 
$100k - $10 deduction = $90k * 15% TP rate = $13.5k tax liability

 (a)(5)(A) Tax of this year w/out the deduction-- $100k * 15% = $15k

                (B) Go back to Y1—$15k - (tax savings would’ve had if hadn’t included the extra income in Y1)




          = $15k - (30% of $10k = $3k) = $12k ( Pays $12k now.

(TP benefits from the higher rate, while respecting the annual accntg system.

= Opposite scenario from §111 - distortion of annual accounting. Lewis, North American Oil 

- Limited to FMV @ time of return: If value decreased from when donated ( recovered (i.e. $5000 char deduct; $1000 FMV of prop when returned to her)( G.I. limited to $1000 (Rosen v. Comm - include in income only the FMV of prop when it was returned, thos smaller than amt previously deducted) - (tho not consistent with unwinding)

2.
Tax Benefit Concept and Charitable Contributions - §170
Alice Phelan Sullivan Corp. v. U.S. - TP donated prop to charitable contribution & claimed a deduction that was > T recovered prop in later year

§170 - When T donate prop to charity, entitled to treat FMV of prop as donated amt 

- In yr of recovery, if tax benefit ( inclusion at current tax branket 

C. Methods of Accounting
1. Introduction

a.
Gen rule: Use same tax accounting method as financial accounting method (books)
i.
§446(a) - ' Taxable income shall be computed under method of accounting on basis which regularly compute income in keeping his books.'

ii.
Must clearly reflect income §446(b)

iii.   Permissible  methods - §466(c)

(1) Cash method—if no books, other…

(2) Accrual method—most businesses. §448

b.
§446(b) - Regardless of gen rule, even if TP picked acceptable method of accounting, Commisioner has discretion require that items be accounted for differently when method does not clearly reflect income.

c.
§441 - require taxable income be computed on annual basis. 

d.   RCA - Comm follows tax accounting rules, not financial accounting rules.  Underlying principals and goals may differ

2. Choice of Accounting Methods for the Individual
Accrual required: anyone who maintains inventories (§1.446-1c2) & must maintain inventories if purchase/sale of merchandise is an income producing factor §1.471-1.

Merchandise vs. service 

· Wilkinson-Beane (funeral home that sold merchandise required to inventory merchandise), Osteopathic med. Oncology & hematology (chemo drugs don’t have to be inventoried), RACMP Enterprises (concrete furnished by contractor who constructs foundations not merchandise)…

· Gross receipts < $10M ( inventory not required.

Alternative Accounting Systems—“other methods” §446(c) just have to reflect income & be used consistently.  Some special items given special treatment (CB340)
Alternative Accnt Systems: Combination of Methods: §446(d) can use different systems for different trades/businesses. (e.g. accrual for retail store but cash for services) But separate books required. 1.446-1d2.

3.
Cash Method

~ All wage earners/employees & personal services biz/small-scale proprietorships w/ insignificant inventories

· Governed by cash disbursement & receipt—whenever  cash paid out, regardless of when obligations arose.
· Benefit: simplicity.  Reported only when $ received or paid out.  Minimizes bookkeeping/accounting.

· Constructive receipt: items of income included, though not actually received. §451(a), Reg 1.451
· Aimed at preventing circumvention of the system by delaying receipt in order to delay/reduce taxes
· “ When it is made subject ot the will & control of the taxpayer & can be, except for his own action or inaction, reduced to actual possession” Loose, Reg 1.451
· “unqualified, vested right to receive immediate payment” “ unfettered control over the date of actual receipt” Aldrich Ames
· but NOT if taxpayer’s control of receipt is subject to substantial limitations or restructions. 

· can’t turn your back = postpone simply by failing to collect. Taxpayer’s knowledge/intent controlling—Davis (check in mail, but was told not to expect it, and didn’t open envelope)
· Taxpayer can claim constructive receipt. Aldrich Ames—CIA agent paid by USSR for espionage.  USSR held assets for him for years before he received the money, deposited it, and claimed it on his tax returns.  Ames failed in argueing that constructive receipt was earlier—didn’t have unfettered control.
· Cash equivalency—if debt obligation is euqivalent to cash ( current income = FMV of the obligation.
· Checks = cash, even if cashable that day. Lavery
· Even if got check on Dec 31, after all banks close and could reduce check to cash -> doesn't matter, check is same as cash

· However, where it is known, payor not have suff funds in bank, check becomes merely promise to pay -> cash equiv test b/f receipt of check = receipt of current G.I.

· Deferred bonus payment agreement equivalent to cash ( immediateley taxable. Cowden Factors:  
· acceptability in the marketpalce, 
· assignability, conditionality, 
· not subject to set offs, 
· kind frequently transferred to lenders/investors w/out much premium; 
· how it was negotiated not controlling.
· Property—generally taken care of by installment sales rules—allow TPto report property sales over time. §453.

· Ex: D rendered a bill and took a negotiable note for $100 as payment for svcs in Dec; it was paid in Jan. -> Actual receipt of note (promise to pay, obligation) = Cash equivalent. 

· Economic benefit— If funds irrevocably set aside & only time stands in the way (e.g. trust, escrow) Income = FMV of TP’s interest in the set aside
· §83 “a beneficial interst in assets which are transferred or set side from the claims of creditors of the transferor- trust or escrow e.g. 
· Sproull (trust by employer—money put in trust for his benefit. E.g. estate would inherit)

· Williams (escrow)I

· Deferred Compensation arrangements: allowed, if conform to bright line rules
· Asking an employer to defer RR 60-31, 55-727 sports player payment agreement—promised bonus not taxable right away.

· May ask employer to defer, even if the employer is ready willing & ableto currently pay.

· Agreement must be made at the inception of the employment K
· Before the “period of service” = employee’s cash-basis taxable year

· Must be unfunded promise, not set aside=not xfer of property §83, not confer an econ. benefit, not constructive receipt of income.  Trusts OK as long as subject to claims of employer’s general creditors. RevPro 92-64, 1992-2 CB442 “rabbi trusts”

· “mere promise to pay, not represented by notes or secured in any way”

· can’t “deliberately turn his back upon income” ; or “by a private agreement, postpone receipt”

· IRS won’t speculate whether the payor would have been willing to agree to an earlier payment

· Cash Method—Deductions Deduction when PAY, not when purhcase/order. Reg 1.461-1(a)(1)
· Delivery of cash/check/property when mailed. Reg §1.170A-1(b); credit card charged, not paid.
· Prepayment: If will use over a period of years (e.g. copy machine), Must capitalize.  Can’t deduct whole cost at once bec. not an expense of producing current income. §261.
· Boylston Market Ass’n prepaid insurance treated as capital expense (deduct for each tax year the pro rata portion of the prepaid insurance applicable to that year).  
· Counterargument: ordinary & necessary business expense.
· Farmers’ exceptions (but distinguish passive investors §263A,464; groves/orchards/vineyards)
· 1 year rule: expense, not capital outlawy, if it doesn’t create an asset/benefit with a useful life > 1 yr, even if the benefits extend into a 2nd tax year.  E.g. Prepaid rent for 1 yr (Dec– Nov) of 20 yr lease deductible  Zaninovich (9C).  Reg. 125638-01 (proposed)
4.
Accrual Method
Matching/timing revenues against related expenses

(1) Report income when earned not actually/constructively received ( accounts receivable taken into account when obligation is fixed

(2) Deductions when liability for payment arises, not when expense paid ( accounts payable taken into account before payment made.

