Income Tax (Pratt) – Spring 2021 Outline
Introduction
How to approach the IRC
· What does the section do when it applies?

· When does the section apply?

· Why is this section in the code (i.e., what is congress’s goal with this section)?
Organization of the IRC

Title 26 U.S.C.
Subtitle (e.g., A – Income Taxes (includes code sections §§ 1 – 1563))
Chapter (e.g., 1 – Normal Taxes)
Subchapter (e.g., Subchapter A, B, . . . O, etc.)

Part (e.g., Roman numerals I, II, III, etc.)
Subpart (e.g., Subpart A, B, etc.)

Section (Arabic numerals, e.g., §163)

Subsection (lower case letters in parenthesis, e.g., 163(h))
Paragraph (Arabic numbers in parenthesis, e.g., 163(h)(3))
Subparagraph (capital letters in parenthesis, e.g., 163(h)(3)(B))
Steps for Calculating an Individuals Taxes Owed

	Step
	Description
	Relevant Code Section(s)

	1
	Compute gross income
	§61 – GI defined (and §§71-91 – Items Specifically Included in GI; §92-140 – Items Specifically Excluded from GI)

	2
	Compute AGI
	§62 – AGI defined

	3
	Determine taxable income
	TI = AGI – SUM(OR([Standard Deduction],[Itemized Deductions], §199A Deduction)
· Standard deduction, 63(c)

· Itemized Deductions
· For Indiv. and Corp.
· Addit. for Indiv.

· Spec. for Corp.

· Items not deduct.

	4
	Apply rate(s)
	§1(a) – (e), (h)

	5
	Apply credits
	

	WHERE
· The refundable credits exceed the TP’s tax due = tax refund
· The TP’s tax due exceeds the refundable credits = tax owed


Types of Deductions

· ATL and BTL are both reductions to income subject to tax. 
· ATL deductions – those subtracted from GI to determine AGI.

· Available to a TP regardless of if they itemize their gross income. 

· Important as AGI serves as a threshold measure for several other provisions of the IRC. 

· BTL deductions – those subtracted from AGI to determine taxable income. 
· Only available to a TP who itemizes their deductions. Otherwise a TP will take the standard deduction. 
Gross Income

How to think about gross income

· The taxpayer has received / earned something of value that will benefit them personally, i.e., income

· The TP has to be included it unless there is an exclusion rule (e.g., fringe benefits, the donee for a gift, recipient of a scholarship etc.)
· Income does not include “imputed income”

· Imputed income – “income” attributed through a tax fiction to services you provided yourself that you otherwise could have paid for
**
· Income – “accessions to wealth, clearly realized, over which the taxpayer has complete dominion,” Commissioner v. Glenshaw Glass Co.
· Gross income 
· 61(a) – GI means income from whatever source derived, including:
· (1) Compensation for services, including fees, commissions, fringe benefits, and similar items;
· (2) Gross income derived from business;
· (3) Gains derived from dealings in property;

· (4) Interest;

· (5) Rents;

· (6) Royalties;

· (7) Dividends;

· ***Alimony and separate maintenance payments***

· (8) Annuities;

· (9) Income from life insurance and endowment contracts;

· (10) Pensions;
· (11) Income from discharge of indebtedness;

· (12) Distributive share of partnership gross income;

· (13) Income in respect of a decedent; and
· (14) Income from an interest in an estate or trust

· Reg. 1.61-1(a) – GI includes all income from whatever source derived, unless excluded by law

· GI can be realized in the form of services, meals, accommodations, stock or other property, as well as cash.

· Reg. 1.61-2(d)(1) – Compensation paid other than in cash – if a TP’s services are compensated in:
· Property – FMV of the property taken in payment must be included as compensation
· Other services – FMV of the services must be included as compensation (where services are rendered at a specific price, the price is assumed to be FMV)
United States v. Gotcher (5th Cir. 1968)
HOLDING (quite broadly applicable) – where the benefit of the property / service of value is primarily for the party providing the property / service and its realization is not controlled by the TP, the TP has not earned income so there is nothing to including or consider excluding. 
United States v. Gotcher – Mr. and Mrs. Gotcher take a 12-day expenses paid trip to Germany to see the VW factory – total cost $1,327.50. Mr. Gotcher’s employer paid a 1/4 of the cost with VW America paying the rest. The purpose of the trip was to display VW’s operation to Mr. Gotcher in hopes he would invest in a VW dealership. On his return to the U.S., Mr. Gotcher did invest in a VW dealership. 
· HOLDING

· Mr. Gotcher – Glenshaw Glass Co. states that for there to be income there must be an accession to wealth that is realized at the control (i.e., dominion) of the TP. Mr. Gotcher was not in control of value he received while in Germany.  Further, VW was conferring that value for its own benefit. As such, Mr. Gotcher has not received income.
· Mrs. Gotcher – a similar holding could apply had she been there in support of the business venture – i.e., a spouse travels and stays with / attends all events on a business venture – however, here Mrs. Gotcher was there primarily on vacation and did her own thing. As such, the trip is income.
Application Examples

· (1) Technology company provides a 24/7 technical support line to its employees. 
· Gotcher supports the employee not considering these services income. The company provides them for its own benefit to make its employees more productive. 

· (2) Company provides its employees mindfulness / meditation classes. 

· Gotcher supports these classes not being considered income. The company can be said to provide the classes as a way for employees to be more productive.
· (3) Company provides its employees sleeping pods for use at the office.

· Gotcher supports the sleeping pods not being considered income. Viewing this from the benefit of the employer, the pods are provided for people to feel more refreshed and productive after use. 
Fringe Benefits - Non-Cash Compensation
· Fringe benefits – non-cash (i.e., “in kind”) employer provided benefits
· Breakouts – meals and lodging, employer-provided insurance and health, accident and death benefits, miscellaneous fringe benefits
· General approach – there isn’t one . . . some are included in GI, some are excluded, some are included up to a certain amount
119 - Meals and Lodging
Key code section:  119 – Meals and Lodging Furnished for the Convenience of the Employer. 
· Section is appropriately contained in “Part III – Items Specifically Excluded form GI”
· What does it do?
· Allows an employee to exclude from GI meals or lodging “furnished” by the employer when they are received on the “business premises” of the employer and for the “convenience of the employer,” 119(a)
· (1) In the case of meals . . .

· (2) In the case of lodging . . . it must also be a condition of the employees employment

· When does it apply?
· Furnished – intended to cover situations where the employee is constrained in its choice

· Commissioner v. Kowalski – a state trooper who received a meal allowance and had to eat at any public eating place within his patrol area while on duty had to include the allowance in gross income – choice was not constrained.
· Business premises – defined based on the person performing some piece of their duties while they are in the location
· Convenience of the employer – can be determined based on showing the employee was “on-call” even when not working
· Benaglia v. Commissioner – the manager at a luxury hotel was allowed to exclude meals and lodging provided to him because he had to be “on-call” when he was on the premises. 
· Who is covered
· The employee, employee’s spouse, and employee’s dependents
Other code section: 107 – Rental Value of Parsonage
· What does it do?

· Allows a minister of the gospel to exclude form GI:
· (1) the rental value of a home furnished as part of his compensation; or

· (2) the rental allowance paid as part of his compensation, to the extent used to rent or provide a home
· Cannot exceed fair market rental value

· Can include allowance for furnishings and utilities
Alternative to exclusion:  Reg. 1.61-2(d)(3) – value of living quarters or meals which an employee receives in addition to his salary constitutes GI when they are not for the convenience of the employer or otherwise do not meet the conditions of 119 or 107
Employer-Provided Insurance

Life Insurance

Insurance Policies - Key code and reg. sections
· STARTING PRESUMPTION - 79(a) / Reg. 1.61-2(d)(2)(ii)(a) – where an employer buys life insurance and the employee designates the beneficiary, the life insurance premium paid is GI to the employee
· EXCEPTIONS – 79(a)
· (1) – Premium amounts for death benefit coverage of $50k or less are excluded
· (2) – To be included, premium amounts paid by the employer must exceed the amount paid by the employee
· NOTE! 79 is subject to an anti-discrimination requirement – see below in Misc. Fringe Benefits. 

Insurance Policy Benefits – Key code section: 101(a)
· What does it do?

· Makes death benefit proceeds from a life insurance policy not included in GI
Health Insurance

**Also see deductions in 213 for unreimbursed medical expenses and 223 for contributions to HSAs**
Employer Provided Health Insurance – Key code sections
· 105 – Amounts Received Under Accident and Health Plans
· STARTING PRESUMPTION – (a) Amounts received for injuries or sickness by an employee from an accident or health insurance plan are included in gross income where:
· The insurance plan was paid for by the employee and the contributions were not included in GI; or
· The amounts received are paid by the employer. 

· EXCEPTIONS – GI does not include
· (b) Amounts paid to reimburse the TP for medical expenses as defined in 213(d) incurred for the TP, TP’s spouse, TP’s dependents, a child of the TP who has yet to reach 27
· (c) Amounts paid to compensate the TP for permanent loss or loss of use or a body part so long as the amounts are not computed with reference to the period the TP is absent from work. 
· NOTE! 79 is subject to an anti-discrimination requirement. 

· 106 – Contributions by Employer to Accident and Health Plans
· What does this section do?
· (a) Excludes from an employee’s GI employer-provided coverage under an accident or health plan

· (d) Excludes from an employee’s GI amounts paid by their employer to an HSA so long as the amount does not exceed the limitations prescribed in 223(b)
· NOTE! Contributions by an employee are treated as deductions under 223(a)
Self-employed

· 162 – self-employed individuals can deduct the cost of health and medical insurance as ordinary and necessary business expenses

**

· See how 36B – “premium assistance credit”, 1411 – Medicare tax on investment income, 4980I – Excise tax on high-cost employer-provided plans is mentioned on the quiz
Misc. Fringe Benefits

Key code section: 132 – Certain Fringe Benefits
· (a) GI shall not include any fringe benefit which qualifies as a - 
· (1) no-additional cost service

· (2) qualified employee discount

· (3) working condition fringe

· (4) de minimis fringe

· (5) qualified transportation fringe

· (6) qualified moving expense reimbursement

· (7) qualified retirement planning services
No-Additional Cost Service, 132(b)
· **Subject to non-discrimination rules between highly paid employees and other, 132(j)(1)**

· (b) No-additional cost services are services the employee receives from their employer in the same “line of business” in which they are employed if – 

· (1) the services are generally available to customers

· I.e., the employer ordinarily renders the same service to customers
· (2) the employer incurs no substantial additional cost (including forgone revenue) to provide the services to the employee
· I.e., the employer would have done this anyway and is not making a special one-time exception for the employee

· See below for “line of business” limitation
· (i) Reciprocal arrangements – X and Y perform substantially the same service. Where an employee of company X receives a service from company Y it qualifies as a no-additional cost service where - 

· (1) There is a written agreement between the two employers
· (2) Neither employer incurs additional costs (including forgone revenue) in providing the service under the agreement.

· Example – Z works for Hotel A, a national chain. Z travels out of state for the weekend and on arrival goes to the local Hotel A. If the hotel has rooms that were otherwise not being used, Z can stay in one of the zooms for free and does not have to include its value in GI under 132(b).
· Example facts change – same as above, except Hotel A is sold out. If Hotel A and Hotel B, another national chain have a written reciprocal agreement, and Z finds out that Hotel B has unused rooms for the night, Z can stay in one of Hotel B’s rooms for free and does not have to include its value in GI under 132(i), (b). 
Qualified Employee Discounts, 132(c)
· **Subject to non-discrimination rules between highly paid employees and other, 132(j)(1)**

· (c)(1) A qualified employee discount is any employee discount on “qualified property or services” to the extent the discount does not exceed:
· (A) Property – the “gross profit percentage” of the price at which the property is being offered to customers
· (B) Services – 20 percent of the price at which the services are offered to customers

· Definitions for application:

· Qualified property or services – 132(c)(4) – any property or services offered for sale to customers in the ordinary course of business in the “line of business” of the employer in which the employee is performing services. 
· Line of business – Reg. 1.132-4(a) – consider Sumitomo. An employee of the tire line cannot receive an employee discount for a Sumitomo electronics product.
· Gross profit percentage – 132(c)(2) - the gross profit (i.e., REV – COGS / REV) for the line of business in which the employee is engaged
· Example – Stewart works for Christie Sports, a company engaged in the retail sale of ski and snowboard equipment and apparel, at the new Lionshead location. In the year prior, Christie has total revenue of $1m and COGS of $800k at its retail stores for a gross profit percentage of 20%. Specifically for skis, Christie’s had total revenue of $300k and COGS of $150k for a gross profit percentage of 50%. If Stewart buys skis for $1,000 and Christie’s gives him a 50% discount, what amount, if any, with Stewart have to include in GI?
· ANSWER – gross profit percentage is calculated based on all property sold to customers in the line of business in which the employee is involved, 132(c)(2)(B). Christie’s only has one line of business, retail sales, so the appropriate gross profit percentage to compare Stewart’s employee discount is 20% for all retail operations. 

· Stewart must include $300 in GI related to the excess discount he received. 
· $200 = $1,000 * 20% - the maximum discount Stewart is allowed
· $500 = $1,000 * 50% - the discount that Stewart received 
No Discrimination, 132(j)(1)
· For 132(b) – No-additional cost services and 132(c) – Qualified employee discounts . . .
· Only available to highly compensated employees if the benefit is available on “substantially the same terms” to other employees
Working Conditions Fringe, 132(d)
· (d) A working condition fringe benefit is any property or services that the employer provides so long as they could have taken a deduction under: 
· 162 – Ordinary and necessary business expenses; or 
· 167 – depreciation deduction on property used in a trade or business
· Example – Reg. 1.132-5, Examples (1), (2) – A works for Company X. A also serves on the board of directors for Company Z. Company X buys A a plane ticket to attend Company Z’s board of director’s meeting. 
· (1) – If X and Z’s businesses are completely separate, A must include the value of the plane ticket in GI.

· (2) If Z is a significant client of X such that Company X benefits from A’s involvement with Company Z, A does not have to include the value of the plane ticket in GI. 

De Minimis Fringe, 132(e)

· (e)(1) HEADLINE RULE – De minimis fringe is any property or service provided by an employer with a value so small (considering the frequency of the occurrence) as to make accounting for it unreasonable or administratively impracticable 
· Reg. 1.132-6(e) – occasional parties, theatre / sporting event tickets, coffee, doughnuts, soft drinks, etc.
· Key things to look for:

· (i) Difficulty to track – i.e., employees will use it in varying amounts potentially from a common source

· (ii) Not a way the employer “slides compensation” to its employees
· (e)(2) Special Rule for Eating Facilities – Facility should be treated as de minimis fringe where:
· (A) It is located near the business premises of the employer, AND
· (B) It normally breaks even or covers its direct operating costs. 
· NOTE! On the employer’s side – 274(n) limits the deduction for this facility to 50% of the employer’s costs.
· Example from class 

· A Big Law firm allows associates to take a car service home if they bill past 10pm. Where an employee does this a smattering of times throughout the year they can consider it de minimis fringe; however, if the employee did it 250 nights per year they may have to include it in income.  

Qualified Transportation Benefits, 132(f)
· A qualified transportation benefit includes:
· (f)(5)(B) - Transportation in a “commuter highway vehicle” between their residence and place of employment. A “commuter highway vehicle”
· (i) has seating for at least 6 adults (not including the driver)
· (ii) drives 80 percent of its mileage use for the purposes of transporting employees and on those trips is at least 1/2 full (not including the driver)
· (f)(5)(A) - Any “Transit Pass” – any bus, token, or fare card used for mass transit
· (f)(5)(C) “Qualified Parking” – a pass paid for by the employer either at or near the employees place of work or at or near where the employee boards mass transit
· (f)(2) – Limitation – benefit is capped at an amount per month that is inflation adjusted
· Use - $270 / month = $3,240 annual
Qualified Moving Expense Reimbursement, 132(g)
· (g)(1) – Qualified moving expenses include any amount received by an employee from their employer which would be deductible as moving expenses under 217
· (g)(2) – For 2017 – 2025, this only applies to Armed Service members who have been ordered to move by the Armed Services. 
Qualified Retirement Planning Services, 132(m)

· (m)(1) - Includes retirement planning advice or information provided to an employee or and employee’s spouse by an employer maintaining a qualified employer plan

· Tax preparation, legal or brokerage services related to retirement planning does not count

On-premises athletic facility, 132(j)(4)

· (A) GI does not include value of on premises athletic facility
· (B) “On-premises athletic facility” means gym or other facility which:
· (i) is located on the employers premises

· (ii) is operated by the employer

· (iii) is substantially used by employees of the employer, their spouses or dependent children
Application of Fringe Benefits – Alex from Google
Alex, a google employee receives the following benefits from Google. Does Alex have to include any of these benefits in income?

· (1) Health insurance premiums paid by his employer and free medical exams provided at his office.

· Health insurance premiums – no, 106(a) provides an exclusion
· Medical exams – no, 105 could be considered an amount received under a health plan
· **Keep in mind this benefit is not capped**

· (2) Transportation on a luxury shuttle bus from near his home in SF to Google’s facility. 
· 132(f)(5)(B) – so long as the luxury shuttle bus (i) has seating for six adults not including the driver, (ii) 80% of its mileage use is on trips for transporting employees and on those trips is 1/2 full, this benefit is excluded from Alex’s income. 
· (3) Mindfulness and meditation classes.
· Per Gotcher, Alex would not have to report these as income received. Google likely provides these classes to increase employee productivity and reduce work-related stress so they benefit Google. 
· (4) Beer and wine at a weekly social hour. 
· Alex can likely exclude as de minimis fringe, S132(e). 

· Reg. 1.132-6(e) does say “occasional” parties and this is weekly; however, people consume beer and wine at these events in varying quantities so it would be hard to track accurately and it’s a small thing meaning it is not Google trying to “compensate” its employees. 
Application of Fringe Benefits – Laird Hamilton
Laird, the surf instructor at Half Moon Bay, is required to live on-site so he can be available for whenever a guest wants an early morning lesson. Sandy, Laird’s spouse also lives with him. As an added perk, Half Moon also allows them to eat free in all the restaurants. The value of the meals and lodging received each year is $120k. Does Laird have to include this amount in GI?
· No. §119 allows Laird to exclude them.
· They are “furnished” to Laird and Sandy on the “business premises” – i.e., Laird and Sandy’s free choice is constrained by this benefit and Laird performs services while at work in this location. 

· They are for the “convenience” of Half-Moon Bay – i.e., the resort provides them so Laird can be “on-call.”

· Gotcher could also be used to argue the meals and lodging aren’t even income to be considered. This amount is for the benefit of the provider. Sandy is not excluded in this case as without her, Laird would not live on the resort. 
Does the answer under 119 change is Sandy is Laird’s girlfriend?

· Yes. 119 is only applicable for the employee’s spouse and dependents. If Sandy was Laird’s girlfriend, he as the party who receives this compensation in exchange for the provision of services would have to include it in his income. 
129 – Childcare
· See also 21 – Expenses for Household Services Necessary for Employment

**

· 129(a)(1) – amounts reimbursed by an employer pursuant to a written “dependent care assistance program” (see 129(d)) are excluded from GI
Limitation
· 129(a)(2)(A) - Amount excluded is limited to $5k per year.
Interaction with Other Childcare Sections

· Amounts excluded per 129 reduce the employee’s employment-related expenses that can be considered for the 21 credit, 21(c).
· TP cannot take the full 129 $5,000 exclusion and the 21 credit in the same year. 
117(a) - Scholarships

· 117(a) – a “degree candidate” can exclude from GI a “qualified scholarship”
· Qualified scholarship – 117(b)(1) – amount received as a scholarship or fellowship grant used for “qualified tuition and related expenses”
· Qualified tuition and related expenses – 117(b)(2) – includes tuition, fees, books, supplies, and equipment; does not include room, board or incidentals
· Degree candidate – a primary, secondary, undergraduate, or graduate student

· EXCEPTION – 117(c) – a scholarship is not excluded from GI if it is contingent on services rendered by the student
· e.g., teaching, research, or a student athlete whose scholarship is contingent on their continuing to play
61(a)(11) - Discharge of Indebtedness Income
· 61(a)(11) – GI includes income from the discharge of indebtedness (a/k/a cancellation of debt income, “COD” income)
· Exceptions
· Nonrecourse liabilities

· Recourse liabilities – partial exception
Reasoning for Rule - 61(a)(11)
· Rule – where a loan is discharged for less than the amount owed, the difference between the amount owed and the amount for which it is discharged should be included in GI
· Reasoning – when a loan is fully repaid, the obligation to repay the loan offsets the amount received – i.e., the repayments are made with taxed income
· When the loan is discharged for less than the full repayment amount it is effectively income

· Common scenarios
· (i) Taxpayer-borrower is in financial trouble – in exchange for what the taxpayer-borrower can pay, the lender may discharge the indebtedness in order to recoup some of its exposure
· (ii) Market interest rate is higher than loan rate – where the current market interest rate is higher than the interest rate on the debt, the lender may forgive some of the indebtedness by having the borrower pay less to reborrow at a higher rate 
Exclusion / Exceptions Rule for Indebtedness Income

· 108(a) – GI does not include income from discharge of indebtedness in the following categories:
	Rule
	Code Section
	Defined

	Exclusions – i.e., there is COD, but does not have to be included

	Bankruptcy petition
	108(a)(1)(A), (d)(2)
	TP can exclude COD income only if the TP has filed a bankruptcy petition

	Insolvency
	108(a)(1)(B), (d)(3)
	If no bankruptcy petition – financially troubled TP can exclude COD income to the extent of the TP’s insolvency
· Exclusion – only to the extent liabilities exceed assets

· Based on balance sheet insolvency – equity not considered. 
· e.g., $100k in debt discharged for $90k. Where TP has $10k in liabilities and $4k in assets, the TP can exclude $6k of COD income, (a)(3) – insolvency exclusion limited to amount of insolvency.

	Qualified Principal Residence Indebtedness
	108(a)(1)(E)
	· See below

	Student loan
	108(f)
	Discharge of a student loan qualifies for exclusion IF

· The discharge was premised on working for a certain period of time in certain professions for a broad class of employers

	Exceptions – i.e., no COD generated

	Purchase money
	108(e)(5)
	IF - a seller of property takes back debt on the property sold (i.e., purchase money debt) and later reduces the purchaser’s debt

THEN - the reduction is treated as a purchase price adjustment



	Deduction if paid
	108(e)(2)
	A discharge of a liability can be excluded if it would have been a deduction if paid.

Commonly – 162 expense – employer takes out a loan to meet payroll and a portion of the debt is later cancelled, there is no inclusion because had they used cash the expense would have been deductible. 


	Borrower and lender disagreement
	N. Sobel, Inc. v. Commissioner
	WHERE - a borrower and lender disagree about the amount owed and the borrower pays the lesser amount

· THEN – the TP-borrower does not include the difference as indebtedness income



	Gift
	102(a)
	Debt cancelled as a gift does not have to be included as COD income


Property Transactions and Indebtedness Income
· Property dispositions than can produce COD income

· Sale with Debt Assumption – where the TP sells the property and the buyer assumes the TP’s debt
· Foreclosure – Rev. Rul. 90-16 – a foreclose is treated as a disposition of property and can produce COD income
· Other transactions
· Debt workout – Rev. Rul. 90-31 – a debt workout, meaning the debt terms are modified but the property is not transferred to the lender is not a disposition of the property
· However – a debt workout can generate COD income (regardless of it the property is recourse or nonrecourse debt)
Nonrecourse Liability

· Nonrecourse liability – debt secured by collateral for which the borrower is not otherwise personally liable (i.e., collateral is the real property)
· Rule – relief from a nonrecourse liability is included in the TP’s amount realized for the purpose of computing gain or loss in the property transaction
· THIS MEANS NO COD INCOME and NO EXCLUSION UNDER 108

· Amount realized - 1001(b) – AR equals cash received plus the value of any other property received

· Symmetry Principle
· Crane v. Commissioner – debt relief is included in AR because it would otherwise have been included in the TP’s basis for the property
· i.e., 1012(a), basis is cost and, to the extent that cost was satisfied with debt, TP would have been taxed on income earned to repay debt – as opposed to making a basis adj., adj. AR 

· Basis adj. does not make sense as real property cost cannot artificially change
· Tufts v. Commissioner – AR includes debt relief even if the encumbered property is worth less than the amount of debt at the time of disposition
· Example
· Y1, Jake purchases the YourPie location on Broad Street for $200k. He uses $50k of his own money and $150k in a loan secured by the property.
· Between Y1 and Y10 – Jake takes $70k of depreciation deductions.
· In Y10 – Jake sells the property to Buckey for $10k in cash and the purchaser assumes the $150k in debt. 

· ANSWER
· Basis is $200k, 1012(a).

· Adj. basis is $130k = $200k less $70k in depreciation deductions – 1011, 1016(a)(2)(A).
· AR is $160k = $10k cash + $150k debt assumption
· Gain is $30k = $160k - $130k, 1001(a)

· To determine the AR and the inclusion of debt, the properties FMV at the time of sale is irrelevant. 

Recourse Liability

· Recourse liability – debt secured by collateral from which the borrower is personally liable – i.e., lender can reposes property as well as seek the difference between the property value and loan amount from the borrower
· Rule – bifurcated approach to determining 61(a)(11) COD inclusion
· (1) Debt discharge up to the properties FMV is included in AR
· (2) Any additional COD income is GI, included by 61(a)(11)

Disposition of a Personal Residence
· Two situations:

· Nonrecourse liability – nondeductible personal loss
· Recourse liability – kick ‘em while they’re down, nondeductible personal loss and COD income (however, exclusion)
Nonrecourse Liability
· Because of Crane and Tufts, TP can end up with a nondeductible personal loss where their residence has declined in value
Relevant Situation
· WHERE

· (1) Debt incumbering the property is nonrecourse; and 

· (2) At the time of disposition, the amount of nonrecourse debt is more than the value of the residence but less than the TP’s basis in the residence

· THEN – TP is subject to nondeductible personal loss

· Example – Sam purchases a condo for $200k for $50k in cash and a $150k recourse mortgage loan. Unfortunately, recession strikes, Sam cannot pay back the loan and the lender forecloses. At the time of foreclosure, the properties FMV is $140k. 

· ANSWER

· Sam’s basis is $200k, 1012(a).

· Adj. basis is $200k, no depreciation deductions on personal property.
· AR is $150k = $150k COD income from bank foreclosing on home, Crane
· Loss is $50k = $150k - $200k, 1001(a)

· To determine the AR and the inclusion of debt, the properties FMV at the time of sale is irrelevant, Tufts.
Recourse Liability - QPRI
· 108(a)(1)(E) - Created during the great recession to aid with foreclosures
· Rule – 108(a)(1)(E) – TP can exclude COD income generated from discharged of “qualified principal residence indebtedness.”
· QRPI – 108(h)(2) – means “acquisition indebtedness” with meaning from 163(h)(3)(B) applied by substituting “$2m ($1m” for “$1m ($500k” in clause (ii) 
· Acquisition indebtedness – indebtedness incurred in acquiring, constructing, or substantially improving the TP’s principal residence that is secured by the residence
· Principal residence – 108(h)(5) – means “principal residence” with meaning from 121 (i.e., dwelling has been owned and used by the TP as the TP’s principal residence for at least 2 out of the last 5 years)
· Discharge must:
· (i) have been before Jan. 1, 2021; or

· (ii) subject to an arrangement entered into and evidenced in writing before Jan. 1, 2021

· Limit – 108(h)(2) - $2m limit per change in 163(h)(3)(B) limit
Relevant Situation

· WHERE
· (1) Debt incumbering the property is recourse; and

· (2) At the time of disposition, the amount of recourse debt is more than the value of the residence but less than the TP’s basis in the residence
· THEN – the TP is (i) subject to a nondeductible personal loss; and (ii) a COD income inclusion

· Example – same as above, except the debt is recourse.

