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I. Tax Policy 

a. Three criteria:

1. Equity criterion requires that those with greater ability to pay taxes should pay more, and those with equal ability to pay should pay equal amounts. 

i. Horizontal equity: people with same income pay same amount of tax

ii. Vertical equity: those with greater income pay grater amounts of that income in tax

2. Efficiency criterion requires that a tax interfere as little as possible with people’s economic behavior

i. Almost all taxes have efficiency costs (i.e., are not neutral) because they change the incentives to engage in various activities, which will affect people’s behavior and the allocation of resources.

ii. When Congress imposes a non-efficient tax purposefully (i.e., to encourage or discourage a behavior), two essential questions to ask: how does a tax/tax rule lead people to change their behavior, and why is that change desirable?

iii. Note: “efficiency” may also be used to refer to economic growth – a tax inhibting growth is inefficient – or to the extent incentive provisions provide benefits to taxpayers other than intended beneficiaries – when an unintended party received a benefit, or when an intended party receives less of a benefit than the gov’t loses in revenue, the tax is inefficient.

3. Simplicity criterion requires that tax rules be simple to understand and taxes simple to calculate. 

i. Complex tax rules are inefficient because taxpayers divert resources to calculate their taxes, and because taxpayers with equal ability to pay may have unequal tax burdens because the better-educated taxpayers are more likely to understand and be able to manipulate the rules.

ii. Three kinds of complexity:

a. Compliance: complexity in keeping records and filing appropriate forms 

b. Transactional: complexity arising when taxpayers organize their affairs to minimize taxes

c. Rule: complexity arising from problems of understanding and interpreting the law. 

b. Arguments for progressive taxation:
1. Progressive rates are essential to taxation based on ability to pay. 
2. Progressive rates are a deliberate mechanism for reducing economic inequalities. 
3. Progressive rates are necessary to produce proportionality of the overall tax burden by offsetting effects of other, more regressive taxes (e.g., payroll or sales tax)

c. Tax expenditures

1. Tax expenditures: revenue losses attributable to Code provisions that allow for special credits, GI deductions, exclusions, exemptions, preferential tax rates, or deferred liability. 

2. A provision will be listed as a tax expenditure if there’s reasonable basis for the classification and the provision results in more than a de minimus revenue loss (at least $50 million over five fiscal years)

II. Audits, Penalties and Administrative Appeals

a. Three kinds of audits: 

1. Correspondence: T mails requested documentation to local IRS district office

2. In-office: T must appear at the district office with requested documentation

3. Field audit: IRS official goes to T’s home/business and examines documentation 

b. If T disagrees with IRS’ liability assessment, T receives “30-day letter,” which explains options for further administrative review. If T doesn’t respond, doesn’t settle, or forgoes administrative review, T receives “90-day letter.” T then has 90 days to file a petition in tax court. IRS has three years from the filing of a tax return to send a 90-day letter, or six years if T omitted more than what would’ve been 25% of the GI on the return. 
c. If IRS provides T advice that is incorrect and T relies on it when preparing a return, IRS must abate any portion of a penalty attributable to that mistake, so long as T requested so in writing with specific, complete, and accurate information. 

d. Penalties may be assessed for inaccuracies on tax returns. 

1. § 6662. Penalty is 20% for an underpayment that was due to negligence or disregard of tax rules, substantial understatement of tax liability, or valuation misstatement. 

2. § 6664. No penalty assessed for underpayment if T establishes there was good-faith reasonable cause for it.

e. Taxpayer recourse:

1. When T is told T owes back taxes, T can:

i. pay, then file for a refund, then sue to enforce in district court, then appeal to Circuit Court of Appeals, and if has still lost, appeal to Supreme Court; OR

ii. pay, then file for a refund, then sue to enforce in district court, then appeal to Federal Circuit appellate court, and if has still lost, appeal to Supreme Court; OR

iii. refuse to pay, then petition Tax Court for review, then appeal to Circuit Court of Appeals, and if has still lost, appeal to Supreme Court.
III. Calculating Tax Liability

a. Overall tax liability formula:

i. {[(ordinary income)–(ATLD) – (PE) – (greater of itemized deductions or standard deduction)]*TR} + [(net capital gain)*(T’s CG rate)] – (CR) = tax liability

b. Another way to put this: TI*TR–CR=tax liability. Formula above breaks down how we get to TI.

c. Breaking the formula down:

1. Ordinary income is all includable income. § 61. Note that this includes income and CG; when determining AGI alone, both are included here. If calculating tax liability, break out CG because its tax rate is different.

2. ATLD is § 62

3. PE from § 151. One PE of $2000 is allowed for T, T’s spouse, and each dependent. PE phased out for high-income Ts.

4. Itemized and standard deductions

i. Itemized deductions (except medical expenses, investment interest, gambling losses, and casualty losses must be reduced by lesser of 3% of the excess of AGI over the applicable amount of $100,000 OR 80% of the itemized deductions otherwise allowable. § 68. Misc. itemized deductions deductible only to extent that in aggregate they exceed 2% of AGI. § 67

ii. Standard deductions are: Single: $3000; Head of household: $4400; Married filing jointly: $5220; Married filing separately: $2610

5. Tax rates range from 10% to 35%. 

6. CG taxed at preferential rates based on nature of assets and T’s tax bracket. 

i. Net CG taxed at max 15% rate

ii. Gain on collectibles at max 28% rate

iii. Real property gain is taxed at the lesser of the gain recognized or the depreciation previously taken, and the rate is a max 25% rate.

7. Credits: 

i. Child care. § 21

ii. Child ($1000 credit for qualifying child of low- and middle-income parents). § 24

iii. Hope and Lifetime Learning (credits for college costs). § 25A

iv. Earned Income Credit (credit for wage-earning low-income Ts). § 32

v. Qualified expenses associated with adoption. § 23

vi. Credit for elderly and disabled Ts.

IV. Gross Income

a. Compensation issues and fringe benefits

1. § 61(a)(1): GI includes compensation for services, including fringe benefits
i. Valuation of a taxable fringe is fair market value. 
ii. Old Colony Trust Co. (US 1929) (p. 91): the benefit an employee received – an employer’s paying his tax liability for him – was taxable income
a. § 275: No deduction for federal income tax. This means the federal tax is tax-inclusive because the amount of tax is included in the amount of taxable income to which rates are applied.
b. Rule of this case has been expanded; in theory at least, any in-kind benefit transferred as compensation for services rendered is income. Certain benefits have been excluded from income by Congress. 
2. § 132: GI doesn’t include no-additional-cost service (e.g., letting employees of an airline fly free when there’s an empty seat), qualified employee discount, working condition fringe, de minimus fringe (e.g., on-premises employee cafeteria), qualified transportation fringe (e.g., cab fare home, transit passes, parking), qualified moving expense reimbursement, or qualified retirement planning services. 
3. § 83(a)-(c)(1), (2), (h): when property is transferred in compensation for performance of services, the excess of the fair market value of the property over the amount paid (if any) must be included in GI. Inclusion can be done during year of transfer or when rights vest. Deduction by payor is allowed for whichever year T includes the property in GI. 
i. Where T can buy property at below FMV because the seller is compensating T for services, T has gross income on that discount. 
ii. If the property is subject to forfeiture (i.e., there’s a vesting period, as in employee purchases of stock), the employee can elect to not include the income in GI until the property is no longer subject to forfeiture. 
4. § 102(c): Any amount transferred by or for an employer to or FBO an employee shall not be excluded from GI. 
5. § 119(a)-(b)(1): Meals and lodging for employee, spouse, and dependents shall be excluded from GI if the meals are furnished on the business premises or the lodging must be accepted by employee as a condition of employment. 
i. Cash payments or cash reimbursement to employee not excludable under § 119. So, employee who buys dinner and eats at his desk is taxed on the reimbursement, but the employee whose employer supplies dinner is not taxed.

ii. United States v. Gotcher (5th Cir. 1968) (p. 112): whether an expense-paid trip is income depends on if there was economic gain and if that gain primarily benefited T personally. Here, meals and lodging for Mr. G were primarily for benefit of employer, so no income there, but the trip was all pleasure for Mrs. G, so those expenses paid were income. 
a. § 274(m)(3): travel expenses of a spouse or dependent are only deductible if the spouse is an employee of T, there’s a bona fide business purpose, and the expenses would otherwise have been deductible. 
iii. Commissioner v. Kowalski (US 1977) (p. 118): meal allowances are TI
6. § 79(a): The cost of employers paying for employee’s life group-term life insurance is includable in employee’s income, but only to the extent the cost exceeds $50,000 of insurance and the amount employee paid (if any) for it. 
7. § 101(a)(1): Gross income doesn’t include life insurance payouts made because of the death of the insured. 
8. § 104(a): Gross income doesn’t include workmen’s comp compensation for personal injury or sickness, or any damages (other than punitive) received because of injury/sickness, or insurance payments for injury/sickness (except as noted in § 105) or pension/annuity income for injury/sickness resulting from service in armed forces, or disability income received b/c of injuries received in terrorist or military action. 
9. § 105(a)-(c): GI includes insurance payouts to the extent such money is attributable to payments made by employer that weren’t in employee’s GI, unless that money is to reimburse T for medical expenses T paid. GI does not include such payouts when they are payment for permanent loss/loss of use/disfigurement of a member or function of the body. 
10. § 106: GI doesn’t include employer contributions to employees’ accident and health plans 
11. § 129(a): GI doesn’t include employer contributions to dependent care assistance provided to employee
b. Imputed income and gifts

1. Imputed income is the benefit derived from one’s labor on one’s own behalf or the benefits from owning property. E.g., ownership of a residence is imputed income because T could rent it and get income from it; domestic services by stay-at-home spouses is imputed income on services. Imputed income is generally not taxable. 

