1. Primary Sources of Tax Law / Overview

a. Legislative Branch

i. Internal Revenue Code

b. Judicial Branch

i. Case law

c. Executive Branch

i. Treasury department => IRS & Chief Counsel => Administrative pronouncements and advice

1. Treasury regulations

2. Revenue procedures

3. Revenue rulings

4. Notices, announcements, etc.

ii. Goals of a Good Tax System

iii. Equity/Fairness ─ requires a theory of justice

1. Horizontal Equity: = tax treatment of equals

2. Vertical Equity + Declining Utility of Income

iv. Economic efficiency: Avoid tax-induced substitutions

v. Simplicity

 

1. Judicial Procedure for Tax Cases

a. Federal Courts with Jurisdiction to Decide Federal Income Tax Cases
i. US Tax Court

1. TP can litigate the case without paying the asserted deficiency

2. The appellate court for the US Tax Court is the U.S. Court of Appeals in the Circuit where the TP resides

3. High court is SCOTUS

 

i. U.S. District Court where the TP resides

1. TP must pay the asserted deficiency if they want to litigate in this court.  Thus, if there is an asserted deficiency, the case will likely be litigated in the US Tax Court.  

2. Most cases in the US District Courts are demands for refunds asserted by the TP

3. The appellate court for the US Tax Court is the U.S. Court of Appeals in the Circuit where the TP resides

4. High court is SCOTUS

 

i. U.S. Court of Federal Claims

1. TP must pay the asserted deficiency if they want to litigate in this court.  Thus, if there is an asserted deficiency, the case will likely be litigated in the US Tax Court.  

2. Most cases in the US District Courts are demands for refunds asserted by the TP

3. The appellate court for the US Tax Court is the U.S. Court of Appeals for the Federal Circuit 
4. High court is SCOTUS

 

a. Tax Controversies
i. The IRS cannot assert any amount upon the TP until there is an "Assessment".

1. An assessment can occur in many ways including but not limited to:

a. Filing taxes

b. Agreeing with the IRS that an amount is owed

c. 90 Day Letter from IRS that is a "statutory notice of deficiency.

d. Judgment in a case

 

i. Sequence of Events for Tax Controversies

1. Return Filed

2. Selection of Return for Audit

3. Examination

4. If deficiency identified in return, meet with IRS examiner

5. If no agreement with IRS examiner, 30 day letter and the Revenue Agent's Report is provided to TP

a. If no agreement, TP can file a formal protest and obtain an IRS appeals office conference.

b. TP can ignore the 30 day letter

6. If TP cannot come to an agreement in the appeals office conference, or ignores the 30 day letter, IRS will serve a 90 day letter

7. TP files a Tax Court Petition

 

a. Tax Legislation
i. Revenue bills must originate in the house

ii. The committees in the house and senate that originate bills are the (1) House Ways and Means Committee and (2) Senate Finance Committee

iii. Needs to be votes in both chambers to pass the bill

iv. Once the bills are both passed, there is a reconciliation process to get agreement on a combined bill.

v. The reconciled bill is then sent back to the house and the senate for approval and vote

vi. POTUS signs bill on the enactment date, that is different from the "effective" date

 

1. Different Types of Tax Bases

a. Haig Simons Definition of Income

i. Taxpayer's personal expenditures PLUS/MINUS

ii. The increase/decrease in the taxpayer's wealth

 

a. Consumption Tax

i. Income - Savings/Investment

ii. Allow unlimited deduction for savings (but need to tax dissaving) OR could exempt YIELD from savings (without savings deduction) [E. Carey-Brown]

 

a. Value Added Tax [VAT] aka Goods and Services Tax [GST]

1. VAT is taxed along the supply chain

2. VAT = (sales x tax) - (vat paid to suppliers)

1. Puts the onus on the businesses to enforce the tax because the suppliers always need good recordkeeping.

 

a. Retail Sales Tax

 

1. Gross Income

a. IRS Definition of Income
i. Accessions to wealth (i.e. something of value), clearly realized, over which TP has control.

1. Under this methodology, there is a realization requirement that is not present in Haig-Simons

2. The definition used by the IRS is not a true income tax as there is a realization requirement.  It is a quasi income/consumption tax.

ii. For each accession to wealth TP realized during the year, determine whether it is

1. INCLUDED in full in GI,

2. EXCLUDED in full from GI, OR

3. PARTIALLY INCLUDED & PARTIALLY EXCLUDED from GI

 

a. Relevant IRS Code Sections
i. Section 61 states the definition for gross income

ii. Sections 71-91: Items specifically included in gross income

iii. Section 101-140: Items specifically excluded from gross income

 

a. Noncash Compensation: Fringe Benefits
i. Section 61(a)(1) provides that gross income includes, "compensation for services, including fringe benefits" in cash or in kind

 

i. To determine whether a fringe benefit provided by the employer to the employee is income under section 61:

1. Examine the benefit in light of the Gotcher case that asks whether the primary motive of the payor was compensatory or business related.