· ANSWER

· Sam’s basis is $200k, 1012(a).

· Adj. basis is $200k, no depreciation deductions on personal property.

· Bifurcated approach

· (1) Debt discharge up to FMV of property is included in AR

· AR is $140k 

· (2) Any additional COD income is GI

· Additional $10k is GI

· Loss is $60k = $140k - $200k, 1001(a)
· GI inclusion is the additional $10k
· However, 108(a)(1)(E) provides an exception for the TP to exclude (thank goodness!)
Divorce

Alimony

· TCJA changed the rules so there is now a break point for divorces pre- / post Dec. 31. 2018

**

Post TCJA Divorce - Finalized After Dec. 31, 2018 

· Alimony is not deductible by the payor and not includable by the payee
Pre-TCJA Divorce - Finalized Prior to Jan. 1, 2019

· Payor – ATL deduction, 62(a)(10)

· Payee – includable in GI, 61(a)(8)

Qualification as Alimony
	Payment must be . . .
	Code Section

	(1) In cash
	71(b)(1)

	(2) Made pursuant to a written divorce or separation maintenance agreement or decree
	71(b)(1)(A), (2)

	(3) From a payor to a payee living in separate households
	71(b)(1)(C)

	(4) Not for child support purposes

· Payments that stop when a child (i) dies; or (ii) turns 18 are child support, 71(c)(2)
	71(c)(1)

	(5) Non-continuing on the death of the payee spouse
	71(b)(1)(D)

	(6) Substantially equal in the first three years in which they are made
	71(f)


Child Support

· 71(c) – not deductible by the payor and not includable by the payee

Property Transfers

· See Property Transfers Incident to Marriage and Divorce under Property Transactions
Divorce Summary

	Type of transfer
	Tax Consequences

	Property transactions
	Nonrecognition for transferor, 1041

	
	TP’s basis in property received = transferor’s basis in property

	Child support
	TP paying child support cannot deduct payments

	
	TP receiving child support does not include payments in GI

	Alimony

(pre-Jan. 1, 2019 divorces allowed for shifting of income to a lower bracket where payee had a lower rate than payor)
	Divorce final before Jan. 1, 2019
	Divorce final after Dec. 31, 2018

	
	TP paying alimony deducts payments above the line, §§62(a)(1), 215
	TP paying alimony cannot deduct payments

	
	TP receiving alimony includes payments in GI, §71(a)
	TP receiving alimony does not include payments in GI


Other Accessions to Wealth & Treatment for GI

Windfalls

· Windfall – a large, most of the time unexpected, financial gain that sometime results from luck!
· Tax treatment 
· Included in income - Reg. 1.61-1(a) – GI equals all income from whatever source derived unless excluded by law
· “Income” is defined by Glenshaw Glass – “accession to wealth, clearly realized, over which the taxpayer has complete dominion.”
· Related to income, the tax code: 
· Is unconcerned with whether the income is earned through the provision of capital or labour
· Cares about whether the receipt of income is an accession to the TP’s wealth
· Cesarini v. United States – TP finds $4,500 inside an old piano he bought for $15 at an auction. 
· HELD – TP is required to report the income for reasons cited above.
· A windfall does not result from a taxpayer purchasing something undervalued and selling it for a large gain
· E.g., in Cesarini, if TP had sold piano which they bought for $15 for $15,000 one week later this is not a windfall. This would be taxed through recognition of gain on property transaction.
102 - Gifts and Bequests

· Gift – the “Duberstein Test” - a transfer that stems from the “detached and disinterested” generosity of the donor

· Does not apply to tips – TP receives tips as part of services provided from employment

· Tax treatment
· 102(a) – GI does not include the value of property acquired by gift, bequest, devise, or inheritance

· Exceptions
· 102(b)(1) – income from property received

· 102(b)(2) – the amount of income from the gift, bequest, devise, or inheritance of income from property

· 102(c) – Employer gifts – transfers for the benefit of the employee

· However . . .

· 74(c) – employee achievement awards can be excluded

· 132(e) – de minimis fringe may apply

· Property – see basis section

· Examples
· Mom gives Son $7,500 check for his birthday. Mom would be taxed on earning the $7,500, but Son does not include $7,500 in gross income because Mom does not want anything in return from Son – i.e., she is a detached and disinterested donor, 102(a).

· Player gets up from casino table and flips Dealer a $100 chip saying “here, take it. I want you to have it.” 1,000 others do this throughout the course of the year. Dealer attempts not to report the $100,000 as “gifts” from players. Will the Service allow it?

· No. These are not gifts because the players are not detached and disinterested donors. The players are effectively providing the dealer compensation for services in his employment context.
74 - Prizes and Awards

· General rule – 74(a) – GI includes amounts received as prizes and awards

· EXCEPTIONS
· Transfer to charities (a/k/a the Nobel Exception) - 74(b) – GI does not include amounts received as prizes and awards in recognition of religious, charitable, scientific, educational, artistic, literary, or civic achievement if

· (1) The recipient was selected without action on their part to enter a contest

· (2) The recipient is not required to render services in the future as a condition of receipt

· (3) The prize or award is transferred to a governmental unit or org. described in 170(c) as designated by the recipient

· Employee Achievement Awards – 74(c) – GI does not include the amount received as an employee achievement award where the cost to the employer of the award does not exceed the amount they can deduct for the cost of the award

· Olympic medals – 74(d) – GI does not include the value of an Olympic or Paralympic medal unless the TP’s AGI exceeds $1m
Transfer Payments

· Transfer payments – government expenditures that benefit the public, generally, or specifically

· Tax treatment
· Subsistence benefits – non-taxable (e.g., TANF – Temporary assistance needy families)

· This includes Medicare benefits. 

· Wage replacement – taxable (e.g., 85 - unemployment compensation)

· Social security – taxation depends on TP’s income from other sources – UPSHOT – not fully excludable from GI, depends on other income.

104 - Personal Injury Recoveries

· Damages (not punitive) – 104(a) – GI does not include personal physical damages (i.e., injury or sickness) or physical damages received on behalf of someone else (e.g., wrongful death)

· This includes damages received as an annuity even when interest is paid on the annuity

· Includes medical expenses, lost wages, pain and suffering – however, if only emotional damages they are includable 
· Reasoning – damages attempt to put a person back in the place they were prior to suffering injury

· Punitive damages – considered a windfall gain and are taxed

· EXCEPTION – 104(c) – punitive damages are excluded where state law specifies they are the only kind available for wrongful death

· Damages and attorney’s fees – Commissioner v. Banks – where a personal injury award is taxable, the person includes in GI the amount paid in attorney’s fees (consider this parallels the treatment had they paid the attorney a fee)

· For unlawful discrimination suits – 62(a)(20) – provides an ATL deduction for attorney’s fees
Business Injury Recoveries

· Damages for lost profits – damages are income

· Damages for property in which the TP had basis – damages only in excess of the basis are income
103 - Tax-exempt Bonds
· 103 – TP may exclude interest received on certain state, municipal, or other bonds
· Effectively a way for the federal government to subsidize the states – federal government forgoes tax revenue by incentivizing taxpayer’s to invest in state or local bonds
· Example – investment in a taxable bond yields a 10% rate of return. If investment in a nontaxable bond yields a 7% return, a taxpayer in a 30% bracket is agnostic about which to invest in.
· Where they choose the nontaxable bond, the federal government has forgone taxable interest income for state investment.
Methods of Accounting

· Generally, TPs can compute their income under the following methods of accounting:
· Cash method

· Accrual method

· Any other method permitted by the IRC – e.g., 453 installment sale reporting, see property transactions
Cash Method

	Inclusion
	· Cash method TPs include an item of income when they receive it, 451(a)

· Receipt could be in cash, property or services

	Deduction
	· Cash method TPs deduct an item of expense when it is paid, Reg. 1.446-1(c)(1)(i)


Inclusion Rules

· A cash method TP includes income at the earlier of actual or constructive receipt of the income, Reg. 1.451-1(a), 1.446-1(c)(1)(i)
· Actual receipt – TP is given and has access to the income

· Constructive receipt – an item of income made available to the TP so he could receive it, but the TP chooses not to receive it
· Contractual deferral – a contract can be used to defer income to a later year 

· However, the payor must wait to deduct the expense until the payee includes the item in income
· ISSUE TIP! Pro sports often used deferral contracts. The teams operate at a loss but are secured by wealthy individuals. As such, the payor doesn’t care about waiting to deduct the expense.   
· Economic benefit doctrine – 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
· Cowden v. Commissioner – a promise to pay is treated as the equivalent of cash if it is unconditional, not subject to set offs, and readily transferable

· Pulsifer v. Commissioner – when the payor sets aside the funds in trust, the TP-payee would need to recognize them as income. 
· Income cannot be recognized if:

· The promise to pay is unsecured

· The amount can still be reached by the payor’s creditors

· See Section 83 transfers in property transactions for exception to the economic benefits doctrine

Deduction Rule
· IF - payment of an expense creates a useful life for an asset 

· AND - that life extends beyond the end of the taxable year
· THEN – the expense must be “capitalized”

· See “Intangibles” under Business Deductions header
Virtual Currency

· Mining – TP must include value of mined currency when it is mined based on the FMV that day

· The TP can correspondingly take trade or business deductions for mining per 162

· Virtual currency as payment – if TP receives virtual currency in exchange for goods or services, the TP must include it as income based on the FMV on the day of receipt
· Capital asset? – virtual currency held for investment is a capital asset in the hands of a TP. 

Examples, Cash Method Rules

· In Y1, Elmo, a cash method TP, sells real property, which has a basis of $40k to Nikki for $100k. What are the tax consequences to Elmo in Y1 for the following?
· Scenario 1 - The sale closes on Dec. 1, Y1. On Dec. 1, Nikki sends Elmo a certified check for $100k. Elmo does not accept the certified check until Jan. 1, Y2. 
· Elmo will be required to report the gain on the sale in Y1 because he has constructively received it. The income was made available to him in Y1 so he must include it in Y1. It does not matter that he chose not to receive it in Y1. 
· Scenario 2 – During negotiation on Dec. 1, Nikki tells Elmo she wants to proceed right away. Elmo say that for tax reasons he would prefer to wait until Jan. 1. Nikki agrees. On Jan. 1, Y2 Nikki gives Elmo a certified check and he cashes it. 
· Elmo will not be required to report the income in Y1 because he has not constructively received it. It has not been made available to him in Y1. Tax law will not re-write a contract to eliminate tax benefit to a party even if the benefit is their idea.
· On March 1, Leonora receives 10 units of Dogecoin in return for graphic design work. On that date, Dogecoin is trading at $500 per unit. On July 1, Leonora exchanges one unit for a bicycle valued at $700. On Dec. 31, Dogecoin is trading at $300. What are the tax consequences to Leonora?
· ANSWER - Leonora will report $5,000 (i.e., 10 units * $500 per unit on day of receipt) in Y1 GI as compensation for services, 61(a)(1). The $500 will be taxed at OI rates. She will also report $200 as gain derived from a dealing in property for the $700 bicycle she purchased with the single Dogecoin unit for which she has a $500 basis. Leonora does not seem to be in the business of selling Dogecoin, so the Dogecoin she traded is a capital asset (i.e., not inventory). Since she held the Dogecoin for less than one year prior to exchanging it for the bicycle is it a short term gain taxed at OI rates. 
Accrual Method

· The accrual method is generally thought to be a more accurate measure of income and expense than the cash method of accounting
Who uses the accrual method?

· Reg. 1.446-1(c)(2)(i) - Generally . . . businesses that sell goods (i.e., merchandise)
· 446(a) – business using the accrual method of accounting for their financial books generally must use the accrual method for tax purposes
· Most businesses use the accrual method to keep their books

· 448 – Limits certain types of TPs from using cash method – i.e., puts them on accrual
· 448(a) – the following cannot use the cash method
· (1) C corps.

· (2) partnership which have a C corp. as a partner; or

· (3) tax shelters

· Exception
· 448(b)(3) – sub. (a) does not apply to entities that fall into (a)(1) or (a)(2) if they meet the gross receipts test
· 448(c)(1) – gross receipts test is met if the business does not have annual gross receipts of $26m for the prior 3-year taxable period
Rules for the Accrual method
	The all events test

	Inclusion / deduction occurs when:

· (i) All events have occurred which fix the right to receive the income / to determine the fact of the liability; AND
· (ii) The amount of the income / liability can be determined with reasonable accuracy



	Rules for

	Inclusion
	Actual Rule – Inclusion occurs when the all events test is:
· Satisfied, Reg. 1.451-1(a)
· Deemed satisfied
**
“Deemed” Satisfied – 451(b)
· “Deemed” satisfied = when an accrual method TP includes an item of income on an “applicable financial statement”
· Applicable financial statement – certified financial statement prepared in accordance with GAAP and used for non-tax governmental regulatory purposes, e.g., a 10-K.
**

Alternative statement of inclusion rule
· Accrual method TPs include an item in income at the earlier of:
· (i) inclusion of the item of income under the all events test

· (ii) inclusion of the item of income on an “applicable financial statement” 

	Deduction
	Actual Rule – Deduction is allowed only when: 
· All events test is satisfied - no deemed satisfaction option for deductions


Inclusion Rule – Discretion Regarding Prepaid Income
· 451(c) – accrual method TPs can elect to defer inclusion of prepaid income if some or all of the prepayment will be included in a later year for financial accounting purposes. 
· In the year of prepayment – TP will recognize income in the amount reported on its financial statements

· In the year following – TP must include the remainder for tax purposes regardless of when it will be included for financial statement purposes
Dues Paying Orgs.

· 456 – membership orgs. can include prepaid dues ratably as services are performed.
Deduction Rules - Future Expenses
· Tricky Situation – Certain (or nearly certain) future expenses
· How should an accrual method TP treat a liability where: 
· (i) All events have occurred to determine the fact of the liability; AND 
· (ii) The amount can be determined with reasonable (or even specific) accuracy BUT
· Payments will take place in the future?
· Rule – 461(h) – accrual method TPs cannot deduct a future expense UNLESS
· The all events test is satisfied
· Economic performance has occurred
· Examples – a lawsuit settlement with an annuity payout structure; OR a machine sale where the contract calls for annual maintenance for 10 years.

· Lawsuit – accrual method TP will deduct as payments are made
· Machine service – accrual method TP will deduct as annual maintenance occurs
Examples, Accrual Method Rules
· Office Cleaners, Inc. and Accountants, Inc. are both accrual method taxpayers. In each of the following, state the year in which Office Cleaners, Inc. includes income and the year in which Accountants, Inc. receives a deduction.
· Situation 1 – OCI provides cleaning services for Accountants in Nov. Y1. Accountants pays for those services in Jan. Y2. 
· ANSWER – OCI will include the income in Y1 and Accountants will deduct the expense in Y1. This will be the case because the “all events test” is satisfied. (i) All events have occurred which fix the right to receive the income / determine the liability; and (ii) the amount thereof can be determined with reasonable accuracy. 
· Situation 2 – OCI agrees to and does provide a fixed and determinate amount of office cleaning for Accountants in Jan. Y2. Accountants prepays the cleaning expense in Dec. Y1. 
· Technically, the all events test has been meet in Y1. The contract and prepayment (i) fixes the right for the income to be received and determines the liability; and (ii) the amount can be determined with reasonable accuracy. 
· OCI, however, can elect under 451(c) to defer inclusion to Y2 because that is when it will be included for financial accounting purposes. 
· Despite the all events test being satisfied, Accountants cannot deduct the payment until Y2 because of 461(h) – i.e., when the all events test is satisfied and economic performance occurs.
· On Dec. 31, Y1, Graphic Packaging International, Inc., an accrual method TP, sells a folding carton machine to Budweiser. As part of the sale, GPI agrees to service the television for four years. Graphic knows the average cost will be around $10k for a total of $40k over four years. Can GPI deduct the $40k in Y1?
· No. The all events test is satisfied because (i) all events have occurred to determine the fact of the liability (i.e., the contract has been signed); and (ii) the amount is fairly certain; however, 461(h) requires that income be recognized at the later of (1) the all events test being satisfied and (2) economic performance occurring. Economic performance occurs as the services are provided so GPI will be able to deduct the $10k annually as the services are performed. 
Recovery of Capital Issues and Inclusion in GI
· Recovery of invested capital is excluded from GI

· Example – if you buy X for $100 then sell X for $120
· You are only taxed on $20 – the gain realized
· You are not taxed on $100 – the capital you invested 
Partial Sales

· Situation – taxpayer purchases a large piece of property and sells a fraction of it, how to allocate basis to the portion sold (ultimately used to determine gain for inclusion as part of 61(a)(3))?
· Rule - Reg. 1.61-6(a)
· Allocate basis of the whole based on the relative value of what they TP sold v. what they retained at the time of sale.
· Basis of the parcel sold = Total basis for property * (value of parcel sold / total value of aggregate)
· The sale of each part is treated as a separate transaction – meaning basis of each parcel sold should be separately calculated.
· Example
· Sally buys 4 acres of land for $40k. Sally first sells 1 of the 4 acres for $10k. At the time of sale the property’s total value is still $40k. Some years later, Sally next sells 1 of the remaining 3 acres for $30k. At the time of sale the three acres are valued at $60k. What is Sally’s basis in each sale?
	Sale 1
	Sale 2

	Sally’s basis is $10k. 
$10k = $40k * ($10k / $40k)

· Total basis for property = $40k

· Value of parcel sold = $10k
· Value of aggregate at time of sale = $40k
	Sally’s basis is $15k.
$15k = $30k * ($30k / $60k)

· Total basis for property = $30k
· Remaining amount after Sale 1
· Value of parcel sold = $30k
· Value of aggregate at the time of sale = $60k




· Unique exception – Inaja Land Co. v. Commissioner – where (i) basis allocation is difficult; (ii) the land sale is involuntary – the TP may be allowed to treat all payment received as a tax-free recovery of capital. 
· TP owned riverfront property that was partially damaged by an upstream tortfeasor. TP eventually reached a settlement with the tortfeasor for $50k in exchange for the rights to the damaged portion. For reasons stated above, TP was allowed to treat all $50k as a tax-free recovery of capital.
· Unlikely to apply today as valuation will always be possible.

· Example
· In Year 1, Helen purchased five acres of raw land on Cape Cod for $300,000. In Year 35, when the value of the land had increased to $6 million, she: divided the land into five one-acre parcels; kept one of the five parcels; gave a one-acre parcel to her son Jules, and a one-acre parcel to each of her nephews, Karl, Lee, and Mo. Helen gave Jules the best parcel with an ocean view. She wanted to make sure that he was well-provided for, especially because Jules was a professional musician and had never earned much income. The parcels other than Jules’ were all of equal value, but Jules’ parcel was worth twice as much as each of the other four parcels. In Year 40, with Helen’s approval, Jules decided to sell the land and buy a home near Boston. On August 15, Year 40, Jules sold his Cape Cod land for $2,100,000. How much gain does Jules realize on the sale of his Cape Cod land?
· ANSWER – the first step is to compute Jules’ basis. For a gift, basis is the same as it was in the hands of the donor – i.e., Helen’s basis is $300,000. Jules’ portion of that basis is 2/6 of the total value (twice as valuable as the other interests) or $100,000. Next, subtract basis from the AR to compute gain, 1001(a). Jules’ gain is $2m = $2.1m - $100,000. 
72 - Annuities

· Annuity – contract that provides for a series of payments in the future for a fixed sum at present
· e.g., individual pays $100k in return for annual payments of $10k ending upon the death of the annuitant (i.e., the purchaser). Annuitant is expected to live for 15 additional years so will receive $150k total. 
· Rule – 72 Annuities

· 72(a) – GI includes amount received from annuities (see also 61(a)(8)) – i.e., inclusion happens during the tax year income is received.
· For deferred annuity (i.e., invest at 60, don’t receive payouts until 75), wait until deferred payments are received.
· Exam Tip! For deferred annuities, watch out for the description of the TP’s remaining life expectancy v. when they start receiving payments
· e.g., TP purchases annuity in Y1 at 70 years old. Annuity will begin paying out in Y6 and TP is expected to live for 10 more years – here TP will only receive annuity payments for 5 years out of 10 year life expectancy. 
· How to include income?
· 72(b)(1) – TP may exclude from GI the portion of each payment set by the “exclusion ratio” – i.e., TP’s investment in the annuity / TP’s expected return from the annuity
· Example above – TP’s investment in the annuity is $100k. TP’s expected return is $150k ($10k per year for 15 years). The exclusion ratio is $100k / $150k or 2/3. 
· For each $10k payment received, TP will include 1/3 in GI and exclude 2/3 as recover of their capital investment. 
· Capital Recovery and Death
· TP outlives their life expectancy – 72(b)(2) – the exclusion is limited to investment, so after all investment is recovered the TP will include all payments in GI.
· e.g., example above – year 16 payment will be a $10k inclusion in GI. 
· TP dies prior to recovering all capital – 72(b)(3) – the TP is able to recover all remaining capital in their last tax year. 
· e.g., example above – if annuitant dies in Y14, they will recover the 2/3 of the $10k from Y14 and the 2/3 they would have recovered in Y15 in Y14. 
101 - Life Insurance

· Rule – 101(a)(1) – GI does not include amounts received from a life insurance contract by reason of a death benefit. Applies to both term life and whole life policies. 
· For whole life, once policy begins to earn a return these benefits are similarly not taxed. 
· Accelerated Death Benefits – 101(g)(1) – a terminally ill or chronically ill person can exclude from income amounts received from a life insurance policy pre-death
· Terminally ill – person who has been certified by a physician as having an illness of physical condition which can reasonably be expected to result in death within 24 months or less after a certain date.
· Chronically ill – person who has been certified by medical personnel as one of the following:
· (i) Individual unable to perform at least two activities of daily living

· (ii) Individual who is disabled
· (iii) Individual whose cognitive function is so impaired they require supervision to avoid harming themself.

· Viatical settlement provider – 101(g)(2) – 101(g)(1) includes amounts paid by viatical settlement providers, i.e., company that purchases the beneficiary rights to life insurance policies so people have immediate cash
102 - Life Estates and Remainder Interests

· Situation – Mom leaves $1m in her will with interest to go to her daughter during her daughter’s life – i.e., life estate interest. Upon daughter’s death, the remainder to go to her granddaughter. 
· Rule – 102 – all basis goes to remainder interest

· Interest earned by daughter – taxable to daughter

· $1m lump sum received by daughter – not taxable as $1m basis offsets $1m received
· Exception – 1014 – if both the life estate interest and remainder interest are sold at the same time, for purposes of determining gain on each the interests receive a basis equal to the FMV at the time of the bequest
· Daughter’s basis = hypothetical invested capital in an annuity to recover the same amount as she would have received in interest payments
· Granddaughter’s basis = hypothetical invested capital in an interest-bearing account to recover $1m upon her Mom’s (predicted date of) death 
Original Issue Discount

· Original issue discount – unstated interest on debt (i.e., what you calculate for each period)
· When does OID apply – applies where there is a debt instrument that pays out at maturity as opposed to annually
· Necessary to calculate the annual deduction / inclusion for a taxpayer
· OID makes both the debt issuer and holder accrual method taxpayers
· Commonly applies
· (1) Zero coupon bonds – bonds that do not provide annual cash payments, but are redeemable at a certain point in the future
· Bond holder will report interest income during outstanding years, 61(a)(4)
· Bond issuer will report an interest deduction during outstanding years, 163(e)(1), (2)
· (2) Property sales where TP receives a debt instrument that yields payment in the future
· Seller will report interest income during outstanding years, 61(a)(4)
OID Mechanics
· GOAL – figure out 1272(a) OID inclusion amount for the taxable period – i.e., if the OID had been in a savings account, what interest income would the TP report from that account
· 1272(a) requires the TP to report in GI the amount of the daily outstanding OID during the taxable period
Step 1 – Determine the Amount of OID
	OID = [stated redemption price at maturity] – [issue price]
	1273(a)(1)

	· Stated redemption price at maturity – the amount payable at the end less any stated interest that is paid annually
	1273(a)(2)

	· Issue Price – the price paid for the debt instrument
	1273(b)


Step 2 – Calculate the TP’s Annual Inclusion Using “Constant-Yield-to-Maturity”
· Annual inclusion = interest accrued for the taxable year compounded semiannually on the outstanding debt amount
· Semi-annual compounding period - 1272(a)(5)
· The principal amount is the (i) issue price + (ii) any unstated interest already accrued – 1272(a)(4)
TP’s Basis – Addition of OID to Basis
· Reg. 1.1272-1(g) -  the OID inclusion is added to the TP’s basis in the asset – when the TP receives the stated redemption price at maturity there is not gain or loss realized as basis has changed with each inclusion
Example

· A the start of Y1, Sean pays $1,000 for a three-year zero coupon bond from EN, Inc. The bond will pay Sean $1,340 at maturity and nothing before then. Assume a 10% YTM. What are the tax consequences to Sean and EN, Inc. in Y1?
· Step 1 – determine the OID

· OID = $1,340 - $1,000 = $340
· Step 2 – calculate the annual inclusion
· Three years outstanding means 6 semi-annual compounding periods
· Period 1 (i.e., Y1, first 6 months) = $1,000 * (1+10%/2)^1 = $1,050
· Amount for period 1 = $1,050 - $1,000 = $50

· Period 2 (i.e., Y1, second 6 months) = $1,050 * (1+10%/2)^1 = $1,102.20

· Amount for period 2 = $1,102.50 - $1,050 = $52.50
· TOTAL for Y1 = $50 + $52.50 = $102.50

· Sean will include this amount in GI, 1272(a)(1), 61(a)(4)
· EN, Inc. will deduct this amount as interest, 163(e)
OID Mechanics and Property Transactions
· When is this applicable?
· TP exchanges property for a debt instrument that yields a payment in future years. 
· Example – Paul sells his yacht to Lewis. Paul paid $750k cash for his yacht initially. Lewis agrees to pay Paul $1.34m in three years. What are the Y1, Y2, and Y3 tax consequences to Paul and Lewis. 
· When is this not applicable?
· Debt instruments arising from the sales of principal residences as defined by 121, 1274(c)(3)(B)
· Sales in which payments are not deferred for more than 6 months
· Sales where the total payments to be made on a debt instrument exchanged for the property are not more than $250k
· Sales where the debt exchanged is publicly traded / where the property for which the debt is exchanged is publicly traded

· In these instances, the issue price = the value of the property in exchange for which the debt was issued, 1273(a) – publicly traded debt, (b)(3) = property is public traded.

· Sales of certain farmland

(1) Divide Transaction into Property Sale and Debt
Debt - OID
· Consider what we have v. what we need for OID Step 1
· We have – stated redemption price at maturity = $1.34m
· What we need – issue price

Computing Issue Price

· IF the debt instrument has:
· Adequate stated interest – the issue price = the principal amount, 1274(a)(1)
· Other cases – the issue price = the imputed principal amount (“IPA”), 1274(a)(2)

**

· Adequate stated interest – the interest rate on the debt exceeds the applicable Federal rate (“AFR”)
· Actual wording in code – there is “adequate state interest . . . if the stated principal amount . . . is less than or equal to the IPA,” 1274(c)(2)
**

· Imputed Principal Amount
· IPA = the PV of all payments due under the debt instrument, 1274(b)(1)

· Interest rate for PV = AFR, 1274(b)(2)(B)
· Real life – use 1274(d) to determine the applicable AFR
· Class – the AFR is 10%

· **The IPA will also serve as the amount realized for the property transaction**
Computing inclusion

· Follow OID Step 2
· “Taxpayer will start with the IPA and calculate an annual inclusion based on two semi-annual compounding periods using the AFR as the interest rate.”
Property Sale – Installment Sale Reporting

· Why does installment sale reporting apply?
· See below in property transactions.

