Income Taxation I

Chapter One – Introduction
Courts Hearing Tax Disputes
· Tax Court – This court is the only choice for a taxpayer who does not want to first pay his deficiency 

· The individual judge’s decision is reviewed by the chief judge.  If more review is necessary, then the entire court (19 judges) will review this.  This reviewed decision carries more weight 

· The next level of review is the appellate court in the circuit in which the taxpayer decides.

· Golsen – It says that the tax court is bound by the decisions in the circuit 

· The other advantage of choosing the tax court is that tax is their expertise.

· District Court – This is the only choice for a jury.  However, you must first pay the tax. 

· Claims Court – No jury, and taxpayer must pay deficiency first.  

Calculating Taxable Income
Formula
· Gross Income § 61

· Minus Above the Line Deductions §62(a) 

· Equals Adjusted Gross Income
· Minus Standardized deductions OR Itemized deductions (below the line)

· Minus Personal Exemptions
· Equals Taxable Income
Gross Income
· § 61(a) General Definition – except as otherwise provided in this subtitle, gross income means all income from whatever source derived including (but not limited to) the following items:

· (1) Compensation for services, including fees, commissions, fringe benefits, and similar items.

· (2) Gross income derived from business

· (3) Gains derived from dealings in property;

· (4) Interest;

· (5) Rents

· (6) Royalties

· (7) Dividends

· (8) Alimony and separate maintenance payments;

· (9) Annuities

· (11) Income from life insurance and endowment contracts

· (12) Income from discharge of indebtedness

· (13) Distributive share of partnership gross income

· (14) Income in respect of decedent; and 

· (15) Income from an interest in an estate or trust

· § 1.61-1(a) Gross Income – GI is all income form whatever source derived.  GI includes income realized in any form, whether in money, property, or services.  

· § 1.61-2(a) Compensation for Services – This states several sources of income including, wages, salaries, tips, commissions, bonuses, etc. (Note – you can’t assign income).

· Problem 3 – Cash basis accounting.  When you refuse to accept payment you have constructively received it and must pay it.  The key is if the person has offered to pay.  

· Problem 9 – Imputed Income: It is the benefit you get form providing services for yourself, or the benefit you get from owning property but are using it for free

· The tax code does not include this.  It is hard to enforce and hard to administer.  

· § 1.61-2(d) 
· (1) Compensation paid other than in cash – If compensation is paid for in the form of property or other services, the FMV of that property or those services is income.  If a certain price for such exchange is stipulated, then it will be presumed to be the FMV.  See § 83 (pg 83)
· (2) Property transferred to employee – If property is transferred by an employer to an employer or independent contractor then despite the characterization of the transfer, the FMV must be included as income.

· § 1.61-3(a) GI derived from business – GI for a business is what is most often referred to as net income 

· § 1.61-6(a) Gains derived from dealings in property – This is discussing capital gains.  It includes any buildings on the property or any part of a property that is sold.  Formula: AR minus AB = Gain.

· § 1.61-8 Rents and Royalties:

· (a) In general – These are included in GI

· (b) Advance Rent – Advance rent is income and must be reported as GI in the year of receipt regardless of the period it was actually used as rent.

· § 1.61-12(a) Income from discharge of indebtedness – This is income and must be reported as GI.

· § 1.61-14(a)  Misc. items of GI – Punitive damages, treble damages, illegal gains, treasure troves (must be reported in the year it was reduced to undisputed possession), and pmt of income taxes by another person.

· Items Specifically Included In Income (§ 71 - § 86)

· § 71 – Alimony and separate maintenance payments

· § 74 – Prizes and Awards

· § 82 – Reimbursement for expenses of moving

· § 85 – Unemployment compensation

· § 86 – Social Security and tier 1 railroad benefits

· Items Specifically Excluded From Income (§ 101 - § 137)

· § 101 – Certain Death Benefits

· § 102 – Gifts and Inheritances

· § 117 – Qualified Scholarships

· § 108 – Limits on debt discharge

· § 121 – Exclusion of Gain From Sale of Principal Residence

AGI and Deduction Provisions
· Rule – Deductions are construed narrowly so you must find a code provision to support each deduction
· Overview – Code Provisions:

· § 62 – It is not a deduction granting provision.  It defines AGI and defines whether a deduction is an “above the line deduction.”  You must find other sections granting deductions.  

· §§ 162-198 – Allowable deduction to individuals and corporations

· §§ 211-221 – Allowable deduction only to individuals

· §§ 261-280 – List of items explicitly not deductible.

1. AGI
· § 62(a) Adjusted Gross Income Defined – The term AGI means GI minus the following deductions:

· (1) Trade and Business Deductions – 

· (2) Certain Trade and Business Deductions of Employees
· (A) Reimbursed expenses of employees
· (3) Losses from sale or exchange of property
· (4) Deductions attributable to rent and royalties – See statute for details

· (15) Moving Expenses – The deduction allowed by § 217.

· § 1.61-1T(a) AGI – It contains several items in which AGI is used to determine, including charitable deductions, etc.

