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Chapter 1: Introduction
1) Role of Income taxes and Intro to terminology and structure

Who is the Taxpayer

Taxpaying Unit
The individual is the basic taxable ‘unit’ for federal income tax purposes

Dependent children are aggregated with the TP who supports the dependent 

Married couples are aggregated and can file a joint return (or can file separately)

Married people (including same-sex) file jointly b/c the rates are more favorable if married TPs file jointly

Domestic partnerships or civil unions are not treated as married for purposes of federal tax law 

4 Categories of individual filers

Individual (unmarried; no dependent children)

Head of household (HoH) (unmarried person with at least 1 dependent child)

Married filing jointly (MFJ) (married couple filing a joint return)

Married filing separately (MFS) (married couples filing separate tax returns)
Steps to determine tax liability for a year
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Introduction to Terminology and Structure

Step 1: Gross Income §61(a)(2)-(3): gains derived from business and any gains derived from dealings in property 
Appreciation in the value of property is taxed when the gain is realized (ex: when property is exchanged or sold)
Amount realized §1001(a): the amount the taxpayer receives on the sale or exchange of property

Adjusted Basis: The taxpayer’s unrecovered investment in the property
Basis for gift: the basis of the property in the hands of the person who gave the property
Basis for bequeath: Rule for property acquired from a decedent via bequest or inheritance is that the recipient would have a basis that is the fair market value on the date of the decedent’s death.
Exam tip: depreciation reduces the TP’s basis
Policy: TP not taxed until gain is realized b/c the TP doesn’t have the money to pay the tax and b/c it’s hard to determine the amount of gain until the property is sold
Realized Gain §1011 = amount realized – adjusted basis in the property sold
Realized gains are recognized UNLESS OTHERWISE PROVIDED IN THE CODE
Nonrecognition rules: apply to transactions in which the TP has exchanged property but has continued her investment in another form (Ex: 1031 Exchange – like-kind exchange)
If 1 of the specific nonrecognition rules applies to a transaction, the tax on the gain realized in the transaction is deferred until the taxpayer sells the property received in the nonrecognition transaction

A TP’s GI from “dealings in property” is net of the TP’s unrecovered investment in the property

EX: B buys land as an investment in year 1 for $400,000. B sells the land for $2 million in year 10. The amount realized is $2 million and the adjusted basis is $400,000. T

The Realized Gain = $2 million - $400,000 = $1.6 million in GI

Realized loss = TP’s adjusted basis – the TP amount realized 

Step 2: Adjusted Gross income: Gross Income – (ATL Deductions) [certain costs of earning income and the following deductions in §62]
Above the Line deductions: Deductions taken into account in determining AGI (§162)
Below the line deductions: Deductions taken into account only after AGI has been determined

Includes personal itemized deductions that are exceptions to §262
Step 3: Taxable income: § 63: TI = AGI – (§199A deduction for unincorporated business + [greater of standard deduction OR itemized deduction]
An individual taxpayer can deduct the Standard Deduction or her Itemized Deductions, but not both
Standard deduction: ensures that lower-income taxpayers do not have to pay tax and frees many taxpayers from having to keep records of their itemized deductions

Exam tip: Eliminating the Standard Deduction for all taxpayers would make the income less progressive. 
A TP w/ a low taxable income has her average tax burden dramatically reduced by the standard deduction, whereas a high-income TP only sees a slight reduction in her average tax burden
Eliminating the standard deduction thus would cause a larger increase in the average tax burden of low income TP
Itemized deductions: all deductions other than §199A deductions. For example, deductions for state and local property taxes and income or sales taxes, charitable contributions, and home mortgage interest.

The general rule of §262 provides that taxpayers may not deduct personal expenses. Itemized deductions, such as the home mortgage interest deduction and charitable contribution deduction, are exceptions to the general rule. Itemized deductions are “below-the-line” deductions because they are subtracted from Adjusted Gross Income to compute Taxable Income (assuming the taxpayer’s Itemized Deductions exceed the Standard Deduction).
Expenses incurred in business or in the production of income (i.e., rent and utility bills paid by a business)

If an expense creates an asset that will last beyond the year in which the expense is incurred, the expense cannot be deducted in full in the year in which it is incurred. This type of expense must be capitalized. 
If the expense is incurred to purchase an income-producing asset that will be used in the business and has a limited useful life, the TP’s expense for the asset is allocated across the years in which the asset is expected to produce income

Each year during the useful life of the asset, the TP will deduct a portion of the cost of the asset, in the form of depreciation deductions. 

If the asset purchased by the TP does not have a limited useful life (like raw land), the TP is not permitted to recover her investment in the asset until she sells or exchanges it, at which time the TP’s amount realized for the asset is reduced by her adjusted basis in the asset 

Step 4: Compute the Amount of tax due on the TP’s Taxable Income §1(a)-(d)
2 types of tax rates 

Ordinary Income Rates: tax that apply to all income other than capital gain

Rates = 10-37% (0 rate is implicit for very low income TP) – IRS adjusts for inflation

Capital Gain Rates: Gain from the sale of a capital asset (investment assets)
Reduced tax rates (0-20%) on capital gain
Progressive: As TP’s income increases, the rate of tax increase

Marginal rate: the rate applicable to the last $ of income earned by the TP 

Exam: High Marginal Rates are more likely to produce inefficient behavior than high average rates/ Effective Rates. A TP’s marginal rate determines the after-tax income she will receive from working an extra hour. If the rate is high, she may choose not to work even if, in the absence of a tax, she would be willing to do so.
Nominal tax rate: the rate stated in the IRC

A rate structure that applies a single nominal tax rate is a “proportionate rate”

Some taxes (excise taxes on p or clothing) are “regressive” – the tax is a higher % of a low-income person’s income than a high-income person’s income

Although high-income TPs purchase more clothing, low-income TPs spend a higher % of their income to purchase clothing ( making a tax on clothing regressive
Effective rate: Total Tax paid / total income for a TP for the year (also called the TP’s average rate)

Zero rate: When a TP does not owe tax if her TI does not exceed the sum of her standard or itemized deductions plus her §199A deductions 

The progressivity of the income tax encourages high-bracket taxpayers to attempt to shift income to family members in lower rate brackets

Business Income Reporting for C and S Corporations

C corporations are separate taxpaying entities and are taxed at progressive rates

A C corporation is a business entity that is “incorporated” under state law and is not an S corporation

S corporation: A corporation is only an S corporation if it meets certain eligibility requirements and elects to be an S corporation

Individual Income taxes are distinguished from corporate taxes
§1 imposes taxes on income for individual – file Form 1040
11 imposes “corporate” income tax on C Corporations – file Form 1120
Passed through: the annual income of business entities other than C corporations is passed through to the owners of the business and reported on their individual 1040 
Pass-through business entities include S corporations and unincorporated entities like partnerships and LLCs
Only C Corporations are taxed separately from the individual owners of the business entity. For other business entities, the income of the business passes through to the individual owners of the business. Partnerships, LLCs, and S Corporations are pass-through business entities.
Capital Gain: Gain from the sale of a capital asset
Capital Asset: an investment asset as opposed to an asset used in an operating business

Short-term capital: if the capital asset sold was held by the taxpayer for a year or less before the sale
Individuals, estates, and trusts pay lower tax rates on capital gain other than short-term capital gain

High bracket taxpayers pay less tax on capital gain than on ordinary gain, so they prefer to characterize gain as capital
Step 5: Reduce the Tax by any Tax Credits
Credit: a direct reduction in tax
Deduction or exclusion: reduces the taxpayer’s taxable income; it reduced the tax due from the taxpayer by an amount equal to the product of multiplying the deduction or exclusion by the taxpayer’s tax rate

Example: $1,000 tax deduction, 37% tax bracket. The tax payer saves ($1000 * 37%) = $370 but a $1,000 credit saves the taxpayer $1,000 of tax.

If the TP’s refundable credits > the TP’s tax due, the taxpayer receives a tax refund
If the taxpayer’s tax due exceeds the taxpayer’s credits, the taxpayer owes tax

2) Time Value of Money and the Value of Deferring Tax
Overview
Time Value of money: 
Concept that a dollar today is worth more than a dollar received in the future and a dollar paid todays costs more than a dollar paid in the future 
Deferral of Tax: advantageous to a TP because he can invest the deferred tax and earn income on it until it is paid to the government
Can quantify the savings for deferral by calculating the amount that needs to be set aside in year 1 so that the sum of the amount set aside and interest earned will fund the future tax liability
Exam tip: The value of deferral is the equivalent of a reduction in rates. A TP in a 35% bracket who owes $20k of tax can defer and have the PV of the tax be $12,418, which is the equivalent of reducing a TP’s tax rate to 21.73% (these #’s are only illustrative)

Ex: Could pay $1 of tax today or pay $1 tax 20 years from now. Based on the Present Value formula and interest rate – it means that you can set aside only $0.15 and it will completely fund the $1 of tax liability in 20 years 
Present Value Formula: = Future Value / (1 + r) ^n

R = Interest rate or discount rate

N = number of periods of deferral
Tax lawyers structure transaction to defer tax liability by deferring income and accelerating deductions

3) Alternative Tax Bases: Consumption Tax and Value Added Tax

Overview

Income Tax is the largest source of Revenue for the federal government

Unlike most other developed countries, the US doesn’t impose a VAT 

Haig-Simons Definition of Income (ideal definition of income)
Income = sum of (i) the taxpayer’s personal expenditures for the period plus (or minus) (ii) the taxpayer’s increase (or decrease) in wealth for the period 

AKA Haig-Simon: Income = Consumption + change in Wealth

Consumption: Expenditures for non-business related necessitates like daily expenses and vacation

Change in Wealth: Amount of less savings A has and if A incurred any debt 
HYPO: B earns $50k in wage in Y1. He saves $10k and spend $40k. In Y2 B earns another $50k in wages and earns $1k on his $10k of savings. In Y2 B consumes all of his year 2 income and all of his savings from y1
Under HS: in Y1: B has a tax base of $50k ($10k Increase in wealth plus $40k consumption. In Y2 B has a tax base of $51k ( $61 personal consumption plus negative $10k change in wealth)

Exam tip: A pure HS based income tax would require a taxpayer to pay tax each year on her net accretion to wealth, whether she spent it or saved it. 

A TP receives no deduction when amount are placed in a money market account and is taxed on the annual accretion to wealth attributable to such amounts

The base is the taxpayer’s change in wealth plus personal consumption (expenditures for non-business related necessities such as food, clothing and lodging)
IRC §61 adopts a comprehensive definition of income (albeit with a realization requirement), consistent with the broad “accretion” definition of income in case law. Section 61 is not as broad as the Haig-Simons ideal definition of income, however
Alternative Tax Bases 

Cash flow consumption tax 
Tax an individual on gross income but allow a deduction for income that is invested. 

Under a cash flow consumption tax, the full amount of the investment or saving is currently deductible from gross income. 
The amounts saved are taxed when withdrawn and used for personal consumption. The treatment of an Individual retirement account (IRA) is consistent with a consumption tax

HYPO: See H-S HYPO – under a consumption tax, B has a base of $40k in Y1 and $61k in Y2 (b/c the full amount of the investment/saving is deducting from GI)

Supported on the rationale that it would encourage saving and investment. Opposed on the rationale that it would only benefit the wealthy, who account for a disproportionate amount of the nation’s savings and investment

A consumption tax can be levied at different rates for taxpayers with differing amounts of consumption
Ex: Retail sales Tax, Value Added Taxes, Goods and Services Taxes. 

A yield exemption consumption tax uses the same definition of income as Haig-Simons, but under a yield exemption tax, the proceeds on a savings or investment is tax-free

Appreciation in Property and Consumption v. Yield exemption:

Property appreciation is treated more favorably than it would be under a pure income tax b/c taxation of annual accretion to wealth is deferred until realization

Property appreciation is treated less favorably than it would be under a yield exemption consumption tax b/c the annual accretion to wealth is eventually taxed

Treated less favorably than it would be under a cash flow consumption tax b/c a TP cannot deduct the amount she invests in the property
Value Added Tax: VAT

A form of a sales tax; similar to state and local sales tax
Unlike most developed countries, the US does NOT impose a VAT
Difference is that VAT is collected piecemeal from the links of the chain of production, while a sales tax is collected solely from the retailer. 

Both a VAT and retail sales tax increase the cost of goods to consumers
VAT v. Income tax

Under an income tax: an individual is taxed both on the portion of income she spends and the portion of income she saves or invest. 

A VAT applies only to sales of goods or services so that no tax is collected on the portion of income that is saved

Other Tax Bases
Wages: Payroll Taxes: Social Security and Medicare 

For most Americans: their annual payroll tax (including Social Security and Medicare) exceed their annual income tax

Social Security is imposed on a capped base of wages
Wage cap is adjusted annually (in 2019 the capped bas was $132,000)

There is a cap b/c Social Security is a wage replacement insurance program, but it is designed to replace only a limited amount of wages

Tax rates: Employee and employer both pay 6.2% (or 12.4% if self-employed) 

Medicare tax base is not capped and the payroll tax rate was 1.45% for both employees and employers

IRC §1411 imposes a 3.8% Medicare tax on net investment income

Commodities: Excise Taxes – federal, state and local taxes on gas, tobacco, and alcohol

Wealth: Property taxes and wealth transfer taxes. Ex: Local property taxes on real estate, or federal estate and gift taxes 

US Federal Income Tax as a Hybrid of Income Tax and Consumption Tax

Defining Income and Consumption
Income = Consumption + Change in wealth during the period (a calendar year)

Under the Haig-Simons ideal definition of income, accretions to wealth are taxed in the period (the calendar year) in which the accretion occurs, without regard to realization or liquidity

Consumption = Income – Savings + Dis-savings

4) Tax Administration and Litigation

Tax Administration
Treasury Regulations
One important responsibility of the Treasury and IRS is to provide guidance to taxpayers as to interpretation of the law

Treasury regulations – representations of the view of the IRS as to the meaning of a Code section so a TP may argue that a regulation is invalid
Treasury Regulations are Interpretive regulations: meaning they are promulgated under Code 7805, which grants the Secretary of the Treasury and the IRS authority to interpret provisions of the Code 
Treasury Regulations are Legislative Regulations: When Congress puts an administrative grant of authority in a regulation - when a Code provision is incomplete and requires filling in 
Courts give more deference to regulations (even though not technically the law) and only invalidate them in unusual circumstances
Treasury Regulations are first issued as proposed regulation so that TP and their counsel can formally comment on the regulation before it’s finalized
Revenue Ruling: The IRS’ view on a particular issue. They’re generally short, describe a hypo fact pattern, frame an issue, and give the IRS’ view as to the correct outcome of the case

Revenue Procedures: describe the internal practice and procedures of the IRS, but occasionally also address issues that might be characterized as substantive.

Both Revenue Ruling and Procedures are published in the weekly Internal Revenue Bulletin (IRB) and at the end of the year the IRBs for the year are compiled in the Cumulative Bulletin
Private Letter Ruling: When the IRS rules on the tax consequences of a particular TP’s prospective transaction

Not officially published and only applies to the TP who requested the ruling

They are published in a redacted form

Can’t be cited as authority, but can provide insight into the IRS position on an issue 

Technical Advice Memorandum: similar to a private letter except that the advice is requested after the transaction with uncertain tax consequences has occurred and the TP has been audited
Taxpayer Publication: IRS publishes informal guidance to TP, but a TP is not entitled to rely on positions the IRS takes in its own Taxpayer Publication. These are the weakest type of persuasive authority the IRS issues.

Litigation

How a tax case gets to court

Assessment: a bookkeeping entry

The IRS cannot being collection on an underpayment of tax until the tax has been assessed

Ex: if a TP files a tax return, shows taxes due but doesn’t pay the tax, the IRS can immediately assess the tax shown is due on the return and proceed to collection

IRS Selects the return for examination

The IRS may seek additional information from the TP or may assert a tax deficiency (meaning the TP owes additional tax)

Correspondence Audit: A request for information

The IRS sends a TP a letter saying they need certain backup documentation for the TP’s tax return

If TP provides adequate documentation for the position they took on the return, IRS will not assert a deficiency. However, if the TP can’t provide adequate documentation, the IRS may assert a deficiency

Office Audit: A TP or his representative meet the IRS agent to review the TP tax return. If the TP agrees with the IRS examiner’s conclusion of an asserted Tax deficiency, the TP will execute a waiver of the TP’s right to litigate 

Through agreement and waiver, the TP has agreed to an assessment of the tax due – if the TP does not pay that amount, the IRS can proceed to collection 

If a TP does not agree with the examiner’s conclusion at the end of the audit, the examiner with send the TP Revenue Agent’s Report (RAR) and a 30 day letter in which the agent explains the reason for the assertive tax deficiency and notifies the TP that she has 30 days to file an administrative appeal of the agent’s determination
The TP can also agree there was a deficiency, waive the right to litigate, and execute a waiver

A TP might want to pay it as soon as possible b/c interest runs on the deficiency from the original due date for the return for the tax year audited.
In the case of overpayment, The government pays interest on the amount of the overpayment

TP files a protest with the IRS Appeals Office within 30 days

The TP and the IRS Agent meet with the IRS Appeals Officer 
Vast majority of tax controversies are settled by the Appeals Office

Goal of IRS Appeals Office is to help the IRS and the TP reach an agreement

If a TP fails to respond to the 30-day letter or the tax controversy is not resolved in the appeals process, the IRS will issue the TP a statutory notice of deficiency (a 90 day letter). 
The 90-day letter gives the TP 90 days to file a petition in the US Tax Court and litigate the issue

IRS must issue a 90-day letter before a TP can file a petition in the Tax Court
If the TP does not file a Tax Court petition during the 90-day period, the IRS may immediately assess the tax deficiency asserted by the IRS and proceed to collection.

Tax Court and Possible Judicial Appeals (3 different Trial Courts)
US Tax Court

Located in DC, but these judges travel the country to hear cases
TP does not have to pay the asserted deficiency to litigate in tax court
This is why most tax controversies are litigated in Tax Court)

Decisions are appealable to the court of appeals for the circuit in which TP resides

Follows the precedent of the court of appeals for the circuit where the TP resides (Golsen rule from Golsen v. Commissioner)
Opinions:

Heard by 1 judge who decides the case

Memorandum Opinion: (a written opinion) – not precedent that binds Tax Court

A judge decided whether a case is a memorandum decision or a regular decision – only regular decision binds the Tax Court in the future

Federal District Court 

TP can sue in Federal District Court where the TP resides

Allows for jury trials
TP MUST PAY THE ASSERTED DEFICIENCY and then sue for a refund in order to litigate in federal District Court 
US Court of Federal Claims

Located in DC (these judges do not travel to hear cases)

Follows the precedent of the Court of Appeals for the Federal Circuit
TP MUST PAY THE ASSERTED DEFICIENCY and then sue for a refund in order to litigate in the claims court
SCOTUS

The losing party at the intermediate appellate level can file a petition for certiorari for SCOTUS to hear the case. 

Statute of Limitations

3 years from the date return was filed or the due date of the return

If TP omits a substantial amount of income, then 6 years
If TP files a fraudulent return or fails to file, then open SOL

Sources of Tax Law

Primary Authority
	Legislative
	Judicial
	Administrative

	Internal Revenue Code
Legislative Hx

Pending Legislation
	U.S. Tax Court
U.S. District Court

U.S. Court of Federal Claims

U.S. Court of Appeals

U.S. Supreme Court
	Treasury Regs

Interpretive v. Legislative

Revenue Rulings

Revenue Procedures

Private Letter Rulings

Technical Advice Memoranda


5) Tax Legislation 

Legislation Process

House Ways and Means Committee
Draft the bill and sent it to the House floor with the House Report (which explains the existing law and the reasons for making the changes included in the bill). The bill is debated on the House floor and then, if approved, goes to the Senate Finance Committee

Senate Finance Committee 
Holds hearings and prepares its versions of the bill and the Senate Report. Then the bill goes to the Senate floor.

If the Senate approves the bill – the House and Senate bills go to the Conference Committee 
Conference Committee

includes members from the House Ways and Means Committee and the Senate Finance Committee

The Conference Committee reaches compromises on the provisions that vary in the House and Senate versions of the bills and sometimes adds new provisions. The conference committee also prepares the Conference Committee Report
Then both the House and Senate vote on the conference bill 
If passed and signed by the president, the provisions of the new law are then incorporated into the Internal Revenue Code

Enactment date - the date that the President signs the legislative bill

Effective date - the date when the Code goes into effect

May not be the same as the enactment date

Congress often makes tax legislation retroactive

Sunset - some provisions in the code are set to automatically expire (sunset) in a future year
Joint Committee on Taxation (JCT)

After a major tax act is passed, the staff of the Joint Committee on Taxation (JCT) prepares an explanation of the new law.

2 Main Functions of JCT: 

Review and approve or disapprove any large tax refunds

JCT staff assist in drafting tax legislation and prepare the post-enactment explanation of the new tax act called “The General Explanation of the Revenue Provisions of [the name of the act].” Referred to as the “Blue Book”
The Blue Book does NOT reprint the new law; instead, it explains the new law
6) Tax Policy

Equity

Horizontal Equity: that similarly situated taxpayers should be taxed similarly. Taxpayers with equal income should pay equal tax
Vertical Equity: Vertical equity requires an appropriate pattern for differentiating between taxpayers who are not equally situated. Meaning we need an appropriate pattern for differentiating between taxpayers with different amounts of income. 
Appropriate pattern for distinguishing b/w TP who have different amounts of income
The traditional focus is on taxpayers, “ability to pay” tax and assumption of declining marginal utility of income
The declining marginal utility of income assumes that marginal dollars of income produce less and less utility to the taxpayer as the taxpayer's income increases.
EX: an extra $100 for Bill Gates produces almost no, marginal utility. But an extra $100 of income for a poor taxpayer would produce a large marginal utility. 

The idea is that as marginal utility of income increases with income, so too the ability to pay tax increases with income. 
If higher income, then able to pay more in tax without suffering a diminution of welfare
Because the disutility of giving up marginal income to pay tax gets smaller as the taxpayer's income increases, the focus on ability to pay, plus the assumption of declining marginal utility, is what justifies our progressive rate structure. 
Progressive Tax Rates: tax rates, the percentage rates, increase as income increases. 

Theories of Justice Invoked in Tax policy

Utilitarianism – supports redistributive taxation
Utilitarianism + declining marginal utility of income supports progressivity

Progressive Tax: The utilitarian argument in favor of a progressive tax is that money is more valuable to the poor than to the rich. A utilitarian would not favor complete equality of income because it would eliminate most work incentives and thus lower total wealth greatly. A utilitarian would balance the utility gain from redistribution against the utility loss from decreasing total wealth.
Rawls Theory of Justice – supports redistributive taxation
Rawls supports progressivity b/c Rawls’ theory focuses on improving the well-being of the least well off persons in society

Libertarianism – does not support redistributive taxation
Focuses on rights and views redistributive taxation as coercive

Assuming declining marginal utility of income, strict Utilitarians (including Utilitarian Libertarians) and Rawlsians (following the maximin approach) likely would support redistribution through the tax system. Deontological Libertarians would oppose redistribution through the tax system because they believe free market transactions achieve a just distribution of resources.
Chapter 2: Gross Income Characteristics
7) Noncash Compensation: Fringe Benefits

Overview
Overview
§61(a)(1): EE must include in GI compensation for services, including the value of in-kind ER provided fringe benefits (whether cash or property)
Old Colony Trust Co: an ER’s payment of an EE’s federal income tax constituted additional income to the ER (notwithstanding the fact that the payment was made by the ER directly to the federal government) 

Rationale: the “form of receipt” is irrelevant—a gain derived by the employee from his labor is equivalent to receipt by the person taxed (See also Reg. §1.61-1a)
Reg. §1.61 -2(d)(1): “[I]f services are paid for in property, the Fair Market Value (“FMV”) of the property taken in payment must be included in income as compensation.”
Analytic Framework

Step 1: if ER gives EE something she needs to do her job, (like staplers, notepads), that’s not a fringe benefit and you do not need to find an exception

Step 2: if ER gives EE something that looks compensatory b/c the EE is providing services, then you need to look for specific exclusion
Is the ER trying to slide compensation to the ER in a non-taxable way?

What was the motivation of the payor? If motivation was a trade/business motivation (like promoting productivity) that wasn’t compensatory ( then not income and do not need to find an exclusion 

U.S. v. Gotcher: the TP excludes from GI, if the party who paid an expense that benefitted the TP did so primarily for a legitimate business purpose other than compensating the TP

Ex: ER offering health and wellness classes b/c they think it’ll make their EE more productive (so b/c business reason don’t need to look for health/wellness exclusion

Ex: sleeping pods (not lodging), providing EE time to collaborate w/ other EE 

Note: Motivation of Payor applies to benefits offered to spouses as well. If the spouse is included b/c they person they are trying to motivate wouldn’t go w/o spouse then Gotcher would say spouse can include a business trip too, but not if spouse basically just goes on vacation

Both Gotcher and §119 support an ER giving an EE’s spouse lodging and free meals too 

Step 3: is there a specific exclusion statute that applies (§105, 106, 119, etc)

Employer-Provided Meals and Lodging

§119(a) and Meals: 
Excludes from GI the value of meals if 
(i) the employer furnishes meals to an employee, her spouse, or her dependents (generally minor children); 
Elderly relatives who are supported by the EE-TP may also qualify as “dependent”

(ii) the meals are provided for the convenience of the employer; and 
(iii) the meals are provided on the business premises of the employer
If an ER provides benefits to someone who is not the TP’s spouse or dependent (Domestic Partner or Civil union partner or significant other), the EE TP (not the non-EE who receives the benefit) must include in GI the FMV of the benefits provided to them
Exception: Non-Spouse: EE is offered free meals by employer that counts under §119, but so is his domestic partner. Thus, Domestic Partner must now include 50% of the value of the meals and lodging and then EE must now also include 50% of value of meals and lodging 

Exam tip: If §119 doesn’t apply ( see if de minimis fringe exclusion applies for food

Furnished: §119 does NOT cover amounts reimbursed for meals 

C v. Kowalski: K was state trooper who was required to eat meals within an assigned patrol area and received meal allowances in amount equal to 19% of his wages.

Policy: §119 was intended to cover situations in which EE is constrained in his food choice. Kowalski wasn’t constrained – the reimbursement system made it possible for him to choose from a wide range of restaurants

If EE has choice in accepting the meals and paying for them or of not paying for them and providing his meals in another manner ( §119 does NOT apply
Exam: meals furnished to restaurant EE / other food service EE for meal period in which the EE works is regarded as furnished for a substantial no compensatory business reason (and thus subject to §119 exclusion)- irrespective of whether the meal is furnished during, before, or after working hours of the EE Reg. §1.119-1(a)(2)(ii)(d)
Exception: §119 does not cover meals furnished to EE to promote morale or good-will of EE or to attract prospective EEs Reg. §1.119-1(a)(2)(iii)
Business Premises: Include homes that were located near the property where the employer conducted most of its business

Reg. §1.119-1(c): Business premises means the place of employment for the EE. 

Meals and lodging furnished in the ER’s home to a domestic servant would constitute meals and lodging furnished on the business premises of the ER
Meals furnished to cowhands while herding their ER’s cattle on leased land would be regarded as furnished on the business premises of the ER

Lindeman v. C: A house across the street from the employer’s PPOB was “on” the employer’s business premises because the employee who lived in the house performed some of his duties in the house. Important to note that in this case the house was owned by the hotel too
C v. Anderson: Business premises of a motel did not include a home for the motel manager, which was located 2 blocks from the motel, b/c the EE did not perform a significant portion of his duties there

Convenience of the employer: Showing that the EE is required to be on-call even when he isn’t working

Benaglia v. C: manager of hotel could exclude value of meals/lodging provided at hotel b/c he was required to be on duty continuously. The meals/lodging were valuable, but they were provided so that the manager could perform his duties and not as additional compensation
Ex of not of convenience: If ER provides  box lunch on site but there is availability of nearby pizza shop could suggest the box lunch is not for the convenience of the ER b/c the availability and use of the nearby pizza shop suggests there is no business reason to eat lunch at the ER place of employment
Exam: When free food and lodging are required as a condition of TP’s employment and there is a good business reason for TP to be available for emergencies then the free food and lodging is tax-free under §119. This is similar to Benaglia, where the manager of a hotel was not taxed on free room and board b/c it was given to him for the convenience of his ER
GOOGLE EE Ex: ER provides meals on-site to EE ( can make argument Google provides on-site meals options to promote EE collaboration and to encourage EEs to stay “on campus” and if the meals are provided in kind, on ER business and for convenience of ER
§119(a) and Lodging: 
Excluded if (i) ER furnishes lodging to an employee, her spouse, or her dependents; (ii) it is provided for the convenience of the employer; and (iii) the lodging is provided on the business premises of an ER; and (iv) the employee is required to accept the lodging as a condition of her employment

Ministers of Gospel: §107: may exclude from GI the value of lodging provided to the minister or the portion of a cash lodging allowance used by the minister to rent a home

Exceptions to §119

§119(a)(2): If no longer required to accept meals/lodging as condition of employment, §119 exclusion not allowed

If EE could exchange meals/lodging for higher pay, then they are not excludable from GI under §119
ER deductions for meals and lodging

§162(a): ER deducts its ordinary and necessary business expenses which include ER’s cost of providing meals and lodging to EE

If employee can exclude value of ER provided meals under §119 ( under §274(n)(1) the deductions are limited to 50% of the ER’s cost of the ER provided meals or ER can deduct 100% if the food and beverages would be excludable by EE as a de minimis fringe benefit under §132(e). §274(n)(2)(B)
Who Benefits from §119

EE: b/c they can exclude the value of employer-provided meals and lodging. 
Also, ER-provided meals and lodging are difficult to value from EE’s perspective

ER: Yes, because the ability to provide untaxed meals and lodging allows the ER to pay a lower salary to an employee who lives on-site. 
Customers: b/c §119 reduces the ER’s business cost and allows the ER to offer hotel rooms more cheaply to customer

Who is worse off: Taxpayers generally, b/c they pay a higher income tax rate to make up for the revenue that is lost by §119 

Policy

Justified from an administrative simplicity perspective b/c inclusion of ER provided meals and lodging raises difficult valuation issues

§119 is consistent with Gotcher – that a TP doesn’t have an income inclusion solely as a result of the provision of goods or services to the TP via a 3rd party if the 3rd party primary motivation is a business motivation ( when the transfer of goods or services by the 3rd party is not primarily for a compensatory purpose

Employer-Provided Insurance and Health, Accident, and Death Benefits

Tied to Employment
History: HI is tied to employment b/c of federal income tax. In WWII, ER offered EE HI b/c wage and price controls prevented ERs from increasing EEs’ cash wages to compete for EEs. The IRS announced that ER-provided HI could be excluded from GI and this tax exclusion encouraged ER and EEs to substitute more generous HI benefits for taxable wage increases
Health Economist argument: HC costs would be lower if Americans had medical insurance with higher deductibles that patients had to pay out of their own $. Thus Congress created the Health Savings Account (HSA) §233
§233: EE contributions to HSAs are deductible, and employer contributions on behalf of EEs are deductible by the ERs and nontaxable to EEs, up to certain limits. Distributions from HSAs are not taxed if they are used to pay medical expenses. 
Policy: HSA rules require that medical insurance plans have a high deductible, which is supposed to discourage use of medical care for garden variety ailments

§105 and §106 – (nondiscrimination requirement for 105)
EEs can exclude from GI: medical expense reimbursements, health care, and the value of ER-provided medical and accident insurance (including medical exams) and these exclusions have no dollar cap
§213(a): EEs who pay their own unreimbursed (by insurance) medical expenses can deduct them only to the extent the expenses exceed 10% (or 7.5% in 2018/earlier) of their AGI  

NOTE: §213(a) is not available if the TP claims the standard deduction instead of itemized deduction

Corporations can’t take a §213 deduction  
§105: amounts EE receive from their employers as reimbursement for medical expenses and the value of services employees receive under an ER provided health care plan are excluded from GI

§106: Value of health and accident insurance premiums paid by the ER to cover EE are excluded from GI

Horizontal Equity problem: TP1 has a salary and AGI of $28,500. TP1 has no employer health plan and pays $3500 in medical expenses. TP2 has a salary of $25,000 and her employer provides health care benefits worth $3500.  It appears that both TP1 and TP2 are similarly situated with $28,500 worth of compensation, this is not the case…

Under §213 TP1 can deduct only the medical expenses that exceed 7.5% of AGI (hypo before 2018).  7.5% x $28,500 = $2137.50.  Therefore, her deduction is $1362.50 ($3500 - $2137.50), leaving her with taxable income of $27,137.50 ($28,500 - $1362.50), but she must pay for the remaining health care cost out of pocket

Under §106 TP2 can exclude $3500 worth of healthcare from income and is taxed only on her $25,000
§162: Self-employed TPs can deduct the cost of health and medical insurance as ordinary and necessary business expenses.
Medicare benefits for Health Care are fully excluded from GI

Group Term Life Insurance (nondiscrimination requirement)
§79: if the ER buys group term life insurance for its EE, the EE can exclude the value of the insurance from GI ( death benefits max of $50k. Any additional amount is included in GI
§101(a) exclusion from GI for life insurance proceeds received by beneficiary

§132 Miscellaneous Fringe Benefits 
Background Overview

Fringe benefits account for 30-40% of total employee compensation. 
At a 35% marginal rate, an employer and employee both prefer to have the employer pay the employee $66+ worth of nontaxable fringe benefits instead of $100 of taxable cash wages. 
Policy: This distorts economic decisions and violates the economic neutrality norm
No additional cost services: (§132(b)(1) – imposes nondiscrimination requirement to qualify)
Excluded from GI even if provided to retired employees, disabled employees, surviving spouses of employees, spouses of employee (not Registered Domestic Partners or Civil Union Partners of EE), and dependent children from employees b/c the benefits are treated as though they are provided to employer §132(h)(1) and (2)

Note: This also applies for employee discount 

§132(h)(3) For purposes of air transportation only, the parents of an EE is also treated as an EE

§132(j)(1)Nondiscrimination Req: the benefit must be provided on substantially the same terms to both highly compensated and non-highly compensated EEs
§132(b)(2): Benefits that constitutes a service that imposes no substantial additional cost (including foregone revenue) on the employer 

Ex: Airline EE filling an empty airline seat while on a personal trip, at no cost to EE

§132(b)(1): Service must be offered for sale in the ordinary course of the line of business of the ER in which the EE is performing services
Ex: Excess capacity services like hotels, busses, trains, (movie theater)etc. a hotel providing EE free use of otherwise unused hotel rooms

Non-excess capacity services: facilitation by a stock brokerage firm of the purchase of a stock

Ex: a manufacturer can’t offer its employees as a tax free benefit hotel rooms it was not using but for which it has paid – b/c that’s not the manufacturer’s line of duty
Ex: XYZ Corporation is engaged in two separate businesses, providing airline services and hotel accommodations. Gabriel works for XYZ as an airplane pilot, and when he is off-duty he is entitled to fly for no charge on XYZ’s scheduled airline flights, on a space available basis. He is also entitled to free lodging in XYZ’s hotels if a room is available after 6 p.m. Gabriel may exclude from gross income the value of the airline services which he receives, but he may not exclude the value of the hotel services because he does not perform services for XYZ in the line of business of providing hotel accommodations
Policy: “line of business” is designed to limit the loss of tax revenue from the exclusion and to prevent conglomerates from receiving an unfair advantage over other firms 

§132(i): Services pursuant to Reciprocal Written Agreements among employers operating similar businesses can qualify for the §132 no-additional-cost exclusion so long as no employer incurs any substantial additional cost in providing the service

Ex: EE of 1 airline allowed to fly on a stand-by basis on another airline at no charge

Qualified EE discounts – §132(j)(1) – imposes nondiscrimination requirement to qualify)
§132(c)(4): Limited to goods/services sold in the ER’s line of business 
§132(c)(1)(B): An EE purchasing SERVICES may exclude a discount up to 20%

§132(c): An EE purchasing goods can exclude a discount up to the ER’s gross profit % (GPP)
GPP = [(Aggregate sale price of goods sold – Aggregate cost of goods sold)] / (Aggregate sale price of goods sold)
Aggregate cost of goods sold = Inventory cost
The excess discount $ after the GPP discount is included in GI

Ex: ER sells goods for aggregate sale price of $100k, and his aggregate costs are $60k – then his gross profit  % = (aggregate sale price – aggregate cost)/(aggregate sale price) = $40k. ER could offer its EE tax free discounts up to 40%

Any amount the ER gives as a discount to EE over GPP is included in income

Working condition fringe benefits: Gross Income does not include the value of a working condition fringe
Working Condition Fringe: an item that could be deducted as a business expense under §162 or §167 if paid directly by the EE (§132(d)
AKA is the ER paying for something to give the EE whereas the ER could deduct that business item anyway under §132
Otherwise if EE paid herself and was unreimbursed expense under TCJA (so not included in GI or deduction
Ex: J works as a broker at a brokerage house that gives her subscriptions to business periodicals. J could have deducted the costs as a business expenses if she had paid for the subscriptions herself (instead of in this case the ER paying for it) Thus, the cost of the periodicals is excluded from J’s GI

An amount that would be deductible by the EE under a section other than §162 or 167 (such as 212) is not a working condition fringe Reg. §1.132-5(a)(iii)
Ex: ER providing EE w/ work cell phone b/c ER needs to be able to contact the EE at all times regarding work-related emergencies or EE needs to be available to clients when EE is not in her office ( excludable working condition fringe benefit

The value of any use by the EE of the cell phone for personal purposes will be considered an excludable de minimis fringe benefit

§162: Allows TP to deduct all “ordinary and necessary” expenses paid or incurred during the taxable year in carrying on any trade or business

§167: Allows TP to take depreciation deductions on property used in a trade or business or held for the production of income 

De minimis fringe benefits: any property or service the value of which is so small as to make accounting for it unreasonable or administratively impracticable (§132(e)(1)
Occasional Parties, Occasional theater or sporting event tickets, coffee, doughnuts, soft drinks, and local telephone calls. (Reg. §1.132-6(e)

Rationale: it’s not expensive and the amounts consumed by different people will vary significantly and it will be very difficult to keep track of it

Not de minimis: season tickets to sporting or theatrical events; commuting use of an ER provided car or other vehicle more than 1 day a month
Meal $ is de minimis if the meal $ is provided only on an occasional basis and the meal $ is provided so that the EE can work overtime

Eating facility maintained by ER qualifies as de minimis if the revenue derived from the facility covers the ER’s direct costs for operating the facility (§132(e)(2)

Exam tip: So really would it be administratively simple to keep track of it and is the ER trying to disguise compensation by providing some income benefit 

Another part of this is norm of employment - which are increasingly encouraging socialization at work
Reg. §1.132-6(d)(2): meal money qualifies as de minimis fringe benefit if it’s reasonable and satisfies 3 conditions

Meal $ must be provided only on an occasional basis

It must be provided b/c overtime work necessitates an extension of the EE’s normal work schedule

Meal money must be provided to enable the EE to work overtime
Qualified transportation fringe benefits: 
Adjusted for inflation – allows EE to exclude up to $265 per month from qualified parking, transit passes (bus passes), and transportation provided in a commuter highway vehicle that is used principally to drive EEs to and from work (§132(f)(1)
Qualified parking(§132(f)(5)(C): parking provided to an EE on or near the business premises of the ER

Policy for ER provided parking: For: Parking can be viewed as a business expense. In general, it is desirable to permit a deduction for business expenses.

Against: Parking can be viewed as a personal expense because the individual chooses not to live near work. If parking is provided tax-free, an individual will have less incentive to car pool, thereby increasing pollution. If parking is tax-free, an individual may choose parking rather than cash even if, in a no-tax world, the individual would prefer cash.

