Income Tax Outline

Fall 2004

I. Basics

a. Sources of Federal Income Tax Law

i. 16th Amendment (1913)

ii. Legislation: 

1. IRC, 26 USC

2. Codifies income tax laws on the books since 1913

3. Codifications: 1939, 1954, 1986

4. 1986: IRC, as amended: sometimes amended several times a year, but codifications are major overhauls.  We’re still in the 1986 code.  

iii. Administrative Law

1. IRS: 

a. Charged with applying, interpreting, and enforcing code

b. Law by tax nerds

2. How the IRS makes law: 

a. Treasury Regulations: 

i. Agency must follow rules under the act. 

1. IRS will publish in federal register that is debating a rule. 

2. Public comment period: 60 days

3. Hearing

4. Notice of final ruling, to respond to comments. 

ii. Emergency or temporary regulations only last a certain length of time. 

iii. The regs are strong law; judges will not overturn unless clearly counter the code itself.  

1. If just filling in gaps in the code, then plainly not inconsistent. (And sometimes Congress is inviting IRS to fill in the gaps.) 

b. Revenue Rulings & Revenue Procedures: 

i. Revenue rulings are official positions. 

1. These aren’t as strong as the regulations.  Don’t get much deference in court; no notice & comment period. 

2. But IRS is bound by them; if favorable to the taxpayer, IRS is stuck with them.  

3. Also, revenue procedures are a way of saying how to do something – they’re not a statement of the law.  They’re a statement of interpretation.  

c. Other rulings: Not precedential.  

i. Not in any publications, but they’re public documents and can be discovered via the Freedom of Information Act. 

1. Private letter ruling (most popular).  Good only for the particular taxpayer – not binding on anyone else.  

2. Technical Advice Memo: 

a. Taxpayer has already done the deal. 

i. Will ask national office for advice, will write local agent memo.  

b. Taxpayer-IRS Controversies: 

i. Annual Return (self-assessment) 

ii. Examination (audit) 

1. Less than 1% of all returns. 

2. Options: 

a. You paid too much

b. You paid too little 

c. Your return is fine. 

3. If deficiency found: 

a. Notice of proposed deficiency sent

i. “30 day letter” 

b. Administrative Appeal 

i. IRS represented by attorneys who can usually make deals. 

c. Notice of deficiency 

i. “90 day letter” 

ii. This is statutory notice, and a very big deal.  

iii. After the 90 days runs, IRS can assess and start collection on taxpayer assets.  

c. Tax Litigation: 

i. After the 90 day deficiency notice: 

ii. Three forum choices.  

1. US Tax Court (“TC”) 

a. Taxpayer can go here without prepayment.  

b. When taxpayer files in TC, it stops the collections process until after the TC hears the case. 

c. Most controversies are tried here. 

d. Judges are specialists who only hear tax cases.  

e. Case is tried to a judge.  

f. In Washington, DC

g. But if don’t get in within 90 days, they can’t hear your case. 

h. Appeals go to US Court of Appeals, Taxpayer’s Circuit


2. US District Court

a. Must prepay: limited to refund suits only. 

b. Get a local jury trial.  

i. May find some sympathy.  

c. Appeals go to US Court of Appeals, Taxpayer’s Circuit


3. US Court of Federal Claims

a. Must prepay: limited to refund suits only. 

b. Jurisdiction limited to people who say the government owes them money (tax, military contractors, banks.) 

c. Washington, DC, but will also go to your town. 

d.  Tried to judge. 

e. Appeals go to US Court of Appeals for Federal Circuit.  

4. Tax Court applies laws of different circuits, depending on where the case originated, to avoid being reversed on appeal.  

5. SCOTUS hears ultimate appeals, but rarely takes tax cases.  

6. Bankruptcy courts will sometimes hear tax issues, if related to the bankruptcy.  


d. Economic Consequences of Taxation: 

i. Effect on allocation of resources

1. Encouraging charity, homeownership

ii. Effect of Inflation: 

1. Difficult to levy right amount of tax on investment income. 

e. Progressive Income tax is one with rates that rise as income rises.  

i. Tax on a person with high income is not just a greater amount, but a greater proportion of income.  

ii. Marginal rate: rates apply to different increments of income.  


f. Taxable Unit means the individual or group of individuals who are treated as a taxpaying unit: they must aggregate their income for purposes of calculating tax payable.  

i. Eg, married people filing jointly, head of households.  

ii. Marrieds may also file separately. 

g. No government approval or involvement is required before return is filed; 

i. But person who doesn’t file is subject to both civil and criminal penalties.  

ii. No SoL on civil penalties

iii. 6 year SoL on criminal prosecution.  

iv. IRS has 3 years to assert a deficiency.   

1. Interest is assessed quarterly. 
 

h. Overview of tax computation: 

i. Determine gross income: 

1. Income from whatever source derived (except as provided by statute).  

2. Usually includes wages and salaries, dividends, interest and rents, and gains from sale of investments such as securities and real estate.  

3. Excludes interest from state and municipal bonds. 

ii. Subtract deductions, such as charitable contributions, medical expenses. 

iii. That gives us taxable income.  

iv. Now subtract tax credits

1. Have the same dollar value for every person applying them; doesn’t depend  on the tax bracket.  


II. Tax Rates: §1

a. Depending on circumstances, taxed differently. 

i. Married, head of household, unmarried (other than surviving spouses and heads of household), married filing separately, estates and trusts.  

b. Rates are the same percentages under the different categories.  

c. Progressive: the higher your income, the higher you pay. 

d. Bush tax cuts in §1(i).  

e. “Bracket Creep” from inflaction: income keeping pace with inflation can push you into a higher income tax bracket for taxes, despite the fact you aren’t really ‘richer.’ 

i. Code accounts for this under §1(f).  takes account of inflation to prevent this from happening; tables put out every year in the fall.  

ii. Revenue Procedure 2003-85, p. 1832

1. Where to go for the past year. 

f. Marginality: 

i. If married filing jointly with income of 59,100

1. Taxed at 10% on first 14,300 = 1430

2. Taxed at 15% on next 43,800 = 6570

3. Taxed at 25% on next 1000 = 250

4. = 8250 

ii. “margin” is the highest amount of income you earn

1. tax isn’t 25% of the total. 

2. The effective rate is 13.96


g. Preference for Capital Gain rates. 

i. Rates are lower than for ordinary income. 

ii. Includes stock dividends, gain on sale of other property. 

iii. If you can turn ordinary income into capital gain, can cut your rate from 35% to 15%.  

III. Accounting Concepts: 

a. Two types of accounting methods: 

i. Cash 

1. Reporting income when you receive it. 

2. How most people handle income.  


ii. Accrual 

1. Reporting the income when you earn it.  

2. How most businesses operate; declare income before they receive it, but after they’ve earned it.  

b. Constructive Receipt of Income.  

i. Taxpayer can’t defer income if it’s constructively received. 

1. Cash method taxpayer gets income on earlier of actual or constructive receipt.  

ii. Reg. §1.453-2 (p. 1180): taxpayer didn’t receive income, but treated as though he received the income during the taxable year to which it’s credited to his account.  
1. Income isn’t constructively received if subject to substantial limitations or restrictions. 
2. Constructively received if you have a legal right to it.  
iii. Amend v. Commissioner: 

1. Amend had bumper crop of wheat; sells to Burrus for January 1945 delivery.  But since Amend doesn’t have place to store it, he ships it to Burrus in August.  

2. Burrus doesn’t pay until January of 1945.  

3. Issue: what year should Amend declare his income? 

4. Court: no constructive receipt of income here.  Under the deal, Amend wasn’t entitled to any income until January.  Couldn’t demand it earlier.  
a. Doctrine of constructive receipt focuses on the deals the parties actually made, not the deals they could have made.  

5. IRS acquiesced in 1950-1.  
iv. Pulsifer v. Commissioner: 

1. IRS went after kids who won Irish tax sweepstakes; couldn’t get the income until they were 21 unless their father did it for them.  
a. Money put aside until “legal representative” showed up.  
2. IRS wins here.  
3. But was there constructive receipt here?  Didn’t have a legal right to the money.  Father could have signed for them, but he wasn’t legally obliged to.  

IV. Gross Income

a. Drescher: 

i. 2nd Circuit, 1950

ii. High level Bausch & Lomb EE given memo stating the company had purchased an annuity for him which would be payable when he reached 65.  

iii. Didn’t declare this as gross income; wanted to wait until he started receiving cash payments because the paper itself wasn’t worth anything to him.  

iv. Court: although it isn’t worth the face value of the annuity, it’s worth something: it’s gross income.    

b. Moral of Drescher: 

i. Doesn’t have to be cash to be income.  
1. Can be “in kind” benefits, which are equal to their FMV.  
ii. Sometimes the fight isn’t over if it’s income, but when the income is realized and must be reported.  

c. The Timing Issue: 

i. Taxpayer almost always wants to pay later because of inflation and the value of money over the long term (interest).  

1. Can calculate the benefit of postponing the obligation into the future.  Calculations in Chirlstein.  

ii. IRS wants taxpayer to pay sooner.  

d. Qualified Pension Funds: 

i. While Drescher is technically still good law, there’s a statutory way to accomplish what Drescher wanted to do.  

ii. §401: No tax when ER puts money into the plan.  Only taxed when start using the money; no tax during the intervening years.  

iii. Companies get to deduct their full contributions immediately.  

iv. (Penalized if take money out of the plan before age 59 – 10%).  

v. Antidiscrimination rules: 

1. Can’t discriminate against classes of EEs.  

2. If just for officers, it’s not qualified plan for tax purposes.  

e. §83

i. gets to the same place as Drescher.  

ii. Any time EE is paid in something other than money, this is where you go for an answer.  

iii. General rule, §83(a): 

1. Excess of the FMV over amount paid. 

2. FMV determined “without regard to any restriction other than a restriction which by its terms will never lapse.” 

a. Normally restriction lessens value. (This prevents taxpayers from saying “oh, the property isn’t worth much.”  

3. Timing – vesting: 

a. At the first time the rights of the person having the beneficial interest in such property are transferable or are not subject to a substantial risk of forfeiture, whichever is first.

b. Income doesn’t happen until risk of forfeiture goes away.  

c. (sometimes taxpayers don’t like this rule – want to be taxed even if not yet vested.  Why?  Say in startup when shares are worth nothing, but have potential to be huge.) 

i. in such a case, there’s an election – only 30 days! – to include value in gross income, even though the property may be subject to defeasance (‘forfeiture’) later.  

iv. The ER’s deduction: §83(h) –

1. Symmetry required.  ER’s deduction under §162 shall be equal to the amount EE claims as income.  

a. That’s the FMV (might be more than what ER paid, but must be in complete symmetry.) 


f. Benaglia v. Commissioner

i. Board of Tax Appeals, 1937

ii. Benaglia & wife lived in hotel and ate free meals; didn’t declare this as income.  

iii. IRS wanted this to be taxed.  

iv. Court rejects: says it’s not income, b/c he’s working at the convenience of the ER.  

v. Holding: if receiving extras at the convenience of the ER, then not income.  

vi. Response comes up in the tax code, §119.  


g. Meals or lodging furnished for the convenience of the ER: §119

i. There shall be excluded from gross income of an EE the value of any meal or lodging…

ii. But only for the convenience of the ER. 

1. Reg. 1.110-1(a)(2): Review.  

2. Inquire into the intent: 

a. Irrelevant what EE thought, it’s what the ER thought.  

b. IRS/Courts must read the ER’s mind.  

iii. Must be on business premises, and EE has to be required to accept the meals.  (Doesn’t change Benaglia situation at all.) 

iv. Courts: this applies only when meals or lodging are furnished IN KIND.  Not for reimbursements (chits).  

1. Meals that are reimbursed?

a. §61: it’s income unless it’s not excluded in the code.  And reimbursed meals aren’t excluded.


h. Other Fringe Benefit Exclusions

i. §105-6: exclusions for health care & ER contributions for health care. 

ii. §132: Catchall provision: 

1. b/c people were already cheating on these, and they were hard to detect.  

a. If not in this provision (or others), then it’s income. 

2. The Provisions: 

a. No-additional-cost service

i. Can’t cost the ER anything.  

ii. Must be in the ER’s line of business; hotel and rent-a-car and flying aren’t close enough.  

iii. BUT, airline EEs flying on stand-by.  

b. Qualified EE discount

i. Eg, Nordstrom EE discount.

ii. For services: 20% off what the services are offered to customers. 

iii. For property: the gross profit percentage of the price at which property is offered to customers.  

1. Gross profit percentage: excess of the cost & sales price in percentage.  That gives the number for the percengage. 

a. If goods sold for 10 and ER pays 60, then ER gives EE a 40% discount.  

c. Working condition fringe

i. Any property or services provided to an EE to the extent that if the EE paid for it, the payment would be allowed as a deduction.  

1. Eg, EE deducting cost of professional journal as a business expense – wouldn’t be taxed if ER provides the journal free of charge.  

d. De minimis fringe

i. Value is small and accounting for it would be unreasonable or administratively impracticable.  

ii. Reg. 1.132-6: de minimis is in the eye of the beholder.  

