FEDERAL INCOME TAX OUTLINE

Joseph Helmsen

I. Introduction

A. What is Income?

1. § 61 – “All income from whatever source derived” may be taxed.

2. Want to tax income on realization because it provides an easy point at which to tax and does not require much in the way of record keeping or re-evaluation of assets. 

B. Tax Policy Objectives

1. Adequate Revenue – to take care of the Government’s programs

2. Stimulate Behavior

a) Savings – IRA/401-K get tax advantages

b) Investment – capital gains get tax advantages

c) Environmental – tax credits for fuel-efficient vehicles; polluters pay more

d) Social/Political

(1) Foreign bribery is excluded from non-taxable income

(2) Charitable donations are given deduction from taxable income 

3. Fairness – want to collect revenue from those best able to pay

a) Hardship – don’t want to force people to liquidate their assets

b) Horizontal equity – people with same income pay the same tax

c) Vertical equity – people earning more should pay more

d) Redistribution – moving $ from rich to poor (welfare, EITC – working poor) 

4. Efficiency – collect revenue in an efficient way

5. Administrability/Simplicity – must be able to be implemented

6. Political Morale/Perception – must seem fair.  If less complex, it appears fairer. 

C. Handout 1: The Tax Formula

1. Salary = $65K, Interest = $1K, Business Expenses = $10K, Deductions = $6K

a) Gross Income (GI) = Salary + Interest = $66K (§ 61).  AGI = GI – Expenses = $56K (§ 62(a)(1)).

TI = GI – Deductions – Personal Deduction = $48K (§ 63(b)(1) – § 63(a) – § 151(d)(1)).

b) Marginal tax rate would be 28% under § 1(c).  Overall Tax Liability = $ 10,567.  Effective Tax Rate = Overall Tax Liability / AGI = 19%.

c) GI ( § 62 for allowable deductions ( AGI ( standard or itemized deductions ( TI * Rate – Credits

d) § 62 has all of the above the line deductions.  § 62(a)(3) – (17) lists the deductions that Congress wants to allow taxpayers to take regardless of the itemized/standard deduction.  § 62(a)(2)(A) – “wash” ( reimbursed can be seen as part of compensation, but it’s not really part of “profit,” so remove it from taxable income.

e) Home Mortgage Allowance – doesn’t refine income, creates horizontal inequity, done for social policy (subsidy for homeowners).

f) State and Local Tax Exemption – prevents double taxation.  Allows States to collect more tax revenue in lieu of going to Fed Gov’t (subsidy to States).

g) Charitable Contributions – encourage support for charity (subsidy to charities). 

2. Salary = $55K, Interest = $1K, Licensing Fees (not reimbursed) = $750, Deductions = $6K

a) GI = $56K.  AGI = $56K.  TI = $48K.  Licensing fees are not deductible subject to § 67(b).  Therefore, they are only deductible in excess of 2% of AGI (along with other deductions not subject to §67(b)).

b) GI = $56,750.  AGI = $56K.  TI = $48K.

3. Art collection is not taken into account for purposes of tax computation because it is not a realized gain.

4. Donor paid inheritance tax.  Donee is not taxed under § 102(a) since it was a gift.  She should not be taxed for anything when she holds the money except for any investment income.

5. Only taxed upon earnings.  Not taxed upon what she could have earned. 

What Is Income and When Is It Income?

D. Non-cash Receipts in General

1. § 61 – Gross Income Defined – GI includes all income from whatever source derived including, but not limited to:

a) Compensation for services

b) GI derived from business
c) Gains derived from dealings in property
d) Interest
e) Rents
f) Royalties
g) Dividends
h) Alimony and separate maintenance payments

i) Annuities
j) Income from life insurance and endowment contracts

k) Pensions
l) Income from discharge of indebtedness
m) Distributive share or partnership GI

n) Income in respect of a decedent
o) Income from an interest in an estate or trust.

2. Handout 3: § 83 – Property Transferred in Connection with Performance of Services

a) 1000 shares as a signing bonus, would return if she does not complete 3 years of employment.  Worth $10/share at the time she started.

	Situation
	Year 0
	Year 3
	Sale Date
	Employer Consequences

	Paid $0, agreement to give back if quit, $11 at year 3, $30 at sale date
	Tax on $0
	Tax on $11
	Tax on $19
	Company gets deduction whenever taxpayer pays tax to prevent whipsaw effect.

	Paid $10, agreement to sell back at $10, $11 at year 3, $30 at sale date
	Tax on $0
	Tax on $0 (§ 83(b)(1))*
	Tax on $20
	Ditto

	Paid $5, agreement to sell back at $5, $11 at year 3, $30 at sale date
	Tax on $5
	Tax on $0
	Tax on $20
	Ditto

	Paid $5, agreement to sell back at FMV, $11 at year 3, $30 at sale date
	Tax on $5
	Tax on $0
	Tax on $20
	Ditto


* - Under § 83(b)(1), if taxpayer elects to pay immediately (“protective election”), it speeds up the tax payment and the taxpayer loses the right to take a deduction when she leaves.  However, it fixes the price and gain does not have to be paid until it is realized.

3. Case Law

a) Old Colony Trust Co. v. Commissioner of Internal Revenue (US 1929) p. 3 Supp. – OCT wants to pay CEO’s income tax directly to IRS.  Court says that this is the same as getting the cash directly, so it is taxable income.  This is now covered under § 102(c)(1).  When one person pays the debt of another, it is taxable income to the person receiving payment for the debt.  Compensation is only one type of income.  If OCT paid his State income tax, he would receive compensation, but get a write-off (it’s a wash).

Food and Lodging and Other Fringe Benefits

4. § 119 – Meals or Lodging Furnished for the Convenience of the Employer – Congress added this to codify Benaglia.  Employee, spouse, and dependents are excused from paying for meals and lodging under certain circumstances (located on business premises, lodging required for employee’s position).  “Furnish” means that the employer has to provide the meal, not $ for a meal or an option of $ for a meal.

5. § 117 – Qualified Scholarships – Gross income does not include scholarships at educational organization if used for tuition and related expenses.

6. § 132 – Certain Fringe Benefits – 

a) Flight attendant’s company allows employees and spouses to take a number of personal flights annually for a nominal charge.  ( This is not taxable under § 132(h)(2)(A) (only applies to no-additional-cost services (§ 132(a)(1)) and qualified employee discounts (§ 132(a)(2))).

b) President of company has a week-long business trip and takes corporate jet.  He files his spouse too for personal reasons.  ( § 132(a)(3) points towards § 132(d), which allows deductions for expenses that would be deductible under § 162.  § 162(a)(2) allows deductions for business trips.  Thus, P’s flight should not be included since it would be deductible anyway.  P’s spouse must pay tax on benefit because § 132(h) only applies to § 132(a)(1), (2).  See §§ 61-62 for cost.

c) B, an officer, receives financial planning services from C (only provided to officers).  ( Could be de minimis fringe.  Should look at § 132(a)(4), which points towards § 132(e)(1).

d) Questions 4-6 ( discounts to employees do not have to be included in income as long as the discount is less than the nominal profit margin.  If greater than nominal profit margin, only normal profit margin may be excluded.

e) Meals given to employees who work late.  ( Possibly only § 132(d), (e)(1) (if only occasionally).

f) Senior partner in a law firm that gives employees a $75/month parking privilege.  § 132(f)(5)(E) only disallows self-employed individuals (which the senior partner is not).  § 132(f)(2)(B) allows deduction for first $175/month.

g) Associate as above, but choice of $75 or parking.  ( § 132(f)(3) allows cash reimbursement.  § 132(f)(4) does not make parking or compensation taxable.

h) No cash option and only for lawyers.  ( Non-discrimination clause of § 132(j)(1) does not apply here, so it is still excludable.

7. Case Law

a) Benaglia v. Commissioner (BTA 1937) p. 55 – Hotel supplies a hotel room for the manager to live in.  Says that it is critical for the manager to live on premises to perform his job.  Dissent notes that he is away 5 months a year and manages another hotel at the same time.  Is it really so critical?  Court notes that there is a lack of choice over his living arrangements.  Don’t want to force employer/employee to make a bad business decision based on tax consequences.  How much to tax if it were taxed anyway?  Full value?  What is it worth to taxpayer?  This is not taxed for administrability reasons.  Employer did not list it as a business expense on its tax return.  No whipsaw effect.

b) Charley v. Commissioner (9th Cir. 1996) p. 66 – C charges customers for 1st class tickets, pays for coach, upgrades to 1st class, and pockets the rest.  Taxpayer is not going to get much sympathy here.  He is converting frequent flyer miles into cash.  Either taxable as compensation on conversion into cash.

c) Turner v. Commissioner (TCM 1954) p. 77 – Taxpayer wins a trip to Buenos Aires from a radio contest.  Trades 2 1st class tickets for 4 coach tickets to Rio.  Taxpayer thinks that the tickets were worth $520 to him.  IRS says tickets worth $2220.  Court says non-transferable, so not full value.  Sets price at $1400 (1/2 way between the two values).

Imputed Income and Related Policy Matters

8. Revenue Ruling 79-24 – Covers barter exchanges where people swap services instead of cash.  This is not imputed income because someone else is providing the service instead of the taxpayer providing it for himself.

9. § 7872 – Treatment of Loans with Below-Market Interest Rates – Seeks to prevent transfer from wealthy taxpayers to children.  Money would be given with pre-tax dollars if § 7872 did not exist.  Provision does not cover loans less than $10K (§ 7872(c)(2)).

a) Example – If taxpayer makes $30K loan to children, § 7872(a)(1)(A) covers transfer from parents to kid of interest foregone (tax-free as gift under § 102), and § 7872(a)(1)(B) covers retransfer from kid to parents of interest foregone (taxable to parents as interest).

