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Unit 1: Introduction and How to Evaluate Tax Policies
· Four Central Concepts to Evaluate Tax Policy

· (1) Efficiency 

· The degree to which a tax policy changes/influences someone’s behavior 

· Low efficiency = large effect on people’s behavior

· High Efficiency = Small effect on people’s behavior 

· (2) Equity (Fairness)
· (a) Horizontal Equity

· Similarly situated people should pay an almost equal amount in taxes 

· (b) Vertical Equity

· Better situated people should pay a higher amount in taxes

· (3) Simplicity (three types)
· The tax system should be easy to apply and understand (in practice, it is not)
· Rule

· Rules are hard to understand

· Compliance

· Rules are hard to comply with

· EX: Hard to understand what docs to use

· Transactional

· The rules make people structure transactions in specific ways

· (4) Disparate treatment

· Does the tax law lead to different outcomes among different groups in a systematic way?

· Would it only benefit the absolute wealthiest?

· What’s the effect across racial/ethnic groups?

· Types of Tax Systems

· Progressive (what the U.S. has)
· Average tax rate rises as income rises

· Regressive

· Average tax rate decreases as income rises

· Proportionate

· Everyone pays the same %

Unit 2: Tax Rates, Brackets, and Terminology
Relevant Tax Sections: 

· § 1 – Tax Rates  
Core Concepts 

· Federal income tax refers to taxes on income collected by the federal government
· Key Terms

· Gross Income (§61)→ All income from whatever source derived (§61)

· To exclude something from income, there needs to be a specific deduction in the tax code

· Haig Simons Income = Consumption + change in wealth (H-S = C + ΔW)

· Adjusted Gross Income (AGI) (§62) → gross income minus deductions allowed in §62

· = Gross income (-) above the line deductions 

· Deductions → all outlays and expenditures permitted by the code (charitable donations, wages paid, depreciation, etc.) that reduce taxable income dependent on the taxpayer’s tax bracket

· Value of a deduction = Deduction amount x MARGINAL tax rate 

· Above the line v. Below the Line Deductions

· Above the line = more valuable, directly reduce 

· Taxable income → AGI minus deduction(s) (standard or itemized)

· = AGI (–) below the line deductions 

· Tax due → taxable income multiplied by tax rates

· Credits → applied after the taxpayer is taxed at their tax bracket and dollar for dollar reduces taxes

·  i.e., subtracted from tax due (including amounts withheld)

· Value of credit = exact dollar amount of the credit 

· Non-refundable v.s. Refundable credits
· Non-refundable ( Can only reduce your tax liability to $0

· Refundable ( If tax liability goes negative, government pays you cash 

· Credit v. Deduction →

· Credits reduce taxes

· Tax credits are worth the same to all tax payers (as long as they owe a sufficient amount to take the full credit amount)
· Deductions reduce taxable income

· The value of a deduction INCREASES as income rises 

· Exclusions ( Money excluded from gross income altogether 
· EX = Gifts (§102)
· Personal exemptions → exemptions from taxable income as permitted by the IRC

· Standardized deductions → designed to relieve people with modest incomes of the burden of tracking their deductible outlays and filing complex returns 

· Itemized deductions → claimed by taxpayers that forego the standardized deductions b/c their itemized deductions exceed the standard deductions

· Itemized deductions include:

· Mortgage interest, state and local taxes, chartable contributions, etc.

· Value of a deduction = $ Value of Tax deduction * Marginal tax rate 

· Tax paying units → married couples filing jointly, married filing separately, individuals, corporations, etc.

· Recognition → a change in circumstances, such that gain or loss MUST be taken into account and imposed

· Average (effective) tax rate → the average tax rate you pay

· = Total tax liability / taxable income 

· Marginal Rate → Tax rate on the last dollar of income earned OR Tax rate in the highest income tax bracket that applies to you
· Marginal rate tells you how much you will have after tax if you earn more income

· After-tax Value →

· = Income * (1 – tax rate) 
· In-Kind Income → when you are paid for your labor in property that has commercial value instead of being paid in cash
· Loss on sales or exchanges can reduce taxable income

· Calculating Tax Liability
· For the lowest bracket ( Multiply tax rate by top amount of the bracket 

· Until you get to their highest bracket ( (Bracket high value – bracket low value) * bracket rate

· Once in highest marginal bracket ( Value over bracket low amount * tax bracket rate 
Unit 3: Form of Receipt and Imputed Income 

Relevant Tax Sections: 

· § 61 – Gross Income Defined 
· Imputed Income ( Non-cash increase in consumption arising from one’s self-owned property or self- provided labor for their own benefit

· Under the Haig-Simons formula, imputed income is clearly income
· EX: you grow apples on your property and eat the apples 

· Non-taxation of imputed income leads to inequitable taxation b/c…
· (1) The person with imputed income is taxed less than a person with equivalent consumption via market income

· (2) Incentivizes people to prefer imputed income over market income

· Key example

· Person who owns their house has imputed income = the amount they would be paying in rent every month

· Person who buys bond for equal value to the above property pays tax on interest payment every month
· Both parties have the same amount of increase in consumption but one is paying a much higher tax bill 

· Arguments for/against taxing imputed income 

· Administrative Issues

· Transition costs (not a good reason to not implement a good policy)

· People that already own houses would need to pay a new tax

· Valuation issues

· Hard to value an asset that is not on the open market

· Additional costs of owning a home

· Property taxes

· Interest on mortgage

· Costs of maintaining a house

· Liquidity Crunch
· Form of Receipt ( Old Colony Trust 
· Facts
· Company paid taxes on Mr. Wood’s behalf.

· Holding 

· Key Takeaway ( Payment of tax (or other obligation) by a third party is income to the beneficiary 
· The form of payment doesn’t matter

· Broad Principle: The relief of an obligation is income
· Even though Tax Commissioner wins case ( Company still succeeds at goal to pay lower overall taxes 
· Total paid under the holding = $1.7 million

· If they had paid normally → (They tried to minimize corporate tax bill and maximize Wood’s after tax earnings…
· Wood would have gotten less at a total higher cost to the company

· If the company paid Wood directly, they would have had a higher overall (salary to Wood + taxes)

· 2nd Key Takeaway ( If an employer (or someone else) pays a tax on a taxpayer’s behalf, they must account for “tax pyramiding” to determine the correct amount 

· To do so, they must calculate the total amount of gross income that would result in the desired amount of after-tax income (tax on a tax calculation) 

· § 127 - Educational assistance programs

· (a) Exclusion from Gross Income

· Gross income does NOT include amounts paid by an employer for educational assistance (as long as it fits requirements)

· BUT the maximum amount you can exclude = $5,250

Unit 4: Fringe Benefits 
Relevant Tax Sections: 

· § 119 – Meals and lodging furnished for convenience of employer 
· § 132 – Fringe Benefits 
· Fringe Benefits ( extra benefits you get as part of your jobs

· Employers will prefer to pay employees via nontaxable fringe benefits because they can pay less but provide employees the same consumption

· Payment Spectrum 
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· NOTE: Differences of treatment of income are mostly due to arbitrary choices by congress (there isn’t any true logic here)

· Equity Issue ( People w/ different levels of consumption are paying the same taxes

· Efficiency Issue ( Incentivizes people to pursue certain jobs + companies to provide certain types of benefits 

· Compensation that’s Considered Fringe ( Benaglia
· Main takeaway ( Meals & lodging can be tax-free if necessary for work

· FACTS
· Hotel manager works at a luxury hotel and is required to live at the hotel as part of his job and got free meals 
· HOLDING
· Lodging excluded from income b/c it was “not for his personal convenience ... but solely because he could not otherwise perform the services required of him.”

