Fed Tax I, Spring 2005, Prof. Crawford

I.
History of Federal Income Tax



-pre 1861



-1861-1st fed income tax legislation



-income tax act of 1862



-declared unconstitutional in 1895 Pollack-pg. 15 note 3



-various lesilation form 1913 to present



-patchwork quilt to amenments



-periodic whol cloth revisions



-Internal Revenue Code of 1986
II.
Constitutionality of Federal Income Tax


-Uniformity-Art. I,§ 8, Clause 1-the congress shall have to power to lay and collect taxes, duties, imposts and excises to pay the debts and provide for the common defence and general welfare of the US; but all duties, imposts & excised shall be uniform thoughout the US

Apportionment Art.1,§2, Clause 3-representatives and direct taxes shall be apportioned among the several states which may be included within this Union, according to their repsective numbers

Apportionment-Ar 1,§9, Clause 4-no capitation, or other direct, tax shall be laid, unless in proportion to the census or enumeration herein before directed to be taken

Hypo: if only 2 states and congress needs $5, under uniformity (Art.I) it must be evenly apportioned among the state ($2.50 from each states, not matter how many citizens live in the state)
16th Amend-3/1/1913-Congress shall have pwr to lay & collect taxes on income, from whatever source derived, without apportionment among several states, and without regard to any census or enumeration

-Congress could tax more than it does

III.
Tax Practitioner’s Tools

A.
Sources of Tax Law



-consitution



-treaties



-judicial decisions



-statutes (the Code)



-substanive IRS regs-have the force of law



-procedural regs-don't have the force of law



-Rev Rulings-not law but binding on IRs, P can rely on it



-Private Letter rulings-binding on TP who requested it, other TP can cite it, but may not 
always rely on it

B.
Judicial Pathways of a Tax Case (see chart)

C. Tax Legislative Process (see chart)

IV.
Policy Issues

A.
Purpose of Federal Income Tax Law

1-economic

2-social

3-political

B.
Hallmarks of a “Good” Tax System



-adam smith-equity, certainty, convenience, economny



-neutrality?, fairness, progressivity?

C.
Types of Taxes XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

V.
Roadmap for Calculation of Individual Income Tax Liability  (see chart)

DEFINING INCOME

I.
Gross Income: The Scope of §61  (pg.46-68)

A.
Intro to Income

1.
16th Amendment-passed 3/1/1913  (p. 17)

-eliminated apportionment requirement





-very broad, feds can tax anything (appreciate/interest on muni bonds)





-IRS (§61) is scaled back/narrower than what is Constitutionally permitted



-apportionment-taxes levied on states in accordance w/ their population

2.
Haig-Simons definition – (p. 35)


Haig Simons=Consumption + Change in Net Worth


-includes consumption of market rights (rent)


-any amt expended is income


-at work in canada is income


-includes punitive damages


B.
Equivocal Receipt of Financial Benefit 

1.
Cesarini-TP found cash in old piano they brought years earlier



-first they claimed it as income, but they amended saying past SOL for IRS to 
collect



-ct says cash was still the property of the true owner until they found it



-when you find it, is when you have to pay tax on it

2.
Treas. Reg. 1.61-14: treasue trove is taxable when it was reduced to an undisputed 
possession

3.
Old Colony-when someone else pays for your income tax its considered additional income

4.
Glenshaw Glass-undeniable accession to wealth, clearly realized, over which TP has 
complete dominion (slightly broader than §61 definition)

5.
Charley v. Comm’r-using air miles accrued form boz travel fits under the Glenshaw 
definition of income

C.
The Contours of the IRC § 61 Definition (Different From Constitutional Definition)
1.
How do we arrive at § 61?





§1-there is imposed a tax on all taxable income





§63-taxable income=gross income-deductions





§61-gross income includes all income including, but not limited to:






-15 enumerated inclusions






-exclusions





-other specifics

2.
Items explicitly included in IRC § 61(a) definition of income 

(1)
Compensation for services- §61(a)1

i.
Examples-from 1.61-2(a)-salaries, commission, fringe, wages, tips, bonuses

ii.
Treas. Reg. § 1.61-2(d)-if services are paid for w/ property, then FMV of the 



property shall be declared as income





-if service rendered for another service, FMV of the 




service received is income





-if stipulated price, it will be presumed FMV unless 




evid to the contrary

(2)
Gross income derived from business
(3)
Gains derived from dealings in property are included in taxable income-§61(a)3

- mistake of K (paying $10 and getting a $50K Steinway) isn't taxable until you "realize" or sell it, then you pay gains tax

Cesarini-old piano (see treasure trove below)

Charley v. Comm’r-airline miles (see above)
(4)
Interest
(5)
Rents
i.
Example-for the occupation of real estate or rental of personal property

ii.
Treas. Reg. § 1.61-8(c)-generally, if lessee paiys expenses of lessor, such 
payments are additional rental income to lessor



-improvement by lesee in place of rent count as rent income to lessor



-depends on terms of lease, intention of parties, surrounding circ.

(6)
Royalties
(7)
Dividends
(8)
Alimony and separate maintenance payments -see Divorce tab

(9)
Annuities
(10)
Income from life insurance and endowment contracts

(11)
Pensions
(12)
Income from discharge of indebtedness
(13)
Partnership income

(!4)
Income in respect of a decedent

(15)
Income from an interest in an estate or trust

3.
Items explicitly includable under Treas. Reg. § 1.61-14
12.
Punitive damages such as treble damages in an antitrust suit and exemplary 


damages for fraud

Glenshaw Glass- undeniable accession to wealth, clearly realized, over 


which TP has complete dominion (slightly broader than §61 
definition)

13.
Another person’s payment of TP’s income taxes 

Old Colony Trust Co- when someone else pays for your income tax its 

considered additional income.

14.
Illegal gains 

James-illegal gains are income despite a legal obligation to make 

restitution(Capone) 

15.
Treasure trove
Cesarini -TP found cash in old piano they brought years earlier

-1st claimed it as income, but then amended saying past SOL for IRS to collect





-ct says cash was still the property of true owner until they found it



-when you find it, is when you have to pay tax on it
D.
Income Without the Receipt of Cash or Property

1.
Barter transactions-are includable as income-Rev Ruling 79-24



-barter transactions are not imputed income (Rev. Ruling 79-24-lawyer & painter 
trade services)
2.
Imputed income not taxable

a.
imputed income: A financial benefit, typically resulting from use of one’s own 
property or provision of services for oneself or one’s family, which is not 
factored into a taxpayer’s gross income for tax purposes (ex: owner 
occupied housing, preparing relatives will, doing ones own laundry)

b.
Independent Life Ins. Co.-imputed income is income rendered form self run service, 

or service for family member  or living in your own home

c.
Rev. Rul. 79-24-lawyer & painter trade services)-cites to Treas. Reg. § 1.61-2(d)(1)-
if services are paid for w/ property, then FMV of the property shall be 
declared as income



-if service rendered for another service, then FMV of the service received is 
income

d.
Dean- corp owned house, bank took ownership & let ppl live there

-ct said since bank allowed ppl to live in house for free, the value of the rent they didn't pay was income

II.
The Exclusion of Gifts and Inheritances  (pg. 69-91)

A.
Gifts - §102

1.
General rule: IRC § 102(a)-gifts, bequests, etc. are not income

2.
Importance of transferor’s intent:

a. Duberstein-SC-gift proceeds from detached & disinterested generosity


-proper criterion is one that inquires as to the dominant reason in making the 
transfer

b. Stanton-a case w/in Duberstein, church gave departing employee 6 months pay, he 
claimed it was a gift, IRS disagreed, trial ct said 'gift', but SC remanded for further 
elaboration


-on remand trial ct said gift again & it was affirmed

3.
Test for “gift”= intent + facts and circumstances
a.
Kaiser-TP, non-union members received strike benefits



-claimed it was a gift, IRS disagreed



-SC using Duberstein reasoning said it was a gift 

b.
Madonna J. Colwell-similar to Kaiser but went other way



-non-union member who honored picket line but participate in strike activities



-not a gift b/c payments were made w/o union's knowledge of TPs financial 

status



-unions interest wasn't charitable, but to effectuate strike
4.
Special Rule for “Gifts” to Employees (starting on p. 81)

a.
IRC § 102(c): § 102(a) does not apply to transfers by an employer to an employee.  In other words, all transfers by an employer to an employee will be presumed to be income.

b.
4 Exceptions (things that can be gifts from employer):  

i.
Transfers not in recognition of employment  



1- Prop. Reg. § 1.102-1(f)(2)-if gift is b/c of special relationship(mom)

ii.
Certain prizes and awards-§74(c) (see below)

iii.
Certain de minimis fringes-§132(a) (see below)


iv.
Qualified scholarships  (see below)

-also see 274(j)-employee acheivement awards

B.
Bequests, Devises and Inheritances
1.
Definitions:
Bequest-peronsal property given by will




Devises-real proper by will





Inheritance-what you got form D w/o will

1.
General rule-102(a)-these are not income 

2.
Settlement in satisfaction of a claim under the Will

Lyeth v. Hoey-will left son small $ and Christian Science $3M


-trust & heris made a pre-trial settlement


-ct said this is not income b/c its an inheritance under 102(a) even though its a K 

3.
Compensation vs. Bequests  (SEE CHART)

a.
Wolder v. Comm’r -client left attny $ for a lifetime of legal services



-IRS says income, attny says bequest



-ct says look thru transaction to true economic substance


-under this case attnys on retainer can get inheritance gifts b/c not employer/ee relationship

b.
Merriam-testator made 12k cash bequest "in lieu of compensation as executor"



-older case thatn Wolder, ct says not income b/c its simply decedents intent 
that executor shall not receive statutory allowances for the services renderd



-Wolder kind of dismisses this idea as old fashioned & too concerned w/ 
form instead of substance

III.
Employee Fringe Benefits  (pg. 92-106)

A.
Exclusion for Fringe Benefits -§ 132

1.
Generally :


-fringe benefits are an economic benefit from employer to employee besides compensation

-meaning of “employee” may include spouses & children

a.
§132(a)-GI shall not include any fringe benefit which qualifies as:




(1) No additional cost sercives




(2) qualified employee discocunt




(3) working condition fringe




(4) de minimus fringe




(5) qualified transportation fringe




(6) qualified moving expenses re-imbursement




(7) qualified retirement planning services

2.
No additional cost services-§132(b)


a.
Basic rule-the economic benefit is excluded is the service is a type offered to 
customers in the employers ordinary course of business and the employer 
incurs no substantial additional cost (can't be a good)  (ex: airline flight 
benefits)



-must be given substantially the same to all employees 


b.
reciprocal fringe-American/Delta can have reciprocal benefits for their 
employees,  but must be in the same industry and offered to all employees 
w/in reason


c.
No forfeiture of customer-based revenue

3.
Qualified employee discounts-§132(c)

a.

