Basic Income Tax A
I. Basic Information: 
A. Two methods of accounting:
1. Cash method: Include only the income that is constructively or actually received.

2. Accrual method: Include income when it is fixed and determined.

B. Taxpayers can choose where they would like to bring their case, however there are a number of factors that influence this decision:

1. Finances- if you can’t pay the deficiency you are limited to Tax Court

2. Jury Trial- you can only have a jury trial in District Court

3. Expertise of Tax Court Judges

4. Past record of the particular court on a given issue

C. Offer and Compromise: If some one can’t pay the deficiency then you can negotiate with the IRS:

1. Doubt as to liability

2. Doubt as to collectability

3. Equitable argument

4. Let the statute of limitations run (File your taxes then if the IRS doesn’t raise an issue to an extreme extent then the amount can be decreased when the statute runs.
5. Try to negotiate a payment plan

D. An tax controversy begins with an audit

E. Tax credits are more valuable because you can deduct dollar for dollar rather than a percentage.

F. Terms:

1. Gross Income: Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including but not limited to the list on the statute. (§61)

2. Taxable income: Gross income minus the deductions allowed by the statutes. (§63a and b)

3. Adjusted gross income: Gross income less certain deductions (§62)

4. Above the line deductions: Those deductions a taxpayer may consider in determining her adjusted gross income

5. Below the line deductions: Those deductions a taxpayer may take into account only after the adjusted gross income has been determined.

6. Standard Deductions: If a taxpayer elected to use the standard deduction rather than itemizing all of their personal deductions, the taxpayer would be entitled to deduct the amount specified by Congress regardless of what deductible expenses a person actually incurred.

II. Gross Income Concepts and Limitations:

A. All income from whatever source derived:
1. Money- minimal amounts of income, lie $50 or $100 are theoretically taxable, but not usually pursued by the IRS as a practical matter.

2. Property

3. Services- Fair Market Value- willing buyer from a willing seller, look for an objective criteria.

B. Realization: The most common realization event is a sale. If the exchange is for materially different property, then the value is realized. If you exchange like product for like product then there is no realization.

C. Bargain value- You buy something for less than fair market value. There is a temporary exclusion because once you sell it you have to pay on the income from the sale.

D. Glenshaw Glass Case: Punitive damages and payments from litigation are taxable as gross income.
1. When you have an undeniable accession to wealth and the taxpayer has complete dominion over the money then it is taxable.

E. Cesarini case: 

1. Everything is taxable unless the taxpayer can point to a specific exemption.

F. Revenue Rulings: An announcement by the IRS based upon a factual pattern about what the outcome should be. This is not law, and not precedent.

1. When the taxpayer requests a private letter ruling and it is issued by the IRS, then the taxpayer can rely on this, but it only works for that taxpayer.

2. The statute of limitations in a civil tax matter is 3 years.

G. Old Colony case: If your company pays your taxes the amount will be taxable because it is not a gift, it is given in response to services rendered.

H. McCann case: Wife earned business trip, not all of the people at the company were invited or required to go. The trip is included in gross income because it was given to her as a reward for services rendered. (§102c)

I. Pellar case: If a bargain price is achieved by purchasing the item, then it is not taxable. If a bargain price is achieved through an exchange of services, then it is taxable. (§132- fringe benefits)
1. Sale must be arms length.

J. Roco case: Won a case and asked that his share of the settlement be non-taxable. Revenue ruling is not binding on the person, but private letter ruling is. 

1. Qui tan rewards are includable in gross income.

K. If Then Test: If this is truly a show of thankfulness, then it is not taxable. But if it is a show of thanks that is done back and forth a number of times then it probably is quid pro quo and would be considered bartered and taxable.

L. Problems:
1. Marcella, a recent law school graduate, is an associate with a large law firm. Which, if any, of the following items must Marcella report as gross income?
a. Her salary of $75,000 per year. Marcella’s take-home pay was only $50,000, however, as the firm withheld $15,000 for federal income taxes, $5,500 in Social Security taxes (employee’s share of Social Security and Medicare) and $4,500 for state income taxes. 

b. All of the salary must be reported as gross income under §61(a)(1); §1.61-2(a)(1). However, Marcella will get a credit later for wages withheld by an employer §31, state income taxes §164(a)(3), and the social security taxes as well.  

c. A year-end bonus of $5,000 received from the law firm in recognition of the quality of her work.

d. The bonus must be included in gross income. §61(a)(1); §1.61-2(a)(1). 

e. Opera tickets worth $300 which she received from a client as a token of the client’s gratitude for Marcella’s legal work. 

f. The FMV of the tickets must be included in gross income if the gift is too closely related to services rendered. §61(a)(1); §1.61-2(a)(1). 
2. An antique oak desk and chair she purchased from the law firm for $50 when the firm, as part of a renovation of its building, purchased all new office furniture. The oak desk and chair which, were approximately 90 years old, had a fair market value of $500. 

a. The sale is a bargain purchase because it was purchased at a price below its FMV. Normally, the bargain purchase would not be taxable under Pellar; see also, Revenue Ruling 91-36. However, this is not an arms-length transaction, but an employer/employee relationship. Therefore, the difference between the FMV and the purchase price must be included in gross income. §1.61-2(d)(2). If the sale had been open to the public then the purchase would have looked more like an arms length transaction and that would make it a regular bargain purchase. When she later sold the furniture it would be taxable for the gain, and this makes up for not taxing the first time.
3. A retreat in February, hosted by the firm, at a popular ski resort in the Rocky Mountains. The firm scheduled the 3-day retreat as an opportunity for all of the partners and associates in the firm’s various offices around the country to come together to meet each other. Firm meetings and meals during the retreat were scheduled so as to enable firm members to ski from 10:00 each morning until 3:30 each afternoon. The firm paid all her transportation, meals and lodging, and ski lift expenses. Her expenses amounted to approximately $2,500. All firm partners and associates were required to attend the retreat.
a. Possibly not all of this is taxable. The amount proportional to the business related aspects are not taxable. The amount proportional to a vacation is taxable because this would be compensation for services rendered. McCann v. United States. Unlike McCann this trip was required for all employees and not based the achievement of certain sales quotas.
4. Two round-trip, business class airline tickets to Italy which Marcella received at no charge as a result of frequent flyer miles she had accumulated because of travel paid for in large part by her law firm. The value of the tickets was $5,000. 

a. The airline tickets are not included in gross income. (Service Announcement 2002-18cb-21)
5. Marcella prepared wills for her brother and sister-in-law at no charge. While Marcella expected nothing in return, her brother, a skilled carpenter, constructed a small greenhouse for Marcella and did not charge her for either the materials or his labor. The greenhouse has a value of $2,500. 

a. This is an economic benefit arising from self help, i.e., from performing services for oneself or one’s family. Arguably, this could also be an intra-family gift and therefore excludable from gross income. Use the if then test, if the brother is really building the green house our of his gratitude and they don’t exchange favors on a regular basis, then it doesn’t need to be included. (§1.612d, §102)
6. Marcella represented herself in a lawsuit regarding certain real property she owned. Had Marcella hired an attorney to represent her she would have paid approximately $10,000 in legal fees.

a. Not taxable, this is imputed income (something you do for yourself).
7. Mitch purchases stock in XYZ Corporation in Year 1 for $1,000. At the end of Year 1, the stock is worth $1,500. In Year 2 when the stock is worth $2,000, Albert offers to buy the stock for $2,000, but Mitch declines. In Year 3, when the stock is worth $2,500, Mitch borrows $2,000 from Bank, pledging the stock as security for the loan. In Year 4, Mitch repays the $2,000 he borrowed. Later in Year 4, when the stock is worth $3,000, a fire in Mitch’s home destroys the stock certificates. XYZ issues new certificates to Mitch. In Year 5, when the stock is worth $3,500, Mitch gives it to Creditor to satisfy a $3,500 debt owed to Creditor. Does Mitch have any gross income? When?

a. Mitch has gross income when the appreciation in the stock is realized. At that point, the stock’s price less the price paid for the stock originally equals the taxable value to be included in gross income. Since Mitch doesn’t realize the gain until year 5, the gain would be $3,500 - $1,000(§1012) = $2,500.  (§61a3) This will be taxed at 15% under §1h.
III. Obligation to Repay

A. A loan is not taxable as income because there is a corresponding obligation to repay.

B. A debt discharged before fully paid off may be taxable.

C. There must be an unconditional obligation to repay for the loan to be non-taxable. 
D. The proper treatment of money or other property received subject to a contingent repayment  obligation:

1. Money received under a claim of right without restriction to disposition, is income; the contingent repayment obligation does not allow this receipt to be treated as a loan.

2. North American Oil says that you claim the money on your taxes at the time you have the claim of right. Even though the litigation may be reversed and the party may not get the money, at the time they succeed in the trial court they have a claim of right.

3. Illegal income is gross income, but how do you report it?

a. You could put it under miscellaneous income, but you have to indicate the type.
b. Under schedule C

E. Deposits:

1. Advance payment of rent is gross income

2. Viewed as a loan because there is an obligation to repay, so it’s not income

3. If the landlord holds all deposits in a separate bank account and pays interest then it looks more like a loan.

4. If the landlord sets up conditions that if the tenant meets those conditions and the power is in the tenant to satisfy those goals then this is more like a loan.

F. Problems: 

1. On December 1, Steve received an annual royalty check for $25,000 from Little Publishing Co. On February 1 of the following year, prior to Steve’s filing of a tax return reporting the royalty check, Steve was informed by Little Publishing Co. that a mistake had been made in the calculation of his royalties for the prior year. Rather than $25,000, the royalties should have been $20,000. Steven returned $5,000 to the publisher. For tax purposes, how should Steve report the receipt of the $25,000 and the repayment of $5,000? 

a. In the first year, the $25,000 must be reported. §61(a)(1). In the second year, under §1341, there is a deduction for the taxpayer in the amount refunded ($5000) when held under a claim of right. If the taxpayer is in a different bracket the second year then they may not be left completely whole. (North American Oil, claim of right doctrine)
2. Assume that on December 1, the day he received the $25,000 royalty check, Steve also received a message on his telephone answering machine from the Publishing Co. to the effect that the $25,000 payment was in error, that the payment should have been $20,000, and that Steve should return the check uncashed. Steve instead disregarded the message and cashed the check. He later claimed that he had not received the message before cashing the check. Steve repaid the $5,000 overpayment to the Publishing CO. in January. 

a. If he claims the check and pays taxes on it then he will probably be able to deduct the $5000 next year. If you claim the income illegally, you shouldn’t get the tax benefit until you return the money. (§1.61-14)
3. Assume that on December 1 Steve signs a contract with Little Publishing to write a book. That same day Little Publishing gives Steve a $25,000 check, designated as a loan repayable out of future royalties Steve earns from sales of the book. However, the parties agree that if Steve delivers a publishable manuscript by the following July 1, he may retain the $25,000 regardless of whether he thereafter earns $25,000 in royalties. If he does not deliver a publishable manuscript by the following July 1, he must repay the $25,000 at that time. What are the tax consequences in the year Steve receives the $25,000 check? 

a. If this is considered a loan, then there is no gross income in the first year because Steve doesn’t have a claim of right. If it is considered an advance payment, then it is gross income in the first year because Steve has a claim of right. (US v. Lewis)
4. Kevin owns a number of homes, which he rents to university students. Kevin requires that the students pay a security deposit in the amount of the last month’s rent. The rental agreement used by Kevin specifically provides that security deposits will be applied to compensate Kevin for any property damage or to cover any unpaid rent. If the tenant complies with all terms of the agreement, the agreement requires Kevin to return the security deposit to the tenant. Kevin neither maintains a separate account for nor pays interest on the security deposits. Whenever a tenant damages the property, Kevin bills the tenant for the full amount of the damages without deducting the security deposit. Typically, Kevin’s tenant’s either ask that the security deposit be applied to the last month’s rent or simply fail to pay the last month’s rent. In any event, it is rare that Kevin ever actually returns a security deposit. How should the security deposit be treated? 

a. Advanced rent constitutes gross income in the year it is received regardless of the period covered or the taxpayer’s method of accounting. §1.61-8(b). Ultimately the tenant has the power to ask for the return of the money if they comply with the conditions, so this looks like a loan. On the other hand it wasn’t in a separate account, no interest accrued, and he rarely paid the deposit back to the tenant, so it looks like gross income. Storrs says to consider this a loan and tell the landlord to put the money in a separate account.
5. Assume that on December 1, Kevin signs a contract with Business Publishers to write a book. The manuscript is to be delivered to the publisher the following July 1, ready for publication. Also on December 1, the publisher gives Kevin a check for $10,000, designated as an advance on royalties. Kevin guarantees the sale of 1,000 copies of the book, within 12 months of publication, at $25 per copy. Thus if less than 1,000 copies are sold, Kevin is required to purchase enough copies to make up the difference. What consequences upon receipt of the $10,000 check?
a. This would be gross income under IRS §1.61-8(b). This is not a loan because it is conditional repayment.
IV. Gains Derived from Dealings in Property

A. Relevant code sections: §61(a)(3)

1. §1012: Cost basis of property

2. §1001(b): Amount realized

3. §1001(a): Calculating the gain realized

4. §1016: There can be positive and negative adjustments to the property

5. §1001(c): Gain recognized. The entire amount of the gain or loss computed under this section will be recognized. This is the amount that will be taxed.

