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WHAT IS INCOME?

Non-Cash Benefits
· Competing dictates of fairness, efficiency, and practicality.  Use of non-cash benefits may make enforcement difficult.
· §61 – treats compensation in cash and kind alike.

· Old Colony Trust – employer’s payment of income tax on behalf of employee constitutes income to employee.  “The discharge by a third person of an obligation to him is equivalent to receipt by the person taxed.”

· §119 – excludes from income value of meals and lodgings furnished to employee by employer, provided that they are on business premises and for the employer’s “convenience.”

· Must actually be furnished by employer, cannot be cash.
· (1)   in the case of meals, the meals are furnished on the business premises of the employer, or  

· (2)   in the case of lodging, the employee is required to accept such lodging on the business premises of his employer as a condition of his employment.

· Benaglia – manager of Hawaii hotel was required to stay at hotel, so his and wife’s food/lodging was tax-free.

· Reflects recognition that taxpayer’s rewards may be worth less to him than market value, so solve measurement problem by valuing benefit at zero.

Employee Fringe Benefits
· §132 – the following are excluded from gross income
· 1) no-additional-cost services (free seating for airline employees on flights that would not otherwise have sold out)

· service offered to employee must be offered to customers in ordinary course of line of business of company; no additional cost

· 2) qualified employee discounts (Macy’s gives discount to employees)

· for property, discount cannot exceed profit percentage at normal offer price

· for services, discount cannot exceed 20% of price to customers

· 3) working condition fringes (company car use for business, free subscription to magazine relating to job)

· 4) de minimis fringes – sufficiently low value to make accounting unreasonable (eating facility counts as this if it’s on premises of employer, and revenue >= costs of facility)

· 5) qualified transportation fringes (employer-provided parking or mass transit

· 6) qualified moving expense reimbursement

· 7) qualified retirement planning services

· 8) on-premises gyms and other athletic facilities

· For 1) and 2), you must work in the line of business of your co in which you get the discount, plus doesn’t apply to highly compensated employees if employer discriminates in favor of them.  Also, these may be provided to spouse, surviving spouse, or dependent children.
· Regs 1.61-21 and 1.132-1 to -8 give valuations of certain fringes, mainly personal use of employer-provided aircraft and cars.  Rule: FMV, except for safe-harbors (annual lease value for cars, $3 round trip for bona fide commuting in employer’s vehicle)

· Cafeteria plans (authorized by §125) – employee may choose among a variety of non-cash non-taxable benefits or may choose to take cash (taxable)

· Without this plan, employee would be taxed on cash that he could have taken, even if non-taxable option were chosen (constructive receipt)

· Allows employer to provide nontaxable fringe benefits to those who want them without disfavoring employees who have no need for them.

· Offerings limited to group-term life insurance (up to $50K), dependent care assistance, adoption assistance, excludable accident/health benefits, and 401(k)
· Use-it-or-lose-it: if you elect $5K child-care reimbursement, if you don’t use all of the $5K by the end of the year, you can’t cash out the rest.

Prizes, Windfalls, Business Gifts
· §74 – gross income includes amounts received as prizes and awards (except prizes transferred to charities if recipient selected w/o entering contest)

· Turner – Couple won cruise-tickets.  Even though there was a difficulty of valuation (tix were non-transferable), court arrived at some number below FMV and above what taxpayer claimed: $1400 (Between $520 and $2220, arbitrary)
· Glenshaw Glass – (broad approach to income) punitive damages can be taxed.  “here we have instances of undeniable accessions to wealth, clearly realized and over which taxpayers have complete dominion.  The mere fact that payments were extracted from the wrongdoers as punishment for unlawful conduct cannot detract from their character as taxable income to the recipients.”
· Gifts have always been excluded from taxable income under §102

· Business gifts

· Duberstein –gifts are defined by reference to the motives of the payor.  If payment, though voluntary, is “in return for services rendered,” or proceeds from “constraining force of any moral or legal duty,” or anticipates a “benefit” to the payor, then it is taxable to payee even if called a gift by payor (not deducted as expense).  However, if it proceeds from “detached and disinterested generosity” or made “out of affection, respect, or like impulses” it is excludable.  Highly factually intensive.
· One struggles in vain for any verbal formula that will supply a ready touchstone…life in all its fullness must supply the answer to the riddle.  Case-by-case approach needed here.

· §274(b) – tax symmetry between payor and payee.  Prohibits deduction of gifts to individuals (over $25) and payments treated as exempt gifts by payees cannot be deducted as business expenses by payors.  Up to $25 can be deducted
· §102(c) – no exclusion allowed for amounts paid by employer to employee (except de-minimis) except for employee achievement awards
Gratuities, Scholarships, Welfare, Social Security, Gifts and Bequests
· Ordinary tips are included in income on the theory that they are payments for services rendered
· Scholarships

· §117 excludes only “qualified scholarships” by “degree candidates.”
· Qualified to extent it covers tuition and fees, not room and board.

· Does not extend to the extent scholarship is in compensation for services including teaching and research - §117(c) (doesn’t cover athletic)

· Welfare and Social Security

· Welfare payments are non-taxable

· But unemployment insurance is fully taxable (seen as the equivalent of wages)

· TP’s of incomes < $25K do not include any SS benefits.  Income > $25K but < $24K include 50% of benefits in income.  Incomes > $34K include 85% of SS benefits
· Gifts and Bequests

· Gifts of appreciated/depreciated property:
· If FMV of property >= basis of donor, donee takes the donor’s basis (gain deferred until donee sells property)

· If FMV of property < donor’s basis

· To determine gain upon donee’s sale, donee takes donor’s basis

· To determine loss upon donee’s sale, donee takes basis of FMV at time of transfer.
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· §1014 step up rule - If beneficiary receives gift as a bequest at death of donor, beneficiary excludes gift from income and property takes basis in hands of donee equal to FMV on the day of death 
· seen as single largest loop-hole in code.

· §102(c) – transfer from employer to employee cannot be a gift.  But note can still be §132 de minimis fringe or §74(c) achievement award

· Gifts of Divided Interests (§102)
· Where a bequest is split into life and remainder interests, entire basis is allocated to the remainder interest and all of the income from the life interest is taxable.

· Basis is allocated between the two interests in accordance with their respective FMV in only one situation: where both the remainder and life interest are sold concurrently
Capital Recovery, Life Insurance
· Partial sales
· Sale of a portion of property held requires TP to allocate basis to the property sold, based on the relative value of the sold and unsold portions of the property at the time of purchase.
· In rare circumstances (Inaja easement case) , taxpayers are allowed to ignore the allocation rule and treat the entire proceeds of a partial sale as tax-free recovery of capital – usually when allocation would be difficult and the sale was involuntary

· A pollution payment can be seen as either:

· Purchase price for an estate in land (perpetual easement to pollute) as in Inaja

· Treated as having sold portion of land, capital gain to extent the proceeds exceed the allocable share

· Rental payments for perpetual license to pollute (argued by IRS in Inaja)
· Amount treated as ordinary income, pre-payment of ordinary rental income.

· Life Insurance

· §101(a) – blanket exclusion for insurance proceeds payable by reason of death
· if you survive your life insurance policy and receive face amount yourself, you can offset the proceeds with the total amount of premiums you pay.  The difference is included in income.
· there’s a term insurance portion of that which you paid in that’s not going to be taxed, although it should have.  This is a big subsidy for the owners of the policy
· §101(g) allows exclusion of insurance payments to the person if “terminally ill” or “chronically ill.”

· §79 – if employer buys group term life insurance for employees, employees can exclude value of insurance from gross income to the extent that the insurance provides death benefits not greater than $50K.  Also cannot discriminate in favor of highly-paid employees.

· From the government’s standpoint, on the aggregate, this is net neutral because many people have non-deductible losses, and only a few have a non-taxable gain

Annuities, Pensions, Gambling
· Annuities

· Annuity is a K that provides for a series of payments in return for a fixed sum.
· Three possible approaches:

· Basis first approach is most favorable to annuitant (maximum deferral).
· Income first is least favorable b/c it defers basis recovery and accelerates the income from the annuity (most early payments are interest income, later ones are tax-free basis recovery)

· Code adopts pro rat approach.  Each year, under §72(b), exclude the payment amount x exclusion ratio, which is cost of annuity K / expected return

· If TP dies “early,” estate can deduct difference between aggregate amount excluded from income under §72(b) and cost of the K.  Essentially, deduction of un-recovered basis.

· §72(e) prevents tax avoidance scheme from deferred annuity:

· amounts borrowed on a loan secured by an annuity policy are treated as taxable income to the extent value of policy has risen as payout date approaches.

· Gambling
· §165(d) – Losses from wagering transactions are deductible only to the extent of the gains from such transactions (gambling losses are conceptualized as consumption)

Loss Recovery, Annual Accounting Rule, Claim of Right, NOL Carryovers, Tax Benefit Rule
· Loss Recovery

· Clark v. Commissioner – Tax counsel reimburses for mistake on previous return.  “In paying that obligation, he sustained a loss which was caused by the negligence of his tax counsel.  The money was paid to petitioner, not qua taxes…, but as compensation to petitioner for his loss.”  Close enough to a tax refund.  Not taxable.
· Annual Accounting Rule

· Taxpayer’s income is determined and reported at 12-month intervals, and tax assessed/paid on the basis of events occurring b/w beginning/end of the period.
· Burnet v. Sanford & Brooks – Loss carryover case.  Loss incurred b/w 1913-1916, recovered in 1920.  In loss years, co had no income, so no benefit of deduction.  Holding: fully taxable in 1920.  Strict application of annual accounting rule, didn’t want to keep alive tax returns of previous years. (unfair result)
· Mitigated by Net Operating Loss (NOL) carryover provisions of §172 – losses incurred in business now can be carried back to the 3 years preceding the loss year, and then forward for 20 years, as a deduction from positive income of those periods. 

· 1986 Act eliminated individual income-averaging system – less income fluctuations in individuals, unfair b/c of income rise for newly graduated.
· Claim of Right
· Taxpayer includes something in income in earlier year and later has an offsetting deduction in a later year when the income is lost.

· North American Oil v. Burnet – 1916 (earned), 1917 (received), 1922 (resolved) income properly becomes taxable in the year when it is held under a “claim of right” and without restriction as to use, even though its ultimate ownership continues to be disputed.  Criteria:

· Receive the funds in question

· Treat them as your own

· Concede no offsetting obligation.

· Harsh rule: although it might be inequitable sometimes, practically IRS can’t wait until all contingencies affecting receipt are resolved.

· US v. Lewis – Lewis received $22K bonus in ‘44, in ’46 found out it was too much and had to return $11K.  Held: could not re-open ’44 return, full bonus still taxable in ’44 under claim of right.  Yet could deduct $11K as loss in ’46.  But this is unfair when tax bracket is higher in year of inclusion than in year of repayment.
· Mitigated in §1341:

· If tax bracket in year of repayment is lower than it was in year of inclusion (and amount > $3K), TP reduces tax liability in year of repayment by the reduction in tax that would have occurred in the year in which the income was included had the taxpayer not included the amount.

