INCOME TAX OUTLINE:
[image: Table

Description automatically generated]
· GI – certain “above-the-line” (ATL) deductions = AGI
· Trade or business deductions are ATL deductions.
· Some personal deductions are ATL deductions.
· AGI – (§199A deduction + [greater of SD or IDs]) = TI
· Deductions from AGI are “below-the-line” (BTL) deductions.
· Several common personal deductions are BTL deductions.
· TI x tax rates = tax owed.ƒIRA
· Tax owed – credits = tax due or (refund).

Above-the-line deductions:
· Discharge of student loan indebtedness 
· Special deduction for teacher expenses 
· Deductibility of student loan interest 
· Self-employed medical insurance premiums
· Self-employed TPs can deduct the costs of health and medical insurance, under §162, as ordinary and necessary business expenses.
· Additional deduction for the blind 
· Additional deductions for the elderly
Itemized Deductions:
· §213 allows a deduction for unreimbursed medical expenses, although the section medical expense deduction is subject to significant limitations, including a floor of 10% (or 7.5% in 2018) of AGI. 
· In addition, the benefit of a §213 deduction is not available if the TP claims the standard deduction instead of itemized deductions.
Nonrefundable credits:
Refundable credits:
Starting point §61: INCOME	Comment by Ruvalcaba, Jacob: 	§61(a)(1) says that Gross Income ("GI") includes compensation for services, including fringe benefits.
	Reg. ¬§1.61 -1(a) provides that "GI income includes income realized in any form, whether in money, property, or services."
	Reg. ¬§1.61 -2(d)(1) says: "[I]f services are paid for in property, the Fair Market Value ("FMV") of the property taken in payment must be included in income as compensation."
· General Rule: Compensation paid by an employer to an employee for services is included in the employee’s GI, regardless of whether the employee is paid in cash or property. 
· Old Colony Trust Co., the court held that an employer’s payment of an employee’s federal income tax constituted additional income to the employee (notwithstanding the fact the payment was made by the employer directly to the federal government).
· Windfalls are included in Gross income:
· Cesarini v. United States, the TPs bought a used piano in 1957 for $15. In 1964, they found $4,500 of cash in the piano. Rationale: §61 and Glenshaw Glass broadly define GI. In addition, the §61 regulations specifically provide that treasure trove is included in GI.
· In Glenshaw Glass, the court held that the TP had to include in income punitive damages received in settlement of an antitrust lawsuit. SC expanded definition of income to include any “undeniable accessions to wealth, clearly realized, and over which the tp have complete dominion.” Case is cited narrowly for the proposition that tp must include in income any WINDFALLS they receive, and broadly for its expansive definition of income.
· TRANSFER PAYMENTS: §§85, 86
· §85 unemployment compensation is taxable. Welfare payments are not Rev. Rul. 73-87.
· Distinction: (i) payments that provide subsistence benefits to families living in poverty and (ii) payments that are the equivalent of wages: The former are generally excluded from GI, but the latter are generally included.
· The General Welfare Doctrine
· Government payments made to needy TPs “for the promotion of the general welfare” are excluded from income.
· §86 provides for inclusion of a percentage – from zero percent to 85 percent – of social security benefits, depending on how much additional income tp has.
· Under §86, the inclusion of SS payments depends on the TP’s income from sources other than Social Security. 
· TPs with little income other than Social Security (SS) income do not include in GI any of the SS payments they receive. TPs with a bit more non-SS income include 50% of their SS payments. TPs with even more non-SS income include 85% of their SS payments. (The assumption is that SS earnings were taxed at a 15% rate when wages were earned.)	Comment by Ruvalcaba, Jacob: o	E.g.: lower income tp whose AGI plus half SS does not exceed the “base amount” are not taxed on SS benefits. Tp’s with income benefits that exceed the base amount, but do not exceed the “adjusted base amount” are taxed at 50% of their SS benefits. While those that exceed the adjusted base amount are taxed at 85%.
· §61(a)(3): GI includes gains derived from dealings in property.
· Realized Gain or Loss:
· §1001(a): Gain (or loss) realized from sale or other disposition of property = AR – AB.
· §1001(b): AR = $ received + FMV of other property received.
· §1011(a): AB = Original Basis, adjusted as provided in §1016. 
· Applicable Recovery of Capital:
· Partial Sales 
· Regulation §1.61-6(a) says to allocate Basis based on the relative value of what the TP sold and what the TP retained.	Comment by Ruvalcaba, Jacob: •	E.g.: base it off if each acre was equally valuable at the time of purchase. Or whatever it was worth when paid for property for those specific acre.
· E.g.: Basis of 1 acre sold = Sally’s $40,000 Basis for the entire parcel x $30,000 FMV of 1 acre sold/$60,000 total FMV of 4 acres.
· In rare circumstances, tp’s have been allowed to ignore the allocation rule stated above and treat the entire proceeds of a partial sale as tax free recovery of capital.
· Inaja Land is cited for the proposition that the TP may be able to adopt the “basis first” approach if allocation of Basis is exceptionally difficult. The court concluded that the value of the release of rights was speculative and the TP realized no gain. Today, the IRS is likely to argue that valuation always is possible and Inaja Land thus is inapplicable
· Inaja land co. v. Commissioner: TP purchased property for $61k that was subsequently damaged by the actions of an upstream owner (a gov't entity).  TP rec'd 49k in settlement in exchange for giving certain land rights to the upstream user. Influenced by two facts: basis allocation would be difficult and the sale was involuntary.
· Annuities: §72 (a) provides that GI includes annuity payments. An annuity is a contract that provides for a series of payments in return for a fixed sum.
· However, §72(b) provides that tp may exclude from each annuity payment the product of the payment multiplied by EXCLUSION RATIO, in which equals the cost of the annuity contract divided by the expected return on the annuity contract. So if its 2/3 then owe 1/3 as included income. **expected to live 15 years*	Comment by Ruvalcaba, Jacob: An exclusion ratio is determined by dividing the cost of the contract by the expected return; a portion each payment, equal to the exclusion ratio multiplied by the payment, is treated as recovery of capital. The expected return for a deferred annuity is based on the annual annuity payment, the annuitant’s age when annuity payments begin, and life expectancy.
· The investment in the contract is the amount the TP paid for the annuity. §72(c)(1). The expected return under the annuity contract equals the amounts receivable under the annuity, if the annuity will pay a fixed amount, or the amount the TP will likely receive, determined using tables of life expectancy, if the annuity is payable for life. §72(d)(3)(A), (B). 
· Note that, if a TP buys an annuity, payable for life, the TP is betting that the TP will live longer than the TP's life expectancy.
· TP’s exclusion ration: TP’s Investment in the Annuity K/Expected Return from the Annuity K
· If tp dies before then the estate will be able to deduct her “unrecovered” basis. 
· Reg. §1.72-9: converts the annuitant’s age when annuity payments begin and life expectancy into an “Expected Return Multiple.”
· The expected return on the contract equals the product of multiplying the annual annuity payment by the “expected Return Multiple” in the relevant table.
· Tax treatment of deferred annuities is favorable. If an annuitant lives to life expectancy, the annuity payments will exceed the annuity cost – the difference represents interest. 	Comment by Ruvalcaba, Jacob: The beneficiary of a deferred annuity pays no tax on this interest until the receipt of the annuity payments. Unlike someone saving in savings account, they must pay annual tax on any interest earned
· Under current law, amounts borrowed on a loan secured by an annuity policy are treated as taxable income to the extent that (due to buildup of interest) value of the policy has risen as the payout date approaches §72(e)
· In addition, unless recipient is age 59 ½, a 10% tax penalty (10% of the amount included in income) applies to such amounts §72(q)	Comment by Ruvalcaba, Jacob: Practical to defer annuities for those willing to lock up until retirement
· LIFE INSURANCE. §101.
· §101(a)(1) provides that GI does not include any amounts paid as a death benefit on a life insurance policy. "Mortality gains" (the benefit amount paid by insurance company less the TP's investment in the insurance K) are not taxed.
· An individual who purchases a policy on her own life and lives out the term of the policy is not allowed to deduct the cost of the policy as a loss. On the other hand, no tax is levied on the “profit” from a policy. Instead under §101, the beneficiary receives the insurance proceeds tax-free.
· Term Distinguish between two types of insurance policies: (1) term insurance policies, with premiums that increase as the TP ages, and (2) level-premium policies (whole life insurance). 
· "Term life insurance" (aka "pure insurance") is insurance against the death of the insured during the period of insurance. 
· Even though its savings component distinguishes whole life policy from a term policy, the proceeds for a whole life policy qualify for the same exclusion under §101 as the proceeds of a term policy.
· An individual may assign the benefits of her life insurance, during her life, in order to raise money for living or medical expenses. 101(g) permits a terminally ill or chronically ill taxpayer to exclude amounts paid to her, during her life, pursuant to a life insurance contract.
· An individual is considered “terminally ill” if a physician certifies that the individual is not expected to live longer than 24 months. §101(g)(4)(A).
· An individual is considered chronically ill if medical personnel certify that (i) the individual is unable to perform at least two activities of daily living, such as eating and dress, (ii) individual is disabled, or (iii) the individual’s cognitive functioning is so impaired that he requires supervision in order to avoid harming himself.§§101(g)(4)(B), 7702B(c)(2). 
· The exclusion applies regardless of whether the payment is made by the insurer or is made by a “viatical settlement provider.	Comment by Ruvalcaba, Jacob: A party who regularly pays insured individuals to assign their life insurance benefits. §101(g)(2)
· Gambling Winnings and Losses. §165(d).
· Gambling winnings (net of the wager amount) are included in GI.	Comment by Ruvalcaba, Jacob: •	A tp must include annual gambling winnings (the gross amount of gambling winnings during the year less the cost of the specific wages that generated the winnings) in GI, but can deduct gambling losses from the same year, up to the amount of tp’s gambling winnings. §165(d), Reg. §1.165-10.
· §165 thus allows tp to offset gambling losses against gambling winnings, but not other types of income. 	Comment by Ruvalcaba, Jacob: “whipsaw”: inclusion of potentially large gambling winnings, but disallowance of offsetting gambling losses for failure to substantiate the loss
· Casinos and other payors of gambling winnings are required to report to the IRS (on form w-2g) the payment of winnings above certain threshold amounts, generally $600. §6041(a). *This information reporting requirement is triggered only if the winnings are at least 300 times the wage* - threshold higher for winnings from certain type of gambling. 
· TP’s who take a deduction for gambling losses must substantiate their claimed losses. Tp’s who gamble should keep a diary of gambling winnings and losses – keep paper records.
· The §165(d) gambling loss deduction is a trade or business deduction (an above-the-line deduction) if the TP is engaged in the trade or business of gambling. §62(A)(1). 
· Gambling deductions are BTL, and allowable only if the TP itemizes deductions, if the TP is not engaged in the trade or business of gambling.
· Commissioner v. Groetzinger: TP’s “primary purpose” was to make a profit “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. A sporadic activity, a hobby, or an amusement diversion does not qualify. (§183 hobby loss rule)
· §165(d) to define the term “losses from wagering transactions” to include all of the gambler’s trade or business expenses, not just the gambler’s expenses from wagers.
· Life Estates and Remainder Interests. §102
· Under §102(b), the entire basis goes to the person who is granted a remainder interest.
· To summarize: in situations where a bequest is split into life and remainder interests, the entire basis is allocated to the remainder interest and all of the income from the life interest is taxable. Basis is allocated between the two interests in accordance with their respective FMV in only one situation: where both the remainder and life interest are sold concurrently.









EXLUSIONS: 
· Non-Cash Compensation: Fringe Benefits: §61(a)(1)	Comment by Ruvalcaba, Jacob: Gotcher can be cited for the legal rule that the taxpayer (TP) has no income to include, independent of any statutory exclusions, if the party who paid an expense that benefitted the TP did so primarily for a legitimate business purpose other than compensating the TP.  (the transfer of the goods or services by the third party is not primarily for a compensatory purpose. The third party is not attempting to convert taxable wages into nontaxable wages.)	Comment by Ruvalcaba, Jacob: As you determine the requirements for each rule to apply, be sure to look for a “nondiscrimination requirement.”	Comment by Ruvalcaba, Jacob: GI includes compensation for services, including fringe benefit. §61
· Employer  provided meals: §119 excludes from income the value of meals provided by an employer if:
· (1) The employer furnishes meals to an employee, her spouse, or her dependents,
· (2) The meals are provided for the convenience of the employer, and
· (3) The meals are provided on the business premises of an employer.
· *** Cash allowances for meals are not excludable 
· Commissioner v Kowalski, 434 U.S. 77 (1977): Meal allowance equal to approx. 19% of his wages. Intended to cover situations in which the employee is constrained in his or her choice of foods or eating places.
· Employer provided lodging: §119 excludes from income the value of lodging provided by an employer if:
· (1) The employer furnishes lodging to an employee, her spouse, or her dependents,	Comment by Ruvalcaba, Jacob: Gotcher - Rules: the value of any trip that is paid by the employer or by a businessman primarily for his own benefit should be excluded from gross income of the payee on similar reasoning. Only when the wife's presence is necessary to the conduct of the husband's business are her expenses deductible under section 162. Also, it must be shown that the wife made the trip only to assist her husband in his business. A single trip by a wife with her husband to Europe has been specifically rejected as not being the exceptional type of case justifying a deduction.
· (2) The lodging is provided for the convenience of the employer,	Comment by Ruvalcaba, Jacob: Generally a tp can establish that the meals and lodging were provided for the convenience of the employer by showing that the employee is required to be on-call even when the employee is not working. 
Benaglia v. Commissioner, 36 B.T.A. 838 (1937). Manager of luxury hotel permitted to exclude the value of meals and lodging provided at the hotel because the manager was required to be on duty continuously.
· (3) The lodging is provided on the business premises of an employer, and	Comment by Ruvalcaba, Jacob: House across the street from ER's biz was on the premises b/c the EE lived in the house and performed some of his duties in the house (Lindeman)
Home of motel manager, owned by the motel, which was located 2 blocks from the motel was NOT on the premises b/c the EE did not perform a sig portion of his duties there (Anderson)
· (4) The employee is required to accept the lodging as a condition of her employment.
· §107: specific exclusion for employer-provided lodging. Section states that “ministers of the gospel” may exclude from gross income the value of lodging provided to the minister or the portion of cash lodging allowance used by the minister to rent a home.
· LIFE INSURANCE: §79. if the employer buys group term life insurance for its employees, the employees can exclude the value of the insurance from GI to the extent that the insurance provides death benefits not greater than $50,000.
· Section requires that the employer not discriminate in favor of highly compensated employees.
· Both an inclusion and exclusion provision
· Exclusion: If the ER provided group term life insurance does not exceed the amount specified, then it may be excluded by the EE
· Inclusion: If the EE provides group term life insurance that exceeds the amount specified, then the excess must be included within the GI
· If an employer buys life insurance for an individual employee and the employee designates the policy beneficiary, the value of the life insurance is income to the employee. Reg. §1.61-2(d)(2)(ii)(a).
· DEATH BENEFITS PAID UNDER LIFE INSURANCE: §101 provides that death benefits paid under a life insurance contract are not included in income.
· Viatical settlements (when term ill tp cashes out on life insurance before death to provide funds to live on) are treated as death benefit
· REIMBUREMMENT FOR MEDICAL. §105 excludes from GI amounts employees receive from their employers as reimbursement for medical expenses and the value of services employees receive under an employer-provided health care plan.	Comment by Ruvalcaba, Jacob: §§105,106,213, and 223 represent a significant, albeit indirect, form of government support for medical expenses.
· conditioned upon the requirement that the employer health care plan not discriminate in favor of highly compensated employees. 
· §106 compliments 105 by excluding from GI the value of health and accident insurance premiums paid by the employer to cover employees.
· Health-Care Savings Account (HAS) §223 provides that tp can deduct their contributions to a Health Savings Account (HAS) and exclude employer contributions to HSAs §223(a). *up to certain limits*
· Also, distributions from HSAs are not taxed if the distributions are used to pay unreimbursed medical expenses. §223(f)	Comment by Ruvalcaba, Jacob: •	§36B: The Patient Protection and Affordable Care Act (PPACA) provided additional forms of government support for health care, the most important of which was the new §36B “Premium assistance credit” for low-income individuals and families. 
o	Those eligible tp’s that qualify are helped by federal government to decrease their out of pocket costs for their insurance premiums
o	PPACA also raised revenue, for example, by imposing a 3.8% “Medicare” tax on the investment income of individuals.
· HSA rules require that the medical insurance plan have a high deductible, which is supposed to discourage use of medical care for garden variety ailments.
· Exclusion for Miscellaneous Fringe Benefit. §132.	Comment by Ruvalcaba, Jacob: Step 1: if ER gives EE something she needs to do her job, (like staplers, notepads), that’s not a fringe benefit and you do not need to find an exception
Step 2: if ER gives EE something that looks compensatory b/c EE providing services, then you need to look for specific exclusion
Is the ER trying to slide compensation to the ER in a non-taxable way?
What was the motivation of the payor? If motivation was a trade/business motivation (like promoting productivity) that wasn’t compensatory  then not income and do not need to find an exclusion
Step 3: is there a specific exclusion statute that applies (§105, 106, 119, etc)

· Excludes income from the following eight (8) categories of benefits:	Comment by Ruvalcaba, Jacob: No-additional-cost services and qualified employee discounts provided to retired employees, disabled employees, surviving spouses of employees, spouses, and dependent “children” of employees may be excluded – such fringe benefits are treated as though they are provided by employees §132(h) (1), (2).*****

Also air transportation provided to parents of an employee qualify §132(h)(3)
· No additional cost services
· Two principal requirements must be met before a benefit qualifies as an excludable: 	Comment by Ruvalcaba, Jacob: Section 132(j)(1) also imposes a nondiscrimination requirement to qualify for the exclusion.
· (1) benefit constitutes a service that imposes no substantial additional cost on the employer; §132(b)(2) and
·  (2) service is offered for sale in the ordinary course of the line of business of employer in which the employee is performing services §132(b)(1)
· Example: An example is an airline employee filling an empty airline seat while on a personal trip, at no cost to the employee.
· E.g.: a hotel allowing employees free use of otherwise unused hotel rooms
· Due to the line of business limitation – a manufacturer couldn’t not offer as a tax free benefit hotel rooms it was not using but for which it had paid.
· Allows written reciprocal agreements among ER operating similar biz
· Ex. Airline EE of one airline can fly (on standby) on another airline at no charge
· Qualified EE discounts	Comment by Ruvalcaba, Jacob: 	Section 132(j)(1) also imposes a nondiscrimination requirement to qualify for the exclusion.

As amended defines “highly compensated employees” as any employee who (i) was 5% owner during the year, or the preceding year, or (ii) for the preceding year (a) was paid more than 120k, and (B) was in the top-paid (top 20%) group of employees. §414(q)(1).

· Varies depending on whether the employee is purchasing goods or services at a discount §132(C)
· Qualified employee discount: §132(c) If the discount is with respect to qualified property or services. Section 132(c)(4) defines qualified property or services as those offered for sale to customers by the employer in the ordinary course of the employer's business.
· Employee purchasing goods can exclude a discount up to the employer’s gross profit percentage §132©(1)(A)	Comment by Ruvalcaba, Jacob: GPP =  (agg sale price of goods sold - agg cost of goods sold)/agg sale price of goods sold
· An employee purchasing services may exclude a discount of up to 20%. §132©(1)(B)
· Working condition fringe benefits	Comment by Ruvalcaba, Jacob: Difference between unreimbursed working condition costs and those that are bought directly.
· Defined generally, (1) as an item that could be deducted as a business expense under §162 or §167 if (2) paid directly to the employee. §132(d).	Comment by Ruvalcaba, Jacob: TCJA eliminated employee deductions for unreimbursed employee business expenses, but that fact does not render §132(d) obsolete.
	Marks an incentive for employees to have their employers pay for those expenses directly or reimburse them.
· De minimis fringe benefits
· Defined as any property or service the value of which is so small as to make accounting for it unreasonable or administratively impracticable §132(e)(1)
· Reg §1.132-6(e) – occasional parties, theater, sporting event tickets (not seasonal), coffee, local telephone calls, etc..
· §132(e)(2) provides a special rule for eating facilities operated by the employers for their employees: (i) is on or near the employer’s business premises and (ii) the revenue from the facility generally equals or exceeds the employer’s cost of operating the facility. 
· Qualified transportation fringe benefits
· Qualified transportation fringe: §132(f). Section 132(f) (adjusted for inflation) allows employees to exclude up to $265 per month of: commuting costs in a commuter highway vehicle; transit passes, or qualified parking.	Comment by Ruvalcaba, Jacob: o	Qualified parking is defined as parking provided to an employee on or near the business premises of the employer §132(f)(5)(C)
· Under the definition in § 132(f)(5)(B):
· Vehicle must seat at least 6 adults besides the driver, and
· At least 80% of the mileage use of the vehicle must be from employee commuting.
· For at least 80% of the mileage use of the vehicle, at least 1/2 of the seats in the vehicle (other than the driver) must be filled. 
· A ride-share car for a single employee does not qualify.
·  Regulation §1.61-21(g)(12) that says if at least half of the seats on the employer’s plane are filled with employees traveling for business, the value of a flight to an employee also traveling on the employer’s plane—but for personal reasons—is deemed to be zero.
· Employers cannot deduct the costs of transportation fringe benefits that excludable by employees §274
· Qualified moving expense reimbursements
· Amounts received by an individual from an employer as payment for expenses that would be deductible by the employee as moving expenses under §217 if paid by the employee. §132(g).
· Qualified retirement planning services
· Include retirement planning advice or information provided to an employee and her spouse by an employer maintaining a retirement plan. §132(m)(1). 
· exclusion applies to advice about retirement income planning, not to tax prep, accounting, legal or brokerage services related.
· A separate nondiscrimination rule applies to the qualified retirement planning services exclusion §132 (m)(2)
· Qualified military base realignment and closure fringe benefit
· *A special rule provides that GI does not include the value of any on-premise athletic facility provided by an employer to employees §132(j)(4)(a): must be located on the premises of the employer and operated by the employer.
· GIFTS & BEQUESTS
· §102 provides  that GI does not include the value of property acquired by gift, bequest, devise, or inheritance.	Comment by Ruvalcaba, Jacob: kind of goes away from the glenshaw glass definition
Rationale: Gifts are generally included in the donor’s tax base (meaning cannot deduct the gift) and excluded from the donee’s base instead of being excluded (that is, deducted) from the donor’s tax base and included by the donee. 
Justified on grounds that most gifts are made the rich families.
· §102(c): The gift exclusion does not apply to an amount transferred by an employer to, or for the benefit of an employee. Taxable compensation. (Note, however, that §74 or §132 might allow partial or full exclusion.)
· Section 102 does not define the term “gift.” The Duberstein case (US 1960) is the leading case on the question of how to distinguish a gift from other types of transfers, such as compensation. In Duberstein, Berman gave the TP a Cadillac car to thank him for business referrals.
· Definition: A gift in the statutory sense proceeds from a "detached and disinterested generosity" "out of affection, respect, admiration, charity or like impulses."	Comment by Ruvalcaba, Jacob: Conversely, a transfer is not a gift if it is in return for services rendered, even if the donor will derive no economic benefit from making the transfer. The determination is factual and made on a case by case basis. The test is somewhat subjective. Although the Duberstein test sounds definite, it leaves many fact patterns in a grey area, resulting in litigation when the IRS and TPs disagree.
· General rule for gifts of appreciated or deprecated property:
· Donee’s Basis in the property received by gift. 1015.
· If, at the time of the gift, the FMV of the property is more than the donor’s Basis, the donee’s Basis is the donor’s Basis. §1015(a).	Comment by Ruvalcaba, Jacob: Tax terminology: If the FMV of the property is more than the donor’s Basis, the property is referred to as “built-in-gain property.”
· If, at the time of the gift, the FMV of the property is less than the donor’s Basis: 	Comment by Ruvalcaba, Jacob: Tax terminology: If the FMV of the property is less than the donor’s Basis, the property is referred to as “built-in-loss property.”
· The donee’s Basis equals the Fair Market Value of the property when the gift was made, for purposes of determining donee’s loss on a subsequent disposition of the property.
· Beneficiary’s Basis in property received by devise, bequest, or inheritance: §1014
· The  property acquired by reason of death takes a basis in the hands of the benefiacry equal to its FMV on the date of the decedent’s death ( or as provided in §2032(a), six months after the death). §1014(a)(1)	Comment by Ruvalcaba, Jacob: This rule is referred to as the “stepped-up-basis-at-death” rule
•	The date of death basis rule means that the appreciation of the property during the decedent’s lifetime will NEVER be taxed. The date of death rule thus encourages indviduals to retain appreciated property untl their death, but to sell before death any property that has declined in value.
· TIPS: Reg §1.61-2(a)(1) specifically provides that tips that constitute compensation for services must be included in GI.
· If not clear the tips were compensation for services? Like tokes to a casino dealer of “impulsive generosity” or “superstition” Olk v. United States. Concluding that the gambler’s generosity was not “detached or disinterested” and that tokes were not gifts within §102. (the transfers were compensatory since the tokes were received by the taxpayer as a result of being employed as a dealer)
· SCHOLARSHIPS/PRIZES/AWARDS:
· §117 excludes only “qualified scholarships” received by “degree candidates” 
· A student is a “degree candidate” if she is a primary, secondary, undergraduate, or graduate student. Prop. Reg §117-6©(4).
· A scholarship is QUALIFIED to the extent that it covers the student’s tuition and required fees, books, and supplies §117(b).
· Students must include in income scholarships that cover room and board. Prop Reg. §1.117-6©(2).
· Exceptions:
· The exclusion for qualified scholarships does not apply to the extent that the scholarship is compensation for services , including teaching and research. §117(c)
· BUT the Service  does not consider athletic scholarships "services" and therefore does not fall within the exception to the exclusion (excluded from GI)
· §74(A) provides that GI includes amounts received as prizes or awards.
· The ¬§74(b) exception (commonly referred to as the "Nobel exception") is for prizes and awards made primarily in recognition of religious, charitable, scientific, educational, artistic, literary, or civic achievement. 
· The exception applies only if:
· The recipient was selected without any action on his part to enter the contest or proceeding,
· The recipient is not required to render substantial future services, and
· The prize or award is transferred by the payor directly to a governmental unit or a charity.
·  Section 74(c) is for employee achievement awards that are within §274(j), which limits the award exclusion to a few hundred dollars.
· Note that, if a TP included the prize in income, then donated it to charity, charitable deduction limitations might produce a net inclusion. If, on the other hand, the recipient of an award has the payor transfer the award directly to the charity, the recipient of the award need not include the prize in income.****
· Personal Injury Recoveries- §104 excludes from GI damages (other than punitive damages) received “on account of personal physical injuries or physical sickness” §104(a)(2) 
· Applies to recoveries of medical expenses, lost wages, and pain and suffering.
· Tp excluding the recovery can be someone other than the person who suffered the physical personal injury or sickness.
· Recoveries for wrongful death are excludable under §104
· Although punitive damages are not generally excludable under §104, a tp can exclude punitive damages if, under state law, punitive damages are the only remedy for wrongful death §104(c)
· Tp can exclude recovery for emotional distress only if the emotional distress is the byproduct of other physical injuries or sickness.
· If not, it does not qualify for the exclusion.
· However, tp can, in such a case, exclude the portion of the recovery that is for the cost of medical care attributable to the emotional distress under §104(A)
· Personal injury exclusion does not apply to recoveries for medical expenses already deducted under §213.
· Interest earned on damages received is taxable under §61(a)(4), but if payments are received over a period of years, the entire recovery is excluded from income – even if the payments to be made in the future include implicit interest as compensation for the delay in payment §104(a)(2)
· Applies to amounts received pursuant to a judgement in lawsuit or a settlement agreement
· Compensatory recoveries received under worker’s compensation acts, for both physical and nonphysical injuries, are excludable under §104(A)(1)
· “business injuries”: compensation for destruction of capital asset, capital gain treatment will apply.
· If compensation for loss profit, recovery will be taxed as OI.
· The tax law favors structured settlements. If a Plaintiff recovers a nontaxable lump sum and invests it in an interest-bearing account, the Plaintiff has to include the interest income each year as it accrues, even if the Plaintiff does not withdraw the interest. If, instead, the nontaxable recovery is initially the same lump sum, but that amount will be paid over time, with interest on the unpaid portion of the award, the Plaintiff can exclude all of the payments, under §104(a)(2).
· Where a personal injury award is taxable (i.e., cannot be excluded under §104), the TP can, in some cases, run into a TERRIBLE tax problem. The problem arises because the plaintiff has to include in GI the gross amount of the recovery and may not be able to deduct the attorney's fees and costs because the case is not an employment discrimination case. Section 62(a)(20) allows an above-the-line deduction for attorney's fees and costs in employment discrimination suits. If, however, a personal injury lawsuit is not an employment discrimination suit, the attorney's fees and costs are disallowed by §67, because the deductions are miscellaneous itemized deductions.
· Where personal injury award is taxable, the tp must include in income the gross amount of the recovery, without reduction for large amounts P may have paid her attorneys. Commissioner v. Banks
· Damages to Business Interests: If damages were for lost profits, damages are income. If damages were for property in which the TP had Basis, only amounts in excess of the TP's Basis are income.


· Transactions Involving Loans and Income from Discharge of Indebtedness: 	Comment by Ruvalcaba, Jacob: 108 b – if there’s 100k of debt discharge but they have 300k NOL. After the 100k then they have 200k NOL. Deferred tax on the COD that assumes the party discharging the debt later has income. In many BK cases, there’s debt discharge and the company goes out of business. 
Two potential consequences of tax debt discharge
108(a) does not apply to property transaction gain/loss from debt discharge 
108(a) exclusions applicable to 61(a)(11)
· If a loan is discharged for less than the amount owed, the borrower must include in income the amount of the discount (the amount owed less the amount paid to discharge the debt). §61(a)(12) “discharge of indebtedness income” *this is if the bank settles to go to higher interest rate elsewhere*
· If lender discharges because financial trouble, tp has debt discharge income, but may be able to exclude it under §108(a).
· A financially troubled tp can exclude discharge of indebtedness income if tp has filed a bk petition. §108(a)(1)(A), (d)(2). 
· If tp does not file a bk petition, the tp can exclude the discharge only to the extent of tp insolvency (tp’s liabilities less the value of the tp’s assets) at the time of the debt discharge. §108 (a)(1)(B), (a)(3), (d)(3).
· If tp’s liabilities exceed the value of her assets by 6k at time of discharge, the 6k can be excluded of 10k, leaving 4k to be included under §61(a)(12).
· §108(e)(5): provides that if the seller of property takes back debt on the property sold (so-called purchase money debt) and later reduces the purchaser’s debt, the reduction in the debt is treated as a purchase price adjustment; it does not create discharge of indebtedness income that has be included under §61(a)(12)
· §108(e)(2): provides that the discharge of liability does not result in discharge of indebtedness income to the extent that the liability would have been deductible had it been paid.
· §108(f) discharge of certain student loans also qualifies for an exclusion 
· *like working public interest sector*. Or also if the debt is discharged because of the student’s death or permanent disability.
· If a lender and borrower disagree about the amount owed and the borrower ultimately pays the lender less than the amount that the lender said was owed, the difference between the amount the lender said was owed and the amount the borrower pays does not have to be included in income. 
· N. Sobel, Inc. v. Commissioner.
· Also, If a lender cancels the debt as a discount as a gift to the borrower, the borrower does not have to include the discount in income.§102(A)
· Realized gain equals the amount realized less the adjusted basis of the property (and loss equals the adjusted basis less the amount realized). §1001(a). Amount realized equals the cash received by tp plus the value of any other property received by tp. §1001(b)	Comment by Ruvalcaba, Jacob: Distinguish between Nonrecourse Debt and Recourse Debt on Real Property
If debt is “nonrecourse:” In the event of a default on the loan, the lender would take the real property collateral, but the borrower would not be personally liable for any unpaid debt.
If debt is “recourse:” In the event of a default on the loan, the borrower would be personally liable for any unpaid debt.
Discharge of Nonrecourse Debt in a Property Transaction
If Nonrecourse (NR) debt is discharged in a property transaction, 100% of the debt discharge goes into the AR, for purposes of computing the property transaction gain or loss.
The Fair Market Value (FMV) of the real property is irrelevant: All of the discharged debt on the real property goes into AR—even if the FMV of the property is less than the debt owed. (Tufts).
Rationale: Symmetry and Tax Benefit:
100% of the debt went into the TP’s Basis for the property, on the front end (and loan proceeds were excluded from income on the assumption that the loan later would be repaid in full).
100% of the debt on the property goes into AR in the property transaction, on the back end, when the debt is discharged for less than the amount owed.
The debt discharge does not create any COD because the loan is not recourse to the TP.
Discharge of Recourse Debt in a Property Transaction
If Recourse debt is discharged in a property transaction
Real property debt discharge—up to the FMV of the property—goes into AR in the property transaction gain or loss calculation.
Debt discharge less FMV of the property = COD.
The TP includes the COD in GI, unless a §108(a) COD exclusion applies.
Any COD excluded reduces the TP’s tax attributes. §108(b).

