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Gross Income

- Deductions ATL §62

Adjusted Gross Income

- Standard or Itemized Deductions

Taxable Income 

x Tax Rate

Tax

- Credits

I. Policy
a. Efficiency – Try not to change behavior. If you do, change it the way you want to.

b. Equity

i. Vertical – Those with more pay more

ii. Horizontal – Those with the same pay the same.

c. Administrative Ease

II. Income (§61)

a. First, look to §61 for a list. If not, see if it is compensation for services rendered.

b. §132 fringe benefits

i. De minimis fringe – things of low value that are too small to account for (e)
ii. Transportation or Parking (f)

1. Employer-provided car up to $100/month

2. Parking up to $175/month

3. Public transportation up to $100/month

4. Not cabs

iii. No-additional cost service – must be service, offered to everyone (b) 

iv. Qualified employee discount (c)

1. Not more than gross profit on the property, or 20% or service price

2. Must be sold in ordinary business

c. §119 meals and lodging fringe (Benaglia v. Comm.)
i. Must be for the convenience of the employer (US v. Gotcher)
ii. Must be on business premises

iii. Must have complete dominion over the food

iv. Vegas exception

d. §83 bargain purchase of property- must include restrictions on the sale
i. (a) – Declaring the year it vests – If you think price going down, or you leave before vesting

ii. (b) – Declaring the year you get it – if you think price going up

e. If employer pays taxes for you, that’s income (Old Colony Trust)

III. Swapped Services, Imputed Income, and Gifts
a. Swapped Services (§61)

i. Not disinterested generosity, definitely income

b. Imputed Income

i. Not taxed

ii. Violates equity, great for stay-at-homes

iii. Hard to fix

c. Gifts (§102)

i. Duberstein – Must be detached and disinterred generosity
ii. (c) – transfers from employer to employee are not gifts, generally

iii. Leads to a family support exemption

d. Scholarships (§117)

i. Must be used for tuition only, and not in return for services

IV. Realization and Recovery of Basis

a. Realization (§1001)

i. You must realize the gain or loss to have tax consequences

ii. Rent is income, doesn’t change basis (Hort)

iii. Finding something is income (§61). Cash is reported when found, other stuff that’s part of something bought is reported when sold (Cesarini)

iv. If the thing you found is part of the purchase price, it’s not income.
v. A swap of like things is not realization (Cottage Savings). 
b. Annuities (§72)

i. Each year you report a proportion of the return to capital and the income
ii. When you die, if it pays off in full, your heirs recognize the rest of the income.

iii. If it stops paying at death, you have a mortality loss of the difference between capital investment and return to capital. If you outlasted life expectancy, the rest above investment is income.

iv. Annuities are favored.

c. Life insurance (§101)

i. Life insurance is not income. 

ii. Generally better because there’s no tax ever, it never pays out yearly, and the final pay-out is tax free.
V. Debt and Loans

a. There is no tax on loan proceeds, because net worth doesn’t go up. 
b. Discharge of indebtedness is income (§61(a)(12))

c. Discharge from bankruptcy is not income (§108)

d. Discharge of an unenforceable debt is not income. (§61(a)(12)) (Zarin)

e. Gambling - Losses can only offset gambling gains (§165(d)

f. Purchase money price discount (§108(e)(5)

i. If a debt to the seller of property by the purchaser which arose from the sale is reduced, and it’s not because of insolvency or Title 11, and it would otherwise be considered income from discharge of indebtedness, it’s treated as a purchase price adjustment.

ii. Basically, it becomes not income, and the debt is written down.
iii. It’s mostly for when you buy something that turns out to be worth less than thought, avoids litigation.

g. Illegal income
i. You are taxed on everything you stole. (Collins)
ii. Can’t offset the losses you had with the stolen cash.

iii. You can deduct the amount you payback, if you do it within the year.

VI. Tax Expenditures and Tax-Exempt Bonds
a. Don’t appear in the budget, but have their own budget report.
b. Must be a departure from the norms. 

c. Bonds (§103)

i. Horizontally inequitable if the returns were the same.
ii. Will be advantageous to the higher tax brackets because the return must be competitive for enough people to sell. 

