TAXATION OF INDIVIDUAL INCOME


Chapter I.
Introduction

A. Tax Anxiety

B. Introductory Nuts and Bolts

Sources of Tax Law

(1) Internal Revenue Code 26 U.S.C.

(2) Treasury Regulations

(a) Interpretive

(b) Legislative - Code tells the commissioner to write the Regs.

(3) Cases - regular opinions, memos, appellate decisions

(4) Revenue Rulings - Written by the IRS when a lot of questions have been asked about a topic.

(5) Revenue Procedures - Tells you what steps to take

(6) Private letter rulings - IRS is bound

(7) Technical Advise Memorandums (not binding) - Revenue agent writes in and chief counsel tells them what they think.

(8) Field Service Advice (not binding) - Communication between IRS attorneys and revenue agents

(9) Publications (not binding)

Statue of limitations

Generally: 3 years

Substantial understatement (25% omission): 6 years

Civil Fraud: no statute of limitations

Criminal Fraud - 6 years

Burden of Proof

Old Law: Taxpayer had the burden because they had the records.

New Law (1998):  IRS has the burden if the taxpayer cooperates and provides the records

(What is cooperation? What is a credible record?)

C. Basic Policy Choices: How to Finance Government Expenditure

Chapter II.
Income

A. Definitions: Economic Income vs. Tax Law Income

1. Economic Income

Economic income is not always taxable.  Example: If you own stock, the value fluctuates up and down every day.  You may be economically richer, but it is not taxable until the gain is realized (sell the stock).

2. Tax Law Income

§61 Gross Income Defined - All income from any source including . . .

§102 Gifts and Inheritances - Not included in income, except gifts from employers.  See 74(c) - employee achievement awards and 132(e) de minimus fringes.

a) Realization

§1001 Determination of amount of and recognition of gain or loss

· Amount realized minus adjusted basis

§1012 Basis of property - cost

b) Bargains and Frequent Flyer Programs

· Airmiles are not taxable unless converted to cash.  Announcement 2002-18 (Feb. 2002)

· Bribes are income.  If you are merely a conduit for a bribe - no tax.

· Treasure Trove - Finding valuable items = taxable

· Discharge of indebtedness - income unless gift or bankruptcy.

c) The Caselaw Definition of Income

Commissioner v. Glenshaw Glass Company (head case on income)

Awarded punitive damages in a lawsuit.  “undeniable accession of wealth, clearly realized, and over which the taxpayer has complete dominion.’ At 33.

Physical Injury Damages = non-taxable

Emotional Distress - physical manifestations . . .

Punitive Damages = taxable

3. Imputed Income

Imputed income not taxable:

a) taxpayer performs services for herself.

b) taxpayer enjoys rent free use of property she owns.

Sharkey (Inspector of Taxes) v. Wernher

Mason (Inspector of Taxes) v. Innes

Notes on Race and Gender Issues in Imputed Income

B. Basis and Debt

§1001 Determination of amount of and recognition of gain or loss

Amount realized minus adjusted basis

§1012 Basis of Property - Cost

§1016 Adjustments to Basis

1. Introduction

Basis = Cost + Improvements - (other items such as depreciation, easements,  . . .)

First Northwest Industries of America, Inc. v. Commissioner

Dumbass purchased the Seattle Super Sonics.  League expanded an certain rights were given away.  Need to determine the cost of the individual rights that were purchased.  You must allocate your basis to the assets and rights acquired.  

2. Debt

§61(a)(12) Gross income -  includes discharge of indebtedness.

§108(a) Income from discharge of indebtedness - discharge income does not include bankruptcy.

§108(d)(1) - Indebtedness of the taxpayer means (A) for which the taxpayer is liable, or (B) subject to which the taxpayer holds property

(a) Income from Discharge of Debts, Stealing

Old Colony Turst Co. v. Commissioner

Company paid employee’s taxes directly to the IRS.  The payments are taxable = consideration fro services.  Discharge by a third person of an obligation to him is equivalent to receipt by the person taxed.

United States v. Kirby Lumber Co.

Company issued bonds then bought them back for less than Par.  The difference between par and redemption amount = gain.

Zarin v. Commissioner (very criticized)

Casino extended credit to a guy with a gambling problem after the gaming commission said it would be illegal to do so.  Taxpayer paid $500k for a $3 million.  The $2.5M is not discharge of indebtedness.  §108(d)(1) - taxpayer is not liable for the debt (its illegal) and chips are not property.

Contested Debt Doctrine: an un-enforceable contested debt is not a debt until the amount is determined.  Then it becomes and enforceable debt; the different between the enforceable and un-enforceable amount doesn’t exist.

Collins v. Commissioner

Bookie placing bets for himself without paying.  The value of the bets placed was theft income, the winnings were income, value of the bets were also gambling losses (limited to amount of winnings), repayment (restitution) also deductible.  All gains are taxable unless exempted.  Income = all income from any source.  Each ticket equals gross income - not any different than stealing the cash and placing the bet.  Differentiate between theft income and gambling income.

(b) Basis and Debt

§61(a)(12) Gross income -  includes discharge of indebtedness

§1001 Determination of amount of and recognition of gain or loss.  Amount realized minus adjusted basis.

§1011 Adjusted Basis for determining gain or loss.  Basis under §1012 adjusted for §1016.

§1012 Basis of property - Cost

§1014 Basis of property acquired from decedent.  Fair Market Value.

§7701(g) FMV in the case of Nonrecourse Indebtedness.  Fair market value is treated as not less than amount of nonrecourse to which the property is subject.

Sale of asset - debt assumed by buyer:

Nonrecourse.  Proceeds of sale = entire amount of debt if it exceeds FMV.

Recourse.  Proceeds of sale = FMV; discharge of indebtedness = Loan - FMV.  If loan is greater than FMV

Crane
Inherited property.  FMV = $250k.  Debt = $250k.  Sold for $2500 + assumption of debt.  Basis = $250k(FMV when inherited) less $150k depreciation; Proceeds = $252,500; Gain = $152,500.

Commissioner v. Tufts

Partners used $1.8M non-recourse to develop property.  Property basis $1.45M, deductions $439k.  FMV = $1.4M.  Sold for assumption of debt.  Amount realized equal the debt.  Non-recourse is treated the same as recourse.  Assumption of debt equals proceeds.  O’Connor concur - Proceeds should be FMV, cancellation of indebtedness = Loan - FMV.

Revenue Ruling 90-16 (recourse debt)

Transfer of property subject to recourse debt.  Proceeds = the FMV.  Amount that the loan exceed FMV is discharge of indebtedness.

Chapter III.  Income: Exclusions

A. Gifts, Bequests, and Life Insurance

· §101(a) Certain Death Benefits. Amounts received under a life insurance contract (lump sum or otherwise), paid by reason of death of the insured, are not includable in gross income.

· §102(a) Gifts and Inheritances.  Gross income does not include gift, bequest, devise, or inheritance.

· §102(c) Gifts and Inheritances - Employee gifts.  Gifts from employers are not excluded, but see 74(c) employee achievement awards and 132(e) fringe benefits.

· Regs. §1.102-1(f)(2) (proposed 1-9-89) Extraordinary transfer to employee not considered for 102(c) if shown not because of employment.  If related parties, substantially attributed to familial relationship.

· §6053 Reporting of tips.  Must report tips which are wages or compensation, to employer by 10th day of following month.  See 3121(a), 3401(a), 3231(e). [tip rate presumed to be 8% based on IRS study]

1. Gifts

Coommissioner v. Duberstein (1960)

Case 1. CEO of one company gives CEO of another a caddy because of leads he provided.  Not a gift.

Case 2. Church employee given $20k when he quit. Court says they need more info., depends on facts and circumstances.  Looks like severance.

Test: Detached Generosity.

Brizendine TCM 1957-32

Guy pays a prostitute to stop hooking = Income.

Starks v. Comm’r TCM 1966-134

24 year old mistress gets money and gifts from old married guy = Gifts.

2. Employer Gifts

3. Tipping

Tips not excluded as gifts.  §6053

4. Life Insurance, The Relationship of Sections 101 and 102

Life insurance proceeds are not taxable.  Interest earned on proceeds is taxable.

§102(a).  If you buy someone’s life insurance contract, you are taxed on anything in excess of the amount you paid plus premiums you paid.  See Exceptions from this exceptions §102(a)(2)(A), (B).

§101(g)(3). Terminally or chronically ill.  Early withdrawal (before death) not taxable to pay for care.

5. Basis in Property Acquired by Gift or Bequest

§1014 Basis of property acquired from a decedent

§1041 Transfer of property between spouses incident to divorce

§1022Treatment of property acquired from a decedent dying after Dec. 31, 2009.

§1015 Basis of property acquired by gift and transfers in trust

§101(a)(2) Certain death benefits. - Transfers for valuable consideration

Regs. §1.1001-1(e) Transfers in part a sale and in part a gift.

Regs. §1.1015-1(a) Basis of property acquired by gift after Dec. 31, 1920.

Regs. §1.1015-4

Taft v. Bowers

§1015.  A purchased 100 shares of stock for $1000 then gave them to B when worth $2000.  B sold for $5000.  What is the basis for computing the gain?  Holding: Tax the person who receives the gift on the total appreciation.  Carryover basis.  Now we have §1015. Reasoning: There was no way to monitor when the gift was made and what the value was at the time it was received.  It is easier to just carryover the basis.

