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I. GROSS INCOME

A.  Calculating Tax on Income

Observation:

Based on 2005 Tax Returns for Individuals: top 1% by income of filers had 21% of all the income in the United States

-Since assets are way more skewed toward wealthy than income -- no data on assets, but that number is likely much higher

-50% of filers had 12% of the income in the United States

(1) This is way of getting data out of tax returns

(2) May have something to do with ideas about progressivity of income tax & efforts (however minimal) to provide re-distribution of income

Problem (p. 3):

(a) What's gross income? $135,000 (§ 61: pay together is $130,000 + 5,000 from stock)

-When is gain "derived" from dealing in property?  Should you look up value of stock every time it goes up?

-What about $15,000 settlement? Statutory exclusion: § 104(a)(2): exclusion applies to "damages" received on account of personal physical injuries

-What about special benefit employer provides for employees?  Like if employer paid part of electric bill...is it "imputed income" - certain kinds of benefits that increase your consumption or net worth don't go through normal financial arrangement?

-If employer gives benefit to be compensatory, it's included in income unless it's excluded in the code (§ 132 - like parking)



-Valuation problem?  Employer gives a car -- how value it if it's not new?

-So what about parking?  John gets $1,200 to park at work -- Mary has to pay - assume Mary's isn't deductible or excludable in income (commuting costs are not deductible) - watch for those exclusions!

§ 132: first two promote public transportation (limit of $100/month), and then also for qualified parking ($175/month) - does that undermine first two?  Code not always consistent... probably go to different income classes

(b) Adjusted gross income? $133,000 (only above-the-line deduction is $2,000 for Mary's contribution to IRA) - adjustments that you get even if you claim standard deduction

§ 62(a)(1): get deduction if it's deduction attributable to trade or business carried on by taxpayer... (7) allows reduction for retirement savings -- encourage people to contribute to IRAs - put up to $2,000 into IRA and deduct from Gross Income - don't pay tax when in IRA until take out

-Still good cuz you'll be in lower tax bracket when taking $ out -- getting tax rate benefit by pushing income from high-earning years into retirement years - deferral
**When do you have to include an item in income -- when can you take a deduction?**


-The Rule of 72: Your money will double if the # of years x interest rate = 72

(c) Taxable income: $103,300 - AGI minus standard deduction and deduction for personal exemptions

-Which is greater -- standard deduction ($10,300) or itemized deduction? Itemized.

-2003: Because of discrepancy among states (TX), let taxpayers choose between state income or state sales tax to deduct

-Gross income - above-the-line IRA deduction - itemized qualified residence interest deduction (§ 163) - itemized state and local tax deduction - itemized charitable contribution - 4 personal exemptions (each head is allowed fixed $ amount as deduction) -- standard deduction + personal exemptions should not tax those below poverty line - number hasn't changed in 50 years except for inflation (calculate on basket of goods & services that everyone needs)

(d) Tax liability: 15,100 x 10% + 46,200 x 15% + 42,000 x 25% = 18,940

-Special rate in § 1(h) for net capital gains -- these have gains of $5,000 -- taxed at maximum of 15%

(e) Adjustments to tax liability: credits -- child care credit (§ 21) & child tax credit (§ 24)


-Most important credit is the amount of tax that's been withheld from wages

Phaseout:

§ 24: Credit of $1,000/kid but reduced by amount AGI exceeds threshold amounts - reduce by $50 for each $1,000 exceed $110,000 -- 23 x 50 = 1,150 -- oh well :-P

§ 21: Intended to provide credit for child care expenses necessary to help you work

-Emerges from ambiguity about child care when husband & wife are working -- is it personal expense or business expense?  Is it expense necessary to earning of income or necessary to take care of personal element in life?


Total tax: $18,440

...And that is why TurboTax is so popular... even for simple story, not simple to calculate amount owed in taxes

B.  Definitions of Income

Baseball...

What about the record-breaking baseball that you catch?  Do you have income at that point?


-Look at definitions of income: Income = Consumption +/- change in Savings

-Used to define income as: gain derived from capital, labor or both combined (Eisner v. Macomber)

-Think of it like stock?  Even if gain accrues near beginning, don't pay of taxes until you sell... but you haven't made an "investment" in the ball...

-If finder turns around and sells the ball -- what's his basis?  0 or price of ticket to ballgame?  Ticket gives him some rights: to sit in particular seat, gave him highly contingent right to keep any ball that comes into the stands...some portion of $50 ticket is basis of the ball.

-Haig-Simons definition: Income = Market value of rights exercised in consumption + change in value of store of property rights (here this has increased)

-Look at Regulations §1.61-14: income has other elements too -- someone paying for your taxes, getting settlement -- "Treasure trove constitutes gross income for the taxable year in which it is reduced to undisputed possession."


-"Treasure trove:" refers to Roman gold dug up in Britain

-Case: Caesarini - buys old piano, opens piano and finds $$ - court says that's income - different than buying old piano and discovering that it's unique old piano worth a lot -- only income when you sell it
Exclusions, Deductions and Credits

-Greater generosity with respect to exclusions than deductions

-Can always claim exclusions ( choose between itemized and standardized deduction

-Credit = DIRECT reduction of tax liability (others = indirect)


-Worth the same amount regardless of marginal tax rate

Deferral

-Can be just as good as credit if long enough time period (20 years – can get $1,000 by investing just $215 today – gives taxpayer 78.5% of what he’d realize if was never required to pay

Ability to Pay

-Is income best way to measure ability to pay?  Wealth may be unconstitutional & is definitely hard to measure (human capital)

-Suggestions to change to consumption tax ( but already very similar to consumption tax (deductions for contributions to IRA, no charge for investment earnings)

Tax Expenditures

-Just special tax provisions to acquire policy goals – revenue losses

-Deferrals are not, but “reduced rates” are

-Measure as compared to “normative income tax base” – but is there really a normative?


-Kind of like upside-down subsidies?  Rich get to keep more $ cuz in higher tax 
bracket – should change to credit?

Sources of Tax Law

-Regulation, Rulings and “Bluebook”

-Courts rarely overturn regulations instituted by Congress, often overturn rulings/procedures issued by IRS, IRS issues “private letter rulings” for a fee which can be relied upon, people often rely on “Bluebook” put out by Committee on Tax Regulation

-3 Courts: US District Court, Court of Federal Claims, U.S. Tax Court


Tax Court: An Article I court (judges not appointed for life)

-Has jurisdiction only for certain kinds of cases -- where taxpayers petition Tax Court after Commissioner has issued a notice -- can appeal to the Tax Court only if you have not paid your tax (others if you have) - rare to get hearing without paying first

-Appeals from Tax Court decisions go to Circuit Court based on residence of individuals -- similar cases can thus come out differently

Goulson Decision: Tax Court is bound to follow Circuit Court decision when appeal will go to that Circuit Court -- otherwise they're free
Average and Marginal Rates

-Are some cliff effects – child care credit, tax tables for low incomes

C.  Tax Expenditure Budget

-In 1967 Congress didn't want to admit how poorly Vietnam was going -- can raise taxes, but didn't want to do that and give it away -- so initiated spending cut of all discretionary spending (10%)

-If get subsidy directly from government taking 10% hit, but if get subsidy through tax law, continued on... there ought to be some way to dramatize difference between the 2 in political effect

-Surry thought: $1 received as subsidy from the government is same as $1 you don't have to pay in taxes (income tax should be income - things required to produce income and tax expenditures are outside that)

-So invented Tax Expenditure Budget -- he arrayed these subsidies in same format as regular expenditure budget for the government

-In 1974 Congress enacted major revision of government budgeting, included requirement that annual budget must contain Tax Expenditure Budget -- table shows revenue lost by each item by year


-Assumes "normal income tax" to compare -- is there really such a thing?

(1) Useful as a heuristic for looking at elements of past law and asking what justification is there for them & should we change/enhance them?

-But many limitations -- (1) hard to estimate how much tax you didn't pay by reason of a particular provision; (2) don't know what would happen if a provision was repealed (if got rid of mortgage interest deduction would people sell houses and become renters?) - NOT a dynamic reflection of provisions; (3) can't really cumulate all these numbers

-Ask yourself who $ is going to?  Should we give benefits for owning houses?  Not going to the poor... do we want to benefit middle class?  Could just say homeownership is wonderful and we want to encourage

(2) Tells us where tax base could be filled in because we're carrying out other social functions

D.  Why an Income Tax?

-Easiest way to measure ability to pay, most practical to measure...

-What other taxes could there be?

-Asset/Wealth tax: would be difficult to measure some aspects -- value of land, paintings, baseball cards -- we do value assets with estate tax

-Consumption tax: measure how much goods and services you're consuming -- retail sales tax is a consumption tax

-Most European countries have "value-added" tax - more complicated sales tax

Haig Simons:

Income = Consumption +/- Change in Savings

-So if take consumption and subtract savings = income -- keep tax, just give deductions for savings, and tax money you take out (IRA kind of like this)

-What about progressivity in the rates?  Does it make sense philosophically?

-You really have to believe that there is a declining marginal utility for additional money (for someone making $100,000/year next $1 is worth more than for person making $1,000,000/year -- so less pain in taking $1 from millionaire)

Commissioner v. Glenshaw Glass Co. (income not just derived from capital or labor)

-Pennsylvania corporation manufactures glass bottles & containers—engaged in litigation with Hartford-Empire Company which manufactures machinery for Glenshaw – demanded exemplary damages for fraud and treble damages for injury to business for violation of antitrust laws

-Antitrust laws are special -- you get treble damages - gives plaintiff real incentive to go after antitrust violator - gives antitrust defendant good reason not to get sued

-Dec. 1947 parties settled all litigation – Hartford paid $800,000 (Tax Court determined: 324,529.94 was punitive damages for fraud and antitrust violations – Glenshaw didn’t report - Tax Court agreed with taxpayer -- punitive damages NOT income)

-Court of Appeals affirmed, Supreme Court reverses

-Best argument of taxpayer: Not income!  Eisner v. Macomber: income is "gain derived from capital, from labor or from both combined" -- this Court says irrelevant

-What could court have said?  Say punitive damages are derived from capital -- there was a business, business was injured, this is derived from capital of business - or derived from labor of bringing lawsuit

Commissioner v. William Goldman Theaters, Inc. (source of income doesn't matter if not excluded)

-Corporation owned movie picture houses in PA sued Loew’s alleging violation of antitrust laws & seeking treble damages ( loss of profits of 125,000 and 250,000 punitive damages.

COURT: Punitive damages are just as taxable as compensatory damages -- "undeniable accession of wealth" (getting close to Haig-Simons definition)

-Congress’ intent in IRC was to tax all gains except those specially excluded


-Source of income DOES NOT matter

-Assume 50% tax rate: result in antitrust: treble damages -- if all income, have to give half to govn't in tax -- reduced to 1.5x damages award

-Taxed income v. Tax-fee leisure ( tax system creates positive externalities consumers can’t capture (taxed amount of income)

-Best tax doesn’t depend on choices of taxpayer

Cesarini v. US

-1957 plaintiffs purchased used piano for $15 – in 1964 while cleaning discovered $4,467 in old currency – reported on 1964 return, but later tried to allege overpaid & get $ back - in District Court (can get jury trial)

-Argued: (1) Not GI, (2) Due in 1957 ( not 1964, (3) Treasure trove should be treated as capital gains


-All rejected

COURT: Taxpayers not entitled to refund nor capital gains treatment

-When does title vest?  Use law of the state – Ohio- have "undisputed possession" when actually FIND – so not until 1964 -- looked at § 61 - treasure trove -- then look to state law to when possession is dispositive

-Test by asking what would happen if sold piano with $ in it -- wouldn't be able to get it back from next purchaser

-What about found jewelry or piano very valuable?


-Jewelry like income, valuable piano not income at time you bought it


-Why distinctions?  Richer in both cases by same amount

Regulation § 1.61-6

-In general gain realized on sale or exchange of property is included in gross income, unless excluded by law -- tangible and intangible items

-Gain is excess of amount realized over unrecovered cost or other basis for property sold or exchanged

-Gain or loss defined in § 1001: gain from sale of other disposition of property SHALL BE excess of amount realized therefrom over adjusted basis provided in section 1011 for determining gain, and loss shall be excess of adjusted basis 

provided for determining loss over amount realized

GAIN = EXCESS OF AMOUNT REALIZED - ADJUSTED BASIS
-Amount realized = sum of any money received plus fair market value of property (other than money) received

-Adjusted basis: basis determined under § 1012 adjusted as provided in 1016
-Basis = cost of such property

-When part of larger property is sold, cost or other basis of entire property shall be equitably apportioned among several parts

Hilife Problem:

-Bought 1000-acre lot for $20,000 a long time ago -- adjacent landowners have agreed to pay $30,000 for restriction limiting use of eastern 500 acres to recreational use


-If assume all acres are relatively similar, eastern 500 acre basis is $10,000

-How characterize $30,000?  Compensation for willingness to refrain from engaging in certain kinds of conduct -- all taxable -- done!

Two tracks: (1) Service, income track (not much to do with basis -- basis is about disposing property in transaction) OR

(2) Sale or other disposition - property right - easement: gain - adjusted basis (go back to original $10,000 and decide how much you paid for right to develop the land - now worth less)

-Reg. § 1.61-6: If sell "part" of property have to apportion basis

-Subdivide $10,000 in some sensible way to account for division of property into "easement" and "everything else" 

-Based on Inaja Land: Tax Court said too tough to make allocation -- let taxpayer say entire $10,000 was offset: 30,000 - 10,000 = gain today of 20,000

-Unusual and exceptional departure from Reg. 1.61-6 -- usually work hard to allocate original basis between two different kinds of things - selling v. retaining

-Once you use $10,000 as offset for easement, you've used up $10,000 as basis --> so if later sold for $100,000 --> ALL GAIN

E.  Accounting Period

-Usually calendar year for individuals – must pay tax if have positive income, but have backward-looking provisions

-Can offset net operating loss from 2 years ago and up to 20 years in future for businesses, but not individuals

-Flow of income in a business is not necessarily well-timed to 12-month period for which tax is assessed.  If had income in Years 1 & 3 & losses in Year 2, tax law makes account in § 172 - lets losses to be carried 2 years back and 20 years forward -- otherwise would be very unfair

-Flexibility in taxable-year concept, but still concerned to limit what can do on a year-by-year basis

Edward H. Clark v. Commissioner (receipt = replacement of already-taxed income)

-Underneath title has letters & numbers: 40 B.T.A. 333 -- volume and page in Board of Tax Appeals reports - acq. means Commissioner acquiesces - IRS won't legislate further

-Petitioner was married – hired tax consultant – filed joint return – IRS asked for $32,820.14 more -- error on part of tax counsel because he improperly deducted from income the total amount of losses sustained on sale of capital assets held for a period of more than 2 years instead of applying the statutory limitation required by § 101(b) of Revenue Act of 1932
-If hadn't made the mistake, he would've advised them to file separate return

( Would’ve been better off by 19,941.10 by filing separate returns – so tax preparer paid this after re-calculating tax on separate return basis – taxable? (Probably would've been sued otherwise)

-Today we have joint return system that's beneficial for married couples - combines income and taxes married couple at some rate in progressive structure

-In progressive rate system it would ordinarily be worse to file jointly than separately cuz income of husband would be taxed on top of income of wife & instead of starting at 0 -- but if one party had income and other party had deductions, could bring them together and it would be beneficial
-The reason it's not good advice in this case is because the types of losses were capital losses & statute restricted use of capital losses as offsetting ONLY capital gains & a smidgeon of ordinary income -- so couldn't use

-Commissioner says that's additional income!  Just like taxes paid for Clark by third party

-Old Colony Trust Co. -- employer pays income tax of executive employee - Commissioner says that's additional income

-Didn’t matter that $ was for taxes – was compensation for negligence, not capital or labor so not taxable -- Petitioner paid own taxes

-Cite many cases involving breach of promise to marry, personal injury... a little unclear what they're basing decision on to deny inclusion in income

-Merchants Loan & Trust: "derived from capital, from labor, or from both combined" -- here is not either

-Compensation for a loss which impaired petitioner's capital

-Petitioner's ability to invest?  What is $19,941.10 from attorney replacing?

-Make distinction between $ on which you have already paid your taxes & $ on which you have not already paid taxes

**Critical distinction here is between getting a receipt of $ that replaces already-taxed income, and getting a receipt of $ that replaces income yet to be taxed**

-Intimately tied up with idea of basis -- amount of gain is difference between receipts and investment (investment comes out of after-tax income)

"Tax Benefit Rule"

-If you have a loss of some sort, and you got a tax benefit by reason of deducting that outlay in a prior year and in a subsequent year you got a recovery of the amount you thought you had lost, recovery should be treated as income

-If you got no benefit out of outlay in prior year, recovery should not produce any income-inclusion -- just replacing capital

-Classic example: A lends B money, B doesn't pay -- A claims deduction on tax return for "bad debt" -- in another year, to A's surprise, B pays off the debt, A says "that's just re-payment of $ I laid out" - govn't says "No cuz you claimed a deduction for it & offset income -- now have to replace income with recovery"

-Ordinarily have taxable year conception of income - look at what happens in 12 month period to determine income -- in these cases you're peering around current taxable year to prior years not for purposes of changing income, but to guide as to character of what's happening in current year -- getting a receipt & have to characterize it -- look to prior years

Raytheon Production Corp. v. Commissioner (to characterize settlement look at underlying claim)

1st Circuit, 1944 - Mahoney

-Raytheon is result of series of tax free reorganizations – made tubes to be used for radios – companies started making licensing agreements – in 1927 RCA produced same type of rectification as Raytheon tube – Raytheon found it impossible to market its own tubes so licensed with RCA in exchange for waiving all claims against RCA for illegal acts (anti-trust violations - UNLESS others got $), but would still get $ if RCA settled with others

-RCA reimbursed others, Raytheon brought suit – Raytheon still had to pay $410,000 in royalties so settled for that much – 60,000 from also buying patents – Raytheon claimed didn’t have to pay taxes on the rest -- government disagreed

-Government says: $350,000 constituted income under Revenue Act of 1936 - LOST PROFITS - you didn't make a lot of $ you could've made -- this is to replace lost profits which are ordinary income

Court says: Could be loss of goodwill -- how does it determine that lost profits isn't right characterization?

-When you get settlement of a case, to characterize settlement, we have to look back to underlying claim -- what was Raytheon's underlying claim for which it settled $350,000?  NOTHING about lost profits -- spoke of "destruction of the business" - destruction of good will

GOOD WILL = discounted present value of the extra income a company thinks it can make because it's Coca-Cola rather than Fizz soda (intangible asset that represents extra earning power)

-Burned down building example: bought for $5,000 appreciated to $50,000 then burned down - if recover $50,000 then it's treated like selling stock - have $45,000 of gain

-Court: THAT'S what happened here -- you got paid for the destruction of your good will -- we can treat that just like sale of the good will

-Amount realized is $350,000 - adjusted basis (0) = whole amount

-Why no basis in the good will?  No cost basis since didn't "buy," but comes from somewhere -- advertising, etc. -- why doesn't that go into good will?  Because they've already deducted those costs as "costs of running a business"

(1) Court says: You guys have the burden of proving what your basis is -- there's absence of evidence as to basis so we can't ascertain so we'll treat as basis of 0

(2) Since we know you didn't buy the good will & expenses for creating were likely already deducted - probably don't have a basis even if we could search for it! (§ 1012: basis of property shall be the cost of such property)

**It's not lost profits, yes it's for an asset -- just intangible asset -- destruction of the asset should be treated like a sale or exchange & in sale or exchange we determine gain by amount realized - adjusted basis -- so show us you have some basis & we'll offset some, otherwise we won't**
II. GIFTS & BEQUESTS

Why shouldn't a gift be included in income?  It enriches you doesn't it?


-Donor has already paid taxes on it

-$ to gardener is in exchange for receiving services -- income for him, spent $ for you

-Treat Donor & Donee as a unit -- Donor paid taxes & benefit transferred to Donee

-Could say Donor should get deduction & Donee has to include as income, but we don't

-Exemption for gifts has spun off other code sections -- special rule on prizes & awards § 74, scholarships § 117 - each have aspects of gift connected to them

A.  What is a Gift?

Commissioner v. Duberstein (look to INTENT of the donor)

1960, Brennan

-Taxpayer Duberstein was president of Duberstein Iron & Metal – HQ in Dayton, OH – did business with Mohawk Metal based in NYC – president = Berman – knew Duberstein

-Usually talked on phone, in 1951 Duberstein gave Berman name of potential buyer – so useful Berman wanted to give a gift ( Duberstein refused, eventually accepted Cadillac
-Mohawk deducted value of Cadillac as business expense & Duberstein didn’t report because it's a gift


-Looking at tax returns: conflict of characterization


-At common law: gift is gratuitous transfer


-Government says it's not a gift!  It's compensation for services

-Commissioner asserted deficiency ( Tax Court affirmed ( Court of Appeals reversed ( Supreme Court affirmed Tax Court

Stanton v. US (for gift look for 'detached and disinterested generosity')

-Stanton employed by Trinity Church in NYC – salary of $22,500/year – in 1942 he resigned to go into business for himself ( Operating Company’s directors passed resolution to award gratuity equal to $20,000 ($2,000/month) ( as long as Trinity released from rights & claims to pension (weren’t any claims)

-Factual dispute as to ill-will – was Stanton being paid to leave?

-Government says: That's income - like severance pay - and got a release for claims 

-Commissioner asserted deficiency, District Court said payments were a “gift” and no tax owed ( Court of Appeals reversed ( Supreme Court remanded for explanation of why it was a “gift”

-On remand District Court will look to see whether it was "detached and disinterested generosity" -- look to facts: congregation wasn't expecting anything in return -- is this really any better for determining complicated situation? No!  Leaving a lot to the discretion of the Court.

(1) Government suggested new “test” to serve as standard to be applied by lower courts & Tax Court in dealing with gift cases (gifts = transfers for personal, not business reasons) ( Court refuses – each depends on facts – “colloquial” meaning of “gift” ( needs to be “detached and disinterested generosity”

-It's CONGRESS' job to lay down tests -- they said "gift" -- who's fall back? Secretary of the Treasury (§ 7805) - up to administrative agency to issue rules and regulations concerning taxes

(2) Government’s “test” depends on principles of decided cases and subject to exceptions – not really principles of law but truisms - not true that nothing from corporation can ever be a gift

(3) Decision of issue must be based on fact-finding ( not tidy, but more accurate


-Only question is whether reasonable men’s opinions could differ

-Can you really get 2 different results from 2 different triers of facts?

-Duberstein: clearly not gift

-Stanton: further proceedings necessary

-CRITICAL FACTOR = intent of Donor -- look to phone call


-"Knew him personally" -- know each other's family

The Widow Cases: (gift = question of law - can't have disparate outcomes on same facts!)

-Partner or executive dies, those who make decisions for the firm vote to give surviving widow a year's pay (salary & profit's interest) - felt sorry for her

-Gift or income?  Tax Court tended to find this as income, District Courts tended to find this as gift

-One Tax Court case went up to 4th Circuit, one to 2nd Circuit, Judge Friendly says: "It can't be that you can go to District Court for one result and Tax Court for another" -- so 2nd Circuit reverses the Tax Court & says we agree with District Court -- notwithstanding language in Duberstein about trier of fact having all of the discretion

-Does Duberstein try to convert question of law: what constitutes a gift into a question of fact?

-Judge Friendly says this is a question of law! Can't have disparate outcomes on same set of facts!

Congress Speaks:

§ 102(c): Gifts shall not be excluded from gross income any amount transferred by or for an employer to, or for the benefit of an employee


-Doesn't apply to Duberstein or Widow Cases, but maybe Stanton

§ 274(b): If donee excludes from income, donor doesn't get deduction

§ 74: Prizes & Awards: origin was radio program on which person won modest prize -- gift?  Not gifts -- includable income

§ 117: Scholarships: Gross income doesn't include qualified scholarships if candidate for degree at educational institution (coming from institution not individual)

Policy Rationale for Excluding Gifts:

(1) Income represents ability to consume – tax on income is tax on potential consumption

(2) Every dollar of potential consumption should be subject to income tax once & only once

(3) Giver has already paid tax on $$ of potential consumption represented by gift

(4) Gift of $$ doesn’t generate additional potential of consumption ( merely transfer

(5) If only one potential consumption, only one tax

KAISER: (decided same time as Duberstein and Stanton)

-During a strike in a company town in PA, Union gave subsistence support to union & non-Union members -- is it income for non-Union members or a gift?

-Ordinarily if pay to work, simple compensation -- if pay not to work, also compensation (A buys B's business & B enters into non-compete agreement -- amount B gets is ordinary income)

-Gift like Red Cross payments after a flood, or more like payment to not compete?


-Jury finds it's a gift -- Supreme Court affirms

§ 85: Unemployment Compensation: makes unemployment comp part of gross income -- standard deductions would cover you if you were really poor

-What about trades in which you work a certain amount a year and don't work the rest -- symphony orchestras, construction trades

§ 86: Gross income includes 0% of social security income if you have less than certain amount of AGI -- includes 50% of SS benefits if above that floor but below a different, and 85% of SS benefits if above next floor (3-tiered system)

-If putting after-tax $ in earlier in life, should be able to get it back without paying tax on it -- just like buying stock??

Goodwin v. United States (look to if payment made with intention to continue past services/comp.)

Loken, 1995

-Reverend and Mrs. Goodwin given payments from members of Goodwin’s congregation throughout the year amounting to $15,000 on top of $15,000 salary

-“Special occasion” gifts weren’t mandatory, purely optional – givers said they did so out of love & respect for Goodwin – didn’t deduct as payments to church - paid deficiency but filed for refund

-But when $ is tied to performance of service ( compensation

-Court says this rule is “far too broad” (would include every $20 incited by sermon) but has it been made with intention services rendered in past will continue, or is it made to show good will, esteem or kindness toward persons who 
happen to have served?

-Court upholds District Court's decision to uphold Commissioner's decision that = taxable income

-Hurts argument that payments came from congregation as a whole & were very structured – regular, sizable payments to service-provider = compensation (like tips to casino dealers)


-Routine/Regular


-"Donor" = whole Congregation (maybe makes seem like obligation?)


-Salary relatively low --> Gift relatively large

--> Point to direction of income notwithstanding favorable material about "love and affection" -- this generosity not "disinterested" - part of employment package - employ because you love

-Mix of business and personal motives -- like Duberstein -- hard to pick apart

Tax Benefit Rule Revisited... (can help if donate & get back)

 If get deduction for making expenditure & subsequently have recovery of amount you deducted -- amount of recovery is includable in income -- but if didn't get deduction, amount of recovery not includable in income


-Example: state tax refund

Example: Individual has piece of land worth $50,000 which has basis of $10,000 -- individual gives land to charity.  Laws sate amount of deduction is fair market value of property you give -- untaxed $40,000 is never taxed income -- get deduction of whole $50,000


-Year 1: Individual donates land - claims $50,000 deduction


-Year 2: Charity returns the property (defective) - now land only worth $40,000

-How much should individual include in income when gets land back?  $30,000 has never been taxed that he just got back

-Is he better off, worse off or the same after charity returns?  As of end of Year 2 he's worse off cuz otherwise wouldn't have had to pay taxes -- BUT in Year 1 he claimed deduction of $50,000 that charity never got -- so really got $20,000 off!  So he's better off!

-INSTEAD: claimed $50,000 gets recovery of $40,000 - still better off by $10,000 but has had $10,000 loss in property -- but if he'd done nothing and property had declined in value of $10,000 he wouldn't get deduction -- still better off!  Gets an increase in basis --> may be the result but it's an odd one!

B.  Compensation for Injuries/Sickness

Damages for Personal Physical Injuries

-Nonpecuniary damages (pain & suffering, loss of enjoyment)

-Medical expenses

-Lost wages (hardest to justify – result of not being able to divide reward into lost wages & compensation?)

-Physical injury requirement (new to § 104(a)(2) in 1996 – got rid of non-physical suffering)

§ 104: Compensation for Injuries or Sickness: Excludes from income certain amounts received for injury or sickness as compensation

(a)(2) the amount of any damages (other than punitive damages) received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal physical injuries or physical sickness


-Why should amount for personal physical injuries or sickness be excluded?

-You're just being restored to where you'd be if you hadn't been injured -- is there a principal like that in income tax?

-Raytheon: had to pay tax cuz they had $0 basis in goodwill

-What's Amos' basis in his body?  If you sell a kidney for $50,000 -- income?  YES -- so how is Amos different?  Voluntary v. Involuntary

-Until early 1990's "(other than punitive damages)" and "physical" weren't included -- Courts had to decide to extent recovery is replacement of lost wages, taxable, for extent it's recovery for violating rights, excludable

Amos v. Commissioner of Internal Revenue (look to nature of the claim - physical injury dominant?)

Chiechi, 2003

-In 1997 petitioner was tv cameraman – went to basketball game & got knocked over and kicked by Dennis Rodman – experienced pain to neck & body ( filed report with PD claiming assault

-Later sought medical care at the VA ( swelling in groin area ( given more pain meds

-Attorney representing Rodman contacted petitioner’s attorney – met a few times, agreed to $200,000 for releasing all from any liability ( petitioner didn’t claim

-Usually damages other than punitive not taxable if for physical injury as long as (1) based upon tort right and (2) damages received on account of injury

-How much of settlement was for injury?  Petitioner argues entire ( Rodman argues $1 ( Court says $120,000 (other $80,000 is covenant not to disclose)


-How did court allocate?? Not clear...

-It’s the nature of the claim, not its validity that matters ( physical injury was dominant reason for settlement

Problems (p. 108)

(1) Peter receives $100,000 damages for intentional infliction of emotional distress --> severe rash & nausea gets $90,000 emotional distress & $10,000 for medical expenses

-How treat?  Legislative history makes clear that if physical injury due to emotional harm, only $10,000 excludable

(2) Husband in automobile accident -- wife to damages for loss of consortium.

-There is a physical injury (death) which is cause of problem, but it's not her physical injury

(3) Settled tort suit for physical injury for $100,000 worth of stock -- goes up to $120,000 -- how much excludable?  $100,000 - even though she didn't pay anything for it... otherwise would be negating $100,000 exclusion for damages (treat like she got it in cash, excluded it from income then used cash to buy stock)

(4) Pat injured as result of Drew's driving -- 2 options: (1) lump sum of $1,000,000 plus invest $1,000,000 and get annual payments of $50,000 a year for 9 years (taxable) OR (2) $50,000 a year for 10 years and $1,000,000 after - NONE taxable!

-Take option 2: not taxable -- "structured settlement" -- common in the tort business

III.  LIFE INSURANCE: (§ 101)

A.  What is life insurance?

-Way of spreading mortality risk -- not classified as wagering (even though it really is like a bet -- if you win, you die, if you lose you lose your money but you get your life! yay!)

-How should it be treated for tax purposes?  The $1 you pay as a premium isn't deductible -- it's a personal expense, so when the $ comes out, it's already been taxed once

TERM LIFE INSURANCE: one way to justify result: non-deductible premium, non-includable in income when you get paid

Year 1:

-Cohort of 10,000 people - each put in $1 premium -- one dies, beneficiary gets $10,000

-The money is going into the pot after after-tax income -- think of as re-distribution of after-tax income among various parties

Year 20:

-Much smaller cohort -- premium will go up a lot, esp. since # of people expected to die goes up (statistics)

-Many people don't like premium to increase every year -- they'd like a stable premium

WHOLE LIFE INSURACNE:

-Life Insurance companies set single annual premium for your life -- take more at the beginning to pay for what will happen at the end -- they invest the extra money at the beginning - get interest & dividends -- part of calculation of how to set flat level premium takes interest into account -- no one pays tax on that income (when paid out as benefit, § 101: life insurance benefits excluded from gross income)

-Insurance company doesn't want to pay tax on it cuz crediting to reserve to pay benefits -- not entitled to that money -- special set of rules for taxing insurance companies - can deduct additions to reserves

INSIDE BUILD-UP

-Policy usually has cash value (unlike term insurance) -- when you buy whole life policy, extra money you put in gets credited to you -- you can borrow against that $ or take it back if cancel policy

-Sells policy to daughter for $20,000 - face value is $100,000 -- shortly thereafter the insured dies -- according to § 101(a)(2) she only gets to exclude the consideration she paid + the payments she's made (to avoid trafficking of life insurance)

-EXCEPTION: full amount excluded if transfer is to insured or partner of insured or partnership in which insured is partner or corporation in which insured is shareholder (common to use life insurance in small businesses to fund buy-sell agreements) - spouse of partner that dies is entitled to fair value of interest partner has built up in the business -- so write buy-sell agreement: on death of one of the partners, other partners will buy out interest of deceased party -- getting cash for that kind of buy-out is tough -- so use life insurance

-101(a) provides that gross income doesn’t include “amounts received … under a life insurance contract, if such amounts are paid by reason of the death of the insured”

-IRC favors both “term” and “whole” life insurance ( reflects Congress’ idea that it’s good policy to encourage

-Term life insurance: specified dollar amount to beneficiary if policyholder dies within the term

-Whole life insurance: levels premiums over whole life (otherwise gets too expensive when old & “adverse-selection” helps spiral up in price)


-Can borrow against reserve and get “surrender value”

-Internal earnings on whole life policies not taxed – can be in the billions of dollars – taxable if cancel policy, but very deferred

-Single-Premium: single large payment

-Variable Life: allows death benefit and cash surrender value to vary depending on returns achieved by company

-Universal Life: provides option to policyholders to vary amount and timing of premium payments & adjusts death benefits accordingly

-Make payment for insurance and additional investment fund payment – not used to pay others’ policies so accrues (was originally way to evade taxes)

-Can’t deduct premium payments, so makes sense don’t tax payments – could alternatively give deduction on payments & tax pay-out (exactly the same if rates are the same)

-Viatical settlement providers: buy life insurance policies for less than their worth so that policyholders can use money while alive – not taxable

-Insurers can also make non-taxable payments to terminally ill and chronically ill (if used for treatment)

Exclusions:

-gifts/bequests

-damages for personal physical injuries

-life insurance proceeds

-exclusion for interest on municipal bonds

-exclusion for gain on sale of personal residence

-partial exclusion for social security benefits

-general welfare exclusion: no statutory basis but applies to benefits of low-income families (food stamps, etc.)

-disaster relief, payments received by victims of Nazi Germany

IV.  NON-CASH ITEMS

Rooney v. Commissioner (can't individualize accounting - system wouldn't work - use FMV)

Tax Court, 1987 - Simpson

-Rooney Plotkin & Willey are partners in accounting firm -- have practice of patronizing client's businesses and "cross-accounting" by reducing client's bills

-1981 had 4 clients who were delinquent in paying for services rendered - partnership tried to collect unpaid balances by demanding payment --> no luck -- started accepting services for families, etc.

-Later decided goods/services were over-priced and so adjusted costs to reflect more fair costs

-Commissioner: fair market value of goods and services was equal to prices normally charged by clients to retail customers -- can't discount prices

-Fair market value is "price at which property would change hands between a willing buyer and willing seller" & both knew the facts - petitioners argue they weren't willing buyers

-This method of accounting -- too individualized -- system wouldn't work --> not forced purchase --> prices were paid by other customers ---> agree with Commissioner
(1) It's income

(2) Doesn't matter how much you enjoyed it -- only way we can administer tax law is to translate into cash $ (fair market value)
Question of what to do with in-kind receipts:

Classic Case: 1930's - manager of big hotel in Hawaii -- as part of managerial contract he got $X plus suite at the hotel and meals at the hotel -- Board had to decide how much if anything should be included in income for suite and meals at the hotel?


-Commissioner: Retail price
-Could also measure by: Cost to the employer (wholesale), Amounts saved (man must eat, what would've paid -- would be the right answer if God administered tax law), Subjective value (rejected in Rooney), ZERO (Court & § 119)

-Court: This was room & board for the benefit of the employer - had to be on-duty 24 hours a day -- expense of employer, not income to him

§ 119: Takes a chunk of in-kind benefits and excludes from valuation -- partly due to difficulty to measure -- basic exclusion is for meals & lodging for benefit of employer if on premises of employer

-Provisions have produced odd results:  Goldman Sacks has kitchen & dining room to which traders go to eat because they have to be there during trading hours all the time

-Problem to exclude things that are hard to value -- people will try to convert income into this type

§ 107: Rental Value of Parsonages: ministers of gospel (and Jewish rabbis) rental value of home furnished as part of compensation not included in gross income -- not his choice, hard to value...


-For city churches, would have to pay minister $ to rent place near-by -- added section (2)

-If pay minister $X and add housing $ - have created situation where part of salary is exempt from tax

A.  Non-Statutory Exclusions of Non-Cash Economic Benefits

1.  Imputed Income

-No exchange, but by doing it yourself you're saving $ you would've paid someone else to do it (you're enriched that much)

-Why not included?


-Administrative issues: no value changing hands - tough to measure

-Haig-Simons definition: think about as tax on cash economy -- exchanges -- but if only taxed cash & not other things, employers would shift to paying people in kind (throwback to barter system -- would be very inefficient)

(1) Imputed income from services (child care, cleaning, etc.)

(2) Imputed income from capital investment ($ saved on rent, etc.)

-But even though you're not paying rent, you have expenses -- but gross still getting value of rent a month

-If swapped houses, would have rental income - expenses from other person but by living in own house economic benefit not included in income

-Encouraging home ownership -- but because of this paying more for houses -- if bought before non-tax. paid less

-But by not taxing you create disparities:

-Woman who stays at home all day & takes care of house & kids -- gets greater benefit than a dual-earner couple who has to hire someone else to take care of house & kids 

Barter: You can paint my house if I do legal work -- income?  Yes.

Problem 6: p. 124: Karen & Sandra are neighbors & friends - water plants & feed each other's cats -- not for one-to-one basis -- happens to even out


-People can be nice to each other -- all social relations are reciprocal

-Reg § 1.61-2(d)(1): If services are paid for in exchange for other services, fair market value of other services must be included -- but probably outside of that regulation

Problem 7: babysit for each other -- start keeping track of hours & making strict exchange -- much closer to Reg.

§ 265: If get exemption from income, can't deduct expenses relating to it -- whole system has to be outside of taxation -- can't claim deduction on depreciation of your house cuz you're not claiming income for imputed rent

2.  Unrealized appreciation

-Gain in value of assets but you haven't realized appreciation yet

-Buy stock for $100 at end of year worth $120 -- $20 in unrealized appreciation

-Why not tax it?  Are you richer in every way possible?  Can borrow against it...

"Mark it to market" -- why don't we do it?  Liquidity - don't have cash to pay tax (but could sell stock for cash - not hard to get) - would have same problem if someone paid you in stock -- but we count that as income

-If decreases in value the next year to 95 -- 120 is new starting point (new basis) - give deduction for loss of 25

-People call stocks "paper profits" -- not real because market could change tomorrow - but tax system could take account of that tomorrow

-Some assets (stocks & bonds) where valuation is easy -- other assets (land) valuation not so easy & range is quite wide

-Big disparity in how we tax different types of people -- made even bigger by fact that we have lower tax rate for long-term capital gains than other types of income

B.  Statutory Exclusions Based on Non-cash Benefits

-Some non-cash benefits taxable, others excluded -- especially if there's specified type of non-cash benefit & specified source of benefit (usually employer)

(1) Employer-provided health benefits under §§105 & 106

-removed from base income tax (both premiums and benefits non-taxable)


-for those who have to buy their own - can only itemize if expenses exceed 7.5% AGI

-policy objectives: increasing health insurance coverage among taxpayers who aren't highly compensated -- employee benefit structure may differ in each line of business, but have nondiscrimination rule that can't give to executives if rank & files not getting it


-SHOULD be above-the-line deduction if considered needed to subsist

-BUT only nondiscrimination clauses in § 105(h) and § 125(g)(2) -- otherwise employers can give unlimited health insurance to its executives without employing to rank& file

-Is this a good way to run a health system?  Exclusion of employer contributions for health care health insurance premiums and long-term care insurance premiums of $90 billion/year


§ 213: Does have exclusion for health benefits, but has high floor

(2) group-term life insurance coverage under § 79
-employee benefits didn't used to be income -- then employers started giving Executives HUGE life insurance - so Congress made max $50,000 deductible -- not really high now, not adjusted for inflation

(3) exclusion of scholarships under § 117
-excludes qualified scholarships (scholarship or grant as long as amount is for qualified tuition & related expenses -- fees, books, supplies, etc. BUT NOT housing) from gross income

-Why exclude scholarships?  Isn't the student being enriched?  Promote social policy of helping people go to schools (but there's no income requirement)

-But combination of feeling that scholarships go to people with less income and education is A GOOD THING -- is reason for § 117

-Book compares to airline pricing: don't call getting good rate "income" - really more of a reduction of purchase price rather than separate grant of income (variable pricing argument)

C.  Scholarships

#10 (p. 142): Grandma gives Granddaughter $20,000 for school tuition -- exclude from income?  What is a scholarship?  More like a gift...

#11: Tom is a TA & is paid for teaching class - received $10,000 tuition reduction - university provides tuition reductions only to those who are TA's but flat $10,000 --> Statute tries to distinguish between compensation and what should be excluded as scholarship § 117(c): Exclusion ordinarily does not apply to amount received that represents payment for teaching

Regs 1.117-6(d) - Example 5 -- if compensation matches that of what it should be, then qualified tuition reduction not taxable -- so depends on facts

#12: Hope: 100% as does not exceed $1,000 + 50% of expenses so paid as exceeds $1,000 but doesn't exceed applicable limit


-But adjusted for inflation on p. x : re-adjust 1100 + 550 = $1650

Lifetime Scholarship: 20% of tuition - so $1,000 -- can't claim both

#13: $10,000 of tuition: better off taking Lifetime Learning

#14: Hope: turns on eligible student, Lifetime Learning is per taxpayer -- is each of husband & wife taxpayer?  For this purpose no.


-Can you take Hope Scholarship for one student and Lifetime Credit for the other? Yes

D.  Fringe Benefits

Background: Many industries have their own practices with respect to fringe benefits -- classic example: employees of an airline can fly anywhere airline goes on space-available basis

-Employers will deduct these amounts -- should employees be made to include these amounts in income?

-Why would you give these benefits?  Extra cost is negligible compared to benefit provided to employee -- promotes good will; prevents cheating; promotes brand loyalty...