· Note there is no amending of previous years return, just a re-adjustment

· If bracket is lower in year of inclusion than repayment, TP deducts amount repaid, in year of repayment, despite the fact that deduction saves TP more than she paid in tax when the item was included in earlier year.

· Reverses outcome in Lewis, yet keeps C.O.R. doctrine alive.
· Does not apply to “mere errors” such as arithmetic, only when amounts are held under a “semblance of a right”

· Example: erroneous inclusion in year 1 of $20K, 35% rate, so pays $7K tax.  Year 2 discovers, now rate is 20%, so only $5K reduction of liability.  TP still allowed to deduct $7K.

· Tax Benefit Rule
· Taxpayer claims a deduction in an earlier year, and in a later year the deducted amount is recovered/regained.  Rule: subsequent recovery is included in income, provided the earlier deduction produced a tax saving in the prior period.
· Exclusionary aspect:

· §111 – if a deduction did not reduce tax liability for any year and any loss carryovers resulting from it have expired without being used, the recovery of the amount deducted need not be included in income (protects against adverse marginal tax rate swings that result from claiming deduction at a zero percent rate and then including recovery at positive rate).
· Does not protect against adverse marginal rate changes more generally, as does 1341.

· Inclusionary aspect:

· When taxpayer has received a tax benefit from a deduction, and the includibility or amount of subsequent offsetting gain is not otherwise clear-cut, income in the amount of prior deduction should be included.
· Sullivan v. U.S. – land donated when tax rate was low.  Deducted value.  Later, land given back when tax rate higher.  Must pay tax on amount deducted from income earlier.

· Bliss Dairy – corporation purchased cattle feed and deducted the amount.  Later during liquidation the feed was sold.  Held: value of unused feed should be included in income on final return – otherwise unwarranted expense deduction (no matching income materialized from feed).  Subsequent event of liquidation was “fundamentally inconsistent” with original justification of deduction, should surrender prior tax benefit.
Compensation for Injuries
· Damage awards for lost profits are taxed in the year received.  Same for punitive.

· For damaged/destroyed property, recovery is taxable to extent it exceeds basis in property (house bought for $600K, worth $700K, destroyed, $700K recovered … $100K taxable)

· §1033 – taxation can be deferred if amounts re-invested in similar use property
· §104 – awards/settlements/insurance proceeds (pain and suffering, lost wages, medical expenses) are tax-free if attributable to a personal injury. 

· Must arise from personal physical injuries/sickness (no libel, etc.)
· However, medical expenses are excludable even if they arise from a non-physical injury

· punitive damages are taxable (seen as a windfall)
· emotional distress recovery is excludable only if it is the byproduct of other physical injury or sickness.

· Does not apply to recoveries for medical expenses already deducted under §213

· Note that lost wages are not taxed if in a suit recovery, although it seems they should be!

· Deferred payments and structured settlements

· §104(a)(2) excludes payment if paid in lump sum or periodic payments.  Thus, even if later payments include interest component, that too is tax-free.  This benefits the tort victim

· however b/c tortfeasor cannot deduct until paid, maybe disadvantage to him.  Result: complicated structured settlements.

· If periodic payments are in form of an annuity that is fully turned over to the recipient, the periodic payments are taxable just like other annuity payments.  If the tortfeasor holds onto the annuity though, payment excluded.

· §105 – excludes from gross income amounts employees receive from employers as reimbursement for medical expenses and the value of service received under an employer-provided health care plan (but health plan cannot discriminate in favor of highly paid employees).

· §106 – excludes from gross income the value of health and accident insurance premiums paid by the employer to cover employees

Cancellation of Debt
· Loan proceeds are not income, and loan repayments are not deductible (they do not increase wealth b/c they are offset by a liability)
· If a loan is discharged for less than the amount owed, the borrower must include in income the amount of the discount.  §61(a)(12).

· Retirement of outstanding indebtedness at less than its face amount results in taxable income to the debtor.

· Kirby Lumber – corporation bought back its bonds for $138K less than par, this was income.

· §108(a) – debt-cancellation income excluded from gross income to the extent the TP is insolvent or if discharge occurs in formal bankruptcy.

· 108(e)(5) – adjustment of money purchase debt – reduction of debt incurred to purchase property and owed to the seller is treated as a reduction in sale price, rather than income to the purchaser

· If lender and borrower disagree about the amount owed and borrower ultimately pays lender less than amount lender said was owed, difference is not includable (disputed debt)

· Zarin – gambler owes a lot to casino, and they settle for less.  Does he owe an amount equal to the amount discounted?
· No – viewed as a disputed debt, or contested liability.  So no adverse tax consequences.  Also, important that under NJ law, debt incurred by compulsive gamblers in not enforceable.
· If lender cancels debt at a discount as a gift from disinterested generosity, borrower does not include discount in income.  §102(a)

Nonrecourse Loans and Property Transactions
· Crane – debt relief in connection with encumbered property (an assumed mortgage) is included in the TP’s amount realized for purpose of computing gain/loss in a property transaction.

· This is so even if the encumbered property is worth less than the amount of debt at the time the TP disposes of property.  (Tufts)
· Example: A buys house for $200K ($50K cash, $150K mortgage).  A takes $70K depreciation deductions, so adj. basis now $130K.  B buys house for $10K cash plus assumption of $150K mortgage ($160K total).  Gain realized = $160K - $130K=$30K.  Note that FMV of house does not matter, even if it is worth only $140K this is the treatment (Tufts)
· There is a symmetry here.  Debt was included in basis for property and can be used to take depreciation deductions.  Thus, debt relief should also be included in amount realized upon sale.  Good for TP’s b/c it allows them to trade current depreciation deductions on encumbered property for deferred gain on later disposition – deferral of taxes.

· Another example tying it together:

· J purchases building for $100K cash and $900K note.  Takes $170K depreciation, so basis now $830K.  FMV declines to $850K and he defaults on note, lender seizes building.  He still owes $900K.
· His gain realized/recognized is the debt discharged ($900K) - $830K = $70K.  Does not matter that FMV is less (Tufts).

· If you already own an asset and you borrow against the equity appreciation, whether you borrow recourse or non-recourse, it makes no difference – does not change your basis in the asset and does not trigger the recognition of any gain.

· With non-recourse, there is a strong argument that there should be gain.  If you bought for $300 and now it’s worth $1000, and you borrow $500 against the property on non-recourse, it’s clear that you’re ahead by at least $200.  if the property falls below $500, you won’t pay the loan, you’ll walk away, and you’ll come out ahead – so the argument is that if you borrow non-recourse and the amount you borrow exceeds the adjusted basis, you should have a gain.  But this is not the rule.

· §465 “At Risk” Limitations (do not apply to corps which are non-publicly-held)
· deductions from loss from business activities are limited to the amount of the TP’s at-risk investment.  Losses disallowed can be carried forward to the next year.

· At risk amount includes cash contributed by TP to activity and debt for which TP is personally liable.

· Amount-at-risk is increased by income included and not withdrawn from the activity

· This prevents buying a paper clip for $1B without concern about loss from the transaction since liability is limited to losing the clip.  And seller of clip only risks the opportunity to collect on a bogus sale price.

· Exception: §465(b)(6) borrowing on a non-recourse basis to finance purchase of commercial real estate (this is considered “qualified non-recourse financing” and is not subject to at-risk rules).  Since this was the primary basis for such loans before the statute, it didn’t do much to affect tax shelters
Illegal Income, State and Local Bond Interest, Home Sales
· Illegal income
· In a typical embezzlement, embezzler intends at outset to abscond with the funds.  If he repays money in same year, he will not be taxed.  If he spends instead of repaying, he cannot avoid tax simply by signing promissory notes later in the same year

· Where a TP withdraws funds from a corp which he fully intends to repay and which he expects with reasonable certainty he will be able to repay, where he believes his withdrawals will be approved by corp and where he makes a prompt assignment of assets sufficient to secure the amount owed, he does not realize income on the withdrawals.

· State and Local Bonds

· §103 – TP’s may exclude interest they receive on certain state, municipal, or other bonds.
· These pay lower interest than taxable bonds, but people invest of these for their tax status.

· This is a federal subsidy to state and local governments

· Holders of these bonds pay what is called a “putative tax,” which is interest lost by investing in tax-exempt bond – people willing to accept this lower rate in order to obtain the tax exemption.
· Bonds, factors:

· interest rates go up, bond prices go down; interest rates go down, bond prices go up.

· The longer a bond run, the bigger the payout is going to be (higher interest rate), because there is greater chance that the money won’t be paid back.

· Riskier the loan, the higher the price.

· However, if the creditworthiness of the borrower goes down, the bond’s value goes down.

· Repayment schedule – the more interest paid sooner rather than later, the lower the interest rate that attaches to the bond.  The sooner the lender is rewarded, the less he can charge in interest, because the risk is reduced.  

· Protections in bond covenant – more protections, lower interest

· Liquidation preference – the higher your preference, the less you demand in interest up front.  If you are unsecured, though, you charge more interest

· §265(a)(2) – no deduction for interest on debt incurred to purchase obligations that are exempt from tax under §103.

· Home Sales
· §121 – allows TP’s to permanently exclude from income up to $250K (married = $500K) of gain from sale or exchange of their personal residence.

· Must have owned as principal residence for at least two of the last five years prior to sale.

· Can qualify for exemption only once every two years.
· Reduced exclusion available if he has had to move b/c of job change, health, or other unforeseen circumstances.  So if circumstance arises and they lived for only 3 months, ratio multiplier = 3 / 24

· Reg. §1.165-9

· Loss sustained on sale of residential property is not deductible (seen as consumption)

· If property converted to rental or other income-producing activity and then sold, a loss sustained on the property is deductible under §165(a)

THE TIMING OF INCOME
Realization Requirement, Tenant Improvements, Lease Cancellation
· General rule: income must be realized before it becomes taxable.  Our tax system does not reach mere changes in property value.  it is a tax on transactions.
· Rationale – difficulty of annual appraisals, unfairness of paying tax when you don’t have the money in hand to pay it.

· Remember, realization is merely an administrative rule, not a Constitutional or economic one.

· Eisner v. Macomber – stock dividends not taxable, enshrined today in §305(a)

· Seminal case for proposition that tax on appreciation is deferred until it is “realized.”

· Relation of “capital” to “income” – tree to fruit, reservoir to outlet stream.  Income is defined as the “gain derived from capital, from labor, or both combined.”  Not a gain accruing to capital, not a growth or increment of value in the investment, but a gain, a profit, something of exchangeable value proceeding from the property, severed from the capital however invested or employed, and received or drawn by the recipient (TP) for his separate use, benefit and disposal.
· The stockholder has received nothing out of the company’s assets for his separate use and benefit; on the contrary, every dollar of his original investment, together with whatever accretions and accumulations have resulted from employment of his money and that of the other stockholders in the business of the company, still remains the property of the company, and subject to business risks which may result in wiping out the entire investment…he has received nothing that answers to the definition of income w/i the meaning of the 16th amendment.