· Lodging = fringe benefit, NOT income 

· Tax Code - Section §119 - Meals or lodging furnished for the convenience of the employer

· Generally
· If employer providing housing, housing needs to be on business premises (if not included as income)

· If providing meals, meals need to be furnished on site (if not included as income)

· The statutory requirements for exclusion of lodging from income:

· (1) Employer-employee relationship

· (2) For convenience of employer

· (3) On business premises

· (4) As condition of employment

· The statutory requirements for value of meals to be excluded from income:

· (1) Employer-employee relationship

· (2) Meals are furnished on the employer’s premises

· (3) Meals are furnished for the convenience of the employer

· Dominant Business Purpose Test ( Gotcher

· Main takeaway (an in-kind work-related benefit (like a work trip) is excludable if it serves a dominant business purpose
· Facts
· Gotcher was a prospective VW dealership owner in US
· VW flew Gotcher and his wife out to Germany for a structured tour where he viewed facilities, saw the country, etc. – all planned and structured by VW

· Issue
· Was this a vacation or a business trip? Did Gotcher get some personal value, or only business value?
· Holding
· Court holds this trip is NOT income to Gotcher based on the dominant business purpose test

· Court: Most of his time was spent touring, even free time, touring VW facilities ( business trip

· Tax Code – Section § 132 (  provides other rules for tax-free fringe benefits
· (1) Excludable from gross income
· (2) No-additional cost services
· Excludes from gross income any service provided by an employer to an employee for use by such employee as long as it is
· Offered for sale to customers ordinarily
· The employer incurs no substantial additional cost
· Qualified employee discounts

· EX: When store permits its employees to purchase at a modest discount items that are sold to customers (§132(c))

· Allows exclusion of employee discounts up to gross profit percentage (can’t sell at a loss)

· Mus be property or services “offered for sale to customers in the ordinary line of business of the employer in which the employee is providing services.”

· Working condition fringes 

· In-kind benefits to enable an employee to do his job

· Such as the business use of a company car or a free subscription to a magazine that relates to the employee’s job

· De minimis fringes

· Benefits of sufficiently low value to make accounting for them “unreasonable or administratively impractical.”

· Qualified transportation fringes

· $175 a month adjusted for inflation ($300 in 2023)
· (b) Allows parking to be “on or near the business premises”

· (c) You can take the parking exclusion even if you could have chosen to take cash
· Certain “on-premises gyms and other athletic facilities” (§132(m))
· Section 132 includes some non-discrimination rules regarding highly-compensated individual
· Basically, if only the highly-compensated get the benefit, it cannot be excluded under this section
· 132(m)(2); cannot discriminate in favor of highly compensated employees in retirement planning
Unit 5: Gifts and Bequests 
Relevant Tax Sections: 

· § 74 – Prizes and Awards 
· § 102 – Gifts and Inheritances 
· § 117 – Qualified Scholarships 
· § 274(b) – NO deduction allowed for gift expenses 
· Gifts + Bequests Core Concepts
· From econ perspective, gifts are definitely income (increases consumption)

· Gifts are NOT totally tax free ( the person giving the gift is buying the gift with after-tax income

· Income Shifting

· If you allow people to shift their income, they will gift money to each other in a way that minimizes their tax bills as much as possible

· Sec. §102 ( gifts are NOT income and donor gets no deduction
· We make a policy choice by taxing the donor rather than taxing the donee

· Donee recognizes no income and donor receives no deduction 

· CANNOT exclude something transferred from employer to employee
· (c) Employee Gifts

· Gross income does NOT exclude gifts from employer to employee 

· Duberstein Case

· Facts
· Business colleague gives friend a Cadillac for business directed by donee to donor. Donee did not want the car. Supreme Court says it was NOT a gift b/c it was in return for business references

· Rule ( gift must be made out of donor’s “detached and disinterested generosity.”
· Look to ( Motive and intent of donor 
· Prizes and Awards (Tax Code Section §74)
· Prizes + Awards = taxable by default under 74
· Exception for awards given to charity

· (1) In recognition of: religious, charitable, scientific, educational, artistic, literary, or civic achievement
· (2) Recipient selected with no action on their part

· (3) Recipient does not need to render substantial future services as condition of receipt 

· (4) Prize is transferred to a government or charitable organization 
· Exception( Olympic and Paralympic prize medals + money are NOT taxable (recent change to tax code)

· Qualified Scholarships - (Tax Code Section 117)
· Gross income does not include qualified scholarships if the scholarship is used for qualified tuition and expenses

· “Qualified tuition and expenses” = Tuition + fees for enrollment and fees, books, supplies, and equipment used for school

· Basically ( The scholarship needs to be used for strictly educational purposes, NOT life expenses incurred as a result of being a student 
· Regulation § 1.74-1 - Prizes and awards 

· Prizes + awards which ARE included in gross income (not limited to these):

· Received from radio and TV giveaway shows
· Lottery prizes

· Awards in contests of all types
· Prizes + awards from an employer to employee in recognition of achievement in connection w/ employment
Unit 6: Basis Recovery and Time Value of Money + Exchanges 
Relevant Tax Sections: 

· § 1001 – Calculating gain or loss
· § 1012 – Basis of property
· § 1014 – Basis of property acquired from a decedent
· § 1015 – Basis of property acquired by gifts and transfers in trust
· § 1041 – Transfers of property between spouses or incident to divorce
Concept 1 = Gain/Loss and Basis Generally

· Gain/Loss in Property Basics

· Gain/Loss = amount realized – basis (if negative, it’s a LOSS)

· Basis = the taxpayer’s investment in the property (usually its COST, adjusted for certain things over the property’s life)

· You recover basis b/c you’re able to subtract it from your gain (Section 1012)

· ( You recover basis when you sell

· Sometimes**, you can deduct basis early = Big benefit to taxpayers

· Carryover Basis = when the recipient of an asset takes a basis equal to that which it had in the hands of the transferor
· Stepped-Up Basis = When someone dies, you inherit basis = FMV of the asset at the time of death, this is called stepped up basis 

· Types of Property ( Any of these can be used for personal use AND any can be used in a trade or business 

· Personal 

· EX: Clothes, books, household items 

· Real

· EX: House, land, commercial buildings 

· Intellectual 

· EX: patents, copyrights, hunting rights 

· Realization and Recognition

· Gain is not taxed until it is realized and recognized
· Realization = a triggering event that is necessary in order for gain to be taxable income.

· Recognition = the inclusion of realized gain in taxable income. (Or deduction of realized loss.)

· Concept ( Just b/c you have an increase in wealth, does NOT mean that you have taxable income 
· Time Value of Money (in a tax context)

· TVM: A dollar today is worth more than a dollar tomorrow 

· A dollar tomorrow is worth less than a dollar today

· ALWAYS better to get a tax benefit today and pay taxes in the future (Accelerate benefits, defer payments)
· You want to recover basis as soon as possible
· Present Value = The amount you would have to invest today to get a specified amount in the future at a given interest rate

· FV = PV * (1 + r)^n
· Future Value = The value at some time in the future of a specified amount of money today, at a given interest rate

· PV = FV / (1 + r)^n
· Basis of Property (Cost) - Tax Code Section 1012
· Basis of property = cost of property unless otherwise provided by the code
· Basis of property acquired by gifts and transfers in trust - Tax Code § 1015 ( Default Rule 
· Rule: If you sell for GAIN, you use carryover basis to calculate gain (you inherit the giftor’s basis)
· Rationale ( If you were able to use FMV at the time of transfer then you’d get taxed on a much smaller gain than if you inherited the gifter’s cost 
· Code section 1001(a) – Gain and Loss Calculation Section ( Exception Rule 
· Rule = IF carryover basis (giftor’s basis) AND FMV of asset are GREATER than amount realized ( Basis = FMV of asset at time of transfer 
· Rationale ( If you were able to use the gifter’s basis, you’d have a much larger loss and would be able to deduct a larger amount from taxes 

· NOTE ( Income CAN be shifted by transferring property with built in gain to lower taxed individuals 

· EX: A wealthy uncle bought an apartment for $100k, it’s now worth $300k and he gifts it you when you start your career ( you eventually pay the tax on the $200k built in gain (likely at a lower rate) 
· Summary for how to treat basis for giftor 
· Sell for a loss (ONLY use FMV basis when sold for a LOSS)
· AR < both FMV at gift and CO basis

· Basis for sale = FMV at transfer → This is the exception rule
· Sell for a gain
· AR > both FMV at gift and CO basis

· Default rule → Basis for sale = carryover basis

· In between

· AR is between FMV at gift and CO basis

· FMV < AR < CO basis

· NO gain or loss is realized

· Bequests/Inheritances ( Stepped up basis (Sec. 1014)
· If the stock/property is made as part of a bequest (when someone dies) ( Basis = FMV at time of bequest 
· Clearly incentivizes people to hold onto property until death and gift to avoid tax costs 
Concept 2: Exchanges
· Farid-es-sultaneh Case
· Major Takeaway ( For exchange of property (including pursuant to prenup) basis in property received is exchange basis
· Exchange Basis = FMV of property given (FMV of exchanged properties are assumed to be equal)
· FACTS 

· The wife gave up her right to dower as consideration

· Dower = a third of interest in the spouse’s property

· The wife sold the property (stock) after the divorce
· ISSUE
· Did the ex-wife receive the money as a gift or as an exchange?