2. § 61: GI is all income from whatever source derived, including fringe benefits, compensation, gains from dealings with property, rent, royalties, dividends, pensions, etc.
3. § 102(c): GI doesn’t include any value of property acquired by gift, bequest, devise, or inheritance. However, any amount transferred by or for an employer to or FBO an employee shall not be excluded from GI. 
i. Commissioner v. Duberstein (US 1960) (p. 127): absence of legal obligation doesn’t make a payment to an employee non-taxable. Payments by an employer to an employee are TI
ii. Support provided by family members is not included in GI; neither are most government or welfare payments (e.g., Social Security, unemployment)

iii. Regs hold that § 102 doesn’t apply to prizes and awards, but such may be excludable if a) they’re not retained by recipient, b) award is in recognition of religious, charitable, scientific, educational, artistic, literary, or civic achievement, c) the recipient took no action to enter the contest, d) recipient isn’t required to render future services, and e) prize/award was transferred to charity. 

iv. § 274(j)(3): GI doesn’t include employer’s “gold watch awards” (awards of tangible personal property for length of service or safety achievements) if the cost of the award is less than $400. If the cost is higher, GI includes the excess of the employer’s cost over the $400 exclusion. 

4. § 117(a)-(b): GI doesn’t include scholarships or grants given to a candidate for a degree at an educational organization, when the money was given for, and used for, qualified tuition and related expenses.

i. Scholarships or grants that require teaching, research, or other services as a condition of receipt are not excludable. 

5. § 262: No deductions for personal, living, or family expenses.

c. Income from property transactions

1. § 61(a)(3): GI includes gains derived from dealings in property
i. Hort v. Commissioner (US 1941) (p. 144): Payment received in consideration for cancellation of a lease includable in GI
ii. Cesarini v. United States (6th Cir. 1969) (p. 149): found money inside a piano purchased used is treasure trove, and is taxable GI. 
iii. Haverly v. United States (7th Cir. 151): receipt of sample textbooks was taxable GI; taxpayer couldn’t take charitable deduction for their value without first reporting the receipt as GI. 
2. § 1001(a): Gain = (excess of amount realized) / (adjusted basis under § 1011); loss = (excess of adjusted basis under § 1011) / (amount realized). 
3. § 1001(b): Amount realized = (sum received) + (FMV other than money received)
i. Cottage Savings v. Commissioner (US 1991) (p. 159): financial institution’s exchange of one group of residential mortgage loans for another institution’s group of residential mortgage loans gives rise to realized losses because the transaction involved an exchange of materially-different property
4. § 1001(c): Entire amount of gain or loss on a sale or exchange shall be recognized
5. § 1011(a): Adjusted basis for determining gain or loss is the basis determined under § 1012.
6. § 1012: Basis is the cost of the property
i. Three ways T accounts for costs:
a. Expenses for production of income are immediately deductible (AKA expensed). 
b. Expenses are capitalized and purchase price taken into account only on a sale or exchange. Capitalized expenditures will be reflected as an adjustment to basis.
c. Asset is depreciated, i.e., periodic deductions are allowed for the asset’s cost. Depreciation will be reflected as an adjustment to basis. 
ii. Basis is generally cost even if T under- or over-pays for the property. 
iii. Under § 1015, the basis of gifts and transfers in trust carries over from the donor to the donee; thus, when donee sells it, the basis is whatever donor paid for it
iv. Under § 1014, basis of property devised by a decedent is stepped up at donor’s death; thus, when devisee sells it, the basis is the asset’s value at the time she acquired it
d. Annuities and insurance

1. § 72(a), (b)(1), (2): GI includes any amount received as an annuity, except that portion which represents the return of investment. 
i. Calculate return of investment: (investment/expected return)*(yearly payment) = return of investment. This figure is called “exclusion ratio.”
ii. The return-of-investment portion is excludable; the remainder is included in GI. Under § 72, each payment involves both non-taxable recovered investment and taxable income. 

iii. Interest on deferred-payment annuities is not taxed at accrual; T pays tax when T gets payments from the annuities. 

2. § 72(b)(3)(A): if annuity payments cease due to annuitant’s death and there’s unrecovered investment, the amount of such shall be allowed as a deduction for annuitant’s last taxable year. 
i. Unrecovered investment = (the investment - the aggregate amount of premiums/other consideration paid for the contract) – (aggregate amount received under the contract, to the extent such amount was excludable from GI). 
3. § 101(a)(1): Gross income doesn’t include life insurance payouts made because of the death of the insured. 
i. Interest earned on the savings element of life insurance is untaxed so long as it is paid to the beneficiary, along with the principal, upon the insured’s death. 
ii. If insured cashes out the policy during life, the interest is taxable as income to the insured, to the extent the amount exceeds the total cost of the policy. 
e. Loans

1. Borrowers don’t receive income when they receive a loan, and they have no deductions when they make principal payments thereon. Likewise, lenders don’t have a deductible loss on making the loan and don’t realize income upon repayment. Income issues arise when a borrower is told she doesn’t have to pay back a loan, i.e., the debt is discharged.
2. § 61(a)(12): GI includes income from discharge of indebtedness
i. Collins v. Commissioner (2d Cir. 1993) (p. 172): embezzlement results in an unrestricted gain to T; that’s a taxable event, not a non-taxable loan, because when T acquired the money, T didn’t intend to pay it back. 
ii. Zarinv. Commissioner: (TC 1989) (p. 180): A casino’s canceling of T’s gambling debts is taxable as cancellation of indebtedness. 
a. Tax Court was overruled by Circuit Court, which found that one can’t have discharge of debt without a loan, and since the casino’s loan to T was unenforceable under NJ law, there was no loan and therefore no discharge. 
3. § 108(a)(1)(A), (B), (a)(3): GI doesn’t include indebtedness discharge if the discharge occurs in a Title 11 (bankruptcy) case or when T is insolvent (exclusion limited to amount of insolvency). 

4. § 108(e)(5): If the seller of specific property reduces the debt of the buyer arising out of the purchase, and such reduction doesn’t occur in a Title 11 case or when purchaser is insolvent, and such reduction would otherwise be treated as income to the purchaser as discharge of indebtedness, then such reduction shall be treated as a purchase price adjustment.  
f. Illegal Income

1. § 61: GI includes all income from whatever source derived
i. Collins v. Commissioner (2d Cir. 1993) (p. 172): embezzlement results in an unrestricted gain to T; that’s a taxable event, not a non-taxable loan, because when T acquired the money, T didn’t intend to pay it back.
g. State and local bonds

1. § 103(a): GI does not include any interest on state and local bonds. 

i. Exemption allows state and local governments to pay lower rates of interest on their debt than paid on taxable corporate bonds of comparable risk. 

ii. Example of how this works: if T is in a 35% tax bracket, a corporate bond paying 10% and a municipal bond of 6.5% are the same to T, since the after-tax value of the corporate bond is 6.5%. 

iii. If the entire tax-exempt bond market isn’t purchased by high-income Ts, the ratio of yield on tax-exempt to taxable bonds must rise. T, in a 20% tax bracket, wouldn’t purchase a 6% municipal bond because his after-tax value of the 10% corporate bond is 8.5%. So, to entice lower-tax-bracket investors, the municipal bond interest rates would have to rise.
V. Deductions

a. Business expenses generally

1. § 162(a): Deduction allowed for ordinary an necessary expenses for carrying on a trade or business, including paying salaries, traveling while pursuing the trade or business, rentals or property for the trade or business. 
i. For a corporation, this section means TI = GI–deductions
ii. For an individual, this section has a two-step process. First, GI–allowable deductions = AGI. Second, AGI–standard or itemized deduction = TI.  
a. Only the amount of miscellaneous itemized deductions that exceed 2% of T’s AGI may e deducted. 
b. Most deductions must be applied to the tax year in which they occur. 
iii. Welch v. Helvering (US 1933) (p. 222): T paid back debts of company for which he’d worked as part of establishing his own business. Such expenses were capital outlays, not ordinary and necessary expenses. 
a. Case turns more on meaning of “ordinary” than on “necessary:” if he hadn’t paid, might not have gotten the contracts, so necessary. But not ordinary in the sense of normal, usual, customary, or a common or frequent occurrence in the type of business involved. 

