Income Tax: Prof. Groves 




Income – Exclusions = Gross Income 

Gross Income – “Above the line” deductions = Adjusted Gross Income

AGI – Personal Exemptions – (Standard Deduction or Itemized Deductions) = Taxable Income 
Taxable Income x Tax Rate = Tax Liability
Tax Liability – Tax Credits = Tax Due 

Basics

Why tax “income”? – “ability to pay”  (§11: corporations are TPs)
Inflation 

· No adjustment of basis for inflation ( overtaxing investment income

· §1(f) and §151(f): require increases in the standard deduction, personal exemption, and rate schedule dollar amount based on the Consumer Price Index

Rate Schedules

· (1) joint return: married and surviving spouses – good for married single-earner couples

· (2) head of households (an unmarried person with a dependent living with TP)

· (3) unmarried single individuals

· (4) married couple filing separate returns (only good for dual-earner couples)

Compliance and administration

· TP must pay a penalty of 20% of underpayment for reckless and intentional negligence
· Substantial underpayment = exceeds 10% of property tax, or 5K (indiv) 10K (corp)

	Failure to file 
	5%/mo – up to 25% 

Fraud 75% 
	Civil – no SOL

Crim – 6 years

	Failure to pay
	0.5%/mo – up to 25%
	

	Underpayment
	20% (negligence or understated) of the amount underpaid

For reckless and intentional negligence (e.g. continuous and extreme late payments)
	3 years

	Fraud
	Civil: 75% of underpayment

Crim: 100K (indiv) / 500K (corp) or 5 years in prison

Voluntary “red flags” in return may be TP’s defense
	Civil – no SOL

Crim – 6 years


· Reasonable basis for TP ( not guilty of a crime even if known gov would dispute
· “A realistic possibility of being sustained on its merits” (33% or better)

· The position is “not frivolous and is adequately disclosed to the Service”

· Mistakes (due to events after the year) ( make an adjustment in the year events occurred

· Error (at the time of reporting) ( file an amended return
· If TP overpaid, must claim refunds within 3 years

Judicial Review

· Tax Court – only if tax not paid as of petition (can be paid postpetition to stop interests)
· Tax court judges have tax backgrounds and try only tax cases
· No jury trials

· ( federal circuit courts of appeals (where TP resides) ( Court

· Federal District Court – tax paid (sue for refund)

· Where TP resides

· Judges are not tax expert

· Jury trial available

· ( federal circuit court of appeals (where TP resides) ( Court

· Court of Federal Claims – only sue for refund

· ( US court of appeals for the Federal Circuit ( Court
· TP wins ( gov and other TP must litigate the same issue there to avoid conflict 

Source of Federal Tax Law

Statute – IRC of 1986

Judicial doctrines of a common law

Congressional debates – usually not helpful 

Committee reports – frequently helpful – courts often heavily rely on them

Hearings – interested individuals and groups often present closely reasoned memoranda
Treasury Regulations – quasi legislative character (§7805: secretary may prescribe rules)
Revenue rulings – opinions on matters of law arising in particular fact settings (Gov is bound)
Revenue procedures – statements describing procedures affecting the rights or duties of TP

Private letter rulings – issued to TPs in response to requests for advice (Gov is not bound)
Memorandum decisions – no officially reported but are published commercially 

Acquiescence 

Income (§61: from whatever source derived)
Old definition: the gain derived from capital, labor, or both (Mcomber)
New definition: §61 from whatever source derived – when in doubt, Congress intends to include

· Source blind 

· Undeniable accessions to wealth (gain), clearly realized (sufficiently “in hand”) and over which TP has complete dominion (Glenshaw Glass)
Noncash Benefits – fairness, efficiency, practicality (tax policy goal)
· Reg. 1.61-1(a): GI – income realized in any form, whether in money, property, services
· Reg. 1.61-2(d)(1): FMV of property is included in GI
· Employer ( employee (§83, Reg. 1.83-3(a))
· §83(a): property transferred to a person who performed
· (1) FMV (when transferred or not subject to sub risk of forfeiture) over

· (2) the amount paid (if any)

· Reg. 1.83-3(a): “transfer” = acquisition of a beneficial ownership

· Reg. 1.83-3(a)(3): requires return of the property ( no transfer

· 83(c)(2): “transferability” = not subject to a substantial risk of forfeiture 

· §83(c)(1): “sub risk of forfeiture” = right to full enjoyment is conditioned on the future performance of substantial service 

· Reg. 1.83-3(c): facts and circumstances
· If the condition is that the employee remain employee, not sub risk of f

· §83(e): (a) does not apply to (1) §421 stock transaction, (3) without a readily ascertainable FMV, (5) group-term life insurance under §79

Meals and Lodging Provided to Employees
If employer paid TP’s tax (Old Colony Trust), rent, etc. – TP is deemed to have received ( GI
§119(a): an employee’s meals and lodging excluded from GI (TP, spouse, dependents) (Banaglia)
· (1) only if meals are furnished on the business premises of the employer or

· (2) only if the employee is required to accept such lodging on the business premises of his employer as a condition of his employment

· “Meals”: e.g. groceries (integral part of meals – soaps, tissues, etc. – 3rd cir)

· “Furnished”: cash allowance is not “meal furnished” (Kowalski), obligatory mass (Sibla)
· “Convenience of the employer”: business reasons other than tax advantages 
· §119(b): the provisions of an employment K is not determinative ( substance

· E.g. employee is “on call” outside of business hours

· “Business premises of the employer”: a police – every where, 2 blocks away

· “Employer”: not applicable to self-employed persons (e.g. farmers) or independent Kor
Employer Fringe Benefits (noncash benefits that are provided free or at below FMV)
· §79: $50K worth of group-term life insurance
· §105(b), 106: medical insurance and payments

· §129: dependence care assistance

· §132: comprehensive coverage of fringe benefits (statutory exclusion of TP practices)
· Reg. 1.62-21(a): if not listed in §132, include in GI
· §132(b): no-additional cost services (e.g. free seat for flight not sold out)

· (b)(1): the item is ordinarily offered for sale to customers
· (j)(1): not applicable to “highly compensated employees” if the employer discriminate in favor of such employees

· (h): may be provided tax free to TP’s spouse, surviving spouse, dependent

· §132(c): qualified employee disoucnts
· (c)(4): the item is ordinarily offered for sale to customers

· (j)(1): not applicable to “highly compensated employees” if the employer discriminate in favor of such employees

· (h): may be provided tax free to TP’s spouse, surviving spouse, dependent

· §132(d): working condition fringes (e.g. biz use of a company car)
· §132(e): de minimis – sufficiently low value
· (e)(1): unreasonable or administratively impractical to account

· (e)(2): eating facilities 

· §132(f): qualified transportation fringes (e.g. parking, transit passes)
· (5)(C): not residential

· §132(g): qualified moving expense reimbursement (more than 50 miles)
· §132(m): qualified retirement planning services
· §132(j)(4): on-premise gyms and other athletic facilities 
· Reg. 1.61-21: valuation = FMV ((a) include in GI under §61 unless specifically excluded)

· (b)(2): the amount that TP would have to pay in an arm’s length transaction

· (d): amount includable = FMV – amount paid 

· Special optional safe-harbor valuation for aircraft and automobiles 

· (b)(4): automobiles – “annual lease value” based on value of automobile

· (f)(3): $3 per round trip commute per employee in the car

· (g): aircraft – (standard industry fare level + terminal charge) x weight
· The frequent flyer miles earned from biz trips used for personal ( not GI

· Unsolicited donation – not GI (unless sold for profit or given to charity) (Haverly)
Barter

· Rev Rul 79-24: 

· Barter with some formality (e.g. barter club) – includible

· Receipt of property in lieu of rent – includible  

· Reg. 1.6045-1(a)(4): barter exchange – excl. informal, similar services, noncommercial 

Stock Options (issuance of stock at a low price)
Incentive Stock Options (ISOs) - §422
· When stock option granted – not taxable
· When stock option exercised – not taxable

· When stock sold – tax the gain (sales price – basis, basis = option price)

· §421(a)(2): no employer deduction for compensation provided through ISO
· Eligible if statutory requirements met:
· §422(a)(1): require employee to hold stock 2 yrs after grant and 1yr after purchase

· §422(a)(2): employee employed at least until 3 months before purchase

· §422(b)(4): the option price no less than FMV at the grant

· §422(b)(1): the option granted under a plan that stockholders approved
· §422(b)(6): when granted, employee does not own 10% of voting power

· §422(d): $100K ceiling on the value unexercised for each TP

Nonstatutory Stock Options (§83)
· Parties may want to avoid §422 to preserve the corporate-level deduction, to avoid shareholder approval, or to give option price below FMV, etc.

· When stock option granted – not taxable (Lo Bue)
· When stock option exercised – not taxable 

· When stock sold – taxable (sales price – basis)

· §61(a): benefited TP, compensation, employer wants better work (Lo Bue)
· §83 applies to all transfers of property as compensation for services to any TP
· (a), (h): mandatory includability – transferable and not face sub risk of f

· (b): elective includability – even not transferable or face sub risk of f, TP can elect to include in GI – FMV of property determined regardless of restrictions 
· (b)(2): if elected to include, may not be revoked

· (e)(3): if the option “lack a readily ascertainable FMV” not taxable 

Imputed Income – benefits are not part of any commercial transaction (never taxed - impractical)

Property other than cash
· Owner-occupied home (rental value of the home) 
· Housekeeping of a homemaker (if worked and paid for service, deduction under §129 authorized by §125 and credit under §21 may be available)
Windfalls and Gifts 
Windfalls (e.g. punitive damages): includible (§61 – any sources) (Glenshaw Glass)
Gift received: excluded from taxable income under §102 (small and large gifts)

· If over $10K/yr from one donor to one donee ( may have to pay gift tax 
· Generally no need to report gift 
· “Gift” = proceeds from a detached and disinterested generosity, out of affection, respect, admiration, charity or like impulses (Dubersten)
· Factor = donor’s intent

· Not a gift if given for services, moral/legal duty, anticipated future benefit

· Gift to surviving spouse of an employee – conflicting views
· No legal obligation or economic benefit to employer ( exclude

· The value of the decedent’ service to company ( income 

· Employer ( employee

· §102(c): preclude gift treatment for any transfer

· §74(c): exclusion for “employee achievement awards”
· §132: some de minimis benefits can be excluded (fringe benefit)
· Biz ( Biz

· §274(b): donor may deduct first $25 of biz gift as an ordinary/necessary biz exp
· “Business gift” = business motivated gifts to transferee 

Scholarships (§117)

· Only degree candidates eligible (not research grant, etc.)
· Must to be used for tuition, fees, books, and supplies and equipment required for courses

Family support

· Those supported do nt have GI in the amount of the support they receive 
Tips: payments for service ( includable (Reg. 1.61-2(a)(1)) – enforcement problem 
· §6053: requires employer information returns on actual or putative tip
Marriage fees / contribution received by clergyman for services ( includable (Reg. 1.61-2(a)(1))

Welfare

· Relief of disaster, victims of crime ( excludable (not within the contemplation of §61)
· Unemployment payments – includable (§85)

· SS income – includable (§86) (can get earned income credits on the amount)
· Exclude if AGI under 32K

· 32K < AGI < 44K: lesser of ½ SS or ½ of AGI that exceeds 32K is excluded 
· 44K < AGI < 60K: include as income 85% of the benefits
· 60K < AGI: include fully 

· TANF payments – for the promotion of the general welfare
· Not includible in GI, not earned income for EIC purposes, not wages for employment tax purposes IF three conditions are satisfied

· Payments directly received from the state or local welfare agency
· The eligibility for payments based on need, funded entirely under TANF

· The size of payment is determined by the applicable welfare law, and the number of hours the individual may work is limited by the payment divided by the higher of the federal or state minimum wage

