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BACKGROUND PRINCIPLES

Interpretive regulation: Interprets the law and clears ambiguity, fills in gaps, provides examples and explanations (gives guidance to taxpayers). 

Legislative regulation: Broader grant of rule making authority (§385 – punts to the Treasury to make all necessary rules, ie: when investment is stock or debt), includes writing drafts rather than just filling in gaps.  They deserve great deference unless patently inconsistent. 

Shorthand tools, ex: 1.61-6(a)
1 = Income Tax Regulation (whereas 20 = Estate, 25 = Gift, 301/601 = Procedure)
61 = provision of code

Revenue Ruling (RR): Designed for guidance, submit issue and questions and reasoning. Attach ruling to filing if ruling agrees with you. They are also published, and can be binding on both IRS and taxpayers. But it is a time and cost intensive endeavor. IRS not bound to issue ruling, usually only done on novel ideas. Treasury has private track (PLR), which is more widely available but is not binding or precedential. 

Revenue Procedures (RP): Procedural rather than substantive issues (ie: fees, address, timing, etc). Provides guidance also. Not required by the IRS but they may in order to give answer and help taxpayers. Because of their relative simplicity and redundancy and less scrutiny, these are not considered binding precedent for anybody other than the questioner in that controversy (not published by IRS, but yes by West/Lexis). But they are full of advice useful in transactional guidance.  

Three potential tax claim forums:
(1) US Tax Court - Only venue where you can play the case before paying the tax, court can only hear deficiency matters. No jury. Judges are tax experts. Court usually hears/publishes the important and novel cases. Non-novel cases are issued as memorandum opinions and so are granted less precedential weight (resolve dispute but are not published as precedent). Under Freedom of Information Act we can still get these for advice/guidance but should not be cited. 
(2) Fed District Ct – SMJ based on Fed Q. Judge is not an expert in tax law. If facts are helpful but law is less on your side, then this may the right venue because it is a jury trial. By statute, jdx exists only for refund actions (must pay then play).
(3) US Court of Claims in DC – Also seeking refund. They do what they want to do and provide some anonymity. 
- Appeals: You are stuck in the circuit you started, but all have recourse to the Sup Ct. 


I. GROSS INCOME §61
	
	1. All income from whatever source derived. Would you rather have it or not? Has something been enjoyed? Is there a gain? Modern rule: Accession to wealth, realization, and complete dominion (control).

Eisner v. McComber
Standard Oil issued new shares to existing shareholders. New shares did not represent any new wealth because it was an accounting exercise (the new share value as a Corp asset reflects positively on the price of the fewer issued shares). IRS tried to tax on the value of these new shares. Ct did not allow it because mere appreciation in an asset is not enough, requires some realization or severance from the underlying capital. Tree/fruit metaphor. This rigidity has been tempered back.

Colony Trust
Company agreed to pay income tax for the employee. Ct determined that this payment was additional income to the employee since he received the benefit of it. Indirect benefits, even those benefits not directly received by the taxpayer, can be considered income.

Glenshaw Glass
Company brought antitrust action and received lost profits and punitive damages. Ct held that both are subject to income tax – the compensatory damages would have been taxed as income if left to be earned, and the punitive damages were an undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion. New rule for income: accession to wealth, realization, and complete dominion (real economic benefit enjoyed by taxpayer). Fact that the punitive damage award is a windfall is irrelevant, still taxed.

	2. Limits on Gross Income

		A. Imputed Income

Ind. Life Ins. Co v. Helvering
IRS wanted to assess taxpayer for rental value as income because he owned his home and need not pay rent. Rental value (not paid because owned) is not considered income under the 16th Am. Imputed income represents a flow of benefits/satisfactions enjoyed by a taxpayer through the use of his own goods or services. It may look like an economic benefit but because it was yours originally, there is no realization. Use of your own stuff or services is not considered income; consumption alone is not enough. 

Dean v. Commissioner
Couple lived in house they owned but transferred the deed to their corp to satisfy a bank’s lending condition. After the transfer, they continued to live in the home rent-free. IRS assessed a tax based on the income benefit of the rent value. Taxpayer argued that it was imputed income as in ILIC. IRS argued that since the corp now owns the house and not the individuals, there are separate legal rights. Ct agreed with the IRS, finding that when a benefit flows from a corp to shareholders/officers, it is a dividend; when a benefit flows from employer to employee, it is compensation. The Corp satisfied Dean’s obligation to pay rent, equivalent to dollars paid as a dividend in order to pay rent elsewhere. Whenever a third party satisfies an obligation of yours, that indirect satisfaction is income to the party who enjoyed it (Colony Trust). Thus, rent-free use of Corp property is satisfaction of an obligation and not imputed income because it is not yours to use.
- Analysis: Are you using your own stuff? If not, why is someone else letting you? It is either a dividend, compensation, or a gift, depending on “which hat” you are wearing.

		B. Interest-Free Loans

J Simpson Dean v. Commissioner
Corp gave interest-free loans to its sole shareholders. IRS asserts that the market interest rate that would have been paid is considered income. Like the house above, interest is the cost of using money – here they are using the money for free. But Ct held that this was not income like the house use because interest would have been deductible with net 0, so the cases are not on point. 
Concurrence and dissents argued that the majority opinion is too broad by proclaiming that interest-free loans are not income; not all interest paid is deductible so in some cases there would be income, it’s not always a net of 0. Ex: §265 interest is not deductible if the principal is used to invest in tax-exempt securities. 
- IRS filed non-acquiesce and brought more cases, but continued to lose the argument that interest free loans are income. They are not, and it is a matter for Congress. §7872 is the result that creates a new taxable item: 

§7872 breaks interest-free loans into 4 types: p505
	(1) Gift term, (2) non-gift term, (3) gift demand, (4) non-gift demand.
Always income/benefit to lender. Identify the benefit & characterize the relationship.

- Ex: $100k, 12% AFR, 1 year = $12,360 economic benefit according to Dean case.  

(1) Gift Demand: can’t tell their duration so it accumulates daily, looking back from point of demand. But gifts are excludable to recipient (depending on use of the loan), and not deductible to payor. Payor treated as $12,360 of income, recipient has no income (excludable gift).

