Introduction

1. The Role of Income Taxes and the Introduction to Terminology and Structure
0. Steps to determine tax liability for a year:
0. Calculate amount of Gross Income (GI)
0. AGI = GI - ATL deductions
0. TI = AGI - [personal exemptions + (greater of std ded or item ded)]
0. TP's tax liability = (rates x TI) - Credits
0. Introduction to Terminology and Structure
1. Gross Income
0. Section 61 lists item to include w/in GI:
0. Employee fringe benefits
0. Salary
0. Gains deprived from dealings in property
2. Appreciation in the value of property is taxed when the gain is realized (ex. When property is sold or exchanged)
0. Amount realized = the amount the TP received in the sale or exchange of property
2. Gain = amount realized - adjusted basis in property (S 1001)
1. Realized gains are recognized UNLESS otherwise provided in the code
0. Nonrecognition rules -
1. S 1031 - like-kind exchanges
0. Exclusion Rules - (see below)
1. Adjusted basis = the TP's initial interest in the property +/- adjustments (the TP's unrecovered investment of the property)
1. If asset is depreciable, then the TP receives benefits each year, which can reduce the adjusted basis
1. In a gift transaction, the donee's basis in the donor's basis in the property
0. EXCLUSIONS from GI
1. Certain types of income are excluded from GI 
0. Look at sections starting at S 101 for special rules
0. S 121 - GI does not include gains from sale of property if it is below 250k for a single TP
0. S 132 - GI does not include fringe benefits
0. S 106 - ER sponsored health insurance is excluded
0. Two different types of income:
2. Ordinary Income  - all income other than capital gain (ex. Salary)
0. See rate tables for  tax rates on ordinary income (rev proc code for updates)
2. Capital Gain Income - gain from the sale of a capital asset, an asset purchased and held for investment (ex. Stock income)
1. S 1h - capital gains rate
0. Capital gains are subject to a lower rate of tax
1. Adjusted Gross Income (AGI) = GI -(ATL deductions)
1. Above the line (ATL)  deductions - deductions that are taken out from GI
1. Section 61 - lists ATL deductions
1. Trade and business deductions
1. S 215 - alimony
1. S 217 - moving expenses
1. S 221 - interest of education loans
1. S 222 - higher education expenses
4. Phaseout of deduction - deduction is lost when income reaches certain AGI level 
1. Taxable Income = AGI - (PE +[ID or SD])
2. Section 63 - defines taxable income
0. TI = AGI - (personal exemptions +[greater of std ded OR item ded])
2. Personal Exemption
1. TP gets personal exemption for TP, spouse, and each dependent
1. Rev proc code lists current personal exemption amount
2. Greater of standard or itemized deduction
2. Compare std deduction to the amount of the TP itemized deductions for the year
0. See rev proc for current std ded amounts
2. Use greater of ID or std ded
1. Apply tax rates to TP's taxable income
3. Taxable income is the base that we use to calculate the TP's tax liability
3. Divide TI into capital gain piece and ordinary income piece
1. S 1h applies if income is taxable gain (gain from the sale of a capital asset)
0. There are several categories of capital gains and there is a different rate that applies to each category
0. Generally - 15%
1. See rev proc for current tax rates for both ordinary income and capital gain
3. Multiply TI by applicable tax rate(s)
2. Tax liability = TI x tax rate
2. Add together both ordinary income and capital gain pieces to calculate total tax liability
1. Reduce tax by any credits
4. Credits are a dollar-for-dollar reduction in the amount of tax paid
4. Subtract credits from tax liability
1. If negative amount, then get tax refund.  If positive, then pay tax
1. Time Value of Money and the Value of Deferring Tax
1. Time value of money - concept that the value of money depends on when it is paid or received
0. A dollar received today is worth more than a dollar received in the future and a dollar paid today costs more than a dollar paid in the future
1. Deferral of tax is advantageous to a TP
1. TP can invest the deferred tax and earn income on it until it is paid to the gov't
1. Can quantify the savings for deferral by calculating the amount that needs to be set aside in year 1 so that the sum of the amount set aside and interest earned will fund the future tax liability
1. Formulas (Won't need to compute on exam):
2. Present value = (Future Value)/ (1 + r)^n
0. R = the interest rate
0. N = number of periods of deferral
2. Future value = Present Value (1 + r)^n
1. Hypo: TP can structure a transaction in 2 ways:
3. Pay $1 of tax today
3. OR pay $1 tax 20 years from now
3. Chart 1-1 - gives present value of $1 - what $1 today would be worth in the future
3. Means that can set aside .149 will completely fund the $1 of tax liability 20 years from now
1. Tax Lawyers structure transactions to defer tax liability by:
4. Deferring income and
4. Accelerating deductions
1. Alternative Tax Bases: Consumption Tax and Value Added Tax
2. Basis = tally of investment in an asset
0. What we apply the tax rate to
0. Base of tax: income, consumption, or alternative bases
2. Haig-Simons definition of income (the ideal definition of income)
1. Income = consumption + change in wealth
1. Sum of (1) the TP's personal expenditures for the period plus (or minus) (2) the TP's increase  (or decrease) in wealth for the period
1. Individuals are subject to an annual tax on net accretion in wealth, whether spent or saved
2. Alternative Tax Bases:
2. Consumption tax  - where an individual is taxed only on personal consumption
0. Federal retail sales tax
0. Rate would be inflationary; thus high and would drive up the price of goods
0. Rate is depressionary
1. At the margin, people will make different decisions about what to buy
0. Low income people
2. Under the proposal, the fed govt will send a monthly check to cover the federal retail sales tax for the difference to low income people
2. To fund those checks, it would create the largest govt entitlement program in history
0. Cash flow consumption tax - to tax an individual on GI, but allow a deduction for income that is invested
1. Might promote savings
1. Makes the effective tax rate on homeownership = 0
0. Value added Tax (VAT) - tax that is levied on the value added to goods and services by those who manufacture, distribute, and sell goods or services. Each link in the chain of production pays a tax equal to the difference btwn its costs of materials and its sales proceeds
2. A form of sales tax that is similar to state and local sales taxes
2. BUT VAT can be levied at different rates for TP w/ differing levels of consumption
2. Adding up all VAT = federal retail sales tax
0. Excise taxes
3. On alcohol, tobacco
3. But won't generate too much money
2. Flat head tax
1. Tax where everyone owes the same amount of tax, regardless of wealth
1. Not fairness or equity minded
2. Wages
2. Don't tax capital gains, only tax wages
2. BUT higher income people have low income from wages, but high income from capital gains
2. Wealth
2. Benefits
2. Our tax base is a hybrid of income and consumption tax
2. To reduce distortion, want to make the base as comprehensive as possible and keep the tax rate low
4. Comprehensive base = base w/o many reductions (holes in the base)
4. BUT there are tax breaks targeted at narrow groups that is inconsistent with a comprehensive tax base
1. Ex. The value of employer provided health insurance excluded from gross income
0. Under Haig Simons, the 20k of insurance would be included in gross income 
0. The real tax rule means that the federal govt is foregoing some revenue that they would be collecting under a comprehensive tax base -(hole in the income tax base)
0. Hole in the base is the same as government spending - whatever it costs the govt in foregone revenue (300 billion/year)
0. BUT Argument that insurance is direct spending by the ER
1. Tax Administration and Litigation
3. Flow Chart of a Tax Controversy
0. When return is submitted, the Service makes a bookkeeping entry, the assessment, which is a prerequisite to begin collection actions against a TP
0. If not selected, then no further action is required
0. If selected, then proceed to examination (IRS audit)
0. If selected for audit, auditor will reach a conclusion on the return and find out whether the amount owed is correct
1. If no deficiency, then no further action
1. If deficiency, then will proceed with audit:
1. Three different types of audits:
0. Correspondence audit
· Ask for receipts and other documentation to verify tax
Field audit
· Most severe type of audit
· Tend to be business audits (ex. Retailer, etc.)
· Examine inventory, books, records, etc.
· Level of scrutiny seems to be higher when doing a field audit
· The agent tries to find out if there is a deficiency due
0. Office audit
0. Tax lawyers often do the office audit
0. Meeting with revenue agent to go through report and negotiate over amount due
0. If agreement and waiver, then assessment is made and there is collection or possible refund
0. If no agreement, then 30 day letter and RAR
0. 30 day letter and Revenue Agent's Report (RAR)
1. 30 day letter says that the examiner has examined the return and gives the TP 30 days to resolve the dispute with the revenue agent
1. RAR - details the sources of the revenue agent's deficiency and why the service is asserting that additional tax is due
1. TP Options after receiving 30 day letter:
2. If agreement and waiver, then assessment is made and goes to collection
2. If formal protest is filed with IRS appeals office, then appeals office conference:
1. IRS appeals officer acts as arbitrator of the dispute to try to negotiate a settlement
1. The IRS appeals officers are generally reasonable and function as an external mediator
1. Appeals officer has an employment incentive to settle the case ASAP b/c paid based on person hours spent on each case
1. Even if file appeal, not precluded from litigating
1. PRACTICE TIP: ALWAYS GO THROUGH APPEALS
2. Proceed to litigation
2. The court will try to get you to go to through the appeals office if you skip
2. If no agreement, then 90 day letter
2. If letter is ignored, then 90 day letter
0. 90 day letter - "statutory notice of deficiency" 
2. Letter gives TP 90 days to file a petition in US tax court and litigate the issue
2. The service must issue 90 day letter before it can begin collection of an asserted deficiency
2. If agreement and waiver, then assessment is made and there is collection or possible refund
2. If ignore 90 day letter then assessment is made, and collection efforts begin, including garnishment, attachment
3. IRS cannot begin collection until the 90 day letter has been sent and the 90 days have run
2. If file tax court petition, then tax court and possible judicial appeals
0. Tax court and possible judicial appeals
3. Three trial courts in which a TP can litigate:
0. US Tax Court
0. Located in Wash DC but tax court judges travel around the country hearing cases
0. TP does not have to pay the asserted deficiency to litigate in tax court
0. Decisions are appealable to the court of appeals for the circuit in which the TP resides
0. Follows the precedent of the court of appeals for the circuit where the TP resides (Golson rule)
0. Federal District Court
1. TP can file suit in the federal district court where the TP resides
1. Allows jury trials
1. Follows precedent of the court of appeals where the TP resides
1. TP MUST PAY ASSERTED DEFICIENCY
0. US Court of Federal Claims
2. Located in DC, hears claims against the US gov't
2. Claims court follows precedent of the  Court of Appeals for the Federal Circuit, not the court of appeals where the TP resides (like dx ct)
2. TP MUST PAY ASSERTED DEFICIENCY
3. SOL
1. Generally 3 years from the date return was filed or the due date of the return
1. If TP omits a substantial amount of income, then 6 years
1. If TP files fraudulent return or fails to file, then open SOL
3. If agreement and waiver, then assessment is made and there is collection or possible refund
3. If decision adverse to TP, then 
3. Appeal 
0. If in US tax court or has filed  a refund suit in the dx, then appeal lies in the appellate area where the TP resides (ex. 9th circuit)
0. If TP loses the trial court case in a court and loses in the appellate circuit, then in federal appeals court in dc, then writ to supreme court
3. Assessment and collection
3. If decision favorable to TP, then no further action
0. Collection 
4. Interest accrues on any tax deficiency owed starting from the original due date of the return
4. If the TP is owed tax, then the gov't pays the TP interest on the amount of the overpayment
4. If TP has no money, then it goes to collections (ex. Garnish wages, take money from bank accounts, attachment)
0. Possible Refund Claim and Refund Suit
5. TP may be owed refund by IRS - can assert a refund claim
5. If TP pays asserted deficiency, TP can bring a refund suit for the tax in federal district court where the TP resides or US fed claims court (Wash DC)
0. How returns are selected for an audit:
1. 1-2% of returns are audited
1. IRS has algorithm to select TP for audit and some are random audits to get compliance information
1. Most cases get settled before litigation
0. Sources of Tax Law
2. Primary Authority
	Legislative
	Judicial
	Administrative

	· IRC
· Legislative Hx
· Pending Legislation
	· Tax Court
· Reg. Decisions
· Memo Decisions
· (BTA)
· U.S.D.C.
· U.S. Court of Fed. Claims
· U.S. Court of Appeals
· U.S. Supreme Court
	· Treasury Regs
· Interpretive v. Legislative
· Final, Temporary, and Proposed
· Revenue Rulings
· Revenue Procedures
· Private Letter Rulings
· Technical Advice Memoranda
· General Counsel Memoranda
· Actions on Decision
· Acquiescence or Nonacquiescence
· Notices
· Announcements
· IRS Manual
· Publications


Legislative
21. Generation of tax legislation
0. House
0. Tax legislation begins in the House in the House Ways and Means Committee
· The committee conducts hearings on the issue in which witnesses testify
· Tax bill is drafted
Once bill is drafted,  it is voted on by the House, and if approved, goes to the Senate
Senate
Senate Finance Committee holds hearings and prepares its final version of the bill
The Senate then votes on the bill
If bills are not the same, they are then sent to a reconciliation committee, made of members of the house and the senate
Their version of the bill is then sent to the house and the senate for vote
If passed in both, then goes to prez
Enactment date - the date that the President signs the legislative bill
Effective date - the date when the Code goes into effect
May not be the same as the enactment date
Congress often makes tax legislation retroactive
Sunset - some provisions in the code are set to automatically expire (sunset) in a future year
Ex. Bush tax cuts were originally set to expire on a certain date
Many rules are also temporary effect rules
Need to look at dates of when an act is effective because many have sunset dates
Legislative history
House Report - explains the existing law and the reasons for  making the changes included in the bill
Senate Report
Conference Committee Report (numbered as a house report, even though conference report)
PRACTICE TIP: 
Always need to look for current and pending legislation at the federal level
Blue Book - contains explanations of new tax laws
Administrative
The IRS, the federal agency that administers the federal income tax,  promulgates administrative pronouncements
Treasury Regulations
Interpretive vs. legislative
Interpretive regulations
· issued under 7805 of the code - treasury dept shall issue regulations as necessary to interpret the statute (general grant of authority)
Legislative regulations
· Congress sometimes puts an administrative grant of authority in the regulations
0. Cts give more deference to legislative regs than they do to interpretive regs
0. TP can challenge legislation and regulations and administrative pronouncement - but DIFFICULT
0. Final, temporary, and proposed regs
1. Final and temp regs are issued in a treasury decision
1. Admin agency must issue regs in proposed form for notice and comment
1. TP are not allowed to rely on proposed regs, but in practice, it is done all the time
1. TP are allowed to rely on temp and final regs
0. Revenue rulings
1. Revenue bulletin is compiled at the end of the year in a cumulative bulletin (CB)
0. Revenue procedures
2. Describe the internal practices and procedures of the service
2. Occasionally addresses substantive issues
0. Private letter ruling
3. private agreement between one TP and the IRS with respect to a prospective transaction
3. NOT officially published, but publishers publish them
3. S 6110k3 - Technically, TP are not allowed to rely on private letter rulings and cannot be cited as authority
2. But they can be cited in practice and in memos because it is still information about the service's position
0. Technical advice memoranda
4. Similar to private letter ruling
4. After the fact private letter ruling - advice is requested after the transaction has occurred and the TP has been audited
0. Actions on decision
5. Service sending information to its people in the field
0. Notices and announcements
6. Fast way that the IRS sends out notices to its people
6. The service puts the practicing field on notice that they are going to litigate in a certain matter
6. Communicates with the public and the tax attorney bar
0. IRS manual
7. The Service's communication to their field agents on how to do things
7. Available online
0. Publications
8. Administrative pronouncements that are drafted for a lay taxpayer audience
8. Available at: www. Irs.gov 
1. Tax Policy
1. Method:
0. Under what circumstances does the code section apply?
0. If the code section applies, what does it do?
0. Why is this rule in the code? Policy?
2. What is the policy goal of this section?
2. Is the goal met through application of the section?
2. What is the actual effect of the section?
1. Primary function of the IRC is to raise revenue BUT also serves other policies:
1. Ex. Social policies, fiscal policies (ex. Homebuyer's credit)
1. Tax rules create behavioral consequences b/c people will choose the lower tax when there is a choice
1. Tax Policy Norms - What should be, NOT what is
3. Equity (2)
0. Horizontal equity - similarly situated TP should be taxed similarly
0. Could use GI or AGI as a measure of equality
0. Vertical equity - VE requires that we apply an appropriate pattern for differentiating btwn TP's who are not equally situated
1. TP with greater ability to pay tax should pay a higher rate of tax
1. Progressive rate structure - tax rate increases as income increases
1. Lower income pays lower and higher income pays a higher rate of tax
1. Rationale:
· Want to base tax on ability to pay tax
· The declining marginal utility of income - as your income increases, the  value to you of the next dollar you earn goes down
. Ex. 100 given to min wage person makes more of a difference than when it is given to bill gates
. Robin Hood idea - If trying to further the aggregate wealth of society, then take money from the rich and distribute it to those who make less
· If higher income, then able to pay more in tax without suffering a diminution of welfare
· VE requires that we apply an appropriate pattern for differentiating btwn TP that are not equally situated
Tax policy norms relate to philosophical ideas
Need to consider whether rules in the code are or are not fair
Commentators focus on "ability to pay"
Efficiency (principle of economic neutrality)
If we assume perfect markets (no failure of markets), the will achieve a Pareto optimal allocation of resources (no additional possibilities of mutual benefit exist)
ppl are better off as a result of voluntary exchanges in a free market
Based on idea that economic outcomes are the best outcomes for society
If market failures exist, we may be able to enact market correcting tax rules (but the market correcting rule may create new unintended inefficiencies)
BUT there are market failures:
Inadequate Competition
1. Monopoly - causes overcharging for goods and overproduction
3. Public goods - good that everyone enjoys that are hard to exclude anyone from enjoyment of the good
2. It doesn't cost anything extra for an additional individual to enjoy the benefits of a public good and
2. It is difficult or impossible to exclude individuals from the enjoyment of the public good
· Ex. Lighthouse - benefits all but no ONE party will pay for the benefit because the benefit is shared by all
· Ex. National defense, fire department
1. Externalities - a party either is imposing costs on someone else (negative externality) or is conferring benefits for another party without being compensated for it
2. Externalities exist where an individual or business imposes an uncompensated cost on others (negative externality) or confers an unrewarded benefit on others (positive externality)
2. Ex. Pollution - hypo - carper manufacturer is externalizing a cost by releasing chemicals in a stream
1. Society is worse off as a result of the externalizing of the costs
1. One way to address externalities is to enact taxes that force a company to take into account the cost that is being externalized
0. Ex. Smoking - tax on cigarettes
0. Incomplete markets  - when private markets do not provide an adequate amount of certain items (e.g. insurance, loans)
1. Ex. National hurricane service - 
1. If there are no market failures, then let everyone out
0. Information Failures
2. Private markets may not provide an adequate amount of certain kinds of information (e.g. weather forecasting)
0. High levels of unemployment, inflation, economic recession or depression
0. Tax is a governmental response to market failures
1. Gov't can impose liability through tax
0. Theory of Second Best
1. HYPO: If market is perfect, and we allow one distortion, then welfare will be reduced
0. Ex. Remove monopoly so that producer will increase quantity of goods and reduce the price
0. Removing one distortion will lead to first best world
1. BUT we do not live in a distortion free world, we are starting in a second best world, where there are more than one distortions
1. In a world with multiple economic distortions (second best world), eliminating one economic distortion may not increase efficiency
1. Ex. If anti-trust regulator stops monopoly, is society better off and is efficiency promoted?
1. When the number of goods goes up, pollution goes up, so have we gotten rid of the distortion caused by the monopoly?
1. We don’t know - need to go look at the facts of the situation
1. Can't just assume that getting rid of an isolated distortion will promote efficiency or societal welfare
1. In the RW, there will be unintended consequences
0. Simplicity
2. Would like the tax system to be as simple as possible, but the rules are complicated
0. Technical complexity - how difficult it is to understand the code in isolation
0. Structural or transactional complexity - the tax consequences of a transaction are uncertain and/or variable
1. Deadweight loss - b/c of the behavioral response to the tax, the govt doesn't get the tax and the TP doesn't do what the govt wanted the TP to do
0. Compliance complexity - how much time and money does it take for people to keep records, file forms, return forms, etc.
0. The relationship between simplicity, equity, and efficiency
0. Progressivity
4. Normative justifications for a progressive rate structure assume a declining marginal utility of income
4. Consequence of having a progressive system:
1. 
	Examples:
	Tax calculation applying 2009 rates:

	A is single and earns $400,000. 
 