· What is the wife’s basis in the stock for tax purposes so they can calculate her gain?

· The ex-wife wants the highest basis possible b/c that’s bigger deduction from amount realized

· Wife wants basis = FMV at time of transfer not Kreske’s carry over basis b/c he started the company and therefore his equity basis is extremely low

· HOLDING 
· The court rejects the reasoning that the stock was a gift

· They ruled the stock + marriage rights = exchange

· RULE FOR EXCHANGES

· Where no cash is exchanged, basis in property received is the FMV of the property exchanged, which is assumed to equal the FMV of the property received. (Assumed to be arms-length transaction.
Concept 3: Allocating Partial Basis 

· Core Concepts 

· Taxpayers generally cannot choose how to allocate basis in property when less than the full property is transferred

· When a portion of property is transferred, typically allocate a proportionate amount of basis to the transferred portion

· “Substitute payment” rule (Hort): If a payment is a substitute for ordinary income (e.g., rent, interest), the payment is taxed as ordinary income

· With respect to rent, this logic is flawed

· The value of future streams of rent are included in valuation of property

· Where a taxpayer receives property as compensation for services, they must report income as soon as the property is no longer subject to a “substantial risk of forfeiture”

· Must report: FMV of property – amount paid for property

· Basis = amount paid for property + amount of income reported (if any)

· OR Can elect to report the property in the year received instead (83(b) election)

· Property transferred in connection with performance of services (Tax Code Section § 83)
· (a) General Rule 

· FMV at time when restrictions no longer apply – amount paid for property = taxable 
· (b) Elect to Include in Year of Transfer

· FMV at the time of transfer – amount paid for property = taxable 
· **NOTE** you’d do an election under b if you’re very confident that the value of the property is going to increase 
· Hort Case 
· FACTS
· Tenant closed business in building and reached agreement with landlord to make lump sum payment rather than stay in building and continue paying rent
· The lump sum payment was less than the total value of rent that would have been received had the tenant stayed in the building
· The landlord then reported a loss on their taxes 
· HOLDING
· Court is NOT persuaded

· Court says the full $140k needs to be included as income

· Court: this is not payment for a capital asset, it’s substitute for rental income

· Rent is NOT capital income, it’s normal income

· Court: You can recover basis when you sell the full property
Unit 7: Realization Requirement and Tax Deferral 

Relevant Tax Sections: 

· § 1001 – Calculating gain or loss
· § 1031 – Like Kind Exchanges 
· Realization Requirement ( Gain/loss on property is not recognized until there is a realization event

· Why do we have this?

· Liquidity – no guarantee you have cash to pay the tax on it unless you sell an asset

· Valuation concerns – difficult to value things besides readily tradeable stock

· Admin difficulty – Annual valuation would be very burdensome 
· Fairness – Not fair that some people would owe taxes and others would not 

· Cesarini Case 
· Takeaway ( Income is not taxable until taxpayer is aware of it and can benefit from it in some way
· FACTS
· Cesarinis buy a piano and a few years after purchase they find a lump sum of cash in the piano

· They deposit the money in the bank, pay taxes on it, and then sue to recover the value of the tax 

· ISSUE
· (EX of sound tax argument) Cesarani’s claim the found money is NOT taxable income → 

· The money is not specifically included in the code as income (section 61)

· Code sections have been erected to deal w/ gifts + prizes but found money is not mentioned (if congress wanted to tax found money, they would have included in the code)

· HOLDING
· The found money IS taxable income 
· For something to be exempt, there needs to be a specific exclusion

· Treasure trove is taxable in the year its reduced to undisputed property (based on regulation) → This is dispositive

· “Taxation of income requires knowledge of income b/c you can’t benefit from it until you know about it” ( therefore money is taxed in the year it was found, not when piano was purchased 
· Haverly Case
· TAKEAWAY ( taxpayers cannot ‘double dip’ – take both an exclusion and deduction – illustrates that a deduction can trigger realization of income
· FACTS
· Teacher gets books from company as samples to do whatever he wants with them
· Teacher does not report the books income, then donates the books to school library and deducts them from taxes 
· NOTE: The books were NOT given to Haverly as a gift → they were given for a business interest

· The books are NOT a working condition fringe → The textbook company is NOT Haverly’s employer

· HOLDING
· Haverly’s actions = ‘double dipping’
· He both excluded the books from income and then gave himself the tax deduction for giving the books away

· The books would NOT have become income if Haverly had not included the books as deductions

· The IRS does not go after people who exclude samples from income

· Major Rule/Takeaway: Donations CAN be a realization event if you take a deduction for the donation and never included the donated asset as income
· Eisner v Macomber – “foundation of the realization requirement”

· FACTS
· Eisner received a 50% stock dividend (1 share for every 2 shares owned)

· NOTE: Cash dividends are considered ordinary income – similar to wage income

· Corporate retained earning are NOT considered taxable income to investors 

· ISSUE
· Whether the stock dividend is taxable income?

· HOLDING
· NO – stock dividends are NOT income

· Takeaway: Cash dividends DO trigger taxable income, stock dividends do not

· Stock dividend is different from cash

· Cash is liquid and can be spent on whatever you want

· Stock is not as liquid and she’d need to sell before she had fully liquid cash

· Cottage Savings Case 
· FACTS
· Involved a swap of a pool of mortgage loans
· Interest rates rose, so Cottage lost significant value on their existing loans
· Cottage savings then reported a loss after the swap  
· ISSUE
 
· Is the loan portfolio swap a realization event such that the taxpayer can register a deduction? 
· The bank wants a realization event so that they can deduct a loss  
· HOLDING
· The exchanged properties must be materially different for there to be a realization event  
· Court says the loans pools are materially different à This is a realization event, court rules in favor of bank 
· Material different means different legal rights/entitlements 
· Property is materially different if there are different legal entitlements  
· Legal takeaway ( RULE: Realization occurs in a properties exchange if there are material differences between the properties 
· Material difference = distinct legal entitlements
· Exchange of Real Property held for Investment Purposes (Like Kind Exchanges) - Tax Code Section 1031
· Like Kind exchanges only apply to investment property – No gain or loss occurs when exchanging business/investment properties (a (1)) (NO GAIN RECOGNIZED)
· Cannot use this strategy for property you live in   

· Keeps same basis from original property and apply to new property 
· (b) – Must be used for business purpose before AND after exchange 

· What is a realization event? 
· Property changes hands  
· Taxpayer has new legal entitlements  
· Taxpayer benefits in some way – can control/consume value of investment  
· Taxpayer is aware of the change/derived value 
· Issues with the realization requirement 
· Specifically creates efficiency issues—how does it change behavior? 
· Creates the problem of lock in, people do not sell assets to avoid negative tax treatment 
· Investment incentives ( People will buy more growth assets (growth stock, investment real estate) and less income-generating assets (dividend stocks, bonds, rental property
Unit 8: Borrowing 
Relevant Tax Sections: 

· § 62 – Adjusted Gross Income Defined 
· § 63 – Taxable Income Defined  
· § 67 – Miscellaneous itemized deductions
· § 162 – Trade or Business Expenses 
· § 212– Expenses for Production of Income
· § 263 – Capital Expenditures  
· Principal ( The amount you get from your lender.