Gift Transfer of Unrealized Gain (while the donor is alive)

§102(a): excludes gifts and bequests from GI of the donee or heir
Generally,

· §61(a)(3): includes in GI “gains from dealings in property”

· §1001: “gain” = excess of the amount realized over the adjusted basis

· §1012: “adjusted basis” = basis as “cost” 

· §1016: adjustments to basis

Property acquired by gift (§1015)

· §1015(a): donee’s basis = donor’s basis (donee takes a substitution basis - §7701(a)(42))
· Consider it a single investment ( donor’s appreciation realized by donee (Taft)
· §1015(a): donor’s basis > FMV ( donee’s basis = FMV 
· §84: donation of appreciated property to a political organization = sale by the contributor

· §644: tax a trust at the donor’s rate if property sold by the trust within 2 yrs of receiving 
· §1015(d): an upward adjustment of the donee’s basis for gift tax paid by donor

· Limited to the gift tax attributable to the net appreciation of property (§1016(d)(6))
· Gift tax is part of the cost of the property 

Transfers at Death

§102(a): excludes gifts and bequests from GI of the donee or heir 
· Transfers at death considered “donated estates” ( gift and estate taxes are applicable
· GI does not include intra-family divisions of wealth (whether or not TP is alive)
§1014: the basis = FMV on the date of death (or §2032 optional valuation date)
· Basis is either “stepped up” or “stepped down” 
· Appreciating ( hold onto the property until death

· Depreciating ( sell property before death

· The owner can borrow against the appreciation (loan is not recognized gain)

· §1014(a): not realized at the time of death ( relieves from taxation 

§691: income or gain had been earned (accrual sense) before death

· §1014(c): exception to §1014(a)
· E.g. year1 (TP bills) ( dies ( year2 (the estate receives payment)

· Accrual accounting:
· Year 1: TP would have reported the income

· Year 2: the estate did not receive income

· Cash-basis accounting:

· Year 1: TP did not include in income

· Year 2: the estate must report an income (§691) (the estate tax is deducted from the return §691(c))
Recovery of Capital

Return ON capital = from the property ( can apportion ( taxable income now 

Return OF capital = of the property ( can’t apportion  ( not taxable until sale of whole

· If portions are sold, apportion basis (Gladden)
· If the cost is unascertained, no tax until sale of the whole – just return of capital (Gladden)
· Reduce the basis for future (Inaja Land)
· Gain/loss recognized if the award exceeded or fell short of such allocable cost 

· Capital recoveries in excess of basis = ordinary income (Inaja Land)
· (Payment for pollution easement for loss of property, not income from it (Inaja Land))
· Reg. §1.61-6(a): 

· “Realized gain” on “sale or exchange” of “property” (tangible/intangible) is GI

· Parceling off ( allocation of basis to offset the gain (proportionate cost recovery)
· Reg. 1.61-6(b): nonrecognition transfers  

Life Insurance 

§101(a): GI excludes life insurance payment if paid due to the death of the insured
· Net mortality gains are excluded from GI 

· Applies to all types of life insurances policies

· §101(f) + §7702: Congress limit the types of policies to those with a reasonable relationship between the savings and the pure insurance elements  
· Mortality protection (pure insurance)

· Saving element of life insurance (e.g. single-premium life insurance policy)

· §7702A: treat some single premium life insurance and loan as income (10% penalty)
§264(a)(1): premium not deductible (considered as personal expense)

§264(a)(2): if borrowed money to buy single premium policy (endowment and annuity K), the interest is not deductible

· This can be avoided by use of policies that are not categorized as single premium policy
§72(e)(1)(B): no tax if the policy pays at some specified age if the insured lives 

· Only to the extent of the investment (§72(e)(2))
· §72(e)(5): loans against the policy are nontaxable (distribution taxable up to investment)
Employer-paid coverage
· Beneficiary = employer
· §264(a)(1): expressly denies the deduction of premiums 

· §101(a): proceeds are excluded 

· Beneficiary = employee’s spouse, or employee buy group-term life insurance for employee

· §264(a)(1) does not apply ( premiums would be deductible (like salary)

· §79: premiums taxable to employees – except first $50K of group-term coverage

Transferee of coverage

· §101(a)(1): not applicable to someone who bought the policy (the exclusion might result in abuse by encouraging speculation on the death of the insured)
· Some transferees are eligible for §101(a)(1) if:

· Transferee gets a substituted or carryover basis
· Transferee = the insured, or his partner, partnership, or corporation

· Transferee by gift or bequest are eligible for §101(a)(1) (no consideration given)

Terminally ill and chronically ill

· §101(g)(4)(A): “terminally ill”   

· §7702B(c)(2): “chronically ill”

· If sold by an authorized “viatical settlement provider” to these ( payments received are treated as having been received by reason of the death of the insured ( §101(a) (§101(g))
Annuities and Pensions

“Annuity” = K with an insurance company under which the annuitant makes a current payment in return for the promise of payment of specified amount at specified regular intervals 
· Investment-first rule: tax-free payments until entire investment is recovered ( then income
· Allowed only for unsecured promises by individuals to pay “private annuities”

· Income-first rule: early payments largely income, more of each payment recovery of capital
· At life-expectancy – capital fully recovered

· §72(b): an “exclusion ratio” calculation required
· (investment)/(expected total return) = percentage excludable 
· Employer contribution not treated at the time as income of the employee – NOT part of the employee’s “investment in the contract”

· TP dies early ( not entire capital recovered ( deduct the portion in final return (§72(b)(3))
· TP lives long ( exclusion ratio applies for as long as payments last (§72(b)(2))

· §72(q): TP under 59.5 (“premature distribution”) – penalty tax of 10% of the income 
Qualified employer retirement plans (§72(d))
· Tax treatment – same as annuity
· Except: §72(d) – exclusion for basis (investment) is determined by a simplified method 

· (investment)/(number of anticipated payments in Code)
· §404(a): employer can deduct the premium payments as compensation paid to employees

Variable annuities - §801(g)

· Payments depend on investment experience of a “segregated assets account” held by the company for such policyholders

Gambling: Gains and Losses (basketing)
· Gains: all gains are taxable (consumption tax – had a good time, sin – morally wrong)
· Losses: §165(d) – deductible to the extent of gambling gains from the same taxable year

· §3402(q): racetrack or other payor withhold taxes at 20%

· Difficult to prove loss – collaboration beyond “closed and completed transactions fixed by identifiable events”

Basketing

· §165(d): gambling losses

· §163(d): investment interest

· §1211: capital losses

· §165(h): personal casualty losses

· §183: hobby losses

· §469: passive losses

Cafeteria Plan (an employee may choose among noncash nontaxable benefits or take cash)

· §125: expressly authorizes cafeteria plans

· (a) having a choice to benefit from a plan does not make it taxable

· (b) non-discrimination rule

· (d)(2)(A) use-it-or-lose-it rule- the unused portion cannot be cashed out

· Exception: family status change during the year 

· §79: group-term life insurance up to $50K

· §127: Educational Assistance Gross Income Exclusion (for employees only)

· (a)(2): $5250 annual cap on employees

· (b)(3): 5% annual cap on owners of more than 5% interest 

· §129: child-care payments by employer not taxable to employee up to $5K

· (d)(4): 25% annual cap on owners with more than 5% interests

· §137: adoption assistance

· §105: accident benefits

· §106(a): health benefits

· §401(k): elective contributions under a qualified cash or deferred arrangement 

· “Highly compensated employee” - §414(q) = ownes more than 5% or 80K prior year and top 20% of the pay scale of the business 

Accounting

§446(a): all TPs must keep accounting using some method

· Regularly complete (consistency year to year), some method

· §446(b) as long as “clearly reflects income” (catch all – GAAP)

· Liabilities determined with “reasonable accuracy”

· §441: taxable income be computed on the basis of “annual accounting period”

Cash method (Reg. 1.446-1(c)(1)(i)): year in which actually or constructively received (Sanford)
Accrual method (Reg. 1.446-1(c)(1)(ii)): year when all the events have occurred that fix the right to receive the income and the amount of the income can be determined with reasonable accuracy 

· §453(b)(1): unless elected under §453(d), TP uses installment method

· Gain in the year received (applicable only to sales of property, not services)

Constructive Receipt (Reg. 1.451-2(a)) – payment as if received when TP has unrestricted right

· Taxable if: subject to own will/control, but for own inaction prevent actual possession 
· Even if possibly have to return later (North American Oil)
· E.g. promise to pay for cash-method TP is worthless, right to demand payment (Amend)

· A receiver (not in control of TP’s business) is not required to file a return (§6012(b)(3)) (Illinois Power – like a custodian of customers’ money)

Economic Benefit – as if received cash equal to FMV or property or right (Pulsifer)
· Taxable if: economic benefit to TP, absolute right to receive, irrevocably set aside (for TP and no one else), and beyond reach of payor’s creditors 
Realization of Gain and Loss

“Realized” – an event + value change ( gain/loss might be taken into account for tax purposes

· TP must have realized gain to be taxed (Mccomber)
“Recognized” – an event + value change ( gain/loss is taken into account for tax purposes 
· Statutory grace ( realized but not recognized 

· Taxed on “transactions” or “taxable events” and is not a tax on “income”

· §1001: determination of amount of and recognition of gain or loss

· §1012: basis of property

Gains

· §305(a): distributions of stock and stock rights not included in GI

· §305(b): include if able to take cash or other property in lieu (constructive receipt)

· §301(c): dividend is GI 

· Reg. 1.307-1(a): total basis of old shares ( allocated b/w the old and new shares based on relative FMV after the distribution of the stock dividend 

· §1223(5): new shares will be deemed to have been acquires when old acquired

· Cash dividend – fully includible (not deductible by the corp)

· 2003: LT capital gain = cash dividends = 15%

· Unrealized gains in property values – not taxable 

· Difficult to appraise each year, TP may not have money to pay, may turn into loss

Losses

· Realization for a Swap (Cottage Savings)
· The swapped things must be “materially different” (risk from the transaction)

· “Material difference” = legally distinct entitlements

· Exchange of capital assets

· §165(f): losses from sales or exchanges of capital assets allowed only to the extent allowed in §1211 and §1212

· You can buy debt or modify a debt without cancellation of debt income if “significant modification” in yield, timing, payment amounts, obligor, nature of instrument

· Losses do not create negative refundable taxes ( may be harsh ( §172
· §172: Net Operating Loss carryover (primarily TB losses spread over time)
· §172(b)(1)(A): carryback (2 years), carryforward (20 years)

· §172(b)(2): must be carried over to the “earliest of the taxable year” (must use)

· §273(d)(4): non-corp TPs can use non-biz loss to offset non-biz gain
· §1212: carryover of capital losses

· §460: long-term K: TP must account for profit under the %-of-completion method

· Reg. 1.451-3: a portion of K price income based on how much performed

· Capital expenditures – costs are spread out over time, recovered through ACRS

Tax Benefit Rule (TP deducted ( later deducted amount recovered)

· General rule: prior deduction included in income when recovered (Alice Phelan)
· Cancel out an earlier deduction only when the later event is indeed fundamentally inconsistent with the initial deduction (Bliss Dairy)
· §111: if deduction did not benefit TP AND loss carryovers has expired without being used ( recovery need not be included in GI
Claim of Right (TP includes in income ( offsetting deduction later)
· Inclusion required at the time ( deduct later (Nort American Oil, Lewis)
· §1341: deduction in the year of repayment = proper starting point
· If the deduction exceeds $3K, the tax is the lessor of
· The amount calculated deduction in a regular manner
· The tax that would have been saved in earlier year if not included 

· Applies to capital loss regarless of §1211 NOL limitations (Reg. 1.1341-1(c))

· No applicable to mere “errors” (e.g. arithmetic)

· Repayment by an embezzler of his embezzled gains does not qualify (can deduct)
Recovery of Loss

