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Problem:
US Government is an enterprise whose outlays ending Sept. 30, 2008 amounted to $2.9 trillion. Revenue estimated at $2.5 trillion. Deficit of $400 billion (not adjusted for inflation)

Usually subtract from GDP an allowance for devaluation of capital used in generating GDP (roughly $2tr compared to GDP of $14.5tr). Thus National income in roughly $12.5tr. The per-capita national income is about $41k. Median household income is about $50k. Median income for a family of four is about $72k.
How do we raise money?
· We could institute a federal sales tax. This is a tax on consumption. 
· This could be done through a Value Added Tax
· Institute a federal property tax based on the value of land
· Net Worth tax – so few people have a large net worth that it would involve a low portion of the populace.
· Flat fee tax on each individual (capitation – head tax)
Idea of the level of detail for the introductory problems.
JJ1
Jim: $40k
Joan: $47,150
Mortgage interest: $7,800
Real Estate taxes: $3,400
Section 1 defines taxable income as having a tax.
Personal exemptions: 151a
Non-itemized deductions (63a)
Section 61 is subchapter B (computation of taxable income)

Notes: Section 62 by itself does not allow deductions.
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Today’s Definitions:
AGI – Adjusted Gross Income
ATL – Above The Line deductions (section 62)
Itemized Deductions = All deductions except ATL and Personal Exemptions (63d)
SD – Standard Deductions
ID – Itemized Deductions

JJ1	- See problems in Unit 0-1 Folder.
Start at section 1 -> 63
Sec 63 defines taxable income. Decide if you itemize. 


Note that Joan and Jim’s wages are receipts – something that they receive. Under section 61, they are includable in gross income. 

Section 62 deals with expenses related to the production of income – outlays/expenditures/etc.
Essentially, this section does not allow anything to be deducted at all. It just characterizes what other sections allow as deductions. These are above the line deductions.

Both use 151, so go there. Note that it is unclear whether a married couple filing jointly may get two Exemptions. Note that there are also income tax regulations, which have full force and effect of the law. Note that the assignment tells you to consult the regulations.  (p. 1102 in statute book)

Used to be something called the marriage penalty due to two things:
· Standard deduction for married couple used to be less than twice for an unmarried filer.
· Tax table was steeper for a married couple. 

As between 63a and 63b, you must choose between ID and SD

Section 163 – distinguish between obligations paid and those accrued (obligated to pay, but not yet paid). Depends on taxpayers accounting type.
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Personal Interest -> Likely encompasses interest on home loans, car loans, credit cards, education, etc. (non-excludable under 163(h)). There are, however, a number of exemptions. (163(h)(2)).

· Interest is generally allowable as a deduction
· For non-corporate taxpayers, no personal interest
· Except for a number of things, including qualified residence interest.

JJ3
Note in section 129 there is a provision that the child care program cannot discriminate in favor of highly compensated employees – want to be fair to the rank and file.

Note as well that kid may affect AGI (IT DOESN’T, BUT THIS IS THE THEORY) – Under 62(a)(2)(A) could argue that (a) this is a deduction allowed by part VI (section 162), and also (b) is under an expense reimbursement arrangement.

->> Note that under 129(e)(7) you cannot deduct something that was excluded from GI. <<-

Amount saved between JJ2 and JJ3 equals marginal rate * amount excluded from income.
As such, the value of an exclusion rises with the marginal tax rate.
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Subchapter B
Part 1 – Definitions (§61)
Part III - (§101)
Part VI – Itemized Deductions (§161)
Part VII – Additional Itemized Deductions for Individuals (§211)
Part IX – Items Not Deductable(§261)
----

JJ4

Could argue that under §162 the expenses are deductable.

Under §67a, only misc. itemized deductions above 2% of AGI are deductable. 
	Deductions that are not misc. include just about everything we’ve encountered so far. 
	Misc. Deductions are principally under §162 or §212.

Note that an exclusion (for a receipt) and a deduction (for an expense) can have the same effect on AGI only if the deduction is above the line.

The counter argument, however, is that under §262, they are personal (e.g. family) expenses. It was a personal choice to create a family, and thus the expenses are not deductable.

Smith case (from text) tells us that childcare expenses are in fact not deductable.
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Why use a child care credit rather than a deduction (like it used to be)
· If you didn’t itemize, you couldn’t get the deduction.
· Makes more money for government
· At the point where marginal tax rate is equal to credit rate and where amount of deduction is same as amount of credit (before percentage)
· Can’t make this as a categorical statement.
· As deductions are more beneficial for those at higher marginal rates, the credit is actually more valuable at lower income levels.
· Note that they also get a $1000 credit under §24. 

Problem B
§111(a) means that prior deductions s.a. state tax that are refunded ARE taxable.
	Note that a federal refund is not taxable under §275.
	


January 27, 2009

Course website has been redesigned. 
Under 0-I, there is a supplements section now.

Income (includable unless otherwise noted):
	MMF
	1,400
	61(a)(1)

	Salary
	160,000
	61(a)(1)

	State Refund
	1,600
	111(a) (taxable because deductable last year)

	Health Ins. (company paid)
	1,680
	106 [excluded]

	Gift from parents
	15,000
	102 [excluded]

	Savings Withdrawal
	35,000
	

	Mortgage Proceeds
	250,000
	

	
	
	

	AGI
	163,000
	



Outflow (non-deductable unless otherwise noted):
	Fed Tax Withheld
	25,000
	§275

	FICA Withheld
	8,500
	§275

	State Tax Withheld
	10,000
	§164 [deduction]

	Grad Loans – Interest
	1,000
	§221 [deduction] ** 

	Grad Loans – Principle
	6,000
	

	Mortgage – Interest
	12,500
	§163(a, h) [deduction]

	Mortgage – Principle
	2,500
	

	IRA
	2,000
	§219 [deduction; ATL under §62]

	Real Property Tax
	2,000
	§164(a) [deduction]

	Condo Purchase
	300,000
	

	College Gift
	500
	

	Conference Costs
	2,000
	§162(a)(2) allows deduction, but §67 puts a 2% floor as these are misc. itemized deductions.

	Medical Ins.
	1,200
	§213(d)(1)(D) but reduced by §213(a) (only amount over 7.5% of AGI is deductable) [effectively no deduction]

	Rent
	1,500
	§262

	
	
	



Notes:
· If a prior outlay was deductable and you got a tax benefit (e.g. state tax), then the recovery is includable. This is implied by §111(a).
· ** Statute phases down your deduction based on Modified AGI s.t. if MAGI > $65k, you get no deduction. In between it is phased down by (amount MAGI > $50,000 / $15,000) [amount disallowed]
· Assume MAGI = $55k, thus (MAGI – 50000)/15000 = 5000/15000 = 1/3, so disallow 1/3 of otherwise allowable deduction.
· Consider the expenses for the trip. If gets reimbursement in the next  year, if they are deductable in principle (e.g. satisfy 162(a)), then the reimbursement is taxable.
· If the expenses are reimbursed in year of trip, under §62(a)(2)(A) they are ATL deductions, so the reimbursement is treated as includable income.
· In taking out a loan, you have an obligation to repay it, so no change in net worth, and so not included in income. The reverse is true of repaying the loan – you use assets to cancel out liabilities, so no change in net worth.
· Consider the conference expenses as a loan.
· If a receipt is excluded from GI, it is also excluded from deductions.
· Note re: the IRA, §25B that allows a credit to tax for retirement contributions, but it phases out very quickly. Also, note that it stacks on the deduction for IRA contributions. However, it phases down to 0 very steeply. If AGI < $30k, you get 50%, at 50k you get 0%.
· If you have a married couple with AGI = $30k, max taxable income is $12,100 (AGI – standard deduction – 2 personal exemptions).
· Tax rate is 10%. After the credit, a couple with AGI=30k, this effectively eliminates tax liability.
· No statutory rule that proceeds from borrowing (ie. The amount of the loan) are excluded by GI.
· Also, no statutory rule that repayment of loan principle is deductable.
· Not taxed on deduction from savings account. She has (presumably) already been taxed on it, and taxing on withdrawal is effectively tax on same thing twice. Interest on the account, however, is taxable.
· Note that contribution to 401k results in a salary deduction, whereas IRA contributions are an ATL deduction. Thus 401k payments reduce GI and IRA payments do not.
· These funds are tax-deferred, as you pay tax on them as money comes out.

· Note that there is a phase-out for the personal exemptions under §151(d)(3)
· Under §68, there is an itemized deduction to itemized deductions (see footnote 4 on handout).
· Itemized deductions reduced by 3% of AGI over “applicable amount.” 

· “All of this stuff is just errant nonsense.” Referring to the tax code.
· A lot of what we will study focuses on shifts in things that happen at different periods in time.
· Generally if you were taxed on something or got a deduction for it, then the opposite is true if you get it back. E.g. If you get a deduction for state taxes one year, it is excludable from GI. The next year if you get a state refund, that is taxable.
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Notes on Jessie’s problem continued in notes for 1/27/09.
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Old Colony Trust (33)
· Company passed resolution whereby they would pay income taxes of the corporation’s executives. 
· Objective is that he gets to take home his nominal salary.
· D paid ~$680k in taxes on $980k of income for year 1918
· D paid $350k in taxes on $550 of income.
· Note that these are about 2/3 of income.
· Assuming this is a closely held corp, then Wood is likely a (large) shareholder, and so although blurring the line between company and shareholders, it is done to better him.
· D has essentially three arguments as to why taxes should not be included in income
· It was a gift.
· It was paid in exchange for his labor. It was compensation for labor, and therefore not a gift. §102 excludes gifts from gross income.
· If counted as income, and employer has to pay tax on that income, etc., etc., etc., it goes on infinitely.
· Court says that (a) issue wasn’t raised below and (b ) the government doesn’t want to collect on the second round of taxation payments, so no issue.
· Money wasn’t paid to D. As it was paid to the government, it wasn’t income to him.
· Court says that he benefited because the company relieved him of indebtedness to the government, and so even if he didn’t get it in cash, relief of the obligation is equivalent to a receipt by him.
· Note that this may go against the gift characterization; If it were to “gift” him money, it wouldn’t be income.
· However, a gift from A to B was taxed before the transfer. A gift from the company could be characterized as pretax as they will likely deduct as a business expense under §162
· Note that situation would be different if the taxes in question are state taxes because (a) the initial payment would be included in income, but (b) would be deducted from federal. As such, federal taxable income would be increased by the amount of (first round) of state taxes.
· If state taxes are paid directly by the employer to the government rather than by the employee, should they be allowed as a deduction?
· If employer reimburses for a deductable expense, you either don’t deduct the expense and then don’t include the reimbursement in income, or include the reimbursement and get a deduction.
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· Think about Old Colony, where American Woolen paid Wood’s state taxes. Given that American Woolen actually paid the taxes, is it nevertheless the case that Wood gets to deduct the taxes from Federal income tax.
· What if they didn’t pay his state tax bill, but just gets paid the same amount extra? Same effect: He pays state taxes and thus deducts them.
· Because they are financially equivalent, they should have the same tax implications.
· Also, note that this is in effect the same thing that happens with state tax withholding under current law.
· As long as the amount paid is paid with tax-paid money (e.g. included in gross income), Wood gets to deduct it.

Turner (41)
· Won a pair of first-class cruise tickets to Buenos Aires
· Wife from Brazil, and so called cruise company and negotiated four tourist class tickets to Rio.
· Turner claims value of $520 (retail of first class tickets was $2,220)
· Tax Commissioner claims that should have realized income of $2,200.
· Compare to Old Colony Trust:
· OCT essentially involves cash.
· Compensatory
· Turner involves an illiquid asset. A receipt in kind, that he may or may not have bought of his own accord.
· Random winning. More “gratuitous”
· Because income was in kind, it is probably worth less to Turner than full retail price, else he would have just bought them himself.
· Hypo:
· Last year Turner has taken two steamship trips to Rio, paying $4k and $6k respectively in the past year, and the year prior paid $8k for each of two trips.
· Can’t go over the $2,200 sale price. Subjective value thereover is called “consumer surplus” for which we don’t tax people.
· In principle, we should be taxing Turner on what the tickets are worth to him – at what price would he buy them for himself?
· Gift – something given under detached and disinterested generosity. 
· There are a lot of IRS rulings that seem rather contradictory.
· Note: If you win something like a trip and don’t take it, you don’t have to include it in income.
· Hypo:
· Consider Oprah who gives out cars.
· They seem to be includable in gross income.
· However, what if the show makes the payment with tax-paid dollars (doesn’t deduct the price of the car)?
· Assuming car is worth $10k, it costs Oprah $10k to give it away assuming tax-paid dollars.
· This is deductable under §274(b).
· Could also transfer the car (worth $10k) as well as the amount of cash required to pay the taxes.
· Oprah can then deduct under §162 the full value of the gift.
· Assuming tax rate of 30%, tax = $4,286, so Oprah transfers total assets of $14,286.
· On receiving the cash plus the car, the recipient must pay taxes of $4,286 and is left with a car worth $10k. 
· Oprah deducts $14,285.71, getting a tax deduction of $4,285.71, with a net cost to them being $10k.
· THIS ALL ASSUMES THAT THEY HAVE THE SAME MARGINAL RATE.
· Consider a TV show that essentially knocks down your house and builds a new one.
· §212 allows for deduction of non-trade of business expenses. Thus if you have a second home that you rent out some of the time, you can deduct a portion of the maintenance costs as well as the structure’s depreciation.
· Congress intervened with Vacation Home Rules, that has a bunch of rules that control how much you can take.
· If renting for less than 15days, cannot deduct, but can exclude the rental income.
· Show rents the property for a period of two weeks, and pay as rental the improvements made in the course of the game show.

