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Income Tax

Overview

1. General

a. §7430(a): might get admin costs and fees if reasonable & admin remedies exhausted. 

b. §6015: Innoc. spouse relief, joint return, didn’t know & had no reason to know.

c. §6013: gives option of filing jointly, if joint, joint & several liab for full amt

d. Burke v. Comm’r: can’t protract litigation

e. Golsen v. Comm’r: tax ct is bound by fed cir ct in which it sits
f. Remedies: no declaratory judgments, Anti-Injunction Act. 
g. Burden of Proof: civil tax cases on taxpayer but in civil fraud or criminal tax it on govt.  Also irc may vary the burden
h. §6501: Limit on Assessment & Collection
i. (a) SOL is 3yrs after filed 
ii. (c) no sol if fraudulent, attempt to evade no limit, no return, 
iii. (c)(4) IRS can’t force you to extend sol but you should do it anyway
iv. (e)(1) if return omitted >25% of gross income, 6 yr sol
i. Amended returns: no legal obligation if filed in good faith,  but ethical oblig
i. if scienter in original, amending is no cure
ii. amended return doesn’t extend sol
j. Tax Policy – major concerns: fairness (horizontal equity, vertical equity), simplicity, administrability, neutrality
Income
2. Power to tax income, 16A: 

3. §61: all accessions to wealth, $ then filtered out using express exclusions to income, §101, §102, etc. then filters out deductions, and finally exemptions

a. Eisner v. Macomber (rec stock dividend) change in form of asset isn’t income

b. Helvering v. Bruun: any definite event c/be used as moment to acct for gain
c. Glenshaw Glass: (damage award) all accessions to wealth are taxable, §61 incl no limits as to source of taxable rec.
i. “In lieu of” test: damages in lieu of lost profits = income
d. Haig-Simmons income: consumption + increase in wealth
e. Clark v. Comm’r: no tax on return of basis/capital
f. Old Colony Trust (employer pays ee income tax) relief of a debt is income to debtor [§61(a)(12)]
g. Cessarini, treasure trove, finder has income when property is “reduced to undisputed possession” also Reg. §1.61-14(a)
h. Manomet Cranberry Co.: bargain purchase, no income until gain is realized, its often confused with treasure trove
4. Discharge of Indebtedness
a. §61(a)(12)
b. Kirby Lumber: discharge of indebtedness is income
c. Rail Joint Doctrine: not all obligations are debts, i.e. child support, charitable pledge, etc.
d. Zarin: if debt isn’t legally enforceable, cancellation isn’t income
e. Contested debt doctrine: there’s a dispute about real value of debt

f. Merger of obligor & obligee: (debtor purchases her own debt) there’s income, avoid using corp, issue another note w/ good terms, use a straw

5. Original Issue Discount

a. Calculate: compare face rate on note & market rate paid, mkt will adj purchase $, difference between face rate and market is OID income.

b. RR: 72-587, see Gazur’s email
6. Economic benefits:

a. Daehler: econ benefits from employer that are fringe benefits under §108 are income, Form Matters

b. Frequent flyer miles: not generally taxed but the service has waffled

7. Property Received as Income:

a. Reg. §1.61-1(d) property received as income is valued at FMV

b. Barter, RR 79-24: property from barter is FMV

c. Exception to FMV rule: Turner: (prize of non-trans vacation cruise ticket) value can be based on value to tp, not mkt, but facts are unusual.  

i. Exception doesn’t apply to employment relationships, Reg §1.61-1(d)(2)

Gains & Losses from Dealing in Property (ch. 3)
8. §61(a)(3): incl in gross inc gains from dealings in property

9. §1001, gain/loss = amt realized – adj basis

10. Realization: 
a. Cottage Savings Assn: exchange causes realization only if properties are “materially different” may be even if no difference in “econ substance.”  Do properties have “distinct legal entitlements?” Reg. §1001-1(a): gain/loss from exch of materially different properties
b. These trans don’t cause realization of income/loss

i. gifts
ii. division of property btwn co-owners

iii. pledge of property (David Bowie bonds)

iv. alteration of contract terms

v. grant of an option

11. Implicit Sales

a. Int’l Freighting: exchange of props is realization event
12. Computation of Basis and Adj Basis

a. §1012: basis is cost, doesn’t include property taxes, see §164(d)

b. Philadelphia Park: value of property exchanged is the its fmv of property rec/given, includes cost of acquisition.  

c. Options§1234

i. Issuance: grantor has no income, holder has no deduction

ii. Exercise: basis is $ paid for option + exercise $, both taxed on exercise

iii. Expired: grantor has gain

iv. Caveat: look for relative high $ options, might be purchase, down pymt

d. Adjustments to basis

i. §1016(a)(1): adj for expenditures, receipts, loss “properly chargeable to capital acct” but not for taxes or §173 expenses

ii. §1016(a)(2): adj for wear & tear, obsolescence, amort & depreciation

13. Related Taxpayers

a. §267(a) no deduct for loss from sale, exchange btwn persons related in (b)

b. §267(b) brothers, sisters, spouse, ancestors, lineal descendants, individual & corp more that 50% own by individual.

c. §267(d) can recognize gain if loss was previously disallowed

i. Ex: F sales property to D for $300 below basis, F can’t take loss.  When D sells property, she only recognized gains to extent they > $300, calculate using D’s basis in property.  If D sells at a loss, calculate loss using her basis too.

ii. This is an exception to assign of income doctrine where there the person who pays income tax must be true earner

14. Basis of Property Rec’d as Gift

a. §1015(a) donee’s basis = donor’s, unless basis > fmv, then fmv for calc loss

b. §1015(e) btwn Spouses: use §1041(b)(2), DO NOT USE THIS SECTION

c. Farid-Es-Sultaneh largely moot today b/c of §1041(a), gift takes no step up in basis but sale of marital rights gets step up.

i. Pre-nupts: not enforceable until marriage, therefore most are conditioned on actual marriage.  Avoid taxable premarital transactions

15. Part Sale, Part Gift

a. Seller: rpts gain if sale$ > basis, no loss if < basis, Reg. §1001-1(e).

b. Buyer:  basis = greater of $paid or transferor’s basis, Reg §1015-4(a)

c. Transferor consider selling at mkt, taking loss & giving $, b/c transferees basis is determined by §267(d) above & any loss is surrendered forever

16. Property Acquired from Decedent

a. §1014(a) basis of devisee = fmv at date of death

b. §1014(b) property “acquired from decedent” (p475)

c. Income in Respect to Decedent, see §691

d. §1014(e) CAVEAT: appreciate prop acq’d by dec’d by gift w/ 1yr of death

i. If acq’d w/in 1yr of death by gift & it passes from dec’d to donor, then basis = decedent’s adj. basis (no tax-free step-up)

17. Apportioning or Allocating Basis

a. Apportionment generally based on fmv of land at acquisition. 

b. Exception: if costs can be tied to a particular tract or parcel, apportion in accordance w/ acreage instead of value

c. Inaja Land Co.: if $ is an easement determine if its “in lieu of” lost income or some other reason, ex. to prevent prescriptive use from vesting in another.  

i. Rule: IF apportionment w/ reasonable accuracy isn’t possible + amt is less than cost basis of property = no gain but return of capital and reduces cost basis of entire property.