· (i) The seller has gain on the sale and (ii) at least one payment is to be received in a future year. 

· Key point related to OID

· AR in property transaction is the IPA

Example

Paul sells his yacht to Lewis. Paul paid $750k cash for his yacht initially. Lewis agrees to pay Paul $1.34m in three years. What are the Y1, Y2, and Y3 tax consequences to Paul and Lewis.

· Debt - OID 
· Stated redemption price = $1.34m

· Issue price = IPA as there is no stated interest, 1274(a)(2)
· PV = $1.34m / (1 + 10% / 2)^6
· 10% / 2 for semi-annual compounding periods

· ^6 to reflect the two compounding periods each year for three years

· PV = $1m
· OID = $1.34m - $1m = $340k

· To compute Y1 interest income inclusion
· Period 1 = $1m * (1 + 10% / 2)^1 = $1.05m

· Inclusion = $1.05m - $1m = $50k 
· Period 2 = $1.05m * (1 + [10% / 2])^1 = $1.1025m
· Inclusion = $1.1025 - $1.05m = $52.5m

· TOTAL Y1 = $102,500k

· Property

· Installment sale reporting allows Paul to report gain on the transaction when he receives the payment from Lewis, 453(c).
· Gross profit ratio = (Selling Price – Adj. Basis) / Contract Price
· Selling price is AR = IPA

· In this case, where no debt is exchanged Contract Price = IPA

· Gross profit ratio = ($1m - $750k) / $1m = $250k / $1m = 25%
· In Y3, Paul will report gross income as gain on the sale of property, 61(a)(3) = the $1m payment received * 25% = $250k.
· See capital gain section for the tax rate applicable – i.e., other income group. 
Property Transactions

· 61(a)(3) – GI means income from whatever source derived including gains from dealings in property
· Computation of gain or loss – 1001(a)
· Gain – gain from the sale or disposition of property is the excess of the “amount realized” over the “adjusted basis”
· Loss – loss from the sale or disposition of property is the excess of the “adjusted basis” over the “amount realized”
· Necessary definitions
· Amount realized – 1001(b) – the amount of money received plus the FMV of property received
· Adjusted basis - 1011(a) – Adjusted basis is the basis (typically determined under section 1012), adjusted as provided in 1016

· Realized

· 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 extent”

· Despite it saying “materially,” the bar for realization is quiet low 
· Cotton Savings Ass’n v. Commissioner – a realization event occurred where a savings and loan association exchanged one group of residential mortgages for another
· Recognition

· 1001(c) – the entire amount of gain or loss on the sale or exchange of property should be recognized UNLESS 
· Otherwise provided in the IRC – i.e., non-recognition rules apply
· 1031 – Like-kind Exchange
· 1033 – Involuntary Conversions
· 1041 – Transfer incident to divorce

Basis

· Basis – 1012(a) – the basis of property is its cost
· Acquisition from decedent - 1014(a)(1) – stepped up basis at death rule - the basis of property in the hands of the person acquiring it is the FMV on the date of the decedent’s death
· At the election of the estate executor, value can be set to FMV 6 months after the decedents death, 2032(a)
· Acquisition by gift – 1015(a) – differs depending on the FMV on the date of receipt
· FMV greater than donor’s adjusted basis – donee takes the donor’s basis in the property

· FMV less than the donor’s adjusted basis – donee’s basis is the FMV on the date of transfer
· Computation of GI inclusion depends on ultimate gain / loss on the sale

· Ultimate loss / sale equal to FMV – Loss = AR – FMV on date of transfer

· Ultimate gain – Gain = AR – Donor’s basis
· Where ultimate loss does not produce and loss and ultimate gain does not product a gain, donee-taxpayer realizes neither – i.e., where AR is between donor’s basis and FMV on the date of transfer
· Examples
· (1) Mom buys house for $20. Gives it to daughter when it is worth $50. Daughter sells at $50 – Daughter’s gain is $30 ($50 - $20, i.e., Mom’s basis).
· (2) Mom buys house for $20. Gives it to daughter when it is worth $10. Daughter sells at $8 – Daughter’s loss is $2 ($8 - $10, i.e., FMV on date of receipt)
· (3) Same as (2), except Daughter sells at $17 – Daughter realized neither a gain or a loss
· Ultimate loss rule = $17 - $10 = gain of $7
· Ultimate gain rule = $17 - $20 = loss of $3

Adj. Basis

· 1016(a) – the TP’s basis in an asset should be adjusted as follows
· Upward – where the TP improves the property
· Downward – where the TP depreciates the property

Example

Lauren opened a business, the Sedona Zen Resort, a spa. Should bought an old farmhouse to operate out of for $2m ($400k in cash and $1.6m in cash). She also hired craftsman to refurbish the farmhouse. The fee for the craftsman was $120,000 and they spent $80,000 on materials. What is Lauren’s basis in the property?
· Her basis is the cost to acquire the property = $2m + the amounts she paid the craftsman as improvements on the property = $200k for a total of $2.2m. 
· See the “business deductions” section. Lauren will need to depreciate the $2.2m over 30 years as this is an expense related to nonresidential real property.
Gain from the Sale of a Personal Residence

· Rule for Personal Residence - 121(a) – GI does not include gain from the sale or exchange of property IF: 
· It has been owned and used by the TP as the TP’s principal residence for at least 2 out of the last 5 years
· Limits - 121(b) – Limitations on rule

· (1) Excluded gain cannot exceed $250,000
· (2) For joint returns, excluded gain cannot exceed $500,000

· (3) Section 121 can only be used once every two-year period
· 121(c) – EXCEPTION to limits
· (2) IF - the TP cannot satisfy the (a) 2 of 5 years residency requirement or (b)(3) once every two-year period requirement due to change in place of employment, health, or unforeseen circumstances
· (1) THEN – the TP can pro rate their exclusion amount from (b)(1) or (b)(2)
· Residency requirement

· [(Period used as a personal residence) / 2 years] * Exclusion amount

· Once every two-year period
· [(Period between sale of current residence and prior) / 2 years] * Exclusion amount

· Example – Sun and Melody bought their first home in Boston, Mass. in Jan. 2018 then sold it to move to Atlanta on Nov. 1, 2019. They took the §121(a) credit on this sale. If on Nov. 1, 2020 they sold their first Atlanta home to move into a larger space because of Melody’s health, what amount of exclusion could they take on sale of the Atlanta home? 

· [12 months / 24 months] *$500k = $250k

· Example
· Tom and Jeanie purchased their personal residence on Jan. 1, Y1 for $400k. They moved into the house that day. On Dec. 15, Y2 they put their house on the market but did not accept any of the low bids they received. On Feb. 15, Y3 they moved out of the house and into a small rental condo. On March 1, they took their house off the market and leased it to an unrelated renter for two years. On March 15, Y5 they put their house back on the market and sold it on June 1, Y5 for $700k. Related to the sale of their principal residence, what should Tom and Jeannie report on their Y5 return?
· ANSWER – T and J will have to include all $300k of gain unless they qualify to exclude the gain under S121. For S121, T and J must have lived in the residence for two out of the last five years, S121(a), and cannot have used the S121 exclusion in the prior two years, S121(b)(3). As a married couple assuming they file a joint return, their exclusion amount is limited to $500k which is not a problem here, S121(b)(2). 
· In this case, they fail to qualify for exclusion because they have not lived in the residence for two our of the last five years. The relevant period is five years from the date of sale so June 1, Y1 through June 1, Y5. They lived in the residence from June 1, Y1 through Feb. 15, Y3, so a total of 1 year and 8.5 months during the period, not two years. 
Like-Kind Exchange

Rule - 1031(a)(1) 
· No gain or loss shall be recognized on the exchange of property IF:
· (1) The properties exchanged are real property

· (2) The property is “held for productive use in a trade or business or for investment”
· (3) The property is exchanged “solely” for “like kind real property”

· (4) The exchanged property will be “held for productive use in a trade or business or for investment”
Meaning of “Like Kind Real Property”

· Most real estate may be exchanged for other real property without recognition so long as it is trade or business or investment real property
· Reg. 1.1031(a)-(1)(b) – “like-kind” refers to the nature or character of the property and not its grade or quality
· What is not included?
· 1031(a)(2) - Real estate held for sale to customers

· Does not apply to personal real property – i.e., not applicable to a permanent residence

If it applies, what does it do?

· IF - 1031 applies 
· THEN the gain on exchange of the real property is deferred until disposition of the real property received in the like-kind exchange
· Big picture – the TP’s basis in the property received is their basis in the property exchanged (plus adjustments)

What is boot?

· “Boot” – (a/k/a non-permitted property) other types of property received in a like-kind exchange (i.e., not like kind property received)
· Boot could be:

· Cash

· Non-real property

· Debt relief

· Boot is treated as gain on the sale

· However . . . if the TP has a loss boot is not recognized
Calculating Gain
· Realized gain is recognized up to the amount of boot the TP receives
· As such, recognized gain is the lesser of:
· Realized gain
· Boot

· If TP receives no boot = no recognized gain

· If TP has a loss on the exchange = no recognized gain (even if there is boot), 1031(a), (b).
Exchange Types and Gain Recognized
	Property only
	No gain is recognized – i.e., non-recognition event


	Property + boot
	Receiver of boot will 
· If loss on exchange

· Recognize nothing

· If gain on exchange
· Recognize boot as gain on the sale

· Compute their new basis = [old adj. basis] – [boot rec. (if any)] + [gain realized]

· For [boot rec. (if any)] + [gain realized], consider that TP will recognize the boot so needs to cancel out with gain less they will be taxed twice

Payor of boot will

· Compute their new basis = [old adj. basis] + [boot paid (if any)]


	Property + debt (and maybe boot)
	TP relieved of indebtedness
· The debt relief is:

· Added to the AR (i.e., essentially COD income)
· Subtracted in calc. of the new basis (i.e., essentially boot received)
TP who incurred indebtedness

· The debt incurred is added to the adj. basis of the property exchanged for calc. of
· Gain realized

· New basis

· Consider the addition of debt incurred to the adj. basis exchanged essentially adds cost
If both properties are encumbered

· Net increase in indebtedness – does not treat its relief of indebtedness as boot (i.e., because they have no net relief meaning no COD income)
· Net debt relief – treats its relief of indebtedness as boot (i.e., essentially COD income)
· Cash – the party with net debt relief will (almost) always pay cash boot to the other because it has given the other a net increase in indebtedness so it must compensate that party for the increased liability.
 


Formulas for Application

	AR = [gross FMV rec.] + [debt relief] + [boot (if rec.)]

	AB = [old adj. basis in prop. exch.] + [debt in prop. rec.] + [boot paid (if any)]

	Gain realized = AR – AB

	Gain recognized (not realized)

· If no net debt relief = [boot rec. (if any)]

· If net debt relief = [debt relief] – SUM([debt incurred],[boot paid])

	New basis 
= [old adj. basis] + SUM([debt incurred],[boot paid (if any)]) – [debt given up] – [boot rec. (if any)] + [gain recognized]


The Check

· Assume the TP sold the property received the following day 
· Gain realized on the sale = gain realized (not the gain recognized) on the 1031 exchange
Bullet Points to Hit in Answering a 1031 Exchange Problem
· For each party:
· Gain realized – including AR and AB in prop. exchanged
· Gain recognized – i.e., gain realized up to the value of boot received

· New basis

· The check

Examples

E&E, #4

· Emily owns Greenacre, an investment property with a FMV of $200k and a basis of $120k. Fred owns Whiteacre, an investment property with a FMV of $180k and a basis of $80k. Emily and Fred exchange their properties and Fred pays Emily $20k. What are the tax consequences of the exchange to Emily and Fred?

· ANSWER
· Emily

· Emily’s realized gain is $80k (i.e., the $180k gross FMV of Whiteacre plus the $20k cash received less Emily’s basis in Greenacre). 
· Emily will recognize $20k of that gain in the amount of cash received from Fred.
· Finally, Emily’s new basis in Whiteacre is $120k (i.e., her basis in Greenacre less the cash boot received plus her gain recognized).
· To check, if Emily sold Whiteacre the following day for its FMV she would realize gain of $60k + the $20k already recognized on the 1031 exchange does equal the $80k realized on the 1031 exchange. 
· Fred

· Fred’s gain realized is $100k (i.e., the $200k FMV of Greenacre received less his basis in Whiteacre plus the $20k cash he paid Emily. 
· Fred has no recognized gain as he received no boot.

· Finally, Fred’s new basis in Greenacre is $100k (i.e., his old basis of $80k + the $20k in boot paid). 
· To check, if Fred sold Greenacree the following day for its FMV he would realize $100k gain which equals his realized gain on the 1031 exchange. 
E&E, #7

· Alice acquired Blackacre, which she held for investment, in exchange for $20k of her own funds and $80k that she borrowed. The $80k of debt is nonrecourse and secured by Blackacre. Bob owns Whiteacre, an investment property with a $50k basis. Whiteacre is subject to a $70k mortgage. Alice exchanges Blackacre for Whiteacre. At the time of the exchange (i) Whiteacre has a gross value of $95k. Blackacre has a gross value of $105k. What are the tax consequences to Alice and Bob?
· ANSWER

· Alice

· Alice’s gain realized is $5k (i.e., she received Whiteacre worth $95k and had $80k of debt relief so her AR is $175k, Crane. Her AB is $170k, the $100k basis in Blackacre plus the debt she assumed from Bob on Whiteacre).
· Alice received $10k of boot related to her net debt relief. As such, she will recognize $5k up to the amount of gain realized. 

· Finally, Alice’s new basis in Whiteacre is $95k (i.e., her old basis of $100k in Blackacre plus $70k of debt incurred less $80k of debt relief plus the $5k gain she recognized). 
· To check, if Alice was to sell Whiteacre the following day for its FMV she would realize no gain which makes sense as she already recognized the $5k worth of gain on the 1031 exchange.
· Bob

· Bob’s gain realized is $45k (i.e., the $105k FMV of Blackacre received plus his $70k of debt relief for an AR of $175k. His AB is $130k comprised of his $50k old adj. basis in Whiteacre plus the $80k in debt he assumed). 
· Bob does not recognize any gain on the exchange as he did not receive any boot. 
· Finally, Bob’s new basis in Blackacre is $60k (i.e., his old $50k basis in Whiteacre plus the debt he assume less the debt he gave up.
· To check, this makes sense as if Bob sold Blackacre tomorrow for its FMV he would realize $105k less $60k basis which equals his $45k gain realized on the 1031 exchange. 
Other Non-recognition Rules – 1033 Involuntary Conversion
· 1033(a)(1) – TP may elect to not recognize gain realized on the “involuntary conversion” of property into cash due to: 
· The complete or partial destruction of the property (e.g., fire, earthquake);

· Theft; or 
· Condemnation
· PROVIDED – the TP reinvests the cash in property that is similar or related in use to the lost property.
**
· Partial reinvestment – 1033(a)(2)
· IF - only part of the proceeds are reinvested 
· THEN – realized gain is recognized to the extent the proceeds are not reinvested in similar use property
**
· 1033 cannot be used for a loss. 

Formula for Application
	New basis (i.e., in reinvested property)

= [basis in lost property] + SUM([acquisition cash],[acquisition debt]) + [gain recognized on lost] – [proceeds not reinvested]

	Alternatively

	New basis (i.e., in reinvested property)

= [cost of new property] – [gain realized but not recognized on lost property]


Example

· Mike Seeley owns an apartment with a FMV of $750k and basis of $500k. The apartment is destroyed in a fire. Mike has insurance and receives $750k.
· Gain realized = AR – AB = $750k (insurance cash) – $500k = $250k

· If Mike reinvests: 
· All $750k and makes a 1033(a)(1) election, no gain recognized

· Only a piece, gain recognized is the lesser of the:
· $250k in realized gain

· The portion of the insurance proceeds not reinvested in similar use property, 1033(a)(2). 

· Assume Mike purchases a new building for $650k.

· Gain recognized = $100k (i.e., the lesser of the amount not reinvested - $750k - $650k – and the gain realized $250k)
· New basis = $500k + [N/A – no new cash or debt] + $100k - $100k
· New basis (alternative) = $650k – ($250k - $100k) = $600k - $150k = $500k

Property Transfers Incident to Marriage or Divorce
Marriage, Etc. (Not Divorce)
· United States v. Davis - Property transferred is a realization event for the transferor when transferred:
· In anticipation of marriage
· Between RDPs or CUPs
· Amount for reporting
· The AR for the transferor and the AB for the transferee would be the FMV on the date of transfer
Divorce

· 1041 – no gain or loss is recognized by either party on the transfer of property incident to divorce between:
· A spouse; or

· A former spouse
Installment Sale and Open Transaction Reporting

· 453 – Special accounting method for reporting gain from the sale of property in exchange for deferral payments
· NOTE! – Gain is still realized and recognized. It is just not “reported” until the deferred payment is received.

When does 453 apply?
· Applies automatically where:

· (1) Seller realizes gain on the sale; AND

· (2) At least one payment for the property will be rec. by the seller after the close of the taxable year

· What does 453 not apply to?
· Where the Seller realizes a loss

· Sales of personal property by TPs who regularly sell personal property for installment payments (e.g., department stores)
· Sales of real property by TPs who hold real property for sale to customers in the ordinary course of business (e.g., real estate developers)

· Publicly traded stocks

What does it do?

· If it applies – it governs how the TP will report gain on a property transaction in exchange for deferral payments
· If it does not apply – the full gain is included in the year of sale even if the payments are to be made periodically
How does it apply?

· Step 1 - 453(c) – Seller computes the overall ratio of gain to sale price, i.e., gross profit ratio
· Step 2 – GI inclusion = the payment received * the gross profit ratio
	Gross profit ratio = (Selling Price – Adj. Basis) / Contract Price

	· Selling Price
	Amount to be paid by the buyer (other than interest) – i.e., cash
· If property is sold subject to a liability assumed by the buyer, it is added to the selling price (i.e., essential COD income)

	· Adj. Basis
	As determined by 1011

	· Contract Price
	Selling price less debt assumed by the buyer


· Special Debt Rule
· IF – the debt assumed by the buyer exceeds the Seller’s basis in the property sold
· THEN - the liability in excess of the basis is treated as a cash payment in the year of sale
· Reg. 15a.453-1(b)(3)(i)
Example

· Max owns a condo in which he has a basis of $300k. The condo has a gross FMV of $700k and is encumbered by a $200k mortgage. Max sells his condo to Sam in Y1. Sam pays Max $500k and assumes the $200k mortgage. Sam promises to pay Max in $100k installments over the next five years starting in the year after sale. What is Max’s GI inclusion in Y3?
· ANSWER

· S1 – compute gross profit ratio

· Gross profit ratio = ($700k - $300k) / $500 = $400k / $500k = 80%
· S2 – in Y3, Max will receive $100k from Sam. His Y3 GI inclusion is:
· $100k * gross profit ratio = $100k * 80% = $80k

· Facts change – what if Sam promised to pay Max all $500k in Y6?

· Same analysis as above – except Max’s Y3 GI inclusion = $0. In Y6, Max will include $400k in GI as gain derived from a dealing in property, 61(a)(3).
Election Out
· 453(d) – TP can elect not to use installment sale reporting and recognize all gain in the year of sale.
· Why do this?
· A TP would do this if they are subject to a lower rate in the year of sale.
· Mechanics
· 453(d)(2) - TP must make the election prior to filing its return for the year the property is sold.
Uncertainty and Deferred Payments

· How to approach 453 when the total amount of the deferred payment on the sale is uncertain at the time of sale
	What you have
	Approach

	Max payment
	Use it as the selling price for purposes of computing the gross profit ratio

	Number of years
	If you do not have the max payment, but do have the number of years, allocate the TPs basis over the number of years

	Nothing
	If you have neither the max payment or number of years, allocate the TP’s basis over 15 years. 


Limitations on 453

· $5m exception 
· IF - installment payments are above $5m
· THEN - TP has to pay the government interest on the tax liability deferred, 453A(a)(1), (b)(2)
· Installment obligation as security
· IF – installment obligations are pledged as security for a loan
· THEN – the proceeds of the loan will (in some circumstances) be treated as payments on the installment obligation triggering a 453 inclusion, 453A(d)
· Bond / evidence of indebtedness 
· IF - the TP receives a bond or other evidence of indebtedness from the purchaser 
· THEN - the TP’s receipt of the debt is treated as a payment ONLY WHERE the debt received from the purchaser is payable on demand or is readily tradeable, 453(f)(3),(4).
Section 83 Transfers

When does 83 apply?
· Reg. 1.83-3(f) - Where there is a transfer of property in connection with the performance of services
What property types does 83 include?

	Includes
	Does not include

	· Real and personal property
· A beneficial interest in assets transferred to a trust or escrow account so long as the assets are beyond the reach of the transferor’s creditors
	· Money
· An unfunded, unsecured promise to pay money in the future


· Examples
· Transfers of stock as compensation for employment; transfers of stock options as compensation for employment; transfers of real property (e.g., land, a house, etc.) as compensation for employment.
How does 83 apply?
· Big picture – 83 controls the timing of an inclusion
· Rule – 83(a)
· WHERE – property is transferred in connection with the performance of services, the TP includes in GI as compensation for services in the tax year they “vest”:
· (1) The FMV of the property at the time they “vest” in the property
· (2) LESS the amount (if any) they paid for the property
· Vest 
· Not actually a term included in the code or regs.

· Means the earlier of the first time the rights of the person having a beneficial interest in the property are: 
· Transferable; or
· Are no longer subject to a “substantial risk of forfeiture” 
· Substantial risk of forfeiture
· 83(c)(1) - There is a substantial risk of forfeiture where the person’s rights are condition on the future performance of substantial services by an employee
· e.g., we will give you this stock, but you have to work here for 5 years. 
· Considering both sides
· Payor-employer – can deduct the compensation when the employee includes it, 83(h)

· Payee-employee – the 83(a) amount is taxed at OI rates as compensation for services; that amount becomes their basis in the property.
· The subsequent sale or exchange after inclusion is taxed at capital gain rates
83(b) Election

· Rule – 83(b) 

· Potential carrot – WHERE – the property transferred is not vested – i.e., is subject to a “substantial risk of forfeiture” - the TP can elect to include in GI in the tax year of transfer:
· (1) The FMV of the property at the time of transfer
· (2) LESS the amount (if any) they paid for the property
· Potential stick – IF – the property is later forfeited, the TP cannot take a deduction.
· 83(b)(2) - The TP must make the election within 30 days of the property transfer. 
83 Summary

· Purpose – Controls the timing of an employees income inclusion

· Default – 83(a), employee includes on the transfer / when the property is no longer subject to a substantial risk of forfeiture

· Exception – 83(b), employee includes in the year of transfer
Section 83 and Stock Options

**WARNING – this is a slimmed version based on what is applicable for Intro to Income Tax**
· Stock options – gives the employee the right to buy stock of the employer at a specified price (i.e., the strike price or exercise price) for a specified period
	Types of options . . .

	· In the money – stock price exceeds the exercise price

	· Out of the money – stock price is less than the exercise price

	· At the money – stock price equals the exercise price


· Most options are “out of the money” at the time of transfer
· For “in the money” options – see 409A 
· The recognition of deferred compensation may be accelerated and in some cases interest and penalties are imposed
Tax Treatment
· 83 treatment depends on if the options have a “readily ascertainable value” – typically, when the option is actively traded on an established securities exchange

	Options with readily ascertainable FMV
	Options without readily ascertainable FMV

	83 applies at the time of transfer 
· When there is no substantial risk of forfeiture – i.e., immediate vesting – the inclusion is the value of the options
· When the options are later exercised, the TP’s basis = [the amount included earlier] + [the price paid for the stock]
· Reg. 1.61-2(d)

· 83(b) can apply where there is substantial risk of forfeiture
	83 does not apply at the time of transfer
· 83(e) – Sec. 83 applies to the transfer when the stock option is exercised

	Why readily ascertainable FMV matters

· If there was no rule, TP could (i) assert a very low value, (ii) take an 83(b) election, and (iii) get preferred treatment on the later sale at capital gains rates


Retirement Accounts

· 219(a) – for individuals, deduction equal to amount of “qualified retirement contributions”
· 219(b)(5)(A) - Deduction is limited to $5k 

· 62(a)(7) – the 219 deduction is an ATL deduction
IRA

· Regular IRA - 408 – Allows for establishment of IRA

· No tax is levied on contributions or the interest earned on the contributions until the amounts are withdrawn

· Accounts have annual contribution limit of $5k adj. for inflation, 219(b)(5)(A).

· The point! – an IRA is a way for a TP to defer the inclusion of income 
· Roth IRA - 408A – Allows for establishment of a Roth IRA

· Contributions are taxed on the front end, i.e., non-deductible, but interest earned and qualified distributions are not taxed when withdrawn
· Qualified distribution:
· (i) Made no sooner than the end of the fifth year after the first contribution to the Roth IRA

· (ii) is made:
· (a) on or after the individual reaches age 59

· (b) to a beneficiary after the death of the individual
· (c) on account of the individual becoming disabled

· (d) as a special purpose distribution

· e.g., so TP can buy its first home (capped at $10k)
Other - gross income

Haig-Simons Income 

· The “ideal” definition of income – taxes wealth accretion at the time is occurs, not when it is realized (like out tax system usually does)

· Calc’ed:

· (i) the TP’s personal expenditures for the period 

· (ii) PLUS (+) the TP’s increase / MINUS (-) the TP’s decrease in wealth for the period
Example

· (E&E, #1, pg. 38) Carolyn’s total wealth at the beginning of Y1 is one acre of land with a FMV of $15k. During the year, Carolyn earns $40,000 in salary and spends the entire amount on rent, food, and other consumption items. By the end of Y1, the value of the land is $25k. 
· (a) What is Carolyn’s Haig-Simons income for Y1?
· Haig-Simons - $40k + ($25k - $15k) = $50k
· (b) Which part of Carolyn’s Haig-Simons income would not be subject to tax under current U.S. law? Why?

· The $10k appreciation in the value of her property. Under U.S. law, gain / loss on property is taxed when the property is sold or exchanged. 
Imputed Income and Inefficiency

· Imputed income – “income” attributed through a tax fiction based on services you provided yourself you otherwise would have paid for – this is not GI for tax purposes
· e.g., if Alain grows his own lettuce instead of buying it he is not taxed on the amount of lettuce he consumes. 