1. Occasional parties, sporting tickets, coffee, doughnuts, local calls.  

2. Eating facility at work IF the revenue from the facility equals or exceeds the ER’s cost of operations.  


e. Qualified transportation fringe

i. Transit pass, transport in highway vehicle (van pool), qualified parking. 

f. Qualified moving expense reimbursement 

i. If would have been deductible by the EE if they’d paid for them.  

g. Qualified retirement planning services 

i. Retirement planning services provided by EE to ER.  

ii. Services provided to EE and spouse.  

iii. Doesn’t apply to tax preparation, accounting, legal, or brokerage services.  

3. 132(j): these apply to the officers of the company ONLY if the rank and file also get the services.  Can’t discriminate against the number of greater EEs, or lose the exemptions.  


iii. Qualified Tuition Reduction: 

1. IRC §117(d): Not Scholarships 

a. For EEs or person treated as EE at the qualified school – don’t have to declare amount of the tuition as income.  

b. For below graduate level.  

c. Can’t discriminate.  

d. College can have a reciprocal agreement with other colleges – that’s fine.  

iv. Others: 

1. Child or Elder Care up to 5000 -- §129

2. Tuition Assistance up to 5250 -- §127 

3. Group Term Life Insurance up to 50,000 -- §79

4. Adoption Assistance -- §137 


v. Continuing Grey Area: 

1. Frequent Flier Program, where ER makes you go, but you keep the miles.  It’s income, and people don’t report it.  

a. One defense: de minimis.  Not very reasonable to force ER  to keep track of EE’s frequent flier miles.  


vi. Cafeteria Plans: 

1. §125 – have the option to take the money or the fringe benefit. 

a. If choose money, it’s taxed.  If fringe benefit, it’s not.  But people worry b/c they see that they might have gotten the money.  

2. Not a lot of options to put in the cafeteria plan.  

a. Medical & child care, adoption expenses, life insurance.  

b. Excludes scholarships, tuition, educational assistance programs, the 132 fringe benefit grab bag, etc.  


i. Property Transferred for Performance of Services: 

i. Commissioner v. LoBue

1. SCOTUS, 1956

2. LoBue given stock options

a. Exercised options paying $1700 for stock having value of $9930.  

b. Company deducts sum in its tax returns, but LoBue didn’t report any of it as income.  

3.  IRS: this is like an EE discount, but it’s not excluded in the code.  

4. SCOTUS: 

a. LoBue realized taxable gain when he purchased the stock; company’s giving him assets to secure better services. 

ii. §83: General rule: if property is transferred in connection with performances of services, then excess of the FMV over amount paid is taxable.  

1. Rule doesn’t apply IF person sells or disposes of the property before his rights in the property become transferable.  

2. EE must include income from the transfer in the first year in which the transferred property vests: 

a. It is either transferable or no longer subject to risk of forfeiture.  

i. (Rights would be subject to risk of forfeiture if person’s rights in the property are conditioned on future promise of “substantial” services by EE.)

ii. (Rights are transferable only if the EE can transfer the property to someone else who wouldn’t be subject to ‘substantial risk of forfeiture.’)

b. Amount included = value of property at time it vests – amount the EE paid for the property.  

c. EE’s basis = value of the property at the time of inclusion under §83.  

3. Reg. §1.83-7(b): “readily ascertainable” defined. 

iii. Timeline: 

1. EE gets stock grant.  No tax consequences. 

2. EE exercises grant.  Tax is Ordinary Income.  

3. EE sells stocks.  Tax is Capital Gain.  

iv. Note: Incentive Stock Option (ISO): 

1. No tax when get grant or exercise options, but capital gain on the sale of the stock.  

2. §422: EE must retain stock for certain period; option exercise price can’t be less than FMV at grant; 100,000 per EE cap; 100,000 FMV on date of the grant.  


j. Imputation Discussion: 

i. Imputed Income isn’t taxed, but some people think it should be.  

ii. Generally: 

1. gross income means all income from whatever source derived; sometimes people take this to an extreme.  That’s imputed income.  

2. This is a place to talk about fairness, equity.  How SHOULD people be taxed? 

a. Horizontal equity: taxpayers who SHOULD be taxed the same way.  

b. Vertical equity: taxpayers are taxed the same way, but because one has imputed income, want to tax more.  (eg, brother who hired own roofer vs. did the work himself – tax the one who saved money!)   

iii. Other policy issues: 

1. Savers & investors in our system are penalized.   

a. No incentive to save or spend 

i. v. sales tax, which encourages savings.  

2. System can be simple and unjust, or complex and more just.  (Fairness & simplicity are in conflict with one another.)

a. Advantage to sales tax: simple, doesn’t require a huge staff.  

k. Bartering: 

i. Although no money is changing hands, you’ll be taxed on the FMV of the services being exchanged.  

ii. Rev. Rule 79-24.  

iii. Example: 

1. Trading legal services for house painting: both must declare the value of the services on their taxes.  

2. For exams: anything in the house is fine, but everything else is taxable.  

iv. §6045: requires reporting for bartering. 

1. Congress’s answer to the bartering exchanges set up to avoid tax. 

l. Glenshaw Glass: 

i. SCOTUS, 1955: Important for modern definition of income. 

ii. “Gains, profits, and income derived from salaries, wages, or compensation for personal service…of whatever kind in whatever form paid, or from professions, vocations, trades, businesses, commerce, or sales…or gains or profits and income derived from any source whatsoever.” 

iii. Accession to wealth, clearly realized, over which the taxpayer has complete dominion. 

1. The source isn’t important.  It’s from WHATEVER source derived.  

iv. Here, the income derived was from regular damages and punitives.  (Taxpayer only wanted to pay for compensatory damages, not for the punitives – bad actor.) 


m. Gifts: 

i. Included under §102(c): 

1. Gift from ER to EE can’t be a gift, no matter how detached and disinterested.  Will ALWAYS be income to the EE.  

ii. Donor’s deduction under 274(b): 

1. No deduction for any gifts made directly or indirectly to any individual to the extent such expense, when added to prior expenses for gifts made to that person during the same year exceeds $25.  

a. There are some exceptions for cheesy items, like calendars, items less than $4.  

iii. Gifts aren’t income; taxed under gift tax, not income tax.  

1. It turns on if we know it’s a gift: However, if we don’t know it’s a gift, might pose a problem.

iv. Duberstein case: 

1. One taxpayer given a Cadillac as thanks for sending business the donor’s way.  

a. SCOTUS: this isn’t a gift, because it was a business setting and the donor could deduct the cost of the Cadillac.  If it were a gift, there would be a lack of symmetry.  

2. Another taxpayer was paid by the board of directors of his church – departure funds – when he left as the president of the church. 

a. SCOTUS remands (!) for more fact finding.  Wanted to look into the mind of the donor to determine if it was a gift or not.  

i. Specifically: A gift in the statutory sense proceeds from a detached and disinterested generosity, out of affection, respect, admiration, charity, or like impulses. 

ii. If there’s any quid pro quo, it’s not a gift.  

b. Jack: bad test, whenever you have to look into someone’s head.  


v. Olk v. US: 

1. (Proof courts didn’t even like the Duberstein holding!) 

2. 9th Circuit holds that “tokes” (tips to the craps dealer; bets placed for the dealer) were income as a matter of law (to get around the fact finding at the district level). 

3. Nothing detached and disinterested about it – players give tokes to dealers to try to win. 

vi. Effect on Basis: 

1. Carryover basis: 

a. Taft v. Bowers (SCOTUS, 1929): 

i. Father buys stock in 1916 for 1K; in 1923 the FMV doubles.  Gives the stock to daughter. 

1. No income to daughter when she receives the gift – no realizing event for either party. 

ii. She sells stocks for 5K. ddd

1. Now she has a realizing event under 1001(a).  

2. But what’s her basis?  

a. 1015(a): if the property is acquired by gift, the basis is is the same as when it was in the donor’s hands.  Donee steps into the donor’s shoes.  Carries over.  

b. (if don’t know the basis, have to use zero.  Burden is on the donee). 

b. One exception in carryover basis: 1015

i. If the basis is greater than the FMV at the time of the gift, then for the purpose of determining loss, the basis will be the lower number – the FMV.  (doesn’t apply when there isn’t a loss.) 

1. Example: 

a. Mom buys stock for 2K

b. Mom gives to daughter, FMV is 1K. 

c. Daughter sells for $750. 

d. Daughter’s basis is 1K.  

2. Policy: Congress afraid that whenever a family member would have a loss, would give the family member in the highest tax bracket have the property so they would get a loss.  

3. Second example: 

a. Mom buys stock for 2K

b. Mom gives to daughter, FMV is 1K. 

c. Daughter sells for 1500

d. Basis: 

i. 1500.  Best thing to do is say the basis is 1500 and there’s no gain or loss.  

ii. If used carryover, she has loss of $500 (doesn’t make sense b/c she didn’t pay anything.) 

iii. Can’t apply the exception b/c there’s no loss.  She would have a gain of $500.  

ii. If a wealthy family gives a gift and has already paid federal gift tax on it, there’s a special tax basis rule for it. 

1. Rule slightly softened – basis to donee is carryover, plus part of the tax that has already been paid will be added to the property.  

c. Gifts from dead people: 

i. IRC §1014: basis is the FMV of the property at the date of the decedent’s death. 

1. This is “stepped up” basis or “stepped down” basis (depending on what happens to the FMV).  

a. If property appreciates, then stepped up. 

b. If property depreciates, then stepped down.  

2. Example: 

a. Dad buys stock for 1K. 

b. Dad dies, FMV is 5000. 

c. Son sells for 6K.  

d. Son’s basis is 5K.  

n. PRIZES: 

i. Prizes are income.  

ii. §74:  there are some exceptions for different types under (b), but these don’t really work in the real world. 

1. Must be right kind of prize

2. Can’t enter yourself

3. Can’t do anything to keep the prize

4. Before you get the prize, tell the payor to give the prize to charity. 

5. THEN it’s not income.  


o. SCHOLARSHIPS: 

i. §117(a): Gross income doesn’t include money received as a qualified scholarship by an individual who is a candidate at organization described in 170(b)(1)(A)(ii) – a school.  

ii. Qualified scholarship = amount used for tuition and related expenses (books, supplies, equipment).   Anything above this – room and board, etc. – is taxable.  

iii. 117(c): Limitation: 

1. doesn’t apply to payments for teaching, research, or other services by the student required as a condition for receiving the scholarship.  

a. Work study: just a job.  

b. Interesting question – how (c) and (d) work together, b/c grad student’s tuition reduction is tax-free under (d).  However, (c) doesn’t work if you perform services.  (c) = for undergrads.  

c. Services would be OK if required of everyone seeking the degree.  


p. GAIN: 

i. Amount realized – adjusted basis = Gain or loss 

1. §1001

2. calculation applies any time property is sold.  

ii. Amount Realized:

1. §1001(b): amount realized is any money you got for the property + FMV of anything else you might have gotten for the property.   

iii. Adjusted Basis:

1. §1012: adjusted basis is what the cost of the property was to you (except as otherwise provided in other subchapters). 

a. Your cost includes money you borrowed to buy the property.  

iv. Situations where it’s not clear that §1001 should apply.  

1. Always applies when there’s a sale of property for cash! 

2. Other cases are not so clear: 

a. Macomber: 

i. Had 2200 shares in Standard Oil, each with $100 par value.  Was given share dividend: given one new stock for every two she had.  

ii. IRS wanted her to say this was gross income.  

iii. Macomber said she didn’t really gain anything; this didn’t add to wealth. 

iv. SCOTUS: not a realizing event; to have income, must have realization – wealth must “come to fruition.”  

1. To have realizing event, have to have some conversion of property into something else – some sale, something must happen.  

a. Mere fluctuation in value isn’t enough.  

2. Here, it was just bookkeeping by Standard Oil.  

v. The point of a stock dividend: splits.  Reduction of the price to make it more marketable.  

b. Cottage Savings: hairtrigger realization

i. S&L swapped mortgages with another S&L – creating a realizing event in order to take losses on their tax returns. 

ii. Bank is arguing that this swap is a realizing event. 

iii. IRS argues that under §1001, realizing event is when you have a sale or other disposition of property, and this doesn’t count. 

iv. Court (Thurgood Marshall): 

1. Deductions are ok – it’s enough of a realizing event b/c it’s different money and different owners.  

2. (Bank board had given it the OK – can do as a trade if the portfolios that are being exchanged are similar to the one given up; detailed list of requirements on p. 213).  

3. More on 1014: 

a. 1014(e): rule to prevent people from giving property to sick/dying in order to get a stepped up basis.  

i. If you transfer property to decedent in the last year before a decedent’s death, then won’t get the stepped-up basis.  

ii. Instead, you’ll get a carryover basis from the value immediately before the death of the person.  

iii. (But the person could leave the property to the donor’s children…avoid it that way.)

b. IRD exception to 1014.  (IRD, income in respect of a decedent, is bad). 

i. Avoided by estate & income tax planners.  

ii. With IRD, won’t get 1014.  

iii. Example: Lawyer sends bill to client, then dies.  Will the dead lawyer’s estate have the income, or will the heir?  