VII. Deductions
a. Business expenses are deductible (§162(a)).
i. Reasonable salaries are deductible (§162(a)(1))
1. Must be reasonable and for services rendered (§1.162-7)

2. The court has a hard time defining reasonable (Exacto Spring)
3. §162(m) - Salaries to CEOs or 4 other highest paid officers of a publicly held corporation are only deductible up to $1 million. But, performance-based payments are deductible.

4. It can’t be a dividend disguised as a salary.

ii. Must be ordinary and necessary
1. Welch v. Havering – Must be ordinary, capital expenses for reputation are not ordinary
2. Gilliam – Must be related to ordinary production of income
iii. Illegal violations are not deductible (§162(c))
iv. Fines are not deductible (§162(f)).

v. Lobbying expenses are limitedly deductible (§162(e)). 

b. Personal business expenses are only specifically deductible. (§262)

i. §62 lists all above the line deductions.
ii. Itemized deductions are charitable gifts, medical expenses, taxes, interest, miscellaneous deductions (§212 + EE Bus Exp – 2% AGI = DED)

1. Limited to only amounts over 2% of AGI (§67(a))

2. Miscellaneous deductions 
a. §212 Investment Expenses

b. Employee Business Expenses

i. Only non-reimbursed expenses
ii. Must be ordinary and necessary

iii. Basically, if the employer could have given it to you under §132 as a working condition fringe, you don’t need to report it.

iv. §162 expenses are above the line deductions.

iii. Child care tax credit (§21)
1. They try to only hit the business portion. 

2. Must not be able to take care of themselves.

3. Affected heavily by marriage

iv. Clothing deductions

1. Pevsner v. Comm. – If clothing can be worn for non-business wear it’s not deductible.

2. It must also be specifically required for employment.

v. Travel expenses

1. Transportation for business that’s reasonable and necessary is deductible (§162(a)(2)).

2. Also reasonable meals and lodging, as long as you are away from home overnight (Correl)
3. Your own meal is deductible only if the meal of the person you ate with is deductible (§274), or you ate alone.

4. You cannot deduct if you spend more than 1 year away from home (§162(a)), and expected to do so (Hantzis).

vi. Entertainment Expenses

1. Must help your bottom line

2. Must include an outsider (Moss)

3. Only 50% is deductible (§274(n)), artificially separates consumption from business.
VIII. Capitalization and Expensing

a. Timing

i. Expensing, capitalizing and depreciating, or capitalizing and not depreciating
ii. You can’t expense new buildings or permanent improvements (§263)

1. Must be capitalized if it adds to the value or useful life or the property

2. Basically, it must last more than a year

3. A self constructed asset has a basis of all costs of building (§263A)

a. Includes lawyers’ fees for perfecting the title, construction supplies, and salaries of workers

iii. Intangible property is capitalized (§1.263(a)-4)
1. The cost of getting it, making it, and the actual price are all included.

2. Commercially available software is an intangible, but developing your own isn’t.

3. If it’s more than 1 year, capitalize it. If less, expense it. (INDOPCO)
4. Stock bought to buy another company is intangible. You can also add the cost of buying it. However, in-house work is deductible, and investigative expenses pre-decisionmaking are deductible.

5. $5,000 for de minimis is deductible for each transaction.
iv. Pre-paid expenses are capitalized if they last more than 1 year.
b. Depreciation (§179, 168, 197)

i. §167 – To be depreciable, it must be used in the production of income and decline in value over time

1. Must have a depreciable base (§1011)

ii. §179 – If it’s a tangible, otherwise depreciable asset, you can expense up to $100,000 in the year you buy it, up to $100,000 for all tangible business property bought that year.
1. Serious tax subsidy, basically expensing the return on capital

2. Limited by a phase-out if you put more than $400,000 in service in 1 year. Aimed at small business.
iii. §168 – Tangibles

1. Salvage value is assumed to be $0 ((b)(4)) (subsidy)

2. Recovery period is defined in (e). 

a. Residential real property is 27.5 years

b. Nonresidential real property is 39 years

3. Double-declining balance is almost always used (40% each year), switching to straight line when it gives a higher depreciation.

