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INTRODUCTION
listnum "WP List 1" \l 1Analyzing tax rules

listnum "WP List 1" \l 2Fairness

listnum "WP List 1" \l 3Horizontal:  Do similarly situated people pay the same amount?

listnum "WP List 1" \l 3Vertical:  Do differently situated people pay different amounts?

listnum "WP List 1" \l 3Liquidity concerns

listnum "WP List 1" \l 3Is it "rude?"

listnum "WP List 1" \l 2Administrative feasibility

listnum "WP List 1" \l 3Is there an objective standard/neutral benchmark?

listnum "WP List 1" \l 2Economic Rationality

listnum "WP List 1" \l 3Taxes should not disturb current efficiency balance

listnum "WP List 1" \l 3Neutrality is the key -- try to impose taxes to minimize excess burden, or Dead-Weight Loss.

listnum "WP List 1" \l 1Current tax bracket system

listnum "WP List 1" \l 2Income:  15%, 28%, 31%, 36%, 39.6% (tax rates are marginal)

listnum "WP List 1" \l 2Capital gains:  28%

listnum "WP List 1" \l 1Overview of course

listnum "WP List 1" \l 2Is it income?

listnum "WP List 1" \l 2Timing:  When is it taxable?

listnum "WP List 1" \l 2Personal deductions

listnum "WP List 1" \l 2Mixed business/personal deductions

listnum "WP List 1" \l 2Business deductions

listnum "WP List 1" \l 2Spliting of income

listnum "WP List 1" \l 2Capital gains

listnum "WP List 1" \l 1Computing Tax

listnum "WP List 1" \l 2Individuals

listnum "WP List 1" \l 3Gross income

listnum "WP List 1" \l 3Adjusted gross income

listnum "WP List 1" \l 3Taxable income

listnum "WP List 1" \l 3Tax

listnum "WP List 1" \l 3Credits

listnum "WP List 1" \l 3Tax due

listnum "WP List 1" \l 2Corporations

listnum "WP List 1" \l 3Gross receipts

listnum "WP List 1" \l 3Cost of goods sold (labor, materials, overhead)

listnum "WP List 1" \l 3Gross profit

listnum "WP List 1" \l 3Other income

listnum "WP List 1" \l 3Total income

listnum "WP List 1" \l 3Deductions (Depreciation, Salaries, etc.)

listnum "WP List 1" \l 3Taxable income

listnum "WP List 1" \l 3Tax

listnum "WP List 1" \l 3Credits

listnum "WP List 1" \l 3Tax due

IS IT INCOME?
listnum "WP List 2" \l 1Definitions of income

listnum "WP List 2" \l 2Eisner v. Macomber:  "Income may be defined as the gain derived from capital, from labor, or from both combined" (75)

listnum "WP List 2" \l 2Glenshaw Glass:  "Congress applied no limitations as to the source of taxable receipts." (76)

listnum "WP List 2" \l 2"Haig-Simons" definition (76):  Income is the sum of

listnum "WP List 2" \l 3Market value of rights consumed

listnum "WP List 2" \l 3Change in value of stored property rights between the beginning and end of the period in question

listnum "WP List 2" \l 2Code (61(a):  "[G]ross income means all inome from whatever source derived" (47).

listnum "WP List 2" \l 3Welefare payments are not considered income (156).

listnum "WP List 2" \l 1Non-cash benefits

listnum "WP List 2" \l 2Reg (1.61-2(d): If services are paid for in property or other services, the fair market value of the property or other services taken in payment must be included in income as compensation (822).

listnum "WP List 2" \l 3If services are rendered at a stipulated price, that price will be presumed as the fair market value of the compensation in absence of evidence to the contrary.

listnum "WP List 2" \l 2Food and Lodging

listnum "WP List 2" \l 3Code (119: (at 95)

listnum "WP List 2" \l 4Meals furnished to employee, spouse, or dependents for the convenience of the employer are excluded from gross income if meals are furnished on the business premises.

listnum "WP List 2" \l 4Lodging furnished to employee, spouse, or dependents for the convenience of the employer is excluded from gross income if lodging is on the business premises and is required as a condition of employment.

listnum "WP List 2" \l 5On-campus lodging furnished to educational employees is excludable.  (119(d)

listnum "WP List 2" \l 3Reg (1.119-1: (at 869)

listnum "WP List 2" \l 4Meals furnished without a charge will met the convenience of the employer test if they are furnished for a substantial noncompensatory business reason
listnum "WP List 2" \l 5To keep employee available for emergency call

listnum "WP List 2" \l 5To keep employee's meal period short

listnum "WP List 2" \l 5When no eating facilities are in the vacinity of employer's business

listnum "WP List 2" \l 5To promote morale, goodwill, or to attract prospective employees

listnum "WP List 2" \l 5[Deduction allowed if employee is a restaurant employee]

listnum "WP List 2" \l 4Meals furnished for a charge will not be excludable unless they are mandatory regardless of whether employee partakes of the meal, and are furnished for a substantial noncompensatory business reason (see above)

listnum "WP List 2" \l 3Benaglia (89)

listnum "WP List 2" \l 4Hotel manager gets room and mahi-mahi for free; is it income?

listnum "WP List 2" \l 4Court says no

listnum "WP List 2" \l 5Advantage to taxpayer was merely incident to duties;

listnum "WP List 2" \l 5Occupation of the premises was imposed upon him for the convenience of the employer

listnum "WP List 2" \l 4Three ways to tax

listnum "WP List 2" \l 5IRS:  FMV of lodging

listnum "WP List 2" \l 5Taxpayer:  No tax

listnum "WP List 2" \l 5Something in-between:

listnum "WP List 2" \l 6Value employee places on benefit

listnum "WP List 2" \l 6What he would otherwise pay (replacement cost)

listnum "WP List 2" \l 6Cost to employer (If hotel is booked every night, full cost of mahi-mahi)

listnum "WP List 2" \l 4FAIRNESS:  Tax employee because he's better off

listnum "WP List 2" \l 4Administrative feasibility:  No tax--too dificult to figure out true value to employee

listnum "WP List 2" \l 4Economic rationality:

listnum "WP List 2" \l 5Failure to tax encourages more people to manage hotels than would otherwise

listnum "WP List 2" \l 5If the taxpayer lost, he would move out and ask for more cash.  The tax benefit is thus split between employer and employee.

listnum "WP List 2" \l 2Other Fringe Benefits

listnum "WP List 2" \l 3Code (132 (at 103; see book at 101) -- excluded for income and employment tax purposes

listnum "WP List 2" \l 4No additional-cost service ((132(b))

listnum "WP List 2" \l 5Service offered for sale to customers in the ordinary course of the applicable line of business of the employer
listnum "WP List 2" \l 6Example:  If an employer provides customers airline and hotel service, that employer is engaged in two lines of business.  An airline employee could properly exempt no cost airline tickets under this provision, but could not do so with respect to no cost hotel services.

listnum "WP List 2" \l 5Employer incurs no substantial additional cost in providing such service to employee

listnum "WP List 2" \l 5Non-discrimination rule applies ((132(j)(1))

listnum "WP List 2" \l 6If fringe is available to employees without regard to their executive status, high compensation level, etc., exclusion is available to all employees

listnum "WP List 2" \l 6If not, the exclusion is available only to employees who are not members of the highly compensated group.

listnum "WP List 2" \l 4Qualified employee discount ((132(c))

listnum "WP List 2" \l 5Discount within the applicable line of business
listnum "WP List 2" \l 5Limit on extent of discount

listnum "WP List 2" \l 6For services, 20% of the selling price

listnum "WP List 2" \l 6For merchandise, multiply selling price by gross profit percentage 

listnum "WP List 2" \l 5Not applicable to investment or real property (book at 104)

listnum "WP List 2" \l 5Non-discrimination rule applies

listnum "WP List 2" \l 4Working condition fringe ((132(d))

listnum "WP List 2" \l 5Any property or services provided to an employee that would be deductible as ordinary and necessary business expenses (see (162 & 167 below) if paid by the employee

listnum "WP List 2" \l 6Example:  Employee use of a company car for business purposes.

listnum "WP List 2" \l 4De Minimis fringe ((132(e))

listnum "WP List 2" \l 5Value of fringe so small that accounting for the property or service would be unreasonable or administratvely impracticable.

listnum "WP List 2" \l 4Qualified transportation fringe ((132(f))

listnum "WP List 2" \l 5Mass transit up to $60/month

listnum "WP List 2" \l 5Qualified parking up to $155/month

listnum "WP List 2" \l 4Athletic Facilities ((132(j)(4))

listnum "WP List 2" \l 5Athletic facilities must be on the premises of the employer

listnum "WP List 2" \l 5Non-discrimination rule applies (see (274)

listnum "WP List 2" \l 3Cafeteria plans (at 108)

listnum "WP List 2" \l 4Employee may choose among a variety of non-cash non-taxable benefits or may choos to take cash (which is taxable as income)

listnum "WP List 2" \l 4This makes it possible for an employer to provide non-taxable fringe benefits to those employees who want them without being unfair to employees who have no need for them

listnum "WP List 2" \l 2Economic Effects of tax exempt treatment

listnum "WP List 2" \l 3Comparative tax systems

listnum "WP List 2" \l 4In the U.S., we give the employer a deduction, and to the employee it might or might not be income (Both collude to receive non-taxable benefits)

listnum "WP List 2" \l 4In Australia, the employer would get no deduction, and it would not be income to the employee (Employer would want to give cash, while employee would want benefits).

listnum "WP List 2" \l 3How tax treatment displaces economic rationality

listnum "WP List 2" \l 4Hypothetical:  parking is worth $40 to employee; employer offers $50 in cash or parking benefits

listnum "WP List 2" \l 4Case #1:  If no tax, employee will choose cash and enjoy extra $10 benefit

listnum "WP List 2" \l 4Case #2:  If $50 is taxed at 40%, cash left over will be $30 and employee will choose parking.  Benefit to employee will be $40, while employer is paying $50.  $10 difference is the dead weight loss and employees will consume "too much" parking.

listnum "WP List 2" \l 1Imputed and Psychic Income

listnum "WP List 2" \l 2Imputed income is not taxed

listnum "WP List 2" \l 3Example:  rental value of property where home is occupied by its owner (value of rent is saved by living in your own house)

listnum "WP List 2" \l 3If you get imputed income from a house, what about cars, refrigerators, or toothbrushes? -- there's no economic distinction.

listnum "WP List 2" \l 3Performing your own services, like fixing your own car or housekeeping is also imputed income.  This may result in an incentive for inefficient allocation of resources, because with the time I spend fixing my car (something I'm not good at), I could be doing the more productive activity of lawyering.  This also applies to buying vs. renting goods.  The failure to tax imputed income may cause too much buying.

listnum "WP List 2" \l 2Rev. Rul. 79-24 (124)

listnum "WP List 2" \l 3Housepainter and lawyer swap services.  Court says the FMV of their services must be included in each other's gross incomes.

listnum "WP List 2" \l 3Reg (1.61-2(d)(1):  if property or services are paid for other than in money, the FMV of the property or services taken in payment must be included in income. (822)

listnum "WP List 2" \l 3Fairness:  I pay for my housepainter with after-tax dollars

listnum "WP List 2" \l 3Administrative:  No problem, can figure out billable hours, etc.

listnum "WP List 2" \l 3Economic:  Opposite ruling would encourage barter system 



(inefficient use of resources)

listnum "WP List 2" \l 2Psychic Income is not taxed

listnum "WP List 2" \l 3I enjoy hiking, but my enjoyment is not taxed.

listnum "WP List 2" \l 3A law professor has more leisure time than a partner at S&C, why isn't this taxed?

listnum "WP List 2" \l 3There is an administratively feasable valuation for leisure--you know what they could make in their leisure time:  opportunity cost.

listnum "WP List 2" \l 1Windfalls and Gifts

listnum "WP List 2" \l 2Punitive Damages

listnum "WP List 2" \l 3Glenshaw Glass (126)

listnum "WP List 2" \l 4Punitive damages received for fraud or antitrust constitute taxable income

listnum "WP List 2" \l 4ATTRIBUTES OF INCOME
listnum "WP List 2" \l 5Undeniable accession to wealth

listnum "WP List 2" \l 5Clearly realized

listnum "WP List 2" \l 5Over which the taxpayer has complete dominion.

listnum "WP List 2" \l 4Court rejects Eisner v. Macomber definition of income:  "gain derived from capital, from labor, or from both combined"

listnum "WP List 2" \l 3Reg (1.61-14 (827)--Income includes:

listnum "WP List 2" \l 4Punitive and Exemplary damages

listnum "WP List 2" \l 4Another person's payment of the taxpayer's income

listnum "WP List 2" \l 4Illegal gains

listnum "WP List 2" \l 3Taxing punitive awards lowers incentive to bring suits.  Plaintiff could just ask for more, but increased burden on payer will result in too much deterence

listnum "WP List 2" \l 2Gifts

listnum "WP List 2" \l 3Code (102 (at 81) -- income provision

listnum "WP List 2" \l 4Gifts or inheritance do not constitute income

listnum "WP List 2" \l 4Income from property, or gifts of income from property are not excludable under this provision ((102(b))

listnum "WP List 2" \l 4Gifts from an employer are not excludable ((102(c)) except for employee achievement awards for length of service or for safety acheivements ((74(c))

listnum "WP List 2" \l 3Code (274(b) (at 203) -- deduction of expenses provision

listnum "WP List 2" \l 4Deduction for business gifts is limited to $25.

listnum "WP List 2" \l 5[A business gift is one that is business motivated for the transferor (((162 or 212 below), but are gifts to the transferee.  Of course, if the business motivation is strong enough, the transfer will not be a gift at all] (138)

listnum "WP List 2" \l 4[Transferor serves as a surrogate for taxing the value of the gift as income to the transferee]

listnum "WP List 2" \l 3Duberstein (130)

listnum "WP List 2" \l 4President of company gave t.p. a Cadillac for providing him the names of potential customers.  Court found it was not gift, because it was either compensation for past services, an inducement for him to be of service in the future, or both.

listnum "WP List 2" \l 4GIFT TEST

listnum "WP List 2" \l 5A gift proceeds from a detached and disinterested generosity on the part of the transferor.

listnum "WP List 2" \l 5While the transferor's intention controls, the inquiry is objective.

listnum "WP List 2" \l 5If the payment proceeds "from any moral or legal duty," or "from the incentive of anticipated [economic] benefit," it is not a gift.

listnum "WP List 2" \l 4Three ways to tax gifts

listnum "WP List 2" \l 5Income to donee, deduction to donor -- no difference in tax revenue if two are in same tax bracket

listnum "WP List 2" \l 5No income to donor, no deduction for donor

listnum "WP List 2" \l 6Generally the current rule ($25 de minimus deduction under (274).

listnum "WP List 2" \l 6Rationale is that "we don't want an IRS agent in the kitchen."

listnum "WP List 2" \l 5Income to donee, no deduction for donor -- IRS wins both ways

listnum "WP List 2" \l 3Harris (139)

listnum "WP List 2" \l 480-year-old gives young Harris sisters over $500K each.  The sisters did not report as income, nor file any returns, so this is a criminal trial.  Court said that looking to donor's intent, there wasn't enough evidence of compensation, so it was a gift, and therefore not taxable.  Sisters may have thought it was a job, but old guy might have thought it was love.

listnum "WP List 2" \l 4Standard for criminal liability is willful intent to violate the tax statutes (see 150)

listnum "WP List 2" \l 4Specific payments from lovers will generally not be found to constitute compensation unless specific payments were made for specific sex acts.

listnum "WP List 2" \l 3Olk v. United States (151)

listnum "WP List 2" \l 45 - 10% of craps players give "tokes" to dealers.  Court holds that tokes are taxable income

listnum "WP List 2" \l 4Tokes are not the result of "detached, disinterested generosity," but rather "tributes to the gods of fortune."

listnum "WP List 2" \l 4Court also looked to industry practice:  dealers look at tips as part of their salary (like waitresses, taxi drivers, etc.).

listnum "WP List 2" \l 5Ordinary tips are includable in income on the theory that they are payments for services rendered (Reg (1.61‑2(a)(1))

listnum "WP List 2" \l 5Unlike Duberstein, court does not look to the mind of donor when looking to industry practice.

listnum "WP List 2" \l 4Factors pull different ways:

listnum "WP List 2" \l 5relationship

listnum "WP List 2" \l 5size of gift

listnum "WP List 2" \l 5industry practice

listnum "WP List 2" \l 2Transfer of unrealized gain

listnum "WP List 2" \l 3Code (1001:  Amount realized - Basis = Taxable Gain or Loss

listnum "WP List 2" \l 3Code (1012:  Basis of property = Cost (not including property taxes)

listnum "WP List 2" \l 3Code (1014(a):  Basis of property acquired from decedent = FMV at time of death

listnum "WP List 2" \l 4Increases in value (which is the norm due to inflation) between original purchase and disposition at death are never taxed.

listnum "WP List 2" \l 4This "step up" in basis creates an incentive for people to hold onto their capital until death.

listnum "WP List 2" \l 3Code (1016:  Basis is adjusted for capital expenditures or losses ((1016(a)(1)) and for depreciation ((1016(a)(2))

listnum "WP List 2" \l 3Code (1015(a):  Determining basis for property transfered by gift
listnum "WP List 2" \l 4The donee adopts the donor's basis

listnum "WP List 2" \l 4If FMV at the time of the gift < Original Basis and the ultimate sale of the property is also a loss (i.e. Original basis > sale price):

listnum "WP List 2" \l 5If sale price ( FMV at time of gift then no gain or loss is recognized.

listnum "WP List 2" \l 5If sale price < FMV at time of gift then use FMV at time of gift to determine loss.




Example:
Purchase
FMV at xfer
Sale
Tax Loss





$2000

$1000

$1500
No gain or loss






$2000

$1000

$500
$500 loss

listnum "WP List 2" \l 5Underlying policy is to prevent gifting of losses to the rich.

listnum "WP List 2" \l 1Recovery of Capital

listnum "WP List 2" \l 2Sale of Easements:  Inaja (168)

listnum "WP List 2" \l 3Inaja owns land he bought for $61,000.  City of L.A. pays him $50,000 for an easement to pollute.  Court says the $50,000 was recovery of capital.  New basis is $11,000.

listnum "WP List 2" \l 3Three ways to tax the transaction

listnum "WP List 2" \l 4IRS: tax all $50,000 as income

listnum "WP List 2" \l 4T.P. (adopted by the court):  $50,000 was recovery of capital; none is taxed b/c still has not recovered original investment ($61,000).   [Adjusted basis is now $11,000; if he now sells for $20K, he will recognize a gain of $9000]

listnum "WP List 2" \l 4Allocate a basis to the easement--property rights can be conceptualized as a bundle of sticks.  How much was the stick/right that was sold worth?

listnum "WP List 2" \l 5Comparable properties

listnum "WP List 2" \l 5Present value of revenue stream (think rental value)

listnum "WP List 2" \l 6Note that this would be ordinary as opposed to capital income!

listnum "WP List 2" \l 5Replacement costs

listnum "WP List 2" \l 2Life Insurance

listnum "WP List 2" \l 3Code (101(a) (at 79)

listnum "WP List 2" \l 4Gross income does not include amounts received under a life insurance contract if such amounts are paid by reason of the death of the insured ((101(a)(1))

listnum "WP List 2" \l 4Where policy was acquired from another for valuable consideration, only recovery of total payouts (acquision cost + subsequent premiums) is granted the exclusion from income. ((101(a)(2))

listnum "WP List 2" \l 3Code (264(a) (at 196)

listnum "WP List 2" \l 4No deduction for an employer paying the premium for an employee, where employer is the policy beneficiary.

listnum "WP List 2" \l 4No deduction of interest on loans used to purchase single premium life insurance, endowment, or annuity contracts

listnum "WP List 2" \l 5This prevents "tax arbitrage", unless you can avoid characterization as "single-premium" -- maybe with policies w/ large saving elements. (177)

listnum "WP List 2" \l 4***Keep this?***No deduction of interest on loans used to purchase multiple premium life insurance, endowment, or annuity contracts where taxpayer also borrows part or all of the appreciation in the value of the contract

listnum "WP List 2" \l 3Term life insurance--insurance for a specified period of time

listnum "WP List 2" \l 4Premium is not deductible, and neither is the payout under (101(a)

listnum "WP List 2" \l 4Term life insurance is like the lottery--the premium constitutes a bet that you will die during the applicable time period.  In the aggregate, the (101(a) exclusion on insurance proceeds does not cost the government because of the non-deductability of the initial premium.

listnum "WP List 2" \l 3Whole Life Insurance--insurance with guaranteed payment upon death

listnum "WP List 2" \l 4Insurance companies pay no tax, and the eventual returns to the policyholder are not taxed under (101(a).  This results in tax-free inside buildup for the underlying savings component of the premium.

listnum "WP List 2" \l 4For a level payment multiple premium insurance contract, initial payments will have a high savings and low risk coverage component, while later payments will have a low savings and a high risk coverage component.

listnum "WP List 2" \l 3Three ways to tax insurance contracts

listnum "WP List 2" \l 4Tax just like lotery winings

listnum "WP List 2" \l 4No tax at all

listnum "WP List 2" \l 4Tax insurance company as a surrogate (implied interest on premium)

listnum "WP List 2" \l 3[Class note:  Terminally ill can cash out life insurance tax-free]

listnum "WP List 2" \l 2Annuities and pensions

listnum "WP List 2" \l 3Three ways to tax annuities

listnum "WP List 2" \l 4Investment first rule:  Payments are tax-free recoveries of capitial.  After all capital is recovered, payments are income

listnum "WP List 2" \l 4Income first rule:  Allocation between interest and principal (like amortization of mortgage) based on life expectancy

listnum "WP List 2" \l 4Exclusion ratio (codified at (72(b))

listnum "WP List 2" \l 5Used by IRS because it is administratively efficient

listnum "WP List 2" \l 3Code (72(b) (at 57)

listnum "WP List 2" \l 4Exclusion ratio = investment / expected return

listnum "WP List 2" \l 4Non-taxable recovery of investment = exclusion ratio x annuity payment

listnum "WP List 2" \l 4Once capital is fully recovered, any additional payments are fully taxable as income ((72(b)(2))

listnum "WP List 2" \l 4If taxpayer dies before recovering her entire investment, taxpayer can deduct the portion of investment not recovered on her final tax return ((72(b)(3))

listnum "WP List 2" \l 4Loans against annuity policies constitute income for the amount of the loan or the appreciation of the annuity (whichever is lower) ((72(e))

listnum "WP List 2" \l 3Interest on annuity contracts accrues tax free; taxes are only assesed upon payouts.  So defered annuities (defered payments) combine deferal with tax-free buildup.

listnum "WP List 2" \l 3Investment in an annuity with an underlying investment in a mutual fund and direct investment in the mutual fund are financially identical, but have differing tax consequences (i.e. only annuity has deferal and tax-free buildup).

listnum "WP List 2" \l 2Pensions (i.e. IRA's, Defined Contribution Plans, Defined Benefit Plans)

listnum "WP List 2" \l 3Generally taxed just like annuities

listnum "WP List 2" \l 3Employer contributions are deductible to the employer and are not taxed to employee income.

listnum "WP List 2" \l 3In calculating the investment aspect of the exclusion ratio:

listnum "WP List 2" \l 4Employer contributions to an employee's pension are not taken into account (in effect, recovery of the employer contribution is fully treated as income)

listnum "WP List 2" \l 4"Forced" employee contributions are counted

listnum "WP List 2" \l 3Are annuity and pension exclusions fair?  Pensions cost the treasury $50 billion in revenue, and the benefits largely accrue to the rich.

listnum "WP List 2" \l 2Gains and Losses from Gambling

listnum "WP List 2" \l 3All gambling gains are taxable.

listnum "WP List 2" \l 3Code (165(d) (at 136):  Gambling losses are deductible only to the extent of gambling gains.

listnum "WP List 2" \l 4Failure to allow outright losses to offset other deductions reflects a moral condemnation of gambling activity

listnum "WP List 2" \l 3What is the difference between "gambling" and trading in the commodities market?

listnum "WP List 2" \l 2Recovery of loss

listnum "WP List 2" \l 3Code (165(a):  Any loss not covered by insuarance is deductible

listnum "WP List 2" \l 3Code (165(b):  Where property is lost, deduction is allowed to the extent of basis

listnum "WP List 2" \l 3Code (165(c):  Individuals may only deduct

listnum "WP List 2" \l 4Losses incurred in a trade or business

listnum "WP List 2" \l 4Non-trade or business losses incurred in a transaction entered into for profit

listnum "WP List 2" \l 4Other losses arising from fire storm, shipwreck, or other casualty or theft [so long as each loss exceeds $100 ((165(h))].

listnum "WP List 2" \l 3Clark (185)

listnum "WP List 2" \l 4Taxpayer loses $20,000 because of a lawyer's error on his taxes.  The lawyer pays him back, court says it is not income to the taxpayer, just recovery of loss.

listnum "WP List 2" \l 4If Clark could not get his money back (lawyer worked at Lord Day), he could not get a deduction, because it's a personal, not a business, loss.

listnum "WP List 2" \l 4Can the accountant deduct, like Duberstein, as a payment for future business?

listnum "WP List 2" \l 4If Clark made the mistake himself, then he could not get the deduction, so why the difference?  He's in the same economic situation, out $20K either way.

listnum "WP List 2" \l 4Example based on Clark:  X looses his pay check but fails to claim a deduction.  If X finds the pay check next year, check amount is recovery of loss. (188)

listnum "WP List 2" \l 2Claims in Property Divided over time:  Irwin v. Gavit (188)

listnum "WP List 2" \l 3Brady left a trust to his granddaughter, who would receive the trust when she reached 21.  In the meantime, Palmer received the income from the trust.  T.P. argued that the trust income was acquired by bequest, and so was not taxable under (102.  The Court held that the money was income in the hands of the trustee, and so it was taxable.

listnum "WP List 2" \l 3Three ways to tax the transaction

listnum "WP List 2" \l 4No tax (gift is a bequest)

listnum "WP List 2" \l 4All is taxed as income from the corpus (it is not the property itself that was transfered to Palmer)

listnum "WP List 2" \l 4Part interest, part capital

listnum "WP List 2" \l 5Split up (1014 basis based on present value of income streams, and then distribute income payments between the two holders

listnum "WP List 2" \l 5Tax the two portions as annuities with an exclusion ratio.

listnum "WP List 2" \l 1Recovery for Personal and Business Injuries

listnum "WP List 2" \l 2Damages for personal injuries in general

listnum "WP List 2" \l 3Solicitor's opinion 132 (214)

listnum "WP List 2" \l 4Damages from alienation of affection, slander or libel, or selling your child custody rights are not income.

listnum "WP List 2" \l 4Rationale

listnum "WP List 2" \l 5The rights are not subject to valuation, and payments with respect to their violation are presumed to be recovery of capital.

listnum "WP List 2" \l 5The rights at issue are "personal"

listnum "WP List 2" \l 5The rights are generally non-transferable

listnum "WP List 2" \l 3Code (104(a) (at 82):  Personal injury damages or sickness payments (workmen's compensation, proceeds from employee financed health insurance, etc.) do not constitute taxable income

listnum "WP List 2" \l 3Where a person sustains a "personal injury," (104(a)(2) excludes the entire damage award, even where part of the damages are for "loss of earnings"

listnum "WP List 2" \l 3Where the right being sold is not one that it well recognized at law (i.e. sale of legal claim based on "violation of privacy," courts may be hesitant to allow sales of such rights to be given tax-exempt status (227)

listnum "WP List 2" \l 2Business versus personal injuries

listnum "WP List 2" \l 3Roemer (216)

listnum "WP List 2" \l 4Taxpayer's credit report falsely stated that he neglected client's affairs, was fired as president, and intentionally defaced property.  He sued, got $375,601.  Lower court said it was a business loss, because it was not a physical injury, so it is taxable.  ( 104(a)(2) excludes damages for personal injury.  Roemer won because he brought the case under the personal libel section of the state law (good lawyering).

listnum "WP List 2" \l 4Case rests on the distinction between personal & business (Benaglia, Duberstein, Harris)

listnum "WP List 2" \l 4The lower court screwed up:

listnum "WP List 2" \l 5Injury v. Consequences -- the harm might effect a person's business, but the nature of the harm was personal.

listnum "WP List 2" \l 5Physical v. Personal injuries -- ( 104(a)(2) says "personal injury," not physical.

listnum "WP List 2" \l 3United States v. Burke (223)

listnum "WP List 2" \l 4Burke sues TVA for unequal pay for women; she gets backpay under Title VII, which is all that is allowed.  Because Title VII does not allow awards for compensatory or punitive damages, and because wages paid in ordinary course of employment would have been fully taxed, court says backpay awards are not excludable from gross income.

listnum "WP List 2" \l 4Court stresses that where the damage award redresses a tort-like personal injury, that award is non-taxable.

