Income Tax Outline



· First IRC in 1939, then 1954, now 1986 (26 U.S.C.)

· IRS issues 26 C.F.R., rulings (weekly), letter ruling, and adjudications

· Audit
· If everything is fine, IRS issues a “no change letter”

· If not fine, IRS issues notice of proposed deficiency (“30-day letter”)

· IRS notifies you how much you owe

· If you don’t file admin appeal w/in 30 days, must pay that amount

· Administrative appeal – have auth to make a deal, but if doesn’t work…

· Notice of deficiency letter (“90-day letter”)

· If you don’t file in court w/in 90 days, then IRS can assess amount of taxes owed and then seize your stuff

· Called IRS assessment and collection
· 90 days to decide where you want to file

· 1) U.S. Tax Court – litigate w/o prepayment

· Must file w/in 90 days (so by time of letter)

· Stops running of interest, not a lot of sympathy

· Appeals to taxpayer’s circuit

· 2) U.S. District Court – refund suits only (must prepay taxes)

· Have 3 years to file – more sympathy

· Get a jury for factual questions – appeals to taxpayer’s circuit

· U.S. Ct. Fed Claims – refund suits only (must prepay), 3 years 

· In D.C., juris is claims against fed gov’t

· More sympathy than tax court, less than dist ct 

· Appeals go to federal circuit (not district!)

· Computing Fed Income Tax
· Gross Income 

· - Deductions
· Taxable income

· X Rates (§ 1)
· Tax

· - Credits
· Tax liability

· Rates – listed under § 1 of tax code

· Progressive tax system – more you make, higher rate of tax

· § 1(i) – Cong made changes to rates, made it here

· § 1(f) – Inflation (don’t want “bracket creep”)

· Every year Cong must raise brackets in accordance w/ inflation

· Current tax rate is on pg. 1856 of Code – Revenue Proc. 2004-71
· Marginal Rate – highest tax rate paid (paid paid on last $ of income)

· Effective Rate – average rate of tax paid (if 25% bracket, this is 13.96%)

· § 1(h) – Maximum capital gains rate is 15%

· Gross Income
· U.S. v. Drescher (1950) – memo in inbox for annuity (old insurance)

· Doesn’t have to be cash to be income – “in kind” benefits are gross income equal to their FMV

· Always better to have $ now (holy trio – 1) Interest, 2) Inflation, 3) Risk of not getting it later)

· Present value - $1 / (1 + interest rate)$ of years  - table that lays this out in Chirel pg. 540

· § 401-424 now covers qualified pension plans – no tax to employee

· ERISA (from Dept. of Labor) prevents hanky-panky

· Employer gets auto deduction for contributions

· If you take out $ before 59½, taxed as income and get penalty

· Antidiscrimination – have to offer it for broad x-section of workforce

· § 83 covers non-case benefits (prop) w/o qualified pension plan rules

· Calculate FMV of prop minus amount paid for prop – this amount is included in gross income of person that performed services

· FMV is determined regardless of restrictions on prop

· FMV isn’t determined until you are vested in prop

· You can elect to be taxed on un-vested prop when transferred (30 days to decide)

· Must be symmetry b/w employer’s deduction and employee’s taxable income – declared in same year

· Benaglia v. Comm. – manager of Hawaii luxury hotels, free food/lodging

· Not income if it is imposed upon employee for convenience of employer

· So if required for job, not income – burden on taxpayer to prove

· IRS issued an acquiescence on this decision – won’t litigate again

· IRC § 119 (exception to § 83) – Cong’s response to Benaglia
· Value of meals or lodging furnished to employee for him, spouse, or dependents for convenience of employer is excluded from gross income IF:

· 1) Meals are furnished on business premises of employer, or

· 2) Employee is required to accept lodging, must be on premises

· Reg. § 1.119-1(a)(2) – “for convenience of employee” just means that you should look to employer’s intent

· IRC § 119(b)(4) says that if ½ of emps are getting meals for convenience of employers, then all emps may get free meals and not include in  income

· *Note – this doesn’t include reimbursement for meals or lodging!

· IRC § 61 – gross income is “all income from whatever source derived”

· Reg. § 1.61.21(a)(1) lists fringe benefits that count as gross income

· Exceptions to fringe benefits

· IRC § 106 – employer-paid health insurance not income

· IRC § 105(b) – reimbursement for med expenses by employer-paid health insurance not income

· IRC § 107 – “minister of the gospel” doesn’t include home furnished to him as compensation

· IRC § 132 – fringe benefit grab bag exclusion, includes

· 1) No-additional-cost-service (service offered to customers that costs nothing extra – airlines)

· 2) Qualified employee discount – can’t exceed 20%

· 3) Working condition fringe – if you would get deduction if you paid for it, then not income (supply closet)

· 4) De minimis fringe – value is so small that unreasonable or impracticable to include it

· “Just not worth it” exception

· Reg. § 1.132-6 – covers overtime meals if: a) occasional, b) overtime, c) meal $ provided to enable overtime 

· 5) Qualified transportation

· 6) Qualified moving expense reimbursement (subject to restrictions under § 217)

· 7) Qualified retirement planning services

· IRC § 132(j)(4) – exclusion for value of on-premises athletic facility provided to employees

· If it’s not excluded in code, then it’s income

· § 132(h) – some fringe benefits cover family as well

· Reciprocal agreements - § 132(i) – employers can make written agreement to provide no-additional-cost benefits to other company’s employees (like airlines)

· Nondiscrimination rules - § 132(j) – employer can’t provide fringe benefits only to some (only for no-cost and emp discount)

· Employer still gets deduction, even though not income to employee

· Other exclusions to gross income from employer
· IRC § 177(d) gives exception for qualified tuition reduction (undergrad only, includes family, nondiscrimination)

· § 129 – Child/elder care (up to $5,000/year, only covers care that enables you to go to work)

· § 127 – Tuition assistance (when not employed by school, limited to $5,250/ year, grad and undergrad, only employee – no family)

· § 79 – Group-term life insurance (limited to premium for $50,000 coverage)

· § 137 – Adoption assistance

· Accounting
· Cash method of accounting – most individuals use this, you have income when you receive it

· Accrual method of accounting – most businesses use this, you have income when you bill it (“all events test”) Reg. § 1.446-1(c)(1)

· Reg. § 1.451-2 – Constructive receipt of income

· Even if not actually possessed, income is part of taxable year if: 

· A) Credited to his/her account

· B) Set apart for him/her

· C) Otherwise made available so that he/she may draw upon it

· Applies under both methods – can’t turn your back on income

· Doesn’t count if control is subject to substantial limits or restrictions

· Amend v. Comm. – wheat farmer delivers early, not paid until Jan.