-If would've sold that unit at full price & not easy to replace, then employer loses a bit of revenue (as long as not below gross cost to Sears)

§ 132: Many fringe benefits went without governmental notice or scrutiny for a long time -- Treasury proposed regulations to severely limit exclusions in this area -- Congress immediately responded with a moratorium on issuance of regulations

-Reflects Congress' sensitivities to existing practices in a number of industries (lobbyists hard at work) -- fringes included in gross income unless we tell you otherwise (this is otherwise)

Major ones:

(1) No-additional cost service - § 132(j) - exclusions under (a)(1) and (2) apply to highly-compensated employees only if no discrimination

-Any service provided to employee if service normally offered to customers in line of business of employer in which employee performing services & employer incurs no additional cost including foregone revenue (airline employee flying on space-available basis) -- § 132(h) -- airline industry one of only industries where parents count as employees

(2) Qualified Employee Discount - also subject to no discrimination

-As long as discount doesn't exceed gross percentage price at which property offered to sale of customer (if Sears makes 20% profit on sale of fridge, sell to you with 10% discount, within framework of qualified employee discount)

(3) Working Condition Fringe

-Anything you get which if you had paid for it yourself you could deduct under § 162 or depreciate under § 167

(4) De Minimis Fringe


-Property/service value of which is so small as to make accounting of it unreasonable

Problems (p. 210):

#1: Cannot exclude - airline losing $ in foregone revenue (not no-additional cost service), can it be qualified employee discount? (Has to be 80% of price that services offered to customers -- 0 is not 20%) - but if he had to pay $400 - would that be qualified employee discount?  Yes - but if they charged him $399 on $500 ticket does he get NO discount or $100 discount?  If got none would be a cliff effect - usually regulations try to smooth that out - get a discount for first 20% -- so in this case could we say he should get qualified discount of $100 and require him to include other $400 in income?  Sure!

#2: Now falls under no-additional cost service - excludable under (a)(1) -- but should we really have to look & see if flight was full or not??? NO - regulations take the position that as soon as you have a reserved seat, you're not within (a)(1)

#3: Falls under "no substantial additional cost" (extra weight, extra food)

#4: Mom & sis -- can exclude herself & her mom but not her sister -- sister's cost included in flight attendant's income

#6: Concerns the requirement that it be in the same line of business: don't want conglomerates to give fringe benefits to all and have to compete with companies that only owns themselves § 132(b) -- not within same line of business

#9: Not given by employer so not compensation -- not income

#11: Joe purchases apparel at 40% discount -- employer's gross profit % is 30% -- exclusion for $300 -- other 10% would depend on whether we think this would be deductible as ordinary business expense & excludable as "working condition" fringe -- ordinarily clothing that's useful in daily wear isn't deductible as an expense (unless special like police uniform)

E.  Stock as Compensation

-Suppose an employer can pay an employee cash, but instead gives employee $10,000 in stock of employer -- $10,000 in taxable income

-2 years later employee sells stock for $12,000 - $2,000 taxable as profit above basis


GAIN = Amount realized - Adjusted basis

-Amount realized = 12,000, Adjusted basis = amount he had to pay taxes on (nominal cost = 0, but if calculated like that he'd have to pay tax twice)

-Tax-cost basis: Treat as if you got cash of $10,000 and immediately turned around and purchased the stock

-Employer gets to take deduction on $10,000 when vests in employee (as if had given employee cash & he bought stock with it)

-NOW suppose employer gives employee an option to acquire stock in the corporation at $50/share for 100 shares -- is the option valuable?  Depends on potential rise of the stock -- option valuable because it gives you the choice to invest your own $ or not and you can wait & see if stock goes up (don't have to buy if stock goes down)

-Options are traded on stock exchanges

Blackshaw's Formula: calculates value of option based on interest rates, volatility expected in stock, how long option available, etc.

-2 years later stock selling at 60 - employee exercises the option - acquires for 50, the following year employee sells stock - selling at 57, fair market value of the option is $3


-How treat all of this?  A variety of ways...


3 Possibilities:

(1) Tax the grant -- $3 option like getting other property - tax $3, don't tax at exercise, tax at sale: out-of-pocket $50 that you paid, $3/share when got option so adjusted basis is 53 -- so gain = $4

-USE IF: If readily-ascertainable fair-market value for the option (very rare - usually conditions attached which render option hard to value)

(2) Tax the exercise: don't value option -- look at it later as "bargain purchase" - tax at $10/share at exercise -- basis = 60 -- amt. realized is 57 so you lose (3)

-USE IF: Non-qualifying stock options (not covered by specific statutory provision) - most common: § 83(h): employer's deduction is in the amount and at the same time as the employee takes it into income

(3) Tax the sale: don't value option, don't tax exercise - just a purchase! - tax sale: basis is 50 -- gain = 7


-USE FOR: Incentive stock options - employee gets benefit of treating as purely capital-gain transaction -- no deduction for employer (better for recipient)

Alves v. Commissioner

-General Digital Corporation formed in April, 1970 to manufacture and market micro-electronic circuits -- voted to sell 264,000 shares of common stock to seven individuals including Alves - joined company as vice president for finance & administration -- sold him 40,000 shares at 10 cents a share (was face value)


-1/3 subject to repurchase by company if Alves left within 4 years


-1/3 subject to repurchase if he left within 5 years


-1/3 unrestricted


-Stayed 5 years -- Tax Commissioner said had to pay taxes as stocks were "realized"

-Court: even though paid full price, had to affirmatively take § 83(b)

-You can tell us all you want about policy reasons underlying statute but we'll read statute in full-force & even though you didn't get benefit out of having purchase we'll still apply § 83 -- your job to make § 83(b) election if you get property in connection with services

§ 83: Someone performs services, property is transferred, property included in gross income IN THE FIRST TAXABLE YEAR in which the rights are not subject to substantial risk of forfeiture or are transferred

-Typical case:  Sale of stock to employee at book value (look at capital section of balance sheet & divide by number of shares) - REAL value of the shares might be a lot more if company has something like patent pending - say $3/share for 1,000 shares

-Company says: you have to work here for another 3 years - if you leave before 3 years we can buy stock back at book value (won't get benefit of appreciation) - market value $5/share unrestricted

-How would § 83 treat that transaction in Year 1?  Not included in gross income in Year 1 (subject to restriction) - end of Year 3 worth $10/share - now treated as income even if don't sell - at moment restrictions lapse have to count as ordinary income- difference of then-value and what paid ($7/share)

-In Year 1 would've only paid $2 of ordinary income (worth $5 and he paid $3) - now stuck with $7 ordinary income

-Statute gives an out: § 83(b): if you don't want to run the risk of having restrictions lapse in Year 3 and having big ordinary income, you can elect to take your income into account today and treat purchase of stock as if it had occurred without the restrictions as "bargain purchase" - then no tax in Year 3 if you don't sell

-§ 83(b) election: draws a line - if pay tax in Year 1 we'll treat you like another investor & won't do anything until you dispose of it

§ 83(h): match employer's treatment with employees -- if employee doesn't make election under § 83(b) then no deduction to employer until such time as restrictions lapse - then whatever amount employee has to take into income employer gets to deduct


-Doesn't just cover employee/employer - covers anyone who provides services

3 Periods: 

(1) Service provider receives restricted property (make §83(b) election or not)

(2) Restrictions Lapse

(3) Dispose of the Property

-But by § 83(b) election you can lose out if stock becomes worthless or employer rescinds - don't get refund for that!

§ 83(e): Section doesn't apply to: incentive stock options, transfer from a trust, options without readily ascertainable fair market value, group-term life insurance, if have ascertainable fair market value at time of grant 

V.  REALIZATION REQUIREMENT

A.  Eisner, Cottage Savings, Davis
Eisner v. Macomber

-This case was decided before realization requirement

-Jan 1, 1916 Standard Oil Company of CA had shares of stock outstanding (par value $100 each) amounting to $50,000,000 - also had surplus and undivided profits to $45,000,000

-Jan 1916 Board issued additional shares to constitute stock dividend of 50% outstanding stock & to transfer from surplus account to capital stock


-500,000 shares outstanding stock

-Earned surplus 45 million (doesn't mean that $ is in the bank, just accounting statement that they'd realized that much in the past & not distributed it - re-invested in land, buildings, oil wells, etc.)


-Assume: No liabilities, since balance sheet balances assets are 95 million

-Board wants to show doing something: for every 2 shares outstanding stock, we'll send them 1 additional share -- so # of outstanding shares will increase 750,000 shares so amount of capital surplus increase to $75 million -- balance sheet still has to balance - reduces surplus from 45 million to 20 million -- print certificates & send to shareholders & adjourn
-Defendant (Mrs. Macomber) owned 2,200 shares of old stock (we don't know how much she paid) - received 1,100 additional shares -- paid under protest tax imposed under Revenue Act of 1916 based upon supposed income of $19,877 -- year in issue: 1916 - Standard Oil had been around for long time - cut-off date for introducing new income tax was March 1, 1913 - some back-and-forth in Congress about what to do about dividends declared out of earnings that accrued pre-1913 but were payable after 1913 -- pre-March 1, 1913 earnings insulated from tax on distribution (don't count on measuring dividends)

Critical Scene: Government's story: she received income when she got 1,100 shares -- other piece of it: Standard Oil

-She brought action against Collector to recover the tax - said Act violated Constitution of US & stock dividend wasn't income within meaning of 16th A

-Taxes on rents & profits of real estate had to be apportioned among states by population (were in effect direct taxes upon property)

-16th A adopted -- "Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportionment among the several States"

-Definition of income v. capital: "Income may be defined as the gain derived from capital, labor or both combined" - included profit gained through sale or conversion of capital assets 


-VALUE proceeding from the property


-Is a stock dividend income?


-Interest of stockholder is capital interest & certificates of stock are the evidence of it

-Stockholder has no right to withdraw capital or profits --> only gets dividends (normally payable in $)

-Corporation had surplus and undivided profits invested in plant, property, and business $45,000,000 in addition to outstanding capital stock of $50,000,000

-"Stock dividend" is no more than book adjustment -- not really a dividend - nothing is distributed except paper certificates - profits have been capitalized - not distributed - postpones realization

-If sell newly-acquired shares, pay taxes on profit -- decrease in capital interest and voting power when sell (same for majority as minority holders)
-To tax a dividend is to tax a capital increase & not income: it requires a conversion of capital in order to pay the tax (liquidation issues)

-Government: new certificates measure extent to which gains have made richer -- but depends on how long have held stock and it's not really income in any "proper meaning" of the term
-How could government argue as income?

(1) Fair market value of shares (will be countered by arguing value of other shares have decreased) - doesn't matter if you have 2/16 of a pie or 1/8 of a pie

(2) Par value of the shares (Commissioner)

(If paid $100 for stock, corporation makes worth $107/share, market declares worth $120/share - tax $7 or $20?)

(3) Change in value to Mrs. Macomber (taxing the $20)

**(4) Proportionate share of corporation's earnings (taxing the $7/share) - we tax partnerships this way - tax proportionate earnings whether or not partnership distributes it

-Why not tax corporate profits the same way?  If we could, could Congress say ordinarily we won't, but when corporation makes a move on accumulated earnings by transferring to capital, then we'll tax shareholders

**what govn't argued on re-argument of this case: this is a tax on Mrs. Macomber's proportionate interest on earnings of corporation -- Pitney says: corporation is like a castle - assets are there within, shareholders are without - only when drawbridge comes down & dividends come marching out that we'll tax shareholders

-Just like cash dividend -- if get $ dividend instead of stock dividend -- is the stockholder any richer?  Not really but the court taxes one and not the other

-Receipt of additional shares didn't substantially change market value of entire holdings

-Cash dividend with real option to keep $ or reinvest is VERY different

-Congress doesn't have the power to tax a true stock dividend - corporation is not impoverished - value is not reduced by reason of stock dividend


-What's Mrs. Macomber's basis in the shares?  All we know is basis = cost

If had 2 shares each with basis $300, now has 3rd share -- value of shares will decrease - each worth $200 - if sold would she have loss of $100?? No!


(1) ZERO

(2) Re-allocate basis of the package -- so previous basis = 600, now each share will have 1/3 of that as basis or $200/share (§ 307)
-What's the Constitutional Question in this story?

-Whether Congress has the power to tax this income under the Art. I § 2, cl. 3 and § 9, cl. 4 of Constitution - requires direct taxes to be apportioned according to population & stock dividend not income within meaning of 16th A

-What's a direct tax?  Per capita tax (head tax), real estate tax -- what does this have to do with income tax?  Was income tax in 1890's - went to Supreme Court - said there are pieces of this tax that require apportionment (income from real estate) - Pollock

-Then 16th A: changed Constitution - we need an income tax!  Supreme Court: Pollock still lives

-Holmes (dissent): read 16th A in light of the time -- purpose was to show what were taxes

-Holmes got it exactly right: Purpose of 16th A was to get rid of "nice questions" as to what constitutes income tax & most people would think when they voted for it that they had put the question at the present to rest
-Brandeis (dissent): If stockholder prefers $ to more stock, then SELL right to new stock pro rata

(Court: unless 16th A applies, tax on stock dividends unconstitutional as unapportioned direct tax, only relieved of apportionment req if on "income", unrealized appreciation isn't "income," stock dividends are form of unrealized appreciation & thus attempt to tax stock dividends constitutionally invalid)
-

(1)What happens if corporation distributed bonds to Mrs. Macomber instead of stock?


-We know if it were cash it'd be taxable dividend...

-Bonds would be up in liabilities -- similar adjustment on right-hand side of balance sheet - but instead of "stock" = "liabilities" -- no change in assets of corporation

-Taxable as income?  Creditors aren't stock holders -- Eisner court would say bonds ARE taxable as income -- not just slicing the pie differently - creating different rights

-Create 2nd class of preferred stock (they get dividends before common stock holders) - treated as income?  Same as common stock so not taxable?  Eisner court: more troublesome question - depends on if you're changing the position of the shareholders at all

(2) Does this mean that we can't have integration of corporate and shareholder taxation? (i.e. treating shareholders as being taxed on income earned on their behalf by corporation)

-Similar economic stream -- should integrate them -- could tax directly to shareholders what the corporation has earned -- can we ever do this under Eisner?  Under Constitution?  In foreign corporations we often tax income of shareholders -- Subchapter (S): create an election on the part of shareholders to be taxed on corporation's income -- and makes corporation not subject to corporate tax (all shareholders have to agree)

Basis: Modify notion of cost: treat basis in old shares as having been spread over old shares and new shares since treating new package as non-taxed event

-Parents buy stock at $100 - at $150 give to child (no tax at this point - § 102 - gross income doesn't include property acquired by gift) - goes up to $300 and child sells - how much gain?

$200 - but child thinks only has benefit of $150 -- but if first part didn't count, could give stock to children to avoid taxes

Amount Realized: 300

Adjusted Basis: Has to be $100 (which is to say, cost is the basis, but not the child's cost - parent's cost - transfer cost from parent to child)

-Just as Mrs. Macomber has to take some of old cost basis & attach to new stock, child has to take some of parent's old tax basis & attach to stock going-forward

Cottage Savings Association v. Commissioner of Internal Revenue (to be "materially different" to realize loss, possessors must enjoy different legal entitlements)

1991 - Marshall

-Whether financial institution realizes tax-deductible losses when it exchanges its interests in one group of residential mortgage loans for another lender's interests in a different group of residential mortgage loans -- YES - passes distinct legal entitlements test.
-Cottage Savings is savings & loan - formerly regulated by Federal Home Loan Bank Board - numerous long-term, low-interest mortgages that declined in value when interest rates surged in late 70's -- would have benefited from selling & realizing tax-deductible losses, but deterred by FHLBB regulations that required them to report losses on their books (would've risked closure) - didn't want to sell 

-FHLBB relaxed requirements of reporting losses - S&L's need not report losses associated with mortgages that are exchanged for "substantially identical" mortgages held by other lenders

-Cottage Savings sold 90% participation interests in 252 mortgages to 4 S&L's and bought 90% participation interests in 305 mortgages held by these S&L's - secured by single-family homes - fair mkt value of interests exchanged: $4.5 million - face value of participation interests Cottage Savings relinquished $6.9 million

-1980: Cottage Savings claimed deduction for $2,447,091 (adjusted difference between face value of participation interests it traded and fair mkt value of participation interests it received) - get refund from govn't for taxes paid in prior year

-Commissioner: disallowed deduction - Tax Court held permissible - Court of Appeals agreed with Tax Court that realized losses but said not entitled to deduction cuz not sustained in 1980 - this court reverses.

-IRC defers tax consequences until taxpayer "realizes" gain or loss

GAIN = Amount Realized - Adjusted Basis


-founded on administrative convenience (valuation & liquidity)

-§ 1001(a): to realize gain/loss in value of property, taxpayer must engage in sale or other disposition of the property -- here not a sale -- can only be "disposition" if properties exchanged are materially different

-Commissioner: not materially different - substitutes - not really "disposition of property" as required in § 1001(a) - Reg. says to have an exchange have to get property differing materially from property giving up -- whole point of this deal was to make packages financially similar

-Cottage: materially different because underlying loans secured by different properties

-Can be material difference to transfer shares to corporation incorporated in different state:

-Properties different in the sense that is 'material' to IRC so long as their respective possessors enjoy legal entitlements that are different in kind or extent
(versus Commissioner's: "economic substitute" conception)

-Code: gain/loss recognized UNLESS non-recognition provision applies

-Cottage Savings passes distinct legal entitlements test

Blackmun/White (dissenting): mortgage packages are NOT materially different - 10 factors serve to classify interests as "substantially identical"

-Court admits concept of realization is "founded upon administrative convenience" (unlike Eisner saying it's constitutionally required -- emphasis has changed)

United States v. Davis (value of "marital rights" = value of whatever's transferred)

-1954 taxpayer & then-wife made voluntary property settlement and separation agreement for support payments to wife & child and transfer of personal property to wife - all property transferred was taxpayer's subject to wife's right of intestate succession and right upon divorce to share of husband's property

-Gave 1/2 of 1,000 shares of stock in EI du Pont de Nemours & Co. in 1955 & other half later - also paid $5,000 in attorney's fees for both him & wife in 1955 (stock had appreciated from cost basis of $74K to $82K at time of transfer)

-Tax Court: used to be accretion due to property transferred as divorce settlement not taxed because amount realized by satisfaction of husband's marital obligations indeterminable & more like non-taxable division of property --> Case law has OVERRULED

-There is an exchange: stock for "marital rights" - lower court said can't value marital rights so can't determine gain - Supreme Court disagrees

-Accretion realized when transferred & relinquishing of marital rights is equal to the value of property transferred

-Congress intended economic growth of stock to be taxed - this case isn't exactly "sale or other disposition"

Taxpayer: like division of property between co-owners (so not a taxable event)

Govn't: like transfer of property for release of legal obligations (so is taxable event)


-Rights granted to wife didn't = co-ownership -- not at all like a gift

-Amount realized = $ received + market value of property received (marital rights)

-Better for tax system to approximate gain than not tax

-Market value of property exchanged = wife's tax basis --> lets his fees be deductible but not hers

-When have arm's length exchange - assume what's transferred is what's worth -- if transferring rights, assume worth $82K in stock -- HUGE assumption that both sides worth the same

-So Davis concludes he should pay on gain over basis - $8K (Mrs. Davis didn't have tax consequences -- did she have basis in her rights?

How Other States treat Divorce:

-Owned property jointly & just splitting it up -- not a taxable event

-If parties live in CA with community property system -- property owned by community, when split up split up community property -- not taxable event


-Is that sensible?  Don't have to pay tax in CA but have to pay in DE?

-In MA if you have tenancy by the entireties don't pay tax either

-Shortly after Davis case, law relating to divorce changed -- most states adopted more equitable notion of division of property with respect to divorce - after that in late 1970's - states without community property-based system - treated equitable division statutes as if they had created joint property a second before divorce takes place - no exchange

--> Congress enacted § 1041: No gain or loss shall be recognized on transfer of property from an individual to a spouse or former spouse incident to the divorce

-Also applies to transfers in marriage, but for transfers incident to divorce, no tax (opposite of Davis) -- shall be treated as acquired by gift & basis shall be adjusted basis of transferor - would defer tax on $8K of gain - give recipient spouse old basis in stock & when stock later sold, all gain (including $8K) will be taxed - SAME as with gifts

-BUT the part of Davis case that says: when can't value one side, presume that two sides are worth the same & can thus infer value of one side by looking at value of other item is STILL GOOD LAW

-If Davis had sold stock during marriage to wife for $82K no gain or loss recognized - she takes previous basis

B.  Statutory Limits on Manipulation of Taxes

-Ways to avoid taxes -- Congress discovers & passes regulations to prohibit

-Little old lady buys stock in Microsoft basis of $10,000 worth $1million -- wants to get out & get into something more adventurous but if sells will have big capital gain tax -- what to do?

-She should go to broker & engage in "short sale": sell stock without owning the stock (broker says "I'll lend you the shares but you have to pay back the shares someday") - PLUS you have to pay me whatever dividends are being paid on shares PLUS carrying charge - sell broker's stock, treat different batches of stock as 2 properties (§ 1012(1)(c))

-Now if Microsoft goes up in value, $1million worth still have will appreciate & she'll make money, however it will cost her more to re-pay the broker - so for every $1 of appreciation will enjoy in stock own, incur another $1 of loss that will have to pay-back broker - completely NEUTRAL

-"Selling short against the box"- eliminated economic risk & economic reward with respect to Microsoft stock - in same position as if had sold stock - only difference is now have $1million worth of stock that own, and $1million worth have to pay back - BUT short sale not taxed until it's "closed out" (pay back stock to broker) - then tax law will figure out gain or loss on short sale

-A lot of costs/fees associated, but good deal for those with a lot of $ and a lot of stock

§ 1259: whenever there's a "constructive sale" (enters into short sale of same or substantially identical property, offsetting notional principal contract with respect to same or substantially identical property, future or forward contract to deliver same or substantially identical property) taxpayer shall recognize gain as if such position were sold, assigned or otherwise terminated at fair market value on date of constructive sale


-Range of appreciation/depreciation has been limited: COLLAR

-Regulations haven't been issued under § 1259 - Treasury might want to leave purposely vague to discourage use

C.  Non-recognition

Losses:

§ 61: Gross income is income from whatever source derived -- but don't get deductions unless specifically provided in the code

§ 162: Reduction for ordinary & necessary expenses in the course of business incurred in taxable year

-Basic Idea: cost of producing income should be set-off against income before we tax

§ 165: Provision for losses

(b): Basis for determining deduction for loss is adjusted basis under § 1011

-Stock purchased for $1,000 goes up to $10,000 goes down to nearly 0 - not the high point in value that counts in measuring loss, but adjusted basis

-Operates a bit like a funnel - broad authorization to deduct losses -- gets cut back as work through § 165

(c): Individuals may deduct losses only if incurred in trade or business, transaction entered into for profit or certain other "casualty" losses

-If have property not used in trade or business (personal automobile) buy for twice what you sell it for - can't deduct loss - doesn't fall in one of the categories

-Selling personal residence at a loss -- too bad

(d): Wagering losses: deduct losses from wagering transaction only to extent of gains from such transactions (but can't use to offset other income)

(f): Losses from sales/exchanges of capital assets allowed only to extent allowed in § 1211 and 1212

(Reg § 1.165-9: loss sustained on sale of residential property purchased by taxpayer for use as personal residence not deductible)

-But what if live in it and then start renting it -- loss sustained is deductible - how much?  Fair market value at time of conversion (different from usual adjusted basis rule)

§ 1211: For non-corporations, losses from sales or exchange of capital assets only allowed to extent of gain from such sales plus $3,000 (if only have $10,000 loss, no gain - can only deduct $3,000) - doesn't distinguish between long & short-term capital gains

-There to prevent from messing with portfolio since we have realization requirement (if portfolio, most have gone up, some have gone down - realization: don't recognize anything) - at end of year sell those with losses & keep gainers?  Okay, but only get $3,000 -- can't pick & choose what you will & won't realize

§ 1212(b): If capital loss in year 1, if don't use all up, can use it in year 2

Two other limitations on deductibility of losses:

§ 1091: Wash Sale provision (has to be stock or securities & substantially identical)

-Doesn't allow losses for stock or securities when sell and buy substantially identical stock or securities within 30 days (if different stock, not substantially the same)

-Variant on messing with portfolio - now guy wants to keep loss but recognize loss, so sell & buy back tomorrow - can't deduct (Cottage Savings: had to swap for something DIFFERENT - good enough to make realization transaction)

-Generally known to people who do investing & they know period during which can't re-invest in same security is 30 days in each direction (61-day period)

Problem 1 (p. 275): w/in 30 days so can't deduct loss, (d): new basis = original basis -/+ difference between price at which property acquired and price at which identical stock sold = 1,000 + 25 = 1025 (logical: he put 1000 out, got 800, put 825 out -- money out = 1025)

Problem 2: Can't deduct cuz w/in 30 days, basis = 1200 - 40 = 1160 (basis decreased cuz got $40 back)

§ 267: Losses with respect to transactions between Related Taxpayers

(a)(1): Denies deduction for loss for sale/exchange or property between related parties (doesn't have to be stock/securities - any property)

(b): Who's family - this is one of standard code sections to define 'relatedness'

-Members of family defined in (c)(4): brothers & sisters, spouse, ancestors & lineal descendents

-If sell land bought for $20,000 to son for $15,000 - why not deduct loss?  (1) Given relationships means investment in asset is continuing - happy to have son own land - if value goes up, happy - sharing economic fortunes, (2) When selling "at arms length" can make assumption that parties have reached negotiated deal & that's fair market value -- when selling to related party, can't assume fair market value (fake lossses)

(d): Amount of gain where loss previously disallowed: 

Statute says: (1) basis = cost -- so $15,000, (2) $5,000 loss?? Gain shall be recognized only to extent it exceeds so much of such loss as is properly allocable to property sold or otherwise disposed of by taxpayer (so gain only above $5,000)

Problem 3: Father sells stock with basis of $150 to Daughter for fair market value of $100 - 2 years later daughter sells for $160 -- gain?

-Basis is $100, $60 gain, but only recognized that exceeds loss -- so only recognizes $10 gain.  If she sells for $140 no gain, but NO LOSS EITHER, if for $90,000 SOL 

W owns property of her own, including stock for which she paid $50,000 which is now worth $40,000 - she wants to recognize loss - also wants to continue owning stock - knows can't sell & buy back -- so decides to sell & then H (husband) will buy stock in market for $40,000

-That's indirect exchange (stocks are substantially identical) - that's what Supreme Court said in McWilliams

VI.  LIKE-KIND EXCHANGES

A.  § 1031 Exchanges

§ 1031: No gain or loss recognized on exchange of property held for productive use in trade or business or for investment if exchanged solely for property of like kind which is to be held either for productive use or for investment

-Not just any property (a)(2) carves out: stock in trade (inventory), stocks, bonds, notes, securities, partnership interests, choses in action, certificates of trust (intangibles)

-Regs were very generous in describing "like kind" for real estate -- office building in downtown Dallas is of "like kind" with 10,000 acre ranch in middle Texas -- real estate = lease-hold of more than 30 years (might be able to count mineral interest - oil well)

-For other kinds of property, 'like kind' more narrowly construed

-Gold coins: bullion v. neumatic coins = different, livestock of different sexes are different

(a)(3): Timing: Based on case: transferred property to timber co. in exchange for contractual right to obtain real estate to be mutually agreed upon.  His property valued in contract & if real estate wasn't transferred to him, each year 6% interest added to that amount & after 5 years would get that amount in cash if no real estate.  They found real estate after a couple of years --> transferred to him.  Govn't said "This isn't like kind exchange of real estate" - has to be simultaneous or near-simultaneous.  He got contract right.


-Contract swapping for has to be identified within 45 days & transferred within 180 days

(a) Solely for like-kind property

(b) BOOT: if would be within (a) but there's other property, GAIN will be recognized but only recognize lesser of: non-like-kind exchange property or your gain

(c) Losses not recognized even with boot

Problem 4 (p. 284)

GAIN = Amount realized - Adjusted Basis = (480 + 20) - 200 = 300 Gain realized
§ 1031(b): Gain from exchanges not solely in kind: if get other property too, recognized gain on that only in amount not in excess of $ or fair market value of non-qualifying property


-Only $ was $20 Gain Recognized
-Basis: § 1031(d): Basis = property exchanged (200) - $ received by taxpayer (20) + amount of gain recognized on exchange (20) = $200 New Basis

-Why is this sensible?  She never paid tax on her $300 gain in Blackacre so that should be taxed on future sale -- she's paying tax on $20 but that's cash that came in (so she got paid for that) - so she still should have considerable amount of gain going forward

Problem 5: Amount realized: 500 - basis of (450 + 20) = 30, Recognized = 0 (not getting any boot -- paying, not receiving cash), New Basis = 470 (old basis) - amount received (0) + amount of gain recognized (0) = $470 (makes sense cuz $30 is amount of gain not taxed yet)

-2 ways to approach § 1031: (1) go literally phrase-by-phrase through the statute, (2) mix of these two (3) reach result intuitively (only some can do)

§ 1031(d): For purposes of this section, if another party assumes liability of taxpayer as part of exchange, such assumption shall be considered as money exchanged (mortgages, etc.)


-If someone else picks up your debt, that's JUST like getting $

-Regs let you offset mortgages (if one is $30,000 and one is $50,000 - net $20,000 transfer of cash)

Realization-Recognition Regime v. Mark-to Market Tax Gain as Accrues (rejected)

-Role of basis becomes important in measuring which gains have been deferred

§ 1031: There has been an exchange but notwithstanding that, moment of the exchange is not appropriate occasion for full or partial taxation of gain

Problems (p. 338)

#1: § 1031(b): Gain if any shall be recognized, but not in excess of the boot.

-Gain Realized = $38,000 (total value of what he got from other guy § 1001: amount realized - adjusted basis)


Amount Realized = value of land 43+ cash 8 + tractor 7 = 58


Adjusted Basis = 20


Gain Realized = $38,000

-Boot = Andre gets $8,000 cash & tractor worth $7,000 = $15,000

-New Basis: § 1031(d): old basis (20) + gain recognized (15) - $ received (8) = 27

-How allocate 27 to tractor & land?  Regs: first allocate to non-qualifying property in amount of market value


Land = 20, Tractor = 7

#2: Bill: Amount Realized = value of land = 51 (non-tractor land - non-recognition exchange) + 7 tractor land (recognition event)

Adjusted Basis = 30 land + 8 cash = 38 (non-recognition) for land + 12 tractor land (recognition event)


Gain Realized = 13, -5 (can claim loss on tractor cuz business expense)


Recognized = 0 (not under § 1031 cuz no boot)

-New Basis: old basis (50) + gain recognized (0) - loss (5) - $ received (0) = $45

§ 1031 exchanges have been "under-complied" with -- have become prolific - deferral of $76 billion in 2005 & compliance and auditing are not up to what they should be esp. on the question of what's the new basis in the property

B.  Involuntary Conversions (§ 1033)

-Property that gets exchanged for something when you don't want to exchange

-§ 1033(a)(2): If have property but taken away for cash -- ordinarily taxable event, but this provision lets you convert equivalent amount of money & invest back into property similar or related in service or stock in corporation owning such other property --> defer gain (treats like§ 1031 even though there was exchange for cash in-between)

Example: Adjusted Basis: $100,000, Fair Market Value: $400,000 --> fire burns down.  Insurance proceeds $275,000.  If story stops there treated as gain realized of 275-100 = 175 taxable gain.

§ 1033 steps in: If buy another property worth $300,000 and elect to have § 1033 apply, only have to recognize to extent that amount realized exceeds cost of other property (but since 275 doesn't exceed 300, you're okay).  If bought new building for 250, have to recognize 25,000 gain

-§ 1033(a)(2): Look to see what paid for new property - if more than what you got for old property (amount realized) - not recognized, if less, recognize difference.

§ 1033(b)(2): BASIS RULE: cost of the property decreased in the amount of the gain not so recognized.  175,000 gain realized, if now buy replacement property for 250, and recognize gain of 25, new basis = 250 - part of 175 failed to recognize (so 150) = $100,000

-Problem #9 just points to anomaly in § 1033(g): special rule for condemnations of real estate.  Standard is whether property is similar or related in use.  Different than § 1031 requirement that property be "of like kind" - not always similar or of related use.  § 1033(g) says go back to §1031 definition when condemnation proceeding (more relaxed rule as to type of new property).

-Other anomaly in § 1033: replacement property that you can invest in is either property which is similar or related in service or use OR stock in control or acquisition of corporation owning such property (anomalous consequences with statute)

C.  Personal Residence (§ 1034)

-Used to allow roll-over gain for purchase of personal residence if reinvested from old residence if purchase price was the same or more.

-People would buy starter home, move up to bigger & bigger homes - no tax on sale of personal residence -- then died -- when die, basis of property becomes fair market value on date of death - all gain wiped out.

-Early on Congress said that's not satisfying -- people should be able to move into smaller house later in life - if over age 55 & sell once in a life-time get exclusion

-10 years ago repealed --> § 121 was expanded for everyone -- sell a house, if live in it for at least 2 years within prior 5 years, if principal residence, can exclude from gain $250,000 (if joint return $500,000)

-Basic deal: an exclusion from gain when sell personal residence in $ amount indicated

Question that arose: what happens if have condemnation of the property - how apply both § 121 and § 1033 when replace property with new house?

Married couple with basis of $400,000 in house, receive $550,000 when house condemned to run a new road.  Decide to move in town & buy condo for $250,000.

-§ 121 exclusion comes out first: get $500,000 exclusion --> then if there's more gain to be excluded, apply § 1033 to the balance.

*VERY important in practice -- comes up a lot, but really just a simple exclusion.

VII.  DEFERRED PAYMENTS

New Problem: If have appreciated property & sell it -- sell for a little bit of cash and a lot of deferred payments.  Most deals are about deferred payments.

-Used to be uncertainty as to how to treat transactions with promises to pay in the future.

-All taxed now?  All taxed later?  § 453 entered the Code: tells how to do an "installment sale"

-Disposition of property where at least one payment will be made after the close of the taxable year (VERY broad)

-Can opt out of treatment of § 453, but opting out into uncertainty (most don't opt-out)

§ 453: Income recognized for any taxable year is that proportion of the payments received in that year which the gross profit bears to the total contract price.

Basic Idea: If have property with basis of $100 & FMV of $400 & sell for 4 payments of 100 each in Years 1-4.  Separately, specify adequate interest payment in addition to deferred payments (off the table - different).  

-Get $100 in Year 1, $300 promises to pay in the future - ignore how promised (secured, just written, note, etc. -- all off the table)

-§ 453: (1) Figure out total contract price (400)


(2) Figure out gross profit (400-100 = 300)


Fraction: 300/400 = 3/4 multiply by amount received in current year (100)


3/4 x 100 = $75 is taxable gain this year

Virtue of this system:

-Matches includability of income with cash actually received (can't pay IRS with promises)

-Spreads out taxability of gain (not all up-front, not all back-ended)

-Basis will be proportioned over the period - 1/4 of payment this year, use 1/4 of basis

-Benefit: deferral of gain

3 Modifications:
(1) Think of installment sale promises as being like delicate trigger on a bomb


-If you drop it, or mishandle it it will explode & all gain will be recognized


§ 453(b): If sell or otherwise dispose of installment sale promises, recognize gain

(2) If use installment method for big sales, 2 additional rules: §453(A):

There will be interest charge on deferred tax liability if amount of deferred payment portion of installment sale is over $5 million

(3) If use promises as pledge to borrow money and over $150,000 treated as sale or other disposition & gain is accelerated

-But within these parameters, installment sales are very helpful to taxpayers in deferring gain & matching tax liability with amount received

-Provision resolves old law uncertainty about whether to recover basis or gain first (map on how to do partial deferral - getting promises rather than transferable property)

Interplay between § 1031 & § 453

Smalley v. Commissioner (intent to have § 1031 exchange is enough to not have constructive receipt)

-Smalley acquired 275 acres of timberland in GA in 1960’s – in 1994 timber had matured ( decided to exchange standing timber for additional acreage containing standing timber

-November 1994 entered into agreements with Rayonier – for 2 years Rayonier got exclusive rights to remove mature timber on 95 acres in consideration of $517,076

-Used almost all of $ in escrow (504,935) to buy replacement land within 30 miles & have standing timber on them (swapping cut timber for land with standing timber)

-Is that a § 1031 exchange?  Probably not, but court doesn't reach that question because of "bona fide intent" -- really enough?  Don't we have rules about mistake of law v. mistake of fact?

§ 1031: taxpayer is in constructive receipt of $ or property at time $ or property is credited to taxpayers account, set apart for taxpayer (Rayonier set aside $ in escrow) or otherwise made available for taxpayer so taxpayer may draw upon it at any time.

-BUT They have safe-havens to protect § 1031 exchanges: you can deposit $ in escrow and get land a few weeks later, and no one will treat cash as having been constructively received -- but do you have to have § 1031 in the end to make that happen?  No court decides intent to have exchange is enough

-Didn’t pay taxes in 1994 or 1995 ( “like kind exchange”

-Commissioner: timber is personal property – not like-kind exchange

-If payments are to be received in future, pay tax when received

-§ 453: payments received actually or constructively in taxable year in escrow – look at like installment sale

-No actual or constructive receipt in 1994

-Reasonable to believe property was like-kind & thus satisfy bona fide intent requirement of § 1031?  Yes – GA law has always treated both sets of property as realty

Rutherford v. Commissioner (reverse deferred exchange: can acquire replacement before giving up first)

-Rutherford orally agreed with Wardlaw to transfer 12 half-blood heifers to Rutherford & Rutherford would have such heifers artificially inseminated by the sperm form registered bull and deliver first 12 ¾ blood heifers when weaned

-Wardlaw transferred heifers on Nov. 19, 1973 – Rutherford wants to say this is basis

-Re-delivered babies in 75, 76 & 77 – Commissioner says NO BASIS

-Too speculative to use value of mom’s – babies not even born

-Taxable exchange?  IF yes, gain or loss can be counted into basis

-NO: like-kind exchange under § 1031 (same-sex) – basis in ½’s is same as basis 
in ¾’s so no depreciation

-Seems to develop new rule of timing: reverse deferred exchange: can acquire replacement property before relinquishing own property Rev. Prop 2000-37: as long as do it with Qualified Exchange Accommodation Arrangement QEAA) - facilitates § 1031 exchanges

Moral: Don't do § 1031 exchange unless you're an expert -- technical requirements start to get pretty hairy when talking about money passing, deferral, meeting time-tables, whether properties are like-kind, etc.


-Given Treasury concern they're probably going to start auditing more
VIII.  ANNUITIES

-Opposite of life insurance -- you pay a lump sum & insurance pays you a certain sum for the rest of your life

-More special than bank loan because measured by your life expectancy and pays out until you die & taxed differently

-Company figures out - given reasonable interest rate & amount of money you pay up front how much they'll pay out over expected life

-Insurance company happy cuz pool mortality risks - they also sell life insurance - sells both sides - very good deal!

-Tax: put in $100,000 up front, entitled to payments of $8,000/year for the rest of your life

-Year 1: get $8,000 how treat?  Use gradual recovery of basis to determine tax
-Could say: No tax until you get your $100,000 back OR tax fixed amount OR **Installment method** (we choose)

§ 72(a): Except as otherwise provided, gross income includes any amount received as an annuity under an annuity, endowment or life insurance contract (sounds like would tax whole $8,000 but read on...)

(b): Doesn't include part of any amount received as annuity under annuity which bears same ratio to such amount as the investment in the contract bears to the expected return under the contract (modifies a)


x/8000 = investment in K/expected return

Expected Return (§ 73(c)(3)): expected return shall be based on life expectancy (from actuarial tables prescribed by Secretary) and installment payments


Life Expectancy is 20 years - 20 x 8000 = 160,000


x = 8000(5/8) = 5000 excluded (3000 included in income)

-This is taxpayer friendly because insurance company is earning more interest in early years and less interest in later years -- reverse of what you might need - AND if you live longer, still get check, but all taxed (already caught up with basis)

§ 73(b)(2): once you use up your basis, you get no further exclusion (Years 1-20 exclude $5,000/year - in Year 21 exclude nothing) 

-What happens if die Year 12?

§ 73(b)(3): for last taxable year of insured, annuitant gets to file return & write of rest of investment in contract as loss (old provision had exclusion as going on forever and no loss if died early)

-Lots of provisions, Insurance companies have invented very complex products to allow people to make investments in annuities & take $ out when want it as if in savings account instead of dealing with mortality risk -- parts of § 72 intended to curb many of those product features

-20-30 years ago: Variable Annuity: what get out not fixed by fixed return but by the way in which some other index operates (like stock market) - investments in mutual fund can be incorporate into annuity

VIII.  BASIS IN GIFTS & BEQUESTS

§ 1015 & § 1014(a) (Gifts of appreciable property)

Example: Basis $1,000 - goes up to $3,000 in value -- transfer to relative

-No tax to donor because donee takes donor's basis & will pay tax on appreciation later

-Despite § 1001: sale or disposition of property - recognize tax

-BUT gifts are special: case law all says: gift isn't realization event -- donor hasn't received anything

-Donee sells when $3,500 -- says I only earned $500 of gain while I owned!  But law disagrees - someone needs to pay tax on extra $2,000!  Could tax it back to Donor, but that's not what's done - would come as a shock

§ 1015(a): If property was acquired by gift after December 31, 1920 basis shall be same as it would be in the hands of the donor...


-Original basis rule: Basis = Cost -- we've had adjustments in § 1031 & § 1033


-NEW RULE: Basis is what it was in hands of the donor

...except that if such basis is greater than fair market value of the property at the time of the gift, then for purpose of determining loss, basis shall be such fair market value

-Code defers tax on appreciation until grantee sells the asset – gift doesn’t = realization event

-Kind of like “like-kind” exchange – this is transferred basis instead of exchanged basis

Problem #13 (p. 300): Gives stock with basis of $100 when only worth $90 so basis is $90 IF SOLD FOR LOSS (less than 90) BUT here since sells at $105 we're determining GAIN, then basis is old basis of $100 so gain is $5

-If selling for $80, THEN basis would be $90

-If sold for $93 is that loss or gain?  No-mans land... NO GAIN, NO LOSS - peculiar result

§ 1015(d): Increased basis for gift tax paid

-Problem: in small # of cases where appreciated property is given, may be gift tax - so cost incurred incident to passage of the gift -- basis measures future income tax on the untaxed gain - gift tax also will apply to untaxed appreciation - conceivable that could be more than 100% taxed - so (d) allows to increase basis to extent that gift tax is attributable to untaxed appreciation in the property

§ 1014(a): Basis of property in hands of person acquiring from decedent if not sold or otherwise disposed by death is the fair market value of the property at the date of the decedent's death (property passing on death wipes out accrued gain)

-Upsets a lot of tax academics -- creates fair amount of distortion - people make financial decisions based on tax consequences --> thus distortion

-Death NOT realization event ( transfer with FMV as basis


-Why?? Can only take advantage of once, trying not to incur both estate tax and 
income tax (bad argument – doesn’t always work)

Problem #15 (p. 302): Niece gives stock to great aunt hoping to avoid tax on accrued $ - she dies in less than a year & leaves to niece

§ 1014(e): If give property & get back from death within 1 year - basis is what was when gave it -- if willing to wait a year with all ensuing uncertainties, then you can do it -- doesn't happen too often
§ 1014(c): exception to general rule permitting tax-free increases in basis at death – no basis increase if “property which constitutes a right to receive an item of income in respect of a decedent [IRD] under section 691” (usually unpaid compensation for work or distribution from tax-deferred retirement savings)

A.  Part-sale, Part-gift

Problem #16 (p. 302): Sale to relative at less-than fair market value -- how taxed?

