BASIC INCOME TAXATION B-PROFESSOR ALVIN LEONARD STORRS WINTER 2002

Chapter Notes:

Definitions:

1. Taxable Income:  

a. Non itemizing individuals(Adjusted Gross Income (AGI)(The standard deduction and deduction for personal exemptions.

b. For all other tax payers(Gross Income (GI(Deductions allowed by Chapter One of Subtitle A of Internal Revenue Code (IRC)[other than the standard deduction]

2. Gross Income:  § 61(a) All income from whatever source derived, including (but not limited to)….A list of 15 items.  Includes income realized in any form.
3. Adjusted Gross Income (AGI):  Gross income less certain “above the line” deductions.

4. Above the Line Deductions:  Deductions that a taxpayer may consider in determining hi/her AGI.

5. Below the Line Deductions:  Deductions taxpayer may take into account ONLY after AGI has been determined.

6. Standard Deductions:  Congress assumes all taxpayers incur a certain amount of deductible “personal” expenses.

7. Depreciation:  Represents an allowance for the reasonable exhaustion, wear, and tear of property used in a trade or business or property held for production of income.
Depreciation Deduction:
a. Example:   Taxpayer purchases sophisticated office equipment for $20,000.00.  He expects the use the office equipment for 5 years.

Estimate of the cost to be taken against this year’s income.   Cannot have the full deduction this year if only one-fifth of the income from it will be generated this year.  Must be deductible over fire years if it will generate income for the next 5 YEARS.

§62(a)(1) Includes business expenses as ABOVE THE LINE deductions

8. Contribution Base:  AGI

9. 2% Floor:  §67:  Certain itemized deductions may not be deducted except tot he extent that in the aggregate, such deductions exceed 2% of the taxpayer’s AGI.

10. Estimated tax Payment:  Advanced payment on tax because of self-employment.

11. Deduction vs. Credit:  

a. Deduction reduces one’s taxable income.

b. Credit reduces one’s tax on a dollar for dollar basis regardless of your tax bracket.

Deduction Formula:  Multiply Tax Rate x the deduction
Gross Income

±AGI

(standard deductions

itemized)

Personal Exemptions

TI (Taxable Income)

Tax (TI x TR (tax rate))

Credits

__________________________

TAX LIABILITY

*Gross income less above the line deductions gives the ADJUSTED GROSS INCOME.  From the AGI subtract either the (itemized [below the line] deductions) or the standard deductions.  [Deductions are subjected to certain limitations]  Subtract personal exemptions.  This will give the taxable income.  See § 1 for tax rates.  Then subtract credits from the final tax liability.

Chapter One Notes continued:

1. Above the line deductions are preferred because it lowers AGI….AGI is used for threshold deductions.

2. In Michigan….the beginning point for calculating the tax liability is AGI not GI.

3. Accrual Method:  Taxpayer includes amount in GI only when it is fixed and determinable.  **Example:  Performed services and sent bill then you must include this in GI.

4. **Checks are CASH EQUIVALENT (What is the code section for this?)

I.  WHAT ARE THE STEPS IN DETERMING TAX LIABILITY?

1. Determine the Gross Income.

2. Determine the Adjusted Gross Income [GI less deductions listed in §62-“above the line”]

**§62 is not a deduction granting provision;  in order to be deductible, there must be a specific provision; §62 merely tells whether the deduction granted is ABOVE THE LINE OR BELOW THE LINE.  Above the Line deductions you get whether or not you itemize.  Below the Line:  deductions that you only realize if you itemize rather than taking a STANDARD DEDUCTION.  Few get the benefit of itemizing because usually the standard deduction is HIGHER for most people.

3.  Decide whether to use a STANDARD DEDUCTION or ITEMIZED “below the line.”  First calculate the below the line deductions.

**Watch for §170 Gifts to charity and 

**Watch for §67(a) Miscellaneous itemized deductions:  aggregate must be greater than 2% of the AGI to be deductible.  Miscellaneous:  §67(b) :  Says what miscellaneous is NOT.

**Watch for §68:  Overall Limitation:  If AGI exceeds the applicable amount it is reduced by either :

1. 3% of the excess of AGI over the applicable amount; or

2. 80% of the amount of itemized deductions otherwise allowed.

        Threshold amount is found on page 1728 of the Code:  1994 $111,800 [1996: $117,950]

         Example:  AGI=126,000-117,950(8,050.  3% of 8,050=241.50…..subtract that from your itemized deductions to determine your final deductions.

         **Determine which is greater, the itemized deduction or the standard deduction

4.  Personal Exemptions § 151 and also phase out of personal exemption (d)(3)

II.  Gross Income

**Income is very broad.

Key Cases:

Eisner v. Macomber:  Defined Gross Income:   The gain derived from capital, from labor, or from both combined, provided it be understood to include profit gained through a sale or conversion of capital assets.