b. § 263 prohibits a § 162 deduction for capital expenditures. 

iv. Gilliam v. Commissioner (TC 1986) (p. 225): T’s legal expenses from suit arising out of his disrupting a flight were not ordinary and necessary business expenses, although at the time he’d been traveling for business, because the suit didn’t arise out of business activities. 
v. Exacto Springs v. Commissioner (7th Cir. 1999) (p. 227): actual salary (not salary that’s a disguised dividend) paid is presumptively reasonable and thus deductible
a. An absence of dividends in public or closely held corporations paid is troubling, as it could indicate salaries to officers contain disguised dividends
vi. Commissioner v. Tellier (US 1966) (p. 237): deduction allowed for broker’s expenses defending himself in a fraud suit that arose out of his securities business. 
2. § 162(c), (e), (f), (g): No deduction for illegal bribes or kickbacks, nor for lobbying or political expenses (excepting some related to local legislation), nor for paying fines or penalties, nor for 2/3 of the payment of a treble damages award. 
i. Where payments to a private party are akin to a fine (e.g., making restitution or court-ordered charitable contribution in lieu of a fine), deduction has been disallowed. Likewise, deduction disallowed for restitution to victims of fraud or theft where restitution serves a punitive purpose. 
3. § 162(m): No deduction by a publicly held corporation for an employee’s salary to the extent it exceeds $1 million, unless the pay is performance-based.  
4. All payments to ministers or other spiritual-guidance-providers are considered inherently   and thus not deductible. 
b. Mixed business and personal expenses

1. § 21(a), (b)(1), (2)(A), (c), (d): Tax credit allowed for T when T has an under-13 kid or handicapped kid living at home or handicapped spouse living at home, for household services and expenses related to care of the dependent. Credit is limited to $3000 for one dependent or $6000 for 2 or more dependents. The expenses can’t exceed T’s yearly income. 
2. § 162(a): Deduction allowed for ordinary an necessary expenses for carrying on a trade or business, including paying salaries, traveling while pursuing the trade or business, rentals or property for the trade or business. 
i. Expenses incurred by an employee in connection with a trade or business are deductible, so long as they’re ordinary and necessary expenses. 
a. If employer reimburses the expenses, they’re taken “above the line,” i.e., deductible from GI in determining AGI). 
b. Unreimbursed deductions are deductible only if the employee itemizes deductions. 
1. Under § 67, T can only deduct such expenses to the extent that, in the aggregate, they exceed 2% of the AGI. This 2% floor also applies to deductions under § 212. 
2. Under § 68, high-bracket taxpayers whose AGI exceeds $100,000 have itemized deductions reduced by 3% of the excess AGI. 
ii. Pevsner v. Commissioner (5th Cir. 1980) (p. 252): T’s having to purchase YSL clothes in order to work at a YSL boutique not a deductible expense. 

iii. McCabe v. Commissioner (2d Cir 1982) (p. 259): commuting expenses to avoid NJ (since NY cop had to carry his revolver and didn’t have an NJ permit) disallowed because location of residence was personal choice. 
a. T may deduct transportation costs incurred in going between residence and a temporary work location outside T’s metropolitan area. 

b. If T’s residence is the principal place of business, T can deduct expenses going from residence to another location when such travel is for business purposes. 

c. Commuting expenses paid by employer (excluding fringes excluded under the Code, such as transit passes) are included in GI. 

iv. Hantzis v. Commissioner (1st Cir. 1981) (p. 265): T, a law student living in MA but summering in NY, could not deduct her weekend travel expenses between the two states or the costs of living in NY because the expenses weren’t incurred while away from home (i.e., court said NY was her home while she was living there).

a. Costs of food and lodging at a temporary job away from principal residence are deductible under § 162(a), unless the duration of the job is indefinite or lasts for more than a year. 

b. Once T has a “tax home,” the trip away from home must be for business; if of mixed business and personal purposes, travel costs only deductible if trip is primarily for business. 

v. Commissioner v. Solimon (US 1993) (p. 283): home office not principal place of business for a doctor whose hospital didn’t provide him a business, so expenses of home office not deductible.

a. § 280A now provides that a home office can qualify as a principal place of business if T has no other fixed location for administrative or management activities and T uses the office for such. 
3. § 62(a)(2): Deduction allowed for reimbursed expenses of employees and certain expenses of performing artists, officials, and elementary and secondary school teachers. 
i. § 62(a)(2)(A): deduction for employee’s travel expenses reimbursed by employer

4. § 67(a)-(b): T’s miscellaneous itemized deductions will only be allowed to the extent the deductions exceed 2% of T’s yearly AGI. Miscellaneous itemized deductions means those other than interest, tax, casualty/theft loss, charitable, medical, and [certain other specified] deductions. 
i. Section applies to unreimbursed expenses.  Reimbursed expenses fall under § 62. 
5. § 212: Deduction allowed for individual for ordinary and necessary expenses stemming from income-producing activities that don’t qualify as a trade or business. 
6. § 274(a)(1)(A), (d), (e), (k): No deduction for entertainment unless directly related to/preceding/following a substantial and bona fide business discussion, for travel expense or entertainment or gifts unless T proves business purpose, lavish and extravagant business meals at which T is not present. 
i. Moss v. Commissioner (TX 1983) (p. 274): daily lunches attended by all attorneys at a law firm, at which business was discussed, were not deductible because daily meals are inherently personal. 
ii. Meals/entertainment events are directly related to business if T has more than a general expectation of deriving income, if T engaged in business discussions during/immediately before/immediately after the event, and the principal reason for the expense was active conduct of T’s business. 
7. § 274(c), (h), (m): No deduction for foreign travel except for those expenses allocable to business purpose, for conventions outside North America or on cruise ships unless T proves business purpose of the location, or luxury water transportation that excludes twice the per diem amount allowed.
8. § 274(n): Employee’s deduction allowed for food, beverages, or entertainment shall not exceed 50% of the amount such expense which would, but for this subsection, be allowable as a deduction.
i. Deduction reflects Congress’ judgment that personal consumption is inherent in meals/entertainment. 

ii. § 274(n) applies to meals away from home or overnight on business, but not to meals excludable under § 132, traditional recreational expenses for employees (e.g., annual company summer picnic), meals fully taxed to recipient as compensation, and meals sold to customers. 

iii. If employee’s meal/entertainment expenses aren’t reimbursed, they’re also subject to the 2% floor of § 67.

iv. If the employee’s meal/entertainment expenses are reimbursed, the 50% limitation applies to whomever reimbursed and not the employee, who can then deduct the entire cost under § 62. 

c. Personal Deductions, Exemptions, and the Earned Income Credit

1. § 63(a)-(d), (e)(1), (f): TI is GI minus allowable deductions. For an individual who elects not to itemize, TI is AGI minus the standard deduction and the personal exemption deduction. Elderly or blind get an additional deduction of $600 if they’re married and $750 if they’re unmarried. 
i. Standard deduction is the deduction T can take even if T had no expenditures. Since it’s the amount T can deduct instead of itemized deductions, it’s basically the floor for itemizing, i.e., it doesn’t make sense to itemize if your itemized deductions are less than the standard. Note that some Ts are required to itemize, though: non-resident aliens, estates and trusts, and marrieds filing separately where one spouse itemizes. 
ii. Standard deduction is $3000 for unmarried individuals and marrieds filing separately, $4400 for heads of household, and $6000 for marrieds filing jointly.
a. If T’s spouse died in the two years preceding the current tax year, T continues to be treated as married if T has a dependent child living with T for the whole year. 
b. If T is unmarried and has a dependent living with T for more than half the year (or maintains a separate resident for a dependent parent), T can file as a head of household. 
2. § 68(a)-(c): If T’s AGI exceeds $100,000, T’s itemized deductions (not including medical expenses, investment interest, or casualty/theft loss) will be reduced by the lesser of either 3% of the excess of AGI over $100,000, or 80% of the amount of the itemized deductions otherwise allowable. 
3. § 151(a), (b), (d): Deduction allowed for exemption amount ($2000), which T can claim for T, T’s spouse, and T’s dependents. If T’s income exceeds $150,000, the exemptions are phased out as income increases. 
4. § 152 (a), (b): “Dependent” means a qualifying child or relative, so long as the child/relative isn’t married or isn’t a US citizen. 
5. § 32: (EIC) Credit allowed for low-income wage-earning Ts; credit is refundable and amount increases if T has children. To qualify for EIC, T must have a qualifying child or be between 25 and 65 and not be anyone else’s dependent. 
6. § 7703: Whether a person is married is determined at the close of the taxable year, unless marriage terminated by spouse’s death, in which case determination is made at spouse’s death. People legally separated by decree of divorce or separate maintenance aren’t considered married for tax purposes. 
7. Charitable Contribution Deductions and Medical Expenses Deductions
i. § 170(a)(1), (b)(1)(A), (C): Deduction allowed for charitable contributions (including donations to churches, church associations, educational organizations with faculty and curriculum and students, medical care and/or research organizations, gov’t units, private foundations). If T donates capital gain property, total amount of contributions can’t exceed 30% of T’s contribution base for the year. 
a. Under § 170, T can deduct the full amount of the property given to charity, which gives T an advantage when donating property on which there’s an unrealized gain. If there’s an unrealized loss, T will lose it, but if T sells it first and donates the proceeds, T can deduct the loss. 