B. Use this formula!!

Calculating Gain:

______________ §1001b Amount Realized

______________ §1011a Adjusted Basis

______________ §1001a Gain Realized

______________ §1001c Gain recognized

Calculating Adjusted Basis:

______________ §1012 Cost Basis
______________ §1016a1
______________ §1011a Adjusted Basis

C. Taxpayer gets repayment in the form of property worth $50,000. This amount is their gross income. The basis in the land is $50,000, if it’s sold next year for the same amount then the taxpayer owes nothing in taxes because the amount is the same and the tax has already been collected. 

1. Now the taxpayer pays $10,000 and the FMV is $60,000 (still repayment). The question is whether this is a bargain purchase. This is a temporary forgiveness because when the taxpayer sells he will have to pay taxes on the gain. The basis is still $60,000, just as if he had taken the remaining $50,000 from the bank and had to repay it.
D. Impact of Liabilities:

1. Taxpayer buys home for 200K and borrows the money from the bank on a recourse basis. The basis is 200K because the obligation to repay supports including the amount of debt on acquisition in the taxpayer’s basis.

a. Recourse means the creditor can go after all of the taxpayer’s assets, not just those the loan is for. Non-recourse means the creditor is limited to only the property in question.

2. If the seller is also the lender then the answer is the same

3. If the debt is non-recourse debt the answer is still the same.

4. On disposition, any unpaid debt assumed by the purchaser is part of the amount realized.

E. Philadelphia Park: Where you have the taxable exchange of property, the cost basis of the property received is the fair market value of the property received.

F. Two general rules:

1. Recourse liabilities incurred by a taxpayer in the acquisition of property are included in the taxpayer’s basis in this property.

2. Recourse liabilities of a seller, assumed by a purchaser, are included in the seller’s amount realized.

G. Problems:
1. Dennis purchased some land ten years ago for $100,000. He sold the land this year for $175,000. How much income must Dennis report?

a. The taxpayer may recover tax free her investment (capital) in property before being charged with income from a disposition of the property. This is called the recovery of capital or return of capital. Dennis’s basis in the property is equal to the cost of the property. §1012. Under §1001(b), the amount realized = $175,000; this equals the money received plus the FMV of any other property received. Under §1011(a) the adjusted basis = $100,000. Under §1001(a) the gain realized = $75,000. Under §1.61-6(a), the gain is the excess of the amount realized over the unrecovered cost or other basis for the property sold or exchanged. Under §1001(c) the gain recognized = $75,000, which must be reported as income from gains derived from dealings in property under §61(a)(3). 
2. Speculator purchased a 100 acre tract of desert land ten years ago for $250K. He sold the entire tract this year for $1 mil. How much income must Speculator report? What result if he subdivides the 100 acre parcel into five 20 acre parcels and sells each parcel for $400K? 

a. If the land is sold as once parcel then this is the formula:

$1,000,000  
§1001b Amount Realized

- $250,000 
§1011a Adjusted Basis

-------------------------------------------------------

$750,000
§1001a Gain Realized

------------------------------------------------------

$750,000
§1001c Gain Recognized

b. If the land is sold as separate parcels then the you have to divide the total cost basis, $250K by 5, number of parcels, which equals $50K. (§1.16-6a) Then use the formula:
$400,000
§1001b Amount Realized

- $50,000
§1011a Adjusted Basis

----------------------------------------------------

$350,000
§1001a Gain Realized

---------------------------------------------------

$350,000 
§1001c Gain Recognized
3. Maggie purchased a summer home for $500,000. In purchasing the home, she used $100,000 of her own funds and borrowed the other $400,000 of the purchase price from a local bank. What basis will Maggie have in the summer house? Would the answer change if Maggie had purchased the summer home under a contract whereby she paid the seller $100,000 down and agreed to pay the balance of $400,000 (plus interest on the unpaid balance) over the next ten years?

a. Maggie’s basis in the property is equal to the cost of the property under §1012. Because of the obligation to repay, the taxpayer is entitled to include the amount of the loan in computing the basis in the property. Crane. Maggie’s basis in the summer home will be $100,000 of her own funds + $400,000 in borrowed funds for a basis of $500,000. The answer would not change because under Crane, it does not matter if the lender is also the seller. 

4. Assume that during the five years following the purchase of the home, Maggie paid $100,000 on the principal balance owing the bank under the original mortgage. She thus reduced the amount of the mortgage to $300,000. How, if at all, will the $100,000 in principal payments affect Maggie’s basis in the summer home.

a. No, Maggie has already received credit for the debt in her basis. 

5. Assume that having reduced the mortgage balance to $300,000, Maggie refinanced the property to secure a lower interest rate and to take advantage of the significant equity she had in the home as a result of an increase in property values. As part of the refinancing of the home, Maggie borrowed an additional $200,000 from the bank, thereby increasing her mortgage to $500,000. Maggie used $50,000 of the refinancing proceeds to remodel the summer home; she used the other $100,000 to purchase a tract of land she will hold for investment. She used the other $50,000 of the loan proceeds to pay for a European vacation for her family. What impact will the refinancing under these circumstances have on Maggie’s basis in the summer home? What basis will Maggie have in the tract of land she purchased for investment? 

a. Maggie’s basis will increase by $50K because that is the amount she put into improving and renovating the property under §1016. So her new basis is $550K. 
b. Maggie’s basis in the tract of land is the cost of the property under §1012, or $100,000.
6. Two years after remodeling the summer home, Maggie, who had never used the home as her principal residence, sold it. The purchaser paid Maggie $350,000 in cash and assumed the balance of $450,000 which Maggie then owed on the mortgage encumbering the home. How much gain, if any, will Maggie realize on the sale of the home? What basis will the purchaser take in the home?

a. We start with §1001(b), the amount realized on the transaction. Under Crane, liabilities of the seller which are assumed by the purchaser are included in the amount realized. Thus, the amount realized is $350,000 in cash and $450,000 in the assumed liability for a total amount realized of $800,000. Next, we subtract Maggie’s adjusted basis under §1011(a). The taxpayer may recover tax free her investment in the property before being charged with income from a disposition of property. Because of the obligation to repay, the taxpayer is entitled to include the amount of the loan in computing the basis in the property. Crane.  Maggie includes the liability she assumed in her basis for an adjusted basis of $550,000. Under §1001(a), the amount realized is a gain of $800,000; this is also the amount recognized under §1001(c) and is included in gross income as gains derived from dealings in property under §61(a)(3). Start by using the basis formula:

$500,000
§1012 Cost Basis

$50,000
§1016a1 adjustments

--------------------------------------------------

$550,000
§1011a Adjusted Basis
Then use the gain formula:
$800,000
§1001b Amount Realized

- $550,000
§1011a Adjusted Basis

-----------------------------------------------------

$250,000
§1001a Gain Realized

----------------------------------------------------

$250,000
§1001c Gain Recognized

b. Again, under Crane, the purchaser includes the amount of the liability assumed in her basis. So, the purchaser takes a basis of: $350,000 paid in cash + $450,000 liability assumed for a basis of $800,000.   

7. Clare, a professional artist, owes Liz $10,000 in legal fees. Liz has agreed to accept one of Clare’s paintings as partial payment on Clare’s account. Clare would normally sell a painting of the size and quality selected by Liz for between $5,000 to $6,000. Clare and Liz agree that the painting should be valued at $5,500 for purposes of satisfying a portion of the fees owed by Clare to Liz. Clare’s account balance is therefore reduced to $4,500. Five years later when Clare’s painting had significantly increased in value, Liz sells the painting for $10,000. What are the tax consequences to Liz of the receipt and eventual sale of the painting? What are the tax consequences to Clare, assuming that Clare had invested $100 in the materials used in creating the painting and 25 hours of her time?

a. The basis of property acquired in a taxable exchange is the FMV of the thing received. §1012 and Philadelphia Park Amusement Co. In this case, Liz acquires a basis of $5,500 for receipt of the painting and, as payment for services rendered, must include $5,500 in gross income under §61(a)(1). When Liz sells the painting five years later:
$10,000
§1001b Amount Realized

- $5,500
§1011a Adjusted Basis

--------------------------------------------------------

$4,500

§1001a Gain Realized

--------------------------------------------------------

$4,500

§1001c Gain Recognized

b. Clare has a gross income of $5,500, she spends $100 to create the painting, so her gross income is $5,400. 

8. Katie transferred to Partick an undeveloped five-acre tract of land in Arizona in exchange for an acre of undeveloped lakefront property in Nevada. Katie intends to build a summer home for her family on the Nevada lakefront property while Patrick plans to move to Arizona and build a new home for himself on the land acquired from Katie. Katie had a $150,000 adjusted basis in the tract of Arizona land that was worth $450,000 at the time of the exchange. Patrick had a $50,000 basis in his Nevada lake property which also has a FMV of $450,000. What tax consequences to Katie and Patrick on the exchange (gains? Basis taken?)? 
a. This is an arms length transaction because the taxpayers are exchanging property of equal value. Katie has a potential tax gain of $300K, Patrick has a potential tax gain of $400K. They both take a basis of $450K. 
9. How would your answer to (a) change if, instead of fair market value of $450K, Katie’s Arizona land had a FMV of $500K and Patrick transferred to Katie his lake front property plus $50,000 in cash in exchange for her land?
a. Katie’s amount realized is $500K, and her adjusted basis in her Arizona property was is $150, so she will have a gain of $350K. Patrick’s amount realized will be $450K, his basis was $50K, so his gain is $400K. Patrick takes a basis of $500K in the new property. Katie takes a basis of $450K.
10. Assume the facts of (b) except that instead of giving Katie Katie $50K in cash, Patrick assumed a $50K mortgage encumbering the Arizona land. Assume also that during the following year Patrick paid $10K on the mortgage and then abandoned the idea of building his home in Arizona and sold the land for $550K. The purchaser paid Patrick $510K in cash and assumed the $40K balance that was then owing on the mortgage encumbering the Arizona land. What tax consequences to Patrick on the sale of the land? What basis will Katie have on the Nevada lake property acquired in the exchange?
a. Katie’s amount realized is 500K, her adjusted basis is $150K, her gain is $350K, her basis will be $450K. Patrick’s amount realized will be $450K, his basis is $50K, and his gain is $400K, his basis is $500K.
b. You have to consider any encumberances on the land in the net fair market value. So if there is a debt on the land, then that amount is subtracted from the FMV.
c. Patrick then has an amount realized of $550K, an adjusted basis of $500K and a gain of $50K.
V. Gifts, Bequests and Inheritance

A. Cash, or the fair market value of a gift is an accession to wealth, but it is excludable from income tax.

B. Duberstien says a gift proceeds from a detached and disinterested generosity out of affection, respect, admiration, etc., as determined on a case by case basis.