18. Amount Realized

a. §1001(b): amt realized from sale of prop = $ + fmv of property received

b. Reg. §1001-1(2)(b): amt realized = amt of liab discharged as result of sale, includes non-recourse loan.  FMV of security at time of sale isn’t relevant for determining amt of liab discharged

c. Non-Recourse Debt: 

i. Concerns re: validity of the trans, a legit trans accurately reflects the true value of the prop but a phony trans may inflate values. 

d. Crane v. Comm’r: Income amt includes relief of debt. 

i. Implicit holding: purchaser’s basis incl debts assumed or incurred.

e. Tufts: Relief of nonrecourse debt is income, even if less than basis of property
i. §7701(g): Clarification of fmv in the case of nonrecourse debt: fmv is not less than amt of any nonrecourse debt to which the prop is subject 

f. Treatment of recourse and nonrecourse debt:

i. Nonrecourse debt: foreclosure of prop is sale or exchange w/ nr debt part of amt realized, treated like capital gain/loss.

ii. Recourse debt: foreclosure transaction is broken into 2 parts, ordinary income/loss treatment: 

1. First, owners sells property, and 

2. Second, seller pays imaginary cash to lender, amt by which lender accepts less than $ of debt, debt relief under §61 & §108

Exclusions from Gross Income

1. Imputed Income = value of goods, svcs prod & cons w/in family, + value of using property owned by tp or family members

2. Gifts, mostly btwn family members

a. §102(a): gifts aren’t included in income

b. §102(b): exclusion doesn’t apply to income from gifted income property 

c. §102(c): doesn’t exclude amts trans in employment relationship

d. Reg. §1.102-1(f)(2): er/ee excl doesn’t apply to trans btwn related parties if gift is “substantially attributed to the familial relationship.”

e. Duberstein gift is made w/ “detached and disinterested generosity,” q. of fact & primary purpose controls. 

i. Implications: §274(b) no deduction for gifts of valuable prop, but if donee can excl under §102, it’s limited to $25

ii. Limits of Duberstein: works for 1-on-1 trans but falls apart when applied to repetitive, multiple gifts, or anon multiple donors

f. Olk: tokes to casino dealers are taxable

g. Goodwin: organized gifts to priest, rabbi, etc. are taxable, can’t be alt to salary. 
h. Harris & Conley: Cash allowances can be gifts; some read it to say that one will rarely suffer criminal sanctins for gift v. income but this a unusual fact pattern. 

3. §74. Prizes and Awards

a. Section is both exclusionary & inclusionary

b. §74(a) gross inc includes prize & awards

c. §74(b) exception for prizes trans to charity (p.65)

d. §74(c) exceptions for certain employee achievement awards

e. Washburn: windfalls are tax-free, but must be pure luck, tp didn’t enter contest, she “never bought or used the product,” didn’t give testimonial,etc.
f. Reg. §1.74-1(a)(2) value prize at FMV

g. Turner: may valued at its worth to tp if extraordinary circumstances.  
h. McCoy: tp may value at resale$, but must dispose of promptly to avoid decline in value or else “personal use” of prize.
i. Braunstein: winning lottery ticket
j. RR. 57-374: tp can refuse prize & thereby avoid taxable income
4. Property Acquired by Inheritance
a. §102: don’t include in income
b. Lyeth v. Hoey: inherit. is one’s rightful share of estate pursuant to a settlement, no diff btwn amt rec as neg. settlement and regular inheritance. 
5. Income in Respect of a Decedent
a. §691(a): not inherit, estate repts inc from wages, taxed at recipient’s tax rate.
b. Up to date of death, all $ rec is filed on final tax return.  Monies earned but not rec at date of death is IRD & filed on heir’s tax return.
c. Distributions from IRAs, pension plans, & 401Ks – pure IRD
6. Scholarships, Fellowships, St Loan Cancellations, and Selected Edu Incentives (p87)
a. §117. Inc doesn’t incl amt rec as a qual scholarship, must be getting degree
b. Qualified scholarship: used for tuition and related exp as condition of grant, incl: tuition, fees, req’d books, supplies, etc.
c. Reg. §1.117-6(e): don’t need to trace grant dollars to particular spending.

d. Reg. §117-6(c)(1): no tax unless use is designated for other purposes

e. Reg. §1.117-6(b)(2): must use funds w/in academic year to which it relates, otherwise, incl unused funds in tax. inc for the year in which acad. year ends.

f. This is exclusion section, if scholarship doesn’t qualify under §117, see §74(a)

7. Educational Assistance Programs 

a. §127(a): excl edu. assist. from gross inc up to $5,250/annual

b. §127(c)(5)(a) suggests that top heavy utilization rates of edu. assist. programs won’t violate the nondiscrimination rule of §127(b)(2).

c. Revenue Ruling 77-263: athletic scholarship isn’t income if not req’d to play

d. Free tuition for ee & their child gets §127, unless the student has grad degree

8. Board and Lodging Exclusion

a. §119(a): Meals or lodging furnished for convenience of employer

i. doesn’t apply to cash given in lieu of meals

b. Peterson v. Comm’r: 

i. Meals:  may excl from ee’s income if: 1) furnished on the business premises and 2) meals are furnished for the conven of the er.  

ii. Lodging: may exclude from ee inc if: 1) furnished on prem of er, and 2) furnished for conven of er, and 3) ee must accept, cond of employment 

c. “Business premises” isn’t defined in IRC but it gets more attenuated based on geography.

9. Fringe Benefits (p99)

a. §132(a): certain fringe benefits aren’t incl in gross inc

b. §132(b): No add’l cost svc, if its offered for sale to cust’s in ord course of bus, or no subst add’l cost in providing svc; or

c. §132(c): Qualified ee disc: disc isn’t > either 1) gross profit % of price at which its offered to cust’s, or 2) for svcs, it’s at least 20% of price at which svcs are offered to cust’s.  No real or investment prop; or.

d. §132(d) Working cond. fringe, prop or svcs provided to ee by er & if ee paid, pymt w/b deductible under §162 or §167; or

e. §132(e) De minimus fringe prop, svc, so little value that acct is unreasonable

i. Qual. transp fringe: incl transp in “commuter highway” vehicle, transit pass or qualified parking.

f. de minimis fringe: operation by an er of any eating facility for employees is de minimis fringe if facility is located on or near business premises and revenue derived from facility normally equals or exceeds direct operating costs.

10. Interest on State and Local Bond

a. §103(a) no gross inc on interest from state or local bonds

b. §103(b) excep: non-qual private activity; arbitrage; or non-regist bond

i. Related sections: §148, no arbitrage & §149 only regist bonds exempt

ii. Dbl exemption: some bonds are both state & federally exempt

c. Neutral Tax Rate = Mkt IR (1 – tax rate), ex: 10(1-.40) = 6 neut rate

i. if perfect mkt, no subsidy for state bonds

ii. bond rates higher than necessary to attract low inc tp’s

d. To compare tax free investment w/  taxable investment:

i. step1: calc yield on ordinary invest: $1000*10% int = $100 yield

ii. step2: calc yield after tax: if 20% bracket, $100 * (1-20%) = $80

iii. step3: calc yield on tax free invest: $1000*6.66% int = $66.60

iv. step4: compare ord invest gain to tax free gain: $80 > $66.60

v. The greater tp’s marg rate, the lower tax free int req’d 

11. Lessee Improvements on Lessor’s Property

a. §109: gross inc doesn’t incl bldgs or other improv by lessee (doesn’t excl rent)

b. §1019: buildings & improv under §109 don’t affect adj basis of real property

c. Helvering v. Bruun: bldg constr by tenant is inc to lessor at end of leaser term or tenant abandons, whichever comes first.
d. Note: improvements in lieu of rent are incl in income
12. Child and Dependent Care Assistance
a. §129(a): no inc for amt paid, incur by er for depend. care assist, if app prgm.
b. §129(a)(2)(A): annual $5k limit

c. §129(d) defines dependent care assist. prgm

13. Recoveries for Personal Injuries and Sickness******

a. §104(a): unless deducted in prior tax year, gross inc doesn’t incl:

i. §104(a)(1): $ from workman’s comp for pers physical injuries, sickness

ii. §104(a)(2): damages rec (not punitive) b/c of pers physical injury or physical sickness, doesn’t exempt emotional distress.