· NONRECOURSE DEBT. Debt relief is included in tp’s amount realized because the debt will have been included in tp’s basis for property when tp acquired the property. Crane v. Commissioner, Reg. §1.1001-2(a)
· The amount realized includes the debt relief even if the encumbered property is worth less than the amount of debt at the time tp disposes of the property. Commissioner v. Tufts.	Comment by Ruvalcaba, Jacob: Tufts says FMV is irrelevant and Crane says o 100% of debt discharge amount realized.

Cancellation of debt income 

COD = debt owed – FMV.

If recourse, then amount realized is debt discharge. 

Trade v. Personal =

If nonrecourse COD = none

COD = If recourse = debt owed – fmv. 
· Debt relief is included in amount realized based on the symmetry theory: 150k dent was included in tp’s basis for property, permitting tp to take depreciation deductions on property in excess of tp’s cash investment in property, so debt relief should be included in amount realized on the sale of the property.
· If the debt encumbering the tp’s depreciable property is a RECOURSE liability, the tax consequences of a disposition of the property are determined using a “bifurcated approach”: (i) the debt discharge is included in amount realized, up to FMV of the property; and (ii) any additional debt discharge is treated as §61(a)(12) debt discharge income. Reg §§1.1001-2(a), 1.1001-2(c) ex. 8.	Comment by Ruvalcaba, Jacob: (2)	What do we need to know: what is the amount realized? For what amount did X sell his property? For the OID debt transaction, what’s the issue price of the debt. For what amount did X sell the property? 
(3)	§1274: When a debt instrument with unstated interest is issued for property, we must calculate the Imputed principal amount (IPA)
(a)	The IPA is the present value of future payments to be made on the debt, discounted at the applicable federal rate (AFR)
(i)	The IRS issues the AFR and the TP discounts to present value the payments to be made on the debt, using the AFR.
(4)	We start with the amount payable at maturity (which is the future value). $1,000 is the future value. We discount that $1,000 future payment to present value and the discount rate (which is sort of the inverse of an interest rate) is the AFR
(a)	That present value is the IPA and the IPA has 2 purposes
(i)	IPA is deemed to be the amount realized in the property transaction
(ii)	IPA is deemed to be the issue price in the debt transaction so we can apply OID rules
· Tp with §61(a)(12) debt discharge income from a residential foreclosure or workout often would not qualify for the §108)a (1) bankruptcy and insolvency exclusions.
· Tax-Exempt Bonds: §103 provides tp may exclude the interest they receive on certain state, municipal, and other bonds. 
· Tax exempt bonds bear a lower rate of interest than taxable bonds; nonetheless, people invest in tax-exempt bonds because the interest on them is not taxed.
· Section 103 provides an unlimited exclusion from GI interest on “any State or local bond.”
· TPs in the 35% rate bracket earn $70 after-tax on a tax exempt bond, and would have earned $65 after-tax on a taxable bond ($100 of taxable interest less 35% tax). The federal government gives up $35 of revenue to transfer $30 to the state or local government.
· Section 103(a) applies to “any State or local bond” other than those listed in §103(b).
· Gain from the sale of a principal residence: §121 
· TPs exclude from GI gain realized on the sale of their personal residence. Section 121 caps the amount of exclusion at $250,000 if the TP is single or $500,000 if the TP is married and filing a joint return.
· Requirements: The TP has owned and used the property:
· As the TP's "principal residence"
· For periods aggregating at least two years during the five-year period ending on the date of the sale or exchange.
· Exception: If a TP moves due to a “change in place of employment, health” or due to “unforeseen circumstances” and cannot meet the full two-year requirement, the maximum exclusion is prorated and applied.
· Tp can qualify for the full exclusion only once every two years. §121(b)(3)
· However if those requirements are not met, can maybe qualify for a reduced exclusion under §121©.
· Cannot exclude under Gates v. Commissioner a home in which they constructed on the site of their former principal residence.





DEDUCTIONS: Alimony (above the line)
DEDUCTIONS: 	Comment by Ruvalcaba, Jacob: Health Savings Account (HSA)
To qualify for HSA, TP must not be covered by Medicare and must have a (HDHP) and no other health insurance (other than ancillary coverage, such as accident, disability, dental care, vision care, or long-term care). §223(c)(1).
In 2018, health insurance plan is HDHP: (i) the annual deductible is not less than $1,350, for individual coverage, or 2700, for family coverage, and (ii) the annual combined deductible and out of pocket expenses are not more than $6,650, for individual coverage, or $13,300, for family coverage. §223(c)(2), (g).
TPs can take an above-the-line deduction for amounts they contribute to an HSA and can exclude employer contributions to an HSA. §223(a). 
Section 223(b) caps the monthly and annual contributions that may be made to an HSA. If the tp is 55 or older, the dollar caps are increased.
Income earned on the HSA is not included in the TP’s income, and distributions from the account are not included in the TP’s income if the distribution is used to pay unreimbursed medical expenses. §223(f)(1). 
The definition of medical expenses under §223 is the same as the §213(d)(1)(A) definition of medical expenses. §223(d)(2).

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

§162 Deductions for Ordinary and Necessary Business Expenses (ATL)
· Section 162 provides a deduction for "ordinary and necessary" expenses incurred in carrying on a trade or business
· The Gilliam case is the exception that proves the general rule: The bar is low for establishing that a bona fide business expense is “ordinary and necessary” even if it included a significant “consumption” element.	Comment by Ruvalcaba, Jacob: in Gilliam v. Commissioner, the TP was denied a deduction for expenses incurred to settle lawsuits arising out of a business trip. On that trip the TP, who suffered from a mental condition, had a bad reaction to a prescription drug during an airplane flight, became irrational, tried to exit the plane, and subsequently injured another passenger. The Court held that, although the incident would not have occurred but for the business trip, the costs that the TP incurred in connection with the altercation were not ordinary expenses of the TP's trade or business.
· Reasonable Compensation: Section 162(a)(1) specifically allows a TP to deduct a "reasonable allowance for salaries or other compensation." 
· "Unreasonable" compensation paid to an employee is not deductible. Reg. §1.162-7(b)(3). The service has generally taken the position that compensation is unreasonable and nondeductible only if the compensation arrangement between the employee and employer involves tax avoidance.
· The “reasonable compensation” test is a facts-and-circumstances test that takes into account a wide variety of factors. 	Comment by Ruvalcaba, Jacob:  including: (i) the employee’s qualifications; (ii) the nature of the employee’s work; (iii) the employer’s history of paying or not paying dividends; (iv) the compensation paid to comparable employees by comparable employers; (v) the amount the employer has paid the employee in previous years; (vi) the results of the employee’s efforts; (vii) general and local economic conditions; and (viii) the profitability of the employer after the compensation has been paid.
· Also, a publicly held corporation is allowed to deduct compensation paid to its most highly compensated employees only to the extent that the compensation does not exceed $1 million. §162(m). 	Comment by Ruvalcaba, Jacob: 	Prior to TCJA (2017), the $1 million cap did not apply to any portion of the employee's compensation that was based on commissions or the financial performance of the employer. TCJA repealed the exceptions to the $1 million cap and expanded the scope of key employees that are subject to the rule.
· Costs Associated with Illegal or Unethical Activities
· §162 provides that TPs cannot deduct most bribes and kickbacks, fines and penalties, and the punitive damages portion of criminal antitrust violations. §162(c), (f), (g). In other words, income obtained illegally is taxable (even if the tp-criminal is required to return the funds to the victim)
· Generally, expenses of illegal activities are deductible unless §162 (or another IRC §) explicitly provides that the expenses are nondeductible. 
· TCJA expended the scope of §162(f), to deny tp’s deductions for amounts “paid or incurred (whether by suit, agreement or otherwise) to or at the direction of a government or specified nongovernmental entity in relation to the violation of any law or the investigation or inquiry by such government or entity into the potential violation of any law”
· An exception may apply if the payment is for restitution or remediation, such as environmental remediation. 
· Section 280E is the exception to this rule. Under §280E, a business that “consists of trafficking in controlled substances (within the meaning of schedule I and II of the federal Controlled Substance Act)” is not allowed to deduct its §162 business expenses. 	Comment by Ruvalcaba, Jacob: Section 280E is conceptually incoherent, from an income tax perspective.***
· Federal law continues to prohibit marijuana use. The result, under §280E, is that businesses that sell marijuana are not allowed to deduct their ordinary and necessary §162 business expenses. 
· IRS argues that a business expense that is disallowed under 280E cannot be added to the tp’s inventory costs.
· Such businesses are allowed to subtract their cost of goods sold from their gross sales, to determine their §61(a)(2) “gross income derived from business,” however. Reg. §1.61-3(a).
· If it sell legal goods and services as well as marijuana must allocate business expenses between legal business and drug trafficking business. 
· Section 162 deductions that are properly allocable to the legal business are not disallowed under §280E, provided the TP can establish that it engages in the separate legal line of business. However, businesses that sell MJ may not be able to maintain adequate business records for their expenses, because they are excluded from commercial banking and transact in cash.
· Employee TP vs. self-employed TP
· computational effect of a business expense depends on whether tp who incurred the expense is an employee, because an employee is not considered to be engaged in a trade or business for purposes of computing AGI; §1.62-1T(d).
· If a TP is not an employee, the TP’s business expenses are above-the-line (ATL) deductions, subtracted from gross income to determine AGI under §62(a)(1). 
· If a TP is an employee, tax consequences depend on whether reimbursed. 
· Employee business expenses that are not reimbursed by the employer are subject to §67(g or f)
· Reimbursed employee business expenses are treated like nonemployee business expenses. Thus, they are above-the-line deductions and not subject to §67. §62(a)(2)(A). If the amount reimbursed by the employer is equal to the employee business expense, the employee can net the reimbursement (which would otherwise be included in income) and the business expense (which would otherwise be a BTL deduction)—so the reimbursed expense is disregarded for tax purposes.
THE CAPITALIZATION REQUIREMENT
· Depreciable asset is not a capital asset, despite the fact that the cost of the depreciable asset must be capitalized. §1221(a)(2).	Comment by Ruvalcaba, Jacob: Remember that the two terms express different concepts in the tax law: “capitalization” and “Capital asset”
· Depreciable assets are instead “§1231 assets.”
· Note that’s of a business asset must be capitalized, the asset may not be (and, in fact, usually is not) a capital asset
· Current expenses are deductible in the year in which they are incurred, but business expenses for an asset with a useful life that extends beyond the year in which the expense is incurred must be “capitalized.” §263. 
· The rationale for the distinction is a matching principle. Goal is to accurately reflect TP's true income for each year by matching an expense with the income to which it relates. - E.g. Encyclopedia Britannica v. Commissioner.
· Tp must capitalize the costs of improving property, but can currently deduct the cost of incidental repairs §§162(a), 263(a), Reg. §1.162-4, 1.263(a)-3.
· Examples of expenses that may be deductible immediately (i.e., are not capitalized):
· Incidental materials and supplies. Reg §1.162-3 provides that a TP generally can deduct the costs of incidental materials and supplies (for example, legal pads and pens used in a law firm) in the year in which the supplies are purchased.
· Although tp’s must generally capitalize amounts paid to acquire or produce property, under §262(a), there is an exception for “materials and supplies.” Reg. §§1.162-3(a), 1.263(a)-2(c)(2). 
· The regulations define the term “materials and supplies” to include certain tangible property that is not inventory and is used or consumed in tp’s business operations, including property that (i) costs $200 or less, or (ii) has a useful life of 12 months or less. Reg. §1.162-3(c)(1). 
· Tp deduct the cost of “incidental” materials and supplies (i.e. goods carried on hand for which no record of consumption is kept, such as a law firms legal pads and pens) in the year in which thee costs of these supplies are ppaid or incurred, and deduct the cost of “non incidental” materials and supplies in the year in which the supplies are used or consumed. Reg. §.162-3(a). 
· The regulation provides that the cost of a rotable part (i.e., a part that a tp can remove for repair and reinstall after repair) or a temporary pare rpart may be deducted in the year in which the tp disposes of the part. Reg. §1.162-3(a)(3).
· Incidental repairs. Reg §1.162-4 provides that TP does not have to capitalize the cost of incidental repairs that do not materially increase the value or the useful life of the repaired property. It explains that repairs can be deducted currently if the repairs "neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition." 	Comment by Ruvalcaba, Jacob: •	Midland empire packing co. v. commissioner: taxpayer used the basement of its meatpacking plant to store and cure meats. Tax court concluded that the addition of the concrete lining was a repair, not a capital improvement, because addition the lining merely permitted tp to keep doing what it had been doing for 25 years before the pool seepage occurred.

•	Contract – Mt. Morris Drive-In Theatre Co. V. Commissioner – the tp was denied a current deduction for the cost of a drainage system it installed to stop runoff nearby land. The court concluded that the need for the drainage system was foreseeable at the time tp constructed the drive-in theater, so the cost of the drainage had to be capitalized.
· But repairs are capital expenditures if repairs are "in the nature of replacements" that "appreciably prolong the life of the property." Id.; see also Reg. §1.263(a)-1(a), (b).
· The regulations include tests to determine whether expenses are for repair and maintenance or are for an “improvement.”	Comment by Ruvalcaba, Jacob: C. REPAIR AND MAINTENANCE EXPENSES: Reg. §§1.162-4, 1.263(a)-3.
Under §163 and 263(a), the synthesized various tests and factors courts have considered for purposes of distinguishing between repairs and improvements. (NOTE that the term amounts paid as used in these regulations, incorporates a requirement that the liability paiud has accrued under the tp’s method of account. Reg. §§1.162-3(c)(5), 1.263(a)-1(c)(1), -3(b)(1)). In other words, the amounts deductible by an ccrual method tp are subject to the economic performance requirement of §461(h).)
Before applying these tests, tp must first determine the appropriate “unit of property” to which the rules in the regulations are to be applied. Reg. §1.263(a)-3(E). 
The unit of property affects the characterization and deductibility of maintenance expenses; the larger the unit of property, the less likely it will be that maintenance performed on components of that property will result in improvement of the property. The regulation generally adopts a “function interdependence” test to determine the appropriate unit of property; under this test, “components of property 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. Reg. 1.263(a)-3(e)(3)(i)
The regulation provides several exceptions to the general rule
 A component is treated as a separate uunit of property if the depreciation method used to depreciate the component is different from the depreciation method used to depreciate the property of which the component is a part. Reg. §1.263(a)-3(e)(5)(i). 
Buildings and he structural components of buildings (othe thana  lessee’s leasehold improvements) comproise a single unit of property. Reg. §1.263(a)-3(e)(2)
Applicable to plant property provides that a component or a group of components that perform discrete and major function or operation can comprise a separate unit of property. Reg. §1.263(a)-3(e)(3)(ii)(B).
The costs or repairs that are deductible under §§263(a) and u162 may have to be capitalized under §263A.
Repairs costs are generally classified as indirect costs and are allocable to inventory or produced property if the costs directly benefit production activies or are incurred by reason of production or resale activies. Reg. §1.263A-1(e)(3)(i), (ii)(O).
Repair costs that are not allocable to inventory or produced property do not have to be capitalized under §263A. The 263A capitalization rule also can apply to the costs of improvements that must be capitalized under §263(a). Reg. §1.263(a)-3(c)(1)

· Proposed regulations provide a safe harbor for “routine maintenance,” defined as recurring activities (such as inspection, cleaning, testing, and replacement of component parts) that TP expects to perform to maintain the property in its “ordinarily efficient operating condition.” 
· The following factors are relevant for purposes of determining whether amounts are paid for routine maintenance: (i) the recurring nature of the activity; (ii) industry practice; (iii) manufacturer’s recommendations; and (iv) the tp’s experience with similar or identical property. 
· Maintenance is “routine” only if a tp expects to perform the activities more than once during the class life of the property. 
· The safe harbor applies to maintenance performed on routable parts and temporary spare parts, but a tp generally cannot deduct the cost of acquiring such parts until they are discarded. Reg. §§1.162-3(a), 1.263(a)-3(i)(2).
· If the maintenance activities do not qualify for the safe harbor, they are subject to a three-part “improvement” test in the regulation. 
· Costs “improve” property, and must be capitalized, if the amounts paid (i) result in a “betterment” of the property; (ii) “restore” the property; or (iii) adapt the property to a new or different use. Reg. §1.263(a)-3(d).
· Regulation provides that an amount paid results in the betterment of property only if the amount paid: (i) ameliorates a material condition or defect that existed at the time tp acquired the property or the property was produced; (ii) results in a material addition (i.e. enlargement, expansion, or extension) to the property; or (iii) results in a material increase in productivity, efficiency, strength, or quality of the property or its output. Reg. §1.263(a)-3j)(1).
· The determination of whether an amount paid resuts ina  betterment is made by comparing: (i) the condition of the property before the event (either normal wear and tear or a particular event) that made the maintenance necessary; and (ii) the condition of the property after the maintenance. Reg. §1.263(a)-3(j)(2)(iv). 
· If a replacement part is not available, and a tp replaces the defective part with a similar but better part, that fact alone will not result in a material increase in the value of the property. Reg. §1.263(a)-3(j)(2)(iii).
· An amount paid “restores” property and must be capitalized if the amount paid: (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 ordinarily efficient operating condition, if 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; or (v) is to replace “a major component or a substantial structural part” of the property. Reg. §1.263(a)-3(k)(!). 
· The regulations define a major component as a non-incidental part of the combination of parts that performs a discrete and critical function in the operation of the unit of property. Reg §1.263(a)-3(k)(6).
· A substantial structural part is a part or combination of parts that comprises a “large portion” of the physical structure of the unit of property. Reg §1.263-3(k)(6)(i)(B).
· “Cost of good sold” (COGS) deduction for businesses that keep inventories.§61(a)(2) provides that gross income includes "gross income derived from business." TP that uses inventories (manufacturers, wholesalers, and retailers), gross income derived from business equals gross receipts from sales less the TP's “cost of goods sold.”	Comment by Ruvalcaba, Jacob: •	Market value of the inventory is generally the replacement cost of the inventory. Reg. §1.471-4. However, the general replacement cost rule does not apply if: (i) goods are defective or obsolete or (ii) there have been offers to sell and actual sales at a price that is less than the replacement cost (in which case the goods should be valued at the price at which the goods are actually sold). Eg. §§1.471-2(c),-4(b).

o	Thor Power Tool Co. v. Commissioner: tp valued its inventory using the lower of cost or market method. Tp decided that I had “excess” inventory and reduced its closing inventory to “net realizable value,” which resulted in a 900k write-down of the inventory. The write-down amount was calculated by the tp;s business expertise, not on the replacement cost of the inventory. Service disallowed the inventory write-down , arguing tp’s inventory method did not clearly reflect income under §§446(b) ad 471. Court held the commissioner had not absued his discretion in disallowing the writedown because the write-down appeared to be based on the subjective estimates of management of the tp.
· TP who keeps inventory of goods for sale mut capitalize the costs of supplies and materials instead of immediately deducting them; he costs are added to the tp’s inventory costs and deducted when the inventory is sold. For a tp who uses inventories, gross income  derived form business equals gross receipts from sales less the tp’s cost of goods sold. Reg. §1.61-3(a).
· Tp must use inventories for tax purposes if use of inventories is necessary to clearly reflect the tp’s income. §471(a).	Comment by Ruvalcaba, Jacob: Reg. §1.471-1 requires a tp to use inventories if  (i) the tp produces, purchases, or sells merchandise and (ii) the production, purchase, or sale of such merchandise is an income-producing factor.
E.g.: Wilkinson-Beane, inc. v. Commissioner: court held that an undertaker that sold complete funeral packages at fixed prices (around 15% of which was attributable to the cost of the casket) had to use inventories to account for its sale of caskets because the caskets were merchandise and the sale of the casket was income-producing factor in the tp’s business. 

· Cost of goods sold = Cost of goods sold is equal to the cost of the inventory at the beginning of the taxable year (opening inventory), plus the costs of goods purchased during the year (purchases, or, if goods are produced, the costs of such goods, additions), less the cost of the inventory remaining at the end of the year (closing inventory). 
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· Opening inventory equals the closing inventory amount (in dollars) from the previous year. Purchases for the year are taken into account at their cost, determined from purchase invoices.
· Merchandise is reflected in inventory when the tp has title to the merchandise
· Inventory costs that are capitalized under the §263A UNICAP rules (for example, warehousing costs, selling costs, direct labor costs, and indirect labor costs allocated to production or sales activities) are also added to the cost of merchandise.
· Methods for Determining Cost of Goods Sold: Inventory costs fluctuate, so TP must determine the cost of the units in the closing inventory by using one of several methods. Cost conventions are used to assign a dollar cost to closing inventory.	Comment by Ruvalcaba, Jacob: Majority of TP use FIFO even though they report 
For inventory accounting - TP must use 1 method for both financial accounting and Tax 
This is really all I need to know about inventory accounting 
Inventory - only time we use deductions to calculate our amount going into gross income
Gross receipts less costs of goods sold and then every other deduction is after GI the normal way
· Specific identification method. If TP can identify actual cost for specific goods in closing inventory, TP can calculate cost of closing inventory on that basis. 
· E.g.: art gallery that sells unique works of art could use this method. This method is impractical if TP’s inventory includes numerous fungible goods.
· TP can either physically count units or use “book inventories” provided that the book inventories are verified by physical inventories at reasonable intervals to compute the value of closing inventory – reg §1.471-2(d).
· Cost convention methods. Typically TP determines cost of its closing inventory by applying either the first-in-first-out (FIFO) method or the last-in-first-out (LIFO) method. Both of these methods are fictions; they are simply conventions that are used to determine the value of the TP's closing inventory. The FIFO method applies unless a TP makes an election to apply LIFO. §472. A TP who uses LIFO for tax purposes must also use it for financial reporting purposes. §472(c). TPs are required to use the same cost convention method consistently.
· FIFO. FIFO (equivalent of “last-in-still-here”) assumes that the items sold during the year were the earliest items purchased, and the items left in closing inventory at the end of the year are the most recently purchased items. A TP using FIFO may compute the value of its closing inventory using the lower of cost or market method to value the inventory. 
· A TP who uses the lower of cost or market method would (i) first, calculate the cost of the units in the closing inventory, using FIFO, (ii) second, calculate the "market" price (generally replacement cost) of the units in closing inventory, and (iii) third use the lower amount as the value of the closing inventory.	Comment by Ruvalcaba, Jacob: 	Purpose?: if inventory prices have risen the lower of cost or market will be the cost, so the use of the lower of cost or market method will not have any effect on the tp’s cost of goods sold or gross income. On the other hand, if the inventory prices have declined so that the market balue of the inventory is less than its cost, using the market value reduces the closing inventory, which increases the tp’s cost of goods sold and, in turn, reduces the tp’s gross income.
•	In effect, allowing a tp to use the owner of cost or market method, in conjunction with FIFO, permits the tp to anticipate a loss on the inventory before it is sold.
· LIFO. LIFO (equivalent of “first-in-still-here”) assumes the items sold were the most recently purchased items, and the items in closing inventory were the earliest items purchased. A TP using LIFO is not permitted to use the lower of cost or market method. §472(b), Reg 1.472-2(b). Using LIFO in a period of rising inventory costs decreases the TP's closing inventory, which increases the TP's cost of goods sold, and, in turn, decreases the TP's gross income and taxes. In spite of the potential tax savings from using LIFO, most TPs adopt FIFO because §472(c) requires that TPs who use LIFO for tax purposes also use LIFO for financial accounting purposes. For financial accounting purposes, TPs want high gross income so they frequently do not want to use LIFO if inventory costs are rising.

COST RECOVERY OF CAPITALIZED EXPENDITURES
· If the cost of trade or business property must be “capitalized,” (i.e., is not immediately deductible), the TP must determine when the TP will “recover” the cost of the property. 
· Research and development expenses. Most research and experimental expenses do not have to be capitalized. §§174, 263A(c)(2).	Comment by Ruvalcaba, Jacob: •	Farmers generally do not gave to capitalize expenditures for soil or water conservation, for the prevention of erosion, or for endangered species, recovery. §175.
· Most research and experimental expenses do not have to be capitalized even though they provide a benefit extending beyond the taxable year. §§174, 263A(c)(2). However, the cost of researching a book (along with preproduction costs such as editing and illustrating) may have to be capitalized. Reg. §1.263A-2(a)(2)9ii)(a)(1). 
· Remember does not apply to freelance writers.
· Advertising costs. Advertising costs do not have to be capitalized. Marketing, ads, and general business  and financial planning do not have to be capitalized.
· Prepayment of expense that relates to a future year. If a TP prepays an expense that is attributable to later years, the expense must be capitalized. 	Comment by Ruvalcaba, Jacob: Capitalization requirement applies to amounts paid for intangible assets.
· E.g.: TP that prepays three years of insurance premiums has to allocate that expense over the three years and deduct a portion in each year.
· In commissioner v. Boylston Market Association, a cash method tp that prepaid three years of insurance premiums had to allocate the expense of the three year and deduct a portion in each year (recall accrual method tp’s generally not allowed to deduct prepaid expenses because of the economic performance requirement §461(h).)



· Capitalization of Otherwise Deductible Expenses: Idaho Power Co. and the Uniform Capitalization Rules
· If a TP incurs expenses that otherwise would be deductible business expenses (for example, wages paid to employees) in constructing a building or machinery, the otherwise deductible expenses must be capitalized. 
· Commissioner v. Idaho Power Co., a power company had to capitalize expenses for wages and depreciation on trucks used to construct a capital facility with a 30-year useful life. The effect was that the TP was required to recover the cost of the trucks over the 30-year life of the facility, not the shorter useful life of the trucks.
· The “significant future benefit” test articulated in INDOPCO created a great deal of uncertainty, controversy, and litigation about the scope of the capitalization requirement. IRS and Treasury promulgated final regulations that attempted to clarify the scope of the capitalization requirement for costs of acquiring or creating intangibles. T.D. 9107 (2004), Reg. §§1.263(a)-4,-5. The regulation retain the precise holding of INDOPCO, but reduce the scope of the “significant future benefit” test and gernally reinstate the “separate and distinct asset” test of Lincoln Savings, on the grounds that the latter test is more certain and administrable. 
· Reg §1.263(a)-4 provides that tp must capitalize amounts paid to: (i) acquire intangibles described in -4(c; (ii) create intangibles described in -4(d); (iii) create or enhance a separate and distinct intangible asse; (iv) create or enhance a future benefit (but only as specified in other administrative guidance, which to date has been quite limited); and (v) facilitate the acquisition or creation of intangibles. Reg. §1.263(a)-4(b)(1). 
· A separate and distinct intangible asset is a property interest, protected by law, that can be transferred from a trade or business Reg. §1.263(a)-4(b)(3)
· Reg. §1.263(a)-4(c) defines “acquired intangibles” and §1.263(a)-4(d) defines “created intangibles” 
· Both (c)(1) and (d(2) define intangibles to include the following finical interests: (i) owner-ship interests in corporations, partnerships, limited liability companies, and other entities; (ii) debt instruments and other debt intangibles; (iii) financial instruments; (iv) annuity and insurance contracts; and (v) nonfunctional currency. For purpose of (c)(1) (acquired intangibles), the term intagibles also includes: (i) leases; (ii) patemt and copyrights; (iii) franchises , trademarks, and trade names; (iv) an assembled workforce; (v) goodwill; (vi) customer lists; (vii) servicing rights; (viii) customer-based intangibles; and(ix) certain computer software. 
· Reg 1.263(a)-4(d) also provides that “created intangibles” include: (i) prepaid expenses, such as prepaid insurance; (ii) fees for memberships and prvivileges, such as hospital priviledges; (iii) certain rights granted by a government agency, such as a business license; (iiv) costs of creating or renewing certain contracts; (v) certain contraction termination costs; (vi) certain costs of rel propert transferred to another or produced for another; and (vii) costs of defending or perfecting itle to intangible property. Reg. §1.263(a)-4(d)(3)-(9). 
· Regulation 1.263(a)-4 provides specifically that tp must capitalize amounts paid to facilitate the acquisition of a business or to change the capital structure of a business. The regulation retains the significant future benefit test of INDOPOCO, but limits its application to specific circumstances.  In addition, the regulation provides that tp may disregard de minimis costs (costs aggregating 5k or less), compensation paid to the tp’s employees and overhead expenses. Reg. §1263(a)-5(d)
· In general, an amount is paid to facilitate a transaction if it is paid in the process of investigating or otherwise pursuing the transaction. Reg. §1.263(a)-5(b)(1). Whether an amount is paid to investigate or otherwise pursue a transaction is based on a facts-and-circumstances analysis. Amounts paid regarding certain overed transactions only facilitate the transaction f they are paid on or after the earlier of (i) the date on which the tp executed a letter of intent, exclusivity agreement, pr similar communication, or (ii) the date on which the material terms of the transaction are agreed upon by the tp’s board of directors (or a comporable managers, if tp is not a corporation).Reg. §1.263(a)-5(e). 
· Covered transactions include (i) taxable acquisitions of assets constituting a trade or business, (ii) certain taxable acquisitions of ownership in a business entity, and (iii) certain tax-deferred reorganizations. (certain corporate acquisitions can qualify for nonrecognition of gain erelaized, in a manner similar to the §1031 nonrecognition rule applicable ot like-kind exchanges). 
· Notwithstanding this tp=friendly cutoff date, certain costs are deemed inherently facilitative and must be capitalized  regardless of when they are paid or incurred. These include amounts paid to: secure an 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 effect the transaction; obtain regulatory approval; obtain shareholder approval; and convey property between the parties.
· Amounts paid to terminate an agreement to enter into a transaction are an amount paid to facilitate a second transaction if the two are mutually exclusive. Reg. §1.263(a)-5(c)(8).
· These payments generally arise when a target corporation agrees to be sold to a buyer, but a second buyer makes a better offer. To prevent this, the first buyer typically contracts to be paid a termination fee if the target corporation wants to get ouyt of the acquisiotn agreement. If the sconed offer is more attractive than the first, even after the termination fee is accounted, the board of directors of the selling corporation typically have a fiduciary duty to agree t the better deal for their shareholders.