Benaglia
· Benaglia and his wife lived at a resort in Hawaii, which he managed along with another.
· Also received meals in addition to compensation.
· This is a compensatory setting, however it is in-kind.
· It is something that he would otherwise have to buy, which makes it a stronger case for including in income.
· Court, however, does not include this in income.
· This is because they determined that he is required that Benaglia was required to live in the hotel for the convenience of the employer.
· Argument is that he would not chose to live there. However, the housing received is a suite of rooms as well as free room service. Further, he spends considerable time traveling and thus out of the rooms.
· Court, however, finds that this is dictated by the necessity of the job.
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· Benaglia was permitted to exclude what were essentially essentials, whereas what Turner got was decidedly a luxury. 
· There is a question as to whether the manager’s suite is necessarily as nice as regular rooms. 
· Congress has since responded by enacting §119 to clarify the law in this area. §119 excludes meals and lodging provided by the employer for the convenience of the employer. Meals must be furnished on business premises and in the case of lodging, the recipient must be required to accept the lodging as a condition of the employment.
· If advising someone on this, if offering it as part of the job, you must require it.

Kowalski (47)
· Police officers paid a meal allowance – a flat fee dependant on rank, and there was no requirement that you use it to buy meals, and did not have to return anything not spent.
· Issue: whether a flat-rate meal allowance paid in cash is deductable under §119.
· Can cash constitute the provision of meals in kind under §119?
· NO

Sibla (57)
· Fire department in N. Hollywood
· Firefighters had 24hour shifts, and were not allowed to leave the station except on business
· They were provided with kitchens, and each contributed to a meal plan regardless of whether they were in the station at the time of the meals.
· Firefighters prevailed under both 119 and 162(a).

Questions on p. 4-5.
· Turner’s trip if paid for by employer
· Sims’ office
· Group health insurance furnished by employer
· Lunch w/ former student that was part personal and part business.

· For the consumer and the employer, is this (a) essential, (b) indifferent (c) Unimportant

· The office: Suppose he didn’t work here, but was magically provided with the office, it would be unimportant. He wouldn’t go there except for rare times. BU Law, however, finds his having an office to be essential to be able to participate in faculty activities, have office hours, etc.

· Health insurance – essential for employee. Employer may be able to get economies of scale by insuring everyone together, and thus it may be important to them.

· Trip is unimportant to the business, and it is nice for the employee.

· The lunch is not unimportant, but not essential. As a consumer it is not unimportant and again, not essential. Could, however, argue that it is higher for BU because it may result in additional donations to the school.

· Benaglia – The employer and Benaglia

	
	
	Employee

	
	
	Essential
	Important
	Unimportant

	Employer
	Essential
	Benaglia
	
	Office

	
	Important
	Insurance
	Business Lunch
	

	
	Unimportant
	
	Turner’s trip
	



· The stuff the is in the top right corner are things whose benefit to the employer is greater than the benefit to the employee. The things in the lower left are things where the consumption value for the consumer outweighs the value to the employer.
· Thus, stuff in lower left, under only §61, would probably be included in income. The other would probably be excluded.
· Referred to “working conditions” – things that are provided to enable the employer to pursue its business outside of the needs of the employee.
· The contentious business means, Congress in §162 has enacted a split the difference policy regarding meals.

Katz-Mankew – the includable proportion of a fringe benefit is the marginal cost to the employer minus the marginal revenue to the employer. If the benefit to the employer exceeds the cost to the employer, the recipient should receive no tax hit.

· We’ve talked about intuition re: excludable fringe benefits. It is almost never the case that something in the upper right corner is taxed. However, you often find something in the lower left are often excluded. These are called “statutory fringe benefits.” There is a separate class of fringe benefts now covered under §132, and are often referred to “non-statutory fringe benefits” despite now being in a statute (now; recently added).

· §106 – Exclusion for accident and health insurance. Encourages employers to provide better insurance than they otherwise would. This costs the government something like $50-100billion per year.
· §107 – specialized version of 119 – special exclusion of housing provided to clerics.
· §129(a) – exclusion for employer-provided dependant care.
· §117(d) – Deals with reduction in tuition – TUITION REMISSION
· Employer must be an educational institution
· If benefit is provided to employee for education below the graduate level, or their families.
· Tuition remission provided to employees or their families is non-taxable.
· Only deductable if provided to all members of the educational institution.
· §127 – dollar-capped provision that allows employers to pay for employee’s education.
· §124 – Omitted from the book. It is a provision that relates to group legal services, and isn’t presently excludable from income, although Congress waffles.
· §79 – inclusion in income for group term life insurance
· Provides an implicit exemption for the first $50k of insurance.
· $50k was written into the statute in 1964, and is not tied to inflation.
· Consider Term Insurance Illustration.
· A group of 500 people
· They know that for each year, one member of their group will die.
· They decide to pay in a total of $50k each year to go to the family of the deceased, so each pay in $100.
· The next year, they have to choose: Do they pay more for the same benefit, or pay the same for a decreased benefit? 
· This example tells you some things about group term life insurance:
· Cost of insurance is small in relationship to the death benefit.
· As time goes by, the cost of insurance rises.
· It is to the cost of insurance that §79(a) applies.
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· Generally, compensation includes cancellation of indebtedness.
· Suppose you get $55k, and pay mortgage interest of $5k. You get $55 of gross income, and $50k of taxable income. 
· If you owe $55k, of which $5k is principle, and it is discharged, then you should realize $50k of income (to offset the interest calculation). (§108(e)(2))
· Note that this applies to the effective portion of indebtedness that is canceled. If mortgage is for $150k and house if worth $100k, when it is forgiven and you give up the house, you realize $50k in income.
· §125 – Cafeteria Plans
· Allows employees to pick and choose which benefits to get.
· If you have to choose between taxable and excludable benefits, choosing to take the excludable benefits does not negate the exclusion.
· Brief History Lesson:
· See the history handout.
· §132 – This is really a legislative compromise over the treatment of fringe benefits.
· Original statute consisted of everything from §132(a-e).
· Referred to colloquially as non-statutory fringe benefits, despite being codified.
· §132(b) – No Additional-Cost Service – Things provided to employees if (i) offered for sale to customers and (ii) employer incurs no substantial additional cost in providing the benefit.
· Think free flights for flight attendants.
· How much does it cost for an airline employee to take a trip overseas when space is available? Not nothing, but not much. 
· Looking at Katz-Mankew perspective, the benefit to the employer likely outweighs the cost, and therefore should be tax free.
· Fringe benefits are problematic because:
· Equity: To the extent that something is excludable, it is of the greatest benefit to the highest income individuals.
· Incentive: A given dollar of a tax-free fringe benefit is worth more than a dollar of cash compensation. As such, employers are incentivized to pay employees via tax-free fringe benefits.
· §132 (c) – provision for qualified employee discount (where sale to employee is not below cost)
· §132 (d) – working condition fringe – things like in yesterdays’ grid’s upper right corner.
· A working condition is something that if employee paid for it themselves, it would be deductible under §162.
· §162
· Consider Henderson – cannot deduct a wall print or potted plant. Office is adequately furnished.
· If a law firm then offers to put a print on your wall, it suggests you have income. 
· Sims thinks Henderson was wrongly decided.


· Gotcher – Deals with includability of income of things received in a clearly non-donative, but non-compensatory setting.
· D takes a trip to VW in Germany at VW’s expense, as they are trying to induce D to open a VW dealer.
· Trip involves tours and other touristy stuff.
· It was essential from VW’s standpoint, and it was important to Gotcher.
· Court find as to:
· Mr. Gotcher (D), trip is sufficiently business oriented, and therefore excludable.
· Mrs. Gotcher (wife) didn’t tour the factory, and thus it was a pleasure trip. She has to be taxed.
· Rev Rul 63-77
· If you deduct expenses for a trip to visit an employer before being engaged in the employer’s business, you cannot deduct your expenses.
· However, you don’t have to include value thereof in gross income if employer pays the expenses.
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Imputed Income:
	
	1
	2
	3

	Husband
	100,000
	0
	50000

	Wife
	0
	100,000
	50000

	Interest
	10,000
	0
	10,000

	Total Income:
	110,000
	100,000
	110,000



Couples 1 and 3 have $150k in a bank, and gets $10k in interest. Couple 2 invested their $150k in a condo, saving them about $10k in expense for apartments. 

Thus, couples 1 and 2 are about equally well off. We could, in theory, tax couple 2 on the income derived from where they live, but the gain is considerably less than the administrative headache.

Couple 1 and 3 have the same monetary income, but couple 1 is better off because they have the household services of the non-working spouse, which is untaxed.

Consider a business school professor who had a small amount of land on an island in Maryland, and spent his summers there building a house. This looks kind of like consumer household services, except that it produces an asset (the house). The house should be relatively easy to value. 
· Assume land cost him $20k, and at the end of the day it was worth $100k.
· Would have to deduct the land, cost of materials, value of his labor (sweat equity), and cost of subcontractors for plumbing, etc.
· Presumably difference between costs put in and value at end would be taxable.
· We treat this as imputed income: We don’t tax until the asset is monetized; may not realize monetization if it is a primary residence and has been occupied for over 2 years (or so).

Rev. Rul. 79-24
· Lawyer and housepainter swap services in kind. IRS finds that they each should be taxed for the value of services.
· Assume services worth $5k.
· Under 1.61-2(d)(1) – exchanging services for services, value of services received is included in income.
· Landlord provides 6mos free rent to professional artist in exchange for piece of art provided in return by artist to the landlord.
· Services given up by landlord are not personal services, but the rental value of an apartment.
· What if artist sold for $5000 – tax for the $5000 minus the cost of supplies (say $1000).
· Gain is $4000. Might deduct expenses under §162.
· When, if at all, is it proper to tax the artist on the entire $5000? 
· What if the art is a side thing, and not course of ordinary business?
· Suppose painting was done last year, and thus incurred the cost of supplies, and then deducted the costs.
· What if landlord turns around and sells the painting (assumedly worth $5k, which was previously included in gross income) for $6k.
· Tax for the difference of $1k.
· Statute (§1012) roughly says that taxable amount is the amount received less its cost.
· The problem is that giving up rental of the property may not constitute “cost” and so is not deductable. 
· “cost” seems to be whether the value of the painting has been previously included in the landlord’s gross income.
· Ultimately, when you sell a piece of property, subtract the sum of the cost conventionally speaking and any amounts that have previously been included in gross income that otherwise contribute to the property being sold, minus any applicable deductions previously taken.
· Summary: 
· On the sale of a painting, landlord can deduct from the proceeds:
· Sum of (i) costs incurred and (ii) any amounts previously included in income
· Minus (iii) any deductions previously taken.
· Known as taxpayer’s adjusted basis in property.
· §1012, 1011, 1016 [1001(a-c)]
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· Back to Sondhi’s Question: You have a landlord who got a painting s.t. they included it in gross income.
· Assume landlord can put it on a wall in their apartment or on the wall in the apartment building’s lobby.
· In the first case, personal expense, non-deductable.
· In the second case, possibly is a business expense.
· Assuming he later sells it for $6k – what does he have to include as income?
· $6k
· Example:
· Landlord starts from square 1, gets a painting worth $5k, includes $5k as taxable income, and 5 years later someone breaks in and steals the painting.
· (Adjusted) Basis = Cost + Amount Included in income – deductions taken.
· You only get to deduct basis.
· On any disposition of an asset of which the tax system takes notice, what you get to subtract in computing taxable income is limited to basis.
· Adjusted Basis is cost (§1016) + amounts included (§1.61-2(d)(2)(1)) – amounts deducted (§1016, §1011).
· On disposition of an asset, subtract from the price received your adjusted basis. (you get to recover your adjusted basis)

· Read Section 83(a)
· Deals with property transferred not just to the person who performed the services, but to anyone in connection with such performance.
· Allows for possibility that property is transferred party for services and partly for cash consideration.
· Until the consideration is vested/transferrable, it is not included in income.

Background for Haverly:
· Case (TWR; p. 473) is there to introduce us to §170 and §501
· §501 provides for exemptions from tax for certain organizations
· §170 provides a list of contributions that are deductible, where §170(c)(2)(b) allows contributions to a §501 charities, but not social welfare organizations under §501.
· §501 public charities are effectively not allowed to lobby or intervene in politics.
· Argument in this case (they lost) was that the tax laws unconstitutionally block them receiving tax free charitable contributions and lobbying.
· Congress essentially said that lobbying must be done with tax-paid money.

· In 9/90 News Release, IRS says that if someone catches a home run at a baseball game and keeps the ball without selling, there is ambiguity as to how much, if any, income they must realize.

Haverly:
· D got a bunch of books for free, didn’t include in income, and then donated to his school and got a $400 deduction.
· Court found that he can’t take the deduction because:
· In making the deduction, he has exercised complete dominion over the books, and therefore would have to treat the books as income.
· Haverly would otherwise be given a double benefit. 
· Holding: If he takes the deduction, he must include an offsetting $400 in income.
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Adjusted Basis = cost of property + amounts included in income – amounts deducted.
· Basis is to keep a running account of the extent to which an item of property is tax-paid for tax purposes.
· This has no necessary relation to value
· On disposition of an asset, it tells you what you get to subtract or recover when determining taxable income.
· Purpose is to match tax purposes over time to financial situation over time.

Consider Haverly (44)
· Guy received books for free.
· Gave them to school library and took a deduction.
· For tax purposes he is treated as being worse off. Financially he is no better or worse, so he either must include them in his income or cannot take the deduction.
· Can only deduct your adjusted basis.