· Interest ( The cost of borrowing money, which is paid back over time

· Usually expressed as a percentage of principal
· Tax treatment of borrowing 

· When you borrow money, you don’t pay a tax on it 

· When you pay back principle, NO deduction allowed 

· Sometimes… You DO get to deduct the interest payments  

· Why is a loan NOT income? 

· Loan simultaneously increases cash but creates a debt liability ( NET ZERO change in wealth 

· Income from Discharge of indebtedness = INCOME 
· Specifically included as income under (Tax code Section 61 (11))
· Zarin Case (Gambling Debt case)
· ISSUE
· Whether the value of the reduction of debt is taxable  
· HOLDING
· Yes, debt reduction was income 
· Court: Need to pay taxes on the value of the reduction 
· Deductibility of Gambling losses 
· You cannot carry forward gambling losses from one year to another (offsetting income in next year)
· Third Circuit REVERSES the above decision 
· NOT cancelled debt income 
· Partially based on non-enforceability of the debt 
· Disputed Debt Doctrine 
· If there is a dispute to the correct amount of the liability and the debt is settled for a smaller amount à the settlement is taken to be the true amount of the liability 
· Thus, no dollar value is considered cancelled  ( ONLY applies when the amount of debt is in question 
· REAL ISSUE: What was the true value of the loan from the start à Was value of gambling = $3.5 million 
· Lender = casino, offered service of gambling 
· Thus, the actual issue = was the gambling that Zarin received worth $3.5 million  
· Why is valuing the loan so hard? 
· The casino did not give Zarin anything w/ a concrete tangible value 
· ZARIN TAKEAWAYS 
· Disputed Debt Doctrine ( When the value of debt is uncertain and both parties settle on an amount, the value of the “reduction” is NOT income
· Unenforceable Debt ( A debt that is NOT enforceable may not give rise to cancelation of debt income 
· Other exceptions – Tax Code Section 108  
· Purchase Price Adjustment ≠ Income – 108 (e)(5) 
· When lender is also the seller and the parties later agree to reduce the purchase price/debt amount  
· Most common situation ( Normally applies to seller of house lending you cash, you find issue with house and then get reduction of purchase price and therefore your debt  
· Insolvency Exclusion  - 108 (a)(1)(B)
· Discharged debt is NOT included in income to the extent that the taxpayer (TP) is insolvent – 108 (a)(1) 
· Insolvent à Liabilities > Assets 
· Amount of insolvency = liabilities – assets  
· Timing of calculation: Immediately before debt cancelation  
· Then Reduce basis in other assets by the amount of the excluded cancelled debt income

· How to solve this type of problem

· Step 1: Establish value of assets and liabilities

· Assets = cash + other assets

· Liabilities = principal + interest of debt

· Step 2: Determine value of insolvency
· Value of insolvency = liabilities – assets

· Value of insolvency = the amount excluded from cancelation of debt (COD) income 

· Step 3: Determine value of cancelled debt income 

· Canceled debt – value of insolvency – deductible interest = cancelation of debt income 
· Then reduce basis in assets by amount excluded from COD income 
· 108(e)(2) – Discharge of Deductible Debt 
· No income is realized when the discharge of debt could have been deducted when paying back a liability  

· EXAMPLE 

· Bank gives you loan for $500 

· Bank cancels $400 of principal and $100 interest payment 

· The cancelation of the $100 interest payment is NOT taxable b/c you would have deducted that interest payment anyway  
Unit 9: Ordinary and Necessary Business Expenses 

· Tax Treatment of Expenses

· (1) Immediately deductible (Something that only benefits in current period) 

· Immediately reduces income (in the current accy/tax period) 

· (2) Capitalize the Expense (Gives you benefit for more than 1 year) 

· Not immediately deductible, instead creates basis  

· Might be recovered at sale or over time via depreciation 

· Defers the reduction of taxable income to later time  

· (3) Personal  

· NOT deductible (Tax Code: 262) 

· Benaglia –Blurred line on what is personal  

· Tax Code Authority – Business and Investment Deductions 
· §162: allows deduction for expenses related to “trade or business” – something done continuously and with expectation of profit ( “Ordinary and necessary business expenses ARE deductible”
· 162(m) – Reimbursed employee expenses ARE excludable from income 

· Must look to §§ 62, 63, and 67 for specific rules—e.g. which deductions are above-the-line or below-the-line
· Gross à AGI à Above the line (section 62) 
· AGI à Taxable income à Below the line (section 67) 
· § 63: gross income minus all deductions is taxable income.

· § 62: specifies which deductions are above-the-line— everything else is below the line.

· § 67: provides rules for miscellaneous itemized deductions

· Business expenses incurred but not reimbursed by employer are currently NOT allowable 
· (g) Unreimbursed employee expenses are are itemized deductions and suspended until 2026
· §212: allows deduction for expenses related to “income producing activity” – need not rise to level of trade/business

· But, § 212 expenses (aside from rental income expenses) are miscellaneous itemized deductions, temporarily suspended under TCJA
· Welch Case

· FACTS
· Welch repays a debt he’s not obligated to repay in order to help his reputation and improve current + future business prospects 
· ISSUE
· Is debt repayment deductible as an ordinary and necessary business expense?

· HOLDING
· The payment is not deductible  

· Court separates ordinary and necessary 

· Expenses = necessary 

· Expenses NOT ordinary 

· Not an ordinary thing someone would do when running a business  

· Court: this is more like CapEx (an investment in the long term well being of the business  

· TAKEAWAYS 
· If something is extraordinary and unusual then it cannot be ordinary and necessary business expense 

· If a payment increases the value of an asset, it’s not a deductible business expense  

· Extraordinary and unusual payments COULD be capex – just can’t deduct right away  
· Exacto Springs Case
· FACTS
· NOTE: this case is only really an issue with smaller, closely held companies, NOT large, publicly traded companies 
· Company pays CEO a large salary in recognition that he provides surplus value and is the only person that can fulfill many of the roles he performed
· The tax commissioner is concerned that they are doing this to avoid paying a dividend to shareholders  
· Company could be avoiding double taxation by issuing large salary rather than by issuing dividends 
· ISSUE
· Is the CEO salary allowed under § 162 as a reasonable payment?

· HOLDING
· Courts should apply the “independent investor” test

· Test = Would investor be happy with their return? Such that the salary of the CEO is justified

· TAKEAWAYS
· Independent investor test to figure out if salary is reasonable (other circuits use different tests) 

· Gives deference to the decision of the corporation 

· Unless there is clear contrary evidence 

· BIGGER takeaway ( Code creates incentives for people to structure payments in certain ways to avoid tax and we need judicial doctrines to prevent tax gaming 

· Tax code section 162(m)(1) 

· For publicly traded companies, only salary amounts up to $1 million can be deducted  

· Purpose: more related to corporate governance – insuring managers are not giving themselves excessive income from lack of shareholder oversight  

Unit 10: Business and Investment Expenses v Personal Expenses

Relevant Tax Sections: 

· § 262 – Personal, Living, and Family Expenses 
· § 263 – Capital Expenditures  
· General Concept

· Section 162 is the home base section for trade/business expenses
· Allows for the deduction of ‘ordinary and necessary’ business expenses 

· Underlying concept = you need to spend money to make money – you’re not consuming income if you put it right back into the business 

· Section 262 – NO deduction for personal expenses

· Personal consumption is pure consumption (clear increase of Haig-Simons income)