· If there are substantial limitations or restrictions then no constructive receipt 

· If no legal right to demand income, then no income yet

· IRS acquiesced – but this is a bizarre case

· Pulsifer v. Comm. – Irish Sweeps, kids can’t get $ until 21

· Even if no construction receipt, if you have economic benefit then income

· IRC § 125 – Cafeteria Plan
· Employees can get choice of cash or non-cash benefits, and if they choose non-cash benefit then it is not taxable

· So you aren’t penalized for one choice over the other

· Anti-discrimination rules – must offer to everyone

· “Cafeteria plan” means a written plan under which:

· a) All participants are employees, AND

· b) The participants may choose among 2 or more benefits consisting of cash and qualified benefits

· Doesn’t apply for tuition breaks, tuition reimbursement, or any of the grab bag items

· Does include health care, child care, and parking/transit

· Comm. v. LaBue – stock option plan, when did he receive income?

· For stock options, when stock option is granted no tax, but when it is exercised the employee is taxed

· § 83 now controls for stock option plans

· § 83(e)(3) says transfer of option itself is not taxable unless option itself has an ascertainable value at the time (so same as LaBue)

· Reg. § 1.83-7(b) says only ascertainable value if option is tradeable on security exchange market – never counts for employee options

· § 83(a) says when employee exercises option then s/he is taxed on the diff b/w value and what is paid

· Reg. § 1.61-2(d)(2) says basis shall be amount paid for prop increased by amount of diff in gross income (gain b/w time bought and time sold) – but it’s not capital gain b/c it’s compensation so part of ordinary income

· Imputed Income
· Imputed income in not taxed!

· Policy
· Horizontal equity – taxpayers who can pay the same should have to pay the same to make it fair (generally used in terms of using own prop) 

· Vertical equity – if you have taxpayers where one is better off than the other, shouldn’t the better off one pay more tax? (using own services)

· Taxation of Barter Transactions – Reg. Rule. 79-24

· Bartered transactions count as income

· Generally doesn’t count for intra-family or intra-household

· But person that runs a barter club must “rat” on the members

· Comm. v. Glenshaw Glass – got P damages on antitrust lawsuit

· Income is “accession to wealth, clearly recognized, over which taxpayers have complete dominion” – doesn’t matter where it comes from

· This was first time SC defined “gross income”

· Income doesn’t come only from capital or labor, but elsewhere

· Gifts
· IRC § 102(a) gives exception to gross income for gifts

Comm. v. Duberstein – caddy for business advice, parting gift $ from Church

· Gift proceeds from a “detached and disinterested generosity”

· Look to the intention of the transferor for motivation

· Means that every case must be litigated on the facts

· IRC § 102(c) on employee gifts – passed after Duberstein
· “Any amount transferred by or for an employer to, or for the benefit of, any employee” is income, can never be a gift

· So there’s no way to receive a gift from your employer

· There is proposed Reg § 1.102-1(f)(2) saying that you can overcome this rule by showing it was made for other purposes (such as family) – never adopted

· IRC § 274(b) says no deduction is allowed for any business gifts over $25 per year per donee

· Olk v. U.S. – craps dealer receiving “tokes” (9th Cir. case)

· Said not “detached and disinterested” b/c players believe that giving this money will make them win

· Prizes
· IRC § 74 confirms that prizes are income

· This is same as under Glenshaw Glass that any windfall is income

· § 74(b) gives exclusion for prizes in recognition of religious, charitable, scientific, educational, artistic, literary, or civic achievement, but only if:

· 1) Recipient was selected w/o any action on his/her part to enter contest of proceeding, AND

· 2) Recipient is not required to render substantial future services as a condition to receiving prize or award, AND

· 3) Prize or award is transferred by payor to a charity or gov’t unit before even receiving it

· Qualified Scholarships
· IRC § 117(a) says qualified scholarships are not income

· “Qualified scholarship” is any amount received by an individual as a scholarship or fellowship grant to the extent the individual est that, in accordance w/ conditions of grant, such amount was used for “qualified tuition and related expenses”

· Can use it for tuition/fees required for enrollment and fees, 

· Books, supplies, and equipment required by instructors

· But anything like room/board, transportation, food $ is taxable

· IRC § 117(c) give limitations to this rule

· Doesn’t include any amount received which represents payment for teaching, research, other services by student as required for $

· IRS has never held that sports scholarships are taxable

· Gains from Sales of Property
· If you sell property for more than you paid for it, it’s income

· § 1001 – when you sell prop, use this formula:                                                     amount realized – adjusted balance = gain/loss

· § 61(a)(3) – gains derived from dealings in prop are income

· § 65 – may get deduction for loss, depending on type of prop

· § 1001(b) – “amount realized” is basically just what you sold it for (including FMV of any non-cash payments)

· § 1012 – “adjusted basis” basically just basis you have in prop

· There must be a “realization” event (sale or disposition of prop) before you have an amount realized – there are certain exceptions, like stock broker

· Eisner v. Macomber – rich widow gets dividends, still owns same amount

· Stock dividends are not income

· Altering the makeup of percentages of ownership, changing the company, or not giving same stuff to everyone, then can be income

· So long as you own the same thing after the event, not realized

· Cottage Savings Ass’n v. Comm. – trading mortgages to get deductions

· Reg. § 1.1001 says there’s realization anytime there’s exchange of prop that differs materially in kind or extent 

· This defined realization just a little bit broader

· Cottage was allowed to take the deductions – diff owners

· Gifting of Property – Basis
· Taft v. Bowers – no facts, just dealing w/ carryover basis

· IRC § 1015 – if prop was acquired by gift, basis shall be the same as it would be in the hands of donor (or last owner that didn’t get it by gift)

· Basis follows from donor to donee – carryover basis
· Burden of proof is on taxpayer as to what basis is/was

· But!  If basis is greater than FMV at time of gift, then basis is FMV

· Exception: if carryover basis is greater than FMV at time of gift, in determining a loss in hands of donee you go w/FMV, not basis

· So the donee doesn’t get to take the donor’s loss on tax return

· Don’t want people deciding who gets to take deduction

· § 1015(d) – if gift tax was paid on a gift, then carryover basis gets increased by part of gift tax that was paid

· Gifts from Dead People
· A gift from a dead person is not income – death is not a realizing event

· § 1014 – basis of prop is FMV of prop on date of decedent’s death

· This is referred to as “stepped up” or “stepped down” basis

· Really good for taxpayers – don’t have to pay tax on any gains earned while decedent had prop

· “When you die, your basis dies with you”

· § 1022 – if estate tax ever goes away, then § 1014 auto goes away, too (really not likely to happen!)

· § 1014(e) – prevents using dying relatives as “appreciation cleanout device”

· If you give prop to a dying relative, they must hold it for at least one year before they die and give back to you (or your spouse)

· Intent doesn’t matter – just there to stop people from being greedy

· “I.R.D.” – Income in Respect of a Decedent
· § 1014(c) – excludes IRD form whole section – bad!  Don’t get step up

· § 691 – IRD is income that decedent earned while alive but didn’t collect

· When you die, your taxable year ends on that date and family files “short period return”

· Any post-death income goes on heir’s tax return

· Bad!  Subject to income tax AND estate tax

· Non-Code Basis (common sense)
· When you buy something, you get a basis for it equal to amount paid for it

· $ to buy it was already taxed, so don’t tax again – “tax cost”

· § 61 says that if you’re taxed on certain amount when you get prop, you won’t get taxed on same value when you sell prop

· Adjusted Basis – sometimes b/w buying and selling, basis is adjusted

· § 305 gives example – stock dividend means basis per share changes, so just tax total basis and divide by new number of shares (adjusted basis)

· But!  You don’t mush everything together when diff lots are bought at diff times – only within one lot when dividends happen

· So always specify to broker to sell high basis ones first!