Farid-Es-Sultaneh v. Commissioner

She says it was in consideration for signing an antenumptial agreement.  She says her basis should be the FMV at the date she signed the agreement.  Is it a gift or not?  Is it in consideration?  Agree with her.  Her basis is higher - it was in consideration.

§1041 - no tax on divorce.  Treated as a gift, can be gift tax consequences

6. Basis in Property Acquired From Decedent

Current § 1014

(Stepped up basis) Basis is the Fair Market Value on the date of transfer or valuation date under §2032 - 6 months after death.

§ 1014 in 2010 (§1022)
B. Fringe Benefits

Most of the exclusions are in the regulations under §61.

Regs. §1.61

Regs. §1.61-21

Regs. §1.61-21(2)

1. General

Turner v. Commissioner

Taxpayer won two cruise tickets to Buenos Aires on a radio show worth $2220, but he exchanged for different tickets worth $520.  The IRS wants him to include the $2220.  The court says they are considering the value of the winnings to the taxpayer - they did not want to go to Buenos Aires so they were not worth $2220 to them.  The court is limiting to its facts.  It only applies to instances where you win tickets on a show.

Nixon’s tax returns (page 107)

Are trips for his family and friends on government airplanes taxable?  His trips are not taxable because he is doing his job, but he is taxed on the value of the trips all the other people are taking.  Valued at commercial prices because these people can not fly on commercial flights because of his position.

Haverly v. United States

Principal of school gets free books from publishers then donated them to the library.  If you get free stuff, you have to report income if you donate it.  It shows an accession to wealth.  Do you have to recognize income if you don’t donate?  The IRS has taken the position that it will only try to tax unsolicited samples where not doing so would provide a double tax benefit.

2. § 132

§132 Lists 7 excluded fringes

§61(a)

Regs. §1.132

Regs. §1.132-1 Different definition of employee for each type of fringe.

Regs. §1.61.21

Non-discrimination rule - to prevent companies from only providing fringes to highly compensated employees.

§132(b) No additional cost service. 

Example: Airline employees. (a) offered for sale to customers in the ordinary course of business, and (b) no substantial cost to employer.

Regs. §1.132-1(e) On premises athletic facilities. (1) Premises of employer, (2) Operated by employer, (3) Substantially all use by employees.
§132(c) Qualified Employee Discount.

 Does not exceed gross profit % for property, or 20% of ordinary price for services.

Regs. §1.132-3:

-3(b)(2) - Price is determined at time of sale.  If it is on sale, you can give a discount on the sale price

-3(b)(2)(iv) Discounts to discrete customer or consumer groups.  What is the price that the discount is calculated from? = The reduced price of the larges discount group.  If 35% of the sales are to discount groups

§1.132-4 Line of business limitation.  Applies to no additional cost or employee discounts.  Employee must work in that line of business otherwise he can’t get a discount tax free (there is a manual that determines).

§132(d) Working Condition Fringe.

Allowed tax free to the extent it would qualify as deduction under §162 or §167 if employee paid for it.  Mileage reimbursement (must keep records and provide to employer).

§1.132-5(a)(1)(iv) - Physical examination is not excludable

.

§132(a)(4) De Minimus Fringes

§132(e) Value too small to require employees/employers to keep track.  Accounting for it is unreasonable or impracticable.

Pub. 525 Taxable and non-taxable income. Turkey or Ham = deminimus. Cash, gift certificate, etc. = taxable.

§1.132-6 -Should be occasional, no cash allowances.

For safety purposes employer can provide certain transportation.

§1.132-__(f) - Deminimus fringes do not have to be non-discriminatory.

§132(a)(5) Qualified Transportation

§132(f) Commuter highway vehicle, transit passes, parking

§1.132-9 - can pay for parking at or near work, but not at residence.  Limits: commuter highway vehicle and transit = $100 per month (2002).  Parking =  $175 (Ann said $180).  Excess amounts must be included in income

§§132(a)(6), 132(g) Qualified Moving Expense. 

Can exclude moving expenses paid by the employer if they would have been deductible by the employee under §217.  Meals will moving are not excludable.

§217 Moving expenses.  Expenses incurred in connection with the commencement of work at a new principal place of work.  Cost of moving goods and personal effects and traveling.  Principal place of work must be more than 50 miles away from prior place.  Must be employed for 12 months prior to move or ___ after move.

§132(a)(7) Retirement planning services.

Problems page 117 

1. No additional cost 132(b)

2. reciprocal agreement 132(i)

3. Spouses and children 132(h)

4. Parts for air transportation 132(h)(3)

5. (a) Less than gross profit % 132(c); (b) discriminatory; (c) pay tax on gain

6. Similar to employee discount

7. Transportation 132(f)

8. Working condition fringe

9. Working condition fringe

10. ..

11. Qualified transportation 132(f)(4)

12. Can discriminate with gyms 132(j)(4).  Discrimination applies to 132(a) (1) and (2)

§74(c) Employee Achievement Awards
Not taxable up to certain limits.  See 274(j)(4).  Must be tangible personal property

§79 Group Term Life Insurance.

Premiums not taxable.  Not over $50,000 of coverage.

§§105, 106 Medical Insurance Premiums. Not taxable.

§107 Rental Value of Parsonage  - Not taxable

§112 Combat pay
§117 (a) Qualified Tuition Reduction, (b) Scholarship
Undergrad only.

§119 Meal and Lodging on employers premises.  

Excluded if on business premises for employers convenience.  Lodging - employee must be required to accept it.

§1.119-1(a) Meals

-1(a)(1) convenience is a question of fact.

-1(a)(2) Without charge: non-compensatory business reason.

-1(a)(2)(ii)a-f examples of convenience and business reasons

-1(a)(2)(ii)(e) Non compensatory reason for substantially all employees, all meals are excluded.  (congress says =50%)

-1(a)(2)(iii) Promotion of moral and goodwill or attracting prospective employees is a compensatory purpose.

§1.119-1(b) Lodging
§120 Group Legal Services

Excludable up to certain amounts if no discrimination.

§125 Cafeteria Plans

§127 Educational Assistance (see also §117(d)(2))

$5250 Limit.  Non-discriminatory.  Shareholder limit. Allows graduate level education benefits since 2001

§129 Dependant Care assistance

$500 limit.  Can pay your kid as care provider. (???)

§134 Military Benefits Pre-1986

§137 Adoption Assistance

Up to $10,000

3. Meals and Lodging Furnished for the Convenience of the Employer

United States Junior Chamber of Commerce v. United States

Nonprofit org had a house that the president of the org was required to live at.  Is the value excludable from income?  Yes.  

§119 Three requirements.

1. Employers business premises

2. Convenience of the employer

3. Employee required to accept

Ct says premises = premises on which duties of the employee are to be performed.

Questions on Relationship of Section 119 and 107

C. Scholarships and Awards

Awards - once you accept the award you must pay tax on it.

§74, Regs. §1.74-1 Prizes and Awards.

Exception if transferred to charity.  If award recieved in recognition for religious, charitable, scientific, eductional, . . .

(1) selected without action on own part

(2) Not required to perform substantial future service

(3) Transferred by payor to govt or 170(c)

§117, Regs. §1.117-4, -6 Scholarships

Used for tuition and related expenses.  Tuition, fees, books, supplies, equipment required for courses.  §117(c) limit - doesn’t apply when the student performs services = taxable.

1.117 (c)(2)(ii) definition.  Fees, etc. don’t include incidentals.

1.117(c)(3) Scholarship, fellowship, grant, - does not include amounts paid by friend or relative.  (Ann: may have to see §162 because it could be deductible if taxable??)

D. Damages

§61

§104
Old rule: if sounds in tort, not taxable except punitive damages.

New rule since 1996: Damages for Personal Physical Injury not taxable.  §104(a)(2).  Punitive damages always taxable.  Emotional injuries are taxable, probably the physical manifestations also (what B.S.)

Anything flowing from a physical injury is covered.  If injury is emotional, even if there might be physical manifestations = taxable.

Robinson v. Commissioner

Settled litigation after litigation.  Taxpayer tried to allocate as much to non-taxable damages as possible.  Court decided to go with the jury’s allocation percentages.  Reasons (1) judge didn’t review settlement allocation, (2) not a product of bona fide adversarial negotiations (no hassling over terms), (3) no state interest.  Therefore, not reached at arms lenght.  Bottom line, don’t be too greedy.

Notes for Litigators

IRS looks for physical damage/touching.

Attorneys fees.

Gross award is taxable, deduct attorney’s fees on schedule A.  You get screwed on the schedule A because of the 2% gross income reduction and its not allowed for Alt. Min.   2 circuits allow fees to be excluded before taxable income, 6 (including 9th cir.) don’t allow exclusion.

E. Tax Exempt Bonds

Chapter IV.  Business Deductions: Basic Principles

§162 - Ordinary and Necessary

Ordinary = Normal, usual, customary

Necessary = Appropriate and helpful

Difference between capital expenditure or deduction = matching.  Long term assets should be expensed over time to match the expense with income.

Terms:

Amortization - Expense for Intangibles

Depreciation - Expense for Tangible assets

Expensing - deduction on current year return.