Notes:
· Note under §1.170A-1(g) disallows deductions for services.
· When you actually sell property, the consequences are governed by §1001(a-c)
· Gain = Amount Realized – Adjusted Basis
· For property classified as capital assets, the gain for the sale/exchange of a capital asset is tax-preferential (long term capital gains)
· §170(e)(1)(a) – When contributing property, thing of what the property would have done had it been sold rather than donated.
· Reduce the charitable contribution by the amount of gain (defined above) had it been sold rather than donated.
· After all the fun math, the deduction is equal to adjusted basis. (assuming not capital gain)
· If capital gain (NOT ON EXAM), generally not subject to 170(e)(1)

Macomber (205)
· Digression into corporate capital structure.
· Par Value (in these days) is the amount that it is expected the corp. will receive for each share sold to the public. Thus, par value may have no relation to market value of the stock.
· Originated as a way to limit the amount of dividends that a company can pay.
· Looking at his sample balance sheets, we note that the retained earnings decrease and the stock contribution is higher after Standard Oil split its shares.
· Commissioner attributes 18% of D’s shares to earnings attributable to earnings after 1913 (and thus taxable as that’s when the tax code was implemented)
· Revenue of 1916 says that dividends (cash or stock) are taxable only if they come from monies earned by the corp. after 1913.
· Could have taken position that all $25m (par value) of the stock distribution could be taxable, but allocated distributions first to pre 1913 earnings, thereby making that portion untaxable.
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Eisner v. Macomber (205) Continued
· The background for this case is as follows:
· Towne v. Eisner – Stock dividend declared by pre 1913 earnings, and SCOTUS held not includable in income. Distinction between capital and income, and stock dividend is just capital. No change in proportion of ownership - “the corporation is no poorer and the individual is no richer”
· Lynch v. Hornsby – Cash dividend is taxable. (regardless whether before 1913, it is constitutional to tax)
· Peabody v. Eisner – Distribution to parent’s shareholders of shares of a subsidiary. (regardless whether before 1913, it is constitutional to tax)
· Issue here is whether it is constitutionally permissible for Congress to tax a stock dividend.
· Reasoning:
· Congress’ power to tax is limited by the constitution. Congress cannot collect tax on property without apportioning such a tax among the states according to population.
· 16th amendment gave Congress power to tax any income regardless of source derived without apportioning among states.
· First, we find a definition of income. 
· P. 210 – Income is “the gain derived from capital, from labor, or from both combined”
· P. 210-212 – Stockholder has rights to the corporation as an ongoing business, but don’t have right to appropriate corporate assets for personal use, and in this transaction.
· All stockholders got were pieces of paper that restate their interest in the company.
· Questions:
· Does a stock dividend increase the liquidity of the stock and thus the value?
· Where is the line drawn: What is OK to include in income?
· Can tax cash under Hornby
· Can tax stock of a subsidiary under Peabody
· We can tax any sort of property of the corporation except stock in itself.
· This seems to be defensible, because it changes the corporation’s balance sheet, and therefore control is materially passed.
· Looking at the hypos on page 11 of the assignment, Eisner v. Macomber draws the line for taxability between C and D.
· Taxation has nothing to do with whether the shareholder is better off, but with whether the corporation has distributed something off of the balance sheet.
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Eisner continued.
· Eisner says it is defining income for constitutional purposes (16th Amendment) as gain derived from labor or capital or both combined, provided it is understood to include gain from sale or disposition of capital assets.
· Holding: Can’t constitutionally tax unrealized appreciation (court later partially reverses re: land and gains from improvements made by tenant).
· Usually schemes that tax unrealized appreciation are referred to as mark-to-market.
· If the shareholder receives something derived from the corporation, such as (a) cash or (b) stock of a subsidiary and (c) the corp was profitable during that year, the distribution is taxable to the shareholder.
· Stock of the corp making distribution, not taxable.
· Anything else is.
· Temporal source of earnings giving rise to distribution is irrelevant.
· Shareholder gain is irrelevant.
· Shareholder enrichment is irrelevant.
· All that matters is whether the corp is profitable if and there was a distribution reflected on the left side of the balance sheet.

Hypo:
· Suppose I decide to create a corporation.
· I capitalize the corporation and issue myself 1,000 shares at $100/share of stated capital (par plus paid in capital).
· I’ve paid $100,000, and so have a basis of $100/share.
· Corp ends up being overcapitalized, and so you distribute $25k back to yourself.
· §301 governs distributions of property to shareholders
· §317(a) defines money as property, securities, and any other property except stock or rights to acquire stock in the distributing corporation.
· In paying things back to yourself:
· If the corp hasn’t made any profits, there is no return on your capital, and thus it is just a return.
· If the corp has made profits, any distribution after a year in which the corp is profitable, it is treated as a dividend to the extent of the profitability.
· Now, suppose, corp earns $10k in profits last year, and this year I earn no profits. Last year I make no distribution, and this year I make a distribution. 
· As the temporal source of the corp’s income is irrelevant, dividends are considered income to the extent of current or accumulated profits.
· Earnings and profits does NOT equal retained earnings. Current earnings and profits are roughly equivalent to current year after tax net income, and accumulated profits are roughly equivalent to retained earnings.
· Note that paying out $25k reduces the basis in each share to $75.
· Effective cost paid for each share is $75.
· Alternatively, we consider the $25k to be a deduction because it was excluded from income.

Back to Macomber:
· She has 220k shares of Standard Oil.
· Assume she paid $100/share (equal to par value)
· Assume she got a new 110k shares
· Assume market value per share equal to $100.
· Suppose she sells the original 220k shares
· Basis is the original $220k paid in, so no tax.
· Suppose she sells the next 110k shares
· Basis is $0, so taxed on it all.
· Gov. may have a big concern here over when they pay tax on this.
· Could require low-basis shares to be sold first.
· Could distribute basis pro-rata.
· §305(a) applies to everything that §301(a) and §317(a) don’t.
· §305 does not use the word “dividend” or “split” and thus does not draw a distinction between the two.
· §307 governs basis in new stock received under §305(a), and says that the adjusted basis of the old stock is divided evenly across all stock.

Problems from Set III
· Parents buy 400 shares of Cisco at $5/sh in your name as a child.
· Distributed to you when you turn 21 at worth of $


AR - AB = RG –>  MEMORIZE THIS from §1001(a)
Realized Gain = Amount Realized – Adjusted Basis.

Amount Realized is defined in §1001(b) as sum of any money received plus fair market value therein other than money received.
· Eg. If you have real estate worth $5k, and you transfer it to someone for $4k plus a car worth $1k.
· Amount Realized is equal to cash received plus value of car.
· What about the transferee?
· Their basis in the property would be the $4k plus her …..

REALIZED GAIN AND AMOUNT REALIZED ARE NOT THE SAME THING.

Go through all of the 2.9 problems. And first 4 pages of assignment.
Look at 1001(a-c), 1012, 1011.
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II-9 Problems:
a) Basis of $50 each when 100 shares, so total of $5,000 of basis. When 125 shares she has $5,000/125 = $40/share and when 150 shares has $5000/150 = $33.33/share
a. §301 applies to this, and distribution is not taxable.
b) Taxed on the distribution, basis remains the same.
a. 
c) No profit and reduces basis in shares.
d) Taxed on $20 (amount beyond basis in them)
e) Taxed on $10/share and basis reduced by $15/share.

More Macomber
· Going back to the statute, the only thing that the statute cares about in a distribution is whether the corporation has a history of profitability.
· The event of selling stock by assumption has no effect on my net worth.
· We determine, at that point, the realized gain/loss by comparing adjusted basis and amount realized, and tax accordingly.
· Thus, we tax events, not gain.
· Determine amount realized
· Determine Realized gain
· Then (unless otherwise provided), recognize realized gain/loss.
· If not taxed, usually under a non-recognition provision.
· Cash always has a basis of its face amount.
· Hypo:
· Organize a corp, and it makes $10k
· Since the $10k is not in excess of cumulative earnings, when it is paid out it is included in income, but does NOT add to basis.
· §301(c), in the case of a distribution governed by §301(a), distributions constituting a dividend is included in income.
· Question: We have earnings in year 1 of $10k, and in year 2 has a loss of $15k. 
· Can you deduct the current year’s loss from last year’s earnings? 
· The loss is carried back two years, and carried forward essentially as far as necessary.
· Thus, at this point, any distribution would be considered a return of capital.

Clark (78)
· For purposes of thinking about this, we’ll start by thinking of them having a tax liability of $50k.
· They filed their return, and after being audited had to pay an additional $30k (rounded for sake of class)
· They had sustained a loss on the sale of capital assets (stock), but there is a limitation (§1211(b) – losses beyond capital gains can only be deducted by about $3k), which their preparer had failed to catch.
· They realized that had they filed separately they would have saved about $20k.
· Then, their tax atty paid them the $20k.
· Government wants to include this as income under Old Colony Trust.
· Court finds for taxpayers, and characterizes this as recompense for a loss due to negligence of tax counsel.
· This payment simply makes the taxpayers whole, and compensates them for their loss.
· Thus, COMPENSATION FOR A LOSS DESIGNED TO MAKE THE TAXPAYER WHOLE FOR A PREVIOUSLY INCURRED NON-DEDUCTABLE LOSS SHOULD BE EXCLUDED FROM GROSS INCOME.
· Can’t deduct federal income taxes under §275
· §164 says state taxes are deductable.
· Thus, compensation from a previously deductable loss should be includable.

Raytheon (81)
· RCA was sued by Raytheon due to RCA stealing Raytheon’s market share through a tying agreement.
· Case settles, and RCA pays Raytheon $410,000.
· Claim of like $3mil
· Raytheon decided that $60k was patent royalties
· Treated remaining $350 as damages to Raytheon’s goodwill and business.
· RCA declined to agree to an allocation of these proceeds.
· Raytheon included the $60k in income as being akin to profit.
· As to the $350k, Raytheon took position that it is excluded from income.
· Gov’t argues that the $350k should be included in income because the allocation between patent royalties and antitrust damages (potentially non-taxable), this is effectively remuneration for profits that Raytheon would otherwise has made, and thus is taxable.
· Ultimately, the court treats this as destruction of the business, not compensation for lost profits.


February 27, 2009

· Clark: Compensation from a prior non-deductable loss is excludable.
· Implication: Compensation for a prior deductable loss is includable.
· Raytheon:
· Opinion starts out by saying that Damages are taxed like what they replace.
· Compensation for lost profits is includable.
· Court says that disputed payment is like compensation for destruction of business, not loss of profits (siding with Raytheon).
· Court continues to say that damages for destruction of an asset is income to the extent that it exceeds “cost.” (aka basis)
· No idea what basis is, as not in the record.
· To the extent that expenses of building up a business have been deducted, the basis of an enterprise would be zero.
· Goodwill will typically have a basis of $0 when built up by an enterprise itself.
· When an enterprise is purchased by another, historically it was considered a non-depreciable asset, and therefore non-deductable.
· Now §197 governs intangible assets, and so purchased goodwill may be amortized over 15 years.
· As such, all of the recovery would be above the company’s basis.
· Rule: Compensation for destruction of an asset is treated as gain or loss by the disposition thereof.
· Hypo: You buy a customer list for 25million. You deduct this, so your basis is zero.
· It is in fact worth $40m, and declines in value to $20m
· Under §165 you could characterize it as a loss. As basis is zero, deduction for loss would be zero.
· If you sell, the $20m is amount realized. If you sell, you have to deduct your adjusted basis (zero), and so your realized gain is $20m, which is taxable.
· Glenshaw Glass:
· Glenshaw Glass received damages by settlement for an antitrust violation of $800m.
· $325m of punitive damages
· $475m as compensatory for lost profits.
· Cited case is Goldman Theatres where P got treble damages in the amount of $375k. Of this, $250k was treated as punitive damages, and the $125 was  taxed as lost profits.
· Court agreed that punitive damages were not taxable. (in the court below)
· The court finds that Congress meant to use the full extent of its taxing power, and thus the punitive damages constitute a windfall that is includbable in the income.
· Rule: Windfalls are includable in gross income.
· Questions:
· Buy stock for $20 (AB), Goes up to $90 (FMV) and you sell at $88. You’re realized gain is $68.
· You buy land, but exclude value of imputed labor as you haven’t been taxed on it.
· Problem 6(a) on p. 89
· If you sold immediately before the fire, AR = 100k, AB = 40k, so RG = 60k.
· §1.165-7(b) handles casualty losses. See also §212, 162
· Can deduct lesser of decrease in FMV (financial loss) or your adjusted basis
· Because this loss is compensated for by insurance in its entirety, it is cancelled out.