· Recovery of actually overpaid tax based on bad tax advice is not income (Clark)
· As long as TP could/did not take deduction to offset, not income 

Recoveries for Personal and Business Injuries

Business TP (commercial damages)
· Damage awards for lost profits taxed in year received (Burnet v. Sanford & Brooks) (North American Oil) - as if it had earned that amount as profit in the year the recovery is made

· Punitive damages are taxed in the year received (Glenshaw Glass)
· Recovery for property damages

· Taxable when received to the extent it exceeds the basis of the property 

· §1033: allows TP to defer taxation provided the proceeds from an “involuntary conversion” are reinvested in similar or related in use within a specified time period 

· Carry over the old basis to the new property, regardless of actual cash cost

· The same result if the recovery is made through settlement or insurance

Individual TP 
· §104(a)(2): excludes “any damages (other than punitive damages) received . . . on account of personal physical injuries or physical sickness”

· Punitive damages is taxable to TP (physical injury or not) – to punish the offender 

· Whether as a lump sum or periodic payments – interest earned not taxable
· Tortfeasors cannot deduct the interest for the deferred payment

· For a nonpersonal injury

· Compensation for lost profits – taxed as profits in the year received

· Damages to property – taxed to the extent such amounts exceed basis 

Medical Expenses 
· §213: medical expenses (including insurance premiums) – deductible if over 7.5% of AGI
· §213(d): including transportation and lodging away, must not be cosmetic

· §104(a)(3): recoveries under an individual’s medical insurance policy are excluded 

· §104(a): if deducted earlier or under §213, cannot be deducted again 

Medical Insurance 

· §106, 162: an employer pays the premiums on the employee’s medical insurance ( deductible by the employer, not included in the employee’s income 

· Not available to self-employed people

· Reg. 1.106-1: exclusion extends to spouse or dependents

· Recoveries under disability insurance policies by TP (rather than employer) excluded under §104(a)(3)

Loans and “Income from Discharge of Indebtedness”

§61(a)(12): “income from discharge of indebtedness”
Loan/Debts = borrowed in reasonable proportion to resources to pay, repayment (time), interest

· §108(d)(2): “indebtedness of the TP” – (A) TP is liable, or (B) subject to TP’s property
Loan proceeds are not income (no economic improvement) + repayments are not deductible
· Horizontal Tax Equity – no GI, no deduction
§61(a)(12) + §108(e): discharge of debt = income (Kirby Lumber)
· TP’s overall financial condition is not at issue (no balance sheet test for §61)
· Exception: insolvent TP (cannot squeeze blood from a turnip)

· §108(a)(1): GI does not include the discharge of indebtedness of TP if
· (A) TP is bankrupt, (B) TP is insolvent, (C) qualified farm indebtedness

· §108(g): debt in the operation of a farm by a person got more than 50% of receipts from farming in 3 of 5 prior years

· §108(e)(5): purchase money debt - reduction of debt = reduction in sale price (not income)

· §108(f)(2): student loan – exclud cancellation if work for charitable/educational institution

Misconceived Discharge Theory

· Gift to TP to pay for the debt ( discharge of indebtedness ( income 
· Contested Liability Doctrine: if TP, in good faith, disputed the debt amount ( subsequent settlement of the dispute = the amount of debt recognizable for tax (Zarin)
· The original debt disappears (settlement = original debt amount)

· Employer pays TP’s tax ( TP’s income (Old Colony Trust)
· §275: disallows any deduction for federal income taxes 

· §164(a)(3): deduction of state income taxes authorized 

Calculation of Gains and Losses

“Gain” and “loss” = (amount realized from disposition) – (adjusted basis) (§1001(a))

· §1001(c): realized gain/loss must be “recognized” and reflected in TP’s GI under §61

“Amount realized” = cash + FMV of property received (§1001(b))

· Including mortgage or debt discharged upon transfer – recourse or nonrecourse (Crane)
· Including abandoned nonrecourse debt (Parker)
“Basis” = cost (§1012)

· Initial borrowing is included in “basis” (Crane)
· Subsequent borrowing on equity is not included in basis (Woodsam)
· Mortgage > FMV (Tufts) or Mortgage < FMV (Crane)
“Adjusted basis” = basis as adjusted under §1016

· §1016: a long list of inclusions, exclusions, deductions or disallowances

· (a)(2): basis of depreciable property is reduced by the deduction for “exhaustion, wear and tear, obsolescence, amortization, and depletion”

· §167: depreciation of property held for TB or for investment 

Gift conditioned on payment of gift taxes = sale/gift

· Discharge of tax by a third person = income (Old Colony Trust)
· §2502(d): gift tax is paid by the donor ( if relieved, economic benefit (Diedrich)
· The donor sold to the donee for the gift tax amount ( excess over basis = income 

· Reg. 1.1001-1(e): 

· If the amount donor received > basis ( gain realized

· If the amount donor received < basis ( no loss realized 

· (Donee’s basis = gift tax or the donor’s basis, whichever is greater)

· Reg. 1.1015-4(a): donee’s basis increases by the proportion of the gift tax attributable to the net appreciation 

Non-Recognition: Illegal income
· James Rules: embezzled funds can constitute taxable income to the embezzler (Gilbert)
· TP acquires earnings, lawfully or unlawfully (§61: whatever source) + w/o an obligation to repay (not a loan) + w/o restriction on disposition (“complete dominion” by TP ( income ( TP taxable (even if not his and has to return)
· If the embezzler repays the money during the same year ( not taxed

· If the embezzler gives P notes in the same year ( taxed

· TP does not realize income:TP withdraws funds from a corp, with intention to repay, expects with reasonable certainty able to repay, believes the withdrawals will be approved by the corp, and makes a prompt assignment of assets sufficient to secure debt (Gilbert)
Non-Recognition: Exchange of Property 

§1031: exception to the recognition rule of §1001(a)
· If TP’s economic situation is in substance the same, no recognition
· §1031(a): no recognition of gain or loss from sale or exchange of; property held in TB or investment; exchanged “solely” for “like kind” property; to remain either TB or investment property
· Not applicable to: property for sale (not TB or investment), stocks, bonds, notes, securities, partnership interests
· Reg. 1.1031(b)(c): “like kind” requirement – matter of nature or character

· E.g. real estate in the city for a ranch or a farm (Reg. 1.1031(a)-1(c)) - liberal
· E.g. 30-year lease for a real estate (Reg. 1.1031(a)-1(a)) (Jordan Marsh)
· E.g. a lease for a sublease (Rev Rul 75-515)

· Personal property – only among “depreciable tangibles” or “non-depreciable or intangible” 

· NOT “like kind” if different “kind” or “class” (e.g. gold for silver)
· §1031(b): qualifies for nonrecognition despite the “boot”
· “Boot” = money/property received to make up the difference in an exchange
· Gain recognized: lesser of gain realized or amount of boot
· If TP received cash for the whole value of the property ( sale (gain/loss recognized)

· §1031(a)(3): TP must identify a like/kind property within 45 days after relinquishing TP’s property + must receive within the earlier of (a) 180 days or (b) the TP’s return due date

· If replacement acquired before the relinquishment (Rev Proc 2000-37)

· Safe harbor: the transaction must be through a qualified titleholding intermediary + final transfer within 180 days after the initial transfer to the intermediary 
Basis under §1031

· §1031(d): “substituted basis” under §7701(a)(42) – the basis of property relinquished

· (1) in a simple exchange of like-kind properties with no boot

· Basis of the property relinquished ( when disposed recognize all gain/loss 

· (2) gain is recognized because of boot

· Basis must be increased in the amount recognized (gain will not be taxed again)

· (3) of the total basis calculated, a portion of the FMV allocable to the boot must be allocated to that boot, with the remainder being allocated to the like-kind property received

· (4) if boot is paid ( amount of the boot is added to basis 

· §1031(d): adjusted basis of total property given up ( decreased by the money received ( increased in gain (or decrease in loss) ( allocate between the properties received (FMV)

Three-Party Transactions and Substance v. Form (the same as any 2-party §1031 exchange)
Involuntary conversions
· §1033: nonrecognition if compulsorily or involuntarily converted and replaced with “similar or related in service or use”
· §1033(g): rely on “like kind” standard in certain real property conversion cases
· If cash received, TP can choose to find replacement in 2 years, or recognize gain
· Losses are recognized
Gain on the Sale of a Home

§121: excludes from income certain gain on the sale or exchange of a home

· §121(a): TP must have owned and used the home as a principal residence for at least 2 in the last 5 years ending on the date the TP sold it

· §121(b)(1): the gain excluded is limited to §250K

· §121(b)(2): for married TPs filing a joint return, limit is §500K if both spouses have used 

· §121(b)(3)(A): generally cannot apply to any TP more than once every two years 

· §121(c)(2)(B): the limitation is not applicable if the sale or exchange was “by reason of a change in place of employment, health, or, to the extent provided in regulations, unforeseen circumstances”

A personal residence is neither business nor investment property under §165(c)

· The gain = capital gain

· The loss = personal 

Installment Sales – Open Transactions

Open transactions – left open (e.g. installment sales)
· If no ascertainable value, gain not recognized until actual payments exceed basis (Logan)
· Basis recovery ( all gain (max tax deferral)

· Regs. §1.1001-1(a): only in rare and extraordinary cases, property has FMV

· Mineral interests, royalty rights are usually considered to be capable of valuation

· A failure of a third party responsible for valuing is not enough 

Closed complete transactions: (FMV of future payments) – (basis) = gain now

· §453(d): TP is permitted to elect not to use the installment method

· Immediate recognition of gain unless TP can establish an “open” transaction” 
Installment payments: gradual basis allocation per real payment ( gain when received

· §453(b): “installment” = at least one payment after the close of the tax year of transaction
· §453: general rule – gains from deferred payment transactions involving investment property shall be spread out proportionately over the entire payment period 

· Basic approach – Reg. §15a.453-1(b)(2)(ii)

· §453(c): ratio of (gain)/(total expected payments) (apply to each payment 

· E.g. basis = 100K, 300K expected ( 2/3 each is gain, 1/3 recovery of basis 

· §453(d): TP is permitted to elect not to use the installment method
· TP owns a property (FMV = 300K) ( sells it to Daughter (60K over 5 years) ( D sells to Buyer for 300K ( D’s basis = sales price ( D has no gain ( TP defers tax

· §453(e): closes this loophole – requirs TP to treat the 300K as an amount realized by her at the time it is received by D

· Limitation

· §453(b)(2), (k)(1): the installment method is not available for 

· Sales of personal property under a revolving credit plan 

· Sales of publicly traded property

· Sales of inventory items by dealers in real or personal property 

· §453(l): sellers of time-share units (6 weeks or less) and residential lots (unimproved) are permitted to use the installment method 

· When payment is received they must pay the gov interest on the amount of tax deferred 

· §453A: sales of all nonfarm property where the sales price is greater than 150K

· If the aggregate face amount of the installment obligations arising from such sales exceeds $5mil, tax that is deferred on the excess is subject to an interest charge 

· §453A(d): if a TP uses the obligation to secure a loan, the loan is treated as payment of the installment obligation

· §453(i): the installment method does not apply to recapture gain

· §56(a)(6): the installment method does not apply for purposes of computing the alternative minimum tax 

· §453(f)(4): demand notes and publicly tradable debt obligations are treated the same as cash payments (FMV)

· §453(f)(3): the fact that a promise to pay is guaranteed does not transform that promise into a “payment” that must be treated as cash

· Sales with contingent payments

· Regs. §15a.453-1(c): 

· Maximum amount determined ( basis is allocated as if maximum = the selling price 

· Each annual receipt will be allocated in the same proportion that the seller’s basis bears to the maximum amount payable

· Maximum amount not determined, maximum time determined ( basis is allocated in equal annual amounts over that time period 

