PROPERTY TRANSACTIONS

Broad Issues

1) AMOUNT REALIZED GENERALLY.

a) Sale/Exchange §1001
i) Material difference = exchange.
ii) Basis – Phil Park. (FMV of prop Received)  
b) Exceptions-  
i) Gift-  Basis (depends on gain/loss), Gift tax adj-see calc, holding period >1yr.
ii) Death Transfer-  Basis- (DOD, after 6 mo, at disp), Exception- IRD, Yr 2010 rules, Holding period > 1 yr.
2) LEASING TRANSACTIONS: 

a) §1031 exchange.  Is sale and lease an exchange?  2 party transaction collapsed.  Gen no, if lease is at market.  
3) MORTGAGES: p. 9

a) BASIS:   Cash/property + Debt Assumed
i) Purchase Money-  Include debt in basis to extent D will guard investment in prop.
(1) Recourse-  Include in basis.  
(2) Nonrecourse-  Does T have equity interest?  Incentive to pay off
(a) Determine debt-  
1. Subtract recourse debt from FMV.  b/c satis recourse 1st in foreclosure.  RR 81-78
2. Consider cash in, as something T may want to protect.
(b) Compare: Recourse Debt w/ FMV of Property:
1. Debt less than FMV-  Include in basis.  (Crane/Mayerson)
2. Debt More than FMV-  No sale & NO basis. 
a. Sham-  Estate of Franklyn.  Sale and lease back – inflated sales price purch w/ nonrecourse debt.  
b. Limitations: 

i. RR 77-110: Basis to extent cash pd.
ii. Pleasant Summit (3rd circ-)  Basis to extent of FMV.
(3) Contingent Purchase Money- Add basis as pmt comes in.  
(4) 2nd Mortgate -  No tax consequence.  No realization, no adj to basis.  Woodsam.
ii) Adjustment to basis-  Losses, Depreciation, etc.
b) AMOUNT REALIZED:  Property/Cash + debt relief  (1st + 2nd mort)
i) Nonrecourse-  
(1) Sale/exchange?    
(i) Determine AR- 
a. Compare-  Debt and FMV of property.  Include in AR greater figure.  (Tufts)
b. Recall-  No sale in estate of franklyn, no AR.
(2) Part sale/part gift-  Sale = debt relief of donee.     
(a) Debt relief (AR) – AB = gain
(b) Donee’s basis-  greater of – debt assumed or carry-over basis.
(3) COD INCOME-  
(a) Never in sale/exchange b/c debt relief is included in AR.
(b) May occur if S keeps property and lender forgives debt.
ii) Recourse: 

(1) Recourse Debt’s AR:  Bifurcate transaction: 
(a) AR-  Proceeds from sale.
(b) COD income-  Ordinary income.
iii) Cancellation of Indebtedness Income –
(1) Debtor: Ordinary income.  §61(a)(12)
(2) Exceptions:    p. 10-12   AFFECTS amt of depreciation!!!
(a) Insolvent debtor. §108 (elect to reduce basis)
1. To det D’s insolvency- reduce liab full amt forgiven; reduce assets by amt paid.
(b) Purchase money transactions.  Purch price adj (red basis)
(c) Qualified RP indebtedness.  FMV is < debt (devalued prop)  
1. T elects- no c corp
2. RP debt- acquisition, cons, improvements
3. Business RP
4. Amount Excluded: must be  Less than: 
a. Debt – FMV of prop. and 
b. aggregate depreciable RP basis.
5. Result: reduce basis. Succeeding yr after discharge.
(3) Note-  Lender can take loss if significant modification to debt.  See below Modification of debt for test.  
c) Don’t forget character and rates!
4) DEPRECIATION & RECAPTURE: 

a) DEPRECIATION:    Trade/bus & investment property.
i) Real Property:   Land not depreciable, improvements are.
(1) Who gets to depreciate?  One who bears risk.  
(a) Lessor-  on lessee improv, can dep if has basis.  (Rent replacement/purchased reversion)
(2) Allocate Basis: FMV purchase price – bet land & building.
(3) Depreciation method:  §168
(a) Straightline, mid mo convention.
(b) Applicable Recovery Period: Resid: 27&1/2; Non-Resid: 39 yrs.
ii) Tangible Property:

(1) §179   Election  
(a) Purchase-  NO gift, death, related party purchase (sibling OK)
(b) Type of Prop- investment and Active trade/business.
(c) Deduction- ‘04- $102K, reduce over $410K dollar for dollar. $512K 
(d) Reduce basis.
(2) 168(k) Election.
(a) Type of prop-  New personal prop.  NO RP.
(b) Deduction-  ’04:  50%
(c) Reduce basis.
(3) §168: ACRS
(a) Property-  Investment/trade/business.
(b) Keys- Applicable: recovery period, convention (1/2 yr or mid mo), method.
(4) §168(g)   Alternative depreciation system
(a) Recovery under Rev Proc 87-56.  Longer class life- RP = 40 yrs.
(b) Applies to: Corp to det E&P.  When T makes election.
iii) Intangible Property:

(1) §174(a): current ded for R and D.  (Self-created patents)
(2) §197

(a) Not Self-Created

(b) Trade/business or Inv Prop

(c) Type of Property

1. Good will, going concern-  Residual method allocation
2. Covenant not to compete-  Business acquisition.  
3. Patents/Copyrights/Trademarks-  
a. Business acquisition.  
b. Contingent pmt- ratably over period- separate dep prop.
4. Land- never 197 property.
(d) Depreciation-  15 yr, straightline, in Mo T puts in svc.
(e) Disposition b-4 all prop depreciable-  Non-recognition of LOSS.  Increase basis in other property/
(3) §167

(a) Type of Property-  Stuff where §197 doesn’t apply.
1. Separate purchases-  Copyright/patents, covenant not to compete.
a. Contingent pmts-  Straightline: deduct currently; Income forecast: ratably over 11 yr period.
b. Prop Valueless- T can deduct rem adj basis.
2. Space-  garbage hole.
3. Above-mkt lease-  Held by lessor.   
(b) Method

1. “Reasonable Method”- Straightline.
2. Income Forecast-  §167(g)   11 years.
a. Calc- Adj basis  X   Yr’s Income/ Projected income.
b. Adjust if income changes.
c. Interest: to IRS if write off to quick.
iv) Organizational Fees:  
(1) Corp: §248.   Amt or $5K (  50K, 5 Years in mo corp in bus. 
(2) Pship:  5 years in mo pship in bus.
b) REDUCE BASIS.   By MAX amt allowed.  (Except Straightline)
i) Reduce basis to 0 - Also salvage value = 0.
c) DISPOSITION B-4 COMPLETE DEPRECIATION:

i) Sale/Exchange Realization:   AR- AB = gain/loss
(1) Back out:  T using convention.  Calculate gain/loss
(2) Character:  
(a) Investment prop-  Cap gain.  §1221
(b) Trade/Business-  Ordinary §1221 
(i) 1231 Exception:  > 1 yr?  Gain= capital, loss = ordinary.
(ii) 1245 Recapture (gain):   Lesser of (AR or RB) – AB = ordinary.
1. RB-  Unadj basis
a. Carry over- donor’s basis; death/step-up: donee’s basis.
(iii) §1250 Recapture:  
1. Calc-  App %  X Lesser of (Addl Appn or Gain)
a. App % = gen 100%.  Addl’ Appn- if > 1 yr – 0 b/c excess over straightline.  
2. Rate-  §1h cap gain, but 25% for §1250 unrecaptured gain.
3. Special Rule: Corps: 
a. Excess of 20% of what would be §1245 gain over §1250 gain = Ordinary.   
i. Calc: (1) what would be §1245 gain; (2) §1250. 
ii. (.2 X 1245 gain) – §1250 gain (prob 0) = ordinary inc.

iii. Excess-cap gain.

b. Net effect- same rate to corp.  But may not be able to ded cap loss.

ii) Exceptions:  

(1) Depreciation note-  for donors, §179 (not “purch”), 168(K) (not new) don’t apply.  
(2) Transfer to Corp 
(a) Non-recog if in exchange for corp stock.  §351(a)
(b) Corp’s Basis:  Carry over
1. Back out donee’s depreciation based on MONTH.  This is corp’s basis.
2. This is basis corp begins depreciation on.
(c) §1245/1250 doesn’t apply.
(3) Gift -  Basically same as corp.
(4) Death Transfer-

(a) Basis- Step-up.
1. Prop reg- use short year as above.  Unlikely.  Best: start dep on date of transfer, at FMV on DOD (or alt step-up).
2. 2010-  Unclear.  
3. §1245/150 don’t apply.
5) CHARACTER:   Note -   If there are Losses—analyze first.  Loss may be disallowed & don’t go into the characterization calculation!!!!!
a) Ordinary v. Capital

i) Dividend – Ordinary.  §1h, holding period reqs short term cap LOSS. P. 11
ii) Capital asset – §1221: all assets except listed assets.  (gen have business flavor)
iii) §1231-  Trade/busness (  cap gain treatment.
(1) Exception- Prior §1231 losses during last 5 yrs (  ORDINARY.
iv) Sale of Business v. Capital Asset
(1) REAL ESTATE
(a) Subdivision (5,5) and Improvement Safeharbors §1237   p. 12
1. Effect- 1st 5 parcels- cap gain no trade/bus, 2nd parcels – ord.
(b) Facts/circ:  Trade/business? Prim for sale?  Ord course?  Sub realty
1. Factors: Frequency or numerous sales, development/improvement, solicitiaton/advertising, brokerage act, goal of short term resale.  
(2) STOCKS/SECURITIES
(a) Day Traders- cap gain.
1. Exception: mark to market.  §475(f) can elect ord gain/loss.
(b) Brokers- ordinary.  §1236  Excepts ID’s for investment.
v) Options-   Didn’t review- p. 13
vi) Hedging Trans  p. 14
(1) HEDGE – Ordinary §1221
(a) Reqs: 
1. ID hedge- at close of bus day of trans.  If loss= capital, gain = likely ordinary due to anti-abuse provision.
2. Normal course of business.  In furtherance.
3. Prim to Manage risk-   No specualation. 
(b) Inventory 

1. §1231 Property Can’t be a Hedge.
2. Can’t be stock/security
a. Except- when security is an acct receivable.  Fed Nat Mort.
(c) Borrowings made.  (interest rate, price change, currency fluctuations.)
1. Short sale as hedge.  OK.  Motorola hypo.
a. Increase in interest rate (decrease bond value)- Bonds issued at more than expected (loss), but when close short sale gain.  Buy bonds at less than face amt.
b. Decrease in interest rate (increased bond) –  Bond issued at less than expected (gain), when when close short sale, loss, b/c have to buy bonds at more than face value.   
2. §1231 prop- OK. 
3. Timing-  Cost basis + gain/loss on hedge.  Defer recognition on short sale by including gain/loss in issue price of debt.
vii) Short Sale- borrow property don’t own, and sell.  Hope: decrease in value.
(1) Details-  (i) Realization on close of transaction, (ii) holding period- upon acquisition; (iii) Character- character of stock/security you purchase to close.  §1223
(2) Exception-  Short sale against box - GAIN.  (i) deemed sale of owned stock; (ii) New basis = FMV of prop, (iii) Prob- gain/loss at close of position.
(a) Exception to exception-  (i) Close 30 days after taxable yr; (ii) hold new stock for at least 60D.
viii) Substitutes for Ordinary Income  p. 16
(a) Horizontal-  
(i) Character-  ordinary.  Sale of rt to property for limited period of time.  Hort eg: lessee pays lessor to get out of lease.
(ii) No basis allocation-  No sale.
1. Note Exception.  Allocate basis in debt between interest and principal.  
a. Result:
i. No gain on assignment.
ii. OID (ord income) in diff bet principal – adjusted principal basis.  §1286(a), (b)(4)
(b) Vertical-  Capital  - when T gives up everything T owns, it’s a realization event.  AR – AB = gain.loss
b) Capital Gain/Loss Calculation: 

i) Allowed loss:  (i) investment; (ii) trade/bus; (iii) casualty.
ii) Categorize.  LTCG, LTCL, STCG, STCL
iii) Netting-   
(1) LTCG – LTCL -   Long term cap gain?  §1h, Long term cap loss: §165(c)
(2) STCG – STCL – Short term cap gain?  §1(c) Ord, Short term cap loss: §165(c)
(3) Long term: Mix of Gain/loss  Offset cap loss to extent of cap gain.
(i) Long term Loss: Offset Cap Gain
1. Offset loss w/in subcategory
2. Offset loss from highest to lowest for LTCG.  
(ii) Short term Loss: 
1. Offset loss from Short-term cap gain
iv) Capital Loss

(1) Long term Loss: 
(a) Offset short term cap gain.
(b) Offset Ordinary Gain  ($3K per yr)  (individual)
(2) Short Term Loss: 
(a) Offset loss Long term cap gain, from highest to lowest.
(b) Offset ordinary gain (3K per yr)   (Individual)
(3) Individual: 
(i) Carry forward-  Indefinitely.  §1212(b)
(4) Corporation: Cap losses offset cap gain. See above. Carry forward 5 yrs, carry back 3 yrs.
v) Long Term Capital Gain

(1) Corps- 35% generally. No pref.
(2) Individuals.  28%, 25%, 5%, 15% remainder.§1h
c) Ordinary Gain/Loss

i) Gen, offset ordinary loss from ordinary gain.  However, limitations below.
6) TRANSACTIONAL LOSSES-  
a) Related parties?   P. 22   Sale on open market, and subsequent purchase.
i) Interspousal transfer
ii) Family members- sale on open mkt and then purchase.  
(1) Situation- S sells on open mkt, and RP buys.
(2) Related party - & attribution.
(3) Factors:   Intent of parties?  Lag in time??
(4) Result-  No loss recognized to S; B-cost basis & gain lim by loss unrecog by S. B can take loss.
iii) Controlled/Sympathetic buyer.  P. 23  
(1) Fall back to fam members. Use if not related buyer.
(2) Issue: Does S have sufficient control of Buyer?  Sale and purchase w/in 30 days.  
b) Bonafide Sale (stock/securities)?  P 23 Sale, and then prop goes back to buyer
i) Facts and Circ.
ii) Wash Sale Rule:  As if sale never occurred.  
(1) Trigger-  (1) T sells at loss; (2) w/in 61 D period  (30D before and after) repurchase of identical stock. 
(2) Result-  No loss recognized.  Exchange basis.  Adjustment to basis on sale-  increase/decrease for gain/loss on subsequent sale. 
c) Worthless stock?  P. 24  
i) Gen no realization event, but if worthless, = realization if worthless on close of taxable yr.  (for capital or ordinary stock).  Facts and circ for whether stock worthless.
d) Loss on Debt?  Value of note decreases p. 24
i) Situation-  Gen, lender has loss, nothing happens to debtor.
(1) Limitation- Sale of Debt to Related Party of Detor. 
(a) Related party?  §267(b) except members of family: NO siblings.  Lineal decendants and children only.
(b) Effect: 
1. COD income:  Treated as if debtor purchased himself.  D repurchased debt at less than amt issued.  Kirby Lumber.  
a. §108(e) exceptions?    Insolvency/BK?  Purchase money?  Qualified real property?   
2. Note deemed retired and reissued from Debtor to related pty: 
a. Related pty has OID income.  (IP – Redemption price)
b. Debtor- can deduct interest paid. 
e) Bad debt?  D can’t pay debt back, generally lender can take loss (§165) except:  p. 25
i) §166 -  §166 trumps §165.
(1) Situation-  Enforceable debt obligation is uncollectible.  
(2) Determine Creditor’s Purpose for lending- 
(a) Business?  Corp and Indiv: ORDINARY
(b) Non-business? (personal or investment)  
1. Corp- ordinary; Indiv: short term cap loss.
(c) Hybrid- dominant motive.
(3) RULE: 
(a) Wholly Worthless:  debt settled at less than maturity amt.
1. Business & nonbusiness – ALLOWED.
(b) Partially Worthless;    debt partially uncollectible before settlement.