b. Individuals can deduct up to 50% AGI. Corporations are limited to deduction of 10% of its taxable income. 

c. Charitable deduction not subject to § 67’s 2% floor, but is subject to itemization reduction under § 68. 

d. Cash and sometimes property are deductible; services are not. Unreimbursed expenses associated with service to a charity are deductible. 
e. Hernandez v. Commissioner (US 1989) (p. 429): payments made as part of quid pro quo exchange (here, money to CoS in exchange for auditing) not deductible as charitable contributions. 
f. Duberstein test: to be deductible as charitable contribution, gift must be made from detached and disinterested generosity.
ii. § 213: Deduction allowed for medical expenses not compensated for by insurance or reimbursed by employers. . 
a. Medical expenses deductible only to extent they exceed 7.5% of AGI, so deduction is only taken in those years when T’s uncompensated medical expenses are extraordinary. 

b. Deductions can be taken not just for payments to doctors or for prescriptions, but for amounts T pays for health insurance, for transportation primarily to/from medical care, for addition treatment (including smoking cessation programs) and modifications to T’s residence to make the home accessible to the handicapped T or dependent (e.g., constructing ramps for wheelchairs, installing lifts, etc.). 
c. Cosmetic surgery is not deductible, but breast reconstruction after a mastectomy and laser eye surgery are not considered cosmetic procedures by the IRS. 

iii. § 104(a): Except for amounts deductible under § 213, GI does not include workmen’s compensation funds received for personal injuries or sickness, damages other than punitive received b/c of personal injury/sickness, health insurance funds for personal injury/sickness that were contributed to the insurance plan by employer, and funds received due to injury/sickness received while in armed forces or through terrorist or military action.  
a. Punitive damages are entirely taxable, as are lost profit damages. Lost wages awards, when the case arose because of physical injury, are not taxable. 
b. When T receives damages for lost/damaged property that had an adjusted basis, the taxable amount is the amount to which the money damages exceed the basis in the property. 
c. Emotional distress is not considered a personal injury or sickness, so those are taxable, as are amounts received for discrimination or harassment or defamation. 
d. Interest on damages awards is taxable, no matter what the award was for. 
iv. § 105(a), (b), (c), (f): GI includes insurance payouts to the extent such money is attributable to payments made by employer that weren’t in employee’s GI, unless that money is to reimburse T for medical expenses T paid. GI does not include such payouts when they are payment for permanent loss/loss of use/disfigurement of a member or function of the body. Amounts excluded from GI shall not be considered as compensation for § 213 purposes.
v. § 106(a): GI doesn’t include employer contributions to employees’ accident and health plans 
VI. Timing of Income and Deductions

a. Cash and Accrual Accounting Methods

1. § 446(a)-(c): TI shall be computed under T’s regularly-used method of accounting, so long as T’s method clearly reflects income. If T doesn’t use a method, the IRS Secretary will choose a way that clearly reflects income. Permissible methods include cash and accrual. 
i. Cash: items included in TI when they’re received and deducted when they’re paid. 
ii. Accrual: items included in TI in the year earned, regardless of when paid, and deducted when expenses are incurred, regardless of when paid.  
iii. Although generally T can choose which method to use, some kinds of businesses (e.g., those where sale of goods is a major income factor) are required to use accrual. 
iv. Constructive receipt: concept under which a cash method T is found to have received income, even if it’s not in T’s possession, so long as T can draw on it. 
a. Carter v. Commissioner (TC 1980) (p. 665): cash method T received in 1975 four weeks of 1974 that had been held back in error; T argued constructive receipt in 1974. Court found no constructive receipt because he couldn’t access the money in 1974. 
b. An unsecured promise to pay is not constructive receipt. 
c. T can’t deliberately turn T’s back on income and select the reporting year (e.g., have pay deposited in a holding account until the following year – T has access, so T got it this year). However, T has no constructive receipt when T refused pay entirely (e.g., didn’t claim trustee fees, didn’t contract to receive payment at an earlier date). 
d. Receipt by an agent is receipt by the principal. 
v. Cash equivalents: 
a. Checks are treated as cash; they’re deductible once mailed and includable as income when in hand. 
b. Notes are treated as cash only when they’re freely transferable, marketable, and convertible to cash. Most cash method Ts can’t take deductions on a note until it’s actually paid. 
vi. When cash and accrual method Ts are alike:
a. Cash method Ts can’t deduct payment for a capital asset/improvement thereto right away; like an accrual method T, the cash method T must depreciate the asset. 
b. Cash method Ts must allocate and deduct prepaid interest over the life of a loan, like an accrual T. Note, however, that cash method Ts can prepay one year’s worth of interest and deduct it now, but no more than that. 
vii. RCA Corp. v. US (2d Cir. 1981) (p. 690): Accrual method T sold service contracts on electronics. Purchasers paid up front and then could demand service any time for two years. T declared some of that payment as income, journaled the rest, and portioned it out as income to T over the course of the service contracts. Court held tax accounting methods required T to report the entire prepayment as income when right to the prepayment occurred.
viii. Ford Motor Company v. Commissioner (6th Cir. 1995) (p. 706): Accrual method T owed three types of damages, totaling about $24.5 million, pursuant to a lawsuit settlement (types: fixed period payments, payments for claimant’s life, and payments longer than either). T bought a $4.4 million annuity, payments to which would equal payouts to claimants. In first taxable year, T deducted all of type 1, the amount of type 2 it paid that year, and the amount of type 3 due for a particular period; deduction totaled just over $10.6 million. Court found that all events test didn’t need to apply b/c Commissioner within discretion to require T to change method of accounting because that one didn’t clearly reflect income. 
a. Note: § 461(h) passed in response, which states that tort payments deductible only when paid. 
2. § 451(a): The amount of any item of GI shall be included in the GI for the taxable year T received the item, unless T’s method of accounting properly accounts for it in another year.
3. § 461(a): The amount of any deduction or credit shall be taken for the taxable year which is the proper taxable year under T’s method of accounting used to compute TI.  
4. § 461 (h): In determining whether an amount has been incurred with respect to any item during any taxable year, the “all events test” shall not be treated as met any earlier than when economic performance with respect to such item occurs. 
i. All events test: an accrual method T can deduct an item if all events have occurred which fix the right to receive such income, and the amount of income can be determined with reasonable accuracy. 
ii. Economic performance test: economic performance occurs when, given a liability, the activities T is obligated to do to satisfy the liability are actually performed. E.g., when services T contracted for are provided or property T purchased is received.
iii. Most of the problems with accrual method Ts arise in three contexts: where there’s uncertainty as to whether an amount will be received or paid, where an amount is received before it’s been earned, and where an obligation is fixed long before the time when payment will be made. 
5. § 409A: If T has a nonqualified
 deferred compensation plan and in a given taxable year the plan doesn’t operate in accordance with § 409A, compensation deferred under the plan shall be included in GI for that taxable year, to the extent it wasn’t subject to substantial risk of forfeiture and wasn’t previously included in GI.  
b. Capitalization and cost recovery

1. § 263(a): No deduction for any amount paid out for new buildings or permanent improvements to property or real estate. 
i. Indopco v. Commissioner (US 1992) (p. 302): costs incurred during a friendly takeover of another company are not deductible ordinary and necessary business expenses and must be capitalized. 
a. Case stands for important rule that a distinct asset is not a prerequisite to capitalization.
ii. Advertising and promotional expenses are deductible; they’re not capitalized. 

