Chapter 31 Capital Gains and Losses

Overview (current law)

A.
Approach to Problems involving capital gain and loss

1.
Are the gains and losses all on the sale of capital assets--If YES, you must account for all the assets in the calculation, if NO get rid of the assets that are not.

2.
Are any of the losses not deductible--If NOT, those losses that are not deductible drop out.

3.
Make sure to include personal assests sold for gain--those personal assets that are sold for a loss drop out under #3.

4.
Look to see if there are more gains than losses as an intial matter.  If gains>than losses, then we look at the NCG calculation.  If losses>gains, then we look to loss deduction calculations.
B.
Maximum rates on long term capital gain 

1.
The preferential rates of §1(h) apply only when the taxpayer has net capital gain (do not apply when there is loss)

2.
NCG: NLTCG (LTCG-LTCL) - NSTCL (STCL-STCG), this comes from §1222(11).

a.
NOTE: If there is enough STCL to offset the STCG, then you have dealt with the STCG and it is not taxed at the normal rate.  If there is not enough STCL to offset the STCG, the STCG must be taxed at the normal rate.

3.
Capital Asset (1221 (a)): Defined by exclusion, the term “capital asset” means property held by the taxpayer (whether or not connected with his business) but does not include:



(1) inventory


(2) property used in the trade or business, of a character which is subject to the allowance for depreciation in section 167 or real property used in his trade or business


(3) a copyright, literary, musical, or artistic composition, letter of memo, or similar property


(4) account or notes receivable acquired in the normal course of business


(5) a publication of the US government


(6) any commodities derivative financial instrument held by a commodities derivative dealer


(7) supplies of a type regularly used or consumed by the taxpayer in the ordinary course a trade or business of the taxpayer

C.
Components of Net Capital Gain: 28% Rate Gain; Unrecaptured Section 1250 Gain; and Adjusted Net Captial Gain

1.
Under the current §1(h), the maximum capital gain rate on net capital gain will vary depending upon the nature of the assets giving rise to the long-term capital gains.  In no event, however, will the maximum rate of tax on any long-term capital gains exceed 28%.

2.
To compute tax on taxpayer’s NCG: One must first determine the extent, if any, to which NCG is made up of either 28% gain or unrecaptured section 1250 gain.  Any NCG remaining after being separated from these two categories is ANCG and is taxed at the most preferential rate of 20%.

3.
28 Percent Collectibles Gain: That part, if any of the taxpayer’s NCG which is characterized as 28% gain will be taxed at the rate of 28%.

a.
Preferential treatment: Only subject to preferential treatment if the taxpayer is in a tax bracket higher than 28%.  For example, if a taxpayer is in the 15% bracket, the taxpayer’s 28% gain would be subject to a tax of 15% just as in the case of the taxpayer’s ordinary income.

b.
28% Rate Gain (§1(h)(5)): Collectibles gain - short term capital loss

c.
Example: Mary is a taxpayer in the 39.6% bracket.  During the current year, she realizes $5,000 long-term capital gain on the sale of some antique furniture and $10,000 in long-term capital gain from a work of art she held for three years.  In this case, Mary would have $15,000 of 28% gain, which would be taxed at 28%.  Mary’s ordinary income is taxed at the rate of 39.6%.

4.
Unrecaptured Section 1250 Gain: Subject to the maximum tax rate of 25% (§1(h)(1)(D).  In general, the section 1250 gain is the long-term capital gain attributable to depreciation allowed with respect to real estate held for more than a year (§1(h)(7)).  Do not need to know the details for the exam.

5.
ANCG: 20% and 10% Rates

a.
NCG reduced by the taxpayer’s 28% rate gain (also 1250 gain but we do not need to know for the exam) = ANCG.  ANCG is subject to a maximum tax rate of 20%.

b.
ANCG is accorded preferential treatment no matter what bracket the taxpayer is in.  If the taxpayer is in the 15% bracket, the ANCG will be taxed at a maximum rate of 10%.

c.
Example: X and Y, married taxpayers filing jointly, have $66,000 of taxable income made up of $36,000 of ordinary income and $30,000 of long-term capital gain.  For purposes of this example, assume that for taxpayers filing jointly, the first $40,000 of taxable income is taxed at 15% and amounts of income in excess of $40,000 are taxed at 28%.  The taxpayers have $30,000 of long-term capital gain, none of which is 28% gain.  Their ANCG = $30,000.  The taxpayer’s liability will be computed as follows:

i.
The ordinary income ($36,000) will be taxed at the ordinary rate of 15%.  Because the 15% tax covers income up to 15%, the taxpayer’s would have $4,000 of the long-term capital gain taxed at 15% if it were not for the special rules of §1(h).

ii.
Since all the NCG constitutes ANCG, this $4,000 will be taxed at 10% instead of 15%.  The remaining $26,000 of ANCG will be taxed at 20% instead of 28% (§1(h)(c)).