· Above the line (Mostly Business expenses) 1040 – #’s 23-31a are all above the line deductions

· Advantages – You can deduct an expense in this part and still take the stand deduct.  AGI is lower, thus lowering the 2% floor

· Disadvantages – Lower charitable donations deduction

· Below the line – Deductible personal expenses

· For the exam rely on amounts listed in the code

2. Deduction Provisions
· § 162 Trade or Business Expenses – Rent, salary, and supplies.  This is not an exclusive list.  

· § 1.162-1(a) Business Expenses – It includes the ordinary and necessary expenses.  While supplies are not listed in § 162, they are included in this regulation.  Tuition not included.  

· § 163 Interest – (h) pertains to personal interest.  (h)(2)(D) states that qualified residence interest is deductible.  Thus, MTG interest is deductible.  Policy: Encourage home ownership

· § 1.163-1(a) Interest deduction in general

· § 164(a)(2) Property and state income tax – You can only deduct what you actually paid.  

· § 1.164-1(a) Deduction for Taxes

· § 168 Accelerated Cost Recovery System (depreciation) – Cannot deduct the entire amount at once since equipment will generate income over many years.  Equipment must be capitalized (depreciated, cost recovery).  Not tied anymore to what I decide the life of the equipment is. 

· § 170(b)(1)(A) Charitable deduction – Donations cannot exceed 50% of the taxpayer’s contribution base.  Contribution base we will say is AGI.

· § 212 Passive income expenses – Used for deducting rental income expenses and investment expenses, as well as expenses incurred of the production of income.

· § 262 Personal Expenses – These are not deductible.  If you want to deduct a personal expense you must find a particular provision.  Commuting expenses are personal, since you choose where you want to live.  

Standard v. Itemized deductions 

1. Standard
· § 63(b) Individual who do not itemize – The formula is: AGI minus (standard deduction and personal exemption) = TI

· § 63(c) Standard deduction – This is an inflation-adjusted amount.  Year 2000 amount is $7,350 (99-42)

· Joint - $5,000; Head of Household - $4,400; Single - $3,000; Married filing separately - $2,500

2. Itemized
· § 63(d) Itemized Deductions – Formula: AGI minus (itemized deductions) minus personal exemption = TI

· § 67(a) 2-percent Floor – Misc itemized deduction shall only be allowed if the aggregate amount exceeds 2% of AGI.  You can only deduct the amount which clears the floor

· § 67(b) Def of Misc Deductions – It states those deductions that are not misc.

· § 68(a) Overall Limitation on Itemized Deductions – This causes a reduction in allowable deductions if a taxpayer’s AGI is over the applicable amount.

· § 67 (b) Applicable amount – Here it is $100,000, but it is an inflation adjusted amount.  

· Thus, if the taxpayer’s AGI exceeds the applicable amount, you will take the amount exceeding the applicable amount (ex: AGI 125K, you will use 25K) and will reduce his itemized deductions by 3% of this over amount (ex: 3% of 25K).  Or the taxpayer can rduce the deductions by 80% of the amount of the itemized deduction allowable.

Personal Exemptions
· § 151 Personal Exemption – The amount in (d)(1) is $2,000.  On the 1040 they are on line 6b and 38.  Year 2000 number is $2,800.  This amount is inflation adjustable

· § 151(d)(3) Phaseout – The exemption is phased out if AGI exceeds the threshold amount

· § 151(d)(3)(C) Threshold amount – It is $150,000 and for every $2,500 over this amount the exemption is reduced by 2%.

Taxable Income
· § 1 – Tax Tables: These are adjusted annually. For problem one calculation see notes in binder

· § 1(h) Capital Gain – Max rate is 20% 

· Marginal Tax Rate – The percent tax that the taxpayer pays on the highest dollars they earn.  

· Average Tax Rate – The rate the taxpayer pays when you include the percent at each dollar level.

Credits
· Rule – Credits are deducted from your Tax.  Credits reduce tax dollar for dollar and are better than deductions.  1040 – Credits appear at # 43-49.  
· § 25A – Lifetime learning credit: AGI limit causing this credit to phase out at $100,000 joint income
· § 24 – Per child credit: Phases out
Chapter Two – Gross Income: Concepts and Limitations
GI Definitions
·  § 61 Gross Income Defined – All income form whatever source derived.
· Eisner v. Macomber – Income is the gain derived from capital, from labor, or from both combined, provided it be understood to include profit gained through a sale or conversion of capital assets.
· Glenshaw Glass – Important Quote – Income is: an undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion.  Congress intended to tax everything not expressly exempt.  Full measure of its taxing power under the 16th.  
· Caveat – Still must look for whether there is an exclusion that applies.
· Compensatory damages are income if they are compensating for income.  Punitive damages – 
Examples of Income Realized in Any Form
· § 61(a); § 1.61-1(a); § 1.61-2(a) – See for examples
· Pay for Services [§ 1.61-1(a); § 1.61-2(a); Rev Ruling 79-24] – Includes bonuses, forgiveness of rent for services, etc.
· § 1.61-2(d)(1) – The value is assumed to be the price paid if there is a stated price
· What if it is easy to show that the stated price is less that what the item is worth?
· FMV Definition [Estate Tax Reg § 20.2031-1(b)] – The price a willing buyer would pay a willing seller, with neither under a compulsion to by or sell, and both having reasonable knowledge of relevant facts.
· Misc. income [§ 1.61-14] (Cessarini) – Includes punitive damages and treasure trove
· Treasure trove must be reported in the year it was reduced to undisputed possession.  It is an  “undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion.”
· Courts defer to state law in regards to possession, title, etc. 
· Barter Transactions: 