· Creation of inefficiency – where the TP can “earn” more imputed income by doing themselves what they would otherwise pay someone to do than they can working at a taxable wage, the TP is incentivized to make an inefficient decision.  
· e.g., TP earns $12 an hour working at Amazon and is taxed at 25%. It takes them one hour to wash their dog. Alternatively, they could pay PetCo. $10 to do it. Should the taxpayer wash their own dog?
· Yes! They can earn $10 by saving the money in the hours they would have spent washing their dog as opposed to earning $9 ($12 * [$12 – 25% tax]) working. 
Amended Returns – GI Inclusion
· The following sections apply where the TP’s return was correct in the year of filing, but due to subsequent events is later deemed to be incorrect
· In the event the TP discovers its return was incorrect at the time of filing it must file an amended return
· Where the amendment results in a refund, the amended return serves as a claim for refund
· Where the service disagrees, the TP can sue in either Federal District Court or Federal Claims Court
· The statute of limitations for a refund is 3 years from the date the return is due

· 6513(a) – a return filed prior to the due date is deemed to be filed on the due date. 
Tax Benefit Rule

· Inclusionary tax benefit rule – TPs are required to include a recovered item in a later year where it was excluded in an earlier year and the benefit from exclusion in the earlier year was not incorrectly received
· e.g., Terry Taxpayer donates to Charity in Y1 and takes a 170 deduction – in Y3 the charity decides to close and returns Terry’s money. Terry must “give back” the Y1 deduction as part of filing his Y3 return. 
· Exclusionary (i.e., exclude from GI) tax benefit rule – 111 – TPs are permitted to exclude recovered items in later years to the extent they did not reduce the TP’s liability in the earlier year
· e.g., if a TP donates to charity in Y1 but cannot take the deduction, if the charity returns its money in Y3 the TP does not have to include the money received as there was no tax benefit in Y1 – no benefit received, none to give back. 
Claim of Right – Taxation of Rescinded Income
· General rule – possessor of income is responsible for payment of tax on that income
· If adjustment is later needed, it is made in the year the adjustment occurs
· Example - A and B both believe they have a claim to income in Y1, but A is in possession of the income. A must include it on their Y1 return. If in Y5, A and B finally get a judgement saying B actually owns the income, A will adjust its Y5 return to exclude the income and B will correspondingly adjust its Y5 return to include the income.
· Rate differentials – 1341

· Rate in year returned is less than in year included – i.e., TP would be screwed because they receive less benefit in the year returned
· Rule – TP is allowed to adjust their tax liability for the amount paid in the higher rate year

· Rate in year returned is higher than in year included – i.e., TP would be getting benefit because exclusion in later year produces a larger tax benefit
· Rule – TP is allowed to exclude the income and not make any changes to account for the rate difference
Business Deductions (Cost of Earning Income)

· Generally . . . individuals are taxed only on their net income – deductions are allowed for costs associated with earning that income

· Approach
· (1) Is it ordinary and necessary?

· (2) If so:

· Immediately deductible; or

· Need to be capitalized?

162 – “Ordinary and Necessary” Trade or Business

· Rule – 162(a) – there shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred in carrying on a trade or business.

· Reg. 1.162-1(a) – expenses directly connected to operation of a trade or business are deductible

· Who can take a 162(a) deduction?

	Who can take a 162 deduction?

	Business owner – YES
· Engaged in trade or business means – practice of a profession not as an employee, Reg. 1.62-1T(d)
	Employee – NO
· Employees are not considered to be “engaged in a trade or business”
· See “Employee TPs v. Self-employed in Mixed Business and Personal section below


Scope of “Ordinary and Necessary”
· Standard – objective reasonableness in favor of the taxpayer - courts are generally reluctant to question the business judgement of the taxpayer regarding what is “ordinary and necessary” – i.e., expenses are typically deductible
	Explanation of Expense
	Deductible under 162?

	Jack flies first class to all of his business meetings at a cost of $20k per year. He could fly business for $10k.


	All deductible – so long as the trip has a good business purpose. 

	Ronald owns a chain of donut shops. Profits drop at his shops. Desperate, he consults a psychic for advice. The psychic tells Ronald to invest in custom door mats with a special saying made of specific material. The mats end up costing $10,000. 
	Probably not deductible – the starting presumption is in favor of the taxpayer; however, objective reasonableness must be used. 
· $10,000 door mats are not “ordinary and necessary”


	Southern does business in 12 states. The company has a private plane to transport its tops executives and Wells to meetings. The CEO also has a pilot’s license and usually flies the plane himself to get to meetings. Cost of operating the plane is $50k per year. Flying commercial would be $40k. 

	All deductible – businesses are allowed to deduct “reasonable and necessary” travel expenses. Despite the fact the president gets personal enjoyment from flying, all is likely deductible as they need to expeditiously get to meetings in their 12 states.



	Beverly Hills Dermatology, a group of physicians, bought a plane at the start of the pandemic when most of their clients moved to Arizona. All the physicians are licensed pilots and fly the plane for fun on the weekends. They never ended up using the plane for business because they never got licensed to practice medicine in Arizona.

	Most likely not deductible – had they used it for the initial purpose of treating patients likely yes, but this plane has taken on a purely person purpose. 


162(a)(1) – Reasonable Allowance for Salaries

· Rule 
· 162(a)(1) – a deduction is allowed for reasonable salaries and other compensation for services actually rendered
· Reg. 1.162-7(b)(3) – unreasonable compensation paid to employees is not deductible

· C-suite Limit – 162(m)(1) – for publicly held corporations – deductible compensation for top executives is $1,000,000
· Pre-TCJA​ – “performance” based bonuses (i.e., company does well you do too) were excepted from the limit
· Post TCJA – no exception for “performance” based bonuses
· Test for Reasonableness 
· Is the amount:
· Reasonable within the factors
· Purely for services
· Factors for Reasonableness
	(i) Employee’s qualifications
	(v) Amount paid to the employee in previous years

	(ii) Nature of the employee’s work
	(vi) Result of the employee’s efforts

	(iii) Employer’s history of paying or not paying dividends
	(vii) The profitability of the employer after paying the employee

	(iv) Compensation paid to comparable employees by comparable employers
	

	**Determination of reasonable should be made as of the date the contract was entered into, Reg. 1.162-7(b)(3)**


· Alternative Fee Arrangements
· Reg. 1.162-7(b)(2) - Contingent and fixed fee arrangements are both allowed as reasonable
Treatment of “Excessive” Compensation

· Only the “excessive” amount is not deductible – e.g., payment beyond market rate
· Treatment by the payor is a facts and circumstances based result, Reg. 1.162-8
· IF – excessive payments have a close relationship to a stockholder 

· THEN - they should be treated as dividends
· IF – excessive payments are made with property

· THEN – they should be treated as capital expenditures

162 and Illegal or Unethical Activities, Fines and Penalties
· Rule
· Income – income obtained from illegal activities is taxable (even if it has to be returned to a wronged party), James v. United States
· Expenses – expenses related to earning income from those illegal activities are deductible UNLESS they fall under an enumerated exception 
· Exceptions
· 162(c) – Bribes and kickbacks (whether or not to government officials)

· 162(f) – Fines and penalties paid to government regulatory authorities are not deductible
· Does not apply for court ordered fines to non-government parties
· 162(g) – Anti-trust damages – law requires treble damages to be paid – deduction is limited to only 1/3 of damages amount meaning “punitive” portion is not deductible
· 280E – businesses who traffic of controlled substances defined by schedule I and II of the Controlled Substances Act (this includes marijuana)
280E – Marijuana Businesses
· Marijuana businesses fall under 280E – cannot deduct 162 expenses
· Reg. 1.61-3(a) – Businesses can subtract COGS from gross sales to determine 61(a)(2) - “gross income derived from business.”
· Effect – marijuana businesses want to characterize costs as inventory expenses so they can capitalize and deduct them
· NOTE! This is the reverse of most businesses who do not want to capitalize expenses so they can deduct them immediately

Split Businesses

· IF – the business can demonstrate it engages in a separate line of business

· THEN – it can allocated expenses between the two lines of business and deduct the non-illegal ones
· **Must be able to demonstrate the LOB is separate** 
Example
· Cannabis Community Co. operates a 1,500 sq. ft. space. It sells marijuana from a dispensary area that occupies 150 sq. ft. In the remainder of the space it holds free yoga and art classes for the community. Its Y1 income = $1.5m. Expenses include rent of $100,000, $50,000 for advertising, $15,000 for space cleaning, and $900,000 for marijuana that it sells. What expenses can it deduct?
· ANSWER – since the income is all attributable to its sales of marijuana CCC can only deduct its $900,000 in COGS related to the marijuana sold. If CCC could demonstrate the yoga and art classes were a separate LOB they could then apportion their expenses; however, with their current model it seems they are “teasers” to get people in the door to buy weed.
Timing for Deduction of Expenses – Capital Expenses
	Expense type
	Treatment

	Current business expenses – expenses for an asset that will be consumed in the year it is purchased
	Expense is deductible in the year it is incurred

	Capital business expenses – expenses for an asset with a useful life that extends beyond the year in which the expense is incurred
	Expense must be “capitalized”


· General principle:  taxes are levied on net income – meaning gross income less costs / expenses associated with earning that income
· Capital expenses tie in: expenses associated with assets with useful lives longer than one year should be spread out so the expenses of those assets match the income they produce
· How is this accomplished
· Depreciation – deduction of the cost of a tangible capital expense
· Amortization – deduction of the cost of an intangible capital expense

Definition of Capital Expense (a/k/a Capital Expenditure)
· Group 1 – amounts paid to acquire, produce, or improve:
· (i) Tangible Property – i.e., real or personal property (e.g., including land, buildings, machinery, and equipment)
· (ii) Intangibles
· Group 2 – transaction costs incurred to facilitate a group 1 asset acquisition as well as certain other transactions
Exceptions to the Capitalization Requirement
	Exception
	Definition & Treatment

	Materials and Supplies – Reg. 1.162-3(a)
	Definition

The TP does not have to capitalize “material and supplies” as defined by Reg. 1.162-3(c)(1), meaning:
· Tangible property
· That Is not inventory
· That is used or consumed in the TP’s business operations as:

· (i) Loose or offhand components acquired to maintain, repair, or improve a unit of tangible property (i.e., those not acquired with the tangible property)
·  (ii) Fuel, lubricants, water, and similar items to be consumed in 12 months
· (iv) Generally – property with acquisition costs less than $200
· (v) Other as specified by the service

Treatment

· “Incidental” materials and supplies – Reg. 1.162-3(a)(2) – i.e., those for which no record of consumption is kept – deductible in the year the expense is incurred
· “Non-incidental” materials and supplies – Reg. 1.162-3(a)(1) – deductible in the year they are first used


	“Rotable or temporary parts” – Reg. 1.162-3(a)(3)
	Definition

· Parts that can be removed for repair and reinstallation or storage for later use – also standby emergency parts
· These parts are generally defined by (i) (above)

Treatment

· Deductible in the year disposed of


	De minimis – Reg. 1.263(a)-1(f)
	The TP can elect not to capitalize an expense when: 
· At the beginning of the taxable year, it has a written accounting plan that treats certain expenses as non-capitalized that are for property:
· Costing less than a certain dollar amount
· that has a economic useful life of 12 months or less
· It treats the under the written procedures as expenses on its financial statements

· The amount paid for the property does not exceed $5,000 per invoice



Not Capital Expenses
· Property with an unlimited useful life is not capitalized

· Treatment – cost is recovered when the property is sold through by subtracting the adjusted basis in the property from the amount realized on sale
Intangibles
· Rules – two headline Reg. sections
· Reg. 1.263(a)-4 – amounts paid to do the following must be capitalized:
· Acquire intangibles as described in -4(c)
· Create intangibles as described in -4(d)
· Create or enhance a separate and distinct intangible asset
· Create or enhance a future benefit (but only as specified in guidance which to date is very limited)
· Facilitate the acquisition or creation of intangibles
· EXCEPTION – Reg. 1.263(a)-4(f) - TPs can currently deduct costs of creating intangibles if the rights created do not extend beyond 12 months after the TP realizes the right
· Reg. 1.263(a)-5 – amounts paid to facilitate the acquisition of a business or to change the capital structure of a business must be capitalized.
· Generally – amounts paid in process of investigating or otherwise pursing a transaction
Reg. -4 Breakout

Acquire Intangibles -4(c)
	Acquired intangibles include the following . . .

	Financial interests including:
· Ownership interest in an entity
· A debt instrument or other debt intangible

· A financial instrument (e.g., futures contract)
· An annuity or insurance contract

· Nonfunctional currency
	A customer list

	A lease
	A servicing right (e.g., mortgage servicing right)

	A patent or copyright
	A customer-based intangible or supplier based-intangible

	A franchise, trademark, or tradename
	Computer software

	As assembled workforce
	An agreement providing either party the right to use, possess, or sell a financial interest

	Goodwill or going concern value
	


Created Intangibles -4(d)
	Created intangibles include the following . . .

	Financial interests including:

· Ownership interest in an entity

· A debt instrument or other debt intangible

· A financial instrument (e.g., futures contract)

· An annuity or insurance contract

· Nonfunctional currency
	Costs associated with creating or renewing certain contracts

	Prepaid expenses (e.g., prepaid insurance)
	Costs associated with terminating certain contracts

	Fees for membership and privileges (e.g., doctor pays fees for “hospital privileges)
	Certain costs of real property transferred to another of produced for another

	Rights granted by a government agency (e.g., business license)
	Costs of defending or perfecting title to intangible property


Example – Case that pre-dates rules
· Commissioner v. Boylston – prepaid expenses that are attributable to later years must be capitalized. 
· There, the TP prepaid three years of insurance premiums. 
· HELD – the TP had to allocate the expense over the three years and deduct a portion in each year.
Separate and Distinct Intangible Assets
· Reg. 1.263(a)-4(b) – a property interest: 
· Of ascertainable and measurable value
· That is subject to the protection of law

· Which can be bought and sold separate from a trade or business

Facilitate the Acquisition or Creation of Intangibles

· Reg. 1.263(a)-4(e)(4) - Two very pro-taxpayer exceptions – the following are treated as amounts that do not facilitate the acquisition or creation of intangibles:

· Employee compensation and overheads

· De minimis costs (i.e., costs aggregating $5,000 or less)
· Results – these costs can be immediately deducted in the year they are incurred. 

Reg. -5 Breakout

· Test for amounts paid to facilitate the acquisition of a business or to change the capital structure of a business - i.e., “expense in process of investigating or otherwise pursing a transaction.”
· Two main types: 
· Time limited; and 
· Inherently facilitative
· Other – amounts paid to terminate

· Result – if an expense falls into either category then it must be capitalized

Time limited

· Amounts paid regarding certain covered transactions only facilitate the transaction if they are paid on or after the earlier of:
· The day on which the TP executed a letter of intent, exclusivity agreement, or similar written communication; or
· The day on which the material terms of the transaction are agreed on by the TP’s board of directors

· Covered transactions
· Taxable acquisitions of assets constituting a trade or business

· Certain taxable acquisitions of ownership in a business entity

· Certain tax-deferred reorganizations

Inherently Facilitative

· The following inherently facilitate transactions – expenses to:
· Secure appraisal, formal written evaluation, or fairness opinion on the transaction

· Negotiate the structure of the transaction

· Obtain tax advice on the structure of the transaction

· Prepare and review documents that affect the transaction

· Obtain regulatory approval

· Obtain shareholder approval

· Convey property between the parties
Amounts Paid to Terminate
· Situation - amounts paid to terminate arises when a target corporation agrees to be sold to a buyer, but a second buyer makes a better offer. The target corporation has a fiduciary duty to its investors to accept the better offer. 
· To prevent this, the first buyer will include an amount the target has to pay to terminate their arrangement – i.e., it makes the target consider the second offer with the amount paid to terminate deducted from its proceeds.
· Rule – if the two transactions are mutually exclusive (i.e., you have to pay the amount to enter into the better offer), then the amount paid to terminate is capitalized and included as part of the expense to facilitate the better offer
· RESULT – the amount must be capitalized. 
Exception to -5

· Reg. 1.263(a)-5(d) - Same exceptions as to -4 – the following are treated as amounts that do not facilitate the acquisition or creation of intangibles:

· Employee compensation and overheads

· De minimis costs (i.e., costs aggregating $5,000 or less)

· Results – these costs can be immediately deducted in the year they are incurred. 

Tangible Property
263A – UNICAP – Deductible Expenses in Construction
· UNICAP Rules – 263A – Uniform Capitalization Rules
When does it apply? 
· Applies where the TP incurs expenses that would otherwise be deductible business expenses in constructing a building or machinery.
· Commissioner v. Idaho Power (case that sparked 263A rules) – HELD – a power company had to capitalize expenses for wages and depreciation on trucks used to construct a power plant with a 30-year useful life
Who does it apply to?
· Applies to: 
· Manufacturers
· Wholesalers 
· Retailers
· Other TPs who produce real or tangible personal property for sale or acquire real or personal property for sale to customers in the ordinary course of their business. 
· EXCLUDED – freelance authors, photographers and artists.
· For producers and resellers of goods, 263A only applies where their 3-year average gross receipts from sales exceed $25 million. 

If it applies, what does it ?

· Rule – requires TP to recover its expenses of producing or selling goods held for sale to customers by including the expenses as part of COGS. 
· Captures:  direct costs and indirect costs

· Direct costs
	Cost of materials

	Wages of employees who produce or sell goods


· Indirect costs
	Repair and maintenance of equipment or facilities
	Indirect labor costs
	Purchasing costs

	Utility costs, rent on equipment, facilities or land
	Indirect materials costs
	Costs of tools and equipment if not otherwise capitalized

	Certain taxes
	Depreciation on equipment or facilities
	Certain admin. support

	Compensation paid to officers
	Insurance premiums
	Contributions to deferred comp. plans

	Bidding expenses
	Certain interest
	


· Costs excluded
	Marketing
	Business and financial planning

	Advertising
	Most R&D expenses


Repair v. Maintenance
· General rule:
· Repair / maintenance – immediately expensed
· Improvement – capitalized

· How to determine between repair / maintenance and improvement?
· (1) Safe Harbor Routine Maintenance Test
· (2) Three-party Improvement Test
Safe Harbor Routine Maintenance Test

· Reg. 1.263(a)-(3)(i) – Immediately expendable routine maintenance is:
· A recurring activity (i.e., those the TP expects to perform more than once)
· To maintain the property in its ordinary efficient operating condition

· Examples – inspection, cleaning, testing, and replacement of component parts

· Factors relevant to determining if the amounts paid are for routine maintenance:

· Recurring nature of the activity

· Industry practice

· The manufacturer’s recommendations

· The TP’s experience with similar or identical property
· NOTE! Despite qualification for the safe harbor, routine maintenance may have to be capitalized if it falls under the UNICAP rules

Three-part Improvement Test

· **Only applicable for activities that do not qualify for the safe harbor**
· Step 1 – determine the appropriate unit of property
· Step 2 – determine if the costs associated with that unit of property “improve” the property meaning they must be capitalized – costs “improve: property if they:
· (i) result in a betterment of the property

· (ii) restore the property

· (iii) adapt the property to a new or different use
Step 1 – Unit of Property

· Generally – the larger the unit of property, the less likely it will be that an amount spent on maintain its components will results in an improvement of the property
· Functional Interdependence Test
· Meaning 

· IF functionally interdependent
· THEN single units of property

· The test – components are functionally interdependent if the placing in service of one component by the TP is dependent on the place in service of the other component by the TP

· Special rule - Building and structural components – all building and structural components comprise a single unit of property

· Exception
· Discrete function – a group of components that perform a discrete and major function or operation can comprise a single unit of property

· Depreciation method – components are a separate unit of property if the depreciation method used to depreciate them component is different from the method used to depreciation the property the component is part of
Step 2 - Test
	Betterment

· Determined by comparing the condition of the property just before the amount spent to the condition after
· Amounts paid result in betterments if it:
· (i) Gets rid of a material condition or defect that existed at the time the TP acquired the property or the property was produced
· (ii) Results in a material addition (e.g., expansion, enlargement, or extension)
· (iii) Results in a material increase in productivity, efficiency, strength, or quality or the property or its output

	Restore

· An amount is paid to restore property if it:
· (i) is for a component the cost of which the TP has deducted as a loss or as a basis offset to gain

· (ii) is to repair property for which the TP has taken a §165 casualty loss

· (iii) returns the property to its ordinary efficient operating condition (where the property can no longer 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
· (v) is to replace a major component or substantial structural part
· Major component – non-incidental part or combination or parts that performs a discrete and critical function in the operation of a unit of property.

· Substantial structural part – a part or combination of parts that comprises a “large portion” of the physical structure of the unit of property

	New or different use

· A use is new or different if it varies from the TP’s original use of the proprety


Repair and Maintenance Example

Dr. Tan owns the business office building where her practice is located. The building has a wooden shingled roof. At the beginning of the current year, wind and rain from a storm damaged the roof. Are the following currently deductible as a repair or maintenance expense?
· (1) The cost of replacing the roof singles with new wooden shingles. 
· ANSWER

· First – the appropriate unit of property is the building as a whole as a building and its structural components are a single unit of property.
· Second – Dr. Tan can likely immediately deduct the expense as none of the three part improvement test is met. 
· This is not a betterment as comparing before and after there is no defect cured that existed at the time of purchase, no material addition, and no increase in strength or quality. 
· This is not a restoration (unless she took a 165 casualty loss – likely not as this was not a federally declared disaster) as the property could still function, was not at the end of its useful life and was not a replacement of a major component or substantial structural part.
· This is not a new and different use as it does not deviate from the TP’s original use. 
· (2) The cost of replacing the roof shingles with new asphalt shingles which must be used because the older wooden ones are no longer available. 

· Since the wooden shingles are unavailable, the answer is likely the same as above. Just because the asphalt shingles may be a slight improvement in strength or quality does not mean they are betterment since the others were unavailable. 
· (3) The cost of replacing all of the roof sheathing, which had rotted, and some weakened roof rafters, along with the cost of replacing the roof shingles with new wooden roof shingles. 
· This replacement could be seen as a restoration and would then need to be capitalized. It is a restoration as the property may not be able to function at its ordinary efficient use without it. Alternatively, this could result in returning it to “like-new condition” which will extend its useful life. Finally, this could be seen as the replacement of a substantial structural part given that the roof comprises a “large portion” of the physical structure and has its own function of keeping the outside out of the building. 
Expensing Tangible and Intangible Tangible Property - Overview
· Tangible Property
· In general . . . 167 allows as an expense a depreciation deduction

· 168 – provides the method for calculating depreciation for tangible and investment property
· Alternative – 179 provides an alternative option to expense the cost of “section 179 property”
· Intangible Property

· In general . . . 167 allows as an expense a depreciation deduction

· Reg. 1.167(a)-3 – provides the method for calculating depreciation for an intangible asset so long as the life of the intangible can be estimated with reasonable accuracy
· Alternative – 197 provides an alternative option to ratably amortize the cost of a “section 197 intangible” over a 15-year period
167 - Depreciation
· Overview of the Idea

· A depreciation deduction is taken for the annual decline in value of a “wasting” asset – i.e., an asset that declines in value over time
· Depreciation expense = the annual deduction the TP takes from gross income

· Rule – 167 – TP is allowed as a depreciation deduction a reasonable allowance for the exhaustion, wear and tear:
· (1) of property used in a trade or business
· (2) of property held for the production of income

Tangible Property

168 - Tangible & Investment Property
**The following applies to business or investment property – NOT Intangibles**
· 168(a) - the depreciation deduction allowed under 167(a) for tangible property is determined using:
· (1) the applicable depreciation method

· (2) the applicable recovery period

· (3) the applicable convention

Applicable Depreciation Method
	Method
	Used for these Property Types

	200% declining balance method

· 168(b)(1)
	Used:

· Unless 168 says (b)(2) or (b)(3) should be



	150% declining balance method

· 168(b)(2)
	Used for:

· (A) 15-year or 20-year property not referred to in (b)(3)

· (C) Property which the TP elects to have this method apply under (b)(5)

	Straight line method

· 168(b)(3)
	Used for:
· (A) Nonresidential real property

· (B) Residential rental property

· (D) Property which the TP elects to have this method apply under (b)(5)

	Election - (b)(5) – a TP can elect to have the 150% method or straight line method apply to one or more classes of property for any taxable year


Straight Line Method

· S.L. method allocates the cost of the asset ratably over the asset’s useful life
Depreciation deduction = [cost of the asset – salvage value] / [useful life of the asset]
Declining Balance Method

· In Y1 - TP deducts its S.L. depreciation amount increased by the applicable percentage.

· In Y2 – the TP again deducts the original S.L depreciation amount increased by the applicable percentage. 

· Eventually . . . once S.L. method becomes larger than the declining balance method, the TP switches to using the S.L. method for the remaining useful life (i.e., calculate the S.L. method based on the remaining life of the asset). 
Salvage Value
· The salvage value is the value for which the TP can sell the asset at the end of its useful life.  
· For tax purposes, the salvage value should always be treated as zero, 168(b)(4).
Theoretically
· Depreciation reduces the TP’s basis in an asset as the expense is taken. 
· Thus, with a salvage value of zero, the TP should have zero basis in the asset at the end of its useful life. 
Applicable Recovery Period

Table from 168(c)
	Property Type
	Recovery Period

	5-year property
	5 years

	Residential real property
	27.5 years

	Nonresidential real property
	39 years

	**This table is very incomplete, see 168(c) 


168(e)(3)(B) – Meaning of 5-year Property
· (i) Automobile or light general purpose truck
· etc.
168(e)(2)(A) – Meaning of Residential Rental Property

· (i) Any building or structure if 80% or more of the GI from the structure is rental income from dwelling units
168(e)(2)(B) – Meaning of Nonresidential Real Property

· Any Section 1250 property which is not (i) residential rental property or (ii) property with a class life less than 27.5 years. 
Applicable Convention

· Convention is defined in 168(d)
· Determined based on when TP places the property into service.

	Convention
	When used
	Meaning

	Non-real property

	Half-year convention

· 168(d)(1)
	Used: 

· Unless otherwise specified
	Treats the property as having been placed into service on the mid-point of the taxable year

	Mid-quarter convention

168(d)(3)
	Used when:

Large portion of property is placed into service in the last three months of the year (Oct., Nov., Dec.)
	Treats the property as having been placed into service on the mid-point of the quarter

Used to prevent abuse with half-year convention

	Real Property

	Mid-month convention

· 168(d)(2)
	Used for:

· Nonresidential real property

· Residential rental property
	Treats the property as having been placed into service on the mid-point of the month


168(k) - Bonus Depreciation
· Rule – 168(k)(1) – for “qualified property” the depreciation deduction – i.e., the amount allowed by 167(a) – for the taxable year the property is placed into service: 
= [adj. basis] * [applicable percentage]
· Applicable percentage – 168(k)(6) – 100% for property placed into service after Sept. 27, 2017 and before Jan. 1, 2027
· Qualified property – 168(k)(2) - the following qualify for bonus depreciation:
· 168(k)(2)(A)(i) - property with a recovery period of 20 years or less originally place into use by the TP
163(j) Interest Limitation
· Bonus depreciation + the ability to deduct interest makes the purchase of an asset incredibly tax favorable – i.e., would produce a larger deductible expense
· Rule in response – 163(j) – a TP’s business interest deduction is limited to the sum of:
· The TP’s business interest income + 30% of the TP’s “adjusted taxable income”

· Adjusted taxable income – taxable income without regard to nonbusiness income (e.g., gain on the sale of investment assets, NOL deductions, 199A deductions, and depreciation and amortization

· D&A will be removed from the definition for tax years beginning after Dec. 31, 2021
· NOTE! This makes 163(j) more restrictive by effectively reducing the adjusted taxable income amount
· Qualified application – only applies for TP’s with three-year average gross receipts of more than $25m
179 – Election to Expense Depreciable Assets
· Rule – 179(a) – if the TP elects to do so, it can immediately expense the cost of “section 179 property” in the year the property is placed into service (subject to dollar amount limitations).
· Section 179 property – 179(d)(1) – generally depreciable tangible property acquired by purchase for use in an active trade or business
· 179(d)(3) - Property must have been purchase for cash to take deduction, where debt was used only cash portion can be deducted
· Limitations – 179(b)
· Expense amount limited to $1m
· The $1m is reduced dollar-for-dollar by the amount the cost of the section 179 property exceeds $2.5m
· e.g., Section 179 property worth $3m limits the immediately “expenseable” amount to $0.5m

· Expense amount cannot exceed the taxable income from the TP’s business for that year 

168 / 179 and Adjusted Basis
· The deductions allowed by 168 and 179 reduce the TP’s basis in the property
· Example – Frank Flowers owns a flower delivery shop. Frank purchases a new van for flower delivery in Jan. 2019 and begins using it in February 2019. Frank’s van, which cost Frank $35k, is eligible for immediate expensing as part of tax year 2019 as either:
· 100% bonus depreciation under 168(k)

· Treatment as 179 property.

