I.    INTRODUCTION


CB Pp. 22-32, 35-40, 61-69, 71-75, 76-78, 81-84


Skim the rest of CB, Chapter 1, Pp. 1-88.


Chirelstein Pp. 1-8; Skim Pp. 433-438

Various means of raising money other than income tax.  Pros and cons of each, political arguments for an against: tariffs, selling national resources, sales taxes, per capita tax (price per head), value added tax, real property taxes, wealth tax, sin taxes, conscription (working to pay off taxes), etc.)

Is property the same as wealth?  Most property is mortgaged.  Questions of net worth as wealth. 

Taxes on wealth not annually, but on transfer - estate and gift taxes, etc.

16th Amendment provides Congress with the right to tax income.  Really no other constraints on Constitutionality of income tax - as long as it is income tax.


· Main question is whether it is tax on income - not property, wealth or other restrictions on tax which were in the original Constitution.


· That's about it on Constitutionality of income tax.

Horizontal Equity: Two families, family A and family B who are similarly situated, should pay the same tax.  Who is similarly situated, and who isn't?  Principle is well founded, but can be hard to determine.

Vertical Equity: Those with income higher than the family next door must pay more taxes.  How much more, however, is a contentious subject.

"30 Day letter" - the letter you get from the IRS after an audit where no conclusion was met.  Requires payment or administrative appeal within 30 days.  Will lead to a conference with an "appeals officer" (not the revenue officer with whom you initially met).


· Appeals officer has the ability to settle the event; "split the baby"; revenue officer does not have this authority.

 "90 Day Letter" - if the appeals officer can not reach a conclusion, then you get this letter which says you have to go to tax court to have this settled.  Not responding to the 90 day notice makes your tax problem become a collection problem - default judgment.

Tax courts: not an Article 3 court, originally set up by the Treasury Department.  Judges are not appointed.  There is no jury. Can result in either 1) memorandum opinion or 2) a real tax court opinion or 3) a reviewed court opinion (all 19 judges). - when case party is "Commissioner", you're in tax court.

Appeal is to the U.S. Court of Appeals (9th Circuit in Oregon) and can then be appealed to the Supreme Court.

Alternate process: pay up with the 90 day notice, then file first for a refund for the money.  If no refund, then you sue the U.S. in the U.S. District Court in the district in which you live.  You get a jury, a real Article 3 (appointed) judge.  When you see "U.S." in the case name, you are in District Court.


· If you pay and win, the government pays you interest.

Sources for Tax Law:


· Internal Revenue Code (don't trust online services except for Lexis)


· United States Code, Chapter 26


· Code of Federal Regulation (interpreting the USC), Chapter 26 - for practical purposes, the regulations are law and enforced as such.


· IRS issues other guidance, but it is not the law (which is published by the US Treasury Department).  Most important are Revenue Rulings - the IRS position on how the law would apply to a certain fact situation.


· Revenue Procedures, Notices, Pronouncements from the IRS.


· Case law from tax courts or courts of appeal from litigation.  Traditional legal research.


· Legislative History

II.    WHAT IS INCOME?

Gross Income:


· All income, from whatever source derived.

Must get from Gross Income to Taxable Income.

"Income": income may be defined as the algebraic sum of the market value of rights exercised in consumption (how much a person consumed) and the change in the value of the store of property rights (how much a person saved) between the beginning and the end of the period of time in question. (Courtesy Henry C. Simons - Prof. Brown's favorite definition).

"Undeniable accession of wealth, clearly realized, over which the taxpayer has complete dominion" Commissioner v. Glenshaw Glass Co. 


· Complete dominion and stock options which are forfeitable. 


1.    A.    Compensation for Services



CB Pp. 89-96; Chirelstein Pp. 9-13, 49-51



IRC ' 1(a), (c), (i)(2); 61



Regs. '1.61B1, B2(a), B14


Compensation in kind is possible.



· Income is judged by value, which is Fair Market Value - what a welling buyer would pay to a willing seller in an arms length transaction



· What about value of illegal activities (still taxable) - what a willing buyer would pay a willing seller under the circumstances (i.e. stolen property or swimming pool in Nome, AK versus San Diego, CA)


Absence of cash flow to pay the tax liability is not a defense.


CEO Compensation: CEO gets use of corporate jet for his personal use, with a fair market value of 100, with the company paying the taxes on the use of the jet.



· The company has to pay him, technically more than 100 for him to get the 100 take home pay - PLUS taxes on the tax they are paying.



· Employer paying tax liability is counted as additional income.


Income does not have to be in response to services.


There is a provision in the tax code that you can disclaim and refuse compensation.



B.1    Fringe Benefits



CB Pp. 101-104, (Skim 97-100); Chirelstein Pp. 13-18



''79(a); 106(a); 117(c)(1), (d); 125(a), (d)(1), (f); 127(a), (c)(1); 129(a)(1)-(a)(2)(A)


All compensation - including fringe benefits - is taxable.



· Corporate jets all the way down to Christmas dinners.



· Employer health insurance is not taxable.  Odd political argument for allowing tax savings for well paid individuals with employers who provide health insurance, but not for low paid, un-insured workers.



· A bunch of exceptions - sections 79 (term life insurance), 106 (health insurance), 117 (qualified scholarships), 125 (cafeteria plans), 127 (educational assistance plans), 129 (dependant care assistance)




- Payment for these things, by an employer, is not counted as taxable income.




- Cafeteria plans have nothing to do with food.  They are programs which allow employees to pick between tax free and taxable benefits are presented to an employee and the employee allowed to choose.  Mostly medical and daycare.




- Diverted amounts under cafeteria plans are "use-it-or-loose-it".


Doctrine of constructive receipt: if you could have reached out and taken the cash, but asked instead for a fringe benefit, then you are in "constructive receipt" of the cash benefit.


In order to have a tax-free fringe benefit, it must be available to all employees.



· Cafeteria plan helps eliminate the problems with tax free dependant care.



· Also helps with health plans - flex accounts, premiums, co-pays, etc.


2    CB Pp. 105-112



IRC '' 132; 414(q)(1)



Regs. ''1.61B21(a), (b); 1.132B6


Certain Fringe Benefits:



· Who benefits?  Employer for being able to pay less cash and more in "fringe" (even fringe benefits which cost nothing), or the employee who gets the fringe benefit, or the business investors who may realize higher profits from the employer saving money?



· How do we calculate the value of the fringe benefit?



· Gross income exclusions: Section 132.




- No additional costs services.





¨ No "substantial" additional costs.  (weasel word)





¨ Theory of the statute is economic waste





¨ But, must be a service offered to customers in the ordinary course of doing business.





¨ Flight attendant is average example.




- Qualified employee discount





¨ It's OK as long as it is not too big of a discount.





¨ Generally, needs to be at least cost.




- Working condition fringe





¨ Compensation for business expenses are not taxable as long as they are deductible if the employee paid the money himself.





¨ Example of employer paying for CLE courses.




- De minimis fringe





¨ Fringe benefits which do not meet the de minimis accounting practices are excepted.




- Qualified transportation fringe




- Qualified moving expense reimbursement




- Qualified retirement planning services 


Meals and Lodging furnished for the convenience of the employer



· Hawaiian hotel manager who got tax free lodging and meals. (Benaglia?)



· Valuation questions: how do conditions on a benefit (i.e. being wakened at 3am by hotel guests) effect the value of a benefit?



· "convenience of the employer" is what the job requires, not simply what the employer requires.



· Exception for "convenience of employer" requires:




- Employer requires lodging AND lodging is on the business premises.




- Meals have to be furnished on business premises.



· HOWEVER - cash reimbursement for meals is excluded.  Only employer provided actual meals.




- What about furnishing groceries?  Is it more like cash or more like meals?


Reimbursement for Education



· Fully tax free if it would be deductible by the employee.



· Otherwise, falls under Section 127 - Educational Assistance Programs.




- Must be provided as part of a plan which does not discriminate to only the high paid guys.




- Not included in the cafeteria plan, which the employee can modify.





¨ Therefore, everyone has to be offered this benefit.


3    CB Pp. 117-124; Chirelstein Pp. 18-23



IRC ''83(a), (c)(1), (2); 119(a), (b)(1) 



Regs. ''1.61B2(d)(1)-(2); 1.119B1


Property transferred in connection with performance of service (Section 83):



· The person who earns income is taxed on it - you can't shift it to your lower tax bracket relatives.



· Property investments may be able to do this, but not earned income.



· Does not include any services you provide for yourself.  I.e. doing your own hair, growing your own tomatoes, etc (horizontal inequity because if someone else does it for you, they have to report that as income).