-Value of property is $400,000 - basis is $60,000 - sell for $100,000

Reg. § 1.1001-1(e): Where transfer of property is in part sale & [part a gift transferor has gain to extent that amount realized by him exceeds adjusted basis in property.  However, no loss is sustained on such a transfer if the amount realized is less than adjusted basis (since not arm's length deal)

-First get whole basis back (60) - & whatever's left over is taxed gain (sell for 100) taxed on 40 of gain -- another 300 of gain gifting to relative

-What's donee's basis in property?

-Son should have basis of $100,000 -- (1) basis = cost, (2) Dad has basis of 60 & should get credit for 40 Dad took into account

Reg. § 1.1015-4: Where transfer is part sale and part gift unadjusted basis in hands of transferee is sum of whichever is greater: amount paid by transferee or transferor's adjusted basis for property at time of transfer AND amount of increase if any in basis authorized by 1015(d) for gift tax paid

-Different rule when property sold as bargain sale to charity:  Draw the line vertically - treat as having sold piece of the basis & piece of appreciation (instead of all basis & some appreciation - horizontal) - and give away the rest (probably to discourage bargain sales to charities)

§ 1011(b): If deduction allowable then adjusted basis for determining gain shall be portion of adjusted basis which bears same ratio to adjusted basis as amount realized bears to fair market value of property

B.  Basis Allocation

Gamble v. Commissioner

-Gamble owns stocks, bonds, real estate & cattle ranches – from 1964-1974 engaged in horse racing – acquired 13 horses for business investments

-Wanted broodmare – looked at Champagne Woman – supposedly with foal of Raise A Native (averaging at 49-50,000 per foal) – didn’t plan to bid, too expensive, but ended up getting for $60,000 at auction

-Bought Full Mortality Insurance for mare & foal after born (had Live Foal Insurance for $20,000 policy before born)

-Sold for $125,000 – wanted to claim $30,000 basis (if I had paid stud fee for mare to be inseminated - would've paid in the low $30's - that's value of foal that I bought)


-Taxable event: sale of the foal -- what's basis?


-Had some incidental expenses (net was much less - but still over $100,000)

-Commissioner said $0 basis (Champagne Woman bought at bargain price - you paid all that for her -- foal wasn't even born yet!)

-Court said paid more than would’ve if not Raise A Native’s potential foal – basis not nothing -- $20,000 is good guess since that was insurance policy amount -- cost of stud fee is relevant, but not determinative

-You bought a property with many pieces for one fixed price - we have to allocate price between pieces of property (mare & foal) - not an easy job, esp. with hindsight - only now do we know foal was valuable

FELD:  If looking at insurance coverage as best evidence of value at the time the purchase was made, total insurance coverage is more than purchase price -- seems much more logical to say "You insured for $80,000 - a quarter of that was the foal, so 1/4 of purchase price should be basis for the foal" - Court took $20,000 insurance coverage as basis

-Allocation of cost is heavily factual question -- usually needs to be determined later than initial purpose on basis of sketchy evidence as to what the value was at the time

-Reg. 1.61-6: when buy property & sell part of it have to make reasonable allocation of basis for part that you're selling (real estate & sub-dividing lots)

IX.  LOANS & RELATED ISSUES

-Balance sheet: start corporation - Feld Enterprises -- put in $100

Cash: $100, Capital: $100

-Ask lender for $1,000 - record as liability

Owe $1,000 -- unbalanced balance sheet -- add to cash

Cash: 100



Liability: 1000

Cash: 1000

Total Cash: 1100


Total Liability: 1000

100 Capital

-Is $1,000 income?  No, still owe $1,000 -- proceeding on assumption that someday Feld has to repay $1,000 - not enriched by $1,000 due to offsetting obligation to pay

-Could say in pure cash system that if get $1,000 = income, when pay it back = deduction (but we don't)

-Year 2: Lender sits down & says "What did I do?"  He asks for $ back - Feld can't pay it all - lender will accept $800 instead

-Feld decreases cash to 300 & liability is gone -- richer by $200 - some kind of surplus -- that's what Holmes says in income in Kirby

A.  Discharge of Indebtedness

United States v. Kirby Lumber (discharge of indebtedness from buying back bonds at discount)

-July 1923 plaintiff Kirby issued bonds for $12,126,800 -- later in same year purchased bonds back at less than par - difference of price of $137,521.30

-If buy back & retire bonds --> income

-Holmes says: "When you're richer by reason of having paid off your liability for less than face amount of liability, that's income!"

-Holmes: "We see nothing to be gained by the discussion of judicial definitions" (Eisner v. Macomber) -  when was the realization event?  Is cancellation of indebtedness realization of income?  Where's it derived from?

-There wasn't realization event in Year 2 -- paid out $, didn't get $ in, but in Year 1 when got $1,000 that's moment of realization -- but we told Feld not to include in income cuz offsetting liability -- like holding realization event in suspense

-Test this story: Suppose Feld makes promise under seal to pay $1,000 - then agree to settle by Feld paying only $800 -- does someone have discharge of indebtedness income?   No assets left Feld - no discharge of indebtedness income.

Classic Case: Corporation that issues bonds to its shareholders as a dividend.  Issues $1,000 bonds as dividend -- then buys back for $900 - Court says NO discharge of indebtedness income -- didn't get any assets IN when debt created

-Question of freeing up assets you got in before from liability & being allowed to keep the assets

-In Kirby they took in $12 million - paid off liability as less than $12 million - that's income!

Bowers v. Kerbaugh-Empire Co. (discussed in Kirby): 

-Defendant owned stock of another company that had borrowed money repayable for enterprise that failed - at time of payment marks fell in value - transaction as a whole was a loss

-Transaction in which part produces gain and part produces loss -- can you fold gain into loss and not pay taxes on the gain?

-Bowers is shunted to one side & distinguished -- but issue comes up from time to time -- what happens when loss & gain are dependent on each other?  See Zarin
-Taking money into income seems to Congress to be right but wrong -- Congress provided relief provision elective by the taxpayer in predecessor to § 108 -- in predecessor said: You can elect to exclude discharge of indebtedness income and not pay tax on it but there's a price -- have to reduce basis in assets ($1 for $1) by amount of discharge indebtedness you're excluding

-Discharge indebtedness of $200 -- exercise election -- so have to reduce basis by $200 -- Regs. had elaborate order in which you reduce basis -- depending on nature of asset, you pretty quickly have to recognize gain (if reduce basis in machine, going forward have lower depreciation deductions, if reduce basis in inventory, when sell inventory have to take more income into account)

-Reduction of basis seen as way of deferring rather than excluding completely discharge of indebtedness income

§ 108: more elaborate & narrower set of rules: never get to make the election unless you're within one of a couple of narrow categories listed in § 108(a): bankruptcy, insolvency, qualified farm indebtedness and people in real property business

-Then says: Okay please include in income any other kinds of discharge of indebtedness with no opportunity to defer

Zarin v. Commissioner (if don't have property interest in income, no discharge of indebtedness)

-Zarin was professional engineer who lived in Atlantic City & occasionally gambled - Zarin applied to Resorts International Hotel for credit line - granted $10,000 of credit - Zander could write check called a marker & receive chips which could be used to gamble at casino's tables (craps)

-Became "high roller" - increased limit to $200,000 by November 1979 - between June 1978 & Dec. 1979 lost $2.5 million at craps table - paid in full

-New Jersey Division of Gaming Enforcement told Resorts to not give any more credit - did anyway - started gambling uncontrollably - checks started bouncing

-Why extend credit to him?  What's in it for the casino?  Excitement -- people will be attracted to the table -- like a "shill" (undisclosed henchman of the house)

-Resorts cut off credit - Resorts filed action to collect $3,435,000 - Zarin denied liability cuz claim unenforceable (since Resorts wasn't supposed to give more credit - unenforceable debt in the courts) -- settled for $500,000 & cancellation of debt - but why pay this much if unenforceable? Bad rep?
-Commission called unreported income of $2,935,000 (from discharge of indebtedness)
-Commissioner: When chips advanced not recognized income --> obligation of repayment BUT settlement = cancellation

-Wrong:

(1) Doesn't qualify as discharge of indebtedness (not liable since unenforceable and doesn't hold property - gambling chips don't = property - no economic substance - wouldn't benefit from cashing chips in)

(2) Should look at as more of a contested liability transaction-- whatever settle for is the amount of debt -- settlement of disputed debt (never had fixed amount certain that Zarin owed)

-What if Zarin had gone to the bank & borrowed $3.5 million and gambled all away except $500,000 -- no deduction for gambling loss & inclusion in income of discharge of indebtedness of $3 million

-Why is this case different?

(1) § 108: this isn't discharge of indebtedness!  Not indebtedness for which taxpayer liable - then why'd he pay?  Do we look to understand of parties or technicalities of state law when determining whether parties liable?  No debt subject to property (to cover case of non-recourse debt -- when don't have recourse against borrower so go against property)

(2) Chips weren't money!!  But then what were they?  Evidence of indebtedness (accounting mechanism) - he's paying for privilege of gambling
B.  Debt - Enforceable or Unenforceable?

N. Sobel v. Commissioner (if debt is unenforceable, in dispute - contested liability with unliquidated?)

-Taxpayer exchanged note for 100 shares of stock -- later sued bank for rescission arguing loan violated state law - had to pay half of face value of note - taxpayer claimed amount paid as a loss

-Commissioner denied loss - sustained 5 years earlier - recognized income from discharge of indebtedness -- BUT Appeals: loss not fixed until settlement so take deduction in THAT year --> no gain


-Only use contested liability when unliquidated debt? (can't determine amount?)

-Whenever debt is unenforceable, it's in dispute


-In Kirby we talk about "freeing up of assets" -- is there freeing up of assets here?


-All depends on how you characterize what it is he was buying & with what

Dissent:

-Either income of $34 million or not taxable at all (which wouldn't be acceptable)

-No recognition as long as debtor required to repay debt but recognized when debtor no longer recognizes obligation to repay & creditor has released debt or acknowledged unenforceability

§ 108(e)(5): exception to discharge of indebtedness

-If buy a car & give dealer note for $20,000 -- but paint isn't quite right & go back to dealer & he says yes I know, I'll knock $1,000 off the price & I'll relieve your debt of $1,000 - so debt is $19,000 instead of $20,000 --> THIS is situation contemplated within § 108(e)(5) --> purchase price adjustment (change in debt intimately linked to property which you've purchased from lender)

-So in Zarin is there analogue to price reduction when buying SERVICES (statute says property)

-Was Zarin "enriched" by $3 million?  If idea behind income tax is enrichment, is he enriched by $3 million?  Yes -- he'd evidenced willingness to pay for privilege to continue to gamble

FELD: Court of Appeals opinion isn't very persuasive

Money gained by extortion (I'll beat you up if you don't give me $1,000) - MIGHT be liable in the future if sue, but NOT intending to pay you back (and will probably be insolvent later) so don't call it a liability
Collins v. Commissioner (all unlawful gains are taxable)

-Collins - taxpayer or appellant appeals from decision of Tax Court determining that as result of income from theft, had deficiency of $9,359

-Collins was ticket vendor at Off-Track Betting - made bets in system without putting money in -- kept losing $ -- won some back & put back in till -- behind $38,105 for the day - pled guilty to grand larceny - not allowed as employee to place bets - did anyway

-Commissioner: owe tax on gambling winnings!

Collins: no taxes on gambling winnings!  No net income!

Bowers (in Kirby): venture that resulted in loss - as subpart of that venture, currency GAIN -- could be repaid in de-valued marks - discharge of indebtedness income?  Supreme Court: no - loss on business deal, not going to tax gain on currency side -- largely hasn't been followed

-But owe taxes for theft income --> had same opportunity as someone who had put in that $ - allowed to deduct what pay back

-Definition of income in Eisner not broad enough -- Glenshaw Glass (Congress didn't restrict source of receipts --> all gains except those exempted) & James: ALL unlawful gains are taxable (decided once & for all)

-Loans different --> mutual understanding to repay -- can deduct repayments made in restitution

-Unilateral intention to pay back doesn't turn stolen property into a loan

Gilbert: president & director of a company - ran into some trouble - corporation made margin payments on his behalf but he assigned assets to secure --> board wouldn't approve & kicked out --> IRS: owe tax!


-But had enough intent to pay back (and secured loans)

Collins: My misconduct was already penalized by law!  But not double penalty --> have to pay on income tax

-Use FMV for tickets & subtract what paid back

-Reasoning of Zarin doesn't apply outside of § 108

Court: 2 issues (unlike incorporating 2 lines of events in Bowers)

(1) Collins had gambling losses -- only offset against gains (here no gains) --> no deduction!  He "borrowed" (embezzled) $80,000- paid back big chunk - difference = gain he realized

(2) What's the "value" of what he got?  He says NOTHING - cites Zarin - all he got were chips, all I got was opportunity to bet!

Court: Very silly -- same benefit as person who went to bank for a loan & bet all on losing horses (Zarin inapposite cuz involved CONSENSUAL transaction)

X.  DEBT RELIEF & PROPERTY DISPOSITION

Crane v. Commissioner (Adjusted Basis determined by property itself even if no liability - disparity between cash flow & tax consequences - usually in taxpayer's favor)

-Petitioner was sole beneficiary & executrix of husband's will - died January 1932 - owned apt. building with lot subject to a mortgage - principal debt of $255,000 & interest default of $7,042.50 - property appraised as of death & value exactly equal to amount of encumbrance - she files estate tax return - value of asset $262,000 = liabilities of $262,000

-She continued to operate property and give net rentals to mortgagee for 7 years - took deductions for taxes & operating expenses, interest paid & physical exhaustion of building - interest increased to $15,857.71 - mortgagee thinks she can do better with the building than they could do if foreclosed - right now has 100% leveraged building -- not a dime of your own is in building - if you go to work & pay us net, you can work down mortgage - maybe would've worked out if long enough

-Bank takes the risk, Mrs. Crane gets the benefit if property increases in value (being non-recourse borrower is a good deal: Heads I win, Tales I don't lose)

Depreciation: § 167: allowed as depreciation reasonable allowance for exhaustion (c) basis shall be adjusted basis as decided in § 1011


-She's claiming depreciation but she claims adjusted basis is 0!!

-November 1938 - mortgagee threatened foreclosure --> petitioner sold to 3rd party for $3,000 cash subject to mortgage & paid $500 expenses for sale

-She says her amount realized is $2,500 (deducts half with special capital gain rule and adjusted basis = 0) --> GAIN = $2,500
-Commissioner: taxable gain of $23,767.03 - property was physical property itself undiminished by mortgage - original basis was $262,042.50 - $55,000 allocable to land and $207,042.50 to building -- adjusted basis = $178,997.40

§ 1016: proper adjustment shall in all cases be made -- for exhaustion, wear & tear to extent of amount allowed as deductions but not less than amount allowable)

-Property that buy for $100 & worth $100 & basis is $100 -- entitled to claim $20 of depreciation, but don't have income this year - don't want to claim depreciation -- provision says HAVE to adjust basis down by amount you actually claimed OR amount allowable

-Amount realized = cash + principal amount of mortgage --> totaled $257,500 - $54,471.15 to land & $203,028.85 to building -- only land capital asset

-Capital loss of $528.85 - 50% taken into account & gain of $24,031.45 on building

-Tax Court: building not capital assets, but agreed with commissioner that basis = 0

Definitions:

§ 111(a): Gain = Amount Realized - Adjusted Basis

§ 111(b): Amount Realized = sum of any money received + fair market value of property (other than money) received


§ 1001: amount realized = $ received + FMV of property (other than $) received

-How does she have property received if she never had obligation on loan?  Have to include amount of mortgage in amount realized because mortgagor who sells property realizes benefit in the amount of the mortgage

Footnote 37 (really famous): Obviously, if the value of the property is less than the amount of the mortgage, a mortgagor who is not personally liable cannot realize a benefit equal to the mortgage. Consequently a different problem might be encountered where mortgagor abandoned a property or transferred it subject to the mortgage without receiving boot.
§ 113(b): Adjusted Basis = basis determined under (a) adjusted for exhaustion, wear and tear, obsolescence, amortization to the extent allowed

§ 113(a): Basis if acquired by decedent's estate from decedent is fair market value at time of death

-Property NOT same as equity -- statutes should be interpreted in every-day sense -- decedent's property always valued separate from liens -- when Congress means "equity" makes it clear - if property meant equity would make deductions strange or impossible

-Would have to deduct deductions from negative basis & would have to change basis with each mortgage payment

-Commissioner correctly adjusted for depreciation claims in building

P: But I'm not entitled to depreciation cuz I didn't bear capital loss - mortgagee did!


-Court: doesn't matter

-Amount realized - she sold for 1% of it's value - but absurdity avoided when consider mortgage was included in amount realized -- taxpayer = beneficiary of transfer of mortgage - treat like personal obligation

P: this isn't income within meaning of 16th A! (Court disagrees)

-Can't exclude allowable deductions when computing gain -- would be double deduction on same loss of assets

Dissent: Taxpayer acquired equity worth nothing-- mortgage was in default & debt = to value of property - possession forfeitable & terminable - never became personally liable for debt & when she sold there was thus no release of debt - got nothing when acquired property & small margin when she sold it

Question: Which is "the property"?  What is the amount realized?  What is the adjusted basis?

-Court starts with adjusted basis -- depends on what call "property"?  OTHERWISE if started with amount realized -- "fair market value of property received" would you include the discharge of a mortgage for which she was never liable?  Probably not...

-Property must be property:

(1) Property has to be used in ordinary every-day sense

(2) Value of property as of date of death of decedent as appraised shall be fair market value -- would mess up deductions to value at 0 -- or every time you made mortgage payment, basis would go up & would have to re-calculate depreciation

-FELD: This seems to adequately reflect investment in property -- doesn't "mess things up" -- you should have more investment in property as pay mortgage

-Vincent looking at building & saying will slowly turn to dust - someone has to be able to take deduction for that depreciation -- Taxpayer: the financial risk is on the bank!  Let mortgagee take deduction!

(3) Concerned to follow accounting in estate tax area

FELD: None of these reasons are very compelling - but it's still the law.

-What if taxpayer purchased property financing with 100% nonrecourse loan for $262,000?  

-Notwithstanding no personal liability - basis will be $262,000

-What's basis for determining depreciation?  Still $262,000

-Although IRS won the case, creates opportunity for tax shelters -- can claim deductions without investing any $

3 Important Numbers: Adjusted Basis, FMV of Property, Debt

Woodsam (can extract cash from unrealized appreciation & not be taxed today)

(Hypothetical Form) Taxpayer buys property for $100 - property goes up in value to $300 - taxpayer goes to bank & says "Lend me $150 nonrecourse secured by this property" - bank says "Sure!  Property's worth $300 I'm happy to lend you $150"

-Will taxpayer repay $150?  Yes if property is worth $300 but not if goes back down to $100 - never has to repay -- should he have to recognize gain?  FELD: YES! But Wooodsam says no...

-Can extract cash from unrealized appreciation and not currently be taxed on it -- wait & see what happens - will probably repay so just like borrowing

Hypotheticals:

#1: Taxpayer buys property for $70 cash (basis = 70) - depreciation of $25 (adjusted basis = 45), sells later on for $100.  What result?

-Taxed on 55 gain (amount realized - adjusted basis)

#2: Buys for 70 again, but this time gets 100% financing - mortgage of 70 (basis = 70).  Claims depreciation once again of 25 (adjusted basis = 45).  Sells later for $30 cash & assumption of mortgage - what result?


Amount realized = 30 + 70 mortgage = 100


Gain = 100 - 45 = 55 gain (fair: 30 cash + 25 depreciation)
#3: Buys for $70 cash (basis = 70) - claims depreciation of 25 (adjusted basis = 45), when property increases in value, goes to bank & borrows $40.  Shortly after sells for $60 cash and $40 assumption of mortgage.  What result?


-Amount realized = 100 (assumption of mortgage - 40) + 60 cash


-Adjusted basis = 45 (don't include $ borrowed later)


-Gain = 55

Note 2 things:

(1) Later borrowing does not add to basis (only purchase $ borrowing that creates basis)

(2) Taxpayer started out putting down cash of $70 - gets back cash of $100 (40 borrowing, 60 on sale) - net increase in cash is 30 - PLUS claimed depreciation of 25 - total benefit = 55

#4: Cash 70 (basis = 70), Depreciation 25 (adjusted basis = 45), Borrows 60 - later on sells for 40 of cash & assumption of mortgage


Amount realized = 40 cash + 60 mortgage = 100


Adjusted Basis = 45


Gain = 55

-Property with adjusted basis of 45, borrows 60 against it & nothing happens - doesn't adjust basis, doesn't trigger recognition of gain - very happy fellow


-These are consequences of analysis in Crane -- they're constantly with us - borrowing is important feature of financial life

-Extension of argument: expect to be repaid to receipt of $ today is offset by liability just like any borrowing

Crane: creates disparity between cash flows & tax consequences -- generally in taxpayer's favor

Commissioner v. Tufts (about footnote 37 of Crane- if FMV is less than mortgage, have to recognize gain from discharge of mortgage anyway)

-Tufts member of partnership that financed entire cost of acquiring apartment complex with $1,851,500 loan secured by mortgage on complex - nonrecourse (overbuilt)
-Construction completed in August 1971 - partner's capital contributions was $44,212 - in each year declared losses & depreciation - deductions in '71& '72 totaled $439,972 - basis in property as of August '72 was $1,455,740

-Partnership's rental income less than expected - unable to make mortgage payments - each partner on August 28, 1972 sold interest to 3rd party - Fred Bayles (a "straw"- deliberately chosen as someone who will hold the property but is judgment proof) - Bayles also reimbursed each partner's sales expenses up to $250 & assumed nonrecourse mortgage - date of transfer FMV was $1,400,000- each partner reported sale & partnership loss of $55,740 (adjusted basis - fair market value)

-Fred Bayles has property worth $1.4 million with indebtedness of $1.85 - what's his basis?  Can you have basis when you acquire property greater than FMV of property?  What if property recovers & is worth $2 million when sells?

Commissioner: sale resulted in partnership capital gain of $400,000 - realized full amount of nonrecourse obligation (getting rid of mortgage of 1.85million - basis is 1.4

-What argument could taxpayer make?  Footnote 37!! Vincent said this would be different outcome - if don't get $1.85 of benefit can't include in amount realized - maximum benefit can realize is $1.4 million - that's all property was worth!  Court doesn't buy that argument...
This Court: follows ideas in Crane to hold even if FMV is less than mortgage, recognize full amount - NO EXCEPTION for mortgage exceeding FMV
-How is Vincent wrong in saying FMV of property received is benefit you get when mortgage is released & have property free & clear?

-This is not about actual benefit at the end -- this is about accounting for the tax benefit we gave you at the beginning.

-This mortgage represents actual cash you paid out when you bought the property - reason we said that is we expected you to pay back mortgage - now that it turns out mortgage will be cancelled, expectation was wrong

-We have to reverse $1.85 gave you credit for (like Kirby) - correct assumption in Year 1 by picking up the difference in amount paid & amount said you'd pay

-Something LIKE tax benefit -- correcting what we did in world before - has nothing to do with underlying value of real estate

§ 752(d): liabilities involved in sale or exchange of partnership treated same as those not associated with partnership

§ 1001: gain or loss from sale is defined as difference between "amount realized" and adjusted basis

-Use same rule in Crane: treat nonrecourse mortgage as a true loan --> because of obligation to repay, include loan in basis --> include extinguishment of obligation to repay mortgage in amount realized

-Nonrecourse just shifts potential loss to lender --> doesn't change obligation to pay --> FMV is irrelevant

O'Connor Dissent: Alternative way to Measure:

Clean slate -- adopt Professor Barnett's view: consider two things

(1) Ownership and sale of property

-Benefit received by taxpayer = cancellation of mortgage worth FMV of property

(2) Arrangement and retirement of loan

-When satisfies debt by surrendering property worth less than face amount of debt --> cancellation of indebtedness

-This method of separation allows us to treat different types of income differently (capital gains sale of property versus ordinary income cancellation of indebtedness)

-Not ignoring $400,000 but characterize differently -- 2 separate things going on in this case!  Have to measure gain or loss on property itself (dispose of property with basis of 1.45 for 1.4 -- loss of 50 - capital gain) - then look at discharge of indebtedness (cancelled debt of 1.85 for 1.4 - cancellation of indebtedness of 450 - ordinary income unless insolvent) = nets out to $400,000

Revenue Ruling 90-16 (Barnett's method used for recourse loans)

-Subdivision failed - FMV of subdivision was $10, adjusted basis was $8 and debt was $12 - recourse & taxpayer is insolvent

§ 108(a)(1)(B): if insolvent when debt discharged, don't include in income

-Normally amount realized = amount of liabilities discharged

-Treat as if sold property for FMV -- gain of 2 on sale of property but then relief of difference between FMV and debt (also 2) is discharge of indebtedness income

-BUT because taxpayer is insolvent, § 108 applies: if start insolvent & after release from debt you remain insolvent, not going to recognize discharge of indebtedness income

-What if this was nonrecourse loan?  Walks away from debt of 12 - gain of 4 --> Tufts
XI.  TAX BENEFIT RULE

-If "loan" someone $ that you never expect to get back and you deduct it, and 3 years later you get the $ back, how treat that recovery?  Don't go back to original year, but recognizing that $ this year relates to earlier event, look back to earlier year to figure out what to do with $10 - tax benefit inclusionary rule: take it into income TODAY when get recovery.

-If don't get deduction in earlier year, don't include in income

§ 111: Recovery of Tax Benefit Items: gross income doesn't include income attributable to recovery during taxable year of any amount deducted in any prior taxable year to extent such amount didn't reduce amount of tax imposed by this chapter

Hillsboro National Bank v. Commissioner (if event fundamentally inconsistent with earlier reporting, amend THIS year's return)

-Tax benefit rule ordinarily applies to require inclusion of income when events occur that are fundamentally inconsistent with earlier deduction

-Tax benefit rule: allows easier accounting -- without it, same transaction in 2 different years could have very different consequences

-Blackmun's dissent: wants to change established rule that amend in current year - don't go back -- problems:

(1) Tax benefit rule not precise but neither is Blackmun's - more rules

(2) Not like any other correction post-audit - this is AFTER end of taxable year


--> Too late to change the rule

TP: Include amounts recovered in later years & these weren't amounts recovered

Govn't: Include amounts previously deducted if inconsistent

-Purpose of tax benefit rule: approximate taxation system based on transactional rather than annual accounting

-Not every unforeseen event requires change --> must be fundamentally inconsistent

-Sometimes recovery is the only inconsistent event --> then only actual recovery would amend

When make contribution to charity of property, get deduction of FMV of property, not just adjusted basis -- so get some gain that was never taxed but gives benefit by increasing deduction

Rosen v. Commissioner (if take deductions earlier years that turn out to be wrong - amend later)

-Mr. & Mrs. Rosen owned real property in Fall River, MA --> on Dec. 20, 1972 made gift of property to City of Fall River & claimed charitable deduction in value of property ($51,250)

-April 30, 1973: City of Fall River said couldn't use - returned property

-June 20, 1973 made gift of all except small part of property Union Hospital of Fall River - placed value on property of $48,000 --> took as charitable deduction on '73 return

-August 27, 1974 Hospital transferred back

-Tax Court: applied "tax benefit rule" --> Rosens took charitable deductions when transferred so required to treat value of property upon return as income in year of return --> Affirmed.

-Tax Benefit Rule: have to treat as income in year recouped --> doesn't matter if you retain right of reversion (not a gift from Hospital)

-Assume basis in property was $10,000 --> what's basis now after had to include $51,000 back in income?  Peculiarity: fair market value deduction when give to charity -- when get property back inclusion this year is only to counter-act deduction in previous year - if give basis of $51,000 substantially better off than were when you started.

US v. Lewis (shouldn't go back & amend returns based on events that occur afterwards)

-Corporate executive - bonus of $20,000 - in 1945 auditors came in & said bonus was miscalculated - should've only received half of that

-Tax bracket much higher in 1944 & 1946 - could claim deduction in 1946 for amount he repaid, but big deal - he was net even - no enrichment, but extracted a lot of tax in 1944, much smaller offset in 1946

-Supreme Court divides: we can't mess with the taxable year as the measuring unit for taxability - can't go back & amend 1944 return based on events that occur after 1944

Congress enacted § 1341: Claim of Right

-Might as well say: we're going to track the Lewis case almost fact for fact - an item included in gross income for prior year because had unrestricted right, deduction allowable for taxable year because established after the close of such prior taxable year that taxpayer didn't have unrestricted right to such item

-Won't go back & change prior year, but we'll do fancy recalculation of tax in 1946: lesser of: tax as it would be if just took deduction OR reduce dollar for dollar tax owing of current year by amount of increased tax in prior year occasioned by wrongful inclusion of money

-Produces equitable result when disgorgement of amount claimed produces lesser tax benefit than original tax burden -- can't use for embezzlement

XII.  PERSONAL DEDUCTIONS

-Not talking about direct expenses that produce income (deduction for business expenses)

A.  Charity (§ 170)

There shall be allowed as a deduction any charitable contribution, payment of which is made in taxable year

-Unlike some expenses (business) we have said can be on cash or accrual method of accounting (take account of expenses even though haven't paid cash) - here you have to make PAYMENT within taxable year - promises not good enough

§ 170(c): Contribution or gift (not every check written to a charity is a gift) to or for the use of (property/trust language - even if don't give directly to charity but put in trust for benefit of charity - can deduct driving expenses if drive people to doctors for charity): (1) State or political subdivision only if made for exclusively public purposes, (2) corporation, trust or community chest, fund or foundation (an entity) created in US (has to be domestic), organized and operated exclusively for religious, charitable, scientific, literary or educational purposes or foster national or international amateur sports or prevention of cruelty to children or animals, no part of net earnings inures to benefit private shareholder (not benefiting individual), which is not disqualified for tax exemption by trying to influence legislation (mirrors § 501(c)(3)), doesn't participate in political campaign

-Broad language: any entity in US exclusively for broad purpose, doesn't engage in politics and not for profit to insiders -- invitation to create such entities (over 1 million qualified not-for-profit entities)

-Can form private foundation -- meets these qualifications -- going to pay $ out in grants to support religious, charitable, scientific, literary or educational purposes

-A lot of discretionary spending of $ that would otherwise go to govn't --> WHY??

-Government wants to encourage support of charitable institutions - but if government would support them anyway why not eliminate the middle-man & let the govn't do it?

1.  Consequence

-Decentralizing decision-making -- instead of govn't deciding who to give $ to, individuals decide - anyone can decide what kinds of things they want to support - if put up $, they'll do it

-Some good things come out that wouldn't otherwise come out cuz govn't can't know everything


-Always less likely to be break-throughs when all thinking along same path

How does this work?

-Deduction: reduces cost of giving to charity -- subsidizes charities & donors

-Someone willing to give $1000 to a charity - if in 35% bracket

(1) Will reduce tax by $350 so net cost is $650 -- $350 benefit here winds up with donor

(2) If willing to give $1000 might be willing to say I'll increase amount I'd give up to point where burden to me is actually $1,000 -- so I'll give $1500 - charity is benefiting from deduction

(3) If donor goes into store & price of something is $1,000 and marked down to $650 might buy more than would otherwise buy - so give even more & increase burden beyond $1,000 cuz doing it at bargain price (prevailing view) - elasticity of giving?

Justification for § 170: 

(1) We like the idea of having charities -- some do good things we can visibly see - some charities we don't know, but we want to encourage entrepreneurial charitable activity -- so govn't subsidy for charitable activity

A couple of things to note:

(1) 2/3 of all taxpayers don't itemize deduction so subsidy for them is 0

(2) Of those who claim itemized deduction, amount of subsidy varies depending on marginal tax rate -- could do non-tax subsidy (for every $1 given, govn't will give $.35) - economic equivalent & will eliminate disparity


-Those who claimed standard deduction for awhile could claim charity too

(2) Academic Argument: Not just a subsidy - proper adjustment to income when talking about ability to pay!  Reduced amount can use for own consumption - $ no longer available to you to buy goods & services

2.  Technical Issues

-What's a gift?  Amount above value of what you get back

(1) In Year 1 pledge $250 to favorite charity - in Year 2 pay the pledge.  No deduction in Year 1 - § 170(a) requires payment.  In Year 2 can claim deduction.  But what if pledge card in Year 1 was enforceable obligation?  So just paying off debt -- rulings say: paying pledge is payment in that year - get full charitable contribution deduction.

(2) Go to charity auction - auctioning off laptop computer - normally sells for $800 - bidder bids $1,000 - can he deduct $1,000?  No getting computer in return - "quid pro quo" contribution

-From time to time people try to claim - rule is not a gift if get something back - subtract value received from amount paid to charity.

-What if not easy to tell how much worth?  Tough to value... Send kids to parochial school - but getting education in return & get from city for free... church charges pew charge for privilege of sitting in a pew - getting something in return but not a market item - getting something valuable to YOU


-Fully deductible: tix to high holidays, pew charges, etc.

Case: School charges particular sum for attending football games - a lot of alumni support football game - school says the seats between the 40-yd lines will be reserved for alumni who contributes additional $300 to football fund -- deductible?


-No: just additional purchase price of getting a good seat - UPROAR from universities

-Now have § 170(l): for certain payments 80% of amount paid is treated as charitable contribution - such amount would be allowable as deduction but for fact that taxpayer receives right to purchase tickets for seating at athletic event in athletic stadium of such institution

Example: Developer wants to get necessary permitting to put subdivision in place.  County says: we want you to donate 10% of the land as public park -- is that charitable contribution deduction or not?  City is qualified recipient but "quid pro quo" - he's getting something in return


-Would he care?  Gets deduction anyway - business cost

-Only reason might care: measure of deduction of property is fair market value of property (whereas for everything else measure of deductibility is the basis in the property)

-Timing difference: when give land away deductible as payment under § 170 - if tied to subdivision might have to capitalize cost of land as cost of subdivision & only recover as sells off the lots

Lary v. United States (donation of a service not charitable contribution)

-Dr. John & Sherry Lary appealed from district court decision that Commissioner was right in disallowing deductions on 1975 & 1976 tax returns --> this court affirms

-On '75 and '76 tax returns, Taxpayers claimed deductions for value of pint of blood donated by Dr. Lary to the Red Cross in '76

-Commissioner disallowed -- Taxpayers filed for refund

-District Court: donation of blood constitutes performance of services which doesn't qualify as charitable contribution under regs - performance of a service

§ 170(e)(1)(A): amount of charitable contribution of property shall be reduced by amount of gain which would not have been long-term capital gain if property contributed had been sold taxpayer at fair market value - if would've resulted in ordinary income or short-term capital gain - charitable deduction not include any amounts attributable to such gain but limited to adjusted basis in property

-No evidence as to any basis for blood

B.  Appreciated Property (Regs § 1.170-A-1)

-General rule: deduct the fair market value of the property

-If appreciated stock & give to BU, measure deduction by fair market value of the stock (NOT the adjusted basis)

Exceptions: § 170(e): Reduce amount of contribution under FMV rule by (1)(A): by amount of gain which would not have been long-term capital gain if property contributed had been sold by taxpayer at fair market value (inventory-type property, property hasn't been held for long-term period of 1 year - goes from FMV back to adjusted basis)

-If left with long-term capital gain property: (B)(i)(I) still get cut back if it's tangible personal property & use is unrelated to purpose or function constituting basis for exemption (like giving valuable painting to hospital to auction off for $)

-"Applicable property" sold or exchanged in taxable year (certain charitable-deduction property for which donor has taken deduction & donor is quickly getting rid of property)

-To or for the use of private foundation (any kind of property to private foundation - don't get benefit of deducting appreciation - cut back to adjusted basis)

-Basically: inventory-property, tangible personal property giving to charity not in relation to purpose or give property to private foundation: cut back to adjusted basis

-Exceptions to the exceptions: § 170(e)(3): exception to inventory rule: situation in which use of property by donee related to purchase or function and property used by donee solely for care of ill, needy or infants - then can deduct through fancy formula - get double adjusted basis

Example: Pharmacy makes pills - costs a couple cents, charge a couple dollars - donate to charity - (e)(1) says cut back to adjusted basis (e)(3) says we'll augment that with larger deduction, but still cut back

Bargain Sales: Talked about in part-sale & part-gift (§ 1011(b)) - Code now provides allocate basis if do bargain sale to charity

-Stock that's appreciated - basis of $40 FMV of $100 - sell to charity for $40 - § 1011(b): selling 2/5 of appreciation & 2/5 of basis - have to recognize some gain

Oldest restrictions in § 170: % Limitations: Don't have a lot of bite cuz percentages have been pushed up

§ 170(b): Can deduct charitable contributions but only up to % of AGI - calibrates % based on nature of charitable recipient & nature of property being donated

(b)(1)(A): list of favored types of charities: 50% - some defined by what they do (churches, schools, hospitals), others defined by public support (if broad public support for charity, lots of people scrutinizing what charity is doing, should give > favorable treatment)

-Other less-favored institutions get 30% limitation

-2 additional sets have to do with whether contributing capital gain property (distinction between organizations in favored list & not)

-For most people % limitations so broad that doesn't matter (can be significant for rich people with low income)


-If give valuable property or art - might exceed income for the year

-But people plan around - divide gift in 2-3 years - give fractional interest in land, etc. - 5 year carry-over if can't deduct all
Problem with gifts of property:

-Unlike cash or appreciated securities, don't know their value - donors might claim excessively large amounts

Congress enacted rules about deductions for vehicles: § 170(f)(12): if donee organization sells vehicle can't deduct more than they got for it

§ 170(f)(8): substantiation requirement for certain contributions: no deduction allowed for any contribution of $250 or more unless taxpayer substantiates contribution by acknowledgement by donee organization that meets requirements

-Funniest provision Congress added: has to do with stuffed animals (taxidermy): one of the scams: take a tax deductible safari - go shoot animals & donate animals to a museum - claim a charitable contribution deduction - it'll pay for your trip - provisions tried to rectify

-Congress (esp. former chair of Senate Grants Committee) - try to make sure charitable contributions not mined for tax-sheltering possibilities- more and more record-keeping restrictions (in response to taxpayer over-reaching)

-If look at Tax Expenditure Estimates (p. 28-29): Deductibility of charitable contributions: (education & training) + (health) + (social services) = $38 billion/year of revenue foregone by reason of charitable contribution deduction

C.  Deduction of Interest

Things to Note

(1) Money is fungible -- one $ is the same as another $ - like water - if throw a bucket in & take a bucket out, probably not the same water but doesn't matter

-When we're talking about interest & tracing use of particular proceeds of buying keep in mind money is fungible -- if have enough $ and enough capacity can defeat tracing rules

(2) Tax treatment of interest dividable in 5 parts -- have to categorize in one area -- get a deduction for interest if connected to (i) trade or business; (ii) investment interest; (iii) qualified residential interest (within certain parameters) WON'T GET FOR: (iv) purchase/carry of tax exempt bonds RESIDUAL RULE: (v) personal interest not deductible

-Long ago interest was simply deductible § 163(a) - some justification for that based on fungibility -- borrow $, put somewhere else, how know which $ got used for what & if think of interest income as return on $ you're using in investment enterprise, interest expense can be thought of as negative income (offsets income you might earn by putting your $ in savings account) - reduces net worth in Haig-Simons way

1.  Municipal Bonds

Problem: Interest on municipal bonds is exempt from tax under § 103 -- borrow $ to go out and buy $10,000 worth of municipal bonds -- earn interest at 5% not taxable - pay 6% on borrowing of $10,000 to finance purchase of bonds


-Financial basis: losing money - paying 6% interest to make 5% interest

-Looked at from after-tax perspective: might be making $ - if interest deductible on borrowing, 6% interest only really costing 4% (depending on tax bracket) after deduction

-To prevent this type of tax arbitrage Congress enacted § 265(a)(2): No deduction shall be allowed for interest on indebtedness incurred or continued to purchase or carry (broad language - helps you do such a thing even if not using directly to buy) obligations the interest on which is wholly exempt from taxes imposed by this subtitle (so wouldn't get it in municipal bond context)

Wisconsin Cheeseman (determine how much of portfolio invested in municipal bonds- declare that % of your interest is to purchase those bonds)

-Taxpayer produced & sold cheese seasonally in the fall - business slacked in Spring - borrow $ for operations in summer & early fall - pay off in December & January.  Set aside some $ to invest in municipal bonds -- so is short-term indebtedness to purchase or carry municipal bonds?  No. (Other issue in case: conventional mortgage on building: is that to carry municipal bonds? Yes.)

-Use tracing to say: 10% of your portfolio is municipal bonds -- we'll say 10% of interest is to purchase

2.  Trade/Business

-No particular reason to disallow trade interest - fully deductible

3.  Investment Interest

Margin account with broker that enables to borrow to buy other securities - end of the year have interest cost on margin amount: § 163(d): Bundle together all investment activity and if you have more investment net income than investment expenses, able to deduct this interest applicable to investment activities to extent have net investment income

§ 163(d)(3)(A): Investment Interest: any interest allowable as deduction under this chapter which is paid or accrued on indebtedness properly allocable to property held for investment (again tracing the $)

-Cabining of investment activity: add up income, subtract expenses, what's left over is compared to investment interest, if it's bigger, full amount is deductible, if smaller on ly that portion of investment interest is deductible

-Some operate similarly to § 265: similar tracing & allocation questions that come up

§ 163(h): Disallowance of Deduction for Personal Interest: Personal interest means any interest allowable as deduction under this chapter other than trade/business interest, investment interest, § 469 interest, qualified residence interest (these are carved out of "personal interest")


-Take $2,000 out for vacation - $200 interest expense = personal

(h)(3): Qualified Residential Interest: acquisition indebtedness or home equity indebtedness

-Residence: (1) principal residence of taxpayer (within meaning of § 121 - exclusion of gain on sale of personal residence) and (2) one other residence which is selected by taxpayer for this purpose

-Regs § 1.121-1(b): Residence: Property used by taxpayer may include houseboat, house trailer or house or apartment entitled to occupy - principal residence - laundry list of factors to use in determining which is principal residence

Acquisition Indebtedness: take out to purchase or improve the home ($1,000,000 limit of deduction)

Home Equity Indebtedness: any debt secured by residence that isn't acquisition indebtedness ($100,000 limit)

-Debt has to be secured by qualified residence -- if just go out & get car financing that's non-deductible personal interest - but if go to bank & get home equity loan secured by home & use that $ to buy car - home equity indebtedness --> that's problem with tracing regime - does it really matter where it starts?

Very important carve out: LOVE home ownership & many people own homes & deduct interest and would be a nasty shock - upper middle class is being subsidized (2/3 of people don't itemize deductions - not claiming interest deduction)

Pau v. Commissioner (home equity indebtedness CAN'T be acquisition indebtedness - can't have 1 loan for $1.1 million - FELD thinks wrong)

-Acquisition indebtedness more than $1,000,000 - claimed more than that amount for their purchase loan -- he says of course I can't deduct amounts over the limits so I'll take $1 million acquisition indebtedness & then I'm entitled to $100,000 home equity - why isn't the rest of my acquisition indebtedness home equity indebtedness -- why not combine?  If separated would clearly be okay -- why can't I borrow $1.1 million from bank?