· used for larage businesses (required by §448, Reg 1.446-1(c)(2)(i))

· fails to account for time value of money

1) Income: All Events Test
a) All events which fix the right to receive the income have occurred Anderson
· Regs afford taxpayer some flexibility in choice of accrual event.  

· E.g. manufacturing—(1) goods shipped, or (2) product delivered, or (3) title passed (can’t defer past when title passes) Reg 1-446-1(c)(1); When title passed & risk of loss occurred. Hallmark Cards; Sometimes but not always defer to industry practice Pacific Grape Prods
· Must be consistent- can’t change year to year.

· Can’t set up a reserve for future liability (conflict w/ general accounting practices) Brown v. Helvering (just as advance payments, even if not earned, but also be included even though  not matched)

· Lawsuit settlement: Burnham Corp. taxpayer who agreed to pay a monthly annuity for the rest of the P’s life couldn’t estimate how long the P would win and then deduct all at once they expected to pay until P’s death.  Only could deduct the amount they guaranteed to pay, even if P died. (but §461(H) economic performance test would totally defer the deduction until payment)

b) Amnt of income determinable w/ reasonable accuracy. Reg 1-446-1(c)(1)

· NOT allowed to delay if services were fully performed in prior tax year. R 1.446-1(c).
· Required to accure if a reasonably accurate estimate can be made. Reg 1.451-1(a).  = When the amount can be calculated by the potential recipient on the basis of information available to him. Continental Tie & Lumber Co. (US)  Differences taken into account later. §1.451-1(a), 1.461-1(a)(2)
· Uncollectable income-  Basis of taxpayer’s experience- don’t have to be included. §448(d)(5)  Only for services, doesn’t apply if charges interests or feels
· Doubtful collectibility—income still accured.  Deduction later. §166, Spring City Foundry Co.  But if at the date the income would accrue, the debt is alrady uncollectible or tehre is substantial uncertainty of payment, doesn’t accrue. RevR 83-106, 1983-2.
· Prepaid Income: Must report prepaid income in the year of receipt—taxpayers have that time unrestricted use of the cash (as if cash method).  Even though doesn’t “match” when taxpayer provides the goods/services.  
· Clear reflection of income test- §446(b), RCA Corp. v. US (2C) methods of accrual accounting based on projections of customers’ demands for services don’t “clearly reflect income” §446
· IRS has broad discretion in determining whether a taxpayer’s accounting method clearly reflects income. RCA
· Rev.Proc 71-21 allows for a limited deferral of prepaid service income - if svcs to be performed b/f end of Y2, income received in Y1
· Security Deposits Deposits & loans (Tufts) DON'T trigger income reporting, even though may be entitled to retain the funds.  But advance rents DO trigger income reporting. Reg §1.61-8.  
· Case law- Sec Dep if 1) funds segregated in a separate account, 2) bear interest, 3) returned to payor at end of lease, 4) label.
· Rev Rule 72-519 Sec Dep if made to protect property rights rather than guaranty future payments (( last months rent is an advance payment)
· Commn’r v. Indianpolis Power & Light (US 1990) Distinction between the taxation of refundable deposits: advance payments are generally taxable & = a non-refundable payment. With a nonrefundable payment the payee is "guaranteed" it can keep the money as long as the payee performs its own obligation under the K. P arties’ rights & obligations at the time payments made: “Complete dominion over funds?” K’l commitment? (security deposit secures a K commitment) (utility required deposits of customers w/ bad credit, which were refundable if they behaved.  Commingled w/ general funds, refundable on final bill if moved)
(2) Economic performance occurs w/ respect to the expense: §461(h) prevents taxpayer from receiving a windfall by deducting more than the actual value of the money over time.  Tortfeasor deducts only when payments made to injured person. §461(h)(2)(C)

· Property: economic performance occurs ratably over period of use (e.g. rent) §1.461-4(d)(3)

· Liable to provide services/property: performance as provide it. §461(h)(2)(B), but Reg 1.461-4(d)(4)(i) allows performance to occur earlier if taxpayer incurs costs to satisfy the liability. (e.g. perform on K before deadline)

Lability to pay Worker’s comp liabilities, tort—Actual payment required §461(h)(2)(C), others in Reg 1.461-4(g)(3-6) (rebates and refunds, awards, prizes, and jackpots insurance, warranty, and service contracts, to pay taxes)

· “payment” = cash or check but not furnishing a note, etc… 4(g)(1)(ii)(A)

· Payment to trust/escrow/fund NOT ecnomic performance. 4(g)(1)(i)

· Recurring item exception: may treat item as incurred during the taxable year if recurring in nature & matching + time requirements. See reg 1.461-5(b)(3)

· Timing deductions to match income inclusion If payor on accural & payee on cash method—deduction may accure now while income not reported until next year bec. payment postponed.  If related, §267(a)(2) postones payor’s deduction to the year the cash method payee reports the income.  If not, §404(a)(5) postpones payor’s deduction for deferred compensation until the yearpayee reports the income.

· Contested Liabilities not accured until final determination, even if paid pending the outcome of the dispute. US v. ConEd, §464(f) allows accural IF satisfies the “all events” test, including econ. performance, $ is placed beyond taxpayer’s control, & a bona fide dispute as to the liability exists.  If $ refunded, = income (except for tax benefit doctrine)

IX. Capital Gains 

= Income from sale or exchange of capital asset
· Code mandates the timing of some deduction items, regardless of taxpayer’s normal tax accounting method.  §§ 170, 213 (payment required before can deduct charitable donation or medical expense), §263 (capital expenses can’t be deducted in full immediately)

· Rationale: asset that will generate future income ( match deduction of expenses for acquiring it.

· Recovery year to year: depreciation deductions §167-68, amortization deduction §197…

· Things w/ unascertainable use life: upon disposal (stock, raw land, bonds)

· Basic Rule: §263(a) no current deduction for new buildings & permanent improvements that ( value. Becomes part of the basis.  Get it back when you dispose of it or recover over time through depreciation.

· Exceptions for certain development, environment, small biz asssets etc… costs (438)

1. What Expenses Must be Capitalized

(a) NOT a current, “ordinary” expense
· related to a specific, durable asset Reg 1.263a-1a

· Repairs - Ordinary; Improvements – Capital. 1.162-4. Repair = “to restore to a sound state or to mend for the purpose of keeping the property in an ordinarily efficient operating condition.”  Does NOT add to value of property, appreciably prlong its life, or make it adaptable to a different use. IL Merchants Trust ; Keeping the property in “an ordinary efficient operating condition” R 1.162-4.

