General Considerations:

Graduated income tax philosophically founded on notion that last dollar has greater value to poor than to rich.  Marginal utility of the dollar theory.  Notion is equal sacrifice.  To get a full picture also considered what benefits are received personally and by the state.  Fairness of rates rests in part on this: what you get for what you give.  Negative taxes: getting back more in welfare, etc. than paying in.  

Flat tax  can be somewhat progressive if you have personal exemptions.  

Graduation can be had not only in rate but also in deductions but there would not be gratuated rates at the margins.  

Impossible to have the following at the same time: 1) graduated rates; 2) taxation of equal household income equally and 3) marriage neutrality.

Time value of Money: 
rule of 72: dividing interest rate by 72 gives you # of years it takes to double money

Criteria Used for Evaluating Taxes – policy


1.  Fairness:



Horizontal equity: equally situated taxpayers taxed at same rate

Vertical equity: those not in equal circumstances, better off should pay more; 
people differently off should not pay same taxes

Distributive fairness: is it fair to tax x more to provide for other taxpayers

2. Neutrality or Efficiency

Facial efficiency: how much does it cost to raise revenue

Allocative efficiency: people allocating work, etc. as they want; tax is good if it does not interfere w/ choice of allocation; more important for business but sometimes we want to interfere (e.g. cigarette tax) or by rewards (deductions for charitable contributions, etc.)

Americans are suprisingly unresponsive to changes in tax

3. Administrability (Simplicity, transparency)
How easy is it to comply with the law

4. Federalism

Does tax undermine power of states

§164: we allow deduction for state and local taxes (excluding sales taxes) b/c of this

5. Macroeconomic considerations

If incomes fall we pay dis-proportionately less – this is an automatic stimulator enabled to consume more

If inflation increases in salary do not equal increase in take home b/c of graduated tax therefore counters inflation b/c consume less

Constitutional Limits

Procedure and Authority

WHAT is income

Question outline:


Is there gross income (§§62,63,61)


Is any of this excludable?

Haig-Simons definition of income: More description of uses than a definition.  Genius is gets everything a taxpayer has


Income = consumption + savings


Consumption = Income – savings

Competes against rule of realization

McNulty: thinks better approach is not to substitute consumption tax for income but to have national value added tax or broaden exemptions for savings.

Taxable Income = 
Gross Income 



§61(a)

· Deductions (Cost of earning income) 
§§162, 212

(above the line)







Adjusted gross income


§62

-- Itemized Deductions


§§63(d), 62, 170, 213
(personal deductions, not cost of earning income)




Taxable Income (tax base)


§1, 63




x Tax Rate




§1





Tax




- Tax credits




§31




Amount owed or refunded

§61: Taxable income is income from whatever source derived in any form


Tax on realized, net gain

§61: 
Gross Income: all income from whatever source derived



Includes list of 15 items that are not exhaustive



Defined as broadly as the constitution will allow

§1.61-1(a):
Includes income realized in any form (money, property or services)

§1.61-2(a):
Compensation for services including fees, commissions, and similar items

(d): 
compensation other than cash: fmv of the property taken in payment for services is included in income as compensation


if service for service: fmv of service taken in payment included as income


if for stated price, stated price is fmv

(e):
property transferred as comp for services for less than fmv: differences btw amount paid for the property and the amount of its fmv at the time of the transfer is compensation and gross income.  Basis is am’t paid+am’t declared as income

Philadelphia Park says that if don’t value of what gave up cost is value of what received

§1.61-3(a): 
Gross Income Derived from Business: generally, total sales- cost of goods sold + income from investments, incidentals, outside operations or sources

does not include depletion deductions or selling expenses, losses or non-deductable amounts (see 162(C), (f), (g))

§61(a)(12): 
Discharge of Indebtedness Income


Other Income

Hypotheticals:


Cash in piano: taxable on all of the money because not inherent in capital

Junk at yard sale becomes v. valuable: not taxable until realized 

Stock dividends not a realization of gain Macomber

McGuire Baseball: tax commissioner says no but he thinks this is wrong

Cases:

Doyle: Income is gain combined from labor or capital or both combined; it is not gross receipts that is income from everything that comes in

Glenshaw: accessions to wealth, clearly realized, over which tax payers have complete dominion – broadens – need not be from labor or capital

under Haig-Simons, this is income because increases ability to consume; under  Glenshaw Glass, accession to wealth, clearly realized w/ complete dominion; Eisner gain derived from labor, capital or both – no, arguably doesn’t fit this Old Colony broad economic benefit is income

Basis and Realization

Basis: sometimes called capital

§1001:
Determination of Amount of and Recognition of Gain or loss


a)
 excess of amount realized – adjusted basis = gain

excess of adjusted basis – amount realized = loss


b) 
amount realized = money + fmv of property received

(1) does not include property taxes imposed on purchaser

(2) does include 164(d) taxes imposed on seller but paid by purchaser

see 61 for am’t realized for things other than cash

c) recognition of gain or loss: w/ exceptions entire amount recognized

§1012: Basis of Property – cost: basis is the cost of the property (don’t confuse cost w/value)

§1011: Adjusted basis: §1012 basis - §1016 adjustments

§1016: Adjustments to basis

(a)(1) expenditures, receipts, losses, or other items chargeable to capital account are adjustments to basis 

test for capital expenditures: does it add to the value of the land w/ useful life of more than 1 year
UNLESS

(A) & (B) §266 taxes or carrying charges or §173 circulation expenditures that were previously deducted

(2) depreciation – if not otherwise elected, taken on the straight-line basis

§1014: Basis in Inherited Property: basis is the fmv of the property at death – 

step-up basis 

(b)(6) spouse gets step up basis in entire property not just decedents half

(c) does not apply to property representing income in respect of a decedent as under §691

(e) appreciated property acquired by decedent by gift w/in 1 yr. of death

if acquired by donor or spouse of donor from decedent (or they get the proceeds from sale by estate), basis for donor is that of the decedent immediately before death – no step-up

General inheritance planning:


If property goes down in value: sell during life so can deduct loss

Give/spend cash proceeds or non-appreciated property b/c step-up would do no good and no deductable loss


Will appreciable property b/c of stepped-up “fresh start basis”

§1015: Basis of Gifts or Transfers in Trust 
(a) if after 12/31/20, basis is that of the donor or the last preceding owner by whom the gift was not acquired as a gift 
· for purposes of loss if the fmv < donor’s basis then basis is the fmv

· if no basis known – basis is the fmv at time the donor received the property
(d) if gift tax paid basis increased by that amount but not above fmv

Reg 1.1015-1: b/c of above there may be neither gain nor loss

Apportionment of Basis

Reg §1.61-6(a): when selling part of a larger property, the basis shall be equitably apportioned among the parts; gain or loss is calculated at the time of each sale – not deferred.

Inaja: sold easement; exception to apportionment rule b/c not sale of discrete piece of land depends on indefinateness of what is taken b/c of apportionment problems

Williams: sells business which includes land, good faith, etc. seller and buyer must comminute at same value – fmv for each part of business

Amount Realized


Reg §1.1001-2 Discharge of liabilities:

Amount realized includes cash, assumption of mortgage w or w/o discharge, release of mortgage, recourse or non-recourse

(a) Amount realized from sale or other disposition includes the amount of liabilities discharged as a result of the disposition

(b) if the fmv is less than the amount of the liabilities it secures, the liabilities are nonetheless treated as part of the amount realized

(a)(4) (ii) if recourse debt and another agrees to pay then considered as part of am’t realized even though may not be in fact released from liability.