· Inaja Land Co. v. Comm. – want to use basis when LA kills their land

· When you sell an easement, you get to use as much of original basis that you need to zero out your gain and thus eliminate tax liability

· IRS has acquiesced to this, but Bog thinks this is hogwash

· Tax court just said too hard to figure out, so we won’t – what!?

· Reg. § 1.61-6(a) – normally when you sell portion of prop you only get to use a portion of the original basis

· Whatever portion of basis that matches up to portion of prop sold

· Gain or loss is determined at time of sale of each part

· This is exact opposite rule of Inaja – so easements are an exception

· Formula: amount paid / basis – this is fraction, so use that again the total FMV of prop

· Whenever you see a taxpayer receive something tax free, gut instinct should be that the basis must be adjusted to reflect that amount

· Gladden v. Comm. – sold water rights that were acquired after the land

· Basically didn’t overrule Inaja, so still use it

· Irwin v. Gavit – trust set up so income to Dad for 15 years, then to G-Daugh

· § 273 – all income that cmes off a gift/trust is taxable (no shrinkage!)

· § 102(b)(2) says that gift exclusion doesn’t apply to income from gift – so that argument didn’t fly

· § 1001(e) – even if you sell your interest, the present-interest holder still doesn’t get to use the basis

· so basically, granddaughter gets all basis – gift to her, not to Dad

· Annuities - § 72
· Rule #1 – you are not taxed at all until you start receiving the payments 

· Even though you have constructive receipt of interest all the way along

· This is a tax deferred product – good!

· You did have to pay tax on invested money, but at least only actual receipt triggers income on the interest

· Rule #2 – once payments come in, treated as part basis/part income

·  § 72(a) and (b) come up with a compromise

· (a) says gross income includes any payment from annuity or any other life insurance policy

· (b) says gross income does not include that part which bears the same ration to such amount as basis bears to expected return as of that date

· Formula: investment in contract / total expected return ( do that time the payment and you get basis for each payment

· § 72(c) – investment in K is amount put into account minus anything you’ve taken out before payments begin (the basis)

· § 72(c)(3) – total expected return is the total amount of what you can expect to receive out of K

· § 72(c)(3)(A) – use averge life expectancy chart

· Reg. § 1.72-9 has table listing what to expect to collect based on current age (from when collecting, not age when bought)

· § 72(b)(2) – if you live past life expectancy, run out of basis

· § 72(b)(3) – on decedent’s final tax return, get deduction for any basis that they didn’t get to use yet

· Rule #3 – if you take $$ out of annuity before start date, it’s a bank account

· § 72(e) – if cash value in account is greater than original investment, any $ you take out is considered taxable income until you’ve taken out all interest earned 

· § 72(q) – penalty if you take out all $ before start date (unless you’re 59½) – counts if you take out “loan” against policy, too

· Life Insurance
· § 101(a) – gross income does not include any amounts received under life insurance K as a result of death (dead body + cash ≠ gross income)

· § 101(g) – if you have permanently badly disabled or terminally ill person and life insurance is paid out early, then that is also tax free

· This also covers “viatical settlements” – terminally ill, company won’t pay out, so someone else buys policy (but 3rd party is taxed)

· Term Insurance – if you die before term ends, you get #

· “Whole-life” Insurance (a.k.a. “Endowment” Insurance)
· This is both a term life insurance, PLUS an investment K – basically you get $ if you die or if you make it to certain age, very expensive to buy

What happens if you make it to age where you get paid out? Treated like an annuity – no taxable income until you touch it, even then hard to be taxed

· § 72(e) says that any $ withdrawn is considered “basis first”

· So payments are not taxable unless withdrawal is greater than investment in K – includes all premiums paid

· Also, can take “loan” against it w/o withdraw (unlike annuity)

· This is a really freaking good deal!

· “Modified endowment” Contract – doesn’t get good deal

· Defined under § 7702A – withdraws are income first, no loans, etc.

· So don’t buy something classified as this!

· Includes whole-life insurance policy where all premiums are paid up w/in seven years – too much like bank account

· Gambling
· § 1001(a) – use basic formula: amount realized – adjusted basis = gain/loss

· Amount realized is winnings

· Adjusted basis is whatever you wagered

· Any gains are considered taxable income

· § 165(d) covers deductions for losses

· Losses are only deductible against gains for that year

· It’s a little basket – proven by a journal

· Accounting Problems
· Annual accounting system creates an unfair situation

· Net Operating Losses – deductions > income = negative income 

· Burnet v. Sanford & Brooks Co. – losses from gov’t K, win $ back in suit

· Annual accounting system, so it’s based on the year, not on the K

· § 172 – can carry NOL back or forward so that deductions aren’t wasted

· Can file amended returns for two preceding years (“absorb”)

· Or, save NLO deductions for up to 20 years

· You can make election to go forward only, but if you go backward you must cover immediate past year, then two back, then forward

· Most common NOL is just business expenses over business losses

· Tax Benefit Rule – judge-made accounting rule

· Tax Benefit Rule – every year stands on its own under annual reporting system, so all income in a year must be counted as income for that year

· This includes liquidation of corp, must report as income the amount of previously deducted assets (Bliss Dairy case)

· So think of it in terms of having to give deduction back, so not actually getting something back in return

· Alice Phelan Sullivan Corp. v. U.S. – donated land – deduction, got it back

· Must report as income the amount that she previously deducted – each year is its own little compartment

· § 111 – exception to tax benefit rule (almost never applies)

· If your prior deduction didn’t actually give you any benefit at all (no tax savings), then tax benefit rule doesn’t apply

· Claim of Right/Corrections
· N. Amer Oil Consolidated v. Burnet – fight over oil, $ in receivership, Oil won

· Once you get money under a claim of right (paid to you as your $) w/  no restrictions on disposition, it’s your income

· U.S. v. Lewis - $22,000 bonus, two years later had to give back $11,000

· Each year stands on its own, so if you have to pay $ back in a diff year, you put that down as a deduction for that year

· § 1341 – changed the Lewis outcome

· If it benefits you more to take deduction for returned $, take deduction – if it works better to go back and amend previous return so it doesn’t reflect getting that $, then do that

· Clark v. Comm. – tax atty did taxes wrong, atty pays diff for him

· Court said it wasn’t income, Bog can’t figure out why, but IRS acquiesced

· Reg. § 1.61-14 – says under misc. gross income that it includes “another person’s payment of the taxpayer’s income tax” – above case is just an anomaly, but still controlling

· Damages
· Just ask what the damages replace?