2. If the benefits are not compensatory, then the benefit is not income under section 61

3. If the benefit is income under section 61, examine the exclusion rules in 101-140 to see whether an exclusion applies.

a. Google's argument is that the meals are collaborative, cross-functional, keeps employees on campus

 

i. Employer Provided Group Term Life Insurance

1. Under Section 79, if the employer buys group term life insurance for its employees, the employees can exclude the value of insurance from gross income to the extent that the insurance provides death benefits not greater than $50K.

2. This code section is subject to a nondiscrimination test mandates the benefits not only be provided to the highly compensated individuals in the organization.

 

i. Employer Provided Health Insurance

1. Section 105 & 106: Employees can exclude the full value of health insurance premiums paid by employers on behalf of employees

2. This code section is subject to a nondiscrimination test mandates the benefits not only be provided to the highly compensated individuals in the organization.

 

i. Employer Provided Meals and Lodging

1. Section 119: Exclusion of income from the value of employer-provided meals and lodging IF

a. The employer furnishes meals to an employee, her spouse or dependents;

b. The meals are provided for the convenience of the employer; and

c. The meals are provided on the business premises of the employer.

 

The same section excludes the value of lodging IF

a. It is furnished on the business premises by the employer to an employee, her spouse, or her dependents;

b. It is provided for the convenience of the employer; and

c. The employee is required to accept the lodging as a condition of her employment

 

1. Caveats:
a. Kowalski Rule: Amounts reimbursed to employees for meals and lodging are treated as income and do not qualify for the exclusion rules

i. This was the police officer case where amounts provided in cash to the officer for reimbursement of meals were income

 

a. Courts focus on the business premises as well and determine whether the meals and lodging qualify for the exclusion.

i. Commissioner v. Anderson: Court held that the business premises did not include a home for the manager two blocks away.

ii. Benaglia v. Commissioner: Manager of a luxury hotel in Hawaii could exclude lodging and meals provided by the hotel because he needed to be on duty at the hotel continuously.

 

a. If meals are provided to an employee and his spouse/dependents, the income would generally be recognizable by the employee, not the spouse, if not excludable. 

i. Note that the spousal relationship is important.  Significant others, domestic registered partners, or civil union partners do not qualify for this exclusion rule.

ii. Married means married under state law

 

a. Ordinary and necessary business expenses are generally deductible under Section 162(a).  However, if the employee is allowed to exclude the value of the employer-provided meals under Section 119, TCJA limited the employer's deduction to 50% of the employer's cost of the employer-provided meals under Section 274(n)(1)

 

a. Apply Section119 before applying Section 132 --non-inclusion rules for miscellaneous fringe benefits (including de minimis fringe benefits).  If you meet 119, then 132 is not required.

 

1. Impact of Section 119: The rules of 119 benefit employees (tax free benefits) and employers (able to attract employees with benefits by offering lower salaries).  This in turn can provide consumers with lower prices.  Alternatively, employees will be paid less in wages as a consequence for these laws.

 

i. Miscellaneous Employer-Provided Fringe Benefits: §132

1. No Additional Cost Services (defined in §132(b)) 

a. Two requirements

i. The benefits constitutes a service that imposes no substantial additional cost on the employer

ii. The service is offered for sale in the ordinary course of the line of business of the employer in which the employee is performing services.

 

a. Services provided pursuant to reciprocal written agreements among employers operating similar businesses can qualify for the 132 no-additional-cost service exclusion as long as no employer includes any substantial additional cost in providing the service.

i. Airline allowing employees to fly standby on other partner airlines.

 

a. Subject to non-discrimination rules

i. These are the 132J rules.  The 132J rules only apply to No Additional Cost Services and Qualified Employee Discounts

a. "[The non-inclusion rules for no additional cost services and qualified employee discounts] shall apply with respect to any fringe benefit...provided to any highly compensated employee only if such fringe benefit is available on substantially the same terms to each member of a group of employees which is defined under a reasonable classification set up by the employer which does not discriminate in favor of highly compensated employees."

b. Non-discrimination rules

a. Highly compensated employee is either

1. A 5% owner during the year or preceding year

2. For the preceding year:

a. Was paid more than $120K AND

b. Was in the top paid group (top 20 percent) of employees.