Property  -Max Discount Rule-any amount over max discount is taxable income




    -aggregate sales price is the total sales of all the clothing



    
-max discount also called gross profit percentage




max discount= aggregate sales price - cost of clothing to corp





              aggregate sales price



-services-can only be discounted 20% or less

4.
Working condition fringe-§132(d)




-item that would have been deductible for employee if he paid for it


a.
§S132(d)-any property or servcies provided to employee to the extent that, if 
the employee paid for such property or services such payment would be 
allowable as a deduction under §162 or §167


b.
Ex: law firm paying attnys bar dues or law journal subscriptions (a 
wash)

5.
De minimis fringe-§ 132(e)


a.
Generally -any property or service of a minimal value 


-consider frequency & practicability


b.
4 examples that are worth highlighting:




-coffee, occasional cocktail party, personal letters typed by secretary


c.
Compared w/ exclusion for employer-provided meals under §119(a)




-under §132 eating facilities can be de minimus fringe if:





-non-discriminatory





-on premesis & not operated at a loss

6.
Qualified Transportation Fringe-§132(f) 




(A) car/avn pool fare in connection w/ travel to & from work   

   max $100/month
(B) transit pass





  




(C) qualified parking ($175/month max)

7.
Qualified Moving Expense-§132(g)

8.
Qualified retirement planning services-§132(m)

9.
Athletic facilities §132(j)(4)-if onsite/operatered by employer/for employees, not part of GI

B. Meals and Lodging Under §119

1. General-meals and lodging are not included in GI if:





Meals: §119(a) meals provided by employer for convience of the employer






§119(a)(1)furnished on biz premesis






§119(b)(2)the fact that employee can decline such meals shall not be taken 




into account






§119(b)(1)-K provisions are not determinitive






-also see Reg. 1.119-1(a)(1)


Lodging:§119(a) provided by employer for convenience of employer



§119(a)(2) on biz premises & as condition of employment




§119(b)(1)-K provisions are not determinitive



-see Reg. 1.119-1(b)


-look at facts & circ. (how long is their break, safety issues, on call)

-when employeers provide meals to promote employee good will it fails §119 convenience test

Herbert Hatt-funeral home owner had to be on call 24/7 so lived upstairs in funeral home

-ct says since this was requirement of employement for convience of employer (even though he is self employed) its not included in GI

-ct looks to industry standards to determine conv. of employer


Lindemen-'on biz premesis' analysis



-employee provided housing across the street from motel biz when 'on call' can 
be 
excluded from GI


Anderson-2 blocks is too far, not 'on biz premesis'

· §79-life insurance for employees

· §125-cafeteria plans

· §107-homes for preists

IV.
Awards   (pg.107-115)

A.
Prizes

1.
General rule-§74-prizes & awards are includable in GI as FMV

2.
Example-game show winners have to pay sales tax

3.
McDonnell v. Comm’r-milk distributors sent to Hawaii on biz mission paid 4 by employer



-ct says look at facts & circ.



-ct says this is not a prize b/c they were working

4.
Two main exceptions to the includability rule of §74 

ONE:
§74(b)prizes given for the following purposes are not income if transfered to charities:
Scientific 
Educational




Artistic

Literary




Civic

Charitable




Religious


-conditions: 
-no action by party to get prize  


-awardee may not recieve benefit (must give away b4 you get)


-no substantial services can be requred of awardee (Miss America pays tax on her prize, but acceptance speech OK)

TWO:
Employee achievement awards- §274(j)


§274(j) definition of employee achievement award 

(A)
It must be item of tangible personal property (not cash/equiv/gift certif)

(B)
given for:

-length of service(can't get more than 1 every 5 yrs)

            or

-safety achievement(no more than 10% of emp'ee can get it)

(C)
must be given in 'meaningful presentation'

(D)
Facts and circumstances don’t give rise to significant likelihood of disquised compensation.

B.
Scholarships-§117(a)-GI doesn't include any amt. rec. as a qualified scholarship by an individual who is a candidate for a degree at an educational organization described in §170(b)(1)(A)(ii). 

1.
Qualified scholarship:

-must be spent on tuition/fee/books/equip req'd for course



-meals/travel/housing/laundry not included in scholarship



-TA housing or salary can be included as scholarship



-employee educational assistance programs are not scholarships



2.
Degree candidate:

2. Educational organization per §170(b)(1)(A)(ii):





-one which normally maintains a regular faculty & curriculum & normally has a 




regularly enrolled body of pupils or students in attendance at the place where its 




educational activities are regularly carried on

V.
Gain and Basis (How Much Income?) 
(pg.117-124, 128-129)

A.
General Rule  (SEE CHARTS)

1.
The basic rule is contained in §61(a)(3)-gains derived form dealing in property are includable in gross income


§1001(a): gain=AR-AB


§1001(b): AR=$ recieved + FMV of any property received


§1011(b)-AB shall be basis as determined under 1012, adjusted as provided in 1016



   AB=cost basis in §1012, adjusted in §1016




-Cost is a technical term that means the amount the taxpayer has invested  in the 
property in a tax sense.

B.
Under §1001(c), realized gain will be recognized unless otherwise provided 



-recognized means when it has to be declared on tax return

C.
§ 1016: Adjustments to Basis

1.
Depreciation deductions-a downwards adjustment to basis (if property goes down in value)



-cannot go below zero

2.
Capital improvements -an upwards adjustment to basis


D.
Definitions

1.
Realized gains or losses:  Gains or losses arising from the sale or other dispositions of property

2.
Recognized gains or losses: Gains or losses which must be taken into account for federal income tax purposes

3.
Basis: (what you paid for it) amount that a taxpayer has invested in property in a tax sense

4.
Value: (what its worth) price at which property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or sell, and both having reasonable knowledge of the relevant facts

E.
Determining Basis:

1.
General Rule: XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

2.
Basis of exchanged property=FMV at time of receipt

Philadelphia Park Amusement Co-corp owned bridge it built, city owned park that 
corp wanted

-the basis of property received in an exchange is the FMV of the property received at the time of the exchange

-if you can't figure out the FMV of the received, look to FMV of the given

-if you can't figure out the FMV of the property given look at its cost basis

3.
Options: cost of option you on property you actually buy can be applied to basis



-add option cost +  actual cost of property to figure out basis

4.
Capital improvements
-loans taken against house not used for capital improvements don't 
count towards 
basis in house

5.
Improvements by lessee--landlords don't have to include tenants improvements that don't 
count as rent in basis

6.
Property received as employment bonus:

-basis if FMV of property at time employee receives it

7.
Employee discounts

-amount of employee discount otherwise excluded from income under §132 gets added to basis



-see Max Discount Rule-any amount over max discount is taxable income

8.
Property acquired by gift-§1015-donee takes donors basis except for purposes of determining loss, take the lessor of FMV or donors basis

a.
General rule: Taft v. Bowers (p. 122)



-father gave daughter stock which appreicated b4 he gave it to her



-daughter paid tax b/c donee takes donors basis unless a loss

§1015(a):


-to determine gain, donee uses donor's basis


-to determine loss, donee uses FMV at the time of the gift


-if the property is sold for an amt. between its FMV at the time of the gift and donors basis, no gain or loss is recognized (IRS gives up)

b.
Part sale/part gift to non-charities  (see chart)


-separate rules to for sales to charity


-Reg. 1.1001-1(c)(1)-no such thing as a loss in part sale/part gift transaction

HYPO: -property bought for 120K, current FMV is 180K, sold to daughter for 120K


AR-AB=gain




120-120=0
-no gain/no loss


-Reg. 1.1015-4(a)(1)-daughter's basis is greator of whatever she paid or dad's basis

c.        Part Sale/Part Gift to Charities  -pursuant to §170(e)(2) and §1011(b)   (see chart)

4 Step Analysis for part sale/gift to charities:

1)determine sellor's basis in sale portion: 

       AR by sellor____   x   sellor's entire basis= sellor's basis in sale portion
 



FMV of entire property 

2)determine sellor's basis in gift portion:

sellors total original basis-sellors basis in sale portion=sellors basis in gift portion

3)determine sellors gain on the sale: 

(remember no loss can be taken 4 part sale/gift)

AR by sellor - sellors AB in sale portion=gain on sale portion

4) figure out charity's basis:



basis in sale piece a/k/a price charity paid for sale portion

 

+ basis in gift piece a/k/a donee takes donors basis



charity's basis

10.
Property acquired from spouse or incident to divorce-§1041   (pg.129-131)
a.
§1041(a)-generally, no gain or loss is recognized on a transfer of property between:



(1) spouses, or



(2) former spouses if the transfer is incident to divorce


§1041(b)(1) transfers between spouses are treated as gifts 


§1041(b)(2)-in transfer between spouses, transferee always takes transferors basis

11.
Sales-

12.
Property acquired from a decedent -§1014  (pg. 131-133)
a.
General rule-§1041(a)(1) & (2)basis of property taken from a decedent is FMV on date of death or alternate valuation date (6 months after death when executors chose it b/c of estate tax purposes)

-its better to get property from grandma after she dies because you will recognize less gain when you sell her property and thus will b taxed less

b. Examples-grandma paid $1 for Coke stock, if you get it thru will your basis is the FMV at time of death or alt valuation date (since its worth more now, this is good)

13.
Review of proper/improper adjustments to basis

Proper Adjustments to Basis




Improper Adjustments
-mortgages are included in basis



-real property taxes

-expenditures properly chargeable to capital account
-repairs

-depreciation (downwards adjustment)


-improvements by lesee not intended

-cost of option you on property you

 

 as rent

  actually buy can be applied to basis)


-increase in TP tax liability on account 

-brokerage & attny fees (increased basis)
  

of receipt of property









-home loan doesn't increase basis if not 






 used for capital improvement

· Look at 1001(a) to (c), 1011(a), 1012, 109, 1016(a)(1), 1019, 1015(a), 1015(d)(1)(A) & (d)(4) & (d)(6), 1.1001-1(a), 1.61-2(d)(2)(i), 1.1012-1(a), 1.1015-1(a) 
· Understand the relationship between and among IRC §§ 61(a)(3); 1001; 1011; 1016 
· Define realization, recognition, basis and value and use these terms accurately in describing the income tax results of several transactions 

· Describe basic rule for determining gain on a sale or other disposition of property

VI.
Gain and Amount Realized   (pg.133-154)

A.
Introduction


§1001(b)  AR=any $ received + FMV of any property received

B.
Int'l Freighting-corp paid employees stock bonuses



-The cost was 16k to corp, and the fmv was 24k.  Employer deducted FMV of stock he 
gave to employees instead of the cost of the stock to him.  Employer must report as gain 
the difference between the adjusted basis and fmv on date of transfer.


HYPO: -S sells his car to B for 1K plus a ring w/ FMV of 1K



-B originally paid $500 for the ring

-S originally paid $1 for the car

-S's AR=2K  

-S's Gain= $1,999



-B's Gain=$500 (gain from FMV of ring)

C.
Vocabulary

1.
Mortgage: A means by which a purchaser can finance a transaction, pursuant to which a purchaser/mortgagor borrows money from a lender/mortgagee (usually a bank) and pays the money to the seller of the property.  The mortgagee has a security interest in the property, so that if the purchaser/mortgagor does not repay the loan, the mortgagee may foreclose on the property.

2.
Recourse Mortgage: A mortgage debt which provides that if the debtor does not repay the loan, the mortgagee may proceed against the purchaser/mortgagor’s assets, with few restrictions.  In other words, if the mortgaged property is not enough to satisfy the debt, the lender can go after the debtor’s other assets.  This is the most common type of mortgage.

3.
Non-Recourse Mortgage: A less common type of mortgage in which the lender may seek satisfaction of the debt only from the property which secures the debt (not other property of the debtor).