listnum "WP List 2" \l 4But isn't this a tort-like injury (personal)?  Is the distinction between a tort-like legal theory and tort-like damages, with the latter being the controling injury.

listnum "WP List 2" \l 3Henry Cisneros pays mistress $4000/month, becomes HUD secretary, then stops paying her.  She sues for breach of contract, is the award taxable?

listnum "WP List 2" \l 3While punitive damages arising out of nonphysical injury or sickness are generally thought to be taxable, it is unclear whether punitive damages arising out of physical injury or sickness are (228).

listnum "WP List 2" \l 2Deferred payments

listnum "WP List 2" \l 3A tort victim who is able to defer current payments in return for a series of later payments can exclude the entire amount of later payments, even though the later payments may include an interest component.

listnum "WP List 2" \l 3This provides an incentive for the tort victim to settle for deferred 


periodic payments.

listnum "WP List 2" \l 3But the tortfeasor could be seen as paying the tax as a surrogate for the victim, because if the settlement is for $1M @ 10% interest one year later, the tortfeasor can invest the $1M, earn the 10%, but it is taxed as income.  Therefore, the tortfeasor will only be willing to pay $1,060,000, but has to pay $1,100,000.  He gets hit for the 40%, not the victim.

listnum "WP List 2" \l 3This is often avoided by a business tortfeasor entering into a complex transaction with an insurance company, which in turn transacts with another company that specializes in "structured settlements"

listnum "WP List 2" \l 2Medical expenses and other recoveries

listnum "WP List 2" \l 3Code (213(a) (at 177):  Medical expenses (including insurance premiums and care for the taxpayer, spouse, or a dependant) which are not compensated for by insurance are deductible to the extent that in the aggregate they exceed, for the taxable year, 7.5% of adjusted gross income.

listnum "WP List 2" \l 3Where the employer pays medical insurance for the employee, the amount is deductible by the employer (Code (162) and does not constitute income to the employee (Code (106).  If the employer simply agrees to pay for employee's expenses, such payments are also not taxable to the employee (Code (105).

listnum "WP List 2" \l 4Opportunity to pay for employee medical insurance with before-tax dollars presumably increases the amounts that are spent on this benefit.

listnum "WP List 2" \l 1Transactions involving loans & income from discharge of indebtedness

listnum "WP List 2" \l 2Loan proceeds are not income--loan proceeds are not included in gross income and loan repayments are not deductible.

listnum "WP List 2" \l 3A loan does not include your economic condition because there is a corresponding liability; the loan does not increase your net worth.

listnum "WP List 2" \l 3Two types of loans

listnum "WP List 2" \l 4Recourse loan: you are personally liable for default

listnum "WP List 2" \l 4Non-recourse loan: collateral is security for the loan

listnum "WP List 2" \l 3***Is this true?***Refinancing a house and extracting a lump-sum premium in the process does not constitute income.

listnum "WP List 2" \l 2True discharge of indebtedness and relief provisions

listnum "WP List 2" \l 3Example #1:  Borrow $50,000 at 8%; rates go up to 12%.  Bank says pay us $45,000, b/c would be better for us to loan out that amount than get your small interest payments.  The $5000 difference is taxable income, b/c it is a net gain.

listnum "WP List 2" \l 3Example #2:  If you hold on to the loan:  $300,000 at 10% is $30,000; $300,000 at 7% is $21,000.  You are saving $9000, but it is not taxed.

listnum "WP List 2" \l 3Kirby Lumber (235)

listnum "WP List 2" \l 4Company issues bonds, then buys them back at a profit of $138,000.  Interest rates may have gone up, or their credit rating may have changed (value gone down).  Court said the $138,000 should be taxed as income.

listnum "WP List 2" \l 4For tax purposes, you should separate the loan transaction from the transaction in which the proceeds of the loan were used.  So a loss on the transaction for which the loan was used will not offset a gain on the loan transaction (discharge of indebtedness).

listnum "WP List 2" \l 4This rationale depends on different tax rates; if capital gains is taxed at same rate as ordinary income losses, then maybe the transactions can be "mushed" together.

listnum "WP List 2" \l 3For tax purposes, you should separate the loan transaction from the transaction in which the proceeds of the loan were used so that a loss on the transaction for which the loan was used will not offset a gain on the loan transaction (discharge of indebtedness).

listnum "WP List 2" \l 4Example:  Guy embezzles tickets at OTB and loses $100K -- separate the transactions, tax the amount of embezzled tickets, with no deductions for gambling loss.





Embezzlement


Gambling




$50,000 taxable income

$  40,000 gain 










  140,000 loss










$100,000 net loss

listnum "WP List 2" \l 4If you bifurcate the transaction, he cannot use his gambling loss to offset his embezzlement income

listnum "WP List 2" \l 3Code (61(a)(12):  Explicitly defines discharge from indebtedness as taxable income

listnum "WP List 2" \l 3Code (108 (at 86, see also text at 237)

listnum "WP List 2" \l 4If, at the time of discharge, the taxpayer was insolvent or was the debtor in a proceeding under the Bankruptcy Act, the income from the discharge of indebtedness is excluded.

listnum "WP List 2" \l 4Certain tax attributes (e.g. the net operating loss carryover) must be reduced at the same time--in effect, the income will show up later if all goes well and the taxpayer has profits that would otherwise escape taxation

listnum "WP List 2" \l 4A reduction of debt incurred to purchase property and owed to the seller is treated as a reduction in sale price, rather than income to the purchaser, and does not constitute taxable income (Code (108(e)(5) (at 90))

listnum "WP List 2" \l 5*** Is there any good reason why this provision should not cover debt incurred to purchase services?

listnum "WP List 2" \l 2Misconceived discharge theory

listnum "WP List 2" \l 3Zarin (238)

listnum "WP List 2" \l 4Taxpayer gambles at Merv's Resorts on credit, loses $3.4M.  Zarin claims it was unenforceable b/c was illegal to give compulsive gambler chips, so they settle for $500,000.  IRS says the $2.9M difference (at 70% tax rate, $5M) is discharge of indebtedness.  Court says this is a case of contested liability -- if the taxpayer disputes the debt and settles the dispute, the agreed-upon amount is the amount of debt for tax purposes.

listnum "WP List 2" \l 4Court also uses Code ((108(d)(1) & (d)(2) -- which defines indebtedness to (1) any indebtedness for which the taxpayer is liable, or (2) subject to which the taxpayer holds property.  

listnum "WP List 2" \l 5(d)(1) test is not met because of the illegality of the loan.

listnum "WP List 2" \l 5(d)(2) test is not met because chips are not property, but accounting mechanisms

listnum "WP List 2" \l 4Zarin cannot deduct the $3.4M, b/c he can only deduct gambling losses up to the amount of gambling winnings.

listnum "WP List 2" \l 4Fairness?  I would have to pay $3.4M for the same excitement.

listnum "WP List 2" \l 4Can Resorts claim a deduction for the loss?

listnum "WP List 2" \l 4Case can be conceptualized as if Zarin was buying the chips at a discount, Resorts knew he would lose it, so they sold him $3.4M at $500,000.

listnum "WP List 2" \l 4Why is it different from buying stock on margin from Merril Lynch? - because stock stays at Merril Lynch

listnum "WP List 2" \l 3Diedrich (248)

listnum "WP List 2" \l 4Mom and Dad give kids stock of $300,000 FMV subject to kids paying Mom and Dad's gift tax of $60,000.  IRS treats the paying of the tax a payment to the parents on a discharge of indebtedness theory.  So the transfer is treated as if the parent sold the property for the price of the gift tax.

listnum "WP List 2" \l 4Example of Diedrich:  





P owns 1,000 shares with $50,000 basis and $300,000 FMV





P transfers shares to C, who agrees to pay P's $60,000 gift tax





P recognizes income of $10,000 ($60,000 - $50,000)





What is C's new basis in the stock?

listnum "WP List 2" \l 4Three ways to tax transaction

listnum "WP List 2" \l 5IRS:  (Total sale) Gift tax - adjusted basis = income

listnum "WP List 2" \l 5No tax (Two gifts)

listnum "WP List 2" \l 5Part gift/part sale:  Treat the transaction as if P sole enough shares of stock to cover the gift tax

listnum "WP List 2" \l 6This is used in the case of below FMV transfers to charitable organizations (Code (1011(b), see text at 252)

listnum "WP List 2" \l 4Example based on c(3):





P owns 1,000 shares with $50,000 basis and $300,000 FMV





P transfers shares to C, who agrees to pay P's $60,000 gift tax





P would have had to sell 20,000 shares to make $60,000 ($3/sh)





The basis of 20,000 shares is $10,000 (50(/share)





P recognizes income of $50,000 ($60,000 - $10,000)





What is C's new basis in the stock?

listnum "WP List 2" \l 4***Reg (1.1015-4:  Adjusted basis to donee of part sale and part gift is either the donor's basis at the time of the transfer or the amount paid by the transferee, whichever is greator

listnum "WP List 2" \l 1Illegal Income

listnum "WP List 2" \l 2Gilbert (271)

listnum "WP List 2" \l 3President of corp. buys stock on margin, there's a margin call, he borrows $2M from corp. to cover his ass, and then issues a note for $2M.  He borrowed $2M, then issued $2M note.  (Hague Simons, not better off, like loan indebtedness).  Court says, he was going to repay it, and so lets him off.

listnum "WP List 2" \l 3Gilbert takes off to Brazil (no extradition), so it must be taxable 


income.  (
listnum "WP List 2" \l 3Decision means that although Gilbert pled guilty to embezzlement, 


he still doesn't have to pay taxes on it.

listnum "WP List 2" \l 3You are legally supposed to report illegal income (think blind trust!)

listnum "WP List 2" \l 3The taxes collected from an embezzler (or other wrongdoer) generally will come from funds that otherwise would be returned to the victim; generally the IRS's claim for taxes comes before the victim's claim for recovery of the stolen money (276)

listnum "WP List 2" \l 1Interest on State and Municipal Bonds

listnum "WP List 2" \l 2Section 103 exempts from taxation the interest on certain state, municipal, and other such bonds.  However, the holders of such bonds pay a "putative" tax because tax-exempt bonds pay a lower rate of interest than taxable bonds.

listnum "WP List 2" \l 2This is a simply shift from the federal to state and local governments; although the fed loses amount that it would collect if a person bought a taxable bond, the local governments save that amount in interest.

listnum "WP List 2" \l 3But most investors are in a higher bracket than putative tax, so this may be inefficient transfer because investors are reaping part of the windfall.

WHEN IS IT INCOME?
listnum "WP List 3" \l 1Gains from Investment in property

listnum "WP List 3" \l 2Origins

listnum "WP List 3" \l 3Gain must be realized for it to be taxed; you need more than a mere increase or decrease in value.

listnum "WP List 3" \l 4Is there an event?

listnum "WP List 3" \l 4Can I measure it?

listnum "WP List 3" \l 3Following a realization event, the tax code states when the gain or loss should be recognized.

listnum "WP List 3" \l 3Eisner v. Macomber (286)

listnum "WP List 3" \l 4Taxpayer receives 1 for 2 stock dividend.  He has an increased number of shares, but not an increase in dollar value.  IRS wants to tax the number of new shares at $100 par value, but under the classical system, shareholders are not taxed unless or until dividends are paid or they sell (capital gains).  Court holds that he has not received anything that can be taxed.

listnum "WP List 3" \l 4Double tax: Corporate earnings are taxed as corporate income, and dividends are taxed as income to shareholders.

listnum "WP List 3" \l 4Court says t.p is no better off; she has the same overall wealth, just a shuffling of paper.

listnum "WP List 3" \l 4The government is frustrated here, it sees the gain, but is looking for a "handle", an event to tax, and it wants that to be the issue of new stock.

listnum "WP List 3" \l 5Simple: (1) issue stock dividend, (2) sell and get cash

listnum "WP List 3" \l 5Complex:  (1) issue cash dividend, (2) give "option" to buy more stock at lower price (preemptive right)

listnum "WP List 3" \l 5Simple and complex transactions have same economic consequences:  same amount to shareholders, no more money out of Standard Oil's pocket, but have different tax consequences.

listnum "WP List 3" \l 4Court did not tax here because t.p. did not receive any of the corporate assets for his "separate use and benefit."  But when cash goes outside the company in a cash dividend, it is enough of a change to be a taxable event.

listnum "WP List 3" \l 4Under Hague Simons, realization is not a concern, just the amount you are better or worse off at the end of the year.

listnum "WP List 3" \l 5Fairness: is this unfair to people who earn their income working, and it is all realized?

listnum "WP List 3" \l 5Administrative feasibility: here, you can value stock easily, but things like real estate are tough for valuation.

listnum "WP List 3" \l 5Economic: Liquidity might be a problem; you may not have the cash to pay the tax without "dipping into capital"

listnum "WP List 3" \l 4Basis: Under Reg (1.307-1(a), the total basis of the old shares is allocated between the old and the new shares in accordance with relative fair market values after the distribution of the stock dividend.  With respect to holding period concerns (important for capital gains purposes), the new shares are demmed to have been acquired at the time when the old shares were acquired.

listnum "WP List 3" \l 2Development:  Tenant improvements

listnum "WP List 3" \l 3Helvering v. Bruun (301)

listnum "WP List 3" \l 4Tenant enters into lease with landlord; demolishes existing $12K building, builds a new structure worth $64K.  The tenant defaults, and the landlord gets the building.  The IRS says that landlord should be taxed on the value of the new building.  Taxpayer says the building is indistinguishably blended with the land, so why not wait until the landlord sells to tax.  The court holds that the landlord realized a gain when the tenant defaulted, and should pay tax on it.

listnum "WP List 3" \l 4But it's the 1930's, and so the landlord's land has also probably lost value.  IRS was hitting him when he's down, why not wait until he sells.

listnum "WP List 3" \l 5IRS taxes on the gain, while not allowing the loss

listnum "WP List 3" \l 5Lessee gets whopping deduction, so the lessor being taxed as a surrogate?  ***What's the deduction --  Adjusted basis of building?***

listnum "WP List 3" \l 4Harder case than Macomber, no fruit and tree -> inseparable

listnum "WP List 3" \l 4Three ways to tax

listnum "WP List 3" \l 5Prepaid rent -- as soon as building goes up, it has value, i.e., present value = $10,000.

listnum "WP List 3" \l 5Rent substitute: treat building as yearly income

listnum "WP List 3" \l 5Postpaid rent -- when landlord actually gets the building, tax him on the full value of the building

listnum "WP List 3" \l 4Example (b)(2) above (See ((109 & 1019 below)





FMV of abandoned building = $50,000 with 10 year useful life





Rental value of Building = $7,000 per year.





No income is recognized when building is abandoned





Annual income of $7,000.





Total income after 10 years = $70,000; Basis of building = $0

listnum "WP List 3" \l 4Example (b)(3) above (Bruun)




FMV of abandoned building = $50,000 with 10 year useful life





Rental value of Building = $7,000 per year.





$50,000 is recognized when building is abondoned





Annual income of $2,000 ($7,000 rent - $2,000 depreciation)





Total income after 10 years = $70,000; Basis of building = $0

listnum "WP List 3" \l 3Code (109 (at 93):  The value of buildings and improvements made to real property by a lessee do not constitute income to the lessor upon termination of the lease.

listnum "WP List 3" \l 3Code (1019 (at 553):  The lessor's basis for such property is zero.

listnum "WP List 3" \l 3((109 & 1019 effectively overrule Bruun.

listnum "WP List 3" \l 2Losses:   Cottage Savings Association (308)

listnum "WP List 3" \l 3Savings and Loans' mortgage loans have declined in value from $6.9 to $4.5 M.  S&Ls swap mortgages to realize losses for tax purposes; they do not sell the mortgages outright, because the regulators would crack down on huge accounting losses.

listnum "WP List 3" \l 3Under Code (1001(a), to realize a gain or loss in the value of the property, the taxpayer must engage in a sale or other disposition of the property.  An exchange of property gives rise to a disposition under (1001(a) only if the properties exchanged are materially different.

listnum "WP List 3" \l 3Court allows the losses because different mortgages had "materially different" liabilities.  It relied on precedent:

listnum "WP List 3" \l 4In Phellis, Marr, and Weiss, taxpayer held stock in corporation that reorganized to form a new corporation.

listnum "WP List 3" \l 4In Phellis and Marr, the new corporations changed the state of their incorporation, giving shareholders different rights, and creating a realization event.

listnum "WP List 3" \l 4In Weiss, the new corporation incorporated remained in the same state and therefore did not create a realization event.

listnum "WP List 3" \l 3But are they really different?  S&Ls retain 10% interest so they keep payment obligations, etc.

listnum "WP List 3" \l 3***What the hell is this?***Solomon Bros. sliced up mortgages into interest only and principal only (like Irwin v. Gavitt).  After refinancing, interest holders are bummed; principal holders are happy, because they get their money now, instead of in 30 years.

listnum "WP List 3" \l 2Express Nonrecognition provisions

listnum "WP List 3" \l 3Code (1031 (at 553):  No gain or loss is recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind

listnum "WP List 3" \l 4This does not apply to ((1031(a)(2)):

listnum "WP List 3" \l 5Stock in trade or other property held for sale

listnum "WP List 3" \l 5Stocks, bonds, or notes, and other securities

listnum "WP List 3" \l 4For basis see below.

listnum "WP List 3" \l 4LIVESTOCK OF DIFFERENT SEXES ARE NOT LIKE-KIND

listnum "WP List 3" \l 3Rationale for (1031

listnum "WP List 3" \l 4Liquidity concerns:  inequity of forcing a taxpayer to recognize a paper gain which was still tied up in a continuing investment of the same sort.

listnum "WP List 3" \l 4Facilitates trade

listnum "WP List 3" \l 4Administrative efficiency

listnum "WP List 3" \l 3Code (1033:

listnum "WP List 3" \l 4Income is not recognized where property is compulsorily or involuntarily converted (i.e. theft, destruction, etc.) and is replaced with property that is similar or related in service or use.

listnum "WP List 3" \l 4Where taxpayer receives cash and then buys the replacement property, nonrecognition is optional.

listnum "WP List 3" \l 3Code (1034:  A gain on the sale of the taxpayer's principal residence is not recogized if the proceeds of the sale are invested in a new principal residence within two years before or after the sale of the old residence.

listnum "WP List 3" \l 4The basis of the new residence is reduced by the gain not recognized.  In effect, the gain is merely deferred.

listnum "WP List 3" \l 3Code (121 (at 96):  A person age 55 or older may exclude from gross income, on a one-in-a-lifetime elective basis up to $125,000 ($62,500 in the case of married individuals filing separate returns) of any gain realized on the sale or exchange of a principal residence.  The exclusion applies only where the individual has owned and occupied the property as a principal residence for three out of the five years immediately preceding the sale.

listnum "WP List 3" \l 3Rev. Rul. 82-166 (320)

listnum "WP List 3" \l 4Exchange of gold for silver is the recognition of a gain because the minerals are not a trade of like kind under (1031.

listnum "WP List 3" \l 4Like kind refers to the nature or character of the property, and not to its grade or quality.

listnum "WP List 3" \l 4This exchange is not of a like kind because underlying investment is fundamentally different.

listnum "WP List 3" \l 3Jordan Marsh (321)

listnum "WP List 3" \l 4Department store enters a sale and lease-back deal with the City of Boston to recognize a loss on the property.  The store sold its building with basis of $4.8M to the city for $2.3M, and the city gave them a 30-year lease in return.  The taxpayer claimed it was a sale because they got cash for it.  The IRS claimed it was an exchange under (1031.  The Court held the transaction was a sale, and so allowed the recognition of the loss.

listnum "WP List 3" \l 4Important question:  Who owns the building?  Look at bundle of sticks, who owns more, so was there a sale?

listnum "WP List 3" \l 5Here the economics of ownership didn't change.  City had reversion in 30 years, but the PV of $1 in 30 years from now is about 6(.  So JM still owns 95%, and the city has a 5% reverter interest.

listnum "WP List 3" \l 5Form v. substance

listnum "WP List 3" \l 5Reg (1.1031(a)-1(c) -- a leasehold of more than 30 years is the equivalent of a fee interest

listnum "WP List 3" \l 4Property lost value, like Cottage Savings.  But that case was easier, because more of a notion of abuse.

listnum "WP List 3" \l 4Three ways of looking at Jordan Marsh:

listnum "WP List 3" \l 5Sale

listnum "WP List 3" \l 5Loan -- J.M. is "borrowing" the property for 30 years.  Rental payments can be conceptualized as interest payments on the underlying value of the property ($2.3M).

listnum "WP List 3" \l 5Like-kind exchange w/ "boot"

listnum "WP List 3" \l 2Boot and basis

listnum "WP List 3" \l 3Where a like-kind exchange would exist but for the inclusion of money or other property within the transaction, that money or other property is refered to as boot.

listnum "WP List 3" \l 4Assumption of a mortgage is treat as boot

listnum "WP List 3" \l 3For a like-kind exchange with no boot, no gain or loss is recognized and substitute basis of old property for new

listnum "WP List 3" \l 3If the transaction results in a loss, no loss is recognized regardless if boot exists.

listnum "WP List 3" \l 3If the transaction results in a gain and there is boot, then gain is recognized up to the extent of boot

listnum "WP List 3" \l 3Calculating basis

listnum "WP List 3" \l 4Total new basis = basis of old property + recognized gain + FMV of boot paid

listnum "WP List 3" \l 4Allocate basis

listnum "WP List 3" \l 5First to boot

listnum "WP List 3" \l 5Remaining basis to new property

listnum "WP List 3" \l 4Algebraically:





Basis of old property + recognized gain =





Basis of new property + basis of boot (FMV)

listnum "WP List 3" \l 4Example #1:





S has X farm with basis = $10,000





Exchages it for Y farm, FMV = $100,000, boot = $0





No gain is recognized and basis of Y farm is $10,000

listnum "WP List 3" \l 4Example #2:





S has X farm with basis = $10,000





Exchanges it for Y farm, FMV = $100,000, boot = $23,000





S recognizes gain of $23,000





Total new basis is $33,000





Basis of boot = $23,000





Basis of Y farm = $10,000

listnum "WP List 3" \l 4Example #3:





S has X farm with basis = $110,000





Exchanges it for Y farm, FMV = $123,000, boot = $23,000





S recognizes gain of $13,000





Total new basis is $123,000





Basis of boot is $23,000





Basis of Y farm is $100,000

listnum "WP List 3" \l 4Example #4:





S has X farm with basis = $10,000





Exchanges it + $15,000 for Y farm, FMV = $100,000





No gain is recognized and basis of Y farm is $25,000

listnum "WP List 3" \l 4Example #5:





S has X farm with basis = $120,000





Exchanges it for Y farm, FMV = $90,000, boot = $10,000





S recognizes no loss.





Total new basis is $120,000





Basis of boot = $10,000





Basis of Y farm = $110,000

listnum "WP List 3" \l 1Recognition of losses

listnum "WP List 3" \l 2Rev. Rul. 84-145 :  A commercial air carrier subject to the regulations of the CAB did not sustain a deductible loss of its capitalized costs under section 165(a) of the Code because of the devaluation of its route authorities that resulted when the Deregulation Act became fully effective.

listnum "WP List 3" \l 3Code (165(a) provides a deduction for any loss sustained during the taxable year and not compensated by insurance or otherwise

listnum "WP List 3" \l 3Reg (1.165-1(d) requires the loss to be evidenced by closed and completed transactions, fixed by identifiable events, and actually sustained during the taxable year.

listnum "WP List 3" \l 1Transfers incident to marriage and divorce

listnum "WP List 3" \l 2Introduction and property settlements

listnum "WP List 3" \l 3United States v. Davis (411)

listnum "WP List 3" \l 4Tom gave his ex-wife DuPont stock with a basis of $1000 and a FMV of $15,000, in a divorce settlement.

listnum "WP List 3" \l 4Taxpayer argues that transaction was like a split of joint property (i.e. community property) and not a taxable event.

listnum "WP List 3" \l 4IRS argues it was a sale; stock was given in exchange for discharge of divorce rights (i.e. a settlement; Deleware is not community property state).

listnum "WP List 3" \l 4The Court found Tom taxable on the transaction.  Tom's taxable gain is $14,000; Wife's basis is $15,000

listnum "WP List 3" \l 4Did Ms. Davis realize a gain by the settlement?  Can't figure out, because don't know her basis (what she gave up, were her marital services worth $15,000?)

listnum "WP List 3" \l 4If it were treated as a gift, Ms. Davis would have had original basis of $1000.

listnum "WP List 3" \l 4We don't want to encourage divorce by treating such transactions as gifts.

listnum "WP List 3" \l 3Code (1041 (563)

listnum "WP List 3" \l 4No gain or loss is recognized on transfers of property between spouses or incident to a divorce

listnum "WP List 3" \l 4Transferred property has a substituted basis in the hands of the transferree (just like a gift).

listnum "WP List 3" \l 4Overrules Davis.

listnum "WP List 3" \l 2Antenuptial settlements

listnum "WP List 3" \l 3Farid-Es-Sultaneh (416)

listnum "WP List 3" \l 4Head of K-Mart gives wife stock worth $800,000 in pre-nuptial agreement.  Kresge's basis was $.15/share, FMV at transfer = $10; FMV at breakup = $19/share.  IRS says Davis' basis is $.15, because it was a gift.  She says she "bought" it in 1924 for $10/share.  Court found that the transfer was not a gift but a sale for a fair consideration, and so she got higher basis.

listnum "WP List 3" \l 4Davis did not have a gain in 1924, because we don't know her basis (the value of her divorce rights).

listnum "WP List 3" \l 4Court treated Kresge's gain as a two-step process, like he sold her the stock, then used the proceeds to pay her off -> taxable event.

listnum "WP List 3" \l 5It was not a gift, because he did not have "detached, disinterested donative intent"

listnum "WP List 3" \l 4Actually, she might have realized a loss, because she could have gotten $500M.  But to recognize a loss, you need a completed, closed transaction.

listnum "WP List 3" \l 1Annual accounting and its consequences

listnum "WP List 3" \l 2The use of hindsight

listnum "WP List 3" \l 3Accounting methods

listnum "WP List 3" \l 4Cash method:  follows the cash: gains are when cash is received; deductions are when you pay cash out for expenses.

listnum "WP List 3" \l 4Accrual method:  tries to match income with expenses for more practical reporting of income.

listnum "WP List 3" \l 3Burnet v. Sanford & Brooks Co. (194)

listnum "WP List 3" \l 4S&B gets government contract.  It loses money on it, and gets an award of $192,000 years after contract expired.  S&B claimed award was just a recovery, not a taxable gain.  Court says sorry, we tax system uses annual, not transactional, accounting, and so you can't carry the losses forward (for deductions against the $192K), or the gain back.  So $192K cannot be offset by the corresponding losses.

listnum "WP List 3" \l 4Annual accounting may be more administratively feasible, but transactional is fairer and makes more sense economically (companies have long-term contracts).

listnum "WP List 3" \l 3Code (172 (at 163) (which overrules Burnet)

listnum "WP List 3" \l 4Net operating losses (NOLs) can be carried back to the 3 years preceding the taxable year, and can be carried forward to the 15 years following the taxable year.

listnum "WP List 3" \l 4Rationale

listnum "WP List 3" \l 5Ameliorates harshness of taxation strictly on an annual basis

listnum "WP List 3" \l 5Equalizes treatment for shareholders in companies with fluctuating incomes

listnum "WP List 3" \l 5Stimulates enterprises where early losses can be carried forward

listnum "WP List 3" \l 3Percent completion method ((460):  used for long-term contracts

listnum "WP List 3" \l 4What % of work have I completed?

listnum "WP List 3" \l 4What is the value of the completed K?

listnum "WP List 3" \l 4Allocate profit appropiately.

listnum "WP List 3" \l 2Claim of right

listnum "WP List 3" \l 3North American Oil v. Burnet (201)

listnum "WP List 3" \l 4Money due to oil co. was given to receiver in 1916, which paid money to co. in 1917.  Claim to money was disputed by the gov't until 1922, when gov't lost its last appeal.  Oil co. argues it did not have complete control over the money (Glenshaw) until lawsuit was settled or when it was earned--given to receiver--to get the best tax rates.  IRS said that oil co. had enough legal rights to the gain, so it should be taxed, even if it's disputed.  Court agreed, and taxed in year when it actually received payment.

listnum "WP List 3" \l 4"Claim of right" doctrine: If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to report, even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.

listnum "WP List 3" \l 3United States v. Lewis (205)

listnum "WP List 3" \l 4Taxpayer receives improperly computed bonus of $22,000, and reports it.  Later, he has to return $11,000 of it, and filed an amended return for a refund.  Instead, Court allows deduction in the year in which taxpayer paid the money back.

listnum "WP List 3" \l 4Court says don't look back, you cannot benefit from deferral and tax arbitrage (difference in rates).