1. Business – Allowed.  (Acelerates deduction).
2. Non-business – not allowed.
ii) §165-  Worthless debt.  Can take loss if debt worthless on last day of taxable year.  As if sale/exchange.  (  CAPITAL LOSS.  
f) Modification to debt? P. 26  D can’t pay $$; D and lender modify terms.  Creates loss to lender.  Realization event.  
i) Lender:  
(1) Is There Realization?  Significant modification = exchange. (cottage savings)
(a) Modification-  Any change to original terms/instrument doesn’t contemplate.
(b) Significant:  See calc for maturity date and yield.  P. 26
(2) Effect: 
(a) Significant modification (  Lender’s loss recognized.
1. AR(issue price, if adequate stated interest= stated principal amt of debt)  – AB (cost)
(b) No Sig Modification (  No realization event, no loss allowed.
ii) Debtor:  Potential §108 COD income - Old Debt- New Debt.  But §108(e) exceptions.
7) LIMITATION ON LOSS:  §465, §469
a) AT RISK §465

i) Applies to:  Indiv (joint filers aggregate), closely held C corp, Partnership (look thru to partner and see if it applies to partner, based on amt partner is at risk).   
ii) Activity Governed:  Separate each activity out & apply §465.  
(1) Leased §1245 depreciable property.  
(2) Trade/business activity 
(3) Production of income activity
(4) EXCEPTIONS Closely held C: 
(a) Qualifying Business: 
1. 1 fulltime employee owner
2. 3 fulltime non-owners 
3. Business expenses – other than comp pd to owner, exceeds 15% bus GI.
4. Can’t be: equip leasing, sale/use mot picture, video, etc.
(b) Equipment Leasing – actively engaged.  50% of gross receipts from yr attributable to equip leasing.
iii) Analysis:   Do this for each yr T owns assets.
(1) Determine TOTAL LOSS. (interest, depreciation, tax, repairs, carry forward loss from prev yr).  
(2) Determine §465 Loss.      Income derived for activity - Loss  
(3) RULE: Deduct §465 loss to extent of T’s at risk amt. But apply §469
(a) Determine amt at risk: 
(i) Includes: 
1. Cash, 
2. Basis of property contributed,

3. Debt-  Recourse- include, pledged security for property not used in activity;  nonrecourse – gen don’t. Except:  

a. Qualified Nonrecourse Financing.   
i. RP activity.  (personal svc flavor OK)
ii. Borrowed w/ respect to activity;
iii. Borrowed from qualified person: actively engaged in bus of lending $$, and NOT (i) related to T (unless terms comm. Reasonable & sub same as terms avail to unrelated person), seller; (ii) seller or related to seller; receives fee from T
iv. Nonconvertible debt
v. Nonrecourse.
(4) Adjust basis.  Full amt allowable, even if deduction NOT disallowed.
(5) Carry Forward Loss-   Can use next year, against (i) gain in activity; (ii) offset unrelated income to extent T at risk.
(6) Subsequent Years’ Adjustment:  
(a) Loss -   Total Loss (for yr) + Carry over Loss.  
(b) Amount At Risk:
(i) Downward:    If you get negative number, apply §469(e)
1. Prior year’s deduction from amt at risk.  
2. Money withdrawn from activity   
a. Rent - Interest
3. Money paid on activity.
(ii) Upward:
1. Income from prior years 
2. Repayment of nonrecourse debt from funds OUSIDE ACTIVITY.
(c) §465(e) RECAPTURE
(i) RULE-  Income recognition to extent of Amt at risk below zero (due to $$ Withdrawn)   
1. §465 loss can’t offset §465(e) Recapture.  Income that offset §465 loss is “determined without regard to §(e)(1)(A).”   §465(d)
(ii) LIMITATION-  Amt of gross inc can’t exceed the prior yr’s  losses allowed under §465.
(iii) CARRY FORWARD LOSS.   Add to disallowed loss.
(iv) ADJUSTMENT TO AMOUNT AT RISK:  Upward adjustment, basically zeroing out negative at risk amount.  
(d) Don’t forget to adjust basis.
(7) Ultimate Sale of Property = Income   Prop Reg 1.465-12.
i. Do Gain/loss Calculation.  AR – AB; If debt- include amt of debt in AR.  
ii. Basis- may be very low due to depreciation on allowable amt NOT §465 lim.
iii. If prop fully depreciated – Results in 
--no basis offset of gain to T upon disposition, (high gain)

--But  offset by carried forward loss- results in 0 gain.
b) §469 Passive Activity p 30 incomplete, go through outline.
i) Applies to:  Individual, closely held C, personal service corps.  
ii) Passive Activity?  
(1) Trade/business (NOT investment –but lim on interest §163(d)
(2) NOT Materially participate.   P. 30 (review) Regular, continuous, substantial.  
iii) RULE:   Can use aggregate LOSS from passive activity to extent of aggregate Gain from passive activities. 
(1) EXCEPTION: 

(a) PASSIVE GAIN -  Becomes Active
1. Ground Lease gain: Less than 30% unadjusted basis prop used in bus DEPRECIABLE.  
2. Significant Participation Gain.  
(b) PASSIVE LOSS-  Allowed.  

1. Closely held C-  Passive loss can offset ACTIVE income.  (not proftfolio)  EXCEPT: personal svc corp.
2. Moderate income T-   Make less than $150K?  
a. $25K of loss ALLOWED 
b. IF: Actively participates in rental activity; phase out 50% of T’s adjusted GI in excess of $100K.
(2) CALCULATION: 

(a) §465-  If also §465: use that amt that passes over.  Otherwise, entire amt is §469 loss.
(b) Group-  Active gain/loss, Passive gain/loss.  
(c) Net-  ALL passive income – ALL passive expensive.  If have left passive loss: 
(i) Carry forward.
8) INSTALLMENT SALE:
a) Multiple assets?  Do analysis as to each separately.
b) Gain or loss?  Apply if GAIN.
c) Non-Qual RP-   
i) Inventory

ii) Dealer property
iii) Tradeable stock/securities
iv) §1245 depreciable Property, but §1231 prop OK.  Report currently §1245 prop & adjust basis By amt of §1245 recapture.   
v) Depreciable prop sold to Entity controlled by S.   Exception- no tax avoidance.
d) What is Payment?  34
e) Calculate Gain   35   Look to make sure you add in right adjustements to calc.
f) Character:  §1250 First (25%), and §1245 Second (15%).  

g) Interest Charge on Lg Installment Obligations– p. 35

h) Constructive Payments- 36      Related party & resale; Pledge of note.
i) Disposition of Note.  37

9) LIKE-KIND EXCHANGE:  p. 18

a) Reqs:

i) Property

(1) Purpose- trade/business or investment. No resale/personal use.
(2) Excluded property: inventory, stock, debt.
ii) Like-Kind
(1) Depreciable Property: Rev Proc 87-56; facts and circ.
(2) Intangible Property – Look at right and underlying property. 
(3) Real property- gen, always like-kind except exchange to customers.
iii) Exchange-  Non-simultaneous OK.
(1) Sale of Property First
(a) ID-  writing to other pty, w/in 45 D, IDin’g possible properties.
(b) Timing-  w/in 180D or filing of income tax ret + extensions for yr.
(c) Security-  Not boot: mort, guarantee, letter credit, cash deposit into qualified escrow: (i) agent not T or disqualified person, (ii) T can’t access funds.(iii) qualified intermediary
(d) Interest-  T can charge purchaser for use of property.
(2) Purchase Property First
(a) Accomodation party-  (i) not disqualified pty; (ii) AC owns all property, (iii) Max can hold is 180 days.
(b) ID-  w/in 45 D, T writes other party, IDing T’s property.  
(c) Timing:  180 days from sale of property to buyer’s purchase.
(d) Dealings w/ AC:  loan, guarantee, lease prop from AC, AC can agree to buy prop if sale comes through.
iv) Related Party exception: p 20

(1) 1 RP sells w/in 2 yrs.
(2) Related parties?  Attribution of stock rules. 
(3) Result- (1) Parties recognize gain NOT loss.  (2) basis- prop received.  Phil park  (3) If Loss, on 2nd disposition, party recognizes.
(4) Exception: death transfer, involuntary transfer, no tax avoidance. 
b) Special Transactions

i) 2 Party & Cash Transactions

(1) Integrate- where ptys sell for cash and then exchange prop.  §1031 not elective.
(2) Sale + Lease Back Lim-  Gen respected.  SLA lease is at FMV b/c then it has no independent value.  (In construction prop, T can sell at loss currently; if trans integrated – exchange lease + cash boot)
ii) 3 party & Cash Transactions

(1) No §1031.  
(2) Ways to get 1031:  (i) X plays long, and buys H’s property; (ii) Use Qualified Intermediary (As long as not T’s alterego).  Can’t be: related pty under 267(c), w/in 2 yrs: T’s employee, atty, acct, real estate agent, investment banker.
(3) Limitation-  Cash goes in circle.  Key: Does T know about it? If so integrate trasactions.  “Contingent or mutually dependant trans”.  
c) Result:  See p. 21-22.
i) Generally:  §1031 nonrecognition; exchange basis (1031(d))
ii) Boot:   
(1) Transferor-   (1) Exchange property + (2) Sale of boot at FMV – recog gain/loss.
(a) §1031(a)- no gain/loss exchange of like-kind property.
(b) Basis- All prop given up +- gain/loss recognized on boot given.
1. Depreciation-  2 components (1) old property basis, (2) new gain/prop basis = new asset- new depreciation §.
(2) Transferee-  In ex gets: (1) like-kind property + (2) boot.
(a) §1031(b)-  

1. Loss-  Don’t recognize.
2. Gain-Recognize gain on property to extent of boot.  
a. Determine gain on property
b. Have gain to extent of boot.
(b) Basis-  
1. Like Kind prop: Basis of prop given up – boot + gain recognized.
2. Noncash boot-  FMV
iii) Debt
(1) Figure out: Gain realized-  AR - AB 
--AR-  FMV of property + $$ Received + Liability Shed 
--AB – Orig basis + Liability Assumed  Reg 1.1031(d)-2 ex 2.
(2) Boot?  If boot received, recognize gain to extent of boot.  
(a) Other Boot Received?
1. Can’t offset net debt detriment, w/ boot Received– recognize gain to amt of boot.  Eg: X gets $10 cash boot + also has detriment of $10 debt.  Realize $10.
(b) Debt Boot?
1. Is T relieved of less debt?  = Debt Boot.
i. Debt can offset debt.
ii. Cash paid offsets boot.   (Cf: cash received = boot)
(3) Basis-  
(a) Orig basis + debt assumed – boot received – debt relief + gain recognized

Property Transactions Outline

1) Basis, Realization & Recognition
a) Sale 

i) Realization:  Disposition of Asset Required. 

(1) Fluctuations In value of Property (  Insufficient.  Eg: prop stock div.
ii) §1001- AR – AB = Gain/loss
(1) AR = Money received + FMV of Property   §1012(a)
(2) AB = Basis, then adjust 1011
b) Taxable Exchange  §1001

i) Realization-   Materially different property received.  Low std.  Cottage Sav.
(1) Loan modification- enough of a material difference.   Reg 1.1001-3
(a) See below- Limitation on Losses for Loan Modification. P. 25
(2) Types of Exchanges: Property for Property; Property for Satisfaction of debt or claim; Property for services (Eg: stock to emp)
ii) AR – Property received in Transaction
(1) Good Bargain Rule-  If I pty gets a better deal in a bonafide transaction, not taxed immediately on benefit.
iii) Basis-  Philadelphia Park   
(1) FMV of property received; or
(2) FMV of property given  (in arms-length transaction); or
(3) Property adjusted basis of property given   
c) Gifts

i) Donor: Non-Recognition Rule.  
(1) Limitations: 

(a) Part sale/part gift- recognize gain to extent of sale.  Eg: Debt.

(b) Installment Sale-  §453(b) Tax donor on gift.  

ii) Donee-

(1) No inclusion of gross income on receipt of gift.  §102
(2) BASIS:   §1015
(i) If gain ( carry over basis of prior owner.  

(ii) If loss (  Carry over basis from prior owner 

a. UNLESS double loss: carry over basis GREATER than FMV when gift made.  Use FMV.

b. Stuck bet 2 rules exception –  No Recognition.  

i. Where see a total loss, but AR GREATER than  FMV – calculate gain and loss (using loss exception) to see if no gain results. 

2. Gift Tax Adjustment:  Add calculation below to basis

a. Net appreciation:   FMV of gift – D’s Basis 

b. Calc: Tax paid X (net appreciation % FMV gift)  §1015(d)(6)

(3) Holding Period-  Always more than 1 yr; poss long-term cap gain §1h.

d) Death Transfers

i) Non-Recognition for Heir- §102 No income tax on transfer at D’s death.  
ii) BASIS TO HEIR-  §1014

(1) General Rule: FMV at DOD. (stepped up)  
(a) OTHER OPTIONS -   
(i) Alternative Valuation Date: 6 mo after DOD under election of executor & will decrease value of estate.  §2032. 
(ii) Property Distributed-  FMV of property as of date of distribution.
(b) EXCEPTION- 1014(c)  IRD= 0 Basis.  GI D had a rt to but not included in GI at time of D’s death.  
1. Party taxed- Estate; or if right distributed to heir. 