Glenshaw Glass:  In defining gross income, Congress intended to exert “the full measure of its taking power.”  Included are “undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion. (This INCLUDES PUNITIVE DAMAGES

Fair Market Value (FMV):  The price a willing buyer would pay a willing seller under NO COMPULSION.

1. Not objective definition—>Too many variables.

2. Same or similar goods in same or similar geographic area.

A.  Realization

1. You may be enriched by different forms of payment(Fair Market Value (FMV)

Realization Event:  Normally occurs with regard to property.  TRIGGERING EVENT  that will release either the tax gain or the tax loss in property.

Ex.  Stock(Appreciation of stock is not realization event.  Must actually sell stock to trigger this event.

1. SALE

2. EXCHANGE

a. Property:  An exchange of property gives rise to a realization event SO LONG AS THE EXCHANGED PROPERTY ARE MATERIALLY DIFFERENT

b. Materially Different:  It embodies legally distinct entitlements.
c. Key Case:  Cottage Savings Ass’n v. Commission
Issue:  Whether a savings and loans association realized losses on the exchange of its interest in one group of home mortgage loans for interest in a different group of home mortgage loans.

Holding:  Yes there was a “realization event.”  If properties are LIKE KIND, there is a realization event.

Imputed Income(Income from providing your own services and staying in your own home(NOT TAXABLE.

Bargain Purchase:  Purchase where the FVM of the asset is greater than the price just paid for it.  **This is not taxed but the tax is received upon the sale of the purchased property.

B.  What is includable in Gross Income?

1.  Dividends are includable in Gross Income § 61(a)(7)

a. If in CASH and even if not in CASH.

b. Eisner v. Maconbert

c. Definition of Dividend:  Distribution of cash from a corporation to the degree that the corp. has earnings and profit.  Therefore, may not be a “CASH” return but rather a return on Capital.
2. Wages:  Compensation for Services performed und4er § 61(1) also reg. 1.61-2

3. Tips from customers:  Although not listed, if providing services for the tips it is covered by reg. 1.61-2.

*If it is large enough tip, you may argue that the large substantial tip is actually a gift (may work if it comes from a friend)

4. Cash bonuses:  Any payment from an employer is likely to be included as compensation for services.  Reg. 1.61-2

5. Treasure Trove…you find a wallet with money in it and it was never claimed and you were permitted to keep it.

a.  *Cesarini v. US:  Piano bought and money found in the piano.  

Issue #1:  Is the money included in GI.

Holding:  Gross income includes income from all sources unless there is an express exemption; 


Issue #2:  When did the money count as income?


Holding: It is income in the year that [treasure trove] is reduced to undisputed possession.

c. Reg. 1.61-14(a) includes found money [Treasure Trove]

d. Answer:  Money found in wallet must be included in GI assuming under state law she has superior title against the world.

6. Rebate from the Manufacture of an item purchased?  

a. Could be an accession to wealth (Glenshaw Glass).  But if this were the case, all bargain purchases would be treated as income and would cause administrative difficulties for IRS.

b. Answer:  Revenue Ruling 91.36 (pg. 48):  The utility company gave a discount to participants in an energy conservation program.  Found to be a BARGAIN PURCHASE…..TREAT SIMILARLY SITUATED TAXPAYERS SIMILARLY-THE REBATE IS NOT INCOME

**Unless there is a suspect relationship between the seller and the buyer. 

7. Roundtrip ticket received from frequent flyer miles worth $300.

a. Congress has not answered this yet.  

b. Practical answer:  No one reports this as GI.  One view:  It is a bargain purchase…buy 10 tickets and get one free or discount of first 10 tickets.  Another view:  If it is business travel that accrues the miles and the employer purchased the tickets, then the free flight belongs to the employer (who gives it to the employee)….may disguised compensation that should be included

8. When someone else pays your obligation for you?

a. Old Colony Trust Co. v. Commissioner:  The company passed a resolution to pay the President’s income taxes for him.  

Issue:  Should this payment of taxes be included in GI and thus taxed?