4.
Assumption of Debt:  When one person agrees to be responsible for another’s debt.  

D.
Crane-mortgaged property  (see charts)



-Ms. Crane's basis comes from FMV at time of Decedent's death



-she takes 28K legal deductions & then she sells


1.
Issues-Does AR include amount of indebtedness of which taxpayer is relieved?





if FMV > or = debt

if FMV< debt



recourse
yes-crane


no-but beware of CODI



non-recourse
yes-crane


yes-tufts

2.
Crane Holdings:(1)TPs adjusted basis in property includes any debt the TP incurs in acquiring the 
        property & any debt he takes the property subject to, and



   (2) where the FMV of the property at the time of the sale equals or exceeds the 
        amt of the mortgage debt, the AR includes such debt, even if the TP isn't 

        personally liable on it 

3.
Open issue – Note 37-result might be different if the property's FMV is less than the debt at the time of the sale-answred in Tufts
4.
-A loan isn't income b/c it comes w/ an obligation to pay back

F.
Comm’r v. Tufts  (see charts)
1.
Facts-biz partners has non-recourse loan to but prop, biz failed & sold to 3rd party for no money, subject to the mortgage

2.
Issue-IRS claims, even when FMV is less than the debt owned, the transfer to 3rd party resulted in income (AR) for full debt amt, TP says no, they only had FMV amt as income

3.
Tufts Holding-the unpaid amt of a nonrecourse mortgage at the time of sale must always be included in the AR by the seller regardless of whether FMV is greater than, equal to or less than the unpaid debt

· Look at §1001(b), 1.61-6(a), 1.1001-1(a), 1.1001-2(a),(b),(c)
· Articulate the rule for determining gain/loss/basis in the case of a gift, especially when FMV<adjusted basis
· Compare and contrast the tax treatment of a part gift/part sale to (a) non-charitable entity or person; and (b) qualified charity 
· Articulate holding of International Freighting and its importance to discussion of “amount realized”
· Articulate the “benefit” from a tax perspective (especially impact on basis) of receiving property from a decedent (e.g., gift at death) vs. living donor (a/k/a inter vivos gift)
· Compare and contrast facts, holding and reasoning in Crane vs. Tufts
· Describe effect on basis of: (a) mortgage to acquire real property; (b) “second mortgage” on real property which is not used to make capital improvements to land; (c) repayment of mortgage

VII.
Life Insurance  (pg.155-158)

A.
What is Life Insurance? -a K, a bet

B.
-Basic Rule-§101(a)-payments upon death under life insurance policy are not GI


-Death benefit-amt paid out if insured dies

-Premiums-amt paid to company for K

C.
-Exceptions:

1.
If a policy is sold to another for valuable consideration, the other doesn't get the death benefit tax free


-BUT if a terminally/chronically ill person transfers for value the death benefit it not taxable(viatication), neither is profit to sick person

2.
Payments later than DOD (extended pay-out)-if a TP could elect to receive the death benefit in a lump sum, but does not, the TP does not lose all of the benefits of §101(a)(1), only loses some 


-Methodology: 



1-Calculate the excludable amount as of the date of the insured’s death.  



2-Prorate that over the expected pay-out term.  



3-The portion which is attributable to the initial “death benefit” (but not the interest 
thereon) will be excludable from TP’s income. 

Formula:




lump sum payout
x   any particular payment=part that is excluded




expected payout




 from GI

3.
cashed in during lifetime?XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


Lump Sum Payout    x any particular payment = excluable portion



expected payout

Also see:

101(a), (c), (d) and (g)

1.101-1(a)(1)

1.101-1(b)(1)

1.101-4(a)(1)

1.101-4(b)(1)

1.191-4(c)
IIV.
Discharge of Indebtedness  (see chart)   (pg. 165-181)

A.
Tax Consequences of Loan Transactions Generally

1.
Loan initiation

a.
Borrower-loans aren't income b/c they come w/ the obligation 2 repay

b.
Lender-

2.
Loan repayment

a.
Borrower-repayment of loan is not income

b.
Lender-mere return of capital lo lender isn't income, interest is

B.
Tax Consequences of Debt Forgiveness Generally – 


Basic Rules of §61(a)(12)-discharge of debt results in income



-but a gratuitous fogiveness of debt is a gift which is not income



-failure to file a claim against an estate results in income for the estate but can also be a gift 



to the estate and not taxable

1.
Repayment of Partial Debt


I owe you 100, I pay you 90, you agree to forget about 10



- that's 
10 CODI income for me

2.
Repayment of Partial Debt with Unappreciated Property


-unnapreciated:when FMV=basis



-I owe you 100, 



-I give you painting FMV 90 & my basis was 90



-I have income of 10-only applies to undiputed debt that is forgiven

3.
Repayment of Partial Debt w/ Appreciated Property


-appreciated=FMV>basis



-I owe you 100



-I repay you w/ painting FMV 90, my basis was 40



-I have 10 CODI income-61(a)(12)



-ALSO have 50 income from gains on painting AR-AB=gain



-total income is 60

4.
Repayment of Partial Debt w/ Services-Treasury Reg 1.61-12(a)



-treated as advanced compensation which results in ordinary income


 
-this is not CODI income



-I owe you 100



-to repay I provide 90 in legal servcies



-I have 10 CODI and 90 worth of regular income

5.
Corporate Bond is Retired at Less than Par

You buy a bond from X corporation.  Bond is for $100,000, bearing 5% interest, 
principal due in 5 years.

a.
If market rates increase beyond 5%, the bond no longer seems like a good investment, because you could get a better return by investing the $100,000 elsewhere.  Therefore, no rational investor would pay $100,000 for this bond.  The rational investor would pay less.

b.
Another way of saying this is that as market rates increase, bond prices decrease.

c.
Kirby Limber-Kirby issued bonds for which it received par value$12M



-it bought back the bonds for less than par value $11M



-the $1M difference is income (b/c they didn't have to pay it to bond holders)

   AR (amount of debt retired) 

– AB (basis of property with which repayment is made)

   Gain

5.
Settlement of contested liability – Zarin


-Zarin had 3M gambling debts



-casino agreed to settle for 500K



-IRS said income was 3M-500K



-ct said no b/c casino brought NJ gambling protections laws, Zarin
wasn't obligated 
to pay



-since this is"contested liability" the amt of debt becomes whatever they agree to 
settle for
C.
Debt Forgiveness in Bankruptcy is NOT CODI-§108(a)(1)(A)-must be Chapter 11  (see chart)

1. No inclusion

2. Application of debt discharge amount

a. Reduce “tax attributes” other than basis

Definition of “tax attribute:” a series of tax characteristics of a taxpayer that may be reduced in bankruptcy or insolvency as a result of not recognizing CODI.

b. Reduce basis in depreciable assets first

Definition of “depreciable asset:” tangible property which by its nature loses its value through exhaustion, wear, tear & obsolescence.  Generally limited to property used in a trade or business or held for the production of income.

D.
Debt discharge in case of insolvency-108(a)(1)(B)  (see chart)

1. Insolvency=when liabilities exceed assets-§108(d)(3)

2. §108(a)(3)-any amount of debt forgiveness above amount of insolvency must be reported as income

3. Limitation -the amount not counted as income can't exceed the insolvency

4. §108(b)(1)-amt excluded form GI shall be applied to reduce the tax attributes of the TP...

5. ....108(b)(2)-in the following order:
1)net operating loss (NOL)









2)gen biz credit









3) min tax credit









4)capital loss carryover

6. ...but if TP really like's his NOL, etc. and he doesn't want to reduce it, he can reduce his proerty basis by taking a 108(b)(5) election (but he doesn't have to)

7. §1017-the amt that you elect cannot exceed liabilities 

8. LOSER PROVISION-§1017(b)(2)-if liabilities still exceed assets after cancelation of debt- you are a loser so IRS doesn't reduce your basis

E.
SOL Lapse
1.
Unintentional

2.
Intentional

F.
Gifts are Not CODI



-must be gratuitous (see gifts)



-includes failure to claim a debt owed by an estate, this is a gift to the estate

G.
Purchase Price Adjustments are not CODI-§108(e)(5)  (See chart)


-a/k/a purchase money debt reduction

1.
Definition=situations which look like CODI but are defined by state as not CODI

2.
Example- X buys dryer from Sears for 100 on credit from Sears, X can't pay Sears in full but pays 90, Sears says OK, you only have to pay 90, IRS treats this as if original cost was only 90, TP basis is 90


-can't reduce basis below 0 so any amt of reduction below 0 is recaptures as income


-this is an uncontested liability


-ppa only applies when creditor is the sellor too; doesn't apply to loans from A to purchase something from B

H.
Cancellation of Mortgage Indebtedness
1.
Non-Recourse Mortgage – One step analysis


What is the difference between total amount of indebtedness discharged (AR) and adjusted basis of the property (AB)?

2.
Recourse Mortgage – Two step analysis

a.  
What is difference between FMV of property at time of transfer and total indebtedness?  

b.
What is difference between FMV of property at the time of the transfer (AR) and adjusted basis in property (AB)?  

3.
Distinguish two “kinds” of income

Look at 61(a)(12), 102(a), 385, 108, 1017(a), (b)(1) & (2), (3)(A) & (B), 1.61-6(a), 1.1001-2(a) & (c)

· Compare and contrast income tax treatment of loans and cancellation of indebtedness 
· Describe the holding and rationale of Kirby Lumber (refer to Treas. Reg. §1.61-12)
· Compare and contrast Kirby Lumber and International Freighting
· Explain tax consequences of repayment of debt with appreciated property

· Identify the tax aspects of “repaying” a loan with services (refer to Treas. Reg. § 1.61-12)

· Numerically illustrate the calculation of income recognized on a transaction involving the repayment of debt with appreciated property 
· Distinguish a purchase price adjustment from cancellation of indebtedness
· Distinguish gifts from cancellation of indebtedness
· Analyze income tax consequences of debt discharge when taxpayer is bankrupt or insolvent

· Explain and apply basis reduction rules to IRC § 108 problems

IX.
Damages and Related Receipts  (pg. 182-194)

A.
-good will-an intangible capital asset that reflects earmings expectations/reputation 



or any other positive attribute a corp aquires int he course of its biz


-return of capital-in biz context always ask if capital being returned (in lieu of?)

B.
Damages to Business Interests   (see chart)


-loss of profit for biz is taxable


-Raytheon -Raytheon sued RCA & won damages



-ct distinguished loss of profit/loss of goodwill damges



-anything in excess of damages for loss of goodwill or capital is income for 
tax purposes (i.e, damages for loss of profits is taxable)


-61(a)(4)-GI includes interest
C.

HYPO: 1



-suit for injury to goodwill on breach of K



-Ps basis in the goodwill was 4K, but goodwill was valued at 10K



-suit is settled for 10K b/c goodwill completely destroyed



-P had to pay tax on 6K gain b/c it was in excess of Ps basis in the goodwill



HYPO 2-



-good will partially destoyed, Ps basis in it was 4k, 4k of it was destoyed



-P gets 4 K that is not taxable, but now his basis is 0

D.
Personal Damages  (see chart)


§104(a)-except allowable medical deduction under §213, GI doesn't include:



1)$ under workers comp acts as comp for PPhI & sickness



2)damages (but not punitive) for PPhI




-if its just emotional damages, its income




-if its emotion on account of PPhI its excludable (Rev. Ruling 96-45 & §104(a))




-PPhi can't include phychological brain injury even if it causes a physical 



change  (show the pain)




-loss of profit for person based on PPhI is excludable

Evolution of requirements for underlying claim 

Pre-1996:  Schlier 2 prong test-SC said underlying action must be based upon tort like rights & damages must be incurred on acct of PPhi or sickness

Post 1996 -Congress amended §104(a)(2) to limit exclusion to damages incurred on acct of PPhi or physical sickness. Non-physical personal injuries (defamation) no longer excludable.

E.
Punitive Damages
1.
Generally-these are generally taxable §104(a)(2), but:

2.
§104(c)State wrongful death statutes--punitives can be recovered for wrongful death under older state laws and are not included

F.
Verdict vs. Settlement -verdicts usually say $X for PPhi, X for punitive



-for settlements, look to face of Ps claim to determine properotion of damages that are 
PPhi/punitive/etc.