Congress enacted the §263A uniform capitalization (UNICAP) rules. 
· UNICAP rules apply to manufacturers, wholesalers, retailers, and any other TPs who produce real or tangible property for sale or acquire real or tangible property for sale to customers in the ordinary course of their business. §263A(b). 
· Does not apply to freelance authors, photographers, and artist. §263(h)
· Section 263A applies to a TP who acquires personal property for resale only if the TP's average annual gross receipts from sales, over a three-year period, exceed $25 million. §263A(b)(2)(B).
· If §263A applies, it requires the TP to recover the expenses of producing or selling goods when the goods are sold, by including those expenses in the TP's "cost of goods sold". §263A(a)(1).
· The UNICAP rules apply to the "direct costs" of producing and selling goods and the portion of "indirect costs" allocable to the goods sold. §263A(a)(2).
· Direct costs include the cost of materials and wages of employees who produce or sell goods. Reg. §1.263A1(e)(2)(i), (g)(1), (2).
· Indirect costs include: the costs of repair and maintenance of equipment or facilities; utility costs; rent on equipment, facilities, or land; indirect labor costs; indirect material costs; the costs of tools and equipment, if such costs are not otherwise capitalized; certain taxes; depreciation on equipment or facilities; depletion; the costs of certain administrative or support departments or functions; compensation paid to officers; insurance premiums; contributions to deferred compensation plans; bidding expenses; and certain interest costs. Reg. §1.263A-1(e)(3)(i), (e)(4)(ii).
· The TP's expenses for marketing, advertising, and general business and financial planning do not have to be capitalized.
· The UNICAP rules are complicated and specific.
· Expenses for Purchased Goodwill and Certain Other Intangible Assets
· "§197 intangibles" can be amortized ratably over a 15-year period, regardless of their actual useful lives. Section 197 intangibles include purchased goodwill, going-concern value, know-how, information bases, governmental licenses, trademarks, covenants not to compete, and similar items. §197(d).	Comment by Ruvalcaba, Jacob: The term amortization, rather than depreciation, typically is used to describe deductions for the cost intangible property.
· §197 specifically excludes from the definition of a §197 intangible: (i) an interest in a corporation, partnership, trust or estate; (ii) an interest in a financial contract; (iii) an interest in land; (iv) computer software; (v) certain interests or rights (e.g., an interest in a film, book, copyright, or certain contract rights) if not acquired in connection with the acquisition of other assets constituting a trade or business or a substantial portion of a trade or business; (vi) certain interests under leases and debt instruments; (vi) certain interests under leases and debt instruments; (vii) mortgage servicing rights if not acquired in connection with the acquisition of to her assets constituting a trade or business or a substantial portion of a trade or business; and (viii) professional fees and transaction costs in certain corporate reorganizations. §197(e).
· Welch v. Helvering, tp claimed a §162 deduction when he paid his employer’s debts that had been discharged in a bankruptcy proceeding. Court held tp could not take deduction because payment of the discharged debts produced benefits to the tp that extended beyond the year in which the payments were made – the tp’s expenditures were for goodwill.
· Intangibles created by tp (rather than purchased) generally cannot be amortized unless they are created in connection with a transaction or series of transactions involving the acquisition of assets constituting a trade or business or a substantial portion of a trade or business. §197©(2), (d)(1).
· Costs of creating a new trade name for an existing business thus could be amortized over 15year period.
· Cost of Property with an Unlimited Useful Life
· The cost of property with an unlimited useful life, such as land, must be capitalized and cannot be depreciated or amortized. Reg. §§§1.167(a-2,-3. 
· The costs of such property may be recovered only when the property is sold, by subtracting TP's Adjusted Basis from amount realized on the sale.
· Reg . §1.167(a)-3(a) provides that the costs of an intangible can be amortized if the useful life of the intangible can be estimated with reasonable accuracy. A safe harbor allows a tp to assume that the useful life of intangibles is generally 15 years. Reg. §1.167(a)-3(b)(1).
· Cost of Trade or Business Assets with a Limited Useful Life: Amortization, Depreciation and ACRS	Comment by Ruvalcaba, Jacob: The cost of a business asset with a useful life greater than one taxable year must be capitalized. The timing and amount of tp’s deductions for the capitalized cost of the business asset depend on the type of asset. If the asset is not a “wasting” asset, the tp does not recover any of the cost of the asset until the asset is sold. If the asset is a  “wasting” asset (meaning that we assume it will decline in value over time, due to the “wasting” of the asset), the tp can take depreciation deductions for the annual decline in value of the asset.
· The starting point: §167. Section 167(a) provides generally that a TP is allowed to take depreciation deductions for business or investment property, provided that the property has a limited useful life.	Comment by Ruvalcaba, Jacob: o	§167 allows a deduction “for the exhaustion, wear and tear” of property used in a trade or business or for the production of income.
	Both tangible property, such as a machine or building, and intangible property, such as a patent, are eligible for the deduction. Reg. §§1.167(a)-2,-3.
E.g.: donut machine
· Depreciation (more specifically “amortization”) on intangible assets is determined under §167 (or under §197).	Comment by Ruvalcaba, Jacob: •	Note that the basis of depreciable property is reduced even if the tp does not take depreciation deductions permitted under §§167 and 168, because a tp’s basis is reduced by the amount od depreciation allowed or allowable. §1016(a)(2).

•	Economic depreciation – not straight line or accelerated – most accurately measures a tp’s income. Under the economic depreciation method, tp would take an annual depreciation deduction equal to the decline, during that year, of the value of the property. 
o	E.g.: some cases the decline in value can be determined from market transactions, or books or indexes that reflect transactions.
o	In other cases the decline in value can be determined by discounting expected income streams. 
	We can determine the loss in the value of the property in each of the n years by comparing the sum of the present values of the future income streams 9i) at the beginning of the year and (ii) at the end of the yer, using the 10% rate to compute the present values.
	Note that, using the economic method to determine the depreciation for this piece of business equipment, the tp’s depreciation deductions are back-loaded (starting out low and increasing over time).
•	In fact, economic depreciation will always produce back-loaded depreciation deductions for investments that produce a level stream of income.
· Depreciation on tangible business or investment property is determined under §168. §§167(b) and 168(a).
· Section 168: Accelerated Cost Recovery System (ACRS). Under §168, a TP's annual depreciation deductions are determined using:
· The applicable depreciation method,
· The applicable recovery period, and
· The applicable convention. §168(a)(1), (2), (3).
· The applicable recovery period for tangible property is determined under §168(c) and (e). The recovery periods are generally based upon the class life for the property. §168(e)(3) gives the classification for certain types of property. 
· The main §168 depreciation system, ARCS, accelerates the tp’s depreciation deductions in three ways: (i) it uses recovery periods that are substantially shorter than the actual useful lives of the property; (ii) it allows the use of accelerated depreciation methods, and (iii) it assumes that the salvage value of the property is zero, permitting deduction of the entire cost of the property §168(b), (c, and (e).
· For example, a car or light general purpose truck is "five-year property." §168(e)(3)(B)(i). 
· §168(c) provides the recovery period for various classes of property. 
· For example, the recovery period for: (1) five-year property is five years; (2) residential business real property is 27.5 years; and (3) nonresidential business real property is 39 years.
· The applicable convention is determined under §168(d), which determines the date which depreciable property is deemed to have been placed in service by TP.
· If the asset is not real property, a "half-year convention" applies, so the asset is deemed to have been placed in service on the date that is halfway through the year. §168(d)(1) and (4)(A). (A different “anti-abuse” rule applies if lots of depreciable property is placed in service in the last three months of the year.)	Comment by Ruvalcaba, Jacob: 	A mid-quarter convention applies if a disproportionate amount of depreciable property is placed in service in the last three months of the year. §168(d)(3). 
	If the mid-quarter convention applies, the property is deemed to have been placed in service on the date that is halfway through the quarter in which the property is actually placed in service. §168(d)(4)(C.
· A "midmonth convention" applies to depreciable real property, so real property is deemed to have been placed in service on the date that is halfway through the month in which the property is actually placed in service. §168(d)(2) and (4)(B).
· The applicable depreciation method is determined under §168(b).
· Straight line (SL) method. SL depreciation allocates the total cost of the asset ratably to each year of the useful life of the property. For example, if the useful life of an asset were five years, 20% of the cost could be deducted each year. A TP must use the SL method to depreciate real property and may elect to use the SL method to depreciate other types of property. §168(b)(3), (5).
· Simplifying to illustrate the concept, annual depreciation equals the difference between the cost of the asset and its salvage value, divided by the useful life of the asset. This simple method, allocates cost of the asset ratably over its useful life.
· Declining balance method. If the property is not real property and TP does not elect to use the SL method, generally the 200% declining balance method also known as the double declining balance method will apply for tax accounting purposes (although not for financial accounting purposes). §168(b)(1), (2). Under a 200% declining balance depreciation method, the percentage deduction that would be allowed for the property under the SL method is calculated and multiplied by 200%. This amount of depreciation is then subtracted from the Basis of the depreciable property.	Comment by Ruvalcaba, Jacob: •	If the property is not real property and tp does not elect to use the straight line method, one of two accelerated depreciation methods applies: if the property is 15 year property or 20 year property, the 150 percent declining balance method applies; if the property is any other type of property, the 200% declining balance method (also known as the double declining balance method) generally applies. §168(b)(1),(2).
· §168 provides switch over to SL deductions in the first year in which SL deduction is more than the deduction computed using the declining balance method. Note in this context: SL deduction in a given year is calculated based on (i) adjusted Basis of the property in that year and (ii) the remaining useful life of the property.
· Bonus depreciation. Bonus depreciation is taken before TP’s regular depreciation deduction is calculated; so TP’s regular depreciation deductions will be based on the remaining Basis. §168(k). 	Comment by Ruvalcaba, Jacob: Caution! TCJA includes a number of complex transition rules for 100% expensing, with “phase-down” of 100% expensing in some years and in some situations. Also, Congress frequently amends the depreciation rules. Check for updates in this area of the law.

· Bonus depreciation applies generally to “qualified property” (depreciable property other than real property), acquired and placed in service after Sept. 27, 2017 and before Jan. 1, 2027.
· TCJA increased the bonus depreciation percentage to 100% of the cost of the asset, resulting in immediate expensing (full deduction) of the cost of the asset. §168(k)(6)(A)(i). 
· Tp’s can also deduct bonus depreciation on tangible property with a recovery period of 20 years or less, as well as certain computer software, utility property, film or television productions, or live theatrical productions. §168(k).(Property that must be depreciated using ADS does not qualify for bonus depreciation.)
· Significance of expensing. Allowing 100% depreciation (immediate “expensing”) of the cost of an income-producing asset is the economic equivalent of not taxing the yield produced by that asset.
· E. Cary Brown Theorem: An immediate deduction for the cost of an income-producing asset = a zero tax rate on the income produced by that asset!
· Corollary: No interest deduction should be allowed for the cost of financing the purchase of the income-producing asset.
· TCJA caps a business TP’s interest deduction at 30% of taxable income. The tax and economic effects of the combination of expensing/interest limitation vary significantly by industry. 
· §179 also allows an alternative deduction (“expensing”) for some depreciable property. TP can elect to deduct the cost of tangible depreciable property in the year in which the property is placed in service. The aggregate annual cost that is deductible under §179 is limited to a statutory amount and subject to certain limitations and a phaseout. §179(b)(1), (2) and (b)(5)(A). TCJA increased the cap on the aggregate annual cost that is deductible under §179 to $1 million.
· §179 also allows immediately expensing of the cost of section 1179 property placed in service in the current year. §179(a).
· Applies only if p elects to apply it 179(c)
· The amount of a tp’s 179 deduction is capped and is subject to a phase-out if the tp places more than a limited dollar amount of section 179 property in service during the year.
· Tp’s §179 deduction is reduced one dollar for each dollar of section 179 property placed in service, during the year, in excess of a threshold amount provide in §179(b)(2)
· In addition, §179(b)(3)(A) provides that the tp’s 179 deduction cannot exceed the table income for the tp’s business in the year in which the property is placed in service(any excess deduction is carried over to the next year §179(b)(3)(B))
· Depreciation Recapture
· As property is depreciated/amortized, its AB is reduced by the deductions allowed (or allowable). §1016(a)(2). This increases the gain realized by TP when TP subsequently sells the property. Under §1231, gain from the sale of a depreciable asset can be capital gain. §1231(a)(3). Depreciation deductions are ordinary deductions, however, so the portion of any gain on the sale of depreciable property that is attributable to having taken depreciation deductions is recharacterized as ordinary gain under the depreciation recapture rules of §1245.
· E.g.: if property acquired for $1,000 is fully depreciated, then sold for $1,200, the TP would realize $1,200 of gain on the sale, $1,000 of which would be ordinary gain and $200 of which would be capital gain.
· For real property, depreciation is recaptured only to the extent that the depreciation taken is greater than SL. §1250. 
· This does not usually happen because SL depreciation is required for real property today, but a special 25% capital gain rate applies to the extent of prior depreciation taken on the real property. §§1(h)(6), 1250.

TAX SHELTERS	Comment by Ruvalcaba, Jacob: •	Tax shelters typically package deferred tax or no tax on income with expense deductions and/or tax credits. Tax shelters may comply with the literal letter of the tax law, but produce results that—in extreme cases—seem too good to be true. Some tax shelters are lawful, but aggressive; other tax shelters, such as shelters in which TPs overvalue assets, may border on fraudulent.
· By creating a mismatch of income and expense, the tp has an investment that may be quite profitable, on a before-tax basis, but that produces an annual tax loss that can be used to shelter (i.e., reduce) the tax the investor owes on other forms of income (including active business income). In extreme cases, the tax savings from the deferral of income and acceleration of expenses may convert an investment with a before-tax loss into a profitable investment after-tax. Investments like these that package deferred tax or no tax on income with accelerated deduction of expenses are often referred to as tax shelters, particularly if investments are packaged and marketed by promoters.
· E.g. Owner of a building “sells” (wink, wink!) to a high-bracket TP a building that is worth only $8 million for $1 million of cash and $11 million of NR debt, which the TP borrows from the seller. The buyer-TP also rents the building to the seller. Each year, the TP takes $720,000 of interest deductions and $300,000 of annual depreciation deductions, calculated by reference to the TP’s basis in the building, which generally includes NR debt. Altogether, the TP takes annual deductions of $1,020,000 on the property, and must include in income the “rent” the former owner pays the TP. The depreciation deductions reduce the TP’s basis in the building. After 10 years, the TP defaults on the NR debt (surprise!) and realizes and recognizes gain on the sale. The combination of the current interest and depreciation deductions and deferred tax on the back end gain produce a positive net return for the TP.
Judicial Doctrines (Extra-Statutory Doctrines That Override Specific IRC Rules)	Comment by Ruvalcaba, Jacob: Courts invoke various specific doctrines to deny tax benefits in transactions that are inconsistent with the underlying intent of the IRC, are solely tax-motivated, or are without economic substance.
· 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.	Comment by Ruvalcaba, Jacob: ASK IF WE NEED TO KNOW THIS DOCTRINE OR JUST GENERALLY HOW THEY ALL APPLY TO TAX SHELTERS?
· STEP TRANSACTION DOCTRINE: If a transaction is artificially segmented into a series of separate transactions, to achieve a better tax result than TP could achieve in a single transaction, court may collapse the “steps” into single transaction for tax purposes.
· BUSINESS PURPOSE DOCTRINE: If a transaction is structured in a way that serves no non-tax purpose, court may deny TP the tax benefit that was the sole purpose of the structure.
· ECONOMIC SUBSTANCE DOCTRINE: If a transaction does not meaningful alter the TP’s economic position, aside from tax benefits, a court may deny TP the intended tax benefits. In 2010, Congress codified judicial economic substance doctrine. §7701(o).
· Courts vary in the specific ways in which they apply these doctrines. Also, the doctrines overlap. Courts analyzing the same facts can reach different anti-avoidance conclusions:
· Estate of Franklin v. Commissioner (9th Cir. 1976), the Court held that inflated nonrecourse indebtedness, which exceeded the actual value of the property, was not genuine debt and should be disregarded completely, for tax purposes. If we apply this approach to the example above, the TP’s basis in the building would be just the $1 million cash down payment (instead of $12 million), reducing the TP’s annual depreciation deductions on the property to $25,000. In addition, all of TP’s interest deductions on the nonrecourse debt would be disallowed. Instead of having annual deductions of over $1 million, TP annual deductions just $25,000!
· Pleasant Summit Land Corp. v. Commissioner (3rd Cir. 1989), Court adopted a different anti-abuse approach on similar facts. The Court held that inflated nonrecourse debt is includible in basis up to the actual fair market value of the property, but the inflated excess debt is disregarded for tax purposes. If we apply this approach to the example above, TP’s basis in the building would be $9 million, which is the sum of the nonrecourse debt, up to the $8 million value of the property, plus the TP’s $1 million cash down payment. TP’s depreciation deductions would be about $225,000 per year. In addition, TP would be allowed $480,000 of annual interest deductions on $8 million of the nonrecourse debt. Instead of having annual deductions of over $1 million, TP would have annual deductions of $705,000.
The Congressional Response to Individual Tax Shelters
· §163(d) Investment Interest Limitation: The amount TP is allowed as a deduction for investment interest (excluding Qualified Residence Interest) cannot exceed TP’s net investment income (e.g., interest and dividends).
· §469 Passive Loss Rules: divides TP’s income into three baskets: (a) passive; (b) portfolio; and (c) active trade or business. 
· Prior to the enactment of the Passive Loss Rules, a TP could use passive losses to offset her active trade or business income, thereby eliminating income tax on her trade or business income. The Passive Loss Rules prevent this tax reduction strategy by segregating income and loss into separate baskets.
· A passive activity loss (PAL) is deductible only to the extent of passive income. Excess passive losses are carried forward. An activity is “passive” if TP does not “materially participate” in the activity. The regulations set forth a series of tests for determining whether TP material participates in the activity. 
· Generally, a limited partner cannot satisfy the material participation test. Rental activities are usually, but not always, passive. A special rule sometimes allows a TP who participates in a real estate activity to deduct up to $25,000 of passive activity losses from the real estate activity, despite the general disallowance rule for PALs.
· §465 At-Risk Rules: limits TP’s deduction of losses from a trade or business activity to the amount of TP’s “at-risk” investment in the activity. Excess losses are carried forward. TP’s at-risk investment includes (a) cash contributed to the activity; (b) the basis of property contributed to the activity; (c) debt for which TP is personally liable or that is secured by assets of TP other than the assets used in the activity; and (d) qualified nonrecourse financing (financing borrowed from an unrelated party in an arm’s length transaction and secured by the real property used in the activity) from real estate activity.
· The At-Risk Rules eliminate the tax advantages of the “funny-money” seller nonrecourse financing (combined with overvaluation of the property) in the egregious tax shelter example provided above.
· §§264 and 265: limit the deduction of interest on debt incurred to purchase or carry tax-exempt bonds or single premium life insurance policies or annuities.
· §6662: imposes penalties on substantial understatements of income and substantial overstatements of the value of property. §6662 penalty is 20% or 40% of the underpayment of tax attributable to income understatement or valuation overstatement.

ALTERNATE MINIMUM TAX	Comment by Ruvalcaba, Jacob: Originally enacted the AMT to prevent very wealthy tps from eliminating their tax liability by taking advantage of tax preferences that are available under the regular income tax.

ALTERNATE MINIMUM TAX: §§55-58
Tp were hit by the pre-TCJA AMT if, under the regular income tax, they claimed a large number of exemptions, SALT deductions, home equity indebtedness, and miscellaneous itemized deductions.
Tps subtract from AMTI the relevant inflation-adjusted AMT exemption amount to compute the taxable excess. §55(d).
The exemption amount is subject to a phase out; the tp’s exemption amount is reduced by 25% of the amount by which the tp’s AMTI exceeds the inflation-adjusted amounts specified in §55(d)(3).
· TPs must compute their tax liability under the regular income tax and the AMT and pay the higher amount. §55(a). 
· AMT imposes tax on the TP’s “taxable excess,” which is the TP’s alternative minimum taxable income (AMTI) less the AMT exemption amount.
AMTI: TP's taxable income for regular tax purposes, adjusted as provided in §§56-58. 	Comment by Ruvalcaba, Jacob: •	Tps begin by calculating their alternative minimum taxable income (AMTI), which is their taxable income (computed under the regular income tax), adjusted as required by §§56-58.
O				For example, tps add to taxable income the standard deduction they claimed under the regular income tax. §56(b)(1)(E).
· For example, certain deductions that a TP is allowed under the regular tax are added to the TP’s taxable income to calculate AMTI. The base of the AMT is broader than the base of the regular income tax.	Comment by Ruvalcaba, Jacob: •	Tp were hit by the pre-TCJA AMT if, under the regular income tax, they claimed a large number of exemptions, SALT deductions, home equity indebtedness, and miscellaneous itemized deductions.
AMT Exemption Amount
· TCJA significantly increased the AMT exemption amount. Following TCJA, the §55(d)(1) exemption amount was: $109,400 for married couples filing a joint return and $70,300 for individuals and heads of households. The exemption amount is adjusted annually for inflation.
· Phaseout. The exemption is subject to a phaseout. §55(d)(3). Following TCJA, the phaseout begins at $1,000,000 of AMTI for married TPs filing joint returns (MFJ) and $500,000 of AMTI for individuals and heads of households. The phaseout is complete at $1,437,600 for MFJ and $781,200 for unmarrieds
AMT Rates
· TP’s taxable excess, up to $175,000 (the amount in the rate bracket is adjusted annually for inflation) is taxed at a 26% rate. TP’s taxable excess above $175,000 (again, inflation adjusted) is taxed at a 28% rate. A TP’s tentative AMT is the sum of the tax imposed, at the two AMT rates, on the taxable excess









Other TCJA Changes Regarding Business Taxation
· Large publicly traded U.S. businesses almost always are C corporations. An S corporation is a corporation that is eligible to file an S election and files such an election. The eligibility requirements include limitations on the number and type of shareholders, which preclude public trading of S corporation stock.
· Under the federal income tax, C corporations are tps and file entity tax returns. Fed income tax rates applicable to C corporation income determined under §11.
· Other common types of business entities, including S corporations, general partnerships, limited partnerships, and limited liability companies, are treated differently under the fed income tax.
· These business entities file tax returns, but do not pay entity level taxes. Instead, the income and loss of such “pass-through” entities are reported on the tax returns of the owners of the business. The income of a pass-through entity thus is taxed once at the owner’s marginal tax rate.
· §199A allows certain unincorporated business owners to deduct up to 20% of the income from their businesses.
· TCJA creates a powerful new tax incentive to run income through a business (C corp or a pass-through business entity) where the income otherwise would be individual ordinary income. 
· If 199A applies, business income from unincorporated business entities and sole proprietorships is taxed at a lower rate than employee wages.
· Qualified business income (QBI) basically is the net income of the pass-through business, excluding investment income (capital gain and loss, dividends, and certain other investment income) received by the business and deductions for salary the business paid to the tp. §199(c)(1), Reg §§1.199A-1(b)(4), - 3(b).
· 199A deduction is a below-the-line deduction and may be taken in addition to the standard deduction or itemized deductions.
· Tps generally must determine their 199a deductions separately for each qualified trade or business.  Reg. §1.199A-4. 
· For each qualified trade or business, tp calculates a tentative deduction and checks it against the deduction limitations in §199A.
· The proposed regulations allow aggregation of businesses, however, if (i) each of the businesses is a qualified trade or business, (ii) certain common control requirements are met, (iii) the businesses are functionally aggerated, (iv) tp elects to aggregate, and (v) the tp attaches a statement regarding the aggregation to her tax return each year. §1.199A-4C)(2)
· The tp must use the same aggregation consistently from year to year.
· A qualified trade or business is defined as a trade or business other than: (i) a specified service trade or business (SSTB); (ii) the business of performing services as an employee; or (iii) a trade or business that involves the performance of services that consist of investing and investment management, trading, or dealing in securities, partnership interests, or commodities. §199A(d)(1). 
· The term SSTB is defined by reference to §1202(e)(3)(A) to conclude “any trade or business involving the performance of services in the fields of health, law… accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage services, or any trade or business where the principal asset of such trade or business is the reputation or skill of 1 or more of its employees or owners. §§199A(d)(2).
· Engineering and architecture businesses not SSTBs for purposes of 199A. Neither is real-estate.















































PERSONAL CREDITS
· §22 Credit for Low-Income Elderly and Disabled Taxpayers: provides a credit for tps who either are at least 65 years old or retired because of permanent and total disability. 
· The maximum credit is $750 (15% of $5000) for unmarried tps or married tps where only one spouse qualifies for the credit. If married tp both qualify for the credit and file a joint return, the maximum credit is $1,125 (15% of $7,500).
· The credit is phased out for tps with AGI over a low threshold amount. §22(d).
· The credit is reduced if tp receives certain types of government pension, annuity, or disability payments. §22(c)(1),(3). 
· §24 Child Tax Credit and Other Dependent Credit: provides a child tax credit for each “qualifying child” and a family credit for each “dependent” who is not a qualifying child.
· The CTC is partially refundable. The maximum credit is $2,000 per child. The maximum refundable portion of the credit is $1,400. §24(d), (h)(5), (6). 
· §24 term “qualifying child” is defined as a §152(c) “qualifying child” who is 16 or younger and is a citizen, national, or legal resident of the USA. 
· §152(c) “qualifying child” is a person who: (i) is the tp’s child or a descendant of such a child, or tp’s brother, sister, or step-sibling or a descendant of any such relative, (ii) has the same principal place of abode as the tp for more than half the year, and (iii) has not provided more than half of his own support for the year. §152(c). 
· (***if the tp’s child meets the 152c requirements but fails the §24 age requirement, the tp may be able to claim a $500 family credit for the child. Elderly relatives who live with the tp may also qualify the tp for the family credit as §152 “qualifying relatives.”)
· The CTC is phased out for TPs with AGI over a threshold amount:
· The TCJA phaseout threshold (2018-2025) is $400k AGI for MFJ or $200k AGI for single or HOH. If TP’s AGI exceeds the AGI threshold, TP’s CTC is reduced by $50 for every $1,000 the TP’s (AGI) exceeds the threshold. The CTC is fully phased out at $440,000 of AGI for MFJ or $240,000 of AGI for single or HOH.
· The refundable portion of the tp’s aggregate child tax credits cannot exceed 15% of tp’s earnings over $2,500.
· Other Dependent Credit (ODC) for "qualifying dependents" other than qualifying children. §24 also provides a $500 non-refundable.	Comment by Ruvalcaba, Jacob: "Dependent" is defined in ¬ß152 as either as: a "qualifying child" or a "qualifying relative." A "qualifying relative" is a person:
who either:
is the TP's child or child's descendant, parent or parent's ancestor, sibling, aunt, uncle, niece, nephew, cousin, or in-law, or has "the same principal place of abode as the TP and is a member of the TP's household;"
whose gross income for the year is less than the ¬ß151 personal exemption amount [see 151(d)(5)(B)];
who receives more than half of her support from the TP; and
who is not a qualifying child of the TP.
The qualifying dependent must be a U.S. citizen, U.S. national, or U.S. resident alien. The CTC AGI phaseout rules also apply to the ODC.
· The TP must provide a Social Security number for the child. No CTC is allowed for undocumented children. §24(h)(7). 
· §31 credit for income tax withheld from employees’ pay by their employers, is the most commonly applicable credit. The credit is fully refundable.
· §32 Earned Income Tax Credit (EITC or EIC)
· EITC is fully refundable. §32 credit equals the “credit percentage” of an eligible TP's “earned income” up to the “earned income amount.” §32(a)(1).
· In 2019, credit percentage is 34% if TP had one qualifying child, 40% if the taxpayer had two qualifying children, 45% if the taxpayer had three or more qualifying children, and 7.65% if TP had no qualifying children. §32(b)(1)(B).
· Earned income includes wages, salaries, tips, and any other employment compensation and income from self-employment, but does not include pensions or annuities. §32(c)(2). The amount of earned income that may be taken into account, for purposes of computing the credit, is limited to the earned income amount (adjusted for inflation). §32(a)(1).
· The EITC is subject to a complex phaseout that ensures that the benefits of §32 go only to the "working poor."	Comment by Ruvalcaba, Jacob: Also, the IRS provides EITC Worksheets.

Which parent is legally entitled to claim the child if the parents are not married? General rule: The custodian parent claims the child. In audit, a parent claiming a child may be asked to prove where the child spent the night each night during the year, to establish which parent is the “custodial” parent.

EITC eligibility is a recurring administrative issue. TPs claiming the EITC are audited at higher-than-average rates.
· The "earned income amount" is the amount of earned income at or above which the maximum amount of the earned income credit is allowed. The "threshold phaseout amount" is the amount of adjusted gross income (or, if greater, earned income) above which the maximum amount of the credit begins to phase out. The "completed phaseout amount" is the amount of adjusted gross income (or, if greater, earned income) at or above which no credit is allowed. 






























BELOW THE LINE DEDUCTIONS	Comment by Ruvalcaba, Jacob: The general rule of §262 provides that taxpayers may not deduct personal expenses. Itemized deductions, such as the home mortgage interest deduction and charitable contribution deduction, are exceptions to the general rule. Itemized deductions are “below-the-line” deductions because they are subtracted from Adjusted Gross Income to compute Taxable Income (assuming the taxpayer’s Itemized Deductions exceed the Standard Deduction).
	Comment by Ruvalcaba, Jacob: ** Difference in deduction or exclusion. A credit is a direct reduction in tax while a deduction or exclusion is a reduction in taxable income; the tax saving from a credit is the amount of the credit, while the tax saving from a deduction or exclusion is the amount of the deduction or exclusion multiplied by the tp’s tax rate.
· Expenses incurred in earning income from sources other than a trade or business are deductible under §212, but such investment expenses also generally are nondeductible below-the-line “miscellaneous itemized deductions” under §67, as amended by TCJA. 
· An exception is the deduction for §212 expenses attributable to property held for the production of rents or royalties, which is an above-the-line deduction. §62(a)(4).
Personal Deductions
· Personal deductions are subtracted from AGI in determining taxable income. A tp may take either (i) itemized personal deductions or (ii) a standard deduction. §63(b).
· Example: if TP is in the 30% bracket, a $100 credit saves the TP $100, but a $100 deduction saves the TP $30.
§67 Disallowance of “Miscellaneous Itemized Deductions”:
· §67(a) provides that itemized deductions other than the ones listed in §67(b) are allowed only to the extent they exceed 2% of the TP's adjusted gross income. However, TCJA added §67(g), stating “Notwithstanding subsection (a), no miscellaneous itemized deduction shall be allowed for any taxable year beginning after 2017, and before 2026.”
· Section 67(a) and (g) do not limit the following itemized deductions, which are listed in §67(b): §163 interest deductions; §164 deductions for state and local taxes; §165 deductions for casualty losses and gambling losses; §170 deduction for charitable contributions; §213 deduction for medical expenses; the deduction allowed under §1341. (Others are listed in §67(b).)
· Deductions that are disallowed by §67: Deductions for unreimbursed employee business expenses and certain investment-related fees are subject to the §67 disallowance. Section 67 also prevents tort plaintiffs from deducting substantial fees they pay their attorneys pursuant to a contingent fee agreement in cases other than employment discrimination suits. (above-the-line, and are not subject to §67, if the case is an employment discrimination case. §62(a)(20), (e).)
PERSONAL INTEREST §163
· TPs can deduct interest on amounts borrowed in connection with a trade or business (business interest) and on amounts borrowed for investment purposes (investment interest), subject to certain limitations to prevent tax avoidance. §163(a). 
· TCJA added §163(j), which (simplifying a complex rule) limits a business’s interest deduction to 30% of adjusted taxable income.	Comment by Ruvalcaba, Jacob: (The connection between the bnus depreciation rules and the interet deduction rules is explicit in §163(j)(7)(A)(iv) and §168(k)(9), which provide that regulated public utilities do not qualify for bonus depreciation and are not subject t the §163(j) interest limitation)
· General rule: Personal interest is not deductible. Interest on money borrowed for personal reasons, such as the purchase of an automobile, or vacation, is not deductible.
· Exception: 
· TPs can deduct qualified residence interest. §163(h). Qualified residence interest is defined as interest paid with respect to a "qualified residence" of the TP on "acquisition indebtedness." §163(h)(3).
· A qualified residence is the TP's principal residence and one other residence of TP. §163(h)(4)(A). A residence that TP rents to others is a qualified residence only if, during the 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. §§ 163(h)(4)(A)(i)(II) and 280A(d)(1).
· Acquisition indebtedness is any indebtedness that is secured by the residence and was incurred in acquiring, constructing, or substantially improving the residence. §163(h)(3)(B). (Acquisition indebtedness also includes any indebtedness, secured by the residence, from refinancing qualified acquisition indebtedness, but only up to the amount that was refinanced) 
· The aggregate amount of acquisition indebtedness for any TP is capped at $1 million if the indebtedness was incurred on or before December 15, 2017. §163(h)(3)(B)(ii). TCJA reduced the indebtedness cap to $750,000 for acquisition indebtedness incurred after December 15, 2017.
· TCJA eliminated the former interest deduction for interest on “home equity indebtedness” (even interest on home equity indebtedness incurred before TCJA). §163(h)(3)(C). Note, however, that interest on a home equity loan may qualify as acquisition indebtedness if the loan proceeds are used to improve the property.
· Points are amounts a lender requires a borrower to pay, usually on the closing of the loan, in lieu of charging the borrower a high interest rate on the loan.
· Points paid in connection with a loan generally must be capitalized and are deducted over the term of the loan. §461(g)(1).
· However, 461(g)(2) provides an exception to that rule for points paid on indebtedness secured by tp’s principal residence and incurred to purchase or improve the principal residence, provided that (i) payment of points is an established business practice in area in which the indebtedness incurred and (ii) points paid do not exceed amount generally charged in area. If the requirements of 461(g)(2) are met, the points are deducted in the year in which they are paid.
· Note: points paid to refinance an existing home mortgage are not within 461(g)(2) rule and cannot be immediately deducted in the year in which they are paid but instead the points are deducted over the term of the loan.
TAXES §164
· A personal itemized deduction is permitted under §164 for state and local income taxes and taxes on real and personal property.
· Taxpayers can elect to take a sales tax deduction in lieu of a deduction for state and local income taxes. §164(b)(5).
· TP who live in states with an income tax generally will not elect to take the sales tax deduction because their deduction for state and local income taxes generally will exceed the deduction for state and local sales taxes
· Can either use two methods to determine the amount of their sales tax deduction. They can deduct either; (i) the amount indicated in state sales tax tables prepared by the IRS; or (ii) the sales taxes they actually paid (provided they kept receipts). §164(b)(5)(H)
· Tp cannot generally deduct federal taxes paid.
· Amounts charged for government services are considered “fees” rather than taxes. Such fees do not qualify for the 164 personal deduction for state and local taxes.
· They may be deductible as ordinary and necessary business expenses or as expenses incurred in the production of income.
· Assessments on real property owners for local benefits, such as sidewalks, are not treated as real property taxes for purposes of §164 and are not deductible. §1.164-4.
· §164 deduction is not permitted for taxes paid in connection with acquisition of property.
· If paid by the buyer, such transfer taxes must be treated as part of the buyer’s cost of the property, whether or not incurred in a business context. Similarly, taxes incurred by a seller in connection with the sale of property are not deductible, but instead reduce the amount realized on the sale. §164(a).
· When real property is sold, property taxes for the year of the sale must be allocated between the buyer and the seller. §164(d)(1). 
· Under §164d, property taxes are allocated based on the part of the year the property was owned by each. For the purpose of allocation, the buyer is treated as the owner of the property on the date the property was sold. §164(d)(1).
· If the buyer pays property taxes allocable to the seller, the seller’s property taxes paid by the buyer increases the seller’s amount realized and the buyer’s basis in the property acquired.
· If on the other hand the seller pays property taxes allocable to the buyer and is reimbursed for taxes by the buyer, the property taxes allocable to the buyer and reimbursed by the buyer reduce the seller’s amount realized and the buyer’s basis in the property acquired.
· TCJA amended §164 to limit a tp’s aggregate state and local tax (SALT) deduction at $10,000 per year. The same limit applies to married TPs filing a joint return and to single TPs, which creates a SALT deduction marriage penalty.
· SALT workarounds to mitigate the effects of the new SALT limitation.
· The most common type of workaround, a state provides tax credits for charitable contributions to charitable or governmental organizations that benefit the public. (state credits are less than 100% of the amount contributed). The contribution reduces the tp’s state income tax liability, funds the provision of goods and services to the public, and qualifies for a federal income tax deduction as a charitable contribution.
· Receipt of tax benefit for a charitable contribution is not treated as a quid pro quo. A federal income tax deduction for full amount of contribution, with no offset for tax benefit of contribution, is supported by longstanding authority, including cases and administrative pronouncement.
Casualty Losses §165	Comment by Ruvalcaba, Jacob: L receives $300k from insurance, borrow and additional $100k and uses all the $400k to buy a new warehouse
(a)	Step 1: Realized gain =$300k AR - $250k (basis) = $50k. However none recognized
(b)	Step 2: new basis: $400k purchase price - $50k gain that was realized but not recognized = $350k