Holding:  Yes!   If someone else pays your obligation for you, that payment counts as additional income.  This includes any obligation not just TAXES.
  

b. Codified in Reg. 1.61-14(a)

9. What if Tenant is an accomplished carpenter and builds a new kitchen for the property.  The landlord agree that for 2 months tenant need not make monthly mortgage payments ($300/month).  Tenant spends $100 dollars in material and 25 hours of her time.  Any income to tenant or landlord?

a. Revenue Ruling 79-24:  Bartering for services.  Lawyer gets the Fair Market Value of the painting services and the Painter gets the FMV of the legal services.  IN A BARTER SITUATION, THE VALUE IS DETERMINED BY THE FMV OF THE SERVICES RECEIVED.

b. Landlord gets FMV of the carpentry services….whatever that may be and must include FMV of those services in his GI.
c. Tenant gets $600 value of the monthly rent.  She has GI of $600 minus the $100 she spent on the materials for the kitchen.
10. What if company pays for a trip to a convention because of your performance?

a. McCann v. US:  Employer paid for a trip to Las Vegas because Mrs. McCann achieved a specified net increase in sales [she did a good job].  

Issue:  Is this trip includable in GI?

Holding:  The cost of the trip must be included in GI because income includes all gains in all forms.  Here it was an economic benefit in exchange for work performance, therefor compensation.

b. CONVENIENCE OF EMPLOYER DOCTRINE:  Benefits that are really for the convenience of the employer and not the employee are not the employee ARE NOT INCLUDED IN GI….because employee has no choice.  

11. Employee/Employer relationships:

a. Pellar v. Commissioner:  RP paid less for her house than it cost to build and less than the FMV.  RP’s dad was a partial owner in the corporation that gave the work to the contractor.  The contractor took the loss to keep the good will of the dad [and hopefully get more wok].  Dad was a potential employer of contractor

Issue:  Should that amount be included in RP’s GI.

Holding:  There was no employee/employer relationship involved so the general bargain purchase rule applied—no gross income.  The economic benefit must be provided by the employer and not the employee.  The rule is meant to catch DISGUISED COMPENSATION.  Normally employees do not pay employers.  Not GI.

b. Once you determine that there is an employee/employer relationship, this is only a red flag.  You must scrutinize to determine the motive.

c. Final:  Say that if this is an arm’s length transaction, and is not compensation for past or present services then it is not GI.  If it is compensation for past or present services, then it is GI.
12. Barter services are includable in Gross Income.  Re. 1.61-2(d)(1)

13. Stock:  

a. There are no taxes on gains not realized because we don’t want the tax system to force individuals to sell assets because they cannot afford to pay the tax on the gain.  There must be a realization event.

b. If you use the stock as a security deposit for the amount of the stock, there is still no realized gain…if you still own the stock.  If you repay the loan but keep the stock then it still has no impact

c. If the stock certificates are destroyed and you are given replacement certificates, her is no action on your part to dispossess yourself.   You still own the stock…therefore there is no tax consequences.

d. If the company merges and you must exchange your stock for the new entity’s stock…there is still no action by you the owner to dispossess yourself…the change in form was the corporation’s doing not your own…..No gain or loss.

e. If you give the stock to a creditor to satisfy a debt:  The stock is used to discharge an obligation—the previously incurred debt.  A discharge of an obligation gives rise to income.  This would be the same as if you sold the stock and used the cash to pay the creditor.

III. The effect of an Obligation to Repay

A. Loans:  An obligation to repay and therefore are not treated as Gross Income.  Also, there is no deduction for Repayment…..If some 3rd party pays the loan [discharge of indebtedness] you are better off….Gross Income.  

1.  What happens if you get paid for something and then are obligated to give part of payment back for some reason?    Should you report the full amount of your pay and then deduct?

a. North American Oil Com. v. Burnett

Rule:  Report the money in the year of receipt and deduct repayment in the year repaid.

b. §1341:  You can either deduct it when you repay the income or get a credit on the extra tax paid…which ever is more beneficial. \

c. If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income that he is required to claim as GI even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.
2.  Comparing Advancements vs. Loans

a. Indianapolis Power:  Who has complete dominion and control over the money.  If by paying the money, the estate can force lawyer to complete the work, the obligation to work signals an advance payment and therefore taxes must be paid in the year the advance payment is given.  If the lawyer can take the loan and then back of out of the legal work it is more like a true loan and taxes can be taken (at least in the first year).  

b. Can the lawyer back out of the work after she has received the $100,000?

3.  Embezzlement:

a. James v. US

Holding:  Embezzled funds (ill-gotten gain) counts as GI.  If it is a loan at the time (intent is important here) then the FMV of the goods taken are NOT included in GI.

But can’t take deductions for Drug Sales §280(f)

4.  Security Deposits vs. Advance Payments

a. Security deposit:  A true security deposit does not belong to the landlord (yet)…so it is not income when it is collected…don’t have to include in GI when you receive it.  But is the security deposit really and advanced payment?  

b. Advance payments:  Must be included in GI in the year it was received.

c. Distinction:
1. Commissioner v. Indianapolis Power and Light pg. 62

Holding:  Look to control to decide the difference.  Does the taxpayer when they receive the money have CONTROL over what happens to the money under the terms of the agreement?  If so, it is an advance payment and taxable.  If not, it is a security deposit , which is not taxed.  Once it is applied to the rent or to the bill, then it is TAXED.