	The tax is $117,684:
$108,216 + 35% of excess over $372,950
$400,000 - $372,950 = $27,050
35% of $27,050 = $9,468    
$108,216 + $9,468 = $117,684

	B is single and earns $200,000.
	The tax is $51,143:
$41,754 + 33% of excess over $171,550
$200,000 - $171,550 = $28,450
33% of $28,450 = $9,389
$41,754 + $9,389 = $51,143
 

	C and D are married and file a joint return. C earns $400,000 and D works in the home for no pay.
	The tax is $110,363:
$100,895 + 35% of excess over $372,950
$400,000 - $372,950 = $27,050
35% of $27,050 = $9,468    
$100,895 + $9,468 = $110,363
 
If C and D were not married, C would have owed $117,684 of tax and D would have owed zero, for a total tax liability of $117,684. As a married couple, C and D’s tax liability is $7,321 less than it would have been if they had not been married.
 

	E and F are married and file a joint return. E and F each earn $200,000.
	The tax is $110,363 (the same as in the C & D hypo)
 
If E and F were not married, they each would have owed $51,143 of tax, for a total tax liability of $102,286. As a married couple, E and F’s tax liability is $8,077 more than it would have been if they had not been married. 


1. Single A's tax is more than double single B's tax because of progressive rate tax EVEN though A's income IS double B's income
1. Tax is lower for the married couple CD than for single A EVEN though they have the same combined income
· There is a marriage bonus of over 7000
· CD pay less tax than A because the progressive rate structure is more progressive for married couples than it is for individuals
If E and F each were not married, then they would have each owed 51000 and the total tax liability would have been 102000.  
· As a result of being married, their tax liability is 8000 more than if they had not been married
· Marriage penalty
There is a marriage bonus
· When there is disparate earnings between the spouses
There is a marriage penalty
· When dual income no kids (DINK)
· The closer the income is the more the marriage penalty
Can't mathematically fix this problem
DOMA - fed law only treats a man and woman as married - under challenge
The system allows aggregation and progressive rates - they together lead to the marriage penalty
Married couples filing separately are not treated the same as singles
 

Characteristics of Income 
1. What goes into the Gross Income Pot?
0. General RULE: GI includes all income from whatever source derived (S 61)
0. Income includes all accessions to wealth, closely realized, and over which the TP has complete dominion (Glenshaw Glass)
0. Section 61 inclusions to income:
1. Wages
1. Interest
1. Dividends
1. Rents
1. Gains from dealing in property
1. Haig-Simons Definition of Income
1. Haig-Simons' ideal defn of income = personal expenditures +/- increase(or decrease) in the TP's wealth
0. Closely approximates the Glenshaw Glass defn of income - all accessions to wealth, closely realized, and over which the TP has complete dominion (Glenshaw Glass)
1. Noncash Compensation: Fringe Benefits
2. RULE: GI includes compensation for services, including fringe benefit. S 61
2. Employer-Provided Meals and Lodging
1. Employer Provided Meals (S 119)
0. RULE: the value of meals provided by an ER are excluded from GI IF:
0. The ER furnishes meals to an EE, her spouse, or her dependents
0. The meals are provided for the convenience of the ER, AND
0. The meals are provided on the business premises of an ER
1. Employer Provided Lodging (S 119)
1. RULE: ER provided lodging is excluded from GI IF:
0. The ER furnishes lodging to an EE, her spouse, or her dependents
0. The lodging is provided for the convenience of the ER
0. The lodging is provided on the business premises of an ER AND
0. The EE is required to accept the lodging as a condition of her employment
1. APPLICATION:
2. "Furnished" by an ER
0. Cash allowances for meals are not excludable
0. Commissioner v. Kowalski - NJ state trooper was required to eat meals at a public eating place within patrol area.  Was given a cash meal allowance, which was 20% of wages. Ct held that the meal allowance was not excludable b/c the meals were not furnished by the ER
2. On the business premises
1. On the biz premises, if on physical property
1. Courts look to see whether the ER had a non-tax motivation for providing the meals/lodging (disguised compensation) vs. legit biz reason
1. House across the street from ER's biz was on the premises b/c the EE lived in the house and performed some of his duties in the house (Lindeman)
1. Home of motel manager, owned by the motel, which was located 2 blocks from the motel was NOT on the premises b/c the EE did not perform a sig portion of his duties there (Anderson)
2. Convenience of the employer
2. Courts look to see whether the ER had a non-tax motivation for providing the meals/lodging (disguised compensation) vs. legit biz reason
0. Ask why the biz might want to provide the benefits? For biz reason?
2. Requirement met when the EE shows that the EE is required to be on-call even when the EE is not working
1. Benaglia - manager of the royal hawaiian hotel lived in the hotel and got meals from the hotel. The fair market value of this was approx 9000 and his pay was 9000. Therefore, it was a lot of value going to him. The court held that the meals and lodging were not income because they were not provided for a compensatory purpose but instead for the convenience of the employer b/c the EE was required to be on duty continuously
1. Who Benefits from 119?
3. Employee
0. Gets meals and lodging tax-free
3. Employer
1. Cheaper for the ER to give goods rather than compensation
1. Able to attract EE at lower salaries
1. Reduction in labor costs that might be passed on to consumers
3. Losers are the TP who must pay higher taxes to make up for the revenue lost by this exclusion in the code (hole in the code)
2. Employer-Provided Insurance and Health and Death Benefits
2. RULE: Health benefits or health insurance provided by an ER are excluded. S 105 and 106
0. EE - Excludes from GI amounts EE receive from ER as reimbursement for medical expenses and the value of services EE receive under ER provided health care plan. S 105
0. Nondiscrimination requirement - the plan must not discriminate in favor of highly compensated EE - therefore same benefits must be provided to both highly compensated EE and lower level EE
0. ER - Excludes from GI the value of health and accident insurance premiums paid by the ER to cover EE. S 106.
2. Background and Policy Goals:
1. The tax code provides an incentive for ER to provide Cadillac health insurance policies to Ees
0. B/c health insurance is nontaxable but wages are taxable, ER and EE have converted taxable wages into Cadillac health policies (include a lot of benefits, ex. Low deductible, more coverage, etc.)
0. EE benefits b/c the cash equivalent is worth less due to the progressive tax system
0. BUT results in less taxable income for the gov't
1. EFFECT:
1. Health care economists argue that S 105 and 106 exclusions have led to the increase health insurance premiums
0. B/c ER keep adding to health coverage instead of adding taxable wages, health care utilization has increased
0. Increase health care utilization increases the price of medical care, therefore causing premiums to go up
0. The rate of inflation for health insurance premiums is higher than the overall rate of inflation
1. Healthcare in the US is primarily provided by ER health insurance
1. Health care structure is a result of the tax exclusion
2. EE w/ no ER provided health insurance
2. RULE: TP can take an itemized deduction for unreimbursed medical expenses that exceed 7.5% of AGI. S 213
2. What does it do?
1. Must exceed the floor of 7.5% AGI, but will be raised to 10%
1. Allows deduction for catastrophic medical expenses
1. Doesn’t' affect that many people b/c needs to be a big lump of medical expenses, which most people don’t exceed
2. Health Savings Accounts
3. RULE: TP can deduct contributions made to HSAs. 
3. Rule for qualifying for account are complicated (requires high deductible plan, etc.)
3. What does it do?
2. Tax favored way to pay medical expenses
0. Not taxed on build-up of account
0. Not taxed on amount that is pulled out to pay for unreimbursed medical expenses
2. Flexible Spending Accounts
4. RULE: amounts put into FSA accounts are not included within gross income
4. What does it do?
1. Allows TP to pay otherwise unreimbursed medical expenses out of pre-tax income
0. EE tells ER how much to put in FSA pay period
0. ER takes money out pre-tax and places it into FSA
0. EE then shows proof of out-of-pocket expenses to be reimbursed from FSA
1. Gives TP a pre-tax benefit
1. Use it or lose it feature - amounts not used before the end of year are taken away/lost
1. Amount that can be put in an FSA is capped per year (current cap = $2500)
4. Policy:
2. Encourages health care spending at the end of the year
2. Life Insurance
5. RULE: If ER buys group term life insurance for EE, EE can exclude the value of insurance from GI to the extent that the insurance provides death benefits not greater than $50k. S 79
0. Nondiscrimination requirement
0. What does it do?
1. Both an inclusion and exclusion provision
0. Exclusion: If the ER provided group term life insurance does not exceed the amount specified, then it may be excluded by the EE
0. Inclusion: If the EE provides group term life insurance that exceeds the amount specified, then the excess must be included within the GI
1. ER usually provide the exact amount that matches the amount specified
5. RULE: Life insurance proceeds (death benefit) received by a beneficiary are excluded from GI EXCEPT as otherwise provided. S 101a
1. Viatical settlements (when term ill pt cashes out on life insurance before death to provide funds to live on) are treated as death benefit
2. The Section 132 Exclusion for Miscellaneous Fringe Benefits
3. RULE: Excludes income from the following eight (8) categories of benefits:
0. No additional cost services
0. Qualified EE discounts
0. Working condition fringe benefits
0. De minimis fringe benefits
0. Qualified transportation fringe benefits
0. Qualified moving expense reimbursements
0. Qualified retirement planning services
0. Qualified military base realignment and closure fringe benefits
3. APPLICATION:
1. No additional cost services (to EE) - 132b
0. Elements:
0. Services offered in the ordinary course of business at no substantial additional cost
0. Incremental costs OK, just not substantial
0. Service must be offered for sale in the ordinary course of the line of business of the ER
1. Ex. when publisher owns airplane and EE wants to hitch a ride. NOT excluded b/c not in the ordinary course of business, it is NOT a no additional cost service
0. Non-discrimination requirement - 132j
0. Allows written reciprocal agreements among ER operating similar biz
1. Must meet requirements
1. Ex. Airline EE of one airline can fly (on standby) on another airline at no charge
1. Qualified EE discounts
1. An EE purchasing goods can exclude a discount up to the ER's gross profit percentage IF:
0. Elements:
0. Applies to goods or services that are sold in the line of biz of the ER
0. If good, then discount cannot exceed the gross profit percentage
1. GPP = (agg sale price of goods sold - agg cost of goods sold)/agg sale price of goods sold
0. If service , then discount cannot exceed 20%
0. Non discrimination requirement
1. Highly compensated EE:
1. Was a 5% owner during the year OR
1. the preceding year
· Was paid more than $80k AND
· Was in the top paid 20% group of EE
1. Working condition fringe benefits
2. EE excludes working condition fringe benefits IF:
0. Elements:
0. Item is provided by ER to EE
0. Item would be deductible under 162 or 167 if paid by an EE
2. An EE can exclude items that could be deducted as a business expense under 162 or 167 if paid directly by the EE.
1. 162 allows a deduction for ordinary and necessary business expenses
1. 167 allows deduction for depreciation - tax deduction that takes into account the fact that certain types of property wear out over time (ex. Work computer, car used in trade or business)
1. Applies to property that is used in trade or business
2. Business expense that the ER is paying for the EE is not taxable to the EE
1. De minimis fringe benefits
3. Any property or service, the value of which is so small that accounting would be impracticable is excluded
3. Eating facilities operated by ER for EE is a de minimis fringe if:
1. It is on or near the ER's business premises AND
1. The revenue from the facility generally equals or exceeds the ER's cost of operating the facility
3. DM fringes include (non taxable):
2. Meals provided by Ers if provided on an occasional basis and is provided so that the EE can work overtime
2. Occasional cocktail parties, group meals, theater tickets, or sporting event tickets
3. DM fringes do not include:
3. Season tickets, commuting use of ER provided vehicle more than one day a month
3. Meals and tickets are only deductible to the ER for up to 50% of the cost as long as they are business expenses
1. Qualified transportation fringe benefits
4. Qualified transportation is excluded.  (excess over specified amounts is taxed)
4. Categories:
1. Qualified parking
0. Parking provided to an EE at or near the biz premises
0. Capped at 175/month (adjusted for inflation)
1. Qualified bicycle
1. Capped at 20/month
1. Transit passes
2. Capped at $100 (adjusted for inflation)
1. Transportation provided in a commuter highway vehicle
3. Commuter highway vehicle - Needs to have at least 6 adult seats and needs to use 80% of its use in driving EE to and from work (at 1/2 capacity or greater)
3. Capped at $100 (adjusted for inflation)
4. Policy
2. American Recovery Act - gives the same exclusion for commuters as for qualified parking for one year for calendar year 2010
0. Why didn't they change the statute? b/c only temp
0. Why did they change it?  It is a "green" provision because it would give an incentive for people to drive instead of using transit or communter highway vehicle
0. Why not permanent? b/c the govt will lose some revenue because of the change. Congress operates under PAYGO, so if they want to enact this rule, then they need to find revenue to make up for the lost revenue.  So to get the rule enacted, Congress made the rule temporary.
2. PRACTICE TIPS: 
1. Be careful about the dates as to which specific rules are applicable due to the temporary effect legislation
1. Always look at what the rule will be for the NEXT year
1. Qualified moving expense reimbursements
5. Amounts received by an ER as payments that would be deductible by the EE as moving expenses under 217 if paid by the EE
1. Qualified retirement planning services
6. Retirement planning advice or information provided to an EE and her spouse by  an ER that maintains a retirement plan
1. Frequent flyer benefits
7. If an EE incurs reimbursable costs for travel, but the EE incurs frequent flyer miles - the service said that the dollar amounts are not worth worrying about - so they aren't taxed even though they are quite valuable
1. On-premise athletic facility provided by ER is excluded from GI IF:
8. It is located on the premises of the ER
8. Operated by the ER
8. Substantially all of the use of the facility is by EE, their spouses, and dependent children
1. IF valuation of a fringe is difficult, the IRS may choose to exclude from GI
9. EE Ex 12, p 52
0. There is no one price for a flight, so how to figure out the value - what is the fair market value of a plane flight from LA to NY?
0. Occasionally, the IRS says that valuation is so difficult that it won't be included
0. See 1.61-21g12 - If at least half the seats on the ER plane are filled with EE traveling for business, the value to the EE is deemed to be 0
0. Usually, fair market value is included, if the in kind fringe benefit cannot be excluded
1. Fringe benefits may overlap and be excluded under multiple provisions
10. IF one doesn't work, then TRY ALL
1. Imputed Income
3. RULE: Imputed Income from capital, investment, or labor that the TP provides to himself is not taxed
3. Imputed income occurs when there is an increase in wealth realized through a non-market transaction where something of value is provided by the TP to himself
1. Ex. Labor, free rent to self in own home
3. The way we treat imputed income can create an inefficiency
2. EE Ex. 29, p62
0. Xavier is paid $12/hour to work as an accountant. He would have to pay someone $10/hour to clean his home.
0. In a tax-free world, Xavier will earn $12/hour as an accountant instead of cleaning his house.
0. If both his accounting wages and the imputed income from cleaning his own house were taxed at a 30% rate, Xavier will earn $12/hour as an accountant instead of cleaning his house.
0. But if Xavier is taxed at a 30% rate on accounting income and imputed income is not taxed, he will clean his own house instead of earning $12/hour as an accountant.
0. This creates an inefficiency.
2. Distorts decision making because it causes X to make a different decision than he would if he were taxed on the imputed income - he decides do services in the home rather than earn money through formal jobs
3. Barter Exchanges (are not imputed income)
3. RULE: Barter exchanges are taxable and the value of what was received/exchanged is included in GI
3. Ex. Y hangs out a shingle as a lawyer, but wants accounting services.  X wants lawyer services.  X and Y trade services.  
1. Not imputed income because not services being provided to himself
1. But non market transaction because no exchange of bills, etc.
1. This is a barter exchange
3. Ex. X does taxes to his sister for an hour
2. Not a barter exchange because not a quid pro quo
2. This is a gift to his sister
2. Not included in the income of the donee (sister)
3. One type of frivolous tax protester argument (out of 36) is that barter exchanges are not taxable, BUT there is significant authority that finds that barter exchanges are taxable and included within the GI of the recipient
3. Criminal and civil penalties for making frivolous claims
 
1. Windfalls, Gifts, Scholarships, Prizes, and Transfer Payments
4. Windfalls
0. Gen'l RULE: TP must include windfalls in GI (Glenshaw glass and S 61)
0. When does the rule apply?
1. Income includes gain from capital, labor, or both combined
0. Eisner v. Macomber
0. Facts: the court was asked to determine whether a specific item constituted income
0. Rule: Income is gain from capital, labor or from both combined
0. Income def'n later expanded to -->
1. Income is accessions to wealth clearly realized and over which the TP has complete dominion
1. Commissioner v. Glenshaw Glass
0. Facts: whether punitive damages settlement should be included within gross income because it wasn't earned.  But court held that the TP had to include settlement within GI
0. Rule: Income is accessions to wealth clearly realized and over which the TP has complete dominion
0. Holding: the court held that punitive damages in a settlement was income b/c it was accession to wealth
0. The court expands the defn of income and held that income is accessions to wealth clearly realized and over which the TP has complete dominion
0. Definition is consistent with the Haig-Simons defn of income
0. Section 61 is a codification of the Glenshaw Glass defn of income
1. The value of treasure trove is included within GI in the year in which the TP discovers it and reduces it to possession
2. Cesarini v. U.S.
0. Facts: Old piano bought for $15, but later found $4500 in cash in the piano
0. Rule: Windfalls are included within GI; the value of treasure trove is income in the year in which the TP discovers it and reduces it to possession
1. Distinguish between treasure trove and realization of gain
3. Realization of gain - If property is worth more than when you bought it, then there is no tax until the gain is realized (the year that the item was sold)
3. Treasure trove - If property was found, then the value will be taxed in the year in which it was discovered and reduced to possession
3. See EE ex. 35, p66
4. Gifts and Bequests
1. Gift = a transfer that stems from the detached and disinterested generosity of the donor (Duberstein)
0. Duberstein - Berman gave gift of Cadillac to thank person for business referrals.  The ct held that the car was intended as a form of compensation
0. Distinguish gifts vs. compensation
1. Transfers from ER to EE are not gifts EVEN if the ER is acting out of detached and disaffected generosity [102c]
0. UNLESS it can be excluded as de minimis fringe under 132 OR an EE achievement award under 74c
1. Tips from customers are not gifts, but compensatory transfers [Reg 1.61-2(a)(1)]
1. Olk v. US - tokes from gambling are not gifts b/c not detached and disinterested gifts
1. RULE: Gift is excluded from GI of donee and included w/in GI of donor (includes both intervivos gifts and requests [102]
1. Rationale:
0. Donors are (usually) in a higher tax bracket than donee, so collect more revenue if included w/in donee income
0. Easier to apply b/c easier to leave the money in the base of the donor b/c requires less accounting
1. Is gift intervivos OR testamentary?
2. Gifts (inter vivos) tax treatment of gifts to donors and donees [1015]
0. Gain rule: IF property w/ built-in gain (appreciated property = FMV at time of transfer >/= donor's basis) 
0. THEN donee takes donor's basis
0. Loss rule: IF property w/ built-in loss (depreciated property = FMV at time of transfer < donor's basis)
1. THEN donee's basis is the FMV at the time the gift transfer was made
0. METHOD:
2. Apply gain rule.  
0. If gain, then stop. 
0. If not, then continue…
2. Apply loss rule. 
1. If loss, then the donee realizes the amount of loss from the calculation
1. If not, then donee realizes neither gain NOR loss
0. Rationale for different rules for gain and loss - anti-avoidance rule to prevent TP from organizing gains and losses to lower taxes 
2. Bequests (after death)
1. RULE: Beneficiary receiving property by request gets a basis in the property = FMV of the property at the date of the decedent's death (OR as provided in 2032, 6 months after the decedent's death) [1014]
0. Rule repealed for tax year 2010, but sunsets at tend of 2010
0. 1022 in effect for 2010 - basis is the lesser of the adjusted basis OR the FMV
0. The record keeping requirements of this rule are very onerous - basis of gifts is difficult to determine - carry over basis rule
0. BIGGEST loophole in the code
1. Encourages ppl to keep property until death to avoid (donee OR donor) paying tax on appreciation of property
1. NOTE:
1. Estate (death) tax - tax that is imposed on the transfer of accumulated wealth at death
0. NO estate tax for 2010 due to Bush tax cuts
1. Unified tax credit - when there is an estate tax, TP gets a credit that can be applied EITHER to gift taxes or taxes due to transfers at death
1. Annual Exclusion Amount - amount that can be transferred by a donor w/o incurring gift tax or estate tax
2. First 15k transferred from each donor to each donee are not included in the gift tax
2. Estate planning tip - TAKE ADVANTAGE of this exclusion amount first
4. Scholarships, Prizes, and Awards
2. Scholarships
0. RULE: A TP can exclude "qualified scholarships" received by "degree candidates" from GI (S 117)
0. Degree candidate
0. Includes primary, secondary, undergraduate, or graduate student [Reg 1.117-6c4]
0. Qualified scholarships
1. Covers tuition and fees, books, and supplies.  
1. Includes both tuition remission and cash scholarships
0. EXCEPTIONS:
1. Scholarship to cover incidental expenses such as room and board are not excluded from GI
1. Does not include scholarship that is received in compensation for services (S117(c ))
1. Ex.  Scholarship given for teaching and research
1. BUT the Service  does not consider athletic scholarships "services" and therefore does not fall within the exception to the exclusion (excluded from GI)
2. Prizes and Awards
1. RULE: Prizes and awards are included within GI UNLESS they can be excluded under 117 OR they qualify under an exception (below)[S 74]
1. EXCEPTIONS:
1. S 74(b) - "Nobel prize exception"
0. RULE: GI does include amounts received as prizes and awards made primarily in recognition of religious, charitable, scientific, educational, artistic, or civic achievement, if the following requirements are met:
0. Requirements:
1. The recipient was selected w/o any action on his part to enter the contest or the proceeding
1. Recipient is not req to render substantial future services as a condition to receiving the prize or award
1. Prize MUST be transferred by the payor directly to the charity
0. Ex. Obama nobel peace prize money
2. BUT IF you get the check directly, then it is an income inclusion and charity rule does not allow TP to deduct more than 50% of gross income
1. S 74(c ) - employee achievement awards
1. Employee awards are excludable up to a certain amount (capped)
4. Transfer Payments
3. RULE:
0. Subsistence benefits for families living in poverty are generally EXCLUDED from GI
0. Ex. Welfare(TANF) payments are not included
0. Payments that are the equivalent of wages are INCLUDED w/in GI
1. Ex. Unemployment payments are included within GI [85]
0. Social security payments:
	Income
	SS Inclusion in GI