· If damages replace income (profit), then damages are gross income

· If damages replace a gift, then damages are a gift so not income

· If damages replace a piece of prop that was condemned by gov’t, then damages are treated like a sale of prop (tax on profit) § 1001

· If replacing damages to prop that taxpayer still owns then treat as a return of basis (partial sale rule of Inaja Land)

· Personal Injury Exception for Damages - § 104(a)(2)

· All (non-punitive) damages for personal injury ( exempt from gross income

· Must be attributable to physical personal injury, no prop damage

· But!  If taxpayer pays own bills and takes deduction for them, damages will be taxed to make up for deduction

· This rule applies if awarded damages in court or in settlement

· Allocation Problem
· If you settle out of court and just get big lump sum, look to intent of payor to see what amount of $ goes to physical injury and what goes to P-damages or prop damage

· Under structured settlement, each payment is subject to same tax guidelines depending on type of damages – tax the interest, though

· At trial you are not allowed to say anything about tax benefits to jury

· Debt
· What happens when you borrow money/pay it back?
· Borrowed $ is not income – no accession to wealth, net worth is same

· Don’t pay tax on repayment of principal - $ already taxed as income

· What if you don’t pay the $$$ back?
· U.S. v. Kirby Lumber Co. – took out $1 mil bonds, settled for $862,000

· § 61(a)(12) – income from discharge of indebtedness is considered gross income –DOI (discharge of indebtedness) or COD (cancellation of debt)
· Exclusions to this rule:

· 1) If debt is forgiven as a gift, not DOI so not taxable

· 2) § 108(e)(5) says purchase price reduction isn’t DOI (debt is adjusted b/c of something like bad product or wrong price)

· 3) § 108(a) – if borrower goes bankrupt then debts go away, no DOI income

· Title 11 – taxpayer must be under juris of court 

· Insolvency – idea is that you could go bankrupt, so make deals

· But!  § 108(b) – if you use § 108(a) to get rid of debts, bad things:

· Lose NOL – not giving deductions for $ that wasn’t yours

· Lose general business credit, minimum tax credit, capital loss 

· Zarin v. Comm. – gambling debt forgiven under compulsive rules

· A contested liability is not a debt

· Diedrich v. Comm. – mom makes gift of stock, kids have to pay gift tax

· Any payment of debt triggers DOI – dentist’s bill, mortgage, tax, etc. (payment of tax couldn’t be conditioned on the gift)

· Crane v. Comm. – if you sell prop that you still owe money on, the buyer assumed that debt, so you must count the amount of the debt as income 

· Generally this is when prop is subject to a mortgage – though this is rare, most mortgages have “due on sale” clause

· When liability is assumed, also known as “take subject to”

· Comm. v. Tufts – get “nonrecourse” mortgage, take depreciation deductions

· Amount realized is amount of mortgage when you walk away (apply Crane)

· Crane isn’t about benefit you get when you sell prop, but about benefit you get when you borrow money (anti-basis)

· They risked nothing, lost nothing, got tax benefit – should pay back

· One other thing about debts and prop – Equity Loans
· Equity loan $ goes into basis of prop you buy with that $, not into basis of prop that is collateral – it does get added to sale price for amount realized

· Illegal Income
· Illegal income is part of gross income – get to take deductions, too

· Just put it down as “other,” with no self-incrimination

· Most common way to bring down a big criminal

· Nonrecognition Transactions
· There are certain times that, even though realized, your transaction is a “Nonrecognition transaction” so don’t get taxed yet 

· Like-Kind Exchange - § 1031(a)
· 1) Taxpayer is giving up prop held for use in trade/business or investment

· 2) Taxpayer is receiving prop held for use in trade/business or investment

· 3) Props given up/received are of “like kind” – Reg. § 1.1031(a)-1

· All real estate is deemed to be of like kind

· Trade in of car/truck is covered, if for business, even if cash, too

· For personal prop (still for business), actually must be alike

· Can’t use this for stock or for personally owned items!

· To actually find tax consequences for like-kind exchange:

· 1) Calculate realized gain or loss under § 1001

· 2) Calculate the actually recognized gain or loss 

· 3) Carryover basis: (old basis) – ($ received) + (gain recognized)

· Throwing in cash to even out deal is called boot - § 1031(b) ( the gain is recognized and so taxed at the time (but only for amount of boot), but if taxpayer is giving up boot then you’re treated as having exchanged and then also bought prop (two diff transactions)

· Giving away a mortgage counts as boot

· 3-Way Exchanges (“Starker” exchanges)
· Find someone who wants what you’ve got, find something you want, work it out b/w all three parties – don’t sell, get to use § 1031 (
· Option A) have Mr. $ buy farm, then trade apt building for farm – no realizing even for you, so get to use § 1031

· Option B) trade apt for farm, then farmer sells apt to Mr. $ - same outcome, just don’t sell apt for cash and you’re fine!

· Starker exchange: exchange land first way w/ K, wait on 3-way exchange until taxpayer figures out what land he wants, then complete 3-way exchange ( just has to be done w/in 180 days and it’s fine

· Involuntary Conversions / “Rollover” provision - § 1033 
· If involuntary conversion of land (gov’t conversion, hurricane w/ insurance payment, stolen, etc.) then “rollover provision” – no income

· If your prop is converted into $ and you use it to buy similar prop, then at your election you don’t have gain under § 1033

· Taxpayer has 2 years from end of taxable year that conversion happens in (so if today, have until Dec. 31, 2007)

· Anything over replacement prop is treated as boot and taxed (so buy prop that is as expensive as converted prop or get taxed)

· Can use $ for something else, so long as you buy prop w/in 2 years

· Similar replacement just means looking to what prop is used for

· Sale of principal residence – § 121
· Gross income shall not include sale of prop if such prop has been used by taxpayer as their principle residence for at least two of the past five years

· Don’t have to buy new house – just a giveaway

· Amount of gain shall not exceed $250,000 – excess is capital tax

· If you use exclusion, can’t use again for at least 2 years

· Loss on sale of personal home isn’t deductible, though

· Divorce (a.k.a. Marital Settlements)
· U.S. v. Davis – Mr. gives Mrs. stock as part of divorce settlement

· Said that it was realizing event for Mr. b/c he gave it in exchange for letting go of marital rights – overturned below

· § 1041 – no gain or loss shall be recognized on gain/loss of prop on transfer from individual to a spouse, or former spouse incident to divorce

· Anything that happens w/in 1 year is “incident to divorce”

· Basis in prop is adjusted basis that the transferor had

Alimony (spousal support) is income, and is deductible

· Farid-Es-Sultaneh v. Comm. – negotiated stock in prenup, Mrs. sells it

· Court held that it was transfer of prop in release of marital rights, so realizing event and husband should have been taxed (followed Davis)

· Maybe this would also be overturned by § 1041 – except this all went down before married

· In most cases make the deal, get married, then transferred, so ok

· Installment Sales
· If someone buys today but agrees to pay over time, when is that income taxable? 