listnum "WP List 3" \l 5Deferral -- Lewis gets refund and interest

listnum "WP List 3" \l 5Tax arbitrage -- extra $11,000 put Lewis in higher bracket

listnum "WP List 3" \l 4Cases say same thing: annual accounting is general rule and control defines taxable event.

listnum "WP List 3" \l 3Code (1341(a) (at 628) (overrules Lewis)

listnum "WP List 3" \l 4If an item was included in gross income for a prior taxable year for which it appeared that the taxpayer had an unrestricted right and subsequently it is determined that the taxpayer did not have the right to that item or a portion thereof and the amount of such deduction exceeds $3,000, then the taxpayer may either:

listnum "WP List 3" \l 5Claim a deduction for the current year

listnum "WP List 3" \l 5Claim a credit for the tax that would have been saved by excluding the item in the earlier year

listnum "WP List 3" \l 4IRS has ruled that "mere errors" do not qualify for deduction under this provision

listnum "WP List 3" \l 2Tax benefit docrine

listnum "WP List 3" \l 3Tax benefit doctrine (Code (111) (at 93) has an inclusionary and an exclusionary aspect

listnum "WP List 3" \l 4Inclusionary:  The taxpayer is required to include in income a recovery of property previously given to charity because the gift in the prior year had been deducted.

listnum "WP List 3" \l 5"Stated somewhat technically, if the deduction of an item offsets taxable income, then the item itself takes a basis in the taxpayer's hands of zero.  When it is "exchanged" for cash, the taxpayer realizes reportable gain equal to the amount received" (Charlstein at 230)

listnum "WP List 3" \l 4Exclusionary:  To the extent that the taxpayer recieved no "tax benefit" from such a deduction, the recovery need not be included in income.

listnum "WP List 3" \l 3Alice Phelan Sullivan Corp (208)

listnum "WP List 3" \l 4Taxpayer donates property with FMV of $8,700 to charity, deducts $8,700 on his return (for a tax savings of $1,900), and then gets the property back by reverter 18 years later, at which time the property was worth $12,000.

listnum "WP List 3" \l 4Four ways to tax the transaction:

listnum "WP List 3" \l 5Reverter is not taxable -- like recovery of capital

listnum "WP List 3" \l 5Taxpayer:  Only tax benefit originally enjoyed is owed ($1,900)

listnum "WP List 3" \l 5IRS:  Tax the $8,700 previously (in effect, erroneously) deducted as income in the current year (at a 52% rate = $4,500; earlier rates only amounted to the $1,900 deduction above)

listnum "WP List 3" \l 5FMV of the property when returned ($12,000)

listnum "WP List 3" \l 4Court followed (3).  This is the flip side of Lewis--The recovery of property once the subject of an income tax deduction must be treated as income in the year of its recovery.  Is this best?

listnum "WP List 3" \l 5He got a deduction from this, and gave it away, so he's not getting his own property back, so (4).

listnum "WP List 3" \l 5But he didn't give it away unconditionally, he kept one stick--the right of reverter--so he never really gave it away, so (1) or (2).

listnum "WP List 3" \l 1Open transactions, installment sales, and deferred sales

listnum "WP List 3" \l 2Open transactions:  Burnett v. Logan (358)

listnum "WP List 3" \l 3Logan has 1000 shares in mining co.; under buyout, she gets cash plus a royalty "kicker" -> part of proceeds from future mining.  She had a basis of $180,000, gets $120,000 cash, Gov't values future payments at $100,000, and claims that it was a "closed transaction", so she realized a gain of $40,000.  Taxpayer claims the future payments could not be valued.  The Court agreed that this was "open transaction", and so she would not be taxed until she recouped her capital investment.

listnum "WP List 3" \l 3Three ways to tax:

listnum "WP List 3" \l 4If its a sale, its a closed transaction - total value is $220,000, so she's taxed on $40,000 gain (total value - adjusted basis). 

listnum "WP List 3" \l 4Open transaction -- she doesn't pay taxes until her basis is used up -- capital first method.

listnum "WP List 3" \l 5She doesn't have the cash to pay the tax

listnum "WP List 3" \l 5Can't ascertain the value of future payments (Inaja)

listnum "WP List 3" \l 4Installment method (part basis/part income) - like annuity, so use exclusion ratio

listnum "WP List 3" \l 2Installment method

listnum "WP List 3" \l 3Code (453 (at 403) -- Income from installment sale may be taken into account under the installment method

listnum "WP List 3" \l 4Calculate an exclusion ratio:  K price / Total expected gross profit

listnum "WP List 3" \l 5Taxable income = Payment x exclusion ratio

listnum "WP List 3" \l 5Reduction in basis = Payment - taxable income

listnum "WP List 3" \l 4Taxpayer can elect not to use installment method, in which case transaction is treated as closed, and gain is recognized at the outset.  Taxable gain = PV of the payments - adjusted basis.

listnum "WP List 3" \l 3The installment method is designed to provide relief where the taxpayer has not received cash.  It is not available where the consideration received is thought to be the equivalent of cash (366).

listnum "WP List 3" \l 1Deferred sales and constructive receipt

listnum "WP List 3" \l 2Alstores Realty Corp. (367)

listnum "WP List 3" \l 3Alstores buys warehouse from Steinway, FMV of $1M, pays $750,000 for it, and allows Steinway a 2 1/2 year term of years worth $250,000.  IRS says you bought the building for $1M; $250K was a purchase price reduction.  Taxpayer says there was a conveyance of a future interest.  Court holds that transaction was a lease in substance as well as form.

listnum "WP List 3" \l 3If taxpayers had done a better job, they would have won, because difference between lease and future term of years is not that great.

listnum "WP List 3" \l 3Three ways to tax:

listnum "WP List 3" \l 4Lease treatment (IRS) -- Tax Alstores on $250,000 at time of sale (imputed rental value).

listnum "WP List 3" \l 4Term of years treatment - like Inaja, Erwin v. Gavitt, Jordan Marsh.  Argument is that alstores bought a future interest; Steinway is still the current owner.  Central question is who has the benefits and burdens of ownership during this 2 1/2 year period?

listnum "WP List 3" \l 5Legal title

listnum "WP List 3" \l 5Possession

listnum "WP List 3" \l 5Insurance

listnum "WP List 3" \l 5Maintenance

listnum "WP List 3" \l 4Loan transaction:  loan for $750,000; in 2 1/2 yrs., payment due is $1M (like zero coupon bond -- $750,000 is principal and $250,000 is interest payment).  Sale of building then occurs upon repayment of the loan, for $1M.

listnum "WP List 3" \l 3Alstores doesn't care whether it is treated as (1) or (3)

listnum "WP List 3" \l 3Alstores acted more like owner here (made Steinway sign standard NY lease agreement).

listnum "WP List 3" \l 2Amend (372)

listnum "WP List 3" \l 3Farmer sells wheat in Aug. 1944, defers payment until Jan. 1945 for tax purposes.  Court allows this, because he's cash-basis and can't be taxed until he gets paid. (If accrual, he would recognize income on delivery.)

listnum "WP List 3" \l 3Court applied doctrine of constructive receipt -- income is realized when it is made subject to the will and control of the taxpayer and can be, except for his own action or inaction, reduced to actual possession.  But t.p. had every right to make a contract for later payment.

listnum "WP List 3" \l 3Today this would be treated as an installment sale; t.p. would report entire gain in 1945 because he received 100% of the payments then.

listnum "WP List 3" \l 3Amend's future payment = PV principle + interest - payor's interest tax

listnum "WP List 3" \l 2Pulsifer (377)

listnum "WP List 3" \l 3Minors win Irish sweepstakes, can't collect until they're 21, unless an adult applies on their behalf.  IRS wants to tax when horse wins.  But kids are cash basis, and have received no cash (it's in a bank in Ireland).  Court finds for the IRS, because father could get to the cash by filing an application.

listnum "WP List 3" \l 3This is an excellent example of constructive receipt doctrine

listnum "WP List 3" \l 2Code (446 (at 398):  Taxable income shall be computed under the method of accounting on the basis of which the taxpayer regularly computes his income in keeping his books.  If no method has been regulatly used, or if the method used does not clearly reflect income, the Secretary can determine which method to use for calculating income.

listnum "WP List 3" \l 2Code (451(a) (at 402):  Gross income shall be included in year in which received, unless, under method of accounting it properly accounted for in a different period. 
listnum "WP List 3" \l 2Reg (1.451-1 (at 1044):  Gains shall be included in gross income of year in which they are actually or constructively received unless includible for a different year in accordance with the taxpayer's method of accounting.

listnum "WP List 3" \l 3Accrual method:  Income is includable when all the events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy.

listnum "WP List 3" \l 3Cash basis:  Income is includible when actually or constructively received.

listnum "WP List 3" \l 2Reg (1.451-2 (at 1045):  Income is constructively received when credited to his account, set apart for him, or otherwise made available so he may draw upon it at any time; but not if subject to substantial limitations or restrictions.

listnum "WP List 3" \l 2Reg (1.446-1(c)(1) (at 1040)

listnum "WP List 3" \l 3Any combination of the accrual and cash basis methods will be permitted in connection with a trade or business if such combination clearly reflects income and is consistently used.

listnum "WP List 3" \l 3A taxpayer using an accrual method of accounting with respect to purchases and sales may use the cash method in computing all other items of income and expense.

listnum "WP List 3" \l 3However, a taxpayer who uses the cash method of accounting in computing gross income from his trade or business shall use the cash method in computing expenses of such trade or business.

listnum "WP List 3" \l 3Similarly, a taxpayer who uses an accrual method of accounting in computing business experses shall use an accrual method in computing items affecting gross income from his trade or business.

listnum "WP List 3" \l 1Deferred compensation

listnum "WP List 3" \l 2Minor v. United States (381)

listnum "WP List 3" \l 3Doctors put up to 90% of fees into deferred compensation plan.  IRS wants to tax when fees are paid into the trust; taxpayers say they didn't have sufficient control.

listnum "WP List 3" \l 3In cases where courts or the IRS have found a current economic benefit to have been conferred, the employer's contribution has always been secured or the employee's interest has been nonforfeitable.

listnum "WP List 3" \l 4If the employee's interest is unsecured or not otherwise protected from the employer's creditors, the employee's interest is not taxable property, so the forfeitability of the employee's interest is irrelevant.

listnum "WP List 3" \l 3Court says doctors don't have control of the trust (not beneficiaries), which puts conditions on Minor's receipt of the deferred compensation.

listnum "WP List 3" \l 3Benefits are forfeitable (contingent upon doctor's agreement to limit practice after retirement).

listnum "WP List 3" \l 4But test is whether such property is subject to a substantial risk of forfeiture.

listnum "WP List 3" \l 3It is also available to creditors, however, so it is not taxable.

listnum "WP List 3" \l 2Example: Hershel Walker -> N.J. Generals & Donald Trump sign him for 1M signing bonus, and put it in an account.  Is it income?

listnum "WP List 3" \l 3Whose name is on the account?

listnum "WP List 3" \l 3Can the payer's general creditors get to it?

listnum "WP List 3" \l 2In a deferred compensation plan, the employer will not receive a deduction until the year in which the employee recognized income (385).

listnum "WP List 3" \l 2Al-Hakim (387)

listnum "WP List 3" \l 3Al-Hakim represents Lyman Bostock, player w/ Angels, agent gets 5%.  Bostock signs a contract for $2,250,000, 5% = $112,500.  Bostock then "loans" Hakim $112,500, and Hakim pays back interest-free 10% every year for 10 years ($11,250).  Bostock pays fees of $11,250 every year for ten years, on which Hakim gets taxed.  Under this plan, Hakim gets all cash up front, and pays tax over 10 years (great deferral).  Court approved the form of the transaction.

listnum "WP List 3" \l 3Now the Code has rules for interest-free loans

listnum "WP List 3" \l 3***What does this mean -- deductibility to employeer/Bostock?***In Minor, doctors did not get deduction until trust was paid out; the IRS makes up for it here.

listnum "WP List 3" \l 3ZOLT HATES THIS CASE.

listnum "WP List 3" \l 2Olmsted (390)

listnum "WP List 3" \l 3Taxpayer contracted to receive $500 per month for a period of fifteen years (i.e. an annuity with PV $68,000) in consideration for his surrender of all rights to future renewal commissions on previously written life insurance policies.

listnum "WP List 3" \l 3IRS wanted to tax the $68,000 on the constructive receipt theory -- t.p. could have asked for all the money up front but chose not to.

listnum "WP List 3" \l 3Court held that the cash basis taxpayer is to be taxed only on the payments as it receives them.

listnum "WP List 3" \l 3As for constructive receipt doctrine, taxpayer had no right to the cash as of the date of the contract.  The parties were simply bargaining for an agreement, and the agreement, once reached, determined the taxpayer's rights to payment.  This is true even if he were offered full payment up front but chose to receive an annuity nonetheless.

listnum "WP List 3" \l 4Remember that t.p.'s payments are not "set aside" for the taxpayer and are subject to Olmsted's creditors.  So while t.p. gets a tax benefit, he also takes the risk of subsequent default by the company, and the company gets taxed on any interest accrued as a result of deferred payment.

listnum "WP List 3" \l 3THIS CASE IS JUST LIKE AMEND.

listnum "WP List 3" \l 2Qualified employee plans

listnum "WP List 3" \l 3Employees are taxed only when they actually receive payments on retirement, even of the employee rights are vested.

listnum "WP List 3" \l 3Employers are entitled to immediate deduction for amounts paid into plan.

listnum "WP List 3" \l 3Internal buildup is not taxed.

listnum "WP List 3" \l 3Anti-discrimination rules

listnum "WP List 3" \l 4Must be available to all employees regardless of income.

listnum "WP List 3" \l 4Ratio of pension benefits to salary for high paid employees cannot be greater than the ratio of such benefits to low wage employees (in other words, the two groups must take similar advantage of the provisions).

listnum "WP List 3" \l 4Lower income employees will want cash

listnum "WP List 3" \l 55 year vesting requirement

listnum "WP List 3" \l 5Tax advantages are less valuable in lower brackets

listnum "WP List 3" \l 2Stock options, restricted property, and other employee compensation

listnum "WP List 3" \l 3Three ways to tax compensatory / employee stock options

listnum "WP List 3" \l 4When granted (tax on value of option; basis = value of option + excercise price)

listnum "WP List 3" \l 4When exercised (tax on difference between excercise and market price; basis = market price at excercise date)

listnum "WP List 3" \l 4When the stock is sold (tax on gain at disposition; basis = excercise price)

listnum "WP List 3" \l 5Company would not be entitled to any deduction

listnum "WP List 3" \l 5Employee gets fullest deferral of taxation

listnum "WP List 3" \l 3Grant of a stock option costs the company nothing; the increase in the wealth of the employee is at the expense of the other shareholders.

listnum "WP List 3" \l 3LoBue (402)

listnum "WP List 3" \l 4Taxpayer received nontransferable stock option contingent upon his continued employment.  Court said the options were compensation; not a gift -- no disinterested intent.  Central question is when do you tax/allow deduction?

listnum "WP List 3" \l 4Court says to tax when they're exercised (as opposed to when they were granted) because the options were not transferable (liquidity problem) and were contingent on remaining an employee (valuation problem).

listnum "WP List 3" \l 4Dissent says the option should be taxed when it's given, and any further profit should be treated as capital gain.

listnum "WP List 3" \l 3Incentive Stock Options ((422A) -- No tax until stock is sold.  To qualify for ISO status, employee must keep stock for 2 years after grant of option, for 1 year after excercise of option, and excercise price cannot be less than the FMV of the underlying stock at the time of the grant.

listnum "WP List 3" \l 3Code (83 (at 75):

listnum "WP List 3" \l 4If the option has a readily ascertainable market value, its tax treatment depends on whether it is transferable or forfeitable, or both:

listnum "WP List 3" \l 5If the option is either transferable or nonforfeitable, then it is taxed at the time of the grant.

listnum "WP List 3" \l 5If the option is subject to a substantial risk of forfeiture and is not transferable, its value is not included in income unless the employee elects inclusion.

listnum "WP List 3" \l 6If employee elects inclusion, later gain will not be recognized until sale of stock, but no deduction is allowed for losses ((83(b)).  Thus, this will not be frequently used.

listnum "WP List 3" \l 6In the absence of such election, it is taxed when the option becomes nonforfeitable or transferable.  Income is recognized as the difference between the value of the stock on this date and the amount paid for it by the employee.

listnum "WP List 3" \l 4If the option does not have a readily ascertainable market value, LoBue apples and tax is assessed at the time the option is excercised ((83(a))

listnum "WP List 3" \l 4If an employer sells stock (or other property) to an employee subject to a restriction, the employee is taxable on the full amount of the difference between FMV of the underlying stock and the price paid by the employee.

listnum "WP List 3" \l 4Employer deduction is recognized whenever employee recognizes ordinary income ((83(h)).

listnum "WP List 3" \l 3Review: (
listnum "WP List 3" \l 4Tax option on grant if it is not an ISO and has ascertainable market value

listnum "WP List 3" \l 4Tax option on excercise if it is not an ISO and has no ascertainable market value

listnum "WP List 3" \l 4Tax option upon sale if it is an ISO.

listnum "WP List 3" \l 3Example:  Golden handcuffs (forget ISO--why?***)




"If you quit, we get to buy stock back at $100"




1994 - Receive stock, FMV with restriction is $100




1999 - restriction lapses, FMV is now $300




2003 - sell for $500




Under (83:

listnum "WP List 3" \l 4Option #1:  No tax until restrictions lapse.  In 1999, tax will be $300 (employee paid nothing to "excercise" option) and basis will be $300.  In 2003, capital gain will be $200.

listnum "WP List 3" \l 4Option #2:  Elect to be taxed now.  Tax in 1994 will be $100 and basis will be $100.  In 2003, capital gain will be $400.

listnum "WP List 3" \l 4Original taxes are ordinary income.  Subsequent increases are capital gains.

listnum "WP List 3" \l 4So option #2 may be good if the stock is high risk and you could make a lot money.  Downside is that is the stock turns out to be a dog, no loss is allowed.

listnum "WP List 3" \l 1Original issue discount

listnum "WP List 3" \l 2When a debt instrument does not provide for current payment of an adequate amount of interest, interest must be accrued by the obligee regardless of whether the obligee is a cash-method or accrual-method taxpayer.

listnum "WP List 3" \l 3The obligor is entitled to deduct the amount that the obligee is required to accrue.

listnum "WP List 3" \l 3Purpose of OID is to prevent abuses: accrual-method issuers would deduct accrued interest while cash-basis purchasers would report no interest income.

listnum "WP List 3" \l 3IRS publishes a federal rate of return (the market rate).

listnum "WP List 3" \l 2OID by the numbers

listnum "WP List 3" \l 3Issue price = PV of all payments at the federal rate

listnum "WP List 3" \l 3Total OID = Face value of bond - issue price

listnum "WP List 3" \l 3Year #1:




Proper amount of interest = issue price x federal rate




OID =  proper amount - stated interest on bond




Tax is assessed on proper amount of interest (or OID + stated interest)




Add OID to basis.

listnum "WP List 3" \l 3Year #2:




"Roll up" previous OID into issue price




Proper amount of interest = rolling issue price x federal rate




OID = proper amount - stated interest on bond




Tax is assessed on proper amount of interest (or OID + stated interest)

listnum "WP List 3" \l 3Repeat steps in "year #2" until bond expires

listnum "WP List 3" \l 3Payment of face amount is recovery of capital and is not taxed.

listnum "WP List 3" \l 2Example #1:


$1M face with 10% interest for five years



Issue price = $800,000



PV = FV / (1+r)n  or  800K = $1M / (1+r)5


r = 4.54%



Interest paid

OID*

New Basis
*


$100,000

$37,000
$837,000
800,000 x 4.54%



$100,000

$39,000
$875,000
837,000 x 4.54%



$100,000

$40,000
$915,000



$100,000

$42,000
$956,000



$100,000

$44,000
$1,000,000



$500,000

$200,000
(market rate turns out to be 17.06%)



Payment of $1M face is recovery of capital.

listnum "WP List 3" \l 2Example #2:  Zero coupon bond



Face amount = $1,000,000



5 year maturity



Issue price = $600,000



Underlying market rate = 10%



Interest paid

OID*

New Basis
*


$0


$60,000
$660,000
600,000 x 10%



$0


$66,000
$726,000
660,000 x 10%



...


...

...



$0


$400,000
$1,000,000

listnum "WP List 3" \l 2Example #3:  Sale of property



Basis = $400,000



Price = $1,000,000 to be paid five years from now



Assume deep bond available (PV $600,000, Face amount $1,000,000)

listnum "WP List 3" \l 3Like two transactions

listnum "WP List 3" \l 4Sale price of $600,000

listnum "WP List 3" \l 4Immediate purchase of deep discount bond (1,000,000 in year 5)

listnum "WP List 3" \l 3OID interest is analagous to implied rental income

listnum "WP List 3" \l 3Capital gain v. ordinary income

listnum "WP List 3" \l 4Capital gain = $200,000 (600,000-400,000)

listnum "WP List 3" \l 4Interest income = $400,000 over 5 years

listnum "WP List 3" \l 2Code (1272:  There shall be included in the gross income of the holder of any debt instrument having original issue discount an amount equal to the sum of daily portions of the original issue discount for each day during the taxable year on which such holder held such debt instrument.  [Daily compounding]

listnum "WP List 3" \l 2Code (1273:  OID = Face Value - Issue price

listnum "WP List 3" \l 2Code (1274:  OID with respect to property

listnum "WP List 3" \l 3Figure out rate (around Applicable Federal Rate)

listnum "WP List 3" \l 3Discount the expected payments to their present value. 

listnum "WP List 3" \l 3This avoids the situation in Burnett v. Logan. 

listnum "WP List 3" \l 1Cash receipts and payments of accrual methods taxpayers

listnum "WP List 3" \l 2Delay in receipt of cash:  Georgia School-Book Depository (434)

listnum "WP List 3" \l 3Taxpayer, on accrual basis, supplies textbooks to the state.  It (1) orders the books, (2) stores them, (3) maintains inventory, (4) distributes books, and (5) collected payment, and kept commission.

listnum "WP List 3" \l 3IRS argues that it should be taxed when the books are sold to the state.

listnum "WP List 3" \l 3Taxpayer argues it should be taxed when the books are actually paid for:

listnum "WP List 3" \l 4Claim that brokerage was not earned until payment by the state.

listnum "WP List 3" \l 4Claim that there's no reasonable expectancy that payment would be made.

listnum "WP List 3" \l 3Court said delay of payment was not enough for no "reasonable expectation"; need a contingent receivable, not an earned determinable amount, which must be accrued even if uncertain whether it will be collected.

listnum "WP List 3" \l 3If the taxpayer won, everybody would delay payment, arguing that there was no reasonable expectation of it.

listnum "WP List 3" \l 3To allow the exception, there must be a definite showing that an unreasolved and allegedly intervening legal right makes receipt contingent or that the insolvency of his debtor makes it improbable.

listnum "WP List 3" \l 2Prepaid Income:  American Automobile Association v. United States (438)

listnum "WP List 3" \l 3AAA reported as income only that portion of prepaid membership dues which ratably corresponded with the number of membership months covered by those dues in the taxable year.  AAA was accrual basis, so it argued that it was just trying to match income with expenses.  Court said the Commissioner did not abuse his discretion by rejecting AAA's accounting system.

listnum "WP List 3" \l 3Court turned AAA into cash basis; it taxed it on the $60 when received, even though they did not earn it yet.

listnum "WP List 3" \l 3Loan transaction:  AAA is borrowing from its members.

listnum "WP List 3" \l 4$5 pays for Oct., $55 is a loan

listnum "WP List 3" \l 4interest, in effect, is a discount ($5/month instead of $6)

listnum "WP List 3" \l 3Is this just taxing 'em while they have the money?

listnum "WP List 3" \l 3Artnell (443):  White Sox don't have to report season ticket sales in prior year, because schedule of games is certain.  Thus the deferral technique so clearly reflected income that it was an abuse of discretion for the Commissioner to rejected it.

listnum "WP List 3" \l 3EVERYBODY ELSE LOST:

listnum "WP List 3" \l 3Schlude case: with prepaid aerobics classes, you don't know when they're going to show up.

listnum "WP List 3" \l 3IRS REV. Proc. 71-21 -> Taxpayer can defer payments received in one year for services to be rendered before the end of the following year.

listnum "WP List 3" \l 4is this bad for airlines selling non-refundable tickets?***What the hell is this?***

listnum "WP List 3" \l 3In these cases, the IRS is demanding exact precision to be able to defer income; but to defer deductions (annuities), estimates are okay.***What the hell is this?***

listnum "WP List 3" \l 3Code (456 (at 415):  Prepaid dues income may be set against corresponding liabilities to render services or make available membership privileges over a period of time not exceeding 36 months, so long as the liability is deemed to exist ratably over the relevant period of time, and so long as the taxpayer uses the accrual method.

listnum "WP List 3" \l 4In effect, this provision allows a narow exception to AAA.

listnum "WP List 3" \l 2Deposits v. Advance Payments:  Indianapolis Power & Light Co. (448)

listnum "WP List 3" \l 3IPL requires credit risks to make deposits to assure payment of future bills (paid 6% on deposits).

listnum "WP List 3" \l 3IRS says they're advance payments, so under AAA, they should be taxed when received.

listnum "WP List 3" \l 4IPL was using the deposits as their own, with no separate accounts

listnum "WP List 3" \l 4Depositors usually applied them to future bills.

listnum "WP List 3" \l 3IPL says they're security deposits (like a loan)

listnum "WP List 3" \l 3Court does not tax IPL, because they say they have no guarantee that they will be allowed to keep the money.

listnum "WP List 3" \l 3Court draws distinction between security deposits and advance payments.

listnum "WP List 3" \l 4The individual who makes an advance payment retains no right to insist upon the return of the funds; so long as the recipient fulfills the terms of the bargain, the money is its to keep.

listnum "WP List 3" \l 4The customer who submits a security deposit retains the right to insist upon repayment in cash.

listnum "WP List 3" \l 3But both are like loans (same economics):

listnum "WP List 3" \l 4Advance payments:

listnum "WP List 3" \l 5loan

listnum "WP List 3" \l 5payment for services

listnum "WP List 3" \l 4Security deposits

listnum "WP List 3" \l 5loan

listnum "WP List 3" \l 5payment secures IPL's obligation

listnum "WP List 3" \l 3So AAA is wrong because a loan is not income

listnum "WP List 3" \l 2Current deduction of future expenses:  U.S. v. General Dynamics (456)

listnum "WP List 3" \l 3G.D. decides to self-insure its employees: (1) worker gets injured, (2) worker gets medical treatment, (3) files claim, (4) claim processed/approved, (5) G.D. pays.

listnum "WP List 3" \l 3G.D. deducted an estimate of its obligation to pay for medical care obtained by employees during the final quarter of the year, claims for which have not yet been reported to the employer.  Court held that because the "all events" test is not satisfied, the deduction will not be allowed.

listnum "WP List 3" \l 3"All events" test (Reg. ( 1.461-1):  Under accrual method, a liability is taken into account in the year in which (1) all the events have occurred that establish liability, (2) the amount of the liability can be determined with reasonable accuracy, and (3) economic performance has occurred with respect to the liability.

listnum "WP List 3" \l 4Court holds that although G.D. has pretty good estimate liability is not firmly established because claims may never actually be filed.

listnum "WP List 3" \l 3Example:  Mooney Airplane




$40,000 selling price




$   1000 refund when plane retires




$39,000 Mooney wants to report

listnum "WP List 3" \l 4Three ways to tax the transaction:

listnum "WP List 3" \l 5IRS says you don't get to exclude $1000 until you pay the bond (then get deduction) -- follows the cash

listnum "WP List 3" \l 5Taxpayer wants immediate deduction

listnum "WP List 3" \l 5Discount the $1000 back to the present (based on life of plane) -- and deduct $312 now (like zero-coupon bond)

listnum "WP List 3" \l 3The IRS treats you like cash basis when income comes in, but does not allow you a deduction until expense is actually paid out.

listnum "WP List 3" \l 3Code (461(h) -- even though "all events" is satisfied, you don't get deduction until it is actually paid out.  ("When the quarters have fallen from the machine; when the $1000 is paid out").