(2) Year of 2010 Only: 
(a) GENERAL RULE: 
(i) Lesser of:  Carry over basis from Donor or FMV at DOD.  §1022(a)(1)
(ii) Increase by Step-UP- UP to $1.3million, limited by FMV at DOD.  1022(b), 1022(d)(2).  
(iii) Prop Passing to Spouse- $3mil step-up.  1022(c)

(iv) EXCEPTION-  Asset D received by Gift, 3 yrs prior to death don’t get basis step up or spousal rule.

iii) HOLDING PERIOD-  Since D receives basis under §1014  (  deemed to held be for more than 1 yr.  Long term cap gain.  §1223(11)
2) DEPRECIATION

a) GENERAL RULE: Depreciation deduction for exhaustion, wear & tear for property (i) used in trade/business; or (ii) held for production of income.

i) §263: Capitalize asset and deduct over life of property.
b)  Is it Depreciable PROPERTY?   

i) Key – Property subject to Wear and Tear? .  Eg: violin cf painting.  
ii) Land-  NOT wasting asset; 
(1) LIMITATION:  
(a) Improvements to Land – are depreciable.  
1. What is ‘Improvement?’ Closer it is to depreciable asset = improvement.
a. Eg:  Topsoil (exhausts); landscaping-gen no unless will be destroyed when building knocked down;   
2. BASIS ALLOCATION RULE-  between land and improvement based on relative FMV at acquisition.   Reg 1.167(a)-5.
3. Who Depreciates? The T who bears econ risk (has basis)
a. Lessee Improvements-  Lessee depreciates (under §168 normal recovery period) 
i. if Reverts to lessor-  
1. Improvement form of rental pmt?  Depreciable.
2. If Not a Rental Pmt? Not depreciable b/c no basis. Improvement is excluded from GI under 109.   
ii. Purchase of Reversion of Building-  Now have basis and can depreciate.  Note- Subtract out value of building.
1. When to Depreciate-  at end of lease.
(b) Above-Market Lease-   No depreciation- basis is allocated to the LAND, not leasehold.  §167(c)(2).  Land is not depreciable.
(c) See §168 for Depreciation
iii) Intangible Assets-  
(1) Research and Experimental Expenditures  §174(a)

(a) Self–Created Patents- Deduct currently. Research or exp expenditure.
(2) Amortizable §197 Intangible Def under §197(c)
(a) Held in Conduct of TRADE/BUSINESS or §212 Activity
(b) CANNOT be Self-Created
(c) Type of PROPERTY   §197(d)(1)
a. Good Will/Going Concern   
i. Can never depreciate self-created goodwill/going concern
ii. Basis: Residual method §1060.  Designates costs to various assets- remainder is dumped into pmt for goodwill/going concern.   
b. Covenant Not to Compete  
i. REQ: Must be in connection with BUSINESS ACQUISITION.  
ii. K to Expire before 15 yr period-  Can’t deduct currently at expiration of K UNLESS T dispose of business; continue to deduct over rem 15 yr period
c. Information Based Assets-  books, records, customer/sub lists
d. Workforce in Place
e. Patent, Copyright, etc.
i. Contingent Basis: Take basis as it is paid, and spread ratably over remainder 15 yrs (% 15).   Reg 1.197-2(f)(2)(i)
ii. Exception: MUST be in connection with BUSINESS ACQUISITION §197(e)(4)
· Film, sound recording, video, book, etc
· Patent or copyright

2. EXCEPTIONS-   but see §167. §197(c)(2)
a. Land/lease  §197(e)(5)
(d) RATE: Straight-line,15 yr period, beg on mo. prop acquired. §197(a)
(e) DISPOSITION B-4 FULL DEPRECIATION AT LOSS-  Can’t take loss if any §197 intangible retained in transaction; get increase in basis on remaining intangibles.  Continue under rem 15 yr period.

(3) Amortizable Property under §167  - Rare use.
(a) Purchased in Separate Transaction §197 assets:
1.  Covenant Not to Compete.  RR 68-636
2. Film, Sound, Video Books, Etc  §167(b).
a. Method: “Reas” Method: §168(g) 
i. Straightline OR Income Forecast (best) RR 60-358
ii. Income Forecast- §167(g) Measure by income produced.
1. Period-  11 Years.
2. Calc: Adjusted basis    X
Income Derived from Yr    
      Income Over Life 

Can make adj if income expected to change over time.





      3.   Interest-  Pay interest to govt, if write off too quick.

3.  Patents-  Can use straightline or income forecast over 11 yrs.  
1. BASIS: Contingent Payments- 

a. Straightline-  Deduct currently, Fixed amt ratably over period.

b. Income Forecast-  Prop reg- as contingent pmt made, spread ratably over remaining 10 yr period.

2. If patent becomes valueless before expiration, T can deduct remaining adj basis in that yr.

(b) Airspace-  Garbage dump hole in ground (not land).  Space is depreciable- filled w/ garbage overtime.  §167 depreciation of intangible, §197 excludes land.   
(4) Above-Market Lease    §162-  Lessor can deduct under 162, straightline over life of lease.  (Don’t take into account options or extensions §178)
iv) Organization Expenses- Cost of acq organization status = cap expenditure. 
(1) Corporations-  §248  
(a) Type of Expenses: Cost of drafting: certificate of organization, bylaws; filing fees; NOT: transfer of asset costs, cost of issuing stock by corp
(b) Election:  Immediate deduction for lesser of: 
a. Amt of organizational expense; OR 
b. $5,000, reduced by amt expense exceeds $50K.  
i. Note- get 0 deduction if over $55K.
c. Can elect to amortize 5 yr period starting mo. Corp is in business.
(2) Partnerships-  No write-off except EXCEPT for organizational expenditures & can amortize over 5 yrs §709(b)
v) Tangible Personal Property 
(1) §179 Election – ultimate in appreciation for prop used in bus/prod income.   
(a) §179 “Property”
1. Acquire by Purchase.  §179(d)(2)

a. Excludes: Carry-over basis property, Death Transfers, Acquired from Related Pty (spouse, ancestors, lineal descendants; Siblings OK)
b. Years applicable: 2202-2008

2. TYPES: 
a.  Tangible property (§168);  

b. Software §197(e)(3)(B);   

c. §1245 property- new/used depreciable pers prop used for business   
d. Prop Used in Business. Active bus, not investment/prod of income
(b) “Amt Allowed’ – T can elect to currently deduct $102,000 in ’04.  (100K + inflation)  §179(b)(1)
1. Cap-   $410,000 for all property purchased; No ded for $512K -- ’04. (Cap + inflation)  
a. Calc- Total §179 purchases  -  $410K  =     Decrease in Ded
b. $102K – Decrease in ded  = Amt deductible 
(c) Reduce Basis By Amt allocable.
(d) Deduct from-  Active business income; otherwise carry-over exp. §179(b)(3)
(e) If There’s Excess Depreciation- use normal depreciation rules.
(2) §168 Property- Main depreciation method for personalty and RP
A) §168(k) – 
a) New, tangible prop (No RP)
b)  Deduction: Election.  Currently T can make 2 elections: 
i) 30% - of the adj basis for prop acquired bet After 2005  
ii) 50%- of adj basis for for prop acquired bet 5/5/03 - 1/1/05.

c) Reduce Basis: by depreciation allowed under §168(k)  
B) ACRS: 
i. Applicable Recovery Method- §168(a)  
1. Class Life of Specific Property §168(e)(3): Go dir to §168(c)
a. 5 Year Prop: 
i. Technological equipment.  (Computer)
ii. Automobile 
iii. Semi-conductor manu equip
iv. §1245 Property in connection w/ research/experimentation
b. 3 Year Prop: 
i. “Qual” Rent to Own Property;
ii. Race Horse/Horse (see section for details)
c. 7 Year Prop-  Prop NOT assigned a class life under rev proc.

2. Recovery Period

a. Classification of Property  §168(e)(1)
b. Rev Proc 87-56- determines class life of products. (Gen ACRS faster/better)

If Class Life of: 

i. 4 yr or Less
(  3 yr prop
ii. 4-10 yrs

(  5 yr prop
iii. 10-16 yrs

(  7 yr prop
iv. 16-20 yrs

(  10 yr prop
v. 20-25 yrs

(  15 yr prop
vi. 25 +

(   20 yr prop.

c. Applicable Recovery Period. §168(c)
i. GENERALLY: Year designated under §168(e) matches recovery period.
ii. REAL PROPERTY:
1. RESIDENTIAL Rental RP  (   27.5 yrs
2. NONRESID RP
     (  39 yrs
--Hotel/Motel:  Not “dwelling units” where 80% of gross rental incomes from.  §168(e)(2)(A)
3. Water Utility          (   25 yrs
4. RR grading/Tunnel  (  50 yrs

(2) Applicable Convention.  When is prop placed in svc?  

i. General Rule – ½ year convention (non-RE).   §168(d)(1):  

1. EXCEPTION: Real property  for property placed in service AND Disposed of (  Mid month convention. §168(d)(2):

2. EXCEPTION: Service 3 Months Before End of Taxable Yr.    property placed in svc and disposed of(  Mid quarter convention applies to all non-RP property.  (1/2 way of quarter in which prop is placed in svc).  §168(d)(3):

a. Aggregate all §168 non-RP.  40% or more of property purchased at last 3 months of yr?  

i. If yes, ½ yr convention applies to all §168 non-RP.

b. Depreciate each property separately.  
i. When asset purchased?  Asset treated as acquired mid-point of quarter.     
1. 1st –   1/1  -  3/1   = 2/15    B-7/8; S-3/8
2. 2nd-   3/2   -  6/1   = 5/15    B-5/8; S:3/8      

3. 3rd-    6/2  -  9/1    = 7/15    B-3/8; S: 5/8      

4. 4th-    9/2   -12/1   = 8/15     B:1/8; S: 7/8

(3) Applicable Depreciation Method

a. Can choose- Which to depreciate under, EXCEPT RP.  
b. §168(b)(3): STRAIGHTLINE METHOD. Ratably to each year.  
i. Straightline % - 100/ Recovery Period
ii. Amt of Deduction-  basis X  period recovery period.  Eg: 5 yr recovery period, ½ yr convention = 5.5
1. Subsequent yr- reduce basis, & subtract by 1.
2. Last yr- 1/2  
iii. Applies to: RP Property (nonresidential real, residential, RR grading/tunnel bore), property elected to use straightline, certain agricultural property & water utilility property.
c. §168(b)(2):  150% DECLINING BALANCE METHOD 
i. Deduction = Straightline % X 1.5
1. Once straightline method (using current adjusted basis) is greater than the declining balance method, use to depreciate.
 -- Calculate by dividing amt of $$ left by NUMBER OF YRS REMAINING.
ii. Applies to- Alternative minimum tax libility.
d. §168(b)(1)(A):  200% (double) DECLINING BALANCE METHOD 
i. Deduction = Straightline %  X 2
ii. Deduction amount reduces basis.
iii. Once straightline method (using adjusted basis at beginning) is greater than the declining balance method ( use to depreciate
e. USING TABLES: 
i. Pick right table-  Method, Convention, period.
ii. Calc-  Rate in Chart X Basis = Allowance

1. Rate-   Move over 2 decimals    Eg: 20 = .2
a. For 150%-  Don’t use table.

2. Basis-  
i. Adjust basis – if §179 or §168(K) apply.  Start depreciation under §168(a) in Y1 too.

ii. Subtract Basis for each year?
1. 200% & 150% switch to straightline (  DON’T adjust in subsequent yrs or due to convention.  Multiply by rate.  
2. Straightline Method  (RP) (  Adjust Basis!!! 
iii. Adjust basis:  Basis – allowance each yr.  


§168(g) ALTERNATIVE DEPRECIATION SYSTEM

a. Recovery period-  Under Rev Proc 87-56. Longer class life/slower depreciation.  
1. Resid & Non-Resid Real property- 40 years
--only thing that changes compared to ACRS
b. Method/convention-  Straightline, convention- see rules above.
c. Applies to- 
1. What corps use to det E&P (168 doesn’t apply).  §312(a)(k)(3).   
2. T can make election.  And can use §168K.
(4) Adjustment to basis Reduce by max depreciation T allowed to take.§1016(a)(2)
i. LIMITATION: Double declining method- won’t force T to take this method.

(5) Salvage Value-  0.  Even if T intends to later sell.  §167(b)(4).

(6) Subsequent Disposition of Asset B-4 Full Depreciation
i.   SALE: 
a. AR- AB = Gain/loss.

i. Seller-Ajd Basis - Back Out of Convention- (no matter in yr when T sells)

ii. Calc: Year end’s basis – (Allowance X Convention Fraction) 

Eg: if Mid-quarter convention used: look at when T SOLD & T treated as selling during that mid-quarter.

b. Personal Prop Character-   
--Investment Property = Capital Asset.  §1221

c. Trade/business property- Ordinary.   §1221

i. Is there Gain?  
ii. 1245 Recapture- Recapture gain from depreciation = Ord inc.

1. RULE: T includes ordinary income the lesser of: Gain realized on sale of asset OR Prior Depreciation taken on asset(s) sold.
2. §1245 property- trade/business property, sub to depreciation.  
3. Calc-    (Lesser of: RB or AR) – AB = Ordinary Inc.
a. Recomputed Basis = Unadjusted basis.
i. Recomputed basis Limit -  If T can establish that the amt  allowed  for depreciation was less than amt allowable, the amt added for such period = amt allowed.  

--Ultimately: if T took max depreciation, but can show that a slower method ok, then use slower amt.  §1245(A)(2)(b)

ii. Carry-over = Donor’s unadjusted basis.
iii. Death= Donee’s unadjusted basis.
---2010: recapture rules may change.  Unclear how.
b. GAIN – §1245 OI  = Cap gain.  





3.   Exceptions-  See below: transfer to corp, at death, gift. §1245(b)
iii. EXCEPTION: §1231 Property (used in trade/business) held for More than 1 yr: 
1. Tally up all §1231 gains/lossess

2. If Gains is less than Losses    (  Ordinary gain/losses

--Good for deductibility, no lim under §1211.

3. If Gains greater than Losses  (  Cap long term gain/losses

a. 15% max §1h pref rate.

d. REAL PROPERTY GAIN & CHARACTER: 



A)  §1250 Real Property Recapture 
1. Ord Income = App % X (Lesser of Add’l Depr OR Gain)

a. Applicable percentage = 100% - drop.

b. Add’ Depreciation: 

i. More than 1 Yr: drop.  Dep’n in excess of straightline.  = 1 b/c T has to use straightline  

ii. Less than 1 yr-  Depreciation taken.  

c. For property held more than 1 yr – ALWAYS going to be 0 recapture- w/ long-term cap gain under §1231(b)




B)  Individual RATES- §1h

i. 25% Unrecapture §1250 gain – Depreciation on property NOT recaptured under §1250.  (Gen- All dep if held for more than 1 yr)    §1(h)(1)(d)
ii. 15% Excess gain   §1h(1)(c)


          C)  Corporation Gains-

i. §291: If corporation recaptures 20% of the “Additional Amt” that would have been ordinary income if §1245 instead of §1250 had applied to sale of building.  

ii. Analysis: 

 i Apply §1245 to real property 

 ii Multiply .2 X §1245 Recaptured Prop = Ordinary income
 iii Remainder of gain = §1231 gain; if held for more than 1 yr, & will be capital.
iii. Limited import-  C corp don’t get pref cap gain rate, Unless corp has cap losses and want to deduct.

ii. TRANSFER TO CORP.

1. Gen rule- Non-Recognition unless boot received when prop trans to corp solely in exchange for stock in the corp §351(a)
2. Basis-  Carry over basis (see below for calc) when §351(a) applies.
3. Continued Depreciation-  ANALYSIS: 
a. Corp stands in shoes of T.  168(i)(7)
b. Finish T’s depreciation-  Back out length of time.  
i. Last yr:   Allowance X   No. Months Held /12
c. Corp’s Depreciation: 
i. T’s final Ad Basis = Corp’s Carry over basis.
ii. Back out length of time
d. Exception- BOOT.    
i. Excess basis = own ACRS piece of property.
4. 1245 Recapture (upon transfer from T)-  Gen won’t apply (1245(b)(3) UNLESS T receives boot in exchange.  
5. When corp sells- see rules above.

iii. TRANSFER ON GIFT

1. Basis-  Carry-over
2. Depreciation:  Same method as corp.
3. §1245 Recapture:  Doesn’t apply.
iv. TRANSFER ON DEATH

1. Basis- Stepped-up basis 1014.
a. Short month Back Out? Don’t back out.  Prop reg says for trans by death use short taxable yr.  Prof- unlikely.   Prop 1.168-5(f)(4).
2. Depreciation-
a. §179?  No- not a purchase
b. §169?  Not new
c. §168(a)-  Re-set property using stepped-up basis.  
3. §1245 Recapture- Doesn’t apply
4. Holding period-  Always more than 1 yr- getting long-term cap gain §1223(11).  
3) MORTGAGE BASIS AND AR- COD INCOME    (Gain = AR-AB)

1) GENERAL RULE: Individual is not taxed on amt he borrows.  
2) Effect of Mortgage/Debt- Symmetry

a) BASIS= Cost of property §1012:   Property/Cash  + Debt Taken on for prop  (Good: Offset gain & depreciation)

i) Purchase Money Debt  (included in basis to extent P will guard security)
(1) Recourse -  Include Debt in basis

(2) Non-Recourse-  

1. EQUITY?  Does T has incentive to pay off debt?  Will T get money back from investment?

i. When looking at equity- subtract recourse debt from FMV.  

ii. Don’t take cash into account.  

