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Tax Outline




   §101 – exclusions of gross income

Gross Income - §61 and §1001→ income from whatever source derived

-- Above – Above the line deductions; business related expenditures § 62

_______________

= Adjustable Gross Income – limit the below the line deductions

-- Below – Below the line reductions; 

· Personal → 

· Itemized deductions or 

· Standard deductions; personal

· Personal exemptions for taxpayer and for each dependent; changes every year

________________

= Taxable income – tax base

x Tax Rate

________________

= Gross Tax

+ Surcharges (dollar for dollar additions to the tax)

- Credits (dollar for dollar reductions to tax)

________________

= Tax Due – what you write your check for; 

Tax Base x Tax Rate = Tax Due

(Taxable income) x (Progressive Rate) = Tax Due

- Marginal Rate – rate at which your next dollar of income will be taxed

- Rate varies depending on the bracket you are in

- Lately Congress has broadened the tax base and lowered the tax rate in order to get more money

- Have progressive rate to reflect the people’s ability to pay


- The poor pay what they can and the rich pay what they can

I. Chapter 1 – Intro. To Federal Income Taxation

A. Criminal Tax

· Taxpayers can go to jail

a. Willfully failing to file their return

i. Willfully is knowing disregard for known rules

b. Sentence is 5 years for each violation

· Lien – if you owe taxes then the IRS an put a lien on your property; if the IRS gets to it first, then they can put a lien on it

· Summons – The IRS can subpoena 3rd party records; if a civil case then they have to give Tp notice; in a criminal case they don’t have to give notice; Tp could argue that it is a fishing expedition

B. Imputed income – taxing you on the value of your own services that you consume

· When a taxpayer consumes its own services
· Ex.  If you paint your own house instead of hiring a painter
C. All income is either ordinary or capital and all reductions are ordinary or capital

· Capital gains are good

a. Long term – taxed at a maximum capital rate of 20%

· Capital deductions are bad

· Capital losses are reduced by capital gains

a. + up to a max of $3000 / year of ordinary income

D. What the person is trying to do

· (When) Timing – alter; want to put off paying as long as possible; if expenses → do it sooner

· Splitting – Ex. Deferring your income to a lower tax bracket

a. Either capital or ordinary

· (Character) Changes the character

a. (Who) 3 types of Tps

i. Individuals

ii. Corps.

iii. Fiduciaries (trust, estate, etc.)

b. If you want to split your income you must do it w/ another taxpayer

c. Responsible parties are those that are in control of the payment of the debt

i. Bookkeeper can be held responsible along w/ the president of the corp.

ii. IRS determines the responsible parties by playing one against the other

E. Background

· 1913 – 16th Amendment

a. Can tax incomes

b. Things before 1913 are not subject to the income tax

· Code §61 – definition of gross income

F. How does IRS select returns for audit

· DIF Factor
a. The DIF factor creates a model return and when your return differs from the model, you get a point; if you have a lot of points, DIF factors, then you may get audited

· Industry compliance checks → they may select a group in one industry (ex. All doctors) and audit them

· 2 kinds of audits

a. Office – get a letter saying that you will get audited; targets people

b. Field – the IRS comes to you and tells you that you will be audited, broader in scope

c. CID (criminal investigation division) – sometimes they have to tell you its going on and sometimes they don’t

i. 2 agents

· Case Agent

· Witness – will testify in court according to what you said

ii. Looking to put you in jail for willfully bad conduct

· Audit will eventually result in 30 day letter

a. Will tell you what you are doing wrong and you have 30 days to respond

b. You can respond and protest it

i. Then go to appeals

· You get an independent review of the issue

· 90 day letter

a. You either have to pay or go to court w/I 90 days

· If you get a 30 day letter and do nothing in 30 days, then you will get a 90 day letter

a. Then respond → called a protest

b. Then appeal

· If you don’t respond to 30 or 90 day letter then whatever the IRS is imposing will become a judgment

a. It can be reduced

G. Courts where tax cases go to

· Taxpayer has the choice of courts

· At trial the IRS has a presumption of correctness

· US District Court
a. Juries – decide fact ques.

b. Is your judge a tax expert → no

c. Do you have to pay your tax before you go to court → yes

d. Time → never ever tried (avg. 3 years)

e. BOP – generally the taxpayer has the BOP and is entitled to the deduction

i. You have to prove the exact amount of refund to which you are entitled

f. Precedent – appeal to US Court of Appeals for your circuit → US Supreme Court

· US Claims Court – constitutional court in Washington; 9 judges

a. Jury – NO

b. Judge that is a tax expert – no

c. Do you have to pay your tax before you go to court – yes

d. Time – Fast

e. BOP – on taxpayer, but have to prove the exact amount of refund to which you are entitled

f. Precedent – appeal to US Court of Appeals for federal Circuit (Wash.) → US Supreme Court

· US Tax Court – 19 judges who come to your town; Washington

a. Jury – No

b. Do you have a judge who is a tax expert – yes

c. Do you have to pay the tax before you go to court – no

d. Time – fastest

e. BOP – taxpayer

i. Prove proposed IRS adjustments are wrong

f. Precedent – when you appeal it goes to the US Court of Appeals for your circuit → US Supreme Court

· Most people choose the tax Court

a. Only forum where you litigate when you pay in that order

· More convenient to litigate in the district court b/c it is local

H. S/L

· Taxes are due April 15

· IRS has 3 years from the date it was filed or should have been filed (which ever one is later) to audit and bring litigation OR 2 years from the date the tax was paid only open w/ respect to issues that relate to that payment

a. IRS can always change the issues when in the litigation process

i. Sometimes puts the BOP on IRS

b. S/L is open for both parties

c. If you wait until the S/L runs then only the open issues can be litigated

i. But if you use your 2yrs then you can litigate them

ii. Set-off – If A sues B then S/L runs then B sues A for something else, then A can bring up his past litigation and set if off of the current litigation

· Statute runs from the filing of the return

· Unlimited S/L for fraud

· If the adjustment to be made is a more than 25% change in your taxable then there is a 6yr. S/L

I. Chap 1 Review

· Everyone has to file a tax return, unless your income falls below a certain level

a. An 8 year old TV star has to file a tax return

b. Married couples file a joint return
i. Joint returns allow for cheaper taxes

· Withholding Tax – what an employer withholds from an employee

a. Employer an go t jail for not paying the withheld employee taxes; it is fraud

b. Payroll tax liability

J. Researching Tax Law (Appendix A1 – A5)

· 16th amend. Limit → if not income then can’t be taxed

· Statutes (Primary)

a. 1913 – 1939 → income statues enacted called the revenue acts → first codification of the revenue statutes

i. Internal Revenue Code 1939 (1939 – 1954)

*Revenue acts were added as amendments

b. 1986 – IRC of 1986

c. 1954 – IRC of 1954

· Legislative history – where you go back to see what Congress meant

a. All tax legislation initiates in the House
i. Ways and Means Comm.

b. Then after committee it goes back to the House for approval

c. Then it goes to the Senate to be passed

i. Then it goes to the Finance Comm.

ii. From the finance comm., then it can go to the joint conference comm. (made up of Reps and Senators)

· Then it goes back to the House and Senate for vote and then Pres.

d. If approval by finance comm., then it would go back to Senate for approval and then Pres.

· Common Law (Primary)

a. Tax Court

i. Regular opinion – clarify the law; develop legal principles

· Regular opinions are reviewed by the court; says “Review” at the end of the case → the entire court reviews the case

· Normally one of the 19 judges decides then writes the opinion, ten chief judge reviews it 

ii. Memorandum opinion – thought by the court, but doesn’t have precedential vale; does not develop the law; application of facts

iii. A reviewed regular opinion is the strongest precedent

iv. The IRS can refuse to acquiesce to the judge’s ruling → nonacq. (Nonacquiesce) / acq. (Acquiesce)

· The IRS can refuse to follow the precedent in a certain jurisdiction if they are litigating in another jurisdiction, but if they come back to that same jurisdiction then they will not usually litigate it

· If differing circuits come to differing conclusions → IRS is creating a conflict of the circuits → usually end up in the Supreme Court

· The IRS creates this mess itself

· IRS can acq. Or nonacq. To a judge’s ruling in the tax court

· Treasury Regs. (Secondary)

a. Announcements by the IRS about how to interpret something

b. Courts are not bound to follow the regs, just an administrative interp.

c. Treas. Regs are given great weight and are usually followed in court

i. Nationwide tax policy that they want everyone to follow

ii. IRS is bound to follow its own reg.