G.
Relationship of Exclusion to Deduction for Medical Expenses



-104(a)(3)-GI doesn't include amts rec from accident/health insurance for PPhi/sickness 
paid for by individuual

H.
Other Recoveries for Personal Injuries
1.
Workers compensation

2.
Health insurance premiums paid by employer-



§106(a)-generally GI doesn't include employer provided health/accident plans

3.
Reimbursements from insurance  (see chart)


a.
Self-provided insurance-§104(a)(3)-all insurance payouts are excluded from GI 
income 
if your self insure


§105(a)payouts for medical expenses form employer health/accident plans are GI, except:

b.
Employer-provided reimbursement-§105(b)-reimbursement for medical expenses are not income

c.
“Double insurance” situations  



-remember:



 payout from self provided insurance are always fully excludable 
[104(a)(3)]



-105(b)-with respect to employer provided insurance plan payout, only the 
portion of the payout that applies to reimbursement is excludable

STEP ONE:


amt rec. from employers policy   X   total medical expenses = amt of med expenses 
total insurance payouts



    deemed paid by        

  
     







    employer policy

STEP TWO:

   total insurance payout from empoyer policy

-  med expenses deemed paid by employer policy

   amt of employer payout includable in employees GI

Look at 104(a), 105(a)-(e), 106(a), 1.104-1(a),(c) &(d), 1.105-1(a), 1.106-1


Assets Received Pursuant to Separation and Divorce  (pg. 195-200)

A. Alimony and Separate Maintenance Payments

1.
Direct payments

General tax treatment-deductible by payor





-includable by payee (recipient)





-statute permits parties to allocate the tax for alimony





-transferee always takes transferors basis





-the basis stays w/ the property (Davis)


Alimony and separate maintenance -§ 71(b)(1) - 6 prong test
(A)
Cash (can be check/money order) (can't be credit card)

(B) 
Rec’d under divorce or separation instrument - §71(b)(2)

(C) 
Not otherwise designated as non-alimony

(D) 
No live-in divorce (no sex either)

(E) 
No post-mortem payments

(F) 
Not child support (child support isn't deductible)
Property settlements are a division of the maritial estate

 
-no tax consequences

4 varieties of divorce:


1-divorce decree-formal ct order


2-decree of legal seperation-formal ct order (married but seperated)


3-privatly bargain seperation agreement (must be written)


4-decree of support-entered by ct, one spouse must support other

2. Indirect payment





-if there is a legal obligation, its alimony, if no legal obligation, its not alimony





-if husband puts money in a trust, income to wife, the income is the alimony





-premiums paid by H on insurance policy w/ W as sole beneficiary are GI under 




for W & excludable for H





-rental payments can be alimony if they are a legal obligation





-Reg. 171-1-voluntary mortgage payments are not deductible

3. Recapture
a.
General rule of IRC § 71(f)(1): If there are excess alimony payments, the payor spouse shall include the amount of such excess alimony in gross income and the payee spouse shall be allowed a deduction in the amount of such excess payments.


-front loading not allowed/back loading OK


-if payments exceed each other by 15K or more there is excess that must be recaptured as GI in the 3rd year

1)
§71(f)(2)- “excess alimony payments”-the sum of (A) the excess payments for the 1st post-separation year and (B) the excess payments for the 2nd post-separation year.

2)
§71(f)(4)-Excess alimony payments for 2nd post-seperation year:

  Alimony Paid During 2nd Yr


- (15+ alimony pauid during 3rd yr)

3)
y=(alimony paid during 2nd yr - excess form 2nd year) + alimony paid during 3rd yr






2

4)
§71(f)(3)Excess for 1st year:


  Alimony Paid during 1st yr


- ($15,000 + y)




B. “Neutral” Property Settlements


1.
Tax treatment -basis stays w/ the property-Davis

2.
Transfer must be within 1 year of end of marriage or “related to the divorce”




-'related to divorce'=pursuant to a seperation instrument & occurs no more than 6 

yrs from after date marriage ends 




-if greater than 6 yrs or not pursuant to intrument of divorce there is a rebutable 


presumption (see pg.m211)



3.
Problems p. 217

C. Other Tax Aspects of Divorce


1.
Child Support-a fixed payment for the support of a child (not alimony)

-use a facts & circ analiysis to determine if a payment if child support or alimony

-§71(c)(2)-any later redux in payments (like @18) shows the amt that was child      

 support


2.
Alimony payments made by third party-alimony trusts-§682-income from trust is included by 
payor and excluded be payee (unless used for child support) (same for annuities)


3.
Transfers incident to divorce




-IRS won't challenge a dic=vorce agreement unless state ct declares it invalid




-tax treatment doesn't change until divorce held invalid, no retroactivity

· Look at §71, 215(a) & (b), 7701(a)(17), 1041, 1015, 1.71-1T(a) & (b), 1.1041-1T(b)

· Describe the general tax treatment of property settlements (includable/deductible)

· Describe the test for determining whether a particular transfer qualifies as a “property settlement”

· Explain the income tax effect of a determination that a particular payment designated as “child support” was in fact part child support and part alimony

XI.
Exclusion for Sale of Personal Residence  (pg.221-227)

A.  
Historical Background

1. Pre-1997 law (rollover)

a.
replacement home at least equal in cost

b.
$125,000 limit

c.
55+ years of age

d.
3/5 residency requirement

e.
One time only

2. Reasons for change

a.
Burden/complexity of record-keeping

b.
Unfair to people who “downsize”

c.
Unfair to people who marry

B.
Current law – §121 exclusion of gain from sale of personal residence


You must have:-gain





-sale or exchange





-TP principle residence





-owned & used for 2/5 yrs prior



Limitations:
-amt of gain can't exceed 250K for a single TP (500K for married)




-only available every 2 years


Other Points:
-Available to all TPs, regardless of age




-2/5 ownership/use requirement-either may own, both must use 2/5 to get 

500, otherwise use single 250

How to Analyze an IRC § 121 Question

1.
Is there gain?

2.
Has there been a sale or exchange?

a. Is the 2/5 ownership and use requirement met? 

b. Statutory analysis

§121(c)(1)-prorate if: 

§121(c)(2)(B)sale is by reason of change in employment/health/unforseen circ.

Reg.1.121-3(a)-may still be able to get some eclusion if you meet:

Temp. Reg. § 1.121T-3(b) and (c)-criteria for change in employment/health/circ.

b.
Proration -

 
-if you've been there for 12 months     x   250 gain =125 exclusion




           of 24 months


-any previous depreciations must be included as income regardless of whether the other requriments are met

c. 
-any amt not excludable is taxable income

3. Is it the TP’s principal residence? 

a.
Is it the TP’s?

Married-$500k exclusion-either may own,both must use-§121(b)(2)  Single $250

b.
Is it the principal residence?



Treas. Reg. § 1.121-1(b)-depends upon facts/circ./majority of time in year, 

TPs place of employment, where family is, addresses on 



documents/bills/letters, lcoation of religious orgs/clubs



Treas.Reg.1.121-1(b)(4)-examples of this 


-if 2 of last 5 years has been spent in more than one house, TP can pick either 1

4. Are there any limits or exceptions which apply?

a.
Not more than once every 2 years

b.
Any pre-1997 rollovers?

i. Disregard for purposes of determining availability of exclusion-§121(b)(3)(B)

ii. “Tacking” permitted for purposes of the 2/5 requirement - §121(g)





-if you owned the land prior to 1997, you can count those years 


towards your 2/5 requirements

c.
Recapture of depreciation-§121(d)(6) -any previous depreciations must be included as income regardless of whether the other requriments are met

XII.
Exclusion for (and Other Tax Treatment of) Education Expenses  (pg. 228-235, 563-564 & supp)

A.
The Painful But Necessary Sidetrip Into Calculation of Income Tax Liability

1
-
Ordinary Income

“Above the line” deductions
Adjusted gross income

2
-

-
Personal exemption 

Greater of itemized or standard deduction

Taxable ordinary income

3
x
Tax rate imposed on TP’s ordinary income               

Tax liability with respect to ordinary income 

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

4
x


Capital gain

Tax rate imposed on TP’s capital gain
Taxable capital gain

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

5
+

-
Taxable ordinary income (line 3)

Taxable capital gain (line 4)

Credits

TOTAL TAX LIABILITY

B.
Education-Related Credits  (see chart)

1.  
Generally-§25A credits allowed for qualified fees paid to eligible instituiton of higher education

2.
Hope Scholarship Credit-§25A



-only 1st 2 yrs of college



-max is $1500 per student



-phases out combined w/ Lifetime Learning Credit

3.  
Lifetime Learning Credit-§25A



-any year of college



-not at same time as Hope Credit



-max of $2000 (up to 20% of 10K) per TP



-phases out combined w/ Hope Credit


Phase Outs for combined credits:



-starts at 40K (Hope)/80K (LLC), fully phased out at 500k/100k 


Tuition is:



-reduced by:




-§117 scholarships/fellowships




-§127 employer assitance program



-not reduced by:




-gifts §25A(g)(2)(c)-even if grandma pays entire tuition, student can take 


Lifetime Learning Credit




-loans-b/c you have to pay them back

C.
Education-Related Exclusions

1.
Federal Savings Bonds–§135:



-can only redeem when paying tuition to get exlusion 125(a)



-can't exclude more than the amt of the qualified expenses, any amt of bonds 


redeemed over expenses is GI-135(b)(1)



-income limits & phase outs 135(b)(2)

2.  Qualified Tuition Programs–§529:



-tax advantaged saving acct for college expenses



-income will not be taxed if used for specific qualified higher ed. expenses



-if not used for expenses there is a penalty on the interest



-in some states like NY, state gives a deduction for ANY person who contributes to 

a §529 acct (great baby present)



-can be used for kids or adults

3.
“Coverdell” Educational Savings Accounts–§530:



-max $2000 per year per contributor



-contributions must be made before recipient is 18

D.  
Deductions for Qualified Tuition and Related Expenses 

a.
Qualified tuition and related expenses–§222

b.
Student loan interest deduction–§221

1. Limitations on both:





-your income must fall below a certain level, & there are phase outs





-only applies to a certain amount of these costs


E.
Other Exclusions:




§117-Scholarships are not GI-but if you had to work 4 the scholarship it is income




§127-employer EAP plants are not income




§108(f)-student loan forgiveness purusant to certain federal program is not CODI 




& not income but its very hard to qualify for





§221-deduction for interest on student loans up to a certain amt




§222-deduction for qualified tuition up to $4K




UTMA
-uniform transfer to minors





-garden variety accts for kids (birthday $)





-money belongs to the kid, can get it at 18yrs old





-kids 14-18 can be taxed at a lower rate

· 25A, 135, 529, 530, 108(f), 117, 127, 132(c)(3), 151(d)(2), 221, 222

IDENTIFICATION OF THE PROPER TAXPAYER  (pg. 242-250, 255-259, 261-268, 274)

I.
Anticipatory Assignment of Income-transferring income to another TP
A. Income From Services

1.
Lucas v. Earl-decided b4 joint returns were allowed




-husband had K w/ wife that they would 50/50 all assets




-H claimed he was only liable for tax on 50%, thus lowering his tax bracket




-ct says no, can't lower tax bracket w/ creative arrangements




-since the last step in ther performance of the K was his alone, he 'recieved' 

the income




-the statute only seeks to tax income beneficially received




-tree that bears the fruit must pay tax on the fruit  
2. Comm’r v. Giannini-TP was Prez of profitable corp, served w/o salary





-corp paid him 5% of profits-he says no even if he had a K w/ them for it





-he said 'use it for a good cause'





-board gave it to Ag School





-ct said don't tax this income b/c ct focuses on the recipient





-charity OK, wife not OK





-factors: who't the recipient?






