Dragon fury


Federal Income Tax Outline

General notes:  


(How do you deal with a tax problem?  



1.  Read the code



2.  look for defined terms



3.  look at interpretation (reg's, committee reports, legislative history, revenue rulings)


(Income Tax Formula: §63(a)



GROSS INCOME



<DEDUCTIONS>



=TAX LIABILITY



We'll spend 2/3 of our time on Gross Income, 1/3 of our time on deductions


(Concept of the taxable year:  individuals=calendar year

(How do you apply the tax rate?  We have a graduated structure:  not all income is taxed at the same rate.  §1 IRC.  $36,900 x .15=$5535   +     23,100x .28=6468   ….$12,003    28% "marginal tax bracket"  p. 31-38 concept of progressivity:  how fast you move up in the rate/bracket?  Opposite of the flat tax.  

1.  Gross Income

A.  IRC §61:  Gross Income Defined:  Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items:


1.  Compensation for services, including fees, commissions, fringe benefits, and similar items;


2.  Gross income derived from business


3.  Gains derived from dealings in property


4.  Interest


5.  Rents


6.  Royalties


7.  Dividends


8.  Alimony and separate maintenance payments


9.  Annuities


10.  Income from life insurance and endowment contracts


11.  Pensions


12.  Income from discharge of indebtedness


13.  Distributive share of partnership gross income


14.  Income in respect of decedent 


15.  Income from an interest in an estate or trust 


CROSS REFERENCES: SPECIFIC INCLUSIONS IN GI:  §71





     SPECIFIC EXCLUSIONS OF GI §101


Cesarini case: ($ in the piano)

(We have a voluntary tax system b/c taxpayers self report by filing returns every year.  Whether something is includable in income is diff question than whether it was actually reported.  Burden of proof rests w/ taxpayer to show its not includable.  Generally, IRS/T has only 3 years  to make a claim for $.  (SOL issue can sometimes be raised)

(Musselman says the way the court handled this case is how we should do our analysis:



What is "income"?



1.  court first looks at list of 15:  if its on the list its included



2.  court then looks at other inclusionary sections of IRC (§71, etc)



3.  court then looks to exclusions in IRC



4.  Look at Treasury Regs 

§1.61-1(a) Regs:  Gross income means all income from whatever source derived, unless excluded by law.  Gross income includes income realized in any form, whether in money, property, or services.  (ie:  income from all sources is taxed unless the taxpayer can point to an express exemption, b/c of broad language of §61 IRC)) 

§1.61-14(a):  "Treasure Trove, to the extent of its value in US currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession." 

"Reduced to undisputed possession" (ie:  when title vests) is a state law question:  here title rested when ( actually found the $ in the piano.  It’s a property law question, so we look to state law)



Old Colony case:  (pymt of taxes by employer)

RULE:  Obligations paid on your behalf by 3rd parties are included in gross income.  If a 3rd party pays a personal liability of yours, you have to pay taxes on that payment to the 3rd party.  

RULE:  Substance Over Form:  general theme of tax code.  Trying to get $ to not pass through their hands, while still accepting value of the deal.  Form not important; whole purpose of IRC is to tax substance of the transaction.  In this case, the employee gained from the employer for services rendered.  It was immaterial that the $ was paid directly to the gov't (or to anyone else for that matter).

Glenshaw Glass case:  

RULE:  Regular, punitive & treble damage awards are includable in gross income.




RULE:  Definition of Gross Income:

1.  "accession to wealth":  ie increased your net worth

2.  clearly realized:

"the Realization Principle":  fluctuations in value are not taken into consideration until profit is clearly realized by a "realizable event" like selling the property.  Other realizable vents include: anything that causes you to no longer own the property.  Other wise you'd have to account for flucuations in value every year in your taxes.  


Reasons why we use the "Realization Principle":  



1.  flucuations in value



2.  liquidity

3.  who's going to determine the value (not practical to have appraiser come out & appraise everything you own every year)   

3.  over which the taxpayer has complete dominion and control 

Our tax system is referred to as a "transactional system."  Some event
 must occur to create tax liability.   

What makes something realized?  "A notorious event occurred."  Where you receive something of value beyond what you had to confer to get it!  


PROBLEMS (p. 65) GROSS INCOME

1.  Would the results to the T in Cesarini be diff if instead of discovering $4467 in old currency in the piano, they discovered that the piano, a Steinway, was the 1st Steinway piano ever built and worth $500,000?

(This is a realization principle question.  Diff. from land appreciation in that this piano was worth $500 when you bought it.  Was the original purchase then a TA that made the accession taxable?  Is purchase enough?  Is this a notorious event that could constitute realization?  Liquidity is a problem--you'd have to sell to be able to pay tax on $500,000.  The Practical Problem though is the key:  you're not going to have everything you buy appraised every time you buy.  ACQUISITION OF PROPERTY IS NOT THE REALIZABLE EVENT AT ARM'S LENGTH.  (not a taxable event)  

2.  Winner attends the opening of a new department store.  All persons attending are given free raffle tickets for a digital watch worth $200.  Disregarding any possible application of IRC §74, must Winner include anything within gross income when she wins the watch in the raffle?  

(Is winning the watch in a raffle a realizable event?  The problems with it:  How do we determine the value of the watch?  Liquidity issue:  gotta sell to be able to pay tax liability.  PRESUMPTION is that when you win something, you have an immediate increase in your wealth!  You paid nothing for it really.  IRS then says we don't care about liquidity--pay the tax!)



There are only 2 exceptions under §61:  




1.  Increase/depreciation in value of property (fluctuations)

2.  purchase of property at arms length for cash or debt. (presumption is that you paid mkt value.)

Every other accession to wealth you conceptually have is taxable gross income!  You find a Rolex?  Income!

What if T in Steinway problem had bought the piano from his employer w/both T & employer knowing it was a Steinway?  This is a notorious event--not at arm's length!  No presumtion that mkt value was paid--so its included in gross income.  

Note IRC §74: an exclusionary section that says that prizes and awards are includable as income, with exceptions of certain achievement awards (charitable, employee, etc).  Note that §61's broad language picks up prizes and awards.  

3.  Employee has worker for Employer's incorporated business for several years at a salary of $40,000 per year.  Another company is attempting to hire Employee but Employer persuades Employee to agree to stay for at least 2 more years by giving Employee 2% of the company's stock, which is worth $20,000, and by buying Employee's spouse a new car worth $15,000.  How much income does Employee realize from these TA's?

(Per Glenshaw Glass case def:  1).  T has accession to wealth, 2),  which is clearly realized  (b/c a notorious event has occurred).  We do have a liquidity problem, but too bad, T has to find $ to pay tax on it!  Burden is on T to prove the value).  Thus T must show $35,000 in gross income.)

4.  Insurance Adjuster refers clients to an auto repair firm that gives Adjuster a kickback of 10% of billings on all referrals.  Does adjuster have gross income? Even if the arrangement violates local law?


(Makes no dif if gain is made by illegal means.)

5.  Owner agrees to rent Tenant her lake house for the summer for $4000.  How much income does Owner realize if she agrees to charge only $1000 if Tenant makes $3000 worth of improvements to the house?  Is there a diff in result to Owner in last question if Tenant effects exactly the same improvements but does all the labor himself and incurs a total cost of only $500?  Are there any tax consequences to Tenant in part (b) above?

(§61(a): rental income is includable in your gross income.  Here T received $3000 in value in lieu of rent $.  We don't care if T has a liquidity problem b/c of not receiving cash.  This is a substance over form problem:  substance is same as if she had received $3000 and then hired someone else.  T entered into a TA!  LOOK AT THE SUBSTANCE OF THE TA!  Look at HOW the property was acquired--this is the key!  We enforce a transactional system--what is the nature of the TA?  

--IRC §109:  excludes from gross income any improvements not made in substitution of rent.  

The tenant's tax consequences:  Always ask:  What would be the theory under which we would tax the tenant at all?  What does Glenshaw Glass tell us?  Accession to wealth:  $2500 realized in rent credits.  Look for value of benefit.  Income from services rendered is gross income.  SUBSTANCE v. FORM!!

6.  Frequent flyer miles currently under controversy--really they are just a price adjustment--IRS currently doesn't include frequent flyer miles, but wants to find a way to include 'em in gross income.  

INCOME WITHOUT RECEIPT OF CASH OR PROPERTY

IRC §61

Reg §1.61-2(a)(1), 2(d)(2)(i)

Barter or Trade Situation:  §1.61-2d(1) states that if services are paid for other than in money, the FMV of the property or services taken in pmt must be included in income.  (anyone outside immediate family)

Imputed Income:  "doing something for yourself or a member of your immediate family.  Note that with relatives what you do for them is often a gift…(next chapter)


Ex:  you harvest your carrots for dinner.  Is this taxable?  No, not enforceable.


Ex:  you're an accountant who prepares his wife's tax return.  Not gross income.   

EX:  doctor trades out medical services for a will written by his friend the lawyer.  Each service was worth $200.  Taxable income?  Yes, $200 each.    


2 POINTS:  

1).  When a T gets a loan, its not gross income ever!  You're trading out an obligation to repay for the $--no accession to wealth.  

2).  Ties in with realization principle--You buy for $1000, you sell for $3000--you have $2000 gross income(the $1000 is just recovery of capital basis--you don’t have accession to wealth here.   

BE SURE TO DIFFERENTIATE B/W EXLCUSIONS AND DEDUCTIONS FROM GROSS INCOME!

§71-90 tell us what items are specifically includable in gross income; §101-137 set out specific deductions.  

2.  Gifts: 

IRC §102(a):  Gross income does not include that value of property acquired by gift, bequest, devise or inheritance.  


Exceptions:

(b):  Income from any property described in (a); or where the gift, bequest devise or inheritance is of income from property, the amount of such income.    

c.  employee gifts/benefits are not excludable under this §:  BUT (see §74© and §132(e))
102© is exception is BROAD.  Note that the IRS tends to read sections including income very broadly b/c they want as much included in gross income as possible.  

§102 is an exclusionary section.  Exclusions are very specific.  Do the analysis:  was the Duberstein car gross income under §61?  Yes.  Next part is whether its covered under an exlcusion.  Always look at all the exclusion codes to see if your facts will fit the others, if it fails to fit the 1st one you look at.  


How Do We Determine if it’s a Gift?  

1.  What is not a gift:  

a.  A voluntary, executed transfer of one's property to another, w/o consideration or compensation is not necessarily a gift under IRC!

b.  mere absence of legal or moral obligationto make such payment doesn't make it a gift.

c.  if pmt proceeds primarily from the contraining force of any moral or legal duty, or from the incentive of anticipated benefit of an economic nature it is not a gift.  

d.  if the pmt is in return for services rendered its irrelevant that the donor derives no economic benefit from it.  

2.  What could be a gift:  pmt proceeding from a detached and disinterested generosity, out of affection, respect, admiration, charity, or like impulses.  THE MOST CRITICAL CONSIDERATION IS THE DONOR'S INTENTION.  (Motive).  This is looked at objectively.  The parties tax intentions have nothing to do with it.  


LOOK AT ALL THE FACTORS!:  



1.  pmts to employees--not gifts



2.  deductible business expenses are not gifts



3.  gifts involve personal elements



4.  corps can't give gifts of their assets 

Just factors--none dispositive.  The trier of fact (judge) must determine what a gift is on a case-by-case basis, by looking at motive + factors.  No tidy definition.  Ask:  Was there a quid-pro-quo?  Anything expected to be coming back in return?  If so, no gift.   

REG §1.102-1(f)(2):  Section 102 (ie the gift exclusion) does not apply to prizes and awards (including employee achievement awards) (See §74); certain deminimis fringes (§132), any amount transferred by or for an employer to, or for the benefit of, an employee (§102c), or to qualified scholarships.  


"de minimis":  of such little value to be impracticable to account for.  


OTHER EXCEPTIONS TO §102c:  



§132(e):  certain traditional retirement gifts are treated as de minimis fringe benefits.



§74c:  certain employee acheivement awards are freed from tax  

PROBLEMS P. 82:

1.  Employer gives all of her employees, except her son, a black and white tv at Christmas, worth $100.  She gives Son, who also is an employee, a color tv, worth $500.  Does Son have gross income?  

See §1.102-1(f)(2):  Could the transfer be substantially attributed to the familial relationship of the parties & not the circumstances of their employment?  Look at the facts!  Got to §102(a) to see if it was a gift.  Look at the intent of the donor (Duberstein analysis).  When did son get the tv?  B-day or Christmas?  Why $100 tv v. $500 tv?…

2.  At a casino, X gives the matre d' a $50 tip to assure a good table and the croupier a $50 toke after a good night at the casino.  Does the matre d' or the croupier have gross income?  


What was intent of donor?  To reward person for good service.  Tips are NOT excludable.  

4.  Retiree receives a trip upon retirement:  1/2 paid for by employer, 1/2 paid for by fellow employees.  Does Retiree have gross income?  Yes, on the half provided by the employer. Per 102c.  .    

3.  Inheritances


§102:  see above for text of 102


(What is the meaning of "bequest, devise or inheritance"?  

--"all acquisitions embracing the devolution of a decedent's estate."  Property received by an heir in the estate of his ancestor, when it is distributed under an agreement settling a contested will, is within the definition of inheritance.   

(Rule:  If the transfer in the form of a bequest was the method the parties chose to compensate the other party, then the transfer is includable in gross income.  Ex:  attorney agrees to provide legal services for a client for the rest of her life in exchange for 500 shares of stock to be given to attorney in her will.  This is not disinterested generosity, we use the Duberstein rule here.  Substance over form.  Ask:  would the attorney be able to sue under K for the money if not provided for in the will as promised?  Yes.  

PROBLEMS p. 91

A.  Does §102 apply in the following:


1.  Father leaves daughter $20k in his will.  yes


2.  Father dies intestate and daughter receives $20k worth of real estate as an heir.  Yes

3.  Father leaves several family members out of his will and daughter and others attack the will.  As a result of the settlement of the controversy, daughter receives $20k.  yes

4.  father leaves daughter $20k in his will stating that the amount is in appreciation of daughter's long and devoted service to him.  (Yes, b/c she had natural status of heir, no contract or arrangment.)

5.  Father leaves daughter $20k in will pursuant to a written agreement under which daughter agreed to care for father in his declining years.  Not excludable, b/c we have a written agreement.

6.  Same agreement as above, except father dies intestate and daughter succesfully enforced her $20k claim under the agreement against the estate.  Not excludable

7.  same as above, but daughter settles her $20k claim for $10k.  No dif, not excludable

8.  Father appointed daughter executrix of his estate and father's will provided daughter was to receive $20k for services as executrix.  Not excludable. 

B.  Boyfriend with a "mental problem" with marriage agrees to leave T everything at his death in return for her staying with him without marriage.  She does, he doesn't.  She sues his estate on a theory of quantum meriut.  Is this settlement exlcudable under §102?  No.  She was paid for "services rendered," her coa was in quantum meriut, rather than as an heir.  

C.  But what if he had left her everything?  Would it be excludable?  Argue that she was the "natural object of the bounty of his estate" --he loved her!  There was no written agreement--its arguable!

D.  What does the term "employer" and "employee" mean in §102c?  We don't know.  The def is not in this particular statute.     
4.  Fringe Benefits


"Fringe benefits" def: non-cash compensation.  Ex:  life insurance, company cars, etc.

Fringe benefits are gross income under §61.  §102c makes 102(a) inapplicable, but §132 is another exception for employees.  

NOTE:  Don't make any assumptions as to what terms mean in these §'s!!!  Always use definitions in your analysis!!! 


There is no definition of property or service in the IRC.  State law defines.  

Technically, §61 tells us that any form of compensation is gross income, whether employee is paid in $, property or use of property, etc.  But then comes §132 with exceptions for fringe benefits.  

If an employee benefit is not specifically excluded from gross income, its value must be included within gross income under §61!  

(§132 excludes fringes provided to "employees."  In the 1st 2 classifications of fringe benefits, (no-additional cost services and qualified employee discounts), the definition of an employee is expanded to include not only persons currently employed but also retired and disabled ex-employees and the surviving spouses of employees or retired or disabled ex-employees as well as spouses and dependent children of employees.    

(§132 excludes the 1st 2 classifications of fringes and employee eating facilities provided to highly compensated employees only if those fringes are offered to all employees on a nondiscriminatory basis.  The nondiscrimination req means that there is no exclusion for the highly compensated employees unless the fringes are provided on substantially the same terms to a broad group of employees.  However, if the employee is in the group but not highly paid, the employee would still get the exclusion, even though the highly paid ones do not get the exclusion.  


NOTE:  132(j) says that the discrimination criteria only applies to 132(a)(1) & (2)!!!!!  


**What is a "highly compensated employee"?  §414(q) tells us it is any employee who:



1.  was a 5% or better owner during the year or preceding year or 

2.  for the preceding year had compensation in excess of $80,000 and was in the top 20% of employee compensation for that year.

(§132(a)(1):  No Additional Cost Services:  services provided to an employee by an employer.  Excludable from GI if

1.  the services are offered for sale to the customers in the same line of business (see below) as that in which the employee is performing services, AND

2.  the employer incurs no substantial additional cost in providing the service to the employee, AND

3.  in the case of highly compensated employees, the services are provided on a non-discriminatory basis.  

Examples:  empty seats to airline or hotel employees, free telephone service to employees.  This exclusion applies whether the services are provided free of charge, at cost or under a rebate program. 

"Same line of business:"  Pilot of an airline who works for company that owns planes and cruise ship line too can only get free plane tickets, not cruises b/c cruises aren't in same line of business.  Reason:  to preclude unfair advantage by employees of conglomerates.  

(§132(a)(2):  Qualified Employee Discounts:  "courtesy" discounts on items purchased by employee for employee's use. 

1.  Same line of business and non-discrimination limitations apply.  Includes property and services, but not real property, property held for investment or loans.  Can be in form of price reduction or rebate.  

2.  Ceiling on amount of exclusion:  services:  may not exceed 20% discount.  Also, the max discount for property is the employer's "gross profit percentage":  



aggregate sales price reduced by cost



          aggregate sales price   

(this is the fraction based on sales of all property in the employees line of business:  $800,000 in sales, with a cost of  goods sold $600,000, the gross profit percentage is 25%)  The employee must report as income anything beyond the 25%…

(132(a)(3):  Working Condition Fringe:  exclusion for any property or services provided to an employee that the employee would be able to deduct as a business expense anyhow:  ex:  company car, airplane use, bodyguard, on the job training.  

(132(a)(4):  De Minimis Fringes:  Any property or service whose value is so small as to make required accoutning for it unreasonable or administratively impracticable is excluded as a fringe benefit.  Cocktail parties, use of copy machines, coffee and doughnuts, retirement gifts like 30 year watches.  

(132(a)(5):  Qualified Transportation Fringe:  employer may pay for employee's transportation into/from work via bus, train, vanpool, etc., and or parking.  Limited to $65/month for drive costs & $175/mo for parking.      

(132(a)(6) Qualified Moving Expenses

(132(j)(4):  Athletic Facilities:  use of athletic facilities on the employer's premises.  

PROBLEMS, p. 101


Do the following have exclusions as fringe benefits?

a.  Employee of a hotel chain stays in one of the chain's hotels in another town, rent free while on vacation.  The hotel has several empty rooms.  (This does not add substantial additional cost, such as some type of foregone revenue.  Must be something that would normally go unused:  the excess capacity rule.  Not excess capacity:  free legal services.)
b.   Same as (a) above, except that desk clerk bounces a paying customer to give employee the room.  (does add substantial additional cost, so employee is getting an employee discount of 100%; use of hotel room is services, limitation is 20%, thus exclusion is $20)  

c.  Same as (a) above, but employee pays the bill, then receives a cash rebate from the chain.  (cash rebates ok per 132(a)(1).) 

d.  Same as (a) above, except that employee's spouse and dependent children travelling without Employee use the room on their vacation.  (def of employee includes spouses and children for 2 certain kinds of exclusions, and this is one of them.)  

e.  Same as (a) above, except that Employee stays in hotel of a rival chain under a written reciprocal agreement under which employees pay 50% of normal rent.  (ok, written reciprocal agreements ok under no additional cost services)

f.  Same as (a) above, except Employee is an officer in the hotel chain and rent-free use is provided only to officers of the chain and all other employees pay 60% of the normal rent.  (Key:  is discrimination substantial?  §1.132(8)(a)(2):  If it is,  the highly compensated employee gets no exclusion at all!  You can however, discriminate to some degree by setting up reasonable classifications.  But the classification itself must not discriminate in favor of hce's.  §1.132-8(d)(2):  Example of reason reasonable classifications:  janitorial staff and factory workers each being their own classification; or by seniority or # of hours worked each week.)  

g.  Hotel chain is owned by a conglomerate which also owns a shipping line.  The facts are the same as in (a), above, except that Employee works for the shipping line.  (Line of business test: not in same line of business, so no exclusion.)  

h.  Same as (g) above, except that Employee is comptroller of the conglomerate. (Line of business test again:  if you provide services for different parts of the company, you get exclusions from any part of the business you perform "substantial services" for §1.132-(4)(a)(3).)

i.  Employee sells insurance and employer Insurance Company allows Employee 20% off the $1,000 cost of the policy.  (An insurance policy is a service.  Is it an excess capacity service?  No.  It'll cost them if employee dies.  How much is the employee discount?  $200 does it meet 20% limit?  Meets the line of business test).

k.  Employee attends a business convention in another town.  Employer picks up Employee's costs. (132(d):  working condition fringe; just a business cost of the employer) 


l.  Employer has a bar and provides the Employees with happy hour cocktails a the end of each week's work.  (132(e);  de minimis fringe:  value so small that acctng for it would be impracticable.)