· “without selling, the SH has not the wherewithal to pay an income tax upon the dividend stock.  Nothing could more clearly show that to tax a stock dividend is to tax a capital increase, and not income.” 

· Helvering v. Bruun – lessee builds building on property.  When is that value (tenant improvement) taxable?  Court, only when the lease is turned over, you tax it at the depreciated value to the lessor re-assumes title.  The improvements represented rent, or a payment in lieu of rent, which was taxable to the landlord.
· Congress responds with §109 – excludes from lessor’s income the value of leasehold improvements realized on termination of the lease.

· As a corollary, §1019 denies the lessor a basis for the property so excluded

· Under Bruun – include $200K now, deduct $40K for next 5 years

· 109/1019- no income now, no deduction later (better for TP, deferral)
· 109 and 1019 only apply to buildings or permanent attachments

· When analyzing 109/1019 questions, ask first whether the value is in lieu of rent (long life, part of the negotiation, no 109 treatment)

· Hort – TP reported a loss when he cancelled a lease in consideration for cash payment of $140K.  Court held no, the sale of an income right, unaccompanied by a disposition of the underlying property, results in ordinary income to the seller equal in amount to the entire proceeds of the sale.
· If lessor pays lessee to cancel a lease (rents have gone up), lessor capitalizes expenditure and amortizes over term of lease.  Income for lessee (capital gain on an intangible capital asset (leasehold)).

· If lessee pays lessor to cancel a lease, income to the lessor, no deduction to lessee.

Nonrecourse Borrowing in Excess of Basis, Business Loss Recognition, Like-Kind Exchanges
· Woodsam – owner does not have to recognize income at the time of borrowing in excess of basis.  We await further developments for taxation of the owner.  Not a “final disposition of the property.”
· “she never disposed of the property to create a taxable event which §1001(a) makes a condition precedent to the taxation of gain.  “Disposition” is the “getting rid, or making over, of anything; relinquishment.  Nothing of that nature was done here by the mere execution of the second consolidated mortgage; Mrs. Wood was the owner of this property in the same sense after the execution of this mortgage that she was before.”

· Relationship to Crane – initial borrowing is included in basis under Crane, while subsequent borrowing is excluded from basis under Woodsam owing to the absence of a taxable realization.

· Cottage Savings – mortgage portfolio value had declined sharply, eager to realize a loss, they swapped for an equivalent mortgage.  Court: this was realization and loss was deductible, there was “material difference” between properties exchanged even though they were economic substitutes.  The mortgages were secured by different homes, so banks emerged with “legally distinct entitlements”
· Note: realization requirement creates bizarre incentives

· “lock-in” (tax disincentive to sell appreciated assets), 
· tax incentive to sell depreciated assets

· can create a conflict between tax and business incentives

· Difference between realization and recognition:

· The realization inquiry involves asking (as in Cottage) whether something of tax significance happened in the first place.  The recognition question involves asking whether a specific, generally statutory “non-recognition” rule applies to mandate disregard of the realization event.

· Revenue Ruling 84-145: air carrier did not sustain a deductible loss (only a capitalized expense) under 165(a) because of the devaluation of its route authorities that resulted when the Deregulation Act became effective.  “Although the value of its route authorities was substantially reduced after the Act, the mere diminution in value of the operation rights does not constitute the elimination or abandonment of a completely worthless asset.”  Realization requires a transaction!
· “there was no closed and completed transaction fixed by identifiable events because the taxpayer’s operating rights remained unchanged even though more competition was introduced.”

· §1031 – Like kind exchanges – gain or loss will not be recognized if business property (not inventory) or investment property (not stocks/bonds) is exchanged for other business or investment property of like kind.  Emphasizes continuous character of TP’s economic behavior and treats exchange as inappropriate for recognition.
· Note: 1031 does not apply to property “held primarily for sale.”

· Formulas for like-kind exchanges:

· Realized Gain = Property Received + boot received (Debt Relief) – old basis – boot given (debt assumed)

· Recognized Gain = boot (or net debt relief) [if this is > realized gain, then Rec. Gain = Realized Gain]

· New Basis = old basis – boot received (net debt relief)(a negative # if boot given) + recognized gain

Involuntary Conversions
· §1033 – non-recognition where property is compulsorily or involuntarily converted and is replaced with property that is “similar or related in service or use.”  Mandatory where there is direct conversion.  Optional when TP receives cash and then buys replacement property.  2 years allowed.
· Realized gains are recognized to the extent that proceeds are not invested in similar property
· Formula for new basis = FMV of new property – (amount realized but not recognized)

Below-Market Loans, Imputed Interest, OID
· OID generally

· Refers to the unstated interest in a deferred payment

· OID rules provide that to the extent that a “debt instrument” does not provide for current payment of an adequate amount of interest, interest must be accrued and included currently in income by the obligee regardless of cash/accrual method.
· Obligor entitled to deduct the amount the obligee is required to accrue

· If bond bought for $600K, pays $1M in 5 years, OID is $400K.

· Policy: without OID rules, cash method individual bondholders would not have to include annual unstated interest until maturity date, but under accrual method, corporate issuers would deduct the unstated interest as it accrues economically in each of the 10 years.  In order to avoid the asymmetry, OID puts both parties on the same accounting method (accrual) for determining OID interest inclusions.

· Exceptions to the OID rules: sales of principal residences, farms less than $1M, and sales for payments totaling less than $250K (§1274(c)(3).

· In these situations, §483 applies – ensures that income is treated as ordinary income rather than as capital gain.
· If no interest stated on debt instrument, discount to present value using AFR.  Unstated interest = gross payment to be made minus present value of the payments.

· For OID problems, split transaction into two transactions: 

· Property transaction: present value of payment to be made minus basis (may qualify for installment reporting)

· Debt transaction: ongoing yearly taxation of OID unstated interest.

· The effect of the OID rules is that the buyer gets bigger interest deductions than she would in their absence and a smaller basis in  her property.  The seller gets more interest income and less profit on the sale.

· Below-Market Loans (§7872)
· Demand Loans (repaid whenever the lender calls for it, short-term AFR)

· Gift Demand Loans (motivated by disinterested generosity)
· Without any special treatment, parent could gift to child in lower bracket and investment would be taxed less (prevents shifting income)
· 7872 recharacterizes the loan: Child is treated as borrowing money from Parent with interest, paying Parent that interest, then receiving back from Parent a gift of imputed interest.  Child may deduct imputed interest if business.

· 7872(c) – ignores gift loans if <$10K

· 7872(d) – if principal < $100K, imputed interest capped at amount of borrower’s net income (unless the income < $1K, in which case no interest is imputed)

· If no exceptions, then AFR short-term rate imputed
· If recipient just spends the money (doesn’t invest), no interest is imputed.

· Non-gift (employer-employee) demand loan
· If employer lends X $20K interest-free.  Interest due on loan under AFR would be $2K.  It is as if: X pays employer $2K each year, which is income to employer.  Employer pays $2K compensation of $2K , deductible by employer.

· X may not deduct $2K (if used for personal expenditure), subject to income tax.  Employer’s $2K of imputed interest is offset by $2K salary deduction.

· Term Loans (apply appropriate AFR, depending on the length of the term)
· Gift term loans

· A gift of interest is deemed to be made on an annual basis for as long as the loan runs.

· Non-gift term loans 
· Compare present value of all payments due on the note and compare that sum to the nominal amount of the loan.  Difference constitutes compensation.  Treated as paid in its entirety when the loan originates, then apply OID
· See handout #10

Open Transactions, Installment Sales
· How do we determine the tax consequences to a seller on the sale of property in exchange for a series of payments to be made in the future?
· Treat a pro rata share of each principal payment as recovery of capital and the remaining share of each principal payment as gain.

· Installment method – a set of accounting rules that permit non-recognition of gain in transactions involving the sale of property.  Objective: to provide relief from harshness of an obligation to pay taxes when the TP has not received cash with which to pay those taxes.

· Benefits of this rule are enjoyed by many who have no problem of cash availability but who prefer to defer taxes. 

· §453 applies automatically to a sale of property if:
· seller realizes gain on the sale, and 

· at least one payment for the property will be received by the seller after the close of the taxable year of the sale.

· TP can elect out of §453 and recognize entire gain in the year of the sale (will do so only if they face unusually low tax bracket in year of sale).

· Exceptions:

· Sales  of personal property by TPs who regularly sell personal property on installment plan (Macy’s, Sears)

· Sales of real property by TPs who hold real property for sale to customers in ordinary course of business (real estate developers)

· Sale of publicly traded stocks/securities.
· If seller realizes a loss on the sale, does not apply.

· Installment Sale calculations

· Contract Price = Selling Price – mortgage or other indebtedness (not to exceed adjusted basis)
· Selling Price = Gross Selling Price not reduced by existing mortgage amount

· Gross Profit = Selling Price – Adjusted Basis

· Gross Profit Ratio = Gross Profit / Contract Price

· Include GPR % of each payment received.

· Treat extra mortgage (debt assumed by purchaser which exceeds basis, borrowed against property appreciation) as cash payment up front and reduce total mortgage by that amount.

· Recapture rule: amount deducted earlier must be immediately re-characterized as gain (ordinary income) now
· On these problems, just think intuitively about how much gain there should be (especially when there is re-capture)
· This benefits taxpayers

· This benefit is limited by §453A (anti-abuse provision) – if in excess of $5M, you have to pay interest on the deferred tax liability.  For the test, just know that there is a restriction, don’t need to know the specifics

· Open Transactions - §453(j)(2) – requires sellers receiving contingent payments to apply §453 in the year of the sale, precludes open transaction reporting except in extraordinary cases
· §453(c) – where payments are contingent, calculate the inclusion amount based on assumption that maximum possible payments will be received.

· Old rule used to be “basis first,” such that no gain was reported until all basis was recovered.

Constructive Receipt, Retirement Benefits, Deferred Compensation, Qualified Pension Plans, IRAs
· Constructive receipt
· Cash method TP deemed to have received income when it is made available to him.  Doesn’t matter when he actually collects payment.  But Courts will not “look through” a contract to determine whether a payment date was insisted upon by TP.  Thus, one can defer compensation by K.
· Money available to recipient without “substantial limitations or restrictions”

· income is recognized as soon as a payor irrevocably sets aside funds for the TP in a manner that prevents the payor’s creditors from being able to reach the amount set aside.

· “Economic benefit doctrine” – employer’s promise to pay deferred comp in the future may itself constitute a taxable economic benefit if the current value of the employer’s promise can be given an appraised value.
· “A current economic benefit is capable of valuation (and therefore taxable) where the employer makes a contribution to an employee’s deferred compensation plan which is nonforfeitable, fully vested in the employee and secured against the employer’s creditors by a trust arrangement.”  Minor
· Amend - “our conclusion is that the contracts were bona fide arm’s length transactions and petitioner did not have the right to demand the money for his wheat until in January of the year following its sale.  This being true, we do not think the doctrine of constructive receipt applies.”