If tp’s personal casualty gains exceed the tp’s personal casualty losses, the personal casualty gains and losses are treated as capital gains and losses. §165(h)(2)(B) (assuming nonrecognition rule of §1033 is inapplicable).
· §165 distinguishes between business losses and personal losses.
· Losses of property used in a business or profit-seeking activity are deductible whether or not they are due to casualty or theft. §165(c)(1)-(2).
· Generally, personal losses are not deductible. TPs can deduct personal casualty losses to the extent that the aggregate losses during the taxable year exceed 10% of TP's adjusted gross income, after reducing each loss by $100. §165(h).	Comment by Ruvalcaba, Jacob: (c)	Ex: TP has AGI of $200k, during a federal disaster a wildfire burned his home. TP’s home was worth $250k before fire but now only worth $200k. TP basis in property was $210k. Fire damages contents in home (furniture, TV, appliances) worth $50k. Basis in personal property was $90k. TP had no insurance

(i)	Step 1: FMV before – FMV after = $250k-200k = $50k
(ii)	Step 2: Aggregate loss = $50k (basis) + personal property loss = $50k +$50k = $100k
(iii)	Step 3: 10% of AGI = 10% * $200k = $20k
(iv)	Step 4: Aggregate loss – 10% of AGI - $100 = $100k – 20k – 100 = $79,900 deduction
· TCJA adopted bright-line rule that personal casualty and theft losses of an individual are deductible only to extent they're attributable to a federally declared disaster. The president of the United States determines whether to declare a federal "disaster" §165(i)(5)(A).
· Personal casualty losses that do not relate to a federally declared disaster are allowed only to the extent of personal casualty gains, for example gains from the collection of insurance proceeds.
· Personal casualty losses are losses of "property not connected with a trade or business or a transaction entered into for profit if such losses arise from fire, storm, shipwreck, or other casualty, or from theft." §165(c)(3). 
· TPs frequently have litigated the meaning of the term "casualty." The Service has argued that an event qualifies as a casualty only if the event is "sudden, unexpected, and unusual." Rev. Rul. 72-592.
· The timing and the amount of the casualty loss deduction.
· A casualty loss deduction is permitted only to the extent that the loss is not reimbursed by insurance or otherwise. §165 (a).
· Amount of a casualty loss is determined by comparing the FMV of the damaged property before and after the casualty, but the casualty loss cannot exceed TP's Adjusted Basis in the property. §165(b) and Reg. §1.165-7(a)(2)(i) and 7(b)(1). 
· The loss from each casualty is allowed only to the extent that it exceeds a fixed dollar amount, which has varied between $100 (current law) and $500. Also, the deduction for personal casualty losses is limited to the casualty losses that exceed 10% of the TP's AGI. §165(h)(1) and (2)(A).
· *NOTE to treat damages that arise from the same event as one casualty event where you deduct the $100.
· If tp’s personal casualty gains exceed the tp’s personal casualty losses, the personal casualty gains and losses are treated as capital gains and losses. §165(h)(2)(B) (assuming nonrecognition rule of §1033 is inapplicable).
· In these circumstances, the personal casualty loss would not be an itemized deduction; instead it would offset tp’s gain from personal casualty. §165(h)(5)(A).
· If, on the other hand, the tp’s personal casualty losses exceed the tp’s personal casualty gains, the net personal casualty loss is an itemized deduction. §165(h).
· The amount of the loss clamed as a deduction reduces the tp’s basis in the damaged property. §1.165-1(c)(1).)
· TP who qualifies for a personal casualty loss deduction takes the deduction in the year in which the loss occurs, unless the tp makes an election under §165(i). 
· Electing tp can file an amended tax return for the preceding year and claim the casualty loss for that prior year.  
Extraordinary Medical Expenses §213
· §213 allows TPs to deduct their expenses for “medical care” to the extent such expenses exceed 10% of AGI.
· On the other hand, medical benefits provided by an employer are fully excluded from an employee’s income. §§105(b), 106.
· The exclusion has the same effect as (i) requiring the employee to include the employer-provided benefits then (ii) allowing the employee to deduct 100% of the expense.
· Medical Care Definition: Generally defined as amounts paid for the "diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body." §213(d)(1)(A). 
· Not included “cosmetic surgery” and “similar procedures.” “Cosmetic surgery” is “any procedure which is directed at improving the TP’s appearance and does not meaningfully promote the proper function of the body or prevent or treat illness or disease.” If an expense is for cosmetic surgery or similar treatment, §213 allows a deduction for the expense only if the surgery is necessary to correct a congenital deformity or a deformity arising from injury or disease. §213(d)(9). 	Comment by Ruvalcaba, Jacob: Example from 1990 legislative history of cosmetic surgery amendment to 213: Breast augmentation is not medical care, but breast reconstruction surgery after treatment for a malignancy is medical care.
· E.g.: costs of insulin and prescription drugs are deductible, but no deduction is allowed for over-the-counter drugs. §213(b).
· If an expense improves the health of TP, but is not directed at curing or preventing a disease, it is nondeductible. Reg. §1.213-1(e)(1)(ii). 
· If a doctor tells a patient who is overweight but not sick to join a gym, the cost of the gym membership is not deductible even though exercise will improve the health of the patient. Rev. Rul. 79-151. 
· However, Service has ruled that an obese patient may deduct cost of a weight loss program because obesity is recognized clinically as a disease. Rev. Rul. 2002-19.
· If tp incurs cost for a medical item (other than over-the-counter drugs) not specifically recommended by doctor, may be able to deduct cost of the item, but will have a difficult time establishing that bought item primarily for medical reasons. (i.e. a vacuum cleaner).
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Expenses for Capital Improvements
· Amounts spent on property improvements for medical purposes are deductible only to extent that cost of the improvement exceeds the increase in the value of the property. Reg. §1.2131(e)(1)(iii). 
· E.g.: if TP, on advice of doctor, installs a home swimming pool that costs $50,000 and adds $40,000 to the value of his home, the TP's medical expense deduction is limited to $10,000. Reg. §1.213-1(e)(1)(iii). However, even that deduction will not be allowed if TP has access to a nearby pool. In addition, if a home pool built for medical reasons is extravagantly expensive, TP is allowed to deduct only average cost of a home pool less the value added to a home by such a pool.
· The Service has ruled that installing ramps, railings, and hardware and modifying doorways, hallways, stairs, electrical outlets, and kitchen cabinets, to accommodate disabilities, do not generally improve the value of a personal residence. Rev. Rul. 87-106.
MORE INFO
· Deductible medical expenses also include the costs of medical insurance, hospital stays, and transportation incurred "primarily for and essential to medical care." §213(d)(1). 
· But cost of lodging while away from home for the primary purpose of obtaining medical care by a physician in a licensed hospital or equivalent medical care facility is deductible only up to $50 per night, and then only if lodging is not lavish and has no significant element of personal pleasure, recreation or vacation. §213(d)(2).
· If medical treatment is available in the area where tp lives, but tp chooses to travel to another area (i.e. resort area to receive the care, the costs of traveling to receive the care are not deductible. §1.213-1(e)(1)(iv).
· Also, if tp travels on a doctors order to a more hospital climate, the costs of travel may be deductible, but the costs of meals and lodging are nondeductible even if tp sees a doctor from time to time in the area visited. Polyak v. Commissioner.
· Amounts paid for "qualified long-term care" services and certain premiums for "qualified long-term care insurance" are treated as medical expenses for purposes of §213. §§ 213(d)(1)(C), (10).
· Qualified long term care services are defined in §7702B(c) to include various medical , rehabilitative, maintenance, and personal care services that are performed for a chronically ill person and that have been provided pursuant to a plan of care prescribed by licensed medical personnel. 
· A person considered to be “chronically ill” if he (i) cannot perform at least two activities of daily living, such as eating and dressing, for a period of at least 90 days; (ii) is disabled; or (iii) must be supervised in order to avoid harm resulting from his severe cognitive impairment§7702(c)(2). 
· §7702B(b) sets forth a multi-part test for qualifying long-term care insurance.
· Although educational costs are not generally deductible, the cost of special schooling designed to rehabilitate an ill or disabled individual is deductible as a medical expense. Reg. §1.213-1(e)(1)(v)(a).
· i.e. cost of a special school where Braille is taught tot blind students 
· A tp is also allowed to deduction for the extra cost of Braille books and the costs of a seeing eye dog or human guide for a blind person. §1.213-1(e)(1)(iii).	Comment by Ruvalcaba, Jacob: So why was it wrong on the quiz???

The full tuition cost of the school for the blind is medical care, but the medical expenses deduction for the cost of Braille books is limited to the difference between the cost of a regular book and the cost of the Braille book.
· If a sick spouse stays at home and sends her children away to boarding school to facilitate her recovery, the costs of boarding school are not deductible. Ochs v. Commissioner.
CHARITABLE CONTRIBUTIONS §170
· TPs can deduct contributions they donate to charities. §170(a)(1). 	Comment by Ruvalcaba, Jacob: §501-528 determine the tax treatment of charities receiving contributions. §501 generally exempt from tax the organizations listed in §501(c). The §501(c) list of organizations is substantially broader than the list of organizations in §170(c).
Business leagues, labor unions, and nonprofit recreational clubs, for example, can qualify for the tax exempt status under 501c but donors contributing to those organizations generally cannot qualify for a charitable contribution deduction under 170c. 
However, if donors contributions qualify for 170 charitable contribution deduction, the organization receiving the contribution will almost always qualify for tax exempt status under 501.
Qualifying exempt organizations are not taxed on income from contributions, fees for services related to their charitable purpose, and income from passive investments. §501(a),(b). 
However, if an exempt org earns income from a business that is unrelated to the organization’s charitable purpose, the exempt organization is taxed on the income from that business. §§501(b), 511-514. In addition, exempt status will be denied any §501(c(3) organization rhat engages in rcial discrimination or terroist activity or supports terrorist activity (because it is contrary to public policy).
· Section 170(c) defines charitable contributions as contributions to certain types of nonprofit enterprises, including federal, state, or local governments and U.S. territories, and charities operated exclusively for religious, charitable, scientific, literary, or educational purposes, or to foster national or international amateur sports competition.
· Contributions to an organization are not deductible, however, if any part of the net earnings of the donee organization attempts to influence legislation or political campaigns. §170(c)(2)(C), (D).
The amount of the Donor’s Deduction
· Subtract quid pro quo benefit TP receives. TP can deduct the full amount contributed only if the donor receives no substantial benefit from the contribution. If the donor receives a substantial benefit as a result of the contribution, the donor's contribution is reduced by the benefit received. 
· Cases have held that benefits received by a donor are "substantial" if the benefits received by the donor "are greater than those that inure to the general public from transfers for charitable purposes." Ottawa Silica case.
· The service has ruled that fixed payments to churches or synagogues for pew rents, dues, or to attend specific services are deductible under §170 despite fact that contribution would appear to confer a specific benefit on the donor. §6115(b).
The rule for determining the amount of the donor’s §170 deduction depends, in part, on the type of contribution made by the donor. 
A donor may contribute (1) services, (2) cash, or (3) property to a §170(c) charity.:	Comment by Ruvalcaba, Jacob: o	The 170 deduction for corporate tp is limited to 10% of the corporations taxable income, determined without regard to its charitable contributions and certain other items (such as net operating loss carrybacks and the §243 deduction for dividends received by a corporate tp that is a shareholder in another corporation). §170(b)(2).
	In addition, several other special rules in 170 apply to determine a corporate tp’s §170 deduction. See, §170 (a)(2), (c)(2), d2, e3.
· Rule for contributions of Services
· If a donor contributes her services, she will not be allowed a §170 deduction for the services. Reg. §1.170A-1(g). However, her unreimbursed expenses incurred in rendering those services (other than child care expenses) are deductible. 
· Child care expenses incurred to enable the TP to donate charitable services are considered nondeductible personal expenses. Rev. Rul. 73-597.
· Cash: §170 deduction is subject only to the general deduction limitations in §170(b)(1)(A), (B), and (2), which limit a TP's charitable contribution deduction to a percentage of the TP's "contribution base" (generally TP's AGI). 
· TP's §170 deduction for a contribution to the common types of charities listed in §170(b)(1)(A) (so-called "A" charities) is limited to 60% of the TP's adjusted gross income in that year. (If a TP makes a contribution to one of the less common types of charities listed in §170(b)(1)(B) ("B" charities), a less favorable limitation rule applies.) 
· Any contribution in excess of the deduction limitation is carried forward five years and may be taken in those years as a charitable contribution. §170(d).
· Property - GENERAL RULE: Donors of appreciated property deduct the value of property they contribute, despite the fact that neither the TP nor the exempt organization will ever pay tax on the appreciation in the property. Subject to several statutory limitations:
· (1) §170(e)(1)(A) Limitation: If the property contributed would have produced ordinary income or short-term capital gain had it been sold (the property is not a capital asset or has not been held by the donor for at least a year), the donor may deduct only her Adjusted Basis in the contributed property. §170(e)(1)(A).
· (2) §170(e)(1)(B) Limitation: Even if a sale of the contributed property by the donor would have produced long-term capital gain, the donor's §170 deduction is limited to the donor's  Adjusted Basis in the property if either:
· the contributed property is tangible personal property (for example, works of art, antiques, stamp or coin collections, and books) and the donee charity's use of the property is unrelated to the organization's charitable purpose or
· the property is donated to certain private foundations. 
· or (iii) the contributed property is a patent or certain other intellectual property, including specific types of copyrights and software, trademarks, trade names, trade secrets, knowhow or similar property. (if the donee subsequently earns income from the contributed intellectual property that is subject to the limitation, the donor in some circumstances will be entitled to take additional charitable contribution deductions. §170(m)).
· (3) §170(b)(1)(C) Limitation: If a donor contributes property that would have produced long-term capital gain had the donor sold it, and neither of the §170(e)(1)(B) limitations described above applies, (b)(1)(C) will generally apply.
· If the donor contributes the property to an "A" charity, her §170 deduction for the contribution is limited to 30% of her AGI. §170(b)(1)(C)(i). (Again, a less favorable limitation applies to contributions of capital gain property to "B" charities. §170(b)(1)(D).) 
· Any excess contribution is carried forward. §170(b)(1)(C)(ii).
· Tax Planning for Charitable Contributions of Property: The donor can elect to apply §170(e) instead of the 30% of AGI limitation. §170(b)(1)(C)(iii). If this election is made, the donor's §170 deduction is limited to the Adjusted Basis in contributed property. 
· A donor may want to make this election if the value of the contributed property exceeds 30% of the TP's AGI and the TP’s Basis in the property is the same as or not much less than the value of the contributed property.
Valuation Issues and Compliance
· To gain the tax benefit of large charitable contribution deductions, aggressive TPs often inflate the value of property they contributed. Congress and the IRS have taken various steps to curb overvaluation of appreciated property contributed to charities. 
· For example, §6662(h) imposes a 40% "accuracy-related" penalty for valuation overstatement if a TP claims that the value of property contributed to a charity is two or more times the actual value of the property. 	Comment by Ruvalcaba, Jacob: §6662(e) penalty if TP claims the value of the property contributed to charity is 150% or more of the actual value of the property. Imposes a 20% tax deficiency provided the deficiency is at least $5k


See page 221 332(d)
· §170 imposes various substantiation and disclosure requirements. The precise substantiation rules applicable to a contribution depend on the amount of the claimed contribution and the type of property contributed.
· If the amount of the contribution is $250 or more, the donor must substantiate the contribution with a contemporaneous written acknowledgement of the contribution, prepared by the donee charity. §170(f)(8). 
· More than $500 generally are subject to more formal and elaborate substantiation requirements, often including a qualified appraisal. §170(f)(11).
· Special substantiation rules apply to contributions of cars, boats, and airplanes (other than inventory) if the claimed value of the contributed vehicle is more than $500. §170(f)(12) (Section 170f8 does not apply if 170f12 applies.. §170(f)(12)(A).)
· If donors receive something of benefit (other than intangible religious benefits) in exchange for their contributions, §6115 requires donee charities to provide donors  with an estimate of the value of property received by the donors in the exchange, if the contribution exceeds $75.
· In addition, if a donor contributes property (other than publicly traded securities) valued at more than $5,000 and the donee charity sells it within 3 years of the date of contribution, the donee must file a special return with the service giving them information about the donor, the contribution, and the subsequent disposition of the property. §6050L.
· If tp makes donation to charity using a credit card, for tax purposes the contribution occurs at the time the charge is incurred, not when the charge is later paid by the tp.
























Mixed Personal and Business Expenditures
Policing the Great Divide Between Personal and Business Expenses
· All or nothing rules. 
· Some tax rules treat a mixed business and personal expense as 100% “business.”
· Example: Business travel expense for a luxury hotel suite is treated as wholly a business expense.
· Conversely, some tax rules treat a mixed business and personal expense as 100% “personal” (and nondeductible). 
· Example: The cost of joining a golf club, which could generate many networking business leads, is treated as wholly personal.
· Bright-line allocation rules. Arbitrary bright-line rule to allocate mixed expenses. A bright-line rule might allow a deduction or credit for a fixed percentage of the expense. 
· E.g.: employers can deduct 50% of the cost of employees’ business travel meals.
· Fact-based allocation rules. Allocate mixed business and personal expenses based on a fact-based formula. 
· E.g. TPs who rent out a residence and use the residence for personal use must allocate the expenses of the residence—between business use and personal use—based on the actual number of days the residence was used as a rental and was used personally by the TP. These rules require record-keeping and substantiation. 

Hobby Losses
· The tax treatment of losses generated by such “hobby” businesses is governed, in part, by §183. Distinguishes between activities that are “not  engaged in for profit” and activities that are engaged in for profit.
· If an activity is engaged in for profit, 183 does not alter the tax consequences of any of the expenses from the activity.
· If an activity is a hobby, meaning that is not engaged in for profit, the effect of 183 on a deduction depends on whether the deduction is one that is allowed without regard for whether the expense is a personal expense.
· For example, section 183 does not alter tp’s deductions for expenses like §164 which are deductible without regard to whether the activity is personal, subject to the deduction limitations.
· Some expenses are deductible only if the activity is engaged in for profit.
· §183(b)(2) provides that hobby activity expenses are deductible only to the extent the GI from the activity exceeds (personal) deductions that are allowed under 183(b)(1), without regard to whether the activity was engaged for profit. 
· Under this rule, hobby loss deductions could be taken only to offset income from the hobby activity; they could not generate a net loss that could offset other income.****
· §183 defines an activity not engaged in for profit as any activity other than one with respect to which deductions are allowable under §162 or under §212 (expenses related to the production of income).	Comment by Ruvalcaba, Jacob: (3)	If an activity is not engaged in for profit, the TP can take the deductions that are allowed without regard for whether the expense is a personal expense (e.g., interest deduction on acquisition indebtedness or property taxes), and expenses that are deductible only if the activity is engaged in for profit are deductible only to the extent that the gross income from the hobby activity exceeds the deductions that are permitted without regard to whether the activity was profit-motivated.
· §183(d) creates a rebuttable presumption that an activity is engaged in for profit if, in 3 or more of the last 5 consecutive years, the activity earns a profit (that is, the GI from the activity exceeds the deductions attributable to the activity).
· If activity is horse breeding, the presumption applies if the activity generates a profit in two or more of the last 7 consecutive years.
· Under 183(e), a tp can elect to wait to determine whether the presumption is met until the close of the 5th year in which the tp engages in the activity.
· If the tp makes the election, the statute of limitations on assessment, for the first four years in which the tp engages in the activity, is extended until two years after the return for year 5 is due.
· If the activity is horse breeding, election defers the determination until the 7th year and extends the SOL for the years 1 through 6 of the activity until 2 years after the year 7 return is due.
· If a tp fails to satisfy the test for the presumption, that failure does not necessarily result in characterization of the activity as a hobby activity.
· The tp may still try to establish that the activity as engaged in for profit. Reg. §1.183-1(c). – courts have held that the determination turns on whether tp engaged in the activity for the purpose of making a profit, not whether, considering the activity objectively, it was likely to make a profit.
· Nickerson v. Commissioner: “need only prove their sincerity rather than their realism.” Tp’s farming activity was engaged in for profit
· Reg. §1.183-2(a) provides that “in determining whether a [profit-making] objective exists, it may be sufficient that there is a small chance of making a large profit,” but adds that “greater weight is given to objective facts than to the tp’s mere statement of his intent.”
· Reg. §1.183-2(b) determination of whether an activity is engaged in for profit is made in light of all the facts and circumstances. 9 factors to consider, where no one is dipositive:
1. Whether 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 of consolation with experts.
3. The time and effort expended by the taxpayer in carrying on the activity
4. The tp’s expectation that assets used in the activity will appreciate in value
5. The success or failure of the tp in carrying on similar activities
6. The history of income and losses with respect to the activity. (The regulation states that losses in the start-up phase of the activity do not necessarily indicted that the activity is not 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 ( the reg provides that the fact that a tp is of modest means may indicate that the activity is engaged in for profit. Conversely, the fact that a tp is wealthy may indicate te activity is not engaged in for profit, especially if the activity generates substantial tax benefits and involves recreational elements).
9. The degree to which the activity is recreational or for personal pleasure.

Rental of a Dwelling Used by the TP §280A (Trade or Bz)	Comment by Ruvalcaba, Jacob: First Q: Did the TP use the second home as a residence?
· Under 280A, a tp’s deductions for the expenses of a dwelling unit rented by the tp during the year turn on (i) the number of days during the year that tp used the dwelling unit for personal purposes and (ii) the number of days the year that dwelling unit was rented.
· If the tp rents the dwelling and does not use it for personal purposes at all during the year, the §280A does not limit the tp’s deductions for the expenses of rental property. (other provisions might though). 
· Tp is entitled to deduct all expenses associated with the property, including depreciation, repairs, utilities property taxes and interest.
· If, during the year, tp rents the dwelling and uses it for personal purposes on one or more days, 280A(e) and (b) limit the tp’s deductions for the expenses of the dwelling to the sum of (i) the deductions that are allowed without regard to whether the dwelling was used in a trade or business or income producing activity (“non-profit-motivated expenses”) such as deductible property taxes and home mortgage interest plus (ii) the portion of the other expenses (“profit-motivated expenses”) that are allocable to the period during which property was rented.
· The profit motivated expenses are allocated to the rental period based on the ratio of (i) the number of days the property was rented to (ii) the number of days the property was used either by the rental tenant or by the tp for personal reasons. 
· Days on which the property was not used are disregarded.
· Profit motivated expenses allocated to the rental use of the property equal the product of multiplying the profit-motivated expenses for the year.
· A dwelling unit is deemed used for personal purposes if it is occupied by the tp, certain relatives of the tp (including the tp’s spouse, siblings, ancestors, and lineal descendants), or by any person who does not pay a fair rental. §§267(c)(4), 280A(d)(2).
· A dwelling unit also is deemed used for personal purposes if the use of the unit by another individual gives the tp the right to use another dwelling unit. §280A(d)(2)(B).
· Rental of the dwelling at a fair rent to a relative who uses the dwelling as a principal residence, however, is not considered personal use. §280A(d)(3).
· Occupation of the dwelling unit by the tp for the purpose of making repairs also is not deemed use for a personal purpose. §280A(d)(2).
· If TP rents the dwelling and uses it as a residence during the year (that is, uses it for the greater of 14 days or 10% of the number of days on which the property is rented), certain of the TP's deductions for the profit-motivated expenses of the dwelling will be limited both by §280A(e) and (c)(5), based on allocation between rental and personal use.
· In these circumstances, 280A(c)(5) limits the tp’s deduction of these expenses in a given year to (i) the GI from the rental of the dwelling less (ii) the non-profit motivated expenses allocable to the rental use of the dwelling (under either the % of days used formula or the % of days of the year formula)
· Proposed reg §1.280A-3(d) also provides rule for applying §280A(c)(5) limitation based on whether the profit-motivated expenses allocable to the rental use of the dwelling result in an adjustment of basis of the dwelling (for i.e., depreciation) or do not result in an adjustment of basis of the dwelling (i.e. utilities or insurance).
· Under this rule, depreciation deductions are allowed last, after the deductions for profit-motivated expenses that do not reduce the tp’s basis in the dwelling.
· Any expenses allowed under 280A(e) but limited by 280A(c)(5) are carried forward to the next year. 
· Special rule: If TP uses the dwelling as a residence and rents the dwelling for less than 15 days during the year, TP does not have to include in income the rent, but also cannot deduct related expenses of renting the home. 280A(g).
· What type of expenses constitute a non-profit motivated expense?:
· In typical cases, home mortgage and property taxes on the dwelling, both of which are generally deductible without regard to profit motive – subject to limits by §163, 164.
· A qualified residence is defined as either the tp’s principal residence or a second home is that the tp uses “as a residence” §163(h)(4)(A).
· *if tp does not use 2nd home enough to make the home a qualified residence, mortgage interest on that home is not deductible as qualified residence interest. However, the portion of the mortgage interest allocable to the days during the year that the 2nd home was rented may still be deductible as a profit-motivated expense.***
· Property taxes must also be allocated between the rental use and the personal use of the property. 
· Although §164 allows tp to deduct property taxes without regard whether the tp had a profit motive, personal deductions for property taxes now are limited by §164(b)(6)(B), capping aggregate SALT deductions at 10k. 
· Non-profit motivated expenses to rental use of the dwelling is done in the same way as the allocation of the profit motivated expenses, using the % of days used formula according to the Service.	Comment by Ruvalcaba, Jacob: What is an example of this?
· Some courts have adopted a pro-tp formula and allocated the non-profit motivated expenses by comparing the # of days that the property was rented to the number of days in the entire year % of the days in the year formula.
· Method allocates a smaller portion of the non-profit motivated expenses to the rental use and allows tp to deduct against rental income a higher amount of profit-motivated expenses allocable to the rental use of the property.

Home Offices
· Section 280A(a) provides that an individual is not allowed a deduction for use of his dwelling unless one of a number of special rules in §280A applies. Section 280A(c)(1), allows a deduction for an office in TP's home (or a separate structure not attached to the home) only where TP uses the home office exclusively on a regular basis: 
· (1) as principal place of business for any trade or business of TP; (2) as a place of business that is used by patients, clients, or customers in meeting or dealing with the TP in his business; or (3) in connection with TP's business, if the office is in a separate structure that is not attached to TP's home. Moller v. United States.
· For purposes of the second part of the §280A(c)(1) test, “meeting or dealing” with patients, customers, or clients requires that they are physically present in the office. Speaking on the telephone with them does not constitute "meeting or dealing" with them. (A §280A(c)(1) home office deduction also is subject to a limitation in §280A(c)(5).) 
· If a tp spends most of her time managing her investments from a home office, is the investment activity  trade or business for the purpose of applying?: although trading is a trade or business, managing investments, even if full time, is not a trade or business
· In Commissioner v. Solimon, the sup court articulated a standard for determining whether  a home office is the “principal place of business” for purposes of applying §280A(c)(1)(A) – test requires consideration of  (i) the relative importance of the activities performed in each other taxpayer’s places of business and (ii) the amount of time spent at each of the places of business where the tp delivers goods and services. Also give great weight to the place of business where the tp delivers goods and services.
· Congress amended §280A to provide that the term principal place of business includes the tp’s home office if it is exclusively and regularly used to conduct substantial administrative or management activities at any other fixed location of the trade or business.
· Under the amended test, the tp in Soliman would have qualified – but the solimon factor test would still apply where the tp taking the home office deduction is arguing that the home office is the principal place of business and the office is not used for administrative or management activities. 
· TCJA eliminated this deduction if TP is an employee, but self-employed TPs still may qualify for the deduction. §67(g). Employees cannot claim a home office deduction, because below the line deductions for unreimbursed employee business expenses are disallowed by §67(g).
· A home office deduction permitted under one of the three parts is subject to the §280A(c)(5) limitation.
· That section limits a tp’s home office deduction to tp’s GI derived from the use of the home office less the deductions allowed for the tp’s non-profit-motivated expenses of the home office
· Optional safe harbor to simplify the calculation of certain types of §280A(c) deductions, including home office deductions: a tp may deduct the product of multiplying the “prescribed rate” (currently $5) times the square footage of the tp’s home office (but not to exceed the 300 square feet).
· Tps electing to use the safe harbor can still deduct non-profit motivated deductions as itemized deductions, and can still deduct business expenses that are unrelated to the tp’s use of the home, such as business expenses for advertising, wages and supplies.
· Electing tp cannot deduct deprecation or other expenses (insurance and utilities) for the portion of the home used for business.