Example (2): non-recourse debt assumed is also part of amount realized – no need to assume just take land subject to 

Don’t forget to reduce the amount of the debt assumed by the amount already paid.

Reg 1.1011-2(a)(3) if property is transferred subject to an indebtedness (non-recourse) then amount of indebtedness is treated as part of amount realized even though transferee does not assume debt

Basis and Debt


Cost basis is what you paid or promised to pay 



Includes assumption of mortgage

Reg §1.1001-2 Discharge of Liabilities amount realized from a sale or other disposition

Exclusions from Gross Income

Why: policy, administrative, etc.

If reason for exclusion is that its not income, then difference in effect of the exemption between lower and higher tax doesn’t matter b/c the tax is never appropriate.

If however, what we’re doing is exempting for other reasons then the income variant effect is a consideration.

Income variant effect is a product of our graduated tax rates and means that a 100 exemption is worth more ($39.6) to a high tax rate payer than to a low ($15) 15% tax payer.


Possible solutions: income constant allowance –credits 

§102: Gifts and Inheritances:  


otherwise includable: yes, under 61(a)

rationale: intrusiveness, administrability, encourage socially desirable behavior, redistribution of wealth, broadens base of income tax and help others by affirmative expenditure

(a) Gifts, bequests, devise or inheritance are not includable in income.


(b) but income from property or if inheritance is income then taxable


corollary: can’t deduct loss when give gift b/c not a taxable event

(c) if its compensation for employment – taxable this is to avoid scam of saying x is a gift +bonus but you’re nevertheless deducting it

does not apply to clients


example: croupier (tip at casino) is taxable not a gift

Reg §1.102-1(a) principal paid under marriage settlements are gifts

but: there is a gift tax after 10k a year to each person – per donee exclusion

What is a gift? Duberstein:  requires a disinterested generosity

basis is that of donor

hypo: one twin gets car worth 1k the other twin gets 1k cash.  1k cash twin is taxed immediately but 1k car twin defers tax until realizes (sells) car and gets basis of donor in car.  Deferral of taxation is very valuable

hypo: allowance is proabably taxable if for extraordinary work

§74:
Prizes & Awards – taxable unless given over directly to charity


 §170 (deductions for charitable contributions does not apply)

rationale: you didn’t do anything to receive it so you can give it away tax free

(a) are taxable except as in b & c

(b) awards and awards transferred to charities are not taxable if:

·in recognition of religious, charitable, scientific, educational, artistic, literary or civic achievement

(1) recipient did nothing to receive the prize

(2) recipient need not do anything in future in order to receive the prize

(3) prize is transferred by payor to a governmental unit or 170(c) organization pursuant to recipient’s request

§117: Scholarships / Educational Assistance -  partially excludable – conceived of as counterpart for poor to gifts

rationale: public perception, encourage socially desirable scholarships; counterpart to rich person’s gift exception

(a) qualified scholarships are not gross income

(b) (1) to be a qualified scholarship must

· is established to be used for qualified tuition and related expenses

(2) qualified tuition and related expenses are;

(A) tuition and fees required for enrollment

(B) fees books, supplies and equiment required for courses

(c) portion of payment for teaching, research or other services as a requirement for receiving qualified scholarship or tuition reduction is taxable

§132: following fringe benefits are not income

rationale: fringes are for the benefit of the employer, control over whether you receive them and public policy – more efficient for employer to give some directly.s

problem: deadweight loss – economic inefficiency of making some benefits non-taxable – that is the employer might pay 100 for a benefit that employees value at 67 and the gov’

hypos: jeans from levi’s – prob not taxable; airline ticket to interview – not deductible to you (b/c not in a trade or business); summer assoc lunches?

(a)  gross income doesn’t include

(1) no-additional cost service

(b) service provided by an employer to an employee if offered to sale to customers in normal course of business and employer incurs no substantial additional cost (including forgone revenue) in providing

(2) qualified employee discount
(c) discount cannot exceed the gross profit margin, if services, 20% of the price at which service are being offered to customers

(3) working condition fringe
(d) if employee paid for such property or services would be deductible

(4) de minimis fringe
(e) value is so small that it is unreasonable or administratively impracticable to tax

eating facilities are de minimis if located on or near the business and revenue equals or exceeds the direct operating costs and if highly compensated employee, all other members of a reasonably classified group must also have access

(5) qualified transportation fringe

(f) transport in a commuter highway vehicle to/from work, transit pass, qualified parking limited to $65/month or $175/month for parking

can be cash reimbursement, there is no constructive receipt
(6) qualified moving expense reimbursement

(g) if deductible under §217 if paid for by employee then can deduct


§82: reimbursement for moving expenses: are includable in gross income except as provided in §132

§119: meals or lodging furnished for the benefit of the employer

must be for the convenience of the employer and if meals on the business premises or if lodging on the premises, the employee is required to accept as a condition of employment

§125: Cafeteria Plans: not includable in income only b/c employee can choose 

(c) exception for highly compensated participants and key employees

(d) n/a if plan discriminates on this basis

§103: Muni-Bond Interest: state and municipal bond interest in excluded from income

why: constitutional concerns

effect: subsidation of state’s raising revenue b/c states can get $$ at lower interest rates since not taxable.

Problem: b/c of income variant effect of exclusion (see above) the tax exemption is worth more to a higher income tax payer who may bid up the bond – calculate what is the indifference point for various taxpayers to see this effect



X(taxable interest rate) = 
taxfree rate 





1-(tax rate)

because there aren’t usually enough high tax bracket people to buy bonds and have to issue all at the same rate, price bonds below the indifference point for high tax bracket people and therefore they get a windfall.- means that there is a deadweight loss (gov’t has lost revenue more than muni/state has earned) that goes to the high  income tax bracket

possible solution: repeal 103, making bond interest taxable and then have government give some $$ back to the states – but cost of administration might counter this and people would behave differently and federalism problems.

Paying more than face value of bond reduces effective rate of interest

Paying less than face value of bond increases effective rate of interest

Land/Landlord exclusions: 

§109: Improvements by lessee on Lessor’s property: not gross income to lessor if lessee voluntarily make the improvement and tenant gets basis in improvement does not include rent


excludes from income but


no increase in  basis (as per 1019)


no depreciation

§1019: if improvement required get an increase in basis in; but must first report as gross income

1.1019-1: If lease says build building worth 50k, then choose (elective) to report over term of the lease that years portion of 50k then that is your basis.  Also indicates that take value at time you receive the benefit not when built so here 75k at time tenant abandons not original 50k

§129: child care assistance: employer supplied child care is exempt


this would otherwise be income unless argue that it’s a condition of employment


purpose: move people into workforce; fringe benefit arguments; 


limit: cannot exceed 5k or for separate returns by married individual 2.5k

deduction cannot be for money paid for childcare provided by a dependant, spouse or child under 18

§104: compensation for injuries or sickness


any damages that flow from personal injuries is non-taxable

tort cases, easier if the judgment/settlement is allocated


salary is excludable


pain and suffering if connected to physical injury is excludable

punitive – taxable but in states where no punitive damages are allowed then doesn’t apply

intersection w/ §213 – if deduct as a medical expense under 213 then taxable when recover

HEALTH INSURANCE

Theory: 

§104: compensation for injuries or sickness

§105: amounts received under accident and health plans – view as a subsection of 104

(a) includes am’ts received as income ito extent such amounts are attributable to contributions by the employer

(b) takes away much of (a)’s bite – (a) doesn’t include amounts that reimburse taxpayer for expenses incurred for medical care (if would be deductible under213

§106: contributions by employer to accident and health plans: not included in gross income – gross income does not include employer provided medical coverage

§72: Annuities: theory of return of capital; so no tax on that amount invested but tax on gravy

72(b); Reg 1.72-4(a)(2)
exclusion ratio  = 
investment
expected return (yrs. Payable x am’t per year)


amount excluded = exclusion ratio x amount paid

72(B)(2):  after you exceed the expectancy, taxable on all amounts received.  Logical on return of capital notion

72(b)(3) If die before recover investment, amount of unrecovered investment is deductible from deceased last tax return.