· Pulsifer - “Under this theory, an individual on the cash receipts and disbursements method of accounting is currently taxable on the economic and financial benefit derived from the absolute right to income in the form of a fund which has been irrevocably set aside for him in trust and is beyond the reach of the payor’s creditors.”
· Deferred Compensation

· Deferring by contract has two drawbacks: a) Risk that employer will not be able to make the deferred payment when it is due, b) Employer cannot deduct deferred compensation until employee deducts it.

· Can be avoided by using qualified pension or profit-sharing plans
· Minor – doctor’s deferred plan not taxable now.  Money goes into trust, but on paper, at least, if there were creditors of the corporation and they didn’t receive what they were owed, they could proceed against the trust’s assets.  Also, if the doctor did not keep working he would lose his rights to the money.  Economic benefit rule did not apply.
· Qualified Pension Plans

· Funds set aside (through trust or annuity usually) for irrevocable benefit of employee

· Employer is able to deduct current payment, but employee not taxed on the contributions, or interest earned on them.

· Here’s the catch

· Non-discrimination provisions.  If employer provides 10% benefits to CEO, must provide to all employees

· Amount allowed to be set aside is limited

· High penalties apply if employee withdraws prior to retirement or separation from employment

· IRAs – Individual Retirement Accounts
· The contribution amount is deductible

· Unavailable to those covered by qualified retirement plan, and who have gross income over certain amount.

· No tax levied until money withdrawn.  Penalties for withdrawing before retirement.

· Even if your income is too high, may want to make IRA contribution b/c interest earned on the non-deductible contributions is not taxed until withdrawn.

· Roth IRAs

· “back loaded” tax benefits – contributions are not deductible, but income earned is not taxed and distributions are not taxed if “qualified”:

· made after 5 years

· made after 59 ½ yrs old, or upon death, or upon disablement, or to enable TP to buy first home

· **** In questions about compensation, ask yourself if an agreement is truly a §83 agreement transferring property to someone in compensation for the performance of services (in which case it’s taxable in the first year in which the rights of the transferee are transferable and not subject to forfeit), or whether it is merely an “unsecured promise to pay deferred compensation.”

Employee Stock Options, Restricted Property
· Stock Options raise questions of timing and of capital gain v. ordinary income (combination of compensation for services and return to investment in a capital asset)
· §422 Incentive Stock Options (ISO’s)
· Tax treatment – capital gain only upon final sale of stock.  Granting company can never claim any deduction with respect to the transaction.

· an incentive to companies to attract new management and retain services of executives who would otherwise leave
· statutory requirements
· employee must retain for at least 2 years after grant of option, at least one year after receiving the stock under the option

· option price must be >= FMV of stock

· must be granted pursuant to a plan where SH’s approve the grant

· limitation: $100K ceiling on the value of the stock granted but yet unexercised, value determined as FMV the day the option is granted

· while not literally elective, TP can easily fail to meet its terms by, e.g., setting option price slightly below stock price at grant time.

· §83 Non-statutory transfers (non-cash compensation for services) (often subject to restrictions of transferability, risk of forfeiture – popular in tech companies)

· §83 applies to any transfer of property (not money) to an employee as compensation for services
· Symmetrical treatment – when employee includes, employer deducts

· Valuation – if option “lacks a readily ascertainable FMV,” not immediately taxable (§83(e)) at all.

· Mandatory includibility ( §83(a) and (h))
· if property transferred a) without restrictions and b) does not face “substantial risk of forfeiture,” (a.k.a. it is “vested”) you pay tax as ordinary income (and employer deducts) in the amount of: [FMV of property] – [amount paid for it]
· at this time of vesting, amount included constitutes ordinary income

· “Substantial” forfeiture risk exists when employee’s “rights to full enjoyment of such property are conditioned upon the future performance of substantial services by any individual”
· Elective includibility (§83(b))
· Even if there are restrictions on transfer and there is a risk of forfeiture, TP can elect includibility as ordinary income.  But cannot later claim a deduction by reason of forfeiture (ouch).
· Why to do this?  Pay ordinary income tax now, and enjoy capital gain rate on later appreciation in the property.

· After receipt of the property:

· If no mandatory election, and inclusion not elected, at a later time when the option becomes non-forfeitable or transferable, the option is included in income (and deducted by employer)
· An option which did not have ascertainable FMV when granted is taxed when exercised, even if value became ascertainable after grant but before exercise

· Stock “options”

· §83 applies only when option has readily ascertainable FMV

· FMV is ascertainable only if option is actively traded on an established securities market

· If no ascertainable FMV and option subsequently exercised, 83(a) and (b) apply (i.e., pay tax on exercise price minus price paid, company gets deduction.  Later when sold, capital gain for employee = sale price – exercise price, no deduction for employer)
· If FMV is ascertainable at time of option grant, 83(a) and (b) apply

· If no substantial risk of forfeiture, employee taxed on value of option (and employer can deduct this amount)…treated as if she received cash and used it to purchase the option.  When option later exercised, §83 does not apply
· Basis upon exercise = amount included under 83(a) when option granted + price paid for stock at exercise

· If option never exercised, can deduct amount previously taken into income

Marital Separation and Divorce, Child Support
· §1041
· no gain or loss shall be recognized on transfers of property between spouses incident to a divorce.  Substituted basis in the hands of transferee
· overturns Davis, where transfer of appreciated property incident to divorce was a realization event to transferor – exchange of property for freedom from marriage was similar to exchange for services.
· Payments of *cash* made incident to divorce are treated as either

· Alimony

· Included in income of payee and deducted from payor’s gross income

· Child support payments

· Not deductible by payor or includible by payee

· Alimony, §71
· An adjustment in arriving at AGI – so “above the line”
· Must be cash

· Must be received under written “instrument” of divorce

· Parties must not live in same house

· Payments cannot continue after death of payee (otherwise would be property settlement, not payee support)

· Must not be for child support (e.g., cannot terminate when child reaches majority)

· Rules to prevent cash “property settlements” to masquerade as alimony:

· If first three years are front-loaded, some portion is recaptured later as income (note, 71(f) does not recharacterize back-loaded payments)

· Has potential for harshness when payments are reduced not by design but by virtue of changed circumstances.  To minimize harshness, recapture not required if payee remarries and payments end because of it.

· First, determine excess payments for second year = second year payment – [ third year payment + $15K]

· Second, determine excess payments for first year = first year payments – [$15K + average payments for second and third year]
· Alimony allows divorcing spouses to shift income from the high-income payor to the low-income payee, especially if payor has much higher income than the payee

· Child Support

· Diez-Arguelles – “uncollectible obligation of TP’s ex-husband to pay her a fixed amount for maintenance was not deductible as a bad debt b/c the TP was not “out of pocket” anything as the result of the ex’s failure to pay the support.  I.e., the TP had no basis in the debt.”
· Petitioners tried to deduct under §166(d), non-business bad debts, but those are only deductible to the extent of TP’s basis in the bad debts.

Cash and Accrual Accounting Methods
· Cash method – focuses on actual receipts and disbursements.  Used by most individuals and small businesses
· Exceptions are constructive receipt and economic benefit doctrines

· Accrual method – focuses on amounts earned (though not necessarily received) and obligations incurred (though not necessarily paid).  Attempts to match income with the expense of earning it.  Results in more accurate annual measurement of income, but requires more sophisticated book-keeping and accounting.
· “all events test” – the events needed to establish the right to income have occurred, and the amount can be determined with reasonable accuracy

· Georgia School-Book Depository – delay in the receipt of cash in the absence of doubt about ultimate payment is not enough to prevent accrual of income.  Here, all events test had been met.  All it had not done was receive money from the state.  Since there was no “reasonable expectancy” that the claim would not be paid, income had to be taxed.

· American Automobile – required accrual method TP to use cash method for prepaid income
· Over-ruled by Congress w/ §456 – allows membership organizations to include prepaid dues ratably as services are performed.
· Similar §455-prepaid subscription income

· Logic in over-ruling – to truly match income to cost of producing it.  If AAA reports pre-paid fees now, without taking into account cost of providing services in the following year, it will over-state its income.

· Exceptions - Reg. §1.451-5 permits deferral of prepaid income for certain goods – services, goods, use of IP, sale/lease/license of software, warranty contracts, certain subscriptions, certain membership fees, etc.

· TP qualifies for deferral of these types of prepaid income if some or all of the pre-payment will be included in a later year for Financial Accounting Purposes.  In the year of pre-payment, same portion included in income for FAP is included for tax purposes.
· Deductions under accrual method

· Allowed only when all events have occurred to determine the fact of liability and the amount of the liability can be determined with reasonable accuracy.

· “Economic Performance” limitation on deductions - §461(h) – accrual method TP cannot deduct a future expense unless the all events test has been met and economic performance has occurred.

· For deferred payment in settlement of tort liability, economic performance does not occur until the liability is paid.  So you can only deduct as the payments are made.

· Exception to §461(h) economic performance requirement in §461(h)(3) – “recurring item exception” – item is deductible notwithstanding absence of economic performance, if:

· All events test is otherwise met

· Economic performance occurs by earlier of a) date of filing return for that year, or b) 8 ½ months after close of year in which deduction taken

· Item is recurring in nature and TP consistently reports the item in accordance with all events test

· Item is either a) not material or b) accruing the item under the all events test provides better matching of income and expense than economic performance standard.

· Deposits vs. Advance Payments – in Indianapolis Power, Court found that required advance payments of utility bills were not currently taxable to utility, since they were more security deposits from people with suspect credit histories.  Relied on fact that customers could demand repayment if they establish good credit, and interest was earned on deposits – so seen more as a loan.
PERSONAL DEDUCTIONS, EXEMPTIONS, AND CREDITS

General Comments

· Three categories:
· involuntary/unexpected outlays
· outlays which Congress wishes to subsidize/encourage
· intergovernmental coordination devices (state/local tax deductions)
· Deductions of any kind generate larger tax benefits for high than for low-bracket taxpayers and detract from progressivity of income tax.  High income earners enjoy largest benefit per dollar of outlay.
· Note: Personal deductions are below the line deductions – subtracted from AGI in determining taxable income.
· Don’t forget §68 imposes overall limitations on itemized deductions for taxpayers with AGI over the “applicable amount”
Itemized Deductions and Standardized Deduction, Casualty Losses, Medical Expenses
· Itemized/Standard

· You can elect one or the other, whichever higher

· §68(b):

· Benefits of itemized deductions are reduced by lesser of:

· 3% of the amount AGI exceeds $145,950 (applicable threshold), or

· 80% of itemized deductions

· So if income is $545,950, and $50K of itemized deductions, 3% is $12K, 80% is $40K, so deductions limited to $50K-$12K=$38K
· Personal and exemptions

· Taken in addition to itemized deductions or standard deduction.  Each TP receives a personal exemption and dependent exemption for each dependent.

· Phased out for higher incomes – if AGI exceeds threshold phaseout amount, personal exemptions reduced 2% for each $2500 increment of AGI in excess of threshold.