Deductions for Listed Property
· Section 280F imposes additional limitations on a TP's business deductions for certain “listed property” that is especially subject to abuse. Listed property is defined in §280F(d)(4)(A) to include cars or other transportation vehicles and any property generally used for entertainment or recreation. 
· However 280F(d)(4)(B) and (5)(B) except from the definition of listed property certain types of cars and vehicles, such as delivery vehicles, moving vans, and cars used in business to transport passengers. (limo)
· If a TP does not use listed property for business purposes more than 50% of the time (substantiated by records), the TP's depreciation deduction for the portion of the cost of the property allocable to the business use of the property is not eligible for accelerated depreciation. The TP then computes the depreciation deduction using the straight line method.*** §168(g)(1), (2)(A), 280F(b).
· Complications arise if used in year 1 for 50% but not year 2. If that occurs, tp must recapture the excess deprecation deduction from the earlier year by including in GI, in the subsequent year, the difference between the accelerated depreciation deduction on the listed property in the earlier year and a straight line deduction on the listed property for the earlier year.
· The safe harbor deduction is allowed only to the extent that GI from the business for the year exceeds the sum of (1) tp’s non-profit-motivated deductions (which are taken as itemized deductions) plus (2) the deductible business expenses that are unrelated to the tp’s use of the home. §280A(c)(5)****
Travel and Entertainment Expenses
· §162(a)(2) specifically allows a TP to deduct travel expenses, including the costs of meals (subject to a 50% limitation) and lodging, if the following three requirements are met: (1) the travel expenses are reasonable and appropriate; (2) the expenses are incurred while the TP is away from home (overnight); and (3) the expenses are motivated by the exigencies of the TP's business, not the TP's personal preferences. TCJA repeals the deductions for meal and entertainment business-related expenses incurred while not away from home on business travel.
· Only considered “away from home” if the tp is away overnight.
· If a tp maintains two residences and incurs duplicate living expenses because of the exigencies of the tp’s business, the expenses are likely to be deductible. 
· But if tp maintains two residences for personal reasons (e.g. the tp must work in one location but simply prefers for personal to live in another), the duplicate expenses incurred at the work location are not deductible.
· Some tp’s have no “home” so cannot be “away from home” for purposes of §162.	Comment by Ruvalcaba, Jacob: If that is the case they cannot deduct the cost of living then?
· Rules applicable to domestic and foreign mixed business-personal travel: If the primary purpose of domestic travel is business-related, the business can deduct the cost of the trip except for any additional costs associated with the personal component. If the primary purpose of mixed business-persona travel is personal, tp is not allowed to deduct any part of the travel costs, even if the tp conducts some business activity while on the trip. Reg. 1.162-2(b)(1). On the other hand, for foreign travel exceeding one week, if 25% or more of the total travel time is spent on personal activities, all costs of the trip must be allocated between the personal and business components. TPs cannot deduct the cost of attending a convention outside of North America unless TP is able to show that it is reasonable to hold meeting outside of North America. §274(h)(1). Deductions also are limited for conventions held on cruise ships and for other luxury water transportation. §274(h)(2), (m)(1). Business travel expenses must be substantiated by adequate records made at or near the time of the expenditure. §274(c). No deduction is permitted for travel as a form of education. 274(m)(2).
· §274(a) disallows a deduction for activities “of a type generally considered to constitute entertainment, amusement or recreation,” regardless of whether they are directly related to or associated with the tp’s business.
· 274(e) provides a number of specific exceptions for certain expenses.
· 274a does not limit an employer’s deduction for expenses associated with a bona fide business meeting of employees, stockholders, partners or directors. 
· A meeting held principally to discuss business, not for social purposes, is a bona fide business meeting. §274(e)(5), 1.274-2(f)(2)(vi).
· The business meal deduction may still be limited by 162.
· Moss v. Commissioner: partner in a law firm was denied 162 deduction for the expense of daily lunches at a restaurant where tp and other partners in his small firm met to discuss and coordinate their work.
· Deductions for meal are limited to 50% of the amount spent. §274(n).
· Employee can net inclusion of zero if reimbursed by the employer as not compensation then the employer is only able to deduct 50% of the expenses. §274(e)(3), (n)(2)(A). Reg. 1.274-2.
· If the employer treats the reimbursement as additional compensation paid to the employee, the employer will be able to deduct the full amount as salary, but the employee would have include the full in income and will not be able to deduct any of the expenses, because §67(g) eliminates employees deductions for unreimbursed employee expenses. 1.274-2.
· The 50% limitation does not apply to expenses for food and beverages that would be excludable by the recipient as a de minimis fringe benefit under §132(e)
· Dues paid to athletic, sporting, or social clubs generally are not deductible.§274(a)(2)(A). 
· In addition, a tp may not deduct membership dues “in any club organized for business, pleasure, recreation or other social purpose.” 274(a)(3)
· A club is within the limitation if the club’s principal function is to entertain members (country clubs and airline clubs) 1.274-2(a)(2)(iii).
· On the other hand, the limitation does not apply to trade or professional  organizations (bar associations). Even if club dues are deductible under §274(a), any portion of the dues that is for meals is subject to the 274(n) 50% limitation.
· Business gifts generally are deductible only up to $25 per year per recipient. 274(b).
· No deduction or credit is permitted for travel expenses or the cost of business gifts unless tp substantives the expense by adequate records, preferably made at or near the time of the expenditure
· The reg allow exceptions to the substantiation requirement for reimbursed employee expenses and expenses under $75 (other than lodging).
· In addition, the reg permit tp to take specified deductions for certain business expenses such as automobile travel and meals. 1.162-17(b)(3).
· For travel by auto, tp are permitted to deduct a specified amount per mile instead of keeping records of their actual expenses.
· TP may also take meal deductions based on per diem amounts without having to substantiate their actual expenses. 1.245(j)(3) – subject to 274(n) 50% limitation.

Child Care Expenses
· TPs cannot deduct the cost of child care under §162, even if the child care enables TP to work. However, TPs can claim either of two limited tax benefits for child care expenses.
· §21 Credit. Under §21, a TP is allowed a credit for dependent care services incurred to enable the TP to work. The credit is allowed if the TP incurs care expenses for one or more "qualifying individuals" (i.e., a dependent who is under the age of 13 or is disabled) in the TP’s household. The term dependent is defined in §152(a)(1) as either (i) a qualifying child or (ii) a qualifying relative.	Comment by Ruvalcaba, Jacob: o	A qualifying individual is: (i) a dependent who is under the age of 13, or (ii) dependent or spouse who is physically or mentally incapable of caring for himself. §21(b)(1)


	 A qualifyinf relative inclues a relative who is not a qualifying child or an unrelated person whose principal place of abode is the tp’s home, if the tp supports that relative or person and the other requirements of 152(d) are met. §152(d).
· Section 21 provides a formula for determining the amount of the credit. 
· The amount of ERE that may be taken into account in computing credit is limited to: (i) $3,000 if there is only one qualifying individual in tp’s household or (ii) $6,000 if there are two or more qualifying individuals in the tp’s household. §21(c)
· Applicable % is 35%, but is reduced by 1% point for each $2k (or fraction thereof) by which the tp’s AGI for the year exceeds $15k. §21(a)(2).
· Percentage points cannot reduce the 35 below 20.
· For example, the maximum credit for a TP with one child and AGI of over $43,000 is $600.
· 21(d) provides that the eligible ERE cannot exceed the earned income of the tp, or lesser of the earned income between married tps. §21(d)(1)
· 21(d)(2) permits a credit where tp’s spouse is disabled or a full time student.
· §129 Exclusion provides an exclusion for employee child care expenses reimbursed from a dependent care Flexible Spending Account (FSA) by an employer pursuant to a written "dependent care assistance program" defined in §129(d). 
· The requirements for a §129 program are similar to requirements under §21 for the child care credit except that, under §129, the employer reimburses the employee for the expense. The FSA is funded through deductions from the employee’s paycheck. The benefit to a TP employee is that amounts set aside in FSA are not subject to income tax or payroll taxes. Amount that may be excluded under §129 limited to $5,000 a year.
· High income TPs save more in taxes under §129 than under §21. A TP in the 35% tax bracket who excludes $5,000 saves $1,750 of taxes, which is more than the maximum §21 credit (limited to a few hundred dollars) for high-income TPs with one child. (Amounts excluded under §129 reduce the expenses that are taken into account in computing the §21 credit.)


Commuting Expenses
· General Rule: Commuting costs are thought to result from the tp’s personal choice of where to live and are generally treated as nondeductible personal expenditures. Reg. §§1.262-1(b)(5), 1.162-2(e).
· Exceptions: Work-related transportation costs while on the job are deductible. 
· If tp has a regular work location but takes a temp assignment at a different location, tp can deduct his costs of traveling to and from the temporary job site. – this a 162(a) deduction not a 162(a)(2) deduction.
· If the tp is “away from home” the costs of commuting to and from work (as well as lodging and meals, subject to 274(n)) are deductible if the expense is required by the exigencies of the tp’s business. 
· A tp claiming to be away from home has to establish his business connection both to the location he calls “home” and the place where he is temporarily working.
· Another limited exception is if tp’s job requires her to transport job-related tools to and from work.
· Tp may be able to deduct her extra commuting costs that are attributable to transporting the tools.
· Employees who incur otherwise deductible unreimbursed employee business travel expenses cannot deduct those expenses. §67(g).

Legal Expenses
· An individual can deduct legal fees that are incurred in a trade or business or related to the production of income, under §162 or §212 respectively. Legal fees incurred in a business context must be capitalized if they are incurred in connection with the acquisition of property that has a useful life extending substantially beyond the close of the year in which the legal expense is incurred.
· Personal legal fees are nondeductible personal expenses.
· If legal fees are incurred in part for personal reasons and in part to protect business or investment interests, the deductibility of the legal fees depends on the "origin" of the claim, not on the potential consequences of the claim. If the origin of the claim is personal (e.g., a divorce), the legal fees are nondeductible even if they also protect the TP's business or investment interests.
· Pre-TCJA: Section 212(3) permitted a deduction for expenses incurred "in connection with the determination, collection, or refund of any tax." This provision sometimes allowed a TP to deduct legal fees incurred in exchange for personal tax advice. TCJA eliminates this deduction.
· (i) taxpayers can take an above-the-line deduction (i.e. deduction from GI) for legal fees in discrimination suits, under §62(a)(20), but (ii) below the line for legal fees in other types of lawsuits may be disallowed under §67(g), notwithstanding the apparent allowance of such a deduction under §212.




Educational Expenses	Comment by Ruvalcaba, Jacob: [Note: The definition of “education expenses” varies under these code sections. Also, each section is subject to a specific AGI phaseout rule, and complex rules determine when application of one of these rules precludes the application of another rule. The description here omits details. Also, Congress frequently tinkers with education tax subsidies.]

§162 Deduction for Educational Expenses
· TP is allowed to deduct work-related educational expenses if: the education either (1) maintains or improves skills required by individual in his trade or business or (2) meets express requirements of the individual's employer or legal requirements imposed by applicable law or regulations as a condition of doing work of the type performed by TP.
· Educational expenses are nondeductible if they are incurred to meet the minimum educational requirements of a new trade or business. The cost of law school tuition thus is not deductible. If TP works full-time as a tax lawyer following law school graduation, the cost of later pursuing a Tax LLM degree may be deductible. The cost of a college education is generally nondeductible; courts consider the cost to be a personal expenditure.
· Employees cannot deduct unreimbursed continuing business education expenses. §67(g).
Specific Educational Expense Provisions
§25A American Opportunity Tax Credit (also known as the Modified Hope Credit) and Lifetime Learning Credit
· Under current law, the maximum American Opportunity Tax Credit = $2,500. §25A(b)(1), (i)(1).	Comment by Ruvalcaba, Jacob: The §25A Modified Hope Credit provides a 100% partially refundable credit on the first $2k of “qualified tuition and related expenses” and a 25% credit on the next $2k on such expenses.  The maximum annual credit is thus $2.5k. §25A(b)(1)(A), (i)(1), (6).
Qualified tuition and related expenses includes tuition, mandatory fees, and course materials such as textbooks, but not room and board, other fees, or insurance that is unrelated to the students course of study. §25A(f)(1), (i)(1).
Education expenses related to sports, games, or hobbies are not qualified expenses unless the activities are part of the student’s degree program. §25A(f)(1)(B).
The creditable education expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance  (e.g. grants). §25(g)(2).
A student qualifies for the MHC only if the student is enrolled on at least a half-time basis at a qualified education intuition (which includes accredited post-secondary schools that award BA, AS, and certain vocational credentials). 25A(b)(2)(B), (b)(3), (f)(2).
The credit can be taken only for the first four years (and may be claimed no more than four times for any student). 25A(b)(2)(A), (C), (i)(2).
The credit is disallowed if the student is convicted of a federal or state felony drug offense. §25A(b)(2)(D).

· The §25A Lifetime Learning Credit is a nonrefundable credit equal to 20% of up to $10,000 of "qualified tuition and related expenses" paid by the TP. The maximum annual credit thus is $2,000.
· Under both credit provisions, the creditable education expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance (e.g., grants).
· The Modified Hope Scholarship Credit is determined on a student-by-student basis and can be taken only for the first four years of post-secondary education. §25A(b)(2)(A) and (c), (i)(2). In addition, the credit can be claimed no more than four times for any student. The Lifetime Learning Credit can be taken for each year of undergraduate education and for graduate education.
· The Lifetime Learning Credit is not determined on a student-by-student basis. The dollar limitation on the amount of creditable expenses is not affected by the number of eligible students in the family.
· Both credits cannot be claimed for the same student in the same year, but the Modified Hope Scholarship Credit can be claimed for a student in one year and the Lifetime Learning Credit can be claimed for the same student in a different year.
· Any qualified tuition and related expenses that were paid by the student are treated as though his parents paid for them. §25A(g)(3).
· MHC is phased out for individual tp with modified AGI between 8
· 0k and 90k and joint filers between 160k and 180k. §25A(d)(2), (i)(4). 
· In 2018, LLC is phased out for individual tp with modified AGI between 57k and 67k and joint between 114k and 134k. §25A(d)(2), (h)(2).
· The Hope and LLC are claimed for the year in which the expenses are actually paid, subject to the requirement that the education commence or continue in that year or during the first three months of the following year. §25A(g)(4).

§221 Deduction for Student Loan Interest
· A TP can deduct interest payments for "qualified education loans." The maximum deduction allowed is $2,500. (The maximum deduction amount is not inflation-adjusted, although the AGI phaseout for the section is inflation-adjusted.) The deduction is an above-the-line deduction. 
· Note: This section has a low AGI phaseout.
· The deduction is phased out for individual tp with modified AGI income between 65k and 80k and for joint between 135k and 165k. §221(b)(2)(B)., (f).
· The deduction is not available to any individual who may be claimed as a dependent on another tp’s tax return. §221 (c).
· The term qualified education loan means any indebtedness incurred to pay “qualified higher education expenses.” §221(d)(1).
· Qualified higher education expenses include tuition, books, fees, supplies, and equipment required for attendance at an eligible institution.
· The education expenses must relate to a period when the tp is enrolled on at least a half-time basis and must have been incurred on behalf of the tp, tp’s spouse or depends, determined as of the time the debt was incurred. §221(d)(1)(A), (d)(3).
· Reduced by (i) scholarships that are excluded from income and certain forms of educational assistance, and (ii) education expenses excluded§ under §127, 135, 529, or 530. §221(d)(2).
· A qualified education loan does not include any indebtedness owed by the tp to a person who is related to the tp. §221(d)(1).
§222 Deduction for Qualified Higher Education Expenses
· Note: Section 222 is a temporary provision that has been extended multiple times, but “sunset.” This section is part of a package of “extenders” that Congress considers on an annual basis. (NOT CURRENTLY AFFECTED)
· Section 222 allows an above-the-line deduction for qualified higher education expenses. The deduction is capped at $4,000 for TPs with AGI of $65,000 or less. 
· The deduction is capped at $4k – maximum deduction is reduced if the tp’s modified AGI exceeds certain amounts.
· The maximum §222 deduction is reduced to: (1) $2k where an individual tp’s modified GI exceeds $65k but does not exceed 80k or joint 130k but does not exceed 160k, and (2) zero where an individual tp’s modified gross income exceeds 80k and join exceeds 160k. §222(b)(2)(B).
· A TP cannot take a §222 deduction and a Modified Hope Scholarship Credit or Lifetime Learning Credit in the same year. *** The amount of qualified tuition and related expenses is reduced by any amounts excluded under §§135, 529, or 530.
§530 Coverdell Education Savings Accounts (ESAs)
· Also known as education IRAs.
· Section 530 permits aggregate annual ESA contributions of up to $2,000. Contributions made to an ESA are not deductible, but ESA earnings are tax exempt, and distributions made from the ESA are excluded by the beneficiary to the extent of the beneficiary's "qualified education expenses." Term "qualified education expenses" includes qualified higher education expenses and qualified elementary and secondary education expenses.
· The 2k annual permitted contribution is gradually phased out (i) for individual tps with modified AGI income between 95k and 110k and (ii) joint between 190k and 220l. §530(c)
· Also no contributions may be made to an ESA after the beneficiary reaches the age of 18. §530(b)(1)(A).
· The term qualified education expenses includes qualified higher education expenses and qualified elementary and secondary education expenses. §530(b)(2)(A)
· Qualified elementary and secondary education expenses include expenses for tuition, fees, academic tutoring, books, supplies, computers, internet access, room and board, uniforms, transportation, and supplementary items and supplies (including day programs) that are required by a  public, private, or religious school in connection with the student’s education. §530(b)(3)(A).
· A tp taking a tax free distribution from an ESA can claim either the hope or the LLC, but the distribution from the ESA cannot be used for the same expenses which the credit is claim. – in other words, there is no double counting of education expenses. §530(d)(2)(C)(i).
§529 Qualified Tuition Programs (QTPs)
· Also known as 529 Plans.
· A QTP is a plan offered by a state or a private educational institution to allow families to either prepay a beneficiary's future tuition or to contribute to an account that will be used in the future to pay a beneficiary's education expenses. 
· Contributions made to a QTP are not deductible, but QTP earnings are tax exempt. In addition, distributions made from a QTP are excluded by the beneficiary to the extent of the beneficiary's “qualified higher education expenses.” Very substantial amounts (e.g., over $100,000) can be contributed to a QTP because §529 permits contributions on behalf of a beneficiary up to the amount necessary to fund the qualified higher education expenses of the beneficiary. TCJA (in effect 2018-2025) added to §529: “Any reference in this subsection to the term ‘qualified higher education expense’ shall include a reference to expenses for tuition in connection with enrollment or attendance at an elementary or secondary public, private, or religious school.”
§135 Savings Bonds
· Section 135 allows qualifying TPs to exclude income from certain U.S. savings bonds if the proceeds are used to pay qualified higher education expenses (narrowly defined).
§127 Exclusion for Employer-Provided Educational Assistance
· Section 127 allows employees an annual exclusion of up to $5,250 of qualified employer-provided educational assistance benefits.
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Employee-Taxpayers and Self-Employed Taxpayers (HOBBY LOSSES???)
· TCJA eliminates deductions for unreimbursed employee business expenses. §67(f).
· Examples of the type of unreimbursed employee business expenses that are disallowed:
· Business travel and lodging while away from home (e.g., travel and lodging for out-of-town ABA meetings);
· Business meals and entertainment (e.g., professional sporting events);
· Transportation business expenses;
· Continuing education courses (e.g., MCLE courses);
· Subscriptions to professional journals (e.g., Tax Notes magazine);
· Union dues (average union dues are $400 and 11+% of American workers are in a union, down from 20% in early 1980s);
· Professional dues (e.g., annual state bar dues for a lawyer);
· Professional uniforms (e.g., a flight attendant’s uniform);
· A home office maintained for the convenience of the employer (per §280A(c)); and
· Expenses allowed under the “hobby loss” rules of §183.
· Compare the more favorable treatment of reimbursed employee business expenses: The employer deducts the business expense (subject to specific limitations, such as limitation on deductions for meals) and the employee excludes the reimbursement from the employer.

Clothing Expenses
· Pre-TCJA: An employee was allowed to take an itemized deduction for the unreimbursed cost of clothing worn exclusively at work if the employer requires as a condition of employment that employees wear the clothes at work and the clothing is not suitable for general use. An objective test was used to determine whether clothing is suitable for general use. TCJA eliminates the deduction for unreimbursed uniform expenses.
· TCJA eliminated the deductions that §183(b)(2) seems to allow. Recall that TCJA amended §67 to eliminate any below the line deductions for 67(b) “miscellaneous itemized deductions.” §67(g).
· 183(b)(2) hobby activity deductions are completely disallowed under this rule.
· If any activity is a hobby –is not engaged in for profit –tp must include GI from hobby, but is not allowed any offsetting hobby expense deductions.


















TIMING RULES FOR INCLUSION AND DEDUCTIONS
· Taxpayer generally prefer to defer income and accelerate deductions because tax deferral is valuable to them. Even if the tax paid in later years is, in absolute terms, the same amount that would have been paid in the earlier year, absent deferral, deferring the tax saves the tp money. 
· E.g: Tax deferral has the effect of reducing tax rate on a $80k income. From 25% on $20k or 9.64% $7,711 by investing it to pay back in 10 years on a 10% interest rate.
· Realization: Tax systems defers the tax on appreciation until it is “realized.”
· Gain is calculated only when a realization event has occurred. The threshold for realization is very low. A “realization” event occurs if the TP’s legal entitlements change at all in an exchange. “Realization” does not require that the TP receive cash or a cash equivalent. Reg. §1.1001-1(a) provides that gain or loss is realized when property is exchanged for cash or property “differing materially either in kind or in extent.
· For example, in Cottage Savings Association v. Commissioner (S. Ct. 1991), “mortgage pools” with similar risk attributes were exchanged. The Court held that the exchange was a realization event because the borrowers whose mortgages were pooled were different. (obligors on the mortgages varied between the two pools)
· Recognition of Gains and Losses
· General Rule: Realized gain or loss is recognized, unless otherwise provided in the IRC. §1001(c) Realized gains and losses are taken into account, for purposes of computing the taxpayer’s gross income, only to the extent that they are also “recognized.” 
· If a nonrecognition rule applies to a transaction, the taxpayer’s realized gain or loss from the transaction will be deferred in whole or in part.
· Non-Recognition Rules: §1031 through §1045 provide a series of nonrecognition rules that apply in certain property transactions.
· Like Kind Exchanges: §1031
· When does it apply to an exchange?: “No gain or loss shall be recognized on the exchange of real property held for productive use in a trade or business or for investment if such real property is exchanged solely for real property of like kind which is to be held either for productive use in a trade or business or for investment.”
· Requirements: §1031 is not elective, if the requirements of the section are met, it applies.
· (1) The properties exchanged are real property.
· (2) Property "held for productive use in a trade or business or for investment"
· (3) is exchanged "solely" for property of a "like kind"
· (4) which is to be held for productive use in a trade or business or for investment.
· Section 1031 does not apply to exchanges of personal real property, such as personal residences.
· "Like kind" is defined in Reg. §1.1031(a)-1(b): Like kind refers to the nature and character of property, and not to its grade or quality. All real property is like-kind, whether the property is developed or undeveloped.
· Even non-simultaneous exchanges qualify for §1031, provided that the requirements of §1031(a)(3) and Regulation §1.1031(k)-1 are met.
· If real estate is held for sale to customers, however, an exchange of that property would not qualify for §1031 non-recognition. §1031(a)(2)(A)
· Calculating Realized Gain or Loss in a §1031 Exchange
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· A party paying “boot” subtracts the cash or any other property the TP paid from the value of what was received to compute realized gain. Reg. §1.1031(d)-2, Ex. 2 (Treatment of E).
· Calculating Gain Recognition:
· Realized gain is recognized up to the amount of boot ($ + FMV of property other than the like kind property) the TP received in the exchange. §1031(a) and (b). 
· If a tp receives boot in a §1031 exchange, any gain realized is recognized up to the value of boot received in the §1031 exchange. §1031(b) In other words, gain recognized equals the lesser of (i) the gain realized in the exchange or (ii) the FMV of the boot received.
· If the TP does not receive “boot” in the exchange, the TP recognizes none of the gain realized in the exchange.
· If tp realizes a loss in a §1031 exchange, the loss is not recognized even if the tp receives boot in the exchange §1031(c)
· Exchange With No Boot and No Debt. The TP’s basis in the property received in the exchange is the TP’s basis in the property the TP gave up in the exchange. Simple!
· Exchange With Boot but No Debt. If neither property is encumbered by debt: 
· If a TP pays boot in addition to giving up property, the TP's basis in the property received in the transaction is increased for the boot the TP paid. Reg. §1.1001(d)-1(a).
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· Exchange With Boot and Property Encumbered by Debt. If the TP assumes debt on property received (or takes the property subject to the debt), the TP’s basis in the new property is increased by the debt on the new property. Reg. §1.1031(d)-2.
· Like-kind exchanges subject to debt. If, in a §1031 exchange, a tp is relieved of indebtedness on the transfer of encumbered like-kind property, the debt relief is (i) added to the amount realized (under Crane and Tufts) for purpose of computing the gain realized in the exchange, and (ii) subtracted (as a form of boot received) from the basis of the like-kind property given up in the exchange, for purposes of computing the tp’s basis in the like-kind property received in the exchange.	Comment by Ruvalcaba, Jacob: For purposes of determine the amount of gain recognized in the exchange, the party whose net indebtedness increases as a result of the exchange does not treat the relief of indebtedness on property as boot. The party whose net indebtedness DECREASES as a result of the exchange treats the net debt relief as boot.
· Debt relief on one side is treated as boot. If a TP is relieved of indebtedness on the property given up in the exchange, the debt relief is treated as boot. 
· For example, if the party acquiring the TP's property assumes the TP's debt with respect to the property (or takes the property subject to the debt), the TP’s debt relief is treated as "money received." Reg. §1.1031(d)-2.
· If both properties exchanged are encumbered by debt, and there is debt relief on both sides of the exchange, only net debt relief (also taking into account cash the TP paid) is treated as boot. For the TP who receives no net debt relief, the TP’s “boot” and gain recognition are limited to the amount of boot (e.g., cash) the TP received.
· NOTE: This rule only applies for purposes of calculating recognized gain. Solely for purposes of computing recognized gain, "money received" has a special definition.
· Tp boot from net debt reliefs equals (i) the liability that the tp gave up in exchange less (ii) the sum of (a) the liability that the tp assumed in the exchange plus (b) the cash that the tp paid in the exchange:
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· How to check your basis calculation: Pretend (contrary to fact) that, on the day after the §1031 exchange, the TP sold the property that the TP received in the exchange. The TP’s gain realized on the hypothetical sale should equal the gain realized in the §1031 exchange that was NOT recognized in the 1031 exchange.
· If gain is recognized in a like-kind exchange, the basis of the like-kind property received in exchange is equal to (i) the basis of the like-kind property given up, (ii) less the FMV of the cash or other boot received, (iii) plus the gain recognized in the exchange. §1031(d)
· §1033 involuntary conversions of property on which gain is realized. (The section does not apply to losses realized on involuntary conversions.)
· Section 1033(a)(2) provides that a taxpayer may elect to not recognize gain realized on the involuntary conversion of property into cash due to theft, fire, or condemnation, provided that the taxpayer reinvests the cash in property that is similar or related in use to the lost property. 
· §1033 would permit a tp to avoid recognition of gain realized where an appreciated building was lost due to an earthquake, the tp received insurance proceeds on the destroyed building, and the insurance proceeds were used to construct a similar building.
· If some of the proceeds are not reinvested in similar use property, §1033 provides a rule that is similar to the boot gain recognition rule in §1031; realized gain is recognized to the extent that proceeds are not reinvested in similar use property.
· The Basis of the new similar use property is equal to the cost of the similar use property less any gain realized on the involuntarily converted property that was not recognized. §1033(b)(2). 
· (This Basis formula is the equivalent of the sum of the Basis of the lost property, plus any additional cash or debt invested in the new property, plus any gain recognized on the involuntary conversion transaction, less any proceeds not reinvested in the similar use property.)
· If not reinvested the entire for the entire sum, one will recognize gain in an amount equal to the lesser of the (i) $250k of realized gain or (ii) the portion of the proceeds that were not reinvested in similar use property. §1033(a)(2)
· §1041 Property Transfers Incident to Marriage and Divorce (and Related Tax Consequences of Divorce)
· §1041 now provides that no gain or loss is recognized by either party on the transfer of property to (i) a spouse or (ii) a former spouse, provided that the transfer is incidence to divorce.
· Note that §1041 applies to transfers of property between divorcing same-sex spouses whose marriage is recognized under the “state of celebration” rule.
· Transfers of property incident to divorce: §1041
· In United States v. Davis, 370 U.S. 65 (US 1962), the Supreme Court held that a transfer of appreciated property incident to a divorce was a realization event to the transferor. The holding in Davis did not apply, however, to a transfer between divorcing spouses of property held as community property. The Davis decision was subject to a great deal of criticism both for its view of divorce settlements and the distinction it set up between community property and non-community property states. Eventually Congress enacted §1041 to change the result in Davis.
· The holding in Davis may still apply, however, to property transfers in anticipation of marriage. Davis also applies to transfers of property between partners in a registered domestic partnership or a civil union, because the tax law does not treat these relationships as a “marriage.”
· §1041 provides that the transferee assumes the transferor's Basis in the property.
· Transfers of cash incident to divorce: Alimony and child support
· Payments of cash made incident to divorce are treated as either alimony or child support payments.
· Child support payments are not deductible by the payor or includible by the payee. §71(c)
· Tax treatment of alimony depends on when the tp’s divorce was final
· Law applicable to divorce or settlement agreements that were final before January 1, 2019
· Alimony payments are included in the income of the payee (§§71(a)) and are deducted from the payor's gross income. §215. The alimony deduction is an above-the-line deduction. §62(a)(1).
· Child support payments are not deductible by the payor or includible by the payee.
· In order to qualify as alimony, a payment must meet the following tests:
· First, it must be made in cash. §71(b)(1). (Section 1041, not §71, applies to noncash transfers incident to divorce.)
· Second, the payment must be made pursuant to a written divorce or separate maintenance agreement or decree. §71(b)(1)(A), (2).
· Third, the payor and payee must live in separate households. §71(b)(1)(C).
· Fourth, the payment must not be for child support. §71(c)(1). Any payments that end when a child dies or reaches a certain age (for example, age 18) will be characterized as child support payments. §71(c)(2).
· Fifth, the payment obligation must not continue after the death of the payee spouse. §71(b)(1)(D).
· Sixth, §71(f) provides, generally, that payments are treated as alimony only to the extent they are substantially equal in the first three years in which alimony payments are made. Payments that are "front loaded" in this three-year period are recharacterized as property settlements. In effect, §71(f) requires recapture of any disproportionately high amounts of alimony (referred to in §71 as "excess alimony payments") paid in the first two years. In practice you will not usually have to compute the amount of excess alimony payments under §71(f) because divorce lawyers typically structure the alimony as level payments to avoid triggering §71(f).
· If a payor spouse had much higher income than the payee spouse, §§71 and 215 permitted the divorcing spouses to shift income from the high-income payor spouse to the low-income payee spouse.
· Law applicable to divorce or settlement agreements that were final after 2018
· The payor ex-spouse is not allowed to deduct alimony payments made to the payee ex-spouse, and the payee spouse does not include in income the alimony payment received
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· Additional tax issue raised by divorce: Who will claim their child as a “dependent” after the divorce?
· Default rule is that the custodial parent claims the child. Divorcing spouses can agree to allow the noncustodial parent to claim the child, however. The divorcing parties and their lawyers should think about the tax benefits to each party of claiming the child. 	Comment by Ruvalcaba, Jacob: For example, the lower-earning ex-spouse might qualify for the Earned Income Tax Credit. Other potential tax benefits include the child tax credit and filing as a “Head of Household.” AGI phaseouts might reduce or eliminate some of the higher earner’s potential tax benefits.
· Installment Sale and Open Transaction Reporting §453
· General rule –TPs can compute their taxable income under the following methods of accounting:
· (1) The cash method of accounting;
· (2) The accrual method of accounting; or
· (3) Any other method permitted by IRC, for example the installment sale reporting method.
· Section 453 provides a special accounting method for reporting gain from the sale of property in exchange for deferred payments.
· Under what circumstances does §453 apply?
· Section 453 applies automatically to a sale of property if the seller realizes a gain on the sale and at least one payment for the property will be received by the seller after the close of the taxable year of the sale. §453(a) and (b). 
· HOWEVER, TPs can elect out of §453 and recognize the entire gain in the year of the sale. §453(d). (Presumably, TPs will so elect only when the TP faces an unusually low tax bracket in the year of the sale.)
· Section 453 does not apply: If §453 does not apply, the full gain is included in the year of sale, even if the payments are to be made over a period of many years.
· To sales of personal property by TPs who regularly sell personal property on the installment plan, such as department stores, and sales of real property by TPs who hold real property for sale to customers in the ordinary course of business, such as real estate developers. §453(b)(2), (1)(1).
· To the sale of publicly traded stocks or securities. §453(k).
· If the seller realizes a loss on the sale.
· If §453 applies, what does it do?:
· Section 453 provides a special accounting method for reporting gain from the sale of property in exchange for deferred payments.
· Here is the basic idea: Under §453(c), a seller first determines the overall ratio of the gain to the sales price in order to determine what portion of each payment should be included as gain from the sale. Next, the seller determines the annual inclusions of gain from the sale by multiplying any installment payment (other than interest) received during the year by the ratio determined under §453(c).
· Example: Catherine sold property, with a Basis of 100, to Bob for 500. Bob will pay her 100 a year for five years. (Disregard the interest on the balance owed.) In Year 1, Catherine receives a payment of 100. Under §453(c), the ratio is 4/5: She realized a gain of 400 on the sale (500 AR less 100 AB). The sales price is 500, so the ratio is 4/5 or 80%. Her inclusion in Year 1 = $80 (80% of the $100 payment she received that year).	Comment by Ruvalcaba, Jacob: •	Tax consequences to a seller on the sale of property in exchange for a series of payments to be made in the future. --- using the pro rata share approach.


Do not worry about time value money when allocated basis. But we worry about it when it comes to money being borrowed.


§1341 error correction device better than Lewis case. Of saying money and when to deduct or include. Does not take into account time value of money. 


Sometimes the code takes into account time value money.