Commuter highway vehicle: seating capacity of at least 6 adult passengers (not including the driver) and at least 80% of the expected mileage of the vehicle must be incurred in transporting EEs (at half-capacity or greater) to and from work and for at least 80% of the mileage use of the vehicle at least ½ of the seats in the vehicle other than the driver must be filled (§132(f)(5)(B))
Taxi / Limo are not a commuter highway vehicle

ER paid Ride share for 1 employee is not a commuter highway vehicle 

132 Limits: 132 caps exclusion for qualified transportation fringe benefits an TP is taxed on the excess. Limits are indexed for inflation

Exception: Reg. §1.61-21(g)(12): If at least ½ of the seats on an ER’s plane are filled with EEs traveling for business, the value of a flight to an EE also traveling on the ER’s plane – but for personal reasons – is deemed to be 0.
Qualified moving expense reimbursements: 
amount received by an individual from an ER as payment for expenses that would be deductible by the EE as moving expenses under §217 if paid by the EE (§132(a)(6)(g)
Reimbursements for amounts which would not be deductible by the EE must be included in GI §82

TCJA limits exclusion to active duty military members who moves pursuant to military order 
Qualified retirement planning services: 
Retirement planning advice or info provided to an EE and her spouse by an ER maintaining a retirement plan (§132(m)(1))
Does NOT apply to: tax preparation, accounting, legal or brokerage services related to retirement planning

Qualified military base realignment and closure fringe benefits

Gross income excludes amount received by certain EEs and members of Armed Forces to compensate them for certain losses sustained to their residences by base closings §132(a)(8)

Athletic Facilities Special Fringe Benefit Rule

Excluded from GI is the value of any on-premises athletic facility provided by an employer to employees (§132(j)(4)(B)(iii)

The athletic facility must be located on the premises of the ER and operated by the ER

The athletic facility must substantially be used by the employees, their spouse, and their dependent children

8) Imputed Income

Overview

Rule: The U.S. does not tax imputed income from goods (for example the rental value of an owner-occupied home) or services (where TPs provide services to themselves).
Ex: cleaning your own house, caring for your own children
Imputed value of services are said to create an economic distortion because of the impact on earning decisions
Ex: X is paid $12/hour to work as an accountant. He would have to pay someone $10/hour to clean his home. In a tax-free world, X would earn $12/hour as an accountant instead of cleaning his house. If both his accounting wages and the imputed income from cleaning his own house were taxed at a 30% rate, X would earn $12/hour as an accountant instead of cleaning his house. But if Xavier is taxed at a 30% rate on accounting income and imputed income is not taxed, he would clean his own house instead of earning $12/hour as an accountant. 
The non-taxation of imputed income creates an inefficiency: Xavier changes his behavior to avoid tax.

Why is imputed income not taxed? One reason is that intrafamily non-market transactions are difficult to tax from an administrative perspective, in part due to valuation issues.
Under Haig-Simmons imputed income should be taxed
Imputed Income Exchanged
Xavier earns $100/hour working as a lawyer. John earns $25/hour doing yardwork and tree-trimming. Xavier and John are unrelated, but enter into an agreement to perform services for each other free of charge. Xavier agrees to spend two hours drafting a will for John, and John agrees to spend eight hours in Xavier’s yard, pruning Xavier’s trees, hedges, etc
Xavier and John each must include $200 in income as a result of the exchange. Although imputed income is not taxed, income from a barter exchange is taxed. Each party to the exchange must include in income the value of the goods or service exchanged. Revenue Ruling 79-24.
Policy for Imputed Income 

Alice is a high school English teacher earning a salary of $30,000 per year. For each of the following items, state how Alice would be treated (i) under current law (CL), (ii) under a Haig-Simons (comprehensive) income tax (HS), and (iii) under a comprehensive consumption tax (CT). Explain very briefly. (3-5 points each)

During the summer, Alice tutors the child of her plumber. In return, the plumber installs a new sink at the home of Nellie, Alice’s mother.

Current law: Alice is taxed on the fair market value of the new sink. Barter exchanges are taxable.

Haig-Simons: Either Alice or Nellie is taxed on the fair market value of the sink, since it represents an increase in wealth (and/or consumption). Arguably, both are taxed if the gift is viewed as consumption to Alice and to Nellie. The taxation of gifts under a Haig-Simons income tax is unclear.

Consumption tax: Strictly speaking, the use of the sink is consumption so Nellie would be taxed on the rental value each year. The sink (or the rental value) seems to be consumption to Nellie. You could also argue that Alice received consumption from making the gift.

Alice’s friend Mike repays $4,000 he borrowed from her the previous year.

Current law: Not taxable. Repayments of loans are not taxable.

HS: Not taxable. The increase in consumption is offset by a reduction in wealth.

Consumption tax: Taxable (assuming that Alice spends the $4,000 on consumption rather than reinvesting it). Dissaving is taxed under a consumption tax.

Alice uses $2,000 of her income to purchase two years of karate lessons.

Current law: Alice gets no tax deduction for the purchase of the karate lessons.

Haig-Simons: Alice gets no tax deduction for the purchase of the karate lessons. Lessons taken this year are consumption. The right to lessons next year is a form of wealth.

Consumption tax: The purchase of the karate lessons should be viewed as the purchase of an asset and Alice should get a $2,000 deduction. Alice should take the value of the lessons into income as she uses them.

Alice enrolls in a night law school and spends $5,000 of her salary on tuition.

Current law: The educational expenses are not fully deductible because the education prepares Alice for a new profession. However, Alice would qualify for a Lifetime Learning Credit of $1,000 (20 percent of the $5,000 of tuition expense).

Haig-Simons: Alice gets no tax deduction because the reduction in consumption is offset by an increase in wealth from the education. Arguably, under a Haig-Simons income tax Alice should be taxed on the value of the education that is derived from the imputed income from her studying.

Consumption tax: Alice gets a deduction for the tuition unless the law school cost is viewed as a form of personal consumption. Since night law school is not much fun, the cost is likely to be viewed as an investment in human capital rather than consumption.
9) Windfalls, Gifts, Scholarships, Prizes, and Transfer Payments
Windfall

General Rule: TP must include in GI any windfalls they receive (Glenshaw Glass)
C v. Glenshaw Glass held that TP had to include in GI punitive damages it got from lawsuit

Doesn’t matter if income is “earned,” what matters is whether receipt of the item increased the TP’s wealth

Cesarini v. US: TP bought old piano for $15 and years later found $4,500 in cash hidden in piano. Court held TP must include the value of the “treasure trove” in income in the year in which the TP discovers it and reduces it to possession

Court relied on Glenshaw Glass’s broad definition of GI and §61 that treasure trove is included in GI

Note: “Treasure trove” is not the same as a TP’s item appreciating in value – that is only included in GI when the gain is realized. 

Ex: Y1 Jim buys a guitar for $50 at estate sale, in Y3 Jim learns the guitar is worth $4,500. In Y5 he sells it for $5k. In Y3, this is not a treasure trove – it’s just Jim discovering he made a good buy. The guitar is only included as GI in Y5, when it’s sold. In Y5 Jim realizes a gain of $4,950 ($5k AR - $50 Basis)
Character: Ordinary Income when included in GI, but can be capital gain if sold later

HYPO: In Y1 T buys a used car for $1k and find a diamond ring inside worth $2,500. In Y3 T sells the diamond ring for $2800. In Y1, TP includes the $2,500 in GI as ordinary income. In Y3 her basis is $2500 and so she realized gain of $300 and b/c she had the ring for more than a year it’s Long Term Capital Gain of $300
Gifts and Bequests

Gifts: A donee excludes a gift from income (§102)
Gifts are included in donor’s tax base (not deducted) and excluded from donee’s tax base. The gift is nondeductible to the donor
Exception: Income from such property is included in donee’s GI and where the gift, bequest, devise or inheritance is income from property ( donee includes in GI
Haig-Simons: If we applied Glenshaw Glass and the Haig-Simons definition of income to gifts, what would be the tax consequence to the donee of a gift? The gift would increase the donee’s wealth, so the donee would have to include the gift in income (and the donor might be allowed a corresponding deduction for the gift). However, we have not adopted this approach: Instead, §102 provides that a donee excludes gifts from income.
Policy: Makes sense to structure it this way b/c most gifts are to family members – so we should treat the family as a single taxable unit and ignore the nominal decline in the donor’s wealth and the corresponding increase in the donee’s wealth

Even when gift is outside family – this structure is still easier to administer than including the gift in the donee’s base

Gifts are accessions to wealth and windfalls generally are included in GI. In theory, it seems that the donee should include the gift in her GI. If we required the donee to include the gift in GI, we could either 
(1) allow the donor to deduct the gift or 
(2) not allow the donor to deduct the gift. Allowing the donor a deduction is consistent with the idea that the donor has given away the ability to consume the value of the gift. Denying the donor a deduction is consistent with the idea that the donor’s choice to make the gift is comparable to other forms of nondeductible consumption
If the donor and donee are in the same tax bracket, the same amount of revenue would be collected if either (1) the donee includes the gift and the donor deducts the gift, or (2) the donee excludes the gift and the donor does not deduct the gift
 Often the donor is in a higher tax bracket than the donee. Allowing the donee to exclude the gift, and denying the donor a deduction for the gift, raises more revenue than a donee inclusion and donor deduction.
Definition of Gift:
If it falls outside the definition of a gift, then it’s included in income
C v. Duberstein: Berman gave TP a Cadillac car to thank him for business referrals and TP excluded car’s value from GI b/c said it was a gift. 
Court said not a gift – Defines gift as a transfer that stems from the “detached and disinterested” generosity of the donor. Court held that Berman’s intention was to compensate Duberstein and that a transfer is not a gift if it is in return for services rendered, even if the donor will derive no economic benefit from making the transfer. 

Exam tip Most critical consideration is the transferor’s intention

Important factor: Is there the prospect of ongoing work? Then ER to EE gift 

Not a gift

Property transferred to a spouse or to a former spouse as an incident of divorce §1041(b)(1)

Business gifts: §274(b)(1) allows a TP a business deduction for the first $25 per year of untaxed gifts made to each client. The exception applies only to small gifts given to customers in an effort to bolster goodwill. 

Ex: Lawyer Leslie sends each of her clients $40 bottle of wine for Christmas. Leslie’s purchases are within the scope of §274(b) business gift exception; the first $25 of the $40 bottle of wine would be deductible and the customers would not be taxed on the value of the wine 
Duberstein Test exceptions: 

ER to EE gift is not a gift (§102(c) unless a §132(e) or 74(c) ER to EE gift exclusion applies)

Tips that are compensation for services must be included in GI (Reg. §1.61-2(a)(1))

Includes: Tips received by waiters, taxicab drivers, barbers, and others in similar occupations/

Olk v. US: Can a craps dealer at a casino exclude tips (in the form of tokes) he got from gamblers. Court of appeals said the gamblers’ generosity was not detached and disinterest. Said the transfers weren’t noncompensatory b/c the tokes were received by the TP as a result of being employed as a dealer
Court argued that casino dealers would not have received the tips but for the services they rendered as casino employees
Determining Donee’s Basis in property received by Gift
Gifts appreciated in value: If FMV of property is = or > basis of donor at the time she received the gift, then donee takes donor’s basis. Property is then referred to as “built-in-gain property”

If donee sells the appreciated gift, then realized gain is included in GI to the extent her amount realized on the sale exceeds her basis (§1001(a) and 1015(a)

Ex. Mom buys property for $20, then gifts to daughter when it’s worth $50. Tax is deferred until Daughter sells. If daughter sells for $50, she takes the mom’s basis to find a realized gain of $30. 
Gift depreciated in value: FMV of property at transfer is < donor’s basis in property at the time she received the gift. Referred to as a “built-in-loss”
Step 1: Determine gain by having the donee take the donor’s basis. If calculation has no gain, then go to step 2 
Step 2: Determine the loss by having the donee have a basis in the property equal to its FMV at the time of the transfer (§1015(a))

No realized gain or loss: if donee sells the gift for any amount b/w FMV and donor’s basis
Policy: The special Basis rule for built-in-loss property is an anti-abuse rule that prevents a TP from transferring a tax loss to a related TP who can get > of a tax benefit from the loss.
HYPO: Donor (Carol) gave Donee (Doug) land. At time of gift, land was worth $40k and Carol’s Basis was $50k (so a built in loss property). 

If Doug later sells the land for $60k then for purposes of determining gain, D’s basis in the land is C’s basis of $40k. So them Realized Gain = AR-AB = $60-$50k = $10k
If Doug sells land for $35k: For purposes of determining loss, D’s basis is $40k FMV of land when gift was made. Realized Gain = $35k-$40k = $5k loss
If Doug sold land for any amount b/w $40k and $50k ( D will not realize any gain or loss
Bequest: 
Beneficiary excludes from GI a gift from bequest (§102(a))
Bequest gifts, even of $100,000 are fully excludable from GI

However, stepped up basis is used to determine basis 
Bequest: “Property received under a will or under statutes of descent and distribution Reg. §1.102-1(a)
Basis = FMV of property on the date of decedent’s death (§1014) called the “stepped-up-basis-at-death” rule
Or basis is FMV 6 months after decedent’s death (§2032(a))
Property that appreciates during decedent’s lifetime will never be taxed

This encourages people to retain appreciated property until death and sell depreciated property before death

Policy: Administrative Ease: A decedent’s basis in assets held at death might not be known. However, Commentators have proposed various rules of thumb to address this type of uncertainty
Scholarships and Prizes
Scholarships: §117(a): Excludes from GI “qualified scholarships” received by “degree candidates”
Degree candidate: Primary, secondary, undergrad or grad student (Pro. Reg. §1.117-6(c)(4)) 

Qualified scholarship: if it covers student’s tuition and required fees, books and supplies (§117(b)). 
Students must include in income scholarships that cover other incidental expenses such as room and board (Reg. §1.117-6(c)(2). 
Exam tip: the scholarship portion that covers room and board is included, but the scholarship portion that covers tuition and books/supplies is excluded
“scholarship” includes cash scholarships and tuition reductions (like in-state tuition)

Scholarship does not apply to scholarship that is compensation for services like teaching and research (§117(c))

Ex: Edgar receives a $10,000 scholarship to attend graduate school at State University; the terms of the scholarship require him to use the funds to pay for tuition, fees, books, room and board. Edgar actually spends $4,000 for tuition and books, and the remaining $6,000 for room and board. Only $4,000 of the scholarship may be excluded from Edgar’s gross income. In addition, if as a condition of receiving the scholarship Edgar is required to perform part-time teaching services for which the University would normally pay $10,000, none of the scholarship may be excluded from gross income.
Athletic Scholarships: included if continued participation in sport is a required condition of the scholarship. If scholarship not condition on continued participation – excluded
The IRS has not taken the position that athletic scholarships are part of §117(c)

Included in GI: incidental expenses such as room and board (Prop Reg. §1.117-6(c)(2))

Prizes §74(a): includes amount received as prizes or awards unless within §117 or §74(b) or (c)
§74(b) Exception: For prizes and awards made primarily in recognition of religious, charitable, scientific, educational, artistic, literary, or civic achievement. Applies only if:

Recipient was selected without any action on his part to enter the contest or proceeding

Recipient is not required to render substantial future services, AND
The prize or award is transferred by the payor directly to a governmental unit or charity

Note: if prize is for $100k and payor is told by TP to transfer directly $20k to a charity, then the TP will still include the remaining $80k

§74(c) Exceptions: prizes transferred directly to charities, and certain employee achievement awards are excluded when it’s within §274(j) which limits the award exclusion to a few hundred dollars

Transfer Payments

§85: TANF (welfare) payments are excluded, but unemployment insurance is included in GI
Payments that provide subsistence benefits to families in poverty are excluded from GI

Exam tip: Government payments made to needy TPs “for the promotion of the general welfare” are excluded from income (this include Medicare benefits)
Payments that are the equivalent of wages (unemployment benefits) are included in GI

§86: Social Security payments
0-85% of Social Security benefits are included depending on how much additional income the TP has from sources other than Soc. Sec
Lower-income TP whose AGI plus ½ their Soc. Sec benefits do not exceed the base amount are not taxed on their Soc Sec benefits. (they are excluded) 
If a TP whose AGI plus ½ of their Soc Sec benefits exceed the base amount (but do not exceed the adjusted base amount) include 50% of their Soc. Sec benefits 

TP whose AGI plus ½ of their Soc. Sec benefits exceed the adjusted base amount, include 85% of their Soc. Sec benefits

Assumption is that SS earnings were taxed at a 15% rate when wages were earned

Policy: Phase-ins of the 50% and the 85% inclusion percentages prevent a sudden increase in tax liability when the threshold amounts are reached
10) Selected Recovery of Capital Issues: Partial Sales, Annuities, Insurance, Gambling, Life Estates, and Remainder Interests

Timing and Amount of Basis Recovery

TIMING AND AMOUNT OF Basis Recovery
Where a TP makes a capital investment and earns a return on her capital, the TP must determine the timing and amount of GI inclusions of the returns to capital. The TP’s investment in the asset is the TP’s Basis. TPs are allowed to recover their Basis tax-free. A common income tax question is how to allocate the TP’s Basis across the returns to capital where the TP receives returns in multiple years.

Basis first approach. Under this approach, the TP would not have to include any returns to capital until they exceed the TP’s Basis. This approach is the most TP-friendly (assuming, as usual, the TP benefits from deferral of income).

Income first approach. Under this approach, the TP would be taxed on the implicit interest component of each payment. The interest component starts out high and goes down over time. After the TP recovers all of his Basis, he would include in income all subsequent returns in full. This approach is the least TP-friendly.

Bank Savings Account: TP must include in GI the interest that accrues on her savings ( whether she withdraws the interest or not and thus money withdrawn from savings account in not included in GI b/c the interest accrued was already included
Uses the Income-First rule

Pro Rata Approach: TP allocates a pro rata portion of her Basis to each of the payments that are expected to be made on the TP’s capital investment. After the TP recovers all of her Basis, she would include in income all subsequent payments in full.
Partial Sales

Definition: a Sale of only a portion of property currently held by a TP
Reg. §1.61-6(a) allocate basis based on the relative value of what the TP sold and what the TP retained

The basis of the parcel sold = (the total basis of all the parcels) * [(the value of the parcel sold)/(the total value of all the parcels)] (Reg. §1.61-6(a))
Ex: S buys 4 acres of land for $40k. Sally sells 1 of the 4 acres for $10k. Each of the 4 acres are equally valuable

$40k/($10k/$40k) = $10k
Ex: S buys 4 acres of land for $40k. Sally sells 1 of the 4 acres for $30k. At time of sale the total value of the 4-acre parcel is $60k and the value of the 1 acre sold is $30k

$40k/($30k/$60k) = $20k
Exception when TP can treat entire proceeds of partial sale as tax-free and ignore the allocation rule state above
Inaja Land Co. v. C: the TP may be able to adopt the “basis first” approach if allocation of Basis is exceptionally difficult. In Inaja Land, Los Angeles diverted river water, which caused flooding and erosion of the TP’s property. Los Angeles paid the TP $50,000 to release the city from liability for the diversion of the water. The court held that where apportionment with reasonable accuracy is not possible, a TP can recover all of his Basis first, before any gain is realized. The court concluded that the value of the release of rights was speculative and the TP realized no gain. The recovery instead reduced the TP’s $61,000 Basis in the land. 
Note: Today, the IRS is likely to argue that valuation always is possible and Inaja Land thus is inapplicable.
Annuities

Definition: a K that provides for a series of payments in return for a fixed sum
Annuity is a contractual arrangement under which payments are made periodically to the purchaser of the K, or to another designated beneficiary, for the term of years or the life of the beneficiary

Inclusion Amount: TP includes annuity payments, however TP may exclude from income the annuity payment the TP receives multiplied by the “exclusion ratio” 

The amount excluded is determined by multiplying the payments received w/in a taxable year by an exclusion ration

Exclusion ratio = Investment in K / Expected Return under the K

How Annuities work
Liz pays an insurance company $120k and in return they promise to pay Liz $12k for 15 years (a total of $180k). Liz gets a $60k return on her investment. During the 15 year annuity payment period, the insurance company would be investing the money Liz paid for the annuity and the insurance company in turn would be earning its own return on the invested capital
Pro Rata Method: GI includes annuity payments (§72(a))
Excluded from GI:  [(Annuity payment by insurance company)] * [(Investment in the Contract)/(Expected Return from the Annuity K)] (§72(b)) – this amount is treated as recovery of capital
§72(c)(1): Investment in the K is the TP’s adjusted basis in the annuity - $120k for Liz
§72(c)(3): Expected return is the payments to be made per Annuity K

The amount of periodic payments multiplied by the # of payments

For Liz- it’s a fixed amount of $12k for 15 years, but it could also be based on life expectancy and so it would be contingent on life of annuitant
Liz example: Exclusion ratio: (investment in K/expected Return) ($120k/ (12k *15) = (120k/180k) = 66.67%. So excluded from GI is (12000) *66.67% = $8000
Liz would exclude $8k from each $12,000 annuity payment she received 

The $8k represent basis recovery for Liz. The rest of the annuity payment - $4k would be included in GI under §72(a)

At the end of 15 years, Liz will have excluded $8,000 a year basis recovery times 15 payments equals $120,000, her total basis in the annuity contract. And at the end of 15 years Liz will have included $4,000 per year times 15 years equals $60,000, which is the return on her investment in the annuity contract.

The remaining amount of each payment, is treated as gain and is included in GI (§72(a))

If the TP outlives her life expectancy, all of the subsequent annuity payments (after recovery of capital) must be included in GI. AKA annuity mortality gains are taxed
If the TP dies “early” her estate will be able to deduct the difference b/w the aggregate amount excluded form income under §72(b) and the cost of the contract. They will be able to deduct her unrecovered basis  

If a person dies before their life expectancy, then the state can take a deduction for unused basis

Deferred Annuities: when a TP purchases an annuity that does not provide benefits until a certain time (i.e. only beginning at retirement)
Tax treatment of deferred annuities are more favorable than the tax treatment of savings in a savings account. However, the annuitant can’t reach the money before the deferred payments are to be made under the annuity K

§72 Until payments are made, the TP has no income inclusion, even though the insurance company is earning a return on the TP’s money during the period of time no payments were made

§72: Once annuity payments are made, the TP applies the rules from §72(a) and (b) above to determine GI inclusions and exclusions. (The same formula above)
Ex: in Y1 S is 70 y/o and pays insurance co $2 million for a deferred annuity. The K says S will receive $0 in Y1 to Y5. In Y6 S will get $1 million per year, and will receive $1 million every year until S dies. S is expected to live until Y10 when he will be 80
S basis (and his investment in the annuity K) is $2 million

S is expected to receive $5 million (b/c only starts getting $1 million in Y6-10. Thus, S expected return is $5 million
Exclusion ratio: (investment in K)/(excepted return) = $2million / $5 million =40%
Under §72(b), each time S receives a $1 million a year annuity payment, he will exclude 40% of the $1 million payment ($400k). S will include the remaining amount ($600k) as part of his GI
If S outlives his life expectancy, the result is that in the years following the end of his life expectancy, he will include all of the annuity payments received in those years in GI
Ex: What if now S lives to Y15. By Y10, S excluded his full basis in the annuity and included his total expected return profit beyond his basis on the annuity K. The tax consequences (aka steps) are the same as above for Y1-10. In Y10 S has fully recovered his basis in the annuity, so in Y11-15, S must include the $1 million annual annuity payment in GI each year
The amount excluded under §72(b)(1) cannot exceed the TP’s investment in the K
If S dies before end of his life expectancy – the TP shall be allowed a deduction for his last taxable year for the amount of the unrecovered basis in the annuity
Ex: J purchases deferred annuity for $2k and has life expectancy of 10 years. Under the K, J receives nothing in Y1-Y5, and then $1k payments from Y6 until j dies. If J dies in Y8 what happens

Y6, Y7, Y8 treated under 72(b)(1). Each year J can exclude $400 ($1000 * ($2k/$5k). At the end of Y8, J will have excluded only $1,200 of his $2,000 of capital. Thus, his estate can deduct the remaining $800 of unrecovered basis on J’s final tax return §73(b)(3)

 S dies at end of Y6. S only receives 1 annuity payment. He excludes $400k as basis recovery and would include the $600k as return on the annuity K under §72(b) and (a)
S original $2 mill basis would be reduced by the $400k of Y6 basis recovery to $1.6 million. When S dies at the end of Y6, he is not going to receive any additional annuity payments, so his estate will be allowed a deduction for the $1.6 of unrecovered Basis in the annuity K

Life Insurance

Overview
The beneficiary receives the insurance proceeds tax-free (excluded from GI) (§101a)

A lump sum death benefit, payable to a life insurance beneficiary, is fully excluded from the beneficiary’s GI

The TP does not include any amounts paid as a death benefit on a life insurance policy

Ex: H buys $100k life insurance and names W the beneficiary. H pays a premium of $500 in Y1 and $500 in Y2. H dies in Y3 and insurance co pays W a $100k death benefit. W excludes the $100k death benefit from GI

TPs and their beneficiaries are not ever taxed on their life insurance returns beyond mortality gains—even when the returns on life insurance are the economic equivalent of bank savings account interest or the savings return on an annuity!
Policy: The exclusion does not distinguish between the TP's investment in the life insurance contract and the TP's return on that investment, making the tax treatment of life insurance more favorable than the tax treatment of annuities.
Ex: J pays a $100 premium for a $50k 1 year life insurance policy on hiss life. If TP dies during Y1, then the insurance company pays $50k to J’s beneficiaries. If J dies during Y1 then J’s beneficiaries receive $50k on J’s $100 investment, but this $49,900 “mortality gain” is excluded from GI under §101(a)(1)
Term Life Insurance: 

Provides protection for a specific term (almost always a single year). If the insured dies within the year, the policy pays a specified amount to the designated beneficiary. If the insured does not die during the year, the insurer retains the premium or policy cost
The TP’s insurance premium for term life insurance depends on the TP’s age and health. As the TP ages and the risk of the TP’s death during the insurance coverage period increases, the TP’s premiums become more and more expensive. At some point, term insurance premium expenses become prohibitively expensive.
If the purchaser outlives the term of her own policy (does not die in that specific year), she cannot deduct the cost of the policy as a loss

If J does not die w/in the state term and lives past Y1 then he has “lost” his $100 bet w/ the insurance company and has a mortality loss. J is not allowed to deduct the premium b/c it’s a nondeductible personal expense

Whole life insurance: Provides benefits to beneficiaries regardless of when the insured dies ( the coverage extends over the “whole life” of the insured
The amounts paid to beneficiaries under a whole life policy always exceed the expected premiums received by the insurance company

Ex: 30y/o might pay a single $20k premium for a whole life policy that pays her beneficiaries $300k whenever she dies
The $300k is a 6% return on the original investment (which is appropriately characterized as interest)  
In effect, the insurance company is borrowing money and repaying the loan, plus interest, at the time of the death of the insured. 
Neither the insured nor the insurance company is taxed on this interest as it accrues, and the proceeds are tax-free to the beneficiaries. 
In contrast, had the insured put $20,000 in the bank, allowed the interest to accumulate, and bequeathed the account to her beneficiary upon her death, she would have been subject to income tax on the annual interest as it was earned.
Note: As compared to the treatment of other investments, the annual returns on which are taxable, the purchase of a whole life insurance policy is tax-favored. One might argue that life insurance should not be tax-favored, relative to other forms of savings.
Policy: we ought to encourage wage earners to provide for dependents in the event of (timely or untimely) death. 
One might also argue that the treatment of life insurance is no more tax-favored than investments that appreciate in value but do not return annual interest or dividends and are given at death to one’s beneficiaries. 
Under current law, such investments benefit from the step-up in basis at death rule of §1014 and can be sold by the beneficiary tax-free. 
Ex: instead of purchasing a whole life insurance policy for $20,000, the taxpayer described above pays $20,000 for rare coins. If the rare coins appreciate by 6 percent per year, their value at the time of the taxpayer’s death (assuming she lives to life expectancy) will be about $300,000 (the same amount as the death benefit of the insurance policy). 
Under current law, the property will have a fair market value basis in the hands of the taxpayer’s beneficiaries and can be sold immediately after acquisition without recognizing any taxable gain. §1014. This produces precisely the same tax result as the purchase of the whole life insurance policy. 

Gambling Winnings and Losses

§165(d): 
TP must include gambling winnings (the gross amount of gambling winnings during the year less the cost of the specific wages that generated the winnings) in GI, but can deduct gambling losses from the same year, up to the amount of the TP’s gambling winnings 
TP who take a deduction for gambling losses must substantiate their claimed losses. They should record

The date and time of specific wagers and details regarding the wagers (such as the number of a slot machine played or number of a table at which table games are played)

Name and address of the gambling establishment

The amounts won or lost 

Keep paper records such as tickets, bank statements, canceled checks and credit card receipts

ATL or Itemized: unless a TP is a professional gambler, the gambling loss deduction is a below-the-line itemized deduction

A TP cannot include losses as a deduction if the total amount of their gambling losses are less than the standardized deduction amount, but they still must include gambling winnings in income 

Professional Gambler: loss deduction is an ATL trade or business deduction

If professional gambler – then hotels, meals, stuff- then they would have above the line business expense deductions. TCJA says even those ATL deductions are limited to losses. Can only take deductions to extent of winnings. 
Ex: Professional gambler wins $1million and loses $1million 100k. If professional, wagers and trade/business expenses – will zero out gambling winnings – if professional gambler then ATL but if not professional, then gross winnings wind up in AGI (and losses are deducted at BTL) 
If can’t deduct million 1 of gambling losses ATL – then AGI is 1 million + 20k salary. Could take BTL deduction for losses – but you don’t want a huge AGI.  
§67 and §68 – under current law they are not a problem – they used to limit amount of losses that could be deducted beyond §165d. TP still care b/c AGI phaseout all over the code
C v. Groetzinger: Test to determine whether a gambler is in the trade or business of gambling: “TP must be involved in the activity with continuity and regularity and the TP’s primary purpose for engaging in the activity must be for income or profit. A sporadic activity, a hobby, or an amusement diversion does not qualify.”

Continuity and regularity: He devoted 60-80 hours of study and gambling per week over 48 weeks

Primary purpose: he had no other employment or source of income for 11 months of the year, he gambled solely for his own account and he maintained reliable, businesslike records of his gambling activity

Since continuity and regularity could be b/c of gambling addition – the primary purpose requirement is particularly important. The businesslike manner in which the TP conducted his activity is also important

Mayo v. C: Case about definition of gambling losses: “losses from wagering transactions” is applied narrowly to gambler’s losses from wagers and does not limit the gambler’s trade or business deductions for other gambling expenses, i.e travel costs/fees imposed by casinos

TCJA overruled Mayo and amended §165(d) to say if you are a professional gambler – no trade or business deductions- include all of the gambler’s trade or business expenses, not just the gambler’s expenses from wagers

Life Estates and Remainder Interests

§102(b): The entire basis goes to the person who is granted the remainder interest. 
Exception: If both the life and remainder interest are sold at the same time, then for purposes of determining gain on the sale, each interest receives a basis = to FMV at the time of the bequest

In situations where a bequest is split into a life interest and remainder interest, the entire basis is allocated to the remainder interest and the income from the life interest is taxable

Basis is allocated b/w the 2 interest in accordance with their respective FMV only where both the remainder and life interest are sold concurrently

11) Annual Accounting

Overview

§441: Income tax is based on annual accounting. For most individuals the taxable year is the calendar year – Jan 1 to Dec 31
Policy: Annual accounting is necessary for administrative reasons

Burnet (Commissioner) v. Sanford & Books Co. TP had a loss on operations under a gov K (loss in 3 years, but profit in 1), the aggregate result was a net loss of $176k. In 1920 later TP recovered $176k in lawsuit related to that gov k plus interest. TP argued no tax due b/c the transaction as a whole had generated no profit overall
SCOTUS held that TP’s income and loss must be determined separately for each year. Even if the net result of income over a time period might be a loss, that does not relieve a TP from tax for each year. So the $176k recovery in 1920 was income to the TP
Shows the harshness of the annual accounting rule.
§172: intends to ameliorate the harsh events caused by the annual accounting period on facts similar to Sanford & Books.
§172(a) and (b)(1): a net operating loss suffered in any year can be carried forward to future years and used to offset up to 80% of the TP’s income in each future year
NOL: The TP’s business deductions exceed the TP’s business incomer, per §172(c)

If TP has a NOL< for a taxable year, the TP can carry the NOL forward to offset future income, reducing the TP’s tax liability in profitable future years.

NOL’s incurred in 2018-2020 may be carried back five years. For carryforward years after 2020, NOL utilization is limited to 80% of the TP’s income for that carryforward year
Loss is applied against income recognized during Y1 and loss left over is applied against income recognized during the following year and so on

Ex: Y1 Net operating loss (NOL) of $100,000, but earn $90,000 in Y2

Step 1: apply Y1 loss against 80% of Y2 income of $90,000 = $72,000. The company reduced year 2 income is now (90k-72k = $18k). The remaining $28k of year 1 NOL (the Y1 loss of 100k -72k loss utilized in Y2) would carry forward to year 3

Example: Sanford & Brooks Assume Treat 1913 as 2018, 1915 as 2020, 1916 as 2021, and 1920 as 2025. Assume the TP had no other income or losses in other years and pays tax on its income at a flat 20% rate.
The TP can carry back the 2018 and 2020 NOLs five years, but facts indicate TP had no income in years before 2018. Thus, TP can carry forward $176k of losses (sum of losses from 2018, 2020, and 2021) to 2025. Although the TP must include the $176k recovery in its 2025 GI, the TP can deduct 80% of that income (80% *$176k = $140,800). The 2025 NOL deduction reduces the TP’s income to $35k. Taxed at 20% TP now owes $7,040 of tax in 2025
Claim of right doctrine: If 2 TP claim ownership over the same stream of income, the TP who has possession of the income is taxed on the income despite the dispute
N. American Oil v. Burnet (C.): if a TP receives $ w/o restrictions, but there is a chance that the TP may have to return the $ in the future, the TP includes the $ received in the year in which the TP receives it.
Under the "claim of right" doctrine, current inclusion is required if:

The TP has received the funds in question;

The TP treats the funds as its own money; and

The TP concedes no offsetting obligation to repay the funds;

Notwithstanding that the TP may ultimately be required to repay the funds.
Claim of Right Rules Regarding Repayment in a Later Year

If a TP is required to repay the funds in a later year, he is entitled to a deduction or a credit
U.S. v. Lewis: A TP reported her EE bonus in GI and paid income tax accordingly, 2 years later it was determined that the bonus which she received 2 years earlier was improperly computed and the TP returned half of her bonus to the ER. Court held the TP could not recompute her income tax liability for 2 years ago, but she could take a deduction in the amount of money she returned to her ER this year

A TP cannot amend his return for the year of inclusion b/c the return was correct at the time it was filed
§1341 does not provide for reopening the earlier year’s tax return or for filing an amended return. It directs a tax decrease, in effect a tax credit, against the current year’s tax liability in the amount equal to the added tax occasioned by the prior year’s inclusion in income

Note: §1341 doesn’t take into account time value of money so §1341 it’s an error correction device, but it’s not perfect and doesn’t’ make the TP whole
§1341 Requirements

The TP included an item in GI for a prior year because it appeared that the TP had an unrestricted right to such item;

A deduction is allowable for the taxable year because it was established after the close of the prior taxable year that the TP did not have an unrestricted right to all or a portion of the item; and

The amount of the deduction exceeds $3,000.

If §1341 applies, it provides that the TP may choose between:

Deducting the amount repaid in the year in which it is repaid, or

Reducing his tax liability in the year in which it is repaid by the tax that would have been saved in the year in which the income was included had the income not been included.
AKA gives the TP a credit

Analytic Framework

Step 1: The amount returned in a later year – what was the tax paid on that amount in Y1

Step 2: The amount returned in a later year – what would the tax paid on that amount be in Y2

Step 3: If the tax amount of inclusion in year 1 > Tax amount of inclusion in year 2 then direct the TP to forego the deduction and instead take a credit to reduce tax liability

Step 4: if the tax amount of inclusion in year 1 < tax amount of inclusion in year 2 then direct TP to take a deduction

Ex: Y1: TP with tax rate of 25% properly included $10k in income received under claim of right. In Y3 TP is required to repay the $10k, when TP is in the 30% tax bracket.

Tax cost of inclusion in Y1 = $2,500 (10k * 25%). In Y3 the deduction is $3,000 (10k * 30%) The deduction is worth more than the tax cost of the original inclusion. §1341(a) directs the TP to deduct the repayment

Ex: Same as Ex 1, but now TP is in 20% tax bracket in Y3

The Y3 deduction is worth 2k (10k * 20%). The TP’s deduction of the 10k in Y3 is now worth less than the cost of including the 10k in Y1. §1341(a) directs the TP to forego the Y3 deduction and instead to decrease (gets a credit) his Y3 tax liability by $2500 – the tax cost of the Y1 inclusion (the tax cost of the $ amount we returned – not total tax cost that year)
Tax Benefit Rule

Inclusionary Tax Benefit Rule: if a TP deducts an item, but later recovers the deducted item, the amount recovered must be included in income

The logic of the tax benefit rule is that recovery of an item deducted in an earlier year should trigger a current income inclusion

US v. Bliss Dairy: SCOTUS held that the inclusionary tax benefit rule “ordinarily applies to require the inclusion of income when events occur that are fundamentally inconsistent with an earlier deduction.” 

The TP in the case liquidated a dairy farm business and distributed its remaining assets, including leftover cattle feed, to the owners of the business. The TP had deducted the entire cost of the cattle feed in an earlier year. 
The receipt of the leftover cattle feed was fundamentally inconsistent with the deduction of the full cost of the cattle feed and triggered an income inclusion under the tax benefit rule

Requires the TP to include an item in income (the inclusionary tax benefit rule)

Triggers an inclusion whenever an event occurs that is fundamentally inconsistent with a tax benefit recognized in an earlier year (Hillsboro Nat’l Bank v. C)

Ex: TP donates 10k to a college in year 1 and deducts the charitable contribution. The college gives up operations in Y2 and returns the 10k to the TP. The TP’s receipt of the 10k in Y2 is inconsistent with the charitable donation taken by the TP in Y1. Thus the TP must “give back” the Y1 deduction by including 10k of income in Y2

"Exclusionary Tax Benefit Rule.” If a deduction in a prior year did not produce any tax benefit to the TP, then the subsequent recovery of the deducted item does not trigger an income inclusion
§111(a) permits a TP to exclude the recovered item in the later year to the extent that it did not reduce the TP’s tax liability in the earlier year

If the charitable contribution did not reduce the TP’s tax liability in Y1, she may exclude the 10k in Y2. Ex: a charitable contribution would not reduce an individual’s Tax liability if the TP had no taxable income in the year in which the deduction would have been taken

Ex: In Y1, J itemized his deductions in computing taxable income; his itemized deductions exceeded his standard deduction for Year One by $300. In Y2, J received a refund of $250 of state income taxes for which a deduction had been taken in Year One. None of the state income tax refund may be excluded from J gross income in Year Two. Alternatively, if the amount of state income taxes deducted in Year One and refunded in Year Two was $500, $200 would be excluded from gross income in Year Two because that amount did not reduce his income tax liability for Year One
Claim for refund

A TP discovers she incorrectly calculated her TI in Y2. TP would file an amended return for Y1 for the tax she overpaid in that year and include a brief explanation on the grounds on which the refund is sought

If IRS denies the claim for refund, the TP may file suit for refund in either district court or US court of Federal Claims.