PERSONAL DEDUCTIONS, EXEMPTIONS, AND CREDITS
listnum "WP List 4" \l 1Introduction

listnum "WP List 4" \l 2Personal deductions are subtracted from adjusted gross income to arrive at taxable income.

listnum "WP List 4" \l 3Taxpayers may elect to give up the itemized deduction and instead claim the standard deduction.

listnum "WP List 4" \l 3In addition to itemizing or claiming the standard deduction, all taxpayers are entitled to a personal exemption deduction for themselves and for each of their dependents.

listnum "WP List 4" \l 3The benefits of both the personal and itemized deduction are reduced as adjusted gross income rises above certain threshold amounts.

listnum "WP List 4" \l 3For many low-income people, the standard deduction simplifies the taxpaying process and, together with the personal exemption, ensures that no tax will be imposed on income below a certain level.

listnum "WP List 4" \l 2Personal deductions are those that have nothing to do with the production of income.  Can be looked at 2 ways:

listnum "WP List 4" \l 3Based on ability to pay

listnum "WP List 4" \l 3Or a direct subsidy to particular kinds of expenditures.

listnum "WP List 4" \l 1Casualty losses

listnum "WP List 4" \l 2Code (165 (at 136):

listnum "WP List 4" \l 3Deductions are allowed for losses not compensated for by insurance or otherwise.

listnum "WP List 4" \l 3Deduction allowed = amount of adjusted basis.

listnum "WP List 4" \l 3For individuals, deductable losses are limited to

listnum "WP List 4" \l 4Losses incurred in a trade or business

listnum "WP List 4" \l 4Losses incurred in any transaction entered into for profit, though not connected with a trade or business

listnum "WP List 4" \l 4Losses not connected with a trade or business arising from fire, storm, shipwreck, or other casualty, or from theft, provided that the loss from each casualty or theft exceeds $100, and provided that the losses in the aggregate exceed 10% of adjusted gross income.

listnum "WP List 4" \l 3Availablity of the deduction discourages the purchase of insuance

listnum "WP List 4" \l 3Cases center upon drawing the line between "casualties" and the day-to-day misfortunes we all should bear without tax relief.

listnum "WP List 4" \l 2Dyer (476)

listnum "WP List 4" \l 3Neurotic cat knocks over vase, taxpayer wants $100 deduction for casualty loss.  Court holds that such a loss does not qualify as a "casualty" under (165(c)(3).

listnum "WP List 4" \l 3Why should there be a deduction for casualty loss?

listnum "WP List 4" \l 4Ability to pay is decreased when you suffer a loss

listnum "WP List 4" \l 4But shit happens, so why should all taxpayers share the risk of loss?  The tax system is not an insurance policy.

listnum "WP List 4" \l 3"Suddenness" requirement, like "fire, storm, shipwreck"

listnum "WP List 4" \l 4Reflects a great loss and causation

listnum "WP List 4" \l 4So termites, dry rot, and onion smut are not deductible

listnum "WP List 4" \l 4The requirement has led to differing results in cases involving lost rings

listnum "WP List 4" \l 2Blackman (479)

listnum "WP List 4" \l 3Taxpayer finds another guy living with his wife, so sets fire to his house and wants a deduction. 

listnum "WP List 4" \l 3Should he get deduction?

listnum "WP List 4" \l 4Sudden?

listnum "WP List 4" \l 4Ability to pay is decreased

listnum "WP List 4" \l 4Causation -- he set the fire, he should not profit from it 

listnum "WP List 4" \l 3But the Code says "fire, etc." w/o exception for who started it.  So Court uses "public policy" to disallow deduction.

listnum "WP List 4" \l 3Shouldn't this be criminal sanction?  Is denying him a tax break like a double penalty?

listnum "WP List 4" \l 4If arsonist burns someone else's house, that homeowner gets a deduction while the arsonist suffers a criminal penalty.  But in this case, we also sock him with a denial of an otherwise valid deduction.

listnum "WP List 4" \l 4So where do you draw the line?  If you left your keys in your car and it's stolen, shouldn't you get a deduction?

listnum "WP List 4" \l 4So the standard is gross negligence (willful, wanton, etc.)

listnum "WP List 4" \l 4Now, courts are allowing deduction for loss of property value due to fire, mudslide, etc. -- indirect loss ***What the hell is this?***

listnum "WP List 4" \l 3For loss, you only get to deduct BASIS according to (165(b).

listnum "WP List 4" \l 3Do we want the tax system to act like an insurance co.?  Jose Canseco gets 40% coverage for crashing his car but pays no premiums.

listnum "WP List 4" \l 3To say deduction is like insurance depends on the deductible, size of premiums, and size and probability of loss.

listnum "WP List 4" \l 4You can look at all these numbers, and self-insuring (w/tax deduction) might be economically better.

listnum "WP List 4" \l 4However, you can only deduct amount over 10% of gross income.  This is like a huge deductible -- if you have $100,000 income, only can deduct amount of loss over $10,000.

listnum "WP List 4" \l 4Plus, there is a $100 floor for each event.

listnum "WP List 4" \l 3Itemized deductions are used by 25% of taxpayers, usually the wealthiest; is this subsidizing the people who need it the least?

listnum "WP List 4" \l 1Extraordinary medical expenses

listnum "WP List 4" \l 2Code ( 213:

listnum "WP List 4" \l 3Expenses are deductible if not compensated by insurance to the extent that such expenses exceed 7.5% of adjusted gross income in the agregate.

listnum "WP List 4" \l 4If everybody got deductions, would be like co-payment insurance plan.

listnum "WP List 4" \l 4But most expenses not covered by insurance are incurred by the rich (private rooms, nurses, etc.).  So are we subsidizing the wealthy by paying 40% of their medical expenses?

listnum "WP List 4" \l 3Medical care means for amounts paid for diagnosis, cure, mitigation, treatment, or prevention of disease . . . or for transportation primarily for and essential to such care.

listnum "WP List 4" \l 3Cosmetic surgery is not included unless procedure is necessary to ameliorate a deformity arising from accident or trauma (tough case -> breast reduction).

listnum "WP List 4" \l 2Taylor (483)

listnum "WP List 4" \l 3Due to a severe allergy, petitioner's doctor instructed him not to mow his lawn.  He paid a total of $178 to have his lawn mowed and claimed it as a medical expense deduction.  Court disallows.

listnum "WP List 4" \l 3Note the interplay between Code ((213 & 262.  Code (262 generally disallows deductions for personal, living or family expeses, while code (213 is a narrow exception to the general rule.  The taxpayer has the burden of proving that the expense falls within 213, and not 262.

listnum "WP List 4" \l 2Ochs (484)

listnum "WP List 4" \l 3Mom has cancer, 2 brats around the house increase her nervousness, so they send the kids to boarding school at a cost of $1400.  Court says expenses were nondeductible family expenses ((262), rather than medical expenses.

listnum "WP List 4" \l 3But this was an involuntary situation; if mom were sent away, it would be deductible.  And it also affects ability to pay.

listnum "WP List 4" \l 3Classic causation problem

listnum "WP List 4" \l 4The expenditure would not have been incurred but for the illness

listnum "WP List 4" \l 4The expenditure would not have been incurred but for the children

listnum "WP List 4" \l 3Court says if they allowed deduction, it would be an administrative nightmare because people would take deductions for normal convenience consumption.

listnum "WP List 4" \l 4But here guy was only making $6000 a year; is he really going to make frivolous or unnecessary expenses?

listnum "WP List 4" \l 4Under the facts of this case, probably should allow the deduction, but coming up with a workable rule would be impossible.

listnum "WP List 4" \l 1Charitable contributions

listnum "WP List 4" \l 2Code (170 (at 151):  Itemized deductions for charitable contributions

listnum "WP List 4" \l 3A charitable contribution is a contribution or gift to or for the use of:

listnum "WP List 4" \l 4The United States and any politicial subdivision thereof

listnum "WP List 4" \l 4Organizations operated exclusively for regligious, charitable, scientific literary, or educational purposes

listnum "WP List 4" \l 4Veterans organizations, Fraternal lodge organizations, and cemetery companies.

listnum "WP List 4" \l 3... provided that such organizations:

listnum "WP List 4" \l 4Operate on a non profit basis;

listnum "WP List 4" \l 4Do not use their funds to benefit any private shareholder or individual

listnum "WP List 4" \l 4Do not engage in efforts to influence legislation, or intervene in any political campaign on behalf of any candidate for public office.

listnum "WP List 4" \l 3Deductions for gifts to churches, educational organizations, medical institutions, and certain publicly supported organizations are limited to 50% of adjusted gross income

listnum "WP List 4" \l 3Deductions for other organizations and for long-term capital gain property are limited to 30% of adjusted gross income.

listnum "WP List 4" \l 3If the taxpayer makes gifts that exceed any of these limites, the excess may be carried over to the succeeding 5 years.

listnum "WP List 4" \l 3When a taxpayer makes a gift of property whose sale would produce long-term capital gain, the amount allowed as a deduction is the FMV of the property.

listnum "WP List 4" \l 4For short-term capital gain property, deduction is limited to the adjusted basis.

listnum "WP List 4" \l 3To the extent that the taxpayer receives something of value, there is no deduction.  The taxpayer can therefore deduct only the excess of the amount paid over the FMV of the benefit received.

listnum "WP List 4" \l 4A taxpayer who wishes to itemize a charitable contribution in excess of $250 must substantiate the contribution with writen acknowledgement from the donee organization which includes an estimate of the value of goods or services provided by the organization to the donor in return (text at 499).

listnum "WP List 4" \l 2Code (501(c)(3) (at 451):  Lists tax-exempt organizations.

listnum "WP List 4" \l 2Ottawa Silica Co. v. United States (494)

listnum "WP List 4" \l 3Mining company donates land to high school, knowing that it will get roads out of the deal.  Court holds that it is not deductible, because the donor receives a substantial benefit (as opposed to an incidental one) in return.

listnum "WP List 4" \l 3As a result of decision, taxpayer receives no current deduction and could only add the basis of the contributed property to its other land as a capital expenditure (497).

listnum "WP List 4" \l 3Same test as Duberstein -- detached, disinterested generosity?

listnum "WP List 4" \l 3But giving to charity is a good thing, do we want to discourage it by a narrow construction of the deduction?

listnum "WP List 4" \l 3When you give to charity, 60% is given by you, 40% is given by the gov't; do we want the gov't to subsidize some of these activities, esp. to the tune of $15 billion?

listnum "WP List 4" \l 3Is anything ever charitable?

listnum "WP List 4" \l 4If you give to college athletics, you get seats at games; if you give $1.5M to NYU, you get a bathroom named after you.

listnum "WP List 4" \l 4At the Met, they sell "special" tickets for $1000 each, when price is normally $150.  $850 is deductible -- gov't subsidy to opera.  Is this better than soup kitchens?

listnum "WP List 4" \l 4What makes charitable contributions different from normal consumption if you are getting something in return?  Does the value of the amount you get back matter?

listnum "WP List 4" \l 3If you want to deduct the whole $1000 in the Met example, you take into account the 1.1% chance of getting audited, much less for getting caught, so no one subtracts out the amount of what they're getting back.  In any case, you won't get busted for fraud.

listnum "WP List 4" \l 4Rule of law -- subtract benefits received out of contribution

listnum "WP List 4" \l 4Chance of getting audited -- 1.1%

listnum "WP List 4" \l 4Chance of getting caught

listnum "WP List 4" \l 4Prevailing practice -- IRS agent doesn't ask right questions

listnum "WP List 4" \l 4Penalty -- no fraud

listnum "WP List 4" \l 3... so economically it makes no sense to deduct the amount of the whole contribution.

listnum "WP List 4" \l 3What about ethics?

listnum "WP List 4" \l 4Informational -- how much do you tell your client?

listnum "WP List 4" \l 4If he wants to do it anyway, you must also make "economic" decision about getting caught or being a "good" lawyer.

listnum "WP List 4" \l 3Are charitable deductions a good subsidy?  Generates more contributions than tax losses, but Zolt is bothered by it.

listnum "WP List 4" \l 4Should list of qualified donees be narrowed (to eliminate backyard churches).

listnum "WP List 4" \l 4In any case, should it be limited to deductions for cash and not property.

listnum "WP List 4" \l 5Valuation problem

listnum "WP List 4" \l 5Basis problem:





IBM stock -> Basis = $1000







FMV= $5000

listnum "WP List 4" \l 5Get to deduct full $5000, so you don't get taxed on $4000 appreciation.

listnum "WP List 4" \l 5Organization is not taxed at all

listnum "WP List 4" \l 3Other problems:

listnum "WP List 4" \l 4Private school charges $6000 tuition, and $4000 "contribution".  It really costs $10,000, but you get to deduct (and taxpayers help pay for) $4000.

listnum "WP List 4" \l 4NYU film school; $20K for student film donated to NYU

listnum "WP List 4" \l 4Stormin' Mormons

listnum "WP List 4" \l 4Scientologists


listnum "WP List 4" \l 2Bob Jones University v. United States (501)

listnum "WP List 4" \l 3University denies admission to people in interracial marriages or relationships.  Under (501(c), which allows deductions for "religious, charitable, . . . or educational purposes," it's an easy case - tax exempt.  But the Court says you need to be part of the list in 501(c), and then you need to be nice guys -- charitable common law (analogies to (170).

listnum "WP List 4" \l 3Court reads in public policy requirement based on legislative acquiesence of IRS revenue rulings inferring the requirement from the statute.  Do we want the IRS to do this? (like Blackman?)

listnum "WP List 4" \l 3But if we allow deduction, would we be subsidizing racial discrimination?

listnum "WP List 4" \l 4But if Congress had wanted it, they would put a "no exemption if you discriminate" provision in the statute.

listnum "WP List 4" \l 4The Court should not legislate (but it has before).

listnum "WP List 4" \l 4By the way, the University's exempt status is not a big deal (these organizations don't make a lot of money); the deduction is important to them, to get contributions.

listnum "WP List 4" \l 4What about others: Smith College, the Citadel, Yeshiva?  Some may offend you, and that would affect how you come out.

listnum "WP List 4" \l 3Because we do not want the IRS to make these subjective "public policy" decisions, Rehnquist's dissent has merit.

listnum "WP List 4" \l 3This is another upside-down subsidy; the poor give a lot (religion), the rich give a lot (education), the yuppies give nothing.

listnum "WP List 4" \l 3Code (501's anti-discrimination language does not include discrimination based on gender.

listnum "WP List 4" \l 1Alimony, child support, and property settlements

listnum "WP List 4" \l 2Generally

listnum "WP List 4" \l 3Alimony payments received by the payee spouse are taxable to her under (71(a), and are deductible to the payor spouse under Code (215.

listnum "WP List 4" \l 3Child support and property settlements are not deductible

listnum "WP List 4" \l 3The incentive to treat payments as alimony increases as the spread between the tax rates of the two spouses increases.  Alimony treatment allows the payor to pay less and give more (deduction constitutes subsidy to payee).  While the payee will have to pay taxes, she will still enjoy a net benefit assuming her tax rate is less than that of her spounse.  In other words, because payor's deduction > payee's tax burden, the spouses can split the excess benefit conferred by the government between themselves.

listnum "WP List 4" \l 4On one hand, this subsidizes divorce.

listnum "WP List 4" \l 4On the other, it's like a transfer of his gross income, so to tax the payee at the husband's rate could be unfair.

listnum "WP List 4" \l 2Code (71:  Alimony is income to the payee.  In order to qualify:

listnum "WP List 4" \l 3Payment must be in cash

listnum "WP List 4" \l 3Payments must be made under a writen instrument of divorce or separate maintenance.

listnum "WP List 4" \l 3Parties must not have elected out of tax treatment (i.e. must not have agreed that the payment will be nontaxable to the payee and nondeductible by the payor).

listnum "WP List 4" \l 3Parties must not be members of same household

listnum "WP List 4" \l 4(hurts poorer taxpayers?)***really? how?***

listnum "WP List 4" \l 4Removes tax incentive for friendly divorces by couples who seek to take advantage of the favorable single person (or head-of-household) rates.

listnum "WP List 4" \l 3Payments cannot continue after death

listnum "WP List 4" \l 4So no property settlements -- the rationale is that because such payments do not represent a diversion of income there is no justification for a deduction

listnum "WP List 4" \l 3Payments must not be for child support

listnum "WP List 4" \l 4Rationale is that if the payor had custody, there would be no deduction for the cost of such support

listnum "WP List 4" \l 3No front-loading -- only payments that are substantially equal for the first three years will be treated as alimony.

listnum "WP List 4" \l 4Back-loading is permitted (i.e. payments that increase in size over the first three years)

listnum "WP List 4" \l 4Provision does not apply when:

listnum "WP List 4" \l 5Either party dies

listnum "WP List 4" \l 5Temporary support payments

listnum "WP List 4" \l 5Payments based on an obligation to pay a fixed portion of the payor's income for at least three years

listnum "WP List 4" \l 4Rationale, again, is to prevent property settlements from being characterized as alimony

listnum "WP List 4" \l 2Code (215:  Alimony payments under (71 are deductible to the payor.

listnum "WP List 4" \l 2Child support obligations in default:  Diez-Argulles (425)

listnum "WP List 4" \l 3Dad does not pay child support; mom claims a deduction for a non-business bad debt.  Court says no deduction, because under ( 166(b), nonbusiness bad debts are deductible only to the extent of the taxpayer's basis in the debts.  Here, the wife had no basis because she was not "out-of-pocket" anything as a result of the deadbeat dad's failure to pay.

listnum "WP List 4" \l 3But the Court has "winked" at the basis requirement before (Farid-Es-Sultaneh case), why not here?

listnum "WP List 4" \l 3And if she gets a deduction, he should get cancellation of indebtedness income.

listnum "WP List 4" \l 3Fairness: deduction may subsidize her childcare, but not mine.  Is this okay because it's a "broken home"?

listnum "WP List 4" \l 1Interest

listnum "WP List 4" \l 2Code (163(h):

listnum "WP List 4" \l 3Interest on a mortgage loan incurred is deductible in full if it is qualified mortgage interest, which is either:

listnum "WP List 4" \l 4Acquisition indebtedness -- debt incurred to buy build, or improve a personal residence, and which is secured by the residence.  There is a limit of $1M on such debt ((163(h)(3)(B)).

listnum "WP List 4" \l 4Home equity indebtedness -- debt secured by a personal residece, with a limit of $100,000, but not in excess of the fair market value of the residence ((163(h)(3)(C)).

listnum "WP List 4" \l 3All other interest not incurred for business or investment purposes is nondeductible personal interest.

listnum "WP List 4" \l 2Code ( 461(g):  No deduction for prepaid interest for cash-basis taxpayers

listnum "WP List 4" \l 3If taxpayer uses cash method, interest paid by the taxpayer which is allocable to a period following the close of the taxable year shall be charged to a capital account and shall be treated as paid in the period to which applicable.

listnum "WP List 4" \l 3However points on a home mortgage are properly deductible.

listnum "WP List 4" \l 3In English, cash basis taxpayer cannot get a deduction for prepaid interest.  Deduction is proper only for interest matched with indebtedness during the taxable year.

listnum "WP List 4" \l 2Subsidy amounts to $41 billion a year, but it will never be changed

listnum "WP List 4" \l 3$1M cap may be lower, but how much?

listnum "WP List 4" \l 3Reliance problem; price of your house reflects interest deduction.  Without deduction provision, home values would be reduced.

listnum "WP List 4" \l 2Why home equity deduction?

listnum "WP List 4" \l 3It encourages home ownership

listnum "WP List 4" \l 3Pay for education or new car -> now its tax deductible.

listnum "WP List 4" \l 3So people are forced to go through the "home equity loop" to get things that are not deductible, deductible

listnum "WP List 4" \l 3But what about paternalistic concern that if people don't pay, they could lose the house?

listnum "WP List 4" \l 3Makes your one asset more liquid -> you don't have to sell your house to send your kid to college.

listnum "WP List 4" \l 2Tax Exempt Bonds:



Example #1: 
Tax exempt  
  7%  (3% implicit tax)





Taxable
10%



Borrow $100,000 to buy back bonds at 10%

listnum "WP List 4" \l 3$10,000/year interest payment taxed at 40%, $4000 is deductible as interest cost, so bond costs $6000.

listnum "WP List 4" \l 3Bond pays you $7000, so you make $1000 in arbitrage.

listnum "WP List 4" \l 3( 265 stops this -> no deduction for tax-exempt income; but you could do this with a home equity loan.

listnum "WP List 4" \l 2Example #2:  Buy land for $100,000  ***Get Mike to explain this***



Property earns 6% a year, you are paying 6% interest

listnum "WP List 4" \l 3You should break even, but you can deduct the $6000/year interest you pay, then you get deferral and capital gain treatment on the $24,000.

listnum "WP List 4" \l 3Deferral -> only when you sell do you pay tax

listnum "WP List 4" \l 3Capital Gain -> converting income into capital gain.

listnum "WP List 4" \l 1Taxes

listnum "WP List 4" \l 2Code ( 164(a):  State, local, and foreign property and income taxes can be claimed as itemized personal deductions, without regard to any business or investment connection.

listnum "WP List 4" \l 3This equalizes residents of different states and localities with different tax methods.

listnum "WP List 4" \l 3But sales tax is no longer deductible.

listnum "WP List 4" \l 1Personal and dependency exemptions and credits

listnum "WP List 4" \l 2Code  ((151 & 152:

listnum "WP List 4" \l 3Grants each taxpayer a deduction for a personal exemption.  ($2300 in 1992, annually adjusted for inflation).

listnum "WP List 4" \l 3Provides an exemption for each qualified dependent of the taxpayer.

listnum "WP List 4" \l 4Related to the taxpayer by blood, marriage, or adoption

listnum "WP List 4" \l 4Derives more than 1/2 her support (not including scholarships) from the taxpayer

listnum "WP List 4" \l 4Has a gross income of less than the exemption amount for the year in which dependency is claimed

listnum "WP List 4" \l 2Code (22 -- Provides a credit for retirement income.  It was initially designed to equalize the tax burden on people over 65 receiving social security (which used to be wholly tax exempt), and people who provided for their own retirement.  Now credit can be applied to income from any source. 

listnum "WP List 4" \l 2Code (32 -- Earned income tax credit
listnum "WP List 4" \l 3Acts as a "negative income tax" -- tax credit is phased out as income rises above $11,840.

listnum "WP List 4" \l 3Credit is refundable; if it exceeds the amount of tax owned, the person receives a check from the Treasury.

listnum "WP List 4" \l 3Credit is available only to people with children, who are either married, are a surviving spouse, or are the head of a household (((2(a) & (b))

MIXED BUSINESS AND PERSONAL OUTLAYS
listnum "WP List 5" \l 1Controlling the abuse of business deductions

listnum "WP List 5" \l 2Code  (162(a) (at 118):  Allows deduction of ordinary and necessary expenses paid or incurred in carrying on any trade or business, including:

listnum "WP List 5" \l 3Reasonable allowance for salaries

listnum "WP List 5" \l 3Traveling expeses (including meals and lodging) while away from home in the pursuit of a trade or business

listnum "WP List 5" \l 3Rentals or other payments in order to use or possess property for purposes of the trade or business

listnum "WP List 5" \l 2Code (183 (at 169):

listnum "WP List 5" \l 3Generally disallows deductions attributable to activities not engaged in for profit (i.e., a hobby).

listnum "WP List 5" \l 3However, income generated by such a hobby venture can be offset by the expenses of that venture (after reduction of income by all other deductions allowed without regard to profit motive) if such expenses plus other miscellaneous expenses exceed 2% of adjusted gross income (text at 533).

listnum "WP List 5" \l 3If 3 out of the last 5 years of the activity have resulted in profit, then the activity is presumed to be for profit (and therefore outside the scope of this provision) unless the Commissioner can establish otherwise ((183(d)).

listnum "WP List 5" \l 4For horse breeding and racing, the rule is 2 out of the last 7 years.

listnum "WP List 5" \l 2Code (262:   No deduction shall be allowed for personal, living, or family expenses.

listnum "WP List 5" \l 2Code (280A (at 212): 

listnum "WP List 5" \l 3Generally disallows deductions for business expenses with respect to the use of a dwelling unit which is used by the taxpayer during the taxable year as a residence.

listnum "WP List 5" \l 3However, such deductions are allowed to the extent that they are allocable to a portion of the dwelling unit which is exclusively used on a regular basis:

listnum "WP List 5" \l 4As the principal place of business for any trade or business of the taxpayer;

listnum "WP List 5" \l 4As a place of business which is used by patients, clients, or customers in meeting or dealing with the taxpayer in the normal course of his trade or business; or

listnum "WP List 5" \l 4In the case of a separate structure which is not attached to the dwelling unit, in connection with the taxpayer's trade or business.

listnum "WP List 5" \l 3In the case of an employee, deductions are allowed only if the exclusive use referred to above is for the convenience of her employer.

listnum "WP List 5" \l 2Code (280A "vacation home" provisions:

listnum "WP List 5" \l 3If the unit is not used at all for personal purposes (see above), the taxpayer is allowed to deduct expenses (utilities, repairs, etc.), depreciation, interest, and taxes, subject to the limitation on deduction of passive activity losses.

listnum "WP List 5" \l 3If the unit is used for personal purposes for more than the specified amount of time (generally 14 days of the year), but is rented out for less than 15 days during the year, then the owner exludes the rental income and may not claim deductions other than for interest and taxes.

listnum "WP List 5" \l 4This was intended to be a de minimus exception, but has allowed tax windfalls for people who have been able to rent their homes for short periods at high rents (i.e., L.A. Olymics in 1984)

listnum "WP List 5" \l 3If the unit is used for personal purposes for less than the specified amount of time, the disallowance rule of (280A(a) does not apply, but the deduction other than for taxes is allowed only on a pro rata basis (comparing rental and personal use) and is subject to the limitation on deduction of passive activity losses.

listnum "WP List 5" \l 3If the unit is used for personal purposes for more than the specified amount of time, then expenses other than interest and taxes must still be prorated, but the deduction for such prorated expenses cannot exceed the rent received, reduced by an allocable share of the interest and taxes.  [Analagous to (183(b) rule which limits deductions for hobby activities to the income from the activity].

listnum "WP List 5" \l 2Mixed business and personal outlays are troublesome, and need to be regulated because of abuse. *** move to bottom of section ***

listnum "WP List 5" \l 3To see if an expense is deductible, look for business nexus:

listnum "WP List 5" \l 4Totally business (no spouse, no fun)

listnum "WP List 5" \l 4Sufficient business nexus (Danville)

listnum "WP List 5" \l 4Moving force -> "if not for business purpose, I would not be here"

listnum "WP List 5" \l 3Tests:

listnum "WP List 5" \l 4Primary purpose (Knickerson)

listnum "WP List 5" \l 4"But for" (child care case)

listnum "WP List 5" \l 4Proximate cause

listnum "WP List 5" \l 4Subjective v. Objective

listnum "WP List 5" \l 3Considerations:

listnum "WP List 5" \l 4Equity

listnum "WP List 5" \l 4Economic

listnum "WP List 5" \l 4Administrative

listnum "WP List 5" \l 2Nickerson (524)

listnum "WP List 5" \l 3Advertising guy buys farm and loses $7000 a year.  Question is whether it was a hobby ((183), or a business deduction ((162), for which profit must be his primary goal.  The Court found that profit was his primary goal, because they looked to the long-term potential of the farm, and so t.p. efforts were like start-up costs.

listnum "WP List 5" \l 3Taxpayer is losing money on maintenance, etc; but he hasn't bought cows or farm equipment, so can he really expect to make a profit?

listnum "WP List 5" \l 3Court uses SUBJECTIVE test, because objectively, he loses

listnum "WP List 5" \l 4After six years, he still doesn't have cattle for the farm.

listnum "WP List 5" \l 4The one fact that saved him was that there was no recreation involved in t.p.'s manual hard labor on the farm.

listnum "WP List 5" \l 4So under the subjective test, if you're idiotic enough to think you'll make a profit, the government will gladly subsidize you with my tax dollars.

listnum "WP List 5" \l 4But subjective test allows taxpayers to use diversity and innovation in new profit-making schemes.

listnum "WP List 5" \l 3Although a subjective test is used, ultimate determination uses objective factors (no joke)--(Reg ((1.183-2(b)(1) to (9))

listnum "WP List 5" \l 4Manner in which t.p. carries on the activity (business like or hobby like?)

listnum "WP List 5" \l 4The expertise of the taxpayer or his advisors

listnum "WP List 5" \l 4The time and effort expended by the taxpayer in carrying on the activity

listnum "WP List 5" \l 4Expectation that assets used in activity may appreciate in value

listnum "WP List 5" \l 4The success of the taxpayer in carrying on other similar or dissimilar activities

listnum "WP List 5" \l 4Taxpayer's history of income or losses with respect to the activity

listnum "WP List 5" \l 4The amount of occasional profits, if any, which are earned

listnum "WP List 5" \l 4The financial status of the taxpayer

listnum "WP List 5" \l 4Elements of personal pleasure or recreation.

listnum "WP List 5" \l 3These tax rules seek to weed out the "tax farmers" and hobby farmers from the real farmers.

listnum "WP List 5" \l 3Should we allow the tax rules to depend on the amount of sympathy we have for the taxpayer?

listnum "WP List 5" \l 2Moller v. United States (537)

listnum "WP List 5" \l 3Couple manages portfolios of $13-14M from their home, and want to deduct expenses of home office.  Court finds that because they were "investors" and not "traders," they were not carrying on a trade or business, and so the deduction was disallowed.