· Frank’s basis in the van = $35k. Once Frank fully depreciates the van under 168(k) or immediately expenses it as 179 property, Frank’s basis is $0. This means that if Frank then sells the van in 2021 for $15k his gain will be = AR – Adj. Basis = $15k - $0 = $15k
· See the Capital Gains section, specifically 1231 and 1245 below for taxation of the gain.
Tangible Property - Examples

Claudio
Claudio runs a tour company and carries people around in a van. Claudio pays $20,000 for a used Mercedes Sprinter van for his business. Claudio purchases the van in September of Y1. Explain the tax consequences to Claudio related to this van. 
· Claudio should take a depreciation deduction for the van as it will decline in value as he uses it, 167(a). 
· This van is tangible personal property that does not fit the 168(b)(2) or (b)(3) criteria so should be depreciated using the double declining balance method. 
· The van is 5-year property as it qualifies as a light purpose truck, 168(3)(2)(B)(i). 

· Finally, Claudio should use the mid-year convention as the property was not placed into service in the last quarter, 168(d)(1).
· Claudio will take the depreciation deductions as listed in the final column. 

	 
	Basis
	Double Declining Balance
	S.L. Method
	Depreciation Deduction

	Y1 (per. rem. 5)
	20,000
	                         4,000 
	                         2,000 
	                         4,000 

	Y2 (per. rem. 4.5)
	16,000
	                         6,400 
	                         3,556 
	                         6,400 

	Y3 (per. rem. 3.5)
	9,600
	                         3,840 
	                         2,743 
	                         3,840 

	Y4 (per. rem. 2.5)
	5,760
	                         2,304 
	                         2,304 
	                         2,304 

	Y5 (per. rem. 1.5)
	3,456
	                         1,382 
	                         2,304 
	                         2,304 

	Y6 (per. rem. 0.5)
	1,152
	                            461 
	                        1,152 
	                         1,152 

	Y7 (per. rem. 0)
	0
	 
	 
	 


· Explanation of values
· In Y2, for the S.L. method, the deduction should be computed based on a recover period of 4.5 years – 4.5 years is used because the asset was subject the mid-year convention in Y1 so that is how many periods remain in Y2. 
· In Y5 and Y6, the TP switches to the S.L. method in the first period where it produces a greater deduction that the double declining balance method. 

· NOTE! Double declining balance is just the 20% per year deduction multiplied by 2 (i.e., 40%). Thus, unless there was the switch, the property would never fully depreciate. 
· Bonus depreciation

· The van is tangible property with a useful life less than 20 years. As such, it qualified for bonus depreciation. This means that Claudio’s depreciation deduction should instead be calculated based on a percentage of his adjusted basis in the asset. For assets placed in service through Dec. 31, 2022 the percentage is 100% so Claudio can expense the entire purchase price in Y1. 
· See also the “Capital Gains” section – specifically 1231 property and 1245 depreciation recapture for tax treatment when Claudio sells the van. 

Tad

· In 2018 Tad buys $995,000 of tangible personal property and places it in service in his business. May Tad elect to expense a portion of the cost of the property under 179?
· ANSWER – yes. Tad can elect to expense all of it if he so chooses so long as the amount does not exceed his taxable income. Tangible personal property is section 179 property.
· What if the property cost $2.9m?

· ANSWER – Tad could still elect to expense a portion of it; however, he will be limited to only expensing $600k. For section 179 property, the $1m expense limitation is reduced dollar for dollar for amounts over $2.5m. Thus, at a value of $2.9m there is a $400k reduction. 
Intangible Property

· See if 197 works first, then try Reg. 1.167(a)-3
197 – Amortization of Acquired Intangibles
· Rule – 197(a) – TP can take an amortization deduction for a “section 197 intangible”

· Calculation - The deduction amount is the adj. basis of the intangible amortized ratably over the 15-year period beginning with the month in which such intangible was acquired. 

Section 197 Intangible - 197(d)

	Includes the following intangibles when purchased:

	Goodwill
	Business records – including operating systems and information bases
	Supplier-based intangibles

	Going concern value
	Patents, copyrights, formula processes, designs, patterns, knowhow, format, etc.
	Government Licenses and permits, non-compete agreements

	An assembled workforce
	Customer-based intangibles
	Franchise, trademarks, and tradenames

	Generally - DOES NOT include:

	Intangibles created by the taxpayer

	· UNLESS – the intangible is:
· Created in connection with the acquisition of a trade or business AND
· Is a:
· Government license

· Non-compete agreement

· Franchise, trademark, or tradename


Example
· BB&T acquires SunTrust. As part of the acquisition, they create the trademark “Truist.” 
· Generally . . . a self-created intangible is not a section 197 intangible and could not be amortized ratably over 15 years. 

· However . . . since it was created in connection with the acquisition of a business it can be a section 197 intangible. 
Reg. 1.167(a)-3 – Intangible Property Expense Calc.
· Rule – Reg. 1.167(a)-3(a) - intangible assets can be depreciated so long as the useful life of the intangible can be estimated with reasonable accuracy
· Calculation – use the safe harbor approach unless an exception applies
Safe Harbor

· Reg. 1.167(a)-3(b)(1) – for calculating the depreciate deduction expense in -3(a), use a 15 year life
· Exceptions – listed by their romanette in the reg.
· (iii) If the intangible has a useful life that can be estimated with reasonable accuracy – use that instead of 15 years
· Does not matter if the useful life is longer / shorter than 15 years

· (i) If the code, regs., or other administrative pronouncements prescribe a useful life or other rules – use those
· (ii) The intangible is one of the following - must be capitalized: 
· A created financial interest (i.e., those listed in Reg. 1.263(a)-4(d)(2)) OR
· An acquired intangible (i.e., those listed in Reg. 1.263(a)-4(c)) 
· RE:  an acquired intangible - see 197
Intangible Property – Examples
· Moe owns a travel agency. He provides a “certain” quote to Curley, one of his long time customers, for an $800 flight to Paris. The flight ends up being $2,000. Moe ends up paying the difference to retain Curley’s business. Can Moe deduct the extra $1,200?
· ANSWER 
· The Service will argue this is “self-created goodwill,” thus not deductible under 197. Moe should argue this is essentially an advertising expense to build the reputation of his business, thus is deductible as a 162 “ordinary and necessary” expense. The Service will likely agree with this argument so long as it is common for travel agents to cover like this when they misquote a price. 
· If the Service prevails by asserting 197 does not apply and that this is goodwill, Moe cannot take a deduction because goodwill does not have a useful life so Reg. 1.167(a)-3 does not apply. 
· GCN acquired Phil Gaimon’s YouTube channel in the middle of 2021. GCN paid Phil a total of $350k, $70k of which was allocable to Phil’s subscriber list and $20k of which was goodwill. The Service has issued an administrative pronouncement declaring a subscriber list as having a 20-year useful life. When, if ever, with GCN recover the $90k in expenses it paid to Phil?
· ANSWER – these are acquired intangibles so 197 applies. The $70k subscriber list is a customer-based intangible and the $20k goodwill is as it is described. GCN can recover these expenses ratably over 15 years, i.e., $6k per year for 15 years. 
· The 20 year useful life is irrelevant for purposes of 197. 

· Kooky Cola is seeking to expand its overall market share by expanding into lemonade. One option is to acquire Snap!, a national brand of lemonade. Another option is to acquire Lem’s Lemonade, a small regional brand and use an advertising blitz to increase customer awareness. What advice would you give Kooky?
· ANSWER – Acquisition of Snap! will produce section 197 intangibles brand and customer intangibles as well as goodwill. Kooky will be able to recover these expenses ratably over a 15-year period. Acquisition of Lem’s will likely produce similar or the same section 197 intangibles, but because it is a regional brand they will be smaller in dollar amount. Any advertising expenditure Kooky plans to do connected with Lem’s will be immediately deductible as a 162 “ordinary and necessary” business expense. All else equal regarding future sales of lemondae, Kooky should likely invest in Lem’s so that it can immediately deduct the cost of the advertising as opposed to deferring expense of the acquired brand assets over 15 years.
Inventory Accounting

· Rules 
· 471(a) – TP must use inventories for tax purposes if its use of inventories is necessary to reflect the TP’s income
· A TP who uses inventories generally also uses the accrual method of accounting

· Reg. 1.471-1 – TP must use inventories if:
· (i) The TP produces, purchases, or sell “merchandise” AND
· (ii) The production, purchase, or sale of such “merchandise” is an income-producing factor
· Merchandise – property held for sale to customers – gets reflected in inventory when the TP has title to the merchandise
· RED FLASHING LIGHTS for Use of Inventories – manufacturers, wholesalers, and retailers
TCJA Exception

· Producers and resellers are exempt from using inventory accounting if their average annual gross receipts from sales of the prior three-year period does not exceed $25m
· TP’s who qualify - account for inventory by:

· Treating the inventory as non-incidental materials and supplies – i.e., deductible in the year they are first used
Inventory Accounting Rules

· Rules 
· 61(a)(2) – GI includes GI derived from business

· Reg. 1.61-3(a) – for a TP who uses inventories, GI = gross sales – COGS

COGS

	Opening inventory (i.e., closing inventory from the prior period)

	+ Purchases (resellers) / Additions (manufacturers)

	- Closing inventory

	COGS


What is included in inventory?

· Merchandise – reflected in inventory when the TP has title to the merchandise

· Capitalized inventory costs get added to cost of merchandise
Determining Closing Inventory

· NOTE! This is key because closing inventories from one period become opening inventories in the next.
· Step 1 – determine the number of units in inventory
· Option 1 – literally count

· Option 2 – use “book inventories” – but only where inventories have been verified by physical inventories are regular intervals
· Step 2 – determine the cost of each unit
Methods for Determining the Cost of Each Unit

· Two methods: FIFO / LIFO

· FIFO applies unless the TP elects to use LIFO

· 472(c) - A TP who uses LIFO for tax must also use LIFO for financial accounting

FIFO

· Assumes the items sold during the year are the earliest items purchased and the items left in closing inventory at the end of the year are the most recently purchased. 
**

· How to compute value – inventory cost is the lower of:
· (i) The actual cost of the units in closing inventory using FIFO
· (ii) The “market price” of the units in closing inventory

**

· Market price – generally the replacement cost of the inventory

· Two exceptions:

· (1) The goods are defective or obsolete

· (2) There have been offers and actual sales at a price that is less than the replacement cost

· In either case – use the value at which the goods are sold

LIFO

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

**

· How to compute value – cost must be used to determine closing inventory
FIFO v. LIFO – Practically

· Syllogism

· GI = [Gross receipts] – [COGS]
· COGS = [original inventory] + [purchases / additions] – [closing inventory]
· This means:

· High closing inventory value = reduced COGS = more GI
· Lower closing inventory value = higher COGS = less GI
Considering Changing Inventory Costs

	
	Rising Inventory Costs
	Falling Inventory Costs

	FIFO
	Using lower of cost or market, rising inventory costs means TP will stick with actual costs and have little effect on COGS
	Using lower of cost or market, falling inventory costs means TP will use market which is lower than actual costs so COGS will be higher which decreases GI

	LIFO
	TP has to use actual costs - initially purchased inventory will be lower value than more recent purchases 

· TP’s closing inventory value will be lower which in turn increases COGS so decreases GI
	TP has to use actual costs - initially purchased inventory will be higher value than more recent purchases 

· TP’s closing inventory value will be higher which in turn reduces COGS so increases GI


199A – Qualified Business Income
· General idea – allows a pass through business to deduct up to 20% of the income from its business
· Rule – 199A – taxpayers other than corporations can deduct up to 20 percent of the “qualified business income” from a “qualified trade or business”
· BTL deduction
· Can also be taken in addition to the standard deduction
Qualified Business Income
· 199A(c) – net income of the pass through entity excluding investment income (i.e., capital gain and loss, dividends, and certain other investment income)
Qualified Trade or Business

· Generally . . . a S corp., general partnership, limited partnership, LLC – i.e., an entity that does not pay entity-level taxes, but reports its income and loss on the tax return of its owner
**

· 199A(d)(1) – any trade or business other than:

· (A) a specified service trade or business
· (B) the trade or business of performing services as an employee

· HOWEVER – see de minimis exception AND threshold exception
· Specified service trade or business (“SSTB”) – 199A(d)(2)
	Businesses involving the  performance of services in the fields of . . .

	Health
	Law
	Accounting

	Actuarial sciences
	Performing arts
	Consulting

	Athletics
	Financial services
	Brokerage services

	Any trade or business where the principal asset is the reputation or skill of 1 or more employees or owners

· Means – businesses that  receive comp. for endorsements, licensing, or personal appearances
	A trade or business that involves the performance of services that constitute investing, investment management, trading, or dealing in securities, partnership interests or commodities

	DOES NOT INCLUDE – engineering and architecture


· SSTBs - De Minimis Exception
· A business that primarily sells goods but also engages in a covered SSTB can still take a 199A deduction so long as:

	They have

· $25m or less in gross receipts for the current year AND
· Comp. received for the SSTB is less than 10% of GI
	OR
	They have

· $25m or less in gross receipts for the current year AND
Comp. received for the SSTB is less than 10% of GI


· SSTBs – Threshold Exception
· SSTBs can still take advantage of 199A depending on if its income is at or below the “threshold amount” – i.e., the cut off for the full 20% deduction below
	· Deduction allowed
	Threshold Amount

	
	MFJ
	Individual

	Full 20% deduction is allowed
	$321,400
	$160,700

	20% deduction is gradually phased out
	Between
	Between

	No 199A deduction is allowed
	$642,800
	$321,400


Limitations
· Two key limitations:
· 199A(b)(2)(B) – Limitation of Deduction
· 199A(a)(2) – Capital Gain Excess Limitation

199A(b)(2)(B) – Limitation of Deduction

· Applies under same “threshold amount” as referenced above for Threshold Exception
· Below threshold – no limitation

· Between – limitation gradually phased in

· Above – limitation applies

· Limitation – the deduction is limited to the greater of:
· (i) 50% of the W-2 wages with respect to the qualified trade or business
· (ii) 25% of the W-2 wages with respect to the qualified trade or business + 2.5% of the unadjusted basis immediately after acquisition of all qualified property

· (ii) exists because some businesses just own rental property and pay a rental agency fee to a third-party instead of W-2 wages
199A(a)(2) – Capital Gain Excess Limitation
· The 199A deduction is limited to the lesser of:

· (i) 20% of the TP’s QBI

· (ii) 20% of the amount by which the TP’s taxable income exceeds the TP’s net capital gain for the year

· Purpose – prevent the TP from taking the deduction on capital gains already taxed at preferential rates

199A – Potential for Abuse
SSTB Making Itself Not an SSTB
· SSTB could attempt to “game the system” by setting up a separate partnership
· Example – a law firm that owns its building could purchase its building through a separate partnership owned by its partners then lease the building to the law firm.
· The provision of rental property is not an SSTB AND the rental payments would reduce the law firm’s income
· Abuse prevention – Prop. Reg. 199A-4(b)(3) – this situation would be prevented where:
· The firm and the lessor entity share common ownership of 50%; AND

· The lessor entity provides 80% or more of its property or services to an SSTB

Employee to Independent Contractor

· An employee may want to become an independent contractor to convert wage income into pass-through income
· Advantages – 199A deduction

· Disadvantages – a contractor (i) would be required to pay its own payroll taxes, (ii) would be required to make quarterly estimated tax payments, and (iii) does not receive employee benefits
· Main place this might work – if employee benefits were off the table

· e.g., the company doesn’t provide them, another family member has them, the person is on Medicare
· Abuse prevention – Prop. Reg. 1.199A-5(d)(3) – an employee who becomes an independent contractor and does the same work is deemed to be an employee for purposes of 199A
Standard Deduction

· Itemize - 63(a) – “taxable income” means gross income minus the deductions allowed
· SD - 63(b) – for individuals who do not itemize their deductions, “taxable income” means AGI minus:
· (1) the standard deduction

· (2) the deduction for personal exemptions provided in Sec. 151, and

· (3) any deduction provided in 199A

**

· 63(c)(2) – the basic standard deduction is:
	Filing status
	Standard deduction

	MFJ
	$25,000

	HoH
	$18,500

	Unmarried individual
	$12,500

	MFS
	$12,500

	**Amounts only applicable for Intro to Income Tax


Itemized Deductions
Personal Deductions (Primarily)
170 - Charitable Contributions

· Rule – 170(a)(1) – an itemized deduction is allowed for a “charitable contribution” 
Meaning of Charitable Contribution
· 170(c) – a contribution to or for the use of certain groups including:
	Shorthand
	Code language

	The U.S. govt. so long as contribution is for public purposes
	The U.S. govt., a state govt., or any political subdivision of the U.S. so long as the contribution is made for public purposes

	Typical charity
	A charitable corporation, trust, community chest, fund or foundation if the org. is operated exclusively for: 

· Religious, charitable, scientific, literary or educational purposes, to foster national or amateur sports competitions, or for the prevention of cruelty to animals or children

	Fraternal order or lodge so long as the contribution is for charitable purposes
	A fraternal order or lodge, but only if the gift is to be used for charitable purposes

	Veterans org. / non-profit cemetery corp.
	An organization of war veterans or a non-profit cemetery company or corp.

	EXCLUSION - Private Person / Political Influence
· Contributions are not deductible: 

· If any part of the net earnings of the donee-org. benefit a private shareholder or individual, OR
· If the donee-org. attempts to influence legislation or a political campaign


170 v. 501
· 170 – determines the extent to which a donor may deduct contributions to a charitable org., i.e., the orgs. described by 170(c)
· 501 – exempt orgs. to which a donor may deduct contributions from paying income tax, i.e., the orgs. described by 501(c)
· Generally
· The 501(c) list is more broad than the 170(c) list – meaning:

· If a donor’s contributions to the org. qualify for a 170(c) deduction, then the org. is a 501(c) org.
· If an org. is a 501(c) org., there is not guarantee a donor’s contributions qualify for a 170(c) deduction
501(c) Discrimination / Terrorism Support Denial
· 501(c)(3) status is denied to orgs. engaging in racial discrimination or terrorist activity, or if they support terrorist activity
Taxation of 501(c) Orgs.

· Qualifying orgs.
· Are not taxed – on income from contributions, fees for services related to its charitable purpose, or income from passive investments
· Are taxed – on income earned unrelated to its charitable purpose
Application of Deductible Contributions
· (1) Does the org. contributed to fall under the 170(c) list?

· (2) Is the org. disqualified from the private person / political influence exclusion?

· (3) Is the org. denied 501(c)(3) status from discrimination / terrorist support?
**

	Donation to . . .
	Contribution deductible?

	The city of L.A.
	Yes – because it is a U.S. government subdivision but only so long as the contribution is used for public purposes

	The city of Dar es Salaam
	No – not a U.S. government subdivision

	Harvard University
	Yes – what you would think of as a typical charity that supports education

	The Girl Scouts
	Yes – org. devoted to charitable purposes

	The Elks Club
	Yes – a fraternal order so long as the contribution is used for charitable purposes – i.e., religious, charitable, scientific, prevention of cruelty to animals, etc. purposes – general contributions are not deductible

	The Lutheran Church
	Yes – org. for religious purposes

	The Republican Party
	No – org. is not for charitable purposes, even if it was it would be disqualified by attempting to influence legislation or a political campaign

	A homeless individual living in a government shelter
	No – the contribution was made to an individual, not an organization

	A local professional basketball team
	No – does not qualify as a charitable org.

	A private university with a racially discriminatory admissions policy
	No – does not meet the anti-discrimination requirement of 501(c)(3) so contributions to it are not deductible


General Limitations on Donation

Individuals 

· Depends on if donation is to “A” or “B” charity

	Charity Type
	Limitation

	“A” charity
	Limitation set by (b)(1)(A) (flush language)

· 60% of the TP’s “contribution base” through Dec. 31, 2025, (b)(1)(G)(i)



	“B” charity
	Limitation set by (b)(1)(B)

· Generally, 30% of the TP’s “contribution base”



	Contribution base – AGI without regard to NOL carrybacks




Corporations
· Generally, charitable contributions shall not exceed 10% of a corporations taxable income without regard to its charitable contribution, (b)(2)
Donations in Excess of Limit

· 170(d)(1) – for “A” charities - can be carried forward for 5 years

· Applies to both individuals and corporations
Donation of Cash

· Rule – 170(a)(1) - allowed
· Limitations in addition to general – only the general limitations apply
· Other rules – donations made with a credit card are made at the time of the charge, not when later paid, Rev. Rul. 78-38
Donation of Property

· Rule – Reg. 1.170A-1(c) - TP deducts the “value” – typically FMV on date of donation - of the property contributed
· Limitations in addition to general
	3 Limitations on Donation of Property

	170(e)(1)(A) – Production of OI or STCG if Sold
· IF – the property would have produced OI or STCG if sold
· THEN - donor may deduct only its adjusted basis in the contributed property
**

· Why? – In place to limit deduction of unsold inventory
· Example – L, an art dealer, owns a painting worth $20k that he purchased for $3k. If L donates the painting to an art museum, L’s deduction is limited to $3k because as an art dealer the painting is inventory held for sale to customers, i.e., not a capital asset, 1221(a)(1). 


	170(e)(1)(B) – (e)(1)(B), limitation easy as (i), (ii), (iii)
· IF – the property would have produced LTCG, but falls into (i), (ii), or (iii)
· THEN - donor may deduct only its adjusted basis in the contributed property

**

· (i) The contribution property is:
· Personal property (e.g., art, a collection, an antique) AND
· The donee charity’s use is unrelated to the organizations charitable purpose

· Effectively if the org. is just going to sell it – if the org. ends up selling it within a certain time frame the donor will have to include the difference between FMV on transfer and the adj. basis in GI
· (ii) The property is donated to certain private foundations (described in 170(e)(1)(B)(ii)
· (iii) The contributed property is a patent or certain other intellectual property (e.g., copyright, software, TM, trade name, trade secret, know-how, or similar)
· If the donee subsequently earns income from the IP, the donor may be able to take an additional deduction, 170(m)

**

· Example – Tom buys a African Masaai woven rug while in Tanzania for $1,000. 10 years later the rug has a $30k value. Tom donates the rug to his church. What is his 170(a)(1) deduction (assuming no issues with contribution base limitation).
· ANSWER – if depends on what the church plans to do with the rug. If they are going to sell it, Tom’s deduction is limited to his adj. basis as this would not further the church’s charitable purpose. If they are planning to hang it / lay it down for appreciation and use this could be said to further its charitable purpose and Tom can deduct the FMV.


	170(b)(1)(C) – Production of LTCG and no (e)(1)(B) Limitation
· IF – the property: 

· Is donated to an “A” charity

· Would have produced LTCG
· Does not fall into the (e)(1)(B) limitations

· THEN – the deduction is limited to 30% of AGI
· HOWEVER, an excess can be carried forward for 5 years
**

· ALT. ELECTION – 170(b)(1)(C)(iii) – donor can elect to use 170(e) – i.e., deduction is limited to adj. basis in property
· Would apply where value exceeds 30% of AGI and the basis is the same or not much less than the value of the contributed property
· NOTE! the (b)(1)(A) % of contribution base limitation still applies
**

· Example – Ronnie buys a piece of land as a long-term investment in Y1 for $20k. In Y10, he contributes the land to a University. The land is worth $300k at the time and Ronnie’s Y10 AGI is $700k. How much of a charitable deduction will Ronnie take in Y10?
· ANSWER – Ronnie is not limited to his adj. basis because (e)(1)(A) nor (e)(1)(B) apply. The land is a capital asset held for more than a year so would product LTCG which means (e)(1)(A) does not apply. The land is not personal property or IP nor did Ronnie give it to a private foundation so (e)(1)(B) does not apply. Ronnie, however, will be limited to 30% of his Y10 AGI (i.e., $210k = 30% of $700k), (b)(1)(C). Ronnie can deduct the addition $90k in the following year. 
· Makes no sense to elect to deduct adj. basis in this case. 


Donation of Services
· Rule - Reg. 1.170A-1(g) – no deduction is allowed for the value of services
· HOWEVER – unreimbursed expenses incurred in rendering those services are deductible

· Exception – childcare expenses incurred to enable a TP to render charitable services are non-deductible personal expenses, Rev. Rul. 73-597
Measures to Curb Charitable Contribution Abuse

6662 - Valuation Misstatements
· Situation – potentially applicable where an aggressive TP is trying to gain the benefit of a large charitable contribution deduction by claiming an inflated value for property
· Rule – 6662 – imposition of accuracy related penalties for valuation overstatements

	Sec.
	Valuation Misstatement
	Penalty on tax deficiency

	6662(e)
	150%
	20%

	6662(h)
	200%
	40%


Substantiation Rules - Congressional Measures

· Substantiation reporting requirements differ depending on the:
· Type of property; and

· Amount of claim.

· $250+ - donor is require to substantiate the contribution with a contemporaneous written acknowledgement prepared by the donee charity, 170(f)(8)(A),(B)
· $500+ - Contemporaneous written acknowledgement requirement AND more documentation, as amounts get larger a qualified appraisal is necessary, 170(f)(11)
· Cars, boats, and airplanes with value of $500+ - 170(f)(12) prescribes special substantiation requirements 
6115 - Quid Pro Quo

· Where the donor receives something of benefit in exchange for its contribution, the donee-charity must provide the donor an estimate of the property received if the contribution exceeds $75k

6050L – 3-year Reporting Requirement

· IF – the TP donor contributes property with a value in excess of $5,000 and the donee charity sells it within 3 years of the date of contribution
· THEN – the donee must file a special return giving information about: 

· The donor, 

· The contribution, and 

· The subsequent disposition of the property
163 - Personal Interest

· Rule – 163(h)(1) – Personal interest is generally not deductible

· EXCEPTION – 163(h)(2) – Personal interest means any interest except:

· (D) any “qualified residence interest”

· (F) any interest allowable as a deduction under sec. 221 – education loans (covered separately)

· NOTE! – Rule (for business) 163(a) – a deduction is allowed for all interest paid or accrued
163(h)(3) - Qualified Residence Interest

· (A) Qualified residence interest means interest paid or accrued on:

· (i) “acquisition indebtedness” with respect to any “qualified residence” of the TP

· (ii) “home equity indebtedness” with respect to any “qualified residence” of the TP

Qualified Residence
· 163(h)(4)(A)(i) – means:

· (I) the principal residence (meaning of 121 – aggregate of 2 of the last 5 years) of the TP; AND
· (II) One other residence of the TP which is selected by the TP for purposes of the deduction

· Dwelling the TP also rents – meets the definition of qualified residence IF:

· During the taxable year the TP uses the dwelling for personal reasons for longer than the greater of:

· (*) 14 days, or

· (**) 10% of the number of days that it is rented
Acquisition Indebtedness

· 163(h)(3)(B)(i) – any indebtedness that is secured by the residence and incurred for acquiring, constructing, or substantially improving the residence

· Also includes indebtedness secured by the residence from refinancing the acquisition indebtedness BUT only up to the amount of the acquisition indebtedness

· LIMITATION – until Dec. 31, 2025 there is a limit of $750k on acquisition indebtedness – meaning the amount of debt subject to the deductible interest, not the interest

· After Jan. 1, 2026 the limit is $1m. 
Home Equity Indebtedness

· 163(h)(3)(C)(i) – any indebtedness other than acquisition indebtedness secured by the principal residence

· LIMITATION - 163(h)(3)(F)(i)(I) – TCJA has eliminated the deduction for home equity indebtedness regardless of when it was incurred, for now
Points

· Points – amount a lender requires a borrower to pay, usually on closing of the loan, in lieu of charging a higher IR on the loan
· 461(g)(1) – points must be capitalized and deducted over the term of the loan
· EXCEPTION - 461(g)(2) – points paid on indebtedness to secure a principal residence and those incurred to improve a principal residence can be deducted in the year they are paid IF:
· (i) the payment of points is an established business practice in the area
· (ii) the points do not exceed the amount generally charged in the area
· No exception exists for refinancing
164 - Taxes

· Rule – 164(a) – the following taxes are deductible in the year paid or accrued:

· (3) state and local income taxes
· (1) / (2) State and local real and personal property taxes
· TCJA LIMITATION – 164(b)(6) – a $10,000 limit is imposed on taxes listed in (1), (2), (3) – i.e., all SALT above – and (5) – discussed below for individuals
· Includes a marriage penalty because limit applies equal to married TPs and single

**

States without income tax

· Rule - 164(b)(5) – TP can elect to take a sales tax deduction in lieu of a deduction for SALincomeT. TP can either take:
· (*) the amount indicated in state sales tax tables prepared by the IRS

· (**) the sales taxes they actually paid (provided they kept receipts).