4. Portions of years – (d)

5. Real estate – Use straight line depreciation (§167(c)(3), can’t use §179, mid-month convention

iv. §197 – Intangibles
1. No salvage value
2. Recovery period is 15 years

3. Uses straight-line method

4. Only certain intangibles

5. Whole-month convention.

IX. Completely Personal Deductions

a. Personal exemption - $2,000 (§151)
b. Standard deduction - §63(c)

c. Certain deductions phase out if AGI is over $100,000 (§68a)
i. Reduced by lesser of 3% of the excess of AGI over $100,000 or 80% of total allowable itemized deductions

ii. Doesn’t include §213 medical expenses, investment interest, and casualty or theft losses

d. Dependency exemption (§152)

i. You can take $2,000 for each dependent

ii. Dependents can’t take their own exemptions

e. Earned Income Tax Credit (§32)

i. Anyone who has a dependent child or is single between 25 and 65

ii. Percentage allowed to credit depends on number of children

iii. Phased out up to $33,000. 

iv. Refundable (BIG)

f. Child Credit (§24)

i. $1,000 per kid per year

ii. Phased out at $75,000

iii. Only for kids up to 17 years old

iv. Only refundable to people who have more than $10,000 earned income, and then only some

g. Education Credits (§25A)

i. Hope Credit – percentage of college costs for first 2 years, maxes out at $1,500, phases out, only actually affects the middle class

ii. Lifetime Learning Credit – anytime, 20% of up to $10,000, phases out

iii. Not refundable
h. Medical Expenses

i. Deductible over 7.5% of AGI, except some things (cosmetic surgery, etc.) (§213)
ii. §104 – Health insurance payouts and workmen’s comp aren’t income.

iii. §105 – Health insurance payouts that are attributable to employer contributions are income, but not if reimbursement for medical expenses or disability payments. Plans that favor highly-paid employees are income.

iv. §106 – Employer contributions to a health plan aren’t income.

v. This encourages having employer insurance.

i. Charitable deductions (§170)
i.  Charitable expenses are deductible up to 50% of the total tax base. 
ii. Hernandez – Scientology case, you can’t deduct if you get something in return
iii. Giving property is advantaged, gain is not recognized.

iv. Services don’t count.

v. You can’t give to individuals.

X. Taxable Unit
a. Proportional tax (flat tax)
i. Almost always includes a 0% bracket.

b. Regressive tax

i. SS tax is regressive because it’s capped.

c. Progressive tax

d. Who do we tax?

i. Could tax the single person, but then people supporting a kid or spouse or parent get screwed.

ii. Community property laws led to the marital unit, tax shifting lead to the entire family

iii. Marriage Penalty and Bonus

1. A person who makes $150,000 married to a stay-at-home is taxed less than one who isn’t married.
2. But two married people who make $75,000 each pay more than unmarried people.

iv. Kiddie tax (§1(g))

1. Unearned investment income of a child is treated as income of the parents

e. Alimony and Child Support
i. Only the alimony recipient is taxed, unless both elect to reverse the treatment. (§71, 215)
ii. Child support is treated as a gift, taxed to the payor.

iii. Cash is never a property settlement.

iv. Property is never alimony or child support.

f. Married gift basis (§1041)
i. The basis of a gift to a spouse is the basis of the giver.
ii. Farid-Es-Sultaneh – A gift given in consideration for marriage is not a gift for income tax.
XI. Property transactions
a. Steps
i. Assign a basis upon acquisition

ii. Dispose of the property

1. Is there a realization value?

2. Is there a realized gain or loss?

3. Is the gain or loss recognized?

4. Is the gain or loss capital or ordinary?

5. How is it recognized?

b. Gain or loss = amount realized (§1001) – Adjusted Basis
c. Adjusted Basis (§1061) = Basis – Depreciation + Capital Expenses

d. Ways basis can be determined (§1012):
i. Cash
ii. Services Exchanged

iii. Other person’s basis

iv. FMV of property received (§1001(b))
v. Gifts (§1015(a)

1. Same as the donor had
2. Or FMV at the time of giving, it is lower

3. If last donor’s basis is unknown, FMV when the last donor acquired it

4. If the donee sells at a loss, and for loss than the donor’s basis, he uses the FMV as his basis. If the loss would have been a gain if he had used FMV, there is no gain or loss

vi. Inheritance (§1014)