-how much in advance was agreement?     -was there tax avoidance?





-govt almost never audits anticipatory assign to charities, but don't mess w/ relatives





-he could have gotten chariable deduction anyways


C.
Income From Property
1.
Transfer of the income producing property itself, new owner pays tax

2. Transfer of fractional interest in income producing property





-if A & B own property 50/50, they each pay 50% of the tax

3.   
Transfer of amounts receivable a K



Helvering v. Horst-where TP doesn't receive payment of income in money or 
property realiztion may occur when the last step is taken by which he obtains the 
fruition of the economic gain which has already accrued to him
a.
Completed contract-transferor would likley pay the tax

b.
Contemplated contract-see Susie Salvato below

4.

Transfer of carved-out interest
a.
Bond’s negotiable interest coupons

Helvering v. Horst-dad had negitiable bond, gave coupons to son


-IRS said dad had to pay tax on it b/c he still owned the bond (tree which 
bears the fruit)


-power to dispose of income equals ownership


-substance of transaction, not form, determines tax liabililty


-dad must pay tax when son receives interest


-if dad gave sone 1/2 the bond, kid would have to oay 1/2 the tax

b.
Transfers for value

Estate of Stranahan-TP had a larger deduction that he could use


-if you owe IRS interest its deductible


TP sells his right to get dividends for cash to his son


-since TP had more income, he can use those deductions


-ct says this isn't assignment of income b/c it was legal, for consideration, 
arms length, and not a gratuitous assignment like Earl


-cts says you can legally avoid taxes, but can't illegally evade

Susie Salvato-husband willed wife gas station


-she agrees to sell property to Texaco in K


-then she gives 5 kids 1/2 the property and keeps the other 1/2


-each kid gets their share of the sale price after closing


-ct says mom has to pay tax on entire sale price


-ct says after she decided she was going to sell there in way she could have 

avoided full tax liability
II.Other Taxpaying Entities

A.
Corporations

B.
Partnerships

C.
Limited Liability Companies

B. Trusts

C. Estates

· look at 1(a)-(e),(g) & (h), 6013(a), 63, 66, 73 

· Compare and contrast facts and holdings in Lucas v. Earl and Giannini cases

· Describe the tax treatment of a transfer of (a) a bond with coupons attached; (b) a fractional interest in a bond with a proportional number of coupons attached; (c) interest coupons only.

· Identify the circumstances in which a taxpayer may assign his or her rights to receive payment under a contract, without negative tax consequences to the taxpayer.

· Identify at least three types of taxpaying entities, other than individuals

BIZ DEDUCTIONS
§162 
(pg. 314-356, 360-378)

A.
-§162-there shall be allowed as a deduction all orinary & necessary expenses paid or incurred during the taxable year in carrying on any trade or biz


-Heidt-if your employee will reimburse you, but you chose not to get reimbursed its not deductible, policy reason is concern about taxpayer fraud


-TP would prefer a 162 deduction b/c of 5 yr limitation on 195 deduction

B.
Definitional Issues Under §162

1.
“Ordinary and Necessary”

a.  
Basic definitions

i. Ordinary – usual in the course of general&accepted business practice/custom

ii.
Necessary – “appropriate and helpful”-defer to TP-cts are slow to overide biz judgement

b.
Example: Salaries  (dividends not deductible)

c.
Example: Debt repayment

Welch v. Helvering-paying off someone elses debt is to weird to be orinary thus not

deductible

Conway Twitty-paying debts to save your brand name is ordinary & deductible

2.
“Expenses” vs. Capital Expenditures


-expense: a legal conclusion in §162 context regarding deductibility, presently 
deductible in the year paid or incurred



-expenditure:an outlay of assets/cash-may be deductible 


Midland Empire Packing Co-pork & oil in basement, had to fix floor



-repairing basement to iseable condition was deductible b/c it was ordinary.

Expenses (Deductible)

Capital Expenditures(not deductible)____


-repair/mend



-replace/substitute


-to keep/maintain operating 

-life prolonging alteration


condition over probable lifespan
-permanent/semi-permanent


 for which designed


-increase in value







-more substantial changes







-additions







-if he damage was done b4 you bought it







-to make more attractive to your taste







-creating a new asset







-substantial future benefit







-benefits beyond this year


INDOPCO-Indopco claims it needs Morgan Stanley to look at its books b4 a merger & 
Indopco wants to deduct the fees



-IRS says this isn't ordinary so can't deduct



-deductions are strictly construed-start w/ presumption that its not deductible


Lincoln Savings-creation of a seperate & distinct asset may be sufficient to require 
capitalization of an expenditure, it isn't a needed condition
3.
“Carrying On” Business:



-you can be carrying on a biz if you are in an allied biz, toothpaste company 
investigating floss market can deduct under 162 b/c already in dental biz



-employee seeking new position can deduct expenses if in same field, not 1st job & 
not long term unemployment



-Rev Ruling 75-120-if you've been unemployed for a long tim, can't be 'carrying on'



Morton Frank-ct said if you don't already have a biz you can't be carryng on




-thus you can't deduct expenses in looking for a new biz



McDonald-election/re-election expenses not deduction b/c not 'carrying on'

C.
Specific Business Deductions

1. “Reasonable” salaries
a. General rule-§162(a)(1) there shall be allowed a deduction for a reasonable allowance for salaries or other compensation 4 personal services actually rendered

b. 162(m)-excessive employee remuneration-in publiclly held corps, no deduction for salaries over $1M

c. Disguised dividends
Exacto Spring Corp--corp paid CEO $1.3M for past 5 yrs, took it as a salary deduction



-IRS only allowed a deduction for part of it



-old factors:
1-type & extent of services rendered





2-scarcity of qualified employees





3-qualifications





4-employees contribution





5-net earnings





6-market salaries





7-nature of biz



-ct said factors are unclear & redundant



-even though corp met factors, they still couldn't deduct



-ct created new independent investor test-the higher the rate of 
return a CEO can generate, the more $ you can pay him & deduct it, 
ct looks at salary form investors point of view



-1st cir uses 7 factor test, 2 cir has 5 factor test, 7th cir uses investor 
test



-ANALYZE UNDER BOTH ON FINAL
Contingent payments

i. “Freely made bargains” ex-ante to secure employee’s services

ii.  
There are no “freely made bargains” with employees who are controlling shareholders

Harolds Club-smith got 350-650K salary from casino owned by his sons


-IRS says unreasonable & doesn't allow total deduction for it


-issue is whether K between father & sons was the product of freely bargained for exchange, otherwise its collusion & not reasonable


-if it was a free bargain, look to reasonableness of salary at time  of K


-if it wasn't freely made bargain, measure reason from the time of the payment (can look at work history)


-ct says dad had complete control & it wasn't a free bargain


-there are no freely made bargain w/ employees who legally or defacto control a corp


-ct says dad was overcompensated & salary not entirely deductible

2.
Start-Up Expenses-§195-no deduction for start up expenses, except



§195(c)(1)-start up means any amt paid in creation or invesitgation of or acquisition 
of new biz b4 biz begins



-some start up expenses occur after completion and are covered by §195-
advertising, training, accts, lawyers, lining up cistomers)



-if TP succesfully enters biz, he can elect to amortize expenditures over a period of 
not less than 60 months staring from month biz actually begins


How to Use §195:


1)meet definitional requirements-§195(c)(1)(A)



i. investigation/acquisition active biz



ii. creating new active biz



iii. any proft seeking activity b4 there is a profit


2)you can only deduct 1/5 of start up expenses for each of every 5 years


 (clock starts running when you actually start up the biz-different states have different law)


3)type of expense deductible under §162 if Tp had qualified under §162 (ordinary & necsary)


4)must actually start the biz


5)if biz ceases b4 end of 5 yrs, one of 2 things happens



1-disgorge (give back) all deductions taken



2-or deduct under less favorbale code section we don't need to know




decision to purchase specific biz



completion

<-------------------------------------------I--------------------------------------------------------------------------I------>


investigation stage



transaction stage

-is TP in that biz?


-is this a transactional expense?


-if yes, can deduct under

-(appraisals, transactional documents, K of sale


162, but check other 162

 regulatory approvals, tax advice on the transaction)


requirements



-if yes, 162 not available


-if no 162 doesn't help but

-if no is is a start up expense? (market study, product


try 195 start up deductions

evaluations, labor supply evaluation)







-if yes, try §195







-if no, no deduction unless its -interest











-taxes











-research


ANSWERING A BIZ DEDUCTION QUESTION ON FINAL:



1)is it deductible under 162-state the rule



2)do ordinary/necesary/expense/carrying on analysis



3)if it isn't deductible under 162, it is or isn't like Morton



4)next we must ask if it is deductible under 195-state rule



5)do 195 anlysis from above



5)generally speaking, biz deducitons include (list a few)



6)therefore this may/may not be deductible

3.
Travel “Away From Home”-§162(a)(2)-can deduct traveling expenses in 'carrying on' biz

a.
Where is a TP’s “home” for purposes of §162(a)(2) ?

i.
If TP has neither (x) a regular or principal place of business; or (y) a regular place of abode, then TP’s home will be wherever TP works.  

Rosenspan v. US-under 162 if you don't have a home in the traditional 


sense, you can't deduct for biz expenses 'away from home'
ii.
If TP has one or more regular or principal places of business
Andrews v. Comm’r-he owned pool niz in NY & horses in FL, spent 1/2 a year at each, ct said can't have 2 primary homes, only major and minorg

-1st Cir: major post of duty-usually defnied by time spent there

-6th Cir test: length of time spent there, degree of activity in each place, income form derived from each

iii.  
If TP has no regular or principal place of business, but does have a regular place of abode
iv.   
domestic travel-pro-rate all expenses & take entire cost of travel to & from if primary purpose is biz


-of primary purpose isn't biz-travel not deductible

HYPO: professor flys from NY 2 LA for academic confernece, stays 7 days, pro-rate


-5 days hotel/meals/conference-deductible


-2 days @ Disney w/ kids-not deductible

b. 
Commuting expenses


-you can deduct expenses incurred in commuting to a temp work location in same trade or biz


-Rev. Rul. 99-7-distincton between reg & temp work locations

Temporary=




(A) when its rzbly expected to & actually does last for 1 year or more




(B) not temp if rzby expected to last more than 1 year

i. General rule – Reg. §1.162-2(e)

(A) 
Generally speaking, commuting, parking and meal costs are personal expenses for which no deduction is allowed


-BUT, there is a judicially developed exception for police b/c they are on duty as soon as they leave the house

Reg 1.162-1-lists items than canbebiz expense deductions


-commission,labor,supplies,insurance prems., incidental repairs, etc.

HYPO1:-law professor drives from NYC to Pace to work everyday



-not deductible b/c she can live closer to Pace


HYPO2:-attny works in London 7 goes home to Israel every weekend to 
family--not deductible b/c he could live in Israel

ii.  Transportation to temporary work location

(A) Location outside the metropolitan area (if TP lives and regularly works in the same metropolitan region)

 (B)
  To any location (if TP has one or more regular work locations away from residence and travels to a temporary work location in same trade or business)

iii.
When is a work location “temporary?”