· 1) Open Transaction Method – leave basis open until all gain is taxed, using up basis first (like Inaja)

· 2) Closed (accrual) Transaction – tax on total gain from transaction right up front in first year (only avail if you use accrual method)

· 3) Closed (cash) Transaction (a.k.a. 1001 Approach) – look to what seller has at closing and calculate gain right there – rest gets spread out over the rest of the time in a complicated way that we don’t have to know about

· 4) Installment Method – figure out what percentage the gain is of total amount paid, take out that percentage with each payment

· Installment method is the preferred method, but other three used occasionally depending on the circumstances

· Burnet v. Logan – nearly impossible to convince court that it’s impossible to value an IOU and so use open transaction method

· Reg. § 1.1001-1(a) – FMV is question of fact, only rare and extraordinary that prop considered to have no FMV

· Warren Jones v. Comm. – if there is a FMV, then § 1001 automatically applies (amount realized – adjusted basis = gain to be taxed) 

· § 453 – by default, all installment sales fall under newly created installment method  ( payment X (gross profit / total K price) = gain to be taxed

· Exceptions: dealers of prop cannot use this, includes using store credit card or condo dealer

· Sales of publicly traded stock by anyone are ineligible § 453(k) – automatically get closed (accrual) method

· § 453(d) says you can elect out of installment method, must do so to try to get open method (doesn’t work very often, then stuck with closed)

· Deferred Compensation
· Qualified Deferred Compensation (good!)

· Most common example is employee pension plans – employer gets immediate deduction, employee gets to defer tax payment until paid out

· Non-qualified deferred compensation (not as good)

· Minor v. U.S. – worked out deal w/ employer to be paid later

· If you make a deal w/ employer to work now, get paid later, then don’t pay taxes until you’re vested – must be willing to trust your employer

· Can’t take any security for that promise – no putting $ aside

· Trusts used for non-qualfied plans called Rabbi Trusts
· Downside - § 404(a)(5) says no employer deduction until the employee writes down income

· IRAs (a qualified plan) – see separate chart

· Marriage Penalty

· Getting married often bumps income into higher tax bracket, don’t have option to file singly, and separate comes out the same

· § 1(f)(8) – Cong eliminated marriage penalty for 15% bracket, break point is just twice what it is for single people (still penalty in upper brackets)

· But – marriage penalty actually helps if only one income

· Deductions
· Deductions are in two diff layers (above and below) § 62

· Gross income – certain deductions = adjusted gross income (this is the above the line deductions)

· Adjusted gross income – other deductions = taxable income (this is the below the line deductions)

· Look to § 62 – if listed then above the line, if not listed then below the line

Personal Exemptions - § 151

· Get a personal exemption just for being alive – below the line

· Amount under § 151(d) - $2,000 indexed for inflation (chart in Rev. Proc. 2004-71 – this year $3,200, next year $3,300)

· § 151(c) take deduction for yourself, spouse (with no income), each individual that is a dependant 

· Dependant is qualifying child 

· 1) Taxpayer’s child, sibling, niece, or nephew

· 2) Lives w/ taxpayer for more than ½ year

· 3) Under age of 19 (or under 24 + full-time student)

· 4) Doesn’t provide more than ½ of his own support

· Tie-breaker rules: parent wins over others, b/w parents goes to one w/ greater custody, other to highest income

· Dependant is also qualifying relative

· Relative or member of household who has gross income less than $3,200 for year, if (1) taxpayer provides more than ½ of person’s support, and (2) not someone else’s qualifying child

· § 151(d)(2) if someone else can take you, can’t take yourself

· Phase out rule – higher your income, less you get to deduct, and if over certain amount don’t get deduction at all § 151(d)(3) (starts at $146K)

· Child Credit - § 24

· In addition to personal exemption, get $1,000 tax credit for each dep child

· Phase out for this, too (threshold amount is $75,000, not indexed)

· Not sunsetted – once you reach income the credit is gone

· Credit reduces tax owed dollar for dollar – very nice

· Standard Deduction – § 63(b) below the line!

· If you don’t itemize then you take one standard deduction

· § 63(a) says taxable income is gross income minus deductions other than standard deduction

· § 63(c)(2) – deduction is $3,000 single, indexed to $5,000

· But!  If a dependant, it’s only $800 or sum of $250 plus income

· So single person that is not dependant on anyone else can make $8,200 before paying taxes (or even filing) 

· Itemized Deductions – § 63(d) below the line

· Only bother with this if add up to more than standard deduction

· If you’re rich, deductions take a hit under § 68

· Every $ over threshold, lose deductions to a certain amount (phased down)

· Casualty Losses - § 165

· If a terrible things happens and you lose your stuff, get to take deduction

· But!  Can’t have insurance to use this deduction

· Limited to three losses for individuals

· 1) Losses incurred in trade or business

· 2) Losses incurred in other profit transactions

· 3) Losses of prop not connected to trade or business if arise from fire, storm, shipwreck, or other casualty, or from theft

· Only personal losses count as casualty losses – involuntary

· § 165(h) says amount of loss must exceed $100 (taxpayer eats that)

· § 165(h)(2) – total amount of all casualty losses must be over 10% of adjusted income or no deduction (and only for those over)

· From total deduction, take out 10% plus the $100 per loss

· Casualty gains are only counted against casualty losses – below the line

· Dyer v. Comm. – cat broke vase, wants deduction

· Casualty must be: 1) sudden, 2) unexpected, 3) unusual, 4) physical

· Blackman v. Comm. – burned wife’s clothes when caught cheating

· Can’t have deduction if you were the cause of the casualty

· Medical Expenses - § 213 below the line

· Deduction for med expenses paid out of pocket for you, spouse, or dep

· Med expenses must exceed 7.5% of adjusted income – only get to deduct excess of that 7.5%

· Includes: 

· Diagnosis, cure, mitigation, or prevention of disease

· Affecting bodily structure or function of body

· Transportation to and from med care

· Qualified long-term care services (nursing home, etc.)

· Health insurance premiums (must be out-of-pocket)

· Prescription drugs or insulin

· Not cosmetic surgery 

Ochs v. Comm. – tried to deduct kids’ tuition as med expense

If it’s your choice (like having kids), can’t get deduction

Charitable Contributions - § 170 below the line

Must keep proper records of contributions or you don’t get it

· Contribution of a gift to or for use of permissible recipients § 170(c)

· 1) Gov’t (state, possession of US, or political subdivision), but only if for use of public

· 2) Corp, trust, community chest, fund, foundation that:

· a) Created or organized in US or under law of US

· b) Organized and operated exclusively for religious, charitable, scientific, literary, or ed program, or athletics, or preventing cruelty to animals/kids

· c) Must be non-profit

· d) Organization not supposed to be engaged in lobbying or endorsing political candidates (blacklisted)

· § 170(b) has limit – 30%/50% of income, depending who it’s contributed to (can carry forward excess for up to five years)

· Must have “detached, disinterested” motive – can’t get anything back

· Ottawa Silica Co. v. U.S. – tried to donate land for L.A. school

· If you receive a “quid pro quo” then no deduction (deduction is only diff b/w what you transfer to charity and what you get back)

· Unstated rule is that you get to deduct full FMV of prop you donate

· But if you’re in business of selling things to public and you give product to charity, only deduct basis § 170(e)

· If giving personal prop that charity sell for $, just basis

· Alimony - § 215 above the line!