· Increases progressivity of the tax system by limiting exemptions to those who need them the most.

· Medical Expenses
· §213(a) limits to amount which exceeds 7.5% of AGI.  This is to distinguish between recurring expenses and extraordinary outlays

· this encourages employees to take a portion of their salary in the form of in-kind medical benefits.  better to have employer-provided health care.

· Ochs – cost of boarding school for mother whose treatment was to be away from kids – NOT deductible.  Deduction is for medical care and not other increased costs of illness – family living expenses inevitably increase from illness of parent.
· Remember §106 exclusion from income for health insurance premiums paid by employers
· Health insurance is a deductible medical expense if paid by yourself, but subject to the 7.5% floor.

· §213(d)(1) transportation primarily for and essential to medical care, qualified long-term care – this counts as expenses for medical care

· §213(d)(2) – lodging away from home deduction not to exceed $50/night, no significant element of personal pleasure/vacation, must be primarily for and essential to medical care.

· Deductions for elevators, swimming pools, etc only allowed to extent they don’t increase value of house.

· Expenses that improve the general health of the individual are not deductible.

· Casualty losses

· §165(c)(3) – deduction for unreimbursed losses from casualty or theft, even though property lost/damages was personal in character.

· Policy argument: this is equivalent to offering free insurance with high co-pay, and discourages people from purchasing insurance

· “Suddenness requirement” - Distinction between ordinary, slow erosion and losses which are swift and unexpected.  Termite damage is slow erosion, not casualty loss

· §165(h) – allowable only to extent they exceed, in aggregate, 10% of AGI.  Also, no deduction for first $100 of each casualty/theft.
· Measure of allowable loss is difference between value of property before and after the casualty, but NOT in excess of adjusted basis in property.  So $50K house now worth $60K and burned down, deduction limited to $50K.

· Amount of loss claimed as deduction reduces basis in the damaged property by that amount.

· Blackman – negligence does not bar recovery, but gross negligence (setting fire to your own house) does bar it.

· If casualty gains exceed casualty losses, gains are treated as capital gains and losses as offsetting capital losses.  If casualty losses exceed casualty gains, net the loss and deduct that net amount subject to the 10% rule.
Charitable Contributions
· 170(c) – itemized deductions for “charitable contributions”
· For churches, educational organizations, medical institutions, and some others (“A” Charities), 170(b) limits to 50% of AGI.

· For “private foundations,” (“B”) deductions limited to 30% of AGI

· If donor is a corporation, deduction limited to 10% of taxable income (§170(b)(2), excess contribution can be carried forward (§170(d)(2))

· If taxpayer makes gifts exceeding these limits, excess carried over for 5 years

· 170(c) – specifies organizations qualifying as recipients of deductible contributions (also qualify as 501(c) tax exempt organizations, note that not all 501 orgs, however, meet the reqs of 170(c).

· Contributions of Capital Gain Property

· When taxpayer gifts property whose sale would produce long-term capital gain, the deduction = full FMV of property
· Thus, gift is better than sale followed by gift, b/c you avoid taxes

· Such property deductions limited to 30% of AGI (“A” Charity), or 20% if to a private foundation (“B” charity) (excess carried over for 5 years)
· Donor can elect §170(e) instead of 30% rule, in which case deduction is limited  to donor’s basis in property (good if value of contributed property exceeds 30% of AGI and basis is same or not much less than value of property)

· If property not a capital asset or has only been held one year:

· deduction limited to adjusted basis in property §170(e)(1)(A)

· Even if sale would produce long-term gain, deduction limited to adjusted basis in property if: property is:

· Tangible personal property (books, antiques, art) AND property unrelated to charitable purpose of donee, or 

· Donated to certain private foundations, or

· Patent/copyright

· Policy – studies have found that deductions stimulate more deductions, and the dollar gain to orgs equals or exceeds the dollar loss to the fisc.
· §512(b) – charity taxed on income from business unrelated to charity purposes.  Passive investment income earned from stocks, etc, is not considered unrelated income, and thus is not subject to tax when received by a charity.

· Ottawa Silica
· “a contribution made to charity is not made for exclusively public purposes if the donor receives, or anticipates receiving a substantial benefit in return.”
· Getting access roads to business in return for donating land was a “quid pro quo for the transfer and thus effectively destroyed the charitable nature of the transfer.”

· “to resolve the question of whether a transfer is a gift for purposes of 170(c) we must determine the taxpayer’s primary or dominant intent or purpose in making the transfer…we do not examine only the taxpayer’s statements of his or her subjective intent, but we make an objective inquiry into the nature of the transaction to determine whether what is labeled a gift is in substance a gift.”
· Rule: amount of any non-business deduction for charitable contribution is limited to excess of payment to the charity over the value of any benefit received by donor (if stations offers $15 CD in return for $50 contribution, deductible amount is $35).

· Regulation passed that requires that any property donation worth more than $5K must have “substantiation” so that donor cannot over-claim value

· §170(l): 80% of donation amount allowed for university donations for athletic tickets

· Bob Jones – in order to qualify for 501(c) tax exempt status, must show that 1) fall within one of the eight categories expressly set forth, and 2) activity is not “contrary to settled public policy.”
· Go back and understand 170(c)(1)(B)
Home Mortgage and Consumer Interest, State and Local Taxes, Personal Exemptions, Special Credits, Tax Computation, Alternative Minimum Tax
· Interest
· “qualified residence interest”  (home mortgage loan) deductible.  Two categories:
· acquisition indebtedness (acquiring, constructing, or substantially improving the residence) - $1M limit (§163(h)(3)(B))

· home equity indebtedness – limit of $100K, but not in excess of FMV of home (§163(h)(3)(C))

· Ex: $1.5M house w/ $300K down, $1.2M loan -- $1M acquisition + $100K equity, so qualified residence interest is interest allocable to $1.1M of the $1.2M loan.

· Ex: $800K mortgage on principle residence, now worth $1.2M.  $400K loan secured by principle house for a beach house.  Answer: Total of $1M acquisition allowed, and one additional house is ok, so $200K more is acquisition, then only allowed $100K more for equity, so interest on $300K is deductible.

· All other interest not incurred for business/investment is nondeductible “personal interest”

· Policy: provides an incentive to consume rather than to save?

· §221 - Student loans deductible up to $2500 for higher education expenses

· Taxes

· §164 – state and local income and real property taxes deductible.  User fees, etc not deductible
· §164(a)(2) – motor vehicle fee is a deductible personal property tax

· §164(b)(5) – can elect to take deduction for state and local sales taxes in lieu of a deduction for state/local income taxes

· deduction applicable only to taxes owed by taxpayer – if you pay someone else’s portion of their property tax as cost of purchase, not deductible, but you include it in your basis.  The person whose tax you paid must include it in the amount realized, but they can also take a §164 deduction for that amount.
· §164 Personal Deduction for state/local taxes are itemized deductions (below the line).  But taxes incurred in business or in production of income are deductible under §162 or §212 in calculation of AGI (above the line).

· §164(b)(5) – you can elect to take a deduction for the greater of:

· state and local sales taxes, or

· state and local income taxes

· Personal Exemptions

· §151 - $2900 (2001) deduction.  §151(e) gives exemptions for each qualified dependent.
· Earned Income Credit (§32)
· Unlike deductions and exclusions, which reduce taxable income, these reduce tax liability on a dollar for dollar basis.

· Credit percentage: eligible TP’s earned income up to the earned amount.  For 2004, 40% if 2 children.  Earned income amount for 2 children is: $10,750, so maximum credit for 2 children is $4300 (40% x $10,750)
· Results in high effective tax rate, because if you want to give earners of $15K a credit, but stop at $25K, you must reduce benefits for each dollar earned between $15K and $25K.
MIXED BUSINESS AND PERSONAL EXPENDITURES
Miscellaneous Itemized Deductions, Hobby Losses, Passive Activity Losses, Limit on Investment Interest
· Business Outlays

· §262 – no deduction for personal, living, or family expenses

· §162(a) – deduction for “ordinary and necessary expenses paid or incurred…in carrying on a trade or business.”

· §212 – deductions for expenses of generating income from sources other than a trade/business (deduct fees paid to investment advisors, subscription to WSJ for a private investor)

· §67 – limits §162 (for employees only) and §212 deductions to only that which exceeds 2% of AGI.  Thus, self-employed salesperson not limited by §67, but employee of law firm is.  Pertains to deductions for un-reimbursed employee business expenses and investment-related expenses
· Above the line deductions – when business expenses incurred by non-employee (partner of firm), subtracted from gross income to determine AGI, no §67.  (may be taken even if TP does not itemize)
· Below the line deductions – if expenses incurred by employee (associate at firm) and not reimbursed by employer, subtracted from AGI to determine taxable income, subject to §67
· Note: b/c of §67, unreimbursed employee expenses are treated less favorably than for non-employees (who enjoy full deductibility, and above the line)

· Reimbursed employee business expenses treated like non-employee business expenses – above the line, not subject to §67 (to extent the reimbursement doesn’t cover the expense).  If amount reimbursed = expense, employee should disregard the reimbursement (no income) and the business expense. 1.162-17(b)
· Hobby Expenses
· §183 – distinguishes between activities “not engaged in for profit” and those which are.  If for profit, no effect of §183.  If not for profit, expenses deductible only to the extent that gross income from activity exceeds deductions that are permitted without regard to whether activity was profit-motivated
· prevents taxpayers from using hobby losses to shield income

· §183(d) – rebuttable presumption of for-profit if, in 3 out of 5 consecutive years activity earns a profit.  If horse breeding, rule is 2 / 7

· Determination: whether taxpayer engaged in activity for purpose of making a profit, not whether, objectively it was likely to make profit.

· Regulation §1.183-2(b)’s nine factors:

· Business like manner, accurate records; degree of preparation (study, expert consultation); time and effort expended; likelihood that assets will appreciate; success or failure in similar activities; history of income/losses in activity; amount of occasional profits; financial status of taxpayer; degree to which activity is recreational or for personal pleasure

· Passive Activity Losses (§469)
· Destroys deferral benefit of tax shelters by disallowing deductions from shelter until income from the shelter is realized
· Passive activity losses – from a trade/business in which taxpayer did not “materially participate” (must be regular, continuous, and substantial (§469(h)).  Rental activity is passive.  
· Passive losses from one investment may be used to offset passive income from another investment, and net passive losses may be carried forward indefinitely and deducted when investment that generates the loss is sold, but passive losses can’t be used to offset other income from non-passive investments or “portfolio income.”

· §469(g) – when taxpayer ultimately disposes of entire interest in passive activity, taxpayer can deduct remaining losses from that activity that were carried forward from earlier years.

· Exception - Individuals engaged in rental activity can deduct up to $25K annually.  Phased out once AGI > $100K, at 50% for each above $100K.