iii. §104(a)(3): $ from accident or health ins for personal injuries, sickness

b. see also, §213: tp’s can deduct extraordinary med expenses

c. Damages:

i. Cgs’ rpt: if action has origin in phys injury/sick, damages (not punit) are excludible even if recip. isn’t the injured party

ii. Award: allocate among theories of action claimed by tp.
  Result is P’s lawyers will include a phys injury claim if poss and allocate as much of the award as possible to that claim.

iii. Liquidated dmgs: incl in inc, not recovery of capital; tp’s can excl dmgs to lost business goodwill, on theory that its recovery capital up to basis.

d. Raytheon: if damage awd in lieu of business inc, its taxable.  Excep: if loss of inc is due to pers phy injury, its excl on policy grounds.

e. RR 85-98, settlements: complaint is most persuasive evidence of how to characterize $ recovered in settlement.  V will demand less relief if likely that it will be tax-exempt.  IRS isn’t bound by settlement docs.

f. Emotional Distress:

i. Excl amt paid for med care due to emotional distress. [flush language]

ii. Excl dmgs for emot’l distress cause by phys injury, sickness

g. Policy justifications for exclusion under §104

i. taxing award for pain & suffering is offensive

ii. recovery for expenses s/not be taxed

iii. recovery of human capital shouldn’t be taxed

iv. recovery of nontax items s/b tax free, i.e. imputed inc from healthy body

v. wages s/not be taxed so that V be left in same position as if no injury

h. Delany: If part of settlement is taxable, §212(1) allows deduct of “ordinary and necessary” exp paid for production and collection of inc, i.e. atty’s fees.

i. Deductible Exp = (“Ord & Nec” exp * Nonexempt Inc) / Total Awd
j. Amounts Received under Accident and Health Plans (employee-employer)

i. §105(a): $ rec by ee from ins for pers injuries, incl gross inc to extent amts are 1) attr to contrib by er not  incl in inc of ee, or 2) are paid by er

ii. §105(b): except: if $ paid to tp to reimb for med care exp, also for child

iii. §105(c): except: if pymt is for perm loss or use of member or funct of body or it unrelated to period ee is absent from work

14. Annuity Pymts: Partial Exclusion from Gross Income

a. Annuities: allow tax deferrals: expensive, withdraws are ordinary income

b. §72(a): gross inc incl any amt received as an annuity

c. §72(b): exclusion ratio: premium/expect distrib = (yrly distrib*life expectancy)

d. §72(c)(1): if annuity ceases before invest recovered b/c of death, amt of unrecovered invest can be deducted on final tax return.

i. Some contract’s have refund feature, returns premium paid to company

ii. See Ordinary Life Annuities, Table V on page 239

e. Annual inc from annuity = annual distrib – (excl. ratio * annual distrib)
15. Certain Death Benefits (p72)

a. §101(a) exclude all life ins receipts, covers terminally ill insured (like an inherit)

b. Life Insurance policies, 2 types:

i. Term: pure insurance coverage

ii. Whole Life: combo of term + savings acct, fills in gaps in coverage not be avail from a term policy b/c of rising mortality risk as insured ages.

c. General principles

i. exclusion under §101(a), acts like gifts & bequests

ii. if recip. trans life ins proceeds into annuity, not lump sum, §72 applies

iii. insured also benefits from life ins b/c no tax on inc earned via policy 

iv. ins co’s get advantage of tax-free interest b/c can offer lower IR 

v. attractiveness of life insurance rises with marginal tax rates

vi. CL est that ins. must have a risk element for insurer if insured hopes to benefit from § 101, must have risk distribution and risk shifting

d. C.f. annuities and life insurance

i. Annuities are a better deal if you outlive the actuary’s calculations

ii. Life ins. is only good if you die close to the time when you get the policy

e. Mortality gain, if you die early = Amt received – (premium $ * # of pymts)

f. §101(a)(2) limits trans of life insurance policies (p72)

16. Gain on Sale of Principal Residence

a. §121(a): no inc on gain from sale/exch of prop, if during 5yr period ending on date of sale, prop was owned & used as principal residence for periods aggregating 2yrs or more.

b. §121(b): amt of gain excl < $250k.  

i. §121(b)(2)(A)(i) okay if either spouse satisfies owners req’ts

c. §121(c): hardship exception, if unforeseen circumstances cause tp to fail to meet 2yr req’t, prorate that statutory exempt. to the period of ownership.

d. §121(d) depreciation deductions can’t be applied against excl amt

e. “Principal residence”: depends on facts & circumstance, incl good faith of tp.  Whether prop is or has been rented is not determinative that prop is not used by tp as principal residence.  Property may be houseboat, house trailer, stock held by tenant-shareholders in co-operative housing corp. Reg §1.1034-1(c)

f. Home office deduction: if used portion of home as home office, that portion doesn’t get excl., but if 2yrs w/in last 5 of residency w/o home office, qualifies.

17. Taxation of Social Sec. Benefits

a. §86(a): tp’s in high inc brackets, taxed on ss benefits based on modified AGI

b. Remedy for §86 tax is §72, annuities and certain life ins contracts

18. Discharge of Indebtedness & its Avoidance for Tax Purposes

a. General rule: income is realized when debt is forgiven or otherwise cancelled.  

b. §108(a)(1): excl from gross inc, if:

i. discharge occurs in a title 11, or

ii. discharge occurs when the taxpayer is insolvent

iii. indebtedness discharged is qualified farm indebtedness, or

iv. not a c corp, debt discharged is qualified real property indebtedness.

c. §108(b)(2): reduce following categories, in order, subj. to §108(b)(5) election

i. Net operating loss

ii. gen business credit

iii. capital loss carryover

iv. basis reductions 

v. passive activity loss and credit carryovers

vi. foreign tax credit carryovers

d. §108(b)(5): can election to first reduce depreciable property. see §1017

e. §108(c)(2): qual real estate rule, amt excl < ratio of outstanding principal over fmv of real prop less 

i. Applies to deprec prop used in trade, business.  

ii. Overall limit: amt excl < aggregate adj bases of depreciable property

f. §108(d)(1):Indebtedness of tp = debt or property subject to debt

g. §108(d)(3):insolvency rule: liab > fmv of assets, amt by which tp is insolvent, determ on tp’s assets & liab immed before discharge. 

h. §108(e)(2) “wash rule”: no inc if pymt of liab w/h given rise to deduction.

i. §108(e)(5): Purchase Price Adj Rule: if debt is reduced, & it’s not Title 11 or insolvent, the reduction is income to purchaser

j. Spurious debt cancellation: cancellation is a medium for a diff trans.  Ex: in place of gift, parent lends child $ for house and cancels $10k of debt yearly.  §108 is implicated but must report the debt cancellation as income.

Character of Gains and Losses: Capital & Ordinary

1. Generally

a. Goal: produce long-term capital gains and ordinary losses

b. Avoid: ordinary gains and capital losses

2. Capital Assets (ca) (p.514)

a. §1221(a): “ca” means prop held by tp, but doesn’t include property:

i. inventory, or PHPSTCOCTB

ii. used in trade, bus subj to deprec (§167) or real prop used in trade, bus

1. this is §1231 prop: gains are usually capital, losses are ordinary!

iii. copyright, literary, musical, or artistic, letter or memo, or “similar prop”, if held by: 1) creator, 2) tp for whom produced, or 3) tp whose basis get gift treatment.  But if purch from artist, it’s a capital asst or §1231 prop.  

iv. AR or NR acquired in ord course of trade, bus for svcs or sale of prop.

v. publication of US govt rec’d other than by purchase & is held by tp who rec’d it or if rec’d as a gift, from person who originally received it.

vi. Supplies used in a trade or business

b. PHPSTCOCTB: 

i. Malat v. Riddel: ‘primarily’ means “of first importance” - tells what to do if mixed motive but not if “change of purpose or “undermined purpose.”

ii. Private Letter Ruling 8140015: (scrap silver) ‘for sale’ use 8 factors:

1. purpose for which property was acquired
2. purpose for which property was held
3. extent of improvements made to property by the taxpayer
4. frequency, number, and continuity of sales
5. extent and nature of transactions involved
6. ordinary business of taxpayer
7. extent of advertising, promotion, or other active efforts used in soliciting buyers
8. purpose for which property was held at the time of sale

iii. ‘Ordinary course,’ not extraord or unusual, i.e. everyday type trans.

c. Hort: pymt in lieu of ordinary inc remains ordinary income, can’t change its character b/c of extenuating circum.  Also, cg requires sale or exchange of ca.
d. Foote v. Commr: (sale of tenure), something very personal to an individual is not an asset – better to seek tort damages.
3. §1231 Property

a. Applies to 1221(a)(2): property used in trade or business subject to depreciation.

b. See document on §1231 property for treatment

4. Capital gains or losses (cg, cl)
a. §1222: Requires a sale or exchange of a capital asset
b. §1222(11): Net Capital Gain = NLTCG – NSTCL
c. See document on the mechanics of §1222

5. Deductibility of capital losses
a. §165(a): deduct losses subject to §165(c) trad/bus, trans for profit §212
b. §1211(b) loss recog < gains + $3k, carry-forward the rest of the loss

i. ex: net STCG w/ STCL, LTCG w/ LTCL

ii. All gains get reduced by all losses: i.e. STCL$400 – LTCG = STCL$100

iii. Deduct up to $3k against remaining losses, shorts first.

c. Capital losses, carrybacks and carryovers

i. §1212(b)(1)(A) excess of NSTCL over NLTCG = NSTCL

ii. §1212(b)(1)(B) excess of NLTCL over the NSTCG = NLTCL 

6. Holding Period of Capital Assets

a. Starts when purchased, otherwise:

b. §1223(2): Tack a donor’s holding period to donee’s 

c. §1223(11): Inherited property is LT

7. Tax Rates on Capital Gains

a. Long Term

i. Collectibles – 28%

ii. LT Loss Carryover – 25%

iii. LTCG & L not in other brackets – 20% (10% for 15% bracket taxpayers)

iv. Prop bought after 1999 & held >5yrs gets 18% (8% for 15% bracket tp)

b. Netting Gains and Losses

i. STCG & L: first net loss & gains

1. Net Gains: tax STCG at ordinary income rates

2. Net Losses: apply to LTCG in 28%, 25%, 20% groups in that order

ii. LTCG & L: net gains and losses

8. Correlation with Prior Transactions

a. Arrowhead v. Commr: Nature of the prior trans rules & subsequent trans s/ mirror. Rule can hurt tps who suffer large losses & cant’ deduct entirely.

9. Sale of Depreciable Property Between Certain Related Taxpayers 

a. §1239: sale or exchange (directly/indirectly) btwn related tps is ord inc (p524)
b. “related persons” see p524
10. Depreciation Recapture
a. 2 different rules

i. §1245 prop (common): deprec, personal prop (not real) w/ few exceps

ii. §1250 prop (dead letter b/c now we use only straight-line for RE)

b. §1245: Recapture gain as ordinary income

i. Gain = lesser of gain on sale or the depreciation taken.  

1. If gain > depreciation amount - §1231 treatment

2. If deprec > gain on sale, no income

ii. RR 69-487: conver of prop for pers use from bus. use, no recapture b/c no disposition.  But, if §179 deduct, recapture if bus use < 50%.

c. Gain from Disposition of Depreciable Realty

i. §1250. If “additional depreciation” > gain, diff is ordinary income

1. “add’l depreciation” = diff btwn deprec taken & deprec under SL

2. Recaptured add’l depreciation gets special rate of 25%

11. Sale of Sole Proprietorship

a. Williams v. McGowan: sale of business, treat as though you fragmented & sold off the individual assets; a business is, therefore, an agg. of individual assets.

Deductions

1. Business and Proft Seeking Deductions & Credits

a. §162: trade or business expenses

i. §62: AGI is gross inc less

1. §62(a)(1): trade & business deductions, 

2. §62(a)(2): certain deductions of employees

3. §62(a)(3): losses from sale, exch of property

4. §62(a)(4): §212 deduct on prop held for produc of rents/ royalties

b. Expenses for Production of Income: §162 & §212

i. §162: deduct ord & nec. exp in carrying on trade or business includes:

1. reasonable allowance for salaries

2. traveling expenses while in pursuit of trade or business

3. rental, other pymts req’d to be made as cond of continued use

ii. §212: deduct for ordinary & necessary expenses (investments):

1. for production or collection of income

2. for mgmt, conserv, or maint of prop held for production of inc, or

3. in connection w/ determ, collection, or refund of any tax

iii. Limits on Deductions

1. §262: No deduct for personal, living, or family expenses.

2. §183: No deduct for activities not engaged in for profit (hobbies)

3. §263A: No deduction for items that must be capitalized

4. §265: No deduct for exp for production of tax exempt income.

c. “Trade or Business”

i. Groetzinger: “To be in a trade or business, tp must be involved in activity w/ continuity and regularity, primary purpose must be profit.”

ii. Higgins: “Whether one is in trade or business, exam facts of each case, management of records, income isn’t enough

d. “Investment Expenses”

i. Reg. §1.212-1(d). Expense must be “ordinary and necessary,” thus it must be reas in amt and must bear a reas relation to permitted purpose.  Expense can be deducted even if profit-seeking activity is fruitless and the taxpayer is in fact running losses. 

e. C.f. §162 and §212: 

i. §212 expenses are only deductible above-the-line if attrib to prop held for production of rents/royalties.  Hence, most §212 deduct are below-the-line and subject to the 2% floor on itemized deductions, §67.

f. Personal, living, or family expenses: §262

i. Clothing and Personal Grooming

1. Drake: exp for grooming are inherently personal in nature

2. Pevsner: Clothing is deductible as business exp only if: 1) its specifically req’d as condition of employm’t, 2) it’s not adaptable to general use as ordinary clothing, and 3) it’s no so worn.  

a. Objective rule but one case, Yeomans, took subj view.

ii. Smith: child care expenses not ordinary to business pursuits.

1. But there’s now a credit under, §21.

iii. Summary: some things are inherently personal, w/o food, clothing, & commuting a person c/not work but these are not deductible.  

g. §212: Expenses for Production of Income (Other than in a Trade or Business)

i. Dreicer: (27-year Search for the Perfect Steak) primary purpose must be profit-making and must have bona fide expectation of profit. 

ii. Wrightsman (art collectors) tp’s have burden to “est that invest purpose for acquiring & holding art was ‘principal’ or ‘of first importance.”

iii. Tyler (stamp collector) allowed deduct for loss on sale of collection. Hired a prof philatelist, stressed invest feature, and only bought on advice of prof.  Tp had scant interest/knowledge of stamps; and didn’t participate in activities generally associated with stamp hobbyists.

h. Standards and Boundaries of §212 Deductions

i. Surasky: (shareholder contributed $ to corp committee) tp wasn’t officer, director, or ee but believe that contrib would earn $, therefore the contrib was deduct even if not prox related to production of income.

ii. RR 64-236, ct. held it would follow Surasky.

iii. Lowry: (summer beach house) Critical Inquiry into whether prop is inc prop is the expect of profit based on the “purpose or intention of the tp in light of all facts and circum.”  It wasn’t practical to rent house here. 

iv. Reg. § 1.212-1(b) (p.1195): Expenses may be deductible even if prop is not currently productive & there is no likelihood that the prop will be sold at a profit or will be productive of inc & even if prop is held merely to minimize a loss w/ respect thereto.

i. Restrictions on Losses in Connections with Hobbies

i. §183(a): not engaged in for profit, no deduction

ii. §183(b): exceptions, deduction allowed if otherwise allowable & allowed to extent of hobby income 