· Get to deduct any alimony payment as defined under § 71

· Person paying alimony gets deduction, but person receiving it must report it as gross income

· Under § 71(b), “alimony” means any payment in case and…

· A) If such payment is received by or on behalf of spouse under divorce or separate written instrument

· B) No election to have payment not be “alimony”

· C) Payor and pee spouses cannot be living together 

· D) Deal must say that there is no obligation to pay after payee is dead (can be sooner than death, just not later)

· Other payments (like child support or prop settlement) don’t count as alimony and are ignored for tax purposes

· Tempting to make everything alimony, as payor is usually higher bracket

· There are rules to prevent this – disguised payment rules
· Child support is not alimony, and § 71(c)(2) prevents this by saying that if payments will be reduced by child reaching majority, leaving school, dying, etc., then child support not alimony

· § 71(f) prevents for prop settlements, says that if 1st two years have a lot larger payment then not alimony (so wait to 3rd year)

· Interest 

· § 162 covers business interest (biggest deductible interest section)

· § 162(a) says deduction for all ordinary or necessary expenses paid or incurred in carrying on any trade or business

· So if you pay interest on business loan, get deduction for it

· § 163(d) covers investment interest deduction

· This is interest paid on loan taken out to make an investment

· Get to deduct investment interest, but only against income from that investment (can get carryover if greater)

· § 163(a),(h) – general rule is no deduction for interest on personal loans

· (a) says yes, but then (h) comes along and says no

· Exceptions:

· A) Interest paid on a business loan

· B) Investment interest

· C) Interest under § 469 (type of business interest)

· D) “Qualified residents interest” § 163(h)(3)

· Counts for “acquisitions” – can’t exceed $1mill

· Also for “home equity indebtedness” - < $100K

· Can count for two houses - $ is the same, tho

· E) Interest on late estate taxes

· F) Student loan interest § 221 - $ for $ deduction up to $2,500/year, phase out starting at $50,000

· Above or below the line?

· All business expenses (interest) are above § 62(a)(1)

· Interest paid on rental prop is above § 62(a)(4)

· Student loan interest is above § 62(a)(17)

· All other interest is below the line or not at all

· Taxes (State and Local)

· Some state and local taxes are deductible on fed tax return

· Business taxes are deductible IRC § 162
· Taxes on investments (they are rare) are deductible IRC § 212 –taxes imposed on income producing property is deductible, b/c all of the expenses of investment are deductible

· Some taxes incurred in personal life are deductible IRC § 164
· 1) State and local prop taxes § 164(d) – prorated if house is sold during prop tax year

· 2) State and local income taxes or state and local general sales taxes (taxpayer picks)

· But!  Certain taxes are never deductible under IRC § 275
· 1) Federal income taxes – this includes social security

· 2) Federal estate and gift taxes

· Are tax deductions above or below the line?

· Above the line:

· Deductible business taxes IRC § 62(a)(1)

· Deductible taxes on rentals IRC § 62(a)(4)

· Below the line:

· Everything else

· So you state and local income taxes only are deductible if you itemize your taxes

· Earned Income Credit - § 32

· Credit for the working poor – in addition to personal exempt and stan ded

· Get a check back from the gov’t for credit even if your tax is $0

· Designed for those who make tiny amount of $

· “Miscellaneous” Itemized Deductions
· § 67 – misc. deductions are subjected to a 2% AGI floor

· Includes any itemized deductions not listed in § 67

· Includes:

· Un-reimbursed employee business expenses § 162

· Union dues § 162

· Individual tax return preparation fees § 212(3)

· Personal v. Business Deductions
· § 162 gives broad deduction for all business expenses, § 212 gives equally broad deduction for investment costs

· § 262 says no deductions for personal expenses

· Hobbies
· Nickerson v. Comm. – hobby farm on Cape Cod, wanted bus deductions

· § 183 – in order to determine whether activity is business or hobby, look to taxpayer’s motive and determine whether activity was engaged in for profit

· § 183(a) says if not for profit then personal so no deductions, but § 183(b)(1) says you still get deductions for normal things

· § 193(b)(2) says you always get to deduct expenses of hobbies up to the income of the hobby – another basket

· Reg. § 1.183-2 set forth objective factors to figure out what intent was

· Is there a business-like manner?

· How much time spent?

· Is there expertise?

· Is it pleasurable?

· Financial status of the taxpayer?

· No specific weight assigned to any factors, very uncertain process

· § 183(d) – if you can show activity turned profit for 3/5 last years (including this year), there is rebuttable presumption that it’s a business

Vacation Homes and Home Offices
· Vacation Homes
· Only get deductions for depreciation, maintenance, insurance if business – but what if you sometimes stay there yourself, sometimes rent it out?

· § 280A(a) focuses on what you actually did with the prop in that year

· Section applies if you use dwelling at any time during year

· Add up all expenses for year, multiple times this fraction:                 (# of days rented / # of days you used it + # of days it rented)

· Home Office
· To take deduction under § 280A(c), must be exclusively used for business, and be one of the following:

· 1) Principal place of business

· 2) Place of business used by patient/client to meet

· 3) Separate unit used in connection

· If you ever go in there for any other purpose, no deduction – hard test

· Child Care
· Smith v. Comm. – said no business expense deduction for child care (not a but-for causation test to figure out business expenses)

· But then Cong came out with § 21

· If you pay for child/elder care to enable you to go to work, and you pay out of your own pocket, you get a tax credit for it

· For qualifying individuals (kids and elder), take employment-related expenses and multiply times applicable percentage

· It’s a credit, not a deduction

· Percentage is sliding scale, b/w 35% to 20% (phase down)

· There’s a cap - $3,000 for one kid, $6,000 for two or more kids

· Rule against “double-dipping” – if employer pays for this, you can’t take this credit, too (better to pay yourself!)

· In order to get credit, taxpayer must “rat” on nanny – show ID

· Travel and Entertainment
· Travel - § 162 lists traveling expenses as a business expense

· But that’s only traveling “away from home” – main office

· Reg. § 1.262-1(b)(5) says commute is a personal expense

· Comm. v. Flowers – job is Miss, took train to Ala every week

· Doesn’t matter how long the commute is, it can’t be deducted

· Your first and last trip of the day are commute – but anything in b/w is a traveling expense that can be deducted

· Day-trips to another city are traveling expenses, so long as not commute

· Mileage rate – keep track of mileage, then multiply by rate published by IRS (currently 48.5¢/mile) ( supposed to cover fuel/wear & tear, add on parking

· If your employer reimburses you, don’t report it (it’s a wash)

· Note: this is an un-reimbursed employee expense, so below the line and subject to that 2% misc. deduction AGI floor

· Food
· § 162(a)(2) says travel meals are deductible, so long as not “extravagant”

· Correll – if you want to deduct meals, must “sleep or rest” on the trip

· But doing business over a meal or entertaining clients, customers, other business contacts is also deductible

· If purely a day-trip, no deduction for lunch

· Moss v. Comm. – firm had standing lunch everyday at same place

· There is no clear line, but trying to deduct your lunch every day is crossing the line – this means can’t deduct any lunches at all!