-Statute: (B) acquisition: acquiring, constructing, substantially improving any qualified residence of taxpayer

-(C) home equity: any indebtedness other than acquisition indebtedness secured by qualified residence - so if it's acquisition indebtedness it can't be home equity indebtedness

 (h)(3(B)(ii): aggregate amount treated as acquisition indebtedness shall not exceed $1,000,000 -- so only first million is acquisition indebtedness!! Rest can be called home equity indebtedness

Court: 1st reading: acquisition is amount spent on buying house - can't deduct more!

2nd reading: Cap of $1,000,000 is part of definition - court must choose which definition shall prevail - choice should be made determined on function of indebtedness in the statute - is there a good reason to treat extra $100,000 as not deductible if taxpayer could've borrowed $1,000,000 from one bank & $100,000 from another & deducted? (FELD's inclination)

2 More Points:

(1) Redlark: under the Regs IRS says "All interest paid on tax deficiencies are personal and therefore nondeductible" - Redlark incurs tax deficiency related to a business & challenges regulation -- says really trade/business interest indebtedness

-Court discusses & looks at legislative history: Under Chevron regulation is valid & is a permissible interpretation

(2) § 221: Interest on Education Loans - allows as deduction amount equal to interest paid on qualified education loan - imposes maximum amounts - much less generous in form than beginning paragraph - professional school: preparing for trade/business!

4.  Drafing Exercise

DRAFTING EXERCISE - discharge of indebtedness for subprime mortgages
-Should include operational provision & definitions

-How to draft:

(1) What is the problem? Defaulted on mortgage, lost their home & expected to pay tax because of discharge of income

(A) But is it a release of debt?  Tufts: gain on disposition of property -- but O'Connor says we should separate these two transactions -- think of satisfying debt of $1.85 with property worth $400,000 and basis of $450,000 -- divide into 2 parts -- loss on sale of property of $50,000 and discharge of indebtedness gain!

-Court doesn't buy that: all one transaction that produces gain on disposition on the property -- difference between the basis & face amount of mortgage

-Whether there will be discharge of indebtedness in subprime mortgage case depends upon: recourse debt like in Tufts?  CA had statute that limits enforceability of recourse debt to mortgage of home -- then does Tufts rule apply?

(B) Assuming there's discharge of indebtedness income, is this taxpayer insolvent?  If insolvent, tax code takes care of person § 108

(C) Is there property gain on foreclosure?  Different from discharge of indebtedness income -- if it's recourse & divide property from mortgage, have situations where have basis in property that's lower than fair market value of the property

Value 280, basis 250, mortgage of 300 - recourse loan: treat as having discharge of indebtedness income - do you also have gain on disposition of the home?  Gain of 30, discharge of indebtedness of 20 - maybe this is a bigger problem?  But maybe §121 protects you - depends on whether you've lived in property long enough

-Underlying facts that need to be ascertained based on these facts -- can't make legislation on basis of one anecdote -- look at set of circumstances that will be encompassed by legislation in this area

(2) What is the source of debt?  Was this debt incurred when homeowner acquired home or debt rolled over into home from previous debt?

(3) Why is property worth less than debt?  General property value decline after people sucked into borrowing against the property or you didn't maintain property -- do we want to relieve this person from discharges of mortgage indebtedness

(4) What do I want as my remedy?

Issues in Drafting:

(1) What kinds of property should be encompassed in solution?  Any real estate?  Any residence?  Only principle residence?  How define principle residence? Incorporate definitions from other parts of Code -- incorporate all of regs of § 121 by reference or try to draft own definition of principle residence

(2) Any mortgage or only those that are consumer frauds -- unscrupulous lenders are taking advantage of poorer people -- only "subprime"?  (Structured very differently than standard 30-year, fixed amortization mortgages.)

(3) Are we only talking about acquisition indebtedness or any other type of indebtedness?

(4) Should there be any $ limits on amount of mortgage?  $300,000 mortgages, $3 million mortgages?

(5) Should there be AGI limits?  Limits on amount of relief?  Let off the hook for $50,000 maximum

(6) Should the relief cover only foreclosures or work-outs as well?  Bank can say I won't foreclose, let's cut principle down...

(7) What should be the consequences of discharge indebtedness relief of this sort?  § 108 builds in consequence provision: (b): Reduction of Tax Attributes - reduces basis for discharge of indebtedness?  If so, if lose house, how does that impact gain on residence

(8) What should we do about multiple use property?  (Home office in the home or rented out at one point - earlier depreciation deductions)

(9) Is this a one-time event like Hurricane Katrina?  If so, maybe put expiration date on relief providing here so not permanent part of Code forever

(10) Roll-over provision: what if you re-acquired a house within short period of time?

Language:

(1) Mortgages have "face amount" but not a "value" - if Bank tried to sell mortgage, they wouldn't get whole face amount cuz secured by distressed property - would sell for much less - which amount do we mean?

(2) Percentages in connection with interest -- if have 6% mortgage as teaser rate & rate under adjustable mortgage jumps to 12% - have had 6 point increase but that's 100% increase in interest -- so be careful when talk percentages

(3) Exclude mortgage provided by former owner of property?  Not included in § 108(g) by reference to definition of "qualified person"

House Ways & Means Committee: drafted a provision for this question

D.  Deduction of Taxes (§ 164)

-(a): Can deduct state local & foreign real property taxes (because of these get police, garbage, schools - consumption items), state & local personal property taxes, state local & foreign income taxes - paying any state tax reduces disposable income & ability to pay federal taxes - but under this reading should get gas tax & sales tax back)

(b)(5): At election of taxpayer for taxable year (a) shall be applied (1) without regard to reference to state/local income taxes and (2) as if state/local general sales taxes were referred to in a paragraph thereof (if you want you can elect to deduct state sales taxes instead of income taxes - but most people who pay income taxes that itemize don't pay more in sales tax - because of TEXAS: no income tax - so deduct sales tax instead)

-Sales taxes used to be deductible -- justification for not making deductible: just an additional cost of consumption so repealed

Practical reason for eliminating deductibility: General sales tax: every time you buy something at a store you pay sales tax - if you want to keep track of how much sales tax you're spending need a shoe box for receipts - so Congress recognized this problem - hard to administer from honest taxpayer's point of view, hard to administer from auditor's point of view -- so instead of having all these receipts could take a # from a table - different for every state & size of family - take that # (minimum amount you can deduct) - if you buy big item (car) can add to sales tax in table

-That was law in the 70's and 80's --> in effect became an arbitrary # to deduct - so got rid of except for this new option

3 Possibilities for dealing with state taxes in federal system:

(1) Ignore it - federal & state systems operate on their own

(2) In federal system, federal govn't should help state govn'ts maintain tax base given power of federal govn't to soak up sources of revenues -- instead of depleting state source of revenue through income tax, carve out piece of federal tax system to allow states to tax


§ 164: subsidy to federalism -- but doesn't tell us what form that subsidy should take

§ 901: income taxes paid to a foreign sovereignty - credit $ for $ reduction of tax to extent have paid tax to foreign sovereignty on that income (credit much more valuable than deduction -- deduction reduces every $1 of tax by $.35 - credit is $1 for $1)

(3) Credit for state taxes paid?  We don't but not immaterial consideration -- just like no deduction not immaterial consideration

Who bears burden of these taxes?

Loria v. Commissioner (only the person whose name mortgage is in can deduct payments - points?)

-Petitioner's brother purchased house & took out mortgage (brother leant his credit, but respondent would make monthly payments) - petitioner made all mortgage payments - wants deduction on mortgage loan interest, mortgage loan points or real property tax but no real evidence that paid taxes (represented self)

-How treat points?  Deductible currently when pay or spread out over life of loan?  Generally spread out over life of loan - amortize (§ 163)

-Not entitled to these deductions (it's legal title that counts not who's making payments) --> also liable for accuracy-related penalty - have to have a rule otherwise respondent & Gregg could both claim - should only have one taxpayer entitled to deduction - unless can show acting as agent
POINTS:

§ 461(g): Deals with problem: what happens if you are cash-method taxpayer & you pre-pay interest - used to be able to pre-pay and get current deductible - created sheltering opportunities for current income

-Interest allocable to any period shall be charged to capital account & paid in the period for which so allocated -- pre-paid interest: put on accrual interest - get deduction NEXT year, not now -- exception in (g)(2): that rule which requires you to capitalize pre-paid interest subsection shall not apply to points paid in respect to any indebtedness incurred in connection with purchase or improvement of and secured by principle residence

Landlords/Tenants: 

-Suppose pay $1,000/month to LL in rent - Tenant doesn't get to deduct (personal interest), income to LL

-Tax: LL gets to deduct 200 -- so only has to report 800 income

-Who's bearing burden of those taxes?  If taxes increased the next year, rent would increase - tenant bearing economic burden of tax

-NY: changed the law - in case of residential apartments, each tenant liable for the tax (LL secondarily liable - withholds tax from rent) & gets deduction

-Tenant paying $1,000/month - $200 allocated to tax -- 200 deductible - LL has income of only 800

-So when smoke clears, Tenant gets benefit, LL's tax doesn't change - win-win

Treasury: Not so fast... change in the law didn't change anything - old result ought to apply - Tenant doesn't have real property interest

E.  Casualty Losses (§ 165)

-Allowed as deduction any loss sustained during the taxable year and not compensated for by insurance or otherwise, (b) basis is basis provided in § 1011, (c) three kinds of loss can deduct: losses incurred in trade/business, incurred in transaction entered into for profit, any transaction entered into for profit, any loss arising from fire, storm, shipwreck or other casualty, or from theft

FMV before - FMV after = gross economic loss

Take lesser of that or adjusted basis - insurance recovery = casualty loss

Buy a car for $10,000 - improve it through work - have an accident, car is totaled --> what do you get to deduct?  He wants to claim $10,000 - but it's not worth that anymore - have to adjust basis - some amount of loss is due to personal use

-Unlike business property like a machine where have depreciation reductions to basis, with personal use property no deduction for depreciation so no adjustment of basis


-Supreme Court: § 165(a): get a deduction for a loss - so have to figure out what LOSS is


LOSS = value of property immediately before the after accident - value immediately after

Reg. §1.165-7: loss is lesser of difference in value before and after or your basis

LIMITATIONS:

-Congress responded with § 165(h) limiting net casualty loss to excess over 10% of AGI -- # of claims have gone way down

-Also in (h)(1) $100 limitation/casualty -- introduced in early 60's to eliminate deductibility of fender-benders

What kids of things are covered?  Fire, storm (special rules for Katrina), shipwreck, or other casualty (what is "other casualty"?), or from theft.


Other casualty: has to be sudden

-What about intervention of human action other than outside action -- run into a tree - negligence?  Taxpayer's problem?  Regs: can deduct losses for automobile accidents as long as didn't do it on purpose

Wedding Rings: 

(1) Classic case- wife takes off ring & wraps in tissue paper - he gathers all tissues in the morning & flushes down the toilet - ring is gone --> NO deduction.

(2) Woman comes home from shopping in supermarket - slams finger in car-door diamond flies off into gravel - never seen again --> Deductible (no rhyme or reason)

Theft:

(1) Has to be theft under state law of state in which you're located (just suckered you doesn't make it theft)

(2) Timing rule in § 165(e): In case of theft loss is sustained in year in which taxpayer discovers loss

Regs: If you have a property and you pay for repairs and repairs put property back the way it was & not better, then cost of repairs is good evidence of extent of decline in value created by accident (solves part of evidentiary problem)

-Only get deduction if loss not compensated by insurance or otherwise


-So after figure out allowable loss, deduct amount of insurance recovery

Problems (p. 480):

(1) Car accident: AB = 10,000; FMV before = 6,000; FMV after = 0

(a) Casualty loss = 6,000

(b) Taking § 165(h) into account: 10% of AGI = $5,000 and take out $100 deductible so gets $900 deductible

(c) If used for business - get to deduct BASIS (theory being you've been deducting for depreciation)

(2) Souped up Mustang - basis $10,000 FMV before = $15,000; FMV after = 0


Casualty loss = $10,000 (never realized income on $5,000 of appreciation)

(3) Vacation home damaged in flood: AB = $100,000; FMV before = $250,000; FMV after = $150,000 

(a) Casualty loss is lesser of 100,000 or 250-150 = same = $100,000

Regs by looking at basis & amount of loss we're thinking about case that Supreme Court dealt with long ago: personal property that has declined in value somewhat & now has casualty loss -- in case of appreciation in value from time bought it from time to casualty loss: Regs provide favorable stacking rule: loss will come out of basis -- we could say just as well that some part of loss has come out of unrealized appreciation - regs very favorable in case of appreciated property

(b) AGI is $200,000 - 10% is $20,000 - can only take excess minus $100 = $79,900

-What's basis now?  $21,100 -- basis should be reduced to extent that she has recovered by way of § 165 deduction part of her original investment

(4) Deductible of $1,500 - promise of $4,500


Regs § 1.165-1(d)(2)(i): if reasonable prospect of recovery --> take into account


So deducts $3,000

(5) Vacation home AB = $40,000 FMV = $40,000 FMV after = 0, insured by insured denies liability --> casualty loss of $40,000 (ignoring (h)).  Insurer offers to settle claim in subsequent year for $30,000

Regs § 1.165-1(d)(2)(iii): incorporate tax benefit year: if got deduction in earlier year & turns out it was too big, pull into income what you've recovered in subsequent year

F.  Medical Expenses (§ 213)

What is covered?  (a): Medical care of taxpayer, spouse or a dependent to extent that expenses exceed 7.5% of AGI (floor)

(d): Medical care: amount paid for diagnosis, cure, mitigation, treatment or prevention of disease, or for the purpose of affecting any structure or function of the body, for the transportation primarily for and essential to medical care referred to in subparagraph (A)

-Long history of regulatory & judicial opinion determining what's in and what's out -- line is what people do ordinarily for themselves is not in this category -- has to be extraordinary to be in this category (not just eating - unless peculiar & expensive diet)

(d)(9): doesn't include cosmetic surgery or other similar procedures unless necessary to ameliorate deformity arising from congenital abnormality, personal injury resulting from accident or trauma or disfiguring disease

-Loss of care for cancer patients?  Silicon breast after mastectomy?  Egg donor fee if want to get pregnant?  Teeth whitening?  Falls under cosmetic -- many decided for Taxpayer.

Commissioner v. Bilder ("transportation" not "travel" - so more for getting there than rent, etc.)

-Taxpayer was attorney practicing in New Jersey - when 43 years old suffered 4 heart attacks - heart specialist told him to spend winter months in warm climate - taxpayer wife & child moved to Florida - resided for 3 months in apt. for $1,500 - tow months of next winter for $829 - claimed 2 rental payments as deductible medical expenses - disallowed by Commissioner

-Tax Court reversed Commissioner to extent of 1/3 of deductions - Court of Appeals held fully deductible as expenses for "medical care" within § 213

-Prior to IRC of 1954 these payments recognized as deductible medical expense - construed to include "travel primarily for and essential to...prevention or alleviation of physical or mental defect or illness" v. § 213 (d)(1)(B) in current statute -- uses word "transportation" instead of "travel" - "travel" inferred to include not just getting somewhere, but staying somewhere -- under old statute made sense to claim rent -- under new statute can't deduct it cuz not transportation


-Commissioner: Congress with 1954 Code tried to deny these deductions

-This Court: Commissioner is right - that's exactly what the purpose of the 1954 amendment was

-Cost of travel deductible but not living expenses -- statute is vague so go with legislative intent which was to deny deductions

§ 213(a): deduction for expenses PAID during taxable year -- like charitable contribution deduction: have to have payment in year of deductibility

-Some people may be on the line from claiming standard v. itemizing - want to bunch for year -- get surgery in December, don't pay until January so can include for that year

-What about capital expenses: deductible to extent what you paid exceeds enhancement in value to property (like putting in an elevator)

3 More Points:

(1) Who benefits from medical expense deduction?

-If have AGI of $100,000 have to have > $7,500 of medical expenses -- if have $1 million AGI, have to have $75,000 before deduct a dime

-§ 213(a): can deduct for expenses paid not compensated for by insurance or otherwise

-If have a lot of income tough to get past floor - if don't have much income will be claiming standard deduction

-If covered by health insurance, not getting deductions --> so what's left?  

(1) People who are uninsured, have a lot of medical expenses, not much income & other deductions so not going to claim standard deduction (not a lot of people)

(2) Also expenses not conventionally covered by health insurance: psychiatric & dental

(3) For very wealthy - those capital expenses -- installing swimming pools, elevators in home


-Tax Expenditure estimate for this deduction only $7.3 billion in current year

(2) Is this a proper adjustment to income or are we just subsidizing?

-For most of the things included, not voluntary expenditures (carve out those under "cosmetic") - they are "put him back the way he was" kind of expenditures - personal loss expenditures - think of in connection with § 104(a)(2) for damages for personal injury/sickness

(3) When looking at alternative minimum tax (§ 56(b)(1)(B)): changes floor from 7.5% to 10% - can only be understood historically

-Effort in 1986: bring floor of medical expenses in floor with casualty expense - floors for unexpected sudden losses - one to property, one to a person - failed in § 213, got stuck in alternative minimum tax -- needless complication

XIII.  MISCELLANEOUS DEDUCTIONS

§ 67: 2% of AGI floor on miscellaneous itemized deductions (deductions other than listed here -- all the ones we've talked about except § 212: deductions for collection of income in activity that doesn't rise to classification of trade or business) -- fall mostly within: investment activities, tax return expenses, unreimbursed business employee expenses

§ 68: Imposes haircut rather than floor: if AGI is more than a particular amount, itemized reductions will be reduced by lesser of: 3% of excess of AGI over applicable amount or 80% of amount of itemized deductions otherwise allowable for such taxable year

-No good reason for this: artifact of effort to achieve revenue neutrality when tax provisions are changing -- major tax bill - proposal to change tax law - needed some $ & didn't want to raise rates explicitly -- phases out deduction & in effect raises marginal rate (not only be taxed higher, but reducing amount deducted so additional tax) - SNEAKY

Congress has acted to provide phase-out of limitation: in 2006 & 2007 only 2/3 of this reduction is taken off, in 2008 & 2009 only 1/3 taken off - in 2010 whole provisions supposed to go away

Married couple with AGI $170,000 & itemized deductions of $20,000 - look up phase-out amount adjusted for inflation (bottom of p. xi: applicable amount for overall limitation is $156,400) 170,000-156,400 = 13,600 excess x .03 = amount of reduction of otherwise deductible itemized deductions - lose $408 of itemized deductions

-Sneaky way of increasing rates -- only affects people who itemize, so starts with moderately well-to-do and works its way up
XIV.  BUSINESS EXPENSES (§ 162)

-Could have workable tax system with § 61 and § 162: moves us from gross income position to net-income position by allowing deductions

-What if offered $ for $ deduction for every $ you drop down the sewer -- would you take it?  $ of deduction doesn't = $1 -- only decreases by marginal rate -- multiply taxable income by relevant rate -- so unless tax rate is > 100% never makes sense to spend $1 to get $1 deduction -- at current rates of 35% certainly doesn't make sense

-So why would someone spend $ to get a $ of deduction?

(1) If you're getting lots of personal satisfactions out of expenditure -- so look carefully at line between income producing & personal

(2) The thing I buy is not used up in current year -- buy a machine for business - get deduction today & have lots of machine left over at end of year - accelerating deduction into current year -- look carefully at current expense v. capitalized expense

§ 162 about policing those 2 frontiers: if neither of those problems is involved, can get deduction

"Ordinary & Necessary"

Regs § 1.61-3: Gross income derived from business: manufacturing, merchandising or mining business: gross income = total sales, less cost of goods sold, plus any income from investments from incidental or outside operations or sources


-So definition of gross income starts with net income

Palo Alto Town & Country Village v. Commissioner  (assume "ordinary and necessary" to business unless can prove personal element)

-Taxpayers paid fee to Commander in return for which Commander made its plane available to taxpayers on standby basis - Tax Court permitted disallowance of these expenses & deducted "ordinary & necessary business expense" $125 for actual flying time

-Ordinary expense: normally to be expected in view of circumstances facing business

-Necessary expense: appropriate and helpful to the business

-Incurring expense of maintaining Commander's plane was appropriate & helpful to the business & it was a response one would normally expect business in taxpayer's circumstance to make

-Have to assume that if they're paying for this, they're not crazy --> relevant to the business -- only way to rebut that assumption: show personal rather than business element

"Ordinary and necessary" -- natural meanings?  Not extraordinary, question business of need to make this expenditure?  Not really... means not capitalizable - not buying something that will last well beyond current year -- it's a current expense.

Commissioner v. Heininger (hiring lawyer to defend business = "ordinary & necessary")

-Taxpayer was licensed dentist of Chicago - made & sold false teeth - during 1937-38 this was his prinicpal business activity

-Feb. 19, 1938 fraud order issued forbidding Postmaster of Chicago to pay any money orders drawn to taxpayer & directed all letters be stamped "Fraudulent" --> destroyed his business

-Court on review agreed no factual basis for fraud order -- remanded

-Taxpayer deducted $36,000 of legal expenses --> Commissioner disagreed


-Expense related to "carrying on" ordinary & necessary?

-Commissioner: because you're a fraud, you can't deduct
-No bad faith or unreasonable fees or expenses so ordinary & necessary

-No frustration of public policy to let business defend itself - allowed to deduct litigation expenses
Commissioner v. Groetzinger  (business = higher purpose than making $ in own portfolio - continuous)

-Groetzinger worked for 20 years in sales & market research - terminated in Feb 1978 - busied himself with wagering on greyhound races - gambled in FL & CO - 6 days a week in 1978 - always only did it for himself - gross winnings of $70,000 losses of $72,032 - didn't recognize gain or loss

-Racetracks get $ from taking bets, so if you engage in betting you're going to lose --> so if engage in activity that loses money - is that trade or business?

-Commissioner: winnings included in gross income & pursuant to § 165(d) losses could be deducted against winnings --> portion of loss-deduction was item of tax preference & operated to subject him to minimum tax of the Code --> owed $2,142 as per § 56(a)

-Not part of usual tax provisions -- now known as "Alternative Minimum Tax" --> at that time provision said you can deduct certain things for purposes of determining your minimum tax, but you can't deduct things not attributable to trade or business -- different than § 165(d) - so have to know whether these losses were incurred in trade/business

-Tax Court: taxpayer in trade or business of gambling - no loss constituted item of tax preference in determining minimum tax -- Court of Appeals agreed, this Court affirmed

-Frankfurter's "glossing" - comment in Du Pont: carrying on trade or business involves holding one's self out to others as engaged in selling of goods or services

-Here no goods or services -- often no goods or services -- courts don't really follow Frankfurter - no general guidance from case law

-First time denied trade/business: investor with portfolios, investing, gets reports from analysts & puts money in certain places - sells, buys...

-Is cost of services, keeping that office, etc. deductible under § 162?  Court says no in 1940's.  Why not trade/business?

-Not clear: Frankfurter tries to say: involves holding oneself out to others as engaged in selling of goods or services - Court thinks too narrow

-All we can say is: higher level of activity than merely making $ by investing in own portfolio: not deductible

-Congress enacted § 23(g) (now § 212(1)): Expenses for Production of Income: in case of individual shall be allowed ordinary & necessary expenses paid or incurred during taxable year for production or collection of income

-This Court's def'n: engaged in trade or business: involved in activity with continuity & regularity and that taxpayer's primary purpose for engaging in activity must be for income or profit - look at factors in each case (wants Congress to fix)

§ 212(2): Deduction of ordinary and necessary business expenses incurred for management, conservation or maintenance of property held for production of income (managing land for income, renting box for certificates)

United States v. Gilmore (have to look on origin of claims to determine if falls under 212 conservation of property - here origin was divorce claim - no deduction)

-1955 CA Supreme Court confirmed award to taxpayer (owns franchises of GM car dealerships - making money by (1) big salary; (2) value of stock increasing) of decree of absolute divorce without alimony - husband tried to deduct legal expenses under § 23(a) as ordinary & necessary expense for conservation of property held for production of income ((1) worried about losing stock cuz would lose control & she would probably fire him & he'd lose salary; (2) he's worried about GM canceling his franchises if it comes out he was adulterous)


-So he hires a lawyer & he wins

-Commissioner: legal expenses are personal expenses (§ 262: no deduction)

-He says: I'm fighting for the business!!  This is business expense!  § 212(2): conservation of property for production of income

-Court of Claims: part deductible under § 23(a) - trying to protect his livelihood


-Part for divorce, part for protecting property

-Govn't: Court misconveives § 23(a) deductions --> depends not on consequences but on origin of claims --> this court agrees

-Individuals can do (1) profit-seeking activities (23) or (2) human needs (this case)

-Otherwise defending any claim would be deductible & would be strange result

-Test: origin and character of claim determine whether expense was business or personal


-Here both of the wife's claims were based on marriage, not profit-seeking activity

Cites Lykes v. US: contesting assessment of gift tax liability - deductible? Incurred legal expenses --> 

-In response Congress enacted § 212(3): deduction for expenses in connection with determination, collection, or refund of any tax (had Lykes in mind) - but broader - if you go to high-priced accountant to get tax return done - deductible

Lots of questions about what deductible under§ 212(3): estate planner's fee deductible under 212(2) for maintenance of property?  212(3) for tax advice? Or not at all?


-Congress answered with § 67: 2% AGI floor under miscellaneous itemized deductions

§ 163, § 164, § 170 NOT itemized deductions, § 212 IS miscellaneous itemized deduction -- so if substantial income can't deduct for tax prep, etc.

CURRENT RESULT: Special set of rules for trade/business deductions -- don't know exactly what it is, but we know some things it isn't -- § 212 trying to equalize treatment of these other things by giving deduction, but deduction is precarious because of § 67 2% AGI floor.

Think about 2 Questions:

-Assume payments designated as alimony between former spouses are deductible to the husband & includable as income to the wife.  Assume deduction to husband is an adjustment to gross income under § 62.

(1) Wife sues divorced husband to increase the amount of alimony payable on grounds of change of circumstances.  Lawyers fees deductible or not deductible?  Not deductible because personal (but she says it's all about $).  At what point does it stop being a divorce case & start being a business case?  What provision would she cite? §212(1): deduction for production or collection of income (alimony is income, so expenses to produce more alimony should be deductible under § 212(1).

-He wants to reduce alimony paid by wife -- does he get deduction?  When we reduce alimony if he wins, he's not collecting income...

-Problem: absence of adjectives - gross income, adjusted gross income, taxable income -- which is income being referred to in § 212(1)?

-If there's reduction in expense he has for alimony, gross income stays the same BUT if alimony gets reduced, amount of deduction for alimony gets reduced -- so AGI will be increased (net income).

-Circuit decided § 212(1) did not apply -- but now AGI is more often locus of income -- come out differently?

-Some place in § 212 to think about even after we've included Gilmore's holding that origin of the claim is the critical one.

XV.  PUBLIC POLICY LIMITS

Tank Truck Rentals v. Commissioner (criminal sanctions not deductible as business expense)

-1951 Tank Truck Rentals paid several hundred fines for violations of state maximum weight laws -- can they deduct as business expense?

-PA had limit of 45,000 as well as NJ because of reciprocity (most other states 60,000) -- impractical to have smaller trucks & unsafe to have partially-full trucks --> couldn't operate at a profit -- so decided to operate & pay fines for being overweight (more economical decision)

-Paid $41,060.84 in fines - tried to deduct under § 162: you get a deduction for "ordinary and necessary expenses incurred in carrying on a trade or business" - this was definitely incurred in carrying on trade or business & made economic sense -- so why not deductible?


-Court makes bright-line rule that criminal sanctions not deductible

-Malum in se versus malum prohibitum - this is malum prohibitum (no great moral violation - illegal because it's illegal) - does that matter?

-Court looks at federalism issue: if allow deduction, lessens fine state chose to impose - but only against trucking company, not state

-Congress intended income tax laws to tax earnings and profits less expenses and losses --> net not gross income

-But can't make finding of "necessity" for business expenses if violate policy

-Tank Truck: they were more like a toll than a fine
-Only a remote relation to illegal act doesn't make nondeductible -- need flexible standard: congressional intent to tax only net income & presumption against congressional intent to encourage violation of declared public policy


-This was too related to illegal act - payment due to illegal act

Commissioner v. Sullivan: decided the same day -- Sullivan ran a bookie operation (was "nominally illegal" in Chicago) - filing tax return - lists receipts & expenses for operating office to conduct operation.  Douglas: if deductions disallowed would make this business taxable on gross receipts instead of on net income -- rent should be deductible - we're not in business of enforcing state gambling laws - job is to determine net income for tax purposes.

-Contrary to public policy?  Yes -- why is gambling illegal?  Because immoral - worse than driving over-weight trucks?

-After these two cases together: If you ran an illegal business you couldn't deduct cost of bribing cop on the street, but could deduct laundry expenses

Commissioner v. Tellier: Trying to defend self as relates to securities fraud & deduct attorney fees -- hiring lawyers to protect yourself not contrary to public policy - can deduct those costs.  But lower courts deciding cases not consistent with these views - many have moralistic tone: you're a bad guy you shouldn't be able to deduct X.


FINALLY in 1969 & 1971 Congress said: Enough!  Enacted § 162(c), (f) and (g)

(c): (1) Don't get deduction for bribing government official or making illegal kickback payment provided bribe or kickback is illegal.  If bribe illegal under US principles can't deduct bribes of foreign officials

(2) no deduction for payment made to any person if illegal & subjects payor to criminal penalty or loss of a license -- if real state sanction, payment not deductible 

(f): Fines not deductible (covers tank truck)

-Provision for denial of deduction in these situations is intended to be all-inclusive -- public policy in other circumstances not sufficiently clearly defined to justify disallowance of deductions (cuts off court creativity - limited to these 2 things)

-Criminal penalty for certain kind of environmental degradation - if you spend $100,000 to clean up spill I won't punish you -- is expenditure in lieu of criminal penalty deduction or not?  Replacement for criminal penalty so under (c)(1) or (c)(2) or civil expenditure?  Not clear...

LOBBYING

-Suppose have a referendum in dry county (you're a beer distributor) & you'd like referendum to come out to allow sale of alcoholic beverages -- increasing your business.  You spend $ to get point of view across in referendum - clearly related to your business.

§ 162(e): No deduction shall be allowed under subsection (a) for any amount paid or incurred in connection with: influencing legislation, participation in, or intervention in, any political campaign on behalf of opposition, any attempt to influence general public, any direct communication with executive branch official

-Does this fall under "ordinary and necessary"?  Seems that would really help business -- has much more to do with policy - have views about elections & participation in political process

-Don't want federal tax system to be subsidizing expenditures in political process since subsidies might be one-sided

-Regulate flow of subsidy to money in political arena

Geary v. Commissioner (amount paid for petitioning citizens NOT deductible)

-Geary - officer of San Fran Police Dept appeals from Tax Court upholding Commissioner's determination of deficiency -- $9,711.49 in "business expenses"

-Patrolled his beat with ventriloquist's dummy as responses to encouraging creative community policing strategies -- Officer Brendan O'Smarty - attracted attention - realized income of $14,000

-Supervisors told him to get rid of the model -- he didn't - so wanted voters to vote on it

-Got signatures & put on ballot - Public approved proposition - incurred $11,465in expenses for petition & promotion - tried to deduct - IRS disallowed & gave accuracy-related penalty

-Claiming it was ordinary/necessary business or unreimbursed employee 

-Geary: not trying to influence public --> desire to inform

-Court: not deductible, but in good faith so didn't get penalty

XVII.  REASONABLE COMPENSATION (§ 162(a)(1))

-Shall be allowed a deduction reasonable allowance for salaries or other compensation for personal services actually rendered

-Regs § 1.162-7: tells what we're worried about: problems don't tend to come up in arms-length interactions -- rely on the fact that transaction was fairly negotiated

(1) Shareholder in corporation is also employee of corporation -- SH and his relatives are dominant parties in owning corporation - would give selves salaries instead of dividend payments -- how much can you pay self as a salary?  That's reasonable compensation question.  (b)(1) of the Reg.

(2) Pay a relative -- may or may not be providing services in the business - to avoid tax to corporation.

-What happens if compensation is unreasonable?  Don't disallow entire salary -- just excess amount.  Usually board of directors deciding how much to pay - if SH dominates --> "friendly" board.

-Structure of the statute creates little incentive on the part of the payors of the salary & recipients of salary to stick to reasonable compensation except don't want to get audited & have to cut-back so don't get too greedy, but will push the envelope (will only get taxed on excess if caught...)

Exacto Spring Corp. v. Commissioner (7-factor test for reasonable compensation)

-1993 & 1994 Exacto Spring Corp (manufactured precision springs) paid cofounder, CEO & principal owner Heitz $1.3 and $1million in salary -- IRS thought excessive - should've been paid $381,000 & $400,000

-Tax Court found maximum reasonable compensation would be $900 & $700


-Applied 7 factor test (none with specified weight)


(1) type & extent of services rendered (Heitz indespensible)


(2) scarcity of qualified employees (Heitz specialized)


(3) qualification & prior earning capacity of employee (highly qualified)


(4) contributions of employee to business venture (highly qualified)


(5) net earnings of employer (vague -- not much profit)

(6) prevailing compensation to employees with comparable jobs (vague- witnesses for salaries contradictory)

(7) peculiar characteristics of employer's business (not bad sign that no dividends - other major SH & independent directors approved salary)

-(i) Test is nondirective & factors vague; (ii) don't relate to each other or purpose of § 162(a)(1) to prevent dividends disguised as salary; (iii) makes court act like HR --> judges not equipped to decide what compensation should be, (iv) invites arbitrary decisions using discretion; (v) because Tax Court varies, no safe salary

-Exacto passed test with flying colors and yet thought compensation too high --> failure of reasoning to support result requires remand

-Adopt "independent investor" test -- and use "indirect market test" to determine if returns to company justify salaries
(1) Problem with this standard: what is reasonable return?  Here they use number produced in different calculations by IRS expert 13% - but in the next case, how are we to know what reasonable return of investor is in risky business?  If not risky business, not entitled to such a large sum if anyone can do it

(2) Salary going to service-provider now, but investor not getting $ now - required to keep money in the business - not paying dividends

-Danger of siphoning is highest in closely-held corporations, but we have "indirect market test" --> how much return are investors getting?

-Here investors got 20% return - higher than expected -- so salary presumptively reasonable


-Govn't should have proved that not intended to be salary but disguised dividend

Executive Compensation § 162(m): Provision that attempts to control executive compensation in large, publicly-held corporations

-In closely-held, problem is arm's-length interaction -- absence of arm's length bargaining.  But problem also exists in large, publicly-held corporations if officers help pick members of Board of Directors & they like Executive

-Congress tried to address problem: (m)(1): publicly-held corporation, no deduction allowed to extent remuneration exceeds $1 million

Exception: (m)(4): performance-based compensation -- can give additional remuneration if performance goals determined by compensation committee & officer meets performance goals

-Are there tax reasons to pay less salary than reasonable compensation?

-Some incentives: salary incurs other taxes besides income taxes -- incurs social security taxes, vica? taxes (15% of salary paid up to $95,000 then 2.9% of balance) - can add up to significant sum

-So if can get $ out without income tax worries in some other way would be significant savings -- fair amount of litigation about that in connection with pass-through entities (S-corporations: don't pay corporate-level tax) - underpay yourself & take money directly out as dividend - in entities where no entity-level tax

-If own all the stock of the corporation & don't pay self anything & $ sits in corporation -->

(1) Years later if sell stock in corporation to someone else, taxed at capital gain rates rather than ordinary income rates -- on sale of stock = capital gain

(2) Taxpayer might die -- heirs could liquidate corporation, take out money, liquidation treated as exchange of stock for $ - FMV at time of death for basis - $ goes to individuals without tax

XVIII.  TRAVEL & ENTERTAINMENT (§ 162(a)(2)): 

Expressly allows a deduction for traveling expenses (different than transportation expenses) - includes amounts expended for meals & lodging (in '62 added other than amounts which are lavish or extravagant under the circumstances - without adding any effect to the statute - should've been the law before added) while away from home in pursuit of the trade/business

(1) What does it mean to be "away from home"?

-Wouldn't think "home" would be hard to define -- where you have your family.  Tax Court: home is where the job is -- what constitutes tax home is difficult when live in A and work in B.

(2) What is the pursuit of a trade or business?

Not considering practicality, what should be deductible?

-Standard: difference between what you spend because of your business needs less what you would spend anyway - at one point Treasury had regulation that said this -- but not enforceable

-IRS said: no enforceability for that standard - involves a hypothetical - we don't know what it would cost you but for the fact that you took this trip

-Difficulty in administration means we have to have arbitrary rules: net effect: sometimes over-inclusive, sometimes under-inclusive (less deduction than entitled)

Flowers: Lawyer who worked for RR - lived in Jackson, MS with small home office but did most of work in Mobile, MS.  When he went back & forth stayed in hotel in Mobile.  Could he deduct that expense as being away from home?

-Supreme Court: didn't decide what constitutes "tax home."  Instead: have to prove that expenses were for the purpose of advancing your business & these expenses did not advance the interests of the RR, they were essentially personal.

-Viewed Flowers as having a long commute.

Regs § 1.162-2(e): Commuters' fares are not considered as business expenses and are not deductible.

Correll: Salesman who started early in morning - ate lunch out, ate dinner out, worked late & went to bed -- deduct all meals?  Commissioner: NO - overnight rule - can deduct cost of hotels or meals if have over-night stay, but not for daytrip -- Supreme Court upheld overnight rule (not even in statute or regs - just Commissioner's administrative authority).

Regs. § 1.162-2(e): Commuters' fares are not considered as business expenses and are not deductible


-Choice of where to live is personal choice

-But what if there's no place to live around where you work?  Factory district, woods, Wall Street - decision to live elsewhere not necessarily personal -- part-business and part-personal - but whole thing disallowed -- seems to be in back of Court's thinking in Flowers - have to be traveling in pursuit of trade/business - this expense was occasioned by personal decision to live in Jackson, MS - broad extension of Rule & Reg.

Regs § 1.162-2(b): If taxpayer travels to destination & while at such destination engages in business & personal activities, deduct only if trip is related "primarily" to trade or business - but can take other business-related expenses while there.  Whether trip is primarily business or personal depends on facts/circumstances of the case

Regs § 1.162-2(d): Expenses incurred in attending convention may constitute business expense depending on facts/circumstances - sufficient relationship between taxpayer's trade/business and his attendance

Hantzis v. Commissioner (Where you work = "tax home" unless business tie to other home)

-Hantzis - law student at Harvard - tried to get 2L summer job in Boston - got something in NY - husband lived in Boston in their house - she rented an apartment - deducted (1) travel, (2) apartment & (3) food while in NY

-Commissioner: NY = home for purposes of § 162(a)(2) and expenses weren't in pursuit of trade/business cuz wasn't "in" a trade/business -- how far "in" do you have to be?  Is second week in NY in trade or business?

-Tax Court: deductible

-This Court: reverses --> NY = "home" since no business reason to retain home in Boston
§ 262: except as otherwise provided no deductions allowable for personal, living or family expenses

§ 162: separate category of deductible business expenses: fundamental principle of taxation: person's taxable income shouldn't include cost of producing that income

-"expense must be incurred in the pursuit of a trade or business" (business must be motivating factor, not personal convenience)

To deduct: (1) reasonable and necessary; (2) incurred while away from home & (3) necessitated by the exigencies of business

-Only excuse for maintaining 2 homes is if required for business - here home in Boston was just personal -- so reason for 2 homes not enough


-Different than lawyer who works/lives in Boston & is doing work for a client in NY

-Temporary nature of employment doesn't matter --> applies only if for business reason

-Not saying that your home = your place of business, just look at reasons for living in 2 cities

-Is home to be understood (1) in common meaning (residence) or (2) as center of business activities or (3) purpose of § 162(a) deduction: to mitigate burden of taxpayer who because of exigencies of trade/business must maintain 2 places of abode

-Still leaves us with a lot of questions:

-What's "temporarily" away from home?  Construction trade - may be away from home for months.  1 year or less

§ 162(a): For Members of Congress residence within State or district he represents shall be considered his home but can only deduct up to $3,000 for "away from home" expenses.

-Taxpayer shall not be treated as being temporarily away from home during any period of employment if such period exceeds 1 year.

2 Stories:

The Six Case: (work in another city = temporarily away from home)

Broadway star - Ethel Merman (famous in musicals) married Robert Six who was CEO of Continental Airlines - went to live with him in Denver.  Shortly afterwards she signed contract to appear in new musical on Broadway - Gypsy.  When she appeared in Gypsy (run of 18 months) she rented apartment in NY - had meals brought in - deducted cost of apartment & meals.
Tax Court: not away from home

2nd Circuit: temporarily or permanently away from home (home = Denver).

Rosenspan Case: (Salesmen carry their home with them - no duplicity of expenses justifying deduction)

-Salesman for costume jewelry firm -- had home office in NY - his job was to travel through mid-West displaying current costume jewelry available from this firm, taking orders & moving on -- 330 days a year he would travel - 1 month/year he'd come back to NY & get new samples for new line of costume jewelry - then off again.  He said "I'm away from home 330 days/year - my tax home is NY" 

-2nd Circuit: No -- you're like a turtle - you carry your home with you.  You don't have duplication of expenses that justifies deductibility under § 162(a)(2).

§ 217: Can deduct certain expenses of moving if meet requirements of provision-- can't just move around within city - 1-shot deduction for "reasonable expenses of moving household goods and traveling from former residence to new place of residence - no meals."

-This is deduction to gross income (§ 62(15)).

Problems:

-If accountant, start off at Home, go to Client #1, Client #2, Client #3, then back home


-Deduct Office --> #1, #1 --> #2, #2 --> #3


-Doesn't matter what order you do them

Cohan v. Commissioner (Wrong to refuse deductions just because not documented - try to estimate)

-Cohan ran a theater - entertained actors, employees, critics, traveled --> deducted $55,000 but no receipts - can't produce shows without these people - this is how I do business

-Board refused to allow any part of this -- impossible to tell how much he had in fact spent

-But to allow nothing at all is inconsistent with saying something was spent

-There was basis for some allowance --> wrong to refuse any even though not documented

-We believe him that he spent a lot of $ - we understand he has burden of proof of showing what he spent, but $0 is wrong number - Board should come up with some other number than $0


-Hand wants Board to make as close of an approximation as it can

-Problem with Cohan Rule: people can claim $X with no substantiation & then IRS comes in & says "I'm going to audit you" - taxpayer says "Gotta be more than $0" -- so Board comes in & splits in 1/3, 1/2, etc.