(2) Non-Gift Demand: Same benefit ($12,360) even if from employer to employee even if it looks compensatory. That amount of foregone interest paid is still taxed to the employee for the non-gift (not excludable) loan. Employer is also deemed to have received $12,360 in interest income. In both cases, whether or not employee can deduct the interest from their income depends on nature and use of the loans (mortgage interest deductible, for example, general consumption is not). Consequences to employee depends on use of funds. If used for deductible purposes, then offset – presumed income/benefit deducted anyway. Compensation is deductible to lender so they can balance out but not always do. Were the loan to a shareholder, it would look like a dividend, taxed twice, not deductible by either. Deductible income to employer (compensation), income to employee of same amount (compensation) but deductibility of employee depends on use of funds (ie: mortgage interest). 

- Ex: $100K, 12% AFR, 4 years. PV = $62,741.24. Benefit = $37,258.76. PV put into CD would generate the $100K needed to pay off the loan when due, excess is the benefit.

(3) Gift Term: Interest benefit is more precise. Excess of the PV belongs to borrower, it is what is either gifted, given, or compensated. All benefits are front loaded, no consequences to years 2-4 because benefit was all in year 1. (PV computations will be provided if necessary, not expected to calculate.)  100K is treated to dad as $63K loan and $37K as gift. Dad would save vs demand note ($7K vs $12K income) but they are all really demand notes in family context. So Congress splits them – term loan determines benefit, demand loan determines interest income.  $12K income to father each year for 4 years. $12K potentially deductible by son if used for deductible purposes even though no income to son (part loan, part gift).

(4) Non-Gift Term: $37K is income to the employee. It is deductible to the employer in year 1 because it’s compensatory. Years 2-4 have just interest amount (not income) which is always offsetting. Year 1 is the juice with $37K income to employee. Employer gets deduction up front of $37K, and the interest payments on $62K over 4 years is income which equals $37K.
- Lender and borrower are treated as though they get the benefit of AFR paid. Deductibility and exclusions depend on nature of relationship and use of the funds. Lender always, absolutely is treated as though he has income of the interest, deductibility depends on nature (yes for compensation, no for gifts). Treat as if real interest were paid, find consequences accordingly. Income is either interest, compensatory, or dividend. Deductibility depends on use of funds. Lender always has income. 

Hiccups – Within families, this is all avoided if under $100K and if borrower has no net investment income. Otherwise net investment income is hypothetically transferred back to dad’s return. Corp loans also excluded if under $10K.

	3.  Realization Requirement 

		A. Not a constitutional prerequisite but so engrained in our understanding that it remains in our concept of gross income (and difficult to impose a tax liability at time when taxpayer may not be liquid).

Cesarini v. US
Taxpayer purchased piano for $15 and years later found $5000 cash inside. Taxpayer argued that if it is considered income, it was earned in the year purchased which the SOL had tolled. Ct rejected this and adopted the “treasure trove doctrine” (now in a RR) – that findings are includable within gross income to the extent of their value (willing seller, willing buyer) in US currency for the taxable year in which the item (cash) is reduced to undisputed possession. Possession begins when whereabouts are known, which is when rights attach (ex: ring in a pond). Under §61 and Glenshaw Glass, this is “income from whatever source derived” and an “undeniable possession, accession to wealth, within dominion of control.” 
- There are limits on this: A rapid appreciation is not grounds for realization. While a reduction to cash is the ultimate disposition, this is not necessary. Is the second item severable from what was purchased (ex: cash in the piano, or a document in a desk)? If the item owned then and now is the same with only a difference in understanding, then there is no realization.

Problems p.69

		B. Rental Upgrades & Misc Issues

- If intended as a substitute for rental payments, then they are considered income. If the upgrades are performed by the lessee but not as a substitute for rent (windfall to lessor), Congress decided best to tax these improvements when the lessor ultimately disposes of the property and their values are most clear. 
- Conversely, if the lessee receives reduced rent in exchange for services rendered, then the value of the services (rent due – materials acquired) is income to the lessee. This would be the same as if hired for the work and then paid full rent.
- Rebates are not considered income because they are seen as a renegotiation of the original purchase price. 
II. EXCLUSIONS FROM INCOME

Exclusions are an act of legislative grace; they are narrowly construed in contrast to gross income. The effect of an exclusion is that income that would otherwise look like gross income is not included. 

	1. What IS excludable?

		A. Fringe Benefits - §132

Unless enumerated, we presume the benefit is treated as income. While these benefits could be considered as income, they are administratively excluded for policy and practical reasons.

Allen v. McDonnell
Work group went to Hawaii for business meeting. Supervisor went with wife to the couple’s event to keep track of the salesmen. IRS wanted to tax the benefit of a Hawaiian trip. Ct found this benefit was only incidental to the fact that primary purpose was to serve the employer.  Rule: When the employer is the primary beneficiary, any incidental benefit to the employee will be excluded from their income. 
-> This can include parking if the employer benefits from the convenience and safety of the employees. 

Problems p.105

		B. Gifts, bequests, devises, and inheritances - §102. 

“Gross income does not include the value of property acquired by gift, bequest, devise, or inheritance.” Would otherwise look like income under Glenshaw Glass but Congress decided not to include them. Arguments for taxing gifts include horizontal equity, gifts clearly within definition of gross income, administrative practicality, fosters attempts for tax avoidance, etc. Arguments for the exclusion include the fact that gifts are usually within families likely already taxed and are not the creation of “new wealth,” and they do not have any input/sweat involved in their creation, there is already a Federal Gift Tax which taxes the transferor (unlike the income tax model).

Duberstein v. Commissioner
Duberstein was a businessman and could not take advantage of a deal, so notified competitor Burman. The deal turned out to be profitable so to show thanks, Burman sent a Cadillac to Duberstain. Duberstein did not expect nor want to accept it. After insistence, Duberstain kept the car. Ct rejected the idea of a clear test, and left it to the trier of fact. But the mere absence of a moral or legal obligation does not establish that it is a gift. “A gift in the statutory sense, on the other hand, proceeds from a detached and disinterested generosity, out of affection, respect, admiration, charity or like impulses.” The jury will determine the donor’s subjective intent.

- There are tax consequences applied to the transferor. Thus, if sole heir has higher income tax rate than father’s estate tax rate, then it makes sense to waive any estate fee (to prevent income) and to treat proceeds as a bequest (lower estate tax applied). If estate tax is higher, then best to charge the estate an administrative fee (which is a deductible expense for the estate) and to pay the lower income tax on that amount instead.

