Dealings in Property

Gain/Loss Realization


General Rules

1. In order to realize a gain, there must be a realized.
a. Realization event( Sale or disposition (exchange) of property

i. Exchange only when properties are materially different. Reg §1.1001-1.
1. Materially different: Different legal entitlements/rights. Cottage Savings.
a. Modification of debt instruments could also result in different legal entitlements to lender( gain!

2. Amount realized= Money received+ FMV of any property received. §1001(b)
a. NOTE: Could also be the value of a claim satisfied by exchange of property

i. International Freighting( value of employees’ services from employer paying stock. AR would be FMV of stock!
3. Basis Rules

a. General Rule: Amount paid + tax cost (like employee getting stock or bargain purchase in employment context for compensation(fringe benefit; amounts recognized from transactions!). Additions for capitalized costs; deductions for depreciation. §1012. 

i. NOTE: Upon exercise of option( basis of acquired property is exercise cost and amount paid for option.

ii. NOTE: Disregard basis of term interest unless term interest and remainder are sold together. §1001(e).
1. However, for the remainder itself, the basis changes to reflect the passage of time!

Basis Rules for Gifts

1. When FMV>Donor’s Basis( donee take donor’s basis. §1015.

2. When FMV<Donor’s Basis( 

a. For the purposes of determining a gain later( carryover basis

b. For the purposes of determining a loss later( FMV basis

3. Gift Tax Consequences

a. RULE: Increase basis by gift tax owed, but total basis cannot go over FMV
4. Part Gift, Part Sale (sale at a discount)

a. Donor/seller uses entire basis to calculate gain but cannot recognize loss on sale. Reg. §1.1001-1(e)
b. Donee takes the greater of amount paid for the property OR donor’s basis (plus increase for gift tax). 

i. NOTE: If FMV<basis, for the purposes of loss, use FMV.

c. NOTE: This does not apply to employers & employees, but it would rather be a bargain sale. Employee takes FMV basis (tax cost + payment)

5. Charitable gifts
a. RULE: Allocate basis among sale piece and contribution piece for the donor. Basis*(sale $/FMV). §1011(b). 
i. Charity’s basis would be the carryover gift basis + amount paid

Basis Rules for Bequests

1. RULE: donee gets FMV basis. §1014(a)
a. NOTE: If there is a loss at death, cannot be recognized as a loss, because bequests do cause gain/loss recognition. Might want to sell depreciated property before death to take losses!

2. Key Takeaways to Note

a. JTWRS( interest received from decedent steps up. §1014(b)(9)
b. Community Property( Surviving spouse’s interest in property gets stepped up when there is community property. §1014(b)(6)
3. Exception: No step up in basis if decedent received appreciated property as a gift from beneficiary within one year prior to death.

Partial Sales of Property

1. RULE: Basis must be equitably apportioned, unless it is impracticable or impossible. Reg. §1.61-6(a); Inaja Land.
Basis After Exchange

1. RULE: Basis after an exchange is the FMV of the new property (basis of old property+ gain recognized from exchange). 
Mortgaging Out Property
1. For Non-Recourse Loans

a. RULE: If received to acquire or improve property, amount goes into basis. Upon disposition, full amount of outstanding loan goes into AR, even if not used to acquire or improve property. 

i. NOTE: This is true even if the debt is non-recourse and the FMV<debt! Tufts.

2. For Recourse Loans

a. RULE: Debt goes into basis if received to improve or acquire property. Upon disposition/foreclosure, all debt goes into AR to the extent of FMV, even if not used to acquire or improve property. Anything in excess is COD income (may be excludable)

3. ISSUE: Is there a gain from borrowing?

a. RULE: no taxable gain from borrowing, even if nonrecourse debt. Woodsam.

4. ISSUE: Overinflated debts
a. Estate of Franklin( If the debt is SO extreme as to not be bona fide (cannot be expected to pay it back), there is no basis credit.
b. Sub-Issue: How to combat this problem? §§465 and 469

i. §465( Cannot take deductions in excess of at-risk investment. Losses are suspended until more at risk

1. RULE: Non-recourse debt is “at risk” only if it’s qualified—if it’s for real property AND borrowed from unrelated party (including seller)

ii. §469( cannot use losses (like depreciation) from a passive activity (one in which you do not materially participate) to offset gains from active activities. These activities are basketed together!
Capitalization v Deduction

1. RULE: An expense must be capitalized when it creates an asset or benefit with a useful life that extends beyond the year the expense was incurred
a. Exceptions: 
i. When it is too difficult to allocate expenses between multiple assets or not worth the administrative cost of dividing costs between years
ii. Expenses are recurring
1. EX: Repairs, advertising

2. Examples

a. Costs associated with acquiring & disposing of a tangible asset 

i. RULE: must be capitalized in basis. Costs with dispose decrease AR

1. Legal fees, professional fees, zoning fees, sales commissions, 

2. Expenses paid or incurred in defending or perfecting a title to property, in recovering property, or in developing or improving property constitute a part of the cost of the property and are not deductible

ii. Exception: 

1. Not for incidental supplies & materials!

2. Not for employee compensation & overhead related to acquisition

iii. NOTE: De Minimis Safe Harbor Election Reg §1.263(a)-1(f)
1. RULE: Deduction for up to $5000 per invoice or item if the taxpayer has applicable financial statement or $2500 per invoice or item if not IF deducted for financial accounting purposes or in keeping with books and records.

b. Costs Facilitative to Acquisition of Tangibles
i. RULE: Costs facilitative to acquisition must be capitalized, but investigative costs do not (prior to letter of intent)!

1. Safe Harbor: 30% of contingent fees may be investigative and deductible!

c. Improvement Costs to Tangible Property

i. RULE: An expense must be capitalized if it betters, restores, or adapts a unit of property. It does not have to capitalized if it is a routine repair!

1. Unit of property: Entire building with respect to real estate; with personal business property( functional interdependence test (all components that perform one discrete function together)

2. Betterment: material addition to property; material increase of strength; ameliorate material defect

3. Restoration: After property has been destroyed to a state of disrepair or rebuilding to a like-new condition

4. Adaptation: New or different use 

d. Intangibles

i. Ownership interests in corporations and partnerships, debt instruments (loans), financial instruments, contracts, leases, patents & copyrights, franchises, trademarks, tradenames, assembled workforce, computer software, goodwill
ii. With respect to acquiring and creating( capitalize all costs

iii. With respect to facilitating the acquisition or creation (transaction costs)( must capitalize. 

1. EXCEPTIONS: 

a. employee compensation, 

b. overhead, and

c. de minimis costs (<$5000 per transaction. To figure how to attribute costs if more than one transaction( average)

iv. Advertising/self-created goodwill: Recurring and deductible!

e. §263A 
i. RULE: Where TP has tangible real or personal property produced by TP or real or tangible personal property acquired for resale, all direct and indirect costs go into inventory basis! (strict)
1. Exceptions: 

a. Producers (not resellers) with gross receipts of 10 million or less during the last 3 years.

b. Some farm use property

2. Examples: Wages, salaries, payroll taxes, rent, taxes, depreciation, etc.( to the extent they are attributed to manufacture or purchase of inventory. VERY STRICT! 

Cost Recovery Through Depreciation and Amortization

1. NOTE: Not economic depreciation, depreciation solely on wear and tear (decline in use to TP). Do not care about salvage value (Simon)

2. Tangible Property( depreciation §167
a. RULE: Property used in a trade or business that is consumed by use in producing income through wear and tear

i. Exclusions/Issue: 
1. Nonwasting assets (like land itself and inventory)

2. Term interests when remainder is held by relative.

b. NOTE: Lessee can depreciate his basis after making improvements!

c. Calculation: Need applicable method, recovery period, and convention

i. Method

1. 200% Declining Method( property with less than 15-year recovery period
2. 150% Declining Method( property with 15 or 20 year recovery period

3. Straight Line( applies to real property

4. NOTE: §168(f)(1) allows for use of alternate method, but limited

ii. Recovery Period

1. 3-,5-,7-,10-,16-,20- years, but most are in the 5-year category

2. 27.5 for residential real estate

3. 39 years for commercial real estate

iii. Convention

1. Half-year—anything other than real estatwe

a. If too much placed in service during the last quarter, mid-quarter convention applies

2. Mid-month( real estate

d. ISSUE: Immediate Expensing Provisions for Tangibles
i. NOTE: These are not for §197 intangibles
ii. §179( not full depreciation. Not very useful, unless one wants to fine tune depreciation

1. NOTE: MUST elect IN

iii. §168(k) (Bonus Depreciation)( immediate expensing. Various % from 50-100% and various caps and phaseouts. TCJA made it unlimited, though. 