-No incentive not to include expenses which might be doubtful - no incentive to try to be honest

-This made things very difficult for IRS -- people started claiming all sorts of things

-In 1962 Congress:

§ 162: (other than amounts which are lavish or extravagant under the circumstances) - doesn't have much effect

§ 274 to reverse: limitation on § 212 and § 262: activity has to be "Directly related" or "associated with" conduct of taxpayer's business, deductions for facilities denied unless directly related, $25 limit on business gifts/person/year; allocate foreign travel deductions between business and personal if personal > 25%; can only deduct 50% of business meals or entertainment; must keep receipts for expenses during travel

**§ 274(a): Entertainment, Amusement or Recreation: No deduction otherwise allowable under this chapter shall be allowed for any item which constitutes entertainment, amusement, or recreation unless taxpayer establishes that item was directly related to (place for people to sit & talk) or in case of item preceding or following substantial and bona fide business discussion (THEN can take to World Series Game)


-Ruled Out: Spending $ to generate good will in prospects


-Ruled In: Going to do something fun after business discussion - leeway

-What about if bring spouse?

(a)(3): denial of deduction for club dues

**§ 274(b): has some bite - don't get deduction for gifts if value > $25***

**§ 274(d): has the most effect - repealing Cohan Rule - no deduction unless substantiate with adequate records - buttresses presumption by Commissioner***

EXCEPTIONS: Doesn't apply in certain situations: provide food/beverages for employees, provide entertainment expenses & report as compensation so includable to receipt, reimbursed expenses & others under § 274(e)

§ 274(h): Don't get deduction for attending convention outside North American area unless can establish purpose of meeting & activities establish that it is as reasonable to be held outside of America as inside America

-Conventions on cruise ships: Medical Conventions fond of this (h)(2): no deduction unless meet the requirements of paragraph 5 & establishes that meeting directly related to active conduct of his trade or business, that cruise ship is registered in US (intended to limit competition from foreign vessels), all ports of call are located in US or in possession of US


-Have to actually GO to the lectures

§ 274(k): No deduction for business meals if lavish or extravagant under circumstance (empty requirement) & taxpayer has to be present (can't just send meal to client)

§ 274(l): Can't deduct more than face-value of the ticket, sky-box rule

**§ 274(n): REAL BITE: get deduction for food or beverages but only 50% of what you spend -- same thing for item of entertainment, amusement or recreation - justified by personal expenditures of eating*** (50% haircut)

1962: the "3 Martini" Lunch - not subsidizing 3 martini lunch - wasn't imbibers who were primary opponents - was restaurant & beverage industry & restaurant/beverage unions - 50,000 jobs would be lost if couldn't deduct expenses

-That pressure produced statute that by & large is ineffective with occasional pieces with bite

§ 274(m)(3): Spouse -- No deduction shall be allowed for travel expenses paid with respect to spouse, dependent unless (1) spouse is employee; (2) travel of spouse is for bona fide business purpose; (3) spouse's expenses would otherwise be deductible

-Efforts to try to slice up stuff that goes on in business area - don't get deduction for personal part, just for business part

XIX.  HOBBIES (§ 183 & § 280A)

Ask: how can we tell when someone is doing something for fun versus doing something for profit if (1) it's the sort of thing that some people do for fun; (2) this particular person doesn't seem to be making a profit - show INTENT TO MAKE PROFIT


-Only comes up if you have other income against which to put losses (starving artist doesn't help)

-Problem starts in § 162: requires that to get a deduction you must be carrying on a trade or business  -- have to hope to make a profit

§ 212(1): gives deduction for "ordinary and necessary" expenses for production or collection of income - have to have intent

§ 165(c)(1)&(2): trade or business or income transaction to deduct loss

Enacted § 270 (Marshall Field Amendment - not around anymore): If you have > $50,000 of losses in activity, we'll disallow losses as not being "for profit"

-Problem: (1) what is the activity?  If have 2 horse farms, which is the activity?

(2) some provisions of Code are elective - can deduct some expenses now or capitalize them & spread costs out over time -- fairly ineffective

1969: Replaced with § 183: says much of same thing -- advances the ball for the Taxpayer - embodies what had been administrative practice -- (c) Can deduct what you need to create profit section (d): creates presumption for taxpayer - if profit exceeds deductions in 3 of 5 years - then "activity for profit"

Regs: § 1.183-2(a): Reasonable expectation of profit not required, but taxpayer need to have had objective to make a profit -- greater weight given to objective facts than to taxpayer's mere statement of intent

§ 1.183-2(b): gives list of 9 factors -- not exclusive list, not going to tell you what weight to give factors & not going to ask you to determine which are positive & which are negative & whichever prevails wins:

(1) Manner in which taxpayer carries on activities - keep books & records? businesslike manner?  (serious hobbiest would treat in businesslike manner too)

(2) Expertise of taxpayer or advisors - procure expert advise, learn about field, etc. (serious hobbiest would survive this as well)

(3) Time & effort expended by taxpayer in carrying on activity (if you're just doing on weekends, counts against you)

(4) Expectation that assets used in activity may appreciate in value 

(5) Success of taxpayer in carrying on other similar or dissimilar activities

(6) Taxpayer's history of income or losses with respect to the activity

(7) Amount of occasional profits which are earned

(8) Financial status of taxpayer

(9) Elements of personal pleasure or recreation

-Although § 183 aimed primarily at "hobby loss" problem, also cited & used from time to time by IRS in tax shelter cases

-Assume can arrange a deal in which you would not have objective of making a profit, but because of various tax rules you would make money -- IRS has # of ways in which it challenges "tax shelters" - but one of them is § 183: this is activity not engaged in for profit so can't deduct losses

Example: Woman who was an artist - spent a lot of time doing her artwork - a lot of people "paint" few reach commercial success -- how know whether she was able to deduct expenses?

-Spent a significant amount of time on marketing her art -- marketing paintings not so pleasurable - helped persuade the court 

-Can imagine a case in which grooming part not present & raising poodles because they like poodles -- go through factors to determine whether that was "for profit" activity giving rise to deductions or not & thus not giving rise to deductions

Keanini v. Commissioner

-Petitioners started dog breeding and grooming business in late 70's - lived in HA

-In 1979 Jellinger worked on part-time basis at dog grooming shop & attended 3-month seminar at training school to learn how to manage new business - built kennel at personal residence & started breeding poodles, grooming dogs & sponsoring dogs in quarantine

-Co-ownership agreements with mainland dog owners - shared cots of purchasing & breeding but raised on mainland

-Sold poodles under written contract that included 2 provisions: got first puppy back from first litter, and poodle purchasers had to retain petitioners to groom the poodle --> "integrated"

-Only PGAA certified groomers in HA

-Not generally allowed to deduct if not engaged in for profit

-Respondent: breeding & grooming are separate activities under § 183(a) & breeding operation not activity engaged in for profit --> disagree - breeding & grooming are similar undertakings

-Need "actual and honest objective of making a profit"

-9 factor test for profit: manner carried out, expertise, time & effort expended, expectation that assets will appreciate in value, success, taxpayer's history of income or loss, amount of occasional profit, financial status, personal pleasure or recreation


-No single factor controlling

-Petitioners engaged in this for profit - implemented good business practices -- marketed, had experience

§ 280A: Disallowance of certain expenses in connection with business use of home, rental or vacation homes

-Awkward because drafted to resolve 2 problems at once:

(1) Home Office Problem - bring home work & do work in personal residence - how much can you deduct with respect to personal residence?

-Assume renting a 2-bedroom apartment - use 1 bedroom as study & do work there -- common story - people were counting rooms in house & deducting 1/4 of rent (2 bed, kitchen, living room) - BUT that study not only used for doing work from office

-1976 Congress wanted to deal with deductions for home offices: § 280A deals with this

(2) Vacation Homes: buy a hose on Cape Cod - use it in June, rent out in July & August - have income from rent, want to deduct as much of expenses of owning house as possible - interest on mortgage, real estate taxes, housecleaner, depreciation

-Congress wanted to limit extent to which those expenses could be deducted for vacation homes - otherwise we're subsidizing vacation homes

(a): No deduction shall be allowed with respect to use of a dwelling unit (defined broadly - house, apt, condo, mobile home, boat or similar property) which is used by taxpayer during the taxable year as a residence

(b): Yes deduction for those things that don't depend on it being a trade/business - interest, taxes, etc.

(c)(3): Subsection (a) shall not apply to any item which is attributable to rental of the dwelling unit or portion thereof

(c)(5): If you rent out, deductions limited: excess of gross income over sum of deductions allocable to such use which are allowable and deductions allocable to trade or business in which such use occurs for such taxable year

-Subtract certain things from gross income (part of personal expenses, part of other expenses - depreciation with respect to property)

-Have to allocate expenses: how much time is the taxpayer spending in property v. how much time is taxpayer renting it out?  If use for 1/3 & renting out for 2/3 -- can claim 2/3 of business-related deductions (depreciation)

(e): Amount deductible shall not exceed an amount which bears same relationship to such expenses as number of days during each year that the unit is rented at a fair rental bears to total number of days during such year that unit is used

-Don't think of property as being mixed business/personal use & being subject to this unless you use property for at least 14 days: § 280A(d)(1)

-§ 280A(g): If you rent out for less than 15 days you don't get any deductions but don't take income into account - "de minimis" rule at BOTH ends


-if you use a little but not more than 2 weeks, these rules don't apply

-if you only rent out for 2 weeks don't get deduction for expenses, but don't have to take income into account

-Gold Mine for people who are well-situated: if Olympics will be in your town & you rent out your house for a week for a fortune, can exclude

Home Office Story: Personal & business mixed not temporally but uses are mixed together

§ 280A limits deductibility of home office

(c)(1): Subsection (a) shall not apply to any item to the extent such item is allocable to portion of dwelling unit which is exclusively used on a regular basis:

(1) principal place of business for any trade/business of taxpayer (can't use for anything else)

(2) place of business used by patients, clients, customers in meeting or dealing with taxpayer in normal course of his trade or business

(3) separate structure not attached to dwelling unit used in connection with trade/business

-In case of employee these only apply if exclusive use referred to is for the "convenience of the employer" - even if use exclusively & read work at home & that's ALL you do in that room - if it's for your own convenience, NOT deductible

-Put an end to most problems -- 2 problems came up:

(1) Drucker Case: Musician who plays for orchestra for the Met - rents an apartment & one room in the apartment is used exclusively for him to practice - he practices 30 hours/week - performs 15 hours/week.  He deducts cost of that room -- Tax Court says: This is not within any of exceptions in the statute because it's not principle place of business - principal place of business is where you get the $ (the Met).  2nd Circuit reverses.

(2) Solomon Case: Anesthesiologist who works at 3 different hospitals.  Comes home & does all record-keeping & administrative work exclusively in room in his house.  Supreme Court says not within exceptions in (c)(1): principal place of business not his home - not seeing clients in his home.  Widely-discussed -- so Congress added next sentence: for purposes of subparagraph (a) term "principal business" shall include place of business which is used by taxpayer for admin or management activities of any trade or business of taxpayer if there is no other fixed location of such trade or business where the taxpayer conducts substantial admin or management activites of such trade/business (essentially says future Solomon's you're okay).

-If you have a home office, is that also your "tax home"?  Does Solomon get to deduct drive from home to hospital?

XX.  EDUCATION & CLOTHING

-Area that has been governed by Regs. § 1.162-5 for a long time

-What's the right result?  Something that makes you better at what you already do is deductible -- like CLE classes?

-Law school?  If here for profit & making 3-year, 6-figure investment in income-producing asset that you expect to be income-producing asset for next 40 years

-If bought machine that would be productive for next 40 years you'd get to deduct -- maybe useful life of professional education is tough to decide

-High-school drop-out: I want to make something of myself - goes to ITT Tech to learn how to repair and install and service computers - spends $ on tuition, goes into world as certified computer repairman - under current law: not deductible - qualifies you for new trade/business.

Regs: (b)(1) Educational expenditures in paragraphs of (2) & (3) are personal or inseparable aggregate of personal (improving self) & capital expenditures (will pay-off over long period of time) are therefore not deductible:

-Minimum educational requirements

Problems (p. 560):

Which deductible?

(a) Mandatory CLE class for lawyer? Regs (a)(2): express requirements of applicable law imposed to retain status - YES.

(b) CLE class because want to improve knowledge of estate planning?  Just improves skills - YES.

(c) 5th grade teacher has to take 2 courses - YES.

(d) 5th grade teacher takes last semester of courses needed for bachelor's degree - she will be moved up to certified as full-fledged teacher?  NO.

(e) LLM degree in tax.  YES - subspecialties in law not "new fields"

(f) Lawyer takes class in accounting to improve skills - YES - improving current skills

(g) Journalist attends law school - NO - qualifies for new trade/business.

(h) Assistant sales manager - takes MBA classes - can deduct --> enhanced skills but not meeting minimum requirements & not qualifying for new trade/business

A.  IRC & Education

Regs. § 1.162-5

§ 180(f): If have student loans that get forgiven - provision may apply

§ 221: Student loan interest is personal interest, but get deduction for some part of personal interest if modified AGI is low enough - income limitations in (b)(2) & limit on deduction in (b)(1)

§ 25: Hope Scholarship Credit & Lifetime Learning Credit: limited $-amounts and phase-outs depending on income levels

§ 530: Coverdell Education Savings Accounts: maximum contribution of $2,000 & income limit which is slightly more generous (c) -- this becomes like an IRA: put $ in for named beneficiary & have $ earn income without account being subject to current income tax

§ 222: Deduction for certain qualifying tuition & related expenses - AGI limits in (b)(2) - can't do this if want credits under § 25A

§ 529: Most popular: Qualified Tuition Programs - put $ aside to pay for education - $ earns income without being subject to tax -- when it's paid out it's included in gross income of distributee (like an annuity) - your contribution is recovered first

-Maze of efforts to focus on education other than Regs § 1.162-5 -- these are efforts to relieve families with college-bound students of some of the burdens of high tuition

-Some targeted to moderate & middle-income families (§ 529 isn't) - some are very limited in $-amounts -- like small subsidy -- does all of this make sense?

-If want to subsidize higher education for families that have to stretch really hard to get there how would you do it?  Is this the best way?  Is this symbolic legislation?  How much is encouraging you to save for this big expense (§ 529)?

Allemeier v. Commissioner

-Employee of Selane Products since 1996 - 3 years into employment decided to go for MBA --> not reimbursed or required

-After enrolled --> promoted

-Education deduction (§ 162(a): deductible if education maintains or improves skills required by individual in employment or other trade or business

-No deduction allowed if taxpayer's expense is for education that enables him to meet minimum educational requirements for qualification in his own employment or if education leads to qualifying taxpayer for new trade or business

-Minimum education requirement to be promoted?  No, employer didn't require MBA

-Promotions not contingent on program

-Is taxpayer objectively qualified in new trade or business

-TP: MBA enhanced & maintained old skills -- same type of tasks, just more responsibility

-Different than professional certification or license

B.  Clothing

Pevsner v. Commissioner

-Employee is manager at YSL boutique --> expected to wear YSL (very expensive) at work -- also wears to & from, to lunches & to fashion shows, though not otherwise as her own style is more "plain" -- she deducted only $990 though clothes cost $1,381.91

-Why did she deduct only $990?  Had to buy clothes to wear to work anyway - but would've bought at Sears -- difference is what she deducted.

-Under which provision did she deduct?  Business expense under § 162(a).

-Tax Court allowed to deduct expenses of clothes + maintenance costs - $1,621.91

-Relied on Yeomans v. Commissioner: seemed to base decision on fact that items not suitable for her personal wear

-Clothing ONLY deductible if: (1) clothing is of a type specifically required as a condition of employment; (2) it is not adaptable to general usage as ordinary clothing; (3) not so worn

-Test comes down to whether it's adaptable

-Does taxpayer's personal style matter?  Or should we use objective approach of what's generally acceptable?


-Use objective approach (not based on lifestyle)

-Objective test easier to administer & promotes fairness (employees who work at same store with different tastes treated the same)

-Administrability hangs up deduction in this case: how would we administer a rule that turns so much on individual practice -- would have to audit each case

Policeman's Uniform: deductible

Orchestra Musician: deductible
XXI.  CAPITALIZATION & DEPRECIATION

-Deferral is not "mere" - when defer, exempting income from that investment from tax

Example:

-Investment of $100 at tax rate of 30% - between T1 and T2 investment doubles (T2 = $200)

-If no deduction currently: time T1 no tax effect,T2 sell for $200 pay tax on gain ($100) of 30% so tax = $30 and net = $170

-Return after tax on $100 is 70% which is what you would expect as reciprocal of tax rate

-If currently deduct $100 investment -- get $30 back from government (investing only $70)




T1

T2

Net

Return

No Deduction:
    Invest $100

Tax $30
170

70%

Deduction:
    Invest $70

Tax $60
140

100%

Deduct
:
   Invest $143
tax 43
Tax $86
200

100%

(gross up)

-Current deduction of an investment that should not otherwise be deducted is the equivalent of repealing any tax on the income -- if deduct "somewhat" reducing tax rate "somewhat"

-The more you move deductions up front, the more you're freeing investment operation from actual income tax

A.  Depreciation

(1) "Accounting Depreciation": How do I spread the cost of a particular item that's going to last more than 1 year over the period of time that I'm going to use it to produce income - question of allocating costs over time -- should allocate costs in a way that matches income to be produced from item

(2) "Economic Depreciation": Ought to be able to claim as depreciation actual decline in value over the course of the year in the item you're depreciating (not matching against income - question of measuring economic loss you've had by reason of using this item up)

(3) "Business Man's Way": Depreciation sets aside out of income a reserve -- some part of what I'm taking in as income won't be treated as income but will set aside as depreciation reserve - assure that when this machine is used up, set aside enough to replace it

-But life is dynamic, business changes - if replacing 5-year-old machine, want a deduction

-Run income tax system on basis of nominal $'s - over 5 years there's inflation!

-More dynamic notion than accounting (matching costs-benefits) and economic notion (looks to actual decline in value)

(4) "Subsidy Element": Incentive element - if want to encourage businesses to update machines/equipment - want to provide hidden reduction in corporate income tax - one way to do it is give more depreciation deductions earlier than you would otherwise get them

Mechanics of Depreciation:

(1) Have to know what depreciable basis is

(2) Over what period are you going to depreciate

(3) What is the method for depreciation - simplest: straight line depreciation (same amount to every year) - but for some kinds of investment, more depreciation earlier

-All important in determining deductible depreciation -- have all been interpreted to taxpayer's advantage in statute -- should get to depreciate things that are used up!

§ 167: allows deduction for exhaustion, wear or tear for property held in trade/business or production of income


(c): Basis is basis under § 1011

§ 1016: Makes adjustments the basis: reduce your basis by the amount of the depreciation you claim or amount allowable that you didn't claim

-For the last 20 years: § 168: Amount you get to deduct under § 167 is determined under THIS section by using applicable depreciation method, recovery period & convention

(1) Ignore salvage value: administratively kind effects -- what salvage value will be 5-years from now is hypothetical -- increases amount of depreciable base (thus more depreciation earlier)

(2) Applicable recovery period: grouped on different kinds of property -- when periods put into the code, significantly shorter than actual useful lives (favorable to taxpayers)

(3) Method for depreciation: generally 200% declining balance method switching to straight-line for first taxable year in which that's more favorable (b)(1)

(4) Have to use "applicable convention" -- most relevant convention: (d)(1): half-year convention

-Ordinarily you start claiming depreciation on day in which you put item in service -- too tough to calculate, so assume you started using July 1 regardless of when you bought it

Example: 5 year property (i.e. car) costing $1,000

-Straight line depreciation on 5-year asset: deducting 20% of depreciation per year

-200% declining balance method says multiply that number by 2 -- take 40% instead of 20%

-But on declining balance method take 40% of whatever's left (straight-line take from original basis)


Year


Depreciation


Balance

  1


$200 (half-year convention)
$800


  2


.4(800) = $320


$480


  3


.4(480) = $192 

$288


  4


.4(288) - straight line better

$115.20


$172.80


  5


$115.20


$57.60


  6


$57.60



$0

-Allows you to deduct more than half of value by year -- pure straight-line = $200/year

(when switch over: divide $288 by 2.5 remaining years - straight line not on original - on what's left)

-Sometimes use 150% declining balance ((b)(2))

-§ 168(g): alternative depreciation method - straight-line without salvage value - use for certain kinds of property including property used outside of US - elective provision lets you use that but in general this is more favorable

-Not true that straight-line or declining balance produces "better" result -- buildings: many buildings don't decline in value at all - but get depreciation on buildings

-Sometimes might be appropriate to have "sinking fund depreciation" - less than straight line

-At other extreme: Congress has said: "Depreciation - small business - too much record keeping, let's keep things simple -- let them deduct everything in year of purchase"

§ 179: Taxpayer may elect to treat cost of § 170 property as an expense which is not chargeable to capital account - $-limitations are relatively low - but can write-off up to $X (currently $125,000) in machinery and equipment - no depreciation, just write-off currently -- in effect freeing the income from that investment from tax

-If sell before all the way depreciated -- at end of Year 3 sell for $300 - how treat?

-So amount realized = 300, AB = 288, Net gain = $12 

§ 1221: Defines "Capital Asset": Being a capital asset is a good thing if you have gain (might get special rate) but (a)(2) carves out from definition of capital asset property used in trade or business of a character subject to allowance for depreciation


-So if depreciable property, can't be capital asset

§ 1231: If not treated as "capital asset" treat as § 1231 asset - if you have net §1231 gain, treat as capital gain, if you have net § 1231 loss treat as ordinary loss

-So $12 on machine -- looks like § 1231 gain - treat like capital gain?

-§ 1245: If sold property at a gain and the reason you had a gain is because you claimed depreciation on the property, then to that extent gain treated as ordinary income

-"Recapture" provision: recapturing excess depreciation -- we gave you too much depreciation!

Problems (p. 590):

#2: Company buys machine for $100,000 - depreciates $70,000 over time --> AB: $30,000

-Sell for $45,000 - $15,000 of "ordinary gain" (§ 1245)

#3: Amount realized on sale only $25,000


-$5,000 of loss (character under § 1231: if only transaction in year - ordinary loss)

#4: Amount realized is $105,000

-$75,000 gain - § 1245: recapture ordinary income character to extent had depreciation deductions -- only first $70,000 recaptured as ordinary income -- balance treated under §1231  - $5,000 net capital gain treatment (if only transaction in the year)

-Doesn't usually happen - only if radical change in the market

What should you get to depreciate?  Things that get used up!  § 167: in order to claim depreciation, item has to have ascertainable useful life (land) -- so if no ascertainable useful life, no depreciation deduction

-Case involving under § 168: claim for depreciation for valuable and antique violin bow - musician buys & tries to deduct as business expense -- this is 7 year property - depreciate $100,000 cost of this bow over 7 years

-Commissioner: This has already lasted a few hundred years - may last that again - how can you claim depreciation?  If you use it it eventually loses special tonal quality that it has (not like keeping in glass case).

-Court: DEPRECIABLE.
B.  Depletion

Refers to a way of recovering capital investment in minerals in the ground (and other depletable assets like trees)

Example: Buy coal deposit & estimate that there are 1million tons in ground - pay $1million - start to extract - after get to 1million tons there won't be any more coal - recover capital investment as you're taking coal out of the ground

-Analogous to depreciation -- using up the valuable asset for which you paid over time - deduct initial capital investment

-For depletion measure useful life not by time but by useful units you're extracting -- $1/ton every time you take 1 ton out & sell it

--> COST DEPLETION - analogous to depreciation except looking at units of mineral instead of units of time

-Unlike depreciation on machinery, big unknown with depletion - can guess how many units are in ground, but don't know until extract

--> Congress enacted PERCENTAGE DEPLETION: instead of deducting per-unit amount based on investment spread over # of units, deduct fixed % of gross income from the property when extract mineral -- no better/worse than 200% declining balance

-Congress neglected to say that amount of percentage depletion can't exceed 100% of investment

-% Depletion goes on forever -- thus more like a subsidy - used to be problem with respect to oil/gas wells - now large producers get less

§ 613(b): Deplete sulphur/uranium at 22% at a mine anywhere in world

-15%: gold, silver, copper & iron ore and oil shale (encourage extraction of petroleum products from shale deposits - takes a lot to extract)




-Lots of things entitled to depletion: 5% gravel, peat, sand, clay




-14%: mollusk shells

Not depletable: soil, sod, dirt, turf, water or mosses, minerals from water, air or similar inexhaustible sources

Drilling Case: Drilling in CA for geo-thermal deposits -- was once water, has been compressed because of temperature & pressure into gas - can extract that hot water vapor & use for steam heat or to run electrical generators 

-Govn't: fell within exception: from the "air or similar inexhaustible sources" or it was water

-Drilling co: It's a gas -- deductible!

-§ 263(c): oil & gas well producers can't be required to capitalize intangible drilling costs (drilling hole in ground) - so can deduct currently

-When strike get to recover deduction for %-depletion which goes on for > 100% cost of property

Commissioner v. Idaho Power Co. (deduct over life of capital facility)

-Taxpayer Idaho Co. - ME corp. - public utility sells electric energy - used its own equipment and employees in construction of improvements and additions to capital facilities -- transmission lines, transmission switching stations, etc.

-1962 & 1963: taxpayer owned & used transportation equipment of all types - using own equipment to help build new capital facility

-Transportation equipment: useful life 10 years, switching station: useful life 40 years


-Which use for transportation equipment used to build capital station?

-Taxpayer used various methods of charging costs incurred in connection with transportation equipment - for regulatory purposes: to extent used in construction, taxpayer charged depreciation of equipment & maintenance costs to capital assets so constructed (used 40 years - regulators make do that - entitled to recover current expenses in determining what to charge consumers, but entitled to get rate of return on unrecovered investment)

-For tax purposes: treated depreciation on transport equipment as current deduction including portion attributable to use in constructing capital facilities under § 167(a) (used 10 years - thought depended on life of truck)

-Commissioner disallowed deduction - added depreciation back to adjusted basis & allowed deduction for appropriate amount of depreciation on addition computed over useful life of 30 years of property constructed - deduction for day-to-day use of equipment also allowed

-Court below: Not amount "paid out" within § 263 - deduct over 10 years - this Court disagrees

-§ 167 must be read in light of § 263(a)(1) which trumps it

§ 263: No deduction shall be allowed for: any amount paid out for new buildings or for permanent improvements or betterments made to increase value of any property or estate

-Taxpayer argues: This isn't an amount PAID OUT - Court of Appeals agrees
-Blackmun looks at § 161: In computing income there shall be allowed deductions subject to the exceptions provided in Part IX (includes § 263) - that means stuff in Part IX trumps whatever's here as deductions starting in § 162

-Deduct over life of capital facility

-If use day-to-day: current deduction

-Reasonable wages = deduction from gross income unless in connection with construction of capital asset --> capitalize & amortize

-Creates tax parity with taxpayer who hires out work -- capitalize entire cost (equipment, labor)

-§ 263(a)(1): denies deduction for construction improvement expenses

-No reason to treat construction-related expenses/depreciation differently than employee wages


-Capitalize whatever is "paid out"

§ 263A: Uniform Capitalization (unicap) -- denies taxpayer immediate deduction for costs of producing property taxpayer will use in its business or sell as inventory

-If hired out contractors -- depreciation would be included in cost of contractors -- they'd probably depreciate over 10 years since that's life of the truck

-Court ends up holding that it's a 40-year life

Indopco, Inc. v. Commissioner

-INDOPCO (National Starch) DE corp that sells adhesives, starches & chemical products -- Oct 1977 Unilever US expressed interest in acquiring through friendly transaction (Nationl Starch was one of its suppliers) - largest shareholders wanted - wanted tax-free merger - triangular merger

-Nov 1977 National Starch directors told of Unilever's interest - counsel told directors that under DE law they had fiduciary duty to ensure fair price to SH - fairness opinion said $73.50/share fair (then charged fee of $2.2 million + $7,586 out of pocket & $18,000 for legal fees)

-Debevoise firm: $490,000 for legal fees + $15,069 out-of-pocket

-Incurred $150,962 misc. items - accounting, proxies, etc.


-National Starch tried to deduct $2.225 million paid to Morgan Stanley

-Commissioner disallowed -- Tax Court ruled expenditures were capital in nature & not deductible under § 162(a) as "ordinary and necessary" (WOULD be deductible to help repel invaders - status quo)

-Deductions subject to disallowance in favor of capitalization

-Lincoln Savings Test (Supreme Court - Blackman): creation or enhancement of an asset - pre-req to capitalization

-Savings & Loan Association -- required by law to pay premiums into an insurance fund -- supposed to be sitting there to pay depositors if association goes belly-up - pay premiums based on size

-Fund not big enough - trouble on the horizon - set up a second fund as contingent fund - deduct premiums paid into second fund?  No!  It's a separate asset - like an investment - don't get deduction

-Indopco says: We didn't create separate asset so we should be able to deduct!

-Court rejects Lincoln -- if creates or enhances --> capitalize, creation = sufficient but not necessary condition

Blackman: Deductions are the exception not the rule

-"Deductions are matter of legislative grace" (FELD: bad language - supposed to be tax on net income) & burden of showing right to deduction is on taxpayer

-Issue of timing: will there be significant benefits in the future -- like buying an asset (Lincoln Savings) -- here future benefit of Indopco: great synergies from merger

Future benefit test: If realization of benefits beyond this year --> capitalize

-Investment in professional advice not deductible --> gives benefits beyond this tax year

Rev. Rul. 92-80

-Did Indopco change treatment of advertising costs as business expenses?

-Rule was advertising costs are deductible: 162(a) -- still deductible

-Did that rule make sense?  If put ad in paper for Thursday, not very useful beyond Thursday.  But if spend millions on institutional advertising to create goodwill - isn't that creating future benefit?

-So current deductibility of all advertising expenses is in that sense too good to be true - then Indopco: future benefit?  Capitalize!

-Revenue Ruling: Indopco doesn't affect advertising costs as business expenses - still deductible under §162 even though advertising may have effect on future business activities - only in very unusual circumstances will we require you to capitalize

Congress responds to Indopco furor with § 263A: 

§ 263A: Talking about two major classes of property: (1) inventory (direct costs for producing that product); (2) other property (if making property include in basis - indirect costs)

-Take all direct costs & allocable parts of indirect costs & capitalize into inventory or other property you're making -- can't deduct all of those things just because they're wages or electric bill, have to include it in inventory

§ 263A(f): What do we do about interest?  Have to be careful because money is fungible
-If putting up building - get construction loan - pay interest on loan - deduct currently or capitalize

-Property with long useful life or long estimated deduction period - capitalize allocable interest

§ 263A(h): Lets artist out of capitalizing property -- shocked at the thought that art might be commercialized in this way

C.  Intangibles

(Good will)

§ 197: We will take all intangibles & throw into one big pot & some have relatively short life, some have good will & have no useful life so no deduction, some made up so we won't talk about those -- but throw it all into a pot & if it's part of description of § 197 tangibles pot, whatever's there gets 15-year amortization


-§ 197 therefore revenue neutral

(b) Don't get deduction anywhere else for § 197 intangible

(d) Definition: goodwill, going concern value, workforce in place, business books & records, patent, copyright, formula, customer-based intangibles, supplier-based intangibles, any other similar item, any covenant not to compete -- normally an agreement where one party says: I will not compete with you within particular area for particular period of time -- if pay lump sum for covenant -- used to be able to amortize cost over life of covenant (6 yrs for $6 million - deduct $1million/yr).  NOW: covenant not to compete gets thrown into pot -- 15 yr amortization

(e) Exceptions: computer software purchasable by public, other rights

XXII.  REPAIRS, REPUTATION, JOB-SEEKING

A.  Repairs

Rev. Rul. 94-38:
-Manufacturer pollutes land from factory - in violation of federal, state & local environmental requirements - costs to clean up & treat groundwater that taxpayer contaminated with hazardous waste from its business deductible by taxpayer as business expenses under §162 or must be capitalized under § 263?

-Not contaminated when purchased in 1970 - 1993: started cleaning up --> restoring to previous condition --> use = constant

-Build ground-water treatment facilities (wells, pipes, pumps) to extract, treat & monitor contaminated groundwater

-Excavates contaminated soil - transports to waste facilities & backfilled with uncontaminated soil

§ 162: allows deduction for ordinary & necessary expenses incurred during taxable year in carrying on trade or business


§263(a)(2): no deduction to restore when already got deduction

-Capitalization distinction is one of degree, not kind

"Future Benefit" Test: groundwater treatment: useful life beyond taxable year --> capitalize

-Compare status of the asset after expenditure with status of asset before the condition arose that necessitated the expenditure

-Soil remediation & ongoing groundwater treatment expenditures NOT permanent improvement within § 263(a)(1)

-Construction of groundwater treatment facilities must be capitalized, but treatment of soil = 'ordinary & necessary' expense w/o future benefit & thus deductible.

Rev. Rul. 2001-4

-X is commercial airline engaged in business of transporting passengers & freight across US

-X owns or lease various aircraft – FAA requires continuous maintenance program for each aircraft within fleet – every 8 years ( “heavy maintenance visit”

-2000: X incurred $2 million for labor & materials necessary to perform heavy maintenance visit on aircraft – disassembled & fixed things – put back together

-No work resulted in material upgrade

-Used plane in same matter before & after

-Regs: include deduction for ‘incidental repairs’

-If prolong life must capitalize

-Any proper repair prolongs life ( but if just repair to keep in operating condition ok


-Distinction: ‘put’ or ‘keep’ in operating condition – if merely restores ( deductible

-Did repairs extend useful life of aircraft?  Court says 'not significantly'

Example: Buy a building - has asbestos -- take asbestos out -- costs $20,000 - capitalize or expense?  Under the language --> capitalize: when purchased it, it was like that

Moral Dilemma:

-If you contaminate you get to deduct clean-up costs

-If someone else did bad thing & you have to clean it up - have to capitalize

What's the rationale?  How decide the next case?

-Process: how to match expenses with income -- if contaminated soil in prior years & now have to pay, period to which current expenditure should be matched is earlier years - but can't go back to earlier years -- but not about producing income in the future either -- match up income made in the past by not doing work properly then

-Asbestos: another cost of acquiring the building - hidden cost - matter of future benefit

Chart on p. 612: Once reach steady state & rotate & repair every 3 years doesn't make difference - but in Year 1 if get to deduct big deduction, if have to capitalize have to spread deduction over period of time -- but amount of deductible repairs = amount of capitalized & depreciated/amortized repairs - but big difference at beginning

-If business is expanding, every year is beginning to extent of expansion -- if always adding airplanes, every year is Year 1 -- but if contracting & had capitalized get benefit of leftover deductions if not deducting repairs

-One point: Since the lines are so arbitrary it's been suggested that especially for big investors in capital equipment, you ought to be able to deduct as a repair (rather than tracing repairs & capitalizing) some % of adjusted basis as representing repair for that year & rest goes into capital account

-Proposed Regs under § 263A - capitalization rules - there's such a proposal: allow on elective basis claiming a fixed percentage of the cost as repair deduction in any particular year

Frontier Chevrolet Co. v. Commissioner (covenant not to compete = intangible)

-Frontier was car dealership in Montana – new & used vehicles

-Roundtree purchased & operated car dealerships & provided consulting services – Stinson – Prez of Roundtree managed Frontier from ’87 to ‘94

-1987: Roundtree purchased all of Frontier’s stock – Stinson’s employee became executive manager of Frontier – acquired 25% of Frontier stock as part of employment

-Frontier entered into “Stock Sale Agreement” with Roundtree – August 1, 1994 – redeemed stock owned by Roundtree using borrowed funds from General Motors Acceptance Corp ( Menholt became sole SH

-Frontier not getting any richer or poorer - Menholt acquiring 100% of the company using 75% of the company's assets to buy out the other party - will own 100% of much smaller pie

-Entered into Non-Compete Agreement – Frontier had to pay Roundtree $22,000/month for 5 years to stay out - not told how much got paid for stock (maybe underpaid for stock)

-Frontier amortized covenant payments ( amortize over life (5 years) instead of § 197?

Commissioner: Can't amortize over 5 years - this is § 197 intangible!

-Covenant = “intangible” asset – Frontier entered into in connection with indirect acquisition of trade/business – doesn’t matter that not NEW trade/business

§ 197(d)(1)(E): Covenant not to compete entered into in connection with an acquisition (directly or indirectly) of an interest in a trade or business or substantial portion thereof



-We didn't acquire a business!  Same business, same cars!

-Commissioner: collapsing Menholt & Frontier's interests -- cause to be a § 197 "intangible"

-Redemption = acquisition: No requirement that interest must be in NEW business/trade, “Interest” includes stock, § 197 enacted to govern intangibles

-Why do this?


-Portion of covenant is for “goodwill” which lasts for more than 5 years

Problems (p. 626)

#1: Corporation pays $7 million for 7-year patent.


-Have to spread amortization over 15 years (§ 197(d)(1)(C) intangible)

-UNLESS brought it free-standing: (d)(4)(c): could get 7-year amortization since didn't acquire in connection with acquisition of assets

-What if corporation buys everything but patent, CEO buys just the patent & licenses it to corporation? Get around (d)(1)(C)?  What do with related parties?

#2: Newspaper $3 million subscription list - spends $200,000 year for 15 years on advertising - but for advertising, subscription list would've dwindled to nothing - advertising keeps worth $3 million - deduct whole purchase price under § 197 --> basis = 0.  Deduct all advertising expenses currently -- both costs deducted - $6 million - still end up with $3 million asset at the end.

Regs § 1.161-4: Cost of incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep in ordinary efficient operating condition, may be deducted as an expense.  Repairs in nature of replacements to extent that they arrest deterioration & prolong life shall be capitalized & depreciated per 167 or charged against depreciation reserve.

Midland Empire: Smokes meats & then hangs in long building with dirt floor.  When it rains water sometimes rises in the building & ground gets muddy but no one cares because meat is hanging from ceiling on hooks

-Suddenly refinery opens up nearby - some of petroleum products leak into ground - now when it rains & soil in building gets wet - petroleum products mixed into soil create fumes that aren't good for smoked meats.  Midland puts in cement floor - wants to deduct.

-Is that a repair or improvement?  Didn't change function - necessary to maintain as smokehouse for the meats

Famous Case: Open-air drive-in theater clears the land to make the parking spaces with the consequence that when it rains there's much more flooding for property-owners below the hill - sues - finally the drive-in theater agrees to pay an amount to cover the damages or build drain pipe from preventing damage in future -- current or capital expenditures?

Welch v. Helvering ("constructing" new reputation not deductible)

-Petitioner was secretary of Welch Company (works on commission selling contracts for grain) – MN corp engaged in grain business – went belly-up he wanted to maintain good customers when started working for Kellogg - so decided to pay debts of Welch business so far as he was able – made substantial payments over 5 years – big parts of commissions ( deducted as business expense

-Commissioner disallowed because not 'ordinary or necessary' expenditures ( court agreed


(1) Not ordinary** (this case -- these payments are extraordinary)


(2) Not necessary


(3) Phrase 'ordinary and necessary' should be understood as single term

-Payments were “necessary” (he thought they were necessary – don’t question)

-But not “ordinary” by any means though may be wisely spent

-Examples: family name clouded by theft of ancestor - wants to pay off, enrich culture via education -- all examples of capitalization for good will

Regs § 1.162-5: peculiar language: mix of capital & personal & therefore not currently deductible -- 

Cardozo: "The standard set up by the statute is not a rule of law but a way of life - life in all it's fullness must provide an answer to the rhythm"

-This expenditure should be capitalized - expenditure for reputation - not something used up in current year -- so when do you get to deduct it? Maybe amortize over years?

Regs § 1.176-3(a): For intangible if useful life not limited not subject to depreciation -- no deduction allowable for depreciation with respect to good will -- either now or never -- here is NEVER.

§ 197: Gives deduction for purchased good will, but not self-generated good will

Jenkins v. Commissioner of Internal Revenue (Repairing reputation - deductible)

-Conway Twitty country singer – started restaurant Twitty Burger in late 60’s – didn’t do well – lots of friends/colleagues invested in it – shut last one down in May 1971

-1973 & 1974 Conway made payments to investors of $92,892 & $3,600 ( deducted

-Commissioner: not deductible ( no business purpose of payment, expenses not “ordinary and necessary”

-Twitty: payments to protect reputation & earning capacity, not to revitalize Twitty Burger: (1) image, (2) morally right, (3) avoid lawsuits

-If Welch is good law why not deductible?  Affects his reputation (Welch said the same thing!)

-Absence of legal obligation isn’t absolute bar to “ordinary and necessary”

-Helped reputation – investors connected with music industry

-Possibility of adverse publicity very real – just because voluntary doesn’t mean ordinary & necessary

-Court DOES allow deduction

-Authors suggest: think of as “repairing” property -- here repairing reputation, whereas in Welch it was destroyed so he's constructing new reputation

B.  Job-Seeking

(1) Primolth: Engineering job - goes to company that says - you pay us upfront fee we'll do an analysis of your talents & abilities & write your resume for you & do a search of job opportunities - no guarantee you'll get a job -- pays $, gets better job offer --> takes it & tries to deduct expense of finding it.  Tax Court: deductible.

-IRS had taken position that job-seeking was non-deductible expense -- Tax Court says: you're already in trade/business of electrical engineer - you're just improving your situation --> deductible.

(2) Taxpayer goes to same firm & says I need a better job - he pays $, gets better job offer, brings back to his initial employer who says: "I'll match that" - gets better job without moving.  Tax Court --> deductible.

(3) Cromona: Does the same thing - pays $ to firm, looks around, gets nothing.  Tax Court: Deductible!

Word of Caution: § 62(a)(1): Get adjustment to gross income (above the line) for deductions which are attributable to trade/business carried on by taxpayer other than if trade/business doesn't consist of performance by taxpayer as employee 

-So if you're an employee don't get above the line deductions -- itemized deductions --> miscellaneous itemized deductions (§ 67 - 2% floor on deductions)

Job Search Expenses for employees while if connected with trade/business technically deductible, limited applicability due to § 67.

Rev. Rul. 78-93:
-Taxpayer practices law as well as teaching law as adjunct - wanted new job -- sent to agency - services

-Got a job on his own after counseling

-Similar job to previous job as lecturer so deductible under § 162(e) --> "ordinary and necessary"

-Not new trade/business

-Bona fide expenses in same trade, so counseling = deductible

-Equally plausible to reach opposite result.

XXIII.  ACCOUNTING

-Cash (can have deferral benefits) v. Accrual (only businesses)

-Code provisions regarding accounting -- most issues are about timing - when include in income, when deduct?

§ 441(a): Taxable income computable on basis of taxpayer's taxable year

-Assets measured at a particular point, income measured over time (here taxable year)

-Taxable Year: Taxpayer's annual accounting period if it is calendar or fiscal year - in general it's taxable year - sometimes it's a fiscal year

Fiscal Year: 12 months with last day not in December 
-If pick your year right, might be able to get favorable set of treatments between corporation and you where you can postpone inclusion in income for a long period of time

-To prevent this: § 444: requires in certain situations that there be limitations on selection of taxable year

-For virtually all individuals taxable year is calendar year

-Some adjustments for calendar year - events slide between taxable year - peaks & valleys - operating losses & income, etc. --> adjustments for all of that

§ 446(a): Taxable income shall be computed under method of accounting on basis of which taxpayer regularly computes his income in keeping his books 
(b) Exception: If no method regularly used or if method clearly does not reflect income, Treasury can put you on a method that does reflect income

(c) Permissible Methods: Cash receipts & disbursements Method & Accrual Method & any other method permitted by this chapter...