A. General

B. Welch and its Progeny

Welch v. Helvering (Most cited tax case)
Petitioner old employer went bankrupt, his association with the past company that went bankrupt would hurt his reputation so he decided to pay off the debts of the old company.  Are the payments ordinary and necessary?  The court doesn’t discuss what is necessary; they say they will let him use his discretion.  The key issue is what is ordinary.  They pretty much say it is whatever is not extraordinary.  The standard they go with is kind of a life experience, common experience standard.  “life in all its fullness must supply the answer to the riddle.  This is not an ordinary type of payment.  It is a capital expenditure.

Fred W. Amend Co. v. Commissioner of Internal Revenue

President of corp. hires a meditation practitioner to help meditate.  He tried to deduct it as a business expense.  It is disallowed.  They say it is a personal expense because he is not getting business advice, etc.  Probably would have allowed it if the guy would have made some concrete recommendations.

Trebilcock v. Commissioner

Cohan Rule - you can take expense on oral testimony.

Jenkins v. Commissioner

Twitty Burger failed and Conway Twitty wanted to pay back the investors and deduct the payments.  Conway is a country music star and his reputation is essential to his success. He had an expert testify to this effet.  Court held it was deductable.

Harold L. and Temple M. Jenkins v. Commissioner

C. Causation

United States v. Don Gilmore Et Al.

Divorce has business ramifications because of joint ownership of three business.  The attorney fees are not deductible.  Even though §212 says cost for conservation of property that produces income is deductible, you must look at were the expense comes from.  Divorce is too personal.

Kopp’s Company, Inc. v. United States

Deducted attorney fees after son got in an accident with parents/company car.  Company/parents/etc are all sued.  Majority holds it is deductible because the business was a party.  Dissent says it is a father lending a car to son - not deductible - look at the origin of the claim Gilmore.

Gilliam v. Comm’r TCM 1986-81

Guy flipped out on airplane (business trip), hit some passengers, paid them off, deducted settlement costs and attorney’s fees.  Deduction Denied.  Gilmore origin of the claim.  It was travel to the business, not conducting business.  Citing Clark 30 TC 1330 (1958) (went to applicants house to interview husband and is accused of assault ____), 

Kelly TCM 1999-69

CFO entertaining clients, buys drinks for women, takes one to company hotel room and assaults her.  No deduction for settlement cost and fees.  Origin of claim was not business related.

D. Salary

§162(a)(1), Regs. §1.162-7

§162(m) Excessive Renumeration.

$1 million, but there are exceptions.

Exacto Spring Corporation v. Commissioner

What is reasonable compensation?  IRS challenges compensation because they want to reclassify it as dividends.  Court says who are we to say what is reasonable?  TEST: The independent investor test - looks ate rate of return to investors, etc.  

Elliott’s Inc. 716 TC 1241 (1982)

Independent Investor Test - If rate of return is high, salary should be high also.

Five factors from perspective of hypothetical investor:

1. Role in company - importance of the role.

2. External Comparison - Similar roles in similar companies

3. Character and condition of company

4. Conflict of interest?  Who is making the compensation decisions?

5. Internal consistency

International Freighting Corporation, Inc. v. Commissioner

Corporation gave Dupont stock to employees.  Does the company deduct cost or Fair Market Value?  Fair Market Value and the corporation recognizes gain. (FMV when transferred - basis.)

Chapter V. Business Deductions: Capital Recovery and Depreciation

§1.162-4 Repairs.

Differentiates between repair and replacement.

§162 (current deduction)

§263 (capital Expenditure)

§197 Amortization

§197 (d) What is intangible?

§197 (e) What is not amortizable

A. Capital Expenses

Deduction = deductible in current year.

Capital Expenditure = depreciate, amortize, deplete; spread deduction out over time.  Matches expense with income.

Revenue Ruling 2001-4

Airplane maintenance, ordinary and necessary or capital expenditure?  Normal maintenance is deductible, but major repairs must be capitalized.  Minor repair - deduct.  Repairs that increase value or extend life = capital.

Fall River Gas Appliance Company v. Commissioner

Wanted to deduct cost of installing natural gas water heaters and burners.  Argued that customers could switch from gas to something else at any time.  Court says it looks long term and statistics showed that most are long term - Capitalize.

Dana Corp

Paid retainer to law firm.  Deducted every year, but had to capitalize when fees where paid for a takeover.

Norwest Corporation v. Commissioner

Bank wanted to expand.  If they did anything they would have to remove asbestos.  Tried to expense asbestos cleanup and only capitalize remodeling.  Court: it is increasing the value and is so interconnected with the expansion that it is the same thing.

Ann: They should have allowed the deduction.  Does it really increase the value?

INDOPCO, Inc. v. Commissioner (Lead case on expense)

Are friendly takeover expenses deductible under §162 (ordinary and necessary)?  Corp wanted to expense fees paid to Morgan Stanley for takeover/merger.  IRS said the merger would add to the value of the corporation Long Term and should be capitalized; the court agreed. (9th cir. Follows INDOPCO which is really #1 and 2 of Winter)

If there is only incidental future benefit, don’t capitalize.

Note on Hostile Takeovers: Costs of fighting a hostile takeover are deductible under §162.  Companies will make it look hostile so they can deduct costs.

Winter v. Comm’r - Tx Ct

Fight over the acquisition of a hotel.  Hits #3 in connection - capitalize the legal fees.

1) Creates or enhances a separate and distinct asset, or

2) Produces significant future benefit, or

3) Incurred in connection with acquisition of capital asset

Wells Fargo & Company v. Commissioner

B. Depreciation

1) Depreciation - Tangible Assets

2) Amortization - Intangible Assets

3) Gas, mineral, etc.

Straight line: Cost of asset divided by useful life of asset = yearly deduction.

Accelerated Depreciation: Higher amounts of write off in early years (when asset is most productive) and lower deduction in later year.  MACRS: Modified Accelerated Cost Recover System.

Fribourg Navigation Company v. Commissioner

Taxpayer bought a ship with a three year life for $469,000 in 1955.  Depreciates it for ’55 and ’56 and sells it if ’57 and sold it for more than they paid for it.  IRS tried to say that they couldn’t take the depreciation deduction because they knew it was gaining value.  The U.S. S. Ct says they are confusing capital gain with depreciation.  The structure deteriorates each year regardless of the value.  They go back to congressional intent - you should be able to recapture your cost during the years in use.

Harrah’s Club v. United States (1981)

Operates hotels and casinos, also has a auto museum.  Harrah’s wanted to deduct the cost of restoring the cars in the year of restoration.  They say the cost of restoration is more than the increase in market value.  They would like to deduct the difference between the increase in market value and the restoration costs.  They could not establish a useful life.  Since they could not establish a useful life, they could not take a deduction.  Must have a determinable life or no deduction. (Now the IRS has tables to look up useful lives.)

Note: From Straight Line to MACRS

Note: Simon and Liddle

Old violin bow - can’t determine life; but allowed depreciation for a violin??

Note on Amortization of Intangibles

Congress passed a statute to say which intangibles are capitalizable and set a 15 year period for them  197(d) says what is intangible, 197(e) says what is not amortizable.

C. Annuities, And Payment of Life Insurance Proceeds at a Date Later Than Death

§72
You pay an insurance company and they pay you back your investment and interest.  The portion of each payment that represents interest is taxable.

D. Inventories

LIFO and FIFO

Last In First Out

First In First Out

Generally can’t switch systems

Thor Power Tools Company v. Commissioner

Thor makes tools.  They had a big inventory of tool parts.  They scrapped a bunch of inventory, later determined that a bunch that was left needed to written down.  Inventory method must clearly reflect income.  Can’t reduce inventory value below cost unless (1) defective, or (2) taxpayer is offering the goods for sale below cost.  Thor was writing inventory off as scrap, but didn’t get rid of it.  They saved them in inventory and continued to sell them at regular prices.  They say it is GAAP and cite a treasury regulation that supports this proposition, see page 225.  Ct says no method of accounting is acceptable unless it clearly reflects income.  You can not write stuff off as scrap if you plan on keeping it.  IRS has broad discretion in changing the accounting method.

Paccar, Inc. v. Commissioner

Paccar makes trucks and parts.  The make a deal with Sajac where Paccar would sell to Sajac at near scrap prices and deduct the loss.  Both parties would book it as a sale/purchase.  The part of the agreement that was not in writing was that Sajac would not sell the parts, but instead would store the parts until Paccar wanted to repurchase.  Its not a bona fide sale.  To be a bona fide sale, title must pass.  In this situation, Paccar retained a degree of control that defeated the bona fide sale.   The Court says you must look at the substance of the transaction over the form.

Chapter VI. Timing

A. General Accounting Principles

1. Cash Method and Accrual Method

Cash Method: recognize income when received, deductions when paid.  Accrual Method: recognize income when earned, deductions when owed.

2. Cash Equivalency

3. Constructive Receipt

Regs. 1.451-2.  Not constructively received if control over receipt is substantially limited or restricted.  Constructively received if credited to account and set aside.

Paul V. Hornung v. Commissioner

Cash basis taxpayer (Football player).  Won a free corvette on Dec. 31.  Physically presented with the prize in January.  What year was it received for tax purposes?  Court says constructive receipt is the unfettered control by the tax payer over the date of receipt.  Court holds that receipt was when received because he couldn’t get it on Dec. 31.  The vette was at a dealership that was closed, no keys, ...