· § 274(n) – restricts amount of meal that can be deducted to 50%

· Used to be 80%, prolly won’t go much lower

· Exceptions to 50% rule covered by § 274(e)

· Employer reimburses you 100% - cancels out, however whoever ultimately pays for it only gets 50% deduction

· § 274(n)(2)(B) says 50% rule doesn’t apply to de minimis

· Lodging Expenses
· § 162(a)(2) – travel expenses, including lodging, are deductible

· Hantzis v. Comm. – Harvard student got summer job in NY

· “Away from home” means away from your business home (principal place of business), not your personal home – also can’t be regular

· § 262(e) gives bright line test for length of stay

· If trip exceeds 1 year, it’s no longer travel but a transfer

· If you do get sent for over 1 year, you can deduct moving expenses under § 217 (but no deductions for food/rent once you’re there)

· Travel w/ entertainment/recreation
· What if your trip is combo business and pleasure?

· Rudolph v. U.S. – trip to NY convention, took wife and partied

· Reg. § 1.162-2(b) – codified primary purpose test first mentioned here

· Transportation expenses only deductible if primary relationship of trip to business – all or nothing test

· Expenses while on the trip that are applicable to business are deductible – so some of lodging and food are okay

· Look to time spent on business v. fun, but in the end it’s intent

· Instead of using 50% rule to stop cheating, other travel rules:

· § 274(m) – can’t deduct cost of taking spouse on business trip

· § 274(c) – special rules on foreign travel (all or nothing test instead of looking to # of days of business v. fun)

· § 274(h) – if foreign convention, must give good reason for holding convention in another country or else no deduction

· § 274(m)(2) – can’t deduct travel as form of education

· Business Entertainment
· If you’re entertaining clients/perspective clients or employees, it’s a business expense that can be deducted

· § 274(a)(1) – no deduction allowed for anything generally thought of as recreation, unless taxpayer est that the event was directly related to (or proceeding or following) a bona fide business discussion

· § 274(n)(1)(B) – 50% rule on deductions for entertainment

· Danville Plywood Corp. v. U.S. – took employees/clients to 1981 Superbowl

· Can’t have too much fun, or else whole Corp won’t get a deduction

· Work Clothes
· Pevsner v. Comm. – had to buy clothes to work in boutique, never wore 

· Black letter rule: cost of clothing is deductible only if:

· 1) Clothing is type specifically required as condition of employment

· 2) Not adaptable for use as ordinary clothing (ugly doesn’t matter)

· 3) If it is never worn outside of work (never wear anywhere else)

· If employer buys for you, it’s working condi. fringe and don’t have to report

· Legal Expenses
· Gilmore v. Comm. – got atty to protect income-producing prop in divorce

· Look backward to what the origin of the claim is in deciding whether to get legal expenses deduction (for business) – only applies to defendant

· Plaintiff looks to future – would recovery be gross income?  If yes, deduct

· Reg. § 1.262-1(b)(7) gives examples where one party gets to deduct legal fees but the other one doesn’t

· For common advice, test is common sense – if business advice, deduct

· § 212(3) says tax related legal fees are always deducted, even if personal

· If legal advice is a mix, separate out into business and pleasure

· Legal fees are a misc. deduction – below line and subject to 2% AGI floor

· Education Expenses
· Carroll v. Comm. – cop taking philosophy classes to get into law school

· Education is not a business expense

· Reg. § 1.162-5 – to deduct education costs as business expenses, must be education that (1) maintains or (2) improves your required skills in your existing trade/business, and excludes:

· 1) Can’t be entry level education for existing job (whatever is necessary just to obtain the job – law school)

· 2) Can’t be education that qualifies taxpayer for new trade or business (even if they don’t intend to go into new trade)

· § 25A covers education expense credits (not business related)

· 1) Hope Credit: first two years of college ($1,500 per student)

· 2) Lifetime Learning Credit: forever ($2,000 per student)

· Phaseouts for these – don’t make too much or lose it

· § 222 – taxpayer can elect to take deduction for tuition $ instead

· Capital Expenditures
· § 263 – if $ you’re spending is capital expenditures, you don’t get to take deduction right away (must shove into basis for something)

· What is a capital expenditure?

· If you’re spending your $ on something that is going to generate long-term benefit over many years, can’t deduct cost right now

· Any new buildings or improvements to prop to increase value

· Rather then getting deduction, have basis and then take depreciation

· Typically required time length is one year to make it capital expend

· Largely judge-made law for when something counts

· Encyclopedia Brit. v. Comm. – hired Stew to write book on natural history

· If it’s your in-house employees then just business expense, but if you go outside company then capital expenditure

· Posner came up with two part test:

· 1) Current outlay of money creates long-term benefits

· 2) Nonrecurring (not normal part of bus.) outlays tend to be capital

· Repair v. Improvement
· If action toward prop either significantly increases value of prop or lengthens life then it’s an improvement (capital expenditure) VS. if it’s just keeping prop in efficient operation condition it’s a repair (business expense)

· Midland Ham case (“The Drainee Case”) – lined basement to stop oil

If action is just to restore value to the prop, then it’s not an improvement

Mt. Morris Drive-in v. Comm. (“The Drainor Case”) – fix drainage for house

$$ you spend at time you are buying/building something is capital expenditure, since it’s just a construction cost (no value to restore)

If you are doing a repair and decide to do improvement at same time, could lose whole deduction (so encourages people to do bare minimum)


Costs of buying/selling property
Any cost in connection w/ buying/selling things are capital expend, not deductible business expenses – goes into basis or is counted against gain

Start-up Expenses
§ 195 – start-up expenses for business are not currently deductible, are amortized over certain # of years – capital expenditures

Inventory (UNICAP) rules
§ 263A – if you are in business/trade where you buy/sell or make/sell stuff, then generally you are required to capitalize all your direct and indirect costs 

· Those in manufacturing, retail, wholesale are actually forced to capitalize more than people in other industries

· Includes more than just inventory (could be insurance), but all goes into basis of inventory – take small deductions as inventory is sold

· “Ordinary and Necessary”
· We pretty much already know what this means

· Gilliam v. Comm. – crazy guy assaulted on plane while on business trip

· If it is within the scope of employment and required to do your job, it counts as “ordinary and necessary” – outside means it’s personal

· Welch v. Helvering – pays employer’s debts when company goes bankrupt

· This wasn’t ordinary and necessary (no duty), but was capital expenditure b/c paying $ to protect his long-term reputation

· “Ordinary” means not a capital expenditure, “necessary” means not a personal expense

· Deductions for Losses and Bad Debts
· § 166 has deduction for bad debts – if you loan out $ but it isn’t paid back, at the point it becomes worthless you can deduct the basis ( must show it really was a loan that was supposed to be repaid

· § 165 covers other losses (besides bad debts)

· § 165(a) says deduction for any loss not covered by insurance

· § 165(c) – loss deduction is limited to:

· 1) Losses incurred in trade or business

· 2) Losses incurred in other transactions for profit

· 3) Casualty losses

· Depreciation Deductions
· If you have prop to produce income that has limited life, get to take deduction for depreciation for that prop every year – deduct the basis

· For intangible objects (like copyrights) called amortization
· § 167 – there shall be allowed as depreciation deduction a reasonable allowance for exhaustion, wear, and tear, including reasonable allowance for obsolescence, of (intangible) prop used in trade/business or held for income

· § 168 – Accelerated Cost Recovery System

· Governs depreciation of tangible prop (like buildings) – fancy term for basis deduction

· Accelerated b/c you get most of deduction in early years

· System to determine depreciation under this section:

· 1) Method § 168(d)

· Straight-line method: BASIS / # years in period = annual deduction

· After period, basis in prop is zero

· Have to use for real estate – can for others, but why?