Lyeth v. Hoey
Will contest. Grandma left assets to a trust with the Christian Science Church. Settlement before trial, splitting proceeds. Children claim their half of the inheritance was a gift, IRS claimed it was a settlement payment and taxable. Ct said that they had standing to bring suit to challenge the suit as heirs, and that they stood to benefit if their challenge were successful – thus any proceeds would be paid due to their standing, and would be excludable. Fact of ultimate success is irrelevant, their standing determined the outcome. Proceeds from will contest are equal to a bequest.

Problems p.94

Wolder v. Commissioner
Attorney offered services for life in exchange for bequest in client’s will. Wolder did not include the gift as income and commissioner argued it was a contractual obligation (contract, income) and not a bequest.  Not a typical employee/employer relationship like §102(c) foresaw, but more of a fiduciary/client relationship. Ct held it was income and expanded scope of employee/employer language – method chosen for compensation. 

		C. Meals & Lodging - §119

- To the extent that an employer is paying for lodging/food, it seems like income or compensation to the employee. But element of forced consumption moderates element of income – are you eating/sleeping there FOR the boss, for their benefit and convenience? Congress concluded that forced consumption as condition of employment is not income. By its terms §119 only applies to employer/employee relationships.
- Rule: though “on the premises” traditionally meant either (1) employer must own the premise, or (2) a geographical location/proximity, the modern analysis is a functional use test that looks at the relationship between the locale and the work of the employer - how is the property used? 

Herbert v. Hatt
Couple married and dowry included a majority stake in spouse’s mortuary business. The couple were the sole shareholders and lived in an apartment above the business. IRS wanted to tax them on the value of rent and argued that they could be forced to live anywhere as the shareholders. Hatt argued it was the for the convenient of the corp that he lives on the premises. Ct held that while status as a shareholder was a factor, it is not dispositive, and that the parties were acting in an employer/employee relationship – if he were not living there, he would have to hire someone else to. Hatt was entitled to the same exclusion that another employee would otherwise be entitled to. 
Problems p.110

		D. Scholarships & Awards - §117 & §74  

- Prizes are not really gifts; the producers do not have a detached and disinterested generosity. §74 has a presumption of inclusion within gross income. Exceptions: in recognition of religion/charitable/scientific/educations/artistic/literary/civic achievement, with no action to enter by recipient and no further services required (ie: nobel prize), and donated to charity. If you get the prize, you pay the tax. Charity deductions usually limited to 30% of gross income, but when given away ahead of receipt it avoids this limitation. 
- Scholarships are well-motivated but quid pro quo element exists so not really a gift either. §117 has a presumption of exclusion from gross income.  Primary beneficiary is the recipient so they will be excluded from their income usually – subject to limitations and qualifications. Be aware of compensatory issues (work required).
Limited to degrees below the graduate level.

		E. Sale of Principal Residence - §121

- Same threads as other non-recognition statutes – exclusion from income the sale of principal residence. Must live in the place for 2 of the last 5 years from disposition. Amount of gain excluded shall not exceed $250K ($500K if held jointly).  Section is renewable, just limited to once every 2 years. No carryover basis, but FMV basis on new acquisition because it was a taxable event – just excluded. If sold before 2 years, usually no benefit.

Problems p.241
		
		F. Annuities, Insurance & Deferred Life Insurance - §101

-Proceeds from life insurance are treated the same as any post-death transfer (ex: inheritance) which is excluded from income of the recipient. 
-If Insurance is paid out in lump sum, it is excludable. But when it is paid out over time, there are different rules – either an exclusion ratio (proceeds due/proceeds paid over time = tax free payment/taxed payment), or interest included in income. If using the exclusion ratio, it remains in perpetuity even if extending beyond life expectancy, but also it remains even if you die early (if you die early, the amount forgone cannot be treated as a loss either since it would not have been income had you received it). 

Annuities: contractual/commercial payment plans. $x up front for $y/yr for z years.
Main differences from insurance: after full basis recovery (live longer), exclusion ratio does not remain – rather, all proceeds are taxed. If die early, there is a deduction for the unrecovered basis.

Problems p.163


		G. Damages and Related Receipts; Health Insurance - §104, §105, §106 

Compensatory damages are included in income (Glenshaw Glass). If the origin of claim is sourced in contract, then taxed upon recovery – if you would have made it and been taxed, then going to court does not change that. Contract-sourced claims are includable. 
But compensation for physical injury has no thread of gain. Costs incurred growing up for experience and growth are not deductible – they are investments in yourself – so upon injury or death, these payments are viewed as the restoration of human capital (like return of basis in yourself, a limitless concept). No part of it is taxable, all damages sourced in tort are excluded. 
This fork in the road became exploited as suitors tried characterizing their claims as torts and negotiating for settlements like this to exclude the damages. -> This is now limited by §104 to only cover physical injury and sickness. Punitive damages are also included, always.
Under §105-106, the proceeds of employer-sourced insurance plans are excluded from the employee’s income.  Fully deductible by employer who makes the premium, premiums are also excluded as income. But this exclusion is limited to direct reimbursement, anything in excess of actual expenses incurred is included as income. 

Problems p.193, p.202


	2. What is NOT excludable?

		A. Employee gifts

Compensatory context/relationship makes it unlikely that the gift is disinterested. Even if it’s just to improve morale (to employee) or to encourage a raise (to employer) makes them dubious. Congress adopted §102(c), which determines that any gifts in this context are not excludable, and remain compensatory income. 
1.102-1(c): No gifts to employees, but if employee is best friend or family then you can prove you were “wearing the other hat” and gift can be excludable (p948).
When multiple employees contribute, you audit the sample and determine what portion of contributors meant it to be a gift and which proportion had a motivation. 