Ames v. Commissioner

CIA agent/double agent for KGB selling classified documents to the Soviet Union etc..  The KGB gave him $50,000 in cash and set aside $2 million in an account.  He couldn’t get to the $2 million because it needed to be funneled so the CIA didn’t figure it out.  Ames claimed that he had constructive receipt, because of the statute of limitations.  If it was constructively received earlier the returns would be closed.  It was not constructively received because he couldn’t get it.  He had no access and the KGB could have terminated his ability to get it.  Note, if it would have been fraudulent failure to report, the statute would not have run.  IRS failed to assert it.

4. Basis and Deferral

(a) A Statutory Example

§§109, 1019
If a lessee improves property, when is it taken into income?  §109 Dont recognize until sold.  Assumes the selling price will be higher, so you don’t add to basis or take into income at time of improvement.

(b) Factoring Receivable: Cash vs. Accrual

(c) Bad Debts: Cash vs. Accrual

B. Annual Accounting and Its Exceptions

1. Claim of Right

North American Oil Consolidated v. Burnet

Government owns land.  North American is taking oil.  Government tries to outster.  In 1916 a receiver is appointed and gets oil money.  NA wants the money and wins in court in 1917.  The court battle continues and the company doesn’t get it until 1922.  When is it income?  When you have a claim of right to it, it is income - 1917 when the court awarded.

2. What if You Receive Income and Later Have to Give it Back?

§1341
United States v. Lewis

Lewis received a bonus and reported on 1944 return, but had to return a chunk of it in 1946.  What to do with it?  Supreme court: because he had a claim of right to the money in 1944, treated it as his own, etc since 1944, it was income in 1944.  He takes it as a deduction in 1946.  Why is this case in court.  The tax rates had changed.  The 1944 rate was higher so he would like to reduce his ’44 income.   The rule - if you receive it under a claim of right, it is includable in that year. If it turns out you have to give it back later, deduct it in that year.  Congress ended up passing §1341 to fix it.  You get back the tax you paid.  Must be you had an unrestricted right to it.
Herman E. and Mary E. McKinney v. United States

Caught for embezzlement and had to repay.  Did he have an unrestricted claim of right to the money so he qualified for §1341.  No, it was theft.

3. What if You Take a Deduction for Expenses Paid, Only to Find Later That the Money [or Property] is Returned to You? [Tax Benefit Doctrine]

§111

Regs. §1.111-1
Alice Phelan Sullivan Corporation v. United States
C. Timing and Manipulation

1. Loans Are in the Eye of the Beholder

Estate of Frank D. Stranahan v. Commissioner

Stranahan agreed with the IRS that he owed them $754k in interest on unpaid tax.  He paid them and wanted to deduct the interest, but he didn’t have enough income to offset it.  So he came up with a plan to accelerate income.  He assigned his future income to his son if his son pays him now.  The court found that the amount the son paid was the present value of the amount of income to be received in the future.  The IRS says it was a loan.  The court said it was not a loan.  The son bought the future income stream from his father.  It worked.

Abdul Jalil Al-Hakim v. Commissioner

Abdul negotiated a deal for an athlete.  The set up a deferred compensation arrangement, he would receive his fees in installments on July 1st each year.  The athlete then loaned him the full amount of the fee that had to be repaid as the same amount as the deferred payments.  He then incorporated a business. Transferred the loan.  Later the loan was forgiven and included it in income in the corp.  The court held that the amount was a loan.  And that it could be assigned to the corp as a §351 transaction.

2. A Tale of Two Banks

Barnett Banks of Florida, Inc. v. Commissioner

Credit card fees charged to cardholders.  When is the fee included in income?  The court said it is income, but they do not have to report it until the next year.  This is because the cardholder is entitled to a refund of the fee if they cancel their account during the year.

Signet Banking Corporation v. Commissioner

Credit card fees that are not refundable.  Because they are not refundable they must be reported in the year received.  The fee was paid because they were getting the card and not refundable.

3. Accrual of Tort Liabilities, Economic Performance, and the All Events Test

§461

Regs. §1.461-4(g)(8).  Example: Annuity to pay tort settlement - get deduction on the dates the annuity makes the payments, not on the date the annuity is purchased.  If transfer the annuity . . .

Ford Motor Company v. Commissioner

Ford made shitty cars that exploded if in an accident.  The set up structured settlements to pay the expenses.  They then purchased annuities that would pay the costs.  Commissioner has broad discretion to change accounting method to clearly reflect income.  §446 Methods of accounting (a) the one you use for your books, (b) if no regular method or it doesn’t clearly reflect income, the commissioner can change.

Three questions bottom pg 268

Chapter VII. Capital Gains

§1221 Capital Assets = property held by the taxpayer (everything) except: (A) inventory (ordinary course of business), (B) Business property (expense or depreciable assets), (C) Copyrights, etc.  Basically anything except business property.

§1.1221-1(c) Copyrights . . . gives examples.

-1(c)(2) - in hands of person who created the document . . . not a capital asset.  Also, if addressed . . .

Tax Court Rule 155 - The parties agree on the computation.

Tax Court Rule 122 - Parties agree on facts, its just a legal issue.

Chronical Publishing v. Comm’r 97 TC 445 (Ann tried this case)

A. Policy, Mechanics

1. History and Policy

Why not charge regular tax rates on capital gains?

(1) Bunching - all your gains get bunched into the year it is sold and you may get kicked up a couple tax brackets

(2) Much of it may be due to inflation

(3) Incentive to invest, benefits companies, economy

(a) Gains

Gray v. Darlington

(1972) Taxpayer had some assets that were held for quite a while.  When they were sold, tax was assessed.  This is before capital gains were taxed.  It looks like the court is defining “gain” as something derived from work or inventory sales.  No longer good law.

(b) Losses

(c) 1986 to 1997

(d) 1997 and Beyond

(e) Worldwide Comparison

2. Mechanics

B. What is a Capital Asset?

§1221  Everything is a capital asset except: Inventory, business assets you may depreciate, copyrights etc held by the person who created it, accounts receivable, commedaties derivative financial instrument held by a dealer, business supplies etc. ARE NOT CAPITAL ASSETS.  

Ann has used Curt Cobain’s music as an exam question - if held by curt it not capital asset.

Regs. § 1.1221-1

(a) the term “capital assets” includes all classes of property not specifically excluded by section 1221.

Byram v. United States

Byram sold 7 parcels of real estate, did not list with real estate agent, didn’t have a real estate office, didn’t advertise etc.  Capital gain or ordinary income?  The court looks at a seven factor (seven pillars of capital gains treatment) page 287.  Recent case place particular emphasis on four of the factors (1) frequency and substantiality of sales is the most important factor, (2) improvements to the property, (3) solicitation and advertising efforts, (4) brokerage activities.  Most of the seven factors are not present.  Standing alone, substantial and frequent sales will not be enough on their own to create ordinary income.  The court holds that the district court was not clearly erroneous - the taxpayer gets capital gain treatment.  If it was not a clearly erroneous standard or this court was the trial court, it probably would have been a different outcome.

Hollis v. United States

Hollis bough art in Japan and sold it in the U.S.  Had two companies.  Hollis wants to get capital gains treatment saying their stated purpose was investment.  The court looked at it was continuous, regular, substantial, etc.  Holds that the stated purpose doesn’t matter, it was a business.  What is the difference between Hollis and Byram?  Hollis was an expert.  There was more effort put into the Hollis enterprise, it was set up more like a business.  But, realistically there isn’t much difference.  It is unsure exactly where the line will be drawn.  One thing for sure, the label you give yourself doesn’t matter.

Seven pillars is not important to Ann, go with the three part test.  (what three part test? Either in Byram or Hollis).  Fact intensive.
C. Corn Products Doctrine

Corn Products Refining Company v. Commissioner

Manufactures products using corn.  To protect against supply deficiencies and price changes they started buying corn futures.  Taking delivery on some, selling the other.  They made a bunch of money off some of the futures sales.  Were the futures capital assets?  They claim it was separate from the business.  Court says the transactions were a vital part of the operation.  Congress intended business profits and losses to be considered ordinary.  Capital assets should be narrowly defined while the exceptions from capital assets should be broadly interpreted.  If they called this as a capital asset it would create a loophole to turn ordinary income into capital gain.  Holds that the corn futures were not capital assets.  Later cases have determined that this holding is essentially expanding the definition of inventory to include the futures.

Arkansas Best Corporation v. Commissioner

Arkansas (holding Co) wants to treat loss on a stock sale as ordinary loss, claiming that Corn Products says a business purpose equals ordinary income/loss.  Court: Corn Products says capital assets must by narrowly defined and the exclusions broadly defined.  Corn Products holding actually means that the futures were equal to inventory.  It did not hold that business purpose equals ordinary income.  It held that the specific assets were a form of inventory.  Motivation doesn’t matter.  The stock is not inventory and does not meet one of the other exceptions; its a capital asset, therefore capital loss.

D. Ordinary Income Substitutes

Hort v. Commissioner

Taxpayer had a lot with a building.  A firm had leased the main floor, etc.  Before lease was up, a new lease was executed.  Company eventually decided they didn’t want to continue the lease and terminated for $140,000.  Claimed it was capital instead of ordinary because it was a 15 year lease.  Court says no.  It is simply a substitute for the rent, not a return of capital.  It is immaterial that the contract creating the rights could be termed . . .
McAllister v. Commissioner

Ann agrees with dissent.
E. Annual Accounting Revisited

Arrowsmith v. Commissioner

Two taxpayers liquidate corporation, etc received payments, claimed it was capital gain.  There is a judgment against them 4 years later which they took as an ordinary deduction.  Court says you must be consistent.  If report the profits as capital gain, you can not report the losses as ordinary.