ASK:  Is it expensive?  Is it easy to keep track of?  


NOTE:  $ is never a di minimis b/c its too easy to keep track of!  

n.  Employee is an officer of corporation which pays Employee's parking feed at a lot one block from the corporate headquarters.  Non-officers pay their own parking fees.  (falls under the qualified transportation fringe.  (f)(1)( c):  parking provided on or near business premises is included--look at location of parking; must meet def of qualified…(f)(2) limits it to $175/mo adjusted for inflation annually.  Note that discrimination is of no relevance.) 

5.  Property Transactions


General Basis Rules

Rule:  AB is the FMV of the property you gave in the exchange, unless you can't place a value on the property you gave, then you would use the FMV of the property received.  If either of these values are unascertainable, only then would you use the undepreciated cost to build.  


Ex:  impossible to put a price on a amusement park franchise with the city.

General Basis Rule:  FMV of item sold equals the FMV of the item received.  

1001(a):  computation of gain or loss.  AR-AR=RG/RL

Amount Realized:  §1001(b):  the amount realized from the sale or other disposition of property shall be the sum of any money received plus the FMV of the property (other than money) received.   

Amount realized is exactly the same thing as gross income in non-property dispositions.

Adjusted basis:  original basis as adjusted by 1016.  

PROBLEMS p. 121 :  


1.  Owner purchases some land for $10,000 and later sells it for $16,000.

a.  Determine the amount of the Owner's gain on the sale.  (AR $16k-AB $10k=RG $6k).

b.   What difference in result in (a) above, if Owner purchased the land by paying $1000 for an option to purchase the land for an additional $9000 and subsequently excercised the option?  (Options are rights to property as well.  Its an intangible piece of property.  When options are excercised these are not a realizable event.  Here you would add cost of option to cost of property.  AB is still $10k. ) 

c.  What result to Owner in (b) above, if rather than ever actually acquiring the land Owner sold the option to Investor for $1500?  ($500 RG, b/c the basis was $1000, and he sold for $1500.  What would happen if owner of option would have let option expire?  (Abandonment) This is a taxable event!  AR wold be $0, $1000 RL.  May possible reduce gross income by $1000) 

d.  What result in (a) above, if Owner purchased the land for $10,000, spent $2000 clearing the land prior to its sale, and sold it for $18,000?  (AR $18k, AB <$12k>, RG =$6k.  Capital expenditures:  $ spent on property after acquisition of property:  §1016(a):  Capital Expenditures:  some $ paid regarding property is not deductible.  The choice is taking a current deduction against GI, or treating it as a capital expenditure.  If you treated it as a CE you'd then increase the AB by amount of CE.  This problem's land clearing was a CE.)

f.  What difference in result in (a) above, if when the land had a value of $10k, Owner, a real estate sales person, received it from Employer as a bonus for putting together a major real estate development, and Owner's income tax was increased $3,000 by reason of the receipt of the land?  (T got taxed when he acquired the property.  He had $10k in GI when he got it, b/c he got it from employer as compensation for services.  GI = to the vlaue of the property received.  "CONCEPT OF TAX BASIS," presumption of value  At the time of receipt, T had GI of $10 on which he paid $3k in tax.  AR= $16k, AB <10k>, RG=$6k.  If he didn't have any costs then his basis would be $0.  But he's already paid taxes on $10k.  


(WE GIVE HIM A TAX BASIS = TO WHAT HE HAD TO PAY TAX ON IN THE 1st PLACE! (the FMV value of the property, not the employer's basis).  2 KINDS OF AB's:  

1). Cost Basis OR

2).  Tax Basis 

§1001 is triggered by disposal of property.  Figure out amount realized, then figure out diff b/w _______________?)

g.  What difference in Owner is a salesperson in an art gallery and Owner purchases a $10,000 painting from the art gallery, but is required to pay only $9000 for it (instead of $10k because Owner is allowed a 10% employee discount which is excluded from gross income under §132(a)(2), and Owner sells the painting for $16,000?  (Back up and figure out his tax consequences on his original acquisition!  (his original basis in the property).  How did he acquire it?  What rules apply?  At the time received FMV=$10k.  He paid $9k.  Employee disc= $1k (excludable under 132(c)).  If we give his a $9k basis, we'd be undoing the exclusion!  So we give a cost basis of $9k + $1k tax basis!  We don't want to tax people twice!  This kind of t/a is referred to as a "complex" t/a b/c there is purchase of property + separate issue of §132 exception…


Remember:  



CASH & DEBT PAID = COST BASIS



ANYTHING THAT WAS INCOME = TAX BASIS



§132 EFFECTS THE TAX BASIS---LOOK FOR THIS!!! 
PROCESS WHEN YOU'RE DETERMINING BASIS:  


1.  Look at when T acquired property for original basis


2.  Then look at 1016 to determine AG

§1016 (a)(2):  Depreciation and Amortization:  What is effect of depreciation and amortization?  You want to deduct as you use.  What you get it deduct is the original basis.  You then use this final depreciated value you're left with to figure your AB when you sell, abandon, etc.  YOU'RE REQUIRED TO TAKE DEDUCTIONS FOR DEPRECIATION.  

Note w/ depreciation that there is a difference b/w "amount allowed" (depreciation actually deducted) and "allowable amount" the correct amount of depreciation (the amount T was supposed to deduct!)  

Ex:  we have property we paid $100k for.  Code provides we deduct the allowable $15k.  T actually pays $10k allowed.  


T


IRS


$100k


$100k


<$10k>

<$5k>

$90k


$85k

IRS says you must use the higher of the 2, allowed or allowable!

T then reduces basis every year by $10k for 4 more years:  

T

IRS


AR $80k

$100k

$100k


AB <$50k>
<$10k>
<$15k>

RG  $30k

$90k

$85k

4yrs <$40k>
<$60k>

$50k

$25k

IRS says you must reduce AB by allowable!!!!

(So then T goes back and amends his return, BUT ONLY FOR 3 YEARS FOR SOL!

What if T computes too much depreciation?  IRS will say its $80k b/c it’s the greater of either allowed or allowable that you reduce your basis by.  

PROBLEM 1 SUPPLEMENT:  (PROBLEM OF TAXABLE EXCHANGE):  Assume that A owns a car and B owns an unimproved lot.  A and B enter into a t/a whereby A transfers the car outright to B and B transfers the lot outright to A.  No cash or other property changes hands in the t/a.  Do A and B have tax consequences resulting from this exchange?  What is A's basis in the lot and B's basis in the car subsequent to the exchange?  (The FMV's of both pieces are presumed to be the same; presumed that there is no accession to wealth!  

BUT BOTH DISPOSED OF PROPERTY!  So you have to figure out RG/RL for A & B each.  


A:  AR $10k


     AB <5k>

  
    RG $5k


A's computation based on his disposition of the car.  

What if A later sells the lot for $25k?  What was his original basis in the lot?  His AR from the 1st t/a!  This would be his tax basis (AB).  Otherwise double taxation would occur.  Check yourself by looking to see if there are any gaps in taxation in the chain of t/a's.  If there are, why?  B/c of exclusion like gift or §132(a)?  Or b/c you missed it?  

REPEAT:  HOW DO YOU FIGURE OUT THE ORIGINAL BASIS OF ANY PROPERTY?  THE FMV AT THE TIME OF THE ACQUISITION…b/c we presume the FMV is = to what you paid! (in arm's length t/a's) 


Basis of Property Acquired by Gift:

§1015(a):  Basis of Property Acquired by Gifts and Transfers in Trust:  The basis of gift property is the donor's basis (or at least the preceding owner to whom it had not been given as a gift), EXCEPT that if the donor's basis was greater than the FMV, then the basis is FMV!  If the donor's basis is impossible to obtain, the basis is FMV at the time of transfer.  Steps in Shoes Theory.  

(WE KNOW GBR=FMV OPWR, but there are many STATUTORY EXCEPTIONS--we'll cover 3 of 'em:  §1015 (gift), §1014 (acquisition from decedent), and §1041 (acquisition by spouse/former spouse)  

Farid-es-Sultaneh v. Commissioner:  Woman is given stock in exchange for prenup that says this is all she gets.  Issue:  is this a gift or a purchase/exchange?  EXCHANGE.  Why?  quid-pro-quo for the stock:  release of marital rights (See Duberstein rule).  AB is FMV at time of transfer/exchange.  

REVIEW:  What happens when property is acquired by gift?  


Donor has no taxable consequences (1001 doesn't apply).


Donee has exclusion via §102 (no tax consequences)

If you apply GBR your basis would be FMV at the time you got it, BUT THIS IS A BIG PROBLEM, b/c there is a part there that isn't taxed.  

So §1015 has 2 parts:  

USE THE FOLLOWING PROCEDURE FOR APPLYING §1015 upon the sale or disposition by the donee of property acquired by gift:
1.  Compute the donee's RG/RL under §1001 using as the donee's AB the donor's AB in the property at the time of the gift.  If that computation results in a realized gain, then that result is the donee's realized gain under §1001.  

2.  If the computation in (a) results in a realized loss, then determine if the FMV of the property at the time of the gift was less than the donor's adjusted basis in the property at such time.  If it was not, then the realized loss determined in (a) is the donee's realized loss under §1001.  

3.  If the FMV of the property at the time of the gift was less than then donor's AB in the property at such time, then compute the donee's RG/RL under §1001 using as the donee's AB the FMV of the property at the time of the gift.  If that computation results in a RL, then that result is the donee's RL under §1001.  

4.  If the computation in ( c) results in a RG, then the donee has no realized gain or loss from the sale or disposition of the property.  

(Make an early determination whether it went up or down in value while held by donor.  Ie:  does it have a "built in loss" or a "built in gain"?  If there is a built in gain I'd never use the loss rule.  Easy, you know you'll always apply the gain rule!  Once you know you're using the gain rule just use it--whatever the outcome!)

(LOSS RULE: "the lower of the donor's basis or FMV of gift at the time of transfer.)





PROBLEM p. 128:

1.).  Donor gave Donee property under circumstances that required no payment of gift tax.  What gain or loss to Donee on the subsequent sale of the property if:

a).  The property had cost Donor $20k, had a $30k FMV at the time of the gift, and Donee sold it for:


1).  $35k? (AR $35k, AB <$20k>, RG=$15k)


2).  $15k? (AR $15k, AB <$20k>, RL <$5k>

3).  $25k?  (AR $24k, AB <$20k>, RG $4k…No Gain!  When you get a gain from using the loss rule, you just ignore the whole computation!  No Gain!)



PART GIFT/PART SALE:  

1.  T'ee pays =/greater than T'ors AB?  SALE; §1015 doesn't apply; T'or has a taxable gain; T'ee's AB = purchase price.

2.  T'ee pays less than T'or's AB?  GIFT!  §1015 applies; T'or has no loss or tax due; T'ee's AB = T'or's AB.  

If you end up treating it as a gift, what's going to happen later when daughter sells the property?  We have to apply the gift rules all the way through!  (Built in loss rule!):  will loss rule apply?     

PROBLEM p. 128

2).  Father had some land that he purchased for $120k but which had increased in value to $180k.  He transferred it to Daughter for $120k in cash in a t/a properly identified as in part of a gift and in part a sale.  Assume no gift tax was paid on the transfer.  

a).  What gain to Father and what basis to Daughter under Reg §1.1001-1e and 1.1015-4?  (ask was difference in value of what was sold & what was paid intended to be a gift?  

T'or (father):  under §1001-1e:  tells T'or to try to apply 1015 in the normal way; if it ________________________


AR $120k


AB<$120k>


RL   0

T'ee (daughter):  under §1015-4:  take greater of T'ors basis or what she paid for property as her basis.


AR $120k


AB $120k  

 

RL 0

b).  What if sales price was $140k instead?  ( FMV = $180k, Sale Price $140k, thus $40k gift.  



T'or (father)




AR $140k




AB $120k




RG    20k



T'ee (daughter)

Her AB is what she paid for it b/c she paid more for it than he had as basis.   






c).  What if his AB was $200k?  







FMV = $180k







Sale Price = $120k







So, $60k gift








T'or:  









AR $180k









AB $<$200k>









RL  XXX $20k  BUT HE MUST IGNORE HIS LOSS!!!  

T'ee:  She must take his adjusted basis of $200k, b/c its greater than what she paid.  






d).  What if daughter (after treating it as a gift) sells it a year later?  








AR $175k








AB<$200k>








RL <$25k>  ((daughter has a loss; note that there was a 










"built in loss" b/c Dad's AB was $200k!  

(Whenever you end up using the AB as a gift in part gift/part sale, you have to do the full gift analysis!  (the gain rule and loss rule analysis)

(RECAP OF THE RULES:  


--determine original basis (ie FMV @ time acquired)

--§1015:  GIFT:  determine if donee sells for gain or loss:  (use gain rule and loss rule)

--Part Gift/Part Sale scenario:  look for gift by definition, then look for value exceeding the FMV, then do gift analysis.  





SUPPLEMENT PROBLEM 2:  

Assume that A sells property to B for $15k in cash.  The FMV of the property at the time of the sale is $20k.  Assume that the difference b/w the value of the property and the sale price is intended by A to be a gift to B.  A's AB in the property at the time of the sale is $10k.  


a).  What are A's tax consequences from this t/a?



Sale Price $15k



FMV of Property $20k



A's AB  $10k



AR $15k



AB<$10k>



RG $5k    

b).  What are B's tax consequences if B later sells the property for $20k in cash?  


AR $20k


AB <$15k>


RG $5k

c).  What are B's tax consequences if B later sells the property for $10k in cash?  

Assume the same facts as above, except that A's adjusted basis in the property at the time of the sale is $25k.  


a).  What are A's tax consequences from this t/a?  



AR $15k



AB <$25k>

  

RL <$10k> XXX (Disregard this loss--can’t use it)

b).  What are B's tax consequences if B later sells the property for $30k in cash?   


AR $30k


AB $<$25k>


RG $5k

c).  What are B's tax consequences if B later sells the property for $15k in cash?  


AR $15k


AB <$20k>


RL <$5k>

Whole policy is when we treat something as gift, we just want to make sure we don't give B any benefit of a loss to A.  

(Once you determine PS/PG is to be treated as a gift, apply §1015 in the normal way--do your §1015 analysis as you would on any other gift.  


Basis of Property acquired from a Decedent:   

§1014(a):  Property acquired from a decedent generally receives a basis = to its FMV on the date it was valued for estate purposes (which is usually at the date of decedent's death).  

--§1014 applies not only to property held by the decedent at death, but also to some property that decedent transferred during life if the value of the property is nevertheless required to be included in decedent's gross estate for federal estate tax purposes.    

--§1014 is sometimes referred to as the "step up in basis rule":  T'ee gets AB= to value of property at decedent's death.  T'ors gain will never be taxed!  Also no loss ever utilized either.  Works both ways.  

--§104 is 3rd EXCEPTION TO GBR!  

Scenario:  Donor is 89 years old, retired, SS income 15% MTB.  Donee is 45 years old, grandson, CEO of Airline, 39.6% MTB.  Tell the donor to sell the property, claim the loss and give the donee the $.  

§1014(e):  property is valued at decedent's death; alternate valuation date might be whatever value you used on state tax return, but value at decedent's death is what you use 99% of the time.  


PROBLEM 3 SUPPLEMENT:  

John Jones died in 1995 in Texas (a community property jurisdiction), and his will provided for the disposition of his property in following manner: Determine in each of the cases described above the amount of  each person's initial basis in the property received:

a).  100 shares of IBM stock to his brother Fred.  John's AB in the stock was $25k and its 

FMV when John died was $40k.  Fred actually received the stock four months after John died, at which time its FMV had increased further to $45k.  (104 applies, John's basis is $40k, b/c that is FMV at time of death.) 

b).  The principal residence John and his wife, Loretta, lived in when John died, to Loretta.  The residence was held by both John and Loretta together as community property.  Their adjusted basis in the residence was $150k, and its FMV when John died was $130k.  (1014(a):  when is property "acquired by a decedent"?  1014(b) tells use:  this is complicated!  Under (b)(1):  bequest, devise, inheritance, like through a will. AB=$150k total, each own 1/2.  1014(b)(6):  at least 1/2 of whole was owned by spouse as community property.  Whole property is treated as received via the estate; her basis is thus $130k, even if it’s a step down in basis.)

c).  $5mil in cash to John's sister, Martha, payable five years after John's death by a trust created and funded by John's will.  The will provided that the trust could either pay the $5mil to Martha in cash or, at its option, transfer to Martha General Motors Stock with a FMV at the time of transfer of $5mil.  The trust acquired the stock from John under the will. When the time came to pay Martha the $5mil, the trust elected to transfer the $5mil of the stock.  John's AB in the stock was $3mil, and its FMV when John died was $4.2 mil.  (

                                 ((                   ((


    stock,

        stock,



  FMV 4.2 M
     FMV 5M

Does 1014 apply?  The trust is not the estate, as applied under 1014.  1014(a):  (p. 582 statute): "or to whom…" means anyone who holds the property (w/o owning it) for another.  Ie:  WHOEVER IS THE 1ST OUTRIGHT OWNER.  1st outright owner is the one who has complete ownership of it--complete control.  Here the trust had complete control over the assets!  The trust was the owner!  The trust had the risk of loss & had benefit of gain on the property.  When they gave her the $5M, they got satisfaction for their $5M obligation.  The key was that trust had choice to give her $5M or $5M in stock--the trust was not merely a holder of the $.  The trust triggered 1001 when it transferred the $ to her.  Their amount realized from that is $5M.  


AR $5M


AB $4.2M


RG $800k  

Will Martha be taxed on the $5M?  §102 covers her b/c she got it by will.  Her AB= $5M, if she sells for $5M, she has no tax consequences!  Congress repealed the estate tax in 2010.  1014 will not be worded like it is today, it'll be like 1015.  

§1014(e):  If T transfers by gift appreciated property to Decedent within 1 year of Decedent's  death, the basis for the property will be the Decedent's basis right before he died, if T gets it from Decedent upon Decedent's death.  (Use a substituted basis):  Why?  to keep people from screwing around with basis to escape tax by gifting things to dying people.     

HYPO:  Client has some land and some stock.  He's dying.  Should he give 'em property now or give it to kids in will, or sell and leave the kids the $?  


Land AB=$50k


      FMV =$35k


Stock AB= $30k


       FMV $120k

If you transfer land via will, you'd lose $15k in basis.  If you make a gift to them, if the property doesn't go up in value, they have to use 1015 loss rule.  If you sell it and take loss on your tax return and give it to kids…

Stock:  if you sell you pay tax on $90k.  If you give it away, donee gets your basis.  BUT if you will it to them, they get step up!  Their  basis is FMV.  Advise client to will it and give step up.   
Basis of Property Acquired from Spouse or in a Divorce:  

§1041:  Transfers of property b/w spouses or incident to divorce:  No gain or loss shall be recognized in transfers b/w spouses or b/w former spouses incident to divorce.   

§1041 is the 2nd exception to GBR.  §1041 says that the T'or has no tax consequences. (Neutral).  T'ee:  determines basis by a PURE SUBSTITUTED BASIS.  (ie T'ee takes T'ors basis at time of transfer).  Steps in shoes.  Sometimes said that the gain/loss is "deferred" until spouse disposes of the property at some later date).  This is really not an exclusion but a deferral--this is the only "non-recognition" rule we'll cover in this class.  

PROBLEMS p. 130:

1).  Donald purchased some land ten years ago for $4k cash.  The property appreciated to $7k at which time Donald sold it to his wife Marla for $7k in cash, its FMV.  


a).  What the income tax consequences to Donald?  (none neutral like a gift)

b).  What is Marla's basis in the property?  (Donald's shoes: $4k) 

c).  What gain to Marla if she immediately resells the property?  (AR $7k, AB $4k, RG $3k)

d).  What results in a-c above if the property had declined in value to $3k and Donald sold it to Marla for $3k?  (still $4k AB regardless of gain or loss) 

e).  What results (gains, losses and bases) to Donald and Marla if Marla transfers other property with a basis of $5k and value of $7k (rather than cash) to Donald in return for his property?  ($5k basis to Donald…)  

IN TRANSFERS OF PROPERTY B/W SPOUSES/FORMER SPOUSES (Incident to Divorce), WE USE §1041, NOT §1015(e)!!!!!  §1041 COVERS ANY GIFTS B/W SPOUSES!  


Amount Realized  



§1001:  AR=$+FMV of Property Received

RULE:  If you transfer property for a business expense, you get a deduction for FMV of thing transferred, NOT THE CORP's cost.  Accordingly, when T pays someone for services rendered in property (rather than in cash), is the difference b/w the FMV and the basis T had in the property realized as income (or loss?)  YES.  