· Double-declining-balance method: (adjusted basis / # years) X 2 = annual deduction

· Then repeat next year – adjusted basis is whatever left over

· Keep going, but to finish it off – switch to straight-line

· Huge deduction at first is better!  Can’t use for real prop

· 2) Applicable Recovering Period – § 168(c) (real prop) and § 168(e)

· Period is generally just however long it’s supposed to last

· § 168(e) takes class life and makes it shorter

· Long time ago IRS put out book with class lives

· Comm. plane is 12 (so 7 period), trailer is 4 (so 3)

· § 168(e) says some prop don’t need class (just lists)

· Rental prop is always 27½ years (really short!), commercial buildings have period of 39 years

· Under Crane, don’t have to buy in cash to start depreciation

· Same period whether new or used prop

· 3) Convention § 168(d)(1)

· Deals w/ whether you should get full year of depreciation on prop if it’s bought at end of year – basically you shouldn’t be able to

· Came up with a ½ year convention – make believe prop was bought ½ through year, only get ½ of 1st year deduction (then next year get other half, plus 1st half of second year’s, so on)

· For real estate, it’s a mid-month convention – more fine-tuned

Rev. Proc. 87-57 (page 1856) says what each year’s deduction is

§ 179 – if you buy depreciable prop for business, you can deduct the business right away if you elect to (only for small business, no real prop, only up to $400K worth of prop each year)

Tax Shelters
People take depreciation rules and twist them around to benefit – bad!

Activity that throws off more deductions than income (borrow money, buy prop, rent out – get lots of depreciation deductions up front, look like NOL so deductions for that) – but this is to help smaller business

· § 469 – got rid of tax shelter by limiting ability to take loss from passive activity against income from any other type of activity (Passive Activity Loss)

· Passive activities are things like rentals, can’t use against income

· 1) Trade or business in which taxpayer does not materially participate (like limited partner) § 469(c)(1)

· 2) Any rental activity, unless:

· a) Mom and Pop – res homes AGI under $50 K § 469(i)

· b) Real estate professionals § 469(c)(7)

· All passive activities can be used against each other, but that must stay w/in the “passive box” – can’t shelter other income

· You can, however, take losses from active business against passive activity and portfolio income – just not the other way

· This doesn’t apply to publicly traded companies – still massive industry

· Income Splitting (a.k.a. Attribution of income)
· Related taxpayers, with one person in much lower tax bracket than the other – why not split the income???

· Rule are income splitting are straightforward:

· 1. No splitting of personal service income – typical income is taxed to person performing, regardless of who $ actually goes to § 83

· 2. Income from prop can be split, but usually not worth it – strict rules:

· a. 1st option: if you give prop outright to that person, it becomes their prop and income is their income, so they pay tax – but often donee is not capable of handling prop

· b. 2nd option: having income paid to child – but there is no “carving out” of present interest if still hold future interest, so no split

· Comes up most frequently with trusts (reversion to Mom) – covered under § 673 Grantor trust where grantor is treated as owner so is still taxed on it (unless trust is over 40 years)

· What if income to Mom for 10 years, then revert to kid?  Mom still gets taxed

· What if trust to one kid, remainder to other kid, but Mom retains right to revoke the trust?  If Mom can still take prop back then still maintaining prop, so Mom still taxed § 676 (no retained economic interests allowed)

· To get income taxed on kid, Mom can’t have access to the trust at all!!!

· What if irrevocable trust to kid, remainder to other kid, but retain right to change beneficiaries (but can’t make herself beneficiary)?  If she keeps right to say who gets income then Mom still owns prop and pays tax § 674 

· If Mom wants to split income to daughter, has to set up:

· 1) Irrevocable trust

· 2) With no discretion to the Grantor (can’t have any say whatsoever as to what happens)

· Then kid gets taxed – Mom doesn’t get to keep prop, but doesn’t give kid decisions for prop to kid, either

· What about accumulation trusts?  Trustee can pile $ up, rather than paying all out to kid?  

· § 1(e) – trust must pay taxes on any income not paid out each year (trusts have terrible tax brackets)

· So not a good option, either, if trying to save on income tax!

· “Kiddie” Tax - § 1(g)

· If you have a kid under 14, all of the unearned income (income from prop) of kid gets taxed to kid but at parents’ highest tax rate

· So kid ends up paying same that parents would have, anyway

· Rationale: if kids are under parents’ control, income should be taxed to parents – by 14 not listening to parents anymore

· Basically no tax benefits from income splitting until kid is 14

· Kid does get standard deduction at least, so first $800 of unearned income to kid is tax-free, plus next $800 only taxed at 10%

Capital Gain and Loss
· 1) Why do you care about distinction b/w capital and ordinary?

· § 1(h) – provides for preferential (LOWER) tax rates for “net capital gain” than for ordinary income – top is 15% instead of 35%

· Capital gains are good! § 1222(111) – long-term capital gain is gain on prop that has been held over 1 year

· § 1211(b) – capital losses are deductible only against capital gains (plus against $3,000/year ordinary income) – another box situation, capital losses suck!

· 2) What’s the difference?

· § 1222 – capital gain is “gain from sale/exchange of capital asset”

· § 1(h)(11) just added dividend on stock as capital gain

· Except for dividend, can’t have capital anything w/o sale or exchange of prop under § 1001

· So rendering personal services rents, interest, royalties are all just ordinary income

· § 1221(a) – capital asset is all prop held by taxpayer, whether for business or not, except things on list:

· 1. Inventory and prop held for sale to customers – kind of stuff you sell to public is ordinary income

· 2. Depreciable prop and real estate used in business – ordinary income for equipment, BUT real estate used for business means gains are capital but losses are ordinary (
· 3. Self-created copyright, manuscript, etc – ordinary income if you sell it – but patents are capital assets

· 4. Business accounts receivable – ordinary income to sell IOU

· 8. Supplies used in ordinary business – ordinary income 

· So what is capital asset?  Corporate stock, land held as an investment (but not prop on land), other investments, personal-use assets (gains only – losses not deductible at all)
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