· 1) 3rd Party pays for MTG instead of paying Rent – Income.  There is an increase in wealth since home equity has increased.  The 3rd party gave payment of a person’s obligation to pay bills.  
· 2) 3rd Party pays for Taxes instead of paying Rent – Income.  Payment of an obligation
· 3) 3rd Party pays for Cleaning and Utilities instead of paying Rent – These are not obligations since the person could cancel them.  
· 3rd Party Payment of Another’s Income Taxes (Old Colony) – Someone else paying your obligations is income to you.  Makes no difference that the company pays the tax directly to the IRS.  The payment is for services, thus it does not matter that the payment was entirely voluntary (Gift).  
· Tax on the tax (Court did not answer) – 1952 IRS Issued a ruling about this – 978,000 = X - .70X (Flat rate in this case).  X is the true gross income to the president.  

· Rule – If someone else pays your obligations you have income

· Exception – If it is a gift, but this does not happen often.  

· Company Trips (McCann) – This trip is income to the employee if it is closely tied to the performance of the employee.  Valuation of the Income – Cost that the company paid.  

· Smith – Income includes any economic or financial benefit conferred as compensation, however accomplished.

Examples of Realization and Bargain Purchases
· Reduction in Purchase Price [Rev Ruling 91-36] – Not included as GI.  Ex: Rebates, Rev Ruling was reduced power costs.  Not enough under Glenshaw Glass (not an accession to wealth).  
· Note – Revenue ruling are binding internally on the IRS but are not binding on courts.
· Bargain Purchases (Peller) –Purchasing property, for less than full value does not by itself give rise to the realization of income.  

· Was the bargain a gift?  In any kind of business relationship, this argument usually will not work.  

· Will the accession to wealth be taxed?  Yes.  When and if they sell the house for more than they paid for this.  However, the personal residence exclusion applies.  

· Is realization a constitutional requirement?  Cottage Savings – SC said no, it is a matter of administrative convenience.  

· Cost of materials can be deducted from the service or product

· Exception – More than a mere purchase.  Is the transaction conducted at arms-length?  Is it an exchange for services or goods?  Know the relationship of the parties.

· Co-Workers – If the parties merely work together, there is probably no a problem.  

· Employer-employee §1.61-2(d)(2)(i) – If the bargain purchase is between these two parties, then income is realized and must be reported if it was for compensation.  Formula: Value of the property minus the amount paid.  

· Factors for – What does the employee usually make?  Deal used to keep an employee considering leaving.  

· Factors against – The person needs the money bad and so sells for a low price.  

Chapter Three – The Effect of an Obligation to Repay
Loans and Claim of Right/Uncertain obligations to repay
· Loans / Certain Obligation to repay – G/R: Loans are not income (Case law).  Not an accession to wealth since they do not increase net worth.  The increase in wealth if offset by the liability of repayment.  
· Policy – Taxing would discourage borrowing and there is an obligation to repay.
· Loans aren’t deductible – A loan repayment is not a decrease in GI and thus is not deductible.  However, interest is deductible in certain circumstances.

· Not GI to Lender – The lender does not pay tax on repayment.

· Claim of Right / Uncertain obligation to repay (North American Oil) – This is different from a loan, since you don’t know whether there will be an obligation to repay, thus no definite obligation to pay back

· NA Oil – If a taxpayer receives earning under a claim of right and without restriction as to its disposition, he has received income which he is required to report at GI, even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent 

· Without restriction – If the party is free to use the money, then it is without restriction as to its disposition

· With Restriction (Rev Ruling 69-242) – If the money has been put in escrow by court order, etc, then there is restriction as to its disposition and no income need be reported.  

· Caveat (Alamitos Land) – If the money is set aside voluntarily, it still must be reported as GI. 

· When tax must be paid – Income must be reported the year in which the person is free to use the money.  This is because the person may never have to give the money back.  

· Issue: Money has to be given back – Since you must report the income when you can use it, you will be entitled to a deduction if you are required to give the money back.  

· US v. Lewis – This was a similar case but two years had passed.  The court said pay all and deduct later.  This is because we want accounting to stay in tact.

· § 1341 (Response to Lewis) – It lets the taxpayer choose: 1) take a credit for the extra tax paid in the prior year, or 2) take a deduction for the extra income reported in the prior yr.

Income from Discharge of Indebtedness
· § 61(a)(12) Income from discharge of indebtedness – This occurs when a debt is forgiven without repayment.  If a loan is forgiven then this obligation to repay disappears.

Illegal Gains
· Rule [Misc. Income § 1.61-14] – Illegal gains are income.  

· James – Theft is not a loan, since there is no consensual obligation.  

· 5th Amendment Problem –You must report the gain and pay the tax, but can withhold the source.  

· Victim of Theft – Unfortunately the IRS has the superior claim to the money.  

Deposits and Advance Payments
· Advance Payments of Rent § 1.61-8(b) – They are GI in the year received regardless of the period the rent was actually applied.