What qualifies as SALT?
· Pretty much the limited definition you expect and nothing more
· Governmental services – those for which a fee is required are not considered taxes, not deductible
· However, consider a fee may be an ordinary and necessary business expense
· Property assessments – assessments on real property owners for local benefit – e.g., local government imposes a fee for new sideways – are not real property taxes thus are  not deductible
Property Taxes

Property Taxes
· 164(d)(1) – property taxes must be allocated between the buyer and seller based on the number of days during the year they owned the property – buyer owns the property on the date of sale
· Example - Sela sells Whiteacre to Betty on Feb. 7, Y1. The property has a FMV of $500k and property taxes for Y1 are $10k. 
· Sela owes tax on 37/365 days or 10.1% of the year (i.e., 31 days in Jan. + Feb. 1 – 6). Approximately $1,010.
· Betty owes tax on 328/365 or 89.9% of the year. Approximately $8,990.
· Reg. 1.1001-1(b) – different tax treatment depending on who pays
	 Seller pays

· Reduce the Seller’s amount realized
· Reduce the Buyer’s adj. basis
	Buyer pays
· Increase the Seller’s amount realized
· Increase the Buyer’s adj. basis

	Consider the full amount exchanged
· Seller pays and buyer reimburses - full amount rec. by Seller = $508,990.  
· Seller’s AR = $500,000 – the full amount reduced by the $8,990 in tax paid
· Buyer’s basis = $500,000 – the full amount reduced by the $8,990 in tax reimbursed
· Seller pays and buyer does not reimburse – full amount rec. by Seller = $500,000

· Seller’s AR = $491,010 – the full amount reduced by the $8,990 in tax paid
· Buyer’s basis = $491,010 – the full amount reduced by the $8,990 in tax unreimbursed
	Consider the full amount exchanged

· Buyer pays
· Seller’s AR = $501,010 – the full amount plus the tax paid by buyer
· Buyer’s basis = same as Seller’s AR


Taxes in Connection with Acquisition of Property
· 164(a) (flush language) – taxes incurred in connection with the acquisition of property are not deductible
221 – Interest on Education Loans
· **Interest Deduction is an ATL deductions**

· Rule – 221(a) – TP can deduct interest payments on “qualified education loans”
· 62(a)(17) – Deduction is an ATL deduction
Definitions
· Qualified education loans – 221(d)(1) – any indebtedness incurred to pay for “qualified higher education expenses” incurred by “persons” meeting certain requirements
· Qualified higher education expenses – 221(d)(2) – tuition, books, fees, supplies, and equipment required for attendance at an eligible education institution (i.e., an accredited college or junior college)
· Persons
· Generally, requirements (looks to 25A(b)(3):
· (1) Enrolled on at least a half-time basis

· (2) At an “eligible educational institution”

· Includes accredited post-secondary schools that award bachelor’s degrees, associate’s degrees, and certain vocational credentials

· Includes TP, TP’s spouse or dependents (to be determine at the time the debt was incurred)
Limitations

· 221(b)(1) – max deduction allowed = $2,500
· 221(b)(2) – phases out for individuals with AGI between $70k and $85k ($140k and $170k for joint filers) – phase out is based on the ratio described in (b)(2)
· 221(c) – a person who can be claimed as a dependent is not eligible for the ATL deduction
· 221(d)(1) – does not include indebtedness owed to a TP who is related to the TP, i.e., no intrafamily education loans

Interaction with Other Education Sections
· 221(d)(2) – qualified higher education expenses are reduced by:

· (i) scholarships excluded from income and certain forms of education assistance

· (ii) education expenses excluded under 127 – Educ. Assist. Programs, 135 – Income from U.S. Savings bonds used for higher education tuition and fees, 529 – Qualified tuition programs, 530 – Coverdell education savings accounts
529 / 530 – Tax Favored Ways to Save for Education
529 – Qualified Tuition Program (a/k/a 529 Plan)
· Rule – 529(a), (c)(3)(B)
· Contributions – not tax exempt

· Income / earnings on account – tax exempt

· Distributions to the beneficiary – excluded so long as they are for “qualified higher educational expenses”

Definitions
· Qualified higher education expenses – 529(e)(3) – includes:
· Tuition, fees, books, supplies,  equipment required for enrollment or attendance at an eligible educational institution (e.g., an accredited college or junior college)
· Reasonable room and board for a beneficiary who is a half-time student
· TCJA amendment – tuition at elementary or secondary public, private, or religious schools is also now included, 529(c)(7)
Limitations

· Basically none – very substantial amounts can be contributed – up to amount necessary to fund the qualified higher education expenses of the beneficiary, 529(b)(6)
Interaction with Other Education Sections
· QHEE are reduced by scholarships excluded from income and certain forms of educational assistance
· TP can take a tax-free distribution and claim either 25A credit - i.e., Modified Hope Credit or Lifetime Learning Credit

· HOWEVER distributions cannot be used to cover the same expenses
530 – Coverdell Education Savings Account (a/k/a Education IRA)
· Rule – 530(a), (d)(2)(A)
· Contributions – not tax exempt

· Income / earnings on account – tax exempt

· Distributions to the beneficiary – excluded so long as they are for “qualified educational expenses”

Definitions

· Qualified educational expenses – 530(b)(2)(A) – includes qualified higher education expenses AND qualified elementary and secondary education expenses
· Qualified higher education expenses – 529(e)(3), 530(b)(2)(A)(i) – tuition, books, fees, dormitory costs, supplies, and equipment required for attending an eligible educational institution (i.e., an accredited college or junior college)
· Qualified elementary and secondary education expenses – 530(b)(3)(A) – tuition, fees, academic tutoring, books, supplies, computers, internet access, room and board, uniforms, transportation, and supplementary items required by public, private, or religious schools in connection with the students education

Limitations

· $2k cap on annual contribution - 530(b)(1)(A)(iii)

· Also subject to phaseouts, see 530(c)

· No contributions can be made to a 530 savings account after the beneficiary reaches 18

Interaction with Other Education Sections

· TP can take a tax-free distribution and claim either 25A credit - i.e., Modified Hope Credit or Lifetime Learning Credit
· HOWEVER distributions cannot be used to cover the same expenses
223 - Health Savings Accounts

**HSA contributions are an ATL deduction**
· Rule - 223 – TP can (1) contribute pre-tax AND (2) exclude any employer contributions to an HSA IF:

· They have a high deductible health plan (“HDHP”)

· No other health insurance (not including ancillary coverage such as accident, disability, dental care, vision care, or long-term care)

· Additionally, an income earned in the HSA is not included in the TP’s GI AND distributions are not included in the TP’s income so long as they are used to pay “medical expenses” as defined by 213(d)
· Limits – the annual ATL deduction contribution limit is capped (e.g., in 2018 $3,450)
213 - Extraordinary Medical Expenses

· NOTE! This is not employer provided / insurance reimbursed medical care. See “Employer-Provided Insurance” section.

· Rule – 213(a) – for taxpayer funded “medical care” (i.e., self-paid), TP is allowed to deduct amounts spent on medical care in excess of 10% of AGI

· The 10% of AGI limit is based on the aggregate amount spent during the year

· Medical care – 213(d)(1)(A), Reg. 1.213-1(e) – 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
· Includes:
· (B) Transportation primary for and essential to medical care
· (C) Qualified long-term care services
· (D) Insurance covering things in (A), (B), and (C)
Rules for Specific Sub-categories

· UPSHOT – must relate back to the definition of medical care

· Generally . . . expenses that affect medical condition but are not specifically recommended by a doctor are nondeductible – TP will have a tough time establishing they were purchased for medical reasons

· e.g., a hypoallergenic vacuum cannot be deducted because the TP believes it will help their allergies

· All sub-categories are subject to the 10% of AGI limitation unless noted

Gym Memberships

· Non-deductible – Dr. tells an overweight patient to join a gym to improve their health

· Deductible – Dr. tells an obese patient to join a weight loss program because they are obese

· Difference – obesity is a clinically recognized disease and the weight loss program was part of its cure and mitigation.

Property Improvements for Medical Purposes

· Per se deductible – Rev. Rul. 87-106 - certain improvements are always deducible so long as the TP spends in excess of 10% of their AGI – always deductible as they do not add value to a home 

· Installation of ramps, railings, and lifts and corresponding hardware

· Modification of doorways, hallways, stairs, electrical outlets, and kitchen cabinets
· Deductibility Test – Reg. 1.213-1(e)(1)(iii) - used for other improvements

· Improvements for medical purposes are deductible IF:

· (1) The cost exceeds the increase in value to the property

· (2) There is no reasonable alternative easily accessible

· (3) The expense incurred is reasonable in an of itself

Cosmetic Surgery

· A deduction is allowed so long as the surgery is necessary to correct:

· A congenital deformity (i.e., deformity present at birth)

· Abnormality arising from injury or disease

Prescription Drugs

· 213(b) – Amounts paid for prescription are medical expenses if the drug:

· (*) Is prescribed by a doctor

· (**) Is insulin

Transportation

· 213(d)(1)(B) - Deductible so long as it is primary for and essential medical care

· See Reg. 1.213-1(e)(1)(iv) below

Lodging Costs for Medical Care

· 213(d)(2) – Lodging while away from home to receive medical care is deductible up to $50 per night so long as:

· (A) the medical care received is provided by a physician in a licensed hospital or substantial equivalent

· (B) there is no significant element of pleasure, recreation, or vacation in the travel away from home

· Reg. 1.213-1(e)(1)(iv) – costs related to travel and lodging are not deductible if treatment is available where the TP lives, yet they choose to travel

· Hospitable climates
· Where a doctor orders a patient to travel to a more hospitable climate

· Deductible – travel (maybe)

· Non-deductible – meals and lodging, even if the patient sees a doctor from time to time in the area

Qualified Long-term Care

· 213(d)(1)(C),(D) – “qualified long-term care” services and premiums for qualified long-term care insurance are treated as medical expenses

· Qualified long-term care – 7702B(c) – various medical, rehabilitative, maintenance, and personal care services that are performed for a “chronically ill” person that have been provided pursuant to a plan of care prescribed by a licensed medical professional

· Chronically ill – 7702B(c)(2) – a person who:

· (i) cannot perform two activities of daily living, such as eating and dressing for 90 days

· (ii) is disabled

· (iii) must be supervised in order to avoid harm resulting from their sever cognitive impairment

Educational Costs

· Generally . . . not deductible, personal expenses

· Reg. 1.213-1(e)(1)(v)(a) – costs for specialized schooling to rehab. an illness or disabled individual is deductible

· Supplies for that school – deductible to the extent their costs exceed the value of a “normal” item

· e.g., a book in braille costs $20. The same in regular print is $9. The $11 difference is deductible. 
· Ochs v. Commissioner – costs to send children to boarding school so a caregiver can recover are not deductible
165 - Casualty Losses

· Rule – 165(h)
· IF

· (1) There is a “loss” from a “federally declared disaster”
· (2) That is not reimbursed (fully or partially) by insurance

· THEN – it is deductible in excess of 10% of AGI
· Loss – 165(h) where casualty losses exceed the casualty gains 
· 165(b) – no loss can exceed the TP’s basis in the property

· 165(h)(1) - The loss must exceed $100

· Change in value is determined by comparing FMV immediately before and after the casualty
· Casualty gains - any casualty gains are treated as capital gains

· Federally declared disaster
· TCJA change to tighten ability to deduct
· Pre-TCJA – losses from fire, storm, shipwreck, or other casualty, or from theft were deductible
· Timing
· Generally . . . losses are taken in the year of the disaster

· Alternatively, 165(i) election allows the TP to file an amended return for the prior year and claim the casualty loss in that year.
**

Application Steps

· (1) Confirm the loss does not exceed the TP’s basis in the property
· (2) Reduce net loss amount for any amount reimbursed by insurance
· (3) Reduce the unreimbursed amount by $100

· (4) Calc. the remaining unreimbursed loss LESS 10% of AGI
· If excess – itemized deduction

Example

· Susan looses $20k of personal belonging in a wildfire (assume a federally declared disaster). Her basis in the property is $35k and her AGI in the loss year is $100k. She has insurance that covers $8k of the loss. How much can she deduct?
· (1) Loss does not exceed basis

· (2) $20k is reduced by the $8k of insurance money = $12k. 
· (3) The remaining unreimbursed amount is reduced by $100 = $11,900.

· (4) 10% of Susan’s AGI in the loss year is $100k * 10% = $10,000.
· Susan can deduct $11,900 - $10,000 = $1,900. 
165(d) - Wagering Losses (i.e., Gambling)
· Rule – 165(d) – losses from wagering transactions shall be allowed only the extent of gains from wagering transactions.

· TCJA Change – for tax years beginning after Dec. 31, 2017 and before Jan. 1, 2026, losses from wagering transactions includes any deduction otherwise allowable incurred in carrying on a wagering transaction – i.e., includes casino fees and travel expenses
· Substantiation of losses – to be deductible, losses must be substantiated, i.e., tracked in diary / estimated. 
· For tracking, must include details such as (1) the date and time of wagers and details regarding table #, slot machine #, etc.; (2) the name of the gambling establishment; and (3) the amount won or lost with paper records to support. 
· Professional v. recreational gambler
· Pro – takes as an ATL deduction
· Recreational – takes as a BTL deduction, i.e., cannot deduct unless the TP itemizes
· HOWEVER – note 165(d) is a misc. itemized deduction, so currently disallowed by 67(g) through Dec. 31, 2025 

· Classification as pro or recreational

· Commissioner v. Groetzinger - to be engaged in a trade or business: 

· The taxpayer must be involved in the activity with continuity and regularity; AND 

· The taxpayer’s primary purpose for engaging in the activity must be for income or profit
· HELD – Groetzinger was a pro gambler because he (i) devoted substantial time to gambling; (ii) his primary purpose was for income or profit as he had no other source of income and kept books and records of winnings and losses like a business. 
Mixed Business and Personal Deductions

The “Great Divide”
· Tax law distinguishes between business and personal expenses

· Personal – 262(a) - no deduction for personal, living, or family expenses
· Business – 162(a) - “ordinary and necessary” business expenses are deductible

· Anti-abuse rules are in place to prohibit classifying personal expenses as business expenses – three types:
	Anti-abuse rules

	All or nothing
	Some rules treat expenses as 100% business or personal

· e.g., a luxury hotel room on a business trip – business expense; the cost of joining a golf-club that may generate some business contacts – personal expense

	Bright-line allocation rules
	Arbitrary rules to allocated mixed expenses

· The rule might allow a deduction or credit for a specified portion of expenses

· e.g., employers can deduct 50% of the cost of employees’ business travel meals

	Fact-based allocation rules
	Mixed expenses are allocated with fact-based formulas – these rules require record keeping and substantiation

· e.g., TPs who rent out a residence and use the residence for personal use must allocate expenses of the residence between business use and personal use


212 – Expenses for Production of Income

· Rule – 212 – itemized deduction for the ordinary and necessary expenses associated with the production or collection of income outside of a trade or business
· Two ways this currently applies
· BTL deduction - most generally – see table below related to employee non-personal expenses
· Expenses associated with rents or royalties – ATL deduction, 62(a)(4)
Employee TPs v. Self-employed TPs
· BIG LEAGUE difference between non-personal expenses of employee TPs and self-employed TPs
	Self-employed
	162(a) applies to “ordinary and necessary” business expenses

	Employee
	Depends on if the expense is reimbursed or unreimbursed


**
	Treatment of Employee Non-personal Expenses

	Reimbursed
	The employer deducts the business expense and the employee excludes the reimbursement from GI, Reg. 1.162-17(b)

	Unreimbursed
	Big change resulting from TCJA
· Current Law – 67(g) – no miscellaneous itemized deductions are allowed for any tax year beginning prior to Jan. 1, 2026

· Old Law – 67(a) – for individuals, miscellaneous itemized deductions were allowed only to the extent the aggregate exceeded 2% of AGI

	Unreimbursed expense types no longer deductible

	· Business travel and lodging while away from home
	· Business meals and entertainment (e.g., sporting events)

	· Transportation business expenses
	· Continuing education expenses

	· Subscriptions to professional journals
	· Union dues

	· Professional dues (e.g., state bar ass’n)
	· Professional uniforms (e.g., flight attendants)

	· A home office maintained for the convenience of the employer, - 280A(c)
	· Hobby loss expenses - 183


183 - Hobby Losses

· Key split – 183 distinguishes between:
· Activities engaged in for profit

· Activities not engaged in for profit
· Rule – 183(a) – No deduction is allowed for “activities not engaged in for profit” – i.e., there is no such thing as an “ordinary and necessary” deduction for a hobby business
· Exceptions (sort of)
· 183(b)(1) – deductions that apply regardless still apply – e.g., taxes are still deductible under 164
· 183(b)(2) – hobby activity expenses are deductible up to the amount of GI earned from the activity
Test for Activities Not Engaged in for Profit
	Official rule
	183(c) – “activities not engaged in for profit” are any activity other than those which 162 or 212 are applicable

	Applicable rule
	183(d) – the Rebuttable Presumption

· IF – in 3 of the last 5 consecutive years the activity earns a profit (i.e., GI exceeds the deductions attributable to the activity)

· THEN – there is a rebuttable presumption the activity is engaged in for profit

· Special rule for horse breeding – 2 our of the last 7 consecutive years
**

183(e) – the TP can elect to wait until the close of Y5 to determine whether the presumption is met. 
· If the TP so elects, the SoL on the returns for Y1-Y4 is extended until two years after the return for Y5 is due

	Way to challenge
	Reg. 1.183-1(c) - if the TP’s activity fails the applicable rule test, they can still attempt to establish the activity was engaged in for profit
· Nickerson – TP “need only prove their sincerity rather than their realism”

· Reg. 1.183-2(a) – great weight is given to objective facts as opposed to the TP’s statement of intent

· However – it may be sufficient there is a small change of making a large profit


**
	Nine Factors to Challenge the Failed Applicable Rule Test – 1.183-2(b)

	1
	Whether the TP carries on the business in a “businesslike” manner and keeps complete and accurate books and records

	2
	The degree to which the TP has prepared for the activity, either by study or consultation with experts

	3
	The time and effort expended by the TP in carrying on the activity

	4
	The TP’s expectations that assets used in the activity will appreciate in value

	5
	The success of failure of the TP in carrying on similar activities

	6
	The history of income and losses with respect to the activity

· Losses in the start-up phase are not indicative of the activity being engaged in for profit

	7
	The amount of occasional profits, if any, that are earned, as compared with the TP’s investment in and losses from the activity

	8
	The financial status of the TP

· Modest means – indicates for profit

· Wealthy – indicates a hobby, especially where it may produce a large tax benefit

	9
	The degree to which the activity is for recreation or pleasure


280A - Rental of a Dwelling Used by the TP
· Rule – 280A(a) – a TP-individual cannot take a deduction for use of a dwelling unit that the TP-individual also uses as a residence UNLESS an exception within 280A is met
**
· EXCEPTION for Rental of Dwelling Unit – sub. (a) does not apply to the following situations:
· (1) Rental Only – actually outside of the scope of 280A – trade or business rules apply
· (2) Use for “Personal Purposes”
· (3) Use as a “Residence”
· Big Picture – for personal purposes use or use as a residence, the TP must allocate expenses between use types as whether the expenses relate to (i) rental or (ii) personal / residential use affects if and how the expenses are deductible
Personal Purposes / Residence
Use for Personal purposes 
· 280A(d)(2) - means occupied for a day or any portion of a day during the taxable year by: 
· (A) the TP OR certain relatives of the TP (TP’s spouse, siblings, ancestors, and lineal descendants), or 
· (B) another under an arrangement that allows the TP access to another dwelling unit
· (C) anyone else who does not pay fair market rental value
· EXCEPTIONS to Personal Purposes – the following are not considered use for personal purposes:
· 280A(d)(3) – rental to a relative who pays fair market rental value
· 280A(d)(2) – occupation by the TP for purposes of making repairs

Use as a Residence

· 280A(d)(1) – means use for personal purposes for a number of days which exceeds the greater of:
· (A) 14 days, or
· (B) 10% of the number of days rented at fair value

Expense Types
· Non-profit motivated expenses – deductions allowed without regard to whether the dwelling was used in a trade or business
· Profit motivated expenses – other expenses allocable to the period during which the property was rented
	Expense
	Type
	Code for Deduction

	
	
	Personal
	Rental

	Mortgage interest 
	Could be either:

· NPM - used as a residence

· PM - used for personal purposes
	IF:

· NPM – 163(h)(3)(B)

· PM – non-deductible personal interest, i.e., 163(h)(1)
	62(a)(4) – ATL Deduct – Deduct. Attributable to Rents and Royalties

	Property taxes
	NPM
	164(a) as limited by 164(b)(6)(B)
	

	Maintenance
	PM
	Non-deductible
	

	Utilities
	PM
	
	

	Insurance
	PM
	
	

	Depreciation
	PM
	
	Adj. to basis

	Abbreviations

· NPM – non-profit motivated expenses

· PM – profit motivated expenses


Considerations for Allocation Expenses
· Mortgage interest – the only way to deduct all mortgage interest related to personal use is if the property is used as a residence. Otherwise the personal use portion is lost as non-deductible personal interest.
· 163(h)(4)(A) - defines “qualified residence” related to the 1 residence apart from the principal residence by reference to 280A(d)(1)
· Property taxes – 164(b)(6)(B) limits the personal itemized deduction to $10,000. Only the portion allocable to personal use counts against this $10,000 cap.
Allocation Methodology
	% of Days Used
	% of Total Days in Year

	[Number of rental days] / [Number of days used]
	[Number of rental days] / [Total Days in the Year]


**
· Non-profit motivated expense
· IRS View – Reg. 1.280A-3(d) – use the “% of Days Used” formula
· Judicially Imposed View – use the “% of Total Days in Year” formula
· Profit motivated expenses
· 280A(e) - use the “% of Days Used” formula
IRC Basis for 280A Exceptions

· 280A(b) – always provides an exception for deduction of non-profit motivated expenses
· 280A(e) – specified how deduction of profit motivated expenses works
· 280A(c)(5) – imposes an additional limitation on deductibility of profit motivated expenses when dwelling unit is used as a residence
· Deductibility of profit motivated expenses is limited to:
· GI derived from the dwelling unit (i.e., rental income)

· LESS Non-profit motivated deductions allocable to rental use
· Excess - Any excess can be carried forward to the next year
· Ordering – if limited, deduct the expenses that do not affect the TP’s basis in the property first - i.e., depreciation will be deducted last

· NOTE! – the Judicially Imposed View for allocating non-profit motivated expenses makes the non-profited motivated deductions allocable to rental use a smaller value compared to the IRS View
· Effectively creates a larger gap between [Rental Income] – [Non-profit motivated deductions allocable to rental use] meaning there is more ability to deduct profit motivated expenses in the current year – thanks judges!
15 Day Exception
· 280A(g) – applies where the TP uses the dwelling as a residence and rents it for less than 15 days during the year.

· 280A(g)(1) – the TP is not allowed to take any deduction for expenses

· 280A(g)(2) – the TP also does not include any rental income in GI
Example
FACTS - Billy owns a beachfront vacation condo. During Y1, she uses the condo for 60 days and rents it for 260 days for which she receives a fair rental value of $15,000. During the year she pays the following expenses:  property taxes of $4,800, mortgage interest of $12,000, and $1,600 of maintenance. The Y1 depreciation is $3,200. What is the tax treatment of her Y1 expenses?
ANSWER

· Classification of use
· The condo is used for both personal and rental purposes so 280A will limit her deduction of Y1 expenses. 
· The personal use was as a residence in this case as she used it for 60 days which is greater than 14 days and 10% of the days it was rented (i.e., 26), 280A(d)(1). 
· Allocation
· The non-profit motivated expenses should be allocated using the judicially imposed view based on rental days / total number of days in the year. 
· Here – 260 / 365 = approx.. 71.23% rental use. 

· The profit motivated expenses should be allocated based on the formula in 280A(e) or rental days / total number of days used. 

· Here – 260 / 320 = 81.25% rental use. 
· Discussion of non-profit motivated expenses
· Property taxes
· Property taxes are fully deductible regardless of profit motive (164); however, they must be allocated between personal and rental use to determine what portion is deductible as a personal itemized deduction under 164(a) and what portion is deductible as a ATL deduction under 62(a)(4). 

· Here, $1,381 ends up as personal itemized 164(a) deduction for personal use and $8,548 ends up as a ATL deduction under 62(a)(4) related to rental use. 
· Mortgage interest
· Since this property is used as a residence, the mortgage interest is also deductible regardless of profit motive under 163(h)(3); however, the split for the same reason as above applies. 
· Here, $3,452 ends up as personal itemized 163(h)(3) deduction and $8,548 ends up as a ATL deduction under 62(a)(4). 
· Discussion of profit motivated expenses
· Maintenance / depreciation
· The maintenance and depreciation are profit motivated expense and should be allocated between rental and personal use, 280A(e).  

· 280A(c)(5) Limitation
· Since this property has been used as a residence, the profit motivated expenses are also subject to the 280A(c)(5) limitation. In the current year, no more than the difference between the GI derived from the rental property and the non-profit motivated expenses allocable to rental use can be deducted.