1. Basis is FMV at the death

2. But no income is recognized upon inheritance

3. Marks up or down the property without anyone recognizing anything

vii. Assumed mortgage

e. Recourse v. Nonrecourse loans
i. A default is a realization event. The gain is the amount realized over AB.
ii. Recourse loan – If the full amount is not paid off in foreclosure, the amount realized is the amount that was paid off. (§1001)

iii. The rest of the amount is either paid with other money or forgiven (in which case it is income).

iv. Nonrecourse loan – If you sell property with a loan attached, it counts as part of the price. (Tufts)

v. Second mortgage doesn’t change the basis if you use it for something other than property. If used for capital improvements, it is added to AB (§1001, 1012)

vi. Estate of Franklin

1. Sellers have already fully depreciated the property for themselves.

2. Group buys property with some cash and a big non-recourse mortgage from the sellers with a balloon payment and interest over time. They hire sellers to run it in a sale-leaseback. Sellers pay rent that is the same as interest payments. At end, they default, and realize the mortgage as gain.

3. This is a tax shelter.

4. If the FMV is substantially lower than the mortgage, the mortgage doesn’t count as a liability, so isn’t added to the basis.

f. Recognition

i. All gains are recognized unless otherwise specified. §61(a)(3).

ii. Business losses are generally deductible unless compensated by insurance. (§165)
iii. No loss is recognizable for property sale or exchange between related people (families, executor and beneficiary, company and owner, etc.) (§267)

1. If the transferor couldn’t take a loss when they sold the property because of §267, and the buyer later sells at a gain, the gain is only recognizable above the loss previously not taken. (d)

iv. Stock that is sold but replaced with substantially identical stock within 30 days cannot have a recognizable loss. The basis is pretty much the new stock price. (§1091)
v. No gain or loss is recognized on business property exchanged for like kind, except stocks, bonds, notes, securities, partnership interests, or choses in action. (§1031)
1. If the exchange includes non-like property or cash (boot), a gain can be recognized up to the amount of the non-like property or cash.

2. No loss can be taken, even if with cash or non-like property involved.

3. The new basis is the old basis decreased by money or property received and adjusted by recognized gain or loss.

4. The rules are lax on what is like-kind. Pretty much any real estate for real estate, etc.

vi. You can’t recognize or take a business loss on property you live on.
vii. Casualties (§165)
1. Only recognizable personal losses
2. Acts of God, theft, car accidents

3. Gain is when insurance pays more than the AB

4. You can accumulate the gains and losses.

5. Only for things over $100

6. You can deduct the lesser of fmv (of the thing lost, not a replacement) or the AB.

7. The net loss is only allowed to the extent of the net gain for the year plus the amount of the excess over 10% of AGI.

viii. Worthless debts are deductible when the debtor defaults (§166)
1. Nonbusiness bad debts can be deducted by non-corporations as a loss on a capital asset held less than 1 year. 

g. Capital v. Ordinary (Start with §1245, then §1221, then 1231)
i. §1221 – Capital is everything not listed (stock in trade, depreciable business property, copyrights and trademarks, accounts receivable, US government publications, commodities derivatives held by dealers, hedging transactions, and supplies used in ordinary business).
1. There are some assumed things too. 

2. Hedging transactions are ordinary (§1221(a)(7)

a. Must be a hedge

b. Must be done to mitigate risk of price changes on ordinary property

c. Must be during the normal course of trade or business

d. Must be identified before it comes due.

3. A substitute for rent is ordinary. A substitute for the actual rights to the property is capital.

ii. Definitions
1. Net CG is NLTCG – NSTCL (§1222)

2. NLTCG = LTCG – LTCL

3. NSTCL = STCL - STCG

4. LTCG is on sale or exchange of a capital asset held more than 1 year (§1222)

iii. If it’s not listed in §1221, it’s held for more than 1 year, and it’s sold or exchanged, that’s a LTCG.

iv. Capital losses (§1211, 1212) can only be deducted up to CG plus $3,000 a year, but they can be carried forward.

v. Dividends are treated as CG.

vi. STCG are taxed at 35% (or other regular tax bracket), LTCG are taxed at 15%.

vii. Personal Property sold at a gain isn’t included in income up to $250,000 (§121).

viii. The less you put into trying to sell property for the highest profit, the more likely it is to be seen as a capital asset.
ix. Personal depreciable property held for more than 1 year, non-building tangible property used for utilities, real property that’s been amortized, agricultural structures, and petroleum storage facilities are §1245 property
1. §1245 trumps everything else.