- The working woman pays more taxes for the same services which a stay-at-home mom does because the SAHM does the services herself.


Tax Code with finger on the scales



· $100,000 investment in house, then the rental value of the house is not taxed as income.



· $100,000 invested in stocks and bonds is taxed.


Tax deferment:


2.    Imputed Income



CB Pp. 124-127; Chirelstein Pp. 26-28


3.    Gifts & Bequests; Scholarships



CB Pp. 127-138; Chirelstein Pp. 59-60, 71-74



IRC ''102; 274(b)(1)



Prop. Regs. '1.102B1(f)



IRC ''74(a)-(c)(1); 274(j)(1)-(3)(A); 117(a)-(c)



Prop. Regs. ' 1.117-6, especially (d)(1)-(3)


Gifts (Section 102): 



· Investment income on a gift is still taxable.



· Income from trusts investments (grandma leaves you income from $10M in trust for life, with remainder to grandchildren after your death) is taxable.




- No tax on the corpus (the $10M which is earning income), just the income.



· What is a "gift" for Section 102? (Commissioner v. Duberstein)




- Controlling for definition of "gift" is the intent of Congress when writing Section 102(a) and what Congress intended to be a "gift"




- A gift is one given with "detached and disinterested generosity" or the grantor.




- If the "gift" in any way helps business or was done for consideration, then it is not a Section 102 gift, and is taxable.




- If a gift is in any way associated with employment, it is not a Section 102 gift.



· Transfer to a relative is always a winner.  A transfer to an employee is always a loser.  A few weird ones in between.




- What about family businesses?  [Proposed] Regulation 1.102-1 indicates agency thinking as to whether or not the IRS will come after you.  Courts notice proposed regs.



· Gifts inter vivos versus gifts on death




- "If you take care of me, then I'll take care of you in my will".  This MAY create problems if the gift in the will is consideration for services.


Prizes and Awards (Section 74)



· Prizes and awards are all taxable, unless you give the prize to charity.



· Some awards can be excluded under Section 132 as business fringes.




- Need to not be related to work productivity or gains, still need the "open to everyone" issue.


Qualified Scholarship (Section 117)



· Scholarship is for qualified tuition and related expenses



· Must not be compensated for services as part of scholarship (i.e. whatever is fair market compensation for your research position is taxable, the rest is tax-free scholarship).



· Football scholarships are scholarships as long as the player doesn't loose if if they break their ankle.  




- Can, however, loose it from one year to the next for non-performance (similar to loosing scholarship for poor grades)


Who gets taxed?



· If a service is being rendered for compensation, then the person providing the service is responsible for the tax on the compensation.


4.    Capital Recovery and Basis



CB Pp. 138-144; Chirelstein Pp. 28-35, 60-64



IRC ''61(a)(3); 1001(a)-(c); 1011(a); 1012; 1014(a)(1), (e)(1), (f); 1015(a), (e); 1016(a)(1), (2); 1022(a)(1)-(c)(2)



Regs. '1.61B2(d)(2)(i), B6(a); 1.1001B1(a); 1.1012B1(c)(1); 1.1015B1(a)(2)


Basis and Capital Recovery:



· REALIZATION is not a defense, when you are getting something you didn’t have yesterday.



· Principle of deferment of tax liability.



· Basis: the capital investment which is recovered upon sale.



· Recovery can be cash or gain other than money.




o You can sell Blackacre for Whiteacre, and you will be taxed on the FMV of Whiteacre, minus your basis for Blackacre.



· Adjusted Basis: The basis of property is its cost, but can not include the cost of property taxes. (Section 1016)




o Depreciation adjusts basis downward.




o Capital Improvements – adjustment to basis upward must be adding value to the property, and not just a business expense.



· Section 83: income is value of property received minus the amount you paid for it.




o Provided you don’t have to return it – substantial risk of forfeiture.




o Property must be transferable, too – complete dominion of the owner.



· Realized versus Recognized:




o Gain recognized: All realized gain is recognized, except as otherwise notified (Section 1001(C))





§ Section 1031: gain realized, while realized, is not recognized in certain exchanges for investment property. A 1031 Sale.




o Gain realized: amount realized minus cost basis.


Gifts and Basis



· First $11,000 cash gift per year is exempt from Federal taxation for exchange of property.



· Gift of property will result in no taxes, but basis becomes transferor’s basis as long as the basis is less than the FMV of the property.




o For determining gain, the basis is the transferor’s basis.




o For determining loss, the basis is FMV if the basis of transferor was greater than FMV at time of transfer.




o “Newton’s fifth law of important stuff – the conservation of basis”.




o Catch 22: for the sale of property from a gift transfer where the FMV was less than transferor cost basis yields no gains or losses in the twilight zone between FMV and transferor’s basis.


Death and Basis



· Upon death, basis resets to the FMV at death.



· Section 1022 - enacts in 2009 when the estate tax will be supposedly repealed.




□ Substitute estate tax which screws everyone instead of just the ultra-rich.


Tax-cost basis (quasi-cost basis): the basis for goods provided by an employer as payment for services, and included in gross income upon receipt, then the FMV at the time of transfer (or the amount which was taxed) is the basis.


Apportionment Basis: need to look at relative basis at time the property was 


PURCHASED, not when it was sold. 



§ Basis is a historical concept.



§ Need to look at how the purchase price was allocated at the time of purchase.


5.    Realization (Section 1001)



CB Pp. 147-164; Chirelstein Pp. 23-26, 74-84, 90-95


"Realization events"



· Sale for cash.



· Disposition in exchange for anything of value.



· NOT gifts or transfers upon death - nothing of value received for the property.




□ Basis for gift is transferor's basis.




□ Basis upon death is the FMV at time of death.


Pianos and baseballs -



· Find $5000 in a piano, it's income.



· Find a priceless piano for $15, it's not income until you sell it.



· If baseball lands in your lap, no income.



· If home run 715 ball lands in your lap, you don't have income, but you do have basis.  When you sell the baseball, then there is income over the basis.


Unsolicited text books:



· Not income until you try to sell them or take a deduction for donating them to charity.  Why not?  Purchasing of text books by professors and teachers can deduct the cost of the books from their income.  Section 132(d) is similar - if the employer buys something for an employee which would be deductible by the employee is not income.


Intro to Partnership and Corporate Tax



· Entity (LLP, LLC, Corp, etc) is a financial entity and brings in income.  



· A partnership is not a tax payer, it is a conduit or pass-through entity.




□ Income flows through the partnership to the partners.




□ Partnerships pay taxes through the partners.  Partners are still taxed on their share of the income, even if they didn't get the cash from the income.



· A corporation IS a tax payer.




□ Has gross income and deduction, and pays its own income tax without regard to its shareholders.




□ Dividends are taxable income, even in-kind dividends.





¨ Dividends are any redistribution of profits among shareholders.




□ However, stock dividends of the parent corporation are not taxable. (Eisner v. Macomber) because the stock dividend is what she already owned - the stock was diluted, but the company was worth no more than prior to the dividend grant.


Accounting standards and realization:



· FASB accounting standards = economic finance



· Sometimes, economic account standards effects businesses in the way that is detrimental to the business, but good for taxes.  Businesses want to report things differently for tax purposes than for business accounting purposes.



· Swapping one asset for another equally valued asset is not noticeable for FASB standards; however, transferring assets is a sale or disposition for purposes of taxes. (Cottage Savings Association v. Commissioner)




□ Note: in Macomber, the question was whether the taxpayer had a change in her economic status - needed to know if something happened, did taxpayer own anything she didn't already have?  NO.  In Cottage Savings, the question was the same, but the taxpayer did have something now which they did not have before.  They were economically the same, but actually different.


6.    Annuities & Life Insurance



CB Pp. 164-171; Chirelstein Pp. 35-42, 95-98



IRC '72(a)-(c), (e)(1)-(3), (5)(A), (E), (q)(1)-(2)(D); 101(a)-(g)(1); 264(a)(1)



Regs. ''1.72B9, Table V


Life Insurance and Annuities:



· Tax free while not withdrawing - in the years when the insurance company or annuity holder holds the money, it is unrealized appreciation even through it is accruing to her benefit.



· Proceeds from annuities and life insurance is not considered all income or all capital return until the entire capital has been realized under the terms of the contract.




□ The ratio of taxable income is ration of the capital investment divided by the amount paid out over charted life expectancy. (i.e. $50,000 invested, with $200k paid out over table life expectancy of 20 years = 1/4 [50k/200k]of annual payout is not taxable income.)




□ Once the average life expectancy is outlived, then the capital is recovered and the entire amount is taxable income.