1. When person dies, their taxable year ends at their death.  “Short-year return.” 

2. When the client pays the bill to the lawyer’s heirs, it’s IRD.  The kids can’t use 1014 to shield any of that income; otherwise the kids would have stepped-up basis to FMV from the date of the lawyer’s death.  Will pay income & estate tax on it.  

iv. Governed by §691.  If what the decedent leaves the heir is IRD, when that income comes in, the heir must pay the tax on it.  It’s not stepped up.  


q. More fun with Basis: a harmonizing game to make sure everyone pays enough taxes on economic gain. 

i. Review: basis is the number we’re keeping track of so that when property is turned into money, won’t get taxed on the property twice.  

1. Cost – 1012

2. Carryover – 1015

3. Stepped up or down – 1014 

ii. Drescher: 

1. If Drescher had paid tax on the full 9600, it would have given him a basis in the annuity.  Later, when he collected, he could have used that to offset his tax burden.  (Equal to the FMV he was taxed on when he received it.)  Anything above the 9600 he’d pay income tax on.  

iii.  Adjusted basis: 1016, 1011: 

1. Example: 

a. Purchase stock for $1/share; have 2200 shares.   

b. Stock split.  No tax.

c. But what’s the basis after the split? 

i. Total basis remains 2200. It would be unconstitutional to tax it.  

ii. Old basis: regs say to take the original 2200 basis and divide by the number of shares (3300).  Basis isn’t $1/share, but 67 cents/share.  

2. Mistake to think that when you have different stocks that the values will be homogenous.  

a. Instead, stocks can have different bases.  

b. When you sell, must specify which stocks with which bases are being sold.  

iv. Inaja Land: 

1. Company bought land in Mono County, paid 61K in tax on it in 1928.  After LA diverts water, Inaja was compensated with 49K.  

2. Didn’t report any of this to IRS as income.  

3. IRS argues that the land wasn’t condemned; they were only being paid money, like rent, to use the water and pollute.  IRS: that’s income.  

4. Inaja argued: this was really a sale of property; a perpetual easement for water rights, and should be allowed to use basis to offset this.  

5. TC argues, and IRS acquiesces.  

a. When the easement was sold, the taxpayer can use as much of the basis as they need to in order to offset the amount realized to get their gain down to zero.  

b. Why?  

i. Difficulty of appraisal: unfair to tax on the gain if you can’t determine how much of the basis should be allocated by the easements. (Jack: that’s what this court got wrong; taxpayer should have the burden of proof to show the amounts.)

1. Also, not impossible to apportion.  Look at the money from LA – use that to show how much the portion was worth, compared to appraisal of the property before it was polluted.  Make a fraction, then apply it to the basis.  
  

6. Case is still good law. But ONLY applies to easements (not just involuntary).   

a. Look to the regs, otherwise: do equitable apportionment.  
 

v. Reg. 1.61-6(a): 

1. Reg to use when you sell less than all of your property.  

2. Gain realized on the sale or exchange of property is included in gross income – unless excluded by all.  

3. Sale of each part is a separate transaction, to be determined at the time of sale.  

a. Only get to use part of your basis.  Make equitable apportionment.  (nothing about going to zero – part stays with the property you’re keeping.)

b. Don’t get the wrong idea about Inaja land – if sell part of something, can’t get to use all of your basis to get to zero. 


vi. Adjusted Basis: 

1. What would be the basis in Inaja Land after pollution?  

a. They still own all the land. 

b. How much basis should they get to use?  

i. Original: 61K

ii. Amount used tax-free: 49K

iii. Adjusted basis: 12K.  

c. If they later sell for 151K?  

i. They have gain of 139K.  

ii. Amount realized – adjusted basis = gain/loss.  


vii. Gladden: 

1. Partners that farm 880 acres in AZ; purchased land for 675K.  

2. Land had no water rights, but was within boundaries to get irrigation water.  10 years later, could sell water rights to the government without the sale of the land.  Their portion of the sale price was 543,566.  

a. They listed the amount as capital gain. 

3. IRS: this 130K was ordinary income. No sale.  Don’t get to use any basis. 

4. TC: this was a sale, but still don’t’ get any basis, b/c when they bought the property, there wasn’t any water rights. Arose after purchase.  Didn’t pay anything for them, so none of the basis should be apportioned to water.  

5. 9th Circuit: Gladdens win.  Say there’s a sale under 1001 – not just rent, but sale of perpetual rights.  Water rights were foreseeable at the time of purchase, people paid money for that.  

a. Case remanded to determine allocation of amount of basis to apply to water rights.  

b. Inaja land may not control.  (water rights v. easements.) 


viii. Basis: idea that an owner of property only pays tax on the value of the gain. 

1. Gavit: 

a. Establishment of a trust is a gift: a non-event for income tax purposes. 

b. Decedent left trust corpus to Marcia, who gets it in 15 years.  Income to Palmer to use for Marcia.  

c. IRS: the interest every year is income.  

d. Taxpayer: gift means gift.  102(a): gross income doesn’t include the value of property acquired by devise or inheritance. 

i. BUT, 102(b) brings in income from devise property.  Problem with Gavit’s arg is that once a gift is made, there would never be any tax liability – it’s too good to be true.  

e. Basis discussion: 

i. When someone dies, the property takes a stepped up basis.  Brady left part to he property to Palmer, and part to Marcia.  Palmer wants part of that interest coming in to be offset by basis.  

ii. Court: theoretically he has basis, but no dice.  If they went along with his argument, every  income producing property in the country would be held in trust.  

f. In a nutshell: interest is taxable.  Can’t get around it by setting up a trust.  

2. §273 codifies the holding in Gavit.  No present interest holder can use basis against present income.  

3. If Gavit had sold his interest wouldn’t get to use any basis then, either.  1001(e): any partial basis in a term interest governed by 1014, 1015, 1041 is disregarded.  

a. Term interest = life interest, term of years, income interest. 

b. The only time he’d be able to use basis is if he and Marcia BOTH sold.  

i. §1001(e)(3).  Then they could each ues the present value of their respective interests at the time of sale. 

ix. Annuities: 

1. Like Drescher, except that people are buying them for themselves.  

a. Egtvedt: buys annuity for 100K; insurance company agrees to pay 5K/year for the rest of E’s life.  (Has to live a minimum of 20 years to recoup.) 

b. How to tax? 

i. No tax on the cash value build-up on the value of the policy – it’s not a bank account. 

ii. Tax is due when the annuity is paid out.  Inside build-up isn’t taxed (no constructive receipt.)

iii. Taxpayer would like to defer: first 20 payments of 5K each would be offset by the 100K basis.  However, doesn’t work like that.  

c. §72: payments on annuities: 

i. all annuity payments are included unless otherwise excepted.  

ii. “exclusion ratio” – not all of the payment is income, but it’s not all basis, either.  It’s a proportional allocation of the two.  

1. Fraction:   

a. Payment times investment in the K/total expected return.  

i. Investment = premium cost (provided no withdrawals from principal.) 

ii. Expected return isn’t present value, just the pile of all payments insurance co. will pay out.  (Difficulty – you don’t know how long the person will live.)

iii. When depends on life expectancy, look at actuarial tables. 

iv. Start with the date payments start.  Once exclusion ratio is established on that date, it stays the same.  

b. Example: Investment of 100K, payment of 5K, look at expected return in TR 1.72-9 (911) Table V.  get 100K/140K = 5/7 NOT income.  2/7 IS income.  $3750 is excluded, $1430 is income.  

c. At this rate, E uses all his basis over 28 years and will report 40K.  

d. BUT: if you outlive your expectancy?  Once your basis is gone, it’s gone.  Pay tax on all of your income. 

e. If you under live, then 72(b)(3) lets you take as a deduction on your final tax return the unused amount of basis.  

iii. If annuitant withdraws from principal before payments start, then apply 72(e): early withdrawals tax outcome.  Money that you take out is treated as income first – as is buildup over pcinipal amount.  

1. Eg, if buy policy of 100K and is worth 108K, then 8K is income.  Doesn’t get the exclusion ratio.  Any withdrawal after that is return of basis & is tax free. (?)

2. Also, 10% penalty for withdrawals of income prior to age 59 ½. 72(q).  

x. Life Insurance: 

1. §101: easy answer is it’s not taxed.  

a. Death benefit excluded from gross income.  

b. Jack:  Cadaver & a check ( not gross income.  

2. Flight insurance: 

a. Ultimate term gamble.  

3. What if insured isn’t dead? 

a. Death benefit payments in some circumstances when terminally ill or severely disabled.  

b. 101(g) ( not taxed.  

4. Whole life/universal life, etc:  Basis only comes up with whole life policies that include both term features & investment K.  if insured lives to the end of the term, then gets the death benefit, instead of family.  

a. Catch: premiums hare high, because splitting between the term insurance portion and the investment portion.  

b. And interesting tax problems.  

i. If buy whole life, part of money goes into cash value acct, which is growing every year. Earnings are applied to acct. can withdraw if need be. 

1. But you’re not taxed on it! 

a. You would be if it were in a bank, but downside: rate is low. 

2. If you withdraw? 

a. Not taxed.  

b. Applying basis first (73(e)).  

c. Will be treated as return of original investment first; payments not taxable unless withdrawal is larger than the investment in the K.  (Investment in the K includes all premiums paid.)

d. Also, if call it a loan against the policy, it’s not taxed.  Allows taxpayer deferral ( but it’s really complete forgiveness.  

ii. One catch: modified endowment contracts

1. But they aren’t sold anymore. 

2. Have the income first rule. 

3. A loan = withdrawal. 

4. Penalty in §72(v) for early withdrawal. 

5. Defined by §7702A – fully paid up in less than 7 years. 

6. Because they look too much like a bank account, they’re treated like one. 

xi. Gambling: 

1. §1001(a): if you gamble, it’s just treated as a 1001 transactions.  Amount realized (winnings) – adjusted basis (wager) = Gain.  

2. BUT: losses from wagering transactions allowed ONLY to extent of gains from the transactions.  §165(d).  

3. Keep records! 


r. Net Operating Losses: 

i. Congressional remedy to taxes filed on an annual basis.  §172. Response to Sanford & Brooks.  

1. Sanford & Brooks: 

a. Company sued gov’t for K amount; after years of having net operating losses, finally get entire recovery of the losses plus interest.  (No profits.) 

b. Taxpayer wanted to apportion the amount to the previous years, but gov’t wanted it to be reported at once. 

c. SCOTUS: Gov’t wins.  

i. As a general rule, unless Congress says otherwise, each year is its own compartment.  

d. While the case has been reversed by Congress, it’s still good law.  Unless Congress says otherwise, every year stands on its own.  

ii. 172: Can deduct carryovers & carrybacks: 

1. allow taxpayers to take deductions that they couldn’t use in previous years – flexibility.  

2. 172(b): 

a. two years carryover – can carry losses up to 20 future years! 

b. Two years carryback – can take negative back two years to zero out income.  

c. Can split between years. 

d. Regardless of the tax bracket in the preceding years, must go back to SECOND year first, then the first.  


s. Tax Benefit Rule: §111

i. If you take a deduction for something like a charitable contribution, and it’s legit when you take it, BUT something later happens that’s inconsistent with the deuctino, then you don’t file an amended complaint. 

ii. Instead, you’ll put down as income in the later year the amount you deducted in the previous year.  (if the rates changed, it could be a windfall or a penalty.) 

iii. Alice Phelan Sullivan: 

1. APS donated property to charity in 30s; charity gave it back twenty  years later.  

2. APS wanted to go back to when it was donated.  IRS says they have to pay tax now.  

3. Ct: IRS wins.  Part of the basic Sanford & Brooks principle – when you receive property back, there’s an accession to wealth in that year. 

4. This is still good law – Congress hasn’t reversed it.  

iv. Bliss Dairy: 

1. SCOTUS: 

2. Dairy feeds cows; when they buy hay, get deduction.  

3. Company liquidates, use stuff to pay off debts; rest belongs to shareholders.  Shareholders also got the feed leftover in the barn. 

4. IRS: 

a. Never fed feed to cows, though took deduction for it.  Should trigger tax benefit rule.  

b. Bliss counters that they didn’t get anything back like in APS.  

5. Court holder for IRS.  Tax benefit rule applies whenever taxpayer took a deduction in a previous year and something later happens that’s fundamentally inconsistent with the premise of the deduction.  That’s a tax benefit rule triggering event.  MUST put down the income! 

v. §111: 

1. if the deduction doesn’t reduce the amount of tax imposed, then you don’t have to claim it.  


t. Claim of Right:

i. Accounting problem that crops up when “claim of right” income must be repaid.  

ii. Case: North American Oil Consolidated.  

1. Another timing issue – NAO & Gov’t had dispute over land, and in 1916 property was placed in receivership.  (temporary repository while dispute hashed out.) 

2.  Finally in 1922 the case settles.  Issue becomes when did NAO have the income?  

a. IRS: 1917, when DC said land belonged to NAO.  

b. NAO: wants to pay back in 1916, or any other year BUT 1917.  