K. Revenue Ruling (Rev. Rule) – response by the IRS to the taxpayer about a particular situation—they give a rule

· If taxpayer has a real ques.

a. State what you think the results should be 

b. Give them the facts of situation

c. Have to follow the decision the IRS tells you, or on your return, document it that you asked about it and attach the ruling

d. If you withdraw your request before the ruling is issued then you don’t have to document it that you questioned it

e. IRS is not bound by Rev Rules

i. Gets little review, so the IRS does not want to bind itself in this way

L. Revenue Procedure → these relate to tax procedure

· IRS is not bound, and you can’t really rely on it → Ex. If you call in for free tax info

M. Tax Services

· Mertens is a good commercial source; courts cite to this

II. Chapter 2 – Gross Income

A. Checklist for Gross Income

· Accession to wealth

· Realized – income must be derived form the capital; have to be able to sever the income from the capital
a. Mere appreciation in value is not realization; there must be some vent where the court is put in a position of saying this is the correct time to impose the tax
· Control

· Exclusions (start at 101)

· Punitive damages will always be taxed; compensatory won’t
· Ex. FMV $50,000 - A/B (adjusted basis) 10,000 = Gain 40,000
a. If this property is condemned, don’t have to pay tax on the $40,000 if you acquire similar property w/I a reasonable time

B. Defined in §61(a)

C. Glenshaw – defined gross income

D. Brun  (31) – applies anywhere where you don’t have real estate; §109

E. Cesarini – treasure trove constitutes gross income for the taxable year in which it is reduced to undisputed possession
F. Old Colony 
· TP enjoys an accession to wealth when his legal obligation (paying taxes) is done by another
a. It is realized and in Tp’s control
G. Rev. Rule 79-24
· Accession to Wealth does not have to come in the form of cash, can come in beneficial service
a. The value of the services received is the accession to wealth
H. McCann
· Where an employer pays an employee’s expenses on a trip that is a reward for services rendered by the employee, the value of the reward must be regarded as income to the employee
· Must file and return a claim for refund first before you can sue US
· Measure the value to the employee / Tp
I. Pellar
· A bargain purchase is not income; when Tp gets something for less than the FMV; an arms length transaction of unrelated parties
a. Exception – special relationship
i. Employer / employee
ii. Corp. / Shareholder
· General Rule – the purchase of property for less than its value does not itself give rise to the realization of taxable income

III. Chapter 3 – The Effect of an Obligation to Repay

A. Ex.  Loan from a bank → no accession to wealth

B. Liability + Equity = Assets

· If liability goes down then you have an accession to wealth

C. Deposits – something Tp is just holding; refundable

· Receipt of a deposit is not income

a. If interest is paid on it, it is considered a deposit

· An advance payment is income

D. Claim of Right Doctrine - the doctrine that says a gain will be taxable to the TP when they have control of it and the power to use and enjoy it.  Gain is not taxable if TP has an obligation to repay that money.

James v. US

· Consensual recognition – when a Tp acquires earnings, lawfully or unlawfully, w/o the consensual recognition, express or implied, of an obligation to repay and w/o restriction as to their disposition, he has received income which he is required to return, even though he may still be adjudged liable to restore its equivalent

· Ex.  Even an embezzler has income

· §1341 Prior Year Claim of Right—The TP claimed the gain as income in a prior year and it appeared that they had the right to that money, but they ended up having to repay that amount in a subsequent year.  The year the money is repaid, the TP can choose to take a deduction or credit for the amount repaid.  (This doctrine excludes thieves.)

IV. Chapter 4 – Gains Derived from Dealings in Property

A. §1001 → Gain (or loss) on the sale or other disposition of property = the amount realized (§1001 (b)) – the adjusted basis (§1011) = realized gain (or loss)

· Congress can tax realized gain

· Ex. Prob. (65) #1  $175,000 - $100,000 = $75,000 gain

· §1001 (b)
a. Amount Realized—the gain or loss on the sale or other disposition of property equals the amount realized.  The sum of money +fair market value of any property received=amount realized. (Recognized gain is the amount of realized gain that Congress chooses to tax.)

b. Adjusted Basis—§1016 the amount of basis which includes any changes (recovery of investment or any additional investment) subsequent to the acquisition of the property. 

i. Assets – Liability = Wealth (basis)

· To get an increase in basis (wealth) you must pay a tax on it

ii. Always ask to find out the Tp’s basis – how did the Tp acquire the property

· Acquire property by purchase
· §1012 – basis becomes the cost

· If exchange: (diagram notes pg 13)

*A/B must be the same on both sides

· Acquire property by inheritance
· §1014 – then the basis is acquired by the FMV at the date of death

Acquire property by gift

· §1015 – the basis is the carryover from the donor unless the loss rule applied

· §1001(c)
a. Realized gain – income under the Constitution that could be taxed to you; an event; an entire amount of gain or loss must be recognized unless a specific provision provides otherwise

i. If realized gain is recognized, it is gross income

b. Recognized gain – gains and losses that are realized and are not shielded from having an immediate tax impact as a result of some exception

i. Tp may not have to recognize b/c there may not be a statute saying that you have to recognize it

· Ex. Prob. #3 (65) (diagram notes pg 13)

· Ex. Prob. #4 (65) (diagram notes pg 14)

Chapter 5 – Gifts, Bequests, Inheritance

B. Gifts - a detached and disinterested generosity arising out of affection, respect, admiration, charity or like impulses as defined by the Supreme Court; there is no definition in the code; Test → look at the intent of the donor; if the donor has mixed feelings then look at the dominant reason for giving the gift (Duberstein); s 102

· Duberstein
a. Look to see if transferor took a reduction → gift

· §1015 – carryover basis from donor UNLESS special loss rule applies

a. Ex.  (Notes pg 15)

b. Ex.  (Notes pg 15)

c. Special Loss Rule – 2 tests

i. At the time of the gift it must appear that the loss is being transferred / shifted; the FMV must be less than the A/B at the time of the gift

· Ex. (diagram notes pg 16)

ii. Actual loss at the time of sale

C. Inheritance is gross income; check s 102 for exclusions for inheritance

· Not an arrangement to pay compensation

· No inheritance in an employer / employee relationship
D. Stepped-up Basis – you inherit property and the A/B increases

1. Ex.  (Notes pg 16)

2. Can give property to a dying person and get a stepped-up basis

E. Part-Gift and Part-Sale– the intentional selling of something for less than its fair market value; to determine adjusted basis apply the purchase rule to the sale portion and the gift rules to the gift portion that will be the purchaser’s adjusted basis

· Ex.  (Notes pg 16)
a. Apply purchase rules to sale portion and gift rules to gift portion
V. Chapter 6 – Sale of Principal Residence

A.  §121
· Excludes gain on a sale of a principal residence if up to a certain amount

· Has to be a principal residence for at least 2 consecutive years w/I the 5 years before you sold it

B. Principal Residence

· Can only have 1

· Decide where they spend the most time to determine the principal residence

· For federal purposes → look at several circumstances → where vote, where are people at most of the time, etc.

VI. Chapter 7 – Scholarships and Prizes

A. Prizes – an accession to wealth, realized, controlled → is income

· §74 – items that are prizes and awards are includible, and are not excludable unless you designate it for a charity or you don’t accept it

B. Scholarships

· Is income

· §117 (109)

a. Can only exclude tuition, books, and other items for courses

· Must be granted from a qualified organization

a. Not an employer or parent

b. Can be a school

· Must be a candidate for a degree

· Must be at a qualified educational institution

C. Cohan (113)

· Congress repealed it later – cannot take a deduction for several factors, but you have to prove amount

· Ex. A bookkeeper burns all his records to justify the $1 million he has made and the IRS gets him under the Cohan rule

· Cohan rule – Allows Tps to estimate certain deductible expenses when a Tp does not have adequate records to document such expenses; court uses its own discretion to fix amounts
a. Applicable only if the Tp can prove that he is entitle to some deduction and it does not apply to travel, entertainment, and business gift expenses
VII. Chapter 8 – Life Insurance and Annuities

A. Life Insurance

· Exclusions under §101 (91) applies

a. Requires it to be a life insurance policy K

b. Requires it to be paid by reason of the debt

· (Diagram pg 18)
a. For $20 more we can invest a portion

· Litigation is rare

B. Annuities – a series of payments paid to a Tp pursuant to a K

· §72
· Ex. Tp pays a premium to insurance company, and when Tp reaches a certain age the insurance company pays Tp
a. Tp wants to treat payments as a recovery of capital they have already paid
b. IRS wants Tp to realize the income first and then recognize the basis
· (Diagram pg 19)

a. After you recover your basis then you get gains

C. Retirement

· If parties planning retirement and they want to defer compensation:

a. Qualified Plans – get immediate deduction or employer’s payment into a trust (today) and they get a deduction and the one who benefits has no income today; the $ is tax free and it is later paid to the employee and is taxed then

i. Advantages

· Timing

ii. To b e qualified you have to have a plan that applies to all employee and that does not discriminate against people who make less or more

b. Unqualified plans – 

Chapter 9 – Discharge of Indebtedness

D. Treasury Regulations repeated reenactments – applies statutory construction → if reg. Exists and through repeated reenactments of the statute it is accepted, then Congress understood and accepted statute