iii. If transaction costs are less than $5000, they can be deducted rather than capitalized.
iv. One-year rule: if the expenditure is on an asset expected to produce income beyond the acquisition year, capitalization may be required; if the economic benefit will exhaust itself within the current period, the expenditure is deductible. 
v. Nonrecurring expenses are more likely to be required to be capitalized
2. § 263A(a)(1)(B), (a)(2), (b)(1), (c)(1), (g)(1): In the case of any property to which this section applies, T’s direct costs and any proper share of indirect costs allocable to such property shall be capitalized. This section applies to real or tangible property produced by T, but doesn’t apply to any property produced by T for use by T other than in a trade, business, or activity conducted for profit. “Produce” means to construct, build, install, manufacture, develop, or improve.
3. § 1016(a)(1)-(2): Proper adjustment to property’s basis shall be made for expenditures, receipts, losses, or other items properly chargeable to capital account. No adjustment shall be made for taxes, carrying charges, or for exhaustion, wear and tear, obsolescence, amortization, and depletion to the extent the amount was allowed as a deduction. 
4. § 167(a), (c)(1): Depreciation deduction allowed for exhaustion or wear and tear of all property used in a trade or business or held for the production of income. The basis on which exhaustion, wear and tear, and obsolescence are allowed shall be adjusted basis provided in § 1011 for the purpose of determining gain on sale or disposition. 
5. § 168(a): Depreciation deduction allowed by § 167(a) for any tangible property shall be determined by the applicable depreciation method, the applicable recovery period, and the applicable convention.
i. § 168(b)(1), (b)(3), (b)(4): Applicable depreciation method is the 200% declining balance method, switching to the straight line method for the first taxable year for which use of that method with respect to the adjusted basis will yield a larger allowance. Property to which the straight line method applies includes nonresidential real property, residential rental property, and property which T elects under § 168(b)(5) to be straight line. Salvage value is zero.
ii. § 168(c), (e)(1): Applicable recovery period is the year of the property for three-, five-, seven-, ten-, fifteen-, and twenty-year property. (I.e., you use the depreciation method to figure out how much you can deduct over the allowable period.) If property has a class life of four years or left, it’s three-year property. If between 4 and 10, it’s five-year. If between 10 and 16, it’s seven-year; if between 16 and 20, it’s ten-year. If between 20 and 25, it’s fifteen-year. If more than 25 years, it’s twenty-year property. 
iii. § 168(d), (e)(1): Applicable convention is the half-year convention. 
iv. Methods of depreciation:
a. Straight line: cost of an asset is allocated in equal amounts over its life, i.e., a five-year asset will have 1/5 its cost deducted for five years. 
b. Declining balance: a larger portion of the cost is allocated to earlier years. A constant percentage is used, but each year it applies to the balance left, rather than to the total cost. So, a $100 five-year asset would depreciate 20% in the first year, and in the second, the 20% would be taken on $80 balance. 
c. Double declining balance: uses double the straight line method’s percentage as a constant percentage, but applies that percentage each year to the balance left.  So, a $100 five-year asset would depreciate 40% in the first year, and in the second, the 40% would be taken on $80 balance.
6. § 179(a), (b)(1)-(3)(A), (d)(1): T can treat the cost of any § 179 property as an expense not chargeable to capital account; if so treated, the cost is a deduction for that tax year. T can’t take more than $100,000 such deductions, and that limitation will be reduced by the amount by which the cost of § 179 property placed in service exceeds $400,000. T’s deduction also can’t exceed T’s TI for that year. “Section 179 property” is tangible property (other than heating and AC units) to which § 168 applies, or computer software, which is acquired by purchase for use in the active conduct of a trade or business.  
7. § 197(a), (b), (c)(1), (d)(1)-(2): Start-up costs must be capitalized, except T can elect to deduct during the first tax year the lesser of the amount of start-up expenses or $5000 reduced by the amount by which start-up expenses exceed $50,000. If T so elected, the remainder of start-up costs will be allowed as a deduction ratably over 180-month period, beginning with the first active month of the trade/business. The election must be made no later than the deadline for filing a return for the taxable year in which the business begins. “Start-up costs” include investigating the creation or acquisition of a business, creating it, or any activity engaged in for the production of income before the date on which the business begins, in anticipation of the activity becoming the business. 
c. Interest: compensation paid for the use of another’s money
1. § 163(a): Deduction allowed on all interest paid or accrued within the tax year on indebtedness.
i. Whether or not interest is deductible turns on the purpose of the indebtedness: to acquire new assets or to keep what they have. 
ii. Interest on indebtedness used to operate a trade or business is deductible unless it must be capitalized, as when it’s allocable to an asset T is constructing. 
2. § 265(a)(2): No deduction for interest on indebtedness incurred or continued to purchase or carry obligations the interest on which is wholly exempt from tax under § 265. 
i. Tax arbitrage: this arises when assets eligible for favored tax treatment are acquired with debt. T can achieve a negative rate of tax when T gets both an interest deduction and the equivalent of a zero tax rate on the income from the asset purchased with the debt. Example: borrowing to purchase tax-exempt municipal bonds. § 265 bars interest deductions on borrowing to purchase tax-exempt bonds. Tax arbitrage could also occur where the Code allows immediate expensing of the asset. A more subtle form of tax arbitrage is when the return on the asset is the same as the use of the asset, as when T deducts home mortgage interest but is exempt from taxation of the imputed income of the home rental. 

ii. Knetsch v. United States (US 1960) (p. 351): T borrowed to purchase annuities and then borrowed against the value of the annuities, such that his debt to the lender was the same as the annuity it sold him, less $1000. He prepaid the interest on the loans due each year and deducted the interest. Court held the transactions were not actual indebtedness; there was no actual economic gain for T in purchasing the annuities other than to get the tax benefits of the deduction.  
3. § 163(d)(1)-(4)(C): In the case of a non-corporate T, amount allowed as a deduction for investment interest for any tax year shall not exceed T’s net investment income for that year. Disallowed interest may be carried forward to the next tax year. “Investment interest” includes interest paid or accrued on indebtedness properly allocable to property held for investment, but doesn’t include residence interest. 
i. Deduction of interest on debt incurred by individuals and allocable to investment property is limited to net investment income (total investment income less investment expenses).  
4. § 163(e): The portion of the original issue discount regarding such debt instrument which is allowable as a deduction to the issuer for any tax year shall be equal to the aggregate daily portions of the OID for days during such tax year. 
5. § 163(h): No deduction for personal interest paid or accrued. 
i. This is interest that’s not paid or incurred in connection with a trade or business, investment interest, qualified residence interest, interest on certain deferred estate tax payments, or interest associated with a § 469 passive activity.
ii. The major exception to the “no personal interest deduction” is the deduction for home mortgage interest. 
iii. Certain Ts may deduct up to $2500 of interest paid on education loans. 
6. § 1272(a)(1)-(2): the holder of any debt instrument having OID must include in GI an amount equal to the sum of the daily portions of the OID for each day during the tax year on which the holder had the instrument. (That rule doesn’t apply to US savings bonds, loans of less than one year, personal loans between people for amounts less than $10,000, loans made for tax avoidance, or loans between spouses.)
7. § 1272(d)(2): The basis of any debt instrument shall be increased by the amount included in the holder’s GI. 
8. § 1273(a): “OID” means the excess of stated redemption price at maturity over the issue price. If that amount is less than ¼ of 1% of the stated redemption price at maturity multiplied by the number of complete years to maturity, the OID is zero.
i. OID is typically present when a bond is issued with no interest payable, or at a below-market rate of interest, but the issue price is less than the price paid at maturity. The difference between the issue price (amount received by the borrower) and the repayment price is compensation to the lender that’s functionally equivalent to interest. 
ii. Example: B issues a bond that matures at $10,000 for an OID price of $7462. This is a $2538 OID. The yield is 10% compounded semiannually. At the end of the year, if this bond was taxable, B would deduct $765 in interest and L (the lender, i.e., the purchaser of the bond) would report $765 in interest earned. 
9. § 1275(a)(1)(A), (b)(2): “Debt instrument” is a bond, debenture, note, certificate, or other evidence of indebtedness. Original issue date is the date when the issue was first offered for sale to the public. 
10. § 7872(a): The foregone interest on any below-market gift or demand loan will be treated as transferred from the lender to the borrower and retransferred to the lender by the borrower as interest. 
i. The effect of this section is to preclude the use of interest-free or low-interest loans between employers and employees, between family members, and between corporations and shareholders that would be done to avoid employment taxes, shift income from high- to low-income Ts, or to disguise dividends, respectively. 
VII. Acquisitions and Dispositions of Property