F. Quasi-Capital Assets

Ann says don’t worry about quasi-capital.
§1231 involuntary conversion
G. Sale of a Business

Williams v. McGowen

Williams and Reynolds owned a hardware store as a partnership.  Reynolds died, Williams bought his interest and sold the business. . . The question is, do we divide up the assets and look at 1221 to see if capital or ordinary?  Dissent says no, call it all one or another.  The current state of the law, you look at all the assets and determine if they are capital or ordinary.

H. Recapture

Chapter VIII. Mixed Personal and Business, Investment Deductions

A. Travel, Meals, Entertainment

§162(a) (2) Trade or business expenses.  Traveling expenses

§274(a) Entertainment, Amusement, or recreation. Generally no deduction unless item was directly related to business, or preceded or followed business discussion.

§274(b) Gifts. $25 per year . . .
§274(c) Certain foreign travel

§274(d) Substantiation required

§274(e) Exceptions.  Food and beverages of employees on premises.

§274(g)

§274(h) Attendance at conventions.  

§274(k) Business Meals.
§274(l) Additional Limitation on Entertainment Tickets.

§274(m) Additional Limitation on Travel Expenses. Luxury Water Transport, Travel as form of education, Spouses and dependents.

****
§274(n) Only 50 Percent of Meals and Entertainment Expenses.

§67(a) 2-percent floor on miscellaneous itemized deductions

§67(b) 2-percent floor doesn’t apply to . . . .

Regs. §1.162-2 Travel expenses.

§1.274-1 Disallowance of certain entertainment, gift and travel expenses. Must be ordinary and necessary first.

§1.274-2 Disallowance of deductions for certain expenses for entertainment, amusement, recreation, or travel.  Ordinary and necessary; plus directly related to business, or preceding or following discussion.

§1.274-4 

§1.274-5T Substantiation requirements.

§162(a)(2) travel expenses while away from home . . .   What does “home” mean.

First thing to remember; commuting expenses from home to work are not deductible.

§274 Entertainment expenses.

  This section creates a higher standard for deductibility and for substantiation for entertainment expenses.  Business discussion must be directly related, preceding, or following.  §274(d) must substantiate by adequate record or by sufficient corroborating evidence a number of different things in order to be deductible.  (1) amount (2) time and place (3) business relationship to person entertained (4) business purpose.

1. Travel

(a) Really Short Trips - Commuting

Commissioner v. Flowers.
Three requirements (1) reasonable and necessary, (2) away from home, (3) in pursuit of business.  Must have all three.  This is codified in §162.

Dispute over what a home is.  IRS says it is your principle place of business “tax home”.  Some circuits think of your home as where you live.

The cases define what home is:?????

Green v. Commissioner (extreme commuting)

Taxpayer had income from wages and income from plasma donation.  The court found that she was in the business in the selling plasma.  The IRS claims the general rule of no deduction for commuting is applicable.  The court finds that this is not commuting.  She is selling plasma, but can not take it out at home and ship it in (which would be a deductible shipping expense).  Since she is the container that the plasma is shipped in, it is solely for the purpose of business (getting the wares to the market).

Note: Other examples of extreme commuting.

(1) Doctor ordered taxpayer to commute to work as emotional therapy.  Held: deductible.

(2) Couldn’t transport his tuba on a bus, so he had to commute = deductible.

(3) New York Policeman could not carry service revolver on public transportation to work in New Jersey. = Not deductible (how is this different than the one above.

(4) Cops taking car home was commuting.  Also, since the employer was providing vehicle, they had to add the value into income.

(b) Medium Trips

United States v. Correll

Traveling salesman ate breakfast and lunch on the road, returned home for dinner.  Deducted morning and noon meals.  IRS would allow it, the code requires you to be gone overnight before you could deduct.  Supreme court held the rule was valid, it is consistent, fair, bright line rule, makes the administration easy.  If they held otherwise you would have litigation in every case.

See page 322 - longstanding regulations have the effect of law if they have been around a long time, legislation has been reenacted, but the reg. wasn’t changed.  It is assumed it has congressional approval.

(c) Really Long Trips

Revenue Ruling 93-86

Travel expenses incurred in connection with

· An indefinite or permanent work assignment = Not deductible.  (It becomes your new home)

· Temporary = deductible.  Not if >1 year.

· General rule, middle of page 325.  If employment away fromhome in a single location is realistically expected to last for more than 1 year or there is no realistic expectation that the employment will last for 1 year or less, the employment will be treated as indefinite, regardless of whether it actually exceeds 1 year.

Hantzis v. Commissioner

H was a Harvard law student, found a summer job in New York.  On joint return with husband she deducted cost of commuting to and from Boston as well as apartment in New York.  The court held that the reason for maintaining two homes was personal.  She did not have a business connection to Boston.  Top of 328 - must be a business purpose that you are traveling away from home, the back and forth stuff doesn’t count - she’s only doing it to see her husband. Page 330 - she doesn’t have business in both places - this is what the temporary employment doctrine is designed to resolve.

Andrews v. Commissioner

Guy is building swimming pools in Mass. starts doing pools in Florida, he is deducting travel and lodging expenses between Mass. and Florida.  Tax court says he has two tax homes - he is always away from home...  Supreme court says the two tax home idea is wrong, but he still gets the deduction because of business necessity  (pg 333).... (court also notes that they do not rule on the reasonableness)

Problems § 274(n)

In section 274(n) you only get ½ of the meals and entertainment.  Except... 274(e) meals sold to customers...  

(2) lawyer getting lunch across the street.  Travel not deductible b/c its a commute.  No deduction.

(3) Drives to waterloo - mileage deductible.  Lunch not deductible - not overnight.

(4) Flight to Denver - deductible, no meal - not overnight.

(5) San Diego trip - deductible

(6) San Diego trip plus a couple days - Only the business related expenses, and the full flight.

(7) Deductible until it becomes permanent

(8) (a)


(b)Probably not deductible.  No duplication of living expenses.

(9) Still only the taxpayer portion

1.162-2 travel expenses.  What if Ann and her husband take the kids to Disneyland?  While there, her husband conducts business.  What is deductible?  It depends on the amount of facts and circumstances (time) spent on business.  The travel may or may not be deductible on the facts on circumstances.

Study the examples in §1.162-2.
You can’t deduct the spouse and kids expenses even if they have some incidental business purpose.

2. Meals, Entertainment, Clothing

Moss v. Commissioner

Law firm held mandatory daily meeting at a restaurant, paid for the meals of the partners and associates during the meeting.  The taxpayer argues that it was an ordinary and necessary expense and should be deductible.  The court looks at §262 vs 162.  §262 takes priority over §162.  §262 and the regulations specifically categorized meals as personal expenses.  . . .  §262 says that personal expenses are not deductible.  They cite to a case where the firemen had to contribute to a meal fund and they may or may not have gotten the benefit of the meal.  Just enough to swing it in favor of the firemen.

Danville Plywood Corporation v. United States

Danville had a big party once a year where they invited their employees, their families, and customers to the party.  The taxpayer wants to deduct the costs of the party.  The court divided the people into different groups (1) children, (2) spouses, (3) employees, and (4) customer’s representatives and spouses.  Danville displayed some products.  No customers placed orders, but some said they would contact them.  There was no presentation.  The court said you must need §162 and §274.  (1) can’t deduct for the kids expenses.  (2) the spouses services were incidental.  (3)      (4) didn’t meet the requirements.  Not ordinary or necessary.  The central focus was entertainment.  The court finds that it doesn’t even meet 162.  Could have got it within 162 if they had a conference before and/or after the superbowl.

Pevsner v. Commissioner

Deducting Clothing.  General Rule: (1) required for employment, (2) not adaptable to general usage, (3) is not used as ordinary clothes.  Whether it is not “adaptable” is judge by an objective test (what would someone else do with it).

Missed 10/30
B. Business Deductions for Education

§274(m)(2)

Regs. §1.162-5
If it qualifies you for a new trade or business, you are out of luck.

1. General

Coughlin v. Commissioner

Lawyer went to NYU Institute on Federal Taxation.  Cost was necessary for maintaining his skills.  See §1.162-5(c)(1).  Cited Hill, school teacher needed to attend extra schooling to retain her job.  See §1.162-5(c)(2)

Hudgens v. Commissioner

Taxpayer wants to deduct the cost of getting an LLM in tax from Emory.  Worked for an accounting firm, quit, got an LLM, got a job with a trust company.  Prior job most of his time was tax work.  New job he spent some time doing taxes and other time doing other work.  Duties of job before and duties of new job must be substantially similar, otherwise it is a new trade or business.  Maintaining or improving skills is deductible 1.162-5.  [Isn’t the test whether it qualifies you for a new trade or biz?  How does this qualify him for anything different than he did before].  

2. Human Capital

Sharon v. Commissioner

IRS employee had a J.D.  Paid bar review courses and bar fees in New York, practiced in New York.  He then took a job with the IRS in Cal.  He took a review course in Cal, paid fees for Cal, and 9th cir.  Also spent money and travel expenses to get admitted to U.S. Supreme court.  He tried to deduct and/or amortize the works including undergrad.  The court analyzed it in a three sections (1) license to practice in NY, (2) license to practice in Cal, and (3) supreme court admission.  The undergrad and law school qualified him to be an atty - non-deductable; also personal.  The said the fee for bar admission is capitalizable and amortizable over life expectancy.  The say bar review fees in Cal are qualifying him for a new trade (practicing law in Cal is substantially diff. Than New York) - it doesn’t qualify as maintaining...“expenses incurred to meet the minimum educational requirements for qualification in a taxpayer’s trade or business or which qualify him for a new trade or business are personal expenditures or constitute an inseparable aggregate of personal and capital expenditures.”