 

a. Employees qualifying for the benefit is in 132h

i. Employees

ii. Retired employees

iii. Surviving spouse of employee

iv. Spouse and dependent children

v. parents

 

1. Qualified Employee Discount (defined in §132(c))

a. An employee purchasing goods can exclude a discount from income up to the employer's gross profit percentage.

b. An employee purchasing services may exclude a discount up to 20 percent.

i. Partial inclusion/exclusion rule

ii. Anything in excess of 20% or GM% discounts are income

c. The discount is limited to goods or services sold in the line of business in which the employee is providing services.

d. Subject to non-discrimination rules in 132J

e. Employee discount is capped at the rate provided to the rank and file employees.

 

1. Working Condition Fringe (defined in §132(d))

a. An item that could be deducted as a business expense under Section 162 (deduction for ordinary and necessary business expenses) or 167 if paid directly by the employee

i. Example: Wall Street Journal/Financial Times/BNA subscriptions or computer/desk/automobile

b. Test: If you were self-employed, would you be able to take a deduction under section 162 for ordinary and normal business expenses or 167 for depreciation for investment property.

 

1. De Minimis Fringe (defined in §132(e))

a. A de minimis fringe benefit is defined as any property or service the value of which is so small as to make accounting for it unreasonable.

b. Special rule for eating facilities provided by employers

a. The eating facility will be treated as a de minimis fringe if

i. It is on or near the employer's business premises

ii. The revenue from the facility generally equals or exceeds the employer's cost of operating the facility.

b. If the employees are allowed to exclude the value of the employer-provided meals, the employer only gets a 50% deduction.

c. These are benefits that are so small, accounting for it unreasonable or administerably impossible.

d. The Treasury Regulations provide detailed examples regarding what is and is not de minimis.  Many of the regs state that benefits "occasionally" provided would not be includable.

a. Occasional nature depends on the nature of the benefit provided.

 

1. Qualified Transportation Fringe (defined in §132(f))

a. Includes "qualified parking", transit passes (i.e. bus passes), and transportation provided in a commuter highway vehicle which is principally used to drive employees to and from work.

b. Qualified parking is defined as parking provided to an employee on or near the business premises of the employer.

c. A commuter highway vehicle must have a seating capacity of at least six adult passengers, not including the driver, and at least 80 percent of the expected mileage of the vehicle must be incurred in transporting employees to and from work.

i. Thus a limo would not qualify.

d. Subject to limitations.  If the amount provided exceeds the limitations, the excess is GI to the employee.  

i. In 2019, the parking limitation was $265 and the transit pass or qualified highway vehicle was $265 as well.

e. 132(f)(3) states that cash reimbursements to employee and other qualified employees for qualified transportation fringe is excludable

 

1. To be excluded under 132, the fringe benefits must be provided to the taxpayer-employee

a. However, section 132(h) states that if the fringe benefits are also provided to retired employees, disabled employees, surviving spouses of employees, spouses of employees, or dependents, the amounts provided as a benefit are excludable, but they are treated as income to the taxpayer employee.

 

a. Imputed Income

i. Rule: US does not tax imputed income from goods or services. But barter exchanges ARE taxable!

1. Ex. No tax when one member provides services for other family member

1. Caring for kids/disabled/elderly

2. Stating that barter transactions are not taxable is a frivolous position

ii. For income to be imputed, goods/services need to be provided to themselves.

iii. Creates an inefficiency because people are deciding based upon taxes and not preferences.

 

a. Windfalls, Gifts & Bequests, and Scholarships

i. Windfalls
1. Commissioner v. Glenshaw Glass expanded the definition of income to include any "undeniable accessions to wealth, clearly realized, and over which the TP has complete dominion.
2. Treasure troves which are identified are gross income in the year in which the TP discovers it and reduces it to possession.

a. This is not the case where a TP discovers that something he had bought is worth more.  That gain would be recognized in income when the property is sold and the gain is realized.

b. Cesaraini Case => piano case where $10K is found.  

 

i. Gifts and Bequests
1. General Rule: Section 102(a) states that gifts received by the donee are excludable from gross income.

a. Policy Reasons for Rule:

i. The basis for this is that most gifts are within family and it makes sense to treat the family as one taxable unit and ignore nominal changes in wealth between donor and donee.

ii. It's easier and more administrable to tax the donor.

iii. Also raises more money because the taxes will be imposed at higher rates.

b. Definition of Gift:

i. Duberstein states that a gift "requires detached and disinterested generosity of donor".  The transfer of car to show thanks for biz referrals was income and not a gift.

ii. Other Examples:

1. Gambling tips to dealer are income

2. Tips to taxi driver are income

2. Exception to General Rule: IRC §102(c) states that gifts from an employer to an employee are income.  This is a bright-line test.

a. May be able to exclude under 132 de minimis benefits.