a. Figuring Basis Other than Transferring Cash – in-kind consideration, receipt of property for services, and acquisition by gift, devise, or through divorce 
1. § 1001(a), (b) (first sentence), (c): § 1001(a): Gain = the excess of (amount realized) / (adjusted basis under § 1011); loss = the excess of (adjusted basis under § 1011) / (amount realized). The amount realized = (money received) + (FMV of property received). The entire amount of gain or loss on the sale or exchange or property shall be recognized.
i. If A buys property for $1000 and it yields no income while A owns it, A has to sell it for more than $1000 to have income. 
ii. Basis is usually the price paid, except as otherwise provided, whether or not T over- or under-paid for the property. Capitalized expenditures, certain losses, and depreciation require adjustments to basis. 
2. § 1011(a): Adjusted basis for determining gain or loss is the basis determined under § 1012.
3. § 1012: Basis is the cost of the property
i. Second mortgages are not included in basis because it is a non-acquisition cost, and therefore you can’t add it to the basis. Exception: if the mortgage is used to add to or improve the property, the mortgage can be added to the basis.
ii. Example of buying low-value property with high loan balance: Suppose business X owns a property with a FMV of $50, but X owes $100 on it. The value of that property to X is zero, because they’re so far in the hole on it. Now, suppose business Y comes along, believing that there’s a 10% chance that the FMV will go up to $200. Y says to X, I’ll give you $5 for it, and assume the debt. If Y’s gamble is right, Y has $100 profit.  The tax issue is, is Y acting in good faith such that Y should get depreciation deductions, and if so, do the deductions come off the FMV or something else? 
a. Crane v. Commissioner (discussed in Tufts): T didn’t want NRD in basis because otherwise she’d have taxable gain. Court held that NRD’s face value is factored into basis, and then depreciations are taken in order to figure taxes on disposition.
b. Commissioner v. Tufts (US 1983) (p. 192): T sold property encumbered by an NRD mortgage; buyer took the mortgage with the property. Court held that because the buyer took the NRD, the seller had a realized amount equal to NRD’s face value.
1. Difference between NRD and RD comes up when you dispose of the property on which you had a loan and your debt is cancelled, as happened in Tufts. You have to recognize the income that comes from the cancellation of the debt.

c. Estate of Franklin v. Commissioner (9th Cir. 1976) (p. 201): T1 sold decrepit motel for more than FMV to T2; interest prepaid, principal and interest pmts due monthly, but T1 leasing motel back and rent was same as P&I pmts, so only cash exchanged was prepaid interest and balloon pmt at end of purchase period. T2 wanted to take high depreciation deductions and then dump the property. Court held the exchange was a sale but the deductions were disallowed because the purchase price wasn’t related to FMV. 
1. In this situation, you can’t make your new basis equal to the NRD. Your new adjusted basis is zero whenever the property is acquired and there’s no way the debt will be paid.

2. If, however, there’s no abuse of the system (i.e., buyer is buying the property as an investment gambling that it’ll go up), the buyer assumes the NRD and gets this property worth less than the debt, and the basis is FMV and cash paid. 

4. § 1014(a)(1): Basis of property received by a devisee from a decedent is the FMV of the property at the time of the decedent’s death. 
5. § 1015(a): Basis of property received by a donee from a donor by gift is the same as it was in the hands of the last owner by whom it was not acquired by gift. If the basis is greater than the FMV at the time of the disposition, the basis shall be the FMV. 
6. § 1016(a)(1), (a)(2), (b): Proper adjustment to property’s basis shall be made for expenditures, receipts, losses, or other items properly chargeable to capital account. No adjustment shall be made for taxes, carrying charges, or for exhaustion, wear and tear, obsolescence, amortization, and depletion to the extent the amount was allowed as a deduction.
7. § 1041 (a)-(c): No gain or loss shall be recognized on the transfer of property from an individual to a spouse or, if incident to divorce, a former spouse.  Such property will be treated as acquired by gift, so the basis will be the adjusted basis of the transferor. Transfers incident to divorce are those related to the cessation of marriage or made within 1 year of the divorce date. 
i. In order to deduct a payment as alimony, payor must have no obligation to continue payments after payee’s death. Payee spouses have no bad debt deduction if payor fails to make payments. 
ii. Farid-es-Sultaneh v. Commissioner (2d Cir. 1947) (p. 474): T’s basis in stock was FMV at the time she was given them in consideration of marrying donor; was not donor’s basis because the consideration she offered (promise of marriage) was consideration enough to make the exchange a purchase and not a gift. 
8. § 453(a), (b)(1), (c), (d)(1): Income from an installment sale (payments made across more than one taxable year) shall be taken into account under the installment method (method under which the income for a given year from a disposition is that proportion of the payments received in that year which the gross profit bears to the total contract price).  T may elect out of this section. 
i. Sellers may defer payment of tax on an installment sale by treating a portion of each payment as gain and a portion as recovery of basis. 
ii. § 453 doesn’t apply to installment obligations arising from sales of stock traded on an established exchange or sales under a revolving credit plan. 
iii. Installment sale example 1 (unencumbered property): 

a. Suppose S has property with a basis of $200.

b. S sells to B for a $500 note that has adequately stated interest. 

c. Repayment terms are $100 plus interest in year one, $150 plus interest in year two, and $250 plus interest in year three. 

d. S’ gain and gross profit is $300 (sales price – adjusted basis). 

e. S’ profit is 60% of the contract price, so 60% of each payment is recognized as gain. 

iv. Installment sale example 2 (encumbered property): 

a. S has $200 basis in the property, which is encumbered by a $100 mortgage. The FMV is $600. 

b. B buys the property for $500, with $300 due in year two and $200 due in year three. 

c. S’s gain and gross profit is selling price – adjusted basis = 600-200 = $400. 

d. Contract price is $500 (sale price excluding the mortgage). 

e. Gross profit ratio is gross profit over contract price, or 400/500=80%

f. Gain:

1. In year one, S is relieved of $100 mortgage, has a basis of 100, so no recognized gain. 

2. In year two, S receives $300 payment, has a basis of $60, so gain is $240. (Basis comes from multiplying the gross profit ratio and the payment; that gives you the gain and the remainder is basis.)

3. In year three, S receives $200 payment, has basis of $40, so gain is $160. 
9. § 1274(a), (b)(1),(2): The issue price of a debt instrument is the stated principal amount where there is stated interest; if no stated interest, the imputed principal amount. The imputed principal amount = sum of present values of all payments due under such debt instrument. 
b. Recognition of Gain or Loss
1. § 165(a), (c): Deduction allowed for any loss sustained during the taxable year not otherwise compensated (e.g., by insurance). Deduction is limited to losses incurred in a trade or business or action engaged in for profit. 
2. § 165(h)(2)(A): If the personal casualty loss for any taxable year exceed the personal casualty gain for such year, the losses will be allowed only to the extent of the sum of (amount of personal casualty gain for the year)+so much of such excess as exceeds 10% of T’s AGI)
i. § 165 allows deductions for uncompensated losses in profit-seeking activity and some personal casualty/theft losses. 
ii. Deduction allowable for securities that become worthless.
iii. Casualty is treated as a realization event, even if it doesn’t cause a total loss. 
a. Deduction is the lesser of (FMV before casualty – FMV after casualty) or (FMV before casualty – adjusted basis). 
b. When casualty loss is deducted, there is no deduction for unrealized gains. 
c. Deduction disallowed if loss resulted from T’s intentional action or gross negligence. 
iv. Amount of loss deduction is the adjusted basis of the property, but deduction loss must be offset by any compensation received through insurance. 
v. Business loss can be carried forward or back; for-profit-transaction loss cannot. 
vi. Fender v. United States (5th Cir.) (p. 379): T sold bonds owned by trust for which T was trustee, which resulted in a loss, and repurchased the bonds about two months later. Court held no § 165 loss because the transaction was wholly motivated to create a tax loss. 
3. § 267(a)(1), (b)-(d): No deduction for any loss from the sale or exchange of property between close relatives, grantor and fiduciary, fiduciary and beneficiary, and certain corporate relationships. If transferor has a loss not allowable for such reason and purchaser T sells it at a gain, the gain shall be recognized only to the extent that it exceeds so much of such loss as is properly allocable to the property sold by T. 
4. § 166: Deduction allowed for bad debt.
i. Bad business debt is deductible in full as ordinary loss
ii. Partially worthless business debt is deductible to extent T charged it off T’s books
iii. Individual can only take STCL on bad business debt, and cannot deduct partially worthless bad business debt. 

iv. No bad debt deduction allowed for debt worthless when acquired

v. No bad debt deduction allowed for claim of unpaid wages or rent because such debts have zero basis
5. § 1091(a): No deduction for loss on sale of stock when T acquired substantially identical stock within 30 days before or after the sale, unless T is a broker/dealer and the loss was an ordinary business loss. 
i. Example of a wash sale: T sells share of XYZ stock for $500, and had a basis of $700. Within 30 days, T buys a share of XYZ stock for $550. The $200 loss is disallowed and the new basis is $750. 
6. § 1031(a), (d): No gain or loss recognized on the exchange or property held for productive use in a business or for investment if the property was exchanged for like kind property to be held for productive use in a business or for investment. This doesn’t apply to stocks, bonds, or notes. The basis is the same is that of property exchanged, less any money received and increased in the amount of gain or decreased in the amount of loss T recognized on the exchange. 
i. Where like-kind property is exchanged, § 1031 is mandatory, not elective. 
ii. Recognized gain or loss is that which is realized but not taken into account in taxes for a particular year. One type of non-recognition transaction is a like-kind exchange (frequently encountered in corporate and partnership taxes); note that personal property doesn’t qualify for non-recognition.  See § 1031. 