· The Terms of Art
· The gross profit ratio is the ratio of the gross profit to the contract price. §453(c).
· The gross profit is (i) the selling price (ii) less the seller's Adjusted Basis in the property sold. Reg. §15A.453-1(b)(2).
· The selling price is the amount to be paid by the buyer (other than interest). Id. If the property sold is subject to a liability that is assumed by the buyer, for the purpose of computing the §453(c) ratio, the selling price includes the amount of the debt assumed by the buyer. Id.
· The contract price is the selling price less the debt assumed by the buyer.
· Although it might make sense to treat the debt relief like a cash payment in Year 1, that generally is not the approach in §453. Instead, §453 spreads the gain from debt relief in the same way that the rest of the gain is spread. If the debt assumed or taken subject to exceeds the seller's Basis in the property sold, however, the liability in excess of the Basis is treated as a cash payment in the year of the sale. Reg. §15A.453-1(b)(3)(i).
· How do we apply §453 where we do not know the total amount to be paid in installments?
· In Burnet v. Logan (S. Ct. 1931), the Supreme Court held, where amounts to be received were uncertain, the TP could recover all of her Basis before including any of the gain from the sale. In that case, the TP sold stock in a mining company in exchange for cash and payments that were to be based on the amount mined in the future. Since the amount to be received in the future was not ascertainable, Mrs. Logan was permitted to recover all of her Basis first, then include all amounts received after she had recovered her Basis. In other words, the Court allowed Mrs. Logan to adopt an open transaction (Basis first) approach to report the gain from the sale.
· Logan has been legislatively overruled for the most part. Section 453(j)(2) and various regulations promulgated after the Logan decision now require sellers receiving contingent payments to apply §453 in the year of the sale and preclude open transaction reporting except in extraordinary cases. See, e.g., Reg. §§15A.453-1(c) and 1.1001-1(a). 
· Reg. §15A.453-1(c) provides three special rules for determining the timing of Basis recovery and gain inclusion where the amount paid for property is contingent:
· (1) If a maximum payment for the property can be determined, that amount is treated as the selling price for the purpose of computing the §453 inclusion ratio.
· (2) If a maximum payment cannot be determined, but the number of years over which payments will be made can be determined, the TP's Basis is allocated equally over that period.
· (3) If neither a maximum payment nor time period for payment can be determined, the TP recovers Basis equally over 15 years.
· Installment sale reporting is usually quite beneficial to TPs. Deferring tax on the gain realized is the equivalent of a tax rate reduction or an interest-free loan to the TP of the deferred tax. 
· A few provisions limit the benefits of §453. 
· For example, if the installment payments total more than $5 million, the TP has to pay interest on the deferred tax under §453A(a)(1) and (b)(2).
· §453(d) also provides that if an installment obligation is pledged as security for a loan, the proceeds of the loan will, in some circumstances, be treated as a payment on the installment obligation, triggering an inclusion under §453.
· If tp receives a bond or other evidence of indebtedness from the purchaser, the tp’s receipt of the debt is also treated as a payment if the debt received from the purchaser is payable on demand or is readily tradeable. §453(f)(3), (4).
· Original Issue Discount  §§ 1271-1278. REFER TO WEEK 3 HYPO.
· Compound interest is determined by applying the interest rate on the debt to the sum of (i) the amount originally loaned plus (ii) any interest on the debt that has already accrued but has not been paid. (in other words, the unpaid, accrued interest increases the principal owed)
· Simple interest: is interest paid on only the amount originally loaned. 
· Interest either (I) stated explicitly or (ii) unstated and implicit. 	Comment by Ruvalcaba, Jacob: o	OID Rules: A borrower has to pay a lender interest on the amount borrowed, to compensate the lender for the borrower's use of the lender's money while the loan is outstanding. The interest can be stated interest or unstated interest. The IRC calls unstated interest original issue discount (OID).
· Original issue discount (OID): term for unstated interest on debt, determined at the time the debt is issued.
· For bank accounts receiving interest - Interest is include in gross income for year one even if she leaves the bank. §61(a)(4)
· On a bond. OID rule applies. The total unstated interest, or OID, on a debt instrument equals (i) the stated redemption price at maturity of the debt instrument (the amount payable under the debt instrument less any stated interest that is paid annually) less (ii) the issue price of the debt instrument which is generally the amount of cash the bondholder paid for the debt. §1273(a), (b).
· There are two approaches:
· (1) allocate the $623 of OID equally over the 10 years so that would include 62.30 per year of interest
· (2) constant-yield-to maturity method/economic accrual method – same way a savings account interest is taxed- by requiring to include amounts of interest that increase each year	Comment by Ruvalcaba, Jacob: •	Implicit rate is called yield to maturity – compounding semiannually.
· Must compute the OID inclusion for each six-month period during which she owns the bond. §1272(a)(1), (3), (5)
· Product of multiplying the (i) yield to maturity, which is 5 percent for each semiannual period, by (ii) the adjusted issue price of the bond. §1272(a)(1), (3).
· The adjust issue price is (i) the issue price of the bond plus (ii) any unstated interest that has already accrued on the bond but not been paid to the bondholder. §1272(a)(4)
· The OID that must be included each year is added to one’s basis for the bond so that when she receives the $1,000 at maturity she realizes no gain or loss on the redemption. Reg. §1.1272.1(g)
· If issuer, does not pay the full redemption amount due to bankruptcy or some other event, tp will recognize a loss (probably a capital loss) equal to the difference between her basis at that time and the amount received. §§1221, 1271(a)(2)
· Cash method tp include items of income in the year in which they receive the item of income. Reg. §1.451-1
· If we did not have the OID rules, cash method individual bondholders would not have to include unstated interest until the maturity date for the bond, but, under the accrual method, corporate issuers would deduct the unstated interest as it accrues economically – in order to avoid this asymmetry in the timing of OID interest income and deductions, the OID rules put both issuers and bondholders on the same accounting method, the accrual method, for the purpose of determining OID interest deductions and inclusions. §§163(e)(1), (2), 1272(a)(1).
· The application of the original discount rules is not limited to the purchase or issuance of zero coupon bonds for cash – the rules also apply to certain property sales.
· E.g.: selling a property in exchange for a single $1million payment in 10 years	Comment by Ruvalcaba, Jacob: Might qualify as a capital gain or might qualidy for installment sales treatment.
· Under OID rules the transaction will effectively be divided into two separate tax transactions: 
· The first transaction, the property transaction, is tp’s sale of his property for the 10-year zero coupon bonds – gain from the sale may be capital gain and may qualify for the installment sale method – in which case the tax on the gain would be deferred until payment is made in year 10.
· Second transaction is the debt transaction. Tp must include in income the interest that accrues on the bond in each of the 10 years the bond is outstanding
· If no interest is stated on the debt instrument issued in exchange for property, the payments to be made on the debt instrument are discounted to present value using the applicable federal rate (AFR). §1274(b).
· AFR is set monthly by the Treasury, pursuant to §1274(d), to reflect prevailing interest rates on US government bonds. (if the stated principal on debt issued in exchange for property does not exceed the amount specified in §1274(b), adjusted for inflation, the rate used in the OID calculations cannot exceed 9%. §1274(a),(b),(d) Rev. Rul. 2018-11.)
· The unstated interest on debt instrument equals the gross amount of payments to be made on the debt instrument less the present value of those payments.
· §1274 does not apply to (i) sales of principal residences, (ii) sales in which payments are not deferred for more than six months, and (iii) certain sales of farmland. §1274(c)
· In addition, if debt issued in exchange for property is publicly traded, or the property for which the debt is exchanged is publicly traded, we do not use §1274 to impute an issue price for the debt, in order to calculate the OID on the debt. §1274(c)(3)(D). Instead, the issue price of the debt is the value of the property in exchange for which the debt is issued, so the OID on the debt equals the stated redemption price at maturity of the debt less the value of the property exchanged for the debt. §1273(A), (b) (3)
· OID rules have no effect on property sales that require at least annual interest payments provided that the stated interest rate on the debt at least equals the AFR. §§1273(a)(2), (b)(4), 1274(c)(1), (2), Reg. §1.1274-1(b)(1). However, if the debt bears stated interest at a rate that at least equals the AFR, but that interest is not payable until maturity, the debt will have OID in an amount equal to the stated interest payable at maturity. §§1272(a)(1), (2), (b)(4), 1274(a)(1), (c)(1), (2)
· §1274 does not apply to a sale if the total payments to be made on a debt instrument exchanged for property are no more than $250k. §1273(c)(3)(C)
· However §483 may still apply to such a debt instrument. 483, like §1274, determines the amount of unstated interest on a debt instrument issued for property by comparing the payments to be made on the debt and the present value of the payments to be made (discounting the payments at the AFR). §483(b)
· Unlike OID rules, 483 does not require accrual of the unstated interest, calculated using the constant yield to maturity method. Instead, the holder and issuer of the debt instrument report the unstated interest under their normal methods of account (despite the fact that this asymmetrical) Reg. 1.483-1(a)(2)(ii). 
· Section 83 Transfers 	Comment by Ruvalcaba, Jacob: HYPO: F receives a public stock option in XYZ stock. The options allows F to purchase 100 shares of stock at $10 a share at any time during the next 5 years. The option is nonforfeitable and is publicly traded. The option is valuable b/c if the stocks rise to $15 a share, F can still buy it for only $10 and if the stock price stays at $10 or falls, F loses nothing
Assume FMV of XYZ stock on Jan 1 Y1 is $100 ($1 for every share of stock F can purchase under the option) F is taxed as if he had in Y1 received $100 cash and purchased the stock options (AKA he has ordinary income inclusion of $100 in Y1 and a $100 basis in the option)

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


(c)	If the EE does not exercise the option (b/c the stock price is below the option price, she can, subject to certain limitations, deduct the amount previously taken into account. §1234 and 1211
(i)	Ex: if F didn’t end up exercising the option, then in Y5 could deduct the $100 he included in GI back in Y1
· Irrevocable transfers of cash or property to a trust for the employee’s benefit, and the trust assets are beyond the reach of the employer’s creditors, §83 requires the employee to include the amounts set aside in the year in which they are transferred to the trust. §83(a), Reg. §1,83-3(e).
· For purposes of §83, the term property does not include money or an unfunded, unsecured promise to pay money in the future, but does include real and personal property of a beneficial interest in assets transferred to a trust or escrow account if the assets are beyond the reach of the transferor’s creditors. Reg. §1.83-3(e)
· However, transfers outside the employment context are not subject to §83 and may be subject to the economic benefit doctrine.	Comment by Ruvalcaba, Jacob: The §83 inclusion, under §83(a) or (b), produces ordinary income. If the shareholder-employee already has included the salary under §83, gain from the subsequent sale of the stock is capital gain. Conversion of ordinary income into capital gain is the primary reason shareholder-employees make §83(b) elections.
· §83 applies to transfers of property in connection with the performance of services 
· Under §83(a), the employee must include income from the transfer in the first year in which the transferred property vests, which means that it is either transferrable or no longer subject to a substantial risk of forfeiture. 
· Rights in the transferred property are subject to a substantial risk of forfeiture if the person’s rights in the property are conditioned on the future performance of substantial services by the employee. §83©(1).
· Rights in property are transferrable only if the employee can transfer the property to someone else who would not be a subject to a substantial risk of forfeiture (which generally happen if the employer is subject to a substantial risk of forfeiture) §83©(2).
· The amount included under §83(a) is (i) the value of the transferred property at the time that it vests less (ii) the amount if any that the employee paid for the property. 
· Since the amount included is compensation for services, it is taxed as ordinary income rates, not the special capital gain rates.
· The employee’s basis in the property is value of the property at the time of inclusion under §83, Reg. §1.61-2(d)(2).
· The employer deducts the compensation only when the employee includes it. §83(h).
· Election under §83(b). --- makes an election to save money because it is either taxed as ordinary income tax rate or capital depending.	Comment by Ruvalcaba, Jacob: So when is this made necessary?
· IF a 83(b) election is made, the employee includes, in the year in which property is transferred, (i) the value of the property at the time of the transfer less (ii) the amount (if any) that the employee paid for the property.
· If §83(b) applies, the employee will be taxed (i)in the year of the transfer, at OI rate on the difference between the value of the property and the amount the employee paid for it, and (ii) on a subsequent sale of the property, at the appropriate capital gain rate, on the appreciation in the property after the transfer to the employee.
·  In effect, a tp making a §83(b) election is betting that the tax cost of accelerating the §83 OI inclusion will be more than made up by the tax savings from converting OI on appreciation in the property to capital gain.
· Special rules apply under §83 if an employee receives stock options, instead of stock.
· Most companies make compensatory stock options out of the money or at the money the date the options are granted. 
· This prevents the grant of the options from triggering §409A, which accelerates deferred compensation and imposed interest and penalties in certain circumstances. §409A applies to the grant of an option that is in the money on the date the option is granted, but does not apply to an option that is out or at the money on the date the option is granted. §409A(a)(1), Reg. §1.409A-2 (Note that the 409A distinction between in the money options and ut of the money options or at the money options increases the stakes for valuing the underlying stock, especially nonpublic traded stock, on the date the options are granted.)
· §83 applies to the grant of an option with a readily ascertainable FMV, but does not apply to the grant of an option that does not have a readily ascertainable FMV. §83(e)(3)
· Tax treatment of the grant and exercise of a stock option depends on whether the option has a readily ascertainable FMV in order to avoid an employee making a §83(b) election on the grant of an option that does not have retainable FMV, they may understate the value of the option to reduce or eliminate the tax cost of making the §83(b) election.
· Reg. §1.83-7(b) provides that the value of an option is generally not ascertainable unless the option is actively traded on an established securities market. An option that is not actively traded has an ascertainable FMV if the tp can establish that several conditions are satisfied; however, tp generally cannot satisfy.
· §83 does not apply to the grant of an option that does not have a readily ascertainable FMV; instead, §83(a) and (b) will apply to the subsequent transfer of stock on the exercise of the option. §83(e)(3), Reg. §1.837(a). 
· If §83(a) applies on the exercise of the option, §83(i) allows employees to make an election to defer (for up to 5 years) the §83(a) inclusion until the employee can sell the stock, for example, following an initial public offering. >>>>>> BELOW
· The §83(i) election is subject to various requirements. §81(i)(2),(3),(4).
· An employee can make the election only if the employer maintains a written option plan, and not less than 80% of the employer’s employees are granted stock options in the year in which the employee exercises the option. §83(i)(2)(c)(i)(II).
· Although a §83(i) election changes the timing of the employee’s §83(a) inclusion, it does not change the amount of the §83(a) inclusion. §83(i)(1)(A).
· If the stock option is sold, instead of being exercised, §83 applies to the money or property received for the option. Reg. §1.83-7(a).
· If an option has a readily ascertainable FMV, §83(a) and (b) apply to the grant of the option. Reg. §1.83-7(a). 
· If such an option is not subject to a substantial risk of forfeiture, the employee is taxed on the value of the option in the year of receipt. §83(a).
· In effect, the employee is treated as if she received cash and used it to purchase the stock option. If the employee later excises the option and purchases the stock, §83 does not apply to the transfer of the stock on exercise. §83(e)(4). The employee’s basis in the stock received on the exercise is the sum of (i) the amount she included in income under §83(a) on receipt of the option plus (ii) the price she pays for the stock when she exercises the option. Reg. §1.61.2(d)(2).
· If the employee does not exercise the option, she can, subject to certain limitations, deduct the amount previously taken into income. §§1234, 1211. 
· Twist to the tax treatment of stock options: §83 does not apply to so-called incentive stock options (ISO).
· An ISO is an employee stock option that satisfies certain conditions set forth in §422. Employees are not taxed on the grant or exercise of an ISO. §421(a).
· The tp’s basis for the stock equals the amount paid for the stock on exercise in an ISO.
· If an ISO had included in income, the stock basis would be increased by the amount included in income; not taxing an ISO therefore deceases the basis for the stock and increases the gain realized on the subsequent sale of the stock. Nonetheless, ISOs are advantageous to employees because they defer tax
· The employer receives no deduction for the issuance of an ISO. §421(a)(2).
· CASH METHOD
· General Rule: A cash method TP includes on the earlier of actual or constructive receipt. Reg. §§1.451-1(a), 1.446-1(c)(1)(i). 	Comment by Ruvalcaba, Jacob: The doctrine of constructive receipt is closely related to the economic benefit doctrine, which is the product of case law.
Under the 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 set aside funds for the tp in a manner that prevents the payor’s creditors from being able to reach the amount set aside. 
However, if the fund et aide for the the tp’s benefit can reached by the payor’s creditors, the tp does not have to include the funds set aside.***
In addition, the economic benefit doctrine does not require inclusion in year one if the employer makes an unsecured promise to pay her the $0k in year two instead of transferring the funds to the trust.

· An item of income is constructively received if it is made available to the TP, so that he could receive it, but he chooses not to receive it. Reg. §1.451-2. 
· On the other hand, if the original sale contract had provided for payment to be made in year 2, the constructive receipt doctrine would not apply because under the terms of the contract the tp has no right to the payment until year 2. Courts will not “look through” the contract to determine whether the payment date was insisted upon by the tp or his purchaser. See, Schniers v. Commissioner.
· If the tp qualifies for the installment method, inclusion of the gain would be deferred until year 2.
· The doctrine of constructive receipt, and the point in that constructive receipt can be avoided through contract, both apply to payment for services as well as goods.
· E.g. employee salary who is made available on January 1 of year 2. An employee can defer compensation income if she enters into the deferral agreement before she earns the income
· This inclusion rule applies regardless of whether the item of income is received in the form of cash, property, or services. Reg. §1.446-1(c)(1)(i).
· Although an unfunded, unsecured promise to pay in the future is not treated as property generally, a promise to pay is treated as the “equivalent of cash” and immediately included if the promise to pay is unconditional, not subject to set-offs, and readily transferable. Cowden V. Commissioner.
· Cash method tps generally deduct an item of expense when it is paid. Reg. §1.446-1(c)(1)(i).
· However, where the payment of an expense creates an asset with a useful life that extends substantially beyond the close of the year in which the expense is incurred, the cash method tp cannot simply deduct the entire expense; instead, the expense must be capitalized.
· Note the difference between virtual currencies that cannot be used outside the game system and convertible virtual currency – “virtual currency that has an equivalent value in real currency, or that acts as a substitute for real currency”
· Bitcoin is a cash equivalent, and receipt of a cash equivalent triggers an immediate income inclusion. A tp who “mines” bitcoin by using computers to validate and record bitcoin transactions, must include in income the value of bitcoin when it is mined. The amount of the inclusion is the FMV of the bitcoin on the date it is mined. The amount included in income, its value, is the tp’s basis in the bitcoin. If the tp is engaged in the trade or business of mining bitcoin, tp can deduct the ordinary and necessary expenses of the mining business, such as the cost of electricity used to mine that bitcoin.§162
· Tp’s recognize gain or loss on the exchange of virtual currency for property or services. The character of the gain or loss depends on whether the virtual currency is a capital asset in the hands of the taxpayer. §1221. (held for investment purposes). Inventory and other property held for sale to customers in a trade or business is not a capital asset. §1221
· Notice 2014-21 concludes that a tp who receives virtual currency as payment for goods or services must include the FMV of the virtual currency in income.
· Deferring compensation by contract has two drawbacks:
· (1) the employee runs the risk that the employer will not be able to make the deferred payment when it is due – if structured the deferred compensation so that the employee does not run the risk of nonpayment, the payment must be included and not deferred. 
· (2)An employer cannot deduct deferred compensation until the employee includes it, so the tax advantage gained by deferral of the employee’s income is offset by the loss of the employer’s deduction §405(a)(5)
· Two drawbacks of deferring income by contract can be voided if the deferred compensation takes the form of a qualified pension or profit-sharing plan. Under such a plan, funds are set aside (usually through a trust or annuity contract) for the irrevocable benefit of the employees. The employer is able to deduct the current payment and the employee is not taxed on the contributions, or the interest earned on the contributions, until he receives the funds upon retirement or separation from service. 
· A form of qualified retirement plan can be utilized by self-employed persons the amounts set side can be deducted from business earnings and are not taxable until withdrawn.
· Why doesn’t all deferred compensation take the form of qualified retirement plans?:
· Must comply with discriminatory provisions
· The amount that can be set aside for an employee in a qualified retirement plan is subject to statutory limits. §415. 
· High penalties apply if the employee withdraws her interest in such plans prior to retirement or separation from employment. See §72(t).
· An individual who wishes to set aside money for retirement also can establish her own individual retirement account (IRA) §408. 
· §219(b)(5)(A) limits annual IRA contributions to $5k, although that amount is adjusted annually for inflation. §219(b)(5)(C).
· Individuals who turn 50 before the end of the taxable year can also deduct annual “catch up contributions of $1,000. §219(b)(5)(B).
· The IRA contribution deductions unavailable, however, to individuals who are covered under a qualified retirement plan and have adjusted gross income above a certain amount. §219(g)
· If an individual is not an active participant in a qualified retirement plan but that individual’s spouse is an active, the nonparticipant spouse can make a deductible IRA contribution unless the couples combined AGI exceeds a certain amount. Id.
· No tax is levied on the contributions, or the interest earned on the contributions, until the amounts are withdrawn.
· Penalties generally apply to withdrawals made by the tp prior to retirement. §72(t) 
· An alternative type of IRA, known as a Roth IRA, provides tax benefits that are “back-loaded.” §408A.
· Although contributions to a ROTH IRA are not deductible, income earned on the account is not taxed and distributions form the account are not taxed if the distribution is a “qualified distribution.’ §408A(d)
· A distribution is “qualified” if the distribution (i) is made no sooner than the end of the fifth tax year after the first contribution to the Roth IRA, and (ii)(a) is made on or after the individual reaches age 59, (b is made to a beneficiary after the death of the individual, (c is made on account of the individual becoming diabled, or (d) is a special purpose distribution – for example, a distribution to enable a tp to buy her first home. §§408A(d)(2), (5), and 72(t)(2)(F) –(keep in mind first-time home buyer is capped at $10k)
· The annual limit on contributions to a Roth IRA is the same as the annual deduction limit on traditional IRA contributions, but the ROTH contribution limit is reduced by any contributions made to traditional IRA. §408A©(2)




· The Accrual method of accounting: 	Comment by Ruvalcaba, Jacob: Generally thought to be a more accurate measure of income and expense than the cash method of accounting, because the accrual method is designed to match the timing of income with the timing ofexpesnes incurred to produce the income.

· Tps using the accrual method include items of income when the ALL EVENTS TEST is satisfied (or in somecircumstances is deemed satisified).
· All-Events Test. TPs using the accrual method include items of income "when all the events have occurred that fix the right to receive [the] income and the amount thereof can be determined with reasonable accuracy." Reg. §1.4511(a).
· Test: when an accrual method tp performs services before receiving cash, he is taxed as soon as he performs services. Under the all events test, the liability is fixed as soon as the services are rendered. However, when the tp receives cash before performing services, he is taxed as soon as he receives the cash.
· Businesses using the accrual method of accounting to keep their books ordinarily must use the accrual method for tax purposes. §446(a).  *Also businesses that sell goods generally must use the accrual method.
· In addition, some tps are required to use the accrual method because §448 prevents them from using the cash method. 
· §456 permits membership organizations to include prepaid dues ratably as services are performed.	Comment by Ruvalcaba, Jacob: American Automobile Association v. U.S. (S Ct 1961). AAA included in income a portion of annual dues received, but deferred a portion of the dues received and reported it in the following year, on the theory that AAA might be required to perform services for the dues-paying member in the following year. This method was used for financial accounting purposes (consistent with Generally Accepted Accounting Principles (GAAP)) and tax purposes. The Commissioner exercised his discretion under §446(b) and challenged the TP’s method of accounting. Issue: Are prepaid dues includable in the year in which they are received, or in the year in which they are earned for purposes of financial accounting?
Held: Dues are included, for tax purposes in the year in which they are received by an accrual method TP, even if the dues accrue in a later year for financial accounting purposes.
Congress enacted §456, which permits membership organizations to include prepaid dues ratably as services are performed. Thus, the holding in American Automobile Association no longer requires AAA to include prepaid dues in the year received.
· The service has exercised its administrative discretion to allow an accrual method tp who receives payment in one year to defer inclusion of part of the income until the following year in certain circumstances.
· EXCEPTIONS: Accrual method TPs that do not fall within one of the statutory or administrative exceptions and do not find a sympathetic court will be taxed on prepaid income in the year in which they receive it.
· Section 451(c) (amended in 2017) provides that 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 purposes of financial accounting purposes. In the year of the prepayment, the TP includes in taxable income the portion of the prepayment that accrues for financial accounting purposes. In the following year, the TP must include the rest of the prepayment (regardless of financial accounting accrual of the income).
· The service will issue regulations regarding the types of goods, services, and other items to which the new deferral rule applies. §451(c)(4)(A). 
· §451(c)(4)(B) specifies various types of prepayments that are not covered by the new rule.
· §451(b) provides tat all the events test is deemed satisfied when an accrual method tp includes an item of income on an “applicable financial statement.” §451(b)(1)(A). (accrual method tps that do not prepare an applicable financial statement are not subject to this rule. §451(b)(1)(B).)
· The result is that a TP includes an item of income on the earlier of (1) inclusion of the time of income under all events test or (2) inclusion of the item of income on an “applicable financial statement”
· §451(b)(3) defines an applicable financial statement as a certified financial statement that is prepared in accordance with GAAP and used for non-tax government regulatory purposes. §451(b)(3)(A).
· E.g.:a financial statement that is incorporated into a public company’s annual form 10-k filing with the SEC is an applicable an “applicable financial statement.” §451(b)(3)(A)(i)
· Finally, some, though by no means all, courts have rebelled at the seeming unfairness of the AAA holding and have found ways to allow accrual method TPs to defer inclusion of income until the provision of services. For example, the 7th Circuit, in Artnell Co. v. Commissioner (7th Cir. 1968), held that a baseball team was permitted to defer inclusion of prepaid season ticket sales until the year in which the games were to be played since the time for future performance was relatively certain.
· Deduction rule: All events plus economic performance requirement
· An accrual method TP deducts an item only when all events have occurred to determine the fact of liability and the amount of the liability can be determined with reasonable accuracy. Reg. §1.461-1(a)(2). But there is an additional requirement, called the economic performance requirement. 461(h).
· §461(h), which provides that an accrual method TP cannot deduct a future expense unless the all events test has been met and economic performance has occurred. For example, in the case of a deferred payment in settlement of a tort liability, §461(h)(2)(C) provides that economic performance does not occur until the TP pays the liability.
· Section 461(h) also applies more generally to limit deductions for future expenses in connection with services and properties received by the TP or provided by the TP. 
· For example, suppose a company sells a piece of machinery and, as part of the sale, obligates itself to service the machinery once a year for three years. The cost of servicing the machinery, even if determinate, cannot be deducted until economic performance occurs, which is at the time that the machinery is actually serviced. §461(h)(2)(B).















TAX ABUSES: SHIFTING INCOME
NOTE: 
· The federal income tax is progressive, meaning that persons with high income pay a higher percentage of that income as taxes than do persons with low income. A tax that requires all taxpayers (TPs) to pay an equal percentage of income is proportionate, and a tax that requires low-income TPs to pay a higher percentage of their income is regressive.
IRC Rules that limit income shifting
· Joint filing by married couples. First, most married couples will find their tax liability minimized through filing a joint return, on which all income is combined. The attribution of income between married persons is therefore irrelevant. Compare §§1(a), 1(d).
· Federal tax law recognizes the marriages of same-sex couples that were married in a state that recognizes same-sex marriage (even if a couple currently lives in a state that does not recognize same-sex marriage). 
· Unmarried Registered Domestic Partners and Civil Union Partners are not married for purposes of federal tax law.
· The kiddie tax. Second, under §1(g), net unearned income of a child under age 14 is taxed at the tax rates applicable to trusts and estates in §1(e). (The tax rates in 1(e) increase more rapidly than in 1(a)-(d).) Unearned income is that portion of income not attributable to personal services. §§1(g) and 911(d)(2).	Comment by Ruvalcaba, Jacob: (1)	Net unearned income of a child is subject to the kiddie tax rules in §1(g) and 1(j)(4)
(a)	Net unearned income: unearned income in excess of twice the §63(c)(5) limited standard deduction available to the individual who. Is claimed as a dependent on another TP’s return (in 2018, $1,050) §1(g)(4)(A)(ii)(I)
(2)	TCJA: amended kiddie tax rules to provide that the net unearned income of a child is taxed at the §1(e), j2E, and J5 rate applicable to estates and trusts, instead of being taxed at their parents’ marginal rate
(a)	Trust or estate income in excess of $12,500 is taxed at a 37% rate §1(e),j2E	Comment by Ruvalcaba, Jacob: (2) The net unearned income of a child is subject to the kiddie tax rules, in §1(g) and §1(j)($), if the child: (i) is (A) 17 or younger at the close of the tax year, or (B) is 23 or younger and a full-time student and the child’s earned income (i.e. wage income) does not exceed half of the child’s support for the year; (ii) has at least one parent who is alive at the close of the tax year; and (iii) does not file a joint return. §§1(g)(2), 152(c)(3)(A).
· Trust or estate income in excess of $12,500 is taxed at a 37% rate. §1(e), (j)(2)(E).
· Reduced marginal tax rates. Third, the tax law is less progressive than it once was so the payoff for income shifting is less.
Rules Governing Attempts to Shift Service Income
· Assignment of Income Doctrine: Personal service income is taxed to the person who performs the services and cannot be shifted to a lower-bracket TP. Leading cases:
· Lucas v. Earl, 281 U.S. 111 (1930) (assignment to the TP's wife of half of the TP's income from personal service did not shift that income to his wife);
· Helvering v. Eubank, 311 U.S. 122 (1940) (assignment to a family trust of commissions to be received in the future for services rendered in the past by the TP did not shift the commission income to the assignees).
· Example: A high-income executive gives her 18-year-old son a one-half interest in her next year's salary. (Assume the gift is legally enforceable.) Notwithstanding the gift, the executive will be taxed on her entire salary. The same result would be obtained if the executive gave a one-half interest in payment due for services already performed.
· Exception for Services Provided Free of Charge: Note, however, that the prohibition against shifting income from personal services does not apply to the value of services provided free of charge to a third party. The outcome can be the same where TP contributes services to a §501(c)(3) charity. For TPs who wish to offer free services without recognition of income, form is all important. 
· An entertainer avoids taxation on the proceeds from a charity or political benefit only if the benefit is arranged by the organization or its agent. If, instead, the benefit is arranged by a for-profit promoter not acting as a charitable organization's agent and the entertainer directs the value of her services to a charity, the entertainer will be taxed on the net proceeds of the event and be left to struggle with the §170 limitations on charitable deductions.
· The  transfer of the right to payment for personal services by the service provider is not seen as a transfer of property such that the gain is recognized by the transferee. Gain is taxed to the provider of the services.
· For example, a parent who provides legal services to his daughter’s firm, which in turn charges out his services to its clients, may well be thought to be in partnership with his daughter and taxed on the income attributable to his services.)
· A similar emphasis on form is present in gifts of services to fam members or friends. A real estate broker can sell her daughter’s home free of commission without paying tax on the commission forgone. But a broker who sells her daughter’s house, collects a commission, and returns that commission to her daughter the following day will be taxed on that commission.
· Rules Governing Attempts to Shift Income From Property
· General rule: Transferring income-producing property shifts income from the property (subject to some limitations). Here, too, form is important. 
· Income from appreciated property can be shifted by transferring the income-producing property. However, a transaction in which a donor negotiates a sale of appreciated property and, a moment before the sale is consummated, transfers the property to a donee who completes the sale, may be recharacterized as a sale of property by the donor, followed by a gift of the sale proceeds to the donee. Under that characterization, the donor must pay tax on the gain. 
· Gifts of Partial Interests in Property
· An interest in property that is coterminous in time with the donor's interest is often referred to as a horizontal interest. A gift of a horizontal interest in property shifts the income from that interest to the donee. Blair v. Commissioner.
· E.g.: if a parent gives 27 son half interest in income producing property, the half the net income from the property and half the proceeds from sale will be taxed to the son.
· A gift of property that is not coterminous in time with the interest retained by the donor—meaning the donor retains a reversionary interest in the property transferred—is often referred to as a vertical interest, or a carved-out interest. A donor who gives a vertical or carved-out interest in property does not shift income from the property to the donee. Helvering v. Horst.
· Giving someone rental income for 5 years on your property. This does not shift income to the donee. Donor will be taxed on the next 5 years rental income on the rationale that, notwithstanding the form of the transaction, she has effectively maintained control of the underlying property.
· Summary: Income from property can be shifted provided there is a complete transfer of the income-producing property and the donee does not receive a carved-out or vertical interest. 