§101: Life Insurance

(a)(1) life insurance payout by reason of death is not included in gross income

rationale: return of human capital; important economic resource; encourage people to get insurance; form of savings for those w/o capital; subsidizes insurance industry; unstated exclusion for in-house build-up in value; b/c under 102, estates aren’t taxed, its only fair that life insurance not be taxed

(2) If transfer life insurance for valuable consideration am;t excluded by 1 shall not  subsequently paid by the transferee (in other words, if pay to get someone else’s insurance, only your basis in same is excluded from gross income b/c policy concerns are not present) does not apply if partnership or basis of transferee is determined in part by that of transferor

§911 income from sources outside the US are taxable in the us 


but foreign tax credit says can credit taxes paid to other governments

exclusion: if pay foreign tax rate no need to pay us; leaves lower tax rate in place but many conditions for this to apply

§121: Exclusion of gain from sale of principal residence

(a) requirements: in past 5 years property  must have been owned by taxpayer and used by same as principal residence for at least 2 years

(b) limits: amount excluded shall not exceed $250 k for single and $500 k for joint returns

Imputed Income: imputed value of things like services or durables; for example, value of owning house and not having to rent – generally, not taxed

Discharge of Indebtedness

distinctions: repayment in kind (restaurant gives meals to pay off debt) is not discharge; debt cancellation should be viewed as an independent transaction w/ respect to a financial obligation – do not confuse w/ amount realized

§61(a)(12):income from discharge of indebtedness is included in gross income
§108(a): debt discharged by reason of bankruptcy (title 11); occurring when taxpayer insolvent; qualified farm indebtedness is not includable in gross income

if choose 108, reduce attributes in prescribed order:

1. net operating losses and carryovers

2. carryovers of general business credits

3. minimum tax credits

4. capital loss carryovers

5. basis of debtor’s assets

6. carryovers of the passive activity losses and credits 

7. foreign and possessions tax credits

but under 108(b)(5) can elect to reduce basis in property first leap-frogging the other attributes

108 defers but does not eliminate discharge of indebtedness income

Zarin p. 191: he thinks it is completely wrong – court held that discharge from gambling debt not income

BIG PICTURE: categories of EXPENDITURES









determine 

this line


Deductible
Non-deductible

[image: image1.bmp]Expenditure
Business/Income Producing
Personal

Current
Deductible
Not Deductible: §§162, 212

Capital
No deduction – capitalize

Asset lasts>1 yr.

§§167, 168: depreciation deductibles
Capitalize (i.e. add to basis) §§1016, 1011, 1012

Business Deductions and Credits

for individuals and corporations)

Gross income – fees

· §162, §212 (cost of producing income)

net income gain

· §170, §213

taxable income

General test: is it ordinary and necessary to profit motive or business

ordinary & necessary: applies to both §162 & §212


Welch v. Helvering: doesn’t mean that payments must be constant


Regularly (ordinary)


But for (necessary)


Limit: nature or extent of expenditure goes too far

Friedman: its so unusual for someone to pay up for client reneiging on settlement offer that its not o & n

Tellier: security dealers legal fees for securities law violation deductible; S.Ct. refuses to use public policy grounds and re-defines o& n

ordinary: not capital in nature


Necessary: doesn’t mean indispensable but appropriate and helpful

Tank truck rentals: paying fines may be necessary and common but allowing deductions undermines purpose – fines not deductible

Gilmore: husband tries to deduct cost of fighting wife getting interest in car dealership in divorce;  disallowed b/c underlying nature of the claim is personal in following case however, court allows husband to capitalize expenditures

§162: Trade or business expenses

purpose: don’t want to tax income used to pay costs of generating income

test:  is it in pursuit of a trade or business or is it a personal preference (example: commuting is not deductible b/c personal preference)

definition of trade or business: regular, continual profit-oriented endeavor


test: is it your capital or your efforts that’s making income


hypos: if one rental not t & b but if real estate company – yes


employees are in t&b

§162(a) ordinary and necessary expenses paid or incurred in carrying on any trade or business are deductible

includes: 

(1) reasonable salary: ( must be reasonable and necessary); often used by small corporations who show no income by “zeroing out” and paying income as salary

1.162-7
(a)  test  is whether they are reasonable and in fact payment purely for services

(b)  if in excess of those normally paid and closer relationship to stockholding presumption that really dividends

2&3: take reasonableness into account when fair free bargain k for services made therefore if make deal that was reasonable but later turns out to be exhorbitant then okay

(2) travelling expenses incurred while away from home in the pursuit of a trade or business

(3) rentals or other payments

and though not listed in section: interest and royalties but not  dividends but partnership distribution not taxable

§212, §183: Profit-seeking or Investment Activities

test for personal/non-personal: 

a) but for business purpose– won’ t always suffice

b) primary purpose test

c) subjective test – what this particular taxpayer intended

d) objective test – what reasonable person looking at facts externally would conclude the taxpayer intended

e) flat rule – some expenditures are are not personal up to, or beyone, a certain point – example – can’t deduct loss on owner-occupied residence is a hard rule

f) another test: origin/nature – or – directly related, Gilmore can’t deduct but can capitalize.

§212: expenses for production of income


ordinary and necessary expenses paid or incurred for:

1) production or collection of income

2) management, conservation, or maintenance of property held for the production of income

3) in connection w/ the determination, collection, or refund of any tax

are deductible

test: same personal benefit test of 162 but stricter application suggested (see Wrightsman)


deductables here include: fees to obtain/enforce spousal support; 

§183: Activities not engaged in for profit

(a) no deduction – primary purpose test

(b) can deduct:

1) if deductible regardless of primary profit purpose

2) if no deductions under 1 can deduct deductions that would be available if it were for profit up to income received for activity, otherwise can deduct whole income – deductions from 1.

§195: Start up expenditures: elective can choose to add to basis instead

a) except as provided start-up expenses shall be capitalized, not deducted

b) at election can amortize expenses equally over not less than 5 years beginning in month where active trade or business begins
2) if sell before end of amortization deduct remaining allowable under §165

c) (1) start-up expenditure is 

(A) any amount paid or incurred in connection w/

(i) investigation an the creation or acquisition of an active t or b

(ii) creating an active t or b or

(iii) any activity engaged in for profit and the production of income before the active t& b begins in anticipation of such activity and



(B) which would be allowed as a deduction if it were an active t or b

§165: Losses

Travel: Regs 1.162-2(a)-(b)

272 (h), (k), (n) 

under §162, the sleep or rest rule applies – home is business home

theory of duplication is central to rule - if pursuit of income requires duplication then can deduct; horizontal equity implication, economic implications

Henderson: “homeless worker” three factors to consider in determining whether has home or is itinerant:

i.  business connection to the claimed home

ii.  duplicative nature of the living expenses while traveling
iii.  personal attachments to the claimed home
, Child Care, Clothing

Legal Expenses: generally deductible under §212 or §162 – see questions p. 256

Limits on Deductions

§267 (a) no deduction for transactions between members of the same family under b


(b) family, corporation if over half owned by family, 


(c) stock is considered to be constructively owned by family members


(d) ?????