· Clothing Expenses (Pevsner)
· RULE: Clothes purchased for work are NOT deductible UNLESS 
· (1) the clothes are a condition of employment

· (2) the clothes are NOT adaptable to general usage AND

· (3) the clothes cannot be worn in personal life

· Pevsner Case
· FACTS

· PL worked at a boutique clothing store and was required to wear expensive YSL clothes for every shift

· PL purchased various expensive articles of clothing that she did not wear outside of work and tried to deduct the expense 

· HOLDING

· Clothes expense is NOT deductible (creates above rule)

· Appeals court: do not want to apply a subjective standard based on people’s lifestyles

· Admin difficulty: auditor’s should not need to assess people’s lifestyles either

· Policy Effect

· Any clothes bought for work that can be worn outside of work are NOT deductible expenses 

· Commuting Expenses (Hantzis)

· General Rule: Commuting expenses are NOT deductible UNLESS
· Home-office is your ‘principal place of business’ 

· MOST work is done from home (client meetings, storing inventory/property) = ‘principal place of business’

· Traveling from main job to second job (or vice versa) = deductible

· Traveling from main job to temp. work location (or vice versa)  = deductible 

· Traveling from home to temp. work location (or vice versa) = deductible 
· Hantzis Case
· FACTS

· PL is a married, Harvard law student who gets internship in NY

· PL maintains residence in Boston and gets apartment for internship in NY and commutes back and forth at various points 

· PL tries to deduct commuting expenses between NY and Boston
· HOLDING

· Commuting expenses are NOT deductible 
· Flowers Rule

· Travel expenses are only deductible if 

· reasonable & necessary AND

· Incurred while away from home as necessitated by business reasons

· You need a legitimate business reason to deduct commuting expenses between two places

· If no business reason to travel → Home = principal place of business

· If taxpayer needs two homes b/c of business → Home = the person’s residence

· Tax Code: Choosing where to live is personal 

· Childcare Benefits (Tax Code Sections 21 & 129)

· Section 21 – Childcare Tax Credit
· Allows you to deduct a certain percentage of personal childcare expenses 

· Amount of Credit = (35% - 1% for every $2k of AGI greater than $15k) * Childcare expense

· NEVER reduced to less than 20%

· Steps to calculate: 

· Step 1 ( Income - $15k = amount over $15k

· Step 2 ( Amount over $15k/$2k = precent reduction

· Step 3 ( 35% - percent reduction = credit % (CANNOT be less than 20%)

· Step 4 ( Credit % * expense per child = Total credit 

· **CANNOT be more than $6k filing jointly or $3k filing single**

· Section 129 – Exclusions for Employer Provided Benefits 

· Can deduct up to $5k of cost of employer provided childcare BUT must include value >$5k as ordinary income

· Applying credit + exclusion for partial employer provided childcare benefit

· CAN claim both, but credit under 21 is reduced by deduction under 129
Unit 11: Business Expenses v Capital Expenditure 

Relevant Tax Sections: 

· § 263 – Capital Expenditures  
· Core Concepts
· Capitalization = added to the basis of the asset
· This also applies to personal asset improvements 

· Some expenditures create benefits that last a long time → You’re not immediately using that consumption; you’re improving an asset that you already own

· Capitalizing something does NOT decrease wealth → It’s conversion of money into an asset

· Key Question to ask if something can be capitalized: Does the taxpayer have something of value that lasts longer than a year?
· Rent = ordinary business expense 
· Land = capital
· Employee salary = usually deductible (exceptions = construction workers + consultants)
· General Rule → Expenses that produce income beyond the current tax year should be capitalized (depreciated over time)

· Job Seeking Expenses
· If seeking job employment in SAME trade/business ( Expenses ARE deductible under 162 IF directly connected to said trade/business
· NOT deductible if seeking employment in NEW trade/business 
· NOT deductible under Section 212(1) if…
· Substantial amount of time between previous job + current search OR
· Seeking employment for the first time 
· Workaround for seeking NEW job
· Form a business entity and deduct expenses as startup costs 
· INDOPCO Case (when you’re allowed to capitalize vs deduct)
· FACTS

· INDOPCO was target of a friendly takeover from Unilever

· As part of the merger, INDOPCO wanted to deduct IB, legal, etc. fees associated with executing the merger
· Issue = Whether professional services fees paid as part of a friendly takeover are considered ‘ordinary and necessary’ business expenses (162(a)) such that they can be deducted in the current tax year

· HOLDING

· TP cannot deduct, must capitalize the expenditure

· RULE: Must capitalize if expenses provide value beyond the year the expenses were incurred.

· RULE: Capitalization can be required even without creation of separate/distinct asset
· Creation of a distinct asset is just one scenario where capitalization is required 
· Deductible Repairs vs Nondeductible Improvements 
· §263 – Capital Expenditures 
· NO deduction allowed for— (1) Any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.
· Capitalization is required if the expense… 

· Increases life of the asset beyond original expectation 

· Materially increases value or

· Adapts the asset to different use 

· When to analyze repair vs improvement:

· Consider how the result of repair compares to the asset’s state right before the repair became necessary
· Tax Reg: §§ 1.263(a)-1(a), (d) – Capital Expenditure in General

· Except as provided, NO deduction allowed for

· Amount paid for buildings or costs associated with better/improving property
· NOTE: For personal assets ( you’d rather have an improvement than a repair b/c you capitalize the cost of improvements
Unit 12: Depreciation 

Relevant Tax Sections: 

· § 167 – Depreciation 
· § 168 – Accelerated Cost Recovery System  
· § 197 – Amortization of goodwill and certain other intangibles
· § 1245– Gain from dispositions of certain depreciable property  
· Core Concepts

· Theory behind depreciation: Assets lose value over time ( Want to track decreases in wealth 
· NO depreciation for personal property

· Land is NOT depreciable b/c it does not ‘wear out’

· Buildings ARE depreciable though (need to allocate basis)
· What is depreciable property? - § 167(a) - Depreciation
· Allows depreciation deduction for the exhaustion, wear, and tear of…
· Property used in trade or business OR
· Property held for the production of income 

· Land and inventory are NOT depreciable 

· Why inventory not?

· Not suffering wear and tear while you hold

· §168 Accelerated cost recovery system (How to depreciate)
· Methods of Depreciation (§168 (b))
· (1) Straight Line Method

· Cost of an asset is depreciated in equal amounts of the asset’s useful life

· (2) Declining Balance Method (Preferred by taxpayers – realize benefit faster)

· Allocates larger portion of costs to initial years and lower cost to later years

· Recovery Period (§168 (c)) – Period of Depreciation
· Property between 3-20 years ( Recovery period corresponds with years of property (EX: 3 year property ( 3 year recovery period)
· Water utility property = 25 years, residential rental property = 27.5 years, and nonresidential real property = 39 years 

· Railroad grading or tunnel = 50 years 

· Convention – Determines when depreciation is calculated during acquisition/disposal
· Default = half year
· Treats property as if acquired exactly half way through the year

· Means that only half of the full-year depreciation is allowed in the first year
· While the remaining balance is deducted in the final year of the depreciation schedule, or the year that the property is sold
· Nonresidential real property, residential rental property, and any railroad grading or tunnel = mid-month 

· Expensing - § 179 - Election to expense certain depreciable business assets & §168(K) - Accelerated cost recovery system (Special allowance for certain property​)
· Expensing  = businesses can deduct the full cost of certain capital assets immediately upon purchase

· § 168(k) allows 80% depreciation deduction this year

· Applies to certain assets and/or certain businesses.