		B. Tips 

Not excludable; element of compulsion involved. Does not matter that they are paid at the end without any expectation of future service or lack of consideration. They are paid with the fare and the presence of moral obligation is enough to prevent it from being considered a gift.  If tipped for a good table, then it is basically compensation for the service of good placement. Tipping a dealer in Vegas, even if based on superstition, is still not an act of disinterested generosity – a tribute to the Gods of Fortune, there is a hope of karma involved for spreading the wealth. Hopes of a return precludes finding of a gift. Motivation of the donor/transferor is all that matters; their hope for future benefit ends the inquiry. 
		C. Discharge of Indebtedness

Kirby Lumber v. US
Corp issued bonds for $12M+ and later that year bought them back for $137K less. Kirby argued no gain, just a repurchase of bonds. Gov’t argued that the gain was the discharge of indebtedness. The assets made available previously offset by an obligation of bonds now extinct was income. This amount was not excludable.
-Exceptions to Kirby – (1) gifts (relationship?), (2) insolvency (debt forgiveness that makes you solvent is income to the extent of solvency – forgiveness when still insolvent is not income), (3) shareholder-lender conversion of debt to equity (recast as contribution to capital rather than debt), (4) renegotiation/adjustment of purchase price (limited to transactions between original parties to K), (5) §108 enumeration. 

Problems p.187


III. NON-RECOGNITION OF GAINS

- Absent a specific provision stating otherwise, gains realized are also recognized (report this year). Any gain/loss realized is prima facie required to be included within tax computation (recognized). All recognized gains are realized, but not necessarily are all realized gains recognized.

	1. Determining Gains From Dealings In Property - §1001

Amount realized – adjusted basis = Gain/Loss realized 
AR = what the taxpayer got out of the transaction (cash + FMV of property received).
AB (§1011) = what the taxpayer had in the property that he sold

		A. Basis §1012: Basis of property shall be its cost

Not a static figure – can include purchase price plus costs spent on improvements, or depreciations – these are adjusting the basis. It is the baseline a taxpayer is allowed to recover before any gain/loss is realized. This depends on the method of acquisition. 
If given something by family (inter vivos) then your basis is their basis. If inherited, then basis is the FMV on date of death. The amount you can recover before any gains/tax are due.

Philadelphia Park Amusement v. US
P had 50 yr franchise to operate a railway to a park. Prior to expiration they agreed to a 10 year extension. With 3 years left, they abandoned the bridge and tried to claim the $381K original cost as a loss since there was $0 AR at abandonment. Ct held that the taxable event was not at the bridge’s construction (SOL) but the franchise extension. This required valuation, which the Ct determined would be equal to FMV received in an arm’s-length transaction. The basis of the asset acquired is its cost. Ct plays with term “cost” – is it the economic FMV given, or under a “tax” principle of the FMV received? FMV given can lead to double taxation – you are paying tax on full gain, and taxed again with adjusted basis below new FMV. With FMV received, you are only taxed once on full gain by assigning value received to its basis. Today’s gain is tomorrow’s basis otherwise a gap is built in to tax the same gains twice. In most cases this may be the same because values traded are usually the same, but this is not so in ALL cases when value of properties traded are not equal. AR – AB = G, thus AR = G + AB. Remanded for valuation. - Basis of new property is the FMV of the property received.

Problems p.126

Crane v. Commissioner [Part I – determining basis]
Petitioner husband’s died and left apartment to spouse. The apartment had a $250K nonrecourse note and a $250K FMV. Petitioner sold property years later for $3K subject to the mortgage. She argues $0 basis because no equity, and a gain of $3K. IRS disagreed, basis is FMV at receipt which was $250K, basis does not mean equity, rather it looks at the underlying asset itself. Ignoring debt encumbering property ignores the value and economic reality and objectivity. How an acquisition is financed does not matter. Ct holds that debt=$$ (cash) for determining basis, the taxpayer may not pay that principal today but will pay off the note eventually anyway (plus horizontal equity). Good news: including debt at acquisition gets credit for those dollars (rather than re-computing with payments later, they are frontloaded).  Fact that loan was (non)recourse is irrelevant, debt is debt and will be repaid anyway (incentive may change but rational actor will still repay to keep the property).

		B. Amount Realized §1001(b): $AR + FMV property received

International Freighting Corp v. Commissioner
Corp distributed DuPont shares to employees as bonuses. Corp deducted their $24 FMV as a business expense (basis of $16K). IRS said the Corp should recognize this gain of $24K. Ct held recognized gain on disposition of the shares for total amount of $24K because they received service of employees instead. Amount realized does not need to be cash, but it’s valuation equivalent ($24K worth of work performed). You can assume that at arm’s length, you can apply the Philadelphia Park valuation technique and find the value of the shares/work performed (can’t value the work directly, but can value the stocks, thus they equal $24K). Amount received = FMV of anything received. Appreciated property used to pay obligation is a realization event. Deemed to be a $24K liability owed to the employees. Use of appreciation is a realizing event. 

- Depreciation is alternative form of basis recovery. Rather than front loading or back loading the cost of machinery, we can apply linear depreciation at %/yr which reflects true costs/use/profits each year. Salvage value is a carve-out (would be amount realized – all gain- from basis 0 at the end of machine’s life). 




Crane v Commissioner – [Part II – amount realized]
The good news was that you get basis today (and deductible depreciation today) for debt that may not be repaid for many years.  Thus $0 down could lead to tax savings today and each year (depreciation). But there is bad news – Crane sold the property for $3K subject to mortgage. Reported gain/AR of $3K since basis of $0. IRS saw this differently – AR included the $3K but also the outstanding mortgage amount (FMV of property). You get the basis for the debt so you must also include it in AR. Relieving her of the obligation was an AR. As if she sold it in cash for $253K and used the proceeds to pay off the loan. Debt = dollars. Bad news, then, is that debt relief must also be included within AR. Crane was also took deductions worth $25K on the $250K loan which defeats her argument of $0 basis. But she COULD have taken $28K worth of deductions, so the Ct reduces her basis by the deductions ALLOWABLE (objective policy – creature of statute). AR ($253K) - AB($250k – 28 =  $222K) = Gain ($31,000). Thus, the AR is the $3K she claimed PLUS the allowable deductions. As you deduct from basis, you create gap for increased realized gain. She took a benefit during ownership of $25K (28K allowed) deductions and received $3K cash at sale. The diminishing basis (currently enjoyed allowed depreciation deductions) compared to the non-diminishing loan creates the gain. You pay for these benefits by including the relieved mortgage in AR (which financed the benefits already consumed). 