Other Gain-Seeking Expenditures

Interest

Capitalization and Depreciation/Cost Recovery:

rationale: asset has useful life>1yr. but limited useful life (therefore land not depreciable b/c indefinite useful life)
§§162(a)(3): cannot take deduction for rent or other payments on property if have title or are taking title or have equity 

§263 Capital Expenditures: 

(a) No deduction for

(1): amounts paid out for new buildings or permanent improvements or betterments made to increase the value of any property except: see book for exceptions like mines, etc.

§263A: capitalization and inclusion in inventory costs of certain expenses

(a)(1): the cost of inventory (including direct and share of indirect costs) and any other property shall be capitalized

(b)  applies to: property produced by taxpayer; property for resale

(c)  exceptions such as personal use property, etc

rationale: deferral, only get to take inventory expenses when sell
§1016: adjustments to basis

(a) if capitalized property then get adjustment to basis (deductions) for exhaustion, etc. to the extent code says (applying straight line method) 
§167: Depreciation: 

(a)  shall be allowed depreciation for:

(1)  property used in trade or business

(2)  property held for production of income
§168: Accelerated cost recovery system: 

(a)  depreciation shall be determined by:

(1)  applicable depreciation method

(2)  app. recovery period
(3)  applicable convention
(b)  applicable depreciation method

(1)  except as below is the 200% declining balance method switching to straight line when that yields a larger allowance

(2)  for 15-20 year property, farming bus, or at taxpayers election, 150% declining balance method substituted in above
(3)  straight line for non-res real, res rental, rr x-ing, at tax payers election, water utility, trees bearing nuts or fruits
(4)  salvage value is zero
(5)  election: can be made for any class of property but once made shall apply to all prop for such class and is irrevocable
(c)  applicable recovery period

(d)  applicable convention

(e)  class life

(g) alternative depreciation for certain goods

1.167(b)-1, (b)-2 and (b)-3 Methods of depreciation:

straight line depreciation: value that goes down each year is the same, puts on par w/ renter 


basis/period = depreciation/year

accelerated depreciation: drops more in early years, less in later, usually more reflective of reality

declining balance method:  see chart p. 305 of book - greater deduction for early life than later years


(remaining basis/recovery period) x applicable percentage (150% or 200%)

sum of the years-digits method: even more accelerated after first 3 years




years remaining/sum of years


example:  4 year recovery period: yr. 1 4/(4+3+2+1) = 4/10



yr. 2: 3/10, etc.


income forecast method:certain artistic property can be written off in proportion `
to the anticipated net income - ties into 168(f)(3)-(4)
§179: small tools exception – can deduct expense not capitalize

In evaluating an investment on an exam look at following:

1.  Tax Shelters:  based on availability of deductions for: interest, taxes, maintenance, depreciation and must have high enough income so that deductions are valuable to offset
may really bake money if not actually depreciating at stated rate but there is no tax until this gain is realized, even if tax catches up later still get benefit of deferral

cross-over point: after depreciation deduction equals cost-basis, becomes income producing and taxable - if rents not enough, may now have cash-outlay

if sell at gain - okay if can pay remaining mtg b/c still benefit of deferral


at loss - may have a problem

2.  Leverage: 

straight investing of cash - lesser tax savings gain but by taking out loan can leverage up tax sheltering benefit

3.  Conversion: capital gains is taxed at lower rates than other types f income so want to convert salary, etc. into income from investment which is taxed at capital gains rate. This concept is limited by recapture rules

Anti-Abuse Rules

§465: At Risk Rules

(a)(1) loss only allowed to the extent of the aggregate amount w/respect to which the taxpayer is at risk 

(2)  can carry-over non-allowed loss to nex year

(b)  amounts at risk

(1)  money and basis of other property contributed to the proerty and am’t borrowed w/ respect to such property

(2)  at risk for borrowed amounts if personally liable and has pledged property other than that in question as security (but this property can’t be financed by debt directly or indirectly financed by property in question)
(3)  excluded from at-risk: $ borrowed from family or person w/interest (except interest as creditor or shareholder w/ respect to $ borrowed by corp.)
(4)  not at-risk if non-recourse, stop loss agreement or similar 

(5)  amount at risk in following year reduced by portion of loss allowable as a deduction in previous -check this - recaptures in year two by taking into income am’t of deduction in year one, 
§469: Passive Loss Rules: if passive activity as defined, deduction stuck in passive activity category and cannot be used to offset other categories

(c)  passive activity is any activity which involves the conduct of any trade or business but in which the taxpayer does not materially participate.

(f) if former passive activity, can offset current non-pass act w/ passive losses

(g) when dispose of not passive activity - can carry over loss to gain on dispoisition (apply first to passive activity gains) - this makes it like a deferral of loss
§265: If  borrow $ to produce tax exempt income no deduction for interest

See Goldstein, p. 320 (one of McNulty’s favorites) Irish sweepstakes winner enters into loan transactions solely for tax reasons, court says cannot deduct interest b/c sole purpose is tax
Education Expenses: rule: if it qualifies you for a new trade or business, deductible, irrelevant whether you use it in a new trade or business, even though increasing for long term, get deduction not depreciation/capitalization

FIND OUT IF NEED TO KNOW THESE: 

§25: Hope and lifetime learning credit

§529: Qualified State Tuition Program

§127: Educational Assistance Program

§221: Interest on Education Loans

§165: Losses (see below for casualty): 

(a) losses sustained but not compensated for by insurance or otherwise are deductible

(b) basis is adjusted basis as per (§1011)

(c) limitation for individuals: only losses incurred in

1. trade or business, 

2. transactions entered into for profit 


Reg 1.165-9(a) owner occupied residential property loss not dedutible

(b) (1) if convert to income-producing purpose and use for same loss from sale is deductible

     (2) adjusted basis is lesser of fmv at time of conversion or adjusted basis for loss at time of conversion as per §1.1011-1 but w/o reference to fmv

3. property losses due to casualty (fire, storm, shipreck, theft or other casualty)

(d) betting losses only allowed to amount of gain from same

(e) theft deductible in year of discovery
(f) capital losses see §§1211 and 1212

§166: Bad Debts

(a) generally wholly worthless debts and the part of partially worthless debts that is written off are deductible in year deemed worthless

(b) basis for amount of deduction is as per §1011

(d) (1)(A) section “a” does not apply to nonbusiness debt

(B) if non-business debt becomes worthless the loss is a deductible loss from the sale or exchange of a short-term capital asset

(2) a nonbusiness debt is anything other than a debt in connection to a trade or business

(e) section does not apply to worthless securities

question outline:

1. is there a debt at all

2. is it a bad debt

has its worthlessness been established

3. what is deductible?