D.
Attribution of Capital Losses Included in the Computation of NCG

1.
Initially: In NCG computation, STCL are offset against STCG and it is only the excess STCL’s which must be attributed to one of the categories of LTCG.

2.
Attributing LTCL and NSTCL among multiple categories of LTCG
a.
Example 1 -- Allocating a NSTCL among multiple categories of LTCG: Taxpayer in 39.6% bracket has a total of $15,000 of LTCG.  That gain represents the aggregate of $9,000 of LTCG from the sale of stock held for more than a year and $6,000 of LTCG from the sale of antiques held for many years.  Also, TP has a $5,000 NSTCL for the year.


i.
NCG = $10,000 (NLTCG - NSTCL)

ii.
Note that we have some 20% gain in the NLTCG and some 28% gains.  To which of these gains will the $5,000 of NSTCL be allocated? §1(h)(5) clearly provides that NSTCL under these circumstances will first be applied to 28% gain, and only to the extent that the amount of 28% gain is less than NSTCL will the NSTCL be attributable from the gain on the sale of stock.

iii.
28% gain under §1(h)(5): $6,000 - $5,000 (NSTCL) = $1,000 which will be taxed at 28%.

iv.
ANCG: $10,000 (NCG) - $1,000 (28% gain) = $9,000 which will be taxed at 20%

v.
This treatment of the NSTCL is very favorable to the TP because it maximizes the amount of long-term capital gain taxed at 20%

b.
Example 2 -- Allocating Collectibles Loss (LTCL) Among Multiple Categories of LTCG: Assume the same facts as Example 1 except that instead of $5,000 NSTCL, the TP has $5,000 LTCL on the sale of artwork held for more than a year.

i.
NCG = $10,000 (NLTCG (LTCG ($15,000) - (LTCL ($5,000)) - NSTCL ($0)

ii.
The issue is to which category of LTCG the LTCL will be attributed.

iii.
§1(h)(5): requires that the $5,000 of LTCL be allocated to the 28% gain since it is a collectibles loss.

iv.
28% gain: $1,000 ($6,000 LTCG on collectibles - $5,000 LTCL on collectibles), taxed at 28%

v.
ANCG = $9,000 ($10,000 NCG - $1,000 28% gain), so $9,000 taxed at 20%.

c.
Example 3 -- Allocating other LTCL Among Multiple Categories of LTCG: Same facts as example 2 except that the $5,000 LTCL is a result of the sale of stock held for more than one year.


i.
NCG = $10,000

ii.
The $5,000 of LTCL will not be attributed to the 28% gain since the loss in this case did not arise from the sale of assets which would have produced 28% gain.

iii.
28% gain = $6,000, taxed at 28%

iv.
ANCG: $10,000 (NCG) - $6,000 (28% gain) = $4,000 taxed at 20%.

E.
Limitation on the Deduction of Capital Losses (§1211(b), above the line)

1.
§1211(b): Capital losses may be deducted dollar for dollar to the extent of capital gains.  It make no difference under section 1211 whether the capital gains and losses are short term or long term.

2.
Statutory language: (b) in the case of a taxpayer other than a corporation, losses from the sale of capital assets or exchange of capital assets shall be allowed only to the extent of the gains from sale or exchange of such assets, plus (if losses exceed gains) the lower of:



(1) $3,000, or (offset against ordinary income)



(2) the excess of such losses over gains (must be less than $3,000)

3.
§1212(b): Capital losses which a taxpayer could not deduct because of the §1211(b) limitation, may be carried over to the next year.

F.
Sale or Exchange of Capital Asset Requirement (§1222 refers to sale or exchange in all subsections)


1.
Only gains or losses from the sale or exchange of capital assets will be treated as capital gains or losses.

2.
Ordinary case is easy, but there are some weird things considered a sale or exchange of a capital asset:

a.
Bequest of appreciated property constituted a sale or exchange (Kenan)

b.
Taxpayer’s loss resulting from the abandonment of unimproved real estate subject to a non-recourse mortgage exceeding the market value was a capital loss (Yarbro)

c.
Tax forfeiture constituted a sale or exchange

d.
Involuntary foreclosure of real estate satisfied the sale or exchange requirement and thus resulted in a capital loss rather than an ordinary loss

Chapter 37 Tax Consequences of Divorce

Overview

A.
Alimony General Requirements

1.
The payment must be in cash (§71(b)(1))

2.
The payment must be received by or on behalf of the spouse or former spouse (§71(b)(1)(A))

3.
The payment must be made under a divorce or separation instrument

4.
The cash payment must not be designated as one that is excludable from gross income of the recipient and nondeductible to the payor (b)(1)(B).