· Allowing TP to continue use of property as TP previous had, even if it’s a major update (Midland Empire Packing—adding concrete lining to basement walls to prevent oil from seeping in)

· Preparing property for a new use, even after the fact ( Capital Mt Morris Drive-in Theatre
· Materially prolonging the useful life Servicing tugboat engines ordinary, airplane engines not bec. engine can be viewed as separable from the plane itself. Ingram Industries, 91 Tax Notes 216

· Series of repairs ( overhaul RR 2001-4, 2001-1 CB2001-3 (regular, even if not often, maintaince of airplane engines vs. unexpected replacements, new equipment; maintaince on newer vs. older plane)

· Significant ( in Value compare status of assets after the expenditure w/ status before. RR 94-38, 1994-1 CB 35

· Environmental Cleanup costs: Deduct cost of cleaning up property TP contaminated, but cost of facilities built to do it must be capitalized. RR 94-38.  If mess caused by previous owners, cleanup is caust of acquisition ( capitalized. United Dairy Farms.  Cleanup costs incurred in connection w/ a cap. Improvement project capitalized. Norwest Corp.  See also §198

· Hard to identify assets—courts sometimes struggle with applying “ordinary” concept to hard to assets & deny current deduction w/out applying the capitalization rule. Welch v. Helvering (US 1933) Welch (payments by officer at bankrupt company to increase goodwill necessary, but not ordinary) (CB431)

(b) Intangibles: Capitalized Expenditures DON’T have to relate to a Specific Assett 
Not relevent whether tantible (building, manuscript) or intangible (insurance- Boylston) or stock if useful life extends substgantially beyond year of first expenditure

· If Expenditure doesn’t relate to the acquisition of a separate distinct asset
· Indopco (US 1992) Acquisition-related expenses are CAPITAL expenditures: expenses incurred by target corporation in course of a friendly takeover are NOT deductible as “ordinary and necessary” biz expenses under §162(a). T satisfying fiduciary duties to SH.  Legal, consulting fees…
· Future benefit test: Trxn produced significant benefits that extended beyond the tax year, financially and in its biz. structure
· Lincoln Savings—expenditures that serve to create or enhance a separate & distinct asset CAPITALIZED under §263 (certain premiums required by fed. statute to be paid by savings & loans served to “create or enhance what is essentially a separate and distinct asset” bec. they served the purpose of providing the bank w/ a secondary reserve fund (shared asset w/ other banks)
· AE Staley (7C) hostile takeover MAY be deductible.  Costs incurred to “preserve the status quo, not to produce future benefits.”
· Banks’ marketing, research, originating loan costs  NOT capitalized. PNC Bancorp.  Origination costs ordinary, and not capital even though aimed to ensuring profitability of the loan in the long term (credit checks…) not a separate & distinct asset & no distortion of income
· Restructuring—salaries paid to corporate officers involved in a restructuring NOT capitalized b/c officers not hired specifically to render services on the trxn & participation had no effect on salary. Wells Fargo & Co. (8C) not all costs “connected to” an event that produces a significant long-term benefit  have to be capitalized.  But NOT ALWAYS deductible. Idaho Power (US)
· Predator/Expansion/Franching MAY be deductible. Briarcliff Candy (franching), but Tax Court says INDOPCO overuled this  line of cases.
· Start-up costs CAPITALIZED bec. not “carrying on” a biz, but §195 allows TP to amortize over a shorter period, but only if it is the sort that would have been deductible. FMR Corp, RR 99-23
· Purpose: even the treatment between starting a new biz & expanding an existing one.
· General research about acquiring a biz qualify, but once tp has focued on acuiqring it, not eligible. RR99-23.
· Advertising, Promotion, Training, Severance Pay & Incidental repairs generally DEDUCTIBLE RR 92080, 1992-2 CB 57, Reg 1.162-1a, 20a2; RR 06-62, RR94-12, RR 94-77
(c) Deducting v. Capitalizing Depreciation (CB451)

Depreciation deduction matches expenses of a long-held asset with the income it produces.

· Uniform capitalization rules §263A—capitalization of all costs incurred

· 1) producing real/tangible personal property, even for oneself, or

· 2) in acquiring property for resale. §263A(b) (but doesn’t apply if gross receipts <$10M for last 3 years)

· Authors, artists exempt for any creative expense, although equipment costs still capitalized. §263Ah

· If an asset is used to produce/construct another asset, rather than to produce income directly, are deemed “paid out” to produce the new good ( the equipment depreciation must be capitalized (not merely a decrease in value.)  Idaho Power (US 1974) (codified in 263A)

(d) Capitalizing Interest: Interest on loans used to build biz assets capitalized—recovered along with the rest of the cost basis under §168.

2. Depreciation & ACRS (459)

Intangible depreciable property—§197, sometimes §167

Tangible depreciable property—§168

· Limited  to historical cost §167(c)

· Reduces the adjusted basis of the asset over its lifetime. §1016(a)(2) (so that can’t recover basis at disposition §1001(a))

· History: Amount of annual depreciation deduction depended upon (1) basis, (2) expected useful life, (3) depreciation method chosen, (4) asset’s salvage value (value at end of useful life); Useful Life fact specific, controversial.  Various guidelines, estimates.

ACRS – §168

Purpose: simplify depreciation rules & provide tax incentives to invest in tangible property

MACRS = modified accelerated cost recovery system

· more rapid recovery than §167, except for nonresidential real estate

· Abandons economic useful life—time prescribed by statute. §168(c)

· Salvage value ignored, so may deduct full cost. §168(b)(4)

i. Basis §167(c) 

ii. Recovery Period of the property §168(c)

· Go to §168(e) classifies class life (Then look at §168(c) assigns each classification 1 of 8 recovery periods

· Asset Depreciation Range (ADR) describes class life in §168(e)
· Buildings: §168(c)(1) assigns directly 27.5 –year (residential) or 39 yr (nonresidential) real property w/out reference to class life

· Used to be only 15 years!  But this is still << real useful life of most buildings

iii. Depreciation method §168(b)

· Real Property straight line method §168(b)(3)

· Accelerated Methods—declining balance

· Double declining balance method—property using 3, 5, 7, or 10 year recovery periods. §168(b)(1)

· 150% declining balance method—tp may elect to use §168(c)(2).  Property using a 15 or 20-yr recovery period requied to use 150% method. 168(b)(2).

· Choose slower method if TP thinks their income won’t reach a certain level & can’t use the deduction.  Also, TP may know will be subject to alternative min. tax.

· Switch to straight line required when remaining adjusted basis > deduction available if the TP continues using the declining balance method. §168(b)(1)(B)

· Otherwise would never recover the entire basis.

· Recovery = remaining adj. basis / remaining recovery periods 

· E.g. In yr3, $52,800 / 3.5 (in problem at end) = $15,085.  If use declining balance, = $52,800 * 40% = $20k.  So don’t switch yet.

· Yr4: [$52800 - $21120] *40% = $31,680 *40% = $12,672; Switch: $31,680 / 2.5= $12,672—always happens in yr 4 w/ 5 yr property…

iv. Convention §168(d) 

· Traditionally depreciation begins when property placed in service.  §168 rules.

· Purpose: so that TP doesn’t have to figure out exactly when a piece of property was placed in service.