If §166 were repealed, bad debts would probably still be deductible under §165 but use §166 b/c its more specific

§38: Business related Tax Credits:

For policy reasons- to achieve a particular economic or social objectives – gov’t gives businesses tax credits

Basic themes

1. stimulate particular employment – 38(b)(2) jobs for the needy, 38 (b)(10) indian employment credit

stimulate preferred investments: 38 (b)(1) investmetn credit for rehab of historic buildings

these credits can provide equivalent of cash down payment allowing taxpayer to borrow rest of money

2. humanitarian assistance: 38 (b)(7):  subsidy for retrofitting for disabled; 38(b)(9): hiring people who work in impoverished neighbborhoods, §42: low-income housing credit

3. industrial seeds: §41 research and development tax credit

4. relieve international double taxation: §27 credit for foreign income taxes paid

5. work opportunity tax credit: §§51-52: tax credit for large portion of wages paid to new employees – doesn’t necessarily benefit employment but fast food industry loves this

6. welfare to work credit: credit wages paid to qualified long-term family assistance recipients – 35% of first 10k in first year and 50% of first 10k in second year  IRC 51 A

Other Credits

Deductions not dependant on Gain Seeking – Personal Deductions

Gross Receipts

-Cost of goods sold

=Gross income §61A

· deductions §62, 162, 212

= AGI – Adjusted gross income

· personal deductions  §§63-151 (personal deductions

= TI taxable income

x  tax rate percentage
= tax liability

· credits
= tax payable

ii.: indexed deductions

§63: Taxable Income Defined

(a) means gross income- deductions

(b) if don’t itemize: adjusted gross incomes – standard deduction and personal exemption (§151)

(c) standard deductions:

5k – joint return or surviving spouse

4.4k head of household

3k unmarried individual

2.5k individual filing a separate return

     additional standard deductions for blin, aged (see (f))

(5) if dependant deduction shall not exceed greater of $500 or $250 + earned income

(6) standard deduction is –0- for: married filing separate return if either spouse itemizes; non-res alien; 443(a)(1) return for <12 months b/c changed annual accounting period; estate or trust, common trust fund or partnership

(d) itemized deduction does not include deductions befor adjusted gross income and for personal exemptions (§151)

(e) itemization at election and can be undone after the filing

§151: deductions for personal exemption 


theory: to provide each individual w/ bare minimum on which to live

deduction for self, spouse (if married in year), 

children/dependants for whom taxpayer:

provides>1/2 support

has right kind of personal relationship

dependant has sufficiently low gross income, 


does not file joint return


is a US citizen or resident

(d) exemption amount: changes each year for inflation

(3) Phaseout: exemption amount reduced by applicable percentage (2 percentage points for each 2.5k by which AGI exceeds threshold amount)


threshold amount:  150k joint return or surviving spouse





125k head of household





100k unmarried





75k married filing separate return

§152: defines dependant: includes:

son, daughter or descendant of either; stepchild, step or other sibling; parent or parental ancestor; stepparent; neice/nephew, aunt/uncle; nuclear in-laws; individual who has his principal abode in home of taxpayer and is a member of household

CREDITS

§24: Child Tax Credit: tax credit per child w/ additional credit for 3 or more children;


limited based on AGI that meets threshold amount (§24(B))

§32: EITC – earned income tax credit: credit for percentage of income earned if below phaseout amount

§170: Charitable Contributions: 

(a) charitable contributions are generally deductible subject to limits below

corp. accrual basis taxpayers can deduct in tax year if commit to contribution in same

(b) percentage limitations
(1) individuals: 

(A) aggregate contributions to listed types of organizations cannot exceed 50% of contribution base

(B) other contributions cannot exceed the lesser of: 30% of the contribution base or 50% - amount of charitable contributions allowable under (A) – if exceed then can carry over deduction for 5 years

(C) limitations as to (A) contributions of capital gain properties
(D) limitations as to non-(A) contributions of capital gain property

(E) private foundations
(F) contribution base: is AGI

(2) Corporations – deductions cannot exceed 10% of taxable income
(3) Future interests in tangible personal property: treated as made only when all intervening interests have expired or are held by someone other than the taxpayer, family, controlled partnership/corp. etc.
(c) Charitable contribution means contributions to listed types of organizations.  Organization cannot attempt to influence legislation 

(e)  amount of capital gain property deduction is reduced by the sum of:  gain that is not long-term cap gain (at time of contribution) and 

-if tangible personal property and the use is unrelated to the purpose of the organization or donated to non-qualified private foundations – long term capital gain (at time of contribution)

in short, if you give tangible personal property that is unrelated to org’s purpose, can only deduct basis

(f) substantiation by written contemporaneous (prior to earlier of filing return or date return due acknowledgement  required for contributions of $250 or more 

(l)  addresses getting tickets from university for contribution – subtract amount of tickets

ask: is the organization a 501(c)(3) organization?  


Yes – deduct


No- no deductions

Deduction = FMV of donation (w/ limitations as above)

Limits:

Asset
Donated to 
Limit

Gift to
Public charity
§170 (b)(1)(A) 50% of c-base

Gift for use of (in trust, income interest, etc)
Public charity
§170(b)(1)(B): 30% of c-base

Long-term cap gain property
Public charity
Included in above and subject to 30% cap

If elect under §170(b)(1)(C)(iii) to deduct basis of property then 50% limit – use if not appreciated greatly

Gift to
Private foundation
§170(b)(1)(B): lesser of 30% of c-base or ½ c-base – amounts from 50% base – essentially 30% limit

Cap gain property
Private foundation
§170(b)(D) Lesser of 20% of c-base or excess of 30% of c-base minus 50% limit property – essentially 20% percent limit

Tangible property unrelated to purpose
Anything
§170(e) only basis is deductible

For use of 
Private non-operating foundations fiybd ub §170(b)(1)(E)
Basis

Examples:

Asset
Cost/basis
FMV
Optimal Action/analysis

Gain property 

2000 shares abc stock
20k
80k
170(e) deduction is FMV – non-long term cap gain so if long term gain property, donate in kind and get full value deduction

Loss Property

1000 shares us stock
50k 
25k 
Under 1.170A-1(b) amount of donation other than cash is FMV of property, so you get no deduction for the amount lost – therefore its better to sell the loser stock then donate

Short-term gain property

100 shares paper stock
25k
50k
170(e) deduction is FMV – non-long term cap gain so only get basis as deduction – might want to rethink – sell then donate proceeds

Cash
100k
100k
Get full deductions up to limits described above

Tangible personal property 
150 k
50k
170(e) if it is not useful to organization may only get basis as deduction – not worth it; but if w/in scope of organization and long term cap gain then get full deduction – in other words, give art to art museum

services

50
Reg 1.170A-1g cannot deduct value of donated services but can deduct expenditures

Expenses in rendering service


Unreimbursed expenses (mileage, telephone calls, uniforms, etc.) are deductible and if away from home as defined by §162, get food/lodging

To individual

e.g. unabomber’s brother


170(b)(1)(B) deductible up to limit

Conservation easement


§170(h) if exclusively for conservation purpose get deduction under Reg 1.170A-7(c) of FMV at time of contributions

Get something back


Deduction is the FMV of donation – am’t received in return see Rev.Rul. 67-246; hinges on IRS insistence of donative intent

§213: Medical Expense Deductions

(a) get deduction for taxpayer, spouse or dependant to extent that uncompensated medical expenses exceed 7.5% of AGI

if deduct and then get reimbursed, declare reimbursement as income

(d)(9) cosmetic surgery: not covered unless necessary to ameliorate a deformity from congenital abnormality, pi from accident or trauma or disfiguring disease

only for extraordinary expenses- simply reduces cost

if repealed could get a §162 deduction if related to business

don’t capitalize loss, get full deduction now 

rationale:  involuntary reduction in ability to consume or save, repair of human capital, not income; doesn’t work well as gov’t supplied medical insurance b/c of income variant effect better rationalized as this doesn’t increase your ability to consume so we won’t tax you on it.