E. Windfalls and Gifts

1. General Income Tax Treatment

a) § 74 – Prizes and Awards – Gross income includes prizes and awards.

(1) Exception – For achievement awards for which recipient did not have to act, does not have to perform substantial future services, and award is transferred to charity or governmental unit.

(2) Exception – Some employee achievement awards. 

b) § 102 – Gifts and Inheritances – GI does not include value of property acquired by gift, bequest, devise, or inheritance.

(1) Exception – GI includes income from property whether as part of the gift or the gift itself.

(2) Exception – GI includes transfers from employers to employees. 

c) § 274(b) – Disallowance of certain entertainment, etc., expenses (Gifts) – No deduction for gifts to the extent that such expense exceeds $25.  Gift is defined as § 102 gift.

2. Handout 5: Income Tax Consequences of Gift Transfers

a) Parents’ Basis = $1K, FMV (time of transfer) = $10K, Dividends Received = $150 in 1st year

b) Question 1: Income tax consequences for parents are none.  Making a gift is not a realization event.

c) Question 2: Income tax consequences for child are that the donee assumes the basis.

d) Question 3: Dividends are taxed at capital gains rates to the child.  No tax consequences to parents.

e) Question 4: Under § 102(b)(2), income from dividends given to the child is taxable to the child since gift is of income from property.

3. What Is a Gift?

	DONOR
	DONEE
	END RESULT

	Deduction
	Tax
	One Tax – upon the Donee

	No Deduction
	Tax
	Two Taxes – to both parties

	No Deduction
	No Tax
	One Tax – upon the Donor


a) Court looks to the intent of the donor.

b) May not want to impose a double tax since most gifts are within the family unit

c) Donor is often in the higher tax bracket and is usually better situated to absorb the burden of the tax since they are the ones that choose to donate

d) Gift of Appreciated Property 

(1) Making a gift does not trigger realization of gain.

(2) Basis is transferred to donee.

(3) Gain is ultimately taxed at capital gain rate to the donee at time of sale.  (opposite from above table) 

Case Law

e) Commissioner v. Glenshaw Glass Co. (US 1955) p. 90 – GGC in separate anti-trust action seeks damages.  Damages representing lost profits are taxed as income.  Focus is on the punitive damages.  GG says punitive damages are windfalls.  In 1955, that would not necessarily be taxed.  Now, no question.  The lost profits make the company whole.  Then, the punitive damages are applied.  Thus, it should be taxed.  Supreme Court limits Eisner v. Macomber to dividends and does not apply to damage awards.  Since punitive damages are deductible by company as business expenses, must be taxed to avoid whipsaw.

f) Commissioner v. Duberstein (US 1960) p. 95 – D receives Cadillac from Berman, Pres. of Mohawk.  M deducts the value of the car as a business expense.  Common law and gift tax does not apply to gift for income tax purposes.  Did B give car out of “detached and disinterested generosity?”  No, B was seeking to encourage D’s business.  There is also a whipsaw effect here.

g) Stanton v. United States (included in Duberstein decision) – Company gave parting gratuity to S.  Lower court is told to give more information.  Ultimately determined that the gratuity was a gift.  Now, § 102(c) prevents gifts from employers to employees from being deducted.

h) United States v. Harris (7th Cir. 1991) p. 105 – Court is trying to determine if H willfully failed to file her tax return.  H and her sister were being “kind” to elderly gentleman who subsequently died.  Since this is a criminal case, the court requires that the US show that H intended to evade taxes.  Lack of knowledge precludes criminal prosecution.  Donor’s intent is all that is required for civil cases.

F. Recoveries for Personal and Business Injuries

1. § 104 – Compensation for Injuries and Sickness (this covers personal contributions) – GI does not include

a) Workman’s compensation for personal injuries or sickness

b) Damages (non-punitive) received on account of personal physical injuries or sickness

c) Amounts received from accident or health insurance for personal injuries or sickness

d) Pension or annuity payments for personal injuries or sickness

e) See Special Cases 

2. § 105 – Amounts Received under Accident and Health Plans (this covers employer contributions)

a) GI includes amounts received from accident or health insurance to the extent they are attributable to contributions by employers or are paid by the employer.

b) Lots of Special Cases 

3. § 106 – Contributions by Employer to Accident and Health Plans

a) GI does not include employer-provided coverage under an accident or health plan

b) GI does not include amounts contributed by the employer to a medical savings account

4. Handout 6: Personal Injuries and Medical Expenses

a) § 106(a) allows employees to exclude health insurance payments by employers.  Employers may also deduct cost of payments as a business expense.  This is essentially a federal subsidy for health insurance.

b) § 105(a) says that it is taxable unless § 105(b) applies for medical care.  Thus, there is no tax payment required here.  If plans pay in excess of actual cost, then excess over cost is taxable.  Here, § 105(b) covers 75% of health insurance cost and § 104(a)(3) excludes the remainder as personally paid.

c) Congress is phasing out the self-employed health insurance non-exemption by 2003.  Trying to avoid a big hit in one year (§ 162(L)).

d) Tax code splits into § 104 and § 105 to make it obvious that companies may deduct and individuals may exclude.  In addition, the code limits the amount of gain to the amount required to make the individual whole (no super payments).  § 105(b) is tied to § 203 to only provide for actual expenses.  § 104 is not tied.

e) Damage to personal property is not covered under these sections of the code.  Compensatory damage is completely covered.  Lost wages would normally be considered income, but are not considered as such in this case.  Emotional distress is not a physical injury or sickness for the purposes of § 104 unless the damage award is less than medical expenses.  § 104(a)(2) says “physical” to close a loophole for damage recoveries in non-physical injury suits (e.g., employment discrimination).

f) Since no insurance coverage, $1500 deductible under § 213(a) (provides relief for extraordinary medical problems).  Why 7.5% of AGI before allowed to claim?  Want to make sure that the damages are severe and to encourage people to get insurance.  § 213 is at V.C.

g) If she pays $400/month in medical insurance premiums, and the insurance company pays the premiums as above, she can deduct $4800 (premiums under § 213(d)(1)(D)) and $600 (amounts paid by her for medical expenses under § 213(d)(1)(A)) = $5400 – $1500 (7.5% of AGI) = $3900 deductible.

5. § 104 is used for computation of settlements.  Insurance companies may use accrual accounting and pay P by putting award in a trust and paying principal and interest.  Company may deduct total amount in year 1. 

Loans and Discharge of Indebtedness

6. § 108 – Income from Discharge of Indebtedness

a) GI does not include discharge of indebtedness income if title 11, insolvent taxpayer, qualified farm indebtedness, or qualified real property business indebtedness.

b) Discharge of indebtedness is used to reduce Net Operating Loss, business credit, minimum tax credit, capital loss carryovers.  More rules in statute.

c) Focus on § 108(a)(1)(B) 

7. § 1017 – Discharge of Indebtedness – discusses adjustments to basis for discharge of indebtedness

8. Problems

a) $50K in savings is invested.  Takes out $25K for trip with stock as collateral, non-recourse.  No tax because still has to pay back to bank.

b) $25K in savings and $75K loan used to buy house.  House is mortgaged to secure the loan.  Same deal.

c) $10K in savings is invested.  Stock rises to $100K.  Loan is taken out for $50K with stock as collateral.  No taxation still makes sense.

d) Property with basis of $10K and uncertain FMV.  Takes out non-recourse loan for $50K with property as collateral.  Mortgagee believes property is only worth $40K.  No taxation makes less sense here, but only want to have one rule. 

9. Case Law

a) United States v. Kirby Lumber Co. (US 1931) p. 180 – $12M in bonds are issued by KL.  They are repurchased for $11.86M.  Difference is taxable says US.  KL says that they simply paid FMV.  Court says that they had an obligation to pay the full amount, so difference is income.  § 61(a)(12) makes this clear today.  “No shrinkage of assets, and the taxpayer made a clear gain.”

b) Bowers v. Kerbaugh-Empire Co. (cited in Kirby) – German marks have more advantageous exchange rate on repayment than on borrowing.  Transaction as a whole was a loss although exchange rate helped to minimize the loss.

c) Zarin v. Commissioner (3rd Cir. 1990) p. 184 – Gambler loses $3.4M and pays $500K to cancel debt.  IRS says $2.9M of income.  Court says that NJ law prevented Resorts from extending credit to Z.  Since debt was unenforceable, court cannot say that Z had income from an illegal debt.  If Z could have converted the chips into cash, it might be taxable, but that is not possible here.  Value of chips in this case were $500K as seen by transaction between Z and Resorts (contested liability).  Under § 108(d)(1), the debt is not indebtedness since Z was not liable for the debt and is not based on property.  Should not apply § 108(d) definition of indebtedness to § 61 definition of income since “indebtedness” is only defined for § 108.

G. Annual Accounting and Its Consequences and Related Timing Issues

1. Annual Accounting

a) § 172 – Net Operating Loss Deduction – Deductions can be carried back 2 years and carried forward 20 years.  The entire amount shall be carried to the earliest of the taxable years. 

b) Problems

(1) $30K loss in year 1, $30K gain in year 2.  Taxable?  NO, under § 172(b)(1)(A)(ii).

(2) The answer would not change if it were not limited to a single transaction in the preceding example.

(3) 1999 – earned $40K after deductions.  2000 – earned $60K, $80K business loss, $5K personal exemption, and $15K non-business deductions.  § 172(d)(3) does not allow the personal exemptions and § 172(d)(4) does not allow non-business deductions to the extent that they exceed non-business income.  Thus, only $20K in losses may be carried back.