listnum "WP List 5" \l 3Are they engaged in a "trade or business" under ( 280A?

listnum "WP List 5" \l 4Their total costs are $22K, a professional portfolio manager would charge at least $100K, and if they hired someone else, it would be deductible.

listnum "WP List 5" \l 4Although running a portfolio is found not to be a trade, isn't this case easier than Nickerson, because they are actually making a profit?

listnum "WP List 5" \l 4Does it make any sense that to get a deduction, they needed to use a buy/sell strategy, as opposed to a buy/hold strategy?

listnum "WP List 5" \l 4Would active/passive be a better distinction?  Court clearly rejects this reasoning -- "merely because taxpayers spent much time managing their own sizeable investments does not mean that they were engaged in a trade or business."

listnum "WP List 5" \l 5They worked 40-42 hours a week, but it was their own portfolio.

listnum "WP List 5" \l 5Where do you draw the line?

listnum "WP List 5" \l 3Taxpayers may benefit later from the decision, because gain rollover when you sell your house (i.e. if you buy a new house you need not realize a gain) only applies to principal residence, which does not apply to that portion used as an office.  (1/8th of home bought at $40,000, sold for $500,000 is big money.)

listnum "WP List 5" \l 2Henderson (545)

listnum "WP List 5" \l 3Taxpayer worker for Attorney General's office; she bought $35 print, $35 plant, and $180 parking space, and wants to deduct as an ordinary and necessary business expense.

listnum "WP List 5" \l 3Court held that they were nondeductible personal expenses, because there was not a "sufficient nexus" between the expenses and the carrying on of her trade or business.

listnum "WP List 5" \l 3If she were self-employed, she would probably be allowed the deduction.

listnum "WP List 5" \l 2Section 67 sets a 2% of adjusted gross income floor on "miscellaneous itemized deductions" ***Should this be moved***

listnum "WP List 5" \l 3If you are an employee making $100,000 a year, you can only deduct anything above $2000.

listnum "WP List 5" \l 3This threshold discourages cheaters who feel compelled to claim it because everyone else is.

listnum "WP List 5" \l 1Travel and entertainment expenses

listnum "WP List 5" \l 2Rudolph v. United States (548)

listnum "WP List 5" \l 3Insurance co. gives trip to New York to employees who meet certain sales quota.  The IRS wants to tax the trip's value to them.  Court finds that it was a "pleasure trip".

listnum "WP List 5" \l 3Employee argued that he was compelled to go if he wanted to move up the corporate ladder.

listnum "WP List 5" \l 4After all, he spent 2 days on a train with 500 insurance agents

listnum "WP List 5" \l 4Dissent agrees that it was forced consumption (like Benaglia?), and that it was unfair that doctors and lawyers get to deduct these conventions because they are self-employed, and insurance agents don't.

listnum "WP List 5" \l 3Can you tax on how much it was worth to him?  Otherwise, you get DWL:




Example:  Cost of trip = $1000, value to Rudolph = $500




employer

Rudolph

worth





$ 1000

$ 1000

$ 500



35% ded. 350

     -0-

   175 tax




$  650

$ 1000

$ 325




-- so DWL of $650 - $325  ***Check this***

listnum "WP List 5" \l 3Spouse's expenses are deductible only if her presence has a bona fide business purpose.  Reg (1.162-2(c).

listnum "WP List 5" \l 4Dissent argues that wifes' presence serves such a purpose--they keep convention from turning into a "stag party"

listnum "WP List 5" \l 3Is it better not to tax employee, and not to give employer deduction?

listnum "WP List 5" \l 2Schultz (552)

listnum "WP List 5" \l 3Jeweler wants deduction for entertainment and advertising expenses of $9700.

listnum "WP List 5" \l 3Court finds that only $5500 represents ordinary and necessary business expenses.  The remaining expenses were not directly related to the conduct of the taxpayer's business

listnum "WP List 5" \l 3Do we want to subsidize his entertainment expenses?

listnum "WP List 5" \l 4When I get stuck in New York, I pay for my hotel with after-tax dollars.

listnum "WP List 5" \l 4Though distinctions involved in deciding what is "usual" business entertainment.

listnum "WP List 5" \l 3So the incentive for taxpayers now is to always say you spent more; if the court is going to knock it down anyway, double the amount that you actually spent.

listnum "WP List 5" \l 3Four ways to tax transaction:

listnum "WP List 5" \l 4No deduction at all.

listnum "WP List 5" \l 4Dollar or percentage limits

listnum "WP List 5" \l 4Split between business and personal:  How much is it worth to an average person?

listnum "WP List 5" \l 4Full deduction if you can show sufficient nexus -> primary purpose was business.

listnum "WP List 5" \l 2Code (274 (text at 555):

listnum "WP List 5" \l 3Taxpayers may deduct the cost of any activity which is of a type generally considered to constitute entertainment, amusement, or recreation only if the activity is directly related to business, or if it is associated with business and directly proceedes or follows a substantial and bona fide dusiness discussion.

listnum "WP List 5" \l 4The direct relation requirement is intended to rule out deductions for entertainment intended merely to establish goodwiil.

listnum "WP List 5" \l 4No deduction may be made for amounts paid or incurred for membership in any club organized for business, pleasure, recreation, or other social purpose.

listnum "WP List 5" \l 4No more fancy cruises

listnum "WP List 5" \l 4Does not apply to food provided on business premises, 
expenses treated as compensation, reimbursed expenses, etc. ((274(e)).

listnum "WP List 5" \l 3Only 50% of the cost for meals and entertainment may be deducted under this provision.  The remaining 50% of the cost is treated as a nondeductible personal expense.  Rationale for this limitation is:

listnum "WP List 5" \l 4Taxpayers who can arrange business settings to engage in personal consumption receive, in effect, a Federal tax subsidy for such consumption not available to other taxpayers

listnum "WP List 5" \l 4Business travel and entertainment often may be more lavish than comparable activities in a nonbusiness setting.

listnum "WP List 5" \l 3No deduction is allowed for the additional travel expenses of the person's spouse (or dependent, or any other person) unless:

listnum "WP List 5" \l 4The spouse is an employee of the person claiming the deduction;

listnum "WP List 5" \l 4The spouse had a bona fide business purpose for going on the trip; and
listnum "WP List 5" \l 4the additional expenses would otherwise be deductible.

listnum "WP List 5" \l 3No deduction may be taken for traveling expenses, entertainment, or business gifts unless the taxpayer substantiates by adequate records or by sufficient evidence corroborating the taxpayer's own statement the amount, time, and place of the travel or entertainment or the date and description of the gift, the business purpose of the expense, and the business relationship to the person entertained or the donee ((274(d)).

listnum "WP List 5" \l 3Where a person combines business and pleasure on a trip to a foreign country, the air fare is partially disallowed.

listnum "WP List 5" \l 4"If you go to Brazil, it's not deductible"

listnum "WP List 5" \l 2Levine (559)

listnum "WP List 5" \l 3Employee of shoe importer throws dinner/pool parties and wants to deduct as business expenses.  Court disallows deductions, because he failed to substantiate any of the claimed expenses under (274.

listnum "WP List 5" \l 4Mere estimates of expenses and uncorroborated oral testimony are insufficient to satisfy the requirements of (274(d)

listnum "WP List 5" \l 3Taxpayer claimed an "ordinary and necessary" business expense ((162) because he sold shoes to customers at parties.  But written into "ordinary and necessary" is there a consideration of what you expect to get out of it?

listnum "WP List 5" \l 2Carver (562)

listnum "WP List 5" \l 3Painting contractor claimed $38 a day for food and lodging when he had jobs in other cities.

listnum "WP List 5" \l 3IRS created a de minimus exception to the substantiation requirement for certain per diem amounts received from an employer where an employee has made a satisfactory accounting to her employer.

listnum "WP List 5" \l 3So if he was an employee, he could deduct $44 a day without substantiation ($151 in New York).

listnum "WP List 5" \l 3But he's not an employee, so the Court only gave him $12/day for food (in 1992, would be $34 or $26).

listnum "WP List 5" \l 2Moss (564)

listnum "WP List 5" \l 3Lawyers meet at Cafe Angelo every day for lunch; the taxpayer wants to deduct his $1000 ($4/day) as a business expense.  The court did not allow the deduction, because the meals were not business necessities.

listnum "WP List 5" \l 3Is the problem that the meals were no more expensive than the taxpayer would otherwise consume?

listnum "WP List 5" \l 4Usually business lunches are extravagant; the taxpayer would not pay for it if it were not for the business benefit; he would get more value from using the same money to buy something else, hence, the meal confers on him less utility than the cash equivalent would.  So justification for deduction of "cheap" lunches is less strong.

listnum "WP List 5" \l 5Classic upside-down subsidy -- allows deductions to the rich but not the poor

listnum "WP List 5" \l 5But to allow a deduction for all business-related meals would confer a windfall on people who can arrange their work schedules so they do some of their work at lunch.

listnum "WP List 5" \l 5Do we need outsiders there (i.e. clients) for the element of a compelled nicer lunch?

listnum "WP List 5" \l 4But taxpayer could not bring P.B. & J. sandwich to lunch.  Because the meetings were in a restaurant, he had to order something even if he derived less utility from the meal than its cash equivilant.

listnum "WP List 5" \l 4He lost because they go out every day; if it was once a week, would probably be okay.

listnum "WP List 5" \l 3If a partner takes a client out to lunch, it's deductible

listnum "WP List 5" \l 4If client takes partner out to lunch, it's deductible if business is discussed.

listnum "WP List 5" \l 4If partner takes out associate, it's also okay if business is discussed.

listnum "WP List 5" \l 4NYU Brownbag lunch -> if speaker - deductible, if not - income to professors.

listnum "WP List 5" \l 2Danville Plywood Corp. v. United States (568)

listnum "WP List 5" \l 3Plywood company claims $103,000 deduction to send 120 people to the Superbowl in New Orleans.  Court said expenses were not "ordinary and necessary."

listnum "WP List 5" \l 3But amounts were reasonable (not like $1000 bottle of wine), so depends on who went?

listnum "WP List 5" \l 4Customers: as a calculated business decision, taking customers makes sense.

listnum "WP List 5" \l 4Employees: if income to them, then deductible.  Question is whether they are there to hustle customers.

listnum "WP List 5" \l 3Good Ideas to get the tax deduction:

listnum "WP List 5" \l 4Invitation w/ advertising brochure

listnum "WP List 5" \l 4Check-in package w/ order form, samples, schedule including meetings

listnum "WP List 5" \l 4Dinner, where you tell plywood jokes and introduce president and employees.

listnum "WP List 5" \l 3Should you let the tax policy turn on how well you structure the transaction (form over substance)?

listnum "WP List 5" \l 3Kirkland and Ellis "boot camp" in Denver:  IRS has never challenged deductibility of these cases.

listnum "WP List 5" \l 3Knicks tickets:  3/4ths used for clients are deductible, but the 1/4th left over are given to associates.  But the whole amount is deductible, like paying for the 3/4ths--the good games.

listnum "WP List 5" \l 1Child care expenses

listnum "WP List 5" \l 2Smith (576)

listnum "WP List 5" \l 3Couple looks to deduct money spent to employ child care because the wife works.  They argue "but for" test: but for the nanny, wife couldn't work, she wouldn't earn income, and so there would be no income to tax.  Court said the expense was "personal."

listnum "WP List 5" \l 4Classic causation problem -- "but for" wife's work, no nanny, yet "but for" kids, no nanny either.

listnum "WP List 5" \l 4Can parent's outlays sensibly be characterized as "ordinary and necessary expenses paid or incurred in carrying on a trade or business?"

listnum "WP List 5" \l 3So case depends on how you view children: is it a choice, like a big house, or is it the norm?

listnum "WP List 5" \l 3Do we want to subsidize the cost of having kids?

listnum "WP List 5" \l 2Code (21:

listnum "WP List 5" \l 3Provides for a credit -- a dollar-for-dollar tax reduction (instead of 40% of dollar) -- which doesn't depend on tax rate, [so is worth more to higher income (upside-down subsidy?) -- really, why?]***.

listnum "WP List 5" \l 3The credit is a percentage of the amount spent for household services or employement related expenses (so nanny, cleaning expenses, etc.), up to $2400 for one child (or other "qualifying individual" -- kid under 13 and the disabled) and $4800 for two or more children.  The percentage used in determining the amount of the credit declines as income rises.

listnum "WP List 5" \l 4Overnight camp does not qualify as a creditable expense (580)!

listnum "WP List 5" \l 3Example:




Income
Rate

multiplied




$ 10,000
30%

by $2400
$1440




$ 18,000
26%

     or

    to




$ 30,000
20%

  $4800
$ 960

listnum "WP List 5" \l 3The amount of the credit ($1440 to $960) is small potatoes; why have it at all?

listnum "WP List 5" \l 4Lowest income taxpayers don't even file taxes; so overall, it's only a slight adjustment.

listnum "WP List 5" \l 4So tax code still favors traditional, one-worker families.

listnum "WP List 5" \l 4"Employment related expenses" are nannies, maybe cleaning expenses, and definitely not chauffeurs.

listnum "WP List 5" \l 4Are we encouraging only the wealthy to have children?

listnum "WP List 5" \l 4Cravath couple:  husband earns $1M, wife $40,000, her income is taxed at their marginal rate.  *** check this ***

listnum "WP List 5" \l 5Should we separate for tax treatment?  

listnum "WP List 5" \l 5They have enough money, do they need the tax break?

listnum "WP List 5" \l 2Code (129:  Permits an employer to make available to employees, free of tax, up to $5000 per year for child-care expenses through a dependent care assistance program (DCAP).

listnum "WP List 5" \l 2Under Code (21(c), amount of child-care expenses that can be used to calculate the (21 tax credit is reduced by amounts excluded under (129.  So when the marginal rate of tax on a taxpayer's income is lower than the credit rate on their expenses (which ranges from 30-20% -- see above) they are better off to forgo the (129 benefits on use their expenses to claim a (21 credit.

listnum "WP List 5" \l 1Commuting expenses

listnum "WP List 5" \l 2Code (162(a):

listnum "WP List 5" \l 3A taxpayer may deduct traveling expenses -- including meals and lodging not extravagant under the circumstances ...

listnum "WP List 5" \l 3While away from home ...

listnum "WP List 5" \l 3In pursuit of a trade or business.

listnum "WP List 5" \l 2Flowers (580)

listnum "WP List 5" \l 3Taxpayer lived in Jackson, took a job in Mobile, and deducted commuting expenses, food and lodging while in Mobile.  Court says no deduction, personal expense (but the train ride is not much fun).

listnum "WP List 5" \l 3Court uses 3-part test of ( 162(a)(2):

listnum "WP List 5" \l 4Expenses must be reasonable and necessary

listnum "WP List 5" \l 4Incurred while away from home

listnum "WP List 5" \l 4In pursuit of business

listnum "WP List 5" \l 3Flowers lost on (3).

listnum "WP List 5" \l 4Court concentrates on the railroad's business; r.r. doesn't care where he lives.

listnum "WP List 5" \l 4Work is work, where you live is personal decision, so it's not a business expense.

listnum "WP List 5" \l 5Is this just a long commute?

listnum "WP List 5" \l 5Important for him to maintain contacts in Jackson.

listnum "WP List 5" \l 3General Rule: no deduction for commuting expenses

listnum "WP List 5" \l 4Plumber cases: if you have no fixed business home, no deduction, because it's all commuting expenses.  ***What is this?***

listnum "WP List 5" \l 4But you are allowed deduction if you have principal office 

listnum "WP List 5" \l 5Lawyer gets deduction for bringing his car to work--might have to drive to court, or pick up a client.  (Converts personal to business expense).

listnum "WP List 5" \l 5So you have to have an office, go there first, then go out on jobs, and these expenses would be deductible.

listnum "WP List 5" \l 4Martina lives in Aspen, and "commutes" to Wimbledon.  

listnum "WP List 5" \l 5If you believe plumbers' cases, and Flowers, then no deduction.

listnum "WP List 5" \l 5But she would probably win, because she set up tennis club in Aspen (location of income-producing activity).

listnum "WP List 5" \l 2Hantzis (586)

listnum "WP List 5" \l 3Harvard law student takes summer job in New York; she makes $3700, and deducts $3200 in traveling, apartment and food in NY.  Court denied the deduction, on the basis that the expenses were not incurred "while away from home."

listnum "WP List 5" \l 3The critical step of defining home is to recognize that the while away from home requirement has to be construed in light of the further requirement that the expense be the result of business exigencies.

listnum "WP List 5" \l 4Code (162(a)(2) seeks to mitigate the burden of the taxpayer who because of the exigencies of his trade or business, must maintain two places of abode and thereby incur additional and duplicate living expenses.

listnum "WP List 5" \l 4So the ultimate allowance or disallowance of a deduction is a function of the court's assessment of the reason for a taxpayer's maintenance of two homes.

listnum "WP List 5" \l 3Temporary employment doctrine:

listnum "WP List 5" \l 4A choice of the location of a residence is a personal decision, unrelated to any business necessity.  Thus it is irrelevant how far he travels to work -- such travel is not deductible because the expense is personal.

listnum "WP List 5" \l 4However, when a taxpayer expects to be employed in a location for only a short or temporary period of time and travels a considerable distance to the location from his residence, it is unreasonable to assume that his choice of a residence is dictated by personal convenience.  The reasonable inference is that he is temporarily making these travels because of a business necessity -- such expenses should therefore be deductible.

listnum "WP List 5" \l 4But this rule has no application where the taxpayer has no business connection with his usual (first) place of residence.  Only a taxpayer who lives one place, works another, and has business ties to both, is in the ambiguous situation the temporary employment doctrine is designed to resolve.  In other words, the continued maintenance of the first home must have a business justification.

listnum "WP List 5" \l 3Taxpayer makes two arguments:

listnum "WP List 5" \l 4Expenses are away from home

listnum "WP List 5" \l 5But she had no business relation to Boston during this period.

listnum "WP List 5" \l 4Job is for temporary period.

listnum "WP List 5" \l 5But she's not temporarily away from her business home.

listnum "WP List 5" \l 5"Temporary" means less than 1 year ((162(a)(2))***what is this?***

listnum "WP List 5" \l 3Under the other tests, she wins, the only reason she's in NY is for work.

listnum "WP List 5" \l 3Prof. Zolt gets to deduct everything while he's here

listnum "WP List 5" \l 4Ordinary and necessary expenses

listnum "WP List 5" \l 4He's away from his business home (has job in L.A.)

listnum "WP List 5" \l 4In pursuit of business

listnum "WP List 5" \l 4Food is duplicative expense (he would eat anyway) and it's deductible.

listnum "WP List 5" \l 1Clothing expenses:  Pevsner (597)

listnum "WP List 5" \l 2Manager of Yves St. Laurent is required to buy YSL clothes ($1300) and dry cleans them ($240), and wants a business deduction.  She doesn't wear the clothes outside work (leads a "simple life"), but Court uses objective test, so she loses.

listnum "WP List 5" \l 2Objective test -- clothing is deductible if:

listnum "WP List 5" \l 3Required as a condition of employment

listnum "WP List 5" \l 3Not adaptable to general usage as ordinary clothing

listnum "WP List 5" \l 3It is not so worn

listnum "WP List 5" \l 2Court says she loses on (2), because the clothes are adaptable objectively, although maybe not to her life.

listnum "WP List 5" \l 3Objective test is more administratively feasable

listnum "WP List 5" \l 3Have to draw a line somewhere, otherwise lawyers would deduct fancy suits.

listnum "WP List 5" \l 3But is this like Benaglia - forced consumption?

listnum "WP List 5" \l 1Legal Expenses:  Gilmore (601)

listnum "WP List 5" \l 2Code (212(2):  A taxpayer may deduct ordinary and necessary expenses incurred for the management, conservation, or maintenance of property held for the production of income.

listnum "WP List 5" \l 2Taxpayer spent $40,000 defending a divorce (lawyer's fees, etc.); he claims it was an expense incurred for the conservation of income producing property under (212.

listnum "WP List 5" \l 2Court says the deductibility turns not upon the consequences of a failure to defeat a claim (i.e. division of the property), but upon the origin and nature of the claim.  Here, the claim is personal (sensational claims of infidelity), so no deduction.

listnum "WP List 5" \l 2After he lost the case, Gilmore wanted to add the cost to the basis of the stock, and the court gave it to him on the grounds that the costs of defending title are capital expenses.

listnum "WP List 5" \l 3So this is just deferral, he later got $40K of additional basis. ***explain this***

listnum "WP List 5" \l 3This is inconsistent, because now it's like saying it was a business expense.

listnum "WP List 5" \l 2Fairness: deductibility of litigation cost would otherwise turn on the character of assets, whether income or non-income producing.

listnum "WP List 5" \l 2Accardo case:  indicted on racketeering, 3 buddies go to jail, but he wins.  He could not claim ( 162 deduction because he was acquitted, and so his business was found not to be racketeering.

listnum "WP List 5" \l 3But his buddies got the deduction, because they were found to be involved in the trade or business of racketeering.

listnum "WP List 5" \l 3So he tried deduction under (212, for expenses incurred protecting assets from seizure.  But assets were not in fact subject to forfeiture.

listnum "WP List 5" \l 3So does tax depend on the outcome of the case--if you lose, you get deduction.

listnum "WP List 5" \l 1Expenses of education

listnum "WP List 5" \l 2Reg. (1.162-5 (at 894):  Expenditures made for education are deductible if

listnum "WP List 5" \l 3It maintains or improves skills required by the individual in his employment; or

listnum "WP List 5" \l 3Meets the express requirements of the individual's employer.

listnum "WP List 5" \l 3... But expenditures to meet minimum educational requirements, or qualification for a new trade or business are not deductible, because they are personal (or capital) expenditures.

listnum "WP List 5" \l 2Caroll (608)

listnum "WP List 5" \l 3Chicago police detective takes classes at DePaul (English, History, etc.) to go to law school.  Taxpayer claims there's a nexus between his job and the classes.  But this was a "basic" course load, so court said it was unrelated to his duties, and not a business expense.

listnum "WP List 5" \l 3What if a litigator wants to study tax to switch jobs:

listnum "WP List 5" \l 4Not for the firm's benefit, but part of his business

listnum "WP List 5" \l 4He's in the business of being a lawyer (broad definition).

listnum "WP List 5" \l 3Bar Review courses are not deductible, because it is a "minimum requirement"

listnum "WP List 5" \l 4Also, for future earnings (like law school tuition) -> like capital expenditure -- it creates an asset, the ability to practice law, that will produce income over many years.

listnum "WP List 5" \l 4If you take CA bar after practicing for 20 years, IRS says not deductible; practicing law in CA is a new career (min. req.).

DEDUCTIONS FOR THE COST OF EARNING INCOME
listnum "WP List 6" \l 1Current expenses verus capital expenditures

listnum "WP List 6" \l 2Code  (162(a):  Ordinary and necessary business expenses are deductible

listnum "WP List 6" \l 2Code (263 (at 190):  Capital expenditures -- No deduction is allowed for:

listnum "WP List 6" \l 3Any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.

listnum "WP List 6" \l 3Any amount expended in restoring property or in making good the exhaustion thereof for which an allowance is or has been made in the form of a deduction for depreciation, amortization, or depletion.

listnum "WP List 6" \l 2Code (263A (at 190):  With respect to property produced by the taxpayer or acquired for resale:

listnum "WP List 6" \l 3Any costs in the case of property which is inventory shall be included in inventory costs

listnum "WP List 6" \l 3The costs of any other property shall be capitalized

listnum "WP List 6" \l 2Encyclopedia Britannica (613)

listnum "WP List 6" \l 3Taxpayer hired outsider to prepare book, and paid him advances that it wants to deduct immediately as ordinary and necessary business expense.  But the court disallowed, because (263 forbids the immediate deduction of "capital expenditures."

listnum "WP List 6" \l 3The key factor is whether the present expentiture will produce income in the future
listnum "WP List 6" \l 3If Britannica did work in-house, it would be deductible, because it would be difficult to match expenses with a particular book.

listnum "WP List 6" \l 3Three ways to tax the transaction:

listnum "WP List 6" \l 4( 162 -> treat it like paying my own employees

listnum "WP List 6" \l 4Apportionment

listnum "WP List 6" \l 4(263 -> treat as capital expenditure

listnum "WP List 6" \l 3Posner's tree house:

listnum "WP List 6" \l 4If you hire a carpenter to build a tree house that you plan to rent out, his wage is a capital expenditure to you

listnum "WP List 6" \l 4Doesn't matter who the "dominating force" is behind building the tree house -- if it produces income in the future, it is a capital expenditure and must be matched with income.  Otherwise, t.p. gets deferral -- deduction before you report income.

listnum "WP List 6" \l 3Idaho Power - Power company buys truck with useful life of 3 years to build plant which will start operating in 5 years.  The Commissioner said I.P. cannot claim depreciation over the truck's useful life.  Instead their price is added to the basis of the power lines being built.  In effect, the truck is depreciated over the life of the plant (30 years).

listnum "WP List 6" \l 4If you already own the truck, you get imputed income.

listnum "WP List 6" \l 4And if you use it for deliveries, you also get deduction.

listnum "WP List 6" \l 3Faura -> Authors can deduct expenses immediately.  Britannica court stretches to distinguish -- administratively unfeasable to allocate particular expenditures with particular books -- but in general, just a bad decision.

listnum "WP List 6" \l 3Personal injury suits are done on contingency basis; lawyer pays all expenses, and gets 30% when plaintiff gets the award.

listnum "WP List 6" \l 4But personal injury lawyers are deducting expenses when they incur them.

listnum "WP List 6" \l 4So isn't this like building a power plant (cap. expenditure), and so shouldn't deductions be taken when award comes out?

listnum "WP List 6" \l 3Uniform capitalization (( 263A) treats Brittanica's in-house expenses the same as its out-house expenses -- both must be capitalized.

listnum "WP List 6" \l 4This was the major money-raising provision of the 1986 Act.

listnum "WP List 6" \l 4But it means huge record keeping for corps -- allocating slices of employee's work to particular books.

listnum "WP List 6" \l 2Rev. Rul. 85-82 -> A taxpayer who buys a farm may not deduct the portion of the purchase price allocable to the growing of crops.  ***what is this saying?***

listnum "WP List 6" \l 2Reg (1.263A-1T (at 945):  Capitalization and inclusion in inventory of certain expenses --

listnum "WP List 6" \l 3Direct material costs and direct labor costs must be capitalized with respect to a production or resale activity.

listnum "WP List 6" \l 3Inderect costs:  all other costs that directly benefit or are incurred by reason of the performance of a production or resale activity must be capitalized with respect to the property produced or acquired.  This includes repair and maintenance of equipment or facilities, utilities, rent, insurance, etc.  Costs like marketing and advertising are not capitalized.

listnum "WP List 6" \l 1Repair and maintenance expenses

listnum "WP List 6" \l 2Reg. (1.162-4:  The cost of incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition, may be deducted as an expense, provided it does not increase its basis.

listnum "WP List 6" \l 3
listnum "WP List 6" \l 2Midland Empire Packing Co.
listnum "WP List 6" \l 3Oil was leaking into the taxpayer's basement, feds say 'you must get rid of that shit', so they put in concrete liner, and wanted to deduct immediately as a repair, instead of a capital expenditure.

listnum "WP List 6" \l 3The Court said it was a repair, which is "ordinary and necessary" in that other people in the business would make the same expenditures.

listnum "WP List 6" \l 3But isn't the basement better?  It leaked water before, and doesn't now.  So it's better off, and probably worth more.

listnum "WP List 6" \l 4But does a repair just bring property back to where it was before; if it produced $50K income before, and $50K after.

listnum "WP List 6" \l 4A repair, "does not add to the value of the property, nor does it appreciably prolong its life."

listnum "WP List 6" \l 3What about owning an apartment?

listnum "WP List 6" \l 4refrigerator -> cap. expense

listnum "WP List 6" \l 4hole in roof -> deductible expense

listnum "WP List 6" \l 4new roof -> cap. expense

listnum "WP List 6" \l 4painting?

listnum "WP List 6" \l 4changing light bulb -> repair

listnum "WP List 6" \l 4new light fixture -> cap. expense

listnum "WP List 6" \l 1Inventory accounting

listnum "WP List 6" \l 2Valuation of ending inventories -- Three methods

listnum "WP List 6" \l 3FIFO (First in first out)

listnum "WP List 6" \l 3LIFO (Last in first out)

listnum "WP List 6" \l 4If you use LIFO for tax purposes, you must use it for financial accounting purposes ((472(c)).

listnum "WP List 6" \l 3Lower of cost or market (using FIFO)

listnum "WP List 6" \l 2The accrual method of accounting is required with regard to purchases and sales whenever the use of an inventory is required.  Reg (1.446-1(c)(2).