1. NOTE: Applies automatically! MUST opt OUT!!

3. Intangible Property( Amortization under §197
a. §197 Intangibles( Purchased goodwill, going concern, workforce in place, books and records, customer-based intangibles, supplier-based intangibles, patents, copyrights, know-how, licenses, permits, covenants not to compete, franchises, and trademarks
i. Specifically excluded: Self-created stuff. Check §197

ii. Specifically excluded: Financial interests (stock, partnership interests, etc.); interests in land, lease, computer software, interests acquired separately and not from a business sale (film, book, patents, interests in government Ks)
1. NOTE: even though those interests were acquired separately, they could still be amortized, but with actual useful lives, not 15 years. Newark Morning Ledger.
2. NOTE: Leases are still depreciable under §167

b. RULE: Amortized over 15 years starting at the month it was put in service.

c. RULE: If intangible but not §197 intangible, then straight line over remaining useful life starting with month put in service!

Non-Recognition Rules

§1031 Exchanges

1. RULE (§1031(a), (b))
a. Exchanges of (1) (real( after TCJA) property (2) held for productive use or investment (3) with another investment or productive use property that is like kind lead to (4) nonrecognition of gain or loss

i. ISSUE: Like-Kind: nature or character of property, not grade or quality Reg. §1.1031(a)-1(b)
1. Pretty much all real property held for productive use or investment

2. Does not include inventory( even if one is not a dealer!! Can be if one just bought to sell house; narrower than §1231!!

ii. ISSUE: Productive Use or Investment
1. Look at intentions of parties. Must have had this for a while as investment or trade or business property. 

2. The longer the better; one year should be good!
a. Revenue rulings tell us that immediate dispositions of properties are no good
b. Cases, however, tell us that around 3 months is fine
b. BUT IF THERE IS BOOT, recognize to extent of boot (property or cash)!!
i. NOTE: Cash received/paid for basis calculations does not include property received/paid!

ii. ISSUE: Debt
1. If one party gets relieved debt, boot includes debt relief.

2. If both parties get relieved of debt,

a. The one with net debt relief, gets boot of money received + cash received
i. Money received= TP's debt relief less (TP's debt on new property + cash TP paid)

b. The one with no net debt relief has boot of just cash received!

2. Basis Rules


3. Forward Exchange Requirements §1031(a)(3)
a. Must identify replacement property within 45 days after transfer of relinquished property
b. Must acquire property on the earlier of (1) 180 days after transfer or (2) due date with extensions for TP’s tax return for year he exchanged (generally follow 180-day limit)

c. TP must NOT be in actual or constructive receipt of cash during this time

4. Reverse Exchange Requirements

a. TP and EAT (Exchange Accommodation Titleholder) enter into written agreement

b. If replacement property is parked, TP must properly identify the relinquished property in the same manner as forward exchanges

c. Must complete transaction within 180 days

d. EAT must report itself as the tax owner of the property it holds during the waiting period. 

§1033: Involuntary Conversions
1. Situations: Destructive event, theft, seizures, condemnation (eminent domain) 

2. Requirements: 

a. Timely election and timely replacement to defer gain following an involuntary convention. 
i. RULE: gain if there is insurance settlement more than basis. 

b. Reinvested property must be similar or related in service or use (stricter than like kind)

i. EXCEPTION: for condemned property, more liberal 
c. Timing:
i. Casualty and theft: must be replaced within 2 years after the taxable year in which gain is realized.

ii. Eminent domain: must be replaced within 3 years after the taxable year in which gain is realized.

3. RULE: §1033(a) gain realized on conversion is recognized if property lost is converted into money or property that is not similar use property; gain is not recognized if property lost is converted into similar use property

4. TP’s basis in new property: Cost of similar use property less gain realized but not recognized in the conversion.

§1041: Transfers Incident to Marriage and Divorce
· Circumstances:
a. Transfer of property is to a spouse or to a former spouse, but only if incident to divorce. §1041
i. NOTE: Does not apply to prenups

ii. NOTE: Does not apply to informal separations. Only family law court cases

· What does it do if it applies? 

· §1041(a)(1): no gain or loss is recognized by either party

· Basis Rule: Transferee’s basis in property = transferor’s basis in property

Installment Sale Reporting

1. RULE: In a sale of property, where at least one payment will be received in a taxable year following the one of sale, income shall be taken into under the installment method unless TP opts out. §§453(a), (d)
a. Keep in mind, this only applies to sales of property!

b. Exceptions:

i. Publicly traded property

ii. Dealer Dispositions (including real estate)

iii. Inventory of personal property

iv. Depreciation recapture under §1245


2. Issue: Contingent Payments Temp. Reg. §15a.453-1(c)(2)
a. If there is a maximum selling price, this is treating as the contract price for calculating GPR

b. If there is no maximum selling price, but there is a fixed term, allocate basis ratably over fixed term

c. If there is no maximum selling price nor fixed term, allocate basis ratably over 15 years

3. Issue: What happens if you have a contingent payment sale but then you opt to recognize gain in the year of sale?
a. Burnet held that TP could have taken a basis-first approach. 

i. However, treasury states that this is only for transactions which have no readily ascertainable present value. Thus, it is rare to happen!

4. Issue: Depreciation Recapture?
a. RULE: Take out the gain attributable to OI before you move forward/

5. Issue: Related Party Transactions?
a. Context: Related party purchases with installment note but disposes of the note within 2 years

i. RULE: Seller has an accelerated amount realized to the amount of outstanding obligation. This is the lesser of (1) the amount realized in the later transaction or (2) the total contract price of the original sale over amounts previously received in satisfaction of debt. 

6. Issue: Dispositions of Installment Notes
a. RULE: when a holder disposes of the note. The deferral will end (even if it is like a gift, where there is no recognition of income). 

i. However, this does not happen when someone bequeaths the note!

ii. Gain/loss=AR-holder’s basis in the obligation; where basis in obligation is the excess of unpaid principal amount over remaining gain inherent in outstanding note.

7. Issue: Interest on Large Installment Sales
a. RULE: TP must pay interest on tax deferred if

i. The sale price is >$150,000

ii. Outstanding installment obligations that arose during the year and are outstanding during the year exceed $5 mill.
Rates


1. Character
a. Ordinary Income
i. Inventory or property held for sale in the ordinary course of business §1221(a)(1)
1. Consider frequency of sales (dealer; most important); improvements/developing (show wanted to sell all along); sales activity
2. Contexts: 

a. Dealers. However, a dealer might be holding a property for investment. Has a high burden.

b. Stock: A trader is not a dealer. A dealer in stock is one who actually sells property to a customer, not an exchange.

3. To note: 

a. §1237 provides a safe harbor for subdividing. Not considered OI with respect to sale of first 5 subdivisions. However, this is not very useful because it might not be OI anyway.

b. Dual purposes( look at principal purpose!

ii. Depreciable real property used in trade or business (other than inventory) §1221(a)(2)
1. Not really capital asset, but §1231 makes it capital with respect to gains!

iii. Certain copyrights or literary properties §1221(a)(3)
1. copyrights, literary, music, and artistic creations, letters, and memoranda, held by the TP who created them, computer programs, and other "similar self-created property"

2. Exception: Election for musical asset

iv. Accounts and notes receivable §1221(a)(4)
v. Hedging Transactions §1221(a)(7)
1. RULE: Must be (1) clearly identified as a hedging transaction on the date it is entered into; (2) manage only price risk and currency fluctuations; (3) must be hedging for a price of on asset that will always be ordinary (unlike §1231 property; inventory & goods to make inventory)
2. TO NOTE: Cannot invest in another company with stock, i.e. equity security. That would be capital, which is bad if you want loss!!
vi. Substitutes for Ordinary Income
1. Paying lump sum payments to relieve of lease treated as early lease; assigning future proceeds
vii. Tree v Fruit
1. If you want capital gain treatment, your 20% of company transferred must include all benefits and burdens; not just rights to proceeds!
viii. Selling Contract Rights
1. RULE: Are you giving up more than a mere right to perform and get money (capital gain); or a right to proceeds?
ix. Patent
1. RULE: Capital gain as long as there is a SALE and not the license. Does not matter whether sale as lump sum or royalties. 
a. Sale= transferring substantial rights (in time, territory, and burdens and benefits of ownership)
x. Subsequent Related Transactions
1. Arrowsmith( if you recoup some of your transaction later, look to what it modified in original transaction. Goodwill( capital gains; contract rights( OI.
a. NOTE: Goodwill v contract rights( goodwill would be taxed at capital gains, so any loss would only be deductible up to $3000!
b. Capital Held for Less than a Year
i. Short Term Capital Gain( taxed at OI rates
ii. Short Term Capital Loss( deductible against OI but capped at $3,000! Carried forward indefinitely for individuals
c. Long-Term Capital
i. Dividends, stocks, unpurchased goodwill. Property not OI under §1221. 
ii. Gains are taxed at capital gains rates; losses are taxed at the OI rate and subject to cap!
iii. Long-Term Capital Loss( deductible against OI but capped at $3,000. 
d. §1231 Property
i. RULE: Depreciable trade or business property (subject to depreciation or amortization under §197)/ real property & held for more than one year! Look out for amortizable assets!
1. Includes land; real estate does not need to be depreciable
2. Includes amounts received for involuntary conversion. 
3. Includes a leasehold! It is depreciable, and subject to §1245 recapture! This is despite the fact that it is not a §197 intangible! Still subject to depreciation with respect to §167.
4. Goodwill is included as a §197 intangible only if purchased. Otherwise, long-term capital gain!
a. Look above for more intangibles!
ii. EXCEPTION: §1231 gain is ordinary to the extent of §1231 losses in the previous 5 years. Not true the other way around. §1231(c)
iii. Note the separate netting rule!
e. §1245 Recapture Property
i. RULE: FOR §1231 PROPERTIES OTHER THAN REAL PROPERTY, gain is OI to the extent of prior depreciation. 
1. Thus, if you want to net §1231 property, take out the prior depreciation!
2. §1245(b) excludes non-recognition transactions from this recapture
f. §1250 Recapture Property
i. RULE: for §1231 real property, gain is treated as OI to the extent of accelerated depreciation. However, this does not happen right now, so ignore.
ii. KEY TAKEAWAY: Nonetheless, unrecaptured §1250 gain is taxed at 25% capital gains rate!!
2. Netting (for the capital gains)
a. Look for §1231 property and net them together. If there is a loss, it would be taxed at OI rate (no cap). If there is a gain, net it with the rest.
b. Net STCG with STCL.