2. Debt Less than FMV
i. RULE: FMV property greater or = debt (  Include in basis. (Crane/Mayerson)

ii. Limitation?  Look at debt only (not cash) relative to FMV.

iii. Bad deals-     EQUITY: Eg: $500 cash, $900 nonrecourse, $1K FMV Even if total cash + debt creates total loss, T will likely hold on to debt in this scenario b/c don’t want to loose $400. Have real equity – debt less than FMV of property by $100. 

3. Debt Greater  than FMV
Eg: $200 FMV; purch  $100 cash, $400 debt.

a. Look at debt only relative to FMV

b. No Sale: Sham inflated purchase price:  

i. RULE: Debt way in excess of FMV= No Sale & no basis. 

---Even if cash paid! 

ii.  Franklin: Motel leased back= option where S retained incidents of ownership. 

iii.  No sale- if property later increases in value.  Pleasant Summit.

c. Sale:  Purchase Price Way in Excess of FMV- 

i. Basis in Cash Pd Only: Deny sale to debt but will get basis to extent of cash paid.  RR 77-110

ii. Basis to Extent of FMV of Prop.  B/c lender would rather take pmt of FMV rather than get less in foreclosure sale.  Pleasant Summit – 3th cir.

iii. NO EQUITY: Eg-  $200 cash, $1100 recourse, $600 nonrecourse.  $1300 FMV.  On default, recourse fully satisfied, and have $600 debt greater than $200 equity.  Not worth paying off b/c debt is way more than equity left.  Worth loosing $200 cash investment. 

RR  81-78: Default – satisfy recourse 1st, then nonrecourse.   

ii) Contingent Purchase Money Obligation  Prop Reg 1.168-2(d)(3)

(1) RULE- Add basis as payment comes in.  Depreciate from this adjusted figure.

iii) 2nd Mortgage- No tax consequences:  No realization event & No Basis adj, even w/o recourse. (affects AR-debt relief) Woodsam Asso.

b) Adjustments to Basis-  §1016    Don’t forget to Subtract!

i) Expenditures, receipts, losses or other items, properly chargeable to capital account.  (a)(1)

ii) Depreciation and amortization allowable.  (cf: actually taken)  (a)(2)

c) Realization Event-    §1001 Sale/Exchange
i) Involuntary Transfers= Realization Event.  Abandonment/Foreclosure 

ii) Voluntary conveyance-  Also Realization Event.  Deed in lieu of fore. Freeland  

d) Amount Realized-   Property/Cash + Debt Relief    

i) Non Recourse: Full Amt of debt is included in AR  when property is worth less than debt owed at time of discharge. Tufts.   Eg: $150 debt, foreclosure sale of $100. AR= $150. Basis $200.  Loss $50  

(1) Property worth more than debt-  AR= FMV.

(2) Franklyn ‘Debt’-  Don’t include in AR, since didn’t incl basis.  Reg 1001-2(a)(3).

(3) Part Sale/Gift-  Gift + Donee takes on debt (Realization)

(i) Gain Calc-   Debt Relief (AR) –  Basis

(ii) Donee’s Basis-   greater of amt paid OR adj basis

(b) COD Income- When lender forgives debt
1. Never sale/exchange context- there can’t ever be COD b/c all debt relief is incl in AR. 
2. May occur if S keeps property & lender forgives debt.  Regardless of FMV of prop greater or less than debt. See exceptions below.  
ii) Recourse: Amt of debt relieved is included in GI.  Whether thru sale/forgiveness.   Reg 1.1001-2(a)   

(a)  Bifurcate Transaction: 

(i) Sale Proceeds  = AR

1. Proceeds from sale 

2. Debt Relief- Debt Taken on by 3rd Pty  
(ii) Remaining Debt -No tax consequence.  If you see cash going to lender its not taxed!!! .  

Eg: $200 B; $150 debt; pays $50; foreclosure: $100  AR = $100 (amt of relief); $100 loss. Rem $50- still on hook, not incl in AR.  

(iii) GEN RULE: Discharge of Indebtedness (COD): Amt lender FORGIVES of lender =  ORDINARY gross income.§61(a)(12)

a.  Often happens when there’s a sale of property, but doesn’t have to be. 

2. EXCEPTIONS – NOT INCLUDED IN GI-  Deferral mechanism.

a. Insolvent Debtor: §108(a)(1): GI does not include COD Inc if:     

i. T is BK;

ii. T is INSOVLENT.  

iii. Analysis: 
(i)  If T pays back some $$: Reduce assets/liab & compare. 

(ii)  Amt Excluded = extent liabilities exceed assets §108(a)(3)

b. Reduce Amt Excluded by Tax Attributes  §108(b)(2)

i. Does/Should T make §108(b)(5) Election? To Reduce Basis. Result: Less depreciation, but of NOL/cap loss will be faster than taking depreciation over time.   

ii. Default Hierarchy: 

1. Net Operating Loss-  Unused carried over losses;

2. Capital Loss Carry over.

3. Reduce Basis

a. When to reduce? Yr following discharge.1017  
b. Depreciation Recaputure-  For this purpose, threat reduced basis as depreciation.   
c. Limit on Amt of Reduction to basis:   Aggregate basis – aggregate liabilities after discharge 108(b)(2)  
c. Gain on Sale of Real Property

i. RULE: §108 doesn’t apply to §1001 sale/exchange disp.  
(1) If debt is greater than the FMV property (  Excluded from GI.

(2) Eg:  Debt $50.  Transfer of $30 stock w/ basis of $10. Lender forgives $20= COD.  If T insolvent §108 exception of COD inc & Non-recog of $20 of ‘gain’ from ex of stock.

(2) Purchase Money Transactions: §108(E)(5): 
1. Purchase price adjustment-   Is seller also lender?
a. Reduce Basis to 0.  (Affects depreciation)
b. Any Excess = Gain
c. When-  Immediately   
(3) Qualified Real Property Indebtedness  §108(c) FMV prop < debt
(a) T elects, doesn’t apply to C corps.
(b) Qualified RP  Debt-  Incurred in acquisition, construction or substantial improvements  of business RP.  
(c) Dollar Limit:  §108(c)(2)
1. Excluded amt must be less than: 
a. Amt of Debt b-4 discharge – value of RP securing debt.  
b. Total basis in depreciable RP held before discharge.  
(d) RESULT-  Reduce basis by amt of exclusion.  
1. How to Reduce?   §1017
a. When: Start of succeeding year after discharge.
iii) CHARACTER- Think of Depreciation! Think §1250, 1245, 1231
(1) §1222 -ordinary; 
(2) Gain?
(a) Pers property (  1245 dep recapture= ord;  
(b) RP     (     §1250 recapture- usu 0; 
(3) Exception: §1231= if held > 1 yr, then gain= cap; loss = ord  
4.  CHARACTERIZATION  
1) ORDINARY  - Gain/loss from sale exchange Unless capital asset or §1231.  §64, 65
a) Dividends-   Gen ordinary; but get 15% pref treatment.  §1h(11)

i) Holding Period. On short term capital loss T must hold for min period: 

(1) Holding Min-  At least 61 days during

(2) Period: 120 (4 mo) day period starting 60 days before date on which stock becomes ex dividend (3 days before record date). 

(3) Result- If hold for less time (  Ordinary §1c rates.

2) CAPITAL – 
a) CATEGORIZE INCOME: 
i) From TI (  Is asset SOLD Ordinary or Capital?  SHORT OR LONG TERM??
(1) Capital Asset  §1221  
(a) DEFINTION: All assets are capital EXCEPT:  following = Ordinary
1. Inventory or stock in trade of T.

2. Property: used in trade or business, or subject to depreciation under §167 or RP used in trade or business;

3. Copyright, letters, memorandum, literary/musical or artistic composition.  (see specifics)

4. Accts or notes receivable acquired in ord course or business for svc rendered or from sale of property.

5. US govt publications;

6. Commodities derivative financial instruments held by a commodities derivative dealer;

7. Hedging transactions which are identified as such in advance;

8. Supplies of a type regularly used or consumed by T in ord course of business.
(2) EXCEPTION - §1231 PROPERTY.  Gain from depreciable prop held for more than 1 yr= capital.       

(i) §1231 Limitation- For §1231 GAIN is ordinary if prior §1231 losses during last 5  yrs.  Rule does nothing for bunching of gain and then sub loss.  
(3) Sale of Business Asset v. Capital Asset
(a) Excluded Items 1-4 have business flavor.

(b) REAL ESTATE:  Suburban Reality

1. Subdivision Safe Harbor: §1237
a. Holding Period-  for at least 5 yrs.  

b. T engages in SUBDIVIDING piece of land into more than 5 parcels.

i. T is NOT dealer;
ii. Can’t be held in ord course of trade/business.
iii. Land NOT substantially improved UNLESS:                               Improvement  Safe harbor  §1237(b)(3)

1. Substantial Improvement- on building, install water, sewer, drainage or roads.  

2. Holding period-  10 yrs.

3. Not to Adj basis: Agree not to adj cost of improvement to basis.

4. Unimproved Prop Not Marketable-  Prop wouldn’t have been marketable at local price for sim land w/o improvement  

c. Effect-  

i. 1st 5 parcels: Cap Gin    (Deemed not held for sale in trade/bus)

ii. 6th + Parcel:  Ordinary income - up to 5% of the sales price of each parcel during that yr & thereafter.  

2. Caselaw/Factual Analysis: 
a. Was T engaged in trade/business?
i. Key- quantum of focused activity.  

b. Was T holding prop primarily for sale in business?
c. Where sales in ordinary course of business?

i. Were sales expected/normal?

d. Beidenharm Factors-  use to answer above Q’s.

i. Key: Frequent or numerous sales. Development/improvements, solicitation/advertising, brokerage activities, goal of short-term resale, importance of activity in rel to T’s other activities. 

e. FACTUAL Analysis:  Is T sitting on land wait for appn (investor= capital); or developing it to make profit (retailer = business)

i. 1 Sale, but substantial development:  fix up house, sub dev may be enough to be in business.  (look like retailer)  

ii. Amt of Sales-  6 sales per year w/o dev = business. Sub Realty

(c) SALE OF STOCKS AND COMMODITIES

1. Traders = Capital loss/gain.  

a. Short term sales- <1 yr- won’t get pref rate.

b. Losses: Mark to Market Exception.  §475(f)

i. RULE: traders can elect to report ordinary gain/loss w/o realization at year’s end.  

2. Brokers/Dealers = Ord income.  §1236

a. EXCEPTION: stock is ID’d on date acquired as being held for investment.

(4) OPTIONS  §1234  Det (i) cap/ordinary; (ii) long/short term
(a)  Tax to Optionee

(i) Purchase of Option Rt- No tax consequence; option provides basis.
(ii) Sale/Exchange of Option- prior to expiration date
1. Character: Determined by char of underlying property in buyer’s hands. §1234(a)
a. Note-  if §1231 loss (trade/bus prop; > 1 yr)(  ordinary!
(iii) Lapse-  
1. Deemed Sale/exchange on date of lapse.  §1234(a)(2)
2. Character- Same Character of underlying prop.§1234(a)
3. Amount- Loss of amt of option.
(iv) Exercise-  Cost of option added to stock basis
1.   Option + purchase price = Basis
(b) Tax to Optioner
(i) Premium Received- NOT income; wait & see what happens.  RR 58-234
(ii) Exercise-  §1001 transaction.  §1234 not triggered.
(iii) Lapse-  
1. Character-  

a. Stock/Securities: If held for less than 1 yr = capital asset. 

b. Other Assets: If underlying property is cap asset disposition of option is a capital asset.   §1234A

WHAT ABOUT ORDINARY PROPERTY, WHICH STAUTE GOVERNS??

(5) HEDGING TRANSACTIONS-   Gen:sale of futures contracts= capital.
(a) GENERAL RULE: ORDINARY.   Hedge that is ID’s is trade/business asset. §1221(a)(7).  
1. Identification-  
a. What to ID: Must identify Item & Risk Hedged.  1.121-2(b)(c)(2)

b. When- Close of day transaction entered.

c. Result for Failure to ID- 
i. LOSS (  Capital.  NOT hedging trans. Reg 1.1221-2(g)(2)
--Limited Exception-  Inadvertent Error.  No def.
ii. GAIN  (  Likely Ordinary.  
--Anti-Abuse Rule: If truly a hedge, govt will char as ordinary.
2. Hedge Defined-  Inventory. Trans entered into in “normal course of business” (in furtherance of bus) prim to manage risk of price changes w/ respect to ordinary prop which is held by T. (b)(2)(i)
a. “Normal Course of Business”- in furtherance.  Broad lang. §1221-2(d)(5)
b. “Primarily” To Manage Risk- If hedge entered into to SPECULATE, its not a hedge w/ cap treatment. Reg 1.1221(c)(4)   
c. TYPE OF RISK PROTECTED:  
i. Inventory.  §1221(b)(2)(A)(i)
a. §1231 Property Limitation-  Inventory MUST be ordinary property in hands of T.  If §1231 property (business property held for > 1 yr) its characterized as capital.   This is a huge exception!! 

b. Exact Matching of prod not Required. Eg:butter hedges cheese.
c. Purchase STOCK-  Capital.  Hedge using stock acquired to protect business rep OR ordinary property is NOT a hedge. Prop Reg 1.1221-2. 
d. Purchase DEBT-  Capital.  Purchase/sale of debt instrument is not a hedging transaction even if it limits T’s risk.  Not entered into ‘primarily to manage risk’.  Reg 1.1221-2c  
i. LIMITATION-  Hedge limits risk of Notes as Accts Receivable- 1221a4.    Applies to financial institutions!
a. Fed National Mort- Fannie Mae- in business of buying mortgages for banks.  Notes from banks are receivables in ordinary course.  

b. Cf- Motorola hypo - NOT a hedge under 1221 (capital) b/c its not a fin institution.   


ii. Interest Rate, Price Change, or Currency Fluctuations: 
--Short Sale As Hedge - Ordinary.  See Motorola hypo for eg.
1. Type of Risk-  Mange risk of interest rate or price changes/currencly fluctuations w/ respect to borrowings made. §1221(b)(2)(a)(ii)

2. Short Sale as Part of Hedge = Ordinary. Reg 1.1221-2(b) 

3. §1231 property:  Makes no difference.  

(b) TIMING OF LOSS/GAIN ON HEDGE- Can’t take currently.
1. Loss-  Loss decreases issue price of debt.  Timing from loss tied to term of debt.  Eg: M – 6% issued interest to 8%.  
2. Gain-  Gain increases issue price of debt.   Eg: M: 10% to 8%
3. Net result-  Eg: in M case – M will report the 8% income- advantage of hedge is the character!