Ex:  T pays an obligation with shares of T's own stock.  The stock was worth (FMV) $10k, the obligation was $10k, and the stock's cost to T was $5k.  T would owe tax on AR $10k - AB $5k=RG $5k.  The transfer to pay the obligation was a realizable event!  Just apply 1001.



NON-RECOURSE DEBT: (supp p. 13): (GET HYPO'S p.14&15 in cards) 




Def of NRD:  debt for which T has no personal liability , property is only security for loan.  




--You can buy property with non-recourse debt, taking property subject to the loan.  




2 ISSUES:  

1).  T's BASIS:  What is T's BASIS WHEN ACQUIRING PROPERTY SUBJECT TO NON-RECOURSE DEBT:  T treated as though he was personally liable for the repayment of the debt.  Ie:  AB=what you paid for it..cash + debt.  One rare exception:  look on p. 14 of supp if the deal appears to be a sham…) 

2).  T's AR:  When T sells/disposes of property subject to non-recourse debt, how is the T's AR from such sale or disposition to be determined?  Same as if he was personally responsible for the debt (WITH ONE EXCEPTION IN CH. 8*****).  T's AR ALWAYS INCLUDES THE FULL UNPAID PRINCIPAL BALANCE OF THE DEBT!   EVRY TIME EVERY TIME!!!! 




(Non-recourse debt is not the same as regular recourse debt! 





1).  The exception of ch. 8

2).  Sale/disposal:  non-recourse debt is not always treated as regular debt  Here it was for AR & AB.  Whenever you transfer property subject to NR Debt, you must always included the unpaid debt in the AR!!!  (except the sham scenario)  Ch. 8 says it may not be included in AB every time?????

PROBLEM 4:  A borrows  $100k form Bank and uses the $100k to purchase property.  A is personally liable on the loan from Bank and gives Bank a mortgage on the property to secure the loan.  T buys the property from A by paying A $5k in cash and acquiring the property subject to Bank's loan, which has an outstanding principal balance at that time of $95k, but T assumes no personal liability for the loan.  What is T's basis in the property?  Assume that the FMV of the property declines to $60k and T transfers the property to B subject to Bank's loan, which has an outstanding principal balance at that time of $90k.  What is T's amount realized and realized gain or loss under 1001 from the disposition of the property?  (AB = $100k.  AR=$90k loan amount.  AR $90k -AB$100k=$10k RL) 

"NET GIFT":  a net gift occurs when a donor transfers property to a donee on the condition that the donee pay the amount of the gift tax arising from the transfer.  This amt paid reduces the amount of the donor's gift..--on & on & on &on.  NOTE:  if  Donor has $10k AB in property which appreciated to $150k, Donor has a realizable gain of $40k b/c the Donor has a gain in the amount of tax he is relieved from paying, ($50k), so this pmt of an obligation is gain.  You'd then treat it like a part gift/part sale:  B pays $6k for $30k property.  So triggers part/sale, part/gift rules.  Then you just apply those rules:


ex:  



A  
 gift of property




((((((



((((((

FMV prop= $30k




pmt of gift tax







Gift Tax paid by B = $6k




AR $6k



AB<$5k>



RG<1k>

Note:  gift tax has nothing to do with income tax.  Its not an income tax.  Gift tax is a liability of the donor.  If donor conditions the gift on pmt by donee of the gift tax, that is the scenario we're concerned about.  Sort of like Old Colony:  3rd party pays another's obligation as if B paid A's mortgage or loan.  



PROBLEMS:  



1.  Mortgagor purchases a parcel of land from seller for $100k.  Mortgagor borrows $80k from


Bank and pays that amount and an additional $20k of cash to Seller giving Bank a nonrecourse mortgage on the land.  The land is the security for the mortgage which bears an adequate interest rate.  


a).  What is Mortgagor's cost basis in the land?

b).  2 years later when the land has appreciated in value to $300k, and Mortgagor has paid only interest on the $80k mortgage, Mortgagor takes out a second nonrecourse mortgage of $100k with adequate rates of interest from Bank again using the land as security.  Does Mortgagor have income when she borrows the $100k?  (FMV is $300k.  M has equity in the property, thus she trades out $100k equity for the $100k loan, thus no accession to wealth.  There are no situations except sham deals where borrowing $ is accession to wealth.  Woodsam case said taking equity out of property doesn't trigger §1001.  Tax planning issue:  if I need $, if I sell I have to pay tax on sale.  If I borrow against the property, its tax free (but you still pay interest).  

c).  What is Mortgagor's basis in the land if the $100k of mortgage proceeds are used to improve the land?  (if she expended it as a capital expenditure under adjustments to basis under 1016:  cap expenditures or depreciation, otherwise not an adjustment to basis.  So its $200k)

d).  What is Mortgagor's basis in the land if the $100k of mortgage proceeds are used to purchase stocks and bonds worth $100k? (for her to get additional basis in the land she has to make expenditures on the land--she does not; result is NO additional basis.  Basis in stocks and bonds is $100k…her basis in property is still $100k.  The rule from Crane is not that all non-recourse debt is added to basis!  The only time non-recourse debt clearly becomes part of BASIS is in ACQUIRING the property.  Other subsequent mortgages taken out after a acquisition will become part of basis if the $ is used to make a capital improvement!!!  If you use $ from later mortgages for purchases of stock, other property, etc. it doesn't become part of basis. ) 

e).  What results under the facts of (d), above, if when the principal amount of the 2 mortgages is still $180k and the land is still worth $300k, Mortgagor sells the property subject to both mortgages to Purchaser for $120k cash?  What is purchaser's cost basis in the land?  (Disposition of Property; 1001 applies.  


AR $300k


AB <$100k>


RL <$200k>  




Check yourself; if your results are weird it could be screwed up.  

f).  What result under the facts of (d) above, if instead Mortgagor gives the land subject to the mortgages and still worth $300k to her Son?  What is Son's basis in the land?  (If the loan was a regular loan with personal liability on Donor:  part gift/part sale b/c the consideration paid for property is the $180k in mortgages taken subject to.  The diff b/w the FMV of $300k & $180k mortgages is the gift part.  


If the loan was a non-recourse loan, you use Tufts--you must include non-recourse debt in AR!   Here then Donor has an amount realized of $180k.  

We'll then treat it as a sale b/c amount "paid" for property is $180k mortgage taken over.  Son's AB is thus what he paid:  $180k.  

Did she really have an economic gain of $100k?  Yes, b/c she took out the $100k 2nd mortgage.  See Tufts rule picks it up.  

g).  What results under the facts of (d) above, if instead Mortgagor gives the land to her spouse rather than to her son?  What is Spouse's basis in the land?  What is Spouse's basis  in the land after Spouse pays off the $180k in mortgages?  (1041 applies; spouse gets wife's basis of 4100k.  You don't recognize her gain.  Tax Consequences of spouse paying off the losses:  No.  Now they are spouses own loans.  No tax consequences to paying off your own loan.  

h).  What results to Mortgagor under the facts of (d), above, if the land declines in value from $300k to $180k and Mortgagor transfers the land by means of a quitclaim deed to Bank?  (disposition of property by foreclosure; 1001 applies


AR $180k in forgiven mortgages


AB<$100k>


RG $80k  

2.  Investor purchased 3 acres of land, each acre worth $10,000 for $30,000.  Investor sold one of the acres in year one for $14,000 and a second in year two for $16,000.  The total amount realized by investor was $30,000 which is not in excess of her total purchase price.  Does Investor have any gain or loss on the sales?  (Reg §1.61-6(a)):  (p. 883 of Code):  (ALLOCATED BASIS AMONG THE PARTS:  "Equitably Apportioned" b/w the parts.  If you can figure out FMV of each part, you have to use that.  If you can’t figure out value of each piece, the burden is on T to prove AB.  Note:  Easements, etc can be exceptions to this rule.  


The sale of each party is treated as a separate TA and gain/loss is computed seperately on each part, and not deferred until the entire property has been disposed of.  Investor has:


Piece 1:  AR $14k



   AB <$10k>



  RG $4k in yr 1    


Piece 2:  AR $16k



   AB <$10k>



   RG $6k in year 2 
3.  Gainer acquired an apartment in a condominium complex by intervivos gift from relative.  Both used it only as a residence.  It had been purchased by Relative for $20k cash and was given to Gainer when it was worth $30k.  Relative paid a $6,000 gift tax on the transfer.  Gainer later sells the apartment to Shelterer.  


a).  What gain or loss to Gainer on his sale to Shelterer for $32k?  (p. 584 of code:  deals with adjustments to basis on property transferred by gift.  


FORMULA:  appreciation in value while donor had it  X  gift tax paid = increase in   


          Total value of property at time of gift                                   basis to donee




(



$10k
X $6k = $2k




$30k




(



AR $32k




AB $22k




RG $10k

Note that numerator only applies to appreciation not depreciation.  P. 1417 IRC §1.1015-5.  

Section doesn’t apply at all if depreciation occurred.   


b).  What is Shelterer's Basis in the apartment?

6.  Capital Gains and Losses:  

3 REQ'S TO BE A CAPITAL GAIN OR LOSS:


1).  WAS IT A "CAPITAL ASSET"?


2).  DID IT RESULT FROM "SALE OR EXCHANGE" OF THE ASSET?



To complete the capital gain analysis you ask:


3).  HOW LONG DID T HOLD?  (Long term or short term?) 

Definition of Capital Asset:  §1221:  "capital asset" means property held by the T (ie everything!) (whether or not connected with his trade or business) but does not include:

1).  Stock in trade/inventory held primarily for sale to customers in the ordinary course of his trade or business.

a).   (requires a factual inquiry:  Most relevant factor:  the purpose for which the property was held by the T at the time of its sale.  Other factors: ask what purposes were property acquired for orginally, frequency of sales of this property by T (regular? isolated?), property sold in furtherance of his occupation?)  

b).  Focus also on "trade or business":  Are you in a trade or business?  "A profit making activity conducted by T, where T's activity level is sufficiently regular & continuous to make the activity a trade or business rather than an investment."  Trade or business is not defined anywhere in the Code, but Groetzinger v. Commissioner tells us it’s a factual ? considering all facts & circumstances.  

ex:  T buys real estate as an investment, but later decides to subdivide & sell off the individual props.  When you put enough activity into sale of the lots it will likely be regular income, therefore a trade or business….the lots are property held for sale to customers, no not capital assets.  Differentiate this from lots held for investment, w/o activity to sell them as "products"--those are capital assets!   

2).  Property of the type depreciable under §167 OR real property used in his trade or business

3).  Copyrights & other intellectual property held by T who created them

4).  Accounts & notes receivable from sale of stock/inventory in #1

5).  Supplies of a type regularly used or consumed by the T in the ordinary course of a trade or business of T

2 STEP PROCESS FOR DETERMINING WHETHER SOMETHING IS A "CAPITAL ASSET":  

1).  Is it property?  (must sell or exchange whole bundle of sticks for it to be "property" under 1221--ex:  sell dividends but not stock?  Not property, thus not capital gain or loss) 

2).  Is it described in one of the exclusions from the definition of "capital asset" in 1221 above?  

MOST PROPERTY HELD FOR INVESTMENT PROPERTY IS A CAPITAL ASSET

MOST PERSONAL USE PROPERTY IS A CAPITAL ASSET.  

Sale or Exchange requirement:  §1222:  defines capital gain or loss as gain or loss from the sale or exchange of a capital asset, and distinguishes between short term and long term capital gain or loss depending on whether the T held the property sold or exchanged for longer than 1 year.  §1222 raises 3 issues in determining whether a realized gain or loss is a capital gain or loss:


1).  Is the realized gain or loss from a TA involving a capital asset?


2).  Is the TA a sale or exchange of such capital asset?  


3).  How long did T hold the capital asset b/f sale or exchange?  

(Compare sale or exchange req with the "sale or disposition" req of 1001.  Sale or exchange is more restrictive than is the sale or disposition req of 1001.  A common disposition of property that is NOT a sale or exchange is an involuntary conversion of the property (ex:  burns up in fire).  

Ex:  Testator leaves Niece a yearly benefit, with provision that when Niece turns 40, the trust will pay her $5mil in stock or cash, at the trust's discretion.  Trust pays niece in 1/2 stock, 1/2 cash.  Trust argues that no tax should be levied on it for the delivery of the securities, b/c they were part of donative disposition of will.  

RULE: B/C the beneficiary was not bequested a specific stock, and therefore the trust had the choice to deliver either securities or cash, the payment of the obligation to the legatee was an "exchange", thus triggering 1001, just as the sale of the securities would have been.  

"TRANSFER OF APPRECIATED PROPERTY TO SATISFY A DEBT BY T IS AN EXCHANGE WHICH TRIGGERS CAPITAL GAIN…"



Sale:  selling something



Exchange:  trading in one thing for another



NOTE:  The niece's AB would be the FMV of the estate at time of decedent's death, per 1014.  



PROBLEM:  

1.  Creditor purchased an individual Debtor's $5k interest bearing note from a 3rd party as an investment at a cost of $4k in 1996.  2 years later, Debtor pays off the principal of the note using GM stock which Debtor purchased several years ago at a cost of $2k which is now worth $5k.  What are tax consequences to Creditor and Debtor?  


Creditor:  AR $5k 



     AB <$4k>

    RG $1k ordinary income.  It was a capital asset but was not a sale or exchange…§1271 doesn't apply b/c it was purchased b/f 1997, so its just ordinary income.  




Debtor:  tax on GM stock:





AR $5k





AB <$2k>

RG $3k long term capital gain, b/c it was held longer than 1 year and per Kenan:  this was an exchange, just as if Debtor has sold the stock and then used the proceeds to pay off the debt.  



STEPS TO SEE IF ITS ORDINARY INCOME OR CAPITAL GAIN:



1.  apply 1001



2.  characterize asset



3.  sale or exchange?  If not look at §1271--debt instrument?  After June 9, 1997?  
IF DEBT INSTRUMENT WAS CREATED BEFORE JUNE 9, 1997:  

USE Galvin Hudson Rule:  the collection of a debt (for full or a settled amount) is not a sale or exchange, so therefore cannot be a capital gain or loss, and is considered ordinary income.  

--LOOK at how parties line up:  What position is T in?  Receiver or payor of debt?  A debt discharging obligor may be engaged in an exchange, but a payment-receiving obligee is not.  

--Note that when debt was paid it was a disposition, but not a sale or exchange!  

--Note:  collector of debt gives nothing in return to debtor when debtor pays off the debt, so its not an exchange.  1001 applies to the disposition, but there is no sale or exchange so its ordinary income and not capital gain.  

Ex:  T buys $75k judgement against debtor for $11k.  Debtor pays T $21k to settle the debt.  Does T owe tax on the $10k as ordinary income or capital gain? Ordinary income, see GH rule above.   

IF DEBT INSTRUMENT WAS CREATED AFTER JUNE 9, 1997:  

USE §1271(a)(1):  if you collect on a debt instrument and you retire the debt, it is deemed an exchange!! What is a debt instrument?  Very broad.  Judgements are debt instruments?  Maybe, we don’t know!  

Where the Hudson principle does apply:  Your car burns up in student parking lot.  You file insurance claim and get more for the car in insurance than you paid.  You disposed of the car--you have $2k in gross income (RG) under 1001.  It was a personal use item, ie a capital asset.  Was it a sale or exchange?  No.  So it was just ordinary income!  You didn't transfer anything tot he ins co in exchange for the $.  

Holding Period:  

Rule on How to Determine if Long Term or Short Term Capital Gain:  depends on holding period of property:

Rev Rule 66-7:  add 1 day to day T bought the property then add one year!  (the holding period being to run on the day following the date of acquisition of the asset.)


Ex:  1/15/98 + 1 day= 1/16/98; + 1yr = 1/16/99

§1223(11) Holding Period of Property Acquired from a Decedent:   if a T (heir, legatee, excutor, etc) acquires property from a decedent and its basis is determined under 1014, the property is deemed to have a holding period of more than 1year.  (AUTOMATICALLY A LONG TERM GAIN!) 

§1223(2):  Tacking Provision:  If it’s a gift or spousal transfer, you tack the holding periods of the donee and donor!  BUT, if the LOSS RULE applies to the gift, you do not use tacking.  

 
PROBLEMS:  

1).  T, a cash method, calendar year T, engaged in the following TA's in share of stock.  Consider the amount and character of T's gain or loss in each TA:

a).  T bough 100 shares of stock on 1/15/98 at a cost of $50 per share.  T sold them on 1/16/99 at $60 per share.  ($1l LTG b/c held for 1 day more than a year)

b) T bought 100 shares of stock on Febr 28 1999 at a cost of $50 per share.  T sold them on Feb 29 200 for $60 per share.  (T misses the LTCG by 1 day:  12 months would be March 1, b/c of leap year.  He needed to wait another day!  3/1 was his 1 yr date)

f).  T's father bought 100 shares of stock on Jan 10 1998 at $30/share.  On March 10, 1998 when they were worth $40 per share he gave them to T who sold them on Jan 15 1999 for $60 per share. (§1223(2)):  T took father's basis of $30 per share and per §1223 also father's  date of acquisition, per tacking rule.  So T would have to pay long term capital gain tax of $20 per share.    

g).  T's father bought 1000 shares of stock for $10 per share several years ago.  The stock was worth $50 per share on March 1, 1998, the date of the father's death.  The stock was distributed to T by the executor on January 5, 1999, and T sold it for $60 per share on Jan 15, 1999.  (Son gets basis of FMV at time Father dies, so his "acquisition date" was March 1, 1998.)    


Mechanics of Capital Gains





PROBLEM, p. 679

1).  Here are 2 questions on capital losses incurred after 1995.  The figure for taxable income given in column A reflects a single taxpayer's taxable income for each of 2 years without regard to his capital gains and losses.  Note that in computing gross income, (as adjusted) on the return no gains will be included, since capital losses exceed capital gains and the §1211(b) excess amount will be a reduction.


Taxable Income
LTCG

LTCL

STCG

STCL


1.  $10,000

$2,000

$6,000

$2,600

$1,000


2.   10,000

 2,000

 10,000
 2000

 4,000

For each year seperately, without regard to computations for other years, determine the amount of the T's capital loss that is allowed as a deduction from ordinary income under §1211(b)(1) or (2) and the amount and character of his capital loss carryover, if any, under §1212(b).  


Characterization has already taken place, now we're just trying to figure out netting process.  


1



2


3

LTCG $2k


STCG $2.6k

LTCL<$6k>


STCL<$1k> 
Net LTCL <$4k> 

net STCL $1.6((((((<$2.4k>

A loss in column 3!  Just deduct $2.4k from capital gains!  ($3k cap for each year)



1



2


3


LTCG $2k


STCG $2k




LTCL <$10k>


STCL <$4K>




Net LTCL <$8k>
net STCL <$2k>

<$10k>  remainder after $3k can be carried     










   Over!

T1 $10k

Cap loss <3k>

7k

But how does carryover plug into netting process?  

LTCG $15,000

STCG 20,000

LTCL   0


STCL  2,000

Net LTCG $15,000

18,000((((($33,000 in CG's.  But you don’t know whether your 








carryover is ST or LT!  The carryover has the same 


Character that it did the previous year.  You have to know what the $3k deduction last year was for!  Either ST/LT.  

§1211(b)(2):  when you’re allocating the original $3k deduction, allocate it 1st to short terms CG's, then to long term CG's.  So you plug in the leftover $7k here:  changes to LTCG $15,000










  LTCL  $7,000










  Net LTCG $8000   

Note:  the amount you carryover is applied/plugged in whole, you're building it into your carryover for the next year.  Note:  you can carryover any amount, but deduct only $3k.  You have to go through the netting process every year!  

Mechanics of Capital Losses

7.  Life Insurance Proceeds:  


§101(a):  Proceeds of life insurance contracts payable by reason of death are excluded from GI.  

Proceeds paid to terminally ill people are considered to be paid by reason of death, if person is certified to have 24 months or less to live.  

§101(d):  Applies when the insurance co spreads out pmts: you prorate the interest & principal see below

PROBLEMS:  p. 158

1.  Insured died in the current year owning a policy of insurance that would pay Beneficiary $100,000 but under which several alternatives were available to Beneficiary.

a).  What result if Beneficiary simply accepts the $100k in cash?  (1001(a)(1):  amts received under life insurance K's paid due to death of insured are fully excludable from gross income.  

Term Insurance:  Pure insurance

Whole Life:  investment 

Insurance policy is property.  Sale of it is disposal of property.  Surrender to insurance co?  Not received by reason of death, so not excludable, and you must do a 1001 computation.  

b).  What result in (a) above if Beneficiary instead leaves all the proceeds with the company and they pay her $10,000 in interest in the current year?  (Interest on the principal is taxed.  The proceeds of the policy are excludable, not the interest.)

c).  What result if Insured's daughter is Beneficiary of the policy and in accordance with an option that she elects, the company pays her $12,000 in the current year?  Assume that such payments will be made annually for her life and that she has a 25 year life expectancy.  (Beneficiaries (§101(d)) under insurance K's have a special rule for pmts.  25 yrs x 12k = 300k.   Her policy was just 100k, so the extra $200k was interest.  $100k policy proceeds, $200k interest.  §101(d) tells us how to prorate this: Take the lump sum of $100k and divide by the life expectancy tables of the insurance company.   