· General Rule: Half-year convention applies to depreciable personal property. §168(d)(1), (2)

· Asset deemed to have been placed ins ervice in the middle of the year. §168(d)(4)(A).  Half year depreciation allowed for the year it’s disposed of, regardless of when the disposition actually occurs.

· 1st yr only get 1/2 a yr deduction.  E.g. 5 yr property ( 1/2 yr + 4 full yrs + 1/2 yr in the 6th yr.

· Mid-quarter convention personal property other than half-year. §168(d)(3)(A).  Treated as placed in service in the midpoint of the quarter purchased.  

· Large %’age of property acquiared at the end of the year: ONLY required if  >40% TP’s taxable depreciable personal property that year is placed in service during the last 3 months (quarter) of the taxable year.  IRS doesn’t want to give you the benefit of the 1/2 yr convention.

· Mid-month: Depreciable biz realty (residential rental & nonresidential BUILDINGS) NOT LAND §168(d)(4)(B).  //  The land’s cost is NOT depreciated

· Elections: TP may elect to recover cost using straight line method §168(b)(5), but decision binding on all assets using that same recovery period that are placed in service that year.

· Or Alternative depreciation system in §168(g)(2). (g)(7).  Straight line over longer recovery periods.  Mandatory for a few types of assets- §168(g)(1)

· Improvements/additions’ cost also eligible for depreciation under §168, but treated as addition of a separate asset w/ own separate recovery period.

· Recovery period begins the later of 1) placed in service, or 2) property for which addition/improvement was made was placed in service. §168(i)(6)(B)

· Addition recovery computed in same manner as property it’s added to & given an equal time period.

· Tenant depreciates cost of leadhold improvement over its statutory recovery period. §168(i)(8)  If longer than the lease, tenant must take a loss.

d) Useful Life & Intangibles—§197 (464)

Goodwill, going concern value of an ongoing business.

· History: before §197 in 1993, TP precluded from recovering cost of intangibles before biz sold b/c §168 only applies to tangible & §167 requires it to have a determinable useful life.  IRS often disputed allocation.

· §197 permits almost any premium paid over the value of a biz tangible assets to be recovered/amortized  ratably over 15 yrs.

· §263(a) regs for intangibles

· Significant future benefit test abandoned—not enough certainty.  Provides a list of categories.  If it doesn’t fall w/inone of the categories, doesn’t have to be capitalized.
· TPs must capitalize capitalize amounts made to create or enhance separate & distinct tangible assets (adopting Indopco), with room for govt to add more later, amounts made to facilitate the acquisition/creation of listed asset. 
· Regs take  a position contrary to a SC case! Indopco.  Odd for the treasurey to retreat from a victory—it argued for capitalization in that case, and nevertheless retreats.  Happens all the time.  Congress can change the law, but the Treasurey, a regulatory authority, creates law.  But no one’s going to complain—it’s TP friendly.
e) Useful Life & Tangible Assets—Art & Antiques
Land, stock, inventory, art not depreciable—not a ‘wasting’ asset. §1.167(a)-2,-9

· antiques have no limited usefl life. 680232, Browning(Stradivarius)

· But trend toward allowing for depreciation. Simon (2C- depreciation of 19th C violin bows); Liddle (3C 17th C bass violin)

· ( value, but instrument suffered wear & tear.  & ACRS abandoned the useful life concept, contrary to the IRS’ position that ACRS merely shortened the recovery periods & the legislative history.

· Method of allocating purchase costs—waiting until disposition would overstate TP’s income while she uses the property.  But no support in legislative history.

f) Economic Depreciation (466) Different than income tax depreciation schedule bec. deductions become larger over time, rather than remaining the same or getting smaller in later years, b/c tp loses the expectation of receiving nearer term receipts.

· Implicit discount rate used in calculating the return on depreciable assets (guides investment choices.

g) Expensing the Cost of Biz Assets—§179 Election to deduct up to $100k.

· Policy: hybrid income/consumption tax.  Equivalent to exempting from tax the income used to purchase the asset.  Consistent w/ a consumption based tax, not income tax.

· Huge incentive for investment by smaller businesses

· Limit controversies over whether must be capitlized

· Extended through 2007.
· NOT investment assets or buildings. (b)(3)(A)

· Phased out, dollar for dollar, as the total annual capital expenditures for all qualifying property placed in service during the taxable year over $400k. §179(b)(2) (new)

· ( if you put in over $500k, lose the benefit.

· TP must activiely conduct the trade or biz. (b)(3)

· §179(b)(3) can’t carry back, but unused portion may be carried over to subsequent taxable years if limited by taxable income limitation in b3A. (b)(3)(B).

· Doesn’t apply to buildings, like §168(k)—machinery & equipment only.

X. Liabilities —Debt & The Taxation of Property Transactions

Debt financed trxns ( $$

1) Terms
B = borrower; Cr = creditor

Mortage = A security interest in property given by a B to a Cr to secure a loan (& lender can foreclose on property if B defaults on the loan)

· Self-amortizing = loan is repayable in equal installments (covering Pr & Int) over some time period

Recourse Financing= B personally liable for repayment of the debt.  Cr can proceed against other assets.

Non-recourse Financing=  Cr can only reach the secured property.  Real estate mostly.




§108(a) Income from Discharge of Indebtedness—Exclusion from Gross Income
Gross income DOESN’T include Discharged Amount if

(A) Title 11 case (bankruptcy); (B) Occurs when TP is insolvent; (C) Farm indebtedness

(D) Indebtedness is qualified real property business indebtedness (if not C corp)

2) Acquisition & Basis: How Liabilities Affect the Basis of Property on Acquisition

· Acquisition Indebtedness (including nonrecourse borrowing) IS included in basis. Upon transfer, the transferor gains income to the extent that the amount of mortgage exceeded adjusted basis.  Crane (( affects depreciation amount.
· NOT too tenuous to be viewed as an investment in the property ( qualify as a tax cost ( effect on amount realized (below) Crane.

· Petitioner inherited a mortgaged ($200k +)  rent-bearing property from her husband.  Lost money until finally sold for $3k cash, subject to the mortgage, & paid $500 expenses of the sale.  Reported a taxable gain of $1250.  Theory: the property she had acquired & sold was only the equity= excess in value of the building & the lot over the amoutn of the mortage.  But the mortgage was > than the value, so equity was $0k   Makes little sense.  Real question is whether basis in property includes her mortgage, which was nonrecourse.

· IRS: realized a net gain of $23k+== property wasn’t equity, but the physical property itself / owner’s right to possess use & dispose of.  Original basis = $262 (appraised value in the year she inherited).  $55k for land & $207 for the building. Minus depreciation of $28k over the years petitioner held it = adjusted basis $178k.  Amount realized by sale = $2500 plus the principal amount of the mortage = $257k. 