3. Court: have to pay tax for 1917 b/c when in dispute like this, have income at the earliest point when you have a “claim of right” with no restrictions on the disposition.  

a. It was out of receivership and in NAO account at that point; just b/c might have to give it up pending an appeal isn’t a reason to not pay tax on it.  

iii. But the accounting problem is: 

1. What do you do if you have to pay it back?  

a. That’s the point of the Lewis case.  

b. Lewis has 22K bonus; ER realizes he should only have 11K.  Company made him pay it back.  

c. How to handle for tax purposes?  

i. IRS: should take deduction in the year he pays it back. 

ii. Lewis: should get to amend 1944 return.  

iii. Ct: sides with IRS.  Every year stands on its own feet.  

2. But Lewis is reversed by Congress.  1341.  

a. Taxpayer has a choice: can take the deduction in either year – whichever is to the taxpayer’s advantage.  But this requires a deduction of more than 3K.  

b. 1341(a)(5): technically, you don’t file an amended return, but you get credit on the tax you paid in the earlier year.  No deduction, but credit for where you paid tax on money you didn’t get to keep.  

iv. Clark: 

1. IRS has acquiesced in this case. 

2. Clarks were married couple; tax guy screwed up their taxes.  Filed for them jointly when would have been been better to file separately.  

a. Once you file a joint return, can’t amend and go separate.  Irrevocable. But can change mind from year to year. 

b. But if file separately, can change and amend to file jointly. 

3. Tax guy pays them the difference. 

a. IRS argues gross income. 

b. Clarks argue it’s just compensation, restoring a loss and making them whole. Not income. 

c. Court sides with taxpayer.  Situation is NOT income.  

4. Why isn’t it income? 

a. Reg. 1.61-14.  Miscellaneous forms of gross income: another person’s payment of taxpayer’s income taxes constitutes gross income unless excluded by law.  

i. But if recovering loss, case says it’s not income.  

ii. Chirelstein: it’s like a tax refund.  Federal tax refunds aren’t income, and the situation is somewhat analogous.  It’s like a rebate that just returns the basis.  

iii. Jack: doesn’t think this is a tax refund – once they filed the return, that’s the tax they owed.  And someone else paid it for them.  

iv. (Contrast with state income tax – when this is paid, can deduct from federal income tax.  If you take deduction and get refund of tax from state government, that IS income and have to put it down.) 


u. Damages: 104

i. General rule: analysis of damages and settlements is the same.  

1. Step one: what do the damages replace?  (this money is in lieu of what?) 

a. Damages represent something P lost or never got.  

b. If damages replace income, then the damages are income.  Taxable. 

c. If damages replace a gift, then they’re a gift.  

d. If damages replace property, treat as a sale of the property – 1001.  

i. Eg, if you lose a ring and can’t get it back, claim with insurer.  If amount realized is greater than the basis, then the difference is income.  

ii. Also: if ring is stolen and sue someone for conversion, the money payment is treated as if you sold the property. 

e. If damages are for damage to the property that is restored to you, treat as a return of basis.  Inaja Land. 

f. If the damages don’t replace anything, then it’s Glenshaw Glass – income in any kind of cacse.  

2. Gross income doesn’t include: 

a. Damages received on account of personal physical injury or physical sickness.  

b. Regulations require tort or tort-type accident (including wrongful death).  

c. If no physical injury, then no exclusion.  (no IIED).  

i. But: IIED not treated as a physical injury, but that doesn’t apply to the amount of damages NOT in excess of what’s paid for medical care attributable to ED.  If IIED leads to medical care, then the care is tax free.  (But any resulting loss of earnings aren’t tax free – replacing income.) 

ii. If physical injury, damages for resulting ED also excluded from income.  (But not damages for harm to property!) 

3.  Punitive damages ALWAYS included in gross income.  It’s a windfall – Congress isn’t sympathetic.  


ii. Damages Allocation problem: 

1. If want medical bills, pain and suffering, lost earnings, and punitive damages and then get settlement, lump sum?  

a. And not getting the full amount.  How to allocate?  

b. First three are tax-free, but if any money is for punitives, then liable for that.  

c. Courts will look to the intent of the payor.  What was the payor most concerned about – what did he want to go away? 

i. If it’s clear actions aren’t worthy of punitives, then shouldn’t be a taxable settlement. 

ii. Tax judges will say to put the payor on the stand and ask about intent, look to lawyer correspondence.  

iii. Practically, most parties will put the allocation into the settlement agreement and assume it’ll stand up in court. 

iii. Structured Settlement: 

1. 104(a)(2): GI doesn’t include amount of damages received – whether by suit or agreement, or whether as lump sums or periodic payments. 

a. This is interesting b/c Ps often charge interest in structured settlements.  But not GI b/c of this section. 

b. Defense bar LOVES this to use to encourage Ps to take lower settlement amounts.  

2. D will put the money down to an insurer, who issues an annuity.  Annuity isn’t subject to §72 b/c it’s payment for personal injury.  

a. P’s benefit: if worried about D’s credit, worried might get charged for constructive receipt (but won’t b/c no right to accelerate payments.) 


v. Debt Treatment: 

i. Loans aren’t income – policy reasons.  Don’t want to tax someone when they’re down.  

1. Not true accession to wealth, per Glenshaw Glass: have to repay.  No increase in net worth.  

2. Also, money will be taxed later ( you’ll earn money to pay the loan back, and that’ll be subject to income tax.  

ii. Kirby Lumber: borrowed money but aren’t paying it back; issued bonds for 12 million, but bought back 1 million of the bonds at discount.  Gain of 138K.  

1. Court: they recognized a gain when the debt was cancelled.  Repayment of the debt at a discount is a taxable event. 

iii. §61(a)(12): Gross income includes income from discharge of indebtedness.  “DOI” income – or Cancellation of Debt (“COD”) income. 

iv. Exceptions to DOI: §108

1. A gift to discharge indebtedness isn’t taxable – it’s a gift.  

2. Rebates aren’t taxable (just reduction in the sale price).  

a. 108(e)(5).  Reduction in basis. 

3. Bankruptcy (where most DOI occurs): GI doesn’t include any amount that would be includable in GI if reason for discharge of indebtedness is Bankruptcy.  108(a).  

4. Insolvency: if discharge happens when insolvent, then not taxable, either.  108(a)(1)(B).  

a. Insolvent: excess of liabilities over FMV of assets.  108(d)(3).  OR: can’t pay debts when they come due.  

b. Income from DOI excluded only to the extent you’re insolvent.  

5. Qualified farm indebtedness. 

6. Realtor 

7. 108(b)(2): collateral consequence to borrower if taking advantage of 108(a)(1): certain tax attributes will be reduced for the future.  (Bad)

a. Net Operating Loss

b. General business credit

c. Minimum tax credit

d. Capital loss carryovers

e. Basis reduction

i. Basis in items you paid for with borrowed money and didn’t pay back ( you won’t get the basis you’d expect. 

f. Passive activity loss and credit carryovers.  

v. Zarin v. Commissioner

1. Man with gambling problem: settles with casino.  But IRS says that Zarin should owe tax on the balance of the loan (credit extended by the casino) as discharge of indebtedness income.  

2. Court finds no discharge of indebtedness (loan was void ab initio) but Jack disagrees.  Of course there was discharge of indebtedness: 

a. Under §108, taxpayer has to be personally liable or taxpayer has to be holding property subject to the debt.  Neither applies here: court says that the chips aren’t property.  

3. Moral to take away from this case: a disputed obligation isn’t a debt for the purpose of discharge of indebtedness purposes.  

vi. Debt & Property Transactions 

1. Satisfaction of debt with property 

a. When the taxpayer’s debt interferes with property being bought, sold, or owned. 

i. Very common scenario – complicates things.

b. If you pay off a debt by transferring property, you’re treated as though you sold the property.  Gain realized.    

c. This isn’t discharge of indebtedness (that’s when the debt isn’t fully paid).  Here you’re just paying the debt.  

2. Exam warning about this scenario!

3. Diedrich 

a. Diedrichs gave their children 85K shares of stock subject to the condition the kids paid the gift taxes.  The basis in the stock was 51K.  FMV around 200K.  Gift tax was 63K.  

b. Income tax consequences: paying the gift tax constitutes income to the parents.  

c. This case would turn out the same if the kids were paying off a mortgage or a hospital bill, rather than the gift tax.  

d. 63K-51K=12K gain.  

e. Note: In net gift situation, if donee assumes liability of donor AND that liability is greater than the basis of the property that the donor is giving away, there’s a gain equal to the difference.  

i. BUT not a realizing event for loss.  

ii. On part sale/part debt situation, will only get a liability for taxes…not deduction. (Check that.) 

f. Not discharge of indebtedness b/c creditor was fully paid.  AND Gifts aren’t normally realizing events.  Just gain on the sale of property.  

g. The kids’ cost basis?  

i. Parents used their whole basis (would normally be carryover).  So treat as sale, with 63K – what they paid.. 

ii. Note §1015: situation where gift tax is paid, the family gets increase in basis for the part of the gift tax paid.  Look at the reg example: 

1. 63K (liability they assumed)  and then increase for the part of the gift tax paid under 1015(d)(6).  

4. Crane v. Commissioner

a. SCOTUS, 1947 

b. A more mainstream case where gifts and property are tangled; Mrs. Crane gets apartment building when husband dies.  Gets basis = FMV of what it was when husband died.  $234K (262-depreciation deductions.) 

c. Claims deductions for depreciations – loss of value, for total of 25,500.  

d. Depreciation deductions corrected to 28K and will reduce her basis to 234…but she still owes 262K on the mortgage.  

e. Pays down principal to 255K.  

f. Sells property for 2500, subject to the mortgage – assumable mortgage – but what are her tax consequences?

i. Buyer is taking over her debt.  

ii. Know her adjusted basis is 234, but don’t now what the amount realized is – either 2500, or 2500 plus the mortgage (IRS).

iii. Court sides with IRS: if mortgage is still on the books and the buyer takes on the liability, then the seller must include it as part of her amount realized from the transaction.  So here, she has gain of 23K.  

iv. Right result b/c of the all depreciation she’s taken only a little of it was her own money.     

vii. Commissioner v. Tufts: 

1. SCOTUS, 1983: Issue is whether the Crane rule applies when the unpaid amount of the nonrecourse mortgage exceeds the FMV of the property sold.  

a. Texas RE deal; Tufts was partner, bought property – most money used to buy it was from bank on non-recourse basis.  

i. Bank’s only recourse is to repossess the land: can’t get any more money from partnership.  If recourse, can get that and deficiency judgment. 

b. Property depreciates down to 1.4 million.  

c. He has choice: could walk away and not have any further liability b/c it’s not a recourse mortgage, or can pay the full amount and have depreciated building.  

i. He walks. 

d. Another buyer approaches and takes property off hands for zero cash and assumption of mortgage. 

e. What’s his amount realized? 

i. Not necessarily the amount of the mortgage.  Looks to famous FN in Crane, FN 37: 

1. “obviously, if the value of the property is less than the amount of the mortgage, a mortgagor who is not personally liable cannot realize a benefit equal to the mortgage.”  

a. Different problem arises when mortgagor abandons property or transfer subject to it w/o receiving any boot.  (Case here)

ii. Tufts argues amount realized should be FMV of property, not mortgage.  (Jack: this is preposterous: would be windfall.) 

iii. IRS: he got the loan proceeds tax-free and included them in his basis on understanding would have to repay the full amount.  Now that it’s cancelled, mortgagor is relieved of responsibility to repay the sum and realizes value to that extent.  

1. Court adopts.  

2. Amount realized – adjusted basis = gain/loss 

3. 1.85 – 1.455 = 395,000

4. Making Tufts pay tax on the depreciation deductions that were taken – somewhat like Kirby Lumber. 

viii. Equity Income: 

1. Another debt problem: when you lend money on property you already own.  

2. Example: 

a. Buy property for 20K when FMV is 100K.  

b. Need cash – 40K.  

c. So use the property for security on the loan. 

d. What happens to the basis of the property. 

i. It doesn’t add to the basis; that’s just the original cost. 

ii. In Crane and Tufts, the mortgage was the basis b/c the loan money was used to buy it; just b/c money is borrowed against property doesn’t mean it goes into the basis.  

e. If property sold: pay 60K cash for equity and assume the mortgage.  The gain? 

i. a/r (100 = equity and basis) – A/B (20) = Gain/loss (80K)

w. Illegal  Income: 

i. if you make money in illegal business, have to report it on your tax returns: All income from whatever source derived.  

ii. Tax law can be a surrogate to prosecute bad people. 

iii. Gilbert v. Commissioner: 

1. Gilbert stole money, signed IOU after caught and said it was a loan.  

2. Court sides with him, BUT: for it to be a loan, lender has to know he loaned it to you!


x. Nonrecognition Transactions: 

i. Normally when you realize a gain or loss, it’s recognized on will show up in the tax return, but sometimes they aren’t recognized…and so aren’t reportable.  

ii. Realization is an easy event to have happen, but sometimes it can be a drag (e.g., house burns down, get insurance check: if more than your basis, you have income).  

iii. But there’s an additional hurdle in §1001(c): 

1. “Except as otherwise provided…the entire amount of the gain or loss, determined under this section, on the sale or exchange of property shall be recognized.”  

iv. Three kinds of nonrecognition transactions (for this class): 

1. Like-kind exchanges: 

a. §1031: “no gain or loss shall be recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held for productive use in a trade or business or for investment.” 

b. Non-recognition for the gain or loss of a like-kind exchange.  

c. The policy: people doing this don’t have the money to pay the tax, or difficulty in determining FMV of property to be swapped.  (Not very compelling.) 

d. People who get this: 

i. Taxpayer giving up a property held for trade/business or investment.  