For next time, do all of part A.
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Problem 6(a) on p. 89:
· FMV is 100k
· AB = $40k
· Unrealized Appreciation (UA) is FMV – AB = $60k.
· Assume damage to building in the amount of $40k.
· Looking at 1.165-7, in case of casualty loss, you can deduct the lesser of the loss sustained and AB.
· But only to the extent not compensated for by insurance or otherwise.
· Here was have ins. Compensation of $40, so no loss deduction.
· Basis is reduced by however much recovery you don’t tax.
· Basis is increased by however much you pay to improve the home (that isn’t otherwise deductible)
· Three possibilities of handling $40k payout:
· Apportion to Basis (not taxed, reduced AB by 40)
· Apportion to Gain (taxed, basis remains the same, Unrealized Appreciation reduced by 40).
· Apportion between Basis and Gain: Gain is 40% of previous FMV, so 40% of the 40k (16k) goes to basis, and the remainder of 24 goes to appreciation.
· Gain = FMV – AB
· Ratio = AR/FMV
· AR- (Ratio * AB) = AR – (AR/FMV * AB)
· Ultimately: AR/FMV * (FMV – AB) = AR/FMV (Gain) is the amount applied to basis.
· §1.61-6 handles selling off of fractions of a piece of land.
· New Hypo:
· FMV = $100k, AB = $40k, and damages of $70k.
· Deduction without compensation limited to basis, so $40k.
· How to handle the payout:
· Apportion to Gain – same as above, but don’t tax more than the amount of unrealized appreciation. As such, $10k applied to basis.
· Thus, Taxed amount plus Final Unrealized Appreciation = Original UA.
· This goes back to Inaja Land where it is hard to tax people if you don’t have good information about value.
· INSURANCE PROCEEDS WOULD IN FACT BE TREATED AS FIRST COUNTING AGAINST BASIS.
· This is due to §1001(a).
· It suggests that proceeds of sale are first used to offset basis, and only excess over same is considered gain.

Inaja Land (Item III-1)
· Corp purchased 1,236 acres for $61k for purpose of a fishing club.
· City of LA diverted property from a different watershed into the river that ran through this property.
· This caused damage to the land, and the city settled for $50k, granting the city an easement.
· Government contends that part is for easement, and part is for lost profits, relying on Raytheon.
· Court ruled that because there is great difficulty in apportioning between capital recovery and lost profits, etc., taxation can be delayed until the corp. disposes of the land.
· If we were to tax the settlement money now, their basis would remain whatever it was, and in the event of an ultimate sale, they may sustain a loss.
· This is different because:
· It is a partial disposition
· Here, it is impossible to know what of the recovery counts against basis. As such, it is hard to determine what tax is due, and so we will defer.
· System Default: When there is no good reason to do something else, in the case of partial disposition of an asset where the payment goes partly to basis and partly to income, just apply the payment to the basis (as much as possible), and tax upon later disposition.
· We then reduce AB by the amount received.


· Going back to 6(a), if we have FMV = 100, AB = 40, and UA = 60 with a loss of 40
· Without recovery (e.g. insurance), we apply this first to basis, so AB becomes 0, and you get a deduction for 40. If you sell for 60, you have a deduction for 40 and a gain of 60, so aggregate taxable gain of 20.
· Can only deduct uncompensated loss

Write these down in doing the next assignment:
Amount Realized
Adjusted Basis
Realized Gain
Cost of Replacement Property
AR – CR
Gain Recognized (under §1033)
Gain Not Recognized
AB
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If you use ratable recovery of cost, it always produces the same result.

When you have a deduction for loss, your basis is adjusted downward. As such, you cannot deduct losses beyond basis.

§1033 – Involuntary conversion:
	(a)(1) If converted into similar property, no gain recognized
· E.x. if you have oil pumped into your basement, and refuse to move back in and ultimately get a different property.
(a)(2) Otherwise, gain recognized only to the extent that amount realized exceeds cost of the replacement property.
· Basis in Replacement Property = Cost of Replacement Property – Unrecognized Gain
· Unrecognized Gain is the portion of Realized Gain not recognized due to expenditure on replacement property.
· Tax coming out of a transaction like this going into one’s pocket is called “to boot”
· Gain Recognized cannot exceed amount of Realized Gain

· §1033 governs exchange and roll-over non-recognition transactions
· §1031 governs exchanges that would be in kind, but also involve getting some money out, you tax the lesser of (a) the realized gain or (b) the cash (or non-qualifying property) coming out to boot.
· Hypo:
· FMV = 100, AB = 40
· 1) Exchanged solely for another property FMV = 100
· 2) Exchanged for another property FMV 70 and cash of 30
· 3) Ex. For property of $85 and cash of $15.
· WORK OUT ANSWERS.


March 6, 1009 (Notes from Kate Milligan)

3-6

Second of April class will not meet, no need to makeup the two classes in February, though might have to make it up that Friday, make it go later.
Will probably post 4 exchange non recognition things on the website and will post solutions
Fundamental aspects of basis recovery

Tax accounting
Outcome in Sanford and Brooks turns on the fact that we compute taxable income on the basis of annual accounting periods, basic premise is compute taxable income year by year.  for most tax payers the annual account period is an accounting year, for most businesses they operate on the basis of a fiscal year, operate on a date other than the 31st, basis of fixed annual accounting periods, have to have procedures for allocating income and expense to one accounting period or another, as a matter of tax terminology, any procedure that has the effect of allocating income or expense to one taxable year or another is a method of accounting, tax law is nothing more or less than allocating income.  Series of specialized accounting methods, two principle accounting methods, two general methods of accounting are the cash receipts and disbursements and the accrual method of accounting
441- Annual accounting
446- Methods of accounting
1.446- Cash accounting
451 Inclusion 
461 Deduction
1.446-1c1i(ii) definitions of cash disbursement and accrual method
Cash-items in income when received, deductions for where paid
Accrual Parroting 446
Accrual better than cash, but for individual hard to maintain the books
If you are on the cash method of accounting, expense in january, in accrual accounting all events occurred that fixed the right to receive payment, amounts of each are determined with reasonable accuracy.

	
	Outlay
	Receipt

	Clark
	Non Deductible
	Excludable

	Raytheon
	Ded
	Includable

	S&B
	1913-1916 Ded
	1920 Inc

	Dobson
	Ded Losses
	Includable



In the years they incurred expenses S&B was in an overall net loss period, so the deductions it took while formally reducing taxable income, reduced it from one negative number to a smaller negative number, the grievance was it didn’t benefit from prior deductions, but was being required to pay tax on the subsequent income.  Court was saying we can’t look to the prior taxable year to see how you should be treated in the current taxable year, that’s for congress.  Looks like Raytheon but a deduction in S&B and same in Dobs
Solution in net operating loss provision of 172
There are two statutory terms, net op loss carry back and carry over, third term, carry back in a way will explain and carry forward to be what the statute refers to as a carry over.

Tax Basis
Tax limited
Generally not limited as 2

Section 172
Most complication in 172b
172c defines a net operating loss
In general individuals do not generate net operating losses, they can in principle, can’t generate net operating loss through personal deductions, cannot generate a net operating loss, its primarily something created by business expense deductions and 172c defines as excess of deductions.  NOL means the excess of deductions allowed with modifications provided in subsection D.  Once you have a net operating loss, section 172a provides a deduction in any taxable year for the sum of the net operating loss carries over to such year and frequently say carry forwards to such year and carry backs to such year.  Have a loss year, year in which NOL is incurred and carry over years, extent to which loss may be carried back or forward.
172b1a, general rule is a net operating loss, net operating loss carry back to the 2 years proceding it and carry forward to the 20 years following the year of the loss, so that a net operating loss may be used against income from 22 other years.  It is a mechanism to allow losses to be applied against income for a long period of time, legislative response to outcome in Sanford and Brooks.  What makes 172b complicated is that there are for every situation, congress proceeded, small businesses get special operating loss carry back, historically 3 years but congress changed it by extending carryforward and shortening carry back.
Conceptually as long as you think there should be something like 172 in the statute, no reason why the loss carrying over couldn’t be unlimited backwards and forwards, which is why congress has a hard time saying no.  Other things that give rise to complications are that without an unlimited carry over, there are differences in the way in which losses expire.  Need a set of procedures, need a rule for determining which losses are used first, then you need to vintage the losses, creates complication in 172b and b1, basic rules are this, for given net operating loss, once the loss has arisen, has a general rule a loss must be carried first to the earliest year in the point of time to which it may be carried.  Extent not used up and so on, must be carried back to the earliest year and used up in the order in which income arises, must carry to earliest year then against subsequent years, principal exception is you can elect to.  Ordering rule complicates it and have to use earlier incurred losses first, a taxpayer friendly rule to minimize the chance the net operating loss will expire unused.  Carryback has same effect as carry forward.  

In 2004 you have income of 50K and assuming paid tax of 15K in that year at a 30% rate, in 2005, you have no income or loss, in 2006 you have a net loss of 100K, which for future reference going to break down into operating loss.  Loss year or the year in which the loss arose and 172b says this loss shall be a net operating loss carry back to each of the previous 2 years, and extent unused carried over to ensuing 20 years.  Produces NOL carryback 172a then tells you that NOL is allowable as a deduction expost in 2004.  Can use only 50K because only 50K of income, already paid taxes of 15K, net operating loss entitles you to a refund of the 15K, so this year 2006 when you file your return and claim net operating loss, file app for carry back and get 15K plus interest.  
On these facts in 2007 used 50K in 2004 and none of it in 2005, you now have an unused net operating loss carryover of 50K
If in 2007 you had a 25K net operating loss, so that as of the end of 2007 you had a 50K unused operating loss, plus 2007 net operating loss, when income arose in a later year, look carefully at 162 7 b, 2006 loss got used first, loss do to expire at an earlier point in time, you can take the loss from year 0 and use over a 22 year period.
Time limited formally, but congress responsive, not limited to subsequent income, if you’ve incurred a net operating loss that you carry back or forward, statute doesn’t pose any limit on source of income applied.  If had 172 available engaged in dredging and something else, NOL carry forward could be used for income from S&B other activity.  Word generally ought to be underscored doubly or triply.
Suppose you are a banking organization, before distressed generated sizeable NOL, say Wachovia before taken over had billion dollar accumulated NOL, suppose you’re wells fargo, are you going to take the existence of the NOL as figuring out how much its worth to you?
Whats the value of the NOL?  Wells fargo showing income now, can use most of the billion dollars, worth their marginal rate x billion dollars, probably worth 35 cents on the dollar.  Historically imposed controls on trafficking of NOLs, restriction, NOL of acquired corporation can only be used against subsequent income not pre or post taxable income.  When Wells Fargo acquired Wachovia and Bank of America acquired Merril Lynch, post acquisition of NOLs, waived the restrictions to pump liquidity into the system, those two get waived when financial distress is serious, and financial distress very serious right now.
	
	1930
	1931
	Recovery

	cost
	(50K)
	(50K)
	(50K)

	AR
	8400
	22K
	

	RL
	-41,600
	(28K)
	

	Proceeds Allocated
	23500
	6300
	15000

	
	-8400
	21500
	


Before the enactment of the securities act, national city corporation, crash hit sold 100 shares in 1930, sustained 41,600 loss, AR of 8400
Bought shares for 50 like bought for 35, in effect 15 is excluded from income, basis adjusted from 50 to 35 how do you treat the proceeds, they aggregate about 30K to the stock that has been sold, that 30K should be includable in income, the tax court said since they didn’t get any tax benefit from the losses in the prior years, the recovery should be excluded from income, stop and think about it, recovery of 30K attributable to losses sustained in 1930 and 1931, presumably deductible, recovery attributable to a prior deductible loss like Raytheon, but it turns out not just like Raytheon, like S&B because the tax payer Dobson sustained losses on these securities overall, all net loss year, even with the recovery of (50K) Dobson sustained losses.  Since they got no tax benefit from the prior losses they shouldn’t be required to include the recovery in gross income, SC reversed court of appeals and most of the opinion, most of the opinion is devoted to developing the history of the tax court
Held Dobson allowed to exclude because prior tax benefit wasn’t a benefit
Attempt to distinguish S&B
Section 111a, given a recovery attributable to a prior deduction ask the extent to which they recovered.  Extent to which it didn’t reduce taxes, to that extent the recovery is excludable, extent that, by so much as, as part of a deduction, if part reduced and part did not, to the extent it did, doesn’t look at amount of taxes reduced, subsequent exclusion with marginal rate, litigation over whether you should look at the amount.  
Treat cases that didn’t benefit from prior deduction section 111a 
Look at taxable income, not marginal rates, whether the change in taxable income from the prior deduction produced a tax benefit, if so its includable regardless of the rate, if not the recovery is excludable.  If already had a loss you can’t benefit on the tax benefit.  No trade or business requirement.  Not time limited.
Unification of Germany, comp to some taxpayers for the appropriation of property during WWII
In the case of the recovery how did the original deduction get treated
Net operating loss related to subsequent income or a reduction now producing a recovery later on, can both provisions apply to the same transaction and what happens when they do
Skipped over the problem on page 5, problem 3.3 the point is to say that individual deductions can’t generate a net operating loss.
Problem 3.2a on the top of page 6
Talking about what happens when have net operating loss carry over provision and tax benefit rule applying to the same transaction
100K loss 75K of other operating losses, and 25K bad debt look at section 166 specialized loss provision, 50K of the loss has been used from the carry back to 2004, 2007 0 income or loss, 2008, 40K of income of which 15K is the unexpected repayment of previously written off bad debt of the 25K.
Look at 111a, did the prior deduction reduce the amount of tax imposed by this chapter, no.  what’s the argument?  25K contributed to a NOL, ½ used and 50K remains unused.  Ask the question do you know if the 25K bad debt reduction reduced the taxes imposed the answer is I don’t know, because of the NOL 50 got used 50 not used, 50 that got used.  Look at the statute and lay out what the possibilities are.  111c says an increase in a carryover that hasn’t expired shall be treated as reducing the tax imposed by this chapter.  Says that in this case you have a carryover not expired, 15K must be included in income, because prior deduction is treated as having reduced the taxes.  
20 years came and went and never got used, that case is excluded by 111c prior deduction did not reduce the taxes in this chapter, statute excludes that possibility, NOL has been used in the year of recovery, not out case here, 100K of income, 50K would be used, 25K bad debt deduction would have reduced the taxes through the NOL carryover, 111c, third poss, carryover hasn’t expired and isn’t all used, unexpired as of 2008, NOL expired didn’t produce tax benefit.
Here NOL is unexpired and the statute says include the 15K in income, that’s what 111c says, this year 1 of 2 things must be the case, either as illustrated here, the NOL exceeds the amount of income this year, the income is 40, the unexpired carry period is 50, in that event when we include the 50 in income it is offset by the carry forward, though included in income the amount of tax it attracts is 0.  other possibility is the income this year is so large that the NOL entirely gets used this year.  Prior deduction has reduced the taxes imposed by this chapter, essentially 111c is a coordination rule, if unexpired carry forward include the tax benefit recovery in income, treat as having reduced the taxes and either entire NOL used up then right to include in income or NOL will offset this result so it makes no difference whether you included it in income.
In our case though included in income, company won’t pay any tax, if the aggregate income exceeds the amount of NOL, then entire NOL will have been used up this year.  
11c is a coordination rule

			Accrual Cash
III01 12/26 311 	14K
12/25 Payable 		2100
1/3 Received 			14K
1/6 Pay			2100
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· Net operating loss is used in current year if possible.
· If it is used up, it has been deducted against income under §172(a), and thus the deductions have been offset by other income.
· Second possibility: 20 years have come and gone and the Net Operating Loss has expired unused.
· To the extent that the NOL exceeds what is used, it has not reduced the taxes imposed.
· §111(c) states that an increase in carryover that hasn’t expired shall be treated as reducing the tax imposed, meaning that it is included in income.