□ If the investor dies prior to the annuity being fulfilled, then the taxpayer gets to deduct the remaining capital loss from the last taxpayer return before death. (executor has to file tax return for last, short, year)





¨ What if deductions are more than income?  Can be carried back or carried forward. (not all deductions - section 172).  So amended returns can be filed for the last two years.  Annuities are like this under Section 72(b)(3)(C), cross referenced to Section 172.



· Life insurance paid because of the death of the insured is tax free (Section 101(a)).




□ Premiums, however, are not deductible. (Section 264)




□ The tax "loophole" (i.e. special treatment) is getting return on your investment in life insurance tax free when you die.



· Life insurance accelerated death benefits




□ Getting death benefits paid over time as annuities are taxed as annuities.


7.    Illegal Income



CB Pp. 171-179


Illegal income is taxable



· Theoretically, there is a responsibility of repayment, so there is no income.  However, the Supreme Court has said the responsibility to repay must be mutually agreed upon.



· If you steal money and repay it in full within that year, then it's an offset and it is not taxable.


Borrowed Funds - Discharge of Indebtedness    


CB Pp. 179-190; Chirelstein Pp. 53-57


IRC ''61(a)(12); 108(a), (b)(1), (2)(A),(E), (c), (d)(1)-(3), (e)(2), (5), (f)


When you borrow money, it is not income. (Section 61(a)(12))


If a debt is forgiven, then it is income because it was essentially free money.


Bonds - IOUs with fancy typing.



· Default on bonds by the issuing company forces the owners of the bonds to forgive the debt.



· Bonds can be de-valued when the current interest rate rises, making a lower interest rate bond less attractive.


Excluded income from discharge of indebtedness:



· Section 108



· Bankruptcy, insolvency (def: net worth less than zero), qualified farm indebtedness, qualified real property business indebtedness




□ Insolvency to the point where any discharge of debt does not raise your net worth over $0.  Constructive bankruptcy?


Disguised gifts (i.e. grandma lends you money and then "forgives" it) does not count here.



· Negotiation of a purchase price is not income.  Renegotiation of the price of a prior purchased good is treated as a price reduction at time of sale and is also not income.



· Basis issue?



· Indebtedness is one of two things (Section 108(d)):




1. Indebtedness for which the taxpayer is personally liable.




2. Indebtedness subject to which he owns property (secured loan??)





- Secured transactions.





- Real property mortgage





- Non-recourse finance.  Creditor has no recourse against the person getting the loan, only against the property.  No personal liability for the debt.


8.    Debt: Basis and Amount Realized



CB Pp. 190-208; 619-622



Chirelstein Pp. 305-309, 321-330



IRC '1011(b)



Regs. '1.1001B1(e); 1.1001B2(a), (c)(Ex. 8); 1.1015B4


Debt Basis (example):



· Mr. Crane owns a building with FMV 263,000 and mortgage of 263,000.



· Mr. Crane dies and Mrs. Crane inherits the building.  What is her basis?




□ $263,000 - for the amount of the mortgage, even though she is not personally liable.  If she sells it for $263,000 and pays off the mortgage, she has a net gain or loss of $0 and no taxable income.




□ $0 - if you consider that the property was worth - to her - $0 because the FMV equaled the amount mortgaged.  Even if she sold, the mortgage cancels out the first $263k if sale price, leaving net gain or loss of $0 even if the property pays itself off.



· What happens if Mrs. Crane takes a $28k depreciation deduction?




□ If she sells it for $266k, she had depreciated her basis by $28k and has $31k of income realized.




□ If she sells it for $3k - subject to the mortgage - then we have to look at the property basis subject to the debt, if you transfer the property, you realize not only the amount paid but the amount subject to the debt ($263k + $3k - buyer is paying off Mrs. Cranes personal liability for the debt, which is income)





- But, wait, Mrs. Crane was NOT personally liable for the debt.



· Mr. Tufts took out non-recourse indebtedness: $1.851M building for 100% loan plus $.50 down payment (good deal) for an apartment building.




□ Basis is the cash laid on the table plus the amount owed: $1.851M + $.50.




□ Tufts takes $440k in depreciation for the building, reducing the basis to $1.411M




□ The value of the property, unfortunately, goes down, and FMV is now at $1.4M.  Tufts sells.  What is his income?




□ How much should you pay for the property "as-is" (subject to the mortgage).




□ When someone buys the property from Tufts, what is his basis? Either $0 or $1.851, but nothing in the middle.  You can not bifurcate the non-recourse debt for basis.  It either is or is not basis.


Crane calculation of basis:



· Basis = Cash receipt + FMV of business assets (cash, property received, etc) + amount of non-recourse debt taken on by acquisition of property. (Section 1001(b))



· When you borrow money, you have no income, but you have basis.  Those debts will give you realization and will therefore produce a basis. (Crane rule)



· Crane was only for when non-recourse debt was less than FMV of the property.




□ When FMV is less than amount of non-recourse debt, then the Tufts rule comes into play.  Basis is difference in cost of the proceeds and the FMV at time of sale. (O'Connor's concurrence - confusing math).


Woodson Associates:



· Taking out a loan (non-recourse) worth more than the value of the property securing this loan is still not income.



· Taking a mortgage on property, however, will not create basis.




□ Exception if you borrow money for improvement in land which is securing the loan does create additional basis in land.  This is caused, however, by the SPENDING of the money, not the borrowing.


Recourse debt is bifurcated into the amount owed by the property and the amount owed by the personal liability.



· Non-recourse debt has no personal liability so has to look at the amount which would have been "forgiven" as personal debt as income in another way.  Hence, Tufts.


Purchase, lease-back and options to purchase:



· Estate of Franklin case (Romney): options to buy property are not purchasing the property but an option to purchase.




□ While this seems like a non-recourse debt, it is not, and the option owner doesn't get basis for the option payment.




□ The option owner, for tax purposes, is the "owner" of the property and can take depreciation.



· You get cash basis for paying, promising to pay or not promising to pay under non-recourse debt IF:




□ Non-recourse debt is credible.




□ Non-recourse debt is not overly contingent




□ Non-recourse debt is not sufficiently removed from the true FMV of the property.


Gifts of Property to Family members



· For gifts of property to family members, basis can be "misallocated" to the portion of the gift tax.




□ If basis is 51 and FMV is 150, but gift tax is 63, then you can allocated the gift tax (63) as the FMV for considering transfer of the property.  Kind of taking the gift tax out when the donee pays the gift tax liability.




□ Tend is to sell the property to children for partial allocation at the price of the parent's basis, incurring no gift tax.  The donee's basis then becomes the higher of the two number (amount of gift tax paid or the original/donor's basis) Regulation 1015-4.




□ Different from 1011 gift to charitable contribution.



· For gift of property with basis of 51, FMV of 150 and a mortgage of 63 we get:




□ The amount of the FMV which exceeds the mortgage, there are gift tax consequences for the 87 "net worth" which goes to the kids.




□ When transferring away a property with mortgage, this is a part sale  (for the amount of the debt) and part gift (for the part in excess of the mortgage), with gain of 12 (63-51) for the donor because it is receiving cash in excess of basis because he is relieved of the mortgage debt.


9.    Damages



CB Pp. 208-215; Chirelstein Pp. 43-46



IRC '104(a)(1), (2) and the last two sentences of (a).


Punitive damages are not exempt from being taxable income.


Must ask what the damages are "in lieu of" - is it for wages? Or property in which you have basis?  Or you health or injury?



· Damages are treated as gross income or amount realized depending on what they are in lieu of.



· Damages received for sicknesses or injury are NOT taxable.




□ Policy of involuntary gain realization for, say, the loss of an arm will not be taxed as income for various policy reasons.




□ When realization is sufficiently involuntary, Congress does something about it.




□ Includes damages received for damage to reputation through libel and slander and loss of personal rights.




□ Does not include business damages or lost wages damages.




□ What about back pay due to sex discrimination (stewardesses)? Or other rights which may look like both contract torts and civil rights?





¨ Damages are excluded ONLY for physical illness or physical injury.



· Some movement to amend the statute for victims of civil rights violations, holocaust survivors, etc., but nothing permanent yet.


Business damages: taxed in whatever manner they were lost "in lieu of".



· 


10.    Tax-Exempt Interest



CB Pp. 215-218; IRC ''103


Municipal Bonds (Section 103):



· State and Local Bond interest is not taxable.



· Downfall: state and muni bonds rarely pay as well as federal bonds.



· Federal bond interest income is taxable.