· Court: if there’s enough value in property, TPs will treat the debt the same way, & the tax law will treat it that way.  If don’t include it, her depreciation deductions will be really small.  Plus too complicated (at the time) to adjust basis every time she makes a payment.  And, basis would be too easy to manipulate.
· Court didn’t exactly say how basis would then be determined under §1012


· Mayerson—a nonrecourse mortgage from the seller included in PURCHASER’S basis (even though ran for 99 yrs!) “The element of the lack of personal liability has little real signifiance due to common business practices.” (limited liability the norm)
· Basis(( affects depreciation amount. Can receive depreciation >> cash investment in property.  Parker v. Delaney TP who purchased a building entirely w/ unassumed mortgage & received depreciation had a gain when abandoned the property back to the mortgagee b/c mortgagee assumed the remaining mortgage balance,which was > basis w/ deductions.
· Limits on Crane (acquisition indebtedness in basis)
· Contingent & indefinite liabilities not included in purchaser’s basis or generally accounted for in income tax at all. RR80-235.  nonrecourse purchse money debt hasn’t been treated as “contingent,” though.

· Compare Albany Car Wheel:  No advance credit should be given when the debt is not real.  TP did not have a real obligation to pay the severance; payments were not fixed in nature.

· TP acquired the assets of Old Co. for $15,000 & assumed debt of $74,360.35, plus all severance payments under the union contract.  TP claimed basis of $137,543.95. The IRS claimed $89,360.35.

· Hodling: Were contingent liabilities (( cannot be considered in the cost of assets acquired, but rather would be considered as a deduction in a later year when paid.)

· Seller financing nonrecourse debt:
· Purchase price must approximate the FMV of the property.
· Crane/Mayerson ( tax shelters based on seller-financed nonrecourse debt.  No cash, no third party lender policing the value of the secured party, & seller gets her property back no matter what the amount of the “loan” was.  Seller financing included in basis tempts TPs to overstate the purchase price & resulting debt on the property.  Addressed in State v. Franklin, eventually §469 passive activity rules.
· Estate of Franklin:  If amount of nonrecourse debt ( approximate FMV, then none of the mortgage is included in basis.

· No real investment in the property ( No interest & depreciation deductions allowed

· Imprudent abandonment rule:  Allow deductions when it would not make sense for the borrower to abandon the property.  

· If the debt is too contingent, then no advance credit given.
· Code punishes undervaluations w/ fines (CB485)
· 3C approach (rejected by most other courts: If Existing mortgage > FMV, the mortgage value only up to the FMV is “true debt” ( liability included in basis. Pleasant Summit Land Corp.: Problem: Basis could be more than FMV, since it would included FMV &cash paid.
· §1.1001-2 on Discharge of Liabilities

· Partnerships—your share of the liability = money received when you sell/give away your share.
· Applies to Trusts (example 5); 
· Xfer back to seller for discharge of indebtedness realizes a gain, even if the asset has depreciated.
3) Borrowing on Property you Already Own: Treatment of Liabilities Secured by Property, but Incurred During the Holding Period rather than in connection w/ its acquisition

Woodsam Associates:  Mortgaging of property w/out recourse, even when cash received > TP’s basis in the property, NOT treated as a disposition.  

· No stepped up basis b/c didn’t reinvest the $ in the property.  

·  the prior owner had borrowed in excess of the prior owner’s basis. 

· Equivalent to selling the property for an amount equivalent to the loan—same amount $$

· E.g. TP’s Land =$80 & $25k basis.  If uses a scollateral for $80k nonrecourse loan, has obtained $80k & can keep the $55 that was in excess of his basis, even if the land becomes worthless.

Owen:  P taxpayers using cash method only allowed to increase their basis as they make payments on promissory notes, not when they issued the notes.  Cash method ( should only realize income when an expenditure is made.  Increasing basis wherever issues a promissory note for ikmprovements to property would avail TP of an immediate ( in depreciation deductions & allow him to decrease any potential gain or increase any potential loss, w/ no cash outlaw.  Had borrowed from contractors, not bank.  May not be good law.

4) Encumbered Property: Treatment of Liabities at Disposition—gain/loss realized

· Realization Events: Purchaser’s assumption of seller’s recourse or nonrecourse liability encumbering the property is included as part of the seller’s amount realized. Reg. § 1.1001-2(c)

· Crane fails to resolve how to treat dispositions subject to nonrecourse liabilities >  property’s value.

· Transfers to the lender:

Nonrecourse:  Borrower will realize gain or loss = amount realized - borrower’s adjusted basis

· Amount realized by borrower includes any nonrecourse debt discharged in the foreclosure.

· Doesn’t matter if  FMV < outstanding nonrecourse indebtedness: amount realized is still the full amount of the debt release in the disposition.  

· None of the gain is treated as cancellation of indebtedness income.

Recourse / Bifurcation Approach:  Property satisfies the debt only to the extent of the property’s value & the debt transaction is separated.  

· If property worth < amount owed, then transferring the property to the lender only partially satisfies a recourse obligation.  

Forgiveness = If the lender does not require that the borrower pay the difference ( cancellation of indebtedness income ( that portion of income excluded from income under § 108.

· Policy:

· Pro:  More parity btwn recourse & nonrecourse debt (More often treats transfers subject to excess nonrecourse debt the same as transfers subject to excess recourse debt.)

· Con:  Transfer fails to conform to the model required for cancellation of indebtedness income – a modification of the terms between a lender and a borrower.  The transfer did not actually discharge any liability.  

· Should not allow different treatment of nonrecourse debt transfers to third parties and transfers to lenders.  

· Tufts:  When unpaid amount of nonrecourse liability > FMV, still must include the unpaid amount in the amount realized on the sale of property.

· O’Connor Concur:  Would take bifurcation approach:

· Ownership and sale:  TP’s gain /loss on disposition = Proceeds (FMV on the date of disposition) - cost of acquisition (FMV on the date of acquisition or purchase price).

· Loan:  No income when the taxpayer acquires cash from the mortgagee, and cancellation of indebtedness occurs when the mortgagor satisfies the debt by surrendering property that is worth less than the face amount of the debt.

XI. Characterization: Capital Assets Trxns = Income from sale or exchange of capital asset

A. Mechanics

(1) §1222 - Definitions

· Long-term—currently > 1yr §1222(3-4), otherwise short-term §1222(1-2)

· If no net long-term CG or short-term CL > long-term CG, can’t use §1(h) reduced rates.

· CG Net Income = Excess of gains from sales/exchanges of capital assets – Losses from them

· Net CG = Net LT CG - net ST CL (§1222(11))

· Net LT CG = Long-term CG - long-term CL (§1222(7))

· Net ST CL = Short-term CL - short-term CG (§1222(6))
· Netting Losses & Gains: Losses in any category reduce gain by most advantageous treatment:

· 25% cateogry = gains only

· Net Loss in 28% category (collectibles) ( first offset gain in 25% category (1h4B, 6Aii) ( any remaining loss offsets gain in 15% category. §1h4.

· Net loss in 15% category (stocks) ( reduce gain in 28% category ( in 25% category

· Short-term Loss ( reduce 28%, then 25%, finally 15% gains. §1h4b, 1h6aii.

· Excess Losses - §1211(b): If CL > CG ( deduct all losses from gain, but remainder can only offset ordinary income ≤ $3,000 ( carry forward rest indefinitely- §1211.