 

1. Basis Considerations for Inter Vivos Gifts: Section 1015
a. If at the time of transfer, the FMV of the property is equal to or greater than the donor's basis, the donee takes the donor's basis.

b. If at the time of transfer, the FMV of the property is less than the donor's basis:

i. For purposes of determining gain on a subsequent disposition, the donee takes the donor's basis.

ii. For purposes of determining loss on a subsequent disposition, the donee takes a basis equal to the FMV at the time of transfer

1. Basically, the government will collect the most income, and prevent the large deductions which would result if basis was the donor's basis.  By reducing the basis in the property, the loss would be reduced to zero assuming FMV at transfer equals sale price and FMV is below donor basis.

iii. If the sale price is less than donor basis, but above FMV at time of transfer, there is no gain or loss.

c. 1211(b) allows $3k of capital loss deduction against ordinary income. $1.5K for single TP's

 

1. Basis Considerations for Property Received by Bequest: Section 1014
a. If a beneficiary receives a gift as a bequest upon the death of the donor, the beneficiary excludes the gift from income under Section 102.

b. Property acquired by reason of death takes a basis in the hands of the beneficiary equal to the FMV on the date of death (or as provided in Section 2032(a), six months after death)

i. Policy:

1. Once a benefit is given, it's hard to revoke

2. Its administrable to do a valuation at the date of death as opposed to determining initial basis.

c. Hypos: 

i. Yr 1: C buys raw land for $50

Yr 10: C transfer the land to D, by gift, when FMV of land = $150

Land has BIG because FMV > Donor’s Basis

D’s basis in the land = $50 

 

If D later sells land for $70, D realizes $20 gain; 70 AR – 50 Basis

If D later sells land for $35, D realizes $15 loss; 35 AR – 50 Basis

 

i. Yr 1: C buys raw land for $50

Yr 10: C transfer the land to D, by gift, when FMV of land = $30

Land has BIL because FMV < Donor’s Basis

D’s basis in land = $50 to determine D’s GAIN & $30 to determine D’s LOSS

 

If D later sells land for $70, D realizes $20 gain; 70 AR – 50 Basis

If D later sells land for $35, D realizes NO loss; 35 AR – 30 BASIS

If D later sells land for $10, D realizes $20 loss; 10 AR – 30 BASIS

 

 

a. Scholarships

i. Section 117 excludes only "qualified scholarships" received by degree candidates (i.e. primary, secondary, undergraduate, or graduate).

1. A scholarship is qualified to the extent that it covers the student's tuition and required fees, books, and supplies.

2. Students must include in income scholarships that cover other incidental expenses such as room and board.

3. Tuition includes cash scholarships and tuition reductions.

ii. Exclusion for qualified scholarships does not apply to the extent that the scholarship is compensation for services, including teaching and research.

 

a. Prizes and Awards

i. Section 74 (Subchapter B, Roman Number II, Inclusion rules)

1. General Rule, TP includes the gift in income b/c accession to wealth

2. TP has an exclusion for employee achievement under 74(b)

3. TP has an exception for Nobel exception under 74©.  Requirements:

a. The recipient was selected w/out any action on his part to enter the contest or proceeding,

b. Recipient is not required to render substantial future services, and

c. The prize or award is transferred by the PAYOR [DIRECTLY] to a governmental unit or a charity.

 

a. Transfer Payments

i. Temporary Assistance for Needy Families ("TANF") (welfare) Benefits: Excluded from GI

1. Rev Rule 73-87

 

i. Supplemental Nutrition Assistance Program ("SNAP") (food stamps) - Excluded from GI

1. General Welfare Doctrine: Poverty benefits are excluded from GI

 

i. Unemployment: Benefits included in GI

1. Rationale: Wage replacement is GI

 

i. Social Security benefits: Section 85

1. Exclusion depends on TP's non social security income

2. TP with no other income than SS => all benefits are excluded

3. HNW TP => 85% of SSI is included in GI

a. 85% is used because in theory 15% of wages were taxed previously, even though this math doesn't check out.