C. §102c says that there are no gifts between employees and employers in normal situations.

1. §1.102-1 allows an exception for special relationships, such as family or co-workers. 

2. If you work with your close friends then you can still exclude your gifts by making sure the gifts aren’t purchased with company funds and are given in a setting away from the workplace. If the people are partners it won’t matter because §102 deals with the employee employer relationship.

D. §102b names a couple of exceptions:

1. If you are gifted stock the FMV of the stock is excludable, but not the dividends

2. If a parent transfers a trust for the lifetime benefit of the income payable to a child, and at the child’s death the principle that remains goes to the grandchildren and is a gift, excludable.

3. Getting a gift is not a realization event, so instead of §1001, you look to §102a, and it says the gifter has no tax consequences, and the giftee has an excludable amount.

a. §1015 says that the donee takes the donor’s basis

b. It is beneficial to gift appreciated property to some one in a lower tax bracket because they will pay a lesser gift tax.

c. You can’t shift losses under §1015a. If the gift generates a loss then the donee takes the fair market value of the property rather than the donor’s basis. (If the mother is trying to give her daughter $1000, then she should sell the stock herself and give the daughter the cash, rather than giving the daughter the stock to cash in.)

E. If property is received at the death of the taxpayer, the property from the decedent to another party, the party taking the property takes as his basis the FMV of the property at the decedent’s death (§1014a1).

F. Part gift- part sale:

1. §1.1001-1e states that the seller donor has gain to the extent that the amount realized exceeds the adjusted basis of the property. No loss is recognized on such transaction.

2. §1.1015-4 provides that the donee’s basis will be the greater of the amount the donee paid for the property, or the adjusted basis of the donor.

3. Part gift- part sale comes up when you have family members passing property usually.

4. The seller controls the price of the property and the amount of the gift, so they are able to control the loss they have. They should not be able to control how much loss, so the loss recognized will be $0 on a gift.
G. Problems:
1. Carol is one of two legal assistants employed by Lucille, a lawyer. The legal assistants work directly with Lucille and with the two lawyers Lucille employs as associate lawyers in her law office. This year at the annual holiday office party, Carol received substantial cash presents from Lucille, from the two associate lawyers, and from one of Lucille’s clients. The other legal assistant, who has not worked there as long as Carol, received cash presents of lesser amounts from Lucille and the two associate lawyers. Are the cash presents includable in Carol’s gross income? 

a. The motive of the donor is crucial. There is no detached and disinterested generosity given out of affection, respect, admiration, or charity as required in Commissioner v. Duberstein. Instead, the cash presents from Lucille and the others represent cash for services rendered and must be included in gross income under §61(a)(1); the employer-employee relationship sufficiently precludes any characterization of the presents as gifts for tax purposes under §102(c)(1). The further a transfer is removed from the family context, the more strained becomes the justification for a gift exclusion.
b. Associates to Employees- this is probably taxable because it is likely to be based on job performance (§61a).

c. Client to employee- this is probably going to be seen as a kind of tip or bonus or reward for services. If the client really wants it so look like a gift then it should have all the trappings of a gift- put it under the Christmas tree.  

2. Caroline was named as personal representative in the will of her grandfather. The will contained the following provision: “I direct that my granddaughter, Caroline, be paid $25,000 for acting as personal representative of my estate. That amount shall be in full satisfaction of any amount otherwise allowable to her under the statutes of this state.” As personal representative, Caroline was entitled under state law to a commission not to exceed 4% of the gross estate of her grandfather. Given the size of her grandfather’s gross estate, Caroline was entitled to approximately $10,000 for serving as personal representative. Caroline paid herself $25,000 as authorized by the will. Is the $25,000 excludable under §102(a)? 

a. The best argument is that $10K was payable as compensation and the other $15K represent a bequest from her grandfather under §102(a).
3. Bernadette purchased a vacant lot for $60,000. Three years later, the lot increased in value to $150,000. Bernadette was offered $150,000 for the lot but refused. The following year when it was worth approximately the same, Bernadette deeded the lot to her son, Rob as a gift. Does either Bernadette or Rob recognize income on the transfer? What basis will Rob have in the lot? 

a. The donee will take the donor’s basis under §1015(a). Rob will take a basis of $60,000. There is no recognized income for either of them until a realization event such as a sale.    

4. Does your answer change if Bernadette is a realtor and her son Rob is one of the sales agents she employs?

a. This depends on whether the gift was based on labor compensation, §102c, or the family relationship, §1.102-1f.
5. Assume now that instead of giving the lot to Rob, Bernadette sold it to him for $75,000. What are the income tax consequences to Bernadette and Rob?

a. Selling property for less than the FMV, and not an arms-length transaction is a part-gift/part-sale transaction. §1.1001-1(e) states that the seller-donor has gain to the extent that the amount realized exceeds the adjusted basis of the property. Bernadette’s adjusted basis in the lot was $60,000. The sale to Rob for $75,000 (FMV $150,000) would generate a gain of $15,000. §1.1001-1(e).  

b. Rob will take the greater of the amount paid ($75,000) or the donor’s adjusted basis ($60,000). §1.1015-4. Rob will take a basis of $75,000. 

6. Assume that instead of giving the lot to Rob during her lifetime, Bernadette devised it to Rob in her will. At the time of her death, the lot was worth $150,000. What basis will Rob take in it?

a. §1014(a)(1) steps up or steps down the basis of the property acquired from a decedent to the FMV of the property at the time of the decedent’s death. Rob’s basis in the lot will be stepped up to the FMV at the time of the decedent’s death. §1014(a)(1). Thus, Rob will take a basis of $150,000. 
b. This is a benefit to the inheritor because now they can sell the property and not have to pay the income tax.  

7. Assume that was Bernadette devised the property to her elderly grandfather and that he died within 6 months after receiving the lot from Bernadette. His will devised the lot and other property to Bernadette. What basis does Bernadette take? Instead the grandfather devised the property to Rob. What basis will Rob take in the lot? 

a. Bernadette would have a basis of $60K (§1014e) because this was a deathbed transfer, since the grandfather died within 6 months of the initial transfer. The person devising the property will not invoke§1014e if they live longer than 1 year. If the property is deeded to Rob (i.e., not the person who first transferred the property), Rob will get the FMV of the property as his basis, so $150K under §1014(a)(1).
VI. Sale of Principle Residence

A. You have to own and use the home for an aggregate of 2 years out of the 5 years prior to the sale of the home (§121).
B. Short temporary absences still count for use by the owner.
C. If the surviving spouse doesn’t meet the requirements, they can add the deceased spouse’s time to theirs in order to meet the requirements (§121(d)(2))
D. Transfers of land are covered in §121(d)(3)(A)

E. §121(d)(3)(B) says that when there’s a divorce, so long as one of the spouses remains in the residence and meets the requirements, then the spouse not residing there can use that time to meet the requirements.

F. If there is a question in determining whether a residence is a primary residence, some factors to look at are listed in Reg. §1.121-1(a)(2), and include:

1. Whether a person uses the residence for the majority of the year

2. What address is on their driver’s license

3. Whether they receive their mail at the home

4. Whether they can commute to their job from the home

G. Only one spouse needs to meet the ownership requirement, but both spouses must meet the use requirement

H. Problems:
1. Brian and Jennifer, husband and wife, purchased a home in Seattle in 1993 for $350,000 and held title to the home as joint tenants with right of survivorship. The home was their principal residence until May, 2002 when they moved to a town in northern Idaho, where they purchased a home for $250,000. In January of 2003, Brian and Jennifer finally sold their Seattle home. The purchaser paid Brian and Jennifer $600,000 in cash and assumed a $250,000 mortgage which encumbered the property. Brian and Jennifer, who had added an additional room to the Seattle home, had an adjusted basis in that home of $400,000. 

a. Explain the tax consequences to Brian and Jennifer on the sale of their Seattle home. Assume that Brian and Jennifer file a joint tax return for the year. To calculate the gain you use the formula:

$850,000
§1001(b) Amount Realized

- $400,000
§1011(a) Adjusted basis

-------------------------------------------------------

$450,000
§1001(a) Gain Realized

-------------------------------------------------------

$0

§1001(c) Gain Recognized (§121(a))
b. They had used the property as a principal residence for 8 years prior to the sale and both had ownership of the home (though under §121(d)(1), only one spouse need meet the ownership requirement when filing joint tax returns). As joint taxpayers, they may exclude up to $500,000 of the gain under §121, which in this case is only $450K. Therefore, they may exclude all of the gain realized on the home and the gain recognized would be $0.
2. Would your answer change if the title to the Seattle home was held by Jennifer in her name alone?

a. Only one spouse need satisfy the ownership requirement in order for both of them to exclude the amount on their joint tax return under §121(d)(1). So the answer doesn’t change.
3. Chris, the curator of a small museum in San Francisco, leased a condo in the hills of Sausilito in 2001 and made the condo her primary residence. After leasing the condo almost 5 years, Chris finally purchased it on December 1, 2005 for $600K. Subsequent to purchasing the condo Chris met Matt and the two were married on July 1, 2006. Because Matt owned a larger more centrally located home in San Francisco, Chris and Matt decided to make Matt’s home their primary residence and to use Chris’s condo for weekends when they wanted a change of pace. Thus as of July 2006, Matt’s home became Chris’s principle residence. Ultimately, because they did not use Chris’s condo as often as anticipated, they decided to sell it. On December 15, 2007, Chris sold the condo for $750K. Title to the condo was in Chris’s name alone.

a. Assuming that Chris had never previously taken advantage of §121, may Chris use the provision to exclude any of the gain on the sale of the condo? How much may Chris exclude?

b. Chris owned the condo for 2 years and lived in the condo for more than 2 years, so she meets both of the requirements. Chris’s amount realized is $750K, the adjusted basis is $600K. The gain realized is $150K, and the gain recognized would be $0 because the entire amount would be excludable.

4. Assume the same facts as in A, but that Chris and Matt decided that Matt would also sell his home, which he had owned and used as his principle residence for the past 10 years. With the proceeds of both sales, Chris and Matt plan to purchase a new home in Berkeley. Matt sold his home, the title to which was in his name alone, on January 2, 2008 for $1mil. Matt’s adjusted basis in his home at the time of the sale was $400K. Explain the application of §121 on the sale of Matt’s home.

a. Matt owned and used his home for the last two years, so the requirements for the exclusion are met. The amount realized is $1mil and his basis was $400K. His gain realized is $600K but his gain recognized is $350K because $250K is excludable under §121. There is a 15% net capital gain, so the tax is $52,500.