· No maximum or time not determined ( basis is recovered in equal annual amounts over a period of 15 years

Deferred Compensation (receipt is deferred to a future taxable year)
Employer’s mere “promise to pay” even if the promise is unqualified
· Cash-method employee not taxable (Oats)
· If the money is set aside in a trust for the employee, out of control of employer ( economic benefit ( employee taxed at the time employee pays to the trustee (Minor)
· Reg. 1.83-3(e): if unsecured or not protected from the employer’s creditors – employee not taxable (Minor)
· Look at the “risk of forfeiture” in §83: TP’s right, title, etc.
· If the employer is the beneficiary, not taxable to employee (Minor)
· Rev Rul 60-31: conventional, unfunded deferred compensation agreements would be given their intended effect for tax purposes
DEDUCTINS
Accounting: Accrual Method
· §471: requires TP engaged in production/purchase/sale of goods to use opening and closing inventories to compute the cost of goods sold
· Accrual of income is not permitted/required until goods/service have been transferred/performed – even where customers’ orders are booked and binding and sales K has been entered into at a fixed price (North Texas Lumber) – flexible rule
Recognition of expenses by accrual method TP

· The all-events test: TP’s liability to pay + amount is reasonably determinable ( recognize (Anderson)
· §461(h): the test deemed not satisfied until the year “economic performance” occurs
Advance receipts

· §455: allows deferral of prepaid subscriptions for magazines and other periodicals
· §456: allows postponement of prepaid dues received by membership organization 
“Inventory” = the balance of costs applicable to goods on hand remaining after matching of absorbed costs with concurrent revenues

· General rule: FIFO – first acquired first sold – goods left are most recently purchased
· Profits tend to be greater in a rising market

· Losses tend to be greater in a falling market (or less profits)

· Inventory is valued on the basis of cost or market – whichever is lower 

· §472: LIFO (last in first out) – available to all TPs on an elective basis since 1939

· Closing inventory are the goods of the earliest purchases
· Stabilizes income – minimize impact of price changes upon inventory valuation

· Inventory must be valued at cost 

· Profits are kept down on a rising market (produces the best results)

· Profits may appear where losses might be showing in a falling market ( use FIFO

Income from Services
H/W are entitled to file separate return, each treating half of the community income as own (Poe)
· Litigation between H and W during the life of the community discouraged

· Both H and W are agents of the community 

· Third parties need to be assured that the other spouse can’t nullify deals

The Marriage Penalty and Bonus
· Married couples in all states can file joint returns (two starts at the bottom)

· Reduction of rates for singles 
· Marriage bonus to single-earner couples

· Marriage penalty to dual-earner couples 

· Increase of the standard deduction for married couples (marriage equalization)
The Tax Base and Calculation of the Tax Payable

“GI derived from a business” = amounts received by TP (“gross receipts”) – cost of acquisition
· §75 through 85: list various items included in GI but require special treatment 

· Identify certain receipts excluded from GI 

· §101 through 127: exclude from GI 

· §103: interest on state and local bonds (municipal bonds)

· §104(a)(2): tort recoveries for personal injuries 

AGI = GI - §62 exclusions 

Taxable income = AGI – (§63 deduction: personal exemptions + standard/itemized deductions)

· Personal exemptions: $3050 per person in 2003 (adjusted for inflation)
· “Deduction” = reduces taxable income ( reduces the tax payable on that amount

· Standard deduction (taxed at 0% for that amount): 

· $7950 for a married couple or surviving spouse, $7000 for a head of household, $4850 for a single person

· Some extra deduction for TPs over 65

· To avoid the nuisance of keeping track the itemized deduction 
· To ensure that people with incomes below a certain level pay no tax

· Itemized deductions: may be claimed only by TPs who forgo the standard deduction

· Mortgage interest, state income and property taxes, casualty losses above 10% of AGI, medical expenses above 7.5% of AGI, charitable contributions, certain biz expenses of employees above 2% of AGI

· §68 limitations: reduced by 3% of AGI over the threshold amount 

· §68: medical expenses and casualty losses (both subject to independent percentage limitations) are exempt from reduction 

Offset the tax with tax credits (= direct offset to the tax)
Business Expenses = the costs incurred by the TP in earning GI 

· Nondiscretionary – the income is conditioned on the outlay

· §162(a) and §212: deduction for ordinary expenses from TB or investment 

· §262: disallows all “personal, living, or family expenses”

Personal and dependency expenditures = TP elects to make of the wealth that she has earned

· §63: personal and dependency exemptions are available in addition to standard deduction 

· §§151, 152: every TP can deduct a $3300 TP, spouse, and each dependent
· §151: grants each TP a deduction for a personal exemption (annually adjusted for inflation)
· §151(b):

· If a joint return is filed by a married couple, there are 2 TPs ( 2 exemptions 

· If a married individual files a separate return, 1 for TP and another for the spouse if no gross income and not another’s dependent

· §151(d): phased out (reduced by 2% for each excess $2,500 of AGI ($214,050 if married)

· §151(e): an exemption for each qualified dependent of the TP – dependent must:
· (1) be related to TP by blood, marriage, or adoption (§152(a)(1)-(8)), or meet requirements of §152(a)(9)

· (2) derive more than ½ of support from TP; and

· (3) have GI of less than the exemption amount for the year dependency is claimed 

· Inapplicable if the dependent is the TP’s child, is either under 19 or a student under 24, and if married, does not file a joint return with his spouse 

· A child of divorced/separated parents is dependent of the custodial parent, provided only that the parents together furnish more than ½ of the child’s support (custodial parent can waive the deduction in favor of the noncustodial parent (§152(e))

· (1) large involuntary and unexpected outlays (e.g. medical expenses, casualty losses)
· (2) encouraged outlays (socially desirable behaviors) (e.g. charity, mortgage, local prop tax)
· (3) state and local taxes (income taxes or sales taxes – not both)
· (§275: federal income taxes are not deductible in any event)

Tax Credits
Credit for the Elderly and the Permanently and Totally Disabled

· Designed to equalize the tax burden on those over 65 receiving social security benefits and those who provided for their own retirement with pension, annuities, or other investments

· §22: a credit for retirement income (15% of $7500 joint AGI)
· §22(d): reduces the “section 22 amount” by half as income rises above $7500 (single persons), $10K (joint returns), or $5K (separate return filed by married individual)

· “Disability” = 12 months of no “substantial gainful activity”

Credit for Adoption Expenses

· §23: provides a credit for adoption expenses up to $5K (or $6K if with special needs)

· Phased out as income rises above $75 ( fully phased out above $115K

Child Tax Credit

· §24:  for each dependent child under age 17 at the close of the taxable year 

· $700 in 2005, $800 in 2009, $1000 in 2010 ( revert to $500

· Refundable under limited circumstances (§24(d))
· Qualifying child = related by blood, adopted or step child, under 17, more than half support, live with TP

· Phaseout completely at $150K (single) and $115K (married)

Child Care Tax Credit

· §21: working couples with children (and single parents) can take a partial credit against tax for childcare and housekeeping expenses 

· Related to your work 

· Credit of 35% on 3K of expenses for single child, 6K for 2 or more children

· Reduction of 1% for each 2K of AGI over 15K

Credits, Phaseouts, and Effective Tax Rates

· Reduction of credit is functionally equivalent to the imposition of a tax

Earned income credit §32 (negative income tax)
· Percentage of “earned income” for working poor (wages – pensions or annuities)

· If childless, between 25 and 65 of age 

· Rises as income rises – wage subsidy – up to the ceiling amount 

· Denied if investment income (interest, dividends, or capital gains) exceeds $2800

· “Refundable” credit – results in payments from the gov to individuals (wage subsidy)

· Results in a significant “marriage penalty” – available to single people and couples 

· Disallowed for 10 years if TP commits fraud, 2 years after reckless claim

Personal Deductions (subtract from AGI to arrive at taxable income)
§63(c)(4): the amount is adjusted annually to reflect inflation

· Reduced once AGI rises above a certain threshold amount (adjusted annually)

§68: itemized deduction will be reduced by 3% of the excess of AGI over the threshold amount 

· The loss cannot exceed 80% of the otherwise allowable itemized deductions
· Deductions for medical care, casualty losses, and investment interest expense are not subject to the limitation

Personal Deductions: nothing to do with the production of income

Casualty Losses (§165)
· §165(c)(3): losses from “fire, storm, shipwreck, or other casualty, or from theft”

· Limits losses over 10% of AGI after reduction by $100 for each individual loss 
· Reg. 1.165-1(b): a loss must be both “evidenced by closed and completed transactions” and “fixed by identifiable events” (theft – on discovery)
· Nature of the occurrence leading to damage (Chamales)
· “Suddenness” (not like termite damage, or property value decrease)
· Excludes progressive deterioration or by pet (Dyer)
· Nature of the damages (Chamales)
· Some course – only physical damages (nothing in the rule or Reg)
· Directly caused by the casualty (Chamales)
· Excludes: vicissitudes of the market, temporary fluctuations in value

· Disallow if it would frustrate national or state public policies (Blackman)
· Conviction is not essential to deny deduction
· Negligence of TP is not a bar to deduction

· Gross negligence of TP bars a casualty loss deduction (Blackman)
· TP may not knowingly or willfully sit back and allow himself to be damaged in his property or willfully damage the property himself

· §165(h)(4)(e): losses covered by insurance allowed only if a timely claim was filed 

· Calculation: lesser of

· (FMV before the casualty) – (FMV after the casualty), or

· Pre-casualty adjusted basis: (cost) – (the loss) (§1016)

· (Can never get more than the adjusted basis)

· (Subtract amount received from the insurance)

· §165(h): annual aggregate casualty limitations on losses

· Gain > losses (casualty losses offset casualty gain)

· Reimbursement beyond basis NOT taxable (e.g. bought a car for $2K, got $3K from insurance ( no need to declare the extra $1K)

· Loss > gain (deductible only if they exceed 10% of AGI)
Extraordinary Medical Expenses (TP, spouse, dependents)
· §213(a): medical/dental expenses are deductible to the extent that hey exceed 7.5% of AGI

· §213(d): “medical care” = diagnosis, prevention, non-cosmetic treatment, reconstructive cosmetic care, transportation, travel lodging, insurance premiums (BOP on TP)
· If TP would have pay for the service anyway ( no med expense (Taylor)
· Depreciation of a car is not “amounts paid” ( no med expense (Henderson)
· Because of loss of service by wife ( no med expense (Ochs)
· Direct costs of me treatment (( inevitable increase in living cost 

· Rev Rul 87-106: a list of expenditures that are fully deductible “when made for the primary purpose of accommodating a personal residence to the handicapped condition” of TP, spouse, or dependents who reside there(pp. 359)

· §213: the costs of long-term care for the “chronically ill” including the cost of “maintenance or personal care services” if provided by a “licensed health care practitioner” are treated as medical expenses

· Including premiums paid for insurance for such care

· Subject to certain dollar limits 

· §162(1): allows deduction of health insurance premiums paid by self-employed people 

· §213(d)(1)(C): medical insurance premiums are deductible 

· §220: Medical Savings Account – withdrawn tax free from the trust account 

· Leftover funds can be accumulated and withdrawn as retirement income at age 65

· To encourage small biz to provide relatively inexpensive high-deductible insurance

Charitable contributions

§170(a)(1): itemized deductions “charitable contribution” (exemption from AGI – not §62 deduct)
· Individuals – not just pledged but actually paid – even on accrual basis TPs

· Corporate - §170(a)(2): board authorization if paid before 15th of the 3rd months after the close of the tax year
§170(c): “charitable contribution” = a contribution or gift to or for the use of certain enumerated eligible donees (definition of eligible donees)

· US and any political subdivisions of it

· Any of the states

· Organizations that are “organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes”

· §501(c)(3): identical language 

· “or” doesn’t mean it – must be charitable (Bob Jones)
· The activity of the organization must be consistent with public policy (Bob Jones)
· Veterans organizations

· Fraternal-lodger organizations (only to be used for charitable purposes)

· Cemetery companies 

· Generally, must operate on a nonprofit basis, and none of their profits can “inure to the benefit of any private shareholder or individual”

· The organization’s own immunity from taxation on receipts from donors, investments, and activities is determined by §§501 et seq.