[Re-read the preceding section]
3. Recent Tax Incentives for Education

§25A

§222

§529

§530

Note:  §222 says no deduction for the same person as credit.  The credits use different language with regards to dependants.  Allowed (hope credit) vs. Allowable (§222).  See FSA 12/18/01 released 9/6/02 [on web courses]
(a) The Hope Scholarship Credit

Credit can only be used for 1st or 2nd year of post secondary education; pursuing a degree.  100% of the first $1000, 50% of the next $1000 up to a maximum credit of $1500 per student.   Must be enrolled at least ½ time in an eligible institution.  Non-refundable credit.  Phased out between $40k-$50k if single, $80k-$100k joint returns.  Starting in 2002 the phase outs are adjusted.  May be used for tuition and related expenses, not including sports, games, or hobbies unless such education is part the degree program.

(b) The Lifetime Learning Credit

Max credit of $1000 per family.  Credit equals 20% of the first $5000.  Same phase out as above.  Only need to be enrolled in one course.  Can take for as many years as you want.

Look up: can you take the hope and life time learning on the same return.
(c) Deduction of Qualified Tuition and Related Expenses

EGTRRA.  Economic Growth and Tax Relief Reconciliation Act of 2001. §222 Above the line deduction.  2002-2003 $3000 deduction.  2004-2005 $4000 deduction.  Cut off $65,000 if single, $130,000 joint.

(d) Student loan interest deduction

May deduct up to $2500 of student loan interest if incurred for tuition, books, supplies, equipment, room and board, transportation, and other necessary expenses.  Prior to2002 only the first 60 months of interest is deductible, 2002 and beyond all interest.  Phase out 40-50K single, 60-75K MFJ.  Phase out is adjusted up after 2002.

C. Expenses for the Production of Income

§212 Expenses for production of income. Ordinary and necessary expenses (1) for the production of income, (2) for management, conservation, or maintenance of property held for the production of income, (3) in connection with determination, collection, or refund of any tax.

§165(c)(2) Losses - Limitation on Losses of Individuals.  Deduction limited to (1) trade or business loss, (2) losses incurred in any transaction entered into for profit, though not connected with a trade or business; and (3) certain casualties except as provided by 165(h) (Casualty Gains and Losses).

§167(a)(2) Depreciation (1) property used in the trade or business, or (2) property held for the production of income.

§162 Business Expenses

Ann’s handouts: Zdun v. Comm’r - Whether engaged in for profit, taxpayer must show he engaged in the activity with an actual and honest objective of making a profit.  The regs list objective factors to determine objective.  Ransom v. Comm’r - cites the regs 1.183-2(b).

Higgins v. Commissioner

This case is before §212.  Taxpayer has a bunch of rental real estate and a huge investment portfolio.  He hired people to manage his rentals and manage his investments.  He is allowed to deduct the costs associated with the rental real estate - said it was a business.  Did not allow the investment expenses - not a business.  After this decision congress was not pleased and passed §212 - expenses for the production of income.

Horrmann v. Commissioner
Huge house built in 1910, looked like a castle.  Father had built it, he died an left it to wife, she died and left it to son; wanted him and the family to live in it.  The place was too big, he couldn’t keep up with the maintenance cost.  After a couple years he moved out and put it up for rent.  He depreciated it and deducted the cost of maintenance.  He couldn’t sell it and ended up selling it cheap.  He was allowed the maintenance costs and depreciation (§167).  He could not deduct the loss on the sale as ordinary (vs. L-T capital loss) because it had not been converted into a transaction entered into for profit (Business asset).  If he would have rented it for a little while, not a problem.  This case is about the difference between §165 and 212.
D. Business Use of Homes

§280A(a) Disallowance of certain expenses in connection with business use of home, rental of vacation homes, etc.  No deduction where dwelling unit is used as a residence during the taxable year.

§280A(c) Exception for certain business or rental use; Limitation on deductions for such use.  (a) doesn’t apply to portion which is exclusively used on a regular basis (A) as the principle place of business for any trade or business of the taxpayer, (B) used for meeting clients, patients, etc in normal course of business, or (C) separate structure not attached to dwelling unite, in connection with trade or business.  For employee only applies if the exclusive use if for the convenience of the employer.  (A) includes administrative and management activities if the taxpayer doesn’t have another place available.

International Artists, Ltd. v. Commissioner; Liberace v. Commissioner

Liberace’s house was set up for business and for dwelling.  Court ended up allocating the house 50% business and 50% personal.  It was owned by a corp, so he had to pick up income since it was an accession to wealth.  New code §280A(c) requires exclusive use.

Commissioner v. Soliman

Anesthesiologist worked between 3 hospitals, only office available to do his paperwork was in his home.  S.Ct. said it was not his principle place of business so he couldn’t deduct the costs.  Factors (1) essential to business, (2) substantial amount of time, (3) no other location available.  The focal point is where is most of the work getting done?  Compared the amount of time spent at each location.  Note: this is still good law, but congress added the last sentence to §280A(c) - Principle Place of Business = place used for admin activities if no other place available.

Note: page 392 Popv.  Musician practiced in home.  Under Soliman got the deduction because principle place of business (spent more time practicing than concerts)

E. Activities Not Engaged in for Profit

§183(a) Activities not engaged in for profit.  (the hobby loss rules).  No deduction if not engaged in for profit.

§183(d) Presumption.  Presumed engaged for profit if gains 3 out of 5 years.  2 out of 7 for race horses.  Under §183(d) you may elect to not have the determination made until close of year 4 (6 for horses).
Regs. §1.183-1 Activities not engaged in for profit

Regs. §1.183-2 Activities not engaged in for profit defined.  Use objective standard taking into account facts and circumstances.  It is sufficient that there is a small chance of large profit.  (b)(1)-(9) gives relevant factors. (1) manner carried on, (2) expertise (3) time and effort (4) expectation of asset appreciation (5) success in similar ventures (6) history of income or loss (7) amount of occasional profit (8) financial status of taxpayer (9) personal pleasure or recreation.

Dreicer v. Commissioner

Speaking and writing about traveling, publishes one book that sucks.  Deducted travel and publishing costs.  Test: was there an objective to make a profit.  As long as you have a profit objective, you do not need an expectation.

F. Child Care Expenses

§21  Expenses for household and dependent care services necessary for gainful employment.  If you have a qualifying individual you get a 30% credit, reduced by 1% for every $2000 over $10,000 AGI, not reduced below 20%.  After Dec. 31, 2002; 35% credit, 20% minimum, reduction 1% for every $2000 over $15,000.  Qualifying individual = dependent under 13 for which taxpayer is entitled to a deduction under 151(c); dependent or spouse who is physically or mentally incapable of caring for self.

§21(b)(2) Employment related expenses. (i) expenses for household services, (ii) expenses for the care of a qualifying individual; does not include services outside of home at a camp where qualifying individual stays overnight.  (B) Exception: expenses outside of home will be taken into account if (i) qualifying individual under (1)(A), or (ii) qualifying individual not in (1)(A) who spends at least 8 hours a day at taxpayer’s home. (C) Dependant care center (cares for more than 6 people and receives fee . . .) must meet state laws, and requirements of (B) must be met.

§21(c) Dollar limit.  Expenses not exceed $2400 if one qualifying individual; $4800 if two or more.  After Dec. 31, 2000 increase to $3000/6000.

§21(d) Earned income limit.  Expenses may not exceed earned income or earned income of spouse if less.  (2) Special Rule.  Spouse who is incapable of self care or a student deemed to have income of $200 per month if one qualifying individual $400 if two or more.  After Dec. 31, 2002 $250/$500.

§21(e) Special Rules.  Maintain household if over half the costs.  Joint return if married.  Legally separated = not married.  Living apart/separate return, home for more than ½ year, spouse not a member of household last 6 months.

Regs. §1.44A-1 Expenses for household and dependent care services necessary for gainful employment.

Current law is §21.
You get a percentage of the expenses you pay.  Highest percentage is 30% (35% for 2003) lowest is 20%.  Must be expenses paid for the care of a qualified individual = dependant under 13 years of age and entitled to exemption; OR a physical or mentally handicapped dependant or spouse regardless of age.

Must be gainfully employed, or looking for a job.

The expenses that can be claimed is limited to the earned income, for married people, the lesser of the two spouses.

Limits on the amount of expenses - this year $2400 single, $4800 married.  Next year $3000/$6000.

Expenses can be used until they are in first grade, then it is education.

Wright Smith v. Commissioner

Historical approach: Court said that child care is nothing but personal expense.  Even if a wife hires someone to care for the kids while she goes to work, the expense does not loose its personal character.

Zoltan v. Commissioner

Predecessor of §21.  Accountant works forty hours per week, plus commuting she is gone 55 hours per week.  She wants to deduct the expenses paid for sending her kid to camp and also for a field trip to WA D.C.  They allowed the expenses, but separated education and commuting from childcare.  The childcare portions were deductible.

G. Interest

General rule, personal interest is not deductible, but mortgage interest is.

§163(a) Interest.  General rule. There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness.