(A) 
Realistically expected to (and actually does) last 1 year or less

(B) 
Realistically expected to (and regardless of whether it does) last more than 1 year

iv.  
Mileage reimbursement-roughly 37.5 cents per mile, no gas reimburements

HYPO: for lawyer, home to office NOT deductible, offfice to ct is deductible

v.
Lodging reimbursement
(A) 
Required by the exigencies of business

(B) 
Sbiz is such that sleep or rest  is required

vi.
Meals reimbursement
(A) 
Required by exigencies of business (b/c yr away from home)

(B) 
Sleep or rest requirement  (meals on daytrips not deductible)

(C) 
Away from home requirement 

(D)  
50% limitation – IRC § 274(n)(1)

(E) 
Married spouses with different tax homes for purposes of §162



-even if H & W file jointly, they can have seperate tax homes



Pg. 378 Problem 2(c)



city




metro



W lives




W uses apartment



H lives & works


W works

-for any meals problems, also look to 119 & 132


Proper Biz Deductions:

-ordinary & necesary biz expenses


-reasonable salaries & bonuses (Treas. Reg. §§1.162-7 thru 9)


-freely made bargains ex ante to secure e'ee's services


-repaying yr debts to preserve yr own reputation (Conway Twitty)


-repairs (Treas Reg. 1.162-4)


-some advertising 


-carrying on


-travel away from home (air, mileage, lodging, meals)


-some start up costs under §195


-commuting costs to temp work location


-commuting costs for cops


Improper Biz Deductions:


-repaying someone else's debt to get a good reputation for yourself (Welch)


-contingent compensation agreement w/ a controlling SH or defacto controlling family members (Harold's Club)


-compensation which is realized a disguised dividend (indirect market test) (Exacto Spring Corp)


-capital improvements/capital assets (Treas. Reg. 1.263(a)-2, §263


-expenses associated w// merger


-some advertising


-personal, living & family expenses §262


-search costs (Morton Frank)


-Commuting expenses for permanent work location for non-police

· look at 162(a), 263, 262, 195, 274(n), 1.162-1(a), -2, -4, -7, -8, -9, 1.262-1(a), (b)(1) to (6), 1.263(a)-2, 1.217-2(b)(3), (4) & (8)

· Articulate whether deductions under IRC § 162 are available to individual taxpayers, corporate taxpayers or both

· Explain test applied by courts to determine whether payment to taxpayer is salary or a disguised dividend

· Describe the circumstances in which contingent salary agreements can constitute a deductible expense under IRC § 162

· Describe the income tax consequences under IRC § 162 of a taxpayer having (a) no home; or (b) two residences which the taxpayer claims are both “home”

· Explain the general rule regarding and several exceptions to the tax treatment of commuting expenses

II.
Deductions for Individuals Only  

A. Introduction



§1-there is imposed a tax on all taxable income



§63-taxable income=gross income-deductions



§61-gross income includes all income including, but not limited to:





B. The AGI Concept

1.  
§62-eighteen enumerated deductions to arrive at AGI

2.
Applies to individual taxpayers only

3.
Importance

a.
Other tax deductions

b.
Inclusion determination

C. Moving Expenses-§217  (see chart)   (pg. 544-552)

1. Requirements-§217(c)

a.
Distance
i.
Workers changing jobs-50 miles farther away than last  job

ii.
Workers entering workforce -at least 50 miles form last residence

b. Time
i.
Full-time employee for 39 weeks of 12 months after arrived

ii.
Self-employed individual-F/T for 39 weeks of 12 months & 78 weeks of 24 months after arrival

iii.
§217(d)-Deceased or disabled individual can still take the deduction

iv.
§217(d)-Fired or transferred individuals-can deduct moving expense, unless

(A)
Quitters-can't deduct

(B)
Willful misconductors-can't deduct

2. Deductible expenses-217(b)(1)

3. a.
Moving household goods and personal effects

b.
In transit traveling (and lodging)

-also covers moving expenses for thise living together, don't have to be married

4. Limitations
a.
Reasonable

b.
Meals

c.
Timing:



§217(d)(3)-if you don't satisfy the work requirements, you have to count 
any deductions taken as GI for the next tax year



Reg.§1.217-2(d)(3)-or you can file an amended return for the year y ou 

erroneously took the deduction

d. Employer reimbursement

e. Moves outside the United States-can deduct reasonable storage costs so long as you are still working at your new principle place of work

D. Extraordinary Medical Expenses  (pg. 552-562)


1.  
General Rule – IRC § 213(a)-medical expensses not reimbursed for TP/spouse/dependent 


to the extent that expenses exceed 7.5%AGI (medical expenses are deductible if over 



7.5% of your AGI)


AGI-§62 GI-above the line deductions-'for' (to arrive at) AGI 



Gross Income minus
§    alimony






§     moving






§221-interest on education loans





         - others






equals AGI


ANALYZING MEDICAL DEDUCTIONS



1-add up medical expenses




-meals only count 50%




-subtract increase in value to house for capital improvements



2-subtract 7.5% AGI



3-this is the deductible amt under §213(a) if TP itemizes


HYPO: AGI=$100K, anyt medical expenses over $7500 are deductible

2.
Capital improvements

a.
Raymon Gerard-daughter had cystic fibrosis so TP had to install A/C in house



-ct says the cost is deductible minus the increase in value to the house b/c 
this is a capital improvement for medical purposes


HYPO: -$1,300 expenditure for medical purposes



-increases house value by $1000



-can only count $300 towards medical expenses



-but can actually deduct only what is over 7.5% of AGI and if TP itemizes

b.
Applicable sources 

§213(b)-only prescription drugs or insulin are decutible medical expenses 

§213(d)(1)-defines medical care: amts paid for the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body

§263(a)(1)-property improvement generally not deductible

Reg. § 1.213-1(e)(1)(iii)-examples of medical capital expenditures (elevators)

Reg. § 1.213-1(e)(2)-toiletries not considered medicine & drugs

Reg. §1.213-1(e)(4)(i)(a)-can exclude cost of med. insurance as a medical expense


Rev. Rul. 2002-1-pg. 556

Rev Rul 55-251-food deductible if:  pg. 555
Rev Rul 79-151-weight loss programs to improve well being not deductible

4.
Medical Transportation deduction 

a.
§213(d)(1)(B)-transportation primarily for and dessential to diagnosis, cure, prevention of disease, ....etc., is deductible

b.
Reg. 1.213-1(e)(1)(iv)-TP can't deduct food or lodging when away form home receiving medical treatment unless,



1-exception in §213(a)(2)-amts paid for lodging primarily & essenrtial to 
medical care is by licensed Dr. & hospital & not for pleasure, recreation or 
vacation



2-limited to $50 per night

5.
Food and Lodging for Medical reasons

-50% of meals is deductible for inpatient care

a.
The basic rule

b.
Exception under IRC § 213(d)(2)

c.
Exception for in-patient care

d.
Food and lodging in bringing patient to the medical care

(i)
Montgomery v. Comm’r -H & W made 3 road trips to Mayo Clinic



-ct says meals & lodging on the way to Mayo Clinic are deductible up 
to 50%



-not always true once your there 

(ii)
Caveat

6.
Chronically ill individuals

7.
“Borderline” expenditures

a.
Alcohol and drug addiction-in/out patient recovery treatment is deductible

b.
Controlled substances-prescribed pot not deductible

c.
Cosmetic surgery-sex change, laser eye sugery & deviated septum is deductible

d. 
Best practices for tax practitioners

(i) 
Exhaustive research-if you can't find a deduction on a certain matter, get a

(ii) 
Private letter ruling-non-binding on other but binding on TP (but cts look at)



-if you disagree, all you can do is get a deficientcy & then litigate



-if it would apply to many TP, you will probably get a Rev Ruling

E. Personal and Dependency Exemptions  (pg.569-572)

1.
These “exemptions” are deductions



-everybody can take above the line deductions



-below the line:





1-personal exemptions




2-chose itemization or standard deductions (roughly $2500)





-itemized for this class is §213 moving & §170 charitable deductions

2.
Availability

a.
TP and spouse - §151(b)

b. TP’s “dependents”-sibliings, partners, elders

F. The Standard Deduction
1.
Decision basis

a.
Threshold amount of itemized deductions-wealthier ppl cannot itemize everything

b.
Compare amounts

2.
Standard deduction “plus”-for blind & old people

· look at moving: §62(a), 82, 132(a)(6) & (g), 217

· look at medical: 213(a), (b), (d)(1) to (4) &(9), 263(a)(1), 63, 67, 7703, 1.213-1(a)(1), -1(e)(1) to (4)(i)(a), 1.67-1T(a) 

· Identify the relationship among IRC §§ 1, 61, 63

· Distinguish, in general, the difference between “above the line” and “below the line” deductions

· Describe the importance of “adjusted gross income” as a tax concept

· Explain the time and distance tests which must be satisfied in order for a taxpayer to deduct moving expenses

· Describe the extent to which meals are deductible as moving expenses

· Identify some common items which qualify as “medical expenses” under IRC § 213

· Explain how medical expenses which are also capital improvements can be deductible, in part, for Federal income tax purposes.

· Identify several “borderline” medical expenditures and the best lawyering approach when a client presents a “borderline” deductible item.

· Describe, in general terms, the personal and dependency exemption and to whom it is available.

· Describe, in general terms, the standard deduction, and to whom it is available.

· Describe, in general terms, what factors a taxpayer will consider in deciding whether to take the standard deduction or to itemize deductions.

III.
Charitable Deductions  (see chart)  (pg. 784-800, 802-805)

-can donate all you want, but you can't deduct all of it!
A. Introductory Analysis of §170-there shall be allowed a deduction for charitable contributions

ANALYZING CHARITABLE CONTRIBUTIONS:

1a-figure out contribution base (public, then private)

1b-has there been a contribution?

2-transfer to or for benefit of charity? (must be more than FMV of what was received in return

3-qualified charitable donee - §170(c)

4-How much was the contribution for (amt above what was rec in return)

5-cap on contribution (individual can't deduct 100% GI) (deductions are capped at?XXXXXXXXXXXXXX)


6-deduct now or later?

B. Rev. Rul. 83-104:  “Contribution” in the School Context-Disguised Tuition



PROBABLY NOT CHARITABLE DEDUCTIONS:

a.
“Contribution” or tuition is required in order to receive education

b.
“Contribution” is solicited from applicants to school (as a group) and, in fact, almost all applicants contribute

c.
School admits a significantly larger percentage of applicants with “contributing” parents

d.
“Contributions” from parents are the only significant source of school’s economic support; parents are personally solicited by school treasurer


PROBABLY ARE CHARITIBLE DEDUCTIONS:

e.
Contributions solicited from parents of students; no unusual pressure exerted; many parents do not contribute.

a. Contributions solicited from interested parties, but school supported mostly by church members
-

2. General rule XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXx

3. Any one of four (4) factors will create a presumption

a.
Existence of contractual agreement to make “contribution” and guaranteeing admission

b.
Option of payment of tuition or making “contribution”

c.
Contribution earmarked for particular individual



(ex.-$100 for B. Crawford is disquised compesation, but 100 to Pace for 
Crawford Award is a charitable deduction)



-renaming stadium, ads in journals are fully deductible

d.
Unexplainable denial of admission of child of financially-able, non-donor parents

4. A combination of several factors may point to a determination that a payment is tuition (and therefore is not a charitable deduction)

a.
Absence of significant tuition charge

b.
Substantial or unusual pressure to contribute applied to current parents

c.
Contribution appeals made as part of admissions or enrollment process

d.
Absence of significant source of revenue to support school other than contributions of current parents

e.
Other factors indicating a “disguised tuition” plan

,-look at timimng of solicitation, other sources of support, method of solicitation

5.
Tuition below actual cost  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

C.
Rev. Rul. 67-246: Charitable Contribution Followed by Receipt of Benefit to TP



-charitable contribution that you receive a benefit for



-can only deduct contribution minus FMV of what you received in return

D.
Qualified Charitable Donee -§170(c)



Types:
1-govt




2-community foundation for religisou, scientific,literary, charitable, etc.