(c) Hedge-  Disposition of future contracts entered into to protect T’s source of supplies = derived from ord business activity. Corn prod

1. Short Position-  T enters into K to provide product in future it doesn’t have.
2. T enters into K by anticipating what cost of raw materials are.  But T is worried about increase in mat cutting into profit.
3. Long Position-  Enter into K to purchase product in future at the anticipated cost.
4. Increase of Raw Material-  Arbitrage-Increase in value  (i) 1st K: T buys more of the increased value raw materials to satisfy short contract – this will reduce ordinary income; (ii) 2nd K-  takes lower valued raw materials and sells them on open market at a profit, hoping for capital  character.    Same net effect dollar wise, but T gets tax advantage by ‘re-char’ ordinary income into capital.  Ct:
(6)  SHORT SALE. Expect DECREASE in value. 
a. TAX CONSEQUENCES: 

i. Recognition- At close of short sale.  Reg 1.1223-1(a)
ii. Timing- 
1. GEN RULE: gain/loss on transfer of property is treated as gain/loss on sale or exchange of capital asset to extent that prop used to close the short sale is a cap asset in T’s bands.  §1233(a)

i. Close of Short sale– Short sale consummated on delivery of property.  Reg 1.1233-1(a)(1)

ii. Holding Period-  Measured from date of S’s acquisition of property.  Reg 1.1233-1(a)(3)

2. §1259 LIMITATION: 

i. RULE: 

1. Where Gain (  Constructive Sale of Property- where T enters into a short sale of property that is identical to appreciated property held by T when the short sale K is entered into.

2. Basis Increase-  To FMV of new stock. 

3. Closure- No gain/loss recognized.  AR = adjusted basis.

ii. EXCEPTION-  No Constructive Sale if:

1.  T closes short sale by 30 days after end of taxable yr; AND 

2. Continues to hold appreciated stock for at least 60 Days beyond closure. 

iii. Application- Short sale against the box.  Where T already owns property, and then engages in short sale to lock in gain.

b. Transaction:   T sells item T doesn’t own.
i. Borrow-  T will borrow item at current price or rate w/ promises to give back security in the future.  
ii. Sale-  T sells borrowed security.
iii. Closing Transaction-  T buys new securities.
1. Decrease in value-  Gain 

2. Increase in Value-  loss.

c. Short Sale As Hedge.  Can use short to sale to lock-in rates in hedging transaction. 
i. Notes/Bonds-  If interest rate increase value of bond decreases; if interest rate decreases, value of bond increases.
ii. Motorola Hedge-   M wants to issue notes at 8% interest (current) in 6 months.  Locks in rates by doing short sale of treasury bonds at 8%.  
1. Interest rates increase (decrease bond value)-  Eg. Say 10%.  (i) Now M has to issue notes at 10%, unanticipated loss of interest 2%.  (ii)  M can now buy bonds at less than  face amt of the bonds M previously short sold.  Makes GAIN.  This profit offsets the increased interest (2%) T didn’t intend to pay on the bonds it issued.  M’s Cost- Stated interest on M’s issued bond + profit from short sale. 

2. Interest rate decreases (increase bond value)-  Say 6% (i) M issues notes at less than it anticipated; (ii) Since interest rate decreases, bond value increase, has to pay premium (more) than face amt of bonds that M short sold.  There is a LOSS- 2% value.  This loss = the gain of M’s issued notes.  M’s cost: Stated interest on M’s bonds + loss from short sale.

(7) SUBSTITUTES FOR ORDINARY INCOME

(a) Situation-  Where sale of right for temporal period of time converts right of income (ordinary).  §1221 –Looks like sale of temporal rt = for cap gain treatment.   

(b) HORIZONTAL CARVEOUT RIGHTS:  

1. Horiz Carve Out: Sale of the rt to income from property, for a limited period of time.  Eg: LL Gets $$ when Lessee backs out of lease; or assignment of oil rts for 3 yrs.

a. Key-  Look at right given up.  If T is retaining any interest = horiz carveout.

b. Result:  Treated as if T did not transfer right; character of the property remains the same as if in T’s hands (gen ordinary).  Hort v. Commr.

2. BASIS: There is no basis allocation w/ respect to a separate asset

a. LIMITATION – Basis Allocation for Assignment of Notes/Bonds.
i. §1286(b)- Allocate basis in debt between interest rights sold and retained principal portion of bond.  

ii. Result-  (i) There is no gain on assignment of interest of the bond.  (ii) However, have OID (ordinary inc) in difference between principal pmt due over adjusted principal basis that is reported gradually.  §1286(a), (b)(4).  .
(c)   VERTICAL CARVEOUT
1. Situation- Disposing of interest in EVERY type of right you have in asset.  Give up all you have w/ respect to property, or even if you give up w/ respect to percentage of that property.   

2. RULE-Where T disposes of entire interest = sale/exchange Cap Gain treatment. 
--Sell life estate interest (even entire interest is rt ordinary income– gave up entire right; and its considered a capital asset when T disposes.   McAllister

a. Lessee Gives up Lease: §1241 Amt received by a lessee for cancellation of a lease shall be treated as amts received in exchange for the lease cap gain.  

b. Applies to partial cancellation too. Reg 1.1241-1(b)

i. Eg: Lessee sells 1 block of its lease to 3rd party.  Giving up entire right to a portion of property = vertical.  Metro Building

ii. Cf:  Sublessee pays lessee to get out sublease. Like Hort- Horiz.

iii. Eg-  LL pays lessee to shorten the time from 50 to 40 yrs.  Vertical= cap gain treatment.  

ii) If Capital- Segregate:  
(1) Long Term?  More than 1 yr.
(a) Long term Gain
(b) Long term Loss
(2) Short Term?   Less than 1 yr.
(a) Short term Gain
(b) Short term Loss
iii) Netting
(1) LTG – LTL  =  Long term gain or loss?
(a) For long term – if there are gain/loss in subcategories see below for how to offset.  
(2) STG – STL  =  Short term gain or loss?
   
 iv) SEGREGATE: 

(3) LOSS : Long Term or Short Term: 

(a) Individuals:  §165(a): loss allowed if not compensated by insurance.

1. Allowable Losses  §165(c)

a. Trade/business loss; (Gen ordinary)
b. Investment loss;  (Gen Capital)
c. Casualty – loss from fire, storm, shipwreck, theft
2. Offset Cap Gain-  Deduct cap losses to extent of gain.  §1211(b)

a. GEN RULE: Offset first w/in subcategories.
b. Long-term losses -If have mix of gain & loss w/in categories: Apply loss to: 

i. Offset gain first from highest rate category; on down.

ii. Offset any short term cap gain.  

c. Net Short –Term Losses-   Offset from long term cap gain from highest %; to lowest.  
3. Offset Ordinary Income-  Up to $3K/Yr. 

4. Carry forward Indefinitely  §1212(b)

a. Offsets gain from highest % to lowest.  (not w/in subcategory)
5. See additional : LIMITATIONS ON LOSSES-  §165, ???  Fillin
(b) Corporate:    §1211  - offset above same for corporation.

1. Amt of Deduction:  Losses can only offset cap gain.  

2. Carry forward/back-  Carry back 3 yrs; carry forward 5 yrs.

(4) Net Capital Gain see below= Net LONG term cap gain - Net SHORT term cap loss.
(5) If Short Term Cap Gain + Ordinary Income :  Taxed at normal rated under §1(c). 
b) Net Capital Gain

i) Corporations-  No preference.  35% gen.   §1201(a)
ii) Individuals:   Pref rate under §1h
Note- Short term cap gain – no preference. 

(1) Group Based on Rate
(1) 28% Rate:
(a)  Collectibles.  §1H1e

1. Type – art, rug, antique, metal/gem, stamp/coin, alcoholic bev. §408m

2. Held for more than 1 year.  

(b)  Small business stock sale under§1202 of statute.   

(i) §1202(a): Qualified Small Business Stock- stock issued by C corp with assets of $50mil or less, but can’t be engaged in law, accounting, health, consulting, athletics, brokerage svc, mning, banking, farming, etc.

(2) 25% Rate: 

(a) §1250 unrecaptured Gain.  Depreciation on property NOT recaptured under §1250.  §1(h)(1)(D)

(b) LIMITATION- §1250 GAIN cannot exceed §1231 gain in taxable year.

(3) 5% Rate –1(h)(1)(B).  
(a) For taxpayers that have little or no income, but still have some net cap gain.  



(4) 15% Rate - Remainder
5.  LIKE-KIND EXCHANGE
1) GENERAL RULE: §1001(c) – realized gain/loss is recognized unless otherwise provided by Code. Basis = FMV of prop received.  Phil park.
2) §1031:  Nonrecognition of gain/loss realized on exchange of a trade/business or investment prop solely for like-kind property that will also be used in T’s trade/business held for investment.  

i) REQUIREMENTS: 
(1) §1031 Property:  (typically RP, equipment)  
(a) Purpose- Trade/business or investment before & after exchange.

1. No resale/ personal use.
2. One Sided Requirement: If 1 party doesn’t use for trade/business purpose this doesn’t below requirement for other party.  
(b) Excluded property §1031: inventory, stocks, bonds, notes, other securities, evidences of indebtedness, partnership interests, interest in trusts, or K rights.  §1031(a)(2)
(2) LIKE-KIND
(a) Depreciable Personal Property-  

1. SAFEHARBOR - Same depreciable Class. Like-kind if fall w/in same asset class for depreciation under Rev Proc 87-56.  Reg 1.1031(a)-2 
a. If not class (  Same product class as specified by fed agency.  

2. NATURE OF PROP-  compare properties and see if nature of properties are similar.   Reg 1.1031A-2(c)
(b) Intangibles
1. Facts and Circ Test-  Reg 1.1031A-2(c)

a. Nature or character of rights involved, and 

b. Nature of the underlying property to which intangible prop relates.  

i. License- Swap radio license for TV license = likekind.  Each provides rt to operate on a broadcast frequency. 
ii. Copyright on novel & © on song – not like-kind. 

iii. Good will of different co is never like-kind.
(c) ALL Real Property – All RP is similar in nature even though different in grade/quality.   
1. 30+ yr lease ex for RE = like-kind.  1031(a)-1(c).
2. EXCEPT- RE Sales to Customers-won’t qualify for §1031  §1031(a)(2)
(3) EXCHANGE-   Swap of property between 2 parties.  
(a) Non-Simultaneous Exchanges OK-  if meet reqs of §1031(a)(3)(A)  

1. TIME RESTRAINTS: 
a. Identification –  

i. T can ID more than 3 properties w/o regard to value (there are other alternatives too).

ii. In writing to other party in transaction, like-kind property 
iii. W/in 45 days after T transfers property in transaction.  Reg. 1.1031(k)-1
b. Completion of Exchange-  w/in 180 days (6 months) after T transfers property OR due date w/ extensions for filing of T’s return for the yr of transfer.  

2. SECURITY:  T may want security in case X doesn’t deliver.  But this may be constructive receipt of non like-kind property.

a. SAFEHARBORS –. Allows T security w/o loosing 1031 treatment for transaction.  T can get protection in lots of ways- 1.1031(k)-1
i. Mortgage.  

ii. Standby letter of credit.

iii. Guarantee by 3rd pty.  

iv. Deposit of cash into ‘qualified escrow acct”

1. Escrow holder is not T or disqualified person AND

2. Escrow structured so T can’t get out cash until done w/ potential application of 1031.  

b. Qualified Intermediary  (g)(4)
3. Interest: permits T to get interest factor for use of property before gets replacement property.  Doesn’t blow 1031, but its income.(g)(5)

4. REVERSE 1031 EXCHANGE. 
a. Situation: T finds prop it wants, but doesn’t have buyer for prop

b. Accommodation Party-  works like intermediary.

c. RULE:  Not covered under regs, but Rev Proc 2000-37

i. SAFEHARBOR:  Flexible if T meets time limits.

(1) Acco Party: 
a. A can’t be T or disqual person and;

b. Must become owner of properties involved in the transaction.  

c. Time Lim for Holding Prop-  Total combined time acco pty may hold properties can’t exceed 180 days.

(2) Timing:  45D ID requirement.  Property to be ID’d: old property to be relinquished by T in deal. 1031(a)(3)

(3) Completion of Exchange: Replacement property has to be trans to T, and relinquished property has to be transferred to buyer no later than 180 days after accommodation pty becomes owner of each asset.  

(4) D’s Dealings w/ AC- 
a. Use of property- T can lease or manage prop from AC.

b. Gaurantee- T can guarantee AC in transaction & can indemnify party for losses and expenses, T

c. Loan- T can loan funds to AC to purchase property.

d. T and AC Agree AC will by T’s Property, if it turns out T doesn’t find anyone interested T’s in property.   

(b) 2 Party Integrated Transaction- Where T’s exchange cash first & then property as part of contingent or mutually dependant transactions = 1031 exchange.  RR 69-119  
1. Sale, then Long-Term Lease-Back- Trans Collapsed?  Gen No.
a. Situation-  T constructs building, T sells property & then B leases back property to T for 30 yrs.  Cash proceeds are less than ad basis and T claims loss deductions.

b. GENERALLY-  Form of transaction adhered to.  No §1031 collapse. 

i. KEY:   Lease CANNOT be below-mkt. Suggests exchange.  Cash given = FMV of deal. 