B.  Zarin


1.  Ex.  Mr. B 5,000,000    Bank





Debt

Mr. B got the bank to put his wife’s name on the note and take is name off

Mrs. B   5,000,000   Bank





Debt




The bank later cancelled the note

Mrs. B’s lawyer told her to have the bank sell it to her brother for $1

C. §108 (100) – law on cancellation of indebtedness

1. Can never have more income from cancellation of debt than you have . . .

2. (e)(4) – Whenever a debt is acquired by a relative of the debtor, then the debt is discharged from the debtor

VIII. Chapter 10 – Compensation for Personal Injury and Sickness

A. §106

· Can exclude employer premiums health insurance

· Ex.  Employer writes check to employee for $100 b/c employer provides medical insurance

a. Taxable – accession to wealth

B. §105

· Employer provided medical insurance

· Makes Tp taxable if Tp receives medical insurance benefits provided by employer greater than the tax benefits he would have received

a. That excess is profit → taxable income

b. Tp was never taxed on the profit so he should be taxed

C. §104

· Tp provided insurance and the profit is not income

a. Profit is reimbursement of Tp’s premium, so no income

· Punitive damages are always income; compensatory and personal injury damages should not be taxed

a. All Title 7 cases damages are taxed

b. Physical injuries get exclusion from being taxed

· Does exclude damages for torts to your body

· Below the line deduction
a. §213 → itemized deduction for medical expenses
IX. Chapter 11 – Fringe Benefits

A. Some benefit an employee enjoys but does not have to pay for

B.  Bengalia
· It was part of his duties → it was a fringe benefit

C.  §119

· Provides exclusions for meals and lodging

a. Meals and lodging must be at the convenience of the employer to be excluded

b. Meals must be furnished on the business premises of employer to be excluded

c. Lodging must be furnished on the business premises of employer an required as a condition of employment for exclusion

· This benefit only applies to employees not self-employed persons
D.  §132 *on exam*

E.  Gotcher
1. Used the convenience test

2. Ex.  Tp works for Disney and is sent on a promotional tour and the Tp takes his family

a. No income for Tp b/c part of business

b. Employer insisted that family go → no income

F.  Cafeteria Plans – Employer provides fringe benefits and the employee selects the type of benefits they want

1. An employee will not receive a benefit that they have chosen to reject and will not be taxed on it

Chapter 12 – Business and Profit Seeking Expenses - Deductions

B. Nothing is deductible unless you find a code section 

· §§162, 165, and 212 are broad and you can use these

C. §162

· Ordinary – normal under the circumstances (circumstances can be unusual); considered a normal payment under the circumstances

· Necessary – Appropriate and helpful (230)

· Expense – (vs. capital expenditure) (231)

a. Capital expenditure – an asset lasts for some substantial or indefinite period of time; capital expenditures of the business or profit-seeking type generally may not be deducted in full at the time of the expenditure, but by increments over some period; if Tp is by this payment acquiring “good will” then courts may say that it is a capital expenditure

b. Expense – outlay or cost
· Carried On – directly related to; an expense that is related to your business

· Trade or Business – what distinguishes this from other things is a profit motive; look at all facts and circumstances; have to be in it to make a profit

a. Investing (buying and selling in the same market) is not a trade or business
b. Buying in one market and selling in another is a trade or business

c. “Being” – you are in the trade or business

d. “Becoming” – not in trade or business, but seeking to get in the trade or business

e. Compensation – to deduct this it must be reasonable

f. Travel – “away from home” (overnight)

g. Rent - §162(a)(3) – cannot deduct rent on any property to which the Tp has equity

h. Can’t deduct costs of seeking out job and negotiating, but it could be a capital expenditure

i. Cost in pursuit of a job is not deductible

D. §212 (199) – eliminates the trade or business requirement

· Ordinary

· Necessary
· Expenses for carrying on
a. For the production or collection of taxable income OR
b. Management . . . of property held for the production of income OR

c. In connection w/ the determination, collection, or refund of any tax

E. Groetzinger

· §165 

a. The amount of your loss is limited to your basis

i. Basis represents the dollars that have already been taxed

F. Rev. Rule 75 – 120

· Being a business is itself a trade or business

· Being an employee can itself be a trade or business

· Ex.  A lawyer who does domestic relations changes to a tax lawyer – same trade or business b/c there are not certified specialties

a. Doctors – they have specialties so the can change trade or business

G. Chapter 12 Review

· If an item is a capital expenditure

a. Depreciate – tangible

b. Amortization – intangible
  Mechanics

c. Depletion – minerals

· Start up costs – when getting into a business

a. Cost of getting into a business is not deductible under §162
b. Could be a capital expenditure

i. Depreciates

ii. Amortizes

iii. Depletion

· Double taxation of corporate income

a. Taxed at the corporate level and shareholder level

b. The income is taxed and then the dividend to the shareholder is taxed (diagram notes pg.25)

X. Chapter 13 – Capital Expenditures

A. Distinguishes whether there is a benefit to a business that extends on beyond the current year (difference between a capital expenditure and expense)

B. Repairs v. Capital Expenditures

· Restore

· New use

· If prolongs life – capital expenditure

· Increases value

C. Repair or Improvement – expenditures for repairs or maintenance, which do not materially add to value or appreciably prolong useful life, are deductible; replacements or improvements, on the contrary, are not

D. Expenses are deductible

E. The cost of acquiring property is a capital expenditure

F. Advertising Expenses

· IRS challenges b/c hard to gauge

· Generally currently deductible and not a capital expenditure

G. Purchase or Lease

· Lease payments are fully deductible, but where the Tp acquires ownership after a period of time then it is a purchase

XI. Chapter 14 – Depreciation

A.  §167(a)(1) & (2) (158)

B. 
§168 (160)

1. Method – straight line (equal % taken each year) depreciation (amount / Life = straight line)
a. Real estate can only be depreciated on a straight line method

b. Accelerated Depreciation – allows you to deduct more in the beginning
i. (Notes diagram pg 27)
c. These assumptions apply no matter what the value of the property is
d. Whatever property we use will have a 5 year life

C.  Declining Balance

1.   40% x remaining basis → takes a long time to pay off

2. When using accelerated depreciation, may have to switch to straight line

D.  Cannot depreciate inventory

1.   Ex.  Cars in inventory

2. Ex.  Cars are worth $30,000 and after demonstration service it is worth $20,000 → cannot deduct; if you sell it for $18,000 you have a gain of $2000, the $10,000 is not a deduction

3. A valuable and treasured art piece does not have a determinable useful life; accordingly depreciation of works of art generally is not allowable

a. If you buy something like the Mona Lisa as an extreme office décor, then you can’t deduct it

E.  Recovery Period – useful life concept

1. To be depreciable has to be subject to wear and tear and obsolescence and in the ordinary course of business

2. All real estate has a 39 year life or a 27.5 (residential real estate) year life
F.  Depreciation Methods

1. Ex.  Tp purchases tangible property for $10,000 (diagram in notes pg 28)



G.  Amortization of Intangibles - §197
1. §197  - can amortize good will; can depreciate over 15 year period

2. Can only amortize if you have a basis

H.  Expensing Tangible Personal Property (283 – table)

1. If you buy land in 2002 then you don’t have to deduct the first $24,000

2. Section 179 property – What you elect to write off for that year

a. Ex.  In 2002 you can elect to write off $24,000

XII. Chapter 15 – Losses and Bad Debts

A. When the debt is personal then it is not deductible

· Ex.  Home, car

B. If it is a business item then you can deduct it

· People try and convert personal items to business items

C. §166

· Must be a bonafide debt that is uncollectable

a. Ex.  If someone goes bankrupt, you can deduct it under §166 but the amount is 0 b/c there is no basis

· (d)

a. Business Bad debt
i. The part that is worthless is fully deductible
ii. A debt that is created in or the loss or worthlessness w/ fall on your trade or business (Tp’s trade or business)
iii. A business has to be a transaction primarily entered into to make a profit
b. Nonbusiness bad debt
i. Must be wholly worthless to be deductible
ii. Then can only deduct as a short term capital loss
· Can only deduct capital losses from capital gains in the year you incur it
· If you have a substantial capital loss then you should generate capital gains
· Any bad debt that is not a business bad debt
· If you get a bad debt then the basis of that is 0