· Limit on deduction of investment interest

· §163(d) – amount allowed as a deduction for investment interest (interest on indebtedness allocable to property held for investment, not in ordinary course of a trade, usually involves interest, dividends, annuities, royalties, etc) shall not exceed net investment income (non-capital gain income from all portfolio investments).
· E.g – money borrowed to buy stocks.  $500 borrowed, $50 interest, appreciates $50 to $550.  if we allow deduction, then $50 deduction although actually a gain.

· Designed to prevent misstatement of income and mismatching of items of income and expense, both of which can arise from using borrowed funds to invest in property that is expected to appreciate (sheltering).

· NOTE: when you have $10 in investment interest, and $15 in capital gain that year, you can only deduct the $10 against the $15 if you do not elect capital gain preferential treatment on the $15.  If you do select, you can’t deduct the interest expense.

· NOTE: if you can’t deduct in one year, the remainder carries over to the next.

Home Offices, House Rentals, Listed Property
· House Rentals
· §280A – meant to deal with abuses of allowing rental property deductions of homes actually lived in by owners for part of year.  Applies when taxpayer uses property for “personal purposes.”
· §280A(c)(5) - deductions for expenses of the dwelling are sum of (i) non-profit-motivated expenses (property tax, home mortgage interest) + “profit-motivated expenses” x (Number of Rental Days) / (Total Number of Days Used by Tenant or Owner)

· Mortgage interest only deductible as non-profit-motivated expense if it is a qualified residence.  Second home is qualified if TP uses it for personal reasons for the greater of 14 days or 10% of days during year that home is rented.  So if house not qualified, and $3000 mortgage interest, allocate to rental v. personal just like you would other profit-motivated expenses.

· Under §62(a), non-profit-motivated allocated to rental, non-rental.  That portion which is rental is above the line, and remainder is below line.

· Special rule in §280A(g) – if during year TP uses dwelling as residence and rents for < 15 days, not allowed to deduct any of the expenses of the dwelling other than non-profit-motivated expenses.  I.e., disallows TP deductions for profit-motivated expenses.  On flip side, does not have to include in income rent paid by the short-term tenant.
· §280A(c)(5) – if TP rents dwelling and uses it as residence (14 days or 10% of rented days), deductions for profit-motivated expenses limited to (i) gross income from rental of dwelling minus (ii) non-profit-motivated expenses allocable to rental use of dwelling (under either formula)
· Don’t forget §183(b) limits deductions to income from activity if it is an activity not engaged in for profit (always loses money, e.g.)
· Don’t forget §469 PAL rules (rental activity though may recognize up to $25K annually, but phased out after income exceeds $100K, see Handout #18)
· Home Offices

· §280A(c)(1) allows deduction on home office only if:
· used exclusively on a regular basis

· as “principal place of business” for trade/business of TP, 

· as a place of business used by patients, clients, or customers (clients/patients must be physically present), or 

· in connection with TP’s business if in a separate structure not attached to TP’s home.

· ** if an employee (not self-employed), only allowed this deduction if use is for “convenience of the employer.”

· Moller – investing is not a “trade or business,” although trading would be.

· Soliman – determination of whether a “principal place of business” requires considering: relative importance of activities performed in each of TP’s places of businesses, and amount of time spent at each place.  Great weight given to place of business where TP delivers goods/services.  Anesthesiologist who spent 10 hours at home not deductible

· Congress responds by saying principal place of business if exclusively and regularly used to conduct substantial admin or management activities for a trade/business of TP and TP does not conduct this substantial activity at any other location.  So anesthesiologist would have gotten deduction here.
· §280A(c)(5) – deductions here limited to gross income derived from the use of the office less deductions allowed for non-profit-motivated expenses (property taxes and deductible qualified residence interest)

· Henderson – office decoration only deductible if sufficient nexus between expenses and the “carrying on” of trade.  Otherwise, non-deductible §262.

· Listed Property

· Limits deductions for property especially subject to abuse.

· §280F(d)(4) – includes home computers, cars, cell phones, any property generally used for entertainment or recreation.
· If TP doesn’t use property for business more than 50% of time, depreciation deduction for portion of cost allocable to business use is not eligible for accelerated depreciation (only straight-line)

· §280F(d)(3) – use of listed property by employee (rather than self-employed) NOT eligible for depreciation, unless required as condition of employment and for convenience of employer.
Travel and Entertainment Expenses
· Under §162, allowed to deduct “ordinary and necessary” business expenses
· Travel/entertainment have inherent element of personal consumption and subject to abuse.

· §162(a)(2) test: for travel expenses 

· travel expenses are reasonable and appropriate

· incurred while away from home (must be away overnight)

· motivated by exigencies of taxpayer’s business, not personal preferences

· Hantzis – law student could not deduct costs of NYC living over summer.  Boston was where school was, so NYC was her business “home” so commute costs not deductible.  Also, chose to live in Boston for personal reasons.

· §274(a) – costs of business entertainment/recreation, including meals, may be deducted only if:
· item was “directly related to” active conduct of TP’s trade/business (as opposed to creation of goodwill)

· item preceded or followed by “substantial and bona fide business discussion” and was “associated” with trade/business.

· §274(a)(3) – no deduction for membership dues in any club organized for business, pleasure, recreation, or other social purpose.
· §274(e) exceptions to §274(a), deductions not limited for expenses associated with bona fide business meetings of employees, stockholders, partners, directors.  Business meeting held primarily for social purposes is not bona fide.
· Moss – daily lunch for law firm not “ordinary and necessary” b/c not necessary to coordinate such a small number of partners.

· §274(n) – deductions for meal and entertainment expenses limited to 50% of amount spent.

· §274(l) – Except for certain charity sports events, deductions for entertainment tickets are limited to face value of tickets, skybox costs limited to non-luxury boxes.

· §274(c)
· domestic travel: if primary purpose (need not be exactly >50%) is business-related, entire amount is deducted except for additional costs for personal component

· foreign: if exceeds one week, if >25% of time is personal, all costs of trip must be allocated between personal and business.

· Example – NY -> Alaska business trip, 1 week personal, 1 week business, can deduct all airfare, and lodging meals for business week.  If going to Paris, meals and lodging half/half, but airfare only half deductible

· §274(h) – convention outside of North America not deductible unless can show that it was reasonable to hold it outside of the continent.
· §274(d) – substantiation requirement for all expenses – adequate records
Child Care and Commuting Expenses
· Child Care

· §21 – allowed credit for certain household and dependent care services incurred to enable the taxpayer to work
· if household has one or more qualified individuals, TP allowed credit in amount equal to applicable percentage of employment related expenses
· “qualifying individual” – dependent under age 13 or incapable spouse/dependent

· “employment related expenses” – only if incurred to enable TP to work.  Limited to $3K if 1 QI, $6K if 2 or more QI in household.  Cannot exceed earned income of TP, or lesser of earned income of TP or TP’s spouse.

· “applicable percentage” – 35%, but reduced by 1% for each $2K by which TP’s AGI exceeds $15K (cannot be reduced below 20%).  So if AGI=$29.5K, it exceeds $15K by $14.5K, so 8 “points” so 35-8=27%.  Note, applicable percentage of anyone with AGI>$43% = 20%
· §129 – exclusion for employee child care expenses reimbursed by employer pursuant to a written “dependent care assistance program.”  Amount excluded limited to $5K a year.

· The amount excluded from income should not exceed:
· If single parent, earned income of parent

· If married, lesser of:

· Earned income of the employee

· Earned income of spouse (if student, judged to have $3K income)

· Note: any amount excluded here reduces employment related expenses that may be taken into account for computing §21 credit.

· Commuting Expenses

· §162(a)(2) – allows deduction of “business expenses incurred while away from home in the pursuit of a trade or business”

· Commuting costs thought to result from TP’s personal choice of where to live and generally treated as non-deductible personal expenditures.
· However, basic policy for deduction is that individual traveling on business incurs higher expenses than an ordinary individual

· If TP has regular work location but takes temporary assignment at different location, can deduct costs of traveling to and fro
· Costs of meals and lodgings (except those which are extravagant) incurred during a period of temporary reassignment are deductible (below the line)
· “Temporary” – a stay whose termination is foreseeable within a reasonably brief period not to exceed one year.

· Note that meals are still subject to 274(n) 50% exception

· Also, if “away from home” – costs of commuting, lodging, and meals are deductible if required by TP’s business.

· TP with no “home” cannot be “away from home.”
Clothing, Legal, Educational and Job-Seeking Expenses
· Clothing Expenses

· Employee allowed to take itemized deduction for un-reimbursed cost of clothing worn exclusively at work if following conditions apply…
· Pevsner – taxpayer had to wear Yves-St. Laurent clothes to work.  Rule governing deductibility of clothing as business expense:

1. clothing is of a type specifically required as a condition of employment]

2. not adaptable to general usage as ordinary clothing, and
3. it is not so worn



this is an objective test, not judged subjectively “in light of the taxpayer’s 


lifestyle” – promotes substantial fairness among greatest # of taxpayers
· Legal Expenses
· One may deduct legal fees that are incurred in a trade or business or related to the production of income.
· Gilmore – husband claimed deduction under §212 conservation of property for production of income, for legal expenses of successful resistance of wife’s claim to assets during divorce.  Holding – no deduction allowed
· “conservation of property” refers to operations performed w.r.t. property itself, such as safeguard or upkeep, rather than taxpayer’s retention of ownership in it.
· “legal expenses do not become deductible merely b/c they are paid for services which relieve a taxpayer of liability … it would mean that the expense of defending almost any claim would be deductible…”
· RULE: “origin of the claim” test: The principle we derive is that characterization, as “business” or “personal” of the litigation costs of resisting a claim depends on whether or not the claim arises in connection with the taxpayer’s profit-seeking activities.  It does not depend on the consequences that might result to a taxpayer’s income-producing property from a failure to defeat the claim.  
· Also, cannot add expenses to basis in a sale

· Criminal defense – Accardo was acquitted of racketeering, so could not put legal defense bill as a business expense, b/c not related to his business.  Paradox, since the guilty defendants could deduct.

· Deductible - Legal fees that are incurred in a trade or business or related to the production of income.  Business context fees must be capitalized (added to basis and deducted over time), if incurred in connection with acquisition of property with useful life > 1 year.

· §212(3) – deduction allowed for expenses incurred “in connection with the determination, collection, or refund of any tax.”
· Education Expenses

· Carroll – cop tries to deduct cost of Philosophy courses under §162(a) as an expense “relative to improving job skills to maintain his position as a detective.”
· Reg 1.162-5: objective standard: must justify deduction as:

· “maintaining or improving skills required by him in his employment”, or 
· meets express requirements of employer, or legal requirements imposed by law/regulations as a condition of doing work performed by TP

· Holding: these courses were unrelated to police duties.  General college education not deductible – only a “personal expense.”
· No deduction for expenses to meet minimum education requirements of a new trade or business

· Educational travel – §274(m)(2) disallows deductions for travel as a form of education.
· Job-seeking Expenses

· Expenses incurred in the course of a general search for or preliminary investigation of a business or investment include expenses related to decisions on whether to enter a transaction and which transaction to enter.  These are personal expenses and not deductible under §165.