Tufts v. Commissioner
Apartment complex financed by general partnership with non-recourse note for $1,851,500. The partners put in $44K themselves, for total basis of 1.895,500. Over the years, the partners deducted depreciation of 440,000. Leaving adjusted basis of 1,455,500. Buyer pays each partner $250 ($1K total) and assumed the mortgage. FMV on date of transfer was $1.4M. Taxpayers reported loss (AB) 1,455,500 – (AR) 1,400,000 = (Loss) -55,500. They argued that AR should be limited to FMV (FN37) since they could just leave the property to the lender and walk away when underwater. The benefit analysis of Crane crumbles. IRS viewed this transaction as (AR) $1K + 1,851,500 debt assumed – (AB) 1,455,500 = (Gain) 397,000. Ct reversed lower courts holding for taxpayer. Ct held the taxpayers enjoyed the benefits of the depreciation and must now pay for them in the AR. Ct affirms Crane without limitation and finds no FMV limitation on AR, overruling only FN37. 
O’Connor’s Concurrence
She argued for a different approach – breaking apart (1) the property transaction and (2) the loan arrangement. The property transaction yielded $1.4M FMV, which would pay that amount of debt (as if deed to lender), and debt forgiveness in the amount exceeding the FMV. This additional amount exceeding the FMV would be ordinary income. The majority collapses these two and finds a single capital gains transaction. [Current Regulations treat non-recourse loans differently. Nonrecourse loans are treated as Tufts majority held.]

Problems p.158



	2. Like-Kind Exchanges - §1031

- Because of the continuity/similarity of the investment, taxing now is unfair (gain or loss) because you maintain the same holdings essentially. Non-recognition (not forgiveness!) now at the cost of carryover (same) basis. It applies only to exchanges, you cannot sell and then reinvest. But Starker holds that a deferred exchange is okay as long as you do not touch the cash. Not limited to pure exchanges, but tax is due now only to the extent of the boot received. Cannot recognize losses if receiving any boot. New timelines from Congress: 45 days from transfer of deed to identify next property, 180 days to complete the exchange.  
- While a gain has been realized, Congress has decided not to recognize it for current tax computations. These provisions are not about forgiveness, but rather deference. Non-recognition now, at the cost of carryover basis – so all gains are captured later. Basis keeps track of all the pent up gain/loss along the way. These primarily include like-kind exchanges where the investment type is the same, though the identity may change. 
- In the absence of a non-recognition provision, AR (FMV received) minus AB equals gain, recognized, with new AB of FMV received. 
- But with a like-kind exchange, this process ends at the realization of a gain (FMV received minus AB). But nothing is recognized and there is no new AB. AB remains the same rather than the FMV received, because there has been no tax paid on the gains from original AB to FMV received – basis is straight carryover. 
- But what about a transaction including boot (other stuff thrown in to equalize the transaction)? Ie: FMV=100, AB=75. LK FMV=90, Boot=10
-> Non-recognition attaches to the portion of the LK exchange, or 90 worth of property. But 10 of FMV for 10 of Boot is not LK and will be recognized. Non-recognition does not apply to the extent of boot injected into the transaction. 10 worth of boot is currently recognized, other 15 realized gain is not recognized. AB? Gain recognized (10) is added to basis to prevent double taxation – new AB of 85. But Boot will take its own AB of FMV 10, which leaves 75 AB again. This is because there will be 15 non-recognized gain on the LK, and 10 recognized gain on the boot: total of 25 gain still, only partially taxed now. 
- The recipient of boot is precluded from recognizing any loss now, because LK property is retained which will keep the losses. For the GIVER of the boot, this does not apply.

Formula: AB for LK Property received = Carryover – FMV boot – debt relief - $ received – loss recognized + $ given + debt assumed + AB boot given + gain recognized

Problems p.939

Leslie Co v Commissioner
Leslie was a manufacturing company and needed a new plant. They expected plant to cost $2.4M but did not have this money. Made deal with Insurance Co – Leslie would build and convey the property to the Insurer in exchange for a leaseback. Building ultimately cost $3.2M, but was appraised at $2.4M – value to Leslie but not on the open market. Leslie reported $800K loss on the sale of this new plant. IRS argued that this was a LK transaction and thus no loss would be allowed/recognized. But §1031 only applies to an exchange, not a sale. Leslie argued that they sold the 3.2M plant to Prudential for 2.4M, and simultaneously Prudential gave leasehold to Leslie for rent – sale with a leaseback, not an exchange. IRS argues this was an exchange, a sale of 3.2M factory in exchange for 2.4M and a leasehold – which would value the leasehold at $800K – part of building for the leasehold, the rest is just boot. Any element of exchange triggers §1031, the rest is treated as boot. IRS argues that a portion of the building was given up for the leasehold. But is a FSA equal to a Leasehold? They entail different rights but they both include some property rights. Tax Ct found no exchange because the leaseback was a condition precedent to the sale, so it was part of the agreement rather than a later exchange. The premium on the building cost did not provide favorable lease terms, they were contractually separate and distinct even though they occurred at the same time and at arms-length. There needs to be some blurring or overlap to trigger §1031 which is not present. Free standing sale, free standing lease. 
-> Unless you can find some element of exchange, §1031 is inapplicable. If there are favorable terms then this may implicate an exchange component because it is not at arms-length. If any portion of the sale is exchange for any lease terms, then §1031 applies (Century Electric). 

Commissioner v. Crichton
Family transferred partial mineral rights in the undeveloped country for a developed city lot and tried treating it as a LK exchange. IRS said this was not a LK exchange but the Ct agreed with plaintiffs. Both parties were exchanging property rights even though the specific rights were different. The character of the properties is not dispositive – LK have reference to character and nature of the property but not it’s quality or grade. Improvements are immaterial to kind or class, they only effect grade. LK now considered pretty broad – Leasehold 30yr+ for FSA, city space for farmland, delivery truck for delivery truck, etc. Long-term leases support sufficient property rights to entail LK with FSA. 

 	3. Involuntary Conversions - §1033

Involuntary conversions are not a taxable event, generally. The replacement must be similar or related in service or use. Exchange not required, nor “like kind” – touching the cash does not break the spell. Not applicable to losses – they ARE recognizable. Only gains are non-recognized. Boot rule remains. 2 years after the close of the first taxable year in which any part of the gain upon the conversion is realized.  Not about allowing diversification, but allowing you to get back on the horse you fell off of. Dissimilarities can be proportioned and treated like boot. Less flexible than L-K analysis.