5. Would the tax consequences be any different if Matt had sold his home in December of 2007 and Chris and Matt filed a joint return for 2007?

a. The answer is the same; they can’t max out the exclusion because they don’t meet the use requirements. Only one spouse needs to meet the ownership requirement, but both need to meet the use requirement (§121d). §121f allows you to elect which house you will use the exclusion on.
6. Al married Sue in June of 2005. The home Sue owned and used as her principal residence for over ten years became their principal residence. Shortly after their marriage, Sue was diagnosed with cancer and died six months later. Al inherited Sue’s home. After Sue’s death, Al found it too difficult to live in the home and moved to an apartment in the same city. Sue’s home remained vacant for almost a year. Al then sold the home and realized a $40,000 gain on the sale. May Al exclude the gain under §121?

a. Yes, §121(d)(2) says Al would be able to exclude the gain of $40K realized because Sue’s use would attributed to Al for tax purposes. If the gain had exceeded $250K, and he sold the house in the same year  that Sue died and that he filed his taxes, then he could probably file joinly and still get the benefit of the $500K exclusion.
7. Albert, who is single, sells a home he owns in Montana for $500K. His adjusted basis in the home is $250K. During the past 5 years, Albert lived in the Montana home 5 months each year ; he lived in a townhouse he owned in Arizona 4 months each year; he rented and lived in a cottage on the Oregon coast for 2 months each summer; and he spent the month of September traveling in Europe each year. Prior to the sale of the Montana home, Albert had sold a vacation home he owned in Maine three years ago.  Explain the tax consequences to Albert of the sale of the Montana home. Identify any other information you would need from Albert and briefly explain what information might be important.
a. When you own multiple homes, the test for primary residency is where you live the majority of the time, so it’s pretty likely Albert would be able to claim the Montana home as his primary residence. To augment this rule there is §1.121(b)(2) which lists a number of additional factors for consideration, such as what address is listed on the person’s license, where they go to work, where they get their mail, etc.
8. Maggie practices law in NY where she rents an apartment in Greenwich Village. She has owned a summer home in Maine for a number of years. Maggie wants to sell the home. The home, however, has appreciated substantially in value and Maggie is concerned about the significant gain she would have to report were she to sell the property. A friend advised her that she could avoid substantial gain on the home if she were to move to Maine and live in her home there for two years. According to her friend, Maggie could maintain her New York practice by arranging to be at her New York office five days per month and using technology to communicate from Maine with her clients, her office and the courts. 

a. Summer homes will not qualify under the §121 exclusion. Short temporary absences like the 5 days per month absences are allowed. In fact, Maggie could probably spend anywhere from 3 to 4 months per year at her office and still qualify. Of course, principal residence factors under §1.121-1(b)(2) will still apply, so she should also try to meet some of those in order to make her case a sure thing.
VII. Discharge of Indebtedness

A. A loan is not income because it comes with a corresponding obligation to repay.

B. §61(a)(12) and Kirby Lumber say that income from the discharge of indebtedness is taxable. Exceptions:
1. Bankruptcy (Title 11): 108(d)(2)
2. Insolvency: when the FMV of your liability exceeds that of your assets (§108(d)(3)). You can only exclude up to the amount of your insolvency.

a. If you have a discharge of $50K and your insolvency is only $40K, then you can only exclude the $40K, and the $10K left over is taxable (§108(a)(3)).

3. If you have Title 11 and insolvency then Title 11 rules under §108(a)(2)(A).

C. Merkel says that when a person is responsible for paying another person’s loan, in order to count this as an exclusion you have to show that it is more likely than not that you will have to pay the debt.

D. Purchase – Money Debt Reduction for Solvent Debtors (§108(e)(5))
1. If a house purchaser and seller have a dispute and they agree to reduce the balance of the purchase price then this would result in a retro-active reduction in the purchase price, rather than a discharge of indebtedness.

2. The basis the purchaser takes in the house is adjusted accordingly.
E. Acquisition of debt by person related to the debtor
1. If a person related to the debtor acquires the indebtedness, the acquisition shall be treated as an acquisition (debt discharge income) by the debtor. §108(e)(4)

2. The person taking on the debt must be more than 50% sure that he will have to pay the debt in order to count that amount as indebtedness toward insolvency.

F. Discharge of deductible debt

1. Forgiveness of a debt that does not generate income if the payment of the debt would have been deductible under §108(e)(2).

G. Compensation or Gift

1. Depends on the context – if it’s truly and excludable gift, then §102(a) trumps §61(a)(12) and it’s not includable in gross income.

2. If it really is compensation, this would trump debt discharge if that’s what it was.

H. Problems:
1. Donald borrowed $5,000 three years ago to assist his daughter who had incurred significant legal fees in a divorce battle. After repaying $3,000 of the loan, Donald was forced to resign from his job because of his health condition and, although he was not technically insolvent, Donald was unable to continue to make payments on the loan. Under the circumstances, the lender forgave the balance of the loan. What tax consequences to Donald if the lender were: a) a local bank; b) Donald’s employer; or c) Donald’s brother?
a. If the lender is the local bank then it’s unlikely the forgiveness would qualify as a gift because of the commercial context. So the $2,000 would be taxable as gross income under §61(a)(12) because Donald is not insolvent and he doesn’t fall under one of the exceptions.

b. If the lender is his employer the forgiveness could be interpreted as compensation and therefore taxable under §61(a)(12).

c. If the lender is Donald’s brother, then the forgiveness could be considered a gift under §102(a). 

2. Will Kevin have discharge of indebtedness income as a result of any of the following events? Assume that Kevin is solvent at all times. 
a. Kevin received a bill for $10,000 for landscaping work done at his personal residence. Kevin protested the bill claiming it was excessive. The landscaper reduced the bill to $5,000. Alternatively, assume that the landscaper succeeded in getting a judgment entered against Kevin in the amount of $10,000. Kevin threatened to appeal and the landscaper agreed to settle for $5,000.

i. The reduction of a bill through negotiation is not debt discharge and therefore wouldn’t be taxable as income under §108(e)(5).

b. To cover expenses associated with the start-up of his new business, Kevin borrowed $20,000 from Lender giving the lender his unsecured note in the amount of $20,000. One year after Kevin commenced the business, the economy slowed and Kevin was having problems paying his creditors. Lender agreed to accept $10,000 in full satisfaction of the $19,000 balance remaining on the note. 
i. Kevin is not insolvent and doesn’t fall into any of the exceptions, so the $9,000 remaining after the $10,000 payment would be taxable.

c. Assume the facts of B except that Kevin’s parents purchased Kevin’s note from Lender at its fair marker value which estimated to be $10,000. Kevin’s parents then promptly forgave Kevin the amount owing under the note
i. §108(e)(4)(B) says that Kevin still has to pay taxes on the $9,000 debt discharged, but the $10K his parents forgave would be a gift under §102(a) and not taxable.

d. Given the precarious financial condition of Kevin’s business, an independent contractor to whom Kevin owed $10,000 for services rendered to the business reduced Kevin’s bill by $4,000. Had Kevin paid the full $10,000 owing for the services, he would have been entitled to a deduction in that amount. 
i. The $4K is not taxable because Kevin would have been entitled to a deduction anyway, according to §108(e)(2).
e. Kevin entered into a contract with Ashley to purchase a building to house his business. Under the terms of the contract, Kevin agreed to pay Ashley a total of $150,000 for the building over the next 30 years in monthly installments. Because of the general downturn in the economy, the building’s value decreased significantly. Thus, although Kevin still owed $130,000 on the building, the building’s fair market value was only $115,000. To prevent Kevin from defaulting on the contract, Ashley agreed to reduce the balance owing under the contract to $115,000.
i. This would constitute a retro-active reduction in purchase price under §108(e)(5), so none of it is includable as income. Kevin’s basis would be adjusted accordingly to reflect the change, so his new basis would be $135K. Paying on the loan doesn’t change the basis, so it’s $150K - $15K (discharge) = $135K basis.

3. Bill borrowed $75,000 from Judy and later, when Bill was insolvent, Judy accepted a tract of unimproved land from Bill in satisfaction of the debt. The land, which Bill had purchased as an investment for $20,000, had an appraised FMV of $60,000 at the time Judy received it. Immediately prior to the transaction, Bill’s liabilities included the $75,000 debt to Judy and $50,000 of indebtedness to other parties. In addition however, Bill had guaranteed repayment of a $25,000 bank loan his son had taken out. The loan comes due in the near future, and the son estimates that there is a 50/50 chance he can repay it. Other than the tract of land he transferred to Judy, Bill’s only other assets are his personal property including his cars and household furnishings which have a total value of $55,000. As a result of Judy’s acceptance of the land in satisfaction of the debt, these items of personal property are now Bill’s only assets. He continues to owe $50,000 to third parties and to be the guarantor of his son’s $25,000 loan.
a. How much discharge of indebtedness income, if any, must Bill report as a result of the settlement of the debt owed to Judy? Does he have any other income?
i. Step one: determine the debt discharge amount ($75K). This is being satisfied with a tract of land worth $60K FMV. So the discharge of indebtedness is $15K.

ii. Step two: determine the insolvency amount. Compare liabilities to assets. If the liabilities exceed the assets then the person is insolvent. Liabilities: 75K + 50K = 125K. Assets: 60K + 55K = 115K. So Insolvency = 10K.

iii. Step three: calculate the gross income. 15K debt discharge acquisition – 10K insolvency exclusion = 5K gross income under §61(a)(12).

iv. There is an additional $40K of gain realized because Bill’s basis was $20K and he “sold” it for $60K FMV. 

b. What basis will Judy take in the land she received from Bill?
i. Judy will take the FMV of the land as her basis because that is what it cost her ($60K).

4. Lloyd is a professional actor. At a time when his liabilities exceeded the fair market value of his assets, Lloyd received $10,000 for a toothpaste commercial in which he appeared. Even after receiving this money, Lloyd remained insolvent. What are the tax consequences to Lloyd of receiving the $10,000? Does you answer change if Lloyd owed $10,000 to the producer of the commercial and this debt is canceled in lieu of paying $10,000 to Lloyd?
a. Receiving money for work is compensation. Even if it’s used to pay off a debt to the employer, it’s still considered compensation under §1.61(12)(a).
VIII. Compensation for Personal Injury and Sickness

A. Damages from lost profits are considered taxable under gross income.
B. Damages received for destruction of a building
1. If the damages are equal or less than the FMV of the building then they are excludable; if damages are greater than the FMV they are considered gain.
C. §104(a)(2)

1. Includes any damages on account of personal physical injuries or physical sickness. 
a. Damages can be obtained by way of litigation or settlement agreement.
b. Damages can be excluded whether paid in lump sum or installments.
i. Periodic payments would be good because you can ask for interest and get even more money.
ii. As long as you comply with §104(a)(2), the interest is not taxable through periodic payments; if the amount is achieved in a lump sum, and then invested, the interest earned would be taxable. Periodic payments are the way to go for the tax benefits.
2. “On account of” means “if an action has it’s origin in a physical injury or physical sickness, then all damages (other than punitive) that flow therefrom are treated as payments received on account of physical injury or sickness, whether or not the recipient of the damages is the injured party.”

3. Physical is defined in a private letter ruling as an observable injury; however, this is only a PLR and doesn’t have the force of the Tax Court, so non-physical injuries may not be an automatic loser.
a. If an emotional injury grew out of a physical injury then it would be excludable ( e.g., a person lost an arm in a car accident and suffered some mental trauma as a result, like depression. Damages for the mental trauma would be excludable).
4. Punitive damages are includable as gross income!
5. If the plaintiff settles and allocates all of the damages to pain and suffering, versus punitive, to make it excludable the IRS will not necessarily respect that type of allocation. The transaction must be arms length, outside of the plaintiff saying allocate it all to pain and suffering.
a. You can ask for only pain and suffering in order to exclude the entire amount, but that’s usually a bad idea because you probably won’t get as much as you want.
D. Accident and Health Insurance: §104(a)(3), §105 and §106

1. Under §104(a)(3), as long as the insurance is paid for by the employee, the payments made to the insured party are excludable.