1. Allowable Deduct = Gross Inc – Deduct otherwise allowable
iii. Classic §183, llama ranch: deduct cost of pets as hobbies

iv. Limiting rules of §183 are triggered when tp engages in “activity not engaged in for profit,” primary inquiry is if tp has a “primary purpose” &“intention” of making a profit.

v. §183(d) Safe Harbor Rule: presum that activity is engaged in for profit if gross inc is derived from activity for > 3yrs in a period of 5 consecutive years and inc exceeds the total deductions attributable to such activity.

vi. §183(c): “Not engaged in for profit” = any activity not under §§162 or 212. Cts will read this to apply where §212 is denied.

vii. Reg. §1.183-2(b): Nine (9) factors in determining whether an activity is engaged in for profit are, (p. 1182):

1. Manner in which the taxpayer carries on the activity. 

2. Expertise of the taxpayer or his advisors.

3. Time and effort expended by the tp in carrying on the activity

4. Expect that assets used in the activity may appreciate in value

5. Success of the tp in carrying on other activities

6. Taxpayer’s history of income or losses w/ respect to that activity

7. Amount of occasional profits

8. Financial status of the taxpayer

9. Elements of personal pleasure of recreation

j.  “Carrying on” a Trade or Business

i. Frank: “Expenses of investigating and looking for a new business and trips preparatory to entering a business are not deductible as “ordinary and necessary” business exp incurred in carry on a trade or business.  

1. To get around Frank, form corp on basis that there’s a diff std for corps.

k. Losses at the “Transactional Stage”

i. §195(a): permits capital of certain start-up exp, & amort over 60mos.

ii. RR 77-254: Exp “related to the decision whether to enter a trans and which transaction to enter” are personal and not deductible, however “Once tp has focused on a specific business or invest, exp related to attempt to acquire are capital in nature &, if allocable to a deprec or amortiz asset, amor as part of the asset’s cost if acquisition’s succeeds.  If it fails, deduct in accordance with §165.

1. Order of preference: §165 (exp) over §195 (amort 60 mos) over §263 (amort w/ capital asset)

l. “Ordinary and Necessary” Expenses

i. Ordinary: something not capitalizable (we think this is the meaning)

ii. Necessary: “appropriate” or “helpful,” gives deference to the business person by giving a soft definition, it’s a less than reasonable std. Welch.

iii. Welch v. Helvering: [No good deed goes unpunished] Debts pd by corp secretary not deductible, they’re necessary but not ordinary and were capital expenses to est. reputation & goodwill. Note: Since tp was engaged in continuing a business he c/h been repairing existing GW.  If so, pymt w/h have been immed deductible as “ordinary and necessary.”

iv. Conway Twitty: tp paid to repair and maintain reputation. 

v. C.f. Welch & Twitty: Welch’s rep. was destroyed but Twitty was trying to keep reputation from disintegrating, there’s a diff btwn est an asset and maintaining one.

vi. US v. Gilmore: §212 deductions depend on the origin of the claim not the consequences of the litigation, divorce is personal.  Note: tp allowed to add legal exp of divorce to his basis in prop. 

vii. Reg. § 1.212-1(g): allows fairly broad range of deduc incident to profit seeking activities: investment advisory fees, office rent, clerical help and custodial fees if they otherwise satisfy §212

m. Moral Restrictions on Deductions

i. §162(c): no illegal bribes to govt officials (FCPA), kickbasks, rebates, or other illegal pymts.

ii. §162(e): no deduct for lobbying but see de minimis excep = $2K

iii. §162(f): no deduction for fines, penalties

iv. Test of illegality: if pymt is 1) illegal under US or any state law and 2) if the state law is gen. enforced and 3) if the pymt subjects tp to criminal penalty OR loss of a license or privilege to engage in a trade/r bus

v. Max Sobel: Inventory Exception, case law, holds that bar to deductibility doesn’t reach illegal disc or rebates to tp’s custs, but only illegal pymts to third parties in the nature of kickbacks or referral fees.
1. Rationale: an illegal customer disc or rebate is a subtraction from gross receipts and is not a deduction.  Alex v. Comm’r.
vi. Tellier: (fraud in sale of securities) USSC allowed deduc for legal pymts related to unsuccessful defense of fraud charge

vii. Mazzei: no deduction for failed attempt to counterfeit $. No IRC prohibition but ct uses public policy to disallow the deduction.

1. Ct’s willingness to apply pub policy limits predictability of  chapt.

2. Other Deductions for Gain-Seeking Expenditure (ch 6)

a. Travel expenses

i. §162(a)(2): Include expenses of travel, meals & lodging 

ii. Reg. §1.162-2(a): must be reas & nec & directly attrib to tp’s business

iii. Reg. §1.162-2(b): no deduct for prim pers travel, prorate if some pers

iv. §274(h): gen no deduct for convention outside US, but exceptions

v. §274(k): restrict on business meals, see p225 

vi. Test of Deductibility: travel is the status of being away from home

1. One is “away from home” only if trip requires “sleep or rest.”

2. RR 93-86: 1-year rule, §162(a)

3. Test is expectation, If expect >1yr and its less, no deduction. VV

vii. Rule: Three-part test under §162(a)(2)

1. expense must be reasonable and necessary

2. expense must be incurred away from home

3. must be incurred in pursuit of business.

viii. Fausner: no longer can deduct cost of driving a bigger car for work. 

ix. Flowers (tp works in another state) USSC, no deduct for long commute. 

x. Business expenses & reimb: $ pd to ee for temp living is income to ee. R: if can’t deduct as expense, you s/b taxed when er reimb the exp.

xi. RR 99-7: Daily trans expenses incurred in going btwn a tp’s residence and a work locale are nondeductible commuting expenses. but: 

1. 3 exceptions, deductions allowed for:

a. Daily trans to & from work when the home office was taxpayer’s principal place of business.

b. Daily trans exp when in going between the tp’s residence and a temporary work site outside that metro area.

c. If tp has > 1 regular work locations away from the residence, tp may deduct the transp exp incurred in going btwn tp’s residence and a temp work location in the same trade or business, regardless of distance. 1yr rule.

xii. Defining “Home”

1. Henderson v. Comm’r: (Disney-On-Ice employee)
2. Hantzis v. Comm’r: (summer assoc in NY) inconsistency between circuits. No deduction b/c tax home is where you earn $, must have bus reason to maintain a home in another state
a. Dicta, ct noted the nec of duplicative exp to get deduct.
b. Entertainment and Meals
i. §274(a)(1)(A): entertain must be directly related or assoc w/ business
ii. §274(c) foreign travel deduct if < 1wk, even if there’s a substantial personal component.  Pro-rata airfare if business < 75% of the time.
iii. §274(d) substantiation of business deduction, tp’s can est but for unpopular exp, i.e. gifts, entertain., maintain reasonable records
iv. Generally, must be ordinary and necessary
v. Directly-related expenses: 4 req’ts
1. more than a general expectation of a business benefit
2. tp must actively engage in the meeting, negotiation, etc.
3. principal character of event must be conduct of taxpayer’s trade or business.  No hunting, fishing, yachting, etc.
4. must be allocable to tp and person/s with whom tp engaged in business discussions during the entertainment
vi. Associated with entertainment: 2 elements
1. precedes or follows a subst bona fide business discussion
2. assoc w/ the active conduct of the taxpayer’s trade or business, i.e. taxpayer had clear purpose in making expenditure

c. Meals

i. §274(n): deduct food, beverages by 50%, exceptions p226
ii. Moss (lawyer lunches) no deduct b/c there’s no clients & no employees.