Notes:
· Everything to date in unit 3 is a long extrapolation of the relationship between an outlay in year one and a recovery in year 2.
· No deduction in year of outlay, then recovery is excludable
· If outlay was deductable, recovery is includable.
· What if you have a recovery over time for something that was not entirely deducted, and not entirely taxed?
· Looked at uncompensated losses (just a deduction, no recovery)
· Brief intro to non-recognition.
· Recovery in excess of outlay.
· Problem in Andrews 105:
· Medical expenses are not included.
· Loss of wages included in income.
· Lost future earnings are discounted to present value. We’ll get to this later in the semester.
· Possibility 1: tax the entire lump sum (say 30%).
· This, however, becomes very complex. 
· With 120k, after tax is left w/ 84, which becomes adjusted basis. If you tax 
· This becomes too onerous, as the beneficiary ends up with less money than had they earned it directly.
· Possibility 2: Exclude it from income, and tax the gains, as well as a pro-rata of the recovery. Thus, if we assume an interest rate s.t. recovery has an ultimate value of 200k in 20 years, then we tax 1/20 of the 200k each year, or 10k yearly.
· RESULT: THERE IS NO GOOD ANSWER.
· Pain & Suffering is not taxable, as this is an attribute that is considered to be inherent in life.

Also:
· 104(a)(2) excludes damages received from suit or payment, whether as lump sum or in periodic payments.
· Assume a municipality has injured someone, and offers:
· 10k/year for 20 years; or
· 120k now (discount rate of 5.5%)
· In pure financial terms, the municipality is indifferent to this.
· In advising someone re: tax law, you get to exclude the award regardless of the form in which you take it, and thus you do not pay tax on the additional 80k that you would receive.
· Things like defamation are tort or tort-like, and thus are excludable under 104(a)(2). 
· Congress amended the statute in the early 90s, s.t. it only applies to physical injuries or sickness (emotional distress and dignitary torts do not qualify).
· Punitive damages are NOT excludable under 104(a)(2)
· Other sections of note:
· §213(a) – basic provision allowing deduction for medical expenses not compensated for by insurance or otherwise, to the extent that the exceed 7.5% of AGI.
· §106 – Allows employees to exclude the cost of employer-provided accident/health insurance.
· This is a HUGE exclusion – to the avail of $10-20B/yr
· §105(a-b)
· (a) Benefits to employee under employer-provided plan are included in income.
· (b) Except in the case of amounts attributable to §213 (reimbursements for medical expenses are excludable).
· §104(a)(2) – If something is reimbursed directly, you can exclude under 104(a)(2), and medical expenses under §213 are then non-deductible.
· §125


March 19, 2009

At the end of the section, we will look at annuities and mortality gains and losses.

· Someone puts some amount of money in a bank (say $5k), and they get a certain interest rate (say 10%).
	Year
	Starting
	Interest
	Ending

	1
	5000
	500
	5500

	2
	5500
	550
	6050

	3
	6050
	605
	6655


· The interest compounds (you get interest on the interest, and so the amount of interest increases each period.
· Formula for annually compounded interest is P (1+r)n, where P is the principal (initial deposit), r is the interest rate and n is the number of years.
· Future Value (FV) = P (1+r)n
· Given the above, you can solve for any one of these given the other three.
· Egtvedt – Made a payment of $100k for an annuity for a fixed amount, and upon his death any amount less than $100k to be paid to his wife.
· Yearly annuity payments of $4884
· Rule at the time required him to include 3% of the amount paid into the annuity ($100k * 0.03 = $3k) out of the amount paid to him from the annuity.
· P wanted cost-recovery accounting (taxed on payments after his basis is paid back to him).
· A previous version of this statute called for cost-recovery accounting
· Congress abandoned this because it gave people too great an incentive to use annuities which (a) was expensive for the treasury and (b) was unfair to other financial institutions.
· The court said no.
· The problems with the 3% rule:
· He doesn’t recovery the right portion of his basis because (a) the rate of return is arbitrary and (b) his ultimate untaxed recovery from this contract is likely to be considerably below his basis. Thus, he is taxed too much.
· This would now  be governed by §72
· (a) except as otherwise provided, gross income include any amount received as an annuity under an annuity or live insurance contract.
· (b) gross income excludes the ratio of Amount Invested / Expected Return
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Installment Payments under an Annuity

I = Investment in Contract (cost – amounts received under contract)
R = Expected Return
E = Exclusion Ratio (Percent of each payment that you get to exclude
---
R = Expected Number of Payments * Amt of Each Payment
I = Adjusted Basis (we don’t appear to adjust this for each subsequent year)

E = I/R



§72(e)
Payments Under Annuity for Life

Same formula, but expected number of payments is determined by table VI on p. 1048
· Use of gender-differentiated mortality tables for tax purposes is prohibited by the civil rights act.


Consider a Deferred Annuity Contract (annuitized some time after it has been purchased)
· Two Types:
· Periodic Deposit Deferred Annuity
· Single Premium Deferred Annuity
· During the accumulation period, it’s treated like any other investment. 
· If you don’t withdraw anything, you aren’t taxed on anything.


Under §72(b)(2-4), Unrecovered Investment in K is excludable from gross income, treated as a deduction (e.g. business loss).


· Refer back to an attachment to Unit II re: a life insurance policy.
· How do you treat the premiums?
· Cannot deduct (§264(a)(1))
· How do you treat the death benefits?
· Exclude from income under §101(a)
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GIFTS AND BEQUESTS

What is a gift? – All we’re talking about is income taxation of gifts. We’re not talking about Federal wealth transfer taxes such as the (a) Gift Tax (up to about $14k transferred without cost), (b) Estate Tax (tax on transfers at death; highly controversial; its repeal is looming), and (c) Generation Skipping Transfer Tax.
· Gift of $10k from A to B. Excludable income under §102(a).
· Gross income does not include “gift, bequest, devise, inheritance”
· A transfers property to T, a trustee, with instructions that income is to be paid to B for 7 years, after which the remainder will be distributed to C.
· Trusts are generally private consensual arrangements
· Trustee has a legal interest in the property.
· Trusts can be revocable or irrevocable.
· Income Tax focuses on Grantor Trusts. 
· Plain vanilla revocable trusts have no income or gift tax consequences.
· Irrevocable trusts:
· Required to distribute all income currently, not permitted to distribute corpus except on distribution (simple trusts)
· All income taxed to the beneficiaries, not to the trust.
· Complex trusts (pretty much everything else).
· In general, irrevocable trust is a separately taxable entity, unless it falls under the grantor trust rules.
· Governed by rules in Subchapter J, starting §641.
· Income of a trust under Subchapter J is taxable to the trust, or to the beneficiaries thereof, but not to both.
· Thus, computes its income pretty much like any individual, but has a special deduction for income distributed to beneficiaries.
· Because B has received the trust income as a gift, can B exclude the income?
· Gavitt requires that B include the income.
· P argues that all he has received is an interest.
· Holmes replies that the income must be included, and that all B received was the income not the corpus.
· Codified in §102.
· Thus, at the end, C will be taxed on nothing.
· Underlying principle: Gift itself is tax-paid. The income from it is not, thus it must be taxed.
· Gifts are generally in a family setting. We are only going to tax things once. We tax what is already tax-paid to the transferor by not allowing an exclusion.
· If A wanted to split the tax between B and C, A could have split the amount putting B’s interest in an annuity, and making C pay tax on the income from C’s portion. Thus the payments to B would remain the same, and B’s tax liability would be reduced.
· Transfer by gift is not a realization event, so §1001(a) does not apply. A has no gain realized on the transfer. B gets to exclude the value of the gift from income. What, however, happens when B turns around and sells?
· B’s adjusted basis is the same as A’s adjusted basis
· Governed by §7701 – Transferred basis, determined in whole or part by basis or transferor.
· There was a question as to whether it is constitutional to tax B on gain while under A’s control. SCOTUS found that it is.
· Thus, B takes on the tax liability for any appreciation or depreciation while in A’s hands.
· Suppose at time of transfer, FMV is $9k, and A’s adjusted basis is $10k.
· §1015(a): Property acquired by gift has basis of: SPLIT BASIS RULE
· For Gain purposes, the basis of the grantor.
· For purposes of loss, the lower of the FMV at time of transfer and the AB of the grantor.
· Suppose after transfer there is a sale for $15k
· Gain, so AB is the carryover  basis, so realized gain is $5k.
· Suppose sale for $6k
· It’s a loss, so use FMV, so loss is $3k.
· Suppose you sell for $9300
· Using the loss basis, you get a loss and using the gain basis, you get a loss.
· In this case, you have no gain or loss.
· Moral: Don’t give away property at a loss, as the loss will not be recognized. Thus, you should sell it, take the loss, and give the proceeds away.
· Note that if you give it away to charity, you can only take a deduction for the FMV.
· Loss you can deduct: §165
· Trade / Business
· Transactions for Profit
· Casualty Losses
· Early (147)
· §273 You cannot amortize the “cost” of your interest in an estate, because you have not actually paid anything in the case of receipt by gift.
· Variation: A buys a bond for $10k, and transfers the gift by bond to D:
· No tax consequence to A
· D can claim that D received the bond by gift.
· D can claim to have received the coupons from the bond by gift, but §102(b) forces the coupons to be included in income, and the recovery of the paid-in principal is the realization of a gift.
· Under §1001(a), this is a disposition of property, constituting a realization event with the amount realized is $10k. The AB is $10k through carryover, and thus no income.
· From a Practical Perspective: VERY IMPORTANT
· A buys stock for $10, it goes up in value to $12,500, A dies and it’s transferred to B. B sells for $14k.
· Under §1014, you can elect to For purposes of the transfer
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· Basic notion is that what isn’t taxed to the transferor is taxed to the transferee. (§102(b))
· Transferor gets no deduction
· Transferee gets to exclude
· Transferee pays all taxes on income.
· Split Basis Rule
· For disposition of a gain, use carryover basis (§1015)
· For disposition of a loss, use lesser of carryover basis and market value at time of transfer (§1015)
· For disposition with value between the above two bases, no gain or loss.
· Appreciation in property held by decedent at time of death goes away – basis is stepped up to value at time of death. (§1014) Same is true of unrealized depreciation.
· Problems, p. 156:
· 1: §2035 draws any gifts within 3 years of death back into estate for estate tax purposes.
· B’s basis is the FMV at A’s death, not the value at time of transfer. 
· Estate Tax and Gift Tax
· Lifetime taxable gifts accumulated with amount of taxable estate at death for purposes for seeing how much is exempt. 
· 2: No split basis rule in 1014. $600 is AB for all purposes if transferred as part of estate at death.
· Exceptions to stepped up basis rule:
· Does not apply to annuities under §1014(b)(9)(A).
· Does not apply to any income in respect to a decedent (IRD), governed by §691.
· Generally, taken to be a matured, but uncollected, right to receive income held by the decedent at TOD under §1014(c)
· 3: No basis step up under §1014(c), so take initial basis of zero. Thus, $9,500 included for income.
· Note that this is being subject to both estate tax and income tax.
· §1014(e) bars stepped up basis for any transfer to decedent within one year of death for things that are passed upstream as a means for upping basis to decedent.
· Consider an asset with an AB of 0, and FMV of $25. If tax rate = 20% and estate tax rate is 50%.
· If you sell property and then die, amount realized is $25, tax is $5, and individual would have $20 left, or $10 after tax.
· If they held the asset till death, AB is stepped up to $25, if executor sells, gain is $0, no income tax, and so after estate tax, they are left with $12.5.
· Note that this goes up by $2.5, which reflects the exclusion of the income taxed portion from the estate tax.
· What’s a gift part 1?
· P. 164-170 – Gratuitous things that arrive from outside the family. 
· Washburn (164) – gratuitous gift from game show where she did nothing to do for it. After Glenshaw Glass, this would have come out the other way. In addition, Congress intervened to deal with questions like this.
· Looking at §74(a), income includes prizes and awards, except:
· (b) exempts awards in recognition of religious, charitable, scientific, education, etc. that are transferred to a charity.
· Hornung tried to squeeze an award for being a superbowl MVP into this. Court refused. 
· Duberstein (171)
· D did business with B, who out of gratitude and unexpectedly sent D a car.
· B took a business expense deduction
· Tax court found that transfer was not a gift under prevailing precedent, and thus is includable.
· 6th Cir. Reversed.
· Stanton got money similar to severance pay and released any claims (no evidence of any) against employer.
· SDNY ruled that it was a gift.
· Court of appeals reversed.
· SCOTUS took both cases and consolidated them here.
· There are things being transferred somewhat gratuitously in contexts that have business overtones.
· Issue: Should they be treated as compensatory or gifts?
· Government asked SCOTUS to:
· Clarify that gift status is function of the transferor.
· If transferor take deduction as business expense, it cannot be excluded.
· Payments in compensatory setting (employer -> employee) should be per se includable.
· SCOTUS declined.
· Court says that a gift is something that in large is motivated by detached and disinterested generosity. 
· In general, question to be resolved by the trier of fact based on all circumstances.
· Clearly erroneous standard of review.
· Estate of Sydney Carter (191)
· Hourly non-partner employee of Solomon Bros.
· When he died, Solomon made a payment of about $5k to his wife.
· Question is whether this is a gift.
· Tax court found not a gift.
· Went to 2d Court.
· Friendly traces the jurisprudence following Duberstein, and found that the tax court increasingly found that payments to widows were includable. Further there was a trend in the circuits to reverse these.
· Claims that had she had the funds to go to a district court, she would have won.
· Under the clearly erroneous rule, we would have upheld that
· Thus, D wins.
· There’s another case that allowed Solomon to get a deduction for the payment.
· Congress responded by incorporating by statute that (§274(b) and 102(c)):
· Read both carefully.
· Premise of gift exclusion is that it will be tax-paid by someone.
· Looking at §274(b), it basically says that no deduction will be allowed under §162 or §212 for any amount excludable from the income of the recipient as a gift.
· It seems the primary determination is how it is treated toward the recipient.
· Turns, however, on how the transferor characterizes the transfer (as determined by whether they take the deduction).
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· Congress responded to Carter (191) with §274(b)(1)
· No deduction allowed for any expense for gifts made to any individual if same is excludable under §102.
· Small transfers from employers to employees are excludable as de minimis fringe benefits under §102.
· If you’re not an employee, fringe benefits don’t apply.
· Note, however, that the Rev Rule associated with Gotcher, employment interview expenses/trips/etc. are excluded. Things like bags, etc. may be excluded.
· This allows the donor to effectively choose if the gift is taxable.
· 274 doesn’t cover the issue in Stanton, because the church is a tax-exempt organization.
· Also, 102(c) excludes transfers in compensatory income from exclusion as a gift.
· Other exclusions may apply.
· General question of if something is a gift is handled by whether it was motivated by detached generosity, and where the donor is not taking a business deduction.
· Harris (196)
· Did young paramour have reason to know that gifts from older suitor should be included in income.
· Court found not enough foundation for a criminal trial.
· HYPO: Suppose B transfers $5k in appreciated property to A for the relinquishment by A of personal rights. 
· Is this a realization event to B? Yes, and B realizes $5k (as it’s what B paid).
· A’s basis in the assets is $5k.
· Davis – couple gets divorced in a common law jurisdiction. Husband transfers $82k worth of stock in return for relinquishment of personal rights stemming from fact that they had been married.
· SCOTUS found that this is not a transfer by gift, so D left to argue two things:
· If they lived in a jurisdiction where marital property is owned by both of them, then transfer to the wife is non-taxable division of the property.
· Found that this was not such a communal jurisdiction.
· Should not be a realization event under §1001(a), because unable to put a value on what she gave up.
· Found that when you have an exchange of interests that are hard to value, if it is arms length, sides are deemed to agree that both things are of equal value, and then you value the easier one and deem both to have that value.
· Held: This is a realization event for Mr. Davis, and the gain should be taxed.
· Farid-es-Sultaneh (157)
· Husband transferred a number of shares to D, some before and some after marriage.
· Gift for purposes of income tax is not the same for gift tax purposes.
· Held: This was a purchase by D of the stock
· She takes a cost-basis for the stock under §1012.
· It seems that transferor is required to include the transaction as income, but the recipient does not.
· Following Davis, Congress enacted §1041.
· Note that this does not incorporate the split basis rule from §1015.
· Given §1041, Farid… would likely come out the same because at least part of the transfer happened before the marriage.
· Alimony taxed to recipient, not transferor (§71, 215)
· Child support taxable to transferor.