· Above the line (even if use standard deduction) §63(a)(3), §63(d).

 (2) §1(h)—RATES *Make sure to look on current §1 chart for tax rates!

· Code 'preference' for LT CG’s
· LT CG Preference in exclusion, not reduced rate—a % of LT CG excluded from AGI (i.e. 50%, 60%). So effective rate ((.

2.1 Adjusted Net Capital Gain (ANCG) = gain from typical investment assets—Corporate stocks,  securities, Unimproved land
· Most preferred category— Max now 15%, if the tp’s maximum rate on ordinary income is 10 or 15%, max rate on ANCG is 5%, to be reduced to 0% in 2008. §1(h)(1)(B).  All of this is, of course, subject to the sunset provisions, under which all these changes expire on Dec 31, 2008. 
· Dividend income has also received a pref. §1(h)
2.2 Gain from sale of collectibles (rugs, coins, art, wine §408(m)) 28% Max Rate –Policy.

2.3 §1250 = Unrecaptured gain, e.g. sale of improved buildings- gain results from prior depreciation deductions; 25% Max Rate.

· E.g. TP purchases depreciable building for $900k & holds.  Deducts $350k for depreciation over the years ( Adjustible basis = $550k (§1016a2).  Finally sells building for $110 ( $350k of the = unrecaptured §1250 gain ( taxed at 25%, but remaining $200 market gain IS part of the ANCG computation (( taxed at 15% max rate) [depreciation under §1016(a)(2)]

· §§1245, 1250 depreciation recapture rules: aim to recharacterize ordinary income gain resulting from depreciation deductions = “recapture” as ordinary income prior ordinary deductions.
· §1245—depreciable personal property (machinery & equipment.  e.g. TP buys $900k equipment, deducts $350k, sells for $1.1M.  §1245 recharacterizes $350k of the gain as ordinary income, even if §1231 would say otherwise, & remaining $200k subject to usual rules.
· §1250 depreciable real property (buildings) recharacterizes gains from dispositions of depreciable realty, to the extent the gain results from basis reductions produced by accelerated depreciation deductions. Computer same way as §1245, w/ remainder taxed at ANCG rate.
· Limited application: realty placed in service after 1986 subject to straight-line method , so shouldn’t be anything above that. (§168b3).  It won’t recapture any of the gain unless accelerated depreciation for real property added back into code at some point.

· Not recaptured as ordinary income, but when you sell the property, the gain (which is solelyl attributable to depreciation deductions) taxed at 25%.  It IS LT CG, but taxed at 25% rate.
· Ex—property purchased for $500k, adjusted basis of $275 (depreciation).  TP sells for $525k. ( $25k at 15% (market appreciation) & rest (the result of depreciation) 25%.
· §1202 gain = gain excluded from gross income under §1202 (§1h5)

(3) Corporations: Corporations pay same rate as ordinary. (max 35%)

· Losses may be deducted from gains, but excess can’t be used to offset ordinary income §1211(a)

· Carry forward & back capital loss deductions. §1212(a).

B. Sale or Exchange & Holding Period Requirements

· Sale/exchange = property xfer, whether voluntary or not, for valuable consideration.
· Disposition >  sale or exchange.  E.g. Law suit settlement (RR 74-251), settle a debt Hudson v. Comm’r (TP purchased a $75k debt for $11k and received a $21 payment from debtor—not entitled to §1221 benefits)

· Abandonment—normally advantageous to abandon rather than give, unless is encumbered by debt, then treated as a sale/exchange (e.g. forced under foreclosure) Helvering v. Hammel
· Congressional treatment—not clear why characterization should turn on disposition’s tech. form as well as on the property’s character.  To avoid the issue, certain transactions defined:

· Retirement of corp. bond generally an exchange. §1271(a)(1)

· Amounts received by lessee for cancellation of lease or by distributor of goods for cancellation of a distribution agreement—treated as exchanged for lease/distributorship. §1241

· Xfer of a franchise, trademark, or trade name not treated as sale if transferor retains any significant power, right or continuing interest. §1253

· Holding Period: > 1yr §1222(3-4).  Has been 6 & 9 months in the past.  1) Appreciation in value of the asset over time would be taxed in 1 yr, so fairer to give a break; 2) Encouraging investment over “speculative profit”; 3) but also fear of “locking in” investors ( reduce market efficiency (leg history)

· Can tack on holding period of someone else. §1223(2) – take on basis & holding period.

C. Definition of Capital Assets
§1231 – gives some assets capital asset treatment even though not under §1221

§1221 = “property held by the TP (whether or not connected to a biz or trade) – exclusions

Basic idea—shouldn’t be able to convert something that would be ordinary income- every day biz- into CP simply by selling it at a particular time.
 (1) Inventory & Stock In Trade & property held by TP “primarily for sale to customers in the ordinary course of trade/biz” §1221(a)(1) or (2)

· Proceeds of regular biz activities should be treated as ordinary income… a retailer selling an item is just ordinary course of biz. Biederharn Realty v. U.S.
· Business hedges receive ordinary income treatment if 1) designed to “manage risk” 2) entered into in normal course of TP’s biz; 3) ID’d ad such by TP immediately (otherwise TP would try to reap the best of both worlds—ordinary losses if asset ( in value but CP if (’d in value) §1221(a)(7-8) 

· Treasurey had previously required to “limit risk” (less broad than “manage”)

· Arkansas Best Corp.—intent irrelevant for capital stock purchased &  held as a biz purpose, rather than for investment—still ordinary asset (acquired stock of another company in a merger)

· History: Futures K’s in corn (provide that customer can acquire corn in the future at a price fixed today) b/c concerned about fluctuating price of corn, bought by corn refining company ARE ordinary assets. Corn Products Refining Co. v. Comm’nr (US 1955) (TP’s biz motives for acquiring them, but that didn’t work b/c even stock could be construed as an ordinary asset then)

(2) Property held by TP primarily for sale to customers also excluded (e.g. real estate- building, land)

· Added b/c real property can’t be inventoried

· Dealer/Investor Dichotomy: 1) Conduct = trade or biz? 2) Property held primarily for sale to customers in that biz?

· Securities: dealers have customers (middleman, customers diff’t class of ppl than buys from) traders make as many trades as they want or make or lose as much $ as they want, still CP/CL.
· Dealers can still act on their own account ( CP
· Contrast w/ real estate
· Real estate: Winthrop factors:  1) Frequency & substantiality of sale; 2) Was property developed/improved? 3) Was it advertised? 4) Promotional activity? (but use of brokers not determinative. Biederharn)

· Biederharn Realty v. U.S. – Passive investor in large piece of land ( turned into business by subdividing (158 separate sales)

· TC emphasized original investment intent—TP “merely liquidating over a long period of time a substantial investment in the most advantageous method possible”

· 5C: activity changed, didn’t deserve “favored treatment” any longer.  Original intent relevant, but “has no built in perpetuity.”

· Frequency & substantiality of TP’s sales—if enough, likeliness of CP very slim.

· Esp. if sales occur following some unforeseen factor (e.g. drainage problems made farm unfit)

· Subdividing Suburban Realty v. US (5C) No improvements, but over 33 yrs TP made 244 sales from original acreage, for residential development.