listnum "WP List 6" \l 2Basic accounting review



Gross receipts



Begining Inventory



- Cost of goods sold



+ Purchases



Gross Profit




- Ending inventory 


- Expenses




Cost of goods sold  


    Admin costs



    Depreciation


Tax Faces:
(
(


    Salaries           


End Inv
(
(


Net income before taxes

CGS

(
(


- Tax                  


Gross (
(
(


Net Profit             


NIBT

(
(
listnum "WP List 6" \l 3If you want to minimize taxes, you will understate your ending inventory, which effectively adds more cost to this period.  Higher cost = less profit = less tax.

listnum "WP List 6" \l 3But in a publicly-traded corp., you like to show big profits (so people buy your stock), so you want a high ending inventory.

listnum "WP List 6" \l 2Example #1:



Jan. purchase ->
100,000 units @ $2
=
$ 200,000



June purchase ->
100,000 units @ $3
=
$ 300,000





200,000


$ 500,000



Sell  150,000 units @ $4  =  $ 600,000;  how do you calculate profit?

listnum "WP List 6" \l 3Average cost method



Sold 
150,000 @ $4
=
$ 600,000




Cost
150,000 @ $2.50
=
$ 375,000



Profit



=
$ 225,000




Ending inventory:  50,000 units @ $2.50 =  $ 125,000

listnum "WP List 6" \l 3FIFO method



Sold




$ 600,000




Cost
100,000 @ $2
=
$ 200,000





  50,000 @ $3
=
$ 150,000



Profit



=
$ 250,000




Ending inventory:  50,000 units @ $3 = $ 150,000

listnum "WP List 6" \l 3LIFO method



Sold




$ 600,000




Cost
100,000 @ $3
=
$ 300,000





  50,000 @ $2
=
$ 100,000



Profit



=
$ 200,000




Ending inventory:  50,000 units @ $2 = $ 100,000

listnum "WP List 6" \l 3So, to minimize taxes, use LIFO (assuming climate of rising prices)

listnum "WP List 6" \l 2Example #2 (at 632):  Lower of cost or market valuation



Purchase
40,000 units @ $3 =
$ 120,000



Sale

20,000 units @ $4 =
$   80,000  -> profit = $20,000



Value

20,000 units @ $1 =
$   20,000  -> built-in loss of $40,000

listnum "WP List 6" \l 3Although you have a built-in loss, you don't have realization -> only at sale

listnum "WP List 6" \l 3If you were allowed lower of cost ($3) or market ($1), this would be a deemed sale, at market price, and you would realize a loss.

listnum "WP List 6" \l 4Reflects that your inventory is now a dog

listnum "WP List 6" \l 4This allows you to benefit when you have dogs, but you don't have to take it when you win--taxpayer only gets the upside.

listnum "WP List 6" \l 2Thor Power Tool (633)

listnum "WP List 6" \l 3Thor wants to write off excess spare parts, but keep them on hand for customer good will.  They used arbitrary percentages: 50%, 75%, etc.  Court disallowed the deduction, because it didn't clearly reflect income.

listnum "WP List 6" \l 3Code (471 estabilishes a two part test for analyzing inventory accounting procedures:

listnum "WP List 6" \l 4First, it must comply as nearly as may be with the best accounting practice.  In other words generally accepted accounting principles (GAAP)

listnum "WP List 6" \l 4Second, it must must clearly reflect income

listnum "WP List 6" \l 3Court said, you're okay on GAAP, but it doesn't clearly reflect income

listnum "WP List 6" \l 4Regulations allow for two situations in which a taxpayer can value inventory below market (Reg (1.471-4(b)) (text at 636):

listnum "WP List 6" \l 5If you actually offer inventory at lower cost

listnum "WP List 6" \l 5If merchandise is defective

listnum "WP List 6" \l 4Thor did neither, so could not write-off

listnum "WP List 6" \l 4Thor wanted tax benefit now, but goods on hand for customer goodwill.

listnum "WP List 6" \l 4Thor lost because they did not keep good accounting records to 


justify write-offs.

listnum "WP List 6" \l 3LIFO conformity -> if you use LIFO for tax purposes, you must use it for financial accounting.  (472(c).

listnum "WP List 6" \l 4Tax -> less income/less tax

listnum "WP List 6" \l 4F.A. -> less recorded profits

listnum "WP List 6" \l 3But depreciation is treated differently:  Accelerated for tax purposes; straight line for accounting purposes.

listnum "WP List 6" \l 3At the end of the day, Thor can either:

listnum "WP List 6" \l 4Keep unsaleable inventory and carry it at cost -- thereby overstating taxable income; or

listnum "WP List 6" \l 4Scrap the excess inventory to the detriment of its customers.

listnum "WP List 6" \l 2Code ((1.471-1 to -4:  Inventory accounting methods are used to match costs with revenues, and must follow best accounting practice and clearly reflect income.  Two such methods are FIFO, and lower of cost or market (which is essentially FIFO or market price).

listnum "WP List 6" \l 2Code (472:  Authorizes LIFO as a valid inventory method for tax accounting

listnum "WP List 6" \l 1Rent payment versus installment sale:  Starr's Estate (at 641)

listnum "WP List 6" \l 2Taxpayer "leased" sprinkler system for $1240/year for 5 years, $32/year for the next 5.  Court find that this was really an installment sale, because economically, the system has no resale value, and it is custom made.

listnum "WP List 6" \l 2Question:  Who owns?  (like Inaja & Jordan Marsh); could be:

listnum "WP List 6" \l 3Sale

listnum "WP List 6" \l 3Lease

listnum "WP List 6" \l 3Installment sale -> has an interest component

listnum "WP List 6" \l 4If you're drafting Starr's "lease", make it clear sprinkler co. can come in and make repairs (bundle of sticks)

listnum "WP List 6" \l 4Attributes of ownership:

listnum "WP List 6" \l 5Maintenance costs

listnum "WP List 6" \l 5Residual interest

listnum "WP List 6" \l 5Insurance

listnum "WP List 6" \l 4If the transaction is treated as an installment purchase, the taxpayer is entitled to an interest deduction as well as depreciation.

listnum "WP List 6" \l 2Court says, what's the big deal?

listnum "WP List 6" \l 3If you're renting, you get deduction for rent; and if you're owning, you get deductions for depreciation and interest, and both are equal.

listnum "WP List 6" \l 3But land doesn't depreciate, there might be different tax rates, and now there is accelerated depreciation allowance.

listnum "WP List 6" \l 2Bennington -> College sells campus to alumni, who claims depreciation every year.  College doesn't care about deduction for rental payments, because they don't pay taxes.

listnum "WP List 6" \l 1Goodwill and other assets:  Welch v. Helvering (645)

listnum "WP List 6" \l 2Taxpayer was employee of a grain co. that went bankrupt, he wants to start his own co., so he repays the previous company's debts, and wants a deduction for them.

listnum "WP List 6" \l 2The court holds that goodwill is akin to a capital expenditure (establishing goodwill), as opposed to an ordinary expense of the operation of a business.

listnum "WP List 6" \l 3This analysis is conceptually flawed.  A capital expenditure is an ordinary expense of a business.  The reason capital expenditures are not deducted as they occur has to do with matching income to expenses.

listnum "WP List 6" \l 3Self created goodwill is not amortizable

listnum "WP List 6" \l 3Purchased goodwill can be amortized over 15 years (Code (197).

listnum "WP List 6" \l 2Ways of conceptualizing the problem of whether to allow the deduction:

listnum "WP List 6" \l 3Current v. Future expenditure?

listnum "WP List 6" \l 3Repair v. New improvement?

listnum "WP List 6" \l 3Oridinary v. Extraordinary?

listnum "WP List 6" \l 3Personal v. Business?

listnum "WP List 6" \l 2Here the origin is business, but was it ordinary and necessary?  Is paying other's debts is too weird?

listnum "WP List 6" \l 2American Express:  Pays the debts of its subsidiary and it wants to deduct these payments.  They argue the financial companies aren't going to forgive us, so it's an ordinary and necessary business expense.

listnum "WP List 6" \l 2Friedman:  Lawyer pays the debts of his client after he worked with creditors.  His effectiveness to deal with creditors depends on his credibility, so it was "ordinary and necessary." 

listnum "WP List 6" \l 3But the court did not allow it; he should have tied it closer to his current business.

listnum "WP List 6" \l 3If client's payment was personal, we'd have successfully turned a personal expense into a deductible expense.

listnum "WP List 6" \l 3We could tax the payment as income to the client, as forgiven debt.

listnum "WP List 6" \l 3Or is it a loan from the lawyer?

listnum "WP List 6" \l 2Advertising -> IRS allows a current deduction, even in case of institutional advertising and promotion of a new trade name or product.

listnum "WP List 6" \l 3Why can't you just straight-line over 3 or 5 years?

listnum "WP List 6" \l 3Isn't the American Express settlement just advertising?

listnum "WP List 6" \l 1Ordinary and necessary

listnum "WP List 6" \l 2Extraordinary Behavior:  Gilliam (651)

listnum "WP List 6" \l 3Art teacher on trip to be a guest lecturer goes nuts on an airplane and hits a passenger with a phone.  He wants a deduction for his legal fees.  Court disallows deduction because expenses were not directly related to conducting his trade or business.  Rather, the activities merely occurred in the course of transportation connected with Gilliam's trade or business.

listnum "WP List 6" \l 3But the only reason he was on the plane was for business (origins test), and he took reasonable precautions against going nuts.

listnum "WP List 6" \l 3This is a tougher case than it looks -- what if he brought a bodyguard along, would the cost be deductible?

listnum "WP List 6" \l 3Compare Dancer (656) -- Where driver caused accident which injured child and paid to settle civil claim arising from the accident, payments were deductible because automobile travel was an integral part of his business and "lapses by drivers seem to be an inseparable incident of driving a car."

listnum "WP List 6" \l 3Dominos pizza pays settlements from its drivers hitting people.  This is deductible, as a cost of doing business.

listnum "WP List 6" \l 2Reasonable compensation



Example:




        Sales:
$1M


$1M



 Cost of goods sold:
  750K

  750K



       Profits:
  250K

  250K




       Salary:
    50K

  250K <- if you are CEO and 




      Income:
  200K

     -0-
only shareholder,




       -   Tax:
    80K

     -0-          you pay yourself




     After tax:   120K

     -0-

listnum "WP List 6" \l 3By shifting dividend payments to salary, double taxation of dividends is avoided and corporation can deduct salary payments

listnum "WP List 6" \l 3Code (162(a)(1):  Provides for deduction of a reasonable allowance for salaries.

listnum "WP List 6" \l 3Code (162(m):  Publicly held corporations cannot deduct more than $1M in pay to employees (only managers, so players for pro sports teams are okay).  Does not apply to performance-based compensation.

listnum "WP List 6" \l 2Cost of illegal or unethical activities

listnum "WP List 6" \l 3Code (162(f):  Prohibits the deduction of any fine or similar penalty paid to a government for violation of any law

listnum "WP List 6" \l 3Code (162(c):

listnum "WP List 6" \l 4Prohibits deductions for illegal bribes or kickbacks to government employees, or other such payments to employee of foreighn govt's if payment in unlawful under the Foreign Corrupt Practices act of 1977.

listnum "WP List 6" \l 4Prohibits deductions of illegal payments to other persons any if the law is generally enforced.

listnum "WP List 6" \l 4Prohibits deductions for bribes in connection with Medicare/Medicaid

listnum "WP List 6" \l 3Code (162(g):  Prohibits deductions for punitive 2/3 portion of damages for criminal violations of antitrust provisions of the Clayton Act.

listnum "WP List 6" \l 3These three code provisions are intended to be "all inclusive" and that public policy in other circumstances is generally not sufficiently defined to justify the disallowance of deductions.  IRS conceeds that these limitations apply not only to (162, but also to (212.

listnum "WP List 6" \l 3Stephens (665)

listnum "WP List 6" \l 4Guy embezzeled $530K from company, and had to pay it back + interest.  You pay tax on embezzeled funds, so when you pay them back you should get deduction, so court allows deduction.

listnum "WP List 6" \l 4Court doesn't get into "public policy" blur -- uses (162 baselines to determine if public policy was violated.

listnum "WP List 6" \l 4But does giving him the deduction take the "sting" out of the penalty?

listnum "WP List 6" \l 4Tank Truck Rentals was running overweight trucks through PA; was caught 10% of the time, can they deduct the citations?  If you disallow the deduction, you are penalizing twice.  Just set the fines higher, and don't monkey with deductions.

listnum "WP List 6" \l 1Depreciation, ACRS, and investment credit

listnum "WP List 6" \l 2Three ways to depreciate:

listnum "WP List 6" \l 3Full deduction upon acquisition

listnum "WP List 6" \l 3Account for it upon disposition

listnum "WP List 6" \l 3Partial deduction

listnum "WP List 6" \l 4How long will it be productive? -- physical obsolescence, thechnical obsolescence, or market obsolescence?

listnum "WP List 6" \l 4Salvage value

listnum "WP List 6" \l 4Steady vs. accelerated depreciation

listnum "WP List 6" \l 2Depreciation methods

listnum "WP List 6" \l 3Straight Line:  Example -- $10,000 truck, 5 yr. life

listnum "WP List 6" \l 4$2000 deduction a year

listnum "WP List 6" \l 4Basis: yr.1 = $8000; yr.2 = $6000; etc.

listnum "WP List 6" \l 4In times of high inflation, it might be better to find out the market price (from the bluebook or NYTimes), and deduct the difference in values.

listnum "WP List 6" \l 5But this may be hard to figure out for all assets

listnum "WP List 6" \l 5Does it even out when you sell the asset w/ the inflated price at the end?

listnum "WP List 6" \l 3Double-Declining Balance with straightline switchover

listnum "WP List 6" \l 4Multiplier = (1 / # of years) x adjusted basis

listnum "WP List 6" \l 4When DDB < straight line, take the adjusted basis and straight line it over the remaining years





year

str.line
D.D.B.




  1

2000 (20%)
4000 (20% x 2 = 40%)





  2

2000

2400 (40% of $6000)





  3

2000

1440 (40% of $3600)




 
  4

2000

1080




  
  5

2000

1080

listnum "WP List 6" \l 2Code (167(a) (at 140):  Depreciation deductions are allowed for:

listnum "WP List 6" \l 3Property used in a trade or business

listnum "WP List 6" \l 3Property held for the production of income

listnum "WP List 6" \l 2Code (168 (at 142):

listnum "WP List 6" \l 3General method of depreciation is double declining balance

listnum "WP List 6" \l 3Straight line depreciation is used for Nonresidential real property and residential rental property

listnum "WP List 6" \l 3Salvage value is treated as zero.

listnum "WP List 6" \l 3Applicable covention is the half-year convention (i.e. acquisions are treated as if they were purchased in the middle of the year)

listnum "WP List 6" \l 4But if 40% of all property is placed in service in the last quarter or the taxable year, mid-quarter convention applies (675)

listnum "WP List 6" \l 3Example -- half-year convention:





3 year

5 year



1
33%

20%

-> 1/2 DDB




2
45%

32%






3
15%

19.2%




4
7%

11.52%  
-> Straight line




5


11.52%
 




6


5.75%
-> 1/2 S.L.

Three year property is depreciated over 4 years, five year over 6, etc.

listnum "WP List 6" \l 2Code (179:  Up to $17,500 of the cost of certain property (roughtly all personal property) used in a trade or business may be treated as a current expense.  This deduction may not exceed the income from the business in which the property is used and is phased out, dallar for dollar, as total investment exceeds $200,000.

listnum "WP List 6" \l 2Recapture rules

listnum "WP List 6" \l 3For a $10,000 asset after 2 years, basis will be $6,000 under straightline depreciation, or $3600 under DDB.  If at this time you sell the asset for $12,000, you either (See ((1245 & 1250 for rules):

listnum "WP List 6" \l 4Treat the profit as ordinary income.

listnum "WP List 6" \l 4Treat as ordinary income up to the amount of accumulated depreciation, the rest as capital gain.

listnum "WP List 6" \l 5You got ordinary deduction, now you get ordinary income -- BUT you also get deferral, so this is good for t.p.

listnum "WP List 6" \l 4Accelerated depreciation - straight line = ordinary income, the rest is capital gain.

listnum "WP List 6" \l 4Treat the profit as capital gain.

listnum "WP List 6" \l 5you get double benefits -- deferral + cap. gain.

listnum "WP List 6" \l 2Code (1245 & 1250 ***Do something about this!***

listnum "WP List 6" \l 2With inflation, you may take a hit on depreciation.  So it might be best to adjust deductions for inflation. 

listnum "WP List 6" \l 3But this may be hard to do.

listnum "WP List 6" \l 3And when you sell the asset (if you can resell it), you would sell for inflated prices.

listnum "WP List 6" \l 2Newark Morning Ledger Co. v. United States (676)

listnum "WP List 6" \l 3Taxpayer had acquired a chain of newspapers and had allocated $67.8M to an intangible asset of "paid subscribers," which represented an estimate of the PV of future profits to be derived from the newspaper's cuurent subscribers, who were expected to renew.

listnum "WP List 6" \l 3Taxpayer wanted to use straight line depreciation over the estimated life of this asset.

listnum "WP List 6" \l 3The IRS said that this was just "goodwill," which is nondepreciable.

listnum "WP List 6" \l 3The Court found that the taxpayer had shown the asset had a determinable useful life, and allowed the deduction.

listnum "WP List 6" \l 2Code (197:  Provides that purchased goodwill may be amortized over 15 years.  Self created goodwill is subject to the general rules of (167.

listnum "WP List 6" \l 1Legitimate tax reduction, tax avoidance, and tax shelters

listnum "WP List 6" \l 2Generally

listnum "WP List 6" \l 3Look to the economics of Tax Shelters (investment methodology):

listnum "WP List 6" \l 4Cash flow -- does the transaction make economic sense?

listnum "WP List 6" \l 4Leverage

listnum "WP List 6" \l 4Tax consequences

listnum "WP List 6" \l 5Deferral

listnum "WP List 6" \l 5Conversion

listnum "WP List 6" \l 4Residual

listnum "WP List 6" \l 3Key Factors:

listnum "WP List 6" \l 4(Over)valuations

listnum "WP List 6" \l 4Benefits and burdens of ownership

listnum "WP List 6" \l 4Non-tax motivation

listnum "WP List 6" \l 3Court and IRS:

listnum "WP List 6" \l 4"Sham" transaction

listnum "WP List 6" \l 4No economic purpose

listnum "WP List 6" \l 4No ownership

listnum "WP List 6" \l 2Example #1:  Real estate tax shelter

listnum "WP List 6" \l 3Transaction

listnum "WP List 6" \l 4Borrow $100,000 at 9% interest so $9,000 per year is due)

listnum "WP List 6" \l 4Purchase building for $100,000 and rent for 1st year

listnum "WP List 6" \l 3Analysis

listnum "WP List 6" \l 4No net change in cash flow -- total leverage (other people's money)

listnum "WP List 6" \l 4Rent is income, but interest is deductible -- so these wash

listnum "WP List 6" \l 4But depreciation deduction on building offsets other income of taxpayer

listnum "WP List 6" \l 5Lower taxes now.

listnum "WP List 6" \l 5But basis of building is lowered, so when the building is sold, taxes will be higher

listnum "WP List 6" \l 5So what we have is deferral
listnum "WP List 6" \l 4Depending on how the adjusted basis of the building is treated, we may have conversion (ordinary deductions -> capital gain).

listnum "WP List 6" \l 2Example #2:  Financial tax shelter

listnum "WP List 6" \l 3Transaction:

listnum "WP List 6" \l 4Borrow $100,000 at 9% interest

listnum "WP List 6" \l 4Buy deferred annuity for $100,000 with return of 8%

listnum "WP List 6" \l 3Analysis

listnum "WP List 6" \l 4Interest is deductible now

listnum "WP List 6" \l 4Interest from annuity is only taxable when payment is made

listnum "WP List 6" \l 4So we have DEFERRAL

listnum "WP List 6" \l 2The attractiveness of many tax shelters depends on overvaluation of an asset and the use of nonrecourse debt.

listnum "WP List 6" \l 3Overvaluation allows more depreciation to be deducted.

listnum "WP List 6" \l 3Eventually investor defaults on the debt, and the bank can only take back the asset.

listnum "WP List 6" \l 3While investor would recognize gain from discharge of indebtedness on the loan at this time, investor will have enjoyed deferral.

listnum "WP List 6" \l 2Characterizing the legitmacy of a transaction

listnum "WP List 6" \l 3Tax fraud

listnum "WP List 6" \l 4Falsifying a return

listnum "WP List 6" \l 4Not reporting income

listnum "WP List 6" \l 3Tax evasion

listnum "WP List 6" \l 4"Shams"

listnum "WP List 6" \l 4Questionable transactions

listnum "WP List 6" \l 4"Concealed" income

listnum "WP List 6" \l 4Overstatement of losses

listnum "WP List 6" \l 3Tax avoidance

listnum "WP List 6" \l 4Investment in losses for depreciation purposes

listnum "WP List 6" \l 3Tax motivated

listnum "WP List 6" \l 4Structure the transaction to take advantage of certain deductions

listnum "WP List 6" \l 4Buy a house for the mortgage interest deduction

listnum "WP List 6" \l 4Tax exempt bonds

listnum "WP List 6" \l 4Pension funds

listnum "WP List 6" \l 3Are these categories at all helpful?

listnum "WP List 6" \l 2Knetch v. United States (684)

listnum "WP List 6" \l 3Taxpayer buys $4,004,000 annuity bond from Sam Houston Life Insurance Co. with return of 2.5%.

listnum "WP List 6" \l 3Taxpayer then takes out a nonrecourse loan from them for $4M secured by the annuity bond

listnum "WP List 6" \l 3Knetch paid $140,000 a year in interest (he prepaid first year), and claimed an immediate deduction for it.

listnum "WP List 6" \l 3His investment increased in value about $100,000 a year.  But annuities are taxed only as they are payed out -- so here we have tax free buildup + deferal.  Sam Houston allowed Knetch to take out loans based on the increasing value of the annuity (the $100,000 per year) and to apply this money to pay the interest on the original loan.

listnum "WP List 6" \l 3So the net economic loss was $40,000 (140K - 100K)

listnum "WP List 6" \l 3Assuming his rate was 90% (this case happens in 1953), Knetch gets deduction for interest expense worth 90% of the payment.  So after-tax cost of interest is only 10% or $14,000 per year.  After-tax profit of this transaction is $86,000 (100K - 14K).

listnum "WP List 6" \l 3Leveraging aspect:  Knetch really uses only $4,000 of his own money.  This transaction depends on the use of borrowed funds.  Knetch get an interest deduction -- an economic subsidy -- for using other people's money to make some for himself!

listnum "WP List 6" \l 3The Court found that the transaction was a "sham" because Knetch never intended to come out ahead on the investment apart from the tax consequences.

listnum "WP List 6" \l 4If Knetch though interest rates would later fall, this could have been a good speculative investment as well.  He could just refinance the loan at a lower rate, and actually make an economic profit before taxes.

listnum "WP List 6" \l 3What the Court doesn't like is the disparate treatment -- an immediate deduction on the interest, and tax deferral on the growth. 

listnum "WP List 6" \l 4Dissent says just because it's tax motivated doesn't mean it's a sham.

listnum "WP List 6" \l 4Shouldn't Congress be the one to "put its thumb in the dike?"

listnum "WP List 6" \l 3But there were adverse tax effects at the end of the transaction that the court did not take into account.  Knetsch stopped this after three years.  His basis in the annuity was $4,004,000. The proceeds on disposition was the debt discharged -- around $4,300,000 ($4M original loan + three additional loans for $100,000 each).  Thus, the gain was $304,000, which should have been treated as ordinary income.

listnum "WP List 6" \l 2Goldstein (692)

listnum "WP List 6" \l 3Taxpayer won $140,000 in the Irish Sweepstakes, and got advise from her son as to how to "shelter it"

listnum "WP List 6" \l 3She goes to two different banks and takes out two $465,000 loans at 4% interest.

listnum "WP List 6" \l 3She prepaid $52,000 of interest on each loan, got an immediate deduction on the $104,000, and used this to shelter part of her Sweepstakes income.

listnum "WP List 6" \l 3Then she used the loan proceeds to buy two $465,000 U.S. Treasury Notes with a face value of $500,000, bearing 1.5% interest.

listnum "WP List 6" \l 3So she borrows at 4%, gets interest income at 1.5%, and gets two $500,000 payments at the maturity date.  The payments will be applied against her basis ($465,000), so she will realize two gains of $35,000.

listnum "WP List 6" \l 3Tax analysis

listnum "WP List 6" \l 4The prepaid interest deduction offsets the income from the sweepstakes.

listnum "WP List 6" \l 4She effectively pushes part of her income into later years -- deferral.

listnum "WP List 6" \l 4The $35,000 gains are capital gains -- conversion.

listnum "WP List 6" \l 3The court denied the interest deduction for the loans used to finance the transaction, not because the transaction was a "sham," but because the taxpayer's sole motive was tax avoidance.

listnum "WP List 6" \l 4Again, if you were an investor speculating that interest rates would fall, you would be willing to borrow at 13.5% payable at any time, invest at 12.5%, hope that rates will fall below 12.5%, refinance the original loan, and make a before tax profit on the interest rate differential.

listnum "WP List 6" \l 2Fabreeka Products Co. (690)

listnum "WP List 6" \l 3Bonds selling on the market at $115 could be called, and paid off, at $100.  Under the law at the time, the entire amount of the premium over the call price could be claimed by the purchaser as an ordinary deduction after bonds had been held for 30 days.

listnum "WP List 6" \l 3Fabreeka Products used these bonds to avoid the double tax on dividends.

listnum "WP List 6" \l 4It bought the bond for $115, with borrowed funds of $100.

listnum "WP List 6" \l 4After 30 days, it amortized the $15 and then distributed the bonds, subject to the debt, to its shareholders, who promptly sold them.

listnum "WP List 6" \l 4The shareholders had a taxable dividend of $15 ($115 FMV - $100 basis) ***capital gain?***.

listnum "WP List 6" \l 4So while dividend payments ordinarily are not deductible by a corporation, in effect these dividends were.

listnum "WP List 6" \l 3Sherman bought the bonds for $115, took the $15 as an ordinary deduction, then later sold the bond for what he paid, reporting it a capital gain (then, t.p were allowed a deduction of 50% of the amount of long-term capital gain).  So he got deferral and capital gain conversion. ***What does this mean?***

listnum "WP List 6" \l 3Friedman
listnum "WP List 6" \l 4He borrowed $100, bought the bond at $115, and took the $15 deduction.

listnum "WP List 6" \l 4Then he gave the bond, subject to the loan, to a charity.  For charitable donations, donor can ignore basis and deduct the FMV of property donated -- so he took a charitable deduction for $15 ($115 FMV - $100 loan).

listnum "WP List 6" \l 4So at the end of the day, he's out of pocket a total of $15, but he's deducted $30.  If his tax rate is greater than 50%, he's making money.

listnum "WP List 6" \l 4The Court allowed all of these deductions because the taxpayers made actual "investments" in the ordinary sense of the word, and if there's a hole in the dike, Congress should fix it.

listnum "WP List 6" \l 5But did the transactions have economic substance?

listnum "WP List 6" \l 3Fabreeka can be distinguished from Goldstein (although pretty weakly) on the basis of "express" vs. "implied" motivation to engage in tax avoidance (i.e. "Smoking gun" evidence of Bernie's letter in Goldstein which said "do this to avoid tax").

listnum "WP List 6" \l 2Estate of Franklin (694)

listnum "WP List 6" \l 3Transaction:  Limited partnership of doctors enter into the sale and lease-back of a hotel.

listnum "WP List 6" \l 4Doctors purchase hotel from Romneys for $1.2M using a nonrecourse loan from the Romneys.

listnum "WP List 6" \l 5Prepaid interest of $75K (for which doctors claimed immediate deduction)

listnum "WP List 6" \l 5Interest payments of $9000/month for 10 years.

listnum "WP List 6" \l 5Balloon payment at end of 10 years for $975,000.

listnum "WP List 6" \l 4Romneys rent the hotel back from the doctors for $9000/month.

listnum "WP List 6" \l 3Cash flow = $75K up front;  $975K after 10 years

listnum "WP List 6" \l 4Doctors:

listnum "WP List 6" \l 5Claim interest deduction -> $9K/month

listnum "WP List 6" \l 5Income from lease -> $9K/month

listnum "WP List 6" \l 5So these cancel out, but doctors take a depreciation deduction.

listnum "WP List 6" \l 4Romneys:

listnum "WP List 6" \l 5Deduct rent -> $9K/month

listnum "WP List 6" \l 5Interest income from the doctors -> $9K/month

listnum "WP List 6" \l 5So these cancel out, and Romneys just continue to get income from operating the hotel

listnum "WP List 6" \l 3This is the Inaja "sticks" -> benefits and burdens of ownership:

listnum "WP List 6" \l 4Romneys took out other mortgages on property

listnum "WP List 6" \l 4They were responsible for utilities and could make improvements.