Sale of Principal Residence



CB Pp. 634-636; Chirelstein Pp. 353-356



IRC ' 121



Regs. '1.121B1, B2, B3, B3T; 1.165B9


Total exclusion from income for the sale of principle residence:



· Time constraints: must live there for 2 or more of the past 5 years.



· Gains restrictions: Must gain less than $500k for married filing jointly or $250k for single filing.



· Applicable to only 1 sale or exchange every 2 years.



· Exception on limitation amount - reduced for lower time in residence while still tax free if sale is forced by change in employment.



· Losses are not allowed.


Chapter V. Section 6. Non-Recognition of Gain or Loss



CB Pp. 625-631, 631-634; Chirelstein Pp. 346-349, 352-353



IRC ''1031(a)-(d); 1033(a)(1), (a)(2)(A) & (B), (b)(1), (2), (g); 1041(a), (b)



Regs. '1.1031(a)B1; (a)B2(a), (b)(1)-(2) and (c); 1.1031(b)B1; (d)B1; (d)B2


Non-taxable exchanges (Section 1031)



· New investment "steps into the shoes" of the old investment and allows for tax deferral.



· Examples not on syllabus:




□ Incorporation of a sole proprietorship - this is technically a transfer of goods to a new legal entity (a corporation) for consideration (stock in the newly formed corporation)



· Examples in Syllabus




□ Exchanges solely "in kind" and for business or investment purposes.




□ Two test of property for income tax exclusion:





1. "like kind"





2. Acquired to be held for productive use in trade or business or investment.




□ Includes personalty instead of realty, but for that purpose, then "like kind" becomes much less fungible than they are for real property.



· Gain from exchanges not solely in kind - what to do when exchange was both property and cash?




□ Gain is limited to the "boot", unless actual gain is less than the boot.





¨ "Boot" is everything you get in exchange for property OTHER than property in like kind (personalty, cash, other "crap")




□ Basis then becomes the original basis minus the amount of cash received by the taxpayer, plus the amount of gain the buyer realizes (gain can also be loss - negative gain).





¨ If boot is in property, then the final, new basis needs to be allocated between the property in like kind and the other property.


When both exchanged properties have mortgages:



· BA:




- FMV=220




- Mortgage=80




- Equity=140




- Basis=100



· WA




- FMV=250




- Mortgage=150




- Equity=100




- Basis (doesn't matter)



· If no mortgages are paid off




- Boot of 40 must be paid in order to make up for the difference in equity.




- 40 (cash) + 250 (FMV) + 80 (relief of debt) - 100 (basis) - 150 (assumed mortgage) = 120 amount realized




- Gain recognized amount realized, not in excess of boot = 40





¨ Boot does not include debt relief to the extent that the NET debt relief is <0.





¨ If you are relieved of MORE mortgage than you take on, then you DO have income.




- Basis (Section 1031d) = 100 (old basis) + 0 (cash laid on table) + 150 (new mortgage/debt taken on) - 40 (actual cash received) - 80 (debt relieved) + 40 (gain recognized [calculated above]) = 170 new basis




- Brown check method:





¨ How much gain is realized by not recognized?





¨ FMV - calculated basis = missing gain which is realized but not recognized; 250 (FMV) - 170 (calculated basis) = 80, the total of the mortgage debt relieved.  Checked.


Simultaneous exchanges or property - Buyer wants to pay cash, seller wants exchange property.  Seller tells buyer to go find like property and does.



· IRS is now OK with this.  Didn't used to be, but seems to be OK now.



· Exchanging property for a contract right for like kind property in the future is OK if the property is identified within a statutory defined period AND complete the deal within a statutory time period AND it is not a disguised purchase for cash.




□ What if buyer is not creditworthy and you need an escrow account to secure the obligation to get the like kind land for exchange.




□ Need to be incredibly careful in drafting the escrow agreement.  Can also use a title insurance company to do this if you need someone with more experience.


Involuntary Conversions:



· Non-recognition of gain as long as the gain is converted into similar property because Congress wanted to ensure people could put themselves into as good of a position as they were before the involuntary conversion.



· Examples of involuntary conversions: Fire, theft, eminent domain, condemnation, etc.




□ Replacement property must be gained within 2 years of destruction or notification of eminent domain.



· There can still be gain, however.




□ Recognized gain = "boot"




□ New basis = basis of new property - realized but not recognized gain. (1033(b))



· Similar use: this is concerned with the use by the owner, not by tenants or others associated with the property.




□ If you go from professional office building owner to apartment owner, it is similar.




□ If you go from dairy farmer to apartment owner, it is not similar. 




□ Exception is when property held for productive use is converted by condemnation. (Section 1033(g))


VI.    WHEN IS IT INCOME? OR DEDUCTIBLE? (Selected)



1.    B.    Tax Benefit Rule; Claim of Right; Net Operating Losses




CB Pp. 644-645, 652-661




Chirelstein Pp. 272-277




IRC ''111(a), (c); 172(a), (b)(1), (c), (d); 1341(a)


Tax benefit rule:



· If you took a tax benefit (deduction) for property which you later get back, then it is not income to get your own property back, with one twist - the amount of tax reduction you received for the deduction is taxable.




□ Include in income the amount of the earlier deduction under the "tax benefit rule".




□ Exception if the tax benefit was, in fact, $0 when the property was deducted.




□ Example is deducting state income tax, which you later get back as a refund.



· "Fundamentally inconsistent event" (i.e. if something occurred which, had it occurred when you took the deduction would not allow for the deduction)


Net Operating loss deduction (Section 172):



· Net operating loss can be deducted not only in the year of the loss, but also in the years before (2) and years after (20).



· Amortize operating losses


Computation of tax when property is gained under claim of right (Section 1341)



· When you think you own something, but in actuality do not.



· You have to file a Year 1 tax return on the amount which you thought you had claim of right.



· In Year 2, you get a deduction for the amount which you had to return.




□ If you don't like the year 2 deduction, however, go back and figure out how much extra you paid and ask for a refund of that amount.




□ Heads I win, tails you loose situation - can pick and choose based on most favorable rates.



2.    A.    Cash Method; Constructive Receipt 




CB Pp. 637-640, 661-665; Chirelstein Pp. 276-286


Cash method of accounting:



· You have income when you get the cash.



· If you have output which is deductible, then it is deductible in the year you made the payment.



· Point: if you are trying to pre-pay rents in order to increase deductions for a tax year, there are limits.




□ If you all but buy the building, you are not allowed to deduct the cost - you get a basis which you get to deduct through depreciation.




□ Just paying rents is not buying a building.  




□ There's a line where it goes from business expense to a capital expenditure.  It's a fine line and hard to fine.



· Inventories for accrual method businesses keep inventory and deduct expenses when the inventories are utilized.



· Some leeway is given to those who are cash method businesses are not based on use of inventory (i.e. service providers, farmers, etc) in allowing deductions at time of purchase rather than at time inventory is used.


Constructive Receipt: when you could have picked up a payment in one fiscal year, but did not.


Accrual accounting: 



· Report income as your right to receive the income comes about.



· Deductions come when obligation to pay comes about.



3.    Unstated or Imputed Interest




CB Pp. 728-736, 826; Chirelstein P. 250




IRC ''483; 1272(a)(1); 1273(a)(1), (2); 1274(a), (b)(1),(2), (c)(3), (d)(1)(A); 7872(a), (c), (d)(1), (e), (f)(2)




Regs. '1.483B1(a)



2.    D.    Installment Sales




CB Pp. 723-728; Chirelstein Pp. 337-340




IRC ''453(a)-(d), (i), (j), (k)(2); 453A(a)-(b)(2); 453B(a), (b)




Regs. '15a.453B1(a) through ‑1(b)(3)(i)

III.    DEDUCTIONS and CREDITS



1.    Business Expenses




CB Pp. 219-248; Chirelstein Pp. 104-107, 139-149




IRC ''62; 67(a); 162(a)-(c), (e)(1), (f), (m); 212; 280E




Regs. ''1.162B1(a), 1.183B2



Above the line and below the line deductions:




· Section 62: Above the line deductions.




· Business expenses:





- Can not be taken by EMPLOYEES




· Above the line deductions are the expenses of producing income.




· Income in a "meaningful sense"



Ordinary and Necessary Expenses:




· "ordinary and necessary" - doesn't mean anything except "it's not deductible if it is really personal and not a business expense after all" AND "it's not deductible if it is really the purchase of an asset - a capital expenditure"




· "Ordinary and necessary" business expenses are not really limited, but people try to classify person and capital expenditures as business expenses.





- There are no "weird and innovative" expenditures which will be denied an expenditure.





- They are either allowable OR (a capital or personal) expense.