	Income < 25k/32k(married)
	NO inclusion in GI

	Income btwn 25k/32k and 34k/44k
	50% SS payment in GI

	Income > 34k/44k
	85% SS payment in GI


 
1. Selected Recovery of Capital Issues: Partial Sales, Annuities, Insurance Policies
5. Partial Sales
0. Issue: How is basis of a property calculated in a partial sale of a portion of that property?
0. Section 61 - Gains from dealings in property are included in GI
0. Section 1001 - Determination of gains or loss in dealings in property
0. RULE: Allocation of basis rule for partial sales
	Basis of the property sold =
	Total basis of all the parcels  X
	(the value of the parcel sold)/(the total value of all the parcels)


5. The basis of property is allocated based on the relative value of each acre [Reg 1.61-6(a)]
5. APPLICATION:
2. A TP must allocate basis to the acre sold, based on the relative value of the sold and unsold portions of the property at the time of purchase.
2. EE Ex 47, p 78
1. Sally purchases 4 acres of land for 40k and later sells one acre for 30k
0. If all acres are of equal value
0. 40 x (10/40) = 10 basis of the property
0. If acre sold is worth as much as other three acres combined
1. 40 x (20/40) = 20 basis of the property
1. ***NEED TO KNOW THE VALUE OF THE PARCEL VS. THE TOTAL VALUE OF ALL PARCELS***
2. In RARE cases, a TP may ignore the allocation rules and let the entire proceeds of a partial sale = basis -- tax-free recovery of capital (NOT COMMON)
2. Occurs when:
0. Basis allocation would be difficult AND
0. The parcel was involuntarily "sold" through government action
2. Inaja v. Land Commission
1. Facts: TP purchased property for $61k that was subsequently damaged by the actions of an upstream owner(a gov't entity).  TP rec'd 49k in settlement in exchange for giving certain land rights to the upstream user.
1. Issue: what is the basis of the property that released by the TP to the upstream user?
1. Rule: A TP may allocate the entire basis proceeds when rights are sold to another and the allocation would be difficult and the sale is involuntary
1. Holding: The tax court allowed the TP to treat proceeds of the sale as tax-free recovery of capital by allowing the TP to  use the basis first approach to the rights sold, up to the sale proceeds (pro-TP approach b/c reduces gain to the TP)
1. Reasoning:
4. The amount realized was 49k, the gain is $0 b/c the ct said the TP gets to allocate basis up to the 61k to the payment received (if the amount realized was 62k, then the TP would have to include 1k in gain using the basis first approach)
4. TP is willing to take the adjusted 49k basis now instead of the 61k basis to reduce gain and income now
4. Therefore $0 is included in GI
4. The court held that the TP gets to use the basis first approach.
4. Factors the ct took into consideration:
· The allocation in the case would have been difficult
· The sale was involuntary
Annuities
Issue: How should annuity payments by taxed?
RULE: A TP may exclude from income: 
Annuity payment x (TP's investment in the K/Expected return on K)
Sec 72a - annuity payments are included in GI
Sec 72b - GI does not include the part of any annuity received under an annuity which bears the same ratio to such amount as the investment in the K bears to the expected return under the K
S72d - the expected return on a life insurance K is the amount the TP will likely receive  using life expectancy tables
APPLICATION:
Annuity is a K for a series of payments in return for a fixed sum to be paid to an individual (section 72)
Three basis methods for tax recovery:
Basis first method (pro-TP b/c defers taxes)
Each payment is tax-free until the entire investment is recovered
Any amount rec'd over the initial investment is fully taxed
Income first method
The annuity payment is level, but the percentage of each payment that represents income and basis-recovery varies during the duration of the repayment
1. Early payments are mostly income and later payments will be tax free basis recovery
1. Based on idea that the insurance co lends the money to a borrower whose principal is amortized so that he pays more interest up front and less principal, but later pays less interest and more principle
2. Pro rata method (Code method)
3. allocates a portion of the TP's investment to each of the expected payments
3. The amount of each payment that is income and basis-recovery remains constant
3. Same amount of tax paid throughout the payments (see formula above)
3. If TP dies early, then the estate can deduct the difference between the aggregate amount excluded from income and the cost of the K (S 72b) for the TP's last taxable year - can deduct "unrecovered" basis
3. Ex. (EE 52 p82) unrecovered basis = total investment - (total basis already recovered)
0. S is 70yo and has life expectancy of 10 years and purchases a deferred annuity for 2k.  Under the K, he will be paid 1k/year starting in year 6 until he dies
0. S receives 5 payments on the annuity, then dies as expected at age 80
1. Common sense approach:
0. Take total investment and divide by total years we expect to have payment (5 years)
0. 2k/5 = $400 basis for each $1000 payment
0. Therefore $600 included in income in each payment
0. If S lives beyond life expectancy, then the full amount of the payment would be included in income b/c there is no more basis left to deduct
1. Pro rata method
1. 1000 x (2000/5000) = 400 
1. 40% of each payment is excluded from income --> $400 a year is basis recovery until the basis is paid off - after the basis is paid off the entire amount paid goes towards income
0. S dies at 78 after receiving only 3 payments
2. S does not live to life expectancy, therefore his estate can deduct his unrecovered basis on his final tax return
2. unrecovered basis = total investment - (total basis already recovered)
2. 2000 - (1200) = 800 unrecovered basis
3. Deferred Annuities - annuities that do not provide payment for many years
4. The tax treatment is calculated using the same formula as above
4. The longer the deferral, the greater the interest on the TP's annuity investment
3. Annuity is a tax favored form of investment
5. Favorable tax treatment b/c the beneficiary of the annuity pays no tax on the interest until receipt of the annuity payments (compare to savings account interest, where tax is paid on the interest each year - less favorable)
5. Rule recognizes the illiquidity on the part of the TP during the years that the TP does not receive payments
3. Borrowing against future annuity payments is taxed
6. S72e - amounts borrowed on a loan secured by an annuity policy are treated as taxable income to the extent of the increase in value of the policy
0. Ex.  (EE 54 p83) Deferred annuity of 100,000 has increased by 50,000.  TP takes out 50,000 from the annuity.  The 50,000 will be taxed as income and a 10% penalty tax of $5000 will also be assessed.
6. S72q - a 10% tax penalty (of the amount included in GI - the premature distribution amount) is assessed on amounts borrowed from an annuity UNLESS recipient is 59.5 or older
5. Life Insurance
4. Issue: What is the tax treatment of life insurance payments and payouts?
4. RULE: a beneficiary of a life insurance policy receives the insurance proceeds tax-free - EXCLUDED from GI [S 101(a)(1)]
4. APPLICATION:
2. Term life insurance policy - provides protection for a specific term, usually a single year (aka "pure" insurance)
0. Policy cost depends on age and health of the insured - increases as TP gets older
2. Whole life insurance policy - provides protection for the entire life of the insured.  (aka "ordinary" insurance)
1. Usually requires the payment of level annual premiums 
1. Excess premium beyond what is paid under the insurance K is a savings vehicle 
1. Tax favored form of investment - no tax is paid on the build of interest OR the insurance proceeds 
2. compare to savings account, where yearly tax is paid on interest
1. Better than an annuity b/c when annuity payments are made, you are taxed on the income, whereas here not taxed on benefits received on a life insurance policy, including any interest
2. In whole life insurance K, there are often provisions that allow a policy holder to cash the policy out - will often include a formula for the cash surrender value of the policy
2. A policy holder can assign the benefits of life insurance, during her life, for living or medical expenses
3. RULE: Amounts taken out by a chronically or terminally ill individual from a life insurance policy to pay for expenses are EXCLUDED from GI (S101g) -
0. Terminally ill - when a doctor certifies that the individual is not expected to live for more than 24 months (S 101(g)(4)(A))
0. Chronically ill - a person is chronically ill when medical personnel certify that:
1. The individual is unable to perform at least two activities of daily living, such as eating and dressing
1. The individual is disabled, or
1. The individual's cognitive function is so impaired that he requires supervision in order to avoid harming himself
0. Applies to both payments made by the insurer and viatical settlement providers (a party that pays insured individuals to assign their life insurance benefits)
2. Viatical settlments - when payment of life insurance is made to the insured, not the beneficiary, that are paid under specific circumstances when the insured is terminally ill
5. Gambling Winnings and Losses
5. Issue: Whether gambling winnings and losses should be taxed
5. RULE: Gambling winnings must be included in income - they go into the GI pot
5. Issue: What is the tax treatment of gambling losses?
5. RULE: TP may offset gambling losses against gambling winnings, but not other types of income (S 165) - TP can deduct gambling losses up to the amount of the TP's gambling winnings
5. APPLICATION:
4. Annual accounting of gambling winnings
0. The rule for gains and losses of gambling winnings is applied on an annual basis, for each calendar year
0. So the netting out of gambling gains and losses occurs on a segregated annual basis
1. Ex. Dec 31 - if you gain 100k, but on Jan 1, you lose 100k - therefore you have a gain but can't offset the gambling losses
4. TP who deduct gambling losses must substantiate their losses
1. Casinos and other gambling establishments are required to report to the IRS payment of winnings above certain threshold amounts
0. Threshold amounts depend on the game played
0. Generally, when winnings are at least 300 times the wager
1. Ex. 1200 for slots, 1500 for keno, and 5000 for poker tourney
1. TP's can only take a deduction to the extent they can prove their estimated losses
1. Courts sometimes allow player's card records to substantiate losses
1. TP should keep a record, including the following info:
2. The date and time of the wagers and details re: wagers
2. Name and address of the Gambling establishment
2. Amounts won or lost
4. ATL or BTL deduction depends on whether the TP's gambling is a trade or business (TP want ATL deduction b/c leads to lower AGI)
2. BTL if NOT in trade or business
0. Deduction for gambling loss is a BTL deduction that is NOT subject to:
0. The 2% floor for itemized deductions or,
0. The overall limitation on misc itemized deductions or,
0. Disallowance under the AMT
0. BUT if the TP's total itemized deductions, incl the allowable gambling loss, are less than the std deduction amount, the TP will not be able to take a gambling loss deduction (b/c he will take the std deduction), but must include the gambling winnings in income
2. ATL if in trade or business
1. Deduction is an ATL or business deduction
1. AGI of a professional gambler includes only the net gambling winnings
2. Test to determine whether gambler is the trade or business: (Commissioner v. Groetzinger)
2. The TP must be engaged in the activity with continuity and regularity AND
2. The primary purpose must be for profit
1. Factors:
0. Other sources of income
0. Purpose of gambling (whether done solely for own account)
0. The amount of hours spent in the activity and in the study of the business
0. Business like activity - treated as a business
0. Was it sporadic?
0. Whether the TP maintained business like records of the gambling activity - one of the most important factors that courts use in cases
4. Innocent Spouse rules
3. Married TPs usually file joint returns b/c of the tax benefit
0. If money is owed, then both husband and wife are jointly and severally liable for the tax due
0. IRS can go after either one or both for full amount of the deficiency
3. Innocent spouse rules allow an innocent spouse to  not be liable for tax, interest, and penalties if:
1. the spouse has no knowledge of the understatement of tax, if entirely the fault of the other spouse AND
1. The spouse did not benefit from whatever source gave rise to the underpayment
1. May be difficult to prove that no benefit was received
3. Common fact pattern when one spouse has a gambling problem and the IRS has reported gambling winnings.  BOTH spouses are liable for the tax, but an innocent spouse can claim innocent spouse rules to be relieved of liability
4. Takeaways:
4. Gambling winnings are reported on an annual basis
4. Winnings at a low threshold are being reported to the IRS
1. Must be able to substantiate any losses for tax purposes
4. Need to determine whether the deduction for gambling losses is either ATL or BTL
2. See test above
 
1. Annual Accounting
6. Gen'l Rule:  For nearly all individuals, annual accounting is for the taxable year (the calendar year) [S 441]
0. Corporations may have taxable years that begin and end on different dates, depending on their business cycle - fiscal year [S 444]
0. Income tax is calculated using annual accounting, not transactional accounting (where we look at the transaction as a whole)
1. Burnet v. Sanford & Brooks
0. Facts: TP entered into a dredging K w/ the govt.  TP experienced losses from 1930-20.  In 1920, TP recovered losses as a result of lawsuit.  TP argued that the tax was not income b/c it was just money that was lost - when the transaction is viewed as a while, there is no income.
0. Rule: An annual accounting period is allowed, despite the fact we ignore whether the transaction as a whole produced a gain or a loss
0. Holding: Ct holds annual accounting is valid, do not have to allow a TP transactional reporting (per transaction that may span many tax years)
0. Reasoning:  Ct found that the money was a windfall gain, and therefore had to be included in income
6. EXCEPTIONS (3):
1. Net operating loss rules (NOL) - Section 172
0. RULE: a net operating loss suffered in a taxable year may be carried back 2 years or carried forward 20 years to offset income (TP can forego carryback and do only the carryforward)
0. A transactional reporting rule that is a statutory exception to the general rule of annual accounting - was enacted after unfair decision Sanford & Brooks
0. Applies to BOTH individuals (not salaried individuals) and corporations
0. Carryback - A net operating loss suffered in any year may be carried back to the previous two taxable years [172(a) and (b)(1)]
1. TP files amended return, reducing the income for the prior year by the loss carryback - the amended return produces a refund for the TP
1. Loss carryback is applied first against income from the earliest eligible prior year; any loss left after reducing operating income to zero is applied to the next earliest year.
1. Any loss not used up in offsetting income from prior years can be carried forward
0. Carry forward - A company may carry forward any losses and apply the losses against income for the next 20 years (after 20 years, the NOL will expire)
2. A company can choose to forego the carryback and only apply losses forward
2. Loss carryforwards are applied first against income recognized during the first year following the loss; any loss leftover is applied against income recognized during the following year
0. PRACTICE TIP:  Important for tax planning purposes!!  For practice, need to know whether NOL can be used in certain circumstances (ex. When a profitable company who purchases a company with NOLs can use those losses to sponge its gains)
1. When TP restores substantial amount held under claim of right (S1341)
1. Claim of right doctrine - when 2 TP claim the same income, the TP who has possession of the income is taxed on the income 
0. North Am Oil v. Burnet
0. Facts: TP earned money in 1916, but since there was a dispute, the TP did not receive the money until 1917. The dispute continued until it was denied cert in 1922.  TP did not want to pay tax in 1917, b/c higher tax rate
0. Rule: claim of right doctrine - the TP who has possession of the income is taxed on the income despite the dispute
0. Holding: The court held that the money must be included in income in the year in which it was received, so the money must be included as income in 1917
1. If the TP is later forced to give up the income, as a result of a dispute, then an adjustment to the TP's tax liability must be made for the year in which the income was repaid (to the other party)
1. US v. Lewis
0. Facts: EE rec'd bonus and had to repay it later.  EE wanted to amend earlier return b/c tax rate was higher, rather than deduct the repayment from the year in with the money was repaid (lower tax rate)
0. Rule: the adjustment takes the form of a deduction in the year in which income is repaid
0. Holding: the court held that the EE must take a deduction in the year in which the income was repaid and cannot go back and amend the return for year of inclusion
1. 1341 applies if 3 requirements are met:
2. TP included an item in GI for a prior year b/c it appeared that the TP had an unrestricted right to such item
2. A deduction is allowable for the taxable year b/c it was established after the close of the prior taxable year that the TP did not have an unrestricted right to all or a portion of the item
2. The amount of the deduction exceeds $3000
2. NOTE: IF requirements are NOT MET then apply Lewis - deduct in year of repayment 
1. If 1341 applies, it provides that the TP EITHER:
3. Deduction - Deducts the amount repaid in the year in which it is repaid, or
3. Credit - Reduces his tax liability in the year in which it is repaid by the tax that would have been saved in the year in which the income was included had the income not been included
1. S1341 gives the TP the choice of deduction OR credit
4. If the TP's tax bracket is higher in the year in of inclusion than in the year of repayment, then TP will take the credit
0. Ex. If TP had to pay $7000 of tax on $20,000, but is later forced to repay the $20,000 in year 2.  B/c the deduction would not make the TP whole, the TP gets to reduce his tax liability by the $7000 (the tax that he paid on the amount in which the income was included)
4. If the TP's tax bracket was lower in the year of inclusion than the in the year of repayment, then TP will take the deduction
1. Ex. In the example above, the TP would deduct the $20,000 from income in year 2.
1. Tax benefit rule
2. Tax benefit rule (2 parts)
0. Inclusionary tax benefit rule - triggers an inclusions whenever an event occurs that is fundamentally inconsistent with a tax benefit recognized in an earlier year (Hillsboro Nat'l Bank v. Commissioner)
0. No rule, comes from case law (Hillsboro, Bliss Dairy cases)
0. Exclusionary tax benefit rule - allows a TP to exclude an item that would otherwise be included in income under the inclusionary tax benefit rule (S111)
2. Ex. TP with 200k AGI donates 10k to college in year 1.  the college later gives the money back in year 2.  the TP receipt of the 10k in year 2 is inconsistent with the charitable deduction taken in year 1.  The TP must give back the year 1 deduction by including 10k of income in year 2.
1. BUT the exclusionary rule allows a TP to exclude the recovered item in the later year, to the extent that it did not reduce the TP's liability in the prior year
1. If the 10k charitable contribution did not reduce the TP liability in year 1, then she can exclude the 10k in year 2
2. Ex. Own dairy and buy feed for cows.  Take a deduction for total cost of feed for the cows.  Dairy is then sold to someone else, including the barn feed that was previously deducted.
2. The sale of the cow feed is fundamentally inconsistent with the deduction taken for the feed in the prior year
2. Therefore, in the year of the fundamentally inconsistent event, the TP must include in income, the amount of recovery
2. Therefore, whatever the cow feed was sold for in the year must be included in the year in which the feed was sold
2. If 30,000 deduction for feed, and 1/3 sold, then 10,000 must be included when the feed is sold per the inclusionary tax benefit rule
2. Hypo - dairy farmer - in year 1, the TP takes a deduction for the grain, but the dairy farm is operating at a loss and has 1,000,000 in NOL.  The dairy farm then sells the farm for a pittance. 
3. The inclusionary rule would apply
3. The exclusionary rule would apply b/c although the TP got a deduction, he still got no tax benefit from the tax deduction
3. Therefore there is no inclusion in the year of recovery
1. BOTH 1341 and the tax benefit rules apply where a return was correct at the time that it was filed, but a subsequent event rendered it incorrect, therefore NO amended return
3. Compare to where the return is incorrect at the time of filing and the mistake is not discovered until after the return is filed
0. TP may file an amended return when he files a return and later finds that there was a mistake or error
0. The mistake must have been knowable at the time the return was filed
0. If denied, the TP can file suit for refund in either the district court of the US Court of Federal Claims
0. Claim for refund must be filed within 3 years from the date the return was filed
2. Returns filed before the due date are deemed filed on the due date
2. If TP makes payment of tax after filing a return, then the period for filing a refund is longer
 