Next Unit is on Cancelation of Indebtedness Income
· First Principle: Under income tax, proceeds of borrowing not includable in income.
· The flip side is that the repayment of a loan is not deductable.
· With respect to interest, it is generally deductable under §163 (subject to limitations, including that personal interest is generally not deductable except for housing interest)
· Corollary: If you are relieved of a liability other than by payment, the cancelation of debt has improved your net worth, and is includable (§161)
· Kirby Lumber – Issued bonds, and price of bonds in marketplace went down.
· They bought back some bonds, and retired its debt at a discount. 
· Discharge of indebtedness was taxable.
· Considering §108(a), which has a complicated set of exceptions to the cancelation of indebtedness rule.
· Can exclude if in bankruptcy.
· Extracts a price for using the exception in (b). It reduces various things that would allow for future tax benefit (e.g. basis, carryovers, etc.).
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Cancelation of Indebtedness Rules (COD Rules)
· Generally, COD is included in income under §61, §61(a)(12)
· Exceptions under §108.
· E.g. in the case of COD in bankruptcy or due to insolvency.
· If you use this provision, you must reduce §108(b)(2):
· Net Operating Loss Carry-forwards
· Capital Loss Carryovers
· Basis
· There is (I think) the option to deduct from basis first.
· Acquisition Indebtedness on Real Property excludable under §108(a)(1)(d), with the penalty under §108(c) being a reduction in the basis of depreciable property.
· 108(e) controls exclusions.
· 108(e)(5) says that debt of purchaser of property to the seller of same, which arose out of the purchase of same, when reduced under any circumstances it constitutes a purchase price reduction.
· Thus, it treats you ex post as if you had bought the property for the new price.
· 108 (a)(1)(E)
· Allows for an exclusion from gross income of discharge of qualified principal residence indebtedness before 2010, and reduces the basis in the home. 
· 108(f)
· Exclusion for discharge of student loans, under certain circumstances. 
· This is an outlier – it doesn’t take back the benefit.
· Also, it now applies to cases where a law school refinances a student loan with the intention of later forgiving part of it, excluding forgiveness for working for the educational institution.
· 108(e)(2) No income will be realized for COD where payment of the debt would have been a deduction.
· Thus if a debt is forgiven and the interest is otherwise deductable (e.g. a mortgage), the interest amount is excludable from gross income.
· This applies irrespective of your itemization status.
· 1.3 Question from Assignment sheet:
· Second loan is a personal loan, so interest not deductable.
· In the case of the loan for the kitchen, it may have been qualified residence income.
· Zarin (296)
· Gambler, doing so on credit.
· Took the form of his signing IOUs (Marks), and in return he got chips. 
· He gambled heavily, and his activities egged other people on s.t. the casino was happy to extend him the credit.
· The debts were not legally enforceable, and he compromised his $3M in debt for a $500k payment.
· Question is whether the $2.5M or so of forgiven debt was properly includable in his income.
· Two things complicate what’s going on:
· Treatment of gambling losses: §165(d) – gambling losses deductible only to the extent of gambling winnings.
· One dissent argued that this should be treated as gambling winnings and losses, and thus should cancel out.
· One dissent argued that he actually bought chips, which are property, and so you could look at this as retroactive purchase price adjustment.
· Decision in the tax court was that the two dissent’s don’t hold, and thus the COD is taxable.
· Third Circuit
· Didn’t want to deal with the tax court’s aruments.
· Note that debt was unenforceable under NJ law.
· Thus, there was a disputed liability, and the only obligation to pay was the agreement amount.
· Thus, no income due to COD.

Review:
· A buys whiteacre for $100k.
· No tax consequence.
· Basis is 100k.
· A sells for 100k.
· Applicable provision is 1001(a).
· Realized Gain = Amount Realized – Basis = 0

· A buys Blackacre for $100k.
· Blackacre is improved, and is depreciable.
· Holds it for rental operations for 5 years, and takes deductions for depreciation of the property for $40k.
· A’s Adjusted basis is $60k.
· If A sells for $100k, RG = $60k.

· A buys Whiteacre (WA) for $100k, which A borrows.
· No tax consequences.
· A sells WA for $100k and repays the loan. 

· A borrows $100k, and buys Blackacre.
· No tax consequences.
· Basis is 100k.
· A sells Blackacre at the end of 5 years and repays the loan.
· What is the tax consequence?

N.Am. Oil. (307) – PREVIEW
· Dispute about ownership of property.
· Put into receivership, and income is generated.
· Court takes out of receivership, and income distributed to recipients.
· Dissolution of receivership is in dispute, and is later settled.
· Question is what year was the income taxable?
· Court held that it is taxable in the year that D had received it under unrestricted and unqualified claim of right.

Lewis
· SCOTUS application of claim of right for man you received a bonus, paid income on it.
· Employer realized miscalculation, and required him to pay it back.
· Employee wanted to amend the his previous return.
· SCOTUS held that must take a deduction in the year it was paid back.
· Congress responded with §1341, where D is allowed the benefit of the higher of the rates of the year originally included in income, or the year where the offset is taken.


April 7, 2009

2 parts.
2 hours, 30-40 multiple choice parts.
75-90min, essay. No writing for the first 30 min. 
Previous final exam questions are up.  Note that some of them cover material that we may not, specifically stock options. Dispositions of encumbered property is another.

One cardinal rule about examinations: Whenever he writes an exam, he does so for the course that he taught. No material that hasn’t been taught.

Claims of Right
North American Oil (307)
Lewis (309)
Question is whether if someone has a claim of right taxable in one year, and has an adjustment thereto in a prior year, can they take the older rate for the deduction? Now, under §1341, you get the better of the rates from the current or the year of the income.

Two opposing patterns:
· If you borrow, we exclude from income and you don’t get a deduction for repayment
· If you don’t know that you have to repay it, you have to pay taxes on it.

How are these consistent? 
· First, in a consensual  borrowing, you pay interest on the loan.
· As for federal income tax purposes, you cannot get away without charging interest on a loan.
· Thus, the interest seems to effectively adjust the timing of the receipt for the time-value of the money.

This gets interesting regarding embezzlement, as embezzlers usually (start of) intend to pay back the money.
SCOTUS has essentially decided that embezzlement is taxable.
READ THROUGH COLLINS AS A GOOD HISTORY CASE.

Collins
Court says that maybe he in good faith intends to pay off what he owes, it is three times his salary, the chances of him doing so is small, and so the claim of right approach is correct, but he’s not treated as if it was a claim of right. As it is unlikely that he will pay it back, he must pay tax on the amount.



UNIT VI

Some of this is review.

VI-1 
· Corporate distributions.
· Stock splits, etc. excludable under 305(a)
· Distributions of property (real distributions)
· Generally taxable if not a return of capital.
· §301, 317, 316
· Work out the problems on corporate distribution mechanics.

VI-2
· Suppose you get a CD, where you get 10% interest for each of 7 years, where if you withdraw early your interest is retroactively dialed back to 8.5%, and you pay a $100 fee.
· Given that (a) you cannot withdraw without penalty, and (b) nevertheless the bank is crediting you 10% each year, should you be required to include the interest in income as it accrues?
· Under §1.451, something is properly included in the year in which it is received, unless it is not constructively received.
· Under §1.451-2(a), you are treated as having constructively received it unless the penalty is very high, and so under the regs you are considered to have constructively received the interest.
· If you surrender early, you are allowed a deduction of the loss above the line.