3-vet organization




4-fraternal lodges



5-cemetary corps

Classifications:-Public-many TP give support



 -Private Foundation/Charity-few TP provide support



 -Test is how many TPs provide support 

E.
Defining “Contribution”

1. 
Quid pro quo-



-"free museum admission for $30 membership" -only above FMV is deductible



-150 for awards gala tickets-only amt above FMV is deductible



-charities must say what portion os deductible on tix



-must give receipt XXXXXX over 5K? XXXXXXXXXXXXXXXXXXXXXXXXX 

2.
Basic Rules-amnt transferred w/ no expectation of return

a.
Presumption-XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXx

b.
Burden of Proof-TP has BOP to show his donation actually exceeds value of 



services received

c.
Examples-XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXx

3.
The Part Gift/Part Sale Context

a.
General relationship to charitable contribution deduction

b.
Review of part gift gift/part sale rules  (see above)

i.
To persons other than charity

Treas. Reg. § 1.1001-1(e)

Treas. Reg. § 1.1015-4

ii.
To charity 

IRC § 1011(b) 

Treas. Reg. § 1.1011-2

F.
Calculating the Amount of the Contribution
1.
Basic rule

2.
Three exceptions to this rule.  IRC § 170(e)

a.
Short term capital gain property

b.
IRC § 170(e)(1)(B)(i).  See Reg. § 1.170A-4(b)(3).

c.
IRC § 170(e)(1)(B).

3.  
“Qualified appreciated stock”

4.
 “Split-interest” 

a.
Basic rule

b.
Exception

c.
Example

d.  
Distinguish from a part sale/part gift

5.
Partial interests

a. Fractional interest

b. Other examples

6.
Services

a.  
Generally-can't deduct

b.
Expenses incurred are deductible, use FMV(many jack up cost) (photocopies,.etc.)

7.
Misc:
-oppty lost not deductible


-mileage & airfare to non-profit corps meeting is deductible


-can usually deduct value of raffle tix unless you win

G.
Limitations for Individual Taxpayers   (public v private see chart)

1.
General Rule

a.  
IRC § 170(b)

b.  
IRC § 170(b)(1)(B)

2.
Identity of recipient
H. 
Excess Carry-Forward
1.
Basic rule-if you have excess you can't deduct in year 1, you have the 5 succeding years to take it, but you must use that years deduction first

2.  
Ordering rule

3.
Expiration

I.
Limitations on Charitable Contributions by Corporate Taxpayers-can never deduct more than 10% of taxable income

J.
Year of Deduction

1.
General rules

a.  
Cash-when given

b.  
Credit cards-when charged to the card

c.  
Check-when  presented to donee provided that chekc is honored when presented & no restrictions on manner of delivery (no post dating till next year)



-if sent thru mail its the day the post office stamps it

d.
Real or personal property-when title transfered or physically given over

e.
Stock-when transferred on corp books

d.
Pledges-not deductible until the pledge is paid

K.
Verification and Valuation

1.  
Generally-TP has burden of verifying value of gift


-if over 5K you must get a quakified appriasal

2.  
Specific rules

a.
Receipt-any gift over 250K? XXXXXXXXXXXXXXXXXXXXX must be acknowledged

b.
Submit to IRS XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

c.
Overvaluation-gets you in trouble XXXXXXXXXXXXxxxxx

L.
Problems (p. 804-805)

M.
Undervaluation Concerns-gets you in trouble XXXXXXXXXXXXXXXXXXX

· look at 170(a) to (e), 1011(b), 67(b)(4), 162(b), 1.170A-4(b)(3), -8(a) & (c)

· Explain how a taxpayer’s charitable contribution deduction may be limited in situations in which the taxpayer receives goods or services in return for a contribution.

· Describe, in general terms, the difference between a public charity and a private foundation, and why this distinction is significant for income tax purposes.

· Describe, in general terms, the difference between a contribution “to” or “for the use of” charity

· Explain the tax treatment of services rendered to a charitable organization

· Identify the basic rule for calculating the amount of a charitable contribution.

· Describe how the timing of a charitable deduction can depend on the type of property donated (cash vs. check vs. property, etc.)

· Identify the situations in which the IRS requires taxpayers to seek a formal valuation of property donated to charity, or else risk loss of the deduction.

CHARACTERIZATION OF INCOME AND DEDUCTIONS

I.
Overview

A.
Capital vs. Ordinary

1.
Capital asset-an asset other than one held primarily for sale to customers in the ordinary cost of biz or an asset held for investment


Ordinary asset-one held primarily for sale to customers in the ordinary cost of biz (or willed)

2.
Sale or exchange

3.
Holding period:  §1222



long term gain/loss=held more than 1 yr



short term gain/loss=held 1 yr or less

B.
Prototype Transactions

1.
Wine store sells lawyer a bottle of wine-this is an ordinary asset for storekeeper 

2.
Via Sotheby’s annual wine auction, a lawyer sells a rare bottle of vintage wine from his personal collection- a capital asset for the attny

C.
Reasons for Preferential Tax Treatment for Capital Assets

1.
Appreciation/depreciation occurred over time

2.
Assets reinvestment-theory that you are selling to reinvest in something else 

3.
No change to asset itself 

4.
Efficient market hypothesis-if yr making a crappy investment govt wants you to get out of it & encourage the free flow of capital

D. Rate “Spread” 

1.
Historically-has shruhken & expanded over time

2.
Currently: 35% (ordinary) vs. 15% (capital) 

E. Restrictions on Deductibility

1. Rule

2. Questioning the impact

F. “Netting” Generally-net all short against each other, net long against each other




§1222(1)    short gain

 long gain §1222(3)




§1222(2)   -short loss

-long loss §1222(4)





  net short (5)(6)
net long (7)(8)



     



\
/







net these two together

II.
Capital Gains and Losses    (pg. 676-684, 695-709)


Test for Capital Gain:
1-Capital Asset?





2-sale or exchange?





3-holding period?
A.  
Introduction – IRC § 1221(a)(1)-(4)

B. The Meaning of “Capital Asset”

1.
Ordinary course of business - Mauldin v. Comm’r-TP tried to say certain gains were capital



-IRS said no, its held IOCB



-ct said 3 factors




-purpose of aquiring property




-continuing & frequency of sales




-does a substantial part of TP income come from this asset?



-ct said this guys was selling land IOCB so higher (ordinary) tax rate applies

2.
“Primarily” for sale - Malat v. Riddell-co ventures bought land



-1 said orig purpose was to build aparments



-other said so too-its a capital asset



-ct said primarily=principally or of 1st importance



-if you have a dual ppurpose its a capital asset

C. The Sale or Exchange Requirement

1.
Kenan v. Comm’r (2nd Cir. 1940)-from payors/debtors perspective, repayment of a debt w/ 



a capital asset/appreciated property is a sale/exchange for capital gains purposes, 
thus any gain experienced by the debtor is a capital gain



-trustees req'd to give beneficiary 40M upon his 40th B-day



-trustees make a mixed payment of appreciated stock & cash



-IRS says this is a sale/exchange & trustees owe tax



-ct agrees b/c gain was realized b/c trustees had the option to pay all cash & they 
didn't


HYPO: -trustees owe beneficiary 5K



-trustees pay beneficiary w/ stock FMV 5K, with basis of 1K



-trustees have a gain of 4K & they have to pay tax on it 

2.
Galvin Hudson (Tax Ct. 1953)-from the creditors perspective, receipt of $ or property in 



payment of a debt is not a sale/exchange for capital gains purposes, thus 
income 
will be ordinary



-P purchased a judgement (asset) of 75K for 10K, plus 1K attny fees



-P reported profit as capital gain, IRS says its an ordinary gain



-ct says settling a judgment isn't a sale/exchange, so gain is ordinary



-mere return of capital isn't income



-holding changed by statute for debt issued after 1977 


HYPO: -TP owes 10



-pays FMV 8 painting w/ basis of 5



-thus: 
2 CODI income-§61(a)(12)




3 gain either ordinary or capital, do analysis

3.
Detailed look at IRC § 1271 XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXx

4.
Problem p. 711 XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXx

D.
§1221 -capital asset defined minus laundry list of exceptions




-literary, aristic compositions, copyrights, etc.



-ordinary=letter, memo, artisttic work held by person who created or commisioned it, or a 
TP in whose hands the basis XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


HYPO1-TP brough painting b/c its pretty, but then it turned out to bbe a treasure



-TP gives it to daughter as gift



-child recognized capital gain b/c mother didn't create the painting


HYPO2: -grandma painter dies



-kid willed painting w/ FMV on DOD 100K



-kid salle painting to 3rd party 15 months later for 150K



-AR-AB=gain or loss



-150-100=50 gain 



-this this a capital asset? Y-b/c she didn't create/commisiton it & her basis is based on FMV



-sale or exchange? Y-sale



-holding period? 15 months is longer term gain

· look at 1221, 1222, 1271

· State common reasons often given for the preferential treatment of capital assets

· Explain why, in Mauldin, the taxpayer was deemed to be selling to customers in ordinary course of business

· Explain the test applied to determine whether an asset is “ordinary” or capital

· Explain what it means to be holding property “primarily” for sale to customers (as opposed to “substantially”)

· Describe the tax consequences of satisfying a debt obligation with appreciated property

· Distinguish the tax treatment of (a) the repayment of loans; and (b) payments made on a debt obligation held by someone other than the original creditor

· Explain impact of IRC § 1271 on holding in Galvin Hudson, were the same facts to arise post-1997

III.
Casualty and Theft Losses (pg. 806-817)

A.
Nature of Losses Allowed

1.
General Rule-§165(a)-can deduct loses not compensated for by insurance


What kind of losses? §165(c)



1) trade/biz-are deductible w/o regard to how they arise, but capital loss can only be 
deducted against capital gains



2) for profit but not biz



3) personal siuations-not deductible unless they are casualty or theft losses

2.
Casualty- Tres. Reg. 1.165-7(a)(1)



-fire, storm, shipwreck, etc.

a.
Rev. Rul. 63-232 (p. 807)-but not termines b/c not sudden like fire/storm & b/c there is no suddenly identifiable, unexpected, unusual event, time is irrelevant

b.
Pulvers v. Comm'r (p. 809)-landslide ruined nearby homes & devalued TPs home



-TP wanted to deduct a casualty loss



-IRS & ct say no b/c market fluctuations are not unexpected 

c.
 damage to a car is a casualty loss even if its yr fault- 1.165-7(a)(3)

d.
car insurance deductibles are deductible

e.
Reg. 1.165-7(a)(3)-damage to car is casualty loss even if its yr fault


f.
when casualty gain exceeds casualty loss, all gains & losses are treated as capital & netted against each other (ex: vase worth more in insurance money if broken)

3.
Theft

Mary Frances Allen v. Comm'r (p. 810)-she losses breach at museum



-can't prove it was stolen



-IRS & ct say no deduction for losing yr own property



-must prove 'reasonable inference' that theft occured



-doesn't matter what state law says about theft proof

B.
Other Aspects of Casualty and Theft Loss

1.
Timing:



Casualty-generally deductible in yr in which casualty is sustained, sometimes later 




when full extent of loss wasn't/couldn't beknown until subsequent yr (ex: 


bldg you didn't kow was damaged by earthquake)




2 Exceptions:





1) areas which have been declared federal disaster area, you can 



take the deduction for the prior year (even if flood hadn't hit you yet)





2) if there is a reasonable prospect of a recovery for your loss, no 



deduction until its clear you can't recover yr loss



Theft-generally deductible in year theft occured, if you find that other items were 





stolen in a later year you have to amend your old return to reflect the 


additional loss




1 Exception:





1) if there is a reasonable prospect of a recovery for your loss, no 



deduction until its clear you can't recover yr loss

***********REMEBER-all of this only covers stuff not covered by insurance *************************

2.
Measuring losses-Treas Reg. 1.165-7(b)(1)



1) How much loss can TP take? Lessor of:





1- FMV before-FMV after





2- TPs basis




-Different in DIsaster Areas-use averages



2) Floor-biz losses are 100% deductible



-activity for profit=100% deductible



-personal losses=TP must pay first $100 of loss, then can deduct the rest



HYPO: -car costs $18,250




-right b4 accident FMV=$2,250




-after accident FMV=$1190




-take lessor of 2250-1190 or 18250



-2250-1190=1160 loss 



-1160-100 floor TP must pay out of pocket



-casualty loss deduction is $1060

b.
Difference in value

c.
Application of hotchpot rules to business losses



-in the event of total destrucion of biz/income activitu assets (FMV<basis) 
take the basis as a deduction

3.
1.165(h)(2)(A)- XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

4.
Problems (p. 816)

· look at 165(a), (b),(c),(e),(h),(i),(k), 1.165-1(e), (d)(1) to (3), 1.165-7, 1.165-8(a)(1), (d)

· Articulate the policy reasons for the deductibility of casualty and theft losses§

· Describe how loss is measured and whether those rules are "fair" in a policy sense.