listnum "WP List 6" \l 3IRS claims "sham" -> no real transaction

listnum "WP List 6" \l 4Sale and lease-back

listnum "WP List 6" \l 4Non-recourse loan

listnum "WP List 6" \l 4Doctors will walk away after 10 years, because the property will not be worth $1.2M.

listnum "WP List 6" \l 3Romneys:

listnum "WP List 6" \l 4Recognize $75,000 now

listnum "WP List 6" \l 4Recognize $965,000 capital gain only if it happens (and at that price it won't)

listnum "WP List 6" \l 5Romneys basis in hotel is $10K.  They don't recognize gain from the sale now because their cash basis taxpayers -- it's like an installment sale.

listnum "WP List 6" \l 3All this case did was transfer the depreciation deduction from a lower bracket (Romneys) to a higher bracket (doctors).

listnum "WP List 6" \l 3Both the Romneys and the doctors will want to inflate the purchase price.

listnum "WP List 6" \l 4Doctors want high basis for higher depreciation deductions

listnum "WP List 6" \l 4Romneys want high price so that doctors will default in 10 years.

listnum "WP List 6" \l 3Tax Court said this transaction was like an option (option theory) -> paying $75,000 today for the right to buy the hotel for $975K in 10 years.  If all you have is an option, you have no equity (no ownership) so you can't get a deduction.

listnum "WP List 6" \l 3Appellate court uses the "equity-investment theory."

listnum "WP List 6" \l 4The large differential between the payments during the first 10 years and the final balloon payment demonstrate that the doctors really don't have a true equity interest built into the property.

listnum "WP List 6" \l 4So in 10 years, bet your ass they'll walk away.  This is the prudent abandonment test.

listnum "WP List 6" \l 4If they had set a more realistic selling price, the court could have found that the payments were creating a viable economic interest in the property.

listnum "WP List 6" \l 5Example:  $300K up front and $750 after

listnum "WP List 6" \l 3"Prudent abandonment" test -> must prove that you have an economic interest in the property.  How can you demonstrate this?

listnum "WP List 6" \l 4Realistic purchase price

listnum "WP List 6" \l 4Higher initial installment payment

listnum "WP List 6" \l 4Assumption of ownership risks

listnum "WP List 6" \l 4Ongoing principal payments




-- basically, anything that proves you're not likely to walk away

listnum "WP List 6" \l 3Taxation on option

listnum "WP List 6" \l 4Initial payment has no tax consequence

listnum "WP List 6" \l 4If excercised, option price is part of basis

listnum "WP List 6" \l 4If not, either capital loss or ordinary loss -- depends on nature of underlying asset

listnum "WP List 6" \l 3Court was stuck, because both (1) a non-recourse debt and (2) sale and lease-back arrangements are commonly used.

listnum "WP List 6" \l 2Tufts (256)

listnum "WP List 6" \l 3A builder and his corporation form a partnership to build apartment building.

listnum "WP List 6" \l 4Nonrecourse mortgage of $1.85M to build it

listnum "WP List 6" \l 4Partnership transfers the property with mortgage to a third party when FMV = $1.4M and adjusted basis = $1.45M (depreciation, etc.)

listnum "WP List 6" \l 3Taxpayer claimed a $50K loss (i.e. $1.4M - 1.45M)

listnum "WP List 6" \l 3IRS claims that the taxpayer realized the full amount of the nonrecourse obligation (think discharge from indebtedness) and therefore had a gain of $400,000 (i.e. $1.85M - 1.45M).

listnum "WP List 6" \l 3Court agrees with the IRS:  "When encumbered property is sold or otherwise disposed of and the purchaser assumes the mortgage, the associated extinguishment of the mortgagor's obligation to repay is accounted for in the computation of the amount realized."

listnum "WP List 6" \l 3Court follows Crane:

listnum "WP List 6" \l 4Widow inherited an apartment building worth $250,000, with a nonrecourse mortgage of $250,000.

listnum "WP List 6" \l 4A few years later, she sells the building with the mortgage to a bank for $2,500.

listnum "WP List 6" \l 4Widow claimed her basis was zero.  When the husband died, widow's basis = FMV of the property, and the FMV of a building whose value is the same as its mortgage must be nothing.

listnum "WP List 6" \l 4The IRS argues that her basis should be FMV of the building, not FMV of the equity in the building.  In addition, the widow had taken depreciation deductions amounting to $50K based on the value of the building without the mortgage.  So:

listnum "WP List 6" \l 5Her basis is $200,000

listnum "WP List 6" \l 5Geting rid of the building extinguishes her $250K mortgage and constitutes income from the discharge of indebtedness.  So the sale price is really $252,500 ($250K + 2,500) and she should recognize income of $52,500.

listnum "WP List 6" \l 4The Court agreed with the IRS

listnum "WP List 6" \l 3Nice symetry:  Non-recourse debt is used in calculating an asset's basis, so the extingushment of that debt should be used in calculating gain or loss on the asset's disposition.

listnum "WP List 6" \l 3Or, you can bifurcate the transactions (O'Connor):  

listnum "WP List 6" \l 4Loan transaction:





$ 1,850,000
borrowed





   1,400,000
paid back





       450,000
discharge of indebtedness

listnum "WP List 6" \l 4Land transaction:





$ 1,450,000
basis





   1,400,000
sold





        50,000
loss  -> which should be capital gain/loss

listnum "WP List 6" \l 4But can you do this with a nonrecourse loan, which has no real set amount, because you can walk away?  This would mean that you can't get depreciation deductions when you have non-recourse loan.

listnum "WP List 6" \l 4Bifurcation is better, because you realize the proper tax treatments:

listnum "WP List 6" \l 5Loan -> ordinary income

listnum "WP List 6" \l 5Land -> capital gain

listnum "WP List 6" \l 2Rose (699)

listnum "WP List 6" \l 3Couple buys images of Picasso paintings from Jackie Fine Arts for $550K.

listnum "WP List 6" \l 3Nitty gritty of the transaction:

listnum "WP List 6" \l 4$100,000 in cash.

listnum "WP List 6" \l 4$200K recourse note.

listnum "WP List 6" \l 4$250K nonrecourse note.

listnum "WP List 6" \l 3Favorable tax consequences come from:

listnum "WP List 6" \l 4Investment tax credit:  for a percentage of your original investment (10%), you get a dollar-for-dollar credit, rather than deduction.

listnum "WP List 6" \l 4Deductions for accelerated depreciation -- the useful life of unusual photographs is small; their exposure to the public creates depreciation because unusualness accounts for much of their value.  Short useful life = Large depreciation deductions (less years over which to spread out full cost of asset).

listnum "WP List 6" \l 3Appraisal -> Roses got two ($650K - $750K), but they didn't investigate the market or distribution possibilities.

listnum "WP List 6" \l 4IRS said they were worth $11K, if that.

listnum "WP List 6" \l 4So you would have to sell 23,000 units at $4-$2000 each to get $750K (that's a lot of cocktail napkins).

listnum "WP List 6" \l 4Is this like Knickerson; subjective or objective test of expectation of profit?

listnum "WP List 6" \l 4This is like Franklin:  pump up the asset value and get some depreciation, baby.

listnum "WP List 6" \l 3Court held that they were motivated "primarily, if not exclusively" by tax considerations because there was no reasonable possibility that the items would generate sales sufficient to recoup their investment.

listnum "WP List 6" \l 3Taxpayers were relying on recovering their cash investment by immediate tax deductions and credits --> transactions were "devoid of economic substance."

listnum "WP List 6" \l 4Recourse portion of the notes was specifically designed to be approximately equal to the tax deductions expected to be taken during the first two years of investment.

listnum "WP List 6" \l 4Nonrecourse debt was not likely to be paid because the revenues from which it would be paid were not likely to be received.

listnum "WP List 6" \l 3Taxpayer used Fabreeka argument:  "hey, the tax laws and benefits are there, we're just using them; Congress should put it's finger in the dike."

listnum "WP List 6" \l 2Ethics Handout (and 732)

listnum "WP List 6" \l 3Is it your job to question the reasonableness of the appraisal?

listnum "WP List 6" \l 4Jackie Fine Arts should vouch for the appraisers, not the lawyer.

listnum "WP List 6" \l 4But lawyer has a unique obligation because his tax opinion will be used as part of a client's solicitation to others, some of whom may not have counsel.

listnum "WP List 6" \l 3Treasury Rule for tax lawyers on tax shelter opinions:

listnum "WP List 6" \l 4Be clear about the facts.

listnum "WP List 6" \l 4Relate the law to the facts.

listnum "WP List 6" \l 4Identify the material tax issues.

listnum "WP List 6" \l 4Opinion on each material issue; is it greater than 50% likelihood of success; why or why not?

listnum "WP List 6" \l 4Overall evaluation.

listnum "WP List 6" \l 3ABA Model Rules forbid fraud before a tribunal (administrative agency), promoting a taxpayer in fraud.

listnum "WP List 6" \l 3Can you sue the lawyer on tort theory:  (standard - reasonable tax lawyer)

listnum "WP List 6" \l 4Duty of care - breach

listnum "WP List 6" \l 4Proximate cause

listnum "WP List 6" \l 4Injury

listnum "WP List 6" \l 3You have a duty to your client, and other people foreseeably relying on your opinion.
listnum "WP List 6" \l 3What can you get for the injury?

listnum "WP List 6" \l 4Expectation damages:  Tax benefits I would have got (4-to-1 write-off)

listnum "WP List 6" \l 4Reliance damages:  Amount I lost by investing (out-of-pocket)

listnum "WP List 6" \l 4Nothing

listnum "WP List 6" \l 3All comes down to REASONABLENESS; you cannot rely on facts you should not reasonably believe to be true.

listnum "WP List 6" \l 3Do you have an obligation to tell the client the chances of getting audited?

listnum "WP List 6" \l 2Frank Lyon Co. (717)

listnum "WP List 6" \l 3Worthen Bank wants new building, but under state law, cannot borrow at rates anyone would lend, and couldn't invest more than 40% of reserves.  So Worthen enters into a sale and lease-back with Frank Lyon.  But Lyon doesn't have the capital to buy the building himself, so he goes to NY Life.  In essence, Lyon becomes a conduit for payments between Worthen and NY Life.

listnum "WP List 6" \l 4As Worthen builds the building, it sells it piece by piece to Lyon

listnum "WP List 6" \l 4Lyon puts $500K down, gets a $7M recourse mortgage from NY Life, and uses both to buy Worthen's building.

listnum "WP List 6" \l 4Worthen leases the building from Lyon for 25 years with an option to renew, and option to repurchase the building for the unpaid balance the NY Life mortgage, Lyon's $500K investment, and 6% interest compounded on that investment

listnum "WP List 6" \l 4Lyon leases the land surrounding the building from Worthen.

listnum "WP List 6" \l 4The net rental payments between Worthen and Lyon = the interest payments that Lyon owes to NY Life

listnum "WP List 6" \l 3Court said that this was a genuine multiple-party transaction, "imbued with tax-independent considerations," so the form of the transaction will be respected for tax purposes.

listnum "WP List 6" \l 3Look to ownership, bundle of sticks, is this Franklin?

listnum "WP List 6" \l 4No overvaluation -- parties haggled on the price.

listnum "WP List 6" \l 4Sale and lease-back involved a 3d party (bank) who was not looking for tax advantage.

listnum "WP List 6" \l 4And no nonrecourse loan

listnum "WP List 6" \l 3Lyon was looking for tax benefits

listnum "WP List 6" \l 4Depreciation - other companies were lining up for the deal

listnum "WP List 6" \l 4But Lyon also had profit motive, they locked in 6%, disregarding the tax benefits.  So unlike Goldstein and Welch, they had a "legitimate" purpose.

listnum "WP List 6" \l 4Lyon's was taking a real risk -- if Worthern defaulted on its "rent" payments (for example, if land is devalued), then Lyon still has to pay the mortgage to the ins. co.

listnum "WP List 6" \l 3The 8th Cir. found that Worthen had all the sticks.

listnum "WP List 6" \l 4It really was a $500,000 loan for 6%.

listnum "WP List 6" \l 4Lyon did it just for depreciation

listnum "WP List 6" \l 3The S.Ct. found that because Lyon takes the risk of Worthen's default, it has equity.

listnum "WP List 6" \l 4But this doesn't go to ownership of the building.

listnum "WP List 6" \l 4Court respects the form of the transaction

listnum "WP List 6" \l 53 instead of 2 parties

listnum "WP List 6" \l 5Somebody's going to get the depreciation, so who cares who gets it?

listnum "WP List 6" \l 6but this forgets about the different tax brackets (Lyon had 70%, Worthen had maybe 10%)

listnum "WP List 6" \l 6deductions flow from lower to higher tax brackets

listnum "WP List 6" \l 5"Imbued with non-tax reasons"

listnum "WP List 6" \l 3So as a lawyer:

listnum "WP List 6" \l 4Know how to count to 3

listnum "WP List 6" \l 4Have a basket full of non-tax reasons (regulatory helps)

listnum "WP List 6" \l 4No Franklin (no overvaluation)

listnum "WP List 6" \l 4No Goldstein (6% return)

listnum "WP List 6" \l 3In general, a sale-leaseback will be respected notwithstanding tax considerations so long as the transaction has a bona fide business purpose and the lessor retains sufficient burdens and benefits of ownership.  In Frank Lyon, the Court focused on the business purpose of the lessee in structuring the transaction.

listnum "WP List 6" \l 2Code (465 -- "At risk" rules:

listnum "WP List 6" \l 3This provision is a Congressional attack on leverage.  It limits deductions for losses of an investment in excess of the amount that the taxpayer has at risk in that investment.:

listnum "WP List 6" \l 4Amount of cash you put in

listnum "WP List 6" \l 4Amount of recourse debt

listnum "WP List 6" \l 4Property put up as collateral

listnum "WP List 6" \l 3Losses not currently deductible can be carried forward.  Has the effect of matching income with expenses.

listnum "WP List 6" \l 3With respect to real estate, provision does not apply to qualified nonrecourse financing (generally, loans from banks).  Provision does applies to real estate loans between relatives.

listnum "WP List 6" \l 3Example: if you put in $100,000




Year 1 ->  lose $60,000, and can deduct it all

Year 2 ->  lose $60,000, but can only deduct $40,000; other $20K can be carried forward if you put more money in.

listnum "WP List 6" \l 4This effectively eliminates immediate deduction

listnum "WP List 6" \l 4Creates a problem for Knetch, except that the annuity can be seen as property for collateral.

listnum "WP List 6" \l 2Code (469 -- Passive activity loss rules

listnum "WP List 6" \l 3A passive activity is a loss on an investment that constitutes a trade or business and in which the taxpayer does not marterially participate.

listnum "WP List 6" \l 4Marterial participation is participation that is regular, continuous, and substantial.
listnum "WP List 6" \l 3A passive loss from one investment may be used to offset passive income from another investment, and net passive losses may be carried forward indefinitely and deducted when the investment that generates the loss is sold.

listnum "WP List 6" \l 3Passive losses may not be used to offset other income from nonpassive investments or activities, wages and salaries, or portfolio income (dividends, interest, etc.).

listnum "WP List 6" \l 3Portfolio income is from traditional capital investments, which generally don't have the potential to generate tax losses.  This is unlike passive activity, where there's the potential for huge tax (not economic) losses.

listnum "WP List 6" \l 3Rules might be too broad, but effective because it has shut down almost all these activities, so it simplified the tax law.

listnum "WP List 6" \l 3At a glance:




Passive Activities
Active Activity
Portfolio Income



- losses

- wages

- interest




- gains

- practice

- dividends

listnum "WP List 6" \l 2Code (55 -- Alternative Minimum Tax

listnum "WP List 6" \l 3Imposes a tax at a reduced rate on a broader base.  Its original objective was to ensure that a taxpayer could not take advantage of certain preferences to avoid all tax liability.

listnum "WP List 6" \l 3Generally, take taxable income, add certain "preferences" (deductions, exclusions, accounting methods, etc.), impose a tax on this amount at a reduced rate (26-28% for individuals and 20% for corporations), but pay this tax only to the extent that it exceeds the normal tax.

listnum "WP List 6" \l 3If AMT is payable due to timing preferences, the excess can be used later to reduce the AMT amount.  This prevents an item being included in AMT income in one year and regular income in another.



General Rules

New Tax (AMT)

Clear Subsidy


some preferences

- lower rate (26-28%)
- tax exempt interest



under the structure

- broader base

- inside buildup



- no tax until realized




- home mortgage int.



- imputed or psychic





- oil & gas



  income






- accel. dep.

listnum "WP List 6" \l 3So under the AMT, Congress is attacking preferences generally, instead of individually.  In this way, the AMT is like (469:

listnum "WP List 6" \l 4Congress doesn't have the political wherewithal to stand up to lobbyists.  So it corrects this by levying a wholesale tax as opposed to a retail one.

listnum "WP List 6" \l 4But these rules suck to administrate -- like 2 wrongs trying to make a right.

THE SPLITTING OF INCOME
listnum "WP List 7" \l 1Income from services

listnum "WP List 7" \l 2Lucas v. Earl (743)

listnum "WP List 7" \l 3Husband and wife signed a contract where they split his income 50/50 (so if he earns $20K, he claims $10K, she claims $10K).  In so doing, they run the income through the brackets twice, and therefore pay less tax on it.  The Court disallows, saying that he earned all the income, so it should all be taxed to him.  "Fruits can not be attributed to a different tree from that on which they grew."

listnum "WP List 7" \l 3Why did they enter the agreement?

listnum "WP List 7" \l 4Tax purposes?  Not so -- they entered into it 13 years before income tax law was passed.

listnum "WP List 7" \l 4Community property creation

listnum "WP List 7" \l 4Shields wealth from creditors

listnum "WP List 7" \l 4Estate taxes

listnum "WP List 7" \l 3The Court did not allow it because they were afraid of income splitting to the children, the dog, etc.

listnum "WP List 7" \l 3What if the wife put him through law school?

listnum "WP List 7" \l 4Hundley case (744):  Baseball player contracts to give his father half his signing bonus in exchange for father's coaching, business management, etc.  Player deducted the payment as a business expense, and the court allowed it.

listnum "WP List 7" \l 4But when a player gave money to his mom, the court disallowed because the mom didn't know anything about baseball.

listnum "WP List 7" \l 2Poe v. Seaborn (745)

listnum "WP List 7" \l 3Washington is a community property state, so all property is split 50-50 by law.  Husband and wife each claimed 1/2 total income and deducted 1/2 total expenses.  The Court allowed them to file separate returns because of state law.

listnum "WP List 7" \l 3Unlike Lucas:

listnum "WP List 7" \l 4This arrangement was not by agreement, but by law.

listnum "WP List 7" \l 4Not just wages, but all income.

listnum "WP List 7" \l 3Now, IRS doesn't rely on state law, uses 3 schedules:

listnum "WP List 7" \l 4Single

listnum "WP List 7" \l 4Head of household

listnum "WP List 7" \l 4Married

listnum "WP List 7" \l 2The marriage penalty

listnum "WP List 7" \l 3The marriage penalty exists because of the interplay between our progressive tax system, and the principle that married couples with the same income should pay the same tax.  We treat two married people as a single tax entity and levy taxes on their combined income.  On the other hand, two single people who live together file taxes seperately.  This allows them to run through the rising tax brackets twice.

listnum "WP List 7" \l 3Example:







    Income

      Tax


Single
     ->


 $ 100,000

$ 26,800



Married     ->

     50,000

   24,100







     50,000





Married     ->

    100,000

   24,100







          -0-





2 singles   ->


    100,000

   26,800







          -0-





2 singles   ->


     50,000

   22,700







     50,000



listnum "WP List 7" \l 3The people hit by the marriage penalty are those couples who make amounts that are close together ($50K each)

listnum "WP List 7" \l 4But households with the same total income should probably be treated the same.

listnum "WP List 7" \l 4And they're benefiting from economies of scale (1 rent, 1 NY Times subscription).  BUT so are my roomate and I.

listnum "WP List 7" \l 4Does this encourage rich/poor marriages? or people to live in sin?

listnum "WP List 7" \l 3On the flip side, perhaps we have a bachelor tax -> if you make $100,000, and your girlfriend makes -0-, the tax system encourages you to get married.

listnum "WP List 7" \l 3Tax law probably doesn't affect the choice to marry (except at the margin), but it may influence the choice of whether to work or not.

listnum "WP List 7" \l 3Cravath spouse syndrome:  He makes $600K, she makes $40K, which is taxed at 50% rather than 20%, so she's really only making $20K.  Why work?

listnum "WP List 7" \l 2Armantrout (752)

listnum "WP List 7" \l 3Employer gives education plan to children of valued employees.  Under the plan, the company pays money into a trust, which pays out $4000 per kid ($10,000 max).

listnum "WP List 7" \l 3The IRS wanted to tax the father because the plan was employee compensation -- the plan is tied to providing services ("valued" employees, etc.)

listnum "WP List 7" \l 3Taxpayer claims he had no control over the money -- the money must go to child's education

listnum "WP List 7" \l 4But weren't his wages adjusted due to the benefit?

listnum "WP List 7" \l 5$30,000 w/Educo plan vs.

listnum "WP List 7" \l 5$32,000 w/o the plan

listnum "WP List 7" \l 4So his decision to work there is close to an "anticipatory assignment" of income (Lucas v. Earl).

listnum "WP List 7" \l 4And if he makes more, fairness dictates that we should rip him a new tax asshole.

listnum "WP List 7" \l 3The court held that the distributions from Educo trust to the taxpayer's children was deferred compensation ("generated" by the taxpayer) and therefore taxable to him as income.

listnum "WP List 7" \l 3Teschner case -> Taxpayer wrote an essay for a contest; prize can only be given to persons under 17.  Teschner assigns the prize to his daughter, and the income is taxed to her and not Teschner.  The court held that it was not income to him because he did not possess a right to receive the prize under the contest rules.

listnum "WP List 7" \l 3Is the direction of income to the daughter in Teschner the same direction of income to children in Armantrout through the choice of a job?

listnum "WP List 7" \l 2Code (83 (at 75):

listnum "WP List 7" \l 3If in connection with the performance of services, property is transferred to any person other than the person for whom such services are performed:

listnum "WP List 7" \l 4The excess of either the property's FMV or the amount paid for such property shall be included in the gross income of the person who performed such services

listnum "WP List 7" \l 4Such amount will be recognized in the first taxable year in which the rights of the person having a beneficial interest in such property are transferable or are not subject to a substantial risk of forfeiture.

listnum "WP List 7" \l 3This provision does not apply if such person disposes of such property in an arm's length transaction before his rights in such property become transferable or not subject to a substantial risk of forfeiture.

listnum "WP List 7" \l 3The employer will be allowed a deduction for the same amount, which deduction shall be recognized in the taxable year for which it is recognized by the employee.

listnum "WP List 7" \l 2Code (127:  An employer may deduct up to $5000 a year for an employee benefit education plan so long as the plan is offered to all employees (non-discriminatory).

listnum "WP List 7" \l 1Transfers of property and income from property

listnum "WP List 7" \l 2Blair (762)

listnum "WP List 7" \l 3Blair is entitled to income from an income trust for life.  He assigned the entire interest to his children.

listnum "WP List 7" \l 3Court said the assignment was a complete transfer, and therefore the children, not the father, should be taxed.

listnum "WP List 7" \l 3The crucial distinction is between the transfer of property and transfer of proceeds from services

listnum "WP List 7" \l 4Where income producing property is transfered, the tranferree is taxed.

listnum "WP List 7" \l 4Where there is a transfer of income, then the transferror is taxed.

listnum "WP List 7" \l 2Horst (764)

listnum "WP List 7" \l 3Dad gave the interest coupons from his bond to his son.

listnum "WP List 7" \l 3Here the Court finds the son taxable because the father transfered only the income earned as a result of owning property, not the income producing property itself.

listnum "WP List 7" \l 4Transfer of a partial interest vs. an entire interest in property

listnum "WP List 7" \l 4But how do you define what constitutes a cognizable "interest?"

listnum "WP List 7" \l 5In Blair, each child received a portion of the trust.  So the trust was divided up.

listnum "WP List 7" \l 5Revelant distinction seems to be how you slice the property.

listnum "WP List 7" \l 6If you slice interest away from principle, then the donor will be taxable

listnum "WP List 7" \l 6If you slice the "entire interest," then the donee will be taxable.

listnum "WP List 7" \l 3Why are we making these distinctions?  Does it matter if Horst gave $20 in principal or $20 in interest?

listnum "WP List 7" \l 4We don't want people to avoid taxation through skillful allocation of their income to their children.

listnum "WP List 7" \l 4But where an "entire property" is transferred, parents no longer have income -- an accession to wealth, clearly realized, over which they have control.  Therefore, it would be unfair to tax them.

listnum "WP List 7" \l 3Here, a cash basis taxpayer is forced to adopt accrual basis for taxation.

listnum "WP List 7" \l 4The coupon payments have not been made, and cash basis taxpayers realize income only upon payment.  If a cash basis taxpayer transfers a future right to income before that income is even realized, why should the transferor be taxed?

listnum "WP List 7" \l 4On the other hand, a cash basis taxpayer cannot avoid taxation simply by not cashing his paycheck until after the taxable year because of the doctrine of constructive receipt.  Is that what's going on here?  Did dad give his son a "paycheck" to cash?

listnum "WP List 7" \l 3There are three ways to tax this transaction:

listnum "WP List 7" \l 4Father pays all tax

listnum "WP List 7" \l 4Son pays all tax

listnum "WP List 7" \l 4Allocate it, like Irwin v. Gavitt:

listnum "WP List 7" \l 3Example: taxation under Irwin v. Gavitt:




Bond w/ $1000 face; 12% rate = $120/year; market rate is 12%




($120 for 3 years = $360)








Issue
Yr.1
Yr.2
Yr.3



1.
PV of bond







principal (dad's
$ 712
$ 797
$ 893
$1000





portion)




2.
PV of bond







coupons (son's
$ 283
$ 207
$ 107
    -0-





portion)




3.
Interest payment
    -0-
$ 120
$ 120
$  120




Son @ year 1  =
120 - (283 - 207) =
$ 35 taxable income




Father @ year 1  =
797 - 712
    =
   85 taxable income










$120 interest payment

listnum "WP List 7" \l 2Code (1(g):  Certain unearned income of children under 14 is taxed at his or her parents' marginal rate.

listnum "WP List 7" \l 1Services transformed into property

listnum "WP List 7" \l 2Eubank (770)

listnum "WP List 7" \l 3Retiring insurance salesman assigns his future renewal commissions back to the company.

listnum "WP List 7" \l 3Like Lucas: Eubank's right to receive commission is due to his services.  Commission is a type of income.

listnum "WP List 7" \l 3Like Blair:

listnum "WP List 7" \l 4Eubank transferred his entire interest

listnum "WP List 7" \l 4Eubank is not just transfering commission payments but also the right to receive them in the future.

listnum "WP List 7" \l 3Court held, like Horst (companion case), that the commissions were taxable as income of the assignor in the year when paid.

listnum "WP List 7" \l 3Arbitrary.

listnum "WP List 7" \l 2Heim v. Fitzpatrick (772)

listnum "WP List 7" \l 3Inventor makes an assignment -- to a corporation which he and his family owned -- of:

listnum "WP List 7" \l 4The right to receive royalty payments

listnum "WP List 7" \l 4The power to bargain on new royalty agreements

listnum "WP List 7" \l 3Court finds that the taxpayer assigned rights that were "sufficiently substantial" to justify them as income-producing property and not merely income.

listnum "WP List 7" \l 3But isn't this property valuable because of his services/labor?  Is there any distinction between income from the inventor's services and income from the "property" at issue here?

listnum "WP List 7" \l 3Zolt sees no distinction between this and Eubank.  And neither do I.  In both:

listnum "WP List 7" \l 4Services were rendered in the past.

listnum "WP List 7" \l 4Right to payments exists because of the past services.

listnum "WP List 7" \l 4The right to future payments does not depend on any additional services to be rendered.

listnum "WP List 7" \l 2General Rules:

listnum "WP List 7" \l 3Income from labor will be taxed to laborer, unless you convert it to a 


"property interest" (royalties).

listnum "WP List 7" \l 3Giving away all control of property will be taxed to donee.

listnum "WP List 7" \l 3Te less you give away, the more likely the donor will be taxed.

listnum "WP List 7" \l 1TRUSTS

listnum "WP List 7" \l 2Simple trust -- a trust that distributes all income that accrues, makes no distributions of corpus, and claims no charitable deduction in the taxable year.

listnum "WP List 7" \l 3Nominally subject to tax on its income, but gets to deduct all the income that is required to be distributed currently.

listnum "WP List 7" \l 4Because it is required to distribute all its income currently, a simple trust therefore generally pays no tax.

listnum "WP List 7" \l 3"Conduit" -> income of trust is taxed to the beneficiary; and has the same character in the hands of the beneficiary as in the hands of the trust.

listnum "WP List 7" \l 2Complex trust -- any trust other than a simple one

listnum "WP List 7" \l 3Subject to taxation on its income under a rate schedule similar to that for individuals, but with the brackets changing at much lower income levels (so 39.6% applies to income over $7500).

listnum "WP List 7" \l 3It is taxed on all its income, with a deduction for the income paid out.  So it pays tax on the income retained.

listnum "WP List 7" \l 2Family partnerships

listnum "WP List 7" \l 3A partnership is not a separate taxable entity; the firm's net income is taxed to the partners individually, whether withdrawn or not, in accordance with their respective interests.

listnum "WP List 7" \l 3Establishing the partnership

listnum "WP List 7" \l 4First, the head of the family starts the "business" as an individual proprietor.

listnum "WP List 7" \l 4Then the proprietor makes gifts of her business capital to children or other relatives (distribution of ownership capital).

listnum "WP List 7" \l 4Then a partnership would be formed with these relatives, usually with the income of the "enterprise" to be distributed among the partners according to their interests in the firm's capital at their individual tax rates.

listnum "WP List 7" \l 5So now a family of four can get four chances to accend the tax brackets.

listnum "WP List 7" \l 3A family partnership may only contain income producing property.  Again, this is because income from services should be taxed to the person who performed them.  The gift of a partnership interest in which capital is income-producing property represents a gift of the underlying capital of the partnership, and the donee will be taxed on the income attributable to that interest.

listnum "WP List 7" \l 4Thus, a parent with an interest in a partnership that owns an apartment building may give that interest to his or her child and the child will be taxed on the partnership income.

listnum "WP List 7" \l 4On the other hand, if a parent gives his son an interest in his law partnership, the attempt to shift income will fail because capital in a law partnership is not income-producing property.