- Revenue Ruling 76-319: Bowling alley burned down, replaced with a pool hall. Ruling determined that they were not similar enough – different building, different structure inside, different maintenance; more rigid than like-kind analysis. Nature of managerial duties, level of risks, obligations/responsibilities are all functions analyzed in determining similarity. 

(g) if real property is condemned, then replacement need not be so similar or related. Like-kind analysis for any RP held for business/trade/investment (personal property is more difficult). Personal residences are not investments.

If §1033 applies, it is also at the cost of carryover basis. Basis goes up if you put in more money for replacement. Pay tax on boot if received (partial recognition). 

	4. Property acquired by gift - §1015

- Basis of the donor; recipient steps into donor’s shoes. If value has dropped from basis at time of transfer, then for determining loss, we will give donee the FMV as basis – but no gain until original basis restored. 

Taft v Bowers
Donor bought stocks for $2K and gifted them when FMV was $3K. Donee later sold for $5K and claimed gains were 5-3; IRS claimed gains were 5-2. Court sided with the IRS. §102 says gifts are not income so no tax on the $3K given, but what about tax on appreciation prior to the gift? Ct holds that there is a carryover basis of $2K. It is a legitimate exercise of Congressional line drawing. Tax consequences of donor are preserved for donee. 

	5. Part gift, part sale -

Context (relationship) can fill in the blanks, gift if familial, compensatory if employment. When the sale is below FMV, the remaining equity is treated as a gift. There may be no income tax consequences (gifts not taxable), but there is a basis problem: carryover basis for gift, but FMV basis on purchase. 
Regulation 1.1001-1(e) – donor allowed to recognize basis before gains are recognized but cannot recognize any loss. Any “loss” would be added to donee’s basis (below – greater of). 
Regulation 1.1015-4(a)(1) – donee takes greater of cost or donors carryover (when sold, she gets the gains in equity so they do not disappear). Treated like gift, essentially.
Regulation 1.61-6(a) If an asset is split, then the basis is apportioned. So if parcel is split, half sold and half gifted, then the original basis is really just divided by 2 for each parcel (assuming equal values). Equitable apportionment requires some basis left behind for portions retained.
If dad wants to sell ½ parcel for $100K and gift the other parcel (original purchase of $100k, FMV $200K) then basis is apportioned on each half – so daughter gets basis of $100K on purchased ½ (greater than $50K apportioned basis) and $50K carryover basis on second parcel – total basis of $150K instead of original $100K. But dad does not get benefit of recognizing basis before tax – either tax now and less later, or less now and more later.




	6. Transfers between spouses - §1041

Strict carryover basis on transactions between spouses (including when incident to divorce) - Congressional intent to defer the problem/taxation. Transactions between spouses, even with gains, are not yet recognized. Good news is the non-recognition of gain, bad news is lower basis for the spouse acquiring the asset. But if the property has depreciated, then the selling spouse cannot recognize that loss but the buying spouse gets basis higher than price paid.

Problems p.136

	7. Property acquired from a decedent - §1014

Rather than carryover as with a gift, property acquired from a decedent takes the basis of the FMV at time of death. It obliterates pre-gift appreciation for all time. 
Differences between Joint Tenant, Tenants in Common, Community Property – Tax consequences depend on how much property transfers to spouse at death. Disparities resolved for community property, §1014(b)(6) – Surviving spouses ½ share eligible for stepped up basis as well. Does not vary by jdx, but whole property steps up to FMV at date of death. J/T and TiC not effected, still stepped up basis for only the other ½. 

	8. Tax Shelters

- Generally: Pumping up basis for depreciable deductions to shelter primary income through unrelated investments.
- These were created where people tried to inflate business transactions with loan terms that would never be repaid, designed to increase the basis (and tax free gains with them) of a purchase. Ex: $900K over 100 years, non-recourse, for product worth $100K. If the debt bears no true relation to the underlying asset (sham transaction) then it does not effect its true basis. 
- §465 Deductions limited to amount at risk. You cannot deduct non-recourse debt. Deductions limited to at-risk $ in the taxable year, other losses are rolled over and reanalyzed in subsequent years. You still get basis for non-recourse debt but it is not deductible. 

Problems p.536

- §469 Passive Activity Losses - creates impenetrable barrier between passive and active investment/income sources (and third realm ‘portfolio’ investments) – deductions are limited to their realm – a passive loss can only be deducted from passive gains. All passive gains/losses are thrown into the same pot, any remainder is a carryover. Net passive loss set against income from all passive activities. The net passive loss is NOT deductible – but it does roll over (like in §465). When disposing of all interest in the given activity, real losses can be deducted from any income. 
- Combined with lower tax rates (risk), taxpayers are no longer after noneconomic activities to generate deductible losses, but for economical investments that generate passive gains. 

Problems p.565


IV. DEDUCTIONS - §62 / §162
§162 – What is deductible? Ordinary and necessary trade/business expenses. 
§62 – 20 items allowed to be deducted above the line. Anything in §162 that is not in §62 is below the line.

Problems p.576

	1. §162 “Ordinary and necessary.”

Welch v. Helvering
Welch was a grain broker who went bankrupt. He then went to work for Kellogg doing the same thing, and voluntarily paid back past debts with his new income to establish good will and reputation. Welch wanted a deduction for these payments and IRS disagreed. Ct had to determine whether those expenses – the discharged debt payments – were necessary and ordinary for the business. It made sense that it was helpful and appropriate to do this, so it fits with common use of ‘necessary.’ But ordinarily – men do not typically pay debts of others without legal obligation; this is extraordinary. Lawsuits or pumping in additional capital into enterprise in order to prevent BK may not be routine, but they are still ordinary because there is always a risk of them and its regular to defend against them or to prevent the ship from sinking. Ordinary expenses also seem to be for current dealings; whereas reputation and education will benefit you for life and are a capital expenditure. Ordinary is regular and common business practice.
- Limitations: If the debt is repaid prior to BK or damage to reputation/primary business, or if money is pumped into a business to prevent BK, then it can be deductible. Saving your boat is different from replacing it.

	2. Expenses vs. Expenditures

- Expenses can be deducted (something in a single year) but expenditures (value independent from the expense itself with benefits beyond the single year) cannot. 