GRANTOR TRUSTS: §§671-678
· Income from a trust is taxed only once and at the beneficiary’s tax rate. However, it changes in situations in which the grantor transfers property to a trust but retains certain control over the property. (These rules have substantially the same effect as the rules governing partial gifts that do not involve a trust. Making trusts a poor vehicle with which to shift income).
· In cases which the grantor retains control over property transferred to a trust, it is the grantor, not the beneficiary, who is taxed on the trust income.
· §673 applies to property that is placed in trust for a period of years and later reverts back to the grantor.
· Under 673(a), if the value of the reversionary interest exceeds 5% of the value of the property, income from the property is taxed on the grantor (673(a) does not apply to reversionary interests that are only in the event a lineal descendant beneficiary dies before attaining the age of 21. §673(b)).
· §676 generally provides that a grantor who transfers property to a trust but retains the right to revoke the transfer and regain title to the property is taxed on the income from the property. The same result occurs if a 3rd party is given the power to revest title to the property in the grantor unless the 3rd party has a substantial interest in the trust as a beneficiary or power of appointment over the trust. §§672, 676(a).
· §675 generally treats the grantor as the owner of any property in respect to which he retains certain prohibited administrative powers, such as the power to purchase the property at less than full consideration. (A grantor who is characterized as the “owner” of trust property is taxed on the income from that property). 676 also taxes the grantor on any amounts he has borrowed from the trust unless the loan carries adequate security and interest and meets certain other requirements.
· §677 generally treats the grantor as the owner of any portion of a trust property the income of which may be distributed or accumulated for the benefit of the grantor’s spouse or used to pay life insurance premiums on the life of the grantor or the grantor’s spouse.
· §674 – most complex grantor trust provision. Generally speaking, this section treats a grantor as the owner of property if, after the initial transfer of the property to a trust, the grantor or her spouse retains the right to change the mix of income received by the trust beneficiaries or to add certain new beneficiaries. §674(a).
· However,  a grantor may escape taxation by vesting such power in an independent trustee. §674(c). An independent trustee is defined, generally, as anyone other than a close relative, employee, or close business relation. §672(c).
· Same result obtains if such power is given to a non-independent trustee (other than a spouse), such as a sister, provided that such power is limited by a reasonably definite external standard. §74(d). One example of a reasonably definite external standard is an instruction to the trustee that funds are to be distributed in 

· Rules Governing Attempts to Shift Income From Self-Created Property
· The transfer of tangible self-created property is seen as the transfer of property rather than services and is effective to shift income from the property to the transferee. The transfer of rights to intangibles such as copyrights or patents occupies a middle ground. Here, as elsewhere, form is all important. 
· For tax purposes, the transfer of tangible self-created property is seen as the transfer ofproperty rather than services and is effective to shift income from the property to the transferee. 
· An author can shift income from a work by transferring her copyrighted manuscript to a donee and having the donee negotiate a contract with the publisher. Suppose, instead, the author signs a publishing contract and then assigns her royalties under contract to a donee. While the assignment may be legally binding for state law purposes, it is ineffective for tax purposes. Author, and not the donee, will be taxed on the royalty income.

Rules Governing Below-Market Loans Between Related Parties: §7872
· Section 7872 applies to "below-market loans":
· made as a gift (e.g., from one family member to another);
· from a corporation to a shareholder of that corporation; or
· from an employer to an employee.
· A loan is a "below-market loan" if the loan is interest-free or provides an interest rate that is lower than the Applicable Federal Rate (AFR) (the rates set under §1274).
· Under 1274(d), different AFRs for short term loans (with a term of up to 3 years), mid-term loans (with a term of over 3 years and up to 9 years), and long-term loans (with a term over nine years.)
· The specific mechanics of §7872 depend on the characterization of the loan and the term of the loan, but the basic approach of  §7872 is to pretend that: 3 fictions
· (1) fiction is that the loan bears a market rate of interest. §7872(e)(2) (remember that the deemed transfer does not have any tax consequences  here because donors do not deduct gifts and donee’s do not include gifts in income §102).
· (2) the lender gave the borrower enough extra money to make periodic interest payments at the AFR (with this "deemed transfer" being characterized as a gift, a dividend, or compensation); and
· (3) the borrower made periodic interest payments to the lender at the AFR (with this "deemed retransfer" being characterized like an actual interest payment). The result is that the high-bracket lender winds up with an income inclusion attributable to interest deemed paid on the loan, reducing the tax advantage from the attempted income shifting.
· If the loan is a below-market loan, and is one of the types of loan listed in §7872(c), the loan is subject to §7872 unless one of a number of exceptions apply.
· In the case of a gift loan a relevant exception might be §7872(C)(2), which excludes from ambit of §7872 gift loans of up to $10,000 between individuals.
· EFFECTS:
· The deemed transfer from the lender to the borrower and the deemed retransfer from the borrower to the lender both occur on the last day of the calendar year. §7872(a)(2).The net effect is to leave the high-bracket lender with interest income, and depending on the nature of the borrower’s investment, to possibly give the low-bracket borrower a corresponding interest deduction.
· §7872, to some extent, prevents tps from using interest-free loans to shift income. The lender’s imputed interest inclusion may be more or less than the actual income earned by the borrower ont eh loan principal.*

RULES GOVERNING LOSS SHIFTING
· §1015 Basis Rule for Gift Transfers of Property With Built-in-Loss
· TPs who realize capital gains pay tax on the gain at capital gain rates. TPs who realize capital losses can deduct the losses to the extent of capital gains plus $3,000 per year. The capital loss limitation encourages TPs to shift property with built-in losses to related parties who realize capital gain that can offset the loss. However, the special §1015 Basis rule applicable to gifts of built-in-loss property limits this type of loss shifting.
· §267 Loss Limitation
· Section 267(a) provides “No deduction shall be allowed in respect of any loss from the sale or exchange of property, directly or indirectly, between” related parties, as specified in §267(b). 
· Related parties include “Members of a family, as defined in subsection (c)(4),” and various types of businesses or trusts controlled (50% or greater ownership or control) by the TP. Section 267(c)(4) treats the following as the TP’s family members: the TP’s “brothers and sisters (whether by the whole or half blood), spouse, ancestors, and lineal descendants.” In addition, for purposes of determining whether the TP controls a business or trust, interests owned by the TP’s family are attributed to the TP. Also interests owned by businesses are attributed to each of the owners of the businesses (who potentially include members of the TP’s family).
· The rules in §267(c) are one example of “attribution rules,” which attribute ownership of tangible or intangible property from one person or entity to related persons or entities. There are other sets of attribution rules in the IRC. For example, §318 attribution rules apply in the corporate tax context. There are variations between these attribution rules, which are technical and specific.












CAPITAL GAIN RATES
· The preferential tax rate applicable to long-term capital gain under 1(h) depends on the type of capital gain. (The capital gain rate also depends on TP’s taxable income; ordinary income rates apply to the gain if those rates are lower than the relevant capital gain rate).
· Flip side of favorable treatment for CG is unfavorable treatment of capital losses.
· Both corporate and noncorporate tps can deduct the capital losses they recognize during a given year to extent of capital gains they recognize during year. §1211.
· Corporate tp are not allowed to deduct their capital losses in excess of their capital gain. §1211(a). However, they may carry the excess capital loss back 3 years and forward five years. §1212(a)(1).
· Noncorporate tps are allowed to deduct up to $3,000 of their capital losses in excess of capital gains in a given year and carry forward indefinitely the excess capital losses disallowed. §1211(b), 1212(b)(1). However, if capital loss is large, the $3,000 a year allowance may seem paltry.
THREE CAPITAL GAIN RATE CATEGORIES: Capital gain is separated into three rate categories: called (i) the 28% group, (ii) the 25% group, and (iii) the other gain group.
· 28% Group
· Long-term capital gain in 28% group is taxed at 28%. §1(h)(1). The 28% group includes capital gain from the sale or exchange of "collectibles," and any taxed portion of the capital gain on the sale of "§1202 stock."
· Collectibles include artwork, antiques, rugs, gems, metal, stamps, wines, and coins. §§1(h)(5)(A) and 408(m).
· Section 1202(a) provides TP can exclude from income 100% (formerly 50%) of the gain from the sale or exchange of certain "qualified small business stock." Simplifying somewhat, qualified small business stock (also known as “founders’ stock”) is defined as stock issued by a C corporation with assets of $50 million or less. 
· Stock of corporations engaged in certain types of businesses, such as law, accounting, health, consulting, athletics, brokerage services, mining, banking, and farming, does not qualify. §1202(d), (e). The amount of §1202 gain to which the §1202(a) 100% exclusion applies may be limited by §1202(b). In that case, the excluded amount is in the 28% group and the taxable portion of the gain to which the §1202(b) limitation applies is in the other gain group. §1(h)(5) and (8). Assume that the §1202(b) limitation does not apply, which means that all of the §1202 gain is excluded.
· 25% Group	Comment by Ruvalcaba, Jacob: Depreciable property is not a capital asset, but can qualify for capital gain rates under §1231. Under §1245, capital gain is recharacterized as ordinary income to the extent of prior depreciation deductions taken on the property. Under §1250, however, capital gain is not recharacterized as ordinary income if the taxpayer took straight line depreciation deductions, as in this question. Section 1250, not §1245, applies to gain from the sale of depreciable trade or business real property.


Depreciable property is not a capital asset, but can qualify for capital gain rates under §1231. Under §1245, capital gain is recharacterized as ordinary income to the extent of prior depreciation deductions taken on the property. Under §1250, however, capital gain is not recharacterized as ordinary income if the taxpayer took straight line depreciation deductions, as in this question. Section 1250, not §1245, applies to gain from the sale of depreciable trade or business real property.
· Long-term capital gain in the 25% group is taxed at 25%. §1(h)(1). 
· Gain from the sale of depreciable real property can be characterized as capital gain under §1231. 
· Long-term capital gain from the sale of depreciable real property held for more than one year is in 25% category to the extent the capital gain is attributable to unrecaptured depreciation (i.e., the straight line depreciation the TP has taken on the real property.)
· Even if the sale of depreciable property generates capital gain under §1231, some of that capital gain may be recharterized as ordinary income by the depreciation rules of §§1245 and 1250.	Comment by Ruvalcaba, Jacob: True. A depreciable asset is not a “Capital Asset,” but is a “Section 1231 Asset.” Gain realized on the sale of a Section 1231 asset qualifies for Capital Gain tax rates (assuming the taxpayer’s §1231 gains exceed the taxpayer’s §1231 losses for the year). However, the §1245 depreciation recapture rules recharacterize the $6,000 of Capital Gain as Ordinary Income. This recharacterization of the gain as Ordinary Income is logical, because EEE’s prior depreciation deductions reduced the Ordinary Income on which Edgar and Ellen paid tax in the years in which they took depreciation deductions.
· 1245 recharacterizes capital gain from the sale of a depreciable asset (other than real property) as ordinary income, to the extent of prior depreciation on the asset sold. Said another way, on the sale of 1245 property, a tp includes OI equal to the lesser of (i) the gain recognized on the sale of the asset or (ii) prior depreciation taken on the asset sold. §1245(a)(1), (2).
· Property is §1245 property if (i) depreciation is allowed on the property under §167 and (ii) the property is one of the types of property specified in §1245(A)(3), including personal and tangible property.
· If the asset sold is real property, §1250 imposes a limited (and today, largely illusory) form of recapture. 
· Generally speaking, 1250 requires recapture of gain only to the extent of depreciation in excess of straight line depreciation. Real property placed in service after 1986, however, is depreciable only by the straight line method. §168(b)(3). Thus, there is generally no depreciation in excess of straight-line and hence no portion of gain on the sale is subject to the §1250 recapture. (However, tp holds the real property for more than a year before sale and the sale produces capital gain, the portion of gain attributable to unrecaptured depreciation is taxed at CG rate)
· Other Gain Group
· Long-term capital gain in the other gain group (also called adjusted net capital gain in §1(h)) is taxed at 0%, 15%, or 20%, depending on TP’s taxable income for the year.
· Following the enactment of TCJA, the three “other gain” rates are tied to a maximum amount of taxable income for each rate to apply, instead of being tied to ordinary income rate brackets. §1(j)(5).
· Under §1(j)(5)(B): The “maximum zero rate amount” is $77,200 of taxable income for married TPs filing jointly and $38,600 for a single TP; the “maximum 15% rate amount” is $479,000 of taxable income for married TPs filing jointly and $425,800 for a single TP. The 20% “other gain” rate applies if the TP’s taxable income exceeds the maximum 15% rate amount. These dollar amounts will be adjusted annually for inflation. §1(j)(5), (f)(3).
· Gain in the other gain group includes any long-term capital gain that is not in the 28% group or the 25% group, and qualified dividend income. §1(h)(3). A dividend received by TP is a qualified dividend if the TP can satisfy a holding period requirement for the stock on which the dividend is paid. Although dividend income is ordinary income, not capital gain, dividend income is taxed at the preferential capital gain rates by including the dividend income in the other gain group under §1(h)(3).	Comment by Ruvalcaba, Jacob: After TPs compute their net capital gain, they add their “qualified dividend income” (ordinary income that is taxed like capital gain) to their net capital gain. §1(h) (11).
Netting Short-Term and Long-Term Gains and Losses
· STEPS:
· First, the TP's capital gains and losses are divided into four categories: (1) short-term capital gain and loss; (2) capital gain and loss in the 28% group; (3) capital gain in the 25% group; and (4) capital gain and loss in the other gain group.
· Second, the TP computes her net short-term capital gain or loss by netting her short-term capital gains and losses.
· Third, the TP computes her net long-term capital gain or loss.
· Tpnets the gains and losses within the 28% group and the other gain group (25% goup will only have gain it), then nets the gains and losses in the 28%, 25%,  and other gain groups. (Long-term capita loss carrovers from other tax years are netted in the 28% group. Notice 97-59). If there is net loss in the 28% group, that loss is applied first to reduce any gain in the 25% group, then to reduce any net gain in the other gain group. If there is a net loss in the other gain group, that loss is applied first to reduce any net gain in the 28% group then to reduce any gain in the 25% group.
· If, after that netting process, the TP has a net long-term gain and a net short-term loss, the next step is to compute the TP's net capital gain by netting the TP's net long-term capital gain and net short-term capital loss for the year. §1222(11).
· If the net long-term gain exceeds the net short-term loss, the rate categories specified in §1(h) apply to the net capital gain. (The net short term loss is applied first to reduce 28%, 25% then any other gain group).
· If the short-term loss exceeds the long-term gain, a noncorporate TP can deduct the short-term loss to the extent of the long-term gain plus $3,000, under §1211. Any loss in excess of the gain plus up to $3,000 of loss is referred to as a net capital loss.
· Any remaining loss, referred to as a net capital loss, is carried forward to subsequent years, with the character of its short-term and long-term components preserved*. §1212(b)(1), 1222(10).
· §1211 deduction is applied first to reduce short-term capital losses, then to reduce long term capital losses. Reg. §1.1212-1(b)(2)(ii).
· If the TP has a net long-term loss and a net short-term gain, the TP nets the net long-term loss and the net short-term gain.

Definition of a Capital Asset
· The Code defines CG or loss as gain or loss on the sale or exchange of a "capital asset."
· Corporation tps generally prefer noncapital treatment since corporate tps do not qualify for the capital gain preference and cannot deduct capital losses except to the extent of capital gains.
· Section 1221 defines the term capital asset as "property" that does not fall within any of the following eight ordinary asset categories:
· inventory or property held for sale to customers in the ordinary course of business;
· Heging transactions. “Net proceeds from hedging transactions that are an integral part of a business’s inventory-purchase system are treated as proceeds ffrom the sale of inventory and generate OI or loss.
· Also clear that supplies of a type regularly used or consumed by the tp in the ordinary course of business are noncapital assets. §1221 (a)(8)
· Also specified in §1221(a)(6) certain types of hedging transactions entered into by commodities derivatives dealers are also characterized as noncapital.
· depreciable property or other real property used in the TP's trade or business (but note that gain from the sale of such assets may be capital, under §1231, despite the fact that such assets are not capital assets);
· patents, inventions, models, or designs (whether or not patented), secret formulae or processes, and certain copyrights and literary properties;
· accounts receivable or notes receivable acquired in the ordinary course of a trade or business;
· certain United States government publications;
· certain commodities derivative financial instruments held by a commodities derivative dealer;
· hedging transactions which are identified as such in advance; and
· supplies of a type regularly used or consumed by TP in the ordinary course of business.
· Courts have limited the capital asset definition by reading these ordinary income asset categories in §1221 very broadly.

· Sales of Real Estate Assets
· In some cases, determining whether an item falls within §1221(a)(1) can be quite difficult. This is particularly true with respect to real estate, where one can support oneself with just a few sales per year. The best the courts have been able to do with situations similar to this is to agree on a number of relevant factors and, based on those factors, to decide the issue on a case-by-case approach. 
· Factors that point toward inclusion in §1221(a)(1) and hence ordinary income or loss treatment include: frequent or numerous sales; significant improvements; brokerage activities; advertising; purchase and retention of the property with a goal to short-term resale; and the importance of the activity in relation to the TP's other activities and sources of income. See, e.g., Biedenharn Realty Co. v. United States, (5th Cir., cert. denied, US 1976) (ordinary income on the sale of farm property, bought as an investment, which was later subdivided and sold in lots).
· Sales of Securities by Traders Who Are Not Brokers
· One might expect that similar factors would be used to distinguish investment from business activity in stock and commodities so that an individual who spent all of his time, and realized all of his income from, "playing the market" would recognize ordinary income or loss from that activity. In an early case, however, one court held that individual stock trading, no matter how frequent or central to one's livelihood, did not generate ordinary income or loss. Van Suetendael v. Commissioner, TCM 1944, aff'd, 2d Cir. 1945. 
· TP in Van Suetendael recognized a loss on stocks and bonds and treated the loss as ordinary under §1221(a)(1). The court held the loss did not fit under that section because the assets were not held primarily for sale to "customers" but were sold through brokers to unknown persons. Only securities sales conducted by entities such as commercial brokerage firms will meet the Van Suetendael standard and generate ordinary income and loss under §1221(a)(1). The government savings from forcing TPs such as Van Suetendael to recognize capital loss on sale of stock at a loss has been more than offset by cost to the government of allowing more successful speculators to recognize capital gain when stock is sold at a profit.
· Sale of a Business
· Although the sale of stock of an incorporated business typically generates capital gain or loss, the sale of an unincorporated business is treated like a sale of each of the individual assets of the business, some of which are capital assets and some of which are not. Williams v. McGowan (2d Cir. 1945). The purchase price of the business is allocated among the assets based on the classification of the assets and their fair market value. §§1060 and 338(b)(5).
· E.g.: seller might recognize long-term capital gain on the sale of capital assets and ordinary loss on the sale of noncapital assets, such as inventory.
· On the other hand, if an unincorporated busines is operated by a partnership, the sale of a partner’s interest in that partnerships produces a hybrid result that combines elements of stock sales and asset sales. 
· As a starting point, the sale of a partnership interest is treated as the sale of a capital asset, producing capital gain or loss. §741. However, if the partnerships has certain ordinary income producing assets, such as inventory, complicated partnerships tax rules may recharacterize some of the capital gain or loss as ordinary income or loss, in many ways mimicking the result of a sale of a sole proprietorship.


Substitutes for Ordinary Income
· Note that a lease cancellation payment received by a lessee is treated as the sale or exchange of a property interest, so the payment may be capital… Payment received by lessor from a lessee canceling their commercial property lease is OI.
· Sales of what otherwise would be treated as salary or personal service income is OI.
· An exception to §1221(a)(3) provides that a tp can elect out of it with respect to a self-created musical work or copyright in a musical work for capital gain rates instead of ordinary tax rate. But royalty payments still remain OI rates.
· §1235 provides that creators of patents (and certain other tp) can generate long-term capital gain (or loss) on the transfer of “all substantial rights” to a patent. To be eligible, a tp must be either (i) the creator of the patent; or (ii) one who is not related to the creator of the patent and is not the creator’s employer, but bought the patent from the creator prior to the patented invention’s reduction to practice. §1235(b).
· Long-term cg (or loss) is the order of the day even if the payments are made over a period of years and are contingent upon the use or productivity of the assigned patent, and even if the patent was not held for more than a year. §1235(a).

THE TAX ON NET INVESTMENT INCOME: §§1401(b), 1411,3101(b).
· Certain “net investment income” has been subject to an additional tax of 3.8%. §1411.
· §1411 provides that investment income includes gain from the disposition of property, interest, dividends, rental and royalty income, annuities, income from businesses that trade financial instruments or commodities, and income from businesses that are treated as “passive” activities of the tp under §469. §1411(c).
· Financial instruments are defined broadly to include “stocks and other equity interests, evidences of indebtedness, options, forward or future contracts, notional principal contracts, any other derivatives, or any vidence of an interest in any of the [forgoing[
· Distributions from qualified pension plans are not within the definition of investment income. §1411(c)(5).
· Each year, the 3.8% NIIT applies to the lesser of (1) net investment income, or (2) (simplifying a bit the excess of AGI less the “threshold amount” applicable to tp. §1411(a)(1), (d).)
· The threshold amount, not adjusted for inflation, is 250k for married tps filing jointly and 200k for single tps and heads of households. §1411(b).
· * High income tps, the 0.9% medicare surtax is added to the base 2.9% Medicare tax on wages and self-employment income, adding up to a 3.8% Medicare tax on such income.

Connected current and Prior Transactions
· In situations where code does not require characterization symmetry (ordinary deduction and ordinary income tax), courts may impose a judicially created symmetry rule.































































A. Introduction to Terminology and Structure	Comment by Ruvalcaba, Jacob: •	Tax Terminology:
o	The “nominal” tax rate is the rate stated in the IRC.
o	The “effective” tax rate = total tax paid/total income. Effective tax rate is a synonym for average tax rate.
o	The “marginal tax rate” is the tax rate on the last dollar earned.
o	U.S. federal income tax rates are “progressive,” meaning that the percentage rate of tax increases as income increases. A rate structure that applies a single nominal tax rate is referred to as a “proportionate rate,” “single rate,” or “flat rate” structure. Some taxes, such as excise taxes on gasoline, are “regressive,” meaning that the tax is a higher percentage of a low-income person’s income than a high-income person’s income
· 1: Determine Gross Income (GI) (Determine
·  the amount of GI inclusions and add together the items that are included in GI)
· IRC §61: Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items:  (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; (8) Annuities; (9) Income from life insurance and endowment contracts; 10) Pensions; (11) Income from discharge of indebtness; (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
· Items expressly included in §71 and following or excluded §§101-140
· (3) Determine gain from property transactions: Gain = Amount Realized – Adjusted Basis §1001(a) 	Comment by Ruvalcaba, Jacob: The Code calls the amount the taxpayer receives on the sale or exchange the AMOUNT REALIZED
	Realized gain: if the taxpayer receives for the property more than the taxpayer’s unrecovered investment in property (in other words – what the taxpayer paid for the property)
Realized loss: taxpayer receives for the property less than the taxpayer’s unrecovered investment in the property
Realized gains are recognized UNLESS otherwise provided in the code under a nonrecognition rule	Comment by Ruvalcaba, Jacob: The code calls the taxpayer’s unrecovered investment in the property ADJUSTED BASIS §§1011-1016.

· The code calls the taxpayer’s unrecovered investment in the property ADJUSTED BASIS §§1011-1016.
· 2: Determine adjusted gross income (AGI): GI – ATL deductions = AGI
· §62: as gross income less certain costs of earning income and a lot of other items
· Determine the above-the-line (IRC §62 deductions)
· 3: Determine taxable income: TI = AGI – [(greater of IDs or SD) + §199A deduction]
· §63: Tp’s adjusted gross income less the sum of (I) the greater of (a) the tp’s standard deduction or (b) the tp’s itemized deductions plus (ii) the deduction allowed by §199A for income from unincorporated business.	Comment by Ruvalcaba, Jacob: A deduction or exclusion, on the other hand, reduces the taxpayer’s taxable income; it reduces the tax ue from the taxpayer by an amount equal to the product of multiplying the deduction or exlusion by the tp’s tax rate.
· Standard Deduction: $12,500 for single/MFS; $18,500 for HoH; or $25,000 for MFJ	Comment by Ruvalcaba, Jacob: SD ensures that lower-income taxpayers do not have to pay tax and frees many taxpayers from having to keep records of their itemized deductions.
· Itemized deductions (Below-the-line): 
· include all deductions other than the §199A deduction and the deductions allowable in computing adjusted gross income under §62. -- e.g., IRC §§162,163, 164,165,170,212,213,262
· state and local property taxes and income or sales taxes, charitable contributions, and home mortgage interest
·  §199A Deduction: If an expense creates an asset that will last beyond the year in which the expense is incurred, the expense cannot be deducted in full in the year in which it is incurred; this type of expense must instead be CAPITALIZED.	Comment by Ruvalcaba, Jacob: If not limited useful lifetime, the tp cannot recover her investment in the asset until sold or exchanged.
· Each year during the useful life of the asset, the taxpayer will deduct a portion of the cost of the asset, in the form of depreciation deductions.
· 4: Apply tax rates to TI to determine tax owed for the year.
· Separate TI into:
· (1) Ordinary Income (OI); and
· (2) Capital Gain (CG)
· CG is gain from the sale of a Capital Asset. See §1221. i.e.: an investment asset as opposed to an asset used in an operating business.
· Tax owed = [tax on OI at §1(a) OI rates] + [tax on CG at §1(h) CG rates]
· Determine CG rate(s) (0-28% rates) and multiple CG rate x CG
· Determine tax on OI using OI rates (10-37% rates) (see chart w/ inflation adjustments)
· Taxable income of individuals is taxed at rates specified in §1(a)-(d) of the Code – the rates are PROGRESSIVE (meaning that as the taxpayer’s income increases, the rate of tax increases)
· Implicit zero rate since a taxpayer does not owe tax if he taxable income does not exceed the sum of her standard or itemized deductions plus ¢199A deduction for unincorporated business income.
· The rate applicable to the last dollar of income earned by the taxpayer is the tp’s MARGINAL RATE.
· The tp’s effective rate is his tax liability for the year divided by his taxable income for the year; it is the same as tp’s average rate.
· 5: Determine tax credits: IRC §§ 21, 24, 31, 32.
· 6. Subtract credits from tax owed for the period to determine tp’s tax refund or additional tax due.
· If negative amount, then get tax refund.  If positive, then pay tax
B. Time Value of Money and the Value of Deferring Tax
· Time Value of money: concept that the value of money depends on when it is paid or received. 
· A dollar received today is worth more than a dollar received in the future and a dollar paid today costs more than a dollar paid in the future
· The Value of Deferring Tax:	Comment by Ruvalcaba, Jacob: which can be represented as: (1) The difference, in dollars, between the present value of paying a tax now and the present value of paying the tax later; or (2) A reduction in the taxpayer's tax rate.
· The longer the period of deferral, the greater the difference between the present value of an amount and the future value of the amount.
· Deferral of tax is advantageous to a tp because he can invest the deferred tax and earn income on it until it is paid to the government.
· Quantify the savings from deferral by determing the amount that would have to be set aside in year 1 so that the sum of the amount set aside and the earnings on the amount would fund the future tax liability
· Present value = Future value/(1+r)^n 
· (r is the interest rate, which also is sometimes called the discount rate, and n is the number of periods of deferral.)
· Formula for computing the future value of an amount is: Future value = Present value (1+r)^n
· Tax Lawyers structure transactions to defer tax liability by:
· Deferring income and
· Accelerating deductions

C. Alternative Tax Bases: Composition Tax and Value Added Tax
· The Base: The “base” of an income tax is income. The “tax” equals the product of multiplying the income base x the tax rate.
· [adjusted?] Basis = tally of investment in an asset???
· What we apply the tax rate to
· Base of tax: income, consumption, or alternative bases
· Haig-simons definition of income (ideal definition of income): 
· income = consumption + change in wealth
·  the sum of (i) the taxpayer’s personal expenditures for the period plus (or minus) (ii) the tp’s increase (or decrease) in wealth for the period
· Subject to an annual tax on net accretion to wealth- whether spent or saved.
· Realization requirement represents a departure from the ideal, but facilitates administration of the income tax.
· Alternative tax bases:
· Consumption tax: an individual is only taxed on her personal consumption
· Direct way to implement would be to tax on GI but allow a deduction for income that is invested. – the net income will be the amount spent for personal consumption.
· Cash flow consumption issue: with respect to purchases of consumer durables like a car or house
· Might promote savings
· Makes the effective tax rate on homeownership = 0
· Alternative: yield exemption consumption tax – levy a tax on the entire Haig-Simons income but then to exempt the yield from any property purchased with that income
· i.e: Year one no deduction if were to invest in stocks but year 2 the entire return would be tax free.
· Value Added Tax (VAT): levied on the value added to goods and services by those who manufacture, distribute, and sell those goods or services. Each link in the chain production pays a tax equal to the difference between its cost of materials and its sale proceeds.
· A form of sales tax – the effect of a VAT is virtually identical to the state and local sales taxes – a tax collected by the retailer on the sales price of goods. (Adding up all VAT = federal retail sales tax]. The only difference is VAT is collected piecemeal from the links of the chain of production, while sales tax is collected solely from the retailer.
· Both VT and retail sales tax increase the cost of goods to consumers, as those in the chain of production pass some of the tax on in the form of higher prices.
· Significant difference between a  consumption tax and a retail sales tax or a VAT is that a consumption tax can be levied at different rates for taxpayers with differing amounts of consumption.
· All of them tax purchases of goods rather than savings and investment.
· Alternative Tax bases: 
· Wages: Payroll Taxes. For example, Social Security tax and Medicare tax.
· But higher income people have low income fromw ages, but high income from capital gains.
· Consumption: Retail Sales Tax, Value-Added Taxes, and Goods and Services Taxes. For example, state and local retail sales taxes or VATs imposed by other countries.
· Commodities: Excise Taxes. For example, federal, state, and local taxes on gasoline, tobacco, and alcohol.
· Wealth: Property Taxes and Wealth Transfer Taxes. For example, local property taxes on real estate, or federal estate and gift taxes.