Chapter 16 – Travel Expenses

D. §162 Outline

· Ordinary 
· Necessary
· Expense
· Carry On
· Trade or Business
a. Compensation
b. Travel – meals and lodging → “away from home”
c. Rent
E. Correll
· Re-enactment doctrine – treasury regulations and interpretations long continued w/o substantial change, applying unamended or substantially reenacted statutes, are deemed to have received congressional approval and have the effect of law
a. Regulations can be applied as law as long as they are a reasonable interpretation
· “Away from home” – Tp was away overnight / substantial sleep or rest

a. Ex.  You fly to San Francisco to take a deposition and then you fly home → can you deduct meals → no, not away from home
b. Have to be away from home so that you are required to take substantial sleep or rest away from home
F. Rev. Rule 94 – 47
· Deductions are allowable if you drive straight from home to a temporary worksite
· If office is in home and you drive to a client’s house → it is deductible
· Transportation expenses
a. Cannot be commuting; distance of commute makes no difference
i. Ex.  NY to California – can’t deduct
ii. Ex.  Live in KY and you have a case in California – is deductible – working in California
b. Is deductible if outside the general work area
G. Hantzis
· If residence is separated from workplace out of personal choice then you are not away form home in pursuit of a trade or business
· If home and work separation is business related then the home is the initial spot where he lived → he will return to the initial place and is temporarily working in another
a. If just a temporary worksite (there is less than a year) you are away from home and meals and lodging are deductible
b. If you take a permanent job elsewhere and you will be there more than one year then you are expected to move
· Whenever you have to divide where you live and work then you ask “why”

· Can’t be away from home if you don’t have one
a. If constantly traveling then you don’t have a home - rare
· To get a temporary exemption you have to have business connections in both locations
· Ex.  Law prof in Louisville goes to Harvard to get LLM
a. You are temporarily away from home in pursuit of a trade or business
H. Andrews
· Flowers checklist
a. Reasonable and necessary
b. Incurred while away from home
c. Incurred in pursuit of business
· Can only have one home

a. Home is your major prost of duty
I. Tax Home – where your major post of duty is

J. Overnight Rule – Did you have to take a substantial sleep or rest
K. When major post of duty changes for more than 1 year then it is reasonable to change residence and court will ask why didn’t you move
L. Ex.  If lawyer flies to San Francisco for business and she stays a couple of days to sightsee
· Transportation – if primary motive for trip is business you can deduct 100% for transportation costs; if primary motive is personal then no deduction
· Can deduct business expenses and not personal expenses – test is whether what is personal and what is business
M. Travel Expenses of Spouse

· Usually paid for by employer
· If you can relate spouse’s travel expense to the business then deductible
N. Reimbursed employee expenses

O. Foreign Travel
· If traveling outside of the U.S. for business – no limits
· If occurs on a cruise ship then limitations
a. There are limits on amount you can deduct when gong to seminars outside of America
XIII. Chapter 17 – Entertainment and Business Meals

A. §274

· Denies deductions and puts up certain requirements

· §274(1)(a)(b)

a. No deductions for entertainment facilities

b. Activities – 2 tests

i. “Directly related to”

· Not deductible unless directly related to a trade or business

· Always applies unless he activity immediately precedes or follows a substantial bonafide business discussion

ii. “Associated with”

· (2)(a)(b)(c)

a. Club dues are not deductible

· (b) – Can an employer deduct a gift from an employee

a. Cannot deduct business gifts that are more than $25 w/ some limitations

· (c) – Foreign Trade

· (d)(4) – Substantiation requirement; reverses Cohen rule

a. Four Requirements: No deduction or credit shall be allowed:

i. The amount of such expense or other item

ii. The time and place of the travel, entertainment, amusement, recreation or use of the facility or property, or the date and description of the gift

iii. The business purpose of the expense or other item, and

iv. The business relationship to the Tp of persons entertained, using the facility or property, or receiving the gift

b. Cohen rule has not been abolished by this statute

· (h)(2) – Cruise ships

· (n) – Only deduct 50% for meals and entertainment

B. Cohen Rule – Allows Tps to estimate certain deductible expenses when a Tp does not have adequate records to document such expenses Prohibits the administrative policing of entertainment expenses and encourages Tps to inflate their expenses and to include quite marginal ones on their returns

C. The only way to deduct your own meals is through travel expense—you must be away from home

D. If you take a client to lunch, it is entertainment as long as related directly to your business

XIV. Chapter 18 – Education Expenses

A. There is no specific statute for this, so rely on §162

· Ordinary

· Necessary

· Expense

· Carry On

· Trade / Business

a. Compensation

b. Travel - Meals and Lodging

c. Rent

B. Problems that arise

· Whether they are normal under the circumstances

· Expense

C. Wassenaar v. Comm.
· No specific time limit to practice a trade or business before changing to a new trade / business

· When dealing with ed. You have to look at specific rules that coincide with this deduction (court)

D. Sharon v. Comm.
· Court said that it was a new trade or business when getting licensed in another state
E. Should never be able to deduct for law school
F. New trade or business → don’t get a deduction
· Ex.  You get a license in another state
G. Maintaining or sharpening skills

· Usually can deduct
· Ex.  Tax lawyer goes to a workshop in NY to catch up on new law
· Ex.  French teacher gong to France → not deductible
Chapter 19 – Moving: Expenses, Child Care, Legal Expenses, Clothing

H. Moving Expenses

· §217

a. Can deduct if

i. The move is connected w/ commencement of work (employee / self employed)

· Don’t have to be in a trade or business

· 2 Tests

· Distance test – If change employment, must drive 50 miles further than you were driving before to get to work

· Time – 39 / 52 wks → Tp must be a full-time employee in the general location of the new principal place of work for at least 39 weeks during the 12-month period immediately following the move

* Exceptions


-Death

-Lose work and not your fault

b. §217(b)

i. Cost of moving belongings and moving yourself

· A deduction is allowed for the cost of transporting the Tp, other than household members, and household belongings from the old residence to the new one, as well as for the reasonable cost of lodging en route

· Meals do not qualify as moving expenses

· Subject to the reasonableness requirement

I. Child Care Credit

· §21

a. Have to have applicable % x employment expenses for qualified individuals

i. The cost of qualifying services is limited to the Tp’s earned income and in any case, such cost cannot exceed $4800 or $2400 for only 1 dependent

· The tax credit allowed is 30% of this amount if the Tp’s AGI is $10,000 or less

· The credit declines to 20% as AGI increases

· (Notes diagram p39)

J. Legal Expenses

· No code section deals with this so find another code section that deals with deductions → 162, 165, 212, 212(3)

· Ex.  Divorce

· Origin of the Claim Test – If the origin of the claim litigated lies in a personal, as opposed to a business or profit-seeking transaction, the expenses are nondeductible

K. Clothing

· 3 factors court looks at

a. The clothing is a type of specifically required as a condition of employment

b. It is not adaptable to general usage as ordinary clothing (suitable for everyday wear)

c. It is not so worn

· The cost of getting advice on what clothes to buy has been held to be deductible in some cases

XV. Chapter 20 – Hobby Losses

A. §183 

· Tells what you can engage in for profit

· If you get $ from a hobby then you have to pay tax on it, but you can only deduct costs in comparison w/ how much you generated so the net income will be 0

· (2)(b)(1) – (9) → 9 factor test

a. The manner in which the Tp carries on the activity

b. The expertise of the Tp or his advisors

c. The time and effort expended by the Tp in carrying on the activity

d. The expectation that assets used in the activity may appreciate in value

e. The success of the Tp in carrying on other similar or dissimilar activities

f. The Tp’s history of income or losses with respect to the activity

g. The amount of occasional profits, if any, which are earned

h. The financial status of the Tp; and

i. The elements of personal pleasure or recreation

B. Look at Tp’s intent → are they trying to make a profit

XXIII.  Chapter 23 – The Deduction for Taxes

A.  §164 – does not prohibit the deduction of other taxes, just adds these deductible taxes to the list

1. Real Property Tax

a. An ad valorum tax

2. Personal Property

3. (c)

4. (d)

a. When sell real estate the value of the property must be apportioned equally between buyer and seller

C. Who may claim the deduction?

· Only on the party on whom the tax obligation is owed

XXIV.  Chapter 24 – Casualty Losses



A.  §165(c)(3)



B.  Casualty – Fire, storm, shipwreck, or “other casualty” or theft

1. Other casualty – an event that’s like fire, storm or shipwreck

a.  A sudden, unexpected, interrupting physical force





2.  Negligence will not deny you deduction





3.  Can’t have intentional destruction

4.  Theft – will not be assumed b/c it is the most likely explanation for a missing item


a.  Not enough to show only theft

b. Can deduct it in the year you discover it
c. Can’t realize something that you never had → if someone takes it before you realize it → can’t deduct it