(1) Valuation-  lease.  Lease was at market rate. Cash= FMV of property. Lease has no independent Value.  If this is case, Sole Consideration- Cash, can’t be an exchange.   

ii. When Agmt Entered into: Best before construction b/c parties at that time expect same sales price for building costs.  Cf: before- agmt for less than construction cost looks like lease thrown in for less than FMV, and lease is thrown in to sweeten the deal.  Looks like exchange + boot.
c. Result if Transaction adhered to- Can claim current loss on sale cf- depreciation over straightline over recovery period.
d. Result if 1031 Ex Collapse?  Will have exchange (lease) + cash boot
(c) RELATED PERSON EXCEPTION:   §1031(f)

1. TRIGGER: if: 

a. T disposes of property w/in 2 yrs,  

b. Related Parties- §267(b):   

i. Members of family  = Sis/bro, spouse, ancestors and lineal descendants, as def in  §267(c)(4)   




       Eg: Sale of W stock to W’s bro’s wife. Not rel pty. No  §267(c).

ii. 2 corps = members of same controlled grp 

iii. Indiv & Corp, if individual owns more than 50% in value of outstanding stock (dir or indirectly).  See §

iv. Grantor and fid of trust; 

v. Fiduciary of Trust and Fiduciary of Trust if same person is Grantor.  

vi. Fid of trust and beneficiary of the trust

vii. Fid of trust and beneficiary of another trust, if same person is grantor of both trusts.

viii. Fiduciary of trust and a corp; if fid of trust owns or grantor more than 50% of the value of stock owned (directly or indirectly). See §267(c)(4)

ix. see more for corps and partnerships, etc.

c) CONSTRUCTIVE STOCK OWNERSHIP:   §267(c)

--ONLY applies to determine if seller is 50% owner of corp’s stock.  Don’t apply these rules to members of family.
(1) Indiv & family member- constructively own stock of each other.  (c)(2)

(2) Entity to SH-  Entity (  SH  proportionate interest.  (c)(1)

(3) Multiple Attribution-  

i. ok from entity to family member.§267(c)(5)

ii. No Double attribution to family members.  §267(c)(5)
a. EXCEPTION: 

1. Disposition at death, 

2. Involuntary conversion, 

3. Disposition did not have tax avoidance as principal purpose.  

i. Corporation & SH- (b)(2) SH owns more than 50% of corp. See §267(c)
ii. Members of family (b)(1)= Sis/bro, 

2. RULE: 

a. BOTH parties required to recognize gain currently 

b. Non-Recognition for loss.   §267(a)(1)

i. Transferree gets benefit of loss-  Upon (later) disposition of property by transferee, transferee can recognize gain only to extent of loss.

c. Basis-  FMV of prop received (phil park)
(b) 3 Party Transaction & Cash- No 1031- . Reg 1.1002-1(d) 
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1. ALTERNATIVE TRANSACTION-  qualify for 1031 exchange.
a. X Agrees-  (i) X buys H’s property; (2) X and T exchange properties. RR 77-297- Svc- this is OK.
b. Intermediary Transaction-  As long as not T’s alter ego, intermediary is transfer all property.  Ultimately, T and I engage in 1031 exchange.   
i. ALTER EGO SAFEHARBOR:  “Qualified Interemdiaries” won’t be treated as T’s agent for 1031.
1. Qualified Intermediary-  Intermediary that is not a “disqualified person’: 

i. Related under 267(c) to T, or someone who w/in 2 yrs prior to transaction acted as: T’s employee, atty, acct, investment banker, RE broker in sale other than 1031 transaction.  
2. LIMITATIONS- CIRCULAR CASH TRANSACTION. 
--Transaction above, except X provides H cash.


a. Integration- Where Transactions were contingent or mutually dependant transactions will be collapsed & 1031 will apply.  RR 69-119
i. Key- Is T aware $ going from X to H?  If yes, collapse transaction.
ii) RESULT: 
(1) Always figure out gain/loss first.
(2) Exchange Basis – T’s basis in property given up in the exchange. Gain deferral. 1031(d)
(3) NONRECOGNITION -1031(a). Get good b/c not gain; but bad b/c of low basis.  1031(a)

(4) BOOT-  

i. Transferor’s Tax Consequences
1. Treat 1031 property and boot separately – (i) sale of boot at FMV; (ii) exchange of like-kind assets (gain from this transaction is deferred)

2. Gain/loss:
i. Boot:  Recognize gain/loss.   

ii. Like-Kind-  Non-recog of like-kind property.  §1031(a)

3. Basis:   Basis =  basis of all prop given up  + gain/-loss recognized on boot sale 
a. Depreciation-  Basis exchanged prop has 2 components now- old basis from property & additional basis from boot. New Regs under 168.

i. New basis: Treat as new asset.  Run through entire depreciation analysis: 179, 168(k), 168: convention, method, period.

ii. Old basis- depreciate as before.
ii. Transferee’s Tax Consequences
1. Gain realized- 
a. Non-recognition under 1031(a) apply b/c not ‘solely’ for like-kind prop.
b. Any gain realized is recognized up to the value of the boot received in the 1031 exchange.  §1031(b).

i. Calc-  

1)  Determine the gain on the transaction.  



      2)  Gain Recog - up to FMV of boot.  
2.  Loss -  Non-recognition of loss notwithstanding boot.  §1031(c)

3. Basis- §1031(d)

a. Like-Kind Property: Basis of prop given up – FMV of cash/ boot + gain recognized   

b. Non-Cash Boot-  FMV
iii. DEBT-  Go over problems 10/22
1. Determine Debt Boot: T will have constructive boot (deemed cash received)  if there is net reduction in debt due to exchange.  §1031(d)

a. Both sides of transaction have debt- they offset each other.  

b. Other cash/property-  Cash paid will offset debt, cash received will not this is just additional boot!!  



--Net Debt relief = debt relief – (liab T assumed + cash T paid)
2. Any other Boot Paid??
3. Figure out: Gain realized-  AR - AB 
--AR-  FMV of property Received + Cash Received + Liability Shed 
--AB – Orig basis + Liability Assumed  Reg 1.1031(d)-2 ex 2.

4. Basis –   Did T transfer or receive additional boot?

a. Orig basis + debt assumed – boot received – debt relief + gain recognized
6.  LIMITATION ON LOSSES    Figure out how limitations affect the loss calculation above.
i) TRANSACTIONAL LOSSES 
(1) Transfer to Family Member/Related Party. 

1. Interspousal Transfers- NO gain/loss on transfer of property to present spouse, or to former spouse, if transfer was incident to divorce.  §1041

b. Carry-Over Basis- for recip. Sp. In div- recipient SP will want high basis prop.

c. Interspousal transfer §1041 trumps §267 below. §268(g)
2.  Loss Limitation Bet Family Members. §267   
d. Related party-    see above §267(b) & attribution §267(c)

e. Indirect Sale in Open Market-
1. §267(a)(1): No Loss for INDIRECT sales..  

2. Situation -  T and B are related buyers.  T sells stock in open mkt, and then B buys in open mkt.  

3. FACTORS:  

a. Intent of Parties- Do parties contemplate sale, then repurchase?
b. Lag Time between Sale and Purchase.  Farther the sales in time, less likely a indirect sale. 

i. RULES: 
(1) Seller Not loss deduction allowed w/ respect to a loss on the sale/exchange directly or indirectly between related parties.  §267(a)(1)
(2) Related Party’s Basis -   Cost basis.  No special basis rule. 

(3) Subsequent Sale by Related Buyer:
a. GAIN:  Only recognize gain that exceeds related seller’s disallowed loss.  §267(d) 
i. Calculate Donor’s loss.

ii. Calculate donee’s gain.

iii. No gain to extent of donor’s loss.  
b. LOSS:  Can take loss if related pty sells for less than cost basis.
(c) Controlled or Sympathetic Buyer – NO Bonafide Sale-  Not Bonafide if: (i) sale to controlled or sympathetic buyer (i.e.corp, trust, etc) who is not related party under §267; (ii) buyback; (iii) in closely held corp context, otherwise doesn’t make sense.  T can just buy-back from market.

1. Key Factor- Control.  Does T have sufficient control of buyer even though not related so that resale is assured?  

Eg: F sets up trust for kids.  T sells stock at loss to corp, 40% owned by F & then buys back 42D later.  No §1091.  Not related pty §267- F  needs to own 50% of corp to be ‘related’.  Ct: T still had suff control of Corp – so resale was assured. Fender.
Cf-  Same facts except stock is pub traded and repurchase at open mkt.  This is Bonafide.  T doesn’t control buyer- don’t know who selling to/buying from.

2. Sale & Repurchase Should be Close to 30D Window.  If you see that there are months between sale and repurchase, repurchase may be Bonafide. Business reason? Look at facts.
(2) BONAFIDE Sale? of Stock/Securities §1091

(a) ISSUE- Bonafide Sale?  Whenever you see, loss, & then prop going back to seller for same security or stock. Has T closed transaction?  Facts and circ.
(b) Wash Sale Rule- Basically, puts T in position as if sale never occurred.
i.  Trigger: 

1. Sale At Loss: If T SELLS of stock or securities at a loss, and 
2. 61 Day Period:  T purchases of stock/securities: within a period beg 30 days prior to that sale and ending 30 days after that sale.
a. Eg-  T has stock, purchases new stock & sells 20D later at loss.  At date of sale, see T purchased 20 D before, w/in 30 day period. 1091 applies. 
b. Buy-Sell Agreement to Repurchase Stock w/in Period: 

i. 1091 triggered if buy-sell agmt entered into within 61D period even If actual  re-purchase is outside 61D window.
3. Repurchase Identical Stock: T purchases substantially identical stock or securities.
a. If different stock, bought & repurchased, no wash sale.
4. EXCEPTION- 
a. DEALERS: 
b. T Has Closed Out Transaction. RR 56-602  T purchases stock, and then re-sells at loss 10 D later.  Fits w/in 1091- T sold stock at loss w/in 61 D of purchase.  However, T has no interest in stock-closed out trans.    
ii.  Result: 

5. No LOSS recognized; 
6. Basis- Exchange basis. (cf cost)  §1091(d)
a. Adjustment- Increase/decrease for gain/loss on subsequent sale.  
Eg: T sells stock w/ $500 basis for $100, and then buys back for $105. Add $5 to exchange basis of $500.

(3) Worthless Stock
(a) General Rule- If value of stock goes to 0, if T doesn’t sell, no realization event.  Reg. 1.165-1(b)
(b) Exception- If stock is a capital asset Deemed sale if stock that is a on last day of taxable yr is worthless.  §165(g)
1. Rule extended to ordinary stock too.  Regulations.
2. When is Stock worthless?  Can’t have any recognizable value. 
a. Facts and circ.  Regs: 
i. Would T receive anything on liquidation?
ii. Corp liabilities exceed assets.
iii. No reasonable prospect for corp to regain solvency.
(4) Loss on Debt-   Value of note decreases.
1. GENERAL RULE: On sale: (i) Lender gen gets long term cap gain (investment property) §167(c); (ii) No effect to debtor- keeps paying $. 
--Eg of loss- Lender issues $100 note Debtor; then sells it for $90 to B.
2. LIMITATION: Sale of Debt to Related Party

a. Situation -  Same as above except D and B are related. Change consequences for debtor.
i. Related Party: §108(e)(4) says apply 267(b) Except:  
-Members of family=  No Siblings!  Spouse, lineal decendants & spouse of individual’s CH or GCH.  §108(e)(4)(B)
b. RULE-
i.  Gen - treat is COD Income.  Acquisition of debt by related party is treated as if it was acquired by borrower himself.. §108(e)(4)(A)
1. Apply Kirby Lumber: D is repurch debt at less than amt issued.
2. Don’t forget §108 Exceptions!!!
ii. Note Deemed Retired, & Reissued from D to Related Party – OID
Reg 1.108-2(g)(1)

1. “Deemed New Debt”​ -  Related party has  OID income.
i. Issue Price:  Price Rel pty paid for note.
ii. Redemption Price:  Amt D is to pay at maturity.  
2. Related party will report income over the life of the loan according ratably.  §1272, 
3. Debtor can deduct.§163 
(5) Bad Debt  -  D can’t pay debt back.
a. GENERALLY -  Will have loss.  Under §165 loss allowed: if it applies, apply §1271: exchange Treatment for debt retired or on sale/exchange of debt instrument.  

Eg:   Note issued for $90.  D can’t pay it back, and pays $85.  $85 (AR) - $90 (AB) = loss.  

a. EXCEPTION: §166:    Where both §165, 166 apply, §166 trumps.  Spring City
i. Applies when: 
1. Enforceable Obligation:  Obligation arising from cr/dr relationship.

2. Worthlessness -   debt must be uncollectible.  

a. Legal action must not be able to result in recoverable judgment.

ii. Business or Non-Business Bad Debt   Characterization See §§ 166(a) and (d) 
Note:When considering the purpose, focus on the creditor’s purpose for making the loan, not how the loan proceeds are used by the debtor.

(a) Business Bad Debts: 

Debts that were created/acquired in connection w/ T’s business.  (or defined as non-business bad debts; see below)

(i) Corporations- ordinary loss

(ii) Individuals- ordinary loss

(b) Non-Business Bad Debts: loans made for personal or investment purposes (see § 166(d)). 
(i) Corporations- ordinary loss

(ii) Individuals- short term capital loss 
--cf: §165(c): loss disallowed for personal debts.

(c) Hybrid Loans: Mixed  business and non-business purposes.   
i. RULE: T’s dominant motive for lending $$ will control.  

Generes-  T was SH and employee & leant $$ to co.  If T protect position as emp = buis debt; cf protect T’s investment- non-business. T’s investment was substantially larger than what could be derived by salary.  So it’s an investment/nonbusiness debt.

iii. Wholly Worthless vs. Partially Worthless: 

1. Wholly Worthless: Close out of investment.  Debt settled at maturity at less than entire amt.  Worthlessness = loss amt.
a. Business- allowed

b. Non-Business- allowed

2. Partially Worthless: 

a. What does “partial worthlessness” mean?

Situation- debt partially uncollectible prior to settlement.   

b. Business v. Non-Business
i. Business- allowed 

ii. Non-Business- NOT  allowed
3. RULE: § 166(a)  Business CR may deduct partially worthlessness, w/o having to wait until final settlement of the debt.  Accelerates deduction. § 1.166-3 
iv. LIMITATION: Note Issued by Corp-  Don’t apply 166, apply §165

1. Worthlessness under §166 doesn’t Apply-  to Note issued by Corp.

2. Bad debt -doesn’t apply to debts evid by “security” under §165(g).§166(e)

3. “Security”- Note issued by corp. with interest coupons attached or in registered form. §165(g)

v. §165: To extent debt is worthless (what is loss?) ( loss from sale/exchange of security on last day of taxable yr.  Cap loss. Short/long?  §165(g)
1. Deductibility limitation:   under §1211.
2. Cf §166(a) treatment – ordinary.  
(6) Modification to Debt
(a) Situation-  Debtor can’t pay back $$ on instrument.  D and lender modify terms to give D chance to pay.  Creates LOSS to lender.  Is there a realization event such that L can recognize loss?  
(b) Lender’s Tax Consequence
(i) Realization Event?
1. GENERAL RULE-  Exchange treatment of 1 debt instrument for another if debt instruments are materially different.   Cottage Savings. 
2. Significant Modification = Exchange.   Reg 1.1001-2
a. Modification:  Any change to debt instrument.  §1001-3(c)
i. LIMITATION: 
1. Original Terms of Debt. Eg- interest change due to prime/libor rate.
2. Contemplated Changes instrument ≠ modification.
b. Significant:  Specific Rules: Reg 1.1001-3(e)2-6
i. Note- If both of terms below are changed, if either is significant, then get exchange treatment. 
ii. Maturity Date Change of Pmts Due under Instrument. 
1. RULE: Material deferral pmts = Significant Modification.  
2. Safe harbor- Not Significant if deferral is w/in lesser of 5 yrs or 50% original term.   