1. Personal Injury Recoveries
· Issue: Whether an individual's personal recovery is includable within GI (and is taxable)
· RULE: Section 104(a)(2) excludes from GI: damages (other than punitive damages) received on account of personal physical injuries or physical sickness
· When does the rule apply?
Damages must result from physical injury or physical sickness (section 104(a)(2))
Excluded recoveries:
Medical expenses (ONLY IF the P has not taken a 213 deduction for the medical expenses)
Lost wages
Pain and suffering
· If applicable, what does the rule do?
Excludes recoveries for medical expenses, lost wages, and pain and suffering
Punitive damages are NOT excludable UNLESS under state law, punitive damages are the only remedy for wrongful death
· IF individual is suing: Is the recovery a personal recovery?
· "Personal" injury is a tort-type claim, not a K claim
· Prior to 1996, there was much litigation of what constituted a personal injury, especially in discrimination suits
· But Congress changed the rule to require physical injury or sickness
· "Physical" Injury or Sickness Requirement
For recovery to be excluded, the recovery MUST be "on account of" the physical injury or physical sickness
· The TP seeking the exclusion need not be the person who suffered the physical injury
· Emotional distress
· Is only excludable if it is a byproduct of physical injury or sickness
· Psychological injuries that produce physical manifestations do not meet the physical illness requirement b/c the genesis of those injuries is not physical
· BUT the cost of medical care attributable to emotional distress may be deducted under S 213 (personal deduction allowed for medical expenses exceeding 7.5% of AGI)
· Interest earned on damages
· RULE: Interest earned on damages received are taxable [ 61a4]
· EXCEPTION: if payments are received over a period of years, the entire recovery is excluded from income, EVEN IF the recovery includes interest paid in compensation for the delay in payment (ex. Structured settlement)
· BUT there is the risk that the tortfeasor will later become insolvent and will not be able to recover all payments (usually not a problem)
· Therefore, settlement agreements are more tax favorable than lump sum payments
METHOD:
Take the current payment and compare it to the present value of the deferred payment to calculate tax savings
· Non-Physical Injury Cases
· RULE: Recoveries from non-physical injuries are included in GI
· Discrimination Suits
· RULE: Recoveries from discrimination suits are included in GI b/c no physical injury
· Issue: should attorney fees or litigation costs offset the recovery for personal injury damages?  IF so ATL or BTL deduction?
Generally, Ps can deduct attorneys fees, but the deduction may be limited by (67, 68, 55)
· Section 67 and 68 - "claw backs" - provision that takes back the benefit of a deduction, they take off pieces of deductions and you lose them
· Section 55 - AMT disallows misc itemized deductions, eliminates deductions
Banks and Banaitis: The S Ct held that Ps  MUST include in income the gross amount of the recovery, EVEN IF the P's ability to deduct the atty's fees is limited
Congress added an ATL deduction for attys fees in unlawful discrimination suits
· RULE: In an unlawful discrimination case, atty fees and costs are an ATL deduction [62a20]
Unlawful discrimination is an act that is unlawful under 62e
· BUT there are some tort type claims that are not unlawful discrimination and that don't have physical injury (ex. Slander, libel, false imprisonment)
Therefore, problem w/ attys fees when there is no physical injury and no discrimination suit
· IF business is suing, ask "in lieu of what were the damages received"?
· RULE: Damages received for business injuries are taxed according to the nature of the loss
· Need to ask "in lieu of what was the recovery received?"
· Ex. If compensation is received in lieu of lost profits, then the recovery is treated as income and is taxed as normal business income
· Ex. If compensation is received in lieu of a capital asset, then capital gain treatment will apply 
 
Cancellation of Indebtedness Income
Tax Treatment of Loan Transactions
TP does not include in income proceeds of the loan in the year that it is borrowed, and TP does not deduct repayments of the loan (i.e. NON-EVENT for tax purposes)
Rationale: The borrowing does not increase the net worth of the individual b/c there is an obligation to repay the money
BUT if the debt is discharged for less than the amount owed, there is income and the amount of the debt discharge income = amount owed - amount paid to discharge the debt (Kirby case -- codified in 61a12)
Tax benefit rule - if an event occurs in the current year, which is fundamentally inconsistent w/ a tax item in a prior year, there will be an inclusion to correct the error
At the time of borrowing it was reasonable to exclude the loan proceeds
BUT when debt is discharged (fundamentally inconsistent event), MUST correct the error in the year or repayment b/c the loan proceeds were premised on an assumption that later turned out to be wrong
RULE: Debt discharge income (cancellation of debt income) must be included within GI [61a12 from Kirby]
EXCLUSIONS: (if qualify, ten TP excludes cancellation of indebtedness income)
Bankruptcy exclusion [S 108a1A]
TP who is insolvent AND files a bankruptcy petition can exclude all debt discharge income from  GI (blanket exclusion)
Two types of Insolvency:
Balance sheet insolvency - when the TP's liabilities exceed the TP's assets
Equity insolvency - when the TP does not have enough cash to pay bills as they become due
Insolvency exclusion [S 108a1B]
TP who is insolvent can exclude the debt discharge income to the extent of the insolvency (no bankruptcy petition needed)
To apply, TP must be balance sheet insolvent
BUT difficult to valuate assets and liabilities
Creates an incentive to file a bankruptcy petition b/c gives a blanket exclusion of indebtedness income
Purchase Money Indebtedness [S108e5]
If seller of debt takes back debt and reduces the debt, the reduction in debt is treated as a purchase price adjustment and does not need to be included w/in GI
Bona Fide Dispute
If there is a bona fide dispute over the amount owed, and the borrower ultimately pays less (in settlement) than what the lender was owed, the diff btwn the two amounts is not included w/in income - no debt discharge income  [Sobel v. Comm]
Qualified Personal Residence Indebtedness Exclusion [108a1E]
In the Code until 2012
Under what circumstances does it apply?
Debt secured by principal residence
Debt was incurred in acquiring, constructing, or substantially improving the residence
Includes indebtedness from refinancing qualified acquisition indebtedness up to the amount that was refinanced
Need to ask: What did TP do with the loan proceeds
· OK if for improving home
· NOT OK if credit card debt for personal expenses
Indebtedness cannot exceed 2 million
Applies only to debt discharge income generated by:
A disposition of property by a recourse debt OR
Workouts of recourse or nonrecourse debt
If applies, what does it do?
Qualified personal residence debt discharge income is excluded from GI
TP reduces basis of the residence by the amount of the debt discharge excluded
Policy Reasons?
Politics - politicians don't want to make people pay tax on their debt discharge income as a result of foreclosure
Debt discharge in the context of a property transaction
Basis = TP's running investment in the property
Depreciation deduction
IF TP gets to take deductions for depreciation, the basis is reduced by the amount of the depreciation.  
Generally, TP cannot take depreciation of personal property [165c]
When asset is fully depreciated, the asset is fully recovered, so anything that you get on disposition of the property is gain (b/c basis = 0)
RULES:
TP includes debt in basis AND TP must include debt relief in AR  (for symmetry)[Crane]
Amount realized includes debt relief, EVEN IF the property is worth less than the amount of debt @ the time the TP disposes of the property [Tufts]
AR = cash rec'd by TP + value of any other property rec'd
Gain = AR - AB
Distinguish btwn recourse and nonrecourse debt 
Nonrecourse debt = lender can proceed against the property to satisfy debt, satisfies the debt from the collateral; TP is not personally liable
Debt relief is included w/in AR
Recourse debt = lender can proceed personally against the borrower for any deficiency
Bifurcated approach:
Debt discharge income is included w/in AR up to the FMV of the property (at the time of disposition)
Any add'l debt discharge is treated as debt discharge income and included in GI under 61a2
Example of Crane rule in a RE Transaction 
B buys RE for $200,000 (50,000 of cash + $150,000 of loan proceeds). 
The loan is secured by the RE and is nonrecourse.
The loan is an interest-only loan, so that the payments on the loan do not reduce the principal owed on the loan.
B’s basis in the RE is what he paid for it, $200,000, including the debt. (Crane)
Assume that B takes $70,000 of depreciation deductions on the RE in years 1-10, which reduces his basis from $200,000 to $130,000.
Assume B sells the RE in year 10 for $10,000 in cash and the purchaser assumes the $150,000 of debt.
What is B’s gain on the sale of the RE in year 10?
AR = $160,000 ($10k cash + $150k of debt relief) 
2. Crane requires that the debt relief from the sale of the RE be reflected in the AR.
2. The debt relief is reflected in AR regardless of the FMV of the RE. The AR would reflect the debt relief even if the RE was worth less than the amount of the debt. (This was the holding in the Tufts case.)
4. AB = $130,000
4. Gain = $30,000
4. METHOD:
5. Recourse vs. nonrecourse?
5. Need to calculate the property transaction gain or loss
1. Gen'l rule: personal losses are NOT deductible UNLESS there is a rule that allows it [165]
5. Need to calculate, if any, the amount of the cancellation of indebtedness income
2. Check to see if the debt discharge can be excluded by any of the exclusions - 108a1A, B, E
2. Debt discharge income is taxed as ordinary income UNLESS a biz TP can treat the debt discharge as capital gain
4. Rationale: 
6. Good for real estate investors b/c they are able to defer paying tax (time value of money)
1. Tax Exempt Bonds
9. RULE: TP may exclude the interest they receive on certain state, municipal, or other bonds [S 103]
0. Lower interest rate than taxable bonds, but interest on them is not taxed
9. Example:
1. Interest rate on taxable bonds = 10%
1. Interest rate on tax-exempt bonds = 7.5%
1. After tax return for TP in the 25% tax bracket is the same.  If TP invests $1000, then:
2. On taxable bond: gets $100 interest, but reduced by 25% tax = $75
2. On tax-exempt bond: gets $75 interest, not taxed = $75
1. $25 of pretax interest lost by investing in the tax-exempt bond is putative tax
9. Federal subsidy
2. The provision is a transfer from the fed govt to the state and local govt b/c the fed govt gives up tax to transfer money to the state govt
2. Gives a windfall gain to a higher bracket TP b/c they are getting a lot more than they would on a taxable bond (since their tax bracket is higher, then tax-exempt bonds are favorable b/c not getting taxed at 35%, but taxed at 25%)
1. Therefore high tax bracket people buy these up and a lot of the money is being captured by high bracket TP
2. Therefore, inefficient form of federal subsidy
1. Gain From the Sale of a Personal Residence [S 121]
10. Under what circumstances does it apply?
0. Residency requirement - TP must have owned and occupied property as principal residence for at least 2 years of the last 5 years prior to the sale or exchange
0. TP can only qualify for the exclusion once every 2 years
10. What does it do when it applies?
1. RULE: TP can exclude from GI up to 250k(500k for married) of gain from the sale or exchange of their  personal residence [S 121]
0. Not a nonrecognition rule - income is erased/excluded from GI
1. If TP does not meet the residency or timing requirements above, the TP may qualify for a reduced exclusion IF the TP shows that he has a "good reason."
1. Good reason = TP had to move b/c change of place of employment, health, or other unforeseen circumstances
1. IF TP meets good reason requirement, then TP will be able to take a portion of the exclusion
1. If occupancy requirement not met, then the TP can exclude an amount = 250k x (period of time prop used as princ res/2years)
1. If timing requirement not met, then the TP can exclude and amount = 250k x (period of time btwn sale of prev princ res and sale of curr princ res/2 years)
10. Policy?
2. 121 replaced old rule 1034, which was a nonrecognition rule that allowed TP to not recognize gain on property as long as the TP purchased another residence w/in the next two years and spent as much on the new residence as the sale price on the old residence.
0. The basis was transferred to the new residence 
0. Had one time exclusion of gain, if TP was over age 55
2. Due to tax incentives for home ownership, the effective tax rate on owner occupied property is 0/low
1. Deduction for interest on mortgage
1. Deduction for property taxes
1. Exclusion from income of gain from the sale of property
2. Incentives on owner occupied property create a misallocation of resources
2. Tax incentives influence the decisions ppl make about what form of investment is best for them
2. Has led to too much investment in owner occupied housing and too little investment in incorporated business or unincorporated business
2. Therefore, tax policy led to the housing bubble
2. In response, economists suggest that the requirements are too lenient and should be stricter
2. Policy reason: Congress enacted this law b/c recognize that Americans often build up gain in personal residence BUT they realize that it is not an appropriate time to tax when people retire and sell their homes
3. BUT this section disproportionately encourages home ownership

Problems of Timing
1. Introduction
0. TP generally prefer to defer income and accelerate deductions b/c tax deferral is valuable to them
0. Deferring tax saves the TP money
1. Gains and Losses From Investment Property
1. General rule: GI includes gains from dealing in property (sales or exchanges of property). 61(a)(3)
1. Realization of Gains and Losses
1. General rule: TP are taxed on appreciation when it is "realized" (Eisner v. Macomber)
0. A gain or loss is realized when property is exchanged for cash or other property differing materially either in kind or in extent
0. Exchanged property is materially different if it embodies legally distinct entitlements (Cottage Savings)
0. Realized gain = AR(amount realized) - AB(adjusted basis) [1001a]
1. Recognition of Gains and Losses
2. Gen'l rule: Realized gains are taken into account in order to compute GI, only to the extent they are recognized [1001c]
0. Realized gains and losses are recognized UNLESS otherwise provided in the code.
0. Nonrecognition rules - defer a TP's realized gains in whole or in part
0. Rationale: want to encourage investment, therefore the Code allows TP to change the form of investment and defer the gain.
2. Like-Kind Exchanges
1. RULE: (nonrecognition rule) Section 1031 provides for nonrecognition of gain or loss realized on the exchange of trade or business or investment property for like-kind property that will also be used in the TP's trade or business or held for investment
1. Under what circumstances does 1031 apply?
1. Elements:
0. Property used in a trade or business or for investment
0. Exchanged for like-kind property used in trade or business or for investment
1. 1031 only applies if property held for productive use in a trade or business or for investment is exchanged solely for the property of a like kind which is to be held for productive use in a trade or business or for investment (or other property or money)
1. Does not apply to principal residences
1. Majority of like-kind exchanges apply to real property (but can apply to other assets - like trucks)
2. Like-kind real property is broadly defined - includes all real property, including developed or undeveloped and commercial and residential
2. PRACTICE TIP: when applying 1031, need to read the regs to determine what is "like-kind" exchange
1. Ex. Sex of farm animal affects whether or not like-kind (male pig != female pig)
1. NOT elective - If requirements are met, then the section applies
1. EXCLUSIONS: Does NOT apply to exchanges of inventory, stocks, bonds, notes, other securities or evidences of indebtedness, partnership interests, beneficial interests in trusts, or contract rights. 1031a2
1. If it applies, what does it do?
2. Recognized gain and loss
0. 1031 defers realized gain from being taxed at the time of the 1031 exchange by assigning the basis of the property received, the basis of the property that was given up in the exchange
0. Realized gain is recognized up to the amount of boot (cash + FMV of property other than like-kind property) rec'd in the exchange [1031 a, b]
0. Realized loss is NOT recognized, even if the TP receives boot in the exchange [1031 a, c]
0. Party paying boot subtracts cash paid from value of what was received to compute realized gain
2. TP basis in property received =
2. 
	(AB of prop given up
	+
	Cash paid by TP
	+
	Liabilities on new prop)
	·  
	Boot: cash + FMV of property rec'd by TP, incl debt on prop given up by TP
	+
	Gain recognized by TP


2. Boot payment in exchange: If a TP pays boot in addition to giving up property, the TP's basis in the property rec'd in the transaction is increased by the boot paid
2. If the party acquiring the TP's property assumes the TP's debt w/ respect to the property, the debt relief is treated as boot
2. If the TP assumes debt on the property rec'd, the basis in the new property is increased by the debt on the new property
2. Special gain computation rules where BOTH pieces of property exchanged are subject to liabilities
5. Special rule for computing realized gain
1. Realized gain = AR (incl FMV of property rec'd, cash rec'd + liabilities to which old property is subject) -  sum of (AB of old property + liabilities to which new property is subject + cash paid)
5. Special rule for computing recognized gain
2. Solely for purposes of computing recognized gain, 
"money received" has special definition
2. Money received = liabilities given up by TP - (liab on new prop + cash TP paid)
2. METHOD:
3. Compute realized gain = AR - AB
0. Compute AR = (FMV of prop rec'd + boot rec'd + old liabilities given up)
0. Compute AB = AB old prop + liab on new prop + cash paid by TP
0. Realized losses are NOT recognized [1031 a, c]
3. Compute recognized gain
1. Usually = boot (incl cash + FMV of other prop rec'd by TP, incl debt on prop given up by TP)
1. If BOTH properties encumbered: "money received"
2. Money received = liabilities given up by TP - (liab on new prop + cash TP paid)
2. ONLY the party whose net indebtedness decreases treats net debt relief as boot
1. Gain is recognized ONLY up to the amount of gain realized
3. Recognized gain = lesser of (gain realized OR the boot rec'd)
3. Compute basis in prop rec'd =
3. 
	(AB of prop given up
	+
	Cash paid by TP
	+
	Liabilities on new prop)
	·  
	Boot: cash + FMV of property rec'd by TP, incl debt on prop given up by TP
	+
	Gain recognized by TP