· § 179 ( allows TPs to expense $1M of eligible tangible property, reduced by amount over $2.5M spent on such property

· NOTE: This section was intended to incentivize purchase of capital assets but in reality, it might encourage pushing purchases to later years

· Simon v Comm’r (antique violin depreciable?)
· FACTS

· TP was a professional musician and purchased an antique violin worth $30k to use for his shows
· The TPs asserted that the bows suffer from wear and tear and therefore should be depreciable assets 

· IRS argues the bows have no ascertainable ‘useful life’ and therefore depreciation should not apply 

· HOLDING

· The antique violin CAN be depreciated 
· RULE: Property need not be decreasing in value to be depreciated; need only be subject to wear and tear
· Question = would property suffer exhaustion, wear & tear, or obsolescence in use in the TP’s business?
· IRS Does NOT follow the above rule ( Only allow depreciation for property that decreases in value (i.e., 2 approaches to this)

Unit 13: Losses

Relevant Tax Sections: 

· § 165 – Losses 
· § 183 – Activities not engaged in for profit   
· § 1091 – Loss from wash sales of stock or securities
· § 267– Losses, expenses, and interest with respect to transactions between related taxpayers 
· Core Concepts

· Trade/business – generous, above the line and CAN reduce other taxable income 

· ( If you operate your business at loss – you get to take a deduction 

· Limited losses include…

· Loss from sale of asset where basis > FMV

· Gambling loss

· Can’t deduct from other income but can use it to offset gains from gambling 

· Hobby loss (misc. itemized deduction, currently disallowed)

· Only allowed to reduce hobby income (same treatment as gambling

· Personal casualty loss 

· Gambling Losses 
· Need to “basket” gambling gains and losses 

· Keep separate from other income

· Can only deduct your gambling losses from your gambling gains (165(d))
· Applies to pro gamblers as well

· Big issue w/ gambling losses( Record keeping

· Need strong records to verify losses 

· Hobby Losses
· Also basketed – can only deduct up to the amount you gained from hobbies

· Currently fully disallowed  under section 67(g) as miscellaneous itemized deduction

· Main question = Is an activity a hobby or business?

· A LOT at stake for taxpayers b/c business losses are fully deductible from all income

· To show something is not hobby ( Look for ‘profit motive’ to evidence business venture 

· Why are we concerned w/ someone trying to deduct hobby losses?
· Personal enjoyment ( purely personal consumption, tax system is trying to tax personal consumption

· Three different levels of how to classify an activity (in order of time intensity)

· Hobby ( NOT deductible 

· Income producing activity (middle ground)

· If you can at least get to here, you can usually deduct 

· These are miscellaneous itemized deductions (disallowed until 2025)

· Trade/business ( Fully deductible 

· Safe Harbor Rule (§183 (d))
· 3 out 5 consecutive years if you produce profit ( business, not hobby

· Consider applying this rather than the 9-factor test in Storey to determine if something is a hobby or business 
· Storey v Comm’r (XX)
· FACTS

· TP made a documentary about a singing group after she found out that her husband was in a famous singing group
· TP was a partner at a law firm but had a flexible schedule 
· Issue: Was movie production a business or hobby?
· HOLDING
· Was business, so deductions in excess of income are allowed
· Court used a nine factor test to determine if hobby or business:

· (1) whether the person conducted the activity in a businesslike manner
· Indicates professionalism, keeping financial records 

· (2) the person’s expertise
· Suggests motivation to enter a venture seriously 

· (3) the time and effort the person spent on the activity 

· (4) whether the assets the person used in conducting the activity will increase in value 

· (5) whether the person was successful in carrying out other activities
· (6) the person’s income realized or loss due to the activity

· (7) any profits
· (8) the person’s financial status
(9) whether the person enjoys the activity
· BUT keep in mind the multi factor tests are NOT determinative

· Highly fact intensive + not clear how they will play out

· Casualty Losses (§165)
· Casualty loss = loss from fire, storm, shipwreck, theft

· ( (Sudden unexpected loss)

· RIGHT NOW ( for personal loss must be incurred during a federally-declared disaster to be allowed 

· NOT miscellaneous itemized deductions
· Business casualty losses are also deductible

· Are FULLY DEDUCTIBLE - NOT subject to same limitations as individuals 

· Personal Casualty LIMITS

· Must be personal use property ( 165(c)(3)

· Only allowed to extent it exceeds $100 ( 165(h)(1)

· Net aggregate loss must exceed 10% of AGI ( 165(h)(2)

· For years between 2018-2025, loss needs to be incurred during federally declared disaster( 165(h)(5)

· NOTE: Casualty gain = insurance proceeds received 
· Personal Casualty Losses - How to calculate
· Subtract $100 from the loss (Use treasury rule below for FMV or AB)
· Then also subtract 10% of AGI (result = deductible amount)
· Possibly: ADD any insurance proceeds to the loss to offset the deduction
· If insurance gain exceeds the loss – you have a taxable capital gain (165(h(2))

· Treasury Regulation § 1.165-7 - Casualty losses
· For PERSONAL losses 
· To calculate loss, deduct the LESSER of 

· Loss to FMV of the asset OR Adjusted Basis

· For BUSINESS losses (loss is FULLY deductible)
· Same rule as above but..
· EXCEPTION ( If property it totally destroyed, business can deduct the adjusted basis even if FMV < AB
· “Losses” that are NOT really losses 
· Wash Sales (§1091)
· RULE: 1091 disallows loss where TP bought substantially-similar stock within 30 days before/after selling the stock
· ONLY applies to stocks and securities 
· Sales between relates parties (§267)
· NOT considered a loss if transaction occurs between related parties (267)
· If a loss is disallowed under § 267, any gain upon subsequent sale of the property can be offset by the amount of the disallowed loss §267(d)
· Fender v US (Substance over form of transaction)
· FACTS

· Fender wanted to offset gains he had in trusts
· So, Fender ‘sold’ bonds to a bank that he was a majority shareholder in @ 50% of par value 
· 42 days later, Fender bought the bonds back from the bank at 50.5% of par value and took a deduction for the ‘loss’ on the sale 

· Complication 1 = He sells the bonds and buys them back very quickly (42 days) –> NOT a wash sale, re-purchase made more than 30 days later

· Complication 2 = Is this a sale between related parties? (Section 267) ( Technically not related parties as defined by tax code 

· Complication 3 = risk of loss 

· There was never a real risk of loss 

· For something to be a loss and be tax deductible ( you need to suffer a genuine risk of loss of property
· That clearly does not happen here

· HOLDING
· NO deduction allowed ( NOT a bona fide sale – there was never a real risk of loss
· Substance Over Form: Court can look behind form of transaction to its real economic substance and can deny tax benefits if purpose is to evade tax
· The form of the transaction was completely legal, but the substance of Fender’s transaction was clearly to evade taxes 
Unit 14: Capital Gains 

Relevant Tax Sections: 

· § 1211 – Limits on Capital Losses 
· § 1222 – Other Terms Related to Capital Gains and Losses    
· Core Concepts

· Capital Gain = Gain or loss from the sale/exchange of a capital asset (§1221)
· Short term capital gain: Asset held up to and including 1 year and then sold 
· Long term capital gain: Asset held for MORE than 1 year 
· Capital Asset: Usually an investment asset, like stock or a rental apt. building (Defined in (§1221) 
· EX: does not include inventory
· Not Capital Gains 

· Income from capital: Income arising from a capital asset (dividends or rent)
· Capitalized Expense: Expenses added to the basis of an asset, typically b/c it improves the asset or provides benefits beyond one year
· Ordinary Income: All income that is NOT capital gains 
· Holding Period 
· ( Tells you whether a gain or loss is short or long term
· Date of acquisition does NOT count toward holding period
· Day of sale DOES count toward holding period 

· Rates and Method of Taxing

· Capital gains rates are based on your TOTAL taxable income

· 0% - up to $41,675
· 15% - $41,676 - $459,750
· 20% - $459,751 and up 
· EX: you make $100k in ordinary income and $20k in cap gains, your cap gains will be taxed at 15%

· Netting Gains and Losses 

· Step 1: Net long term gain/loss and short term gain/loss SEPERATELY
· Step 2: Potentially combine them
· If you have 1 gain and 1 loss, you net them
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· Capital Loss LIMITS (in chart)
· You can offset up to $3,000 in ordinary income with a capital loss per year 

· You’re allowed to carry the loss back up to 3 years (file amended return)

· OR Carry forward forever until used up 

· If TP has excess losses, must use short-term losses first, then long-term losses to offset income 

· NOTE: Personal use property capital losses are NOT tax deductible
· Policy Considerations
· Top cap gains rate = 20% and top rate for individuals = 37%

· People want the lower rate and will change behavior to get that rate

· What are the policy arguments FOR the preferential rates?