4. In between, 50% of SSI is included in GI

 

i. Selected Recovery of Capital Issues

i. Partial Sales - Reg. § 1.61-6(a) 

1. Definition: The sale of a portion of property currently held by a taxpayer

2. General Rule: Allocate basis to the portion sold, based on the relative value of the sold and unsold portions of the property at the time of sale.
a. Basis in Portion Sold = TP basis in entire property x (FMV of parcel / FMV of property as a whole)
i. This formula ignores basis adjustments that can increase or decrease TP original basis

3. Exception to General Rule: Inaja Land:

a. When property is damaged without consent, you can use the basis first approach if the following criteria are met:

i. Involuntary damage against TP will

ii. Amount received bears no relation to diminution in value to the property. 

 

i. Annuities - 

1. §72(a): GI includes annuity payments.  However, §72(b) states that GI does NOT excludes the product of the payment multiplied by the "exclusion ratio" 

1. Exclusion Ratio = (investment in annuity contract) /  (expected return on the annuity contract).

2. Ex: Annuity Cost $100K, Expected Return is $200K.  Thus, the TP would exclude 50% of annuity payment received from GI

2. TP can only exclude payments from the annuity up to the investment balance.    

3. For annuities, mortality gains are taxable, this occurs if you outlive the mortality tables.

4. If you don’t live to life expectancy, estate can deduct any unrecovered basis.

 

i. Life Insurance

1. §101(a)(1): GI does not include benefit paid to TP on a life insurance policy

2. Term life insurance provides protection for a specific term: almost always a single year.  If the insured dies, the beneficiary receives a payment, if not, the insurance co keeps the premium.

1. An individual who purchases a policy on her own life and lives out the term of the policy is not allowed to deduct the policy cost as a loss.  Therefore, no tax is imposed on the "profit" from the policy as well.

3. Whole life insurance policies ("level-premium") provide protection for the entire life of the insured.  Generally this type of policy requires annual premiums but these premiums do not increase with the age of the insured.

1. The payment to the beneficiary upon death for an annual policy is also excludable under section 101

 

i. Gambling Winnings & Losses

1. Under §165(d), TP includes gambling winnings and can deduct gambling losses to the extent of its winnings.

2. §165(d) limitation is applied on an ANNUAL basis.

3. Also, gambling losses are allowed only if TP can PROVE the losses!

1. Gamblers need contemporaneous records of wagers/wins/losses (and related biz expenses if TP is in trade or biz of gambling).

 

1. Gabling deductions can be above the line or below the line

1. If TP is not in the trade or business of gambling, BTL

a. Can't deduct the gambling losses if total itemized deductions are less than the standard deduction.  However, you still need to include the winnings.

 

1. If TP is in the business, ABL

a. Under Mayo v. Commissioner, gambling losses are no longer limited to wagering losses, they include all trade or business expenses, which can include travel costs and fees imposed by the casinos.

 

1. Apply Groetzinger test to determine if TP is in the “trade or biz” of gambling: 

1. Requires: continuity and regularity of activity and primary motive of earning income/profit (not a hobby or amusement)

2. Relevant facts include:

a. Hours spent re gambling

b. Hours spent in employment or other profit-making activities

c. Other sources of income

d. Maintenance of reliable, businesslike records for the gambling business

 

a. Annual Accounting Period

i. Section 441 mandates that income tax is based on an annual accounting

1. Burnet v. Sanford and Brooks: SCOTUS upheld use of annual accounting period in US federal income tax, even though the multi-year transaction produced 0 profit.
 

i. Exceptions:

1. Under 172(a) and (b)(1), a NOL suffered in any year can be carried forward to future years and used to offset up to 80% of the TP income in future years.

1. Old law: 2 year carryback and 20 year carryforward, could fully offset TI

2. New law: no carryback and unlimited carryforward.  Can only use NOL's to offset 80% of TI for the year.

 

1. Under the claim of right doctrine, the TP who has possession of the income is taxed on the income despite the dispute

1. Both this rule under section 1341 and the rule below under section 111 arise when a TP files a correct return based upon the information known at that time.  That is, the return was not incorrect.
2. North American Oil v. Burnett: If TP receives earnings:
a. Under a claim of right; AND

b. Without restriction as to its disposition

c. He has received income which he is required to [report], even though it may still be claimed that he is not entitled to the money, 

d. And even though he may still be adjudged liable to restore its equivalent

3. If TP is required to give up this income, and the amount of the deduction is greater than $3K, an adjustment in her tax liability will be needed.  The adjustment takes place in the form of:

a. A deduction in the year which the income is repaid or

b. A credit to reduce tax liability

i. If TP marginal rate was higher when the income was reported, TP will take a credit.  If marginal rate was lower when income was reported, TP will take a deduction in subsequent year.