Compare recognized gain to FMV of property acquired
Other Nonrecognition Rules
Section 1033 - involuntary conversions [Reg 1.1033(b)-1]
Under what circumstances does it apply?
When there is an involuntary conversion of property in which gain is realized
Requirements:
· Involuntary conversion due to complete or partial destruction, theft, or condemnation
· Gain as a result of the involuntary conversion
· TP must reinvest the cash in property that is similar or related in use to the lost property
If section applies, what does it do?
Allows TP to elect to not recognize gain realized on the involuntary conversion of property into cash due to the complete or partial destruction of the property, theft, or condemnation, provided that the TP reinvests the cash in property that is similar or related in use to the lost property
If all proceeds are reinvested in similar use property:
· No gain is recognized
· Basis of the new similar use property = cost of similar use property - any gain realized on the involuntary conversion property that was not recognized [1033(b)(2)]
If some proceeds are not reinvested in similar use property:
· Realized gain is recognized to the extent that proceeds are not reinvested in similar property
· Basis of the new similar use property = cost of similar use property - any gain realized on the involuntary conversion property that was not recognized [1033(b)(2)]
Period within which property must be replaced
· Two years after the close of the first taxable year in which any part of the gain upon the conversion is realized OR as specified by the Secretary
METHOD:
· Calculate realized gain
. Realized gain = AR - AB
· Calculate recognized gain
. IF all proceeds are reinvested in similar use property: 
1. NO gain is recognized
. IF NOT all proceeds are reinvested in similar use property:
2. Recognized gain = amount of proceeds that are not invested in similar use property
· Calculate basis of new similar use property
. Basis = cost of similar use property - any gain realized on the similar use property that was NOT recognized
What is the section doing? What is the policy reason?
Nonrecognition rule for certain types of property transactions
Section 1034 - OLD RULE, no longer in existence
Allowed the TP to not recognize gain realized on the sale of a personal residence if, the TP purchased a new principal residence and the price of the new residence at least equaled the price at which the old residence was sold
Sale must have occurred between two years prior to the sale and two years after
Replaced by section 121, which allows an individual to exclude up to 250k of gain for an individual (or up to 500k for a couple) realized on the sale of their home
 
Transfers Incident to Marriage and Divorce
Property Transfers incident to Marriage or Divorce
RULE: NO gain or loss is recognized by either party on the transfer of property to a spouse OR a former spouse, provided the transfer is incident to divorce (nonrecognition rule) [S 1041]
Under what circumstances does the rule apply?
1041 Requirements:
Transfer to a spouse OR former spouse
If to former spouse, transfer must be incident to divorce
Does not apply to transfers prior to marriage
If requirements of 1041 are NOT met, then apply Davis case law: 
Davis RULE: a transfer of appreciated  property incident to divorce is a realization event, so transfers are taxable BUT transfers between divorcing spouses of property held as community property are NOT realization events
US v. Davis - held that a transfer of appreciated property incident to divorce was a realization event to the transferor BUT holding does not apply to transfers between divorcing spouses of property held as community property
Decision overturned by statute - section 1041 BUT still applies where section 1041 does not apply
· Ex. Applies to same-sex couples b/c DOMA
What does it do if it applies?
No gain or loss is recognized in the transfer of property by either spouse
Basis in transferred property
The transferee takes the transferor's absis in the property
Cash Transfers
Distinguish btwn alimony and child support payments
Alimony
Requirements:
Payments made in cash
Made pursuant to a written divorce agreement or decree
Payor and payee must live in separate households
Payment MUST NOT be for child support
Payment obligation must NOT continue after the death of the payee spouse
Payments are treated as alimony ONLY to the extent they are substantially equal in the first three years in which alimony payments are made
· Excess alimony rule 71f - frontloaded alimony payments in the first two years will be recharacterized as property settlements and taxed in year 3
. PRACTICE TIP: Avoid 71f; don't frontload alimony payments; otherwise risk malpractice!!
What does it do if it applies?
Inclusion of alimony to the receiver [S 71]
· Party receiving alimony payment includes alimony payment in GI
Deduction of alimony payments by the payor [S 215]
· Deduction for alimony is ATL [62a10]
Why is this section in the code? Policy?
Effect: 
1. Both parties would like the payment to be characterized as alimony
1. B/c the high income TP (the payor) is able to deduct the payment and the lower income TP is able to deduct, the tax savings will be divided btwn the parties
1. Child Support Payments
2. Payor does NOT get a deduction for child support payments
2. Payee does NOT include the amount of child support payments in income
2. Dependent Child Exemption
2. The custodial parent (spouse w/ more than 50% physical custody) takes the dependent exemption
2. BUT if there is a written agreement, the Code lets the higher tax bracket spouse to claim the personal exemption for the children
1. The exemption is worth more to the high tax bracket spouse than to the lower tax bracket spouse
2. Therefore, the high tax bracket spouse can negotiate for the exemption but would need to give something else to the lower tax bracket spouse in exchange
1. Installment Sale and Open Transaction Reporting
3. 453 is a Special Accounting Method
0. TP may adopt the following accounting methods: cash method, accrual method, OR special accounting methods permitted by the Code [S 446c]
0. Section 453 is a special accounting method for reporting gain from the sale of property in exchange for deferred payments
3. When does section 453 apply?
1. Requirements:
0. If seller realizes a gain on the sale of property
0. At least one payment will be received by the seller after the close of the taxable year sale (453(a) and (b))
1. DOES NOT APPLY (therefore, must include full gain in year of sale):
1. To sales of personal property by TP who regularly sell personal property on the installment plan (biz that sell inventory)
1. To sales of real property by TP who hold real property for sale to customers in the ordinary course of business (ex. Real estate investors)
1. To the sale of publicly traded stocks or securities
1. If the seller realizes a loss in the transaction, only applies to gain
1. If requirements are met, then 453 applies automatically 
2. BUT can opt out and recognize the entire gain in the year of sale
1. If requirements are not met, then 453 does not apply and TP must include full amount of gain in year of sale
3. What does section 453 do if it applies?
2. Provides for a special accounting method for reporting gain from the sale of property in exchange for deferred payments
0. Gain is allocated proportionately across all payments to be made: a portion of each payment is included in GI and a portion is excluded from GI
2. METHOD:
1. Determine the overall ratio (gross profit ratio) of the gain to the sales price in order to determine what portion of each payment should be included as gain from the sale [453(c )]
0. Annual inclusion = payment x gross profit ratio
0. Gross profit ratio = gross profit/contract price
· Gross profit = selling price - AB in prop sold
Selling price = amount the buyer is paying (other than interest); if property is subject to a liability, then includes the amount of debt assumed by buyer
· Contract price = selling price - debt assumed by buyer
Ex. Gain = 400k, sales price = 500k. Ratio = 400/500 = 0.8
Determine the annual inclusions of gain from the sale by multiplying any installment payment received during the year by the ratio determined under 453(c )
Ex. Yearly payment is 100k. Annual gain inclusion = 100 X 0.8 = 80k 
BUT IF DEBT:
If the property sold is subject to a liability that is assumed by the buyer, for purposes of computing 453(c ) ratio, the selling price includes the amount of the debt
1. Ex. K price is the selling price less debt
1. TP can ELECT out of section 453 and recognize the entire gain in the year of sale [453(d)]
2. BUT limitations of 453 tax benefits [453A]:
2. If 453A applies, then interest is applied on the deferred tax liability
0. If installment payments exceed $5 mill, then the TP must pay the govt interest on the tax liability deferred under 453
0. If installment payment is pledged as security for a loan, the proceeds of the loan may be treated as a payment on the installment obligation, triggering inclusion under 453
0. If the TP receives a bond or other evidence of indebtedness from the purchaser, the TP's receipt of the debt is also treated as a payment if the debt received is payable on demand or is readily transferable, triggering inclusion under 453
2. Apply GPR to proceeds to determine the amount of annual inclusion
2. When total amount of the deferred payment on the sale is uncertain/contingent:
3. Burnet v. Logan -a TP can adopt a "basis first approach" to report the gain from the sale when the total amount of the deferred payment on the sale is uncertain at the time of sale (similar to Inaja land co)
3. 453(j)(2) - passed after Logan, now requires sellers receiving contingent payments to apply 453 in the year of sale and preclude open transaction reporting except in extraordinary cases
3. Three special rules for determining the basis recovery and gain inclusion where the amount paid for property is contingent:
2. If a max payment for the property can be determined, then that amount is treated as the selling price for the purpose of computing the 453 inclusion ratio
2. If a max payment cannot be determined, but the number of years over which payments will be made can be determined, the TP basis is allocated equally over that period
2. If neither a max payment nor time period for payment can be determined, the TP recovers basis equally over 15 years
3. What is the section doing? What is the policy reason for having the section in the code?
3. Policy concern with liquidity  - TP does not have to include gain from sale in the year of sale when getting paid in installments
0. Tax on debt relief is deferred until payments are made
0. Compare to tax on discharge of debt relief in property transactions where taxed on debt relief at the disposition of the property - debt relief is included w/in amount realized
3. The deferral of tax under 453 is like an interest-free loan from the govt to the TP in an amount equal to the tax on the gain realized in the sale
 
1. Original Issue Discount
4. General rule: Interest received by the TP must be included within GI [S 61]
0. Deduction of interest:
0. Gen'l rule: Business interest is generally deductible
0. Gen'l rule: Interest of personal borrowing is NOT deductible UNLESS allowed by a rule in the Code
1. Ex. Deductions for home mortgage interest, student loan interest
4. Definitions:
1. Compound interest - determined by applying the interest rate on the debt to the sum of (i) the amount originally loaned plus (ii) any interest on the debt that has already accrued but has not been paid
1. Simple interest - interest paid only on the amount originally loaned
1. Hypo: X sells the property for semi-annual interest payments equal to 5% of 377
0. If the buyer sends him interest on the 377 each year, then in year 10, he would get 377
0. OID rules would not apply b/c all the interest is stated interest
1. If interest is being paid out then the OID rules do not apply
1. Interest can either be (i) stated explicitly or (ii) unstated and implicit
2. Stated interest - stated interest is included w/in GI [S 61]
2. Original Issue Discount - unstated interest on debt, determined at the time the debt is issued
4. OID interest [Section 1273]
2. When does 1273 apply?
0. ONLY when there is unstated interest on debt
0. Unstated interest is the difference btwn the amount that was borrowed and the amount to be repaid
0. Zero coupon bond - a bond w/ no stated interest on debt
0. FOR CLASS: Assume that all bonds are zero coupon bonds and no stated interest
2. What does 1273 do if it applies?
1. 1273 calculates the yearly unstated interest that must be included within GI
1. METHOD:
1. Compute total amount of OID on debt instrument:
0. Total unstated interest (OID) = (the stated redemption price at maturity of the debt instrument) - (the issue price of the debt instrument)
0. Stated redemption price at maturity = the amount payable under the debt instrument less any stated interest that is paid at least annually
0. Issue price = amount of cash the bondholder paid for the debt OR the value of the property given in exchange for the debt
1. Allocate the OID over the life of the debt instrument:
1. TP computes OID inclusion for each 6-month period that she owns the bond.  For each 6-month period, calculate the OID inclusion. [1272]
0. To convert yearly YTM to semi annual, divide YTM by 2
0. FOR CLASS: assume that we always have semi-annual compounding
1. OID inclusion =  (the yield to maturity) x (the adjusted issue price of the bond/debt)
1. Yield to maturity (YTM) is the implicit interest rate
0. FOR CLASS: Will give YTM rate on test - don't need to know how to calculate
1. Adjusted issue price = issue price of the bond + any unstated interest that has already accrued on the bond but has not been paid to the bondholder
1. For total OID for one year - add up the OID for the first 6-month period and the second 6-month period
1. OID inclusions taxed as ordinary income
2. What is the section doing? What is the policy reason for having the section in the code?
2. To avoid the asymmetry of OID interest income and deductions - the OID rules put both issuers and bondholders on the same accounting method, the accrual method, for purposes of determining OID interest deductions and inclusions - creates symmetry
4. OID in a property transaction w/ deferred payments (OID combined w/ 453 installment obligation rules) [Section 1274]
3. When does 1274 apply?
0. When there is unstated interest on debt
0. When debt instruments are issued for property
0. DOES NOT APPLY to:
2. Sales of principal residence
2. Sales in which payments are not deferred for more than 6 months
2. Certain sales of farmland
2. Sales where the debt issued in exchange for property is publicly traded or the property for which debt is exchanged is publicly traded
2. To property transactions if interest payments are made at least annually, at least at a rate equal to the AFR, then the rules don't apply
2. Sales where the total payments to be made on a debt exchanged for property are less than 250k (BUT S483 may apply) 
3. What does 1274 do if it applies?
1. OID rules divide transaction into two separate parts:
0. Property transaction - sale of property for a zero coupon bond
0. Realized gain = AR - AB
0. AR = imputed amount that for which the property was exchanged in year 1
0. 453 allows deferral of gain to when payment is received (see installment rules)
0. Debt/OID transaction
1. There will be an inclusion of interest in GI
1. Unstated interest on the debt instrument = gross amount of payments to be made on the debt instrument - present value of those payments
1. Allocate OID over the life of the instrument:
2. If NO interest is stated on the debt instrument issued in exchange for property, the payments to be made on the debt instrument are discounted to present value using the applicable federal rate (AFR) [1274b]
2. OID inclusion =  (the yield to maturity) x (the adjusted issue price of the bond/debt)
1. Yield to maturity (YTM) is the implicit interest rate
1. FOR CLASS: Will give YTM rate on test - don't need to know how to calculate
1. Adjusted issue price = issue price of the bond + any unstated interest that has already accrued on the bond but has not been paid to the bondholder
3. What is the section doing? What is the policy reason for having this Code section?
2. Not beneficial to use OID rules
0. 1274 bifurcates the debt transaction into two pieces: OID is taxed as ordinary income and property transaction b/c possible capital gain tax rate
0. TP would prefer to have higher property transaction gain b/c likely to get capital gain tax and have tax deferred when payment is received
1. 453 applies unless opt out
0. Whereas OID portion: need to pay tax on the interest accrued each year using the ordinary income tax rates
2. BUT if interest rate is 15%, and AFR is 10%, then might still set up the transaction using OID rules b/c get to use the lower AFR rate instead of the higher interest rate
1. Allocates less to the debt portion and more to the property piece
1. Therefore, may be more advantageous to use the OID rule
1. Cash Method of Accounting
· Under what circumstances does the rule apply?
· Section 446 allows a TP to use the following methods of accounting:
· Cash method
· Accrual method
· Any other special methods specified in the Code 
· Ex. Section 453 - installment sales
· Issue: Who uses the cash method of accounting?
· Generally, individuals use the cash method of accounting
· Restrictions on the use of who can use the cash method
· Any business that sells inventory must use the accrual method of accounting
· Includes manufacturers, wholesalers, or retailers
· Accounting period = calendar year
· If the rule applies, how does it operate?
· Inclusions
· General rule: TP who use the cash method of accounting must include an item of income on actual or constructive receipt (451a)
· Item is included when:
· The item is either actually or constructively received, whichever is earlier (reg 1.451-1a, 1.446-1c1i
· Item of income is received in the form of cash, property, or services
· Must be a promise to pay that is unconditional, not subject to set-offs, and readily transferable (Cowden v. Commissioner)
Must NOT be an unfunded, unsecured promise to pay money in the future
· Doctrine of constructive receipt
· Rule: An item of income is constructively received if it is made available to the TP, so that he could receive it (Reg 1.451-2)
Even if the TP defers actual receipt to year 2, the TP will still be deemed to have constructively received the payment if in mailbox in year 1
· EXCEPTION: constructive receipt doctrine will not apply if the TP contracted for payment in year 2 b/c the TP had no right to the payment until year 2 
These deferral Ks are respected by the service
· Rationale: for convenience
· Applies to both payment for services as well as for goods
· Economic Benefit Doctrine (from case law)
· General rule: a TP recognizes income as soon as a payor irrevocably sets aside funds for a TP in a manner that prevents the payor's creditors from being able to reach the amount set aside (Pulsifier case)
TP must include income, despite the fact that the TP has not actually received the amount set aside
If the payor's creditors can reach the funds set aside for the TP, then the TP does not have to include the funds set aside
· Does not require inclusion if the ER makes an unsecured promise to pay EE in a future year
· Largely supplanted by section 83, a statutory provision
· Refers to miscellaneous income, like lottery winnings
· EXCEPTIONS:
Deferred compensation arrangements
· EXCEPTION: Deferred Income Agreement
· Rule: An EE can defer compensation income if she enters into a deferral agreement before she earns the income
· The ER cannot deduct the compensation until the EE includes it (404(a)(5))
· Ex. Often used in sports K b/c want to spread payments out over multiple years
· Practice Tip: Certain deferred compensation agreements can trigger 409A, which accelerates inclusion of deferred compensation and imposes interests and penalties if certain requirements are not met
· Two drawbacks:
· The EE runs the risk that the ER will not be able to make the deferred payment when it is due
· An EE cannot deduct deferred compensation until the EE includes it, so the tax advantage gained by deferral is offset by the Ers inability to deduct
· Tax Friendly Retirement Plans
· Qualified Pension or Profit Sharing Plans
· An ER sets up a plan where funds are set aside in a trust for the irrevocable benefit of EE
· Requirements of qualified pension plans:
Must comply with certain nondiscrimination provisions that ensure coverage for low-paid EE
Qualified retirement plans are subject to statutory limits (415)
High penalties apply if the EE withdraws her interest in these plans prior to retirement or separation from employment (72t)
· How does it operate if it applies? (VERY tax friendly)
The ER can deduct the current payments and the EE is not taxed on the contributions, or the interest earned on the contributions, until she receives the funds upon retirement or separation from service
Benefits:
1. ER gets up front deduction
1. EE doesn't get taxed on Ers contribution
1. EE not taxed on the build up of the plan
1. EE doesn't pay tax until the amounts are taken out (usually done when not in the highest tax bracket, therefore taxed at a lower rate)
Self-employed persons can use a form of qualified retirement plan where the amounts set aside can be deducted from business earnings and are not taxable until withdrawn
· Takeaway: 
For every dollar set aside it is worth 10 in 40 years at the 6% tax rate (per time-value of money chart)
Therefore, should contribute max amount to qualified pension plans
· IRAs (Individual Retirement Account) (2 types - section 408)
· Traditional IRA
How does it work?
0. TP takes deductions on contributions to an IRA
1. Deduction is taken at the time of the contribution
1. Can set up an IRA for year 1 taxable year anytime before filing the year 1 tax return
· Ex. TP can set up an IRA to deduct from taxable year 2010 anytime before the time the TP files the 2010 return
1. Annual limit on deductible IRA contributions. S219(b)(5)
· $5000 in 2008, but adjusted annually for inflation
1. If TP turns age 50 before the end of the taxable year, then can also deduct "catch-up contributions" of $1000. S 219(b)(5)(B)
1. IRA contribution deduction is not available when (219(g)):
· A person is covered under a qualified retirement plan AND
· Have AGI above a certain amount 
0. No tax on the build up in the IRA (on the interest earned on the contributions)
0. Investments are taxed on withdrawal
3. Penalties apply for withdrawals prior to retirement
· Roth IRA
How does it work?
0. TP does not get a deduction at the time of contribution - tax benefits are "back loaded." (408A)
1. Contribution limits on a Roth IRA are the same as the annual deduction on a trad IRA (approx $5000) - see S219(b)(5)
1. BUT Roth IRA contributions are reduced by any contributions made to traditional IRAs. 408A©(2)
0. There is no tax on the distribution on the IRA as long as the distribution is a "qualified distribution" (408A(d))
2. Qualified distribution:
· Is made no sooner than the end of the 5th tax year after the first contribution to the Roth IRA AND
· The distribution is made on or after the TP reaches age 59 1/2 (retirement age) OR
· Is made to a beneficiary after the death of the indivdual OR
· Is made on account of the individual becoming disabled OR
· Is a special purpose distribution
· Ex. Distribution that enables a TP to purchase first home and not subject to penalty tax - capped at 10k (408A(d)(2))
· Policy/Rationale:
· To encourage people to save since people often don't think about the future
· Economic incentives to encourage people to save
· Deductions:
· General rule: TP generally deducts an item of expense when it is paid (Reg 1.446-1c1i)
· Timing of a deduction matters to a TP
· TP generally want the payment deducted sooner, rather than later, to get the tax benefit
· EXCEPTION: 
· When payment of an expense creates an asset with a useful life that extends substantially beyond the close of the year in which the expense is incurred, the cash method TP cannot deduct the entire expense, the expense must be capitalized
· Hypo: On July 1, 2010, TP pays an insurance premium for 3 years of insurance coverage. The amount of the insurance premium is 30k, how is that reflected on the return of the TP? When does the TP get the deduction?
· Under the general rule, would take deduction in 2010
· BUT only 6 months of the coverage is for 2010 - 
Under the exception, we would say that the 30k payment is allocable 1/6 to 2010, 1/3 to 2011, 1/3 for 2012, 1/6 allocable to 1/6 to 2013
· Therefore allocate the cash payment to the period of time in which the benefit is received
· Considered a prepaid expense, allocating across more than one calendar year
Section 83 Transfers
· Section 83 is a codification of the economic benefit doctrine
· Under what circumstances does the rule apply?
· Three requirements for section 83 to apply:
· When there is a compensatory transfer 
· There must be an acquisition of beneficial ownership in property
· Can only apply section 83 once
· Of property 
· Property includes real and personal property or a beneficial interest in assets transferred to a trust or escrow account if the assets are beyond the reach of the transferor's creditors (Reg 1.83-3(e))
· Does not have to be a transfer in stock
· Does not include money or an unfunded, unsecured promise to pay money or property in the future
· If stock can be purchased on the open market, then 
· In connection with the performance of services
· Applies to both transfers in recognition of the performance of services OR the refraining from the performance of services
· Common scenario: when the ER gives stock to EE for compensation
· Only applies to transfers within the employment context, other transfers are subject to the economic benefit doctrine
· Applies to both employees and independent contractors
· If section 83 applies, what does it do?
· It controls (has many tax consequences):
· The timing of the employee's inclusion.
· See section 83a and 83b timing rules below
· The amount of the employee's inclusion.
· See section 83a and 83b amount rule below
· The employee’s basis in the property.
· Basis is the value of the  property at the time of inclusion under 83. Reg 1.61-2(d)(2)
· The characterization of inclusions from the property transferred.
· The inclusion of 83a and 83b income is counted as ordinary income, not capital gain, therefore taxed at a higher rate
· BUT appreciation in the property following the section 83a or b inclusion qualifies for the special capital gain rates
· The effects of forfeiture of restricted property.
· There is a restriction on the property when the company can buy the stock back due to a contractual restriction
· Rule: If there is a forfeiture restriction on the property, rule 83 penalizes you a little bit from a tax perspective if you make the 83b election and there is a forfeiture (NOT tested on)
· The timing of the employer's deduction for compensation paid to the employee
· The ER deducts the compensation only when the EE includes it. 83(h)
· Section 83(a) (general rule and timing rule)
· General rule: when property is not vested, then the EE will include the income when the property vests
· The timing of the employee's inclusion.
· EE must include income from the transfer in the first year in which the transferred property vests (the property is either transferable or no longer subject to a substantial risk of forfeiture)
· Rights are transferable if the EE can transfer the property to someone who is not at substantial risk of forfeiture. 83(c )(2)
· What is a substantial risk of forfeiture?
If the person's rights in the property are conditioned on the future performance of substantial services by the EE. 83(c )(1)
· The amount of the employee's inclusion.
· The amount included under 83a is the value of the transferred property at the time that it vests less the amount that the EE paid for the property
· Amount included = FMV of the property at the time of inclusion less any amount the EE paid for the property
· Amount the EE paid for the property - common that the EE pays something for the stock that is not FMV but at a discount, therefore the discount is subtracted from the FMV
· Section 83(b) election (timing rule and amount rule)
· General rule: An EE can make an election to accelerate the inclusion in the year of the transfer by making a section 83 election
· Election can be made when:
· Section 83a does not require immediate inclusion
If the property vests at the time of transfer, then can only use 83a
· TP makes an election to have section 83b apply
83b election must be filed within 30 days of the transfer of property
· The timing of the employee's inclusion.
· Inclusion is made in the year in which the property is transferred
· 83(a) does not apply when the property vests, so no inclusion when property vests
· The amount of the employee's inclusion.
· Inclusion amount is the value of the property at the time of the transfer less the amount (if any) that the EE paid for the property
· What is the section doing? What is the policy reason for having the section in the code?
· Codification of the economic benefit doctrine
· Requires EE to include in income amounts set aside for the EE benefit by an ER
· Application of 83 Rules to Stock Options
· Call option - gives an EE the right to buy stock of the ER at a specified price (exercise price or strike price) for a specified period of time
· Options can be publicly traded or privately held
· Types of Options
· In the money - when the current FMV stock price exceeds the exercise price, the option is in the money
· Out of the money - when the FMV stock price is less than the exercise price, the option is out of the money
· BEST for TP b/c under 83b election, zero inclusion, and any gains are subject to capital gains tax rate
· At the money - when the FMV stock price equals the exercise price, then the option is at the money
· Options have value
· b/c time value of money element
· Even if the stock price does not go up, can still buy the stock for the exercise price - don't have to exercise the option immediately, therefore can invest that 200 in something else and then buy the stock later.  GOOD b/c defers tax
· Don't have to exercise the option immediately to get the appreciation of stock
· b/c stock prices will vary over the option period - the option is most valuable if there is reason to expect that the value of the stock will increase substantially
· If applies, what does it do:
· Section 83 divides options into two groups:
Options with a readily ascertainable FMV
Options without a readily ascertainable FMV
· To determine whether option has a readily ascertainable FMV:
· An option has a readily ascertainable FMV if the option is actively traded on an established securities market.
· OR if not actively traded, then it has a FMV if several conditions are satisfied (BUT usually not able to be satisfied)
· Need to know whether there is immediate vesting:
· If immediate, then 83(a) would apply and inclusion on grant of the option
· If not immediate, then not restricted to 83(a) inclusion on the grant of the option, BUT can make an 83(b) election
· Treatment of Options without a readily ascertainable FMV
· On the grant of the option:
· Section 83(a) and (b) do not apply to the grant of the option. 83(e).
· On the exercise or subsequent disposition of the option:
· Sections 83(a) and (b) will apply to the exercise of the option
· Amount of inclusion = FMV of property of property received on exercise less price paid (including option price) for the property on exercise (counted as ordinary income)
· If EE makes an 83(b) election or if 83(a) applies and the stock is vested at the time of exercise, then look to the FMV of the stock at the time of the exercise
· If the EE does not make an 83(b) election and the stock is not vested at the time of exercise, then look to the FMV of the stock at the time of vesting
· If option sold instead of being exercised, section 83 applies to the money or property received for an option
· Treatment of at the money or out of the money options with readily ascertainable FMV
· On grant of the option:
· Section 83(a) and (b) apply to the grant of the option. Reg 1.83-7(a)
· On exercise of the option:
· Section 83(a) and (b) do not apply to the transfer of stock on exercise. 83(e)(4).
· Basis in the stock received = the amount included in income under 83(a) on receipt of the option plus the price she pays for the stock when she exercises the option
· What is the section doing?
· Allows ER to have leverage against EE
· EE can purchase an option for a small investment, and will get to experience the increase in value of stock
· Allows an ER to transfer money to the EE at a low tax cost
· ESP when out of the money option is used
· Issue: What if you get an option, but on exercise of the option, the stock that is restricted?
· Restricted = you forfeit the stock if you don't stay for 5 years, therefore not vested. 
· Assume Vesting period = 5 years
· Does 83 apply to the grant of the option?
· Assume that the option is not traded
· No, 83 does not apply to the grant
Does section 83 apply to the exercise of the option?
· Yes
· Apply 83(a) - don't include until it is no longer subject to a substantial risk of forfeiture. Therefore, don't include until the end of the forfeiture/vesting period, not at the time of exercise.
. The amount included will be FMV at the end of year 5 less what you paid for the stock 
. All included as ordinary income
· If 83(b) election made at the time of exercise:
. Include the difference btwn the value of the stock and the exercise price of the stock + anything they paid for the option
1. Included as ordinary income
· All income inclusion after the 83 inclusion is taxed at capital gain rates
Incentive stock options (ISO)
Section 83 does not apply, special rules apply (422)
General rule: If option is an ISO, then employees are not taxed on the grant or exercise of an ISO BUT employer gets no deduction from the issuance of an ISO
Employees include only the gain from the sale of an ISO
Basis = the amount paid for the stock on exercise of the option
Advantageous to employees b/c they defer tax but disadvantageous to employers b/c the ER does not get to deduct compensation
Disadvantages usually outweigh the benefits to the EE of getting a non-taxable ISO
 