· Expenses when you enter a new trade/business not deductible

DEDUCTIONS FOR THE COST OF EARNING INCOME
Deductible Business Expenses v. Non-deductible Capital Outlays, Start-up costs
· §263
· current expenses are deductible in the year in which they are incurred

· business expenses for an asset with useful life > 1 year must be capitalized.

· Objective: accurately reflect TP’s true income for each year by matching an expense with the income to which it relates.

· Example: Xerox machine useable for many years must be capitalized

· INDOPCO – capitalization is required if an expense produces a long-term benefit even if the expense does not create a separate asset.  Here, investment banking and legal fees in connection with friendly takeover produced significant long-term benefits

· §263A – uniform capitalization (UNICAP) rules:

· applies to manufacturers, wholesalers, retailers, and any other TP’s who produce/acquire real or tangible property for sale to customers

· but only if annual gross receipts > $10 million

· otherwise deductible business expenses which are incurred in producing a long-term asset/benefit.

· “tangible property” includes books, films, sound recordings

· applies to TP who acquires personal property for resale only if average annual gross sales over three year period exceeds $10M

· Exception: does not apply to freelance authors, photographers, artists

· Exception: does not apply to general business planning costs, R&D costs, and advertising costs 

· Rules apply to “direct costs” of producing and selling goods, and the portion of “indirect costs” allocable to the goods sold

· Direct costs – cost of materials and wages of employees who produce/sell goods
· Indirect costs – costs of repair/maintenance of equipment/facilities; utility costs; rent on equipment, land, facilities; indirect labor costs, warehousing costs, etc.

· Policy Note: Courts try to weigh long term benefits of the expenditure v. the degree to which the expenses are routine.  PNC case – although loan processing costs had future benefits, these were less pertinent than the fact that the costs were a routine part of every day business of the bank.

· Repairs

· Repairs are: 

· deducted currently (preferred by TP’s) if 

· they “neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition.”

· Example (restoring property damage)

· capital expenditures if:
· “in the nature of replacements that appreciably prolong the life of the property.”

· Example (large remodeling/rehabilitation plan)

· Note: costs of repairing machinery used to produce goods for resale must be capitalized and recovered as part of the cost of goods sold. Reg. 1.263A-1(e)(3)(ii)(O)

· Midland Empire: oil leaked in and $5K spent to line the walls.  Held: repair and currently deductible, not a capital improvement, allowed business to keep doing what it was doing

· Mt. Morris – no current deduction for drainage system to stop run-off to nearby land, caused by clearing land during construction of the theater.

· Rule: if cost is foreseeable at time of construction, it is capitalized.

· Test for determining whether the expenditures increase the value of the property is to compare the status of the asset after the expenditure with the status of the asset before the condition arose that necessitated the expenditure.  Ex: soil remediation and ongoing groundwater treatment do not result in improvements which increase the value of property because they merely restore soil/water to their condition before the contamination occurred.  However, constructed groundwater treatment facilities have a useful life substantially beyond one year and should be capitalized.
Business Losses, Bad Debts, Inventory Accounting, Sale vs. Lease
· Business Losses (§165)

· Typically result from dispositions of property
· For individuals, limited to losses incurred in trade/business, or in connection with “any transaction entered into for profit,” and to losses from casualty or theft.

· Measured  by difference between FMV before and after, but capped at basis

· Gervitz – TP bought land to build apartment building, changed mind and built big house, later vacated the house … deductible business loss?  No, she had abandoned her original commercial purpose when she built the residence.

· Chop off first $100 just like in casualty losses

· §267  - losses, expenses with respect to related parties:

· no loss recognized in transactions between relatives, controlling SH and his corporation, grantor and fiduciary of trust, etc.

· loss only comes in at a later sale

· Example: sale of property w/ basis $200K to your closely held company, FMV now $190K.

· No loss of $10K allowable.  Company gets basis of $190K and if it sells for $180K, loss is $10K

· But if company later sells for $210K, the gain is $10K, not $20K, b/c loss is only disallowed until a sale (Handout #22)
· Bad Debts (§166)
· Business debts – deducted when it becomes wholly worthless, or when partially worthless.
· Individual: only permitted when wholly worthless.  Treated as a short-term capital loss, so only available as an offset against capital gains plus $3K of ordinary income per year.

· Loans to controlled corporations by controller are seen as non-business

· Sale v. Lease

· Starr’s Estate – lease of fire sprinkler was deemed to really be a sale.  Factors: useful life extended far beyond term, amount of “rent” in later years was nominal, unlikely they would ever retrieve the system.  Required to capitalize the cost of the property instead of deducting the payments.  Less favorable to TP, they wanted deductions for payments, since useful life was long and this would lead to low yearly depreciation.
· TP could deduct, per year, implied yearly interest plus implied purchase cost / useful life 

· Inventory Accounting
· Idea: match income with expense of producing the income
· Regulation §1.471-1 requires TP to use inventories if:
· TP produces, purchases, or sells merchandise and
· Production, purchase, or sale of such merchandise is an income-producing factor
· Example: undertaker, for whom 15% of package price included casket, had to use inventories to account for sales, b/c caskets were merchandise and sale of caskets was income-producing factor in the business
· TP must use accrual method of accounting (not cash method) if they keep inventories
· For inventory seller, COST OF GOODS SOLD = OPENING INVENTORY + PURCHASES – CLOSING INVENTORY

· GROSS INCOME = GROSS RECEIPTS – COST OF GOODS SOLD
· Closing Inventory calculated using LIFO or FIFO.  Default is FIFO, must elect LIFO.
· FIFO
· Assumes items sold during year were the earliest items purchased.
· Can use “lower of cost or market” method to value the inventory (Default is cost)
· Effects:
·  if inventory prices have risen, “lower of cost or market” = cost, so no effect
· if inventory prices have declined, market value less than cost, so this reduces closing inventory, increasing cost of goods sold, reducing GI
· permits TP to anticipate a loss on inventory before it is sold
· LIFO
· Must use cost to determine closing inventory’s value
· Effect:
· In a period of rising inventory costs, decreases closing inventory, increasing cost of goods sold, decreasing GI (better than FIFO)
· However, you must use one method for both inventories and for financial accounting, so you may want to show high GI to shareholders.
Ordinary and Necessary Business Expenses, Public Policy Limitations, Golden Parachutes, Depreciation, §1245 Recapture
· “Ordinary and Necessary”
· Gilliam- insanity causes painter to attack airplane passenger.  Are legal fees deductible?  Holding: no, not ordinary to engage in such altercations, also, unlike Dancer, activities giving rise to Gilliam’s expenses were not activities directly in the conduct of his trades or business.

· Implication: if expenses are not related to trade/business, it’s deductible as long as activity giving rise to it was related.

· Lawyer paying up on behalf of client?

· Friedman – deduction denied b/c payment was “voluntary”

· Pepper – deduction allowed b/c expenditures were made to protect or promote business.

· Public Policy Limitations
· §162(f) – no deduction for fines or penalties paid to government for violation of any law
· §162(c) – no deduction for bribes of government employee or foreign government.  No deductions for kickbacks, rebates, or bribes by physicians and suppliers in connection with Medicare/Medicaid regardless of whether the payment is illegal.  No deduction for illegal payments to non-governmental employees “but only if the law is generally enforced.”

· §162(g) – no deduction for 2/3 punitive portion of damages for criminal violations of antitrust laws.

· Normally, tax credit for foreign taxes paid, but if paid to disfavored nation, only a deduction is allowed.

· Stephens – taxpayer embezzled $530K and deducted the amount.  Should he allowed to deduct it later when he makes restitution payment after lawsuit?  Holding: it was deductible.

· Deductions under §165 (loss from transactions entered into for profit though not connected with trade/business) are disallowed when “allowance of a deduction would frustrate sharply defined national or state policies proscribing particular types of conduct…test of nondeductibility is the severity and immediacy of the frustration resulting from allowance of the deduction.”

· The policies frustrated must be national or state policies evidenced by some governmental declaration of them.
· Here, the restitution was more compensatory than punitive (not a fine), and also, payment was made to Raytheon, not a government.

· Depreciation

· Generally, designed to overstate the decline in value of business property, and in so doing, understate taxable income – to encourage business investment, deal with difficulty of estimating asset worth
· Property which does not have a limited life, which does not produce income is not depreciable (land, valuable artwork, e.g.)

· §1016(a)(2) – basis is reduced if depreciation allowable, even if deduction not taken.

· Declining balance method – determine straightline percentage and increase by specified factor.  For 200% method – take asset costing $10K, 10 year life, under straightline, yearly 10%, so here 20%.  First year, $2K deduction.  Second year, 20% of $8K=$1600 deduction.  Next year, 20% of $6400, so $1280 deduction, etc…

· Economic balance method is more accurate – but produces depreciation deductions which are back-loaded, starting out low and increasing over time (for investments that produce a level stream of income).  This is disfavored, the accelerated method is better for TP’s.

· Recapture – Tractor bought for $10K, deducted to basis of $4K, sold for $11K – sale results in $6K ordinary income, and $1K capital gain.  This applies to personal property like tractors, other equipment and machinery
· Tax depreciation no longer intended to mirror economic depreciation

· Personal property – 200% declining balance for 2, 5, 7, and 10 yr. property, 150% method for 15 and 20 year, shifting to straightline when that produces larger deductions.

· Real property: 27.5 years for residential rental, and 39 years for other real property.  Straightline deduction.  First year deduction prorated according to number of months during which property was in service.

· §197 (Goodwill and intangibles) – 15 year amortization for intangibles including goodwill, going concern value, value of work force in place, value of current relationships with customers or suppliers – provided the  assets are acquired by purchase rather than self-created.  Also applies to patents, copyrights, films, etc.  

· Example: restaurant bought for $2M, tangible assets of only $500K, the $1.5M is deductible over 15 years.

· Intangible Drilling Costs

· Original method was cost depletion – if cost of property were $100K and 100K tons recoverable, deplete $1/ton.
· Now – percentage depletion (§613), ignores taxpayer’s cost and number of recoverable unit.  A percentage of gross income simply written off.  No estimate of units to be recovered b/c this is a wild guess often.  Lobbying power of mineral/oil groups which allow some minerals to be 22%.

· Limited to 50% of taxable income from property.  So if $100K sulfur sold, costs of $90K, depletion % of 22% = $22K, but limited to only 50% of $10K, which is the taxable income.

· §179– that which can be “expensed,” rather than “depreciated” 
· §179 property includes depreciable tangible personal property

· can deduct up to $100K

· phase-out of $1 for each $1 above $400K of §179 property which TP has in service, so if total of $450K of §179 property, can deduct $100K - $50K = $50K.
· ** Depreciation begins when the property is put in service!