iii. Example 1 of like-kind exchange: Suppose R and M each have buildings they hold for rental purposes. R’s building’s FMV was $95,000 and R’s adjusted basis was $70,000. M’s building FMV was also $95,000 and M’s adjusted basis was $100,000. 

a. Suppose M gives $95,000 to R and gets R’s building, and R gives M $95,000 and gets M’s building. Each person has a cash purchase and a cash sale. R has a gain of $25,000, and M has a loss of $5000. This isn’t a non-recognition event because it’s two cash purchases and not a like-kind exchange. M would want to do it that way in order to claim the loss.

b. The parties could opt, instead, for a like-kind exchange. R would want to do this in order to postpone taxes on the gain. R transfers title to R’s building to M, and M transfers title to M’s building to R. The exchange is equal because the FMV is the same for each building. Note: “equal exchange” refers to the FMV and not to the tax situations of the individual owner. 

c. Under § 1031(a), there are still gains and losses, but none are recognized in the taxable year of the exchange. Because of the mandate of non-recognition, basis is not simply the FMV. Non-recognition defers gain/loss, but doesn’t annihilate it. Basis becomes the vehicle by which we build the gain or loss into the property. See § 1031(d): basis in new property is the basis of the old property (barring any necessary adjustments, that is).  R’s basis in the new property is $70,000, and M’s basis is $100,000. When they sell their buildings, that’s when they’ll recognize the gain or loss. 

iv. Example 2 of like-kind with cash exchange: Alex has a truck that has a basis of $25 and FMV of $30, and he has stock with basis of $15 and FMV of $10. Owen has a truck with a basis of $32 and FMV of $40. They want to trade. 

a. Step 1: see exchange as equal. If something worth 100 is being exchanged for something worth 150, there’s a problem. Look at the FMV (and debt, when there is any).

1. Here, Alex is giving up stock of $10 and a truck of $30. 

2. Owen is giving up a truck of $40. 

3. It’s equal.

b. Step 2: look at each party’s gain
1. Alex had a gain of $5 on his truck and a loss of $5 on his stock.

2. Owen had had a gain of $8 (FMV minus basis).

c. Step 3: take non-like kind property transferred and recognize the gain/loss separately. After that, just look at FMV; don’t worry about basis. 

1. Alex has a loss of $5 on the stock. This is realized and recognized. Now we just deal with the stock as $10, its FMV.

2. Owen isn’t transferring any non-like-kind property. 

d. Step 4: look at each party’s amount realized. This is the sum of the FMV of property received (like- and non-like kind), cash received, and debt discharged. 
1. Alex gets a truck worth $40, no cash, and no debt discharge. 

2. Owen has an amount realized of $40 (FMV of like-kind, there is no non-like kind, no cash, and no debt)

e. Step 5: look at adjusted basis.  This is the like-kind basis transferred out, cash transferred, FMV of non-like-kind-property transferred out, and assumed liability. 

1. Alex’s basis of his truck is $25, and his non-like-kind FMV is $10, so his adjusted basis is $35. No cash transferred, no assumed liability. 

2. Owen’s adjusted basis is $32. 

f. Step 6(a): find the gain/loss realized. This is the amount realized minus adjusted basis

1. Alex: $40-$35 = $5.

2. Owen: gain is $8

g. Step (6b): figure net boot. Formula: [(no cash) + (discharged debt) + (FMV of non-like-kind property received)] – [(cash paid) + (assumed liability) + (FMV of non-like-kind property transferred)]. When boot is negative, there is no gain and thus nothing to recognize (no loss on boot). When boot is positive, gain is recognized to the extent of the boot. 

1. Alex: his boot is -$10. 

2. Owen is receiving the same boot Alex is giving away, so you can run the formula or shortcut and just say Owen = $10. Owen’s boot is greater than his gain. His boot is greater than the gain, so his entire gain of $8 is realized. 

3. If gain had been any higher than $10, he’d only get gain to $10, the amount of the boot. 

h. Step 7: figure new basis. Formula: [(old basis) + (gain recognized) + (liabilities assumed) + (FMV of non-like-kind-property transferred out) + (cash paid)] – [(liabilities discharged + FMV of non-like-kind-property received) + (cash received)]

1. Alex’s new basis on the truck he got from Owen is $35. 

2. Owen’s new basis: (32+8+0+0+0)-(0+10+0) = 30. 
i. Step 8: intuitive check.
1. Note that Alex could sell this new truck for $40, which is a $5 gain. That’s the same gain as he had in his old truck (basis $25, FMV $35) and the gain of the whole Amount Realized – Adjusted Basis.  This is the intuitive part of § 1031: the gain recognized at the end should be the same as the gain in those two spots.]
2. If Own sold this truck now, he’d have no gain or loss, but would recognize a gain of $8. That’s the same gain as he had in his old truck, and the gain of his AR-AB.

1. Example 3 of like-kind with debt and cash. 

a. Step 1: Is this equal?

i. T has AB $70, FMV $90, debt $60. What she’s giving away is her FMV $90 minus the debt $60 = $30.

ii. S has AB $40, FMV $95, debt $30, cash $5. He’s giving away FMV $95 minus debt $30 minus cash $5 = $30.  

b. Step 2: What’s the built-in gain/loss?

i. T has gain of $30 (FMV minus AB)

ii. S has gain of $55

iii. Note that mortgages don’t factor in because they’re non-acquisition debt. 

c. Step 3: Recognize the gain/loss on the non-like-kind-property for each transferor.

i. Here, there’s no non-like-kind property being transferred, so there’s nothing to figure for this part.

d. Step 4: Amount realized:

i. T: (FMV of received property + cash received + discharged liability) = 95+5+60 = 160

ii. S: 90+0+70 = 160

e. Step 5: Adjusted basis:

i. T: (basis of property transferred out + cash out + assumed liability + FMV of non-like-kind transferred out) = 70+0+70+0=140

ii. S: 40+5+60+0 = 105

f. Step 6: Gain/loss. First do AR-AB, then do net boot

i. T = (AR-AB) = 20. T’s net boot = (5+60+0) – (0+70+0) = ‑5. Any gain T has is realized but not recognized because she has no boot. (Would be realized whenever she disposes of the new property.)

ii. S’s (AR-AB) = (160-40) = 120. S’s net boot = (0+70+0)-(5+60+0) = 5. S has boot, so any gain S realizes will be recognized up to $5. 

g. Step 7: New basis:

i. T = (70+0+70+0+0)-(60+0+5) = 75

ii. S = (40+5+60+0+5)-(70+0+0) = 40

h. Step 8: Intuitive check:

i. T could sell her new property for $95, would subtract her new basis of $75, equals $20. She would’ve sold her old property for $90 and subtracted the old basis of $70, equals $20. Check works. 

ii. S could sell the new property for $90, subtract basis of $40, equals $50. Could’ve sold old property for $95, subtracted basis of $40, equals $50. Check works. 
ii. § 121(a): GI doesn’t include gain from sale or exchange of property if, in the preceding five-year period, the property was T’s principal residence. 
iii. §1033(a): No gain if property is involuntarily converted into like kind property as a result of its destruction, theft, or condemnation. Gain recognized if T gets cash and buys substantially similar property or stock in a corporation owning substantially similar property, only if T elects and only to the extent that the amount realized exceeds the cost of the other property. 
b. Preference for Capital Gains and Limitation on Capital Losses
i. § 1221: Capital asset means property held by T except for property specifically exempted
1. Transactions qualifying for CG treatment – as opposed to ordinary gain or loss – must meet three conditions: transaction must involve property that is a capital asset, the property must be transferred in a sale or exchange, and the minimum holding period must be met. 
2. What is a capital asset: all property held by T, except such property noted. This includes patents, but not other intellectual property (see exceptions below). 
3. What isn’t: 
a. Stock in trade/inventory of a business, or property held primarily for sale to customers
b. Depreciable or real property used in a trade or business
i. Note that § 1231 affects this exception. § 1231 says net gain on sales of depreciable or real property used in a business is CG and net losses of such property are ordinary losses. 
c. Literary or artistic property (not patents – those are capital) held by its creator, the person for whom the art was created, or the person who received the art as a gift from the creator. 
d. Accounts/notes receivable acquired in ordinary course of T’s trade/business
e. US gov’t publications received from gov’t at price less than general public is charged
f. Commodities derivative financial instruments held by commodities derivatives dealers
g. Identified hedging transactions
h. Supplies regularly consumed by T in the ordinary course of business
4. Malat v. Riddell (US 1966) (p. 541): T acquired lots, intending to build apartments but ended up selling the subdivided lots instead, in two rounds of sale. Claimed first round as OI, second as CG; second round challenged by IRS. Court agreed with T: T didn’t primarily or principally hold land for sale as T’s business, so it could be CG.