D. Ex.  Gradual eroding of land and then the house falls in → casualty loss

E. When the loss is partial you take the difference of the FMV before and after

1. Ex.  FMV before $30,000

       FMV after   $22,000



   $8,000


   A/B  10,000

XXV.  Chapter 25 – Medical Expenses


A.  Personal Expense

1. Generally not deductible

B.  §213

1. Only the extraordinary medical expenses

2. Can’t deduct unless they exceed 7.5% of AGI

3. (b)

a. Cannot deduct for medical care unless a prescription drug or for insulin

4. Skip (c)

5. (d)

a. Has to be related to some specific disease → medical care; general health does not qualify

b. (9) – Cosmetic surgery is no longer deductible unless it is fixing an abnormality or disfigurement

c. Can deduct for transportation

d. Can deduct for lodging in (d)(2)

e. Ex.  A wheelchair, crutches (directly related to medical care) → can deduct under §213

i. Can deduct as long as does not increase the value of home

ii. Ex.  If install an elevator into home → have to show that it is directly related to medical expenses

f. Use of illegal treatments

i. If illegal to use by Federal law, then you can’t deduct

ii. Ex.  Using marijuana in California is legal but illegal

iii. The one performing treatment does not have to be a licensed physician or nurse

· Medical care is not defined by source but treatment

· Still have to show direct relationship between diagnosis and cure for disease

6. Pregnancy is not a disease

7. Ex.  BCP - ?, probably would not be deductible

8. Ex.  Viagra – if impotence, yes it is deductible

9. Regular check-ups are deductible

10. Going to the dentist is deductible

XXVI.  Chapter 26 – Charitable Deductions


A.  §170

1. Get a deduction for gifts to charities – contributions

a. Under Duberstein, a gift in the statutory sense is the proceeds from a detached and disinterested generosity out of affection, respect, admiration, charity or like impulses

b. Requirements to be a gift

i. To or for use of by a qualified charity

ii. Actually paid

iii. Percentage is limited by AGI

iv. Constitute a transfer of money or property made w/ no expectation of a return benefit

c. The burden is generally on the charity

2. To be a qualified broad based charity, you must apply w/ the IRS

a. Requirements

i. Not pressing apolitical agenda

b. Church is a qualified organization

3. Paid

a. A contribution is made at the time delivery is effected

b. If a check it must clear in a reasonable time

4. % Limitations

a. Cannot deduct an amount equal to more than 50% of AGI

i. Ex.  You have a nun who has taken a vow of poverty who works and gives all of her $ to the church

· Nuns are agents earning $ for the principle (church)

· IRS would tax the church

5. Charities that are qualified

a. Private – focused agenda; 

i. Ex.  Protecting humans from landmines in Afghanistan

ii. Limitation on gifts is 30% but total not more than 50% - that’s all you can deduct

b. Public – broad based public support

i. Limitation on gifts is 50%

B.  Giving services to charities



1.  Can’t deduct something you were never taxed as having

C.  Property

1. Investment property held for more than 1 yr.

2. Ex.  Property with FMV 100

A/B       10

a. Only taxed on your FMV; if give appreciated property to charity, you can deduct FMV

3. When donate appreciated property ask whether it would be ordinary income or long term capital gain

a. If ordinary income on sale – taxed A/B

i. Long term capital gain property gives to a private charity – deduct basis

ii. If long term capital property and does not further exempt and purpose – limited to basis

b. If Long term Capital Gain – FMV – give to a public charity and it must further the tax exempt purpose

i. Ex.  Does a painting further the purpose of a nursing home if someone gave this expensive painting as a gift to the nursing home

XXVII.  Chapter 27 – Limitations on Deductions


A. To realize a loss, Tp may sell to a third party

1. If sell to a related party, there is a suspicion that the buyer was just holding it in order to later give it back to the seller

2. Congress said that Tp should not be in control

a. Not gong to looking to the motives; if there is a sell between 2 related parties and there is a loss—this is what Congress looks at

B.  §267

1. (b) – Who are related parties

a. Parties are related if family

b. Parties are related if one is in control of the other

2. Ex.  (Notes diagram pg 49)

3. Ex. (Notes diagram on pg 49)

4. Constructive ownership – says when a Tp owns a stock, for example

C.  §265

1. Cannot deduct a cost of procuring an economic benefit that will not be subject to tax

2. This comes up in tax exempt interest

3. Direct evidence

a. Proceeds of loan are directly traceable

b. Collateral to secure a loan

c. Then interest on debt will be disallowed

d. If no direct evidence you will look at other circumstances

D.  §1091 – Wash Sales Rule (not on test)

1. Operates to disallow losses anytime the Tp sells a security and then acquires a substantially identical security or stock w/I a period beginning 30 days before the date of the sale and ending 30 days after such sale

a. (Notes diagram Pg 50)

b. Compare multiple buys and multiple sales in ay way in which it will produce a loss

c. You are left in the same financial standpoint that you were in the beginning (substantially identical)

d. Does not apply if you are a dealer in securities

2.  Only applies to losses

XXVIII.  Chapter 28 – Cash Method Accounting


A.  When must a Tp report income or entitled to take a deduction

1. Depends on Tp’s method of accounting

B.  2 methods of accounting

1. Cash
a. Report income when received
i. Receipt may be actual / constructive

· Actual receipt - $, FMV of property → property is equivalent to cash b/c you can measure accession to wealth promissory note (some courts say the receipt of the note is an immediate benefit

· Constructive Receipt – Tp cannot be allowed to refuse receipt if refuse and you have business related consequences, then it is o.k.; otherwise Tp has to take it b/c they have it under control and right; if there is a business situation present, then they can refuse (563)

· If Tp has right and control then there has been a receipt and they cannot defer paying taxes

b. Can deduct an item when paid
i. Payment may be actual – not constructive

2. Accrual

a. Report income when all events have occurred which fix the right and the amount can be determined w/ reasonable certainty
b. Can deduct when all events occur which can fix the obligation and can occur w/ reasonable certainty
C.  Rev. Rule 60-31
1.  A mere naked K right will be deemed to have no FMV, but if you secure it then it could get value → b/c it is fully secure and nothing is preventing the $ from being paid to TP



D.  Rev. Rule 78-39
1. Payment by credit card constitutes payment when the credit card is used

2. The merchant gets the cash immediately and it is treated as a loan to the Tp

3. If you don’t pay credit card you can still deduct it b/c the payment still gets paid by credit card company

F. Grynberg
1. 3 part test

a.  Paid

c. Substantial business reason for making the prepayment in the year in which it was made

d. Prepayment does not cause a distortion in the Tp’s taxable income in the year of prepayment

2.   Most courts follow the 1-year rule

G. Every Tp must use this one accounting method that clearly reflects income §446(b)
1.  If it is not done correctly by Tp then under §446(b) the IRS can change the accounting method that Tp used

2.  Once Tp has chosen a method they cannot later change it w/o the permission of the IRS

3. Any change in treatment will amount to a change in the accounting method

4. The Cash method is used for simplicity

a. The IRS never attack the cash method

5. Ex.  A person who sales inventory must report taxes on the accrual method

a. Tp has to add in all accounts receivable even if the purchaser has not paid you yet for that year

b. You can subtract accounts payable

c. If account payable are more than accounts receivable then you can take the deduction

d. Usually does not happen this way

6. (d)

7. (e)

8. (f)

a. IRS has issued regs that if you voluntarily come forward, then in the year you changed the IRS will allow you to pay in installments

XXIX.  Chapter 29 – Accrual Method Accounting


A.  Accrual Method – “All events test”


B.  AAA case



1.  The services that will be used over several years

a.  You can’t assume that the benefits will be used proportionately over the years of the membership; the member may use some in the first year, none in the second year and some in the 3rd year


C.  Can’t take a deduction until you have substantially performed




1.  §461(h)


D.  Rev. Proc.
1.  Can defer inclusion of GI if payments are for services in one taxable year for services to be performed by the end of the next succeeding year

E.  Ex.  A Tp lawyer who was a cash method accounting, is retained in December and will provide services ending sometime in the following year, may he defer paying tax on it → No


F.  Inventory Accounting




1.  §471

a.  If inventory is a material income factory you must use the accrual method of accounting

i.  If it accounts for 15% of income then it is material

2. (Notes on pg 56)

H. Process

1. Ask When

2. Decide cash or accrual method

3. The Tp chooses the accounting method, but it must clearly reflect income

a.  Tp cannot make a change in the method w/o getting permission from the IRS

b. If doing it in a bad method and want tot change to a better one, still have to get permission

I. Prepayment – whenever a Tp receives income then it is taxable then

J. Deferral of prepaid income

1.  One of the basics of the accrual method is matching

a. W/I accounting period you should match income and the related expense to get your profit

b. Income

- Expenses

= profit

c. You defer the income to match it w/ the expense

i. You have to recognize he income when you defer it

d. Tp must show that by deferring income then there will be proper matching

K. Prepaid expenses

1.  First, look to specific code section for deduction

2. If payment gets you back a benefit that will last you beyond that tax year, then you should get that benefit

3. If expenses will not last beyond the next following year → then you are allowed to deduct it in your current 

L. Premature accrual – the accrual of items of income or deductions before the appropriate moment; accruals before the economic performance requirements are met