· Deposits – Are they like loans since they might be repaid or are they like advance rent?  It depends.

· IPL: Critical factor with deposits is that of a contractual agreement, and that the customer is the one controlling the final disposition of the money

· Rule – Deposits are not income if the depositee lacks complete dominion and control over the deposit.  They are not income if the depositor decides what to do with the money, or the disposition of the deposit depends on the actions of the customer.  It is not income until it the deposit is used to pay rent or the bill, etc.  

· Distinguished from NA Oil – In this case the customer determines what to do with the deposit, and not IPL.

· The SC did not find a difference between deposits for damages and deposits

· Ex: Disguising payment as a loan – $20K contract paid at the end of the year.  Person is paid $19K now as a loan with repayment of $20K.  At end of yr the two swap checks.  

· Taxpayer – On its face, this would not be income, but a loan.  

· IRS – They will argue advance payment.  

· Court – They will likely look at all the facts.  1) Is the contract price is the same or similar amount to the loan.  2) Is interest is paid [not determinative, however], 3) Is there any security for the loan?  4) Is the person would be able to keep the money it they do not perform the services, 5) Is ABC is in the business of lending money.  

· Rule – You can’t take these types of transactions at face value.  If it is an advance payment then the court will ignore the loan transaction and see it as income.  

· Ex: Deposit usually used as last month’s rent – IPL says we don’t look ahead at what happens; we analyze the obligations when the deposit was received.  When it was received the customer had control and the ultimate decision as to how the deposit will be used.  

· Highland Farms – Tenant had control over part of the entry fee until it became non-refundable.  Thus not income until the fraction became non-refundable.  

Chapter Four – Gains Derived From Dealings in Property
Overview
· Focus is disposition of property gain/loss

· Formula – AR minus AB = Gain/Loss

· Basis – It is unrecovered cost.

· Note – You add basis if you add to the building.  You subtract basis when your recover cost.  Ex: Insurance proceeds not used to rebuild are recovered cost.  Depreciation is also recovered cost.

· Debt as part of basis –Debt is part of basis when it is acquisition debt

· Amount realized – It includes anything you receive for the property, cash, relief from debt.  

· Exchange of property:

· If the value is different, then the basis in the property received is the values of the property received.

· If value of property received is uncertain, then you can presume that the value is the same as the property transferred.  Only if the value of the property transferred is uncertain can you use cost.

Income From Gains in Dealings of Property § 61(a)(3)
· Determination of Gain [Reg 1.61-6(a)] – Gain is the excess of the amount realized over the unrecovered cost.  Formula: AR – AB = Gain
· Determination of Gain [§ 1001(a)] – The gain from the sale or other disposition of property shall be the excess of the amount realized therefrom over the adjusted basis.  Formula: AR – AB = Gain
· Determination of Amount Realized [§ 1001(b)] – Any sum of money received, plus the FMV of the property (other than the money) received.

· Determination of Adjusted Basis [§§ 1011(a); 1012; 1016] – Basis is essentially cost

· Adjustments [§ 1016(a)(2)]  – Deduction for depreciation from the basis.  Note: bare land cannot be depreciated.

· § 1001(c) – This says that the income must be reported if recognized.  There are code provisions that allow certain types of gain not to be recognized.  (Ex: § 121 personal residence exception)

· Policy for having basis deducted – Basis is not an accession to wealth under Glenshaw Glass
1. Adjusted Basis 
· Acquisition Debt – Debt incurred to purchase the property.  

· Loan treated as cost (Added to Basis) – If you borrow money to pay for an asset, then that amount is treated as part of the basis.  You can use this basis for depreciation (impact of debt)

· You get the depreciation deduction based on the entire basis.  

· Tuffs – SC said that since you have an obligation to pay, they treat it as if you already paid it.  Thus, it is included in cost.  Acquisition debt only

· Recourse v. Non-recourse debt (Crane) – These are treated the same with regard to basis  

· Improvements to property – When you improve property you generally increase your basis.  

· Only Acquisition debt added to basis.  Thus, if a loan is taken out on the property, but only part of the loan is used to improve the property, then only that part is added to basis.

· § 1016(a)(1) – Only Properly chargeable to capital account is added to basis

2. Amount Realized
· Note – Look at the ultimate sale, since this is where the gain is realized and recognized.

· Inclusions for Determination of AR:

· Cash – Any cash received is obviously included in AR
· Reg 1001-2(a)(1) Relief from debt (discharged debt) – Any debt assumed by the buyer is also included in AR.  This only applies to recourse debt.

· Recourse debt – You have personal liability beyond the property.  Non-recourse debt – No personal liability beyond the property.  Both are treated the same.

2. Property as payment for services – Tax Cost Basis
· GI includes “Income in any form.”  

· Tax cost basis rule – If when you receive property in which you had to report as GI, then you include this amount already taxed as basis.  

· Ex – $5,000 Painting for medical services.  FMV of the Painting is included as income, and thus basis will be $5,000 (if that is FMV).  If no income is reported, basis will not include such amount.

· Ex: Same as above, but looking at the transferor of the painting.  For tax purposes, she is dispensing property.  The amount she received was 5K in medical services.  What is her basis?  If there were $100 in materials they are subtracted from the amount, but labor is not subtracted  (no tax has been paid on this labor).  Thus, her basis is $100 and her gain was $4,900.  