100k

25 yrs    = $4k  this is amount of proceeds excludable per year!  So she 

has $4k excludable, 8k of gross income!

§1.101(3)(a):  says 101 c & d are mutually exclusive.  If only a little bit of principal is being paid out, use c.  Lots of principal being paid out?  Use D.  

d).  What result in (C ) above if Insured's daughter lives beyond her 25 year life expectancy and receives $12,000 in the 26th year?  (§101(4)( c):  If she lives beyond life expectancy you just continue to exclude the $4k (same exclusion if you live beyond the life expectancy).  However if she dies before the end of her life expectancy, she doesn't get any extra deduction on her last tax return.  Exclusion disappears beyond the $4k for the year.  

2.  Jock agreed to play footbal for ProCorp.  Pro, fearful that Jock might not survive, acquired a $1million insurance policy on Jock's life.  If Jock dies during the term of the policy and the proceeds of the policy are paid to Pro, what different consequences will Pro incur under the following alternatives?

a).  With Jock's consent, Pro took out and paid $20k for a 2 year term policy on Jock's life.  (§101(2)(B):  Transfer:  when someone sells their life ins contract.  Company or player didn’t sell the policy; they bought it with the $20k.  §101(a)(2) doesn't apply.  So its excludable under general rule.  Corporations can take out policies & receive proceeds excluded from GI!

b).  Jock owned a paid up 2 year term $1mill policy on his life which he sold to Pro for $20k.  Pro being named beneficiary of the policy.  (§101(a)(2) applies b/c the policy was transferred here!  $1 mil 


<20k>


980k GI




Basic policy of 101(a)(2) is to keep people from trafficking life insurance 




Policies.  

c).  Same as (B0 above, except that Jock was a shareholder of Pro Corp.  ( §101(2)(B):  he was a shareholder in company so this applies:  you do not apply (a)(2) even if there was a transfer!  So it is excluded from gross income.  Ex:  corp sells the property back to the insured.  2a doesn't apply.  

3).  Insured purchases a single premium $100k life insurance policy on her life for a cost of $40k.  Consider the income tax consequences to insured and the purchaser of the policy in each of the following alternative situations:

a).  Insured sells the policy to her Child for its $60k FMV and, on insured's death, the $100k proceeds are paid to child.  (Transfers to member's family.  This policy has a surrender value.  

Decedent:  AR $60k


     AB <$40k>


     $20k ((((this $20k was income b/c she wasn't dead yet!  Then she dies:  general rule says he'd exclude the whole amount BUT there was a transfer!  §101(2)(a):  if any part of the basis transfers from T'or or T'ee, then general rules applies, not (a)(2) exception!    Kid is not using Mom's basis, so general rule doesn't apply, and §101(a)(2) says kid has to pay taxes on everything above what he paid for policy!  



$100k- $60k = $40k GI

b).  Insured sells the policy to her spouse for its $60k FMV and on Insureds death, the $100k of proceeds are paid to Spouse.  (§1041 applies!  Her gain is not recognized on the sale of the policy.  Just ignore her gain.  Spouse takes her basis.  


100k


<40k>

60k 
101(a)(2)(a) does not apply.  Apply general rule whole 100k is excludable!  (policy:  this person would be a beneficiary anyway)

c).  Insured is certified by her physician as A terminally ill and she sells the policy for its $80k FMV to viatical settlement co. who collects the $100k of proceeds on Insured's death.  (§101(g):  nobody's died yet, normally there'd be a gains and not excluded.  BUT 101g treats certain amounts as if it has been acquired by death.  The viatical settlement co is subject to 101(a)(2)--no exclusion for them b/c 101g only applies to the sick seller, not the buyer.   
Annuity payments

§72:  an exclusionary section.  Principal return is not taxed.  You only include the interest income in your GI, by use of exclusion ratio.  (Don't use 1001 on annuities)  

§72(b)(1):  shows you how to do the exclusion ratio:  



investment in K


take % x each pmt, which is amount of capital that   


expected return    = %


is excluded from income.  

Ex:  lady pays $60k for annuity K.  She has a life expectancy of 20 yrs per the Reg's, so its $60k divided by 4100k = .60 x $5k each pmt = $3000 is principal, $2000 is income.  

§72( c)(1):  def of investment in the K:  all premiums paid in, minus principal already returned to T.  

§72( c)(3)(a):  def of expected return.  Use Treasury reg tables, NOT insurance tables.    


(Ways that §72 is diff from life insurance:

--What if lady lives beyond her life expectancy and receives $5k in year 21?  72(b) tells us that if the annuitant lives beyond her life expectancy and fully recovers her investment in the K, the full amount of any subsequent annuity payment is included in her gross income.  

--What if lady dies before fully recovering her investment (ie say in year 15?)  The amount of the unrecovered investment is allowed as a deduction on her last income tax return.  

PROBLEMS:  

1).  In the current year, T purchases a single life annuity with no refund feature for $48k.  Under the K, T is to receive $3000 per year for life.  T has a 24 year life expectancy.  


a)  to what extent, if at all, is T taxable on the $3k received in the 1st year?  ($48k divided  


by $72k = .66666 factor.  .666 x $3000 =$1999 principal, $1000 is income.)

b).  If the law remains the same and T is still alive, how will T be taxed on the $3000 received in the 30th year of the annuity pmts?  (72(b)(2) says she'll be taxed on whole pmt as income.)

c).  If T dies after 9 years of payments, will T or T's estate be allowed an income tax deduction?  How much?  T will have recovered $27k of her investment, her final tax return will have $21k deduction to reflect the amount left that she had yet to recover.  72(b)(3).  
8.  Discharge of indebtedness income  (THIS IS WHERE DIFF B/W RECOURSE & NON-RECOURSE DEBT MAKES A DIFF) 

§61(a)(12):  Discharge from indebtedness is included in GI.  If T borrows $ from someone & doesn’t have to pay it back for whatever reason, A discharge of T's liability.  This is an accession to wealth.  

§108(d)(1):  For a discharge of debt to be income it must:


a).  be a discharge on debt T is actually liable for OR


b).  T must hold property subject to the debt (non-recourse debt)

Contested Liability Doctrine:  if a T in good faith, disputed the amount of a debt, a subsequent settlement of the dispute would be treated as the amount of debt cognizabe for tax purposes.  The excess of the original debt is disregarded.      

Analysis:  Look 1st to see if it was a discharge of debt in the 1st place, then look for exclusions under §108, etc.  Also--how much was discharged?  What did T actually get as an accession to wealth?  What was the value of the thing received?

Rev Rul 91-31:  If you negotiate down the amount of the non-recourse debt owe on a property, the amount reduced on that loan is GI!  (ie is income from discharge of indebtedness).   Ex:  you owe $1m, the bank says they'll reduce your mortgage to $800k, you have $200k in GI, EVEN THOUGH YOU HAVEN'T DISPOSED OF IT.  

NOTE:  Tufts says you include non-recourse debt in AR, so T would have a $200k RL, so it would balance out with the $200k income from discharge of debt.  This balances out sort of.  Each $200k is characterized differently--CL or CG, $200 was ordinary income.  

--This rule applies where T keeps the property.  Would be diff if T sold the property…can you see why?  


Discharge of Debt v. Relief of Debt:  

Discharge:  agreement to discharge it

Relief:  no agreement to take less than full amt, just a pmt.  Just something debtor does.  


Distinguish B/W a creditor forgiving debt and Old Colony where 3rd party pays your debt! 


§108(a)(1):  general rule:  discharge of debt is NOT taxable if:



a).  the discharge occurs in a title 11 bankruptcy case

b).  T is insolvent:  insolvency is defined under 108(d)(3):  means the excess of liabilities over FMV of assets.  

c).  debt discharged is qualified farm indebtedness

d).  if T is not a C corporation & the indebtedness is qualified.  

§108(e)(5):  Price reduction:  debt must have been financed by seller of property.  If so a purchase money debt reduction by a solvent debtor is treated as a price adjustment, NOT a forgiveness of debt.

§108(a)(1)(b):  Insolvency Exclusion:  amount of discharge of debt NOT taxable if T is insolvent.  

§108(a)(3) tells us that 108(a)(1)(b) is a limited exclusion:  you exclude GI from discharge of debt up to but not to exceeds amount of insolvency.  


Ex:  Liabilities $225k


     FMV assets: <100k>


     Insolvent:      $125k   


§108(b):  to the extent you have an exclusion under 108(a)(1) a, b, or c, 108 (b) says you may have to pay for that exclusion!  "Concept of Tax Attributes":  to the extent you've taken an exclusion from 108(a)1-a,b, or c you have to reduce any carryover you have from the prior year per the order in the code, up to $25k.  The point is 108-1 a, b or c are NOT a free ride!  When you use 108(a) you have to look at 108(b) to see how you'll have to "pay" for using 108(a) exclusion.      


PROBLEMS:  

1.  Poor borrowed $10,000 from Rich several years ago.  What tax consequences to Poor if Poor pays off the so far undiminished debt with:


a).  a settlement of $7000 cash?  ($3k GI per 61(a)(12).  

b).  a painting with a basis and FMV of $8000?  ($2k, same as above reason, but using property instead of cash to pay for it). (note here disposal of property triggers 1001.  AR is $8k not $10k.  $8k was satisfied by painting, $2k by forgiveness.  If creditor has not agreed to forgive $2k debt, $8k would have been satisfied, and Debtor would have still owed $2k.  Look at discharge of debt issue.      

c).  A painting with a value of $8000 and a basis of $5000?  ($3k + 42k=$5k)run through 108….

d).  Services, in the form of remodeling Rich's office, which are worth $10,000?  (108 has no application in this problem.  No diff b/w debt amt and amt paid.)(No income from discharge of debt, but GI for services 

e).  Services that are worth $8000?  ($2000 income in forgiveness + $8000 in income from services rendered.)

f).  Same as (a) above, except that Poor's employer makes the $7000 payment to Rich, renouncing any claim to repayment by Poor.  (Old colony:  employer paid Poor's obligation, this is income of $7000 +$3000 in forgiveness of debt.)

KEEP KINDS OF INCOME SEPARATE!  

2.  Mortgagor purchases a parcel of land held for investment from Seller for $100,000 with $20,000 of cash paid directly by Mortgagor and $80,000 paid from the proceeds of a recourse mortgage incurred from Bank.  Mortgagor is personally liable for the loan and the land is security for the loan.  When the land increases in value to $300,000, Mortgagor borrows another $100k from Bank again incurring personal liability and again with the land as security.  Mortgagor uses the $100,000 of loan proceeds to purchase stocks and bonds.  Several years later when the principal amount of the mortgages is still $80,000, the land declines in value to $170,000, Mortgagor transfers the land to the Bank, and the Bank discharges all of Mortgagor's indebtedness.  

AB $100k paid  
$20k cash  
$80k  & $100k loans ($100k loan does not add basis to property!

B/C not capital expenditure if spent on stocks.)

$180k loan balance left, land value falls to $170k, he gives it back to bank, bank discharges him of all indebtedness. 

§1.1001-2(a):  AR from sale or disposition of property includes the amount of liabilities form which the transferor is discharged as a result of the sale or disposition.  

§1.1001-2( c):  on recourse AR does not include amounts that are discharges of indebtedness that are income.  

Example 8:  In 1980, F transfers to a creditor an asset with a FMV of $6k and the creditor discharges $7500 of indebtedness for which F is personally liable.  The amount realized on the disposition of the asset is its FMV ($6k).  In addition, F has income from the discharge of indebtedness of $1500 ($7500-6000).      


a).  What are the tax consequences to Mortgagor?  1.1001-2(a) and 2(c) Example 8:



AR = $170k (FMV)



AB = <$100k>



RG  $70k  



     +



T has ordinary income from discharge of indebtedness of $180k -$170k= $10k



(notice the diff characterization of the RG + OI)

b).  What are the tax consequences to Mortgagor if the liabilities had been non-recourse liabilities.  (There would be NO income from discharge of non-recourse debt if T disposes of all the property (rather than keeping it):  See Rev Rul 91-32 about keeping the property & reducing the loan, a diff scenario…)


AR $180k


AB<$100k>


RG $80k  

NON-RECOURSE DEBT IS NOT DEBT WHEN T SELLS/DISPOSES OF PROPERTY, RATHER THAN SIMPLY NEGOTIATING A LOWER LOAN BALANCE & KEEPING THE PROPERTY.  

--What would happen if bank didn't agree to discharge it and T never paid the extra $10k & SOL ran?  He doesn't owe it now, so its income from the discharge of debt.  

3).  Businessman borrows $100k from Creditor to start an ambulance service.  He then purchases ambulances for use in his business at a cost of $100k.  Assume the ambulances are his only depreciable property and, unrealistically, that after some time their adjusted basis and value are still $100k.  What consequences under §108 and §1017 in the following circumstances:

a).  Businessman is solvent but is having financial difficulties and Creditor compromises the debt for $60k.  No exclusion, T owes on $40k income.  (Why doesn’t the contested liability doctrine apply?  No contest b/w T & lender)

b).  Same as (a) above, except that Creditor is also the ambulance dealer who sold the ambulances to Businessman and, as a result of depreciation deductions, the AB of the ambulances is $35k.  (Seller financed debt.  This discharge did not occur during insolvency or bankruptcy per §108(e)(5).  (e)(5) retroactively changes purchase price  No tax consequences if  T pays off the $60k loan.  But you then have to go back & adjust the original basis!  He's been depreciating on the original basis.  So he had reduced his basis by §1016(a)(2) < amt allowed/amt allowable.  




Original basis $100k


Depreciation Deductions:  <$65k>  





AB= $35k





<(e)(5) $35k>






0


THE TRICK IN (E)(5)!!!!  Dilema:  how do I reduce the basis by amount of discharge?  



Apply (e)(5); reduce basis by what you can




    GI = $40k



Excludable = <$35k>





GI =<$5k


4).  Decedent owed Friend $5000 and Nephew owed Decedent $10k.  

a).  at decedent's death friend neglected to file a claim against decedent's estate in the time allowed by state law and friend's claim was barred by the statute of limitations.  What result to decedent's estate?  (When SOL runs you have a discharge of debt.  Decedents estate no longer owes the $ & has gross income.  BUT did friend let SOL run with intent to make a gift?)   

b).  What result to the estate in (a) above (with Nephew still in cold storage) if instead Friend simply permitted the statute to run stating that she felt sorry for decedent's widow, the residuary beneficiary of his estate?  (§102:  Bequest, devise or inheritance)

c).  Now what result to Nephew if Decedent's will provided that his estate not collect Nephew's debt to the estate?  

9.  Damages


General rule with Regard to Damages:



1).  If it’s a recovery of capital, its not taxable.

2).  Look to see why they brought suit to begin with!  If you had just received it ordinarily (outside a suit) how would $ have been treated?  "Origin of the suit."  "in lieu of what were the damages awarded?  


--Injury to good will represents a return of capital, and is not taxable.  

 
--Settlements of suits have the same criteria as suits that result in judgements.  

 
--Punitive and exemplary damages are taxable (Glenshaw Glass).   

Goodwill:  a value of a business as a going concern.  The longer they've been in business, the greater the goodwill.   


--Goodwill has a value apart from value of other hard assets of the company.  

--Goodwill is intangile asse:  the only way to acquire a basis in Goodwill is to buy a going business and allocate part of the purchase price to goodwill.     


PROBLEMS P. 184

1.  ( brought suit and unless otherwise indicated, successfully recovered.  Discuss the tax consequences in the following alternative situations:

a).  ('s suit was based on a recovery of an $8k loan made to Debtor.  ( recovered $8500 cash, $8000 for the loan plus $500 interest. (( would have to pay tax on $500 as gross income, b/c he would have had to pay tax on it if the ( had paid it according to the terms of the note--it was ('s lost profit.)   

b).  What result to Debtor under the facts of (a) above, if instead Debtor transferred some land worth $8500 with a basis of $2000 to ( to satisfy the obligation?  What is ('s basis in the land?  (LIKELY EXAM QUESTION) (('s basis in the land is $8500--the value of the thing received.  Debtor would have disposed of the land triggering §1001:


AR $8500


AB<2,000>


RG $6500

We have to characterize this too!  It was an exchange--if a capital asset, it was a capital gain.  What was ('s basis in the land?  $8500.  

c).  ('s suit was based on a breach of a business contract and ( recovered $8000 for lost profits and also recovered $16,000 of punitive damages.  (Lost profits and punitives are both taxable as gross income.  $24k in gross income for (.) 

d).  ('s suit was based on a claim of injury to the goodwill of ('s business arising from a breach of a business contract.  ( has a $4,000 basis in the goodwill.  The goodwill was worth $10,000 at the time of the breach of K.  (§1001 applies when the sale or disposition of property.  If property is totally destroyed, it’s a disposition!  BUT, Hudson tells us no sale or exchange, so its not disposed of!  You can't have a basis in goodwill, except if allocated at time of purchase.  So you characterize it as gross income.  

1).  What result to ( if the suit is settled for $10,000 in a situation where the goodwill was totally destroyed?  (in this problem we assume that company allocated part of the purchase price it paid for the co to goodwill basis.  That's how they got a basis in the goodwill.  


AR $ $10000


AB $4,000


RG $6000  ???????

2).  What result if ( recovers $4000 because the goodwill was partially destroyed and worth only $6000 after the breach of K? (§1.61-6:  remember allocation of basis regulation.  But IRS says you can't allocate goodwill, so T applies the recovery of capital principle.  No gain, but her basis is reduced to $0 for any future disposal.   

3).  What result if ( recovers only $3000 b/c the goodwill was worth $8000 after the breach of K?  (no gain, she reduces her basis by $1k. )


Damages and Other Recoveries for Personal Injuries

§104(a)(2):  Damages paid "on account of" PHYSICAL (not mental) injury or sickness, or amounts paid by medical reimbursements, or workman's comp are not inlcuded in GI.   

§105 & §106: 

§104(a)(2):  The Except Clause:  if you can deduct under §213 you can't then exclude the damages received under 104,105 & 106 from gross income.  (Why? B/C you'd be getting a deduction on money you never even included in the 1st place!)  

NOTE:  PERSONAL injuries are not the same as PHYSICAL injuries.   

PROBLEMS, p. 191

1).  ( brought suit and successfully recovered in the following situations.  Discuss the tax consequences to (. 

a).  (, a professional gymnast, lost the use of her leg after a psychotic fan assaulted her with a tire iron.  ( was awarded damages of $100,000.  §104(a)(2) excludes amounts awarded for physical injuries, and this was a physical injury, so $100k excluded from GI.)

b).  $50,000 recovery in (a) above, is specifically allocated as compensation for scheduled performances ( failed to make as a result of the injured leg.  (§104(a)(2) says she can exclude any damages awarded "on account of" physical injuries or sickness:  so these are excludable.  

c).  The jury also awards ( $200,000 in punitive damages. (§104(a)(2):  punitives not excludable in personal injury cases, so $200k is taxable as GI.)   

d).  The jury also awards ( damages of $200,000 to compensate for ('s suicidal tendencies resulting from the loss of use of her leg.  (§104(a)(2) says that damages for emotional distress incurred on account of physical injury are excludable, this was on account of physical injury, so $200k excludable.)

e).  ( in a separate suit, recovered $100,000 of damages from a fan who mercilessly taunted ( about her unnaturally high squeaky voice, causing ( extreme anxiety and stress.  (Emotional distress itself is no a physical injury, and recoveries for ED are not excludable.  She'd owe tax on the $100k has GI.  Has to be "ON ACCOUNT OF" the physical injury!  Except that she won’t have to pay taxes on the amount of damages she actually pays to cover her medical bills for the emotional distress.)   

f).  ( recovered $200,000 in a suit of sexual harassment against her former coach.  ( b/c it’s a non-physical personal injury, sex discrimination claims are non-excludable.  She'd owe tax on $200k as ordinary income.)  

g).  ( dies as a result of the leg injury, and ('s parents recover $1mil of punitive damages awarded in a wrongful death action under long-standing state statute.  (Punitives are not excludable) 

2).  Injured and Spouse were injured in an auto accident.  Their total medical expenses incurred were $2500.  

a).  in the year of the accident they properly deducted $1500 of the expenses on their join income tax return and filed suit against Wrongdoer (W).  In the succedding year they settle their claim against W for $2500.  What income consequences on receipt of the $2500 settlement?  (the "EXCEPT CLAUSE" says that I & S would have to include amount they deducted from the previous year's taxes.  So they'd exclude $1000 on their return.)  

b).  In the succeeding year Spouse was ill but, fortunately, they carried medical insurance and additionally Spouse had insurance benefits under a policy provided by Employer.  Spouse's medical expenses totalled $4000 and they received $3000 of benefits under their policy and $2000 of benefits under Employer's policy.  To what extent are the benefits included in their gross income?  ($1600 (or 40% of the total expense is allocated to be the amount the employer paid) and is deductible as actual expenses per footnote

med exps:  $4k

ins bens:  $3k

employers policy $2k

total bens:  $5k

§105(b):  applies to proceeds from employer paid ins policy.  You only get to exclude amts paid directly to the health care provider to the extent of actual medical expenses.  (No exclusion for any excess)    

§104(a)(3):  if T pays for policy by himself all benefits from policy are excludable.  