· Many tax exempt organizations under §501 do not meet §170(c) (e.g. pension plans, social welfare groups, labor unions, social clubs, chambers of commerce)

· If an organization engages in lobbying, it may lose its status as an organization to which tax-deductible contributions may be made, though it may remain exempt from taxation (§§170(c)(2)(D), 501(c)(3), 501(h))

· §527: separate and detailed rules for the tax treatment of political organizations

· §170(b)(1)(A): indiv TP – limit to 50% of the “contribution base” (§170(b)(1)(F): = AGI) 

· §170(b)(2): corp TP – limit to 10% of taxable income 

· (C) any NOL carryback under §172 excluded from taxable income
· (D) any capital loss carryback under §1212(a)(1) is excluded from taxable income 

· §170(b)(1)(B): limits individual contributions to other organizations (private foundations) 

· (i) 30% of TP’s contribution base for the taxable year, or (ii) excess of 50% of AGI
· If TP makes gifts that exceed any of these limits, the excess my be carried over to the succeeding 5 years (§§170(d), 170(b)(1)(B), 170(b)(1)(C)(ii), 170(b)(1)(D)(ii))

Contribution of capital gain property
· LT capital gain property: full FMV deducted (no tax on the gain, fully deduction)
· ST capital gain property: limited to TP’s basis in the property 
· §170(e)(1): limit on the deductibility of the value of tangible personal property 

Gift with Private Objectives or Benefits

· A charitable contribution must be exclusively for public purposes (Ottawa Silica) (Singer)
· “Substantial benefit” received for a contribution ( quid pro quo ( no deduction 

· The donor may received, as a member of the general public, incidental benefits of the contribution (benefits general public) (Ottawa Silica)
· Factors: donor’s intent (sub/ob), nature of transaction, appraisal of benefits/donation, nexus b/w donor’s biz and the benefit (DeVal)
· Non-biz related deduction for a charitable contribution = (payment) – (value received)
· E.g. $15 worth CD purchased for $50 for charity ( $35 deduction

· The amount reduced is the value to the donor 

· §6115: requires charity to inform donor that the entire amount is not deductible and provide a “good faith estimate of the value received” for any quid pro quo contribution over $75 (low compliance)
· §1001(b): basis of property given to the charity (if deduction is allowable under §170)

· Basis of property to donor = real basis x (amount received / FMV)

Substantiation requirement 

· For gifts of property with a value greater than $5K (10K of nonpublicly traded stock)

· Not required for publicly traded stock 

· The donor must obtain a qualified appraisal (from an independent person) and attach to his or her return a signed appraisal summary 

· If the donee sells the property within 2 years of receipt, must report the selling price and identify the donor 

· §170(f)(8): claim over $250

· TP must substantiate the deduction with a written acknowledgement by the donee 

· Include FMV of any services/goods provided by the organization in return for the donation

· §170(f)(8)(D): the donee organization is permitted to file with the IRS a form containing the information that otherwise is required to be supplied to the donor 

· If over $5K, must comply with both of the above 

Collegiate Athletics

· §170(1): allows a deduction for 80% of any amount paid to an “institution of higher learning” if the deduction would be allowable “but for the fact that TP receives (directly or indirectly) as a result of paying such amount the right to purchase tickets for seating at an athletic event in an athletic stadium of such institution” 

Religious Benefits and Services

· Donation for training program = quid pro quo (not deductible

· Portion of the school day that was allocated to religious education ( not deductible (administrative problem: doesn’t want IRS to inquire into religious versus secular benefit)

Volunteers – contribution of services – Reg. 1.170A-1(g)

· Contribution of services is not deductible

· Unreimbursed expenditures can be deductible

· E.g. required non-general uniforms, out-of-pocket transportation expenses, away from home meals and lodging

Transfers Incident to Marriage and Divorce: Recognition Issue

Property Settlements: Transfers Incident to a Divorce or Separation Agreement

· §1041: no gain/loss recognized on transfers of property b/w spouses or incident to divorce

· (b): substituted basis for the transferee (like gift) – governed by §1041 exclusively

Alimony: §1041 + §71(b)(1) – only cash transfers

· Payor: deductible (§215, §62(10) – no need to itemize), payee: taxable (§71(a))
· This arrangement cannot be changed by agreement (§71(b)(1)(B))

· Paid in cash, for the spouse’s legal support obligation, paid at regular intervals, likely to continue only until the payee’s remarriage 

· Payor unaware of remarriage – taxable to payee but payor cannot deduct

· Payor knew of remarriage, kept paying – gift (§102)

· §71(b)(1)(A), 71(b)(2): payments under an “instrument” of divorce or separate maintenance (no oral agreements, no unmarried couples)
· §71(b)(1)(C): parties live in separate household 

· §71(b)(1)(D): payments cannot continue after the death of the payee spouse

· Alimony and maintenance are support of the payee spouse

· §71(c): the payments must not be for child support 

· §71(f): only payments that are substantially equal for the first 3 years will be treated as alimony (requirement of “periodicity”)

· If front loaded in the first year, considered property settlement

· In 3rd year, recapture the excess of the average of 2nd- and 3rd- payments plus 15K

· Recapture is not required if either party dies or the payee remarries

·  (§1041: if property, no recognition or deduction)

Child support, property settlement (payor: taxable, payee: not taxable)

· If the child lived with payor, the cost of raising a child is not deductible 

· There is an incentive to treat child support as alimony due to tax deduction of the payor (assuming payor is in the higher bracket)

Ante-nuptial Settlement 

· Exchange of consideration (e.g. W’ promise to marry (( H’s gift to W) = sale (Farid)
Interest (paid for use of other people’s money)
§163(a): deduction for interest paid or accrued (prepaid interest presumably has to be capitalized) 

§163(h)(1): disallow all “personal interest” 

§163(h)(2)(D): personal interest on a home mortgage is deductible if “qualified residence interest”

· §163(h)(3): “qualified residence interest” 

· (1) “acquisition indebtedness” – debt incurred to buy, build, or improve a personal residence, and secured by the residence (§163(h)(3)(B): a limit of $1mil)
· (2) “home equity indebtedness” – any debt secured by a personal residence (can be used for any purpose, not just for home)
· §163(h)(3)(C): a limit of $100K, or < FMV of residence (may exceed basis)

· §163(h)(4)(A): “qualified residence” – principal residence and 1 other place 

§163(h)(2): other interest not incurred for business or investment nondeductible “personal interest”

· Reg. 1.163-8T: interest generally is allocated according to the use of the loan proceeds

· Used for personal purposes – personal interest

· Reg. 1.163-8T(c): the loan may be secured by biz property – irrelevant

§221: allows a deduction for interest on indebtedness used to pay higher education expenses of TP, TP’s spouse, or a dependent 

§265(a)(2): disallows interest on the loan incurred to buy tax-exempt municipal bonds  

§264(a)(2): disallows interest on the loan incurred to buy a single-premium insurance or annuity K 

§163(d): limits the deduction of “investment interest” to an amount not in excess of the TP’s investment income (can be carryforward)

Taxes

§164: deducible taxes: state and local income taxes; real property taxes; state sale tax (if elected instead of state income tax – §165(b)(5)(A))

§164: nondeductible taxes: user fees (e.g. sewer fees, state college tuition, state park user fees); federal taxes (income, estate); employee social security taxes 

Deduction

Full: trade of business (e.g. salaries) (§162)

· §162(a): ordinary and necessary expenses paid/incurred in carrying on TB

· Above-the-line deductions 

· §67: deduction claimed by “employees” under §162 subject to 2% of AGI floor 
· Reg. 1.162-2(c)(4): avoid application of §67 by §62(a)(2)(A) reimbursement or other expense allowance arrangement with the employer ( full above-the-line deduction (no need to itemize, just not count in GI)

· (1) whether an expense was “ordinary and necessary” (e.g. travel, convention, etc.)
· Infrequent is okay, directly in the conduct of business (Gilliam)
· (2) whether an expense was a current expense or a capital investment 

· (3) whether an expense was incurred in business or for personal reasons 

· Child-care are treated as personal (disallowed under §262)

· Home-to-office commuting is personal (disallowed under §262)

· Office-to-office commuting is business (allowed under §162)

· §212: expenses of generating income from sources other than TB (investment)
· §67: 2% AGI floor on miscellaneous itemized deductions

Partial: hobby (§183: if more than 2% of AGI in §67)

· §183: not primarily for profit (hobby) ( partial deduction 

· 2-prong test for profit motive (Nickerson)
· Subjective bona fide expectation (sincerity over realism)

· §183(d) creates a presumption of bona fide profit motive when profit is realized 3 out of 5 consecutive years (rebuttable presumption)

· Objective facts and circumstances (Reg. 1.183-2(a): more important) 

· Reg. 1.183-2(b)(1)-(9): 9-factor test (no one is determinative)

· (1) manner in which TP carries on the activity

· (2) the expertise of TP or advisors

· (3) the time and effort expended by TP 

· (4) expectation that assets may appreciate in value

· (5) the success of TP on other similar or dissimilar activities

· (6) TP’s history of income or losses from activity (relevant but little weight – sometimes large expenditure is necessary)

· (7) the amount of occasional profits, if any

· (8) the financial status of TP

· (9) elements of personal pleasure or recreation

· Reg. 1.183-1(c): TP’s characterizations generally accepted

· BOP on TP to prove that their primary purpose is to make profit 

· §183(d): presumption of profit motive (GI in 3 of 5 years) overcomes the normal presumption of correctness of the Commissioner’s determination

None: personal, living, or family expenses (§262)

· §262: no deduction shall be allowed for personal, living, or family expenses 

Renting Homes (§280A)
§280A(a): no deduction from the use of residence 

§280A(c): list of exceptions (deductible)

· §280A(c)(3): rental use of the dwelling unit ( §280A(e): allocate by the number of days 

Rental of “Residence” (§280A) – TP wants less “personal use” more “business” use to deduct 

“Residence” if used by TP for more than a specified amount of time for personal purposes

· §280A(d): greater of 14 days, or 10% of the number of days during the year for which the unit is rented at a fair rental (§280A(d)(1))

· (1) not used at all for personal purposes (all for-profit) ( deduct expenses (e.g. repairs, utilities, etc.), depreciation, interest, and taxes 

· Subject to limitation on deduction of passive activity losses (§469)

· (2) used for personal purposes for less than the specified amount of time ( §280A(a) does not apply (not “residence”) ( §280A(e): only on a pro rata basis 

· Subject to §469 passive activity loss 

· If a profit motive is lacking, the interest becomes “personal interest” – not deductible (§163(h)(1), (3), (4)(A))

·  (3) §280A(g), (b): if “residence” and rented less than 15 days ( excludes rental income and may not claim deductions other than for interest and taxes (de minimis – deemed non-profit)

· (4) if “residence” and rented more than 15 days ( §280A(e): expenses other than interest and taxes must be pro rated ( deductions are limited to the rent received less the allocable share of the interest and taxes (§280A(c)(5)) (deduction for for-profit party, limited)

· Comparable to §183(b) – limits deductions for hobby activities to the income from the activity (Reg. 1-183-1(d)(3))

· §280A(d)(2): “personal use”

· (2)(A): by TP, TP’s family members, or anyone with interest in the property 

· Rented below FMV (no need to be related to TP)

· Any partial owner- anyone with ownership interest

· Someone swapping places with TP

· Not personal residence if rented to relative (§280A(d)(3)), TP occupies to repair
· Deductible expenses:

· Maintenance, utilities, depreciation, rent, phone, fax, copier, etc.