· Ex: Employer-employee sale [Reg 1.61-2(d)(2)] – If the discount was intended as compensation and the employee reports it as income then that amount will be added to basis since it becomes unrecovered cost.  Tax cost basis rule.  

3. Exchange property for property – Different Values
· Property exchanged has same value [Hypo on 73 (gain/loss)] – Joe ( (XYZ Stock ab $5K – FMV $10K) ( George; George ( (ABC stock ab $12.5K – TMV $10K ( Joe

· Joe’s amount realized is $10K, what is Joe’s basis?  It is the cost of that property, which is $5K.  His gain is $5K.  George has a loss of $2.5K.  

· By disposing of the property Joe and George realized their gain or loss.  

· Property exchanged has different value (Philadelphia Park):
· Rule – If the values are different, the cost (basis) is the value of the property received and not the cost of the property given.  This problem only occurs when the values of the properties are different and won’t come up if the exchanged property has equal value.

· Policy – We should get the same gain or loss if the person sold the stock immediately upon transfer, that we would get if he kept the stock.  The only way to do this is by setting cost at the value of the property received.  Otherwise the gain/loss is distorted.

· Another way to think about it is that the loss in the transaction is already included in the first transaction.  AB is $9K and not $10K, so the loss is already included.  

Chapter Five – Gifts, Bequests, and Inheritance
Exclusions Under § 102(a) & (c)
· § 102(a) – Gross income does not include gifts, bequests (personal property from a will), devise (real property from a will), or inheritance (property from intestacy).

· Is the transfer a gift, bequest, devise, or inheritance?  (Duberstein)

· Donor’s Intent – Look at intent/motive of the donor to determine – What is the person’s dominant reason for giving this?  Pay for Duberstein giving customers to Burman or as an inducement for giving further business

· Gift definition – Gift proceeds form a detached and disinterested generosity out of affection, respect, admiration, charity or like impulses, thus the donor’s intent is critical.

· Factors – Look at the totality of the circumstances.  Depends on the facts of each case.  Also, we do not rely on what the donor says the transaction is, we make an objective analysis.  
· § 102(c) – Employee Gifts
· Duberstein (it was decided before this statute) – Transfers from employer to employee are not gifts.  However, there are some very small exceptions (Ex: business can deduct gifts under $25 under § 274(b)(1)).
· Two Choices for businesses, since the donor’s intent is critical and often controlling:

· 1) Treat an employee gift as compensation and take the business expense deduction, or
· 2) Treat it as a gift and lose the deduction.
· Caveat – Courts will look at business gifts with some skepticism.  
· Employee as Relative of Employer – § 1-102-1(f)(2) says that § 102(c) does not apply to amounts transferred between related parties if the purpose of the transfer can be substantially attributed to the familial relationship of the parties and not to the circumstances of their employment.
· Ex: Coach gets donations from businesses – First, look to see if § 102(c) applies.  The IRS will try to argue that it does.  IN this case the university was just an intermediary.  Thus, 102(c) does not apply, but case law will show whether this is a gift

· Ex: Donation to Reverend –Are the donated funds that are given to the reverend gifts or income? 
· Goodwin – Dominant motive in problem was probably not payment
· This court said that the donor intent rule is not helpful since there are often mixed motives for gifts
· Distinguish Goodwin from coach example since this was a one-time payment.  University was not involved, while church was.  
· Ex: Attorney Given bequest in lieu of compensation (Wolder)– A characterization as to whether a transaction is a gift and thus subject to tax involves application of federal law and not state law

· In this case it was given in the form of a bequest, but the intent was compensation.  

· Rule of Prof Conduct 1.8(c) – A lawyer cannot draft a document in which he will receive a substantial gift, unless the lawyer is related to the client.

· In this case Wolder will argue that there was no gift.  The bequest was compensation for legal services.  Also, he didn’t draft the will; he merely revised it.

· Ex: Person is paid a fee for being executor – Bequest to the relative for the fee.  The fee will be income, but the statutory limit on the fee was less than she received.  Is all or just part of the gift taxable?  

· Part – The statute limits the representative’s fee.  Thus, only that part of the gift should be taxed.   

· All – It was intended as a fee

· Note on Peller – It did not involve a gift since the contractor did not make it with disinterested generosity as required by Duberstein.  He wanted to continue getting business form Peller and Peller’s dad.

Limitation on Gifts § 102(b)
· § 102(b) – Sub (a) does not apply to income from any property or a gift that is of income from property.  

· (1) It is saying that any bequest is a gift, but the income it generates is income.  

· (2) This would be something like a trust.  (Income to A for life, remainder to B).  This section says that the income given to A is income, but B’s share is not.  

· Policy – If this was not part of the statute, then you could get around (b)(2).  

· Flush language – It is the language under (b)(2) and not part of that subsection.  It says that if the money (gift, etc) is paid in intervals then to the extent that it is paid out of income form property it will be treated as income from property.

· Erwin – The case was codified by § 102(b): Income for property must be included income, but the property itself is excluded

Other Items Similar to Gifts and How They Are Treated 

· § 74 Prizes and Awards – The only way you can exclude a prize or award as income is by donating it to charity immediately upon receipt.