Then you divide $2k by $5k to get 40% figure which you then apply to $4k in expenses = $1600 excludable under 105(b).  

c).  Under the facts of (b) above, may Injured and Spouse deduct the medical expenses?  (§213(a)):  (213(a) says that the deduction for medical expenses is limited to those not compensate by insurance or otherwise.  They were more than fully compensated, so not deduction).   

3).  Injured, who has a 20 year life expectancy, recovers $1million in a personal injury suit arising out of a boating accident.  

a).  What are the tax consequences to Injured if the $1mil is deposited in a money market account paying 5% interest?  (Injured pays tax on the income from his settlement, but not on the settlement itself) 

b).  What are the tax consequences to Injured if the $1mil is used by injured to purchase an annuity to pay Injured $100,000 a year for Injured's life?  (gotta figure out T's "exclusion ratio":  he is receiving $50k per year ($1mil investment in K, divided by $2mil return, (20 yrs x $100k) in interest on the principal, which is not excludable from GI.  (T did actually receive the $ then re-invested it).  

c).  What are the tax consequences to Injured if the case was settled, and in the settlement, Injured received pmts from ( of $100,000 a year for life?  (like Rev Rule 79-313, the T did not have actual or constructive receipt, nor the economic benefit of the present value of the damage award, so all of it is excludable under §104(a)(2)).  
10.  Separation and divorce


General rule:  property settlements pursuant to a divorce are not taxable (§1041)

§71:  says that alimony and separate maintenance pmts are gross income to payee (receiver of the pmts)

§215:  Says that the payor (sender) of alimony & separate maintenance pmts can deduct them from gross income:  (if it is included in income for payee then it is deduction for payor.)  

6 ELEMENTS REQUIRED for a payment to be ALIMONY:


1).  Pmt must be made in cash

2).  Pmt must be made pursuant to a written separation instrument of divorce :  (can be legal seperation, divorce, support decree)

3).  No provision that they pmts are not to be alimony (you can stipulate that the alimony pmts will not be considered alimony pmts for tax planning/negotiating of divorce)

4).  Parties must not be living together at the time 

5).  Payor must have no liability to make pmts after payee spouse's death.  

6).  Must not be child support.  

THE RECAPTURE PROCESS (LIKELY ON TEST!!):  IRS doesn't want to turn otherwise non-taxable pmts into taxable pmts for the payee and deductions for payor.  If you load the pmts up heavily in the beginning, then it looks like this is a property settlement and therefore a deduction.  


The Process:  



R2=recapature from year 2



X2=alimony paid in year 2



X3=alimony paid in year 3

R1=recapture from year 1

X1=excess of alimony paid in year 1

X2=alimony paid in year 2

X3=alimony paid in year 3

1).  Figure out year 2 Recapture:  


R2 = X2 - (X3 + 15k)



--note if amt is negative, ignore it.  

2).  Figure out year 2 Recpature:


R1 = X1 - [(X2 -R2) + X3  + 15k]




     2

3).  Add together all the positive amounts from product of #1 & 2, then add that amount to the payor's gross income and deduct that amount from the payee's gross income in year 


Alimony



PROBLEMS:  

1).  Determine whether the following payments are accorded "alimony or separate maintenance" status and therefore are includible in the recipient's gross income under §71(a) and deductible by the payor under §215(a).  Unless otherwise stated, Andy and Fergie are divorce and payments are called for by the divorce decree.  

a).  The divorce decree directs Andy to make payments of $10,000 per year to Fergie for her life or until she remarries.  Andy makes a $10,000 cash payment to Fergie in the current year.  (Divorce decree for A to give F 10k per year for life or until she remarries.  A makes a 10k pmt in the current year.  This is alimony) 

b).  Same as (a) above, except that Andy, finding himself short on cash during the year, transfers his $10,000 promissory note to Fergie.  (  Promissory note, not alimony)

c).  Same as (b) above, except that instead of transferring his promissory note to Fergie, Andy transfers a piece of art work, having a FMV of $10,000.  (Painting, not alimony)

d).  Same as (A) above, except that in addition the decree provides that the pmts are non-deductible by Andy and are excludible from Fergie's gross income.  (provision in decree that it is not alimony--not alimony) 

e).  Would it make any difference in (d) above, if you learned that Andy anticipated that the would have little or no taxable income in the immediate future, making the §215 deduction practically worthless to him, and a consequence of this agreed to the "nondeductibility" provision in order to enable Fergie to avoid the imposition of federal income taxes on the payments?  (What if A does not need the deduction, and agrees to the provision anyway so that F will not have to include them in income--this is allowed--therefore not alimony.)  

f).  What result in (a) above, if the divorce decree directs Andy to pay $10,000 cash each year to Fergie for a period of 10 years?  (10k per year for 10 years (from (a) above)--not alimony b/c she could dies within 10 years and then he would still be liable for pmts to be made after death.  There can be no circumstance under which there would be liability to pay after death.  Could get around this by inserting clause that if she dies then no liability.)

g).  Same as (f) above, except that under local law Andy is not required to make any post-death pmts.  (If by law there is no liability to make pmts after death--not alimony)

h).  Same as (a) above, except the divorce decree directs Andy to pay $10,000 cash each year to Fergie for a period of 10 years or her life, whichever ends sooner.  Additionally, the decree requires Andy to pay $15,000 cash each year to Fergie or her estate for a period of 10 years.  Andy makes a $25,000 cash pmt to Fergie in the year.  (Same as (a) plus 15k each year or her estate for 10 years--the 10k is alimony, but the 15k is not because of the liability after death.)  

i).  Same as (a) above, except that at the time of the pmt, Andy and Fergie are living in the same house.  (living in the same household--not alimony)

j).  Same as (i) above, except that Andy and Fergie are not divorced or legally seperated and the payments are made pursuant to a written seperation agreement instead of a divorce decree.  (Payments pursuant to a written separation agreement but not legally separated or divorced--§71(b)(2)(A)--must meet the requirements here for this element to be satisfied--so if the people are living together and legally divorced, then not alimony.  If they are living together and not legally divorced, but seperation agreement, then it is alimony (this may encourage reconciliation on one hand, when there is a separation , and on the other hand it prevents tax evasion when there is a divorce.)  

2).  A divorce decree requires Tina to make the following payments (which meet all the requirements of §71(B) to Ike:


Year 1 

$80k


Year 2 

$40k


Year 3

$10k


a).  What are the tax consequences of these payments to Tina and Ike?  


In year 3 Ike will have to pay recapture taxes for year 1 7 2 of:  



Year 2:  40




-25 (10+15)




15k recapture for year 2

year 1:  80k exceeds the average of year 2 (as reduced by the 2nd year recapture) and year 3:


$32.5k average


+15k allowable excess


$47.5k


(

80


-47.5k


32.5 recapture for year 3 


(
Total excess alimony pmts from year 1 & 2 = $47.5k, which will be taxed to payor and deducted by the payee in year 3.   


b).  What result if the payments are:



Year 1

$80k



Year 2

$70k



Year 3

$60k


1st:  R2=70k -(60+15), thus R2 = <5k> so ignore negative outcome
2nd;  R1 =0-[(70-0)+60k] + 15



    2




   (



=0- (65 + 15)=<80k> so no recapture


c).  What result if the pmts are:  



Year 1

$30k



Year 2

$40k



Year 3

$80k


No recapture; §71(f) is not concerned about back loading (ONLY FRONT LOADING) 


d).  What results if the pmts are:



Year 1

$80k



Year 2

$50k



Year 3

$80k



No recapture.  



Another HYPO:  




Year 1

80k




Year 2

65k




Year 3

50k

Looks like this front loading would be ok, but always do the computation!  How much does amount paid in year 1 differ from AVERAGE of year 2 & 3?  Average of yrs 2 & 3 = $57.5k which is $22.5k front load!  7.5k recapture then.      

The following problems e, f & g focus on when §71(f) does not apply.  

e).  Suppose that instead of requiring Tina to make the pmts set forth in (a) above, the divorce decree requires Tina to pay Ike 50 percent of the net income (before taxes) of her oil business for 3 years.  The pmts above represent 50 percent of the net income form the oil business for the respective years.  What tax consequences to Tina and Ike? (§71(f)(5)(B):  contingent pmts made under a continuing liability to pay a fixed portion of the income from a business, property or from employment, if they are to be made for at least 3 years, are not subject to the recapture rule.  So, no recapture would apply.)   

f).  What are the tax consequences if the decree instead provides for level payments of $80k per year for 3 years, but Ike dies at the end of year 2 and the pmts terminate at that time according to the express provisions of the instrument?  (§71(f)50(A)(I):  if the amount of pmt in the 2nd or 3rd year is reduced b/c either spouse dies or the payee spouse remarries, the reduction is not taken into account in determining applicability of §71(f).  No recapture.)

g).  What result in (a) above, if the payments are made pursuant to a §71(b)(2)(C) decree for support?  (§71(f)(5)(B):  mere decrees for support are totally disregarded under the recapture rules.  No recapture.) 

h).  Tina and Ike are legally divorced and live in the same household in year one.  Tina moves to a new apartment at the beginning of year 2.  Under the divorce decree, Tina makes pmts to Ike of:  


Year 1 

$120k


Year 2

$80k


Year 3

$70k


Year 4

$60k


What results to Tina and Ike in each of the years?   


Year one:  $120k is not alimony (b/c they lived together during the time the pmt was made); tax paid by payor, payee doesn’t assume tax liability.  Years 2-4:  same as problem (b), no recapture, so Payor gets a deduction for the alimony paid, payee pays income tax on the alimony received.  Note this "1st separation year" is the 1st year alimony is paid!  So year 1 was not a "post separation year."

Property Settlements and child support

RULE:  What types of indirect payments qualify as alimony?  

1.  to the extent that pmts are made merely to maintain property owned by the payor spouse which is simply being used by the payee spouse, they are not indirect alimony pmts.  (ex:  pmts on life insurance & real estate where the property is still owned by payor).  

2.  If the pmts are in satisfaction of a legal obligation exclusively that of the payee spouse and paid on property that the payor doesn’t own, then these are indirect alimony pmts.     

PROBLEMS. P. 205

1).  Ted and Joan are divorced.  Pursuant to their written separation agreement incorporated in the divorce decree, Ted is required to make the following alternative payments which satisfy the §71(b) requirements.  Discuss the tax consequences to both Ted and Joan.  

a).  Rental pmts o f$1000 per month to Joan's landlord.  (this is satisfaction of an obligation owed to Joan, paid on a leasehold which he does not own, so would be indirect alimony pmts, he gets tax deduction, she pays tax on the $1k as GI.   Rent, insurnace, health insurance, medical bills etc.    §1.71(T) )

b).  Mortgage pmts of $1000 per month on their family home which is transferred outright to Joan in the divorce proceedings.  (same as (a) above).  

c).  Mortgage pmts of $1000 per month as well as real estate taxes and upkeep expenses on the house where Joan is living which is owned by Ted.  (Pmts made on property Ted still owns, not indirect alimony, Ted pays taxes on the $1k, Joan does not.  Is her being able to live in house rent free includable under Old Colony?  No.  Not unless this is alimony.  Its not alimony b/c its not a CASH pmt; (71(b)).  Not alimony and not income.  


Property Settlements:  



WHEN DOES §1041 APPLY?

§1041:  the transfer of property to a spouse or former spouse incident to a divorce will be treated in the same manner as a gift.  (A NON-RECOGNITION RULE).  Gain, including recapture income or loss will not be recognized to the transferor, and the transferee will receive the property at the T'or basis.  

c).  "Incident to Divorce": must either occur within 1 year after the parties cease to be married OR "is related to the cessation of the marriage."  

--A transfer of property is treated as "related to the cessation of marriage" if:

1).  the transfer is pursuant to a divorce or separation agreement, as defined by §71(b)(2) 

AND

2).  The transfer occurs not more than 6 years after the date on which the marriage ceases.  

(Any transfer not pursuant to a divorce or separation instrument and any transfer occurring more than 6 years after the cessation of the marriage is presumed to be not related to the cessation of the marriage.  This presumption may be rebutted only by showing that the transfer was made to effect the division of property owned by the former spouses at the time of the cessation of the marriage.  (ex:  business impediments, legal impediments where they immediately upon resolution of the impediments make a transfer to the other spouse).  

SIDE NOTE:  Remember when you're dividing up property for your divorce client to get your client the stuff with the high basis, and leave the opposing party with the assets with a low basis.  


PROBLEMS:  p. 210

1).  Michael and Lisa Marie's divorce decree becomes final on January 1, 2000.  Discuss the tax consequences of the following transactions to both Michael and Lisa Marie.  

a).  Pursuant to their divorce decree, Michael transfers to Lisa Marie in March, 2000 a parcel of unimproved land he purchased 10 years ago.  The land has a basis of $100,000 and a FMV of $500,000.  Lisa Marie sells the land in April, 2000 for $600,000.  (Lisa takes the property with a pure substituted basis:



AR $600k



AB <100k>



RG $500k in long term capital gain

{b/c it was a capital asset, (property), was a sale or exchange, and per §1223 Lisa could tack his holding period onto hers for long term status.  Michael has no tax consequences for the transfer)

b).  Same as (a) above, except that the land is transferred to satisfy a debt that Michael owes Lisa Marie.  The land has a basis of $500,000 and a FMV of $400,000 at the time of the transfer.  Lisa Marie sells the land for $350,000.  (§1041( c) says that any transfer within 1 year of the date of the cessation of the marriage is incident to the divorce.  Meets (1) of §1041 (c) (1).  )  

c).  What result if pursuant to the divorce decree, Michael transfers the land in (a) above, to Lisa Marie in March 2005.  (Is this incident to divorce?  If its related to cessation of marriage, look at reg's for def of "cessation of marriage":  must be pursuant to divorce decree AND not more than 6 years after the divorce decree)  

d).  Same as in ( c) above, except that the transfer is required by a written instrument incident to the divorce decree.  ????

e).  Same as (c ) above, except the transfer is made in March, 2007.  ????

Child Support:  RULE:  §71(b)(1)(D), §71(c):  any pmt for the support of a child is not included as alimony.  A pmt is fixed as payable for the support of a child of the payor spouse if:

1).  the instrument says so OR

2).  If the amt payable is contingent on some event/happening with the child.  

PROBLEMS: p. 212

1).  Sean & Madonna enter into a written support agreement which is incorporated into their divorce decree at the time of their divorce.  They have one child who is in Madonna's custody.  Discuss the tax consequences in the following alternative situations:

a).  The agreement requires Sean to pay Madonna $10,000 per year and it provides that $4000 of the $10,000 is for the support of their child.  (If you specifically fix an amount in the decree as child support, it will be treated as child support.  Sean owes tax on the $4k for child support, but can deduct $6k as alimony.  Madonna owes no tax on $4k, but must pay tax on $6k alimony)  

b).  The agreement requires Sean to pay Madonna $10,000 per year, but when their child reaches age 21, dies or marries prior to reaching 21, the amount is to be reduced to $6000 per year.  §71( c)2)(A):  contingency involving child:  reduction based on contingencies are considered child support.  Same result as above.) 

c).  The agreement requires Sean to pay Madonna $10,000 per year but that the pmts will be reduced to $8000 per year on January 1, 1998, and to $6000 per year o January 1, 2002.  Sean and Madonna have 2 children:  Daughter (born June 17, 1980) and son (born march 5, 1983).  (§1.71-IT Q-18:  is this contingency based on event/happening associated with the child?  Even though the dates do not coincide with the actual birthdays of the kids, the reduction meets #1 below: "clearly associated with a contingency relating to a child of the payor":  . 

2 Scenarios that render the pmt child support (where IRS says it is child support in disguise):   

1).  Pmts reduced within 6 months b/f-after kid turns 18,21 or age of majority.  (1 kid)

2).  Pmts are to be reduced after 1st kid turns an age, then again when 2nd kid turns the same age. (2 or more kids)

Answer is same as (a) above.  Can you draft around 71(c)(2)(a)?  Yes!  Just have pmts reduced at any other time other than 1 or2!  But, if the child dies, the payor is still liable for pmts (unlike child support).  

d).  What result in (a) above, if Sean pays Madonna only $5000 of the $10,000 obligation in the current year?  (It is applied first to child support, then to alimony.  So $4k is taxable to Sean, $1k alimony:  §71(c )(3) allocation rules.    

11.  Sale of principal residence


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



3 REQ's:




1).  Either spouse meets the ownership req's AND

2).  Both spouses must meet the use req (use aggregate of 2yrs over last 5. Must be your principal residence) AND




3).  Neither spouse can be barred from using exclusion b/c they have sold prop w/in 2 yrs.  



(You can't choose when you'll take the exclusion--if your sale meets the req you take it or lose it. 

(LOSS on your residence is not deductible b/c its personal property (generally).  However, GAIN is taxable.  

PROBLEMS:  p. 224

1).  Determine the amount of gain that T's (a married couple filing jointly) must include in gross income in the following situtations:

a).  T's sold their principal residence for $600,000.  They had purchased the residence several years ago for $200k and lived in it over those years.  (all of $600k is excluded:  they get a $500k exclusion, their AR minus ab is only $400k, so the whole $400k is excludable).   

b).  T's in (a) above, purchased another principal residence for $600k and sold it 2 1/2 years later for $1mil.  

AR $1mil


AB<600k>


RG $400k

They held it for more that 2 yrs

c).  What result in (b) above, if the 2nd sale occurred 1 1/2 years later? (No deduction at all--don't meet ownership req's).  

d).  What result in (b) above, if T's had sold their 1st residence and were granted nonrecognition under former Section 1034 (the rollover provision) and as a result, their basis in the second residence was $200k?   (Their realized gain would have been $800k, of which $300k would be RG) 

e).  What result in (a) above, if the residence was T's summer home which they used 3 months of the year? (Exclusion only for principal residence, just do basic 1001 computation…RG of $400k)  
f).  What result if T who met the ownership and use req's is a single T who sold a principal residence for $400k and it had an adjusted basis of $190k after T validly took $10k of post 1997 depreciation deductions on the residence which served as an office in T's home?  

AR $400k


AB<190k>

See §121(d)(6):  §121(a) does not apply to any appreciation deducted from basis of property.  So he gets $200k exclusion, $10k gain taxable.  Gotta characterize it.))

2).  Single T purchased a principal residence for $500k and after one year Single sold the residence for $600k b/c Single's employer transferred Single to a new job location.  

a).  How much gain must Single include in gross income?  (§121(c )(1) & (2): the time you did live in the house is the numerator, 2 yrs is the denominator:


1/2 x $250k = $125 exclusion, 



AR $600k



AB $500k



RG $100k , so all of $100k is excludable 


b).   What result in (a) above, if Single sold the residence for $700k?  




AR $700k




AB$500k




RG $200k, so 4125 excludable, T pays tax on $75k RG.  


Tax benefits related to the costs of higher education, p232 (Didn't cover in class)  

12.  Assignment of Income:  about not what must be included in gross income, but who is taxed on it once its determined that GI exists.  


ASSIGNMENT OF INCOME FROM SERVICES:  


RULES:

1).  Lucas v. Earl:  Income earned by the performance of services: :  Gross income earned by performing services is taxed to those who performed the services, and such taxation cannot be escaped by anticipatory arrangements and contracts however skillfully devised.   (not even to his wife.)  "The fruit cannot be attributed to a different tree than that on which it grew."   

2).  Commissioner v. Giannini:  

Earl rule:  one who performs services and thereby has a right to receive compensation "realizes" income when he directs such compensation to be paid to the object of his bounty, thus receiving a benefit in money's worth.

Giannini rule:  (a limit on Earl rule):  A T can refuse income so long as he does not direct its disposition.   

3).  Rev Rul 66-167:  T must waive the fees owed to him BEFORE rendering any of the services that entitled him to pmt of the fees,  EXCEPTION:  Executors waiving fees can waive before or within a reasonable time after commencing the services.   

4).  Rev Rul 74-581:  Exception to the general rule that you can’t direct the $ you earned:  (Adjunct professors, clinical work, etc)


2 Criteria:   

1).  The person providing the services must be required by his employment contract to turn the compensation over to his employer.  

2).  The services contract b/w the T and the person receiving the services must be in substance b/w the T's employer and the person receiving the services.  (T in substance entered into the services K as an agent of his employer)  



PROBLEMS:  p. 252

1).  Executive has a salaried position with Hi Rolling Co under which she earns $80,000 each calendar year.   

a).  Who is taxed if Executive, at the beginning of the year, directs that $20,000 of her salary be paid to her aged parents?  (She is taxed under Giannini, b/c she directed the employer to pay it to her parents.  The parents would take it as a gift--no income to parents under §102)  

b).  Who is taxed if Executive at the beginning of the year directs that $20,000 of her salary be paid to any charity the Board of Directors of Hi Rolling selects?  (Executive is not a member of the Board).  (She is still directing the money to a charity in general, so she would be taxed on it.  Arguable that she is still more direct than instructions in Giannini.  Arguablle that it is similar to Giannini--close call.  )

c).  Same as (b) above, except that Executive makes the same request with respect to a $10,000 year-end bonus which corporation has announced toward the end of the year, based on services rendered during the year?  (She already performed the services on which payment was to be made, so she'll be liable for the taxes on it.  If she always gets abonus every year.  She didn’t know she'd get a bonus--so she might argue that she gave it away as soon as she knew.)  

d).  Who is taxed if Executive, in her corporate role, gives a series of lectures on corporate finance at a local business school and, pursuant to her contract with Hi Rolling, turns her $1000 honorarium over to Corporation?   (per RR 74-581. The corp would be taxed b/c she meets the 2 req's for exception) 


ASSIGNMENT OF INCOME FROM PROPERTY:  

1).  General Rule:  Income from property is taxed to the person who owned the property at the time the income was earned.  LOOK TO WHO OWNED THE PROPERTY WHEN THE INCOME WAS EARNED!!!