3. Depreciation

a. §167(a): deprec deduct for prop used in trade/business or for production of inc 

b. §167(c) basis for deprec is adj basis, for a lease don’t subtract leasehold

c. Rationale: prop wears out and deterioration is cost of doing business

d. Computer SW: not amortized as intangible or gw, but under §167(f)

e. Depreciable assets

i. Crane, take deprec deduc even if it isn’t paid for, i.e. mortgaged
ii. Simon: No deprec on works of art but permitted if instrument subject to exhaustion, doesn’t matter if asset increases in value with age.
f. Property converted to use in trade or business from personal use:
i. Reg.§167(g)-1: fmv on date of conver, if < adj basis, is basis for deprec
g. ACRS: Mechanics of computing depreciation 
i. §168(a)(1) Step1: identify depreciation method

ii. §168(a)(2) Step2: classify in appropriate recovery period
iii. §168(a)(3) Step3: identify applicable convention
1. Depreciation Method, §168(b):straight-line or accellerated  
a. §168(b)(3): Use SL for real property
2. Classify in Applicable Recovery Period: 2 steps

a. §168(e) to classify property, then 

b. §168(c) to determine recovery period (p144)

3. Applicable Convention

a. §168(d)(1): half-year, but

b. §168(d)(2): mid-month for real property

c. §168(d)(3): mid-quarter if placed in svc in last 3mos of yr

iv. §168(f): film, video tape, & sound rec, deprec under units-of-production

v. §168(g): Alternative Depreciation Method

1. §168(g)(1): for certain properly mostly used outside US

2. §168(g)(2): use straight-line and longer life

3. §168(g)(3): use table to determine class life

4. §168(g)(7): may elect alt deprec method, if elected its irrevoc

vi. §168(i) Definitions

1. Lease term: options to renew & 2 or more successive leases

2. Add or improvements to prop: same method as related property

a. recovery period begins when place in svc or when prop affected by add, improvement was place in svc

3. Leasehold improvements: depreciate under §168

vii. “Recovery Property,” §168(a) – 4 elements

1. Tangible

2. Placed in service after 1980

3. Of a character subject to the allowance for depreciation

4. Used in the trade or business, or held for the production of inc.

h. “Bonus Expensing”

i. §179(a): can elect to deduct all or part of cost of “§179 property” during tax year in which it is placed in service

ii. §179(b): avail up to $24k, limit is reduced by amt by which §179 prop placed in svc exceeds $200k.  Deduc can’t > tax inc before deduction.  

1. Carryover disallowed deductions until used up

iii. “§179 property,” §179(d)(1): tangible §1245 property acquired by purchase for use in active conduct of trade or business.

iv. Recapture, Reg. §1.179-1(e): must recapture benefit from expensing prop if its used > 50% of time for non-trade/business.  

1. Benefit = Amt exp under §179 – Amt allowable for prior tax years under straight-line, its ordinary income.

i. Amortizing Goodwill & Other Intangibles, §197 amortize gw over 15 years

4. Rental Expense Deductions & Substance vs. Form

a. §162(a)(3): permits deduction for rent expense for trade/business

b. §263(a)(1): no deduction for capital expenditures
c. Estate of Starr: no rent exp if substance of agmt is installment purchase, even though no title trans.  Pymts are capital exp and depreciation allowed.
5. Repairs v. Improvements
a. Midland Empire Packing Co.: repair if doesn’t improve asset’s performance or prolong its life.
b. Mt. Morris Drive-In: capital exp if tp knew it would have to construct when it purchased property, it’s really completion of construction.  Dissent: expenditure did not improve the property or increase its useful life.
c. C.f. Mt. Morris and Midland: foreseeability is the real difference but it has never before been a measure.  Is there a test of foreseeability?
6. Tax Shelters, Tax-Driven Investments, and the Tax Law’s Responses

a. Estate of Franklin, specious debt: no deduct for deprec or interest from purchase and leaseback of prop financed by nonrecourse mortgage with a balloon pymt at end of 10yrs b/c selling price > fmv of the property.

b. Goldstein, sham trans: No deduct for int on NP if trans has no substance or purpose aside from tp’s goal to get tax benefit of interest deduct to offset inc.

7. Financial Analysis: (Just need to know discounting of cash flows)

Losses on Transactions Entered Into for Profit
8. Losses on Transactions Entered into for Profit

a. §165(a): permits deduction for losses

b. §165(b): basis for determining loss is adj. basis under 1011

c. §165(c) limited to losses incurred in trade/ business; trans entered into for profit; or if loss arises from fire, storm, shipwreck, other casualty, theft.

d. §165(d): wagering loss to extent of gains

e. §165(e): theft losses sustained in the year theft is discovered

f. §165(f): capital losses as allowed in §1211 & 1212
9. Conversion of Depreciable Property from Personal to Profit-Seeking Use
a. Au: for conversion from personal to business use, basis is lesser of fmv at conversion or purchase price. Reg. §1.167(g)

b. Recapture of depreciation under §179 & 280F (luxury autos) otherwise there’s no need to recapture depreciation.

i. §179 (see section above)

ii. §280F(b): applies to property like: cars, cell phones, computers.  Take accelerated deprec only if every year prop is used at least 50% for business.  If use drops below 50%, delta btwn amt of deprec claimed and deprec that w/h been claimed under straight-line is taxed as ordinary inc & added to basis.  From then on, only straight-line is used.

iii. Recapture only applies if the asset was not used for trade or business for its entire useful life.

10. Limitation on Deductions for Property “Used as a Residence”: Home Office

a. General rule: §280A(a) no deduction unless allowed in §280A(c).  Aimed at hobbyist or mixed purpose tp’s, & applies only to dwelling unit used as a residence by taxpayer.
b. §280A(c)(3) rental property, special rules see (c)(5)
c. §280A(c)(5): no operating loss deduction from home office, similar to §183, note that rental prop inc can be negative if not used as a residence in year

d. §280A(c)(5)(B): ordering rules for deduct, take expenses to the extent of gross income:

i. Step 1: deduct bus (non-shelter) expenses, i.e. secretary, phone, etc.

ii. Step 2, (B)(i): deduct exp that are deductible even if no business, related to bldg: i.e. interest, real estate tax

iii. Step 3, (B)(ii): deduct exp related to building which can only be taken b/c of business, i.e. allocable depreciation.

e. §280A(c)(5) carryforward deductions that exceed gross inc from the business. 

f. “Residence”, §280A(d): tp uses dwelling unit as a res. if its used for personal purposes more than 14 days or 10% of the # of days during the year for which unit is rented at fair rental.  Repairs and yrly maint are not pers use (flush lang)

g. §280A(e) if rental prop, allocate exp by days rented/days of personal use.

h. Home Office Deduct, §280A(c)(1): allowed if tp engaged in a trade/bus or profit-seeking activity and only:

i. if alloc to portion of the tp’s res, exclusively used, regular basis, either

1. as principal place of business for any trade/bus of the tp; or

2. as a place of bus used by patients, clients, or customers meeting or dealing with tp in the normal course of his trade/bus; or

3. if a separate structure, not attached to tp’s residence, in connection with the taxpayer’s trade or business; or

i. §280A(c)(2): storage of inventory, (p232) 

j. §280A(c)(4): if tp uses part of home for day care, incl kitchen allowance.

k. “Exclusive Use”: 
i. Williams, don’t need sep by wall but a factor, can’t be too small for use. 
ii. Popov: deduct for prof. violinist who practiced 4-5 hrs/day in liv room.

l. Employee. If trade/ business involves being an employee, can take business deduc for home office if home office is for the conven of tp’s employer.

m. §280A(g): Special Rules for Certain Rental Use:  if used as a residence and rented for less than 15 days, no deduction but no income.