· “Primarily for sale” if seller decides to sell b/c more profitable than renting, may not count.  Primary, not substantial purpose is the test. Malat v. Riddell (US 1966)

· NOT ON EXAM §1237—objective tests for determining whether sales of rental property ( CG: Can subdivide & promote for sale w/out dealer if:

· Not otherwise a real estate dealer

· Held tract of real property for ≥5 yrs (unless inheritance)

· Havne’t held the property or a portion of it for sale to customers in ordinary course of biz in the past (a)(1)

· In the year the property is sold, can’t have held other real property for sales to customers in ordinary course of biz (a)(1)

· No substantial improvement on the tract that substnatially enhances vlaue of the lot sold. (a)(2)

· 5 parcels of a tract—CP that year, but any year a 6th lot is sold & thereafter, gains on all lots constitute ordinary income in an amount = 5% of the excess of the selling price less selling expenses.  Remainder of any gain is still CP. (b)(1)  (so don’t sell 6 lots in 1 year, or 5% rule applies—sell 5 in 1 year & wait til next year for 6th)

· doesn’t apply to losses
· not inclusive—can still establish status as investor under §1221(a)(1)

· Carved Out Interests—Deciding whether CG or substitute for ordinary income.

· When TP sells a right to income from property while retaining the underlying property, the sale of the carved out interest ( ordinary income.  E.g. assignment of income.  “Fruit and Tree Rule”—if you sell the tree, gain or loss may be capital.  But, if you only sell the fruit, income will be ordinary.
· $ from termination of personal services K usually ORDINARY. Bisbee-Baldwin; Foote (payments received by prof. for relinquising tenure ordinary)  CB 545-6
· Leases—$ from Cancellation of a Lease IS ordinary income—relinquishment of the right to future rental payments in return for a present substitute payment & possession. Payment = rent payments essentially. R §1.61-8(b), Hort. (also held that payment was included in lessor’s income w/ no basis offset); BUT, Fees TO leasee FROM lessor are CG. Golonsky.
· PG Lake (US 1958) In exchange for debt cancellation TP gave %’age of income from oil well rights, over of 3 yrs payout period (<< life of TP’s working interest) – treated as ordinary, even though the xfer of an appreciated asset in satisfaction of debt is normaly treated as a sale of the asset for an amount equal to the debt release.—no conversion of capital investment.  Consideration a substitute for what would otherwise be received at a future time as ordinary income, payout ascertained fairly accurately—consideration paid for right to receive future income, not an increase in value of the income-producing property.  If payout had extinguished TP’s interest in the property, capital trxn would’ve occurred.

· Right to use TP’s patent in return for payments paid out of fees earned from using it treated as CG, not a substitute for ordinary income. Dresser (5C)
· Claims/Rights to Ordinary Income: 
· Lottery Selling right to receive future payments = OL. Magginnis (9C)  Essence of a cap trxn is a return of capital plus gain or loss that accrues over time. Here, purchasing a lottery ticket ( investment ( sale of gambling winnings, not investment & $ TP received in exchange for future rights not an increase of value above the cost of an underlying capital asset—no “realization of appreciation in value accrued over a substantial period of time”

· Not “property” or CP under §1221 Davis (TC) Arkansas Best decision did not repudiate the SC line of cases based on the premise that §1221 “property” does not include claims or rights to ordinary income. 
· Water rights—K right to receive water from the CO River & decision to relinquish them to the fed govt, were linked to TP’s ownership of the farmland & were based on the land’s use for irrigated farming—CL. Affected the TP’s farming activity & the investment risks associated with that farming activity.  Relinquishment ( mere substitute for ordinary income the TP otherwise would have received ( water rights were capital assets. Gladden. 

D. Quasi Captial Assets: §1231

· Provide taxpayers with best of both possible worlds in limited set of circumstances: LT CG for certain gains, but if trxn ended w/ loss, entitled to an ordinary loss.

· Corporations still need to determine cararacter of  §1231 gains & losses, even though tehre’s no rate preference for corp CG b/c of corp. rules restricting deductibility of CL’s.

· History: §1231 added in WWII to benefit taxpayers that lose tax $ b/c of war seizures (losses caused realization of value beyond owner’s control)

· §1231 only determines the chararacter of already recognized gains & deductible losses. 

· A realized gain which is not recognized b/c of the mandatory application of §1031 (like-kind exchange), or loss disallowed b/c of §267 (related parties) ( not within §1231.

· ( create cap assets, only creates CG/CL for certain assets.

· Passive investment gains (i.e. stock, bond, land bought 5 yrs ago & not improved) 

· gen. exclude from cap asset treatment, §1221(2) prop

· §1231(b) excludes §1221(1) assets - investment prop held for sale to customers, except for §1221(2) assets held for more than 1 year.

§1231(a)  Take all gains & all losses from;

(1) sales & exchanges of prop used in trade/biz = Prop used in trade/biz w/ allowance for §167 (§168) deduction held > 1 year, & real prop used in the trade/biz held > 1 yr. 

· §1231 property = §1221(2) property (ordinary asset)

· Preference only for LT CG

· Exception for inventory=property primarily for sale to customers in ord. course of biz. §1231(b)1

· International Shoe Machine – “ordinary course of the trade/biz”—ordinary when accepted & predictable.

(2) Involuntary conversion of prop used in taxpayer's trade/biz - Abandonment, conversion NOT a 

sales or exchange (  can't get CP/CL

(3) involuntary conversion of capital assets held more than 1 year, except personal use assets.

· If net gain (§1231 G > §1231 L) ( everything characterized as LT CG/CL §1231(a)(1)

· If net §1231 ≤ L ( each trxn treated as ordinary. §1231(a)(2)

§1231(c) “5 year taint” – strategy can only be used every 5 yrs.

· If X amount of §1231 CL, for next 5 years must allocate X amount of gains to be ordinary gains. 

· Not retrspective: Prior §1231 gains characterized as capital not affected.

· Exception for casualty losses (“fire-pot”) §1231(a)(4)(C)—if in aggregate, casualty L > gain from investment or biz property trxns, gains & losses will be ordinary.

· Prevents manipulation by bunching sales of appreciated property in one year & trade/biz prop that’s depreciated in another (tehreby ensuring CP’s & OL’s)

Ex: 
Net §1231 Gains
Net §1231 Losses

1998



$2,000

( OL


1999
$5,000




( $2k char’d as OG, $3k into the hotchpot


2000



$3,000


2001



$4,000


2002
$10,000    ( not tainted by ‘98 losses, but rest taint $7k of $10k to be ord income; only 

         $3k go into §1231 hotchpotch & treated as a CG.  Should wait til 2007.

Recapture
· Past characterizations can affect how current gains/losses are characterized.  E.g. as part of a liquidation, TP’s who reported CG’s forced to recharacterize later losses that were part of that liquidation as CL. Arrowsmith
· §1245 & 50 characterize sales gain by reference to prior depreciation deduction.