IV. Gains Derived from Dealings in Property

1. Cost Recovery:  When an expenditure is made in a business or profit making setting, you are allowed to recover that cost.  Use that cost to reduce GI at some point [3 Possibilities]

a. Current deduction:  Reduce GI this year—best option

b. Capitalize the cost and depreciate over time—second best option

c. Recover the cost of the item upon the disposition or sale of the item [worst form the taxpayer point of view because there is no deduction until long after the cost is incurred].

**Why allow cost recovery at all?  Ex.  If I buy stock for $1000 and sell if for $4000, why not tax the full $4000 and not just the $3000?  Because I’ve already paid taxes on the cost…at the time it was income to me.  Prevents double taxation on the investment---Subtract out the basis and only tax on the gain when realized.  Makes sense to me.

A. BASIS

1. §61(a)(3):  Covers gains derived from dealings in property.

2. Amount of gain:  §1001

a.  Gain=Excess of the amount realized [AR] therefrom over the adjusted basis [AB]:   

AR(amount realized)

-AB(adjusted basis)

_________________

=Gain or loss ±

b. Amount realized = the sum of any money received = FMV of any property received.

c. Basis:  §1012= COST OF THE PROPERTY
d. Adjusted basis:  §1016=expenditures on improvements that increase the value of the property.
e. **AB gets subtracted from AR to prevent double tax on the capital invested in the property.
3. What if you purchase a house and finance it by paying part cash and part loan?

a. Basis would be the total cost of the house.  Loan has no tax consequences because of the OBLIGATION TO REPAY.

b. Improvements to the Home:  
1. Additional investment to improve the home gets an upward adjustment of basis under §1016(a)(1).

4. What if you sell your home for part cash and the buyer takes assumes the balance of your mortgage?

a. Old Colony:  Says that when someone pays one of your obligations, you must include that as income….this will be recorded through the gain provision of AR.  

b. The seller’s basis in the home will be for the amount of cash as well as the amount of the mortgage he assumes.  (Ex.  Paid $80,000 cash and assumes $120,000 in mortgage…..Basis equals $200,000)

5. §1012:  Basis in property is its COST.

6. Problem:  Maureen exchanges a sailboat valued at $14,000 for a vacant lot owned by P and also valued at $15,000.  Maureen paid $10,000 for the sailboat five years ago and used it solely for personal purposes.  

a. Must recognize tax consequences upon exchanges as well as sales.

1. Property:  An exchange of property gives rise to a realization event SO LONG AS THE EXCHANGED PROPERTY ARE MATERIALLY DIFFERENT

2. Materially Different:  It embodies legally distinct entitlements.
Key Case:  Cottage Savings Ass’n v. Commission

b. Gain = AR-AB

AR= $15,000:  FMV of the property received

AB= $10,000:  (the original basis) what she paid for the boat 5 years ago

$5,000 gain on the sail boat to be reported the year of the exchange.

At year after the exchange, Maureen solde th lot for $25,000.

AR= $25,000 cash

AB= $15,000:  FMV of lot at the time of the taxable exchange.

1. Philadelphia Park pg. 79

Rule:  The cost basis of property received in a taxable exchange is the FMV of the property received……DON’T USE COST BASIS

7. TWO BASIS RULES:

A. §1012:  Basis = cost if the property is PURCHASED

B. Phil. Park:  Basis = FMV of property received at the time of the exchange if the property is EXCHANGED.

8. FORMULAS:

AIR §1001(b)

CIB §1012, §1011(a) AIB

______________________

gain/loss realized §1001(a)

gain/loss recognized §1001(c)

SIDE POINTS:  

1. Revenue Ruling:  Just IRS position on a set of facts

a.  If on-point you argue:  This is Your Revenue ruling IRS.  My client relied upon it.  If you try to litigate against it, my client will ask that you pay COST IRS…..WE SHOULD WIN!

b. If Revenue Ruling is contrary to your argument(You can go forward but IRS will most likely litigate the issue

c. Burden is on the TaxPayer to point to a statutory “Exclusion.”

2. Average Civil Tax Statute of Limitations is 3 Years.  Non for Criminal Matters

3. Credits:  §§21-53:  A CREDIT reduces one’s tax on a dollar for dollar basis.  Whereas a deduction reduces taxable income, thus providing a reduction in that is dependent on the tax bracket of the individual.  Credits benefit equally, deductions benefit high tax brackets more than lower tax brackets.  A regressive trait that offsets the progressive rates.