§163(h) Disallowance of deduction for personal interest.  Personal interest means any interest allowable as a deduction under this chapter other than, (A) trade or business, (B) investment interest, (C) §469 passive activity, (D) Qualified residence interest, (E) interest payable under §6601 on unpaid tax under §2001 . . .(F) Interest allowable as a deduction under §221 (education loan.).  See definition of Qualified residence interest/Acquisition indebtedness/Home equity indebtedness  - Limits.

§265 Expenses and interest relating to tax-exempt income.

§221 Interest on education loans.  Deduction for interest paid on education loans.  Max deduction = $2500

§7872 Treatment of loans with below-market Interest rates

1. Tracing - Business Interest, Personal Interest, and Home Mortgage Interest

2. Interest on Education Loans

3. Interest on New Car Loans: A Proposed Statute

4. Low Interest and No Interest Loans

§7872.  If you give you kids a no interest loan, it is treated as if you transferred the foregone interest to the kid and the kid is deemed to have transferred the sum back as interest.  

5. Original Issue Discount

6. Interest and Inflation

7. Interest and the Economy: A Comparative Approach

H. Bad Debts

§166 Bad Debts.  General rule, business bad debts are fully deductible, non-business bad debts are not as generous.  Wholly worthless debts are deductible in the taxable year, partially worthless debts are partially deductible (secretary may allow it).

§166(d) Nonbusiness bad debts.  Non-business debts that are worthless are treated as a long term capital loss.  Nonbusiness debt = created or acquired in connection with trade or business, incurred in taxpayer’s trade or business.

United States v. Generes

Generes is a shareholder and president of a construction corporation.  He didn’t work very much as president, but he did do some work reviewing bids, getting bonds, etc.  He signed an indemnity agreement with a bonding company putting himself on the line if they had to pay.  He also loaned the corp. a bunch of money.  The corp screwed up on some bids, the surety had to finish the project, and Generes had to indemnify.  The Corp ended up in bankruptcy.  On his return he deducted the indemnity payment as ordinary loss but the direct loans as capital loss (bad debt).  For the loss/debt to be deductible it must be proximately related to the business.  The court says that proximate in this case means dominate motivation must be business.  He claims he was motivated because he wanted to keep his employment, they say BS, you’re investing.

Perry v. Commissioner

In a divorce decree Perry was ordered to pay child support and alimony.  He fell behind on payments, but ended up catching up on child support.  Ex-wife wants to claim the alimony in arrears as a bad debt.  Since the “debt” is out of income that was not previously taxed to her, she has no basis in the debt.  There is also an argument that money she paid for her ex-husbands education was a loan and she should get a bad debt deduction.  There was no proof, no history of payments, etc - it was a gift.  Also argues policy and gets laughed at.  She also tries to get childcare expenses . . . 

Ann: it’s not a debt situation.  Although he owes her money, its not like she loaned him money.  Code requires that you have a basis in the debt, she didn’t pay anything for it.

(skip to next chapter)

I. Lobbying

Chapter IX.  Who is the taxpayer

Income is supposed to be taxed to the person who earned it.

A. So Who Is He?

Richard H. Medina v. Commissioner

Taxpayer was a car mechanic.  Got busted in a drug raid.  Taxpayers buddy negotiated the sale . .  Taxpayer ended up with the cash in his hands and the other guy is gone.  Whose income is it?  It gets taxed to the person who is holding it unless it can be proven that there is no way that it is his.  Taxpayer shows in this case that there is no way it could be his money.

B. Assignment of Income

1. Income from Services

Lucas v. Earl (lead case on assignment of income)
Earl made an agreement with his wife that they each own half of everything he earns.  IRS wanted to tax him on everything.  Can not use anticipatory arrangements and contracts however skillfully devised to prevent the salary when paid from vesting even for a second in the man who earned it.  The person who earns it pays the tax.

2. Income From Property

Blair v. Commissioner
Trust created by Blair.  At death ½ income goes to his wife for her life, other half to Blair’s son.  At wife’s death, it all goes to son.  Son made some assignments of his rights to the income.  Who pays the tax?  The court distinguishes Lucas, says the money is not earned income.  The court holds that the assignees pay the tax.  This is an exception to the general rule - this income is not the same the money you earn from work.
Helvering v. Horst

1934 - 1935 owned negotiable bonds.  Detached interest coupons and gave to someone else.  Who pays tax on the interest.  The court holds that the donor, even though he transferred the coupons, he is taxable on the interest because he had put money out for the bonds and held for a long time, then transferred just before they ripened.  READ 444 to explain why it is more like Lucas than Blair.

Meisner v. United States
Former member of the Eagles had royalty contracts from song production.   Divorce gave the taxpayer (wife) an undivided 40% interest in the contracts.  Taxpayer had all the rights.  There was no reversion in the ex-husband.  It was devisable and inheritable.  The royalties were paid directly to the taxpayer.  The general rule is that you can not assign income, but you can assign income producing assets.  Referring to Lucas - Trees = assets, Fruit = income, the income follows the assets.  The fruit  may not be attributed to a different tree.  The crucial question is whether the assignor retained any power to control.  He did not.  Additionally, the adversarial nature of the divorce is more arms length.  Ann - this case is defined to the divorce arena.

Notes, Questions

Note, Ann says different results have come about under §1041 Transfers of property between spouses or incident to divorce.  see Rev Rul. 2002-22 (the irs will no longer argue assignment of income).

Ann makes mention about stock options in a divorce.

C. Children

1. Earned Income of the Children

§73 Services of Child.  Amounts received for services of child shall be include in child’s gross income, not in the parents gross income, even though not received by the child.

Allen v. Commissioner

Taxpayer was a baseball player in high school.  Mother negotiated contract.  He gets a $70,000 signing bonus.  He gives his mom $30,000.  Court determined under §73 that the money was for his services, or the right to get his services.  If not §73 it would be §61.  Alternate argument: include the bonus in his income and deduct the payment to her.  Fails: there was no proof that she actually earned the money.  They didn’t have a contract ahead of time, etc.

Note



Ann does not discuss the next two sections.

2. The Kiddey Tax - Unearned Income of Children

§1(g) certain unearned income of Minor Children taxed as if Parent’s Income.

3. Uniform Gifts to Minors Act

D. Income Producing Entities

1. Partnerships

Commissioner v. Culbertson

Taxpayer was in a cattle business partnership.  Wanted out of the partnership.  Would give ½ of partnership if he would bring in the sons. . . .

Issue: were the sons true partners (no written agreement, just oral).  Was it a real partnership.  Tax court had the wrong test - they said you had to contribute capital or services.  Supreme Court says the right test is look at the facts and circumstances to determine if the parties in good faith and acting with a business purpose intended to join in the present conduct of the enterprise. (Top of pg. 459).  Look at intent of the parties. .  . .

Ann:  Family Limited Partnerships.  Putting assets into limited partnership, giving children minority interests, reduces the value for estate tax purposes.

2. Corporations

Johnson v. Commissioner
Athlete enters into a contract with a basketball team.  He formed a corporation in panama and became its employee.  The team was paying him and he was paying the corp.  He was then receiving money from the corp as an employee.  He was trying to say that his taxable income is the wages earned from the corp. . . .  Court says BS the contract is between the team and the player.  He pays the tax. (1) Earner must be an employee, and (2) the corp. must have the contract with the payoer.

3. Trusts

Grantor Trusts (retained dominion and control)- the trust is ignored and the settler pays the tax.

Nongrantor Trusts

E. Taxation of the Family

Alimony (maintenance) - taxable to the payee, deductible for the payor.

Child Support - Not taxable, Not deductible.

1. Joint Returns

Compare §1(a) with §§1(c) and 1(d)

See §2 Definitions and special rules.

2. The Marriage Tax Penalty

The tax brackets for married couples is less than double what it would be for two individual taxpayers.  This means that two individuals could make more money at lower rates than a married couple.

3. Divorce

§71 Alimony and separate maintenance payments.  Alimony and separate maintenance is gross income.  

§71(b) Defined: received under a divorce or separation instrument, not child support, not members of the same household when payments are made, and no liability to make payments after death.

§71(c) Payments to Support Children.  If payor isn’t paying the full amount due, it is allocated to child support.

§71(f) Recomputation where excess front-loading of alimony payments. If trying to lump it into first or second year, must recalculate.

Reg. §1.71-1T Alimony and separate maintenance payments. (questions and answers)

§215 Alimony, etc., payments. Alimony and separate maintenance payments are deductible.

§1041 Transfers of property between spouses or incident to divorce.  No gain or loss on transfer of property from an individual (or in trust for the benefit of) (1) a spouse, or (2) former spouse, but only if incident to divorce.  Treated as gift (carryover basis).  Incident to divorce if (1) occurs within 1 year after the date the marriage ceases, or (2) is related to the cessation of the marriage.

§6015 Relief from Joint and Several Liability on Joint Returns. (Innocent Spouse Relief)

(a) Alimony

(b) Negotiating Optimal Divorce and Separation Agreements in Light of the Tax Brackets of the Two Spouses

(c) Alimony - Front End Loading

(d) Property Settlements and the Davis

(e) Break up

Reynolds v. Commissioner

Unmarried couple in a long term relationship.  When they broke up he agreed to pay her a bunch of money.  IRS argues that it was compensation for past services.  The court says it is a property settlement (transaction) of some sort. . . . .