CALCULATION OF TAX LIABILITY  (pg. 914-941)

I.
Tax Rates

A.
Gradual “Compression” of Brackets-since 1981 brackes have compressed (rich pay less)



-used to be 10/70



-now its around 10/36 



-progressivity-wealthy TPs pay higher percentage of income (used fully until 1981)



-flat tax-all TP pay the same rate

B.
Alternate Rates for Capital Gains-no matter yr income, capital gains taxed at 15%

II.
Classification of Taxpayers

A.
Married Filing Jointly
1.  
Origins of income splitting



-prior to 1948 everyone filed as an individual



1930-Poe v. Seaburn-poeple in community proeprty states automatically split 
income 50/50, other states got jealous so Congres passed reform in 1948



2.
Consequences of filing jointly-spouses are jointly & severally liable for civil & criminal penalties

3.
Innocent Spouse Relief-§6015: 
1) joint return filed






   
2) understatement of taxes due to erroneous item of 




other spouse







3) innocent spouse didn't know or have reason to 





know of understatement







4) its reasonable to grant innocent spouse relief under 




the circumstances

4.
Surviving spouse-§2(a)-added in 1954



criteria:-files a return in either/both of 2 yrs after spouse died (if H dies in Jan 

       
2005, W can still file jointly for 2005)




-must bepaying for 1 or more dependent children




-household must be principle place of abode




-must be paying 50% of housing costs

5.
Requirements for filing-§6013(a)  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX



-'Married' defined by status as of 11:59pm on December 31st, except if spouse died, 
but you were married for any part of the year, you can still file jointly, executor can 
sign for dead spouse



-you don't have to live together to file jointly/married


B.
Head of Household
1.
Definition-§2(b) XXXXXXXXXXXXXXXXXXXXXXXXXX

2.
Origins of classification XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


-you can be legally seperated & still be a 'head of household'


-in NY you cna have a private written agreement to be legally seperated

3.
Married with children-kids can live there, but they can't be married

C.
Single Unmarried Taxpayers-since 1971

1.
Origins of reduction-singles used to pay more than marrieds, but now pat about the same

2.
Rise of “marriage penalty” XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

a.
Explanation

b.
Elimination

D.
Married Filing Separately-the least favored filing status



-IRS wants you to file togeher so you can be jointly/severly liable



-used most often in 2nd marriage, disparity of wealth, or cash biz situation

1.
Married and living together

2.
Married but separated

E.
“Kiddie Tax”-kids don't have seperate tax rate



Basic Rule-net unearned income (bonds, interest, etc) of a kis who is under a certain age is 
going to be taxed at the higher of the child or parents rate



-Kids earned income (Olsen twins) taxed like adults, usually as single

1.
Importance of net unearned income

2.
Election to file on parents’ return

F.
Corporate Taxpayers-very similar to individual taxes, w/ a different rate structure

MOST BASIC TAX FORMULA (see ditto for more detailed version)

   
   income


- deductions 

  
   taxable income


x tax rate


   tax due


- credits


   net tax due

III.
Individual Rate Increases

A.
Phase-out of personal exemptions & itemized deductions-certain personal exemtpions & itemized deductions phase out as TPs income increases over a certain level (hidden tax on rich ppl) 

C.
Bracket creep-as inflation rises salaries, ppl move to higher tax breackets, but don't actually have more spending power/earning capacity, thus paying more taxes and getting less, worse off than b4 income increased

IV.
Filing Requirements §6012

A.
Who is Required to File Generally? 



-everyone who has income above personal & standard deduction



-everyone who makes over 20K req.d by law to calculate based on §1(code) or use their 
accountant



-kids who piggyback on parents don't have to file seperately

B.
Special Situation: Low Income TPs-can look at tables

V.
Credits Against Tax

A.
Credits vs. Deductions-dollar for dollar credits are better for a TP 

B.
Types of Credits

1.
Non-refundable personal credits-if yr tax due is less than these, you pay zero tax, no refund

a.
Dependent care expenses-§21

b.
Elderly and disabled-§22

c.
Qualified adoption expenses-§23

d.
Child tax credit-§24

e. 
Interest on certain home mortgages-§25

f.
Hope Scholarship and Lifetime Learning Credits-§25A

g.
Elective deferrals and IRA contributions-§25B

2.
Miscellaneous non-refundable credits

a.
Foreign tax credit-§27

b.
Fuel from nonconventional source-§29

c.
Qualified electric vehicle-§30

3.
Other Credits:



-Earned Income Tax Credit: refundable credit 4 very poor ppl, # 1 category of TP to 






          audited, 'social justice' reasons



-Witholdings form pay-if you witheld too much, you get a refund

Look at 1,2, 3, 68, 151(d)(3) & (4), 6013(a) &(d), 63, 66, 67, 73, 6012, 7703

TAX PROCEDURE AND PROFESSIONAL ETHICS  (pg. 956-990)

I.
Overview of Federal Tax Procedure

A.
Introduction



-failure to file-if you don't pay at all



-deficiency-if you don't pay enough

B.
The Self-Assessment System

C.
Administrative Procedures  (see chart)

1. Audit
1) office-make u come 2 their office w/ yr paperwork






2) field-they come to your house/biz






3) correspondence-via letter







-always cooperate-they have massive subpoena power







-'audit lottery' 
-low income TPs who take Earned Income Credit









-TP who take home bbiz exemption









-ppl who make more than national avg for their field

2. 30-day letter-a courtesty ltr saying TP has 30 days to bring internal administrative IRS 
resolution of the matter

3. 
Form 872-IRS may ask TP to sign a tolling agreement, good to cooperate b/c it 


benefits you

4. 90-day letter-statutorily req'd-TP has 90 days to commence suit or settle





Commencing Suit:






A) pay tax & sue for refund in Dist. Ct or Ct. of Fed Claims






B) sue in Tax Ct





-can only get attnys fees/costs if you sought admin remedy





-this ltr starts the SOL

5. Statutes of limitation-triggered by 90 day ltr

6. Closing agreements

D.
Judicial Procedures

1.
Courts
a.
Fed Ct of Claims-no jury, applies fed law & precedent, pay then sue 4 refund

b.
US Tax Ct-this ct applies the law of fed cir in which it sits (where TP resides)

c.
US Fed Dist Ct-can get a jury trial, pay then sue 4 refund

-


-this ct applies the law of fed cir in which it sits (where TP resides)

d. 
Tax Small Claims Ct-less than 50K decision go here b4 Special Trial Judge

2.
Burden of proof-rebuttable presumption that IRS calculation of tax liability of is correct, TP must show by preponderance of evid to rebut,



-BUT burden shifts to IRS on factual issues when 4 requirements met:



1) TP introduces credible evid on the facts



2) TP substantiates any item as req/d by the rules



3) TP must haev maintained the necesary records (receipts, etc.)



4) TP must cooperate w/ all rzbl IRS requests for witnesses/documents/etc. & also 
must have exhausted admin remedies



-only applies to individuals & small businesses

3.
Collateral estoppel: issues decided w/ respect to tax year 1 cannot be retiligated in later years

4.
Costs & Fees: possible if 4 criteria met



1-IRS position not substantially justified



2-TP has substantially prevailed



3-TP has exhausted admin remedies



4-TP has net worth of less than $2M

E.
Collection of Taxes

1.
Jeopardy Assesment-allows IRS to asses if they believe the 90 day ltr will impede collection of tax (ie-TP will give away or destroy his assets)

2.
Termination Assesment- IRS allowed to declare tax due immediately if they believe you will hinder them form collecting the tax later

II.
Special Rules Applicable to Deficiency Procedures

A.
Timing Rules, Interest and Penalties:

-IRS has 3 years to declare yr self assessment wrong (starts tolling from the later of due date or when you actually filed)



-IRS has 6 years if TP omitted more than 25% of GI in return



-IRS has 10 yrs to collect (judgement/lien/seizure) from date of 90 letter



-IRS has no SOL if you fail to file or submit a fraudulent return

-Levy & Distraint-IRS can rush in w/o judicial proceedings to sell yr property if they have reason to believe you will leave country or sell it so they can't get it thru cts

1.
IRC § 6601 ??????????????????????????

2.
IRC § 6611 ??????????????????????????

3.
Interest/Penalties:



-if you underestimate-you pay fed short term rate + 3%



-if you fail to file-5% per month up to 25% of the tax owed



-if you fraudulently fail to file-15% of the tax per month, up to 75%



-if you file & don't pay-per month, 1/2 of 1% of the tax



-accuracy related errors-20% of the underpayment if your neg. or reckless



-even if you get an extension of time your tax is still due April 15th


B. Innocent Spouse Relief-§6015(b): 
1) joint return filed





   
2) understatement of taxes due to erroneous item of 




other spouse






3) innocent spouse didn't know or have reason to 





know of understatement






4) its reasonable to grant innocent spouse relief under 





the circumstances


C.  Refund Procedures:



1. TP has the later of: 3 years after return has been filed 






2 years from the date the tax was paid



2. TP gets fed rate + 3% interest on overpayment amount

III.
Professional Responsibility Issues

A.
Due diligence standard ????????????????????????????????????????????????

B.
Circular 230-additional rules for attnys who practice before IRS



-attny can advise client to take a tax position if not frivolous and has 1/3 chance of success

-new rules for written discussion of fed tax-if the principle or significant purpose is tax avoidance or evasion then the writing must state a conclusion of the likely result of each and every conceivable tax issue that IRS may challenge

the writing must also contain and overall conclusion about the tax treatment of the items discussed

-if you violate this you can be disbarred / publicly censured / fined

-Evasion: trying to escape taxes unquestionably owned

-Avoidance: trying not to pay anymore than you legally have to

C. 
Relationship of discipline by IRS to discipline by state bars

-??????????????????????????????????????????????????????????

· look at 6015(a), (b),(f), 6503(a)(1), 6511(a), 6601, 6611, 6651, 7491

· Identify the situations to which the following statutes of limitations apply: 2 year, 3 year, 6 year, unlimited

· Describe the relationship between ethics/“bar association” rules governing the practice of attorneys before the IRS and state ethics/bar rules

I    -The first issue is________

R  -The rule is ___(cite code/regs/case)

A  -Applying the law to the facts of this case _________(milk this)

C  -Thus, the conclusion is ______(weasel-probably, likely, assuming above is correct, etc.)
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