2. Under §105, when the insurance is paid for by the employer, the payments made to the insured are taxable.

3. §105(b), to the degree that the amount paid out is for medical payments, it’s includable. 
4. §106 says that employer paid contributions are tax free, but the tax cost is that once you receive the benefits, the employee has to pay taxes on those benefits (§105).

E. §213 says that if you deduct an amount before for medical payment you can’t exclude the amount again under §104(a)(2).

F. Problems:
1. The building in which Emily conducted her travel agency was destroyed in a fire resulting from a Fourth of July fireworks display sponsored by a nearby shopping mall. In the negligence action she brought against both the shopping mall owners and the company they hired to produce the fireworks display, Emily recovered $350K for the destruction of her building and $150K in lost profits. Emily had an adjusted basis of $200K in the building which had a FMV of $350K. What are the tax consequences to Emily?
a. The $150K recovered as lost profits is taxable as gross income. The $150K gain realized on the basis of the building is taxable as gross income. None of this recovery was acquired on account of physical injury or sickness.

2. Tom, a self-employed landscape architect, was injured last year in an accident in which a car, driven by a drunk driver, struck his car. Tom filed a negligence suit against the driver and the driver’s insurance company seeking over $2 million in compensatory and punitive damages. This year, the parties to the action settled the suit out off court for $900,000, which the parties agreed to allocate as follows:
Payment for pain and suffering: 
$500,000 (payable $100,000 a year for five years)

Reimbursed medical expenses:
$100,000

Future medical expenses:

$50,000

Lost wages:



$80,000

Punitive damages:


$150,000

Damages to Tom’s pickup truck: 
$20,000
Tom paid $10,000 for the reimbursed medical expenses last year from his own funds and was allowed a medical expense deduction of $6,000 under §213. The remaining $90,000 in reimbursed medical expenses was paid by Tom’s health insurance. (Assume that Tom paid all of the premiums on his health insurance policy.)
a. Pain and suffering: excludable under §104(a)(2)

Reimbursed medical expenses: excludable under 104(a)(2), but only up to $94K because $6K was previously excluded under §213

Future medical expenses: excludable now, but not again later when they are incurred under 104(a)(2)

Lost income: excludable under 104(a)(2)because it is the result of a physical injury (even amounts allocable to wages can be excluded)

Punitive damages: taxable as gross income under 104(a)(2)

Damages to the truck: Any amount exceeding the basis would be taxable gain, but any amount less than the basis would be excludable

i. Under 104(a)(3) this would be employee financed insurance and therefore excludable.

b. Assume Tom insisted the entire $900K settlement be allocated to pain and suffering even though in the law suit he sought recovery for the items listed in the settlement described above. Desiring to settle the lawsuit, the defendant’s agreed to the allocation. What are the tax consequences to Tom of this settlement?
i. Typically pain and suffering would be deductible under §104(a)(2); however, this does not appear to be an arms length transaction, so the Tax Court has held that the IRS is not bound to the terms of the settlement. The IRS could allocate the tax consequences reasonably.

c. What tax consequences to Tom’s wife Phyllis if she recovers $100,000 from the defendants for loss of consortium due to the injuries suffered by her spouse? 

i. The amount Phyllis receives is excludable according to §104(a)(2).

3. Martha, a business graduate of a major university and a C.P.A., accepted a position with a prominent accounting firm. Shortly after Martha complained to a partner of the firm that she was being sexually harassed by a manager of the firm, she was fired. In its notice of dismissal, the firm indicated that Martha’s performance did not reflect the level of competence expected of new associates. As a result of the sexual harassment and her discharge, Martha suffered severe emotional distress which exacerbated a pre-existing ulcer condition and ultimately resulted in her hospitalization for bleeding ulcers. In addition, Martha has suffered depression and is being treated by a psychologist. Martha has been unable to locate suitable new employment. In full settlement of all claims which Martha may have against them, including wrongful discharge and sexual harassment claims, the firm offers Martha $500,000. In assessing whether to accept the settlement, Martha asks you to advise her regarding the potential tax consequences of the settlement. What advice would you give? Would your advice be any different if Martha could establish that the sexual harassment she had experienced at the firm involved not only verbal statements and gestures by the manager but also unwelcome physical contact, including embraces and kisses. In one instance the manager grabbed Martha by the arm and actually bruised her arm when she tried to break away from him. 
a. The amounts received would be includable because they did not result from a physical injury. The $150K contingent lawyer fee would be deductible under §60(a)(20).
IX. Depreciation
A. Current deduction: The taxpayer can take the deduction today and get the return today rather than waiting. §179 allows for a current deduction for some business expenses.

1. §162

B. Over time: A capital expenditure creates an asset that will last substantially beyond the current year (§263). So this shouldn’t be deductible all at one time, but rather spread out over time to better reflect the reality of it’s benefits.

1. §167 and §168
2. §195

3. §197 – amortization of intangibles (good will, etc) recovered over 15 years on an even level.

C. At disposition: Can’t take a current deduction, can’t amortize, cannot depreciate. It’s only deductible at disposition (§263). (e.g. land and stock)
D. If a client is planning on buying an apartment building, recommend that the person not pay cash, but take out a loan for the full amount because in the first year you will get a refund without having made any payments.

1. The interest on the loan will be deductible as a business expense.

E. For property to be depreciable it must be subject to wear and tear AND 1) be used in the trade or business, or 2) be held for the production of income (§167(a)).

F. Taxpayer purchases lake-home for $100K (cost basis §1012). Nothing happens to property and taxpayer sells it for $175K (§1001b) and realizes a gain of $75K (1001a). This is non-depreciable property because it’s not used for trade or business or the production of income.

G. Recovery period – Useful Life

1. The amount of time the property is useful to the taxpayer for the production of income.

2. Three year property: we don’t need to know

3. Five year property: trucks, computers, copying equipment, cars

4. Seven year property: office furniture, fixtures and equipment
H. Depreciation Methods:

1. Straight-line method: You divide the basis by the years. Recover on a straight line basis for the usefulness of the property.

2. Sum of the year’s digits method: Don’t need to know it

3. Declining Balance: You take a fixed rate and multiply it by the original basis minus whatever deprecation deductions are taken.

a. We now use either 200% or 150%

b. Accelerated Method: front load the deductions you take, so you have higher deductions in the earlier years and lower deductions in the later years.

I. Conventions – and administrative convenience enacted by Congress

1. The starting point for depreciation is the time it is placed into service

2. For real property you use the mid-month convention

3. For other property you use the mid-year convention

J. Computing Depreciation:

1. Taxpayer buys a Hummer for $100K and it is 5 year property.

2. Multiply this by the percentage on the appropriate table

3. The tables incorporate a salvage value of $0, which is as it should be.

4. Sometimes there will be an additional year, for example 5 year property might take 6 years because the first year was only half a year, so the remaining about is entered in the 6th year.

5. For non-residential real property you look at table 7

K. Taxpayer has basis of $200K in property. The taxpayer has deducted $75K for depreciation, so the adjusted basis is $125K. If the taxpayer sells the property for $175K, then they will have a gain of $50K.

L. Expensing tangible personal property - §179

1. This is pro-taxpayer because it allows the taxpayer who purchases tangible property for use in trade or business to deduct a value of up to $100K, meaning they can take a current deduction for all or part of the value of the property.
2. Impact on the basis – the basis goes down because the taxpayer has recovered part of the basis each time.

3. When a person elects to take a §179 deduction, you adjust the basis by that deduction and then do a regular deduction of 20%. So a person who bought property for $200K and took the §179 deduction of $125K would then have an adjusted basis of $75K. Then you have to take the 20% deduction off of the $75K adjusted basis.

M. Simon v. Commissioner

1. P bought violin bows that were antiques. P’s said that as they played with the bows in the symphony they would experience wear and tear and lose their tonality. So even though they were antiques, they were subject to depreciation.
N. Liddle v. Commissioner

1. P bought a bass to use for the production of income. The bass was an antique, and the majority agreed with Simon, that it was depreciable. The dissent said that since the bass has been in existence and used for over 200 years it is not subject to wear and tear.

O. Problems:

1. With respect to each of the following assets associated with a new luxury hotel, explain whether the asset is depreciable or non-depreciable.

a. The tract of land on which the hotel is constructed.

i. Land is a non-depreciable asset under Reg. § 1.167(a)-2
b. Fences and concrete sidewalks on the grounds of the hotel.

i. Fences and sidewalks are depreciable
c. Landscaping of the property around the hotel, including trees and shrubbery.

i. Landscaping including trees and shrubbery is depreciable 
d. Valuable antique furnishings and carpets that are a part of the décor of the public spaces throughout the hotel.

i. Depreciable over 7 years

e. Elegantly framed but non-descript landscape paintings for each of the guest rooms. These paintings were produced by a business that provides hotels with paintings for decoration purposes. The business hires starving artists to paint the landscapes using colors that will match the décor of the particular hotel rooms.
i. These paintings would be non-depreciable. 

ii. Side-note: Wall paper might be considered a fixture and therefore depreciable.

2. Liz owns an engineering business. She consults you regarding the deductibility of a sophisticated piece of new equipment she acquired for use in the business on January 19, year-1. The purchase price for the new equipment was $200K. Liz used  $50K of her own money and borrowed $150K from the local bank to purchase the equipment, which is 5-year property under §168. The equipment was the only depreciable property she placed in service during the year. Liz’s only taxable income from her engineering business in year-1 was $300K, calculated without regard to deductions allowable with respect to the new equipment.
a. Disregarding §179, how much depreciation may Liz claim with respect to the equipment in the year of purchase, Year 1? How much depreciation may she claim in Year 2? What is the equipment’s adjusted basis at the beginning of Year 3? What would the equipment’s adjusted basis be at the beginning of Year 7, assuming she continues to use the equipment for her business?
i. §1.167(g)-1 Basis

Year 1: 20% x 200K = 40K deduction

Year 2: 32% x 200K = 64K deduction
Basis in year 3: 200K – 40K – 64K = $96K

Basis in year 7: $0
b. How much depreciation may Liz claim with respect to the equipment in Year 3 if she sells it on December 31 of that year? What will her adjusted basis be for the purposes of calculated gain or loss?
i. If you sell between years 1-5 you have to take half of the percentage. So $200K x 19.2% = $38,400.Then you divide by two because of the half year convention. So the answer is $19,200. The adjusted basis is $76,800.
c. Assume Liz elects under §179 to deduct the maximum allowable under the provision, what is the total amount which Liz may deduct in year 1 under §§168 and 179?
i. §179(b)(1) says Liz ca only deduct $125K; she would have to reduce the amount dollar for dollar if it exceeded $400K; she also has to earn more than she spent. So she can deduct up to $125K in year 1. She can also deduct $75K x 20% = $15K, which is the depreciation under §168. So the total deduction would be $125K + $15K = $140K
3. On March 30 of this year, Erik entered into a 10-year lease of a small commercial building. Erik plans to use the building, which is conveniently located near the county courthouse, for his law practice. Erik paid the owner of the building $10,000 as a bonus for leasing him the property and agreed to pay the owner rent of $2,000 per month. What are the tax consequences to Erik as a result of the lease arrangement? 

a. On the rental piece the bonus paid for the lease (a bonus was paid because the building is in an attractive area and Erik is paying a lower lease per month). §1.162(11) says to amortize the amount over the remaining term of the lease, $1000 per year.
i. The second part of the lease (the rent) is simply a deduction under §162(a).
4. On March 30 of the current year, Pete purchased and put into use an apartment building for $1,500,000. He paid $500,000 down on the property and agreed to pay the balance in installments over the next 20 years. $500,000 of the $1,500,000 cost is allocable to the land and the other $1,000,000 to the building. 
a. May Pete claim a §179 deduction with respect to the purchase of the apartment building? 
i. No because §179 only applies to tangible personal property, not real property.
b. How much depreciation may Pete claim on the apartment building in the year of purchase? How much depreciation may he claim the following year? (Assume that all of the gross rental income Pete receives from the building is rental income from dwelling units.) 
i. Under §168(e)(2) the residential real property has a useful life of 27.5 years and the mid-month convention applies. Look at Table 6 to find that you multiply $1mil by 2.879, which equals $28,790 for the first year, and $36,360 for the second year.