 
The Accrual Method of Accounting
Who uses the accrual method?
· Some TP are required to use the accrual method b/c section 448 prevents them from using the cash method
· Companies that use the accrual method of accounting must use the accrual method for tax purposes. 446a.
EXCEPTION: AAA held that when an accrual method TP receives prepaid income, then TP must include income in year in which payment is received (cash method)
· Companies that sell merchandise must use the accrual method. Reg 1.446-1c2i
Inclusion of Income
· General RULE: TP using the accrual method of accounting includes items of income when the all events test is met OR in the year of pre-payment, whichever is earlier.
All events test (2 elements):
· The events needed to establish the right (liability) to income have occurred
· The amount of income can be determined with reasonable accuracy
Method to include prepaid income under the accrual method when payment occurs before all events test is met
· RULE: an accrual method TP must use the cash method to include prepaid income, therefore prepaid income is included in the year it is received (AAA v. US)
· EXCEPTIONS:
Section 456 allows membership organizations to include prepaid dues ratably as services are performed (ex. Costco, AAA dues)
Deferral of prepaid income in certain circumstances
2. Reg 1.451-5 allows deferral of prepaid income for certain goods (i.e. inventory)
2. Applies when:
2. Some or all of the prepayment will be included in a later year for financial accounting purposes
2. How does it apply:
3. In the year of prepayment: the TP includes in income the same amount that the TP includes for financial accounting purposes
3. In the following year: the TP must include the remainder of the prepayment for tax purposes, regardless of when the rest of the prepayment will be included for financial accounting purposes
2. Therefore only limited deferral of inclusion for one year
2. Applies to payments for (rev proc 2004-34):
4. services
4. Goods (other than goods covered by reg 1.451-5)
4. The use of intellectual property
4. The occupancy or use of property that is ancillary to the provision of services
4. The sale, lease, or license of computer software
4. Certain guaranty or warranty Ks
4. Certain subscriptions
4. Certain membership fees
4. Any combination of the items listed
0. Artnell Exception: When the timing for performance is certain, then an accrual method TP can defer inclusion until the year of performance.
0. Timing MUST be certain
1. Artnell case - baseball team that sold season tix was allowed to defer income inclusion from the ticket sales to the year when the games were to be paid (year of performance) b/c the schedule was relatively certain
0. Deduction under the accrual method
1. General RULE: An accrual method TP takes a deduction when all three elements are met:
0. all events have occurred to determine the fact of liability
0. the amount of the liability can be determined with reasonable accuracy
0. Economic performance has occurred. 461(h)
2. Economic performance occurs when the liability is paid (section 461(h)(2)(C))
2. EXCEPTION: (NOT TESTED ON)
· Recurring item exception - an item may be deducted notwithstanding the absence of economic performance, provided that certain conditions are satisfied:
. The all events test is otherwise met
. Economic performance with respect to the item occurs by the earlier of (a) the date that the TP files a timely return for that year (taking into account any extensions of the time to file) or (b) eight and half months following the close of the tax year in which the deduction is taken
. The item is recurring in nature and the TP consistently reports the item in accordance with the all events test
. The item is either (a) not material or (b) accruing the item under the all events test provides better matching of income and expense than the economic performance std would provide
APPLICATION: How does it apply?
If all elements are met, then the rule puts the TP on the cash method b/c TP will deduct in year expenses are paid
461h limits deductions for future expenses in connection with services and properties received by the TP or provided by the TP
Ex. Company sells a piece of machinery and agrees to service it for three years.  The cost of servicing the machinery cannot be deducted until the machinery is actually serviced, when economic performance occurs and all three elements are met
Tax Accounting vs. Nontax accounting
Section 446a - taxable income is generally computed using the same method that the TP keeps his books for nontax accounting
· BUT there are exceptions
Tax Accounting Methods (section 446)
· Cash
· Accrual
· Special
Ex. 453 - installment method
Nontax (Financial) Accounting
· GAAP - generally accepted accounting principles
Govern accounting for nontax purposes
An accrual TP does not include prepaid income for services until the services are performed
 
Chapter 4
Personal Deductions, Exemptions, and Credits
1. Introduction
0. Personal Deductions
0. RULE: Personal deductions are subtracted from GI in determining taxable income. TP can take either an (i) itemized personal deduction or (ii) standard deduction. 63(b)
0. Standard Deductions
1. Section 63(c )(2) lists the standard deduction amounts, which are adjusted annually for inflation
0. Generally  gives most ppl a larger deduction than an itemized deduction
0. Most people take the std deduction
0. Itemized Deductions
2. Section 62 lists above the line (ATL) itemized deductions
2. Clawbacks - Section 67 and 68
1. Section 67
0. General Rule: Itemized deductions are allowed to the extent that they exceed 2% of the TP's AGI (67(a))
0. What does it apply to?
1. Does not apply to misc. itemized deductions listed in 67(b)
0. Does not apply to the main itemized deductions: home mort, charitable cont, medical expense deduction, etc.
1. Applies to:
1. Unreimbursed EE biz expenses
1. Personal injury recoveries that are taxable (no physical injury and not EE related)
0. If it applies, what does it do?
2. If it applies, then itemized deductions are allowed only to the extent that they exceed the 2% floor (2% chopped off)
1. Section 68
1. General Rule: Imposes an overall limitation on itemized deductions for TP with AGI over the applicable amount
1. Under what circumstances does 68 apply?
1. When the TP has itemized deductions
1. The TP AGI exceeds the applicable amount
1. Applicable amount is adjusted for inflation
1. If applies, then what does it do?
2. If 68 applies then the TP's itemized deductions, other than the deductions listed in 68c, are reduced by the lesser of:
0. 3% of the TP's AGI in excess of the applicable amount OR
0. 80% of the TP's itemized deductions
2. Phaseout of section 68
1. For tax year 2010, section 68 does not apply b/c of EGTRRA phaseout of section 68 limitation
1. BUT, for tax years 2011 and after, unless there is any action, EGTRRA sunsets (automatically repealed), so section 68 will be in full effect
1. What is the policy reason for having the section in the code?
· Section 68 increases the tax rates for anyone subject to the limitation b/c they lose the benefit of the deduction they otherwise would have.  
Therefore, the TP has larger taxable income and owes more tax
· Underlying policy issues:
Need to cut spending
Medical expenses are going up b/c baby boomers
Therefore, taxes must go up
Section 68 is a backdoor way to increase revenue without TP knowing it - done for political reasons
Personal Exemptions
Rule: Each TP receives a personal exemption for individual and spouse, and an additional exemption for each dependent 151(b), (c )
Under what circumstances does it apply?
For TP and his spouse (does not include same sex spouses, under DOMA)
For qualified dependents
Dependent is defined as a qualifying child or qualifying relative. 152.
Dependent child
· Is the TP's child or sibling, or the descendant of the TP's child or sibling OR
· Is 18 or younger (or 23 or younger if the person is a full-time student) AND
· Has the same principle place of abode as the TP for more than half the year AND
If temporarily away from home for school, then principle abode is still parent's home
· Has not provided more than half of his own support for the year
· For divorced parents: 
the custodial parent gets to claim the dependent deduction
BUT can by K allocate the exemption to the higher earning spouse
Dependent relative
· who either:
is the taxpayer’s child or child’s descendant, parent or parent’s ancestor, sibling, aunt, uncle, niece, nephew, cousin, or in-law OR
0. Includes whole extended family - broad def'n
has “the same principal place of abode as the taxpayer and is a member of the taxpayer’s household;”
· whose gross income for the year is less than the §151 personal exemption amount (e.g., $3,650 in 2009 and 2010) AND 
· who receives more than half of her support from the taxpayer AND
· who is not a qualifying child of the taxpayer. 
If it applies, what does it do?
Exemptions are subtracted from a TP's AGI and may be taken in addition to itemized deductions or the std deduction
Exemption amounts are inflation adjusted 151(d)(4)(A)
Personal and dependent exemptions are phased out for TP's with high incomes. 151(d)(3)(A)
Rule: If TP's AGI exceeds the threshold phaseout amount (adjusted for inflation), the TP's personal exemptions are reduced 2% for each $2500 increment (or fraction thereof) of AGI in excess of the threshold phaseout amount (151(d)(3))
To calculate:
Compare AGI for the year to the threshold amount to determine the applicable percentage that will apply
Threshold amount in 153(b)(3)(C ) - adjusted for inflation
Section 151(d)(3)(E) and (F) - the phase out of the phase out
Therefore, no phase out for tax year 2010, but the phase out of the phase out sunsets at end of 2010
In 2010, no phase out - so everyone gets exemption, regardless of AGI
2. From years 2006-09, phaseout amount reduced
2. Effect of phase out is to increase the tax rate for high income Americans b/c TP lose high income deductions under the phase out
4. Same as stating a higher tax rate, but sneakier way b/c most TP don't know about the clawback
3. EE example 4 p 195 
3. Exemption amount = Annual exemption less annual threshold exemption amount
3. Dependent exemptions are lost when the TP income hits certain AGI
1. As soon as there are 50 increments, then lose all of the exemption
3. Shows the AGI at which you lose all exemptions
3. As AGI increases, the exemption amount goes down
3. Effect: Drives up effective tax rate for high income tax earners
0. Credits
2. RULE: tax credits reduce a TP's taxable liability dollar-for-dollar; reduces taxable income
0. A 100 credit saves the TP 100 in tax
2. Distinguish between refundable and non-refundable credits
1. Refundable = when the TP is entitled to a refund to the extend that his credit exceeds the TP's income tax owed for the year
2. Credit Examples:
2. Section 32 earned income credit (EITC)
0. Ability to pay credit
0. Designed for the working poor
0. Reduces the tax burden on low-income workers
0. REFUNDABLE
0. Allows the TP to receive a refundable credit that is based on the TP earned income (not passive income - ex. Trust funds)
0. Earned income credit amount (for 2009)
	Item used in
the calculation
in 2009
	 