1. Deferral = subtract new term -  old term.

2. More than 5 yrs? = Sig modification

3. Is deferral % 2 greater than or equal to orig term?  = sig mod. 

iii. Yield change on Debt. 
1. RULE-  Significant if yield on debt changes by MORE than greater of  ¼ of 1% (.25%) or 5% of the yield to maturity on the unmodified debt.  
1. Compare- .25%   with   5% X Unmodified Yield to maturity  

i. Go 2 decimals over for unmodified yield.
2.  Take greater %

3. Subtract-  Unmodified YTM % - Modified YTM %

i. Go 2 decimals over for un/modified YTM’s.
4. Significant if:  Difference in YTM %  greater or equal to greater % 
(ii) Basis-   cost basis.
(iii) Amount Realized?  
1. Deemed new debt issued: Lender treated as receiving newly issued debt instrument from borrower in exchange.
2. RULE: AR = issue price of debt instrument under §1274 (OID).  Reg 1.1001-1(g)

a. Adequate Stated Interest?  §1274 Interest greater than applicable AFR rate.
b. If ASI, then:  issue price = stated principal amt of debt.
(iv) Result of Significant Modification-  

1. If Sig Modification (  Lender’s LOSS (AR – AB) deductible if under §165. Cottage Savings Treatment; 

2. If NOT significant  (  NO loss allowed.  No realization event.

(c) Debtor’s Tax Consequences    Potential COD income.  §108(e)(10).  
(i) Trigger  - Where debtor issues a debt instrument in satis of outstanding debt.  
(ii) Result: Debtor is treated as satisfying old debt with deemed Cash Payment = Issue Price of new debt instrument.    
1. Calc-  COD Income = Old debt – New debt  (deemed cash pmt) 
(iii) Exceptions-  Apply §108 exceptions.
7.  AT RISK  : Limitations on Losses  §465
a) Evil Prevented-  Timing advantage.  T purchases depreciable property for investment with non-recourse debt.  Leases the prop out.  T can take large front-ended depreciation and interest deductions on the prop, in excess of the rent coming due.  T can use losses to shelter other income.  Eventually, income from property or resulting disposition will mean that the deductions taken by T will catch up with him.  However, T has tax advantage in taking deductions first.  Like an interest free loan w/o personal risk.
b) Overlap of §465 & 469- Where both apply, §465 applies first and any left-over amt, apply §469.  Reg 1.469-2(d)(6)
c) APPLIES TO:   §465a
i) Individual    §(a)(1)(A)
(1) Joint Filers-  Consider gain/losses in aggregate.  Reg 1.469-1T
ii) Closely held C Corp.   (NOT publicly held)
(1) Definition: 5 or fewer C Corps owning More than 50% of value of stock.  §542(a)(2)
iii) Partnership
(1) GENERAL RULE-  §465 is applied at partner level to extent §465 applies to partner.  Prop Reg 465-24
(2) ID Each Partner Subject to §465 
(a) Individual-  Apply §465
(b) Closely Held Corporation-  As defined above.
1. Constructive Stock Ownership -  §544    Family attribution includes siblings.
(3) Application-   Limit deductibility of partner’s shares of Pship losses to amt by which partner is at risk at close of each yr.  Incorporate into at risk balance any ultimate exposure P may have w/ respect to partnership liabilities.  
d) ACTIVITY GOVERNED BY §465?
--Separate out EACH activity.   
i) Leased §1245 (Depreciable) Property  §465(c)(1)(C)
ii) Trade/Business Activity-  §465(c)(3)
iii) Production of Income Activity- §465(c)(3)
iv) Closely Held C EXCEPTIONS-   .
(1) Qualifying Business-   §465(c)(7)(C) 
(a) 1 Full-Time Employee Owner- who’s services are devoted excl to mgt of business.

(b) 3 Full-time non-owners- who’s svcs are directly related to business. 

1. Non-Owner-  Doesn’t own more than 5% of stock.

(c) Business Expenses- Must have bus expense (under §§162,404) other than comp pd to owner employee that exceed 15% of its gross income; and

(d) Can’t Be Excluded Business: (i) Equip leasing; (ii) sale/use of motion picture, video etc.  §465(c)(7)(E)

(2) Actively Engaged in EQUIPMENT LEASING-  §465(c)(4)
(a) RULE-  At least 50% of gross receipts for yr attributable to equip leasing.
e) AT RISK AMOUNT -  Do this for each year T owns asset.
i) Determine TOTAL Loss: 
(1) Types of Losses/Expenses:  Anything T pays for business. 
(i) Interest
(ii) Depreciation
(iii) Tax
(iv) Repairs/maintence
(2) Losses Carried forward from Prev Yr(s).

ii) Determine §465 Loss    - §465(d)
(1) FIRST STEP – Losses/Expense from activity (w/o regard to §465) – income derived from activity during yr.  
(a) RESULT: 
1.  If there’s net Loss .  Analyze below.
2. If there’s net Income-  Always deductible.  §465(a)
iii) RULE: §465(a)- Can Deduct §465 Loss Currently to extent  T’s At Risk Amount.
iv) What is Amount At Risk?
(1) INCLUDES: 
(a) Cash
1. Based on year’s operations – Did T put in extra $$ -looking at net cash going into activity to pay all expenses.  See problem on 11/10.
(b) Basis of Property Contributed by T
(c) Debt for which:
1. T pledged property that’s NOT used in the activity as security for debt.

2. T is Personally Liable OR
a. Recourse Debt-   Include.
b. Non Recourse Debt-  Gen don’t include.
Exception- Qualified Non-Recourse Financing
1. Activity - holding Real Property;  §465(c)(3)
i. Includes- holding hotel, apt.  Pers svc element OK.
2. Rule: T is at risk w/r/t T share of “Qual. Non-Recourse Financing” relating to that activity. §465(b)(6).    
3. “Qual. Nonrecourse Financing”:   (§465(b)(6)(B))
i. Borrowed by the T w/ respect to activity of holding property; 
ii. Borrowed by the T from a“qualified Person” or
a. Any person actively & reg engaged in business of lending $$ and is NOT: 
i. Related to T;
UNLESS: terms commercially reasonable & sub  same as terms available to unrelated erpsons.
ii. Seller; or someone related to S.

iii. Receives fee from T’s investment in prop.  §469(a)91)(D)(iv)
iii. Non-Convertible Debt
iv. Non-Recourse- No person personally liable on debt.
(2) SUBSEQUENTY YEARS’ ADJUSTMENTS    §465(b)(5)
(a) Downward Adjustment:   
1. Prior Year’s Deduction from At Risk Amt-  At risk amt taken based on previous year, deduct accordingly.  §465(b)(5)
2. Cash Flow-  Money withdrawn, money free-up from activity
a. Eg- rent stream

3. Income – Money Paid on Activity
(b) Upward Adjustment:   .
1. Income from Prior Years.  §Prop Reg 465-22(c)
a. NOT Net income from current year already accounted for under §465(a).
2. Repayment of Non-Recourse Debt from Funds OUTSIDE activity.

f) §465(e) RECAPTURE
i) RULE-  Income recognition to extent of Amt at risk below zero (due to $$ Withdrawn)   
(1) §465 loss can’t offset §465(e) Recapture.  Income that offset §465 loss is “determined without regard to §(e)(1)(A).”   §465(d)
ii) LIMITATION-  Amt of gross inc can’t exceed the prior yr’s  losses allowed under §465.
iii) ADJUSTMENT TO AMOUNT AT RISK:  Upward adjustment, basically zeroing out negative at risk amount.  
g) Carry Forward-Loss disallowed next yr.  §465(a)(2)
i) Carry forward amt: 
(1) §465 loss – At risk amt; 
(2) Plus-  Gross income  - recaptured §465(e) 
ii) May offset Income Generated By: 
(1) Original Activity
(2) Unrelated Activities where T is At Risk. 
h) Basis-  §465 has No effect.  
i) RULE-  Reduce basis by full amt allowable.   Thus, if $200 depreciation is allowed; you reduce basis by that amt, even if  §465 applies to disallow a portion of that loss.  Eg: ded $100.  Prop Reg. 1.465-1(e)
8.  PASSIVE ACTIVITY LOSS   §469

1) Evil Prevented: Timing advantage.  Even if T passes §465 at risk amt, T can still shelter income using recourse debt.  Advantage seen above- b/c of debt- have high basis & can get high depreciation deducted quickly, used shelter income unrelated to activity.  Distinction made between passive investors and materially participating investors.
2) ANALYSIS: 
a) Do: analysis for EACH activity.  (Whether gain or loss- need to know what offsets what)
b) Application of PASSIVE LOSS - §469 
i) APPLIES TO:   §469(a)(2)
(1) Individuals

(2) Closely Held C Corps

(a) Definition: 5 or fewer C Corps owning More than 50% of value of stock.  §542(a)(2)

(3) Personal Service Corps  (svcs performed by employee/owners)
ii) IS THIS A PASSIVE ACTIVITY?
(1) General Rule-  

(a) Conduct of Trade/Business; and

1. NOT Investment Income: T holds Prop for Appreciation.  NO trade/business.  No §469 application.  Eg: no renting.

a. Mortgage Investment Interest Lim - §163(d)- Limit on ded on interest to extent of “net investment income.”  

b. “NII” = income from investments (passive and portfolio) – expense other than interest   
(b)  Not MATERIAL PARTICIPATE   Passive activity includes any trade/business in which T doesn’t mat participate.§469(c)(2)

(i) Material Participation- If material- active business!   Involved in operations of business on a regular, continuous and substantial basis.  §469(h)

1. Rental Rule-  Passive Activity.  Rental activity is persay not material participation. §469(c)(2)

a. Real Property 
i. RP Modification-  If T satisfies below requirements, will be allowed to argue material participation.-   §469(c)(2)
1. C Corp-  More than 50% of gross receipts are from RP business.  §479(c)(7)(D)
2. Individuals: 
1. T Performs More than 750 Hrs of Service-  during yr in RP business in which T materially participates; 
2. More than ½ of T’s business Svcs devoted to RP Bus- in yr.
3.   Short Term Rental/Personal Service : Reg 1.469-1T(e)(3)

1. Short term rental; Use of 7 days or less by cust;

a. Eg: motel/hotel

2. Significant personal service involving RP 

a. Eg: hospital, boarding school

3. Rental is Incidental to Nonrental Activity – Rent is so small, we disregard it.

a. Principal purpose –is to realize appn in value of prop; 
b. Gross rental  < 2% of the lower of T’s unadjusted basis or prop’s FMV.   
     2.  MATERIAL PARTICIPATION
ii. “Grouped Taxpayers” 
1. Spouses-  part of 1 spouse attributed to other.  §469(h)(5) 
--In whatever capacity.  Eg: sp is employee.

2. Partnership- Apply on indiv partner level.  1.1469-2T(e)

a. Type of Work that Counts-  Work as investor doesn’t count UNLESS involved with management or operations of activity.     

i. Eg: reviewing financials= investor.
b. General Partners:  Apply normal rules below.
c. Limited Partners:  Doesn’t materially participate  UNLESS:   §469(h)(2), Reg §469-T(e)

i. > 500 hrs; 

ii. Look back rule – last 10 of 5 yrs mat particip;

iii. Personal service activity AND limited partner mat particp w/in each of last 3 years.
3. LLC’s
a. Apply on member level.
b. Gregg-  Apply 7 standard mat partcip rule to LLC.

c. Regs-  Treat as LP – 3 std mat particp.  

i. Lim partner  status defined as “limited liability”.  
4. Corporations: Material participation if:   §469(h)(4)

1. SH’s (combined): 

a.  Owns > 50% of corps’ stock

b. SH’s materially participate (per below)

2. Active Business of C Corp per §465(c)(7)(C)

a. 1 Full-Time Employee Owner- who’s services are devoted exclusively to mgt of business.

b. 3 Full-time non-owners- who’s svcs are directly related to business. 

i. Non-Owner-  Doesn’t own more than 5% of stock.

c. Business Expenses- Must have bus expense (under §§162,404) other than comp pd to owner employee that exceed 15% of its gross income; and

d. Can’t Be Excluded Business: (i) Equip leasing; (ii) sale/use of motion picture, video etc.  §465(c)(7)(E)

iii. Individual  Material participation (Active) if:   Reg 1.469-5T

1. >500 Hrs.   T participates for more than 500 hrs in taxable yr.

2. T does substantially all the work-T participation represents substantially all of participation of everyone involved in activity.  (Including non-owners)

3. > 100  hrs + T Doesn’t Work Any Less Than any Other Indiv.  T has to work the most hrs.  or tie. 
4. Sig Particip Act (>100hrs)  + > 500 hrs in Aggregate Bus Act.  
a. Significant participation:  100 hrs of significant particp in business activity. 

i. Rental activity excluded from business def.
5. Look Back-  5 of 10 prior yrs. 

6. Personal Service-  Health, law, etc (  Mat Parcip in any 1 of 3 prior yrs.  
7. Facts and Circ-  Still Need >100 hrs.

iii) IF ACTIVITY = PASSIVE ACTIVITY: 
(1) RULE: Can only use aggregate LOSS from passive activity during yr, to the extent of aggregate GAIN derived from other passive activities.§469(d)(1)

(2) Det Net Gain/loss for Activity- 
i. If Applied §465 to an asset: Use the amt that passes (left over) under §465; otherwise include entire amt as §469 loss.   

ii. Group all together- in categories – Add Up: Active gain/loss, passive gain/loss
iii. Net gain/loss = All passive Inc – All passive Expenses
(a) EXCEPTIONS: 
1. GAIN- Treated as Active
a. Anti –Pig Rule-  Active if less than 30% of unadjusted basis of property used in activity business was depreciable.  Reg 1.469-2T.   Eg: Net GAIN from ground leases
b. Anti-Pig Rule II-  Significant Participation Passive GAIN (  Active
(doesn’t arise to material participation)

2. LOSS-  leniency of loss

a. Closely Held C Corp Exception-  C corp can use net passive loss  to offset Net Active Income. §469e)(2)

i. Exception -  Don’t apply to Personal Service Corps.

b. Moderate Income T.  §469(i)  

1. Is T’s income less than $150K?
2. Then (  25K of Loss Allowed if T: 

i. Actively Participates – in rental activity (less than mat part- need some activity)

--Limited Partner- :Don’t Actively Participate

i. PHAZE OUT- Decrease by 50% of T’s adjusted gross income in excess of $100K.
(3) Divide Income/Loss from Activity into Categories: 
(a) Active- Where T Materially Participates in activity.  §469(c)(1)
(b) Portfolio-  Investment & Interest Income.   §469(e)(1)
(c) PASSIVE-   T does not mat participate.

(i) Break up each passive activity and analyze each separately.
(4) DETERMINE NET INCOME-  
(a) Add income from all sources (active, portfolio & passive)
(b) Subtract allowable losses in above analysis.
1. Amts that pass through both §465, 469
(5) CARRY FORWARD: Unused passive loss can be carried forward.  §469(b)
a. Former Passive Activity-  

i. Passive activity changes to active activity (based on hrs).  

ii. RULE: Can use former passive loss to offset gain from: 

1) Same activity (Even though its now active).

2) Other Passive Activies
(6) DISPOSITION: Can fully use passive losses carried forward upon disposition of entire interest in that activity in taxable transaction.  §469(g)
(a) GAIN Analysis IF §465 & §469 APPLY
1.  Situation -  Have gain on sale of depreciable asset.  There is some §465 loss, some §469 loss for property.  Also have losses from another  #2 activity.

2. If Gain (  Frees up §465, 469 Losses.
a. §465 Gain Frees up §465 Losses- Gain on §465 property is Income from activity.  Prop Reg 1.465-12
i. Suspended §465 losses are freed up.  Since they are ‘passive’ need to also analyze under §469 too!  (Even §465 part)

b. §469 Gain Frees up §469 Losses-  Gain recognized on disposition of property used in passive activity is passive income.  

c. Gain  -  §465,§469 loss =  Net gain/loss

d. If net gain (   Any other Passive Activity Losses? 

i. Can free up passive activity to exent of net gain.

e. Character -     Although doesn’t go into §469 analysis, once they pass through, §469, have to separate all components.  

i.   Original gain -    §1231 Long term capital?

ii. §465,469 property loss; loss from #2 activity ( Gen ordinary. 