Ex:  gift of interest coupons detached from the bonds, is realizable income taxable to the donor.  (Helvering)


NOTE:  The concept of what is "property" is the key!  

2).  When an interest is assigned to another party and that interest is the property which produces the income, the giver or the interest no longer has tax liability for the income.  (B/C he gave away the tree).  The transfer must be a complete transfer of the income producing property.

Ex:  assigning a portion of the interest to a trust fund that you own to your children.   (Blair).     

3).  Selling the right to receive income:  the buyer bears the tax burden b/c the buyer assumes the risk of ownership.  

Ex:  Stranahan:  was just good tax planning when father sold future dividends to son at FMV, but not the stock itself (in order to use up his deduction credits).  

4).  Substance over form:  if T earns all the value just prior to giving the property away, then the fruit has already ripened before gift, & T owes tax on the money.  Ask:  was so much done already?  

"The Step Transaction Doctrine":  if you do in 2 steps what you could do in 1, and you make that 2nd step ONLY to get out of taxes, ct will ignore the 2nd step!  P. 265 "A sale by one person cannot be transformed for tax purposes into a sale by another by using the latter as a conduit through which to pass title."  

Ex:  Susie Salvatore case where she transferred ownership just before closing of sale of gas station.     

5).  Rev Rul 69-102:  If the tree is gifted away with ripe fruit, the donor is taxed on fruit at time it is picked--ie after the gift is made.  

Ex:  an annuity is gifted away. The interest income that had already accrued at the time the gift was made was taxable to the donor.  Why?  Interest income is earned over time>  Dad owned the policy all along until the transfer, thus the income was earned during Dad's ownership.      

PROBLEMS:  Father owns a registered corporate coupon bond which he purchased several years ago for $8000.  It has a $10,000 face amount and is to be paid off in 2010.  The current FMV of the bond is $9,000. The bond pays 8% interest, semi-annually April 1st and October 1st.  (ie $400 each pmt).  What tax consequences to Father and Daughter in the following alternative situtations?

a).  On April 2 of the current year, Father assigns Daughter all the interest coupons.  (Father still owns the income producing property (the bond).  Interest had already accrued (fruit is ripe) so father owes tax on the value of the coupons.  Helvering.)  

b).  On April 2, Father gives Daughter the bond with the right to all the interest coupons.  (Father pays tax on interest paid April1st, but since he's giving away the property that produces the income (the tree and the fruit it will bear), it’s a gift, under §102 no consequences to father.  Daughter would pay tax on the interest the bonds pay later, and 

on the bond when it is sold or in 2010.)

c).  On April 2, Father gives Daughter a 1/2 interest in the bond and the right to all interest coupons.  (He is giving here 1/2 the tree--so she has to pay half of the tax that will be owed on the fruit from April 2 on.  He is liable for tax on 1/2 of the fruit, and the fruit (interest) already accrued (the April 1 coupon).   

d).  On April 2, Father sells Daughter the right to the 2 succeeding interest coupons for $600, their FMV as of the time of sale.  ("SOLD THE RIGHT TO RECEIVE FUTURE INCOME":  Like Stranahan:  he sold them to her--when a sale for FMV is made the fruit tree metaphor doesn’t apply, and its just like a regular property sale--he'd owe tax on the $400x2 made from the interest plus the $200 he received as RG.  1001 doesn't apply b/c he still owns the property. ) 

e).  On December 31, Father gives Daughter the bond with the right to all the interest coupons.  (Dad pays $200) 

f).  On April 2, Father sells the bond and directs that the $9,000 sale price be paid to Daughter.  (Same as if he just gave her the bond in substance, except he has cashed out--so it’s a gift.  He'd owe tax on the amoutn realized from the sale of the bond, but not again on giving it to her. )  

g).  Prior to April 2, Father negotiates the above sale and on April 2 he transfers the bond to Daughter who transfers the bond to Buyer who pays Daughter the $9,000.    (Like Susie Salvatore:  this was an anticipatory assignment of income, he gave her the tree just as the fruit had ripened.  So he owes tax on the whole $9k.  Really though, we'd need more facts to say Salvatore actually applies.    

13.  Business deductions


DON'T CONFUSE EXCLUSIONS FROM GI WITH DEDUCTIONS FROM GI!   



--Deductions are expenditures made during the year.  Exclusions are not.  



--Find out what GI is, (1001, etc) then ask if any expenses are deductions!  

(Deductions are a "legislative grace":  T must find a statutory provision that SPECIFICALLY allows the deduction claimed.  That's the only way to get a deduction!!!  Courts construe the wording of the deduction statutes very narrowly.   

(THE 4 GROUPS OF DEDUCTIONS: 


1.  trade or business deductions (§162)


2.  individual's "sub-business" deductions (§212)


3.  deductions available to businesses and individuals alike


4.  Personal expenses like medical expense, moving expense, home interest deducts 

NOTE:  the IRC never defines what constitutes a trade or business, and as a result trying to figure out whether §162 or §212 applies is difficult.  

As a general theme, keep in mind that (with the exception of the "carrying on" requirement in §162) there are in essence only 3 issues that the courts ever address in determining whether the expenditures paid or incurred by T are deductible under §162 or §212:

1).  Was the expenditure ordinary and necessary? 

2).  Was the expenditure a current expense (current year) or a capital expenditure?   §263 disallows current deductions for the cost of acquiring or improving property if the useful life of such property or improvements extends substantially beyond the close of the taxable year.  

3).  Was the expenditure made to make GI or was it a personal expenditure?  §262 disallows  deductions for "personal, living and family expenses.  

§162:  Allows T to deduct from GI all "ordinary and necessary" expenses paid or incurred in carrying on any trade or business.  

1).  "Trade or Business":  determination of whether T is engaged in trade or business depends upon an examination of all the facts and circumstances of each case.  To be engaged in a trade or business, a T must be involved in an activity with continuity and regularity an the T's primary purpose for engaging in the such activity must be for income or profit.  (See Higgins)   

2).  "Ordinary and Necessary":  does this kind of business usually make this kind of expenditure?  Is it a reasonably normal expense?  Expenses can be nec but not ordinary!  

3).  Was is a capital expenditure?  §263:  capital expenditures are not deducted but added to basis, then depreciated, if they qualify for depreciation.  They are capital expenditures if they benefit the T over the long term.  But can you add them to your basis of any kind?  Goodwill is intangible.  Goodwill is amortizable, but only if you make the basis in goodwill while acquiring a going business & allotting goodwill at time of purchase.      

A).  Indopco:  whether or not it a capital expenditure depends on whether it was an expense for the purpose of achieving long terms benefits.  "The duration and extent of the benefits realized by T is the predominant characteristic of a capital item."  Does T get SIGNIFICANT benefits for making the expenditure that extend beyond the current year?  The presumption is that they are capital--T must show (has burden) to show that is not a capital item. 

Ex:  a corporation wanted to deduct the sales fees and expenses the corp paid to be bought out y another company.  These were not deductible, but rather capital expenses b/c company received benefits of synergy & other benefits of becoming a wholely owned subsidiary.    

(Why do we make the differentiation?  "Matching Principle":  you match up expense with income.  

(What can you do with the expense then?  Carry them on the books of corp--should you ever dispose of corp you can reduce AR if its sold.  As long as co stays in business no use for these expenses.  

(Note:  if there's not property for expenses to attach to, not much you can do with those expenses.     




B).  Repairs or Capital Expense?  

("To repair is to restore to a sound state or to mend, while replacements connotes a substitution."

(Repairs that are part of a plan of rehab, restoration or improvement are capital expense, & not deductible.  

(CONCEPT:  Are you doing something that increases the original value of the property?  (or adds value prolongs useful life or adapt use), if so its capital (not deductible).   

(If you spend money that makes the property more valuable than when you bought it, that's capital expense. If you replace a component & it makes the thing last longer--that's capital too.  


Scenarios:

1).  Your car:  it dies, you have a bad spark plug.  You buy new spark plugs.  Deductible!  You expect to have to do maintenance.

2).  Bldg you rent out:  painting

3).  Rental house:  leaking roof, you replace whole roof.  Not deductible b/c you don't expect to have to replace roof during the useful life.   







4).  Replace motor in your car?  Capital

EX:  Building with asbestos:  Whether or not asbestos abatement is deductible depends on when the asbestos was discovered.  If the asbestos was discovered after you bought the building, abatement is deductible b/c you're just returning it to original value.  But if its part of another remodel job, its not. 





PROBLEM 5, SUPP:  

T is a recent college graduate an decides to investigate the creation and operation of a new grocery store.  In her investigation, she incurs the following expenditures:  


a).  travel expenses searching for a proper location for the store


b).   market studies regarding where the store should be located


c).  Consultant fees regarding the location and operation of the store


d).  Salary expense for employees to order inventory, set up the store, etc.


e).  Attny fees for negotiating contracts, etc.  


f).  Cash registers for the store

T opens and begins operating the store on Sept 1.  All the expenditures described above were paid and incurred prior to 9/1.  What is the proper tax treatment for th above described expenditures?  Would it matter in your analysis of the is problem if, instead of creating a new grocery store, the T incurred expenditures to acquire an existing grocery store?  (See rev rul 99-23)   (d & e are probably capital expenditures:  these are acqusition costs.  f certainly is capital.  A, b, c are §195 start up expenditures.)    


COMPARE & CONTRAST  §162, §195 & §165(c)(2):  

§162:  Deduction for all ordinary and nec expenses paid or incurred during the taxable year in carrying on any trade or business.  MUST BE PRESENTLY ENGAGED!  No deduction for capital or personal expenditures.  

§195:  START-UP EXPENDITURES:  only those expenditures paid or incurred in connection with: (One of A PLUS B!!)


A).  (Need one of the following PLUS B) 



1).  Investigating the creation or acquisition of an active trade or business OR



2).  Creating an active trade or business OR

3).  Any activity engaged in for profit and for the production of income before the date on which the active trade or business begins, in anticipation of such activity becoming an active trade or business

`
B).  which if paid or incurred in connection with the operation of an existing active trade or business would be allowable as a deductions for the taxable year in which paid or incurred.  (I.E.: MUST MEET REQ's OF §162, except that T is not presently engaged.) 

NOT PRESENTLY ENGAGED--BUT YOU AMORTIZE ONCE THE BUSINESS BEGINS!  


--Expenditures covered by §195 are NOT DEDUCTIBLE ALTOGETHER, BUT CAN BE AMORTIZED over 60 months.  Amortization begins when business begins.  You elect to amortize.  Must be a timely election to do so--which means by the time you file your return.  You just elect by deducting the amortized amts on your return.  

--"Investigatory costs":  market studies, evaluation of products and labor supplies 

--"creating an active trade":  advertising, training employees, lining up distributors or potential customers, & fees for professional services to set up the books. 

--NOT start up expenses:  interest, taxes and R&D expenses.  

DIFF B/W WHEN YOU ARE CREATING A BUSINESS OR ACQUIRING A GOING CONCERN:   

REV RUL 99-23:  When you're acquiring an existing business  ONLY investigation expenses are covered as start ups.  "WHICH & WHETHER EXPENSES" are amortizable under §195.  BUT ONCE YOU ENTER ACQUISITION STAGE, THOSE ARE CAPITAL ACQUISITION COSTS & DON"T FALL UNDER §195!!!!!!  When you are CREATING a business, everything you spend is amortizable

--Acquisition costs are capitalized, just added to basis.  

(If the investment which a T is investigating is not an active trade or business but it simply a passive investment, which if acquired by the T would be held for the purposed of making a profit, §195 does not apply.   If the T acquires the investment, all expenditures paid or incurred by the T in connection with it would be capitalized and recovered when the T sells or disposes or the investment.  If the T does not acquire the investment, such expenditures would be non-deductible personal expenditures unless they can be treated as TA expenditures, in which case the T may be able to deduct them as a loss under §165(c) when he abandons his efforts with respect to acquisition of such investment.         

§165( c)(2):  Abandons efforts while investigating, creating or acquiring a trade or business before actually commencing the trade or business:  no deduction under §195 allowed, but MAY be entitled to a LOSS deduction under §165( c)(2).   


REQ's:



1).  Must show you entered into a TA for profit



2).  Must show loss

3).  T must have entered into the "transactional phase"--ie must have made a firm decision to create or acquire the business.  Based on the facts/circumstances (objective).

NOTE:  per §262:  Losses associated with checking out the business/creating the business are not deductible, but are personal expenses until they reach the transactional phase--the expenses incurred after entering the TA phase are then deductible:


((((((((((|((((((((

checking it out: not deduct
     firm decision:  Now are deductible under §165(c)(2)

NEVER ENGAGES!  




PROBLEMS, p. 333

1).  Determine the deductibility under §162 & §195 of expenses incurred in the following situations:  

a).  Tycoon, a doctor, unexpectedly inherited a sizable amount of money from an eccentric millionaire.  Tycoon decided to invest a part of her fortune in the development of industrial properties and she incurred expenses in making a preliminary investigation.  (amortizable under §195(c)(1)(A)(i):  investigation costs.  §162 doesn't apply--wrong trade or business.) 

NOTE:  IRS often finds separation of trades or businesses:  if it’s a little diff, IRS says it’s a diff trade or business than you're already in.  

Ex:  Mfr/Wholesaler decides to sell in its new retail shop.  IRS said it’s a new trade or business!  §195 applies.   

b).  The facts are the same as in (a) above, except that Tycoon, rather than having  been a doctor, was a successful developer of residential and shopping center properties.  (Issue:  was Tycoon already in the business (ie: "carrying on")?  Mayber.  If so, then it would fall under §162--it had to be ordinary and nec expense.  If not, then §195 would apply…)  

c).  The facts are the same as in (b) above, except that Tycoon, desiring to diversify her investments, incurs expenses in investigating the possibility of purchasing a professional sports team.  (Buying a sports team would not be expanding one's industrial development business/trade, so this would fall under §195.)

d).  The facts are the same as in (a) above, except that Tycoon then begins developing industrial properties.  Tycoon is advised by her lawyer that her prior expenses qualify as §195 "start-up expenditures."  Since Tycoon has commenced developing the properties, may she forego a §195 election and deduct her prior expenses under §162?  (No, she was not presently engaged in the trade or business when the expenses were made.  Ie:  fails the carrying on req.)  

e).  The facts are the same as in (d) above.  However, after 2 years Tycoon's fortunes turn sour and she sells the business at a loss.  What happens to the deferred investigation expenses?  (§195(b)(2) any leftover deductions will be used up through §165.  Limited as an individual under §165(c)(1))

2).  Law student's Spouse completed secretarial school just prior to student entering law school.  Consider whether Spouse's employment agency fees are deductible in the following circumstances.  

a).  Agency is unsuccessful in finding Spouse a job.  (Not deductible under §162 b/c she was not in the trade yet.  Not deductible under §195 as a start up expense either.)

b).  Agency is successful in finding Spouse a job.  (No, b/c fees were paid before she got the job) 

c).  Same as (b) above, except that Agency's fee was contingent upon its securing employment for Spouse and the pmts will not become due until Spouse has begun working.  (Yes, per Hundley, if the expenses were not payable until she got the job--then she was in the trade or business when she paid the expenses.)

d).  Same a (a) and (b) above, except that Spouse previously worked as a secretary in Old Town, and seeks employment in New Town where student attends law school.  (She is in the same trade or business, so would be able to deduct under §162 regardless of whether or not she was successful.) 

e).  Same as (d) above, except that Agency is successful in finding Spouse a job in New Town as a bank teller. 
Not in the same field, if fee is paid before she is employed, no deduction.)  




Job Seeking Expenses by Employees:   

1).  Expenditures paid or incurred by employees seeking employment are deductible under §162.  

a).  Employees are held to be engaged in an active trade or business of being an employee in the field in which they are employed.  

b).  Expenditures paid or incurred by employees seeking employment are deductible under §162 if they are ordinary and nec expenses paid or incurred in connection with the carrying on of a trade or business.  Therefore they are deductible if the employee was presently employed in the field in which he was seeking employment at the time the expenditures were paid or incurred.  

Ex:  recent law school grad cannot deduct b/c she is not presently carrying on in the trade or business of being a lawyer.  (Even if she clerked, this is not the same trade as lawyering.)

2). Rev Rul 75-120:  was there a substantial gap b/w periods of employment?  If so, you're not in the trade or business & you can't use §162.  IRS uses 1 year time frame.  After that you've abandoned the trade.

3). §195 is unavailable to employees!! (per the legislative history of §195)

Question 2 above shifts the focus to the EMPLOYEE.  

--IRS says employees are in the "trade or business" of their employment.  IRS interprets this "trade or business" very narrowly as well.  Waitress to hostess?  Diff trade or business.  



Travel Expenses Away From Home:  

1).  §162(a)(2) provides a deduction for all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including traveling expenses (including amounts expended for meals and lodging, other than amounts which are lavish or extravagant under the circumstances) while away from home in the pursuit of trade or business.    




2).  Seperating Personal from Business Expense:  

General Rule:  the travel expense is deductible if the primary purpose of the activity was business related.   


(get exceptions/clarifications here)

3).  Distinguish b/w "transportation expenses" (expenses paid or incurred in going from one business location to another business location) and "travel expenses" (meals & lodging.)  

a).  Transportation expenses are deductible under §162(a) as ord/nec expenses incurred in carrying on a trade or business.  

b).  Travel expenses are deductible only if they meet the req's of §162(a)(2).  

--US v. Correll: SC says that to be "away from home" within §162(a)(2), T must be away from home in which sleep or rest is reasonably required before he can return.  (objective test).     

3 CONDITIONS FOR TRAVEL DEDUCTIONS: (The Flowers Test):

1).  Reasonable & nec expense

2).  Must be incurred while "away from home"

3).  Expense must be incurred in pursuit of business--must be a direct connection b/w the expenditure and the carrying on of the trade or business.   

4).  Commuting expenses to work are never deductible based on T's personal choice--employer doesn't require you to live so far away. 

5).  Temporary Assignment Exception:  (Less than 1yr):  If T has a home, he is not required to sell it and establish a new home for temp assignments.  BUT where the assignment is indefinite, the lodging is not deductible.  

6).  EX:  Rosenspan v. US:  travelling salesman with no permanent address tried to deduct for meals & lodging as travel expense, but couldn't b/c he was not "away from home."  (b/c he had no home!)  

--BUT Could T in this case deduct his transportation costs (ie driving b/w locations to do business?)  YES.  He was going b/w them so it fits §162(a).   

--T could've cured problem by just renting a cheap apt & staying there occasionally!

7).  TAX HOME:  T is reasonably expected to locate his home at his "major post of duty" so as to minimize the amount of business travel away from home that is req.  The deduction is given b/c T suffers a "duplication of expense" b/c of trade or business & person's tacxable income should not include the cost of producing that income.  


FACTORS TO DETERMINE TAX HOME:     


1.  the length of time spent at the location


2).  The degree of activity in each place


3).  The relative portion of T's income derived from each place.  

You get deductions under §162 for meals & lodging for the place that's not your tax home!   Where does your family live?  That's the big factor for where your "tax home" is.  Where do they spend more of their time?  That's the tax home if family issue doesn’t tell you.  

Ex:  T owns pool companies in both NY & FL.  He is allowed to deduct travel expenses for whichever home was not his "tax home."

8).  Rev Rul 99-7:  When are daily transportation expenses going from home to work deductible under §162?  


1).  When T goes b/w his home office and other work locations.  

2).  When T travels from his home to areas outside the metro area where his temporary work sites normally are, and outside where he normally lives and works.  

9).  Meals deductible only to 50%!  §274(N)(1):  anytime you deduct meals or entertainment you can only deduct 1/2 of it.     

PROBLEMS:  p. 360

1).  Commuter owns a home in Suburb of City and drives to work in City each day.  He eats lunch in various restaurants in City.  

a).  May Commuter deduct his costs of transportation and/or meals?  §1.162-2(e).  (No.  He is just going from home to work, and if he's not taking clients out for lunch, no deduction for meals either, b/c its T's personal choice to live there.)

b).  Same as (a) above, but Commuter is an attorney and often must travel b/w his office and the City Court House to file papers, try cases, etc.  May Commuter deduct all or any of his costs of transportation and meals?  (Meals no, b/c you're not away from home.  Transportation yes, b/c he is going from one work location to another.  See Rev Rule 99-7)

c).  Commuter resides and works in City, but occasionally must fly to Other City on business for his employer.  He eats lunch in Other City and returns home in the later afternoon or early evening.  May he deduct all or a part of his costs?  (All of transportation.  "SLEEP"/"REST"/"OVERNIGHT" RULE:   You have to be away from home where sleep or rest would be required to be away from home enough to get deduction for meals & lodging.  He came back the same day, no meals deduction.) 