Claim for refund must generally be filed within 3 years from the date the return was filed §6511(a)

12) Personal Injury Recoveries

Overview

§104: 
Fully Excludes from GI damages received b/c of personal physical injuries or sickness. Exclusion also applies to recoveries for medical expenses, lost wages, and pain and suffering
If the recovery is on account of personal physical injury, the damages (other than punitives) are excludable—even if they are measured by the TP’s lost wages!
Spouse can exclude damages received on account of a physical personal injury to the spouse

Recoveries for wrongful death are also excludable under §104

Punitive damages are not excluded under §104 unless a state law says punitive damages are the only remedy for wrongful death §104(c) 

Emotional Distress: If ED and any physical symptoms resulting from the ED (insomnia, headaches, and stomach disorders) are not the byproduct of other physical injury or sickness they are not excluded under §104

TP can exclude the portion of the recovery that is for the cost of medical care attributable to the ED §104(a)

Tax Benefits of §104(a)(2): The tax law favors structured settlements. If a Plaintiff recovers a nontaxable lump sum and invests it in an interest-bearing account, the P has to include the interest income each year as it accrues, even if the Plaintiff does not withdraw the interest. 
If, instead, the nontaxable recovery is initially the same lump sum, but that amount will be paid over time, with interest on the unpaid portion of the award, the Plaintiff can exclude all of the payments, under §104(a)(2).
Caution: Where a personal injury award is taxable (i.e., cannot be excluded under §104), the TP can, in some cases, run into a TERRIBLE tax problem. 
The problem arises because the plaintiff has to include in GI the gross amount of the recovery and may not be able to deduct the attorney's fees and costs because the case is not an employment discrimination case. 
§62(a)(20) allows an ATL deduction for attorney's fees and costs in employment discrimination suits. If, however, a personal injury lawsuit is not an employment discrimination suit, the attorney's fees and costs are disallowed by §67, because the deductions are miscellaneous itemized deductions
Exception: §104(a): The exclusion is not available if the recipient has taken a deduction in any taxable year prior to receiving the compensation, on account of the medical expenses for which he is now being compensated. This rule prevents a TP from obtaining a double benefit for medical expenses, once by taking a deduction under §213 in the year the expense is paid, and again by excluding amount received to compensate for the expenditure
§213: This exclusion does not apply to recoveries for medical expenses already deducted under §213 ( which permits a personal deduction for medical expenses in excess of 10% (7.5% in 2018) of a TP’s AGI
Ex: Paul takes a deduction for a medical expense in Y1 and receives reimbursement for the expense in Y2. The reimbursement is not excluded from Paul’s gross income for Year Two. If the reimbursement is received in Year One, no §213 deduction is allowable, but the reimbursement is excluded from Paul’s gross income for Year One.
Policy: Even though unemployment benefits are taxable on theory they replace wages, but lawsuit for lost wages from injury is excludable as long as personal physical injury - reason -we feel sorry for people who had physical injury and we don't actually think the damage award makes someone with injury whole

Policy Arguments to Exclude Pain and Suffering Damages from Tax
•For taxation: Tax liability should be based on an individual’s financial status. Pain and suffering damages compensate an individual for a nonmonetary loss. Thus, the individual is better off financially because of the injury and the resulting recovery. Since the individual has a greater ability to pay, she should pay more. Noting that individuals generally do not insure against nonmonetary losses reinforces this idea. Another argument is that injured individuals who do not receive pain and suffering damages (perhaps because there was no tort liability) are not permitted a deduction, so individuals who do receive a recovery should be taxed.

•Against taxation: Pain and suffering damages simply compensate an individual for a loss. They do not make the individual better off. Indeed, they just replace untaxed imputed income from good health that has been involuntarily lost. Moreover, victims are often under-compensated for losses, especially when legal costs are considered. Tax-free treatment is needed to make the injured individual whole. Finally, it could be argued that it is unseemly to tax an injured individual on a tort recovery.

13) Transactions involving Loans and Income from Discharge of Indebtedness

Loans

Overview

TP not taxed on amount borrowed – based on theory that obligation to repay the loan offsets the amount received and theory that a loan doesn’t increase a TP’s net worth
TP does not receive a deduction for amounts used to repay a loan

Assumption is that TP will repay the loan in later years ( thus no inclusion in GI when TP receives loan proceeds
Bifurcate Rules:

When you have a property transaction from debt discharge, split the transaction into 2

1 part of the transaction is the realized gain or loss 

The other part is the debt discharge amount

Purchase Money indebtedness: Loan $ incurred to acquire, construct, or substantially improve Real Estate

Purchase $ loan amount is treated as part of the TP’s Basis in the property acquired in part with the debt. 

If a purchase $ loan is used to acquire trade or business real estate, the Basis increase, from the purchase $ indebtedness, allows the TP to deduct larger depreciation deductions
The TP’s Basis in the real estate is then reduced by the depreciation deductions that are allowed or are allowable 

Balloon payment: when the entire principal is due and payable at 1 time

Consequences of TP Repaying the Loan

TP cannot deduct repayment of the principal

Payment on interest while loan is outstanding depends on the type and amount of the loan

Personal Loans: interest is not deductible by a TP
Exceptions §163: If loan is qualified residence interest (Ex: loan incurred to purchase TP’s principal residence or student loan interest requirements are satisfied) 
Trade/Business Loans: interest is deductible
§163(j) New limitation (by 2017 TCJA) on deductibility of Business interest. Imposes a 30% limitation on interest deductions if the business is a large business. 
There is a greater amount of interest allowed if the loan is a real estate loan
Loan discharge / Debt Discharge Income / Cancellation of Indebtedness Income (COD Income)
If loan discharged (TP has no further liability following the discharge) for amount less than the amount owed, then it’s included in income §61(a)(11) 
Amount included in GI: Cancellation of debt equals the amount the TP owes on the debt, less the amount the TP pays to discharge the debt

2 reasons why lenders might discharge debt for less than amount owed

If TP is financially troubled and cannot repay the debt, the lender may discharge the debt for the amount that the borrower can pay

If the interest rate on the debt is lower than the current market interest rate, the lender may make $ by letting the borrower pay back less than the full amount owed, then relending the $ at a higher interest rate

Ex: TP borrows $100k at 10% interest rate over 30 year period. If interest rate rises to 15% a bank might be willing to discharge for payment of $90k so that it can reloan the amount repaid at 15%. In this hypo, the borrower would recognize a discharge of indebtedness income of ($100k amount owned – amount paid to discharge debt of $90k) of $10k
NOT DEBT DISCHARGE: Ted owes $1k to Valerie. Valerie agrees to discharge the debt in exchange for Ted’s baseball card collection. Although Ted originally bought the cards for $50, they are now worth $1000
Ted is giving Valerie property worth $1,000 to discharge his $1,000 debt, so the transaction does not result in any debt discharge income

However, when a TP pays a debt w/ appreciated property, the TP must realize and recognize the gain on the transferred property. Here Ted will recognize $950 of gain ($1,000 amount realized - $50 basis) on the transfer of the card

Even if interest rate stated the same but borrower was financially trouble and lender let them discharge for $90k – amount of debt discharge income is still $10k, but he may be able to exclude it under § 108(a)
§ 108b: Attribute Reduction: For each dollar of debt discharge income excluded under §108(a), §108(b) requires the TP reduce the TP’s “tax attributes” including
Net operating losses, certain tax credit carryovers, capital loss carryovers, AB of property, etc. §108(b)(2)

The result is that the TP will owe more tax in the future if the TP earns income in the future. By pairing COD exclusion with attribute reduction, §108 creates a deferred tax on the COD, but only if the TP has income in the future.
Ex: In Y2, Adam has $4k of COD excluded from GI under §108a(1), and $5k net operating loss carryover from year 1. Adam must reduce his NOL carryovers down to $1k

The result of attribute reduction is that in future years, the attribute reduction will increase the income the TP reports. 

§108(a) and (b) in effect create deferred tax on debt discharge income – but only if the TP has income in the future
Note: once the TP sells the property, there is no attribute reduction

§108(a)(1) Exclusions 

Exam tip: the consequences of exclusions and exceptions are different. 

§108(a)(1)(A): Exclusion if debt discharge occurs in Title 11 case (declare bankruptcy) 
The amount of cancellation of indebtedness income generated in the bankruptcy court case does not have to be included in GI (so long as the bankruptcy petition has been filed and the case is pending in the bankruptcy court
When the debt discharge occurs, there is a full exclusion of cancellation of indebtedness income
§108(a)(1)(B): The TP can exclude debt discharge income from GI when the TP is “insolvent” and can exclude up to the insolvent amount and the remaining discharge amount is included
§108(d)(3): Insolvency is defines as the TP’s liabilities minus the value of the TP’s assets.
We look to insolvency amount at time of discharge not insolvency amount that changes after time of discharge 
This type of insolvency test is the “balance sheet insolvency” where we’re comparing aggregate liabilities to aggregate FMV of the TP’s assets
Valuation always creates some uncertainty and creates the opportunity for disputes between the IRS and taxpayers. This is why taxpayers may be uncomfortable with relying on the limited §108(a)(1)(B) exclusion where the taxpayer arguably is insolvent.
§108(a)(1)(E): exclusion from the TP’s GI of debt discharge income that is qualified Principal residence indebtedness
Note: Must check Checkpoint and look at Code Section History to see if §108(a)(1)(E) is still in effect or not
§163(h) defines when a homeowner can deduct home mortgage interest and §163(h)(3)(B): “acquisition indebtedness” on the TP’s principal residence as a loan incurred to buy, construct or substantially improve the TP’s principal residence and is secured by the residence (not necessarily has to be nonrecourse)
The cap on indebtedness for purposes of the home mortgage interest deduction following the 2017 Tax Act is $750k for new indebtedness, but §108(a)(1)(E) substitutes a cap of $2 million.

If indebtedness is acquisition indebtedness on the TP’s principal residence, up to $2million of debt can be cancelled and qualify for the exclusion under §108(a)(1)(E)

§108(h)(1): the TP reduces the basis of the residence by the amount of debt discharge income excluded

§108f: the discharge of certain student loans also qualifies for an exclusion
After TCJA: This also includes if debt is discharged b/c of the student’s death or permanent disability

Note: §108(f) excludes discharge of debt from GI without requiring any reduction in the TP’s other tax attributes (see supplement page 112)

Ex: Frank receives a loan from a state agency to help defray his expenses of attending medical school. Under the terms of the loan, $5,000 is forgiven for each year a loan recipient practices medicine in a rural area of the State. Upon completing his medical education, Frank does practice medicine in a rural area of the State for two years, and $10,000 of his loans are forgiven. The amounts forgiven under this program are excluded from Frank’s gross income.
COD Exceptions
If an IRS exception or case law exception applies in the specific circumstance, the tax result is that there is zero cancellation of indebtedness income. If exception ( no COD and no attribute reduction
If an exclusion applies, there is cancellation of indebtedness income, but if the exclusion requirements are met, the TP can exclude the COD and has to attribute reduction under §108(b)
Distinction b/w a COD “exception” (there is no COD on the debt discharge so no need for exclusion and no attribute reduction) and COD “exclusion” (there is COD on the debt discharge, but the COD qualifies for exclusion and the TP must reduce tax attributes).
4 examples of exceptions to cancellation of indebtedness income

N. Sobel, Inc. v. C: The settlement of disputed debt does not create debt discharge income. If a borrower and lender disagree about the amount that the lender said was owed, the difference b/w the amount the lender said was owed and the amount the borrower pays does not have to be included in GI

AKA when the original liability was disputed

Only if the amount of indebtedness is bonafide
When a lender cancels debt as a gift to the borrower (often in context of related parties)
Could be ER and EE, of loan b/w family

If debt is cancelled as a gift, there is no debt discharge income b/c §102 provides an exclusion from GI for gifts

§108(e)(5): Purchase-price-reduction exception. If the seller of a piece of property later reduces the purchase money indebtedness arising from the sale of the property, the reduction in the debt principal is treated as a reduction of the purchase price, not as debt discharge income.
Ex: B buys TV on credit for $2,500, then find another store sells for $2,200 and complains “you offer a $ back guarantee. I found the TV for a cheaper price.” TV store says they will reduce debt to $2,200. Does B have $300 of debt discharge income? ( No – the reduction amount owed to TV store is simply treated as reduction in the purchase price for the TV. The basis would be $2,200 instead of $2,500 – but B would have no cancellation of indebtedness income to report
Diane purchases a parcel of unimproved real property from Ed for $20,000, paying $3,000 in cash and agreeing to pay the remaining $17,000, plus interest, one year later. On the date the final payment is due, Diane is not insolvent nor has she filed a bankruptcy petition, but she is short on cash and Ed agrees to accept $16,000, plus interest, as payment in full for the land. Diane does not have income from the discharge of indebtedness; the purchase price of the land, however, is reduced to $19,000 as is her cost basis.
§108(e)(2): forgiveness of a debt does not generate income if the payment of the debt would have been deductible

Ex: discharge at a discount of a liability to pay compensation to an EE will not result in any discharge of indebtedness income to the ER b/c the compensation paid would have been deductible by the ER under §162

Property Transaction and Debt Discharge 

Overview
Consequences of debt discharge in property transaction depend on 2 things
If the debt that was discharged was nonrecourse debt or recourse debt
Exam tip: Whether a loan is secured by the property is different from whether the indebtedness is secured by the property
If the property was personal property (i.e. TP residence) or was trade / business property

This is b/c trade/business property is depreciable and depreciation reduces the TP’s basis in property, which can create phantom gain on the back end of a property transaction
Policy: Debt relief in a property transaction is reflected in AR based on the tax concepts of symmetry and tax benefit. When the TP acquired the property, the debt was included in Basis, but the loan proceeds were not included in GI on the assumption that the TP later would repay the entire debt. 
Relief of the debt for less than the amount owed must be included in AR when the property later is sold. TPs get larger current depreciation deductions (because Basis is increased by nonrecourse debt), but have > gain later on the disposition of the property. 
TPs are willing to suffer through the gain on the back end to get the depreciation deductions in the early years. Deferral of tax is valuable to them.
Nonrecourse Debt

Nonrecourse debt is indebtedness secured by the property (the collateral) that does not give the lender the right to pursue an individual deficiency judgment against the borrower in the event of a deficiency. The lender’s recourse in that case is to seize the collateral, not to proceed personally against the borrower
Note: This means the TP does not have any cancellation of indebtedness income ( b/c the loan is nonrecourse to the TP. The lender will proceed in effect against the property, not against the individual TP who owns the property subject to the nonrecourse indebtedness

This also means there is no attribute reduction when debt is nonrecourse

C v. Crane: 100% of the debt discharge goes into the amount realized for purposes of computing the TP’s realized gain or loss on the realization event. 
C v. Tufts: Whether the liabilities exceed the FMV of the property is irrelevant. 
Policy Rationale: symmetry rationale. When the TP bought the property and got Basis credit for 100% of the nonrecourse debt, the TP benefited from incurring the debt. The symmetry rationale would say, well then 100% of the debt discharge should go into the amount realized in the property transaction on the back end of the transaction ( so the debt discharge goes into the property transaction part of the debt discharge

S. pg. 529: The original inclusion of the amount of the mortgage in basis rested on the assumption that the mortgagor incurred an obligation to repay. Moreover, this treatment balances the fact that the mortgagor originally received the proceeds of the nonrecourse loan tax-free on the same assumption. Unless the outstanding amount of the mortgage is deemed to be realized, the mortgagor effectively will have received untaxed income at the time the loan was extended and will have received an unwarranted increase in the basis of his property. 

Analytic Framework: Nonrecourse Debt in Property Transaction

Step 1: Amount realized = 100% of debt discharge (Crane) (even if FMV of property < debt owed)
Note: if TP sells property to buyer and buyer pays cash plus assumed TP’s debt, then both amounts go into AR
Note: FMV of the real property is irrelevant (Tufts)
Step 2: Original Basis = Cash + Purchase Money Debt 

Adjusted Basis: if apartment building (meaning trade/business property) can adjust basis w/ depreciation deductions.

Adjusted Basis: No depreciation deductions if personal residence
Step 3: Cancellation of Debt Income = NONE B/C NONRECOURSE

Ex: Y1 J buys apartment building for $100k cash + $900k interest-only loan. The loan is secured by the property – nonrecourse. Y1-Y5 J takes depreciation deductions of $170k. By end of Y5 J still owes the $900k, but the value of the property declines to $850k. Y5, lender forecloses and takes title to the property. What is J’s tax consequence
The property is an apartment building – meaning the property is trade/business property that is depreciable (not personal property). This means the TP will take depreciation deductions and the Basis of the property will be reduced by those depreciation deductions. The loan is also nonrecourse – meaning all the debt discharge is going into amount realized.
Original basis for TP is $100k Cash +purchase money indebtedness under Crane case of $900k = total original basis of $1 million
Adjustment to basis: b/c trade or business property, J took depreciation of $170k (depreciation reduces the TP ’s Basis) So J’s adjusted basis is $1 million - $170k of depreciation allowed/allowable ( leaving J with an Adjusted Basis of $830k
Amount Realized: Since nonrecourse indebtedness, all of the debt discharge goes into amount realized. The amount owed is $900k so the amount realized is $900k
Realized gain = Amount realized (900k) – adjusted basis (830k) = $70k. 
Note: Since the debt is nonrecourse, J does not have any cancellation of indebtedness income

J includes $70k as property transaction gain

Ex 2: now the property is a personal residence but the loan is still nonrecourse

Personal residence property means J would not be allowed any depreciation deductions on the property. Meaning there will be no reduction in Basis for depreciation b/c no depreciation is allowed for principal residence
Original basis is still $1 million and no improvements to increase basis so adjusted basis is $1 million. Since it’s a nonrecourse loan, all of the discharge of the $900k of debt goes into amount realized (even though the property is only worth $850k).
Realized gain: amount realized (900k) – adjusted basis ($1 million) = loss of $100k – which is non-deductible under §165
J gets no tax benefit for the loss, but he also had no cancellation of indebtedness income
Recourse Debt
Recourse debt means that the lender can proceed personally against the borrower for any deficiency judgment if the loan is not paid 

Note: the real property is always given as collateral, recourse just means the borrower is personally liable in the event that the debt is discharged and there is a deficiency
Rule for discharge of recourse debt in a property transaction is that debt discharge up to the FMV of the property goes into amount realized in the property transaction calculation of gain or loss. 
Note: Any remaining debt discharge is cancellation of indebtedness income
COD = Debt owed – FMV of property
Rationale: B/c the debt is recourse; the lender can proceed personally against the borrower TP for the deficiency, the debt in excess of the value of the property. If recourse debt is discharged and the debt discharged exceeds the FMV of the property, the TP will have cancellation of indebtedness income. Then, you must determine whether that COD will be included in GI or can be excluded from GI
Analytic Framework

Step 1: Amount Realized: Limited to FMV of the property

Step 2: Original Basis = Cash + Purchase Money Debt 

Adjusted Basis: if apartment building (meaning trade/business property) can adjust basis w/ depreciation deductions.

Adjusted Basis: No depreciation deductions if personal residence
Step 3: COD = Debt owed – FMV of Property

Ex: same J example as above, but it’s a personal residence and recourse.
Basis: Still $1 million – adjusted basis is $1 million b/c no adjustments upward or downward for J’s personal residence

Amount realized will be different from above b/c loan is recourse. So the amount of debt discharge included in the property transaction amount realized is limited to the FMV of the property. Since FMV is $850k, even though debt discharge was $900k, only $850k is included in the property transaction
Note: any remaining debt discharge is cancellation of indebtedness income that’s included in GI 

Realized loss: Amount realized ($850k) – Adjusted basis ($1 million) = $150k non-deductible loss. This is a personal residence, so the personal loss is non-deductible under §165
Debt discharge income: COD is $900k owed - $850k (the FMV of the property) used to discharge the debt. = $50k and under §61(a)(12), COD is included in GI, but then go to §108(a) to see whether J can exclude all or part of the $50k discharge income.
J could only exclude if he could prove discharge occurred in bankruptcy proceeding (then could exclude all of the debt discharge income) or if he was insolvent, he would have to prove his insolvency exceeded $50k or if §108(a)(1)(E) applies
14) Tax Exempt Bonds

Overview

§103a: unlimited exclusion from GI interest on “any State or local bond.”
TP may fully exclude interest from certain state, municipal, and other bonds 
Exception: does not apply to bonds listed in §103(b)
Tax-exempt bonds are often preferred since interest return on them isn’t taxed
The money of pretax interest that an investor loses by investing in a tax-exempt bond instead of a taxable bond is a punitive tax

The exemption has been criticized as an inefficient form of federal subsidy to the state and local governments, but state and local governments worry about whether they would get the money, so there is political pressure to keep §103 in the Code.
Difference in the interest paid on taxable and nontaxable bonds functions like an implicit tax.
15) Gain from Sale of Personal Residence

Overview

§121

Qualifying TP can permanently exclude from GI up to $250k (or $500k if married TP filing a joint statement) of gain from the sale or exchange of their personal residence

§121(a) Exclusion only applies when the TP owned and occupied the property as a principal residence for at least 2 of the last five years prior to the sale or exchange

If §1031 exchange – the exclusion will not apply unless the property is held for at least 5 years §121(d)(10)

Principal Residence:

If the TP has more than 1 residence, only the principal residence will qualify

Determination of whether property is used by a TP as his principal residence depends on surrounding facts and circumstances

Factors include: TP’s principal place of employment, principal place of abode of TP’s family members, and the TP’s mailing address for bills and correspondence Reg. §1.121-1(b)(2)

TP can qualify for the full exclusion only once every 2 years (§121(b)(3)
Policy: §121 in IRC b/c owning a residence is considered by many to be part of the American Dream 

Congress wanted to protect homeowners who lived in their home for many years from having to pay large amounts of tax when they eventually sold their family home.
Reduced Exclusion

If TP not occupied residence for at least 2 years or already took the 121 exclusion within the preceding 2 years may qualify for a reduced exclusion under §121(c) – aka the maximum exclusion is prorated and applied
If the TP has had to move b/c of a change of place of employment, health, or other unforeseen circumstances
TP will be able to exclude the 250k multiplied by the following ratio: the period of time (in 5 years before the sale or exchange) during which the TP owned and used the residence as a principal residence divided by 2 years. 
Ex: Nadya purchased a house on January 1 of Year One and immediately began using it as her principal residence. Early in Year Two, Nadya learned she was pregnant, and, because the house was not large enough to accommodate her growing family, on July 1 of Year Two, she sold her house and realized $300,000 gain. If she had satisfied the requirements of IRC § 121(a), a maximum of $250,000 gain would have been excluded. Because Nadya used the house as her principal residence for one and a half years out of the two-year requirement, the maximum excludable amount is limited to the portion of the two-year requirement which she did satisfy. She may exclude $187,500 ($250,000 × 1.5/2) of her $300,000 gain, and she must include the remaining $112,500.
If TP already took 121 exception in past 2 years
TP can exclude 250k (or 500k if married and filing jointly) multiplied by the following ratio: the period of time b/w the sale or exchange of the previous principal residence and the sale or exchange of the most recent principal residence divided by 2 years
Gates v. C: H and W excluded gain from the sale of their new home they constructed on the site of their former principal residence. The couple met the §121(A) 2 year residency requirement with respect to the old home, which they demolished and replaced (instead of remodeling). The question was whether they could exclude gain from the sale of the new replacement home, in which they never had lived. 

Majority of court held that the couple could not exclude the gain from the sale of the replacement home b/c that home was not used as the couple’s principal residence for the period required by §121(a)
Chapter 3: Problems of Timing
16) Gains and Losses from Investment in Property
Overview

Realization: Gain is calculated only when a realization event has occurred (b/c of liquidity and valuations problems Eisner v. Macomber)
Ex: a sale of property for cash is a realization event

Helvering v. Bruun: a lessor realized gain from improvements made by the tenant upon termination of the lease (§109 and 1019)

Reg §1.1001-1(a): gain or loss is realized when property is exchanged for cash or other property “differing materially either in kind of in extent.” 
Cottage Savings Ass’n v. C: “mortgage pools” with similar risk attributes were exchanged. The Court held that the exchange was a realization event because the obligors on the mortgages varied b/w the 2 pools whose mortgages were pooled were different. Exchange properties are “materially different” if they “embody legally distinct entitlement.”
Calculating Realized Gain (or loss)

§61(a)(3): GI includes gains derived from dealings in property.

§1001(a): Gain (or loss) realized from sale or other disposition of property = AR – AB.

§1001(b): AR = $ received + FMV of other property received.

§1011(a): AB = Original Basis, adjusted as provided in §1016. For example, Basis is decreased for amortization or depreciation deductions allowed or allowable with respect to the property.
Recognition: Realized gain or loss is recognized, unless otherwise provided in the IRC. §1001(c)
Exception: Nonrecognition rules
If a nonrecognition rule applies to a transaction, the TP’s realized gain or loss from the transaction will be deferred in whole or in part
§1031

§1033

§1041 

Policy: Why do we have nonrecognition Rules?

The realization threshold is low. In certain types of exchanges, in which a TP has not significantly altered her investment, Congress thought the time of the exchange was not an appropriate time to impose tax. 
In nonrecognition transactions, gain realized on the exchange that is not recognized is deferred until the TP disposes of the property acquired in the nonrecognition transaction. The nonrecognition rule assigns the property the TP received a Basis that preserves the deferred gain. For example, in a simple nonrecognition transaction, the TP’s Basis in the property the TP received in the exchange is the TP’s Basis in the property the TP gave up in the exchange.
Like-Kind Exchanges
§1031: “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 such real property is exchanged solely for real property of like kind which is to be held either for productive use in a trade or business or for investment.” §1031 applies only to like-kind exchanges of real property held for productive use in a trade or business or for investment. 
§1031 applies if only: (Note: §1031 is not elective. If you meet requirements ( it applies.
The properties exchanged are real property.

Property "held for productive use in a trade or business or for investment"

is exchanged "solely" for property of a "like kind"

which is to be held for productive use in a trade or business or for investment. 

§1031 does not apply to exchanges of personal real property, such as personal residences.
Real estate held for sale to customer does not qualify for §1031 nonrecognition

The 2017 act eliminated nonrecognition for the exchange of like-kind tangible property.
Reg. §1.1031(a)-1(b): Like kind: Refers to the nature and character of property, and not to its grade or quality. All real property is like-kind, whether the property is developed or undeveloped.
Real Property located outside US is not like-kind property w/ property w/in the US
1031 Exchange applies even if the TP receives both like-kind property (called permitted property) and other property or money (called boot or nonpermitted property)
Timing of Exchange

§1031(a)(3)Property received is not treated as like kind property, however, if it is not identified as property to be received by the taxpayer on or before 45 days after the taxpayer transfers the property relinquished in the exchange, or if it is received more than 180 days after the taxpayer transfers the property relinquished in the exchange (or if it is received after the date the taxpayer’s income tax return for the year in which the exchange occurred is due).
Consequences of applying §1031 
§1031 does not eliminate the gain realized in the exchange

Calculating Realized Gain = Amount Realized – Adjusted Basis
Amount Realized = FMV of property TP received + Boot Received + TP’s Debt Relief on property TP gave up in the exchange
Adjusted Basis: AB of property TP gave up + Boot TP paid + TP’s new debt on property received
Exam tip: Realized loss is not recognized, even if the TP receives boot in the exchange §1031(a)and(c)

§1031(a) and (b): Gain Recognized: the lessor of gain realized in the exchange OR the FMV of the boot received 
Note: if the TP does not receive “boot” in the exchange, the TP recognizes none of the gain realized in the exchange

Debt relief on one side is treated as boot. If a TP is relieved of indebtedness on the property given up in the exchange, the debt relief is treated as boot. For example, if the party acquiring the TP's property assumes the TP's debt with respect to the property (or takes the property subject to the debt), the TP’s debt relief is treated as "money received." Reg. §1.1031(d)-2.

If both properties exchanged are encumbered by debt, and there is debt relief on both sides of the exchange, only net debt relief (also taking into account cash the TP paid) is treated as boot. NOTE: This rule only applies for purposes of calculating recognized gain.
The party whose net indebtedness INCREASES as a result of the exchange does not treat the relief of indebtedness on the property transaction as boot. TP’s boot and gain recognition would be limited to the amount of other boot, (cash) the taxpayer received in the §1031 transaction.
The party whose net indebtedness DECREASES as a result of the exchange treats the net debt relief as boot
Money Received (TP’s boot from net debt relief)  = (TP’s relief of indebtedness on the property they gave up in the exchange) - [(TP’s debt on property received + cash TP paid in the exchange)
If TP receives no net debt relief, the TP’s “boot” and gain recognition are limited to the amount of the boot the TP received
Ex: L owns Blackacre with FMV of $15k and AB of $10k and exchanges for Whiteacre w/ FMV of $11k and $4k cash. 

AR = FMV of property TP received + Boot Received = $11k + $4k = $15k

AB = AB of property given up = $10k

Realized Gain = $15k-$10k = $5k

Recognized gain = Lessor of Realized Gain or Boot. $4k < $5k and thus Recognized gain is $4k

TP’s Basis in the Property the TP Received in the Exchange 

Exchange with No Boot and No Debt: §1031(d): TP’s basis in property received in 1031 exchange equals the TP’s basis in the property given up in the exchange 

Exchange with Boot but No Debt: 

TP’s basis in the property TP received in the exchange = TP’s AB in the property TP gave up in the exchange + Cash the TP paid – Boot (cash) TP received + Gain the TP recognized on the exchange 
If TP pays a boot in addition to giving up property, the TP’s basis in the property received in the transaction is increased for the boot the TP paid Reg. §1.1001(d)-1(a)

If the TP receives boot in addition to like-kind property, the TP’s basis in the property received in the exchange is reduced by the boot. 

However, the TP’s basis also is increased by the gain recognized by the TP

If Boot is ≤ realized gain, the decrease and increase in the basis is zero
If Boot is ≥ realized gain, the decrease and increase in basis do not net to zero
Exchange with Boot and Debt: TP’s basis in the property TP received in the Exchange =
TP’s Basis in the property the TP gave up in the exchange
 + Debt the TP assumed on property TP received in the exchange
+ cash the TP paid

 - cash boot (or other boot unrelated to the debt) TP received

 - relief of indebtedness on property TP gave up in the exchange 
+ gain recognized by the TP in the §1031 Exchange

How to check your basis calculation: Pretend (contrary to fact) that, on the day after the §1031 exchange, the TP sold the property that the TP received in the exchange. The TP’s gain realized on the hypothetical sale should equal the gain realized in the §1031 exchange that was NOT recognized in the 1031 exchange.
Other nonrecognition rules

§1033: 
§1033 applies to involuntary conversions of property on which gain is realized. (The section does not apply to losses realized on involuntary conversions.)

§1033(a)(2): TP may elect to not recognize gain realized on the involuntary conversion of property into cash due to theft, fire, or condemnation, provided that the taxpayer reinvests the cash in property that is similar or related in use to the lost property.
Ex: TP can avoid recognition of gain realized where an appreciated building was lost b/c of earthquake, the TP got insurance $ on destroyed building and then used insurance proceeds to construct a similar building
§1033(a)(2) If the TP does not reinvest the entire amount from insurance in a similar use property, he will recognize gain in the amount equal to the lesser of (i) the realized gain or (ii) the portion of the proceeds that were not reinvested in the similar use property

If some of the proceeds are not reinvested in similar use property, §1033 provides a rule that is similar to the boot gain recognition rule in §1031; realized gain is recognized to the extent that proceeds are not reinvested in similar use property.
AKA the TP will recognize gain in an amount equal to the lesser of the Realized gain or the portion of the proceeds that were not reinvested in a similar use property

If TP does not reinvest the entire amount in a similar property, he will recognize gain in an amount equal to the lesser of (i) the realized gain on the transaction or (ii) the portion of the proceeds that were not reinvested in a similar use property
The Basis of the new similar use property = (the cost of the similar use property) – (any gain realized on the involuntarily converted property that was not recognized). §1033(b)(2). 
AKA the sum of the Basis of the lost property, plus any additional cash or debt invested in the new property, plus any gain recognized on the involuntary conversion transaction, less any proceeds not reinvested in the similar use property.)
Ex: Assuming 1033 applies: L’s warehouse burned down. She had a basis of $250k and a FMV of $400k. Insurance gave her $400k and she used the proceeds to buy a new warehouse

Step 1: Realized Gain = AR – AB = $400k - $250k = $150k. However this is not recognized b/c of 1033 since TP used all of insurance proceeds to buy new similar use property
Step 2: New basis = Purchase price of similar use property – Gain realized but not recognized. $400k - $150k = $250k new basis
Ex: Now L uses only $300k of proceeds for new warehouse and spend $100k on race horses

Step 1: Same as above however, the money spent on the race horse is not a similar use property, so L recognizes $100k of gain

Step 2: New basis: $100k basis in horse. Warehouse basis = $300k purchase price of new warehouse - $50k of gain that was realized but not recognized yet 
b/c we realized $150k of gain but only recognized $100k at first 

L receives $300k from insurance, borrow and additional $100k and uses all the $400k to buy a new warehouse

Step 1: Realized gain =$300k AR - $250k (basis) = $50k. However none recognized
Step 2: new basis: $400k purchase price - $50k gain that was realized but not recognized = $350k

L gets nothing from insurance, but borrows $400k to buy new warehouse 

L realizes a loss of $250k ($250k basis – 0) 

Exam tip: §1033 does not apply to realized losses

However, her realized losses may be deductible under §165 (depending on whether TCJA applies)
Under crane: L’s basis is now $400k

L - $400k from insurance, but only uses $220k to buy a new warehouse and keeps rest of $

Step 1: Realized Gain AR – AB = $400k- $250 = $150k
The nonrecognition rule only applies to the extent that the amount received from the involuntary conversion is used to purchase similar-use replacement property. 

Here, L doesn’t spend $180k of the insurance proceeds on a similar use property so she recognizes all of the $150k of her realized gain 
Step 2: new basis: $220k the purchase price of new warehouse – amount realized but unrecognized ($0) 

17) Transfers Incident to Marriage and divorce

Transfers of Property Incident to Divorce

Transfers of property incident to divorce
U.S v. Davis: SCOTUS held that a transfer of appreciated property incident to a divorce was a realization event to transferor. This holding didn’t apply to a transfer b/w divorcing spouse held as community property. 
§1041 changed this (Congress overruled Davis), but Davis applies to transfers of property b/w partners in registered domestic partnerships or civil unions
Davis may still apply to property transfers in anticipation of marriage

§1041: Provides that no gain or loss is recognized by either party on the transfer or property to (i) a spouse or (ii) a former spouse, provided that the transfer is incident to divorce.
§1041: the transferee assumes the transferor’s Basis in the property
Exam tip: Stock is property

Exception: If the property was transferred prior to marriage ( §1041 does not apply
Ex: If property from before marriage was given to spouse as part of divorce settlement to acquire marital rights (which includes waiving right to alimony or property upon divorce = AKA an antenuptial agreement) we treat it as a property sale. 
Thus the transferee would have a basis in the property equal to its value on the date of the transfer 
Transfers of cash incident to divorce: Alimony and child Support

Payments of cash made incident to divorce are treated as either alimony or child support
Tax issue raised by divorce: Who will claim their child as a “dependent” after the divorce?
The default rule is that the custodial parent claims the child. Divorcing spouses can agree to allow the noncustodial parent to claim the child, however. 
The divorcing parties and their lawyers should think about the tax benefits to each party of claiming the child. For example, the lower-earning ex-spouse might qualify for the Earned Income Tax Credit. 
Other potential tax benefits include the child tax credit and filing as a “Head of Household.” AGI phaseouts might reduce or eliminate some of the higher earner’s potential tax benefits.

	Type of Transfer
	Tax Consequences

	Property Transactions
	Nonrecognition for transfers (§1041)

	
	TP’s basis in property received = transferor’s basis in property (§1041)

	Child Support
	TP paying child support cannot deduct payments (§71(c))

	
	TP receiving child support does not include payments in GI

	Alimony
	Divorces finalized before 12-31-2018
	Divorces finalized after 12-31-2018

	
	TP paying alimony deducts payment ATL
	TP paying alimony cannot deduct payments §61(a)(8), 62(a)(10), 71(a), 215

	
	TP receiving alimony payments includes payments in GI
	TP receiving alimony does not include payments in GI


Law applicable to divorce / settlements finalized before Jan 1, 2019
Divorces finalized before 12-31-2018 allow divorcing spouses to shift income from a high-bracket payor to a low-bracket payee. 
The parties could negotiate to split the tax savings from this income shifting

Policy for Alimony: pre-2019 divorces, alimony is deductible to the payor and taxable to the recipient. At first glance, this would seem to be bad for the recipient. However, since the recipient is generally in a lower tax bracket than the payor, the total tax burden is less. The tax savings can be split between the spouses. That is, the higher-earning spouse can increase his or her payment so that, after taxes, both the payor and the ex-spouse have more money than they would if a smaller nondeductible child support payment or property settlement were paid.
Alimony payments are included in the income of the payee (§§71(a)) and are deducted from the payor's gross income. §215. The alimony deduction is an ATL deduction. §62(a)(1).

Child support payments are not deductible by the payor nor includible by the payee.

In order to qualify as alimony, a payment must meet the following tests:

First, it must be made in cash. §71(b)(1). (§1041, not §71, applies to noncash transfers incident to divorce.)

Second, the payment must be made pursuant to a written divorce or separate maintenance agreement or decree. §71(b)(1)(A), (2).

Third, the payor and payee must live in separate households. §71(b)(1)(C).

Fourth, the payment must not be for child support. §71(c)(1). Any payments that end when a child dies or reaches a certain age (for example, age 18) will be characterized as child support payments. §71(c)(2).

Fifth, the payment obligation must not continue after the death of the payee spouse. §71(b)(1)(D).

Sixth, §71(f) provides, generally, that payments are treated as alimony only to the extent they are substantially equal in the first three years in which alimony payments are made. Payments that are "front loaded" in this three-year period are recharacterized as property settlements. In effect, §71(f) requires recapture of any disproportionately high amounts of alimony (referred to in §71 as "excess alimony payments") paid in the first two years. In practice you will not usually have to compute the amount of excess alimony payments under §71(f) because divorce lawyers typically structure the alimony as level payments to avoid triggering §71(f).

If a payor spouse had much higher income than the payee spouse, §§71 and 215 permitted the divorcing spouses to shift income from the high-income payor spouse to the low-income payee spouse.

Law Applicable to finalized divorce or settlement after 2018
The payor ex-spouse is not allowed to deduct alimony payments made to the payee ex-spouse and the payee spouse does not include in income the alimony payment received
18) Installment Sale and Open Transaction Reporting

Installment amount known
§453: a special accounting method for reporting gain from the sale of property in exchange for deferred payments
When does §453 apply

§453 applies automatically to a sale of property if the seller realizes a gain on the sale and at least one payment for the property will be received by the seller after the close of the taxable year of the sale. §453(a) and (b). 
Election: TPs can elect out and recognize the entire gain in the year of the sale. §453(d). 
If Election The recognized gain must be included in GI in the year of the sale 

TPs elect only when the TP faces an unusually low tax bracket in the year of the sale.
Or TPs make the election if TP had losses in the year of sale sufficient to offset the gain from the installment sale
Installment sale reporting is usually quite beneficial to TPs 
Deferring tax on the gain realized is the equivalent of a tax rate reduction or an interest-free loan to the TP of the deferred tax. 
Limits on §453 Benefits 

if the installment payments total more than $5 million, the TP has to pay interest on the deferred tax under §453A(a)(1) and (b)(2).
If an installment obligation is pledged as security for a loan, the proceeds of the loan will be treated as payment on the installment obligation, triggering an inclusion under §453

If the TP receives a bond or other evidence of indebtedness from the purchaser, the TP’s receipt of the debt is also treated as a payment if the debt received from the purchaser is payable on demand or is readily tradeable §453(f)(3), (4)
Exceptions: When does §453 not apply 
To sales of personal property by TPs who regularly sell personal property on the installment plan, such as department stores, and sales of real property by TPs who hold real property for sale to customers in the ordinary course of business, such as real estate developers. §453(b)(2), (1)(1).