· Property taxes: allocated between

· Above-the-line for income production (§62(a)(4))

· Below-the-line as itemized for remainder 

· IRS: % of the day used/rented

· Court: % of the days in year 

Home Offices (§280A)

§280A(a): general rule is to deny deductions for any use of a home for business purposes 

§280A(c)(1): certain biz use is deductible if exclusively used on a regular basis
· §280A(c)(1)(A): as the principal place of business for TP’s trade or business – BOP on TP 

· “Principal place of business” – Soliman Test (Popov)
· (1) relative importance of activities performed (point of delivery weighed)

· (2) time spent at each place 

· §280A(c)(1): includes a place used by TP for the administrative or management activities of TP’s TB if no other fixed location 
· “Trade or business” (Moller) 
· “Investors” (§212) do not qualify – must be “traders” under §162
· (1) TP’s investment intent (e.g. intent to profit, short-term investment)
· (2) nature of the income derived (dividend or from sales)

· (3) frequency, extent and regularity of transactions (daily, fully time)
· §280A(c)(1)(B): used by patients, clients, or customers in the normal course of TP’s TB
· §280A(c)(1)(C): separate structure (if employee, must be for the convenience of employer)
· §280A(c)(2): inventory storage at home
· §280A(c)(3): rental use (§280A(c)(6): not deductible if rented to TP’s employer)
Child Care Expenses 
§262: include all personal, living, and family expenses (even if childcare enabled TP to work Smith)
§21: childcare credit

· §21(c): a percentage of the amount spent for household services up to $3K for one child and $6K for two or more children
· §21(a)(2): phase-down from 35% to 20% of expenses as income rises above 15K

· §21(a)(1), (b)(2)(A): the “qualifying individual” must be in the same household

· §21(d)(1)(B): the expenses must not exceed the lower earner of the married couple 

· §21(c): the amount of childcare expenses that can be used to calculate §21 tax credit is reduced by amounts paid through DCAP (§129)

§129: employer can provide to employees, free of tax, up to $5K/yr for childcare expenses through DCAP (a dependent care assistance program) (part of a §125 cafeteria plan)
Entertainment Expenses (§162 limited by §274)
Employer: cost of employee travel is deductible (as biz expense or as salary)
Employee: biz trip – deductible (§162), non-biz trip – includible (§61, §262(a))

§162(a): deduct all the ordinary and necessary expenses paid/incurred in carrying on any TB
· Reg. 1.162-2(a): only expenses reasonable, necessary, and directly attributable to TP’s TB 

· “Ordinary and necessary” expenses for TB – if pleasure trip, not deductible (Rudolph)
· Reg. 1.162-1(b)(5): meals are deductible under §162 when “O&N biz exp”
· TP would not have paid for it if not for the biz benefit (Moss)
· TP enjoys the meal less than the cash equivalent (because of biz)

· TP can deduct the whole price if “different from or in excess of that which would have been made for the TP’s personal purposes”
§274(a)(1)(A): no deduction for entertainment, amusement, or recreation – unless TP shows that it was (in addition to the basic requirements of §162 for travel and entertainment):
· Directly related to the active conduct of TP’s TB, or
· Directly preceding/following a substantial and bona fide business discussion associated with the active conduct of the TP’s trade or business (Danville Plywood)
· Reg. 1.274-2(c)(3): not just for goodwill – not all exp. must be biz-related, need not have the predominance of biz conversation 

· Reg. 1.274-2(d)(1)(2): payment for spouse of biz target is deductible

· §274(m)(3): employee’s spouse – no deduction unless with business purpose 

· Reg. 162-2(c): an incidental service insufficient (Danville Plywood)
· §274(n): meal and entertainment expenditure

· 50% deductible + 50% personal use 

· 100% deductible if de minimis fringes of §132 or employer reimbursements

· §274(a)(3): no deduction for membership in any club organized for business, etc.

· Substantiation requirements (amount, time, place, biz purpose, biz relationship)
· Exceptions: 

· Reg. 1.274-5T(c)(2)(iii): under $75 for non-lodging

· Reg. 1.274-5T(f)(2): employee substantiated for employer reimbursement

· Reg. 1.274-5T(g): employee fixed per diem meals if all substantiation met 

Commuting Expenses (§162)
§162(a): deduct all the ordinary and necessary expenses paid/incurred in carrying on any TB
including §162(a)(2): traveling expenses (transportation, meals and lodging) while away from home in the pursuit of a TB 

· Must be a reasonable and necessary expense (an easy prong)

· Must be necessary or appropriate to TB (unnecessary personal choice Flowers)
· Must be incurred in “while away from home” – overnight (Hantzis)
· Lived and worked in the same place ( always at home

· Constantly on the move due to work ( never away from home

· Exception to §162(a)(2): “temporary” second place of business ( deduct (Peurifoy)
· The employment is less than 1 year, and not indefinite or permanent 

· TP must have biz connection with both places – “business exigencies”

· E.g. TP expected 6 months and completed in 10 months ( deductible

· E.g. TP expected 18 months, completed in 10 months ( not deductible

· E.g. TP expected 9 month, after 8 months asked remain for another 7 months ( first 8 months are deductible, the rest is not deductible (indefinite) 

· Must be incurred in pursuit of business (personal choice insufficient Flowers)
Commuting from home to work is not allowed no matter how far the commute is (Flowers)
· Rev. Rul. 99-7: daily home-to-work commuting is deductible IF:

· Temporary work location + outside metropolitan area where lives/works normally 

· Temporary work location + multiple regular work locations in the same TB, away from residence
· TP’s residence is her principal place of biz + work location is in the same TB 

Moving expenses (§162)
· §217: moving expenses (§217(b)) of TP whose new job would add at least 50 miles to his commute (§217(c))

· Not subject to §67 2% AGI floor (§62(a)(15): above-the-line deduction)
Clothing expenses (§162)
· Deductible under §162(a) if (Pevsner)
· Required as a condition of employment

· Not adaptable to general usage (objective test – general opinion)

· Not so worn 

Legal expenses (§162, §212)
· “Origins” Test: what is the origin of the legal dispute? (divorce ( not deductible Gilmore)
· Applicable to both §162(a) and §212

· Reg. 1.212-1(m): expense not deductible because investment property must be used or sold for the purpose of satisfying liability 
Education expenses (§162)
· A currently employed TP is allowed to deduct the cost of college courses directly related to the duties of his employment (Carroll)
· Reg. 1.162-5: a set of objective tests (BOP on TP) 

· Deductible – to maintain or improve skills required by employment  ((a)(1))

· Deductible – to meet the express requirements of employer or legal requirements imposed as a condition to retain an established employment relationship, status, or rate of compensation (Reg. 1.162-5(a)(2))

· No deductible – to meet the minimum educational requirements for qualification in  (Reg. 1.162-5(b)(2)(i))

· No deductible – to qualify in a new trade or business (Reg. 1.162-5(b)(3)(i)) (e.g. preclude deduction for law school)

· §274(m)(2): travel as form of education – not deductible 

Cost of Earning Income (§162) – Capitalization (§263, §263A) – match expenditure/income 
Current expenses: current cost of doing business to offset current income (e.g. salary) ( §162
· Match expenditure with income ( cost recovery of expenses 

· Reg. 1.162-12: deduct cost of developing farms, orchards, and ranches 

· Farm for profit (e.g. tools, feed)

Capital expenditure: cost of assets that have a useful life of more than a year 
· Investment ( capitalize ( basis recovered upon sale or depreciation/amortization
· 263(a): forbids the immediate deduction of “capital expenditures” even if ordinary and necessary business expenses (Encyclopedia)
· Expenses must be capitalized if they are incurred in creating a capital asset

· Exception: where expenditure for series of assets of complex allocation – all current 

· Property applicable (capitalize)
· §263(a)(1): buildings, permanent improvements, betterments to increase the value of any property or estate 

· Property not applicable (need not capitalize)

· 263(a)(1)(B): research and development costs (immediate deduction) (§174)

· “Research or experimental” – patent, formula, pilot models

· Intent is to reduce uncertainty on product being developed/improved

· Nondeductible: ordinary testing or inspection, consumer surveys 

· 263(a)(1)(D) + Reg. 1.162-12: cost of developing farms, orchards, and ranches 

· Capitalize machinery, equipment, building, and land 

· §263(h): costs incurred by freelance writers, artists, and photographers

Uniform Capitalization Rules (§263A)

· Property applicable (capitalize)

· §263A(b)(1): property created by TP (exclude if for personal use §263A(c)(1))

· Include all manufactures
· All costs of manufacture (e.g. insurance on the plant) added to the cost of inventory ( deduct when inventory sold (Reg. 1.263A-1(e))
· Treatment facilities: useful life beyond 1 year + constructed real or tangible personal property ( capital expenditure (future benefit test) (Rev Rul 94-38)
· §263A(b)(2): property acquired for resale (property subject to §1221(a)(1))

· Except for TPs whose annual gross receipt less than §10mil

· Property not applicable (need not capitalize)

· Reg. 1.263A-1(e)(iii)(A): marketing, selling, advertising, and distribution costs 

· Reg. 1.263A-1(e)(4): marketing/advertising costs, general and administrative expenses unrelated to sale or production
· §263A(c)(1): property used other than for TB or investment

· §263A(c)(4): expenses incurred under a long-term contract 

· §263A(c)(2): research and development costs (immediate deduction) (§174)

· §263A(b)(2)(B): exclude retailers/wholesalers if annual gross receipts < $10mil 

(1) INDOPCO Decision – expenses for non-identifiable asset with long-term benefits – capitalized 
· Capitalize if: overall biz benefit beyond 1 year + benefits more than incidental or indirect

· (Treasury has abandoned this for lack of certainty and clarity necessary for sound administration)

· Court: expensing allowed for routine or common transaction of recurring nature and some indirect benefits (capitalize if officers specially hired for capital work)

(2) Repair and maintenance (“before-and-after” test)
· §162(a): ordinary and necessary ( repair is current expense (Midland Empire)
· Reg. 1.162-4: repair or capital expenditure

· “Repair” = to restore to a sound state or to mend ( current expense

· To keep the property in an ordinarily efficient operating condition

· Does not add to the value of the property

· Does not appreciably prolong property’s life 

· Soil remediation and ongoing treatment: restoring to pre-contamination condition ( current expense (before and after test) (Rev Rul 94-38)
· Replacement, alterations, improvements, additions ( capital expenditure 

· Prolong the life of the property

· Increase its value

· Make it adaptable to different use

· “Ordinary” – common and accepted means of defense against disaster 

· The situation is unique in the life of the individual, but not in the life of the group, the community of which he is a part (Welch)
· “Necessary” – appropriate and helpful (doesn’t mean you had to do it)

· Reg. 1.161-1: if a §165(a) deduction is allowed, §162 deduction for repair should be denied 

· §165(a): casualty loss – must be “realized” (some identifiable event)
· §1016(a)(1): reduce basis by the recovery ( increase basis by repair 
· §198: deduct an expenditure that otherwise must be capitalized if it’s incurred to abate or control of hazardous substances at a “qualified containment site” (= a site w/in census tract w/ more than 20% poverty rate)

(3) Isolated cost or part of a plan test

· E.g. asbestos present since the beginning ( no restoration to go back (Northwest Corp)
· If incurred separately or unexpected ( deductible under §162(a)
· If part of a plan of rehabilitation ( capitalize under §263

Goodwill and Other Intangible Assets 

· Current expense to maintain or prevent a loss of existing goodwill - §162(a) deductible 
· Even if extraordinary circumstances (Dunn – paid for former prez debt from gambling) (Eakes – repayment of debt of a liquidated corp to maintain goodwill)