 

1. Tax Benefit Rules

1. Inclusionary Rules

a. Hillsboro National Bank v. Comm'r & US v. Bliss Dairy state that a TP is required to include amounts in gross income when events occur that are fundamentally inconsistent with an earlier deduction.

i. In Bliss Dairy, the Dairy deducted expenses related to cattle feed in one year.  In the subsequent year, Bliss Dairy filed bankruptcy and distributed the remaining feed to shareholders.  Because the conversion of that item to personal use, therefore, was inconsistent with the earlier business deduction, the Court concluded that the tax benefit rule mandated that a taxpayer include a converted expense item in income because the conversion was fundamentally inconsistent with the purpose of the prior deduction.

 

1. Exclusionary Rule

a. Under Section 111, TP doesn’t include in GI any amounts that could have been deductions in the prior year but were not taken as deductions on the return

a. This occurs if you make charitable contributions, but took the standard deduction.

b. If the deduction was an itemized deduction, you would include.

 

 

a. Recoveries for Personal and Business Injuries

i. Recoveries for Business Injuries

1. To determine the tax treatment of receipt of a recovery, ask: In lieu of what were damages received?

1. If the damages were for property damage, treat the transaction as a property transaction.

 

i. Recoveries for Personal Injuries

1. §104(a)(2): GI does not include any damages (other than punitive damages) received (whether by suit or by agreement [&] whether as lump sums or as periodic payments) on account of "personal" physical injuries or sickness.

 

1. If TP suffers a personal PHYSICAL injury, TP can exclude damages (other than punitives) for 

1. LOST WAGES (!) 

2. Pain/Suffering and 

3. INTEREST portion of “STRUCTURED SETTLEMENTS” (compare to tax treatment of award + savings account)

 

1. No mental or psychic injuries

1. Ask, what is the nature of the injury (physical or mental).  Physical side effects of mental injuries are taxed

 

1. Deductibility of Attorney's Fees

1. §62 ATL deduction for attorney fees & costs is allowed in employment discrimination suits

2. In other PI suits, TP can take §212 deduction for fees and costs, as a cost of producing the PI income

a. But TCJA (IRC §67(g)) DISALLOWS deductions for attorneys’ fees and costs as a miscellaneous BTL deduction through 2026.

 

a. Transactions Involving Loans and Income Discharge of Indebtedness

i. Taxation of Loan Transactions

1. TP EXCLUDES loan proceeds from GI.  Not an accession to wealth

2. If loan is purchase money indebtedness, the TP includes the loan proceeds in the basis of the property

1. Purchase money indebtedness is to acquire trade or business property.  

2. Basis is reduced by depreciation deductions.

3. TP's can generally deduct interest expense, but not principle repayments.  

1. If the loan is a personal loan, interest is not deductible unless it relates to a qualified residence interest or student loan interest.

2. If the loan is a trade or business loan, interest is deductible subject to the 163J limitations that state interest expense in excess of 30% of income are nondeductible.

ii. Cancellation of Debt Income

1. §61(a)(12) general rule: TP includes COD Income in GI

COD Income = (amount owed on a debt) - (amount paid to discharge (i.e. value of asset transferred))

 

1. EXCEPTIONS - The exceptions to the COD rules result in NO COD income

1. Disputed Debt Settlements: Sobel
a. If there is a dispute regarding the amount owed on certain debt, the difference between the amount the lender said was owed and the amount the borrower pays does not have to be included in income.

 

1. Lender cancels debt as a gift to borrower: §108(e)(5)

a. Discharge of debt as a gift (family context)

 

1. Purchase Price Reduction: §102

a. If a seller of a property assumes some of the buyer's debt in a transaction, the assumption of debt is treated as a purchase price adjustment.

 

1. Discharged debt is not COD income if payment of debt would have created a deduction: §108(e)(5)

a. Thus, the discharge at a discount of a liability to pay compensation to an employee will not result in discharge of indebtedness because the expense would have been deductible.

 

1. EXCLUSIONS: COD Income is Excludable from GI in some Cases

1. Nature of Exclusions per Section 108(a)(1)

a. Discharge occurs in a title 11 (i.e. bankruptcy) case

a. Needs to be a petition for BK and a discharge approved by the court 

 

a. Discharge occurs when the TP is insolvent

a. Section 108(d)(3) states that insolvency occurs when a TP's liabilities exceed the FMV of its assets immediately before the discharge.