5.
If the spouses are legally separated under a decree of divorce or separate maintenance, they must not be members of the same household at the time the payment is made (b)(1)(C).

6.
The payor/spouse must have no obligation to make payments for any period after the death of the payee spouse (b)(1)(D).

B.
Alimony Deduction
1.
G/R (§215 (a)): In the case of an individual, there shall be allowed as a deduction an amount equal to the alimony or separate maintenance payments paid during such individual’s taxable year.

2.
Alimony or separate maintenance payments defined: For the purposes of this section, the term “alimony or separate maintenance a payment” means any alimony or separate maintenance payment (as defined in section 71(b)) which is includible in the gross income of the recipient.

C.
Child Support: In addition to satisfying the requirements described above, cash payments must also avoid classification as child support in order to qualify as alimony (§71(c))

1.
Child support payments, of course, merely reflect pre-existing parental support responsibilities for which the code grants no deduction.  Thus, a payment fixed as child support by the divorce or separation instrument is not alimony (§71(c)(1)) 


2.
Contingency Agreements (71(c)(2)(A)): 

(c)(2) For the purposes of (1), if any amount specified in the instrument will be reduced 

(A) on the happening of a contingency specified in the instrument relating to a child (such as attaining a specified age, marrying, dying, leaving school, etc.), or 

(B) at a time which can clearly be associated with a contingency of the kind specified in (A), 

an amount equal to the amount of such reduction will be treated as an amount fixed as payable for the support of children of the payor spouse.

Cases

A.
Hoover v. Commissioner

1.
Issue: Seems more like a property settlement than alimony payments because of the fact that the Hoovers took out the language regarding termination of the payments upon death and the surrounding facts indicated that Mr. Hoover was to continue making payments until all the alimony has been paid in full.

2.
Holding: Tax court held that these were not alimony payments.  You do not have to explicitly state in the agreement that payments stop at death, b/c you want to allow state law to save the agreement when silent.  

3.
State Law: If the payment is for a sum-certain, or not based on some contingency (such as death of the spouse), then it is not alimony.  Where there is a sum-certain (e.g., $521,641), it must be paid to the estate even after the death of the spouse and it is not an alimony payment.  Rather it is a property settlement.

B.
Webb v. Commissioner: The tax court applied §71(b)(1)(D) to deny alimony characterization to a cash payment that an ex-husband made to his ex-wife pursuant to the separation agreement.  Under the agreement, he specifically agreed to pay her a lump sum payment of $200,000 and an additional $15,000 to enable her to purchase an automobile.  In another part of the agreement, entitled “maintenance,” he agreed to pay her $40,000 per year for five years.  The maintenance payments were to cease on the death of either party.  Simultaneously with the execution of the agreement, the husband paid the wife $215,000.  The tax court held that this was not alimony because it created a liability which would not have terminated upon the wife’s death.

C.
Revenue Ruling 67-420 [Taylor Case]: joint tenancy situation (meaning that each person must contribute ½, and if one person makes all the payments, he can get the ½ the other person owes through contribution

1.
Divorce agreement: husband waives the right of contribution under the divorce decree, so the payee spouse is getting an economic benefit when the payor spouse makes entire payment each month.  The payor spouse can deduct the ½ paid for the other spouse each month as alimony.

2.
Waiver: As the husband has waived the right to contribution under the divorce decree, the wife is completely relieved of any liability for the mortgage payments.  The wife has received income under the general principles laid down in Old Colony Trust.

Notes

A.
Overall thoughts: The taxpayer wants the transaction to be treated as alimony so he can take the deduction.  Tax consequences will almost always have an effect on the settlement negotiations of divorce.

B.
Shifting income as alimony: The payee spouse will likely pay less tax on the alimony than the payor spouse would pay on the same income b/c she is likely in a lower tax bracket.  So in negotiations, the payor spouse will be willing to pay more to the payee spouse b/c she has less tax consequences.  Overall, there will be more money for the two people (b/c the payor gets the deduction at the higher rate and the payor is taxed at the lower rate) by classifying the payments as alimony, and less money for the IRS.