· Here that is $15,000 total GI from rent - $11,967 total non-profit motivated expenses allocable to rental use = $3,033. 
· Of the maintenance and depreciation expenses, $3,900 is allocable to rental use so $3,033 can be deducted in the current year and $867 in the following year. Regarding ordering, expenses that affect the basis of the property go last so all maintenance expenses should be deducted first with depreciation split between this year and next year. 
280A - Home Offices

· Rule – 280A(a) – a TP-individual cannot take a deduction for use of a dwelling unit that the TP-individual also uses as a residence UNLESS an exception within 280A is met
**
· EXCEPTION for Home Office – 280A(c)(1) sub. (a) does not apply to any expense item if it is allocable to a portion of the dwelling unit exclusively used on a regular basis as follows by:
· A business owner or partner
· No longer applicable for an unreimbursed employee per 67(g) 
	(A)
	As the PPB of any trade or business of the TP

	(B)
	As a place of business that is used by patients, clients, or customers in meeting or dealing with the TP in its business

	(C)
	In connection with the TPs business if the office is a separate structure that is not attached to the TP’s home


**The use as a home office must be exclusive**

Applying the Exceptions

A – PPB Exception
	Per se PPB – 280A(c)(1) (flush language)
· IF – TP does management or administration activities from its home office and has no other place of business
· THEN – the home office is a PPB

· e.g., a doctor who independently contracts with hospitals; a charity owner who plans from home and travels to conduct activities – think Atlanta Junior without an office

	Other
· PPB is the most important or significant place for the business considering:

· (i) The activities performed in each of the TP’s places of business
· (ii) The amount of time spent at each of the places of business

· Great weight should be given to where the TP delivers goods or services


· Example – Soliman - NOTE! This case developed the PPB test but came prior to the 280A(c)(1) (flush language)
· Anesthesiologist spent 10 to 15 hrs. per week doing admin. (billing, scheduling, professional reading) at his house and the remainder working at a hospital where he had no office. 
· HELD – based on the TP spending more time at the hospital and the activities performed in each location the expenses associated with the home office are non-deductible. 
· TODAY – result would be different based on the 280A(c)(1) (flush language)
· Example – Moller – case demonstrates that TP must be engaging in trade or business to take deduction.
· Taxpayer’s deducted expenses associated with a home office where they managed their investments. In determining if they were eligible for the deduction, the court drew a distinction between “trading” v. “investing”
· HELD
· “Trading” – short term investment where income is gain on securities – this is a trade or business. 
· “Investing” – long-term investment where income is dividends and interest income – this is not a trade or business, deduction denied. 
B – Place of Business Used for Meetings

	Physical presence required

· Clients must be physically present in the home office and their use of the home must be substantial and integral to the conduct of the TP’s business
· Phone calls with patients, clients, or customers from the space do not count


Limitations on (c)(1) Exceptions
· 280A(c)(5) – the home office deduction is limited to:
· The TP’s GI derived from use of the home office
· LESS deductions allowed for the TP’s non-profit motivated expenses of the home office
280A(c)(1) – Safe Harbor
· Rule - TP may deduct the “prescribed rate” times the square footage of the TP’s home office
· Prescribed rate = $5 / sq. ft.

· Square footage cannot exceed 300 sq. ft.

· Election - The TP must elect to use the safe harbor on an annual basis
· Other Deductions Allowed
· TP can still deduct as itemized deductions non-profit motivated deductions (e.g., qualified residence interest, property tax deductions)

· TP can still deduct business expenses unrelated to the TP’s use of the home office (e.g., advertising, wages, and supplies)
Limitations

· Safe harbor deduction is only allowed to the extent GI from the business exceeds the sum of:

· (1) The TPs non-profit motivated deductions – i.e., those taken as itemized deductions

· (2) The deductible business expenses unrelated to the TP’s use of the home

280F – “Listed Property” – Automobiles
· Section 280F limits a TP’s business depreciation deduction for certain “listed property” that is mixed use
· 280F(d)(4)(A) – “Listed Property” includes cars or other transportation vehicles and any property generally used for entertainment or recreation
· EXCEPTION – “listed property” does not include certain types of vehicles – e.g., delivery vans, moving vans, cars used in business to transport passengers

· Rule
· IF - a TP does not use listed property for business purposes more than 50% of the time (which needs to be substantiated by records)

· THEN – 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 accelerate depreciation
· Must be taken using straight line depreciation

· 50% One Year / Less the Next
· TP must switch to straight line depreciation for the current year
· TP must also recapture the excess depreciation which is the difference between the accelerated depreciation in the earlier year and the SL depreciation from the earlier year and report this amount in GI in the current year
Travel and Entertainment Expenses

· Generally – 162 allows for deduction of ordinary and necessary expenses in carrying on a trade or business
· Travel and entertainment are “ordinary and necessary” but have personal consumption elements attached to them
· 162(a)(2) and 274 are in place to limit abuse

162(a)(2) – Rules for Deductibility of Travel

· 162(a)(2) – TP can deduct travel expenses, including the cost of meals and lodging if the following are met:

· (i) the travel expenses are reasonable and appropriate

· (ii) the expenses are incurred while the TP is “away from home”

· (iii) the expenses are motivated by exigencies of the TP’s business, not personal preference
· REMEMBER - 67(g) – employees cannot deduct unreimbursed travel expenses because misc. itemized deductions are disallowed by TCJA
Determining “Away from Home”
· Away from home – TP is away from home if TP is away overnight

· Test for home - Hantzis – considering facts and circumstances, expense must be driven by exigencies of the TP’s business and not TP’s preference

· TP was a law student who lived in Boston normally. TP attempted to deduct living expenses associated with living in NYC for 10 weeks during an internship. 

· HELD – no deduction because TP chose to live in Boston for personal reasons so having the location in NYC was unrelated to exigency of business. 
· Home, Other Issue - Rosenspan – to be “away from home” you must have a “home”
· TP traveled constantly for work. He filed taxes and voted from his brother’s house, but never stayed there. 

· HELD – disallowed deduction because he had no home to be away from. 
Meals, Recreation, and Entertainment

	Pre-TCJA

· Meals, recreation and entertainment expenses incurred in the business setting were deductible provided:
· The item was “directly related” to the TP’s trade or business (i.e., not a general goodwill creator)
· The item proceeded or followed “a substantial and bona fide business discussion” and was “associated” with the TP’s trade or business

	Post TCJA

· 274(a) – deductions are not allowed for “activities of a type generally considered to constitute entertainment, amusement, or recreation”
· Does not matter if they are directly related to or associated with the TP’s business


Specific Items Under 274

· 274(e) – Exceptions
· 274(e) provides a number of exceptions to 274(a)
· 274(e)(5) – Bona Fide Meetings – a deduction is allowed associated with bona fide business meetings
· Bona fide – Reg. 1.274-2(f)(2)(vi) – a bona fide meeting has the primary purpose of discussing business, not social pleasure
· REMINDER – 274(e)(5) must also meet the 162(a) “ordinary and necessary” requirement
· Moss – a three partner law firm held daily business lunches to coordinate work. Likely a bona fide meeting under 274(e)(5); however, coordination between three people does not require a daily lunch so it is not ordinary and necessary.
· Meals
	
	Reimbursed by employer – not as compensation
	Reimbursed by employer – as compensation

	Employer
	274(n) – deductions for meals (not captured by 274(e)) are limited to 50% of the amount spent
	162(a) - Full amount is deducted as salary expense

	Employee
	All expenses offset the reimbursement for a net zero inclusion
	61(a)(1) - Full amount should be included in income


· Dues or fees to Athletic, Sporting, or Social Clubs
· 274(a)(2)(A) – generally, not deductible
· 274(a)(3) – dues paid to a club with the principal function of entertainment (e.g., country clubs, airline clubs) are not deductible.
· Club dues as meals – any portion of dues for meals is subject to 274(n)

· NOT Included – dues for professional or labor associations, e.g., associations
· Business Gifts
· 274(b) – deductible only up to $25 per year per recipient
Mixed Business and Personal Travel

· Deductibility depends on:
· (1) The primary purpose of the travel – business or personal
· (2) If business - domestic or international

· (3) If international – time spent between business or personal

	Step 1 – Primary purpose
	Personal – Reg. 1.162-2(b)(1) – there can be no deduction of travel expenses even if the TP conducts some business while on the trip
· However, TP could still deduct other trade or business expenses
Business – depends on domestic or international



	Step 2 – If business – domestic or international
	Domestic – TP can deduct all of the travel costs other than additional personal costs
International – depends on time spent between business and personal



	Step 3 – If international – time spent between business and personal

	IF:
· The travel time exceeds one week; AND

· 25% or more of the total is spent on personal activities

THEN – the TP must allocate travel costs, including airfares, between the personal and business components of the trip, 274(c)(1).
**

NOTE! – If the trip does not exceed a week OR if less than 25% is spent on personal activities then domestic travel rules apply, 274(c)(2). 



Example – Jeff, a KPMG transfer pricing professional from Atlanta, GA takes a week-long trip that is primarily for business to DESTINATION and extends the trip to spend an additional week exploring DESTINATION. 
	DESTINATION
	Boston
	Helsinki 

	EXPENSE
	
	

	Airfare
	Fully deductible
	Allocated between business and personal use

	Lodging
	· First week – fully deductible

· Second week – not deductible (additional personal expense)
	Same

	Meals
	· First week – fully deductible

· Second week - not deductible (additional personal expense)
	Same


Travel for Conventions Outside North America
· 274(h)(1) – No expenses can be deducted unless the TP can demonstrate it is reasonable to hold the meeting outside North America. 
Travel for Education
· 274(m)(2) – No deduction is permitted
Travel and Entertainment – Recording Requirements

· 274(d) – no deduction or credit is permitted for travel expenses or the cost of business gifts unless the TP substantiates the expenses by adequate records, preferably made at or near the time of expenditure
· EXCEPTIONS
· Reimbursed employee expenses under $75

· Automobiles – TP can deduct an amount per mile instead of tracking actual expenses

· Meals – TP can deduct an amount based on per diem without having to substantiate actual expenses
Childcare Expenses

· See also 21 – Childcare Credit; 129 – Exclusion for employee childcare expenses reimbursed 
· Deductibility Rule – childcare expenses are nondeductible personal expenses
Commuting Expenses

· Rule – Reg. 1.262-1(b)(5), 1.162-2(e), Commissioner v. Flowers
· Commuting costs are a result of personal choice and are nondeductible
EXCEPTION
	1 – Temporary Job Site

· IF – TP has a regular work location but take a temporary assignment at a different location
· THEN - the TP can deduct travel costs of traveling to and from the temporary job site
· Qualifies as an “ordinary and necessary” expenses paid or incurred in carrying on a trade or business
· NOT a 162(a)(2) away from home deduction


	2 – “Away from Home”
· Where TP is “away from home” TP’s costs of commuting to and from work are deductible under 162(a)(2)
· Three requirements of a 162(a)(2) expense must be met
· (i) the travel expenses are reasonable and appropriate

· (ii) the expenses are incurred while the TP is away from home – i.e., away overnight

· (iii) the expenses are motivated by the exigencies of the TP’s business, not personal preference
· Hantzis – considering facts and circumstances, expense must be driven by TP’s business and not TP’s preference – no choosing to live in Birmingham and expensing an apt. in Atlanta
· Rosenspan – to be “away from home” you must have a “home” – i.e., no couch surfing consultants



	3 – Transportation of Job-related Tools
· TP can deduct “additional” costs of transporting job-related tools above the highest cost attributable to normal personal choice
· Fausner v. Commissioner
· No tools, TP would take the subway for $2 / day or drive and park for $3 / day.

· With tools, TP had to drive with a trailer and it costs $8 / day. 

· HELD – TP was allowed a $5 deduction / day – i.e., the difference between bringing the tools and his otherwise available options based on personal choice. 


Legal Expenses

· Rule – depends on business or personal
	Expense type
	Rule

	Personal
	Non-deductible personal expense

	Business
	212 – deduction is allowed related to the production of income
162 – deduction is allowed for ordinary and necessary business expenses incurred related to the production of income
· EXCEPTION – legal fees must be capitalized where they are:
· Incurred in connection with the acquisition of property that has a useful life that extends beyond the close of the year in which the expense is incurred


Test – Deciding between Business and Personal
· Depends on the “origin of the claim” – not the claims potential consequences
	Scenario
	Deductibility

	TP runs a family business. Can the TP deduct legal fees incurred related to divorce related to defend against his now ex-wife’s claim on a controlling interest in the business?


	United States v. Gilmore – No. Divorce has a personal origin.

	Legal fees incurred by the sole proprietor of a donut shop in connection with a contract dispute with a distributor regarding supplies. 


	Deductible under 162 as an ordinary and necessary business expense

	Legal fees incurred by an individual TP in obtaining an injunction against a noisy and obnoxious neighbor.


	Likely a personal expense – non-deductible.

	Legal fees incurred in defending the TP, who is a clinical psychologist, against an assault filed by the TP’s neighbor. The TP is spending large amounts to defend himself because it is a smaller community and the result will have a tremendous impact on his business reputation.


	Not deductible. The original of the claim is personal.

	Legal fees incurred by a TP, an employee of MaltCo., in defending against a wrongful death action arising out of a car accident after the MaltCo. company Christmas party, which all employees are encouraged to attend. At the time of the accident, the TP, who was very intoxicated, was on his way home and was driving a company car. The P has filed suit against both the TP and MaltCo.
	The decision between business and personal is a close call. Arguably personal as drinking is a personal choice. Could also say business given the purpose of being out. 

Regardless, if business, they will not be deductible as the fees would not be ordinary and necessary in carrying on a trade or business.


Other – Legal Fees

· 62(a)(20) – fees related to a discrimination suit are an ATL deduction
· 67(g) – an employee with unreimbursed legal fees could seemingly deduct the fees under 212; however, likely prevented by 67(g)
Educational Expenses
· See also – Educational Credits and Personal Deductions, Interest on Education Loans
· Key distinction – (*) expense of being in the profession v. (**) personal expense incurred to join the profession
College Education
· Rule – Nondeductible – considered a personal expenditure
· Carroll v. Commissioner – police officer was denied a deduction for college tuition incurred to earn a degree to become a detective.
· HELD – tuition was a personal expense, not an expense related to being in the profession of being a detective. 
Other Education
· Rule – TP is allowed a 162 deduction for educational expenses if the education either:
· (i) Maintains or improves skills required in the TP’s trade or business

· (ii) Meets the legal or regulatory requirements for the TP to continue to work in the trade or business
· Continuing Education - Employee v. Self-employed
· Self-employed – ATL 162 deduction is available for continuing education as a necessary business expense
· Employee
· Reimbursed – employee can exclude the reimbursement and employer can deduct the expense

· Unreimbursed – no deduction, TCJA disallowed all misc. itemized deductions under 67(g)
· Pre-TCJA – BTL deduction for continuing education as a miscellaneous itemized deduction would have been applicable
Corporation Deductions (Primarily)
Net Operating Losses

· §172(a), (b)(1) – a net operating loss suffered in any year can be carried forward to future years and used to offset up to 80 percent of the taxpayer’s income in future years

· Can apply to both individuals and businesses (however, salaried employees cannot have NOL)

· Example – B loses $500k in Y1 but earns $600k in Y2. In Y3, B earns $800k.

· Y2 taxable income is reduced by 80% of the Y1 loss = $600k – ($500 * 80%) = $600k - $400k = $200k. 

· Y3 taxable income is reduced by the remainder of the Y1 loss (i.e., it carries forward) = $800k – $100k = $700k
Tax Rates

Capital Gains

· Capital gains are taxed at favorable rates

· What is not capital gain – i.e., what is ordinary income

· Operating income from a business
· Salary income

· Dividends

· Interest

Taxation of Capital Loss

· Different for individuals and corporations

· Generally . . . not treated favorably

Individuals

· 1211(b) – losses from sales or exchanges of capital assets are allowed only to the extent of the gains from such sales or exchanges PLUS (where losses exceed gain) the lower of:
· (1) $3,000 ($1,500 for MFS), or
· (2) the excess of such losses over such gains
· Carryover
· No limit on time-period for carryover
· Example
· Assume a TP with a $10k capital loss and no offsetting gain. It will take this TP 4 years to fully take the loss (i.e., annual loss of plus the lower of (1) and (2) where they always used (1)). 
Corporations

· 1211(a) – losses from sale or exchange of capital assets are allowed only to the extent of gain from such sales or exchanges
· Carryback and carryover – 1212(a)(1)
· Where losses exceed gain
· (A) Losses can be carried back for three years – so long as they do not produce NOL
· (B) Losses can be carried forward for 5 years
Taxation of Capital Gain
· Different for short term gain v. long term gain
· Short term gain (or loss) – 1222(1), (2) – gain (loss) on a capital asset held for one year or less
· Long term gain (or loss) – 1222(3), (4) – gain (loss) on a capital asset held for more than one year
· Capital asset held for: 
· Exactly one year – short term

· One year + one day – long term

Short Term Gain

· Taxed at ordinary income rates
Long Term Gain

· Taxed in three separate groups – the Cap. Gains Clubs
	Group
	Membership Defined

	28% Gain Group

· Gain taxed at lower of 28% and TP’s marginal OI rate
	Group is very exclusive – includes:
· Collectibles – e.g., artwork, antiques, rugs, gems, metals, stamps, wines, coins – see 480(m)
· Taxable portion of the capital gain on 1202 stock (small business stock / founders stock)

· Stock issued by a C corp. with assets of $50m or less that operates in certain categories (e.g., law, accounting, health, etc.)
· 1202(a) currently allows for 100% exclusion
· 1202(b) – any excluded portion falls into “Other Gain Group
· ASSUME – for Intro to Income Tax – 100% exclusion applies to all 1202 stock – treat as part of the 28% gain group


	25% Gain Group

· Gain taxed at lower of 25% and TP’s marginal OI rate
	Includes:
· Gain (the only option for this group is gains) from the sale of depreciable real property the TP has held for more than one year to the extent the gain is attributable to unrecaptured depreciation (i.e., the straight line depreciation the TP has taken on the real property)
· See interplay with 1231

	Other Gain Group

· 0% rate – TI up to $77,200

· 15% rate – TI between $77,201 - $479,000
· 20% rate – TI above $479,000 

· **Pre-TCJA rates were based on TP’s OI bracket
	Includes:
· Anything not in 28% or 25% gain group

· Qualified dividend income

· Dividend income is usually OI; however, taxed as CG where “qualified”
· Qualified dividend – TP has held for sufficient holding period 
· Not qualified if held for 60 days or less during the 121-day period beginning on the date that is 60 days before the stock becomes ex-dividend


Example of 25% gain group

· TP has LT gain from the sale of real property of $50k. $40k of which is attributable to straight line depreciation deductions. 
· $40k is included in the 25% gain group.

· $10k is included in the other gain group.

· Add $100k basis and sale for $110k after depo deduction
Netting will not be on exam for Intro to Income Tax
Netting of ST and LT Gains / Losses (move to Level 4 Heading if used later)
**Netting will not be an exam item for Intro to Income Tax**
	Step 1


	The first step is to divide the TP’s capital gains and losses (i.e., gain or loss on the sale or exchange of a capital asset) into these categories:

· (i) ST capital gain group

· (ii) gain and loss in the 28% gain group

· (iii) gain in the 25% gain group

· (iv) gain and loss in the Other Gain Group

	Step 2
	Net ST gains and losses



	Step 3
	Net LT gains and losses

· INTERMEDIATE STEP – net the LT gains and losses within each of the LT groups
· If a net loss from 28% group, use it to first reduce gain from 25% group then to reduce any net gain from the Other gain group

· If a net loss from the Other gain group, use it to first reduce gain any net gain from the 28% group then to reduce any gain in the 25% group



	Step 4
	Basic premise is that rate groupings are carried through and loss rules apply

**
IF after netting TP has
· Both ST / LT gain or ST / LT loss
· Gain – all groups are taxed at appropriate rates (i.e., 28% group at 28%, ST gain at OI rates)
· Loss – 1211 loss rules apply
· ST gain / LT loss or LT gain / ST loss
· THEN TP must net the remaining gain and loss
· For LT gain – TP has net LT capital gain and various rates apply

· ST gain first reduces 28% group then 25% group, finally other group
· For ST gain – TP has net ST capital gain and OI rates apply
· For loss – 1211 loss rules apply


1221 - Capital Asset - Defined
· Rule of Thumb Definition
· Capital gain – synonymous with “gain on investment”
· Ordinary income – operating income from a business, salary income, dividends, interest income

· IRC Definition
· Capital gain – gain or loss on the sale or exchange of a capital asset
**

1221(a) – Capital Asset Defined
**Construe categories broadly so less is considered capital gain**
· 1221(a) – “Capital asset” means property held by the TP (whether or not connected with its trade or business), but does not include . . .
	“Capital asset” means property held by the taxpayer, but does not include

	(1)
	Inventory or property held for sale to customers in the ordinary course of business

	(2)
	Depreciable property or other real property used in the TP’s trade or business

· However, gain from the sale might still be taxed at CG rates – see 1231

	(3)
	Patents, inventions, models, or designs (whether or not patented), secret formulae or processes, and certain copyrights and literary properties

	(4)
	AR or notes receivable acquired in the ordinary course of trade or business

	(5)
	Certain U.S. government publications

	(6)
	Certain commodities derivative financial instruments held by a commodities derivatives dealer

	(7)
	Hedging transactions which are identified as such in advance

	(8)
	Supplies of a type regularly used or consumed by the TP in the ordinary course of business


1221(a)(1) Breakout – Inventory or Property Held for Sale to Customers
· Easy Examples – the shoe store’s shoes, a grocery store’s apples, the coffee shop’s coffee

· Issue for Analysis – a teacher continually purchases, refurbishes, and resells cars in his spare time. Over the course of 10 years the teacher makes just as much doing this as they do teaching. Are the cars inventory?
· This often comes up with a real estate side business – tricky because with real estate only a few sales can support a person (for analysis his on improvements, advertising, importance of activity)
	Official test – the following factors are used to determine if it is inventory – the more factors are met the more likely it is not capital gain



	· Frequent or numerous sales
	· Advertising

	· Significant improvements
	· Purchase and retention with a goal or ST resale

	· Brokerage activities
	· The importance of the activity in relation to the TP’s other activities and sources of income


Individual Stock Trading
· Individuals stock trading / selling other financial securities always results in capital gain – never produces ordinary income or loss
· Van Suetendael v. Commissioner – TP had significant losses from traded. to preclude the TP from taking OI losses (i.e., more beneficial) the court held stock was not property held for sale to customers within 1221(a)(1) because the customers were unknown persons.
· Swartz v. Commissioner – securities were capital assets in the hands of a full-time commodities trader. The only way they get classified as OI is if they are sold by a commercial brokerage. 
· This includes virtual currency.

1221(a)(7) – Hedging Transactions
· **Almost always used by corporations**
· What is a hedging transaction?
· A way to reduce the risk of investments – usually involve futures or options
· Frequently arise related to raw materials that have fluctuating prices
· Tax Treatment

· 1221(a)(7) – hedging transactions, which are identified as hedging transactions before being entered into, are noncapital assets
· To qualify, the hedging transaction must involve noncapital property being hedged – e.g., property that might otherwise be inventory
· Relevance

· Corporations are limited by 1211(a) to deduct losses from the sale of capital assets to the extent of gains
· They want hedging transactions to be included with inventory and get treated as OI to avoid losing the ability to deduct a loss on them
· Example
· Dave owns an oatmeal company. 

· His raw material is oats. Dave can sell the oatmeal he produces from one bushel of oats for $5.

· Currently, oats cost $4 per bushel (assume Dave has no other costs). Dave decides $1 profit is good enough and enters a “futures contract” that obligates him to take delivery of a certain quantity of oat bushels the following month for $4. 

· The following month rolls around and the price of oat bushels drops to $3.

· Assume that instead of sticking with his futures contract Dave decides to “close out” the contract for the breakage price of $1 per bushel. 

· For the following month Dave sells for $5 and has costs of $3 per bushel and $1 per bushel for closing out the futures contract.
· Treatment as OI – if Dave can treat the loss on the futures contract as OI, he’s effective in the same position as if he bought and sold oats at $4 per bushel – i.e., OI of $1. 
· Treatment as CG (non-preferred) – if Dave must treat the loss as capital loss he now has $2 of OI and $1 of capital loss which he may or may not be able to offset. 
· NOTE! – Different Issue for Commodities Dealers
· 1221(a)(6) – commodities derivative financial instruments (could be hedging transactions) held by commodities dealers 
· This applies in the case of a commodities dealer speculating
1231 – Treating Non-capital Assets as Taxable at CG Rates
· **Head TP wins, Tails IRS loses rule**
· Big picture – allows TP to treat net section 1231 property gain as capital and net section 1231 loss as ordinary
· What is Section 1231 Property?
· 1231(b)(1) – 1231 Proper is:
· (*) Real or depreciable property used in a trade or business (i.e., property subject to a depreciation allowance under 167) 

· (**) that has been held by the TP for more than one year.
· Tax Treatment of 1231 Property
	Where there is net section 1231 gain
	1231(a)(1) – gains and losses are long-term capital gains and losses

	Where there is net section 1231 loss
	1231(a)(2) – gains and losses are ordinary income


· 1231(c) - Recapture of Net Ordinary Losses
· Rule

· IF – TP recognizes net sec. 1231 gain in a taxable year but has taken a net sec. 1231 loss within the last five years
· THEN – the losses are “recaptured” by characterizing the amount of gain in the current year as ordinary that equates to the amount of prior year sec. 1231 ordinary loss 
· Could be all of it
· Purpose – prevents timing asymmetry
· Without 1231(c), a TP could sell depreciable property at a loss on Dec. 24, Y1 to take an ordinary loss in Y1 and sell depreciable real property at a gain on Jan. 3, Y2 to have capital gain in Y2. 
Application Steps for 1231(a)
· S1 – net sec. 1231 property gains against sec. 1231 property losses for the taxable year

· S2 – apply either the gain recognition or loss recognition rules

· S3 – where there is net sec. 1231 gain, consider if there have been non-recaptured net sec. 1231 losses in the prior 5 years
· S4 – where there is sec. 1231 gain, consider the 1245 and 1250 recapture rules (below)
Example

· TP has a truck and a building. On the truck sale the TP will recognize $10,000 of gain. On the sale of the building the TP will recognize a $50,000 loss. Assume TP sells both in the same year.
· S1 – net sec. 1231 loss of $40,000.
· S2 – this will be treated as a $40k OI loss, 1231(a)(2). 

· S3 – N/A in this hypo. 
· Now assume TP sells the building in Y1 and the truck in Y4. 

· S1 – for Y4, TP will have net sec. 1231 gain of $10k.
· S2 – this will be treated as a capital gain.

· S3 – however, since the TP recognized $40k in ordinary losses in Y1, the $10k will be reclassified as ordinary in Y4 to offset the prior loss. 
1245 & 1250 - Depreciation Recapture
1245 – Depreciation on Non-Real Property
· What does it do? – recharacterizes gain from sec. 1231 property (which would be treated as capital gain) to OI “to the extent of prior depreciation on the asset sold”
· Alternative statement – on the sale of sec. 1245 property, the TP includes OI equal to the lesser of:

· (i) the gain recognized where it does not exceed the depreciation; or
· (ii) the prior depreciation taken on the asset sold

· When does it apply?
· Section 1245 applies if:

· (*) Depreciation is allowed on the property under 167; and

· (**) The property is one of the types listed in 1245(a)(3)

· Personal property
· Other tangible property (not real property or structural components)
· Example – In Y1, Iepie pays $10k for a carton folding machine to use at her packaging business. Per 167 and 168, Iepie can deduct the entire cost as bonus depreciation in Y1, 168(k). Assume In Y3 Iepie sells the machine for $2k.
· Depreciation is treated as a non-capital expense and reduces tax paid on OI – i.e., depreciation “deduction.”
· Sec. 1231 would allow Iepie to report the $2k as LT capital gain which would be taxed as part of the Other gain group. 
· This creates an asymmetry because without the depreciation there would be no gain for tax purposes. As such . . .

· Sec. 1245 “recaptures” the $2k and treats it as OI.
· Facts change – assume the machine sold for $13k. 