1.  If apply the all events test, then it will allow you to accrue expenses that will not occur for a long time

M. Contested Liabilities

1.  A deduction allowed to Tp for payments made but which may be returned in later years b/c of a contest

2. §461

3. The fact that you are contesting it will not stop you from having to pay it

4. Cash method → pays it anyway and gets deduction

5. Accrual method → cannot take deduction unless they pay it

XXX. Chapter 30 – Annual Accounting

A.  To determine GI you must do it in a year’s time → tax year

B.  §441 → Tp’s taxable year

1.  Tp’s can adopt → calendar year, fiscal year, and 52 / 53 week year

a. Calendar year – ends on Dec. 31st (d)

b. Fiscal Year – ends at the end of any month but not December (e)

c. 52 / 53 week year – (f); if you want your year to end a certain day every year; some years it will be 52 weeks and some years it will be 53 weeks

2. (g) If Tp does not keep books and is not on a particular year, then they are on the calendar year

a.  The default year is Calendar year
3. Everyone has to use calendar year unless you apply to IRS to change and it has to be for business purposes

4. Business purpose for fiscal year

a.  CPA

b.  Seasonal – unnatural business year

c.  If your natural business is seasonal then you have a natural business year and can use fiscal year

d.  Fiscal year is available to C corp. (not a S corp.; a separate Tp can adopt any year they want)



C.  Burnet



1.  §172

a. You an take a loss and carry it back to 2 preceding tax years or carry it forward 20 tax years

b. Only applies to business losses; if it does not have anything to do w/ a trade or business then you can’t deduct it

c. If carry it back you cannot choose the 2 years; go to the second proceeding year then first (diagram pg 59)

d. You can get back and then go forward but you can’t go forward and then go back

D.  Tax Benefit Rule
1.  If you take a deduction in a prior year and you have a recovery in the current year, your recovery is income to the extent of your prior tax

2. Applies transactionally – you might have to look at prior transactions to determine the current one

3. If Tp makes a charitable deduction in prior year, you must take that deduction in the current year

4. §111

a. Statutory tax benefit rule

b. (diagram pg 60)

E.  Claim of Right Doctrine

1.  (Diagram pg 60)

2. Tp receives income under claim of right

3. Prior year where an error occurs and current year where it is fixed

4. Both deal w/ applying a transactional approach in an annual accounting situation

5. §1341 – statutory claim of right 

a. If Tp was required to report income in prior year and in the current year Tp has to pay that amount, Tp has 2 reliefs

i. Deduction in current year OR

ii. Credit in current year for tax paid in prior year

b. For 1341 to apply b/c an amount appeared in the prior year and the Tp held it in a claim of right

c. Amount has to be more than $3000

d. Has to appear that you are entitled to keep the $

i. If you come by the $ unlawfully then you don’t have the claim of right

XXXI. Chapter 31 – Capital Gains & Losses



A.  Timing, Splitting, and Character




1.  Timing – accounting - when



B.  Character




1.  All income / deductions have a character

2.Capital

a. Long term

b. Short term

c. Gains

i. Want long term gains

ii. 20% max

iii. Short term gains – no benefit and ordinary; 39.6% max

d. Losses

i. Long term losses – limited 

· 1st deduct in full ag. Capital gains

· 2nd plus up to $3000 / year in ordinary income

ii. Capital losses can offset capital gains

iii. Unlimited carry forward – retains character as long term or short term

iv. You want to take a loss in the same year as a gain

C.  (Diagram pg 62)




1.  The dividing lien between gains and loss is 1 year

2. 1st separate into gains and losses

3. 2nd add up to get net

4. 3rd if have a gain or loss on both sides then you net again; they have to be different

a. If they come up the same on both sides then you don’t net anymore

5. 4th If not LT gain – multiply by 20% = tax; if ST gain put it under ordinary

6. Losses

D.  Capital Gains


1.  §1(b) – max tax rate = 20% but not equal to ordinary rate

a. 20% on the net capital gain

b. The tax on capital gains will never be more than the tax on ordinary income

2. §1222 (11) – definition (614)

3. §1222 (7) – net LT capital gain

4. §1222 (3) – LT capital gain = gain from

a. No statutory definition other than

i. Trade account receivable

ii. Inventory

iii. Depreciable property – 167 / 168

b. Capital asset - §1221 – “property” – not a mere naked right of ordinary income

c. Held more than 1 year - §1223

i. If held for less than a year it is short term capital gain or loss

ii. Short term / Long term

iii. Starts at the date you acquire property and ends the date you sell it

· Ex.  1-15-01 → 1-16-02 = 1 year

· Ex. 1-15-01 → 1-17-02 = more than 1 year

iv. Can acquire property in different ways

· Gift, inheritance

· The holding period basis can carry over to the purchaser from the buyer → gift

· If you inherit the property form someone, you are deemed to have had it more than one year

5. History overview

a. Reasons for preferential treatment

i. Get special treatment b/c it represents the gain accrued over many years

ii. If hold a capital asset for more than 1 yr. You are entitled to the special treatment

iii. The capital gain system benefits the wealthy only, who can afford to hold assets

D.  Judicially established limits on capital asset definitions

1.  Futures – buying something ahead of time at a fixed price

a. Ex.  Corn futures – purchasing corn before it is planted

2. Can never have a capital gain w/ a transaction that is a part of your everyday business

3. If something is a substitute for inventory, it should be treated like inventory

4. Anytime receive a payment that would be a substitute for ordinary income, then it should be taxed as ordinary income

E.  Sale or Exchange vs. Mere Extinguishment

1.  A sale or exchange – the thing sold must survive the transaction; if it is merely extinguished, then not a sale or exchange

F.  Arrowsmith Rule



1.  Liquidation of a Corp. (§331)

a. Tax purposes – all assets come out in exchange for stock

b. §1001 = amt. real. – A/B = real. gain or loss (amt)

2. Sell of a stock was an exchange §331

3. Capital asset

4. Was held for more than 1 yr.

5. Was a long term capital gain

6. When have to determine character of a transaction of a certain year, it might be proper to look back at other transaction of previous years = Arrowsmith Doctrine

G.  Bynum v. Comm.
1.  Ex.  Tp buys a farm and holds it for more than 1 year and then sells it at a profit

a. Decide if sale or exchange*

b. Decide if a capital asset

i. Trade accounts receivable

ii. Inventory or 

iii. Depreciable property 167 / 168

c. Was it held for more than 1 year*

d. Then it is capital gain

2.  §1237



H.  A life estate is property

1.  If they sell life estate it is not capital gain b/c it is a mere naked rights of ordinary income



I.  The vast majority of a capital gains will be in the 20% group
J.  §1001 tells us how to handle an accession to wealth when there is a “sale or other disposition” of property

1.  A “sale or exchange” of capital gains is less than the “sale or other disposition”
XXXII.  Chapter 32 – Quasi Capital Assets Section 1231



A.  To have a capital gain or loss, have to have





1.  Sale or exchange





2.  Capital asset – “property” other than

a. Trade AIR

b. Inventory

c. Depreciable Property and land held for use in a trade  / business

3. Held more than or less than or equal to 1 year

B.  §1231 – quasi capital asset

1.  Not really capital assets if you have a gain but treated as an ordinary asset if you have a loss

2. (Diagram pg 67)



C.  §1245 – personal property and §1250 - realty





1.  (Diagram pg 67)

D.  Can only take straight-line depreciation on real estate; you take accelerated on personal property



E.  §1231 gains are taxed as LT gains




1.  (Diagram pg 67)




2.  To be a §1231 assets have to hold it more than one year



F.  Other §1231 assets




1.  Cattle




2.  Coal




3.  Horses

XXXIII.  Chapter 33 – Recapture of Depreciation


A.  B/c depreciation was an ordinary deduction, when you sell that gain represents the fact that you took too much depreciation; part of the gain recaptured is ordinary income


B.  Recapture of all depreciation on personal property - §1245


C.  Recapture all depreciation you would have had if you had used straight line - §1250


D.  Unrecaptured section §1250 gain – don’t have to recapture the straight line amount


E.  §1245 and §1250 only applies to gains


F.  §1239




1.  (Diagram pg 68)

a. Can’t depreciate any the next year

b. If sale the property to a corp. that Tp owns and control trying to get a stepped-up basis → 1239 won’t allow

c. Whenever there is a sell of property between related parties then no capital gain

2.  (Diagram pg 68)