(4) Net Operating Loss allocation

	Year
	1995
	1996
	1997
	1998
	1999
	2000

	Income
	$400
	$700
	($3000)
	$700
	$700
	$600

	Carryover
	$400
	$700
	$0
	$700
	$700
	$500


Have to carry back to earliest possible year first (§ 172(b)(2))

c) Case Law

(1) Burnet v. Samford & Brooks Co. (US 1931) p. 155 – S&B sustained net losses in previous years and received a lump sum payment later.  S&B did not file the gain in the year in which it was received because of the losses from before.  S&B received no value from the deductions and had a whopping tax bill in the last year.  Court says that under an annual accounting system S&B have to pay.  Annual accounting is RIGID.  Today, Net Operating Loss ameliorates this effect.

Claim of Right

d) § 1341 – Computation of Tax where Taxpayer Restores Substantial Amount Held under Claim of Right

(1) If included in GI for prior year because it appeared that TP had a right to item, deduction is allowable because TP did not have an unrestricted right to item, and item exceeds $3K, then tax imposed shall be lesser of tax for the taxable year with such deduction or tax for the taxable year without such deduction minus decrease in tax under this chapter resulting from the exclusion of the item.

(2) Special rules exist. 

e) Case Law

(1) North Am. Oil Consolidated v. Burnet (US 1931) p. 161 – NAOC is in receivership, and payment was made to receiver in 1916.  Dist. Ct. ruled in favor of NAOC in 1917, CCA in 1920, and SC dismissed in 1922.  NAOC must pay income for year 1917 because the first court decision gave NAOC the right to possess the income.  In 1916, they had no right to control assets.  If the trial court had put the $ in escrow, then NAOC would have had no right to control the money.

(2) United States v. Lewis (US 1951) p. 165 – In 1944, L received a $22K bonus.  In 1946, he repaid $11K of the bonus to the company.  He wanted to take the $11K off his 1944 return.  Court said that he had to take it off on his 1946 return because on an annual accounting basis.  Congress later instituted § 1341 to aid taxpayers.

2. Tax Benefit Rule

a) § 111 – Recovery of Tax Benefit Items

(1) § 111(a) – Exclusionary Tax Benefit – GI does not include income from the recovery during the year of any amount deducted in prior years to the extent such amount did not reduce the amount of tax imposed.

(2) § 111(b) – Inclusionary Tax Benefit – Amounts deducted for previous years will be imposed in the current year if there is a downward price adjustment.

b) Tax is imposed in current year.  Makes sense because TP gets time benefit of money for deduction taken previously.

c) Case Law

(1) Alice Phelan Sullivan Corp. v. United States (9th Cir. 1967) p. 10 Supp. – TP donated properties and took $1900 in deductions over two years.  Properties were returned to TP and were not reported in income in that year.  P paid $4500 in deficiency and then claimed refund of $2600.  § 111 does not state which year is to be used for tax computation.  Court determines that annual accounting overrides and that the tax levied was proper.

(2) Hillsboro Nat’l Bank v. Commissioner (US 1983) p. 170 – Bank took deduction for tax paid for corporate SHs.  Refunds were paid to the SHs, not the bank.  Bank is still liable for the repayment to the SHs because having a deduction on the books is fundamentally inconsistent with refunds.

3. Constructive Receipt and Related Doctrines 

a) § 451(a) – General Rule for Taxable Rule of Inclusion – GI shall include any item received in the taxable year.

(1) Example – If check is sitting on desk dated 12/31/00, but not cashed until 1/1/01, then taxed in 2000.

b) Case Law

(1) Amend v. Commissioner (TC 1949) p. 306 – A deferred payment for wheat until next year.  IRS says that A could have received payment in previous year.  Court says that contractual agreement to be paid in subsequent year is not constructive receipt since A had no right to get the money then.  If A had gotten a promissory note, same result.  If promissory note were a negotiable instrument, it is closer to money, but still not taxable.  If promissory note were used as collateral for a loan, still not taxable usually.

(2) Pulsifer v. Commissioner (TC 1975) p. 311 – Father enters sweepstakes on minor children’s behalf.  Children cannot get money until 21 or on application by guardian.  Court says that they receive income in the year that they win under the economic benefit theory.  The Court could not reach its decision under constructive receipt because Reg. 1.451-2(a), sent. 2 does not allow it.

Current Deduction of Future Expenses (Accrual Basis Taxpayers)

c) § 461(h) – General Rule for Taxable Year of Deduction (Certain Liabilities not Incurred before Economic Performance) – Accrual method TPs cannot deduct before payment liabilities that are uncertain or contested.  The all events test shall not be treated as met any earlier than when economic performance with respect to such item occurs.

(1) The all events test states that “a future obligation is not deductible unless (a) the fact of liability is firmly established and (b) the amount of liability can be determined with reasonable accuracy.”

(2) § 461(h) – incorporates the all events test with an additional test that “economic performance occurs as the property or services to which an obligation relates are provided.”

(3) Thus, a fixed and determinate obligation to pay an employee a definite amount for work that she will perform next year cannot be deducted this year. 

d) Reg. 1.446-1(c)(ii) – General Rules for Methods of Accounting (Accrual Method) – income is to be included in the taxable year in which all the events necessary to fix the right to receive income have occurred and the amount of the income can be determined with reasonable accuracy.  A liability is incurred in the year in which all the events have occurred that established 1) the fact of the liability, 2) the amount of the liability (with reasonable accuracy), and 3) economic performance has occurred with respect to the liability.

4. Deferred Income

a)  § 408 – Individual Retirement Accounts

(1) Individual cannot contribute more than $2K per year except for rollover contributions.

b) § 408A – Roth IRAs

c) § 219 – Retirement Savings

d) Case Law

(1) United States v. Drescher (2d Cir. 1950) p. 313 – D received two annuities from his employer for $5000 each which were payable much later.  Court held that they were taxable as constructive receipt although D did not have access to the money.  Companies cannot defer payment until later taxable years by this.  Court says the value of the annuities may be less than the $5K put in by company.

(2) Minor v. United States (9th Cir. 1985) p. 323 – Deferred compensation under medical plan does not constitute constructive receipt.  There may be an economic benefit in the form of promised future payments to the doctor, but it is not there if the employee’s interest is unsecured.  M risks forfeiting payments from the plan if he does not abide by rules after retirement as well.  No benefit.

(3) Al-Hakim v. Commissioner (TCM 1987) p. 330 – AH receives $112,500 loan in year 1 and deducts $11,250 each year for 10 years as repayment of loan.  Court upholds the arrangement.  If Bostock had gone bankrupt, AH would not have had to repay the loan amount, so not secured.

Stock Options and Other Employee Compensation

	
	Option Granted
	Exercised
	Sale

	FMV of Stock
	$20
	$25
	$35

	Option Price
	$8
	$8
	$8

	Spread
	$12
	$17
	$27

	FMV Option (assumed)
	$12
	-
	-


	
	Full Deferral (ISO)
	LoBue
	§ 83

	Tax at GRANT
	$0
	$0
	$12

	Tax at EXERCISE
	$0
	$17
	$0

	Tax at SALE
	$27
	$10
	$15


e) Full Deferral – in the case of Incentive Stock Options

f) LoBue – when there is risk of forfeiture or non-transferability under § 83(a) or no readily ascertainable value.

g) §83 – no risk of forfeiture, transferable, and ascertainable value OR elected under § 83(b).

h) § 422 – Incentive Stock Options

(1) To get ISO treatment, the employee must retain control of the stock for 2 years after grant and 1 year after exercise, the option price must be no less than FMV at the time of issue, must be issued pursuant to a plan approved by stockholders, and is limited to $100K in stock at the time of grant.

i) § 83 – Property Transferred in Connection with Performance of Services – If property is transferred to any person other than the performer of services, the excess of FMV of such property at the first time the rights of the person having the beneficial interest are transferable or not subject to risk of forfeiture over the amount paid for such property shall be included in the GI of the performer in the taxable year that the rights are transferable or not subject to risk of forfeiture.  

j) Case Law 

(1) Commissioner of Internal Revenue v. LoBue (US 1956) p. 15 Supp. – When participating in an arm’s length transaction, a bargain purchase is not taxed.  When not at arm’s length, a bargain purchase is taxed as compensation amounting to the difference between purchase price and actual price since an employer can deduct that amount.  Here, L received stock options with an actual cost of $1700 and a FMV of $9930.  Gain should be recognized at the time that the options were exercised.  Exercise taxed at ordinary income rates.  Sale is taxed at capital gains rates.  Court looks at the option as forfeitable since L has to remain an employee for 3 years.

5. Cash v. Accrual Accounting

a) § 446 – General Rule for Methods of Accounting – In general should be same as bookkeeping method.

(1) If bookkeeping does not record income or no general method of accounting, Secretary may determine.

(2) Permissible methods include cash receipts, accrual, or combination. 

b) Case Law 

(1) Georgia School-Book Depository v. Commissioner (TC 1943) p. 385 – Schoolbooks paid for by beer fund.  GA does not keep up on payments.  TP has performed services, but has not been paid.  TP is accrual method payer.  Court says that GA will pay eventually and services performed define time.

(2) American Automobile Ass’n v. United States (US 1961) p. 389 – Insurance payments must be counted in the year in which they are received regardless of the way that AAA keeps its books.

Recovery of Capital, Compensation for Losses, and Related Issues

H. The Recovery of Capital Idea

1. Introduction

a) Recovery of capital is not taxable.  Only the gain from invested capital is taxed.

b) If 100 shares are bought for $700 and later 40 are sold for $400, the gain is $120 on the shares, and that is all that is taxed (homogeneous).

c) If land is bought, determination must be made as to whether the land that was bought initially is homogeneous. 

2. Allocation of Basis/Partial Sale of Property

a) Handout 9: Allocation of Basis – Sale of Stock

(1) Buy 100 shares for $1000.  Sell 50 shares for $700.  Under Reg. § 1.61-6(a), the gain is $200.