· Encourage long term investments

· Want people to hold onto assets for longer 

· Some value of gains is just inflation 

· Lower capital gains rate helps compensate for inflation reduction of gain

· Realization requirement + preferential rates incentivize selling

· Prevents lock in and arguably increases gov’t revenue 

· BUNCHING

· All your gains get lumped into the same taxable event b/c of the realization requirement 

· When income is lumped together ( Not really an accurate depiction of your income 

· You likely accrued gains each year that added up to a larger amount and would have been taxed at a lower annual rate (than if you had been taxed on incremental gain each year)

· What are the policy arguments AGAINST the preferential rates?

· Inefficient policy = distorts taxpayer’s behavior 

· Applying preferential rate to an asset incentivizes people to invest in that very asset 

· You’ll choose a growth stock over a bond that pays interest if you’re only concerned w/ tax reasons (distorts markets)
· Horizontal Equity

· Treats people that have same income but in different forms (stock vs liquid cash) differently

· Administration

· Rule complexity – makes the tax code more difficult to comply with 

· Separate forms and reporting for capital gains 

· Difficult to decide what is and is not a capital asset 

· Complicated for taxpayers, IRS, and the courts 
Unit 15: Capital Assets 

Relevant Tax Sections: 

· § 1211 – Limits on Capital Losses 
· What is a capital asset? - § 1221 - Capital asset defined
· Capital asset = asset held for investment 

· Trying to differentiate from assets received in exchange for labor 

· An asset could be a capital asset to one person and not to another

· Capital assets do NOT include… - § 1221 – Defines Capital Assets by EXCLUSION
· (1) Inventory/stock in trade held for sale to customers

· (2) Property used in T/B of a type subject to depreciation

· (3) Patent, invention, copyright, literary or artistic work if:

· (A) the TP’s personal efforts created the property,

· (4) Accounts receivable

· (5) Publication of the US Government received from government entity

· (6)-(7) Certain financial instruments

· (8) Supplies regularly used by the TP in the ordinary course of his T/B

· Defining something as a capital asset is wholly dependent on how the asset is USED 
· RULE: Personal-use property capital losses are NOT deductible BUT gains from sale of personal property are taxed as a capital gain (preferential rate)
· EX: Loss on the sale of an apartment
· How to determine if something is capital asset?

· To distinguish inventory from capital assets, courts ask whether holding such property for sale to customers is “ordinary” to the trade/business, considering many factors

· Bramblett v Comm’r (joint venture + corporation = capital gain)
· FACTS

· 4 people form two separate business entities: a joint venture (JV) and corporation

· Stated purpose of the JV was to: ‘acquire vacant land for investment purposes’

· The JV did not hire a broker, maintain an office, nor develop the properties

· The JV made multiple sales to the corporation and recorded the sales as capital gains, NOT ordinary income (taxed at preferential rate)

· After the corporation acquired and developed the land, it sold the land to third parties for profit

· Comm’r argues that the income for the partnership should be considered ordinary income, NOT capital gains

· ISSUE 

· Was the income from sale of the land by the joint venture ordinary income or a capital gain?

· Trying to apply section 1221

· Is the land inventory of the joint venture company?

· HOLDING
· Land was a capital asset to the joint venture ( Cap gains rate applies 

· Substance over form
· Court: says we respect the form, don’t care about the underlying substance behind the transaction 

· Why? There were independent business reasons for having the two entities 

· Court: the parties worked with lawyers to structure this transaction in a very specific way and did everything the right way ( Court thinks this should be respected 

Unit 16: Assignment of Income
· Basic Principles

· (1) Earned income is taxed to the person who earned it (Earl)

· (2) Income from property is taxable to the owner of the property(Blair)
· RULE: Income is taxed to the person who controls it, which usually means the person who earned it
· “Tax the fruit to the tree that earned it”
· If you transfer part of the property with no reversionary interest – that can be a valid transfer for assignment of income purposes
· Lucas v Earl (assign income to wife)
· FACTS

· Husband assigns half his income to his wife 

· Contract signed to give half his income directly to wife
· ISSUE 

· Whether husband should be taxed on the income that he assigned to his wife
· HOLDING
· Husband CANNOT do this - Invalid assignment of income

· “The fruit must be taxed to the tree on which the fruit grew”

· Husband is the one who earned the cash + husband is the one who controlled the income (whoever controls the income is taxed on the income)

· TAKEAWAY

· Income shifting within a family, outside commercial context, is NOT valid

· Another example of substance over form

· Court rejected a valid contract and is saying assignment of income is actually a gift in this context 

· Blair v Comm’s (fractional ownership)
· FACTS

· Blair inherited a life interest in a trust 

· Life trust: You benefit from the property during your life time and then lose the interest at death

· Blair assigns a portion of the trust ownership to his children (and they receive income from the trust interest)
· ISSUE 

· Was the assignment of income valid for tax purposes?
· HOLDING
· The assignment of income was valid for tax purposes b/c the children owned the property ( The income is taxable to the children, NOT Blair 

· “the fruit is taxed to the tree”

· You can’t just give away the fruit (income) and avoid tax liability, but you can give away a part of the tree (and avoid tax liability) 

· Blair did not just assign interest, he assigned a property interest that creates the income ( Thus, Blair does not incur the tax 
· TAKEAWAY
· Gift of property, not income, is valid assignment (diff. treatment for labor vs. investment income
· Helvering v Horst (gift of bond interest)
· FACTS

· Horst held bonds

· Horst gifted some interest coupons to his son BUT retained ownership of the bond (i.e., still owned principal + other interest payments)
· ISSUE 

· Who is taxed on the income, father or son?
· HOLDING
· The father is responsible for the tax- the holder of the bond (invalid assignment for tax purposes)

· How different from Blair

· Control 

· The person who controls the income is the person taxed on the income

· If you give income away, that demonstrates your control – essentially the same as consuming it 

· Horst and Earl both retained control BUT Blair gave up the interest in his property 

· Blair lost control over the income producing property 

· TAKEAWAY
· Anti-income shifting dominates, cannot gift income or just a right to income
Unit 17: Borrowing and Tax Shelters 

· Key Terms
· Recourse debt: borrower is personally liable
· The lender can go after you for more than the asset securing the loan 
· Nonrecourse debt: borrower is NOT personally liable ( the lender can only repossess the property itself to satisfy the loan 
· Generally, debt is treated the same as cash to determine basis
· If you borrow cash to buy property, basis is still costs basis, not adjusted for the loan 
· Equity in a Property
· = FMV of Property – Principal of Loan
· Crane Case (nonrecourse debt included)
· FACTS

· Crane inherits a building + doesn’t assume the mortgage

· Takes depreciation deductions based on full FMV at the time of transfer 

· She then sells the building for $3k cash, subject to the nonrecourse mortgage

· Crane then claims basis at the time of sale was $0 b/c she had no equity at original transfer and reports $3k gain 

· Her argument is that basis = equity 

· She IGNORES the nonrecourse debt for both basis and amount realized 
· ISSUE 

· Does basis/amount realized in a property transaction include the value of a non-recourse loan?
· HOLDING
· YES - Basis (and amount realized) includes nonrecourse debt at transfer, just like recourse debt
· Basis DOES NOT equal equity  

· TAKEAWAY
· Non-recourse debt and recourse debt are treated the same way for purposes of calculating gain/loss from property sale 
· Where FMV of property > NR debt TP has incentive to pay debt in order to protect equity in asset
· PROBLEM w/ Holding: Means TPs can take full depreciation deductions on property even if they have no economic stake
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· Comm’r v Tufts (depreciation ain’t free)
· FACTS