LIMITS ON DEDUCTION

§67: “Pease amendment” 2% floor on miscellaneous itemized deductions

aggregate of following deductions allowed only to the extent that it exceeds 2% of AGI:


§163: interest


§164: taxes


§165(a)(2), §165(c)(3); §165(d): casualty losses


§170, §642(c); charitable deductions


§213: medical expenses


§691(c): estate tax


§72(b)(3): annuity deduction


§§171, 216

1.  add up itemized deductions included in section

2.  AGI x 2%
3.  subtract 2 from 1 to get amount deductible
§68: Overall limitation on itemized deductions

who: people w/ income over 100k (50 for married w/ sep ret)amounts adjusted for inflation 

application: to all itemized deductions except: medical, investment income and casualty loss

result: reduces deductions by lesser of 3% of AGI - applicable amount (100k/50k) or 80% of the itemized deductions

§151 (d) personal exemption phaseout

(3) Phaseout: exemption amount reduced by applicable percentage (2 percentage points for each 2.5k by which AGI exceeds threshold amount)


threshold amount:  150k joint return or surviving spouse





125k head of household





100k unmarried





75k married filing separate return

LOSSES

§165(3) property losses due to casualty (fire, storm, shipreck, theft or other casualty)

(h) Limits casualty gains and losses 

(1) only deductible to extent it exceeds $100

(2)(A) if casualty losses exceed gains only allowed to the extent it exceeds 10% of AGI – but losses are treated as regular losses so can be deducted from regular income – capital loss rules n/a

(B)If gains exceed losses – all gains treated as capital gains and all losses treated as capital losses this means that can deduct full amount b/c of netting process – must deduct $100 but no 10% floor

(3) personal casualty gain/loss definition – involuntary conversion 

What is a casualty: unless extreme conditions, foreseeable is not the limit

Amount of deduction: Reg.1.165-7(b): lesser of FMVimmediately before – FMV immediately after or adjusted basis.  But if it’s a business/prod income and completely destroyed and FMV is less than adjusted basis, adjusted basis is amount of loss  Note: personal property does not get this benefit b/c difference in value is attributed to personal consumption as w/ §262

Reg. 1.165-7(a)(5) converted property FMV at conversion if less than the adjusted basis is basis for determining amount of loss
§217: Moving Expenses: deduction allowed for moving expenses incurred during the taxable  year in connection w/work at a new principal place of work


meals not included


must be: at least 50 miles farther from former residence than previous work or



if no previous place of work, 50 miles from former residence and


(c)(2)either:

(A)  full time employee for 12 months immediately following arrival at new local or
(B)  during 24 month immediately following employed during at least 78 weeks (39 of which in first year)
(d)  if die or disabled, involuntarily separate (except for willful misconduct) or transfer for the benefit of the employer then need not satisfy c2

other special rules listed in section

INTEREST

§163: Interest Expense:

(a)  general rule: are deductible but

(h) (1) applies only to non-corporations

(2)  disallows deduction for anything other than:

(a)  trade or business related

(b)  investment interest (see d)
(c)  interest under 469 in computing passive activity gain/loss 
(d)  qualified residence interest

(e)  tax extension interest
(f)  §221 educational loans interest
Residence interest
(3)  qualified residence interest is interest w/ respect to a qualified residence or home equity indebtedness; 

(B)  acquisition indebtedness means debt incurred in buying, building or substantially improving and is secured by such residence; it includes refinancing so long as it doesn’t exceed previous debt.  Cap is 1 million (500k for married filing separately)

(C)  Home equity indebtedness debt secured by residence that does not exceed FMV-acquisition indebtedness limit is 100k (50K for married filing separate)

note: can have both acquisition and home equity but cannot exceed total price of house check this!!!!!!
(5)  qualified residence is principal residence and 1 other used as a residence

(A)(ii) if married only 2 res for both together, if 1 person wants to claim both on his separate tax return then must have permission in writing

Investment interest:

(d)  income from indebtedness allocable to property held for investment is deductible to the extent it does not exceed income from investments - turns into a capital loss.  Can be carried over to next year

see other categories

Points:  if they are not tied to services, they are generally deductible as interest but are not deductible on refinancing or home equity loans (unless used to improve the home)

pre-paying interest under §461(g) pre-paid interest (except for points on a home mortgage) must be capitalized and deducted as it would have been paid
TAXES

§164: state and local income and property taxes (except sales tax), and cost of carrying on trade or business taxes are deductible from federal income tax 

(a)(4) foreign taxes deductible

non-deductible taxes:  

164(c): assessments that increase value of property

275(a)(1) federal income tax

275(a)(3) domestic or foreign inheritance taxes


who: only person upon whom tax imposed


nonexclusive


justification: its the cost of producing taxable income


critique: subsidizing consumption
IRAs

§408A: Roth IRA can’t deduct 2k put in but everything that comes out is nontaxable

§219: people w/ modest earned income, not covered by an employer-provided pension plan can put up to 2k into an IRA and deduct am’t from income

§401,§404 Keogh Plans: self-employed can contribute and deduct the lesser of 30k or 20% of earned income to a pension plan
HOW: Characterization of Gains and Losses; Capital Gains

Question outline:

1. Is there gain?  Amount realized – basis

2. Is it includable in gross income

3. If yes, at what rate is it going to be taxed?

4. Is it capital property?

5. What type of capital property

LTCG > 1 year §1222(1)-(4)

STCG < 1 year§1222(1)-(4)

McNultygram:


Ordinary
Short term
Long term

Gain

Taxed at ordinary rates 
Taxed at §1(h) rates

Loss*
Fully deductible if deductible
Deductible from 


Net




*must be deductible under §165 etc. i.e. if residence, not 

deductible even though may otherwise be short term cap 

loss

Steps:

1. Compute net short term capital gain or loss

2. compute net long-term capital gain or loss

3. if nltg and nstl, compute net capital gain by netting both §1222(11) 

4. If net ltg – tax at §1(h) rates; if net stl, (net capital loss) deduct up to 3k as per §1211 

Keep short term and long term separate when: both net gains; both net losses

Combine when: net short term loss and net long term gain

Free standing short-term capital gain left over is taxed as ordinary income

Is it capital asset?


In general a capital gain is a gain on investment (as opposed to operating income from a business, dividends, interest, or salary income)

§1221: any property except:

1. Inventory or property held primarily for sale to customers in the ordinary course of business

Factors to consider: 1) frequent or numerous sales, 2) significant improvements, 3) brokerage activities, 4) advertising, 5) purchase and retention of the property / goal of sale, 6) importance of activity in relation to other activities and sources of income Private Ruling 8140015

Malat: primarily means of first importance of principally

2. §167 depreciable or real property used in trade or business 

Note: this property gets even more favorable treatment under §1231

3. copyright or literary poroperties held by person who created, or for whom it was prepared, or whose basis in the property is determined in whole or in part by reference to the creators/preparee’s basis

4. accounts or notes receivable acquired in the ordinary course of a trade or business

5. U.S. gov. publications received for other than regular purchase price and held by person who received or person whose basis is determined in whole or in part by reference to the receiver’s basis

Exceptions: 

Corn Products doctriine: hedge investments (against risk of adverse price movements in the commodity the taxpayer relied on for its business) are ordinary income or loss

Arkansas Best Corp.: restating corn products Net proceeds from hedging transactions that are an integral part of a business’s inventory-purchase system are treated as proceeds from the sale of inventory and generate ordinary income or loss

Hort : amount received from cancellation of lease must be included in gross income in entirety; deemed not a return of capital but if b/c of favorable market forces a tenant sells its lease, that may be capital gains

Stock options: if taxed on value of the options when they receive them, report no income when they exercise them and if sell a year later, get a capital gains top rate of 20% - this is an anomaly of substituting capital gains for compensation for services

What kind of capital Asset?