(2) If buy 50 shares for $250, later buy 50 shares for $750, and later sell 50 shares for $700, then under Reg. § 1.1012-1(c) the gain is $450 unless the shares are identified as the second lot in which case the gain is ($50).

b) Case Law

(1) Inaja Land Co. v. Commissioner (TC 1947) p. 132 – ILC paid $61K for 1236 acres of land and water rights.  Los Angeles diverted water across the property and increased the flow across the land causing erosion and the like.  LA paid ILC $49K to release and forever discharge the city from any liability for the diversion.  ILC says the payment is an easement on the land.  IRS says that it is a sale.  It would be hard to define whether ILC has a gain or a loss.  Court said that there are no tax consequences now and that the basis will be lowered to $12K.  This is an open transaction ( either 1) basis cannot be equitably apportioned, or 2) sale price depends on future royalty payments.  Here, under 1), TP gets basis adjustment first.  If LA had paid $66K, ILC would pay tax on $5K and have a basis of $0.

I. Life Insurance, Annuities, and Pensions

1. § 101(a) – Certain Death Benefits (Proceeds of Life Insurance Contracts Payable by Reason of Death)

a) GI does not include amounts received under a life insurance contract if such amounts are paid because of the death of the insured.

b) If a life insurance contract is transferred for valuable consideration the amount excluded from GI shall not exceed an amount equal to the sum of the value of such consideration and the premium and other payments made by the transferee UNLESS one of two circumstances.

2. Insurance is an odd area that has been changed because of lobbying by the insurance companies.

3. Congress takes an aggregate view where some insurees make their money back and some don’t.  None are taxed, though.

4. § 72 – Annuities; Certain Proceeds of Endowment and Life Insurance Contracts

a) Basis is given when an annuity is purchased.

b) For annuities, exclusion ration is applied to cut down annuity’s basis.

c) GI does not include the part of any payment received that bears the same ratio to such amount as the investment in the contract bears to the expected rate of return.

d) The amount removed from taxation cannot exceed the amount of basis remaining prior to receipt of the payment. 

Recovery of Loss

5. § 1033 – Involuntary Conversion

a) If property is compulsorily or involuntarily converted into similar property, no gain shall be recognized.

b) If property is compulsorily or involuntarily converted into money or dissimilar property, the gain shall be recognized unless the TP uses the received money or property to purchase similar property within 2 years (gain is still recognized to the extent that the money or dissimilar property exceeds the cost of the similar property).

c) Basis in similar property is the same as the basis in the involuntarily converted property decreased by the amount of money received and not expended and increased in the amount of gain to the taxpayer recognized upon such conversion.

d) Basis in dissimilar property or money used to purchase similar property shall be the cost of such property decreased by the gain not recognized. 

6. HYPO – if an earthquake flattens a house and no recovery is made, only the basis and not the FMV is recoverable.  FMV – basis is unrealized appreciation.

7. § 165 – Losses 

a) Any loss sustained and not covered by insurance shall be allowed as a deduction.

b) The basis shall be the adjusted basis from § 1011.

c) Losses for individuals shall be limited to business losses, transactions entered into for profit, losses of property from fire, storm, shipwreck, or other casualty or theft.

d) Wagering losses shall only be allowed to the extent of wagering gains.

e) Theft losses are deductible in year in which the loss is discovered.

f) Capital losses are based on §§ 1211, 1212.

g) Any casualty or theft loss shall only be allowed to the extent that the amount of the loss from each casualty exceeds $100.  In addition, if the sum of the casualty losses exceeds the casualty gains, the losses shall be allowed only to the extent of the personal casualty gains plus so much of the excess as exceeds 10% of AGI.

8. Case Law

a) Clark v. Commissioner (BTA 1939) p. 149 – Tax advisor mistake costs Clark $20K.  Mistake cannot be corrected by an amended return.  Advisor pays C $20K.  IRS states that this should be looked at under Old Colony Trust or as a settlement out of court.  Court views this as a personal injury case under § 104 and allows C to recover for his loss since his initial loss could not be taken as a deduction in the first year. 

J. Gains and Losses from Investment in Property: The Concept of Realization

1. § 305(a) – Distribution of Stock and Stock Rights

a) GI does not include a distribution of corporation’s stock to its SHs by said corporation.

b) GI includes amount of distribution if: 

(1) the distribution is payable either in stock or in cash;

(2) the distribution increases property of some SHs and increases the proportionate interests of other SHs in the earnings and profits;

(3) some common SHs receive preferred stock and others receive common stock;

(4) The distribution is for convertible preferred stock. 

2. § 1001 – Determination of Amount of and Recognition of Gain or Loss

a) Gain = excess of amount realized over the adjusted basis.

b) Loss = excess of the adjusted basis over the amount realized.

c) Amount realized = money received + FMV of property received. 

3. Case Law

a) Eisner v. Macomber (US 1920) p. 236 – Congress has codified the result of Macomber into § 305(a).  When a stock dividend is given by a corporation, no increase in the SH’s stock value.  The value is simply distributed over more shares.  Thus, no realization event and not tax.

b) Cottage Savings Ass’n v. Commissioner (US 1991) p. 261 – Interest rate fluctuation causes bank loans to be worth much less than before.  Banks would like to recognize losses without having them show up on their financial sheets (would cause bank to shut down because of banking regulations).  Regulators say don’t report losses on financial accounting sheets when transferring loans between banks.  Here, CSA swapped 90% interest in loan with other banks.  Court says that CSA did not “sell” property.  Did they “dispose of” property?  Property is disposed only if property is materially similar.  Court says there is a material difference = legally distinct entitlements.  Seems like a ludicrous distinction here, but court didn’t want to see banking industry fail.  IRS put out Reg. § 1.1001-3 during case.  If they had done so before case, court would use it to decide case.

Current Expenses vs. Capital Expenditures in Connection with a Trade or Business

4. Current v. Capital Expenses

a) § 162 – Trade or Business Expenses – Deduction for ordinary and necessary business expenses including salaries and other compensation, traveling expenses, rentals for the use of property.  Gifts are not deductible.

b) § 263 – Capital Expenditures

(1) No deduction allowed for permanent improvements made to increase the value of any property or for restoring property.

(2) Exceptions – development of mines under § 616, research and experimental expenditures under § 174, soil and water conservation expenditures under § 175, farm expenses under § 180, and § 179.

c) § 263A – Capitalization and Inclusion in Inventory Costs of Certain Expenses

(1) Congress extends Encyclopaedia Britannica to all in-house and out-of-house production.

(2) Required to keep track of inventory costs separately.

(3) Required to capitalize all other direct and share of the indirect costs associated with a particular project.

(4) This provision applies to all real or tangible personal property produced by the TP and any stock in trade, inventory, or property held primarily for sale unless the average annual gross receipts of the TP for the last 3 years are less than $10M.

(5) Exceptions are the same as those in § 263.

(6) § 263A(h) – Julia Child provision – allows her to get paprika in Morocco and the like.

d) Case Law

(1) Encyclopaedia Britannica v. Commissioner (7th Cir 1982) p. 557 – EB wants to take a full deduction now.  IRA wants EB to amortize.  EB says it is administratively difficult to deduct expenses over 10 years for a single project that was performed by outside sources.  Court says there is a distinct asset and a distinct cost.  If the book had been created in-house, it would have fallen under “ordinary and necessary.”  Line has to be drawn somewhere.  Congress responds in § 263A.  Have to track non-exempt projects separately now.

(2) Revenue Ruling 85-82 (1985) p. 559 – Reg. § 1.162-12(a) says that a farmer may deduct from GI all amounts expended in the carrying on of his farming business including tools, feed, and other costs of raising livestock.  In this case, the farmer bought the land while the crops were growing already.  The farmer is not allowed to deduct the cost of the growing crops, but may include the cost in determining the net gain/loss for the next year when the crops are sold.  Seller of the farm can take a deduction for the seed in the first year.  Buyer of the farm can take a deduction when the crops are sold.

(3) Indopco, Inc. v. Commissioner of Internal Revenue (US 1992) p. 21 Supp. – INDOPCO wants to deduct the expenses surrounding a merger.  There are clear and distinct expenses for investment bankers, lawyers, etc.  In Lincoln Savings, TP created an asset and the expense was capitalized.  INDOPCO says there is no discrete asset here.  Court says that the asset here is not tangible, but is an asset nonetheless.  Test is for the realization of benefits after the current year.  Effect of the ruling is to attach costs to a business until the business is SOLD!!!

e) After Indopco, IRS put out rulings to let TPs know that they would not go after everything.  Advertising and environmental clean-up costs were exempted (for example).  In-house salary expenses during M&A are exempted as long as the salaries were the same during the M&A period as they were before.

f) It is easier to make a claim for deduction of business expenses under § 162 during a hostile takeover since it is ordinary to protect one’s business from outsiders.  Clearly, it is necessary as well. 

5. Repair and Maintenance Expenses

a) § 162 vs. § 263 – § 162 gives immediate deduction.  § 263 allows for amortization of expenses.  § 1001 requires waiting until the asset is sold.

b) Case Law

(1) Midland Empire Packing Co. v. Commissioner (TC 1950) p. 563 – Significant expense to oil-proof a company’s basement because of a new neighbor.  Deductible under § 162 because trying to repair back to original condition.  Although the property will be worth more with a sealed basement, it will not increase in value from where it was before the neighbor moved in.  If the property were bought when it was sick and then improved by new owner, it makes sense to capitalize the improvement.  Even if the owner contaminates the property, he can take the deduction for repairing it.

(2) Revenue Ruling 94-38 (1994) p. 568 – Land is contaminated by property owner’s acts.  Remediation of land is returning it to its original state.  Groundwater treatment facilities are capital assets.