A.  Cash Accounting 

-Worry about ACTUAL cash paid, ACTUAL cash received & CONSTRUCTIVE receipt

Regs § 1.451-2: Constructive receipts of income: Income although not actually reduced to taxpayer's possession is constrictively received by him if credited to account, set apart for him or otherwise made available so that he may draw upon it at any time - but not constructively received if taxpayer's control of receipt subject to substantial limitations or restrictions.

Farmer Aman: Grows wheat - at end of August comes to Silo & says "I want to give you wheat crop today but I don't want to get paid until January" - but Silo pays cash on barrel-head - have to call office & says okay - pay him in January.  Taxable in Year 1 or Year 2?


-Cash Method taxpayer: constructive receipt in Year 1?

-Sounds like could be constructive receipt - had power to get $ in Year 1, but never had the RIGHT to get $ in Year 1 - until delivers wheat not entitled to get $ & won't deliver wheat until they've agreed to deferred payment


-Even though could've gotten in Year 1, no moment in Year 1 when entitled to get $

-If boss about to hand you a check for services rendered & you say "No don't give it to me until January" - that's constructive receipt

Rev. Rul. 60-31: About executive compensation -- deals with negotiations between executive & company - executive comes in & says "I want $X now and $Y later on" - I'm absolutely entitled to the $Y - this is NOT contingent compensation (§ 83 - deferred).  Ruling: Not entitled to $5 million today - not going to look behind negotiations to see what could've gotten -- all you have right now is $1 million in hand & promise to get $5 million in future -- NOT constructive receipt.

-However, if instead say to company "You guys are a little shaky at the moment - I want you to take the $5 million & put in trust account so it'll be there when I get it 5 years from now -- Regs say anything "set aside" is constructive receipt

-A bare promise (whatever the form of the promise) for a cash-basis taxpayer is NOT constructively-received and NOT income today.

-$ set aside is income today.

B.  Accrual Accounting

Regs § 1.446-1(c)(1)(ii): Accrual method: Income included when all the events have occurred "all events test" that (1) fix the right to receive the income & (2) the amount of income can be determined with reasonable accuracy and a liability is incurred & can be taken into account when (1) all events occurred which establish fact of liability & (2) amount of liability can be determined with reasonable accuracy

-Economic performance has occurred with respect to liability (added by statute)

§ 461(h): Requirement of economic performance -- "all events" test shall not be treated as met any earlier than economic performance with respect to the item has occurred

Problem 1 on p. 632:

-Wendy (accrual) owns pet store & employs Debby (cash) - works in 2007 - doesn't pay until Jan 2008.

-Wendy deducts in 2007 (all events satisfied & economic performance occurred)

-Debbie includes in income in 2008 cuz doesn't get until Jan so didn't have "right" to get until 2008?

-So code thought about that & said: § 267(a)(2): Matching: If one party by using accounting doesn't have to include in income until next year & other wants to deduct in this year & parties are RELATED --> no deduction until payment is made.

§ 451(h): Constructive receipt: 

-Problem: with prizes & rewards if you get it all at once - have to report all at once -- but if you choose beforehand then you can report over time

-Lump sum or distributed over time?

-$160 million is current value, $300 is annuitized value

(1) Which should he take?  If decides to take payments spread out over 20 years... then does he have to pay all taxes now or over time?

-When should you take lump sum versus payments in future?  What is implicit interest rate in annuitized version?  Compare that to market rate of return.

(2) Has he constructively received $160 million in Year 1 because he could've taken it -- had the RIGHT to get the $ in the hypothetical -- just because he turned it down should he not have to pay tax?

-So § 451(h) says that if there is a "qualified prize option" - within the first 60 days you have the right to elect lump sum or payment over time then if take over time can report over time.


-Won't apply constructive receipt in that situation although in theory we could

Discounting to Present Value:  Difference of having receipts now or receipts later.

Problem #4 (p. 644):

-Cash accounting taxpayer pre-pays rent for 2008 in 2007.

Regs § 1.461-1: If expenditure results in creation of asset having useful life that extends substantially beyond close of taxable year, such expenditure not deductible - i.e. expenditure for construction of improvements

-Buying a lease-hold for a year in 2008 when pre-pay rent in 2007 - asset extends 

substantially beyond taxable year so not so clear that can deduct it.

Regs § 1.162-11: Rentals: If leasehold acquired for business purposes - purchaser may take allocable sum for each year (applicable to that year) - Marty can deduct only part applicable in 2007

Regs § 1.263(a)(4)(f): 12-month rule: Taxpayer not required to capitalize amount paid to create any right or benefit that does not extend beyond earlier of 12 months or end of taxable year following the taxable year in which the payment was made

-So if exactly 12 months, Marty is okay.

Cash Accounting: Problem of constructive receipt & how far away benefit is from something - capitalize now or not

-Viewed as a concession to small businesses - easy to do, easy to figure out -- sometimes people thing "true accounting" for income is accrual method

Accrual Method Accounting:

2 steps:

(1) Did you satisfy the "all events" test?


(a) Liability to make payment sufficiently clear?


(b) Is amount determinable?

Ford Motor Co. v. Commissioner

Problem of present value versus face value of liability -- 'all events test' - liability has to be FIXED and amount of liability has to be determined -- normally look at face amount of liability - but for very long periods of time (more than a few years) real value of that liability is much smaller.  Normal statement of all events test doesn't take into account discounting of present value - time/value problem of $ is creating Commissioner's problem.

-No great way to get at that under classic statement of 'all events test' - Commissioner has resort to back-up rule: "I have the right to make sure accounting method clearly reflects income."

-In years before 1980 several cars involved in accidents & in 1980 entered into 20 structured settlements:

§ 104(a)(2): Gross income doesn't include amount of any damages whether by suit or lump sums or as periodic payments on account of personal physical injures or physical sickness


-So if take lump sum, not taxed but what they earn on it will always be taxed

-But if take "structured settlement" at a reasonable interest rate, won't pay tax on either part of that - recovery or interest recovery earns over time

-Ford is indifferent as to which payment to make


Type I: Periodic payments for certain period



-Deducted total of all payments due


Type II: Periodic payments for life



-Deducted amounts paid during 1980


Type III: Periodic payments for longer of certain period or life



-Deducted payments due for period certain portion


-Total payments: $24,477,699 - bought single premium annuity contracts at $4,424,587

-Reported annuity income on 1980 return - took deductions totaling $10,636,994 & reported annuity income on tax return under § 72

-So want to spread $20 million income over 40 years but get $24 million deduction TODAY

-Ford is buying a $24 million payout over 40 years for $4 million currently - arms length transaction - no fraud

-Commissioner: accounting doesn't clearly reflect income under § 446(b) - so restructured to allow deduction of $4 million now & not in future, but annuity payments not income either so a wash

-Acceleration of deduction is so valuable at their tax rate that it can produce that kind of benefit

-Tax Court: went through 3 scenarios: if deducted this way, better off than if accident never happened

-Ford: I satisfied "all events" test!


-Doesn't matter - if doesn't match income Commissioner can overturn

Cited Mooney Aircraft: tried to deduct $1,000 bond payments payable on retirement at sale of aircraft - 20 years too long - earn $ back + more. We know to a certainty that we will have a liability of a certain amount -- therefore we will deduct $1,000 today.  Commissioner unhappy because 'all events' test -- at time going to pay off this bond that's a long time away -- discounted to present value, that $1,000 bond is costing you MUCH less - could set aside some amount at a particular interest rate that could grow to $1,000 in 20 years & it's the amount you set aside that represents present value of liability.

§ 461(h): Economic performance requirement: In case of workman's comp liabilities: statute clear that economic performance doesn't occur until you make actual payment of the settlement

-Step #1 of modifying classic statement of accrual method of accounting by in effect putting accrual method tax payer on the cash method -- don't get deduction for structured settlement until you pay out the cash even though when entered settlement liability & amount are fixed

Schlude v. Commissioner (report all membership fees currently if not clear when you'll be called on to perform service)

-Dance studio - two contracts: (1) cash plan (down payment in cash, more payments later), (2) deferred payment contract (portion of down payment in cash, remainder due in installments)
-Student had to pay tuition, not relieved of obligation, no refund & non-cancelable - ranged from 5 - 1,200 hours

-Had to pay royalties to Arthur Murray on weekly basis - 10% of cash receipts & 5% more in escrow - before a lesson has been given & before income "earned" in accounting sense


-As other $ dribbles in get 10% of that

-People take dance lessons to improve social skills -- average customer who signs up for 24 lessons won't take all 24 lessons -- this is the great secret of gift certificates (certain amount of "unearned" income)
-Accrual system: # hours taught x rate = deducted from deferred income account & reported as earned income

-They put $600 for contract into an account - when person comes in for a lesson, take $25 out of account & include it in income - if take 6 lessons in Year 1, will include $150 in income -- but have original $300 + money you've started to pay them

-But if after lesson 18 you stop - if inactivity in account for more than a year, write off that account & include in income

-Cash comes in mostly up-front - spread income over long period of time

-Balance of deferred income --> carried to next year -- really trying to match income with expenses!!

-Commissioner: doesn't properly reflect income -- include all advanced payments & contracts as income in first year - affirmed

AAA: Member comes in & signs up for a year's membership - $24 for a year - for that $24 member gets certain services - including road-side services (battery dies, flat tire, etc.) - no charge for those services, send you maps -- allocated membership fee over 12 months - then started charging 1/2 to this year, 1/2 to next year when come in mid-year

-Govn't: That method doesn't clearly reflect income - want you to report all membership fees currently - because you can't match it up against anticipated expenses -- expenses depend on when members call upon you to provide services

-Advanced payments for unspecified classes on demand

-Accrual: RIGHT to receive --> include -- as soon as entitled to $, report

-Relied on repeal of § 452

-Commissioner doesn't have to wait around any longer than Arthur Murray does -- $ is there, income is uncertain

Dissent: Government has consistently argued (1) deferral of payments would violate "annual accounting" principle which requires income not be postponed from one year to the next & (2) "claim-of-right" doctrine - restriction as to use

-This court didn't use either of those -- just relied on doesn't reflect income & repeal of§ 452

-Hidden Point: The Code doesn't allow (except in limited circumstances) to set up a reserve for future expenses -- so Schlude says I've got a mis-match of expenses & income - under an accounting system that would permit reserve to be set up in Year 1 for expenses might have a better match, but can't due under IRC except in certain situations

Problems (p. 656):

#5: Accrual basis taxpayer gets bill for electricity in December - doesn't pay bill until January - but accrues expense  in December (proper accrual - has been used, know amount) - then in the next year electric company under watchful eyes of regulators says we overcharged you - bill is $1,000 less -- but already deducted - what result?

Tax Benefit Rule: Even though this isn't in form a "recovery" ($ didn't come in) proper way to treat: took deduction based on certain assumptions about what would happen - they didn't happen - have to correct.  So include mistaken amount of deduction in income in later year.

#6: Billed customer $5,000 - includes in income - later on customer declares bankruptcy & never going to get any $.

-Deduction in 2007 under § 166 - no tax benefit rule that would apply in this case, but § 166: get deduction for bad business debts.  In any taxable year in which debt becomes worthless you can deduct it.

#7: If X were cash basis - wouldn't have reported until 2007 anyway so just don't report

§ 166(b): If never took $ into income, never spent $ to buy indebtedness, don't have basis in debt, so get $0 deduction even though bad debt.  (Performance of services don't give you a basis -- basis = cost -- basis occurs for accrual-basis taxpayer because when take income into account you're paying taxes on it)

§ 482: Allocation of Income & Deductions Among Taxpayers: If you have 2 organizations under common control, then IRS can come in & reallocate income, deductions, credits or allowances between the 2 organizations if necessary to prevent evasion of taxes or clearly to reflect income.

-Becomes most used in international area (Example: Toyota Japan ships cars to Toyota US - related corps - if Toyota Japan were to put a much higher price on car on invoice than it would in dealing with arms-length party, US company would be charged more on the books than fair value which would reduce US company's US income)

-2 corporations under common control: one has net operating losses, one doesn't - arrange pricing to put more income into loss corporation & thereby insulate it from tax - § 482: Commissioner has the power to un-do that

-Doesn't happen automatically - Commissioner has to act

-This is not a disallowance provision - has to make allocation

-Determining pricing on intangible rights between related parties is VERY difficult -- Fair Market Value Standard is standard among different jurisdictions -- but whether or not can be effective is unanswered

XXIV.  INVENTORY

-Assume you make screws & bolts - each identical to every other

Regs § 1.161-3: In determining gross income in a manufacturing, mining or merchandising business, subtract from gross receipts "cost of goods sold"

-When ship pieces of hardware to customers, don't know actual cost of any one of those items since all the same -- DO know that in first half of the year it cost $2 to make certain quantity & in second half of year cost $2.50 to make same quantity (pay-raise)

-So which batch did you sell?  $2 batch or $2.5 batch?  Difference in calculating gross income -- if expensive batch, gross income lower

  Opening inventory (from previous period)



+ Purchases during the Year (total units)



- Closing Inventory (what have at end of year)



   Cost of Goods Sold (what you sold to customers)

-2 abbreviations:

"First in, First out" - "Fifo" (made $2 stuff first, sold $2 stuff first for accounting)

"Last in, First out" - "Lifo" (made $2.50 last, that's what sold)

Problem #2 on p. 635:

2007:

FiFo:
  3,000


+2,800


-4,000 (400 @ $3 + 800 @ $3.5) = 4,000


=$1,800 cost of goods sold


Income = 600 @ 4 - 1,800 = $600
LiFo:
  3,000


+2,800


-3,700 (1000 @ 3 + 200 @ 3.5) = 3900


=2,100 cost of goods sold


Income = 2400 - 2100 = $300

2008:

FiFo:
 4,000


+    0


- 700 (200 @ 3.5) = 700


=3,300


Income = 4,500 - 3,300 = $1,200
LiFo:
  3,700


+      0


-  600 (200 @ 3) = 600


=3,100


Income = 4,500 - 3,100 = $1,400
In 2008 have to pay more under LiFo cuz now using up $3 stuff instead of more expensive stuff -- in the real world that doesn't happen cuz buying stuff all the time - LiFo keeps you ahead of the game - use more expensive stuff all the time -- so thought to be attractive as way of decreasing your gross income if price of goods/materials is going up.

Inventory Accounting can be thought of as fancy kind of basis accounting -- you're recovering your investment -- we'll give you 2 ways: (1) stack investments on first-in, first-out basis, (2) last stuff gets recovered

-This kind of stacking problem - figuring out when you have fungible items for which you've paid different prices which one you're dealing with - applies to other things as well (basis in corporate stock)

Three Things about Accounting:

(1) If have inventory MUST be on accrual method - no cash

(2) If on LiFo, you must also report to shareholders on LiFo

(3) Prices don't always go up - sometimes go down, so inventory is worth less than what you paid -- if you're on FiFo you can use method of evaluation: lower of market or basis (in effect, able to recognize some of that loss even if you haven't sold inventory yet) - CAN'T do with LiFo.

Jim Turin & Sons, Inc. v. Commissioner

-Commissioner appeals Tax Court's decision that he abused discretion in requiring taxpayer to use accrual method - taxpayer is corporation that provides paving services - purchases asphalt from sister manufacturing corp. -- ships asphalt hours before paving job - generally paid within 10-30 days of billing

-Taxpayer used cash method of accounting - taking deductions for cost for a job immediately upon its payment to sister corp & recognizing income as soon as paid

-Commissioner: asphalt = merchandise & taxpayer had inventories so had to use accrual

-Supreme Court: Commissioner has discretion in requiring particular method of inventory unless decision was 'plainly arbitrary'

-Accrual required if produce & sell merchandize -- otherwise buy all in 1 year & deduct and sell in next -- but can't do that with asphalt

-Income: measure cost with revenue -- generally cash method doesn't match so well

-But here only non-match is outstanding accounts receivable - perfectly typical

-Impossible to hold asphalt in inventory -- § 1.471-1 doesn't apply where item can't be inventoried

Commissioner:

(1) look at title not physical property

(2) title for an instant = sufficient to call inventory

-Court disagrees- since asphalt can't be stored, not susceptible to being inventoried

Revenue Procedure 2002-28:

-Commissioner has discretion to exempt a qualified taxpayer from requirement of accrual accounting

§446(a): Provides taxable income must be determined under method of accounting on basis of which taxpayer regularly computes its income in keeping its books

§446(c): allows taxpayer to select method of accounting subject to restrictions: 


§446(b): selected method must clearly reflect income

§1.446-1(c)(2)(i): taxpayer use accrual method with regard to purchases & sales of merchandise whenever § 471 requires taxpayer to account for inventories

§447: taxable income from farming to be accrued

§448: prohibits use of cash method by C corporation unless meets $5million gross receipts test

§ 471: whenever use of inventories is necessary to determine income, must take inventories

§1.162-3: deduct cost of materials & supplies only in amount they're actually consumed during taxable year

§263A: property produced or acquired for resale by taxpayer to be included in inventory costs

§ 446(e): Commissioner must consent before change method of accounting

-Small business taxpayer may use cash method if

(1) Taxpayer determines principal business activity as described by one other than ineligible code; or

(2) Taxpayer reasonably determines its principal business activity is provision of services; or

(3) Taxpayer reasonably determines principal business activity is in fabrication or modification of tangible personal property

-If use cash method, must use inventories as materials & supplies

-Have to deduct costs in later of: year you paid or year when sold

XXV.  TAX PREFERENCES & SHELTERS

A.  Municipal Bonds

§ 103: Interest on State & Local Bonds: Gross income does not include interest on any state or local bond.

-States & localities can go out & borrow money (schools, bridges, etc.) - usually recourse bonds (can sue the state for them) - but state has taxing power and that's what lenders are relying on to provide repayment

-In the 1930's - severe depression - some states in the south (MS) began issuing bonds for the purpose of creating industrial facilities to attract manufacturing enterprises to come into their states & create jobs --> evolves into kinds of deals: state agrees with manufacturer that manufacturer can build plant, state will issue bonds to finance construction -- NON-RECOURSE bonds (state not liable)

-Lenders will be looking solely to long-term lease arrangement with manufacturer

--> Result: manufacturer able to borrow $ to build facility & pay lower interest rate than if it were borrowing directly - now borrowing in tax exempt market

-Manufacturer happy, State happy (helps them compete), Federal Govn't unhappy because now financing private-borrowing at tax exempt rate

-Accelerates during 1960's - in 1969: underlying problem of diversion of tax-exempt bonds to private borrowing - so enacted § 103(b): private activity bonds are carved out, § 141: what's qualified v. activity bond


-So complicated that only 10 people in the world really understand

1969: Also changed arbitrage bonds: selling in one market & buying in another market to take advantage of differential pricing in the 2 markets

-Someone gets idea: State can borrow at 7% & use proceeds to buy corporate bonds that are paying 8% & I'll make 1 point difference -- costs Treasury a lot to give 1% difference -- says "We won't let you use arbitrage bonds"

-What do you do with legitimate borrowing - build a big facility - can't spend all at once, etc. so arbitrage bonds NOT part of exemption under § 103

-Why might this be inefficient?

(1) Who's getting benefit?  Normal interest rate for level of risk & reward is 10% taxable, if in 30% bracket, if buy bond get 7% return NET.

-If states & localities were to issue 7% exempt bonds & buy those instead of others, exactly as well off as before - State has been able to issue bonds below market & Federal Govn't is out the differential (10% return would've been taxable - now getting nothing)

-Doesn't cost states & localities much to produce - crank out bonds -- after awhile market at 30% tax payers is satiated - so if want to sell more bonds, have to tap 20% taxpayers -- to do that, state has to pay 8% return rather than 7%

-Now 30% taxpayers jump back in because this is such a good deal - now subsidy is going to 30% taxpayers

-Inefficient because federal subsidy directed to states/localities is being split between states/localities and wealthy investors

-There have been proposals to say the govn't will make ALL bonds taxable & govn't will write state check every time they issue bonds - match subsidy with direct check - 50 states said "NO!" System subsidy more stable


(2) Only applies to borrowing -- only states that borrow get this subsidy


(3) Costs a lot $25 billion/year

§ 265: Attempts to prevent individuals from leveraging this exemption - worried about individual version of arbitrage

§ 265(a)(2): Interest on indebtedness incurred or continued to purchase or carry obligations the interest on which is wholly exempt from the taxes imposed by this subtitle

-If go & borrow money - can deduct interest - making 7% on municipal bond - 1.5% ahead

-Provision: Can't deduct interest cost if you've incurred purchase of tax-exempt bond

-May not be very effective in its entirety, but aims at the center of the problem: borrowing taxable in order to carry tax-exempt investment

More important problem: Problem that arose from case about Mrs. Crane: If you acquired property by borrowing, then your basis for purposes of determining depreciation is determined by amount of borrowing -- Mrs. Crane didn't have any equity to start with at all.

-Buy property for $250,000 - don't put any $ in, non-recourse loan -- pay interest on the loan (out of pocket) and claim depreciation on property (not out of pocket)

-For very little out of pocket cash, getting big deductions by way of depreciation

-Used to mean you could deduct those losses against other income (high priced executive - makes a lot of money, buy this kind of property - a little tax shelter) - use depreciation deductions to offset regular income

-Recognizing this problem, Congress could've acted in a number of ways to deal with it: at one time or another Congress has used all of them

§ 183: Hobby-loss provision: requires that you have profit-motive for engaging in a transaction (you have to be able to make money on pre-tax basis)

§ 465: Limit deductions to investments that were actually out-of-pocket (getting at recourse, non-recourse distinction that Crane pushed aside)

-Can claim deductions for this kind of activity, but only to the extent that you're actually at risk (if do non-recourse borrowing, only amount you put up can be deducted) - can defer other deductions, but can't deduct currently

-1978 expanded to more general provision with 1 big exception: REAL ESTATE

B.  Passive Activity Loss

§ 469: Passive Activity Losses (PALs) -- get disallowed, but can carry them forward -- can use them against passive activity income produced by passive income generators (PIGs)

-Divides world into 3 parts:

(1) Trade or business (losses are fully-deductible)

(2) Portfolio Investments - have own rules (§ 163(d))

(3) Passive Activities: activities that would be a trade or business if you were actively engaged in them, but they won't be treated that way for § 469

-All of this is necessitated because don't tax activities separately item-by-item -- tax taxable year -- lump all activities together

-If have 3 trades or businesses, one with loss & 2 with profits - can use losses from one to offset gains from others

-This section says we'll shut off losses from particular subset of activities in which you're not actively engaged

Problems (p. 688)

#2: Surgeon - buys office building & land for $2.5 million, pays $500,000 cash, finances other $2 million with non-recourse loan (qualified financing within § 465(b)(6)).  Interest expense is $100,000, ACRS allowance is $50,000 & rental income is $100,000/  No payments on loan - building is Mary's only § 469 passive activity.  

-Loss of 50,000 - she'll have to carry forward (§ 469) - classic passive activity loss

#3: Sells property - Adjusted basis: $2,450,000 ($2.5 million with depreciation of $50,000).  Amount realized: $2.6 million ($2 million loan + 600,000 cash)

Gain = $150,000 -- how much will she get taxed on?  $100,000 because 50,000 loss from Year 1 gets carried over to Year 2 to off-set proceeds.

-She only paid $500,000 -- ends up with $600,000 -- so $100,000 of gain.

C.  New York Rule

FELD - NEW YORK RULE: When you have complicated transaction, ignore paper, follow the cash.  That'll tell you what the deal is (here economic deal is she ends up $100,000 ahead - she paid some interest, but got a deduction for it).

#4: Beneficial to separate #1 & #2 -- for § 469 purposes -- pool all of passive activities -- if undertaking #2 is passive activity, gets to use losses of passive activity #3 to off-set income of #2.

#5 & # 6: Interest on loans -- go to the question of how we trace particular borrowings -- when $ is fungible.  Do we allocate, do we trace?  What do we do to try to stick interest onto particular activity to determine what rules apply?

-General Rule: Tracing rule -- if you borrow with respect to the portfolio investment, relevant rule: § 163(d): Investment interest rule, and if you use $ to borrow limited partnership interest, then under passive activity loss rule.

-Gives planning flexibility with caveat: Always come to tax lawyers after you've done something.

§ 183, § 465, § 469, § 163(d)

§ 461(g): Puts a cash-basis taxpayer essentially on accrual basis for deductibility of interest.

Knetsch v. United States

-Commissioner disallowed deductions taken by Knetsch.  Took deductions under § 163: I have interest deductions in these years.

Commissioner says: No you don't!  Interest is payment on indebtedness, no indebtedness here

-Sam Houston Life Insurance & Knetsch:

Year 1: Sold him 30-year annuity savings bond -- this contract gives Knetsch 2.5% interest compounded annually - collects at end of 30 years (90 years old)


-So at the end of the day he gets annuity of $90,171/month

-Face amount of annuity at beginning: $4 million -- he doesn't have that much money to plunk down for annuity so deal: he gives $4,000, signs $4 million worth of non-recourse loans

-If he doesn't pay off $4 million, fabulous annuity drops to $43/month

-How generate deductions here?  They let him borrow against the value -- but here cash value accrues at beginning of the year

-Cash value for Year 1: $4,100,000 - so he borrows $99,000 & he pre-pays interest on the $99,000 - so he wants to deduct interest paid ($143,000)

NEW YORK RULE:


CASH




INTENDED TAX EFFECT

$4,000





 -0-


$140,000 check for interest


(140,000) - deduction


(99,000) - borrows



 -0-


$3,465 interest on 99,000


(3,465) - deduction


$48,465 out of pocket



(143,465) - deduction

-Repeat in Year 2 & Year 3 -- in Year 4 he cancels

-Wants to leverage payment 3:1 -- I'm paying 48,000 to deduct 143,000 & I'm doubling my $!

-Have to follow the cash to see what's happening

-Not untypical of tax shelters: object is to put small amount of $ down relative to deductions you want to claim UP FRONT in connection with tax shelter

-Economic effects look exciting in Year 1 & Year 2 .... but in Year 4: must've gotten call from IRS auditor & he terminates the deal.

-Surrendered bonds & indebtedness (of $4,307,000) canceled & received difference of $1,000 in cash

Best case for Knetsch: Exchange of bonds for $1,000 -- if it's an exchange, bonds equal to value of indebtedness

Amount realized = $4,307,000 + $1,000 cash = $4,308,000 - Basis (Cost = $4,004,000 -(don't subtract loans because not 'debt incurred to acquire the bonds') = $304,000 ('phantom gain' - not getting any cash with which to pay it)

-Deferral = MAJOR component of many tax shelters - play with timing of deductions & income

-What's character of gain?  Capital gain? (if so then has converted $143,000 ordinary deductions against ordinary income & include amount in income included at capital gain rates - much less)

-Did transaction create indebtedness or was it a sham?  Court decides: SHAM -- wasn't really annuity -- would've only been worth $1,000 - nothing realized in transaction beyond deduction

-A lot of paper floating around to create impression of deduction - no commercial economic substance

Knetsch: By enacting § 264 transition rule (Congress is concerned about inside build-up in life insurance/annuity contract - if bought straight out 2.5% not taxable to insurance company or to you until paid out - so if you borrow to buy it, not deductible - like § 265(a)(2)) Congress meant to allow deductions on payments before 1954 (Dissent agrees) -- Court says no -- look to statute & materials relevant to construction & determine Congress meant to authorize deduction for payments under sham transaction --> NOT THERE.

-Not COMPLETELY impossible to make $, just very remote

Dissent:

-As long as transaction is valid, interest should be deductible

-Many transactions motivated by tax avoidance

*Classic in sham/economic purpose field in individual income taxation.*

Rice's Toyota World, Inc. v. Commissioner

-Rice in auto business - Finalco engaged in leasing capital equipment

-Rice purchased used computer from Finalco in 76 for $1,455,227 (Finalco had bought for $1,297,643 & arranged sublease) & leased back to Finalco & gave recourse note for $250,000 payable over 3 years & nonrecourse notes for $1,205,227 payable over 8 years 
-Rice paid off $250,000 recourse notes & $30,000 interest on deferred installments

-Whatever had to pay on nonrecourse note + $10,000/yr = rent

-Before taxes, paying $250,000 & only making $10,000/yr - for first 5 years pretty secure (sublease) & after 5 years Finalco's obligation to pay rent contingent on ability to find another sublease - so if computer is nonrentable, Rice doesn't get anything

-At that point Rice will not pay nonrecourse - so Rice would be out $250,000 - $50,000 rent = $200,000 loss

-After 8 years no idea how much worth - may be a lot, may be a little

TAX DEAL: 

-In 76, 77 & 78 claimed accelerated depreciation based on ownership for payments on notes

-Why would Finalco give up $1.4 million depreciation?  They get $250,000 in cash and they could only claim depreciation on $1.3 million

-Tax Court upheld Commissioner's disallowance of depreciation deductions & interest expense deductions based on recourse & nonrecourse notes - sale & leaseback was a sham entered into for tax purposes


--> No economic substance/purpose

-2-Prong Sham Inquiry:

(1) Taxpayer motivated by no business purpose other than getting tax benefits


-Rice didn't look @ residual value @ end of 8-year lease - profit depended on that


-Finalco's literature advertised tax deductions (not profit potential)


-Inflated purchase price

(2) Transaction had no economic substance because no possibility of profit exists


-Reasonable possibility for profit?  Not unless residual value > $286,000


--> SHAM (believe government that computer value closer to $18,000

(This is appellate opinion - when Tax Court has picked one opinion below for accurate value, tough to overturn on clearly erroneous standard)

-Bottom line: Can't make money on this deal unless back-end is valuable, otherwise front-end is locked in

-Can you ever look to business purpose without deciding economic substance?  Frank-Lyon seems to say look at motivation as well as economic substance -- how do we know motivation?  Look at lack of economic substance so back to same inquiry

-Rice paid fee to Finalco for tax benefits -- recourse note shouldn't be included in basis --> not invested in property (just a fee)

-In these deals not uncommon to have buyer & seller inflate value - normally when acting at arm's length treated as fair price because seller wants to get more & buyer wants to get less - why different here?  Both benefit if they inflate the price - Rice is happy to have higher purchase price because can deduct more depreciation and don't really plan to pay it


-Finalco's in it for the $, Rice is in it for the deductions

-Only certain persons subject to §469: Individual, estate or trust, any closely-held C corporation (if Rice's is C-corp would be subject)

*In sale & lease-back area, residual value is VERY important to determine whether deal could be profitable.*

D.  Corporate Tax Shelters

ACM Partnership v. Commissioner

-Colgate had $100 million of long-term capital gains from selling subsidiary

-Merril Lynch proposed tax shelter partnership (ACM) with ABN (Dutch factory) & Merril Lynch to generate capital losses

-ACM bought Citicorp debt securities for $180 million & resold for $140 cash & $40 million worth payment of installment notes payable over 6 years

-Recover whole basis over 6 years - $30 million/year (peculiarity in installment provisions: when contingent payment (payment on notes contingent cuz subject to floating interest rate), basis recovered over maximum years) -- doesn't matter how much cash you get now or later - spread basis over time

-Regs: You're in a partnership, you've sold a property - here's how to allocate basis - allocate by time rather than amount - do that as a concession to problem of how to value contingent notes that you get along with cash

-NORMALLY with installment sales: take proportionate amount in cash you got (40% in cash) & take 40% of basis -- but can't do that if don't know how much total getting for purchase price - Regs say: Ok, we'll let you allocate basis over time

-In first year artificial gain of $110 ($140-30) but would recognize loss when sold 2 years later

-Gain allocated to ABN, loss to Colgate (flexibility in partnership rules of allocating gain/loss to partners)


-Many modern corporate tax shelters involve foreign entities to absorb gain

-Form perfect (followed all requirements for contingent installment sales) but substance consistent?

-Any effects besides creating tax loss?  Fleeting investment in Citicorp notes doesn't count

-Loss must reflect economic consequences -- free-ranging economic substance idea

-Here doesn't --> only "phantom losses" can't form basis of capital loss deduction under IRC

Dissent:

-Majority is ignoring language of IRC - to change it is Congress' job

Coltec Industries, Inc. v. United States

-1996 Coltec reported capital loss of $378 million on tax return from selling high-basis stock for low price

(1) Reorganized a subsidiary into a special purpose entity

(2) Transferred property to it for stock ($375 million note owed to TP by another subsidiary + liabilities of contingent claims against TP for damages from asbestos - valued about the same)

(3) Sell for low amount

-Usually basis = basis of property transferred (§ 358(a)(1)) - but if also get $, basis = value of property - cash received

-Assumption of liabilities = $ received?

-Usually liabilities = $ received BUT exception for § 357(c)(3) - Coltec says applies

-Commissioner: doesn't apply:

(1) Asbestos claims won't 'give rise to liabilities' required by § 357(c)(3)

(2) Transaction = improper purpose --> so should result in $ received

(3) No economic substance to transaction

-Economic substance doctrine is binding precedent & is not unconsititutional - just judicial effort to enforce the Code - like other canons of construction - courts have to follow

-Coltec has burden of proving economic reality:

(1) Make > attractive as a target & acquirer (wrong transaction)

(2) Barrier to veil-piercing claims (if someone wanted to sue Coltec would now have to sue Garrison) but no evidence that would do this - assumption of Garrison stock made less attractive - and put in a lot of assets too!

Problem: After-the-fact could sit down & come up with a dozen plausible business purposes for doing a deal - but here court smart enough to see that these aren't real reasons.

FELD SUMMARY: 

-Involves series of corporate tax provisions:

(1) § 351: When you contribute property to controlled corporation & you get back stock, no gain or loss recognized on that transaction & your basis in the stock is the same as property you gave up.  If there's money or boot involved, there are adjustments to gain/loss rule or to basis rule - similar to what have under § 1031.

(2) § 358: Basis rule - but incorporate by reference provisions in § 357 - liability.  Generally liability treated like in § 1031 - relief of liability like getting cash.  But exception to that for certain kinds of liabilities that had you not made the transfer, would have generated deductions (transfer business under § 351, owe some wages - if you'd paid instead of having corporation assume you'd have gotten deduction - so that kind of liability doesn't count - not like getting money because you would've gotten deduction/offset).

-Coltec: I have real potential liabilities for asbestos - I'm going to take an empty-shell corporation & transfer real assets ($350 million in treasury bonds) subject to all my asbestos liability (best estimate: $349 million) - transfer it all to corporation.  Later I'll sell stock in corporation for some nominal amount - $1 million.  Coltec: My basis should be determined by basis of treasury bonds transfered with NO REDUCTION FOR LIABILITIES because had I paid them directly they would've produced deductions for me.


-Commissioner: No wouldn't have produced deductions.

-Question of determining basis in stock of subsidiary determined by property & liability transferred to subsidiary using provisions of tax law concerning liabilities

-Court: Sure this works technically -- BUT you don't win because you have to follow economic substance doctrine.

-When does economic substance doctrine apply?


-Some apply economic substance in face of explicit statutory & regulatory rules...


-This Court seems to say always can apply to enforce code

-There's a movement to codify economic substance doctrine - write a statute!  Joint Committee: has estimated that it would be a revenue "gainer" in short-term - Feld not sure why...

-But whole point of economic substance doctrine is flexible way to deal with new situations not codified by original statutory provisions & distinguish when real business behind the thought & when it's just an excuse

A lot of sham/economic substance issues have gone away on individual side, but still important on corporate side.

XXVI.  ALTERNATIVE MINIMUM TAX (§ 55)

-Late 1960's Joseph Barr published a report that a substantial # (200) tax filers who had real income of over $1 million paid no income tax because using different deductions & exclusions available under the tax law

-1969: Congress enacted Minimum Tax - has gone through several changes & now exists as "The Alternative Minimum Tax" in §55

-AMT: Separately calculated tax & when you're done you figure out if it exceeds regularly-calculated tax - difference is the additional tax imposed (you pay the greater of the regular tax or alternative minimum tax)

-Initial objective of AMT was to make sure people couldn't connect a number of different ways of reducing their tax so as to reduce it too much or eliminate it altogether

-1986 Tax Reform Act: Changes in AMT - a couple changes had a different orientation - proposals to change the regular tax in someway that couldn't muster enough support to become changes in regular tax so became changes in AMT (i.e. § 56(b)(ii)(B)

§ 55: Imposes the tax as the excess of tentative minimum tax over the regular tax

-Tentative minimum tax for non-corp taxpayers = 26% of taxable excess up to certain amount & 28% over that amount

-Taxable Excess = AMTI - Exemption

§ 55(c): Regular tax: regular tax liability for taxable year as defined in § 26(b): tax imposed by this chapter for the taxable year

-Regular tax has gross income, deductions, tentative regular tax & credits - some credits directed to particular purposes

-Tentative minimum tax under AMT calculates rate against the base & doesn't say anything about credits

-So if in AMT position, compare calculation of AMT with regular tax, the credit reduces regular tax & doesn't reduce AMT, then credit doesn't do you any good

-Only credit AMT acknowledges: Foreign tax credit

-We'll only deal with part of AMT that concerns individuals (there's an AMT for corporations as well)

-To define tax base: Alternative Minimum Taxable Income (AMTI) (§(b)(ii): starting with taxable income & making adjustments and increasing for amounts of tax presence


-Adjustments:

§ 56(b): No deductions for (i) miscellaneous itemized deduction (not sure why - includes all § 212 deductions) (ii) state & local taxes (why? can view state/local taxes as being a personal consumption item) (B) Medical expenses (changes floor to try to match other floors), (C) Interest (in lieu of § 163(h)(2)(D) personal interest shall not include qualified housing interest - usually can deduct acquisition (helped you get it - 1 million limit - can be more than one home) & home equity indebtedness (anything attached by house - limit on 100,000) -- here striking out this exception & substituting "qualified housing interest" as described in subsection (e) -- only for acquisition indebtedness & only applies to principal residence OR other dwelling (not both)

-Changes seem appropriate for modifying § 163(h) & basic income tax, here apply only toAMT

Klaasen v, Commissioner (even though not target TP, Congress didn't exempt --> applies)

-10 children - claimed normal exemptions - AGI was $83,000 - only claimed normal deductions - state & local taxes, medical expenses, charitable contributions & interest as well as personal exemption deductions - NOT the typical tax payer AMT is trying to target
-$5,111 reglar tax --> didn't calculate AMT

-IRS: Deficiency of $1,085 (when re-calculate floor of medical expenses -- difference between 7.5% and 10% & AMT disallowed personal exemptions (§ 56(b)(1)(E): standard deduction nor deduction for personal exemptions not allowed

Why? AMT has own exemption - but personal exemptions would be trivial for someone with $1million income

-ALSO disallowance of standard deduction - not discussed here (WORSE!  Supposed to substitute for range of itemized deductions -- AMT allows some of those itemized deductions (home interest mortgage & charitable contributions) but doesn't allow standard deduction in lieu of those.  Standard deduction gets claimed by people who don't make a lot of $, these seem odd omissions unless you say: the drafters thought all of that would get accounted for in general exemption number that we have for AMT

-Don't dispute #'s just say AMT not meant for them - use § 151(d) threshold amount as AMT threshold

-Congress could've easily exempted people like this --> didn't

-First Amendment rights of (1) religion & (2) equal protection NOT violated - AMT is applied uniformly & furthers government's interest

-This case is poster child for argument that AMT has now run amuck - affects a whole range of people it was never intended to affect - that thought is dominant in discussions of AMT in Congress

-House just passed a statute & Senate may or may not consider dealing with "1-year patch" of the AMT - everyone recognizes that if do nothing & deal with AMT as exists in books today, for 2007 a vast number of additional TP will have to pay some tax under AMT - growing problem

-Past several years Congress has enacted a "patch" to protect middle-class taxpayers from paying any AMT

-Form of patch is primarily an adjustment to the exemption amounts in § 55(d) -- amounts adjusted for inflation by legislation year by year - no patch for 2007 - Congress  is dealing with this as we speak

-Politics of the patch is complicated - why?

(1) Estimated cost of the patch (as compared to the base-line of the current law) is $50 billion in lost revenue

(2) Democrats committed themselves to reintroducing "pay-go" rules - if create tax reduction you have to pay for it with taxes somewhere else or reduce spending - so with $50 billion question how are you going to pay for the patch


-Republicans: Don't pay for the patch!

-Democrats: How pay for the patch?  Look around for revenue raisers: (1) dealing with off-shore hedge funds, (2) longer-term solution requiring brokers to report basis information as well as gross receipts information when send you 1099 at end of the year

-One of the primary reasons why AMT affects so many people is disallowance for deduction of state & local taxes -- not every state has high state & local taxes -- people describe difference between high-tax & low-tax states as blue-states & red-states (CA, NY have high taxes - most affected by AMT)

-So some in Congress who aren't from high-tax states say why should we raise tax somewhere else for relief that will primarily go to blue states?  Give us something else


-AMT patch now matched up with "extenders"

-Extenders: provisions to extend favorable tax provisions that have a time limit (Bush administration tax cuts in 2001 & 2003 were inserted as limited tax cuts partly as political concession but primarily to reduce revenue scoring for provision - looks better)

-Some provisions expiring - maybe for AMT patch we need extenders to be made permanent

-Meanwhile IRS says: We can't get the forms printed in time for people to file 2007 taxes unless you act within the next week!

-If nothing is done on AMT, by 2011 AMT will generate more tax revenue than the regular tax - why?

(1) #'s in AMT aren't adjusted for inflation so have real bracket creep

(2) When rates were generally reduced several years ago rates for AMT not reduced (so AMT tax was suddenly greater than regular tax for many more taxpayers

(3) Odd adjustments in AMT (which include people like the Klaassens that shouldn't be included) - and adjustments NOT in AMT - long-term capital gain rate: not treated as a preference in AMT -- hasn't been since 1986

Questions:

(1) Should you have an AMT at all?

(2) If you're going to have AMT what should it encompass?  If you're going to aim at very rich, what you're dealing with today is often a trivial set of adjustments

-§ 56(b)(3): Treatment of Incentive Stock Options: ISO's treated very favorably under § 422 (problem with options - 3 possible ways to tax: at grant, at exercise or wait until sell stock) - usually tax at time of exercise unless getting restricted property (employer gets deduction at that time in same amount)

-Under Incentive Stock Options: Employer doesn't get deduction but employee doesn't take anything in until sells underlying property

-For AMT purposes: special treatment of ISO's is eliminated - a lot of complaints from high-priced executives who get valuable options & exercise thinking don't have to pay tax 

§ 56(a)(1): Depreciation: As consequence of this adjustment will have to keep 2 books: one for regular tax purposes & one for AMT to measure basis & prior investments

-To ensure don't pay tax twice: special credit in § 53 against regular tax (described in text on p. 722-723)

XXVII.  MARRIED COUPLES

Lucas v. Earl (he who earns salary must pay tax)

-Contract in 1901 – Earl & wife agreed any property either has now or hereafter acquires in any way shall be treated and considered as owned by them as joint tenants with right of survivorship

-Earl has income (salary & attorney's fees), Wife doesn't have any income - Earl only reports half & Wife reports half (lower tax brackets for each so sum of tax less than if income combined in his return)

-At that time the only taxable unit was an individual: as an administrative accommodation you could report income on joint return & just added income on joint return - so no benefit to that

-Earl argues that statute seeks to tax only income beneficially received (whole marital unit - each of them gets to spend $! So beneficial ownership suggests we should respect the contract) & that salary & fees became joint property on instant they were received

-Statute like in Poe: "Income of an individual" - Holmes says of = income earned, Roberts says of = ownership

-FELD: Statute ambiguous: which is it?  Income earned or income owned -- concerned with ability to pay or potential for income evasion?