- Rule: Expense vs expenditure, FN1 p.336 – The cost of incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition, may be deducted as expense, provided the plant or property account is not increased by the amount of such expenditures. Repairs in the nature of replacement, to the extent that they arrest deterioration and appreciably prolong the life of the property, should be charged against depreciation reserve is such account is kept.

- Ex: Replacement of a material component (new engine in a car) cannot be deducted because it adds value and prolongs life. Changing oil and replacing spark plugs can be deducted because these are just maintenance and keep it functioning in ordinary life.

- Ex: Roof leaks. If replaced/patched with new some new shingles and puddy it is deductible since it just keeps it functioning in the same way and does not add to the value of the property. But if the wind rips off half of the roof, and you are better off just replacing the entire roof, then you are replacing a significant component of the building, which does have a material impact on the building’s value, thus not deductible. Roof would be depreciated over its life rather than deducted in year 1.

A. Expenses (deductible)

Midland Empire Packing Co v. Commissioner
P had special ham curing in the basement. But it flooded and the water table included hydrocarbons from a neighboring oil plant. When the water receded, the hydrocarbons remained and ruined the hams. P poured a foundation/sealer/liner to prevent future flooding. P Wanted to claim this as an expense, but IRS claimed this was a capital upgrade/expenditure and will provide benefit for many years. Ct concluded that the new basement did not materially add value, but just restored the previous use of the basement. 

			i. Reasonable Salaries

- Reasonable compensation is a deductible expense to the employer that pays it. [Dividends are not deductible.] When income is taxed to the corp and then paid as a dividend, it is taxed again. If this dividend is turned into some kind of §162 expense (salary, interest payment, rent), then it will be deductible to the corp. In closely-held corps, the shareholder/employee/landlord will be tempted to turn every distribution into deductible expenses – from $100 made, $70 net (1x 30% tax) vs $49 net (2x 30% tax).  If salary exceeds reasonableness, then the extra amount is not deductible.
- When is salary reasonable? Factors considered: relative qualifications of employee, nature/extent/scope of duties, size/complexity of the business, general economic conditions, relative comparison between salaries and dividends, comparison among similarly situated employees. 

			ii. Traveling Expenses

Rosenspan v. US
Employer takes sample jewelry case around the country and takes orders from retailers. He drops the orders off back at the main office for paperwork, and then hits the road again. He incurs big expenses because he is on the road for so much of the year. He wanted to deduct all of the travel expenses. Q: Did he have a home from which to be away? The idea is that expenses are duplicated – you have a home/bed/fridge at home yet are paying for a hotel/restaurant unnecessarily – these are personal expenses and only deductible because of the duplicity. But this requires a home to be away from. There must be a connection between the expense and business of employer. It cannot be just for convenience (renting a second home DT and going back to suburbs on the weekend is a choice, not deductible). Commuting expenses are not traveling expenses and not deductible, they are personal in nature – choice not to live DT where you work. Ct concluded that either definition – where your stuff is or where your work is – that Rosenspan had no home, it was the backseat of his car. Thus no expenses were incurred on the road. 

B. Expenditures (not deductible)

			i.  Must already be engaged (“carrying on”) in a business/trade. 

Morton Frank v. Commissioner
P wanted to get into the media business (radio and newspaper) and wanted to deduct the cost of driving around the country examining different potential outlets to purchase. IRS argued that he could not deduct these expenses since he was not yet engaged/carrying on a trade/business and was merely investigating. Until you are in the business, you are not in the business, and §162 will not apply. Ct held the expenses were not deductible. 
- But, this discouraged business investment. Now §195 addresses this: Start-up Expenditures. If you actually go through with it and get into the trade/business, then the pre-entry costs are going to be deductible. (Elective provision, and limited to the lesser of $5K reduced by expenses exceeding $50K or the actual expenses) – the rest is deductible over 15 years. If you terminate the business prior to this point, then all pent up amounts are deductible in the year of termination.

Problems p.359

			ii. Education

- Education typically cannot be deducted. These are improvements for life treated as human capita, and under traditional expense/expenditure analysis, there is no single year that the benefit can be pinpointed to in order to deduct them. There is also no life expectancy from which to amortize the cost. The betterment of the individual, and enhancement for not a limited time but for duration of lifetime, prevents deductibility. 

- Regulation 1.162-5: In order to be deductible, the educational expense must (1) maintain or improve skills required by the individual in his employment, or (2) the education meets the express requirements of the individuals employer, of law, or of conditions for continued employment.  
- Expenses will not be deductible if it is just to meet the minimal standards of job entry; minimal levels to enter the market (to become qualified/competitive) are not deductible (not “carrying on”). Expenses are also not deductible if the education qualifies you for a new trade/business, even if satisfying 1.162-5. This is an objective inquiry (even if not intending to use these new skills in a new line of work, the qualification and ability prevents their deduction).
Problems p.406

V. ITEMIZED DEDUCTIONS §67-68

- We can assume that everyone spends certain amounts on deductible items without need of proof. The standard deduction is now adjusted for inflation annually (RP).
- Standard deductions now listed under .11 (p3) of RP2012. You can elect to claim by itemizing which requires proof of expenses. If you can itemize more than the standard amount ($5950), then you will do this.
- This is combined with dependency deductions (above) – family of four now has instant deductions of $27,100.  (3800x4 + 5950x2)
- §63(c)(5) “earn back,” “allowable” – if you can be claimed as a dependent then standard deduction not available.
- Misc itemized deductions only allowed by the amount they exceed 2% of AGI.  
- §67 enumerates other limitations – anything ELSE is considered miscellaneous – and that amount exceeding 2% is deductible if itemized.   
- §68 limits non-misc deductions also through phase out (§68 N/A this year). 
- Until you burn through the entire standard deduction, each incremental dollar is wasted, though this violates horizontal equity (similarly situated taxpayers should pay similar tax). 


VI. PERSONAL EXEMPTIONS & STANDARD DEDUCTION §151

	1. Personal Exemption:

- Designed to alleviate burden on very low-income taxpayers; essentially a 0% bracket for income up to $3800. Phases out at certain income levels.
- This year the PE is $3800pp, allowable to individuals and additionally to the taxpayer for dependents and spouses (when filing joint returns).
- Phase out: 2% of exemption for every $2500 over the threshold  (N/A in 2012 RP)

	2. Standard Deduction:

- Standard deduction is $5950pp ($950 for dependents) [or elect to itemize minus 2% AGI, below]. Dependents do not get a standard deduction unless earned income ($950 or $300 + earned income up to $5950).