· Need to know what is a capital expenditure.




· Compensation for service (162(a)(1) - a reasonableness test for compensation paid).





- No "reasonableness" set for travel costs, so why on compensation paid?





- IRS rarely calls something "unreasonable".



Miscellaneous deductions:




· Require total amount of deduction to be more than 2% AGI.



Deductions of salaries over $1M:




· Limited under Section 162(m), and pretty easy to work around.



Tank Truck Rentals:  Truck delivery business.  Gross income is income from customers who pay for delivery.  Claimed deductions: regular business deductions and a fine for violating Pennsylvania's weight/axle limit. 




· Fines are deductible.  Is the fine more like a "user fee" or is it truly to disincentive-ize the action?  If the fine is generally user fee, it should be a regular business expense.




· Federalism issue: is there any Constitutional reason why the federal government or federal tax law should enforce Pennsylvania law.




· Why should the legality or morality of your business effect how your income tax is calculated??




· The Treasury Department is not the enforcement authority for crimes.




· Supreme Court struck down Tank Truck Rentals' deduction of their fines.  When Congress saw it, they wrote in a statute there is no such thing as a public policy exception for section 162 - and added to Section 162(f) to allow fines paid to government for the violation of any law are not deductible.





¨ Court imposed fines to third parties are treated like fines to be paid to the government and are not deductible.



Fines and penalties:




· Fines and penalties paid to governments (or ordered by government) is not deductible.




· Kickbacks and brides are not deductible.




· No deduction is allowed for partaking in activity which is illegal and enforced in a state or federal jurisdiction.




· Absolutely no deduction for anything related to trafficking in controlled substances.



Welfare is not taxable, but unemployment payments are.



2.    A    Business vs. Personal; Child Care




CB Pp. 249-259, 366-375; Chirelstein Pp. 107-112, 202-203




IRC ''21(a)-(d); 183(a)-(d); 262




Regs. '1.212B1(d), (f), (l); 1.262B1; 1.44AB1(c)(2) and (3)



Uniforms/Clothing:




· Why is a policeman's uniform deductible, but a Brooks Brother suit is not?




· Administrative nightmare - need a bright line:





1. Required condition of employment.





2. Not adaptable to the general public.



Hobbies:  When is something that looks like a business NOT a business (Section 183).




· Test: purpose test - is it "engaged in for profit".  





- If yes, then this is a business and business deductions are allowed.





- If no, then no deduction is allowed.






◊ Well, not really.  Some deductions are allowed notwithstanding your purpose.






◊ Deductions which don't depend on business status are still allowed.






◊ 183(b)(2) allows deductions up to the point where the hobby is profitable.  You can't take a net loss.




· There is a statutory presumption that if you show a profit 3 years out of 5, then the burden of proof shifts to the government to show a hobbiest is not engaged in a business for profit.




· It doesn't necessarily work against a person if they thoroughly enjoy their for-profit hobby; but absolutely hating the job is a plus when the feds come after you.  :-)



The difference between business and "frolic of your own"




· Delivery boy who hits a car - business; Delivery boy hits someone going 150 mph - frolic.




· Attorney goes overboard in court and gains a contempt fine - business; defense attorney goes overboard and you smack him in the mouth - frolic.



Personal, Living and Family Expense:




· No deduction allowed for personal, family and living expenses for business purposes.




· Jobs do not incur extra expenses for family and living expenses - you can do the job without those expenses.




· Daycare: not deductible.





- However, there is a credit provided for daycare and household services. (Section 21(b)(2)).






◊ This includes hiring a housekeeper!  As long as you have a kid.





- The credit is not refundable, though - it is only for those who had a sufficient tax liability before taking the credit, and can only reduce the tax liability to zero.





- Limited dollar amount - $3000 - which is creditable.





- There is a limit based on parent income, saying that the credit can not be more than the lowest paid parent.





- Amount paid out is a percentage (20-35% based on income) of the $3000 amount.





- You can not take this credit and exclude employer provided daycare from your income.




B&C    Travel; Entertainment & Meals





CB Pp. 259-282; Chirelstein Pp. 112-124





IRC ''132(g); 217(a)-(c); 274, esp. (a), (d), (h)(7), (l), (m), (n)





Regs. '1.162B2




Two step analysis here:





1. Deductible under 162 - yes or no?





2. Deductible under 274 - yes or no?




Transportation





· Business travel is all or nothing, depending on the primary purpose of the trip.






- Primary purpose, however, is not determined by counting the days or minutes accountable to business, unless there is a good reason to think there is some sort of fraud afoot.





· Commuting is not deductible






- Commuting is defined as driving from your home to your work, and back.






- Driving between businesses is not commuting.  Hmm…




Meals and Lodging while away from home in pursuit of trade or business (Section 162(a)(2))





· Away from home is defined as requiring overnight travel.





· Definition of "home" is your basic, primary business location.






- You also need basically two business locations, one in the "home" city and one in the "away" city in order to be away from home for business purposes.





· Example: visiting professors:






- Assignments less than a year get you meals and lodging away from home as deductible.





· Folks with no homes:






- If you have no home other than a mailing address, then you don't get to deduct anything.






- Threshold credibility level for determining if you have a home.




Entertainment:





· If legitimate business entertainment under Section 274, you can still only deduct 50%. (274(n))






- Twist and administrative rules: an employee can disregard the reimbursement as income, but the employer looses 50% of the deduction.





· Substantiation requires (274(d))






- Taxpayer must have adequate records to substantiate or corroborate claims for entertainment, travel and business meals.






- Records need to show the purpose of the entertainment/meal/travel and the persons invovled.





· Entertainment must be directly related to or directly preceding or following a bona fide business discussion.





· Pig Theory case (Moss) - can't keep indulging in lavish business lunches to take advantage of the law.  Don't get piggy.




Conventions





· Conventions directly related to active conduct of trade or business is deductible.






- Exception for investment conventions.  You can't deduct price of "investment" conventions





· Strict reporting requirements.




D.    Home Office Expenses & Vacation Homes





CB Pp. 282-287; Chirelstein Pp. 124-127





IRC '' 121(d)(6); 262(b); 280A




Investment property - 





- Have to rent it out.





- Rental income is income.





- Can deduct taxes, interest, utilities, insurance, fees paid to rental agent - everything out of pocket - plus depreciation.





- If it shows losses, you can use those losses against other income (at least for most business investments.




Vacation homes:





- Not rented out.  Does not look like investment property.  Used for family purposes.





- Can deduct NOTHING under 162 business expense or 212 cost of producing income.





- State and local taxes are deductible.





- Interest on mortgage.





- Deductions are allocated based on the number of days the unit is actually rented versus the number of days when the unit is used for personal use.  Empty time does not count for anything.





- Vacation "swapping" counts as you using it, not renting it.





- "Maintenance day" is not counted as personal use day.




Partial vacation/partial investment property:





· Mixed use property.





· Analogy to hobby loss rules





· "Dwelling unit": home, apartment, yacht (boats with births, galleys) which is used as a residence





· "Use as a residence" means use for personal purposes in excess of 14 days in a year, or up to 10% of the amount of time when it is rented out (i.e. if you rent it out for 200 days each year, you can use it 20 days for personal use).





· 280A, however, does not take away deductions not related to BUSINESS deductions.  So, mortgage, taxes, etc. are deductible.




Mixed use: business/home





· Apportionment of the dwelling which is used exclusively as the principle place of business for the taxpayer is deductible. (280A(c)(1))






- Home office deduction requires special form (the "please audit me" form).






- How you allocate?  Fairly reasonable - square footage or number of rooms, etc…






- Depreciation issue: if you take any type of depreciation on your principle residence due to mixed use deductions, it messes with you 121 gains calculations.






- Principle place of business is where a person performs services or provides goods to people.







► Code now includes a place for administrative or management activities (Dr. Solomon induced)





· If you are an employee, then use of home office is only for the convenience of the employer.





· Deductions still can't exceed your profit on the property - doesn’t matter if it is vacation, personal, business or mixed use.



3.    Deductible Expense vs. Capital Expenditure




CB Pp. 287-289, (289-294, optional), 294-321, 328-329




Chirelstein Pp. 127-134




IRC ''174(a)(1); 195; 198 (handout); 263(a); 263A(a)-(d)(1)(A), (f)(1)




Regs. ''1.162B4; 1.212B1(k); 1.263(a)B1, B2; 1.1016B2(a), (b)




Capital Expenditure: if it is making you money in more than one year (or still making you money in one year), then it is a capital expenditure.




Building a building:





· Purchasing or creating an asset is making capital.