· §1245 Recapture

· recharacterizes capital gain from the sale of a depreciable asset (other than real property) as ordinary income, to the extent of prior depreciation on the asset sold.
· On the sale of 1245 property, TP includes as ordinary income, the less of:

· The gain recognized on the sale of the asset, or

· Prior depreciation taken on the asset sold

· Example: Car bought for $10K, depreciated down to $0

· Sold for $2K

· Ordinary income of $2K – this is “excess depreciation” recharacterized

· Sold for $13K

· $10K ordinary income, $3K capital gain

INCOME SPLITTING
Taxing Individuals vs. Taxing Couples or Families
· progressive rate structure encourages high-income individuals to shift income to low-bracket family members.
· Early cases

· Lucas v. Earl – despite contract splitting all property between husband and wife, husband taxable at rate of his full income.  Here the fruits were “attributed to a different tree from that on which they grew,” and this could not stand.
· Poe v. Seaborn – in WA, a community property state, attributing half of husband’s income to wife was ok, since she had legal title to it anyway.  Unlike Earl, where the income would have belonged to husband absent the K, here the earnings were always community-owned.
· Response to geographical tax advantage to community property states

· Married incomes in all states can file joint returns and compute the total tax by first computing a tax on half of the total and then doubling the amount, thereby providing two starts at the bottom of the rate structure.

· This reduced tax for all but the very unusual family where both spouses earned the same amount

· Congress responded by reducing rates for singles, and this reduced the relative advantage of marriage

· Armantrout – educational trust amounts received directly by children of key employees.  taxable to parent?
· Yes, “a TP may not avoid taxation by entering into an anticipatory assignment of income; to allow petitioners to enter into such an arrangement through the back door simply by allowing the employer to make the necessary arrangements would be highly anomalous and inconstant with the rationale of Lucas v. Earl.  We can only conclude that the arrangement provided petitioners with additional and deferred comp and should have been so reported; the plan was, in effect, a clever and skillfully designed arrangement which cannot be given effect for tax purposes.”

· Note that an agent (lawyer or apartment manager, e.g.), who receives funds and turns them over to the boss is not taxed on all the income
Kiddie Tax, Transferring Property v. Income Generated by Property, Income Shifting
· Ability to shift income to children limited to §1(g), which taxes unearned income of children under age 14 at their parents’ rate (kiddie tax)

· horizontal interest means it extends as far in time as the donor’s remaining interest in property.  This income is properly shifted to donee.  Blair.
· Vertical or carved out interest means there is a reversion, and in this case, this is viewed as maintaining control over the property, and income is still taxed to donor.  Helvering v. Horst.
· General rules:

· personal service income cannot be shifted (except for imputed income from performance of gratuitous services (volunteering at Red Cross)).

· Income from property can be shifted provided there is a complete transfer of the income-producing property, and donee does not receive a carved-out or vertical interest.

· The transfer of tangible self-created property is seen as the transfer of property rather than services and is effective to shift income from the property to the transferee (sculpture given by artist to mom and sold by mom is seen as property of mom at time of sale)

· Rule: you can shift income by transferring property to donee prior to the sale, BUT the terms of the sale agreement should not have been agreed upon.  If terms already agreed to, and then you transfer to son and son sells, you’re going to be taxed.

· Helvering v. Eubank – assignments of personal service income (attributable to past or future earnings) do NOT shift the tax levied upon that income.  The mere power to collect commissions, which was all assignee had received from assignor, was insufficient to shift the income to the assignee for tax purposes.  Refused to accept the premise that personal service become “property” which can be shifted by gratuitous assignment.
· Rule different for assignment of copyright/patent royalties.  A subsequent gift of royalty contract is seen as “property” that is assignable rather than a mere personal service claim.  So Eubank doesn’t apply and a contract derived from IP transfer is not “property,” and is thus taxable to donee.  Heim.

· Family Partnerships

· Under §704(e) – partner in partnership in which capital is a material income-producing factor is free to give some or all of interest in partnership to a family member.  Family member, not donor, will be taxed on income attributable to the interest.  So parent who owns hotel can give interest to child and child will be taxed on his own income.  However, if lawyer gives newborn interest in law partnership in hopes of shifting income, this doesn’t work, because it is income from services, rather than property, that TP is trying to shift – capital is not a material income-producing factor in a law partnership.

· Caveat – donor must receive reasonable compensation for services rendered to partnership.  Someone cannot retain voting rights or other indicia of ownership with respect to the interest and succeed in shifting income from that interest via a putative transfer.
CAPITAL GAINS & LOSSES
Computation, Policy Arguments, §1231 Assets
· Capital gain grouped into:

· short term (< 1 year), taxed at ordinary income rates

· long term.  Taxed at the §1(h) preferential rates
· §1222 netting of capital gains/losses (applies to all capital losses / gains)
· if the result of netting gains and losses is a net gain, the gain is taxed at favorable rates

· if the result is a loss, the loss may be used to offset up to $3K of ordinary income (may carry forward and deduct $3K in successive year)
· corporations are not allowed to deduct capital losses in excess of capital gains (§1211).  They are also not granted capital gain preferences.  But can carry the excess capital loss back 3 years and fwd 5 years.

· §1221 Capital Assets: all “property” except (exceptions meant to deny capital gain treatment for ordinary gains/losses from operating a trade/business):
· Inventory of a business or “stock in trade,” 
· real property used in business (but subject to favorable 1231, which allows capital gains for gains and ordinary losses for losses),
· copyrights held by creators,

· accounts receivable

· US government publication sold by Congressman?

· §1231 - An exception to 1221 - The real or depreciable property (often real estate) held in a trade or business which is excluded from the category of capital assets is characterized as §1231 property, if held for more than one year.

· Important for corporations and businesses since it applies to virtually all non-inventory property

· If 1231 net gain on sales and exchanges, the gains and losses are capital

· If 1231 net loss, the gains and losses are ordinary.

· This is favorable – adopted during WWII

· But note: if in a given year TP recognizes a net 1231 gain, but has taken an ordinary deduction for a net 1231 loss within the last five years, the prior ordinary loss deduction is recaptured by recharacterizing that portion of the net 1231 gain in the current year as ordinary.

· Example: Sell business building for $50K loss in year 1. Sell truck for $10K gain year 2. No capital gain treatment in year 2, instead $50K ordinary loss in Y1, 10K ordinary gain in year 2.

· Justifications for favorable treatment of capital gain:
· Lock-in: reluctance to sell otherwise useful asset b/c of tax consequences.  Leads to immobility of capital and inefficient uses of capital, with assets not being used by those who will put them to best use.
· Alleviation of Bunching 

· Inflation: favorable CG treatment mitigates possible unfairness of taxing gains that are attributable to inflation and are not therefore “real” gains.`
· General incentive to saving, investment, and economic growth.

· Incentive to new industries that tend to generate capital gain

· Unfavorable treatment of capital losses

· Discourages capital investment, especially in new, innovative, and risky activities

· Some argue:

· Necessary to prevent manipulation of recognition of gains/losses to recognize “false” losses (buy one asset going up w/ inflation, one going down, keep the one going up and sell the one going down to get a tax loss)

· “if you want to recognize your losses, you should also recognize a similar amount of gains.”

Capital Asset Definition
· Note: business want losses to be categorized as ordinary (non-capital, non 1221 asset), b/c these losses are unlimited.  Businesses are not treated differently on capital gain from ordinary gain, though.
· ***You want here to distinguish between “business” purposes (non-capital) as distinguished from “investment” purposes (capital treatment)

· How to define whether an item is a 1221(a) asset and hence subject to ordinary (non-capital) gain/loss?  Factors that point toward inclusion in 1221 as a “property held primarily for the sale to customers in the ordinary course of a trade or business” include
· Frequent or numerous sales

· Significant improvements

· Brokerage activities

· Advertising

· Purchase and retention of property with a goal to short-term resale, and

· Importance of the activity in relation to the taxpayer’s other activities and sources of income

· Van Suetendael – individual stock trading, no matter how frequent or central to one’s livelihood, does not generate ordinary income or loss.  Normally securities sales conducted by entities such as commercial brokerages will generate ordinary income/loss under 1221(a)
· Question – business assets such as securities, leases, franchises, trade-names, good will, other intangibles which don’t fit neatly into inventory or of real/depreciable property, but which may be source of gain/loss – is this “property” within §1221 and thus subject to ordinary non-capital treatment?

· Answer: “business purpose” test from Corn Products:

· if property is acquired for a purpose integral to TP’s business (here, net proceeds from hedging transactions), it is excepted from capital asset definition and treated as ordinary gain/loss.

· Usually applied to stock or other securities acquired to achieve a business goal
· Critics: Corn Products provides too many exceptions and allows too many things to be treated as ordinary, non-capital loss just because they have business purpose.  Better test would be to see if they were a substitute for inventory or something else in the 1221 exceptions list.
· Response in Arkansas Best – disapproved of expansive interpretation of Corn Products.  Corn Products did not create a “general exemption from capital-asset status for assets acquired for business purposes,” only when it is an application of 1221’s inventory exception.
· New test: whether the loss was in some way a surrogate or substitute for a business expense otherwise recognizable as an exception in 1221.
Contract Rights, Patents and Copyrights, Sale of a Business, Arrowsmith
· Contract Rights

· The sale of a right to income from property, for a limited period of time (carved out interest), does not constitute a sale or exchange of property, does not generate capital gain/loss, and does not allow TP to offset basis in the property against the amount received.

· Lake: assignment of oil payments for 3 years was ordinary income, not sale of a capital asset.

· Baker v. Commissioner – Insurance agent did not own a capital asset that he could sell to State Farm.  He did not receive the termination payment as payment for any asset.  Accordingly, the termination payment does not represent capital gain…To qualify as the sale of goodwill, the TP must demonstrate that he sold the business or a part of it, to which the goodwill attaches.  Here, he did not own and sell capital assets to State Farm, so he could not have sold goodwill.

· Selling the right to entire career earnings creates ordinary income, even though it does not fall within statutory exclusions from capital asset treatment. (legislative intent)

· General rule against recognizing capital gain from personal services (think back to income shifting), but exception when TP toils to create solely owned corporation and recognizes capital gain on sale of company.  Also, goodwill can get capital gain if inherent to non-corporate enterprise.
· Patents and copyrights

· §1235 – transfer of “all substantial rights” to a patent generates capital gain (or loss) to its creator.
· Long-term capital gain treatment from patent sale even if sold by inventor

· TP may treat amounts received upon sale of patent as capital gain if: TP not related to creator and not employer of creator, and TP acquired patent from creator prior to reduction to practice
· Copyrights – 1221(3) ensures no capital gain treatment for sale of an author’s own copyright.  However, if a person has bought the copyright and later sold it, this can be a capital gain.

· Sale of a Business

· If stock of an incorporated business is sold, this generates capital gain or loss, despite the fact that some portion of the rise/fall in value may be due to appreciation/depreciation of inventory, other non-capital assets.

· However, if sole proprietorship’s (unincorporated business) assets sold, this is treated as sale of each of the individual assets of a business, some capital, some not. (Williams v. McGowan)
· Arrowsmith – Court looks to whether a current transaction is connect to a prior one and tries to create symmetry of capital/ordinary treatment for related transactions.