5. Bramblett v. Commissioner, (5th Cir. 1992) (p. 544): T, a partnership, sold land it claimed was a capital asset to a corporation owned by the partners. Court agreed that corporation wasn’t T’s agent and T wasn’t in the business of selling land, so land was a capital asset and gains were CG. 
a. Test applied: was T in a trade/business, and if so, what? Was T holding the property primarily for sale in that business? And, were the sales ordinary in the course of that business? (If ordinary, then gain not CG.) 
6. Arkansas Best Corporation v. Commissioner (US 1988) (p. 563): T, a holding company, bought stock in a bank, helped keep it afloat, eventually sold bulk of it and claimed loss as ordinary. Court found loss was capital, finding that the list of exclusions in § 1221 was exclusive, stock not on there, so stock is capital. 
ii. § 1222: 
1. STCG and STCL is gain/loss from sale of capital asset not held more than one year. 
2. Net STCG is the excess of STCG/STCL
3. Net STCL is the excess of STCL/STCG
4. LTCG and LTCL is gain/loss from sale of capital asset held more than one year. 
a. “More than one year” means at least 366 days, and the day the asset is purchases is excluded from that count. Sale day is included. 
5. Net LTCG is the excess of LTCG/LTCL
6. Net LTCL is the excess of LTCL/LTCG
7. CG net income is excess of gains from capital asset sales over the losses from such sales
8. Net CL: excess of losses over the sum allowed under § 1211

9. Net CG: excess of the net LTCG/net STCL
10. Mechanics of netting gains and losses:
a. Basically, if net STCG exceeds net LTCL, the excess STCG is taxable as ordinary income. If net LTCG exceeds net STCP, the excess – net CG – is taxed at the preferential CG rate. Where loss exceeds gain, the excess CG offsets $3000 of ordinary income per year, and any remainder is carried forward indefinitely until it’s completely utilized.
b. Top rate for most capital gain is 15%; ordinary income’s top rate is 35%. For list of how various CG rates apply, see text p. 529. Note that there is no difference between CG and ordinary income for corporations; all a corporation’s TI is taxed at the rates listed in § 11. Corporations can use CL to offset TI, but can only do so to the extent they have CG, and they have a three-year carryback and five-year carryforward; losses not used in those periods are forfeited. 
c. How to net capital gains and losses:
i. Example 1: T has LTCG $5000, LTCL -$1000, STCG $2000, STCL -$3500. 

1. The net LTCG is $4000 (LTCG – LTCL)

2. The net STCL is -$1500 (STCG – STCL)

3. The net CG is $2500 (LTCG – STCL)

4. Gain exceeded loss, and gain was LT, so this $2500 is taxed at the preferential CG rate. 
ii. Example 2: T has LTCG = $5000, LTCL = -$1000, STCG = $2000, and STCL = -$500.

1. Net LTCG is $4000

2. Net STCG is $1500

3. No issue of LTCG exceeding losses, so no netting of CG (keep LT and ST separate). 

4. $1500 STCG taxed as ordinary income. $4000 taxed as CG. 

iii. Example 3: T has LTCG $1000, LTCL -$5000, STCG $2000, STCL -$500.

1. Net LTCL is -$4000

2. Net  STCG is $1500

3. Net CL is -$2500.

4. T can use this $2500 to offset TI. So, if TI otherwise was $100,000, T would deduct the CL and have TI $97,500.

iv. Example 4: T has LTCG $1000, LTCL -$5000, STCG $1000, STCL -$3000. 

1. Net LTCL is -$4000

2. Net STCL is -$2000

3. Net CL is -$6000

4. T can use $3000 now to offset TI, and carry forward the other $3000 to the next taxable year. 
iii. § 1211: For a corporate T, CL will only be allowed to the extent of CG. For a non-corporate T, loss will only be allowed to the extent of the lower of the gain plus $3000, or the excess of losses over gains. 
1. Yarbro v. Commissioner (5th Cir. 1985) (p. 613): abandonment of real property subject to NRD is a sale or exchange for the purposes of determining if a loss is capital. 
iv. § 1212(b): if a non-corporate T has a net CL for a tax year, (net STCL/net LTCG) = STCL for next taxable year, and (net LTCL/net STCG) = LTCL for next taxable year. 
v. § 1231(a), (b): If § 1231 gains exceed § 1231 losses for a tax year, such gains and losses shall be treated as LTCG or LTCL. If the gains don’t exceed the losses, they shall not be treated as gains and losses from the sale of capital assets. 
1. Three types of dispositions give rise to § 1231 treatment: gain/loss from sales/exchanges of property used in a trade or business, gain/loss arising from condemnation or involuntary conversion of such property, or gain/loss from condemnation or involuntary conversion of capital assets held in a trade/business

2. § 1231 two-stage netting process:

a.  Step 1, involuntary dispositions (“firepot”): T nets gains from casualty/theft losses (e.g., insurance money) against losses from such. 
i. If losses exceeds gain, § 1231 doesn’t apply, the gains are includable in ordinary income and losses are deductible from ordinary income. 
ii. If gains exceed losses, they’re carried over into the second step. 

b. Step 2, voluntary dispositions (“hotchpot”): T compares total gains with total losses from these sources: carryover from Step 1 firepot and sales and exchanges (ordinary and condemnation) of business property. 

i. If losses exceed gains, gains are includable in ordinary income and losses are deductible from ordinary income.
ii. If gains exceed losses, the gains are treated as LTCG and losses are LTCL. On the tax forms, these would be combined with the other LTCG/LTCL from other sources. 

iii. Important note: do not net losses and gains together! They stay in their own columns. 

iv. Example 1: 

1. Step 1: suppose T lost $100,000 building in a fire and got $50,000 from insurance for it. T nets that gain and loss and has a loss of -$50,000. Suppose T also lost -$10,000 of equipment to thieves (involuntary conversion). T nets these two losses in her firepot; T has a -$60,000 loss. Since loss exceeds gain, § 1231 doesn’t apply to this amount and it’s deductible from ordinary income. T has no firepot gain.
2. Step 2: Suppose T also had two sales and a condemnation. She does the hotchpot too. T had $100,000 gain from land sale, -$5000 loss on a truck sale, and $5000 gain from conversion of rental property. She has $105,000 gain and -$5000 loss in hotchpot. This gain and loss will be added to her other LTCG and LTCL. 

v. Example 2: 

1. Step 1: T lost $100,000 building in fire, got $160,000 from insurance, and lost $5000 equipment from theft. Total firepot gain is $60,000 and total firepot loss is -$5000. 
2. Step 2: T sold real estate at -$75,000 loss, a truck at -$5000 loss, and had a gain of $5000 from condemnation of rental property. Netting the losses here, T had loss of -$80,000. Carrying over the firepot, T’s total loss is -$85,000, and T’s total gain is $65,000. These gains and losses will be added to T’s other LTCG and LTCL. 
vi. § 1245 (a)(1): If certain depreciable property is disposed of by the amount by which the lower of the recomputed basis or amount realized or FMV exceeds the adjusted basis shall be treated as ordinary income. 
1. Note relationship of § 1245 to § 170. Under § 170, T can deduct the full amount of the property given to charity, which gives T an advantage when donating property on which there’s an unrealized gain. If there’s an unrealized loss, T will lose it, but if T sells it first and donates the proceeds, T can deduct the loss.
2. On the sale of real property, if depreciation value > gain on sale, the proceeds are taxed as ordinary income. If depreciation value < gain on sale, amount exceeding depreciation value is taxed as capital gain.
a. Examples: 
i. T has machine used in business. Bought it for $100, took depreciation deductions of $61.60, which leave an adjusted basis of $38.40. T sells the machine for $90. Gain of $50.60.  This is ordinary income because the depreciation deductions exceeded the sale gain.
ii. Suppose T sold the machine for $105. Gain is then $66.60. This is more than the depreciation deductions, so $61.60 is taxed as ordinary income and the rest of the gain, $5, is taxed as capital gain. 
vii. §170(e)(1): The amount of any charitable contribution of property shall be reduced by gain which would’ve been LTCG if the property had been sold for FMV. 
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� This is T’s regular tax liability. If this amount is less than T’s tentative minimum tax, she’ll owe this plus the difference of this and the tentative minimum tax. In other words, taxpayers either owe their regular tax liability or their tentative minimum tax. This process is known as the Alternative Minimum Tax. § 55(a). 


� That is, not part of the ERISA. Under nonqualified plans, employee isn’t currently taxed on the deferred income, and the employer can’t deduct the payments to employee’s plan until they’re included in employee’s income. 


� (investment/expected return)*(yearly payment) = return. The Investment/expected return figure is called “exclusion ratio.” 


� To determine donee’s basis upon later disposition, refer to “original basis” in Capital Gains info. 


� To determine donee’s basis upon later disposition, refer to “original basis” in Capital Gains info.





1 of 27