	3. Dependency - §152

(1) Must fit within a relationship (broad) – child or descendent, sibling or step-sibling, parent or ancestor, step-parent, neice/nephew, aunt/uncle, in-law, or co-resident.
(2) Under a certain gross income (exemption amount, unless qualifying child)
(3) With >1/2 financial support




	4. Kiddie Tax - §1(g)

- “Net unearned income” of the child is either subject to parents rates on child’s tax returns, or the income is shifted to parents (same outcome)
- Current version limits children to 18 (or students up to 24). *[distinct from earned income which can gain back their exemption amount]
NUI = GUI – (950std ded + greater of $950 again or directly related itemized deductions)
- A min of $1900 gets through the “net” and is residue taxed at child’s own rate. Any the amount above this is subject to parent’s marginal rate.

Problems p.971



VII. DIVORCE, TRANSFERS BETWEEN SPOUSES - §71

3 classifications:
(1) Property Settlement – No tax consequence, straight carryover basis.
(2) Child Support – Still not deductible by payee nor included as income to recipient
(3) Alimony – Discharge of support obligation, given for the recipient’s 	benefit/training/reintegration. Income splitting concept, allows payor a 	deduction, includable for recipient.

	1. Alimony §71 – paid in cash, pursuant to a written agreement, not in the same household, no liability after payee’s death.

Problems p.213

§71(f) – recapture, 3yr window – If alimony payments drop off quickly (curve) or last for little time (window, horizon) then we are suspicious. IRS can undo alimony characterizations. Analyzed at 3rd post-separation year. Excess alimony (f)(2) is the sum of excess payments for the 1st post-sep year and the excess payments for the 2nd post-sep year. 2nd year excess = 2nd year payment – (3r year payment + $15K). 1st year excess = 1st year payment – [(2nd year payment – 2nd year excess) + 3rd year payment / 2) + 15K].
Indirect payments – if the benefit is for the payee and made by agreement, then these payments are considered equal to cash and treated like alimony (ex: car payments or insurance). 

	2. Property Settlements

- Pretty much any transfer between spouses that is not alimony or child support is a property settlement; default.

Problems p.226

	3. Child Support - §71(c) 

Agreement must call it child support and/or tied to contingency involving the child. Not deductible to payor, nor included within payee’s income.

Problems p.228


VIII. ASSIGNMENT OF INCOME: Whose income is it?

	1. Services

Lucas v. Earl 
Taxpayer and wife made agreement that everything acquired by either would belong ½ to each of them. This shifted income from his higher rates to his wife’s lower rates. In CA prior to adoption of community property. Ct ruled substance over form – the husband earned it, the money can be split after that but its earned by him and taxed to him. No agreement will prevent income from lodging in the hands of the person who performed the services/earned it. Performance creates rights to income that cannot be assigned for purposes of income tax. 

Commissioner v. Giannini 
President of Bank was awarded 5% of profits as bonus. First check of $445,000 and he said it was nuts and did not want it. Second check was for $1.5M. Board then gave the money to the CA Regents to establish an agricultural department. IRS argued it was his income and should be taxed to him. Circuit Ct said that agreements could be renegotiated and that Giannini changed the K prospectively before the second check. He exerted no control over the disposition of the funds – participated not at all, the Board independently directed the funds to UC. (1) Ct will honor prospective agreements dealing with income. (2) To extent no action is taken to distribution of funds, then it will not be attributed to you. 

Problems p.270

	2. Property

Helvering v. Horst
Taxpayer owned corp bonds and gave the coupon (right to interest payments) to his children. Ct said that whoever owns the bond really determines who gets the payment – you own the tree, you decide who gets the fruit. As owner of the capital, you have that ability – anything the capital generates belongs to you whether received and collected or not. Taxation follows ownership. Child has the coupon only because of the gift. Taxpayer enjoyed the benefit of the coupons by giving them to child, as if received cash and then gave the cash to child. Income from property follows ownership of the underlying capital. Taxation follows ownership.

Blair v. Commissioner
Taxpayer’s parents set up a trust, which gave him a life estate – entitled to income for life (principal would go elsewhere at his death). Taxpayer wanted to assign a portion of the life estate to his kids; argued that it’s their income and they should be taxed. IRS said it was an income stream with his control thus he should be taxed. Ct held that since he was able to assign the property under trust law, then taxes will follow the ownership of this interest in the life estate. Slicing off a piece of that income interest – the property is being assigned. Under Horst, taxation follows property, and here the taxpayer gave the income stream (property right – interest in the trust) to his children. He kept no reversionary interest. A life estate represents a portion of the bundle of sticks representing the property/trust. The kids now had the right to sue the trustee for waste (ex) as owners, just as he had been. 

Horizontal slice (time) is not sufficient to shift tax burden. Reversionary interest in the original owner shows underlying ownership, temporal ownership. A vertical slice (% ownership) for all time is sufficient to shift tax. They are the owner of a portion of the property. 

Stranahan v. Commissioner
Father had losses that were going to expire, so wanted to create income. He sold the dividend rights to his son for discounted value. Father gets income now. Son has new basis in the dividends and the right to the coupons. IRS argued assignment of income to prevent the acceleration of income (used to take advantage of losses). Ct concluded the agreement between father and son was full value, arms-length, reasonable when scrutinized. Ct also acknowledged element of risk (payment of dividends) taken by the son. Ct respected the arrangement and allowed the father to treat the sale as a taxable event in that year. Subsequent payments were income to the son as the new owner. 

Susie Salvatore
Couple had gas station and husband left his interest to his wife in his will. Children were operating it. Texaco offered to buy the station for $300K but the kids relied on the station for income. She created a new deed with the children as part owners, and sold to Texaco. IRS wanted to tax her entirely on the full sale amount because when the original offer was made by Texaco and the escrow was opened, she was the only owner. Terms, deal, deposit, were all the same, only change was the name of the sellers at the end. Ct agreed with IRS – fully taxed to mother, because her name was on the deed at the beginning, and the sale had essentially taken place before her gift -> anticipatory assignment of income. If she split the deed prior to any interest of a buyer, then outcome would be different. 

Problems p.290
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