D. Tax Administration and Litigation 
Flow Chart of Tax Controversy
· The IRS cannot begin collection of an underpayment of tax until the tax has been, in quotes, assessed. Assessment is a a term of art. Simply a bookkeeping entry.
· Return filed: the IRS immediately can assess any taxes that the taxpayer's tax return show as due	Comment by Ruvalcaba, Jacob: For example, if a taxpayer files a tax return, shows taxes due and doesn't pay the tax, the IRS can
immediately assess the tax shown is due on the return and proceed to collection if the taxpayer has
not paid
· Selection or Return for Examination: the IRS may select the return for examination or audit. 	Comment by Ruvalcaba, Jacob: b.	How returns are selected for an audit:
i.	1-2% of returns are audited
ii.	IRS has algorithm to select TP for audit and some are random audits to get compliance information
iii.	Most cases get settled before litigation
· If no deficiency, then no further action
· If deficiency, then will proceed with audit:	Comment by Ruvalcaba, Jacob: Meaning, the taxpayer might owe additional tax.
·  Three different types of audits:
· Correspondence audit
· Ask for receipts and other documentation to verify tax
· Field audit
· Most severe type of audit
· Tend to be business audits (ex. Retailer, etc.)
· Examine inventory, books, records, etc.
· Level of scrutiny seems to be higher when doing a field audit
· The agent tries to find out if there is a deficiency due
· Office audit
· Tax lawyers often do the office audit
· Meeting with revenue agent to go through report and negotiate over amount due
· If agreement and waiver, then assessment is made and there is collection or possible refund
· If no agreement, then 30 day letter and RAR
· 30 day latter and Revenue Agent’s Report (RAR)
· 30 day letter says that the examiner has examined the return and gives the TP 30 days to resolve the dispute with the revenue agent
· RAR - details the sources of the revenue agent's deficiency and why the service is asserting that additional tax is due
· Following the taxpayer's receipt of the RAR and 30-day letter, the taxpayer might:
· (1) concede the assertive deficiency, waive the right to litigate, execute a waiver. assessment is made and goes to collection. 
· (2) second possibility is that the taxpayer simply ignores 30-day letter
· Move on to 90 day letter.
· (3)  third possibility is that the taxpayer files a protest with the IRS Appeals Office.
· the taxpayer files a protest with the IRS Appeals Office, the taxpayer or the taxpayer's representative, and the IRS agent meet with an IRS appeals officer. IRS appeals officer acts as arbitrator of the dispute to try to negotiate a settlement
· No agreement, 90 day letter.
· 90 day letter- “Statutory notice of deficiency”
· Letter gives TP 90 days to file a petition in US tax court and litigate the issue
· The service must issue 90 day letter before it can begin collection of an asserted deficiency
· If agreement and waiver, then assessment is made and there is collection or possible refund
· If ignore 90 day letter then assessment is made, and collection efforts begin, including garnishment, attachment
· IRS cannot begin collection until the 90 day letter has been sent and the 90 days have run
· If file tax court petition, then tax court and possible judicial appeals
· Tax Court and possible judicial appeals	Comment by Ruvalcaba, Jacob: 	US Tax Court cases generally are heard by one judge who decides the case. Some Tax Court decisions are made with no written opinion. Some Tax Court cases have a written opinion, but the opinion is what we refer to as a memorandum opinion. The Chief Judge of the US Tax Court decides whether a case is a memorandum decision or a regular decision. Memorandum decisions are not precedent that binds the US Tax Court. Although the trend in recent years has been for the Tax Court to allow litigants to cite memorandum decisions as persuasive, although not binding, authority. Regular decisions of the Tax Court create precedent that binds the Tax Court in the future.
· Tax court:
· The case would go through the Tax Court. If the case is filed in the Tax Court, the losing party might appeal to an intermediate court of appeal. Ultimately, the case in theory could go all the way up to the US Supreme Court. 
· Follows the precedent of the court of appeals for the circuit where the TP resides (Golson rule)
· TP does not have to pay the asserted deficiency to litigate in tax court
· Decisions of the Tax Court are appealable to the federal court of appeals for the federal circuit where the taxpayer resides.
· May go straight to another court	Comment by Ruvalcaba, Jacob: •	If a taxpayer wants to litigate in the district court, the Court of Federal Claims, the taxpayer must first pay the asserted deficiency, file a claim for refund with the IRS. If that claim is denied by the IRS, then the taxpayer would file a suit for refund in either the federal district court or the US Court of Federal Claims
· Federal District Court
· TP can file suit in the federal district court where the TP resides
· Allows jury trials
· Follows precedent of the court of appeals where the TP resides
· TP MUST PAY ASSERTED DEFICIENCY
· decisions of the federal district court where the taxpayer resides are appealable to the federal court of appeals for the federal circuit where the taxpayer resides, like the Tax Court decisions.
· US Court of Federal Claims
· Decisions of the United States Court of Federal Claims are appealable to the Federal Circuit Court of Appeals, which is a specialized federal circuit.
· Located in DC – follows precedent of the Court of Appeals fr the Federal Circuit not the court of appeals where TP resides
· Statute of Limitations on Assessment: 
· The statute of limitations (SOL) on “assessment” in federal income tax cases generally is three years from the later of (1) the date the return was filed, or (2) the due date for the return. The SOL is extended to six years if the taxpayer omits substantial amounts from gross income. The SOL is open if the taxpayer files a fraudulent return or fails to file a return.
· Collection 
· Interest accrues on any tax deficiency owed starting from the original due date of the return
· If the TP is owed tax, then the gov't pays the TP interest on the amount of the overpayment
· If TP has no money, then it goes to collections (ex. Garnish wages, take money from bank accounts, attachment)
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Sources of Tax Law:
· Primary Authority
· Judicial: Cases
· Legislative: law generated by the federal legislative branch, that would be Congress. our main primary source in this course, the Internal Revenue Code, is a code that is amended by statute.
· Refer to the graph above for the process. 	Comment by Ruvalcaba, Jacob: 	Enactment date - the date that the President signs the legislative bill
	Effective date - the date when the Code goes into effect
	May not be the same as the enactment date
	Congress often makes tax legislation retroactive
	Sunset - some provisions in the code are set to automatically expire (sunset) in a future year
· Legislative history
· House Report - explains the existing law and the reasons for  making the changes included in the bill
· Senate Report
· Conference Committee Report (numbered as a house report, even though conference report)
· Blue Book - contains explanations of new tax laws	Comment by Ruvalcaba, Jacob: •	JCT (Joint Committee on Taxation) serves two functions: (!) reviewing and approving/disproving any large tax refunds; and (2) the JCT staff assist in drafting tax legislation and prepare post-enactment explanation of the new act, referred to as “The General Explanation of the Revnue Provisions of ____” – also known as the bluebook.
· Administrative: 	Comment by Ruvalcaba, Jacob: The Treasury Department, IRS, and Chief Council generate regulations and guidance in the administration of the tax law. Section 7805 of the Internal Revenue Code gives the Secretary of the Treasury and the IRS authority to interpret provisions in the Internal Revenue Code. In addition, some code sections within the Internal Revenue Code specifically instruct the Secretary of the Treasury and the IRS to issue regulations to carry out the purposes of the specific code section.
· Treasury Regulations: Interpretative v. legislative	Comment by Ruvalcaba, Jacob: •	Technically not the law but hardly invalidated – only on special circumstances
· interpretive regulations – meaning that they are promulgated under code §7805 which grants SoT authority to enforce the provisions of the Code
· some regulations are legislative regulations – meaning that the regulations are promulgated pursuant to a specific grant of authority in a particular code section. §108 (c)(5) (providing that the SoT shall issue such regulations as are necessary to carry out this subsection, including regulations preventing the abuse of this subsection)
· A regulation is usually first issued as a proposed regulation so taxpayers and counsel may formally comment before it is finalized. Proposed regulations are published in the Federal Register and a final regulation is promulgated in the form of a Treasuary Decision. The Treasuary Decision includes the text of the regulation and a preamble that gives the name and number of the principal drafter.
· Revenue rulings: Service’s view on a particular issue. Rulings on a hypothetical fact pattern and give the Service’s view as to the correct outcome of the case	Comment by Ruvalcaba, Jacob: Both revenue rulings and revenue procedures are officially published in the weekly IRB and at the end of the year, the IRBs for the year are compiled in the Cumulative Bulletin.
· Revenue Procedures
· Private letter ruling: issued with respect to prospective transactions.
· Private letter rulings bind the IRS only with respect to the taxpayer to whom the private letter ruling wants addressed. Private letter rulings generally may not be cited as authority.
· Code §6110(k)(3) provides that private letter rulings may not generally be cited as authority but can be helpful in indicating position of Service
· Technical advice memoranda
· Technical Advice Memoranda, TAMs, are similar to private letter rulings, but are issued after the fact during a tax controversy.
· advice is requested after the transaction with uncertain tax consequences has occurred and the tp has been audited. 
· Actions on decisions
· Notices and Announcements
· Publications
· informal guidance. Taxpayer publications are the weakest type of persuasive authority the IRS issues.
E. Tax Fundamentals
F. Policy
The traditional goals of a good tax system are equity, efficiency, and simplicity.
· The Equity Norm
· Equity is divided into two subcategories, horizontal equity and vertical equity. 
· Horizontal equity posits that similarly situated taxpayers should be taxed similarly. i.e.: taxpayers with equal income should pay equal tax.
· Vertical equity requires an appropriate pattern for differentiating between taxpayers who are not equally situated. 
· Because the disutility of giving up marginal income to pay tax gets smaller as the taxpayer's income increases. The focus on ability to pay, plus the assumption of declining marginal utility, is the standard packaging of norms that justifies our progressive rate structure. And by progressivity, tax rates, the percentage rates, increase as income increases.
· Theories of Tax Policy Norms:
· Utilitarianism plus declining marginal utility of income supports progressivity. And Rawls supports progressivity because Rawls' theory focuses on improving the well being of the least well persons in society. Libertarianism at least the form that it's not a variant of utilitarianism, focuses on rights and views redistributive taxation that's coercive.	Comment by Ruvalcaba, Jacob: •	utility is preference satisfaction. And preference satisfaction is observable based on willingness to pay.
· Utilitarianism 
· One type of utilitarian social welfare function is an unweighted utilitarian social welfare function -- arguing that the social planners should attempt to maximize total utility or that the social planner should attempt to maximize average utility.
· Rawls' Theory of Justice  (support redistributive taxation)
· Rawls' theory of justice offers another theory that could justify redistributive taxation. Rawls' theory is contractarian, meaning that Rawls argues that we should create a social contract by creating a decision procedure that would produce a fair result.
· Without knowledge of what our position will be in society, we could create a set of rules that should govern everyone. And, this approach again, is contractarian, because we're all agreeing on a set of rules that would apply to our society. Using this procedure, Rawls articulated two principles, the two principles are applied in lexical order.
· The first principle is the equal liberty principle. The second principle is what is referred to as the difference principle. This principle argues that we should strive for equality of opportunity.
· Libertarianism: . This strain of libertarianism is what we call a deontological, meaning rights-based theory. Deontological theories are not consequentialist. They do not determine whether a policy or purchase is good or bad based on the consequences the policy produces. Nozick - In his view, liberty is the foundational value and should trump all else.
· "Folk Justice" Fairness is Intuitive
· Two related concepts are the Just World Hypothesis and so-called Fundamental Attribution Error. The notion here is that the world is fair and our institutions are fair. If bad things happen to people, they must deserve what they got.
· A related folk justice fairness concept is the concept of Just Deserts. The concept is that benefits should be proportionate to work. Or to say it more conceptually, outputs should be proportionate to inputs.
· The Efficiency Norm
· The Efficiency Prime Directive: The prime directive of the efficiency norm is to maximize surplus in the US economy to promote growth in the US economy.
· First Fundamental Theorem of Welfare Economics: tells us that the optimal allocation of resources is achieved through competitive markets in which no market failures or misallocations occur
· Relationship between surplus and government intervention: Taxes reduce surplus and welfare. But if the revenue is well spent, the taxing plus spending can increase welfare.
· Second Fundamental Theorem of Welfare Economics: pertains to the distributional outcomes of optimal allocations.
· In re: Utilitiy possibilities - The second fundamental theorem of welfare economics is that if we want a different distributional outcome, we don't get rid of free markets, we make a transfer payment and let markets allocate freely.
· Effects of Taxes on Behavior: 
· Turns out taxes have two effects on behavior. One effect is what we call the income effect. If we oppose a tax on labor, a taxpayer increases work effort to have the same after tax income. But there's an offsetting effect, the substitution effect. If we oppose a tax on labor, a taxpayer may reduce work effort, where the labor is taxed but some substitute for labor, for example, leisure is not taxed.
· Maximize Surplus:
· The point is, that the area of the triangle e, b, j, is no revenue, no surplus, when prior to the tax, there would have been the surplus equal to the area of the triangle EBJ. If you think of the economy as a pie, the pie just shrank by the size of the area of the triangle EBJ. You don't have to understand the math, or the graph, or any of that. What you need to understand is that the deadweight loss, the loss in surplus is very much affected, more than is intuitively obvious by the tax rate.
· Important to keep the tax low and the base broad - a tax system with a broad base and low tax rates is more efficient than a tax system with a narrow base and high tax rates
· Double Distortion Argument: The issue is whether we take into account distributional effects when we structure non-tax legal rules
· The conclusions of the Kaplan and Shavell distortion argument are, disregard distributional effects in structuring non-tax legal rules. Offset negative distributional effects of legal rules by redistributing or distributing through the tax system, through tax transfers.
· Law & Econ "Two Step"
· Step one's allocate. We maximize efficiency of legal rules. It's based on willingness to pay. We determine rules without regard to distribution. We avoid double distortion
· Step 2 is distribution to maximize social welfare through tax and transfer systems.
· Misallocations from Market Failures: Market failures cause misallocations. Misallocations reduce surplus.
· Types: One is inadequate competition, monopoly, monopsony and so on. Another is public goods, another is externalities, another is internalities. Incomplete markets also create market failures, as do information failures, and potentially unemployment, inflation, recession and depression.
· Public Goods: A large scale example is national defense, a small example is a lighthouse. Markets either won't supply or won't supply enough of public goods so the government intervenes to supply public goods. 
· Externalities: An externality is a cost or benefit that affects a party other than a decision maker without compensation for the cost or benefit
· Coase Theorm: Coase Theorem, which posits that we don't need to fix externalities because markets fix externalities just like they achieve Pareto-optimal allocation of resources. But of course you know we're headed for a critique. First, transaction costs are not zero. Second, dispersed, disaggregated third-parties, in our example, the Bobs, downstream, may face collective action problems in trying to organize and bargain. Also some of the affected third parties may try to free-ride on the bargaining of others.
· Internalities: costs an individual imposes on their future self when they make a decision to consume a good or service.
· Incomplete Markets:  Another type of market failure is so-called incomplete markets. Private markets can fail to provide adequate amounts of certain types of goods and services. Examples include various types of insurance and loans, things like earthquake insurance, flood insurance, health insurance for individuals with pre-existing conditions, small business administration loans, and so on.
· Information Failure:  Another market failure is information failures and information of course is similar to public good. In situations in which inadequate information will be provided, government intervenes to provide critical information.
· General Theory of Second Best:  In a Second Best World, eliminating a single market distortion may or may not increase welfare. 
· Incidence of tax:  What we're talking about here is the incidence of a tax. And we have to distinguish between the nominal taxpayer, the party who is nominally liable to pay the tax, and the party who ultimately bears the economic burden.
· The Simplicity Norm
· Technical complexity: comes from reading a single code section in isolation. 
· The question is, how intellectually difficult is it to understand what the code section means in isolation from the rest of the code. And that degree of technical complexity tends to be static. No type of complexity is structural or transactional. And this is the degree of difficulty in applying provisions in the context of a transaction.
· Compliance complexity - how much time and money does it take for people to keep records, file forms, return forms, etc.



What to do with this?
· Note that unearned income (that is, income not from personal services) of kchildren is taxed at the tax rates that apply to trusys and estates under the “kiddie tax”
· Purposes of computing tax – tp either use the cash method of accounting or the accural method of accounting
· Section 446(b) also provides that if, in the Commissioner’s view, the method of accounting used by the tp does not clearly reflect income, it can be recomputed using the method which clearly reflect income more.

· Penalties:
· If TP underpays her tax due for a given year, she must pay interest on the tax deficiency from the due date for the return at a statuorilt prescribe rate that approximates a market rate of interest. §6201,6621.
· If overpau, the gov pays interest §§6611,6621.
· §6662: accuracy-related penalty if their underpayment of tax is atttirbutable to nelgience or one of the other reaons specificed in the section. Also subject to this code if the understatement of tax is substantial, meaning that it exceeds the greater of (i) 10 percent of the tax actually owed for the year or (ii) $5k. The §6662 penalty is 20 percent of the portion of the underpayment. 
· §6663 also imposes a penalty for fraud equal to 75 percent of the portion of the underpayment attributable to fraud.
· Tax payer’s that take “frivolous” positions on tax reutns or in other tax submissions to courts or the Service, in a futile attempt to deny their legal obligation to file tax reutrns and pay tax, or to protest the exisitence of the income tax are subject to the following civil penalties:
· (i) penalty under §6651(f), of up to 75% of the tax due, for a fraud failure to timely file a tax return; (ii) a $5k penalty, under §6702, for frivolous positions taken on tax returns or n other submission to courts or the IRS; and (iii) a $25k penalty, under §6672, if the Tax Court concludes that (A) a taxpayer instituted or maintained a Tax Court proceeding primarily for delay, (B) a taxpayer’s position in a proceeding is frivolous or groundless, or (C) a taxpayer unreasonably failed to pursue administrative remedieis.
· Tax Crimes include: (i) under §7201, the willful attempt to evade or defeat any tax, a felony punishable by a fine and up to 5 years in prison; (ii) under §7203, the willful failure to file a return or pay tax, a misdeanor punishable by a fine and up ton one year in prison; and (iii) under §7206, a willfiul fraud or willfully making a false statement, a felony punishable by a dine and up 3 yrs in prision.

Module Notes:
Other Important Federal Taxes
· On an annual basis, most Americans pay more federal income tax than any other type of federal tax: For a majority of Americans, their annual payroll tax (including Social Security and Medicare tax) exceeds their annual income tax.
· Payroll Taxes
· Tax Base:
· The Social Security OASDI tax is imposed on a capped base of wages.
· The wage cap is adjusted annually.
· The 2019 capped base was $132,900.
· Why is there a cap? SS is a wage replacement insurance program, but it is designed to replace only a limited amount of wages.
· Medicare Tax:
· In addition to the OASDI tax, payroll taxes include Medicare tax (Hospital Insurance).
· The Medicare tax base is not capped, and the payroll tax rate was 1.45% for both employees and employers, or 2.9% for self-employed taxpayers.
·  In addition to the payroll tax, IRC ¬ß1411 imposes a 3.8% Medicare tax on net investment income.
· Estate and Gift Taxes
· Estate and gift taxes are taxes on the transfer of property to another, either during life or at death.
· These transfer taxes are quite complex and generate a great deal of tax planning. Only extremely wealthy estates are subject to the tax. For example, in 2019, the estate tax applied only to an estate with combined gross assets and prior taxable gifts > $11,400,000. A married couple can transfer twice that amount with no transfer tax liability.
· U.S. Federal Income Tax Is a Hybrid of an Income Tax and a Consumption Tax
· Income = Consumption + Change in Wealth during the period (calendar year)
· Consumption = Income – Savings + Dis-savings
· Note: Under the Haig-Simons ideal definition of income, accretions to wealth are taxed in the period (the calendar year) in which the accretion occurs, without regard to realization or liquidity
· A few examples of consumption tax rules within the U.S. federal "income" tax:
· The Realization Requirement: The U.S. federal income tax does not impose tax on the appreciation of property until the owner sells or exchanges the property. This realization requirement is inconsistent with an ideal income tax and permits unlimited deferral.
· Other deferral rules. Also, many other IRC rules permit deferral of tax on accretions to wealth. Examples include the tax rules applicable to various types of savings accounts and nontaxable exchanges of property.
· Bonus depreciation rules. The IRC allows immediate "expensing" (deduction) of the cost of certain income-producing business assets, which is consistent with a consumption tax, not an income tax.

Income Tax Fundamentals
· The Taxpaying Unit: Aggregation and Disaggregation of Tapayers
· The individual is the basic taxable “unit” for federal income tax purposes.
· Dependent children and other dependents generally are aggregated with the taxpayer (TP) who supports the dependent. IRC provisions and judicial doctrines attempt to keep TPs from shifting income from higher bracket TPs to lower bracket TPs, especially where TPs are in the same family. E.g., §1(g) imposes tax on children at trust and estate rates to avoid income shifting between a parent's higher bracket and a child's lower bracket.
· “Married” couples are aggregated and can file a join return (or can file separately). Married people generally file jointly because the rates are more favorable if married TPs file jointly. Different-sex married couples and same-sex married couple are treated as married, for purposes of federal tax law. Persons in registered domestic partnerships or in civil unions are not treated as married, for purposes of federal tax law.
· Four categories of individual filers:
· Individual (unmarried; no dependent children)
· Head of household (HoH) (unmarried person with at least 1 dependent child)
· Married filing jointly (MFJ) (married couple filing a joint return)
· Married filing separately (MFS) (married couples filing separate tax returns) [image: A screenshot of a computer
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· Business Income Reporting for C and S Corporations	Comment by Ruvalcaba, Jacob: Within U.S. federal “income” taxes, “individual” income taxes are to be distinguished from “corporate” income taxes.
· IRC §1 imposes taxes on the income of individuals (including unmarried individuals, married couples and families).
· IRC §11 imposes “corporate” income tax on C corporations (named for Subchapter C of Chapter 1 of the IRC). A C corporation is a business entity that is “incorporated” under state law and is not an S corporation (named for Subchapter S of Chapter 1 of the IRC). An S corporation is an incorporated business entity that is eligible to be an S corporation and has made a valid election to be treated as an S corporation. The eligibility requirements for S corporations are in IRC §1361.	Comment by Ruvalcaba, Jacob: For example, the number of shareholders is limited, the business is not allowed to have foreign or entity shareholders, and the capital structure of the corporation must be very simple. Consistent with these limitations, the stock of S corporations cannot be publicly traded.
· The annual income of business entities other than C corporations is “passed through” to the owners of the business and reported on their individual Form 1040 tax return. Pass-through business entities include S corporations and unincorporated entities, such as partnerships and limited liability companies (LLCs).
· [image: Graphical user interface
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Sources and Uses of Federal Revenue Collected
· Compared to other developed countries, the U.S. is an outlier because the U.S. government (1) relies disproportionately on income taxes to raise federal revenue, and (2) imposes no broadly applicable federal goods and services tax.
· Most individual income tax is collected via wage withholding. Employers withhold income tax from employees’ paychecks and remit the withheld taxes to the federal government. Individuals who are not employees must make quarterly estimated tax payments.




























· Timing and Amount of Basis Recovery
· Basis first approach. Under this approach, the TP would not have to include any returns to capital until they exceed the TP’s Basis. This approach is the most TP-friendly (assuming, as usual, the TP benefits from deferral of income).
· Income first approach. Under this approach, the TP would be taxed on the implicit interest component of each payment. The interest component starts out high and goes down over time. (See E&E for a more detailed explanation.) After the TP recovers all of his Basis, he would include in income all subsequent returns in full. This approach is the least TP-friendly.	Comment by Ruvalcaba, Jacob: Bank Savings Account
How does a TP allocate Basis to invested property if the property is cash deposited in an interest-bearing bank savings account?
The IRC adopts an income-first rule and requires a TP to include in GI the interest that accrues on her savings—whether she withdraws the interest or not.

· Pro rata approach. Under this approach, the TP would allocate a pro rata portion of her Basis to each of the payments that are expected to be made on the TP’s capital investment. After the TP recovers all of her Basis, she would include in income all subsequent payments in full.
· IRC rules vary in the approach to Basis recovery and GI inclusion.
· In addition, some tax rules exclude all or a portion of the income earned on an investment—not just the TP’s recovery of Basis.
· Annual Accounting: §§61, 111, 172, 441, 1341
· Gen'l Rule:  For nearly all individuals, annual accounting is for the taxable year (the calendar year) [S 441]
· Corporations may have taxable years that begin and end on different dates, depending on their business cycle - fiscal year [S 444]
· Income tax is calculated using annual accounting, not transactional accounting (where we look at the transaction as a whole)
· Burnet v. Sanford & Brooks	Comment by Ruvalcaba, Jacob: of an annual accounting period was upheld by the Supreme Court in Burnet v. Sanford & Brooks Company (U.S. 1931). In that case, the TP reported net losses on a dredging contract for the years 1913 and 1915-16 of $176,000. In 1920, TP recovered $176,000 in a lawsuit that related to the dredging contract. The TP excluded the $176,000 from income, arguing that the TP had no income from the entire transaction. The Supreme Court held that the TP's income and loss must be determined separately for each year, so the $176,000 recovery in 1920 was income to the TP, even though the TP had losses in the earlier years for which it received no tax benefits.

· Facts: TP entered into a dredging K w/ the govt.  TP experienced losses from 1930-20.  In 1920, TP recovered losses as a result of lawsuit.  TP argued that the tax was not income b/c it was just money that was lost - when the transaction is viewed as a while, there is no income.
· Rule: An annual accounting period is allowed, despite the fact we ignore whether the transaction as a whole produced a gain or a loss
· Holding: Ct holds annual accounting is valid, do not have to allow a TP transactional reporting (per transaction that may span many tax years)
· Reasoning:  Ct found that the money was a windfall gain, and therefore had to be included in income
· Exceptions to the general rule of annual accounting (1) correct “errors” that arise in a later tax year, or (2) ameliorate harsh results of the rigid annual accounting period. The exceptions adopt a transactional multi-year approach.
· §172: net operating loss provisions. Under §172(a) and (b)(1), a net operating loss suffered in any year can be carried forward to future years and used to offset up to 80 percent of the tp’s income in each future year.	Comment by Ruvalcaba, Jacob: Congress later enacted a “transactional” rule in §172 to ameliorate the harsh events caused by the annual accounting period on facts similar to the Sanford & Brooks facts. If a TP has a Net Operating Loss (NOL) (i.e., the TP’s business deductions exceed the TP’s business income, per §172(c)) for a taxable year, the TP can carry the NOL forward to offset future income, reducing the TP's tax liability in profitable future years. In addition, NOLs incurred in 2018-2020 may be carried back five years. For carryforward years after 2020, NOL utilization is limited to 80% of the TP’s income for that carryforward year.
· Explained: loss carryforwards are applied first against income recognized during the first year following the loss; any loss left over is applied against income recognized during the following year, and so on.
· Carryback - A net operating loss suffered in any year may be carried back to the previous two taxable years [172(a) and (b)(1)]
· TP files amended return, reducing the income for the prior year by the loss carryback - the amended return produces a refund for the TP
· Loss carryback is applied first against income from the earliest eligible prior year; any loss left after reducing operating income to zero is applied to the next earliest year.
· Any loss not used up in offsetting income from prior years can be carried forward
· The net operating loss rules apply to individuals as well as corporations.
·  When TP restores substantial amount held under claim of right (§1341)	Comment by Ruvalcaba, Jacob: (6)	Ex: Y1: TP with tax rate of 25% properly included $10k in income received under claim of right. In Y3 TP is required to repay the $10k, when TP is in the 30% tax bracket.
(a)	Tax cost of inclusion in Y1 = $2,500 (10k * 25%). In Y3 the deduction is $3,000 (10k * 30%) The deduction is worth more than the tax cost of the original inclusion. §1341(a) directs the TP to deduct the repayment
(7)	Ex: Same as Ex 1, but now TP is in 20% tax bracket in Y3
(a)	The Y3 deduction is worth 2k (10k * 20%). The TP’s deduction of the 10k in Y3 is now worth less than the cost of including the 10k in Y1. §1341(a) directs the TP to forego the Y3 deduction and instead to decrease (gets a credit) his Y3 tax liability by $2500 – the tax cost of the Y1 inclusion (the tax cost of the $ amount we returned – not total tax cost that year)
· Two tp claiming ownership over same stream of income. Under the so-called claim of right doctrine, tp who has possession of the income is taxed on the income despite the dispute.
· North American Oil consolidated v. Burnet.	Comment by Ruvalcaba, Jacob: -	If a TP receives money without restrictions, but there is a chance that the TP may have to return the money in the future, the TP includes the money received in the year in which the TP receives it. N. American Oil v. Burnet (U.S. 1932): "If a TP receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to [report], even though it may still be claimed that he is not entitled to the money, and even though he may still be adjudged liable to restore its equivalent ...."
· Under the "claim of right" doctrine, current inclusion is required if:
· The TP has received the funds in question;
· The TP treats the funds as its own money; and
· The TP concedes no offsetting obligation to repay the funds;
· If tp is forced to later give up the income, an adjustment in her tax liability will be need for the year in which the income is repaid get a deduction.
· United States v. Lewis
· §1341: Tp tax bracket in year in which amount is repaid is lower than it was in the year in which tp included the amount: tp reduces her tax liability (not income) in the year of repayment by the reduction on tax that would have occurred in the year in which the income was included had the taxpayer not included that amount
· If tp tax bracket is lower in the year of inclusion than in the year of repayment, §1341 allows the tp to deduct the amount repaid, in the year of repayment, despite the fact that the deduction saves the tp more than she paid in tax when the item was included in the earlier year
· TP who was required to repay a disputed bonus two years after the TP received and included the bonus in income could deduct the bonus repayment in the year of repayment. The TP could not amend his return for the year of inclusion because the return was correct at the time it was filed.    
· Compare ¬ß1341: If ¬ß1341 applies, it provides that the TP may choose between:
· Deducting the amount repaid in the year in which it is repaid, or
· Reducing his tax liability in the year in which it is repaid by the tax that would have been saved in the year in which the income was included had the income not been included.
· Section 1341 applies if three requirements are met:
· The TP included an item in GI for a prior year because it appeared that the TP had an unrestricted right to such item;
· A deduction is allowable for the taxable year because it was established after the close of the prior taxable year that the TP did not have an unrestricted right to all or a portion of the item; and
· The amount of the deduction exceeds $3,000.
· Tax benefit rule exception to the annual accounting rule:	Comment by Ruvalcaba, Jacob: Both §1341 and tax benefit rules apply where a return was correct at the time it was filed but a subseqeuent event renders it incorrect.
· Used for two separate rules: 
· one that requires tp to include an item in income (the inclusionary tax benefit rule) and 
· the other that permits tp to exclude an item that would otherwise be included in income under the inclusionary tax benefit rule (the exclusionary tax benefit rule - Which is codified in §111).
· The inclusionary tax benefit rule triggers an inclusion whenever an event occurs that is fundamentally inconsistent with a tax benefit recognized in an earlier year. Hillsboro National Bank v. Commissioner. 	Comment by Ruvalcaba, Jacob: "Inclusionary Tax Benefit Rule:” If a TP deducts an item, but later recovers the deducted item, the amount recovered must be included in income. For example in United States v. Bliss Dairy (U.S. 1983), the Supreme Ct held that the inclusionary tax benefit rule "ordinarily applies to require the inclusion of income when events occur that are fundamentally inconsistent with an earlier deduction.” The TP in the case liquidated a dairy farm business and distributed its remaining assets, including leftover cattle feed, to the owners of the business. The TP had deducted the entire cost of the cattle feed in an earlier year. The receipt of the leftover cattle feed was fundamentally inconsistent with the deduction of the full cost of the cattle feed and triggered an income inclusion under the tax benefit rule.
"Exclusionary Tax Benefit Rule.” If a deduction in a prior year did not produce any tax benefit to the TP, then the subsequent recovery of the deducted item does not trigger an income inclusion. This rule originally developed in case law, but was codified in §111(a). Application of the Inclusionary Tax Benefit Rule is much more common than application of the Exclusionary Tax Benefit Rule.

· Tp must give back the year one deduction by including it in income for year two.
· However §111(a) exclusionary tax benefit rule permits a tp to exclude the recovered item in the later year to the extent that it did not reduce tp’s tax liability in the earlier year.


· Situation in which a return is incorrect at the time it was filed but a mistake is not discovered until after the return was filed. 
· Tp if overpaid – would file an amended return for year 1, which serves as a claim for refund with a brief explanation of the grounds on which the refund is sought.	Comment by Ruvalcaba, Jacob: What if you underpaid but it was by accident?
· If denied can file suit for refund in district court or the US court of federal claims.
· A claim for refund is must generally be filed within three years from the date the return was filed. §6511(a). (A return filed before the due date for the return is deemed filed on the due date. 6513(a).)
· However, if a tp makes a payment of tax after filing for a return (e.g. as a result of the Service asserting that tp owes additional tax for that year), the period for filing the claim for refund may be linger. 6511(a) 
0. BOTH 1341 and the tax benefit rules apply where a return was correct at the time that it was filed, but a subsequent event rendered it incorrect, therefore NO amended return
0. Compare to where the return is incorrect at the time of filing and the mistake is not discovered until after the return is filed
0. TP may file an amended return when he files a return and later finds that there was a mistake or error
0. The mistake must have been knowable at the time the return was filed
0. If denied, the TP can file suit for refund in either the district court of the US Court of Federal Claims
0. Claim for refund must be filed within 3 years from the date the return was filed
2. Returns filed before the due date are deemed filed on the due date
2. If TP makes payment of tax after filing a return, then the period for filing a refund is longer

· Rules Regarding Repayment in a later year:
· TP who was required to repay a disputed bonus two years after the TP received and included the bonus in income could deduct the bonus repayment in the year of repayment. The TP could not amend his return for the year of inclusion because the return was correct at the time it was filed.    
· Compare ¬ß1341: If ¬ß1341 applies, it provides that the TP may choose between:
· Deducting the amount repaid in the year in which it is repaid, or
· Reducing his tax liability in the year in which it is repaid by the tax that would have been saved in the year in which the income was included had the income not been included.
· Section 1341 applies if three requirements are met:
· The TP included an item in GI for a prior year because it appeared that the TP had an unrestricted right to such item;
· A deduction is allowable for the taxable year because it was established after the close of the prior taxable year that the TP did not have an unrestricted right to all or a portion of the item; and
· The amount of the deduction exceeds $3,000.


TAX BENEFIT RULE:
· "Inclusionary Tax Benefit Rule:” If a TP deducts an item, but later recovers the deducted item, the amount recovered must be included in income. For example in United States v. Bliss Dairy (U.S. 1983), the Supreme Ct held that the inclusionary tax benefit rule "ordinarily applies to require the inclusion of income when events occur that are fundamentally inconsistent with an earlier deduction.” The TP in the case liquidated a dairy farm business and distributed its remaining assets, including leftover cattle feed, to the owners of the business. The TP had deducted the entire cost of the cattle feed in an earlier year. The receipt of the leftover cattle feed was fundamentally inconsistent with the deduction of the full cost of the cattle feed and triggered an income inclusion under the tax benefit rule.
· "Exclusionary Tax Benefit Rule.” If a deduction in a prior year did not produce any tax benefit to the TP, then the subsequent recovery of the deducted item does not trigger an income inclusion. This rule originally developed in case law, but was codified in §111(a).





Property Transaction/OID Review Hypo: 
Assume the AFR = 10%, compounding semiannually. 
Disregard §1274A to simplify the example.
 
Ellen sells real property with a basis of $250,000 to Fiona in exchange for one payment of $5,848,000 to be made in five years. What are the tax consequences to Ellen and to Fiona?	Comment by Ruvalcaba, Jacob: Can potentially take an interest deduction by business or mortgage interest deduction.

Ellen would include the GI in interest. 

Annual interest payments and deferred payments.





Tax law requires bifurcation of the deferred lump sum. One piece is what Fiona is actually paying and the other is interest in what Ellen is being compensated.

Term of act: you must compute IPA – imputed principal amount. – present value of the amount payable at maturity (future value) discounted to present value at the applicable federal rate.
· Can look at the chart in E&E pg 158.
How, if at all, would your answer change if Ellen had exchanged her real property for $1 million payable in five years and 10 semiannual interest payments of $50,000 each?


Below market loan – when does it come into play in practice? OID rate in real practice – state adequate stated interest – interest payable at least at the AFR – could be annually. At least the AFR.

DO NOT WORRYABOUT 483 for our exam.
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