X. Interest Deductions

A. Definition of interest: Compensation for the use or forbearance of money.

1. Points are a percentage of the mortgage that you pay upfront in order to get a lower interest rate on the loan. The points are considered interest, but may not be deductible in the current year.

B. §462(g)(1): Pre-paid interest must be allocated to each year that it is for, and deducted in that year.

1. §461(g)(2): As long as points are reasonable and customary for that area then they would be deductible in the first year.

C. Interest on personal debt is non-deductible. Personal debt includes car payments, credit card bills, etc.

1. The rational is that the old system encouraged consumerism and buying and this new system encourages saving. In reality the new system didn’t work, we aren’t saving any more than before.

D. §163(h) says you can deduct trade or business expenses. This would be deductible under §162.

E. §163(h)(3 says you can still deduct interest paid on the purchase of a qualified residence.

1. This only applies when debt is secured by the residence, as opposed to some other property.

2. Home equity debt – limited to the FMV of the qualified residence, and capped at $100K.

a. A person takes a home equity loan to buy a range rover, and secures the loan with the home. This would be deductible as long as it meets the requirements.

b. Acquisition debt: Debt not more than $1 million used to acquire, construct or improve a qualified residence.

c. In order for home equity loans to be deductible they must meet the following requirements:

i. It must be acquisition debt

ii. It must not exceed $1mil

iii. And it must be used to secure the home

d. If you convert your personal debt to home equity debt you can take a deduction. *Tax planning tip*

i. The problem with this is that if you can’t pay your bills then you could lose your home because you’re moving from unsecured to secured debt.

F. §221 says you can take limited deductions for educational loan interest.

G. Investment interest is only deductible to the extent of your investment income.

1. Net investment income = investment income – investment cost

2. If there is no net investment income, the investment interest expense is non-deductible. It can become deductible later – carried over – according to §163(d)(1) for an unlimited amount of time until the investment becomes profitable.

H. Payment issues:

1. There must be an actual payment to the taxpayer

I. Problems:
1. To what extent, if any, may Kevin deduct the following payments which he made during the taxable year?
a. Kevin paid $3,000 interest on a bank loan used to pay operating expenses in Kevin’s retail shoe business.
i. The entire amount is deductible under §163(h)(2)(A) or §162.
b. Kevin paid $500 interest on a loan he obtained to purchase a car for his personal use and $1,000 in interest on credit cards used to make personal purchases. 
i. These amounts are non-deductible under §163(h)(1) because they are personal interest.
c. Kevin paid $1,200 interest on a bank loan used to pay his daughter’s college tuition. What results if Kevin had borrowed the money for his daughter’s tuition from 1) his brother or 2) his uncle?

i. If the money is borrowed from the bank it may be deductible under §221 as an educational loan, but we don’t have enough information to know if it qualifies for sure.

ii. If the money is borrowed from Kevin’s brother then it is non-deductible because this is a prohibited relationship for interest deductions under §221 and §267(c)(4).

iii. If the money is borrowed from Kevin’s uncle then it could possibly be deductible under §221 and §267(c)(4).

d. Kevin prepaid $25,000 in interest pursuant to the terms of an installment contract whereby Kevin purchased land on which he intends to construct a building to house his shoe business.
i. This amount is deductible, but it might not be deductible all at once, but rather over the time of the loan according to §163(d)(5)(A)(2).
e. Kevin paid $1,000 in interest on a loan used to purchase stock. The stock, which currently pays no dividends, was purchased for its growth potential. During the year, Kevin received $300 in interest income and $400 in dividends from other stock he owns. He also paid $50 (fully allowable as an itemized deduction) for a subscription to Investors Weekly magazine.
i. The investment income is $700, the investment expense is $50, so the net investment income is $650. the interest expense is $1000. Only $650 of this amount is deductible, and the remaining $350 is non-deductible , but would be carried over to the next year according to §163(d)(2).
2. In January of Year 1, Patrick bought a home for $600,000 by paying $100,000 from his own funds and borrowing the remaining $500,000 from Home Town Bank. The bank loan was secured by a mortgage on the home. With respect to the loan, Patrick paid the bank $10,000 in points and $50,000 in interest during Year 1. 

a. May Patrick deduct the points and the interest he paid in Year 1?
i. The points are customary, so they would probably be deductible under §462(g)(2). It would probably all be deductible in the first year because it is acquisition debt and it doesn’t exceed $1mil, and it’s used to secure the home, so it appears to meet the requirements.

ii. If Pat took mortgages for $1.1mil and used the additional $100K to buy something else, this whole amount would be deductible because you can use the $100K acquisition cap and then use the home equity portion to deduct the rest because home equity loans can be used for anything, including acquisition of a home.
b. Assume the facts of a. In January of Year 8, when Patrick’s home had a value of $800,000 and the balance on his mortgage was $400,000, Patrick refinanced the property to take advantage of a 7% per annum interest rate offered by XYZ Mortgage Company. Patrick borrowed $600,000 from XYZ, using $400,000 of the loan proceeds to pay in full the balance owing to Home Town Bank on the original mortgage. Patrick used $140,000 of the loan proceeds to remodel his home and the balance of $60,000 of the proceeds to pay his car loans and credit card balances. In Year 8, Patrick paid a total of $39,000 in interest to XYZ. How much, if any, of that interest will be deductible?
i. All of it is deductible. $400K was acquisition debt (that portion is fully deductible). $140K was acquisition debt (acquire, construct, improve, etc), and is fully deductible. The $60K is home equity and it is less than $100K, so it would be fully deductible.
c. Assume the facts of b. Assume also that in Year 8 Patrick entered into a 15 year installment contract to purchase a lake cottage which Patrick intends to use as his summer home. Patrick agreed to pay $500,000 for the home. Patrick’s obligation to the seller under the contract was secured by a mortgage on the cottage. Assume that Patrick paid $40,000 down and the first principal payment on the $460,000  was not due under the contract until Year 9. In Year 8, however, Patrick was required to pay interest that accrued that year on the unpaid principle balance. The interest for Year 8 amounted to $35,000 which Patrick paid on December 31st, Year 8. May Patrick deduct the $35,000 interest? 
i. If the cottage is considered a qualifying residence then the interest would be fully deductible because the amount of the home and the cottage combined doesn’t exceed $1mil (see §280(A)(d)(1)).
d. Assume the facts of a. In Year 5, when the balance owing to Home Town Bank on his home mortgage was $440,000, Patrick refinanced the home with Home Town Bank solely to take advantage of a significant decrease in home mortgage interest rates. At the time of the refinancing, Patrick owed Home Town Bank $10,000 in interest on the original mortgage. Under the terms of the refinancing arrangement, Patrick borrowed $450,000 from Home Town Bank but did not receive any of the loan proceeds. Instead, Home Town Bank withheld $440,000 of the proceeds as payment of the $440,000 principal balance owing on the original mortgage and withheld the remaining $10,000 as payment for the $10,000 in interest which Patrick owed the bank on that mortgage. May Patrick deduct the $10,000 in interest that was deemed to be paid as a result of the bank’s withholding of $10,000 from the refinancing proceeds?
i. You can’t exchange a note to “pay” off a debt because that doesn’t count as paying, so this amount is not deductible.
XI. Charitable Deductions

A. Conditions of deductibility:
1. Donation must be to or for the benefit of a qualified recipient (§170(c))
a. Can’t be to an individual
b. Can’t be given to an organization contingent on a specific person benefiting from the donation (suggesting is allowed though)
c. To be certain the organization is qualified you can ask the org for proof of status (501c3 entity) or check the list of qualified orgs online or in the library.
i. If you qualify as a 501c3 org you don’t have to pay taxes and it makes it a lot easier to market for donations.
2. Constitutes a transfer of money or property with no expectation of return benefit
a. XYZ group, a 501c3, wants to have a scholarship fundraiser so they invite Britney Spears to headline. Tickets are $1000 and the FMV would be $200, so $800 would be deductible. XYZ would clearly state on the ticket that only $800 is tax deductible (§6115).
b. The amount in excess of the FMV is the amount deductible.
3. Actually paid to the recipient within the taxable year for which the deduction is claimed (§170(a)(1)).

a. If you are an accrual method taxpayer you still have to make an actual payment in order to deduct.
b. If a check is mailed December 30 and cashed on January 14th, it is deductible when you mailed it according to §1.170A-1(b). You could prove this by using the post mark or asking for proof from the post office.
c. Credit card charges are effective at the time of the authorization of the charge, not the payment of the bill.
B. Limitations on Charitable Deductions

1. The maximum amount deductible is 50% of the contribution base.
2. Contribution base is the same as adjusted gross income (AGI)
3. If the contribution exceeds 50% of the contribution base, you can carry over the remaining amount for up to 5 years under §170(d)(1)(A).
4. There are lower caps for certain donating entities.
C. Contribution of Services

1. You cannot deduct the FMV of services!
2. §1.170A-1(g) authorizes a deduction for unreimbursed expenses incurred in providing services to charitable organizations (reasonable deduction for those expenses necessarily incurred).
a. Reasonable is relative to the person, if they are a business person working with wealthy clientele, their reasonable might be a little more expensive then the average person’s reasonable (have to keep up appearances in order to attract certain class of clients).
b. §274 disallows certain expenses associated with entertainment –this was implemented because doctors were going on cruises and saying they were attending seminars on the cruise.
D. Contribution of Appreciated Property:

1. General Rule: Taxpayer has stock with FMV of 22K and adjusted basis of 2K. Taxpayer could sell the stock for 22K and be taxed on the 20K gain, OR taxpayer could contribute the stock directly to the charity. They would receive a 22K charitable deduction and pay no taxes. 
2. Congress placed some limitations on this:
a. §170(e)(1)(A) – if it is ordinary income property or short term capital gain property, the amount of the charitable contribution is the adjusted basis.
b. Ordinary income property (§1221) – not a capital asset, inventory, artistic works by artist, manuscripts by author, accounts receivable for services.
c. Capital assets – Stock held for investment, one’s principle residence, for example.
d. §1223 – long term capital gain is generated on property held for a period longer than one year.
e. So for the above example the deduction would actually only be for $2000. 
E. §170(e)(1)(B) – If the property is tangible personal property and the donee’s use is unrelated to the donee’s exempt purpose or function, and the property is disposed of within three years of the contribution, then the charitable deduction is the basis.

1. To prove that the property will be or was sold, there is a form.
F. Contributions of Partial Interest:

1. General Rule: denies a deduction for charitable donations of property for any interest less than the donor’s entire interest.