3. If §469 LOSS  (  Passive Loss
a. Rule §469 loss:  If property used in passive activity sold at LOSS = Passive Loss. Reg 1.469-2T(d)(5)

b. Add up Losses: §469 suspended losses + loss on sale = Total loss From Activity.

c. Offset passive activity gain-  Any other passive income activity have gain?

i. Rule-  Offset passive losses to extent of gain.

d. Any Remaining §469 loss Not Freed Up?  Where T recognize gain loss on §469 property, is NOT considered passive loss.  Free to offset against other income in yr of disposition.  §469(g) 

i. Limitation – Non-Taxable Disposition.   Limit of disposition where T disposes of property to related party, gift, or death.  §469(g)(2), §469(j)(6)
9.   INSTALLMENT SALE

Move to before characterization?
1. §453 Analysis: 
a) Multiple Assets Transferred:  Separate each asset out!!   RR 68-13
(1) Examples: 
(a) Sale of Business- Allocate Amount Realized among assets.  Apply analysis below to each asset.
(b) Land Deal; (i) land; (ii) building. 
(2) Why?  Difference in: (i) gain/loss; (ii) qualified property; (iii) character
(3) Allocate AR Among Assets-  based on FMV.
(a) Special Allocation of Cash Pmt-  Allocate down payment any way T wants.  
1. Allocate down to loss property. No matter how much allocated still take loss.  But you take $$ out of being ‘payment’.
2. Thus, “payment” under installment, $0 pmt in Y1
b) Determine- (1)  Gain/Loss;  (2)  Character.   If loss, recognize in yr of disp.   
i.
If Loss (  Recog on yr of disposition.


--Debt: is AR sla there is adequate stated interest.

ii.
If GAIN: (  §453 may apply.

c) Non- Qualifying Property:  §453(b)(2)  If property purchased qualified for installment sale?
(1) Inventory

(2) Dealer Dispositions- §453(l)
(a)  Personal Property-  T regularly sells or disposes of personal property of this type on installment plan.
(b) Real Property T holds for sale to customers in business.  
(3) Stock/Securities traded in Open Market  §453(k)(2)
(4) §1245 Depreciable Personal Property-  Part §1231 gain, part §1245 recapture
(a) Amount Under Installment Method: Gain - §1245 property  =   §1231 “Property” – can use installment meth.
(b) §1245 Amount-  
1. Report currently on sale date – Y1.
2. Adjust basis-  Add  adjusted basis by §1245 portion
3. Eg- $100 AR.  Installments pmts of $10/yr.  T bought equip for $40, and expensed entire amt under §179.  Basis = 0.  T recog $40 of gain from §1245 recapture & $6 gain ($10 X .6).   GRP = 100- 40 % 100.
d) Depreciable Property sold to Entity Controlled by S-   NO INSTALLMENT SALE §453(g)
(1)  S is selling: (i) depreciable property and (ii) own 50% or more of Corp buyer?  No installment sale.
(2) Exception-  S can show principal purpose not tax avoidance
e) Trigger: disposition of” property” where at least 1 pmt is to be received after the close of the taxable yr in which the disposition occurs.  
f) What is “Payment”?

(1) BUYER’S  Note/Debt Instrument to S-  Not a “Payment”, so installment meth applicable. §453(f)(3)
(i) UNLESS 
1. Demand note.  
2. Readily tradeable debt.  §453(f)(4)
(2) PAYMENTS-    Reg 1.453-1(b)(3)
(a) Cash 
(b) Other Property
(c) Security On Debt 
1. Guarantee-  NOT payment.  §453(f)(3)
2. Letter of Credit-  Not payment.
3. Certificate of Deposit- Payment
(d) Receipt of Indebtedness OTHER than buyer  
1. If this is all B transfers, “pmt” made on yr of sale -outside of §453. 
2. EXCEPTION:  (Installment Meth OK) §453(h)  
a. Corp Liquidation-  SH exchanges stock in corp for 3rd pty note.   
3. Note- Interest not at issue here.  Check – Adequate Stated Interest.  Cf AFR.
(e) Buyer’s Assumption of S’s Liability: Pmt to extent NOT “Qual Indebtedness”
1. What is QI?
a. RULE:  Any debt passing from S(  B.  
i. Exceptions:  Treated as “Payment” (in Y1) if B assumes:
1. S’s selling expenses;
2. Debt of seller unrelated to property;
3. Debt of S incurred before B’s acquisition of prop and in contemplation of sale.     
a. Look for:  No mortgage & S takes out debt right before sale to B.  S trying to avoid ‘pmt’ won’t work.
2. Gain Calculation-  Tax free return of basis from assumption of liailbity; only ‘pmt’ to extent exceeds adjusted basis: 
a. Nonqualified Indebtedness-  
i. “Payment “ in Yr of sale= (excess of)  Liability – Basis
b. Qualified Indebtedness: QI goes into GPR calculation below.
g) Calculation of Gain: 

(1) What is payment each year?
(a) In Yr of sale- Pmt = 
1. Cash received; 
2. Debt relieved 
(2) Gross profit ratio-  Gain % K Price



                       Selling price    –      adjusted basis                    .                             



    
 Selling price – Qualified Indebtedness (Not in excess of basis)

(a) Selling Price: 
1. Do not reduce for debt assumed
2. Do not reduce for selling expense 
(b) Adjusted basis: 
1. Add §1245 recapture
2. Reduce  Selling Expenses     Reg 1.1453-2(b)
(c) Qualified Indebtedness: 
1. S’s Liability Buyer assumes Bot in excess of S’s basis.
(3) Multiply-     Pmt X GPR =   GAIN each yr.       §453(c)
h) §453(d) Election-  T can elect to recognize gain currently.  
i) Character

(1) REAL PROPERTY:  Part §1250 Recapture, Part §1231 Gain

(a) RULE:   Reg 1.453-12
1. FIRST: Apply §1250 (25% rate) 
2. REMAINDER-  §1231 (15% rate)
j) INTEREST Charge on Large Installment Obligations

(1) Applies to-   §453A(b)(1)
(a) Type-Business or investment property; NOT personal use;
(b) Sales Price-  > $150K.
(c) Total Installment Sales at Close of Yr-  $5mil.
(2) Calculation-  §453A(c)(2)
(a) Interest =  Applicable %  X  Deferred Tax Liability (from Ins sale)  X  Interest Rate
1. Applicable %-  In Y1 (constant)   Yr in which installment obligation arose.
a. Face Amt of Ins Oblig Arose + Outstanding  at Close Y1 -  $5mil
Face Amt of Ins Oblig Arose + Outstanding during Y1

2. Deferred Tax Liability-  Will change each yr.
a. Determine Unrecog Gain: outstanding amt of installment obligation  X GPR = Unrecog gain at end of particular yr.
b. Tax Rate-  
i. Character.
ii. Apply Tax Rate under §1, §11.
--Except: if long-term cap gain, use MAX rate.  28%?
c. Def Tax Liab: Unrecognized gain  X Max Tax Rate under §1 or §11
3. Interest Rate-  (changes) Rate of underpayment of tax liability for last month of taxable yr.  
(3) Deductibility-  Interest deductible for S if interest deductible generally.  §453(c)(5)
(a) Eg:  Artwork:
1. Individual- Nondeductible, personal use property.  Reg 1.163-9T(b)(2)
2. Corp-  Deductible business interest.  
Constructive Payments
k) Sale to Related Party, then RP SELLS  - §453(e)
(1) Trigger:   
(a) First Disposition: Installment Sale to RELATED PARTY.
1. Related Parties- §267(b)  + §318 corp attribution rules.
1. Members of family  = Sis/bro, spouse, ancestors and lineal descendants, as def in  §267(c)(4)   




Eg: Sale of W stock to W’s bro’s wife. Not rel pty. No  §267(c).

2. 2 corps = members of same controlled grp 

3. Indiv & Corp, if individual owns more than 50% in value of outstanding stock (dir or indirectly).  See §

4. Grantor and fid of trust; 

5. Fiduciary of Trust and Fiduciary of Trust if same person is Grantor.  

6. Fid of trust and beneficiary of the trust

7. Fid of trust and beneficiary of another trust, if same person is grantor of both trusts.

8. Fiduciary of trust and a corp; if fid of trust owns or grantor more than 50% of the value of stock owned (directly or indirectly). See §267(c)(4)

9. see more for corps and partnerships, etc.




CONSTRUCTIVE STOCK OWNERSHIP:   §267(c)

--ONLY applies to determine if seller is 50% owner of corp’s stock.  Don’t apply these rules to members of family.
(4) Indiv & family member- constructively own stock of each other.  (c)(2)

(5) Entity to SH-  Entity (  SH  proportionate interest.  (c)(1)

(6) Multiple Attribution-  

i. ok from entity to family member.§267(c)(5)

ii. No Double attribution to family members.  §267(c)(5)
(b) Second Disposition: RP Sells within 2 years while S Uses Installment Sale Reporting.
(2) UNLESS-  T can show no tax avoidance. 
(3) EFFECT: CONSTRUCTIVE “PAYMENT” - Amt Realized by RP treated as “Pmt” for S.
(a) CAP- §453(e)(3)  Constructive pmt can’t exceed- 
 Lesser of:   
AR (2nd disp) OR K price (1st disp)   -   All  Pmts Rec by S b-4 Close of Yr of 2nd Disp.
*All Payments- Actual payments.  Don’t use Gain (w/ GPR).

(b) Gain - Constructive payment X GPR
(c) Total Gain for Yr of 2nd Disp-  (i) Constructive payment; (ii) Actual installment payment Received During Yr.  
(d) Yrs After 2nd Disp- For Subsequent Tax Yrs: “Pmts” received by RP are NOT “pmts” until exceed constructive payments.  
1. Determine Payment:   Use PAYMENT figures, not GAIN figures.  Cons pmt under (a), not (b).  Same w/ “Pmt received by RP” – what RP actually pd.
2. When Have Gain -  Multiply by GPR = GAIN.
l) Pledge Note-  §453A(d)  S uses obligations as security for debt S incurs.
(1) Applies when:  §453(A)(b)(1)
(a) $150K Sales Price
(b) Type of Prop-   Business/investment NOT personal use.
(2) Effect-   
(a) Constructive Payment: Receipt of debt Proceeds = Constructive Payment.
1. Limit-  Constructive Pmt can’t exceed unpaid contract price (Sales price – QI) at time of pledge. §453(d)(2)
2. Adjust Actual Payments-  No subsequent “payments” are treated as “payments” up to amt of constructive payment.
a. When to count payment for the year or defer?  Look at time payment received & when debt received.  Which is first?
m) DISPOSITION OF NOTE: 
(1) Trigger: EITHER  S sells obligation OR B pays S in Full.  
(2) RULE:  recognize gain/loss.   §453(B)
(a) Calculation -  AR – AB = Gain/loss
1.  Basis:  Face Amt of Obligation -  Total Gain Under Installment if S Fully Pd
          (Calc GPR) 




 --Face Amt & total gain- Don’t include down pmt.
(3) EXCEPTION-  Gift  -  
(a) Recognize Gain-  Amount Realized is  FMV( since no face amt).   Apply calculation above.    RR 79-371
(b) Adjust Donor’s Basis-   Donor’s Basis +  Donor’s gain 
(c) Exception-  Spousal Gift- No gain/loss recognized. §453B(g)
10.  LEASING TRANSACTIONS

1) ISSUE-  Who Is True OWNER? Will form of lease chosen by ptys be respected?  Is Lessor owner?                                                          
a) Situation-  (i) S sells of property to B; (ii) New owner leases back to Seller.
2) Limitation §470: 

a) SILO- Sale + Lease Out Transaction.  
i) Transaction:  (i) Tax exempt org sells off property; (ii) C Corp (OWNER) purchases and leases them back to tax exempt org.   C Corp (§465, 465 don’t apply) gets deductions to shelter income.    
ii) Loss Disallowed:  Disallows loss & carried forward UNTIL disposition of interest.  
3) GENERAL RULE:   Sale + Lease back transaction will be respected.  Buyer= Owner.
a) FACTORS:  Who has benefits & burdens or risk of ownership =  Owner.  Ct will use factors to respect form.  Ct can focus on EITHER benefits or burdens to reach result.
i) Benefits:   Is there substance to transaction other than tax considerations?
(1) Cash in/Cash Out Comparison: 

(a) Cashflow In
1. Rent stream-  Decrease by debt owed.
2. Residual value of property.  After lease ends –does owner get prop back?
(b) Cashflow Out
1. Purchase price of property-  Debt + cash paid.
(c) Present Value-  Unlikely that it comes into play. (E of Thom) So T should be able to show that there is more cash flow in v. cash flow out over 30 yr period UNLESS they are piggish.
1. Hilton-  Similar transaction.  Except B Corp finances through (i) non-recourse; (ii) transfers to partnership.  LP interests (like FL) in partnership is $200K that goes to promoter.  
a. No burdens-  LP puts no $$ down + nonrecourse. Still ok if benefits met.
b. Benefits-  TP Looses. Cash in $529K from rents after Y 31.  cf cash out of pocket- $334K.  Getting $$ 30 yrs from now too low to justify transaction unless for tax considerations.  
2. Rice’s Toyota: TP Looses:  Equip leasing of computers.  Cash in: Rent minimal cf cash  investment out. TP made no valuation estimates to determine cash in.  No estimate of residual of property.   
3. Esate of Thomas:  TP wins. Good estimates on HIGH value residual.  14%-30% for computer. ( this cash in, can help offset cash out.  
(2) Incidence of Ownership
(a) No Sublet w/o B’s Consent.  Alstores
ii) Burdens & Risk of Loss 
(1) Amount of $$ At Risk in Property-  $$ not secured in property by anyone.
(a) Down payment.  (FL)
(b) Recourse Debt   (FL)     
(i) W had no obligation to renew option so FL would get 6% (although very likely W would b/c buy back so cheap)
(ii) FACTOR-  3rd party finance (not purchase $$ - no estate of Franklyn)
(c) Nonrecourse Debt-  non-issue (neutral if can show other incidents of ownership) (Hilton)
(2) Warranting Quite Possession:  B had to Reimburse S for Pre-Paid Rental Value on event S wan’t able to pay to use property for lease term.  Alstores
iii) ALSTORES – sale (for cash) + lease back, except buyer doesn’t want to be ‘owner’.  Argues that he is not owner.  Ct: respected form, S (Alstors) is owner.  Alstors had all benefits/burdens of ownership.   AR from sale = FMV of prop + rental stream value.
iv) FRANK LYON-  
(1) F-  (1) W gives FL ground lease.  Rent minimal, 25-26 high, and down for 10 yrs.  Prop reverts back to W; (2) Building: sale + lease back to W. $500K down, $7.1mil loan NY Life. W has buyback option. Cash flow of building: 
(2) Y1-25: all rent pmts from W goes to pay NY life loan (no income, high dep).  
(3) Y 25-26: FL gets rent, but offset by rent pd to ground lease.
(4) Y 27-37:  FL can make $$.  (ground lease goes down).  FL makes $500K + 6%
(5) Buyback-  $500K + 6%.  
(a) Nutshell-   FL looks like CREDITOR, not owner.  Based on fixed interest in building, nonetheless, since FL incurred risk of loss thru recourse debt + down payment he is OWNER.    
4) RESULT: Whoever is owner (lessor or lessee) benefit from LOSS: (shelter unrelated income) to extent §465, 469 don’t apply: 
a) Depreciation deduction
b) Interest Deductions.
c) GOOD/BAD/UGLY

i) Who benefits-  Large C corp! Not subject to §465, 469.  Individual – won’t work.
ii) Good -  
(1) Buyer purchased with debt.  
(a) Little money down, high basis, depreciate. 
(b) Realize rent income (bad) 
(c) Depreciation will likely be > than rent, and can use loss to offset other income (good).
iii) Bad-    B purchases with Cash.  Bad timing result: realize rent currently, & can depreciate prop. (Alstors)
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