2. The amount by which the lower of the AB plus allowed depreciation, amount realized, or FMV exceeds the AB is treated as ordinary income.

3. Any amount greater than depreciation realized is market appreciation, for which we turn to §1221, then §1231.

x. §1231

1. Depreciable business property held for more than 1 year, Real property used in a business held for sale that isn’t inventory, held for more than 1 year, copyrights, or US government publications. Includes livestock, crops, timber, ore, etc.

2. Includes involuntary conversions of property

3. If gains exceed losses, treated as LTCG. 

4. If not, treated as ordinary.

5. Categories of assets

a. Items in the firepot

i. Gain or loss on casualty of trade or business property (§1221(a)(2)) held for more than 1 year and casualty on capital assets held for investment for more than 1 year.

ii. If L > G, ordinary loss

iii. If G > L, go to the Hodgepot.

b. Items in the Hodgepot

i. Firepot items if G > L

ii. Sale or exchange of §1221(a)(2) property held for more than 1 year

iii. Condemnation gains or losses on §1221(a)(2) property or capital assets held for more than 1 year

iv. If L > G, ordinary loss

v. If G > L, capital gain

xi. Different tax rates

1. Most CG taxed at 15%

2. Collectibles taxed at 28%

3. §1250 property taxed at 25% to the extent of depreciation, and the rest at 15%.
a. Non-§1245 property that is real and subject to depreciation
b. Not gifts or inheritances.

h. Charitable tangible property (§170(e))
i. If you give tangible property to a charity for use in a charitable function, you can deduct your AB.

ii. They can’t sell it though.

iii. Stock doesn’t count.

XII. Accounting

a. Cash method
i. When you actually have the money, or constructive receipt (it’s available to you with no restrictions).

ii. Deducts expenses when payment is made (§461 regs)
b. Accrual method

i. Recognize when you gain the right to income

ii. Deduct when you have an amount and a reasonable expectation of the expense

iii. Businesses have to do this.

iv. You have to include all of a package sale when you get the money, which is not really accrual.

v. A structured tort settlement must be recognized over the time of the settlement (Ford) (§461(h))

vi. Economic performance rule (§461(h))
1. When all events have occurred and the expense time is fixed with reasonable accuracy, you can deduct.

2. No earlier than economic performance (performing the services contracted for)

3. Takes away most of the advantage

XIII. Interest

a. Creditor includes as income (§61)

b. Interest for a business machine is deductible under §163(a).

c. Interest that is a necessary and ordinary cost of business is deductible (§162).

d. Investment interest can’t exceed investment income (basically only from bonds) for the taxable year (d)

e. Personal interest is deductible only for passive activities, qualified residences, and educational loans (h)

f. You can’t deduct interest on a loan used to buy a non-taxable bond (§265(a))
g. If interest is stated and paid regularly, we use the creditor and debtor’s normal accounting methods

i. Cash creditor: includes as income when received

ii. Cash debtor: deducts when paid

iii. Accrual creditor: include when all events are met (time passes, it accrues)

iv. Accrual debtor: deduct as it accrues over time

h. OID obligations

i. Nothing is paid until maturity

ii. OID is the redemption price minus the issue price (§1273(a)(1)

iii. The OID is interest.

iv. You include the interest over time as it accrues (§1272)

v. You add each day’s accrual and deduct it. Or, if you keep it for more than a year, you do it each 6 months. (§1273(a)(3))

vi. You include the increase in the issue price (§1273(a)(5)

vii. OID is ordinary income.
i. Interest-free loans

i. The interest is basically either compensation, dividends, or a gift

ii. Below-market loans get marked up under §7872. 

1. The IRS issues a market rate.

2. For term loans, we know the redemption price and the term, we need the issue price and the YTM rate (we use the IRS rate). We can figure out the issue price from there. 
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