§1222: short term capital gain/loss, property held < 1year


long term capital gain/loss, property held > 1 year

Is there gain or loss?


§1222: (10) net capital loss: losses from capital sales or exchanges

- capital gains

= excess of losses from sales

- §1211 lower of 3k (1.5k for married filing sep) or

excess of losses from sales



(11) net capital gain: net long-term capital gain

- net short-term capital loss

= net capital gain

Is the LOSS, if any allowable?

§165: trade or business; transaction entered into for business, tehft fire etc.

§1211: yes, but for individual, only up to lower of 3k/1.5k or excess of losses from sales


for corporation only to extent of gains from capital sales

When: Can you Carryback/over the loss?

§1212: yes

corporations: loss carried is treated as short-term capital loss and used only to the extent of the capital gains, it is used before losses generated in the taxable year

carryback for 3 years but only if not from foreign expropriation capital loss and does not produce a net operating loss for carryback year

carryover for 5 succeeding years and for regulated investment company –8 years, for foreign expropriation capital losses 10 years 

non-corporations: 

excess of net short-term loss over net long-term gain is short-term cap loss for following year

excess of net long-term loss over net short-term cap gain is long-term capital loss

1211: tells you that can only offset normal income w/ capital losses up to 3k/year

No time limit on when have to use up, but carryovers expire at death.

If NET GAIN how taxed?

§1(h): 28% for collectibles (gems, wine, etc) held > 1 year, also includes long-term loss carryovers


25%: unrecaputured §1250 gain (long-term capital gain not otherwise recaptured as ordinary income, attributable to prior depreciation of property held > 12 months)


20%: (10% if a 15% taxpayer): all other long-term capital gains and losses 

Only responsible for general categorizations

§1222(2), (4), (6): Sale or exchange requirement

The sale of the right to income from property, for a limited period of time, by a taxpayer who holds the rights to the income from the property thereafter (carved-out interest)  (i) does not constitute a sale or exchange of property, (ii) does not generate capital gain or loss and (iii) does not allow the taxpayer to offset her basis in the property against the amount received see Hort, PG Lake

Sale of what would otherwise be treated as salary or personal service income is not a capital gain/loss

Sales equated w/ other dispositions (abandonment etc.) see Yarbro

§1234A: gains or losses of a capital asset due to cancellation, lapse, expiration or other termination shall be treated as gain or loss from the sale of a capital asset.

1997 taxpayer relief act reversed Hudson doctrine making amounts a debt-holder receives on retirement of debt capital not ordinary gain or loss if the obligation is a capital asset in the hands of the holder

§1223: Holding Periods: if exchanging property, tack on the holding period of the property exchanged to the property received if the basis is the same in whole or in part as the property exchanged 

§1231: Real property treated as quasi-capital asset: applies to: real or depreciable property used in a trade or business is §1231 property if it has been held for more than one year.  Applies to virtually all non-inventory business property

does not apply to: intangible personal property, property held < 1year

Procedure: Calculate each items gain/loss separately by first addressing §1245/1250 recapture.  Then net §1231 losses/gains: If a net gain the §1231 gains/losses are capital (some may be recharacterized as ordinary under recapture rules).  If net loss the §1231 gains and losses are ordinary.

§1231(a)(4) “the firepot” mandates separately netting involuntary conversions and treating losses as normal losses regardless of other §1231 gains

Rationale: implemented during WWII to counter forced sales b/c of requisitioning

§1231(c) recaptures net ordinary losses taken in the last 5 years by categorizing the amount of §1231 gains that do not exceed the non-recaptured losses as ordinary income
Recapture of Depreciation

§1245:applies to: 1) depreciable under §167 and 2) listed in (a)(3): personal property, other tangible property (but not a building or its components)

effect:  recharacterizes capital gain from the sale of a depreciable asset (other than real property) as ordinary income to the extent of prior depreciation of the asset sold.  

If §1245 property, take as ordinary income lesser of amount of gain or prior deprecation allowed or allowable

§1250: applies to: real property but b/c under §168(b)(3) property put in service after 1986 can only be straightline depreciated, effect is not very great

general rule: recapture gain to the extent of  depreciation in excess of straight-line depreciation. 

Bite: Gain attributable to unrecaptured depreciation is taxed at 25% not 20% capital rate

§1239: Sale of depreciable property between related taxpayers

application: parties must be related (family or controlled corporations and partnerships owning >51%) and depreciable property.

Effect: gain is treated as ordinary gain

See page 483-484 for treatment of specific transactions:



Turning in a debt obligation



Landlord cancels a lease

Disposition of a franchise, tm or trade while retaining portion

Security becomes worthless

Option lapses

Complex financial operations to defer tax

Mark-to-market system – certain types of commodities deemed sold at year end

Certain securities dealers deemed to sell at year end

§1060: Sale of a business:

sale of stock is not treated as the sale of the assets owned by the corporation but sale of an unicorporated business is treated as the sale of each of the individual assets of the business, some of which are capital and some of which are not.  Two parties must each report their allocations then the gain/loss on each asset is calculated

§1202: offers a 14% top tax rate on gains from sale of the “american dream”

§197: Goodwill and other intangibles must be amortized over 15 year period

WHEN: Tax Accounting

The taxable year

§446: gives taxpayers the option of 1) cash method, 2) accrual method and 3) any other special accounting method

§471

§481

Cash Method:

§451(a) general rule: must include an item in income when receive (in cash, property or services Reg §1.446-1(c)(1)(i)); deduct expenses when paid Reg.1.446-1(c)(1)(i)unless capitalization required.

Time of receipt: deemed to have received on earlier of constructive or actual receipt Reg §1.451-1(a), 1.446-1(c)(1)(i).  

Constructive receipt is if made available to the taxpayer so that he could receive it but chooses not to Reg §1.451-2; must have right to receive

§125: limits constructive receipt as applied to employees – if employee offered a series of benefits (taxable and excludable) not taxed just b/c of choice 

Economic benefit doctrine: product of case law, recognize income as soon as a payor irrevocably sets aside funds for the taxpayer so that unreachable by creditors

Deferral by contract: can contract to defer income: if contract before services rendered to receive in year two – no constructive receipt.  See Rev.Rul. 60-31 (deferred compensation) note: employer can’t deduct until employee includes (§404(a)(5)); drawback: risk of not being paid; employer can’t deduct

Payments: Reg §1.461-1(a): considered made when delivered; Rev.Rul 78-39: when a deductible payment is made w/ borrowed money deduction is not postponed until the year in which the borrowed money is repaid

Raich: cash method taxpayer has no basis in receivables from services b/c not taxed on them so cannot claim a bad-debt loss on unpaid service-based receivables

Prepaid interest: capitalized as per 263A – see book pl. 531-2

Accrual Method

Claim of Right Doctrine

Reg. §1.451-1(a): general rule: include income when all events have occurred that fix the right to receive the income and the amount thereof can be determined w/ reasonable accuracy.