1. Exclusion: 1031(a)(2): doesn’t apply to any exchange of: 

a. Stock in trade or property for sale (such as tangibles – inventory);

b. Stocks, bonds, notes 

c. Other securities, interests in partnerships, certificates of trust or beneficial interests, lawsuit interests. 

d. Personal-use assets. 

ii. Mostly applies to RE. 

e. MUST be exchange, not quick sale & purchase.   

f. Regs: 1.1031-1(a)(1): 

i. Defines “like kind.”  Reference the nature or character of the property – not its grade or quality.  

ii. RE can be developed or not: but doesn’t count if it’s held by a RE broker (it’s his stock in trade).  

iii. Don’t even have to have fee simple – could be 99 year lease.

g. Regs: 1.1301-1(a)(2): property not solely for property of a like kind. 

i. Not as generous with equipment as RE; common sense approach – requires for Dept. of Labor or Commerce classifications.  

ii. OR: tree in the woods counts as real property.  But becomes personal on cutting – so that’s not a like kind exchange.  

h. Jordan Marsh Co.  

i. Jack doesn’t like case. 

ii. Sold store and leased back from buyer for 30 years and 3 days.  (way of borrowing cash). IRS concedes for this case that it’s not a loan, but actual transfer of property.  

iii. Taxpayer wants this to be realizing and recognized event b/c would deduct the loss – their basis is higher than what they received from the sale-leaseback.

iv. IRS wants this to be like kind exchange – but Court holds it’s a sale.  They get to deduct the loss. 

i. The way a transaction works: 

i. The right kind of property goes out

ii. Another right kind comes back

iii. As an exchange.  

j. Treatment of basis: 

i. Basis is the same as the property exchanged; decreased by the amount of money received by the taxpayer, and increased in the amount of gain/decreased in amount of loss that was recognized. 

1. Doesn’t permanently forgive gain – just postpones.  

2. If person dies?  Stepped-up basis.  

3. Could never pay the tax unless cash out and have a cash sale.   

ii. Old Basis - $ Received + gain Recognized = new basis 

iii. Can’t recognize more gain than is realized.   

k. Boot: 

i. In like kind exchanges c an get not only property but something else.  The extra is “boot.”  

1. Use 1031(b) for treatment with boot: If exchange would be within provisions of a, if not for the fact includes boot, then the gain shall be recognized in amount not in excess of the sum of money & the FMV of the other property. 

2. Not going to recognize gain in excess of the boot.  

ii. Do normal 1031 calculation: 

1. New basis = carryover per 1031(d) but in addition get cost basis of the case (per 1012).  

iii. When taxpayer is the party giving up the boot (the exchanged property is worth more): no adverse tax consequences.  

iv. If boot isn’t like-kind property (car, truck)

1. That property is boot, not like-kind. 

2. Tricky to calculate new basis: first run through standard new-basis calculation.  But boot gets basis of FMV every time.  

3. Check this in E&E. 

v. If you walk away from a mortgage, it’s treated like boot for like-kind exchanges (b/c not only does it add to realized gain, but triggers recognition of gain).

1. 1031(d): where other party assumes taxpayer’s mortgage, assumption is considered money received b y taxpayer on the exchange. 

l. NOTE: can have transaction where one party can use 1031 and the other doesn’t!  Your consequences don’t depend on the other party. (eg, if you have a rental and swap with broker, you get 1031 and he doesn’t.) 


m.  Three-way exchanges:

i. structured in way that taxpayer never receives cash – two other parties at the table.  

ii. Alderson case:  engineer as like-kind exchange even though person who has the property doesn’t want the taxpayer’s.  Wants money. 

iii. Practically: have three parties.  

1. Step 1: buyer buys Bend RE the taxpayer wants in exchange for money. 

a. Property has cost basis.  

2. Step 2: buyer swaps with the taxpayer under 1031.  

a. If properties have the same value, then have the same cost basis – realized gain is zero.  

iv. It’s possible to reverse the order: bend person exchanges property with Portland property, then have buyer lined up for Portland property.  

v. How these actually happen.  Not only does everyone get what they want, but taxpayer gets non-recognition of gain under 1031.  

vi. “Starker exchange” – show how flexible the system is.  

1. Three corner exchange: 

2. Taxpayer has property, B has money.  Hadn’t figured out the RE he wanted yet.  

3. Step one: conveyed property but wasn’t paid money.  “in exchange for promise to buy what I want later.  Had 5 years, and the money was earning interest.” 

4. Step two: land found, called company and told them what kind of property.  

5. Step three: They bought it and conveyed.  

6. Court held this is just Alderson with delay.  Even that would work.  

7. Congress put some limits on this: 1031(a)(3): after transfer to B, have 45 days to ID replacement property.  Must take title in 6 months or due date of tax return, if earlier.  Usually 180 days.  

vii. Remember; taxpayers can’t have money – no receipt, actual or constructive.  
 


2. Involuntary conversions

a. “rollover” provisions.  

i. Can handle the money, provided you do the right thing with it.  (Ordinarily would be GI, but reinvest correctly and will get non-recognition on the receipt of the funds.) 

b. §1033

i. (a): if property was result of theft, seizure, or requisition or condemnation or threat or imminence or is compulsory or involuntarily converted: 

1. into money or property (of not a similar type) the gain will be recognized EXCEPT: 

a. taxpayer (during period) busy other property that is similar or related in service to converted property (must buy replacement).  

i. Taxpayer must make the election. 

ii. Mostly this comes up with there’s a gain through insurance – you have a low basis, high value.  Normally it’s a loss, but if you have insurance and insurance pays more than basis, you’ve got a gain. 

1. OR: if sue for conversion and are paid damages which exceed the basis of the property.  Treated as a sale of the property

2. OR: if gov’t condemns. 

iii. If you take the amount realized and invest it all in new, similar property then although you’ve realized a gain, you can make an election and not pay tax on it. 

c. Time period: 2 years from the end of the year where you got your money to replace it.  

i. 1033(a)(2)(B).  

d. Schnitzer example: 

i. Basis of 10 K, paid 100K.  Have 90K gain.  That’s a lot of tax if you don’t reinvest – Congress wants to mitigate b/c condemnation wasn’t the taxpayer’s idea. 

ii. So if reinvest in a new theater – property just has to be similar or related in service – no gain recognized.  

iii. Expect carryover basis.  

iv. BUT: if taxpayer doesn’t fully invest, then money that isn’t used will be treated like boot in a like-kind exchange. 

1. Amount realized means whole proceeds: toa avoid recognition of gain must invest all.  (if only reinvest 70K of 100K, then 30K gain recognized – can’t recognize more than you realize) – new basis is 10K.  Carries over.  

e. No tracing of funds: could spend all insurance money then borrow money for the next property!  Can handle the money, spend, borrow more – just must buy in statutory period similar or related property for similar or related uses.  

3. Sale of principal residence

a. §121

i. Gross Income won’t include gain from the sale of your principal residence so lnog as you’ve been living in the house for 2 of the last 5 years.  

ii. Most common arena where non-recognition crops up.  

iii. NOT unlimited!  Only 250K, but if married filling jointly then get 500K.  

iv. NO basis consequences! 

v. NO age limit!  

vi. NO reinvestment required! 

b. BUT: must wait 2 years between uses of this: 121(b)(3). 
 

y. Dissolution of Marriages

i. When property changes hands, there’s potential for realizing, recognizing events.  So what happens to property when marriages break up?  [it’s clearly not a gift!] 

ii. US v. Davis: 

1. Davis transfers property to wife as part of property settlement executed prior to the divorce.  

2. She gives up statutory rights.  

3. Stock is low basis, high value.  

4. CT: this is release of legal rights in exchange for property: realizing event for transferor spouse.  What’s realized, though? 

a. The FMV of whatever you got in the exchange.  

b. “barter-equation method” for valuing.  Value of the marital rights = the value of the stock given up. 

5. Case creates disparity b/t community & separate property states, so Congress fixes with §1041.

iii. 1041: no gain or loss recognized on transfer of property from individual (or in trust for the benefit of) to spouse or former spouse.  

1. Transfer is created as a gift: transferee gets the transferor’s basis.  

2. If incident to divorce, transfer of property can be be w/in 1 year of date of divorce or related to cessation of the marriage.  

iv. 1041 does NOT apply to alimony or spousal support! 


v. Farid-Es-Sultaneh v. Commissioner: 

1. Kresge gave future spouse stock; his basis was 15 cents/share – part of prenup.  But by getting stock, she gives up any rights she might acquire through marriage. 

2. After divorce, she sells stock.  

3. Question: what’s the basis?

a. Was there a realizing event when the transfer happened?  If there was, she won’t get a carryover basis.  

b. IRS wants carryover basis (more gain). 

c. She argues she should get a stepped up basis – FMV of the property when the deal happened.  

d. Court: her basis should be the FMV of what it was when it was received.   (Right result under Davis.) 

4. NOW: she would have to pay on more gain b/c would get carryover basis from 1041.  

a. Jack argues maybe not – b/c she wasn’t married at the time of the transfer (so not a spouse).  


z.  Installment Sales: 

i. Taxpayer has low basis, high value stuff that wants to sell: 

1. Buyer pays installment basis.  

2. Pays some down, then so much per year.  How to handle the tax on receiving the payments?  

ii. Four Methods: 

1. Open: taxpayer recovers basis first and pays taxes later.  

2. Closed – taxpayer on Accrual method: taxed on the gain in the first year. 

3. Closed – taxpayer on Cash method: 

a. taxpayer is receiving some property (IOU/mortgage) and some cash.  

b. IOU probably isn’t worth face value.  

4. Installment method: 

a. Compromise approach: instead of using basis up front, can recover the basis over time.  

b. §453: take each payment and tax portion of it.  Gain is determined by a ratio: 

i. payment x gross profit on the whole deal, divided by the K price = gain.  

c. This is the preferred and default method for this; usual.  

iii. Logan: [not a case of wide application.]  

1. Owned 1000 shares of stock in mining company with basis of 180K.  Don’t know FMV (private). 

2. Stock bought out by another company: 120K down, 60¢/ton of ore from the mine with no timetable of when will happen.  

3. Court:  impossible to ascertain the FMV of open-ended promise to pay money when and if anything happens.  (Gets to use basis first.) 

iv. Reg. 1001-1(a): 

1. “rare and extraordinary cases:” almost impossible to meet this test.  Technically possible but not very likely.  

v. Warren Jones Co: 

1. Sold building, got 20K in cash, weird IOU – 133K for 15 years. Basis of 62K.  

2. Taxpayer reports as open transaction and want to use basis first.  IRS said it’s closed.  Once someone admits the value of the note is less than the face amount but there is a FMV, there’s closed treatment.  

3. Have to start declaring gain at closing – could be more tax than the down! 

vi. 453: 

1. 453(d): can elect out of it (but probably wouldn’t want to – would end up with closed transaction.) 

a. not eligible: dealer dispositions, inventories of personal property, publicly traded stock.  

i. Stocks sold like this end up in accrual box.  Even if on the cash method. 

1. Policy: could pick up the phone and call your broker and sell.  Just b/c you have installment plan, not going to let you wait to avoid taxable gain.  

2. Review this heavily.  




vii. 453A: 

1. interest charge on deferred tax on large transactions (in addition to paying your tax, have to pay interest on the deferred tax!) 

viii. 453B: 

1. disposition of the note triggers the deferred gain.  If you’re on installment plan and sell or give away the note, that triggers realization of the gain left to pay tax on. 

2. Policy: this is a personal privilege.  Can’t give it away.  (But you could die with the note and bequeath to someone else.)
 

aa. Deferred Compensation: 

i. Work now, get paid later.  

1. Review Chirelstein. 

ii. Two kinds:

1. Qualified

a. EE pensions

b. “Keogh” plans – for self-employed, partners.  Work very similarly to qualified EE plans.  Put money in, get deduction for it.  
c. IRA – individual retirement arrangements
i. Traditional – 219, 408

1. Contributions are deductible

2. No current tax on earnings 

3. Withdrawals included in income 

ii. Roth – 408(a) or Edu – 529, 530 

1. Contributions not deductible

2. No current tax on earnings

3. Withdrawals excluded from income 

iii. Nondeductible – 408   (like annuity)

1. Contributions not deductible

2. No current tax on earnings

3. Withdrawals partly included, §72. 

iv. Rolled over in 60 days (??)

2. Nonqualified: 

a. Minor v. US: sets up plan, not qualified.  In the EE K between the EE and ER, says EE will work now and get paid later.  No actual receipt of money until later, no constructive receipt of money until later.  

b. Some companies set up “rabbi” trust – every year put money in the trust.  EE has no special claim if bankruptcy, tho – in there with other creditors. 

c. Also, 404(a)(5): ER doesn’t get their deduction until the EE gets the income! 


V. Deductions: 

a. Review of Cash v. Accrual Method: 

i. Most people use cash; businesses use accrual.  

ii. Accrual method focuses on receipt.  

iii. In cash method, must to pay in order to deduct: cash receipts and disbursements focus on transferred. 