11. Deductions for Bad Debt Losses

a. §166(a) deduct any debt which becomes worthless during tax year

i.  doesn’t matter if business or personal, allows business bad debt write-off during tax year in which it becomes wholly or partially worthless.

ii. above-the-line if bad debt is from tp’s trade or business

iii. §166(d)(1): If from tp’s personal activity, itemized deduct as STCL

b. Reg. §1.166-5(b)(2): for deciding if something’s business bad debt the “use to which the borrowed funds are put by the debtor” doesn’t matter in the determ. 

c. Burnett v. Comm’r (Reg. §1.166-1(c) bona fide debt req’d)  A BF debt if from “a dr-cr relation based on a valid & enforc. oblig. to pay a fixed or determ sum. 

d. Btwn family: presume intra-family trans are gifts, rebutted if there’s a real expect of repymt & intent to enforce the collection of debt.

e. Investments: if $ invested w/ expect of return w/ profit, & it doesn’t happen, tp has a loss under §165, not a bad debt.

f. Persl activities: if trans arises out of pers activities, better off calling it bad debt instead of loss b/c no deduct for personal losses under §165.

g. Deductibility: if a trans arises out of profit-seeking, non-business debt activity, the tp is better off calling it a loss, since losses in connection w/ profit-seeking activities are deduct in full under §165; whereas nonbus bad debt restricted to deduct as a STCL. §166(d) & §165(c).

h. Whipple: (USSC) full time service to corp isn’t trade or business, STCL

Deductions for Transactions Not Entered Into for Profit

12. Charitable Contributions (p.159)

a. §170(a) deduct qualified charitable contrib made in year

b. §170(b): Test:

i. Has to be paid w/in the taxable year – pledging isn’t good enough

ii. Must be w/in the applicable % ceilings (30%, or 50% of AGI)

1. Special ceilings for capital gain property (20% or 30% of AGI)

iii. Carry forward the balance of the undeducted donations.

iv. Must be substantiated

c. §170(c) definitions of charitable contribution (p157)

i. Contribution “to” or “for the use of” the charity.

ii. No deduction for influencing legislation, political campaign

d. Amt of deduction:

i. General rule is FMV, but can never deduct > FMV!

ii. Exceptions:

1. Reg §1.170A-1(g): Services, only gets out-of-pocket costs

2. §170(i): Mileage, gets less than business, $.14/mi

3. Benefits received by donor, see below

e. Qualifying Charities: either a letter from the IRS granting it exempt status or can show that it qualifies as a charitable org. despite lack of letter.

f. The effect of Personal Benefit from the Contribution

i. Don’t need donative intent like Duberstein
ii. If there’s consideration, reduce deduction by value of what was rec’d

iii. If there’s quid pro quo services, no full deduction

1. If can’t separate quid pro quo & primary reason is to benefit oneself, no deduction

g. Gifts of Tangible Personal Property

i. LTCG Prop: limit to adj. basis if its tangible personal prop or if donated certain private foundations, §170(e)

ii. Private Foundation: only takes basis of appreciated property

iii. STCG Prop: deduct only adj basis, no fmv deduct, §170(e)

iv. Percentage Limitations on Charitable Contributions

1. P484 of CB: chart shows % of AGI that donor can deduct for the donation and whether donation is limited to basis or can take fmv

h. Substantiation, §170(a)(1): no deduction w/o substantiation, generally:

i. Appraisal if property is worth >$5K.

ii. Detailed stmt describing donation & any quid pro quo if >$250

iii. Some reporting if >$75

i. Pasqualini v. Comm’r: (Christmas cards) no deduct where “value” and cost of cards was 63-1 

13. Theft and Casualty Losses

a. §165(a): deduct losses incurred during year, subject to limits in (c)

i. Reg. §1.165-1(b): For any loss to be deductible under §165 it must be:

1. evidenced by a closed and completed transaction;

2. fixed by an identifiable event; and

3. actually sustained, Mere fluctuations in value are not enough

b. §165(c): Losses from fire, storm, shipwreck or other casualty from or from theft if not compensated by insurance.

i. §165(c)(3):Other casualties: means partial or complete destruction of prop resulting from an external force that’s sudden, unexpected, and unusual. Not a reas person standard!

1. Ex: termite damage & dutch elm disease not casualties b/c too slow; but damage from pine bark beetles is a casualty b/c damage is done in 5-10 days.

ii. §165(e): Theft losses taken when discovered

c. §165(h): Casualty gains and losses

i. Limits on deductions:

1. If not re: to trade or business, deduct in excess of > $100

2. Loss limited to amt of casualty gains, amt of loss if > 10% AGI

ii. If insured, must file timely claim.

iii. Amount of loss is lesser of:

1. diff btwn fmv of prop immediately before loss vs. fmv of property immediately after casualty; or
2. adjusted basis, but

a. if trade or business or prop held for production of income & if prop is totally destroyed & fmv is < adj basis = amt of adj basis is the amt of the loss.

3. Helvering v. Owens: USSC: casualty loss is lesser of fmv just before and after the accident, see Reg. §1.165-1(c)(1).

iv. Non-Deductible Losses:

1. Decline in value of stock, Reg. §1.165-4

2. Loss on sale of pers res, Reg. §1.165-9, but take casualty losses

3. If 165§(c)(3): diff btwn FMV and basis, if FMV exceeds basis. §165(b), get insurance to cover appreciation, Cox v. US.

14. Interest Expenses

a. §163(a) deduct interest paid/accrued w/in tax year on debt

b. §163(d) Investment interest deduct can’t > net income

i. Investment Int: re: property held for investment

c. §163(e): OID allowable as annual deduction to issuer

d. §163(h)(1): no deduction for personal interest (defined p132)

i. Personal interest doesn’t incl interest on qual personal residence

e. §163(h)(3): qualified personal residence interest is any int pd during year on

i. acquisition indebtedness or home equity indebtedness

ii. Acquisition indebtedness: incurred to acquire, construct, or improve res

iii. Home equity indebtedness: debt secured by qual res but can’t > fmv of home less amt of acquisition debt 

iv. See code p132 for $ limits

v. Private Letter Ruling 9418001: Not “qual. residence interest” if debt isn’t secured by residence, even if debt is to purchase residence.

f. Dorzback v. Collison:  Deductible interest doesn’t have to be ordinary and necessary or even reasonable; ”all interest paid”, plain and literal, includes whatever sum the tp actually had to pay for the use of the borrowed money.

g. Loans with Below-Market Interest Rates, §7872

i. §7872(a): Demand loans & gift loans

1. Imputes int. to lender = mkt rate  - actual IR, then “gives” borrower imputed interest as a gift.  Imaginary trans gives inc to lender & gives borrower an add’l interest expense deduct.

2. W/o this section, parents set up trusts for child and loan large amts of money to trusts, effectively gifted interest on the money.

a. Statute elim benefits above b/c it forces lender to pick up the interest only if the transferred is classified as a gift

ii. §7872(c): applies to certain below market loans, p. 670 for listing 

1. de minimus exception up to $10,000

iii. §7872(d): If gift loan > $100K, the amt trans by borrower to lender can’t exceed borrower’s net investment income for year.

iv. Points, §461(g) (p.346)

1. Prepaid Int: charge to capital acct and deduct over loan period

2. Exception: see Gazur’s “Home Mortgage Points”

15. Deductions for Foreign, State, and Local Taxes (reading)

a. §164(a): deduct listed taxes re: trade/bus or §212 activity but capitalize taxes assoc w/ acquis or dispos of prop into cost of prop to increase its basis.

b. §164(b) defines personal property tax, state/local tax and foreign tax (p.137)

c. §164(c) no deduct for taxes on real prop, taxes that increase value of property assessed, or if taxes are req’d to be treated as imposed on another tp.

d. §164(d): requires apportion of tax on real prop btwn seller and buyer

e. §164(f): allows deduction for ½ of self-employment taxes

f. Generally:

i. Section softens the blow of dbl taxation but doesn’t include sales tax

ii. Non-exclusive, may be deduct under §§162 and 212, if not under §164

16. Deductible Contributions to Tax-Deferred Compensation Plans

a. §219(a): deduct contrib to qualified retirement plan

b. §219(b): limited to lesser of gross income or deduct amt, $3k

17. Qualified Pension, Profit-Sharing, and Stock Bonus Plans

a. §401(c): deduction for self-employed individuals & owner-employees

18. Chipping Away at Itemized Deductions: §§67 & 68 Phase-Outs 

a. 4-prong attack on itemized deductions but phase-out goes in 2009

i. §67(a): misc. itemized deduct allowed only if the aggregate > 2% of AGI 

1. §67(b): excep incl: interest, taxes, charit. contrib, med/dent, etc

ii. §68(a): limit on itemized deduct. if AGI > $100k (adj for inflation)

1. Reduction = lesser of:

a. 3% of the excess of AGI over $100K or

b. 80% of amt of itemized deductions otherwise allowable.