· § 274(j) Employee Achievement Awards – Limited to $400 and there are also several other requirements

· § 117 Scholarships – They are excluded so long as they are used for tuition, books, etc.

Basis in Gifts
· § 1015(a) – Basis shall be the same as it would have been in the hands of the donor.  To compute loss, the basis for the property is the FMV at the time of the gift.

· § 1001(c) – Gain or loss shall not be recognized unless there is a sale or exchange of property.  

· § 1.1001-1(a) – Loss will be limited to conversion of property into cash and the exchange of property for other property.  

· Computing Loss – AB is computed by looking at § 1015(a) (basis is same as donor). FMV is used not AB:
· The except clause of § 1015, Requirements:

· Donor’s AB must be greater than the FMV at the time of the gift

· Only applies when determining loss

· If the above test is met, then you use FMV at time of gift

· Loss formula is: AB – AR = Loss
· Why is loss important?  It can offset other income, but personal loss usually cannot be deducted.  

· Neither Gain nor Loss – Neither gain nor loss occurs when the sale price is between 1) the FMV of the property when he received the land and 2) the donor’s basis when the gift was made.

· Do the tests for gain and loss to determine

Part Gift and Part Sale
· § 1.1001-1(e) Gain to Donor – In such a situation there can be gain to the donor if the money received exceeds basis.  The transferor has a gain to the extent that the amount realized by him exceeds his AB.

· § 1.1015-4(a) Donee’s basis – The AB to the donee is the sum of 1) the greater of either: i) the amount paid by the donee or ii) The donor’s AB and 2) the amount of increase due to gift tax paid (§ 1015(d)).

· Special formula for determining loss – If the above rule gives an amount greater than FMV, then FMV must be used to calculate loss.  

· Note on Depreciation – If you depreciate your asset (property with a building, etc) and you originally borrowed the full amount of the asset, you may have more debt than your basis.  

Basis of property acquired from a decedent
· § 1014(a)(1) – It steps-up or steps-down the basis of property acquired from a decedent to the FMV at the date of the decedent’s death.
· § 1014(b)(1) – Property had been acquired from a decedent it the property acquired by bequest, devise, or inheritance, or by the decedent’s estate from the decedent.
· A person can give away $675,000 without becoming subject to estate tax.
· § 1014(e) One-Year Exception – Appreciated property acquired by decedent by gift within one year of death.  This statute prevents people from giving appreciating property to an elderly person who is about to die and then have them devise it back to you, so that you can avoid the tax on the asset.  
· It says that if this statute applies, the basis of the property in the hands of the donor is what the AB of the decedent was immediately prior to death.
· However, this will work if they live for more than a year from the date of the gift.
Chapter Six – Sale of a Principal Residence
Statute
· § 121(a) Exclusion of Gain From Sale of Principal Residence – GI shall not include gain from the sale of property if during the 5 years proceeding the sale the taxpayer has used the property as his principal place of residence for periods of at least 2 years.

· Note – There is no requirement that the residence be the principal residence at the time of sale

· § 121(b)
· § 121(b)(1 & 2) – This amount is limited to $250,000, or $500,000 in joint returns if the parties meet certain requirements

· Only allowed once every two years

· § 121(b)(2)(A) – To get the $500,000 then the following elements must be met:

· (i) At least one spouse meets the ownership requirements 

· (ii) Both spouses meet the use requirement, and

· (iii) Neither spouse used this statute within the last two years.   

· Note – Two people sharing a joint interest in a property, but that don’t file jointly are each entitled to exclude $250,000.  Also, if a couple owns a home each and live apart due to work or lived apart and recently moved together in a new home, they will each be able to use $250,000 on their home.  

· § 121(b)(2)(B) – Under this section the spouse meeting the elements gets their entire 250K, and thus, the couple can use this against the entire gain.  

· Ex: Problem 1(c) – They want to use the joint section, but Brian fails the use req.  In this problem it means that if the couple were not married each would have an individual gain of $162,500.  Thus, Jenifer could exclude all her gain since it is under 250K.  However, Brian could exclude nothing since he fails the use req.  Since they are married and file jointly they can use the 250K against their collective gain, thus lowering their collective gain, since some of Jenifer’s exclusion will cover Brian’s Gain.  

· § 121(c) – This section allows taxpayers who don’t meet the requirements of § 121(a) to deduct some or all the $250K or $500K.  
· (2) Scope – It only allows to sales or exchanges by reason of:

· (i) A failure to meet the ownership or use requirements or

· (ii) Sell within two years of a sale where they applied this section.

· And they must sell due to a change of place of employment, health, or to the extent provided in regulations, unforeseen circumstances.

· (c)(1)(A) The taxpayer will get a ratio (fraction) of the excludable amount

· (c)(1)(B) Take the shorter of: (I) the amount of use or ownership or (II) the amount of time that has passed since the previous sale over 2 years

· Formula for Ratio: 

· Numerator – The time they used it or the time since the previous sale

· Denominator – 2 years

· Ex: Problem 2 – Fail two elements.  Here they used it for one year and this sale is 6 months after the previous sale.  Thus, use 6 months.  Formula: 6 mo/24 mo (Two years) = ¼ so you take ¼ of the 500K exclusion for joint couples.  So they get 125K.  