To the sale of publicly traded stocks or securities. §453(k).

If the seller realizes a loss on the sale.

Exam tip: If §453 does not apply, the full gain is included in the year of sale, even if the payments are to be made over a period of many years.
453(i): The installment method does not apply to the extent any gain from the sale of property would be characterized as ordinary income under §1245 or 1250.

Any gain in excess of the recapture income is recognized in accordance w/ the installment method

K bought a piece of equipment for $130,000, then later sells the equipment, which due to depreciation had a current adjusted basis of $75,000, for a selling price of $120,000, $20,000 down and payments of $10,000 per year for ten years (plus a “reasonable” rate of interest). The equipment is subject to the recapture rules of §1245, requiring $45,000 of the realized gain to be characterized as ordinary income. In the year of disposition, the entire $45,000 of gain realized must be recognized (as ordinary income) regardless of the amount of payments actually received in that year, or the amount of gain which would otherwise be required to be recognized under the installment method. §1245(a)(1).] Had there been any gain realized in excess of the recapture income, it would have been taken into account under the installment method. In such a case, the gross profit ratio is computed by increasing the adjusted basis of the property by the amount of recapture income that was recognized in the year of the sale.
If §453 applies, what does it do
Overview


The installment method requires a portion of payments received from an installment sale in a taxable year to be recognized gain, included in GI in the taxable year in which the payments are received. The amount of gain to be recognized is determined by multiplying the total amounts of payments received during the taxable year by the gross profit ratio
First: §453(c), a seller determines the overall ratio of the gain to the sales price in order to determine what portion of each payment should be included as gain from the sale. 
Second: the seller determines the annual inclusions of gain from the sale by multiplying any installment payment (other than interest) received during the year by the ratio determined under §453(c).
The gross profit ratio is the ratio of the gross profit to the contract price. §453(c).

The gross profit is (i) the selling price (ii) less the seller's Adjusted Basis in the property sold. Reg. §15A.453-1(b)(2).
Note: only treat debt relief like a cash payment part of selling price if the mortgage assumed by the buyer > the seller’s basis in the property Reg. §15a.453-1(b)(3)(i)
The selling price is the amount to be paid by the buyer (other than interest). Id. 
If the property sold is subject to a liability that is assumed by the buyer, for the purpose of computing the §453(c) ratio, the selling price includes the amount of the debt assumed by the buyer. Id.

The contract price is the selling price less the debt assumed by the buyer. Id.

Although it might make sense to treat the debt relief like a cash payment in Year 1, that generally is not the approach in §453. Instead, §453 spreads the gain from debt relief in the same way that the rest of the gain is spread. 
If the debt assumed or taken subject to exceeds the seller's Basis in the property sold, however, the liability in excess of the Basis is treated as a cash payment in the year of the sale. Reg. §15A.453-1(b)(3)(i).
Example: Catherine sold property, with a Basis of 100, to Bob for 500. Bob will pay her 100 a year for five years. (Disregard the interest on the balance owed.) In Year 1, Catherine receives a payment of 100. Under §453(c), the ratio is 4/5: She realized a gain of 400 on the sale (500 AR less 100 AB). The sales price is 500, so the ratio is 4/5 or 80%. Her inclusion in Year 1 = 80 (80% of the 100 payment she received that year).
Example: Lee sold property, with a Basis of 300, a mortgage of 200 and a FMV of 700. Lee sells to George for 500 and assumption of mortgage. George will pay lee 100 a year for next 5 years but nothing in year of sale.
Gross Profit: Selling price (500 installment payment to be made + 200 debt George Assumed) – Lee’s AB (300) = 400

Contract Price: K price = selling price – debt assumed by the buyer (700 selling price – 200 of debt assumed by George) = 500

Gross profit percentage = gross profit / contract price = 400/500 = 80%. Lee will include (80% * 100) $80 of gain when she received each 100 payment from George
Character of Gain

The character of gain recognized on the sale of property under the installment method is governed by the character of the gain which would have been recognized if the property had been sold for its full fair market value in cash. However, if a sale of real estate is made and some of the gain is “unrecaptured section 1250 gain” and some is “adjusted net capital gain” the “unrecaptured section 1250 gain” must be recognized prior to the “adjusted net capital gain“. [Reg. § 1.453–12(a) and –12(d) Example (1).]
Installment amount unknown
How to apply §453 when installment amount unknown

Burnet v. Logan: the Supreme Court held that, where the amounts to be received were uncertain, the TP could recover all of her Basis before including any of the gain from the sale. In that case, the TP sold stock in a mining company in exchange for cash and payments that were to be based on the amount mined in the future. Since the amount to be received in the future was not ascertainable, Mrs. Logan was permitted to recover all of her Basis first, then include all amounts received after she had recovered her Basis. In other words, the Court allowed Mrs. Logan to adopt an open transaction (Basis first) approach to report the gain from the sale. (Logan has been legislatively overruled for the most part)
§453(j)(2): require sellers receiving contingent payments to apply §453 in the year of the sale and preclude open transaction reporting except in extraordinary cases. See, e.g., Reg. §§15A.453-1(c) and 1.1001-1(a). 
Reg. §15A.453-1(c) provides three special rules for determining the timing of Basis recovery and gain inclusion where the amount paid for property is contingent:

If a maximum payment for the property can be determined, that amount is treated as the selling price for the purpose of computing the §453 inclusion ratio.

If a maximum payment cannot be determined, but the number of years over which payments will be made can be determined, the TP's Basis is allocated equally over that period.

If neither a maximum payment nor time period for payment can be determined, the TP recovers Basis equally over 15 years.

19) Original Issue Discount

Overview

Overview: OID is the tax term for unstated interest on a bond/loan
Simple interest: if interest on a loan is payable at fixed intervals and each interest payment is the same amount (the interest rate times the original amount loaned)

The debt contract specifically provides for the payment of interest at a stated rate periodically on the loan

Compound Interest: when interest on a loan accrues, but is not paid out periodically to the lender, the accrued but unpaid interest is added to the amount originally loaned (the loan principal). This increases the loan principal and the balance due on the loan
Borrower will pay the lender the principal amount plus interest on the principal amount, plus interest on the interest that accrued but was not paid out to the lender

EE: determined by applying the interest on the debt to the sum of (i) the amount originally loaned plus (ii) any interest on the debt that has already accrued but has not been paid.

Original Issue Discount: the unstated interest

Ex: Y1: lender loans B $1k. Loan bears 0 stated interest, but the borrower will pay the lender $1,340 in Y3. This bond is a zero-coupon bond (coupon = interest). There is zero stated interest on the bond, but that doesn’t mean there is no interest on the bond b/c the entire different b/w the amount payable at maturity, $1,340 and the amount loaned, $1,000, is the interest but it’s interest that’s unstated interest. It’s the OID
§163(e)(1),(2), (1272(a)(1): To avoid accounting asymmetry by bondholder being on cash method side and bond issuer using accrual method Congress adopted the OID rules to put both issuers and bondholders on the same accrual accounting method for OID deductions and inclusions
Difference b/w Bank Savings Account and Bond:

For bank savings account TP includes on the interest even though she doesn't withdraw it, but a TP could withdraw the interest any time she wanted to, whereas a bondholder is not entitled to receive any interest payments until maturity date. 
Interest-bearing bank savings account: Uses income-first rule (Treats all payments as income to the extent of any income set aside for the TP) and requires a TP to include in GI the interest that accrues on savings – whether she withdraws the interest or not

The bondholder could also sell the bond but the original bondholder has no ability to choose to receive the unstated interest on the bond. She or whoever she sells the bond to will have to wait until the end of the maturity date to be paid the interest of the bond 
OID Analysis

Step 1: Compute the total OID on the debt instrument
Total Unstated Interest (OID) = the stated redemption price of the debt instrument at maternity – issue price of the debt (the amount of cash the bondholder paid for the debt
Difference b/w what was paid for the debt when it was issued and the amount for which the debt will be redeemed at maturity

Ex: for this Section. Mary purchases cash bond of $377 from BigCo. The bond is redeemable in 10 years for $1,000
Stated redemption price: the amount payable at maturity (for our class if unstated interest, OID, on loan, assume 0 stated interest on the loan)
Issue price of Bond: §1273 – when bond issued for cash, issue price = amount of cash the bondholder paid for the debt.
Issue price of stock: the value of the publicly traded property given in exchange for the debt
Issue price of stock: If a bond is issued for non-publicly traded property, the issue price of the debt is the imputed principal amount under §1274

OID = 1000 – 377 = $623
Step 2: How is OID going to be allocated over the time period in which the debt is outstanding
Accrual Method: Allocate OID to each year that the bond is outstanding (Ex: say 10 years)
Under §1272 we allocate OID to each 6-month semiannual accrual period. So we assume that there are 2 full accrual periods in each calendar year

EXAM TIP: the # of periods compounding is the # of years the bond is outstanding multiplied by 2 (b/c accrual periods are each 6 months long)

Also called the Constant-yield-to-maturity method b/c Same interest rate in percentage terms is used to calculate the OID allocable to each year
For each year we have to do 2 OID calculations to determine the OID accruals (one for each 6 month period)

OID accrual = the yield to maturity * the adjusted issue price of the bond

Formula for OID for each six-month accrual period is that we multiply yield to maturity by the adjusted issue price of the debt

Yield-to-maturity (YTM): implicit interest rate on the bond. It’s the interest rate that when applied to the issue price produces the stated redemption price (it’s the internal return). For a zero-coupon bond, all of that return is unstated
Note: the YTM, that implicit interest rate, is constant throughout the ten-year period. The YTM is a single rate that is constant for all of the accrual periods during which the loan is outstanding. 
Note: PROFESSOR WILL ALWAYS PROVIDE THE YTM 
Adjusted issue price: original issue price of the bond + all prior accrued but unpaid OID. 
Exam tip: After first 6 month period, you take the OID and add it to the issue price and now to find the second 6 month period OID, you multiply the YTM to the new adjusted issue price (and they keep adding for all 10 years)
Step 3: Convert the annual YTM, with a semiannual compounding convention, into a semiannual rate. AKA you divide the annual YTM by the # of compounding periods in the year
Ex: if Prof says YTM is 10%, then we divide that by the 2 accrual periods, so the rate is 5%
Step 4: Compute the OID Accruals
OID for first six month accrual period = issue prices * YTM
$377 * 5% = $18.85

Note: Interest accrues but is not paid, so we add $18.85 to the original issue price of $377 and that becomes the new adjusted issue price of the month

Now we compute the OID for the 2nd six month accrual period 

Issue price = 377 + 18.85 = $395.85

OID = $395.85 *5% =$19.80

At the end of year 1 we have a total OID of $18.85 + 19.80 = $38.65

Step 5: The issuer (BigCo) deducts the OID as trade or business interest, and the bondholder (Mary) includes the OID as interest income
Mary includes $38.85 as interest income at the end of Y1 as OID §1272(a)(1). The OID that Mary has to include each year is added to her basis for the bond so that when she receives $1k at maturity she realizes no gain or loss on the redemption. Reg. §1.1272-1(g) and BigCo deducts $38.85 in Y1
Why does Mary, a Cash method TP, have to include unstated income before it’s paid to her

Symmetry requires it. BigCo, which is likely an accrual method TP, gets to deduct the unstated interest as it accrues. If the cash method bondholders were allowed to defer inclusion of the interest until Year 10, there would be a mismatching of the interest on the two sides of the loan, so the IRC makes Mary include the interest as it accrues economically.
Policy: now the economic accrual method achieves symmetrical treatment on both sides on the bond transaction
The issuer's deductions have a counterpart on the bondholder's side; the bondholder must include the OID. 
Note that the issuer is deducting OID, even though the issuer hasn't paid the interest, and the bondholder is including the OID, even though the bondholder has not received any interest payment.
Congress decided it was also important decided that it was important for business taxpayers to be able to deduct the business interest as it accrues, instead of having to wait until the interest is paid to get that deduction.

Sale of Property for Deferred Payments with Unstated Interest
OID rules for property transaction and bond transaction
Ex: X owns property w/ basis of $100 and FMV of $377. What are the tax consequences if in Y1 X sold the property for $377 and took that cash and bought a 10 year, zero-coupon BigCo bond that pays $1000 at maturity? 

X would have a property transaction in Y1. His amount realized would be $377 and his basis is $100. X would realize and recognize $277 gain. Then X would have the same interest inclusions from above example where over the 10 year period X would include $623 of interest and that interest would be allocated over each of the 10 years using the constant YTM method
OID rules on property w/ deferred payment
The tax rules bifurcate (cut into 2 pieces) the deferred payment. One piece is the property transaction and the other piece is the issuance of the zero-coupon debt instrument.
The OID rules apply to the sale of property for a deferred payment w/ unstated interest. The issuance of a zero-coupon debt instrument for property is subject to OID rules

Thus: must analyze a property transaction separately from the OID debt transaction

What do we need to know: what is the amount realized? For what amount did X sell his property? For the OID debt transaction, what’s the issue price of the debt. For what amount did X sell the property? 
§1274: When a debt instrument with unstated interest is issued for property, we must calculate the Imputed principal amount (IPA)

The IPA is the present value of future payments to be made on the debt, discounted at the applicable federal rate (AFR)

The IRS issues the AFR and the TP discounts to present value the payments to be made on the debt, using the AFR.  
We start with the amount payable at maturity (which is the future value). $1,000 is the future value. We discount that future payment to present value and the discount rate (which is sort of the inverse of an interest rate) is the AFR
That present value is the IPA and the IPA has 2 purposes
IPA is deemed to be the amount realized in the property transaction

IPA is deemed to be the issue price in the debt transaction so we can apply OID rules

Ex: X owns property w/ basis of $100 and FMV of $377. Buyer will pay X $1,000 in Y10

IPA: Present value of the future value of $1000 is $377

Realized Gain = Amount Realized – Adjusted Basis = IPA – AB = $377-$100 = $277

Under Installment sale reporting §453, X can defer that inclusion of $277 of gain until Y10, when X receives the payment for the property transaction
When does §1274 not apply

Section 1274 does not apply to sales of: principal residences; sales in which payments are not deferred for more than six months; certain sales of farmland; and property sales that require at least annual interest payments, provided that the stated interest rate on the debt at least equals the AFR. If debt bears stated interest at a rate that at least equals the AFR, but that interest is not payable until maturity, the debt will have OID in an amount equal to the stated interest payable at maturity. §§1273(a)(1), (2), (b)(3), 1274(a)(1). The holder and issuer of the debt have to include and deduct the interest each year using the constant yield-to-maturity method described above.

Section 1274 also does not apply to a sale if the total payments to be made on a debt instrument exchanged for property are not at least $250,000. §1274(c)(3)(C). However, another section, §483, can apply in that case. Section 483, like §1274, determines the amount of unstated interest on a debt instrument issued for property by comparing the payments to be made on the debt and the present value of the payments to be made (again discounting the payments at the AFR). §483(b). But §483, unlike the OID rules, does not require accrual of the unstated interest, calculated using the constant yield-to-maturity method. Instead, the holder and issuer of the debt instrument report the unstated interest under their normal methods of accounting (despite the fact that this results in asymmetrical treatment of the interest where the holder is a cash method TP and the issuer is an accrual method TP). Reg. §1.483-1(a)(2)(ii).

20) Cash Method of Accounting

Overview

Deduction Rules for Cash Method Accounting

Cash method TP can deduct item of expense when it is paid. Reg. §1.446-1(c)(1)(i)

However, where the payment of an expense creates an asset w/ a useful life that extends substantially beyond the close of the year in which the expense is incurred, the cash method TP cannot deduct the entire expense immediately

Instead, the expense must be capitalized

Constructive Receipt: A cash method TP includes on the earlier of actual or constructive receipt.
Constructive receipt: When an item is made available to the TP, so that he could receive it, but he chooses not to receive it. 

The constructive receipt (CR) doctrine applies to payments for goods and services. Courts honor the terms of contracts for goods and services for purposes of determining when the income is made available to the TP. 
Rev. Rul. 60-31 provides that income can be deferred, for tax purposes, if the TP has not yet performed the services that give rise to the income. 
If the employee is allowed to defer the income, the employer must also defer the deduction for the salary to be paid to the employee in a later year. §404(a)(5).
This inclusion rule applies regardless of whether the item of income is received in the form of cash, property, or services

Reg. §1.451-2: If a K does not permit Seller to receive payment in year one, then constructive receipt doctrine does not apply b/c the sale proceeds were not made available to seller in Y1. 

Doesn’t matter if this benefits the TP / this was his idea to structure the deal this way
Economic benefit doctrine: when a cash method TP recognizes income as soon as a payor irrevocably sets aside funds for the TP in a manner that prevents the payor's creditors from being able to reach the amount set aside. 
Pulsifer v. Commissioner: cash method TP won the Irish Sweepstakes had a GI inclusion, despite the fact that the TP not received the amount set aside. Inclusion is not required, however, if the funds set aside for the TP's benefit can be reached by the payor's creditors. 
The economic benefit doctrine does not require immediate inclusion if an ER makes an unsecured promise to pay an EE compensation in a later year, instead of transferring the funds to a trust. Rev. Rul. 60-31.
Mere promise to pay, not represented by notes or secured in any way, isn’t regarded as receipt of income w/in the intendment of the cash receipts and disbursement method
Deferral Agreements

An EE can defer compensation income if she enters into the deferral agreement before she earns the income. Rev. Rule 60-31

Drawbacks of deferring compensation by contracts
EE risk that the ER will not be able to make the deferred payment when it’s due. 
If the ER and EE structure the deferred compensation so that the EE does not run the risk of nonpayment (such as setting the funds aside in trust for the EE), the EE won’t be able to defer the income.
Not an issue w/ professional sports teams /c they are usually owned by wealthy individuals who are unlikely to default on contractual obligations
ER cannot deduct deferred compensation until the EE includes it, so the tax advantage gained by deferral of the EE's income is offset by the loss of the employer's current deduction. §404(a)(5).
Ex: EE signs employment K, agreeing to work from 1/1-12/31 in Y1. ER agrees to pay EE $5k a month during year 1. ER also agrees to pay EE $36k on 1/30 Y2. To fund the Y2 payment to EE, ER agrees to purchase an annuity K that will pay EE $36k on 1/30 Y2. Is EE taxed on the $36k deferred payment?
Under Econ benefit doctrine, the deferred payment would be included in Y1 only if it were funded and irretrievably dedicated to EE in a way that was secured from ER’s creditors. Here, the purchase of the annuity should guarantee that ER will have funds with which to make the deferred payment. However, there is no guarantee that ER will use those funds to pay EE. 
Since ER is the beneficiary of the annuity K, the K is an asset of ER and probably subject to the claims of ER’s creditors. Thus, EE does not include the $36k payment in Y1 under Rev. rule 60-31
EE received only an unfunded, unsecured promise to pay $36k in y2 which is not property subject to §83. Since EE does not include the deferred income in Y1, ER cannot receive a deduction for the $36k payment in Y1 §404(a)(5)
Avoiding Drawbacks of deferring income by contract
Qualified Pension or Profit Sharing Plans

When deferred compensations takes the form of a qualified pension or profit-sharing plan where funds are set aside (usually through a trust or an annuity K) for the irrevocable benefit of the employees. 
ER can deduct the current payment and the EE does not include in GI the contributions or interest earned on the contribution until she receives the funds upon retirement or separation from service
A similar form of qualified retirement plan can be utilized by self-employed persons: The amounts set aside can be deducted from business earnings and are not taxable until withdrawn. 
Requirements of Qualified Pension plans
The amount an employee can contribute to a qualified plan each year is capped §415. 
Qualified plans must meet a nondiscrimination requirement, so the plan cannot just cover highly compensated employees. 
If an employee withdraws funds from the plan before retirement, the withdrawal will trigger a penalty tax. §72(t).
Traditional IRAs §408: 
A TP who wants to set aside money for retirement can also establish her own individual retirement account (IRA). §408. 
Different from Qualified Pension: IRA is self-created instead of a pension plan by ER which is made for EE as a group
Inclusions: IRA investment earnings are excluded from GI until the TP makes withdrawals from the IRA account

When withdrawn, the entire amount taken out of the IRA account (annual contributions plus investment earnings) is included in TP’s GI

Deductions: Contributions to an IRA account are an ATL deduction
Contributions are capped at $5000 (and adjusted for inflation) §219(b)(5)(A)

When a TP turns 50, the annual limitation is increased by $1,000 ("catch-up contributions"). 
Thus, the $5,000 limit becomes $6,000 limit for people over 50
TPs cannot deduct their contributions to an IRA if they are covered under a qualified retirement plan and have adjusted gross income above a certain amount. 
If a person is not an active participant in a qualified retirement plan, but that person's spouse is an active plan participant, the nonparticipant spouse can make an IRA contribution unless the couple's combined AGI exceeds a certain amount. 
Individuals who cannot deduct their IRA contributions (because they are covered by a qualified retirement plan and have a relatively high AGI) might still want to establish an IRA because the interest earned on the nondeductible contributions is not taxed until it is withdrawn. Penalties apply for withdrawals prior to retirement.
Roth IRAs: §408A. 
The tax benefits of a Roth IRA are "back-loaded." TPs cannot deduct contributions to a Roth IRA, but income earned on the account is not taxed and distributions from the account are not taxed (aka excluded) if the distribution is a "qualified distribution." 
Roth IRA: When you put money in, you get no deduction, but it builds up tax free and when you withdraw you are not taxed on the withdraw
Traditional IRA: You get to deduct when you put money in and the money builds up tax free but when you withdraw money later then you have to include it in GI
A distribution is "qualified" if the 
distribution is made no sooner than the end of the fifth tax year after the first contribution to the Roth IRA, and is 
made on or after the individual reaches age 59 1/2, 
is made to a beneficiary after the death of the individual, 
is made on account of the individual becoming disabled, or
is a special purpose distribution—for example, a distribution to enable a TP to buy her first home. (A qualified distribution to a first-time homebuyer is capped at $10,000.) 
The annual limit on contributions to a Roth IRA is the same as the annual deduction limit on traditional IRA contributions, but the Roth IRA contribution limit is reduced by any contributions made to traditional IRAs.
The amount begeins to be reduced as the TP’s AGI exceeds $150k for joint return §408A(c)(2)
21) Section 83 Transfers

Overview

Under what Circumstances does §83 apply

§83 applies to transfers of property in connection with the performance of services. 
Exam tip: Transfers of property made outside the employment context are not within §83 and are subject to the Economic Benefit doctrine.
Transfer: the acquisition of beneficial ownership in the property. Reg. 1.83-3(a)(1) 
Property:  real and personal property other than either money or an unfunded, unsecured promise to pay money or property in the future. Reg. 1.83-3(e) 
Includes real or personal property or a beneficial interest in assets transferred to a trust or escrow account if the assets are beyond the reach of the transferor’s creditors Reg. §1.83(3)(e)
"In connection with the performance of services." Property is considered transferred in connection with the performance of services if it is transferred in recognition of the performance of, or the refraining from performance of, services. Reg. 1.83-3(f) 
What §83 does if it applies
It controls: the timing of the employee's inclusion; the amount of the employee's inclusion; the employee’s Basis in the property; the characterization of inclusions from the property transferred; the effects of forfeiture of restricted property; and the timing of the employer's deduction for compensation paid to the employee.
Timing of the inclusion

General rule: The employee includes income "in the first taxable year in which the rights of the person having the beneficial interest in the property are: "transferable" or "are not subject to a substantial risk of forfeiture." 
If the property is subject to a substantial risk of forfeiture (Ex: EE has to work at company for 3 years before EE can keep the stock, then the compensation income is reported at the time the restriction lapses
Transferability" §83(c)(2). Rights in property are transferable only if a transferee's rights in such property are not subject to a substantial risk of forfeiture. Doesn’t mean property cannot be transferred ( it means that a transferee (meaning a person to whom property is transferred by the EE) takes the property without any forfeiture restrictions.

Substantial risk of forfeiture" (SROF) is defined in §83(c)(1). Rights in property are subject to a SROF if the person's rights in the property are conditioned on the future performance of substantial services by the employee.

Ex: ER pays compensation to EE in stock. The EE has to return the stock to the ER if the EE leaves job within 5 years after receipt of the stock. Reg. 1.83-3(c)(2) says that, in order to determine whether services are substantial, the IRS will consider regularity of the performance of services and the amount of time spent performing such services.

Amounts of §83(a) inclusion
EE’s inclusion = the FMV of the property at the time the property becomes vested – amount EE paid for the property
The FMV of the property is determined w/o regard to any restriction other than a "nonlapse" restriction. 
A nonlapse restriction is a permanent limitation on the transferability of property, which can be enforced against subsequent transferees. 
Ex: A restriction that requires an EE to resell stock to the ER pursuant to a specified formula whenever the EE leaves the employment of the employer. The FMV is determined taking into account nonlapse restrictions, but not other restrictions.
Character of income: Since the amount included is compensation for services, it is characterized as ordinary income. Income from appreciation in the property after the TP includes it under §83 would then be property transaction gain and would be capital gain if it’s a capital asset.
Basis: EE’s basis in the property = value of the property at the time of inclusion under §83

Timing of the employer's deduction: The employer can deduct the employee’s compensation in the form of transfer of property only when employee includes it. §83(h). (Even if ER on accrual method)
§ 83b
§83(a) does not apply if EE makes an election under §83(b)

§83(b) election: In the year in which restricted property is transferred, the employee may elect to include in income the FMV of the non-vested property received (at the time of the transfer) minus the amount the employee paid for the property.

Character of income: The amount included under §83(b) in the year in which the property is transferred is characterizes as ordinary income
All subsequent appreciation in the property after this initial §83(b) inclusion is taxed at capital gain rates. 

Subsequent appreciation – amount of inclusion in Y1 = $ of capital gain
Why make an §83(b) election? 
To convert ordinary income into capital gain ( which could end up saving a TP money 
In some cases, you might actually pay less under an §83(b) inclusion b/c of the character difference b/w §83(b) and capital gain tax and §83(a) treatment and ordinary income inclusion and tax on the entire appreciation.
Stock Options
Special §83 rules if EE receives stock options and not stock

A stock option gives the employee the right to buy stock of the employer at a specified price (referred to as the strike price or exercise price) for a specified period of time.
In the money: if the stock price exceeds the exercise price in the future
Out of money: stock prices is < the exercise price
At the money: the stock price = the exercise price

Note: At the money and out of money options have value b/c the stock price may exceed the exercise price during the option price

Timing: of inclusion under §83 does not depend on whether the stock option is in, out, or at the money
ER Deduction: ER deducts the value of the options in the year in which it grants the option to the EE

Ex: EE of Growth Company may be given the right to buy Growth Company stock at $10 a share at any time during the next five years. The value of such an option depends on the current and future value of the stock. If Growth Company stock now sells for $12 a share, the employee can exercise the option, buying the stock for $10 a share, then sell it for $12 a share, making a $2 a share profit. 
Here the stock price exceeds the exercise price, the option is said to be "in-the-money." 
Even if the stock now sells for $8 a share, the option has value because the stock price may rise above $10 a share during the five-year period of the option. If the stock price is less than the exercise price, the option is said to be "out-of-the-money."
When do these special §83 rules apply
The grant of an option by an ER to an EE is governed by §83 only if the stock option is publicly traded.  Not that the stock is publicly traded, but the stock option
If an option has a readily ascertainable FMV, §83 applies to the grant of the option. Reg. §1.83-7(a). If such an option is not subject to a substantial risk of forfeiture, the employee is taxed on the value of the option in the year of receipt. §83(a). In effect, the employee is treated as if she had received cash and used it to purchase the stock option. If the employee later exercises the option and purchases the stock, §83 does not apply to the transfer of the stock on exercise. §83(e)(4). 
EE’s Basis in the stock received on exercise is the sum of (1) the amount she included in income, under §83(a), on receipt of the option plus (2) the price she pays for the stock when she exercises the option. Reg. §1.61-2(d)(2).
HYPO: F receives a public stock option in XYZ stock. The options allows F to purchase 100 shares of stock at $10 a share at any time during the next 5 years. The option is nonforfeitable and is publicly traded. The option is valuable b/c if the stocks rise to $15 a share, F can still buy it for only $10 and if the stock price stays at $10 or falls, F loses nothing
Assume FMV of XYZ stock on Jan 1 Y1 is $100 ($1 for every share of stock F can purchase under the option) F is taxed as if he had in Y1 received $100 cash and purchased the stock options (AKA he has ordinary income inclusion of $100 in Y1 and a $100 basis in the option)

On Jan 1 Y2, XYZ stock rises to FMV of $25 a share and Frank exercises the option to pay only $10 for 100 shares (Total of $1000). F now has a basis of $1,100 (the $100 included in Y1 plus $1,000 paid for the stock in Y2 on exercise. 
If F now sells the stock for $25 a share (total of $2,500) F will recognize a $1,400 gain. 

If the EE does not exercise the option (b/c the stock price is below the option price, she can, subject to certain limitations, deduct the amount previously taken into account. §1234 and 1211

Ex: if F didn’t end up exercising the option, then in Y5 could deduct the $100 he included in GI back in Y1
Exam tip: If retention of an option w/ an ascertainable value is conditioned on the EE continuing to work for the ER for some specified period of time, the option is subject to a risk of forfeiture
Then the EE is not taxed in the year in which the option is granted; instead the EE is taxed in the year in which the restriction lapses on the value of the option at the time of inclusion
Not publicly traded stock / If an option does not have a readily ascertainable FMV 
§83 does not apply to the grant of the option. §83(e)(3). However, §83(a) and (b) would apply to a subsequent transfer of stock on the exercise of the option. §83(e)(3); Reg. §1.83-7(a).
AKA income inclusion when EE purchases the stock

Amount of inclusion = FMV of property received on exercise less price paid
§83(i) allows EEs to make an election to defer the §83(a) inclusion until the EE can sell the stock following an initial public offering 
When does §83 not apply to stock options

Does not apply to grant or exercise of an incentive stock option (ISO)

ISO is an EE stock option that satisfies §422

EEs not taxed on grant or exercise of an ISO §421(a)
However, ER cannot deduction for issuance of an ISO
22) The Accrual Method of Accounting

Overview 

Why use Accrual Method of Accounting
The accrual method is a more accurate measure of income, so most companies use the accrual method to keep their books. 
Companies using the accrual method of accounting for financial accounting purposes must use the accrual method for tax purposes. §446(a).
Companies that sell merchandise must use the accrual method. Regulation §1.446-1(c)(2)(i).
Businesses that maintain inventory must use accrual method  
Many businesses (and some TPs) use the accrual method because §448 prevents them from using the cash method.
Inclusion Rule / All Events Test
All-Events Test. TPs using the accrual method include items of income "when all the events have occurred that fix the right to receive [the] income and the amount thereof can be determined with reasonable accuracy." Reg. §1.451-1(a).
Element 1 is satisfied on the earliest of

The necessary performance takes place

Payment become due

Payment is made

HYPO: A TP a professional consultant, enters a consulting agreement with a client. In December of year one, the taxpayer performs the services. In January of year two, the taxpayer sends the client a bill for $2,000, indicating that payment is due in February. The client fully pays the bill in March of year two.

Under the accrual method, the taxpayer reports the $2,000 of income in her tax return for year one. That's because she rendered performance in year one, and the amount due is ascertainable.
If TP received payment in Y1 for provision they will do in Y2 ( include in Y1 (AAA v. US)

Tax accounting does not have to follow GAAP rules for financial accounting (AAA v. US)

American Automobile Association v. US: AAA included in income a portion of annual dues received, but deferred a portion of the dues received and reported it in the following year, on the theory that AAA might be required to perform services for the dues-paying member in the following year. AAA followed GAAP principles
Held: Dues are included, for tax purposes in the year in which they are received by an accrual method TP, even if the dues accrue in a later year for financial accounting purposes (Tax accounting doesn’t have to follow GAAP)
Importance: AAA requires an accrual method TP to use the cash method for prepaid services
Problem: Lose-lose situation for TP. When an accrual method TP performs services before receiving cash, he is taxed as soon as he performs services. When the TP receives cash before performing services, he is taxed as soon as he receives cash
§456: Congress soon enacted §456, which permits membership organizations to include prepaid dues ratably as services are performed. Thus, the holding in AAA v. US no longer applies to AAA to include prepaid dues in the year received (Congress overruled case)
§451 Deferral and Inclusion Amount for Prepaid payments
Financial Purposes Deferral: §451(c): TCJA now says an accrual method TP can defer inclusion of prepaid income if some or all of the prepayment will be included in a later year for purposes of financial accounting purposes 
Limitation: limited to 1 year deferral 

Only applies to prepayments for services and service-type properties which are to be rendered no later than the end of the taxable year which immediately follows the taxable year in which the payment is received
Inclusion amount: In year of prepayment, the portion of prepayment included for financial accounting purposes will also be included in GI
Inclusion Amount In year following year: the TP must include the remainder of the prepayment for tax purposes, regardless of when the rest of the prepayment will be included for financial accounting purposes
Exam tip: The service will issue regulations regarding the types of goods, services, and other items to which the new deferral rule applies. §451(c)(4)(B)
§451(c)(4)(B) specifies various types of prepayments that are not covered by the new rule such as prepayments for rent, interest, and others
Where the time and extent of performance are certain and where income can be properly allocated to performance, deferral of income until the year of performance will be found to reflect income clearly (Artnell)

In Artnell Co. v. C (7th Cir) held that a baseball team was permitted to defer inclusion of prepaid season ticket sales until the year in which the games were to be played since the time for future performance was relatively certain.
Accrual method TPs that do not fall within one of the statutory or administrative exceptions and do not find a sympathetic court will be taxed on prepaid income in the year in which they receive it
All events test and Income on Financial Statement

§451(b) the all events test is satisfied when an accrual method TP includes an item of income on an applicable financial statements (this rule doesn’t apply to TPs that do not prepare an applicable financial statement)

AKA New Test: An accrual method TP includes an item of income on the earlier of 

Inclusion of the item of income under the all events test or

Inclusion of the item of income on an applicable financial statement

§451(b)(3)(A): “an applicable financial statement” are certified financial statements that are prepared in accordance with GAAP and used for non-tax gov. regulatory purposes

Deduction Timing / Amount
Timing: Reg. §1.461-1(a)(2)(i) and Reg. §1.446-1(c)(1)(ii): Deduction is allowed only when 
(1) all events have occurred to determine the fact of liability and  (earlier or 2 events)
Each event needed to establish and fix the TP’s liability has occurred

Payment come due
(2) the amount of liability can be determined with reasonable accuracy, and 
(3) economic performance has occurred w/ respect to that liability
Unlike Cash method which makes payment of an expense a requirement for deductibility

Economic performance: If the TP is to pay for someone perform services, economic performance occurs when the services are performed, if the TP is to pay for property, econ performance is when property is provided, if the TP is to pay for use of property, econ performance occurs as the TP uses the property, and if the TP is required to make payments to a person b/c of an obligation like a tort, econ performance occurs as the person is paid
Or if the TP incurs costs to provide services or property she’s liable to provide

Ex: Company repairs something for client in Y1 and client pays in Y2. The appropriate time for the client to receive a deduction (assuming repair was a business expense) is year 1, the year in which the liability is fixed and determinate and b/c his obligation to make payment is established in Y1 
Note: a liability must be fixed and certain: a liability contingent upon the occurrence of future events is not fixed
Problem: For liabilities to be paid by the TP many years in the future, if a current income tax deduction were allowed for the full dollar amount to be paid many years later, in effect the government would be funding the payment of the TP’s deferred tax liability! 
§461(h)(2)(C) closed this loophole an accrual method TP cannot deduct a future expense unless the all events test has been met and economic performance has occurred. 
For example, in the case of a deferred payment in settlement of a tort liability, §461(h)(2)(C) provides that economic performance does not occur until the TP pays the liability.
Ex: Company agrees to pay someone injured on property $10k a year for 25 years and assume the PV of $250k is $87,500. If company could deduct entire $250k and was in 35% bracket, then they could deduct ($250k *35% =$87,500 and the company’s tort liability would be paid by the government
With §461 –-> now a company can deduct the $10,000 annual payments when they are made
Section 461(h) also applies more generally to limit deductions for future expenses in connection with services and properties received by the TP or provided by the TP. 
For example, suppose a company sells a piece of machinery and, as part of the sale, obligates itself to service the machinery once a year for three years. The cost of servicing the machinery, even if determinate, cannot be deducted until economic performance occurs, which is at the time that the machinery is actually serviced.
Chapter 4: Personal Deductions and Credits
23) Personal Deductions Overview

TCJA changes

TCJA changes

Eliminated below-the-line deductions for “miscellaneous itemized deductions”

Miscellaneous Itemized deductions: Deductions other than deductions listed in §67(b)

Eliminated unreimbursed EE business expenses and investment-related fees which are not listed in §67(b)

Added §199A: Allows TP to deduct 20% of their income from certain types of unincorporated businesses, subject to various limitations

24) Casualty Losses

Overview 

Casualty Losses 

§165(c)(3) Losses of property not connected /w trade or business or transaction entered into profit, if such losses arise from fire, storm, shipwreck, or other casualty, or from theft. 

An event qualifies as a casualty only if the event is "sudden, unexpected, and unusual." Rev. Rul. 72-592
Rationale for casualty loss deduction: necessary to ensure a TP’s taxable income accurately reflects her “ability to pay”

Note: Losses of property used in a business or profit-seeking activity are deductible whether or not they are due to casualty or theft. § 165(c)(1), (2)
No deduction for amount of loss covered by insurance
TCJA: limits deduction to casualty losses attributable to “federally declared disaster” §165(h)

Loss from individual casualties (losses not from federally declared disaster) no longer qualify for the deduction

Thus, the amount of personal casualty losses which is attributed to a federally declared disaster shall be reduced by the portion of losses not from federally declared disaster  

Exam tip: MUST BE FROM THE SAME CASUALTY EVENT – NOT 2 SEPARATE EVENTS
Personal casualty losses that do not relate to a federally declared disaster are allowed only to the extent of personal casualty gains, for example gains from the collection of insurance proceeds
HYPO: TP’s house is destroyed by a fire (not a federally declared disaster) and suffers a loss of $100k. If TP realized a personal casualty gain of $25k as a result for an insurance payment of art destroyed from the fire, the TP could deduct $25k §165(h)(1)and(2)
§165(a): A casualty loss deduction is permitted only to the extent that the loss is not reimbursed by insurance or otherwise.

If a TP gets more from insurance from a casualty loss than their basis in the property, the TP will (include in GI) recognize the excess gain (assuming no nonrecognition rule §1033 applies)
If TP’s personal casualty gains > TP’s personal casualty losses, the personal casualty gains and losses are treated as capital gains and losses. 