VI-3
· Annuities
· Exception to general annuities rules is where the contract is entered into, someone pays into it until a certain point it time (e.g. age 65), and then it starts paying out. This is a Deferred Annuity.
· Note, all states require that someone entering into such a K can, subject to reasonable surrender charge, get out their principal plus interest at any time.
· Thus, you don’t have to annuitize the contract.
· Also, there are Single Preferred Annuity Contracts (life insurance).
· Because you don’t have to annuitize, this looks an awful lot like a savings deposit.
· Question: How is this taxed? See §72(e)
· Does not apply to amounts received after the contract is annuitized, which are governed under 72(b), or death benefits.
· It generally applies to other aperiodic withdrawals from annuity contracts of life insurance policies.
· Note that this only applies to amounts received.
· Thus, if you do not withdraw, there is no provision that requires you to include anything in gross income.
· Note that given this, there is untaxed gain in the contract.
· When a withdrawal occurs, there are two possibilities:
· Old §72(e) – 72(e)(5)
· If applicable, amount included in gross income to the extent it exceeds the investment in the contract (adjusted basis).
· Thus, each withdrawal decreases your investment n the contract.
· This is cost-recovery accounting.
· New §72(e) - 72(e)(2)
· Stepping back from the statute, this says that withdrawal is allocated first to gain.
· If applicable, aperiodic payments after annuity start date are included fully in income.
· Payments before the start date are treated as income to the extent that you have gain, and otherwise are treated as a recovery of basis.
· Exclusion ratio applies somehow 
· Note §72(e)(4)(C)
·  Transfer of an annuity by gift, the transferor is taxed on the realized gain. 
· Transferee gets basis stepped up to real market value.
· Question III-4 on p. VI-3 is a good thing to work out presently.
· This will be basically everything we need to know about annuity contracts.
· Question III-5
· Can elect the amount of insurance, and any remaining value in the account will roll over to the next year.
· The Table 1 cost for a 30y/o is $0.96 per $1000 of coverage. Under this, $5M of coverage is about $4500. 
· If all that happens is that this remains in effect for one year, no tax consequences for maintaining the K.
· What happens if the insured withdraws $55k at the end of the year?
· What part of 72(e) applies?
· It turns out that old 72(e) applies if this is a life insurance contract.
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· Consider an investment into which you put $1m, and take out $55k each year for life insurance.
· Leaving the earnings on deposit, nothing is included in income under §72(e).
· At the end of the day, if you die you’ve used up all your interest paying the life insurance premiums, and so your beneficiary gets the proceeds of the insurance plus your investment, all tax free.
· Treatment of the withdrawals is under old 72(e) (basis-first)
· Why is the cost of term insurance not considered to be a withdrawal?
· Not entirely clear. Review with SIMS.
· Review
· Interest taxed as it accrues:
· Bank accounts
· CDs
· Favorable:
· Annuities (gain-first)
· Life Insurance (withdrawals taxed on basis-first, and no tax if death benefit)
· Municipal Bonds: Return in nature of interest, under 103(a) it is excludable from income.
· Suppose you have a MUNI, which excludes income. Note that the higher your tax rate, the higher the benefit.
· Question:
· You have an instrument where a bank guarantees you $10k 7 years from now, where prevailing market rate is 10%. You’d pay about 5130 (the present value) for this zero-coupon bond. 
· Structured in this way, it looks a lot like a bank account, but also looks like a deferred annuity contract.
· History:
· Before 1954, a bond of this sort was not taxed until surrender or sale, at which point it is taxed on the gain (or, possibly, the loss).
· In 1954, they added to the code that this could not be treated as a capital gain, but was ordinary income.
· This is tax-preferred (compared to a bank account), as the delay in taxation allows your dividends to increase your interim earning power.
· This is problematic because most businesses use accrual accounting, and taxpayers are cash accounting. As such, the businesses get to deduct the interest as it accrued, and the holders did not have to pay on it until redemption.
· In 1969 Congress called a halt.
· Took the total interest over time, and divided it by the number of years. This is a pro-rata rule.
· Now, compared to a bank account, this is disadvantageous, and so the market for it dried up.
· This also included §163(e), forcing issuers’ interest deductions to match holders’.
· In 1979 or so corps started selling these again in droves. They started selling like hotcakes to charities and other exempt organizations (pension trusts, universities, etc.). This allowed issuers to accelerate deduction, and the charities weren’t taxed, so didn’t care. 
· The present rule is §1272(a).
· 1272(a)(1) – includes daily ratable allocation. This covers the principle that they can change hands at any time. 
· Accrual period for a debt instrument is selected by the issuer, subject to:
· (i) cannot be longer than a year.
· (ii) each payment of interest must fall on the first or last day of an accrual period.
· Typically the interest is paid semi-annually. 
· (a)(3) – Basically, these are treated exactly as a bank account – increase is (adjusted price * yield to maturity).
· Adjusted issue price = issue price + all adjustments under the statute.
· Yield to Maturity = the effective interest rate.
· Note that if you separate a bond from its coupons, your basis is in the bond. As such, selling the coupons allows you to realize a loss as well as recouping some of the purchase price, and retaining the bond.
· This is known as a coupon-stripping transaction. The problem is that the conventional account of the bond – that the coupons are all income and the bond is all basis – effectively misallocates the basis. 
· If you buy a stripped bond, it seems clear that you should be taxed as if it were a zero coupon bond (rated like a bank account)
· If you buy just the coupons, you could treat them as withdrawals from a bank account that will zero the account over the term. Thus, under this scheme the coupon bearer would pay tax on the coupon face amount minus the amount taxed for the bond-holder.
· Thus, the bond is actually taxed using accrual taxation. 
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Unit 3 focused on deductions that were related to recovery of cost.
Unit 6 in some way reflects on the income side. All receipts are either income or basis deductions.

· There is a reason he uses a basic bank account is that it is not only common, but has parallels to almost every taxable instrument. Consider CDs, where you have to pay interest as it accrues. Similarly, it provides a handy baseline for looking at tax-favored instruments.
· Annuities have a surrender charged under §72(g), suggesting that they are tax-preferred. 
· Bonds are arguably tax-neutral (like a bank account). They used to be treated as preferred, but not so much anymore.
· Life insurance can be structured to look very much like other investments. 
· The caveat here is that as long, under §7702 (??) , as you keep enough of a death benefit, you can take money out in a basis-first method, and any death benefits are untaxed.
· In principle we could have things that are tax disfavored, but there’s no constituency pushing for that.
· It does, however, occasionally happen. E.g. pure discount bonds when they were taxed using ratable accrual.
· Under existing law:
· §1262(a), you have present value (usually issue price, in first year), and redemption price. You can observe the duration. Present Value = PV = Final Value / (1+yield)duration = FV/(1+r)n
· I didn’t write down all his math, as I assume you can do simple algebra and solve for any of the above variables.
· The statute tells you to find the yield to maturity, and use that in determining the amount of accrual to be taxed. Note that you must then add that taxed accrual amount to basis.
· Comparing this to a bank account with the same yield and initial deposit, the amount taxed yearly (assuming tax paid out of pocket and not out of the account) is identical.
· So, what’s going on with a zero-coupon bond?
· If you separate the underlying bond from the coupons, we treat the detached bond as a zero-coupon bond as above. Adding up the present values of the coupons, we find that (before any redemptions, time passed, etc.) their present value is the difference between the bond’s face value and the detached bond’s present value. 
· Thus, as the bond with coupons together would have taxable interest of the face value of each coupon upon redemption of same ($1000 in his example), treating the coupons alone, their taxable amount upon redemption is the difference between their face value and the amount taxed from the accrual of the separate bond.
· Note that taxable portion of the coupons starts high and ends low, and with the detached bond, the opposite is true.
· Separating each individual coupon, looking at the handout “Interest on Debt (Seven-Year History)” we have the values of each coupon laid out.
· Using the Present Value formula above, you get the values he laid out.
· Looking at the next page, it may get interesting when you move to the second year.
· One coupon has gone away, and time has moved forward by a year.
· Thus, you are discounting every coupon for one year less, and what was originally the second now is valued as if it were the first coupon. As such, effectively the last coupon is the one that disappeared.
· Thus, each coupon effectively accrues interest at the given rate until its time of redemption.
· Under §1272(a), each instrument is taxed separately as pure discount obligation with the property that the aggregate amount accruing each year added to basis.
· Looking at the IRA spreadsheet:
· Note that Interest after tax = Interest Pre tax (1-Tax Rate)
· IAT = IPT (1-r)
· Contributions to a traditional IRA are deductible under §219. Treatment of contributions after in an IRA is governed under §408.
· Under 408(e), an IRA is exempt from tax as an entity. However, withdrawals from the IRA are includable under 408(d).
· Taxable under §72, but given nothing in an IRA has been taxed, it is a zero-basis asset, and so taxed on everything.
· This is pure tax-deferral.
· Roth IRA governed under 408A
· No deductions for anything going into an IRA.
· Afterwards, no tax consequences to anything else that happens to an Roth IRA.
· First, observe that (assuming the same tax rate, which we’re doing for analytical purposes) the outcome in a traditional and Roth IRA are identical.
· Policy question: 
· Suppose that we have a tax system like ours except that all savings could be put into an IRA (no contribution limit), what would we be taxing? Consumption. This is a “cash flow consumption tax”.
· Suppose we only had a Roth IRA with no limits, we would effectively be taxing labor (wages). 
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Most of the time today will be spent on personal deductions (principal, interest, casualty losses)

We then turn to the more important stuff – treatment of business expenses, and the difference between current and capital expenses.

· Generally a basic tax course has a long section on deductions. He’s interspersed it throughout the course.
· Roughly, you can divide all deductions into non-deductable person/family living expenses (§262), and capital/business expenses (§212/§162). 
· This is the Business/Personal borderline.
· Involves things like childcare expenses, clothing for work that would not otherwise be purchased, business travel, etc.
· Largely along the lines of §132, differentiating income and working conditions.
· E.g. Child Care is a personal expense, but have a credit under 21 and exclusion of employer care under 129.
· Likewise, no clear distinction between business meals.
· Only get to deduct 50% of business meals under §274.
· Note the Hansis case
· Allowance for deduction for trades away from home in pursuit of trade/business.
· Are rental expenses in another city while away from spouse for summer deductable – NO.
· 162-5 allows deductibility of educational expenses. Only those taken to maintain skills in existing job, to meet minimal requirements of employer to meet existing job.
· Likewise, things to qualify you for a new trade or business (e.g. law school) are not deductable.
· Second major distinction: Current/Capital - Capitalization requirement of §263 – no deduction for amounts paid out for new buildings or permanent improvements to increase value of an estate. 
· Involved any time you purchase a durable asset
· Current expenses are those whose value are used up at the time they are purchased, and are generally deductable at the time they are incurred.  (§162/§212)
· Also, there are things that typically would be considered as personal expenses, but due to a specific allowance for deduction are deductable, referred to as Personal expenses (capital P).
· For our purposes, the important part here is the interest deduction.
· The worlds doesn’t have a perfect conception of how interest should be treated for income tax purposes.


· §265 – (Rev Proc. on casebook p. 445)
· Question on Assignment p. 2 (Q. VII-B-1-a)
	
	A
	B
	C

	Interest Income
	$700.00
	$700.00
	$700.00

	Gross Income
	NA
	$700.00
	$0.00

	Interest paid for loan
	-$1,000.00
	-$1,000.00
	-$1,000.00

	Pretax Income
	NA
	-$300.00
	-$1,000.00

	Tax Savings
	NA
	$105.00
	$350.00

	After Tax Profit
	-$300.00
	-$195.00
	$50.00


· This is effectively tax arbitrage. You are borrowing, deducting it under §163, and then investing in something that produces interest that is excludable from gross income.
· The combination of the deductibility of the interest on the debt with the excludability of the interest income turns a pre-tax loss into a post-tax profit.
· This is covered by §265(a)(2), no deduction for indebtedness used to pay for tax exempt bonds.
· Procedures to determine how debt is allocable to things. If you indebtedness taken out for a trade or interest or a house, will not trace the interest back to the munis.
· If, however, you borrow to buy some other portfolio investment, will trace some of the proceeds back to the munis, thereby disallowing the deduction for that portion of the interest.
· Thus, payment of interest on indebtedness is treated as economic accrual of interest.
· 265 stops you from borrowing with interest under economic accrual, and then investing in tax-favored assets.
· Yaeger (450)
· This guy traded stocks for himself and was very successful.
· Long-term capital gains in 1979 of $14M.
· Did a lot of trading on margin (debt), and incurred approx. $6M of interest expense in 1979.
· Issue: Is he in the trade or business of trading stocks, or is he an investor (someone who gets his returns from portfolio income).
· Holding: Investor, but this isn’t a clear-cut line.
· This made his subject to investment interest limitation provision.
· Opinion emphasized that he almost always held stock for the long term, so he could get the best marginal rate.
· In 163(d), there is the investment interest limitation, which allows investment debt interest to the extent of investment income, and cannot take it against long-term capital gain income if you relinquish the long-term capital gains favorable rate.
· Essentially 163(d) addresses the deferral of taxation as well as any dividends, etc. that come out of the stock. 
· Note that if you can’t recognize the interest payment this year, you can do so next year.
· Look at §163(d):
· Knetsch (434)
· Buying $4M of Single Premium Deferred Assets.
· He borrowed out of the contract, and invests it. 
· Case is normally read as saying that this transaction is a sham. He didn’t buy the annuities for what they are; he used them as a tax evasion vehicle.
· This is favorable because he doesn’t have to pay tax on the interest earned in the annuities (§72(e)), and simultaneously gets to deduct his interest on loans.
· Given this case we have §264(a)(2),  which says no deductions for amounts paid on indebtedness paid for a single premium life insurance, annuity, etc.
· Goldstein (439)
· Borrowed $500k to purchase treasury securities.
· He then pledged the notes as collateral for the loan.
· This is known as a cash and carry transaction, where he was trying to swing her income from the year in which she received the income into the next year.
· He was borrowing and buying discounted obligations, which at the time were not taxed until sale or surrender.
· By prepaying the interest paid, he can swing the income to the following year (or few years).
· This lowers the marginal rate, and that savings justifies the difference in interest rate.
· This case is usually taken as requiring a pre-tax profit on a transaction, and if not, the IRS may not be required to honor the result in the transaction. This is a rather unsettled area of the law.
· Hypo: If I borrow and deduct the interest, and use the interest to buy and sell at long-term capital gains rates – effectively dealt with by §163(d).
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Any time you have a tax-favored asset, there is incentive to borrow and invest in such an asset. Almost without exception, you are precluded from deducting interest on loans for investing in tax-preferred assets. 
SPDA/Life Insurance (§264), Stock §163(d), tax-exempt bonds (§265).