G. Bargain Sale to Charity:

1. Example: T sold property with FMV of $100K to charity for $25K, and T’s adjusted basis was $28K. First you determine the charitable contribution: 100K – 25K = 75K. The bargain sale part is determined using §1011(b), which says (amount realized / FMV) x adjusted basis = bargain sale portion (the adjusted basis you use to calculate gain realized). So in this example: (25K / 100K) x 28 = 7K. Then you use the formula to calculate gain:
$25,000
§1001(b) Amount Realized

-$7,000
§1011(a) Adjusted Basis

---------------------------------------------------------

$18,000
§1001(a) Gain Realized
2. So you can deduct the $75K, but you also have to realize the $18K gain.
3. If debt is assumed (the property is subject to debt) then the amount realized is the amount of that debt.
H. Substantiation: If you make contributions, make them by check to any religious organization, OR if you have a statement from that charitable entity stating the amount, date made, and that no goods or services were received in exchange for the contribution.
I. Problems:
1. Maurice is very active in his church; he attends weekly services and takes advantage of a variety of programs offered by the church, including religious education programs for his children and family counseling services. He also regularly uses the church’s recreational facilities, which include a well-equipped gym. The church does not charge its members for any of these programs or facilities. As a member, Maurice is expected to contribute 5% of his income to the church and to contribute to its overseas mission fund. Maurice does both. Church members receive a monthly fund magazine published by the church; contributors to the mission fund receive a mission T-shirt. May Maurice deduct the amounts he contributes, assuming adequate substantiation? What if in addition, Maurice periodically donates small amounts of cash ranging from $5 to $20. The only records of these donations are entries in his financial ledger.
a. The main donation is probably deductible under §170 because Maurice gets the benefit regardless of the donation. The small cash donations are probably not deductible because he has no other record to substantiate them aside from his own ledger (§170(f)(17)).
i. You have to consider whether the entity is non-profit and if there is a commercial entity offering the same services.
ii. The gym utilities are questionable because there are commercial entities offering the same service. If the service is open to everyone (the public) then the service is probably ok. You have to make sure it doesn’t look like Maurice is paying for the gym service.
iii. You have to determine whether the t-shirt and the magazine are insubstantial items received in exchange for a donation, which they probably are.
2. The Loyola High School band is invited to march in the Rose Bowl parade on New Year’s Day in Pasadena. The principal of the high school estimates that the cost of sending the 100 student band to Pasadena is approximately $100,000 or $1,000 per band member. The Loyola school board launches a fund-raising effort to raise the dollars needed to cover the travel expenses of the band. 
a. Marcella, whose son Erik plays in the band, donates $1,000 to school’s fund raising effort. May she deduct the contribution to the school?
i. This amount would be deductible because the donation is to the band’s general fund, not for the specific use of her son.
b. Sean, the band director who will be accompanying the band to Pasadena, contributes $1,000 to the school effort. May he deduct his contribution?
i. This is probably deductible because even though there is a possibility that he will benefit from the donation, the school will have ultimate control over what happens to the funds.
c. The local newspaper provides free advertising for the school to assist in the fund raising effort. The advertising is worth $5,000.  May the newspaper claim a charitable deduction for $5,000 worth of free advertising it provided the school?
i. This would not be deductible according to §1.170A-1(g) because it is a service
d. On the day that the band left for Pasadena, a wealthy supporter of the school personally handed an envelope containing $50 to each member of the band. She included a note in each envelope wishing the band member a good trip indicating that the $50 was a little gift in recognition of the accomplishments of the band. May the donor claim a charitable deduction for the money she gave each band member?
i. This is not deductible because each member is not a qualified recipient and you can’t donate to individuals.
3. Assume Peggy has a contribution base of $250,000. What tax consequences to Peggy if she gives $150,000 to a local college? Alternatively, what tax consequences if Peggy gives $25,000 to a local college and $125,000 to Private Foundation (a foundation qualified under §170(c)(2) but not within §170(b)(1)(A)(vii))?

a. Peggy can only deduct $125K, or 50% of her contribution base under §170(d)(1)(A). The remaining amount can be carried over for up to 5 years.
4. William, an attorney, makes the following donations to charity during the year. Assuming an adequate contribution base, what deductions, if any, may he claim:
a. William owns an office building in an excellent downtown location. A local charity is in need of an office. To assist the charity, William agrees to rent office space to the charity for $100 per month. The actual fair rental value of the office space is $1,500 per month.
i. Not deductible under 170(f)(3)(A).
b. William serves as a member of an advisory board for the law school where he earned his law degree. The board meets semi-annually. William incurs unreimbursed travel expenses amounting to $2,000 per year as a result of the board meetings. In addition, he periodically handles legal matters for the school and never charges for his time.
i. Travel expenses are deductible under §1.170A-1(a)(1). Legal services are not deductible according to §1.170A-1(g).
c. William owns a valuable 18th century painting. He executes a document transferring a remainder interest in the painting to the local art museum. William retains a life estate in the painting. The remainder interest is valued currently at $50,000. Would it make any difference if instead William gave the museum an undivided one-third interest in the painting and executed an instrument giving the museum the right to the use and possession of the painting for the months of June through September of each year – months when William is usually away from home on vacation.
i. The remainder interest portion is not deductible under §170(a)(3). 
ii. The portion where there is a one-third interest given is deductible under §170(f)(3)(B)(ii) and §1.170A-5(a)(2). It doesn’t make a difference that William is on vacation, this is a planning mechanism.
d. Assume the sale of the painting described in c would have generated long term capital gain. What tax consequences to William if, in lieu of the transfers in c, he gives the painting to his church as an item to be sold in the annual church auction? Would you answer change if the donated property were undeveloped land rather than a painting?
i. The deduction is limited to the basis according to §170(e)(1)(B).
ii. If the painting is land instead, then the deduction would be the FMV of the land under §170A- 1(c)(1) because it’s not a capital asset and it doesn’t have to be used for any specific function.
e. William gives his alma mater a remainder interest in his personal residence. He retains a life estate in the residence.
i. Deductible under §170(f)(3)(B)(i).
f. William sells $100,000 worth of XYZ stock to his church for $50,000. William’s adjusted basis in the stock is $40,000.
i. The charitable contribution would be $100K - $50K = $50K. 
ii. Then use the §1011(b) calculation to figure out the gain on the bargain sale: ($50K / 100K) x $40K = $20K; 
$50,000
§1001(b) Amount Realized

-$20,000
§1011(a) Adjusted Basis

-------------------------------------------------------

$30,000
§1001(a) Gain Realized
g. William contributes a parcel of land to the local hospital. The land has a value of $75,000 and is encumbered by a mortgage of $25,000. William’s adjusted basis in the land is $15,000.
i. The charitable contribution = FMV – Amount Realized. So the charitable contribution in this case is $75K - $25K = $50K.
ii. The bargain sale portion is calculated using the formula (Amount Realized / FMV) x Adjusted Basis = New Adjusted Basis. So it would be (25K / 75K) x 15K = 5K. And then we use the old formula for calculations of gain: 25K (amount realized) – 5K (adjusted basis) = 20K gain realized. 
XII. Capital Gains and Losses

A. Capital Asset: Property acquired and held by the taxpayer for profit or investment for more than 1 year (whether or not connected with his trade or business), but does not include stock in trade of the taxpayer or other property of a kind which would properly be included in the inventory of the taxpayer if at hand at the close of the taxable year.

B. Important Code Sections:

1. §1(h): Net Capital Gain is taxed at 15%

2. §1222(11): Net Capital Gain = net long term capital gain – net short term capital loss

a. Long term capital gain – long term capital loss = net long term capital gain.

b. If you don’t have any losses then your long term capital gain turns into your net capital gain because you have nothing to subtract.

3. §1222(3): Long term capitol gain includes three components:

a. Gain that is generated by (1) the sale or exchange of (2) a capital asset, (3) held longer than 1 year.

4. §1221: Defines capital asset by saying what it is not. Some examples of capital assets:

a. Stock held for investment in a company

b. One’s principle residence

c. One’s personal automobile

d. Some examples of things that are not capital assets

i. §1221(a)(1): Inventory (clothing in a retail store), stock in a privately held business (food at grocery store; or stock in your own business, like if you’re a broker-dealer)
ii. §1221(a)(2): Property used in trade or business of a character which is subject to depreciation. For example: personal computer used to manage your investment portfolio would be a capital asset even though it’s subject to depreciation because it’s not your trade or business.

iii. §1221(a)(3): copyright literary, musical, or artistic composition –

1. (A)Held by the taxpayer who created the property;

2. (B)for a letter or memo or similar property, held by taxpayer for whom the property was prepared or produced;

3. (C) E.g., if it’s a painting, the artist has a basis (the cost of the materials). If the painter gives the painting to some one, they get the basis of the artist, so it’s not a capital asset for either of them. It becomes a capital asset when a person buys the painting for a price not dictated by the artist’s basis.

iv. §1221(a)(4): Accounts or notes receivable acquired in a trade or business (typically these are ordinary income)

v. §1221(a)(5): publication of the US Government which is received from the US government or any agency thereof, other than by purchase at the price at which it is offered for sale to the public.

C. Problems:
1. Terry and Margaret, husband and wife, own all the stock of Friendly Car Dealership, Inc., a corporation engaged in the business of selling new cars to retail customers. Determine which of the following are capital assets:
a. The new sedan that Friendly just received from the manufacturer and has placed in its sales showroom. 
i. Not a capital asset because it is inventory - §1221(a)(1)
b. The van that Friendly uses to transport customers to and from its service department.
i. Not a capital asset according to §1221(a)(2)

c. The new station wagon that Terry and Margaret have just purchased as their family car.
i. Capital asset because it’s not excluded under §1221(a)

d. The land and building Friendly owns and uses in the car dealership. 
i. Not a capital asset according to §1221(a)(2)
e. The promissory note Terry received on the sale of the adjacent vacant land he purchased as a investment several years ago. 
i. Capital asset because the land is used as an vestment and not in their trade or business, so it doesn’t fall under any exclusions.

ii. When you make an investment that is a capital asset, then the note on the investment is also a capital asset (because you can sell the promissory note in representation of the land).
f. The promissory note Friendly received on the sale of a new truck.
i. Not a capital asset under §1221(a)(4)
g. Terry and Margaret’s home.

i. Capital asset because it’s not excluded under §1221(a)

h. A painting Margaret’s mother painted and gave to her shortly before she died; a second painting by her mother which she received as heir to her mother’s estate.

i. §1221(a)(3)(A) makes the first painting not a capital asset because the daughter’s basis is determined from the artists basis.

ii. The second painting is a capital asset because the basis is determined by the FMV after the mother dies, so it’s not related to the artist’s basis.

i. Terry and Margaret’s stock in Friendly Car Dealership.

i. Not a capital asset under §1221(a)(1)

j. The computer which Friendly formerly owned and used in the dealership, but which Terry and Margaret now own and use to manage their investments.

i. Capital asset because even though it’s depreciable, its no longer being used in the trade or business.

XIII. Assignment of Income
A. Gifts are permissible assignments of income so long as the satisfy the Duberstien qualifications of gift giving.

B. Lucas v. Earle: The taxpayer who earns the income is the proper taxpayer to pay the tax on those earnings.

C. Helvering v. Horst: The person who owns the property pays the tax on the property and on any income earned from the property.

1. If you have stock and it generates dividends, you can’t assign the dividends to avoid the tax consequences because the owner of the underlying property pays the tax. The dividends would constitute an excludable gift.

2. Who ever owns the tree is taxed on the fruit.

D. Kochansky: The husband promised the ex-wife a portion of the contingency fee he earned. The court held that the husband is still the one who would be taxed for the earnings because he is the one who earned them.

E. Gianini: Guy refused to take the remainder of his salary and told the company to use it as they please. Because he never received the money and didn’t control or stipulate its use, he could not be taxed on it.

F. Problem: Martha owns a successful interior design business. In addition to providing consulting services to clients, she also maintains an inventory of unique and expensive home furnishings which she makes available to purchase by her clients. Martha’s 20 year old son Rob has been admitted to a medical school and, as a full time medical student, does not anticipate earning much income for the next few years. Martha plans to assist Robert with his education and living expenses. She has been earning approximately $250,000 per year from her business and another $40,000 per year in stock dividends and bond interest. Her intention is to give Robert at least $50,000 per year while he is in medical school. While assisting her son, she would also like to reduce her tax liability. To that end, Martha has devised a number of plans which might enable her to shift some of her income and the accompanying tax liability to her son. She asks you to evaluate each of the following plans.
1. Plan 1: Martha’s clients typically pay by check or credit card. Martha is considering asking some of her clients who pay by check to make their checks payable to Robert rather than to her. In this way, she hopes to reduce her own taxable income while at the same time providing financial assistance to Robert.
a. This plan would not shift the tax consequences because Martha is the own earning the income. The amount given to Robert would be considered a gift.