In these circumstances, the personal casualty loss would not be an itemized deduction
IF TP’s personal casualty losses > TP’s personal casualty gains ( ordinary loss
The next personal casualty loss is an itemized deduction

Deduction amount: A TP is allowed to deduct net casualty losses (personal casualty losses less personal casualty gains) only to the extent of the SUM of 
The amount of casualty gains for the taxable year PLUS
The excess (losses – gains) that exceeds 10% of AGI 
Note: For purposes of computing the AGI threshold to determine the threshold amount, personal casualty losses up to the amount of personal casualty gains, are treated as a deduction allowable in computing the TP’s adjusted gross income for the taxable year for purposes of computing the 10% threshold §164(h)(4)(A)

The amount of a casualty loss is determined by comparing the FMV of the damaged property before and after the casualty. Reg. §1.165-7(a)(2)(i)
Amount of a casualty loss is determined by comparing the FMV of the damaged property before and after the casualty, but the casualty loss cannot exceed TP's Adjusted Basis in the property. §165(b) and Reg. §1.165-7(a)(2)(i) and 7(b)(1).
The loss from each casualty is allowed only to the extent that it exceeds $100

The amount of the loss claimed as a deduction reduces the TP’s basis in the damaged property

Ex: TP has AGI of $200k, during a federal disaster a wildfire burned his home. TP’s home was worth $250k before fire but now only worth $200k. TP basis in property was $210k. Fire damages contents in home (furniture, TV, appliances) worth $50k. Basis in personal property was $90k. TP had no insurance

Step 1: FMV before – FMV after = $250k-200k = $50k

Step 2: Aggregate loss = $50k (basis) + personal property loss = $50k +$50k = $100k

Step 3: 10% of AGI = 10% * $200k = $20k

Step 4: Aggregate loss – 10% of AGI - $100 = $100k – 20k – 100 = $79,900 deduction

Note: If this was not a federal disaster, TP’s deduction would be limited to amount of personal casualty gain, but since the TP had no insurance it’s limited to $0.

Timing: TP takes a personal casualty loss deduction in the year in which the loss occurs, unless TP makes an election under §165(i)

Electing TP can file an amended tax return for the preceding year and claim the casualty loss for that prior year

25) Extraordinary Medical Expenses

Overview

§213: Below the line deduction
TP can deduct amounts spent on medical care for the TP and TP’s spouse and dependents (which includes qualifying relative) to the extent that the medical expenses exceed 10% (7.5 % in 2018) of the TP’s AGI 
Medical benefits provided by an ER are fully excluded from an EE’s income.
Child of divorced parents is treated as a dependent of each parent §213(d)(5)
Medical care: amounts paid for the “diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body.” §213(d)(1)(A) 
Regulations clarify that the term disease is read very broadly to include: conditions, injures and congenital abnormalities

Directed at Curing: If an expense improves the health of the taxpayer, but is not directed at diagnosing, curing, mitigating, treating, or preventing a disease, it is nondeductible. Reg. §1.213-1(e)(1)
If Dr. tells patient who is overweight but not sick to join a gym, the cost of the gym membership is not deductible even though exercise will improve the health of the patient. Rev. Rul. 79-151

However, an obese patient may deduct the cost of a weight loss program b/c obesity is recognized clinically as a disease Rev. Rul. 2002-19

Insurance: health insurance premiums are deductible §213(d)(1)(D)

Insulin/Prescription drugs v. Over the Counter: The costs of insulin/prescription drugs are deductible, but over-the-counter drugs are not deductible. §213(b)
Cosmetic Surgery: Deduction allowed for the expense only if the surgery is necessary to to ameliorate a deformity arising from or directly related to, a congenital abnormality, a personal injury resulting from an accident or trauma, or a disfiguring disease. §213(d)(9). 
“Cosmetic surgery” is “any procedure which is directed at improving the TP’s appearance and does not meaningfully promote the proper function of the body or prevent or treat illness or disease.”
Note: If an expense is for cosmetic surgery or similar treatment, §213 allows a deduction for the expense only if the surgery is necessary to correct a congenital deformity or a deformity arising from injury or disease. §213(d)(9).
Includes hair transplants, face lifts, and Teeth Whitening (which is intended to improve one’s appearance and isn’t caused by disfiguring disease or treatment is not deductible)
Ex: Breast augmentation is not medical care, but breast reconstruction surgery after treatment for a malignancy is medical care.
Lodging Expenses: Deductible medical expenses also include the costs of medical insurance, hospital lodging, and transportation incurred “primarily for and essential to medical care.” §213(d)(1). 
Cost of lodging while away from home for the primary purpose of obtaining medical care by a physician in a licensed hospital or equivalent medical care facility is deductible only up to $50 per night, and then only if the lodging is not lavish and has no significant element of personal pleasure, recreation, or vacation. §213(d)(2). 
If medical treatment is available where the taxpayer lives, but the taxpayer chooses to travel to another area (for example, a resort area) to receive the care, the costs of traveling to receive the care are not deductible. Reg. §1.213-1(e)(1)(iv). 
Pollyak v. C: In addition, if a taxpayer travels on a doctor’s orders to a more hospitable climate, the costs of travel may be deductible, but the costs of meals and lodging are nondeductible even if the taxpayer sees a doctor from time to time in the area visited. 

Nursing home: Amounts paid for “qualified long-term care” services and certain premiums for “qualified long-term care insurance” are treated as medical expenses for purposes of §213. §213(d)(1)(C), (10). (AKA even though some of those services wouldn’t qualify under the regular medical expenses definition
Qualified long-term care services are defined in §7702B(c) to include various medical, rehabilitative, maintenance, and personal care services that are performed for a chronically ill person and that have been provided pursuant to a plan of care prescribed by licensed medical personnel. 
“Chronically ill” if he (i) cannot perform at least two activities of daily living, such as eating and dressing, for a period of at least 90 days; (ii) is disabled; or (iii) must be supervised in order to avoid harm resulting from his severe cognitive impairment. §7702B(c)(2). Section 7702B(b) sets forth a test for qualifying long-term care insurance.

Special Schooling: costs of special schooling designed to rehabilitate an ill or disabled individual is deductible as a medical expense
TP can also deduct the extra cost of Braille books, seeing eye dog /human guide

Note: the full tuition of the cost of the school for the blind is medical care, but the medical expenses for the cost of Braille books is limited to the difference b/w the cost of a regular books and the cost of Braille books
Increase value of property: Amounts spent on property improvements for medical purposes are deductible only to the extent that the cost of the improvement exceeds the increase in the value of the property. Reg. §1.213-1(e)(1)(iii). Note: in addition, the deduction is still subject to the AGI floor of 10%
For example, if a TP, on the advice of his doctor, installs a home swimming pool that costs $50,000 and adds $40,000 to the value of his home, the TP's medical expense deduction is limited to $10,000. Reg. §1.213-1(e)(1)(iii). However, even that deduction will not be allowed if the TP has access to a nearby pool. In addition, if a home pool built for medical reasons is extravagantly expensive, the TP is allowed to deduct only the average cost of a home pool less the value added to a home by such a pool.
Evanoff v. C: that deduction is not allowed if a TP has access to nearby pool (even if TP doesn’t want to swim there for religious reasons)

Ferris v. C: if a home pool built for medical reasons is extravagantly expensive, the taxpayer will not be permitted to deduct the entire difference between the cost of the pool and the value it adds to the home; instead, the taxpayer is allowed to deduct only the average cost of a home pool less the value added to a home by such a pool

Rev. Rul. 87-106: Expenditures for the following purposes generally do not increase the fair market value of a personal residence and thus generally are eligible in full for the medical expense deduction when made for the primary purpose of accommodating a personal resident to the handicapped condition of the taxpayer, the taxpayer's spouse, or dependents who reside there:
Installing ramps, railings, lifts, and hardware, and modifying doorways, hallways, etc, do not generally improve the value of a personal residence. 
Only reasonable costs incurred to accommodate a personal residence to the handicapped condition are considered to be incurred for the purpose of medical care or are directly related to medical care for the purposes of §213

	Not Medical Care
	Medical care

	· Hair transplant for male pattern baldness

· Gym membership

· Breast augmentation

· Contact lenses to change eye color

· Teeth whitening

· Swimming pool (not for medical therapy)

· Golfing expenses

· Plastic surgery to remove aging lines
	· Wig for cancer patient

· Medically supervised weight loss program

· Breast reconstruction

· Contact lenses to correct vision

· Vision correction eye surgery (even if TP’s primary reason for surgery is to avoid appearance of wearing glasses

· Orthodontics

· Swimming pool (required for medical therapy)

· Physical therapy

· Plastic surgery to reconstruct face


Health Savings Account HSA
§ 223: TP an take an ATL deduction for amounts they contribute to an HSA and can exclude ER contributions to an HSA 
Goal: Aimed at providing tax relief to individuals who have a high deductible health insurance plan and to discourage use of medical care for garden variety ailments
ATL Limitation: §223(b) caps the monthly and annual contributions that may be made to an HSA

Qualification: TP must not be covered by Medicare and must have a High Deductible Health Plan (HDHP) and no other health insurance (other than ancillary coverage, such as accident, disability, dental care, vision care, or long-term care)

health insurance plan is a HDHP if: the health plan has a deductible that is not less than (i) $1,350, for individual coverage, or $2,700, for family coverage; and (ii) the annual combined deductible and out-of-pocket expenses are not more than $6,650, for individual coverage, or $13,300, for family coverage. §223(c)(2), (g),

Exclusion: Income earned on the HSA is not included in the taxpayer’s income and distributions from the account are not included in the taxpayer’s income if the distributions are used to pay unreimbursed medical expenses. §223(f)(1). 
The definition of medical expenses under §223 tracks the §213(d)(1) (A) definition of medical expenses. §223(d)(2).
Medical Flexible Savings Account FSA

ERS can establish medical FSAs for employees. ER deduct wages from the paychecks of employees who elect into the FSA. 
EEs are reimbursed from the withheld amounts for medical expenses not otherwise reimbursed by insurance. 
The benefit of an FSA is that an employee can pay medical expenses out of pre-tax income, because the wages set aside in the FSA are not subject to income tax or payroll taxes. FSAs have a use-it-or-lose-it feature. 
Employees lose leftover amounts for the calendar year if the amounts withheld for the year exceed the employee’s reimbursements that year. 
However, employers can chose to allow employees (1) to roll over up to $500 from one FSA plan year to the next or (2) up to 2½ months, in the following plan year to spend any remaining balance in the FSA from the prior year. 
Amounts that employees can set aside in an FSA are limited. For example, in 2019, the maximum amount was $2,700. The definition of medical expenses under §223 is the same as the §213(d)(1)(A) definition of medical expenses. Reg. §1.125-5(k).
26) Charitable Contributions
§170(c)

Definition: 
Itemized deduction is allowed for a charitable contribution: a contribution to or for the use of certain listed nonprofit enterprises
§170: Donations to a political party are not deductible
Contributions to an organization are not deductible, if any part of the net earnings of the donee organization benefit any private shareholder or individual or if the donee organization attempts to influence legislation or political campaigns. § 170(c)(2)(C), (D
Timing: If a TP donates w/ a credit card, for tax purposes the contribution occurs when the card is charged not when the charge is later paid by the TP Rev. Ru. 78-38
No substantial benefit for TP: The TP can deduct the full amount contributed only if the donor receives no substantial benefit from the contribution. 

If the donor receives a substantial benefit as a result of the contribution, the donor's contribution is reduced by the benefit received. 

Benefits received by a donor are substantial if the benefits received by the donor are greater than those than inure to the general public from transfers for charitable purposes. 

Ex: A charity sponsors a concert performed by an orchestra to raise funds for the charity’s programs. Tickets for performances by the orchestra normally sell for $25, but the charity is selling them for $40. TP would only be allowed to deduct $15 as a charitable contribution – the difference b/w the $40 he paid and the $25 consideration he receives in return 

Ex: TP donates $2 million to University for them to purchase Astroturf for football stadium and in return they announce a gala party for 50 of his friends and naming rights. TP transfer stock w/ FMV of $2 million (his basis was $500k)
TP can deduct full $2 million. Neither the naming of the playing surface, nor the party (assuming its not too extravagant) are large enough benefits to negate the charitable nature of the contribution. The donation amount is the FMV of the property b/c TP would have received long-term capital gain treatment on the property if he sold it and it wasn’t personal property
The rule for determining the amount of the donor’s §170 deduction depends, in part, on the type of contribution made by the donor. A donor may contribute (1) services, (2) cash, or (3) property to a §170(c) charity.
Policy: Critics argue that in a progressive system, a 170 charitable contribution deduction ends up working as an upside-down subsidy that gives the greatest benefits to people in the highest brackets 
Rules for Contributions of Services

If a donor contributes her services, she will not be allowed a §170 deduction for the services. Reg. §1.170A-1(g). 
However, her unreimbursed expenses incurred in rendering those services (other than child care expenses) are deductible. 
Child care expenses incurred to enable the TP to donate charitable services are considered nondeductible personal expenses. Rev. Rul. 73-597.
Rules for contributions of Cash

If a TP contributes cash, the §170 deduction is subject only to the general deduction limitations in §170(b)(1)(A), (B), and (2), which limit a TP's charitable contribution deduction to a percentage of the TP's "contribution base" (generally the TP's adjusted gross income). 
A TP's §170 deduction for a contribution to the common types of charities listed in §170(b)(1)(A) (so-called "A" charities) is limited to 60% of the TP's adjusted gross income in that year. 
Ex: TP’s AGI is $500k, and donates $100k in cash to charity. TP could deduct cash donations up to 60% of $500k ($300k) so the full $100k is deductible 
Any contribution in excess of the deduction limitation is carried forward five years and may be taken in those years as a charitable contribution. §170(d).
Rules for contribution of property: Donors of appreciated property deduct the value of property they contribute, despite the fact that neither the TP nor the exempt organization will ever pay tax on the appreciation in the property. 
§170(e)(1)(A) Limitation: If the property contributed would have produced ordinary income or short-term capital gain had it been sold (because the property is not a capital asset or has not been held by the donor for at least a year), the donor may deduct only her Adjusted Basis in the contributed property. §170(e)(1)(A).
Ex: TP w/ AGI of $500k, donates unsold jewelry (valued at $100k w/ basis of $40k) to charity. If TP sold the inventory, the sale would have produced ordinary income, thus her deduction is limited to her basis in the property 
§170(e)(1)(B) Limitation: Even if a sale of the contributed property by the donor would have produced long-term capital gain, the donor's §170 deduction is limited to the donor's  Adjusted Basis in the property if either:
the contributed property is tangible personal property (for example, works of art, antiques, stamp or coin collections, and books NOT REAL PROPERTY) and the donee charity's use of the property is unrelated to the organization's charitable purpose or
Exam tip: This includes donating to a church which would sell the chair to fund charitable project instead of actually using the chair to further the church’s charitable purpose
Ex: TP donates art after owning it for 10 years w/ AB of $60k and FMV of $80k to Art museum then this limitation doesn’t apply even though if TP sold the art it would have produced long-term gain and can deduct the full FMV of the property b/c the charity to which TP donated the art will use the donated property to further its charitable mission. Thus TP could deduct $80k b/c limitation doesn’t apply
Ex: if TP instead donated that art to Doctors w/o Borders (who plans to sell it) then limitation applies and TP could only deduct $60k
the property is donated to certain private foundations. §170(e)(1)(B).
§170(b)(1)(C) Limitation: If a donor contributes property that would have produced long-term capital gain had the donor sold it, and neither of the §170(e)(1)(B) limitations described above applies, the limitation of §170(b)(1)(C) will generally apply to the contribution. (AKA WHEN DONATION IS RELATED TO CHARITY’S USE)
If the donor contributes the property to an "A" charity, her §170 deduction for the contribution is the FMV of the property limited to 30% of her AGI. §170(b)(1)(C)(i). (Again, a less favorable limitation applies to contributions of capital gain property to "B" charities. §170(b)(1)(D).) Any excess contribution is carried forward. §170(b)(1)(C)(ii).
Exception: The donor can elect to apply §170(e) instead of the 30% of AGI limitation. §170(b)(1)(C)(iii). 

If this election is made, the donor's §170 deduction is limited to the donor's Adjusted Basis in the contributed property. 

Exam tip: A donor may want to make this election if the value of the contributed property exceeds 30% of the TP's AGI and the TP’s Basis in the property is the same as or not much less than the value of the contributed property.
Property Limitation

No deduction is allowed for clothing and household goods of minimal monetary value unless such item is in good used condition or better.
Household Items: furniture, furnishings, electronics, appliances, linens, etc. BUT NOT: food, art, jewelry etc
If any such item has worth > $500, then it’s only deductible if accompanied by a qualified appraisal §170(f)(16)(C)

Secretary can deny a deduction for any contribution of clothing or household item which has minimal monetary value

Property Disposed of by Donee 
If the done disposes of the property after the year in which the contribution takes place but within three years of the date of the contribution, the donor must include in GI for that year the amount by which the deduction allowed by the donor exceeds the donor’s basis in the property §170(f)(7)
Valuation Issues and Compliance Issues
Inflating Prices: To gain the tax benefit of large charitable contribution deductions, aggressive TPs often inflate the value of property they contributed. 

§6662(e) penalty if TP claims the value of the property contributed to charity is 150% or more of the actual value of the property. Imposes a 20% tax deficiency provided the deficiency is at least $5k
§6662(h) imposes a 40% "accuracy-related" penalty for valuation overstatement if a TP claims that the value of property contributed to a charity is two or more times the actual value of the property. 
Valuation Requirements: if the amount of the contribution is $250 or more, the donor must substantiate the contribution w/ a contemporaneous written acknowledgement of the contribution prepared by the done charity §170(f)(8)

More rules in §170(f)(11) if > $500
§170(f)(12) rules for boat, cars, and airplanes > $500
27) Personal Interest

§163
Interest In Connection w/ Trade or Business 
TPs can deduct interest on amounts borrowed in connection with a trade or business (business interest) and on amounts borrowed for investment purposes (investment interest), subject to certain limitations to prevent tax avoidance. §163(a). 
TCJA added §163(j), which (simplifying a complex rule) limits a business’s interest deduction to 30% of adjusted taxable income.
Qualified Resident Interest for acquisition indebtedness
No deduction for personal interest except for qualified resident interest §163(h)

No deduction for rental expenses

Qualified residence: TP’s principal resident + 1 other residence.  § 163(h)(4)(A). 
A dwelling that the TP rents to others is a qualified residence only if, during the year, the taxpayer uses the dwelling for personal reasons for longer than the greater of (i) 14 days or (ii) 10 percent of the number of days that it is rented. §§163(h)(4) (A)(i)(II), 280A(d)(1).

Acquisition Indebtedness: any indebtedness that is secured by the residence and is incurred in acquiring, constructing, or substantially improving the residence §163(h)(3)(B)
Also includes any indebtedness, secured by the residence, from refinancing qualified acquisition indebtedness, but only up to the amount that was refinanced

The aggregate amount of acquisition indebtedness cannot exceed (i) $1 million, for acquisition indebtedness incurred on or before December 15, 2017, or (ii) $750,000 for acquisition indebtedness incurred after December 15, 2017. § 163(h)(3)(B)(ii), (F)(i)(II), (III). (If spouses file separately, the limit for each spouse is half of that amount.) 
HYPO: Mike, a plumbing contractor, purchased a home in 2009 for $450,000, putting $50,000 down and borrowing $400,000. The outstanding mortgage is currently $300,000. The home is now worth $600,000. Mike refinances his home by borrowing $500,000, secured by the home. Of the $500,000, $300,000 was used to repay the previous mortgage. Of the remaining $200,000, Mike spends $80,000 adding an additional bedroom and bath to the home, $90,000 on new furniture, and $30,000 to purchase a new sports car for his own personal use. What part, if any, of the interest that he pays on the new loan is deductible

The initial loan of $400,000 is acquisition indebtedness and the interest is entirely deductible since the amount of the loan does not exceed the $1 million statutory limit (b/c before 2017). The $300,000 Mike borrowed to repay his previous mortgage is also acquisition indebtedness and the interest is deductible. Of the remaining $200,000, the $80,000 Mike spent on home renovations is acquisition indebtedness so the interest is deductible and the $80,000 is a capital expense so it is added to his basis in his home and recovered upon sale of the home. The remaining $120,000 that Mike spent on new furniture and a sports car is home equity indebtedness. Interest on home equity indebtedness is not deductible.
Points: amounts a lender requires a borrower to pay, usually on the closing of a loan, in lieu of charging the borrower a higher interest rate on the loan
Points paid in connection w/ a loan generally must be capitalized and are deducted over the term of the loan §461(g)(1)

Exception: §461(g)(2) provides an exception to that rule for points paid on indebtedness secured by the taxpayer’s principal residence and incurred to purchase or improve the principal residence, provided that 
the payment of points is an established business practice in the area in which the indebtedness is incurred and 
the points paid do not exceed the amount generally charged in the area. 
Points paid on home acquisition indebtedness: (§461(g)(2)) If points are pre-paid. If you add them to the loan, you cannot deduct them. Must pre-pay from own savings to deduct 

Limitations:

Must be points on personal residence

Points must have been paid from personal funds, rather than merely withholding them from the loan

Does not include points paid to refinance (these points are not deducted immediately and instead are deducted over the term of the loan) 
Timing: If the requirements of §461(g)(2) are met, the points are deducted in the year in which they are paid.
Home Equity:  TCJA eliminated deduction for home equity indebtedness, even interest on home equity indebtedness incurred before TCJA §163(h)(3)(C)
Note, however, that interest on a home equity loan may qualify as acquisition indebtedness if the loan proceeds are used to improve the property.
28) Deductions for State and Local Taxes

SALT

§164

Can take a personal itemized deduction for state and local income taxes and taxes on real and personal property

Amounts charged for gov services are considered fees rather than taxes

Election: TPs can also elect to take a sales tax deduction in lieu of a deduction for state and local income taxes. §164(b)(5). (TPs from states w/ no income tax elect to deduct sales tax)
§164(b)(6) – sales tax capped at $10k too 

So either get to take a $10k income tax deduction or a $10k sales tax deduction

You can always take a property deduction even w/ the sales tax deduction but all just taxed at $10k
Limitation: TCJA caps aggregate SALT deductions at $10,000 per year
Marriage penalty b/c same limit for married and single TPs

No deduction for taxes paid in connection w/ acquisition of property

When property is sold, the property taxes for the year of the sale must be allocated b/w buyer and seller based on the part of the year the property was owned by each §164(d)(1)
Ex: Seller paid $4k of property tax in Y1, but only owned the property for ¼ of the year and Buyer owned the property for the remaining ¾ of the year. Seller may deduct $1k (1/4 * $4k) and Buyer may deduct $3k (3/4 * $4k)
TCJA amended §164 to limit a tp’s aggregate state and local tax (SALT) deduction at $10,000 per year. The same limit applies to married TPs filing a joint return and to single TPs, which creates a SALT deduction marriage penalty.

SALT workarounds to mitigate the effects of the new SALT limitation.

The most common type of workaround, a state provides tax credits for charitable contributions to charitable or governmental organizations that benefit the public. (state credits are less than 100% of the amount contributed). The contribution reduces the tp’s state income tax liability, funds the provision of goods and services to the public, and qualifies for a federal income tax deduction as a charitable contribution.

Receipt of tax benefit for a charitable contribution is not treated as a quid pro quo. A federal income tax deduction for full amount of contribution, with no offset for tax benefit of contribution, is supported by longstanding authority, including cases and administrative pronouncement.

29) Personal Tax Credits

Tax Credits

Overview
Credits reduce tax owed dollar-for-dollar, whereas tax deductions and income exclusions reduce taxable income base to which the tax rate is applied

Tax credits include refundable credits, nonrefundable credits and partially refundable credits

A credit is “refundable” if it can reduce a taxpayer’s tax liability below zero and thus generates a tax refund.

Ex: §31 credit for income taxes withheld by an ER from EE’s wages is refundable ( the TP/EE is entitled to a refund to the extent the credit > TP’s income tax owed for the year 

Most commonly applicable credit 

Earned Income Tax Credit §32

Most significant credit premised. Concerned w/ “ability to pay” designed to reduce tax burden on low-income workers and offset the payroll tax burden
EITC/EIC: In 2019, the credit percentage is 34% if the TP had one qualifying child, 40% if the taxpayer had two qualifying children, 45% if the taxpayer had three or more qualifying children, and 7.65% if the TP had no qualifying children. §32(b)(1)(B)
Earned income includes wages, salaries, tips, and any other employment compensation and income from self-employment, but does not include pensions or annuities. §32(c)(2). 
The amount of earned income that may be taken into account, for purposes of computing the credit, is limited to the earned income amount (adjusted for inflation). §32(a)(1). The EITC is subject to a phaseout
Which parent is legally entitled to claim the child if the parents are not married? General rule: The custodian parent claims the child. In audit, a parent claiming a child may be asked to prove where the child spent the night each night during the year, to establish which parent is the “custodial” parent.

EITC eligibility is a recurring administrative issue. TPs claiming the EITC are audited at higher-than-average rates.

	Item
	One
	Two
	3 or More
	None

	Earned Income Amount
	$10,540
	$14,800
	$14,800
	$7,030

	Maximum Amount of Credit
	$3,584
	$5,920
	$6,660
	$538

	Threshold Phaseout Amount (Single)
	$19,030
	$19,030
	$19,030
	$8,790

	Complete Phaseout Amount (Single)
	$41,756
	$41,756
	$50,954
	$15,820

	Threshold Phaseout Amount (Married Filing Jointly)
	$25,220
	$25,220
	$25,220
	$14,680

	Complete Phaseout Amount (Married Filing Jointly)
	$47,646
	$53,330
	$56,844
	$21,710


§22 Credit for Low-Income Elderly and Disabled TP
§22: nonrefundable credit for TP >65 y/o or retired b/c of permanent and total disability in an amount equal to 15% of his AGI
Maximum credit is $750 (15% of $5k). If married TP both qualify for §22 credit and file jointly the maximum credit is $1,125 (15% of $7,500)
The Code also includes various other personal credits, such as credits for adoption expenses, the cost of alternative energy vehicles, and the cost of certain health insurance premiums
§24 Child Tax Credit

§24 Child tax credit for each qualifying child and a family credit for each dependent who is not a qualifying child.

Child tax credit: $2,000 maximum per child
But maximum refundable portion is only $1,400

Other Dependent Credit (ODC): $500

Qualifying child §152(c) for §24:. 
Is the TP’s child/descendant of a child, or TP’s brother, sister, step-sibling or descendant of such relative

<17 y/o, citizen/legal resident of US  (must be under 17 for Child Tax Credit)
Qualifying child for §152(c) normally is under 19 or under 23 if student

Has the same principal place of abode as TP for more than ½ the year

Note: leg history of §152 indicates the temporary absence from home to attend school is disregarded for purposes of the residency requirement

Has not provided more than half of his own support for the year

TP must provide a qualifying child’s social security number to qualify for the child tax credit. §24(h)(7). 
No CTC is allowed for undocumented children

Child Tax Credit is partially refundable. Maximum refundable portion is $1,400 per child §24(d), (h)(5), (6).
Note: The refundable portion of the taxpayer’s aggregate child tax credits cannot exceed 15 percent of the taxpayer’s earnings over $2,500. (This rule is more likely to limit a low-income taxpayer’s refundable credits if the taxpayer has multiple children.)
Phaseout: TCJA increased the child tax credit AGI phase out. 

Pre-TCJA: $75,000 for single parents and $110,000 for married parents, whereas the 
Post-TCJA income phase-out begins at $200,000 for single parents and $400,000 for married couples. §24(b), (h)(3). 
CTC if fully phased out at $440k of AGI for MFJ or $240k of AGI for single /HOH

If the TP’s AGI exceeds the AGI threshold, the TP’s CTC is reduced by $50 for every $1,000 the TP’s AGI exceeds the threshold. 

HYPO: In Year 1, married taxpayers Tina and Tony (T&T) have Adjusted Gross Income of $150,000. T&T both work full-time. Their employers withheld from their paychecks $20,000. T&T have three children: (1) Avery, age 2; (2) Billy, age 12; and (3) Cara, age 22. Cara is a senior in a local college, lives at home, and earned no income in Year 1

T&T can claim a $2,000 credit for each “qualifying child” in their family and $500 for each “other dependent” in their family. The age cut off for a qualifying child is 16. Avery and Billy meet the definition of qualifying child, but Cara does not because she is over age 16. Cara meets the definition of “other dependent,” however. T&T are not within the AGI phaseout range, due to the 2017 TCJA amendments.
Dependent §152: $500 credit for either qualifying child or qualifying relative. A qualifying relative is

Either:

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

Has the same principal place of abode as the TP and is a member of the TP’s household

Whose GI for the year is less than the §151 personal exemption amount

Who receives more than half of her support from the TP

Who is not a qualifying child of the TP

Qualifying dependent must be a US citizen, US national, or US resident alien

TCJA increases in the CTC and ODC (along with the TCJA increase in the SD) roughly offset the TCJA elimination of dependent “exemptions.” (In 2017, the last pre-TCJA year, the dependent exemption for each of the TP’s dependents was $4,050.)
§21 Child Care Expenses

TP is allowed a credit for certain household and dependent care services incurred to enable the taxpayer to work. If the TP’s household includes one or more “qualifying individuals,” the taxpayer is allowed a credit in an amount equal to the “applicable percentage” of the “employment-related expenses” the taxpayer paid during the taxable year.
Qualifying individual is: (i) a dependent who is under the age of 13, or (ii) a dependent or spouse who is physically or mentally incapable of caring for himself. §21(b)(1). 
Dependent is defined in § 152(a)(1) as either (i) a qualifying child or (ii) a qualifying relative. 
See §152(c) for definition of a qualifying child 
 A disabled adult member of the taxpayer’s household thus can qualify as the taxpayer’s dependent, for purposes of the §21 dependent care credit.
Employment-related expenses: are expenses incurred for the care of a qualifying individual, but only if such expenses are incurred to enable the taxpayer to work. §21(b)(2). 
The amount of employment-related expense that may be taken into account in computing the credit is limited to: (i) $3,000 if there is only one qualifying individual in the taxpayer’s household, or (ii) $6,000 if there are two or more qualifying individuals in the taxpayer’s household. §21(c). 
§21(d) provides that the eligible employment-related expenses cannot exceed the earned income (Ex: wages) of the taxpayer, or in the case of a married taxpayer, the lesser of the earned income of the taxpayer or the taxpayer’s spouse. §21(d)(1). 
A special rule permits a credit where the taxpayer’s spouse is disabled or a full-time student. §21(d)(2).
Applicable percentage is 35 percent, but is reduced by one percentage point for each $2,000 (or fraction thereof) by which the taxpayer’s adjusted gross income for the year exceeds $15,000. §21(a)(2). 
For example, suppose a taxpayer’s 2018 adjusted gross income is $29,500. The taxpayer’s adjusted gross income exceeds $15,000 by $14,500. There are eight full or partial $2,000 increments in $14,500. Thus, the applicable percentage is reduced by eight percentage points, from 35 percent to 27 percent. 
The percentage cannot be reduced below 20 percent. 
The maximum credit for a taxpayer with one qualifying individual and adjusted gross income of over $43,000 is thus $600, which is 20 percent of the $3,000 of employment-related expenses that may be taken into account. If the taxpayer has a second qualifying individual, the maximum credit increases to $1,200, which is 20 percent of the $6,000 of employment-related expenses that may be taken into account. 

§129 Exclusion. Section 129 provides an exclusion for employee child care expenses reimbursed from a dependent care Flexible Spending Account (FSA) by an employer pursuant to a written "dependent care assistance program" as defined in §129(d). The requirements for a §129 program are similar to the requirements under §21 for the child care credit except that, under §129, the employer reimburses the employee for the expense. The FSA is funded through deductions from the employee’s paycheck. The benefit to a TP employee is that the amounts set aside in the FSA are not subject to income tax or payroll taxes. 
The amount that may be excluded under §129 is limited to $5,000 a year.

High income TPs save more in taxes under §129 than under §21. A TP in the 35% tax bracket who excludes $5,000 saves $1,750 of taxes, which is more than the maximum §21 credit (limited to a few hundred dollars) for high-income TPs with one child. (Amounts excluded under §129 reduce the expenses that are taken into account in computing the §21 credit.)
The Max of $5k credit is multiplied by a TP’s tax bracket percentage
a taxpayer who has one child and excludes $5,000 under §129 is precluded from taking a §21 credit.
HYPO §129 v. §21 Credit: Tom, a single parent, is an associate at a law firm. In Y1 he pays a babysitter $20k to take care of his 3 y/o child. T’s AGI is $100k and he is in the 25% bracket. Tom’s child is a qualifying individual and his $20k of child care expenses are employment-related expenses. However, only $3k of the employment-related expenses may be taken into account in computing the credit. §21(c). Tom earns more than $43k a year so the applicable percentage is 20%. Tom’s §21 credit = 20% * $3k = $600
Assume instead that Tom avails himself of a dependent care assistance program offered by his employer. His employer reimburses him for $5,000 of his child care expenses, which he excludes from income under §129. That $5,000 exclusion saves Tom $1,250 of tax because he is in the 25 percent tax bracket. The $5,000 exclusion precludes Tom from taking a §21 credit. §21(c). However, the $1,250 of tax saved by taking the §129 exclusion more than makes up for the loss of the $600 credit.
If instead Tom was in the 10% marginal tax rate, then the FSA exclusion would only save Tom $500 of tax ($5,000 *10%) and so Tom would be better off claiming the credit and shouldn’t participate in an FSA
§25A American Opportunity Tax Credit
§25A Modified Hope Credit provides a 100 percent partially refundable credit on the first $2,000 of “qualified tuition and related expenses” and a 25 percent credit on the next $2,000 of such qualified expenses. §25A(b) (1)(A), (B), (i)(1), (6). 
The maximum annual credit thus is $2,500. §25A(b)(1), (i)(1).
Qualified tuition and related expenses include tuition, mandatory fees, and course materials such as textbooks, but not room and board, other fees, or insurance that is unrelated to the student’s course of study. §25A(f)(1), (i)(1).
Education expenses related to sports, games, or hobbies are not qualified expenses unless the activities are part of the student’s degree program. §25A(f)(1)(B). 
The creditable education expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance (e.g., grants). §25A(g)(2). 
A student qualifies for the Modified Hope Credit only if the student is enrolled on at least a half-time basis at a qualified education institution (which includes accredited post-secondary schools that award bachelor’s degrees, associate’s degrees, and certain vocational credentials). §25A(b)(2)(B), (b)(3), (f)(2). 
Timing: The credit can be taken only for the first four years of post-secondary education (and may be claimed no more than four times for any student). §25A(b)(2)(A), (C), (i)(2). 
The credit is disallowed if the student is convicted of a federal or state felony drug offense. §25A(b)(2)(D).
The Modified Hope Credit is phased out for individual taxpayers with modified adjusted gross income between $80,000 and $90,000 and joint filers with modified adjusted gross income between $160,000 and $180,000. §25A(d)(2)
A taxpayer cannot take a §222 deduction and a Modified Hope Credit or Lifetime Learning Credit in the same year. §222(c)(2)(A).
§25A Lifetime Learning Credit

Nonrefundable credit equal to 20% of up to $10,000 of "qualified tuition and related expenses" paid by the TP. The maximum annual credit thus is $2,000.

the creditable education expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance (e.g., grants).
Unlike the Modified Hope Credit, the Lifetime Learning Credit can be taken for each year of undergraduate education and for graduate education.
The Lifetime Learning Credit can be taken for each year of undergraduate education and for graduate education.

The Lifetime Learning Credit is not determined on a student-by-student basis. The dollar limitation on the amount of creditable expenses is not affected by the number of eligible students in the family.
Even if 1 TP is supporting multiple students, she may only apply the credit to 1
Both credits cannot be claimed for the same student in the same year, but the Modified Hope Scholarship Credit can be claimed for a student in one year and the Lifetime Learning Credit can be claimed for the same student in a different year.

Lifetime Learning Credit is phased out for individual taxpayers with modified adjusted gross income between $57,000 and $67,000 and joint filers with modified adjusted gross income between $114,000 and $134,000. §25A(d)(2),
A taxpayer cannot take a §222 deduction and a Modified Hope Credit or Lifetime Learning Credit in the same year. §222(c)(2)(A).
Chapter 5: Business Deductions
30) Step 1: Ordinary and Necessary Business Expense
Overview

Analytic Framework

Step 1: Is it a business or personal expense
Step 2: Is it an ordinary and necessary business expense (If Yes, see step 3)
Step 3: Does it have to be capitalized?
Step 4: How and when does the TP recover the expense for Tax purposes 
Immediate Deduction for Business Expense: Ordinary and Necessary
§162 and §212: Provides a deduction for ordinary and necessary business expenses incurred in carrying on a trade or business. Note: Courts use an objective approach
Ordinary and necessary: supplies, utility bills, consultant fees, journal subscriptions, etc
Ex: Kids cut across lawn in front of TP’s dentist office. TP hates the unsightly bare patches caused by this traffic and replaces all of the grass in front of the dentist office w/ Astroturf.

The cost of the Astroturf is probably deductible as a §162 expense even though it has an element of personal pleasure. Since the Astroturf is an asset w/ a useful life beyond 1 year, TP would have to recover the cost through depreciation

Gilliam v. Commissioner: the TP was denied a deduction for expenses incurred to settle lawsuits arising out of a business trip. On that trip the TP, who suffered from a mental condition, had a bad reaction to a prescription drug during an airplane flight, became irrational, tried to exit the plane, and subsequently injured another passenger. The Court held that, although the incident would not have occurred but for the business trip, the costs that the TP incurred in connection with the altercation were not ordinary expenses of the TP's trade or business. 
The Gilliam case is the exception that proves the general rule: The bar is low for establishing that a bona fide business expense is “ordinary and necessary.”
Business Attire: Must be (a) specifically required for employment and (b) not suitable for general usage as ordinary clothing

TCJA eliminated the deduction for unreimbursed uniform 

§162(a)(1) allows TP to deduct “reasonable allowance for salaries or other compensation.” Compensation is unreasonable and nondeductible only if the compensation arrangement between the EE and ER involves tax avoidance.

A publicly held corporation is allowed to deduct compensation paid to its most highly compensated employees only to the extent that the compensation does not exceed $1 million. §162(m)(1). 
Prior to TCJA, the $1 million cap did not apply to any portion of the EE’s compensation that was based on commissions or the financial performance of the employer. TCJA repealed the exceptions to the $1 million cap and expanded the scope of key employees that are subject to the rule.

“Unreasonable Compensation” Factor: (i) the employee’s qualifications; (ii) the nature of the employee’s work; (iii) the employer’s history of paying or not paying dividends; (iv) the compensation paid to comparable employees by comparable employers; (v) the amount the employer has paid the employee in previous years; (vi) the results of the employee’s efforts; (vii) general and local economic conditions; and (viii) the profitability of the employer after the compensation has been paid.
Reg. §1.162-2(a): Businesses are allowed a deduction for “reasonable and necessary” traveling expenses. Doesn’t matter if ER/EE is getting some personal value from it

Exam tip: the bar is low for business expenses to be treated as O/N. A self-employed TP can deduct extravagant trip expenses as an ATL §162 business expense even though the trip included a significant “consumption” element
Expenses v. Expenditures:

Expenses: benefits the current year only and must be deducted immediately
Expenditures: §263 benefits more than the current year and must be capitalized

Carrying on: §162 permits deductions only for those cost paid or incurred in any active, ongoing business and denies current deductions for start-up or pre-opening costs incurred prior to the beginning of actual business operations
Exception: §195 permits TP to deduct $5k for start-up expenditures
Trade or business: TP’s primary purpose must be for income or profit
Determined by trier of fact. Hobbies do not qualify as T/B but see §183

ER v. EE Business Expense Deduction
IF TP = ER: (AKA If a TP is not an EE), the TP’s business expenses are above-the-line (ATL) deductions, meaning that the expenses are subtracted from gross income to determine AGI under §62(a)(1). 
IF TP = EE: the tax consequences depend on whether the ER reimburses the employee’s business expenses. 
Unreimbursed employee business expenses, which are nondeductible per TCJA, are treated less favorably than non-employee business expenses, which are fully deductible and are ATL deductions. 
Reimbursed employee business expenses are treated like non-employee business expenses. If the amount reimbursed by the employer is equal to the employee business expense, the employee can net the reimbursement (which would otherwise be included in income) and the business expense (which would otherwise be a BTL deduction)—so the reimbursed expense is disregarded for tax purposes.
HYPO: Annie is a self-employed anesthesiologist and has $30k of business expenses that are essential for her to practice medicine such as: annual cost of medical malpractice insurance, continuing medical education, professional licensing, and surgical uniform
Annie can deduct full $30k

If Annie was instead an EE of a hospital and the hospital didn’t reimburse her for the business expenses, then Annie would have $0 deductions per TCJA 
If Annie was reimbursed by the hospital ( she does not include the reimbursement in GI ( Annie is an employee and is not engaged in a trade or business. The reimbursement from the hospital is GI, and Annie’s reimbursed EE business expense is an above-the-line deduction for her. §62(a)(2)(A). 
TPs allowed to net the reimbursement and the EE deduction. Annie is not required to include the reimbursement in her GI. Note that Annie’s EE business expenses are treated much more favorably in this this scenario than in Scenario #2.
ER v. EE Meal Deductions
§274(n)(1) and (3) places a 50% limit on deductibility of business meals or ER can deduct 100% if the food and beverages would be excludable by EE as a de minimis fringe benefit under §132(e). §274(n)(2)(B)
Exception: If ER reimburses EE (and reimbursement not treated as compensation), EE can deduct 100% of meal ( ER will still be limited to only a 50% deduction §274(e)(3), (n)(2)(A), Reg. §1.274-2. 
Flipside: If ER treats the reimbursement as additional compensation paid to the EE, then ER can full deduct the reimbursement as salary, but the EE will have to include the full reimbursement in income and will not be able to deduct any of the expenses, because §67(g) eliminates employee deductions for unreimbursed employee business expenses. Reg. §1.274-2. 
The 50 percent limitation does not apply to expenses for food and beverages that would be excludable by the recipient as a de minimis fringe benefit under §132(e) 
Illegal Activities and Marijuana Businesses
Illegal Activities are deductible unless §162 explicitly says those expense are nondeductible

§162(f) denies TP deductions for amounts “paid or incurred (whether by suit, agreement, or otherwise) to or at the direction of a government or specified nongovernmental entity in relation to the violation of any law or the investigation or inquiry by such government or entity into the potential violation of any law.”