(f) Conflicts of interest 

Devore v. Commissioner (page 484)
Leo represented the divorced husband and wife in the tax case while representing one of them in a different case.  The court said he could not represent both of them adequately at the same time.  Also, he should have brought up innocent spouse relief.

§6013 Generally you are jointly and severally liable.

§ 6015  Innocent Spouse Relief.

1) Traditional Innocent Spouse Relief (6015(b))

Did not know and had no reason to know that there was an understatement.  Criteria: education level; degree/control of finances; participation/involvement in activity that gave rise to erroneous item; lifestyle compared with reported income . . .

2) Relief from joint and several liability (6015(d)); and
Burden of proof on the taxpayer.  (1) no longer married, (2) not a member of household with person for the preceding 12 months.  Ineligible if IRS shows joint scheme.  Election not valid if IRS establishes the individual had actual knowledge at the time they signed the return.  Knowledge = knew of the item, even if they did not know it was reported incorrectly.

3) Equitable Relief (6015(f));
Taking into account the facts and circumstances, it is inequitable to hold the individual liable, and relief isn’t available under (a) or (b).

Chapter X.  Personal Deductions and Credits

Why give tax breaks? (1) structural concerns, adjust tax rates, make sure poor aren’t getting hit too hard, policy reasons, (2) ability to pay.  Sometimes there are extraordinary events that make it hard for someone to pay, they need a break.  (3) social engineering. Encourage certain behavior - i.e. charitable contributions.

Schedule A.

1. Medical Expenses.  >7.5% of AGI

2. Taxes

3. Interest

4. Charity (50% of AGI limit/30% for appreciated property)

5. Casualty and Theft (10% AGI floor, at least $100)

6. Job Expenses (2% AGI floor)

7. Other Misc.

§68 Phase out.  $132k MFJ/Single, $66k MFS

A. Structural Concerns

1. The Poverty Line;  

§63(c)(2) Standard Deduction

§151 Allowance of deduction for personal exemptions

§152 Dependent defined.

2. Earned income Credit; §32

If you are poor enough, but you are making some money, the government will subsidize you.

3. The Standard Deduction; §62(a)

Either take the standard deduction or itemize.

4. Dependancy Exemption

§151 Allowance of deduction for personal exemptions

§151(c) Additional Exemption for dependants.

§152 Dependent defined.  Your relatives etc., or anyone that lives with you and you provide >50% support (152(a)(9)). 

Cassman v. United States

Couple wants to say their unborn child was a dependant.  Court decides an unborn child is not a dependant.

Jim K. Nicholas v. Commissioner
TP claimed his wife as a dependent.  But she wasn’t really his wife.  Also claimed their kids.  Tax court denied the deduction.  There was no common law marriage statute.  There was evidence that they didn’t intend to get married.  If they could have been considered married under state law, they would have been OK.

5. The Child Tax Credit; §24

$500 credit if you have a kid.  Adjusted up to $1000 by 2010.

6. The Adoption Tax Credit; §23

Up to $10,000 credit for adoption.  Available for foreign adoptions, but there is more hoops to jump through.

B. Charity;

§170(a) allows it

§170(c) defines what qualifies

§170(c)(2)(B) religious, scientific, charitable, . . . . 

Regs §1.170A-1 Charitable, etc., contributions and gifts; allowance of deduction.

Regs. §1.170A-4 Reduction in amount of charitable contributions of certain appreciated property

Not all contributions are deductible.  Must be 501(c)(3).  Some charities are nonprofit under a different section of the code and don’t qualify for deductible contributions.  If you get something back for your contribution (meals, tickets, etc) you must subtract the value of that out of the contribution.

Note: if insignificant value, disregard §1.170A-13(8)(A); Rev. Proc. 90-12, 1990-1 C.B. 471.

1. What is a Contribution?

Rev. Rul. 86-63

Note: Sklar 9th.  Kids in private school.  Is a portion of the tuition deductible as a charitable contribution?  No because getting a personal benefit - education.

2. Who Is a Charitable Donee?

(a) General

Davis v. United States

A couple’s children went on a mission trip.  They set up an account that could only be used for church purposes.  The church did not have control over the account.  Could have made the contribution to the church and the church could have made the payment.

101st Congress 2d Session

(b) What is a Church?

Private Ruling 9624001 page 519

14 factors to determine if its a church.

United States v. Kuch

What is a church?  Neo-American church.  Head is a chief Boo Hoo.  Three principles, everyone has a right to expand his consciousness and stimulate visionary experience  . . drugs.  The court found that it was not a church.

3. Mechanics: Percentage Limitations, Contributions of Appreciated Property

(a) Percentage limitation

For public charities you can give up to 50% of your contribution base (AGI).

(b) Contributions of Appreciated Property.

Can only give up to 30% of AGI if it is appreciated property.

If you contribute ordinary income property, you are generally limited to your basis.  If you contribute capital gain property, you get a deduction for the fair market value if you held it more than 1 year.

4. Tax Exempts and Unrelated Business Income

(a) Tax exempts

Should not be running a business, if they do the pay tax.

Tax exempts can not discriminate.

(b) Unrelated business Income and the Mobil Oil Cotton Bowl

Read §§ 511 - 14

513 defines what is an unrelated trade or business.

C. Casualty Losses

165(c)(3), 165(h).

Limitations: (1) must be greater than $100 and (2) must exceed 10% of AGI.  You get the amount over 10%.

Must be unexpected and sudden.

1. Definition of Casualty

Corbaly v. Commissioner

Blackmun v. Commissioner

Lit his wifes clothes on fire on the stove.  The house burned down.  He said he tried to put it out, but there was no evidence of it.  He tried to take a casualty loss.   It is available for negligent actions but not gross negligent/intentional.

Brief the cases in this section.
D. Medical Expenses

Code §213

Regs §1.213-1

1. Thresholds

2. What is Deductible Medical Expenses?

Almost everything that has a medical benefit, but not stuff that is cosmetic.

Ferris v. Commissioner

Taxpayers spent $190k putting a swimming pool in their house.  It was prescribed by a doctor because of a medical condition.  The pool was made of the best materials etc.  It included all kinds of amenities (sauna, changing rooms, etc.).  They tried to deduct the whole deal.  Commissioner was going to let them deduct $6K.  Court says that you are not required to use the cheapest materials.  Court subtracted out the cost of the items that were not necessary.  Costs above putting in what was functionally adequate are not deductible.  Pg 545 - a deduction for medical expenses should not in any circumstance exceed the cost of a functionally adequate facility . . . 

Commissioner v. Bilder

Taxpayer had four heart attacks.  Doctor prescribed treatment in a sunny location.  Wanted to deduct rent for a place in Florida.  Court makes a distinction between travel expenses to seek treatment and living expenses.  They allow the transportation to Florida, but not the living expenses.  He would have the living expenses anyway.

Weary v. United State

Wife was really depressed and pshyco.  Taxpayers bought a car to transport her to the doctor.  They wanted to deduct the cost of the car (through depreciation) and mileage.  In a non-business case you may not deduct depreciation.  

3. Medical Expense Reimbursement plans

Private Letter Ruling 9409006

Wife working for husbands sole proprietorship. Medical expenses are deductable.

4. Other Medical Expenses

Not deductible: dancing lessons, cult deprogramming, ear piercing, marriage counseling, veterinary expenses . . .

Deductible: clarinet lessons recommended by orthodontist, acupuncture, Navajo “sing”.

Chapter XI.  Deferred Payment Sales

Code §453 453A

Regs. §1.453-1, 4, 6 and 9; 15a.453-1

A. Introduction

B. How it operates

1. General

Installment sale - Profit percentage times payments received equals taxable amount.  The remainder is the return of basis.  Contract price less basis equals profit.  Profit divided by contract price equals profit percentage. . . .

Mortgage relief excluded from contract price and added to gross profit????

2. Dealers and Factoring

3. The Treatment of Interest

C. Electing out

Chapter XII.  Non-recognition Transactions

A. Introduction

B. Like-Kind Exchanges

§1031.

No gain or loss shall be recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held either for productive use in a trade or business or for investment.

Doesn’t apply to stock in trade (inventory), stocks, bonds, or notes; other securities, . . .

Replacement property must be identified within 45 days of relinquishment of your property, and received within 180 days or the due date of the return.

Carry over basis to the new asset.

Like kind is a fairly broad rule.  Generally, real estate is always like kind.

Must be held for the production of income.

Can’t get any of the money in your hands.

C. Involuntary conversions

1. Section 1031 and 1033 compared

If property is involuntarily converted, you must report the gain UNLESS you elect §1033 and replace the property.  Its kind of like 1031, but there is a more stringent test for related service or use.  Destruction, theft, seizure, condemnation, etc.   Basis is the same as the old property 1033(b).  

2. Similar or Related in Service or Use

(a) Property used by the owner

Santucci v. Commissioner

Note

PLR 8127089

Rev Rul 76-319

(b) Property not used by the owner

Johnson v. Commissioner

D. Exclusion of Gain From Sale of Principle Residence

Sale of Personal Residence

§121

Up to $250,000 of gain on the sale of you personal residence is excluded from income ($500,000 for couple).  Sales after May of 1997.

Use and ownership test. Must be owned and used as principle residence 2 out of 5 years.  You get the $500k if either spouse meets the ownership requirement and both meet the use requirement.  Can use it every two years.  Exceptions for some circumstances - job, health, etc. 121(c).

Penalties

SEE HANDOUT
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