c. Net LTCG with LTCL. First, like-kind with like-kind. If any losses, net them with gains moving from larger percentage categories to smaller!

d. If any STCL or residual capital loss, net with LTCG, highest rate baskets first.
i. Note:  if you have LTCL and STCL from before, use STCL first in the current year. STCL would automatically take out STCG, which is taxed at higher rate!

e. --

i. If there is both STCG and LTCG( STCG taxed at OI; LTCG at capital gains. 

ii. If STCL and LTCL( combine & deduct $3000 of OI. Rest would be carried forward.

iii. If opposite signs,

1. LTCG( capital gains §1(h)
2. STCG( OI

3. Loss( $3000 cap at OI; carried forward
3. Rates
a. OI( look at Revenue Procedure

b. Capital Gains( §1(h) provides 6 steps

i. Calculate OI on all regularly taxed income. 

1. After that, add any capital gain supposed to be taxed at 25% & 28% rates to see if they are better off taxed at the OI rates. 

2. Fill threshold first with 25% and then 28%

ii. Next, tax all adjusted net capital gain at 0% if marginal tax bracket less than 12% (for 2019, $39,375). Fill it up until it reaches this value.

iii. If tax bracket more than $39,375 but less than $434,550, tax adjusted net capital gain at 15%
iv. If in excess of $434,550, tax adjusted net capital gain at 20%
v. Tax any 25% that was not taxed in step 1

1. 25% gain( unrecaptured §1250 gain

vi. Tax at 28% that was not taxed in step 1

1. Collectibles are art, antiques, rugs, gems, metals, stamps, coins, & alcohol

2. §1202 stock allows individual TPs to exclude 50% of the gain on “qualified small business stock" held for more than 5 years if the stock was acquired after Aug. 1993 as part of an original issue!

c. 3.8% Medicare Tax in §1411
i. There is additional 3.8% tax on capital gain of high-income TPs
ii. RULE: For individuals, lesser of unearned net investment income or modified AGI (§911) greater than $200,000 or $250,000 if married.

1. Net investment income: net income from interest, dividends, annuities, royalties, and rents.

a. net gain attributable to disposition of property, other than property held in a non-passive or non-trading trade or biz
Dealings in Property: Sale of a Business

Stock Sale v. Asset Sale

1. Stock Sale

a. Pros
i. easier from a business standpoint.

ii. Do not need to transfer licenses, contracts, etc.

iii. Will produce capital gain

b. Cons
i. Buyer does not get to depreciate value of stocks because they are not depreciable!

ii. Buyer does not get step up in basis!!!

2. Asset Sale

a. Pros
i. Buyer gets step up in basis!

ii. Can depreciate that or immediately expense that. Get some money’s worth from tax savings!

b. Cons
i. Harder to implement from a business standpoint

ii. Not all capital gain to buy

Purchase Price Allocation

1. General Rule: Buyer and seller must come together to value assets from most liquid to least liquid. §1060. (MUST MATCH ON BOTH THEIR RETURNS)

a. Class I: Cash
b. Class II: Actively traded personal property; CDs; Foreign currency
c. Class III: Assets that TP marks to market and debt instruments (including amounts receivable)

d. Class IV: Inventory
e. Class V: Everything not in another class (like §1231 property)
f. Class VI: §197 intangibles but goodwill and going concern

g. Class VII: Goodwill and going concern (whether amortizable or not)
2. RULE: Covenants Not to Compete are amortizable over 15 years, BUT they produce OI

3. RULE: Do not capitalize costs for self-created goodwill, but purchased goodwill has a cost and can be amortized by buyer

4. ISSUE: Installment Sales
a. For installment sales on assets, think about which types of gains on property can be deferred (inventory?; §1245?; accounts receivable?)
§338(h)(1) Election

1. RULE: If a buyer makes a qualified stock purchase (>80% of stock) of an S-Corp, he can treat it as an asset sale (deemed asset sale) for tax purposes only. §338(h)(1)
a. Rarely made for C-corps because of double taxation

Reps and Warranties

1. RULE: So long as escrow serves a bonafide purpose of the buyer and the seller has substantial restrictions in accessing the cash, not taxed until received!
a. ISSUE: Is it put in an escrow for seller’s benefit (i.e. to defer income)?

b. ISSUE: Is it overbroad? Span a long time? Too much put in escrow?

Original Issue Discount

TWO FUNCTIONS of OID
1. Allocate interest throughout life of loan

2. Find hidden interest
Allocating Interest

1. Exceptions
a. Tax Exempt obligations under §103

b. Any US Savings Bond

c. Any debt instrument with a fixed maturity rate of one year or loss

d. Certain loans between natural persons <$10,000

2. RULE: OID= SRPM-IP
a. IP( Amount borrowed.  §1272(b)(1)-(3)
i. In exchange for cash( IP is the amount loan 

ii. For publicly traded instruments( Initial offering price

iii. Issued for publicly traded property( FMV

b. SRPM( All payments to be made other than QSI (unconditionally payable at least annually at a single fixed rate.  
c. Holder includes sum of daily portions of OI for each during the taxable year in which holder holds debt instrument §1272(a)(1)
d. Issuer deducts the sum of the daily portions of OID. §163(e).
3. RULE: OID included in a year is increase in adjusted issue price for that year 

a. Look to how many accrual periods there are in year. Allocate proportionally. 

Finding Hidden Interest §1274
1. RULE: If parties are exchanging non-publicly traded property and do not charge interest at or above the AFR (does not bear adequate stated interest), impute an interest amount, and then allocate using first function. 
a. Adequate Stated Interest: 

i. Is what is designated as interest (i.e. either fixed rate or amount due on maturity) enough? 
ii. If not, we impute an issue price! If yes, we keep whatever was stated as issue price. 

2. Exceptions: §483
a. Farms sold for $1 million or less

b. Sale of principal residence

c. Sales of $250K or less( important

d. RULE: In these situations, §483 makes them recharacterize portion of money as interest but does not use the first function to spread interest over life of loan. 
Below Market Loans §7872
1. STEPS
a. Is this loan “below market?”

b. Is this loan listed within scope of §7872?

i. Gift, compensation, corporation/shareholder

c. Do any of the exceptions apply?

d. If this applies, what are consequences?

2. EXCEPTIONS

a. Gift De-Minimis Exception: §7872(c)(2)
i. Loan is a gift
ii. Aggregate amounts do not exceed $10K
iii. Loan proceeds were not used to purchase or carry income-producing assets 
b. Corp-Shareholder De-Minimis Exception §7872(c)(3)
i. Aggregate amount of loans between lender and borrow does not exceed $10,000, and 

ii. the interest provisions do not have, as a principal purpose, a purpose to avoid tax.

c. For gift loans( amount does not exceed $100K but is limited to net investment income! If uses it for anything else, we good
3. Consequences
a. Timing
i. For demand loans, gift loans, and compensation-related demand loans( payment made by lender & borrower transfers foregone interest on last day of each calendar year using AFR. Do not accrue income into other years.  §7872(a)
ii. For term loans( Lender transfers payment which is equal to OID, borrower pays back interest using OID rules!

b. Character
i. First transfer is the total amount of loan
1. Gift

2. Compensation

3. Capital or dividend 

ii. Second transfer( interest payment

c. Amount

i. For demand + gift loans( Accrue semi-annually at short-term AFR, include in each calendar year in proportion.
1. EXCEPTION/ISSUE: if total amount loaned in less than or equal to $100,000, amount of retransfer is limited to borrower’s NET INVESTMENT INCOME.

ii. For all others( discount back to present value using term for AFR. Difference between PV and FV becomes OID, spread throughout life of term. 
Gross Income Inclusions

RULE: Income is an accession to wealth, clearly realized, over which a taxpayer has complete control., Glenshaw Glass
a. NOTE: So long as a taxpayer has complete control, it does not matter that it could be taken away from them. Claim of right.