(3) Norwest Corp. & Subsidiaries v. Commissioner (TC 1997) p. 571 – Asbestos removal only took place because of the renovations.  When the expense takes place as part of an overall renovation plan, the whole renovation is capitalized.  If the work were done separately, only the renovation would be capitalized, not the asbestos removal.  Private Ruling shows that IRS does not agree that doing it separately makes a difference.

6. The Idea of Depreciation

a) § 167 – Depreciation

(1) Depreciation deduction is allowed for wear and tear or exhaustion of property held for business purposes or for the production of income.

(2) Basis is the adjusted basis from § 1011.  See statue for other notes. 

b) § 168 – Accelerated Cost Recovery System – See statute for notes.

c) § 179 – Election to Expense Certain Depreciation Business Assets – Not really discussed in class.

K. The “Sale or Exchange” Formula and the Concept of Basis

1. § 1001 – Determination of Amount of And Recognition of Gain or Loss – see above at III.D.2
2. § 1011 – Adjusted Basis for Determining Gain or Loss

a) Adjusted basis is the basis determined under § 1012 or other sections adjusted as provided in § 1016.

b) If a deduction is allowed for a charitable contribution under § 170 by reason of a bargain sale, the adjusted basis for determining the gain is the portion of the adjusted basis which bears the same ratio to the adjusted basis as the amount realized bears to the FMV of the property.

3. § 1012 – Basis of Property (Cost) – Basis of property shall be the cost of the property.  The cost shall not include property taxes.

4. § 1016 – Adjustments to Basis

a) Long list including:

(1) Capital expenditures (not including taxes) for which deductions have been taken.

(2) Wear, tear, amortization, etc. to the extent of deductions resulting in a reduction of the TP’s taxes.

(3) Bonds as described in § 171.

(4) Residence where there is non-recognition of gain under sale, exchange, or involuntary conversion under § 1034(e).

(5) Deduction for sale of land with unharvested crops.

(6) Deduction for deferred expenses relating to research and experimental expenditures resulting in a reduction in a TP’s taxes. 

5. Handout 11: Exchanges and the Concept of “Tax Cost” Basis

a) If L is paid $500 in cash and $10K in stock, what is the basis in the stock?  Answer: $10K.

b) If XYZ is paid $50K in stock for settlement, basis of stock for ABC is $50K.  Although the release from suit cannot be valued in a vacuum, it assumes the value that was paid for it. 

6. Case Law

a) Philadelphia Park Amusement Co. v. United States (Ct. Clm. 1954) p. 28 Supp. – Basis is determined under § 1012.  PPA wants to take a loss under § 165(b) for the difference between the FMV of the franchise and the basis for the bridge.  Court and § 1012 (now) say that the basis = the FMV of what is received.  Here, the court could not determine the FMV of the property received, so it used the FMV of the property given (2nd best method).  This should be relatively accurate in an arm’s length transaction.

7. Handout 13: The Sale or Exchange Formula and the Concept of Basis

Truck was purchased for $5200; $800 invested into truck to fix it up; $200/month for gas and oil.  Truck is used for bakery business.

a) Joe can take deductions for truck because it is used for business purposes.  If it were used for personal purposes, it would not be deductible under § 262(a).

b) Joe’s original basis in the truck is $6000 under § 1012 (for $5200) and § 1011 ( § 1016(a)(1) (for $800).

c) Useful life = 10 years.  Under straight-line method, Joe can deduct $600 in the first year (and every other year).

d) Basis after 3 years would be $4200.

e) If Joe sells truck for $6000 + stock worth $1000, Joe pays tax on $1800 and has basis of $1000 in stock under § 1001(b) and § 1012.

f) Under ACRS method from § 168, year 1 recovery is $2400, year 2 = $1440, year 3 = $864 (all under § 168(b)(1)(A)).  Year 4 = $648 and year 5 = $648 under § 168(b)(1)(B).  This computation ignores § 168(d)(1) (half-year convention).

g) Using the half-year convention, the numbers are $1200, $1920, $1152, $691.20, $691.20, $345.60. 

Special Issues in Connection with Sales or Exchanges of Property

L. Transfer of Unrealized Gain through Gift or Inheritance

1. § 1014 – Basis of Property Acquired from a Decedent

a) The basis of property acquired from a decedent shall be the FMV of the property at the date of the decedent’s death.

b) The property under this section includes property acquired by bequest, devise, or inheritance, property transferred by the decedent during his lifetime in trust with the right to revoke the trust reserved to the decedent during his lifetime, property passing without consideration by will, surviving spouse’s ½ share of community property.

c) If decedent dies after 12/31/81, if appreciated property was acquired by the decedent by gift during the 1-year period ending on the death date of the decedent and property is acquired from the decedent by the donor of the property, the basis in the hands of the donor is the adjusted basis of such property in the hands of the decedent immediately before death. 

2. § 1015 – Basis of Property Acquired by Gifts and Transfers in Trust

a) Gift after 12/31/20 – Basis shall be the same as it would be in the hands of the donor except that if such basis is greater than FMV at the time of the gift, for determining loss the basis shall be FMV.

b) Transfer in Trust after 12/31/20 – Basis is the same as it would be in the hands of the grantor adjusted by the gain or loss recognized by the grantor on such transfer.

c) Before 1/1/21 – Basis is FMV of such property at the time of such acquisition.

d) Gift after 9/1/58 – Basis as in a) increased by the amount of gift tax.

3. § 1041 – Transfers of Property between Spouses or Incident to Divorce 

4. Examples

a) Parent’s cost basis $2K, FMV @ gift $1K, FMV @ resale $2.5K.  Under § 1015(a), gain of $500.

b) Basis $2K, Gift $1K, Resale $500.  Under § 1015(a), loss of $500.

c) Basis $2K, Gift $1K, Resale $1.5K.  Under Reg. 1.1015-1(a)(2), gain is $0. 

5. Case Law

a) Taft v. Bowers (US 1929) p. 119 – TP says should only charge for gain while in possession of stock.  Court says have to tax total appreciation or else it would never be taxed.  Gift is not a taxable event.  Basis is passed on to donee.

b) Irwin v. Gavit (US 1925) p. 128 – Donor put $100K in trust for granddaughter and son gets interest.  After 15 years, granddaughter gets $100K.  Court ruled that under § 102(b)(2) gift of interest is taxed to the son.

M. Receipt of Property Subject to Debt

1. § 1011(b) – If a deduction is allowed for a charitable contribution under § 170 by reason of a bargain sale, the adjusted basis for determining the gain is the portion of the adjusted basis which bears the same ratio to the adjusted basis as the amount realized bears to the FMV of the property.

2. Case Law

a) Diedrich v. Commissioner (US 1982) p. 194 – Lots of stock is gifted to children.  Donor’s basis in stock is $51K; donee’s paid gift tax to donor of $63K.  Court views this as a sale of stock with a gain of $12K for the parents.  Basis for the kids is $114K under § 1015(d)(1) and Reg. § 1.1015-4(a).  No loss is sustained on a part sale/part gift if the amount received by the donor is less than the donor’s basis under Reg. § 1.1001-1(e).

N. Sales or Exchanges of Encumbered Property

1. Tax Shelter – See IX.

2. Case Law

a) Crane v. Commissioner (US 1947) p. 201 – FMV(death) = $250K, mortgage = $250K.  C rents property for 7 years and takes depreciation of $30K.  Buyer pays $2500 for building and mortgage.  C says gain is $2500.  Under § 1014, adjusted basis is $220K because of the $30K in depreciation under § 1016(a)(2).  Although the mortgage is non-recourse, she could not have taken the depreciation without the mortgage.  Thus, she is taxed on $32,500.  If she had walked away, it would have been a deemed sale to the bank in the amount of the mortgage remaining, so she would still have been taxed.

b) Commissioner v. Tufts (US 1983) p. 211 – LP buys commercial property in TX for tax shelter.  FMV = $1.4M, mortgage = $1.85M, depreciation = $.4M, adjusted basis = $1.45M (§ 1016).  T says $50K loss (FMV – adj. basis).  IRS says $400K gain (mortgage – adj. basis).  Court reads FN 37 in Crane dicta to treat non-recourse mortgage as a true loan.  Court agrees with IRS.

c) Woodsam Assocs., Inc. v. Commissioner (2d Cir. 1952) p. 256 – WA took out additional mortgage above the amount of the property.  WA argues that all of mortgage should be included in basis.  2nd mortgages are really loans, not part of cost of property.  Court says that only borrowing that is part of the cost of the property may be included in basis.

Exceptions to the § 1001 Rules

3. The Installment Method

a) § 453 – Installment Method

(1) Income from an installment sale shall be taken into account under the installment method, but shall not apply for an accrual method taxpayer.

(2) An installment sale is a disposition of property in which at least 1 payment is be received after the close of the taxable year not including any dealer distribution or a distribution of inventory.

(3) The installment method means a method where the income recognized for any year is the proportion of the payments received in that year which the gross profit bears to the contract price.

(4) Can elect not to use the installment method.

(5) If can’t determine the value of the asset, the installment method is performed over 15 years.

(6) Related persons cannot be buyers under the installment method. 

b) Example – Asset has FMV of $300K and basis of $100K.  Buyer gives 5-year note for $300K.

	Year
	Payment
	Taxable Profit
	Tax Free Basis Recovery

	1
	$30K
	$20K
	$10K

	2
	$60K
	$40K
	$20K

	3
	$30K
	$20K
	$10K

	4
	$60K
	$40K
	$20K

	5
	$120K
	$80K
	$40K

	
	$300K
	$200K
	$100K


4.  Express Nonrecognition Provisions

a) § 121 – Exclusion of Gain from Sale of Personal Residence

(1) GI shall not include gain from the sale or exchange of property that has been “owned and used” as the principal residence of TP (aggregate 2 years of 5-year period).