Part VII B

Taxes 
· State taxes deductable. §164 (b)(5) allows for election of deduction of state and local sales tax in lieu of property tax. 
· It seems that renters do not get to deduct their portion of state taxes.
· AMT: Usually get in for either (a) a large number of personal exemptions (big family), and (b) state taxes (non deductable for AMT purposes).
· Losses under §165 are incurred in a trade or business (c)(1) or for profit (c)(2), which sections correspond roughly to §162 and §212.
· Other losses are deductable only if contributable to casualty. (§165)
· Losses attributable to casualty aren’t the usual consumption of the car’s value, but a sudden event that basically eliminates the value outside of normal consumption.
· Typically casualty losses require sudden events.
· Netting provision in 165(h) that functions by saying that casualty losses can be deducted against casualty gains.
· Insurance check is the Amount Realized from Involuntary Conversion, from which you subtract your basis to determine Gain.
· Under 1033(a)(2)(A), if you use car insurance payment to buy a new car, you only realize gain above the cost of the replacement.
· Under 1033(b), gain that is untaxed under 1033(a)(2)(A) does not add to basis in the new asset.
· You net casualty gains and losses, and the loss, if you have one, is deductable to the extent that it exceed 10% of AGI. 
· If you have net casualty gains, they are all treated as capital gains.
· Think about a house:
· Can deduct real property taxes under §164
· Can deduct interest on the mortgage under §163, and on home equity indebtedness.
· Allowable on eligible first or second home of mortgage indebtedness up to $1m, and equity indebtedness up to $100k.
· Return on housing is principally in the form of ability to occupy it, and is excludable.
· There is a disadvantageous treatment of losses on housing (cannot deduct loss on sale or exchange of the house), however, gain on the sale of a principal residence is favorably taxed.
· See p. 278-281.
· Used to be subject to a rollover provision. (§1034)
· Currently governed by §121, in the case of a married couple, can exclude $500k worth of gain.
· Subject to a 2year waiting period.
· Any gain taxed at long-term capital gains rates.
· Putting this all together, these rules say that if you borrow up to $1.1M to buy a principal & second residence, the interest is deductable and the income is (largely) excluded from income.
· Note §108(a)(1)(e) allowing financial distress reductions on home loans for principal residences.

VII-3-C
· §162 and §212
· Welch (609)
· There are some teeth to the ordinary and necessary requirement.
· In a nutshell, if the trier of fact finds it isn’t an ordinary expense, no deduction.
· Could be a capital expense, but that argument is really attenuated.
· Rockefeller (650)
· Had to spend like $500k as expenses to be confirmed as VP of the US.
· Case held that they were not incurred in connection with a trade or business, but rather in qualifying for a trade or business, and thus not deductable.
· Gilmore (590)
· Contested divorce, in which  ownership of car dealers is contested.
· Gives some history of §212, which was in part in response to this.
· Court finds that these expenses are attributable to the divorce, not the business, and thus cannot be deducted.
· How to distinguish current from capital expenditures: Current expenditures are those whose value in producing income is largely consumed this year, whereas capital expenses have value extending substantially beyond the close of the year.
· Clearly Capital:
· Land
· Buildings and improvements thereto.
· Clearly Current:
· Repair
· Not so clear:
· Improvement v. Repair (Mt. Morris, 625)
· Applies to things like airplanes
· Consider the operation of a truck, in the depreciation handout.
· Cost of the truck is capitalized (may be currently deductable under §179), whereas any of the other expenses are current.
· If a large chunk of gas is bought as a stockpile for next year, it is known as a prepaid or deferred expense. Not governed by §263, but §461, which gives you a general year of deduction, whereas you do not get to deduct the deferred part of the expense.
· The deferred portion can be deducted to the extent that they are used up later.
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· Consider example of a car:
· If an expense is just repair, then it is deductible.
· Something that keeps something in running condition
· If it prolongs the life/is an improvement, it is capitalizable (e.g. adds to basis)
· Something that puts it into running condition.
· Re: Assignment VIII.
· A & B is largely things that we’ve talked about, even if it’s reading we haven’t done.
· Material on Capital Gains (VIII C) is new.
· Have to calculate all Capital Gains and Losses.
· Net Long-Term gains and losses
· Net ST gains and losses.
· “Classic Non-Recognition” handout:
· This works through rollover non-recognition examples, including basis adjustments.
· Beginning of Andrews Ch. 3, uncompensated losses
· Problem 6-A-1
· §165(c)(3) and §165(h) In case of casualty, get to deduct the lesser of Adj. Basis and loss up to 10% of AGI.
· Review Problem:
· You give up Blackacre (basis of $40k), and get in return Blueacre (value $35k) + cash ($30k) + car ($35k)
· AR = $100k ($$$ + value of other property received)
· Realized Gain = AR – Basis
· Gain Recognized (taxed gain) = lesser of realized gain or boot (non qualifying property)
· Basis under §1031(d) = Basis – Cash Received + Gain Recognized = $40-$30+$60 = $70k
· Allocate Basis first $35k to the car, and the remainder to BlueAcre ($35k).
· §1031
· (a)(1)
· No gain or loss on property held for productive use in trade or business/investment, if exchanged for property in kind for the same purpose.
· (a)(2)
· This statute deals with productive assets, not capital ones.
· Essentially it deals with real estate.
· (d)
· Basis of property received in this section is same as that exchanged, less cash received, plus Gain Recognized. 
· If exchange was for more than just real estate, first allocate to things other than real property basis equal to FMV, and the rest to the property.
· §1033
· For identical transactions, the two statutes will produce the same realized gain and same basis allocation.
· Assertion: If the asset values in the problem were such that some portion of the realized gain is not recognized. The untaxed gain shows up in the qualifying property (e.g. it plus basis equal FMV).
· Same hypo, but car worth $25k and new property worth $45.
· Gain Recognized = $55 (boot less than realized gain)
· AB(total) = Original AB – cash + value of boot = $40 – 30 + 55 = $65k.
· Allocate to car AB of FMV = $25k. $40k remaining for allocation.
· Allocate remainder to new property, worth $45, with AB of $40.
· Indopco (?? Sp ??)
· Lincoln Savings & Loan:
· How is payment to secondary reserve treated? SCOTUS said it is a separate and distinct asset, and thus is capitalzable.
· Issue: Are iBank and Legal fees related to a merger deductable or capitalizable?
· Held: Capitalized. Test in Lincoln Savings is a sufficient, but not necessary, condition for capitalization. Basic test is whether expenditure has a value that extends substantially beyond the taxable year in which it occurs.
· §174: R&D expenses:	
· R&D is deductable despite otherwise being capitalized.
· §195: Pre-Opening (Startup) Expenses
· Expenses incurred before opening a trade or business are not deductable under §162. This allows them to be capitalized. 
· Depreciation Sheet:
· NOT ON EXAM!!!!!
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Final discussion for Depreciation Handout:

Helvering (244):
· Lease terminated early on a property, and landlord had to pay tax on building built by lessee (less basis in previous building)
· Congress immediately overruled this in §109 and §1019.

“Expensing” method if depreciation functionally exempts an asset from taxation.
· He suggested you can deduct the cost of an asset, and then depreciate. Isn’t that a double refund?
· Consider §179 and §179(a)(7)

Depreciation:
· Read the Simons case.
· Violin bows for professional violinists.
· Bow, and buy extension, antique instruments can be deprecited.
· Generally, collectables are non-depreciable.
· Also, intangible assets such as goodwill, customer lists, etc. were generally not depreciable.
· Possible, given enough data, SCOTUS held that they could be depreciated.
· §197 created in response.
· Ideally, the amount of depreciation is the amount of the asset’s value used up this year.
· Need to know:
· Cost
· Expected life
· Salvage value (how much can you sell it for)
· Most depreciable assets (other than real estate) are shoehorned into a number of categories, most of which a 5-year category. 	
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· VIII-A (1)
· Revisit 1001 regs.
· VIII-A(2)
· Revisit 
· VIII-A(3)
· Removed from sylabus
· VIII-B(1)
· Read 165 regs, to see what is required to sustain a loss.
· Thus, this is largely review.
· VIII-B(2)
· VIII-C(2-4)
· Removed from Syllabus, except Lyterra
· VIII-C(5)
· I

Notes from Today:
· Assume you sell property, and purchaser assumes the loan: Amount realized includes amount of the loan.
· Under §1001, Amount Realized includes any amount of debt assumed by the purchaser.
· Even if you alter the terms of the debt, this doesn’t change.
· Thus, on disposition of property encumbered by a mortgage, it (almost) always includes the amount of the mortgage.
· Capital gains and losses:
· Generally, divided into Long-Term (favorable taxation (15% if marginal rate 28% or above, else 5%)) and Short-Term.
· Provisions:
· §1221 – Defines Capital Asset
· Capital Asset: One held by the taxpayer for profit
· Determined largely by who it is held by.
· Does not include:
· Assets held for sale to customers (e.g. inventory)
· E.g. stock held by Goldman for sale to customers.
· Property used in a trade or business
· Misleads in that this is all 1231 property.
· Assets in the hands of their creator: (e.g. an artist’s painting in the hands of the artists, or taxpayers who received it by gift from the artist.)
· Definition is not as broad as it might seem, largely defined by litigation.
· Included:
· Stock held by ordinary investor
· Personal Automobile
· House
· Property 
· §1222 – Definitions; Netting
· Each sale is either (i) gain or loss and (ii) Long-Term or Short-Term.
· (3) LTCG from capital asset held for more than one year to the extent included in income (e.g. recognized gain).
· This reads “sale or exchange”, whereas §1001 reads “sale or other disposition”, so this is narrower.
· E.g. Surrender of a bond at maturity is a disposition, but not a sale.
· S-T gains/losses are ordinary and taxed at marginal rate.
· (5-8) NET S-T/L-T gain/loss 
· Net out L-T gains and losses, and S-T gains and losses.
· §1223 – Holding Period; Tacking; 1014
· §1211, §1212 (DON’T read), 165(f) – Capital Losses.
· Corps:
· Losses deductable against gains, but only to the extent of such gains.
· Other Taxpayers:
· Up to amount of gain, and an additional $3,000 against ordinary income.
· Losses in excess of capital loss limitations:
· For individuals, loss disallowed by §1211, allows a perpetual carryforward.
· §1222(11) - Net Capital Gain = Net LTGain – Net STLoss
	
	
	NET ST

	
	
	Loss
	Gain

	NET LT
	Loss
	Net the LT and ST and use deduction under §1211
	STGain < LTLoss: Use §1211
STGain > LT Loss: Ordinary Income

	
	Gain
	LTGain < STLoss: Use §1211
LTGain > STLoss: Net Capital Gain (preferential taxation)
	ST = Ordinary Income
LT = NCG.


· Note that an increase in ST gain that offsets ST Losses, increases preferentially taxed LT gain.
· Thus we need to determine:
· If it is a capital Asset
· Whether it was a gain or a loss
· Whether it as S-T or L-T.
· Can have transactions in all four categories in any given year.
· Look at regulation 1-1012 (timing issues)
· If you buy stock at different times, you can choose when selling them which to buy or sell.
· Latera
· What do you do with an interest that is paid over time, each of which is ordinary income when received?
· It is ordinary income.
· Court fashioned a distinction between sale of payments that were unambiguously earned and interests that entitled you to earn them.
· Court found this is acceleration of a right to future income, and thus is ordinary income.
· Note: Difficult to distinguish between capital and ordinary assets.
· E.g. sale of coupons from a bond, you have basis of whatever you paid for them. 
· Note: If you take a property s.t. you aren’t liable for it, but are subject to the loan (you keep property as long as you pay the loan; non-recourse loan), amount realized is considered to be the amount of loan potentially relieved.
· Basis of the acquirer becomes cost, which is the amount of the loan plus amounts paid.
· If he takes the property subject to a loan and then defaults, what happens when it reverts back to you?
· What if he sells it to another subject to the same loan for the same amount?
· His amount realized includes the amount of the loan.


April 24, 2009 – REVIEW SESSION
· Realization
· Timing
· [Levin]
· Losses: §3267, 1091 [Cottage Savings]
· Charitable Contributions of Appreciated Property
· Rebay, §170(e)(1)(A)
· Donated many paintings (that she had done) to various charities.
· Claimed deductions with FMV of $170,000 – all corroborated by a single previous sale to a friend.
· Commissioner reduced allowable deduction to $9,000 
· Looked like valuation abuse.
· Basis likely zero as any expenses deducted currently.
· If she sold for §170k, it is all ordinary income.
· Basically, 170(e)(1)(A) limits the contribution for non-capital property to basis.
· Must have held for more than one year at time of contribution.

· Constructive Realization rule
· Can’t move around realization by, say, using a short sale to delay taxation until after death, thereby stepping up basis.
· When you have realized losses, it is advantageous to take them.
· Generally speaking, an act of casualty is neither a sale nor an “other disposition” of property.
· Thus, re: casualty losses, §103(c) overrules the realization requirement.
· Sale to a related party: §267 – if selling at a loss to individual within a statutorily-specified group, realization of loss not allowed, but on subsequent sale gain is not recognized except to the extent that it exceeds the previously disallowed loss.
· Operates as if disallowed loss was added to basis, although it doesn’t procedurally work that way.
· §1091: Wash Sale Rule: Take a date of sale. If you buy a stock/security substantially identical to a property sold at a loss within 30days on either side (61day window), loss is disallowed and basis is the loss that would have otherwise been realized plus the replacement cost.
· Does not turn on whether it is a capital asset.

· Questions:
· §1033 only comes into play when there is a realized gain. (e.g. amount realized > basis)
· AB in new property = Cost of Replacement Property – Gain Not Recognized.
· Inaja v. Clark/Raytheon
· Clark: Compensation for a prior non-deductable loss
· Raytheon: Compensation for destruction of business, but basis of zero, and so entirely taxable.
· Inaja: (i) partial destruction, and (ii) can’t say how much was basis and how much was gain.
· Thus, partial destruction of an asset that is partially basis and partially gain.
· If partial destruction, but no change in value (no gain), allocate to basis.
· If partial destruction and no basis, it’s all gain.
· §453 – installment payments for sale of e.g. land.
· Stock splits/dividends §305(a)
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