Salary

a. RULE: Gross income includes compensation for services. §61(a)(1)
Fringe Benefits
a. First question( is the benefit compensatory? Gotcher
b. Group Term Life Insurance §79
a. Fact Pattern: Employer provides group term life insurance to employees

b. Requirements: Non-discrimination requirement

c. What does the section do? Inclusion of insurance coverage in excess of $50,000

c. Health Plans and Health Insurance §105/106
a. Fact Pattern: Employer-provided health plan or health insurance

b. Requirements: For §105, there is a non-discrimination requirement
c. What do the sections do? Whether employee buys insurance and gets reimbursed or is provided with health insurance, there is a blanket exclusion.

d. Employer-Provided Meals and Lodging §119
a. Fact Pattern: Employer-provided meals and/or lodging

b. Requirements: 

i. the employer furnishes meals/lodging to an employee, spouse, or dependents

1. Kowalski: 

a. HELD: §119 only applies to situations where the employee is constrained (!) in his choice of food options. Giving money is not enough.

2. Spouse: does not equal registered domestic partner, but does include same sex couple

3. Dependent: §152(a) defines a dependent, but it is pretty much a support test

ii.  provided for convenience of the employer
1. Benaglia:

a. HELD: Meals were given so that employee can work. There needs to be some business reason for this to apply.

iii. meals are provided on the business premises of employer

1. Lindeman: 

a. HELD: House across the street from place of business was on the business premises because employee did a significant chunk of work there.

2. Kowalski: 

a. HELD: Police troopers’ business premises were everywhere

iv. For lodging only-- employee is required to accept the lodging as part of her K

c. What does the section do? Exclude FMV of meals and/or lodging provided to TP, spouse, and dependents (see above)

e. No-Additional Cost Service §132(b)
a. Requirements: 

i. No-additional cost service if:

1. Service is offered for sale to customers in the ordinary course of employer’s business AND

2. Employer incurs no substantial additional cost (including foregone revenue) in providing the service to the employee

a. NOTE: An employee here does not need to be an actual employee. It could be a retiree, widow, parents of employee, spouse, and dependent child. (132(h))

3. Important—there is a nondiscrimination requirement, meaning that it has to be granted to all employees, not just highly compensated ones. 132(j)(1).

ii. Reciprocal agreement under 132(i)

b. What does the section do? Exclude the no-additional cost service. 

f. Qualified Employee Discount §132(c)
a. Requirements: 

i. Discount is with respect to qualified property or services

ii. Any property or services which are offered for sale to customers by employer in the ordinary course of the employer’s business in which the employee is performing services. 132(c)(4).

iii. An additional nondiscrimination requirement per 132(j)(1).
b. What does the section do? Exclude the discounts but up to a certain cap.
i. For GOODS: Up until the employer’s “gross profit percentage” x price at which the property is offered for sale to customers

1. GPP = (aggregate sale price of goods sold - aggregate cost of goods sold) / (aggregate sale price of goods sold)

ii. For SERVICES: Up until 20% of price at which services are offered to customers

g. Working Condition Fringe §132(d)
a. Requirements: this is an employer-provided service or property, to the extent that, if the employee paid for the property or service, such payment would be allowed as a deduction under §162 or §167

i. §162: deduction for ordinary and necessary business expenses

1. Provided so you can do work!

ii. §167: depreciation deductions on property used in a business or held for investment

b. What does section do? Fully exclude the benefit

h. De Minimis Fringe §132(e)
a. Requirements: any property or services the value of which is (after taking into account the frequency with which such similar fringes are provided by the employer) so small as to make accounting for it unreasonable or administratively impracticable
i. “So infrequent, so small that it is not worth thinking about”

1. Typically, stuff lying around work, like coffee, fruits, etc.

b. Regulations to look out for:

i. Reg. §1.132-6(d)(2): Meals
1. Meal money provided only on occasional basis

2. Meal money is provided so the employee can work overtime

3. NOTE: One might be able to exclude meals and lodging that were not excludable under §119 here.

ii. Reg. §1.132-6(e)(1): de minimis fringes include “occasional cocktail parties, group meals…occasional theater or sporting events.”

iii. Reg. §1.132-6(e)(2): de minimis fringes do not include “season tickets to sporting or theatrical events; commuting use of an employer provided automobile… more than one day a month”

c. What does section do? Fully exclude benefit.

i. Qualified Transportation Fringe §132(f)
a. Requirements: 

i. Transportation in commuter highway vehicle between work and home. Narrowly defined in §132(f)(5)(B)
ii. Transit pass. Defined in §132(f)(5)(A)
iii. Qualified parking §132(f)(5)(A)
1. "On or near the business premises"

2. Could also be where an employer pays for parking and then you take a bus to work from there

b. What does section do? Excludes, but up to a per month cap. Whether directly or through cash reimbursements.

i. For 2020, Rev.Proc.2018-57 §3.18 says that for Transportation in commuter highway vehicle, transit passes, and for qualified parking, the exclusion is up to $270 per month
Type of Accession to Wealth: Imputed Income
a. Circumstances: Goods and services provided to oneself 
b. What does rule do? US does not tax imputed income from goods or services provided to oneself
a. Exception: Barter exchanges

Type of Accession to Wealth: Windfalls
a. Requirements: Unexpected good fortune
b. What does rule do? (Cesarini)

c. HELD: Treasure troves ARE taxable, even though they are not earned

i. EX: Punitive damages

Type of Accession to Wealth: Intervivos Gifts §102(a),(c)
a. Requirements: Definition—Duberstein case: 

a. RULE: Gift requires “detached and disinterested generosity” from donor

i. NOTE: Not compensation! Ex: transfer of car to show gratitude for business referrals

b. What does section do? Makes the gift excludable §102(a)

a. Exception: §102(c) states gifts from employer to employee are not excludable. Employer cannot deduct either.

Type of Accession to Wealth: Bequests §102(a)
a. Requirements: Transfers on death

b. What does section do? Makes bequests excludable §102(a)

Type of Accession to Wealth: Scholarships §117
a. Requirements: 

a. Must be a qualified scholarship
i. Qualified = covers tuition, fees, books, & supplies

ii. Not qualified if it covers other expenses, like room and board

iii. Not qualified if TP receives in exchange for TP’s services (TA)

b. TP or TP’s dependent must be a degree candidate but is broadly defined

b. What does section do? Exclude qualified scholarships

Type of Accession to Wealth: Prizes and Awards §74
a. Requirements: Taxpayer receives prize or award
b. What does section do? Makes one include prizes or awards (subject to exceptions)

c.  Exceptions:

a. Employee achievement awards (“here’s a watch for 25 years of service”) §74(b)

b. Nobel exception—3 requirements §74(c)

i. Recipient was selected without any action on his part in entering

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

iii. IMPORTANT: prize or award is transferred by payor (directly) to a government unit or charity

1. Nobel committees write check to the charity
Type of Accession to Wealth: Transfer Payments
a. TANF (welfare)—excluded. Rev. Rul 73-87
b. SNAP-- excluded. General Welfare Doctrine (antipoverty programs are not included)

c. Unemployment Benefits--- Included. §85 (because they are like wages)
d. Social Security Benefits—Depends on how much additional income you have.
a. 0% included if TP has NO income other than SS

b. 85% included if TP has high income other than SS

i. 15% was included when you were working

Type of Accession to Wealth: Interest on Savings
a. RULE: Interest on savings accounts is taxed, REGARDLESS of whether it is withdrawn

Type of Accession to Wealth: Annuity Payments §72
a. Requirement: Investment of money which leads to a periodic payment of income

b. What does section do? Include the payment times (1 minus exclusion ratio)
a. NOTE: Another way of saying: exclude just the payment times the exclusion ratio

i. Formula for the exclusion ratio is based on a pro-rata method of recovery of basis 


ii. §72(c)(1): Investment in Annuity K = Adjusted Basis in annuity

iii. §72(c)(3): “Expected Return” = Payments to be made through the contract (based off set amount or life expectancy tables)

b. NOTE: If one lives past life expectancy, TP has to include all the mortality gains as income!

i. If one lives less than the life expectancy, the estate can deduct the loss of the unrecovered basis

 Type of Accession to Wealth: Life Insurance Proceeds §101(a)(1)
a. What does section do? Beneficiary excludes the entire amount of proceeds from a life insurance policy!

a. NOTE: So even if the deceased dies after life expectancy, this means that the mortality gains are not taxed. HOWEVER, this also means that the losses from when the deceased dies before life expectancy are not deductible!

b. NOTE: Level-Premium Life Insurance
i. Two components—premium and cash value (savings). This savings component is also not taxed, so it is preferred over a savings account.