· No current deduction to acquire goodwill for a new biz (Welch)
· §197: 15-year amortization of goodwill acquired through purchase 
· Self-created goodwill is still unamortizable (indeterminate life)

Job search

· General investment search not deductible (personal) (Rev Rul 77-254)

· Specific business target amortizable (§195) (expensed as a loss if not purchased (§165(c)(2))

· General job search no deduction (Reg. 1.212-1(f))

Education Incentives (§25A, §222, §530, §221))
§25A: Hope Scholarship credit and Lifetime Learning credit (for TP who pays the bill)

· Primarily for the benefit of middle-income families (phased out)

· The Hope Scholarship credit (100% for first $1K, 50% for next 1K of tuition and fees)

· For the first 2 years of college

· Per student basis (each eligible student in the family)

· Nonrefundable credit 

· The Lifetime Learning credit (20% of tuition and fees up to $10K – max 2K)
· Unlimited number of taxable years (available for grad and undergrad)
· Per TP basis (no matter how many in college in a year)

· Cannot claim both credits for the same student in the same year 

§222: parents who incur “qualified higher education expenses” for children can deduct up to $4K/yr tuition and costs (above-the-line ( available even if TP does not itemize)

· Cannot use this with $25A for the same student in the same year 

§530: Education IRA (elementary, secondary schools, college)
· Parents can contribute up to $2K/yr to a tax-favored investment account set up to fund the beneficiary’s future tuition, books and room and board expense 

· Contributions are not deductible

· Earnings and future distributions for qualified education expenses are tax exempt 

· Must choose this or §25A but not both 

§221: borrowers of student loans may deduct from GI of $2500 annually on loans used to pay education expenses of TP, spouse, or dependents

· Above-the-line from GI 

Prepaid Expenses (insurance premiums, rents, compensation)
Currently deductible to the extent the “asset” or service is exhausted ruing the taxable year
· The unused portion: prorate, or amortize over the year to which benefit relates
§461(g): requires cash-method TP to capitalize all prepaid interest and to deduct such interest ratably over the period of the loan
Bad Debts

§166: debts that become worthless during the taxable year are deductible from GI
· Reg. 1.166-1(c): “bona fide debt” = D-C relationship, unconditional promise to repay, interest, valid and enforceable obligation
· Reg. 1.166-1(e): prior inclusion in income required for unpaid wages, rents, etc.
· Cash method TP: no prior inclusion

· Evidenced by a security ( §165(g) loss
· Reg. 1.166-2: “worthless” debt = all facts and circumstances considered

· Value of collateral – if lots of collateral, may not be worthless

· Financial condition of D

· Inability to receive satisfaction on execution of judgment

· Forgiveness or cancellation (is it a gift?)

· No lawsuit or judgment is required (need not have court declare debt worthless)

· Reg. 1.166-5: biz v. nonbiz debt distinction

· Business (corporation TP)
· Partial or whole worthlessness

· Can offset ordinary income

· Non-business: investment management and personal (promoter for the corp)

· Only allowed if totally worthless

· §166(d): loss = ST capital loss (offsets capital gains + $3K income
Deductible Individual Losses (§165(c))
Losses sustained (i.e. realized), without compensation for the loss
· §165(c): limited to losses incurred in TB or investment, or casualty (no personal loss)
· If not casualty, profit-making motive necessary (Gevirtz)
· Personal occupancy of real estate is inconsistent with profit-making motive
· If the realization could produce taxable gain, deductible loss (Weir)
· Rented (however briefly) ( profit-making

· Unsuccessful attempt to rent ( not profit-making 

Depreciation for TB/Investment Property 
Offset TP’s original investment against the GI in future ( TP’s next taxable income = revenues
· §167(a): deduction for exhaustion, wear and tear (incl. obsolescence)

· Property used or held for TB or investment 

Land is not depreciable (not a wasting asset)

Intangibles (§197(d): goodwill, going concern, workforce, patent, customer base, etc.)

· Useful life: 

· §197(e)(4): if “purchased” – 15 years

· When acquired more than one asset in a transaction ( allocate FMV basis

· If self-created ( no amortization (indeterminate life)

· Method of allocation: Straightline Method (§167 – ineligible for §168)
· E.g. ueful life of 5 year ( 20% per year

Tangibles (§168)
· Useful life (§168(e)(3)) (§167: depreciable only if definite and predictable)
· 5 years – automobiles, computers, typewriters, copiers, 

· 7 years – office furniture, fixtures and equipment, RR tracks

· Begins when the property is “placed in service” not when acquired 

· Salvage value (§168(b)(4): = $0 (favors TP)
· Method of allocation: Accelerated Method  

· §168(b): Declining Balance Method (a type of accelerated methods):

· Determine straightline percentage ( increase this by a factor 

· 200% declining balance for 3, 5, 7, and 10-year property

· 150% for 15 and 20-year property 

· Shifts to straightline when it produces larger deductions

· First year – half the rate of the full year 

· More deduction early on (favors TP)

§1016(a)(2): basis is reduced if depreciation is allowable even if the deduction is not taken 

Sinking Fund Method: increasing deductions over time

· Not practical – hard to know what the anticipated present value is

· Only used in economic forecast

“Legitimate Tax Reduction, Tax Avoidance, and Tax Shelters

“Tax shelter” = invest unrelated to TB/investment + certain to produce tax loss + no economic loss
· Deferral – pushing the income into the future by incurrent current cost

· Conversion – from ordinary income to tax-favored income

· Tax arbitrage – incur expenses deductible to generate income that is tax favored – create a tax loss in excess of any economic loss 

· E.g. overvaluation + nonrecourse debt ( get depreciation ( default on the loan (gain from discharge of debt less offset by the gain from deferral)

Though legal, sham transactions w/o economic substance is not Congressional concern (Knetsch)
· Factor: Congressional intent – is the transaction a type Congress was concerned about?
· E.g. corp liquidation to avoid tax on dividends ( §112(g) is for transfer made “in pursuance of a plan of reorganization” ( outside plain intent of the statute (Gregory)
· E.g. fire sprinkler leased ( disregard form for substance ( sale (Starr’s Estate)
Tax attorneys write tax opinion (more likely than not upheld)

· TP who rely on tax opinions are protected against penalties, even paid for the opinion
· Tax shelter opinions must:
· Factual inquiry for reasonable belief of the truth, short of an audit

· Identify and opine on each material issue – “more likely than not” TP prevail 

· Overall evaluation – “more likely than not” that tax benefits will be realized

Checks on Tax Shelter

· Penalties – TP can be wrong a little bit, but not over 200% of the value

· §265(a)(2): interest on tax exempt indebtedness not deductible

· §264(a)(2): disallows deduction for borrowing to buy annuity 

· §465: loss deduction restricted to amount of TP’s economic investment “at risk”
· §465(b): “at risk” = contribution by TP or borrowed money (recourse or secured)
· §465(b)(3): not “at risk” if loan is from someone with interest in the property and it’s nonrecourse 
· §465(b)(6): qualified nonrecourse loan exception for real estate
· At risk even if nonrecourse
· At risk amount includes loans from personal regularly in biz of lending money (e.g. bank, S&L) or governmental agency
· Reg. 1.465-27: holding property ( incl. financing secured by real property 
· §469: passive activity loss 

· Losses on TB or investments must pass both §465 and §469

· §163(d): limit the investment interest deduction to “net investment income”

· “Investment indebtedness” = debt tied to any investment (e.g. stocks, bonds, undeveloped real estate)

Passive Activity Loss (§469: activities that involve §162 TB)

· §469(a)(1): deduction of excess passive activity loss over passive activity gain is disallowed
· Not passive activity gain: dividends, interest, capital gains, personal service 

· §469(b): carryforward 1 year allowed against passive activity 

· §469(c): “passive activity” = any activity for TB in which TP does not materially participate
· §469(h): “material participation” = regular, continuous, and substantial 
· Reg. 1.469-5T: 7-part test (need to meet only one)

· (1) more than 500 hours

· (2) TP’s participation = substantially all of the participation of all individuals
· (3) more than 100 hours + not less than others in the activity
· (4) significant participation activity + more than 500 hours
· (5) materially participated for 5 of last 10 years
· (6) personal service activity + materially participated 3 years in the past, or
· (7) regular, continuous, and substantial 
· §469(c)(2): rental activity is passive even if materially participated

· §469(c)(7): except real property rental businesspersons

· §469(g): upon disposition, any net gain (after offset by all passive activity loss) = not from a passive activity (NOL applies)
· Determine the scope of a distinct “activity” 

· Whether TP has materially participated

· Whether a given activity is a rental activity 

The Alternative Minimum Tax (§55)

Originally Congress was reacting to corporations paying little tax (1969)
· Purpose: reduce taxes of wealthy 
· Exemptions not adjusted to inflation ( more getting caught (4 mil now)

· Congress couldn’t afford the projected loss from the adjustment 

Compare and pay the higher of regular tax or AMT
Not applicable to small corporations (gross receipts below $5mil)

§55: alternative minimum tax for individuals

· Special base = AGI + various “preferences” and exclusions, reduced for individuals, by certain non-§62 deductions

· Equity interest, miscellaneous itemized deductions, state and local taxes, etc.
For corporations: a 20% minimum tax on tax preferences

INCOME SPLITTING
Shifting income to lower tax bracket TP ( lower overall tax
· Each member of family, a trust, family copr is a separate taxable person

Charitable gift
· §170(b): deduction is limited to 50% of the donor’s AGI
· Uncompensated personal services (volunteers) can deducted unlimited amount
§1(g): income of children (under 14) is taxed at the parents’ marginal tax rate 

Gifts of Divided Interests (§102 + §273)

Reg. 1.102-1(c): income FROM gift taxable regardless of whether it is a “right to income payments” or “paid, credited or to be distributed at intervals” (Gavit)
· §102(b)(2): only the principal of a gift is excludable from GI of the donee or heir 

· Exclusion goes to the remainderman alone (owner of the corpus)

· Beneficiary is taxed on the income, the remainderman is taxed after the expiration

· Reg. 1.102-1(f): charitable prizes, awards, de minimis fringes still excluded 

Assignment of deferred income

 (1) personal service income is taxable to the person who does the work (Lucas) (Eubank)
· Assigned “right to collect” ( tax assignor when received by assignee (Eubank)
· Assignment of personal services income by K – taxed to the assignor (Lucas v. Earl)
· If private K can shift, progressive tax system meaningless 

· Tax to those who earned by exercising their income-producing skills (Lucas v. Earl)
· Bank created subsidiary to file return ( tax subsidiary (First Security Bank of Utah)
· Exception: 
· Assignment of self-created property (e.g. painting, patent) ( tax donee 

· Assignment by operation of law - taxed to assignee (Poe v. Seaborn)
 (2) gifts of income-producing property – effective to shift the future income to the donee for tax
· Tax on property appreciation can be shifted under 1015(a) (basis for gifts) and Taft v. Bowers
· Dividends, rental income, interest from property – taxed to donee (Taft)
· Tax donor if he has a right to take the property back or to use the income for himself or to meet his own obligations (e.g. life insurance premiums)
· Carved-out interest (no ownership transfer, just right to payment) ( tax donor (Horst)
· If the donor retains “unfettered command” there is a taxable link 

· Part of trust permanently given away (cannot revest to donor) ( tax donee 

· Tax donor if he has discretion to alter the identity of the donee 
· Carved-out: beneficiary of trust assigned 1-year income ( tax donor (Schaffner)
· A short-term gift of a limited number of payments of a series ( donor
· Whole to remainderman with different beneficiary (Gavit)
· Payments ( tax beneficiary (remainderman cannot choose who to give)