CAPITAL GAINS AND LOSSES
listnum "WP List 8" \l 1Background, statutory framework, and policy

listnum "WP List 8" \l 2Policy:

listnum "WP List 8" \l 3Stimulates investment

listnum "WP List 8" \l 4Ameliorates the harshness of double taxation on corporate income.

listnum "WP List 8" \l 4Lower rates shift consumption to investment

listnum "WP List 8" \l 4But biggest investors (insurance companies, mutual funds, etc.) don't pay much tax anyway.

listnum "WP List 8" \l 3Helps new businesses; but can be done better with things like (1202, which gives special break for small business stock.

listnum "WP List 8" \l 3Lock-in effect

listnum "WP List 8" \l 4A high capital gains tax encourages stagnation in capital -- people will hold assets in order to avoid a realization event.  This prevents capital from being put towards its most valuable use.

listnum "WP List 8" \l 4But then why have (1014 (step-up in basis), which also encourages a buy and hold strategy.

listnum "WP List 8" \l 4"Like-kind" exchanges and rollover of gains (e.g. primary home sale provisions) alleviate this lock-in effect.

listnum "WP List 8" \l 3Bunching

listnum "WP List 8" \l 4Taxing the entire gain in one year subjects it to maximum rate

listnum "WP List 8" \l 4But you've enjoyed deferral and tax-free buildup

listnum "WP List 8" \l 4Capital gains could be allocated to different periods

listnum "WP List 8" \l 4And most capital gains payers are in the top bracket anyway.

listnum "WP List 8" \l 3Competitiveness

listnum "WP List 8" \l 4American investors pay capital gains, but foreigners investing in the U.S. don't have to pay under their home systems.  As a result, their cost of capital is lower and they can support more investment

listnum "WP List 8" \l 4But lately other countries (such as Germany) have enacted capital gains taxes.

listnum "WP List 8" \l 3Inflation

listnum "WP List 8" \l 4Favorable treatment of capital gains mitigates the possible unfairness of taxing gains that are attributable to inflation and are not therefore "real" gains

listnum "WP List 8" \l 4But a better solution is indexing -- increasing the basis of assets to reflect increases in an index of prices.

listnum "WP List 8" \l 2Should ordinary income and capital gains be subject to the same tax?

listnum "WP List 8" \l 3Income is income.  You are better off in exactly the same way, so all sources should be taxed the same (Hague-Simons, etc.).

listnum "WP List 8" \l 3To encourage investment, rather than consumption, why not be able to deduct the amount you invest (like IRAs)?

listnum "WP List 8" \l 3Fairness:  I make my $100K from working hard, why should I pay more tax than someone who earns $100K from selling stock.

listnum "WP List 8" \l 3Scandinavia:  Progressive labor tax (0-61%) and flat-rate capital gains tax (25%).  This is separating out the treatments, like apples and oranges, because the two have different elasticities.

listnum "WP List 8" \l 2Revenue

listnum "WP List 8" \l 3Republicans say that if the capital gains rate was lower --  say 15% -- this would lower the cost of capital mobility, increase the number investors selling, and thereby raise revenue.

listnum "WP List 8" \l 4And if revenue is raised, you can lower labor tax rate to 36% (instead of 39%).

listnum "WP List 8" \l 4Or, if you are cutting the capital gains tax, you can raise top rates because the rich are compensated by the lower capital gains rates.




c.
But what about Pareto Optimality?  You don't have to hurt 



the highest income.

listnum "WP List 8" \l 2Mechanics of capital taxation:  What's underneath the hood?

listnum "WP List 8" \l 3Code (1(h):  Sets the maximum tax rate on capital gains at 28%; so the only people who are helped are all in the 31%, 36%, and 39% brackets.

listnum "WP List 8" \l 3Code (1221:  Definition of capital assets -- all property with five listed exceptions.  The function of the five exceptions is to deny capital gain treatment for the ordinary gains and losses from operating a trade or business (830).

listnum "WP List 8" \l 3Code (1222 (at 581):  Creates capital taxation classifications:

listnum "WP List 8" \l 4long term gain (long term > 1 year)

listnum "WP List 8" \l 4short term gain

listnum "WP List 8" \l 4long term loss

listnum "WP List 8" \l 4short term loss

listnum "WP List 8" \l 3First, net longs against the longs, and shorts against the shorts.  Then:

listnum "WP List 8" \l 3      If

Then



(1)
Net LT gain
->
Tax at 28% ((1(h))





Net ST gain
->
Tax as ordinary income




(2)
Net LT loss
->
$3000/year deduction against ordinary





Net ST loss
 
income + carryover of remainder




(3)
Net LT gain
->
gain > loss = cap. gain 28%





Net ST loss

loss > gain = $3000/yr.




(4)
Net LT loss
->
gain > loss = ordinary income





Net ST gain

loss > gain = $3000/yr.

listnum "WP List 8" \l 3$3000 limit on capital losses prevents against people profiting from straddles -- otherwise you could buy two sets of assets expected to move in opposite directions (e.g., gold and long-term bonds), sell the investment that does badly right away (immediate deduction) and realize the gain latter (deferral).

listnum "WP List 8" \l 2Code (1(h):  Maximum capital gain rate is 28%.

listnum "WP List 8" \l 2Code (64:  "Ordinary income" includes any gain from the sale or exchange of property which is neither a capital asset nor property described in (1231(b).

listnum "WP List 8" \l 2Code (65:  "Ordinary loss" includes any loss from the sale or exchange of property which is not a capital asset.

listnum "WP List 8" \l 2Code (1211:  In the case of a corporation, losses from sales or exchanges of capital assets shall be allowed only to the extent of gains from such sales or exchanges.  For other taxpayers, losses shall be allowed only to the extent of gains; or, if losses exceed gains, up to $3000.

listnum "WP List 8" \l 2Code (1221 (at 581):  "Capital asset" means property held by the taxpayer (whether or not connected with his trade or business) but does not include --

listnum "WP List 8" \l 3Stock in trade of the taxpayer or other property of a kind which would properly be included in the inventory of the taxpayer if on hand at the close of the taxable year, or property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business;

listnum "WP List 8" \l 3Property, used in his trade or business, of a character which is subject to the allowance for depreciation, or real property used in his trade or business.

listnum "WP List 8" \l 3Copyright, a literary, musical, or artistic composition, a letter or memorandum, or similar property, if held by person who created it, person for who it was created, or a person who steps into their shoes for basis

listnum "WP List 8" \l 3Accounts or note receivable acquired in the ordinary course of a trade or business

listnum "WP List 8" \l 3U.S. government publications held by someone who received them free or at reduced cost (e.g., a member of Congress).

listnum "WP List 8" \l 1Property held primarily for sale to customers

listnum "WP List 8" \l 2Van Suetendael (836)

listnum "WP List 8" \l 3Taxpayer is primarily engaged in buying and selling securities (bonds and stocks).  He is member of stock exchanges, has a ticker, and is listed as a dealer.  He wants his stock sales to be treated as non-capital assets so he can use the loses beyond $3,000 to offset his other income.  Court held that the securities sold were capital assets, and so losses were subject to the limitations of capital gain or loss.

listnum "WP List 8" \l 3Taxpayer tried to bring himself under Code (1221(1): "stock in trade or property subject to inventory in his hands . . . held by him primarily for sale to customers in the ordinary course of his business.

listnum "WP List 8" \l 4He wants to be treated like Merril Lynch, and not as an individual investor. 

listnum "WP List 8" \l 4But he sells to Smith Barney.  Are they a "customer"?  They sell to other customers, so no real distinction (like an agent?).

listnum "WP List 8" \l 4But he gets his money not from commissions, but from sales.

listnum "WP List 8" \l 3Under Code (1236, Merril Lynch can raise its hand for cap. gain treatment when the investment was made to their own account, and not for trading.  But they must designate this when they buy.

listnum "WP List 8" \l 2Biedenharn Realty Co. (840)

listnum "WP List 8" \l 3Taxpayer corporation originally bought the "Hardtimes" plantation for investment.  After suffering a poor investment return, the taxpayer split the plantation up into subdivisions and sold them for a total $800,000 profit.  Taxpayers want capital gain treatment; Court says lots were held primarily for sale to customers, so ordinary income.

listnum "WP List 8" \l 3Factors:

listnum "WP List 8" \l 4Frequency and substantiality of sales

listnum "WP List 8" \l 4Improvements

listnum "WP List 8" \l 4Solicitation and advertising efforts

listnum "WP List 8" \l 4Brokerage activities -- independent vs. dependent brokers

listnum "WP List 8" \l 4Additional taxpayer contentions

listnum "WP List 8" \l 5Small percentage of revenue

listnum "WP List 8" \l 5Large appreciation due to inflation

listnum "WP List 8" \l 3Ways to tax:

listnum "WP List 8" \l 4All capital -> just liquidating its investment.

listnum "WP List 8" \l 5It bought it for investment, just liquidating using efficient method.

listnum "WP List 8" \l 5"Original intent" important

listnum "WP List 8" \l 4All ordinary income (white shoes, white hat) -> "end activity" test

listnum "WP List 8" \l 4Both

listnum "WP List 8" \l 5Capital gain on "original" appreciation (time during which property was held for investment purposes).

listnum "WP List 8" \l 5Ordinary income on the remainder.

listnum "WP List 8" \l 3Tax court follows end activity test, with a caveat that where the change from investment holding to sales activity results from "unanticipated, externally induced factors which make impossible the continued preexisting use of the realty" (acts of god, new zoning laws, etc.), then capital gains treatment would be appropriate.

listnum "WP List 8" \l 3So what should the taxpayer do the next time?

listnum "WP List 8" \l 4Sell to someone else who breaks up the property

listnum "WP List 8" \l 4Put more control of the sale in the brokers' hands.

listnum "WP List 8" \l 4Or sell to yourself (or your family) as a corporation.

listnum "WP List 8" \l 3Zolt can't reconcile Van Suetendael with Biedenharn.

listnum "WP List 8" \l 2Code (1237 (at 590):  Any lot or parcel which is part of a tract of real property in the hands of a taxpayer other than a corporation shall not be deemed to be held primarily for sale to customers in the ordinary course of trade or business at the time of sale if:

listnum "WP List 8" \l 3Such tract had not previously been held by such taxpayer primarily for sale to customers;

listnum "WP List 8" \l 3No substantial improvement has been made; and

listnum "WP List 8" \l 3Property has been held for a period of 5 years.  

-- (b) contains special rules for application if more than 5 lots are sold, etc.

listnum "WP List 8" \l 1Transactions related to the taxpayer's regular business

listnum "WP List 8" \l 2Corn Products Refining Co. (854)

listnum "WP List 8" \l 3Manufacturer of corn products buys corn futures as insurance against increases in the price of corn, because it's cheaper than building more storage facilities.

listnum "WP List 8" \l 3Corn Products says they're not one of the exceptions to (1221.

listnum "WP List 8" \l 3IRS claims futures transations were an integral part of C.P.'s business designed to protect its manufactiring operations against a price increase in its principal raw material and to assure a ready supply for future manufacturing requirements.  Income from integral part of business should be ordinary.

listnum "WP List 8" \l 3The Court agrees -- in its mind, there are some things that are capital gain, and there are some things that are not (i.e. ordinary course of business).

listnum "WP List 8" \l 3Problem:  Futures do not fit into any of the statutory exceptions under (1221; so this case was read for a long time as creating a judicial exception to (1221 (like Bob Jones?).  Possible readings:

listnum "WP List 8" \l 4Narrow ("weak") reading -- "inventory exception" -> futures were just a substitute for inventory.

listnum "WP List 8" \l 4Broad ("strong") reading -> judicial exception for ordinary course of business.

listnum "WP List 8" \l 3Broad reading might just be the Court's way of saying 'income is income', so no cap. gain treatment at all.

listnum "WP List 8" \l 2Arkansas Best Corp. (857)

listnum "WP List 8" \l 3Holding company got burned in stock and claimed an ordinary loss of $10M.

listnum "WP List 8" \l 3Lower court bifurcated the transaction

listnum "WP List 8" \l 4Initial investment was just than, an investment -- so capital loss treatment.

listnum "WP List 8" \l 4But subsequent investments were made to maintain the bank's own business reputation as "stable" by infusing capital into the business that was the subject of the investment.  These subsequent investments were definitely integral to the bank's business.

listnum "WP List 8" \l 3The Court took the narrow reading of C.P.  The definition of capital asset explicitly makes irrelevant any consideration of the property's connection with the taxpayer's business.

listnum "WP List 8" \l 3If you were engaging in a currency exchange hedge, you would have the same concerns as Corn Products, but currency futures can't be thought of as a substitute for inventory, not matter how integral to your business, so you would lose.

listnum "WP List 8" \l 3So if you take a broad reading (integral part), these cases are easy; the narrow reading makes it more difficult.

listnum "WP List 8" \l 4Airlines depend heavily on the price of oil, so hedging is an integral part of their business, but they're not in the business of buying and selling oil.  So they lobby saying, "I'm Corn Products."

listnum "WP List 8" \l 4Tribune buys stock in a paper co., and sells it at a loss.  Under a broad reading, it's an integral part of their business, so an ordinary loss under C.P.  But under Arkansas Best, doesn't fit into narrow exception.

listnum "WP List 8" \l 2Treasury Decision 8493 (865):  It is inappropriate to have a loss on a hedge treated as ordinary when gain on the item or items being hedged could be treated as capital gain.  Thus, a hedge of a section 1231 asset or a hedge of the ordinary income produced by a capital asset is excluded from the definition of "hedging transaction."  Hedges of non-inventory supplies are also excludedbecause they are capital assets, not withstanding the fact that they give rise to ordinary deductions when they are consumed in the taxpayer's business.

listnum "WP List 8" \l 2Code (1231 (at 584):  If gains involving depreciable property and real property used in a business (i.e. (1221(2) property) exceed losses those gains shall be treated as capital gain.  If losses exceed gains, those gains shall be treated as ordinary losses.

listnum "WP List 8" \l 2Hertz -> If they sold off all their old cars at once, it looks like capital gain.  If they sold them off one by one however, it looks like ordinary income (Biedenharn).  But if you can get under (1231, you're golden.

listnum "WP List 8" \l 1Substitutes for ordinary income

listnum "WP List 8" \l 2Hort (867):

listnum "WP List 8" \l 3Son inherits building from his dad with long term lease; tenant buys out of the lease for $140,000.  Taxpayer says the PV of future rent payments = $160K, I settled for $140K, so I have a loss of $20K.

listnum "WP List 8" \l 3Court says $140K is all ordinary income, because it's just a substitute for future rent, which would be ordinary income ("fruit and tree" -> rent is "fruit").

listnum "WP List 8" \l 3But everything could be considered as a substitute for income, because you buy things for their income stream.

listnum "WP List 8" \l 3You could value building:

listnum "WP List 8" \l 4Cost of substitute building

listnum "WP List 8" \l 4Replacement costs

listnum "WP List 8" \l 4Present value of cash flows -- this is just what the son did (so "tree" and not "fruit"?)

listnum "WP List 8" \l 3Son argues what I sold was a premium lease, and so I should get a loss?

listnum "WP List 8" \l 3If Zolt gets $20K to give up tenure, is he giving up a property right, or substitute for future income?

listnum "WP List 8" \l 4$20K for 3 yrs. looks like ordinary income (sub. for inc.)

listnum "WP List 8" \l 4$20K for 20 yrs. looks like cap. gain (property right)

listnum "WP List 8" \l 3Court was trying to distinguish between everyday operations, and extraordinary appreciation.

listnum "WP List 8" \l 3So how can the son take his capital loss?  How about a two-sale transation:

listnum "WP List 8" \l 4Day 1 -> sell to Irving Trust (son gets capital treatment):





$ 1,000,000 building





+    200,000 lease





$ 1,200,000 total value; Irving trust pays $1,140,000

listnum "WP List 8" \l 4Day 2 -> Irving Co. cancels lease

listnum "WP List 8" \l 4Day 3 -> Irving Co. sells it back to son (same building minus the lease) for $1M.

listnum "WP List 8" \l 4Analysis

listnum "WP List 8" \l 5Son has pocketed $140,000.

listnum "WP List 8" \l 5Basis of building is $140,000 less.

listnum "WP List 8" \l 5So we have deferral and conversion.

listnum "WP List 8" \l 2P.G. Lake, Inc. (878)

listnum "WP List 8" \l 3Company with 7/8th interest in oil borrows $600K from its president, who gets $600K + interest back through oil payments.

listnum "WP List 8" \l 3Taxpayer claims they sold a property interest, and so they should get cap. gain treatment.

listnum "WP List 8" \l 3Court says "sale" of oil profits in lieu of rent payments sounds like ordinary income; it is converting future income into present income.  So a its substitute for income, but isn't everything?

listnum "WP List 8" \l 3But a sale of 1/8 interest in future oil rights sounds like a capital transaction.

listnum "WP List 8" \l 4Note that value of underlying asset here is riskier than in Hort or Irwin v. Gavitt
listnum "WP List 8" \l 3Rule -> When you retain residual, everything that's carved out is ordinary income.

listnum "WP List 8" \l 4Depends on ownership rights

listnum "WP List 8" \l 5If just income stream -> ordinary income

listnum "WP List 8" \l 5If more like property rights -> more like capital gain

listnum "WP List 8" \l 6Property rights = risks of ownership.

listnum "WP List 8" \l 2Commissioner v. Brown (882)

listnum "WP List 8" \l 3Shareholders of a Lumber Co. sell their business to a charity (Cancer Institution) for $1.3M -- $5K up front, and $1.295M in nonrecourse, no-interest bearing note.  If payments on the note failed to total $250K over any two consecutive years, the sellrs could declare the entire balance of the note due and payable.  Meanwhile, Lumber Co. (Fortuna) leases business business back from charity.

listnum "WP List 8" \l 3Cash flow:  Fortuna pays charity 80% of profit, and charity gives 90% of that payment back to apply against the principle on the outstanding note.

listnum "WP List 8" \l 3At the end of the day, the shareholders avoided double taxation and got capital gain treatment on 72% (90% x 80%) of its profits.

listnum "WP List 8" \l 3The Court allowed it, saying leave it to Congress to fix.

listnum "WP List 8" \l 3The IRS says it was no sale, but the purchase price was reasonable, and the charity actually gets the corporation after 10 years, so what stinks? 

listnum "WP List 8" \l 4Charity was selling its tax exempt status

listnum "WP List 8" \l 5Like Muller spaghetti and NYU, or the 80s version:

listnum "WP List 8" \l 5L.B.O.s: financed through junk bonds

listnum "WP List 8" \l 6Interest paid on the bonds is deductible

listnum "WP List 8" \l 6Depreciation on some assets is deductible (McGowan).

listnum "WP List 8" \l 4This situation is like Franklin, except not a high purchase price, so the charity may actually have an equity interest.

listnum "WP List 8" \l 5IRS argues there's no sale (ownership "sticks") until 10 years.

listnum "WP List 8" \l 5If so, tax as ordinary income until the "sale" takes place?

listnum "WP List 8" \l 5But taxpayer is taking no risks

listnum "WP List 8" \l 3The note was interest-free

listnum "WP List 8" \l 4Interest would be taxed as ordinary income to Brown

listnum "WP List 8" \l 4The interest could be figured out through original issue discount, but it's no big deal since the charity is not deducting the interest payments (they pay no taxes).

listnum "WP List 8" \l 3Congressional fixes:

listnum "WP List 8" \l 4Exempt organizations are taxed on their unrelated business income

listnum "WP List 8" \l 4(514 expanded the definition of unrelated trade or business income to include debt-financed income.

listnum "WP List 8" \l 4No deduction for expenses and interest relating to tax-exempt income (Code (265).



--  Zolt's problem, why exempt at all?***What does this mean?***

listnum "WP List 8" \l 1Other claims and contract rights

listnum "WP List 8" \l 2Ferrer (895)

listnum "WP List 8" \l 3Jose Ferrer enters into a agreement with the author of a book about Toulouse-Lautrec.  He gets three "rights:"

listnum "WP List 8" \l 4Right to produce the play;

listnum "WP List 8" \l 4Right to block the production of the movie; and

listnum "WP List 8" \l 4Right to 40% of the profits of the movie.

listnum "WP List 8" \l 3John Houston wanted to produce the movie, so he "bought out" Ferrer with a percentage of the movie take worth about $150K.  The court looked at the agreement separately, instead of as a package (which is how Ferrer probably saw it), and held that he was entitled to capital gain treatment on the first two rights, and ordinary income on the last one.

listnum "WP List 8" \l 3The Court separated because:

listnum "WP List 8" \l 4The right to produce a play which he did not create, nor was he in the business of producing plays, was like the sale of an asset.

listnum "WP List 8" \l 5but if he created it himself--ordinary income.

listnum "WP List 8" \l 4The negative right to block production was like a "property right," so capital gain.

listnum "WP List 8" \l 4Right to 40% of profit, however, looks like return on investment (tied to receipts), so ordinary income.

listnum "WP List 8" \l 3Court had to allocate the gain, but how do you value?  There's no market to value these "rights," so do we want the courts to decide arbitrarily?

listnum "WP List 8" \l 3Two questions in capital gain cases:

listnum "WP List 8" \l 4Is it a capital asset (Merril Lynch)?

listnum "WP List 8" \l 4Was there a sale or exchange?

listnum "WP List 8" \l 3"Naked" contract rights, are they capital gain?

listnum "WP List 8" \l 4Surrendered lease -> court says yes

listnum "WP List 8" \l 5Tied to land, looks like capital

listnum "WP List 8" \l 5Gave up 100% interest, but this isn't satisfying either

listnum "WP List 8" \l 4Right to buy coal at a certain price -> court says no

listnum "WP List 8" \l 2Miller (905)

listnum "WP List 8" \l 3Glenn Miller's widow sells the right to her husband's story to Universal Picture for a percentage of the receipts worth $425K.  She claims she's selling a "right" so capital gain.  But Universal was just buying her off to protect their ass in case she does have a right, so the Court said it was not "property" -- ordinary income.

listnum "WP List 8" \l 3If Glenn Miller sold his own image, then it would clearly be ordinary income, so the court's outcome is consistent.  

listnum "WP List 8" \l 4But if Miller did not sell, and later sued for the publication, any recovery may be capital gain - involuntary selling?

listnum "WP List 8" \l 4Or, it may be not taxed at all - tort recovery (Code (104(a)(1)).

listnum "WP List 8" \l 3Ms. Miller's basis is probably zero (no matter what she sold), but what if Mr. Miller made some money on his image when he was alive, does she get the step-up?

listnum "WP List 8" \l 3So if I own a farm:

listnum "WP List 8" \l 4If a sell an easement, it's capital gain

listnum "WP List 8" \l 5giving it up forever, perpetual

listnum "WP List 8" \l 4If I sell a right to put up a sign on my property, it's probably ordinary income, because it's like paying rent.

listnum "WP List 8" \l 4So look to the payment schedule:

listnum "WP List 8" \l 5$1000 for life use = capital gain

listnum "WP List 8" \l 5$100/month = ordinary income

listnum "WP List 8" \l 3Paula Jones examples:

listnum "WP List 8" \l 4If I sell my picture -- ordinary income

listnum "WP List 8" \l 4If I sue becuase of the tortious use of my picture -- tort recovery

listnum "WP List 8" \l 4Should there be any difference between selling the right to sue, and settling of suing.

listnum "WP List 8" \l 3Zolt was surprised at the result in this case

listnum "WP List 8" \l 4Easier than Ferrer, because you don't have to split up assets

listnum "WP List 8" \l 4Maybe better if she got a flat payment of $100,000 up front; but this shouldn't make a difference.

listnum "WP List 8" \l 1Fragmentation vs. unification of collective assets

listnum "WP List 8" \l 2Williams v. McGowan (913)

listnum "WP List 8" \l 3Williams and Reynolds enter a hardware partnership, Williams has 2/3 interest; Reynolds has 1/3.  Reynolds dies, Williams buys out his share, then he sells the entire business to Corning for $63K.  He made a gain on the 1/3 share, but a loss on his 2/3, so wants ordinary income.  Court said he was not selling the entire "basket", but figured out tax treatment asset by asset.

listnum "WP List 8" \l 3Asset by asset:

listnum "WP List 8" \l 4Cash -> no gain, no loss - cash = cash

listnum "WP List 8" \l 4Accounts receivable -> ordinary income

listnum "WP List 8" \l 4Fixtures -> depreciable, but Code (1231, so ordinary loss and capital gain

listnum "WP List 8" \l 4Inventory -> ordinary income (Code (1221(1))

listnum "WP List 8" \l 3If selling off the assets for good (liquidating the business), then maybe asset by asset makes sense.  But if it's a going concern, it's kind of unnatural.

listnum "WP List 8" \l 3This requires allocating the purchase price.

listnum "WP List 8" \l 4Buyer wants most allocated to depreciable assets (including goodwill -> Code (197) to allow for big depreciation; and inventory, because cost of goods sold would be higher, therefore profits lower, and lower taxes.

listnum "WP List 8" \l 4Seller wants one big mama of an asset, for capital gain.  If he bought an asset for $10, depreciated it to $5, then sold for $9, then it would be recapture of depreciation, and would not be taxed on it.

listnum "WP List 8" \l 3If all you sold was shares in a corporation (instead of a partnership interest), then it would be the same underlying assets, but it would be treated as a capital gain.  In such a case, should we look through the corp. form?

listnum "WP List 8" \l 3If the assets add up to $50,000, when the selling price is $70,000, the $20K could be:

listnum "WP List 8" \l 4All goodwill -> residual method

listnum "WP List 8" \l 4Pro rata to all assets

listnum "WP List 8" \l 1Final look at ethics:  Proulx v. United States (Handout)

listnum "WP List 8" \l 2Elderly couple sells hotel and restaurant for $465,000 to another couple, who allocates $50,000 of purchase price to a covenant not to compete.

listnum "WP List 8" \l 2Eldery couple claims the whole purchase price as capital gain, but the IRS claims the $50,000 is ordinary income.

listnum "WP List 8" \l 2Covenant not to compete is ordinary income

listnum "WP List 8" \l 3Because it's a substitution for income -> you get $50,000 for not working.

listnum "WP List 8" \l 3Buyers get depreciation on it.

listnum "WP List 8" \l 2Why didn't the court figure out asset by asset?  This case is exactly like McGowan.

listnum "WP List 8" \l 2Couple claims duress, but court rejects this claim, and lets the contract stand as is.

listnum "WP List 8" \l 2Ethics:  Buyer's lawyer put in covenant, even though couple was elderly, and were going to retire, just for his client's tax purposes.

listnum "WP List 8" \l 3A lawyer cannot deal directly with another party they know to be represented by counsel

listnum "WP List 8" \l 3Fine line between tax avoidance and tax evasion.

listnum "WP List 8" \l 3Is the lawyer perpetrating a fraud -- he is if there was no chance of the couple ever working again.

listnum "WP List 8" \l 3What if there was a 10% chance they would open up another place? - This would still probably be a sham, because the price is too high.