- Labor and materials costs are not deductible for the cost of building a capital expenditure (i.e. building).






- What if the business owns a bulldozer which it has taken depreciation?  The money taken off the bulldozer in depreciation comes off the bulldozer and on to the basis of the building.






- Ford Motor Company - every dollar they spend is not deductible, but goes into the manufacture and basis of an automobile (a capital asset).







► Costs are not deductible until the inventories are sold.







► Different rules for subsidiaries such as Ford Motor Credit, where employees are not in the business of manufacturing cars.







► Inventories must be kept where they are material income producing factors.




Capital or not capital?





· Are you putting money in to making money today, or all you putting money in to an asset which will make you money in the future.





· R&D exception - Section 174 allows for deduction of R&D expenses in the year they are incurred.





· Start up expenditures must be capitalized, and deducted over 180 month period.





· If you take a basis in stock in a corporation it is not depreciable, except under Section 195 rules on start up expenses.






- Note that the building and machinery is not included. 




Business basis:





· When you buy a business, you don't buy it as a whole, you buy the building, the inventory, the goodwill, the name brand, the machinery inherent in doing business, etc.





· THE BASIS must be allocated between all of these.





· Goodwill is historically not depreciable or amortized.  It's not recoverable until you sell the business.  That was, until Section 197 passed, which provides for amortization over 15 years.




Environmentalist stuff:





· Section 198 - cost of environmental clean up or remediation is deductible.





· Cost must be to clean up damage caused by manufacturing operation.





· Deductions are also applicable to a person buying a site which is polluted.



4.    Recovery of Capital; Depreciation




CB Pp. 329-332, 333-339; Chirelstein Pp. 164-167, 181-184




IRC ''167(a), (f)(1); 168(a)-(f)(4), (g)(1), (2), (k)(1)-(2)(A)(4); 179(a)-(b)(3)(A), (d)(1); 197(a)-(e); 280F(a)(1)(A), (b)(1), (d)(3)-(4)(B); 1245(a)(3)(A)




Regs. '1.167(a)B2, (a)B3; 1.167(g)B1




Rev. Proc. 87-57 (Code & Reg. volume at p. 1823)



Depreciation:




· Straight-line





- Divided equally between years.




· Accelerated: "double declining balance" or "200% Declining Balance" depreciation





- Divide equally between the years, then double the first year.





- Determine what percentage of the total is for the first year of the depreciation and use it for the remaining 




· For items not purchased on January 1.





- Can take half the depreciation for the first year 





- All calculations have to be done from the DDB calculations, but the first year is off, and you get an extra half year at the end.



Tangible Property - Section 168




· Accelerated cost recovery system.




· Need recovery period, need recover method (straight-line or DDB), need depreciation method.




· Recovery periods:





- Section 168(c): residential rental property is 27.5 years.





- Non-residential rental property is 39 years.





- If time frame of class life is between the years listed, you get to go down to the shorter recovery basis.





- Class life is found in a giant book of industrial class life.





- For the purposes of this class, any business equipment is 5-year property.





- 3-year property is relatively restrictive.  Race horses, automobiles, etc.




· Method of depreciation





- For most equipment, it's DDB





- Real property, however, only ever gets straight-line depreciation.





- Assumes half year convention [with half year tacked on to the end] for all equipment.





- For real property, you use half month convention.





- There's a chart in the appendix. p. 1842




· Alternate depreciation schedule with less generous schedules and lives.





- Applies to those on the "less favored list" - property owned by foreign entities, financed by tax-exempt bonds, etc.



Election under Section 179 for expenses not chargeable to the capital amount.




· Dollar limitation applies ($25,000 for normal, $100,000 under Bush's tax relief plan)




· Reduction in limitations: not applicable if you buy more than $200,000 of this type of equipment.  Amount is reduced to $0 as you go over the threshold.




· Not for investment property, only for trade or business.




· Definition of allowable property:





- TANGIBLE property to which Section 168 applies AND which is Section 1245 property.





- Section 1245 - not real property.





- So, 179 includes tangible business equipment.





- When you take the deduction, however, the basis is $0 - don't get the basis and the deduction.





- An exception for software, which is included in allowable property.





- This is OPTIONAL.



Take away provisions:




· Employees do not get to deduct general property unless it is required as a condition of employment and is for the convenience of the employer.



5.    Depletion




CB Pp. 339-341



Depletion of oil and gas Section 611:




· Need to assume how much oil is left in the well.




· Percentage depletion used for calculating inventory in areas such as oil and gas.




· Another means of reducing basis.




· If you miscalculate the amount of basis which is depleted, and you keep depleting after you have already depreciated all the basis.



Depletion of Timber:




· Can expense the cost of planting the timber.




· Planting is capital investment, and the profits are capital gains instead of ordinary income.



Deductions:




· Deductions for charity allowed up to 50% of AGI




· Regular business expenses



6.    Interest *



CB Pp. 342-344, 361-363



Chirelstein Pp. 149-153, 157



IRC '163(a), (d)(1)-(4), (h)(1) and (2); 265(a)(2); 461(g)(1)




Section 163 - interest.





· Trade or business or investment interest is deductible.






- Except for 163(d), the anti-tax shelter provisions - investment property, then you can't deduct interest more than the amount of earned by the investment.






- However, the deductions will carry forward year over year until investment profit is realized.  You just won't get the deduction NOW - you have to wait.





· Personal interest (except as otherwise provided) is not deductible under Section 163(h)






- Saving student loans, home mortgages, and other exceptions.



7.    Losses




CB Pp. 363-369; 375-379, 382-384; Chirelstein Pp. 158-161, 189-190




IRC ''165(a)-(h)(3); 267(a)(1), (b)(1), (c)(4); 1091(a)




Regs. ''1.165B1(c)(1), B7(a)




Authority for the assumption that negative income is deductible.  Section 165(a).





· Losses can not be those compensated by insurance.





· Losses on appropriate property are above the line.





· Losses must be trade or business or investment  losses.  Only special cases for losses due to disposition of personal property.





· In no case can you deduct more than your basis (current basis - even if it is adjusted).





· Loss "sustained", not "realized and recognized" - allows you to deduct losses (unrealized decline in value) for casualty even if you still have the property and have not realized the loss.




Securities:





· Stocks or bonds owned in companies which go un-creditworthy to the point you don't believe you will be paid.





· You can sell it and force realization.





· However, if it's really worthless, you can announce as such and take the loss without actually selling it.




Restrictions on Casualty - more than regular wear and tear - (Section 165(h))





· You are still limited to the basis for the amount of loss claimed.





· Some authority (not conclusive) says cost of repair to put the  property back into the value it was before the casualty, then the cost of repair is indicative of the amount of loss in value sustained.




Non trade or business persons (human beings)





· Limited deduction on losses for non-business, non-investment property.





· Losses still deductible if they are due to casualty (range of) or theft





· Section 165(c)(3).





· Still limited to basis.





· Floor limit - loss must exceed $100.  You must also take out $100 of each casualty incident.





· Also must disregard net casualty losses to the extent that they do not exceed 10% AGI.





· This is for extraordinary casualties, not everyday ones.





· NOTE: termites destroying your house is not a casualty because it has been happening over time, slowly.  However, the roof falling in and destroying your furniture is a casualty because it was "dramatic and interesting".  Incompetence is not a casualty - you need more than just a loss.





· Theft - must have proof of theft, not just idiocy.





· Capital asset losses are allowable for personal deductions (must be itemized)  Subject to limitations in Section 1211.




Gambling losses





· Tough rule if your winnings were income, but losses weren't deductible.





· Losses are deductible to the amount of winnings.  If you loose more than you win, then you can't deduct all of it.





· How do you prove your losses? Record keeping.




Capital Assets





· Section 1091 - the Wash Sale Rule - for when you sell at a loss and buy back within 30 days, then it's a "wash" and you don't get to adjust your basis.






- No fair selling the dog and buying back a bunch of options to cover the loss.






- You can, however, see the dog and buy a similar dog which is not the same, then you're OK.





· Capital assets and gifts to children.






- Children get to take the gift principle at their own tax rate, but interest earned on the gift are taxed at the parents' rate (the Kiddie Tax)






- What if parent sells a capital asset to a child?  Section 267 - if you sell to a related party (defined in section 267), then you don't get to take the loss.



7.    D.    Tax Shelters Losses (At-Risk Rules and Passive Activity Losses)




CB Pp. 385-389, 405-409; Chirelstein Pp. 315-321




IRC ''465(a)(1)-(2), (b), (d); 469(a) through (e)(1)(A), (g)(1)(A), (h)(1), (2), (i)(1)-(3)(A), (j)(10)




Regs. '1.469-5T(a)




Tax Shelters:





· Ways to get deductions without putting money on the table.  Non-recourse financing.