§162(c),f,g: TPS cannot deduct most bribes and kickbacks, fines and penalties, and punitive damages portion of criminal antitrust violations

Policy: The conceptual reason for allowing illegal businesses to deduct business expenses is that the income tax is a tax on the net income, not gross income, of a business—regardless of whether the business is engaged in illegal activities
§280E: Businesses that sell marijuana cannot deduct their ordinary and necessary §162 business expense

Marijuana business can subtract their cost of goods sold from their gross sales, to determine their §61(a)(2) “gross income derived from business.” Reg. §1.61-3(a).
§162 deductions that are allocable to the legal business are not disallowed under §280E, provided TP can establish that it engages in the separate legal line of business.
31) Step 2: Capitalization

Overview

§263: When the cost of property lasts substantially longer than the year in which it was put into service then it cannot be deducted immediately as a §162 or §212 expense (no matter how ordinary and necessary its use in business or investment activity maybe) in the year in which the expenses are incurred under the TP’s accounting method. Reg. §§1.1262-4, 1.263(a)-3
Objective: To accurately reflect a TP’s true income for each year by matching an expense with the income to which it related

§263 instead requires the cost be capitalized (added to the basis either of the property itself or of some other property with which it is used)

§167: The cost of an asset w/ a useful life that extends beyond the year in which the expense is incurred is deducted as deprecation over the useful life of the asset, provided the asset has a determinable useful life. 

C v. Boylston Market Ass’n: Prepaid expenses must be generally capitalized. There a cash method TP prepaid 3 years of insurance premiums had to allocate that expense over 3 years and deduct a portion in each year

Note: Accrual method TP couldn’t deduct prepaid expense b/c of economic performance requirement 

§167 allows a deduction for the exhaustion, wear and tear” of property used in a trade or business or for the production of income

Tangible property, such as a machine or building, and intangible property (like patents) are eligible for deduction

Amortization = deduction for the cost of intangible property

NOTE: Depreciable asset is not a capital asset, even though the cost of a depreciable asset must be capitalized 

Test to Determine whether expense must be capitalized

Separate and Distinct Asset Test: 
Any expenditure that serves to create or enhance a separate and distinct asset must be capitalized (Lincoln Savings)
Regulation §1.263(a)-4 provides various special rules that are favorable to taxpayers. For example, in applying the transaction cost rule, a taxpayer may disregard de minimis costs (costs aggregating $5,000 or less), compensation paid to the taxpayer’s employees, and overhead expenses Reg. §1.263(a)-4(e)(4).

Types of expenditures that must be capitalized
§263 and Reg. §1.263(a)-1,-2,-3,-4: 

“Requires capitalization of amounts paid to acquire, produce, or improve:
Real or personal property including land, buildings, machinery, and equipment; or

Example: X-ray machine for Vet is a tangible income-producing asset with a useful life that extends beyond Year 1. TP can take depreciation deductions with respect to the machine.
Intangibles

Costs of Acquiring, Constructing, and Disposing of Property

Acquisition Costs: Costs incurred in the acquisition of an asset having a useful life extending beyond the taxable year are nondeductible capital expenditures. 
Includes: purchase price, appraisal fees, commission, legal fees, or costs paid to stockbroker on purchase of shares of stock (acquisition of securities)
TP must capitalize transaction costs incurred to facilitate an acquisition/ change the capital structure of a business Reg. §1.263(a)-5

EXCEPTION: for having to capitalize amounts paid to acquire or produce property “materials and supplies”

Tangible property that’s not inventory and is used or consumed in the TP’s business operations including property that (i) costs $200 or less, or (ii) has a useful life of 12 months or less.

Incidental v. Non-incidental Supplies

Supplies that are used up in the taxable year in which they are purchased are immediately deductible b/c they provide no benefit beyond the current taxable year
TPs who do not keep track of when incidental supplies are used are allowed to deduct the cost of such supplies even if they are not actually used up during the taxable year. Reg. §1.162-3, 1.263(a)-2(c)(2)

TP deduct Incidental materials and supplies (goods carried on hand for which no record of consumption is kept, such as a law firm’s legal pads and pens) in the year in which the costs of these supplies are paid or incurred

Ex: pet treats for a vet, bandages/disinfectant for a hospital, paper used in a copy machine at a business, Shampoo/conditioner products for a spa, paint
TP’s deduct the cost of non-incidental materials and supplies (supplies the TP keeps a record of) in the year in which the supplies are used or consumed

UNICAP Rules: §263A

The UNICAP rules apply to manufacturers, wholesalers, retailers, and any other taxpayers who produce real or tangible property for sale or acquire real or personal property (tangible or intangible) for sale to customers in the ordinary course of their business. §263A(b), Reg. §1.263A-3(a) (1). 

Exam tip: capitalize costs for constructing a new business asset 
§263A also applies to a TP who acquires personal property for resale only if the TP’s average annual gross receipts from sales, over a 3-year period > $25 million §263A(b2B

Idaho Power Co. v. C: Cost ordinarily regarded as currently deductible, like wages or rent, take on a different status when they are part of the acquisition cost of constructed property ( and must be capitalized.  (this case initiated Congress to enact §263A)
Key Takeaway: if a TP incurs expenses that would otherwise be deductible business expenses (for example, wages paid to EE) in constructing a building or machinery, the otherwise deductible expenses must be capitalized

Ex: Wages paid to EE in constructing a building are added to the basis of the building and then the ER TP can take depreciation deductions on this new basis of the building over the building’s lifespan (30 years)

HYPO: Pete commissions an architect to design a new office building. The architecture fees are $120k, the building is $15 million to construct and the office furniture and fixture costs are $1.2 million. How much of these expenditures are currently deductible
None of these expenditures are currently deductible. The costs associated w/ erecting a building, including architect’s fees and the cost of furniture and fixtures, must be capitalized. Reg. §1.263(a)-2(d)(1). 
These are all costs associated w/ the acquisition or construction of property with a useful life that extends beyond the year in which the costs were incurred

What §263A Does: It requires TP to recover the expense of producing or selling goods when the goods are sold, by including these expenses in the TP’s “cost of goods sold” (the TP’s inventory cost for the year.” 

§263A requires TP to capitalize direct and indirect costs
These expenses are reflected in the tp’s inventory costs (cost of goods sold) so they are deducted when the refrigerators are sold
Although cost of repairs may be deductible under §263(a), they may have to be capitalized under §263(A) if classified as indirect costs (which is if the costs directly benefit production activities or are incurred by reason of production or resale activities
Direct costs include the cost of materials and wages of employees who produce or sell goods. Reg. § 1.263A-1(e)(2)(i), (g)(1), (2). 
Costs of materials that become an integral part of the asset produced and those materials that are consumed in the production process, as well as compensation paid for full-time, part-time and contract labor
Indirect costs can include the following types of costs: the costs of repair and maintenance of equipment or facilities; utility costs; rent on equipment, facilities, or land; indirect labor costs; indirect material costs; purchasing costs; the costs of tools and equipment, if such costs are not otherwise capitalized; certain taxes; depreciation on equipment or facilities; depletion; the costs of certain administrative or support departments or functions; compensation paid to officers; insurance premiums; contributions to deferred compensation plans; bidding expenses; and certain interest costs. Reg. §1.263A-1(e)(3)(i), (e)(4) (ii). 

Exception: Not included under 263A

Section 263A does not apply to freelance authors, photographers, and artists. §263A(h). Also, §263A does not apply to producers and resellers of goods unless the taxpayer’s average annual gross receipts from sales, over a three-year period, exceed $25 million. §263A(b), (i)(1), §448(c)(1).

TP’s expenses for marketing, advertising, and general business and financial planning do not have to be capitalized. 

Even though they have a value beyond the year

HYPO: J has a balloon retail outlet. He buys balloons wholesale rather than manufacturing them himself. Gross sales are $26 million. J incurs expenses for salary to his purchasing agents, payroll taxes, general business planning, rent for balloon stores and wholesale balloon
All costs except expense for general business planning must be capitalized. All the other costs are inventory costs and these expenditure relating to the resale of the balloons must be capitalized. General business planning is not incurred in connection with the resale of balloon

If J had gross sales of $20 million, then §263A does not apply to wholesalers and retailers w/ annual gross receipts of less than $25 million

HYPO: W’s Widget Co manufacturers widgets that are sold a year after they are produced. Which of the following must be capitalized and included in the cost of the widgets produced
Salary for production line EEs( Direct labor = capitalization / part of inventory cost
Widget manufacturing machine ( Can take immediate §168 deduction for full cost of machine is treated as part of inventory cost. The cost of the machine thus will be recovered as part of the cost of goods sold when widgets are sold
Insurance on machine to make widgets ( Capitalized and can be recovered as part of TP’s COGS

Repairing Machine Costs ( costs to repair machine used to produce goods for resale must be capitalized and can be recovered as part of the TP’s COGS
Research and Development of improved widgets ( Currently Deductible
Advertising new line of widgets ( Advertising costs do not have to be capitalized and are thus currently deductible
Advertising cost is currently deductible even if the purpose of the advertising is to create goodwill

Cost of Acquiring or Creating Intangible Assets
Regulation § 1.263(a)-4 provides that taxpayers must capitalize amounts paid to: (i) acquire intangibles described in -4(c); and costs involves in creating intangibles -4(d)
Definition of intangibles (for both acquisition or created intangibles)

Includes the following financial interests: (i) ownership interests in corporations, partnerships, limited liability companies, and other entities; (ii) debt instruments and other debt intangibles; (iii) financial instruments; (iv) annuity and insurance contracts; and (v) nonfunctional currency.
For purposes of (c)(1) (acquired intangibles), the term intangibles also includes: (i) leases; (ii) patents and copyrights; (iii) franchises, trademarks, and trade names; (iv) an assembled workforce; (v) goodwill; (vi) customer lists; (vii) servicing rights; (viii) customer-based intangibles; and (ix) certain computer software. 
Creation Costs: TP is required to capitalize amounts paid to create an intangible asset
Prepaid expenses, fees for memberships and privileges, certain rights obtained from a gov agency (like a business license) Reg. §1.263(a)-4(d)
Prepaid expenses that relate to a future year: If a TP prepays an expense that is attributable to later years, the expense must be capitalized. For example, a TP that prepays three years of insurance premiums has to allocate that expense over the three years and deduct a portion in each year.
Exceptions: TP can currently deduct costs of acquiring / creating intangibles if the rights acquired or created do not extend beyond 12 months after the TP realizes the rights. Reg. §1.263(a)-4(f)
Services and Repairs
Safe Harbor for Routine Maintenance
Reg. §1.263(a)-3(i): Amounts spent for repairs or routine maintenance of business property are immediately deductible expenses that have no effect on the property’s basis. 
Repairs are any expenditure to a unit of property that do not materially add to the value of the property (if the property were new), nor do they appreciably prolong the life of the property (beyond its expected life at acquisition); rather, a repair merely keeps the property in its ordinarily efficient operating condition. 
Reg. §1.263(a)-3(i). Recurring activities (e.g., inspection, cleaning, testing, and replacement of component parts) that a TP expects to perform to maintain the property in its “ordinarily efficient operating condition.” 
Maintenance is “routine” only if a TP expects to perform the activities more than once during the class life of the property. The safe harbor applies to maintenance performed on rotable parts and temporary spare parts, 
TP cannot deduct the costs of acquiring such parts until they are discarded. Reg. §§1.162-3(a), 1.263 (a)-3(i)(2).
Maintenance and repair ( immediately deductible  (AKA not capitalized)

Reg. §1.162-4: Incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinary efficient operating condition

Exam tip: if the repair is not expected to materially increase the productivity, efficiency, strength quality, of the system then do no capitalize. Reg. §1.263(a)-3j(iii)
Includes: restoring to original condition, preserving its erstwhile identity

Examples: Repair to replace a broken window even though technically the benefit may extend over several years
Midland Empire Packing Co v. C: The addition of the concrete lining was a repair, not a capital improvement, because adding the lining merely permitted the taxpayer to keep doing what it had been doing for 25 years before the oil seepage occurred

Exception: The costs of repairs that are deductible under §§263(a) and 162 may have to be capitalized under §263A. Repair costs are generally classified as indirect costs and are allocable to inventory or produced property if the costs directly benefit production activities or are incurred by reason of production or resale activities. Reg. § 1.263A-1(e)(3)(i), (ii)(O)
Repair costs that are not allocable to inventory or produced property do not have to be capitalized under §263A

Ex: Sink gets clogged and call a plumber or electrical shortage and calling an electrician( immediate deductions
Ex: incidental repair and maintenance of a copying machine used at a law firm
§263A also applies to the costs of improvements that must be capitalized under §263(a)

Services and Repairs that must be capitalized

Permanent improvements and repairs that appreciably prolong property ( must be capitalized

Includes: If a TP spends money to improve or change an identity.
Or If damaged or destroyed property is restored and kept in service, the owner must capitalize the costs of restoration to the property’s adjusted basis.
Mt. Morris Drive-In Theatre Co. v. C:  the court concluded that the need for the drainage system was foreseeable at the time the taxpayer constructed the drive-in theater, so the cost of the drainage system had to be capitalized

The court distinguished Midland on the ground that the need for the drainage system was foreseeable whereas the need for a concrete liner was not

Improvement Test: If the maintenance activities do not qualify for the safe harbor, they are subject to a three-part “improvement” test. 
Costs “improve” property, and must be capitalized, if the amounts paid: (i) result in a “betterment” to a unit of property (ii) “restore” the a unit of property; or (iii) adapt a unit property to a new or different use. Reg. §1.263(a)-3.
Unit of Property: The larger the unit of property, the less likely it will be that maintenance performed on components of that property will result in improvement of the property. 
Functional Interdependence Test: For property other than buildings, “all components that are functionally interdependent comprise a single unit of property. Components of property are functionally interdependent if the placing in service of one component by the TP is dependent on the placing in service of the other component by the TP. 
Engine of plane is one asset and rest of plane is a separate asset
Note: Won’t need to apply this on the final
Unit of property Special Rules:
Separate unit of property if the depreciation method used to depreciate the component is different from the depreciation method used to depreciate the property of which the component is a part. Reg. § 1.263(a)-3(e)(5)(i). 
Buildings and the structural components of buildings (other than a lessee’s leasehold improvements) comprise a single unit of property. Reg. §1.263(a)-3(e)(2). 
Plant property provides that a component or group of components that perform a discrete and major function or operation can comprise a separate unit of property. Reg. §1.263(a)-3(e)(3)(ii)(B).
Betterment: Compare the condition of the property before the event (either normal wear and tear or a particular event) that made maintenance necessary and the condition of the property after the maintenance. Was there a material addition/improvement?

Restore: (i) is for a component the cost of which the taxpayer has deducted as a loss or as a basis offset to gain; (ii) is to repair property for which the taxpayer has taken a §165 casualty loss; (iii) returns the property to its ordinarily efficient operating condition, if the property no longer can function for its intended use; (iv) results in the rebuilding of the property to a like-new condition following the end of its useful life; or (v) is to replace “a major component or a substantial structural part” of the property. Reg. §1.263(a)-3(k)(1). 
Major component is a non-incidental part or combination of parts that performs a discrete and critical function in the operation of the unit of property. Reg. §1.263(a)-3(k)(6)(i)(A). 
A substantial structural part is a part or combination of parts that comprises a “large portion” of the physical structure of the unit of property. Reg. §1.263-3(k)(6)(i)(B).

New Use: a use is new or different if it varies from the TP’s original use in the property 
HYPO: Dr. T, an acupuncturist owns a business office w/ his acupuncture practice inside. Storm ruins wood shingle roof. Does Dr. T have to capitalize the cost of replacing roof shingles w/ new wooden roof shings
Step 1: What is the unit of property ( the building and its structural components

Step 2: Do the replacement shingles improve the building? (betterment, restore or new use)
Betterment: Dr. T compares the condition of the building immediately after installation of the new shingles w/ the condition of the building before the storm (the event that necessitated the roof repair). Here, the building was functioning for its intended use before the storm. Amounts paid to replace the wooden roof shingles did not ameliorate a preexisting condition or defect and did not result in a material addition to the property or a material increase in the productivity or quality of the property ( thus no betterment
Restore: Dr. T didn’t take a casualty loss and the new roof doesn’t prolong building’s useful life, nor do the shingles constitute a major structural component of the building 
New use: roof shingles do not adapt the property for a new / different use

Step 3: b/c no betterment, restore or new use the shingles do not have to be capitalized
Note: if instead Dr. T repaired the entire roof structure, this would be a substantial structural part that comprises a large portion of the building and perform ad discrete and critical function of the operation of the building of keeping rain out and thus must be capitalized 

Inventory Accounting
§471
Section 61(a)(2) provides that gross income includes "gross income derived from business." For a TP that uses inventories (manufacturers, wholesalers, and retailers), gross income derived from business equals gross receipts from sales less the TP's “cost of goods sold.
Note: Inventories does not represent a separate method of accounting. Rather, it is a component of the overall accounting procedure whose essential purpose is to establish the cost of goods sold as a step toward determination of the TP’s GI from business operations

Use the inventory accounting method to figure out what must be included in GI

Gross income derived from businesses using inventories includes gross receipts from sales less the TP’s cost of goods sold. Seg. §1.61-3(a) 

Opening Inventory + Purchases/Additions during year = Good available for sale

Goods available for sale – Closing inventory = Cost of goods sold

Gross receipts from sales – cost of goods sold = Gross income from inventory sales

Opening inventory = the value of the closing inventory from the previous year

Cost of merchandise: inventory costs that are capitalized under §263A are included in the cost of merchandise

HYPO: Serena, an accrual method, calendar year taxpayer, begins her business of selling tennis balls in December of Year One when she purchases 100 cases of tennis balls for $2,400 ($24 per case); however, she does not sell any tennis balls in Year One. In July of Year Two, she purchases another 100 cases of tennis balls for $2,400 ($24 per case) to add to her inventory. During Year Two, she sells a total of 150 cases of tennis balls for a total of $5,400 ($36 per case); thus, she still has 50 cases on hand at the end of Year Two. 
Opening Inventory ($2,400) + Purchases Y1 ($2,400) = Goods available $4,800

Goods Available ($4,800) – Closing Inventory (50*24=1,200) = Cost of Goods Sold $3,600

Gross Receipts from Sale ($5,400) – Cost of Goods Sold ($,3600 = Gross Income from inventory Sales $1,800)

Who must use Inventory Accounting

Inventory Accounting must be used by TP for whom the production, purchase, or sale of merchandise is an income-producing factor. 

A TP who keeps an inventory of goods for sale must capitalize the costs of supplies and materials instead of immediately deducting them; the costs are added to the TP’s inventory costs and deducted when the inventory is sold
Inventory purchases are a nondeductible capital expenditure but the cost of inventory is deductible as an offset against sales proceeds
Merchandise: property held for sale to customers
A TP who is required to use inventories must also use the accrual method of accounting Reg. §1.446-1(c)(2)(i)

Exception: to mandated use of inventory and accrual ( If average annual gross receipts from sales over a 3 year period is < $25 million.
Qualifying TP instead can account for their inventory either by treating inventory as non-incidental materials and supplies or conforming that tax accounting and GAAP financial accounting for their inventory

Determining the cost of Closing Inventory

Specific identification method: If a TP can identify its actual cost for the specific goods in closing inventory, the TP can calculate the cost of the closing inventory on that basis. 

For example, an art gallery that sells unique works of art could use this method. This method is impractical if a TP’s inventory includes numerous fungible goods.

Cost convention methods: Typically a TP determines the cost of its closing inventory by applying either the first-in-first-out (FIFO) method or the last-in-first-out (LIFO) method. Both of these methods are fictions; they are simply conventions that are used to determine the value of the TP's closing inventory. The FIFO method applies unless a TP makes an election to apply LIFO. §472. A TP who uses LIFO for tax purposes must also use it for financial reporting purposes. §472(c). TPs are required to use the same cost convention method consistently.

First-in-First-Out (FIFO) Method (Applies unless a TP makes an election to use LIFO §472)
Assumes that the items sold during the year are the earliest items purchased and that the items left in closing inventory at the end of the year are the most recently purchased items (AKA items purchased last in the year)
Profits tend to be greater in a rising market and in a falling market losses tend to be greater than if using LIFO method

Allows the TP to anticipate a loss on inventory before it’s sold

Application: TP using FIFO computes the value of closing inventory using the lower of cost or market method to value inventory

Step 1: Calculate the cost of the units in the closing inventory using FIFO

Step 2: Calculate the market price (replacement cost) of the units in closing inventory

Step 3: Use the lower amount as the value of the closing inventory

“Replacement Cost”: doesn’t apply if the goods are defective or obsolete or there have been offers to sell and actual sales at a price that is less than the replacement cost
Last-in-First-Out (LIFO) Method

Assumes that the items sold are the most recently purchased items and that the items in closing inventory are the earliest items purchased

Cannot use the lower of cost or market method, the TP must use cost to determine the closing inventory

Using LIFO in a period of rising inventory costs decreases the TP’s closing inventory, which increases the TP’s cost of goods sold and in turn decreases the TP’s GI and tax liability

If using LIFO, must also use it for financial reporting purposes

LIFO v. FIFO

It depends whether the TP would prefer to have (i) higher gross income for both tax and financial accounting purposes or (ii) lower gross income for both tax and financial accounting purposes. 
Note: If the inventory cost of a business are incrasing over time, the business would report lower income and pay less federal income tax if the TP uses the LIFO rather than if they used FIFO

When the price of inventory is rising, the taxpayer’s gross income from sales is lower using LIFO because LIFO increases the cost of goods sold. However, TP may not want to use LIFO for tax purposes b/c it would then have to use LIFO for financial accounting purposes. §472(c). A business may prefer to use FIFO in order to show larger gross profits to shareholders and lenders, such as banks, even if it means paying higher taxes.
HYPO:

HYPO: TP is a retailer. In Y1, she bought following identical inventory items. Item1 and 2 cost $2 per item. Item 3 cost $3 and I4 and I5 cost $4 per item. TP sold 3 items in Y1 for total of $20 and now there are 2 items left in closing inventory. So purchases = (2+2+3+4+4 = 15)
FIFO: Opening Inventory: $0. Purchases = $15, Closing Inventory = I4 + I5 = $4+$4 = $8, Cost of Goods Sold = I1 +I2 +I3 = 2+2+3 = $7. 
Opening Inventory + Purchases during year = 0 +15 = $15 Good available for sale

Goods available for Sale – Closing Inventory = $15 – 8 = $7 Cost of Goods Sold
Gross Receipts from Sales – Cost of Goods Sold = $20 - $7 = $13
LIFO: Opening Inventory: $0. Purchases = $15, Closing Inventory = I1 +I2 = 2+2 = $4, Cost of Goods Sold = I3+I4 + I5 = $3+$4+$4 = $11 

Opening Inventory + Purchases during year = 0 +15 = $15 Good available for sale

Goods available for Sale – Closing Inventory = $15 – 4 = $11 Cost of Goods Sold

Gross Receipts from Sales – Cost of Goods Sold = $20 - $11 = $9
32) Amortization Deductions for Intangibles
Goodwill and other Intangible Assets
§197

§197: Purchased Intangibles can be amortized ratably over a 15 year period regardless of their actual useful lives

§197 intangibles include goodwill, going-concern value, know-how, information bases, customer-based intangibles, supplier-based intangibles, governmental licenses, trademarks, covenants not to compete, and similar items. §197(d). 
Example: Purchasing a subscriber list / a customer list is a §197 intangible
Exception: Created intangibles can’t be amortized, unless they are created in connection with a transaction or series of transactions involving the acquisition of assets constituting a trade or business or a substantial portion of a trade or business. § 197(c)(2), (d)(1). 
Thus, The costs of creating a new trade name for an existing business could be amortized over a 15-year period.

Excluded from definition of a §197 intangible: 
(i) an interest in a corporation, partnership, trust or estate; (ii) an interest in a financial contract; (iii) an interest in land; (iv) computer software; (v) certain interests or rights (e.g., an interest in a film, book, copyright, or certain contract rights) if not acquired in connection with the acquisition of other assets constituting a trade or business or a substantial portion of a trade or business; (vi) certain interests under leases and debt instruments; (vii) mortgage servicing rights if not acquired in connection with the acquisition of other assets constituting a trade or business or a substantial portion of a trade or business; and (viii) professional fees and transaction costs in certain corporate reorganizations. §197(e).

Self-Created Intangibles: Can amortize under §167(f) and Reg. §1.167(a)-14

Timing: Safe harbor rule allows TP to amortize cost of self-created intangible over 15 years Reg. §1.167(a)-3(a) and b

Exception to safe harbor rule

If the useful life of the self-created intangible can be determined with reasonable accuracy, the taxpayer can amortize the cost of the intangible over its useful life. Reg. § 1.167(a)-3(a), (b)(1)(iii). 
For example, prepaid expenses, such as insurance prepayments, are deducted over the period to which the prepayment relates. 
the specific § 167(f) amortization rules applicable to certain intangibles trump the safe harbor rule. 
Note: Reg. §1.167(a)-3(a) provides that the costs of self-created goodwill cannot be amortized under §167, although the costs of acquired goodwill can be amortized under §197. 
Third, the safe harbor does not apply to the self-created financial intangibles listed in Regulation §1.263(a)-4(d)(2) and costs that must be capitalized under Regulation § 1.263(a)-5 (discussed earlier in this chapter). Reg. §1.167(a)-3(b)(1)(ii), (2). 
The safe harbor can apply to the other types of self-created intangibles listed in Regulation §1.263(a)-4(d)(3)-(9) (although a special 25-year amortization period applies to the cost of real estate intangibles described in Regulation § 1.263(a)-4(d)(8)). Reg. § 1.167(a)-3(b)(1)(iv).

33) Depreciation Deductions for Tangibles and Real Property
Overview
Overview


§167(a): a TP can take depreciation deductions for business or investment property, provided that the property has a limited useful life

Assumes the salvage value of the property is zero, permitting deduction of the entire cost of the property

Unlimited Useful Life: The cost of property w/ an unlimited useful life, such as land, must be capitalized and cannot be depreciated or amortized. The costs of such property may be recovered only when the property is sold, by subtracting the TP’s Adjusted Basis from the Amount Realized on the Sale 

Ex: Valuable original artwork does not have a limited useful life and so would not be depreciable

Exam tip: An owner-occupied residence is treated as an asset that does not produce income and is therefore not depreciable. Only assets used in a trade or business or held for the production of income are depreciable

§167 and 197 determine depreciation deductions for intangible assets
Depreciation (more specifically “amortization”) on intangible assets is determined under §167 (or under §197).

Depreciation on tangible business or investment property is determined under §168. §§167(b) and 168(a).

Step 1: Applicable Recovery Period based on Class Life of Property (§168(c) and e
Residential Real Estate: 
80% of income it produces comes from dwelling units §168(e)(2)(A)(ii)

Time: 27.5 years

Non-residential Real Estate: 

Office buildings, factories, stores, hotels, etc §168(e)(2)(b) 

Time: 39 years §168(c)

Cars and Trucks

Light general purpose trucks/cars 

Time: 5 years §168(e)(3)(B)(i)
Step 2: Applicable Convention

Depends on when you put the property “into service or use” not the date on which the TP acquires the property
Tangible Personal Property §168(d)(1): Half-year convention ( asset placed into use on the date that is halfway through the year
Anti-abuse rule: if a disproportionate amount of disproportionate amount of depreciable property is place in service in the last 3 months of the year, then a mid-quarter convention applies. §168(d)(4) Multiply by (1.5/12)
Real Property: Mid-month convention §168(d)(2) ( asset placed into use on the date that is halfway through the month in which the property is placed into use
Step 3: Applicable Depreciation Method §168(b)

Straight-line Deduction: allocates the cost of the asset ratably over its useful life. 
Real property uses straight line depreciation

150% declining Balance
Applies to tangible personal property w/ recovery period b/w 15 and 20 years

200% Declining Balance

Applies to five-year property like cars, vans and trucks
Step 1: Take the straight-line % and double it

Step 2: Apply it to the basis reduced by all prior years’ deductions for depreciation

Step 3: Switch to Straight-line Depreciation in the first year in which Straight-line deduction is greater than the declining balance method 
Step 4: Can TP take bonus depreciation (don’t need to know for exam)
§168(k) TP can deduct bonus depreciation on tangible property with a recovery period of 20 years or less, as well as certain computer software utility property, film or TV productions or live theater productions

TCJA: Increased the bonus depreciation to 100% of the cost of the asset, resulting in immediate expensing (full deduction) of the cost of the asset

Prior to TCJA: bonus depreciation was 50% and a TP’s year 1 deduction was the bonus depreciation 
Bonus depreciation. Bonus depreciation is taken before the TP’s regular depreciation deduction is calculated; this means that the TP’s regular depreciation deductions will be based on the remaining Basis. §168(k). Prior to TCJA, bonus depreciation was capped at 50% of Basis. TCJA increased bonus depreciation to 100%. Bonus depreciation applies generally to “qualified property” (depreciable property other than real property), acquired and placed in service after Sept. 27, 2017 and before Jan. 1, 2027.

Under bonus depreciation you take 100% deduction in first year and then no more deductions

Caution! TCJA includes a number of complex transition rules for 100% expensing, with “phase-down” of 100% expensing in some years and in some situations. Also, Congress frequently amends the depreciation rules. Check for updates in this area of the law.

Significance of expensing. Allowing 100% depreciation (immediate “expensing”) of the cost of an income-producing asset is the economic equivalent of not taxing the yield produced by that asset.

E. Cary Brown Theorem: An immediate deduction for the cost of an income-producing asset = a zero tax rate on the income produced by that asset!

Corollary: No interest deduction should be allowed for the cost of financing the purchase of the income-producing asset.

TCJA caps a business TP’s interest deduction at 30% of taxable income. The tax and economic effects of the combination of expensing/interest limitation vary significantly by industry. Special rules in TCJA favor real estate, which relies heavily on debt financing. These rules likely will distort economic decision-making and create misallocations.

§179

§179 also allows immediately expensing of the cost of ‘‘§179 property’’ placed in service in the current year. §179(a). Section 179 applies only if the taxpayer elects to apply it. §179(c). 
If a TP made a valid §179 election, the TP can expense (fully deduct) the entire cost (their basis) in the van

§179 property is defined generally as depreciable tangible personal property, which is acquired by purchase for use in an active trade or business. §§179(d)(1), 1245 (a)(3).
Making the election reduces the taxpayer’s depreciable basis in the property by the amount deducted under §179. 
TCJA expanded the scope of immediate expensing under §179. The amount of a taxpayer’s §179 deduction is capped and is subject to a phase-out if the taxpayer places more than a limited dollar amount of Sec.179 property in service during the year. 
In 2018, the maximum §179 deduction is $1 million. §179(b)(1), (6). In addition, the taxpayer’s §179 deduction is reduced one dollar for each dollar of section 179 property placed in service, during the year, in excess of a threshold amount provided in § 179(b)(2). In 2018 the § 179(b)(2) threshold is $2.5 million. §179(b)(2), (6). 
In addition, §179(b)(3)(A) provides that the taxpayer’s §179 deduction cannot exceed the taxable income from the taxpayer’s business in the year in which the property is placed in service. (Any excess deduction is carried over to the next year. § 179(b)(3)(B).) 
Exam tip: Under §1231, gain from the sale of a depreciable asset can be capital gain. §1231(a)(3). However, depreciation deductions are ordinary deductions. Therefore, the portion of any gain, on the sale of depreciable property, that is attributable to having taken depreciation deductions or §179 deductions is recharacterized as ordinary gain under the depreciation recapture rules of §1245. For example, if property acquired for $1,000 is fully depreciated, then sold for $1,200, the taxpayer would realize $1,200 of gain on the sale, $1,000 of which would be ordinary gain and $200 of which would be capital gain. §1245(a)(1)-(3).
AKA when gain is more than amount depreciated
34) Tax Shelters

Overview

Concept of Tax Shelter

Tax shelters typically package deferred tax or no tax on income with expense deductions and/or tax credits. Tax shelters may comply with the literal letter of the tax law, but produce results that—in extreme cases—seem too good to be true. Some tax shelters are lawful, but aggressive; other tax shelters, such as shelters in which TPs overvalue assets, may border on fraudulent.

Ex: Owner of a building “sells” (wink, wink!) to a high-bracket TP a building that is worth only $8 million for $1 million of cash and $11 million of NR debt, which the TP borrows from the seller. The buyer-TP also rents the building to the seller. 

Each year, the TP takes $720,000 of interest deductions and $300,000 of annual depreciation deductions, calculated by reference to the TP’s basis in the building, which generally includes NR debt. Altogether, the TP takes annual deductions of $1,020,000 on the property, and must include in income the “rent” the former owner pays the TP. The depreciation deductions reduce the TP’s basis in the building. After 10 years, the TP defaults on the NR debt (surprise!) and realizes and recognizes gain on the sale. The combination of the current interest and depreciation deductions and deferred tax on the back end gain produce a positive net return for the TP.

Judicial Doctrines
Courts invoke various specific doctrines to deny tax benefits in transactions that are inconsistent with the underlying intent of the IRC, are solely tax-motivated, or are without economic substance. The various judicial anti-abuse doctrines include:

The SHAM TRANSACTION DOCTRINE: If the legal form of a transaction is a fiction, a court may recharacterize the transaction to reflect the reality of the transaction.

The STEP TRANSACTION DOCTRINE: If a transaction is artificially segmented into a series of separate transactions, to achieve a better tax result than the TP could achieve in a single transaction, a court may collapse the “steps” into a single transaction for tax purposes.

The BUSINESS PURPOSE DOCTRINE: If a transaction is structured in a way that serves no non-tax purpose, a court may deny the TP the tax benefit that was the sole purpose of the structure.

The ECONOMIC SUBSTANCE DOCTRINE: If a transaction does not meaningful alter the TP’s economic position, aside from tax benefits, a court may deny the TP the intended tax benefits. In 2010, Congress codified the judicial economic substance doctrine. §7701(o).

Courts vary in the specific ways in which they apply these doctrines. Also, the doctrines overlap. Courts analyzing the same facts can reach different anti-avoidance conclusions, as the following two cases illustrate.

In Estate of Franklin v. Commissioner: the Court held that inflated nonrecourse indebtedness, which exceeded the actual value of the property, was not genuine debt and should be disregarded completely, for tax purposes. If we apply this approach to the example above, the TP’s basis in the building would be just the $1 million cash down payment (instead of $12 million), reducing the TP’s annual depreciation deductions on the property to $25,000. In addition, all of the TP’s interest deductions on the nonrecourse debt would be disallowed. Instead of having annual deductions of over $1 million, the TP would have annual deductions of just $25,000!

In Pleasant Summit Land Corp. v. Commissioner: the Court adopted a different anti-abuse approach on similar facts. The Court held that inflated nonrecourse debt is includible in basis up to the actual fair market value of the property, but the inflated excess debt is disregarded for tax purposes. If we apply this approach to the example above, the TP’s basis in the building would be $9 million, which is the sum of the nonrecourse debt, up to the $8 million value of the property, plus the TP’s $1 million cash down payment. The TP’s depreciation deductions would be about $225,000 per year. In addition, the TP would be allowed $480,000 of annual interest deductions on $8 million of the nonrecourse debt. Instead of having annual deductions of over $1 million, the TP would have annual deductions of $705,000.

The two judicial anti-avoidance approaches to inflated nonrecourse debt produce very different results.

In the past few decades, individual tax shelters have become less common, due in part to the enactment of more effective IRC anti-avoidance rules, which are summarized below. Complex corporate tax shelters have become more common, however. The IRS and courts often invoke judicial anti-avoidance doctrines in the context of aggressive corporate tax shelters.

Congressional Responses to Tax Shelters
§163(d) Investment Interest Limitation

The amount a TP is allowed as a deduction for investment interest (excluding Qualified Residence Interest (QRI, also commonly known as home mortgage interest)) cannot exceed the TP’s net investment income (e.g., interest and dividends).

§469 Passive Loss Rules

§469 divides the TP’s income into three baskets: (a) passive; (b) portfolio; and (c) active trade or business. Prior to the enactment of the Passive Loss Rules, a TP could use passive losses to offset her active trade or business income, thereby eliminating income tax on her trade or business income. The Passive Loss Rules prevent this tax reduction strategy by segregating income and loss into separate baskets.

A passive activity loss (PAL) is deductible only to the extent of passive income. Excess passive losses are carried forward. An activity is “passive” if the TP does not “materially participate” in the activity. The regulations set forth a series of tests for determining whether the TP material participates in the activity. Generally, a limited partner cannot satisfy the material participation test. Rental activities are usually, but not always, passive. A special rule sometimes allows a TP who participates in a real estate activity to deduct up to $25,000 of passive activity losses from the real estate activity, despite the general disallowance rule for PALs.

§465 At-Risk Rules

§465 limits a TP’s deduction of losses from a trade or business activity to the amount of the TP’s “at-risk” investment in the activity. Excess losses are carried forward. 

The TP’s at-risk investment includes (a) cash contributed to the activity; (b) the basis of property contributed to the activity; (c) debt for which the TP is personally liable or that is secured by assets of the TP other than the assets used in the activity; and (d) qualified nonrecourse financing (financing borrowed from an unrelated party in an arm’s length transaction and secured by the real property used in the activity) from a real estate activity.

The At-Risk Rules eliminate the tax advantages of the “funny-money” seller nonrecourse financing (combined with overvaluation of the property) in the egregious tax shelter example provided above.

§§264 and 265

Sections 264 and 265 limit the deduction of interest on debt incurred to purchase or carry tax-exempt bonds or single premium life insurance policies or annuities.

§6662

Section 6662 imposes penalties on substantial understatements of income and substantial overstatements of the value of property. The §6662 penalty is 20% or 40% of the underpayment of tax attributable to the income understatement or valuation overstatement.