3.  Only applies on the sell of depreciable property between related parties

XXXIV.  Chapter 34 – Assignment of Income 



A.  Splitting - WHO



B.  Joint income tax return




1.  Combine both income




2.  Divide it by 2 to determine tax on 1/2




3.  Then multiply by 2 to get tax on whole

a. Splitting and dragging income from a higher bracket to a lower bracket

4.  Who are Tps – 3 types

a. Individual

b. Corps.

c. Fiduciary, estates, and trusts

5.  Binding K

6.  “Fruit and Tree” metaphor

a. Cannot attribute fruit to a different tree, it will only be taxed to the tree it grows on

b. Income will be taxed to the one who earns it
c. Cannot use an anticipatory arrangement to divert it from the person who earned it

a.  §1 (14)

i.  “Of” – connotes ownership; the person who earns it owns it

ii. For ownership, look to state law

iii. Tax will be imposed on the person who rendered the service

C.  Helvering v. Hurst
1.  Income from property will be taxed to the owner of property

a. Still use fruit and tree metaphor

i. Bond = tree and the interest coupons are the fruit

2.  If parent gave entire bond to child, then the child would be taxed, but b/c parent only gave child interest coupons and parent still owns bond → parent pays tax

3.  Cannot transfer a mere naked right to receive income, you have to transfer the entire “tree”

4.  Ex.  Parent transfers interest coupons to child #1 and the bond to child #2, who is taxed

a. When parent retains bond and gives coupons to #1, then the parent retained bond and enjoyed the privilege of deciding who would enjoy bond and #2 when he got the bond did not enjoy anything and did not enjoy an accession to wealth like child #1, so child #1 is taxed; child #2 never got an accession to wealth

D.  Tp should report income when he receives it

E.  Helvering v. Eubanks
1. The owner of the income is taxed

2. Income from services

a. The person who performs the services is the person to be taxed

b. Taxable as income of the assigner in the year when paid

3.  Dissent

a. 3 cases (diagram 71)

i. Who is Tp; look to state law to determine ownership

i. Who is Tp

ii. A patent is the tree, so Tp is the Tp

iii. Look to see if services or property

iv. A tree has to be a substantial durable interest in property; a life estate is a mere K right is not property

v. Tp is child

4. Putting something in a trust does not make it a tree
F.  Salvator v. Comm


1.  Who (services or property) → “Owner” → State law

2.  The Fruit will be attributed to the owner of the true, when it produced the fruit
XXXV.  Chapter 35 – Kiddie Tax



A.  Splitting

B.  Assume that if a child under 14 has unearned income, the assumption is that the unearned income would be assigned

1.  Every child under 14 will be taxed for their unearned income and it will be taxed as part of their parent’s income

C.  Eliminates the parents trying to split the tax w/ their children

D.  Only applies to unearned income

1.  Dividends

2. Royalties, etc.

XXXVI.  Chapter 36 – Interest Free or Below Market Loans



A.  §7872




1.  Require that interest be imputed




2.  Applies to any below market loan




3.  The market interest rate is published




4.  Ex. (diagram pg 73)




5.  Gift loan – Ex. Parent lends $ to child





a.  (Diagram 73)




6.  Corporation – shareholder loans




7.  Compensation – related loans → employee / employer

XXXVII.  Chapter 37 – Tax Consequences of Divorce



A.  Payments made in a divorce




1.  Child support – not a deductible expense, never income




2.  Alimony

a. Deductible to person who makes payment

b. Supposed to be equal periodic payments

i. For the 1st 3 years the payments shouldn’t vary more than $15,000, if they do vary then you have to recapture the payments

ii. (Diagram pg 75)

· B/c there is a $35,000 excess reduction, payor is not going to get to deduct $50,000; payee gets a deduction in year 3 for $35,000

iii. (Diagram 75)

iv. (Diagram 75)

· Only look at years 3 and then do look back

c. Income to the one who receives it

d. Characterization by the parties is allowed

i. Let parties decide how they want tax consequences to flow

· The way most do it → the one receiving is taxed and the one giving is deducted

3.  Property settlement


a.  Not deductible

e. Not income

f. §1041 (598)

i. Any property between ex-spouses that is incident to divorce is a gift and not a taxable event

· “Incident to divorce” – such transfer occurs w/I 1 year after the date on which the marriage ceases or is related to the cessation of the marriage

ii. Where there is any type of transfer of property, it is treated as a gift

g. Ex (diagram 76)

4.  §71


a.  Alimony 

i. Has to be paid in cash

ii. Under a divorce or separated instrument

iii. Not designated as a property division

iv. Terminates on death of payee

b. Property Settlement

i. Payable after death

c. (c) – Payments to child support

d. If ex-spouse is supposed to pay alimony and child support in one month, if he only makes one payment, then it will go to child support → has preference

5.  Could get your alimony up front – front loading


a.  Can’t do this

b Reason to do it is to get around the risk that payee might die



D.  §215 (202)

1.  There shall be allowed as deductions equal to alimony payment, but can only be deductible if alimony is §71

2.  If you are married Dec. 31 at midnight, then you are married for the year for tax purposes



E.  Dependency exemption (diagram 76)




1.  §151 – who is a dependent

2.  The parent who has physical custody of the child for more days gets the exemption

a.  Ex-spouses has to make an agreement about who takes the exemption

b.  If they don’t come to an agreement then this parent gets it 



F.  Head of Household




1.  §1





a.  (a)





b.  Figure out tax to pay based on your filing status

2.  A person who is unmarried and has dependents living in household (includes widows, widower, and divorcees)

a.  Exception – if a surviving spouse then cannot be head of household 3 years after death of spouse b/c they can still file a joint return which benefits both



G.  Alimony Trusts

1.  §682 – if you set up a trust for alimony then it is gong to be taxed to the payee spouse

a.  Ex.  If payor spouse put property in alimony trust and it earned income then the payee would be taxed on it; to payor does not get deduction b/c the income earned was not there, it was the payee; can’t deduct anything you never had



H.  Legal Expenses

1.  If the origin for legal expense is personal then you cannot deduct

XXXVIII.  Chapter 38 – Nonrecourse debt: Basis and Amount realized revisited



A.  Tax shelter – tax $ going in is grater than the tax $ going

1.  An arrangement where Tp gets more in cash savings than the amount they have to pay out in tax for investment

B.  Nonrecourse Debt – The lender has agreed that the borrower has no money and so the only recourse is to foreclose on the property


1.  A foreclosure sale is a sale or other disposition by you

2.  Acquisition price includes nonrecourse debt (included in basis)


3.  Purchase price can never exceed FMV

C.  Tufts v. Comm.

1.  When you walk away from a debt you are relieved form it

a.  Your amount realized will include the amount of the debt



D.  Elimination on Tax Shelters




1.  §465 – at risk rules

a.  Cannot claim deductions grater than the amount you are at risk

i.  Caps the deduction you can take at the amount at which you are at risk



E.  Contingent Debt




1.  Contingent liability cannot be added to basis
a.  Ex.  If you buy a business and the workers are currently striking

b.  Ex.  You buy a piece of land that is polluted

XXXIX.  Chapter 39 – Like Kind Exchange

A.  If exchange qualifies as a nontaxable exchange, then you can defer the recognition of the gain according to Congress


1.   The recognition of the exchange is avoided until another time


2.  §1031 – “like kind”



a.  Tp has not changed their relationship to the investment



b.  Applies to gains and losses



c.  If requirements are met, then this section applies



d.  Property received must be of “like kind”




i.  Look to the nature / character of the property

ii.  Ex.  Any real estate for any other real estate is for like kind

iii.  Ex.  Personal realty for personal realty is like kind

iv.  If Tp exchanges a like kind property for another like kind property and then trades the property w/ a corp. for stock has not acquired the property

3.  Realized gain / loss – recognized gain / loss = unrecognized gain / loss
a.  Unrecognized gain / loss → although it may be realized, it was not recognized

4. (Diagram 80)

5. (Diagram 80)

6. (Diagram 81)

7. (Diagram 81)

8. (Diagram 81)

9. Three party / triangular exchange
a. Client has to find another property he wants and a buyer that owns that property and wants your property

b. If client wants property, other wants $, and buyer (diagram 82)

i. Buyer buys property from her and gets other $ and then buyer buys client’s property and client buys other’s property from buyer

c. (Diagram 82)

i. There are professional exchange companies

ii. This is a safe transaction

10. (Diagram 83)

a. §1031(a)(3) – “Delayed 1031 Exchange” – anti starker rule; an have a delayed exchange but

i. Must identify replacement property w/I 45 days from 1st exchange and
ii. Must receive replacement property w/I 180 days from 1st exchange

b. Can identify up to 3 potential replacement properties

i. Can exchange one large property for several small ones

· Ex.  (Diagram 83)

11. §1031(a)(2) – Exceptions

a. Cannot exchange:

i. Inventory

ii. Securities

12. §1031(c)

a. Can’t recognized loss on the FMV property but can recognize loss on boot property