C.
Do not need a legally enforceable agreement §1.71-1(b)(2): Alimony payments are includible in a wife’s gross income whether or not the agreement is a legally enforceable instrument.

D.
Regulations Q & A

1.
§1.71-1T(b) -- Q & A 6 (specific requirements): May payments of cash to a third party on behalf of a spouse qualify as alimony or separate maintenance payments if the payments are pursuant to the terms of a divorce or separation instrument?

A: Yes, assuming all other requirements are satisfied, a payment of cash by the payor to a third party under the terms of the divorce or separation instrument will qualify as a payment of cash which is received on behalf of a spouse.

Examples: Payments of rent, mortgage, tax, or tuition liabilities of the payee spouse qualify.  Any payments made by the payor spouse to maintain property owned by him, but used by the payee spouse are not alimony payments.

2.
§1.71-1T(c) -- Q & A 18 (child support payments): When will a payment be treated as to be reduced at a time which can clearly be associated with the happening of a contingency relating to a child of the payor?

A: There are two situations in which payments that would otherwise qualify as alimony will be presumed to be reduced at a time clearly associated with the happening of a contingency related to the child of the payor.

a.
Situation 1: Where the payments are to be reduced not more than 6 months before or after the date the child is to attain the age of 18, 21, or local majority.

b.
Situation 2: Where the payments are to be reduced on two or more occasions which occur not more than one year before or after a different child of the payor spouse attains a certain age between the ages of 18 and 24.  The certain age must be the same for each such child (for example, in year 4 Billy turns 18 and the payments are reduced, then in year 7 Sam turns 18 and the payments are reduced again).

c.
Rebutting the Presumptions: The presumptions may be rebutted by the TP or the service by showing that the time at which the payments are to be reduced was determined independently of any contingencies relating to the children of the payor.

d.
Cessation in Sixth Post-Separation Year: The presumption in the first situation will be rebutted conclusively if the reduction is a complete cessation of alimony during the sixth post-separation year or upon the expiration of a 72 month period.

E.
Dependency Deductions 
1.
§152(e): The child shall be treated, for purposes of (a) as receiving over half of his support during the calendar year from the parent having custody for the greater potion of the year.

2.
§152(a): A dependent means any of the following individuals over half of whose support for the calendar year was received from the taxpayer (e.g., son, daughter, stepson, brother, sister, stepfather, etc. of the TP)

3.
§151(c)(1)(B): An exemption for the exemption amount for each dependent who is a child of the taxpayer and who has not attained the age of 19, or who is a student who has not attained the age of 24.

*KEY: Who is the custodial parent?--->that parent gets the exemption

F.
Filing Status (Head of Household §2(b))


1.
An individual shall be considered the head of household if:



(1) such individual is not married at the close of the taxable year,



(2) is not a surviving spouse, and

(3) maintains as his home a household which constitutes for more than ½ the year the principle place of abode of a son, stepson, daughter, or stepdaughter, or a grandkid of the taxpayer


2.
§1(b): head of household tax table (pg. 14)

G.
Property Transfers (statute says transfers, note that it does not matter whether cash was paid or not for the transfer)

1.
§1041(a): mandates that no gain or loss be recognized on a property transfer b/t spouses or incident to divorce (no gain or loss for the transferor spouse or the transferee spouse)

2.
§1041(b) transferee has transferor’s basis: In the case of any transfer of property described in (a):

(1) the property shall be treated as acquired by the transferee by gift, 

(2) the basis of the transferee in the property shall be the adjusted basis of the transferor

3.
§1041(c)(2) Incident to Divorce: A transfer of property is incident to divorce if such transfer



(1) occurs w/in 1 year after the date on which the marriage ceases, or



(2) is related to the cessation of the marriage

4.
§1.1041-1T(d) -- Q & A 12: Do the rules apply even if the transferred property is subject to liabilities which exceed the adjusted basis of the property?

A: Yes, for example assume A owns property having a fmv of $10,000 and ab of $1,000.  Suppose A takes out a mortgage on the home of $5,000 prior to transfer to B.  B either assumes or takes the mortgage subject to the $5,000 liability.  Under section 1041 A realizes no gain or loss on the transfer and B’s ab is $1,000.

5.
§1.1041-1T(b) -- Q & A 7: When is a transfer of property related to the cessation of marriage?

A: A transfer of property is related to the cessation of marriage if the transfer is pursuant to the divorce or separation instrument, as defined in section 71(b)(2), and the transfer occurs not more than 6 years after the cessation of the marriage.