-Possible these two trying to evade income tax?  NO - contract entered into before income tax enacted

-Court: he was the one who earned the salary under contract – was his for an instant

-No distinction can be taken according to motives leading to arrangement by which “fruits are attributed to a different tree from that on which they grew”

( Earl has to pay tax

Poe v. Seaborn  (income = property of couple in community state, so tax couple)

-Seaborn & wife (citizens of WA) had accumulated property in real estate, stocks, bonds & other personal property – stood in husband’s name alone but all community property & neither owned separately or had separate income - income comprised Seaborn's salary (sounds like Lucas - but here in community property state), interest on bank deposits & on bonds, dividends and profits on sales of real and personal property

-Why does property win against contract?  Court focused on "other" income (rather than salary)

-He & his wife each reported ½ total community income as gross income & each deducted ½ expenses

-Commissioner: all should be reported to husband since he has "control" - trying to distinguish this form of community property from general community property - true that in theory owned 50-50, but here husband can do whatever he wants in managing property

-What would happen if husband took some property & gave it to his mistress - would wife have claim?  "Obligations of the husband as agent of the community are no less real because the policy of the State limits the wife's right to call him to account in a court" - she has a right, she just can't enforce in court.

§ 210(a) & § 211(a) ( "tax on income of every individual" (of denotes ownership) apply to interests of husband & wife in community property under law of WA ( look to state law

-All property acquired after marriage = community property

-If test for tax = ownership, both own

-Commissioner: husband has control, so essentially “owns”

-Husband = agent of community

-Entirety of property no more all husband’s than all wife’s ( earnings never solely husbands (unlike Lucas v. Earl)

-Could reconcile with Lucas by saying distinction between earned income & property income?

History...

-Income tax for next 10 years affects only 2-3% of population - 97% doesn't pay - exemptions high and incomes are low

-For 2-3% who do pay income tax - those who live in community property states are happy, those in common law states are unhappy

-Ways to mitigate unhappiness: ownership of income for purposes of reporting income follows ownership of underlying property - so one way to split income if you're wealthy enough is to give some assets to your wife

-Many husbands did this, many didn't want to give property forever -- series of positions taken with respect to trusts: short term trust (transferred to spouse for particular period of time - then reverted) - cases litigated in early 1940's result of the efforts to give it away without giving it away

-WWII intervened: occasion for democratizing the income tax - by end of WWII 70% of population subject to income tax - a lot of people making wages only (can't hire lawyers to make trusts) & disparities depending on whether living in NY or CA - pay different income tax because of Poe v. Seaborn (CA you can split, NY you can't)

-States began considering enacting community property (PA did it - later got out)

-Congress took action:

-1948: President (Democrat - Truman) & Congress Republican - Congress advocating for cut in WWII tax raise - Truman was resisting - produced: income splitting within marriage for common-law property states - created cut for many people without formally reducing tax rates -- accomplished by joint return: automatic income splitting in joint return - rates adjusted as if each party had earned 1/2 income

-What about situations where non-married people living together?  (sisters) - Congress created new category: Head of Household (benefits between joint-return & individual return)

-1959: Single individuals: We're overtaxed!  Not fair!  Congress adjusts individual rates to make broader

-Now for the first time can be more beneficial to have 2 singles than married couple - "Marriage Penalty" (income of individuals have to be close-to-equal -- otherwise marriage benefit rather than marriage penalty)

Boyter v. Commissioner (sham divorce doesn't count)

(Reacting to "Marriage Penalty")

-Taxpayers lived in MD – filed separate returns in 1975 & 76 – got divorced at end of years & re-married in beginning of next years (status determined as of end of the year)

-Commissioner: this is a sham!  Also divorces in Haiti & Dominican Republic not valid

-Tax Court: Divorces not valid

-Circuit Court: Look to “sham” argument – that will decide – rather than cert to state

-IRC bound by state, not federal law but MD law not clear whether accept foreign divorces (courts differ)

-Don’t apply laws just on transaction but on “economic substance”


-This looks like company that liquidates & reincorporates

Dissent:

-Should certify to state court – if they decide marriage is valid, can it really be considered a sham under federal law?

-Government responded with Revenue Ruling: This is just a sham!

-Compare to Gregory v. Helvering: Corporate tax sham authority

Can't have 3 things at once:

(1) Progressive Rate Structure with

(2) System in which source of income as between husband & wife is irrelevant (want to tax married couple the same whether he earns 60% & she earns 40% or they each earn 50/50)

(3) Where being single or being married doesn't make a difference

--> So since 1969 result has been to make various adjustments which reduce but don't eliminate one or another of the disparities

Example: We're in 2007 - trying to figure out whether there are marriage penalties/burdens and benefits

(1) John & Mary - unmarried, living together - each has GI of $45,000 & claim standard deduction (2007: $5,350) 


Single
- each





Married

GI:
45,000





GI:
90,000

SD:
(5,350)





SD:
(10,700)

PE
(3,400)





PE:
(6,800)

TI:
36,250





TI:
$72,500

Tax: 
$5,486.25




Tax:
$10,922.50

Together: $10,972.50

Look at § 1(f)(8): For lower part of rate table, rates have been fixed so that brackets are exactly twice as large for married filing jointly - so in this story there's no marriage penalty

(2) Single living with another who earns nothing
Joint Return
GI:
90,000





-Tax saving of $5,000

SD:
(5,350)





but not tax penalty

PE:
(3,400)

TI:
81,250

Tax: 
$16,860.75

Unmarried Couple

Married


Single Individual
GI:
100,000


200,000


200,000

StD:
5,350



10,700



5,350

PE:
3,400



6,800



2,584 (phase out)

TI:
91,250



182,500


192,066

Tax:
19,660



40,092.50


49,450.03
Together: 39,321.50
§ 1(f)(8): Elimination of Marriage Penalty in 15% Bracket:

-Congress eliminated marriage penalty in 15% bracket - went back to 1948 Rule that married couples get double what a single TP would get at that same level

-Create no marriage penalty in lower bracket but leave upper brackets alone so penalty starts to creep in above certain income levels

-Tax burdens created for marriage when incomes relatively equal - tax benefits when incomes relatively unequal - still obtains in higher tax brackets, but solved to eliminate penalties in lower tax brackets

§ 63: Introduces Standard Deduction -- (c)(6): If married & filing separately & either spouse itemizes, standard deduction shall be zero

-If one party is nonresident alien - standard deduction is 0

§ 6013(d)(3): Joint Returns of Income Tax by Husband & Wife

-If joint return made, tax shall be computed on aggregate income & liability joint & several

-Add incomes together & that's taxable income & then if one person doesn't pay other person is liable for all of it -- not just whole tax shown on return but whole tax owing

Hypothetical: Assume wife is at home tending the fires, raising the children & husband is out there doing his thing in cash business - substantial amounts of cash haven't made it into record books - assume husband disappears & that IRS has discovered amount of cash not reported on tax return.  IRS can go after wife for full tax liability & she says: "I have no money to cover this liability -- I don't want to pay this - this was all his fault."  Govn't says: joint & several liability -- if she knows where he is good idea to squeeze her.

-Many variations on this story -- in some variations spouse who didn't have anything to do with $ really is innocent: § 6015: Relief from Joint & Several Liability on Joint Returns: "innocent spouse" rule

§ 6015(b): The Innocent Spouse Rule: Have to meet requirements: joint return for taxable year, on such return understatement of tax attributable to erroneous items of 1 individual filing return, other individual establishes that in signing she had no reason to know there was understatement, taking into account all facts & circumstances would be inequitable to hold other individual liable for deficiency & other individual elects benefits within 2 years

-Now she says I didn't know or have any reason to know -- IRS can say: you have a very nice house - how did you think you could afford it on what you reported?  Does it matter if innocent spouse doesn't have education, etc.

-Congress somewhat sympathetic to innocent spouses: § 6015(c): (1) only applicable if no longer married or legally separated, (2) not a member of same household during 12-month period --> if elect then liability for deficiency shall not exceed portion of deficiency properly allocable under (d): treat as if had filed separate returns -- if items would've appeared on other's return but not hers, then she's not liable EXCEPT 

How should we allocate marriage penalties & burdens?

-Should we live with this lumpy compromise we have?  Is it unfair to the single guy?  Unfair to married people with equal incomes?

-Problem was can't have all 3 things at same time: (1) progressive income tax, (2) neutrality of source within marriage & (3) marital status doesn't change tax situation

-Which give up?

Proposals:

(1) Eliminate joint return - go back to separate return filing for everyone -- individual is unit of taxability

Problems:
(1) Increase # of returns have to process

(2) Not really taxing consumption that way (income comes in & gets shared around) - income OF an individual is income OWNED or ENJOYED (not earned) by individual.

(3) What about deductions?  Split?

(4) What about incomes from property?


-Separate returns may not be so separate for some people

(2) Going back to 1948: Joint Return filing - absolute split - eliminate disparity between singles & marrieds with relatively equal incomes - increase disparity with single guy.

(3) Eliminate progressivity?  Have a flat-rate tax.


-Sometimes flat tax isn't income tax at all, but here talking about a flat-rate tax

-All possibilities

In joint return have Stacking Problem:  Husband making $100,000, Wife making $0 - deciding whether to go out & work -- at what rate will her cash wage be taxed?  If single, have benefit of low-end of rate schedule.  In join return wages put on top of income couple already has - so in view of decision whether to make $ - immediately taxed at 33% - if have expenses that aren't deductible, barely bringing home anything.

-At the margin stacking effect of joint return affects choices on earning income (falls more particularly on women than men)

Marriage Disparities can exist in areas other than regular income tax table


§ 55(b)(1)(a): joint return: 26% of $175,000 + 28% above $175,000

(d): Exemption amount $62,550 for married - individual of $45,000 - so singles do better

-Nothing compared to what we'll see under Earned Income Tax Credit (disparities in income much greater)

-Problem of dealing with effects of marriage when calculating tax liability is endemic -- biggest profile in calculating regular income tax

A.  Child Care

-Little tax shelters -- personal exemption § 151 & § 152
-Get exemption for each parent as well as one for each dependant § 151(c)

-Amount of exemption is $2,000 adjusted for inflation - 2007: $3,400

-But kid has to be "dependant" -- "qualifying child" or "qualifying relative"

(1) Bears relationship to taxpayer: child or descendent of the child, or brother, sister, stepbrother, stepsister or descendant of any such relative (still have to meet other requirements)

-Given those relationships, more than 1 person might qualify to claim child as dependent - special rule in (c)(4): tie goes to parent or if clause 1 doesn't apply taxpayer with highest adjusted gross income for taxable year

-If child may be and is claimed (thus parent might lose out if can't claim)


(2) Same principal place of abode for > 1/2 taxable year


(3) Age requirement (usually 19 but if student under 24)


(4) Can't have provided over 1/2 of own support for calendar year

(b) Carve-out: if dependent for any taxable year, individual can't have dependents - can't be treated as dependent if married filing joint return & can't be dependent if not citizen or national of US unless resident of US or Canada or Mexico (Feld: not clear why but oh well)

-Exemption amount: amount allowed to deducted added to personal exemption: Gross income is less than exemption amount defined in § 151(d): defines exemption amount ($3,400)

-Ordinarily deductions determined on person-by-person basis - for dependents, deductions accrue to person claiming you (medical expenses - esp. for qualifying relatives living with you)

§ 63(c)(5): For grown-up get personal exemption ($3,400), standard deduction ($5,350) - so between the two, can exempt close to $9,000 of income

-Children are little tax shelters -- if could plant securities in names of kids so income on securities up to $9,000 would be soaked up by personal exemption & standard deduction

-Congress has forestalled that use of children - basic standard deduction gets cut back of anyone who is dependent on someone else's return

-Standard deduction allowable to another taxpayer shall not exceed greater of $500 or $250 plus individual's earned income (deduction up to $3,400 to cover earned income - like paper boys) - but dividends on securities limited to $500 or $250 plus earned income

-Theory: Don't want parents to stuff securities to kids to shelter dividends & interest

-A lot of limitations arise by claiming a dependent: They can't claim a dependent, can't claim if married, can't use as tax shelters

§ 1(g): "Kiddie Tax": Tax applies for any child below age of 18 & says the kids unearned income will be taxed at parent's marginal rate (so you don't even get rate advantage for having securities in kids' name)

§ 21: Child Care Credit: Applies if $ spending for child care allows you to be employed -- you're eligible for credit on eligible expenses capped at $3,000 for 1 kid, $6,000 for 2 or more - credit range from 20-35% - so even at $6,000 expenses only get $1,200 credit

-Missing part: Adjustment for inflation -- not adjusted for inflation!  So real benefit keeps getting smaller & smaller

§ 129: Dependent Care Assistance Programs: If Employer has program where takes out certain amount of your income & reimburses you tax-free for expenses

-Maximum of $5,000 & not dependent on # of kids

Problems (p. 727)

#1: Babysitter does some laundry & dishwashing while child sleeping - can claim credit for entire amount or does she have to allocate?

-Regs § 21.1(d)(2): If partly for household services & partly for other things, have to make reasonable allocation - but none necessary if minimal or insignificant or if expense is partly attributable to care of qualifying individual & partly to household services

#2: Pay woman to clean while he's at work & child is at school -- can't claim credit.  

§ 21: Have to have a "ticket" - child or other qualifying relative that service provider is taking care of.

#3: Tuition for child to attend kindergarten at private school.

-Regs § 21: Expenses for education don't count - proposed Regs draw the line at pre-kindergarten.

#4: Tuition for first grade. - Same.

#5: Pay babysitter to go to a movie -- no credit - only for gainful employment

#6: Homemaker pays babysitter while goes to movie

-Have to have 2 spouses each in the cash economy to claim -- "homemaker" doesn't count even if producing value at home.

#7: One spouse is a full-time student

-Treats like full-time student has income of $500/month with 2 kids x 12 = $6,000 --> $46,000 income - 20% of $6,000 = $1,200

#8: Single parent with AGI $31,100 spends $5,000 on day care for only child.


$3,000 max x 28% = $840??

§129: DCAP

Problems (p. 729):

#9: Can she exclude $5,000 under DCAP (§ 129) & claim additional credit under § 21?  No because only has 1 kid -- can't use same $'s for both credits

§ 129(e)(7): No deduction/credit shall be allowed to employee under any other section of this chapter for any amount excluded from gross income of employee by reason of this section

-But here she has $10,000 of daycare expenses - under § 129 only excluding $5,000 - so another $5,000 not excluding

§ 21(c): Dollar limit on amount creditable: $3,000 cap if 1 qualifying individual, $6,000 if 2 or more -- amount determined (here $3,000) shall be reduced by aggregate amount excludable from gross income under § 129 ($5,000) - so nothing left to claim

-Amount of credit is equal to applicable percentage of employment-related expenses


-Credit under § 21: 3,000 x 20% = $600


-35% (assuming tax rate) of $3,000 = over $1,000 -->

-Exclusion under § 129 better than credit under § 21 - credit determined by % - savings less than exclusion x marginal rate under § 129

-Assume taking care of elderly parent: what do you get to deduct, exclude?

-§ 21(b)(1)(B): includes dependant who is physically or mentally incapable of caring for self

-Qualifying relative: (1) relationship to taxpayer, (2) gross income for calendar year less than exemption amount in § 151(d) ~ $3,400 (so if parent you're caring for has dividend & interest income of more than $3,400 you're out of the game), (3) taxpayer provides over 1/2 half of support for calendar year (what is 'support'?  Medicare? Medicaid? Not so simple when different streams of income coming in - like several children supporting aged parent), (4) not qualifying child of such taxpayer or any other taxpayer

#10: $15,000 of child care expenses to work - $60,000 income, marginal tax rate 25%.  One employer has DCAP - should she elect to participate in DCAP or better off claiming credit?

Credit: .2 x $6,000 = $1,200

DCAP: 5000 x .25 = $1,250 ** better

#11: If couple only has one kid -- .2 x 3000 = $600 versus DCAP: 5000 x .25 = 1250**

§ 24: Child Tax Credit

-Critical provision § 26: limits amount of $ can get from credits - can't exceed excess of taxpayer's regular tax liability over AMT -- can't get more credits than tax you have to pay

-Are some refundable credits (§ 31: withholding tax on wages -- get to use that $ for $ against tax liability & get the rest back), EIC (§ 32)

-But credits in this part not refundable - only go against tax income liability -- so if VERY poor & just scraping by, don't get whole benefit of the credit

§ 24: Each child gives credit of $1,000 - but limitation based on AGI & credit phases out

-If so poor no tax liability, don't get credit, if so rich beyond phase-out point, don't get credit -- credit for the middle

§ 24(b)(3): Limit based on amount of tax: If § 26(a)(2) doesn't apply, credit shall not exceed excess of regular tax availability over the other credits

§ 24(d): Aggregate credits allowed under C shall be increased (give part of § 24 credit as a refundable credit) by lesser of: (1) full amount of credit or (2) amount by which aggregate amount of credits of subpart would increase if limitation imposed by § 26(a)(2) or (b)(3) were increased by .... (get small amount of credit available to you notwithstanding general limitation treating this as non-refundable credit)

Problems (p. 733)

#12: Gina & George have AGI of $118,000 - 2 qualifying children -- how much credit?

-Phase out begins at $110,000 - and decreases $50 for each additional $1,000 - so 50 x 8 = $400 --> $2,000 - 400 = $1,600 credit

-Unclear from statute when you have 2 children & 2 credits do you take concurrently or consecutively for purposes of reduction under §24(b)?  Practice: take consecutively
#13: Single parent with 2 kids - income is $18,000 - would normally have tax liability of $200

Get refund of 15% of excess over $10,000 -- (18,000-10,000) x .15 = $1200 refundable

-To what extent are these more like welfare provisions?

-Strong literature since late 1960's about using income tax as a way of distributing funds to below-poverty level people -- "negative income tax" when below poverty line

-Child credit to extent of refundability has aspects of welfare built into it because of low $ limitations and phase-out


-One of major driving forces behind Earned Income Tax Credit

B.  Divorce (§ 71 & § 215)

§71: Take alimony into income

§ 215: For individual allow as deduction amount equal to alimony or maintenance payments made -- one party pays alimony, one party receives alimony (wife includes in income, husband deducts)


-Back-to-back provisions: can't get deduction without inclusion on other side

§ 62(a)(10): Alimony deduction is deduction in calculating gross income - not miscellaneous or itemized - deduction to gross income

-Way of thinking about this: carries over income-splitting in joint-return while married to payments made after marriage

-Becomes a very useful planning device

Assume: Husband has high income, wife doesn't have any income.  If husband pays $100 to wife as alimony & gets deduction for it, deduction (at 35%) - gets $35 benefit & reduces cost of payment to $65.  If wife (10% bracket) taxable, she pays $10 in tax & nets $90 on transaction -- if negotiating alimony payments: we can get Treasury to enlarge the pot that's available here.  Husband will compensate $10 she has to pay in tax by paying more alimony - increase amount because reduces real cost of alimony payments to Husband by more than it's increasing tax to Wife - important negotiating point.

2 other kinds of divorce payments:

(1) Property settlements: Property settlements NOT alimony - not includable under § 71, not deductible under § 215.

(2) Child support payments: Not deductible under § 215 & not includable under § 71.

-3 characterizations if cash or other property transferred in connection with divorce --> many planning possibilities

-Can try to move cash into a box depending on where you think tax will be most favorable -- also be careful about the characterizations

§ 71(b): Alimony must be: (1) paid in CASH, (2) received under divorce or separation instrument, (3) doesn't designate as other than alimony, (4) can't live in same household when payment made, (4) no liability to make payment after death of payee spouse

§ 71(c): If payments would be reduced by contingency relating to child, treated as support for children & not alimony ($1,000/month until child reaches 18 then $600/month -- $400 = child support)

-What if you transfer property other than cash?  Davis Case: Transfer of property in exchange for marital rights ordinarily produces gain or loss on transfer & § 1041 changed with respect to certain kinds of transfers (during marriage & transfers incident to divorce - w/in 1 year of end of marriage or be related to cessation of marriage)

Problems (p. 749)

#14: Married: Pay $20,000 of tax, Unmarried pay: $24,000 --> get marriage bonus

#15: Want to transfer $ & have taxed at a lower rate --> want to pay $12,000 in tax ($60,000 after alimony = 6,000 for each) --> won't work because living together

#16: Alimony is really child support - not deductible, not includable

#17: $12,000 still conditioned on event in child's life, so alimony only $18,000 (happening of contingency related to child under § 71)

#18: What if just says "9 years in the future" reduced by $12,000 - clearly associated with contingency?  Not likely --> not "18" (local age of majority) -- so here can count whole $30,000 as alimony

-Regs § 1.71-1T: Child support payments: if clearly conditioned on event in child's life (reaching age of majority) then child support
#19: Excess payments: If front-load alimony looks like large amount in first year is for something else (property settlement)

§ 71(f): If excess alimony payment in first 2 years, have to include that amount in income in 3rd year if you are payor spouse & following matching principle payee spouse gets deduction for that amount

Y1: 100,000, Y2: 60,000, Y3: 20,000

-Y2: 60,000 - (20,000 + 15,000) = 25,000 excess (have to do this first)

-Y1: 100,000 - (22,500 + 15,000) = 62,500 excess = total excess of $87,500


(ANSWER POSTED ON COURSE-INFO)

#20: Husband wants to give $1 million stock with basis of $200,000 instead of cash - if she accepts, her new basis will be $200,000?

§ 1041: No gain recognized on transfer of stock if incident to divorce (so wife will just take husband's basis) -- wife wouldn't want this -- carries with it potential tax on $800,000

-So make husband pay $ for tax on 800,000 - what's marginal tax rate, when going to sell, discount to present value, etc.

#21: Husband has basis of $0 in stock worth $100 million - similar to #20 but worse since wife's basis will be 0?  NOT married yet -- this is a pre-nup!  §1041 only applies to spouse or former spouse -- so don't transfer until married


-If you transfer stock & not under cover of § 1041 have big gain TODAY

#22: Stock worth $100,000 - basis $150,000 --> § 1015: get adjusted basis of transferor unless basis is greater than FMV -- so in determining loss basis shall be such FMV?? No.

-§ 1041: Property shall be treated as if acquired by gift (sounds like § 1015 ought to apply) but says basis of transferee shall be adjusted basis of transferor (no special adjustment as under § 1015(a)).

So basis is straight 150 - sells for 120 - $30,000 loss.

C.  Unmarried Couples

§ 152(a)(2): Can take as a dependant a qualifying relative: (d)(2)(H): an individual who for the taxable year of taxpayer has same principal place of abode & is a member of taxpayer's household (originally for foster children -- but encompasses single individual & lover whom he supports)

-At one point Congress enacted provision that said can't get that benefit if relationship between person & taxpayer "is in violation of local law" -- enacted in the 50's in light of anti-fornication statutes - rarely enforced

-What happens if unmarried & payment from 1 party to another party?  Not paying for services (income for them & non-deductible for me) -- when is that gift?  Reynolds is a good example

Reynolds v. Commissioner (look at intent of transaction - selling rights in property = taxable but basis = 0)

-Kent & Reynolds involved in relationship for 24 years – lived together, Kent told her not to work & that he would support her – resembled husband-wife

-All property in his name – bought her clothes, jewels, she used car, she had allowance

-In 1991 he told her to leave house & leave car – she refused – he sued

-Settled in Oct. 1991:



-$57,500 cash upon return of items


-$2,000/month for 3 years


-$1,000/month for 2 more years


-Lincoln town car, clothing, jewels, furniture

-In 1994 she got $22,000 from KENCOR ( didn’t report on tax return

-Petitioner says she should report (compensation for services)

-She says no more like gift

-Tax Court says doesn’t have to pay ( receipt from settlement – look at intent of payor in settlement – paid her for her interest in property

Not a purchase, not a payment for services --> it's a gift (even though (1) gift arises in context of litigation & settlement of litigation - not altruistic generosity & (2) arises in context of her statement that it was an agreement for services)

-Selling of rights in property = taxable event ( but basis = amount realized so it’s okay (they were gifts so she takes his basis)

(He’ll definitely be taxed as dividends on payments by KENCOR & will probably have to pay amount over basis for other property – not “gifts” but not for divorce)

-Disinclination on part of courts to try to pull this kind of relationship into an income-nondeduction situation (like if this were payment for personal services)

-Some cases cited in Reynolds case -- some have come up in criminal context (IRC has charged recipient with failing to report income - but in those cases where there's willfulness requirement courts reluctant to find income to recipient in those situations) - analogizing to marriage as well as reluctance to enter into nature of the personal relationship that's involved.

-Not entirely satisfactory to treat this as a gift (esp. in light of her statement) but that is the way the court exposes the problem

XXVIII.  EARNED INCOME TAX CREDIT

EITC has a strange & complicated structure.  It represents the confluence of a number of different ideas:

(1) Social Security tax: tax of wages @ employer & employee level of 7.65% running from 1st dollar of wages up to a ceiling, now ~ $100k.


Concern: this is a burden to low earners.


Resolve: provide some kind of credit, connected to EI (earned income).

(2) Want to provide help for low-income folks.  Rather than welfare-like help, which turns on need, idea underlying the EITC is to provide incentives for people to earn; go out & work.  Benefits should then be arranged, if this the idea, as increase in benefits the more you earn.  Obviously contrary to what you get in welfare – more you earn, less your need!


--Here, the more you earn, more you get: encourage you to work.


--So low earnings, low credit; as earnings increase, more credit.

But if goes on for too many dollars up the scale, too costly.  At some pt, must end the rise of incentive payments to go work.  Then after a bit, to make sure middle income & wealthy people don’t get benefit of this incentive, must phase out the credit.  As a result, graph of EITC looks like: goes up w/ wages, levels off, & comes down (like semicircle).

Statute:

§32(a): get a credit = credit %age of EI up to amt of “earned income amt”


Earned income amt (EIA) = flat part of graph; plateau.


Credit percentage: statute distinguishes amt of credit you get depending on family 

size.  7.65% if no kids: happens to be Social Sec tax rate; you get it back.



-34% if 1 kid; 40% if 2 or more.


Limitation: phaseout range; 3rd part of graph.


§32(a)(2): amt of credit bumps up against the excess of the cred %age of EIA 


(max credit) – the phaseout %age of AGI as exceeds the phaseout amt.

-Look at pt in graph where it starts to decline & call it the phaseout amt.  Then it goes down by some %age.  $s for EIA & phaseout amt listed in §32(b)(2).  Subject to adjustment for inflation.  Middle of page xi for new #s.

-To get credit, must be an eligible individual: person w/ qualifying child or b/w ages of 25 & 65, and not claimed as dependent by someone else.  Definition of EI what you’d expect.

-In desperation, given the computational difficulty, Congress in §32(f) says amt of credit shall be prescribed by tables issued by Treasury.  Sort it out, Treas!

-No credit allowed if disqualified income over $2200: passive investment income.  # also subject to inflation.

(Not passive activity income under §469; portfolio income of int, dvds)

Unusual cliff.  Either have less & get credit, or you don’t.


-For $1 more of investment income, may lose $500.


-Idea: if substantial portfolio throwing off income, don’t need help.

Page 29: EIC costs ~ $42B/yr.  Some think this is the primary welfare support program of federal gov’t (or one of them).


--Why is it run through the tax system?  Feld: Beats me!

There is a view that money spent thru tax system isn’t the same as money spent directly.  Feld doesn’t get this view.

Problem 1 on pg 793:


Feld: her MTR is 31.06%.  For every $100 she earns, she must pay $31.06 taxes.


If makes extra $7,000, she’ll lose 31% of that.


Where does this 31.06% number come from?  MTR, exemptions, EIC, etc.


Feld: all we’re interested in is what’s the effect of adding $7k wages?



She gets partially phased out of credit.


Look at §32(b)(1): phaseout %age is 21.06% for 2 or more kids.



She had 2 kids: max credit she could get, (looking at xi) $4,716.



At some pt, she was in that plateau range getting $4700.



Now she’s over phaseout amt: that credit will decline for every $ she 



makes by 21 cents.  Every $1 she makes costs her $.21 of old cred.


Make $1 but don’t get to keep it b/c it costs you $.21 of what you had before.

Plus, she’s in a 10% bracket on fed Inc tax.  Tax of 10% & a loss of 21% on old credit.


If she makes another $1, it costs her 31 cents & change.


Table says 10% but EIC phaseout really makes it 31%.

And all we’re looking at for 31% is federal Inc tax effects.


Assume we’re also talking about other parts of financial world that’ll affect her.


7.65% Soc Sec. tax applies.


So:

31.06%

7.65%

5% state taxes

Feld: this is just in the tax world!  By the time we’re done w the tax world, we’re up to a 
43.71% MTR.
  Out of every next $100, she gets to keep $57!

Aside from tax: other poor benefits.  Food stamps!  Medicaid eligibility! At some pt, as your income goes up, you lose all or part of those things.Your real marginal rate for taking the $7,000 increase goes much higher than 43.71%.

The dilemma the EIC creates: big incentive to go from $0 earnings to plateau.


Then, when phaseout starts, your MTR jumps & creates huge disincentive to improve your lot over that plateau. Phaseout, & phaseout of other welfare benefits too, causes this.

Problem 2:


Std deduc for this yr is $7,850.


Pers exemption is $3,400.


Feld: the short answer is.

GI:
$20,000

StD:
($7,850)

PE
($10,200)

TI
$1,950

Tax
$195

EIC:


Max credit = $4,716 (page xi)


She’s in the phaseout range.  So there’s a phaseout at 21.06%.


21.06% of ($20,000-$15,390 (page xi)) = $970.86


Subtract it from 4716 =  $3745.


She gets a huge credit!


Pays $195 of tax, gets another $3,550 of credit.

Problem 4:


He has 2 qualifying kids so gets maximum credit.  $12k & 2 kids.


She has $12k & 2 kids.  She gets the maximum amt as well.


Get $9400 of credit b/w the 2!


When they get married, phaseout kicks in starting at $17,390.



With their $24k, they’re $6k over the amt.



Phaseout fraction is 21.06%.



They lose: only get 1 credit b/c married; lose part of credit as it’s phased 



out.  $9,400 down to $3,000 credit for getting married!  Quite 



severe marriage penalty.

Problem 5:


She has no qualifying kids.  She gets a bit of credit at 7.65%.  Plateaus at low 


place.  At $12k, she’s almost completely phased out.  Tiny credit.


He gets no credit b/c no EI.


When they marry, get the full credit for 2 or more children b/c w/in plateau.


Big marriage benefit!


Feld: you can have huge swings depending on marital status.

Problem 3:


Waiter qualifies for EITC & if reports $3,000 of wages, he’s not in plateau.


If he reports increased wages, increases his EIC w/o increasing his real tax 


liability: gets more $$$ back from the gov’t.

IRS enforcement in this area: same people who worry about welfare abuse worried about 
abuse of the EIC.  If claim it & shouldn’t, should be audited!

Problems: IRS limited resources.  IF spending all your time auditing $4k, spending less 
time auditing $200k businesses.

-Also, EIC complicated: many pl qualify for it & don’t use it.

-Also, discouraging people who don’t want to file papers w/ fed gov’t: everyone hiding 
something!  Some people fear the fed gov; confuse INS w/ IRS.

-Some people take it & not entitled to it.

-Administrated thru tax system.  Maybe better than welfare but has notorious problems: 
problems about family status most notorious, says Feld: so much depends on 
whether you’re single or married.  May discourage/encourage marriage.


Not a desired result by people who’ve made these provisions!

Problem 6


$2,900 is too much: in table in §32(i); up to this amt w/ inflation.


Suppose instead he owned municipal bonds, paying $2,500 of interest.


(Lower int rate b/c tax exempt.)


§32(i): cliff; all or nothing.


(B): int received exempt from tax: municipal bond interest also counted to 



determine if over $2900.  Here, scrape in under the ceiling b/c gets $2500 


instead of $3k.


Bizarre: better off buying tax exempt bonds if low income???


Feld: Cliffs are always a problem!


§67: puts 2% floor on miscellaneous itemized deductions.  If large AGI this yr b/c 

large award this year, you lose 2% of $500,000: that’s $10,000!



§67 knocks off a chunk of the deduction right up front.


This is why SC reacts this way, says this is all nonsense.  These theories are 


clever but wrong.  This is Banks’ lawsuit.  We won’t reclassify the 



lawsuit’s proceeds as if this were a pship or as if atty had a proprietary 


stake in the recovery.


Income, deduction for payment to lawyer.  How to characterize these?


-Problem here is creation of miscellaneous itemized deductions.



If supposed to help you out w/ income expenses not rising to level of trade 


or biz, cutting that down hugely w/ §67 & AMT.



No good rationale for it.



Civil rights community belatedly realized it’s civil rts litigation recoveries 



that’d bear the brunt of this problem.  Tort recoveries exempt 



under §104(a)(2).  Dignitary torts (like discrimination): taxable.


-So civil rts lawyers get this & press Congress to change rule.



§62(a)(20): deductions for discrimination now an adjustment to GI.



No longer miscellaneous itemized deductions: now adjust GI.



Still leaves some lawsuits that might produce taxable proceeds where 



atty’s fee would be a miscellaneous itemized deduction.



Solves prob for big chunk of litigation.


§62(e): unlawful discrimination lawsuit defined.  Long.



Feld: don’t ask me what all those things are!

XXIX.  PROPER TAXPAYER

Teschner v. Commissioner (income taxable to one who earns it, but have to have right to it) 

-Johnson & Johnson in 1957 had contest “Annual Youth Scholarship Contest” – complete in fifty words or less “A good education is important because …” – had to be younger than 17 to get policies for education – or else designate

-Paul Teschner won & designated to daughter – Paul over 17 – daughter 7 – got $1,500 paid insurance policy – no limit on manner of using proceeds – she’ll get at 18 yrs

-He didn’t report on income, Commissioner said he should – taxed current value of $1,287.12 (Lucas v. Earl - if income is due to sweat of your brow, it's your income)

-Taxes & prizes are taxable after 1954 – but taxable to petitioners?


-Now not a big deal because get less personal deduction & taxed at parents' rate

-This was attributable to services by dad, but never received or had right to receive anything (Court agrees) - this wasn't like discharge of income, no bad motive to avoid tax consequences - not enough to have power to designate recipient

-He couldn’t under any circumstances receive income for himself (unlike Lucas v. Earl)

-General rule: income taxable to one who earns it ( but “earn” can’t mean whoever generates or creates or all fiduciaries would be taxed ( “earn” has to mean “acquired by labor” – dad never acquired the policy

-Lucas v. Earl: earnings were husband’s property before assigned to wife

-Power to designate who gets policy doesn’t = benefiting from policy (dissent disagrees)

-Can’t “turn your back” on income, but you do have to receive it!

-7 dissenters & IRS refuses to follow in future but Supreme Court cited with approval

-Outlier case -- a couple of others like it - couldn't assign income back to Bank when prohibited by law from taking that kind of income (insurance premium income) - subsidiary taking income

-Supreme Court subsequently held that you couldn't defer income by setting up a plan like one in problem - deferred compensation, retirement plan

-Many examples of taxpayers trying to deflect income to other members of the family

-Example from 1940's: Partnerships: In a partnership only 2 things mix together -- labor & capital, divide up profits depending on what you put in.  One gimmick: include members of the family in a service partnership (Tinkoff: accountant included his newborn child as partner in accounting partnership - tried to deflect profits to baby).  Congress then enacted § 704(e): Partner if owns capital interest in partnership in which capital is material income-producing factor, whether or not derived by purchase or gift.  If gift includable in gross income except to extent share determined without reasonable allocation

-Have to allocate reasonable amount to services partner (Father) and only then can you allocate profits to donee partner (Daughter) if acquired by gift

Problem #1 (p. 815): Employer has program that applies to employees - has children - $5,000 deducted from salary - put into savings fund - will never get $5,000 if have kid under 18 - not taxable under Teschner, but later cases suggest that taxpayer IS taxable on this - can't defer by engaging in this type of plan

Commissioner v. Banks/Commissioner v. Banaitis

Banks: fired from job as educational consultant – sued for employment discrimination ( settled for $464,000, $150,000 of which he gave to attorney as per fee arrangement

-Didn’t report any of it on return – Commissioner said report all, Tax Court agreed, Court of Appeals 6th said don’t have to report amount paid to attorney – Supreme Court disagrees

Banaitis: claim of interference with employment contract – jury awarded compensatory & punitive damages ( settled ( $4,864,547 to Banaitis & $3,864,012 to attorney

-Banaitis didn’t report $ given to attorney – Commissioner said he must – Tax Court agreed – Court of Appeals 9th said didn’t have to report attorney’s because OR gives property right in outcome (otherwise would have to) – S.Ct: have to report anyway

(1) Could deduct attorney fees but wouldn’t help under AMT

(2) New provision § 62(a)(20) allows to deduct attorney fees for discrimination cases, but not retroactive so doesn’t apply here

-Commissioner: contingent fee agreements like anticipatory assignments (Lucas v. Earl)

-Asset is the plaintiff’s cause of action ( plaintiff has dominion

BUT: 
(1) value of legal claim speculative



-Court says doesn’t matter – often speculative


(2) Legal injury not only source of recovery – attorney earned it (and will pay 
taxes on it)



-Court says doesn’t matter – NOT like business partnership – relationship 


is one of principal-agent – agent duty-bound to act in interests of 



individual

-Gain realized by agent = income to principal (like fiduciary)

-Different when fees dictated by statute?  Maybe but not the case here – here they settled so fees due to private fee arrangement

FELD: Is the economic benefit theory (it's like the defendant's paying the lawyer for the plaintiff's benefit) enough to dispose of the case?

-AMT: simply disallows all miscellaneous itemized deductions in calculating the tax base.  Now makes a huge difference whether you exclude it from GI so never gets to AGI, let alone TI, or include $150k & include whole $464k.

-Then AGI is whole $464 & can’t claim itemized deduction under AMT; haircut under §67.  That’s why they’re litigating this case.  He’s up the creek if subject to AMT under whole $464 & gets $150k less!

Atty’s fee can be large; taxes could wipe out whole recovery!

-Some cts try to be creative: say atty has interest in the recovery; like partnership.

-Wouldn’t tax 100% of income to partner who’ll only get 2/3 of profits!

-Same thing here!  Atty gets 1/3; don’t tax that 1/3 to π.

-Some cts say it’s true if state gives atty special prop rts.

Supreme Ct’s analysis:  Not excludable from Banks’ income.  Rely on authority of Lucas v. Earl.  (plus Horst and Kenseth)  Fruit/tree analogy.  Once you’ve earned the income, you can’t assign it away.



-Feld: is that what’s happening here?  No!  Who generates the income?

Economic benefit to taxpayer theory.

Old case: Old Colony Trust Co.: employer agreed to play employee’s income tax on his salary.  Salary $100k; say tax $20k.  So paid him $100k; paid fed gov $20k.  Q: is add’l $20k paid to gov taxable to employee?


-Answer is clearly yes.  Employer paying off indebtedness of employee.


-Though employee never sees a nickel of it.


-Is that what’s happening here?  Paying b/c owes it though never sees it?  Tort Δ 


settling that debt for π?  If BU pays Feld’s mortgage: compensation to him


-Is this economic benefit theory sufficient to dispose of case?



You got $300k; he was paid $150k on your behalf?

A.  Investment Income

-Hard to give away services income (Lucas v. Earl & § 704(e)) so more of the action comes from giving away property

Important Supreme Court cases:

Blaire:

-Father has life interest in 1/6 of trust set up by his father.  He assigns undivided fractional interest in that life estate to his daughter -- she's now entitled to get fractional stream of income from that life interest measured by father's life forever.

-Commissioner: That's assignment of income - father is beneficiary of trust - you're carving out undivided part of trust - you father are taxpayer.  Litigated in federal courts - goes up to Court of Appeals: says we don't have to decide this as matter of federal tax law because assignment INVALID under IL law (state in which it occurs).

-So from 1923 income taxed to father.  Father's lawyers go to IL: construe the trust & tell us whether it's a spend-thrift trust (trust that forbids assignment).  Probate Court: Not a spend-thrift trust.

-Now Commissioner says include 1924 income

-Commissioner makes three arguments:

(1) Not a valid assignment (still a spend-thrift trust) - S.Ct says up to local law determination - IL decided property rights between parties.  If spend-thrift creditors can get on it - very different.

(2) I litigated this once - what about collateral estoppel?  S.Ct: not as strict as res judicata - there's a new fact here - IL court decision!

(3) Not a valid assignment for tax law purposes - S.Ct disagrees - this IS valid assignment - because gave UNDIVIDED fractional interest in whole property.  Life estate in property.  Not just income over a period discounted to present value - this is PROPERTY - if chop property up longitudinally rather than year-by-year - still a piece of property.

-So life estate (trustee has property & sends you a check every year) is a piece of property

Helvering v. Horst: 
-Classic story: back when "clipping coupons" meant an interest coupon attached to a bond, Father in December clips off interest coupon due in January & hands it to his Son.  Come January, Son takes coupon to Bank, Bank collects interest & deposits it to his account.

-Assume $1,000 bond - each coupon due Jan 15 for $60 - in December Father has clipped off coupon & hands it to son.

-Who tax & when?

-Father taxed when Son cashes in coupon - Year 2 - $60 -- because Father retains control over the income (keeps the bond)

-Ordinarily donors aren't taxed -- basis transfers to donee & donee pays income

Dissent: $60 coupon like property - not ordinarily taxed on property given away

-No - bond is income-producing property -- coupon is just income from property - when give away income but not property, you're still taxed.  If give away property = transfer of income.

Ubank:

-Retired insurance salesman - people who sell insurance policies get commissions.  Commission is generally big in first year, smaller in subsequent years in which policy is renewed.  Eventually all peters out when people die or find another insurer.  But while they're renewing even if you're retired you get commissions.

-Salesman getting renewal commissions -- assigns his right to income to a member of the family.

-Supreme Court: That's an assignment of income -- you did everything to earn it, now it's just a matter of collecting it.  Bond - don't really earn until time has passed over which interest was earned - renewal commissions you've done everything you have to do.