Type of Accession to Wealth: Gambling Proceeds
a. RULE: Gambling winnings are reported to the IRS

a. Deduction §165(d)
i. RULE: Deductible only to the extent of gambling winnings (no net loss)

ii. Limitations!

1. Every calendar year is treated separately (11:59 PM December 31st vs. 12:00 AM January 1st)

2. Allowed only if they can prove the losses

a. Contemporaneous, written records of wagers, wins, losses, transportation 

b. NOTE: Deduction can be ATL if they are in the trade or business of gambling. BTL if not.

i. Groetziner Test: Test to determine whether TP is in the trade or business

1. TP must be involved in the activity with continuity and regularity [and] TP's primary purpose for engaging in the activity must be for income and profit (not hobby or amusement) 
2. Factors

a. Hours spent gambling over a long period of time

b. Number of hours in other employment or profit-making activities 

c. Other sources of income

i. If the TP does not need any other income, then the court is more likely to say that this was TP's trade or business

d. Maintenance of reliable, business-like records for the gambling business (IMPORTANT)

i. The fact that a TP is not keeping records of the gambling proves that the TP is not in the business

Type of Accession to Wealth: Cash Payments Incident to Divorce (Alimony and Child Support)
a. Alimony Requirements
a. Cash (not property)

b. Payment per written divorce or separate maintenance or decree (court involved)

c. Live in separate households

d. Not for child support

i. If a payment ends when a child dies or reaches an age( child support

ii. But if it ends on payee-spouse's-death( not child support

e. Payments are not "excess alimony payments"

b. If divorced before 01/01/2019:

a. Payor deducts and payee includes alimony
b. Permits income shifting

c. Payor cannot deduct and payee does not include child support
c. If divorced on or after 01/01/2019:

a. Payor cannot deduct and payee doesn’t include child support and alimony payments

Type of Accession to Wealth: Inventory Accounting (COGS)
a. RULE: Must use when merchandise is a material income producing factor. Cannot deduct costs as paid but rather when generate money.

a. Even if TP is a service provider

b. RULE: Gross sales from inventory less cost of goods sold
a. COGS (units)= (1) beginning inventory plus (2) purchases less (3) ending inventory
b. COGS ($)( FIFO or LIFO if fungible. Can opt to use actual costs, if they are available

i. NOTE: If a TP uses LIFO for tax purposes, must be used for financial accounting purposes (might report lower income). 

Type of Accession to Wealth: Recovery for Business Injuries
a. RULE: For this, ask yourself, in lieu of what were damages received?!
a. To property itself(  only taxable if amount exceeds basis. Damages less than basis will be return of capital.

i. Issue: only part of the property gets destroyed( need to allocate basis equitably

b. Lost profits( taxed at OI rates

c. Goodwill/business reputation( this is taxed at capital gains rates. Can be hard to distinguish from lost profits!

Type of Accession to Wealth: Personal Injury Recoveries §104(a)(2)
a. Requirements: Damages for  
a. "personal" physical injuries or sickness
i. NOTE:  No mental, psychic, or emotional injuries
b. whether by suit or by agreement &

i. NOTE: regardless of settlement or trial or workers’ comp.
c. whether as lump sums or as periodic payments
i. NOTE: interest on periodic payments isn’t taxed, but you run the risk of them defaulting
b. What does section do? Exclude recoveries (lost wages, pain and suffering, medical bills, interest on structured settlements), EXCEPT for punitives, unless they are the only damages available.

a. Attorney Fee Deduction (§§62, 67)

i. §62—ATL deduction for attorney fees in employment discrimination suits

ii. §67(g)—in other PI suits, TCJA disallowed BTL deductions for attorney’s fees

Type of Accession to Wealth: Loan Proceeds
a. RULE: Loan proceeds ARE EXCLUDED because you would have to pay them back later
Type of Accession to Wealth: Cancellation of Debt Income 
a. §61(a)(12): Generally, gross income INCLUDES cancellation of debt income (amount owed less amount “paid” to discharge)

b. Exceptions ( 0 Cancellation of Debt Income 

a. Disputed Debt Settlement (S
obel): if a lender and a borrower have a bona fide disagreement as to a certain amount that needed to be repaid and the borrower pays less than what the lender said was owed, the difference is excludable

b. §102: Lender cancels the loan as a gift
a. NOTE: Gift requires “detached and disinterested generosity” from donor (Duberstein)

i. Happens in family contexts!

c. §108(e)(5): Purchase Price Reduction
a. EX: Store advertises that their prices won’t be beaten. You buy TV. Don't pay anything now but make payments later. See the TV later for a lower price. Initial store decreases the price, and debt decreases. This is not debt cancellation but purchase price reduction.

d. §108(e)(2): If payment of debt would have been deductible
a. EX: business is failing, and it hasn’t paid employees a total of 30,000. They settle to pay 20,000 in total. There is a cancellation of 10,000. However, there would have been a 10,000 deduction (for salary) if you paid it.

c. Exclusions ( COD, but not included in income

a. §108(a)(1)(A): COD in a "title 11 case" (bankruptcy court case) or similar case (state analogue of federal bankruptcy)

b. §108(a)(1)(B): When TP is INSOLVENT
i. NOTE: Excludable only up to balance sheet insolvency (FMV of liabilities > FMV of assets. (i.e. only exclude however much liabilities are in excess of assets) This is hard to come by because a lot of people have retirement plans. Incentive to file bankruptcy.

1. Contrast with cash flow insolvency, when you can pay but the assets are illiquid.

c. §108(a)(1)(E): In the case of a Qualified Principal Residence Loan (for properties), whenever Congress has enacted and it has not sunseted (Okay in 2020)
i. §108(h)(2): QPRI = acquisition indebtedness with 2-million-dollar cap
1. §163(h)(3)(B): Acquisition indebtedness = loan that is  

a. Incurred to buy, construct, or substantially improve TP's home and
b. Secured by residence (residence is collateral), which is generally true

Type of Accession to Wealth: Interest on State and Local Bonds §103
a. Circumstances: Interest on “any state or local bond” other than those listed in §103(b)

b. What does section do? Blanket exclusion
Shifting Income and Losses

Rules for Shifting Income
1. Transferring income between spouses

a. RULE: Does not matter 
2. Transferring income to a child (Kiddie Tax Rule)
a. RULE: If a parent successfully transfers net unearned income (investment income; not wages) to a child (under age 18 OR under 24 if full time student) then the income will be taxed at parents' higher bracket rate; no benefit in transferring
3. Transferring wage income (Assignment of Income Doctrine)

a. RULE: income from services is taxed to the person who performed the services; no benefit in transferring. (Lucas v Earl)

· NOTE: This applies whether service was done or would be done in the future

· NOTE: Imputed income( not taxed at all

4. Income from Property

a. RULE: 
· If gift of coterminous in time interest( income transferred to done
· If gift not coterminous in time, with the interest being retained by the donor but that reverts back to the donor (vertical interest; carved-out interest)( donor does NOT shift income
b. NOTE: Can transfer property only if you assign the tree, not the fruit (divided of stock v. stock itself

c. Issue: Self-created property
· If tangible, treated as normal property

· If intangible, depends on form (royalties v actual manuscript)

Rules for Shifting Loss
1. RULE: no deduction shall be allowed in respect of any loss from the sale or exchange of property, directly or indirectly, between [related parties, as specified in §267(b)]. §267
Above-the-Line Deductions
Alimony
1. RULE: Can deduct alimony payments if divorce was finalized before January 1, 2019. 
Educational Expenses

1. Work Related Educational Expenses §162
a. RULE: TP allowed to deduct work-related educational expenses if the education either

i. Maintains or improves skills required by the individual in his trade or business OR

ii. Meets express requirements of work being done by TP.

iii. NOT to enter new profession

2. Student Loan Interest §221
a. RULE: TP can deduct interest payments for qualified education loans but up to a cap of $2500.

b. Phaseout: 140K-170K for MFJ; 70K-85K for unmarried (LOW)