· Buying something that should be capitalized, but some flaw in the system allows you to deduct it now.





· Mexican Vegetable Rollover: end of year "investment" in Mexican Farmer Syndicates which will be deducted in Year 1, with income coming in Year 2.  Repeat indefinitely.




Section 465 - "at risk" rules.





· Crane and Tufts cases are not overruled.  You still get basis for non-recourse debt.





· Can not shelter you income except for the amount you were "at risk"






- At risk is the money you have put forward, can not include the non-recourse financing when calculating the depreciation.





· Exception/Loophole - 465(b)(6)(B)






- "Qualified" non-recourse financing.






- Exception for holding real property non-recourse financing.






- Requires lender to be someone other than the seller.






- Can not be convertible debt




Passive Activity Losses





· "Passive" defined: taxpayer must "materially participate" in order to not be passive.






- Passive activity losses are not deductible.






- "Angles" are passive.






- 500 hours per year is "material" participation. (safe harbor)






- No employees means "material" participation (safe harbor)






- Rental real estate is automatically passive.  Tufts looses after all.





· Expenses exceed profits in a small business, and you can deduct those losses against your small business, but not income from other sources.  Those losses can carry forward.






- Non "passive" activity losses can be taken against income from other sources as well as income from the activity.





· Safe Harbors given by Treasury  Department - specific ways to do things in order to make sure the taxpayer "wins".  Can still litigate the "looser" scenario.





· All passive activities are put in the same basket.  It is separated, however, from investment income, "day job" income, and "active" activity income.  Bunch of different buckets/baskets.






- Ways to transfer assets between baskets.






- Passive Income Generator - put something profitable into the Passive Basket in order to shelter the looser.  (PIG)





· $25,000 offset for rental real estate activities (Section 469(i)): a taxpayer can shelter up to $25,000 in rental real estate, as long as their income does not exceed $100,000.



8.    Bad Debts




CB Pp. 409-414




Chirelstein Pp. 161-164




IRC '166




Bad debts can be deductions:





· Wholly worthless debt.





· Partial discharge of a debt is deductible to the extent of what was discharged.





· Can't deduct more than basis





· Only applies to business debts.






- Deduction is the adjusted basis in section 1011.  In general, for cash method accounting, deductions are $0.






- If you are accrual method accounting, then you claim the debt when you earned it and can deduct the amount you claimed when you had the right to the money.





· Non-business debt (investment debt) are treated as if you had sold it, which produces capital loss rather than regular deductions.






- 



9.    Standard Deduction; Personal Exemptions




CB Pp. 414-421, 423-436; Chirelstein Pp. 184-188, 197-205




IRC ''1(i)(2); 24(a)-(d)((1); 32(a)-(c)(1)(A), (c)(3)(B); 63; 67(a), (b); 68; 151; 152




Regs. ''1.67B1T; 1.151-1(b)




Rev. Proc. 2003-85 (Code & Regs. volume at p. 1832)




Tax Rates for 2005 -





· Page 1856 in appendix.  Section 1 is wrong





· Most fixed dollar numbers are inflation adjusted, and you can't really tell what the numbers are without further help.




GI - Section 62 exemptions = AGI




AGI - Section 151 personal exemptions - (standard deduction OR itemized deductions) = Taxable Income (TI)




Itemized Deductions:





· Total deductions must exceed standard deduction.




Miscellaneous Itemized Deductions (Section 67)





· Miscellaneous itemized deductions must exceed 2% of AGI in order to be claimed.





· Certain deductions are categorized as miscellaneous itemized deductions - not every itemized deduction is.




Why are married people taxed together and not as individuals?





· Joint property, joint financial responsibility




Deductions for Personal Exemptions (Section 151)





· Kids - deduction to keep family unit above poverty level.






- Is anyone supposed to pay tax on that part of their income which is considered their poverty level income?





· Personal deduction is $3,200 per person (including kids).





· Standard deduction is $5,000 for single, $10,000 for married filing jointly.





· Total deduction is standard plus personal for each person in family (i.e. family of four is $22,800)





· Personal deductions are phased out (or supposed to be soon) as income increases.




Who are dependants? (Section 152)





· Qualifying child or relative.





· Children are under 18 or between 19-24 and in college.





· Person with place of abode with taxpayer for more than half the year, where taxpayer pays 1/2 or more of the person's support.





· Can not be a deduction for anyone else.





· Dependants must have Gross Income less than the $3,200 exemption level.






- For low income types, SS is not included in GI.






- For higher income types, SS is included in GI.






- Section 86.  Also includes Railroad Pensions.




Child Tax Credits (Section 24)





· Not a refundable credit.





· Each kid is worth $1000





· Threshold amount above which, the credit is reduced by $50 for each $1000 over the limit.






- Married threshold: $110,000






- Single: $75,000






- Married, filing jointly: $55,000





· Threshold present "cliff" problems - if taxpayer is near the threshold, he steps off a cliff and looses the benefit.





· Qualifying child had to be child, but not other dependant, and ALSO under 17.




Earned Income Tax Credit





· Income tax credit for low-income types, which essentially refunds to you your FICA taxes.




*********************************************




Education




CB Pp. 319-328, 422-423; Chirelstein 137-139, 205-208




IRC '' 25A, 62(a)(17)-(18), 221, 222; Review '' 108(f), 117, 127, 132(d)




Regs. ' 1.162B5




In general, school is not deductible, it is a personal expense.





· This is absent a code provision.





· Several code provisions which make this different.





· Is school really "personal" or is it business - a capital expenditure investing in your future?





· What about if school makes you better at doing your current job?






- Regulation 162-5 says if it qualifies you to do a different job, then it doesn't make a difference if it makes you better at your current job, and it is not deductible.




Hope and Lifetime Learning Credits





· Section 25A





· Tax credits




Scholarships





· Scholarships are not taxable income





· This is public policy decision, there is no good reason financially to treat scholarships different than other income.




Student Loan Interest





· A limited amount of student loan interest is deductible if you make less than a certain amount of money.





· Up to $2,500 deductible per year if taxpayer AGI is $50,000 or over (single)





· Above the line deduction - don't have to be an itemizer




Qualified Tuition and Related Expenses Deduction (Section 222)





· Deduction for tuition and related expense up to $3,000 (inflation adjusted) as long as you make under $65,000 (for $3,000) and $85,000 (for $2,000)





· Can't take the deduction and the credit.



10.    Personal Interest Deduction




CB Pp. 344-348; Chirelstein Pp. 192-197




IRC ''163(h); 461(g)(2)




No Deductions for Personal Interest





· Except for "qualified residence interest" - mortgage and home equity loans.





· What are qualified residences?






- Your principle residence AND






- 1 other residence per 280A(d)(1) - which includes such residences as your "yacht" as long as it has a bedroom and bathroom.





· Includes "acquisition indebtedness" (i.e. purchase money mortgages).






- Indebtedness must be secured by the residence.






- Parental loans to buy a house don't count - no mortgage on the property.






- Acquisition costs associated with construction are also included here.  Also, any improvements in it (but not repair and maintenance) 






- Refinancing and/or home equity loans are also included - as long as refinancing does not go over the past acquisition indebtedness.




Prepaid interest (Section 461(g)(2))





· In general, prepaid interest is not deductible.





· Exception: "points" paid for purchase money mortgages for principle residences only.




A.    Taxes Deduction





CB Pp. 424-427





Chirelstein Pp. 185-188





IRC ''164(a), (b)(1), (c)(1), (f); 275




Not necessary for taxes paid for trade or business use - those are regular trade and business expenses, ORDINARY AND NECESSARY (except for sales taxes which have to be paid when an item is purchased, which must be capitalized), then it is deductible.




What about human beings? (not businesses)





· Deductions under Section 164 allow for taxes to be deductible






◊ State and local real property taxes on personal residence and vacation home.






◊ State and local income taxes






◊ State sales tax can be elected instead of state income tax, and can be calculated either based on every penny you spent, or you can guess based on IRS given tables.




B.    Charitable Contributions





CB Pp. 427-429, 436-444; Chirelstein Pp. 190-192





IRC '170(a)-(c), (e)(1), (f)(2)(A), (f)(3), (f)(8), (h), (i), (j)





Regs. '1.170AB1(c)(1), B1(g), B4(b)(3)(i), B13(f)(8)




The Charitable Organizations (tax-exempt organizations)





· Code sections starting at Section 501 which say certain organizations are exempt from Federal Income Tax.