(2) Excluded gain shall not exceed $250K ($500K for joint return if own by one, use by both, and eligible).

(3) It only applies to one sale or exchange every 2 years.

(4) If time requirements are not met, dollar limitation shall be equal to amount that bears the same ratio to such limitation as the shorter of the aggregate periods or the date after the most recent sale to 2 years.

(5) If ownership or use requirements are not met, only allowed deduction for change in place of employment, health, or unforeseen circumstances.

b) § 1031 – Exchange of Property Held for Productive Use or Investment

(1) No gain or loss shall be recognized in property held for productive use in trade or business or for investment if such property is exchanged solely for like-kind property.

(2) Does not apply to stock in trade or property held primarily for sale, stocks, bonds, or notes, securities or evidence of indebtedness, partnership interests, certificates of trust or beneficial interests.

(3) If gain would be within § 1031 except that other property or money is exchanged as well as like-kind property, the gain, if any, to the recipient shall be recognized, but not in excess of the sum of such money and the FMV of such property.

(4) If gain would be within § 1031 except that other property or money is exchanged as well as like-kind property, no loss from such an exchange shall be recognized.

(5) Basis shall be the same as that of the property exchanged decreased by the amount of money received and increased by the amount of gain or decreased by the amount of loss on such exchange.

(6) Lots of special rules. 

c) § 1033 – Involuntary Conversions – See III.C.1.

d) Reg. 1.1031(a)-1 – Definition of “Like-kind” – Refers to the nature and character of the property and not to its grade or quality.

Handout 14: Express Nonrecognition Rules

(1) TP owns X Farm with basis = $10K and FMV = $100K.  TP exchanges it for Y Farm with FMV = $70K and $30K cash.

(a) TP’s realized gain = $90K (§ 1001).

(b) Recognized gain = $30K in cash (§ 1031(b)).

(c) If TP sells Y Farm for $70K, will pay tax on $60K since basis in Y Farm = $10K (10K orig. basis - 30K cash + 30K gain).  § 1031(d)
(d) Tractors instead of money does not change outcome since property and money are treated the same under § 1031(b).  TP would have a $30K basis in the tractors.

(e) If basis in X Farm were $80K, realized gain = $20K, recognized gain = $20K, tax consequences = $0K since basis in Y Farm = $80K - $30K + $20K = $70K. 

(2) TP owns X Farm with basis = $80K and FMV = $60K.  TP exchanges it for Y Farm with FMV = $60K.

(a) Realized loss = $20K (§ 1001).

(b) Recognized loss = $0 (§ 1031(a)).

(c) If TP sold X Farm and then bought Y Farm, TP would recognize the $20K in loss.  If TP sells X farm for $60K and immediately leases it back for 50 years, Jordan Marsh says $20K loss is recognized, but Reg. 1.1031(a)-1(c) says no recognized loss.

(d) Back to original facts, TP will recognize $20K in loss on sale of Y Farm.

(e) If exchange were for FMV = $40K and $20K cash, no recognized loss under § 1031(c) and basis in Y Farm = $80K - $20K + $0 = $60K, so would recognize $20K in loss on sale of Y Farm. 

e) § 7701(a)(42) – Substituted basis property includes transferred basis property and exchanged basis property.

f) § 7701(a)(43) – Transferred basis property looks to the donor for basis (§ 1015).

g) § 7701(a)(44) – Exchanged basis property looks to the property for its basis (§ 1031).

h) Case Law

(1) Jordan Marsh Co. v. Commissioner (2d Cir. 1959) p. 276 – Basis of $4.8M in property.  FMV of $2.3 M.  JM sells property to 3rd party for $2.3M and signs a 30-year lease.  JM wants to recognize a $2.5M loss.  Court felt that since JM got FMV for sale and paid FMV for rent that two arm’s length transactions took place.  True shift in title and risk of loss was passed.  Does not come under § 1031.  Since JM does not own the property, this is not a sham sale, and JM is allowed to recognize the loss.

Personal Deductions

O. Introduction

1. Are we granting the deduction for a refined version of net income?

2. Personal deductions are subsidies to encourage behavior or reflect sympathy for the TP.

3. § 262 – Personal, Living, and Family Expenses – No deduction shall be allowed for personal, family, or living expenses.

4. Policy behind § 262 includes encourage savings, lack of things to tax in the alternative, narrowly construe statutory rules, don’t tax what you get from the expenditures from personal expenditures (happiness), so no reciprocal taxation/deduction.

P. Casualty Losses

1. § 165(c)(3) – Deduction for losses not covered by insurance shall be limited to … losses of property not connected with a trade or business or a transaction entered into for profit, if such losses arise from fire, storm, shipwreck, or other casualty, or from theft.

2. Statute imposes heavy burden (10% of AGI) because it seeks to avoid a legislative burden and encourage TPs to get insurance.  Similar to medical expenses under § 213.

3. Case Law

a) Dyer v. Commissioner (TC 1987) p. 411 – epileptic cat case.  What does “other casualty” mean?  A psycho cat is not the same thing as a fire, storm, etc.

Q. Medical Expenses

1. § 213 – Medical, Dental, etc., Expenses

a) Deduction allowed for medical care not compensated by insurance to the extent that such expenses exceed 7.5% of AGI.

b) For drugs, only prescription drugs or insulin may be included in the deductible amount.

c) Large definitional section. 

2. The difference between § 213 and § 165 is that all people have medical expenses and only a few have casualty losses.  § 213 creates a huge burden on uninsured individuals and a large horizontal inequity.  People in highest tax bracket receive greatest tax benefit from every dollar deducted for medical care or other benefits.

3. Case Law

a) Taylor v. Commissioner (TCM 1987) p. 416 – Doctor told T not to mow lawn.  Court did not buy the TP’s argument and did not allow the deduction for paying for lawn service.

b) Ochs v. Commissioner (2d Cir 1952) p. 417 – Doctor recommended moving kids to boarding school to relieve stress for wife who was recovering from illness.  Court did not allow this either.  Dissent notes that if wife was moved into special care it would be deductible.  Also says that court should not be the arbiter of new medical methods.

4. If the change increases value in some way, deduction will not include gain in that amount.  An elevator in a non-ambulatory person’s house would likely be allowed.

Charitable Contributions

5. § 170 – Charitable, etc., Contributions and Gifts

a) Deduction is allowed for any charitable contribution made within the taxable year.

b) For a corporation reporting on an accrual basis, if the board of directors authorizes a charitable contribution within a taxable year and the contribution is made within 2.5 months after the close of the taxable year, the TP may elect to take the deduction in the taxable year.

c) Individuals may take deductions for up to 50% of AGI not including net operating loss carryback.

d) Corporations may take deductions for up to 10% of income without regard to net operating loss or capital loss carryback.

e) Charitable organizations include those in § 501(c)(3).

f) Lots of special rules.

g) § 170(e) – charitable contribution amount is reduced by the sum of A) non-long term capital gain property and B) if property is not for normal use of charitable organization, all gain is removed from deduction.

h) § 170(l) – allowed to deduct 80% of amount donated if donation made to university for holding place for tickets for an athletic event. 

6. § 501(c)(3) – Exemption from Tax on Corporations, Certain Trusts, etc. – List of corporations that are exempt from federal taxation include community chest, fund, or foundation organized and operated exclusively for religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster amateur sports competition, or to prevent cruelty to children or animals as long as benefit does not accrue to a shareholder and they do not attempt to influence legislation or get involved in political campaigns.

7. If a donor receives a gift in return for a donation, the deduction allowed is the difference between the donation and the value of the gift.

8. Case Law

a) Ottawa Silica Co. v. United States (Fed Cir 1983) p. 426 – OSC donated land for a school, but received great benefit for their retained land by making the donation.  Court says that if benefits are substantial (greater than those that inure to the general public – company officials could send children to public school as well), the transferor has received sufficient value to remove the transaction from the realm of deductibility.  This seems to be an all or nothing test, at least for businesses.

b) Duval v. Commissioner (TCM 1994) p. 450 Note 1(b) – Court does not use a “substantial benefit” test.  Court looks at the primary intent or purpose of the gift.  D stated a desire to give something back.  Court found that “the gift was not a condition precedent to the county’s approval of D’s rezoning request.”  The court used “an objective inquiry into the nature of the transaction to determine whether what is labeled a gift is in substance a gift.”

c) Bob Jones Univ. v. United States (US 1983) p. 436 – Case deals with public policy.  Issue is whether organizations that discriminate are eligible for tax-exempt status.  § 170(c) does not directly cross-reference § 501(c)(3).  Court says that the sections implicitly cross-reference each other, though, since the language is the same.  Court denies BJU tax-exempt status because of its discriminatory nature.  Prior to 1970, the court would not interpret it this way.

R. Interest and Taxes

1. § 163 – Interest

a) Deduction on all interest paid or accrued within the taxable year on indebtedness.

b) If personal property or educational services are purchased under an installment contract in which the interest charge cannot be ascertained, the payments made during the taxable year shall be treated as if they included interest equal to 6% of the average unpaid balance.

c) The amount allowed as a deduction shall not exceed the net investment income of the TP for the year.

d) Investment interest does not include qualified residence interest.

e) No deduction shall be allowed for personal interest paid or accrued during the taxable year.  Personal interest does not include interest paid or accrued on indebtedness allocable to a trade or business, investment interest, or qualified residence interest. 

2. § 164 – Taxes

a) Deduction is allowed for taxes paid or accrued during the taxable year for state and local, and foreign, real property taxes, state and local personal property taxes, and state and local, and foreign, income war profits, and excess profits taxes.  State, local, and foreign business taxes are also deductible unless the tax is treated as part of the cost of acquired property or reduced the amount realized of disposed property.

b) Special rules for selling property during the year and working with corporations. 