2. Plan 2:

a. Martha has thought about employing Robert at a salary of $50,000 per year. Her idea is that Rob could work with her during his vacations and could serve as her personal consultant on business matters throughout the year. Again, Martha believes that this plan will accomplish the dual purposes set forth above.

i. It might be difficult to show that $50K is a reasonable salary in light of the services being performed, so the plan probably wouldn’t work. But, if this salary was found to be reasonable, then the plan would effectively shift the tax burden to Robert.

b. Alternatively, Martha has contemplated an arrangement whereby Rob would earn the profit associated with sales of furnishings. Pursuant to this plan, when a client orders furnishings from her, Martha would in effect sell those furnishings to Robert at her cost and let him complete the sale with the client and thereby earn the profit from the sale. She particularly likes this plan because it can be implemented by just changing names on the invoices. Robert would not really be expected to do anything since Martha would actually do the work of selling the furnishings.

i. This is a case in which the fruit is too ripe, Martha has done all of the work and arranged the sale, so she will be considered to have earned the income and therefore bear the tax burden.

3. Plan 3:

a. Martha wonders if she could accomplish her purposes by advising each of the companies in which she owns stock that until further notice, all dividends payable to her with respect to the stock should be paid to Robert.

i. Martha still owns the stock (the tree) so she would be taxed on the dividends (the fruit) according to Helvering.
b. Alternatively, Martha is willing to give to Rob the right to the next five year’s dividends on her stock; simultaneously, Martha will give the stock itself to her daughter, Agnes. Would you analysis change if instead of giving the stock to Agnes, Martha gave it to her spouse, Heath?
i. Because the transaction occurs “simultaneously” this would work because at the time Agnes takes control, Robert gets the dividends that no one had control of momentarily. In reality this would be impossible.
ii. There is no difference between transferring the stock to Agnes of Heath.

c. Alternatively, Martha would be willing to loan her portfolio of stock to Robert. Under the terms of the loan, title to the stock would be in Robert’s name and Robert would be free to sell the stock or to keep it and collect the dividends. 10 years later, Rob would be required to return to Martha stock of the same type and quantity as was included in the portfolio of stock she lent to him. Rob would not be required to pay Martha anything for the loan of her stock portfolio.

i. The taxpayer’s argument is 2-fold: Robert would say he has control over the portfolio during the 10 year period. Martha could also make the argument that Robert had a real risk of economic loss because he had to return the same value of stock at the time of the deal, even though the stock may have lost value. The IRS would argue that Robert doesn’t really have control because after the 10 year period he has to return the stock.

d. Alternatively, Martha has thought about selling to Robert the right to receive the dividends from her stock for the next five years. She estimates that the present value of the next five years’ dividends from her stock would be approximately $100,000. The sales price and interest on the unpaid balance would be payable in ten years. Depending on her financial circumstances, Martha assumes that it is likely that over the ten year period she would forgive all or part of the principal and interest.
i. This may work if the IRS considers it a bona fide sale. It becomes problematic where Martha says she may forgive all or part of the debt because the forgiveness would make it a gift to Robert.

4. Plan 4: Martha owns the building in which her office and home furnishings showroom are located. She has almost fully depreciated the building. Martha would be willing to convey the building to Robert as a gift and then would lease back the space that she currently uses for her interior design business. Martha would pay Rob reasonable rent ($35,000 per year) under the terms of the lease. Because there is a vacant space in the building, Rob could generate an additional $15,000 in rental income per year by leasing that space to other professionals.

a. This should work to shift the tax burden from Martha to Robert because there was a true conveyance and Martha is paying reasonable rent, and there are vacancies for other tenants.

XIV. The Tax Consequences of Divorce

A. Primary Code Sections: §71, §215, §152, §1, §1041
B. If there’s an inclusion for one spouse (§71) there should be a deduction for the other spouse (§215).

C. A payment must meet the following requirements in order to constitute alimony:
1. Payment must be in cash - §71(b)(1)

2. Payment must be received by, or on behalf of, the spouse - §71(b)(1)(A)

3. Payment must be made under the divorce or separation instrument - §71(b)(1)(A)

a. The instrument must be in writing

b. There must be a “meeting of the minds” – so letters from one spouse to the other with no reply don’t count.

4. Divorce or separation instrument must not designate the cash payment as one that is excludable under gross income - §71(b)(1)(B)

a. Spouses can determine the consequences of the payment this way.

b. If you represent the payee spouse you may ask for less money so you don’t have to pay as much in taxes, but on the other hand the payee may want to take more because they want to have more after taxes.

c. The barrier to this negotiation is that the parties probably aren’t going to be looking to help each other out.

5. Parties can’t be members of the same household (done to get rid of “tax divorce” problem) - §71(b)(1)(C). 

6. Payor must not have an obligation to make payments for any periods after the death of the spouse - §71(b)(1)(D).

D. Child Support:

1. Obligation to pay for the support of the child does not terminate when there is a divorce, therefore the payments are non-deductible - §71(c)(1).

2. If there is any contingency that relates to the child, the payment will not be considered alimony but child support (e.g., payments will be made until Child turns 18, then…).

a. You can plan around this by setting dates or time periods rather than relating the time to the child (e.g., payments will be made for the next 12 years…). It might be a good idea to make the period last a year longer than necessary, so the time period isn’t too suspiciously coincidental.

E. Front loading (§71(f)) – If you have a situation where there are alimony payments and suddenly there’s a severe drop in payments from one year to the next, this could cause a problem.

F. Dependency Exemption - §152

1. The parent who has physical custody of the child for the greater portion of the year gets this exemption, and gets to claim head of household status.

2. A parent can give the exemption up to the other spouse, but it makes no sense to do this on a permanent basis because you would lose the leverage if it’s ever needed in the future.

G. Property Transfer

1. The important thing to look at is whether the transfer occurred incident to the marriage, or divorce. Any transfer of property during the marriage and any property transferred after the marriage (so long as it’s incident to the divorce) is not taxable according to §1041.

2. The same basis will be transferred from one spouse to the other. The gain and loss realized will be calculated normally, but the gain and loss recognized will always be $0 under §1041.

a. The transfer is treated as a gift, with the transferee taking the transferor’s basis.

b. §1041(a) is an exception to §1001(c) gain recognized.

3. If you have multiple pieces of property with the same value and no emotional attachment, you are going to choose property that would typically be a loss during negotiations, especially if your client is going to sell it.
H. Legal Expenses: Tax planning advice is deductible under §212.

I. Problems: Frank and Maureen were married for 15 years. On September 30, Year 1, they separate. Maureen remains in the family home, and Frank moves into an apartment. They enter into a written agreement on January 1, Year 2, and a divorce decree, incorporating the terms of that agreement, is entered on July 1, Year 2. 
1. Assume that in October, Year 1, prior to the separation, Frank writes a letter to Maureen in which he says that starting October 1, Year 1, he will pay Maureen $2,000 per month. Maureen does not respond to the letter, and Frank makes the promised payments. Do the Year 1 payments constitute alimony?
a. No because there is no express meeting of the minds as required under §71(b)(2)

2. Which of the following payments in the written agreement Frank and Maureen enter constitute alimony?
a. Starting January 1, Year 2, Frank will pay Maureen $2,000 per month.

i. This would be alimony because it meets the requirements of §71(b).

b. On January 1, Year 2, Frank will transfer to Maureen a parcel of land purchased by Frank some years ago as an investment (value $100,000; basis $75,000).

i. This would not be alimony because it doesn’t meet the cash requirement under §71(b)(1).

c. Starting in January, Year 2, Frank will pay Maureen’s monthly rent of $1,000. (Although not required to do so by the agreement, Frank also pays Maureen’s utility bills).

i. The rent would probably be alimony under §71(b)(1)(A). The utility bill payments would probably not constitute alimony.
3. Assume Frank and Maureen have one child, Donna, who was 12 years old on September 15, Year 1. Their written agreement provides that the parents will have joint custody of Donna, who will reside with Maureen, and also provides that:

a. To assure payment of the child support and alimony, Frank will buy and maintain a term life insurance policy on his life, naming Maureen as beneficiary. Frank pays $2,500 per year to ABC life insurance company for the policy. What tax consequences from these payments?
i. This would not be alimony under §1.71-1T-Q&A6 because Frank could stop payments at any time and Maureen would have no control over it. On the other hand, as long as Frank is paying, Maureen has a potential benefit. The ownership argument would probably win here though, since Maureen ahs no control.

b. Who is entitled to the dependency exemption? What is the filing status of Frank and Maureen?
i. Maureen would be entitled to the dependency exemption under §152, and she would be able to file as head of household as well under §1. Frank would have to file as an unmarried individual.

4. What are the tax consequences to Frank and Maureen of the following property transactions?
a. Frank and Maureen jointly own some ABC stock ($30,000 value; purchased for $45,000) and a parcel of land ($60,000 value; purchased for $20,000 and currently subject to a $30,000 mortgage). During Year 2, Frank transfers to Maureen his interest in the land, subject to the mortgage, and Maureen transfers to Frank her interest in the ABC stock. In Year 4, Frank sells the ABC stock for $40,000 and Maureen sells the land for $10,000 in cash, but subject to the $30,000 mortgage.
i. No gain or loss is recognized in year 2. The transfers would be considered gifts. Frank’s basis in the stock would be $45K because he takes his half plus Maureen’s half under §1041.Maureen’s basis in the land would be $20Kbecause we don’t know anything about the mortgage, so we don’t include it. Frank’s sale:

$40,000 
§1001(b) Amount Realized

-$45,000
§1011(a) Adjusted Basis

---------------------------------------------------------

-$5000

§1001(a) Loss Realized and §1001(c) Loss Recognized
Maureen’s Sale:

$40,000
§1001(b) Amount Realized

-$20,000
§1011(a) Adjusted Basis

---------------------------------------------------------

$20,000
§1001(a) Gain Realized and §1001(c) Gain Recognized

b. Instead of transferring to Maureen his interest in the land, Frank pays Maureen $15,000 for her interest in the ABC stock and $15,000 for her interest in the land. Frank later sells the stock for $40,000 and the land for $10,000 subject to the $30,000 mortgage.

i. Nothing would change because §1041 controls. It doesn’t matter that the property was paid for in cash, or just split between the two.The result would be the same as (a) because the transfer is incident to the marriage/divorce under §1.1041-1T-Q&A2.

c. On January 1, Year 4, in lieu of a $1,500 cash alimony payment, Frank gives Maureen $1,500 worth of XYZ stock that he had purchased for $1,000. Maureen later sells the stock for $1,300.

i. If this was incident to the divorce, then it fits within the 6 year window provided for in §1.1041-1T-Q&A, then §1041 controls and there is no gain to Frank and Maureen would take Frank’s basis of $1000 for a gain of $500.

1. If this is outside §1041 control then you look to Davis, and Maureen would take a basis of $1500, and she would have a $200 loss realized and recognized.

5. Are the following expenses deductible?
a. Maureen pays her attorney fees of $5,000.

i. Yes under §212, as long as they are related to legal advice.

b. Alternatively, pursuant to the divorce decree, Frank pays Maureen’s attorney fees of $5,000.

i. No, not deductible, but he could step up his alimony payment and take it as a deduction that way.

c. Frank pays his attorney fees of $5,000.

i. Yes they are deductible as long as they are within the realm of legal advice under §212.