· § 121(d)(3)
· (A) – So long as one spouse owns the house then this element is met.  Tacking: You can tack your ownership onto your spouse’s ownership to meet the requirements.

· 1041(a) – Inter-spousal trans+fers does not cause any gain or loss, tax is deferred.

· (B) – This allows tacking for the use requirement only pursuant to a divorce decree.  This is more limited than (A).  If a person owns property, but is forced to leave due to a divorce decree, that person will be treated as if they used the property during that same time as the spouse uses it.  

· Determining Principal Residence

· More than one residence – If there are two residences usually more weight will be given to the home the person is at more.

· Subdivided Residence – If a property has much land surrounding and is then subdivided, only those parcels that are used as the residence will be given the benefit of the exclusion.  How much land that will be included depends on the facts and circumstances.

· Vacation Residence – Many people may want to move into their vacation homes to get this exclusion, but the treasury regulations are apt to define residence narrowly.

· The court will look at the totality of the circumstances.  She should also do things like register to vote there, register her car there, etc.  Another factor is the residence vis-à-vis the principal business location.  Taxpayer will argue that times are different and that she works from home.  Rev Ruling: The principal residence will be the one in which the taxpayer is at more.  

· § 121(d)(6) – The part of the gain attributable to depreciation is not excludable. 

· § 121(d)(7) – Exception for those in nursing homes

Chapter Nine – Discharge of Indebtedness
Introduction
· § 61(a)(12) – Income form discharge of indebtedness constitutes income.  The issue is when is there income in debt discharge.

· This is not what the lender receives.  We are looking at the fact that the borrower loses an obligation

· Kerbaugh-Empire – The court said that in transaction with foreign money loans, etc you value the amount in US dollars and thus a repayment of the same foreign currency borrowed is income if paid with fewer US dollars.  Our tax system computes gain/loss and income in terms of dollars, not foreign currency.

· Kirby – Repayment of a corporate debt at less than face value constitutes income.  

· Feeing Assets Theory – Income: accession to wealth.  Important because now the company now has more assets which used to be offset by liabilities.  Under Kirby, you must be solvent.

· The court distinguished Kerbaugh because in that case there was a total loss in the asset.  (Insolvent)

· § 108(e)(1) – Vukavich shows the trend that § 108 replaces all the above cases.  

Discharge of Indebtedness When Taxpayer is Insolvent
· § 108(a)
· (1) Income from Discharge of Indebtedness – GI shall not include the following items that otherwise would be included as discharge from income:

· (A) Discharge in a title 11 Bankruptcy case

· (B) Discharge when the taxpayer is insolvent (Codification of Merkel)

· (D) A C corporations indebtedness so long as it is qualified real property business indebtedness

· § 108(a)(2)(B) Limitations – (Sub (A) takes priority over the other exceptions, and (B) over the others.

· § 108(a) (3) Insolvency limitations – If discharge is under § 108(a)(1)(B), the exclusion is limited to the amount of insolvency.  

· Merkel (Net Asset Test) – If a debtor remains insolvent (liabilities exceed assets) after being discharged of indebtedness, no assets have been freed up from the discharge, so no GI is realized.  (See Freeing Assets)
· Examination of debtor’s net worth after his discharged of indebtedness- an increase in net worth give rise to income, but a decrease in negative net worth does not.

· § 108(d)(1)(A) – Definitions: Includes discharge of backwages

· § 108(d)(3) Definition of Insolvency – Excess of liabilities over the FMV of assets.  Use the FMV of assets and liabilities immediately preceding the discharge.  

· Tie timing is important because often the person becomes solvent once there has been a discharge

· Guarantor – Can you include a loan guarantee as part of your liabilities to determine if you are solvent?

· Merkel Test – You must show that more probably than not that you will have to pay the debt.  If you show this you can use the entire amount.

· The discount argument that the liability should be discounted by the likelihood that they will not have to pay the liability does not work because § 108(d)(3) says FMV of assets and not liabilities.

· Policy for test – Congress is concerned about the taxpayer having an immediate liability to pay the tax.  If you are insolvent, then you won’t be able to pay.  

· How much is Excludable § 108(a)(3) – If the taxpayer is insolvent, but once discharged from a debt he becomes solvent, then the amount he becomes solvent is taxable income.  

· Compensation paid when a taxpayer is insolvent is still income.  § 108 does not apply to these situations

· Look at the agreement, because § 108 does not apply to compensation paid in the forgiveness of debt.

Appreciated Property used to Satisfy Debt
· Problem 3

· Gain in property – AR is 30K+

· § 1.1001-2(a)(1) – The AR from a sale or other disposition of property includes the amount of liabilities from which the transferor is discharged as a result of the sale or disposition

· Gehl – 

· AB was 32K and FMV 77,725 (also AR).  This 77K was debt relief and thus AR.  P wanted this to debt relief and not capital gain.  It matters to them because if treated as income from discharge of indebtedness because they are insolvent.  The court treated as gain.  This is because the gain is used to pay off debt.  They are realizing the gain.  

· The Court did a bifurcated analysis:

· First, they looked just at the income for discharge of indebtedness.  This they said gave rise to no income due to the insolvency of the taxpayer (§108(a)(1)(B)).