Splitting of Income – To Whom Is There Income?

S. Shifting of Income

1. Income that a taxpayer should normally pay tax on, but which has been shifted to someone else.

2. The major reason for doing this would be to enter a lower tax bracket.

3. Other reasons are for administrative ease of computing taxes, avoidance of phase-out of deductions, and for income that is not taxed because of exemptions (two [or more] starts at the bottom of the tax schedule). 

T. Personal Service Income

1. Case Law

a) Lucas v. Earl (US 1930) p. 660 – No joint filing at this time, so this case is out of date, but a similar transfer could occur with a non-spouse.  E had a private contract with his wife to equally share all income.  This is legally effective for property law purposes.  E had control over property and voluntarily chose to assign the property to his wife (he could later rescind this).  “Fruit cannot be attributed to a different tree than that on which it grew.”  Court is heavily influenced to put compensation income in the earner’s column.  Court ruled for IRS.

b) Poe v. Seaborn (US 1930) p. 663 – No joint filing at this time, so this case is out of date, but a similar transfer could occur with a non-spouse.  S lived in a community law state, which automatically assigned half of his income to his wife.  State contract is equivalent to the contract in Earl.  S never fully controlled his property and could not rescind any contract to take all the property from his wife.  Court ruled that since S did not have control over splitting of income, S wins.

(1) Note: Contract was written in 1901.  There was no income tax from 1894 to 1913.

(2) Note: Turned out that community property law was largely influenced by the divergent results in Earl and Seaborn.  Spouses filing jointly now get similar advantages to those sought in Earl.  Filing a joint return is advantageous for single-earner households.  Probably not possible to get a tax system that is horizontally equitable between couples and singles AND single-earning couples and dual-earning couples.

c) Armantrout v. Commissioner (TC 1977) p. 671 – Money is put in trust to pay for college education for children of A.  The trust money relieves A of expense that he would otherwise bear, but college education is not an obligation that A would necessarily undertake.  A asks how he can be taxed since he has no right to receive the funds.  Court says that the company was paying less than market wages, so the trust money was perceived as compensation.  In addition, the money was earned by the services of the taxpayer.  Cannot remove the fruit from the tree no matter how skillfully arranged.  Court is also skeptical that A could not have bargained for different compensation if he did not wish the money to be put in trust.  In Commissioner v. First Security Bank of Utah, the bank did not have a right to receive insurance payments, only its subsidiary did.  Thus, tax was attributable to the subsidiary.  In Teschner, court held that a taxpayer’s ability to direct an award from a contest to his daughter did not subject him to taxation since he could not receive the prize.  Court distinguishes these two cases by stating that neither of these cases covered an arm’s length transaction.  Here, A could negotiate.  Money in trust is not taxable until it is dispersed to the children (because there is a risk of forfeiture), so at least there is some deferral advantage.

Transfers of Property and Income from Property

2. Case Law

a) Blair v. Commissioner (US 1937) p. 681 – A trust was created in a will for B’s life.  In 1923, B assigned the income to his children from the trust amounting to $6000 each in year 1 and $9000 each in subsequent years.  Issue is whether B is liable for the tax upon the income from the trust.  The court distinguishes this case from Earl since the income is not from earnings, but from a trust.  There is no question of evasion or of B’s retention of control.  The court holds that “if the beneficial interest is assignable and it has been assigned without reservation, the assignee becomes the beneficiary and is entitled to rights and remedies accordingly.”  Since the assignee did not retain any control over the specified interests in the trust, the assignees are taxable on the income.

b) Helvering v. Horst (US 1940) p. 683 – The issue is whether the gift of interest coupons detached from the bonds, delivered to donee, and paid at maturity is the realization of taxable income to the donor.  Court says,  “the power to dispose of income is the equivalent of ownership of it.”  In addition, under § 102(b), a gift of income from property is taxable to the donee.  Thus, a bond’s interest coupons that are given one by one to a donee are taxable to the donor.  Could just as easily cash in the coupon and give the money to the donee instead.

(1) HYPO – If H gives coupons and bond to child, child would be taxable.

(2) HYPO – If H gives coupons to child #1 and bond to child #2, H would retain no interest and would not be taxable.  Children would be taxable for their respective parts.  This is similar to split gifts

c) Harrison v. Schaffner (US 1941) p. 3 Supp. 2 – A life beneficiary “assigned” a specified interest from a trust to her children for a year at a time.  The court holds that S did not release control over the income from the trust since it was done only on a yearly basis.  It is the same as taking the money from the trust and then distributing it.  The court leaves open the possibility that they would deal differently with a longer time-slice.  Since this is a gift of income from property, it is taxed to the donor.  Reg. 1.102-1(e) states that § 102 is not intended to tax a donee if the grantor of a trust or an assignor of income is taxed under §§ 61, 671-77.

d) Helvering v. Eubank (US 1940) p. 690 – Retired life insurance agent receives renewal commissions after retirement.  E assigns right to receive commissions to someone else.  This case seems like Earl, but court cites Horst instead.  Why is this a property case?  Earl discussed what was to be done with future earnings while Horst dealt with past services transformed into property.  Here, the property is the contract promising commissions.  Most commentators agree that Earl would be the better analogy here.  Either way it comes out the same.

e) Heim v. Fitzpatrick (2d Cir 1959) p. 691 – Patent is similar to the contract in Eubank, but there is more the just the right to be paid royalties.  Here, the patent also contains reversionary interests to the assignee and the right to renegotiate for heightened compensation.  Portions of the patent rights are transferred to family members.  Since the transfer gives a bundle of rights that constitute more than just a claim to cash, the court holds that the income from the rights is taxable to the donee.  This case is a little fishy since the patent rights are transferred within a family.  However, the court accepts at face value that the inventor only owned 1% of the corporation, and the corporation is an independent entity.

Capital Gains and Losses

U. Background

1. § 1(h) – Tax Imposed (Maximum Capital Gains Rate) – LONG section that sets the maximum capital gains rate at 20% for long-term capital gains.

2. § 1211 – Limitations on Capital Losses

a) For corporations, losses from sales or exchanges of capital assets shall be allowed only to the extent of gains from sales or exchanges of capital assets.

b) For other TPs, losses from sales of exchanges of capital assets shall be allowed only to the extent of gains from sales or exchanges of capital assets PLUS the lower of $3000 ($1500 for married filing separately) or the excess of such losses over such gains. 

3. § 1212 – Capital Loss Carrybacks and Carryovers

a) For corporations, a net capital loss may be carried back 3 years and carried over 5 years.

b) For other TPs, net capital losses are computed on short-term and long-term basis and are carried forward 1 year. 

4. § 1221 – Capital Asset Defined

a) Capital asset ( property held by the taxpayer not including:

(1) Stock in trade or property of a kind which would be included in inventory if on hand at the close of the taxable year, or property held primarily for sale in the ordinary course of his trade or business.

(2) Property subject to depreciation or real property used in trade or business.

(3) Copyright, copyrightable work, or similar property held by the TP.

(4) Accounts or notes receivable acquired in the ordinary course of trade or business for services rendered or from sale of property.

(5) Publication of the US Govt.

(6) Commodities derivative financial instrument held by a commodities dealer.

(7) Hedging transactions that are clearly identified on the date of acquisition.

(8) Supplies of a type regularly used or consumed in the ordinary course of trade or business.

b) Definitions and special rules 

5. § 1222 – Other Terms Relating to Capital Gains and Losses – Definitional terms for short-term and long-term capital gains and losses

6. § 1231 – Property Used in the Trade or Business and Involuntary Conversions

a) If gains > losses, treated as capital gains.

b) If gains =< losses, treated as ordinary income.

c) Note: These are quasi-capital assets.  This provision came into play around WWII when depreciable property was being converted because of moral obligation to the war effort.  While somewhat anachronistic, it allows companies to make economically efficient transactions without worrying about § 1211 loss limitations.

7. Why are long-term capital gains dependent on holding for one year?

a) Stimulate investment and encourage economic growth.

b) Discourage “lock in” because normal tax rate is too high.

c) Permit mobility of capital.

d) Inflation – only affects long-term investments.  This is not a very elegant way to solve inflation effects.  Distinguishing between 50-year and 1-year investments by an index would add complexity to the code but might be fairer.

e) Bunching – gain is accumulated over a long period, but is taxed all at once.  This may be seen as a hardship because it has to be paid all at once and because it pushes the taxpayer into a higher tax bracket.

f) Double Corporate Tax – mitigates the effect of two-tier taxation for stock sales.  This doesn’t help for other capital assets, though.

8. Congress is trying to tax income from business property not held for investment at ordinary income rates under § 1221.

9. When a family-held business is sold, the business may either sell its stock or sell its assets.  Selling its stock results in a capital gain.  Selling its assets results in a mix of capital gains and ordinary income in which each asset is determined individually.  Some will be ordinary assets, some will be capital assets, and some will be quasi-capital assets.  § 1060 states how to distribute the $ to the different asset groups. 