· Expiration ( tax remainderman 

(3) tax donor if he reserves power to manage and dispose of trust property 
Gift in Grantor Trust (governed entirely by specific statutory provisions)
Trusts are treated as independent taxable entity by the Code
· Ordinary trusts (all testamentary trusts and most inter vivos trusts)
· Grantor retains no interest, income taxed to beneficiary or trustee
· Trust can take a special deduction for distribution to beneficiaries 
· Beneficiaries are taxed on the distribution (“throwback rule”) – deferred 
· Trust serves merely as a “conduit” 

· Grantor trusts (only inter vivos trusts)
· Prevent living grantor from avoiding tax by shifting income to other family while retaining interest in or power over the property in trust
· §671: statutory rules below are exclusive – whether grantor taxable “solely on the grounds of his dominion or control over the trust”
Reversionary interests

· §673: grantor = owner –he (or spouse) retains rev. interest in income/corpus over 5% of the trust property (a near complete divestiture of interest required)
· Applies whether the reversion takes effect after a term or on the death of beneficiary

Income fro grantor’s benefits
· §677(a): grantor = owner if
· Income is or may be distributed to or accumulated to benefit grantor or his spouse, or
· Actually used to pay life insurance policy on grantor’s life 

· Grantor taxed if power to dispose trust income is in grantor, nonadverse party, or both
· “Adverse party” = one with economic interest in the trust that would be adversely affected by the exercise of the power 

· §677(b): grantor not taxed merely because the trust income may be applied to the support of his dependents (taxed if so used)
Revocability (§676)
· §676(a): grantor = owner if he or a non-adverse party has power to revest in the grantor 
Control of beneficial enjoyment (§674)
· §674(a): grantor = owner if he or a non-adverse party has power to dispose income/corpus
· Beneficial enjoyment of corpus or income is subject to power to disposition
· §674(b): permitted powers when grantor = trustee or appoints a related or subordinate party
· (1) apply income to support of a dependent (subject to §677(b))
· (2) affect beneficial enjoyment after occurrence of events
· (3) power exercisable only by will

· (4) allocate among charitable beneficiaries
· (5) distribute corpus

· (6) withhold income temporarily (if ultimately payable to beneficiary)
· (7) withhold income during disability of a beneficiary
· (8) allocate between corpus and income 

· §674(c): permitted powers when grantor appoints “independent trustees”  
· (1) distribute, apportion, or accumulate income to or for a beneficiary
· (2) pay out corpus to or for a beneficiary 
· Much broader powers

· “Independent trustee” = e.g. corporate fiduciary (e.g. bank or trust company), grantor’s lawyer or accountant

· Less than half of trustees must be subordinate to grantor

· Permits “spray trust” – trustee can decide which beneficiary gets how much when
· §674(d): permitted powers when trustee is not spouse and not living with grantor
· Distribute, apportion, or accumulate income to a beneficiary if powers limited by a reasonably definite external standard 
Persons other than grantor treated as owner
· §678(a): non-grantor = owner if person has sole power to vest the corpus or income in himself (whether or not exercised)
Capital Gains and Losses - Depreciation

Lower rate for LT capital gain ( incentive to carry TB ( invest ( productive ( economic growth

§1221(a): “capital asset” = all “property held by TP (whether or not connected with TB) except:
· (1) business inventory (everyday business income – salaries, dividends, interest, rent)
· (2) business real property or depreciable property (e.g. land, buildings, machinery, equipment)
· §1231: “fixed assets” are subject to a special regime – permit limited capital gain

· (3) copyright, literary, musical, or artistic composition, etc. held by creators
· Patents generally qualify as capital assets

· (4) accounts receivable (normal operation of business)
· (5) gov. publication
· (6) dealer commodity or derivative financial instrument thereof
· (7) hedging transaction
· (8) supplies of a type regularly used or consumed by TP in the ordinary course of TB
· Ambiguous ( Congressional intent, and  judicial interpretation

· Congressional intent: recurring business expenses are not capital assets

· Other biz-related things (e.g. securities, leases, franchises, trade-names, goodwill, other intangibles) – not in §1221 ( capital asset by default 
· Disapproved judicial interpretation
· TP has biz purpose in purchase ( not capital (Corn Products) (Booth)
· Bond required as part of biz deal ( not capital (Bagley)
· Valid judicial interpretation
· All TP’s stock whenever acquired is capital asset (Arkansas Best)
· Business purpose irrelevant (Arkansas Best)
· Test: whether the loss was in some way a surrogate or substitute for a business expense that would otherwise be allowable under §162 (Arkansas Best)
· Ordinary – inventory or other substitutes for §162 biz expense

· Capital – non §162 and not excluded

§1222: gains and losses “the sale or exchange of a capital asset” (assumed completed disposition)
· Short-term capital gain/loss = less than 1 year
· Long-term capital gain/loss = more than 1 year 
§1(h): tax rate for capital gain

· 28% - collectibles, small business stock

· 25% - real property sold with unrecaptured depreciation

· 15% - long-term if marginal rate is more than 25% 

· Ordinary income rate for short-term capital gain 
· Categorize capital gain/loss ( net the gains/losses per category ( net the among categories 

· (1) subtract capital gains ( compute tax on the ordinary income

· (2) add to liability under (1), a tax equal to 15% of net capital gains 

· LT gain (15%) + ST gain (income) 

· LT loss + ST loss = aggregate loss

· Gain + Loss

· LT net gain (x15%)

· ST net gain (x income)

· §1212(b)(1)(A): ST loss – LT gain = ST loss next year

· §1212(b)(1)(B): LT loss – ST gain = LT loss next year 

§1211: realized capital losses can be offset against realized capital gains (+ $3K of income)
· Capital gain/loss always requires a disposition of “property”
Income from capital assets as substitute for future income – prevent conversion of income to cap 
· General rule:

· Capital asset itself is sold or disposed ( capital gain
· Cost of securities, land, or other non-wasting assets recovered when disposed

· Income received from capital asset (e.g. dividend, rent) ( ordinary income

· Sale is substantively more like a substitute for future income ( ordinary income
· Termination of lease ( lessor got paid ( future rents = ordinary income (Hort)
· Sale of an income right unaccompanied by a disposition of underlying property = the entire proceeds is ordinary income to the seller (Hort)
· Carved-out interests do not qualify as capital assets – no basis allocation (Hort)
· Cancel debt for a right to receive the sum from future proceeds = ord. income (Lake)
· §636: repayment of the loan – ordinary income to lender TP ( taxed periodically until the full amount was repaid 
· Right to income only ( future income 
Sale of a life estate

· §1001(e): to compute gain/loss, a term interest in property has no basis for donee or heir 
· §1001(e)(3): except where the sale is part of a transaction in which the entire interest in property is transferred to someone 
Contractual rights
· Lessees: the sale or surrender of a lease results in capital gain

· The leasehold is a substantial interest in real estate ( capital asset

· Lessor: early termination of the lease by the lessee by payment, or sale of lease 

· Substitute for future rents ( ordinary income 

Employment contracts, agencies, distributorships, etc.

· Payments made to an employee for the surrender of his employment contract – ordinary 

· §1241: the cancellation of a distributorship agreement shall be treated as a “sale or exchange” 
· “the distributor has a substantial capital investment in the distributorship” ( capital treatment where a significant outlay is sold or terminated

Bond discounts and imputed interest

· Original Issue Discount Bondholder (OIDB) = substitute for annual interest payment = ordinary income (§1272)

· “Discount” on original bond = interest (not return on the investment)

· Market Discount Bonds = ordinary income to the extent of gain (§1276(a))

· The market determines what the return is (not the discount itself)

· Purchased claims (e.g. settlements) = ordinary income 

Recurring receipts 

· Contingent payments – property is paid for out of income derived from the property itself 

· Property “sold” for tax purposes though contingent payments = capital (Brown)
· §453 (installment basis) – can still treat as capital 
· §1235: sale of patent for the transferee’s promise to pay royalties from production of the patented article = sale ( capital (payments may continue over patent’s useful life)
· §514: unrelated income from debt-financed property is taxed to the charity as ordinary business income

· Tax-exempt organizations are in no better a position than taxable entities when they seek to buy property out of its own future income 

· Open transactions – FMV for the buyer’s obligation cannot be ascertained (Burnet v. Logan)
· Treated more favorable than transactions that are deemed to be closed 

· Gain is not recognized until payments received exceed the transferor’s basis (Burnet)
· Can satisfy “sale or exchange” requirement for capital treatment (Brown)
· §331: surrender of stock in corp liquidation is “sale or exchange” by holder ( if the receipt exceeds basis, capital gain ( liquidation deemed on-going (all future payments are capital gain (Carter)
· TP can defer gain until actual receipt + report all gain as capital

· If TP received ascertainable value ( transaction is “closed” ( all future payments in excess of basis are ordinary income (Waring)
Sales of business property 
· “Business” under §1221

· Trade or business (not pure capital asset)

· Frequency of dealings

· Continuity of dealings

· Time property held (e.g. flipping?)

· Development activities (e.g. residential ( more investment than biz)

· Investor (capital assets)

· Appreciation motive first 

· Lack of business factors

· Inventory, accounts receivable, etc. ( §1221(1) and (4) ( not capital assets
· Includes surrogate for the TP’s basic “an integral part of inventory-purchase system” 
· If TP is a dealer 

· Fixed assets (e.g. plan, equipment) ( §1221(2) ( not capital assets ( §1231
· §1231: depreciable or real property used in the TB and held for more than one year (not inventory or held for sale to customers)
· Net gain = LT capital gain (unless §1245, §1250 depreciation recapture)

· Net loss = ordinary loss (not capital loss)
· §1245: recapture of ordinary income (plant, equipment)
· The depreciation deducted is recaptured up to the gain on sale/exchange
· E.g. bought (10K), depreciated (4K) ( adj. basis (6K) ( sale (11K) ( gain (5K) = 4K ordinary income + 1K capital gain
· §1250: recapture of lost ordinary income (land and buildings – no gift )

· The excess depreciation over the straightline method is recaptured as income
· E.g. bought (10K), straightline dep (4K), accelerated dep taken (8K) ( adj basis (2K) ( sale (11K) ( gain (9K) = 4K income + 5K capital gain
Retirement Plans

· Qualified Employee Plans (qualified pension, profit sharing, stock bonus plans)

· Old: TP employee must include when received something of value (Drescher)
· §401(k): employees are not taxed on contribution up to $11K/yr even if TP had the option to take cash

· Employer can take an immediate deduction for contribution (like salary)

· Earnings are not taxed (only taxed when received payments)

· Eligibility for favorable tax treatment

· No discrimination in favor of highly paid employees (ratio: benefit/salary)

· Compliance with ERISA (Employee Retirement Income Security Act)

· Self-employed can set up qualified plans (Keogh, H.R.10 = old)

· IRA (Individual Retirement Accounts) (§408)

· Deduction up to $3K/yr (no more than the amount of compensation)

· Additional catch-up contributions by people over 50

· If not covered by qualified employee benefit plan up to $4K (§219)

· Contribution is deductible if TP is not covered by an employer plan or low AGI

· Not taxed as long as accumulated ( taxed when withdrawn

· Roth IRA (§408A) – indiv filing a joint return, AGI below $150K

· Contributions are nondeductible

· Earned fund is not taxable

· Qualified distributions are not taxable (5 yrs since start and 59.5 or older)

· Certain higher education or first-time home buyer up to $10K

· Tax-Exempt Education IRAs (§530) – for beneficiary’s higher education expenses

· Contributions are nondeductible – cannot exceed $500/yr

· Must be made before the beneficiary is 18

· Distributions are tax free – up to the education cost 

· Phased out as income rises above 190K (joint) or $95K (individual)

· Penalty for early withdrawal (before 59.5), includible in GI + 10% (§72(t))

· Does not apply if the employee has retired after 55, died, become disabled, etc.

· Mandatory distributions – calendar year following the year employee reaches 70.5

· Maximum benefit may not exceed $160K (adjusted for inflation after 2001)