3. Deduction for Qualified Higher Education Expenses §222
a. RULE: Cap at $4000 of qualified higher education expenses for TPs with AGI of $65,000 or less
b. Amounts of qualified tuition are decreased by any amounts excluded by §§135, 529, 530
i. Coverdell Education Savings Accounts §530
1. Cannot deduct, but can exclude earnings or distributions if spent on education expenses

ii. Qualified tuition programs (QTPs/529 Plans) §529
1. Allowed for families to prepay beneficiary’s educational expenses

2. Contributions are not deductible, earnings are exempt from income, distributions are exempt to the extent of qualified higher education expenses.

iii. §135 Savings Bonds §135
1. Certain income US savings bonds can be excluded IF used for higher education expenses. 
Trade or Business Expenses 

1. First Question( Is the expense ordinary and necessary? §162
a. RULE: Threshold low. Is it so extreme as to be personal?

i. Gillam case( airplane incident

b. EXCEPTIONS: 

i. Unreasonable compensation: not deductible. Reg. §1.162-7(b)(3)
1. For publicly held corporations( deduction for compensation to highly paid employees allowed to the extent compensation does not exceed $1 million

ii. Costs Associated with illegal activities: can deduct costs except for most bribes and kickbacks, fines and penalties, and punitive damages of antitrust violations. §162.
iii. Trafficking controlled substances §280E( cannot deduct §162 expenses, unless COGS. (marijuana)

1. If more than one business( has to be separate. The other businesses cannot be incidental

iv. Employee: cannot deduct, unless reimbursed. §67(g). 

2. Second Question( When can it be deducted? §263 capitalization rules. (long useful life question)

a. Bright Line Rules for Capitalization

i. Repair and maintenance and expenses do not need to be capitalized.

1. These expenses are routine and recurring (inspections, replacement of component parts, testing) & get property to its "ordinarily efficient operating condition”
2. If expense does not fall in the category, there is a 3-part test to determine whether expense improves the property. Ask—

a. Result in a betterment of the property?

b. Restore the property?

c. Adapt the property to new or different use?

ii. Incidental materials & supplies do not need to be capitalized.

iii. Salaries do not need to, unless they are used to construct an asset with long useful life( in basis of the asset (which could be depreciated)

iv. Intangible assets (goodwill, customer base list, going-concern value, know-how, information bases, governmental licenses, trademarks, covenants not to compete, and similar items) are amortized ratably over 15 years. §197
v. Advertising expenses/self-created goodwill, though goodwill, do not need to be capitalized. 

vi. Prepayment needs to be capitalized! (limited deferral)
vii. Most R&D expenses need not be capitalized

viii. Taxes do not need to be capitalized and are not subject to $10,000 cap. 

ix. Assets with unlimited useful life cannot be depreciated. Only subject to tax upon realization event.

x. Expenses used to build property are included in basis. §263A
xi. Tangible Business Property must be depreciated
Hobby Losses
1. When is an activity engaged in for a profit? Rebuttable presumption that if you made a profit in 3 of the last 5 years, there was a profit motive.

2. If not, there are factors that need to be balanced. §183(d)
a. Whether TP carries on a business in a businesslike manner and keeps complete and accurate books and records, the degree in which TP has prepared for the activity (study or consultation), time and effort expended in carrying out activity, expectation that assets will appreciate in value, success or failure of the TP in carrying similar activities, history of income and losses in the start-up phase of the activity, amount of occasional profits earned compared with the TP's investment and losses, financial status of the TP (modest means--> for profit. Wealthy--> not for profit), degree to which activity is recreational or for personal pleasure

3. RULE: If engaged in for a profit, §183 has no effect.

4. RULE: If a hobby, can take deduct personal expenses but business expenses only to the extent of income. However, TCJA disallowed these deductions through §67(g). 

Mixed Business-Personal Expenses

1. Categorical Personal Expenses (no deduction)
a. Transportation Costs from Home to Work 
b. Club Memberships for Client Development §274
c. Season Tickets to Sporting Events for Client Development §274
d. Child-Care Expenses to allow TP to Work
i. However, could take advantage of other tax benefits (one or the other)
1. §21 credit for dependent care expenses for work-related matters
a. §152 definition of dependents (children or elderly)
b. Multiply expense by a percentage (35% for AGI < $15,000; 20% for HIGH AGI( not complete phaseout); max expense is $3000( max credit= $600 for one child with AGI > $43,000
2. §129 Exclusion: if employer has a dependent care amount, proceeds are not included in income. Does not matter whether TP is an employee or an employer. 
a. Limit of $5000 a year!
b. Preferable for high income TPs because of higher tax benefits
2. Categorical Business Expenses

a. Work-Related Transportation Costs (Office to Depo, for example)

b. Domestic Airfare
i. Primary purpose must be business-related
ii. Does not matter if you fly first class or stay extra days
iii. Different rule for foreign travel
c. Home Office Expenses §280A
i. RULE: Deduction if TP uses the home office exclusively on a regular basis…
1. As the principal place of business for any trade or business OR 

2. As a place of business that issued by patients, clients, or customers in meeting or dealing with the TP in his business OR
a. NOTE: Meeting and Dealing requires that they be physically present, not on telephone call! 
3. in connection with TP's business, if the office is in a separate structure that is not attached to the TP's home.
ii. RULE: Cannot take if TP is an employee. 

3. Arbitrary Bright Line Allocation
a. Meals Expenses on Business-Related Travel capped at 50%
4. Fact-Based Allocation
a. Rental Use of Residential Property §280A
i. Elements
1. Must be used as residence during the year for the greater of 14 days or 10% of the number of days on which the property is rented AND EITHER
2. No deduction & no rent income inclusion if rent out for 2 weeks or less OR
3. If more than 2 weeks( rent income inclusion & business expense deductions for fraction of days rented out.
b. Cost of a Car
i. Two options
1. Deduct mileage rate for business use OR
2. Keep track of miles for personal and business use 
a. Depreciation deductions on the business use every year if used < 50% of the time.
b. May qualify for accelerated or bonus depreciation on business use if used >50% of time (but strict substantiation requirement) §280F
c. Lodging for Business-Related Travel
i. Allocate costs between personal and business-related components
d. Listed Property §280F
i. In addition to car above, any property generally used for entertainment or recreational use. (TV, computer, etc.). (Look to car discussion above for depreciation rules)
1. NOTE: If used in a home “office,” in order to take depreciation deductions (as stated above), must meet the “home office” criteria set forth in §280A (see above discussion).

Standard Deduction

See Rev Proc 2019-44
1. Married Individuals Filing Joint Returns and Surviving Spouses= $24,800 
2. Heads of Households= $18,650
3. Unmarried Individuals (other than Surviving Spouses & Heads of Households= $12,400
4. Married Individuals Filing Separate Returns= $12,400
Below-the-Line Deductions
Casualty Losses §165
1. RULE: Losses of property used in a trade or business are deductible, but personal losses are generally not. An exception is for casualty losses. 
2. RULE: Casualty Losses are only deductible:

a. To the extent that aggregate losses during the year > 10% of AGI after reducing aggregate losses stemming from each casualty by $100
i. NOTE:  if one casualty, deduct $100 once

b. If the casualty is a federally declared disaster
c. Amount: Limited to TP’s basis in the property & to the extent not reimbursed by insurance. 
Extraordinary Medical Expenses §213

1. RULE: Allowed a deduction for TP’s “medical care” expenses to the extent they exceed 10% (7.5% after 2020) of AGI. 

2. Issue: What is medical care?
a. RULE: broadly defined but it is pretty much amounts paid for diagnosis, cure, mitigation, treatment of a disease, not cosmetic surgery (unless it helps treat disease), since it does not meaningfully promote proper function of body.
b. EX: Not medical care: hair transplant, gym membership, breast augmentation, contact lenses to change eye color, teeth whitening, swimming pool (but not for medical therapy), golfing expenses, plastic surgery to remove aging lines
c. EX: Are medical care: Wig for cancer patient, medically supervised weight loss program (for obese individuals), breast reconstruction, contact lenses to correct vision, orthodontics, swimming pool (required for medical therapy), physical therapy, plastic surgery to reconstruct face.

d. EX: Insulin and prescription drugs are deductible, but no deduction for over-the-counter drugs. §213(b). 

e. EX: Medical insurance, hospital stays, transportation primarily for and essential to medical care. 

f. EX: Extra cost of special schooling designed to rehabilitate an ill or diabled individual (like the blind) is deductible. Reg. §1.21301(e)(1)(v).
3. Issue: Expenses for Capital Improvements?

a. RULE: Only deductible to the extent the cost of improvement exceeds increase in value to the property

b. Exception for pools:

i. Access to nearby pools

ii. extravagantly expensive( take average cost of home and average increase. 

c. NOTE: ramps, railings, and hardware and modifying doorways, hallways, stairs, electrical outlet, and kitchen cabinets to accommodate disabilities DO NOT generally improve the value of a personal residence and may be deductible in FULL! Rev.Rul 87-106
Charitable Contributions §170

1. General Rule: Can deduct charitable contributions to certain types of nonprofits to the extent there is no substantial benefit & subject to limitations below
a. For services: Cannot deduct value of services but can deduct expenses incurred in rendering these services (other than child care)

b. For cash:
i. A charities( 60%; 50% after TCJA; excess carried forward for up to 5 years

ii. B charities( less favorable

c. For appreciated property:

i. If would not have produced LTCG (either OI or STCG) had it been sold( can only deduct AB. §170(e)(1)(A)

ii. If would have produced LTCG but unrelated to charity mission( deduct basis §170(e)(1)(B)

iii. If neither of above applies( Deduct FMV up to 30% of AGI (or elect to deduct basis) & excess carried forward for up to 5 years. 