Possibilities:

(1) Income on coupon taxable to Father in Year 2

(2) Income on coupon taxable to Son in Year 2

(3) How much is the coupon worth in December?  Worth less than face amount of $60 - assume worth $56.60 at the time gift is made.  At that moment, bond at that moment  ($1,000 face-value) is worth 1,000 - 56.60 = 943.40.  At maturity coupon has gone from worth $56.60 to $60 - so in 1 month has earned $3.40 interest.  You could view bond & each coupon as separate things each consisting partly of principal of $1,000 & partly of interest that's being earned - UNLIKE Horst which said all income imbedded in bond & coupon represents principal.

-In 1960's: Smart guys said let's follow Horst -- strip coupons from bonds & sell them to people who are tax exempt & we'll have capital gain instead of ordinary income on underlying bond itself (or even capital loss - bond worth less now)

Congress acted to prevent "stripped bonds" from being treated that way:

§ 1286: Treat each piece separately & measure interest on each - impute interest like we do on non-tax-bearing bonds.  Won't treat coupon as representing whole interest, treat as representing some principal & some interest & bond as representing some principal & some interest... can't separate the 2 by physically removing coupon from bond.


-That part of Horst not good law as far as purchase & sale of coupons & bonds.

What to do with bonds with no interest rate attached to them?

§ 1271: Sell 1,000 bond for $600 - due in 10 years.  Code: treat $400 gap as interest.  Treat as if it were earned on compound basis over the life of the bond.  Give the company that issued that bond a deduction for interest paid as if it actually paid it & require anyone who holds the bond to include in income same amount as giving deduction to company.  ORIGINAL ISSUE DISCOUNT.

-Similar set of rules applies for "stripped bonds" and their coupons.

B.  Grantor Trust Rules (§ 671)

-One of most common ways to attempt to assign income from property: trust.  Used because clear that could assign income from property if gave away property -- but most people want to get tax advantage without giving away the property.

Supreme Court Cases: involved power to revoke the trust - just like owning the trust.

Clifford: 
-Husband transferred property in trust, naming self as trustee for benefit of his wife.  Trust to last for 5 years - he had full investment power over trust property.  Any income earned in 5 years was irrevocably to be paid to wife - after 5 years principal was to come back to him.

Douglas: Taxable to husband - not valid assignment of income for tax purposes - not quite clear which factor was the reason for treating this assignment as ineffective.

-Threat of a flood of litigation is frequently made about decisions: this time it happened!

-A lot of litigation followed: Treasury issued "Clifford Regs" to sort out factors - Congress in 1954 enacted series of provisions beginning with § 671 to regulate this area.

§ 671: Treats a person as owning a portion of trust & therefore to be taxed on income, deductions, credits etc. on trust.  Ordinarily trust property is taxable to trust - way trust provisions work: when there's distribution to beneficiary, trust gets deduction for the amount of income distributed to beneficiary, beneficiary takes it into income.

-If we treat you as owner of trust or portion of tax, we'll tax you on all relevant income - no items includable under any other provision (including § 61) if not specified here.

§ 676: If you are grantor & have power to revoke -- you're the owner.

§ 677: If you're grantor & income w/o approval or consent of adverse party is or may be distributed to you or your spouse or accumulated for you or spouse, you're taxable.

§ 673: Used to say: can't get back for 10 years - Now treated as owner if have reversionary interest worth more than 5% of current value of trust (look at discount factors) - if have big reversionary interest (interest rate low, not very long time) you're taxable.  If you have power to revoke or reversionary interest in more than 5% you're treated as owner.  Trying to prevent you from assigning away income by using trust

§ 674: Power to control beneficial enjoyment: can't get income, can't revoke trust - but can I decide whether Son or Daughter gets it?  What kinds of powers/standards trust contains...

§ 675: Deals with administrative powers: non-arms' length dealings (4): treated as owner of trust if have power of administration - includes power to vote the stock held by the trust, power to control investment of trust funds, power to reacquire the trust corpus by substituting property of equal value

-In corporate setting sometimes want trust to be grant/trust - simple way: invoke power of administration in making the trust a "grantor trust"

§678: Other than grantor can be treated as owner if have general power of appointment at any time (if you make for X's benefit & Y has power to take at any time, Y = owner)

-Operate reasonably well to distinguish between assignments that are permissible, and assignments that are not permissible.

-Used in estate planning: rules different than grantor-trust rules here -- sometimes have trust not taxable to grantor but includable in estate of grantor

Problems (p. 818):

(2) Because the interest of 5% compounds over a period of 30 years, we
get the following for the value of the property: 1.05^30; that needs
to be at least 20 for the reversion to be worth no more than 5% of the
value of the property at the time of transfer; in this case, 1.05^30 =
4.32, so the mother is taxed

3) Mother will be taxed according to Horst: tax controller of income

4) Similar to problem (2) -- 1.12^30 = 29; 29>=20, so Son gets taxed

5) Mother taxed due to Horst?

will be includable in the daughter's income.  However, the daughter
has no income producing assets so no tax liability anyway, so nothing
to include.

C.  Interest-free Gift Loans: (§ 7872)

-Problem: When try to give interest-free loans so not taxed on interest income.

-What tax advantage getting for doing that?  Making loan to lower-income tax payer - more sophisticated way of shifting income.

-Back when all interest was deductible, didn't make a difference who was receiving interest on loan - but if shift to compensation situation: Employer: I'm not going to raise your salary but I'll lend you $1 million interest-free.  Why is Commissioner upset?

If loan with interest: Employer lends to Employee

-Year 1: Employee pays interest, Employer includes it in income BUT Employer has still given Employee benefit -- so get compensation deduction & make Employee include as compensation income? (better off by a certain amount)

If loan WITHOUT interest:


-Year 1: Employee is $60,000 richer by getting loan don't have to pay interest on

§ 7872: We're not going to let you do that -- we'll put you in the same position you'd be in if you had actual interest payments going on here --> "deemed interest payment"

-Changes in § 163: Employee may not get a deduction for interest deemed paid even though compensation produces income

§ 7872: Gift loans:

Problems (p. 821):

(6) Deemed interest payment of $50,000 (5% on $1 million loan) - so Parents have to include $50,000 in income by reason of § 7872(a): foregone interest is treated as transferred from lender to borrower & re-transferred from borrower to lender as interest.  Daughter gets to deduct 40, leaving her with no income (§ 163(d): Deduction can't exceed net investment income - assuming this is indebtedness properly allocable to property held for investment) - so she gets to deduct $40.  So only partial deduction to deemed interest of child because of § 163(d) limitation.

(7) § 7872(d) says that if the loan doesn't exceed 100K, the amount treated as retransferred by the borrower to the lender doesn't exceed the borrower's net investment income for that year.  In this case there is a 100K loan, so that provision applies, and parents must report an income of 4,000 (rather than 5,000 (5% on $100,000), which they would report if the loan was more than 100), and the daughter has no income.

8) § 7872(c)(2) says that § 7872(a) doesn't apply if aggregate outstanding amount of loans between such individuals does not exceed 10K on any day (de minimus).  That is the case here.  So, parents won't be treated as getting any income.

D.  Compensation Loan

Loans $1 million at no interest to employee for 5 years.  Present value = $700,000.

§ 7872(b): Lender treated as having transferred on date loan was made, borrower treated as receiving on that date CASH in amount equal to difference between amount loaned over present value of payments.  (1million - 700,000 = $300,000 cash deemed received today).  Other $700,000 is a loan which will be subject to "deemed interest" rules EVERY YEAR.

-Employer gets $300,000 deduction, Employee gets $300,000 income - in subsequent years, get interest over 5 years which will add up to $300,000 of income have to take in & Employee gets $300,000 of interest expense which may or may not be deductible depending on other provisions of § 163.

-Much harsher than gift provision.  Object: discourage below-market loans as a form of compensation.


Controlled corporation: Best way to assign income -- put in your services as an employee & underpay yourself.  Build up value in the corporation.  Corporation will be separate taxable entity -- may be that tax considerations here work both ways -- work to build up value of ownership interest & build-up separate second tax at corporate level.

-Treat as appreciation of value in property - when sell produces capital gain

XXX.  CAPITAL GAINS & LOSSES

-When using "capital" in this context very narrow: nothing to do with "capitalizing costs under §263", not "capital versus labor"

§ 1(h)(1): If taxpayer has net capital gain, tax imposed shall not exceed... (cap on amount paid - generally taxpayer-friendly)

Net capital gain (§ 1222(11): Excess of net long-term capital gain for taxable year - net short-term capital loss for such year

Net long-term capital gain (§ 1222(7): excess of long-term capital gains over long-term capital losses)

Net short-term capital loss (§ 1222(6): excess of short-term capital losses over short-term capital gains)

NCG = NLTCG (LTCG-LTCCL) - NSTCL (STCL-STCG)

Example: Investor holds stock for more than a year & sells it for a gain = "net capital gain" - tax imposed shall not exceed sum of: 

-When compute taxable income, long-term capital gain is part of it - how get benefit of § 1(h)?  Can compute tax based on taxable income (OI + CG) BUT § 1(h): subtract capital gain part of income, figure your tax on OI without capital gain - THEN special tax rate for CG determined by (1) what kind of long-term capital gain is it? (2) what's regular marginal rate?

(1) Carve-outs: Collectibles (property held for a long time, but not 'productive' assets - so Congress didn't want to lower rate - stayed at 28%)

-Adjusted Net Capital Gain: net capital gain - un-recaptured § 1250 (depreciation recapture provision regarding real estate- milder than § 1245) 

-Congress: doesn't want to give you full benefits of long-term capital gain treatment on that piece that wasn't re-captured - instead tax at 25%

AND 28% gain - § 1202 gain (when hold small business stock for 5 years - only include 50% of capital gain) + collectible gain

-When Congress lowered capital gain rates for everyone else - tax untaxed portion at 28% - result: tax entire capital gain at 14% - slightly better than 15% rate

-Garden-variety rate for wealthy individual with net-capital gain: 15%

-Congress concerned that not everyone who recognizes capital gain is in high bracket: for lower-income people (marginal tax rate of 10%) - give them 5% rate

-If taxable income would be taxed at rate below 25%, tax capital gains at 5%

-Short-term: something not held for more than one year (if more than 1 year = long-term)

(1) Holding period: (i) actual period for which you held property, (ii) in certain situations tack other period of ownership to yours (§ 1223) - chief method for tacking = basis

-If basis determined by reference to someone else or something else, get that holding period

§ 1223(2): Include period in which property had for someone else if property has same basis in your hands as would've had for someone else (gifts)

(1): If obtained property by exchange, include in period, period in which you held other property (land with basis of $100,000 now worth $1 million - swap it for land worth $950 + $50,000 in cash - basis of new land determined by reason of property exchanged & thus holding period tacks) (not only like-kind § 1031 transaction, but easiest to understand)

(5): If get stock option on Day 1, but don't exercise until Year 3 - period for which you held option irrelevant to holding period for underlying stock - look at date exercised (point of exercise = taxable event)

(10): If acquire property from decedent (basis = FMV at time of death) & dispose of property within 1 year to qualified heir, held for more than 1 year (estate sells property qualified heir)

(9): If basis determined under § 1014, held for more than one year (got property from decedent & sold)

(2) Sale or Exchange of Capital Asset: some things not sales/exchanges but dispositions - statute sometimes satisfies even when no sale/exchange (used to be more important)

Abandonment of property: get capital or ordinary loss?

§ 165(g)(1): If any security which is capital asset becomes worthless during taxable year, loss resulting therefrom shall be treated as loss from sale or exchange on last day of taxable year of capital asset - statute supplies sale/exchange requirement

§ 1241: Cancellation of Lease or Distributor's Agreement: amounts received by lessee for cancellation of a lease (not truly sale/exchange) or distributor of goods for cancellation of distributor's agreement = amounts received in exchange for such lease or agreement

(3) Capital Asset?  No short or long-term gain or loss can fit in without being capital asset (this is where action is)

§ 1221: Statute doesn't say what capital asset is, just what it is not  - property held by the taxpayer except:

(1) stock & trade, inventory, or property held by taxpayer primarily for sale to customers in ordinary course of business -- if weren't carved out, virtually all business income would be entitled to capital gain treatment (this is most important one - who are customers?  what does "primarily held for sale" mean?  what's "ordinary course" of trade/business, is it trade/business?)
(2) property used in trade or business (same def'n as § 1231: if have that kind of asset & sell or exchange it, lump § 1231 gains & losses together - if have net gain treat as capital gain & loss treated as ordinary loss), 

-Depreciation: If over-deduct: took too much depreciation, recapture under § 1245 before you get capital gain benefit under § 1231 -- if under-deduct: can deduct as ordinary loss under § 1231

(3) copyright, etc. held by taxpayer whose personal efforts created property OR someone whose basis is determined by reference to person who created property (entered code in 1950 - Eisenhower wrote book - sold to publisher by certain amount - treated as capital asset - Congress said no that's ordinary income!  Heresy in artist industry!  Also, can't get full fair-market value deductions under § 170 when contribute to charity)

(4) accounts or notes receivable acquired in ordinary course of business (replacement of income)

(5) publication of US Govn't which is received from US Govn't or any agency thereof other than purchase at fair price (every member of Congress gets Congressional record every day - some contribute to library & claim deduction for it - unfair)

(6) commodities derivative financial instruments

(7) hedging transactions

(8) supplies of type regularly used or consumed by TP in ordinary course or trade or business (some things are regular part of business but are not strictly inventory & not held for sale to customers -- buy & sell printer paper)

Tax ordinary income, look at net capital gain adjusted by reducing 25% & 28% gain - then tax the rest at 15% or 5% depending on income


-If would do better treating as ordinary income, do that -- this is MAXIMUM

NET LOSSES: Not every calculation produces net gain - sometimes have net losses: If have net loss what to do?

§ 1211: Use all your losses from sales/exchanges on capital assets to offset gains & then if have losses left over, can use up $3,000 of it against ordinary income

§ 1212: In case of individuals, can carry net loss forward into next year as if it had been incurred in Year 2 - start out Year 2 with long-term capital loss -- if nothing else happens in Year 2, can use against ordinary income up to $3,000 (corporations get carry-back as well)

Reasons for 15% max tax on long-term (over 1 year) capital gains:

(1) Capital gains are capital, not income

(2) Inflation not taken into account with gains - paying $ for inflation!

Problem: Gain includes some gain from inflation so if inflation not taken into basis you're paying too much "gain."  If you buy for 100 & there's 5% inflation & you sell for $105 - in EXACTLY the same position as you were before, but under tax law you have gain of $5 and have to pay tax.  Solution: Adjust basis?  Lower tax on gain both over & under-corrects the problem (if buy for $1 & sell for $100 - should be small change in basis & the rest treated as ordinary income, if buy for 100 & sell for 100 capital gains treatment doesn't help!

-Tax rate based on nominal $'s - don't adjust # for dollar's change in value - solution would be to adjust basis every year for some amount indexed to inflation

-Don't do that because if index basis, should index debt as well - otherwise leverage artificial capital losses - indexing debt more difficult than indexing basis

(3) Bunching of income -- pay 54% more tax if earn $500,000 in one year than spread out over 5 years

-Some guy in 15% bracket all his life - one year sells business & gets big capital gain - value has accumulated over a lot of time - going to tax now at 35%?  No - correct by reducing rate on recognized capital gains

-Problems: (1) You've already gotten benefit of not paying any tax as value accumulated (had value of deferral), (2) Picture of 1-time capital gain is mostly not true - same people get lots of capital gains year after year (in highest bracket)

-To correct bunching problem: averaging rule in tax law

(4) Incentives: encourage people to invest - solve "double taxation problem"

(5) Lock-in and Laffer curve: If rates too high people will never dispose of assets with gains -- Laffer curve - at first if raise rates will get more $, but soon people will stop disposing of assets & keep until they die to avoid gains


(1) If marked-to-market no lock-in effect - basis always = to market value

(2) If old & decide to keep until die & heirs get step-up in basis -- maybe don't allow step-up in basis rather than having low-rate of capital gains

-If want efficient financial markets, don't want artificial barriers to buying & selling

-Want to limit extent to which taxes prevent investors from making sensible investment decisions -argument about revenue & efficient capital markets

-We've had capital gains preference for 90% of time that we've had income tax

Problems (p. 862)

-Net short & long term transactions separately -- if have same sign, treat separately, if have opposite signs net --> take characteristic of larger

#1: Long term gain: $9,000, short-term gain: $2,000, short-term loss: -$4,000 = $7,000 long-term net capital gain taxed at 15% = $1050

#2: Additional $3,000 in short-term gain --> so 1,000 short-term gain --> treat separately


9000 long-term gain and 1,000 short-term capital gain (taxable rate of TP) = $1700

$3,000 of short-term capital gain has resulted in increase of $2,000 in long-term capital gain as far as taxes are concerned but only $1,000 short-term capital gain

-When you start to put several items together, they have sometimes non-intuitive effects when you combine them

#3: Long-term gain: 2,000 + 5,000*collectible = 7,000 - 3,000 loss = $4,000 net long-term capital gain -- then adjust due to collectible


-Have some collectible gain & some "other" gain... she's taxed at 15% tax bracket

-Short-term capital loss is first offset against collectible capital gain (§ 1(h)(4): In determining 28% rate subtract collectibles losses & net short-term capital losses)

-So tax 2,000 at 15% and 2,000 at 5%

#4: 7,000 long-term gain, 12,000 short-term loss = 5,000 short-term loss  -- can use $3,000 this year against ordinary income & carry-over $2,000 capital loss.

#5: Long-term gain: 2,000 + 5,000 + 3,000 = 13 - 12,000 short-term loss = 1,000 gain x  .15 = $150

United States v. Winthrop

-In sale of real subdivided real estate, how much is capital gains v. ordinary income?

-Taxpayer Winthrop owner of certain property in FL - Betton Hills - in family since 1836 - got first share in 1932 when mother died - got additional shares in 46, 48 & 60 through inheritance & partition - city limits of Tallahassee expanded - in 1936 turned into subdivision - sold lots for home-sites through word-of-mouth (no advertising, no office)

-Made into subdivision with streets, electricity & plumbing at Winthrop's expense

-'57-'63: $483,018 profit & income from lots (52% of his income)

-Reported as capital gains until 1953 - Commissioner said liable for self-employment taxes - then listed as profits from business or profession - '53 - '63 - occupation "real estate and engineer"

-Died in '63 - Mrs. Winthrop claiming refund for '59-'63 in amount of $57,630.96 - gains should be treated as capital gains from sale of subdivided property - Commissioner disallowed

-District Court below agreed with Winthrop - this court agrees with government

§ 1221(a)(1): Capital Assets: property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business

Finding of Facts Important to District Court: (1) proceeds from sales weren't reinvested in real estate (goes to both: does he have trade/business - or in ordinary course of trade/business), (2) taxpayer had other investments none involved sale of real estate (whether he had trade/business), (3) subdivided property acquired by inheritance not purchase for purpose of resale (not held primarily for sale to customers), (4) taxpayer's holding period was twenty-five years (not holding primarily for sale to customers), (5) taxpayer maintained no office (didn't have trade/business), (6) purchasers came to him & he was selective in making sales (not ordinary course of real estate business)

-Cases where people buy for own accounts stock/securities - is that capital or ordinary transaction?  Accepted wisdom: words "to customers" intended to carve-out that situation - when selling to market not selling "to customers" 

(1) Govn't's first argument rejected: capital gains only available where appreciation due to external market changes & here he worked on land so ceased to be 'capital asset' when started improvement

-Profits & losses from every-day activity = income

-Cases: what was sold was right to receive income (gain on non-interest bearing notes) -- therefore payments were ordinary income - don't support govn'ts claim

-Can't say just because TP worked on it --> not capital property

(2) Second argument: primarily held for sale in ordinary course of business = good

-Tests for determining whether land held for sale in ordinary business: nature of acquisition, extent of efforts to sell, number of sales, extent of subdividing, use of business office, character of control of TP, time & effort of TP --> found held primarily for sale (improving each piece & selling off as little pieces), continuity = trade/business - this is in ordinary course of that trade/business

-Don't stick just to tests - remember statute - ultimate issue is question of law

-DID hold for sale in ordinary course --> not capital property


-Land not used by TP - activities made more sellable, sale motivation = sale of lots

-Holding 'primarily for sale' + ordinary course of business = ordinary income - this is trade or business

-He spent time & skill developing, usual components of business (office) not necessary

-Not entitled to capital gains treatment

§ 1237: Real Property Subdivided for Sale: tries to have a standard for subdividing real estate for sale - starts out taxpayer-favorable, but (b) says "if more than 5 lots contained in same tract are sold or exchanged (capital gain), gain of all the rest is ordinary income gain"

Problem #6 (p. 870)

Rita bought undeveloped land for $200,000 - can sell to Developer for $1 million or subdivide for $100,000 & sell for $1.3 million.  Assume land is capital asset but if subdivides it herself = ordinary income & she's in top marginal rate

Developer: 1,000,000 - 200,000 = 800,000 capital asset x .15 = 120,000 taxed (keep $880,000)

Herself: 1.2 million - 200,000 = 1million x .35 = $350,000 (keeps $850,000)

-Change in character from capital gains to ordinary income = cliff effect - not only re-characterizes extra $, but whole gain & subjects to 35% rather than 15% rate!

Williams v. McGowan: Sale of business after partner in partnership had died.

-Issue: think about business as asset or whether in computing taxes took each individual asset & determined if capital or not, then gain or loss on that individual asset & might reach different result than if treated whole thing as single asset either capital or ordinary

-Court: You have to test each individual asset.  When you sell a business gain/loss on accounts receivable & inventory is inventory.  Machinery § 1241 or § 1245.  Good will = capital asset.  Take each asset & judge separately -- that's the rule today.

-Follows on the purchase of business - value each differently & have different basis for each asset (including if you pay big premium for good will)

Corn Products Refining Co. v. Commissioner

-Petitioner is manufacturer of products made from grain corn - yearly grind 35-60 million bushels - in '34 and '36 draughts made price of corn go up, petitioner couldn't compete

-Started buying corn futures in '37 (contract to purchase fixed amount of corn at future date at fixed price): at harvest buy futures at favorable price - sold those didn't need - reported as ordinary income & loss - now saying "capital assets"

-There are well-established markets in these kinds of commodity contracts - most of the contracts bought & sold in these markets are settled before delivery date - over 95% terminated before delivery -- because hedging & futures contract arrangement is a bet about price.  Shortly before delivery date you can sell to someone else (if price has gone down you'll have to pay seller the differential).

-Integral part of business --> Not property -- so closely-associated with business that we'll treat as ordinary

-Tax Court & Court of Appeals: decided against taxpayer calling futures "hedging"

-Assured company source of supply -- entry not for purpose of speculating & buying futures but to fulfill actual need - not true "hedging" - this = partial insurance against principal risk (holding period is 6 months not a year so don't worry about 11-month)


-Not within language of exclusions --> must further purpose of Congress

-Construe 'capital assets' narrowly or construe exceptions broadly?


-Later courts: exceptions broadly - hedging = like inventory

-Don't want taxpayer to be able to convert ordinary income to capital gains at will

-Corn Products when enters futures contract can either (1) take product & pay agreed-to price or (2) close out contract w/o delivery & instead buy corn in open market.

Suppose: Corn Products sells end product for $100.  Suppose grain is at $30, but goes up to $45.

Take under Contract




Close Out K

GR = $100 for selling




GR = 100

Cost of Goods Sold = 30



COGS = 45

Trade or Business Income = 70


Income = 55

No particular gain or loss on futures


Gain on F K = 15

-If gain on futures contract is capital gain, they'll do the 2d option -- other half of the story: what happens if price of grain drops to $20?

Take under Contract




Close Out K

GR = 100





GR = 100

COGS = 30





COGS = 20

TorB Income = 70




Income = 80

No gain/loss on futures



Loss of 10 on K

-If want capital gains & don't want capital losses, they'll close out contract when price goes up & take under contracts when price goes down & thus manipulate character as either ordinary or capital - BUT ONLY TRUE if gain/loss on futures contract has different character than trade or business income (no room for manipulation if treated as hedging) - this is what IRS is worried about in Corn Products

-BUT the way Clark goes about this in Corn Products opens door to another host of problems: If have stock, ordinarily treat as capital asset - so if have gain report as capital gain -- but now under Corn Products, if have losses might have a way of claiming this is ordinary loss - many cases tried to do just that.  No more cases about gain for Corn Products but for losses.

First Set of Cases after Corn Products like:

Western Wine: 4 wholesale wine companies buy wine distillery.  Have a loss on the investment - say "We bought this for our business to assure source of supply for business!" & they win.

-Problem of "whipsaw" - wait & see what happens - then decide whether they want to claim capital (if gain) or ordinary (if loss) - goes on for quite some time until Arkansas Best

Arkansas Best Corp. v. Commissioner:

-Arkansas Best is bank holding company (hold stocks in banks) - 1968 acquired 65% of stock of National Bank of Commerce in Dallas - Bank started doing poorly after '72 fall in real estate industry in Dallas (Arkansas put in more capital)

-Petitioner sold bulk of Bank stock on June 30, 1975 - only 14.7% stake left - claimed deduction for ordinary loss of $9,995,688 from sale of stock (Corn Products: this is part of my business!)

-Commissioner: that's not ordinary loss - that's capital loss!

-Tax Court: Investment v. Business Purpose - acquisitions before '72 = investment purpose, acquisitions after '72 = business purpose (didn't want Bank to crash & make them look bad)

-Court of Appeals: ALL capital loss! Affirmed - purpose of acquiring = irrelevant - Supreme Court AFFIRMS.

-Stock = within literal definition of capital asset

-Petitioner: cites Corn: asset's status as "property" depends on motivation behind acquisition - exceptions illustrative, not exhaustive

-Exceptions ARE exhaustive

-Some non-capital assets would satisfy "business-motive" test -- no other court has applied

-Corn: narrow reading of "property" or broad reading of exclusions? Applies § 1221's inventory exception -- futures = surrogate for raw material - unless hedging subject to ordinary gain, TP could convert ordinary gain into capital gain by buying & selling futures

-Marshall pushes Corn Products back to § 1221(a)(1): not that we have narrow interpretation of capital assets -- have to read statute & while this isn't exactly inventory, IRS treating like inventory (hedging transaction) - then doesn't give you any comfort at all for all these stock sales you're calling ordinary losses because they're not hedging transactions

-Problem with hedging transactions: whipsaw - after event can pick & choose whether want to take under contract or close out contract - when buy a futures contract is it part of hedging transaction?  Is it closely associated with underlying business? (then stuck with ordinary treatment)  Or is it NOT hedging transaction (capital all the way)

-So now Regs § 1.1221-2(f): On the first day that you buy this futures contract you have to make an election - is it a hedging transaction or not a hedging transaction & you're stuck with your election - can't whipsaw revenue anymore by waiting to see if you will have gains or losses - decide when you buy whether to treat as ordinary or capital.

§ 1221(a)(7): In statute itself now - makes what Marshall tried to read into § 1221(a)(1): In transaction that's clearly hedging on day acquired = ordinary

-Bank stock isn't inventory - motivation in purchasing = irrelevant --> stock = capital asset

Butterfly Straddles: Popular in 1970's.  Straddle is investment with 2 parts: long-part & short-part.  Contract 1 part of which is good if price of underlying thing goes up, another part which is good if price of underlying thing goes down.  Used primarily in volatile commodities like silver market.

-If have big capital gain in 1 year and don't want to pay taxes.  September - go to broker & buys you contract to buy silver at fixed price delivered next June & another contract at almost same price to sell silver next July.  Wait.  In December see price of silver has gone up - promise to sell silver at fixed price has produced a loss (you could get more on open market) - so sell losing-leg of straddler & recognize loss - off-sets pre-existing capital gain.  In January engage in another contract to sell silver in August -- again balance/"straddle" heavy gains in one piece, substitute another contract for later on.  So have moved capital gain from this year to next year... and keep doing that

-A couple problems: (1) Can't run tax system where some people have option of deciding how much tax they're going to pay; (2) Prone to fraud since you didn't really care if you owned silver or not -- many contracts not even executed

-1981: Congress required contracts for this sort be marked-to-market at end of year (§ 1256) - then you don't get deferral on gain leg as well as loss - recognize BOTH so can't use loss as deferral.

Hort v. Commissioner (payment in lieu of future rent = ordinary income)

-Petitioner acquired property, lot & 10-story building by devise from father in '28 -- leased to a firm which sublet the main floor to Irving Trust Co. -  before lease expired Irving wanted to get out of lease ($25,000/year - Depression) - paid $140,000 - Hort didn't include in income - reported as loss of $21,494.75 (difference between present-value of rest of rental payments & fair rental value for unexpired rent - will get less) - or at least capital property

Loss: Amount Realized - Adjusted Basis (nothing to do with discounted present value of matured rental payments)

-How does anyone determine value originally besides just looking at other buyers & sellers?  Present value of future cash flow from the asset (depends on interest rate, how shaky future payments are, etc.) - isn't that what Hort is doing?

-Commissioner: included the entire $140,000 in gross income - disallow loss

-Offset value of lease against consideration?  No - § 61(a) must include in gross income - payment is substitute for rent in lease -- lease = property

-Suppose have lease-hold for 30 years & sell that lease-hold -- ordinary income or capital gain?  When think about something as an asset v. a series of income payments & thus lump-sum = substitute for those income payments -- this is question court is addressing.

-Not dissimilar from assignments of income: when assign property & when assign income?

FELD: What is it that the Hort is selling?  (1) Right to receive future payments, (2) His interest in this lease-hold (right to occupy space, etc.) - can that have value?  If rent low, getting bargain in occupying space -- so value of lease-hold (right to occupy space at fixed rent) might or might not have value depending on what the market for rental space is like & what the rent is under the leasehold -- Hort has valuable leasehold - tenant has to pay him much more than market would bring in if there were no lease.


-Now gets lump-sum payment for happiness - why isn't that the sale of an asset?

-Hort acquired lease-hold, lot and building from father - in 1928 rent wasn't particularly low or high - at that point lease-hold didn't have value apart from the building (so basis = 0)

-Now 1933: sale of lease-hold as carve-out as part of a larger property rather than transfer of particular property in isolation by itself -- if carve-out in rights of building, payment in lieu of something - future rents.

-Hort can be puzzling because Murphy doesn't say all of this: question is how important is it that Hort got the WHOLE building and not just the landlord's side of the lease?

Capital Gains v. Ordinary Income:

Corn Products: We know what capital gains & losses are supposed to be & this isn't it.  But anyone else who purports to know is making it up -- no coherent theory for distinguishing long-term capital gains from ordinary income.  Here saying: makes a difference if start out having asset & sell everything you have (capital gain transaction) versus not selling everything you have (Hort: rights with respect to the building) - that's like getting advanced rents.
Commissioner v. P.G. Lake, Inc: (Right to receive payments on carve-out = ordinary income).  Taxpayer in that case assigned right to $600,000 of payments under it's "working interests" in two oil leases to another party in exchange for cancellation of debt -- would be satisfied in 3 years & working interests continue to produce value - Supreme Court: what's received was no more than payment for right to receive future income - taxable in full

McAllister v. Commissioner: (Payment in lieu of future life estate = capital treatment)  Sale of testamentary life estate in trust for $55,000 was subject to offset equal to discounted present value of life estate at the time of testator's death $63,000. Life tenant: McAllister -- reminder entitled to get remainder after life tenant dies.  Agree that would like to end the trust & get money now -- figure out discounted present annuitized value of life estate - out of $100,000 in trust, you're entitled to $55,000.  If terminate trust you'll get $55,000 remainder will get $45,000.  McAllister says only thing that I owned was this life estate & I transferred it in exchange for $55,000 -- my basis in the life estate was $63,000 since I got life estate from decedent & at time of death my value in the state was $63,000 - so I have a loss from exchanging life estate for $55,000!  Commissioner said full $55,000 ordinary income.  Also, loss was capital because I gave up everything I own - 2nd Circuit: You're right!

-After McAllister it's bizarre if you're life tenant to get income - sell off entire interest - not only will get capital treatment, but might get loss!

-Area fixed up by Congress & IRS: § 1001(e): In determining gain or loss from sale of term interest in property basis under § 1014 (decedent), § 1015 (gift), § 1041 (former spouse) shall be disregarded.


-So McAllister today: amount realized $55,000 - 0 adjusted basis

-BUT IRS in 1972 Rev. Rul. agreed with McAllister as to capital v. ordinary -- so if sold life estate today no basis offset, capital gain $55,000

United States v. Maginnis

-Maginnis, his wife & 3 sons won $23 million in OR State lottery in July 1991 - 9 to wife, 9 to him, 4 to sons

FELD: tax consequences of that?  gift with all taxable to him?  could you say we were all pre-existing partners in $1 lottery ticket - agreed that would split winnings in this particular way?  that's the only way this could be good assignment of income) 

-Husband assigned right to receive remaining 15 installments of prize to Woodbridge Financial Corp for lump sum of $3,950,000 (discounting to present value series of payments) - OR court approved assignment - reported payment on return for 1996 as ordinary income & paid tax - in 1998 filed amended return for 1996 claiming that it was capital, not ordinary gain - IRS paid them back $305,043 - US opposed

-District Court agreed with government & this court affirms - no asset appreciated --> no capital gain

-Long-term capital gain: occurs with sale/exchange of capital asset - property held by TP (whether or not connected to trade/business) § 1221 -- but not construed that broadly or too many things would be capital assets (like right to receive future payments from employment)

-Purpose: to afford capital gains treatment when realization of appreciation in value accrued over substantial period of time & thus to ameliorate the hardship of taxation of entire gain in 1 year

-2 factors (though might not necessarily be dispositive in every case)

(1) No underlying investment capital (couldn't make into property interest until had already won) (not required in § 1221 - they're making it up)

(2) Sale of right didn't reflect accretion in value (not compensating for increase in value over cost) (can still have capital treatment with depreciation in value - shouldn't matter to result)

-More like gambling winnings which are treated like OI

-Not saying what will happen if Woodridge sells - might be capital asset

-Would reward lottery winners who get periodic payments over those who choose lump sums


-If took lump sum originally he'd be taxed as ordinary income

Maginnis: claims Arkansas Best limits substitute for ordinary income doctrine to (1) carve-outs where retain some interests & (2) rights to future income from services

-NO: just rejected "business-purpose" test

-Sale of entire interest doesn't automatically prevent from being ordinary income

-Isn't this like McAllister selling life estate for lump-sum: giving out everything you've got - not a carved-out interest anymore

-Real problem (back to Hort): every asset is at root discounted present value of expected future income - when treat as capital & when treat as ordinary?  Maginnins court doesn't help in deciding that question

-Subsequent cases in lottery winnings more elaborate in reasoning...

A.  Capital Assets

Arrowsmith v. Commissioner

-In 1937 Petitioners liquidated corporation in which they had equal stock ownership - partial distributions from '37- '40 -- treated all profits as capital gains (§ 331: amounts received by SH in distribution in complete liquidation of corporation shall be treated as in full payment in exchange for stock)

-In 1944 judgment rendered against prior corporation & Bauer individually - taxpayers paid judgments - classified as "ordinary business" losses (tax problem: took $ out, treated as capital gain, have to put back in & trying to treat as ordinary loss -- allowing them to have cake & eat it too)

-Commissioner disagreed: '44 payment part of liquidation transaction --> capital loss!

-Tax Court disagreed - ordinary loss, Court of Appeals reversed & Supreme Court affirmed

-Losses within language of § 23(g) - losses from sales or exchanges = capital losses -- § 115(c) requires liquidation distributions be treated as exchanges

-Liability not based on ordinary business transaction

TP: Capital in 1940 but in 1944 treat years separately - ordinary business loss!  I'm held jointly liable in course of business

TP: this is more unfair than had judgment been rendered before because: (1) corporation would've gotten deduction & would've paid less tax & would've had more to distribute to SH, **(2) we have no capital gain to offset it against - can't bring it in conjunction with capital gain we had on liquidation of corp!

-But paid separately as transferees of corp - treat as capital loss

TP: Technical argument: This CAN'T be capital loss in 1944 - no "sale or exchange" occurred in 1944 - paid a debt but that's not sale or exchange - therefore we should get ordinary loss!

Black Response: We can look back to earlier years NOT to adjust them but for the purpose of supplying the sale or exchange that gave rise to this payment - looking back to determine character of payment even though not adjusting amount includable or not includable in earlier year

Douglas Dissent: No capital transactions in year when losses suffered!  Each year stands on own footing

Jackson Dissent: Problem wouldn't have arisen if judgment rendered before liquidation - treat as capital loss to offset capital gain - clearly not "clearly w/in sections of Code" cuz Tax Court found otherwise - give deference to Tax Court

-If capital loss, can only deduct against capital gains

*No way to make this right - either too big of deduction (ordinary loss) or too little deduction (since can't use capital loss)*

Corporations: § 16(b): Securities Law: If you're an insider and you purchase & sell or sell & purchase stock in corporation within 6-month period, any profits you've made have to be re-paid to corporation

Cummings & Brown: Executive buys stock with AB: $40, stock goes up to $100 & he sells.  Within 6 months he exercises option he has to buy stock in corporation at $80 - now he owns that stock & goes forward.

-He reports sale of first stock at $100 for tax purposes as producing gain of $60, taxable at capital gain rates - Comptroller of company: you sold at $100 - bought stock at 80 within 6-months - $20 gain needs to be paid back to company!

-How should that payment of $20 be characterized:

(1) Ordinary deduction (payment arising out of & in connection with employment as executive)

(2) Capital loss (associated with $60 gain that he had before - though NOT measured by same transaction - in connection with purchase of new stock)

(3) Adjustment to basis of new stock - additional purchase price for making mistake of buying at $80 within 6-month period

HOLDING: Capital loss, citing Arrowsmith.  Idea of relating back to earlier year character of what's going on in current year continues to have some force

B.  Executive Compensation 

Albertson's, Inc. v. Commissioner

-Deferred Compensation Agreement: agree to wait a certain period before properly compensated - employer uses deferred amounts as working capital

-Pre-1982: DCA's with 8 top executives -- deduct accrued amounts in year accrued?  Yes,

-'87 --> IRS changed policy

-Only deductible when given to employees --> but = interest!

-Compensation NOT interest --> reversed

-Would be $7 billion loss in tax revenues -- government petitioned for re-hearing

-Plain language interpretation of §404 would undercut Congress' purpose

-Govn't: purpose of timing restrictions in § 404: encourage employers to invest in compensation plans --> original decision violated matching principle

-To hold additional amounts deductible = contrary to Congress' purpose

-Benefits under non-qualified plans subject to claims of creditors

-Qualified plan: guarantees funded through TRUST - with unqualified plans no guarantees

-If taxation scheme same employers would adopt non-qualified plans (cheaper)

-Pre-1942: deduct DCA expenses each year

-Matching principle: § 404: ensure matching of income inclusion and deduction between employee & employer under nonqualified plans

-Qualified plans not governed by matching principle --> to compensate employers for burdensome requirements

-Albert: only basic amounts must be "matched" --> (1) undermine timing restrictions - interest payments = bulk --> makes no sense not to match, (2) create incentive to establish nonqualified plans

-Albert: But LANGUAGE! --> deduct under § 163

-Literal reading supports A's --> if absurd results, look beyond meaning

Rev. Rule 60-31: Rule for Taxable Year of Inclusion

 (1) Jan 1958 taxpayer & Corp. X entered into employment contract for 5 years annual salary + additional compensation of 10x dollars/year.  Additional comp credited to reserve & deferred, accumulated & paid in annual installments of 1/5 as of close of first year of payment

-Payments begin upon termination of employment, part-time, partially or totally incapacitated - - not held in trust for taxpayer

-If fails to perform duties, corporation relieved of obligation to make further credits to reserve

-Additional compensation includible in gross income only in taxable years in which taxpayer actually receives installment payments in cash or other property

(2) Taxpayer = officer and director of Corp. A - future payments of additional compensation for current services - excess of 4,000x dollars to be divided among participants - each year credits to accounts for each participant reduced by corporation's income taxes - also credit with net amount realized from investing amount in account

-Distributions made from accounts annually when: reach age 60, no longer employed or become disable to perform duties (first)

-Liability contingent on employee not competing & making available for consultation

-Taxpayer will be required to include deferred compensation in gross income only in taxable years in which TP received installment payments

-Considered contribution on behalf of employee to trust during taxable year is not exempt & shall be included in income of employee

-No trusts created for benefit of TP & no contributions made thereto

(3) 1957: taxpayer author & publisher executed agreement in which TP granted publisher right to publish a book - would get royalties based on actual cash received & semiannual statements of sales & settle for amount due - publisher shall not pay TP more than 100x dollars in any one year - excess carries over into succeeding accounting periods

-Royalties payable as earned - required to include in gross income only in years actually received in cash or other property

(4) 1957 Football player entered 2-year contract with club - agreed to play for only the club - would be paid bonus of 150x - could've demanded at signing but given to escrow agent designated by him

-Was bonus capital gain or ordinary income?  Ordinary income --> taxable for years in which received by player - but distinguishable because here putting in escrow

-150x bonus includible in gross income of football player in 1957 - year in which club unconditionally paid amount to escrow agent

(5) Boxer agreed with boxing club to fight particular opponent at time & place - agreement on standard form of contract required - 16x % of gross receipts from match - not customary in prize-fighting contracts

-Taxpayer not employee of club - acquired all benefits of receipts except physical possession (taxpayer authorized boxing club to take possession & hold for him) -- receipts income at time paid to & retained by club per agreement --> includable in taxable year paid to club

Regs § 1.451-1(a): gains, profits & income to be included in income for taxable year in which they are actually or constructively received by TP

Regs § 1.446-1(i): all items constituting gross income are to be included for taxable year in which actually or constructively received

-ALL employ cash receipts & disbursements method of accounting

-Mere promise to pay NOT = receipt of income

-Income constructively received when credited to his account or set apart for him so he may draw upon it at any time - NOT received if TP's control subject to limitations or restrictions

FELD: Plays an important role -- really going to take cash-method seriously & if you as an executive get un-funded promise to pay, that's not includable in income until you actually get something more -- just a function of accounting: cash method taxpayer: don't have to take anything into account until you GET something

-Promise from rich employer isn't actually anything until money is set aside or get something in payment of that promise

-You can have following kind of plan: Employer allocates to CEO the cash value of 100,000 shares of stock (but not actually giving him stock) payable when you leave employ of this company -- have little account & every year add to that account dividends that have paid on shares ($50,000/year?) and at end add up all #'s & figure out what stock is worth on day you leave & write check for that amount - CEO says that's great!

-Not so great for employer cuz gets no deduction until employer make actual payment - even though on accrual method - § 404: in case of employment don't get deduction until have inclusion of employee

-"Stock appreciation rights," "Phantom stock" - executives love it - competes with giving options or giving actual shares of stock

-Albertsons talks about this mode of compensation v. qualified plan compensation

-Congress concerned getting out of hand: might be situations where set up this kind of plan but if you need a little $ along the way, ask employer for cash now

§ 409A: tries to limit deferral getting as employee - (1) if have nonqualified plan have to include all income deferred under plan for taxable year in gross income for taxable year to the extent not subject to substantial risk of forfeiture

(2) Plan has to provide compensation deferred won't be provided before certain event
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