Property Held “Primarily for Sale to Customers”

10. Case Law

a) Van Seutendael v. Commissioner (TCM 1944) p. 752 – VS tries to state very strongly that he is a broker/dealer in securities.  If he is a broker/dealer, stock may be either inventory or property primarily held for sale to others.  This would avoid capital asset designation.  VS has losses that he would like to take.  Thus, VS seeks ordinary income designation.  Court says broker/dealer status is not important.  Court says that VS is not holding “primarily for sale,” so they are capital assets.

b) Biedenharn Realty Co. v. United States (5th Cir 1976) p. 756 – BRC (family company) rented out farmland.  Eventually sub-divided the land for residential purposes.  Court tries to address whether the land was purchased “primarily for sale.”  Court determines that it was initially purchased as an investment and was only later converted to a property held primarily for sale.  Court looks at a number of factors.  1) Frequency and Substantiality of Sales – dispositions of subdivided property extended over a long period leans towards ordinary income.  2) Improvements – show business intent (ordinary income).  3) Solicitation and Advertising Efforts – Not present here, but the market was hot, so they weren’t necessary.  4) Brokerage Activities – If brokers take over, capital gains.  If brokers are not completely in control, ordinary income.  Court says that original intent is not important.  Thus, ordinary income designation at this time.  Since this time, changes in regulations would lean towards capital gains.

c) Gangi v. Commissioner (TCM 1987) p. 765 Note 2 – G and his partner convert their apartment complex to a condominium complex.  This seems like a business investment.  Court says this is a capital gain because it was an involuntary conversion.  The partnership decided that it would dissolve because of the decline in rental properties.  “This decision was made in connection with their investment in real estate, and not in the ordinary course of business.”

V. Transactions Related to the Taxpayer’s Regular Business

1. Partial Sale of Property – If one can carve out a part of the property, proportional basis is applied and capital gains result.

2. Buy Out of Lease – Carving out is of time, not space.  Temporal partial sales have ordinary income. 

3. Case Law

a) Corn Prods. Refining Co. v. Commissioner (US 1955) p. 769 – CPRC engaged in hedging via futures trading to cover themselves in case of a rise in the price of corn.  CPRC want to claim capital gains, so they stress their status as investors.  Hedging was not listed as an excluded action in § 1221(a) at the time.  Court admits that it is not listed as an excluded action and even notes that the statute says, “whether or not connected with his trade or business.”  Court says, however, that this is not property, but insurance.  Insurance is not covered by § 1221.  Court also looks to the intent of Congress in enacting § 1221 and states that they intended profits and losses arising from the operation of a business to be considered ordinary income.  Statute does not literally say this.  § 1221(a)(7) was enacted after Corn Products.

b) Arkansas Best Corp. v. Commissioner (US 1988) p. 773 – This case took place 33 years and many cases after Corn Products.  ABC is a diversified holding company that buys stock in a bank.  ABC originally bought stock as an investment.  During second phase, ABC tried to infuse additional capital to keep bank from going under.  The tax court says that purchases during the initial phase were capital losses and purchases during second phase were business-related (ordinary losses).  ABC tried to invoke Corn Products, but Court reads the case very narrowly.  Court said that Corn Products focused on inventory exception of § 1221 and that hedging falls within inventory.

(1) Note: Congress hasn’t said anything for 33 years to deny Corn Products court’s loose interpretation of the statute.  Then the Arkansas court reads the statute literally.

(2) Note: By stating that a taxpayer’s motivation in purchasing an asset is irrelevant to the question of whether an asset is “property held by a taxpayer (whether or not connected with his business),” the court closed a loophole allowing TPs to state that stock can generate ordinary losses.

(3) Note: May still allow intent to be relevant in the question of whether the property was held “primarily for sale.”

Hort v. Commissioner (US 1941) p. 780 – Tenant makes payments to H for cancellation of a lease.  Under § 61(a)(5), rental income is ordinary income.  Court says that cancellation of lease is a substitute for rental income.  Difference between leasehold interest and stock is that stock is purchased for future income stream (dividends) too. 

c) Commissioner v. P.G. Lake, Inc. (US 1958) p. 792 – Mineral property rights.  Working interest is transferred to other group that owes money to the president.  PGL transfers 7/8s of working interest to pay $600K.  After 3 years, interest reverts to PGL.  This is similar to a lease.  This is not discharge or indebtedness.  It is as if PGL received the funds from the working interest and compensated the president.  Even if this were a 30-year carved out interest, FN 18 says that it doesn’t matter.  If the whole interest belonging to PGL were transferred, it would be treated as a capital asset.

d) McAllister v. Commissioner (2d Cir 1946) p. 787 – Life estate holder agreed to sell the life estate to the remainder holder for $55K.  Had the LE holder held onto the LE, she would have been taxed.  LE holder let go of total interest in her property.  Thus, this is a capital gain.  Conversion of ordinary income stream to capital gains occurs only when total interest in property is transferred.  Court addresses the question of “What is the character of income?”  The remainder holder can amortize the cost of depreciation of the life estate because this is similar to an annuity.  An annuity is only taxed on the portion that is not a recovery of basis.  M’s gain is capital gains because it is sale of property.  Under Reg. 1.1014-5, M computes a loss for the difference between the value of the life estate and the $55K.

(1) Note: § 1001(e) governs today and no basis is given to the LE holder when sold.  Exception if LE and remainder is sold together.  § 1001(e)(3)
Transfers Incident to Marriage and Divorce

W. Background

1. § 1041 – Transfers of Property between Spouses or Incident to Divorce

a) No gain or loss recognized on transfer of property to

(1) Spouse OR 

(2) Former spouse (if incident to divorce).

b) Basis of transferred property is adjusted basis of transferor

2. § 1041(a) overrules Davis.

3. § 71 – Alimony and Separate Maintenance Payments

a) GI includes amounts received as alimony or separate maintenance payments.

b) Payment must be in cash, part of a divorce or separation instrument, no statement of including in GI in instrument, to a separated spouse not resident in the same household, and does not last past the death of the payee spouse.

c) GI does not include amounts received for child support payments.  Conditions when a payment is deemed to be child support are included.

d) Spouse includes former spouse.

e) Joint returns do not get this exception.

f) Front loaded alimony payments are adjusted (long section).

4. § 215 – Alimony, etc., Payments

a) Payer may deduct an amount equal to alimony or separate maintenance payments paid during a taxable year.

5. § 215 does not follow Lucas v. Earl (“Income is taxed to he who earns it.”).  But this is really a “To Whom?” question.  Tax-break encourages alimony payers to make payments and is a more accurate measure of income.

6. §§ 71, 215 are used to differentiate between property settlement (divvying up the assets as a one-time thing) and alimony (paid out of earnings periodically).

7. Excess payments under § 71 follow tax benefit rule and claim of right for payer and payee respectively.

X. Case Law

1. United States v. Davis (US 1962) p. 361 – Husband transfers 1000 shares of DuPont to wife as settlement for divorce.  H says, “this is not a realization event, we are just dividing up property.”  Court says that because they are not from a community property state, they are not co-owners despite the agreement.  This is a realization event in non-community property states.  Same as selling stock and giving it to ex-spouse.  Court says, under § 1001, the value of what the husband receives (release from marital obligation) is determined by Philadelphia Park.  She bought the stock for the “cost” (release of marital rights) = FMV(stuff bought) = 1000 * (stock price) = Basis.

2. Farid-Es-Sultaneh v. Commissioner (2d Cir 1947) p. 367 – Kresgee gave to FES about $800K in stock with basis of $12K.  Stock is transferred in the event that K dies before marriage and FES has to disclaim all rights to K’s property if they divorce.  K is worth $375M, so she gives up part of $375M for $1M.  Commissioner says it’s a gift (basis = $12K).  Court says it is an exchange, not a gift.  Treats it as a Davis-esque barter exchange.  Definition of gift for income tax purposes is different from gift for gift tax or estate tax purposes.  Here, gift is “detached and disinterested generosity” (Duberstein).  Her basis = FMV(time of transfer) = $800K.  Dissent says that there is the potential for sham transfers from dubious divorces.  In addition, K did not pay tax on it as if it were a Davis exchange.  § 1041 does not solve this issue since FES and K were not married at the time of the transfer.

3. Diez-Arguelles v. Commissioner (TCM 1984) p. 376 – DA tries to get deduction for bad debt for unpaid child support payments.  If she had been paid, this would not be included in income.  Court says DA is not “out of pocket” anything because she has no basis in the debt.  No deduction allowed without a basis.

Tax Shelters

Y. Background

1. § 264 – Certain Amounts Paid in Connection with Insurance Contracts

2. § 265 – Expenses and Interest Relating to Tax-exempt Income

3. § 465 – Deductions Limited to Amount at Risk

a) Codifies Crane and using non-recourse debt for computing deductions.  Can’t take deduction unless at risk.

4. § 469 – Passive Activity Losses and Credits Limited 

5. Business purpose requirement is placed on top of all transactions.  Penalties are imposed on tax evaders and lawyer, accountant, etc., for things that cross the line.

6. If a transaction never would have occurred except for tax reasons, that will be interpreted as tax avoidance.  Fuzzier cases will be seen as tax avoidance as well.

7. A tax shelter has some combination of deferral, conversion, and tax arbitrage.

8. Conversion – ordinary income to capital gain

9. Tax arbitrage – incurring deductible expenses to achieve tax-favored income.

10. Non-recourse debt included in basis is a red flag to tax shelters.

11. Congress responded to tax shelters by

a) Lowering tax rates (less incentive since rate disparities were not as great).

b) §§ 264-65 – Depreciation times were lengthened (5 years instead of 10 years).

c) Basketing techniques to limit amounts of losses taken.  (§ 163(d) – limits investment interest deduction to the extent of investment income.  Deductions are deferred.)

d) Requires direct participation in the investment by meeting criteria.  LPs are passive investors.  Real estate is generally a passive activity. 

Z. Case Law

1. Knetsch v. United States (US 1960) p. 624 – This case is similar to Al-Hakim.  Non-recourse borrowing of $4M is invested in an annuity.  Interest was being removed from annuity each year by borrowing against the annuity.  Borrowing is not taxable; interest would be deductible.  Court says that this is a sham transaction.  Codified in § 264.

2. Estate of Franklin v. Commissioner (9th Cir 1976) p. 631 – vastly overvalued property bought with a non-recourse loan.  Here, depreciation and interest are disallowed.
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