E. Policy 

Since 2003 Act, §1(h) CG max rate = 15%. Highest rate for ordinary income = 35%

Malman—CG’s are different from other income.  Characterizing gains & losses—

· First must have gain that is realized & recognized.

· Loss most be realized, recognized, allowed, not disallowed, then can worry about whether cap.

· Significance:

· if gain is capital & long term that ultimately results in a net capital gain, then may be taxed at a reduced rate.

· Net LT CL, or any CL ( you’re limited as to its use.  Can only offset 1) CG, 2) If CL > CG, can only offset ordinary income ≤ $3k / yr.

1.  Preference for LT CG
· Tax incentive - CG  rate  < ord income rate( induce taxpayer to realize gains they might not otherwise realize ( (max rate on LT CG ( ( fed tax revenues

· Revenue maximizing arg - If Gains taxed at < ordinary income rate, will be revenue raising or maximizing b/c will induce those who will avoid gain to sell and reinvest proceeds when rate low enuf. 

· But if set rate too low ( no increase in revenues.

· Limitation on offset of ordinary income: TP will manipulate losses by wiping out ordinary income ( must limit use of CL’s.

2.
Arg in favor of preferential rates for capital gains (as opposed to exclusion)

a.
It is not income b/c not expected, not recurring, but windfall (i.e. Find $$) is still income.

b.
Consumption should be taxed, not income. Our tax base taxes more than just consumption. (Arg for consumption-based tax, rather than income-based tax. Since we should move to consumption-based tax, if cap gains are reinvested, then shouldn't tax them) Treat pref -> consumption-based tax. Our system is hybrid b/w consumption-based and income-based tax.

c.
Bunching - Justify pref rate b/c not fair that all income, bundled in one year b/c sell asset, rep appreciation over time. Unfair to tax them at marginal rate b/c bunching effect -> higher marginal rate; not tax of annual appreciation on lower marginal rate.

i.
Problem only in progressive rate structure

ii.
But,: most people who realize long term cap gain already in highest marginal rate -> problem might not be there

d.
Rewarding risks - If tax capital gains at lower rate, people more likely to take risky investments. Equalize risk / reward ratio. Desire to have indiv invest in riskier venture. 

i.
-> should provide unlimited use for capital loss if want promote risky activity

e.
Inflation - Preference ameliorates impact of inflation (i.e. Buy asset for 100, sell for 110 next year, inflation = 10% -> not really have a gain) But should adjust basis for inflation instead.

f.
Lock-in (strongest arg) - Cap gains preferences work to offset the disincentive, lock-in problem. Promote sales of appreciated assets which would otherwise be locked in. Taxpayer with large amount appreciation in asset feel locked-in -> do not dispose of assets -> do not realize gains which may otherwise realize and recognize. 

i.
Combination of realization requirement and §1014 = Culprit. No lock-in if tax law require accrual of economic gain / loss each year.

ii.
Outr tax law require realization b/f account for appreciation in value or depreciation in value of asset

iii.
§1014 - basis rule on debt - beneficial take step-up in basis. (If realization, not dispose of prop and die with it -> gain never taxed) 

iv.
'About half of all cap gain = apprec in assets, never taxed.' Highest rate bracket people recog most cap gain. Hold onto it if old.

v.
Accrual system where not require realization -> diff b/c need annual valuations

3.
Alternatives (not easily adopted -> Reduced rate is second best sol'n to problem w.r.t. lock-in)

a.
Get rid of §1014 basis rule

b.
Carry-over basis (didn't work)

c.
Make death a realization event (lot other countries do this)

d.
Tax-free rollover to defer gain. (i.e. §1044 gain from public issue se cno recog currently if reinvested to purchase stock in small bus investment activities)

4.
If taxed cap gain at certain rate (< 30%) can max total tax revenue as opposed to keep cap at same rate as ordinary b/c promote disposition since generate income at lower rate

a.
-> More income taxed at lower rate than

b.
-> Less sales at ordinary income rate

5.
Problems

a.
Equity Problem - All taxes affect economic behavior. Should find less one that less adversely affect economic behavior. 

i.
Treat income diff on source - distinguish, tax differently, income from diff sources. (i.e. Comp - diff form, source of income) 

ii.
If reduce rate on cap gains to perfect rate (increase rev so much -> can decrease ord rate, too) that overall rates can be reduced -> effective tax rate on everyone's lower and better for everybody (low and high income taxpayers). But perception of inequity.

b.
Hi bracket taxpayer has cap gains, not wage earner with family of 4 -> perceived diff b/w rate hi bracket pay and lo bracket pay on income -> unfair -> problems with compliance (~ fringe benefits)

c.
Complexity - distinguish b/w sources of income


6.
House Bill proposal to decrease rate on capital gains

a.
Bring back Exclusion system to provide tax preference as opposed to §1(h) - reduced rate for cap gains. (i.e. Half of net captial gain excluded from bask. Not change rate, so that if max rate = 39.6% -> effectively ~ 20%)

b.
Adjusting basis for inflation (i.e. §1244 rollover provision) Index basis only for gain, not loss.

i.
Indexing basis - Incresing basis of asset for inflation = right way to go (b/c reduced rate redresses that §1001 gain - nominal gain, not real gain b/c basis not increase for inflation) for compute cap gain

ii.
Problems - can cause investment distortions b/c debt is not adjusted for inflation

i.e. T borrow $1000, invest entire in stock w/ anual dividend of $50 / yr. T have to pay annual interest 5% + inflation on loan. If 10% inflation -> effective interest rate is 15%. If allow to index for inflation (not for debt) -> value of stock increase to $1100. T sells stock for current value

AR
1100
-> use to pay off loan (Debt 1000 + interest 150)

AB
1100 
(proposed rule - original basis + increase for inflation)

gain
0

Income
50 
(dividend; b/c AB -> no gain from sale)

Deduction
150
interest deductible (pay at year end. Cash method)

Loss

(100)

iii.
Problem of tax arbitrage But there was no economic loss. T came out evenly.  (~ §265(a)(2) - disallow interest deduction for interest on inebtednes to purchase tax-exempt obligations)

iv.
Inflation is a real issue. Deal with it piecemeal -> cause its own distortions.

c.
Limitation on cap loss - new rules bring back old carryover provisions - instead of max $300 to offset ordinary gain, if long term cap loss - use $2 against ord income, if short-term cap loss - use $1 on ord income.

§1011 Adjusted Basis =    Basis under §1012


Includes mortgage Crane.


Adjusted for exhaustion, wear & tear, obsolescence, amortization [§1016(a)(2)]


From  a decedent = FMV at time of decedent’s death. [§1014]





- Minus -





§1001(b) Amount realized from a sale/disposition = Any $$ Received + Any property received’s fair market value 





1001(a) Gain from sale of property =








- Minus -





§1011 Adjusted Basis =    Basis under §1012





Adjusted for exhaustion, wear & tear, obsolescence, amortization [§1016(a)(2)]





Basis for property from  a decedent = FMV at time of decedent’s death. [§1014]





§1001(b) Amount realized from a sale/disposition = Any $$ Received + Any property received’s fair market value 





1001(a) Gain from sale of property =