· Sec. 1245 would “recapture” the prior depreciation taken, i.e., $10k, with the remainder being treated as a LT CG, i.e., the $3k. 
1250 – Depreciation Recapture on Real Property
· When does it apply?
· 1250 applies to recapture gain from the sale of real property to the extent of depreciation in excess of straight line depreciation
· Application today . . .
· Effect of 1250 is muted because of 168(b)(3) – real property placed into service after 1986 is depreciable only by straight line method

Exceptions to 1221 Capital Asset Classification Rules
· 1221(b)(3) – Self-created musical works

· 1235 – Patents

· 631 – Timber, coal and iron ore

1221(b)(3) – Self-created musical works

· Normal treatment - 1221(a)(3) would typically classify a self-created musical composition or copyright as not a capital asset
· Exception – 1221(b)(3) – either of the following can elect to classify the sale of a self-created musical composition or copyright as capital gain as opposed to OI
· The creator

· A donee of the creator who retains the donee’s basis in the creation
1235 – Patents
· Normal treatment – 1221(a)(3) would typically classify a patent as not a capital asset

· Exception – 1235 provides that a creator of a patent can generate LT capital gains on the transfer of “all substantial rights” to a patent where eligible
· Eligibility – the TP must be either
· The creator of the patent

· Someone who took a flier on the patent - One who bought the patent prior to it being put into practice who is not: 

· Related to the creator; or

· Is not the creator’s employer.
631 – Timber, coal and iron ore
· Normal treatment – cutting and selling timber (631(a), (b)) and selling coal or iron ore (631(c)) would normally produce OI
· Exception – 1231 can be used to reclassify gain on the sale for: 

· all timber activities

· qualifying coal or iron ore activities
Example - Capital Gains – Applied
	Description of gain
	Capital gain?
	Applicable rate group

	Gain from the sale of the TP’s principal residence
	Yes
	Other gain group 

· Not 25% gain group as there is no depreciation on a personal asset

	A sale of art held for sale to customer’s in the TP’s art gallery business
	No 
· 1221(a)(1)
	Ordinary income rates apply

	A stock sale by a shareholder-employee who has already made an 83 inclusion
	Yes
· CG because gain in year of inclusion would have been ordinary
	Other gain group

	A sale of a delivery van used solely in the TP’s business for $4k – assume the TP fully depreciated the van prior to sale
	True
· Not a capital asset, 1221(a)(2)
	LT CG rates apply – see 1231

	A sale of a rental duplex owned by a law firm partner for several years.
· Purchased for $2m

· Took $200k of dep. deduct.

· Sold $2.3m

· Gain = AR – AB; $500k = $2.3m - $1.8m
	No
· Not a capital asset, 1221(a)(2)
· §1250 applies to Depreciable real property used in a trade or business – CG, however, is not recharacterized as OI where TP has only taken straight line depreciation deductions
	LT CG rates apply
· 25% group for $200k of unrecaptured depreciation
· Other gain group for excess $300k

	A sale of a case of bottles of rare wine from the TP’s personal wine collection. The TP is an accountant who bought the wine in Y1 for $500 and resold it in Y26 for $12k. 
	Yes

· Not inventory
	LT CT rates apply – specifically, the 28% group as the wine is a “collectible”

	Receipt of $10k of dividends on stock of a U.S. company held by a U.S. shareholder for two years.
	No
· Dividends are OI
	Despite being OI – the Other gain group applies because they satisfied the holding period

	Receipt of $1k of interest on bonds of a U.S. company held by a U.S. bondholder for two years. 
	No

· Interest is OI
	Ordinary income rates apply


Skirting 1221 – Creation of a Property Right
· 1221 defines capital asset as “property” held by the TP but does not include . . .
· Can the TP create a “property right” related to collection of an ordinary income item (i.e., rents, dividends, salary, etc.) to create a “capital asset” taxed at preferred rates?
· NO! HELD – for tax purposes:

· The sale of the right to income from property

· For a limited time period

· By a TP who holds the rights to the income from the property thereafter (i.e., a reversionary interest)

· (1) Does not count as a sale or exchange of property
· (2) Does not generate capital gain or loss

· (3) Does not allow the TP to offset their basis in the property by the amount received.

· CROSS APPLICATION – this applies to the tax consequences of “carved-out” interests discussed below.
Other Topics Related to Capital Gain
· Sale of a business
· For tax purposes, when a business is sold each part is treated as separately sold and taxed appropriately
· Goodwill – capital assets

· Buildings in which the business was conducted – Sec. 1231 property backstopped by 1250.
· Depreciated non-real property (e.g., machinery) – Sec. 1231 property backstopped by 1245
· Non-capital assets (e.g., inventory) – OI
· S1 – the purchase price is allocated among the assets based on the classification of the asset and its FMW

· S2 – the seller then computes the amount and character of gain or loss on each asset

· Applies to all sales – e.g., if a partnership owns an unincorporated business and one partner buys the other out – the partner’s gain is calculated under this approach. 
· Judicially Imposed Recapture
· In situations where the code does not impose a recapture rule, a court may impose one
· Arrowhead v. Commissioner – two TPs recognized capital gain on stock when the liquidated their corporations. Four years later the TPs were required to pay a liability of the liquidated corporations and took an ordinary deduction.
· HELD – despite the absence of a sale or exchange in the year of payment, the payment should be characterized as capital loss because it was connected to the prior capital gain. 

1411 - Net Investment Income

· Net Investment Income Tax (“NIIT”) – Net investment income (“NII”) is subject to an additional 3.8% tax

· Purpose – fund medicare

· What is NII?
· NII – 1411(c) – investment income less deductions allocable to investment income

· Investment income – 1411(c) – gain from the disposition of property, interest, dividends, rental and royalty income, annuities, income from businesses that trade in financial instruments or commodities, and income from businesses that are treated as “passive” activities of the TP (i.e., 469)
· There are excluded items – e.g., tax exempt bonds

· Not investment income – distributions from qualified pension plans, wages, unemployment compensation, self-employment income and income from an active trade or business
· Deductions – investment interest expenses, advisory and brokerage fees, expenses related to rent and royalty income)

· Computing NII – capital gains are offset by capital losses
· Application of NII
· S1 – determine the lesser of

· (1) NII, or

· (2) The TP’s excess AGI over a “threshold” amount

· MFJ - $250k

· Other - $200k

· S2 – multiply 3.8% by the amount from SI to determine NIIT
· **The key to application is the interplay between AGI and NII – what can you exclude from AGI??**
Example
· In Y1, Jeff, while employed as a highschool teacher purchased $10k of JumpCo. stock. He began law school in Y2 and graduated in Y5. In Y6, Jeff worked as a junior associate at a Beverly Hills entertainment firm and was paid $80k in salary. In March Y6, Jeff received $10k of dividends from JumpCo. stock. In June, Jeff sold the JumpCo. stock for $100,000.

· (a) How much is Jeff’s Y6 NIIT?

· Jeff’s NIIT is $0 because his salary does not exceed the threshold amount of $200,000, 1441(b)(3). 

· To calculate NIIT, the first step is to determine the lesser of (1) NII, or (2) the TP’s excess AGI over a “threshold” amount. Here, Jeff’s NII is $100,000 or $10k in dividends + $90k in gain from the sale of stock. His AGI is $180k (i.e., salary + NII), which does not exceed the threshold amount, as such, his NIIT is $0. 

· (b) Instead, Jeff is a junior associate at a N.Y. firm and earns $160k per year. How much is Jeff’s Y6 NIIT?

· The first step is to determine the lesser of the (1) NII; or (2) the excess of the TP’s AGI above a threshold amount. Again, Jeff’s NII is $100k. Jeff’s AGI is approximately $260k, so $60k above the threshold amount, 1411(b)(3). 

· Jeff’s AGI is $60k * 3.8% = ($260k - $200k) * 3.8%

· (c) Instead, Jeff is a senior associate and earns $340k per year. How much is Jeff’s Y6 NIIT?

· (1) NII is again $100k. Now, Jeff’s AGI above the threshold is $140k. As such, the NIIT will be calculated based on Jeff’s NII * 3.8% = $100,000 * 3.8% = $3,800. 

Credits

· Credit – reduces TP’s liability dollar-for-dollar
· Three types of credits:  

· Refundable 

· Non-refundable
· Partially refundable

· Refundable / partially refundable – the credit can reduce the TP’s liability below zero and generate a refund

· Nonrefundable – credit can reduce the amount owed to zero, but not below zero

31 – Taxes Withheld on Wages
· **The most commonly applied credit**

· Credit type:  fully refundable

· Rule – 31(a)(1) – the income withheld from an employees’ pay shall be allowed as a credit
32 – Earned Income Tax Credit

· Credit type:  fully refundable

· Purpose – offset to the payroll tax for the working poor

· Rule – 32(a)(1) – EITC = the “credit percentage” of an eligible TP’s “earned income” up to the “earned income amount”
· Credit percentage – an amount that fluctuates by number of children set annually by the Service from a Rev. Proc.
· Earned income – 32(c)(2) - wages, salaries, tips, and other employment compensation and income form self-employment (does not include pensions or annuities). 
· Earned income amount – the total amount of income that can be considered for purposes of computing the credit - amount fluctuates by number of children
· Common question – which parent claims the EITC?

· The “custodial parent” – the parent may be asked to prove where the child spent the night each night of the year to establish who the “custodial” parent is 
· Example – for 2018 the credit percentage for a TP with two or more qualifying children was 40%. The earned income amount for a TP with more than one qualifying child was $14,290. Assume Leo is a single dad of twins that works as a cashier at a sporting goods store. Leo makes $20k per year in salary.

· Leo can claim the EITC = 40% * $14,290 = $5,716. Leo is limited to the earned income amount as his earned income exceeds the amount. Had he earned $13,000 his EITC would be 40% * $13,000.  
25A – Modified Hope Credit / Lifetime Learning Credit
· Modified Hope Credit is a/k/a “American Opportunity Credit”
· For either – 25A(g)(4) – credit is taken in the year the expenses are actually paid so long as the education commences:
· In that year

· In the first three months of the following year

Modified Hope Credit
· Credit type – partially refundable
· Rule – 25A(b)(1) – Credit includes:
· (A) 100% partially refundable credit on first $2k of “qualified tuition and related expenses”
· (B) 25% credit on the next $2k of “qualified tuition and related expenses”

· Max annual credit = $2.5k

· Qualification – a student must be:

· (1) Enrolled on at least a half-time basis

· (2) at an “eligible educational institution”

Limitations

· Credit can only be taken for the first four years of post-secondary education, 25A(b)(2)(C)
· Credit can only be claimed four times for any student

· Credit is disallowed if the student is convicted of a federal or state felony drug offense, 25A(b)(2)(D)
Lifetime Learning Credit

· Credit type - nonrefundable
· Rule – 25A(c)(1) – Credit includes:
· Nonrefundable credit equal to 20% of up to $10k of “qualified tuition and related expenses” paid by the TP

· Max annual credit = $2k

· Credit is determined on a per family basis

· Dependent students – parents, not student, take the credit

· Otherwise – student can claim the credit

· **DIFFERENCES from Modified Hope Credit**
· Can be claimed for each year of undergraduate OR for graduate education
· Calculated on a per family basis as opposed to per student

Definitions Shared between Modified Hope Credit / Lifetime Learning Credit
· Qualified tuition and related expenses - 25A(f)(1)

· INCLUDES - tuition, mandatory fees, and course materials (e.g., textbooks)

· DOES NOT INCLUDE 

· Room and board, other fees, insurance unrelated to the student’s course of study

· Expenses related to sports, games, or hobbies – unless they are part of the student’s degree program, (f)(1)(B)

· Eligible educational institution - 25A(f)(2)

· Includes accredited post-secondary schools that award bachelor’s degrees, associate’s degrees, and certain vocational credentials

Limitations Shared between Modified Hope Credit / Lifetime Learning Credit
· 25A(g)(2) – creditable education expenses are reduced by scholarships excluded from GI (see 117) and certain forms of educational assistance (e.g., grants)

· Both subject to phase outs – complicated – don’t worry about specifics
· 25A(d)(1), (2) list specifics
· Both credits cannot be claimed in the same year
· HOWEVER, one can be claimed one year and another the next
24 – Child Tax Credit and Other Dependent Credit
Child Tax Credit
· Credit type:  partially refundable (see max refundable portion)

· Rule – 24(a) - the TP gets a credit for each “qualifying child”
· Qualifying child – 24(c)(1) 
· (*) A qualifying child as defined by 152(c)
· (**) Who has not attained age 17 (i.e., is 16 or younger)
· (***) Who has a SSN – must be provided to claim credit
· 152(c) Requirements
· TP’s child or sibling or the descendent of the TP’s child or sibling
· Is 18 or younger (23 or younger if the person is a student)

· Has the same “principal place of abode” as the TP for more than half the year
· A temporary absence from home to attend school is not a disqualifier
· Has not provided more than half their own support for the year

· Amount of credit
· Currently - $2,000 per qualifying child, 24(h)(2)
· Max refundable portion - $1,400 per qualifying child, 24(h)(5)(A)
· Phase outs
· TP’s with AGI above certain amounts are partially or completely phased out
	
	MFJ
	Single of HoH

	Phaseout threshold (AGI amt.)
	$400,000
	$200,000

	Max AGI for Credit
	$440,000
	$220,000


· For TPs with income that exceeds the AGI threshold, the child tax credit is reduced $50 for every $1,000 or fraction thereof the TP’s AGI exceeds the threshold
· e.g., A MFJ TP with $401,250 in AGI and one child can claim a child tax credit of $1,900 ($100 reduction from $2,000). There credit is reduced by $100 because their AGI exceeds $400,000 by two $1,000s or fractions thereof. 
Other Dependent Credit

· Exam Tip! If the Child Tax Credit does not apply, consider this other dependent credit. 
· Credit type:  nonrefundable

· Rule – 24(h)(4) - the TP gets a credit for each “qualifying dependent” other than a qualifying child
· Qualifying dependent – 24(h)(4)(A)
· (*) A “qualifying relative” from 152
· (**) Who is a U.S. citizen, U.S. national, or U.S. resident alient

· 152 Qualifying relative
· A person who either:

· Is the TP’s child or child’s dependent, 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

· GI is less than the 151 personal exemption amount (use $4,200)
· Receives more than half their support from the TP

· Not a qualifying child of the TP

· Amount of credit
· Currently​ - $500 per qualifying dependent, 24(h)(4)

· Phase outs
· Same as for Child tax credit

22 – Credit for the Elderly and Permanently and Totally Disabled
· Credit type:  nonrefundable

· Rule – 22 – TP gets a credit if they are 65+ or are retired because of a permanent and total disability
· Amount of credit
	Unmarried TPs or married TPs where only one spouse qualifies
	= $750 (15% of $5,000)

	Marries TPs who both qualify and file a joint return
	= $1,125 (15% of $7,500)


· Phase outs
· They exist – credit can also be reduced depending on other types of govt. assistance received
21 – Household and Dependent Care Services Credit

· Credit type: non-refundable
· Rule – 21(a) – TP is allowed a credit for certain household and dependent care services that enable the TP.
· Credit is based on the number of “qualifying individuals”

· Amount is based on the “applicable percentage” of “employment related expenses” incurred during the taxable year
Definitions

· Qualifying individual – 21(b)(1)
· (A) a dependent of the TP (see 152(a)(1) – either a qualifying child or qualifying relative) who has not attained age 13

· Qualifying child:

· TP’s child or sibling or the descendent of the TP’s child or sibling

· Is 18 or younger (23 or younger if the person is a student)

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

· A temporary absence from home to attend school is not a disqualifier

· Has not provided more than half their own support for the year

· Qualifying relative

· Not a qualifying child or unrelated person
· Has the same “principal place of abode” as the TP for more than half the year

· A temporary absence from home to attend school is not a disqualifier

· Has not provided more than half their own support for the year

· (B) / (C) – dependent or spouse of the TP who is physically or mentally handicapped, is incapable of taking care of themself, and has the same place of abode as the TP for more than one half the year
· Employment related expenses
· Expenses incurred for the care of a qualifying individual, but only if incurred to allow the TP to work, (b)(2) – see limitations
· 21(d) – Employment related expenses cannot exceed earned income – for married TPs, the income of the lower earning spouse is used.
· Applicable percentage – 21(a)(2)

· 35% - but reduced by one percentage point for each $2,000 or fraction thereof the TP’s AGI exceeds $15,000
· Maximum reduction is to 20%

· TP with more than $43,000 in income has an “applicable percentage of 20%. 
Limitations

· 21(c) – dollar limits on claimable employment related expenses:
· (1) $3k for 1 qualifying individual

· (2) $6k for 2 or more qualifying individuals

· Note! – this makes the max credit for someone with more than $43k:

· 1 qualifying individual - $600 = 20% * $3k

· 2 of more qualifying individuals - $1,200 = 20% * $6k

Interaction with Other Childcare Sections

· Amounts excluded per 129 reduce the employee’s employment-related expenses that can be considered for the 21 credit, 21(c).

· TP cannot take the full 129 $5,000 exclusion and the 21 credit in the same year. 
Example
· Kim and Mike are married and have one child. Each earns $10,000 for a total annual income of $20,000. The cost of childcare required to enable Mike to work is $2,000.
· What amount of 21 credit can Kim and Mike claim?

· This answer assumes, Kim and Mike’s child is a qualifying child. 
· Their combined income exceeds $15,000 by two full $2,000 increments and one fractional increment so their applicable percentage is reduced 3 percentage points – i.e., 32%.
· The employment related expenses * 32% = $640 = $2,000 * 32%.
· Facts change – assume Kim and Mike each make $25,000. How does the answer change?
· The answer changes because the applicable percentage drops. Now Kim and Mike’s applicable percentage is the minimum of 20%.
· The employment related expenses * 20% = $400 = $2,000 * 20%

· Facts change – Kim and Mike still each earn $25,000. Kim’s elderly Mom has now moved in with them and is unable to support or care for herself. They also incur $5,000 of expenses related to her to allow them to work. 
· In addition to their qualifying child, Kim’s Mom is also a qualifying individual as she is a qualifying relative (i.e., not a qualifying child, has the same principal place of abode, and does not provide half her own support).

· Their applicable percentage is still the 20% minimum.

· Their employment related expenses are now at the $6,000 cap. They incurred $7,000, but are only allowed to take $6,000. 

· Thus their 21 credit is $1,200.  
Other

Income Shifting
· Generally . . .
· Services income – cannot be shifted except by the performance of gratuitous services
· Property income – can be shifted provided (i) there is a complete transfer of the income producing property (ii) that is not a carved out interest
· Substance over form – the distinction between taxable and non-taxable depends on substance over form considerations
Services Income
· General rule – income is taxed to the person who performed the services and cannot be shifted to another.
· Lucas v. Earl – taxpayer’s assignment of income to wife from personal services did not shift the income to wife.

· Special Case - Services provided to charities and political organization – services donated to charitable and political organizations are treated as untaxed imputed income even if the organization sells the services to the public.
· General Rule Example – Tina Tax Lawyer. 
· Tina, a retired Big Law tax partner, assigns a one-half interest in her annual consulting income to her daughter. 
· Result – Tina will be taxed on all income earned. The money her daughter receives will be considered a gift, 102(a).
· Tina instead spends half the year consulting for her daughter’s startup for free. 
· Result – since there is no income earned (cash or in-kind) there is no tax imposed. Daughter keeps the value tax free. 
· Special Case & Substance Over Form Example 
· Justin Timberlake performs a special show that he advertises as “all proceeds for the benefit of the ASPCA. He correspondingly donates all proceeds.
· Result – Timberlake is taxed on the proceeds from the show but is allowed to tax a 170 deduction on the donation.

· The ASPCA talks to Justin Timberlake and asks if he will perform a show for them. The ASPCA advertises the show as “Timberlake with all proceeds for the benefit of the ASPCA.” They sell tickets and keep all revenue.
· Result – despite the ASPCA selling tickets, substance indicates Justin Timberlake has donated services so he is not taxed on his provision of the concert. 
Property Income

· General rule – can be shifted provided (i) there is a complete transfer of the income producing property (ii) that is not a carved-out interest.
· Finding a carved out interest
· Horizontal interest (this one is ok) – interest in property that is continuous with the donor’s interest

· Donee is taxed on receipt of income from the property (either sale or rental income)

· Karen gives Jim a 1/10th interest in duplex she owns. Jim should report and pay tax on the 1/10th interest as rental income.
· Carved out / vertical interest – a property gift that will at some point revert back to the donor
· Donor remains the party taxed on receipt of income

· Karen gives Jim what she calls a “one year interest” to all the rental income from a duplex she owns. Karen will remain the taxable party on the rental income.
· Substance over form example – Rangdon, the owner of a condo, negotiates and conducts all pieces of a sale of the condo. Just prior to the sale he conveys the condo to Velffie so she can receive the income. 
· Does not work, tax law will recognize Rangdon as the selling party who receives the income. 
Unique Situations

· Rights to tangible self-created property (e.g., sculptures, paintings, etc.) – treated as a property transfer and any gain on the sale is deemed gain to the transferee. 
· e.g., Bob Cargill gives me a painting. If I later sell the painting it is gain to me with basis rules determined by 1015.
· Rights to intangible property (e.g., a copy right, patent, etc.) – income can be shifted so long as substance over form indicates the donee had control of the asset and was the one who effectively “sold” it. 
· e.g., writer gives her manuscript to her daughter. If the daughter sells it, then the income from the sale is assigned to her. 
· c.f., writer sells a manuscript for royalty rights to a publisher. The writer then contractually assigns the rights to the royalty payments to his daughter – income from the contract is deemed “earned” by the writer since he has not lost control of the asset. 
Below Market Loans

· 7872 – Prevents a high-bracket TP from loaning money at a below market interest rate to a lower-bracket TP
· When does it apply?
· Applies where:

· (1) The loan is below market

· (2) The loan is one of the types within the scope of 7872(c) – e.g., 

· “Gift” loans between family members

· No-interest loans from corporations to shareholders

· Loans from employers to employees

· (3) None of the 7872 exclusions apply

· Below market – a loan that provides an interest rate less than the AFR (could be interest free)
· Exclusions
· There are many – notably, gift loans of up to $10k are excluded, 7872(c)(2)

· How does it apply?
· Three fictions are imposed on the loan arrangement

· Fiction 1 – the loan bears a market rate of interest, 7872(e)(2) 
· Fiction 2 – the “deemed transfer” – the lender gives the borrower sufficient funds to enable the borrower to pay the lender a market interest rate, 7872(a)(1)(A)
· Fiction 3 – the “deemed retransfer” – the borrower pays the lender the market rate of interest on the loan, 7872(a)(1)(B)
· UPSHOT – lender has interest income; borrower may have an interest deduction
267 – Loss Limitation
· 267(a) – No deduction shall be allowed with respect to any loss from the sale or exchange of property directly, or indirectly between related parties
· 267(b) – related parties are “members of a family and various types of businesses or trusts controlled by the TP (i.e., TP has 50% or greater ownership or control)

· 267(c)(4) – the following relationships are family members:

· Brothers and sisters (including whole or half)

· Spouses

· Ancestors

· Lineal descendants 

· A TP’s business interests are “attributed” to the TP
Grantor Trusts
· General rule – for trusts where there is complete and unequivocal transfer – income is taxed at the beneficiary’s rate
· General rule for grantor trusts – trusts where the grantor retains control over the property – special rules apply which effectively treat the income from trust the same as a carved-out interest
· Alternative - 678 – Person other than grantor treated as substantial owner

· WHERE - trustee is vested with certain rights or powers with respect to the property and is able to reap certain benefits
· THEN – trustee will be taxed as opposed to the grantor or beneficiary as the “owner”

· Example – trustee has the power to revoke the trust at will and upon revocation title to the property vests in the trustee (a/k/a Mallinckrodt Trusts)
	Rule
	When it applies
	Tax consequences where it applies

	673 – Reversionary Interests
	Where property is placed in trust for a period of years and later reverts back to the grantor

· Specifically, where the value of the reversionary interest exceeds 5% of the value of the property transferred in trust, 673(a)

· Exception – does not apply to reversionary interests that occur in the event a lineal desc. beneficiary dies before reaching 21, 673(b)
	Income from the property is taxed to the grantor

	676 – Power to revoke
	Where grantor transfers property in trust, BUT

· Retains rights to revoke the transfer and regain title

· Same result occurs where a third party has the power to revest title in the grantor

· UNLESS the third party has a substantial interest in the trust as a beneficiary or power of appointment over the trust
	

	675 – Administrative powers
	Where the grantor has retained certain prohibited administrative powers

· e.g., power to purchase trust assets at less than full consideration

Also where the grantor has taken a loan from the trust UNLESS

· The loan carries adequate security and interests, etc.
	

	677 – Income for Benefit of Grantor
	Where the trust property income may be distributed or accumulated for the benefit of:

· The grantor’s spouse

· Used to pay life insurance premiums on the grantor’s life the spouse of the grantor’s life
	

	674 – Power to control beneficial enjoyment
	Where the grantor or their spouse retains the right to:

· Change the mix of income received by the trust beneficiary

· Add certain new beneficiaries

NOTE! Exceptions exist where grantor vests power in certain others
	


Tax Alternatives to Trusts

· Savings Accounts Opened in Trust
· A savings account opened in the name “Dad as Trustee for Son”
· Tax treatment largely varies based on state law.
· Uniform Transfers to Minors Act
· WHERE – donor has:

· (1) Set up a custodian of the property (could be themselves or a family member)

· (2) Given the custodian discretion to use the property or its income so long as it benefits the minor; and

· (3) On turning 21 the minors gets the property

· THEN – income from the property will be taxed to the minor.
· HOWEVER – if income is used to discharge legal obligations to support the minor, the income is taxed to the person with the support obligation, Rev. Rul. 59-357.
Tax Administration 
· See week 1
Tax Litigation
· See week 1
Tax Shelters

· An investment that generates a tax loss that can be used to shield other income from taxation
· Tax shelters combine:

· (1) deferred or no tax on income AND

· (2) expense deductions and / or tax credits

Judicial Response to Tax Shelters

· Courts invoke the following doctrines to deny tax benefits where transactions are inconsistent with the intent of the IRC, are solely tax-motivated, or are without economic substance
· Sham transaction doctrine

· Step transaction doctrine

· Business purpose doctrine

· Economic substance doctrine

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
Step Transaction Doctrine
· If a transaction is artificially segmented into a series of separate transactions to achieve a better tax result the court may collapse all the “steps” into a single transaction for tax purposes
Business Purpose Doctrine
· If a transaction is structured in such a way that there is no non-tax purpose, the court may deny the TP the tax benefit that was the sole purpose of the structure
Economic Substance Doctrine
· Codified in 2010, 7701(o)

· If a transaction does not meaningfully improve a TP’s economic position aside from a tax benefit, a court may deny the TP the intended tax benefit

Congressional Response to Individual Tax Shelters

163(d) – Investment Interest Limitation

· Amount a TP is allowed as a deduction for investment interest (excluding qualified residence interest, i.e., home mortgage interest) cannot exceed the TP’s net investment income (e.g., interest and dividends)

469 Passive Loss Rules

· TP’s income is divided into three baskets:  (i) passive, (ii) portfolio, (iii) active trade or business

· Passive loss rules segregate ability to offset income with loss inside each basket

· Prior to rules, TP could offset active trade or business income with passive losses

· Rules – passive activity loss (PAL) is only deductible up to the amount of passive income

· Passive losses can be carried forward

· What makes an activity passive – see series of tests in regs.

· e.g., a limited partner likely cannot satisfy the material participation test required 

· e.g., rental activities are usually passive

· However, there are special rules for TPs who participate in real estate activity to deduct up to $25k of PAL from the real estate activity despite general disallowance of PAL rules

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

· What qualifies as “at-risk” investment

· (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 an asset of the TP not involved in the transaction

· (d) qualified nonrecourse financing (i.e., that borrowed from an unrelated party at an arm’s-length interest rate secured by the real property used in the activity)

· **Eliminate the tax advantages of “funny money” – i.e., sellers nonrecourse financing of over valued property

264 and 265

· Limit the deduction of interest on debt incurred to purchase of carry tax-exempt bonds or single premium life insurance policies or annuities

6662

· Imposes a penalty on substantial understatements of income and substantial overstatements of value of property. 

· Penalty could be 20% or 40% of the underpayment of tax attributable to the income understatement of valuation overstatement
� MFS rates – 0% rate up to $38,600; 15% rate between $38,601 - $425,800; 20% rate above $425,800