 

a. Discharge is for qualified farm indebtedness

 

a. If the TP is a C Corp, the discharge is qualified real property business indebtedness

 

a. Discharge relates to qualified principal residence indebtedness which is discharged:

a. Before 1/1/2018

b. Subject to an agreement to discharge before 1/1/2018

c. The loan discharged must be “acquisition indebtedness” = loan that is: 

a. Incurred to buy, construct, or substantially improve TP’s home and

b. Secured by residence (i.e., residence is collateral)

 

1. If an EXCLUSION applies, Section 108(b)(1) states that any amounts excluded from gross income under an exclusion shall be applied to reduce the tax attributes of the taxpayer.  Generally, this results in the reduction of NOLs.

 

1. Discharge of Recourse Indebtedness:

1. Debt discharge up to FMV of PROPERTY goes into AR in the property transaction gain/loss calculation

2. Any remaining debt discharge = COD

a. Ex. Adjusted Basis is $130K, debt is $150K, property is worth $140K at the time of disposition.

Amount realized is $140K (debt discharged up to FMV), and gain is $10K.

1. If debt exceeds FMV of the property, and debt is recourse, there will be COD Income.  But only included in GI if a 108A exclusion does not apply.

2. Can't offset COD income with nondeductible loss.

3. COD Income / TP Accession to Wealth = Total Debt - FMV of Property

a. No COD income if debt is less than FMV of property
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1. Discharge of Non-Recourse Indebtedness

1. Realized gain equals the amount realized less the adjusted basis of the property. Section 1001

a. Amount realized equals the cash received by the taxpayer plus the value of any other property received by the taxpayer, plus any liabilities relieved.

b. The amount realized includes the debt relief even if the encumbered property is worth less than the amount of debt at the time the taxpayer disposes of the property.  Tufts
 

1. When the debt is non-recourse, there is no COD Income.  Rather, the discharge of indebtedness and the disposition of property results in a gain or non-deductible loss.
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a. Tax Exempt Bonds

i. Section 103 provides TP can exclude interest received on state, municipal, and other bonds.  

ii. They bear a lower interest rate because the absence of tax is factored in

iii. More beneficial to higher bracket TP because the tax benefit is greater.

1. Makes sense because interest is taxed at ordinary income, not capital gains.

 

a. Gain from the Sale of Personal Residence

i. Section 121 allows qualifying TP to permanently exclude from income up to $250K or for married people $500K of gain on the sale or exchange of their personal residence.

ii. TP must have owned and occupied the property as a principal residence at least two of the last five years prior to the sale or exchange.

1. The period of occupancy must aggregate to at least two years during the 5 year period ending on the day of sale.

2. Thus, TP can qualify for the full exclusion every two years if they want.

iii. A TP who has not occupied the residence for the requisite two years, or has taken the 121 exclusion within the preceding two years, may qualify for a reduced exclusion under 121©.

1. Reduced exclusion available if TP had to move because of a change of place of employment, health, or unforeseen consequences.

2. Reduced exclusion is $250K/$500K multiplied by (Period of time during which the TP owned and used the residence as principal residence / two years)

iv. If TP used the exclusion in prior two years

1. Partial exclusion is calculated using the following ratio: 250K/500K * (Period of time between the sale or exchange of previous personal residence and the sale or exchange of the most recent principal residence / two years)

 

1. Timing Problems

a. Realization Requirement

i. TP does not have §61(a)(3) “gains derived from dealings in property” until a realization event

ii. Cottage Savings: Threshold for realization is LOW.  It is a hair trigger threshold.

1. Swapping interests in MBS was not a recognized transaction under banking law, but it was a realization event for tax purposes.  The change in legal entitlements was an exchange.

2. “Realization” does not require that the TP receive cash or a cash equivalent

 

i. Per §1001(a): Realized Gain or Loss = AR – AB

1. §1001(b): Amount Realized = $ + value of other property received

2. §1011(a): Adjusted Basis = Original basis + / – adjustments to basis

3. §1012(a): Basis = TP’s cost generally (exceptions in §§1014, 1015)

4. §1016(a): Basis adjustments: 

↓ for depreciation/cost recovery; and 

↑ for improvements

 

i. 1001(c) states that realized gain = recognized gain unless a nonrecognition rule applies.  If a nonrecognition rule applies to the transaction, the TP realized gain or loss from the transaction will be deferred in part or in whole.

1. Rationale: TP is continuing her investment and has not cashed out

 

a. §1031: Like-Kind Exchange Requirements

i. Requirements

1. No gain or loss shall be recognized on the exchange of real property held for productive use in a trade or business or for investment if 

1. Such real property is exchanged solely for real property of like kind 

2. Which is to be held either for productive use in a trade or business or for investment.

a. Both properties in the transaction must be trade or business property for the exchange to qualify for nonrecognition treatment.

b. Therefore, section 1031 does not apply to any personal residences.  However, there is a gain exclusion under section 121.