· Partnership borrows $1.85 million and invests $45k of cash to build an apartment complex
· Partnership goes on to claim $440k in depreciation deductions

· Partnership then sells the property for $250 cash w/ about $1.85 million outstanding on the loan

· At the time of sale, FMV of building = $1.4 million and AB = $1.45 million ( This is what partners tried to deduct (AR = $55k LOSS = $1.4m (FMV) - $1.45m)
· IRS: AR includes value of the unpaid mortgage ( AR = Cash + Relief or mortgage = $1,850,250… AB = $1.85m - $440k (depreciation) = GAIN = ~$395k
· ISSUE 

· Whether AR includes the value of a nonrecourse mortgage when the outstanding balance on the loan is > FMV of the property 
· HOLDING
· Crane holding applies (i.e. NRD is included in AB/AR), even where NRD > FMV
· At time of borrowing, the debtor intended to pay the loan and added it to basis for depreciation 

· Tax Symmetry – if we allow depreciation based on the full value of the loan – must include full value in AR in order to recapture depreciation (check notes for detailed calculation)

· TAKEAWAY
· AR includes relief of a nonrecourse mortgage even FMV < NR Debt, given that the amount of the mortgage was included in basis

· However the debt is treated at purchase (That’s how the debt is treated at sale
· Depreciation Effect
· Crane and Tufts mean that full price of asset can be used for depreciation, even where cost is fully financed by NR debt and TP has nothing at risk

· Estate of Franklin (full tax evasion)
· FACTS

· Complex transaction by two parties solely for the purpose of receiving tax benefits
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· Only cash that actually changes hands is the $75k payment 

· Key Details: Romneys owned and operated motel (paid all costs/upkeep),  Deed never recorded, Romneys personally liable for mortgages and could add more debt, Romneys could improve motel

· ( It does NOT look like the Franklin’s own the motel to anyone except the IRS

· Effect of the transaction

· Franklin:  paid $75K and got $1.2M basis to use for depreciation, as well as deductible interest.

· Romneys: received $75K and can deduct rent payments

· ISSUE 

· Was this a valid transaction such that depreciation deductions should be allowed?
· HOLDING
· NO - This transaction did NOT involve real debt 
· The partners essentially bought a $75k option to purchase the property

· Franklin has no equity + no foreseeable way to get equity in the property (Basis = $0) 

· Basis = after tax investment, so if no equity ( no basis

· TAKEAWAY
· TAX SHELTERS
· Classic tax shelter: “a deal done by very smart people that, absent tax considerations, would be very stupid.”
· Looking for transactions that lack true economic substance

· Purchase price far above FMV
· No legal or financial risk 
· Seller financed debt in a sale + leaseback 
· No legal evidence that there was a real sale (the deed was NOT recorded) 
· May ignore the form of a transaction and look instead to its substance
Unit 18: Charitable Contributions

Relevant Tax Sections: 

· § 170 – Charitable Contributions and Gifts 
· § 501 – Exemption from tax on corporations, certain trusts, etc.   
· Why do allow for charitable contribution deduction?
· To properly define income, since a donation is not really personal consumption (Argument that it’s still consumption though)

· To support charitable giving

· To incentivize charitable giving
· We don’t really know for sure that the deduction increases giving – might just give a larger benefit to people who already give to charity
· Tax Code § 170 – Charitable Contributions and Gifts 
· § 170(a) ( Allows a deduction for charitable contributions made by individuals or corporations

· Deduction is taken “below the line,” 

· I.e., you’d ONLY take it if itemized deductions > Standard

· But NOT a miscellaneous itemized deduction (currently ALLOWED b/c NOT listed in section 67)
· § 170(c) ( Allows deduction for donation to state/gov’t, corporation/trust/foundation, etc. (Cannot be an individual.)

· § 501(c)(3) ( Includes public charities and private foundations

· 170(f)(8) ( Contributions >$250, (1) need a written acknowledgement stating the amount of cash contributed + (2) whether the org gave anything back in consideration and (3) that you got intangible value from the organization

· Limits on Deductions 
· General RULE for individuals: Limited to 50% of AGI (60% for cash contributions)

· MUST be itemized 
· Need to offset the deduction w/ anything of value you receive in return for your contribution (if contribution > $250)

· CANNOT deduct the value of SERVICES

· BUT ( CAN deduct “out-of-pocket transportation expenses necessarily incurred in performing donated services” 

· Naming Rights
· Value of naming rights is typically IGNORED for tax purposes

· Why?

· Difficult to value (different value to diff. people)

· Person making contribution may not have wanted naming rights

· Not a clear quid-pro-quo
· Hernandez v. Comm’r (Scientology is not tax friendly) – Line between charitable contributions and payment for services 
· FACTS

· TPs contributed to the church of scientology and received religious services (auditing/training) in return for the contributions 
· The contributions were made as part of a fixed fee schedule for the services rendered (services were also mass marketed)
· ISSUE 

· Are auditing/training fees deductible under § 170? Do they qualify as a ”contribution or gift”?
· HOLDING
· Payments are NOT a deductible contribution -- TPs received a benefit in exchange for their contribution 
· The payments were given in consideration for a clear benefit

· **Court assumes that services are = to value paid for them

· DISSENT

· These services cannot be valued 

· These services are similar to other services which we do allow deductions for

· (Thus, you either need to allow all of these services to be deducted or none of them 
· TAKEAWAY
· If you receive something of equal value in return for charitable contribution ( NOT likely the IRS will allow you to take a deduction 
Unit 19: Tax Expenditures 

Relevant Tax Sections: 

· § 103 - Interest on State and local bonds
· § 121 - Exclusion of gain from sale of principal residence
· § 280(A) - Disallowance of certain expenses in connection with business use of home, rental of vacation homes

What is a tax expenditure?

· A deviation from the normal tax structure that is designed to favor a specific industry, behavior, or group (Surrey definition)
· For the income tax, normal tax base = C + ΔW.

· A tax expenditure is an exclusion/deduction for consumption or savings (general definition)

· Why identify tax expenditures?

· B/c tax expenditures are spending provisions disguised as tax cuts 

· Used to pursue social policy, political goals, etc. 

· Need to identify them so we can truly track spending

· $1 of tax cut = $1 of direct spending
· Effect of Tax Expenditures

· Tax benefits are capitalized into the price of assets (refer to section 103 below):

· Prices will increase for assets that receive tax benefits.

· If a tax benefit is repealed, the price of affected assets will likely fall

· Important to note

· Various tax benefits subsidize homeownership, including exclusion of $250K/$500K capital gain upon sale and deduction of mortgage interest.

Pros and Cons of Tax Spending

· Pros

· Cheaper from admin perspective 

· Does not cost as much as setting up gov’t programs

· Political optics 

· People think they get money back when you give tax expenditure 

· Cons

· Timing 

· Tax benefits only occur once a year, direct spending can be useful across the entire year

· Tax spending is less transparent 

· More hidden in the tax code 

· Tax expenditures = upside down subsidy 

· Gives higher benefits to higher income people – mostly due to the progressive rate system we use

· Tax Code § 103 – Interest on State and Local Bonds 

· § 103(a) ( Gross income does NOT include interest on any State or local bond.
· What effect does this have? ( Assets that receive tax benefits will be more valuable 
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· Investors will shift investments from corp. to muni bond until the price increases such that returns for both bonds are exactly the same
· Who benefits?
· The municipality does, it gets to pay a lower interest rate for the same principal investment 
· Tax Code §121 - Exclusion of gain from sale of principal residence
· RULE: You can exclude $250k or $500k (if filing jointly) from capital gain resulting from sale of a residence if you lived there at least 2 out of the last 5 five years 
· Tax Code §280A(g)(2) - Exclusion for Special, Certain Rental Use 

· RULE: If you use your home as a residence and you rent it for LESS than 15 days of the year ( Do NOT need to include that rental income as gross income 
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