· 501 Includes not-for-profit (i.e. country clubs, MAC, etc) which are not taxed on their dues, but are taxed on other business activities.





· 501(c)(3) - lists charitable organization






- Can not participate in any political campaign on behalf of any candidate for public office, or provide income to select shareholders.




Deductions for Charitable Organizations - Section 170





· A charitable contribution shall be deductible only if verified under the regulations prescribed by the secretary.





· Questions of burden of proof - who has to prove the organization was charitable.





· Must provide appraisal  of goods donated over $5,000 with the tax return or taxpayer will loose.





· Need receipt from charity for donations over $500, and receipt must state if you received anything in exchange.






◊ Must deduct the value of anything received.





· Charities for this must be operated solely for certain purposes - Section 170(C) 




What if you are a charity but pay your CEO an large sum?  Is this moving charity money to a private individual (forbidden)?





· Might depend on what the going rate is for this type of CEO.




Percentage Limitation





· Can not donate more than 50% of AGI to one of the charities listed in Section 170(b)(1)(A) - the "A" charities.






- Includes those who receive a substantial amount of support from the government or private individuals. 






- These are public supported charities.





· Private Charities/Foundations are limited to 30% AGI deductions.





· Amounts going over the 50% limit, the deduction can be carried forward.




Trusts:





· What if money is put into trust for a charity, where donor gains some amount of income form the trust?






- She gets NO income tax deduction for putting the money in a trust because she is paid the income.






- It will work and she gets the tax deduction if she puts the money in trust and takes annuity payments.






- You can even get pre-printed forms, such as "How to Give Money to Harvard" :-)





· The Charitable Remainder Trust.  Must be an annuity set up.




Charitable donations of Capital Assets.





· Giving property to charity is not a realization event.





· Charities also get the carryover basis, but they are tax-exempt so it doesn't matter.  They don't pay taxes on gains anyway.





· PLUS, the deduction is then the FMV






- Exception for any amount which would not have been long term capital gain if the donor had sold it.






- Short term capital gain and ordinary income must reduce the amount of deduction.





· Also, the charity must use the property for one of the reasons it is a charitable organization.  They can't use it for some other purpose.






- This includes if the organization is going to sell what you gave them to bring in cash - then you only get to donate BASIS.




C.    Medical Expenses





CB Pp. 446-453; Chirelstein Pp. 188-189





IRC '' 162(l)(1); 213





Regs. '1.213B1(e)(1)(i)-(iv)




What medical expenses are deductible?





· Non-reimbursed.





· Amount in excess of 7.5% of AGI.





· Only for "medical care" - diagnosis, cure, mitigation, treatment, prevention of disease, or for the purpose of affecting any structure or function of the body.





· Drugs are for prescribed drugs or insulin only, not OTC stuff.





· Qualified long term care services as defined in 7702B





· No plastic surgery.  Lasik?  Lasik is OK.





· Transportation, meals and lodging legitimately related to need for medical treatment (not for treating a disease in Palm Beach because it's sunny there)




Why is it deductible?





· Expenses which put them into the position which they were in before illness or injury.





· Limited to extraordinary costs for medical expenses, not ordinary.





· It's a below-the-line itemized deduction.


IV.    WHOSE INCOME IS IT?



1.    A.    Taxation of the Family




CB Pp. 454-466




Chirelstein Pp. 219-221, 251-252, 258-262




IRC ''1(f)(8), (g)(1)-(4); 2; 63(b)(5); 151(d)(2); 7703



The Kiddie Tax - Section 1(g):




· If they make money, they still have to file a tax return.




· Some unearned (i.e. not paid for services) income of minor children is taxed as if it's the parent's income (treated as parent's income)





- Only applies to children under the age of 14 (now, Congress is trying to push it up to 18) who has either parent alive.





- Allocable parental tax = tax parents would have if included child's unearned income / tax parents would have without the child's unearned income.





- Investment income - 800 (deduction for dependant) is not taxed; another 800 is taxed at the child's rate; the reset is checked at the parent's rate.



Marriage / Single Penalty




· Marriage penalty has been lessened a bit due to recent changes.  Only a penalty now for really high income bracket folks.




· Single penalty, however, has gotten larger due to this, especially for two singles living together who have highly disparate incomes.



Innocent spouse rule: relieves spouse of joint liability for tax fraud




B.    Divorce





CB Pp. 466-478; Chirelstein Pp. 262-264





IRC ''62(a)(10); 71; 215; 1041; 152(e); 213(d)(5)





Regs. ''1.71B1T; 1.152B4T; 1.262B1(b)(7); 1.1041B1T


Transfer of property between spouses (Section 1041):



· Married spouses can not recognize gain by transferring or selling property between them.  Basis is carry-over basis.



· Divorces spouses get the same benefit, but it has to be related to the divorce. (usually within a year of the divorce)


Alimony and child support (Section 71)



· Child can only be one person's dependant - and custodial parent gets the deduction regardless of who pays support, unless the divorce agreement states otherwise.



· Child support is not deductible.



· Alimony is treated as gross income.




- Even if payments are supposedly for part of business expense (say, a medical license), they are not expenditures.




- However, Alimony is deductible to the payor and income to the payee.  Must be in cash and stop when the payee dies.




- Always a question if it payments are alimony or property rights.



· Child support is not treated as gross income.




- Not deductible when paid, and not income when received.



2.    A&B    Assignment of Income




CB Pp. 478-486; Chirelstein Pp. 221-227



3.    C.    Trusts




CB Pp. 514-518; Chirelstein Pp. 244-249




IRC ''1(e); 671; 672(e); 673(a), (b); 674(a), (b)(1), (5), (6), (7), (c), (d); 675(3); 676(a); 677


V.    CAPITAL GAINS and LOSSES



1 & 2    Overview and Mechanics; Policy




CB Pp. 526-541; Chirelstein Pp. 361-372




IRC ''1(h)(1), (4)(A), (11)(A); 1211(b); 1212(b)(1); 1221(a); 1222; 1223(1), (2)



When is gain capital gain?




· Capital assets have a useful life of more than one year.




· Long term capital gain/loss has been held more than one year.




· Short term capital gain/loss has  been held less than one year and has less favorable tax rates - it is taxed at ordinary income rates (except they can be offset by capital losses, either short or long term).




· Capital loss is loss due to the sale of a capital asset, insofar as it is allowed.  Losses on personal capital assets are not deductible.



Losses Section 165 and 1211:




· Still must meet other loss criteria.




· Also must ask if it was sale of capital asset.



If you are giving appreciated assets to charity, you need to know if it's capital or not.  Donations of capital assets to charities are treated differently.



Capital Losses




· Capital losses for a corporation are only applicable against capital gains.




· Capital losses by human beings are the same, except you get a $3000 freebie which does not have to be against a capital gain.




· Carry-forward only possible. 



Property exchange of capital assets: 




· If you trade property, holding periods (1 year) tacks on to each other. Section 1223.




· Goes for any time you have a non-recognition event.



Capital Gains Tax rate:




· High income tax bracket = 15% capital gains rate.




· Low income tax bracket (regular income) = 10% capital gains rate.




· Generally less than half the rate of high income people.




· Special capital gains rates for "collectables" (art work, jewelry, stamps, gems and metals), real property


3.    Capital Asset; Recapture



CB Pp. 554-559, 573-574, 600-608



Chirelstein Pp. 406-414



IRC ''1060(a); 1231(a), (b); 1244(a), (b), (c)(1),(3); 1245(a)(1)-(3)(A)



Review '' 165(f), (g); 166(d)(1)(B); 170(e)(1)(A); 453(i)



What is a capital asset?




· [any] Property held by the tax payer (whether it is held in connection of trade or business does not matter) except a limited number of statutory exceptions:





- Inventory





- Real property or depreciable equipment.





- Copyrights, artistic composition.  However, patents are treated as capital gains.





- Accounts receivable




· Section 1231 - the "quasi-capital" asset provision.  Real property and depreciable equipment is treated as a capital gain if sold at a gain [favorable rates], but non-capital is sold at a loss [no limit on offsetting it with capital gains]





- Section 1245 - applicable to all non-real property.





- Gain on non-real property is not allowed insofar as you have take depreciation.  Depreciation recapture.





-  




· For human beings who do not have inventory, everything is capital.  BUT, just because it is a capital asset does not mean you get a capital gain or loss from it - capital loss for personal items are not deductible. 



What is NOT a capital asset?




· Things you do in normal course of business in order to make your ordinary income.





- When Ford makes an automobile, it is inventory, and regular income.





- When you buy an automobile, it is a capital asset (for the most part)