2).  T lives with her husband and children in City and works there.  

a).  If her employer sends her to Metro on business for 2 days and one night each week, and if T is not reimbursed for her expenses, what may she deduct?  §274(n)(1).  (50% of meals, per §274:  Anytime you deduct meals or business entertainment you can only deduct 1/2.  She meets overnight rule--§162(a)(2) works.) 

b).  Same as (a) above, except that she works 3 days and spends 2 nights each week in Metro and maintains an apt there.  (Where's home is the issue.  Do the tax home factors.  Probably the city b/c family lives there, she maintains most expensive residence in city.  She can deduct cost of apt.) 

c).  T and Husband own a home in City and Husband works there.  T works in Metro, maintaining an apt there, and travels to City each weekend to visit her husband and family.  What may she deduct?  (Husband & wife live in separate cities during the week.  Husband & wife each have a separate tax home!  Its her personal choice to maintain the city home.  No deduction under Flowers.)

3).  Burly is a professional football player for the City Stompers.  He and his wife own a home in Metro where they reside during the 7 month "off season."  

a).  If Burly's only source of income is his salary from the Stompers, may Burly deduct any of his City living expenses which he incurs during the football season?  (Does not meet all 3 req's of Flowers test. )

b).  Would there be any diff in result in (a) above, if during the 7-month "off season" Burly worked as an insurance salesman in Metro?  (Where was Burly's Major Post of Duty?  He would be allowed to deduct the other house expense.)




4).  Temporary works for Employer in City where Temporary and his family live.  

a).  Employer has trouble in Branch City office in another state.  She asks Temporary to supervise the Branch City office for 9 months.  Temporary's family stays in City and he rents an apartment in Branch City.  Are Temporary's expenses in Branch City deductible?  (Exception to Flowers Rule:  temporary assignments of less than 1 yr, housing expense is deductible and meals and lodging & transportation costs too.  The temporary relocation must be made for a definite time period at the time the relo is made.)   

b).  What result in (a) above if the time period is expected to be 9 months, but after eight months it is extended to 15 months?  Rev Rul 93-86  (treated as temporary b/c he didn’t reasonably anticipate that he'd be there more than 9 months.  If its definite at time of relo & for less than a year, he gets deduction up until the decision is made to extend beyond 1yr:  at that point he can no longer use the exception (ex:  they tell him 8 months into it he'll be there 2 yrs.)  

What if he thinks his relo would be more than a year, but he comes home after 8 months?  No deduction blc he originally thought he'd he there more than a year.)

c).  What result in (a) above, if Temporary and his family had lived in a furnished apt in City and he and family gave the apartment up and moved to Branch City where they lived in a furnished apt for the 9 months?  (No deduction, b/c T's home is in the new place.  No duplication involved here.)  

5).  Traveler flies from her personal and tax home in NY to a business meeting in FL on Monday.  The meeting ends late Wed and she flies home on Fri afternoon after 2 days in the sunshine.

a).  To what extend are Traveler's transporation, meals and lodging deductible?  §1.162-2(a) & (b).  (Her primary reason for going was her trade or business, so whole transportation expense is deductible.  §1.162-2(a) & (b).  You have to see that she passes the Flowers test 1st.  (She does).  She's away from home.  

Meals & Lodging:  she only gets to deduct M-TH; Friday's meals & lodging not deductible.  (Prorated)

Transportation:  not prorated; test is primary purpose:  was majority of time spent on business?  Deductible.  Majority personal?  Not deductible at all.    

b).  May Traveler deduct any of her spouse's expenses if he joins her on the trip?  §27(m)(3).  (No deduction for spouses travel expenses, unless spouse if an employee or an employee of the employer, and have legitimate business reason for being there.  §274(m)(3)

c).  What result in (a) above, if traveler stays in FL until Sunday afternoon?  (Then it would be primarily Personal travel expenses---non-deductible.) 


Educational Expenses (§162):  



To be deductible, 1st must pass 1 of Threshold Tests:

THRESHOLD TESTS:  §1.162-5(a)(1) & (2) provide that educational expenses are ordinary and necessary business expenses under §162 if the education for which the expenses are paid or incurred either:

1).  Maintains or improves skills required by the T in his present employment or other trade or business OR

2).  Meets the express requirements of the T's employer, or requirements of applicable law and regulations, imposed as a condition to the retention by the T of an established employment relationship, status or rate of compensation.   





(
Just have to satisfy 1 of above.  If not, educational expense is primarily personal, thus non deductible.  Note that under both criteria, the T must be currently IN a trade or business when the educational expenditures are paid or incurred. 



2nd, Must pass BOTH "Disallowance Tests":  (§1.162-5(b)(2) & (3)




DISALLOWANCE TESTS:





1).  Required to meet min ed req for initial employment







AND





2).  Does it qualify T for a new trade or business?  





(
Ex:  lawschool never deductible b/c you could never be a lawyer before you go to law school.  

(Are expenses to obtain an undergrad degree ever deductible under §162?  Very hard to pass both sets of tests if you're getting a liberal arts degree.  Science/engineering might be diff…

(Are bar review course and registration fees deductible?  If you incur them prior to practicing law, they're not.  (1st time fees always non-deductible).  Bar registration fees are capital in nature, so not deductible in any event.  And if they're to get into bar in another jurisdiction, it’s a new trade or business you're getting into, so still not deductible!   Legal certificates of specialization qualify under disallowance test.  



PROBLEMS:  p. 380

1).  Alice, Barbara, Cathy and Denise were college roommates who after graduating went on to become a doctor, a dentist, an accountant (CPA), and a lawyer, respectively.  In the current year, after some time in practice as an orthopedic surgeon, Alice who was often called upon to give medical testimony in malpractice suits, decided to go to law school so as to better understand this aspect of her medical practice.  Barbara enrolled in a course of postgraduate study in orthodontics, intending to restrict her dental practice to that specialty in the future.  Cathy enrolled part time in law school (with eventual prospects of attaining a degree) so as better to perform her accounting duties in areas in which law and accounting tend to overlap.  And Denise took a leave of absence from her firm to enroll in an LLM course in taxation, intending to practice exclusively in the tax area.  Which, if any, is incurring deductible expenses of education?  
Alice:  no, b/c although she passes # Threshold, she fails #2 Disallowance b/c she doesn't have to have a law degree to continue in her field.  

Barbara:  Rev Rul 74-78:  dentristry & orthodontics are same trade or business--its deductible if you're a practicing dentist (or else you'd fail Thres #1 & 2).      

Cathy:  Going to law school is never deductible!  Plus becoming a lawyer is diff than being a CPA.   

Denise:  She meets Thresh #1 & 2.  Does it qualify her for a new trade?  Accounting firm v. employment at trust company. :  T was doing something diff.  BUT this is not the test.  The test should be what T was qualified to do before the new education!  Be real careful.  Just stay with the same job for a while.  Harder then for IRS to say you qualified for something diff! 

2).  Assume Denise's expenses in prob 1 above are deductible.  If she is a practitioner in Seattle Wash, who travels to Gainesville, FL for a year to participate in their LLM program, what expenses, in addition to tuition and books, may she deduct?  §274(m)(2):  no deduction for travel as part of education.  But her travel was not the education, it was just a cost to get the education, covered as a deduction under §1.162(E)(5).  If you can deduct cost of education, you can deduct travel, meals & lodging as well.   

3).  Carl earned a bachelor's degree in education and he teaches world history in a junior high school.  In the current year, he contemplates a summer European tour doing things that will be beneficial to his teaching efforts.  Can he deduct his expenses?  §274(m)(2):  no deduction for travel as part of education.  Travel as form of education?  NOT deductible! 

4).  Dentist attends a 5 day dental seminar at a ski resort.  All of the seminar proceedings are taped and Dentist skis on clear days and watches all of the tapes on snowy days or in other off -the-slopes time prior to his return home.  Are Dentist's travel, meals and lodging deductible?  (yes, if his travels were primarily to obtain the Continuing Education.  How much time did he spend skiing v. how much time in class?  Make sure it really is related to business & there's time spent on skills, etc.)        


Miscellaneous Business Deductions

1).  (ANALYSIS:  

--1ST DETERMINE IF ITS DEDUCTIBLE AT ALL UNDER §162, §212 & OTHER DEDUCTIBILITY SECTIONS WE STUDIED, 

--2ND: CHECK §274 FOR LIMITS ON THOSE IN MISCELLANEOUS BUSINESS DEDUCTIONS!

2).  §274(d):  Requires specific substantiation of expenses paid or incurred respecting these categories:  business entertainment, business gifts, business travel, and listed property like cell phones, computers, autos, etc.  Cohan v. Commissioner rule of just having to closely approximate your expenses paid applies to those categories of expenses not specifically covered by §274(d).  

§1.162-17-b:  (1)(2) & (3):  if you get reimbursed for exactly the same amount, you attach a form to your tax return saying so.  

--Employees charging on Employers credit card:  your meal is a working condition fringe--deductible.   

PROBLEMS p. 388

1).  Employee spends $100 taking 3 business clients to lunch at a local restaurant to discuss a particular business matter.  The $100 cost includes $5 n tax and $15 for a tip.  They each have 2 martinis before lunch.  

[ANALYSIS:  go through all of §162 tests and the various special areas we just studied, then check §274 for miscellaneous business deductions.]

a).  To what extent are Employee's expenses deductible?  (§274(n):  50% of total.  1st go through §162.  Entertainment of business clients is a business expense generally deductible under §162(a).  §274(n) says only 50% is deductible.  But, look at §274 as well.  Also, §274(a)(1)(A):  preceding/following/directly related to business or associated with.  Have to reasonably believe you'll get some business out of discussion in the near future…     

How do you document it?  Keep credit card receipt, write down topic of conversation.  

"associated with" req:  not discussing business, but following buisness mtg OK, §274(2)(D).  

b).  To what extent are the meals deductible if the lunch is merely to touch base with the clients?  (Is touching base a bona-fide business discussion?  Yes.  This is how you get business.  Qualifies (MY OPNION) under §274 (1)(A) & (n) as a deduction at 50%.  But maybe not because the discussion wasn't substantial. ???) 

c) What result if Employee merely sends the 3 clients to lunch without going herself but picks up their $75 tab?  (274(k):  employee must be present to deduct the meal.   

d).  What result if in (a) above, if in addition, Employee incurs a $15 cab far to transport the clients to lunch?  (would be an ord/nec business expense under §162.  Transp. From one place to another so a transportation expense under §162(a)).

e).  What result in (a) above, if Employer reimburses Employee for the $100 tab?  (274(e)(3):  situation where employee can deduct $50.  But what happens if he gets reimbursed for $100 by employer?  The $100 is an accession to wealth, ie GI.  See 274(e)(3):  Employee can deduct 100 exp against 100 reimbursement, it’s a wash.  274(k)(2):  reimbursed expenses do not fall under 50% rule!  End result if you get reimbursed the full amount you spent is deductible.  Employer:  can deduct it, but only to 50%.  274(n).   

2).  Business person who is in NY on business meets with 2 clients and afterward takes them to the Broadway production of The Phantom of the Opera.  To what extent is the $300 cost of their tickets deductible if the marked price on the tickets is $50 each, but Businessperson buys them from the hotel concierge for $100 each?  (per 274(L)(1):  value considered will not exceed face value on the ticket.  This was directly following a substantial business discussion, so covered under 274(a)(1)(A) 100%.  $150 is the face value of tix, we deduct 50% under 274(n)= $75.  )

3).  Airline Pilot incurs the following expenses in the current year: (§162)


1).  $250 for the cost of a new uniform  (yes)


2).  $30 for dry cleaning the uniform (yes)


3).  $100 in newspaper ads to acquire a new job as a property mgr in his spare time (No, not in same trade or business)


4).  $200 in union dues (yes, directly related to employment)


5).  $50 in political contributions to his local legislator who he hopes will push legislation beneficial to airline pilots.  (No, no political contribs ever deductible!)  


6).  $500 in fees to a local gym to keep in physical shape for flying.  (no, 274a3)


Depreciation

You must reduce basis by §1016(a)(2) amount you deduct.  (see ch 6.) (Like amortization in a way).  

There are several code sections that could apply to figure out depreciation:


§195 --start up expenditures


§197 --depreciation of intangibles


§167  OUR FOCUS


§168  OUR FOCUS
2 ELEMENTS YOU NEED TO DEPRECIATE THE PROPERTY:

1].  §167:  2 categories you can depreciate:  



a).  Property used in trade or business 




OR



b).  Property references for the production of income 



(167(b) cross references 168 for real estate, etc)

2].  Property must have a determinable useful life or suffers wear and tear.  LAND DOES NOT WEAR & TEAR!

Sharp case:  T's have a plane, use it for business and personal use.  T's depreciate the part attributable to business use seperately.  Then they sell it.  


ISSUE:  how to determine AB & RB/RL! (see handout)


(
(IRS says you must treat the sale as 2 sales:  divide up basis for business and personal use, then do AR-AB=RG/RL computation.  Here loss attributable to personal use is of course not deductible, but business gains/losses are.  Note:  as sole practitioners we'll have to do this with our own cars!  (divy up personal & business use)

Simon v. Commissioner:  violin bows:  did they suffer wear and tear?  Yes.  They're depreciable, regardless of determinable useful life.   



PROBLEMS:  

1).  January 2 in a year agter 1986 for $100,000 Depreciator purchases new equipment for use in her business.  The purchase is made from an unrelated person.  The equipment has a 6 year class life and is 5-year property under §168(c).  Depreciator plans to use the equipment for 7 years and expects to have a salvage value of $10,000 at the end of that time.  Depreciator is a single, calendar year taxpayer, and she uses the equipment only in her business.


In the following problems compute the depreciation with respect to the equipment in each year of its use and Depreciator's adjusted basis for the property each year.  

a).  Depreciator elects under §168(b)(5) to use the straight line method for the equipment and all other property in its class placed in service during the year.  

b).  Depreciator uses the accelerated ACRS method provided by §168(a).  

c).  Same as (b) above, except that Depreciator disposes of the equipment on December 1 of year five.  

d).  What differences from (b) above, if the year is 2000 and Depreciator also elects to use §179?  What additional facts do you need to know?  

2).  Hi Roller buys a "luxury" automobile for business and personal use at a cost of $15k in the current year.  Assume for simplicity that there is no inflation in the CPI automobile component after October, 1987.  (See §280(d)(7).  

a).  Compute the maximum depreciation deductions available to Hi assuming no §179 election is made and there is no personal use of the car.  

b).  What results to Hi under the facts of (a) above, if the car is used for business purposes the following percentages of the time in the following years:  year 1 70%; year 2 80%, year 3 70%, year 4 and later 60% of each year.  

ANSWERS TO THESE QUESTIONS ON THE "PAGE 426" HANDOUT ATTACHED TO THE OUTLINE.    



Some additional notes from class regarding these problems: 



1a).  first part of analysis:  




req 1:  property is used in a trade or business(



req 2:  equipment has a determinable useful life or wear & tear (



(



168(a)--you must determine 3 things

1).  Depreciation method:  here she would use 168(b)(1).  You could use §168(b)(1), (2) or (3).  Use the method to get the fastest deduction--but you can elect to use the slower methods if you elect to.   

2).  Applicable recovery period:  168(e):  3yr/5yr/10yr etc etc.  168(c)(1) tells what recovery period will be.  (here 5yrs)





3).  Applicable convention:  168(d)(1):  here 1/2 yr convention.  



Straight line method:  

Ex:  5yr:  divide by = amounts; divide 1st year by 1/2, then add another 1/2 yr to the 6th year (this is the convention working)

Salvage doesn't matter under today's rules at all.  



200% declining balance method:  

You get to deduct 200% of what straight line rate would be.  Then it declines every year.  You still use the convention as well.  You get higher depreciation in the early years.  At some point, you switch over to straight line when you get more from straight line than from 200% method.   



With Real Estate, Rules for depreciation are diff:  




METHOD:  §168(b)(3):  straight line method only method available for RE.

RECOVERY PERIOD:  choice of recovery period depends on whether its residential, rental, etc.  




CONVENTION:  Use mid month convention!  




PROBLEMS:  p. 430

1).  During the current year, Depreciator purchases a piece of new improved real property at a cost of $130,000 of which $100,000 is attributed to the building and $30,000 to the land.  Depreciator immediately rents the property to others.  Compute Depreciator's depreciation in the subsequent year in the following situations:


a).  The building is an apartment building


b).  The building is an office building

(Depreciate only the buildings, not the land.  Method:  SL:  10k basis divided by 27.5 yrs=3636.  Recovery period 27.5 yrs.  Convention 3636.)




note:  look to see if Residential or Non-Residential Rental Property §168(e)(2).  

WHAT WE NEED TO KNOW:  HOW CONVENTIONS WORK AND HOW TO DETERMINE A RECOVERY PERIOD, 200% v. SL method.  "Q:  what's the max you could deduct in year one?"

14.  Profit Making non-business deductions

§212:  Allows T to deduct all "ordinary and necessary" expenses paid or incurred in producing or collecting income or managing, maintaining or conserving asset that produce income (ie paid or incurred in connection with some profit making activity other than a trade or business).  

Higgins v. Commissioner:  T had extensive investments in real estate, stocks, bonds, etc. and devoted substantially all of his time to managing his interests in such property.  

ISSUE:  whether the expenses incurred in managing the stocks and bonds were deductible.  (A:  under todays §212 they would be!)

R:  Activities respecting real estate investments are conduct of a trade or business, and deductible under §162.  

R:  §212(1) & (2):  regardless of whether or not the activity rises to the level of a trade or business,  ordinary and necessary expenses paid or incurred (1) for the production or collection of income or (2) for the management, conservation or maintenance of property held for the production of income are deductible.  

R:  Diff b/w when a T is operating or managing a business which the T owns as a sole proprietor, and cases where T has invested in an entity which owns and operates a business.  In 1st scenario, the T is engaged in the conduct of a trade or business.  In the second case, the T simply has an interest in the business, but T himself is not engaged in the conduct of a trade or business by virtue of his ownership of an interest in such entities.          

§212  Expenses for production of income:

In the case of an individual, there shall be allowed as a deduction all the ordinary and nec expenses paid or incurred during the taxable year---


1).  For the production or collection or income 

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

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

(MUST BE DIRECTLY CONNECTED TO THE ACTIVITY.  Can't be capital expenses).  

Bowers v. Lumpkin:  suit about invalidating sale of stock to T.  She wanted to deduct all of her litigation expense.  She wanted to fit this into "conservation of property" under §212(2).  

R:  Those expenses made to perfect title are capital expenses (b/c they are acquisition expenses) and not deductible under §212.   

Surasky v. US:  T pays $17k to fund a proxy fight for control of the board at Montg. Wards. 


ISSUE:  is this an ordinary and nec business expense?  

R:  regardless of risk level of investment, if the pmt was made in anticipation of profit, its reasonably & proxiately related.

§1.212(1)(d):  ord/nec expenses must bear a reasonable and proximate relation to (investment activity):  the production or collection of taxable income or to the management, conservation or maintenance of property held for the production of income.   


Ex:  wildcat drilling expense, though likely not to pan out, is deductible.  

BUT ASK:  ARE THE EXPENSES CAPITAL EXPENSES?  (Indoptco rule)  Did they add value beyond taxable year?  Probably.  He's improving profitability of long term gain on stock.  

Meyer J. Fleischman:  Can T deduct legal expenses incurred in defending his wife's lawsuit to set aside their anti-nuptial contract via §212(2), "as paid for the management, conservation or maintenance of property held for the production of income?"  NO    

--"ORIGIN OF THE CLAIM TEST":  (Gilmore):  "the characterization of litigation costs as personal or business depend on whether the claim arises in connection with the profit seeking activities.  A suit against a T must be directly connected with or proximately result from his business before it is a business expense."  ROOTS NOT CONSEQUENCES.  Maintenance and conservation is related to the roots.  Whether you're going to lose the property is not the issue.  Same test we saw before as to damages paid from suits.   

--"BUT FOR TEST":  (Patrick):  If the claim could not have existed but for the marriage, the expense of defending it is a personal expense, and not deductible.  (However, the wife can deduct the cost of suing to collect alimony.)      




-- 2 CASES WHERE DIVORCE COSTS MIGHT BE DEDUCTIBLE:  





1).  Tax counsel for divorce 212(3)

2).  Alimony suits:  expenses incurred in determining what alimony is due or collecting it  212(1):  Recipient of alimony only!  