1. 1.446-1(c)(1).  

iv. In accrual method, when events fix your right to the income, you’ve earned it.  

1. Income is include for the taxable year when all events have occurred to fix the income. That’s the “all events” test: you have income when all the events have occurred to fix your right to the income.  You get a deduction when all events occur that fix your right to pay.

a. Example: buy toner and get invoice.  Can deduct under accrual method when you get the invoice, even if you don’t pay until next year.  (under cash, would have to wait until you pay.) 

b. If someone doesn’t pay YOU, you get a deduction in the year to when the debt becomes worthless, to offset the income.  

b.    Review of Tax Rates: 
i. §1: congress is very sensitive to marital status.  

1. The marriage penalty – the problem of pooling two incomes in 1(d) is cleaned up in 1(f)(8).  

a. Beginning in 2003, eliminates the penalty b/c of the rate structure. 

b. Congress wants 1(a) and 1(c) to have this relationship.  

c. P. 1834.  Now 1(a) is exactly twice what 1(c) is – takes care of the penalty in low rate brackets.  

2. Married people with one income have “marriage bonus” – better off married if one works outside the home b/c rate brackets are twice what they are for single people.  

c. On to the meat of Deductions: 

i. Three kinds in book: 

1. Personal life deductions

2. Business/investment deductions 

a. Generally, cost of business is deductible.  

3. Borderline business-personal deductions.  

ii. But that’s NOT the way the code is structured! 

1. §63: taxable income means gross income minus deductions allowed by the chapter and the standard deduction.  

2. §62: Congress breaks down further: “Adjusted Gross Income” = AGI.  

a. Gross Income – certain deductions – other deductions = taxable income. 

b. “Above the line deductions” v. “Below the line deductions.” 

c. Above the line deductions: 

i. Trade and business, losses from sale or exchange of property, deductions from rents and royalties, retirement contributions, alimony, moving expenses, interest on education loans, etc.  

ii. §62: proxy for showing how well off you are – use to compute some below the line deductions. 

d. Below the line deductions: 

i. All the others, including mortgage interest.  

d. Types: 

i. Personal Exemptions: Below the line
1. §151: everyone gets one for being alive.  Married couples get two; head of households also get one for dependents.

a. Dependents: need to know age, money made, etc.  

i. If someone ELSE can take a personal exemption for you, you don’t get one for yourself (even if they don’t take it!).  151(d)(2). 

ii. Rules for dependents: 152(a): 

1. Dependent  means any of the following individual over half of whose support for the calendar year was received from the taxpayer.  (1/2 of support for family member or someone who lives with you.) 

2. Can’t have income over 3100, can’t be over 19, can’t be student over 24.

3. Custodial parent gets the deduction.  

b. Phaseouts: 151(d)(3): 

i. Calculate percentage in 151(d)(3)(B): 2 percentage points for every 2500 by which the taxpayer’s adjusted gross exceeds threshold (different for different types – joint, surviving spouse, head of household, etc.) 

ii. Updated p. 1836. 

1. Married filing jointly: 214K

2. Head of household: 178K

3. Unmarried: 142K

4. Married filing separately: 107K

c. Phaseouts will be sunsetted from 2006-2010.  

2. “Except as otherwise provided” they’re 2K, but now indexed for inflation it’s 3100.

ii. Child Credit: 

1. In addition to the 3100, get 1000 tax credit for the child.  

2. Phaseout on this one, too: not for the rich.  

a. Not sunsetted. 

3. Qualified children: 

a. Kid must be under 17 and related to taxpayer.  


iii. Standard Deduction: Above the line 

1. §63: for individuals who don’t itemize.  

2. If you itemize, you don’t get the standard deduction, but you still get your personal deduction.  

3. 63(c)(1)(B):

a. Rev. Proc. 2003-85, p. 1835: 

i. Married filing jointly: 9700 

ii. Head of household: 7150

iii. Unmarried: 4850

iv. Married filing separately 4850

4. 63(c)(5): 

a. if you can be taken as dependent on someone else’s tax return, your standard deduction is reduced.  

i. Shall not exceed 800 (if don’t work) or 250 and earned income (up to normal 4850).  


iv. Itemized Deductions: 

1. All your below the line deductions (other than personal exemptions in §63). 

a. Deductions allowed except for those used to arrive at AGI and deduction for personal exemption (personal exemption is below the line, but not itemized b/c everyone gets it.) 

2. Phase down: 

a. §68: 

i. in the case of individual whose AGI exceeds applicable amount, amount of itemized deductions otherwise allowable shall be reduced by lesser amount of: 

1. 3 percent of the excess of AGI over applicable amount

2. 80 percent of the itemized deductions otherwise allowable.  

ii. Also sunsetted, gradually. 

iii. Affects

1. Unmarried with AGI of 142,700,

2. Married fililng jointly of 392,700

iv. This is a sneaky 1% extra tax.  


v. Casualty losses: Below the line 

1. Taxpayers can deduct so much as exceeds 10% of AGI, after deducting $100 for each loss.  165(h)

a. From fire, storm, shipwreck, other casualty.

b. Kind of like a Congressional deductible.  

2. 165(h)(2): if your personal casualty gains exceed losses (eg, if your insurance pays more than your basis) then you have capital gain.  Then the loss isn’t itemized deduction – it’s going to offset capital gain from the casualty.  

a. If you don’t have any basis in the property you lost, no deduction for casualty.  Losses are all about basis! 

3. Only if: 

a. Losses from business, any transaction for profit (though not connected to business)

4. Casualty must be “sudden, unexpected, unusual.” 

a. Not cat with fit destroying vase.  (Dyer)

b. Not throwing out diamond in tissue.  

c. Not taxpayer who doesn’t put fire out (can’t be gross negligence or willful – but could be plain negligence.) 

d. Must be physical – not OJ living nearby.  (Chamales)

5. Presidential Disaster Area – gives permission for taking the deduction for previous year – gives you instant refund.

6. Calculation: FMV before casualty – FMV after casualty = economic loss (or basis).  

a. Can use either number.  Take the lower of the two, then move through 165(a).  

i. Deduction only covers losses where there’s no insurance.  

1. If insurance pays part, must deduct that portion out.  

7. Policy: “ability to pay” – if lose property related to income b/c of natural disaster, then you’re in the same place than if you hadn’t gotten the income in the first place. 
 

vi. Medical Expenses: Below the line 

1. §213: shall be allowed as deduction expenses paid during taxable year, not compensated by insurance, for medical care.  

a. But only if it exceeds 7.5% of AGI.  

b. Amounts for: diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting structure or function of body. 

i. Also: transportation costs, qualified long-term care, health insurance premiums, prescribed drugs or insulin. 

c. Doesn’t include anything cosmetic unless it’s congenital abnormality, personal injury from accident or trauma, or disfiguring disease.  

d. Doesn’t include amounts for improving health not related to curing or preventing disease – eg, taking vacation for stress not deductible, even if doctor orders. Boarding school for kids not deductible (Ochs).  Probably would pay for fixing house b/c of disability, MAYBE even swimming pool if medically necessary.  If too much of an extra benefit, not allowed. 

2. Special Circumstances: 

a. Self-employed: medical premiums are deductible above the line as business expense under 162(l) – for them and family.  (treating like ER)

b. Laid-off workers’ get tax credit for health insurance when gov’t certifies reason they’re laid off was b/c of foreign competition.  65% is credit against tax; lasts for a couple of years.  


vii. Charitable Contributions: Below the Line 

1. §170: deduction for charitable contributions, payment made w/in year.  

a. Must get receipt.  Cancelled check isn’t enough.

2. §170(c): five categories: 

a. organized for religious, charitable, scientific, literary, educational purposes that; 

i. doesn’t benefit private shareholders or individuals

ii. not disqualified under 501(c)(3) by attempting to influence legislation – can’t take part in political campaign.  

b. Post or organization of war veterans organized in US that doesn’t benefit private shareholders, etc. 

c. Fraternal society: Elks, Masons, etc. 

d. Not for profit cemetery company.

3. Can’t zero out income – but no floor. But there is a ceiling: 

a. 170(b): caps depending on type of charity.  

i. A charity: 50% of AGI. Excess can be carried forward 5 years. 

1. A: Charities, schools, hospitals. 

ii. B charity: 30%.      

4. Must completely give up your rights and can’t give up anything in return! 

a. Ottowa Silica: company gave land up to school, kept the rest.  B/c of the school, roads were built to benefit Ottowa.  Wasn’t a gift b/c there was a quid pro quo.  

b. Public radio pledge drive: if get a gift back, then only part of what you’re giving is deductible – the rest is buying your gift!  


5. Calculation: 

a. Deduct all of the donation – FMV, not the basis.  

b. Charitable contribution isn’t a realizing event – he doesn’t have to realize any gain.  

i. Since charity doesn’t pay tax, either, then no one will ever pay the tax here.  

ii. BUT: if donating clothes, car – you only get the FMV.  But for car: FMV is what the charity was PAID for it.  

1. It’s the charity’s obligation to report to the donor – and can’t claim the contribution until you have the receipt.  

c. Exceptions to FMV rule: 

i. 170(e): sometimes only get to deduct the lower of the FMV or basis.  

1. property other than property that produces capital gain when sold: 

a. inventory (b/c produces ordinary income when sold): only get to deduct basis. 

b. Tangible personal property that charity doesn’t use in its exempt function. 

i. Such as art the charity will promptly sell.  

ii. BUT if give to museum, get FMV even if higher than basis. 

c. Intellectual property: 

i. Donate patents, etc.  

ii. Now only get the lower of the FMV and basis.  BUT: if does generate money for charity, donor will get additional deduction in later years, up to 10 years out. 

 

viii.  Alimony: Above the Line 

1. Alimony treatment simple if it’s clearly alimony. 

a. Payment for alimony or “separate maintenance payment” then the person who makes the payment gets the deduction.  

i. Trick is determining if it’s alimony or payment of separate maintenance. 

ii. Could also be: child support, property settlement (neither are given special tax treatment.) 

b. Payee must include this amount as GI under §71.  

2. Requirements for Alimony: 

a. Payment in cash

i. Payment received by or on behalf of spouse under divorce or separation agreement

ii. Pursuant to written instrument

iii. No election to have the payment NOT be alimony: 

1. Divorce/separation instrument doesn’t say it’s not includable in GI/allowable as deduction. 

iv. Payor/payee aren’t living together

v. No obligation to pay after payee dies 

1. Could end sooner, but not later than the ex’s death.  

2. No liability to make payments as substitute for alimony payments after death of the payee spouse.  

3. Policy: this is just to support the spouse; otherwise, it might be a property settlement and they’re not deductible.  


3. Disguised payment rules: 

a. Child support: §71(c)(2): 

i. If any “alimony” amount will happen for some child-related contingency (getting married, reaching age, etc.) then it’s not alimony.  It’s child support. 

b. Property Settlements: §71(f) “front loading” 

i. If a divorce agreement that says “no property settlement” – just alimony, then 71(f) provides a check. 

1. Look at the first 2 years – if alimony payments are large compared to the third year, then the large part is treated like a property settlement. 

2. will recharacterize some of the alimony as property settlements.
   

ix. Interest on Loans – some above, some below the line. 

1. Above the line: 

a. §62(a)(1): Trade and business deductions: 

i. self-employed, partners: all deductions taken for business are above the line, including interest paid on a loan for the business.  

b. §162: any amount in carrying on business – ordinary or necessary expenses – are deductible.  This includes salaries, supplies, insurance, rent, interest on loans.

c. §163: Investment interest (interest on money borrowed to pay for investment) but only can be deducted against investment income.  

i. Generally if borrow money to buy investment property such as stocks and bonds, until you have income won’t get any deduction at all…but there is a carryover. 

d. §62(a)(4): interest attributable to rents & royalties

i. interest you pay on the loan for a building being rented out.  

e. §221 Interest on student loans. 
i. 2500/year.  
ii. Amount allowable reduced by amount (100,000 GI in 
2. Below the line: 
a. Mortgage interest: “Qualified residence interest.” 

i. §163(h)(3).  

ii. two kinds: 

1. acquisition indebtedness 

a. indebtedness in acquiring, constructing, substantially improving qualified residence. 

b. 1 million cap for married filing jointly (500K if married filing separate return.)

2. home equity indebtedness

a. any indebtedness secured by the residence – can’t exceed FMV of residence, but money could be used for anything. 

b. 100K cap.  

iii. Determination of “primary residence” is made when the interest is accrued. 

iv. Qualified residence: 163(h)(4): 

1. Principal residence w/in meaning of 121

2. 1 other residence of taxpayer selected by the taxpayer for purposes of the subsection for the taxable year and used as residence.  

3. Not deductible: 

a. Credit cards, auto loans, personal lines of credit w/o mortgage security. 


x. Taxes: 

1. Above the line deductions: business & rentals:

a. Deductible business taxes: 62(a)(1)

i. 212: ordinary and necessary costs of business from 62.  

b. Deductible taxes on rentals: 62(a)(4).  

i. 212: rents and royalties – held for production of income. 


c. Taxes on investment activity: 

i. Allowed as deduction all the ordinary & necessary expenses paid or incurred during the taxable year

1. For the production of income

2. For the management, conservation or maintenance of a property held for production of income. 

3. In connection with determination, collection, or refund of tax. 


2. Personal Taxes: Below the line  

a. Very specific: state and local property taxes. 

i. And also: proration under 164(d) when selling home between buyer and seller.  

ii. State and local income taxes OR state and local sales taxes – the taxpayer can pick.   (New feature in the new amendment.) 