35) Alternate Minimum Tax
Overview

After TCJA
AMT is a separate system for computing income tax liability. TPs must compute their tax liability under the regular income tax and the AMT and pay the higher amount

Individual taxpayers are generally subject to an alternative tax (if it is higher than the tax computed according to the general rules) if they have a substantial amount of “items of tax preference” during a taxable year and they may be subject to the tax even if they have no preference items. §55.The policy underlying the alternative minimum tax is to ensure that taxpayers who reduce their tax liability by taking advantage of certain tax preferences, such as accelerated depreciation deductions under ACRS
Repealed AMT for corporate TP

TCJA limited scope for individual TP paying AMT
Calculating AMT

TP’s taxable excess, which is the TP’s alternative minimum taxable income less the AMT exemption amount
AMTI is the taxable income (computed under the regular income tax), adjusted as required by §56-58

Ex: TP adds to the AMTI the standard deduction they claimed under the regular income tax §56(b)(1)(E)

Exemption amounts: §55(b)(1)(A)
$109,400 married filing jointly

Phaseout: begins at $1 million and complete at $1,437,600
$70,300 for individuals 

Phaseout: $500k AMTI and complete at $781,200

Taxable Rate: A TP’s taxable excess, up to $175,000 (the amount in the rate bracket is adjusted annually for inflation) is taxed at a 26% rate. A TP’s taxable excess above $175,000 (again, inflation adjusted) is taxed at a 28% rate. A TP’s tentative AMT is the sum of the tax imposed, at the two AMT rates, on the taxable excess.
HYPO: Married couple Sandy and Bob’s Year 1 Taxable Income (all wage income) is $400,000 under the regular income tax. Their Year 1 regular income tax was $77,500, which equaled the amount of income tax their employers withheld from their paychecks. Sandy and Bob have $50,000 of Alternative Minimum Tax (AMT) adjustment items, under IRC §§56-58. Assume: (1) the 26% AMT tax rate applies to the taxable excess of up to $200,000, and the 28% rate applies above $200,000; and (2) the AMT Exemption Amount is $111,700 for married taxpayers filing a joint return.
Sandy and Bob’s alternative minimum taxable income = $400,000 Taxable Income + $50,000 of AMT preferences = $450,000. Their taxable excess = $450,000 AMTI − $111,700 exemption amount = $338,300. The first $200,000 of taxable excess is taxed at 26%, which equals $52,000 of tax. The remaining $138,300 of taxable excess is taxed at 28%, which equals $38,724 of tax. Sandy and Bob’s tentative minimum tax = $52,000 + $38,724 = $90,724. Sandy and Bob owe additional Year 1 tax of $90,724 − $77,500 = $13,224.
36) Other TCJA Changes: S/C corp and §199A

S/C Corporations

Overview

C Corps are TPs, file entity tax returns, and pay tax at rates under §11

Prior to TCJA the top corporate tax rate was 35%

A second layer of tax is paid by the corporation’s shareholders on dividends received from the C corporation (or on gain realized when a shareholder sells appreciated stock). The second layer of tax is deferred until shareholders receive dividend distributions or sell their stock. The value of deferral of the second layer of tax reduces the total effective tax rate on C corporation income.
Note, however, that about 70% of shareholders are tax-exempt or pay reduced rates of shareholder taxes. Tax exempt shareholders include charities, pension plans, and retirement accounts. In addition, foreign shareholders pay reduced rates of tax, pursuant to international tax treaties. Thus, most C corporation income is not, in fact, double taxed at the marginal nominal tax rates.
S Corporations/Pass-through Businesses do not pay entity-level taxes. Instead the annual income of a pass-through entity is taxed once, as it is earned, at the owner’s marginal tax rate on the owner’s 1040
Includes: general partnerships, limited partnerships, limited liability companies, along with S corporations
Prior to TCJA: top individual income tax rate was 39.6% for ordinary and 20% for long-term capital gain
	Top marginal Tax Rate
	Pre-TCJA
	TCJA

	Indiv: OI residual (wage income)
	39.6%
	37% (at $600k +MFJ)

	Indiv: LTCG/dividends
	20%
	20% (brackets shifted)

	Indiv: §199A (pass-through entity/sole proprietor)
	39.6%
	29.6%=37%-(20%*37%)

	C corp entity tax
	35%
	21%

	C corp. w/ immediate dividend
	48% = 35% + (20%*65%)
	36.8%=21%+(20%*79%)

	C Corp w/ deferred dividend in 5 years (assume r = 5)
	45.2% = 35%+(20%*65%)/1.055
	33.4%=21%+(20%*79%)/1.055


Note: EE wage income is not subject to higher marginal ordinary income rates than business income of a C corp or pass-through entity, assuming §199A applies

Why did TCJA reduce the C Corporation marginal tax rate from 35% to 21%? 
For decades, tax policy makers have proposed the “integration” of the corporate tax and individual income tax. Prominent proposals included the 1992 Treasury Integration study and the American Law Institute report on corporate integration. 
For example, one proposal would have treated corporations like pass-through entities, in effect, with C Corporation withholding of tax due on the C Corporation income at the shareholder level. 
Also, prior to TCJA, global tax rates on the income of large multinational corporations had fallen around the world, due to tax competition for businesses. The nominal U.S. tax rates on corporate income were among the highest in the world, although only a minority of C Corporations actually paid those rates. 
Many tax policymakers argued that the U.S. should reduce the C Corporation tax rate, to make the U.S. tax system more competitive on a global scale. Exactly what the reduced corporate tax rate should be was controversial, and opinions varied widely. Ultimately, TCJA reduced the marginal tax rate for C Corporations to 21%.
§199A
Below the line deduction in addition to Standard or itemized deduction
§199A allows individual TPs a deduction of up to 20% of the qualified business income (QBI) of a qualified trade or business.
QBI basically is the net income of the pass-through business, excluding investment income (capital gain and loss and dividends) received by the business and deductions for salary the business paid to the TP. §199A(c)(1). 
TP must determine their §199A deductions separately for each qualified trade or business

Can aggregate see page 341
A qualified trade or business is defined as a trade or business (under §162 and case law) other than:

a specified service trade or business (SSTB);

the business of performing services as an employee; or

a trade or business that involves the performance of services that consist of investing and investment management, trading, or dealing in securities, partnership interests, or commodities. §199A(d)(1).

Qualifying Trade Examples:

Commercial real property rental activity 

SSTB

§1202(e)(3)(A): any trade or business involving the performance of services in the fields of health, law, accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage services, or any trade or business where the principal asset of such trade or business is the reputation or skill of 1 or more of its EEs or owner 

For purposes of §199A engineering and architecture businesses are not SSTBs

Celebrities and SSTBs: The proposed regulations construe the catch-all rule very narrowly, however, to disqualify, as an SSTB, only businesses that principally receive compensation for endorsements, licensing, or personal appearances. Prop. Reg. § 199A-5(b) (2)(xiv) and (3),
The fact that the owner of a business is a well-known celebrity is not disqualifying. If a business that otherwise is a qualified business receives compensation for endorsements, licensing, or personal appearances, however, such compensation is segregated from the qualified business and treated as an SSTB. Prop. Reg. §199A-5(b)(3)
Mixed qualifying and disqualifying services

For businesses with $25 million or less of gross receipts in the current year, the business is not an SSTB if the compensation received for the services in the disqualifying field constitutes less than 10 percent of the gross receipts of the business. Prop. Reg. § 199A-5(c)(1)(i). 
For businesses with more than $25 million of gross receipts in the current year, the business is not an SSTB if the compensation received for the services in the disqualifying field constitutes less than 5 percent of the gross receipts of the business. Prop. Reg. §1.199A-5(c)(1)(ii).

SSTB v. Not SSTB Examples

SSTB

Brokerage service, law firm performing legal services, a business that performs health services (including Doctors providing services directly to patients)
Not SSTB

Real estate brokerage firm, Restaurant owned by a celebrity, if a landscape architect is an architect, property management if active enough to constitute a §162 trade or business(b/c not treated as investment management)
Incentives and Problems Created by TCJA

Incentives to convert wages into independent contractor self-employment income
§199A creates a tax incentive for EEs who are earning wages to convert their wages into independent contractor self-employment income to be taxed at 29.6% instead of 37% if §199A applies

However, EEs who need EE benefits have an offsetting incentive to stay as an EE

EEs who do not need EE benefits like Medicare have a stronger incentive to become IC

Exam tip: Also, the proposed regulations create a rebuttable presumption that a former employee who becomes an independent contractor and performs the same services for a former employer is deemed to be an employee, not an independent contractor, for purposes of applying §199A.
The significant reduction in C corp tax rates create a new tax incentive to earnings, thereby deferring the second layer of tax on the corporate income 

Section 199A arbitrarily picks tax winners and losers, creates tax gaming opportunities, is incredibly complex, and will be difficult and costly to administer. On top of these deficiencies, there is no coherent theoretical justification for §199A. Although numerous theoretical reports have discussed various plausible methods for integrating business taxation and the taxation of individuals, §199A bears no resemblance to these proposals.
Income threshold for SSTB limitation to apply

If a business is an SSTB, whether the 20% deduction is allowed in part or in full depends on the amount of the TP’s total taxable income before taking §199A deductions. 
If a business is an SSTB, the full 20% deduction is allowed if the TP’s total taxable income does not exceed a threshold amount—$157,500 for individual TPs and $315,000 for married TPs who file a joint return. 
(Income of spouses is aggregated, which creates a marriage penalty.) 
If a business is an SSTB and the TP’s total income is between the threshold amount and the ceiling amount (i.e., is $157,500-$207,500 for individual TPs or $315,000-$415,000 for married TPs filing a joint return) the 20% deduction is gradually phased out. 
If a business is an SSTB and the TP’s total income exceeds the ceiling amount—$207,500 for individual TPs or $415,000 for married TPs filing a joint return—no §199A deduction is allowed for income from that business.
§199A(b)(2)(B) Limitation

The threshold amount also determines whether the §199A deduction is subject to a limitation in §199A(b)(2)(B). §199A(d)(3), (e)(2). 
If the TP’s total taxable income is below the threshold, the §199A(b)(2)(B) limitation does not apply. 
If the TP’s total income is between the threshold amount and a ceiling amount the §199A(b)(2)(B) limitation gradually phases in. 
If the TP has total income above the ceiling amount, the §199A(b)(2)(B) limitation applies fully.

§199A(b)(2)(B) limitation: the deduction is limited to the lesser of 

20% of the TP’s qualified business income w/ respect to the qualified business or trade OR

The greater of (i) 50% of the W-2 wages with respect to the qualified trade or business, or (ii) the sum of 25% of the W-2 wages with respect to the qualified trade or business, plus 2.5% of the Unadjusted Basis Immediately After Acquisition (UBIA) of all qualified property (defined in Prop. Reg. §1.199A-2(c)(3)). §199A(b)(2)(B). 
The Basis of some, but not all, depreciable business property is included in the UBIA calculation. 
The Basis of non-depreciable property, such as land or inventory, and intangible property, such as goodwill or patents is excluded from the UBIA calculation.
As noted earlier, a TP’s §199A deduction is calculated separately for each business, but a TP can elect to aggregate two or more businesses. If a TP has one business with high income and low W-2 wages and a second business with low income and high W-2 wages, the TP can maximize the amount allowed under §199A(b)(2)(B) (and thereby increase her §199A deduction) by electing to aggregate the two businesses. Again, once an aggregation election is made, the TP generally must use the same aggregation each year.

§199A(a)(2) Limitation: An additional limitation in §199A(a)(2) prevents TPs from taking the §199A deduction for capital gain that already is taxed at preferential rates. Under §199A(a)(2), a TP’s §199A deduction is the lesser of (i) 20% of the TP’s QBI or (ii) 20% of the amount by which the TP’s taxable income exceeds the TP’s net capital gain for the year.
Chapter 6: Mixed Business-Personal Expenses

37) Controlling Abuse of Business Deductions
Divide b/w Personal and business Expenses

Anti-abuse rules

No deduction for personal expenses §262 but trade or business expenses are deductible under §162 so Congress has enacted anti-abuse rules to discourage TPs from trying to convert nondeductible personal expenses into deductible business expenses

All or nothing rules. Some tax rules treat a mixed business and personal expense as 100% “business.” 
100% business: Business travel expense for a luxury hotel suite is treated as wholly a business expense, first class air travel to attend a business meeting, Expense for a legal conference that satisfies State Bar Requirements for mandatory continuing legal education for the TP (a practicing lawyer)
100% Personal: Ex: The cost of joining a golf club, which could generate many networking business leads, is treated as wholly personal, Expense for childcare for the TP’s child so the TP can attend a business meeting, renting out a principal residence only for a max of 1 week, Expense to hire a car and driver to transport the TP from home to office (even if TP works during the drive), law school tuition (even if to be promoted more rapidly)
Bright-line allocation rules. Some tax rules adopt an arbitrary bright-line rule to allocate mixed expenses. A bright-line rule might allow a deduction or credit for a fixed percentage of the expense. 
Ex: ER can deduct 50% of the cost of EE’ business travel meals.

Fact-based allocation rules. Some tax rules allocate mixed business and personal expenses based on a fact-based formula. 
Ex: TPs who rent out a residence and use the residence for personal use must allocate the expenses of the residence—between business use and personal use—based on the actual number of days the residence was used as a rental and was used personally by the TP. These rules require record-keeping and substantiation. 
Example: Renting out home from Memorial Day to Labor Day even if TP stays in the home during the other time
TCJA Repeals §67(g): 
Ex of the type of unreimbursed EE business expenses that are disallowed:
Business travel and lodging while away from home (e.g., travel and lodging for out-of-town ABA meetings);

Business meals and entertainment (e.g., professional sporting events);

Transportation business expenses;

Continuing education courses (e.g., MCLE courses);

Subscriptions to professional journals (e.g., Tax Notes magazine);

Union dues (average union dues are $400 and 11+% of American workers are in a union, down from 20% in early 1980s);

Professional dues (e.g., annual state bar dues for a lawyer);

Professional uniforms (e.g., a flight attendant's uniform);

A home office maintained for the convenience of the employer (per ¬ß280A(c)); and

Expenses allowed under the "hobby loss" rules of §183.

Hobby Losses. §183 applies to activities that people usually do as a hobby, but sometimes do with the reasonable expectation that they will earn a profit.

If an activity is engaged in for profit, §183 has no effect on the deduction of expenses from the activity.

If an activity is not engaged in for profit, the TP can take the deductions that are allowed without regard for whether the expense is a personal expense (e.g., interest deduction on acquisition indebtedness or property taxes), and expenses that are deductible only if the activity is engaged in for profit are deductible only to the extent that the gross income from the activity exceeds the deductions that are permitted without regard to whether the activity was profit-motivated.

Determining whether an activity is engaged in for profit. Safe harbor definition: §183(d) creates a rebuttable presumption that an activity is engaged in for profit if, in three or more of five consecutive years, the activity earns a profit. Otherwise, the determination is based on objective facts and circumstances. Reg. ¬ß1.183-2(b) lists nine factors that should be considered. No one factor is dispositive.

Compare the more favorable treatment of reimbursed employee business expenses: The employer deducts the business expense (subject to specific limitations, such as limitation on deductions for meals) and the employee excludes the reimbursement from the employer.

Tax consequences are more favorable to an EE if their ER reimburses them for business expenses the EE paid

Then the EE does not have to include the reimbursement in income and the ER can deduct the business expense

38) Hobby Losses

Overview

Hobby Losses §183
No deduction is allowable for expenses attributable to an activity not engaged in for profit

§183 applies to activities that people usually do as a hobby, but sometimes do with the reasonable expectation that they will earn a profit.
Note: If a TP is engaged in a hobby and not for profit, then cannot take a deduction for the expenses of the activity and the TP must include in GI her income from the activity
If an activity is not engaged in for profit, the TP can take the deductions that are allowed without regard for whether the expense is a personal expense (e.g., interest deduction on acquisition indebtedness or property taxes), and expenses that are deductible only if the activity is engaged in for profit are deductible only to the extent that the gross income from the hobby activity exceeds the deductions that are permitted without regard to whether the activity was profit-motivated. §183(b)(2)
Ex: J is engaged in a hobby (aka not making a profit) but does make $1k. J can still deduct property taxes despite the fact that the activity is not engaged in for profit. If J paid $3k in property taxes, then his deduction for other expenses will be eliminated under §183(b)(2) b/c the $1k of Y1 gross income from the activity does not exceed the $3k of property taxes that are deductible w/o regard to whether the activity was engaged in for profit 

TCJA eliminated B2: deductions for miscellaneous itemized deduction and thus §183(b)(2) are completely disallowed 
Determining whether an activity is engaged in for profit. Safe harbor definition: §183(d) creates a rebuttable presumption that an activity is engaged in for profit if, in three or more of five consecutive years, the activity earns a profit ( where gross income derived from the activity exceeds the deductions attributable to the activity
Courts have held that the determination turns on whether the TP engaged in the activity for the purpose of making a profit, not whether, considering the activity objectively, it was likely to make a profit

HYPO: J makes a profit in 1 year out of past 5 ( not engaged in for profit even if the activity produced a net overall profit over 5 years
Nickerson v. C: TPs only need to prove their sincerity rather than their realism

Election: §183(e)(1)a TP may elect to defer a determination of whether the presumption applies w/ respect to a new activity until the close of the fourth year following the year in which he first engages in the activity 
This is when you amend your 1040 and the SOL is extended
Otherwise, the determination is based on objective facts and circumstances. Reg. §1.183-2(b) lists nine factors that should be considered. No one factor is dispositive.
(1) Manner in which the taxpayer carries on the activity. (2) The expertise of the taxpayer or his advisors. (3) The time and effort expended by the taxpayer in carrying on the activity. (4) Expectation that assets used in activity may appreciate in value.(5) The success of the taxpayer in carrying on other similar or dissimilar activities. (6)The taxpayer's history of income or losses with respect to the activity. (7) The amount of occasional profits, if any, which are earned. (8) The financial status of the taxpayer. (9)Elements of personal pleasure or recreation.

Ex: The following facts weigh in her favor: (1) she carried on the business in a businesslike manner and kept complete and accurate records; (2) through courses, study and reading, she prepared for her writing activity; (3) she expended significant time in carrying on the activity; (4) although she incurred losses in the startup phase of her activity, the profit trend for the activity indicates that it will be profitable in the future; (5) although she earned a profit from the activity in only one year, Year 5, she earned a $3,000 profit over the five-year period during which she has engaged in the activity; and (6) Esme likely earns a modest salary as a public high school history teacher, which may indicate that she is engaging in the writing activity for profit. The fact that the activity is enjoyable weighs against Esme, but on balance, she is likely to prevail. 
39) Rental of Dwelling Used by a TP
Rent of a Dwelling Used by the TP
§280A Overview
When does it apply: When TP uses the rental property for “personal purposes” during the year 

What §280A Does: Limits the TP’s deductions for the expenses of the dwelling to the sum the deductions that are allowed w/o regard to whether the dwelling was used in a trade or business or income-producing activity (non-profit motivated expenses) such as deductible property taxes and home mortgage interest (however if TP does not use a second home enough to make the home a qualified residence, the mortgage interest on that home is not deductible as qualified residence interest) PLUS the portion of the other expenses (profit motivated expenses) that are allocable to the period during which the property was rented.
Portion of expenses are based on either the percentage of days used formula or the percentage of days in the year formula
Use As a residence: A TP “uses” a dwelling unit as a residence if, during the taxable year, the TP uses it for personal purposes the GREATER OF either 14 days, or a number of days in excess of 10% of the # of days during the unit the unit is rented out a fair rental
§280A(d): A taxpayer is deemed to have used a dwelling unit for personal purposes on any day: (1) he or any member of his family uses it; (2) someone uses it and the taxpayer thereby becomes entitled to use some other dwelling unit; or, (3) any individual (other than an employee who is entitled to exclude the rental value of the unit from her gross income under §119) uses it and pays < fair rental for its use
Dwelling Unit Definition:

A “dwelling unit” includes a house, apartment, condominium, mobile home, boat, or similar property, but does not include any portion of a unit which is used exclusively as a hotel, motel or inn. [IRC § 280A(f)(1).] A single structure, such as an apartment building or a duplex, may contain more than one dwelling unit and if the owner of the building occupies one of the units, the restrictions of IRC § 280A do not apply to the other units which he does not use as a residence. [See Prop. Reg. § 1.280A–1(c).]
When does §280A not apply: If a taxpayer owns rental property that is not used by the taxpayer for personal purposes at any time during the taxable year, the taxpayer is entitled to deduct all expenses associated with the property, including depreciation, repairs, utilities, property taxes, and interest
De minimis rule: If a dwelling unit which is used by a taxpayer as a residence is actually rented for less than 15 days during a taxable year, the rental income is excluded from gross income, and no deduction otherwise allowable because of the rental use (such as for depreciation or repairs) is allowed §280A(g)
HYPO: Lisa’s yacht has 2 staterooms which will provide overnight accommodations. During the current year, she uses the yacht herself on 4 days, her sister uses it for five days, and her college roommate uses it (without paying a fair rental) for seven days; thus, Lisa is deemed to use the yacht for personal purposes for a total of 16 days. In addition, Lisa rents the yacht at a fair rental for 163 days during the year. Because the number of days on which Lisa uses the yacht for personal purposes does not exceed 16.3 (10% of 163 days), Lisa has not used the yacht as a “residence” during the current year. [Prop. Reg. § 1.280A–1(d)(2) Ex (1).]
Dwelling Unit Rented for > 14 days but TP does not use as a residence

If a dwelling unit is rented out for more than 14 days during a taxable year, and it is not used “for personal purposes” on any day during the taxable year, the deduction limitation provisions of §280A do not apply, but the provisions of §183 might apply if the rental activity is determined to be an “activity not engaged in for profit.” 

If a dwelling unit is rented out for more than 14 days, and the taxpayer uses the dwelling unit for personal purposes on one or more days (but not enough days to qualify the dwelling unit as a “residence” under §280A(d)) during the taxable year, the deduction limitation provisions of  §280A(c)(5) do not apply, but the limitation imposed by §280A(e) does apply and IRC § 183 may apply as well.

§280A(e) Deduction amount includes deductions that are allowed w/o regard to whether the dwelling was used as a T/B activity (non-profit motivated expenses such as property taxes, and home mortgage interest) plus
Portion of other expenses (profit motivated expenses) that are allocable to the period during which the property was rented

Profit Motivated Expenses Ratio = (# of rental days) / (Total # of days used)

HYPO: Norma owns a beach house. Last year, she rented the house, at a fair rental of $100 per day, for a total of 30 days, and she used it for personal purposes on 10 days. During the year, she paid a total of $2,000 for local ad valorem property taxes; she also paid $4,000 in repair and maintenance expenses. 
§280A(e) limits the deduction for the repair and maintenance expenses to $3,000 (30 days rented at a fair rental divided by 40 days total use, multiplied by the total amount of repair and maintenance expenses); TP may deduct the $2,000 paid for local taxes. 
If the rental activity is determined to be an “activity not engaged in for profit” under IRC § 183, that section will further limit her deduction of the repair and maintenance expenses to $1,000 [the amount by which the gross income from rents ($3,000) exceeds the deduction for local property taxes ($2,000)].
Dwelling Unit Rented for > 14 days but TP DOES use as a residence

If unit is rented out for >14 days and it’s used for personal purposes on enough days to treat dwelling as a residence w/in §280A(d), deductions are limited by §280A(c)(5) and (e) 
§280A(c)(5) limits the taxpayer’s deduction of these expenses in a given year to 
(i) the gross income from the rental of the dwelling less
(ii) the non-profit-motivated expenses allocable to the rental use of the dwelling (under either the percentage-of-days-used formula or the percentage-of-days-of-the-year formula).
HYPO: Dorance and his wife Helen own a vacation home in Palm Springs and last year they rented it out for 91 days, used it for personal purposes for 30 days, and left it unoccupied for 244 days. They received $2,700 in rents, and paid $3,475 for qualified residence interest and local taxes, and $2,693 in maintenance expenses. 
§280A(e): deductions for maintenance expenses are limited to $2,020, which is 91/121 of the $2,693 spent for maintenance. 
§280A(c)(5): their deductions are further limited to the amount by which the gross income (rents) exceeds the deductions for interest and taxes which are allocable to the rental use. Under a percentage-of-days-of the year formula: the non-profit motivated expenses is $868 (which is 91/365 multiplied by $3,475) of the interest and taxes is subtracted from the $2,700 of rental income, resulting in $1,832 as the maximum amount which may be deducted for maintenance expenses. [Bolton v. Commissioner)
Since the §280A(e) limitation for maintenance expenses went from a $2,693 deduction to a $868 deduction, the TP can carry forward the $1795 deduction in Y2
40) Home Offices, Computers, and Automobiles
Overview

§280A(c)(1)
Property taxes and mortgage interest expenses are deductible regardless of whether the home is used for personal or business use §280A(b)

Note: Employees cannot claim a home office deduction, because below-the-line deductions for unreimbursed employee business expenses are disallowed by §67(g)

Allows a deduction for a TP’s home office (or in a separate structure not attached to the home) only where the TP uses the home office exclusively on a regular basis
As the principal place of business for any trade or business of the taxpayer; 
Includes a TP’s home office if it is exclusively and regularly used to conduct substantial administrative or management activities for a trade or business of the TP and the TP does not conduct substantial administrative or management activities at any other fixed location of the trade or business.

As a place of business that is used by patients, clients, or customers in meeting or dealing with the taxpayer in his business; or §280A(c)(1)(B)
Speaking on the telephone with patients, clients, or customers does not constitute “meeting or dealing” with them. 
Rather, the clients must be physically present in the office, and their use of the taxpayer’s home must be substantial and integral to the conduct of the taxpayer’s business. Green v. Commissioner Prop. Reg. §1.280A-2(c)
In connection with the taxpayer’s business if the office is in a separate structure that is not attached to the taxpayer’s home. (Moller v. US) 
TP can only qualify for 1 of the three parts of §280A(c)(1) if she is engaged in a trade or business

Moller v. US:  Court said managing investments is not a trade or business

Solimon v. C: the Supreme Court articulated a standard for determining whether a home office is the “principal place of business” for purposes of applying §280A(c)(1)(A). In that case, the taxpayer was an anesthesiologist who spent 30 to 35 hours a week seeing patients at three hospitals. He did not have any office space at the hospitals, so he spent 10 to 15 hours a week in a home office doing various tasks related to his practice, including billing, professional reading, and speaking on the telephone. The Service took the position that the home office was not the taxpayer’s principal place of business and disallowed the deduction he had taken for it. The Supreme Court stated that the “principal place of business” is the most important or significant place for the business. The Court added that the test requires consideration of (i) the relative importance of the activities performed in each of the taxpayer’s places of business and (ii) the amount of time spent at each of the places of business. The Court added that great weight must be given to the place of business where the taxpayer delivers goods or services. Dr. Soliman spent 30 to 35 hours a week at the hospitals treating patients and 10 to 15 hours a week in his home office doing ancillary activities related to his practice, so the Court held that the home office was not his principal place of business.

Congress responded to the decision in Soliman by amending §280A. As amended, the flush language of §280A(c)(1) provides that the term principal place of business includes the taxpayer’s home office if it is exclusively and regularly used to conduct substantial administrative or management activities for a trade or business of the taxpayer and the taxpayer does not conduct substantial administrative or management activities at any other fixed location of the trade or business. Under the amended test, the taxpayer in Soliman would have qualified for the deduction. (The test articulated in Soliman would still apply, however, where the taxpayer taking the home office deduction is arguing that the home office is the principal place of business and the office is not used for administrative or management activities.)

Deduction Amount: §280A limitation for Home Office

That section limits a taxpayer’s home office deduction to the taxpayer’s gross income derived from the use of the home office less the deductions allowed for the taxpayer’s non-profit-motivated expenses of the home office (such as property taxes and deductible qualified residence interest)
Safe Harbor: TP may deduct the product of multiplying the “prescribed rate” (currently $5) times the square footage of the taxpayer’s home office (but not to exceed 300 square feet). TP electing to use the safe harbor can still deduct non-profit-motivated deductions (e.g., qualified residence interest and property tax deductions) as itemized deductions, and can still deduct business expenses that are unrelated to the taxpayer’s use of the home, such as business expenses for advertising, wages, and supplies. 
Ex: Figaro, a barber in Ohio, uses one room in his residence exclusively to cut hair. The room is 350 square feet. During the current tax year, Figaro earns $9,000 gross income from the business and has the following expenses: $1,500 supplies, $800 advertising, $2,000 mortgage interest, $3,000 real property taxes, $1,500 homeowners’ insurance, $2,400 utilities and $900 for repairs. 
If Figaro makes the safe harbor election he may deduct $1,500 for the qualified business use of his home (300 sq. feet x $5.00). He may also deduct $2,300 for supplies and advertising as trade or business expenses unrelated to his residence [IRC § 162(a)], and $5,000 for qualified residence interest and real property taxes [IRC §§ 163, 164.] He may not take any further deductions related to his business use of the residence (e.g., depreciation, insurance, utilities, or repairs). 
§280F: Deduction for Listed Property
Listed property is defined in §280F(d)(4)(A) to include cars or other transportation vehicles and any property generally used for entertainment or recreation. 
Except: Certain types of cars and vehicles, such as delivery vehicles, moving vans, and cars used in business to transport passengers (for example, by a limousine service).

If a TP does not use listed property for business purposes more than 50% of the time (substantiated by records), the TP's depreciation deduction for the portion of the cost of the property allocable to the business use of the property is not eligible for accelerated depreciation or bonus depreciation
The TP then computes the depreciation deduction using the straight line method.
41) Travel and Entertainment Expenses
Overview 

Mixed Business-Personal Travel

§162(a)(2) specifically allows a TP to deduct travel expenses, including the costs of meals (subject to a 50% limitation) and lodging, if the following three requirements are met: 
the travel expenses are reasonable and appropriate; 
the expenses are incurred while the TP is away from home (overnight); and 
the expenses are motivated by the exigencies of the TP's business, not the TP's personal preferences. TCJA (2018-2025) repeals the deductions for meal and entertainment business-related expenses incurred while not away from home on business travel.
Away from home means TP is away overnight

If a taxpayer maintains two residences and incurs duplicate living expenses because of the exigencies of the taxpayer’s business, the expenses are likely to be deductible. On the other hand, if a taxpayer maintains two residences for personal reasons 
(for example, because the taxpayer must work in one location but simply prefers for personal reasons to live in another area), the duplicate expenses incurred at the work location are not deductible.
Thus, this away from home rule means this deduction does not apply to transportation expenses associated w/ commuting

TCJA, §274(a) disallows deductions for activities “of a type generally considered to constitute entertainment, amusement, or recreation,” regardless of whether they are directly related to or associated with the taxpayer’s business.
Exception: §274(e) provides that §274(a) does not limit an employer’s deduction for expenses associated with a bona fide business meeting of employees, stockholders, partners, or directors. A meeting held principally to discuss business, not for social purposes, is a bona fide business meeting. §274(e)(5), Reg. §1.274-2(f)(2)(vi).
HYPO: Jessica is a sales representative for a corporation which publishes textbooks used in law schools. She attends a law professors’ convention in order to talk with professors about adopting the books she sells for use in courses which they teach. In addition, she plans to meet with certain professors about publishing books which they have written or are writing. The afternoon before the convention begins, she spends several hours talking with a professor about publishing a Torts casebook which the professor is writing, and that evening Jessica takes her to dinner. During the three days of the convention, Jessica rents a suite in the hotel where she has copies of law textbooks on display; she extends an open invitation to all of the law professors attending the convention to drop by the suite to look at the books. 
The expenditure for the suite is related to Jessica’s trade or business and not entertainment, so 100% of the cost of the hospitality suite is deductible. The expenditure for the dinner following her business discussion is entertainment and, even though associated with her business, is not deductible.
Even if a business meal deduction is not limited by §274, the deduction will be limited under §162 if the expense of the meal does not appear to be an ordinary and necessary business expense 
Moss v. C: a partner in a law firm was denied a §162 deduction for the expense of daily lunches at a restaurant where the taxpayer and the other partners in his small firm met to discuss and coordinate their work. The court noted that having the partners eat lunch together every day probably fostered camaraderie and facilitated business, but concluded that such frequent lunches were not necessary to coordinate such a small number of partners. The expense of the daily lunches was not, in the court’s view, a deductible §162 ordinary and necessary business expense
Dues or fees paid to athletic, sporting, or social clubs generally are not deductible. §274(a)(2)(A). In addition, a taxpayer may not deduct membership dues “in any club organized for business, pleasure, recreation, or other social purpose.” §274(a)(3). A club is within the §274(a)(3) limitation if the club’s principal function is to entertain its members (for example, country clubs and airline clubs). Reg. §1.274-2(a)(2)(iii). 
On the other hand, the §274(a)(3) limitation does not apply to trade or professional organizations (for example, bar associations). Id. Even if club dues are deductible under §274(a), any portion of the dues that is for meals is subject to the §274(n) 50 % limitation or ER can deduct 100% if the food and beverages would be excludable by EE as a de minimis fringe benefit under §132(e). §274(n)(2)(B)
Travel for business and Personal Reasons

Personal Primary Purpose: TP may not deduct any part of the travel costs, even if the TP conducts some business activity while on the trip

Business Primary Purpose: The amount deducted depends on whether domestic or foreign travel and how much of the total travel time is spent on personal activities
Domestic: TP can deduct 100% of the travel costs other than any additional (incremental) costs that are attributable to the personal activities. 

Exam tip: business-related first-class air travel and reasonably luxurious hotel accommodations are permitted as §162 expenses

If there is primary business purpose then even if the TP spends more than half other trip doing something personal all of the expenses will be considered incurred for business reasons and will be deductible by the ER and received tax-free by the EE under §132(d) as a working condition fringe benefit
Foreign: if travel time exceeds 1 week and 25% or more of the total travel time is spent on personal activities, all costs of the trip must be allocated between the personal and business components §274(c)
Conventions: TPs cannot deduct the cost of attending a convention outside of North America unless the TP is able to show that it is reasonable to hold the meeting outside of North America. 
Deductions also are limited for conventions held on cruise ships and for other luxury water transportation. Business travel expenses must be substantiated by adequate records made at or near the time of the expenditure.
Business gifts generally are deductible only up to $25 per year per recipient. §274(b)
42) Commuting Expenses
Overview 

Commuting Overview
No deduction for commuting expenses incurred while traveling to and from a TP’s home to one’s principal place of business. C v. Flowers
Policy: Court views this expense as something that was motivated by the TP’s personal decision of where to live
Exception to general rule that commuting is not deductible

Work-related transportation costs while on the job are deductible

Ex: B spends $10 a day commuting to and from her office in HQ to her corporate ER. She spend another $15 a day traveling b/w the HQ and branch offices

Expenses of commuting to work are nondecutible, but TPs are permitted to deduct business transportation expenses other than commuting costs under §162. B cannot deduct her $15 per day unreimbursed expenses of traveling b/c §67(g) disallows EE deductions for unreimbursed EE business expenses

If a taxpayer has a regular work location but takes a temporary assignment at a different location, the taxpayer can deduct his costs of traveling to and from the temporary job site. Rev. Rul. 99-7. (The deduction is a §162(a) deduction,

In addition, if the taxpayer is “away from home,” within the meaning of § 162(a)(2), the costs of commuting to and from work (as well as lodging and meals, subject to §274(n)) are deductible if the expense is required by the exigencies of the taxpayer’s business. 
§162(a)(2) allows a taxpayer to deduct travel expenses if the taxpayer is away overnight and the travel expenses are: (i) reasonable and appropriate; (ii) incurred while the taxpayer is away from home; and (iii) motivated by the exigencies of the taxpayer’s business, not the taxpayer’s personal preferences. 
TP claiming to be “away from home” has to establish his business connection both to the location he calls “home” and the place where he is temporarily working. Hantzis v. C 
A taxpayer with no “home” cannot be “away from home.” Rosenspan v. United States

TP taxpayer may be able to deduct her extra commuting costs that are attributable to transporting job-related tools. 

TCJA, employees who incur otherwise-deductible unreimbursed employee business travel expenses cannot deduct those expenses. §67(g)
Commuting and Self-Employed / Independent Contractor 

HYPO: David is an independent contractor who represents several clothing manufacturers and sells their clothing to retailers located all over the eastern United States. He is on the road five months a year; in the remaining months, he works out of his Chicago home.
David is allowed to deduct his business travel expenses for transportation under §162. He is also allowed to deduct the costs of meals and lodging incurred while away from home and in the pursuit of a trade or business. § 162(a)(2). Here, the meal and lodging expenses are incurred in connection with business-related travel to locations other than his principal place of business. David’s deduction for meal expenses is limited to 50 percent of the expenses. §274(n).
Assume instead that David is on the road 11 months a year; in the remaining month David rents a vacation home in various locations and spends a week or so visiting his brother and sister-in-law. Are David’s business travel expenses for transportation, meals, and lodging deductible?
The costs of David’s transportation expenses are still deductible under §162(a). However, a deduction is permitted under §162(a) (2) for other travel-related expenses only if they are incurred “away from home” and a taxpayer with no “home” cannot be “away from home.” Rosenspan v. U.S. It seems likely that David has no “home” and is thus not allowed to deduct his other travel expenses such as food and lodging costs. Should a taxpayer in David’s position receive a deduction? The basic policy underlying the deduction is that an individual traveling on business incurs higher expenses than an individual who does not have to travel for work. Thus, a deduction should be permitted for the additional expenses incurred due to business-related travel, for example, the costs of paying for motel lodging to the extent that they exceed the costs of maintaining a year-round residence. In one sense, the taxpayer here does not face such additional costs; he is not required to maintain two households. In another sense, of course, a taxpayer like David does face additional costs since motel lodging and restaurant meals are more expensive than the average taxpayer’s food and lodging.
43) Legal Fees
Overview

Overview

An individual may deduct legal fees that are incurred in a trade or business or related to the production of income, under §162 or §212, respectively. Legal fees incurred in a business context must be capitalized, however, if they are incurred in connection with the acquisition of property that has a useful life extending substantially beyond the close of the year in which the legal expense is incurred. Reg. §§1.263(a)-2, -5.