PROBLEMS: p. 451

1).  Speculator buys 100 shares of Sound Company stock for $3000 paying her broker a commission of $50 on the purchase.  14 months later she sells the shares for $4000 paying a commission of $60 on the sale.  

a).  She would like to treat $110 paid as commissions as §212 expenses.  Why?  Can She?  (NOTE:  These are purchase expenses, selling expenses are diff!   §1.263(a)(2)(e):  says the commission is a capital expenditure, so not deductible as ord/nec.  (ie commissions are adjustments to basis.  Q:  Why would she want to deduct them rather than adjust basis?  Quicker timing, more benefit for taking it out of AGI b/c of higher bracket for AGI than capital gain. )  

b).  What result in (a) above, if instead she sells the shares for $2500 paying a $45 commission on the sale?  §165(c)(2)  (not a deduction per 212 but a loss per 165(c)(2) of $595.  But is it deductible?  Yes.  ALWAYS ( 165(c)(2) to see if ANY loss is deductible.  Don't forget this step whenever you have a loss.)

c).  Speculator owned only 1/10 of 1 percent of the Sound Company stock but, being an eager investor during the time she owned the stock, she incurred $500 transportation, meals and lodging expenses in traveling 1000 miles to NYC to attend Sound's annual shareholder meeting.  May she deduct her costs under §212(2)?  (see d below) 

d).  What result in (c) above, if instead Speculator owned 10% of the total outstanding Sound Stock, worth $300,000.  (1.212… If she establish going to a meeting is really related to stock, she'd meet 1st req, but her investment $ versus cost of trip is not reasonable.  If you own 1/10 of 1% of Microsoft, it might be reasonable!  COMPARE VALUE OF INVESTMENT TO COST OF ATTENDANCE:  ask would a reasonable person go to the meeting?)   

e).  What result to Speculator if she incurred the expenses in (c) above to attend a seminar on investments?  (a274(h)(7):  conventions and seminars on investments in general are not deductible (even if you could argue for them under 212) 



2).  After reading the Fleischman case, consider in what situations:




a).  payor spouse may deduct attorney's fees incurred in getting divorce  (none unless



about tax planning.) 

b).  Payee spouse may deduct attorney's fees incurred in getting a divorce  (regarding alimony only)

c).  Payee spouse attorney's fees incurred in getting a divorce are deductible by Payor if Payor pays them.  

((one pays the other's attorney fees:  assumptions here:



1).  Wife has obligation of $40,000 attny fees    



2).  Husband pays the fees ( 



3).  Fees were $10k attributable to alimony





$5k attributable to tax planning

If wife paid her own attny fees she'd get a $15k deduction for attny fees.  If husband pays fees on her behalf can husband take her $15k deduction.  

--When someone pays another's obligation, there is an accession to wealth, but this is a divorce--not tax on accessions to wealth in divorce unless its alimony!  Taxable to recipient.    

--Then go through §71:  


1).  Was it a transfer of cash?  


2).  Was it pursuant to divorce or sep instrument?  


3).  Not living in same household

4).  No obligation to make pmt if she dies…OOPS!  Doesn't meet this element!  Its not alimony--just $ coming through a divorce so no tax consequences.  

--But then what about a deduction?  The substance of the TA is that she is really paying the fees (with husbands obligation to her) so she gets the deduction!  

--Don’t try to tax alimony under Old Colony rules, if its alimony, alimony rules only apply.  

--GENERAL PRINCIPLE:  you can’t get a deduction for paying someone else's deductible obligation!  "You can’t assign your deductions."  Ex:  I pay your mortgage pmt, but I can’t get your mortgage interest deduction.  


Charges Arising Out of TA's Entered Into For Profit:  

William Horman:  T inherits house 1940, lives there till 1942, puts it up for sale or rent 1943-45. Can he deduct loss on the house's value that occurred 1943-45?  YES.   

(This is about difference b/w "held for production of income under 167(a)(2) and 165(c):

RULES

1).  T is entitled to a deduction for depreciation if property was held for the production of income.  To determine if it was held for the production of income we look at:


a).  use made of property AND


b).  owner's intent to future use and disposition

2).  The mere abandonment of residential use doesn't mean the property was held for production of income.  

3).  When efforts are made to rent the property, even if unsuccessful, this designates property as held for production of income.  (Good faith attempt to convert).

Q:  Can T take a long term capital gain on the property?  No.  In order for loss to be deductible it must be incurred in any TA entered into for profit.   TA's "entered into for profit are not the same thing as "held for production of income!!!"  Where property has been used as a personal residence, in order to convert the TA into one entered into for profit, the owner must do more than abandon the property and list it for sale or rent.  He can:  1).  Actually lease it or 2).  Redecorate/remodel etc.    



PROBLEMS:  p. 461

2).  Homeowners purchased their vacation residence for $180k, $20k of which was allocable to the land.  When it was worth $160k ($20k of which was allocable to the land), they moved out and put it up for sale, but not rent, for $170k.  

b).  Assume instead that they rented the property and properly took $10k of depreciation on it.  What result when they subsequently sell the property for:


1).  $145k


2).  $175k


3).  $165k

1.  (can they deduct a loss under 165 when they sell the property?  They pass 165(c)(2) b/c they actually rented it out.  But how much of a loss do they get to deduct?  

1001:  AR 145k



AB<140k>((((((1.165(9), p. 979 of code



RL <5k>


(






(




AB=FMV of property at time of conversion!  





Then knock out value of land b/c land is not depreciable!





=140k AB

--this rule is made to keeps T's deduction on residential kept to time it was used as a residence, so as not to transfer residential use to investment deduction…Like with like, keeps people from converting huge basis's to investment losses.   


2.  AR $175k


    AB <170k> ((((180k-10k depr= 170k)

    RG 5k

1.165(9) only applies if you're going to get a loss under reg rules.  If regular rules result in a gain, don't use 1.165(9)! 


3.  AR 165k


     AB <150k>

RG 15k XXXX  NO LOSS & NO GAIN--IGNORE WHOLE TA.  Works like §1015

c).  What result in (b)(2), above, if the property had been Homeowner's principal residence, they had owned and used it for 4 of the prior 5 years and the depreciation was taken after May 6, 1997?   (121(d)(6);  up to the amount of depreciation you can exclude gain.)  

15.  Deductions not limited to business or profit seeking activities


Interest



Overview: 




1).  Categorize interest:  (affects whether its deductible)





A).  Paid or incurred in trade or business





--deductible like other business expenses under 162




2).  Paid/incurred in profit making activity:  

--deductible under 212 EXCEPT for 163(1), the investment interest deductions:  limited to net investment income.  




3).  Qualified Residence Interest
--163(h)(3) (Here, a personal expense that is deductible.  Usually only trade business/profit making expenses and not personal are deductible.  





--Other deductible personal expenses:






home mortgage interest






moving expenses






medical expenses






170 charitable contributions






student loan interest





ALL other interest is NON-DEDUCTIBLE (car loans, credit card interest, etc) 



PROBLEMS, p. 490

3).  T's purchase a home in 1998 which they use as their principal residence.  Unless otherwise stated, they obtain a loan secured by the residence and use the proceeds to acquire the residence.  What portion of the interest paid on such loan may T's deduct in the following situations?  

a).  The purchase price and FMV of the home is $350k.  T's obtain a mortgage for $250k.  of the purchase price.  (all under 500/1m limit on aqu) interest paid in that year + points.  

163(h)(3):  

1).  What is a qualified residence?  163(h)(4): principal residence + 1 other residence

2).  Does this loan fit the def of acquisition indebtedness or home equity indebtedness?  Acquisition debt.  

3).  Limits on acquisition debt is $500/1m filing jointly.  

b).  The facts are the same as in (a) above, except that T's by 2000 have reduced the outstanding principal balance of the 1998 mortgage to $200k and the FMV of the residence has increased to $400k.  In 2000, T's take out a 2nd mortgage for $100k secured by their residence to add a fourth bedroom and a den to the residence.  (Is it acquisition debt or home equity debt?  Home equity.  


( def of home equity debt:  163(h)(3)(B)(i):  any indebtedness other that acquisition indebtedness secured by a qualified residence to the extent the aggregate amount of such indebtedness does not exceed: 



a).  the FMV of such qualified residence, reduced by



b).  the amount of acquisition indebtedness with respect to such residence.  

This amount is limited to $100,000    


( Refinance debt is acquisition debt.   

They continue to take their acquisition mortgage deduct, and take the deduct for all of the home equity interest too b/c its w/in 100k & does not exceed the FMV of the home.  

c).  The facts are the same as in (b) above, except that T's use the proceeds of the $100k mortgage to buy a Ferrari.  (Home equity debt:  163(h)(3)(c);  doesn’t matter what proceeds for home equity loan are used for, its secured by the house, its deductible.)   

d).  The facts are the same as in (a) above.  By 2010, T's have paid off $200k of the $250k 1998 mortgage and the residence is worth $500k.  In 2010, T's borrow $200k on the residence, $50k of which is used to pay off the remaining balance of the 1998 loan and the remainder is used to pay personal debts.  (T can only deduct $100k of home equity interest.  But could T classify the $50k used to pay the 1st mortgage as acquisition?  YES so, acquisition interest is deductible up to $500/1m.  You also have to figure out how to allocate the interest to deductible interest/non-deductible.  Based on amt of loan, 3/4 is deductible, 1/4 is not.)    

e).  The facts are the same as in (a), above, but additionally, towards the end of 1998, T's financial prospects improve dramatically and they purchase a luxury vacation residence in FL for its FMV of $1,250,000.  They finance $950,000 of the purchase price with a note secured by a mortgage on the FL house, use the house 45 days of the year, and elect to treat the residence as a qualified residence.  (This is about 2nd homes:  (h)(4)(a)(I):  def of qualified residence:  includes 2nd home too, if they are used for personal purposes for enough days of each year.  


Which loan has $200,000 of its interest disqualified then?  Could be diff interest rates on each.  1987 revenue act says that you must use the last debt acquired.  $950,000(($750,000 qualifies as acquisition debt.  But you can treat another $100k as home equity debt.  850  x interest pmt = deduction.  



      950

4.  Single T, who granduated from law school in 1998, pays $2000 of interest in 1991 on qualified educational loans.  

a).  If T has $40,000 of modified adjusted gross income in 1999, what amount of interest can T deduct? b).  Same as (a) above, except that T has $50,000 of MAGI in 1999.  (§221(a):  qualified education loans deduction:  2 limitations: $2500 limit each year and 

if your MAGI is over $55,000 you get no deduction; under $40,000 you get whole deduction.  In between--you have some part of it.  Married filing jointly is $60-75k as upper and lower range.)  

5.  Investor incurs investment interest of $100k.  To what extent is it deductible in the current year if:  

a).  She sells stock during the year at $60,000 gain, that under §163(d)(4)(B) does not qualify for §1(h) preferential treatment, has $20k in dividends on all her stock, and has $10,000 in deductible investment adviser fees?  Are there any other tax consequences to Investor? (She can deduct up to amount of net investment income which here is $10k + whatever part of the $60k gains she can use in figuring net investment income.  (JUST KNOW BASICS ON THIS ONE, SPECIFIC ARE TOO COMPLICATED.)

b).  The interest of $100,000 is on loans whose proceeds are used to purchase tax exempt bonds?  (no deduction if loans are used to purchase tax free investments §265(a)(2).  

c).  The facts are the same as in (a) and (b), above except that the proceeds of the loans are used 50% to purchase tax exempt bonds and 50% to buy stocks and the bonds and stock are her only investments?   (same rule as above, just allocate)
Taxes


1).  If the taxes are paid under trade or business they are deductible under §162.  


2).  §212 ord/nec taxes paid deductible under §212.  


3).  §164 is about personal taxes being deductible sometimes.  

(Buyers and sellers get a deduction for a prorated amount reflecting their time of ownership that year.  Buyer:  the day of closing on.  Seller:  up to the day before closing.  

(GENERAL RULE:  §164 allows real property taxes to be deductible by the person upon whom they are imposed.  1.164(1)(a)

PROBLEMS, p. 495

1).  Which of the following taxes would be deductible as such under §164?  

a).  A state sales tax imposed at a single rate on sellers but required to be separately stated and paid by purchasers to sellers, applicable to retail sales of any property except food, clothing and medicine.  (For a personal expense tax it has to be enumerated under §164.  If its not, its not deductible.  Sales tax on personal property not deductible.)

b).  A state real property tax of $1000 for which A became liable as owner of Blackacre on January 1st but which B agreed to pay half of when he acquired Blackacre from A on July 1st.  (Automatically prorated, so A gets deduction, its is a cost to B of acquistion, and B only gets his day of + interest deduction.  State law doesn't matter, its FEDERAL income taxes we're talking about.  


HOWEVER, §164(d)(2):  special rules;  if they don't split up taxes at closing & A winds up liable for the taxes & pays them, it doesn't matter, rule DEEMS the parties to have paid 'em like they should have at closing.  REGARDLESS OF WHO ACTUALLY PAID THE TAXES. )

c).  A state income tax.  (164(a)(3) YES.)

d).  The federal income tax  (No, not one of enumerated deductions of 164 + Fed income tax is always non-deductible.  

e).  A state gasoline tax imposed on consumers.  (no, like sales tax, not included)

2).  Which of the following expenditures would be deductible, if not as taxes, as §162 or §212 expenses within the second sentence of §164(a)?    (EVEN IF ITS NOT IN 164, GO BACK AND LOOK TO SEE IF ITS DEDUCTIBLE UNDER 162 OR 212!)
a).  A state tax on cigarettes (imposed on their sale at a rate of 5 times the rate of the general sales tax) paid for cigarettes provided by the T gratuitously to customers.  (Business promotional expense)

b).  A filing gee required to be paid to the State Democratic Party by candidates entering state primary elections.  (Incumbent or not, you're not carrying on , so not deductible)

3).  Son who is still in college owns substantial securities.  Father, when paying his own intangibles tax to State X, pays the intangibles tax due by Son.  

a).  May Father deduct the tax paid?  (No, not imposed upon the father, son gets the deduction!  Dad made a gift.) 


b).  Is it deductible by Son?  See above

4).  Dr. Medic employs Charles to work for her a receptionist.  She pays Charles's salary but withholds X dollars to which she adds Y dollar all of which she pays to the federal gov't under the Federal Contributions Act for "Social Security."  

a).  Can Dr. Medic deduct amount X?  Amount Y?  X plus Y? (Employer can deduct all of salary paid + FICA matching as ord/nec busin exp.)  

b).  Is Charles entitles to a deduction for the payments?  (§275(a)(1)(a);  no)

5.  The city of OZ constructs a yellow brick road that runs past Woodman's property.  He and other property owners adjacent to the road are assessed varying amounts by Oz, based on the relative amounts of front footage of their properties.  Woodman elects to pay off the assessment over five years and pays $400 in the taxable year.  Deductible?   

16.  Adjusted gross income


Moving expenses:  


§217:  Moving Expenses:  has 2 req's:  

1).  Mileage:  

a).  "50 miles farther than former residence from former place of work."  EX:  you work downtown 35 miles from your home.  If you take a new job, its has to be at least 85 miles away from the Woodlands to take deduction.   




OR

b).  If you don’t have an old job, your new principal place of work has to be at least 50 miles away from your old residence.    



2).  Time:  either:  



a).  full time employee for 39 weeks out of 12 month period 





OR

b).  full time employee or full time self employed person during at least 78 weeks of first 24 month period, with 39 of those during the first 12 month period as above.   


PROBLEMS, p. 539

1.  Lawyer has been practicing law in Town X and he and his family live in Suburb of Town X ten miles away.  He decides to open an office in Town Y.  Consequently he moves himself and his family to a home in Town Y.  

a).  How far away from Suburb must Town Y be located in order for Lawyer to be allowed a moving expense deduction?  (60 miles)

b).  How far away from Suburb must Town Y be located in order for Lawyer to be allowed a moving expense deduction if Lawyer has just graduated from law school in Town X and he was not employed? (50 miles)
c).  Assuming Lawyer is a sole practitioner what time requirements are imposed on him in order for §217 to apply?  (217(c)92);  time restrictions:  diff if you're an employee or self employed--se rules above)  

d). What difference in result in (c) above, if Lawyer joins a firm in Town Y as a partner?  39/12

e).  What difference in result in (c) above if Lawyer goes to work for a firm in Town Y but as an associate rather than a partner?  

f).  Assuming the necessary time and distance requirements are met, and that a joint return is filed, what is the amount of Lawyer's §217 deduction if he incurs the following expenses:  $400 in moving his family's belongings; $150 in transporting his family, and $100 in lodging and $200 in meals in conjunction with transporting the family?  (What can you deduct?  Cost of getting household goods to new place, lodging and travel expense getting there, BUT NO MEALS! §217(b)(1(a-b)) 

g).  Is there any difference in the result in (f) above, if Lawyer's spouse also takes a job in Town Y and meets the necessary time and distance requirements?  (only one spouse must qualify--just one or the other)

h).  If Lawyers firm reimburses Lawyer for $850 of his expenses in the year they are incurred, what tax consequences will the reimbursement have?  §82 & 132(a)(6):  the fringe benefits section.  Defined in 132(g).  Remibursed moving expenses are excludable from GI, so its not deductible.  §82:  but the excess reimbursement is GI!  So here T gets reimbursed $850 but expenses were only $600, so $250 GI.  Also, look out for taxable years…   


Medical expenses  §213

1).  Can you deduct for paying someone else's medical expenses?  Under 213(a) you can take deductions for yourself and your dependents:  

Who is a dependent:  (§152):  person related to you + you provide over 1/2 of their support.  

2).  Is it a permanent improvement?  To the extent it increases the value of the house, its not deductible.   (ie it raises your home's value $2000, and you paid out $4000?  Then you deduct $2000, subject to the other floor:  all medical bills must exceed 7.5% of gross income.  Only those exceeding 7.5% are deductible--thus the term "Extraordinary Medical Expenses".)  

3).  What is medical expense?  Insurance premiums, doctors bills, prescriptions.  

4).  This is an example of a capital expenditure you do get to deduct.  


Personal exemptions and the standard deduction 



1).  The tax formula:  





GI





Deductions





Taxable Income  BECOMES….(








Gross Income









<§62 Deductions>









AGI

<All other deductions, or Standard Deduction, whichever is greater>

<Personal and Dependency Exemptions>









=Taxable income



2).  However, NOT ALL DEDUCTIONS ARE CREATED EQUALLY!  



Deductibility of expenditures should be analyzed in 3 steps:

a).  is the expenditure deductible at all?  Apply section 162, 212 or other section applicable.

b).  Is deduction of such expenditure limited or disallowed by some other Code section?  (Apply section 274, 465, 469 or other applicable Code section.)

c).  All deductions remaining after applying the 1st 2 steps must be classified into either 


§62 DEDUCTIONS (above the line deductions)



OR


ALL OTHER DEDUCTIONS (below the line deductions)

ABOVE THE LINES:  

1). Trade or business deductions deductible above the line, unless you're an employee (62(a)(1)

2).  reimbursed employee expense:  deductible above the line (62(a)(2)

--unreimbursed employee expense:  deductible below the line.  

3).  62(a)(3) Loss from sale/exchange of property (deductible under 165c), deductible against gains.  Go on schedule D or 4497.

4).  Only 212 expenses above the line are deductions attributable to rents and royalties; all other 212 deductions got below the line

5).  Alimony (215) deductible 62(a)(10)

6).  Moving expenses 62(a)(15)

7).  Student loan interest 62(a)(17)




EVERYTHING ELSE IS BELOW THE LINE




(once you're above $128k your deductions start phasing out. 

3).  Personal     and Dependency Exemptions:  phased out for people over $170k AGI.  Almost everyone gets a deduction for themselves, as long as they are not claimed as a dependent of someone else.  §152(e) children of divorced parents:  custodial parent gets the deduction unless waived, broadly.  $2000 for exam for each personal/dependent exemption.  Dependents:  see list 152(e) + provide over 1/2 of support for the year, + must be less than 2800 income if dependent is over 24???? .   

4)  .  Standard Deduction:  in lieu of itemizing.  Assume $3k for single T's and $5k for married T's for the exam.  Phased out for people above certain AGI's.  

`
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DETERMINING THE TAX CONSEQUENCES OF ANY DISPOSITION OF PROPERTY:


IDENTIFYING CAPITAL GAINS & LOSSES





1).  Apply 1001: AR-AB=RG/RL


2).  Does the RG/RL have to be recognized?  Look for non-recognition §'s 1041, etc.  All RG/RL must be recognized under 1001(c ) unless the code provides otherwise.


3).  If disposition results in RL, is it deductible?  Apply 165.  (p.  155 code) (ALWAYS RUN 1001 THROUGH 165!!!)


4).  Characterize the RG or RL as either ordinary gain/loss or capital gain/loss:


a).  if the RG/RL is ordinary, simply include it in income or deduct it in the same way as other income or loss


b).  if the RG/RL is a capital gain or loss, then determine whether it is a long-term or short-term capital gain or loss


5).  The Netting Process:  


	1		2		3


       LTCG's	        STCG's	        Total Capital Gains


      <LTCL's>	       <STCL's>	        <Total Capital Losses>


Net LTCG or LTCL    Net STCG or STCL      Net Capital Gain or Loss





Note:  there are only 2 results of 1-3 in #5 above that matter to make results other than ordinary income: 


	1).  If you have BOTH a gains at bottom of  column 3 and a net LTCG in column 1, then the smaller of the 2 #'s is your net long term capital gain.  Then you'd llok to schedule D & calculate you tax rates--very complicated. 


	2).  In column 3, if you end up with a loss, you have a net capital loss.  You cannot deduct more than $3k in any given year, but you can carry over for future years…





ANY OTHER RESULT THAN 1 & 2 ABOVE & ITS JUST ORDINARY INCOME! 
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