1. Proving sales tax would be pain in the ass.  But there is an estimate in the table.  

b. NEVER get to deduct federal taxes. 

i. BUT, self-employed can deduct half of what they put into SS b/c want them to be in the same position as an ER might be.  


xi. Earned income CREDIT

1. §32: lifeline for the poor.  Even if you don’t owe tax, can get refundable credit.  BUT, it’s hideously complicated, and there are fraud issues.  

2. The more you make, the higher the credit you’ll get (encourage work) but only to certain amount, and then it’s phased out.  

3. Now if you file for this, you’re automatically audited.  


xii. Miscellaneous Deductions: 

1. §67: 2% floor of AGI.  

a. Any itemized deduction that’s not listed in §67 is miscellaneous. 

b. That would be: 

i. Unreimbursed business expenses

ii. Atty fees in discrimination claim – that’s still out there. 

iii. Union dues

iv. Individual tax return prep


e. Personal vs. Business Deductions:

i. With business deductions, look to 162 (making a living is deductible) and 212 (expenses for the production of income.) 262: no deduction for personal living or family expenses.  

1. The tension between 162 and 262 is largely a matter of taxpayer intent. 


ii. Hobbies: 

1. 183: If IRS says it’s a hobby, it’s not deductible.  

a. Test: look at the taxpayer’s motive.  Nickerson and his farm.  Jack hates the outcome.  

2. 1.183-2: 

a. have a business plan – make it business-like.  

b. Look to: 

i. Expertise of taxpayer (and advisors)

ii. Time and effort expended

iii. Expectation that assets used may appreciate

iv. Success of taxpayer in carrying out activities

v. Longer the history of loss, the worse it looks (occasional profits help!) 

vi. Financial status of taxpayer

vii. Elements of personal pleasure or recreation.  


iii. Vacation Homes: 

1. Have cabin that you sometimes rent out. 

2. Will always get to deduct property taxes, mortgage interest. 

a. But what about depreciation, utilities, maintenance? 

b. Under 162: generating income, engaged in business of rental. 

c. Under 262: using it yourself, so vacation expenses should be excluded. 

3. Congress to the rescue: 

a. 280A: general rule: if used as residence, no deduction. 

b. Look at the number of days you rented it out at fair rent, compared to when used it and didn’t charge rent.  Make a fraction: days rented out/days used for free.
  

iv. Home Offices: 

1. Pretty much NO.  

2. 280A(c): 

a. if used as residence, no deduction unless code says otherwise.  

i. Otherwise: OK if the dwelling is exclusively used on a regular basis as: 

1. Principal place of business

2. A place of business where you meet with clients or customers

3. Or separate structure not attached to dwelling used, in connection with the taxpayer’s trade or business.  

b. Casebook musician: IRS didn’t raise issue that they didn’t do anything else in that room. Should have.  

c. Anesthesiologist: worked out of house b/c didn’t have office.  Court said he loses – so Congress added last sentence in (c)(1): “if there is no other fixed location…where the taxpayer conducts substantial administrative or management activities”


v. Childcare Expenses

1. Smith: no deduction for daycare. 

2. §21: there’s a credit for tax imposed equal to applicable percentage of employment related expenses: includes dependent care and household services (but hard to meet the test – IRS says you can always clean your own house).  

a. Applicable percentage x employment-related expenses (only for child/dependent care that allows you to work. 

b. Percentage: 35% reduced (but not below 20%) cy 1 percent for each $2K by which the taxpayer’s AGI exceeds 15K.  

c. Best you can get is $2100 – thre’s a cap on how much you take.  

i. Can’t exceed 3,000 of money spent if one individual or 6K if two or more qualifying individuals per year.  

d. No double-dipping: if ER pays under 129, can exclude up to 5K of that.  But if you do, every dollar excluded reduces your cap!  So if you get tax-free daycare at your ER, no credit at all. 

3. ALSO: taxpayers will have to put down the nanny’s SSN.  


vi. Travel and Entertainment: 

1. Transportation: 

a. Commuting to work isn’t deductible – just personal. 

i. Reg. 1.262-1(b)(5): hard & fast rule.  Could always choose to live closer. 

ii. Flowers: can’t deduct cost of traveling from Jackson to Mobile. 

iii. (But driving on the job is deductible)

b. BUT: out of town travel is a business expense so long as it’s not done on a regular basis.  

i. 162(a)(2): ordinary and necessary expense paid or incurred during the taxable year in carrying on any trade or business including traveling expense, including amounts expended for meals and lodging other than amounts that are lavish and extravagant. 

c. Traveling in your car: 

i. Deduction or get mileage rates.  

1. 37.5 cents a mile.  (Much easier than figuring out the fuel, maintenance, depreciation.) 

2. if rent car, deduct actual cost. 

2. Meals: 

a. If out of town on trip, can deduct meals IF you’re “away from home” – there’s a sleep or rest rule from Corell case.  So long as you sleep or rest while you’re gone.  

b. OR can deduct if you’re doing business over a meal. 

i. Moss: but not if the meal is too personal (the attys at the diner).  Deducting every day steps over the line.  Hard to tell where the line is, though. 

c. IRC 274(n): 50% rule.  You get 50% for food or beverage – even if doing business, or out of town on a trip.  

i. Exceptions: 

1. 254(n)(2): rule doesn’t apply if: 

a. expense account payees (if you’re reimbursed, not subject to 50% rule provided you accounted for it.) EE gets this only if the ER doesn’t treat the reimbursement as income.   (It’s a wash – no reason to get deduction b/c not getting income.) 

b. HOWEVER: ER is then subject to 50% rule (or whoever ultimately pays for the meal). 

2. If de minimis, not subject to 50% rule.  


3. Lodging:

a. Hantzis: HLS student doesn’t get to deduct lodging while in NYC doing clerkship. She moved b/c of personal reasons – traveling away from home means having a business HQ that you’re away from.  

b. 162(a)(2): meaning of home is “business HQ” – that’s why commuting isn’t deductible, either.  

i. Traveling salespeople don’t have a home – can deduct their transportation but not meals & lodging. 

c. To be away from home: 

i. Must have home to be away from

ii. Trip must be temporary, not indefinite

1. 162: 1 year is the dividing line.  After the year, no deductions (or for anything before the year!) 

2. if transferred on permanent basis, §217 – not a bid deduction for moving expenses, just cost of moving to new place. 

iii. Temporary: then get all the deductions.  Permanent: then no deductions.
 

4. Combining personal and business in travel: 

a. Rudolph: insurance salespeople go on convention to NYC, take wives.  One business meeting.  Court rejects this as a deduction.  They had twoo much fun. 

b. Examination of intent.

i. Reg. §1.162-2(b)

c. §274(m)(3): no deduction for costs of taking spouse, dependent or other individual accompanying taxpayer on business unless other person is an EE of the taxpayer, it’s for a business purpose, and the expenses would otherwise be deductible.  


5. Foreign Travel: 

a. §274(c): no deduction for foreign travel for that portion otherwise allowable that’s not for active conduct of trade or business.  

i. 1 week de minimis rule.  

ii. Transportation: usually all or nothing, depending on primary purpose.

1. It’s not all or nothing if going, so long as primary purpose is good, still prorate the plane fare.   

iii. Prorate meals & lodging.  

1. Look at number of days you did business and the number of days sightseeing, etc. .

b. Foreign conventions: 274(h): 

i. No deduction unless taxpayer can show that meeting is directly related to the active conduct of the trade or business: 

1. 274(c) and (h): can’t deduct anything unless it was appropriate to hold in foreign country.  

2. Outside North American Area restrictions: 

a. The US, its possessions, trust territory of the Pacific Islands, Canada, Mexico.  

c. No more travel as education.  


vii. Business Entertainment: 

1. Rationale: if you’re taking clients, customers, etc. out on the town, then it’s ordinary and necessary business expense.  

2. 274(a): no deduction for…recreation unless taxpayer establishes that the item was directly related to business discussion or directly preceding or following a substantial and bona fide business discussion.”  

a. Very difficult to police.  

b. Exceptions: 

i. Doesn’t apply to food and beverages for EEs, expenses treated as compensation, reimbursed expenses, recreational expenses for EEs, business meetings, etc.  

ii. NO deduction allowed for clubs (business, pleasure, social – whatever purpose).  


c. 50% Rule: 

i. 274(n)(1)(B): does the same thing with entertainment that it does with meals.

ii. Penalizes the honest people. 
 

d.  Danville Plywood: 

e. corporation sent people to Superbowl.  

f. IRS goes after.  

g. Nothing more than group social experience – too much fun.  

i. (But how much fun is it to hang out with your coworkers and clients?)

3. 274(d): can’t deduct unless you can prove your expenses: 

a. where you went, who you entertained, how much you spent, what the business purpose was, and the business relationships. 

b. Reg. 1.274-5T.  

i. Must keep records – estimates are insufficient (to reverse old Cohan case.) 

ii. Exception for per diem amount. 


viii. Work Clothes

1. Pevsner: YSL clothes aren’t deductible b/c failed the test. 

a. Must be specialized clothing required for ER

b. Not suitable for general wear (where Pevsner fails)

c. And it is not worn by you generally


ix. Legal Expenses: 

1. Clients always want to know: 

2. Issue is if it’s a personal or business expense.  

a. Where taxpayer is D: 

i. Gilmore v. Commissioner: 

1. Man defends stock portfolio from divorcing wife.  Legal fees deductible? 

2. Court: no.  look at the origin of the claim.  

b. Where taxpayer is P: 

i. Would the recovery be gross income?  Test looks to the future, not the past.  If recovery would be GI, then you can deduct the atty fees.  

ii. So Gilmore’s ex could have deducted atty fees b/c recovery would have been alimony (taxable).  But not if property settlement. 

3. Everyday advice? 

a. Use common sense. Is it about business or not?  

b. Tax advice is always deductible: 212(3).  

4. Conclusions: 

a. Remember the floor of 2%! 

b. Issue at SCOTUS about atty fees in contingency cases: taxpayers want to call contingent fee a legal fee that comes off the top – so they don’t have the deduction swallowed up in miscellaneous category.
  

x. Education Expenses: 

1. Ever a business expense? 

2. Caroll v. Commissioner: Chicago Cop going to college; liberal arts education.  Court: not enough of a causal connection to work. 

a. Reg. 1.162-5: well accepted by courts.  Three part test: 

i. Expenditures for education are deductible if: 

1. Maintains or improves skills required by the individual in his employment OR: 

2. Meets express requirements of ER or applicable law or regulations, imposed as condition to the retention of EE

ii. AND not in b(2) and b(3): (Traps)

1. B(2): education just to meet minimum requirements of job.  

2. B(3): education for a new trade or business.  

iii. What’s left: continuing education.  Chance LLM could be business expense.  

3. But there is a credit: 

a. 25(a): 

i. hope credit: fist two years of college - $1500

ii. lifetime learning credit: forever, up to 2K per taxpayer per year.  

1. Phaseouts: taxpayer can elect deduction instead.  

2. IRC 222: phaseouts depend on bracket.  May show up on exam.  




f. Business Deductions: 

i. Capital Expenditures: 

1. Although expenditures made in connection with business, not currently deductible.  Get deducted over longer period of time because they confer a long-term benefit. 

a. Practically: set up basis and gradually deduct the cost over the life of the asset.  

2. 263: no deduction allowed for any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.  

3. Encyclopedia Britannica: 

a. Over capital expenditures for a manuscript that was outsourced.  EB deducts entire amount as ordinary and necessary expense of publishing; IRS says it’s a capital expense b/c book will bring in money for years to come.  

b. Factors to consider: 

i. Current outlay of money creates long term benefit

1. non-recurring outlays tend to be capital. 

2. (if in house salaries paid, then wouldn’t be capital – accounting nightmare.)

4.  Idaho Power: 

a. normally don’t get immediate deduction when you buy equipment – over the life of the equipment. 

b. But when using equipment to buy dam, then have to depreciate over the life of the dam! 

c. SCOTUS: when you spend money to generate long-term benefit, make sure you depreciate over the life of the benefit!  

i. Money spent added to the basis of the dam.  

ii. And can’t start depreciating until the dam is placed in service.  

5. Tension between Repairs and Improvements: 

a. Repairs are current expenses, but improvements are capital.  Can be tricky to tell which is which.  

b. Reg. 1.162-4: 

i. Improvements add to the value and life of the property.  

ii. Repairs are just fixing what’s broken. 

1. Eg: rental painting, electrical work: repair. 

2. Eg: new electrical system, wing: improvement.  

iii. Key is long-term benefit idea and increasing the value or prolonging the life.  

c. “Drainor” v. “Drainee” cases.  

i. Midland Empire Packing: putting liner in basement to prevent oil leakage: that’s a repair, even though has a long-term benefit.  Basement wasn’t better than it was before. 

ii. Mount Morris Drive-In Theater: grade into hillside behind drive-in caused drainage into home; they build new drainage system before theater opens.  