Who must use:

§446(a): if use accrual method for books, must use for accounting

§1.446-1(c)(2)(i): if sell merchandise, must use accrual method

§267: Deductions

Clear Reflection of Income

Sale for deferred Payments

§453: special accounting method for reporting gain or loss from sale of property for deferred payment

application: automatically to sales of property if the seller realizes a gain and at least one payment for the property will be received by the seller after the taxable year of sale §453 a &b

§453(d) taxpayer may elect out of provision and declare full gain in year of sale

§453(b)(2), (l)(1):  does not apply to sales of personal property by those who normally sell on installment (i.e. dep’t. stores);  sales of real property by those who hold real property for sale customers in the ordinary course of business (real estate developers); publicly traded stock or securities §453(k); if there is a loss

procedure: §453(c) determine ratio of the gain to the sales price to determine what portion should be included as gain from sale then multiply ration by amount of payment to determine the amount of gain

gross profit ratio = gross profit/contract price (selling price – debt assumed)
gross profit = selling price – seller’s adjusted basis in the property see §15A.452-1(b)(2)

selling price= amount to be paid (including debt assumed) - interest see §15A.452-1(b)(2)

If debt assumed exceeds basis then excess is treated as cash payment in year of sale §15A.453-1(b)(3)(ii)

§453(j)(2): requires sellers receiving contingent payments to apply §453 in the year of the sale and preclude open Transaction Method  reporting (if the total amount of the deferred payment on the sale is uncertain at the time of sale)(taking basis out first) except in extraordinary cases. 

Reg §15A.453-1(c): if contingent sale the basis recover and gain inclusion is determined by:

1. If maximum selling price determinable or stated, it is treated as the selling price for the purposes of the inclusion ration

2. If max selling price indeterminable, but finite number of years, then basis apportioned equally over the years

3. If neither determinable – divide basis equally over 15 years.

If receive less than the maximum expected amount, the taxpayer has basis remaining at end and can take a loss deduction for the unrecovered basis.  If receive more than expected, basis used up before all installment payments made and the final payments received will be treated as gain.

§483: Imputed Interest: determines amount of unstated interest on a debt instrument issued for property by comparing the payments to be made on the debt and the present value of the payments to be made (discounting for AFR) §483(b) but does not require accrual of the unstated interest but taxpayers report according to their normal methods of accounting Reg. §1.483-1(a)(2)(ii)

OID

§1272-74A: OID (unstated interest on debt, determined at the time the debt is issued) example: zero coupon bond sells for 377 and is redeemable in 10 years for 1,000.  The unstated interest is 623; also applies to certain property sales

OID/unstated interest = stated redemption price at maturity (am’t payable – stated interest paid at least annually) – issue price of the instrument see §§1273(a), (b)

Allocation: interest is allocated over the period during which the bond is outstanding

Two approaches: divide equally or constant-interest rate yield to maturity/ economic accrual method (amounts of interest increase each year as if in a bank account)

§1272(a)(1): constant interest rate method applies to all but tax-exempt, us savings bonds, short term obligations, loans between natural persons under 10k unless purpose is tax avoidance, 

(3): OID inclusion for each semiannual period = yield to maturity rate (interest rate) x adjusted issue price (issue price +accrued unstated interest)§1272(a)(4), 

(5): accrual period is 6 months

because add declared interest to basis, no gain when bond reaches maturity and redeem Reg. §1.1272-1(g)

If full amount not paid, recognize a capital loss = basis – amount received §1271(a)(2) and §1221

Debt Instruments for Property

Generally, split into two transactions: rules apply to debt instrument and for property, determine gain then determine if the installment method (§453) will apply

§1274: determination of issue price when debt instruments issued for property

(c) does not apply to 1) principal residences, 2) less than 6 month deferral, 3) certain sales of farmland

If property sale and no stated interest, interest income is determined by applying the AFR (applicable federal rate set pursuant to §1274(d)); the unstated interest on a debt instrument = gross amount of payments – present value of payments determined by the AFR. §§1273(a)(1), (b)(4), 1274 (a), (b)(1)

If property exchanged is publicly traded OID = stated redemption price – value of the property exchanged for the debt

RULES DON’T APPLY WHEN

interest is at least AFR and paid at least annually §1273(a)(2), (b)(4), §1274(c)(1), (2) and Reg §1.1274-1(b)(ii).
If stated but not paid annually, then the debt will have OID = to stated interest payable at maturity.

Total payments to be made on a debt instrument exchanged for property are not at least 250 k §1274(c)(3)(C) but §483 may still apply

Integrity of the Taxable Year

§1341:
Claim of Right Doctrine

§111: Tax Benefit Rule

Tax Deferred Transactions

Personal Residences

§1034: repealed by the Taxpayer Relief Act of 1997

§121: replaced §1034: §121: Exclusion of gain from sale of principal residence

(c) requirements: in past 5 years property  must have been owned by taxpayer and used by same as principal residence for at least 2 years

(d) limits: amount excluded shall not exceed $250 k for single and $500 k for joint returns

Involuntary Conversions

§1033: only applies to gain, elective; effect §1033(a)(2): taxpayer may elect not to recognize gain realized on the involuntary conversion of property into cash due to theft, fire, or condemnation if taxpayer reinvests the cash in property that is similar or related in use to the lost property; if not all reinvested, then the amount not invested recognized as gain

§1033(B)(2): basis = cost of new property – gain realized but unrecognized

Like-kind Exchanges

§1031: application: not elective – mandatory; 

§1031(a)(2): section does not apply to stocks, bonds, notes, securities or indebtedness, partnership interests, interests in trust and contract rights and real estate by agents which is stock in trade

Reg §1.1031(a)-1(b): like-kind refers to the nature and character of the property, not its grade or quality so most real property is like-kind; §1.1031(a)-2 like-kind if in same asset class for depreciation

requirements: trade or business or investment property for like-kind property that will also be used din the t or b or held for investment; applies primarily to real property

effect: defers gain by assigning the property received a basis that is the same as that of the property given up 1031(d) so that if the property received were sold immediately after the exchange the amount of gain realized would be the same as the amount that went unrecognized check by asking would result of gain recognized be same if sold immediately afterwards

If there is boot:

§1031(b): gain recognized equals the lesser of 1) the gain realized in the exchanged or 2) the FMV of the boot received

§1031(d): If the gain is recognized, the basis of the property = basis of the property given up – FMV of the boot received + gain recognized

If pay boot, add amount of boot to the basis of the property acquired

If there is debt:

Net reduction in debt due to the exchange is treated as cash received.  

Net debt reduction (deemed boot) = liability given up in exchange – (liability assumed + cash paid in the exchange)

Reg §1.1031(d)-2: Realized gain = debt relief + value of property received – basis in property given up – debt assumed 
To calculate basis in new property: basis of old prop + gain recognized = net  debt relief boot §1.1031(d)-2

If there is a loss:

§1031(c): loss not recognized even if there is boot

If non-simultaneous

§1031(a)(3)(A) and §1.1031(k)-1: non-simultaneous exchange recognized under section if property to be received id’d w/in 45 days  and property received w/ in 180 days

§1901: Wash Sales

WHO: Identification of the Proper Taxpayer

Services Income vs. Property

Property Income

Kiddie-Tax

§1(g)

Carved Out Interests

Trusts

Grantor Trusts

Non-Grantor Trusts

§1(e)

§§671-679

Foreign Trusts

§704(e): Family Partnerships

§§11, 482: Corporations

Married vs. Single

Separation, Divorce, Spousal Support, Child Support

§71: alimony(must be cash, made pursuant to a written divorce or separation agreement, payor and payee must live separately and other requirements) : includible in income to payee and deductible from payor’s gross income; key problem: is it really a property settlement/excess payment

§215: child support: not deductible not payable

§1041: no gain or loss is recognized by either party on the transfer of property to a spouse or former spouse if incident to divorce.  Transferee assumes transferor’s basis.

The Alternative Minimum Income Taxes

Flat Tax

Consumption Tax 

Exam procedure:

1. Look at statute

2. Look at regs

3. Look at rulings/cases to see if regs interpreted a different way

4. Ask, does this make sense

§263





§262


162, 


212





1 year dividing line