2. §68(c): Exceptions (4):  medical exp, casualty losses, investment interest expense, and wagering losses

b. §151(d)(3) Phaseout of personal exemptions (p119)

i. Reduce exemption by applic % if AGI > threshold amt

1. Applic %: 2% for every $2500 that AGI > threshold amt

2. Threshold amt: $150k mfj/$125k hoh/$100k single/$75k mfs

c. §55: Alternative minimum tax

19. Divorce & Separation
a. Generally:
i. Marriage penalty: hits if both people are wage earners
1. Boyter v. Comm’r: can’t divorce to avoid marriage penalty
ii. Marriage bonus: if only one spouse works, even if same income as two 
b. Taxation of Alimony and Separate Maintenance Payments
i. Above the line deduction,§62(a)(10)
ii. §71(a): include amts received as alimony in income

1. §215(a): payor spouse gets deduction

iii. §71(b): to qualify as alimony:

1. must be paid in case

2. received under divorce, separation agmt

3. agmt doesn’t designate pymt as not incl in gross inc & not deduct

4. if legally sep & under decree, not members of same house. 

5. no liability after death of payee

6. definition of divorce/separation instrum, p.57

iv. §71(c): child support, not incl in inc of payee & payor doesn’t get deduct

1. Get around child support limit by employing child in business

2. §213(a): deduct medical expenses for self, dependents, either parent may take the deduction.

v. Reg§1.71-1T (p1038) some details on alimony payments

c. Front-Loading of Alimony

i. §71(f): If there’s front loading, payor spouse must incl “excess pymts” in gross inc beginning in 3rd post-sep yr & payee-spouse must deduct excess pymts beginning in 3rd post-separation year.

1. Alimony: “rule of thumb” chart, pymts shouldn’t exceed:

	1st year alimony
	X

	2nd year alimony
	X - $7500

	3rd year alimony
	X - $22,500

	In practice do calculation


d. Indirect Alimony

i. Marinello: Pymts deductible if paid to 3rd party on behalf of payee spouse, Reg§1.71-1T.

e. Child Support, and its Questionable Differentiation from Alimony

i. Since its nondeduct so tps often engage in: “if you will take a larger amt of alimony and less child support, I’ll pay more than I otherwise would.”  
ii. Comm’r v. Lester: ambiguous pymts can qualify as deductible support pymts unless child support figure is carefully fixed.
iii. Reg. §1.71-1T: IRC flushes out bogus alimony pymts, presumes that pymts, which would otherwise qualify as alimony pymts, relate to child support if reduced at a time clearly assoc w/ a contingency relating to a child of the payor.
1. Presumption is rebuttable by showing that pymts were reduced independent of of any conting. relating to the children of payor.

f. Property Transfers in Connection with Divorce

i. §10141(a): General rule, no gain/loss on trans of property from an individual to (1) spouse or (2) former spouse, incident to divorce.

ii. §1041(b): treated as gift & transferee takes transferor’s basis.

iii. §1041(c): incident to divorce if transfer occurs w/in 1 year of divorce or if its related to the “cessation of marriage”.

1. 2 Req’ts for “cessation of marriage (Reg. §1.1041-1T, A-7):

a. Transfer is pursuant to divorce or separation instrument

b. Transfer occurs not > 6yrs after date of divorce

c. Any trans occurring > 6 yrs after divorce is presumed to be not related & may be rebutted.

g. Life Insurance

i. Premiums pd on whole-life ins contracts are deduct as alimony by H if takes out a new policy w/ W as beneficiary, or if he irrevocably assigns a pre-existing policy to W.

h. Antenuptial Arrangements

i. §1041 doesn’t prevent taxation of exch of appreciated property btwn spouses before they marry, Farid-Es-Sultaneh.  

1. To make the most of this: in planning, wait until parties are married before conveying appreciated property.  If that property has declined in value – the timing objective is reversed – so that party can realize the loss.

Tax Accounting
20. Generally

a. Taxable year: fiscal, calendar

b. Accounting methods: cash, accrual

i. Kahler: (cash method tp) check is cash equiv, pymt is rec’d even though after banking hours

c. §451: rule for tax year of inclusion (p334)

d. §461: rule for tax year of deduction (p345)

21. Constructive receipt

a. Reg. §1.451-1(a):provides for constructive receipt of pymt

i. accrual method tp: incl when “all events have occurred which fix the right to receive” & the amt t/b rec’d

ii. cash method tp: incl when actually or constructively rec’d

b. Reg. §1.451-2(a) (p.1414): constr rec when pymt is credit to acct, set apart for tp, or otherwise avail so that tp may draw upon it, but construct receipt takes more than a book notation

c. Most courts hold inability doesn’t prevent constructive receipt, subject to “substantial distance” cases.

d. Fetzer Refrigerator, constructive receipt if corp officer has control over pymt

e. Hyland: no constructive receipt even though corp officer has control over pymt 

f. Paul Horning (football player wins vette on 12/31) held constr rec in following year, maybe b/c physical impossibility of getting car or dealership was closed.

g. Loose: too ill to pick up, still constructive receipt

h. Paul v. Commr: (NJ lottery) inc not rec’d at drawing but when ticket verified.  Mileage nec. to drive to verify ticket might determ, 68mi. drive a substan limit.  Other case, 40mi was substan limit.  Don’t have to do the utmost to collect $.  

22. Deferral of Income

a. Sproul (646) deferral of inc by contract
i. deferred comp deals: if er goes bankrupt, can prevent ee from losing by getting er to put $ in an escrow acct solely for ee (in trust).  Set up w/b taxable today under current law b/c of economic benefit rule.

ii. 401(k) plans override the economic benefit rule of the common law, Sproul, qualified retirement plan is best of both worlds for ee and er.
b. Revenue Ruling 60-31 (p649) no income if k agmt to defer but oblig can’t be in form of note or funded in any way.

c. Oats, p656, allowed amendment of k and deferral of inc before pymt was rec’d, the ct. might allow you to go this far but its pretty aggressive

d. Nonqualified deferred compensation

i. §83: property trans re: performance of services, can by anyone

ii. “Property” must be transferred, valuation = fmv - amt paid

iii.  Timing: when rts are transferable & not subj to “subst risk of forfeiture”

1. Timing: flush language in code

iv. Basis equal to fmv, ordinary income but gain over basis = capital gain

v. §83: doesn’t include unfunded promise to pay

vi. §83(b) can elect to pay tax on diff btwn fmv & price pd in current year, upon sale you take capital gains.

23. §453 Installment Method - (p.694-710)

a. Amt realized might be in form of cash down pymt & promissory note

b. Open trans: 

i. Burnet v. Logan:  tp’s interest in mine difficult to value, wait till she gets $ and offset against basis, diff is gain; defers inc tax so IRS tries to limit application.  Today, you could still get this treatment if set of facts is same as Burnet: didn’t know number of years or total amt

c. Closed trans:

i. Closed transaction: Warren Jones v. Comm’r: rec’d negotiable contract for sale of prop, take full gain in year of sale even though you’re only getting a contract.  Don’t use this, use installment method! (9th Cir, well respected)

d. §453(c): income is proportion of pymt received in that year which gross profit bears to total contract price.

§61 Gross Inc
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