1. this is an improvement b/c it was part of getting a functioning theater.  

2. If it never works to begin with and it’s then fixed – that cost goes into the original cost basis.  


6. Environmental Clean-up: 

a. Norwest didn’t get deduction for asbestos removal b/c it was performed at same time as major renovation.  

i. If clean up is when you first buy property: capital. 

ii. If you make a mess and clean it up, then it’s a repair.  

b. §198: cleanups of hazardous waste discharge are deductible even if normally forced to be capitalized.  This statute is for waste in the ground – get current deduction.  


7. UNICAP: 

a. These rules turn some current outlays into capital expenditures. 

b. §263A: direct property of taxpayer and property’s share of those indirect costs (including taxes) into the basis if all or even part is allocable to the property!  

i. Includes rent for warehouse, CEO’s salary, salaries of people creating widgets.  

ii. Applies to real or tangible personal property produced by the taxpayer

1. Exception for creative works – freelance authors, photographers, artists.  [but books or videos themselves aren’t excepted]

iii. Exception for retailers doing less than $10 million gross receipts.  FOR RESELLERS.  No exception for producers of goods. 

ii. “Ordinary and Necessary” 

1. Gilliam: man prosecuted for hitting person next to him while on business trip: not ordinary and necessary business expense to pay for atty! 

a. Two ways business expenses could fall: could be personal, or capital. 

b. This was just personal.  

2. Welch: man spent money to continue goodwill in the community (had made promises to people they’d get paid) and he paid himself.  

a. Court: not ordinary or necessary. 

b. Could argue these are really capital expenditures – spending money to generate long-term goodwill.  

3. Check this out in study aid!


iii. Losses and Bad Debts: 

1. If sell property at loss, potential for deduction.  

2. If 1001 transaction, losses are sometimes deductible: 

a. 1001 transaction must be in profit-oriented activities

i. in business

ii. in transaction for profit

iii. casualty losses (becomes bad in that taxable year)

b. §166: also requires profit motive.  Can be wholly or partially deductible.
  

iv. Depreciation: 

1. §167,168

a. deduct the basis of the property little by little roughly equivalent to the life of the property.  

b. For buildings, equipment, machines, computers, furniture.  [not the land the property is on.]

c. 167: there shall be allowed as a depreciation deduction a reasonable allowance for the exhaustion, wear and tear (including reasonable allowance for obsolescence.  

d. 168: Accelerated Cost Recovery System (ACRS)


2. Depreciation is determined by: applicable depreciation method, the applicable recovery period, and the applicable convention.  

a. Applicable depreciation method: 

i. 168(b): two primary methods. 

1. Straight line: take basis of property, divide by total number of years in the period = annual deduction.  

a. Required method for real estate; 168(b)(3)

b. Optional to use for personal property under 168(g)(3)

2. Accelerated method: 

a. Double declining balanced method is better for taxpayer but more difficult. 

b. Take adjusted basis of the property, divide by total number of years in the period, then multiply that result by 2 = annual deduction.  

c. Tricky part is the adjusted basis – makes deductions go out faster.  

d. At the end, it switches to straight line (otherwise would never fully run out).  


b. Applicable recovery period: 

i. The number of years required to depreciate down to zero. 

ii. 168(c): list of the periods. 

iii. 168(e)(3): property classifications.  Start with (e)(3) then go to (e)(1).  

1. Class life.  

2. Very accelerated – not really getting deductions to match the income.  It speeds up.  


c. Applicable convention: 

i. 168(d)(1): convention is ½ year except when talking about: (then you use mid-month convention – 24 increments in the year).  

1. nonresidential real property

2. residential rental property

3. RR grading or tunnel bore

3. ½ year convention is pretending everyone bought their property on July 1.  BUT: if you buy most property at the end of the year, you’ll be put on mid-quarter convention. 


a. Depreciation Rates: 

b. P. 1824 – chart showing the recovery rates.  

c. OK to do all this with borrowed money and have the bulk of the deductions come in the first 2 years.  


4. Election to expense some depreciable assets:

a. §179: write off as current expense some of the basis of depreciable property.  

i. Dollar limitation is 100,000 – aggregate cost.  Only for small, medium sized businesses b/c there’s a phaseout.  

b.  179 property: 

i. 179(d): tangible property, computer software – not real estate. 

ii. Can’t use for copyright or patent – must be tangible item that’s depreciable.  Write off up to 100K and depreciate the rest.  (But starts to go away when buying more than 400K)

c. There’s no convention here: complete write-off.  


v. Tax Shelters:

1. Highest bracket taxpayers want depreciable stuff to shelter their personal income.  

2. From tax perspective, the investments look like losers, and shelter the taxpayer’s income.  But in reality, will be gaining money in the long-run.  Time-value of money.  

3. Companies can still do this, but Congress shut it down for private parties in §469.  

a. Passive activity losses not allowed for individual, estates, trusts, closely held C-corps, or personal service corporation.   

b. Three types of income activity: 

i. Active businesses (employment

ii. Passive activities (rental property)

iii. Portfolio (stock market, bank accounts)

c. Under 469, if you have losses from passive activities (say, from renting a truck out) they can only be deducted against income in that box.  Can’t be deducted against anything else.  

d. What is passive activity: 

i. Any trade or business in which the taxpayer doesn’t materially participate.  

1. Losses are passive income and the income is passive income. 

2. Classic case: limited partner. Can’t participate in the business; losses go on tax return, but they’re passive.  

3. Any rental activity.  

a. Exceptions: RE professionals working substantially full-time, or mom-and-pop rental houses. Taxpayers with 100K or less of adjusted gross income – if they have residential rental property, then there’s an exception.  


VI. Alternative Minimum Tax

a. Becoming more common for the Dick Cheneys of the world.  

b. Computing AMT: 

i. Technically, taxpayers are supposed to calculate their regular tax and their AMT and pay whichever is greater.  

ii. Gross income

iii. – deductions

iv. = AMT income

v. x rates (§55)

vi. = AMT

vii. – AMT credits

viii. = AMT liabilities. 


c. Deductions in AMT: 

i. Everyone gets deduction of 40K. 

1. But for most people, not as good.  Only two brackets. 

ii. Not nearly as many deductions in AMT.  

iii. (this is another way Congress is shutting down tax shelters, by not giving good deductions in AMT)


VII. Income Splitting: “Attribution of Income” 

a. Chirelstein, part C.  

b. Related taxpayers want to shift some of their income to their kids to reduce their tax liability.  

c. Black letter rules: 

i. If the parent is performing personal services for income, then the income is taxed to the parent no matter who it’s paid to.  Must “tax the fruit to the tree on which it grew.” 

1. Not in the code, but that’s the rule. 


ii. If the income is not coming from labor, then probably from property (capital, investment).  

1. Several ways to try to shift the income. 

a. Give property completely to the kid.  

i. Income taxed to the kid.  (but parents don’t like this solution – don’t want to give up control.) 

b. Assign income to kid, keep building. 

i. Income taxed to the parent.  This is “carving out” and it’s not allowed. 

c. Put income in trust, keep reversion interest. 

i. Still carving out.  

ii. §673: rule is grantor is treated as the owner if keeps reversionary interest and the value of that reversion has value more than 5% of total value.  (So if was 50-70 year reversion, might be OK, but not 10 years.) 

d. Gives income to daughter, reversion to son. 

i. If revocable trust: retains power to revoke trust and get property back.  Not carving out, but hasn’t really given the property away.  Can’t keep any economic interest in the property.  

e. Creates trust that’s irrevocable, but can change beneficiary EXCEPT for herself: 

i. Less of a string – but still taxed to mom! 

ii. §674: mom has too much control. 

f. Creates trust, lets go – but trustee has the power to accumulate the income and keep in the trust. 

i. Trust pays tax – bad solution.  Trust brackets are very skinny.  


2. The way to do it: 

a. Create trust and step away from it. 

b. Give trustee power not to pay the kid if doesn’t need/can’t handle it.  

3. The way not to do it: 

a. Can’t carve out income

b. Can’t keep economic interest

c. Can’t keep power to change beneficiaries.  


d. Kiddie Tax: 

i. IRC §1(g): takes the fun out of income splitting. 

ii. If have child under the age of 14 and child has unearned income, the income gets taxed to the child at the parents’ higher tax rate. 

iii. Applies to everything except personal services – even if give the kid the income producing property outright, it’s still taxed at the same rate. 
 

VIII. Capital Gain and Loss: 

a. Chirelstein, part F

b. 1(h): minefield of complexity.  

i. Basically: 

1. capital gain is good and capital loss is bad.  

2. Deductions and gains can both be ordinary or capital.  

c. Capital gain gets preferential tax rate: 

i. Net max rate is 15% instead of 35%.  

ii. 1222(11): to be net capital gain, must be long-term

1. excess of the long term capital gain over the short term capital loss.  

d. But capital losses are bad: 

i. 1211(b): losses from exchange of capital assets shall be allowed only to the extent of the gains.  If losses exceed gains, the lower of 3K or excess of losses over gains.  

ii. Capital losses can be deducted only against capital gains, plus 3K of ordinary income.  

iii. So if you had 100K of stock losses, they’re deductible…but only get 3K unless you have capital gain from somewhere else.  (But you can carry the loss forward into other years.) 

e. Policy: realization rule.  Don’t want taxpayers to hold onto their losers until they have gains to offset them.  

f. How to tell if something is ordinary or capital: 

i. Definitions in 1222

ii. Capital gains/losses require sale or exchange AND must be capital asset.  

1. Everything else is ordinary. 

2. BUT: dividends on stocks are now capital gain. 1(h)(11)

iii. Things that aren’t capital gain: 

1. Rent

2. Personal service income

3. Interest

4. Royalty income 

iv. Things that are capital gain: 

1. Actual sales

2. Actual exchanges

3. Worthless securities: IRC §165(g): it’s sale or exchange, even if you didn’t sell it.  (Eg, stock of bankrupt company.) 

4. Usually boot from a like-kind exchange IS capital.  

5. Also: Capital assets from §1221

a. If sell anything on this list, then ORDINARY transaction.  But anything else is gain/loss. 

b. Exclusions: 

i. Inventory and property held for customers. 

ii. Land held by dealerProperty that can be depreciated in trade or business or RE in trade or business.  (tricky b/c of 1231 which said losses were ordinary but gains were capital…but essentially repealed by 1245 and 1250.  Losses still ordinary, but if sell property at gain after depreciation has been taken, then the gain is going to be ordinary.) 

iii. Copyright, manuscript, art: something you wrote.  That’s ordinary.  

iv. Accounts/notes receivable for services rendered or sale of property. IOU is an ordinary asset. 

v. Supplies used in business.  

c. So what is capital: 

i. Corporate stock

ii. Land held as investment (if you don’t buy and sell land all the time)

iii. Other investments (like gold)

iv. Personal use assets (capital if you sell them at a gain…but losses are not deductible at all!) 

Non-Recognition Transaction  - Like Kind Exchanges 

	
	Realized gain or loss §1001

A/R – A/B = gain
	Recognized gain or loss  §1031
	Basis of new property

the taxpayer’s getting in exchange §1031 

	Exchange straight-up.  
	Blackacre: gain of 90. 

Use the FMV of the new property.
	Recognized gain of 0
	10.  

     Basis old 

- $ Received. 

+gain recognized

= basis new



	Example with boot
	90 (still count property as $80 of property and $20 of boot). 
	$20 recognized.  (Recognize the boot only.) 
	10

(20)

+20

=10 

(what it should be – carries over) if turned around and sold property now for what it was worth in cash, how much more gain would they have.  That should equal what they walked in with.

	Basis of 90
	Gain of 10
	10

can’t recognize more gain than you realize.  
	90

(20)

10

=80

	· Boot of truck for 10,  and property.  

· Calculate for grayacre & the truck. 
	· 80
	· 10
	· Normal 1031(d) process. First do the first step for basis in the property.  

· 20

· (0) (truck doesn’t count)

· 10 gain recognized

· = 30.  (for both).  

· 10 for the truck, 20 for the property.  

	· Mortgage example.  Taxpayer does like-kind exchange but property given up has mortgage. 

· Basis of 60, FMV 100.  Mortgage of 10.  Equity is 90.   – exchange for property worth 90. 
	· 40

· (100 a/r – a/b 60 = 40)
	· 10

· mortgage assumption is treated as boot.  Must pay tax on it.  
	· 60

· (10)

· 10

· = 60

	· Mortgages going both ways.  (this won’t be on exam)

· under 1031: entitled to net out against the mortgage you’re losing any mortgage you’re picking up.  If come out even, then no mortgage.    
	
	· 
	· 


Installment methods: 

	Year
	1
	2
	3
	4
	5
	6
	7
	Total


	Payment
	40
	10
	10
	10
	10
	10
	10
	100


	· Open 
	· 0
	· 0
	· 0
	· 10
	· 10
	· 10
	· 10
	· 40
	· 
	· Closed (accrual)
	· 40
	· 0
	· 0
	· 0
	· 0
	· 0
	· 0
	· 40
	· 
	· Closed (cash)
	· 30
	· 10


	· Installment
	· 16
	· 4+4+4+4+4+4
	· 40
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