· Second, they looked at the capital gain.  The land was exchanged for forgiveness of the debt (deed in lieu).  There was AR as the discharge and AB.  There was gain that in not merely debt forgiveness, but capital gain in property.

· Two-Part Transaction Example 8 on 1494 – You may have both types of income, since two parts of the transaction.  First, the discharge paid with the gain in property is treated as capital gain.  Second, if the debt was actually more than paid, then you have income form discharge.

Basis in Property used to Satisfy Debt
· § 108(b)(2) – Reduction of Tax Attributes – The exclusion taken shall reduce the taxpayers tax attributes in the following order:
· (E) Reduction of the taxpayer’s basis in property – If the taxpayer has other property, then the basis will be reduced to counter the exclusion the taxpayer received at an earlier time due to insolvency.  

· §1017 Basis Reduction in Discharge of indebtedness [See also § 1.1017-1(a)]
· (a) If: (1) an amount is excluded from gross income under subsection (a) of §108(a), AND (2) under subsection (b)(2)(E), (b)(5) or (c)(1) of §108, any portion of such amount is to be applied to reduce basis, then such portion shall be applied in reduction of the basis of any property held by the taxpayer at the beginning of the taxable year following the taxable year in which the discharge occurs.

· (b)(1) Applies when you have more than 1 property.  You must spread the basis reduction over all your property.

· (b)(2) In the case of a discharge to which subparagraph (A) or (B) of §108(a)(1) applies the reduction in basis under subsection (a) of this section shall not exceed the excess of:

· (A) The aggregate of the bases [not the FMV of the property] of the property held by the taxpayer immediately after the discharge, over

· (B) The aggregate of the liabilities of the taxpayer immediately after the discharge.

· Formula is: Total basis of property/Total liabilities = Basis Reduction.  Make sure the only numbers that are used are those after the discharge.

· Basis of party accepting the property in lieu of payment of debt – The only cost is that amount that is paid.  

Purchase-Money Debt Reduction for solvent debtors
· § 108(e)(5) – A reduction for a solvent debtor in a purchase-money debt will be treated as a reduction in purchase price and not income.  However, this will not apply in a Chapter 11 case or where the taxpayer is insolvent.  

· This only applies in situations where there are buyers and sellers and the seller agrees to accept a lower payment amount.  

· This only applies where but, for this exception there would income from discharge of indebtedness

· Sobel – The above reduction is treated as a reduction in purchase price.  The statute is broader.

Discharge of Deductible Debt
· § 108(e)(2) – Forgiveness of a debt does not generate income if the payment of the debt would have been deductible or to the extent it is deductible.  

Unenforceable Debts
· Contested Liability/Disputed Debt Doctrine – If a taxpayer disputes the original amount of a debt in good faith, a subsequent settlement of that dispute is treated as the amount of debt for tax purposes.

· Rule – No forgiveness for GI

· Two Views on this doctrine and unenforceability:

· Zarin – Case law on unenforceable debts.  Gambler forgiven almost 3 million.  Court starts with § 108(d)(1).  Income from discharge of indebtedness should only apply when he is liable. 

· Rule – Thus, a broad reading of this case shows that the only way the person will have income is if the person’s only argument is they can’t or don’t want to pay it, because any other argument will be enough to put the debt in dispute.

· In dispute – When a debt is arguably unenforceable, it follows that the amount of the debt, and not just the liability is in dispute.

· Unenforceable debts are not enforceable so no income when discharged.  However IRS will argue that the money was income when received.  This was not discussed in Zarin where the court ducked the issue in FN 12.  

· Compare Tuffs –If there is no difference, for tax purposes, between recourse and non-recourse loans, then enforcement of a debt should also not matter.

· Pressler – This is a narrow view and the IRS view.  

· Unliquidated – Only when the original amount of the debt is unliquidated will the settlement price on the debt be used as the taxable amount, since that is the only time when the debt is truly in dispute.  

· Liquidated – If there is a definite amount of the debt, then enforceability does not matter.  The debt amount is not in dispute.  

· The amount is taxable – The person challenging person will be taxed even thought the contract may be unenforceable.  First, if the contract is treated as enforceable then the discharged amount will be income.  Second, even if the contract is unenforceable then the original loan was income.  Either way the person has income that must be reported.

· The views can be consistent in the Zarin case because the court said that the chips are not money and thus since they are not cash, there is uncertainty.

Discharge of Indebtedness as Gift, Compensation, Etc
· Use Duberstein and look at intent of the donor.

· G/R – This section will usually only apply in commercial setting (since gift difficult to show).  Usually in parental discharges of debt of their children is usually considered a gift under § 102.

· Rev. Ruling 84-176 – Debt discharge that is only a medium for some other form of payment, such as a gift or salary, is treated as that from of payment rather than under the debt discharge rules.

· There is no requirement that money be actually exchanged in order for taxation to result

· Ex: Grandma discharges granddaughters debt – Looks like a gift, but you can argue otherwise

· §108(e)(4) Acquisition of indebtedness by person related to debtor

· (A) Treated as acquisition by debtor

· (B) Members of family

· (C) Entities under common control treated as related
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