Personal Interest §163
1. RULE: Personal interest is not deductible, unless it is qualified residence interest. §163(h). 
a. QRI= interest paid with respect to qualified residence (principal property+ one other residence) on acquisition indebtedness. 

i. Acquisition indebtedness( (1) secured by residence and (2) incurred to acquire, construct, or substantially improve residence.

1. Cap: $1 million for indebtedness incurred before December 15, 2017 & $750,000 for indebtedness incurred after. 

b. NOTE: If TP rents it out, it is a qualified residence only if he uses it as a personal dwelling for longer than the greater of 14 days or 10% of the number of days that is it rented. §§163(h)(4)(A)(i)(II) and 280A(d)(1).

Deductions for State and Local Taxes §164

1. RULE: Cap at $10,000 (not for businesses). Could tax sales tax in lieu of income tax.

§199A Deduction

1. RULE: Allows pass-through business owners to deduct up to 20% of qualified business income of a qualified trade or business
a. Qualified business income( net income not including investment income (capital gain, dividends) and deductions for salaries

b. Qualified trade or business: Trade or business other than 

i. Specified service trade or business, 

1. health, law, … accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage services, or any business where principal asset of such trade or business is the reputation or skill or its employees of owners
2. Of note: engineering and architecture are not on here. 

ii. business of performing services as an employee OR 

iii. trade or business that involves investing
2. Specified Service Trades or Businesses

a. RULE: SSTBs can still get the deduction, but they are subject to a limitation
i. < $163,000 for singles and $326,000 for MFJ: full deduction is allowed
ii. Between $163,000/$326,000 and $213,000/$426,000: 20% gradually phased out
iii. If above $213,000/$426,000( no deduction allowed
3. Further limitation( §199(b)(2)(B)

a. < $163,000 for singles and $326,000 for MFJ: limitation does not apply
b. Between $163,000/$326,000 and $213,000/$426,000: limitation gradually phases in
c. If above $213,000/$426,000( limitation fully kicks in
d. What is limitation? 
i. Greater of 

1. 50% of the W-2 wages with the respect of the qualified trade or business OR
2. The sum of 25% of W-2 wages 2.5% unadjusted basis immediately after acquisition of all qualified property (not inventory, land, and intangibles)

Credits
§31 Credit
· Income tax withheld credit

· Fully refundable

§32 Earned Income Tax Credit

· Fully refundable

· RULE: credit= credit % of an eligible TP’s earned income up to an earned income amount

· Credit %: 

· 34%: if TP had 1 qualifying child

· 40%: if TP had 2

· 45%: if TP had 3+

· 7.65%: if TP had 0.
· Earned Income: Wages, salaries, tips, and other employment compensation & income from the self-employment, but does not include pensions or annuities

· Earned Income Amount: Adjusted for inflation and subject to complex phaseout

§24 Child Tax & Other Dependent Credit

· For children
· Max $2000 per qualifying child (§152(c) child who is 16 or younger)

· TP’s child or sibling or their descendants

· Max 18 years old

· Has the same “principal place of abode” as TP for more than half the year

· And has not provided more than half their support for the year

· Phased out, but high AGI phaseout ($200K/$400K)

· Partially refundable (max refundable cannot exceed $1,400)

· For other qualifying dependents

· Max $500; non-refundable for qualifying other than qualifying children

· Requirements:

· Either

· TP’s child or child’s descendant, parent or parent’s ancestor, sibling, aunt, uncle, niece, nephew, or in-law OR

· Has the same principal place of abode as TP

· Gross income less than §151 personal exemption amount. §151(d)(5)(B)
· Receives more than half support from TP
· Not a qualifying child

· Cannot be a non-resident

· Same phaseout as for the children
Education Credits

· American Opportunity Tax Credit §25A
· Max= $2500. 
· phases out for modified AGIs starting at $160K and is completely phased out at $180K for married TPs (80K-90K for unmarried TPs)
· Determined on student-by-student basis

· Can only be taken for undergrad!

· Lifetime Learning Credit §25A
· Nonrefundable

· Equal to 20% of up to $10,000 (Max=$2,000) of qualified tuition and related expenses paid by TP

· Phases out for MAGIs starting at $59,000 and completely at $69,000 for unmarried ($118K-$138K if MFJ)
· Both are reduced by other scholarships

· Cannot take both at the same time!
Timing Problems

Cash Method (unless TP opts out( default §451)
1. INCOME INCLUSIONS
a. RULE: Include receipts when cash or property received

b. EXCEPTIONS:

i. Constructive receipt
1. Income has been made unequivocally available
2. No substantial restrictions on use

a. ISSUE: could TP have gotten the money if he wanted to?

i. Baxter( needed to drive through snowstorm? Too bad. You could have gotten money

ii. RULE: think about whether there was a binding contract.
3. TP has chosen to turn his back on income

a. DOES NOT APPLY IF THERE WAS CONTRACT TO DEFER INCOME

ii. Economic Benefit Doctrine (supplanted by §83 in employment context)( Pulsifer
1. Funds irrevocably set aside (i.e. in protected manner) 

2. Beyond reach of creditors of payor
iii. Cash Equivalent (items that are liquid that they are almost like cash)

1. EX: Checks, notes (unless installment sale reporting)
2. Cowden Factors

a. (1) Promise to pay, (2) of solvent obligor, (3) unconditional, (4) assignable, (5) not subject to set offs, (6) is of a kind transferred to lenders at discount not great than time value of money

3. ISSUE: Notes for sale of property?
a. RULE: Even if they don’t meet the Cowden Factor test, still must include in year of receipt UNLESS installment sale rules apply. §1001(b)
c. In Employment Settings

i. RULE: Employers deduct when employees include in income! §§83(h), 404(a)(5)
ii. §409A

1. RULE: For nonqualified deferred compensation plans (i.e. not retirement plans), TP must elect the compensation plan BEFORE the year in which TP will earn the income!

a. NOTE: 20% penalty for not complying

2. ISSUE: Rabbi Trusts?
a. RULE: §409A limits the ability to create them.

3. ISSUE: “in the money” stock options?

a. RULE: If employee stock option is “in the money,” immediate income inclusion (rather than waiting for vesting). Also subject to 20% tax!

iii. §83

1. RULE: where an employee is paid with property instead of cash for compensation, must include the difference between FMV and purchase price at the time of vesting.  
a. ISSUE: Property?
i. INCLUDES money set aside from claims of creditors in trust and escrow (replacing economic benefit doctrine)

ii. Unfunded, unsecured promise not included

2. EXCEPTION: §83(b) election (include at the time of receipt. Any further appreciation is capital gains, not OI!)

3. Issue: Stock options?
a. RULE: not considered for §83 unless option itself is publicly traded (which is rare)

b. RULE: SO important date is the exercise date, in which case, TP includes the difference between FMV of property and amount paid!

2. DEDUCTIONS
a. RULE: deduct when paid. Reg. §1.446-1(c)(1).
i. ISSUE: what happens when it takes a long time to deliver check?
1. RULE: does not matter. It matters when you send it.

ii. ISSUE: Online banking?
1. RULE: Probably when it is difficult to undo payments.

b. EXCEPTIONS:

i. Expenses paid with borrowed funds (credit cards, loans)

1. RULE: generally, it is okay UNLESS it is TP’s own note. 

ii. Prepaid Expenses

1. RULE: If expenses creates asset with useful life which extends substantially beyond the close of the taxable year, must be pro-rated over life of expense. Boylston Market.

a. ISSUE: Substantially beyond the close of taxable year?

i. RULE: more than 12 months AFTER the YEAR. Zaninovich,
ii. EX: Buying 18 months of insurance on July 1, Year 1. Cost may be deducted in full because less than 12 months after the close of year 1!

iii. Deposits
1. RULE: Only deductible when they become payments

a. When is that? If payor can ask for money back!