2. Administrative rulings and regulations treat all real property--developed or underdeveloped and commercial or residential--as like kind, making it relatively easy to qualify for real property exchanges

1. Reg. 1.1031(a)-(b) states that the term like-kind refers to the nature or character of the property and not to its grade or quality.

 

1. Pre-TCJA, §1031 applied to real property and tangible property held for productive use in a trade or business for investment.  After TCJA, this non-recognition rule was limited to only REAL PROPERTY

2. Non-simultaneous transfers qualify for 1031 provided that the requirements in 1031(a)(3) and Reg 1.1031(k)-1 are met.  The exchange needs to be completed in 180 days.

 

i. Basic consequences of §1031 applying

1. Realized and Recognized Gain Calculation

1. TP’s REALIZED GAIN is RECOGNIZED up to the amount of “boot” received by TP in the exchange

i. Boot is non-permitted property.  Any property that is not real property.  It is a liquidation of the investment

ii. Net debt relief is treated as boot as well.  The term of art used for net debt relief as boot is "money paid".  Money Paid = Net debt relief - (debt assumed + cash paid)
2. Full nonrecognition if TP does not receive “boot” or money received

3. TP’s realized LOSS is not recognized

i. If you have BIL, don’t sell in a 1031 because you can't take the loss on the transfer.

 

Amount Realized and Realized Gain Calculation 
FMV of property received

+ Debt Relief 

+ Boot Received
= Amount Realized or Total consideration received

· Adjusted Basis in property sold 

· Debt assumed in the transaction

· Boot Paid to Buyer
= Gain Realized

 

Rationale for adjustments: 

1. The debt relief for purposes of calculating amount realized/gain realized only considers the debt that was assumed by the buyer, and EXCLUDES considerations regarding debt assumed by the TP.  Assumption of debt by the buyer in this transaction is consideration and therefore should be added to the amount realized (i.e. total sales price/transaction value)

2. Boot received is added to the amount realized because that represents amounts paid by the buyer to the seller as consideration for the property sold by TP.

3. After calculating the amount realized, you first subtract adjusted basis in the original property to calculate potential gain.

a. Adjusted basis in the old property for purposes of calculating realized gain in 1031 exchanges is calculated using the following formula:

a. Adjusted basis in old property + debt assumed on the property purchased by TP + boot paid to seller of property purchased by TP

b. Debt assumed in the transaction is akin to purchase money indebtedness and you get basis credit for these amounts.  Thus, this upward adjustment to basis results in an adjustment to the realized gain in the transaction.

c. Boot paid to the buyer represents cash paid by the TP in the transaction which is effectively a capital expenditure into the new property and creates an upwards basis adjustment to the new property.

 

Gain Recognized Calculation
Boot/Cash Received

+ Money Received (Debt relief on property sold - Debt assumed on new property - Cash paid to buyer)
= Gain Recognized

 

1. TP Basis in Property Received

1. §1031(d): TP’s BASIS in the property TP RECEIVED in the §1031 exchange = 

i. TP’s BASIS in property TP GAVE UP in the exchange

ii. Minus BOOT TP RECEIVED in the exchange

iii. Plus GAIN TP RECOGNIZED in the exchange

2. If the Gain realized is larger than the boot, the second and the third parts of the formula will offset.  If the boot received is larger than the gain realized, then there will be a reduction to the basis.

3. Debt "travels" with the property is the property is purchased subject to indebtedness.  Or the purchaser may assume the debt through a novation.

 

Basis in New Property                            
Basis in property sold

+/- net boot paid (addition to basis) or boot received (reduction to basis)

+/- net debt assumed (addition to basis) or net det relief (reduction to basis)

+ gain recognized
= Basis in new 

 

Rationale for adjustments: 

1. If you paid boot in a transaction, that is the equivalent of capital expenditures which create an upwards basis adjustment.  Alternatively, boot received by the taxpayer is a return of capital / liquidation of the investment and therefore is a reduction to basis.

2. If the taxpayer assumes additional debt upon the transfer, that is the equivalent of purchase money indebtedness which creates an upwards basis adjustment

3. If the taxpayer is relieved of debt in the transaction, that is the equivalent of the buyer paying cash to the seller and this in kind payment is a liquidation of the investment and a reduction to basis.

4. The gain recognized is an upward adjustment to the basis in the new property because the TP gets "credit" for the amounts that have already been taxed.  If there was no upward adjustment to basis, upon the ultimate sale of the property, the TP would be taxed twice.

 

 

 

 