13. §1031(f)

a. If you exchange a property in with a related person an either party sells w/I 2 years

i. Ex.  (Diagram 84)

· You can’t take a property w/ a low basis and exchange it an the basis will increase

14. Holding period

a. You get to tack the old holding period to the new property if you held old property for more than 1 year

b. §1223(1) – if the basis of the new property is determined by the basis of the old property then you can carryover the holding period

XXXX.  Chapter 40 – Involuntary Conversion



A.  §1033




1.  “Similar” property

2.  The Tp an acquire new property that is similar, if Tp does it in a timely manner then the exchange is tax free

3.  Fire, Storm, Shipwreck – casualty loss and the seizure of property by govt. – show involuntariness

4.  If this section fits then it applies
5.  “Similar” is narrower than “like kind”


a.  Look at Tp’s relationship to property

i.  If relationship is the same between Tp and new property as it was between Tp and converted property

ii. Is Tp using property in similar ways

6. (Diagram 85)

a. You realize some of the gain when the state begins to pay for it

b. The 2 yeas period can be extended

c. After 2 years is up you cannot get an extension – you have to apply for extensions before the 2 years is up

7. (Diagram 85)

XXXXI.  Chapter 41 – Installment Sales



A.  If Tp sells property: (diagram 86)



B.  When should Tp report gains?




1.  Ask what is Tp’s accounting method





a.  Cash – when received

b.  Accrual – “all events” – report all income in the year of sale



C.  §453

1.  Allows any Tp (whether cash or accrual) to report on the installment method 





a.  You report your gain as you receive payments






i.  (Diagram 86)

ii. If you throw in a mortgage, it reduces the cash that is coming in

D.  Special rules in §453


1. §1245 (diagram 86)

a.  The gain in the year of the sell cannot be less than your recapture amount (§453)

2.  Any disposition of an installment obligation will trigger an immediate recognition of any deferred income

3.  (Diagram 87)





a.  Relate groups ended up not paying tax

b.  Congress changed this – any disposition of related parties, the 2nd sell has to occur w/I 2 years of first sell it is unlimited for securities

4. The installment method is not available in the case of installment sales of depreciable property between related persons
a. Prevents a stepped up basis from occurring

5. §453 is not available to dealers  → cannot use installment method

a. If a dealer has to received payments by, for example $20 down and $20 / year for 20 years → it makes it difficult for the dealer to finance it

i. Ex.  Car salesman

E.  Installment Sale – any portion of the purchase price will be paid outside of the current year

F.  If Tp proves that it is impossible to determine the amount realized for a sale, then it is an open transaction


1.  Tp recovers basis and cost first


2.  Leave it open to see what is going to turn out


3.  Different payment method

4. If can’t figure out A/B then do the same thing

XXXXII.  Chapter 42 – Sale of Business and Sale - Leasebacks



A.  What kind of business entity are you selling?




1.  If Corp.





a.  Selling assets






i.  Analyze under 1001

ii. Look at each asset and determine gain / loss on each asset

b. Selling stock

i. Analyze under 1001

ii. Character is likely to be LTCG

2.  Sale proprietorship


a.  Selling the individual assets

b.  If have a partnership – treat as analogous to owning stock, except §751 Hot assets



i.  Account receivable

ii. Depreciable Property

3.  Buyer’s standpoint


a.  Busy from a corp.



i.  Rather buy assets than stock

4.  Ex.  (Diagram 89)




5.  §197





a.  Seller gets capital gains





b.  Buyer gets 15-year depreciation



B.  Leaseback




1.  Often sales are accompanied by a leaseback





a.  Ex.  (Diagram 89)




2.  A sham transaction is one that is not real
3.  30 years – a sale that is followed by a leaseback for more than 30 years is treated as like kind exchange

XXXXIII.  Chapter 43 – Original Issue Discount



A.  (Diagrams 89)




1.  Instruments issued at a discount and grow in value




2.  Tax the accruing interest as though it were paid

B.  Zero coupon bond – discount bond; no interest payments, you just get face at maturing

XXXXIV.  Chapter 44 – Limitation on tax Shelter



A.  §465 – at risk rule – targeted at preventing tax shelter abuse
1.  Abusive tax shelter – an activity that generates more in tax savings than the Tp invests and this is legal

a.  The Tp benefits more than Congress thinks he / she should

2.  You look at an activity and your loss cannot be greater than the at risk


3.  (944)

B.  Passive activity loss (§469)
1.  Passive activity has a loss you cannot deduct it unless you have gains from passive activity


2.  3 categories of income



a.  Passive activity




i.  Gains




ii.  Losses



b.  Portfolio




i.  Income




ii.  Expense

· Dividend

· Interest

· Rent

· Royalties

c. All others

3.  Passive – a business activity in which you do not actively participate

4.  PIGS – passive income generators

XXXXV.  Chapter 45 – Alternative Minimum Tax §55


A.  Taxable Income




+




+




+




+



________________



= alternative minimum taxable income




- exemption



________________



= Amount base




x rate of amount



________________



= Amount due

1.  Then compare the amount due or the tax due and you pay the one that is greater

2.  Tax preference §56




a.  Depreciation





b.  Medical expenses





c.  Interest deduction

d. Incentive stock options

3.  §57
* Current Events *

I.  Teachers can deduct the personal money they spend on classroom supplies

II.  Employee v. Independent Contractor

A.  Control over details of performance is the determining factor

B.   Independent contractors usually bear expenses and has income

C.   Look at the agreement between the parties

III. IRS has set up 4000 new IRS telephone  #’s for tax assistance

IV. Constructive Dividend – anytime you see a personal benefit and the Tp has income

V. For a Tp to get $ back from the Govt.

A.  Tp has to substantially prevail in litigation

B.  Show that the Govt’s position is substantially unjustified

VI.  IRS has 15 years to collect a tax debt

30 day warn.
90 day warn.   Assessment


A.  IRS collects on the assessment


B.  15 yeas to enforce judgment

· So IRS has 30 yeas to keep you hanging

VII.  A written agreement from an IRS agent does not bind the Govt.


A.  Closing Agreement – the formal and correct agreement to get from the Govt.

B.  Offers in Compromise – The Tp offers to pay less in order to get a complete release; The Tp actually must pay the entire amount but IRS can compromise

1. To pay less than owed, must show doubt as to liability (for some reason you are not liable) and doubt as to collectibility (IRS does not think they can collect it b/c Tp is old or poor)

2. Often not accepted

3. Can submit one and not hear back from IRS for years

4. Filed under penalty and perjury

a. You have to use all of the assets you own and income you expect to receive and expenses you have

VIII.  Tp can say where the payment goes if they owe a lot of taxes


A.  If they do it voluntarily then Tp can determine where to apply payment


B.  If Tp does not specify then IRS will do it for you

IX.  The Govt. has unlimited S/L to collect on a nonfiler

X.  Obesity is a disease and treatment for it is deductible on a medical expense


A.  Same for smoking


B.  Same for Alcoholism


C.  Same for drug addiction

XI.  Cannot fractionalize what you buy

A.  Ex.  When you a truck and tires and all parts can’t be counted as separate – they are all an intricate part of the car

XII. When you bind yourself w/ an IRS agent in one year, does not carryover to other years, and does not bind other agents

XIII.  Accountants and their clients do not have a privilege

XIV.  Can only deduct gambling losses against gambling gains


A.  Have to be in the trade or business

XV.  A bankrupt Tp’s taxes would be an asset and the govt. could take his refund

XVI.  To take a FMV deduction by giving a gift to charity, must give it to a public charity and not a private one

XVII.  If have inventories, then the IRS may make you switch from a cash to an accrual accounting method

XVIII.  Innocent Spouse


A.  No actual knowledge


B.  No reason to know


C.  No Benefit

Exclusions





You don’t go to jail for not filing your taxes but can go to jail for not filing a return





The IRS won’t criminally prosecute a nonfiler who voluntarily comes forward





No gain or profit when you recover for personal injury





If you have the top 3 then there is gross income that can be taxed; next check for any exclusions





Cannot be taxed on something that you have not received





Don’t make a gift of property where there is a built in loss





§71 – specifically included


§101 – specifically excluded





Know a 5-year personal property life for exam





Checklist


1.  Deduction 


	a.  Debt


	b.  Worthless


2.  Amount


3.  Character


	a.  Business


	b.  Nonbusiness


	





Gift to Charity





Meet these requirements if have a capital gain or loss





Don’t worry about





234 in red book





Exam Ques.  What is Tp’s basis in the newly acquired property?





Exam Ques.  What is Tp’s holding period of newly acquired property?





In these cases determine:


sale or disposition of property


Impossible to determine amount





Examples





Tax preference





$45,000 Joint


$33,750 Individual