Accrual Method

1. Issue: Who must use it? 
a. Generally, C corps or partnerships with c corps as partners, unless a small corporation with under $25 million gross receipts. §§447 and 448
2. INCOME INCLUSIONS

a. RULE: (1) all events have occurred to fix right to income and (2) amount can be determined with reasonable accuracy. 
i. Reflects certainty

ii. Issue: All events?
1. All events=all substantive events. Ministerial events can remain
a. The real question is… Was this step important or meaningful?
b. EX: Harmon( government audit of contractor’s bill was an important step.
2. Issue: When do “all events” occur for sales transaction?
a. RULE: At any point (delivery, transfer of title, when goods are shipped) so long as it is used consistently!
iii. Issue: Does the fact that you cannot figure out the amount correctly change anything?
1. RULE: No, so long as you can get to the correct amount with reasonable accuracy. Make adjustments later.
iv. Issue: Do suspected bad debts change anything?
1. RULE: No, unless you are service provider in §448(d), in which case you can include amounts you think you will get.
a. Can take a bad debt deduction later if you have to include, however.
v. Issue: Do expected sales returns mean anything?
1. RULE: No. Must still include. 
b. Issue: How do we treat advance payments?
i. RULE: There is an exception for advance payments, in that a taxpayer must include them upon receipt, unless an exception applies. 
1. Reflects certainty

ii. Exceptions

1. Fixed Dates for Performance (Artnell—baseball tickets case)

a. NOTE: Cases consider the fact that income won’t go untaxed for a long time. Make note. 

2. Rev Proc. 2004-34: when some portion is deferred in future years for financial accounting purposes (which reflects conservatism), there can be a LIMITED deferral to match income with expenses!
a. RULE: 

i. Cannot defer beyond what GAAP says
ii. Must include in year 1 and/or year 2. Everything that is included in subsequent years for financial accounting purposes, MUST be included in year 2, unless Year 3 is a short year (92 days or less). 

iii. (Important) must know upon receipt when TP will earn the money or when it would be included in financial statement. (gift card example in Rev.Proc.)
3. Deposits:

a. RULE: Think about when a purchaser uses the payment as a placeholder (deposit) or plans on purchasing the item (prepayment). Names may not have bearing.

3. DEDUCTIONS

a. RULE: (1) all have events occurred which fix liability, (2) amount can be determined with reasonable accuracy, and (3) economic performance

i. Issue: Fixed liabilities?
1. RULE: we need to know the TP is definitely on the hook for it. Discretion does not work.

a. Hughes: Under the state law, a casino was required to pay out a percentage of Year 1 revenues in a jackpot. This state law made it fixed that the casino would need to pay, even if it would not happen in Year 1. Court held casino could deduct expense in Year 1. 

ii. Issue: Ministerial Events?
1. RULE: Think big events that could change whether TP would need to pay or not.

a. EX: business offering a rebate to another business, vs. a business offering to a customer. The parties do not file claims in Year 1. In the former, it is likely that second business will file claim, and that this is just the business reality. In the latter, customer may not even apply for a rebate. 

iii. Issue: Reasonable accuracy
1. RULE: we do not need to know exact amount and can use data or estimates, so long as they prove amount of liability, not liability in general. 

iv. Issue: Contested Liabilities?

1. RULE: Can deduct, even though the all events test may have not been met. 

v. Issue: Economic Performance
1. When liability paid: Workers’ comp, tort liabilities, breach of contract, fines, settlements
2. Services or Goods Provided to TP: As they are provided, not when paid

3. Use of Property (Rent): As TP uses the property, not upon prepayment

4. Services or Goods Provided by TP: As TP incurs costs associated with the services or goods.

5. Interest: as it accrues

6. EXCEPTION: Recurring Items Exception
a. All events test met

b. Economic performance within 8.5 months after close of taxable year

c. Item is recurring

d. Item is being consistently reporting under this exception

e. Either

i. Item is not material or

ii. Taking a deduction results in better matching of income and expense (think)

Accounting Method Per Item
1. RULE: For each material item (an item that involves proper timing for inclusion or deduction), a method of accounting is developed if treatment was CONSISTENT.
a. Issue: Consistency
i. For correct treatments = 1 year

ii. For incorrect treatments = 2 years

2. Issue: What if one wants to change treatment?
a. RULE: must file IRS Form 3115. §446(e); Treas. Reg. §1.446-1(e); Rev. Proc. 97-27.
b. If done without approval, IRS will generally make a TP revert to original method, even if improper. If improper, can even be penalized. But if with consent, no penalty. 

3. Issue: How do you change an accounting method?

a. RULE: Change must be made so as to prevent amounts being omitted or duplicated, usually done by a §481 adjustment.
b. §481 adjustment:

i. For voluntary changes
1. Positive changes( included, but spread over 4 years

2. Negative changes( deductible in the year of change

3. Audit protection!

ii. For involuntary changes( include adjustment in year of change, not the 4 years!!
4. Issue: Is this a change of accounting method OR a change in treatment resulting from a change in underlying facts (i.e. company policy)?
5. Issue: Is this a change of accounting method OR a math correction or posting error?
a. Sub-Issue: Look at how long this mistake has been going on for. If continuous, might be an accounting method!

Procedural Rules 

1. Tax Benefit Doctrine §111
a. Context: Deduction in earlier year, income in later year
b. Summary: If TP pays an expense in one but recovers it or has it returned in a later year, he must include TO THE EXTENT he received benefit from it. If he did not, excluded via exclusionary rule. (fundamentally inconsistent?)
c. Issue: improper deduction in the first year? Unclear answer but think about consistency!

d. NOTE: cannot amend old tax return because it was correct at the time of filing.

e. NOTE: If both the transaction and recovery happen in the same year, they are netting. Any excess is deducted.

2. Claim of Right Doctrine North American Consolidated Oil
a. Context: Income in earlier year, deduction in later year

b. Summary: A TP must include income received under (1) a claim of right in the year of receipt if (2) receives free of restrictions, even (3) if he may be required to return in a future year.

i. Issue: Claim of right
1. RULE: TP must treat as belonging to TP, not someone else (like Agent TP’s principal)
a. If he renounces right, no claim of right

ii. Issue: Mistake 

1. RULE: Claim of right doctrine applies SO LONG as there is a bonafide claim (must not know of mistake)

iii. Issue: Free of restrictions?
1. RULE: TP must have unrestricted access to funds!

a. Contingent obligation to repay is not enough

iv. Issue: Received and repaid same year?
1. RULE: no inclusion
v. Issue: Amounts received wrongfully (robbery, embezzlement, etc.)
1. RULE: Still must include 
c. Repayment: 
i. RULE: May take deduction as long as it is allowed (i.e. §§162 and 165(c)). 
1. NOTE: Deduction is the same character as previous inclusion. Arrowsmith.
3. Claim of Right Repayment Credit §1341
a. Context: income in earlier year, deduction in later year, but deduction may not make TP whole.
b. Summary: If deduction in later year won’t make TP whole (i.e. because of a bracket shift), TP may get a credit for the amount of income included in previous year, so long as the deduction (1) exceeds $3000 AND (2) TP had an apparent (not absolute) right to income
i. Issue: illegal income?
1. RULE: does not apply
ii. Issue: Absolute right? (important)
1. Think about subsequent events that happen after the inclusion. 

2. If based on incorrect assumption, then not apparent right, not absolute.

3. If based on subsequent event, might be absolute right.

iii. Issue: Is deduction allowed and does it exceed $3000?
4.  Statutory Mitigation §§1311, 1312, 1314
a. Context: rewinding SOL to adjust double income exclusion/inclusion or deductions in a subsequent year

b. Summary: (1) there is determination that some prior treatment is incorrect (like court case), (2) the determination falls within one of the circumstances in §1312 (double inclusion/exclusion, deduction), (3) on the date, correction of error is prevented by SOL, and (4) the party benefitted from SOL passing must have maintained an inconsistent position (important)
Steps:


Was a gain/loss realized? If so, determine the gain/loss.


Is there a nonrecognition rule that applies?


Does Installment Sale Reporting apply?


What is the appropriate rate(s) at which gain would be taxed?





Gain or Loss Realized= Amount Realized less Adjusted Basis





NOTE: First ask( is it depreciable?





Summary of Basis Calculation for Property Received:





Taxpayer’s basis in the property given up


+ debt assumed on the property received


+ cash PAID


-- cash RECEIVED


-- relief of indebtedness


+ gain recognized in the §1031 exchange (this is where property goes)





3 Steps 


If note does not bear adequate stated interest, figure the unstated/hidden interest using OID rules in §1274


Compute the gain on the transaction, and the ratio of the gain on the total amount received, contract price, which does not include amounts of debt relief (nonrecourse or recourse)


Apply GPR to each payment to be received





Steps:


What is the character of each asset?


Can you net?


Determine the rates, capital or ordinary





Exclusion Ratio= (Investment in the Annuity K) / (Expected Return from Annuity K)