1 child
	 
2 or more 
children
	 
No
children

	Credit percentage
 
	34%
	40%
	7.65%

	Earned income amount
 
	8,970
	12,590
	5,980

	Maximum credit
 
	3,050
	5,036
	457


0. Credit = the credit percentage of a TP's earned income up to the earned income amount
0. Qualifying child is defined as in 152c (for personal exemptions), without the support requirement
0. Earned income = wages, salaries, tips, and other compensation from employment, BUT not unearned income like pensions or annuities
5. Amount of earned income that can be taken into account is limited to the earned income amount
0. Credit is subject to a phaseout - NOT TESTED ON PHASEOUT
0. Automatically calculated by the Service
0. Section 31 credit for withheld income taxes by an employer
0. REFUNDABLE
0. Most commonly used
0. Section 22 credit for TP either 65yo OR are retired b/c of permanent and total disability
0. Section 24 tax credit for qualifying children
0. Section 23 credit for qualified adoption expenses
3. Section 137 is the exclusion analogue of section 23 that allows a TP to exclude from income qualified adoption expenses reimbursed by the TP's employer pursuant to an adoption assistance program
1. Personal Deductions
1. Method:
0. Is it a personal expense or a business expense?
0. Business - generally deductible
0. Section 212
0. Section 162a
0. Personal - generally non deductible
1. Section 262 rule (see below)
1. RULE: Except otherwise provided, there shall be no deductions for personal expenses (Section 262a)
1. EXCEPTIONS:
2. Casualty Losses (S 165)
0. RULE: TP can deduct net personal casualty losses to the extent that the aggregate losses during the taxable year exceed 10% of the TP's AGI, after reducing each loss by $100 (165(h))
0. When does it apply?
1. Personal casualty losses - losses of property not connected with trade or business or a transaction entered into for profit, if such losses arise from fire, storm, shipwreck, or other casualty, or from theft (165(c )(3))
0. Casualty event = sudden, unexpected, and unusual. Rev Rule 72-592
0. Ex. Termite damage is not sudden, therefore not a casualty loss
0. Factual matter that gets litigated a lot
0. "Unexpected" means that the specific damage was unpredictable
1. No deduction allowed if reimbursed by insurance or otherwise
0. If it applies, what does it do?
2. Timing of deduction
0. The deduction is permitted in the year in which the loss occurs OR
0. In the case of theft, the deduction is taken in the year in which the TP discovers the loss
0. If the TP has a claim for reimbursement, the loss cannot be deducted until the taxable year in which the amount that will be reimbursed can be ascertained
2. Amount of the deduction
1. Amount is determined by comparing the FMV of the damaged property before and after the casualty BUT the casualty loss cannot exceed the TP's adjusted basis in the property (The amount of the loss claimed as a deduction reduces the TP's basis in the damaged property)
1. The loss of each casualty is allowed only to the extent that it exceeds $100. 165h1
1. The deduction for net personal casualty losses is limited to the net casualty losses that exceed 10% of the TP's AGI. 165h2A
2. APPLICATION:
· CH 4 HYPO: Earthquake, so one casualty event for our purposes:
. the condo was damaged:
1. Basis = 210k
1. Before the damage, the condo was worth 250
1. After, the condo is worth 200
1. 50k of damage
. the damage to the personal property = 50k, basis = 90k
. Total AGI = 210 + 90 = 300 
. Loss = 50 + 50 = 100 -- therefore take this loss b/c it was the lesser
. Subtract $100 per 165(h)(1)
5. 100,000 - 100 = 99,900 
. Subtract out 10% of AGI
6. 99900 - 50400 = 49500 
. Total casualty loss = 49500
 
Extraordinary Medical Expenses (S 213)
RULE: A TP can deduct medical care for the TP, TP's spouse and dependents to the extent that the medical expenses exceed 7.5% of TP's AGI (10% in 2013)
When does it apply?
Expenses for medical care
Medical care - amounts paid for:
· The diagnosis, cure, mitigation, treatment, or prevention of disease OR
· For the purpose of affecting any structure or function of the body
Medical care is read very broadly and includes conditions, injuries, and congenital abnormalities
If expense improves the health of the TP, but is not directed at curing or preventing a disease, then it is nondeductible
· Ex. If doctor tells overweight person to join gym, gym membership is NOT deductible even though it improves the health of the pt
· BUT if Service has said that an obese person may deduct the cost of a weight loss program b/c obesity is recognized as a clinical disease. Rev Rul 2002-19
Cosmetic surgery 
Deductions for expenses for cosmetic surgery or similar treatment are allowed only if the surgery is necessary to correct a congenital deformity arising from injury or disease
· Teeth whitening, hair transplants
· Lasik deduction allowed
Prescription Drugs 
Rx drugs and insulin are deductible, BUT NOT over the counter drugs. 213(b)
Property Improvements as Medical Care
Amounts spent on property improvements for medical purposes are deductible only to the extent that the cost of the improvement exceeds the increase in the value of the property. Reg 1.2131e1(iii)
BUT the Service has held that certain improvements do not improve the value of a personal residence.
· Ex. Ramps, railings, hardware, modifying doors, hallways, stairs, outlets, etc.
Health Insurance Premiums, travel expenses, and hospital lodging expenses
Deductible medical expenses also include the costs of medical insurance, hospital lodging, and transportation incurred "primarily for and essential to medical care."
· Lodging is limited to  $50/night and only if the lodging is not lavish and has no significant element of personal pleasure, recreation, or vacation
· If medical treatment avail where the TP lives, but the TP decided to travel to another area to get the care, the costs of traveling are not deductible
· If a TP travels on a doctor's orders to a more hospitable climate, the costs or travel may be deductible, BUT the cost of meals and lodging are NOT deductible even if the TP sees a doctor from time to time in the area visited
Nursing Home Care and long-term care insurance
The costs of nursing home care and certain premiums for qualified long-term care insurance are deductible if certain qualifications are met
Educational Expenses for special schools
The cost of special schooling designed to rehabilitate an ill or disabled ind is deductible as a medical expense.
The extra cost of Braille books and the costs of a seeing eye dog or human guide for a blind person are deductible
Health Savings Accounts (HSAs) -( S 223)
HAS is a tax-favored medical savings account
To qualify:
TP must not be covered by Medicare
TP must have a high deductible health plan and no other health insurance
What does it do?
Income earned on HAS is not included in the TP income
Distributions from the account are not included in TP income if used to pay unreimbursed medical expenses
2. Same defn of medical expenses
3. Contributions are capped - monthly and annually - 223(b)
3. Rationale:
4. Purpose is to encourage TPs to purchase health insurance with a high annual deductible
4. Pts with low deductibles use more health care, thus increasing demand for health care and increasing its cost
1. Charitable Contributions (S 170)
4. RULE: TP can deduct contributions to certain nonprofit organizations, including US fed or state local govt, charities operated exclusively for religious, charitable, scientific, literary, or educational purposes, or to foster national or international amateur sports competition
4. EXEMPTION:
1. Charitable contributions are not deductible if the donee organization attempts to influence legislation or political campaigns. 170c2C & D
4. LIMITATIONS:
2. MAX: TP's charitable contribution deduction is limited to the TP's contribution base (generally AGI)
0. For non-corporate donors - 50% of AGI
0. Contributions in excess of the limitation are carried forward 5 years and may be taken as a charitable contribution in those years. 170d.
2. QUID PRO QUO: Contribution is reduced for benefits received from the charity by the donor.
1. If a donor receives a substantial benefit as a result of a charitable contribution, the donor's contribution is reduced by the benefit received by the donor
· Ex. If you go to a charitable dinner - pay 500 for 70 dinner, then can deduct 500-70 = 430 
· Ex. Can deduct donations to private school to the extent that the donation exceeds the amount of tuition
Exceptions: 
· BUT fixed payments to churches or synagogues for pew rents, dues, or to attend specific services are deductible despite the fact that they appear to confer a substantial benefit to the donor
. Church is broadly defined
· BUT Some courts have held that an entire contribution is used to benefit the TP, therefore, no deduction allowed
. Ex. donation of land can exceed the value of the property contributed
Tax treatment depends on the type of contribution:
Services
Rule: No deduction for services contributed by a TP to a charity
BUT unreimbursed expenses incurred in the rendering of those services are deductible as a cash contribution or property contribution
Cash
Rule: TP's cash contributions are deductible
BUT subject to above limitations:
2. Max contribution limitation
2. Subtract any benefit to the TP (quid pro quo - see above)
3. Property
3. Gen'l rule: Donors of appreciated property deduct the value of the property that they contribute
0. Applies to capital assets with long-term capital gain
3. Limitations (3):
· If the property would have produced ordinary income or short-term capital gain had it been sold, the donor's 170 deduction is limited to the donor's adjusted basis in the property. 170e1A
. Ordinary income - produced from the sale of property that is not a capital asset
. Short term capital gain - produced from the sale of property that is a capital asset, but has not been held by the donor for at least a year
· Even if the sale of the contributed property by the donor would have produced long-term capital gain, the donor's 170 deduction is limited to the donor's adjusted basis in the property if EITHER:
. The contributed property is tangible personal property AND the donee's charity's use of the property is unrelated to the organization's charitable purpose OR
. The property is donated to certain private foundations (NOT TESTED ON)
· If a donor contributes property that would have produced long-term capital gain had the donor sold it, and neither of the 170e limitations, described above, applies, the limitation of 170b1C will generally apply to the contribution:
. If the donor contributes the property to an A charity, the donor's deduction is limited to 30% of her AGI. 170b1Ci
· Any excess contribution is carried forward 5 years. 170b1Cii
The donor can elect to apply § 170(e) instead of the 30 percent of adjusted gross income limitation. § 170(b)(1)(C)(iii). If this election is made, the donor's § 170 deduction is limited to the donor's basis in the contributed property.
Valuation Issues and Compliance
TP have abused this tax benefit of large charitable contribution deductions by claiming inflated values for property that they contribute to charities
B/c allows a TP to deduct FMV of property without ever having to pay tax on the interest in property
In response:
the Service frequently litigates the valuation of appreciated property to charities
Congress and the Service have created anti-abuse measures, such as increased substantiation requirements, disclosure requirements, and over valuation penalties
Personal Interest (S 163)
RULE: TP can deduct qualified residence interest. 163h
When does it apply?
Qualified residence is the TP's principal residence + 1 other residence
· A residence that is rented to others is a qualified residence only if, during the year, the TP uses the dwelling for personal reasons for longer than the greater of:
· 14 days OR
· 10% of the number of days that it is rented
Qualified residence interest is interest paid on loans secured w/ a TP's qualified residence on either:
Acquisition indebtedness OR
· Acquisition indebtedness is:
Is secured by the residence AND
Was incurred in acquiring, constructing, or substantially improving the residence OR
Includes any indebtedness  from refinancing, but only up to the amount that was refinanced
· Any extra would be non deductible b/c not acquisition indebtedness
. Ex. Refi for 800 on 700 debt, then can only deduct 700
· BUT the aggregate amount of acquisition indebtedness for any TP cannot exceed $1 mill
TIP: If indebtedness exceeds 1mill, check to see if it qualifies for as deductible home equity indebtedness
Home equity indebtedness
· Any indebtedness, other than acquisition indebtedness, secured by a qualified residence. Subject to two limitations:
The total of (i) home equity indebtedness + (ii) acquisition indebtedness cannot exceed the FMV of the qualified residence AND
Home equity indebtedness cannot exceed $100k
· (if home equity indebtedness exceeds 100k, then amount over is not deductible)
If applies, what does it do?
Allows a TP to deduct interest paid on qualified residence indebtedness
Sales Tax (S 164)
RULE: 
TP can deduct property taxes
TP can make an election to take a sales tax deduction in lieu of a deduction for state and local income taxes. 164b5
When does it apply?
TP that live in states w/ income tax will generally not elect to take the sales tax deduction b/c the deduction for income tax exceeds the deduction for state and local sales tax
TP that live in states w/ no income tax will make the sales tax election
The amendment is an extender - a provision that is a temporary effect provision  that Congress repeatedly enacts each year
PRACTICE TIP: Therefore, need to check whether this is still the rule b/c may not be extended or may change
If applies, what does it do?
If TP makes the sales tax election, then two methods to determine sales tax for purposes of calculating the deduction:
The amount indicated in sales tax tables prepared by the IRS OR
The sales tax they actually paid (provided they kept receipts)
 
 
 
 
 
Business and Investment Expense Deductions
1. The Statutory Framework
0. Business and investment expenses are subtracted from GI to determine net income
0. Section 162
1. RULE: Ordinary and necessary expenses incurred in carrying on a trade or business are deductible
0. If Non-Employee then, ATL deduction
0. Expenses are subtracted from GI to determine AGI under 62(a)(1)
0. If Employee then:
1. If ER reimburses the EE's business expense, then ATL deduction
0. Treated like non employee business expense
0. Expenses are subtracted from GI to determine AGI under 62(a)(1)
1. If the amount reimbursed is equal to the EE business expense, the EE can net the reimbursement (which would be included in income) and the business expense (which would be an ATL deduction) and disregard the reimbursement and the expense for tax purposes
1. If ER does not reimburse the EE's business expense, then BTL deduction
1. Subject to 2% floor
1. Can only be taken if the TP takes itemized deduction. 62(a)(1) and 63(a)
1. Less tax favored than reimbursed biz expenses
0. Section 212
2. RULE: Expenses incurred in earning income from sources other than a trade or business are deductible.
0. Section 212 expenses are generally BTL deductions
0. Subject to the section 67 limitation
0. Completely eliminated by the AMD - AMT does not allow deductions for misc expenses
1. Current Expenses vs. Capital Expenditures
1. Current expenses are deductible in the year in which they are paid [263]
1. Capital expenditures - business expenses for an asset w/ a useful life that extends beyond the year in which the expense is incurred MUST be capitalized [S263]
1. Capitalization Rules:
2. Incidental materials and supplies, and incidental repairs - currently deductible
2. Repair and maintenance expenses
1. Safe Harbor - Routine maintenance - recurring activities that a TP elects to perform to maintain property in its "ordinarily efficient operating condition" are immediately deductible
0. Ex. inspection, cleaning, testing
1. If not safe harbor: Expenses MUST be capitalized IF costs improve property, and three part improvement test met:
1. Amounts paid result in betterment of property
1. Restore the property or
1. Adapt the property to a new or different use
2. Cost of income producing property used in a trade or business or for the production of income generally is capitalized and deducted as depreciation or amortization
2. Cost of property w/ an unlimited useful life MUST be capitalized and CANNOT be depreciated or amortized
3. Costs of this type of property are recovered only when the property is sold (by subtracting the TP's AB from the AR)
2. Prepaid expenses
4. Prepaid expenses that are attributable to later years MUST be capitalized
0. The prepaid expense must be allocated over the life of the asset and a portion deducted each year
2. Expenses that produce a long term benefit but no separate asset
5. Capitalization is required if an expense produces a long-term benefit even if the expense does not create a separate asset
0. INDOPCO Inc. v. Commissioner, 503 U.S. 79 (1992), the taxpayer took a deduction for investment banking and legal fees incurred during the year in connection with a friendly takeover. The takeover produced significant long-term benefits for the taxpayer's shareholders, so the court held that the investment banking and legal fees had to be capitalized, despite the fact that the expense did not create a separate asset
2. Certain costs MUST be capitalized: costs of acquiring or constructing building or machinery; making permanent improvements in property; defending or perfecting title to property; an architect's services; and commissions paid in purchasing securities
6. If TP incurs expenses that would otherwise be deductible biz expenses in constructing a building or machinery, the expenses MUST be capitalized
6. 263A (UNICAP) rules - TP must recover the expenses (both direct and indirect costs) of producing or selling goods when the goods are sold, by including those expenses in the TP's cost of goods sold
2. Most research and experimental expenses do NOT have to be capitalized
1. METHOD:
3. For every business expense:
0. Ask whether it is an asset whose useful life goes beyond the year in which the expense was incurred
0. If yes, then MUST be capitalized
0. If unlimited useful life, then no depreciation or amortization allowed
0. Ask whether a repair or an improvement
1. Repairs are currently deductible
1. Improvements must be capitalized
 
1. Inventory Accounting
2. TP must use inventory accounting "inventories" for tax purposes if the TP produces, purchases, or sells merchandise AND the production, purchase, or sale of such merchandise is an income-producing factor [471; reg 1.417-1]
2. TP who use inventories are required to use the accrual method of accounting w/ respect to purchases and sales
2. Gross income derived from business is included in GI [61a2]
2. Gross income = (gross receipts from sales) - (TP's cost of goods sold)
0. Cost of goods sold = opening inventory + purchases - closing inventory
0. Opening inventory = cost of inventory at the beginning of the year
0. Purchases = costs of goods purchased during the year 
1. Purchases during the year are taken into account at their cost, determined from purchase invoices
0. Closing inventory = cost of inventory remaining at the end of the year
2. To compute the dollar value of closing inventory, a TP MUST first count the units in the inventory at the close of the tax year, then convert the unit count into a dollar amount.
1. Two convention methods to determine cost of inventory:
0. Specific identification method
0. If TP can determine the actual cost of goods in closing inventory, then TP can calculate the closing inventory
0. Cost convention method (FIFO - first in first out)
1. FIFO assumes that the items sold during the year were the earliest items purchased, and that the items left in closing inventory at the end of the year are the most recently purchased items.
1. Closing inventory is computed using the lower of cost or market method:
· First, calculate the cost of the units in the closing inventory using FIFO
· Second, calculate the market price (generally replacement cost) of the units in closing inventory
· Use the lower of the two amounts as the value of the closing inventory
 