Personal legal fees, on the other hand, are nondeductible personal expenses. Certain legal fees, such as those arising out of a divorce, can be incurred in part for personal reasons and in part to protect business or investment interests. 
The deductibility of such legal fees depends on the “origin” of the claim, not on the potential consequences of the claim. 
If the origin of the claim is personal, legal fees are nondeductible even if they also protect the taxpayer’s business or investment interests
Pre-TCJA: Section 212(3) permitted a deduction for expenses incurred "in connection with the determination, collection, or refund of any tax." This provision sometimes allowed a TP to deduct legal fees incurred in exchange for personal tax advice. TCJA eliminates this deduction.
44) Educational Expenses
Overview

Overview

Policy: These tax incentives are aimed at higher education expenses that would not be deductible as business expenses under §162. They represent a deliberate policy determination to provide tax incentives for expenditures that would normally, according to regulation, be a personal expenditures that is an inseparable aggregate of personal and capital expenditures. Reg. §1.162-5(b)(1)
The cost of a college education is generally nondeductible because courts consider the cost to be a personal expenditure. 
Carroll v. C: a police detective was denied a deduction for the costs of his college tuition. James is a Chicago police detective. He enrolls in courses in Philosophy, English, History and Political Science at a local university. James is unable to demonstrate that his skills as a policeman are improved or maintained by the education, and thus the education expenses are not deductible

The court concluded that the college education was a personal expense, not an expense of being in the profession of being a detective). 
Test Of Deductibility: A taxpayer who is in a trade or business is allowed to take a §162 deduction for education expenses if the education either 
(i) maintains or improves skills required in the taxpayer’s trade or business or 
If skills which are used in the TP’s employment, or other trade or business, are maintained or improved by the education 
EX: George is an attorney whose practice involves considerable work in matters pertaining to Federal taxation. He attends an Institute on Federal Taxation, sponsored by New York University, where he learns about trends, thinking and developments in Federal taxation from experts accomplished in that field. The costs of attending the Institute are deductible
Ex: Attorney in criminal law incurs expenses in connection w/ grad degree in law enforcement ( Yes deduction of degree b/c improves/maintains her skills in current profession
(ii) meets legal or regulatory requirements for the taxpayer to continue to work in the trade or business. 
However, education expenses incurred to meet the minimum education requirements of a new trade or business are nondeductible. Reg. §1.162-5(a), (b).
Ex: Nora is engaged in the business of teaching school in Virginia, where state law requires teachers to have a valid teaching certificate. Regulations promulgated under the statute require teachers to renew their certificates every few years, and require a teacher to either pass an examination or acquire credits for taking certain college courses in order to renew her certificate. Although most teachers use the examination alternative, Nora enrolls in two college courses so that she can qualify to have her teaching certificate renewed. Nora’s expenses for taking the two courses are deductible. 
Test for Nondeductible Edu Expenses: 

If the education either is required in order to meet minimum educational requirements for the TP’s employment or other trade/business or

Expenses for education are nondeductible if applicable laws, regulations, or professional standards require a TP  to obtain the education in order to meet the minimum educational requirements for his employment or other trade or business. 
If a TP satisfies the minimum educational requirements for a particular job when he is first employed in the position, he is considered to continue to satisfy them even though they are subsequently changed. [Reg. § 1.162–5(b)(2)(i).]
1. Ex: P is hired as an adjunct professor. He completed undergrad course and is now working on a grad degree. The school requires that it’s instructions get a grad degree. Can he deduct the grad degree expenses ( yes, the minimum educational requirements for a position in an education institution are considered to have been met once the individual becomes a professor at that institution, thus the additional training is deductible b/c it improves P’s teaching skills
2. Exception: If P was a full time professor, couldn’t deduct b/c EEs cannot deduct unreimbursed EE business expenses

Is part of a program of study which will lead to qualifying the TP for a new trade or business
Expenses for education may not be deducted if the education is part of a program of study leading to qualifying the taxpayer for a new trade or business. This rule does not apply if an employee obtains education to qualify her to perform new duties, if the new duties involve the same general type of work as is involved in her present employment. Generally, all teaching and related duties are considered to involve the same general type of work. [Reg. § 1.162–5(b)(3).]
HYPO: Ella is a high school mathematics teacher. She enrolls in college courses so that she may teach high school science courses. The education qualifies her for new duties involving the same general type of work, not a new trade or business; the expenses of the education, therefore, are deductible. [Reg. § 1.162–5(b)(3)(i)(b).]
HYPO: Frank is self-employed as an accountant, and he enrolls in law school. Frank’s expenditures in attending law school are not deductible because the course of study qualifies him for a new trade or business. [Reg. § 1.162–5(b)(3)(ii) Example (1).]
TCJA amended §67 to disallow all miscellaneous itemized deductions, including deductions for unreimbursed employee business expenses. The result is that employees no longer can deduct their unreimbursed continuing business education expenses. §67(g)
Exam tip: If her ER reimburses her for her continuing education expenses, however, the employee can exclude the reimbursement and the employer can deduct the business expense.
Education and Travel: 

Expenses for travel as a form of education are not deductible §274(m)(2)

Ex: Edith is a high school world history teacher. During the summer vacation, she travels to France where she spends eight weeks visiting various places which have an important part in the history, art or architecture of France. Even though Edith can demonstrate that the 108major portion of her activities during the trip are directly related to maintaining or improving the skills required in her employment as a world history teacher, her travel expenses are not deductible.
Exception: if a TP travels away from home primarily to obtain education and the education expenses are deductible, then the travel expenses, including lodging and 50% of the meals, are also deductible. Reg. §1.162-5(e)(1)
HYPO: Harold is a lawyer who lives and practices law in Washington, DC. He takes a leave-of-absence from his law firm and travels to Gainesville, FL, to attend a 9 month graduate law program leading to an LL.M. degree in Federal taxation. While enrolled in school in Florida, he flies to Boston for a vacation during a three week semester break. Harold’s expenses incurred in traveling from Washington to Florida and returning at the end of the year are deductible. His expenses for lodging and 50% of the cost of meals while in Gainesville may be deductible if they are duplicate expenses (he retains a residence in Washington); if not, they are not deductible. His expenses for traveling to Boston for vacation purposes over semester break, however, are not deductible. [See Reg. § 1.162–5(e)(2) Example (1).]
Student Loan Deduction
§221 sets forth the rules for deducting student loan interest. It provides that the taxpayer can deduct interest payments on a “qualified education loan.” §221(a). The deduction is an above-the-line deduction that may be taken even if the taxpayer does not itemize deductions. §62(a)(17). 
Deduction amount: The maximum deduction allowed is $2,500. §221(b)(1).

The deduction is phased out for individual taxpayers with modified adjusted gross income between $65,000 and $80,000 and for joint filers with modified adjusted gross income between $135,000 and $165,000. §221(b)(2)(B), (f), Rev. Proc. 2017-58 §3.28. 
The deduction is not available to any individual who may be claimed as a dependent on another taxpayer’s tax return. §221(c).

The term qualified education loan means any indebtedness incurred to pay “qualified higher education expenses” of a TP, the TP’s spouse, or any dependents §221(d)(1). 
Qualified higher education expenses include tuition, books, fees, supplies, and equipment required for attendance at an eligible educational institution (e.g., an accredited college or junior college). 
The education expenses must relate to a period when the taxpayer is enrolled on at least a half-time basis and must have been incurred on behalf of the taxpayer, the taxpayer’s spouse or dependents, determined as of the time the debt was incurred. §221(d)(1)(A), (d)(3). 
Limitation: Qualified higher education expenses are reduced by (i) scholarships that are excluded from income and certain forms of educational assistance, and (ii) education expenses excluded under §127, 135, 529, or 530. §221(d)(2).
A qualified education loan does not include any indebtedness owed by the taxpayer to a person who is related to the taxpayer. §221(d)(1).

§222
Section 222 allows an above-the-line deduction for qualified higher education expenses. §62(a)(18). 
REPEALED IN 2018
Under §222, the term qualified tuition and related expenses has the same meaning as in §25A(f), discussed above, with some additional limitations. §222(d)(1). 
The §222 deduction is capped at $4,000 
The maximum §222 deduction is reduced to: (1) $2,000 where an individual taxpayer’s modified gross income exceeds $65,000 but does not exceed $80,000 or joint filers’ modified adjusted gross income exceeds $130,000 but does not exceed $160,000; and (2) zero where an individual taxpayer’s modified gross income exceeds $80,000 or joint filers’ modified adjusted gross income exceeds $160,000. §222(b)(2)(B). 
In addition, for purposes of §222, the amount of qualified tuition and related expenses is reduced by any amounts excluded under §135, 529, or 530. 
Married taxpayers filing separately and taxpayers who may be claimed as a dependent on another taxpayer’s return are not allowed to take the deduction. §222(c)(3), (d)(4).
 A taxpayer cannot take a §222 deduction and a Modified Hope Credit or Lifetime Learning Credit in the same year. §222(c)(2)(A).
Coverdell Education Savings Account (ESA)
Contributions made to an ESA are not deductible, but ESA earnings are tax exempt and distributions made from the ESA are excluded by the beneficiary to the extent of the beneficiary’s “qualified education expenses.” §530(a), (d)(2)(A). 
Maximum annual contribution for each beneficiary is $2,000. §530(b)(1)(A)(iii).
Qualified education expenses: include tuition, fees, books, supplies and equipment required for attendance or enrollment at eligible institutions §530(b)(2)(A) 
Maximum contribution phaseout: (i) for individual taxpayers with modified adjusted gross income between $95,000 and $110,000 and (ii) for joint filers with modified adjusted gross income between $190,000 and $220,000. §530(c). Also, no contributions may be made to an ESA after the beneficiary reaches the age of 18. §530(b)(1)(A).
Thus, Individuals with an income above the upper limit cannot contribute to a Coverdell Account
§529 Qualified Tuition Programs (QTPs)
A QTP is a plan offered by a state or a private educational institution to allow families to either prepay a beneficiary's future tuition or to contribute to an account that will be used in the future to pay a beneficiary's education expenses. 

Unlike ESA: QTP were not limited to those TPs whose AGI were within a certain dollar amount
To the extent that distributions are not used to pay for qualified higher education expenses, they are taxed under §72
Contributions made to a QTP are not deductible, but QTP earnings are not included in GI
Exclusion for both: In addition, distributions made from a QTP plan are excluded by the TP and  by the beneficiary to the extent of the beneficiary's “qualified higher education expenses.” 

Which include cost of college tuition and books

Very substantial amounts (e.g., over $100,000) can be contributed to a QTP because §529 permits contributions on behalf of a beneficiary up to the amount necessary to fund the qualified higher education expenses of the beneficiary.

TCJA (in effect 2018-2025) added to §529: “Any reference in this subsection to the term ‘qualified higher education expense’ shall include a reference to expenses for tuition in connection with enrollment or attendance at an elementary or secondary public, private, or religious school.”

United States Savings Bond § 135 
§135 allows qualifying taxpayers to exclude income from certain U.S. savings bonds if the proceeds are used to pay qualified higher education expenses, which are narrowly defined to include tuition and fees for herself, her spouse or an dependent at an institution of higher education. § 135(a), (c).
A qualified US savings bond must have been issued after Dec 31,1989 to an individual who is at least 24 years old §135(c)

Limitation: Exclusion from GI is only available to the extent the total proceeds of qualified bonds redeemed in the year do not exceed the qualified education expenses paid during the year §135(b)(1)

Phaseout: The amount which may be excluded begins to be phased out for taxpayers with (a slightly modified) adjusted gross income in excess of $40,000 or $60,000 on a joint return. The amounts are adjusted for inflation after 1990. §135(b)(2)

Section 127 
§127 also allows EEs to exclude from GI up to $5,250 of qualified employer-provided educational assistance benefits. §127(a).
Definition: An “educational assistance program” is an employer’s written plan providing educational assistance exclusively for his employees. [IRC § 127(b).] “

Educational assistance” is the payment by the employer of the costs of tuition, fees, books, supplies and equipment relating to the education of the employee, or the value of the employer himself providing the educational instruction for the employee;

Outside Scope: the term does not include the payment for tools or supplies which the employee may keep after completing the course of instruction, or for meals, lodging or transportation, or for courses involving sports, games or hobbies. [IRC § 127(c)(1).] “Education” is instruction which improves or develops the capabilities of the employee; it is not limited to job related courses and the employee is not required to be a candidate for a degree. [Reg. § 1.127–2(c)(4).] 

A program will be disqualified if it is not available to a broad class of employees, if it discriminates in favor of highly compensated employees, or if more than 5% of the amounts paid benefit principal shareholders or owners. [IRC § 127(b)(2) and (3).]

Fringe Benefit §132: Any employer-provided educational assistance that falls outside IRC § 127, either because it exceeds the $5,250 limitation or does not satisfy the requirements for exclusion, may still be excluded from the employee’s gross income if it constitutes a “working condition fringe benefit” under IRC § 132(a)(3). [IRC § 132(j)(8)]
Chapter 7

45) Income Shifting
Shifting Income from Services or Property

Kiddie Tax

Policy: Income-shifting is when a parent shifts income to a child, so it’s taxed at a lower rate and the family has more after tax income, but the money is still in the family The Kiddie Tax eliminates the benefits of income-shifting to a child subject to the tax
Net unearned income of a child is subject to the kiddie tax rules in §1(g) and 1(j)(4)
Net Unearned income: unearned income in excess of twice the §63(c)(5) limited standard deduction available to the individual who Is claimed as a dependent on another TP’s return (in 2018, $1,050) §1(g)(4)(A)(ii)(I)

Exception: No kiddie tax can be imposed unless child’s unearned income > twice the limited standard deduction ( aka if NUI is $1900 then no kiddie tax b/c twice standard deduction is $1,050 *2 = $2,100

TCJA: amended kiddie tax rules to provide that the net unearned income of a child is taxed at the §1(e), j2E, and J5 rate applicable to estates and trusts, instead of being taxed at their parents’ marginal rate

Trust or estate income in excess of $12,500 is taxed at a 37% rate §1(e),j2E

Ex: In 2018 a married couple gives their infant daughter bonds that pays $20,000 of interest each year, and the daughter has no other source of income and no itemized deductions. The daughter has net unearned income in 2018 of $17,900, which is $20,000 less $2,100 (twice the 2018 §63(c)(5) minimum standard deduction of $1,050). That $17,900 of net unearned income is taxed at the § 1(e) rates applicable to trusts and estates. On $17,900 of net unearned income, the kiddie tax equals $5,009.50—$3,011.50 plus $1,998, which is 37 percent of the $5,400 excess of $17,900 over $12,500. §1(e), (j)(2)(E). The additional $2,100 of the daughter’s gross income is reduced by the §63(c)(5) $1,050 standard deduction. The remaining $1,050 of income is taxed at the daughter’s individual rate

Assignment of Income Overview

Income is generally taxed to the taxpayer who earns it, or to the taxpayer who owns property which produces income. 
Ex: Mom assigns half of her salary to 4y/o daughter. This doesn’t reduce the total tax paid by their family b/c Mom is still taxed on this income b/c it’s income mom earned

Exam tip: Assigning dividends from stock it’s the same as assigning income from an income producing asset and that doesn’t shift income (Assignment of the fruit but not the tree)
However, assigning the stock to the daughter might make it subject to kiddie tax and thus not reduce a family’s taxes b/c the trust and estate rate is worse than parents rate
The liability to pay tax on an item of income generally may not be avoided merely by assigning the right to the item of income to another taxpayer either directly or through an entity. In some situations, however, the determination of who is the proper taxpayer may be affected by the use of entities such as partnerships, corporations, or trusts or by the sale of a right to receive income in the future.
Taxes from Investment v. Taxes from Earned Income
Policy: Income from investment can be shielded in many ways. Perhaps the most important is the realization requirement. This permits an individual to avoid taxation on the increase in value of investment property until it is sold. Qualified pension plans are another important method of tax-free investment. Moreover, investment gains can be offset by investment losses. In many cases, these losses do not reflect a real economic loss, but are due to accelerated depreciation and other write-offs. It is difficult to shield earned income because of the passive loss limitation rules.
Shift for Personal Service Income
Income is taxed to the person who performs the services and can’t be shifted to a lower-bracket TP 
Lucas v. Earl: assignment to the TP’s wife of half of the TP’s income from personal service did not shift that income to his wife 
Ex: Carpenter gives $1,000 of his earnings to his cousin ( carpenter still taxed on the $1,000, but if the carpenter builds cabinets worth $1,000 for his cousin ( not taxed on value of the cabinets
Ex: Lawyer is taxed on the portion of her salary she gives to charity, but can deduct her donation

However, the lawyer is not taxed on the value of the services she provides directly to the organization free of charge (even if value is readily ascertainable) 
Note: if friend performs services free of charge the recipient is not taxed on the value of the services
Ex: L is an attorney and free of charge she helped TP file S Cor documents and the value of the services were $6,000. TP will not be taxed
the transfer of the right to payment for personal services by the service provider is not seen as a transfer of property such that the gain is recognized by the transferee
Shift for Income from Property

Income from property can be shifted by transferring the income-producing property

Ex: a parent with rental property can shift the rental income to his 26-year-old son by giving the son the property. A parent with appreciated property can have that appreciation taxed at his 26-year-old son’s rate by giving him the property prior to sale
Income from property can be shifted provided there is a complete transfer of the income-producing property, and the donee does not receive a carved-out or vertical interest.
Transfer of self-created property is seen as the transfer of property rather than services 
Horizontal Interest v. Vertical Interest (AKA carved-out interest)
Horizontal: interest in property that is coterminous in time with the donor’s interest 

if a parent gives her 27-year-old son a half-interest in income-producing property, half the net income from the property and half the proceeds from sale will be taxed to the son.
Vertical: not coterminous in time w/ the interest retained by the donor, but that reverts back to the donor 
Ex: donor gives son rental income on apt. building for next 5 years, but retains rental income after the next five years or other incidents of ownership thereafter. The donor will be taxed on the next five years’ rental income
Ex: Mom assigns all of rental income to 4 y/o daughter for 20 years ( carved out interest and thus mom is still taxed on the next 20 years of rental income
Rationale: she has effectively maintained control of the underlying property

Horizontal and Vertical gifts: a parent might give her son a one-half interest in property for five years with the parent regaining sole control of the property thereafter. Such gifts are taxed in the same manner as gifts of vertical interests: The parent is taxed on the entire income from the property
Shifting Income from Self-Created Property

Yes Shifts: The transfer of tangible self-created property is seen as the transfer of property rather than services and is effective to shift income from the property to the transferee. 
The transfer of rights to intangibles such as copyrights or patents occupies a middle ground. Here, as elsewhere, form is all important. An author can shift income from a work by transferring her copyrighted manuscript to a donee and having the donee negotiate a contract with the publisher. Suppose, instead, the author signs a publishing contract and then assigns her royalties under the contract to a donee. While the assignment may be legally binding for state law purposes, it is ineffective for tax purposes. The author, and not the donee, will be taxed on the royalty income.
Grantor Trusts

Overview

In General: Income of trusts is taxed only once and that the beneficiary’s tax rate 

Grantor trusts: When the grantor retains control over property transferred to a trust, the grantor, not the beneficiary, is taxed on trust income 

Ex: grantor transfers an apartment building to a trust with the income each year to go to his daughter and the building to be transferred outright to his daughter upon his death, but he retains the power to revoke the transfer and reclaim the property.

§673
Applies to property placed in trust for a period of years and later reverts back to the grantor

§673(a): if the value of the reversionary interest > 5% of the value of the property, income from the property is taxed to the grantor

Exception: Section 673 (a) does not apply to reversionary interests that occur only in the event that a lineal descendant beneficiary dies before attaining the age of 21. §673(b)

Reversionary interest: valued at time of contribution 
Ex: Able places income-producing property in trust for her niece, and the terms of the trust provide that the trust terminates, and the property reverts back to Able in 18 years. Assume further that the appropriate discount rate is 4 percent. In that case, the federal tables will show that Able’s reversionary interest is worth about 50 percent of the value of the interest. Accordingly, Able will be treated as if she owns the property outright, and she, not her niece, will be taxed on the income.
§676

grantor who transfers property to a trust but retains the right to revoke the transfer and regain title to the property is taxed on the income from the property.
Same result if 3rd party is given the power to revest title to the property in grantor unless the 3rd party has a substantial interest in the rust as beneficiary or power of appointment over the trust 
§674
 this section treats a grantor as the owner of property if, after the initial transfer of the property to a trust, the grantor or her spouse retains the right to change the mix of income received by the trust beneficiaries or to add certain new beneficiaries. §674(a). 
However, a grantor may escape taxation by vesting such power in an independent trustee
Thus, a grantor will not be taxed on trust income merely because she gives an independent trustee the power to change the distribution of income among beneficiaries. The same result obtains if such power is given to a non-independent trustee (other than a spouse), such as a sister, provided that such power is limited by a reasonably definite external standard. §674(d).

Similarly, a trustee is treated as the owner of trust property as she is given certain rights or powers with respect to the property. 
Grandmother appoints her son, Sonny, as trustee of a trust set up for the benefit of her grandson. The trust instrument provides that Grandson is to receive all income but the trustee, Sonny, has the power to revoke the trust at will; upon revocation, title to the property is to vest in Sonny. 
Such trusts are often referred to as Mallinckrodt trusts. (Mallinckrodt was the taxpayer in an earlier case involving the taxation of such trusts. Mallinckrodt v. Nunan
Under §678, the trust income will be taxed to the trustee rather than the beneficiary.

Uniform Transfers to Minors Act
That Act allows a donor who wishes to give property to a minor to appoint herself or a member of the minor’s family as custodian of the property. 
The custodian is given discretion to use such property, or the income from such property, for the benefit of the minor. 
The minor receives any remaining property, or income from such property, when she attains the age of 21. 
The Service has ruled that, generally speaking, the income from the property will be taxed to the minor. However, if and to the extent the property is used to discharge a legal obligation to support the minor, income from the property will be taxed to the person with the support obligation.

Below Market Loans 
§7872

Address below-market loans income shifting: high-bracket TP made short-term, no interest loans to low-bracket family members. Investment income attributable to the cash loaned would then be realized by the low-bracket family members and taxed to those members
Types of Below-Market Loans §7872 applies to below-market loans from 
Loans made as a gift from 1 family member to another but also to 
no-interest loans from corp to shareholders and 
from ER to EE

Applies to a loan if (i) the loan is a below-market loan, (ii) the loan is one of the types of loans within the scope of §7872(c), and (iii) none of the exceptions to §7872 apply. §7872(c), (e)(1)
Below-market loan: an interest free loan or interest rate < AFR
next step is to determine whether it is one of the types of loans subject to §7872. Below-market gift loans are within the scope of §7872. 

 If the loan is a below-market loan, and is one of the types of loans listed in §7872(c), the loan is subject to §7872 unless one of a number of exceptions apply
Exception: §7872(c)(2), which excludes from the ambit of §7872 gift loans of up to $10,000 between individuals
If covered by §7872- statute subjects the loan to 3 fictions. The net effect is to leave the high-bracket lender with interest income and, depending on the nature of the borrower’s investment, to possibly give the low-bracket borrower a corresponding interest deduction.
Loan bears a market rate of interest

The lender gives the borrower sufficient funds to enable the borrower to pay the lender the market rate of interest

The borrower pays the lender a market rate of interest on the loan

 A taxpayer who makes an interest-free loan is taxed on the forgone interest (at the AFR) on that loan. The lender’s imputed interest inclusion may be more or less than the actual income earned by the borrower on the loan principal.
AKA lender is taxed on annual interest inclusions even though the person receiving the loan will not pay lender any interest on the loan
HYPO

Wealthy attorney Amy loans her 26-year-old son, Bob, $200,000 on January 1 of year one. The loan is interest-free and must be repaid in two years. Assume that the AFR for such a short-term loan on that date is 10 percent, compounding semiannually. Amy is in the 35 percent income tax bracket; Bob is in the 15 percent income tax bracket. Bob invests the $200,000 in bonds that pay annual interest income of $22,000. Absent §7872, all of the $22,000 would be taxed at Bob’s low marginal rate. Amy would pay no tax on the transaction.

Under §7872, the $200,000 loan will be treated as a loan bearing interest at the AFR of 10 percent, compounding semiannually. The annual interest on the loan is $20,500, which is the sum of $10,000 of interest (5 percent of $200,000) for the first six months of the year plus $10,500 of interest (5 percent of $210,000) for the second six months of the year. At the end of years one and two, the $20,500 of annual forgone interest on the loan is deemed transferred, as a gift, from Amy to Bob, and is then deemed retransferred, as an interest payment, from Bob to Amy. 
The deemed transfer does not have any income tax consequences here because donors do not deduct gifts and donees do not include gifts in income. §102. However, Amy will have to include $20,500 of interest income as a result of the deemed retransfer. That amount will be taxed at her 35% rate. Bob will be able to deduct the $20,500 of interest deemed retransferred to Amy, subject to the restrictions on ‘‘investment interest’’. 
The net result is that Amy will have to include most of the income she would have included had she made the investment in the bonds herself. Thus, §7872, to some extent, prevents taxpayers from using interest-free loans to shift income. A taxpayer who makes an interest-free loan is taxed on the forgone interest (at the AFR) on that loan. The lender’s imputed interest inclusion may be more or less than the actual income earned by the borrower on the loan principal.
Other Rules Governing Loss Shifting

§1015 Basis Rule for Gift Transfers of Property w/ Built in Loss

TPs who realize capital gains pay tax on the gain at capital gain rates. 

TPs who realize capital losses can deduct the losses to the extent of capital gains plus $3,000 per year. 

The capital loss limitation encourages TPs to shift property with built-in losses to related parties who realize capital gain that can offset the loss. 

However, the special §1015 Basis rule applicable to gifts of built-in-loss property limits this type of loss shifting.

§267 Loss Limitation

Section 267(a) provides “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). 
Related parties include “Members of a family, as defined in subsection (c)(4),” and various types of businesses or trusts controlled (50% or greater ownership or control) by the TP. Section 267(c)(4) treats the following as the TP’s family members: the TP’s “brothers and sisters (whether by the whole or half blood), spouse, ancestors, and lineal descendants.” 
for purposes of determining whether the TP controls a business or trust, interests owned by the TP’s family are attributed to the TP. Also interests owned by businesses are attributed to each of the owners of the businesses (who potentially include members of the TP’s family)

The rules in §267(c) are one example of “attribution rules,” which attribute ownership of tangible or intangible property from one person or entity to related persons or entities. There are other sets of attribution rules in the IRC. For example, §318 attribution rules apply in the corporate tax context. There are variations between these attribution rules, which are technical and specific.
Chapter 8: Capital Gains and Losses
46) Tax Treatment of Capital Gains and Losses 

Overview


In general

Capital Gain rates are more favorable than marginal rates

maximum marginal rates on capital gains recognized by individuals, estates, and trusts are significantly lower than the maximum marginal rate on ordinary income. § 1(h).

Meanwhile, capital losses are treated unfavorably
Corporate + Noncorporate TPs can deduct the capital losses they recognize during a given year to the extent of the capital gains they recognize during that year §1211

Corporate: can carry the excess capital loss back 3 years and forward 5 years §1212(a)1

Noncorp: can deduct up to $3,000 of their capital loses in excess of their capital gains in a given year and carry forward and indefinitely the excess capital losses disallowed 
Ex: if a taxpayer recognizes a $900,000 capital loss and no capital gain in the current or future years, §1211 allows the taxpayer to deduct the entire $900,000, but only at a rate of $3,000 a year

Long-Term v. Short Term Capital Gain §1222(1)-(4)
long-term capital gain is taxed at the §1(h)/§1(j)(5) preferential rates, but short-term capital gain is taxed at ordinary income rates
Long/Short term Capital gain are both limited to §1211
Long-term: if TP held the capital asset for more than 1 year
Short term: TP held the capital asset for 1 year or less

3 categories of Capital Gains

28% group: LTCG in 28% group is taxed at the lower of 28% or the TP’s marginal ordinary income rate §1(h)(1) 
Includes: capital gain from sale or exchange of “collectibles” (artwork, antiques, rugs, gems, metal, stamps, wines, and coins §1h5A, 408m)

Portion of capital gain of the sale of §1202 stock 

for tax years after 2010 a noncorporate taxpayer who sells qualified small business stock held for more than five years can exclude 100% of realized gain from gross income, so none of such gain is subject to taxation. AKA the tax rate is 0%  [IRC § 1202(a)(1) and (4).] Prior to 2010, the excluded amount was 50% and §1202 gain is the amount of gain not excluded under that section. [IRC § 1(h)(7).]
Qualified Small business stock: stock issued by a C corp w/ assets of $50 million or less

Stock of corporations engaged in certain types of businesses, such as law, accounting, health, consulting, athletics, brokerage services, mining, banking, and farming, does not qualify. §1202(d), (e)
Includes LTCL carryover
25% group:  LTCG in 25% group is taxed at the lower of 25% or the TP’s marginal ordinary income rate §1h1
Long-term capital gain from the sale of depreciable (AKA not personal residence) real property held for more than 1 year is in the 25% category to the extent that the capital gain is attributable to unrecaptured depreciation (the straight-line depreciation that TP took on the property §1250)
See below for depreciation recapture rules

Other gain Group: includes any LTCG that is not in the 28% or the 25% group and qualified dividend income §1h3
Exam tip: Includes personal residence, §83 sales
A dividend received by the taxpayer is a qualified dividend if the taxpayer can satisfy a holding period requirement for the stock on which the dividend is paid
Exam tip: Dividend income is technically ordinary income, but dividend income is taxed at the preferential capital gain rates by including the dividend income in the other gain group of capital gain rates 

A dividend is not a qualified dividend if the taxpayer held the stock on which the dividend is paid for 60 days or less during the 121-day period beginning on the date that is 60 days before the stock becomes ex-dividend. §§1(h)(11)(B)(iii), 246 (c)(1).
Tax rate pre-TCJA: 0, 15, and 20 % were tied to the TP’s marginal ordinary tax rate bracket
Other Gain Group Tax Rate Post TCJA 
Tied to the maximum amount of taxable income for each rate to apply, instead of being tied to ordinary income rate brackets
Aka you bracket of CG rate tax is based on TI

	“Other Gain” CG Rate
	Taxable Income for Single TP
	Taxable Income for Married TP Filing Jointly

	0%
	$0-38,600
	$0-77,200

	15%
	$38,601-425,800
	$77,201-479,000

	20%
	Over $425,800
	Over $479,000


4 Step for Netting Out Capital Gains and Losses §1222
Step 1: Divide CG and CL into 4 categories
Short-term CG and CL

CG and CL in 28%

CG in 25%

CG and CL in Other

Step 2: TP computes her net short-term capital gain or loss by netting her short-term capital gains and losses

Step 3: Compute long-term CG or CL
If, after that netting process, the TP has a net long-term gain and a net short-term loss, the next step is to compute the TP's net capital gain by netting the TP's net long-term capital gain and net short-term capital loss for the year. §1222(11).

If the net long-term gain exceeds the net short-term loss, the rate categories specified in §1(h) apply to the net capital gain.

If the short-term loss exceeds the long-term gain, a noncorporate TP can deduct the short-term loss to the extent of the long-term gain plus $3,000, under §1211. Any loss in excess of the gain plus up to $3,000 of loss is referred to as a net capital loss.

If the TP has a net long-term loss and a net short-term gain, the TP nets the net long-term loss and the net short-term gain.
Extra Notes: 

TP nets the gains and losses w/in the 28% group and the other gain group (the 25% group will only have gain in it), then nets the gains and losses in the 28 percent, 25 percent, and other gain groups. (Longterm capital loss carryovers from other tax years are netted in the 28 percent group. Notice 97-59.) 
If there is a net loss in the 28 percent group, that loss is applied first to reduce any gain in the 25 percent group, then to reduce any net gain in the other gain group. If there is a net loss in the other gain group, that loss is applied first to reduce any net gain in the 28 percent group, then to reduce any gain in the 25 percent group.

If net gain or net loss

If net short and long term Gain: TP has a net capital gain in an amount equal to the net long-term capital gain which is taxed at the CG rates specified in §1h
Short Term gain is taxed at ordinary income rates
Net-loss: a non-corporate TP can deduct up to $3k of the excess losses (losses in excess of gains) in the current year and any remaining loss (the net capital loss) is carried over to subsequent years
§1211 deduction is applied first to reduce short-term capital losses then to reduce long term capital loses

If TP has net long term gain and net short term loss or vice versa: 

TP must net the gain and loss 

If TP’s net long-term gain exceeds the TP net short-term loss the TP has a net capital gain which is taxed at §1h rate 

 (The net short-term loss is applied first to reduce any net long-term gain in the 28 percent group, then to reduce any long-term gain in the 25 percent group, and finally to reduce any net long-term gain in the other gain group.)
 If, instead, the taxpayer’s short-term gain exceeds the long-term loss, the resulting excess gain is a short-term capital gain and is taxed at the ordinary income rates.
Alternatively, if the short-term loss exceeds the long-term gain, or if the long-term loss exceeds the short-term gain, a non-corporate taxpayer may deduct up to $3,000 of this excess loss in the current year under §1211. The remaining net capital loss is carried forward, with its character as short-term or long-term preserved. § 1212(b)(1).

47) Defining Capital Asset 
Overview

§1221(a)

The Code defines capital gain or loss as gain or loss on the sale or exchange of a “capital asset.” 
Capital gain is a synonym for gain on investment

Exam tip: Maybe could argue a vase is an investment and so if cat breaks the vase and can’t take §165 deduction then maybe could argue capital loss 
Capital asset as “property” that does not fall within any of the 8 ordinary asset categories and courts read these categories very broadly:
inventory or property held for sale to customers in the ordinary course of business;

depreciable or real property used in the taxpayer’s trade or business;

certain patents, inventions, models or designs (whether or not patented), secret formulae or processes, copyrights or literary, musical, or artistic properties;

accounts receivable or notes receivable acquired in the ordinary course of a trade or business;

certain United States government publications;

certain commodities derivative financial instruments held by a commodities derivative dealer;

hedging transactions that are identified as such in advance;

supplies of a type regularly used or consumed by the taxpayer in the ordinary course of business.

§1221(a)(1): ordinary course of trade or business ( case-by-case approach
Includes shoe store’s shoes, smoke shop’s cigarettes, coffee shop’s coffee

Profit from sale of these items are ordinary income not capital gain 

Factors to determine if w/in ordinary course of trade or business for Real Estate Investments (and hence not capital asset)
Frequent or numerous sales
Significant improvements

Brokerage activities

Advertising

Purchase and retention of the property w/ a goal to short-term resale

Importance of the activity in relation to the TP’s other activities and sources of income

Individual stock trading, no matter how frequent or central to one’s livelihood does not generate ordinary income or loss
Van Suetendael v. C:  Court held that losses on stocks and bonds were not held primarily for sale to customers but were sold through broker to unknown persons and thus the losses were capital 
The court held that the loss did not fit under that section because the assets were not held primarily for sale to "customers" but were sold through brokers to unknown persons. 
Only securities sales conducted by entities such as commercial brokerage firms will meet the Van Suetendael standard and generate ordinary income and loss under §1221(a)(1). 
The government savings from forcing TPs such as Van Suetendael to recognize capital loss on the sale of stock at a loss has been more than offset by the cost to the government of allowing more successful speculators to recognize capital gain when stock is sold at a profit.
Hedging transactions 

Corn Products Refining co v. C: SCOTUS held that hedge investments generate ordinary income or loss 
Arkansas Best Corp v. C: Net proceeds from hedging transactions that are an integral part of a business’s inventory-purchase system are treated as proceeds from the sale of inventory and generate ordinary income or loss. 

1999 Congress amended §1222 to says certain hedging transactions, which are identified as such before being entered into, are noncapital assets
Sale of a Busines

Although the sale of stock of an incorporated business typically generates capital gain or loss, the sale of an unincorporated business is treated like a sale of each of the individual assets of the business, some of which are capital assets and some of which are not. Williams v. McGowan (2d Cir. 1945). The purchase price of the business is allocated among the assets based on the classification of the assets and their fair market value. §§1060 and 338(b)(5).
48) Section 1231 and Depreciation Recapture

Overview
§1231

§1231 Property: Real or depreciable property used in a trade or business is included in the category of capital assets if TP held it for >1 year  or gain from involuntary conversions
All noninventory property

Includes: machinery used to produced goods, cars and trucks used to transport goods, buildings and land owned and used by a TP in its business operations, and proceeds form involuntary conversion of property used in the business. 

On Exam:

If the TP recognizes a net gain on §1231 property, the TP’s §1231 gains and losses are treated as long-term CG and CL §1231(a)(1).

If the TP recognizes a net loss on §1231 property, the TP’s §1231 gains and losses are ordinary §1231(a)(2)

Timing: §1231(c) prevents TP from timing sales to recognize 1231 ordinary loss in one year followed by 1231 capital gain in any of the five succeeding years
the prior ordinary loss deduction is “recaptured” by recharacterizing that portion of the net §1231 gain in the current year as ordinary (rather than capital)

Depreciation Recapture Rules

As property is depreciated/amortized, its AB is reduced by the deductions allowed (or allowable). §1016(a)(2). 
Exam tip: This increases the gain realized by the TP when the TP subsequently sells the property. Under §1231, gain from the sale of a depreciable asset can be capital gain. §1231(a)(3). 
Depreciation deductions are ordinary deductions, however, so the portion of any gain on the sale of depreciable property that is attributable to having taken depreciation deductions is recharacterized as ordinary gain under the depreciation recapture rules of §1245.
HYPO:, if property acquired for $1,000 is fully depreciated, then sold for $1,200, the TP would realize $1,200 of gain on the sale, $1,000 of which would be ordinary gain and $200 of which would be capital gain.
For real property, depreciation is recaptured only to the extent that the depreciation taken is greater than SL. §1250. This does not usually happen because SL depreciation is required for real property today, but a special 25% capital gain rate applies to the extent of prior depreciation taken on the real property. §§1(h)(6), 1250.
Even if the sale of depreciable property generates capital gain under §1231, some of that capital gain may be recharacterized as ordinary income by the depreciation recapture rules of §1245 and 1250
§1245: recharacterizes capital gain from the sale of a depreciable asset (other than real property) as ordinary income, to the extent of prior depreciation on the asset sold. 
Rule: On the sale of §1245 property, a taxpayer includes ordinary income equal to the lesser of (i) the gain recognized on the sale of the asset or (ii) prior depreciation taken on the asset sold. §1245(a)(1), (2). 
Ex: Max pays $10k for a machine he uses in his business. He takes a 168k bonus depreciation deduction. Max then ends up selling machine for $2k. Under §1245, the $2k gain to the extent of prior depreciation is characterized as ordinary income. 
Ex: Max sold the machine for $13k – the $10k (the lesser of the 10k depreciation taken on the machine or the 13k gain on the sale) is treated as ordinary income under 1245. The remaining $3k is still treated as capital gain under 1231
Property is section 1245 property if (i) depreciation is allowed on the property under §167 and (ii) the property is one of the types of property specified in § 1245(a)(3), including personal and tangible property.

§1250: have to recapture and treat as ordinary income any depreciation you took above the straight line depreciation
However, real property placed in service after 1986 is all straight line method

Thus there is generally no depreciation in excess of straight line and no portion of gain on the sale subject to §1250 recapture
AKA it all stays at capital gain

WRITE ON EXAM: THUS there is no recharacterization of the capital gain as ordinary
The 25% capital gain rate applies to the unrecaptured depreciation (AKA the amount of straight line depreciations taken) and then the rest of the gain is taxed at the other capital gain rate

Note: if they sell for more than basis after taking full depreciation then could still apply

Exception: If section 1245 property is disposed of in a transaction to which the nonrecognition rules of IRC §§ 1031 (like-kind exchange) or 1033 (involuntary conversion) apply, gain must be recognized as ordinary income under IRC § 1245(a)(1) only to the extent of the sum of: (1) the gain required to be recognized under IRC §§ 1031 or 1033, plus (2) the excess of the fair market value of property acquired which is not section 1245 property over the amount determined under (1). [IRC § 1245(b)(4);
49) Substitutes for Ordinary Income

Overview

Sale of the right to income that do not generate capital gain or loss

the sale of the right to income from property, for a limited period of time, by a taxpayer who holds the rights to the income from the property thereafter (i) does not constitute a sale or exchange of property, (ii) does not generate capital gain or loss, and (iii) does not allow the taxpayer to offset her basis in the property against the amount received. 
A temporal interest sold by one who owns the reversionary interest is often referred to as a vertical or “carved-out” interest
A carved-out interest is not treated as a separate property right

TPs cannot avoid an income inclusion by assigning that interest and cannot convert ordinary income into capital gain by selling that interest
Hort v. C: a $140,000 payment received by a lessor from a lessee to cancel a lease on commercial property that the lessor continued to own was ordinary income, not capital gain. (The lessor was also not allowed to reduce the $140,000 amount received by any of his basis in the property.) 
The Court viewed the lease cancellation payment as advance rent; since rent would have been ordinary income, the Court concluded that the lease cancellation payment should also be ordinary income. 
The lease cancellation payment received by the lessor was for a carved-out interest because the lessor continued to own the lease property. 
However, note that a lease cancellation payment received by a lessee (for example, because the lessor can rent the property at a higher rent) is treated as the sale or exchange of a property interest, so the payment may be capital (either by way of §1221 or §1231). Since the payment made to the lessee is for the lessee’s entire interest in the leased property, the payment is not received for a carved-out interest. §1241;