Goodwill and Other Intangible Assets
Goodwill and other intangible assets can be amortized ratably over a 15 year period regardless of their actual useful lives (b/c it is an expense that generates value beyond taxable year) [S197]
Includes goodwill, going-concern value, know how, information bases, governmental licenses, trademarks, covenants not to compete, branding, etc.
Amortize - term of art for depreciation of an intangible asset
BUT Intangibles that are created by the TP (rather than purchased) CANNOT be amortized UNLESS they are created in connection w/ a transaction or series of transactions involving acquisition of assets constituting a trade or business or a substantial portion of a trade or business [197c2]
Rule does not apply to: government licenses, covenants not to compete, acquired in connection w/ the acquisition of a trade or business, or any franchise, trademark, or trade name
Ex. If you create your own brand name through advertising, then can take a 162 immediate deduction BUT if you purchase a brand name, then MUST capitalize and amortize over 15 years
Ordinary and Necessary Expenses
Scope of Ordinary and Necessary
MUST be ordinary and necessary to be deductible NOT personal in nature
Test for ordinary and necessary is an objective test, not subjective test
Gilliam v. Commissioner, the taxpayer was denied a deduction for expenses incurred to settle lawsuits arising out of a business trip. On that trip the taxpayer, who suffered from a mental condition, had a bad reaction to a prescription drug during an airplane flight, became irrational, tried to exit the plane, and subsequently injured another passenger. The court held that, although the incident would not have occurred but for the business trip, the costs that the taxpayer incurred in connection with the altercation were not ordinary expenses of the taxpayer's trade or business.
Reasonable Compensation
TP may deduct a "reasonable allowance for salaries or other compensation" [162a1]
Unreasonable compensation is NOT deductible [Reg 1.162-7b3]
Reasonable compensation test - facts and circumstances test that is based on many factors:
EE's qualifications
Nature of the EE's work
ER's hx of paying or not paying dividends
Compensation paid to comparable EE by comparable Ers
Amount the ER paid the EE in previous years
Results of the EE efforts
General and local economic conditions
Profitability of the ER after compensation is paid
Publicly held corporations may deduct compensation paid to highly compensated EE ONLY to the extent that the comp does not exceed $1 mill [162m]
Cap does not apply to the portion of the EE's comp that is based on commissions or financial performance of the ER
Costs Associated with Illegal or Unethical Activities
Generally, expenses of illegal activities are deductible UNLESS prohibited by a rule in the code
TP cannot deduct most bribes, kickbacks, fines and penalties, and the punitive damages portion of criminal antitrust violations [162c, f, g]
Section 280 disallows deductions and credits if the TP's business is illegal drug dealing
Depreciation and ACRS
TP is allowed to take depreciation deductions for business or investment property, if the property has a limited useful life [S 167a]
Depreciation on intangible assets determined by 167
Depreciation on tangible business or investment property is determined by 168
ACRS(accelerated cost recovery system)/MACRS (modified accelerated cost recovery system)
Accelerates the TP depreciation deductions in three ways:
It uses recovery periods that are substantially shorter than the actual useful lives of the property
It allows the use of accelerated depreciation methods
Two methods:
Double declining balance method (aka 200% declining balance)
150% declining balance method
It assumes that the salvage value of the property is zero, permitting deduction of the property [168b,c, e]
To compute TP's annual depreciation deductions under 168:
Need to know the basis of the property
Can include purchase money indebtedness
The applicable recovery period for tangible property [168 c, e]
Recovery periods are based on the class life of the property - determined by the secretary of the treasury
Section 16e3 gives the classification for certain types of property
Section 168c gives the recovery period for classes of property
The applicable convention
Determines the date on which the depreciable property is deemed to have been placed in service by the TP [168d]
If the asset is NOT real property:
· a half year convention applies - the asset is deemed to have been placed in service on the date that is halfway through the year
. NOTE: depreciation over 5 years can span 6 calendar years. 6 calendar years are required to fully depreciate property w/ a 5 yr life
· If a disproportionate amount of depreciable property is placed in service in the last 3 months of the year, then mid quarter convention applies (anti-abuse rule) - asset is deemed to have been placed in service on the date that is halfway through the quarter in which the property is actually placed in service
If asset is depreciable real property:
· Mid-month convention - asset is deemed to have been placed in service on the date that is halfway through the month in which the property is actually placed in service
The applicable depreciation method [168b]
Straight line method - (MUST use for real property)
Straight line depreciation allocates the total cost of the asset ratably to each year of the useful life of the property
TP MUST use this method for real property and MAY elect to use this method to depreciate other types of property
For financial accounting, straight line method is required for all assets
If property is NOT real property AND the TP does NOT elect to use the straight line method, one of two accelerated depreciation methods apply:
If property is 15 or 20 year property, the 150 percent declining balance method will apply
· 15 or 20 year property - structural property that is not real property
If property is any other type of property, the 200 percent (double) declining balance method will apply UNLESS the TP elects to apply the 150% declining balance method
· Double declining method - calculate the straight line depreciation and multiply it by 200% or double it
Calculating using a declining balance depreciation method:
· If you kept applying a declining balance method, then property would never fill depreciate
· Each year, calculate the DDB and SL (straight line) deduction
. Straight line deduction is calculated based on the adjusted basis of the property in that year and the remaining useful life of the property
. SL percentage deduction = [AB/(recovery period)]/AB
. DDB = 200% x SL percentage
. 150 method = 150% x SL percentage
· Reduce the basis by the depreciation taken on the property
· Halfway through the recovery period, we switch to straight line in the first year in which the straight line deduction is more than the deduction using the declining balance depreciation method
· In the last year, take whatever basis is left because at the end of the recovery period basis = 0
What does the code do? Policy Reasons?
This code section accelerates deductions of depreciation
Pro-TP b/c high deductions and lower tax liability - deferral of tax b/c accelerating deductions
Creates a behavioral incentive to encourage biz to buy capital equipment and property that they will place in service (instead of creating jobs)
Congress frequently makes the depreciation rule temporarily more generous during periods of recession in order to stimulate the economy
Bonus depreciation rule - TP who acquire and place depreciable property in service get a deduction for "bonus depreciation" (= 50% of basis in depreciable property) IN ADDITION TO depreciation under the normal schedule
Rule has been in effect since 2008 and has been extended by Congress through the end of 2010
Rationale:
To stimulate growth in the economy by creating incentives to produce income producing property
Criticisms:
Encourages buying equipment, but may have unintended consequences such as diverting funds from what we really need - more jobs
Uses the code as an economic incentive for Congress to get TP to do things that they think might be good, but might not be best for the country as a whole
Depreciation Recapture
When property  is depreciated or amortized, its adjusted basis is reduce by the amount of the deductions taken [1016a2]
This increases the gain realized by the TP when property is sold
Net Gain from the sale of a depreciable asset can be capital gain [1231]
· General rule: Depreciable assets are not capital assets; No capital gain UNLESS capital asset
· BUT 1231 trumps - 1231 - pro-TP rule
. If net loss, then loss is ordinary loss
. If net gain, then treated as capital gain (use capital gain rates)
Depreciation recapture - Depreciation deductions are ordinary deductions [ 1245]
· The portion of any gain on the sale of depreciable property that is attributable to having taken depreciation deductions is recharacterized as ordinary gain [1245]
. Does NOT apply to real property; ONLY tangible assets not real property
. For example, if property acquired for $1,000 is fully depreciated, then sold for $1,200, the taxpayer would realize $1,200 of gain on the sale, $1,000 of which would be ordinary gain and $200 of which would be capital gain.
. Rationale: symmetry - TP took ordinary deductions, therefore TP should only get ordinary gain
· For real property, depreciation is recaptured only to the extent that the depreciation taken is greater than SL [1250]
. Doesn't usually happen b/c SL depreciation is required for most real property
Section 179
Allows immediate expensing/deduction of depreciable tangible personal property in the year in which the property is placed in service IF TP makes the 179 election
Making the election reduces the TP's depreciable basis in the property by the amount deducted under 179
LIMITATIONS:
Deduction is capped at a statutory amount that is adjusted for inflation [179b1 and b5A]
250k for 2008/2009; 500k for 2010/2011
Subject to a phaseout if the aggregate annual amount of property placed in service exceeds the threshold amount, which is adjusted for inflation [179b2]
800k for 2008/2009; 2mill for 2010/2011 [179b7B and C]
NOTE: Congress frequently amends 179 rules - need to check statutory and administrative updates
Amount deducted under 179 cannot exceed the taxable income from the TP's biz in the year in which the property is placed in service [179b3A]
Policy/Effect:
Rule intended for smaller businesses
If you place a lot of 179 property in service, then subject to phaseout and possibly lose the benefit of 179
In practice, the depreciation rules are used more often b/c most deductions exceed the 179 cap
Tax Shelters
Tax shelters are income deferral mechanisms that typically defer tax or no tax on income w/ deduction (sometimes accelerated deduction) of expenses
Judicial Doctrines (extra-statutory doctrines created by courts that trump specific IRC rules):
Business purpose doctrine (form vs. substance)
Step transaction doctrine
Sham transaction doctrine
Economic substance doctrine
Congressional provisions that essentially shut down tax shelters
Investment interest limitation [163d]
Amount allowed as a deduction for investment interest (excluding qualified residence interest) cannot exceed the TP's net investment income (e.g. interest and dividends)
Excess investment is carried forward
Passive loss limitation rules [469]
Divides TP property into three baskets:
Passive
Activity is passive if the TP does not materially participate in the activity
Regs set forth tests to determine whether TP materially participates
2. Ex. Generally, a limited partner cannot satisfy the material test; rental activities are usually passive
1. Portfolio
1. Active trade or business
2. Passive activity loss is deductible ONLY to the extent of passive income
2. Excess passive losses are carried forward
3. At-risk rules [465]
3. TP's deduction of losses from a trade or business activity is limited to the amount of the TP's at-risk investment in the activity
3. Excess losses are carried forward
3. TP's at-risk investment includes:
2. Cash contributed to activity
2. Basis of property contributed to activity
2. Debt for which the TP is personally liable or that is secured by other assets of the TP
2. Qualified nonrecourse financing (financing in an arm's length transaction) from a real estate activity
3. 264 and 265 limit the deduction of interest on debt incurred to purchase or carry tax-exempt bonds or single premium life insurance policies or annuities
3. 6662 imposes penalties on substantial understatements of income
1. AMT
7. TP MUST compute their tax liability under the regular income tax and the AMT and pay the higher amount [55a]
7. AMT imposes tax on the TP's taxable excess, which is the TP's alternative minimum taxable income (AMTI) less the AMT exemption amount
7. Calculating AMT
2. Calculate AMTI: Start with TP's taxable income for regular tax purposes, then adjust for preference items under AMT
0. Ex. Personal exemptions, state and local taxes, and misc itemized deductions are added to the TP's taxable income b/c they are not deductible under AMTI
0. Base under AMT is larger than the regular tax base b/c items added back into the base
2. Exemption amount
1. Exemption amounts are not automatically adjusted for inflation [55d1]
0. b/c not adjusted for inflation, more ppl get hit by AMT
1. BUT Congress has "patched" them and increased the exemption amounts for one year, by statute
1. If TP's have high AMTI, the exemption amount is subject to a phaseout based on AMTI
2. AMT rates
2. TP's taxable excess, up to 175k is taxed at 26%
0. Taxable excess = AMT over the taxable amount
2. Taxable excess above 175k is taxed at a 28% rate [55b1]
2. AMT rates are lower than the top nominal tax rate under the regular income tax, but higher than the marginal regular tax rate applicable to most TP
7. The number of TP subject to AMT has been increasing significantly in the past few years, partly due to the lack of statutory inflation adjustments in 55 and partly due to the reduction in tax rates under Bush 2
3. When Bush tax cuts were proposed, even though the top tax rate was reduced, Bush didn't address the issue of AMT
0. Issue w/ tax cuts: Ppl w/ income tax, high property tax OR big families won't have their tax reduced
0. EFFECT: led to a massive redistribution of income from blue states to red states (b/c the AMT disproportionately hits blue states, rather than red states)
 
Unit 6
1. Mixed Business and Personal Expenses
0. Introduction
0. General rule: No deduction is allowed for personal expenses
0. General rule: Trade and business expenses and certain investment expenses are deductible under 162 and 212
0. Unit covers rules that apply to various types of mixed expenses
0. Hobby Losses [183]
1. If activity is engaged in for profit, then 183 has no effect - take regular personal and biz deductions
1. If activity is not engaged in for profit:
1. Figure out which expenses the TP can take w/o regard to profit motive
0. Ex. 164 deduction for property tax
1. TP can deduct expenses to the extent the gross income from the activity exceeds the deductions that are permitted w/o regard to profit motive
1. Deductions in excess of GI are not deductible
1. Excess gets carried forward
1. Determine whether activity is engaged in for profit:
2. There is a rebuttable presumption that an activity is engaged in for profit if, in 3 or more of 5 consecutive years (or 2 or more/7 consecutive yrs for horse breeding), the activity earns a profit [183d]
2. If rebuttable presumption not satisfied, then look at facts and circumstances (objective test) to determine if it appears that the TP engaged in the activity for profit
1. Factors:
0. Business like manner; keeps complete books and records
0. Degree to which the TP has prepared for the activity
0. Time and effort expended by the TP in carrying out the effort
0. Likelihood that assets used in the activity will appreciate in value
0. Success or failure of he TP in carrying on similar activities
0. Hx of income and losses w/ respect to the activity
0. Amount of occasional profits, if any, that are earned, as compared w/ the TP's investment in and losses from the activity
0. Financial status of the TP
0. Degree to which the activity is recreational or for personal pleasure
0. Rental of a dwelling used by a TP
2. If TP never occupies the property, then 280A limitation does not apply - ALL expenses are business deductions
2. If TP rents a dwelling AND uses it for personal purposes on one or more days during the year, the TP's deductions are limited to: [280A e, b]
1. Non profit motivated expenses - deductions that are allowed w/o regard to whether the dwelling was used in a trade or business (ex. Property taxes, home mortgage interest) AND
1. Profit motivated expenses - biz deductions that are allocable to the period during which the property was rented (ex. Interest, depreciation, maintenance and repair, etc.)
2. If TP rents dwelling and uses it as a residence for more than 14 days or 10% of the number of days on which the property is rented, TP' deductions for the profit-motivated expenses are limited to [280Ac5]:
2. The GI from the rental unit of the dwelling less
2. The non-profit motivated expenses allocable to the rental use of the dwelling
2. Excess gets carried forward
2. Special rule: If the TP uses the dwelling as a residence and rents the dwelling for less than 15 days during the year, the TP does not have to include in income the rent paid by the tenant AND cannot deduct the profit-motivated expenses allocable to the rental use of the property
0. Home Offices
3. Gen'l Rule: an individual is not allowed a deduction for use of his dwelling UNLESS one of he 280A rules apply [280Aa]
3. TP can take a deduction for a home office if certain requirements are met [280Ac1]:
1. TP must use the home office exclusively on a regular basis as:
0. The principal place of biz for any trade or biz of the TP
0. Place of biz that is used by pts, clts, or cust in meeting or dealing w/ the TP in his biz
1. "Meeting or dealing" requires that the clts are physically present in the office NOT speaking on the telephone
0. In connection w/ the TP's biz if the office is in a separate structure that is not attached to the TP's home
3. If TP is an EE, then can get a deduction ONLY if the office is for the convenience of the ER
2. The ONLY way the home office is for the convenience of the ER is if the EE does not have an office provided by the ER
3. If applies, then get to deduct everything
3. Ex. If home office is 1/10 of home, then get to take interest and depreciation deductions for 1/10 of home
3. Home office deduction is limited by the 280Ac5 limitation (above)
0. Deductions for listed property
4. If TP does not use listed property for business purposes for more than 50% of the time, the TP's depreciation deduction for the portion of the cost of the property allocable to the business use of the property is NOT eligible for accelerated depreciation, TP must calculate depreciation using the SL method
0. Listed property = home computers, cars, or other property generally used for entertainment or recreation
0. Home computers are not listed property if it is used exclusively at a regular biz establishment
0. Travel and Entertainment Expenses
5. TP can deduct travel expenses, including the costs of meals and lodging, if the following requirements are met [162a2]:
0. The travel expenses are reasonable and appropriate
0. The expenses are incurred while the TP is away from home (overnight) 
0. the expenses are motivated by the exigencies of the TP's business, not the TP's personal preferences
5. IF TP is NOT away from home, certain meal, entertainment, and recreation expenses can be deducted ONLY IF [274a1]:
1. The expense was directly related to the active conduct of the TP's trade or biz
1. The expense preceded or followed a substantial and bona fide business discussion and was associated w/ the TP's trade or biz
5. All deductions for meal and entertainment expenses are limited to 50% of the amount spent [274n]
2. If ER reimburses EE, the EE can deduct the full expense
5. Extra costs for luxury entertainment tickets are nondeductible - limited to the face value of tix
3. BUT Need to establish that you were conducting biz at the event (see req above)
5. Dues paid to athletic or social clubs are not deductible but dues to professional organizations are deductible
5. Biz gifts are deductible up to $25 per year per recipient
5. If primary purpose of a trip is biz related, the cost of the trip can be deducted except for additional costs associated w/ the personal component BUT if international travel longer than 1 week, both personal and biz expenses are deductible if less than 25% of the travel time is spent on personal activities
5. All travel expenses must be substantiated by adequate records made at or neat the time of the expenditure
0. Child Care Expenses
6. TP cannot deduct the cost of child care even if the child care enables TP to work[162]
6. Child care credit
1. TP is allowed a credit for dependent care services incurred to enable the TP to work [21]
1. If the TP's household includes one or more qualifying individuals, the TP is allowed a credit in an amount equal to the applicable percentage of the employment related expenses the TP paid during the taxable year
1. Qualifying child is:
0. Dependent under age 13 or 
0. Dependent or spouse who is physically or mentally incapable of caring for himself
1. Employment related expenses - expenses incurred for the care of a qualifying individual, but only if such expenses are incurred to enable TP to work.  Amount of employment related expenses that may be taken into account
1. $3000 if only one qualifying individual
1. $6000 if two or more qualifying individuals
1. Applicable percentage is 35% but reduced by one percentage point for each $2000 by which the TP's AGI exceeds $15,000.  The percentage cannot be reduced below 20%
2. Ex. TP w/ income in excess of $43,000 has applicable percentage of 20%.  W/ one child, credit = $$600 (20% of $3000 of employment related expenses
6. Child care exclusion
2. EE child care expenses reimbursed by an ER pursuant to a written dependent care assistance program (FSA (flex spending account) [129]
0. EE pay is withheld, EE pays expenses out of income, and gets reimbursed from FSA account
0. Amount that may be excluded is capped at $5000/year
0. High income TP save more under 129 than electing to get the $600 credit
0. Commuting expenses
7. Commuting costs are not deductible b/c considered a personal choice. BUT transportation costs while on the job are generally deductible
0. Clothing Expense
8. EE may take a deduction for clothing expenses ONLY IF ER requires a uniform and is not suitable for personal use
0. Uses objective test to determine whether suitable for general use
0. Legal Expenses
9. Legal fees incurred in a trade or business or related to the production of income are deductible [162 or 212]
0. May be capitalized if incurred in connection w/ acquisition of property that has a useful life that extends beyond the close of the year in which the legal expense is incurred
9. Personal legal fees are nondeductible personal expenses
0. Educational Expenses
10. Continuing education expenses are deductible business expenses
0. MUST maintain or improve skills required by the ind OR meet express requirements of the individual's ER
0. Ex. If already practicing in area of tax, and then get tax LLM then considered continuing ed, so get a biz ded
10. Expenses that prepare you for a new profession do not qualify for deduction
10. 9-10 special education deductions - piecemeal leg that is complicated
10. 529 plans are an amazing tax benefit - no tax on gift, no tax on take out

1. Assignment of Income
0. Progressivity
0. Federal income tax is progressive - persons w/ high income pay a higher percentage of that income to the gov't than do low income persons
0. Thus, TP try to find ways to transfer income low bracket TP (assign income)
0. Loss of revenue due to income shifting is limited by various statutory provisions
1. Married couples - most married couples reduce their tax liability by filing a joint return, on which all income is combined
0. The attribution of income btwn married persons is irrelevant
0. In community property state, w/ single earner, its as if each spouse earned 50%
1. BUT w/ same-sex couples community property rules do not apply (so get a tax benefit b/c CAN shift income)
1. Kiddie tax - If parent transfers a passive income producing asset to a child, the asset will be taxed at the parent's higher tax rate
0. Rules governing attempts to shift income producing property
2. Income from property can be shifted provided there is a complete transfer of the income producing property (tree) and the donee does not receive a carved our or vertical interest (fruit)
2. Distinguish btwn assignment of the fruit or the income producing tree
1. If the income producing tree is assigned, then TP can successfully shift income (as long as kiddie tax does not apply)
0. Income will not be imputed back to the donor
1. If the TP keeps the tree and assigns the fruit, then TP must include the fruits within income
1. Income is imputed back to donor
2. Transfer of tangible self-created property is seen as the transfer of property rather than services and is effective to shift income from the property to the transferee
0. Rules governing attempts to shift service income
3. Service income CANNOT be assigned except by the performance of gratuitous services.  
0. Service income is taxed to the person who performs the services and cannot be shifted to a lower bracket TP
3. If service income is distributed, TP must include in GI and anything given will be considered a gift
0. Below market loans
4. High tax bracket tax payers were encouraged to make short term no interest loans to low bracket family members, so that the interest income would be attributable to the low bracket TP
4. BUT S 7872 limits the use of below market loans for income shifting
1. Below market loans are interest free or provide an interest rate that is lower than the Applicable Federal Rate (AFR)
1. If requirements of 7872 are met, the lender must include in income interest on the loan, charged at the AFR
1. Capital Gains
1. Capital Gain
0. Individuals are taxed on long term capital gain at preferential rates in 1h
0. Corporations do not qualify for the preferential rates
1. Capital Losses
1. TP can deduct the capital losses they recognize during a given year to the extent of the capital gains they recognize during that year [1211]
1. Corporate TP cannot deduct their capital losses  in excess of capital gains [1211]
1. Can carry excess capital loss back three years and forward five years [1212a1]
1. Noncorporate TP can deduct up to $3000 of their capital losses in excess of their capital gains [ 1211]
2. Can carry forward the excess capital losses disallowed indefinitely [1212b1]
1. Long term vs. Short term
2. Capital gain is long term if TP held the capital asset for more than one year and short term if the TP held the capital asset for a year or less [1222]
2. Distinguish btwn long-term and short-term
1. Long term capital gain is taxed at the 1h preferential rates
1. Short term capital gain is taxed at ordinary income rates
2. Both long term and short term capital gain are subject to the 1211 limitation
1. Capital gain rates
3. Capital gain rate is generally 15%
3. Different rate for special categories
1. If collectible (antique rugs, china, etc.) then rate is 28%
1. If real estate, then rate is 25%
1. All other gain is in "other gain" category and taxed at 15%
3. If short term capital gain, then don't get the better rate
1. TP must net capital gains and losses [1222]
4. Capital gain can sponge up the losses on capital assets
1. Definition of a capital asset
5. Capital gain or loss is loss or gain on the sale or exchange of a capital asset
5. Capital asset is property that does NOT fall within any of the following 8 ordinary asset categories [1221] (first 2 are most important):
1. Inventory or property held for sale to customers in the ordinary course of business
1. Depreciable or real property used in the TP's trade or biz (BUT gain from the sale of such assets MAY be capital, under 1231, despite the fact that such assets are not capital assets)
1. certain copyrights or literary properties
1. accounts receivable or notes receivable acquired in the ordinary course of a trade or business
1. certain United States Government publications
1. certain commodities derivative financial instruments held by a commodities derivative dealer
1. hedging transactions which are identified as such in advance 
1. supplies of a type regularly used or consumed by the taxpayer in the ordinary course of business

